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This thesis investigates the effect of competitive advertising policies in a proposed
class of duopoly dynamic models, inspired on the classical Vidale-Wolfe model. A ba-
sic assumption is that the firm with a lower market share than its target market share
level switches on an extra control effort in its attempt to reach and surpass its competitor.
Dynamical patterns of the proposed models, subject to competitive advertising policies
which are based on the observed state variable, are investigated. An associated perfor-
mance index is calculated. This index in conjunction with the qualitative analysis of the

dynamics should guide the management decision on advertising spending.

vii



Contents

[List of Figures| xii
List of Tables xviii
[List of Symbols| XX
1__Intr 1 1
[L1_Structure of thethesisl . . . . . . . . . .. .. . .. . . .. ... 2
(L2 Laterature review| . . . . . . . . . o o ot e e 3
(1.2.1  Dynamic models of response to advertising in duopolies| . . . . . 3

[1.2.2 " Dynamic duopoly models involving price and advertising effortf . 4

(1.2.3  Dynamic duopoly models involving only advertising effort (non- |

pricemodels) . . . . ... .. 5

(1.2.4  Daifferential games of advertisingf. . . . . .. ... ... ... .. 7

[1.2.5 Duopoly differential games with dynamics derived from Vidale- |

[ Wolfe or Lanchestermodelsl . . . . . . ... .. ... ... ... 9
(1.2.6  Characteristics of differential game solutions| . . . . . .. .. .. 10

2 Proposed approach to study advertising duopoly dynamics | 13
[2.1 ~ Outline of the proposed approach{. . . . . .. . ... ... ... .. ... 13
[2.2  Proposed unified model of advertising dynamics|. . . . . . ... ... .. 15
2.3 Associated Performance Index| . . . . . ... ... ... 0oL 15
[2.4  Motivation for using state dependent control| . . . . . . .. ... ... .. 16
2.5 Objectivesof the firms| . . . . . . .. ... ... o L. 18
[2.6  Classes of Control Functions used by each firm| . . . . . ... ... ... 18
2.7 Objective of thisthesis| . . . . . ... .. ... ... 0., 19

3 Dynamics of a modification to the Vidale-Wolfe-Deal model under feedback |

[__control 20
B.I TIntroductionl . . . . . . . . . . .. 20
B2 Mainresult formodel VWDsO . . . . . . . . . ... 23

viii



[3.2.1  The state variables (market shares) x, x5 are nondecreasing along |

the trajectories| . . . . . . . . . ... 25

[3.2.2  Equilibria in U, their location and stability properties| . . . . . . . 25

[3.2.3  Types of separatrices| . . . . . . ... ... ... .. ....... 26

[3.2.4  Reaching, sliding and crossing behaviors with regard to the equal |

[ shareline 2. . . . . . . ... 27
[3.3  Designing advertising policies: a pictorial version of the main results for |
C modelVWDSA . . . . . oo 27
3.4 Simulation of different scenartos . . . . . . .. ..o oL 29
(3.5 Evaluating outcomes of the proposed policies using a performance index |
[ Tnmodel VWDSO . . . . . o 32
3.6 Remarks on model VWDsCl . . . . ... ... ... ... ... ... 33

4 Modification of Vidale-Wolfe-Deal model with Predatory Advertising| 35
M1 TIntroductionl . . . . . . . ... ... ... 35
4.2 Equilibrium points of model VWDsP|. . . . . . ... o000 36
4.3 Dynamics of trajectories reaching the equal market share line > in model |

[ VWDsP . . o 38
4.4 Pseudoequilibrium points of model VWDsP| . . . . . . .00 40
4.5 Simulations of model VWDsPl . . . . . ... ... .. ... ... 43
4.6  Evaluating outcomes of the proposed policies using a performance index |

[ formodel VWDsP| . . . . . ... .. 47
4.7 Remarksonmodel VWDsPl. . . . ... ... ... ... . .. 50
4.8 Model Vidale-Wolfe-Deal model with 2 switching lines (VWD2s)l . . . . 51

4 imulations of model VWD2s| . . . . . ... o 0oL 52
“4.10 Evaluating outcomes of the proposed policies using a performance index |

[ formodel VWD2s|. . . . . . ... 54
411 Remarksonmodel VWD2s . . . . . ... ... .. ... .. ... ..., 56

[ Duopoly model based on Lotka-Volterra dynamics with switched predation |
| (LVsP) 57
5.0 Introductionl . . . . . . .. .. ... ... 57
5.2  Equilibria of model LVsP . . . . . .. ... ... o000, 59
[5.3  Dynamics of trajectories reaching the equal number of clients line >. in |
[ modelLVSPl . . . . ... .. e 60
5.4 Simulations of different scenarios of model LVsPl . . . . ... ... ... 62
[5.5 Evaluating outcomes of the used policies using a performance index for |
[ modelLVSPl . . . . . . 71
5.6 RemarksonmodelLVsPl . . . ... ... ... .. ............ 74

ix



nclusions and Futur r 76

Bibliograp 78
Append 83
A Filippov solutions on the discontinuity boundary| 84
B Algorithm for obtaining separatrices of model VWDsC| 87
[C  Demonstrations of properties of model VWDsC| 90

[D Numerical considerations on simulating Odes with discontinuous RHS |

[ (right-hand sides)| 97
[E Review of duopoly models| 101
.R.Deal, 1979 [[L]| . . . . . . . . . 101

EIT Modelderivedfroml . . ... ................... 101
EI2 Formulationl. . . . .. ... ... ... ... ... .. ... ... 101
EI3SOMufonl . - -« v v v v e e e e e 102

E J.Case, 1979 2] . . . . . . . . . ..o 102
EZ21 Model derived froml . . . ... .................. 102
E22 Formulationl. . . . . . . ... . . . ... 102
E23 SOMUGOn . « « « v v oot e e e 103

[E3 G.Sorger, 1989 2] . . . . . . . . . . . . 103
IL__Model dertved from| . . . .. ... ... ... ... ... 103

E32 Formulation. . . . . . . ..o i 103
E33_Solutionl . . . . .« v v 103

[E.4 P K. Chintagunta, N. J. Vilcassim, 1992 [3]| . . . . ... ... ... ... 103
E41 _ Modelderivedfroml . . ... ... ... ... ... ....... 103
E42 Formulation]. . . . . ... ... ... ... ... ... ...... 104
[E4.2.1 Open-loop| . . .. ... ... .. ... ... ...... 104

E.4.22 Closed-loop| . .. ... ... ... .. ......... 105

E43 Solutionl. . . . . . . . . ... 105

[E5 G.Erickson, 1992 4] . . . . .. ... . .. . . . ... 105
I__Model derived from| . . . ... ... ... ... ... .... 105

E52 Formulation. . . . . . . . oottt 105
[E.5.2.1 Case approach to Lanchester game| . . . . . . . .. .. 106

[E.5.3 Lanchester differential game| . . . . . ... ... ... ...... 107
[E.5.4 Closed-loop solution| . . . . ... ... .............. 107
[E.5.4.1 Open-loop solution| . . . . ... ... ... .. .... 108




ES35 Solutionl. . . .. .. . . .. 108

[E.6  G. A Fruchter, S. Kalish, 1997 [5] . . . . .. ... ... .. ....... 108
E.6. T Model derivedfroml . . . ... ... ... ... ... ...... 108
[E.6.2 Formulationl. . . . . . . . . . . . . . i 109
E63 SOMufionl - - - -« v v v e e 109
[E.6.3.1 Open-loop| . . .. ... ... ... .. ... ...... 109

[E.6.3.2 Closed-loop| . .. ... ... .. ............ 110

E.7 .Wang, Z. Wu, 2001 [6l]f . . ... ... ... ... ... ... .... 111
1__Model derived froml . . . .. ... ... ... .. ........ 111

E7Z2 Formulationl. . . . . . . . . . . . . . 111
EZ3 Soluionl . . - -« v v v 111

[E.8 R. Jarrar, G. Martin-Herran, G. Zaccour, 2004 [[/lff . . . . . ... ... .. 112
ES8 I Derivedfroml . . . . . ... ... .. ... 112
E82 TFormulafionl. . . . . o v v vt e 112
E83 Solufionl. - -+« v oo e e e 112

[E.9 F. M. Bass, A. Krishnamoorthy, A. Prasad, S. Seth1, 2005 [8] . . . . . .. 114
E9.1 Modelderivedfroml . . . ... ... ... ... ......... 114
E92 Formulafionl. . . . . .« v oo i i 114
EO9.3 Solution]. . . . . . . . o o 115

[E.10 Q. Wang, Z. Wu, 2007 [9]] . . . . . . . . .. ... ... 116
EJ0.I Model derived froml . . . .. .. ................. 116
EI02 Modell. . . . ..o 116
ET03 SOIufonl . - « « v vt e e e 117

[E.11 A. Krishnamoorthy, A. Prasad, S. P. Sethi, 2010 [10]} . . ... .. .. .. 117
EITIT Model derived from] . . .. ... ................. 117
EIL2 Formulafionl. . . . . . .« v vttt 117
EIL3 SOIUbON - - « « v v ot v e et e e e 118

[E.12 S. Jorgensen, G. Martin-Herran, G. Zaccour, 2010 ﬂllﬂl .......... 119
12.1 Leitmann-Schmitendorf modelf . . . . . . . ... ... ... ... 119

[E.12.2 Tractability of calculating the equilibrium| . . . . . .. ... ... 119
[E.12.3 Linear and state-redundant differential games| . . . . . . ... .. 119
[E.12.4 Linear state games| . . . . . . . . . . . . . . v 120
[E.12.5 State-redundant games| . . . . . . .. ... ... ... ...... 121

X1



List of Figures

R

Control u(t) applied to achieve the sales goal of at least M/*. The continu-

ous case is shown in (a) the control u(t) = k(M*—S(¢) > 0 when current

sales S(t) < M* and u(t) = 0 when M™* < S(t). The discontinuous case

is shown in (b) where the control is a switching control u(t) = M.

when S(t) < M* and u(t) = Mg when M* < S(¢)| . . .. ... ...

2.2

A speedometer for indicator Sales in millions of $ using a standard coloring for the status

of a metric: red=In trouble (from 0 to 22), yellow=Attention needed (from 22 to 44), and

green=Normal (from44t070).| . . . . . . . . . ... ..o

31

The upper region U, the lower region L, the switching line ¥ = {x : H(x) = x5 —x1 =

0}, the segment Sat defined by 1 — z1 — x5 = 0. The segment Sat" (resp. Sat”) is

the portion of Sat that lies in region U (resp. L). ’/ 1s the triangle defined by the points

(1,0), (0,1), (0,0). The point marked E is the equal share saturation point, i.e. where

both firms have half of the total market. In this figure the sliding end is s.,,q < 0.5 and

there is one separatrix 5 = O | . . . . . .. ...

3.2

Possible outcomes for firm F>, which has been chosen, without loss of generality, to

have a bigger initial market share. The sliding end point s.,4 1s marked by a dot.

(a) RS: With initial conditions that lie below w’f, F> loses its initial advantage, but

ends with equal market share at saturation, (b) 25 Ret: For some trajectories firm £5’s

nitial advantage reduces to an equal share, but at saturation f5 has more than half of

the market, (c) RSC": Firm F5 loses its initial advantage, has a period of equal share

and at saturation line ends with less than half of the market, (d) RC": Firm F5 loses its

initial advantage and ends, at saturation line, with less than half of the market, without

experiencing a period of equal share. | . . . . . . . . . . ... .. ... ... ..

13.3

Types of separatrices: The superscript identifies the field used in the calculation and the

subscript 1dentifies the firm to which the separatrix applies. (a) There are two separa-

trices 7 and . The trajectories that start in the white region between 7 and (%

are such that both firms end up with half of the market share in the long run. The cases

depicted in (b) and (c) have only one separatrix, in case (b) the separatrix is ©5 = ¢7,

in case (c) the separatrix is 0y = 7. . . . . ...

Xii

26



3.4

The gray regions of U contain the initial conditions for which: (a) F} attains 50% of the

saturated market, (b) F; surpasses the saturated market share of F». | . . . . . . . . .

27

3.5

The gray regions of U contain the initial conditions for which both firms end with an

equal saturated market share in the long term. In (b) these initial conditions lie on the

separatrix 5 = % and the region collapses to a single curve (the separatrix)| . . . . .

28

3.6

The gray regions of U contain the initial conditions in U for which the firm F} end with

a saturated market share smaller than the saturated market share of F».| . . . . . . . .

28

13.7

Insufficient effort by initially disadvantaged firm F}. Phase plane of model (3.3)-(3.6)

with parameters k1 = 1, ¢; = 0.3, ko = 2, co = 0.3. The highlighted gray trajectory

7 starts in U and 1s such that firm F; reaches the equal market share, remains on it but

finally firm £5 ends with more than half of the saturated market share. This corresponds

B3

If 5., = 0.5, there are separatrices 7 and 5. All trajectories 7 with initial con-

ditions below ¢} and above ) end at the saturated equal market share F, i.e. firm

F5 finally ends with half of the saturated market share. The firm F3j does a big-

ger constant effort ¢; > ¢y but a smaller constant rate k; < ko when compared to

the previous scenario. The phase plane of model (3.3)-(3.6) corresponds to parame-

ters k1 = 1,c1 = 2, ko = 2,co = 0.3. 'The highlighted gray trajectory 7 1s such that 1t

reaches the equal market share 2. and remains on it until the saturated equal market share

point . This corresponds to Theorem[3.2.1[1.| . . . . . . . . . . ... ... ..

31

13.9

Firm F; loses its initial advantage. The phase plane of model (3.3))-(3.6) corresponds to

parameters k1 = 3.1, ¢y = 1.8, ko = 2, co = 0.3. All trajectories below the separatrix

@5 = Y that reach the equal market share line on the sliding segment Y., remain on

it and then they cross into region L, with firm F; ending with more than half of the

saturated market share (see Theorem [3.2.1| 3a). The trajectories that reach the equal

market share line on the crossing segment .. directly cross into region L (see Theorem

[3.2.1)3b). The highlighted gray trajectory is such that it reaches the equal market share

line X, remains on it for some time and then it crosses into region L. where firm F7 ends

up with more than half of saturated the marketshare| . . . . . . . . . .. ... ..

[3.10 F, spends more on advertising, i.e. it makes bigger efforts ko, co when compared to F}.

With a sales revenue coefficient » = 2, both firms have negative index values in the dark

gray region and Firm F5 has negative index values and firm F7 has positive index values

in the light gray region.| . . . . . . . . . . . . ..

[3.11 With a bigger sales revenue coefficient is 7 = 4 there are trajectories where both firms

make a profit, 1.e. their indexes are positive, even where their corresponding long term

| market share is lesss than 50%.] . . . . . . . . . . .. e e

4.1

Model VWDsP, scenario 1: Firm F; and F5 spending the same on predatory advertising.|

Xiii



@2

Model VWDsP, scenario 1: Time plots of the market shares x;(¢), x2(¢) with initial

| conditions z1(¢) = 0.04 and wo(t) = 0.05] . . . . . . . . .. ... ... 45
4.3 Model VWDsP, scenario 1: Signs of the inner products used in the calculation of condi- |
[ tions for crossing and sliding.| . . . . . . . . . . ... ... .. ... 45
4.4 Model VWDsP, scenario 2: Firm F; doing big spending on advertising when compared |
| to firm Fb (co; = 7.33c12) . . . . . o 46
4.5  Model VWDsP, scenario 2: Time plots of the market shares x1(t), x2(¢) with initial |
| conditions 71 () = 0.04and zo(t) = 0.05 . . . . . . . . . . ... .. ... .. 46
4.6 Model VWDsP, scenario 2: Signs of the inner products used in the calculation of condi- |
[ tions for crossing and sliding.| . . . . . . . . . . . . ... 47
4.7 Model VWDsP, scenario 1: Trajectories plotted according to their index values at final |
Cimed . o o 48
4.8 Model VWDSsP, scenario 1: Jy (z1(t), z2(t),t) vs. Jo(z1(t), z2(t),8)| . . . . . . . .. 48
4.9 Model VWDsP, scenario 1: Value of indices when the initial value z1(0) = 0.04 is fixed| 49
4.10 Model VWDsP, scenario 1: Value of indices when the initial value z5(0) = 0.05 is fixed| 49
4.11 Model VWDsP, scenario 2: Trajectories plotted according to their index values at final |
..................................... 50
4.12 Model VWDsP, scenario 2: Jy (1 (t), z2(t),t) vs. Jo(z1(t), z2(t),8)| . . . . . . . .. 50
4.13 Model VWDsP, scenario 2: Value of indices when the initial value z1(0) = 0.04 is fixed| 50
4.14 Model VWDsP, scenario 2: Value of indices when the initial value z5(0) = 0.05 is fixed| 50
4.15 The regions: upper U, middle M and lower L. The switching lines |
| Sum ={x: H(x) =29 —4x1 = 0}, Bpyp = {x: H(x) = 29 — 22y = |
| 0},. The segment Sat segment which is defined by 1 — 27 — 29 = 0. T is |
| the interior of the triangle defined by the points (1,0), (0,1), (0,0)| . . . . 52
{4.16 Model VWD?2s, scenario 1: Firm F; and F; spend similar amounts in advertising.| . . . 53
4.1’/ Model VWD?2s, scenario 1: Time plots of the market shares z1(t), x>(¢) with initial |
[ conditions z;(t) = 0.04and zo(t) = 0.05] . . . . . . . . .. ... .. ... .. 53
{4.18 Model VWD2s, scenario 2: Firm F; spends more than F} in advertising.| . . . . . . . 53
4.19 Model VWD?2s, scenario 2: Time plots of the market shares z1(t), xo(¢) with initial |
[ conditions z; () = 0.04and zo(t) = 0.05] . . . . . . . . .. ... ... .. .. 53
{4.20 Model VWD2s, scenario 1: Trajectories plotted according to their index values at final |
Cimed . oo 54
4.21 Model VWD2s, scenario 1: Value of indices when the initial value x;(0) = 0.04 is fixed| 55
4.22 Model VWD2s, scenario 1: Value of indices when the initial value 25(0) = 0.05 is fixed| 55
{4.23 Model VWD2s, scenario 2: Trajectories plotted according to their index values at final |
L med o o e e e 55
4.24 Model VWD2s, scenario 2: Value of indices when the initial value x1(0) = 0.04 is fixed| 56
4.25 ModelVWD2s, scenario 2: Value of indices when the initial value x5(0) = 0.05 is fixed| 56

X1V



p.1

Model LVsP, scenario 1: Firm F} doing little spending on advertising when compared

tofirm Fhl . . . . . e e e 63
[5.2  Model LVsP, scenario 1: Signs of the inner products used in the calculation of conditions |
forcrossingandsliding| . . . . . . . . ... ... .. . 64
[5.3  Model LVSsP, scenario 2: Firm F} increases its effort. In this scenario both firms coexist |
in the long term, firm F5 still ends with a bigger number of clients . . . . . . . . . . 64
[5.4 Model LVsP, scenario 2: Signs of the inner products used in the calculation of conditions |
for crossing and sliding.,| . . . . . . . . . . ... L. 65
[5.5 Model LVsP, scenario 3: Firm Fy increases again its effort and this introduces a pseu- |
doequilibrium. Firms F7 and F5 coexist with an equal number of clients. The phase |
plane shows trajectories crossing and then returning to | . . . . . . . . . . . .. . 66
[5.6  Model LVsP, scenario 3: Same simulation as in Figure [5.5] but here the stepsize = |
0.0002 1s smaller and this reduces most of the chattering on the equal number of clients |
line Xl . o o e 66
[5.7 Model LVsP, scenario 3: State variable as function of time for a trajectory having cross- |
ing and sliding behavior. When the stepsize = 0.001 the trajectories have noticeable |
chattering whenitslides| . . . . . . . . . . . .. ... ... . . 67
[5.8  Model LVsP, scenario 3: Same simulation as in Figure [5.7] but here the stepsize = |
0.0002 is smaller and this reduces most of the chattering when the trajectory slides. | . . 67
[5.9  Model LVsP, scenario 3: Signs of the inner products used in the calculation of conditions |
forcrossing andsliding| . . . . . . . .. . . ... . o 67
[5.10 Model LVSsP, scenario 4: Firm F; increases co; and diminishes do;. In the long term, |
firms F7 and F5 coexist with an equal number of clients. The phase plane shows that |
trajectories slides to a pseudoequilibrium. |. . . . . . . .. ... oo, 68
[5.11 Model LVsP, scenario 4: Same simulation as in Figure [5.10, but here the stepsize = |
0.0002 1s smaller and this reduces most of the chattering on the equal number of clients |
line Xl . o o e e e 68
[5.12 Model LVsP, scenario 4: Signs of the inner products used in the calculation of conditions |
forcrossingandsliding) . . . . . . . . . ... ... e 69
[5.13 Model LVSsP, scenario 5: Firm F) increases again its effort and this time firm F} is the |
one ending with a bigger number of clients.| . . . . . . . . .. ... ... .. .. 70
[5.14 Model LVsP, scenario 5: Signs of the inner products used in the calculation of conditions |
for crossing and sliding| . . . . . . . . . . . . ... 71
[5.15 Model LVsP, scenario 1: Trajectories plotted according to their index values at final time. |
In this scenario firm F5 has positive indexes while firm F; has negative indexes.| . . . . 72
[5.16 Model LVSsP, scenario 1: Jy (z1(t), z2(t),t) vs. Jo(z1(t), z2(t),8)| . . . . . . . . .. 72
[5.17 Model LVsP, scenario 1: Value of indices when the initial value x1(0) = 0.5 is fixed| . . 72
[5.18 Model LVsP, scenario 1: Value of indices when the initial value x5(0) = 0.03 is fixed.| . 72

XV



[5.19 Model LVsP, scenario 4: Trajectories plotted according to their index values at final time.

[ In this scenario both firms F} and F, have positive indexes.| . . . . . . . . . . . .. 73
[5.20 Model LVsP, scenario 4: Jy (z1(t), z2(t),t) vs. Jo(x1(t),z2(t),8)| . . . . . . . . .. 73
[5.21 Model LVsP, scenario 4: Value of indices when the initial value z1(0) = 0.5 is fixed| . . 73
[5.22 Model LVsP, scenario 4: Value of indices when the initial value x5 (0) = 0.03 is fixed.| 73
[5.23 Model LVsP, scenario 5: Trajectories plotted according to their index values at final time. |

[ In this scenario firm F; has positive indexes while firm F; has negative indexes) . . . . 74
[5.24 Model LVSsP, scenario 5: Jy (z1(t), z2(t),t) vs. Jo(z1(t), z2(t),t)| . . . . . . . . .. 74
[5.25 Model LVsP, scenario 5: Value of indices when the initial value 1 (0) = 0.5 is fixed| . . 74
[3.26 Model LVsP, scenario 5: Value of indices when the initial value x2(0) = 0.03 is fixed.| 74
[A.1 (a) Sample phase portrait showing segments >.; and >... (b) V', Z cross- |

| g points, W, 5 shiding points. 5 1s a pseudoequilibrium point, 1.e. |

| J(fY ) =180°0. . 85
IB.1 The fields fY or f* approaching the equal market share point £ from |

| the left can be as shown. In the case of the dashed line, the slope is less |

| than unity and the field indicates that the trajectory comes from U'. In the |
| case of the continuous line, the slope 1s greater than unity and the field |

| indicates that the trajectory comes from L. | . . . . . ... ... ... .. 88
IC.1 Configurations of fields f¥ and f” for a point belonging to 3,: The con- |

| figuration 1n (a) 1s the only possible configuration. The configuration of |

| fields in (b)1stmpossible.| . . . .. ... o oo 93
[C.2  Suppose that ko > k1, Seng < 0.5 and firm F) has an initial lower market share than 5, |

| then: (a) There 1s no trajectory 7 that reaches the equal market share line on the sliding |

| segment )., remains on it for some time and then crosses into L, with F; ending with |
| a bigger market share than F5 (b) There 1s no trajectory 7 that reaches the equal market |
| share line on the crossing segment 2., and crosses into L, with £ ending with a bigger |

| saturated market share than Fb| . . . . . . . . . . . ... e e e e 95
[D.1  Simulation ran with Piiroinen, Kuznetsov Matlab software. Trajectories shoul stop on |

| the saturated line Sat, however in the simulation they continue moving upwards.|. . . . 97
[D.2  Trajectory on the phase plane showing more than one crossing. This situation does not |

[ comply with Filippov’s theory for Odes with discontinuous RHS.| . . . . . . . . .. 98
[D.3 A magnified section of the discontinuity line X.. For a point that lies in the e-fube around |

| . and satisfies the sliding condition (A.6), the point is assigned the field (A.2)) defined |

[ by the Filippov rule for the numerical discretization| . . . . . . . . . .. ... .. 98
[D.4  Phase plane plotted with simulation data calculated using Berkeley Madonna.| . . . . . 100
[D.5 Phase plane plotted with simulation data calculated using the basic e-tube algorithm.| . . 100
[D.6 Zoom of the phase plane nearby the sliding end point Sepg| + « « v v v o o ... .. 100

XVi



[D.7  Trajectory calculated using the basic e-fube algorithm.|

Xvii



List of Tables

(1.1 Duopoly differential games and their solutions. CLNE= closed-loop Nash |
[ equilibrium, OLNE= open-loop Nash equibilibrium, FS= Feedback strat- |
| egy, 1.e. subgame perfect (not depending on 1nitial conditions) | . . . . . . 11
4.1  One parameter variation in model VWDSsP. Increasing k1 or c; moderately increases the |
| market share value at pseudoequilibrium. On the other hand, increasing the predation |
[ effort co; decreases noticeably the market share value at pseudoequilibrium. | . . . . . 44
4.2 Model VWDsP, scenario 1: Equilibrium points of field f* with parameters k;=1.5, |
| c1=0.7, ko =2, co =1,¢c10 =0.15| . . . . .. oo 45
4.3 Model VWDsP, scenario 1: Equilibrium points of field f¥ with parameters k; = 1.5, |
| c1=07091=015,ko=2,co=1|. . . . . . . .. ... 45
4.4 Model VWDsP, scenario 2: Equilibrium points of field f with parameters k; = 1.5, |
| c1 =07, ko =2,c0=1,c1o=0.15|. . . . . . . ... ... 47
4.5 Model VWDsP, scenario 2: Equilibrium points of field f¥ with parameters k; = 1.5, |
| c1 =07, co1 =11, ko =2,c0=1| . . . . . . ... ... 47
[5.1 Model LVsP, scenario 1: Equilibrium points of field f* with parameters b;=6.8, a1,=1, |
[ dyp =1.6,b3 =109, a9 =1,c10=55] . . . . . ... e 63
[5.2  Model LVsP, scenario 1: Equilibrium points of field f¥ with parameters b;=6.8, a;; =1, |
[ Co1 =3.6,by =10.9, a9o =1,d1o =4.6| . . . . . ... 63
[5.3  Model LVsP, scenario 2: Equilibrium points of field f* with parameters b;=6.8, a,=1, |
| doy =3, b5 =10.9, Goo =1, 10 =5.5| . . . . . . ... 65
[5.4  Model LVsP, scenario 2: Equilibrium points of field f¥ with parameters b;=6.8, a;; =1, |
[ cop =44, by =10.9, a9o =1,d1a =4.6| . . . . . .. 65
[5.5 Model LVSsP, scenario 3: Equilibrium points of field f* with parameters b;=6.8, a;;=1, |
[ doy =4.5,b0 =10.9, a9 =1,c12 =5.5| . . . ... 66
[5.6  Model LVsP, scenario 3: Equilibrium points of field f¥ with parameters b;=6.8, a;; =1, |
[ Cop =4.9,by =10.9,a90 =1, d1o =4.6| . . . . . ... o 66
[5.7 Model LVsP, scenario 4: Equilibrium points of field £ with parameters b;=6.8, a11=1, |
[ doy =3,by =109, a00 =1,c10 =55] . . . . . .. 68

Xviii



5.8

Model LVsP, scenario 4: Equilibrium points of field f¥ with parameters b;=6.8, a;; =1,

co1 =5.5,b0 =109, a90 =1,d1o =4.6| . . . . . . ... o 68
[5.9  Model LVSsP, scenario 5: Equilibrium points of field f* with parameters b;=6.8, a;;=1, |
dop =6.3,b0 =10.9, a9 =1,c12 =5.5| . . . . .. 70
[5.10 Model LVsP, scenario 5: Equilibrium points of field f¥ with parameters b;=6.8, a;; =1, |
Cop =7.1,b0 =10.9, 499 =1,d1o =4.6| . . . . . . .. 70

Xix



List of Symbols

[F'] Firm, [3]

[G] Goodwill, 4]

[ H] Hamiltonian, [9]

[J] Performance index,

[M] Saturation of the sales rate, the total
potential market size, [3]

[ R] Revenue coefficient,

[S(t)] Sales rate at time ¢,

[V'] Value function, [109]

[5;] Constant, effectiveness of advertising
of F;. Response constant, [3]

[0] Diminishing or decaying rate,

[A] Costate, [9]

[J;(z1,22)] Jacobian matrix of firm Fj,
which is a function of the states
L1, T2, @

[¢] Firm index i = 1, 2,[5]

[p] Price,

[¢] Quantity of products to sell, {]

[r] Discount factor, used to convert future
values to present values,

[¢] Time, [3]

[u] Advertising, [

[u;;] Predatory advertising on F; made by
Fii#34,4,5=1,2[]

[z;] State variable, market share of firm F;
unless otherwise stated,

[2] Other factors,

XX



Chapter 1
Introduction

A duopoly refers to a situation in which two companies own all or nearly all of the market
for a given product or service. A duopoly is the most basic form of oligopoly, which
refers to a market dominated by a small number of companies. A duopoly can have the
same impact on the market as a monopoly if the two players collude on prices or output.
Collusion results in consumers paying higher prices than they would in a truly compet-
itive market and is illegal under antitrust laws in many countries. For example, Boeing
and Airbus have been called a duopoly for their command of the large passenger airplane
market. Similarly, Amazon and Apple have been called a duopoly for their dominance
in the e-book marketplace [12]. A central feature of oligopoly markets, is competitive
interdependence: the decisions of every firm significantly affect the profits of competi-
tors. In contrast, each seller in a perfectly competitive market is so small that it has an
imperceptible competitive impact on its rivals [13].

Advertising has been and continues to be an important topic for academic research,
in both marketing and management science, as attested by the appearance of recent sur-
veys devoted to the topic in both areas. As Erickson [14] writes “A critical aspect of the
advertising budgeting process involves competitive issues — anticipated spending levels
of major competitors, effects that competitive advertising may have on the firm’s market
share, sales, and profit, and the interactive nature of a competitor’s advertising with a
firm’s own. Competition is ignored only at the firm’s peril; empirical studies (e.g., Lit-
tle 1979) have shown quite clearly that competitive advertising can have a direct, and
negative, effect on a company’s market share.”

Since a competitive scenario with strategic decisions being made by two competing
firms is usually described by the word duopoly, this term is also used while describing
dynamic models of advertising competition. However, it is important to point out here
that, in the simplest case of two firms producing an identical product, the normal use of
the term duopoly in the economics literature involves the use of product price, implicitly
or explicitly. This is the case with the three most popular models of duopoly behavior,

namely quantity leadership (Stackelberg), price leadership, simultaneous quantity setting



(Cournot), simultaneous price setting (Bertrand), the terms in parentheses are the names
of the economists who introduced these models which now bear their names [[15]. In
contrast, as we will see, many models of advertising competition focus on advertising
effort (as a control) and its effect on market share (controlled variable), without explicitly
taking product price into account. This thesis will concentrate on such models, in order to
avoid the complications of price dynamics and emphasize the control aspects and strategic
interactions.

Specifically, we consider a duopolistic industry in which two firms are engaged in a
brand competition using advertising policies which may have a predatory effect on the
opponent’s brand. If an increase of advertising in one firm causes a decrease in the sales
of its rivals, then that advertising can be called predatory, although the firm may gain more
than the sum of the losses of the other firms [[16} p. 144, chap. 6]. In comparative advertis-
ing a brand can be implicitly or explicitly compared two or more products. Although it is
legitimate to compare a product favorably against other products, it can be challenged by
law in countries such as the US [17, p. 71, chap. 3]. Alternatively, predatory advertising
can be an inevitable side effect of market saturation — in other words, if one firm gains

clients, it is because the other has lost them.

1.1 Structure of the thesis

In the remainder of this chapter we review models of advertising and models of duopolies
that use advertising in the definition of their dynamics. We also include one way of for-
mulating the differential game duopoly approach and the policies obtained for nonprice
duopoly models using differential games. This should help the reader contrast the ap-
proach proposed in this thesis with differential games applied to duopolies.

In chapter 2, we discuss our approach to the study of advertising policies in a duopoly.
In brief, the approach consists in using simple implementable advertising policies in a
given model and with them identify initial conditions which lead to a firm fulfilling its
target market share. At the same time, we calculate an associated performance index for
the dynamical system. The obtained market share and the associated index value should
guide management on the decision of adopting or not a given advertising policy. Note that
our approach is complementary to differential games approach where a control function
that maximizes a performance index is calculated.

In chapters 3, 4 and 5 the proposed approach is applied to different duopoly models
of advertising. The models in chapters 3 and 4 are extensions of the models Vidale-Wolfe
and Deal. In chapter 3, a complete description of the dynamics for the model VWDsC
is given. In chapter 4, more modifications to Vidale-Wolfe are studied. In chapter 5, we
consider the model Lotka-Volterra with switched predation which is a model based on the

Lotka-Volterra model for competing species.



The final chapter 6 summarizes the contributions and indicates some possible future

work.

1.2 Literature review

We will first briefly review the different models and approaches in the literature with
regard to competitive advertising in a duopoly. Broadly speaking, there are models which
study the dynamics of market shares or sales of the competing firms and those that study
a hypothetical quantity called consumer “goodwill” under the effect of different types
of advertising. There are approaches which consider only the dynamics of the market
share or sales and others that consider the interaction of prices with the market dynamics.
Finally, in terms of the mathematical tools used to study the different classes of models,
there are two main approaches: (i) using the tools of dynamical systems, and (ii) using
differential games.

We first present the different classes of models that have been proposed, followed by
a brief overview of differential game approaches as well as a critique of these approaches,
leading to our proposal, which is centered on a dynamical systems approach that seeks to
model some qualitative and behavioral aspects of complex advertising decision making,
in order to capture some of its important aspects. Thus, the possible value of the our
approach lies in its adequacy as a model of aggregate advertising decision making, its

mathematical tractability and its potential implementability by real decision makers.

1.2.1 Dynamic models of response to advertising in duopolies

One of the earliest mathematical models of advertising was proposed by Dorfman and
Steiner [18]], they assumed that a firm makes two kinds of choices: the price of its product
and the amount of its advertising budget. They related the quantity the firm can sell per
unit of time, ¢, its price, p, and its advertising variable, in this case advertising budget, u,

as a function

q= f(p,u) (1.1)

and used graphical methods and calculus to derive a basic qualitative result stated as fol-
lows: A firm which can influence the demand for its product by advertising will, in order
to maximize its profits, choose the advertising budget and price such that the increase in
gross revenue resulting from a one dollar increase in advertising expenditure is equal to
the ordinary elasticity of demand for the firm’s product. On the other hand, they conclude
their article by saying “There are good grounds for doubting the economic significance of
the whole business of writing down profit functions (or drawing curves) and finding points
of zero partial derivatives (or graphical points of tangency). Such devices are merely aids

to thinking about practical problems and it may be an uneconomical expenditure of ef-
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fort to devote too much ingenuity to developing them. Yet such devices are aids to clear
thought and, if sufficiently simple and flexible, they help us find implications, interrela-
tionships, and sometimes contradictions which might escape notice without them. Such
aids are particularly needed in the field of nonprice competition” (emphasis ours).

We will work with models for advertising dynamics in nonprice competition in a
duopoly. We continue with a literature review of models of advertising dynamics, briefly
reviewing the various classes of models, in accordance with the broad classifications price

and nonprice models.

1.2.2 Dynamic duopoly models involving price and advertising effort

In 1962, shortly after publication of the Dorfman-Steiner model, Nerlove and Arrow [19]
introduced their model for the goodwill stock of a firm. It is sometimes referred to as a
two level model in the sense that another variable of interest is derived from the good-
will. Advertising (the control variable) affects the goodwill G directly and goodwill then
determines, through a functional relationship, the main variable of interest ¢ which is the

quantity to be produced (and sold) by the firm. The corresponding equations are:

G(t) = u(t) — 6G(t) (1.2)
q= f(p7sz> (13)

where G is the goodwill, u(t) is the advertising and 0 is a decay factor, the quantity ¢ to
produce or sell as a function of the price p, the goodwill G and other factors represented
by z.

Finally, we briefly mention the class of Cournot duopoly models with advertising,
although since they consider price, they will not be considered further in this proposal.
Cournot duopoly [15} p. 507, sec. 27.5] is very important in oligopoly theory but usually it
is not considered part of marketing. In a Cournot duopoly, there is a single price affected
by the total production of the firms. Cellini and Lambertini, in 2003, used an inverse
demand function p(t) = (res(t) — q(t))=, where p(t) is the price at time ¢, res(t) is
the consumer reservation price, ¢(t) is the total quantity produced by the firms and the
parameter o € (0, 00) determines the curvature of the demand. Their assumption is that
res(t) can be increased by firms advertising efforts u;(¢). They use a dynamic similar
to Nerlove-Arrow rés(t) = > - u;(t) — ores(t), res(0) = resop > 0 [20, p. 130-
132, sec. 6.2]. Escobido and Hatano derive a quantity production adjustment process in a
Cournot duopoly that is equivalent to a Lotka-Volterra competing species equation [21].
Another type of models is dynamic games with price and advertising, for a discussion see
(20} p. 132-141, sec. 6.3].



1.2.3 Dynamic duopoly models involving only advertising effort
(nonprice models)

In 1957, Vidale and Wolfe [22] carried out detailed analyses of real firms and advertising

data in order to propose their well known eponymous model:

ds(t)

“dt = 5“(75)

M - S(t)

V. 5S(t) (1.4)

where S(t) is the sales rate at time ¢, /3 is a response constant, M is the saturation of the
sales rate, u(t) is the advertising rate and 0 is a decay constant of the sales.

Another important class of models are derived from the Lanchester model of human
warfare [23]] which was first applied to advertising competition by Kimball [24]], and
reapplied to oligopolies by Little [25] in 1979. Little presented the following Lanchester

model

5.'1 = 51U152 - 52U251 (1.5)
32 = ﬁ2u251 - 51%52 (1.6)

where S; is the sales rate of firm Fj, u; is the advertising rate of F;, 3; is the advertising
effectiveness constant of Fj, the total market sales is M = S; + S,. The sales of F;
increases proportionally to its competitor’s sales S; and decreases proportionally to its
own sales .S;. The situation is symmetric for the opponent. Notice that the substitutions
S, =5,8=M-=—3S5, /M = 8 and Sous = ¢ in (1.5)) result in the Vidale-Wolfe
monopoly model, so that the Lanchester model can be seen as a generalization of (1.4)
[25].

Little [25] argued that a good model of advertising should include the sales response
to advertising expenditures, the carryover effect of past advertising on current sales, as
well as the possibility of diminishing returns to cumulative advertising expenditures and
generalized the Lanchester model to comply with the response having the diminishing

returns property:

Sy = Brus" Sy — Bouy? S, (L.7)
52 = 52“3251 - 51“?152 (1.8)

where 0 < o; < 1 corresponds to a concave response in u; and «; > 1 corresponds to an
S-shaped response in u;.

There have been several reviews of models of advertising, one of the first by Sethi
in 1977 [26]] was mainly on monopolies. Later, reviews by Feichtinger et al. in 1994
[27], Erickson in 1995 [28]] focused mainly on duopolies for which open-loop advertsing

strategies were computed. In a more recent survey by Huang et al. 2012 [29] although



duopolies are mentioned, the main focus is on oligopolies and supply chains, which are
in many cases one manufacturer and two resellers. More recent surveys on differential
games focus on supply chains [30], [31].

The models for the dynamics of many of the duopolies and of the oligopolies proposed
in the literature were derived from Nerlove-Arrow [19], Diffusion [32], Vidale-Wolfe [22]]
and Lanchester [24] [25]. In 2012, Bhaya and Kaszkurewicz proposed a unified model
inspired by the Vidale-Wolfe [33]] and a variation of it in [34]. In 2014, Wang et al.
proposed a new dynamic model of advertising based on Lotka-Volterra [35]. Our focus is
on models that consider the sales response to advertising, we will study the models similar
to the models proposed by Bhaya and Kaszkurewicz [33}134]], and the model proposed by
Wang et al. [33].

Sales response to advertising are models derived from Vidale-Wolfe or Lanchester
models. One of the first was presented by Deal [[1] and it is a simplified model of the
dynamics of a duopoly, as an extension of the monopoly model of Vidale and Wolfe. We
will discuss Deal’s model, given below, as a starting point for the introduction of our

model later on:

$1(t) = —0151(t) + Brua (t)[M — s1(t) — sa(t)]/ M (1.9)
5a(t) = —Gasa(t) + Botia(B)[M — 51(t) — sa(t)]/M (1.10)

where s;(t) is sales rate for firm F; at time ¢, u;(t) is the advertising expenditure for F; at
time ¢, ¢, is the sales decay parameter, [3; is the sales response parameter and M the total
potential market size. In this model there is an expression for the sales response of each
competitor, and the effect of competition is also recognized by the introduction of the
coupling term (M — s; — s2)/M in each equation. The coupling term can be interpreted
as follows. The direct effect of competitive pressure is that, as the sales to all other market
parties increase, the size of the remaining unconquered market decreases and this in turn
diminishes the sales effectiveness of successive advertising expenditures for the firm.

Wang et al. [6] combined Vidale-Wolfe and Lanchester models as follows

du;
= Bu(L—x) = Busa, =Gy, 1 =12 i#) w(0)=x0 (LD

where the z; = s;/M is the market share of firm F}, the cross term —/3;u;x; is from the
Lanchester model and the terms 3;u;(1 — x;) — d;x; from Vidale-Wolfe. The Lanchester
model was used by many authors to model the dynamics on the saturated market (xy +
x1 = 1) [6]], Wang et. al lifted that restriction so that the market shares could grow from
small initial values to saturation (0 < x7 + 29 < 1). In 2014, Hung et al. [36] used a

Lotka-Volterra model for the dynamics on the saturated market.



Bhaya and Kaszkurewicz [33]] proposed a unifying model derived from Vidale-Wolfe

i’l = UH(l — 1 — ZEQ) — U12(I1 + TL’Q) (112)

jfg :’LLQQ(]_—Il —ZEQ) —U21<J]1+ZE2) (113)

where u;; is the positive advertising acting on the unconquered market (1 — x; — x5) and
wij, %,J = 1,2 1 # jisthe predatory advertising, i.e., the advertising of firm j acting
on the conquered market (1 + x5).

In an extension of their previous model, Bhaya and Kaszkurewicz [34] assume that
the loss of one firm is the gain of the other. The dissertation by Cruz [37] uses a (CLF)
Lyapunov Control Function for the model defined by Bhaya and Kaszkurewicz in [34]].

Recently Wang et al. proposed an aggregate model for a duopoly. In the first level
advertising generates the maximum sales that could be achieved for each firm. In the
second level the sales follow a Lotka-Volterra competing species dynamics in which each
firm can grow its sales until its corresponding maximum. The sales response to advertising

model based on Lotka-Volterra proposed in [35] is

51 = Sl(bl —an S — a125’2) (1.14)
52 = 52(52 —an S — a2252) (L.15)

where S; is the sales of firm ¢ at time ¢, b; = f(u;) is the intrinsic sales growth and w; is
the advertising level of firm ¢, a;; is the growth restriction of firm 7 on itself and a;; is the
growth restriction on firm ¢ created by firm j. The term having the growth restriction a;
is also known as an overcrowding term in ecology while the term having a;; is referred to

as a predation term.

1.2.4 Differential games of advertising

Apart from the model, the other important ingredient required for a mathematical analy-
sis of advertising dynamics is the stipulation of an objective function for a firm. This is
a strategic managerial task and not an easy one, because it needs to be time varying, in
response to the life cycle of the product, to competitive pressures and so on. In addition,
objectives of competing firms may differ. For instance, one firm may be interested only
in maximizing its total profit over the fiscal year and its competitor may be interested
only in maximizing its market share by the end of the year. Evidently, different objec-
tives result in different advertising strategies. These two objectives could be weighted
and additively combined into one as is common in optimal control theory, leading to a
performance index. Deal [1] proposed one such performance index, which he called a

tempered performance index in order to highlight the fact that the choice of weight can



be used to trade off (or temper) market share and profit:

.
Ji = wiSi(t)/[S:(t) + Sy(t5)] + /t "R (1) — w(0)]dt (1.16)
0
where i refers to one of the firms and j to the other, S; is the sales, R; is the net revenue
coefficient, w; the weighting factor for the performance index, ¢, the initial time of the
planning horizon and ¢ the final time of the planning horizon.

As Deal points out, his model is a simple formulation of a complex advertising deci-
sion, but one that represents the important characteristics of advertising decision making.
Furthermore, he states explicitly that the real value of the model lies in its adequacy as a
normative model of aggregate advertising decision making and in its approachability for
solution by differential games techniques.

When each firm optimizes its performance index subject to the system dynamics, the
firms are said to be participating in a differential game. Suppose that the performance
index .J; is associated with firm 7. In the finite horizon case, the objective has two terms:

the profit from time ¢, until ¢; plus a salvage value at final time ¢;.

tf

Ji = / Gi(T1, . Ty, U, U, U A+ Ri(2i(ty), ty), i=1,...,n (1.17)
to

or, in the case of infinite horizon, the objective has one term: the profit from time 0 until

00. -
Ji:/ gi(xy, . T Uy, U, )dE, i =1,.00n (1.18)

to

The firm ¢ attempts to maximize J; subject to the dynamics
S,»:fi(xl,...,xn,ul,...,un,t), Ii(O):Iio, 7::1,...,71 (119)

where the controls u; are advertising rates, the state variables x; are market shares or sales
[28].

Assuming that competitors cannot collude and that each of them has complete infor-
mation on the best strategies of its opponent, or that it can infer them, Nash equilibria are
sought. Informally, a Nash equibilibrium is a set of strategies where one player cannot
improve its outcome unilaterally. Nash equilibria can be found using Hamilton-Jacobi-
Bellman-Isaacs equations, obtained from the objective and the constraints (I.19).

The Hamiltonian for the differential game just described is [28]:

Hy=gi+Y Aijij, i=1,...,n (1.20)
j=1



where )\;; are called costate variables. The necessary conditions for a Nash equibilibrium

are given by
0H;

i =0, i=1,...,n (1.21)
and for a given a finite horizon 7"

. OH. OH; Ou
)\i' _ _ i i VU 1

! 0x; * uy O I SRR

O0H;

Aii (T , oL =1,..., 1.22

(t) =G| 1 n (1.22)

where v}, are Nash equilibrium strategies. If there is an infinite horizon, the constraints on
the costates \;;(t7), \;;(ts) are replaced by an assumption that the problem approaches a
steady state.

There are two types of Nash equilibria: open-loop and closed-loop. Open-loop equi-
librium strategies depend only on time ¢. Closed-loop strategies depends on states .S; as
well as time t. A closed-loop equilibrium that does not depend on initial conditions is
called a feedback strategy. Finding closed loop strategies is difficult because the sum of
partial derivatives in (1.22]) is nonzero in general and the system of differential equations
are not solvable in many cases. The closed-loop strategies can be determined only in
special cases.

Remark: Even though many of the early models were descriptive, they were con-
ducive to the use of differential game theory in order to derive the associated optimal
dynamic advertising policies. In fact, most of the economics and management literature
is focused on designing management strategies that optimize some pre-determined per-
formance indices, using tools from differential game theory, to investigate Nash equilibria
that represent some possible equilibrium market shares [38-40], and the recent surveys
[29], [30], [31]. Several studies also emphasize the appearance of chaos in duopolistic or

oligopolistic models (see, e.g., [41,42] and references therein).

1.2.5 Duopoly differential games with dynamics derived from
Vidale-Wolfe or Lanchester models

Table lists duopoly differential games that use Vidale-Wolfe or Lanchester dynamics.

We can make the following observations from the entries in the table:

e Note that the feedback strategies found in most of the cases use the approach sug-
gested by Case in 1979 [2]. Only Bass et al. [8] and Krishnamoorthy et al. [10] do
not cite Case, however they also use the value function approach with infinite hori-

zon and make assumptions about the form of functions. Krishnamoorthy et al. uses
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a value function V' that is linear (V' (S;, S;) = k;(1T'—95,—95;) where i, j = 1,24 # j)
and two types of demand function, one linear and the other isoelastic. Bass et al.
uses a value function V' that is linear (V;(S1, S2) = a;+p;S;+7:S3_; wherei = 1,2
and o, p;, Vi € R).

e In most of the cases the open-loop solution is computed numerically.

e The last entry in Table corresponding to Jorgensen et al. [11], is not directly
related to Lanchester or Vidale-Wolfe. They bring attention to state-redundant dif-
ferential games which have the property that the open-loop solution and the closed-
loop solution are the same. The study of differential games with this property began

with the work of Leitmann-Schmittendorf.

1.2.6 Characteristics of differential game solutions

e The usability of a solution of a differential game depends on its type of equilibrium

strategy, i.e., closed-loop or open-loop strategy.

— A closed-loop strategy that is also a feedback strategy is preferred so that
the competitors can adjust their strategies as the state changes. A closed-
loop strategy must satisfy (I.19), (I.21)) and (I.22), i.e. a system of partial
differential equations where the state equations have initial conditions and the

costate equations have final conditions.

— Open-loop strategies are viable only if competitors decide their strategy at the

beginning of the interaction and do not make any adjustment thereafter. In the

case of open-loop strategies, they must satisfy (1.19)), (I.21)) and (1.22]). How-
ever, in this case the summation in (1.22) is zero because the strategy depends

only on time not on the states and open-loop equilibria can be computed. Also,
if the time horizon is infinite the terminal time horizon conditions should be

replaced by steady state assumptions.

e [t is assumed that each competitor has full knowlegdge of the competitive interac-

tion and the profit structure of the other competitors [[14, p. 7, chap. 2].

e Solving differential games with either open-loop or closed-loop Nash equilibrium
strategies is difficult [9]. In 1995, Erickson [28] stated that without some de-
velopment in the area of partial differential equations closed-loop solutions for
oligopolies will continue being difficult to obtain. In 2004, Jarrar et al.[7] stated
that in many cases researchers simplify the HIB equations to make them analyti-

cally tractable and find a solution.
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Published by Dynamics Type of solution Remarks
Deal 1979 section [E.1} | V-W OLNE  numerical.
[ Finite horizon.
Case 1979 section [[E.2], | Lanchester CLNE FS analytical. | Zero discount factor
[2]] Infinite horizon
Sorger 1989  section | Lanchester OLNE, CLNE FS an- | Nonzero discount factor. Square root of
|| (2] alytical. Finite, infi- | market share (dim. returns). For finite
nite horizon horizon does qual. analysis of system of
diff. eq.
Chintagunta et al. 1992 | Lanchester CLNE FS analyti- | Square root on advertising (dim. returns).
section 31 cal. OLNE numeri- | Zero discount factor. Empirical data test.
cal. Infinite horizon
Erickson 1992 section | Lanchester CLNE FS analyti- | Square root on advertising (dim. returns).
E], 4] cal. OLNE numeri- | Zero discount factor. Empirical data test.
cal. Infinite horizon
Fruchter et al. 1997 sec- | Lanchester CLNE numerical, | Solves numerically an IBVP (initial value
tion (5] OLNE  numerical. |boundary problem) instead of a TBVP
Infinite horizon (two boundary). Nonzero discount fac-
tor. Time dependent CLNE proportional to
OLNE.
Wang et al. 2001 section | Lanchester CLNE  numerical. | No discount factor. Empirical data test.
(6l and V-W OLNE  numerical.
Finite horizon
Jarrar et al. 2004 section | Lanchester CLNE numerical. In- | Nonzero discount factor. Numerical sol. of
m (71 finite horizon differential equations of value function.
Bass et al. 2005 section | Lanchester. | CLNE FS symbolic. | Solves numerically a system of algebraic
@ (8] Brand adv., | Infinite horizon eq. to get the symbolic values. Nonzero
generic adv. discount.
Wang et al. 2007 section | Lanchester. |CLNE  numerical. | Empirical study. Square root of advertising
[E-T0} [91 OLNE  numerical. | in the dynamics is not always suitable for
Infinite horizon the problem.
Krishnamoorthy et al.|V-W.  Price| CLNE FS analyti- | Value function is linear on the state. Two
2010 section[m__f], [10] |and advertis- |cal.Infinite horizon |forms of demand function.
ing
Jorgensen et al. 2010 | State- Analytical For state-redundant games and some
section@, (1] Redundant linear-state games the OLNE solution is
games. the same as the CLNE FS solution. For in-

stance, Leitmann-Schmittendorf.

Table 1.1: Duopoly differential games and their solutions. CLNE= closed-loop Nash
equilibrium, OLNE= open-loop Nash equibilibrium, FS= Feedback strategy, i.e. subgame
perfect (not depending on initial conditions)
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e The use of numerical algorithms for solving competitive advertising is widespread,
only special cases can be solved analytically. See Table

e Even though the closed-loop solution and in particular the feedback strategy solu-
tion, which depends only on the state, is more appealing to decision makers of the
firms, in many cases it is the open-loop solution that is calculated because it is more
tractable [[11]].

e As a remark, note that when facing the tradeoff between a closed-loop solution
and the tractability of the open-loop solutions, researchers have looked for problem
structures where both solutions are the same, i.e. the open-loop solution is a closed-

loop solution [11]. These are very special rather crafted cases.
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Chapter 2

Proposed approach to study advertising

duopoly dynamics

In this chapter, we will put together the observations regarding the types of models and
approaches available and propose an approach that allows some flexibility in modeling
different types of strategic behavior by the competing firms and, in order to do so, ex-
amines the consequences of adopting such strategies, rather than attempting to compute

them as optimizers of some performance criterion.

2.1 Outline of the proposed approach

Our perspective is to investigate market share dynamics of some nonprice duopoly models
subject to a competitive advertising policy. Once the possible market share outcomes
have been characterized, they are also evaluated with respect to a performance index. The
primary concern is not with maximizing a performance index, rather the objective for firm
F; is to take action to try to prevent its current market share falling below its target market
share. This approach can be regarded as being complementary to the differential games
approach, which starts out by optimizing a performance index, through the calculation of
an optimal advertising effort (which is often difficult to calculate and implement).

As we recall from the previous section, the problems with finding the optimal control for

a differential game are as follows:

It is generally not analytically computable.

In most cases it is not in feedback form for a finite horizon.

The approaches taken so far are to make simplifications or assumptions with regard

to the dynamics in order to obtain an analytical solution or a numerical solution.

In general both firms need complete information (state and parameters) of the sys-

tem. However, information of a competitor may not be readily available.
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We propose an alternative approach in which:

e Firm F; takes action to try to reach at least its target market share.

e A performance index is used to evaluate the advantage of different advertising con-

trols, but not to design them, as in the differential game approach.

e A simple and naturally implementable policy is used. It is based on switching

control that relies only on the observed state of the system, but in which each firm
does not use private or privileged information of its competitor in order to design

its policy.

In this context, we will make the following assumptions in order to model the behavior of

firms:

Al.

A2.

A3.

A4.

AS.

Both firms have complete access to current market share information (i.e., to states

xl,l'Q).

The total market capacity is normalized to unity (applicable when the state variable

is the market share of the firm).

The market environment is purely competitive, i.e. there is no collusion or market

division between the firms.

A firm changes its advertising expenditure only when it perceives that it has a

smaller market share than its target market share.

The change in the previous assumption occurs in a predetermined manner, by
switching on an additional positive advertising effort directed at regaining lost mar-

ket share (and possibly surpassing the competitor’s market share).

Given these assumptions, our focus is on analyzing the resulting dynamics and identifying

initial market shares which achieve the following goal.:

G The goal of a firm is to reach or surpass its target market share. The firm with an

initial market share that is smaller than its target applies an additional advertising
effort to reach its target. Once a firm surpasses its target market share, it stops

making its additional advertising expenditure.

Evidently, if the goal of surpassing a target share is unachievable, then it is of interest to

know if the long term outcome for the firm is its target market share.
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2.2 Proposed unified model of advertising dynamics

This section first describes a general model which contains, as special cases, the models
of interest previously discussed. We propose a unified model (UM) that can generate

different models with appropriate parameter choices:

& = ui (21, 22) (1 — 21 — @) — v12(21, T2) + Vo1 (21, T2) (2.1)

To = Uga (@1, T2) (1 — 1 — xa) — war (X1, T2) + wia(T1, T2) (2.2)

where w1 (21, T2), Uz (1, T2), v12(T1, ), Vo1 (X1, Ta), Wia, Wor (21, T2) are the terms to
be defined, and the states xq, x5 are the market shares of firms Fi, F5 unless otherwise
specified.

The UM model generalizes the model in [34]. Some models generated from (2.1))-
are listed below:

e The Vidale-Wolfe model without decay terms. The values for the terms in (2.1)-
(2.2) are:

uy = ki, V12 = V91 = 0 (2.3)

Uz = ko, wo = wiz =0 (2.4)

e The Lanchester model. The values for the terms in (2.1)-(2.2) are:

upp =0, Vig = Vo1 = k122 (2.5)

Uz = 0, Wa = W2 = ko) (2.6)

e The Lotka-Volterra model. The values for the terms in (2.1))-(2.2)) are:

U = by, v = ((a11 — by)xy + (@12 — by)xy) w1, v91 =0 (2.7)

Ugp = by, wor = ((aga — b2)xa + (a1 — b2)x1)x2, w12 =0 (2.8)

2.3 Associated Performance Index

Often, profit is also a criterion of interest. Deal [1] proposed a performance index which
uses market share and profit (see equation (I.16)), and we use the following simplified
version which corresponds to the index used by Sethi in [40, p. 196, chap. 7] without the
discount factor, since a finite horizon problem is being considered:

Ti(ry (), ws(t), £) = / () — wa(t)]dt (2.9)

to
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where ¢ refers to firm ¢, r is the maximum sales revenue factor of the market, ¢, the initial
time of the planning horizon and ¢ the final time of the planning horizon. We use J;
as an abbreviation for J;(r, z;(t),u;(t),t). Note that a firm makes profits when its index
J(x;) is positive, whereas it makes a loss when its index J(z;) is negative. The term
rx;(t) represents the income of firm F}, so that the factor r converts market share z; to a
money unit, i.e. thousand of dollars. The factor r can be estimated as the product of the
maximum number of items that can be sold in the market multiplied by the average price

of the product.

2.4 Motivation for using state dependent control

Consider the following system which is the simplified Vidale-Wolfe model for a

monopoly firm F' without the decay term.
S(t) = u(t)(M — S(t)) (2.10)

where S is the sales, M is total sales the market can support, u(t) is the advertising effort
or control. Suppose that /' can sell at most an amount M* < M; this could happen
because it has a limited production given its current factory capability. Since the term
(M — S(t)) on the right hand side of is always positive for all possible S(t), it
follows that, in order for S(t¢) to increase, we should have u(t) > 0 whenever S(t) €
[0, M*]. When S(t) exceeds M*, it is reasonable to suppose that spends zero advertising
effort, i.e., u(t) = 0 for S(t) > M*. One particular choice of continuous control that
achieves this is k(M* — S(t) for S(t) € [0, M*] and u(t) = 0 for S(t) > M*. Another,
possibly more realistic strategy recognizes that, even when a given maximum sales level
has been achieved, advertising effort should merely be reduced and not extinguished, in
order to avoid losing the sales level it has achieved, due to ongoing externalities. The
two strategies just described are depicted in Figures [2.1](a) and (b), with the former being
continuous and the latter discontinuous.

Additional motivation for decision makers to use switching control comes from the
concept of performance dashboards from [43| p. 4-5, chap. 1]. A performance dashboard
communicates strategic objectives and enables business people to measure, monitor, and
manage the key activities and processes needed to achieve their goals. To achieve all this,

a performance dashboard provides three main sets of functionality:

e Monitor critical business processes and activities using metrics that trigger alerts

when performance falls below predefined targets.

e Analyze the root cause of problems by exploring relevant and timely information

from multiple perspectives at various levels of detail.
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Figure 2.1: Control u(t) applied to achieve the sales goal of at least M*. The continuous
case is shown in (a) the control u(t) = k(M* — S(t) > 0 when current sales S(t) < M*
and u(t) = 0 when M* < S(t). The discontinuous case is shown in (b) where the
control is a switching control u(t) = M.y, when S(t) < M* and u(t) = M,;g,; when
M* < S(t).

e Manage people and processes to improve decisions, optimize performance, and

steer the organization in the right direction.

Performance dashboards provide benefits such as actionable information delivered in a
timely fashion that lets users take action to fix a problem [43, p. 15, chap. 1].

The goal of the dashboard is to present organized data to the decision maker in an
easy-to-understand format. In addition to providing the data of the current metric, the
dashboard provides values of other metrics, at comparable times, that would help the
decision maker in the understanding of the current metric. A dashboard is more than
simple reporting, a dashboard is also interactive. [44] p. 402, chap. 10]. Figure [2.2] shows

a speedometer which is one way of displaying part of a dashboard.

11
WM v ! ! |1 o >
30 40 /,

20 50 7,

’,
10 60 -
0 ‘ 701=
I In trouble
Attention needed
Good

Figure 2.2: A speedometer for indicator Sales in millions of $ using a standard coloring for the status of a
metric: red=In trouble (from 0 to 22), yellow=Attention needed (from 22 to 44), and green=Normal (from
44 to 70).

Following the dashboard usage in business management, one can see that an switching
control strategy can be regarded as a corrective action when, for instance, the state of the
metric market share or sales changes its status from green (normal) to yellow (attention
needed).
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2.5 Objectives of the firms

The goal of firm F; is to have, at the saturated market, at least its target market share
target;. The target of a firm defines the switching line. This line goes from the origin to
the target market share of the firm on the saturated market share line. This switching line
specifies the change of controls of the firm: When a firm perceives that its market share
is below its target share, that firm turns on an extra control. Depending on the value of

target; + targets the possibilities are:

1. The sum target, + targety = 1. In this case, both firms have the same switching
line. For instance, if both firms want to have at least with 0.5 of the market share in

the long run then the switching line is the equal share line zo — x; = 0.

2. The sum target, + target, > 1. In this case, there are two switching lines, one for
each firm. Even though in a duopoly the market shares of the two firms comprise
the total market, it is highly probable, given the competition between the firms, that
each firm wants a bigger market share than the other firm. For instance, suppose
that firm F) desires 0.6 of the market share and F5 desires 0.7 of the final market

share. The switching line for F} is x5 — %xl = 0 and £} achieves its goal when
1 > 382,. The switching line for F3 is 5 — 32y = 0 and F; achieves its goal of

having at least 0.7 of the market share when x5 > %xl.

3. The sum target; + target, < 1. In this case, there are two switching lines, one
for each firm. Even though this case seems to have no conflict, depending on the
initial conditions and the parameters of the system, a firm might or might not reach

its target market share.

2.6 Classes of Control Functions used by each firm

The control laws to be used are simple laws. A policy v = kx which is state dependent
with gain parameter £ > 0, is said to be a constant rate control, and if u = k > 0 (not
dependent on state), then it is called a constant effort control. In general, the controls we
will use are constant effort, constant rate or a sum of them.

Specifically we propose the use of switching control or variable structure control [435].
Each firm uses the state z to test if its target market share is currently fulfilled. For
example, the firm F; could use a constant effort control while its goal is achieved, but
uses a constant effort plus a constant rate control when its goal is not fulfilled. In other
words, F; applies its additional constant rate control to try to fulfill its goal. For instance,

if the goal of each firm is to have at least 0.5 of the total market at steady state, the
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switching control would be

kix; it o < ) ) )
Wil ws) = T SIS Ty gy @.11)
l{?iZL‘Z‘ if Ty > T

Note that, in order to define a dynamical system subject to control (2.1T)) on the dis-
continuity line x5 — x; = 0, we will use the Filippov rule (see Appendix |A} [40]).

2.7 Objective of this thesis

In addition to proposing modifications of advertising models, this thesis focuses on an-

swering the following question, that follows naturally from the assumptions made above:

e [s it possible to identify initial market shares and advertising effort parameters for
which the firm with an initial market share below its target will (respectively, will

not) be able to attain it?

Also, we want to define a reasonable performance index that will allow a classification of

advertising strategies.
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Chapter 3

Dynamics of a modification to the
Vidale-Wolfe-Deal model under

feedback control

3.1 Introduction

We chose to work with the Vidale-Wolfe model [22] because it directly relates market
share with advertising and it was tested against real world data. Deal [1] was the first to
use the Vidale-Wolfe model for the duopoly case. In addition it has been an inspiration
for many models [29].

Before presenting the model Vidale-Wolfe-Deal with switching control (VWDsC),
we give some notation related to second order dynamical systems with discontinu-
ous right-hand sides. For general second order models (i.e. having a state vector
x = [z1(t), 72(t)]T € R?), an ODE with one discontinuity boundary ¥ and lower and
upper vector fields t& = [fF(x), f¥(x)]? and Y = [tV (x), Y (x)]* on either side of ¥ is

written as:

L
X:{ fL(x), x€L G

fU(x), xeU
where the regions L, U are separated by ¥ = {x : H(x) = 0}. L corresponds to the
lower region where H(x) < 0 and U to the upper region where H(x) > 0.
Next, we proceed to the basic control policy which is used in the model VWDsC:

kiv; +c¢ if x; < Z;
Ui\T1,T = 32
( ! 2) { k’ll'l if Ty > T; ( )

where i = 1,2 and j # ¢. Policy (3.2) can be interpreted as follows: if firm F; is leading
the market (i.e., z; > x;), it uses a constant effort advertising policy (k;x;); however at the

moment at which the competing firm F); becomes the leader (exceeds the market share of
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firm F; ), firm F; switches to an additional (constant rate) effort (c;) in its attempt to avoid
falling behind its competitor.

In order to proceed, some terminology is introduced. The policy (3.2) is one that
switches from constant effort to constant effort plus constant rate and vice-versa, when-
ever the equal market share line x1 = x5 1s crossed. Since the switching policy is discon-
tinuous on this boundary, the equal share line is also referred to as discontinuity boundary
and denoted by the symbol ..

Using this previous notation and the policies as u; and v;; = w;; = 0 with
1,7 = 1,2 in model UM - 2.2), the equations that define the model VWDsC are as
follows:

The upper field £V, which defines the dynamics in the region U, is given by:

jfl = (]f1$1 + Cl>(1 — T — 132) (33)
‘/1.1‘2 = ]{725['2(1 — 1 — [L‘Q) (34)

The lower field f*, which defines the dynamics in the region L, is given by:

i‘l = ]{711'1(1 — 1 — IL‘Q) (35)
{t'g = (k’gﬂfg + 02)(1 — T — ZL’Q) (36)

On X, the dynamics is defined following the Filippov rule which is based, roughly speak-
ing, on a convex combination of the lower and upper fields (see Appendix[A] [46, p. 50-52,
chap. 2] for mathematical details).

Remark: The policy described above belongs to the class of switching policies, in which
the switching is based on the observations of the states (market shares). In fact, many other
choices of control laws are possible for models derived from the Vidale-Wolfe model and
represent different hypotheses about the behavior of competing firms (see, for example,
(14,129, 42| 147, 148]).

Figure [3.1] identifies the regions and the relevant lines for model (3.3)-(3.6). The
discontinuity boundary X is the line x5 = x1, also written as H(x) = x5 — 27 = 0. The
line 1—x1—x5 = 0 corresponds to a saturated market, and is denoted as Sat. The segment
SatY (resp. Sat’) corresponds to firm F}, (resp. ) ending with a bigger saturated market
share. The point £ is the equal share saturation point, i.e. where both firms have half of
the total saturated market. The triangle 7, defined as {x € R%r s a1 + 1o < 1}, s the
set of all feasible states. The region U is the set {x € R : 2y + 22 <1 A 29 > 21}
where the dynamics — corresponding to fV is active. The region L is the set
{z €R2 21+ 22 <1 A 21 > x5} where the dynamics — corresponding to f*
is active.

Given the definition of the switching controls, it is clear that, if a trajectory attains
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the equal market share line 3. at a point below the equal saturated market share £ (see
Figure [3.1)), then both firms switch on their extra-advertising efforts. Depending on the
relative magnitude of their efforts, a resultant motion, called sliding, may occur for some
segment of ¥.. The endpoint of this sliding motion, marked by a dot in Figure [3.1] is
Send = (Send, Sena)- For brevity, we will use only one coordinate when referring to points
on the equal share line X, i.e. we will use s.,,q when referring to the sliding end point.

A separatrix is a trajectory which separates obvious distinct regions in the phase plane
[49, p. 111, chap. 3]. Recall that the goal of each firm is to obtain at least 50% of the
saturated market share. For each firm £}, there is a trajectory ¢ such that it separates the
phase plane into two regions: starting in one of the regions it achieves its goal in the long
term, while starting in the other it does not. In model (3.3)-(3.6), we call separatrix the
trajectory ¢ which separates regions (of initial conditions) which correspond to different
outcomes (e.g. Firm F} has a larger long term market share than Firm F5, or vice-versa).

Observe that separatrices are associated to a vector field as well as to a firm and de-
pending on the parameters of the system, a given firm can have a separatrix derived from
fU or from f, hence we use the notation gp}/ to denote the separatrix for firm Fj, 7 = 1,2
obtained using the dynamics of the field f¥', Y = U, L. Figure shows the case where

there is one separatrix in region L, other cases will be shown in section [3.2.3]

T2 ¥ given by

H(z)=x2—21=0

0.5t

Figure 3.1: The upper region U, the lower region L, the switching line ¥ = {x : H(x) = z3 — 21 = 0},
the segment Sat defined by 1 — z; — x5 = 0. The segment SatV (resp. Sat’) is the portion of Sat that
lies in region U (resp. L). T is the triangle defined by the points (1,0), (0,1), (0,0). The point marked
E is the equal share saturation point, i.e. where both firms have half of the total market. In this figure the
sliding end is s.,q < 0.5 and there is one separatrix % = @

The set of initial shares (7) is partitioned into regions by separatrices. In the cases
where there is only one separatrix, one of the firms does not fulfill its goal of at least 50%
of the market share even when it begins with a bigger initial market share. For instance, if
the separatrix is 9§ = oY (see Fig. c) and (d)) and the initial market share x5, > 21,
is below %U, then firm F5 ends with less than half when market saturation is reached.
Given this kind of behavior, the evolution of the market shares after the equal market
share is reached until market saturation is attained has to be described.

A trajectory that departs from an initial condition in U or L (i.e. not on X)) and attains

2. 1s said to have reached >, and the period in which this occurs is known as the reaching
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phase. Once the trajectory from U (resp. L) reaches X there are the following possibilities

(formal mathematical definitions of sliding and crossing are given in Appendix |Al):
1. The trajectory crosses from U into L (resp. from L into U)

2. The trajectory moves along Y, which is known as sliding, and then crosses from U

into L (resp. from L into U) finally ending on Sat* (resp. Sat?).

3. The trajectory slides on X up to a certain point, and then returns to U (resp. to L)

finally ending on SatV (resp. Sat®).
4. The trajectory slides on X until it attains the saturated equal market share point £.

For brevity we will refer case 1 as reaching and crossing (RC)), case 2 as reaching, sliding
and crossing (RSC'), case 3 as reaching, sliding and returning (RS Ret) and case 4 as
(R.S). This cases are shown in Figure 3.2

3.2 Main result for model VYWDsC

The main result for model VWDsC is a complete description of market share dynam-
ics. Theorem [3.2.1] characterizes the market share dynamics having initial conditions
x9(0) > x1(0), i.e. trajectories T beginning in U, which attain with the equal share line
Y. The case for 7 beginning in L, i.e. 21(0) > x2(0) is analogous and it is omitted for
brevity. Other possibilities, completing the description of the market share dynamics, are
given in remarks 1 and 2, which follows Theorem [3.2.1]

Theorem 3.2.1 (Characterization of market share dynamics for model (3.3)-(3.6)
with controls (3.2)). Suppose that 7 is a trajectory that starts in region U, i.e. firm F}
starts out with a smaller market share x1(0) < x2(0) and that the parameters ki, c1, ks, co
are known, then the trajectories reaching the equal market share line 3. can have one of

the following behaviors:

1. If the sliding end point s.,q = 0.5 then any trajectory T with initial conditions in
region U and below separatrix oY reaches the equal share line and slides until the
saturated equal share point E on the saturated market line (see Figure )

2. Ifthe sliding end point s.,q < 0.5 and ko > k1, then the separatrix is o} = ol and
some trajectories beginning in region U reach the equal share line ., move on it
until the point s.,q and return to U finally ending on the saturated market Sat with
firm Fy having more than 50% of the market share.(see Figure )

3. Ifthe sliding end point s.,q < 0.5 and ki > ko, then the separatrix is p5 = oY and

the trajectories beginning in region U and below Y reach the equal share line ¥,
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(a) If the trajectories reach the equal market share on the sliding segment X, they
stay on the equal market share until the point S.,q and then cross into region
L finally ending on the saturated market Sat with firm F\ having more than
50% of the market share. (see Figure )

(b) If the trajectories reach the equal market share line on the crossing segment
Y, they cross into region L finally ending on the saturated market Sat with
firm Fy having more than 50% of the market share.(see Figure[3.2]d)

Proof. Proof of Theorem [3.2.1] given in Appendix [C| Demonstrations of properties of
model VWDsC. O

ko >k k1 > ko

Figure 3.2: Possible outcomes for firm Fy, which has been chosen, without loss of generality, to have a
bigger initial market share. The sliding end point s.,4 is marked by a dot. (a) RS: With initial conditions
that lie below Y, F; loses its initial advantage, but ends with equal market share at saturation, (b) RS Ret:
For some trajectories firm F5’s initial advantage reduces to an equal share, but at saturation F5 has more
than half of the market, (c) RSC": Firm F; loses its initial advantage, has a period of equal share and at
saturation line ends with less than half of the market, (d) RC'": Firm F5 loses its initial advantage and ends,
at saturation line, with less than half of the market, without experiencing a period of equal share.

Remarks:

1. If firm F,’s separatrix is ¢Y, then trajectories beginning above 5 do not attain

the equal share line ¥ and they lead to firm F3 ending with more than 50% of the

market share (see Figure 3.2, and [3.24d).

2. If firm Fy’s separatrix is ¢ (see Figure ), then any trajectory beginning in U,
whether it attains X or not, leads to firm F; ending with more than 50% of the
market share. This last case applies also to trajectories beginning in L and above

L
P
3. When the firms spend a period of time on the equal share line, i.e. sliding occurs,

both firms turn on their extra effort which leads to a larger advertising cost.

4. There are trajectories which cannot occur, when parameters have a given relation:

When ko > ky (resp. ki > ko) it is not possible that firm F) (respectively F5) ends
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with a larger saturated market share. See Propositions [C.0.5]and [C.0.6]in Appendix
a

All the proofs are detailed in Appendix |C| Demonstrations of properties of model
VWDsC.

3.2.1 The state variables (market shares) v, r5 are nondecreasing

along the trajectories

For all trajectories originating in the interior of the triangle 7, equations (3.3)-(3.6) imply
that the state derivatives &, x5 are always nonnegative, this implies that they are non-
decreasing. The variables x;, zo always increase, except at Sat where z;, o remain

unchanged, see section [3.2.2] next.

3.2.2 Equilibria in U, their location and stability properties

We observe that the set of points {(a,1 — a) : a € [0,0.5]} is an equilibrium set for the
dynamics in U defined by fU. This is because the term (1 — z; — x5) is a factor in the
expression defining fV, implying that the vector field fV vanishes on the set {(a,1 — a) :
a € [0,0.5]} defined by the upper half of the line Sat.

If the market is unsaturated (i.e., 1 —zy —x2 > 0), the only equilibrium point for (3.3,
(3.4) is 1 = —c1 /K1, x5 = 0. Under the assumptions that k;, ¢; are positive for i = 1, 2,
this means that this equilibrium point lies on the negative segment of the x; axis and is
outside the first quadrant. In other words, it is a virtual equilibrium, in the sense that it is
outside of the feasible region 7. Also, it is an unstable node.

Behavior of points on Sat

The Jacobian matrix J;(x1, x2) for (3.3), (3.4) is given by:

[—2k1$1 + ]{31 —C1 — k?1$2 —C1 — k’ll‘l (3 7)

—]{ZQZL‘Q —2]{721’2 — kQIl + k?g

Substituting the coordinates of a point (a, 1 — a) on Sat in (3.7) we have J;(a, 1 — a)

[ —kla — C1 —le —C ] _ —u]lT7 (38)

—]{?2(1 — CL) —k’Q(]_ — CL)

where u = (kja+cp, ko(1—a)) € R*and 1 = (1,1) € R? Abbreviating J;(a, 1 —a)
by Jy, the equations Jyu = —(ull")uand J;w = Ow, forw € 1+ (I1+ = {v : vI" = 0})
show that —11"u is a negative eigenvalue associated with the direction of the eigenvector
u, and 0 (zero) is an eigenvalue associated with an eigenvector in 1 (the eigenvector w

can be chosen as (1, —1)).
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Since for a € [0,0.5) and any choices of ki, ¢, ko (all positive), the eigenvector u
points towards Sat and furthermore the eigenvector (1, —1) is parallel to Sat, we can
conclude that trajectories in the interior of 7 will approach Sat. Once a point on Sat is
attained, the trajectory stops evolving (£; = 5 = 0). In this sense, Sat is a continuum of
points that attract trajectories originating in 7, and behave like equilibria. The points on
Sat are attractive but a perturbation that changes the state from point P, on Sat to another

point P, on Sat will stay on P.

3.2.3 Types of separatrices

Separatrices associated with the regions U and L are defined as follows: @Y (resp. ©r) is
a trajectory confined to U (resp. L) starting at an initial condition on the x5 (resp. x1) axis
and ending at point £. At least one separatrix will exist because a separatrix is a special
trajectory that reaches Sat at the equal market share saturated market £ and one of the
firms or both could reach the equal share saturated market F.

Figure shows the case in which two separatrices, denoted ¢! and (L occur (recall
that the subscript indicates the firm to which the separatrix applies). When both separatri-
ces exist, the region in between them (shown in white in Figure[3.3p) is a region where the
firms tie, i.e. each firm ends up with half the saturated market share. There are parameter
values for which only one separatrix exists oY = ¢¥ (resp. ! = k) and it applies to
both firms. This is shown in Figure [3.3p (resp. Figure [3.3). Firm Fi(resp. F}) achieves

its goal above (resp. below) its separatrix.

Figure 3.3: Types of separatrices: The superscript identifies the field used in the calculation and the
subscript identifies the firm to which the separatrix applies. (a) There are two separatrices ¢ and ¢Z. The
trajectories that start in the white region between Yy and % are such that both firms end up with half of
the market share in the long run. The cases depicted in (b) and (c) have only one separatrix, in case (b) the
separatrix is ¢S = Y, in case (c) the separatrix is o = ol

If only one separatrix exists then it applies to both firms (see Figure[3.3p and [3.3k). If
two separatrices exist, the separatrix for firm F} is ¢ and the separatrix for firm Fy is %
(see Figure [3.3p). The mathematical details needed to calculate the separatrix of a firm
are given in Appendix
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3.2.4 Reaching, sliding and crossing behaviors with regard to the

equal share line X

If only one separatrix ¢§ = oY (resp. % = k) exists, then trajectories beginning in
U (resp. in L) and below the separatrix 5 (resp. above 1) lead to firm F, ( resp. F})
not attaining its goal of at least 50% of the saturated market share. These trajectories,
on reaching the equal share line Y could slide on ¥ and then cross it into L, or could
directly cross ¥ into L. If there are two separatrices ¢% and Y, trajectories beginning in
the region in between them reach X and then slide on it until the saturated equal market
share point £. Thus, it remains to find additional conditions on the policy parameters
(k;, c;) that result in these different types of possible behavior. Notice that it is necessary
to define the segment >, C X on which sliding occurs. Similarly, it is necessary to define
a segment >, C X on which crossing occurs.

The details about reaching, sliding and crossing the equal share line Y are given in
Appendix [C| Demonstrations of properties of model VWDsC.

3.3 Designing advertising policies: a pictorial version of
the main results for model VWDsC

To facilitate the use of the results given in section [3.2] this section provides a pictorial
version of the main results, identifying regions of the phase plane (i.e. initial conditions)
that lead to different outcomes for the long term market shares of the competing firms. In
order to do this, we assume, without loss of generality, that firm [ starts out with a lower
initial market share (i.e. z1(0) is in U).

Figure |3.4| shows regions of all initial conditions in U for which firm F} can attain or
surpass the market share of firm F». In Figure[3.4p firm £} will attain 50% of the saturated
market share while in Figure firm F; will end with more than 50% of the saturated
market share. If the separatrix is o} = ¢¥F, then there are no initial conditions in U for
which F} attains at least 50% of the saturated market. For this reason the case ¢ = ¢F
is not included in Figure[3.4]

Figure 3.4: The gray regions of U contain the initial conditions for which: (a) Fy attains 50% of the
saturated market, (b) F} surpasses the saturated market share of F5.
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Figure shows a gray region for which F7 attains equal market share in the long
term. In Figure [3.5p, only initial conditions on the separatrix, shown in gray, lead to both
firms ending with 50% of the saturated market share. If the separatrix is o) = ¢F, then
there are no initial conditions in U for which F} attains 50% of the saturated market. For
this reason the case p% = ¢¥ is not included in Figure

Figure 3.5: The gray regions of U contain the initial conditions for which both firms end with an equal
saturated market share in the long term. In (b) these initial conditions lie on the separatrix ©§ = Y and
the region collapses to a single curve (the separatrix)

Figure 3.6/ shows gray regions of initial conditions for which F7 can never attain the

saturated market share of its competitor, firm F5.

1
T2

0.51

Figure 3.6: The gray regions of U contain the initial conditions in U for which the firm F; end with a
saturated market share smaller than the saturated market share of F5.

In summary, supposing that firm F)} has a lower initial market share, the strategy
determined by Theorem [3.2.1] is to use a constant rate k; > ko. With this choice, the
separatrix (! exists and if the initial market shares are below it, then firm F} is guaranteed
50% of the saturated market share (see Figure ) or even more than 50% of the market
share (see Figure [3.4b). In this case, firm F} should also calculate its performance index
to evaluate if its investment plans are better aligned with having 50% of the saturated
market share or having more than 50% of it (the calculation of a performance index will
be discussed in the next section). If the initial conditions are above the separatrix Y,
then firm F; will end with less than 50% of the saturated market share, not attaining its
goal. Again, the question of whether to enter the market or not, should be decided using

a performance index.
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3.4 Simulation of different scenarios

Next, we present simulations with different parameters displayed on the phase plane.
Without loss of generality, the scenarios are commented on from the viewpoint of firm
F5. Recall that the goal of each firm is to end with at least 50% of the saturated market
share. We assume that F5 is already in the market so that its initial market share satisfies
x9(0) > x1(0). Also, suppose that the parameters ks, co, k1, ¢; are known. The entering
firm Fi, i.e. F} enters the market, also wants to get at least half of the saturated market.
The simulations were done using the software Berkeley Madonna [31]].

Notice that in all scenarios firm F, achieves its goal of having at least half of the
market for any trajectory 7 is above its separatrix, which can be Y or pX. Firm Fy
achieves its goal for any trajectory 7 below its separatrix, which can be Y or L. If there
are two separatrices, the region in between % and ¢! is a draw region where each firm
ends with half of the saturated market.

In the first scenario, shown in Figure we investigate if there is a trajectory such
that firm £} reaches the equal market share line and finally ends with more than half of
the saturated market share when k; < ko, i.e. when F} makes an insufficient effort. The
answer is no. If k; < ky there is no trajectory that reaches the equal market share line,
remains on it and finally ends with more than half of the saturated market share (Propo-
sition [C.0.5) neither a trajectory that reaches the equal market share line on the crossing
segment and finally ends with more than half of the saturated market share (Proposition
. However, if ko > k; and c1/(ks — k1) < 0.5, there are trajectories 7 that reach the
equal market share Y., remains on it and then return to U, so that finally F, ends with more
than half of the saturated market. This corresponds to Theorem 2 with Ss¢pg < 0.5
and is highlighted in gray color in Figure|3.7
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Figure 3.7: Insufficient effort by initially disadvantaged firm Fy. Phase plane of model — with
parameters k1 = 1, ¢; = 0.3, ko = 2, co = 0.3. The highlighted gray trajectory 7 starts in U and is such
that firm [ reaches the equal market share, remains on it but finally firm F5 ends with more than half of
the saturated market share. This corresponds to Theorem@ 2.

In the next scenario, shown in Figure @, if firm F} increases its the constant effort
c1 > co but keeps its constant rate k; < ko, does firm F; ends with more than half of the
saturated market share? If the sliding end point s.,,; = 0.5 there are two separatrices !
and L. The trajectories with initial conditions below ¢! and above ! reach the equal
market share line, remains on it and finally reach the saturated equal market share point
E = 0.5, so that finally firms F5 and Fj end with half of the saturated market share. For
instance, when the parameters are ky = 1,¢; = 2,ky = 2,co = 0.3, trajectories that
reach X slide until 0.5 as shown in Figure[3.8] These cases correspond to Theorem [3.2.1]
1 where firm F, retains half of the saturated market share.
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Figure 3.8: If s.,q = 0.5, there are separatrices ¢} and o%. All trajectories 7 with initial conditions
below ¢} and above ©¥ end at the saturated equal market share E, i.e. firm F} finally ends with half of
the saturated market share. The firm F; does a bigger constant effort ¢c; > co but a smaller constant rate
ki1 < ko when compared to the previous scenario. The phase plane of model (3.3)-(3.6) corresponds to
parameters k1 = 1,¢1 = 2,ky = 2,co = 0.3. The highlighted gray trajectory 7 is such that it reaches the
equal market share 3 and remains on it until the saturated equal market share point E. This corresponds to
Theorem[3.2.1] 1.

In the last scenario, shown in Figure 3.9} if firm F} increases its constant rate k; >
ko, does F ends with more than half of the saturated market share? If the sliding end
coordinate s.,q < 0.5, the answer is yes, firm F; can end with more than half of the
saturated market share. Figure shows trajectories sliding on > and then crossing
into region L (this corresponds to Theorem [3.2.1] 3a) and trajectories directly crossing
into region L (this corresponds to Theorem [3.2.1] 3b). Note that if firm F5 had used a
constant effort co = 0.8 it would have attained half of the market share (this corresponds
to Theorem 1). With a constant effort co = 0.8, all trajectories that attain the equal
market share line X stay on it until the saturated equal market share point F£.
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x9 VS. x4
k‘] =3.1, o] =18 kz =2, C =0.3

Figure 3.9: Firm F; loses its initial advantage. The phase plane of model — corresponds to
parameters k1 = 3.1, c; = 1.8, ks = 2, ¢ = 0.3. All trajectories below the separatrix cp = <p§] that reach
the equal market share line on the sliding segment 3, remain on it and then they cross into region L, with
firm F; ending with more than half of the saturated market share (see Theorem [3.2.1]3a). The trajectories
that reach the equal market share line on the crossing segment X directly cross into region L (see Theorem
3b). The highlighted gray trajectory is such that it reaches the equal market share line 3, remains on
it for some time and then it crosses into region L where firm F} ends up with more than half of saturated
the market share.

3.5 Evaluating outcomes of the proposed policies using a

performance index in model VWDsC

Market share is one viewpoint of the interaction between the two firms. We use the index
(2.9) with the control functions given in in to measure the performance of each firm.
A firm makes profits when its index .J(x;) is positive, whereas it makes a loss when its
index J(z;) is negative. The simulations were done using the software Berkeley Madonna
[S1].

Figure m shows a situation in which there is only one separatrix X = ¢ which
means that firm F3 has a larger region (above the separatrix) of initial conditions for
which it has a long term market share greater or equal to 50%. In figure the sales
revenue coefficient » = 2 is low enough that despite the long term market share advantage
of firm F5, its performance index is always negative for initial conditions on the axis.
The light (resp. dark) gray region demarcates sets of initial conditions for which the
performance index of firm F} is positive (resp. negative). This means that for the chosen
(low) sales revenue coefficient, firm £, makes a loss despite its larger market share, while

firm F operates with a profit despite its lower market share. This suggests that the level
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of advertising expenditure of firm F% is excessive.

Figure [3.11] shows that with a bigger sales revenue coefficient r = 4, there are three
final outocomes of the indexes: only firm F3 has a positive index, both firms have positive
indexes or only firm F7 has a positive index. Besides, note that most of the trajectories
correspond to both firms making profit even though in several of those trajectories a firm
does not fulfill its target market share at saturated market.

Thus, the value of the sales revenue coefficient is decisive for assessing profitability
with respect to market share. In fact this analysis should be carried out to test any de-
sired choice of parameters for different sales revenue coefficients in order to design the

appropriate advertising policies of type (3.2).
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Figure 3.10: F, spends more on advertising,
i.e. it makes bigger efforts k2, co when com- Figure 3.11: With a bigger sales revenue coef-
pared to Fj. With a sales revenue coefficient ficient is = 4 there are trajectories where both
r = 2, both firms have negative index values firms make a profit, i.e. their indexes are posi-
in the dark gray region and Firm F5 has nega- tive, even where their corresponding long term
tive index values and firm F has positive index market share is lesss than 50%.

values in the light gray region.

3.6 Remarks on model VWDsC

e The entering firm F) needs its constant effort k; > ko to obtain more than half of
the long term market share.

e The entering firm Fj needs its constant effort k; = ko to obtain half of the long
term market share.

e Not using the discount rate, which brings profit future values to present values is
a mathematical simplification. However, in the simulations the system reaches its
steady state in a small number of time units so that it can be considered a finite time

horizon, so that it is unnecessary to consider all profits in terms of present value.
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e The performance index identifies which trajectories make a profit, thus the index
and the saturated market share values can be used to make advertising expendi-
ture decisions. For example, if the revenue factor of the market is low, then high

spending on advertising could lead to big market share but low profit.
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Chapter 4

Modification of Vidale-Wolfe-Deal
model with Predatory Advertising

4.1 Introduction

We study a modification of the Vidale-Wolfe-Deal model that has switched predation, this
model will be called VWDsP. We assume that both firms want to attain at least half of the

market share. In this model each firm uses the same control u;; in regions U and L:

uy = k1x1 + ¢ 4.1)
U92 = kﬁgl‘g + (&) (42)

The switching control is on the predatory advertising. A firm F; turns on its predatory

advertising when it is losing i.e., when x; < x;. The predatory advertising by firm F is:

Cco1 e 1 a1 < 29 ,
Wo1 = ) (4.3)
0 ifz; > xo

and the predatory advertising by firm F5 is:

crox1 1fxg < 13 s
V12 = ) 4.4)
0 if xo > a1

We replace @.1), (.1), @.3) and @.4) in model (2.1{2.2)) to get the VWDsP model:

The upper field fY, which defines the dynamics in the region above ¥, is

jfl = (k:lxl + Cl)(]_ — T — I’Q) (45)
To = (kawa + c2)(1 — 21 — x2) — o129 (4.6)

when zo > 2
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The lower field f, which defines the dynamics in the region below X, is

jfl = (]fll'l + Cl)x1<]— — X1 — x2) — C121 (47)
Ty = (kawa + c2)(1 — 21 — 29) (4.8)

when x; > x9

On X, the dynamics is defined following the Filippov rule (see Appendix [A] [46, p. 50-52,
chap. 2]).

4.2 Equilibrium points of model VWDsP

The saturated market line Sat(1 — x; — o = 0) is not stable anymore. In region U, i
is zero on Sat but 25 is not. In region L, &, is not zero on Sat but @5 is. Let a trajectory
7 begin in region U and satisfy 1 — z1, — x5, > 0, with this setting the dynamics of the
system is nondecreasing for market share x; so that 7 tries to reach 1 — z; — x5. However,
market share x5, does not allow 7 to reach the saturated market line 1 — x; — x, because
of the term —cy; 5.

In order to calculate the equilibrium points we will work with the field fV (the calcu-
lation of the equilibria of £ is analogous). The system — has three equilibria:

Py = [§] (4.9)

The eigenvalues of the Jacobian at equilibrium point P, are

—c1 —Cy—Cy — ky — \/(Cl +co 4 e + k1) — deai (k1 + 1)

M(P) = 5 (4.10)
(P =~ el Ve R bz et o)y
T
— 1
P2 - Clkg—cgkl—CQlk‘l+k1k2+\/(02k1-‘,—clk2—021k1+k1k2)2+402621k% (412)
2k1 ko

and the eigenvalues of the Jacobian at equilibrium point P, are

Clk'Q + 02]{31 + Cgllfl + ]{?1/{32 — \/(Cgkl + Clk'g — Cglkl + k1k2)2 + 402C21k}%

A(P2) = 2%2

(4.13)

No(Py) = —/(coky + crky — 02}{:]{?1 + k1ko)? 4 degeor ki (4.14)
1
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_a

_ k1
Py = C1k2—02k1—621k1+/€1k2—\/(Czkl+61k2—021k1+k1k2)2+462cmk§ (4.15)

2k1ko

and the eigenvalues of the Jacobian at equilibrium point P are

01/{2 + Cle + Cglkl + kle + \/(Cgk‘l + Clkg — Cglkl + k1k2)2 + 462621141%
2k

)\1 (Pg) -
(4.16)

\/(Cgkl + Clk'g — 021]{71 + ]{71/{32>2 + 402621]{3%
k1

Propositions[d.2.1} [4.2.2]and 4.2.3|below refer to trajectories beginning in U with their
dynamics defined by (§.5)-(H4.6) which are attracted by the virtual stable node P, (which

is virtual because it lies in region L but corresponds to the field fV)

Proposition 4.2.1 (Equilibrium point P, is stable). For all positive parameter values
Equilibrium point Py of system ([H.5)-( is stable and virtual.

Proof. The equilibrium P; = [1,0]” corresponds to the dynamics defined by fV. How-
ever, it lies in region L (because x; > x2) where the field f* defines the dynamics, so that
P, is virtual.

If (c1 + co + co1 + k1)? — 4eoy (k1 + ¢1) > 0 then we can write

\/(Cl + Co + Co1 + k1)2 — 4021(I€1 + Cl) = (Cl + Co + Co1 + k1>2 — 4621(k1 —|—Cl) —a>0
(4.18)
where « is a real positive number. Using in the eigenvalues equations (4.10) and

(4.11), we obtain

/\1(P1) = —2(61+CQ+021+I€1)+O[ <0 (419)
Mo(P)) = —a (4.20)

because both eigenvalues are real negative numbers, the equilibrium point P; is a stable
node in this case.
If(cy + co + co1 + k1)? — degy (ky + 1) < 0 then the eigenvalues are a pair of conjugate
imaginary numbers with negative real part and the equilibrium point P; is a stable focus.
Then the equilibrium point P, of system ([4.5)-(.6) is virtual and stable.
]

Proposition 4.2.2 (Condition for equilibrium point P, to be a saddle. ). If 2k (cy; —
\/CaCa1) > 0 then the equilibrium point P, of system ( —( is a saddle.

Proof. The eigenvalue \o(P;), given in (4.14), is negative because it is the negative of

the square root of the sum of two squared numbers. In order to analyze’ the eigenvalue
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A1(P,), given in (4.13)), we use the triangle inequality to obtain

\/(Cgk‘l + Clk’Q — Cglk’l -+ k1k2)2 + 462621]{3% < (Cgk’l + Clk’g — Cglk’l + k’lk‘z)‘l‘
2]{71\/C2021

(4.21)

substituting (4.21) into (4.13) leads to
)\1<P2) > 2]{?1 (021 — \/02621) (422)

because the LHS of (4.22)) is positive by hypothesis, A;(P,) > 0. Because A\ (FP) > 0
and A\ (P,) < 0, the equilibrium point P, is a saddle. O

Remark: If 2ky(ca1 — \/C2Ca1) < 0, the eigenvalue \(Ps) could still be positive. It is
the condition A\ (Py) > 0 and \y(Py) < 0 that makes the equilibrium point P, a saddle.

Proposition 4.2.3 (Equilibrium point P; is an unstable node). For all positive param-
eter values Equilibrium point Ps of system (|.5))-( is unstable.

Proof. Because all the system parameters are positive numbers and the expressions of the

eigenvalues corresponding to point P (4.16) and (4.17)), the eigenvalues A, (P3;) > 0 and

Ao(P3) > 0. This implies that the equilibrium point P is an unstable node. O

4.3 Dynamics of trajectories reaching the equal market
share line > in model VWDsP

Determining the crossing .. and sliding > sets: 'To describe trajectories that reach the
equal market share line >, we need to determine the crossing set >. and the sliding set

¥,. To calculate these sets, we use the crossing condition (4.23)). (See Appendix [A]).
(VH(w), £ (w))(VH(w),f"(w)) > 0 (4.23)

where w € ¥, i.e. w = (w, w) for model (4.5)-(4.06).

An interpretation for condition (4.23)) is that each inner product projects the corre-
sponding field onto V H (w), which is the normal to ¥. The convention is that a positive
(resp. negative) sign indicates that the projection points into region U (respectively L).
Then, one way for obtaining the crossing set Y. is to calculate where (VH (w), fV(w))
and (VH(w), f'(w)) have the same sign. The advantage of analyzing each product sep-
arately is that it simplifies the algebra.

If the system parameters are known, using the point w = (w, w) as argument for the
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inner products in (4.23) defines the scalar functions

gu(w) :== (VH(w), fY(w)) (4.24)
gr(w) == (VH(w), fl(w)) (4.25)

In the case of model (@.5)-(.8), the equal market share line ¥ is described by
H(x) = z3 — 2; = 0 and its normal is VH(x) = [-1 1]7, with this information

the corresponding scalar functions are:

gU(’LU> = (2]€1 — 2k2)ﬂ]2 -+ (201 — 202 — Co1 — kl + k‘g)w — (Cl — CQ) (426)
gL(U)> = (le — 2k2)w2 -+ (201 — 262 + C12 — kl -+ kz)ﬂ) — (Cl — CQ) (427)

Since the right hand sides of (4.26)-(4.27) are parabolas in w, sign(gy(w)) and
sign(gr,(w)) can be determined by calculus. Once the signs are calculated, the sets can be

combined to obtain the crossing set Y., which is comprised of the points where the values
of parabolas have the same sign, and sliding set >, which is the complement of X, i.e.

the points where the values of parabolas w are zero or have different signs. The zeros of

(4.20)) are:

_ =B+ VP80 — ko) (e — o)

4.28
U1 4(k1 _ /{;2) ( )
_B - \/BZ + 8(k’1 — kg)(cl — CQ)
= 4.2
() s — o) (4.29)
where 5 = (2¢; — 2¢o — 91 — k1 + ko) and the zeros of (4.27) are:
=7+ V72 + 8k — k) (e — )
= 4.30
w1 Ak — ko) ( )
—y — /7% + 8(k1 — k2)(c1 — ¢2)
= 4.31
Wa 4(l€1 — k?g) ( )
where v = (2¢; — 2¢o + ¢12 — k1 + ko)
The second derivatives of (#.26)) and (@.27)) are:
gU(w)” = 4(/{31 — kg) (432)
gL(w)" = 4(l€1 — kg) (433)

We describe the process of determining the crossing set X, and the sliding set >, the
with the following algorithm:
Algorithm for calculating the crossing Y.. and the sliding set 3

1. For each field F' = U, L determine the sign of gr(w). The signs are calculated
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using the fact that (4.26]) and (4.27) are parabolas on the variable w and thus their

second derivatives are constants.

e Let the wy, ws be the zeros of gr(w)
e If sign(gr(w)”) < 0, then gp(w) has a maximum

— If wy, wo are real numbers, sign(gr(w)) determined as follows:

1 if w is between its zeros wy, woy
sign(gr(w)) = 0 if wis any of its zeros wy, we (4.34)

—1 for any other value of w

— If wy, wy are conjugate imaginary numbers, then sign(gp(w)) = —1.
o If sign(gr(w)”) > 0, then gp(w) has a minimum

— If wy, wy are real numbers, sign(gr(w)) is determined as follows:

—1 if w is between wq, wo
sign(gr(w)) =< 0 ifw = w; or w = wy (4.35)

1 for any other value of w

— If wy, wy are conjugate imaginary numbers, then sign(gr(w)) = 1.
2. Combine the signs of the fields obtained in step 1 to calculate the sets

e the crossing set is
Y. = {wlsign(gy (w))sign(g,(w)) > 0} (4.36)

e the sliding set is the complement of .., i.e. its elements are all w for which

the projections do not have the same sign.

4.4 Pseudoequilibrium points of model VWDsP

A pseudoequilibrium point is an equilibrium that may come into existence because of
the use of switching control (See Appendix [A). The pseudoequilibrium candidates are
obtained using the fact that at a pseudoequilibrium the fields must be aligned and have
opposite directions. Thus for the system (4.5))-(4.8]) it must hold that

(kizy +c1)(1 — xq — 9) (koo + c2)(1 — xy — x3) — Co119

— <0 4.37
(kyzy 4+ c1)(1 — x1 — 29) — c1om (kowo + c2)(1 — x1 — o) ( )
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considering that the pseudoequilibrium is on X where ;1 = x5 = w* and after some
algebraic operations, (4.37) can be rewritten as

1 *
—1— e <0 (4.38)

1- (hw*fﬁ%—m*) (kow* + ¢2)(1 — 2w*)

The pseudoequilibrium candidates for model #.5), (4.8)), which were obtained using the

proportion in (4.38)), are points on ¥ having coordinates w*:

o —(A — B) — \/(A — B)2 + 43(261021 + 201262)

= 4.39
wy 1B (4.39)
w; _ —(A — B) + \/(A — B)2 + 4B(201021 + 201202) (440)

4B
w =0 (4.41)

where A = 2c1C91 + 2¢12C9 + C12Co1 and B = 621]{31 + 612]{32.

Notice that for w3 the proportion is positive, so that it cannot be a pseudoequilibrium.

Proposition 4.4.1 (Feasibility interval for a pseudoequilibrium point). If w* is a pseu-
doequilibrium of model (4.5)-(.8) then the following inequalities are satisfied

(i) A pseudoequilibrium can occur in the interval

0<w <1/2
(ii) The relation of the predation effort with the other control efforts at a pseudoequi-
librium is

corw* > (kow™ + o) (1 — 2w™)

Clgw* > (klw* + Cl)<1 — 2?1)*)

Proof. Given that the parameters ki, ¢, ks, 2, C12, ¢o1 are positive, the condition (1 —
2w*) > 0 must hold to fulfill (4.38). This leads to w* < 1/2. Since we are only inter-
ested in positive values for the states x1, xo, item (7) is proved and the interval where a

pseudoequilibrium can occur is
O<w<1/2 (4.42)

Also, for the proportion in (4.38) to be negative, the following conditions must hold

cow* > (kow™ + ) (1 — 2w™)

crpw® > (kyw™ + ¢)(1 — 2w™)

and item (77) is proved. O
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Proposition 4.4.2 (Signs of pseudoequilibrium candidates). The pseudoequibilibrium
candidates w} given by ({#.39) and w3 given by have the following properties:

(i) w7 is a negative number.

(ii) w3 is a positive number.

Proof. By multiplying wjw; we get
wiwy = —4B(2¢1¢91 + 2¢1209) (4.43)

which is a negative number because the parameters of model (4.5)-(4.8)) are all positive
numbers. Then, one factor has to be positive and the other negative.

Because the square root is a nondecreasing function we can write

V(A — B)2 +4B(2c1¢91 + 2c1963) = (A — B) + « (4.44)

where a > (. Substituting (4.44) into (4.40)
wy =« (4.45)

Because « > 0, wj is a positive number and (i) is proved.
Since wiw; < 0by (4.43) and w} > 0, wj is a negative number and () is proved. [

Given that the states have to be positive, the only possible pseudoequilibrium for
model (4.5), (4.8) is w3 > 0.
Proposition 4.4.3 (Pseudoequilibrium feasability satisfied by w3). If the pseudoequi-
librium candidates w} and w;, resp. defined in and , satisfy

w4+ wi >0 (4.46)

1

then wy < 3.

Proof. Adding w] + w3 we get

A
* *

595 (4.47)

Using the hypothesis w] + w3 > 0 in the previous we obtain

A
Z 4.4
B = (4.48)

Rewriting w; in (4.40)) we obtain

yy_ A=)+ T —4%)2 +A4B(A - 21c12) (4.49)
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Since the terms A, B and the parameters are nonnegative we can write

_ _ _ 2
wt < (A B)+\/4(;1 B)?2 +4BA 4.50)

Applying the triangular inequality to the RHS of the previous inequality and simplifying

terms we obtain

—~(A-B)++/(A—B)2+4BA 1 [A

Using (4.48)) in (4.51))
—(A-B)++(A-B)2+4BA 1 [A 1
: Sy =<z 4.52
W2 S 1B “2VB <2 (452)

so that w; < % and wj satisfies Propositionm
]

Lemma 4.4.4 (Pseudoequilibrium of Model VWDsP). Trajectories of the system (4.5))-
({.8) end at a pseudoequilibrium point.

4.5 Simulations of model VWDsP

We have done several simulations of the model (4.5)-(#.8)) and the trajectories ended at a
pseudoequilibrium point on the equal market share line >.. Depending on the parameters,
a trajectory that reaches > may slide on it, cross it or have both behaviors at different time
values.

Table 4. 1| shows different parameter values and the corresponding pseudoequilibrium.
Notice how increasing parameter & (lines /-5) and parameter c; (lines 6-9) increases the
market share value attained at a the pseudoequilibrium. However, increasing the predation
c91 done by firm F} on firm F5 (lines /0-13) decreases noticeably the market share value
attained at the pseudoequilibrium.

We also ran simulations with the parameters ks, co, 21, k1, ¢1, ¢12 taking a permutation
of the values 0.25,1.25,2.5,3.75,5 and all ended at a pseudoequilibrium point on the
equal share line ¥ below (.5, .5) and above (0,0) so that the trajectories of model (.5))-
(4.8) end at a pseudoequilibrium on the equal market share line independent of the efforts
done by the firms.

Next, we present the qualitative analysis of two scenarios: in the first, both firms F}
and F;, do the same predation effort. In the second scenario, firm Fj does a predation
effort that is bigger than the effort of firm F5.

The first scenario of model {@.5)-(@.8) has the parameters k1 = 1.5, ¢; = 0.7,
co1 = 0.15, ky = 2,c0 = 1, ¢c15 = 0.15. Firm F} and F; apply the same predation effort.
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ky| c1|cor|ka| co|c1o| Pseudoequilibrium

# 2

110.2(0.110.1] 1/0.5|0.4](0.476757, 0.476757)
2| 1]/0.1{0.1] 1]{0.5]0.4(0.478694, 0.478694)
3 2/0.1{0.1] 1{0.5/0.4/(0.480711, 0.480711)
4| 3]0.1/0.1] 1]/0.5]{0.4](0.482384, 0.482384)
5| 4/0.1]0.1{ 1/0.5/0.4|(0.483793, 0.483793)
6/0.210.5/0.1| 1[0.5{0.4|(0.478772,0.478772)
71021 1/0.1] 1[0.5/0.4](0.480841, 0.480841)
810.2| 2]0.1| 1/0.5]/0.4|(0.483955, 0.483955)
910.213.1/0.1| 1]0.5/0.4|(0.486381, 0.486381)
1010.210.1{0.4| 1]0.5]0.4|(0.423564, 0.423564)
1110.2|10.1| 1] 1/0.5{0.4] (0.36038, 0.36038)
1210.210.1] 2| 1/0.5{0.4|(0.309017, 0.309017)
1310.2(10.1] 3| 1/0.5]{0.4|(0.283095, 0.283095)

Table 4.1: One parameter variation in model VWDsP. Increasing k; or ¢; moderately increases the mar-
ket share value at pseudoequilibrium. On the other hand, increasing the predation effort cy; decreases
noticeably the market share value at pseudoequilibrium.

The corresponding phase plane is shown in Figure 4.1| where one can see all trajectories
go to a pseudoequilibrium on the equal market share line. The equilibrium points of the
fields are shown in Tables and note that field f* has a virtual stable equilibrium
in region U, respectively field fV has a virtual stable equilibrium in region L.

Dynamics of a trajectory on the equal market share line >

e Crossing and sliding sets are determined using the algorithm The projections
for determining the sets are (VH(w),fV(w)) = —w? — 0.25w + 0.3 , that has
the zeros w; = —0.68681 and wy = 0.43681, and (VH (w),fl(w)) = —w? +
0.05w + 0.3, that has the zeros w; = —0.52329 and w,; = 0.57329. Because we are
interested only w values that are nonnegative and below saturation (w = 0.5), the
crossing set is X, = [0,0.43681) (where trajectories cross into region U) and the
sliding set is ©; = [0.43681, 0.5]. Figure[4.3]shows the the plots of the signs of the
projections and their products which are used by the algorithm for determining the

segments on the equal share line.

e One of the pseudoequilibrium ratios corresponding to pseudoequilibrium condition
1.0 (1.05 w3+0.0075 w?—0.255 w)
12.0 w*+0.2 w3 —5.8 w2 —0.05w+0.7"

wsy = 0.48925 because its field component ratio is negative with numerator value
of 0.03084 and denominator value of —0.04255

for scenario 1 is —

Scenario 1 has a pseudoequilibrium
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x5 Vs. @1
k=15, ¢, =0.7, ¢y =0.15k =2, ¢ =1, e15=0.15

0.8

0.6

0.4

0.2

Figure 4.1: Model VWDsP, scenario 1: Firm
Fy and F5 spending the same on predatory ad-
vertising.

i x Eigs(J(x)) Type
{(1) [:5'172209636: Stable node

] [
[—0%8.15341- {3298872 47: Unstable node

Table 4.2: Model VWDsP, scenario 1: Equi-
librium points of field f“ with parameters
]{11=1.5, Cl=0.7, kg :2, C2 :1, C12 =0.15

0.8

z1(), @1(0) = 0.04
— (1), 2(0) = 0.05

Figure 4.2: Model VWDsP, scenario 1: Time
plots of the market shares x4 (t), x2(¢) with ini-
tial conditions x1 (t) = 0.04 and z5(¢t) = 0.05

fv x Eigs(J(x)) Type
[(1) {__03.'120418549: Stable node

i | o] swae
{__0645616966627: Bg%i Unstable node

Table 4.3: Model VWDsP, scenario 1: Equi-
librium points of field fV with parameters k; =
1.5, C1 = 07, C21 = 015, :ZCQ = 2, Cy = 1

T
1= [ f
sign((VH(w), f¥ (w)))
0.5+ — — —sign((VH(w), f¥(w))) +0.15 H
= Jg sign((VH (w), f& (w)))sign((VH (w), ££ (w))) + 0.3
% of ~0.6y08 07320 7
-0-p2329 0.436B1
0.5 u -
,,,,,,,,,,,,,,,, _ P
-1
! ! ! ! ! ! ! ! !
-2.5 -2 -1.5 -1 -0.5 0 0.5 1 1.5 2 2.5

Figure 4.3: Model VWDsP, scenario 1: Signs of the inner products used in the calculation of conditions
for crossing and sliding.

In the second scenario of model (4.5)-(.8) firm F; does a bigger predation effort than
the predation effort of firm F5, i.e. co; =~ 7.33c;2. This scenario exemplifies the situation
where large predation effort (by firm £7) or small predation effort (by firm F5) leads to
a pseudoequilibrium on the equal market share line. The parameters in this scenario are:
ki = 15, ¢, = 0.7, ¢co1 = 1.1, ky = 2, co = 1, ¢19 = 0.15. Figure shows the
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phase plane and the equilibrium points of the fields are shown in Tables 4.4 and 4.5] note
that field f¥ has a virtual stable equilibrium in region U and field fV has a virtual stable
equilibrium in region L.

Dynamics of a trajectory on the equal market share line X

e Crossing and sliding sets are determined using the algorithm {.3] The projections
for determining the sets are (VH (w), fV(w)) = —1.0w? — 1.2w + 0.3, that has
the zeros w; = —1.4124 and wy, = 0.2124, and (VH (w), fl(w)) = —1.0w? +
0.05w + 0.3, that has the zeros w; = —0.52329 and wy = 0.57329. Because we are
interested only in w values which are nonnegative and below saturation (w = 0.5)
the crossing set is .. = [0, 0.2124) (where trajectories cross into region U) and the
sliding set is X3 = [0.2124, 0.5]. Figure shows the the plots of the signs of the
projections and their products which are used by the algorithm for determining the

segments on the equal share line.

e One of the pseudoequilibrium ratios corresponding to pseudoequilibrium condition
1.0 (8.9w3+0.055w%—0.92w)
T 12w40.2w3 —5.8w2 —0.05w+0.7"

w; = 47869 because its field component ratio is negative with numerator value of
0.06043 and denominator value of —0.01137.

for scenario 2 is Scenario 2 has a pseudoequilibrium

vy Vs. xi(t)
ki =15, ¢, =0.7, =11k =2, ¢ =1, 12 =0.15 k=15, ¢ =0.7, en =1.1
k=2, e =1, ¢13=0.15

0.8

‘~ O fF equil.
: + £ equil. 0.7

(1), 21(0) = 0.04

08 06t

— (1), 22(0) =005 | |

0.5r
061

< oaf

0.4

0.2 02

0.1

Figure 4.4: Model VWDsP, scenario 2: Firm Figure 4.5: Model VWDsP, scenario 2: Time
Fy doing big spending on advertising when plots of the market shares z1(t), z2(t) with ini-
compared to firm F3 (co1 & 7.33¢12). tial conditions z1(t) = 0.04 and z2(¢) = 0.05
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L x Eigs(J(x)) Type U x Eigs(J(x)) Type

0] [ —3.7293 ] 1] [ —3.6341 ]

[1_ [—0.12066_ Stable node [0_ {—0.66592_ Stable node
1.42467] —2.874] —0.466667]  [—3.5253]
[ —0.5 | {0.15065_ Saddle { 1.08966 | {0.56551_ Saddle

—0.491341] 3.9827] —0.466667 | 3.5253]

[ —05 [ 2.874 | Unstable node {0.672993_ {3.2095- Unstable node
Table 4.4: Model VWDsP, scenario 2: Equi- Table 4.5: Model VWDsP, scenario 2: Equi-
librium points of field f* with parameters k; = librium points of field fV with parameters k; =
1.5, Cc1 = 0.7, ]{32 = 2, Coy = 1, C12 = 0.15 1.5, C1 = 0.7, Co1 = 1.1, kz = 2, Cy = 1

1.5
] Lo T -
sign((VH(w), £V (w)))
05k — — —sign((VH(w), ff (w))) +0.15
— — sign((VH (w), X (w)))sign((VH(w), f% (w))) + 0.3
= op -1.4124 -0.5p329 0.21p4 0.54329 b
—05 |
e e e e e T T s ettt helal
| | | | | |
-3 -2 -1 0 1 2

Figure 4.6: Model VWDsP, scenario 2: Signs of the inner products used in the calculation of conditions
for crossing and sliding.

4.6 Evaluating outcomes of the proposed policies using a

performance index for model VWDsP

We use the index (2.9). Note that a firm makes a profit when its index J; is positive,
whereas it makes a loss when its index is negative.

The market share x;(t) evolution is given by the system (4.5), (4.8) and the control
functions u;(t) used for the index are liste below. The control function for each firm in
the upper field fY are

Uy = (kll’l + Cl) (453)
U = (ICQI'Q -+ Cg) — C21 (454)

when z9 > 27
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The control function for each firm in the lower field f* are

Uy = (k’lﬂfl -+ Cl) — C12 (455)
Uy = (k)gl‘g + 02) (456)

when x; > x9
On 3, both firms turn on their extra effort

Uy = (k’lfL‘l + Cl) — C12 (457)
Uy = (k’gﬂ?g + 62) — C21 (458)

when r; = x9

The scenarios were simulated using the software Matlab. The first scenario of model
(@.5)-(@.8) has the parameters ky = 1.5, ¢; = 0.7, co1 = 0.15, ks = 2, co = 1, ¢12 = 0.15
and r = 4.5 where both firms do the same predation effort, i.e. co; = c1o. In this setting
both firms end at a pseudoequilibrium point below 0.5 on the equal market share line ..

Even if both firms end on the equal market share line, a firm needs to identify on
which trajectories it makes a profit. Figure shows the trajectories in the phase plane
according to their index value at final time, these indexes were calculated using a revenue
factor » = 4.5. Only firm 5 makes a profit on the solid line trajectories, both firms make a
profit on the dashed line trajectories and only firm £} makes a profit on the dashed-dotted
line trajectories, firm F} profits in more trajectories because it is doing smaller efforts
(k; < kyand ¢; < ¢9). Figure shows J5V's.J; to help identify compromise solutions,

i.e. conditions that end in positive .J; and those values cannot improve anymore.

xo Vs. xy
k =1.5, ¢; =0.7, ¢o; =0.15
ky =2, s =1, ¢15=0.15, r=4.5

Jo Vs. Jy at final time
k=15, ¢; =0.7, ¢z1 =0.15
ky =2, e =1, ¢12 =0.15, r =4.5

08

0.6

0.4

0.2r

Fi 47 del . Figure 4.8: Model VWDsP, scenario 1:
1gure 4./: Model VWDsP, scenario 1: Tra- Jl(:vl(t),acg(t),t) vs. Jg(xl(t),xg(t),t)

jectories plotted according to their index values
at final time.
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Figures[4.9]and 4.10|show the index values when the market share of the entering firm

(r; < x;) 1s fixed and the market share of the other firm is increasing. From these figures

one can see that the firm that begins with a smaller market share has in most of the cases

a smaller and decreasing performance index value.

0 0l 02 03 04 05 06 07 08 09
22(0)

Figure 4.9: Model VWDsP, scenario 1: Value
of indices when the initial value 1 (0) = 0.04 is
fixed.

Final J; vs. 1(0), 25(0) = 0.05
ki =1.5, ¢ =0.7, ¢y =0.15
ky =2, ¢ =1, ¢1p=0.15, r =4.5

®

8 PO T
o
o ®
6 °
°
°
4 [ ]
° °
~

o ©
21 @
ok
2+
4 . . . . . . . . v
0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9

(0)

Figure 4.10: Model VWDsP, scenario 1:
Value of indices when the initial value z5(0) =
0.05 is fixed.

The second scenario of model VWDsP has firm F} with a bigger predation effort

Co1 = 1.1.

A firm needs to identify on which trajectories it makes a profit regardless of its final
market share, which in this case is on the equal market share. Figure shows the

trajectories in the phase plane according to their index value at final time, these indexes

were calculated using a revenue factor r = 4.5. Only firm F;, makes a profit on the solid

line trajectories, both firms make a loss on the dotted line trajectories and only firm F}

makes a profit on the dashed-dotted line trajectories, firm F} profits less than in the first

scenario because now it is spending far more in predatory advertising. Figure .12 shows

JoV's..J; to help identify compromise solutions, i.e. conditions that end in positive .J; and

those values cannot improve anymore.
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Figure 4.12: Model VWDsP, scenario 2:
Figure 4.11: Model VWDsP, scenario 2: Tra- Ji(x1(t), 22(t), 1) vs. Ja(w1(t), 22(t), 1)
jectories plotted according to their index values
at final time.

Figures [4.13] and [4.14] show the index values when the market share of the entering
firm (z; < x;) is fixed and the market share of the other firm is increasing. From these
figures one can see that the firm that begins with a smaller market share has in most of the

cases a smaller and decreasing performance index value.

Final J; vs. 21(0), 25(0) = 0.05

Final J, vs. 5(0), 21(0) = 0.04 ki =1.5, ¢, =0.7, ¢y =1.1
ki =15, ¢ =0.7, e =1.1 k=2, ¢y =1, c13 =015, r =4.5
ky =2, & =1, e1p =0.15, r =4.5 100
15 e
1 3 L
o °® ¢
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Figure 4.13: Model VWDsP, scenario 2:
Value of indices when the initial value x4 (0) =
0.04 is fixed.

Figure 4.14: Model VWDsP, scenario 2:
Value of indices when the initial value z5(0) =
0.05 is fixed.

4.7 Remarks on model VWDsP

e The saturated market is not reached, i.e. the long run equal market share is below

the saturated equal market share.

e As the predation effort u;; increases, the steady state market share decreases, see
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Table 411

e Even though it may seem reasonable for a firm F; to turn on a predatory advertising
spending uj; when its target market is below its goal (x; < x;), from the analysis of
model VWDsP we see that this leads to both firms reaching an equal market share
in the long run independent of the efforts they might apply, and this may not be
reasonable since it would mean that a firm spending very little on advertising would
end with the same market share as a firm spending big amounts. Further analysis
by the decision maker would be needed to decide whether this could happen: for
example, in some markets with unsatisfied buyers, frequently changing from one

firm to the other.

4.8 Model Vidale-Wolfe-Deal model with 2 switching
lines (VWD2s)

A model which is more realistic in terms of target market shares is the model VWD2s.
In this model, the target market shares of the firms are different, firm F3 desires a long
term market share target,, and F5 desires a long term market share targets which satisty
target, + targety > 1. In this setting, each F; has its own switching line.

The model VWD2s is as follows:

1. F; fulfills its target, in the region U wich is above >.;75,, which is defined by the

line x5 — lzgztjtle = 0. The upper field £V operating in U is Xy , is
i1 = (kiry +c)(1 — 21 — 12) (4.59)
Zt'g = k’gﬂfz(l — X1 — ZEQ) (460)
t t
when o > argeta

1 —targets

2. The region M is where neither firm obtains its target market share. It is below >3,

and above ¥z, which is defined by the line x5 — 7,74z, = 0. The middle field

fM operating in M is

&1 = (kiz1 +c1)(1 — 21 — 29) (4.61)
iy = (kowa 4 ¢2)(1 — 21 — 2) (4.62)
t t 1—1¢ t
when 9 < &ml and zo > o targett Ly
1 —target, target,

3. The region L is where firm Fj obtains its target market share. It is below X7,
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which is the line 2, — 11979¢" 0., — (). The lower field f* operating in L is

targety
i’l = k’1ZL’1(1 — 1 — ZL’Q) (463)
i’g = (kQ.%’g + 62)(1 — T — 1'2) (464)
1—
when 9 < M:p
target,

4. On the switching lines X7y, and X, the dynamics is defined following the Filip-
pov rule which is based, roughly speaking, on a convex combination of the lower
and upper fields with respect to the corresponding switching line (see Appendix [A]
[46, p. 50-52, chap. 2] for mathematical details).

Figure identifies the regions and the relevant lines for model VWD2s which is
defined by (4.59)-(4.64). It uses target, = 0.8 and target; = 0.7. Xy is the line

08 3
0.2 7

full market line which corresponds to the saturated market, which will be called Sat. The
interior of the triangle 7, defined as (1, 0), (0, 1), (0, 0) is the set of all feasible states. The
region U is the set {x € R : 1 + 25 < 1 Ay > 4z A2 > %xl} where the dynamics

T9 — =x1 = 0 and Xj,z, is the line x9 — 221 = 0. The line 1 — 1 — 29 = 0 is the

corresponding to fV is acting. The region M is the set {z € R :ap 420 < 1Az <
4oy N\ 22 > %xl} where the dynamics corresponding to f* is acting. The region L is the
set {zx € RY :x1 4+ 22 <1 Awp <4z A22 < %xl} where the dynamics corresponding
to fL is acting.

Sum

(0.2,0.8)

0f 1

Figure 4.15: The regions: upper U, middle M and lower L. The switching lines X5, =
{x: H(x) = 2o — 421 = 0}, Spyp = {x : H(x) = 22 — 22y = 0},. The segment Sat
segment which is defined by 1 — 21 — 25 = 0. T is the interior of the triangle defined by
the points (1,0), (0,1), (0,0)

4.9 Simulations of model YWD2s

The scenarios were simulated using the software Matlab. The first scenario of model

(4.59)-(4.64) has the parameters ky = 1.5, ¢; = 0.7, co; = 0.15, ko = 2, co = 1,
c12 = 0.15 and » = 4.5 where the control efforts of the firms are not very different and

the outcome in terms of final index values is divided evenly between the firms.
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In the first scenario, shown in Figures and [4.17| the firms do similar control
efforts and the long run market share values are evenly distributed on the saturated market

share. In the switching lines Y/, and Yy, crossing is the behavior observed.

zi(t)

—0.5. taraet; —0.6 k1 =0.5, ¢ =0.5, target; =0.6
' 70’%' targety 70'2 ky =0.4, ¢, =0.6, target, =0.7
¢ =0.6, target, =0.7 08 ‘ ‘ : : ‘ .

P

- baf

0.6
081

0.6

04r

=

o

Figure 4.17: Model VWD2s, scenario 1:

) Time plots of the market shares x1(t), z2(t)
Figure 4.16: Model VWD2s, scenario 1: Firm with initial conditions z(t) 0.04 and

F1 and F> spend similar amounts in advertising. xo(t) = 0.05

In the second scenario, shown in Figures 4.18 and §.19] firm F; does bigger control
efforts than firm 5 and most of the trajectories go down where firm F has a bigger long

run market share. In the switching lines crossing and sliding are the behaviors observed.

Jz i ;’Uji 5 =1.2, t ety =0.6
= c =1.2, target; =0.6 1 =3.9, ap =L.2, target; =0.6

b0, 008, targety =0.7 0s ‘ b =04, 0 =0.6, target, =0.7

071

081

/)/’/,\
0.61

osl Jj

\&\

Figure 4.19: Model VWD2s, scenario 2:

) Time plots of the market shares x(t), xa(t)
Figure 4.18: Model VWD2s, scenario 2: Firm with initial conditions z1(f) = 0.04 and

F spends more than F; in advertising. zo(t) = 0.05
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4.10 Evaluating outcomes of the proposed policies using

a performance index for model VWD2s

We use the index (2.9). Note that a firm makes a profit when its index J; is positive,
whereas it makes a loss when its index is negative.

In the first scenario, shown in Figures the control efforts of the firms are not
very different and the outcome in terms of final index values is divided evenly between the
firms. Figure 4.20[shows the trajectories in the phase plane according to their index value
at final time, these indexes were calculated using a revenue factor 7 = 3.5. Only firm F,
makes a profit on the solid line trajectories, both firms make a profit on the dashed line
trajectories and only firm F; makes a profit on the dashed-dotted line trajectories, firm F;

profits in more trajectories because it is doing smaller efforts (k; < ko and ¢; < ¢).

xs Vs. 11
k1 =0.5, ¢, =0.5, target; =0.6
ky =0.4, ¢» =0.6, targety, =0.7, r =3.5
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1F - UM
S, == Sat
7), —— =7 J1i>0ANJ>0
/‘, — =7 L >0ANJ<0
) T JI<OA >0
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T oS,
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Figure 4.20: Model VWD2s, scenario 1: Trajectories plotted according to their index values at final time.

Figures [4.21] and {.22] show the index values when the market share of the entering
firm (z; < x;) is fixed and the market share of the other firm is increasing. From these
figures one can see that the firm that begins with a smaller market share has in most of the

cases a smaller and decreasing performance index value.
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Final J; vs. #2(0), 21(0) = 0.04 Final J; vs. 21(0), 22(0) = 0.05

ki =0.5, ¢, =0.5, target, =0.6 ki =0.5, ¢ =0.5, target, =0.6

ky =0.4, &2 =0.6, target =0.7, r =3.5 ky =0.4, ¢ =0.6, targets =0.7, r =3.5
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Figure 4.21: Model VWD2s, scenario 1:
Value of indices when the initial value z1(0)
0.04 is fixed.

Figure 4.22: Model VWD2s, scenario 1:
Value of indices when the initial value x5(0)
0.05 is fixed.

In the second scenario, shown in Figures [4.23}4.25] firm F; does a bigger control
effort than firm F5. In this setting more trajectories go down, i.e. where F; end with a
bigger market share in the long run. Figure |4.23|shows the trajectories in the phase plane
according to their index value at final time, these indexes were calculated using a revenue
factor » = 3.5. Only firm F, makes a profit on the solid line trajectories, and both firms
make a loss on the dotted line trajectories. Firm /) does not make a profit because its big

spending on advertising does not generate profit for the market revenue factor r = 3.5.

xo VS. 11
ki =3.5, ¢1 =1.2, target; =0.6
ko =0.4, ¢» =0.6, target, =0.7, r =3.5
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Figure 4.23: Model VWD2s, scenario 2: Trajectories plotted according to their index values at final time.

Figures 4.24{ and show the index values when the market share of the entering
firm (z; < x;) is fixed and the market share of the other firm is increasing. From these

figures one can see that the firm that begins with a smaller market share has in most of the
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cases a smaller and decreasing performance index value.

0), 21(0) = 0.04 Final J; vs. 21(0), 22(0) = 0.05
o =1.2, target; =0.6 ki =3.5, ¢ =1.2, target, =0.6
=0.6, target, =0.7, 7 =3.5 ky =0.4, ¢ =0.6, target; =0.7, r =3.5

~ ~ ot o © 06 5 o 0 0 0 0 0 0 o o
o o

or o o o o

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9

Figure 4.24: Model VWD2s, scenario 2: Figure 4.25: ModelVWD2s, scenario 2:
Value of indices when the initial value x;(0) = Value of indices when the initial value z2(0) =
0.04 is fixed. 0.05 is fixed.

4.11 Remarks on model VWD2s

e Model VWD2s extends model VWDsC and the analysis done for model VWDsC
applies to model VWD2s on each discontinuity line, for firm F5, (resp. F})the line

of interest is Yy (resp. Xnsp)-

— The saturated market share line is a set of attractive points.

— The state variables are nondecreasing, they increase while they are below the

saturated market share Sat and remain unchanged once they reach Sat.

— Trajectories that reach the switching line X7, (or X;,1) have the same be-

havior as in model VWDsC, the difference is the slope of the switching lines.
— The model has no pseudoequilibrium point (neither on >.;;5; nor on ;7).

— Each firm has a separatrix, in the case of firm F5 (resp. firm F}) a separatrix is
calculated using its target saturated market share point (1 — targets, target,)
(resp. (target;,1 — target;)) which is where ¥, (resp. Xp,7) and Sat
intersect. A separatrix for firm F, (resp. F;) may be ¢V or o (resp. o or

©"), i.e. obtained with fields £V or £ (resp. M or f%).

— Firm F; (resp. F7p) fulfills its target market share above (resp. below) its

separatrix.

e The difference is that a separatrix may span more than one region: for firm F5 (resp.

Fy) it may span region U or regions M and L (resp. regions M and U or region L).
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Chapter 5

Duopoly model based on Lotka-Volterra
dynamics with switched predation
(LVsP)

5.1 Introduction

Wang et al. [35]] proposed a duopoly model with Lotka-Volterra competing species dy-

namics where the state variable is sales:

T = $1(51 - CL11I1) — A12T1T2 (5.1)

Ty = $2(b2 - @22202) — A21T1T2 (5.2)

in this model, all the coefficients a;;, b; are assumed nonnegative and it is stated that
b; = f(advertising).

Wang et al. [35] showed that model fulfills the desired properties of adver-
tising function [25]], but there is no exact hint on how to obtain the coefficient b; as a
function of advertising. Because of this we consider this model theoretical. However, re-
cent papers use Lotka-Volterra models and this indicates that they should be explored. In
2016, Marasco et al. [52] used a nonautonomous Lotka-Volterra system to model market
share dynamics that depend on utility functions of the competing firms. Because of the
special functional forms they impose, Marasco et al. can obtain an analytical solution to
the system. In 2014, Hung et al. [36] modeled the saturated market dynamics using a
Lotka-Volterra model.

In analogy with the biological models, the value b;/a;; could be thought of as a car-
rying capacity (i.e., market saturation level) for firm ¢ and the so-called “interaction”
term a,;;x;7; as a term describing predatory advertising. Note that if the state variable

to be used is market share, the Lotka-Volterra model does not result in invariance of to-
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tal market share (always equal to one), ensuring instead that each market share variable
is below or equal to a given upper bound (via the carrying capacity of each firm). One
way for model (5.1H5.2) to enforce the invariance of total saturated market share is set-
ting by = a1 = a2 = by = agy = ag; = 1, but this reduces the model (5.1H5.2) to
Vidale-Wolfe-Deal’s model where u; = x;.

The fact that the Lotka-Volterra model cannot enforce the saturated market restriction
led to the choice, in this chapter, of the number of clients as the state variable instead of
market share. In this case the predatory term a;;x;x;, i.e. advertising, removes clients
from one firm. In the context of a duopoly for an essential good, it is also reasonable
to argue that clients removed from one firm go to the other firm and, motivated by this
observation, we propose the following duopoly model with Lotka-Volterra type dynamics,

together with controlled predatory terms:

T = 351(51 - Glll’l) — U12T1T2 + U1 T1 T2 (5.3)

Tg = 132(52 - a22$2) + U12T1T2 — U1 T1 T2 (5.4)

where b;, a;; defines the saturation level for firm 4, u;; is a control coefficient determining
predatory advertising by firm j on firm ¢ (i.e, firm j capturing clients of firm ¢). In what
follows, it will be postulated that the advertising effort or expenditure by a firm modifies
the values of the control coefficients u;; depending on its perception of its client base.
The policy u;; is a predatory advertising effort made by firm F; on firm F; and it is as

follows:
c; ifx; <ux;,
Uij = ! ! (55)
dij if X > x;

where 7,7 = 1,2, 7 # j and the policy ¢; ; > d;;, i.e. firm Fj applies a bigger predatory
advertising constant effort on firm Fj clients when x; < z;, this is when F}; has a smaller
number of clients.

After using the policies (5.5)) and some algebra in model its fields are ob-
tained:

The upper field £V, which defines the dynamics in region U, is given by

1 = x1(by — anry + (—dia + co1)x2) (5.6)
Zg = Xo(bey — (—dia + c21)T1 — a2272) (5.7)

The lower field %, which defines the dynamics in region L, is given by

Ty = 21(b1 — anzy + (—ci2 + dar)x2) (5.8)
.fg = .’Eg(bg — (—012 -+ dzl)l'l — aggl'g) (59)
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On X, the dynamics is defined following the Filippov rule (see Appendix[A] [46, p. 50-52,
chap. 2]). Note that all coefficients b;, a;;, ¢;;, di; (1,5 = 1,2, 7 # j) are real nonnegative

numbers.

5.2 Equilibria of model LVsP

We analyze the equilibrium points in field fU (the analysis of field f* is analogous). The
equilibria are the zeros of the RHS (right hand side) of system (5.6), (5.7). In order to find

if a equilibrium point is stable or not, the jacobian of the system is used:

[—2@11$1 + by + (co1 — dyo) (€21 = dg)ay (5.10)

$2(—021 + d12) by — (021 - dlz)xl — 2a92%2
The four equilibria points of the model (5.6), (5.7) are:

1. Equilibrium point P, = (0,0) and its corresponding jacobian matrix J(P;) =
b
! with the eigenvalues readily on the diagonal, so that P; is an unstable
2

node because b; > 0,7 =1, 2.

2. Equilibrium point P, = (0, ba/as2) and its corresponding jacobian matrix J(P) =
_bl + (c21—d12)b2

o) —bJ with the eigenvalues on the diagonal.

L a2

3. Equilibrium point P = (b /a11,0) and its corresponding jacobian matrix J(P;) =
—bl (co1—di2)b1

0 b (o —d1a) b1] with the eigenvalues on the diagonal.
, — (cz1—diz)b

L ail

Tihe : _ ag2b1+baco1 —badio a11ba—bico1+b1d12 ; _
4. Equilibrium point P, = (—2 s L et et de) and its corre

sponding jacobian matrix is

_2a11(a22b1+1;2,3) + ﬁ(a11b2—b12,3) + by B(a22b1+b225)

aiiaz2+ ai1a22+p6 (a11a22+52)

e _5(a11b2761115)22 _2a22(a11b27b1,81)1i26(a22b1+b25) +b
aiiazz+62 ai1az2+/32 a11az2+p52 2

where 6 = Co91 — dlg.

The type of the equilibrium points P, P; and P, depends on parameter values, for in-
stance using the parameters a;; = 1, ass = 1, by = 10.9, by = 6.8, c19 = 7.1, co1 = 5.5,
di2 = 6.3, do; = 4.6 the equilibrium points P, P; and P, are respectively saddle, saddle

and stable focus.
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5.3 Dynamics of trajectories reaching the equal number

of clients line > in model LVsP

Determining the crossing Y. and sliding .5 sets: To describe a trajectory that reaches
the equal number of clients >, we need to determine if that trajectory reaches the equal

number of clients Y in the crossing set 2. or in the sliding set >J;. For this we will use the

Algorithm4.3]
In the case of model (5.6)-(5.8), the equal number of clients line ¥ is described by
H(x) = 29 — z; = 0 and its normal is VH(x) = [-1 1]7, and the following scalar

functions are parabolas, then we can use Algorithm

Q
=
=
I
<
s
2
-
S

w)) = (@11 — as2 — 2c01 + 2di2) W + (by — b)) w  (5.11)
w)) = (@11 — a2z + 2c12 — 2da1) WP + (by — b)) w  (5.12)

Q
=
&
i
g
=
2
“"h
Py

where w = (w, w) which is a point on the equal number of clients line ..

Algorithm {4.3| calculates sign(gy(w)) and sign(gz,(w)) using their respective zeros
and second derivatives. Once the signs of the values of the points in each parabola are
calculated, the sets can be combined to obtain .., the crossing set that is comprised of
the points where the values of parabolas have the same sign, and ., the sliding set that
is comprised of the points where the values of the parabolas have opposite sign. To apply
Algorithm [4.3|the zeros needed are:

v_o U by — by

Zeros of gy(w) : wy = wy = o am — 20 T 240 (5.13)

by — by
Zeros of w): wlh=0 wk = 5.14
gr(w) ! 2 Ay — ag + 2019 — 2dy (.14

The needed second derivatives are:

gU(w)” = 2a11 — 2&22 - 4021 + 4d12 (515)
gL(w)” = 2(111 — 2(1,22 + 4612 — 4d21 (516)

Next we enunciate a proposition which for the given case exemplifies the usage of the
fact that the gy (w) and g7, (w) are parabolas. (For the the calculations Algorithm |4.3is

used and it takes into account other cases)
Proposition 5.3.1 (Calculating the crossing set .. and sliding set >.,). Suppose that
(i) by < by
(ii) gu(w)" <0
(iii) gz(w)" >0
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then for nonnegative w values
- the crossing set is ¥, = {w|w € (0,wY)}
- the sliding set is ¥, = {w|w € [wY,00)}

Proof. First we find the sign of wY. Comparing (5.13) and (5.15]) we find that the denom-
inator of wY is 2gy (w)” then by assumption (ii) the denominator of wY is negative. The

numerator of wY is negative by assumption (i). Because of this we have
wy >0 (5.17)

The function gy (w) is a parabola on variable w by (5.11) and by assumption (i) its second
derivative is negative, then it has a maximum. From this and (5.17) we have

1 ifwe (—o0,0)
sign(gy(w)) = 1 ifwe (0,wY) (5.18)

—1 ifw e (w¥,o00)

Now we find the sign of wf. Comparing (5.14)) and (5.16) we find that the denomi-
nator of wl is 2g;(w)” then by assumption (ii) the denominator of wY is positive. The

numerator of w is negative by assumption (i). Because of this we have
L
wy <0 (5.19)

The function gz, (w) (5.12) is a parabola and by assumption (iif) its second derivative is
positive, then it has a minimum. From this and (5.19) we have

1 ifw € (—oo,wk)
sign(gr(w)) = ¢ =1 ifw € (wk,0) (5.20)
1 ifw e (0,00)

By the crossing condition (A.5)) (in Appendix [A)) and the definitions (5.11))-(5.12), the

crossing set 3. is comprised of the values w where sign(gy (w)) = sign(gr(w)) # 0 and
the sliding set >, is its complement. Combining this and the results in (5.18]) and (5.20),
and considering we are interested in the nonnegative values of w, the sets for crossing and

sliding on the equal number of clients line > are

Se ={wlw € (0,wy)} (5.21)
s ={wlw € [wg, 00)} (5.22)
[
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Determining pseudoequilibrium points: A pseudoequilibrium point is an equilibrium
that may come into existence because of the use of switching control (See Appendix [A)).
The pseudoequilibrium candidates are obtained using the fact that at a pseudoequilibrium

the fields must be aligned and have opposite directions. The pseudoequilibrium candi-

dates for model (5.6)), are:

wh =0 (5.23)
by + by

why = —— 5.24
2 aii + ago ( )

Note that

e the pseudoequilibrium candidates obtained are independent of the predation coeffi-

cients ¢;;, d;; where @ # jand 7,j = 1,2.

e the candidate wj = 0 is not stable because the point (0, 0) is unstable for both fields
fU and £,

o the candidate w3 can be a pseudoequilibrium only if w3 € Y.

5.4 Simulations of different scenarios of model LVsP

The first scenario of model (5.6)-(5.9) has the parameters by = 6.8, a;; = 1, ca1 = 3.6,
do; = 1.6, by = 10.9, ass = 1, ¢c1o = 5.5, dia = 4.6. In this case, the efforts cy1, doy
are small when compared to those of firm F5. The corresponding phase plane is shown in
Figure[5.T] where one can see that firm F, ends with all the clients and firm F; is extincted
from the market. The equilibrium points of the fields are shown in Tables [5.1) and [5.2]
note that both fields have stable equilibrium points in region U. The stable equilibrium of
field £ is virtual but it still attracts trajectories beginning in L to U. It is virtual because it

corresponds to the dynamics of field £ but lies in region U where the dynamics is given
by field fU.
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Figure 5.1: Model LVsP, scenario 1: Firm F; doing little spending on advertising when compared to firm
F.

L x Eigs(J(x)) Type i x Eigs(J(x)) Type
0] 10.9] 0] 10.9]

[O_ [ 65 | Unstable node [0_ [ 65 | Unstable node
6.8] 37.42] 0 ] —10.9]

{ 0| {—6.8_ Saddle Lo.g_ { 41 | Stable node
0 ] —35.71] 6.8] 17.7]

[10'9_ [ 109 Stable node [ 0| {6.8_ Saddle

—2.20296] [—9.1323] —2.05] [-10.317]

{ 2.30845 | { 9.0268 | Saddle { 8.85 | [ 3.517 | Saddle
Table 5.1: Model LVSsP, scenario 1: Equilib- Table 5.2: Model LVsP, scenario 1: Equilib-
rium points of field f© with parameters b;=6.8, rium points of field fU with parameters b;=6.8,
a11=1, doy =1.6, by =10.9, azs =1, c12 =5.5 a1 =1, ca1 =3.6, by =10.9, aze =1, d12 =4.6

Dynamics of a trajectory on the equal number of clients line X

e Crossing and sliding sets are determined using the algorithm (4.3 for their calcula-
tion. The projections for determining the sets are (VH(w),fV(w)) = 2.0w? +
4.1w , that has the zeros w; = 0.0 and wy = —2.05 , and (VH(w),fl(w)) =
7.8 w? + 4.1 w, that has the zeros w; = 0.0 and wy = —0.5256. Figure shows
the the plots of the signs of the projections and their products to help visualize
the procedure. Note that we are interested only in nonnegative w values, then the

crossing set is . = (0, 00), and all the trajectories that reach ¥ cross into U.

e There is no pseudoequilibrium since candidate w; = 8.85 belongs to the crossing
set 2.
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sign((VH(w), £V (w)))
05 — — —sign((VH(w), f¥(w))) + 0.15 H
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= or 2205 0.5ps64 1
05t 4
-1k _ 4

| | | | | |

—4 -3 -2 -1 0 1

Figure 5.2: Model LVsP, scenario 1: Signs of the inner products used in the calculation of conditions for
crossing and sliding.

The second scenario of model (5.6)-(5.9) has the parameters b; = 6.8, a;; = 1,
Co1 = 4.4, dy; = 3,0y = 10.9, asg = 1, ¢19 = 5.5, dis = 4.6. In this case firm F; does
more effort than in the previous scenario, but it is not enough for beating the number of
clients of firm F5. Firm F3 ends with bigger number of clients but now firm F} is not
extincted from the market. The corresponding phase plane is shown in Figure [5.3] The
equilibrium points of the fields are shown in Tables[5.3|and [5.4] note that both fields have
stable equilibrium points in region U. In the case of field f* this equilibrium is virtual but

still attracts trajectories beginning in L to U.

x9 Vs. x
by =6.8, a1 =1, ¢ =4.4, dyy =3
by =10.9, az2 =1, 12 =5.5, dj2 =4.6

p2

fh(z) =0

— = fl(a) =0

fU(z1) =0

v fU(3y) =0
O f* equil.
+ U equil.

«a\f&x \

Figure 5.3: Model LVsP, scenario 2: Firm F} increases its effort. In this scenario both firms coexist in
the long term, firm F5 still ends with a bigger number of clients.

e Crossing and sliding sets are determined using the algorithm {.3] for their calcula-
tion. The projections for determining the sets are (VH (w),fV(w)) = 0.4w? +
4.1w , that has the zeros w; = —10.25 and wy = 0.0, and (VH(w), ¥ (w)) =
5.0w? + 4.1 w, that has the zeros w; = —0.82 and w, = 0.0. Figure shows

the the plots of the signs of the projections and their products. Note that we are
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FL x Eigs(J(x)) Type £U x Eigs(J(x)) Type
[8 [169é9: Unstable node [8 [160.'89: Unstable node

o [T s (][] e

[18_9: [2100'.495: Stable node {6(')8: {126286 Saddle
i) [om] o i) [z suvtens

Table 5.3: Model LVsP, scenario 2: Equilib-
rium points of field f© with parameters b;=6.8,
a11=1, d21 23, bg :10.9, a99 21, C12 =55

Table 5.4: Model LVsP, scenario 2: Equilib-
rium points of field fU with parameters b;=6.8,
aill :1, C21 :4.4, b2 2109, a9 21, dlg =4.6

interested only in nonnegative w values, then the crossing set is ¥.. = (0, c0), and

all the trajectories that reach X cross into U.

e There is no pseudoequilibrium since candidate w; = 8.85 belongs to the crossing
set 2.

sign((VH (w), £V (w)))
— — —sign((VH(w), f*(w))) +0.15 -
sign((VH (w), £ (w)))sign((VH(w), ££ (w))) + 0.3

Figure 5.4: Model LVsP, scenario 2: Signs of the inner products used in the calculation of conditions for
crossing and sliding.

The third scenario of model (5.6)-(5.9) has the parameters b; = 6.8, a;; = 1, ¢y =
4.9, do; = 4.5, by = 10.9, agy = 1, ¢19 = 5.5, dyo = 4.6. In this scenario, firm F} again
increases its efforts and now manages to end with the same number of clients of firm F5.
Some trajectories starting in region L crosses into region U but after some time return to
the equal number of clients line X to end at a pseudoequilibrium point. The corresponding
phase plane is shown in Figures [5.5/and [5.5] The only difference between these phase
planes is that the step size in Figure [5.5]is smaller and this results in the reduction of the
chattering observed in the sliding trajectories. Figures and [5.8] that shows the time
plot z;(t) of a trajectory that has crossing and sliding behaviors, again the trajectories
are the same what is different between this figures is the setpsize, which is smaller in the

figure without noticeable chattering. The equilibrium points of the fields are shown in
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Tables [5.5]and[5.6] note that in this case both fields have stable virtual equilibrium points:

the virtual equilibrium of f¥ is x = [0 10.9]” and the virtual equilibrium of field fV is

x = [9.23853 8.12844]T. The trajectories beginning in region L(resp. U) are attracted to
region U (resp. L) by the virtual equilibrium of field f* (resp. f¥).

x5 Vs. @
by =6.8, air =1, 21 =4.9, dpy =4.5
by =10.9, ax =1, 12 =5.5, di2 =4.6

Figure 5.5: Model LVsP, scenario 3: Firm
F1 increases again its effort and this introduces
a pseudoequilibrium. Firms F; and F5 coex-
ist with an equal number of clients. The phase
plane shows trajectories crossing and then re-
turning to

£ x_Eigs(J(x)) Type
[8 [IGO.éQ: Unstable node
B[ s
[1(())_ 9: {_14019 Stable node
S T e

Table 5.5: Model LVsP, scenario 3: Equilib-
rium points of field f© with parameters b;=6.8,
CL11=1, d21 :4.5, bg :10.9, a2 21, C12 =55

/

&)

1y Vs. @1
b =6.8, ai =1, e =
by =10.9, ay =1, c1»

O ! equil.
+ £V equil

oF &
| |
0 2

L
10

Figure 5.6: Model LVsP, scenario 3: Same
simulation as in Figure [5.5] but here the
stepsize = 0.0002 is smaller and this reduces
most of the chattering on the equal number of

clients line X.

i x Eigs(J(x)) Type
0] 10.9]
{0_ [ 63 | Unstable node
0 ] —10.9]
{10.9_ {10.07_ Saddle
6.8] 8.86]
[ 0| [6.8_ Saddle
9.23853] [—8.6835 — 2.5398] Stable focus
8.12844| |—8.6835 + 2.5398i |

Table 5.6: Model LVsP, scenario 3: Equilib-
rium points of field fU with parameters b;=6.8,
aill :1, C21 :4.9, b2 2109, a9 Zl, d12 =4.6
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8, a1 =1, ey =4.9, dy; =4.5 (1)
0.9, ay =1, ¢19=5.5, djy =4.6, r =1 b =6.8, a1 =1, ¢y =4.9, dy =4.5

by =10.9, azy =1, ¢12=5.5, djs =4.6, r =1

21(t), 21(0) =05

—(t). 2(0) = 0.03 7+ z1(t), 21(0) =05

—_— (1), 72(0) = 0.03

Figure 5.7: Model LVsP, scenario 3: State
variable as function of time for a trajectory hav-
ing crossing and sliding behavior. When the
stepsize = 0.001 the trajectories have notice-
able chattering when it slides.

L L L L L
0.5 1 1.5 2 25 3

Figure 5.8: Model LVsP, scenario 3: Same
simulation as in Figure but here the
stepsize = 0.0002 is smaller and this reduces
most of the chattering when the trajectory slides.

Crossing and sliding sets are determined using the algorithm {.3] for their calcu-
lation. The projections for determining the sets are (VH (w), fV(w)) = 4.1w —
0.6w? , that has the zeros w; = 0.0 and wy = 6.83, and (VH(w), fl(w)) =
2.0w? + 4.1 w, that has the zeros ws = 0.0 and wy = —2.05. Figure shows the
the plots of the signs of the projections and their products. Note that we are inter-
ested only in nonnegative w values, then the crossing set is .. interval (0, 6.8333)
and the sliding set is X5 = [6.8333, 00). Trajectories that reach 3. cross into U and

trajectories that reach >, slide until a pseudoequilibrium point.

There is a pseudoequilibrium point w; = 8.85 that belongs to the sliding set X;.

sign((VH(w), £ (w)))
05+ — — —sign((VH(w),f*(w))) +0.15 4
sign((VH (w), £*(w)))sign((VH (w), £ (w))) + 0.3

-2|05 6.8p33

Figure 5.9: Model LVsP, scenario 3: Signs of the inner products used in the calculation of conditions for
crossing and sliding.

The fourth scenario of model (5.6)-(5.9) has the parameters by = 6.8, a;; = 1,
Co1 = 5.5, doy = 3, by = 10.9, ags = 1, c12 = 5.5, di2 = 4.6. The corresponding

phase

plane is shown in Figure and The only difference between these phase
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planes is that the step size in Figure [5.11]is smaller and this results in the reduction of
the chattering observed in the sliding trajectories. When compared to the third scenario,
firm F} increases its effort co; = 5 > 4.9 but decreases dy; = 3 < 4.5, with these ef-
forts firm £ manages to end with the same number of clients of firm F,. But now the
observed trajectories only slides on Y until they reach a pseudoequilibrium point. The
equilibrium points of the fields are shown in Tables and[5.8] note that in this case both
fields have stable virtual equilibrium points: the virtual equilibrium of £ is x = [0 10.9]7
and the virtual equilibrium of field f¥ is x = [9.1768 2.64088]”. So that the trajectories

beginning in region L(resp. U) are attracted to region U (resp. L).

8r - 8 -

- . o ~ () = 0
-0 —— — = ) =0
=0 g 6r S U(z1) =0
= == () =0
1

1 sl g s
ol & PO ol & ‘ )))X
Figure 5.10: Model LVsP, scenario 4: Firm Figure 5.11: Model LVsP, scenario 4: Same
F increases cp; and diminishes ds;. In the simulation as in Figure [5.I0] but here the
long term, firms £} and F5 coexist with an equal stepsize = 0.0002 is smaller and this reduces
number of clients. The phase plane shows that most of the chattering on the equal number of
trajectories slides to a pseudoequilibrium. clients line .
L x Eigs(J(x)) Type U X Eigs(J(x)) Type
0] 10.9] 0] 10.9]
[O_ [ 65 | Unstable node [O_ [ 63 | Unstable node
6.8] 27.9] 0 ] 16.61 |
[ 0| {—6.8_ Saddle {10'9_ {_10.9_ Saddle
0 ] —20.45] 6.8] —6.8]
[10.9_ [ 109 Stable node { 0| [4.78_ Saddle
—2.82069] [—9.3998] 9.1768 | [—5.9088 — 2.9918i]
{ 3.84828 | { 8.3722 | Saddle {2.64088_ [5.9088 +2.9918;)  Stablefocus
Table 5.7: Model LVsP, scenario 4: Equilib- Table 5.8: Model LVSsP, scenario 4: Equilib-
rium points of field f© with parameters b;=6.8, rium points of field fV with parameters b;=6.8,
a11:1, d21 :3, bg :10.9, a22 :1, C12 =55 aiq :l, C21 :5.5, bg :109, a22 :1, d12 =4.6

e Crossing and sliding sets are determined using the algorithm .3 for their calcu-
lation. The projections for determining the sets are (VH (w), fV(w)) = 4.1w —
1.8w? , that has the zeros w; = 0.0 and wy, = 2.278, and (VH(w), fl(w)) =
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5.0w? + 4.1 w, that has the zeros w; = —0.82 and w, = 0.0. Figure shows
the the plots of the signs of the projections and their products. Note that we are in-
terested only in nonnegative w values, then the crossing set is . = (0, 2.2778)and
the sliding set is 35 = [2.2778,00). Trajectories that reach Y. cross into U and

trajectories that reach X slide until a pseudoequilibrium point.

e There is a pseudoequilibrium point w3 = 8.85 that belongs to the sliding set ;.

sign((VH(w), £ (w)))
05 — — —sign((VH(w),f*(w))) +0.15
sign((VH(w), ¥ (w)))sign((VH (w), £* (w))) + 0.3

gw)

-0[82 22§78

Figure 5.12: Model LVsP, scenario 4: Signs of the inner products used in the calculation of conditions
for crossing and sliding.

Finally, the fifth scenario of model (5.6)-(5.9) has the parameters b; = 6.8, a;; = 1,
co1 = 7.1, do; = 6.3, by = 10.9, age = 1, 12 = 5.5, dio = 4.6. When compared to the
fourth scenario, firm F increases its efforts co; = 7.1 > 5 and dy; = 6.3 > 3, with these
efforts firm 3 ends with a bigger number of clients than firm F,. The corresponding
phase plane is shown in Figure [5.13] where the observed trajectories cross into L. The
equilibrium points of the fields are shown in Tables [5.9] and [5.10] note that in this case
both fields have stable equilibrium points in region L. In the case of field fV it is a stable

virtual equilibrium and the trajectories beginning in region U are attracted to region L.

69



zo Vs. 1y
b =6.8, a1 =1, 1 =7.1, dp; =6.3
by =10.9, ap2 =1, ¢19 =5.5, di2 =4.6
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&
[N fi(z) =0
v — = fl(z) =0
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| r
0 2 4 6 8 10 12

Figure 5.13: Model LVSsP, scenario 5: Firm F} increases again its effort and this time firm F3 is the one
ending with a bigger number of clients.

i X Eigs(J(x)) Type fU x Eigs(J(x)) Type
0] 10.9] 0] 10.9]
[0- [ 65 | Unstable node {0_ [ 65 | Unstable node
6.8] —6.8] 0 ] 34.05 |
[ 0| [5.46_ Saddle [10.9_ [—10.9_ Saddle
0 ] 15.52] 6.8] —6.8]
[10'9_ [_10.9_ Saddle [ 0| [—6.1_ Stable node
9.46341] [—6.3963 — 3.2798] 4.69655 | —17.6166]|
3.32927] [—6.3963 1 3.2798;|  Otable focus {—0.841379_ [ 3.7614 | Saddle
Table 5.9: Model LVsP, scenario 5: Equilib- Table 5.10: Model LVsP, scenario 5: Equilib-
rium points of field f© with parameters b;=6.8, rium points of field fV with parameters b;=6.8,
a11=1, d21 :63, bg :109, a9 :1, C12 :55 aill :1, C21 :71, b2 :109, a9 :1, d12 :46

e Crossing and sliding sets are determined using the algorithm for their calcu-

lation. The projections for determining the sets are (VH (w),fV(w)) = 4.1w —
5.0w? , that has the zeros w; = 0.0 and wy, = 0.82, and (VH(w), fl(w)) =
41w — 1.6w?, that has the zeros w; = 0.0 and wy = 2.5625. Figure
shows the the plots of the signs of the projections and their products. Note that
we are interested only in nonnegative w values, then the crossing set is >, =
(0,0.82) U (2.5625, 00) and the sliding set is X3 = [0.82,2.5625]. Trajectories
that reach ¥ in the interval (0, 0.82) cross into U and trajectories that reach X, in
the interval (2.5625, co) cross into L.

There is no pseudoequilibrium point because the w; = 8.85 belongs to the crossing
set 2.
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sign((VH(w), £V (w)))
05 — — —sign((VH(w), " (w))) +0.15
’ sign((VH (w), £¥ (w)))sign((VH (w), f£ (w))) + 0.3
®oor ofe NP Y: 215 ]
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-1
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Figure 5.14: Model LVsP, scenario 5: Signs of the inner products used in the calculation of conditions
for crossing and sliding.

5.5 [Evaluating outcomes of the used policies using a per-

formance index for model LVsP

We use the index (2.9). Note that a firm makes a profit when its index J; is positive,
whereas it makes a loss when its index is negative. The number of clients x;(¢) evolution
is given by the system (5.6)), and the controls u;(t) are given in (5.5).

The scenarios were simulated using the software Matlab. In the first scenario, the
controls co; = 3.6 and dy = 1.6 actioned by firm F; are small when compared to the
controls co; = 5.5 and dy; = 4.6 of firm F5. In this setting firm F, ends with more clients
than firm £, actually firm F; ends without clients. Figure [5.15]shows the trajectories in
the phase plane according to their index value at final time, these indexes were calculated
using a revenue factor r = 1 and firm F5 is the only firm that makes a profit. There is
little variation of the index values as can be seen in Figures and [5.18 The small
increases of the index values are more noticeable in Figure where the indexes are
plotted against each other.
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Figure 5.15: Model LVsP, scenario 1: Trajec- Figure 5.16: Model LVSP, scenario I:

tories plotted according to their index values at
final time. In this scenario firm F5 has positive
indexes while firm F has negative indexes.

Jl(l'l(t),l’g(t),t) VS. JQ(SCl(t),IBQ(t),t)

Final J, vs. @ Final J; vs. 21(0), 22(0) = 0.03
b =6.8, ai =1, ¢33 =3.6, dpy =1.6 b =6.8, an =1, e =3.6, dyy =1.6
by =10.9, a2 =1, c19=5.5, dy» =4.6, r =1 by =10.9, azs =1, c10 =5.5, di» =4.6, r =1
80 80
605 60
401 20}
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Jy Jz
~ 20F ~ 20
0 o
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Figure 5.17: Model LVSsP, scenario 1: Value
of indices when the initial value z1(0) = 0.5 is
fixed.

Figure 5.18: Model LVsP, scenario 1: Value
of indices when the initial value z5(0) = 0.03 is
fixed.

In the next scenario, the controls cy; = 5.5 and d;5 = 3 actioned by firm £} are
similar in magnitude when compared to the controls co; = 5.5 and dy; = 4.6 of firm F.
Now, both firms end with the same number of clients. Figure[S.19shows the trajectories
according to their indexes at final time, these indexes were calculated using a revenue
factor r = 1 and both firms make a profit. The firm that begins with a smaller number
of clients makes a smaller profit: (a) In Figure the initial conditions are z1(0) =
0.5 and z5(0) € [0.03,12], the index J, grows as x5(0) grows and it is bigger than J;
when x2(0) > x1(0). (b) In Figure the initial conditions are z5(0) = 0.03 and
z1(0) € [0,10], the index .J; increases as x1(0) increases and it is bigger than J, when
x1(0) > x2(0).
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Figure 5.19: Model LVsP, scenario 4: Trajec-
tories plotted according to their index values at
final time. In this scenario both firms F; and F5
have positive indexes.

Final J, vs. 22(0), 21(0) = 0.5
by =6.8, aiy =1, ¢31 =5.5, dy =3
by =10.9, ag =1, ¢19 =5.5, dip =4.6, r =1
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Figure 5.21: Model LVsP, scenario 4: Value
of indices when the initial value z1(0) = 0.5 is
fixed.
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Figure 5.20: Model LVsP, scenario 4:
Jl(:cl(t), (L’Q(t), t) VS. JQ(.’El(t), .’L‘Q(t), t)

Final J; vs. 21(0), 25(0) = 0.03
by =6.8, a1y =1, 31 =5.5, dy =3
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Figure 5.22: Model LVsP, scenario 4: Value
of indices when the initial value z2(0) = 0.03 is
fixed.

In the last scenario, the controls co; = 7.1 and dy» = 6.3 actioned by firm F) are

bigger in magnitude when compared to the controls co; = 5.5 and dy; = 4.6 of firm F5.

In this situation firms F} and F5 coexist in the long term, with firm F} having more clients

than firm F5. Figure [5.23] shows the the trajectories in the phase plane according to their

index value at final time, these indexes were calculated using a revenue factor » = 1. Firm

F7 is the only firm that makes profit, even though firms coexist in the long term. In Figure

the index .J; increases as x5 increases but the growth is small and the index remains

negative. In Figure [5.26] the index .J; increases as x; increases. When the index values

are plotted against each other, i.e. J vs. Jj, as in Figure [5.24] the indexes do not seem

to create a front although their values have rather small variations (see Figures and

[5.26).
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Figure 5.23: Model LVsP, scenario 5: Trajec-
tories plotted according to their index values at
final time. In this scenario firm F} has positive
indexes while firm F has negative indexes.

Final J, vs. 25(0), 21(0) = 0.5
by =6.8, any =1, ¢ 1, d

3

by =10.9, azs =1, 10 =5.5, dy =4.6, r =1
40
- ¢ © © © © © e o o o o o o o
»
20+
o
101 J2
~
o
_1ok
0k
0 2 4 8 10 12

Figure 5.25: Model LVsP, scenario 5: Value
of indices when the initial value z1(0) = 0.5 is
fixed.

Jo Vs. Jy at final time
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Figure 5.24: Model LVsP, scenario 5:
Jl(:cl(t), (L’Q(t), t) VS. JQ(.’El(t), .’L‘Q(t), t)
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Figure 5.26: Model LVsP, scenario 5: Value
of indices when the initial value 2:5(0) = 0.03 is
fixed.

5.6 Remarks on model LVsP

e The entering firm, i.e. the firm with a smaller initial market share, can introduce

a pseudoequilibrium on the equal number of clients line Y using an appropriate

control value. Using a control value larger than this, the entering firm can achieve

a larger number of clients than its competitor.

e The firm decides which advertising control efforts to apply using its performance

index in a finite horizon, i.e. the firm evaluates the costs and benefits it obtains with

different advertising efforts.
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e [f the state variable is market share, the Lokta-Volterra model does not result in
invariance of total market share (always equal to one), ensuring instead that each
market share variable is below or equal to a given upper bound. This fact led to
the choice, in this chapter, of the number of clients as the state variable instead of

market share.
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Chapter 6
Conclusions and Future Work

This thesis focuses on the analysis of qualitative behavior of the dynamics of models,
making use of simple policies, whereas the emphasis in the existing literature has been
mainly on the optimization of quadratic (or related) performance indices, as well as on
the differential game-theoretic aspects of such models.

The relatively simple choices of the switching behavior, variable structure control
theory made possible a complete qualitative analysis, for any choice of initial condition,
and for several different strategies and scenarios. This is to be contrasted with a specific
trajectory produced by optimal control approaches. In fact, this possibility of complete
qualitative analysis is sometimes referred to as a flight simulator mode [53]] and should,
in our opinion, be considered a strength of the proposed approach.

The contributions of this thesis are as follows:

e Proposal of the models VWD2s (Vidale-Wolfe-Deal with two switching lines) and

LVsP (Lotka-Volterra with switched predation and conservation).

e The qualitative analysis of the proposed models, under switching control based on
measurement of each firm’s market share. The proposed switching control, unlike
those resulting from optimal control/differential game approaches, is simple and

thus implementable.

e Use of a performance index to identify trajectories that make a profit at saturated
market in conjunction with the qualitative analysis of the market share dynamics to

aid in the choice of advertising policies.
Some possible future works are listed:

e Developing a user friendly interface for the pieces of software elaborated for this

thesis, in order to simulate the dynamics of a duopoly subject to switching policies.

e Discussing whether firms can switch between distinct models, because it has been

assumed that both firms follow the same model. However, in line with the switching

76



behavior that the firms are allowed to have, this leaves open the analysis of what
happens if the disadvantaged firm decides to change its strategy (e.g., switch to a

different one) and a game theoretic analysis would be appropriate in this case.

e Using delays in the estimates of market shares (which may introduce chaos or limit

cycles).

e Using a combined logistic function to enforce the saturated market restriction and

relating it to a Lotka-Volterra model.

e Using the current value of the associated performance index in the switching deci-

sion.
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Appendix A

Filippov solutions on the discontinuity

boundary

Since the model used in this paper presents discontinuities in the vector fields on the equal
share line, it is necessary to define the vector field on the discontinuity boundary, so that
trajectories that reach it can be continued in an unambiguous manner. We will use the
concept of a Filippov solution [46]. We recapitulate Filippov theory for the second order

T

models (state vector x = [z1(t), 22(t)]" € R?) very briefly below, following the very

clear presentation in [54]]. The ODE with one discontinuity boundary 3 and vector fields
L = [fl(x), f£(x)]" and Y = [fY(x), f¥(x)]" on either side of 3 is written as:

L
X:{ fL(x), x€L A

fU(x), xeU

where the regions L, U are separated by X.. ¥ is defined by H(x) = 0. L corresponds to
the region where H (x) < 0 and U to the region where H(x) > 0.

According to Filippov [46], solutions of can be constructed by concatenating
standard solutions in L, U and sliding solutions on X, which are obtained using the Fil-
ippov convex rule. The crossing set Y. C X is defined as the set of all points x € X, at
which the two vectors f£(x), fV(x) have nonzero components of the same sign, transver-
sal to X ((VH(x),fY(x))(VH(x),f¥(x)) > 0). By definition, at such a point x, a trajec-
tory of (A.I) reaching = from L (resp. U) crosses X and is concatenated with a trajectory
entering U (resp. L) from x. The sliding set Y. is defined as the complement to X in 2.
The sliding set may contain singular sliding points, i.e. points with zero as component on
the normal to 3. Either both vectors f*(x) and fV(x) are tangent to 3, or one of them
vanishes while the other is tangent to X2, or both vanish at a sliding singular point.

The Filippov rule associates the following convex combination ®(x) of the two vec-

tors f(x), fY(x) to each nonsingular sliding point x € X, where (-,-) denotes the
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standard inner product in R

®(x) = AMfE(x) + (1 — NfY(x) (A2)
(VH(x),£9(x))

A= H), ) )

(A.3)

where A was obtained using the condition that ®(x) lies on the tangent line to ¥ at x.

The equation
x=®(x), xe€X (A4)

is a scalar differential equation on 2., which is smooth on one-dimensional sliding subin-
tervals of X5. Solutions of this equation are called sliding solutions.

Equilibria of for which the vectors fZ(x), fV(x) are anticollinear (/(fV, fX) =
180°) and transversal to X, in opposite directions ((V H (x), fV (x))(VH (x), f¥(x)) < 0),
are called pseudo-equilibria of (A.I) and also referred to as quasi-equilibria by Filippov
[46]. Thus pseudo-equilibria lie in the interior of sliding segments. A non-singular sliding
point x € Y, for which f = 0,\ = 1 or f¥ = 0,\ = 0 implies ® = 0 and is called
a boundary equilibrium point. A tangent point 7T  is a point at which the vectors ¥ fU
are non-zero, but one of them is tangent to .. A sliding segment terminates either at a
boundary equilibrium, or at a tangent point.

Phase portraits of Filippov systems can have multiple sliding segments and be rather
complex, Figure[A.T|(a) is a rather simple phase portrait to exemplify previous definitions.
In this example X is a line. The depicted area for the given fields has a sliding subseg-
ment Y, and two crossing subsegments >.. Points A and C' are boundary equilibrium
points. Figure (b) shows the corresponding fields fY, fL at V,W, B, Z. Here V, Z
are crossing points, W, B are sliding points. Notice that B is a pseudoequilibrium point.

JU e
U U fho
I S AN L S
I . ‘ o ‘ o I 1% w A
(a) (b)

Figure A.1: (a) Sample phase portrait showing segments >.; and .. (b) V, Z crossing
points, W, B sliding points. B is a pseudoequilibrium point, i.e. Z(fY, f¥) = 180°

The conditions for deciding if a trajectory will cross or slide at point x € > or to

determine if x is a pseudo-equilibrium are:
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e Crossing (x € X.):
(f*(x), VH(x))(fV(x), VH(x)) > 0 (A.5)
e Sliding (x € X,):
(£(x), VH(x)){f" (x), VH(x)) <=0 (A.6)
e Pseudo-equilibrium : (x € ¥,) and 3 w € R* such that
fh(x) = —wfY(x) (A7)
The anticollinearity between fU(x) and f%(x) is expressed by (A.7). Condition is

simpler to apply, resulting in equations of lower degree in the components of x, than the

equivalent condition % = —1.
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Appendix B

Algorithm for obtaining separatrices of
model VWDsC

We use the dynamics (3.3), (3.4) (resp. (3.5)), (3.6)) to calculate ¢V (resp. ) in the

phase plane x; — x5 from the corresponding expression for Z—ﬁ . Furthermore, we use
jﬂ as an abbreviation for the limiting expression for 222 as it approaches the saturated
Tl | E dz1

equal market share & from region U (resp. from region L).

Thus, in order to derive a condition that determines if a trajectory starting in U will
reach the equal share F/, we obtain j—zf from 1| |l

df]fg B k?gl’g

— = B.1
d[[‘l klxl + ( )
The solution of (B.1) using the initial conditions (xs,, x1,) is
k
Ty = 2 (klxl + Cl)ﬁ (B2)

(k'lmlo + Cl)kQ/kl

Renaming x1, as X; and x5, as X, and setting (x1, z2) = (0.5,0.5) in (B.2) yields the
locus of all initial conditions (X7, X») that end at (0.5, 0.5), i.e. the separatrix ¢y

(lel + Cl)kQ/kl

Xo=0.5 T (B.3)
(k'105 -+ Cl)H
Analogously, trajectories in L satisfy:
deQ k2$2 +
e B.4
df,El k’ll'l ( )
The solution of (B.4) using the initial conditions (x2,, x1,) is
k k2
2y = 22, + co fl Co (BS)

" Rk,
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and, as before setting z1, = X;, 29, = X» and (21, x2) = (0.5,0.5) yields the equation

for the separatrix . :

1 1
X2 == ]{5_2 ((5 + Z—Z) k2<2X1>k2/k1 — CQ) (B6)

Remark: The geometrical idea used to decide whether a separatrix exists or not is
shown in Figure The trajectory defining a separatrix (y (resp. ) calculated from
(resp. (B.6)) must lie in its defining region U (resp. L), which means that its slope
at E, calculated from (B.1I) (resp. (B.4)) must be less than (resp. greater than) unity, so
that it comes from region U and points into the region L (resp. comes from L and points
into U) in the neighborhood of £ .

Figure B.1: The fields fV or f* approaching the equal market share point £ from the left
can be as shown. In the case of the dashed line, the slope is less than unity and the field
indicates that the trajectory comes from U'. In the case of the continuous line, the slope is
greater than unity and the field indicates that the trajectory comes from L.

We describe the process of determining the existence of separatrices as the following
algorithm:

Algorithm (Existence of separatrices)

1. Calculate the slope sjv = % using 1} (resp. the slope sy = % p using
(B.4)).

2. If syu > 1 (resp. syr < 1) then the separatrix oy (resp. ) does not exist. In this
case, the curve comes from L, i.e. it partially lies in L (resp. (B.6) comes

from U, i.e. it partially lies in U) , but it was derived from the equations of fY(resp.
5.
3. Forregion U: If sjv <1

(a) Set X; = 0 in (B.3) and solve for X5. This determines the point at which
(B.3)) intersects the x5 axis.

(b) If X, € [0, 1], then
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Use 77, = X; and z9, = X, as the initial conditions in (B.2)(X;, X5

from step 3a). The resulting equation defines the separatrix ¢y;.

(c) If X5 ¢ [0, 1] or Ax,, then the separatrix ¢V does not exist.
4. Forregion L: If s;z > 1

(a) Set Xy = 0 in and solve for X;. This determines the point at which
(B.6) intersects the x; axis.

(b) If X, € [0,1], then
Use 21, = X; and 25, = X, as the initial conditions in (B.5)(X:, X,

from step 4a). The resulting equation defines the separatrix (’.

(c) If X; ¢ [0,1] or Az, then the separatrix p” does not exist.
5. Once ¢y and ¢, are determined, they are associated with each firm:

(a) If only one separatrix exists, then both firms are associated with it. If only
ou (resp. r) exists, then the separatrix for firm F; is 5 (resp. %) and the

separatrix for firm F} is oY (resp. 1)

(b) If both separatrices exist, then the separatrix for firm F} is ! and the separa-

trix for firm Fy is oY

Remark: All trajectories with initial conditions above (resp. below) separatrix of firm
Fy (resp. Fy) lead to firm F;, (resp. F}) attaining its goal of gaining at least 50% of
the saturated market share and if both separatrices exist, then all trajectories originating
from initial conditions in the region between them will converge to the saturated equal
market share point £. Since a separatrix is just a trajectory in the phase plane that ends at
the saturated market line Sat, it follows that trajectories below (resp. above) a separatrix
always remain below it (resp. above it). This is because if the trajectories were to intersect
at a point that is not an equilibrium there would be more than one value for the derivative

and the uniqueness of the derivative would be violated.
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Appendix C

Demonstrations of properties of model
VWDsC

Theorem 3.2.1 (Characterization of market share dynamics for model (3.3)-(3.6)
with controls (3.2)). Suppose that T is a trajectory that starts in region U, i.e. firm F}
starts out with a smaller market share x1(0) < x2(0) and that the parameters ki, c1, ks, co
are known. then the trajectories reaching the equal market share line > can have one of

the following behaviors:

1. If the sliding end point s.,q = 0.5 then any trajectory T with initial conditions in
region U and below separatrix ©Y reaches the equal share line and slides until the

saturated equal share point E on the saturated market line (see Figure[3.2a)

2. If the sliding end point s.,q < 0.5 and ko > k1, then the separatrix is o} = ol and
some trajectories beginning in region U reach the equal share line Y., move on it
until the point s.,q and return to U finally ending on the saturated market Sat with
firm Fy having more than 50% of the market share.(see Figure([3.2p)

3. Ifthe sliding end point 8q,q < 0.5 and ky > ko, then the separatrix is ©§ = ¢V and

the trajectories beginning in region U and below Y reach the equal share line ¥,

(a) Ifthe trajectories reach the equal market share on the sliding segment 3., they
stay on the equal market share until the point S.,q and then cross into region
L finally ending on the saturated market Sat with firm F| having more than
50% of the market share. (see Figure[3.2)

(b) If the trajectories reach the equal market share line on the crossing segment
Y., they cross into region L finally ending on the saturated market Sat with
firm Fy having more than 50% of the market share.(see Figure[3.21)

Proof. 1. If sliding end point s.,q = 0.5 then any trajectory T with initial conditions

in region U and below separatrix ©Y reaches the equal share line and slides until
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the saturated equal share point E on the saturated market line.

When s.,q = 0.5, there are two separatrices. To see this, suppose there is only
one separatrix, without loss of generality suppose ¢ does not exist o exists. A
Send» the field fU points from L into U since ¢V does not exist and the field f* also
points from L into U since o’ exists (see the remark in Appendix Algorithm for
obtaining separatrices). Then, this implies that s.,4 is a crossing point which is a
contradiction with s.,,4 being a sliding point. Then, two separatrices exist and the
separatrix corresponding to firm £} is ¢Y. Next, determine X, from by setting

X1 = x1(0), if 25(0) < X, the trajectory 7, 4, is below ¢f'. Because trajec-

*2(0)
tories in the phase plane can only cross at singular points, the trajectory 7, , u,q
runs below ¢Y and reaches X,. By Proposition there is no pseudo-equilibrium

point, so that 7, - slides on X until the saturated equal market share point £

Z2(0)

which is an attractive point.

. If sliding end point s.,q < 0.5 and ky > ky, then the separatrix is 0¥ = ol and
some trajectories beginning in region U reach the equal share line 3., move on it
until the point s.,q and return to U finally ending on the saturated market Sat with
firm Fy having more than 50% of the market share. When s.,,; < 0.5 and ky > ky,
the separatrix is L = ¢F: Suppose that separatrix U exists, this implies there
is a trajectory 7 that reaches X, at a crossing point. But this is a contradiction
with Proposition so that the only separatrix is o) = ¢F. Next, determine if
To1(0)2(0) obtained ,intersects with >..If it intersects . it does it on a sliding point
(intersection on a crossing point is impossible by Proposition[C.0.6). After reaching
2, T, (0)572(0) slides on it and at sliding end it returns to U (since crossing into L is
impossible by Proposition[C.0.5)). By Proposition|C.0.4]and Proposition[C.0.6] once
crossing occurs there is no reaching % anymore and 7, , -, Will end in SatV with

Firm F3 having more than 50% of the market.

. If sliding end point sep,q < 0.5 and k1 > ko, then the separatrix is ©§ = ¢V and
the trajectories beginning in region U and below Y reach the equal share line ¥,
Suppose the separatrix is ¢y, then at the saturated market share f* points from L
into U. But this contradicts Proposition which when applied to the situation
k1 > ko states that there is no trajectory starting in L and reaching the crossing

segment 2. Then the separatrix has to be ¢ = Y.

(a) Ifthe trajectories reach the equal market share on the sliding segment 3., they
stay on the equal market share until the point s.,q and then cross into region
L finally ending on the saturated market Sat with firm F| having more than
50% of the market share.

In this case the trajectory 7, ,,, reaches the sliding segment >, and slides
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on it until s.,q (by Proposition there is no pseudo-equilibrium point).
When it reaches s.,q, trajectory 7., (0):2(0) CTOSSES into L. To see this, suppose
it returns to U, so that that the final saturated market would be in SatV above
the saturated equal market share E which is the intersection of ¢} with Sat,

then 7, would intersect ¢! at a point below Sat which is not singular

(0)%2(0)

point of the system which is not possible. Then, trajectory 7, has to

T2(0)
end in Sat” with Firm F} having more than 50% of the market.

(b) If the trajectories reach the equal market share line on the crossing segment
Y., they cross into region L finally ending on the saturated market Sat with

firm Fy having more than 50% of the market share.

In this case the trajectory 7, s, reaches the crossing segment .. At it,
Ty (0)nay COULd cross into L or return to U. Suppose that it returns to U,
this leads to the contradiction of 7., ., intersecting with i’ = ¢f at a
nonsingular point as in (a). Then, Ty (0),2(0) 1S tO cross into L and end in

Sat? with Firm F} having more than 50% of the market.

]

Proposition C.0.1 (Characterization of the sliding segment >.,). The sliding segment
Y, for the model ([3.3)-(3.6) is one of the following:

(i) If ko > kq, X is the segment from 0 to S.,qg = min{0.5, — 1.

(ii) If ky > ko, Xy is the segment from 0 t0 Sepq = min{0.5, k1c—2k’2 }.

(iii) If ko = ky, X is the segment from 0 to S.,q = 0.5.

Proof. We analyze sliding of the model (3.3)-(3.6) using the tangents to a trajectory eval-
uated in the neighborhood of x € . This leads to simpler algebraic operations than the
standard sliding condition from Appendix [A] Filippov solutions on the discontinuity
boundary. Evaluating that the sliding condition is satisfied using the tangents is equiva-
lent to using the intersection of signs of the projections of the fields onto the normal to X2,
(which is another simplification to solving directly and will be used in later chap-
ters). Still, we consider that the use of tangents on the equal share line X is straightforward
for model (3.3)-(3.6).

Since the coefficients k1, ks, 1, ¢ as well as the variables 1, x5 are positive, the value
of the tangent is positive. The tangents tan v (z1,x2) and tanz (1, x2) where the vector

field f¥ points into U and simultaneously the vector field fV points into L, thus satisfy

]{32.%'2
tanpu (21, 20) = ——— < 1
fU( ! 2> ]{511’1 —+ C1
kg.%‘g + ¢
tan,r (v, 1) = ——— > 1
fL( 1 72) k1
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for a point (z1, x2) = (a,a) on X this leads to
— Cy < (l(l{ig — ]{51> < (C.1

First, considering the case ky > k; in (C.1]) yields the sliding condition

2 <G
a
ko — Ky ko — Ky

(C.2)

From (C.2)) and since @ € ¥ and @ € T, then a belongs to the segment from 0 to S,,q =

min{0.5, =%~} so that (i) is proved.

Considering the case ko < k; in (C.1) yields the sliding condition
—C Co

b —k S k2

(C.3)

From (C.3)) and since a € Y and a € T, then a belongs to the segment from 0 to S.,,q =

min{0.5, =24~} so that (ii) is proved.

Third, considering k; = k5 in (C.1) yields

—C2 < C1 (C4)

In this case, all x € X that are not pseudo-equilibrium points are sliding points (see
Appendix [A| Filippov solutions on the discontinuity boundary) because (C.4) is always
satisfied. From (C.4) and since a € ¥ and a € T, then a belongs to the segment from 0
to 0.5

[

Proposition C.0.2 (Configuration of vector fields f*, fU on the segment %,). The con-
figuration of the vector fields approaching the sliding segment 3 for the model ([3.3)-(3.6))
is fY pointing into L and f* pointing into U

Proof. Proposition [C.0.2|1s true because Proposition [C.0.1| was derived from that config-
uration of fields, which is shown in Figure and the other configuration where fU is
pointing into U and f* is pointing into L is not possible (Figure ) as shown below.

fU ZS

gr e
/Z’fU /}L
/(a) ’ (b)

Figure C.1: Configurations of fields fU and f for a point belonging to ,: The con-
figuration in (a) is the only possible configuration. The configuration of fields in (b) is
impossible.
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For this configuration the tangents tan v (1, z2) and tanz (1, z2) where the vector

field fL points into L and simultaneously the vector field fU points into U, thus satisfy

koo
t =—>1
an v (21, T2) E——
k‘gl’g + Co
tan,r(r1,20) = ——— < 1
ye (@1, @2) v
for a point (21, 22) = (a,a) on X this yields
< CL(]{IQ — k?l) < —Cy (CS)

from (C.5) and considering that the model parameters are positive real numbers a has to
be smaller than a negative real number and bigger than a positive real number which is
a contradiction, so this conﬁguration of the fields is not possible. In the case ky > ki,
-and @ > 2 [

CL> a<

Proposition C.0.3 (Characterization of the crossing segment X..). The crossing seg-
ment 3. for the model (3.3)-(3.6) is one of the following:

(i) If ko > ky and —+ < 0.5, . is the segmentfrom - 10 0.5.

(ii) If k1 > ko and + - < 0.5, Y. is the segmentfrom - 10 0.5.

(iii) If co = ¢y = 0orky > kyand c; = 0or ky > ko and co = 0, X, is the segment
from 0 to 0.5.

Proof. Since by definition X. U >, = X and a point x on Y belongs either to > or X,
we can compute . = X — Y.

From proposition 1), if ky > kq, X, is the segment from 0 to s.,,q where S¢,,q =
<

. Cc1
min{0.5, e

(1) is proved.
From proposmon [C.0.1}2), if k; > kg, ZS is the segment from 0 to s.,,q where s.,q =

Cc2
k1—k2 <

(i7) is proved

Letc; = ¢y = 0 in ( -, this leads to O < a < 0, sothat ¥, = () and X, is the segment
from 00 to 0.5. If ks > ky and ¢; = 0, then s.,; = 0 and 3. is the segment from 0 to 0.5.
If ky > ko and c; = 0, then s, = 0 and Y. is the segment from O to 0.5. This proves
(131). ]

Proposition C.0.4 (The sliding segment >, is followed by the crossing segment >.).
If the sliding segment Y., and the crossing segment Y. both exist, Y, is followed by ...
Then, once crossing occurs there is no possibility of regaining market share for the firm

that lost part of it.
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Proof. Since both the sliding segment 3. and the crossing segment Y. exist, from propo-
sitions[C.0.1]and [C.0.3] we see that in 7, only X followed by X, can occur. 0

ko > k1

(b)

Figure C.2: Suppose that ks > k1, Seng < 0.5 and firm F; has an initial lower market share than Fb,
then: (a) There is no trajectory 7 that reaches the equal market share line on the sliding segment X, remains
on it for some time and then crosses into L, with F; ending with a bigger market share than F5 (b) There is
no trajectory 7 that reaches the equal market share line on the crossing segment 3. and crosses into L, with
F1 ending with a bigger saturated market share than Fs

Proposition C.0.5. If ko > ki and the sliding end point S.,q < 0.5, then there is no
trajectory T that has initial conditions in U and reaches Y. at a point (v,v) below the
sliding end point s.,q, slides until s, and then crosses into L. (See Figure )

Proof. To see this, we obtain an expression for tan sz (¢1/(ks — k1), c1/ (ke — k1))
taIlfL (Cl/(k’g — k’l), Cl/(k’g - k’l)) = k?g/k’l + (k’g - ]{71)02/01]@’1 (C6)

Since ky > ky and all parameters £y, ¢y, ks, co are positive (C.6) is always greater than 1,
i. e. the condition for crossing into L is never met when ky > k. [

Proposition C.0.6. If ko > ky and the sliding end point S.,q < 0.5, then there is no

trajectory T that has initial conditions in U and reaches the crossing segment ... (See

Figure[C.2p)

Proof. Consider a disk with center at (21, x2) € ¥ and radius 6. Let 7 be a trajectory that
passes by (21,9 = 1 + ) in U. If the trajectory 7 were to hit X in the crossing segment
(k;_lkl < x9 = x1 < 0.5), the tangent at (21, xo = 1 + J) has to be less than 1 as 6 — 0
for crossing from U into L

koxq

lim t =—<1 i
5;%1‘*' anu (xl’ Tt 6) lfl.fl?l + = (C )
Let the LHS of (C.7)) be rewritten as
1 )
kl/k2+01/(k2371) '
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Since the crossing needs to be in 3., we have x1 > ¢;/(ka — k1), so that ¢; < xq (ks — ky).
Using this in (C.8))

1 1
b fk + €1/ (hgrn) ~ Jer fhey + (1 (kz — Fn)/ (k)

But (C.9) conflicts with (C.7), so that it is not possible that a trajectory 7 beginning in U

and satisfying k2 > k; to intersect the equal market share on the crossing segment ...

=1 (C.9)

Similarly, for a trajectory 7 starting in region L crossing directly into region U can only

occur when ky > k. ]

The next proposition shows that he model (3.3))-(3.6)) does not have pseudoequilibrium

points. Pseudo-equilibrium points are the stationary points of the differential equation
(A.4), see Appendix

Proposition C.0.7 (Nonexistence of pseudo-equilibria). The model (3.3)-([3.6) does not

have any pseudo-equilibrium points.

Proof. Substituting z; = zo = a in (3.3)-(3.6), the pseudo-equilibrium condition (A.7)

for their existence is " .
a—+c a
1 1 _ 2 <0
kla kga + Co

which cannot be satisfied because the parameter values are positive numbers, and point
(a,a) belongs to the first quadrant. Hence, the model (3.3), (3.6) does not present any

pseudo-equilibrium point. 0
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Appendix D

Numerical considerations on simulating
Odes with discontinuous RHS
(right-hand sides)

In the first simulations, the package by Piiroinen and Kuznetzov 53] was used for simu-
lating Odes with discontinuous RHS. However, we had problems with some simulations
showing wrong trajectories, trajectories which did not stop at the corresponding equilib-
rium point. For instance, the simulation of model VWDsC in Figure shows trajecto-
ries continuing upwards on the saturated market line Sat and then stopping in the second
quadrant where state variable x; is negative. The problem was reported but we received

no answer. As of 2016, the package is not available for download anymore.

X& Versus x,
k1=1, c1=1 k2=1, c2=0.6

Orbit x2 x1
— — — Equal share
Full market

1

Figure D.1: Simulation ran with Piiroinen, Kuznetsov Matlab software. Trajectories shoul stop on the
saturated line Sat, however in the simulation they continue moving upwards.

After that, we used the application Berkeley Madonna [51] for running the simula-

tions. However, we found wrong trajectories model VWDsC like the one shown in Figure
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[D.2] From the experience accumulated doing simulations with Berkeley Madonna appli-
cation we inferred that Berkeley Madonna considers the function ¢ f -used to implement
Odes with discontinuous RHS- a continuous function and in some cases you get a reason-
able behavior on the sliding segments and in other it disagrees with the theory of Odes
with discontinuous RHS. Also, for more complex dynamics like the Lotka-Volterra derive

model defining the dynamics with the function i f becomes very complex.

@y Vs. 1
k=31, ¢t =1.8, kp =2, ¢, =0.3

t
-
- ¥2

091 N

%
N - -5
4
S.

N [ ]
0.8r N

Oend

0.7r

0.6 N

04r

03

02r

0.1p

Figure D.2: Trajectory on the phase plane showing more than one crossing. This situation does not
comply with Filippov’s theory for Odes with discontinuous RHS.

Diminishing the time step in the simulations ran with Berkeley Madonna reduced the
chattering in many cases. However, this was not the case for some simulations of the
model LVsP presented in Chapter [5| which still had a good amount of chattering.

Because of the previous situations, we implemented a simple discretization which
supports the discretization methods Forward-Euler or RK4 (Runge Kutta 4) and uses the
Filippov Rule for the field value on the sliding segments. The result are obviously better
in smoothing the chattering on the sliding set > because the field defined by the Filippov
rule on the sliding segment is tangent to the discontinuity line. However, since we are
working with finite precision arithmetic when doing simulations on computers, any point
which lies inside an e-fube around the switching line and satisfies the sliding condition
(A.6) is assigned the field (A.2) corresponding to the Filippov rule for sliding dynamics.
See Figure [D.3

Figure D.3: A magnified section of the discontinuity line 3. For a point that lies in the e-fube around 3
and satisfies the sliding condition (A.6), the point is assigned the field (A.2) defined by the Filippov rule for
the numerical discretization
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Consider an autonomous Ode System given in vector form:

x = f(x) (D.1)

For instance if x € R?, x = [x1, 25]7 and £(x) = [f1(z1, T2), fo(x1, 22)]T

The Forward Euler discretization [56, p. 257, chap. 5] calculates the next time value for

x using the first order Taylor approximation:

x(t+ h) = x(t) + hE(x(t)) (D.2)

The fourth term Runge-Kutta (RK4) (56, p. 277-278, chap. 5] is more complex and re-
quires more operations. It calculates the next time value for x using the following steps:

1.

2.

calculate ky = hf(x(t))

calculate ko = hf(x(t) + 1/2k;)

. calculate kg = hf(x(t) + 1/2ks)
. calculate kg = hf(x(t) + ks)

. calculate

x(t+h) = x(t) + 1/6(ky + 2k + 2ks + ka) (D3)

A basic e-tube algorithm for calculating x for the next time step

1.

2.

Determine the field f to be used for calculating x(¢ + h)
o if (x(t) € e-tube) and x(t) € ;) , then the field to be used is f(x(t)) =
®(x(t)) with ®(x) defined in (A.2).
o if(zy(t) > w1(t) + ¢), then the field to be used is f(x(t)) = Y (x(t))
e if(x(t) > m5(t) — €), then the field to be used is f(x(t)) = fL(x(t))

Calculate x(¢ + h) using the field f in the selected discretization method, i.e. in
(D.2)) for Forward Euler or (D.3)) for RK4.

We show phase planes from simulations done with Berkeley Madonna (Figure [D.4)
and with the basic e-tube algorithm (Figure [D.5]). Obviously there is a trade-off between
the size of e-tube and the discretization step size. One would like to use a thin e-fube but

one also needs that the simulation solution falls inside the e-fube and this implies using a

small step size. The thinner the tube, the smaller the step size.
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29 Vs. 1
5 Vs. a1 ki =3.1, ¢; =1.8, ky =2, ¢, =0.3
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E3)

" .
1 3
2 P 0ol oo
3 — = Sut e &=
09 /\, o =b ux—/ ® S
os / N ® S - / N
/'\ 07 / >
07
N 06 / N
N
06 . ) .
N zosf
205 N
04
04 N N
' N 03[ ~
03 / N
02F
N
2 7 ~ 0.1 //////
01 / ////// . : =
. o ‘ ‘ ‘ ‘ N
. ‘ ‘ o 0 02 04 06 08 1

Figure D.5: Phase plane plotted with simula-
tion data calculated using the basic e-fube algo-
rithm.

Figure D.4: Phase plane plotted with simula-
tion data calculated using Berkeley Madonna.

Figure [D.6] shows that there are small errors that can be seen when doing a zoom
near the sliding end point s.,,; when in the phase plane of Figure [D.5] this is because of
finite precision arithmetic and the use of the e-tube. The zoom also shows that taking
into account the numerical errors, the sliding segment is effectively s.,q. Figure |D.7

corresponds to the same trajectory shown in Figure [D.2]

a9 Vs. a1

xy Vs. 1y =31, ¢ = ) =2, 0y —
b =31, ¢ =1.8. ky =2, 0y 0.3 N, b =3.1, ¢, =1.8, ky =2, ¢, =0.3
. N )
: LN 77 Sfl't L
02736} 09t N .
N ® S
0.8 N
02734} .
0.7 N
AY

02732}
§ 0273}

02728 .

N
02726} AN
02724} .
0272 02725 0273 02735 0274 02745 % 02 04 06 08 i
o

Figure D.6: Zoom of the phase plane nearby Figure D.7: Trajectory calculated using the
the sliding end point sepq basic e-tube algorithm.

Remark: We assume that for a point that lies in the e-fube the firm, whose target mar-
ket share is represented by X2, has its extra effort turned on when calculating its associated
performance index .J. The justification is that the firm wants more market share than its

target market share even though they accept at least their target market share.
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Appendix E

Review of duopoly models

E.1 K. R. Deal, 1979 [1]

E.1.1 Model derived from

Vidale-Wolfe.

E.1.2 Formulation

The objectives Jy, J, of firms F3, F; are

Sl tf /
= —ui(t))dt
n}ﬁx J1 wlS (0) + Sat) + \ (c151(t) — ui(t))
max Jy = w Slty) +/ oSy (t) — u3(t))dt
wo S () + Salty) Sy ! ’

and the system dynamics is

[M = 5:(t) = 5>(t)]
M

(M = 5:(t) -
M

Si(t) = Biua(t)
Sa(t) = Boua(t)

S2 (t)] _ 525«2 (t)

(E.T1)

(E.2)

(E.3)

(E4)

where z;(t) is the sales of firm F}, u;(t) is the advertising expenditure of F}, J; is the sales

decay parameter, [3; is the sales response parameter, M is the total sales potential. In the

objective function, w; is the weight that is given to the final market proportion obtained,

¢, 1s the net revenue coefficient, uf is the advertising cost and ¢;z;(t) is the revenue for F;.

Assumption: the size of the potential market is fixed at M and this size is not changed by

advertising.
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E.1.3 Solution

Solves the open-loop Nash equilibrium using a numerical method.

E.2 J. Case, 1979 [2]

E.2.1 Model derived from

Lanchester. Its game formulation/solution is later used by others like Erickson, Chinta-

gunta.

E.2.2 Formulation

Firm 1 max — / e (gralt) — Sl (1) 1 (t) = 2(8)
ul 0
Firm 2 max = / e " (gy(1 — 2(t)) — %ug(t)dt xo(t) = 1 — x(t)
uo 0
subject to

where
1 = 1, 2 number of the firm
¢ time
x1(t) = x(t) market share of firm 1 at time ¢
xo(t) = 1 — x(t) market share of firm 2 at time ¢
u;(t) advertising of firm 4 at time ¢ (control variable)
r > 0 discount factor
g; > 0 constant unit margin of firm ¢
¢; > 0 constant cost parameter of firm ¢

zo € [0, 1] initial market share of firm 1 at¢ = 0
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E.2.3 Solution

The infinite horizon planning has an analytical closed-loop solution.
Case (1979) derives conditions which a pair of feedback strategies (u;(z), ua(z)) has
to satisfy, if it constitutes a Nash equilibrium for the above game. Moreover, he calculates

explicit expressions for u;(x), i = 1,2, in the case of no discounting (i.e., r = 0).

E.3 G. Sorger, 1989 [2]

E.3.1 Model derived from

Uses a model derived from Lanchester. It is a A modification of the Case Game.

E.3.2 Formulation
t .
max = / ' e "M giwi(t) — %u?(t))dt i=1,2,2:(t) = x(t)x2(t) =1 —x(t) (E.B)
u; 0
subject to
() = ur () /1 — x(t) — ua(t)y/x(t) (E.9)

where ¢ = 1,2 is the firm index, F; is the firm ¢, x1(t) = z(t) and z5(t) = 1 — x(t) are
the market shares of I} and F at time ¢, u;(t) is the advertising rate of Fj, r; > 0 is the
constant discount factor of £}, g; is the constant margin of F;, ¢; > 0 is the constant cost of
F; Total market potential is constant. Sorger uses the square root of the the market share
in the dynamics equation to obtain a market share with a concave response so that it has
dimishing returns, in contrast to Little in 1979 who used an exponent on the advertising

effort to obtain a concave or an S-shaped response.

E.3.3 Solution

Finite time horizon, Open-Loop, Closed-loop) derives differential equation on the costate.
Sorger does a qualitative analysis on that equation.

Infinite time horizon has analytical solution for Open-loop and Closed-loop.

E.4 P. K. Chintagunta, N. J. Vilcassim, 1992 [3]

E.4.1 Model derived from

Lanchester.
Uses econometric estimation of response and differential games. Estimates parame-

ters k; and k5 using a regression.
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E.4.2 Formulation

i = P/l — x) — oz (E.10)

x1 = x 1s the market share of firm 1, z9 = 1 — x is the market share of firm 2.

Discrete equation

Tiy1 — Tt = /31\/U17t+1(1 - $t) - 62\/“2,t+lxt (E.11)

So that players need to know the previous period market share M. The problem to be

solved is -
max m; = / e " (iTiSinst — w;)dt (E.12)
U 0
subject to
T; = Bivui(1 — ;) — BjJujey 4,5 =12 i#] (E.13)

where z; is the market share of firm ¢ and zo = 1 — x4, u; are the advertising controls. 7
is the discount factor, g; is the net contribution as a fraction of dollar sales for firm i, g;
is constant and independent of sales. S, is the instantaneous total sales in the market
in dollars at time ¢. r is the same for both firms. Parameters (3; have to be empirically

estimated. Firms cannot collude, so that a Nash equilibrium is appropriate.

E.4.2.1 Open-loop

To obtain the OLNE (open-loop Nash equilibrium), maximize the Hamiltonian
max Hui = (gimiSinst _ui) +>\i(ﬁi\/u_i(1 —llfi) —5]\/?73%) i,j=1,2 i#j (E14)
where \; are the costates.

The necessary conditions for the OLNE are

ﬁui

i=1,2 (E.15)

After simplifications, the above system of equations is transformed in

2
w; = {M} (E.16)
Mzzﬁl\/u_l(l_xl) =BT 1,j=1,2 i #] (E.17)

The system of equations given by (E.16)), (E.17) and (E.18)) does not have a closed

form solution. Chintagunta and Vilcassim solved it numerically using an algorithm pro-
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posed by Deal in 1979.

E.4.2.2 Closed-loop

They apply the Two-Player Game of Case (1979). The assumption made is that the dis-
count factor 7 is strictly positive and is close to zero in magnitude.

The advertising controls obtained are

1

Uy = g[2TR2 — S+ 2(T*R* — STR?)] (E.19)
1 [28 , S ST\:

where R = Z—g L, S = ¢1Smsxr and T = ¢25;,5(1 — ).

11—z’

Parameters (1, 85 in (E.10) were estimated using ordinary least squares and the his-

torical datasets for Coke and Pepsi advertising expenditures.

E.4.3 Solution

e Closed-loop, analytical solution for infinite time horizon.  Solution as in
Case(1979).

e Open-loop, numerical solution.

e Solutions obtained are also analyzed using empirical data.

E.5 G. Erickson, 1992 [4]
E.5.1 Model derived from

Lanchester.

E.5.2 Formulation

Each firm seek to maximize its discounted profit
max /OO e "hi(x, ur, up) (E.21)
0
dynamics is given by
&= f(x,u,uy), x(0) given (E.22)

also0 >z <landwu; >0
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Firms cannot cooperate, so that it is reasonable that they search for Nash equilibria. A
Nash equilibrium is a pair of strategies, one for each competitor, which has the property
that no competitor would like unilaterally to change its strategy (Moorthy 1985). In a
Nash equilibrium, each strategy is a competitor’s best strategy, given the strategies of its
rival, where “best” means maximizing the profit integral.

There are two kinds of Nash equilibria that can be pursued: open-loop, where adver-
tising is a function of time, u; = u;(¢, z(0)), in which x(0) is the starting value for market
share, and closed-loop, where advertising is a function of time and the current state of
the system u; = w;(¢, x,2(0)). Unfortunately, open-loop and closed-loop equilibria are
generally different. The most frequently used approach in differential games has been to
develop open-loop equilibria, primarily because they are easier to compute (Case 1979).

Open-loop equilibria are by definition time consistent, in that if at some intermediate
point the competitors are asked to reconsider their strategies they would refuse to change
them (Fershtman 1987a). Open-loop strategies are not subgame perfect, they change
if initial conditions change. To be subgame perfect, an equilibrium must not depend
upon initial conditions. Specifically, strategies u;(¢, ) that depend upon current values of
state vaiiables as well as time and that do not depend upon initial conditions are termed
feedback strategies (Fershtman 1 987b).

In general, closed-loop equilibria have been difficult to obtain, since they tend to in-

volve partial differential equations (Starr and Ho 1969; Fershtman 1987a).

E.5.2.1 Case approach to Lanchester game

An approach by Case (1979), however, offers hope for a class of problems, those involving
a single state variable, for which only ordinary, and not partial, differential equations
are required. In particular, Case’s approach can be applied to competitive situations
involving duopolistic competition for market share.

Case ( 1979, pp. 210-215) considers what he terms perfect equilibria, which are time
invariant (stationary) functions of state variables. This definition of “perfect” equilibria
differs from what is elsewhere defined as “perfect” (e.g., Friedman 1986). CASE, JAMES
H., Economics and the Competitive Process, New York University Press, New York, 1979.

Procedure by Case

e Define the Hamiltonians
Hz' = hi(I,ul,Ug) =+ )\if<ZL’,U1,U2> (E23)

where ); is the costate and each firm maximizes its H;

e Now determine u;(x, A\, A2) and Az (x, A1, A9) that form a Nash equilibrium for the

auxiliary game
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max H;,, 1=1,2 (E.24)

Define the Hamilton-Jacobi equations

hl(ﬁ,ﬁl(fﬁ,‘/{(l‘),‘G(l‘)),ﬁg(l‘,‘d(l‘),‘é(ﬂ?)))
+ V[,V (2), Va (@), @a(x, V] (2), Vy (2)))
=rVi(x)+¢ i=1,2 (E.25)

where the ¢; are arbitrary real numbers and r is the discount factor, the V;(M) are
the value functions for firm ¢, they are the discounted profit for firm ¢ on an optimal
advertising path. The costate and value functions are related by \; = V; (), for

different starting levels z. If the system of ordinary differential equations defined
by (E.25)) can be solved for V;(z) and V(x), a perfect equibilibrium is derived:

wi(M) = (z, Vi (2), Vy () (E.26)

An equilibrium (E.26), forms an optimal strategy for each firm ¢ and for any inital
value z. Because c; are arbitrary, there are infinite number of perfect advertising

equilibria.

E.5.3 Lanchester differential game

The objective for each firm

max/ e "Ngizy — w)dt, i=1,2 (E.27)
Jo

uj

subject to
& = B (1 — ) = By, .5 =12 i#] (E.28)

where u; is the advertising effort of firm ¢, r is the discount factor, g; is the gross profit
rate of firm ¢, ; is the market share of firmiand z; = x, xo = 1 — x, 3; is a constant for

firm <.

E.5.4 Closed-loop solution

Analytical solutions can be derived only for » = 0. The following relations result and
they define u; implicitly in term of x.
l -«

giri + by~ 35iu}aiu§i[””3—i, i=1,2 (E.29)
Q; ;0
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Explicit forms for u; when o; = 0.5, ¢ = 1,2 in (E.29) are given below

29 By — B+ 2\/}51.2 — O BB+ S,

wi(x) = 3 : : 1=1,2 (E.30)
where
X 51' .
Ci = s Dl = s Ez = g;T — C;, 1 = 1, 2 (E31)
T3—i B3

Note that « and u; are simultaneuos in different equations and also nonlinear.

E.5.4.1 Open-loop solution

The following differential equations are derived from the necessary conditions of the

open-loop strategies

—iy/ U3—i iPiL3—i .
UIIQ'LLZ (7’-'-63 3 _gﬁxfi )) 221’2 (E32)
T3—; 2«/1,61‘

After estimating parameters, the system (E.32)) is solved numerically.

E.5.4.2 Conclusions

For two cases: Soda drinks (Coke, Pepsi) and Beer drinks (Miller, Anheuser-Busch) they
estimate parameters for the model and conclude that closed-loop perfect equilibrium fits

better the historical datasets

E.5.5 Solution

e Closed-loop, analytical solution for infinite time horizon.  Solution as in
Case(1979).

e Open-loop, numerical solution.

e Solutions obtained are also analyzed using empirical data.

E.6 G. A. Fruchter, S. Kalish, 1997 [5]

E.6.1 Model derived from

Lanchester.
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E.6.2 Formulation

Two firms compete using a system dynamics described using Lanchester model they de-
termine the optimal advertising strategy for maximum discounted profits. New mathe-

matical approach. Discounted profit for each firm
max Ji,(u1, ug) = / [grwr(t) — cpui(t)]e "dt, k=1,2 (E.33)
Uk 0

subject to

i(t) = Brun(D)(1 = 2(t)) — Brua(t)r(2) (E34)

where x; + o = 1 and xj is the fraction of the market that belongs to firm k. The
constant gy is the gross profit rate of firm k, r is the discount rate and ¢y is the effectiveness
of advertising buying power, usually ¢; = co = 1. The variables uy, uy are the controls
based on advertising, in particular vy, k = 1,2 is the square root of the advertising
expenditures of firm k. When the current state is also the initial state, the computed
optimal controls become a feedback strategy which depends on (z,t) . The effectiveness

of the combat of firm k is measured by Syuy(t).

E.6.3 Solution

Numerical solution. They transformed the problem into an initial value problem. Closed-

loop solution depends on time and state.

E.6.3.1 Open-loop

The first order necessary conditions using the variational approach as in Bryson and Ho

1975 on the differential game are

A(t) = rw(e) + (Brun(6) + Baua()Met) + (~Dfg. k=12 Jim Me(t)e ™" =0
(E.35)
(-1

g (t) = 5 B () (1 =z (1), k=12 (E.36)

Substituting (E.36)) in (E.35) and (E.34])) they obtain the following two-point boundary
value problem TPBVP value obtained

b= %[qlﬁf@ S — @) ], 2(0) = 2o (E37)

: 1
Ak =T Ak + 5[01_1)\1)%6%(1 —z) — ¢ B3N] — (1) gy, Jim Ae(t)e™t =0
(E.38)
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where k = 1,2. In their lemma 1 they let \y(t) = (=1)*"tgpe™®(t), k = 1,2, also ),
satisfies (E.37) and (E.38)). Using this assumptions ®(¢) satisfies a backward differential

equation

/ 1 .
O (1) = §[cf15fgl(1 — xp) — 62_16392$P]6rtq)2(t) —e lim®(t)=0 (E.39)

t—o00

Note the change in notation = was replaced by 7 to denote z during planning.
Let
d(t)e™ = (a") (E.40)

to get a new backward differential equation for ¢ (x%)

/

¥ (@) (") e B (1 = 27)? — & B3 ga(2")?] — e Bgn (1 — =)
— ' Bagea 0 (2") = 2rp(a”), lim y(aP)e T =0 (E4D)

where
The TPBVP (E.37), can be transformed in the following IVP (initial value
problem)

B = Sl 20 — 2" — i Bl ae), 2 (0) = (E42)
- 1
(1) = Sler ' B —2")gr — ey ' Biatgale (1) — e, @(0) = (o) (E43)

where 1)(z) is obtained from the backward equation (E.41))

The control for the open-loop problem is

1
ugL = iclzlﬁkgk@(t)e”(l — a:f k=1,2 (E.44)

where 27 = 2 and 28 = 1 — 2 and 2" satisfies (E.42)) and (E.43).

E.6.3.2 Closed-loop

The closed loop is time variant and depends linearly on the actual market share. Time
variant coefficients incorporate the discount factor. Its computation requires the solution
of a backward differential equation and a set of two nonlinear differential equations for

an initial value problem. Let the close-loop strategies be

1
up = G g (1 - ), k=1, (E45)

The closed-loop advertising expenditures are proportional to the open-loop advertis-

ing expenditures and to the square of the competitor’s actual market share. From (E.44)
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and (E.45), we get

1 —
uj = _i’;, k=12 (E.46)
k

E.7 Q. Wang, Z. Wu, 2001 [6]

E.7.1 Model derived from

Lanchester and Vidale-Wolfe.

E.7.2 Formulation

Model .
f
max J; = / (Mpsz; — u?)dt + gizi(ty) (E47)
subject to

where z; is the market share of firm 7, u; is a variant of the advertising expenditure of
firm i, (5; are response constants to the advertising of firm i, J; is a decay constant, p;
is the unit price at which firm ¢ sells, M is the total market and g; is a valuation of the
market share of firm ¢ at time 7. The market share satisfies 0 < z; + 25 < 1 and the total
market is normalized to 1, which is a subtle difference from other models and allows for
market growth until saturation. In other models, z; + x5 = 1. The model does not use

any discount factor.

E.7.3 Solution

Numerical algorithm for open-loop and closed-loop Nash equilibrium solutions.

The solutions they obtain are numerical, for OLNE and CLNE. i.e., they solve the dif-
ferential equations for the necessary conditions numerically. Algorithm starts estimating
an initial value for each auxiliary variable \;(0) and ¢;(0) (for CLNE only). The neces-
sary conditions of Nash optimality are then solved forward in time by using the fourth
order Range-Kutta method. The values of auxiliary variables at terminal time 7', \;(7)
and ¢;(T), are with target values g; and 0. If they are within predetermined ranges a solu-
tion is found. Otherwise, the differential equations are solved again with the initial values
Ai(0) adjusted by 6; and ¢;(0) by o; (See expressions for J; and o; in the paper) They say

their model is better for the datasets tested.
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E.8 R. Jarrar, G. Martin-Herran, G. Zaccour, 2004 [7]

E.8.1 Derived from

Lanchester.

E.8.2 Formulation

max/ e (g1 — up)dt (E.49)
0

ul

max /OO e " (go(1 — ) — up)dt (E.50)
0

u2

subject to
(t) = BivJur(t)(1 — x(t)) — BoJua(t)x(t), x(0) = xg (E.51)

where x1(t) = x(t) is the market share of firm 1 at time ¢ and z5(t) = 1 — z(¢) is the
market share of firm 2 at time ¢, 5;, ¢ = 1,2 is a constant that denotes the advertising
effectiveness of firm 4, u;(t) is the advertising budget of firm ¢, g; is the gross margin per
point of market share for firm ¢ and r is the discount rate.

From page 996: However, in an infinite-horizon setting, the assumption of a zero-

discount rate lacks conceptual appeal.

E.8.3 Solution

They proposed a numerical algorithm for solving Markow perfect equilibrium for the
Lanchester duopoly model where the discount factor can be nonzero.

Discussion

The standard sufficient condition to determine a stationary MPNE (Markov Perfect
Nash Equilibrium) is to find bounded and continuously differentiable functions V;(x),

1 = 1,2, satisfying, for all z, 0 > x < 1, the Hamilton-Jacobi-Bellman (HJB) equations

rVi(z) = max|gz — ai + V; (@) (Braa (t)(L — a(t)) — Baas(t)a(t))] (E.52)

rVa(z) = max(gy(1 — z) — a3+ Vy (@) (Braa(8)(1 — a(t)) — Beas(t)a(t))]  (E.53)

where a? = u; the change is for computations purposes, V;(z) is the value function of
firm 7 and V; (z) its derivative. u? is used for computations.

The usual algorithm for obtaining MPNE strategies is:

e Assume interior solutions and take derivatives of (E.52)), (E.53) with respect to a4,
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a9, respectively, and equate to zero

a = 521(1 — )V, (), ay= —@xvz( ) (E.54)
For M € (0, 1) these equations can be rewritten as
/ 2 / 2
V(M) = 52—, V)= - (E55)

(1l —x)’

e Substitute for ui from [E.54) in (E.52)), (E.53) to obtain two differential equations
involving V;(x), V; (z) i = 1,2, and .

e Postulate a functional form for V;(z) , i = 1,2 —for example, a polynomial of a

certain degree—and determine its coefficients by identification.

The main difficulty is that one cannot find such a functional form (at least nobody has

found it yet); hence, two options are possible:
- The first is to obtain these value functions numerically.

- The second is to somehow simplify the HIB equations so that they become analyt-
ically tractable. The literature has adopted this last approach.
For instance, to solve the HIB equations and derive a stationary MPNE, Chintagunta
and Vilcassim (1992) use an equivalent system defined in terms of the advertising
variables a; and a, rather than the value functions. Indeed, they use ) to re-
place V;(x) by their expressions in terms of a; in the HIB equations. Assuming that
the discount rate r = 0, then the HJB differential equations system is reduced to a

simple system of two algebraic equations with two unknown variables, a; and a,.

Jarrar et al. use a system of differential equations on V;. They substitute a; from from

E.54) in (E.52)), (E.53) to obtain

PVi(e) = gua + (%(1 —w>v{<x>) e AT (E.56)

PVa(e) = go(1— ) + (@xw >) +%<1—x>2v{<x>w> E57)

after algebraic computations they obtain a system of V; on the RHS in terms of V; on

the LHS, which they solve numerically with ODE45 available in Matlab.
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E.9 F. M. Bass, A. Krishnamoorthy, A. Prasad, S. Sethi,
2005 [8]

E.9.1 Model derived from

Lanchester. It includes brand and generic advertising.

E.9.2 Formulation
Change in primary demand () is given by

% = $1(t) + Sa(t) = kran(£) + kaaa (1) (E.58)

where S; is the rate of change of the sales of F; (firm ¢), a; is the generic advertising of
F;, k; is the effectiveness of that advertising and 7 = 1, 2.

The generic advertising effect on the sales of firm ¢ is
Sig(t) = Oi(kyay (t) + kaas(t)) (E.59)

The brand advertising effect on the sales of firm ¢, which is a Lanchester model, is given
by

B@uz \/ B]uj V ( )’ Z?] = 17 2 i 7éj (E60)

where u; is the advertising of F}, (3; is the effectiveness of the advertising of F;.
The total change of sales is S; = S ,(t) + Sis(t), i.e., variation due to generic plus

variation due to brand advertising.

= Biui(t)/ M i(t) — Biu(t)\/Si(t)

+ ei(klal(t) + koaa(t)), Si(0) =S i,j=1,2 i#j (E6])

The controls of Fj are its brand advertising u;(¢) and its generic advertising a;(t). The

discounted profit maximization problem is

Vi(S1,5) = max / e (1 = bipi(t) + dips—i(1))pi(t) Si(t) — C(uy(t), ai(t))) dt,
u; (t),a:(1),pi (t) Jo (E.62)

where r; is the discount rate, p; is the price charged, b; and d; are demand parameters, the
factor (1 — b;p;(t) + dips_i(t)) of p;(t)S;(t is interpreted as the reduction in sales due to
price competition and C'(u;(t), a;(t)) is the total advertising expenditure of firm F;. The
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expenditure in advertising is quadratic
Ci
Cui(t), ai(t) = 5 ((ai(6)” + (wi(1))°) (E.63)

E.9.3 Solution

They obtain closed loop solutions.They obtain perfect Markov Nash equilibrium, i.e., they
use an infinite time horizon. Work with symmetric and asymmetric firms. Symmetric is
when the two firms have the same parameters, asymmetric otherwise. For firm¢ 7 = 1,2

the optimal decisions are:

e Brand advertising

?ﬂ@z%w—%)SH@ (E.64)
e Generic advertising
k;
a;(t) = ;(eipi — O5_7;) (E.65)
e Price P
i + 203
i) = =——— E.66
P = o —dids (E.66)
e Value function
Vi(S1,S2) = a; + piSi + 7S5 (E.67)

where oy, as, p1, p2, 71 and v, solve the systems of six equations

2
i — = (0;p; _)?
rici = o = (0ipi + p3-imi)

7
2

k—l .
= (Oupr + 0m) (Bop2 + 0172) =0 i =1,2 (E68)
3—1

2

T%—mﬁkH@rﬁﬂm—M:Oi:LQ (E.69)
3—1
57 o
n%—g%m+%)—0z_12 (E.70)
C;

Krishnamoorthy et al. conclude that the impact of generic brand advertising is limited

and that brand advertising has more effects on the market shares in the long run.
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E.10 Q. Wang, Z. Wu, 2007 [9]

E.10.1 Model derived from

Lanchester.

Empirical study of Lanchester. Issues considered are: i) specification of market share
response model ii) effect of inflation iii) performance of competitive strategies. It is shown
a) square root in market share response equation is often inappropriate b) market share
variations are more responsive to current advertising c) closed-loop Nash equilibrium
strategies are better than open-loop strategies for maximizing profit d) general perfect

equilibria

E.10.2 Model

ty
max Jl = / e_”(Smstpfixi — Ul)dt + gll'l(tf) (E71)
A;>0 0
subject to
d.Ti . P .o . .
T Bi(ui(t)M (1 — x) — B (u;(t) M wy, 0,5 =1,2 i#j (E.72)

where S;,; 1S the instantaneous total sales in the market in dollars at time ¢, r is the
discount rate, x; is the market share of firm ¢, pf; is the unit profit margin of firm i, g;
is the valuation of the ending market in present value, ¢« = 1,2 and the planning interval
is [0, T, the adverstising expenditure of firm ¢ is w;. Perfect equilibria by Case uses an
infinite planning horizon.

Little 1979, used 0 < «; < 1 to obtain a sales response that is concave from a
Lanchester model.

Difference with 2001, the exponent «;, o on the advertising controls. Also discount
factor.

Remark:

The introduction of the power function generalizes the Lanchester model but makes
more complex. To overcome this, later studies use the square root function «o; = 0.5 for
mathematical tractability without empirical validation (Deal 1979, Sorger 1989, Chinta-
gunta Vilcassim 1992)

CLNE solutions allow decision makers to react to current situations and are more ap-
propriate for marketing problems. However, general CLNE solutions have been rarely
discussed. Erickson 1992 and Chintagunta-Vilcassim 1992 use perfect equilibria closed-
loop Nash equilibrium PECLNE solution developed by Case 1979. PECLNE is a special
case of CLNE. PECLNE depends on states alone and they are obtained using an infi-

nite time horizon. Empirical studies by Erickson 1992 and Chintagunta-Vilcassim 1992

116



showed that they fit better the data analyzed than OLNE.

With the present state of knowledge, solving OLNE or CLNE is difficult. Numerical
algorithms have been developed to obtain general OLNE or CLNE solutions to dynamic
competitive advertising models (Deal 1979, Wang Wu 2001)

E.10.3 Solution

They solve open-loop Nash equilibrium (OLNE), closed-loop Nash equilibrium (CLNE),
perfect equilibria closed-loop Nash equilibria (PECLNE) using the algorithm in Wang,
Wu 2001, which is a numerical algorithm.

In their empirical studies they use nonzero discount factor and found that
e market share variations are more responsive to current advertising
e CLNE are better competitive advertising strategies for firms maximizing profits

e PECLNE equilibrium strategies are usually not good competitive advertising strate-

gies for firms maximizing profits

e square roots of advertising in the system dynamic are not suitable for all industries

E.11 A.Krishnamoorthy, A. Prasad, S. P. Sethi, 2010 [10]

E.11.1 Model derived from

Vidale-Wolfe. The model combines price and advertising for a duopoly differential game.

E.11.2 Formulation

u1%i}f(t) = /0 e ((pr —my)é1(t) — %uf(t))dt (E.73)
_ > —7raot . . o @ 2
W{gg}}g{(t) = /0 e "' ((pa — ma)sa(t) 5 us(t))dt (E.74)
subject to
51(t) = prua(t)/M — Si(t) — Sa(t) Dy (pa (1)) (E.75)
5(t) = paus(t) /M — Si(t) — S5(1) Da(pa(1)) (E.76)

e S;(t) is the cumulative sales of firm ¢ at time ¢

e M is the market potential
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e u;(t) is the advertising effort of firm ¢ at time ¢

e p;(t) is the price of firm ¢ at time ¢

e ¢; is the coefficient of advertising cost of firm ¢

e [, is the effectiveness of advertising of firm ¢

e m; is the marginal cost of production of firm ¢

e «; is the demand intercep of firm ¢ (linear demand)
e ¢, is the price sensitivity of firm ¢ (linear demand)

e 1), is the price elasticity of firm ¢ (isoelastic demand)
e r; discount factor of firm ¢

e Vi(s;,s;) is the value function for firm ¢ when its cumulative sales is s; and the

cumulative sales of its competitor is s;

e D), is the demand function for firm ¢

E.11.3 Solution

Closed-loop solution using the assumption of a constant value for the derivative of the
value function and two forms for the demand function: linear and isoelastic. The feedback

strategies they find are:

1 [ oV;
p;(8i,55) = B (% +m; — ﬁ) (E.77)

Bi oV ’ JIT=5=5,
) iySj) = —— i i\ = — i M—SZ'—S' E.78
u; (i, S;) 1o, a; + @ a5, m y (E.78)
e They assume a constant value for the derivative of the value function and two forms
for the demand function: linear and isoelastic.

e The solution is analytical in term of constants, which are calculated from a system

of equations.
e They obtain an analytical solution of the infinite horizon formulation.

e The symmetric case, when all parameters are the same for both firms
G = ¢ = 6 = T; = g = g = ¢m = My = Mm,o; = & = Q,

and ¢, = ¢; = ¢ is solved analytically.

e The case where firms can have different the parameter values are obtained numeri-

cally.
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E.12 S. Jorgensen, G. Martin-Herran, G. Zaccour, 2010
[11]

E.12.1 Leitmann-Schmitendorf model

The Leitmann-Schmitendorf model has a decay like Vidale-Wolfe and a cross term from

Lanchester. Its system dynamics is
—uf — kiwj(t)xi(t) — dix4(t) (E.79)

where xz(t) is the sales rate at time ¢, ¢;, 0;, k; are positive parameters. The effect of
advertising is u; () — Su?, it has a decay like Vidale-Wolfe ¢;x;(¢) and a Lanchester term

kiu;(t). The objective functional is

Ji(us) = /0 7 aalt) — ws(t))dt (E.80)

where p; > 0 is the price per unit sold an u; is the rate of advertising expenditure.

E.12.2 Tractability of calculating the equilibrium

Feedback Nash equilibrium allows players to take decisions throughout the game in con-
trast to open-loop equilibrium where the players choose their strategies at the beginning
without changing it during the game. However, open-loop Nash equilibrium has been pop-
ular in applications because it is generally much easier to compute. Facing the trade-off
between strategic appeal of feedback equilibrium and the tractability of open-loop equi-
librium, researchers have looked for game structures where an open-loop equilibrium is
subgame perfect, in an attempt to get the best of the two equilibrium types. The Leitmann-
Smittendorf differential game belongs to the class of State-Redundant differential games.

In this class of games, the open-loop Nash equilibrium is subgame perfect.

E.12.3 Linear and state-redundant differential games

To define the notion of state redundancy, first consider an /N player differential game
played on the interval [t_0, 7. Let the control u;(t) € U; C R™ and the state z;(t) €
X C RP. The state equations describing the motion are

#(t) = fx(t), ut),t), x(to) = o (E.81)
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where u(t) = (u1(t),uz(T), ..., un(t). The payoff functional is

ty
Ji(uyto, 20) = / gi(e (), u(t), Dt + Sialty). ty) (E.82)
to
where function g; is player i’s instantaneous payoff and .S;. The Hamiltonian of player ¢
is
H;(z,u, M\, t) = gi(x,u,t) + Nif (x,u,t) (E.83)
where \;(t) is a p—dimensional vector of costate variables. Candidates for Nash equilib-

rium have to satisfy the following necessary conditions

a(t) = fz(t),u(?),t), x(to) = o (E.84)

}\i(t) _ _8H¢($(t),g§3t)7 /\i(t),t), Ai(ty) = %ﬁ%’m (E.85)
OH;(x(t),u(t), \i(t),t) .

o -0, i=1,...,N (E.86)

E.12.4 Linear state games

Linear state games were introduced by Dockner et al. as the state-separable. The state-

separability conditions are:

0°H, O0H, 02 H, 25,
Sudr 0, for 9u, 0, 2 =0 m T 0 (E.87)
9% H;

for a weaker version of the condition = ( see Dockner et al.

Ou; 0
Cleamhaut and Wan introduced the trilinear game, which is a kind of linear state game,

it is the first model where the open-loop Nash equilibrium is subgame perfect. A game is
called trilinear when the Hamiltonians are linear in state and costate variables as well as
functions of the control variables.

There are many applications of linear state games in economics and management:
Breton et al., Jorgensen and Zaccour, Jorgensen et al., Martin-Herrdn and Zaccour, Vis-
colani and Zaccour, Cellini and Lambertini.

Exponential games are also a subclass of linear state games. In this class the objective
is y

/ gi(u(t), t)e ™= gt (E.88)
to

where p; € R are constants. The state equations are

#(t) = f(u(t), 1), x(to) = o (E.89)
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Note that the state dynamics depend only on the controls and the state variables enter
the objective functions in the exponent. Dockner et. al used the transformation y;(t) =
e~™4() Jorgensen let the control variables enter the into the dynamics and the objective
in exponential form and uses the same procedure as Leitmann-Schmitendorf to show that
the OLNE is a FNE which is subgame perfect. Yeung extends the game in Jorgensen to a

setting where the Hamiltonians are not required to be linear in the state.

E.12.5 State-redundant games

Leitmann-Schmitendorf initiated the state-redundant differential games. A differential
game is state-redundant if the following holds: If after the substitution for the solution
of the costate, obtained from equation (E.83)), in the Hamiltonian-maximization condi-
tions ([E.86), these hamiltonian equations are independent of the state variables and of
their initial values, then the game is state-redundant Note that state-redundant games
are state-separable, but state-separable games are not necessarily state-redundant games.
Leitmann-Schmitendorf models and Feichtinger model are examples of state-redundant

games.
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