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Abstract In this paper, we consider a class of stochastic mathematical programs
with equilibrium constraints introduced by Birbil et al. (Math Oper Res 31:739-760,
2006). Firstly, by means of a Monte Carlo method, we obtain a nonsmooth discrete
approximation of the original problem. Then, we propose a smoothing method together
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model and show some numerical results with this example.
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1 Introduction

The purpose of this paper is to develop an efficient numerical method for solving the
stochastic mathematical program with equilibrium constraints (SMPEC) formulated
as follows:

min E[f(x,y, w)]
s.t. gx,y) <0, h(x,y) =0, (1.1)
0<ylE[F(x,y,0)] =0,

where E denotes expectation with respect to the random variable @ € €2, the functions
FiR Q= R, g R S R R 5 RS2 and F: R x Q — R
are all twice continuously differentiable, and the symbol _L stands for orthogonality
of the two vectors on both sides. When the underlying sample space 2 has a finite
number of samples, problem (1.1) reduces to an ordinary MPEC and there have been
proposed a number of approaches (Fukushima and Lin 2004, Jiang and Ralph 2000,
Luo et al. 1996). Throughout the paper, we suppose that 2 has an infinite number of
samples.

Recently there has been quite active research on various formulations of SMPECs
such as the lower-level wait-and-see model (Lin et al. 2003, Shapiro 2006, Shapiro
and Xu 2005, Xu 2006) and the here-and-now model (Birbil et al. 2006, Lin et al.
2003, 2007, Lin and Fukushima 2005a,b). Despite the high potential of practical
applicability; however, the formulation (1.1) has rarely been studied except the recent
work of Birbil et al. (2006) who first treated the SMPEC of this form and presented a
sample-path method for solving it along with rigorous convergence analysis.

In this paper, we consider a Monte Carlo sampling method combined with a penalty
technique for solving problem (1.1). That is, we discretize the true problem by approxi-
mating the expected value of the underlying functions with its sample average and then
solve the sample averaged approximation problem with a smoothed penalty method.
Monte Carlo sampling method is a very popular method in stochastic programming
and it is essentially the same as the sample path method. Our focus here is on the
combination of the Monte Carlo sampling method with a smoothing penalty method
for solving the SMPEC problem where the smoothing parameter and penalty para-
meter depend on the sample size. This is numerically meaningful in that we do not
want to solve a discretized problem with some penalty parameter rather than driving
the parameter to infinity to get an exact solution. This distinguishes our approach
from the work (Birbil et al. 2006) which discusses the limiting behavior of the opti-
mal solutions of a discretized (approximate) SMPEC without referring to a particular
numerical method for solving the discretized SMPEC.

We establish convergence of global optimal solutions and stationary points of
approximation problems generated by the proposed method. Moreover, since quasi-
Monte Carlo methods are generally faster than Monte Carlo methods, we suggest a
combined quasi-Monte Carlo sampling and penalty method. Finally, we show some
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preliminary numerical results with a stochastic version of Stackelberg—Nash—Cournot
game.

The following notations will be used throughout the paper. For a given function
¢ R — N and a vector t € N, Ve(t) e N5 s the transposed Jacobian of ¢ at
tand Z.(t) := {i : c;(t) = 0} stands for the active index set of ¢ at . For a matrix
A, we let A; denote a column vector whose elements consist of the ith row of A. In
addition, / and O denote the identity matrix and the zero matrix of suitable dimension,
respectively.

2 Preliminaries

In this section, we recall some basic concepts that are often employed in the literature
on MPEC. Let (x*, y*) be a feasible point of problem (1.1) and denote

G(x,y):=y, H(x,y) =E[F(x,y, 0l

Definition 2.1 We say the MPEC-linear independence constraint qualification
(MPEC-LICQ) holds at (x*, y*) if the set of vectors

{Vgi(x*, y*), Vhj(x*, y*), VG, (x*, y*), VH, (x*, y*) :
i €Zg(x™,y"), jefl,....0nht €Ze(x*, y"), ) € Ipx™, y*)} 2.1)

is linearly independent.

Definition 2.2 (Scheel and Scholtes 2000) Suppose that there exist Lagrangian mul-
tiplier vectors o™ € N1, B* € N2, and y*, §* € R™ such that

B[V, fO5 y5, o)l + Vg™, y)a™ + Va(x™, y*)p*

—(9)y* —ElVa ) F(*, y*, )18 =0, 2.2)
0 <o L —glx*y) 20, 2.3)
vi=0. i¢Zek"y", 2.4)
8 =0,  i¢gIu(*yM. (2.5)

e Wecall (x*, y*) a Clarke or C-stationary point of (1.1) if y;*67 > 0 holds for each
i €Zg(x*, y*)NITu(x*, y*).

o Wecall (x*, y*) a Bouligand or B-stationary point of (1.1) if y* > 0 and §; > 0
hold for each i € Zg(x*, y*) N Iy (x*, y*).

Definition 2.3 We say that the lower-level strict complementarity (LLSC) condition
holds at (x*, y*) if Zg (x*, y*) N Ly (x*, y*) = 0.

Note that, when the LLSC holds, there is no difference between the stationarity
concepts given in Definition 2.2.
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3 Monte Carlo sampling and penalty method

For € > 0, we define ¢ : H2 — N by ¢c(a, b) :=a + b — v/a? + b2 + €2. Then ¢
is the well-known Fischer—Burmeister function, which is differentiable except at the
origin. When € > 0, the function ¢, is differentiable everywhere. Furthermore, we
define @, : R — R™ by

e (y1, wi)
D (y, w) 1=
G (Yms W)

It is obvious that problem (1.1) is equivalent to

min E[f(x,y, ®)]
s.t. g(x,y) <0, h(x,y) =0, 3.1
Do (y, E[F(x,y, w)]) = 0.

Since both the objective function and the constraints involve expectations, problem
(1.1) or (3.1) is more difficult to deal with than an ordinary MPEC. Moreover, the
constraints in problem (1.1) fail to satisfy a standard constraint qualification at any
feasible point (Chen and Florian 1995), while (3.1) is actually a nonsmooth program.
We next employ a penalty technique and the Monte Carlo sampling method to get
some appropriate approximations of the above problems.

For an integrable function v : € — 9, the Monte Carlo sampling estimate
for E[y/(w)] is obtained by taking independently and identically distributed random
samples {w1, ..., wr} from Q and letting E[¢(w)] ~ %Zﬁ:l Y (we). The strong
law of large numbers guarantees that this procedure converges with probability one
(abbreviated by “w.p.17), i.e.,

k— 00 k€=1

1 &
lim —> ¥ (wr) = E[Y(0)] 1=/1/f(w)d§(w) w.p.1, (3.2)
Q

where ¢(w) is the distribution function of w. See Birge and Louveaux (1997),
Niederreiter (1992) and Shapiro (2003) for more details.

Thus, by taking independently and identically distributed random samples
{w1, ..., wr} from Q, we obtain the following approximation of problem (3.1):

N
min > fx,y, we)
(=1
st. g(x,y) <0, h(x,y) =0,
o (v, 4 Zho Fxy.00) =0,

Note that the above problem is essentially an MPEC. Then, we introduce a smoothing
parameter €, > 0 and, in order to simplify the constraints, we employ a penalty
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technique to get the following smooth approximation:

2
min G (x,y) 1= Zf(x v, wg) + pk

1 &
(I)Gk ( E Z (.X, ) a)f))
s.t. g(x,y) <0, h(x y) =0, 3.3)

where pr > 0 is a penalty parameter. Problem (3.3) is no longer an MPEC and its
constraints are independent of k.

In what follows, we let 7 and X" denote the feasible regions of problems (1.1) and
(3.3), respectively, and we suppose F is nonempty. It is obvious that 7 € X.

4 Convergence analysis
We investigate convergence properties of the Monte Carlo sampling and penalty

method in this section. In the rest of this section, we suppose that F is affine with
respect to (x, y) and is given by

F(x,y, ) = N@)x + M)y + q(®),

where N : Q@ — R M . Q — R and g : Q — N are all continuous. In
what follows, we denote

N :=E[N()], M:=E[M@))], ¢:=E[g)]

In order to obtain some convergence results for the proposed method, we suppose that
the parameters px and € satisfy the following conditions with probability one:

klim ok =400,  limsup prep < +oo, 4.1)

k— 00
lim f( ZNl(a)g)— _-)=0
k—o0 k (=i

klim \/_(kZM(a)g) ):O i=1,...,m. 4.2)
— 0 =1

li - i —qi) =
kgrgom(kglq(we) 61) 0

Note that (4.1) implies klim e = 0.
—00

4.1 Limiting behavior of optimal solutions

We first study the convergence of optimal solutions of problems (3.3). The following
lemma can be verified easily.
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Lemma 4.1 Let € > 0. Then, for any real numbers a; and b;, i = 1,2, we have

|pe(ar, b1) — pe(az, ba)| < 2(lay — az| + |b1 — b2]),
|pe (a1, b1) — golaz, b2)| < 2(lay — az| + |by — ba]) + €.

Definition 4.1 (Ortega and Rheinboldt 1970) Let ¢ > 0 and « > 0 be constants. We
say G : RS — N to be Holder continuous on K C N with order o and Holder
constant « if

1Gu) = G|l < «llu—v|”
holds for all # and v in K.

This concept is a generalization of Lipschitz continuity, which is, by definition,
Holder continuity with order o = 1. Note that, for two different positive numbers o
and o', Holder continuous functions with order o and those with order o’ constitute
different subclasses. For example, the function G(u) := +/[lu]| is Holder continuous
with order o = 1 but not Lipschitz continuous.

Theorem 4.1 Let f be Holder continuous in (x, y) on X with order o > 0 and Holder
constant k (w) > 0 satisfying fQ K (w)d¢(w) < 400. Let the parameters py and €y be
chosen to satisfy (4.1) and (4.2). Suppose that (x*, y*) solves problem (3.3) for each
k and (x*, y*) is an accumulation point of the sequence {(x*, y*)}. Then (x*, y*) is
an optimal solution of problem (1.1) with probability one.

Proof Without loss of generality, we suppose klim (xk, yky = (x*, y*). Since (x¥, y¥)
—00

is an optimal solution of problem (3.3), it follows that

k 2
> FGR Y 0o + pr
=1

1 k

<= > flx,y, wp) + pk
k i=

1 k
q>€k (yks %ZZ:IF(-xk» yk9 w@))

=

2
(4.3)

1 k
cDek (y, %(Z%F(xv )’750())

holds for any (x, y) € X and each k.
(a) We first prove that (x*, y*) is almost surely a feasible point of problem (1.1).
In fact, for an arbitrary (x, y) € F, we have from (4.3), the Holder continuity of f on
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X, and (3.2) that

1 &
,Ok(”‘bek (yk, p >Ry, we))
=1
S

2

)

1 &
—H (i EZ (i,i,wz))

1& - - 13 k Lk
S%EZ:I (x,y,we)__Zf(x , Y »a)Z)
1 k
= 2 y,we)——Zf(x ¥ o0+ z(f(x ¥ 00—k )k w0)
1 k
< - > f@, y,we)—— zf<x*, ¥, 00)+ 1K ) — (v - - ch(wo
k i3 k i3 k (o

2 BLfGE 5. 0)] - ELF (. v o)) wap.l.

This indicates that the sequence

2 2
1k L&
pi ] [ e (y", = > F@, yk,we)) - ”% (y, - > F(, y,ww) 4.4)
k =1 k =1
is almost surely bounded above. Since
CDEk y»%zF(xvy 7wl) _<D€k y,%zF(X , Y 1w€)
- (=1
2

1 k
= Z [% (yl ; ZF ", ¥k, wz)) — ¢ (yi*, %EZIF,-(X*, v we))]

i=1
]2

| =

k
<4 Z [ i =71+ ‘ z (M@ = ) + M@ 6F = y)
i=1 -

koo 0 wop.l

by Lemma 4.1, we have
. k 1k k Lk * * ok

lim & \y", — D FQ&5, Y5, wp) ) = @o(y*, E[F(x*, y*, @)]) w.p.l.  (45)
k— 00 k ;=
On the other hand, it follows from (x, y) € F that

. _ 1 & - _ _

hrr;o O, (y, z > F(x, y,we)) = Q0(y, E[F(x,y,0)]) =0 w.p.l.

(=1

Since the sequence (4.4) is almost surely bounded and klim pr = +00, we have
— 00

Do(y*, E[F(x*, y*,@)]) =0  w.p.l.
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Namely, (x*, y*) is feasible to (1.1) with probability one.

(b) We next show that (x*, y*) is almost surely an optimal solution of problem
(1.1). Choose (x, y) € F arbitrarily. It follows that ¢o(y;, E[F;(x, y, w)]) = O for
each i. From Lemma 4.1 and (4.1), (4.2), we have

1k ?
Pk cDék (y’ % ZF(-iv y:we))
=1

m 1k 2
o> [@k (y,-,  DRGES, wo) — $o G, ELFi (%, 3, w)])}

i=1 =1

m 1k 2
< sz 2 ‘z ZF‘I()Es )_716013) _]E[E(-is )_)10))]‘ +Ek)

(=1

1k g 1k ?
+(— > Mi(wp) — z) + (— ZQi(we)—éi)'vLék«/ﬁ
k iz k (=i
220 wpl (4.6)

Moreover, we have from (4.3) that, for every &,

2
1 X 1 X _ _ 1k _ o
Ez (xkﬂykva)() % Z (xay’wl)+pk qDék(ya% ZF(XJ’»CU()) (47)
=1 =1 =1
On the other hand, it follows from the Holder continuity of f that
1 k k * k *1\0 1 k
I e L ) | R R e R 20
=1 =1
IH—OO> 0 w.p.1,
which along with (3.2) yields
1 k
%Z FEE YR 0 = hm —Zf(x y*, we)
= E[f(*, ", )]  wp.l. (4.8)

Thus, letting k — 400 in (4.7) and taking (4.6) and (4.8) into account, we obtain
E[f(x*, y*, 0)] <E[f(X, 5, )] w.p.l,

which indicates that (x*, y*) is an optimal solution of problem (1.1) with probability
one. This completes the proof of the theorem. O
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4.2 Limiting behavior of stationary points

In general, it is difficult to obtain a global optimal solution of problem (3.3), whereas
computation of stationary points is relatively easy. Therefore, it is important to study
the limiting behavior of stationary points of problem (3.3). We will use the standard
definition of stationarity in nonlinear programming.

Definition 4.2 We say (xk, y&) € X is stationary to (3.3) if there exist Lagrangian
multiplier vectors o € 951 and g% € 92 such that

a1 -

k 1 k
> Vi FOE y5, 00) + 201 Via ) Dy (y", L2 F(x*, ¥k, wn)
(=1 =1

x d, ( ZF(x vk, a)e)) + Vg (K, y9ak + VRGE, Y98 =0, (4.9)

k@ 1
0 <o L —giky >o0. 4.10)
Note that
k 1 k k Lk 1 k k Lk k
VXCDE[( Yy, T ZF(X » Yy ,(,()() = 7 ZVXF(X » Yy 70)5)3 ) (411)
ko k=
k 1k 1k k Lk k
V, @, y,zZF(x y wy) %Z yF(x", y", we) BY, (4.12)
=1 =1
where A¥ := diag(at, ..., al)) € W™ and B¥ := diag(bf, ..., bK) € W™ with
i k
a; = aa¢ek ( Vi % z (x y w@))
| :k i=1,...,m.
= OpPe; ( k k; Z i (K, vk, we))
Here,
e (a, b) = 1 a e (a, b) = 1 b
aa = - T " b aa = - T
o Va2 + b2 4 €2 ¢ Va2 + b2 £ €2

Theorem 4.2 Suppose both f and Vyy) f are Holder continuous in (x, y) on X with
order o > 0 and Holder constant k () > 0 satisfying fQ k(w)d¢ (w) < +00. Let the
parameters py and €y be chosen to satisfy (4.1) and (4.2). Let (xk, yk) be a stationary
point of (3.3) for each k and (x*, y*) be an accumulation point of {(x*, y*)}. Suppose
that there exists a constant 7w such that 6y, (xk, yk) < 1 for each k and the MPEC-
LICQ holds at (x*, y*). Then (x*, y*) is almost surely a C-stationary point of (1.1).
Furthermore, if the LLSC holds at (x*, y*), it is B-stationary with probability one.
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Proof Assume without loss of generality that klim (x*, y%) = (x*, y*). By the
—00

assumptions, we have

k 2
Z ok, v, we) + px

1 ¢ k Lk
CDGk( z 2 (X >y 96‘)@))

= k(x",y">sn, Vk (4.13)

1
kg

and hence

2

1 k
chék (yk’ zezllF(xkr yk3we))

< pkl(n - - zf(x K, a)g)) Vk. (4.14)

Note that (4.5) and (4.8) remain valid under the assumptions. Letting k — +o0 in
(4.14), we have ®o(y*, E[F(x™*, y*, w)]) = 0 with probability one, which implies
that (x*, y*) is almost surely a feasible point of (1.1). We next show that (x*, y*) is a
C-stationary point of problem (1.1) with probability one.

Since (x¥, y*) is stationary to (3.3), there exist Lagrangian multiplier vectors a* €
N1 and gk e |2 satisfying conditions (4.9) and (4.10). Note that, by (4.11)—(4.12),
condition (4.9) can be rewritten as

k

1 k 1k
3 Z Vi f&5 Y 00— (9) v - . Z e F 5, 8, w)s*
+Vg(xk,y">a’<+w<xk,yk>ﬂ =0, (4.15)
where
k k 1 k k _k
YK = 20 AF @, E Z "y we) ), (4.16)
k
s = —2p B* @, (y T ZF(xk,yk,wg)). (4.17)

It follows from (4.13) and (4.8) that the sequence {,/,ok Oe; (yf, % Zile F; (xk, yk,
o). ie

2P YA S Rk yK ) — €2/
VA L3R Bk v 00 4+ 602 4+ (S8 Fi(ek, ok wp)? + €

’

(4.18)
is almost surely bounded for each i. Let G and H be defined as in Sect. 2.
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(a)Ifi ¢ Zg(x*, y*), we have kl_i)rrgo y¥ =y > 0and

k—>ook

1 1
lim — ZF(x y a)g)_hmeF(x v, we) =E[F; (x*, y*, )] =0 w.p.1.
O K=

It then follows from (4.1) and the boundedness of (4.18) that { Pk (% Zif:l F; (xk,
yk, a)g))} is almost surely bounded. As a result,

2
Pk (% o Rk, yk,we)) + pkep

paf = : -
2 4 (Lsok gk Gk 2 vk fyky2 o (Lsok gk yk 2
O+ Z;{:] P (Y o)) e+ vy )+ % Z(:l P (X, Y we) )+ €

is almost surely bounded. On the other hand, in a similar way to (4.5), we can show
that

lim g, (y,- 7 ZF(x ¥, we)) = g0y} ELF (. y* o) =0 wop.l.

In consequence,

k— 00

. 1 &
lim y/ = —klgr;OZpkaf e, (y{‘, EZ)IFi(xk,yk,we)) =0 wp.l

Similarly, we can prove that limy_, o 65‘ = 0 with probability one if i ¢ Zp (x*, y*).
(b) By the continuity of the functions involved, when k is sufficiently large, there
hold

T, (x5 Y9 S T, (x* v, Tk y) S To(e*. v, Zu(*. 5 € Iu(e*, y9).
Note that, by (4.10), (4.15) can be further rewritten as

k 0
Z (x, y)f(xk’ yk’ a)i) - Z Vik (ei)
=1 )

1
kg i¢T6(c*,y*

1 k

PR (% ZV(x,wFi(xk,yk,wz))
i¢Lp (x*,y*) =1

B Vi el i\ % o Fi(x", y", we)
i€Zg(x*,y%) i€Ly (x*,y*) =1

— > dVgek, yh — VaGK, Y9 8K, (4.19)
i€y (x*,y%)

where ¢ is the ith unit vector in 3", Note that, from (a), the multiplier sequences
that appear on the left-hand side of (4.19) are convergent to zero with probability one.
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By (a) and the Holder continuity of V(. y) f on X, the left-hand side is convergent to
E[V(x,y) f (x*, y*, @)] with probability one. Since the MPEC-LICQ holds at (x*, y*),
it is not difficult to see that all the multiplier sequences that appear on the right-hand
side of (4.19) are convergent with probability one. Letting

o ;= lim of, B*:= lim X, y*:= lim y*, & := lim &F
k— 00 k—o00 k—o00 k—o00

and taking a limit in (4.19), we obtain (2.2). Moreover, (2.3)—(2.5) follow from (4.10)
and (a) immediately. In addition, since both a{‘ and bf.‘ are nonnegative, from (4.16)
and (4.17), we have y*6* = kli)n;o y,kaf > 0 foreachi € Zg(x*, y*) N Iy (x*, y*).

Therefore, (x*, y*) is a C-stationary point of (1.1) with probability one. If the LLSC
holds at (x*, y*), then C-stationarity is equivalent to B-stationarity. This completes
the proof of the theorem. O

Furthermore, we have the following result.

Theorem 4.3 Let (f, V(x y) f) be Holder continuous in (x, y) on X with order o > 0
and Holder constant k (w) > 0 satisfying fQ k(w)d¢ (w) < +oo and the parameters
px and € be chosen to satisfy (4.1) and (4.2). Let (xk, yk) be a stationary point
of (3.3) for each k and (x*, y*) be an accumulation point of {(x*, y*)}. Suppose
that there exists a constant ™ such that Oy (x¥, yk ) < m for each k and the MPEC-
LICQ holds at (x*, y*). Suppose also that the weak second-order necessary conditions
hold at (x*, y¥) for each k sufficiently large and {(x*, y*)} is asymptotically weakly
nondegenerate. Then (x*, y*) is almost surely a B-stationary point of (1.1).

Let G and H be defined as in Sect. 2. Roughly speaking, the asymptotically weak
nondegeneracy of {(x*, y*)} means that, for each i € Zg(x*, y*) N Ty (x*, y*),
Gi(xk, y*) and H;(x*, y*) approach zero in the same order of magnitude. This pro-
perty is obviously weaker than the LLSC condition. See Fukushima and Pang (1999)
for more details. Although the results established in this theorem are more interesting
and important, its proof is somewhat lengthy and technical. To avoid disturbing the
readability, we omit its proof here. One can understand this theorem from Theorem
3.1 in Fukushima and Pang (1999) and Theorem 4.2.

5 Choice of parameters

Suppose that F is given as in Sect. 4. We now discuss how to choose the parameters
pr and € so that both (4.1) and (4.2) hold with probability one.

In the case where (N .M, q) is known, we can set the parameters as follows: Let
o € (0,2) and A > 0 be given numbers and choose a sequence {px} from (0, +00)
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such that klim px = +00. Let pr := min{pg, ,oliv, p,?”, pZ} and ¢ € (0, A/ pr], where
—00

—0

1 & _
N N
= min |- N; — N; ,
Py 1Zi%m kfgl i (we) i 1
M : 1 & o
py = min —ZMi(wz)—Ml ,
1<i<m k (=1 1
—0
o = H . Z q(we) —
=1 1

It is easy to see from (3.2) that both (4.1) and (4.2) hold for the above settings.
If some datain (N, M, g) are unknown, we suggest to set the parameters as follows.

e Leto € (0,2)and A > 0 be given scalars. Choose a sequence {ox} from (0, 400)
such that

lim j = 400, lim 2% —o. (5.1)
k— 00 k

e Let pr := min{py, p,ﬁv, ,o,ﬁ”, pZ}, where

—0

1 & - -
p,ﬁv := min { i > Nij(w¢) — Njj Nj; is known] ,
=1
1k _ T
,0,?’1 = min[ zZMij(wi)_Mu M;; isknown],
=1
1k -
o = min [ 3 > qi(we) — i gi is known] )
(=1

e Choose €, € (0, A/ pi].

Then, we have (4.1), (4.2) at least in probability. In fact, it is obvious that (4.1) holds
with probability one. Moreover, if N;;, M;; or g; is known, we have

1-0/2
1 &
llIIl VP N k 1/(0)8)_ ij| = hm ‘zz l/(wé)_ =0,
=1 (=1
1—0/2
1 &
hm \/pk ‘kg . lj(a)f)_ ij|= hm zg tj(wf)_ ij =0,
|k 1-0/2
qu(wz)—q, = hm ‘EZ i(wg) — qi =0

lim
k— 00
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with probability one; otherwise, we have

. _ /1 _ . o 1 &
lim o (- 2 Nij(we) — Njj ) = lim &x/z — > Nij(we) — Nij =0,
k— 00 k =1 k— 00 k k (=1
. 1 . 0, 1 ¢
lim /pr | - 2 Mij(we) — My ) = lim Pvi(; 2. Mij(wr) — Mij ) =0,
k—00 k ;= k—o0 k k=i
_ 1k . ,Ok
lim /pi [ - z i(wg) — i ) = lim \/_ Z% (@) —qi ) =0
k—00 k ;= k=00 ki 1

in probability, since the convergence in (3.2) is of order O(k~'/?) in probability
1
(Hall and Marron 1991), which implies that [ﬁ (£ Sk v — E[I//(a))]) } is

convergent in probability as k — 4-o00. Therefore, from the manner in which py is
determined, we have (4.2) in probability.

Remark 5.1 Another strategy for choosing pi is simply to set px := pr for every k,
where py is chosen to satisfy (5.1). However, in order to ensure that more conditions
in (4.2) hold with probability one (not just in probability), we make most of the data
(N(we), M (wg), q(we)) in the definition of py.

6 Extensions to Quasi-Monte Carlo approach

We have presented a Monte Carlo sampling and penalty approach for solving problem
(1.1). Actually, Monte Carlo sampling methods have been proved useful in the eva-
luation of integration. However, the convergence of Monte Carlo methods is not fast
and various techniques have been proposed to speed up the convergence. In this area,
the most well-known innovation is the introduction of quasi-Monte Carlo methods, in
which the integral is evaluated by using deterministic sequences rather than random
sequences. These deterministic sequences have the property that they are well disper-
sed throughout the domain of integration. Sequences with this property are called low
discrepancy sequences. See the monograph (Niederreiter 1992) for more details.
Next, we briefly introduce two advantages of quasi-Monte Carlo methods.

(1) Since quasi-Monte Carlo methods employ deterministic sequences instead of
random sequences, the convergence in (3.2) is valid in a deterministic way
for any integrable function ¢ : Q@ — 0. This is different from Monte Carlo
methods, for which convergence is always probabilistic.

(i) Quasi-Monte Carlo methods are generally faster than Monte Carlo methods in
numerical integration. Actually, the expected convergence in (3.2) is of order
O (k='/%) for Monte Carlo methods, whereas the worst case convergence for

d
quasi-Monte Carlo methods is of order O (@), where k is the number of
samples and d is the dimension of the integration.

We may readily develop a quasi-Monte Carlo and penalty approach for solving
problem (1.1). In the case where F is affine, we can establish all the results in Sect. 4
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in a similar way, and particularly, those convergence results are deterministic by (i).
Moreover, by (ii), the choice of the parameter p; given in Sect. 5 can also be improved.
For example, we may choose the sequence {px} from (0, +00) such that

o _ pr(loghk)*
klggo Pk = 00, klggo T T 0

instead of (5.1). Then, we may expect that the quasi-Monte Carlo sampling and penalty
method is faster than the method suggested in Sect. 3.

7 Applications

Consider a supply side oligopoly market where (m 4+ 1) firms compete to supply
a homogeneous product in a non-competitive manner. A dominant firm, called the
leader hereafter, knows how the other firms (called followers) react to its supply and
chooses optimal supply to maximize its profit by expecting the other firms to reach a
Nash—Cournot equilibrium after its supply is determined. It is well known that such a
market competition can be modeled as a Stackelberg—Nash—Cournot game.

Now suppose that the market demand is unknown at the time when the firms make
decisions on their supplies and the demand contains some uncertainties. Assume also
that all firms know the distribution of the random factors in the demand. Then each
firm may consider the expected profit rather than the profit in a particular demand
scenario in its decision making.

In what follows, we demonstrate that this type of Stackelberg leader-follower games
can be modeled as (1.1). We start by describing the market demand with the inverse
demand function p(r, @), where t stands for the total quantity of supply to the market,
w is a random shock with known distribution, and p(t, w) is the market price.

Let x denote the decision variable of the leader, that is, the quantity supplied by
the leader to the market. Let y; denote the decision variable of the ith follower, that
is, the quantity supplied by the ith firm to the market.

The Followers’ decision problems. Suppose that the leader’s supply is
x and the aggregate supplies of the followers except the ith firm is Z;fl:]’ i Vi IF
the ith firm’s supply is y;, then the market price in this demand scenario is p(x +
>."_1Yj, ®). The total revenue of the ith firm is y; p(x + >, ¥;, ®). Suppose that
the total cost for the ith firm to produce y; is ¢; (y;). Then the ith firm’s expected profit

can be formulated as
m
Elyviplx+ 2y, o) —cOi.
j=1

Since the market price depends on y; (in other words, the ith firm has market power),
the ith firm would like to choose an optimal y; in order to maximize his expected
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profit. Therefore the ith follower’s profit maximization problem can be written as

r;li’éfi(Yi) =E |:)’i p(x +yi+ > v, w)} —ci(yi). (7.1)

J=1j#

In choosing an optimal decision, the ith firm holds the other firms’ supplies as
constants. A Nash—Cournot equilibrium among the followers is a situation where,
given the leader’s supply, no firm can improve its expected profit by unilaterally chan-
ging his supply. We denote such an equilibrium by (yj(x), ..., yn(x)), where each
yi(x) is a global optimal solution of (7.1) with y; = y;(x) forall j #1i.

The Leader’s Decision Problem. We suppose that the leader expects the
followers to choose their outputs as described in (7.1) and maximizes his expected
profit based on his knowledge on the market demand distribution and the followers’
reaction to his supply. Therefore we can formulate the leader’s decision problem as
follows:

max fo(x) :=FE [x p (x + %)’i(x), w)} —co(x),

0<x<L i=1
where L > 0 is a constant and co(x) is the cost for the leader to produce x.
Stochastic Stackelberg-Nash-Cournot Equilibrium. We investig-
ate a situation where the leader maximizes the expected profit while the followers

reach a Nash—Cournot equilibrium. A Stackelberg—Nash—Cournot equilibrium is an
(m + 1)-dimensional vector (x*, y;(x*), ..., y, (x™)) such that

foe*) = max E [x P (x + 3, w)} — o)

i=1

with
m
yix) e Aigmax{E|yiplx+yi+ 2 yi@,o)|—cO)].
¥iz0 j=1g#
i=1,...,m. (7.2)

If the function E[y; p(x + y; + Z;":Lj# yj(x), w)] — ¢;(y;) is concave in y;, the
Nash—Cournot equilibrium problem (7.2) is equivalent to the following nonlinear
complementarity problem:

0<y L E[F(x,y,®)] >0,
where
F(x,y,w):=—px+yTe,wye—p.(x+y'ew)y+cy.
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Here, e := (1,..., DT € %" and ¢/(y) := () O, ...,c;n(ym))T. Thus, we can
rewrite the stochastic Stackelberg—Nash—Cournot equilibrium problem as an SMPEC:

max [E [x p(x+ ely, 60)] — co(x)
st. 0<x<L, (7.3)
0<yLE[F(x,y,w)]=0.

Obviously (7.3) is subsumed by (1.1).

Remark 7.1 Supposethat p(t, ®) := a(w)—pB(w)T withE[a(w)] > Oand E[S(w)] >
0 and c¢;(y;) is affine. It is easy to show that the function E[y; p(x + y; +
Dot iz i), ®)] = ci(y) is concave in y;.

As an application of the proposed methods, we consider a simple case in which
there are three followers and the involved functions are given by

p(r,w) := 20 — (0.002w + 0.003)7,
co(x) :=9.5x + 60,
c1(y1) := 8.6y +43,
c2(y2) :=89y2 +45,
c3(y3) == 9.2y3 + 75,

respectively. We suppose that the random shock w is uniformly distributed on 2 :=
[—1, 1] and the maximum amount L of the leader is equal to 1800. Then the model
(7.3) becomes

max E[x(20 — (0.002w + 0.003)(x + y1 + y2 + y3) + @)] — co(x)
s.t. 0 <x <1800,
0<yLlE[F(x,y,@)]>0

with F(x, y, w) := N(w)x + M(w)y + g, where

0.0020 + 0.003
N(w) := [ 0.0020 +0.003 | ,
0.0020 + 0.003

0.004w + 0.006 0.002w + 0.003 0.002w + 0.003
M(w) := | 0.002w + 0.003 0.004w + 0.006 0.002w + 0.003 | ,
0.002e + 0.003 0.002w + 0.003 0.004w + 0.006

and ¢ := —(11.4,11.1,10.8)7. The solution of this problem is (x*, y*) = (1450,
662.5,562.5, 462.5).

We applied the proposed methods to solve the above problem. In our experiments,
in order to demonstrate the methods, we treated the expectations N and M as unknown
data although they are easy to calculate. For the Monte Carlo sampling method, we
set px = K3/ 4, €& = Py 1, and we used the random number generator rand in Matlab
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Table 1 Computational results

(x*, y%)

MC QMC
k=102 (1800.0, 60.5, 54.4, 48.7) (1800.0, 383.2, 288.4, 199.3)
k=103 (1800.0, 469.3, 369.7, 271.5) (1546.6, 622.2, 522.3, 422.2)
k=104 (1546.6, 622.2, 522.3, 422.3) (1459.2, 658.7, 558.7, 458.7)
k=10 (1466.3, 655.7, 555.7, 455.7) (1450.9, 662.1, 562.1, 462.1)
k = 10° (1452.9, 661.3, 561.3, 461.3) (1451.0, 662.2, 562.2, 462.2)
k=107 (1453.1, 661.6, 561.6, 461.6) (1450.9, 662.3, 562.3, 462.3)
6.5 to generate random samples {£, ..., &} from [0, 1] and then let w; = 2§; —
1 € Q foreachi = 1,...,k. For the quasi-Monte Carlo sampling method, we

set px = k, € = o ! and used the classical constructions method in Niederreiter
(1992) to generate samples. Then, we employed the solver fmincon in Matlab 6.5
to solve the subproblems (3.3). The initial points were chosen to be (0, ..., 0) and
the computed solutions were used as the starting points in the next iterations. The
computational results are shown in Table 1. The results shown in the table reveal that
the proposed methods were able to solve the problem successfully and the quasi-Monte
Carlo method was faster than the Monte Carlo method.

8 Conclusion

We have presented Monte Carlo and quasi-Monte Carlo sampling methods with a
penalty technique for solving problem (1.1) and, under appropriate assumptions, we
have established a comprehensive convergence theory for the proposed methods. Espe-
cially, different from the approach proposed in Birbil et al. (2006), the approximation
problems given in this paper are standard differentiable optimization problems and
hence they are easy to deal with.
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