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Abstract

We consider an application of the Stackelberg leader-follower model
in prices in a simple two-firm network as a possible way to help resolve
externalities that can be harmful to firm profit and welfare. Whilst
independent pricing on the network yields lower profit and sometimes
even lower welfare than monopoly pricing, we show that by allowing
the firms to collude on some prices in a first-stage and set remaining
prices independently (competitively) in a second stage, both profit
and welfare gains can be made.
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1 Introduction

In a network, characterised by demand interdependencies along both sub-
stitute and complementary lines, encouraging competition in the form of
independent profit maximisation can be harmful to both firm profit and wel-
fare due to negative externalities arising through the complementary aspect
of the relationship between the demand for goods. In its most simple form,
this negative externality is seen in the model of complementary monopoly
due to Cournot (1838), whereby welfare is higher when the complementary
monopolists collude relative to where they independently maximise profit.
Indeed, allowing all firms to jointly maximise profit, effectively creating a
network monopoly, can improve welfare and profit (such an argument based
on prices is demonstrated in Economides and Salop, 1992). With regulators
rarely pursuing first-best policies due to the profound difficulties in imple-
menting them, not least due to considerable transactions and information
costs, we offer a possible solution which can yield both welfare and profit
enhancements relative to the cases of joint and independent profit maximisa-
tion.! We illustrate our result in the context of a market in which two firms
each produce an X and Y component of a composite good which can be inter-
changed in consumption, hence there are four possible consumption bundles:
two cross-firm bundles and two single-firm bundles. The approach separates
decision-making along complementary and substitute lines and permits firms
to collude in a first-stage on cross-firm bundle prices, which captures the com-
plementary effects, and then choose prices to independently maximise profits
for the remaining single-firm prices in a second stage. This framework is
solved as a Stackelberg (von. Stackelberg, 1934) equilibrium (in with prices
with differentiated products) and can be shown to produce welfare outcomes
which are everywhere strictly superior to network monopoly. Though the
welfare outcome does not everywhere dominate that of independent profit
maximisation, it does offer a resolution to the problem created where the
importance of complementary ties between demands is sufficient that in-
dependent profit maximisation has a lower welfare outcome than network
monopoly.

In the following Section we consider the profit and welfare outcomes un-
der two regimes: full collusion across the network and independent pricing
between the two firms. In Section 3 we introduce a new regime in which the

L An alternative approach to the problem of network monopoly is to separate the market
along the lines once proposed (but ultimately discarded) in the Microsoft case, which
will be welfare improving only if there is sufficient post-split entry into the market (see
McHardy, 2006).



two firms are allowed to collude on the setting of the cross-firm prices in a
first-stage and then set their single-firm prices simultaneously and indepen-
dently in a second stage. Section 4 concludes the paper.

2 Model

We envisage a simple network with four commodity bundles Q;; (4,5 = 1, 2),
where demands for the bundles are interrelated based upon the utility func-
tion:

—4OéZng TM)[Z Qi) Zsz } (i, =1,2).
(1)

Eq. (1) is the standard quadratic utility function where, for our purposes, n
is the number of commodity bundles (here n = 4), u € [0, 00) is a measure of
the degree of substitutability amongst the commodity bundles (with p = 0
for zero substitutability and p — oo for perfect substitutes), z is a numeraire
good hence U(Q) is quasi-linear, justifying the use of a partial equilibrium
analysis, v is a positive parameter and P is a vector of commodity bundle
prices, P;;. Consequently, demand for commodity bundle @);; is linear in
prices:

Qij<P>:a—(}l+?{—g‘> Pyt S P =12 ()

mn;ém

In this specification, the coefficient on each own-price, which is related to
the partial own-price elasticity of demand, is common for each commodity
bundle. The cross-price co-efficient is also common across all alternative
commodity combinations to ¢j: all the alternative commodity bundles are
equally good, but generally (for u < co) imperfect, substitutes. For simplic-
ity and to aid tractability, we set costs equal to zero.

To begin, suppose the network is operated by a monopolist. Profit is

given by 1" = P’'Q(P). Maximising with respect to P, and solving the four
first-order conditions simultaneously, we have:

P = 2a. (3)



Profit and welfare under monopoly are then, respectively:
" =402, WM =60’ (4)

We now consider the profit and welfare situation in the case that the monopoly
is split into two, with each rival firm producing an X and Y commodity and
setting prices on them to independently maximise profit. Profit for firm ¢ is
now:

II7 = PiQii(P) + puiQij(P) + pyi @i (P), (5)

where p,; is the price set by firm ¢ for its x commodity that is consumed
in the composite ij with demand @Q;;. Note, P;; = p,; + py;. Maximising
firm 4’s profit with respect to its arguments, P;;, p,; and p,,, and solving the
first order conditions simultaneously, yields the equilibrium composite prices,
under network duopoly:

pD _ 16a(p + 1)

= 6
16a(p +4)
PP =pP 4 P = , 6b

Industry profit and welfare under independent pricing are then, respectively:

320268 + 179 + 160> + 404%)

HD
9(8 + 9 + 4p?)? ’

(7a)

wo — 8a2(376 + 1084u + 12412 + 632 + 144u*)
B 9(8 + 9 + 4pu?)?

Lemma 1. 2 Let Qpy(p) = TP /T (i) Qpar(p) < 1, (i) Qpar(p) is

. (7h)

increasing (decreasing) for p € (0,a) (u € (a,00)) and strictly concave (con-
vez) for p € (0,b) (p € (b,00)), where a = 0.320 and b = 1.177 (3 d.p.), and

Lemma 2. Let Typ(p) = WM /WP, (i) Typ(p) is strictly increasing and

concave, (1) Typ(p) is greater (less) than unity for p < ¢ (u > c), where

2All proofs are reported in the Appendix.
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c=0.282 (8 d.p.), and (iii) lim, oo Tarp(p) = 1.333 (3 d.p.).

Hence we have shown that if u is sufficiently small, and hence the com-
plementary effects are sufficiently large relative to the substitute effects in
the demand system, then monopoly is preferable to independent pricing in
terms of welfare.® This is quite undesirable from a public policy point of
view. In the following Section we show that this problem can be entirely
eliminated by employing a leader-follower approach to price setting, exploit-
ing the Stackelberg model.

3 Stackelberg Pricing

We now examine the impact upon the equilibrium prices, profits and welfare
under a new regime in which the two firms are allowed to collude on the
setting of their components of the cross-firm prices (P;; where i # j =
1,2) in stage 1 and then are required to set their single-firm prices (P;)
simultaneously, in stage 2. Given there is full information regarding stage 1
prices when the second stage simultaneous pricing takes place, this regime is
characterised by a Stackelberg model. The firms will seek to set cross-firm
prices at stage 1 which ensure that they maximise their overall profit given
they will be independently maximising profit on single-firm prices in stage
2. Working backwards, for the independent and simultaneous price setting
in stage 2, firm ¢ will be maximising;:

1Y = PQii(P) + p2iQij(P) + pyiQyi(P), (8)

with respect to P;; with the values of p;, pyi, p2; and p,; given. Differentiating
Eq. (8) with respect to Py;, we get the first-order condition:

Z:a__

P, 2

o11? 1 3 U
(1+2) Ruct 208+ 200 ) s+ ) =0, (9

Using the implicit function theorem, it is straightforward to derive from Eq.
(9) the stage 2 responses by firm i (firm j) in terms of its optimal choice of
P, (Pj;) given a change in the period 1 choices of pyi, pyi, pz; and p,;, which
are as follows:

dPi _dPy _ p

dpei  dpyi 4+ 3p

(10a)

3See Economides and Salop (1992) for an equivalent result based on prices.
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dp; _dP; _ p
dpej — dpy;  2(4+3u)

(10D)

Now the problem for the firms is to set the first-stage price on the cross-
firm commodities given they know that their stage 2 behaviour will have the
effects indicated in Egs. (10a) and (10b). Hence, the two firms seek to set
P (i # j = 1,2) so as to jointly maximise profit. Joint profit is given by
I1° = IIJ + II7. Let p be the 4-vector with elements py;, paj, pyi and py;.
Joint profit can then be expressed as:

I° = Pl;<6p) (16 — (4 + 3p) Pys(p) + p(Pjj(P) + Pai + Daj + Dyi + py;)] (11)
+ 2P 160 (4 4 830) Py () - 1(Pul) + i s s+ 215
N (i ;pyj) (160 — (4 + 3p) (pai + pys) + 1(Pi(P) + Py (P) + Daj + Pyi)]
It ) ;pyi) (160 — (4 4 34)(poj + pyi) + 1(Pii(P) + Pij(P) + Pai + pyi))-

Differentiating Eq. (11) with respect to p,;, recognising that Pj(p) and
Pj;(p), according to Eqgs. (10a) and (10b):*

4Whilst the relevant second order conditions in all earlier cases are met trivially, the
following demonstrates the conditions under which the second order condition is met for
the first-period joint profit maximisation case. First, for convenience let:

oI 1
ords ¥

(r,s=1,2,3,4), (12)

where x1,x9,y; and ys are denoted, respectively, by 1,2,3 and 4. The Hessian for the
problem can therefore be summarised (given the symmetry of the problem, e.g., II7; = TI3,,
and given the symmetry due to Young’s Theorem e.g., I17, = I13, ), as:

(13)

Given the matrix is symmetric, for a maximum we require that the diagonal is negative
and dominant (see, for instance Theorem M.D.5, Mas-Colell et al., 1995, p. 939). The

2 3
diagonal is negative if II} < 0, which it is since — (% + % + % + %) < 0, given

p € [0,00). Similarly, the diagonal is dominant if 11§} — II7, — I155 — I1§, < 0, which it is
since —(1/256)u(1028u2 + 3u3 4 2048y + 1024) /(4 4 3u)? < 0.



oms

240 — 3p(1 + p) Py + 24° P (14)

— (pai + Dy ) (1507 + 4841 + 32) + 21a(paj + pyi) (2 + 312)].

Recognising symmetry, let P = P; = P;; and P = Py = py + py; =
Paj + Pyi = Pji, Egs. (9) and (14) can be written, respectively:

16a + 3uP;; — (8 + 5p) Py = 0, (15a)

(Py(2 + 3u) — (200 + 3p® + 16) Pyj + 4o (8 + 9u) = 0. (15b)

Solving Egs. (15a) and (15b) simultaneously we have:

5 _ 200(64 + 1204 + 57?)
Y 1200 + 592 + 64 + 33’

(i FJ= 172)v (16&)

s _ 20(64 4104y + 392)
1200 + 59pu2 + 64 + 33

Lemma 3. Under the Stackelberg equilibrium, the first-stage cross-commodity

(16b)

bundle price Pg 18 weakly greater than the second-stage own-commodity bun-

dle price P2

2, with equality of prices under p = 0.

Hence, as we would expect, the firms are able to achieve a higher price un-
der collusion and in a first-stage “price-leader” position, than in the second-
stage, independent pricing “follower” position. Industry profit and welfare

under the Stackelberg equilibrium are then, respectively:

 402(4096 4 112644 4 1056042 + 36004° + 207ut)

II* = 17
(64 + 120 + 5912 4 3u3) (64 + 56 + 3u?) (17a)

s _ 20°(12288 + 34816y + 34240p:° + 120764° + 1299," + 361°) (17h)
B (14 1) (64 + 564 + 32)? '

Lemma 4. The Stackelberg equilibrium only produces interior solutions for:

- 28 + 461

- (18)
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Proposition 1. Let Qg (p) = 9 /TIM . () Qgp(p) is negative monotonic in
p and strictly concave (convex) for p € [0,d) (1 € (d,00)), where d = 2.602
(3 d.p.), (it) Qsn(p) < 1, and (iii) lim, o Qgar(p) = 0.

Proposition 2. Let Tys(p) = WM /WS, (i) Tas(p) is negative monotonic
in pand strictly convex, (i) Tys(p) <1 for >0, (111) lim, o0 Targ(pe) =
0.75.

Hence, profit is weakly greater under monopoly than under the Stackel-
berg regime but the reverse is true in the case of equilibrium welfare. Hence
we have demonstrated that the Stackelberg regime does not suffer from the
same problem as independent profit maximisation, inasmuch as there exists
no interval of p for which the associated equilibrium is more damaging to
welfare than monopoly. However, to understand the relationship between

the Stackelberg and independent profit maximising outcomes, we complete
the analysis with the following Propositions.

Proposition 3. Let Qsp(p) = °/TIP. (i) Qsp(p) is increasing (decreas-
ing) for u € [0,e) (1 € (e,00))and strictly concave (convex) for u € [0, f)
(v € (f,00)), where e = 0.3495 (4 d.p) and f = 1.199 (3 d.p.), (ii)
limy, 00 Qsp(p) = 0, and (iii) Qsp(p) > ()1 for g > p > h (1 € [g,h]),
where g = 0.349 and h = 0.350 (3 d.p.).

Proposition 4. Let Ypg(u) = WP /W5, (i) Tps(p) is increasing (decreas-
ing) for p € [0,k) (u € (k,00)) and strictly concave (convex) for u € [0,71)
(n € (r,00)), where k = 2.854 and r = 5.538 (3 d.p.), (i) Tps(p) < (>)1
for < (>)t, where t 2 0.350 (3 d.p.), (%) lim, o, Tpg(p) = 1.

Hence, we have shown that welfare under the Stackelberg regime domi-
nates that under independent profit maximisation for an interval of p which
extends strictly beyond that for which independent profit maximisation is
inferior to monopoly. Indeed, over much the same range, we note that profit
to the firms is also generally greater under the Stackelberg regime than under
independent profit maximisation.



4 Discussion and Conclusions

In this paper we have employed a simple model based upon a network of
linear demands to show that, by allowing firms to set come prices collusively
and other prices independently, in a two stage process, both firm profit and
welfare can be improved relative to a situation of independent pricing ev-
erywhere. In particular, if the complementary effects are sufficiently large
relative to the substitute effects in the demand structure of the network,
then independent pricing everywhere results in a lower welfare outcome than
monopoly. In such circumstances, the ‘Stackelberg’ pricing structure pro-
posed in this paper produces an outcome which is strictly superior in welfare
terms compared with both monopoly and independent pricing, but is also
generally more attractive than independent pricing to the firms. Hence, the
Stackelberg pricing regime may not only help resolve a problem of welfare loss
but will also be attractive to the firms, reducing the risk of non-compliance.

Regarding the robustness of our findings, whilst we assume a convenient
form for utility which produces symmetric and linear demands we note that
scope will still exist for generalisations away from our assumptions where
there the demand structure includes complementary and substitute charac-
teristics. It is the existence of externalities due to the complementarity in the
demand structure which adversely affects welfare under independent profit
maximisation relative to monopoly. By addressing this externality, allowing
the firms to collude on some prices in a first-stage of the game, this external-
ity is partially addressed, raising both profit and welfare. Finally, though for
reasons of tractability costs were assumed away, the above argument suggests
that the inclusion, at least of constant marginal cost, should not eliminate
potential gains from addressing the externality due to the complementarity
in the demand network.



Appendix

Proof of Lemma 1. First, note Qpys is continuous. From Egs. (4) and (7a):

8(179u + 160p2 + 4013 + 68)
9) = 19

which is clearly increasing (decreasing) for sufficiently small (large) p, since:

Oprr(p)  8(—208 + 139p + 11882 + 9204° + 160u*)

_ , 20
ou 9(8 + 9p + 4p?)3 (20)

and is strictly concave (convex) for sufficiently small (large) p, since:
O*Qpar(p)  16(—3364 — 10749 — 430442 + 694443 + 4800p* + 6404°) (21)

op? 9(8 + 9pu + 4p2)*

Indeed, Eq. (21) changes from concave to convex at p = b = 1.177 (3 d.p.). Finally,
Qpun(p) < 1 follows from noting that Qpas() obtains a minimum at p = a = 0.320
(3 d.p.) whereupon Qpys is strictly positive. (iii) Using Bernoulli-L’Héspital’s Rule,
limy,, 00 Qpar(p) = 0. O

Proof of Lemma 2. (i) First note that Yy;p = WM /WP is continuous. From Egs. (4)

and (7a):
4(144p* 4 632 + 124102 + 10844 + 376)

T = 22

which is clearly increasing for p > 0, since:

OYnp(p)  16(923 4 16p* + 54042 + 10214 + 476)
o 27(8 + 9 + 4p?)3

> 0, (23)

and is strictly concave for p > 0, since:

PYurp(p) _  32(115364° + 4064:° + 480u* + 6441° + 105814 +2342) _ (24)
o 27(8 + 9 + 4p2)* :

(ii) Setting Eq. (22) equal to unity and solving for p yields p = ¢ = 0.282(3d.p.). It is
straightforward to see that Eq. (22) is greater (less) than unity for higher (lower) values
of p. (iil) Using Bernoulli-L’Héspital’s Rule, lim, oo Tarp(p) = 13824/10368. O

Proof of Lemma 3. Tt follows from Egs. (16a) and (16b) that Pg —P% = (+)(16p+182)

10



which is zero for u = 0 and strictly positive for u > 0. O

Proof of Lemma 4. Using Eqs. (16a) and (16b) in Eq. (2), we get the demand for the

cross-firm good under the Stackelberg pricing regime is:

s (64 +56p —3u?)
9 2(3u2 + 56p + 64)

(25)

which is only positive iff Eq. (18) holds. O

Proof to Proposition 1. (i) First note that Qgas () = IT°/ITM is continuous. From Egs.
(7a) and (17a):

207p* + 360043 + 1056042 + 112644 + 4096

Q = 26
so(k) (1204 + 5912 + 64 + 3423)(3p2 + 564 + 64) (26)

which is clearly negative monotonic in y, since:
Qs (i) 7;1(621#5 + 10008 + 4291213 + 744962 + 57344 + 16384) (27)

on (32 + 56 + 64)2(1 + 1) (120p + 59u2 + 64 + 3u3)
Given:
QQQSM(;L) _ 2 (28)
op (3u2 + 56 + 64)2(1 + ) (1201 + 592 + 64 4 3p3)?

X (18638 + 27648u" + 140832° 4 2485444° — 526080

— 2543616 — 35880967 — 2228224/, — 524288),

Qonr(p) is clearly strictly concave (convex) for sufficiently small (large) values of p. Setting
Eq. (28) equal to zero yields p = d = 2.602 (3 d.p). (ii) First, note that Qg (0) =
1. Observing that Qgpr(1) is negative monotonic, as established in (i), it follows that
Qsp(p > 0) < 1, which completes the proof. (iii) Using Bernoulli-L’Héspital’s Rule,
limy, 00 Qsar(p) = 0. O

Proof of Proposition 2. (i) First note that Yy, = W™ /W is continuous. From Eqgs. (4)
and (17b):

12288 + 348164 + 3424042 + 12976 + 1299 + 35447
3(1 + p) (64 + 564 + 3p2)2 ’

Tars(p) = (29)

11



which is clearly decreasing for p > 0, since:

Mus(p) 3(3u% + 56 + 64) (30)
o \(1299u* + 1297643 + 34240u2 + 36° + 348164 + 12288)2

x (10152 4 59328 + 1794564 + 243° + 28569642 + 2211844 + 65536) < 0,

and is strictly convex for p > 0, since:

PYars() _ 24 (31)
op? (1299% + 129763 + 3424042 + 3645 + 348164 + 12288)3

% (2014031380483 + 1399974789122 + 545595064324 + 1785696092164,
+ 1018496778241 4 386178887685 + 1026170265617 + 200934000048

+ 265008240.° + 1850688010 + 5948641 + 6561112 + 9126805504) > 0.

(ii) First, note that Yjr5(0) = 1. Second, it follows from the strict negative monotonicity
of Trrs(u) as established in (i), that Tpyrs(pu > 0) < 1. (iil) Using Bernoulli-L’Hdspital’s
Rule, lim,, oo Tars(p) = 3240,/4320. O

Proof of Proposition 3. (i) First note that Qgp(p) = II°/TIP is continuous. From Egs.
(4) and (17a):

Qsar (1) = 8(68 + 1791 + 160p2 + 404%) (1201 + 59u? 4 64 + 313 (3u? + 56 + 64)
SMH) = 9(8 + 9 + 4p2)2(207p4 + 360013 + 1056042 + 112644 + 4096)

(32)

which is clearly increasing (decreasing) in p if p is sufficiently small (large), since:

Msp(p) _ 8
o 9(8 + 9p1 + 4p2)3(2074% + 36004% + 1056042 + 112644 + 4096)2

x (—174315274241 — 1637456281642 + 815954657281 + 300426264576
+ 488007536640.° + 4726736005125 + 2920147248647 + 1154128320164

+ 280592270971° + 384418234810 4 2533188961 4 60933602 — 3489660928).
(33)

12



Setting Eq. (33) equal to zero and solving for u yields, 4 = e 22 0.3495 (4 d.p.). Given:

0*Qsp(p)

16
ou? (3(8 + 9 + 4p2)4(207u4 4 36003 4 105602 + 112644 + 4096)3>
x (—8456618807132164 — 4286940002123776,% — 12672640309264384 1>
— 23973745492230144p* — 294369907850608644° — 21318466171568128:°
— 3576595470090240." + 10929409200062464.° 4 143675463900405764.°
+ 9868024438793472*0 + 43946644900463361 + 1317772443151044 .12
+ 262788896301381 '3 — 73942156967936 + 3343649227041641*

+ 25387199962564° + 1029820346646 + 16817673601 7), (34)

Qgnr(p) is clearly strictly concave (convex) for sufficiently small (large) values of p1. Setting
Eq. (34) equal to zero yields u = f =2 1.199 (3 d.p). (ii) Using Bernoulli-L’Héspital’s Rule,
lim,, 00 Qgar(p) = 0. (ili) First, note that Qgxs(0.3495) > 1, whilst Qg/(0) < 1 and from
(i), lim,— 00 Qgas () = 0. Given the properties of Qgar (1) from (i), we know that Qgar (1)
must equal unity at two points in the relevant range of . Setting Eq. (32) equal to unity

and solving for p, we find the roots p = ¢ = 0.349 and p = h =2 0.350 (3 d.p.). O

Proof of Proposition 4. (i) First note that T ps = WP /W¥ is continuous. From Egs. (7a)
and (17b):

4(144p* + 632> + 124102 + 10844 + 376) (1 + ) (32 + 564 + 64)2

9(8 + 9 + 41:2)2 (12990 + 129763 + 3424042 + 365 + 348164 + 12288)
(35)

Tps(p) =

which is clearly increasing (decreasing) for sufficiently small (large) values of u, since:

ps(u) < 4
o
X (312 + 56 + 64)(—8806465536 — 254138122244% — 40627978240
— 38899857408 — 220794251521° — 626785352015 + 222363204."
+ 862537792.% + 3318066431° + 6574064440 + 63516964

+ 13305612 — 1300234240), (36)

13

9(8 + 9p + 4p2)3(1299u* + 1297643 + 3424042 + 365 + 34816 + 12288)2

)



and is clearly strictly concave (convex) for sufficiently small (large) values of p, since:

0*Tps(p)

32
2 (9(8 T 9p + 42) (1299, + 129763 + 3424042 + 3645 + 348164 + 12288)3>
x (—183270721286307844 — 1052055052358778882 — 36017088777053798443

— 8254293196343869441* — 13434884548554915841° — 1604454731011850240°
— 14299806725025300481.7 — 9566636659542753281° — 4784156058876456961.°
— 175977789100670592,,1° — 45842990698845024 11 — 7621631524112918,12

— 448042813761015% — 1425104508551168 + 148732848593492;,14

+ 5278860783792041° + 8924481301365.¢ + 8976576993127

+ 50651845344, + 1415169792'° + 14370048.%°). (37)

ii) First, note that Y ;5(0) = 1. Second, it follows from the strict negative monotonicity
)

of Tps(p) as established in (i), that YTars(n > 0) < 1. (iii) Using Bernoulli-L’Héspital’s
Rule, lim,, oo Trrs(p) = 3240/4320. O

14
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