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ABSTRACT
The Impact of Information Sharing on Supply Chain
Performance

Yao Zhao

This thesis is motivated by the impact that information technology has had
on supply chain management. In particular, information technology has changed
the way companies interact with suppliers and customers. For example, in quick
response, suppliers receive Point-of-Sales (POS) data from retailers and use this
information to improve their forecast and better manage production and inventory
activities.

Our objective is to study the value of information sharing and how to effec-
tively utilize demand related information in supply chains. For this purpose, we
develop and analyze two models, the first one focuses on inventory cost reduction in
a two-stage supply chain where the manufacturer has a limited production capacity.
The second model characterizes the forecast accuracy improvement in a multi-stage
supply chain facing stationary and correlated demand.

The thesis starts by analyzing a periodic review, two-stage production-inventory
system with a single capacitated manufacturer and a single retailer facing stochas-
tic demand. The manufacturer receives demand information from the retailer even
during time periods in which the retailer does not place orders. Assuming a finite
time horizon, we characterize the optimal production-inventory policy for the man-
ufacturer, explore the policy structure, and study the optimal frequency and timing
in which information should be shared.

We then analyze a similar model in infinite time horizon. First, we provide a new
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and simple proof for the optimality of the cyclic order-up-to policy under average
cost criterion. Then, using Infinitesimal Perturbation Analysis (IPA) we quantify
the impact of information sharing, as well as the impact of the frequency and timing
of information sharing on the manufacturer’s performance.

In the last part of the thesis, we consider a distribution system with a single
manufacturer, a single distribution center and multiple non-identical retailers in
infinite time horizon. The retailers place orders periodically, the distribution center
transfers the aggregated orders from the retailers to the manufacturer. Assuming
stationary and correlated external demands, we quantify the impact of sharing the
order and demand information of individual retailers on the manufacturer’s forecast

accuracy.
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Chapter 1

Introduction

1.1 Background and motivation

Information technology is an important enabler of efficient supply chain strategies.
Indeed, much of the current interest in supply chain management is motivated by the
possibilities introduced by the abundance of data and the savings inherent in sophis-
ticated analysis of these data. For example, information technology has changed the
way companies interact with suppliers and customers. Strategic partnering, which
relies heavily on information sharing, is becoming ubiquitous in many industries.

As observed by Stein and Sweat (1998), sharing demand related information
vertically among supply chain members has achieved huge impact in practice. Ac-
cording to Stein and Sweat, by ”exchanging information, such as Point of Sales
(POS), forecasting data, inventory level and sales trends, these companies are re-
ducing their cycle times, fulfilling orders more quickly, cutting out millions of dollars
in excess inventory, and improving customer service.”

To understand the impact of information sharing, consider traditional supply

chain strategies. Supply chains are highly complex systems with multiple production



and storage facilities. A typical supply chain consists of raw material suppliers,
assembly manufacturers, distributors and retailers. It is often managed in a decen-
tralized manner, i.e., each stage is managed based on information received from its
immediate suppliers and customers (decentralized information) and the objective of
the stage is to maximize profit with no, or very little regards, to its impact on other
stages in the supply chain (decentralized control). Thus, each stage makes locally
optimal decisions based on the orders placed by its customers, and the replenishment
lead time provided by its suppliers.

Such a decentralized information and control system faces significant challenges.
For example, ordering information flow may be distorted in the sense that the vari-
ation of orders tends to increase as one moves up the supply chain, a phenomenon
known as Bullwhip effect. The Bullwhip effect was first observed in practice by
companies such as Procter & Gamble and Hewlett-Packard, and later quantified by
Lee, Padmanabhan and Whang (1997a, b), and Chen, Drezner, Ryan and Simchi-
Levi (2000). Lee et al. identified the sources of Bullwhip effect to be: promotional
activities, inflated orders, order batching and price variation. Chen et al. (2000)
show that traditional forecasting methods such as moving average and exponential
smoothing also contribute to the increase in variability, that is, they also play an
important role in the bullwhip effect. They also show that transferring demand in-
formation across supply chain partners can significantly reduce the Bullwhip Effect
but it will never eliminate it.

The impact of the Bullwhip effect can be very significant. Indeed, the increase
in order variability implies that the firm needs to increase safety stock levels, or

otherwise service levels decrease. In addition, it is difficult to manage resources,



e.g., labor, equipment and transportation, effectively. More importantly, companies
are slow to respond to market changes because of the distortion in market signals.

The question, of course, is how to match demand and supply with minimal
inventory? In particular, the challenge is to do that in supply chains with long
production and transportation lead-times, and short product lifetime. To address
these challenges, a number of trends have emerged in supply chain strategies, all of
which take advantage of the abundance of information available in today’s supply

chains:

Quick Response: In this strategy, retailers share with the suppliers Point-Of-
Sales (POS), inventory levels and forecast data, as well as information on pro-
motional events. With the visibility of current demand and inventory levels,
suppliers can better forecast and schedule their production-inventory activi-
ties, and provide better service to their customers. Indeed, information sharing
can reduce the demand uncertainty to such an extent that suppliers can build
inventory well in advance of receiving a promotional order (Fahrenwaid, Wise
and Glynn, 2001). Of course, the ability of suppliers to prepare in advance
of an incoming order implies that they can reduce lead-times to the retailers.
This, together with an improved fill rate, allows retailers to reduce inventory
levels and the Bullwhip Effect, see Chen et al. (2000). For example, Milliken
and Company, a U.S. based textile and chemicals manufacturer, asked its retail
partners not only to provide the manufacturer, Milliken and Company, with
demand information, but also to provide the same information to its suppliers,
so that Milliken and Company can synchronize its production schedule with

its suppliers. This allowed Milliken and Company to reduce replenishment



lead-time to its retailers from 18 weeks to 3 weeks (Simchi-Levi, Kaminsky

and Simchi-Levi, 1999).

Collaborative Planning, Forecasting and Replenishment (CPFR): Many
companies not only share information with their supply chain partners, but
also jointly make decisions to improve supply chain performance. Specifically,
in CPFR, companies share information and also collaborate on forecasts, pro-
motional activities and production strategies. One of the most cited examples
is that of Wegmans grocery chain and Nabisco. The two companies use CPFR
on 22 items. Nabisco sales force developed a forecast for these items, which was
compared with Wegmans’ own forecasts. The pilot was successful: Nabisco
sales grew by 31%, while Wegmans sales increased by 16% with a surprising

18% decrease in inventory.

Henkel, the worldwide manufacturer of adhesives, consumer brand name prod-
ucts and industrial specialties, collaborates with its customer Eroski, Spain’s
largest food distribution group, by combining their complementary knowledge
of the market. In particular, Eroski brought to the partnership its understand-
ing of sales dynamics and promotions, while Henkel provided an expertise on
its products. Thus, Eroski focused more on the impact of promotion on sales,
while Henkel focused more on synchronizing demand planning with its produc-
tion planning. By integrating information of promotion, new product introduc-
tion and local activities into one forecast, these companies increased forecast
accuracy, improved customer service and reduced inventory level (Fahrenwaid,

Wise and Glynn, 2001).



Vendor Managed Inventory (VMI): A different type of collaboration between
retailers and suppliers based on information sharing is VMI. In this strategy,
the supplier determines not only her production schedule, but also the ship-
ments and inventory policies at retail facilities. Thus, VMI is a centralized
control strategy, in which the objective is to optimize decisions for the entire
supply chain. We refer readers to Simchi-Levi, Kaminsky and Simchi-Levi

(1999) for more details.

All these trends have one thing in common: they require retailers to transfer
demand information to their suppliers, and sometimes even to their suppliers’ sup-
pliers. However, sharing information also posses significant challenges. As reviewed
in Lee and Whang (1998), the challenges include: incentive issues, confidentiality
of the information shared, anti-trust regulations, reliability and cost of information
technology, the timeliness and accuracy of the shared information, and finally the
development of capabilities that allow companies to utilize the shared information
in an effective way.

In this thesis we focus on Quick Response. Our objective is to quantify the
benefits of information sharing and identify strategies that allow companies to utilize
information in an effective way. Evidently, an important related challenge, also
addressed in this thesis, is associated with the frequency and timing of information

sharing.

1.2 Objectives and contributions

The second and third chapters of this thesis are motivated by the Milliken and

Company example described earlier. As observed, Milliken and Company reduced



replenishment lead-time to the department stores from 18 weeks to 3 weeks by imple-
menting Quick Response. Although the underlying intuition is clear, i.e., demand
information can help suppliers better prepare for incoming orders, issues such as
when information sharing provides significant cost savings and how manufacturers
can use this information most effectively in a make-to stock production system, are
not well understood.

To address these issues, we considered a two-stage supply chain with a single
manufacturer having a finite production capacity and a single retailer facing inde-
pendent demand. The manufacturer produces to stock and the retailer manages her
inventory using an order-up-to inventory policy. Because many companies place or-
ders periodically while they can share information with their partners continuously,
we assume that the manufacturer can receive demand information from the retailer
even during time periods in which the retailer doesn’t place orders.

Specifically, we assume that the retailer has a fixed ordering interval. That
is, every T time periods, e.g., four weeks, the retailer places an order to raise his
inventory position to a certain level. The manufacturer receives demand information
from the retailer every 7 units of time, 7 < 7. For instance, the retailer places
an order every four weeks but provides demand information every week. This is
clearly the case in many retailer-manufacturer partnerships in which orders are
placed by the retailer at certain points in time but POS data is provided every day
or every week. In all these cases, POS data is provided to the manufacturer more
frequently than retailer orders. We refer to the time between successive orders as
the ordering period and the time between successive information sharing as the

information period. Of course, in most supply chains, information can be shared



almost continuously, e.g., every second, while decisions are made less frequently, e.g.,
every week. Thus, information periods really refers to the time interval between
successive use of the information provided.

Our objective is to characterize the benefit of information sharing for the man-
ufacturer, as well as to understand what can be done to make information sharing
most beneficial, e.g. how frequently should information be shared and when should
it be shared so that the manufacturer can realize the potential benefits.

For this purpose, we analyze the model in a finite time horizon and in an in-
finite time horizon setting. Throughout the thesis, we compare the following two
strategies. In the first strategy, referred to as no information sharing, the retailer
does not share information with the manufacturer except for orders. In the second
strategy, referred to as information sharing with optimal policy, the retailer
shares demand information with the manufacturer at the end of each information
period. We assume that the manufacturer knows the external demand distribution
for each information period, and uses an optimal strategy to schedule production
so as to minimize his own expected holding and shortage cost. For the finite horizon
model, we also considered a third strategy, referred to as information sharing
with greedy policy. In this strategy, the retailer shares demand information with
the manufacturer just as in the previous strategy, but instead of the optimal policy,
the manufacturer uses an heuristic that is easy to implement in practice, based on
demand and shortage in the previous information period, as well as his production
capacity.

This part of the thesis makes the following contributions:



e For the finite horizon case we characterize the structure of the optimal pro-

duction inventory policy.

e For the infinite horizon case we characterize the optimal production-inventory
policy under both discounted and average cost criteria. In particular, we
provide a new and simple proof for the optimality of the cyclic order-up-to

policy under average cost criterion.

e Using a computational study, we report on the impact of information sharing
on the manufacturer’s cost as a function of the production capacity and the
frequency and timing in which demand information is transferred from the

retailer to the manufacturer.

The fourth chapter of this thesis considers a simple distribution system with a
single manufacturer, a single cross-docking distribution center (DC) and multiple
retailers. In such a system, the retailers place orders to the DC, the DC aggregates
the orders from various retailers and transfers the orders to the manufacturer. This
chapter is motivated by our observation that many manufacturing companies gen-
erate forecast only based on the history of aggregated orders received from DCs.
That is, typically manufacturers do not utilize demand and order information of
individual retail stores when generating forecasts. This is the case either because
the information is not available to the manufacturer or because the benefits of these
information is not clear even if they are readily available.

For example, we are aware of a cosmetic manufacturing company that generates
forecast for its manufacturing facilities only based on the aggregated orders placed

by distribution centers, which in turn serve some 2000 retail stores. Interestingly



enough, in this case the demand and order information of individual retail stores is
available to the forecaster but, for some reason, the manufacturer chooses to ignore
the available information.

Assuming stationary and correlated external demands, we analyze the follow-
ing two cases: In the first case, which we refer to as no information sharing, the
manufacturer only receives the aggregated orders from the distribution center. In
the second case, which we refer to as information sharing, the manufacturer not
only receives the aggregated orders, but also the order and demand information of
individual retailers. Our objective is to quantify the impact of information sharing
on the manufacturer’s forecast accuracy.

This part of the thesis makes the following contributions:

e We analyze the impact of information sharing on the manufacturer’s forecast

accuracy, and compare it to the forecast accuracy without information sharing.

e Using a computational study, we report on the impact of information shar-
ing on the manufacturer’s forecast accuracy as a function of the number of
retailers, transportation lead-time and the number of historical data included

in determining the forecast.

1.3 Literature review

In this section we review the literature on models involving information sharing and

its impact on supply chain partners. We focus on

e Batch Ordering Models

e Advance Demand Information Strategies
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e Correlated Demand Models
e Models that involve Promotional Activities

1.3.1 Batch ordering

Chen and Zheng (1997) compare the optimal installation stock and echelon stock
policies for a simple two-stage serial system with batch ordering. In an installation
stock policy, the inventory policy of each facility is determined so as to minimize the
expected supply chain cost, thus the supply chain is under centralized control. But
each stage is managed based on the corresponding policy using only local informa-
tion available to this stage (local information). In an echelon inventory policy, while
the objective remains the same, each stage is managed using information from all
of its downstream facilities (centralized information). Chen and Zheng observe that
the value of centralized stock information is insignificant for their test examples.
Similarly, Chen (1998) studies multi-stage serial production-inventory systems, and
compares the optimal echelon inventory policy (centralized information) with the
optimal installation inventory policy (local information). Assuming i.i.d. external
demand, Chen shows that the benefit of centralized information is 0-9% with a
average of 1.75%, and the benefit increases as lead-times and batch sizes increase.
Cachon and Fisher (2000) study the impact of centralized information on a peri-
odic review single supplier and multi-retailer system under centralized control. They
compared the following three strategies: first, no demand and inventory information
is shared between the retailers and the supplier, and the supplier uses first come
first serve (FCFS) principle to satisfy retailers’ orders. In the second strategy, each

time retailers place orders, they also transfer inventory information to the supplier
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so that the supplier can choose an effective inventory allocation scheme. The third
strategy allows the retailers to transfer inventory information to the supplier each
time period, independent of whether an order is made. This information allows
the supplier to better manage its own inventory as well as more effectively allocate
inventory among the different retailers. Using a computational study, they report
that the gap between the first strategy and the third strategy is 2.2% on average,
and can be as high as 12%. Cachon and Fisher concludes that the benefits of infor-
mation sharing is small, while the benefits of automating transactions maybe much
larger since it helps reducing the lead-times and batch sizes.

Gallego, et al. (2001) consider a decentralized controlled system with one sup-
plier and one retailer. In a decentralized control system each party optimizes deci-
sions by looking at its own costs. The supplier, however, is charged with a penalty
costs proportional to its backlogged level. The supplier uses a base-stock policy
while the retailer uses a (@, r) policy. All policies are continuously reviewed. With
continuous information sharing, the supplier knows exactly the retailer’s inventory
position at any time. She can reduce her cost by delaying her orders until the re-
tailer’s inventory position drop to a certain level. Thus, the supplier can obtain
substantial benefits from information sharing, while the retailer maybe slightly bet-
ter off, or even worse off due to the delayed supplier lead-time.

Another paper focusing on decentralized controlled distribution system is by
Aviv and Federgruen (1998). They analyze a single supplier multi-retailer system
where retailers face random demand and share inventories and sales data with the
supplier. Since it is quite difficult to find the optimal policy for the entire system,

these authors use heuristics. Specifically, they analyze the effectiveness of a VMI
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program where sales and inventory data is used by the supplier to determine the
timing and the amount of shipments to the retailers. For this purpose, they compare
the performance of the VMI program with that of a traditional, decentralized system,
as well as a supply chain in which information is shared continuously, but decisions
are made individually, i.e., by the different parties. Their focus in the three systems
analyzed is on minimizing long-run average cost. Aviv and Federgruen report that
information sharing reduces system wide cost by 0% to 5% while VMI reduces cost,
relative to information sharing, by 0.4% to 9.5% and on average by 4.7%. They
also show that information sharing provides substantial benefits for the supplier,
but almost zero benefits for the retailers.

So far, all the papers either report limited benefits of information sharing for
the entire supply chain under centralized control, or substantial benefits but only
for the supplier under decentralized control. Cheung and Lee (2002) shows that
it is possible to design policies to take advantage of the shared information and
bring substantial benefits for both the supplier and the retailers in a decentralized
distribution system. Specifically, they show how information sharing can help the
supplier better coordinate shipments and rebalance the inventory level among a
number of retailers in a single supplier/multi-retailer system. They assume that
each partner uses continuous review (@, r) policies, and the supplier and retailers
are located in a close proximity so that a single truck can serve all retailers in one trip.
By receiving demand and inventory information from the retailers, the supplier can
send out a shipment whenever the accumulative demand from all retailers reaches the
truck load. Their computational results show that utilizing the shared information

in this way can reduce both the retailers’ and the supplier’s inventory holding costs
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without increasing transportation cost.

The papers described above consider the impact of information sharing on the
entire system. Gavirneni, Kapuscinski and Tayur (1999) focuses exclusively on the
party receiving the information. They analyze a simple two-stage supply chain with
a single capacitated supplier and a single retailer. In this periodic review model,
the retailer makes ordering decisions every period, using an (s, S) inventory policy,
and transfers demand information to the manufacturer every period, independent of
whether an order is made. Assuming the retailer can acquire from another supplier
any part of the order that manufacturer can not satisfy, they show that the benefit,
i.e., the supplier cost savings, due to information sharing, increases as production

capacity increases and it ranges from 1% to 35%.

1.3.2 Advance demand information strategies

Advance demand information strategies have been used in practice and analyzed in
academia for quite some time. Hariharan and Zipkin (1995) studied a single-stage
inventory system in which customers place orders well ahead of their due date.
Hariharan and Zipkin refer to the time between the placement of the order and the
due date as the customer lead-time. They show that the customer lead-time has the
exact opposite effect as that of replenishment lead-time. That is, the effect of longer
customer lead time is identical to the impact of shorter replenishment lead time.
Gallego and Ozer (2001) extend this idea to allow customers to place partial
orders ahead of the due date. The customers can modify but cannot cancel the
orders as the due date draw closer. The problem is then modeled as a Markov De-

cision Process (MDP) with state space of multiple dimensions. Assuming unlimited
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production capacity, they find that a state dependent (s,S) or a base-stock policy
are optimal depending on whether the model incorporates setup cost. They quan-
tify the benefits of advance demand information through a numerical study and find
that system performance can be improved as customers place orders further into the
future. This is, of course, quite intuitive: since future demand is partially known,
demand uncertainty is significantly reduced.

Ozer and Wei (2001) extend the results above to include finite production ca-
pacity. They report that a state dependent modified base-stock policy is optimal
under discounted cost criterion if there is no setup cost. If the setup cost is non-zero,
a heuristic policy, first introduced by Gallego and Wolf (2000), is utilized: either
produce up-to full capacity or nothing. Using a computational study, Ozer and Wei
report the benefits of advance demand information and observe that the benefit
increases as capacity utilization increases.

Chen (2001) integrates advance demand information with price discounts by
assuming that customers are willing to accept longer delays if the supplier offers
price discounts in return. He discusses how such price discounts should be given,
how firms should make use of the advance demand information to manage inventory,
and what are the advantages and disadvantages of this strategy, both from revenue

and inventory cost points of views.

1.3.3 Correlated demand processes

All the models reviewed so far assume independent demand processes. A number of
recent papers quantify the benefits of information sharing when the external demand

is correlated in time.
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Lee, So and Tang (2000) consider a two-stage supply chain with a single man-
ufacturer and a single retailer. In their model, external demand follows an AR(1)
process, and the supply chain members use periodic review base-stock policies. Ob-
serve, that since the demand process is not i.i.d., the retailer’s base-stock levels may
vary from period to period. They considered a traditional model without informa-
tion sharing as well as a model in which the retailer transfers demand, inventory
policy and forecast data to the manufacturer each time she (the retailer) places an
order. They make two important assumptions: (i) the retailer can return excessive
inventory to the manufacturer without charge if her inventory position is higher
than the target base-stock level, and (ii) the manufacturer is not able to utilize the
order history to calculate the actual demand. Under these assumptions, they report
that information sharing can help the manufacturer reduce inventory cost substan-
tially. The percentage cost saving increases as demand correlation or transportation
lead-time between the supplier and the retailer increases.

Raghunathan (2001) points out the weakness of the assumption that the supplier
is not able to utilize the order history to calculate actual demand. He argues that
information sharing has zero benefit if the supplier is intelligent enough so that it can
retrieve all the demand information from the order history given that it knows the
retailer’s inventory control policy. Thus, he concludes that only sharing information
of unexpected events, e.g. promotion, is beneficial.

Finally, Aviv (2002) explores the value of sharing market signals in a two-stage
distribution system, where a single supplier serves multiple retailers. Market signals
are defined to be the portion of demand uncertainty observable in advance, e.g.,

the impact of weather or promotion on demand. Furthermore, the demand process
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can be characterized by a linear regressional form that depends on early market
signals. He discusses and compares the following three supply chain configurations:
In the first setting, the supplier and retailers coordinate their policy parameters in
order to minimize system-wide costs, but they do not share their observed market
signals. In the second setting, the supplier uses VMI without receiving the market
signals observed by the retailers. In the third setting, all demand related information
are shared between the supplier and the retailers in addition to the VMI strategy.
Assuming an AR(1) external demand process, Aviv demonstrates through numerical
examples that sharing market signals will likely be more beneficial for the entire
supply chain as demand correlation increases, and as companies are able to explain

larger portion of demand uncertainty.

1.3.4 Other sources

So far customer demand was modeled as exogenously determined stochastic process.
Iyer and Ye (2000) study the impact of sharing promotion related information, e.g.,
the timing of retail promotion, on a decentralized controlled supply chain with a
single retailer and a single manufacturer. In their model, the retailer can choose a
pricing scheme to maximize her expected profits and customer demand is assumed
to be sensitive to price. The manufacturer uses all information available to generate
an inventory policy that maximizes her expected profits subject to the service-level
requirement. Iyer and Ye observe that (1) if the retailer does not share promotion
related information with the manufacturer, the increased fluctuation in demand
will decrease the manufacturer’s profits; (2) if the retailer shares promotion related

information with the manufacturer, then both the retailer and the manufacturer can
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benefit from promotions.

Finally, it is appropriate to observe that all the literature reviewed so far focuses
on information sharing from the downstream facilities to an upstream facility. Re-
cently, Yu and Chen (2001) study the impact of sharing supply related information,
e.g., production schedule, from an upstream to a downstream facility. The basic idea
is to use information as a tool to reduce supply uncertainty, and hence safety stock
at the downstream facility. Specifically, Yu and Chen study a single supplier and
single retailer system, in which the supplier makes her production schedule visible
to the retailer so that the retailer can better estimate the lead time for each order.
They compare this system with a traditional system without information sharing
and show that the retailer can achieve substantial cost savings from information

sharing.

1.3.5 Summary

To summarize, research on the benefits of information sharing and supply chain
collaboration is still in its early stage. Significant achievements have been made,
while many issues are still not well understood. For instance, what is the impact
of information sharing on a supplier with limited production capacity? How can
suppliers use the shared information most effectively in a quick response type of
partnership? In particular, how often should information be shared? If information
cannot be used continuously, when should it be shared? More importantly, how
can a capacitated supplier take advantage of the information shared even at times
when orders are not placed? And finally, how can suppliers improve their forecast

accuracy by using the demand and order information of individual retailers in a
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multi-retailer distribution system? Some of these questions are answered in this

thesis.

1.4 Structure of the thesis

The thesis is organized as follows: In Chapter 2, we study a single product, periodic
review, two-stage production-inventory system with a single manufacturer and a
single retailer in a finite time horizon. The manufacturer has finite production ca-
pacity and the retailer faces independent demand. Assuming that the manufacturer
can receive demand information from the retailer even during time periods in which
the retailer does not place orders, we characterize the optimal production-inventory
policy for the manufacturer, and quantify the impact of information sharing on the
manufacturer’s cost and service level.

In Chapter 3, we analyze a similar model in an infinite time horizon. We provide
a new and simple proof for the optimality of the cyclic order-up-to policy under
average cost criterion. Using extensive computational analysis, we quantify the
impact of information sharing as well as the impact of the frequency and timing of
information sharing on the manufacturer’s performance.

Finally, in Chapter 4, we consider a single product distribution system with a
single manufacturer, a single distribution center and multiple retailers in infinite
time horizon. The retailers place orders periodically and use an order-up-to policy
to control their inventory. The distribution center serves as a cross docking point
and transfers the aggregated orders from the retailers to the manufacturer. Assum-
ing stationary and correlated external demands, we compare a supply chain with

information sharing to a supply chain without information sharing. When there is
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no information sharing the manufacturer’s forecast is based on the historical data
of aggregated orders received from the DC. In a system with information sharing,
the manufacturer’s forecast is based on the historical data of external customer’s
demand as well as orders from each retailer. Using an analytic and a computational
study, we quantify the impact of information sharing on the manufacturer’s forecast
accuracy.

The results described in this thesis appear in Simchi-Levi and Zhao (2001a),
Simchi-Levi and Zhao (2001b), and Simchi-Levi and Zhao (2002).



Chapter 2

A capacitated two-stage supply
chain: finite time horizon

In this chapter, we consider the simple two-stage supply chain in a finite time hori-
zon. Our objective is not only to characterize the benefit of information sharing, but
also to understand what can be done to make information sharing most beneficial,
e.g. how frequently should information be shared and when should it be shared so
that the manufacturer can realize the potential benefits.

This chapter is organized as follows: In Section 2.1, we set up the models for the
three strategies described in Chapter 1. In addition, we identify the policies used
by the manufacturer, discuss their properties and show the value of information
sharing. In Section 2.2, the optimal timing of information sharing is discussed. In
Section 2.3, we compare the performance of the three strategies using a numerical

study. Section 2.4 concludes the chapter.

2.1 Models

We consider a single product, periodical review, two-stage system with a single

retailer and a single manufacturer. External demand faced by the retailer every

20
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information (ordering) period is an i.i.d. random variable. To simplify the analysis,
we assume that the retailer controls her inventory position (outstanding order plus
on-hand inventory minus backorder) by an order-up-to policy with constant order-
up-to level, i.e., in every ordering period, the retailer raises her inventory position
to a constant level. All unsatisfied demand at the retailer is backlogged, thus the
retailer transfers external demand of each ordering period to the manufacturer.
The manufacturer has a production capacity limit, i.e., a limit on the amount the
manufacturer can produce per unit of time. The manufacturer runs her production
line always at the full capacity limit. Our objective is to compare the performance
of the three strategies (see Chapter 1) in a finite time horizon.

The sequence of events in our model is as follows. At the beginning of an ordering
period the retailer reviews her inventory and places an order to raise the inventory
position to the target inventory level. The manufacturer receives the order from
the retailer, fills the order as much as she can from stock, then makes a production
decision. If the manufacturer cannot satisfy all of a retailer’s order from stock,
then the missing amount is backlogged. The backorder will not be delivered to the
retailer until the beginning of the next ordering period. Notice that changing the
manufacturer’s policy may affect the manufacturer’s service level, thus the retailer’s
performance. It will be interesting to study the impact of information sharing on the
entire system with both the manufacturer and the retailer. This problem may involve
incentive issues and coordination between the manufacturer and the retailer, which
we would like address in future studies. In this thesis, we choose to focus exclusively
on the manufacturer and assume that the retailer can adjust her order-up-to level

to meet her objectives. Finally, transportation lead-time between the manufacturer
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and the retailer is assumed to be zero. Similarly, at the beginning of an information
period, the retailer transfers the POS data of the previous information period to the
manufacturer. Upon receiving this demand information, the manufacturer reduces
this demand from her inventory position although she still holds the stock, then
makes a production decision.

Throughout this chapter, we equally divide each ordering period into an integer
number of information periods unless otherwise mentioned. Thus, N = T'/7 is an
integer and it represents the number of information periods in one ordering period.
We index information periods within one ordering period 1,2,..., N where N is
the first information period in the ordering period and 1 is the last. Let C' denote
the production capacity per information period, 7, while C' denotes the production
capacity per ordering period, T. Hence, C = NC. Finally, ¢ denotes the production
cost per item.

Since we calculate inventory holding cost for each information period, we let h be
the inventory holding cost per unit product per information period. Let 0 < § < 1
be the time discount factor for one information period, evidently, one unit of product
kept in inventory for n information periods, n = N, N — 1,....,1, will incur a total
inventory cost h, = h(1+ 3+ ---+ "7!). To keep the consistency of notation, let
ho = 0. It’s easy to see that the earlier the manufacturer makes a production run in
one ordering period, the longer she will carry the inventory, thus the more holding
cost she will have to pay. Penalty cost is charged at the end of each ordering period
and thus, let m be the penalty cost per backlogged item per ordering period. We
use D to denote the end user demand in one information period, 7. D is assumed

to be i.i.d., with fp(-) (Fp(:)) being the pdf (cdf) function and p being its mean.
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Finally, > D is the total end user demand in one ordering period, 7.

2.1.1 No information sharing

Recall that in this strategy, the retailer does not share information with the manufac-
turer. Since the retailer uses a constant order-up-to policy and unsatisfied demands
are fully backlogged, her order equals to the demand during the last T periods.
Thus, we assume that the manufacturer knows the external demand distribution for
each ordering period.

Consider a finite horizon model with M ordering periods and N information
periods in each ordering period. Ordering periods are indexed in a reverse order,
that is, 0 is the index of the last ordering period in the planning horizon, while M —1
is the index of the first ordering period. The ¢th information period, i = 1,2,..., N,
in ordering period m, m = 0,1,..., M — 1 is referred to as the m/N + ¢ information
period.

Let U +i(x) be the minimum expected inventory and production costs from
period mN + 7 until the end of the planning horizon, when we start period mN + ¢
with an inventory position z.

It is easy to verify that W;n ~n+i(T, 1), the expected inventory and production cost
in information period mN +i given that the period starts with an inventory position
x and produces in that period y — x, only depends on 7. So we use WZ./ to represent

/

w,

N4 for the ith information period, and write it as follows.

/ fely—x)Fhialy—x), i=2,..,N
Wi(@y) _{ ey — 1)+ E(L(y, 2 D)), i=1

where L(y, > D) = hy(y =S D)" +7(X D — )", and E(L(y,5 D)) is the expec-

tation of L(y, > D) with respect to > D. In the very first information period, i.e.,
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in information period NM, a cost of hyz™ will be charged for the initial inventory
position. In the very last information period, i.e., in information period 1, inventory
holding cost for items left at the end of the planning horizon is charged at a level
of hy per unit product.

Let the salvage cost Uy(-) = 0. If the initial inventory position is zero, then,

U/ (x) — minISySI+C{Wi: ('T’ y) + ﬂU;nN/—l—z—l(y)}7 Z - 2, ceey ]\/v7 vm
mN+i ming <y<,+c{W; (z,y) + BE(U,,yri1(y — X D))}, i=1,Ym.

To find the optimal policy, for m = 0,..., M — 1, we rewrite the dynamic program

as follows:
U;nN-H'(x) = —(c+his)z+ VT:ZN—I—Z'('T)? Vi
VmN—l—i (.CE) = minfSySI-FC{‘]mN—i—i/(y)}? Vi
J/ (y) _ cy—i_h’i—ly—i_ﬂUmN—l—i—l(y)?/ [ :27"'>N
A cy + EL((y, D)) + BE(Upyyia(y — £ D)), i=1.

We now discuss properties of the above dynamic program. A straightforward anal-
ysis of the finite planning horizon, see Federgruen and Zipkin (1986b), shows the

following two results:

Lemma 2.1 The set A = {(z,y)|lxr <y < x+ C} is conver. For all m = 0, ...,
M—1andi=1,..., N we have:

(a) E(L(y, > D)), J;nN—l—z'(y)? Vr/n,N—f—i(x) and U;nN—i—z'(x) are Convezr,

(b) U, nsi(x) — 00, when |z| — oo, and

(c) if BN"im > e+ hy-1, then J,,n4:(y) — +oo when |y| — +o0.
See Section 5.1 for a proof.

Lemma 2.2 Let y;, n; be the smallest value minimizing J;nN—f—z'f and x 1is the in-

ventory position at the beginning of period mN + 1. Then, y, ., ts finite and the
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optimal production-inventory policy is to produce

0; r = y;an—l—i
Ymnei — T 0< ypne — T <C
C; otherwise.

A third, quite intuitive property, is that given two policies that produce the same
amount in a given ordering period, a cost-effective policy will postpone production
as much as possible during the ordering period. Of course, this property does not
need any proof.

We use dynamic programming methods to solve for 3’ in single and multiple

ordering period cases.

2.1.2 Information sharing with optimal policy

In this strategy, the retailer provides the manufacturer demand information every
information period and the data is used by the manufacturer to optimize production

and inventory costs. We consider the following two cases:

One ordering Period

We start by considering a single ordering period with N information periods.
We follow the convention that N is the first information period and 1 is the last
information period. Let I, be the manufacturer on-hand inventory level at the
beginning of the nth information period; D, represents the demand during the nth
information period. We use z,, = I,, — Zf\inﬂ D;. Thus, z, is inventory position
at the beginning of the nth information period. Let y, be the inventory position at
the end of n'* information period after production in this period but not taking D,

into account. That is, y, is equal to x,, plus the amount produced in the nth time

period.
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Let U,(z,) be the minimum total inventory and production costs from the be-
ginning of nth information period until the end of the planning horizon, given an
initial inventory position x,. To simplify notation, we drop the index n from x,, y,

and D,; this will cause no confusion. Clearly,

Ui(z) = ming<y<arc{cly — )+ E(L(y, D))}

Un(z) = mingcy<orc{c(y — ) + hp1(y —2) + BE(Un-1(y — D))},
n=2-- N—1

Un(r) = mingcy<orc{c(y — o) +hyi(y — )+ BE(Un-1(y — D))} + hnyo™

1)
Unsold product at the end of the ordering period are charged at a rate of hy dollars
per unit. As before, L(y, D) = hy(y — D)"4+7(D — y)™ and E(-) is the expectation
with respect to D, the demand in one information period. Observe that the holding
cost for y — x items produced in information period n is h,_1(y — z), since these
items are kept in inventory from the end of period n until the end of period 1.

Rearranging the equations above, we get:

U(x) = —cx+ Vi(x)
Vi(z) = ming<y<arc{1(y)}
Jily) = cy+ E(L(y, D))

Up(x) = —(c+ hp_1)x + Vy(x)

Va(r) = ming<y<erco{n(y)} (2)
n = 2,.,.N—1

Unv(z) = —(c+hy1)r+hyet + Vi(z)

%N, (ZL") = minzgyér—I—C{JN(y)}

In() = cy+hyay+BEUy(y— D))

Multiple Ordering Periods

Using the same notation as in the no information sharing model, it is easy to

verify that W;, the expected inventory and production cost in the information period
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mN + i given that the period starts with an inventory position x and produces in

that period y — x, can be written as follows.

Wiz, y) = ¢i(x) + 0i(y), (3)
where
—cx, 1=1
¢i(z) = { —(c+ hi—1)x, otherwise,
() = cy+ E(L(y, D)), i=1
vily (c+ hi—1)y, otherwise,
and

Ly, D) = hn(y = D)" +7(D —y)".

Thus, the following recursive relation must hold.
Unn+i(®) = mingcycorc{Wilz, y) + BE(Unn+i-a(y — D))},

which can be written as,

Unnyi(r) = ¢i(z) + Viangi(z)
Vinyi(®) = ming<y<ero{Imn+i(y)} (4)
Jmnti(y) = i(y) + BE(Unnvioa(y — D)).

Of course, in the very first information period of the whole planning horizon, we
have to add hyz™ to Upyn(z) to account for the holding cost for initial inventory.
This is identical to what we did in the no information sharing model.

Similar properties to Lemma 2.1 and Lemma 2.2 can be shown for this model.

Specifically,

Lemma 2.3 The set A = {(x,y)|z <y < x+C} is convex. Forallm =0,..., M —1
and 1 =1,..., N we have:

(a) E(L(y, D)), Jmn+i(y), Vinn+i(2) and Upnn+i(x) are convez,
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(b) Upn+i(z) — 00, when |x| — oo, and,

(c) if BN > c+ hn_1, then Jyn+i(y) — +oo when |y| — +oo.
See Section 5.2 for a proof.

Lemma 2.4 Let y; n.; be the smallest value minimizing Jynyi, and x is the in-
ventory position at the beginning of period mN + 1. Then, y; ., ts finite and the

optimal production-inventory policy is to produce

0; x 2 y;an—f—i
Ymnei — T 0< ypne — T <C
C; otherwise.

The question is whether one can identify the relationship between the optimal
order-up-to-levels of two consecutive information periods. Intuitively, delaying pro-
duction until close to the end of the ordering period should allow to reduce inventory
holding cost. The risk, of course, is that delaying too much may lead to a short-
age, due to the limited production capacity. Thus, the next property characterizes
sufficient conditions under which postponing production as much as possible is prof-

itable.

Proposition 2.1 If Pr(D > C) = 0, then Yy < Yrniiois Jor i = 2,..,N;

m=0,1,.... M —1.

Proof: We prove the result for the last ordering period, i.e. m = 0. Forn =2,..., N,

rewrite equation (2) as following,

E(Voi(yn — D))
= E{miny, p<y, ,<y.—p+c[Jn-1(yn-1)]}-

O
s
—~
<
S
SN—
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Let ,, be the smallest value minimizing Q,(y,). Observe that y* ,, the minimizer
of Jn—1(y), satisfies

Qn(Yn—1) = E{min[J—1(yp_1)]}-

This is true since Pr(D > C') = 0, which implies that y_, is feasible in
Y1 — D <y, 1 <y, —D+C,

for all realization of D. Hence, 7,, <y’ ;. Furthermore, we notice that the difference
between J,(y,) and Q,(y,) is a linearly increasing function, so the first-order right-
hand derivative of .J,, is positive at y*_; (The first-order right-hand derivative exists
for J,, because J, is convex). Finally, since J, is convex, the result follows. The
proof for all other ordering periods is identical. il

In practice, of course, the assumption that Pr(D > C) = 0 may not always hold
and thus the question is whether one can identify other situations where we can
characterize the relationship between y;; and y;_;.

Observe that if Pr(D > C) > 0, then 7, > y*_,, since Qn(yn) > Qun(y:_;) for
Yn < Y _q. Thus, a result similar to Proposition 2.1 can not be proven.

Since J,(yn),n = 1,2,..., N is convex, it is continuous and right-hand differen-

tiable. Hence, define A = % to be the right-hand derivative. We have

Adulya) = (1= B)e+ (hn-1 = Bhn-2) + ABQu(yn) |
= (1= B)c+ (hnr — Bhns) + BI " Ay 1 (yo — D) fp(D)dD

B Gyt DJn1(yn — D) fp(D + C)dD,
Clearly, if AJ,(y:_;) > 0, then from the convexity and the limiting behavior of J,,,

we have y* < y*_,. Thus, plug in y_,

AJn(Yp1) = (L = B)c+ (hp—1 — Bhy—s) + ﬂ/:oAJn_1(yZ_1 — D) fp(D + C)dD,
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where AJ,_1(y* _; — D) <0 for D > 0. Since it’s not clear whether AJ,(y* ;) > 0,

we use numerical methods to evaluate AJ,_; in our computational study.

2.1.3 The value of information sharing

In this subsection we quantify the benefits from information sharing in a model with
M ordering periods and each of which has N information periods. Our focus is on
the extreme case in which production capacity is infinite so that the manufacturer
only needs to produce in the last information period. Notice that the sequence of
events in our model excludes a make to order policy when production capacity is
infinite. That is, in our model, the manufacturer will satisfy the order only from her
on-hand stock. If the manufacturer does not have enough stock on hand, she will
pay penalty cost for backlogging the missing amount. We can regard this model as
the limiting case as the production capacity approaches infinity.

First, consider the no information sharing strategy. The cost function for the

last ordering period is

/

By(z) =cly—x)+ L(y,Y D) =—cx+gly, > D)),

where x is the initial inventory position at the beginning of the ordering period, y is
the target inventory position, Y D, is the total demand in the kth ordering period

and
9(y,>_ D)) =cy+ Ly, D).
Let a = 3" be the time discount factor for one ordering period. Since salvage

cost is equal to zero, the total cost in M ordering periods is

M-1

B;W(.CEM) = Z @m[—cxM—m + g(?lM—m; Z DM—m)]’

m=0
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given that the initial inventory position of the planning horizon is x,;. Since z,, =

Ymi1 — 2o Dypyq form =M —1,---,1, a straightforward calculation shows that

E(By(zn)) = —can+ B[N 30 (9(ynr—m: > Das_m) — COYnrr—m)
+aM gy, S DY) + M am eSS Dy,

where E(+) is the expectation with respect to demand - D,,,, m = M, M —1,--- 1.

Since our focus is on the trade-off between information and inventory, we ignore

production cost in our model. Hence,

M-1

E(By(xa) = E[XZ o™ Llysr—m, > D), ],

m=0

where y,, > x,, form =M, M —1,---,1.

To simplify the model, we assume that demand has independent and identical
increments, and define D, to be the demand in any time period of length ¢, thus
Dr =% D and D; = D. Let G(y,t) = E(L(y, D;)). Following Heyman and Sobel
(1984), it can be shown that if Pr{Dr < 0} = 0, a myopic policy is optimal.
Further, let y7. be the optimal order-up-to level for the myopic policy. If the initial
inventory position x,; < y7, then U]/V[N(.CEM), the minimum expected inventory cost
from information period M N to the end of the planning horizon satisfies

1—aM

U]/WN('TM) = G(yr, T).

l—«a

In order to obtain analytic result, we further assume that demand D; can be
approximated by N(tu,tc?). Notice that in this case Pr{D; < 0} > 0. One way of
avoiding this problem is to choose p and o so that Pr{D; < 0} < ¢, where € > 0 is
a very small number.

Let ®(-) be the standard normal cumulative distribution function, and ¢(-) be
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the standard normal density function. Hence,

Gy, t) = hn[Y (y—&E)[p,(§)dE + 7 [7(§ —y) [p,(€)dE
= 7(tu—y)+ (hn +7) [2(y — &) fp,()dE.

We denote v = , and z, = ®7(v). From the analysis of the celebrated news

v
T+ hn
vendor problem, we know G(y,t) reaches its minimum at y; = tu + z,v/to. Let

n= 5—\2?;&, hence,

Gy;.t) = wtp— (hy +m) [ 20 (tp + Vion)d(n)dn
= (hy +m)Vlok

where k = — [ né(n)dn.
Next, consider the information sharing strategy. The cost function for one or-

dering period is

C(y — T+ DT—T) + L(y>DT)7

where z is defined in the same way as in the no information sharing strategy, y
is the target inventory position of the last information period by taking Dr_., into
account, Dp_. is the realized demand in information periods N, N —1,...,2, and
D, is the demand in the last information period. That is, Dr_, + D, is demand
realized in this ordering period. For simplicity, let D' = Dy_, and D = D;.

Assuming zero production cost and following the same procedure, we have

M-1

E(Bu(znm)) = E[Y o™ L(yasr—m, Dar—m)],

m=0

with v, > x,, — D;n form=M,M —1,--- 1. Thus, if the initial inventory position

<yt U _1—C¥MG *
ry < yi Uun(owr) = T—a (y7. 7).

These results lead to the following observations for the model with infinite pro-

duction capacity:
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e Information sharing has the same fill rate as no information sharing.

e The expected cost in the information sharing strategy is proportional to /7
while expected cost under no information sharing is proportional to vT =
\/N—T, where NN is the number of information periods in one ordering period.
Thus, the percentage cost saving due to information sharing (defined as the
ratio between cost saving due to information sharing and the cost of no infor-

mation sharing) is proportional to 1 — /(1/N),

e This implies that, if the initial inventory position is low so that we can reach
optimal order-up-to level, then 4 information periods will reduce total cost by

50% relative to no information sharing.

2.1.4 Analysis of non-dimensional parameters

Our objective in the analysis of non-dimensional parameters is to identify the param-
eters which may have an impact on the percentage cost reduction due to information
sharing. For simplicity, we focus on a single ordering period, but a similar method
can be applied to the problem with any number of ordering period.

Dividing both sides of Equation (1) by hyNpu, we get

U(xz) . i(y—x) 1
hnNp a L<LH<HHL+LQ{hN Nu - hnNp /L(%f)fD(f)df}
Nu=Npu=Np N H

Let n = NLM’D/ — %7 it is easy to see that fp(§) = %FD(Q = g_gpr(]\% <
£

N—M) - %FD/(]\%) = NLMfD/(n). Hence,

v [ L0 0(0dE = [(G =)+ 7= 3 ) ()
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/—L /_L /—L _//L /—i /_ Ul / / .
Let x _N,u’y _NM>C_hN7p_CV>7T _h,N7U1_h/NN,uandL(y7/’7)_

(' —n)t+7 (n—y')*. We omit ’ from the notation without creating any confusion,

and we can rewrite the non-dimensionalized function U; as follows:

Ui@) = _min {ely—a)+ [ Lly.n) fo(n)dn}.

réyér—l—%;
A similar technique can be applied to U, (z) for n = 2,..., N. Hence,
. Ry
Un(z) = mmzéyéwﬁi{c(y —z)+ th (y — )+ BEU,1(y — D)},
n=N-—-1,..2
. hyn_
UN('T) = mlnrgygr—l—%%{c(y - 'T) + f]LVNl (y - 'T) + ﬂEUN—l(y - D)} + a7

Thus, the percentage cost reduction associated with information sharing relative to
no information sharing depends only on the following non-dimensional parameters:
p, N, m, ¢, fand fp(n), where p is the capacity utilization pu/C, N is the frequency
of information sharing, 7 and ¢ are the non-dimensionalized penalty and production
costs, and fp(n) is the probability density function of the non-dimensionalized de-
mand. In our computational study, we will focus on the impact of these parameters

on the benefit from information sharing.

2.1.5 Information sharing and the greedy policy

In this strategy, we apply a simple heuristics that makes production decisions so as
to match supply and demand. Such a greedy heuristic represents a special case of
the policies commonly used in practice. The reason that we study this policy is to
understand the benefits of using information optimally versus heuristically.
Specifically, the manufacturer produces in every information period, n = N —

1,N —2, ...,2 an amount equal to

min{c> Dn+1 - .CE;},
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where z;, = min{0, z,,} is the shortage level at the beginning of the nth information

period. In the first information period, i.e., n = N, the manufacturer produces
min{C, —xy}.

Finally, in the last information period, i.e., n = 1, the inventory level is raised to
a certain level determined by production capacity, inventory at the beginning of
the information period, production and inventory holding costs, and the demand
distribution. This can be done by solving a news vendor problem with capacity

constraint (please Lee and Nahmias 1993 for a review of news vendor problems).

2.2 Timing of information sharing

An important question in information sharing is when to share information? To
simplify the analysis, we focus on the single ordering period model and assume
that the retailer can share information with the manufacturer only once during the
ordering period. Intuitively, the higher the production capacity per unit time is, the
later the time information may be shared. Of course, the later time information is
shared, the more accurate the information on demand during the ordering period but
the smaller the remaining production capacity, i.e. the product of the per unit time
production capacity and the remaining time until the end of the ordering period.
For instance, if production capacity per unit of time is very high, information should
be transferred and used almost at the end of the ordering period. As production
capacity per unit of time decreases, we expect that it is optimal to share information
earlier. Thus, our objective is to find (1) the optimal time to share information, and

(2) the parameters which may affect the best timing for sharing information.
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In order to find the optimal timing, we need to develop a continuous time model.
For this purpose, all notations associated with information period will be changed
to per unit of time, while the others remains the same. Hence, h is the inventory
holding cost per unit of time; C'is the production capacity per unit of time; and D is
customer demand per unit of time with mean p. Finally, we set 3 = 1 in this section
for simplification. Similar to the discrete time model, production is assumed to take
place at the full capacity rate C' until the target inventory position is reached.

Consider an ordering interval [0, 7] and a given ¢t < T, let T' — t be the time
when information is shared. Thus, t = 0 (f = T") implies that information is shared
at the end (beginning) of the ordering period. We assume that customer demand
D, in any time interval of length 7 is Poisson(ru). This implies that customer
demand at any time interval [t,t + 7] C [0,7] of length 7 depends only on 7 and
not on t, and demand in different time intervals (not overlapping) is independent.
The dynamic program is formulated below. Given that information is shared after
T — t units of time, let Uy(z,t) (Us(z,t)) be the minimum expected inventory and
production costs from the time information is shared (the time the ordering period

starts, respectively) to the end of the horizon given an initial inventory position x.

Uy(z,t) = ming<y<ztrr—neicly —x) + Ha(z,y,t) + E(Ui(y — Dr—,t))} (6)
Ui(z,t) = ming<y<opo{c(y — )+ Hi(z,y,t) + E(L(y, D))}

where

HQ(x>y>t) = T x hX.ﬁE++hth (E(DT—t)_-T)+% y_CVx )
h(y— )
Hi(z,y,t) = hxtxz+ . I ot
L(y,D) = Txhx(y—D)" +mx(D-y)"
The first term of Hs represents the holding cost for initial inventory. The facts that

production line always runs at its full rate C', and the manufacturer will postpone
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production as much as she can, explain the last term of Hy, H,. The middle term
of Hy and the first term of H; come from the fact that the inventory accumulated
in the first part of the ordering period (before information sharing) will be carried
throughout the second part of the ordering period. Assuming the initial inventory
position to be x and the order-up-to level in the first part to be y, then it equals
hxtx(y—z)=hxtx(y—Dr_t+Dr_y—x) = hxtx(y—Dr_t)+hxtx(Dr_s—zx).
Take the expectation with respect to Dr_; and notice that y — Dp_; is the initial
inventory position at the beginning of the second part of the ordering period, then
we obtain the expression for Hy, H,.

If ¢ is fixed, then it is easy to show that Vi(z,y,t) = c(y — z) + Hy(x,y,t) +
E(L(y, Dy)) is jointly convex in both z and y (since the Hessians of Hi(z,y,t),

Hs(x,y,t) are positive semi-definite). This observation implies the following.
Proposition 2.2 U(xz,t) and Us(x,t) are convez in .

Proof: : We start by proving that Uy(x,t) is convex in x. Suppose we have x1, x2,
x1 # 9, and yf, y5, where Uy(xq,t) = Vi(z1, 95, t) with 2y < yf <21+ (T —t)C and
Ur(za,t) = Vi(2a,y5,t) with 2o < ys <o+ (T'—t)C. Let T = Az + (1 — A\)x2 and

7= Ay; + (1 — N)y3, obviously, for any A € (0,1), T <7 <7+ (T —t)C. Hence,

U(E1) = min{V(Ey.0[F <y <7+ (T —1)C)
Vi(T,7,t)
)\‘/I(xl7y>1k7t) + (1 - )\)‘/1('%27y>2k7t)

)\Ul(.iEl,t) + (1 — )\)Ul(.iEg,t).

[VAVANI

To prove that Us(z,t) is convex, observe that since Uy (x,t) is convex in z, thus

‘/g(lﬂ,y,t) = C(y - .CE) + HQ(x>y>t) + E(Ul(y - DT—t>t))
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is jointly convex in x and y. Applying the same proof as before, we can show that
Us(z,t) is convex in z. 1

Unfortunately, it is not clear whether or not E(U;(y — Dy, t)) and Us(x,t) are
convex in t. Thus, for any given ¢, we can compute the optimal y efficiently by using
Proposition 2.2. But to find the optimal timing of information sharing, we need to
discretize the ordering period and use enumeration.

We further analyze the impact of the timing of information sharing when the
retailer can transfer demand information to the manufacturer twice an ordering
period. Consider an ordering period [0,77], let 0 < t; <ty < T be the times when

information is shared, then the following dynamic program holds,

U3(x>t1>t2) = minr§y§r+t10{c(y _-T) +K3(:1:,y,t1) +E(U2(y_ Dt17t1>t2))}
Us(z, 11, 12) Ming <y<ot (6, —t)c{(y — @) + Ka(2,y, t2) + E(Ur(y — Diyty,t2)) }
U1 (.CE, t2) = minISySI-F(T—tz)C{c(y - .CE) + Kl (.CE, y) + E(L(y> DT—tz))}>

2
where Ks(z,y,t1) =T x hx at + %K%L + (T —t1) x hx (y—x), Ko(z,y,t2) =
_ )2 N2

%% + (T —ty) x h x (y —x), Ki(z,y) = %% Similarly, we can show
Us(z,t1,t2), Us(x,t1,t2) and Uy (x,ts) are convex in x. Since it is not clear whether
Us(z,t1,t2) is convex in ¢y, to, we will compute the optimal timings by discretization
of the ordering period and enumeration.

Finally, we identify the non-dimensional parameters which may affect the optimal
timing. We divide Equation (6) by hT?u, let 2’ = Ti,u’ y = Tl,u’ t = %, ¢ = TLh’

_ oo~ U _ Uy '+ _ _H, '+ _ _Hy _ D

P = %7 T = Th7 Ul - hT2M7 U2 - hT2,u Hl - hT2M7 H2 - hT2M7 D = T,u and
L'y',n) =W —n*+7(n—y)". Weomit’ from the notation without creating

any confusion, and rewrite the non-dimensionalized functions U;(z,t) and Us(z,t)
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as follows:

Usl,t) = min, o {ely = 2) + Hale,,t) + By = Dyt 1)}

Urw.t) = mingeye,y {ely— ) + Hi(e.y.1) + B(L(y. D)}
where Ho(x,y,t) =2t +t(1—t—x)+ g(y —x)?, Hi(z,y,t) =tx + g(y — )% and
L(y,D) = (y — D)" 4+ 7n(D —y)". This analysis shows that the non-dimensional
optimal timing is a function of only p, 7, ¢ and fp(-), of which we will study the
effects of p and 7 in the following section.

In the case when information can be shared twice in one ordering period, a

similar non-dimensional analysis shows that the non-dimensional optimal timings

t1/T,t2/T are functions of only p, 7, ¢ and fp(-).

2.3 Computational results

In this Section, we use computational analysis to develop insights on the benefits
of information sharing. Our goal is two-fold: (1) determine situations where infor-
mation sharing provides significant cost savings compared to supply chains with no
information sharing; (2) identify the benefits of using information optimally com-
pared to using information greedily. Our focus is on the manufacturer’s cost and
service level.

According to Section 2.1.4, we examined cases with variations on the following
non-dimensional parameters: production capacity over mean demand, the number
of information periods in one ordering period, the time when information is shared,
coefficient of variation of demand distribution and finally the ratio between penalty
cost and inventory holding cost.

We set production cost equal to zero, and focus on holding and penalty costs.
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Let inventory holding cost per ordering period to be equal to a constant 0.4 $
per unit product for all cases. Thus, the inventory holding cost per information
period is 0.4/N where N is the number of information periods within one ordering
period. Penalty cost varies from 1.9 to 7.9 $ per unit and takes the following values
1.9,3.4,4.9,6.4,7.9. In all cases of our computational analysis, the time discount
factor [ is assume to be 1.

Let initial inventory at the beginning of the first ordering period, z, to be equal
to zero. To simplify the calculation, we use discrete probability distributions for
customer demand in one information period. In our study, we consider discrete
distributions such as Poisson, Uniform and Binomial. In addition, we also analyze
the following discrete distributions: the first, referred to as Discl, demand takes
values from the set (0,1,3,6) with probability (0.1,0.3,0.5,0.1) respectively. In
the second, referred to as Disc2, demand takes the same values with probability
(0.05,0.2,0.7,0.05), respectively.

The dynamic programming algorithms allow us to find the cost associated with
the first two strategies. For the third strategy, the newsboy model allows us to find
the optimal order-up-to level in the last information period of every ordering period,
while the cost associated with the strategy is estimated through simulation. Finally
simulation results provided us with service level for all three strategies. Following
convention, we measure service level by type one fill rate, which is defined to be the
expected fraction of ordering periods in which no backorders occur.

In the simulation models, each system is simulated 40, 000 times. The fill rate is
calculated as follows: let X; be a random variable taking the value one if demand (at

the end of the ordering period) is satisfied with no shortage in the ith run, and zero
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otherwise. Our estimation of the type one fill rate is the sample mean X = ¥, X; /n,
where n is 40,000. Since our estimation of the standard deviation of X; is equal to
X (1 — X), which is less than 0.5, thus, the length of a 95% confidence interval of
the fill rate is no more than 0.0098. Similarly, when we estimate the average cost for
the third strategy using simulation, we can ensure that a 95% confidence interval
has a length no larger than 0.098.
The following discussions are based on our computation results for models with
one ordering period and four information periods unless otherwise mentioned. For

multi-ordering period planning horizon, similar results are obtained.

2.3.1 The effect of information sharing on the optimal pol-
icy

Table 1: The impact of production capacity

demand distribution | capacity/ED | Penalty /Holding costs | order-up-to-levels
Poisson(5) 1.2 8.5 (8,9,9,8)
Poisson(5) 1.6 8.5 (2,5,7,8)
Poisson(5) 2 8.5 (-4,1,5,8)
Uniform(0,1,...,9) 1.22 8.5 (10,10,10,8)
Uniform(0,1,...,9) 1.67 8.5 (4,6,8,8)
Uniform(0,1,...,9) 2.11 8.5 (-2,2,6,8)
Binomial(0.5,10) 1.2 8.5 (6,7,7,7)
Binomial(0.5,10) 1.6 8.5 (0,3,5,7)
Binomial(0.5,10) 2 8.5 (-6,-1,3,7)

In this subsection we analyze the impact of capacity, penalty cost and demand
variability on the optimal policy when information is shared.
Table 1 presents the effect of production capacity for three different distributions

of demand in one information period. For each demand distribution, we increase
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production capacity over average demand (the column capacity/ED) and calculate

the order-up-to-level in all information periods. Thus, the last column represents

the order-up-to-level for each of the four information periods.

Observe that

e Proposition 2.1 holds for almost all cases except the one for which capacity is

very tight, e.g., capacity/ED =1.2.

e As capacity increases, the difference between order up to levels in different

information periods increases. The intuition is clear: as capacity increases,

the optimal policy delays production as much as possible.

e The order-up-to-levels in the first few information periods may be negative,

which implies that the inventory position can be negative.

Table 2: The impact of penalty cost

Demand distribution | capacity/ED | Penalty /Holding costs | order-up-to-levels
Poisson(5) 1.6 4.75 (0,3,6,7)
Poisson(5) 1.6 12.25 (3,6,8,8)
Poisson(5) 1.6 19.75 (5,7,9,9)

Uniform(0,1,...,9) 1.67 4.75 (1,4,7,8)
Uniform(0,1,...,9) 1.67 12.25 (5,7,9,9)
Uniform(0,1,...,9) 1.67 19.75 (7,8,9,9)
Binomial(0.5,10) 1.6 4.75 (-1,2,5,6)
Binomial(0.5,10) 1.6 12.25 (1,4,6,7)
Binomial(0.5,10) 1.6 19.75 (2,4,6,8)

Table 2 analyzes the impact of penalty cost. In this table, we increase the ratio

of penalty to holding costs from 4.75 to 19.75 for each demand distribution. The

table demonstrates that
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e As penalty cost increases, the order-up-to-level increases.

e As penalty cost increases, the difference between order up to levels in different

information periods decreases.

Table 3: The impact of demand variability

Demand distribution | coefficient of variation | order-up-to-levels
Uniform(3,4,5,6) 0.25 (-3,1,4,6)
Uniform(2,3,...,7) 0.38 (-1,2,5,7)
Uniform(1,2,...,8) 0.51 (3,5,7,8)
Uniform(0,1,...,9) 0.64 (7,8,9,9)

Table 3 presents the impact of demand variability. In this case the capacity over
average demand was kept constant, at a level of 1.67 for all cases, while penalty
over holding cost was 7.9 for all cases. It is easy to see the demand coefficient of

variation has a similar impact as the penalty cost. That is,
e As the coefficient of variation increases, the order-up-to-level increases.

e As the coefficient of variation increases, the difference between order up to

levels in different information periods decreases.

In Table 4 we consider two ordering periods with four information periods in
each one. We observe that the differences in the order-up-to-levels for the same
information periods between two consecutive ordering periods are small relative
to the average total demand in one ordering period. For example, in the case of
Binomial demand distribution, the maximal difference is 2 while the average total

demand in one ordering period is 20.
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Table 4: Two ordering periods

Demand distribution | capacity/ED | Penalty/Holding costs | order-up-to-levels

Poisson(5) 1.6 475 (0,3,6,7,0,3,6,8)

Poisson(5) 2 4.75 (-6,1,4,7,-6,1,4,8)
Uniform(0,1,...,9) 1.67 4.75 (1,4,7,8,1,4,7,8)
Uniform(0,1,...,9) 2.11 4.75 (-5,0,5,8,-5,0,5,9)
Binomial(0.5,10) 1.6 475 (-1,2,5,6,1,2,5,3)
Binomial(0.5,10) 2 4.75 (-7,-2,3,6,-8,-2,3,7)

2.3.2 The effect of capacity

To explore the benefit of information sharing as a function of production capacity, we
illustrate in Figure 1 the percentage cost savings from information sharing with the
optimal policy relative to no information sharing for five demand distributions. For
each demand distribution and each capacity level, we consider the cases where the
ratio of penalty cost to holding costs in one ordering period is 4.75. Similar results
can be obtained at other values of penalty over inventory holding cost, and we will
discuss the impact of penalty cost later. Our computational study reveals that as
production capacity increases, percentage cost savings increases. Indeed, percentage
cost savings increases from about 8% to about 35% as capacity over mean demand
increases from 1.2 to 3. This is quite intuitive, since as capacity increases, the
optimal policy would postpone production as much as possible and take advantage of
all information available prior to the time production starts. For instance, in case of
infinite capacity, it is optimal to wait until the last information period and produce
to satisfy all demand realized so far plus an additional amount based on solving
a newsboy problem (see Section 2.1.3). Similarly, if there is limited production

capacity, then information is not very beneficial since the production quantity is
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Figure 1: The impact of production capacity.

mainly determined by capacity, not based on realized demand. Finally, from fill-
rate point of view, our computational study reveals that information sharing with
the optimal policy and the no information sharing strategies have almost identical
fill rates.

To explore the effectiveness of information sharing with the greedy policy, we
provide in Figure 2 the percentage cost savings of information sharing with the
optimal policy relative to information sharing with the greedy policy under similar

conditions as above. The Figure illustrates that



46

70

£
>
© 40 - /
(7))
% 30 — — /
o —e—Disc
o\o 20 i —=— Disc2 ( M\/
—&— Possion(5)
= Uniform(0,1,..., 9)
10 |7 —*—Binomia(0.5,10)
o I I I I 1
0 1 2 3 4 5

Capacity/Mean demand

Figure 2: The benefits of using information optimally.

e information sharing with the optimal policy reduces cost by at least 15% rel-
ative to information sharing with the greedy policy and the savings can be as

much as 50-60%.

e When capacity is tightly constrained, the savings provided by information
sharing with the optimal policy is relatively high. This is because the greedy
policy only responds to demand and does not build safety stock until the last
information period. In the last information period, if capacity is very tight,
the greedy policy may not be able to build as much safety stock as needed,

thus results in heavy penalty cost. On the other hand, the optimal policy can
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Figure 3: Fill rates: the optimal policy vs. the greedy policy.

start building safety stock from the beginning of the ordering period by taking

advantage of excessive capacity in all information periods.

As capacity increases, the benefit from information sharing with the optimal
policy relative to information sharing with the greedy policy decreases first and
then increases again. This is true, since as capacity becomes very large relative
to average demand, information sharing with the optimal policy will postpone
production as much as possible, while information sharing with the greedy
policy will build inventory starting from the beginning of ordering periods,

thus results in heavy inventory holding cost.
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Figure 3 shows the difference between type-one fill rates for information sharing
with the optimal policy and information sharing with the greedy policy as a function
of production capacity for various demand distributions. The figure demonstrates
that when capacity is relatively tight, the difference in the fill-rates may be sub-
stantial. However, as capacity increases, the two strategies have almost identical

fill-rates.

2.3.3 The effect of penalty cost

To explore the benefit of information sharing as a function of the penalty cost, we
present in Figure 4 the percentage cost savings with information sharing relative
to no information sharing. The Figure illustrates the percentage cost savings as a
function of the ratio between penalty cost and inventory holding cost for various
capacity levels. Demand distribution in one information period is assumed to be
Uniform(0,1,---,9).

The Figure 4 illustrates that

e When capacity is tightly constrained (e.g. capacity/mean demand =1.2), the
percentage cost saving could decrease as penalty cost increases. This is ex-
plained as follows: when capacity is tightly constrained, the total cost for both
the no information sharing and information sharing strategy increases quite

fast as penalty costs increases. Thus, the percentage saving decreases.

e When capacity is not tightly constrained, the benefit from information sharing
increases initially as penalty cost increases. As Kapuscinski and Tayur (1998)
points out, benefit from information sharing eventually decreases as penalty

cost becomes very large.
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2.3.4 The effect of the number of information periods

To explore the benefit of information sharing as a function of the number of informa-
tion periods, we present in Figures 5 the percentage cost savings with information
sharing relative to no information sharing for two production capacity levels. The
number of information periods, N, was 2,4,6 and 8 while the length of the ordering
period was assumed to be constant in all the models. The demand distribution
during the entire ordering period is assumed to be Poisson(A) with A = 24, hence
demand in a single information period follows Poisson(A/N). Similarly, the total

production capacity, and the inventory holding cost per item, in the entire ordering
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period are kept constant and are equally divided among the different information

periods. The ratio of penalty to holding cost is 4.75. Figure 5 illustrates that

e As the number of information periods increases, the percentage savings in-

creases.

e Most of the benefits from information sharing is achieved within about 4 infor-
mation periods. That is, the marginal benefit is a decreasing function of the
number of information periods. Specifically, the benefit achieved by increasing

the number of information periods from 4 to 8 is relatively small.
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Figure 6: The impact of the timing of information sharing.

e Define the maximum potential benefit from information sharing to be the per-
centage cost reduction when the manufacturer has unlimited capacity. A man-
ufacturer with production capacity twice as much as mean demand can achieve
a substantial percentage of the maximum potential benefit, e.g., when the fre-
quency of information period is 4, the manufacturer can obtain about 50% of

the cost benefit that a manufacturer with unlimited capacity can achieve.

2.3.5 Optimal timing for information sharing

In this subsection we analyze the impact of the time(s) when information is shared

on the manufacturer’s total inventory and penalty costs.
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Sharing information once in one ordering period

Figure 6 presents the manufacturer’s total cost as a function of the time when
information is shared, assuming that the manufacturer can only share information
once in one ordering period. The Figure provides the normalized manufacturer’s
cost as a function of a normalized time. That is, time is normalized and is mea-
sured from 0 to 1, while the cost is normalized by the cost of carrying one ordering
period’s expected demand for one ordering period. Thus, 0 in x coordinate implies
that information is shared at the beginning of ordering period, and 1 means that
information is shared at the end of the ordering period and hence can not be uti-
lized. Demand distribution is assumed to be Poisson(10) and penalty over holding
cost equals 4.

In Figure 7 we study the impact of the production capacity and penalty cost on

the optimal timing of information sharing. These figures illustrate that

e Asinformation sharing is delayed, the manufacturer’s total cost first decreases
and then increases sharply. The cost reaches its maximum when information

is shared at the beginning or end of one ordering period.

e The optimal timing for information sharing is not in the middle of ordering
period for any combination of production capacity and penalty cost, rather,

it’s in the later half of the ordering period.

e Both the production capacity and penalty cost have minor effects on the opti-
mal timing of information sharing. For all combination of production capacity
and penalty cost, the optimal timing is somewhere between 0.75 to 0.9 of

normalized time, and very close to 0.8 on average.



53

c
o
® i
E 0.9
S
£
o 0.8 -
£
-
» 0.7
s
E‘D 0.6 - :?P:nalty/Holing cost=4
= —-—20
©
E 05
I3
(@)
04 T T T T 1
0 0.2 0.8 1

0.4 0.6
Mean-demand/Capacity

Figure 7: Optimal timing for information sharing with different penalty cost.

e When capacity is very large, it is appropriate to postpone the time when
information is shared to the last production opportunity in this ordering pe-
riod; interestingly, this is also the right thing to do when capacity is tightly
constrained, i.e., postpone the time when information is shared until the last
production opportunity. This contradicts our initial expectation (Section 2.2);
one possible explanation is that when capacity is very tight, the production
schedule mainly depends on capacity instead of information. Thus, early de-
mand information will not provide much help for the manufacturer, a better
choice for her is to build as much safety stock as she can until the last pro-

duction opportunity, when she can check demand information to see whether
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Figure 8: The impact of the timing of information sharing.

she needs to produce more or not, before the demand is finally realized.

Sharing information twice in one ordering period

Figure 8 presents the manufacturer’s total cost as a function of the times when
information is shared, assuming that the manufacturer can share information twice
in one ordering period. Similar to the previous Section, the Figure provides the
normalized manufacturer’s cost as a function of a normalized time. Demand distri-
bution is assumed to be Poisson(10), penalty over holding cost equals 4, and the
production capacity is twice as much as the mean demand. Figure 9 illustrates the

manufacturer’s cost as a function of ¢; /7" for given /7.
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In Figure 10 we study the impact of the production capacity and penalty cost
on the optimal timings of information sharing. The higher curves are the optimal
timing for the second information sharing, and the lower curves are the optimal

timing for the first information transferring. These figures illustrate that

e Sharing information twice an ordering period may help the manufacturer
achieve substantially more benefits than sharing information once, e.g. in Fig-
ure 9, the manufacturer’s maximum cost saving increases from 14.6% (once

an ordering period) to 20.7% (twice an ordering period).

e The optimal timing of the first information sharing varies significantly as the
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Figure 10: The impact of capacity and penalty cost on the optimal timing.

ratio between mean demand and production capacity changes, and it ap-
proaches the end of the ordering period as the ratio tends to zero. The ratio
between penalty and holding cost also has an impact on this optimal timing,

especially when capacity utilization is neither very high nor very low.

e The optimal timing of the second information sharing varies slightly for differ-
ent ratios between the mean demand and production capacity, and approaches

the end of the ordering period as the ratio tends to zero.

e The optimal timing of the second information transferring is unlikely to be

in the first half of the ordering period for all combination of parameters. On



o7

the other hand, the optimal timing of the first information sharing can be
either in the first or the second halves of the ordering period. Indeed, in
our computational results the optimal timing of the first information sharing

varied from 0.22 to 0.82.

2.4 Conclusion

In this chapter, we consider a two-stage supply chain with a single retailer facing i.i.d
demand and a single manufacturer with finite production capacity. In the model, the
manufacturer receives demand information from retailer even during time periods
in which the retailer does not order. By analyzing the model in finite time horizon,
we study the value of information sharing for the manufacturer as well as how the
manufacturer can use the shared demand information effectively.

As for the optimal inventory control policy with information sharing, we find the
following property holds under certain conditions: the optimal order-up-to-levels in
any ordering period increase as we move from the first information period to the
last one. From our computational analysis, we find that even if these conditions do
not hold, the property is still true in most cases except when production capacity is
tightly constrained.

We demonstrate, through an extensive computational study, the potential ben-
efits of sharing demand information in terms of the manufacturer’s cost and service
level. For instance, if the manufacturer has a large capacity, information sharing
can be very beneficial. Indeed, the manufacturer can cut down inventory cost while
maintaining service level to the retailer by using information effectively. One in-

teresting observation is that the manufacturer can realize most of the benefits from
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information sharing if the retailer shares demand information with the manufacturer
only a few times in each ordering period.

If the retailer has only one opportunity to share information with the manufac-
turer, then the best timing to share information is in the later half of the ordering
period. Parameters such as the production capacity and penalty cost have limited
impact on the optimal timing.

Finally, although the greedy policy is easy to implement, it may not perform
well in manufacturer’s costs and fill rate.

In this chapter we focus exclusively on the benefit of information sharing for the
manufacturer. In fact, information sharing can be also beneficial to the retailer if
the retailer and the manufacturer share the benefits. For example, the manufac-
turer can provide a better service level to the retailer in exchange for the demand
information. As we discuss in Section 2.1, this represents a very interesting future
research direction. Another future research direction is the impact of information

sharing on multi-product capacitated production systems in finite time horizon.



Chapter 3

A capacitated two-stage supply
chain: infinite time horizon

In this chapter we extend the analysis of the previous chapter to the infinite time
horizon model. Specifically, we study the value of information sharing in a two-
stage supply chain with a single manufacturer and a single retailer in infinite time
horizon, where the manufacturer has finite production capacity and the retailer faces
independent demand. As before, the manufacturer receives demand information
even during periods of time in which the retailer does not order. Allowing for time
varying cost functions, our objective is to characterize the impact of information
sharing on the manufacturer’s cost and service level.

The optimal control of a periodic review production-inventory system in infinite
time horizon is a classical Markov decision problem with infinite state space and
unbounded cost function. The literature on these problems is quite voluminous, see
e.g., Heyman and Sobel (1984), Bertsekas (1987) and Puterman (1994) for general
theory of Markov decision process; Karlin (1960a, b), Zipkin (1989), Sethi and Cheng

(1997), and Song and Zipkin (1993) for systems with time varying parameters; and
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Federgruen and Zipkin (1986a) and (1986b) for systems with production capacity
constraints.

The work of Aviv and Federgruen (1997) and Kapuscinski and Tayur (1998) is
closely related to our research. These authors analyzed periodic review production-
inventory systems with capacity constraints and time varying parameters. They
show that a modified cyclic order-up-to policy, i.e., a modified order-up-to policy
with periodically varying order-up-to levels, is optimal under both discounted and
average cost criterion. This is done by employing the optimality conditions devel-
oped by Sennott (1989) and Federgruen, Schweitzer and Tijms (1983).

In the next Section we describe our model and identify the main differences
between our model and results and those of Aviv and Federgruen (1997) and Ka-

puscinski and Tayur (1998).

3.1 The model

Consider the infinite time horizon version of the model analyzed in Chapter 2. In
this periodic review model, a single capacitated manufacturer can receive demand
information from a single retailer every 7 units of time, while the retailer places
orders every T time periods, 7 < T. The external demand faced by the retailer
is assumed to be independent, but not necessarily identical, and the retailer uses
an order-up-to inventory policy to control her inventory. In what follows, we focus
on the differences between the model that we discuss here and the model that we
analyze in Chapter 2.

Let N =T/t be an integer which represents the number of information periods

in one ordering period. We index information periods within one ordering period
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1,2,..., N where 1 is the first information period in the ordering period and N is the
last. We use D; to denote the end user demand in information period 7,7 = 1,..., N.
D; is assumed to be independent, its distribution only depends on ¢, and its mean is
defined as ED;. To simplify the analysis, we assume that costs do not change from
information period to information period; later we will demonstrate that our results
can be easily extended to include cases where costs change periodically within one
ordering period but are the same across different ordering periods.

We start by considering a finite time horizon model with M ordering periods.
Index the ordering periods from 0 to M — 1 where the 0 ordering period is the first
one and the M — 1 ordering period is the last one. The finite horizon starts in the
first ordering period at the beginning of the jth information period, 1 < 7 < N.
Consider the ith information period, + = 1,2,..., N, in ordering period m, m =
0,1,..., M — 1. Of course, mN + ¢ > j. We refer to this information period as the
mN + 4 information period. For instance, information period mN + 1 is the first
information period in the mth ordering cycle. We refer to this indexing convention
as a forward indexing process.

Define S; to be the state space for inventory position x at the beginning of
the ith information period, and y — z is the amount produced in that information
period, y € A, and A, is the set of feasible actions. Let &(z,y, D) to be the transition
function and D be the demand. In our case, A, = [z, +C], and &(x,y, D) = y— D.

It is easy to verify that g,nii(z,y), ¢ = 1,2,...,Nyom = 0,...,M — 1, the
expected inventory and production cost in information period mN + ¢ given that

the period starts with an inventory position x and produces in that period y — x
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items, can be written as follows.

cly—x)+ E(L(y,Dn)), i=N

gmN-H'(lU;y) = { c(y . 27) + hN—z’(y — x)7 otherwise,

where E(-) is the expectation with respect to Dy. Since g,n+i(x,y) depends only
on ¢ and not m, we can write gmni(2,y) = ri(z,y), Ym =0,1,..., M — 1 and all
i =,1,...,N. Furthermore, r;(z,y) can be written as the sum of a function of z,

(¢i(x)) and a function of y, (p;(y)) where

bi(2) :{ —cz, i=N

—(c+ hy—i)x, otherwise,

( ): Cy+E(L(y>DN))> =N
vily (c+ hn—s)y, otherwise,

and

L(y, D) = hn(y = D)" +m(D —y)".

Finally, we assume the salvage cost function gy n+1 = 0.

We define the optimal policy under discounted cost criterion as follows. Let
o = {01,09,...} be any feasible policy where oy is a function depending on the
initial inventory position in period k, i.e. o = ox(x) and op(x) € A, for all k. Let
IT be the set of all feasible policies. Define the expected discounted cost from the
1th information period in the first ordering period until the end of the horizon when
M — oo, as

MN )
Ul (z,0) = E( lim 3 B g (ke onlan)) |z = ),

—00 !
k=i

where F(-) denotes the expectation with respect to demand in all information pe-

riods, and z; is the initial inventory position of the ith information period for
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i=1,2,...,N. A policy 0* = {o},05,...} € Il is called optimal under the dis-

counted cost criterion if for all z € S and 1,
U/ (x,0") = inf U (z,0).

To simplify the notation, we define u} (z) = U/ (x, 0%).
Similarly, the optimal policy in infinite time horizon under average cost criterion
can be defined. Following Heyman and Sobel, the performance measure for any

feasible policy 6 = {01, s, ...} € II under average cost criterion is defined as follows,

E{Y " gilak, Ox(an)) |z = 2}
k=1 )

MN —i1+41

Gi(x,0) = limpr— o0 sup(

As before, a policy 0* is optimal if it minimizes G;(z,0) for all z and ¢ over II.

It is easily seen that, in our model of information sharing, except for those pe-
riods in which orders are placed, the cost function ¢;(y) can go to negative infinity
as y — —oo. This implies that the results obtained by both Aviv and Federgruen
and Kapuscinski and Tayur cannot be applied to this model since they all assume
©i(y), for all 4, are bounded from below. To further explain the difference between
this model and previous models, consider following three cases. First, if the manu-
facturer only has inventory holding cost but no penalty cost for all periods, then a
finite optimal policy does not exist, since producing nothing in all periods is clearly
the optimal policy. Second, if the manufacturer has both inventory holding cost
and penalty cost for all periods, then we have the models studied by Aviv and Fed-
ergruen (1997) and Kapuscinski and Tayur (1998). Finally, if in some periods the
manufacturer only has inventory holding cost, while in other periods, she has both
holding and penalty cost, then it is not clear whether there exists a finite optimal

policy if the manufacturer has finite production capacity.
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Thus, the objective of this chapter is two fold: First, characterize the finite
optimal policy for the information sharing model under both discounted and average
cost criterion. Second, identify the conditions under which information sharing is
most beneficial, that is, characterize how frequently information should be shared
and when it should be shared so that the manufacturer can maximize the potential
benefits.

For this purpose, we first develop a new method in Section 3.2 to prove that the
steady-state average cost is finite for any finite cyclic order-up-to policy under certain
non-restrictive conditions. Then, in Section 3.3.1 we characterize the conditions for
cyclic order-up-to policy to be optimal under the discounted cost criterion, and
prove that a cyclic order-up-to policy is also optimal under average cost criterion
(Section 3.3.2). Next, extensive computational study is conducted in Section 3.4,
using the Infinitesimal Perturbation Analysis (IPA), to characterize the effects
of frequency and timing of information sharing. Finally, we conclude the chapter

with a discussion of our results and contributions in Section 3.5.

3.2 Properties of cyclic order-up-to policy

Consider the information sharing problem with the cost function r;(z, y) ~ O(|z|?)+
O(]y|?), where p is a positive integer. Define a cyclic order-up-to policy as a policy
with different order-up-to levels for different information periods, but these levels
are the same for the same information period in different ordering periods. That is,
the order up to level in information period mN + i is the same for all m but may

be different for different ¢, 7 =1,2,..., N.
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In this section we study the Markov processes associated with any cyclic order-
up-to policy and identify conditions under which they are positive recurrent and have
finite steady-state average cost. The conditions are similar to those identified by
Aviv and Federgruen and Kapascinski and Tayur but the analysis is quite different.

Let D;,i=1,---, N be the random variable representing demand in information
period mN +i for all m, demand is assumed to be discrete. Consider a cyclic order-
up-to policy with levels ay, as, - - -, an, and define the shortfall processes {s;,n4+i, m =
0,1,---} for different i = 1,---, N as Sy,n+i = @ — YmnN+i, if we are in period mN + i
and Y.,N1; IS the inventory position at the end of this period before demand is

realized. Hence the dynamics of shortfall are,

(az’—l—l - ai) + Smnti + D — C, if (az’—l—l - az’) + Smn+i + D; > C|
SmN+ir1 = § 0, if 0 < (ajs1 — ;) + Smnti + Di < C|
(@iv1 — ai) + Smn+i + Di, if (aj41 — a;) + St + Di < 0.

Observe that the shortfall can be negative when initial inventory is higher than the
order-up-to level in this period. If excessive stock is returned when the inventory
position is higher than the order-up-to level, then the dynamics of shortfall processes
{srinvgim=0,1,---}fori=1,--- Nis s\, ni1 = (@ip1 —ai+ s,y + D —C)F.
We refer to this policy as an order-up-to policy with returns.

Aviv and Federgruen show that if (1) E(D!) < oo for all positive integers | < p+1
andi=1,---,N, (2) E(XxY, D;) < NC, then for any finite order-up-to policy, the
shortfall process has a finite set of states such that it can be reached with finite
expected cost from any starting state. Kapascinski and Tayur prove that in steady
state, E(|z;|?), E(]s:|?) are finite for order-up-to zero policy under similar conditions
as those proved by Aviv and Federgruen, namely (1) E(D?*?) < oo fori =1,---, N,
(2) BE(ZN, D) < NC.
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Using a new and simpler method based on Foster’s criterion and one of its
extension, we will prove that {z,y+;,m = 0,1,---} (defined to be the inventory
positions at the beginning of mN + ith information period), {ymn+i,m =0,1,---}
(inventory positions at the end of mN + ith information period before demand
realized) and {s,,n1i,m = 0,1,---} (shortfalls) generated by any finite cyclic order-
up-to policy give rise to Markov Chains with single irreducible and positive recurrent
class and finite steady-state average cost under the same condition as Aviv and
Federgruen; that is we require (1) E(D}) < oo for all positive integer [ < p + 1 and
i=1,---,N,and (2) BE(XY, D;) < NC.

Our method is to first show that single irreducible and positive recurrent class
and finite steady state average cost hold true for order-up-to a constant (zero) policy
under these conditions. We then extend the results to any finite order-up-to policy
with returns. Finally, we show that properties such as positive recurrence and finite
steady-state average cost can be transferred from a system using a cyclic order-up-to
policy with returns to a similar system without returns.

We begin our analysis by presenting new proofs for the positive recurrence and
finite steady-state average cost of order-up-to zero policy. To simplify the analysis,

let’s assume Pr(D; < 0) =0, V.

Proposition 3.1 Given an order-up-to zero policy, the inventory positions {Tmn+i,
m=0,1,---}, {ymnti,m =0,1,---} and the shortfall process {smn4i,m =0,1,---}
fori=1,--- N, generate Discrete Time Markov Chains (DTMC) with single irre-

ducible and positive recurrent class if YN, ED; < NC.

Proof: See Section 5.3 for details. i
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The proof that the steady-state average cost associated with an order-up-to zero

policy is finite is based on the following generalization of Foster’s criterion.

Lemma 3.1 A generalization of Foster’s Criterion Consider an irreducible
and aperiodic Markov chain {X,,n = 0,1,---} with a single period cost function
r(+), which is continuous and bounded from below. Assume there exists a potential

function V(-) mapping the state space S to [0,00), and a constant n such that
E{V(Xpt1) = V(Xn)| Xy =2} < —r(x) +n,Vz € S.

Then given an initial state xo with V(xy) < oo, the Markov chain X, has finite

steady-state average cost if X, is positive recurrent.

Proof: See Section 5.3 for details. i
This Lemma is a variation of the generalization of Foster’s criterion by Meyn
and Tweedie (1993) (see Theorem 14.0.1 (f-regularity)). As we will see later, our

generalization allows us to prove the following.

Lemma 3.2 Consider an order-up-to zero policy. If E((D;)*) < oo for all integer
0<k<p+1, Vi and Zf\il ED; < NC, then in steady state

(1) E(|si|?) < oo, E(|z;]?) < 00 and E(|y;|’) < oo foralli=1,---,N,

(2) for 0 < B < 1, E(XC, 8" ynl?) < 0o and E(3X02, B zn|?) < oo for any

wnitial inventory position xg and initial information period i.

Proof: See Section 5.3 for details. i
Proposition 3.1 and Lemma 3.2 can be extended to any finite cyclic order-up-to

policy with returns as follows,



68

Proposition 3.2 Consider any finite cyclic order-up-to policy with returns. If XN,
ED; < NC and E((D;)*) < oo for any positive integer k < p+ 1 and Vi, then

(1) each shortfall process {s),yiixm = 0,1,---}, 4 = 1,--- N gives rise to a
Markov chain with single irreducible and positive recurrent class,

(2) E(|z}]?) < 0o and E(|yl|?) < oo for all i,

(3) for 0 < B < 1, E(Q202, B"yn|P) < oo and E(3202, B"™zh|P) < oo for any

indtial finite inventory position x{, and initial information period 1.

Proof: Assume a;,i = 1,---, N, to be the order-up-to levels. We only need to
transform this policy to an order-up-to 0 policy, and then apply Proposition 3.1 and
Lemma 3.2.

Consider y;, ., the inventory positions at the end of period m/N + i before
demand is realized. For simplicity, we drop subscript m/N. The system dynamics is
yi = min{y — Di+C,ai1} = aip1 + (Y] — aip1 — D+ C) 7, where 7 = min{0, x}.
Let 2, = yf —a; and D; = D; + (a1 — a;), then 2z, = (z; — D; + C)~ and
YN, D; =N D; < NC. For z; and D;, this is order-up-to zero policy, where
demand D; can be negative, but bounded from below.

Notice that the shortfall processes associated with this order-up-to zero policy
have state space {0,1,2,---} even if demand can be negative. Using similar proofs
as those of Proposition 3.1 and Lemma 3.2, we can show that the same results
hold for this order-up-to zero policy if there exists a positive constant d; so that
Pr{D; < —d;}=0,Vi=1,2,---,N. 1

We are ready to study the gap between the inventory position processes without
returns, ymn4i, and with returns, y; v, assuming they start with the same initial

inventory level and face the same stream of demand.
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Proposition 3.3 Consider two inventory systems with cyclic order-up-to levels aq,
.., an, for N > 2, one system without returns and the second one with returns. If
the two systems start with the same initial state xy < max{a,---,a,}, and face
the same stream of random demand, then the stochastic process {zmn+i = Ymn+i —
Yrn4i>m = 0,1,---} has following properties for all i:

(1) zZmn+i > 0 for all m,

(2) zmN+i < max{ai,---,an} —min{as,---,an} for all m.

Proof: The proof is by induction. Clearly, z; = 0. Consider period mN + ¢ and
assume 0 < z,n4+; < max{ay,---,ay} — min{ay,---,an}. We distinguish between
the following two cases. In the first case, a; < a;11 and in the second case a; > a;11.

a; < a;41: There are two sub cases to consider. (1) Z,n4i+1 and z7 iyl are

no larger than a;1;. In this case ymy1iv1 = min{@pnyiv1 + ¢, a1} and Yy, v =

min{z;, v, i1 + ¢ ai41} and hence

r r o r
0 < YmN+itl = UmN+it1 < TmN+itl — TopNiivl = YmN+i — YmNtie

(2) TmNtis1 > @iy1 > Tp,n,;q- This can only occur if N > 2, and a;41 <

max{ai,---,an}. Clearly, ymnyit1 = Tmniipr and YUmNtitl = min{x:nN—f—z’—f—l +

¢, a;+1} which implies that

r r o r
0 < YmN+itl = UmNtit1 < TmN+itl — Topniivl = YmN+i — YmNtie

a; > a;41: In this case there are three possible sub cases. (1) zpn4iy1 and
Ty nyip1 are no larger than ajp1. (2) Tmntivr > Git1 > Thngicr (3) TmN4iv
and ],y are larger than a;1;. The proof of the first two sub cases is identi-

cal to the proof in the previous case. Consider (3) and observe that in this case
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YmN+itl = TmN+it1 and y; n 0 = a1 and hence
, .
0 < YmN+it1 = Ymntict = TmN+it1 — Qi1 < max{aq, -+, an} — minfar, -+, an}.

Remark: If o > max{ay,---,an}, then the state space for {z,n4i,m =0,1,---}

is {0,1,- -+, 20 — min{aq,---,an}}, Vi.

Lemma 3.3 Consider two arbitrary irreducible DTMCs {x,,n = 0,1,---} and {yn,
n = 0,1,---} starting with same initial state. If their difference process {z, =
Tp — Yn,n = 0,1,---} has finite state space S,, and if x,, is positive recurrent and
has certain finite steady-state moments, then vy, is also positive recurrent and the

same steady state moments of y, are finite.

Proof: First, we show that positive recurrence is transferable from g, to z,. Define
Sz, Sy to be the state space for {z,,n =0,1,---} and {y,,n =0,1,---}. Assume y,
is positive recurrent, using contradiction, we assume z,, is transient or non-recurrent

for all of its states. Since y, = z, — 2, and yy = x(, we have

Pri{y, =ily} = Priy, =ilzo}

= Ypes, Pri{zn =i+ k, 2, = klzo}

= Yies. Priz = klvn =i+ k,zo} Pri{z, =i+ klzo}
< Sres, Prizs = i+ ko

Since S, has only a finite number of states, and z,, is transient or non-recurrent, so
Pr{y, =ilyo} — 0 as n — oo for i € S,. This contradicts to the assumption that
Yn is positive recurrent (see Kulkarni pg 80 Theorem 3.4, and Kemeny, Snell and
Knapp 1966 pg 36 Proposition 1-61).

Second, assume y,, has finite steady state moments E(|y|') for 0 < I < p, where

p is a positive integer. Consider
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Yies, 1P Pr{z, = i|zo}

Yies, |1° Xkes. Priyn =i — k, zn = klxo}
= Yies, 1" Xpes. Priza = klyn =1 — k, yo} Pr{yn, = 1 — klyo}
< Ykes. Yies, [t — k+k[PPr{y, =i — k|yo},

Taking the limit n — oo on both side, we obtain
E(|z]?) < [S[(E(|y|”) + et E(Jy|"™) + -+ +¢,) < o0,

where ¢4, - -+, ¢, are positive finite constants, and |S,| is the size of the state space
for z,. i

This Lemma is quite intuitive; it provides a method to simplify Markov chains
with infinite state space and complicated dynamics. A consequence of Lemma 3.3,

Proposition 3.3 and 3.2 is,

Proposition 3.4 Consider any finite cyclic order-up-to policy o. If YN, ED; <
NC, and E((D;)*) < oo for all i and positive integers k such that k < p + 1, then

(1) each shortfall process {smnti,m = 0,1,---}, i = 1,--- N gives rise to a
Markov chain with single irreducible and positive recurrent class,

(2) E(|z:|?) < oo and E(|y;|?) < oo for all .

(3) For 0 < B < 1, E(X0, A" znl?) < 00 and E(X;2 8™ |ya|?) < oo for any
finite initial tnventory position xo and initial information period i.

(4) For 0 < 3 < 1, we have

MN
Ul(x,0) = E( lim > 85 gy (g, op(ar)) |z = ) < o0.

M—oo (=2

The next step is to show that the long-run average cost convergences to a finite

value.
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Proposition 3.5 Consider the information sharing model, if "N | ED; < NC, and
E((Dy)Y) < oo for any positive integer | < p+ 1 and all i. Using any finite cyclic
order-up-to policy, we have

MN
E{LY D g(@e, ye) |z = x}
k=1

MN —1+4+1

limM_,oo
converges to a finite value independent of initial period v and initial state x.

Proof: From Proposition 3.4, we have that in steady state Y%, E(r;(z,y)) < oo due
to the assumption that r;(x,y) ~ O(|z|?) + O(|y|?). The proposition also implies
that the shortfall processes and thus the inventory positions before and after demand
arrives, Ym,n+i and T,,n+i11, give rise to Markov chains with single irreducible and
positive recurrent class. Without loss of generality, assume that the Markov chains
are ergodic (Kulkarni 1995, Theorem 3.16). Let the steady state distribution for
(#,y) in the ith information period be p{, ,, where (z,y) € € (the feasible region of
(x,9)), then E(ri(2,9)) = X (4 y)c0i Play,Ti(,y) must converge since the summation
is over at most countable number of positive values and it is bounded from above.
Finally, applying the Proposition 1-61 (arithmetic average) of Kemeny, Snell and
Knapp, the long-run average cost converges and equals to the steady state average

cost. 1

3.3 A Markov decision process

Our objective in this section is to discuss the discounted and average cost criterion
and present optimal policies for the information sharing model. For discounted cost

criterion, we will mainly follow the ideas of Heyman and Sobel; while for average
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cost criterion, we will take the advantage of the special cost structure of the problem,

and develop a simple proof based on the idea of Blackwell optimal policy.

3.3.1 Discounted cost criterion

In this subsection, we present conditions for cyclic order-up-to policy to be optimal
under discounted cost criterion. These conditions are due to Heyman and Sobel
(1984) and Federgruen and Zipkin (1986b). Their variations are discussed in Aviv
and Federgruen (1997) or Kapuscinski and Tayur (1998).

It is well known that for infinite horizon problems, if single-period cost functions

B

are bounded from below, then the optimal cost function w; (x) (see Section 3.1 for

definition) satisfies the following Bellman’s equation,
u) () = ming<y<po{ri(z,y) + BE(u 1 (y — Di))},

for v = 1,2,..., N, where subscript 0 refers to N. A finite horizon dynamic pro-
gramming provides a successive approximation method to find the optimal policy
(Bertsekas 1987).

We index periods in a reverse order starting at the end of the planning horizon.
Let m = 0 be the last ordering period while m = M — 1 be the first ordering
period. We set ¢ = N for the first information period and 1 for the last information
period in any ordering period. Thus, period mN + i represents the i information
period in the m — 1" ordering period. Finally, let g,,nvi(z,y) = 75(2,y) denote the
single period expected cost in this information period. We refer to this indexing as
backward index, and we will only use backward index in this subsection.

Let U;?;N_H»(.CE) be the minimum expected total costs if there are m/N + ¢ periods

remaining in the planning horizon, starting with an initial state x. Let the salvage
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cost Uy = 0, and hence,

ngN—l—z’(x) = Minyea, {gmn+i(T,y) + ﬁE(ngN—f—i—l(y —D;))}
= Minyea, {ri(z,y) + ﬂE(Usz—f—z‘—l(y —Dy))}

where F(-) is the expectation with respect to D;. Since r;(x,y) can be written as

the sum of a function of z, (¢;(x)) and a function of y, (¢;(y)) where

bi(2) :{ —cz, i=1

—(c+ hi—1)x, otherwise,

( ): cy+E(L(y>D1))> =1
vily (c+ hi—1)y, otherwise,

Thus, the following recursion must hold.

UszJrz'(x) = ¢i(z) + V7§N+i(x)
V7§N+i(x) = MinISySI-FC{szN—H(y)} (1)
J,

ov+iW) = @iy) + BEUpysia(y — D).

Observe that in the very first information period (i.e., information period (M —
1)N + N = MN) of the entire planning horizon, we have to add hyz* to Uy ()
to account for the holding cost of initial inventory.

The dynamic programming model has the following properties:

(a) Cost function r;(z,y) for each information period ¢ = 1,---, N is positive
and convex in y. Thus, the following property, proved in Kapuscinski and Tayur
(1998), holds, U;?;N_H'(.CE) > U(ﬁm_1)1v+i(x) forany z, m=1,---, M and¢=1,---,N.

(b) ri(z,y) = ¢i(x) + wi(y) for all i, and there exists a positive integer p so
that ¢;(z) ~ Olz|? and ¢;(y) ~ Oly|’. From Proposition 3.4, the total expected
discounted cost using cyclic order-up-to policy is finite if Y%, ED; < NC, and
E((D;)!) < oo for any positive integer | < p + 1, Vi. Which implies U;iNH(a:)
converge point-wise to a finite value for any finite z and for all i (Heyman and Sobel

Theorem 8-13). Let U/ () denote the convergence point of U;?;N_H'(.CE).
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(c) Obviously, A, = [z,z + C] is convex and finite for all = if we consider
denumerable state space. Thus, following the proof of Heyman and Sobel Theorem

8-14, we obtain,
Proposition 3.6 U’ (z) satisfies the Bellman’s equation

U7 (x) = Minyea, {ri(z,y) + BE(UL(&(x,y, Di))}
fori=1,---, N, where subscript 0 refers to N.

The next property of the dynamic programming model is:

() J,,

N () is convex in y, for all m, .

The main difficulty in proving that an order-up-to policy is optimal is that the
function ¢;(y) maybe unbounded from both above and below for some time periods.
To overcome this difficulty, we need to aggregate N consecutive information periods
and identify conditions under which the cost function for all these periods tends to
positive infinity as action variables approach either positive or negative infinity.

For this purpose, we re-arrange Equation (1) to get,

Usz—l—z’(x) = Minyea, {ri(z,y) + ﬁE(ngN—f—i—l(y - Dy))}
= Mingea, {¢i(x) + 0i(y) + BEUpnsii (y — D))}
= ¢i(x) + minyea, {J;?;N-H‘(y)}

where szN—f—z’(y) = i(y) + ﬁE(Usz—l—i—l(y — D;)). Hence,
ngN—f—z’(y) = w;(y) + ﬂE{Miny/eB;J;iN—i—i—l(y/)L Vi

where B; =|y—D;,y—D; +C],

wily) = (1—B)cy + (hiz1 — Bhi—2)y + B(c + hi—2) ED;, i #1,
WIZ\ (1= B)ey + E(L(y, Di)) — Bhn-y + Blc+ hy1)ED;, i =
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Aggregate N consecutive information periods starting from the " information
period in one ordering period until the (i + 1) information period in the next
ordering period, where t = N —1, N —2,---,1. When ¢ = N, the aggregation starts
from the N** information period in one ordering period until the 1% information
period in the same ordering period. We use here a cyclic order so that all indices j

refer to the i*" information period if j mod N = i. Define
Wily:) = wily:) + 5E{Mmyi_1eB;iwz’—1(yi—1) + ﬁE{Mmyi_QeB;i—_llwi—z(yz'—2)
+ooet 5E{Mmyi_N+1eB;Z.—_N;wiz’—NH(yz'—N+1)} o

which is the total cost in terms of y; for these N information periods. Following the
same analysis as in Chapter 5 Section 5.2, we find that if 57 > ¢+ h;_1, Wi(y) —
+00 as |y| — +oo, for i = 1,2,---, N. Finally, if Y17 > c+ hy_1, Wi(y) — +oo
as |y| — +oo forall i =1,2,---, N, and thus lim)y— e Jmn+i(y) — +o0 for all m
and 7.

From these analysis, we have the following results,

Theorem 3.1 For Markov decision process defined in Equation (1), if

(a) XN, ED; < NC, and E((D;)") < 400 for any positive integer | < p+1, Vi,

(b) BNt > c+ hy_1,

then

(1) Order-up-to policy is optimal for any m and i,

(2) Optimal order-up-to levels y, ., are bounded as m — +o0,

(3) Jmn+i(y) convergences to Ji(y) for all y,i, and every limit of Yy is a
minimal point for J;(x).

(4) Cyclic order-up-to policy is optimal under discounted cost criterion.
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Proof: Since J;iNH(y) is a convex function of y, and lim|y|_,+ooJ7iN+i(y) — +oo for
all m and ¢, the order-up-to policy is optimal for all m and i. Since U;?;N_H»(.CE) is
bounded from above for any m and finite x, order-up-to levels are finite as m —
+00 because of (b) (see the proof of Theorem 2 in Aviv and Federgruen). Notice
that U;?;N_H»(.CE) is nondecreasing and converges to U (), which implies J;iNH(y)
is nondecreasing and converges to, say Jf (y), due to the Monotone Convergence
Theorem. Hence, (3) is true (see the proof of Theorem 2 in Aviv and Federgruen).
Finally, (1), (2) and (3) implies that cyclic order-up-to policy is optimal under the
discounted cost criterion. i

For the capacitated inventory system in which ¢;(y), Vi is unbounded from above,
but bounded from below, Aviv and Federgruen (1997) find that under certain condi-
tion, the optimal order-up-to levels under the discounted cost criterion are uniformly
bounded for all 0 < € < 3 < 1. Here we extend their result to the case where ¢;(y)

is unbounded from both above and below for some 7.

Proposition 3.7 For the Markov decision process defined by Equation (1), if the
conditions of Theorem 3.1 are satisfied, then the optimal order-up-to levels y},i =
1,2,..., N under the discounted cost criterion are uniformly bounded both from above

and from below for any 0 < e < 8 < 1. Furthermore, the bounds are independent of

g.

Proof: see Section 5.3 for details. |
As we shall see in the next subsection, this property allows us to extend the
optimality of cyclic order-up-to policy from discounted cost criterion to average cost

criterion in a simple way.
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3.3.2 Average cost criterion

The following lemma applies the varnishing discount method to show sufficient con-

ditions for the optimality of cyclic order-up-to policy under average cost criterion.

Theorem 3.2 Consider the information sharing model and suppose:

(a) Cyclic order-up-to policy is optimal under the discounted cost criterion,

(b) For all 0 < € < 3 < 1, the optimal order-up-to levels under discounted cost
criterion are uniformly bounded both from above and from below,

(¢) The long-run average cost of any finite cyclic order-up-to policy converges to
a finite value,

then cyclic order-up-to policy is optimal under the average cost criterion.

Proof: Consider a sequence of 31, 32,---,3;,--- T 1 as j — o0o. Since the optimal
order-up-to levels under the discounted cost criterion are uniformly bounded from
both above and below for all 0 < € < 3 < 1, there must exist an finite cyclic order-
up-to policy f and a subsequence j, — oo, so that f is the optimal policy for all
U’ (z),Vi=1,2,...,N.

Since we can show that for any finite cyclic order-up-to policy o,

MN
EL> gr(an, o(xe)) |z = o}
Gi(z,0) = limp_oo—= N i1

converges to a finite value which is independent of the initial period ¢ and initial
state = (see Proposition 3.5), then by Tauberian Theory (Heyman and Sobel, pg

172),
Gi(z, f) = limg, 11(1 — ﬁjn)Uiﬁjn (x)

< limg].mSUP((l — ﬁJ)Uzﬁj(x))
< Gi(x,6), Y6 e Il;z,i
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The last inequality is justified by the Lemma A2 of Sennott (1989). 1

Finally, we combine Theorem 3.2, Theorem 3.1, Proposition 3.7 and 3.5, to get

Proposition 3.8 In the information sharing model, if
(a) XN, ED; < NC, and E((D;)") < +o0 for any positive integer | < p + 1,V4,
(b) ﬂN_l’/T >c+ hy-1,

then cyclic order-up-to policy is optimal under the average cost criterion.

3.4 Computational results

In this section, we report on an extensive computational study conducted to de-
velop insights about the benefits of information sharing. Our goal is to determine
situations where information sharing provides significant cost savings compared to
supply chains with no information sharing. In what follows, we determine the opti-
mal order-up-to levels under average cost criterion.

We examine the cases with variation on the following parameters: production
capacity, the number of information periods in one ordering period, and the time
when information is shared. In all the numerical studies, we set the production
cost ¢ = 0 and focus on holding and penalty costs. The inventory holding cost per
ordering period is set to be a constant 4 $ per unit product for all cases. Thus,
the inventory holding cost per information period is 4/N where N is the number
of information periods within one ordering period. Finally, the initial inventory
position, x, at the beginning of the first ordering period is set to be zero without

loss of generality.
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3.4.1 Computational method

To compute the optimal order-up-to levels and cost, we apply the Infinitesimal
Perturbation Analysis (IPA) (Fu 1994 and Glasserman and Tayur 1995) for the

production-inventory systems analyzed in this chapter.

The Model with Information Sharing

For capacitated, multi-echelon production-inventory systems with linear ordering
cost, Glasserman and Tayur (1995) develop the estimators for the derivatives of cost
function with respect to order-up-to levels, and prove these estimators converge
to the correct value for the finite horizon problems and infinite horizon problems
under discounted and average cost criteria. Since our models are special cases of
their general systems, their convergence results apply to our models. More detailed
description of the sample path derivatives, method validation and simulation are

included in Section 5.4.

The Model with No Information Sharing

In the model with no information sharing, the retailer only places orders at the
end of each ordering period to the manufacturer without transferring demand infor-
mation anytime during the ordering period. Since the retailer uses an order-up-to
policy with constant order-up-to level, the order placed by the retailer is equal to
the total demand in one ordering period. Thus, we assume that the manufacturer
knows the demand distribution in one ordering period. To make this model compa-
rable to the model with information sharing, we assume that the manufacturer also
charges inventory holding cost per information period.

The model with no information sharing can be considered as a special case of
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the information sharing model. Indeed, consider an instance of the model with
no information and construct an information sharing model in which demand in
every information period within an ordering period is exactly zero except in the
last information period. Demand in this information period equals total demand
during that ordering period. This information sharing model has the same dynamic
programming formulation as the model with no information sharing. Thus, the
dynamic program designed to solve the information sharing model can be applied
to solve the model in which information is not shared. Finally, cyclic order-up-to
policy is optimal for the model with no information sharing under both discounted
and average cost criterion.

To find the best order-up-to levels for the model with no information sharing, we
use the same computational method as in the model of information sharing. Please

see Section 5.5 for more details.

3.4.2 The effect of capacity

To explore the benefit of information sharing, we examine in Figure 11 the percent-
age cost savings from information sharing relative to no information sharing as a
function of the production capacity. The demand distribution of one information
period are Poisson(5), Uniform(0,10) and truncated Normal(5,4). Where truncated
Normal distribution is defined as follows: when the realization of the random vari-
able is negative, we set it to be zero. For each demand distribution and each capacity
level, we consider the cases where the ratio of penalty cost to holding costs in one
ordering period is 4.75, and there are 4 information periods in each ordering period.

The computational study reveals that as production capacity increases, the percent-
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Figure 11: The impact of the production capacity

age cost saving increases. Indeed, percentage cost saving increases from about 5%
to about 35% as capacity over mean demand increases from 1.2 to 3. This is quite
intuitive, since as capacity increases, the optimal policy would postpone production
as much as possible and take advantage of all information available prior to the
time production starts. For instance, in case of infinite capacity, it is optimal to
wait until the last information period and produce to satisfy all demand realized
so far plus an additional amount based on solving a newsboy problem. Similarly,
if the production capacity is very limited, then information is not that beneficial
since production quantity is mainly determined by capacity, not based on realized

demand. Finally, from fill-rate point of views, our computational study reveals that
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information sharing and no information sharing have almost identical fill rates.

3.4.3 The effect of frequency of information sharing

To understand the impact of information sharing frequency, we display in Figure 12
the percentage cost savings from information sharing as a function of the number
of information periods in one ordering period, for two production capacity levels.
The number of information periods, N, was 2,4,6 and 8 while the length of the
ordering period was assumed to be constant in all cases. The demand distribution
during the entire ordering period is assumed to be Poisson with parameter A = 18,
hence demand in a single information period is Poisson with parameter A\/N. Total
production capacity and inventory holding cost per item in the entire ordering pe-
riod are kept constant and equally divided among the different information periods.
Finally, the ratio of penalty to holding costs is set to be 4.75. Figure 12 illustrates

that

e As the number of information periods increases, the percentage savings in-

crease.

e Most of the benefits from information sharing is achieved within a few infor-
mation periods, e.g., 4. That is, the marginal benefit is a decreasing function
of the number of information periods. Specifically, the benefit achieved by

increasing the number of information periods from 4 to 8 is relatively small.

e Define the maximum potential benefit from information sharing to be the
percentage cost reduction when the manufacturer has unlimited capacity, i.e.
capacity equals M (see Chapter 2, Section 2.1.3). A manufacturer with pro-

duction capacity twice as much as mean demand can achieve a substantial
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Figure 12: The impact of the frequency of information sharing

percentage of the maximum potential benefit, e.g., when the frequency of in-
formation period is 4, the manufacturer can obtain almost 50% of the benefit

that a manufacturer with unlimited capacity can achieve.

3.4.4 Optimal timing for information sharing

In this subsection, we study the impact of the time when information is shared,
given that the retailer only shares demand information once with the manufacturer
in one ordering period. For this purpose, we equally divide one ordering period
into 10 intervals, and compute the total cost for the manufacturer when the retailer

shares demand information with her at one of these intervals. The sample path
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Figure 13: The impact of the timing of information sharing.

derivatives are computed in a similar way as in the model of information sharing.
More details can be found in Section 5.6.

Figure 13 presents the total cost of the manufacturer as a function of the time
when information is shared. The figure provides normalized cost as a function of
normalized time. That is, time is normalized and is measured from 0 to 1, while cost
is normalized by hy - N - ED. Thus, 0 in x coordinate implies that information is
shared at the beginning of ordering period, and 1 means that information is shared
at the end of the ordering period and hence can not be used. Demand distribution
is assumed to be Poisson(24) and the ratio of penalty to holding costs is 4. This

figure illustrates that
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e Asinformation sharing is delayed, manufacturer’s cost first decreases and then
increases sharply. Cost reaches its maximum when information is shared at

the beginning or end of one ordering period.

e When capacity is very large relative to mean demand, e.g. capacity over
mean demand equals 5, it is appropriate to postpone the time of information
sharing to the last production opportunity in this ordering period, e.g., 0.9 of
one ordering period. On the other hand, when capacity is relatively tightly
constrained, i.e., capacity over mean demand = 2, 1.67, manufacturer’s cost is
less sensitive to the timing of information sharing. For instance, in these two
cases, cost keeps almost constant when the time of information sharing varies

from 0.4 to 0.9.

3.5 Conclusion

In this chapter, we analyzed the value of information sharing in a two-stage supply
chain with a single manufacturer and a single retailer. The manufacturer has finite
production capacity and she receives demand information from the retailer even
during periods of time in which the retailer does not make ordering decisions. We
prove that cyclic order-up-to policy is optimal under both discounted and average
cost criterion.

For this purpose, we show that for any finite cyclic order-up-to policy, the as-
sociated inventory positions and shortfalls give rise to Markov chains with single
irreducible, positive recurrent class and finite steady-state average cost under cer-
tain non-restrictive conditions. The proof is based on an extension of the Foster’s

criterion. Then, we prove that cyclic order-up-to policy is optimal under average
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cost criterion by showing that the optimal order-up-to levels under discounted cost
criterion are uniformly bounded for 0 < e < 3 < 1.

Using extensive computational study, we demonstrate the potential benefits of
information sharing on the manufacturer’s cost and service level. For instance, by
using information effectively, the manufacturer can cut down inventory cost by 5-
35% while maintaining or increasing service level to the retailer. One interesting
observation is that the manufacturer can realize most of the benefits from informa-
tion sharing if the retailer shares demand information with the manufacturer only
a few times in each ordering period.

Finally, we analyze the optimal timing of information sharing. We show that if
the retailer has only one opportunity to share information with the manufacturer in
one ordering period, then the best timing for sharing information is in the later half of
the ordering period. This is true when capacity is large relative to average demand.
On the other hand, when capacity is tightly constrained, the manufacturer’s cost

becomes less sensitive to the time when information is shared.



Chapter 4

A multi-stage supply chain:
forecast accuracy

In this chapter, we consider a single product distribution system with a single man-
ufacturer, a single distribution center and multiple retailers in infinite time horizon.
The retailers place orders periodically and use order-up-to policy to control their
inventory. The distribution center serves as a cross docking point and transfers the
aggregated orders from the retailers to the manufacturer. Assuming stationary and
correlated external demands, we analyze the following two cases: In the first case,
which we refer to as no information sharing, the manufacturer only receives the ag-
gregated orders from the distribution center. In the second case, which we refer to as
information sharing, the manufacturer not only receives the aggregated orders, but
also the order and demand information of individual retailers. The objective of this
chapter is to understand the impact of information sharing on the manufacturer’s
forecast accuracy.

Recently, a number of papers have explored the benefits of information sharing
in distribution systems facing stationary and correlated demand. The results are

mixed. As we reviewed in Chapter 1, Lee, So and Tang (2000) show that sharing

88
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the retailer’s demand information will bring substantial benefits for the manufac-
turer, and the benefits increase along with demand correlation. On the other hand,
Raghunathan (2001) shows that by intelligently analyzing the order history, the
manufacturer can retrieve all the demand information, and thus sharing informa-
tion provides no benefit to the manufacturer when external demand is stationary.
Both works focus on a system with a single manufacturer and a single retailer.

Of course, in practice, distribution systems often have multiple retailers, and
the aggregated order of all retailers generally cannot be decomposed into orders
of individual retailers. Thus, the manufacturer cannot retrieve the exact demand
information of all retailers by analyzing the aggregated order history. This raises an
important question: Can individual retailer’s demand and order information help
the manufacturer improve its forecast of future aggregated orders received from the
DCs?

To answer this question, we consider a general distribution system with a single
manufacturer, a single distribution center and multiple retailers facing correlated
external demand. Our objective is to quantify the impact of sharing demand and
order information of each individual retailers on the manufacturer’s forecast accu-
racy. We choose to focus on forecast accuracy instead of inventory cost since forecast
accuracy is directly related to inventory cost. As Aviv (2001) points out, inventory
cost is almost proportional to the forecast error. Thus, reducing forecast error is as
important as reducing demand variation.

As far as we are aware of, Aviv (2002) is the only work on forecast accuracy
involving a single supplier, multi-retailer system with correlated demand. The fo-

cus is on the value of sharing market signals, i.e., unexpected random events such
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as promotions, part of which maybe observable by different parties, between the
supplier and the retailers.

This chapter is organized as follows: we describe the model in detail in Section
4.1, analyze the information sharing model in Section 4.2 and the no information
sharing model in Section 4.3. In Section 4.4, we present results from our numerical

study. The chapter is concluded in Section 4.5.

4.1 The model

Consider a supply chain with a single manufacturer receiving orders from a single
distribution center (DC). The DC serves a set I of non-identical retailers. The
retailers review their inventory status periodically, and place orders according to
an order-up-to inventory policy. The DC does not hold inventory, but serves as
a cross-docking point between the manufacturer and the retailers. Transportation
lead-time, L, between the DC and the manufacturer is assumed to be constant.
Since in practice DCs are often close to retailers, we assume that the transportation
lead-time between the DC and the retailers is negligible.

Define the time between two consecutive orders to be ordering period. We assume
that all the retailers have the same ordering period and order at the same time
interval. Without loss of generality, we assume that the transportation lead time L
is an integer multiple of an ordering period. Following Lee, So and Tang, we assume
that the retailers can return excess inventory for free, and all unsatisfied demand at
the retailers are backlogged. Throughout this chapter, we assume no communication
among the manufacturer, DC and the retailers within any ordering period, thus the

manufacturer cannot update its forecast during any ordering period.
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Define the discrete times at which the retailers place orders to be t,, and the
external demand faced by retailer i € I in the n'* ordering period (between t,, and
tnr1) to be Di. At the beginning of the n + 1** ordering period, ¢,,;, demand
D! is realized, the retailer makes a forecast Ffjfl for future demands and places an
order ¢* 41 to the DC. Upon receiving the orders, the DC transfers the aggregated
order Qni1 = Yier ghyq to the manufacturer. At ¢,41, the manufacturer receives
the order @, 41 from the DC in no time and fills the order from on-hand inventory.
If the manufacturer cannot satisfy the entire order, then the DC can receive the
missing part from an alternative source (we point out that the same assumption is
made by Lee, So and Tang). Finally, the manufacturer makes a forecast Fﬁl for
the aggregated retailers’ order, (), 12, in next time period.

Our objective is to analyze the benefits of sharing demand information of indi-
vidual retailers to the manufacturer in infinite time horizon, assuming that external
demands at all retailers follow stationary, but retailer dependent, processes.

Notice that in order to satisfy the DC order, @,+1 at t,.1, the manufacturer
has to make a forecast FM at time t,. The manufacturer’s ability of matching
demand with supply is determined by how good the forecast FM is compared to
@n+1- We realize that the manufacturer may need to forecast the quantity @),,11
well in advance because of production capacity constraints. Here we choose to focus
exclusively on the most updated forecast ™. Since no information is transferred
during an ordering period, one key problem the manufacturer facing at ¢, is that
she has to forecast the DC’s order (the aggregated retailers’ orders) at ¢,41 without
knowing the demand D! during the n'" time period. This demand information is

critical for the retailers to determine their orders ¢!, ; and hence Q41 = Y ier ¢l at
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tne1. Thus, even the most effective utilization of the demand and order information
at each individual store will not enable the manufacturer to forecast the future
orders from the retailers without error.

To simply the analysis, we assume that the demand faced by the i** € I retailer
follows an AR(1) process with parameters a;, p; and d;,7 € I as is assumed in the
papers of Lee, Padmanabhan and Whang (1997a, b) and Chen, Drezner, Ryan
and Simchi-Levi (1999). Lee, So and Tang (2001) point out that demand is often
positively correlated in time, thus, we assume that p; > 0,Vi € I. Finally, the
external demands are independent across different retailers.

Focus on the i*" retailer, and omit the index 7 without causing any confusion.
Dn+1 =a-+ pDn + En+1,

where €,11 ~ N(0,4?) are i.i.d Normal random variables, and a,p,d are positive

constants. It’s easy to show that E(D) = 1ﬁp and Var(D) = 1i2p2' Under
the infinite time horizon assumption, the retailer must know exactly the demand
process (see also Lee, So and Tang for a similar assumption). Thus, at time t,+1
the retailer knows the last period demand, D,,, and has to forecast the demand for

the time interval [t,11,tn+142] to cover for transportation lead time. The retailer’s

forecast for period n+1+1,l =0,..., L made at time ¢,,4; is
D;H—l—i—l =a(l+p+--+p)+ "Dy

The retailer has to plan for the next L + 1 periods, and the forecast of the retailer

at time ¢, 41 of total demand in next L + 1 periods is

Fyﬁ-l = Dn+1 Tt Dn+1+L‘
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Since the retailer uses a myopic inventory policy, her order up to level is
R R R
Ynt1 :Fn+1+s ’

where s is the retailer’s safety stock, which depends on the demand uncertainty,

lead time and the service level provided to external demand by the retailer.
Assuming that s does not vary from period to period, the retailer can return

excessive stock at no cost, and noticing that all unsatisfied demand at the retailer

are backlogged, thus the retailer’s order quantity at time ¢,41 is

Qo = FR,—FFeD,

(Do = Dpa)(p+p* + -+ p"*1) + Dy,

(b+1)D,, —bD,_, (1)
= alb+ 1)+ (bp+p—0)Dp_1 + (b+1)e,

= a-+pgn+ (b + 1)571 — ben1,

L+l
where b= p+p? + -+ pl*l = pl—l%. The mean of ¢,41 is equal to E(D),
while the variance of ¢,41 equals 02 = Var(D)(1 + 2b(b+ 1)(1 — p)).
Thus, the aggregated order (), 41 can be written as,

Qn+1 = Yier qyiz+1 = Yierai(bi+1) + Ziel(bipi +pi = bi) Dy + Zi,el(bi +1)ey,
= Yier @i+ Xier iy, + Xier(bi + 1)g), — Xierbigg, -

We now analyze the manufacturer’s forecast. At time t,, the manufacturer
needs to make a forecast M of the next DC’s order, Q,,1. We consider two sys-
tems depending on whether the manufacturer receives demand information from the
retailers. In the case of no information sharing, the manufacturer only receives the
aggregated orders from the DC. In the case of information sharing, the manufacturer
not only receives the aggregated orders from the DC, but also shares the order and

demand information of individual retailers.
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4.2 Information sharing

Under information sharing, the manufacturer knows the values of a;, p;, for each
1 € I and the exact level of demand up-to the demand at the beginning of period

tn, D¢ . Thus, the following Proposition holds

n

Proposition 4.1 Under information sharing, the minimum Mean Square FError
(MSE) forecast that the manufacturer can make at time t,, for the aggregated de-
mand Qny1, 1S
Fo =Y ai(bi+1) + Y (bips + pi — bi) Dy,

i€l iel
with a mean square error equal to

=My 2 =M 22

iel

Proof: To show that ny is the minimum MSE forecast that the manufacturer can
make at t,, consider any forecast FM,

E((Qn+1 _Fé\/[)2) Var(Qni _Fé\/[) +E2(Qn+1 _Fé\/[)

VaT(Qn—f—l - Fé\/[) )
Var(Xie;(bipi + pi — bi)Di_y — F)') + (b + 1)267.

v

The second equality comes from the fact that ¢! is independent of FM. This is true,
since ' depends only on historical data and not on & .

Finally, it is easily seen that the ny is an unbiased estimator of (),,4+1, and hence

E((Qur — F))?) = Var(Quer — F))
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4.3 No information sharing

At time t,,, the manufacturer only has the historical aggregated order information
Qn,Qn-1,---. If p = p for all i € I, then we can treat all retailers as one, and
utilize the result of Raghunathan for the corresponding single manufacturer and
single retailer model. In this case, Raghunathan observes that information provides
no value to the manufacturer since the manufacturer can use the order history to
retrieve all the demand information and hence reduce forecast error.

In our model, of course, the situation is more complex since the p; are retailer
dependent. In this case, it is not possible for the manufacturer to decompose the
aggregated order information @), Q),,_1, - - - into the individual orders placed by each
retailer, ¢', i € I. Thus, Raghunathan’s result does not apply in our model. Notice

that Q,,+1 is the sum of stationary ARMA processes, hence (),,11 is also stationary.

E(Q) = Yier &

Var(Q) = Yiero}
OOU(Qm Qn—l) = YierNi
OOU(QH> Qn—k) = Zie] pf_l)\h k> 17

where \; = Cov(q, q,_) = pio? — bi(b; + 1)67 = Var(D")(p; — bi(b; + 1)(1 — p;)?).

The question is how to generate the best forecast for @),,+1 using only the ag-
gregated order history @, Qn_1,---. We are not aware of any theory that identifies
the "best” forecast for the sum of auto-regressive processes. Of course, one method
that can be used is the minimum Mean Square Error (MSE) estimation, a method
for which substantial theory has been developed. The following Proposition is well

known, see e.g. Bertsekas (1995), Proposition E.1.

Proposition 4.2 The minimum MSE estimation of the aggregated demand @)1

based on Qn, Qn-1," "+, Qn-x s given by E(Qni1|Qn, Qn-1,"+, Qn-K)-
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Because 11 is the sum of independent Normal random variables, €, it fol-
lows multivariate Normal distribution. Which implies that the minimum MSE es-
timation, E(Qni1|Qn, Qn-1, -, Qn-x), is a linear function of Q,, Qn—1, -, Qn-rx
(Bertsekas 1995, Proposition E.2).

In what follows, we discuss two approaches for estimating @), 1. In the first
approach, we apply the linear minimum MSE estimation to order history. Since we
are interested in techniques that can be implemented in practice, we also analyze a

simple heuristic based on moving average.

Linear minimum MSE estimation

In this case, the manufacturer generates the forecast FM (his forecast of Q1)
based on Qk = {Qn, Qn-1, -+, Qn_x }. Using Bertsekas (1995) Proposition E.3, the
minimum MSE estimation, F, of Q,,11 is given by E(Q) + X1, ar(Qn_i — E(Q)).
The objective is to find the optimal ax = {ag, a1, - -, ax } so that E((Qns1 — FM)?)
is minimized.

Following a standard linear minimum MSE approach, we observe that

E((Qnr1 = F)?) = B((Qui1 — EQ))?) + E([S1) ar(Qu-r — E(Q))]*)—
—2B((Qns1 — E(Q)) XKy car(Qu_r. — E(@Q)))),

where

K

E([Y" ar(Qu-r — E(Q))]*) = axAag,
k=0
VaT(Qn) OOU(Qm Qn—l) e OOU(Qm Qn—K)
g Cov(Qn-1,Qn) Var(Qn-1) o Cov(Qn-1, Qn-k)
OO/U(Qn‘—Kan) VaT(Qn—K)

and

E((Qni1 — E(Q))[}; ar(@n-r — E(Q))]) = ax B,
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where

OO/U(QH-H? Qn)
B— .

Cov(Qnt1, Qn-r)
It is easy to see that E((Qni1 — FM)?) is quadratic with respect to ax, and A

is symmetric and positive definite (this is true, since not all variances of external
demand processes equal zero, and the time correlations of all demand processes
are less than 1). Thus E((Qn1 — FM)?) is jointly convex in ok, and the optimal

(minimum MSE) axk satisfies the following linear equations,
Aay = B.
Using the optimal ak, the minimum mean square error becomes

E((Qne1 = F")?) = E((Quir — E(Q))?) — axB. (2)

Notice, that the only information that the manufacturer needs to know in order
to find the optimal ak is the aggregated order history @Q,, Qn_1,---. Also observe,
see equation (2), that the minimum mean square error is a non-increasing function
of K.

Classical linear minimum MSE estimation theory (Bertsekas 1995, Corollary
E.3.1 and E.3.2) gives the following characteristics of linear minimum MSE estima-

tion.

Proposition 4.3 If the model is linear and all noises are additive, then the mini-
mum MSE estimation FM of the aggregated demand, Q. 1, based on Qx is unbiased,

and Qni1 — Fé” 1s uncorrelated with Qpn, Qn_1,- -+, Qn_x and Fé”

The proposition thus implies that the forecast proposed by Raghunathan for

the single retailer case, which is indeed based on a linear combination of historical
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orders, is not a minimum MSE estimation. This is true, since, in his model, the
Qni1 — FM is correlated with FM,

To measure the impact of information sharing on the manufacturer’s forecast
accuracy, we use the ratio of the mean square error when the manufacturer re-
ceives information on retailer demand to the mean square error with no information

haring.
sharing ot .
E((Qn—H - Fn ) ) _ VaT(Qn-l—l - Fn )

E(Qu — F)N?)  Var(Qua — F))

We refer to this quantity as the forecast error ratio. The forecast error ratio is a

function of the following parameters: |I| the number of retailers, L the transporta-
tion lead-time between the DC and the manufacturer, and p;,d;/do, Vi € I, where
retailer 0 is a default retailer. a;, Vi € I and dp have no impact on the forecast error
ratio since a; does not show up in the ratio and we can divide both the nominator
and the dominator by dy.

Our objective now is to characterize the forecast error ratio as K — +oo. For
this purpose we need to characterize the minimum mean square error as K tends to
infinity. In what follows, we utilize a result first introduced by A. N. Kolmogorov
(1941) to quantify the asymptotic minimum mean square error.

We start with the special case of a single retailer, proving that as K — oo, the
forecast error ratio is equal to one. Thus, in this case information sharing does not
reduce the mean square error of the manufacturer forecast. Then, we characterize

the asymptotic mean square error in the multi-retailer case.



99

Consider a single retailer, and define the following notation:

Mmseo = limg oo B((qny1 — FM)?)
co = Var(q,) = o?
c1 = Cov(qn, qu) = po2—0b(b+1)oc% =\
e = Cov(qn, @ur) = p" I\ VEk > 2.

Proposition 4.4 For the special case of a single retailer, the linear minimum MSE
estimation FM based on q,, qn_1,- - - has an asymptotic minimum mean square error

equal to (b+ 1)%6% as K — oo. Thus, the forecast error ratio equals 1.

Proof: From Kolmogorov (1941),

Mmses = €

Qz) = cox+2272, %sm(kz;ﬂ)
Since ¢, is decreasing to zero and Y 32, sin(kx)/k is bounded, by Dirichlet’s test,
Q(x) is a convergent power series with convergent radius |p| < 1. We can take
derivatives term by term for power series within its convergent radius, hence,

w(x) =co+2) cpeos(kx).
k=1

: _ % cos(z) — :
Since ¢ = p*7I\ and 3232, pFeos(kz) = 1 f(Qpcc()szx) f_)pQ, we obtain

cos(x) —p
1 — 2pcos(z) + p*

w(z) =0 + 2\

Now
P = lfO” In(w(z))dz
= ifow In(a+ Beos(x))dx — %fow In(1 — 2pcos(z) + p*)dz
a+ /a2 — 32
= l”(—gi%
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where
a = o214 p%) —2\p
= 624 2b(b+1)6*
B = 2\ —2po?
= —2b(b+ 1)6*

Y

Finally, mse = € = ——5—— = (b+1)26%. From Proposition 4.1, it is easily
seen that the forecast error ratio equals 1. |l

The Proposition thus implies that in the single retailer case, asymptotically, the
mean square error in the no information sharing case is equal to the mean square
error in the case with information sharing. As a result, in this case information does
not increase the manufacturer’s forecast accuracy.

Proposition 4.4 can be extended to the case of multiple retailers.

Proposition 4.5 In the case of multi-retailer, the linear minimum MSE estimation
FM based on Qn,Qn_1,- -+, has an asymptotic minimum mean square error equal

to
mses = limg oo E((Qni1 — FM)?) =eP
P o= LS wi))de

) — o219, cos(x) — p; Viel
wi(x) o; 4 2\ = 2picos(@) + 72 i€

Proof: Applying Kolmogorov’s results to the multi-retailer case,

Qz) = Ciercd)r+232, #SZW,U{%)
Yier(chr + 23532, Ck_ksm(kx))

= ZiGIQi('T)>
where Vi € I,

¢ = o

¢ = pf A

Qi(z) = dax+232, %sm(kz;ﬂ)
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The second equality in the derivation of Q(z) is due to the rule of the sum of
convergent series. il

To compare the asymptotic (in &) mean square error in the case of no infor-
mation sharing to that of information sharing, we need to determine the quantity
Jo in(ro + ricos(z) + -+ + rpcos™(x))dzr, which is analytically difficult. Thus, in
the computational study reported in the next section, we use numerical integration
methods to determine mse,, when the number of retailer is relatively small, e.g.
|1] < 50.

In practices, the number of retail stores in a distribution system can be very
large, e.g. Estee Lauder Companies, Inc. serves more than 2000 retail stores in the
domestic market alone. Thus, it is interesting and important to characterize the

forecast error ratio as the number of retail outlets, ||, tends to infinity.

Proposition 4.6 Letp;, i =1,2,---,|I|, be a sequence of independent and identical
random variables having a distribution f(p) with support [0,1 — €]. Similarly, let 0;,
i=1,2,---|I|, be a sequence of independent and identical random variables having
a distribution g(&) with support [6(1),5(2)], and assume that § and p are independent
of each other. Finally, assume the probability distribution functions have sufficiently

many finite moments. As |I| — oo, we have,

1. The forecast error ratio converges to S/ exp(% Jo In(r4u(x))dz) almost surely.

Where
S O e
- 2052 (1 —(1—1 _—p)(L1+2_)p2) cos () —f(p)dp
u(r) = 01_E £ 1_ppz £ 1—2pcos(a:)p—|—p2f(p)d'0’
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2. The forecast error ratio is only a function of L and f(-) but not a function of
g().
3. As L — oo, the forecast error ratio tends to one for all probability distribution

of p.

Proof: See Section 5.7 for details. }
The third result depends on the AR(1) assumption of the demand process. In

E+2 Thus, the demand information

Equation 1, the coefficient of D,,_1, bp+p—b=p
of individual retailers becomes less important as L — oo.

To illustrate the results of the proposition, we determine the forecast error ratio
for p ~ Uniform[0,1—¢]. In this case, S = 14+ (1—€)+ (1 —€)?+---+ (1 —¢)FT +
%—i%(l —e)l 2+ ﬁ(l —e)f B4t ﬁ(l —€)2+2. We also determine the
forecast error ratio for p ~ Normal(0.5,0.04). The integration of [J In[r + u(x)|dz
is quite complicated even for uniformly distributed p, thus numerical integration
methods are used to calculate the forecast error ratio.

Figure 14 shows the forecast error ratio as a function of L when |I| — oo and

infinite historical data is included in the forecast. We observe that

e Information sharing can always improve the manufacturer’s forecasting ac-
curacy, e.g. L = 0, information sharing allows the manufacturer to reduce

forecast mean square error by nearly 6.3% when p ~ Uniform[0,0.99].

e As L increases, the value of information sharing decreases.

Moving average
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Figure 14: The impact of the transportation lead-time when |I| — oo

The moving average forecast is based on order history, Qg, and can be written
as FM = agQl with ax = ﬁeK, where ex = {1,1,---,1} is a row vector with

K + 1 dimensions. Thus, the mean square error of moving average is

1 e
(K+1)2 <K K +1

E(Qu1—FM)?) = Var(Qua—F)") = Var(Qus1)+

The first equality comes from the fact that the moving average estimator is unbiased.
It’s easy to see that as K increases, the moving average’s mean square error may

increase. Finally, for K — oo, we have F((Qn41 — FM)?) = Var(Q).
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4.4 Computational results

In this section, we use computational analysis to study the impact of information
sharing on the manufacturer’s forecast accuracy when the number of retailers is
relatively small, e.g. less than 50.

We conduct the following two computational studies. First, we compute the
forecast error ratio for the linear minimum MSE estimation as the number of his-
torical data included in the forecast, K — oo. In this study, we vary the following
parameters: |I|, the number of retailers, and L, the transportation lead-time. In
particular, |I| € {2,3,---,50} and L € {1,2,---,20}. For each combination of |I|
and L, we randomly choose p; € [0,1) and §;/d¢ € [1, 3] following the uniform dis-
tribution. For each combination of |I| and L, we compute the forecast error ratio
for 40 randomly generated data instances. For each instance, we select randomly
the values p; and 6;/dp. Finally, using the 40 instances, we determine the average of
the forecast error ratio and its 95% confidence interval.

Second, we compute the forecast error ratio for both the minimum MSE esti-
mation and moving average when K is finite. In our study we vary the following
parameters: |I| € {10,20,50}, L € {5,10} and K € [1,75], the number of historical
data included in the forecast. To analyze the impact of p; and d;/dy, we randomly
generate p; € [0,1) and 6;/dp € [1,3] using the uniform distribution. For every
combination of K, |I| and L we compute the forecast error ratio for 10 randomly
generated data instances. Each instance selects randomly the values p; and §;/dp.
Finally, using the ten instances, we determine the average of the forecast error ratio
and its 95% confidence interval.

Figure 15 and 16 illustrate the average and 95% lower and upper bounds of the
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Figure 15: The impact of the number of retailers (K tends to infinity)

forecast error ratio for the linear minimum MSE estimation as K — oo. Figure 15
shows the impact of the number of retailers when L = 2, while Figure 16 shows the
impact of the transportation lead-time when |I| = 40. These figures demonstrate

that
e Information sharing allows the manufacturer to reduce forecast error.

e As the number of retailer increases, the benefits of information sharing tends

to increase.

e As the transportation lead-time increases, the benefits of information sharing

tends to decrease.
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e Overall, the benefits of information sharing is not high, i.e., if |[I| < 50, the

forecast error ratio is larger than 95% in all of our test examples.

In Figure 17 we analyze the impact of the number of historical orders used

by the manufacturer to create the forecast. The Figure shows the average of the

forecast error ratio for both the minimum MSE estimation (solid lines) and moving

average (dashed lines) when L = 5. In each case, we analyze the forecast error ratio

for systems with 10, 20 and 50 retailers. Figure 18 illustrates the 95% confidence

interval of the forecast error ratio for the case with 50 retailers.

demonstrate that

These figures
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Figure 17: The averaged ratio of forecast errors

e As the number of historical data, K, increases, the forecast accuracy of both
the minimum MSE estimation and the moving average increases for small
values of K. On the other hand, for large values of K, the forecast accuracy of
the minimum MSE estimation continues to increase while the forecast accuracy

of the moving average may not always increase.

e Using the minimum MSE estimation, the mean square error of the manufac-

turer’s forecast quickly converges to the asymptotic mean square error.
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Figure 18: The 95% confidence interval of the ratio of forecast errors

e By simply using moving average forecast, a manufacturer can generate a fore-
cast that has a slightly higher mean square error relative to the forecast gener-
ated when the manufacturer receives demand information from each retailer.
For instance, when K is chosen appropriately, the forecast error ratio for mov-

ing average is larger than 90% with 95% confidence.

4.5 Discussion and conclusion

In this chapter we considered a simple supply chain with a single manufacturer, a

single distribution center (DC) and multiple retailers. We analyzed the impact of
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information sharing on the manufacturer’s forecast accuracy.

For this purpose, we compare two systems, a supply chain with information shar-
ing and a supply chain without information sharing. When there is no information
sharing the manufacturer’s forecast is based on the historical data of aggregated
orders received from the DC. In a system with information sharing, the manufac-
turer’s forecast is based on the historical data of external customer’s demand as well
as orders from each retailer.

Our analytic and computational results reveal the following insights:

1. For a single retailer, utilizing infinite order history (e.g., minimum MSE fore-
cast) can generate the same impact on forecast accuracy as information shar-

ing. Indeed, the same insight is provided in the work of Raghunathan.

2. For multiple non-identical retailers, information sharing has an impact on fore-
cast accuracy even if the manufacturer utilizes infinite order history. More
specifically, information sharing provides relatively large benefit when the

transportation lead times between the manufacturer and retailers are short.

3. In general the shorter the transportation lead time and the larger the number

of retailers, the higher the impact of information sharing on forecast accuracy.

4. Moving average forecast can perform quite well when the number of retailer is

relatively small and the transportation lead-time is relatively long, e.g. L > 5.

Finally, we would like to point out that similar questions arise in other systems.
For instance, consider a multi-product assembly system where each product is as-

sembled from many common components. The question in this case, is whether
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individual product’s demand information can help the component supplier better
forecast future orders? It will be interesting to try and generalize the results ob-

tained in this chapter so that we can also analyze assembly systems.



Chapter 5

Proofs and technical details

5.1 Proof of Lemma 2.1

Proof: : The proof of parts (a) and (b) are identical to the one in Federgruen &

Zipkin (1986b). Here we focus on the proof of part (c).

Let’s first consider the last ordering period in the planning horizon, and rewrite

the dynamic programming formulation

Ulz) = —(c+hn1)z+V,(z)

n

Vo) = mingeycorc{,(y)}

as

T.) = @.(y)+ U, (y — D)
P+, y-D)
Tn(y) + ﬂminygy/gy—i-C{‘]n—l(y )}7
where ¢, (y) is defined as

/()_ Cy+hn—ly> 2<n<N
T e+ B(L(y, X D)), n=1.

Since salvage cost Up(-) = Vy(-) =0, so

/ {O—ﬁMH%mA—ﬁM4w,2§n§N

mn(y) = cy + E(L(y, . D)), n=1.

111

J/( ) _ cy + hn—ly + ﬁU;z—l(y) n =
Y cy +EL(y, = D) + BE(U,_1(y =¥ D)) n=

N

g aeey

1.



112

The minimal total cost for this ordering period Jy (yx) can be obtained by using

the equation for .J () recursively,

‘]]/V(yN) = TN(yN) + ﬂmlnyN<yN 1<yN+C{TN l(yN 1)
+-o-t ﬁ mlny3<y2 <y3+C{T2 (y2) + ﬁ mlnyz <y <y2+C{T1 (yl)}} }

(1)
Notice that for alln = N, N—1,--- 1, if y+A, minimizes 7, (y') in interval [y, y+C],

then

(Y + An) — 1, ()]
X |An|
< C,

| minyéy/ <y+C {T;z (y/ )} - T;z ()|

since 7/, (y) is at most proportional to a linear function of y. Thus, we can show
that the absolute difference between equation (1) and 3%, ' (yx) is bounded by a
finite number, which is independent of y. Finally, after expanding >,/ (y) and
canceling some terms, we have YN 7 (y) = cy + hy_1y + BN 'E(L(y, X D)) +
constant. Hence, in order for J,(y) — +oo for all n when y — —oo, we need
BNl > e 4 hy_i.

The proof for other ordering periods is similar. il

5.2 Proof of Lemma 2.3

Proof of Part (c) of Lemma 2.3.

In this Appendix, we show that if ¥ ~17 > ¢+ hy_y, then J,(y) — +oo for all
n=N,N—1,---,1 when y — —oo. The case when y — +o00 is straight forward.
For this purpose, let’s consider the last ordering period in the planning horizon.

From equation (4)

Ta(y) = @u(y) + BE(Un-r(y — D))
= r(y) + BE(Vasa(y — D)) ,
= ra(y) + BEmin, pey <y piela1(y)}),



113

where n = N, ---, 1, salvage cost Up(-) = Vo(-) =0, and

(y) = (1= B)ey+ (hn-1 — Bhn_2)y+ Blc+hpo)p, 2<n< N
T ey + E(L(y. D)), n=1.

The minimal total cost for this ordering period Jy(yn) can be obtained by using

the equation for J,(y) recursively,

In(yn) = rn(yn) + BE(ming, —p<yy  <yn-prcirn-1(yn-1) 2)
+ -+ BE(ming, p<y, <y -prc{ri(y1)}) -+ }).

Similar to Appendix A, we notice that for alln = NN —1,--- .1,

/

[EC min  {ra(y)}) — ()] = [E(ra(y — An(D))) = ra(y)l;

y—D<y' <y—D+C
with D — C < A, (D) < D, and
|E(ra(y — Au(D) = ra(y)| = | J2Z[ru(y — An(D)) = ra(y)] fo(D)dD|
o | J23 An(D) fp(D)dD|
< max{|p — CY, [ul},
since r,(y) is at most proportional to a linear function of y. Thus, we can show
that the absolute difference between equation (2) and Y, r,(yn) is bounded by
a finite number, which is independent of y. Finally, after expanding YV, Tn(Yn)
and canceling some terms, we have N 7, (y) = cy + hy_1y + BV 1E(L(y, D)) +
constant. Hence, in order to have J,(y) — +oo for all n when y — —oo, we need
BN > c+ hy_1.
The proof for other ordering periods is similar. il
Observe that the condition 3 ~'7 > c4hy_; implies that the discounted penalty
cost has to be larger than production cost plus inventory holding cost for N — 1
information periods. Intuitively, this condition requires that the manufacturer starts
production even in the first information period of any ordering period if her initial

inventory position at the beginning of the ordering period is sufficiently low.
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5.3 Proofs of Chapter 3

The proof of Proposition 3.1:

Proof: First consider the shortfall process {spn4i,m = 0,1,---} for i = 1,---, N.
We start our proof by assuming i.i.d. demand D with mean ED. Without loss of
generality, we assume initial state x(y < 0 since states larger than zero are transient.

Since

L >0, Vi>0
PriD =i} { =0, otherwise,

the shortfall process {s,,n =0,1,---} has state space S = {0,1,---} and transition

function: s, = (s,—1 + D — C)*. Thus, the transition matrix is

pPr{D<C} Pr{D=C+1} Pr{D=C+2}
pr{D<C-1}y Pr{D=C} Pr{D=C+1}
pPr{D<C-2} Pr{D=C-1} Pr{D=C}

Pr{b =0} Pr{D =1} Pr{D = 2}
0 Pr{D =0} Pr{D =1}

Let d(i) = E(Snt1 — Snl|sn = 1) = Xjes(j — 1) Py. If i > C,

d(i) = Y32 +i—C)—dPr{D=j}
= Y32 = C)Pr{D =j}
= ED-C.
If:<C,
d(i) = —iPr{D<C—i}+3X52,(j—i)Pr{D=C+j—i}

(C—i)Pr{D <C—i}+S2y(C+j—)Pr{D=C+j—i}-C
(C—i)Pr{D < C —i}+ED—C
Q.

AVANI

So from Pakes’s Lemma (Kulkarni 1995), the shortfall process of order-up-to zero

policy with i.i.d demand is positive recurrent if ED < C'.
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These results can be easily extended to periodical demand Dy, D5, ---, Dy for
finite N and under order-up-to zero policy. Assume demand in different periods are
independent of each other. The transition matrices for demand D,

Pr{iDj=j—i+C}, i>C
Po={ Pr{Di=j—i+C}, 0<i<C,j#0
Pr{iD;<—i+C}, 0<i<C,j=0,

forl =1,2,---, N. To simplify the notation, define

1-N __ 1 2 N-1 N
PZ] - Z Pikl Pklkz e Pk P

N_2kn_17 kn-15>
ki1€S,- kny_1€ES

1th

the transition matrix between information period in one ordering period and the

1*" information period in the next ordering period.

1th

Thus, if we start from information period in one ordering period, and proceed

to the 1'* information period in the next ordering period,

E(syyn — se|sy =1) = Zjesjpz'j_w —1
= Zjes(j - z)Pé_’N
= Yjes(U—knat+bya—kyo+ -+ k—i) X PZ%_’N
= Sines BT Yies( — kno1)PY A+
+ Y kyes P N2 S ses(bno1 — kv_) B!

kn_okn_1

X Yjes PN 4 4+ Ypes(ky — i) P, Yjes PETY.
We can change the order of summation because of Fubini’s Theorem (Karr 1993).
For the first term of the summation, if ¢ > NC', then ky_; > C because the
shortfall can decrease by at most C' in each information period. Together with
Y kn_1€8 ij;’ivl_l = 1,Vi > NC, this implies that the first term is equal to EDy—C.
For the second term, notice ;e Pk]?YV—lj = 1,Vkn_1 and >, ,es ij;i\g_z = 1,Vs,
similar to the argument of the first term, if ¢ > (N — 1)C, then ky_o > C, which
implies that the second term is equal to EDy_1 — C. We can keep doing this until

the last term. For the last term, notice ;g P,SJ’N = 1 for all k;, thus the last
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term is equal to ED; — C'if i > C. So we proved that if i > NC, E(siyn — St|st =
i) = SN, ED; — NC. In addition, since E(sig4n — st|st = 1) < oo for 0 <i < NC
(otherwise there must be a D; with infinite mean since s;+1 = (s; + D — C)7), from
Pakes’s Lemma, we prove the positive recurrence for order-up-to zero policy.

The relationship between y, and s, is s, = —vy,, and we also have x,;1 =
min{0, z,, + C'} — D,,. The proof of positive recurrence for z,, and y, are similar. i

For the reader’s convenience, we present a complete proof of Lemma 3.1 and
3.2 in this appendix. We prove Lemma 3.1 using the following two steps: first we
show, Proposition 5.1, that the long-run average cost is finite (a similar proof is
given in Bertsekas 1987). Then, for Markov chains with certain structure, we show,
Proposition 5.2, that finite long-run average cost implies finite steady-state average
cost. To prove Lemma 3.2, we just need to show that the generalization of Foster’s

criterion is satisfied in the information sharing model analyzed in this chapter.

Proposition 5.1 Consider Markov chain {X,,n =0,1,---}, if there ezists a func-

tion V(-) : S — [0,00), and a constant n such that
E{V(Xpt1) = V(Xp)| Xy =2} < —r(z) +n,Vz € S,

where r(-) is bounded from below. Then for initial state xo with V(zy) < oo, the
stochastic process X, with single-period cost function r(x) has finite long-run average

cost.

Proof: Re-arrange the inequality,

n+V(x) > r(@) + E(V(Xp1)| X = 2),Y2 € S,
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To simplify notation, we define (T'V')(x) := r(x)+ E(V(Xp41)|Xn = ). Thus, since

the inequality holds for every xz, we can drop the reference to x and have
n+VvV=>1TV.
From the monotone property of T (Bertsekas 1987), clearly we have
M+ V>n+TV=Tn+V)>T(TV):=TV.
Continuing in this fashion N times we get,
Nn+V >TVV,
where TNV := T(TV~1V). Dividing by N, and letting N — +o00, we have
lim TV (z0) < Tim (5+~V(w0)) =
W, § TV ) < Jim 0+ V(o)) =

where the equality is justified since V' (zg) < oc.

Finally, notice that the left-hand side of above inequality is the long-run average

cost of {X,,,n =0, 1,---} with a single-period cost function r(-), starting with initial

state xo and terminating with cost V(+). Since r(-) is bounded from below, we have

1oy
Nl_lg_loo NT V(zg) > —o0.

Now we want to show that finite long-run average cost implies finite steady-state

average cost for ergodic Markov chain.

Proposition 5.2 Consider an ergodic Markov chain {X,,n =0,1,---} and let r(-)
be the single period cost function. If r(-) is a continuous function and bounded from

below, then finite long-run average cost implies finite steady-state average cost.
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Proof: Since X, is ergodic, thus X, 4 X , as n — 400, where < means convergence
in distribution. This implies r(X,) -5 r(X), as n — 400, since 7(X) is a continuous
function (Karr 1993). Without loss of generality, we may assume that r(-) is positive
since by the assumption r(+) is bounded from below and hence we can always add a
constant to change it to a non-negative function.

Billingsley (1999) Theorem 3.4 shows that for a random sequence Z,, if Z, 4z ,
then E(|Z]) < limy—yoo inf E(|Z,]). Hence,

E(r(X)) limy oo inf E(r(X,,))

<
< limy— ooy SN B(r(X,)) < +00.
To justify the last inequality, first notice that vy, = lim,— 1 inf E(r(X,)) < oo,
otherwise long-run average cost will not be finite. Second, for any sequence n; — oo
so that E(r(X,,)) — Vinf, Vinf = limN_,Jroo% YN E(r(Xy,)) (Kemeny, Snell,
Knapp 1966).

|

Lemma 3.1 is a direct result of these two Propositions.
Proof of Lemma 3.2:
Proof: To prove the first part of the lemma, it is sufficient to show the existence
of a function V satisfying the requirement of Proposition 5.1.

We start by analyzing i.i.d. demand D with mean ED. Let V(z) = g,(x +

C)Ptand g, =

= 1)(é —ED) Clearly, V() maps the state space of the shortfall

S =10,1,2,---} to R*.
Ifi > C,
E(V(snt1) = V(sa)lsa =1) = g, 2551+ = (i + C)HPr{D = j}

+1 1
= 4 Ziié ( P k )(mk — CF)irtih,
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where my = 3272, j*Pr{D = j}, is the k' moment of demand. Further expanding

the equation, we obtain

E(V(Sn+1)_v(sn)|5n = Z) = —2p+qp[< p—g 1 ) (m2_02)ip—1+. . '+(mp+1—cp+1)].

If:<C,

E(V(sn+1) = V(sn)|sn =1)
= q[(CPT —(i+ )" Pr{D < C —i}+
+ 22 e (G +H ) = (i + O Pr{D = j}]
= q[CPPr{D <C—i} + X320 (j +i)" Pr{D = j} — (i + C)**]
= q[X55 e = (G + )P Pr{D = j}+
+252[( + ) = (i + C)PHPr{D = j}]
= q[X55HCP = (G + i) Pr{D = j}

"y ) (mg = C2)i™ 4 (g — PP,

+qp[< 9

To summarize, in both cases,

E(V(s11) = Vi(sa)lsa = i) = qup<c,z'>—ip+qp[(p"§1)<m2—02>z'P—1+

+ - 4 (Mg — CPY)],

where

(Ciy=1 Y, 0z
g,(C,1) = ZJQ:_OZ—l[OpH_(j_H')pH]pT{D:j}7 0<i<C.

Define the single-period cost function

o) =t =g l( P51 )= et (P (- )]

and since my < +oo for all positive integer £k < p + 1, then from Lemma 3.1
and Proposition 3.1, steady-state average cost is finite for the shortfall s, with
single-period cost function r,(z).

In fact, if the single period cost function is r(x), V0 < I < p, where

o) =at=af( 15" ) oma - etk (1) ) o e
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the same analysis shows that the corresponding steady-state average cost is finite

for the shortfall s,,.

l

Finally, our objective is to show that if the single period cost function is ',

then the steady state average cost of the shortfall is finite. For this purpose we use
induction on [. The case [ = 1 is obvious since we already know that for r(z) = x
the steady-state average cost is finite. By induction on [ and the fact that steady-
state average cost of the shortfall is finite for r;(z), 0 < < p, we get our result.

Now we extend the result to independent demand with periodically varying

distribution Dy, Ds, -+, Dy. Define >> D = 271:’:1 D,, V(z) = Q,(x + NC)**!' and

Q, = (p+1)(NC—lzf:1EDn)' We consider Markov chains {s;,n4+i,m = 0,1,---} for
1=1,2,---, N. Following the same proof as for i.i.d demand,

E(V(snin) = Visa)lsn =) = QuGp(C,i) + Q,[X520[(j + )7 — (i + NC)**]
xPr{¥ D = j}]
p+1

= QG (Ci) - P31 ) on - (vep)x
XU e (Mp — (NC)],

where
) =0, 1> NC
G,(C1) { < 400, 0<i< NC,

and M, = Z;‘;OjkPT{ZD = j} is the k™ moment of total demand during one
ordering period.

If the shortfall process is aperiodic, then apply the same logic as for i.i.d. demand
to obtain the desired result.

If the shortfall process {s,n+i,m =0,1,---} is periodic, then the period d must
be finite since {smn+4i,m = 0,1,---} generates a single irreducible and positive

recurrent class (Proposition 3.1). Thus, the d subsequences of shortfall process are
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aperiodic Markov chains for each of which we can apply our result (Kulkarni 1995,
Theorem 3.16).
We now prove the second part of the Lemma. Since s; is non-negative, the

Monotone Convergence Theorem implies that
EQ_A'sl") = >_B'Elsi|".
t=1 t=1

Because of the first part of this lemma, and 0 < 3 < 1, this summation is for a
power series with positive and bounded coefficients, so it is finite.

Since the inventory position processes y; = —s; and xy11 = y; — Dy, it’s easy to
show that the same arguments apply for y;, z;. 1
Proof of Proposition 3.7:
Proof: Consider time discounted factor # such that 0 < e < 8 < 1, we first prove that
there exists M > 0 and independent of (3 so that lz’mm_,oonl ~n+i(0) is bounded from
above by % Then we show that the optimal order-up-to levelsy;,7 =1,2,..., N
are bounded both from above and below by a constant independent of .

Using order-up-to 0 policy, referred to as g, and starting with 0 inventory po-

sition, define the expected total discounted cost using policy oy to be

U£N+z‘(0> oo) = E{ZL”:]Y)“‘I 5k9mN+z‘—k($mN+z‘—k> 00(Tmn+i-k))|[Tmn+i = 0},

where E(-) is the expectation with respect to all demand in periods from mN +i (the
initial period) to 1 (the last period). Of course, we can interchange expectation and
summation when m — +oo, due to the fact that the cost is non-negative and the
Monotone Convergence Theorem. Since the steady-state average cost of gy is finite
(see Lemma 3.2), so there must exist a finite M > 0 independent of # and initial

period 4, so that Vm and Vk = mN +i,---, 1, E{gr(xk, oo(zk))|Tmn+: = 0} < M.
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Hence,

Ui —ccUpy 11(0) < limim—oUpny 4(0, 00)
= iMoo STt BFx
X E{gmN +i—k(TmN+i-ks 00(TmN+i-k)) [ Tmn+i = 0}
it o0 STt BEM
M

1-p

To complete the proof, we need to show that the optimal order-up-to levels y;,7 =

IN

1,2,..., N are uniformly bounded from above and below for all 0 < ¢ < 3 < 1.

Observe J/(yr) < % + b,Vi, where b is a constant, since ¢;(0) + J(yF) <

U (0) < %.

Consider J4(y) first,

g b = TR = wn(yr) + BE{Miny, cpy I3 (yv1)}
N
> Walyy) + ﬂNJfV(y;*V)W )
> S B W k) = U,

where W;(y) are defined in Section 3.3.1. Thus, Wy(yn) < M1+ 06+ -+ +
BV + (1 — BY)b. Since Wiy (y) is convex and Wiy (y) — +oo as |y| — oo, then
yx is uniformly bounded from both above and below for all 0 < € < 3 < 1.
Same procedure can be applied to any ¢ # N, where W;(y) — +o0 as |y| — oo if

ﬂi_l’/T >c+ h;i_1. |

5.4 IPA in the case of information sharing

Following the notation of Section 3.1, let x,,n4; be the inventory level at the
beginning of information period mN +1, wheret = 1,---, N, and N is the number of
information periods in one ordering period. Recall that 1 indices the first information

period and N indices the last in any ordering period, and a; is the order-up-to levels
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for i information period, i = 1,---, N. Let @ = {a1,---,ax}. For simplicity, we

only consider i.i.d. demand. The dynamics for x,,n; is

TmN+i—1 — D, TmN+i-1 = Q-1
TmN4i = § @1 — D, TN4io1 < @i—1 and Tpynii—1 + C > a1
TmN+i—1 T C— D, TmN+i—1 T C< A;—1,

the amount produced in period mN + ¢ — 1 1is y;n4i—1 — TmN+i—1, Where

TmN+i—1, TmN4i-1 = Q-1
YmN+i-1 = § @i—1, TmN+i—1 < @j—1 and Tyniio1 +C > @i
TiNti-1 + O, Tmngic1 +C < a;-q.

Finally, the cost function is

+ C_
cost = h’Nme—i—z' + Tr(_me-H')—’—? =1
AN—it1(YmN+i-1 — TmN+i-1), Otherwise.

For any j = 1,---, N, the sample path derivatives with respect to a; can be

computed in the following way,

0T N +i YN +i-1 1(;’:1—1); TiN4i1 < Gi—1 and Tpy4i-1 + C > a1
da; — da; TmNtizl - otherwise,
aj
and
h ame—l—i =1
N o 1=1and z,,y+1 >0
j
dcost _ ’/Tame—H i=1and z,,nyi1 <0
=9 " Da. = 1
hn—ita( y”éﬁﬂ‘l - x%ﬁﬂ‘l), otherwise,
j j
where 1(,—, is an indicator function which equals to one when z = y. The

following standard iteration is used to find the optimal order-up-to levels. Let

% = diag(yF, 75, ..., 7%) be the stepsize matrix,

atl =@ — TV cost(a),
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where @* represents the order-up-to levels in kth iteration, and V'cost is the estima-

tion of the gradient Vcost = {aCOSt, ey Ocost M. The initial condition is z1 = 0
Oay dan

and Vz; = 0. In the simulation, it is important to make sure that each order-up-to

level a;, i = 1,2,..., N is positive Harris recurrent (see, Meyn and Tweedie 1993),

otherwise % = 0. Assume that Prob{D = 0} > 0 and demand can reach its

maximum value, max{ D}, with a positive probability, sufficient conditions for pos-

itive Harris recurrence in this model are that >%, ED; < NC and @ satisfies the

following property (see Theorem 6, Kapuscinsky and Tayur 1998),
a1 —max{D} <a;<a;,_1+C,i=1,--- N.

In the simulation, we follow Glasserman & Tayur (1995) in their selection of the
step-sizes, transient deletion, run-length and stopping criterion. We will use the
following method to reduce step-sizes: we pick the initial step sizes to be 0.2 for all
order-up-to levels, and run the simulation for a fixed number of iterations. We then
halved the step size for any order-up-to level if the partial derivative of cost with
respect to this order-up-to level changes sign. Once the step size is reduced, we will
keep it constant until after a certain number of iterations. The minimum value used
for a step-size is 0.002.

In the simulation, we find that there is little difference if transient deletion is
more than 500 and run-length is more than 20000. Finally, in order to terminate
simulation in finite time, we set the following stopping criterion: either iteration
exceeds a given number (e.g., 600), or (V'cost - V/cost)l/2 < 0.01. The initial order-
up-to levels are chosen to be zero.

To verify that the simulation results are indeed close to true optimal values, we

performed the following test. We simulated the system for discrete values of the
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order-up-to levels starting from 10% below the estimated optimal order-up-to level

to 10% above that level.

5.5 IPA in the case of no information sharing

Let x,,n1; be the inventory level at the beginning of the information period
mN +1i. Forv=2,--- N, we have:

TmN+i—1, TmN+i-1 = Qi—1
ITmN+i = § Qi-1, TN4io1 < Gi—1 and Tpy4i-1 + C > a1
TiN+i-1 + O, Tyngio1 +C < a;-q,

and for i =1,

TN — 2. D, TmN 2 AN
TmN41 = an — 2. D, Tmn < ay and ,n +C > ay
TN +C =D, z,n+C <ap,

where > D is the total demand in one ordering period. The cost functions are

+ N+ L
cost = hN'TmN_H‘ + ’/T(—.TmN—H) 5 1=1
AN—it1(TmN4i — TmNti-1), Otherwise.

The sample path derivatives of inventory levels and cost functions are computed in

the following way,

OTmN+i 1a(j:z’_1)> TmN+i-1 < @i A0d Tmy4i1 +C 2 a;
Ba, = x m]g =l otherwise
J
and 5

hN%, i=1and zpnp >0

) 5

cost i ;

_ _W%7 t=1and zpni1 <0

aaj a;

th ’+1(ame+i _ ame—H’—l)
—i
aaj aj

, otherwise.
In the model of no information sharing, we find that convergence can be speeded
up by adjusting the order-up-to levels in each iteration using the constraints a;;1 >

a,i=1,--,N—1.
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5.6 IPA and the timing of information sharing

Since sharing information at the end of N** interval is the same as no information
sharing, we will only consider situations in which information is shared at the end

of k' interval, k =1,2,---, N — 1.

TmN+i-1 — D", TmN4i—1 = Qi1
TmN+i = § a; — D", TmN+i—1 < @j—1 and Tynii-1 +C > @i
TiNti-1 +C = D", Tpnyior + C < aj-i,

where D!, i =1,..., N is defined as
0, iAk+1,1
D=4 Y8, D, i=k+1
itk D, i=1.

The production in period mN + k iS YmN+k — TmN+k, Where

TmN+k, TmN+k = Ok
YmN+k = § Ok, TN+t < a and Ty +C > ag
TN+t + O, Tmnyr + C < ay.

The cost functions are

+ .
h’Nme—l—i + W(_'TmN-I—i)_'—? 1=1
cost =< hy—it1(YmN+i-1 — TmN+i-1), 1 =k+1
An—is1(TmN4i — Tmnyio1),  otherwise.

The sample derivatives are

OLmN1i { W(j=i—-1), mnyi1 < ai—1 and Tpy4io1 +C > a;q

= .1' : .
da mN+izl = otherwise,
a;
and 3
T » .
hn "&N“, i=1and x,ni1 >0
j
Jcost or :
mN+i P
= T e t=1and z,,ny+1 <0
aaj aj ’

ox N4i ox N4+i—1 .
hn—iy1( a”;‘lj“— "éa;” ), otherwise.
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To speed up the convergence, we adjust the order-up-to levels at each iteration
according to the same idea used in the model of no information sharing: suppose
information is shared at k # 1, N —1, weset a; < a;41,0=1,---, k—1,k+1,---  N;
if k=1, weset a; < a;41,2 =2,---,N; and if k = N — 1, we set a; < a;41,71 =

1, N —2.

5.7 Proofs of Chapter 4

We first cite the following lemma by Rust (1997) and Andrews (1992) without proof,

then we present a proof of Proposition 4.6.

Lemma 5.1 (Uniform Strong Law of Large Numbers) Let 1, x2,- - - be i.i.d.
random variables choosing value from domain X (X is a Borel space). Let g(z,0) =
h(z,0) — Ey(h(z,0)) be a measurable function of x for all € ©, and a continuous
function of 6 for almost all x € X, where E, is the expectation with respect to .

Assume

1. © is compact.

2. % SN g(zn,0) — 0 almost surely for all § € ©.

3. |g(z,0)| < d(x) for some function d satisfying E,(d(x)) < oo.

Then, we have as N — 00, SUppce |% SN g(zn,0)] — 0, almost surely.

Proof of Proposition 4.6:
Proof: We first prove (1) and (2).
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Let’s consider the case of no information sharing and when the manufacturer

uses linear least square estimation based on ), Q,_1, - --. Proposition 4.5 gives

MSesy = eP

P = 7rf0 ln(Zzelwz( ))dx
= fo ln[|I|(|I|Zzele( x))]dx

= Inl1+ L il S wi(o)]de.

1]

Then, consider the case of information sharing. From Proposition 4.1 we have

/
mse = €P

/

P o= In[Sier(bi + 1)%6]

In|I| + m[|17| S (bs + 1)262].

Thus, the forecast error ratio equals

eF' =P = exp(ln[|}| > (b +1)%67] — l/ |I| sz

el el

Following the Strong Law of Large Numbers (Karr 1993 Theorem 5.33),

lim 7o |17| Yicr(bi +1)207 = [, 5(b+1)%5°f(p)g(8)dpdd, a.s.
Ty 7o ln[|17| Yier(bi + 1207 = In[f, 5(b+ 1)262f(p)g(8)dpdo], a.s.

The second equality comes from Karr 1993 Theorem 5.23 (continuous mappings).

Similarly, for all z € [0, 7],

lim —sz :/p w(z)f(p)g(d)dpdd, a.s.

[Hl—oo |I] 42 0
: _ cos(x) —p  _ 0*(142b(b+1) —2b(b+ 1)005( )
Notice that w(z) = o —1—2)\1 ~2pc0s(@) + 77 1= 2pcos(x) + 1 .
It’s easy to see
5° 6*(1+4b(b+1
0 < —= <w(x) (1+ (+))<oo,

(1—p)?
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for p € [0,1 — €] and 6 > 0.
We now verify the conditions of lemma 5.1 for w(x): [0, 7] is compact. w(x) —

E,s(w(x)) is continuous in z for all p,d, and it satisfies the third condition of
63 (1 + 4b(b+ 1))
(1-p)°
Numbers, it is easily seen that |ﬁ Yicr(wi(z)—E,s(w(x)))| — 0 almost surely given

lemma 5.1 if we choose d(p,d) = . From the Strong Law of Large
Vx € [0,7]. Thus, the lemma 5.1 implies sup (g - ||17| Yicr(wi(z)—E, s(w(zx)))| — 0,
a.s.

By definition, the Uniform Strong Law of Large Numbers implies

P{(7.5) : | lim mm (w(a)), Ve € [0,7]} = 1,

[[—o00

where (p,0) is an element in the sample space. Define

W ={(p,9):| lim |I| sz (w(x)), Ve € [0,7]}.

[I|—o00
For any (p,8) € W, we have

i 7o ﬁ Sicrwi() = E,s(w()),Va € [0,7]
11m|1|_,ooln[|l| Yicrwi(z)] = In[E,s(w(x))],Vx € [0,7].

The second equation comes from the fact that In(-) is continuous and finite. Because
ln[|17| Yicrwi(x)] is uniformly bounded for all z € [0,7] and p,d, by Dominated
convergence theory, we have

/ |I|§:wZ dx_’/ In[E,s(w(z))]dz,¥(p,0) € W.

el

Which implies

1 1
lim —/ |I|sz = —/0 ln/péw (8)dpdd)dz, a.s.

(|00 T el
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Thus, the forecast error ratio converges to

exp(ln[/ (b+1)%6%f(p)g(8)dpdd) — l/07r ln/p w(x (0)dpdd)dz)

0,0 ™ é

almost surely.
Observe that

4(2

(2)
[+ 02 (a(6)dpds = [ " 6%9(5)d5 x S,

s @ () 0)dpds = [ #9(5)d5 x [ (0% + 2=t <L) f(p)dp
= ) 829(8)ds x [r +u(a)),
where

S - 01_6(6 + 1)2]6(021@ L+3 2L+4
—e 1 -2 — 2 2
el tp—2p L0 f(p)dp

T —=
' i
_ (l-ezp tp—p cos\r) — p
u@) = fo 1—p 1 — 2pcos(z) + pr(p)dp'

Canceling the terms associated with ¢, the forecast error ratio converges to

S/ exp(% /07r In[r+ u(x)]dz),a.s

Second, we prove (3). As L — o0, b+1— ﬁ thus

S = fy E( ) 2f(p)dp
ro— fy + P
0 ( p)(l 2)f(p)dp
= 01 ‘ f(p)dp

(1 p)2

u(z) — 0.

Finally, exp(% JTin(ryde) =r = [}~ ﬁf(p)dp. As desired. B
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