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Abstract

This dissertation studies a few models in two categories of operations management. The
first part of the dissertation focuses on supply chain management related topics. We
consider a supply chain model with one supplier and one retailer who acts as a newsven-
dor. The first model in this dissertation focuses on the supplier and the retailer’s optimal
policies in a multi-period newsvendor model. We derive the optimal pricing and order-
ing policies for demand with Increasing Generalized Failure Rate (IGFR) property and
obtain comparative statics for the optimal prices. We discover that under certain con-
ditions of the demand distribution, the supplier’s optimal prices are increasing in time.
Moreover, the price increments are increasing in the backorder cost and the optimal
prices are increasing in the backorder cost as well. We also perform a distribution-
free analysis of the multi-period newsvendor model and provide the structure of the
worst-case distribution.

In addition to the pricing and ordering decisions, we also analyze the risk-return
trade-off in single-period newsvendor models using the mean-variance approach. We
discuss the classic newsvendor model which uses the wholesale-price contract and two
variations of the model, a spot market model and a revenue-sharing contract model. We
derive the risk-return curve for the retailer and the corresponding distribution in closed-
form for a two-point distribution and a three-point distribution in the classic model.
When the demand follows a multi-point distribution or a continuous distribution, we
provide a linear program to compute the risk-return curves and show the curves’ upper
bounds. An approximation algorithm is introduced to efficiently calculate the risk-
return curve in the continuous distribution models.

Introducing some variation to the basic model, we consider a supply chain setting
with a spot market where unsatisfied demand can purchase from the supplier at the
market price. The supplier’s decisions are the wholesale price and the buffer inventory

for the spot market. We derive the supplier’s optimal decisions and study the supplier’s



risk-return trade-off under uniform and exponential distributions. Another problem that
we consider is the risk-return analysis under a revenue-sharing model. We derive the
supplier’s optimal pricing policy and characterize the effect of ¢ on both the supplier and
the retailer’s decisions and risks. Numerical experiments are conducted to demonstrate
the results.

The second part of this thesis concerns resource allocation in an online setting,
specifically, the online matching problems. Online matching problems are used as the
backstage algorithm by search engines to match advertisements with each search. We
focus on the online matching problem with concave return functions and a random per-
mutation model. In this dissertation, we introduce two online learning algorithms to
solve the associated matching problem. The main idea is to utilize the observed data
in the allocation process and project it into the future. We begin with the one-time
learning algorithm that only uses the data to compute an allocation rule once. This
algorithm achieves near-optimal performance when input data satisfy certain condi-
tions. To further improve the performance, we introduce a dynamic learning algorithm
which updates the allocation rule at a geometric pace, at time en, 2en, 4en and so on.
This algorithm achieves near-optimal performance with fewer restrictions on the input
data conditions. We compare the performance of the one-time learning algorithm, the

dynamic learning algorithm, and the greedy algorithm in numerical experiments.
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Chapter 1

Introduction

This dissertation consists of two parts. The first half of the dissertation focuses on sup-
ply chain management related problems. Supply chain refers to a network of resources
and organizations that moves goods or services from the suppliers to the end customer.
A supply chain is a very complex and dynamic system which involves material flow,
information flow and financial flow. The Council of Supply Chain Management Profes-
sionals (CSCMP) defines supply chain management as “the planning and management
of all activities involved in sourcing and procurement, conversion, and all logistics man-
agement activities, plus coordination and collaboration with channel partners, which
can be suppliers, intermediaries, third-party service providers, and customers”. Supply
chain management is a crucial part of a business’s success and customer satisfaction.
There are countless examples of companies that went out of business because of poor
management of the supply chain. Thus, supply chain management has drawn much
attention from researchers and scholars in the past few decades and there are still chal-
lenges left unsolved.

Pricing and ordering are integral parts of supply chain management. In some sense,
the goal of supply chain management is to match supply with demand. This is done
with the help of proper pricing strategy, correct ordering decision, and efficient inventory
management. For any company to stay competitive and financially stable, reducing

operational costs (such as purchasing cost, inventory cost, transportation cost) and risk



2
(such as stockout risk, defective products, delivery failure) at the same time increasing
profit is the never-ending pursuit. Thus, it is crucial to find a suitable pricing and
ordering strategy based on the company’s supply chain characteristics, and this is the
focus of Chapter [2| of this thesis.

In Chapter [2, we consider a two-echelon supply chain model with one supplier and
one retailer who acts as a newsvendor. The newsvendor model is one of the most classical
models in inventory management. The newsvendor model’s order quantity is based on
the tradeoff between the overage cost and the shortage cost. One common underlying
assumption of the newsvendor model is a fixed purchase price. In practice, however,
suppliers also try to maximize their revenue. The model proposed in this dissertation
looks at a setting where the supplier of a multi-period newsvendor strategically sets the
prices to maximize its revenue. In this setting, the supplier knows the newsvendor’s
ordering strategy and cost parameters, and actively proposes a set of prices for all
periods, then the newsvendor makes the ordering decision accordingly. In our model,
the pricing and ordering decisions for all periods must be made before the start of
the selling horizon. The newsvendor’s inventory can be carried to the next period if
there is overage, and demand can be backlogged if there is shortage. There are several
applications of such a model. One example is in the fresh produce retail industry. In
the fresh produce retail industry, due to the long lead time of production, the order
quantity and prices must be planned ahead of the growing season. Moreover, fresh
produce has short shelf lives and high holding cost, making it necessary to have small
portion deliveries throughout the selling season.

Chapter [2| focuses on the optimal pricing policy of the supplier and the optimal
ordering policy of the retailer in such a multi-period supply chain model. We first show
the existence of an optimal pricing policy, then propose a procedure for computing
the optimal prices. We show that the optimal prices are decreasing in time under
our model and explain the intuition behind our result. We also adopt the approach
used in |Lariviere and Porteus| (2001 to obtain comparative statics for the optimal

prices. For the supplier’s profit function, our analysis shows that it is unimodal when
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the demand distributions have increasing generalized failure rate. For the supplier’s
optimal prices, we discover that under certain conditions of the demand distribution,
the price increments are increasing. Moreover, the price increments are increasing in
the backorder cost. Therefore, the optimal price is increasing in the backorder cost.
Numerical experiments confirm the monotonicity results of the supplier’s optimal prices
and the revenue functions of the supplier and the retailer.

In most of the studies of the newsvendor models, demand information are assumed
as public information. However, in the real world, it is not possible to obtain the actual
demand distribution function. In view of that, people are interested in the characteristics
of the worst-case distribution function and the corresponding robust ordering policy.
For example, [Scarfl (1958) proposed a single-period newsvendor model under worst-
case distribution where only the mean p and variance o2 are known. Gallego and Moon
(1993) later provided a simplified proof to that result and extended the distribution-free
model to other cases. In Section we extend the model in Scarf (1958) to a multi-
period newsvendor model. In particular, we present a distribution-free analysis of the
multi-period newsvendor model and provide the structure of the worst-case distribution.

In addition to pricing and ordering decisions, another important aspect in supply
chain management is the profit vs. risk relationship between different players, particu-
larly, the way that the supply chain’s profit and risk are split between the supplier and
the retailer. In Chapter [3] of this dissertation, we perform a risk-return analysis for a
single-period supply chain model. The concept of risk and return analysis is to study
the trade-off between the expected revenue and the potential variability in the revenue.
The approach adopted for this analysis in Chapter |3| is the mean-variance approach.
We discuss the classic newsvendor model which uses the wholesale-price contract and
two variations of the model, a spot market model and a revenue-sharing model. In the
classic newsvendor model, the retailer pays the supplier according to the wholesale-price
contract. The supplier receives a fixed payment; thus, does not face any uncertainty in
revenue. Given this, the focus of the risk analysis for the classic model is the retailer’s

problem. We first look at the retailer’s minimum risk given an expected return. Under
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our model setting, the only available demand information is the mean and number of
points in the distribution. By fixing different values of the expected profit, we are able to
find the risk-return curve (efficient frontier) for the retailer. Moreover, we can compute
the exact distribution function that achieves the optimal risk-return curve when the
demand distribution is a two-point distribution and a three-point distribution. When
the demand follows a multi-point distribution, we provide a linear program to compute
the risk-return curve. We show the upper bound of the retailer’s risk-return curve and
the smallest point in the optimal distribution. We then generalize this analysis to the
continuous case in Section We model the problem using an infinite program and
propose an approximation algorithm to efficiently calculate the risk-return curve. At
the end of this section, numerical results of a continuous distribution risk-return curve
solved using the approximation algorithm are demonstrated. After analyzing the sup-
ply chain’s profit variation, we look at how the supply chain’s profit is split between
the supplier and the retailer. In particular, we derive lower bounds of the supplier’s
portion of the total supply chain’s profit. We show that this lower bound is tight by
providing distributions that could achieve the lower bound. The lower bound shows
that the supplier is always guaranteed to receive a certain portion of the supply chain
profit regardless of the demand distribution.

In Section[3.4] we consider a supply chain structure with a spot market. The retailer
who is a newsvendor purchases from the supplier based on the wholesale price given.
The retailer sells the inventory to the end customer. When the retailer’s order quantity
cannot meet all the demand, the unsatisfied demand will turn to the spot market to
purchase the item. The supplier can build up buffer inventory to sell on the spot
market at the market price. Therefore, the supplier’s decisions are the price and buffer
inventory for the spot market. In this section, we investigate the supplier’s optimal
decisions. In the spot market, the supplier is directly facing the random demand. So,
we analyze the supplier’s risk-return trade-off in this case. Furthermore, numerical
examples with a uniform distribution and an exponential distribution demonstrate the

risk-return curves.
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Section [3.5] focuses on a different setup. We adopt a revenue-sharing contract in-
stead of the wholesale-price contract, see (Cachon and Lariviere (2005). Specifically,
the retailer pays the supplier a wholesale price upon purchase of the inventory, plus a
percentage (1 — ¢) of the revenue received in the selling period. The shared revenue
includes sales revenue and salvage value of the unsold items. We study the supplier
and the retailer’s optimal decisions and risk-return trade-offs. We also characterize the
effect of ¢ on the optimal decisions, profit expectation, and variance functions. Section
shows the supplier and the retailer’s optimal decisions and risk-return functions

in closed-form for uniform and exponential distributions.

The second part of this thesis concerns resource allocation in an online setting.
Specifically, we consider an important class of online resource allocation problem — the
online matching problems, and propose efficient algorithms for this class of problems.
The online matching problem usually considers a bipartite matching. In a bipartite
matching, there is a bipartite graph. We need to find a matching between the two
sides in graph G such that no edges in the matching have common endpoints. When
all the vertices in both sides are given upfront, we call this problem an offline problem.
In the online matching problems, there is a bipartite graph with a part of the vertices
known and a part of vertices arriving one at a time. When a vertex arrives, it needs
to be matched to an available vertex from the other side. The objective is to maximize
the size of the matching, see |[Karp et al. (1990) and Mehta (2012). Online matching
problems are widely used in practice because they are the backstage algorithm used by
search engines (e.g., Google and Bing) to match advertisements with each search. In
that setting (known as the Adwords problem), there are m advertisers (which we also
call the bidders). A sequence of n keywords are searched during a fixed time horizon.
Based on the relevance of the keyword, the ith bidder would bid a certain amount b;;
to show his advertisement on the result page of the jth keyword. The search engine’s
decision is to allocate each keyword to one of the m bidders. Note that each allocation

decision can only depend on the information earlier in the arrival sequence but not on



any future data.

In Chapter [4 we study the online matching problem with concave return functions.
Most prior research uses linear or piece-wise linear return functions. However, as pointed
out in Devanur and Jain| (2012), there are several practical motivations for considering a
concave function of the matched bids. Among them are convex penalty costs for under-
delivery in search engine-advertiser contracts, the concavity of the click-through rate in
the number of allocated bids observed in empirical data and fairness considerations. In
each of these situations mentioned above, the objective can be expressed as a concave
function.

In Chapter [ we introduce two online learning algorithms to discern the demand
and solve the associated Adwords problem. The main idea is to utilize the observed
data in the allocation process. When the input data arrives, the search engine could use
the past data and project it into the future. Section [£.2] focuses on a one-time learning
algorithm that only uses the data to compute an optimal allocation rule once. By se-
lecting the first en amount of data as our learning sample and projecting the demand
arriving pattern into the future, this algorithm achieves near-optimal performance when
input data satisfy certain conditions. In Section we introduce a dynamic learning
algorithm which achieves near-optimal performance with less restrictions on the input
data conditions. In the dynamic learning algorithm, the allocation rule is updated at a
geometric pace, at time en, 2en, 4en, ... and so on. This choice of the updating points
balances the tradeoff between exploration and exploitation. Thus, the dynamic learn-
ing algorithm makes better use of the input data without slowing the allocation process
down too much. We compare the performance of the one-time learning algorithm, the
dynamic learning algorithm, and the greedy algorithm in numerical experiments in the

last part of Chapter [

Finally, we note that the materials in the dissertation have resulted in two published
papers. More specifically, part of Chapter 2 is from the paper Optimal Pricing for Selling
to a Static Multi-Period Newsvendor Chen et al. (2017)) and the majority of Chapter 4
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is from the paper A Dynamic Learning Algorithm for Online Matching Problems with
Concave Returns Chen and Wang] (2015).




Chapter 2

Optimal Pricing in a

Multi-Period Newsvendor Model

2.1 Introduction and Literature Review

The newsvendor model is probably the most classical model in inventory and supply
chain management. In a newsvendor model, a retailer decides the order quantity of
a product when facing uncertain demand, trading off the possibility of overstocking
with understocking. There have been extensive studies on newsvendor models in the
literature. For some recent reviews, we refer the readers to Khouja (1999) and Qin et al.
(2011)).

In practice, the newsvendor (retailer) is often supplied by a supplier who has pricing
power over the product. The traditional newsvendor model assumes that the purchase
price of the product is fixed. However, the supplier may utilize its pricing power to
decide a price that maximizes his profit. Such a model is first studied in [Lariviere and
Porteus (2001), in which the authors consider a supplier who sells to a newsvendor
and derives the optimal price for the supplier. In this chapter, we extend the model in
Lariviere and Porteus| (2001)) to a multi-period setting. We consider a supplier who sells

a product to a multi-period newsvendor. Inventory holding cost and backorder cost are
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incurred if there are excess or a shortage of inventory at the end of each period. The
supplier posts a price for each period in the beginning of the time horizon, and the
retailer must commit to an ordering quantity for each period before the selling horizon
starts.

There are many practical situations where such a multi-period model is relevant.
One example is in the fresh produce industry. One major characteristic of the fresh
produce industry is the long lead time of the production due to the growing cycle of the
produce. Therefore, the retailer’s order quantities must be planned ahead of the growing
season despite demand uncertainty so that the supplier can deliver the desired quantity
during the selling season. Moreover, due to the short shelf lives of fresh produce and the
high holding costs, it is not possible to have all products delivered at once and stored
during the selling season. Indeed, it is common practice in the fresh produce industry
for the retailers to commit to a sequence of ordering quantities before the selling season
starts. According to i2, a supply chain results company, Dole Asia (a division of Dole
Food Company) plans the plant according to the customer’s demand Bossers (2007));
and Tesco, the UK’s largest retailer, signs three- to five-year contract with its fresh
produce suppliers, allowing them to plan further ahead |Knowles| (2016). In addition,
the supplier sometimes has the pricing power over the product due to the scarcity of
supply (e.g., see Richards et al|(2011)). In such situations, the problem for the supplier
is one that sells to a multi-period newsvendor as described in our model.

In this chapter, we solve the problem of optimal pricing for selling to a multi-period
newsvendor. Particularly, we provide a simple solution procedure for the optimal prices
as well as a closed-form solution to the optimal ordering quantities under the optimal
prices. We find that the optimal prices are decreasing in time under our model. We
also adopt the analysis in [Lariviere and Porteus| (2001 to obtain comparative statics
for the optimal prices.

In the remainder of this section, we review how this model relate to and differ
from the literature. First of all, this model is related to the inventory theory. Various

inventory models have been studied and many results have been obtained, see, e.g.,
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Nahmias| (2011), |[Porteus (2002) and Snyder and Shen| (2011)). However, instead of the
typical continuous review or periodic review models, we consider a case where all the
inventory decisions must be made at the beginning (which is equivalent to having a lead
time that is longer than the planning horizon). Therefore, our decision model invokes
only one shot of inventory decisions for the retailer rather than decisions that depend
on the state of the system.

This work is also related to the revenue management literature (see Talluri and van
Ryzin (2004]) for a comprehensive review). In revenue management, the seller decides
the optimal prices for its products to maximize the revenue, which is the case for the
supplier in our model. However, in our model, the demand function (i.e., the purchase
quantity of the retailer) is resulting from solving a multi-period newsvendor model.
Therefore, our problem is a very specific form of pricing problem.

There has also been a wealth of literature of supply chain contracts in which the
supplier and retailer sign a contract in terms of cost-sharing, buy-back, etc, to coordinate
the supply chain and to increase the overall efficiency Cachon/| (2003)), Lariviere| (1999),
Tsay| (1999)). Although a coordinated supply chain performs better in many aspects, in
practice, an uncoordinated supply chain is still widespread due to its simple structure.
Our work will be focused on uncoordinated supply chains.

Finally, as we mentioned in the introduction, one application of this model is in the
fresh produce industry. There has been much work that is related to the fresh produce
supply chain. We refer the readers to /Ahumada and Villalobos| (2009) for a thorough
review. However, in most of those studies, the supply chain is modeled by a dynamic
system in which the lead time is relatively short compared to the selling season. For
example, |Chao et al. (2018],2015)), Zhang et al.| (2016|) propose approximation algorithms
for perishable inventory systems under different settings. However, those assumptions
may not be realistic in practice because of the long growing cycle of the produce and
the limited spot market Maruyama and Hirogaki (2007). In contrast, we consider the
case where the supplier and the retailer only make a one-time decision about the price

and the order quantity ahead of the selling season.
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2.2 Model

In this section, we first state the model assumptions and event setups. Then, the

mathematical model in the retailer’s problem and the supplier’s problem are presented.

2.2.1 Model Assumptions

We consider a supplier who provides the supply of a certain product to a retailer over a
horizon of T periods. Before the start of the time horizon, the supplier decides the selling
price in all time periods p¢, for t = 1,2,...,T. After observing the supplier’s prices, the
retailer decides the order quantities @)y for each period. In each period ¢, the retailer
faces a random demand D; with Fi(-) being the cumulative distribution function. We
do not assume that the demands in each period are independent. The retailer incurs a
per unit holding cost A to carry inventory from one period to the next, and a per unit
backorder cost b for each unit of unsatisfied demand. In addition, the selling price of
the retailer is r. In our model, we assume the holding cost, the backorder cost, and the
selling price are constant throughout the entire horizon. However, our model can be
easily extended to the case where they differ across different periods.

In our model, before the start of the first period, the supplier decides a sequence
of prices p = {p¢}}_;. Then the retailer decides Q = {Q;}]_; based on p. The initial
inventory of the retailer is Iy = 0. Then, in each period ¢, the following sequence of

events take place.
1. The retailer receives order quantity Q); and pays the supplier p;Q;.
2. Demand Dy realizes, and the inventory at the end of period t is Iy = I;_1+Q¢— Dy.

3. If t < T — 1, then the profit in period t is Ry = rD; — hI,” — bl , where It+ =
max{I;,0} represents the positive part of I;, and I; = max{—I;,0} represents the
negative part of ;. In the last period T, the profit is Ry = rmin{Dp, I7_1 +
Qr} — hI} —bl;.

Here, we can view the backorder cost as the per period loss of goodwill cost when the
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seller is unable to satisfy the demand (regardless of whether the demand can be satisfied
eventually). The total profit of the retailer is R(Q) = ZtT:1 (Rt — pe@Q:), and the total

revenue for the supplier is Zthl Q.

2.2.2 Retailer’s Problem

Having observed the supplier’s prices py, the retailer decides how many units to purchase

in each period before demand arrives. The retailer’s problem can be modeled as follows:

max R(Q) = E [rmin{ X7, Qu X0 D }| = S E [ + 017 +piQy)
st. Ip=0 L =L 1+Q, —D,, vt=1,...,T (2.1)
QtZOa Vtzl,,T

Here, the first part of the objective function is the expected revenue, and the second
part of the objective function is the expected cost. We can rewrite the objective function

as follows:

+
rE [zle Dt] _E [23;1 D=L Q] = ST E R + 0L + piQy] -

Note that the first term is a constant. Therefore, we can write (2.1)) as a cost minimiza-

tion problem.

min rE [I7] + STLE (DL + b1, + pQy]
s.t. I():O, It:It—1+Qt_Dt7 vt:l,,T
Q> 0, Vi=1,...,T.

Then, using the inventory dynamics I; = 25:1(691‘ — D;) to replace the I;’s in the

objective function, we can rewrite the cost minimization problem as

min C(Q) = rE [£1,(Q: - D)
+ —
+3 i, E [h (ie1(Qi = D) "+ b (X0, (Qi — D)) +tht} (2.2)
st. Qy>0, vi=1,...,T.
In this chapter, we assume that D; follows a continuous distribution with support

on [0,4+00). Therefore, C(Q) is a strictly convex function in (Q1,...,Q7) on @Q; > 0.
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Thus, for any given p, there is a unique optimal solution Q(p) for the retailer. In the

following, we use Q*(p) to denote the optimal purchasing strategy of the retailer under

price p.

2.2.3 Supplier’s Problem

In our model, we assume the supplier knows the retailer’s ordering strategy and cost
parameters. The supplier’s problem is to find the optimal pricing policy to maximize the
revenue under the retailer’s ordering strategy. The supplier’s problem can be written

as follows:

max  S(p) =Y, p:Q; (P)
st. p>0, Vi=1,...,T.

(2.3)

Having stated the model assumptions and formulations, we focus on the supplier

and the retailer’s decisions and revenues in the next section.

2.3 Analysis

In this section, we analyze the model and provide a procedure to solve for the optimal
pricing policy. In addition, we show some properties of the optimal pricing policy. Then,
there will be numerical results to demonstrate the revenue improvement from using the

proposed pricing policy in Section

2.3.1 Optimal Policy

To begin with, we study the optimal policy of the supplier and the retailer. We define
the following notation. Let F;(-) denote the CDF of the cumulative demand up to time
t, i.e., Zle D;. We have the following theorem.

Theorem 1. Let p; = Zg:tl A +pp fort =1,...,T —1 and pr = p}, where A}

is a mazximizer for Atﬁ’fl(%), and ph. is a maximizer for pTF’Tfl(b}:_fgﬂﬁr). Then

p = (p1,.-.,pr) is an optimal pricing policy, and it satisfies p1 > pa > --+ > pp with
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strict inequalities hold if b > 0. Furthermore, the corresponding order quantities Q*(p)

are given by

b +
Ql 1 ( gibm)a

b—p2+ —1/b—p14p2y.
Q= Fy (™) — By (C™);

(2.4)

—1,b—pi+ —1 (b—pr_1t+
Qi = Fi () — 2 (™)

f—1b—pr+ F—1 (b—pr_1+
Qp = Fp (5H5) — Froy (R oh)-

Proof. First, we prove that there exists an optimal p such that Q*(p) has values given

in (2.4). Given a set of p, the KKT conditions of (2.2) are:

s - £l (o) )} -
—r<1—FT<kZilQZ(p)>>ZO, vi=1,...,T (2.5)

aC(Q"‘) - Qi(P) =0, Qi(p)=0, Vt=1,...,T (2.6)

Q:

Let p be an optimal solution to problem , and Q*(p) be the corresponding
optimal solution to under p. Thus, p and Q*(p) satisfy the KKT conditions
to (2.6). If 0C(Q*)/0Q: = 0 holds for all ¢, then solving the KKT conditions yields

(2.4]). Otherwise, we construct a new set of prices p = (p1,...,pr) as follows:

) 5%5-(Q7) =
" Z {b —(h+ b) (Zk 1 Qi(p ))} +1r (1 —Fp (Zle QZ(p))) , otherwise.

We observe that Q*(p) satisfies condition with C replacing C. Here, we use C to
denote the retailer’s cost function in where p;’s are replaced by p;’s. Thus, Q*(p)
is also an optimal solution under price p.

In addition, the supplier’s revenues under the two prices are the same, i.e., S(p) =
S(p). This is because p; # p; only when @Q;(p) = 0. Therefore, we can conclude that
there exists a p such that Q*(p) satisfies ({ -
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Next, substituting (2.4)) into (2.3)), the objective function of (2.3]) can be converted

into

T-1
A1 (b= Pt pen s (b—prtr
= E — ) QG R F _— . 2.

This objective function can be regarded as a function of variables (p; — pi+1)’s and pp.
Instead of maximizing the original objective function, now we can maximize each (p; —

pe)Ft (%) term separately, and thus we have the result for p. Moreover, since

all the demands are positive, Ft_l(%)’s must be positive as well. To maximize
each term, we need p; — pgyr1 > 0. Therefore, we have p; > py > - -+ > pr. Furthermore,
if b > 0, then there exists p; — p;41 such that (p, —ptH)thl(%) > 0. Therefore,
the optimal solution must satisfy that p; > pyi1. O

Theorem [I]indicates that the supplier should set the prices in the starting period the
highest, and decrease the prices as time proceeds. Now we provide some explanation for
this result. Intuitively, in our model, lowering the price in early periods will simply shift
demand from later periods to early periods without increasing the total order quantity.
This is because the retailer can expect leftovers from the excessive orderings in the
early periods and reduce the ordering quantities in later periods. Meanwhile, lowering
the prices in later periods could attract more demand in total, because it will shift the
critical ordering point in the last period. Thus, lowering the prices in later periods is
more appealing than lowering price in early periods for the supplier.

To further see this mathematically, we consider a two-period model and argue that
the optimal prices must satisfy pj > p5. If p] < p3, then by increasing pJ to p3, the order
quantity in the first period will decrease while the order quantity in the second period
will increase. Meanwhile, a key observation is that the total order quantity only depends
on p} according to the optimality condition (2.4). Thus, the total order quantity stays
the same during the process. As a result, more units will be sold at the higher price pj
instead of at the lower price p]. Therefore, p] < p5 cannot be optimal. This argument

can be applied similarly to the multi-period model and show iteratively that p; > p;,
fort=1,..., T —1.
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2.3.2 Unimodality of Supplier’s Profit Function

As shown in Theorem [1, the profit optimization problem for the supplier can be written

as -
— _ (b= ~ (b—pr+r
AETH [ —=E Frl——). 2.

maX; +F} <h+b>+pTT <h+b+r (2.8)

Let Q; = F; (b — Ay)/(h+b)) and Qr = F' (b —pr+7)/(h+b+7)). Then,

each term in (2.8)) can be rewritten as W;(Qy) = Q¢[b— (h+b)Fi(Qy)] fort =1,...,T—1,

and Wr(Qr) = Qrlb+ 7 — (h+ b+ r)Fr(Qr)]. In the following, we give conditions

for this problem to be unimodal and thus it has a unique optimal solution. We shall

use the notion of increasing generalized failure rate, which is defined by |Lariviere and

Porteus| (2001) as below.

Definition 1 (Increasing Generalized Failure Rate). A distribution with cumulative
distribution function F and density function f is said to have increasing generalized
failure rate (IGFR) if g(x) = xf(x)/(1 — F(x)) is weakly increasing for all x such that
F(z) < 1.

Now we are ready to state the theorem for the unimodality of Wt(Qt).
Theorem 2. Suppose Fy(-) is IGFR. Then Wi(Q,) is unimodal on [0, 00).
Proof. In the proof, we show the case for t < T'. The case for ¢t =T can be proved in a
similar way. The first order derivative of Wi(Q;) is W/(Qy) = b — (h + b)Ey(Qy) — (h +
b)Q:f:(Qy). Setting W/(Q;) = 0, we have

(h+b)Q:fe(Qr)
b— (h+b)Fi(Qr)
We argue that equation (2.9) has at most one solution. To see this, we rewrite it as

=1. (2.9)

follows:
(h+ b)@tf}(@t) 1 - Ft(c?t) L
1= F(Q) b~ (h+b)F(Q:)

Since Fy(-) is IGFR, the first term is increasing in Q;. The second term can be written

as

1— F(Q) 1 h
b= (h+b)F(Q) h+b <1+ b— (h—i-b)ﬁt(Qt)) ’
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which is also increasing in Q; on Fy(Qy) < b/(b+ h) (it is obvious that W/(Q;) = 0
does not have a solution on Fy(Q;) > b/(b + h)). Hence, the left-hand side of equation
is increasing in Q;. Therefore, there exists at most one solution to the first order
condition of Wi(Q;). Thus, Wy(Q;) is unimodal on [0, +00). O
Recall that Ft() is the CDF of the cumulative demand up to time ¢. By |Banciu and
Mirchandani| (2013), many classes of distributions would make Fj(-) satisfy the IGFR
property (e.g., when Dy’s are i.i.d. normal distributions, standard uniform distributions

or exponential distributions). Therefore, the condition in Theorem [2| is mild.

2.3.3 Determinants of Supplier’s Price

In this section, we analyze how the demand distributions and cost parameters affect
supplier’s optimal prices. We first define some notation. Let Fj, F, denote the cumula-
tive distribution function up to period t for two sequences of demands D and D, and
fi and f; denote the corresponding p.d.f. Let Py and p; denote the optimal prices that
maximize supplier’s profit under demand D and D respectively. Define A =p; —p; 1

and A¥ = pr — Piy1- We have the following theorem:

Theorem 3. Suppose both F; and F; are IGFR. IfN(&) = F! (Ft(§)> /€ is increasing
in € for all £ on [0, +0c0), then A} < A;“

In Lariviere and Porteus| (2001), the authors called that F} is greater than F} in the
star order (symbolically, F; >, Ft) if N(§) is increasing in £. Therefore, Theorem
shows that if the cumulative demand function at time ¢ increases in the star order, then
A} = pf — pf,, decreases. Particularly, if all other parameters stay the same, then the
prices in periods 1 to ¢ will be higher while the rest of the prices stay the same.
Proof. Let Q} and Q? denote the optimal total order quantity up to time ¢ under
demand D and D, respectively. From Theorem (1, we have Af = b — (h + b)E,(Q?)
and Af = b — (h 4 b)F;(Q). In the following, we show that Fy(Q}) > Fi(Q}). By the

optimality condition of Q} and Q;f, we have

b—(h+b) F(Q)—(h+b)Q; fu(QF) = W{(Q7) = 0= W/(Q) = b—(h+b) F4(Q7)— (h+b)Q; fu(Q0),
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where W;(Q;) = Qi[b — (h + b)Fy(Qy)] and W;(Qy) = Qs[b — (h + b)F3(Q;)]. Thus, we
must have

F(Q7) + Qi (Q7) = F(Q)) + Qi Q7).
Let @* = Fy(Q;) and &* = Fy(Q}). The above equation can be written as

& + F7 N @) FF (@) = & + BN @) F B (67)). (2.10)

Note that when N (&) is increasing, we have

N'(€) = _;Ft_l (Eﬁ(f)) + ;ﬁ <Ft{t((é;‘t(f)))

Let a = F4(€), or € = F; '(a). Then the above inequality can be simplified to

> 0.

FH@)f (@) < BN @) f (B 4@). (2.11)
Using &* to replace « in inequality (2.11)), then combine it with equation (2.10f), we
have
o+ FH O (F@Y) = &+ B anf (F71 @)

Z d* _'_thl(d*)

peust]
—

-
—

joN

*
SN—
N—"

(2.12)

Now, we claim that H(x) = z + F ' (z) fy(F, ' (z)) is increasing in  when x is between

&* and a*. Consider 1 — H(x), we have

1= H(@) = 1—2—F @R(F @)
m—1/ N\F (-1
10y (1~ F A )

1—=x

The first term is decreasing in x, and we will show that the second term is positive
between &* and a* and is also decreasing in x. To see the second term is decreasing,
we note that w is the generalized failure rate of F; at Ft_l(x), which is
increasing in x by the IGFR assumption. To see that it is positive, we first note that

by the optimality condition W/(Q}) = 0, we have

L (N)* Q?ft(_:) _ h
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Therefore, we have

1—a* 1—a*

And because of the optimality condition Wt’ (Q;’; ) =0, we have

(O Q@) \ _ b
(1_Ft(Qt)> <1_ I—Ft(Q:)> - h—i-b,

which implies that

As a result,

(1- FERE DY 5

1—2

at both a* and &*. As proved earlier, it is decreasing in x; thus, it must be positive

between a* and &*. Therefore, 1 — H(x) is decreasing in = and H(x) is increasing in x

on the interval between a* and &*. Thus, combining , we conclude that a* > a*,

which is equivalent to Fy(Q%) > E,(Q?). The rest of the theorem follows. O
Next, we study the effect of the backorder cost on the optimal prices. We have the

following theorem:
Theorem 4. If F; (Fr, resp.) is IGFR, then A} (pk, resp.) is increasing in b.

Proof. By Theorem [2, if F, is IGFR, then Wt(Qt) is unimodal in Qt. Since Qt is

decreasing in Ay, Atﬁ't_l (b_A‘> is also unimodal. Thus, A} must satisfy the first order

htb
condition A A
Fy (‘h+bt ) Ji (Ft ( h+bt )) A} 0 (2.13)
b—AF - MRS :
1= ht A

If b increases, then % increases. Since F} is IGFR, the first term in (2.13)) increases

in b. Thus, the optimal A; must also increase (because the derivative at A} is greater

than 0). Thus, A is increasing in b.
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Similarly, if Fr is IGFR, then pp must satisfy

~—1 [ b+r—p* x ~—1 [ b+r—p*
Fr ( h+b+rT> fr (FT ( h+b+rT)> j

= 0.
b+r—p* h *
L +pr
By the same arguments, p7. increases in b. Thus, the theorem holds. ]

Corollary 1. If F, is IGFR for all t, then pi is increasing in b for all t.

Next, we study a property of the optimal prices under some conditions on the dis-
tribution. In Theorem [I} we already showed that the optimal prices are decreasing in

t. In the following, we study the relationship between the price differences.

Theorem 5. Suppose F, and Ft+1 are IGFR. If Ft+1 <4 1:",5, then A, > Af.

Proof. By 1' if Fi 11 <, E}, then for any o, thrll(a)ﬁﬂ(ﬁ’tjrll (@) > F7 o) fi(F7H (@),
Therefore, by (2.13))

-1 (b=A7) 7 A1 (b=A;
Fia ( =y ) e (Ft+1 ( b )) A}

b—AF - * =
O = It A
Thus, by the same argument as in the proof of Theorem |4} we have Ay, | > Aj. O

Corollary 2. If F, is IGFR for all t and F,’s are ranked in reverse star order, i.e.,
E, >, Fyyq for allt, then A}, > A} for all t.

2.3.4 Constant Pricing Model

In this subsection, we study a special case of the multi-period model. We are interested
in the retailer’s ordering behavior when the supplier’s prices are constant. Suppose the
retailer faces i.i.d. demand in each period. The price offered by the supplier is the same
through the entire horizon. The retailer still incurs holding costs or backorder costs for
excessive inventory or shortage. Before stating the next theorem, we define a property

for demand distributions.
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Definition 2 (Convex Sum Property). A distribution X has convex sum property at n

if the following inequalities hold at 7
2F () < FyM(n) and 2F; () < FZ\(0) + Fiy(n), vE>2. (2.14)

where Ft_l(-) s the inverse CDF of the sum of t i.i.d. X. We say a distribution has

concave sum property if —X has convexr sum property.
We have the following results for normal distribution.

Lemma 1. Normal distribution has convex sum property at n for all n € [0,0.5], and

concave sum property for all n € [0.5,1].

Proof. Let X ~ N(u,0?). Then, F;(-) is the inverse CDF of N(tu,to?), i.e.,
F () = tu+ @7 (n) Vo,
where ®(+) is the CDF of the standard normal distribution. If € [0, 0.5], then we have
2F; 1 (n) = 20 + 297 (n)o < 2p+ V207 (n)o = Fy (n),
and

2F () = 2Vt (n)o + 2tu
< Vt=107 o+t —Dpu+Vt+ 107 (n)o + (t+ 1)u

= Ftlll(n) + Ftill (n).

Thus, normal distribution has convex sum property for n € [0,0.5]. By symmetry,
normal distribution has concave sum property for n € [0.5, 1]. O

Now we are ready to state the theorem.

Theorem 6. Suppose the demand distributions have concave sum property at %.
Under constant pricing, the retailer’s optimal order quantities are decreasing in t, Vit =
1,....T—1, e

QT >Q5>-->Qr 1.
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Similarly, suppose the demand distributions have convex sum property at b-s—Lh' Un-
der constant pricing, the retailer’s optimal order quantities are increasing in t, Vt =
1,....,T -1, ie.

QI <Q3<---<Qp_q.

Proof. When all @);s are positive, we can compute @;s from the first order optimality

condition,

* - — * —1/b4+r— —
Qi =F 1(;#1;) - thll(%) and Q7 = FTl(h:Z_A,_i) - FT_ll(ﬂ)- (2.15)

Now we will show Q7 > Q5. By definition of the concave sum property, we have

_ b _ b
2 G P B G

Therefore, we have showed Q7 > Q5.
For t > 2, again by the definition of the concave sum property, we have

b b b
_ Fl— Yy pl—_
o)~ G F R G,

2F(

which is equivalent to Q7 > Qjf,,, for 2 <t < T — 2. Therefore, the first part of the
theorem is proved. The proof for the second part is very similar to that of the first part
with inequality signs in the opposite direction. ]
Theorem [6] suggests that under constant pricing, the optimal order quantities are
decreasing if the demand distribution has concave sum property at certain points. This
result is somewhat surprising at first because if the demand distribution and prices
are identical in each period, it is natural to think that the order quantities should be
the same throughout the horizon. However, when the distribution has concave sum
property, the cumulated demand becomes less variable as time proceeds. For a fixed
critical ratio, the newsvendor should order more aggressively in the earlier period, while
more conservative in the later periods. The excessive inventory from the earlier periods
can be used as a buffer for the uncertain demand. When the holding cost is very high,

carrying inventory becomes costly. To maximize the expected profit for the items, the

retailer should order less in the early periods to avoid holding costs. In an extreme case,
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when the backorder cost is zero, the retailer should backorder all the demand in the
first T'— 1 periods and wait until the last period to satisfy all the demand.

The proof gives another interesting result. From we can see that when pa-
rameters h, b are fixed, retailer’s order quantities Q¢,Vt = 1,...,T — 1 does not depend
on p. So the supplier’s price only affects the last period’s order quantity. This is due to
the exogenous demand. As long as the demand distribution stays the same, the optimal
order quantity should not be affected by price p. Intuitively, retailer’s problem is to
balance the overage cost and shortage cost in each period. When h and b are fixed,
increasing p only increases the overage cost in the last period, so the retailer would
prefer to order less in the final period.

When the demand at the retailer’s end is normally distributed with mean p, and

standard deviation o, the following result will hold.

Corollary 3. When the demand in each period is normally distributed, then under
constant pricing, if b > h, then the retailer’s optimal order quantities are decreasing in

t,Vt=1,....T, i.e. Q1 > Q5> ---> Qp_; > pu; if b < h, then the retailer’s optimal

order quantities are increasing in t, Vt =1,...,T, i.e. Q7 < Q5 < -+ < Qp_; < p.
In addition, if \/T@_l(z—rl;_?;) > /T — 161)_1(}%%), then we have Q% > p. Other-
wise, Q7 < .

Proof. We will show the proof of case 1 where b > h. To get the proof for case 2, one
can just change the inequality signs in the proof of case 1. It is shown in Lemma [I] that
normal distribution has convex sum property on 7 € [0.5,1]. Thus, Theorem |§| applies

here. Now, we will show Q7_; > u, which is equivalent to

or_1+ pur—1 — @ JoT—2 — jiT—2 > [

o H——

G h+b
Since b > h, n = b/(h +b) € [0.5,1]. Rearranging terms, we will see this holds for all
T2>2.

Lastly, we will show the conditions for Q%.. From ([2.15)) we have,

—17b4+r— —
7= or® T () —ora @7 (7)) +
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Therefore, if VT®~L(35=2) > /T — 1071 (34;), then Q4 > . Otherwise, Q5 < p. O

When b > h, it is more beneficial for the retailer to overstock than understock.

To avoid understock, the retailer should place larger orders in the earlier period and
gradually increase the order quantity over time. Note that inventory from the earlier
periods has more opportunities to be sold, so we also take into consideration the number
of selling periods ahead when computing the order quantity. Consider an extreme case
where h = 0 and b is very large. In this case, the retailer incurs no holding cost for
inventory. It is obvious that the optimal solution is to place a large order for the entire
planning horizon in the first period and deplete the inventory gradually.

When b < h, it is more beneficial for the retailer to understock than overstock. To
avoid overstock, retailer should place smaller orders in the earlier period and gradually
increase the order quantities as demand realizes overtime. An extreme case is when
b = 0 and h is very large. In this case, the retailer incurs no backorder cost for not
satisfying demand. The optimal strategy in this case is to wait for the last period to
place order for all the backordered demand.

In the final period, unsatisfied demand remains unsatisfied but incurs backorder
costs. The leftover inventory has no value and incurs extra disposal costs equal to h.
When the backorder cost and expected sales is low, the understock cost is low. As a
result, the retailer tends to be conservative when ordering, resulting in a order quan-
tity smaller than the mean. When the backorder cost and expected sales is high, the
understock cost is high. The retailer tends to order more to reduce the probability of

stockout. Thus, the order quantity is greater than the mean.

2.4 Numerical Experiment

In this section, we conduct some numerical experiments to illustrate our results. We
consider a five-period model in our experiment and set h = 1,b = 1,r = 20, and
Fi(-) ~ I'(0.5,30) as the base problem. According to [Banciu and Mirchandani| (2013]),
Gamma distributions are IGFR. Also, by |Shaked and Shanthikumar| (2007) and [van
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(1964), Gamma distributions X and Y with the same scale parameter and shape

parameters 6 and -y, respectively, satisfy that if 6 < v, then X >, Y. Therefore, the

test problems satisfy the conditions in Theorems [4] and

In the numerical experiments, we calculate the optimal price curves as we vary b or
h while keeping the other parameters as in the base problem. The results are shown in
Figures and From Figure 2.1} we can see that the optimal prices are decreasing
in time as Theorem [ suggests, and as b increases, the price path lies higher on the plot,
which is consistent with Theorem [ Similarly, in Figure we see that the prices are
decreasing in time in all cases, and as h increases, the price path lies higher on the plot.
Also, both figures show that as ¢ increases, the differences between consecutive prices

are increasing, i.e., pr — pt—1 < Pr+1 — Pt, which is consistent with Theorem

18 T
—b=0
=<9--b=0.5

17 —e—b=1.0
- = b=15

A —g—b=2.0
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1 1.5 2 2.5 3 3.5 4 4.5 5
Period

Figure 2.1: Price path for various b with h =1

In the next two figures, we keep the parameters fixed as the base problem and change
h or b to see the effect of the parameter on the supplier’s and retailer’s revenue. Figure
[2.3] and [2.4] shows the plot of supplier’s and retailer’s revenue for various b and h. The
plot on the left shows that as b increases, the retailer’s revenue decreases, but is always

positive. The supplier’s revenue is increasing in b. Figure shows that both supplier’s
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Figure 2.2: Price path for various h with b =1

and retailer’s revenue is decreasing in h for h > 0.

Next, we compare the case when the supplier uses the optimal pricing policy versus
a constant pricing policy. Particularly, we still choose h = 1,b = 1,7 = 20, and
F;(-) ~ T'(0.5,30) to be the base problem, and vary parameter b or h in the experiment.
Under each parameter, we compute the optimal revenue by using the optimal pricing
policy and the best constant pricing policy, and study the gap between them. The best
constant pricing policy is computed by enumerating a range of prices and computing
the corresponding Q) using the KKT conditions (2.5)) to and choosing the one that
achieves the highest revenue. The price that gives the largest p(zz;l Q) is the optimal
constant price. The results are shown in Tables and In the tables, we use R*
to denote the revenue under optimal prices, R} to denote the revenue under optimal
constant prices, and p} to denote the optimal constant price. The percentage revenue
differences (1— R} /R*) x 100% are shown in the parentheses next to the constant pricing

revenue.
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Figure 2.3: Supplier and retailer’s revenue for various b

b 0 05 1.0 1.5 2.0
R 636.08 663.12 698.26 736.94 777.61
R’ | 636.08 (0.00%) 652.54 (1.60%) 669.00 (4.19%) 694.10 (5.81%) 723.01 (7.02%)
o 11.52 11.81 12.09 13.24 13.78

Table 2.1: Revenue difference between optimal pricing policy and constant pricing policy
for various b

From Tables [2.1] and we can see that using the optimal pricing policy could lead
to significant revenue improvement over the best constant pricing policy. Particularly,

the difference is larger when b is large, while the difference is relatively stable in h.

2.5 Distribution-Free Multi-Period Newsvendor Model

The model in the previous section requires a known demand distribution. However, in
most cases, the distribution information is very limited. Sometimes, only the mean and
variance are accessible. In this section, we study the optimal ordering problem in a multi-
period newsvendor model under a worst-case demand distribution. In particular, we

derive a second-order cone programming (SOCP) formulation to calculate the optimal
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Figure 2.4: Supplier and retailer’s revenue for various h

h 0 0.5 1.0 1.5 2.0

R* 751.81 718.37 698.26 682.47 668.92

RY | 744.89 (0.92%) 689.90 (3.96%) 669.00 (4.19%) 658.10 (3.57%) 647.77 (3.16%)

(9

D 13.11 12.56 12.09 12.17 12.25

Table 2.2: Revenue difference between optimal pricing policy and constant pricing policy
for various h

ordering quantity under this model and obtain some characteristics for the worst-case
distribution.

Before we proceed, we briefly review the related literature about this problem. In
Scarfl (1958), Scarf addressed the single-period newsvendor problem with demand infor-
mation of only the mean and variance. Later, Gallego and Moon| (1993) reviewed his
contribution and extended the results to other modified newsvendor models. We state

the Scarf’s Rule for the single-period newsvendor model from [Scarf| (1958).

Proposition 1. (Scarf’s Rule) Given b+ r > p, in the distribution-free model, the
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retailer’s optimal order quantity is

b—p+r h+p
Q_”+2<\/W_\/W)' (2.16)

There exists a two-point distribution that gives (Q° as the optimal order quantity.

This distribution-free model can be extended to multi-period problem with a total
of T periods. Let x = (z1,...,2z7) be the random variable for demand in each period.
Suppose the demands are unknown except that the marginal mean and variance in
period t are u; and oy, respectively. In the following, we denote this set of distributions

for the demand by H. The retailer’s problem can be written as

T T—
gl;%;u% {Z((T—i—l —t)h+pt)Qt + (h +b) Z sz ZQ1
¢ € t=1 t=

+(h+b+7)E sz ZQZ (2.17)

Let F(x) be the CDF of the joint distribution of the demands for period 1 to T.

Then, given @Q);s, the worst-case distribution can be computed via the following problem,

maxpe  (h+0) 30! far CUQ,x)dF(x) + (A +b+7) [pr C7(Q,x)dF(x)

s.t. Jor wdF(x) = g, Vt=1,...,T
Jpr 23dF(x) = i +0f, Vt=1,...,T (2.18)
Jpr dF (x) = 1,
dF(x) >0,

where Cy(Q, x) = (25:1 Ti— 22:1 Qi)
We use dual variables y, z, A for the equality constraints in (2.18) and obtain its

dual problem,

ming > Zthl Mty + Zthl(M% + 0Pz + A

2.19
s.t. ST (e + 272) + A > (h+0) S Ci(Q, %) + (h + b+ r)Cr(Q, %), vx< )

Let © = {0,1}" denote the set of all possible 0,1 combination vectors with n di-

mensions, and w; represent the ith element in the vector w € 2. The total number of
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vectors in € is 2". The constraints in the dual problem (2.19)) can be expanded into 27

constraints as follows:

T T—1 t T
Z(l‘tyt+fft22t)+>\ (h+) wtz —(h+b+r)w Z(f’?i—Qi) =0, Vx, w.
t=1 t=1 =1 i=1

(2.20)
Note that each constraint is quadratic in x. By choosing x that minimizes the quadratic
function, we can further transform the constraints to the following:
i [(h+0) S i + (B + b+ r)wr — yi)? L
—1 4Zt
+ZQt (h +b) sz (h+b+r)w ] > 0, Vw @ (2.21)
Zt Z 0.
The new set of constraints are convex sets. By replacing the fractions with new variables,
we can further write (2.21) in an equivalent second-order cone program (SOCP).
. T T (2 2
Miny 5 xs D MYt + Dy (B +07)ze + A
s.t. Zz—l St < 4N+ 4 E?:l Q¢ |:(h + b) Zz ;. wi+ (h +b+ T)WT , VYw (2 22)
[(h + b) Zz t w; + (h +b+ 7")"‘)T - yt] + (Zt - Swt)2 < (Zt + Swt)Q’ Vsut
Zt Z 0.
Together with the outer optimization problem in (2.17)), the multi-period distribution-
free problem can be written as:
ming,y z,\,s Zt 1 Mty + Zt (1 + o)z + A+ Zt 1(2 "B+ ) Q:
s.t. ST swr <4x+431 {(h +o) S i+ (h+ b+ r)wT] , Vw (2.23)
A(h+b) S wit (h+ b+ rwr — ye? + (20— $01)? < (26 + 5u)?, Vs
2t Z 07 Qt 2 0.

From the solution of (2.22), we can compute the worst-case distribution function, and
(12.23)) gives the optimal order quantities under the worst-case distribution. The next

theorem on the worst-case distribution function hold for problems with T" periods.
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Theorem 7. In a T-period distribution-free model, the worst-case demand distribution

has at most T + 1 points.

Proof. First, by the complementarity conditions, if the optimal solution to has a
strictly positive mass at x, then it must be that the corresponding constraint in
holds as equality for that x at an optimal solution (y*,z*, \*). In the following, we show
that for any dual optimal solution (y*,z*, \*), there exist at most 7"+ 1 xs such that
constraints in hold as equality.

To show this, it suffices to show that for any given dual optimal solution (y*,z*, \*),
there exist at most 7'+ 1 w € € such that holds as equality. This is because,
first, 2/ > 0 at optimal for all t. Otherwise cannot hold for all x. Then, given
a w € (2, the left hand side of is a strictly convex function of x. So, a unique
minimizer exists. Thus, for each w, there is only one possible x such that hold
as equality. Therefore, the number of xs that make the constraints in hold as
equality is no more than the number of ws that makes hold as equality.

Finally, we show that there are at most T'+ 1 w € €2 such that holds as
equality. In the following, we use (w) to denote the value of the left hand side of
for that w. We will show that if (w;) = (w2) = 0, it must be w; < wg or wy < wy,
where “<” means component-wise. Apparently, if this is true, then there will be at
most 7'+ 1 ws which satisfy (w) = 0.

Consider (w1) = (wg) =0 and w; # ws. Let @ = w1 Vws and w = wi Aws where V
and A mean component-wise maximum and minimum. If neither wq < ws nor wy < wq
hold, then {w,ws,w,w} are four distinct vectors. We first argue that we must have
(@) = (w) = 0, too. This is because the left hand side of is submodular in w
when z; > 0 (it is easy to verify that all cross-partial derivatives for w are less than 0).
Therefore, the minimizers of the left hand sides of must form a sublattice [Topkis
(1978)). Note that when (w;) = (w2) = 0, they must be minimizers of the left hand side
of since it cannot be less than zero on [0, 1]™. Therefore, if (w;) = (w2) =0, @



32

and w must also be minimizers, i.e. (w) = (w) = 0. However, we have

(@) = (w1) = [(w2) — (w)]
T-1

(
T T-1 s )T — W 5
_22[(h+b)2i:t (wii Z)Z;: (h+b+7)( T)][(thb)Zwi

—wi; + (h+b+7)(@r — wir)]

1=t

< 0,

where the first equality is because w; — wi; = wy; — w, for all 4, and the last inequality
is because z; > 0 and w; > wy; for all ¢ while w; > wy; for at least one i (since @ # w1).
This contradicts with (w) = (w) = 0. Thus, if (w;) = (w2) = 0, it must be either
w1 < wsy or wo < wy. Therefore, the theorem is proved. O

Therefore, Theorem [7| combined with formulation presents an extension of
Scarf’s result to the multi-period case. Particularly, one can view Scarf’s result as a

special case of our reslut when 7' = 1.

2.6 Conclusion

In this chapter, we studied the optimal pricing problem for selling to a multi-period
newsvendor. We derived a procedure for solving the optimal prices in the problem,
as well as some comparative statics. We also find that the optimal pricing sequence
is decreasing in time under our model. In addition, in the constant pricing model,
the retailer’s optimal order quantity should be decreasing over time. The last part of
this chapter focuses on a distribution-free multi-period newsvendor model and shows a
property of the worst-case demand distribution.

One important future research direction is to consider the amount of time each item
has been sitting in the inventory. Another way to describe this is the time before ex-
piration. Although one motivation of our model is from the fresh produce industry
in which shelf life is important, we have not explicitly taken that into account in our
model. One way to incorporate inventory shelf life is to track the shelf life of each

unit, and expire the unit after a certain day. However, this will lead to much more
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complicated models and solutions because each unit needs to be tracked individually
in every period instead of the total inventory level. Rather than using I; to denote
the inventory level in period ¢, the inventory level should be characterized as I}, where
n represents the number of periods this inventory is in the system. It would be inter-

esting to study how the optimal pricing and ordering strategy would change in this case.



Chapter 3

Supply Chain Risk and Return
Analysis

3.1 Introduction and Literature Review

This chapter focuses on the risk analysis in a supplier-retailer relationship. Risk-return
analysis has long been applied to study inventory control and pricing policies. For
example, [Bouakiz and Sobel (1992)), Buzacott et al. (2011) performed a risk analysis
for different types of inventory control models. He and Zhang (2008), |[Lau and Lau
(1999)) studied risk analysis for supply chain contracts, pricing and return policies.
There are also papers on supply chain channel coordination |Choi et al. (2008). For
risk analysis for the newsvendor, (Chen and Federgruen (2010) used the mean-variance
approach to analyze the classic newsvendor model without considering the backorder
cost. |[Eeckhoudt et al.| (1995) studied the effect of risk aversion for a newsvendor model
without backorder cost. [Lau/ (1980]) used the mean-standard deviation approach to study
the newsvendor model. Two papers that considered backorder costs in the risk analysis
and provided some useful results for the risk-averse newsvendor model are Wang and
Webster| (2009), Wu et al.| (2009)). In Wang and Webster| (2009), the objective function

used is a loss aversion utility function. Their main result states that a loss-averse

34
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newsvendor will order less than a risk neutral newsvendor if he faces low shortage cost,
and order more if he faces high shortage cost. In|Wu et al.| (2009), the authors adopt the
mean-variance tradeoff approach. They derived the profit function variance and studied
its properties. In addition, their numerical tests showed that mean-variance analysis
leads to a lower optimal order quantity and a lower optimal value. |Ozler et al. (2009)
studied a single-period multi-product newsvendor model using value-at-risk approach.
They provided exact distribution function for the two-product newsvendor problem and
an approximation method for N-product case. Rubio-Herrero et al.| (2015)) considered
a single-period single product newsvendor who has the decision of order quantity and
selling price. They used a mean-variance approach and their objective is to maximize
the expected revenue minus variance with a scaled parameter. They proved concavity
of the objective function and existence of a unique optimal solution.

The classic newsvendor model adopts a wholesale-price contract. In this model,
the retailer purchases inventory from the supplier at the wholesale price p then sells it
to the mass consumer at the retail price r. There are no other transactions between
the supplier and the retailer. The wholesale-price contract is common and easy to
understand. We refer the readers to (Cachon (2003) for a brief introduction and do not
further elaborate here. One thing to point out here is that the supplier in a wholesale-
price contract does not face any uncertainty. Thus, the supplier’s revenue is generally
low compared with the retailer’s expected profit. In the second part of this chapter,
we include a spot market in the classic newsvendor model. A spot market is a place
where the consumer can purchase the item if it is out of stock at the retailer’s side.
There is existing literature on the supply chain spot market purchasing strategy (see
Haksoz and Seshadri (2007))), most of which discuss how retailers should strategically
mix fixed-term contracts with spot market purchases to maximize profit or minimize
purchase cost. [Seifert et al. (2004)) derived the optimal ordering strategy to purchase
from the regular contract and the spot market. The paper also discusses the case where
the retailer could both buy and sell on the spot market. (Golovachkina) (2003)) studied

the buyer-seller coordination in a spot market. This paper assumes the spot market
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price is stochastic and there is an infinite supply. They derived the optimal strategy
for the seller and showed how the market can be coordinated using contracts. We focus
specifically on the supplier’s problem. We assume the supplier provides inventory to
both the retailer and the spot market. The supplier can choose the wholesale price, but
the spot market price is the retail price. We are also interested in the supply chain risk
sharing when there exists a spot market.

Another model we study in this chapter is the revenue-sharing contract. According
to [Lariviere| (1999), Cachon and Lariviere| (2005), and [Yao et al.| (2008), price-only con-
tracts cannot coordinate the supply chain. The optimal price depends on the demand
distribution’s coefficient of variation. In a revenue-sharing contract, the retailer pays
the supplier a wholesale price upon purchase, plus a percentage (1 — ¢) of the rev-
enue. |Cachon and Lariviere| (2005) studied the revenue-sharing contracts and showed
how revenue-sharing contracts coordinate the supply chain. The authors also discussed
some limitations of the revenue-sharing contracts which restrained its popularity. Some
literature compares the revenue-sharing contract with other types of contracts. A work
that is closely related to ours is Pasternack (2002)). The author compared the classic
wholesale-price contract newsvendor model with a revenue-sharing contract model. Two
types of contracts are presented to the retailer. The retailer chooses the best contract(s)
to use. This work assumes that the wholesale price is fixed but the supplier could con-
trol the price in the revenue-sharing contract. The optimal ordering strategy of which
contract(s) to choose under certain conditions and the optimal order quantities are pre-
sented. It also investigates how to achieve supply chain coordination using contracts.
Our work differs from this work in the following aspects. First, our model does not
involve choosing between contracts. The retailer is presented with the revenue-sharing
contract only. Second, we focus on the supplier’s optimal pricing strategy as well as
the retailer’s ordering strategy in the presence of ¢. Third, we study how ¢ affects the
supplier and the retailer’s profit expectation and variance and look at the risk-return
trade-off. A work that compares revenue-sharing contract with buyback contracts is

Zhang et al.| (2015). This paper argues that buyback contracts and revenue-sharing
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contracts are not equivalent when the supplier’s loss aversion is taken into consider-
ation. Furthermore, the critical ratio affects the supplier’s choice between contracts
and the supplier’s expected profit. Researchers also used other approaches to study
the revenue-sharing contract. Qin and Yang| (2008]) studied the revenue-sharing con-
tract using a Stackelberg game approach and showed that the party that keeps more
than half of the revenue should act as the leader of the game. In |Yao et al,| (2008),
the manufacturer is the Stackelberg leader and sells to two competing retailers using
a revenue-sharing contract. This paper studied the impact of demand variability on

pricing and ordering decisions.

In this chapter, we focus on the single-period newsvendor models. To measure the
return, we use the expected profit. To measure the risk, we use the profit variance. We
first study the classic wholesale-price contract. Under this contract, the supplier does
not face any uncertainty. The supply chain’s risk is all on the newsvendor’s (retailer’s)
side. We study what the risk-return profile looks like for the retailer and how the return
of the supply chain is split between the supplier and the retailer. We start our analysis
with a simple two-point distribution. Then we extend the analysis to a three-point
distribution model. The retailer’s risk-return curves and the optimal distributions can
be characterized in closed-form expressions. From there, we generalize the analysis to
the multi-point distributions and the continuous distributions. Moreover, we derive the
lower bounds of the supplier’s portion of the supply chain’s total profit in the multi-
point distribution model. The lower bounds suggest that the supplier is guaranteed
to gain a proportion of the supply chain profit regardless of the demand distribution.
The continuous model requires solving a sequence of infinite programs. To overcome
this challenge, we provide an approximation algorithm that solves the risk-return curve

efficiently.
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3.2 Supply Chain Risk Analysis

In this section, we study the relationship between the retailer’s expected profit and the
profit variance in a supply chain. We consider a single-period newsvendor model. In this
model, there is a retailer facing random demand D. The retailer uses the newsvendor
ordering policy to place an order with the supplier before the beginning of the selling
period. The supplier charges a price p for each unit of good sold, and the pricing decision

is made by maximizing his own revenue. The market price for the item is r.

3.2.1 Two-Point Distribution Risk-Return Analysis

We first study the case when the random demand D follows a two-point distribution
with P(D = d;) = 1 and P(D = d3) = x9, where d; < dp and =1 + 22 = 1, 21,22 > 0.
We assume the mean of D is u. In the following, we compute the minimal profit variance
the retailer needs to incur (across different demand distributions) if he wants to achieve
an expected profit of ¢.

It is easy to see that under such a two-point distribution, there are two possible
order quantities @Q* for the retailer and the corresponding scenarios are described as

follows:

1. Q* = dy: In this case, the optimal price for the supplier is p* = r, and the
supplier’s revenue is rdy. The expected value and the variance of the retailer’s

profit are both 0;

2. Q" = do: In this case, the optimal price for the supplier is p* = (1 — x1)r, and
the supplier’s revenue is (1 — x1)rds. The retailer’s expected profit under this case
is r(dyx1 + dawe) — p*de = raxyd;. The variance of the profit under this case is

r2(w1d3 + xod3 — 2x9dap + 23d3 — 23d3).

Without loss of generality, we normalize r = 1 in the subsequent discussions. In the

following, we find the two-point distribution that gives the minimum profit variance for
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the retailer given the expected profit is ¢. This problem can be written as follows

min  z1d} + (1 — 21)d3 — 2(1 — 21)dop + (1 — 21)%d3 — 23d3

21,d1,d2
s.t. x1dy + (1 — z1)da = 3
r1d1 = t; (3.1)
di < (1 —x1)dy;
0<x <14
dy > di > 0.

In , the equality constraints are the demand expectation constraint and the retailer’s
profit expectation constraint. The first inequality constraint requires that the supplier’s
revenue from charging price r be less than that from charging price (1 — z1)r. That is,
the supplier will prefer case 2.

Now, we analyze the optimal solution to (3.1]). First, we argue that if u < 2t, then
the problem is infeasible. In other words, if the mean of the demand is y, then it is not
possible for the retailer to achieve an expected profit of more than u/2. To see this, we
note that by the second and third constraints, (1 — z1)dy > dy > x1d; = t. Therefore,
by the first constraint, u = x1d; + (1 — x1)d2 > 2t. The next theorem gives the optimal
solution to (3.1) when u > 2t.

Theorem 8. Suppose p > 2t. The optimal solution to s given by

¢ —t)? —2t
di=p—t, at=——, d;:M, oy =12
w—t w—2t w—t

. . +3
The optimal value is =t

Proof. Using the first equality constraint, we can reduce one degree of freedom by

replacing ds with
—x1d
dy = H— T 1.
1-— T

Then we can use the second equality constraint to replace dy by t/z1. The optimization

problem becomes

2 (et 9
min T + 1—x1 K

s.t. ig,u—t;

1

0§l‘1§1
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Note that the objective function is convex in x on [0,1] and achieves minimum at
x1 = t/p. However, the first constraint requires that x1 > ¢/(u — t). Therefore, the
optimal solution is 1 = t/(u — t), and all the other parts of the theorem follow. O
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Figure 3.1: Risk-return curve for various demand mean under two-point distribution

The risk-return curves for different values of demand mean p are illustrated in Figure
31} In Figure[3:I] the region below each curve is a risk-return profile that can be possibly
attained under certain demand distribution, while the region above the curve can’t be

attained by any demand distribution.
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3.2.2 Three-Point Distribution Risk Return Analysis

Next, let’s consider the case with a three-point distribution. Let D denote a three-point
random variable, with P(D = d;) = x1, P(D = d2) = x2, P(D = d3) = z3. We fix the
mean of the demand D to u. For the retailer, there are three possible optimal order

quantities:

1. Q* = dy: In this case, the optimal price for the supplier is p* = r, and the
supplier’s revenue is rdy. The expected value and the variance of the retailer’s

profit are both 0;

2. Q* = do: In this case, the optimal price for the supplier is p* = (1 — z1)r, and the
supplier’s revenue is (1 — z1)rds. The retailer’s expected profit under this case is

r(dizy + da(x2 + x3)) — p*da = rx1dy. The variance of the profit is

Var = 72 ($1d% + (z9 + 23)d3 — 2(xo + x3)do(x1dy + (22 + x3)d2) + d3(29 + 23)% — (:B1d1)2)
= 7’2:E1(1 — St?l)(dg — d1)2.

3. Q* = ds: In this case, the optimal price for the supplier is p* = (1 — 21 — x9)r,
and the supplier’s revenue is (1 —x1 — z2)rds. The retailer’s expected profit under
this case is r(dix1 + doxg + dsxs) — p*ds = r(x1d1 + x2d2). The variance of the
profit is

Var = 72 (xld% + xgd% + mgd% — 2x3dsp + (1‘3d3)2 — (z1dy + $2d2)2)

= 13 (21d} + zod3 + x3d3 — 1?).

In the first case, the retailer’s profit is zero. Thus, it is not optimal for the retailer. We

will focus our attention to the optimal distribution in the second and third case.

In the second case, when the supplier chooses price p* = (1 — x1)r, and the retailer

chooses order quantity Q* = da, the variance minimization problem is (assuming r = 1



42

without loss of generality)

min xld% + (1 — xl)d% — 2(1 — xl)dg(xldl + (1 - xl)dg) + d%(l - .CL‘1)2 — (xldl)z

w1,22,d1 ,d2,ds

s.t. x1dy + wady + (1 — 21 — 22)d3 = 415
xr1dy =1
di < (1 —z1)dy;
(1 =21 —29)d3 < (1 —x1)dy;
0<zy,02 <1

d3 > dy > dy > 0.

Note that the variance in this case is bounded below,

Var = xld% + (1‘2 + xg)d% — Q(Iz + xg)dg(xldl + (:Ez + ﬂ?g)dg) + d%(mg + x3)2 — (x1d1)2

> 21d] + (x2 + 23)d3 — 2(22 + 23)dop + d5 (22 + 23)% — (21d1)*.

Equality is only achieved when d3 approaches ds. When this happens, this problem
becomes very similar to the two-point problem. For ease of reference, we restate the

problem here,

min = 21d} + (1 - 21)d3 — 2(1 — z1)dop + d3(1 — 21)? — 2.

w1,@9,d1,d2,ds

s.t. x1dy + zods + (1 — 21 — x2)d3 = 15
r1dy = t;
dy < (1 —z1)dy;
(1 —x1 —x9)ds < (1 — x1)do;
0<mx,m9 <1
d3 > dy > dy > 0.

The objective function and most of the constraints are the same except demand ex-
pectation constraint and the inequality on x3ds. Therefore, based on the solution from
the two-point problem, we can create an optimal solution to the three-point problem.

Consider the following distribution

— )2 — 2t —1)?
dT:u—t7 xT:it’ d;:('LLQ)t’ .'E;I'u —67 d;:('u2)t+6’ :L‘E;:E.
m—= w—= w—=
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The risk-return curve in this case is also Mtfgﬂ
Here, we have another result that is similar to the two-point distribution case. If the
mean of the demand is u, then the retailer’s expected profit must be no more than p/2.
To see this, we note that by the two inequality constraints, xods + x3ds > (29 + 23)dy >
di > x1dy = t. Therefore, by the first constraint, u = x1d; + xods + x3ds > 2t.

In the third case, the risk-return problem is

min mld% + l’gd% + 1‘3d§ —u?
z1,72,23,d1,d2,d3

s.t. x1dy + xada 4 w3d3 = 13
z1dy + w2d = 1;
dy < z3ds;
(1 —x1)dy < w3ds;
0< 7,22 <1

d3 > dy > dy > 0.

Solving this model should give us the risk-return curve when the supplier uses a price
that makes the retailer order ds. We have the following results from a detailed analysis

of this model.
Theorem 9. Suppose p > %t. The optimal solution to (3.2) is given by

di = p—1, 7,
(1 =2t —zi(p = 1))

o tmajdi

d2_ aj; ? :172_ H_t ’
* _ p—t * * *

dy = ==, T3 =1—a] — x5,

T3

where x7 s

H-5+2, /1 )
1 t I 12 p—t
= [N /-

T -t A R P p—t

These distributions achieve the retailer’s risk-return curve when demand follows a three-

point distribution.
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Proof. Using the first two equality constraints and dropping the constant —u? at the

end, the model can be simplified to

t —x1dp)? —t)?
min F — xld% 4 ( X1 1) + (/‘L )
x1,%2,d1 x2 1—z1— 29

S.t. dy < u—t;

(1 —21)(t — z1dy) < wo(p —1t);
t— $1d1

> dy; 3.2
o a (32)
w—t t—x1d;y

> : 3.3
1l—x1 — 29 — T2 ’ ( )

0<xzy,22 <1

dy > 0.

Constraints (3.2) and (3.3) come from d3 > dy > d;. The objective function is convex
in z1,d; and 29 on 0 < x1,29 < 1,d; > 0. The partial derivative with respect to d; is

oF t—x1d;
= —9pi(dy — — 1
8d1 xl( ! T2

Therefore, the objective function is decreasing in di. Now, we need to find the upper

) = 2$1(d1 — dg) S 0.

bound of di. We focus on the constrains and write them as the bounds of d.

dy < p—t;
t
dy < ;
T+ X2
di > R () ;
I .%'1(1 —a:l)
g > b za(p —t)

I .%'1(1—&31—.%'2>.
When p —t < t/(x1 + x2), or 1 + xo2 < t/(pn — t), to minimize the objective function,
we must have d] = p — t. Substituting this into the optimization problem and further

simplify the problem, we have,

min F = 731(,& _ t)2 + (tfxligft))Q n 1(/1*15)2

—r1—x
T1,T2 =22

st. I—z)(t—x1(p—1t)) < zo(p—t);
x1 +x2 < ﬁ;
0<zy,29 < 1.
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The objective function is convex in x1, 25 on the region z1, x5 € [0,1]. Take the partial

derivative of the objective function with respect to xo, we have

OF (b —t)? (t—ai(p—1))* _ »
8932 (1 — X1 — 562)2 gjg d3 d2 - 0

Therefore, the objective function is increasing in xs. To minimize the variance, we need

to find the lower bound of x5. The two constraints in the formulation above gives

(A—e)t—onau=t) _  _t=zi(u=1)

pw—1 - - pn—1
OS €T Sl.

)

(I=z1)(t=z1(p=t))

e > 0 from the result of previous analysis. Thus,

We can conclude that
(—z1)(t—21 (p—t))

we have x5 = e . Substituting this into the optimization problem, we have
: 2 (=t)(t—z1(u—t)) (p—t)?
H%lln xl(,u - t) + 17111 + l—z— (1—m1)(;—_ﬂ;1(u—t))
s.t. 0<z; <1

In addition to the 0 < x1 < 1 feasibility constraint, we could also derive bounds of z;

based on the feasibility constraint from z5. From z3 > 0, we derive z; < ﬁ From
1 + 29 < 1, we derive x1 > _57:%

In fact, when p/2 < ¢t < 2u/3, the bound on x; is

Y
TR <1
n—t

When t < p/2, the bound on z; becomes

t
0<z < ——.
w—t

By setting the derivative of the objective function to zero, we can find the extreme
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points of the function. We use Z; here to denote these extreme point.

u
1 t t2 tH(=5+2,/4- 4)
L Y P N P VA

p—t p—t (n—1)? p—t

T1,1 =

/ I
_ ]_ t t2 t(—5+2 4—771‘/)
Tra=5 | —— = /4— = +\[3+ + — |
2 w—t

p—t (1 —1)? p—t
/ 1%
xr —_— = [ —
e —t p—t (1 —1)? p—t ’

(542, /- 2)
" 1 t 7! 12 n—t
S [ R -

fa=g |t B -

Now, we need to verify whether or not this extreme point Z; is in the feasible range
that we obtained previously. We conclude the following, 211 is on the range [—V/3,0),
which is out of our feasible region for zj. %2 is on the range [0,1) and is increasing
in ¢. It is a potential minimizer. Z; 3 is on the range [0, 1]; however, it is greater than
t/(u—1t). T14 is on the range [1, /3], which is also out of the feasible region for ;.

Therefore, the candidate point that minimizes the objective function are 772 and
two bounds. By taking the second order derivative of the objective function, we conclude
that this function is convex on the feasible region. Therefore, Z1 2 is the minimizer on
the feasible region.

Given x] = 712, the distribution that achieves the risk-return curves can be com-

puted through the following relationships,

df :ﬂ—t, {L‘T 21‘172,
(

t—xidy
dy = —3+2+, 25 = )
2 w—t
* __ p—t * * *
dz = P x3=1—2] —x5.

*
T3

Let’s consider another possible scenario of di. When p—t > t/(z1+z2), or z1+z2 >

t

t/(p—t), to minimize the objective function, we must have dj =

. Substituting
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this into the optimization problem and further simplify the problem, we have,

e t 2
min F =z (—4t—-)2 t=214y) —1—1(/“'5)2

21,29 r1+T2 T2 —x1—x2
s.t. (1 —a:l)(t—azlxlthz) < xa(p —t); (3.4)
¢ t za(p=t) .
T1+x2 > 1 9612(1—961)’ (3'5)
1+ 22 2 %; (3.6)

=
0<mz,x <1

The objective function can be simplified into a function that only contains x1 + xo,

t (b —1)?

min F' = .
xr1 + X2 1—21 —x9

It is convex in xj,z9 on the region xj,x9 € [0,1]. Take the partial derivative of the

objective function with respect to xo, we have

OF  (u—1)? B t? S g2 (w1dg + Tod2)?

gz - — @2 &>
0x9 (1 A $2)2 (.731 + .CUQ)Q = (331 + x2)2 3 2=

Therefore, the objective function is increasing in x2. To minimize the variance, we need

to find the lower bound of x5. Simplify constraints - , we have

t— a1
i) )
w—t
t— —1
e > fome—t)
u—1
Ty > 0.

When 0 < t_x;(f“t_t)) < 1, we have z} = w Substituting this into the

_+\3
optimization problem, the objective function becomes a constant ¢(u — t) + % The

optimal distribution must satisfy =] + 25 = ﬁ However, notice the condition on
x1 + x2 when we first set d} = xl—t%xz' When 21 + 29 = ﬁ, we have p—t =t/(x1 + x2),

which is equivalent to the case when dij = p — t. Therefore, the only optimal solution
for this problem is when dj = p —t. O
This theorem shows the three-point distribution on the risk-return curve. The func-

tion of the risk-return curve is rather complicated. Therefore, we will not show the



48
closed-form here. However, the closed-form is obtained and can be found in Appendix
[CG] at the end. The risk-return curves for different values of demand mean g are il-
lustrated in Figure We use the same base problem as the two-point distribution
example. The curves has similar shape as the two-point distribution curves. The region
below each curve is a risk-return profile that can be attained under certain demand

distribution. The region above the curve cannot be attained by any distribution.

[\*]
(6]

Profit Expectation
N
o

-
[¢)]

mu=30
10 mu=40 |
mu=50
mu=60
5F 4
0 1 1 1 1 1 1
0 100 200 300 400 500 600 700

Profit Standard Deviation

Figure 3.2: Risk-return curves for various demand mean under three-point distributions

We can argue that the retailer’s expected profit ¢ cannot be more than 24/3. From

the inequality constraints, we have

x3ds > dy > x1dy,

x3dg > (v + x3)dy > xads.

Thus, we have 2x3ds > x1d; + xods = t. By the first equality constraint, y = z1d; +
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Todo + x3ds > %t. This upper bound of t is larger than the previous case when order
quantity is do. Therefore, to achieve the best risk-return trade-off. The optimal order

quantity must be the largest demand, which is d3 in this case.

3.2.3 Multi-Point Distribution Risk-Return Analysis

Next, we consider the case in which the demand distribution is a multi-point distribution
with N being the number of points in the support of the demand distribution. Similar

as previous cases, we can list all the retailer’s optimal decisions and profits.

1. Q* = di: The optimal price to charge the retailer is p* = r. The supplier’s revenue

is rdy. The expected value and the variance of the retailer’s profit are both 0.

2. Q* = do: The optimal price to charge the retailer is p* = (1 —x1)r. The supplier’s
revenue is (1 —x1)rdy. The retailer’s expected profit is r(x1d;+(1—x1)ds) —p*dy =

rx1dyi. The profit variance is

Var = 72 (z1d} + (1 — 21)d3 — (z1d1 + (1 — 21)d2)?) .

3. Q" = d3: The optimal price to charge the retailer is p* = (1 — z1 — z2)r. The
supplier’s revenue is (1 — x1 — x2)rds. The retailer’s expected profit is r(x1d; +

xadz). The profit variance is
Var = 7‘2 (Jild% + l’gd% + (1 — ] — l’g)d% - ((1 — T — l’g)dg + 1‘1(11132(12)2) .

4. Q* = dj: The optimal price to charge the retailer is p* = (1 — z;:ll x;)r. The

supplier’s revenue is (1—2,’;11 x;)rdy. The retailer’s expected profit is r Zi-:ll x;d;.

The profit variance is
k—1 k—1 k—1 k—1
Var = r? (Z wid; + (1= ) m)di — (Z wid; + (1 — Zwi)dk)2> :
i=1 i=1 i=1 i=1

When the demand distribution follows an N-point distribution, we have the following

results for the retailer’s expected profit.
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Theorem 10. Suppose the demand follows an N -point distribution with expectation p.
If the supplier’s optimal price results in an order quantity of dp,k =1,..., N, then the
retailer’s expected profit is bounded above by %u. Furthermore, the efficient frontier
for the N-point distribution is achieved only when Q* = dy, with an upper bound of

%,u,. The smallest demand in the optimal distribution is dj = p —t.

Proof. First, we will show that the retailer’s expected profit is bounded above by k—;l n
when the wholesale price results in an order quantity of dg. In order for each of the

cases to be feasible, the following constraint must be satisfied,

k—1 j—1
(1—Za;i> dk2<1—2xi>dj, Vi=1,...,N (3.7)
=1 =1

They indicate that the supplier’s profit from offering price p* in each case must be higher
than offer other prices. From these sets of constraints, we can show that when k = 2,

or Q* = do, we have

N N
Z%’di > Zﬂfidk >dy > 11dy = t.
i—2 i—2

Thus, p = Zfil x;d; > 2t.

This result can be generalized to any order quantity () = d.
j—1

(1- Z$z)dk > (1- in)dj > xjdj, V]
i=1

k—1
Z .Z‘Z'di =1t.
=1

Thus, u = sz\; 1 Tidi > ﬁt. The first result in the theorem follows.

Now, we will show how to compute the multi-point distribution that could achieve
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the risk-return curve. In the following, we will only focus on the case of Q* = dy.

Using the equality constraints, we can replace z with 1 — ZZ]\L _11 x;, replace dy with

(n—1)/(1— vaz_ll x;), and replace dy_1 with (¢t — vaz_f xid;) T N-1.

We rewrite the problem as

. N-2 (t—Zf\’;Q z;d;)? —t)2
I;lvldn St ad? + v + 17%{&21 -
st andy = (1- S5 @) dy, V=1, N

0<z; <1, Vj

dj >d; >0, Vi

The objective function is convex in x; and d;. Take the partial derivative of the objective

function with respect to dy,

F — NP wid;)?
OF _, (dk_os it widy)
ITN-1

) = 2$1(dk — dN—l) < 0.

Thus, the objective function is decreasing in dj for all kK < N — 1. To minimize the
objective, the optimal dj, can be obtained from the inequality constraints. From zydy >
(1- Zf;ll x;)d;, we have
PO\ SR
Tl 1-Xw

When 5 =1, the optimal d; = u —¢.

Now, replace all the dj, the objective function can be expressed as

N-2 o 9
N-2 t— —t ; I S
, K= t )2 N (t—(n—1) 22 -1 xm) N (1 —t)?
i=1 1 - Zgzll Tm TN-1 1 Zi\i;l z;
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We establish a formulation to calculate the risk-return curve for the retailer and
perform a numerical analysis in this case. Suppose the demand distribution is a discrete
random variable taking values at z;,¢ = 1,..., N with probabilities w;,s = 1,..., N.
Also, suppose the mean of the demand is p. In the following, we would like to compute
that given the expected profit of the retailer is ¢, what is the demand distribution that
gives the retailer the minimum risk. Again, without loss of generality, we assume the
retailer’s selling price r = 1.
To compute that, it is not hard to see that the optimal ordering quantity for the
retailer Q* must be equal to one of the x;’s. Suppose @* = xz;+, then one can write the

variance minimization problem as

min,, Zz*:_ll $?wi
.. (-2 w)ee = (1- X w) ey, ¥i=1,... N
*—1
Yoil miw; =t
N
Ziil L;Wi = [
SN wi=1; w20, Vi=1,...,N.

The above is a linear optimization on w;’s. Solving for all such linear optimizations for
i* =1,..., N and choose the one that achieves the smallest objective value will give the
distribution that gives the smallest profit variance under return t.

Next, we show the upper bound of the retailer’s expected profit when the mean of
the demand is .

When the optimal order quantity Q* = xx, the inequality set is

N-1 J—1
(1— sz> TN > <1—Zwi> zj, Vji=1,...,N—1.
i=1 i=1
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From those constraints, we have the following relationships

N-1
(1 - Z wi> TN 2 T2 2w,

=1
N-1 N

(1 - wi) TN 2 (Z w;) Ty > ToW2,
i=1 i=2
N-1 N

<1 - wi> N 2 (Z wi)Tj = Tjw;,
i=1 i=j

Summing both sides, we have
N-1 N-1
(N— 1) (1 — Z wi> TN Z Z T;Wj.
i=1 i=1
Thus, we have (N—1) (1 — Zf\:ll wi) TN > Ef\;l x;w; = t. Together with the demand
expectation equality, the upper bound of the expected profit ¢ can be obtained,

N
H s 1 Wy NWN Z N _1 N_1"

Therefore, the retailer’s expected profit must be no more than % 1 when the demand

follows an N point distribution. Furthermore, when the optimal order quantity is Q* =

-1
i

x;+, the retailer’s expected profit must be no more than . This proof is similar to
the one in the three-point distribution case, so we will not elaborate here. ]

Theorem [I0] provides an upper bound on the retailer’s expected profit in this supply
chain setting. This result is consistent with what we have seen in the previous sections.

Consider the three-point distribution result. When N = 3, this theorem shows

2 7—1
(1 — sz)d;g Z (1 — sz)dj Z xjdj, Vj (3.8)
=1 =1

Thus, p = Zf\il xid; > %t. Another interesting insight from this theorem is that
the more points in a distribution, the higher the retailer’s expected profit. When the
demand mean is y, the more points in the distribution, the less the variability. When

demand variability is smaller, the retailer expects to make more profit.
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3.2.4 Risk-Return of Continuous Distribution Functions

In this section, we will consider the risk-return model with a continuous demand D.
The demand has probability distribution function f(x) on range [0, M]. Let E(X) = u
denote the demand expectation and F(z) denote the cumulative distribution function.
The supplier charges price p for each item and the retailer select the order quantity
using the newsvendor model. For each order quantity (), the supplier receives revenue
of pQ(p). He chooses a price that maximizes the revenue.

We derive the expression of the retailer’s expected profit and the profit variance.
To make sure the retailer’s optimal order quantity is QQ*, the supplier’s optimal price
should be p* = r (1 — F(Q*)). The supplier’s revenue is p*Q* = r (1 — F(Q*)) Q*.

The retailer’s expected profit is r (fOQ* xf(x)dz + fév*[ Q*f(:z)dx) —Q*r(1—-F(Q") =
r fOQ* xf(x)dx.
The retailer’s profit variance is

*

Q" 2
Var = r2/ (2% = 2z(1 — F(Q")Q") f(x)dx + T2Q*2F(Q*)(1 —F(Q)) — <7“/ mf(x)dJ;)
0 0

*

Q* 2
= 2 / ﬁﬂ@M+O—F@Uwﬂ—<O—F@ﬂW“ﬁ/ wwm&
0 0

Without loss of generality, we normalize » = 1. The problem of minimizing profit

variance under a fixed expected profit ¢t can be modeled as

"
min A 22 f(z)dz + (1 - F(Q)Q? — (1 - F(Q*)Q" +1)?

st. (1-F(Q"))Q*>(1—F(x))z, Vzc[0,M] (3.9a)
/Q zdF(z) =t; (3.9b)
OM
/0 zdF (z) = u; (3.9¢)
M
dF(z) = 1; (3.9d)
0

dF (z) > 0. (3.9¢)
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The decision variable here is the probability distribution function F'(x). We are

interested in the distribution function that gives the minimum variance. This is a

infinite program since the distribution is continuous and the number of decision variables
is infinite. When Q* and F(Q*) are fixed, the objective function is linear in f(x).

Let’s denote the smallest point that has a non-zero probability with d;, and the

largest point that has a non-zero probability with dmax. We have the following results.

Theorem 11. Suppose the demand follows a continuous distribution with expectation
w on range [0, M]. The distribution only has non-zero probabilities on range [pn—t, Q*],
which is to say, dmin = p —t and dmax = Q. In addition, the retailer’s expected profit
1s bounded above by p.

Proof. From Constraint ([3.9b] [3.9d), we have

M:/OdeF(g;) :t—i—/MzdF(x) > t.

*

For a fixed p, the maximum expected profit ¢ is obtained when fé\{ xdF(x) is at the
minimum. Thus, it requires fé\/l Y dF(x) = 0, for any € > 0, which means any points
larger than * will have a probability equal to zero. Therefore, we have Q* = dyax-

Constraint requires (1 — F(Q*))Q* > sz dF(z)z, for all x € [0, M]. When
T = dpin, this inequality gives (1-F(Q*))Q* = pu—t > dmin. Since the objective function
is increasing in x, dmin = @ — t at optimal. Therefore, the continuous distribution only
has non-zero probabilities on the range [ — ¢, Q*] at optimal. ([l

As we can see from this theorem, the continuous case is an extension of the multi-
point distribution case. The smaller point with non-zero probability in the continuous
case, or dpyiy corresponds to dy in the multi-point case. We can think of the continuous
case as a multi-point case with IV approaching infinity. The upper bound of the retailer’s
expected profit in the multi-point case approaches 1. Thus, the retailer’s expected profit
is bounded above by p in the continuous case.

The continuous distribution case requires solving an infinite program, which is a

hard problem. In the next section, we present an algorithm to efficiently approximate



56
the risk-return curve by reducing the problem dimension. We also show some numerical

results from our approximation algorithm.

3.2.5 Approximation Algorithm and Numerical Results

Due to the fact that the closed-form solution is not obtainable under a continuous dis-
tribution, we will introduce an algorithm to approximate the continuous case. The idea
of the algorithm is to use a discrete distribution with fine granularity to approximate
the continuous distribution. Then we solve for the optimal multi-point distribution
using the results obtained from the previous section. To start with, we define the no-
tation here. Let N denote the number of points used in the discrete distribution, and

D ={dy,...,dn} be the support of the demand distribution.

The minimum standard deviation (risk) is the square root of current_best. This
algorithm will also produce the optimal probability distribution and the optimal order
quantity under each ¢. In Step 2, we did not solve the variance minimization prob-
lem directly. Instead, we enumerated « and use it as a constant in the optimization
problem. Introducing the a term simplifies our problem to an LP. Without fixing «
first, the objective function is non-convex, making it difficult for commercial solvers to
solve. Although we’ve increased the number of optimization problems to be solved, each

iteration takes very little time.
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Algorithm 1. N-Point Distribution Risk-Return Approximation Algorithm

1. Select N and fix t. Set current_best to a large number M.

2. Fork=1to N
LetQ:dk.

Let o = min Zf;ll z; and & = max Z;:ll ;.

Fora=a toa

Let temp_value = ming, Zfz_ll Pr;i + (1 — a)Q? — (t + aQ)? from the following

linear program.

ming, S0 d2a; + (1 - )Q? — (t + aQ)?

s.t.

(1-Shw)de > (1 - S a0 d,

ke
Zizll di-Ti =t

SN diwi = g

Sl e = o

Zi]\;l r; =1

2 >0, Vi=1,...,N.

If temp_value < current_best

current_best = temp_value

current_Q = Q

current_.o = «

distribution= [x1, . ..

3. Output t, current_best, current_QQ, and distribution.

7ZEN]

Vi=1,...

N
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Using this algorithm, we study the risk-return curve of continuous distributions with
support [1,1000]. We select N = 1000 and integers {1,2,...,1000} be the support. In
Step 2, the CVX package in MATLAB is used to solve the linear optimization problems.
After the computation, the retailer’s risk-return curve (efficient frontier) is plotted using
the plot function in MATLAB. Figure [3.3] shows the risk-return curves for continuous
distributions with mean equal 30 and 40. As shown on the plot, the shape of the curves
is very similar to what we saw in the two- and three-point distribution cases. Their
upper bounds are p if the demand upper bound is large enough.

After we’ve computed the continuous distribution risk-return curve, we want to com-
pare the continuous cases with other multi-point cases to see how much of improvement
are there by using a continuous distribution instead of a multi-point case. Figure (3.4
shows the risk-return curves of the continuous distribution, two-point distribution and
three-point distribution when the demand mean is 40. This plot shows that there is a
significant increase in the upper-bound when we increase from a two-point to a three-
point distribution, (% — %),u to be exact. However, this effect diminishes dramatically
as the number of points increases. As we use more points in the numerical tests, the
improvement (TLLJrl — "T_l) w approaches zero; however, the amount of resource (computa-
tion time and memory usage) used increases fast. What’s even more interesting is that
even in the continuous case, only a few points has significant probability in the optimal

distribution. That is to say, using only a few points to model the demand distribution

could get results that are close to the continuous case.

3.3 Supply Chain Profit Allocation Analysis

In this section, we study the profit allocation problem between the supplier and the re-
tailer in a supply chain. Consider a supplier who sells a single product to a retailer facing
a newsvendor problem. The retailer faces an uncertain demand D with probability den-
sity function f(-) and cumulative distribution function F'(-), and uses the newsvendor
ordering policy to decide on the optimal order quantity. The supplier charges a price p

for each unit of product sold, and incurs a per unit production cost c¢. The market price



99
35

30 |

25 t

Profit Expectation
N
o

—
¢
T

mu=40

—
o
T

—mu=30

0 20 40 60 80 100 120
Profit Standard Deviation

Figure 3.3: Risk-return curve for various demand means under 1000-point distributions

that the retailer sells at is 7.

Given a price p, according to the solution to the newsvendor problem, the retailer
will choose order quantity Q(p) = F~! (2). Based on this, the supplier chooses a price
p to maximize his profit. That is, the supplier chooses p to maximize IT = (p — ¢)Q(p).
In the following, let p* denote the solution that maximizes IT and let IT* = (p* —¢)Q(p*)
and R* = rE[min(D, Q(p*))] — p*Q(p*) be the corresponding profit of the supplier and

the retailer respectively. We further define v = to be the profit division ratio

H*
T R
between the supplier and the retailer. The main result in this section is the following

theorem regarding lower bounds on +.

Theorem 12. Let v = be the profit division ratio.

_Irr
I+ R

1. If the demand distribution is an n-point distribution, then v > 1/n.

2. If the demand distribution has support [dmin, dmax|, then v > O < 1 >

lo dmax
min

Furthermore, the above lower bounds are tight.
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Figure 3.4: Risk-return curve for various distributions with p = 40

Proof. We start with the first part of the theorem. Suppose the demand follows
an n-point distribution with support d;,7 = 1,...,n, where d; < d;41 for all i. Let
w; = P(D = d;) be the probability for each outcome d;. In the following analyses, we
will find a set of w;s that minimizes the profit division ratio of the supplier ~.

First, we note that for any given price, there exists an optimal ordering strategy
of the retailer that takes value in the set {di}zn:lEI In the following, we consider
the case when the retailer’s optimal ordering quantity is Q* = di. In this case, the
highest price the supplier can charge (in order for dj to be an optimal order quantity
for the retailer) is p = (1 — Zf;ll w;). Note that the supply chain’s expected profit is
divided between the supplier and the retailer. When fixing the retailer’s expected profit

to ¢, minimizing ~ is equivalent to minimizing supplier’s profit II. We consider the

following optimization problem to find the demand distribution that gives the supplier

! When the retailer’s optimal ordering strategy is not unique, we assume he will choose the largest
ordering quantity, which maximizes the social welfare.
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the minimal profit division ratio.

[r(1 = 325 wi) = cJd

= min 3.10a
B [r(1 - Zf:_ll w;) = c|dy, +r Zf:_ll wid; ( )
k—1 7j—1
st [r(1=> wi) —dd > [r(1=> wy) —ddj, Vj#k, (3.10b)
=1 =1
dwi=1 0<w; <1, Vi=1,...,n (3.10c)

i=1
Now we provide some explanations for the above formulation. Given the retailer’s

optimal order quantity dj, the profit of the supplier and the retailer are [r(1 —Zf:_ll w;)—

cJdy and r Zf:ll w;d; respectively. Thus, the objective function is the profit division ratio
of the supplier. For Constraint (3.10b|), it ensures that the supplier’s profit when using

price p = r(1 — Zf;ll w;) is the highest compared to other prices, which guarantees

that the supplier will choose p = r(1 — Zf;ll w;), and thus, the retailer will choose dy.
Constraints (3.10c]) are feasibility constraints for a probability density function.
By simple algebra, we can obtain the following inequalities from Constraint (3.10b))
rdg > wi — rdj Z?:j w;

< | < k. A1
c< -y , Vi< (3.11)

With these inequalities, for any j < k, we have

k—1 n n n
rdg Y i wi —rdj Yy w;
[7" (1 - g wi) - c] dp > <r E w; — t Zﬁkd 7 L dy,
i=1 i=k k=%

rdpd; 2
T4 - le > wi = rwd;. (3.12)
=
Thus,
L bu-THw-da
[r(1 - Eé:ll w;) —cldy + 7 E?:_ll wid;
[r(1 = 5 wy) — dJdy 1

- (= Y5 w) — dd+ (k= Dr(1— S5 wy) — ddy, K

where the inequality follows from (3.12). Therefore, if the supplier chooses a price p

such that the retailer’s optimal ordering quantity is d, then he will receive at least 1/k
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of the total supply chain’s profit. Since the maximum value for k is n, the lower bound

of the profit devision ratio for an n-point distribution is 1/n.

Next, we show that this bound is tight. Fix any 0 < € < 1, we consider a case with

¢ = 0 and the following demand distribution:

e=D/i _gi/(i+) =1 .

Under this distribution, the supplier’s expected profit for charging price p = r(1 —
S wy) is
n
H:rZwidj:re, Vi=1,...,n. (3.13)
i=j

Therefore, the supplier’s expected profit is re for all j. Thus, p = rw, is an optimal
price, and the retailer’s order quantity is @ = d,,. The profit division ratio in this case
is

Wndp, €

wydy, + 2?2—11 w;d; o +(n—1)e— 2?2—12 c(2+i+1)/(i2+i) _ n/(n—1)"

When € approaches 0, v approaches 1/n. Thus, the lower bound of 1/n is tight.

Next, we prove the second part of the theorem. Consider a demand distribution
with support d;,¢ = 1,...,n with d; < d;4; for all i. So we have dpyi, = di and
dmax = dp. Again, let w; = P(D = d;) be the probability that demand is d;. We note
that although our analysis is done using discrete distribution, it can be extended to
continuous distribution in a straightforward way.

Without loss of generality, we assume dpin = 1. To prove the lower bound of -,
similar to part 1 of the proof, we consider the case where the retailer’s optimal order
quantity is di. In this case, the highest price the supplier can charge (in order for dj to

be an optimal order quantity for the retailer) is p = (1 — Zf:_ll w;). In the following,
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we define a new demand distribution. Let N = [logy dy |, and

i—1 L - ~ .
2071, i=1,...,N Zl:digdeinl, i=1,...,N

d; = with @; =
i=N+1 Zl:dlzcziwl’ i =N+ 1.

Using the definition for d; and w;, the profit division ratio satisfies
[r(1 = 320 wi) — di
Ye = =] -
[r(1 =221 wi) — cldi + 7D i) wid;
[r(1 = >0 wi) — ]y,
[r(L = 3235 wi) — cldy +2r 3 did,

Let j' = |logy d;|+1. We can obtain the following relationship between [r(1— ZZ 1 ) —

cldy and r Zfil ﬁ)icii,

i rdi Y i wi — rdj Y w
<r Z; w; — b —d, dy,

k—1
[r (1—21{)@-) —c] dp, >
=1
k—1 k—1
rdid; 1
dk—d Z >r2w1d > Tw]/d],
=j

where the inequality follows from inequalities (3.11)) and the last inequality is because

Loy > wjr. Therefore,

> [r( = Yoiy wi) — cld Sp ( ; ) :
(= ) — dd 4+ 2r SN gd; AN+ 1 log dmax

d > d/andz

log dn)ax

Hence, for any general distribution with support [dmin, dmax|, we have vy > O < 1 )

Next, we show that this bound is tight. We consider a case with ¢ = 0 and the

following demand distribution:
27t i=1,....n—1

d; :2i_1, i=1,...,n with w; =
2l=n i =n.
Under this distribution, the profit division ratio is
1 2

N = > iy, widy, 1 B .
Z?:kwidk—i_Z?:_llwiz 1+ S wd; 1+Zk121 k+1
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The second equality is because Y ;- , w;dy = 1 regardless of k. When k =n, v = n%rl

O

@) ( 1 > Thus, the lower bound is tight.

lo dmax
dmin

This theorem suggests that in a supplier-retailer relationship, the supplier is guar-
anteed to obtain a certain proportion of the supply chain profit. In particular, if the
distribution has only few points or the range is narrow, the supplier is guaranteed to

obtain a higher proportion.

3.4 Pricing Policy and Risk-Return Analysis in a Spot
Market

In this section, we consider a newsvendor model with a slight variation. The model
is the same as the original model except that the supplier can produce more than the
retailer’s order quantity and sell the excessive produces on the spot market when the
retailer’s order quantity cannot satisfy the market demand. The sequence of events that
take place are as follows:

Before the start of the first period:

1. The supplier decides the price p. Then the retailer decides ) based on p and
the demand distribution F. The retailer’s problem is the original newsvendor’s
problem without holding and backorder cost. Thus, the optimal order quantity of

leris O = F—1(7=2
the retailer is Q = F~'( - ).

2. The supplier decides how many units u to stock-up as buffer inventory. The buffer
inventory can be sold by the supplier directly to the customer on a spot market at
the retail price. For each unit of inventory, the supplier incurs a production cost

c.
During the selling period:

1. The retailer receives order quantity () and pays the supplier pQ.
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2. Demand D realizes. The retailer sells the amount min(D, @) at price 7.

3. If the retailer’s order quantity @ < D, the supplier will sell min(u, D — @) on the
spot market at price r to satisfy the demand. The supplier does not incur any

backorder cost or holding cost. The supplier’s total expected profit is
s = pQ + rE[min(u, (D — Q))] — ¢(Q + u). (3.14)

In this model, the supplier can use two leverages to maximize his profit: the price
and buffer inventory. We have the following theorem for the optimal decisions of the

supplier.

Theorem 13. Consider a supply chain setting with a spot market where the supplier
could produce buffer inventory u to meet unsatisfied demand. The supplier’s optimal

price and buffer inventory are in the following form,

1. The optimal buffer inventory for a given price p is

Y A )

ut = F—l(
T T

where ¢ is the supplier’s production cost, r is the market price, and F(-) is the

CDF of the demand distribution.

2. The optimal price is p* = r, and under this price, the optimal buffer inventory is

ut = FY(e),

r

Proof. In this model, the decision process can be broken down into two stages. In the
first stage, the supplier decides the optimal price p*. In the second stage, he selects
the optimal buffer inventory u* based on the retailer’s order decision Q*. To find the
optimal decisions, we analyze the two decisions separately in a reverse order. We first
study the optimal buffer inventory when the price p is already determined. Under price
p, the retailer orders Q* = F _1(%). The supplier then chooses the buffer inventory to

maximizes the expected profit,

max, Is=r[3 (D - Q") f(D)dD +r [5,, uf(D)dD — cu
S.t. u > 0.
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Here, we left out the term pQ* — cQ* because it is not relevant in the decision of .

Based on the first order condition, we have

O0llg

S = ruflu+ Q) = ruf(Q +u) +r(l - F@ +u) —c

= r(1-F(Q +u))—c=0.

Therefore, the optimal buffer inventory under price p is u* = F~1(*=¢) — F~1(=R).

Next, we solve for the optimal price p* and maximize the supplier’s total expected

profit. Substituting u* into (3.14)),

max, g =pQ* +r [$ (D~ Q) f(D)dD +r [, uf(D)dD — c(Q +u)
s.t. p > 0.

To find the optimal price p, let’s take the first order derivative of Ilg, but this time, u

and Q* are also functions of p.

aHS —1,r=Dp aF_l(u) /Q*Jru* 8Q* * * ou
- = F r .o D)dD 1-F —
5 (D o [ fDD T (1 F(@ )
ou 8F’1(r;p)
“op T ap
_ 6F‘1(T;) aF—l(ﬂ) @F—l(f;
— F1 r—p r /o (F(O* N _ F(O* r ) T
() 40— rF(Q )~ F(Q) =g e
- (20,

From the first order condition, the optimal price p* must satisfy p* = r and the optimal
buffer inventory is u* = F~1(=¢). O

Theorem shows a very interesting result. It indicates that when the supplier
maximizes the expected profit, his optimal price is the market price, which leaves the
retailer’s optimal order quantity to be 0. Then, the supplier chooses the buffer inventory
in a similar style as a newsvendor and faces the market demand directly. In other words,
to maximize the expected profit, the supplier should take over the retailer’s role. From
the discussion in Section [3.2] we know that the retailer makes a profit by willing to take

the risk before the demand realizes, and the more risk he is willing to take, the more

profit he makes. In the original model, the supplier does not take any risk but can still
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take a fixed amount of profit. However, when the supplier is given the power to fully
engage in the market, he is willing to sacrifice the “zero-risk” profit for the “high-risk”
profit. For the supplier to obtain the maximum profit, a necessary thing to do is take
all the market risk. Thus, the supplier’s decision is to choose a price to minimize the
retailer’s order quantity and sell directly to the market demand.

Another observation from this theorem is that when the supplier’s profit is maxi-
mized, the two-echelon supply chain structure becomes centralized. One can think of
it as downstream supply chain integration by the supplier. This is a common practice
in supply chain management, and Theorem [13| provides some insights from the profit
aspect on why suppliers prefer to integrate the retailers downstream.

As we mentioned, the supplier now faces uncertainty by having a buffer inventory
before the demand realizes. Therefore, we are interested in the amount of risk the
supplier takes. When the supplier uses price p and buffer inventory u, his profit function

can be expressed in the following three expressions.
1. D < Q*. Profit = pQ* — ¢(Q* + u).
2. D € (Q*,Q* + u]. Profit = pQ* — ¢(Q* + u) + r(D — Q*).
3. D> Q* + u. Profit = pQ* — ¢(Q* + u) + ru.

The supplier’s profit variance is

Q" Q*+u
Var = /0 (pQ* — c(Q* + u)2f(D)dD + / (pQ" = e(Q" +u) + (D — Q"))*f(D)dD

*

+ / ) (pQ* — ¢(Q* + u) + ru)>f(D)dD — (E[profit])?
Q*+u

= 20QQ" — (@ + w)(FQ" +u) —~ F(QY) + (0Q" — (@ +u))
+(r*u? + 2ru(pQ* — ¢(Q* +u))(1 — F(Q* +u))
Q*+u
[T D= QP+ 2DQ - Q" + W) F(D)D

—(PQ" = c(Q" +u) = rQ(F(Q" + u) — F(QY)) + ru(l — F(Q" + u))
+r /Q " Df(D)dD)>.

*
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From the proof of Theorem (13| we know that F(Q* 4+ u) = =< and F(Q*) = =2. Use

these to simplify the profit variance function and obtain

Q*+u
Var = cru? — (pQ* — ¢(Q* +u))* + / ' (r(D = Q")* +2rD(pQ* — ¢(Q* + u))) f(D)dD

Q*+u 2
- <r/ Df(D)dD)

Qtu
= —(pQ* —c(Q" + u))2 +oeru? + ruQ(r —c)— 7"2/Q 2(D — Q*)F(D)dD
Q+u
12pQ" — (@ + u)? + 2ru(pQ° — e(QF 1)) — 2r(pQ° — c(Q* +u)) /Q F(D)dD

Q" +u

2
_ <u +pQ =@ 4w -7 | F(D)dD)

*

iy iy iy 2
= -2 /Q " DF(D)dD + 2r*(Q* + u) /Q ' F(D)dD — <7~/Q ' F(D)dD)

* * *

The last two equalities follow from integration by parts.

To see how the supplier’s risk behaves as a function of p, we select a few common
distributions to compute the profit variance. In the Uniform distribution with range
la,b], the CDF is F'(z) = §==. The retailer’s order quantity is Q* = (T*p)?qﬂ + a and

(r=c)(

the supplier’s buffer inventory satisfies u + Q* = bea) + a. The supplier’s profit

variance as a function of p is

(b—a)®(p—c)*(4r(2c +p) — 3(p + 0)2)'

Var(p) - = 1272

The supplier’s profit expectation as a function of p is

2 _*
EIProfid(p) = Q"+ 55— e e(@ )

(p—c)(b(2r —c—p) +alc+p+4dr))
2r '

Now, let’s look at some numerical experiments with a uniform distribution on
[0,100]. We set ¢ = 1/50,7 = 1. For each value of price p € [c,r], we evaluate the
supplier’s profit standard deviation and profit expectation. Figure shows the profit
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risk-return curve and the relationship between price and profit standard deviation on
the right-hand side y-axis. As we can see from Figure profit standard deviation and
profit expectation both increase with the price. In addition, the profit standard devi-
ation has an upper bound which comes from the variance of the uniform distribution.

This upper bound is achieved when p = r, which is

(b—a)? (r—c)®(r + 3c)

Var = 2 2 .
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Figure 3.5: Supplier’s profit standard deviation and expectation under a uniform dis-
tribution

Another continuous distribution we consider is the exponential distribution. The

retailer’s order quantity is Q* = M, and the supplier’s optimal buffer inventory
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satisfies u + Q* = M The supplier’s profit variance as a function of p is

_efQ(Q*+u))\,r2(1 B PN + e2UA _ 26(Q*+2u))\ + 26(Q*+u))\(1 + u)\))
AQ
(p—c)(c—p+2r) —2crin(p/c)
A2 '

Var(p) =

The supplier’s profit expectation as a function of p is

E[Profit](p) = pQ* —c(Q* +u) + %e—(Q*-&-u))\ (eu)\ . 1)

p—c+pln(r/p) — cln(r/c)
S )

We show a numerical example with an exponential distribution with parameter A =
1/50. Again, we set ¢ = 1/40,r = 1. The supplier’s price range from ¢ to r. We plot the
supplier’s profit standard deviation and expectation as functions of the price. Figure|3.6
shows the profit standard deviation and expectation under the exponential distribution
with A = 1/50. Again, we can see that the profit standard deviation and expectation
are increasing in price and there exists an upper bound for the profit standard deviation
which is achieved when p = r,

r? —c? — 2crln(r/c)

Var = 2

Comparing the uniform distribution and exponential distribution that has the same
mean, we can see that when the price is p = r = 1, the uniform distribution achieves a

slightly higher expected profit, at the cost of a much higher profit standard deviation.

3.5 Optimal Policies in the Revenue-Sharing Contract

In our original model, the supplier charges a price for each unit he sells to the retailer.
The supplier keeps his profit and is not responsible for any unsold units of the retailer.

The retailer takes all the risks in the market and makes a profit from taking the risks.
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Figure 3.6: Supplier’s profit standard deviation and expectation under an exponential
distribution

Under such a model, members of the supply chain are only concerned about their own
performance. This usually results in low supply chain profit overall |Cachon| (2003).
To facilitate collaboration and maximize the total supply chain profit, members of a
supply chain could participate in contracts that award others a portion of the firms’
profit. One type of contract that achieves this goal is the revenue-sharing contract. In
a revenue-sharing contract, the retailer takes only a portion ¢ of the profit and shares
(1 — ¢) of his revenue with the supplier in addition to the purchase price. We assume
the inventory left at the end of the period has a salvage value of v per unit. To avoid
arbitrage opportunity, the salvage value should not exceed the purchase price, i.e., v < p.

This salvage revenue is also shared between the supplier and the retailer. The retailer’s
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profit function is

Ir(p,Q,¢) = ¢rmin(Q,D)+ ¢v(Q —min(Q, D)) — pQ
= ¢(r —v)min(Q, D) — (p — ¢v)Q.

Thus, the total profit of the supplier is

s(p, @) = pQ + (1 = ¢)((r — v) min(Q, D) +vQ).

Revenue-sharing contracts induce the supplier to choose a price that will optimize
the overall supply chain revenue by aligning the supply chain profit with each firms’
objective. Such type of contract can coordinate the supply chain and arbitrarily allo-
cate the profit. |(Cachon and Lariviere, (2005) studied the strengths and limitations of
revenue-sharing contracts through analysis. |Mortimer| (2008]) provided evidence that the
introduction of revenue-sharing contracts increased the total profit in the video rental
industry by 7%.

In a revenue sharing contract between the supplier and the retailer, the following

events take place in order.

1. The supplier decides the sale price to the retailer (p). The supplier and retailer
also agree on the portion of profit that is kept by the retailer (¢). In other words,

the supplier receives (1 — ¢) for each unit sold and v(1 — ¢) for each unsold unit.

2. The retailer chooses the optimal order quantity () based on the price p to maximize

the expected profit function.

3. At the beginning of the selling period, the retailer receives order quantity @ and
pays the supplier pQ.

4. Demand D realizes. The retailer sells the amount min(D, Q) at price r. If there
are any unsold units by the end of the period, the retailer receives v per unit as

salvage revenue. The retailer pays the supplier 1 — ¢ of his revenue. Therefore,

the retailer’s actual profit is

g = ¢(r —v)min(Q, D) — (p — ¢v)Q.
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5. The supplier’s total profit is

s = pQ + (1 - ¢)((r — v) min(Q, D) +vQ).

In this section, we first study the supplier’s optimal strategies and the retailer’s optimal
response. For a revenue-sharing contract, we have the following theorem for the supplier

and the retailer.

Theorem 14. Let f(-) and F(-) denote the PDF and the CDF of the demand distribu-
tion on [dmin, dmax], respectively. In a revenue-sharing contract with ¢ being the revenue

kept by the retailer, the supplier’s optimal price p* falls under one of the following cases,

1. When ¢ and F(-) satisfies ¢ Dyax < % min (81?37;(5))) the optimal price is p* =

Pv.

2. When ¢ and F(-) satisfies ¢ Din > —— max (817572(5)), the optimal price is p* =
or.
3. Otherwise, the optimal price p* must satisfy
p* = ¢*(r —v) f(FH ) F(€), (3.15)

where £ = %.

The retailer’s optimal order quantity under this price p* is Q* = Ffl((b(ri_;)).

Proof. We first show how to obtain the retailer’s optimal order quantity for a given
price p. Although in the revenue-sharing contract model, a term ¢ and a salvage value
v are introduced, the retailer’s problem is still a newsvendor problem. We can think
of ¢(r — v) as the market price and p — ¢v as the purchase cost. Therefore, under a
certain price p, the retailer’s optimal order quantity is Q* = F*I(%), where
¢r —p > 0.

Next, we show the proof of the first part of the theorem. To arrive at the supplier’s

optimal price, we start from the supplier’s profit maximization problem. The following
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problem is used to find the optimal price p* that maximizes the supplier’s expected

profit,

max, Ells = pQ*(p) + (1= 6)(r —v) (" DFD)D + [ Q" (p)f(D)dD) + (1 = 6)vQ’
s.t. p < or,
p=>0.

The objective function simplifies to
Q*

0

s = pQ"+ (1 —-¢)oQ" + (1 —-9)(r—v) (Q* - F(D)dD>

"
= pQ 4 (1— Q" — (1— d)(r—v) / F(D)dD.

Take the derivative of IIg with respect to p,

Ollg . dQ* dQ* « dQ”
S Q" +p i + (1= ¢)r " —(1=¢)(r—v)F(Q") a
el ¢T—p> pdQ”
-t <¢<rv> T
_ F_1< ¢r—p ) Y A3
P(r —v) ¢Hr—v) 0

where £ = j(’::i’).

In case 1, when ¢Dpay < =2 oOF—(&) holds,

— r—v o€

oy _ F1< ¢>r—p> p  OF ()

ap o(r—v)) @A(r—v) O
v . OF 7€)
< Dmax_d)(r—v)mm( o€ )
< 0.

The first inequality follows from D > F~! ( (;E::f]’ )> and p > ¢v. Therefore, the

supplier’s expected profit is decreasing in p. The optimal price is the lower bound of p

which is p* = ¢w.
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In case 2, when ¢Dyin > ﬁwgig(f) holds,

olls F_1< or —p > _ P OF~1(¢)
¢

(37]9 o(r —wv) r—uv) 0
_ r OF~1(¢)
>  Dmin — pYp— max ( o€ )
> 0.

Therefore, the supplier’s expected profit is increasing in p. The optimal price is the
upper bound of p which is p* = ¢r.
In case 3, the supplier’s expected profit is non-monotone in p. The optimal price
must satisfy the first order condition.
s _ 1y < ¢r —p ) _p 9FT(Y)
dp P(r —v) ¢*(r—v) 0§

Thus, the optimal price must satisfy,

0
When a specific demand distribution and a set of parameters are given, the optimal
price and order quantity can be calculated using Theorem The revenue-sharing
parameter ¢ also plays a part in the supplier’s and the retailer’s decision. In the first
two cases, the supplier’s prices are increasing in ¢. This result is consistent with what
we see in practice. When ¢ is high, the retailer keeps more profit to himself and the
supplier receives less from the retailer. To maximize the supplier’s revenue, it is optimal
to increase the wholesale price. In the third case, the effect of ¢ on the supplier’s decision
depends on the form of the demand distribution. We will look at some specific cases
later in this section.
In the following part, we study the supplier and the retailer’s risk-return trade-off.
We will use Q* and p* to denote the supplier and retailer’s optimal decisions solved

from this theorem. Given that the retailer places the optimal order quantity Q*(p*)
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based on the supplier’s optimal price, the supplier’s profit variance is

* [e%S)

Vars — / (0"Q* + (1 - $)((r — v)D +vQ")? f(D)D + / ("Q* + (1 — )rQ")f(D)dD

O *
—(EILg)%.

Under the optimal price p*, the retailer’s profit expectation is

o
Ellp = ¢(r—v) ( i Df(D)dD 4 Q*(1 — F(Q*))) — (p" — Pv)Q*
o
= ¢(r — v) Df(D)dD

0

The retailer’s profit variance is
o
Varp = /0 (6(r —v)D = (p" = ¢v)Q*)* f(D)dD + (¢(r — v)Q* — (p* — pv)Q*)*(1 = F(Q"))
—(ER)2.

The next corollary discusses the effect of ¢ on the supplier and the retailer’s decision

and profit expectation and variance.

Corollary 4. In a revenue-sharing contract, when ¢ is in the range that satisfies

oF~!
¢Dmax S Tivag(g) (316)
or L
oF~
ngrnin Z r i v ag(f) (317)

the optimal price is increasing in ¢@.
When ¢ is outside of the range, the supplier’s optimal price p* is increasing in ¢

when the demand distribution satisfies

—1 r—u —1 —1
3Fa£(£) (F (OW(F 5)) + f(F- (5))) > max {_2¢>( VIEE)F (5)’ _ } 7
or (3.18)

—1 . r—w -1 -1
or Lo (F ) UL 4 (- (5)))gmm{—2¢< GGl @—é}.

The retailer’s optimal order quantity is decreasing in ¢ when demand distribution and

price satisfy p* — qSCfi <0, and increasing in ¢ when p* — gbdp > 0.
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Proof. To start with, we first look at how price p* changes with ¢. When ¢ is within

the range in and , the optimal price is ¢v and ¢r, respectively. It is clear
that the optimal price is increasing in ¢.

For ¢ that is outside of this range, we take the derivative of condition . To

simplify notation, we use RH S to denote the right-hand side of . Remember that

in (3.15)), £ is also a function of p*. From (3.15)) we have

dp' _ ORHSdp" | ORHS
do  op* db | 0o

Therefore, we have
dp* ORHS 1

do 9¢ 1 - oBHS

For each term in the equation above, we have

ORHS ) e e g OO (o OIENE)
b = 200 = IO+ -0 P (2 S )
_ eyt 4 PEE) [ OFETE)
= 20t @+ 2 (P s ).
ORHS o OF Qi) (o SFETNE) L
b = =0T B (a2 B ey

-1 —1
P (Fro i v ).

When conditions (3.18]) in Corollary |4 are satisfied, 8%{;5 13% > 0. Therefore,
o

= ¢

% > 0 and p* is increasing in ¢.
Next, we study the retailer’s optimal order quantity. The partial derivative of Q*

with respect to ¢ is

AQ _0F N [ or—p | r—% 0\ or-le)pr - %
dp ¢ P2(r—v)  P(r—wv)) 0  P*(r—v)’

This derivative is nonpositive when p* — (b% < 0, meaning the optimal order quantity

is decreasing in ¢. Otherwise, the optimal order quantity is increasing in ¢. O
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Next, we extend our analysis to study how the retailer’s expected profit changes

with ¢.

dEIlg
do

Q* dQ*
~-o ([ proan+ e @) ).
0 de
The effect of ¢ on the retailer’s expected profit can be derived from the partial derivative
of the optimal order quantity Q*. When 99" ~ J&®_Di(DyiD
P 4 Y 96 = Q7@
profit is increasing in ¢. Otherwise, it is decreasing in ¢.

, the retailer’s expected

For the supplier’s expected profit, we have

dEIls Q" oA Q* dp* L dQ*
S = o) [0 DADAD -5 (@ =6 + LT+ ol =01 - 9)£@) )
= B L (R0 @) e @ - 0t).
The expression depends on d%gR, %, and %. To see some concrete results on how

¢ influences each party’s optimal decision and profit, we study some specific groups of

distributions in the next section.

3.5.1 Revenue-Sharing Contracts Under Common Distributions

In this section, we consider some common distributions and analyze the effect of ¢ on
the supplier and the retailer’s decisions. Specifically, we look at the uniform distribution

and the exponential distribution.

Uniform Distribution

Assume the demand follows a uniform distribution with parameters [a, b]. Then, condi-

tion (3.15) becomes

F o By, o)

2(p —
T or - ).
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Solving for p* we have
o PP(br — av)

(4 P)b—a)
The optimal order quantity is

L rep—a) b
Y (e R s | RRPS §

Here, we can see the optimal price is increasing in ¢ and the optimal order quantity is

decreasing in ¢. When ¢ = 1, the retailer keeps all the profit. In order to maximize the
profit, the supplier will charge the highest price, resulting in a smaller order quantity
from the retailer. When ¢ = 0, the supplier takes the entire supply chain’s profit.
To maximize the profit, the supplier should choose the lowest price (0 in this case),
resulting in a larger optimal order quantity. This is because reducing the retailer’s
purchase price encourages the retailer to increase the order quantity under the same
demand distribution and market price. This will increase the expected number of units
sold, in turn, improving the retailer’s profit. Since all the profit is shared with the
supplier, the supplier’s profit is maximized.

Figure shows a numerical example of the optimal price and order quantity as a
function of ¢. In this example, we use a model with uniform distribution on [0, 100].
The market price is r = 1. The retailer receives a salvage value of v = 0.2 per unit from
the unsold inventory. The supplier’s optimal price is increasing in ¢, which is shown in
black and the retailer’s optimal order quantity is decreasing in ¢, which is shown in red.

Next, we look at the profit expectation and variances. The retailer’s expected profit

under a uniform distribution is

Ellp = qb(r—v/ Df(D

_ o(r—v)Q*?
 b—a 2
o(br — av)?

2(b—a)(r —v)(1+¢)*

The retailer’s expected profit is increasing in ¢ and bounded above by #’%.
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Figure 3.7: The optimal price and order quantity for various ¢s when D ~ Unif]0, 100]

The retailer’s profit variance under a uniform distribution is

*

1 *QP—(b'U

Varg = 5= [ 0l =0)D — (07 = 00)Q"PaD + (or = QL — (BlLg)?
Q2 p+rol(p —v6) | QB — 8"+ 1)+ (2 o+ 0?)g?)
(r—v)¢ " 3(—a+0) — (BHR)”

Figure shows a numerical example of the retailer’s risk-return curve. The z-axis
is the retailer’s profit standard deviation under different values of ¢ and the left y-axis
is the profit expectation under different ¢s. The corresponding ¢ can be found on the
right y-axis. From this figure, we can see that the retailer’s profit standard deviation is
also increasing in ¢. Having a larger ¢ guarantees the retailer a higher expected profit,

but also at a higher risk.
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Figure 3.8: Retailer’s risk-return curve for various ¢s when D ~ Unif[0, 100]

The focus of the following part is on the supplier’s risk-return trade-off. The sup-

plier’s expected profit is

Q" o
Ells = p'Q*+(1—¢)(r—v) </0 b];)adD+Q*M> + (1= ¢)vQ*
_ (=)@ r—v)(1 = )¢
a 2¢(b — a)
(br — av)?

2(b - a)(r —v)(1+¢)

The supplier’s expected profit is decreasing in ¢ and bounded below by 4(%1’1‘;7)‘2:)_21)). The
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supplier’s profit variance is rather complicated once we substitute in the formula of the
optimal order quantity and price, as well as the supplier’s expected profit. Although we
do not show the full closed-form expression here, keep in mind that such an expression

exists and can be computed quickly.

Exponential Distribution

Assume the demand follows an exponential distribution with parameter A. When ¢ is
close to zero, the supplier’s expected profit is decreasing in p and the optimal price is

v. For ¢s that are outside of the range, when the supplier’s price is p, the retailer’s
g pp P p

$(r—v)
optimal order quantity is Q* = ”f_m. In this case, condition (3.15) becomes
P(r—v)
Ap* — ¢o)In =5
* 20, p v
p - (rb (7’ ’U) QZ)(T‘ _ 'U) )\
* QS(T - U)
= (" —¢v)ln——".
( ) > — v

In this equation, the X\ term disappears during simplification, meaning that the supplier’s
optimal price that maximizes the expected profit does not rely on the distribution
parameter. However, the retailer needs to know the demand expectation in order to
find the optimal order quantity. Solving this equation could give us the supplier’s
optimal price for each ¢. However, this function does not have a closed-form solution.
To study the monotonicity of p* with respect to ¢, we take the partial derivative of p
with respect to ¢. Let RHS denote the right-hand side of the equation above.

dp _ ORHSdp dRHS
6~ op do T do
_ P(r —v) dp o(r —w)

We have
dp P+ (p—2¢v)In c

dp _ b(r—v)
¢ 1+ ¢ —¢n Ty

According to the model discussion, we can think of ¢(r — v) as the market price and

p — ¢v as the purchase cost. The retailer’s purchase cost should be lower than the
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market price. Thus, (ﬁgr:(;;) is greater than 1. When In ﬁﬁ’“jqu < min (%, _— f2 ¢v), or

when In ﬁg:;v) > max <%, 7pf2¢v), dd—g is greater than 0, i.e., p is increasing in ¢.

Let’s look at a numerical example with A = 0.02. The cost parameters are still the

same with the other examples, so we have r = 1,v = 0.2. After checking the range of ¢
in Theorem it turns out that the optimal p* solved from condition is outside
of the feasible range [¢pv, ¢r]. In fact, the first order partial derivative of the supplier’s
profit function is strictly decreasing in p. Thus, the optimal price is ¢v. Therefore,
the optimal price is increasing in ¢. The corresponding optimal ordering strategy is to
match the maximum demand. When the demand follows an exponential distribution,
the model parameters r,v and ¢ must satisfy the following relationship to have a p*
inside of the range [¢v, ¢r],

1
> .
ProductLog(==2)

ve

¢

The retailer’s expected profit under an exponential distribution is given below,

Q*
Ellp, = ¢(r—v) / Dxe *PdD
0

1 —e 29 (14 2Q%)
3 :

From this, we can see that the retailer’s expected profit is increasing in Q™.

3.6 Conclusion

In this chapter, we focused on the risk-return analysis for several single-period newsven-
dor models. The first model we consider is a classic newsvendor model without holding
cost or salvage values. We show the closed-form solution of the two-point (Section
and the three-point distribution functions (Section that achieve the maxi-
mum expected profit under a given variance or risk. Next, we generalize the analysis to
the multi-point distributions in Section We present the linear programs that are

used to find the risk-return curves. We characterize some properties of the risk-return
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curves as well as the optimal distribution. For the continuous distributions, we provide
the model for solving the risk-return curve which is an infinite program. An approxima-
tion algorithm is presented in Section to efficiently solve for the risk-return curves.
This section also studies the supply chain profit allocation between the supplier and the
retailer. We obtain lower bounds on the proportion of profits gained by the supplier
and the distributions that achieve the lower bounds.

The second model we consider is a spot market model. The retailer still purchases
from the supplier using the classic newsvendor model before the period starts; however,
in this model, there is a spot market where the supplier could sell directly to the
unsatisfied demand. We derive the supplier’s optimal pricing and buffer inventory and
show the supplier’s risk-return curve when demand follows a uniform distribution and
an exponential distribution.

In the first two models, the supplier and the retailer uses a wholesale-price contract.
In the third model, a revenue-sharing contract is adopted. There is a salvage value
for each unsold item for the retailer. Both the retailer’s sales revenue and salvage
revenue are shared with the supplier. In this model, we obtain the optimality condition
for the supplier’s price. We also characterize how ¢ influences the supplier and the
retailer’s optimal decisions and their profit expectation and variation in closed-form

under uniform and exponential demand distributions.



Chapter 4

Online Learning Algorithms for

Matching Problems

4.1 Introduction and Literature Review

In this chapter, we consider a type of online resource allocation problem — online match-
ing problems. Online matching problems are considered as fundamental problems in
online optimization theory and have important applications in the online advertisement
allocation problems. In the problem we study, there is an underlying weighted bipartite
graph G = (I, J, E) with weights b;; for each edge (i,j) € E. The vertices in J arrive
sequentially in some order, and whenever a vertex j € J arrives, the set of weights b;;
is revealed for all i € I, (i,j) € E. The decision maker then has to match j to one of
its neighbors i, and a value of b;; will be obtained from this matching. In our problem,
the decision maker’s gain from each vertex 7 is a function of the total matched value to
this vertex, and his goal is to maximize the total gain from all vertices. Mathematically,

the problem can be formulated as follows (assume |I| = m, |J| = n, and let b;; = 0 for

85
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(1,7) ¢ E):

maximizeg Y .o, M; (Z?zl bz-jxij>

s.t. Yo xi <1, W (4.1)

x> 0, Vi, 7,

where x;; denotes the fraction of vertex j that is matched to vertex 1E| In ,
the coefficient b; = {b;;}7, is revealed only when vertex j arrives, and an irrevocable
decision x; = {z;;}1", has to be made before observing the next input. For each i,
M;(-) is a nondecreasing concave function with M;(0) = 0. In this chapter, we assume
that M;(-)s are continuously differentiable.

As mentioned earlier, online matching problems have a very important application in
the online advertisement allocation problem, which we will later refer to as the Adwords
problem. In the Adwords problem, there are m advertisers (which we also call the
bidders). A sequence of n keywords are searched during a fixed time horizon. Based
on the relevance of the keyword, the ith bidder would bid a certain amount b;; to
show his advertisement on the result page of the jth keyword. The search engine’s
decision is to allocate each keyword to one of the m bidders (we only consider a single
allocation in this paper). Note that each allocation decision can only depend on the
information earlier in the arrival sequence but not on any future data. As pointed out
in Devanur and Jain| (2012)), there are several practical motivations for considering a
concave function of the matched bids in the Adwords problem. Among them are convex
penalty costs for under-delivery in search engine-advertiser contracts, the concavity of
the click-through rate in the number of allocated bids observed in empirical data and
fairness considerations. In each of the situations mentioned above, one can write the
objective as a concave function. We refer the readers to |Devanur and Jain| (2012) for a
more thorough review of the motivations for this problem. It is worth noting that there
is a special case of this problem where M;(z) = min{x, B;}. In this case, one can view
that the bidder has a budget B; and the revenue from each bidder is bounded by B;.

One important question when studying online algorithms is the assumptions on the

! We allow fractional allocations in our model. However, our proposed algorithms output integer
solutions. Thus all our results hold if one confines to integer solutions.
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input data. In this work, we adopt a random permutation model. More precisely, we

assume:

1. The total number of arrivals n = |J| is known a priori.

2. The weights {b;;} can be adversarially chosen. However, the order that j arrives

is uniformly distributed over all the permutations.

The random permutation model has been adopted in much recent literature in the study
of online matching problems, see, e.g.,|Agrawal et al.| (2014)), [Devanur and Hayes| (2009),
Feldman et al.| (2010), etc. It is equivalent to saying that a set of B = {by,bo, ..., by}
is arbitrarily chosen beforehand (unknown to the decision maker). Then the arrivals
b1, bo, ..., b, are drawn randomly without replacement from . The random permutation
model is an intermediate path between using a worst-case analysis and assuming each
input data is drawn independently and identically distributed (i.i.d.) from a certain
distribution. On one hand, compared to the worst-case analysis (see, e.g., Buchbinder
et al.| (2007)), Devanur and Jain| (2012), Feldman et al.| (2009), Mehta et al. (2005))), the
random permutation model is practically reasonable yet much less conservative. On the
other hand, the random permutation model is much less restrictive than assuming the
inputs are drawn i.i.d. from a certain distribution (Devanur| (2011))). Also, the assump-
tion of the knowledge of n is necessary for any online algorithm to achieve near-optimal
performance (see |Devanur and Hayes| (2009)). Therefore, for large problems with rela-
tively stationary inputs, the random permutation model is a good approximation and
the study of such models is of practical interest. Next we define the performance measure

of an algorithm under the random permutation model:

Definition 3 (c-competitiveness). Let OPT be the optimal value for the offline problem
. An online algorithm A is called c-competitive in the random permutation model

if the expected value of the online solutions by using A is at least ¢ times the optimal

value of , that is

Eq

m n
Mi Zbijxij(ay A) > COPT,
=1 Jj=1

(2
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where the expectation is taken over uniformly random permutations o of 1,...,n, and

zij(0, A) is the ijth decision made by algorithm A when the inputs arrive in order o.

In |Devanur and Jain| (2012), the authors propose an algorithm for the online match-
ing problem with concave returns that has a constant competitive ratio under the worst-
case model (the constant depends on the forms of each M;(-)). They also show that a
constant competitive ratio is the best possible result under that model. In this chap-
ter, we propose an algorithm under the random permutation model, which achieves
near-optimal performance under some conditions on the input.

Our main result is stated as follows:

Theorem 15. Fiz € € (0,1/2). There exists an algorithm (Algorithm DLA) that is
1 — € competitive for the online matching problem with concave returns M;(-)s under the
random permutation model if

n>Q <max{log (m/e) m?log (m?n/e)F(M, n) }> ’ (4.2)

b2 €3b

where b = %mini{Zg’:l bijh, n = w, and F(M,n) is a constant that only

max;,j bij

depends on each M;(-) and 7.

In condition , b can be viewed as the average bid value of a bidder over time.
Given that each bidder is at least interested in some fractions of the keywords, this
average will go to a certain constant as n becomes large. Also, n can be viewed as the
ratio between the value of the smallest non-zero bid and the highest bid. In practice, this
is often bounded below by a constant by enforcing a reserve price and a maximum price
for any single bid. The exact functional form of F'(M,n) is somewhat complicated, and
is given in Proposition [2| Just to give an example, if we choose M;(z) = 2P (0 < p < 1),
then F'(M,n) = m Therefore, condition can be viewed as simply requiring
the total number of inputs is large, which is often the case in practice. For example,
in the Adwords problem, n is the number of keyword searches in a certain period, and
for instance, Google receives more than 5 billion searches per day. Even if we focus

on a specific category, the number can still be in the millions. Thus, this condition
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is reasonable. We note that most learning algorithms in the literature make similar
requirements, see Agrawal et al.| (2014)), [Devanur and Hayes| (2009)), Molinaro and Ravi
(2014). Furthermore, as we will show in our numerical tests, our algorithm performs well
even for problems with sizes that are significantly smaller than the condition requires,
which validates the potential usefulness of our algorithm.

To propose an algorithm that achieves near-optimal performance, the main idea is
to utilize the observed data in the allocation process. In particular, since the input data
arrives in a random order, using the past input data and projecting it into the future
should present a good approximation for the problem. To mathematically capture this
idea, we use a primal-dual approach. We obtain the dual optimal solutions to suitably
constructed optimization problems and use them to assist with future allocations. We
first propose a one-time learning algorithm (OLA, see Section that only solves an
optimization problem once at time en. By carefully examining this algorithm, we prove
that it achieves near-optimal performance when the inputs satisfy certain conditions.
However, the conditions are stronger than those stated in Theorem To improve our
algorithm, we further propose a dynamic learning algorithm (DLA, see Section [4.3]).
The dynamic learning algorithm makes better use of the observed data and updates the
dual solution at a geometric pace, that is, at time en, 2en, 4en and so on. We show
that these resolvings can lift the performance of the algorithm and thus prove Theorem
As one will see in the proof of the DLA, the choice of the resolving points perfectly
balances the tradeoff between exploration and exploitation, which are the main tradeoffs
in such types of learning algorithms.

It is worth mentioning that a similar kind of dynamic learning algorithm has been
proposed in |Agrawal et al.| (2014) and further studied in Molinaro and Ravi| (2014) and
Wang| (2012)). However, those works only focus on linear objectives. In our analysis,
the nonlinearity of the objective function presents a non-trivial hurdle since one can
no longer simply analyze the revenue generated in each time segment and add them
together. In this chapter, we successfully work around this hurdle by a convex duality

argument. We believe that our analysis is a non-trivial extension of the previous work.
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Moreover, the problem solved has important applications.

The remainder of this chapter is organized as follows. In Section we start with a
one-time learning algorithm and prove that it achieves near-optimal performance under
some mild conditions on the input. The one-time learning algorithm is easy to un-
derstand and shows important insights for designing this class of learning algorithms.
However, it only achieves a weaker performance than what is stated in Theorem In
Section [£-3] we propose a dynamic learning algorithm which makes better use of the
data and has a stronger performance. Some numerical test results of our algorithm
are presented in Section [£.4] which validate the strength of our algorithm. Section

concludes this chapter.

4.2 One-Time Learning Algorithm

In this section, we first propose a one-time learning algorithm for the online matching

problem. We rewrite the offline problem (4.1)) as follows:

maximizeg 2211 M;(u;)

n o .
s.t. Zinzl bijl'ij = Uyg, Vi (43)
Yoy iy <1, Vj
Tij > 0, VZ,]
We define the following dual problem:
infoy D7y + 200 (Mi(vi) — Mi(vi)vi)
s.t. Yj > bile‘,(Ui)v Vi, J (4.4)
Vj > O, Vi

Let the optimal value of (4.3) be P* and the optimal value of (4.4) be D*. In Devanur
and Jain| (2012)), the authors proved the weak duality between (4.3) and (4.4). In the
following lemma, we prove that in fact the strong duality holds. The proof of the lemma

is relegated to the Appendix.
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Lemma 2. P* = D*. Furthermore, the objective value of any feasible solution to
s an upper bound of P*.

Before we describe our algorithm, we define the following partial optimization prob-

lem:
(P.) maximizepy oy Mi(us)

en  bij o .
s.t. Ej:l “Lxi; =g, Vi (4.5)
2imiwiy <1,V
l‘ij 2 O, VZ,]

Now we define the one-time learning algorithm as follows:

Algorithm 2. One-Time Learning Algorithm(OLA)

1. During the first en arrivals, no allocation is made.

2. After observing the first en arrivals, solve (P.) and denote the optimal solutions

by € and .
3. For any m dimensional vector w,q > 0, define

1 if i = argmazy, {qx M} (wi)}

zi(w,q) = (4.6)

0 otherwise.

Here, ties among g M} (wy) are broken arbitrarily. For the (en + 1)th to the nth

arrival, the allocation rule x;; = x;(w, b;) is used.

Now we provide some intuition for the algorithm. The idea of the algorithm is
to use the first en inputs to learn an approximate w and then use it to make all the
future allocations based on the complementarity conditions between the primal and dual
problems ( and (4.4)). Here @ is solved from (P.) which projects the allocation in
the first en inputs to the entire problem. The decision rule in can be explained as
choosing the ¢ with the highest product of the nominal bid value b;; and the marginal
contribution rate to the total projected reward M/(@). Note that a similar idea has

been used to construct algorithms for an online matching problem with linear objective
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functions (see e.g., [Devanur and Hayes (2009)), Agrawal et al.| (2014]), Molinaro and
Ravi| (2014)). However, the analyses of those algorithms all depend on the linearity of
the objective function which we do not possess in this problem. Instead, an analysis
with the use of concavity is required in our analysis, making it quite different from
those in the prior literature. In the following, we assume without loss of generality that
max; j bj; < 1 (we can always scale the inputs to make this hold). We also make a

technical assumption as follows:

Assumption 1. The inputs of the problem are in a general position. That is, for
any vector p = (p1,...,pm) # 0, there are at most m terms among argmax;{b;;p;},

7 =1,...,n, that are not singleton sets.

The assumption says that we only need to break ties in no more than m times.
This assumption is not necessarily true for all inputs. However, as pointed out by
Devanur and Hayes (2009) and Agrawal et al.| (2014), one can always perturb b;; by
adding a random variable 7;; taking uniform distribution on [0, 7] for some very small
1. By doing so the assumption holds with probability one and the effect to the solution
can be made arbitrarily small. Given this assumption and by the complementarity

conditions, we have the following lemma, whose proof is in the Appendix.

Lemma 3.
en

E’LALi —m < Z bl]IZ(ﬁ, b]) < E’ELi +m.
j=1
We first prove the following proposition about the performance of the OLA, which

relies on a condition of the solution to (P.).

Proposition 2. For any given € € (0,1/2), if min; 4; > Q (%@M), then the OLA

1s a 1 — e-competitive algorithm.
Before we prove Proposition [2| we define some notation.
e We define the optimal offline solution to (4.3)) by (x*, u*) with optimal value OPT.

e Define Z?:l bijzi(w, b;) = 1;, note that @; normally does not equal ;.
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We show the following lemma:

, then with probability

Lemma 4. For any given € € (0,1/2), if min; 4; > %&W

11—k,
(1 — E)fbi <u; < (1 + 6)@2', for all i. (4.7)

Proof. The proof will proceed as follows: For any fixed @, we define that a random
sample (the first en arrivals) S is bad for this w if and only if @ is the optimal solution to
for this S, but u; < (1 — €) @y, or 4; > (1 + €) 4;, for some i. First, we show that the
probability of a bad sample is small for every fixed @ (satisfying min; @; > %&W)
and ¢. Then, we take a union bound over all distinct ¢ and ;s to prove the lemma.

To start with, we fix & and ¢. Define Y; = b;jz;(w,bj). By Lemma (3 and the
condition on #;, we have

(1— ety < ety —m < ZYj <ei; +m < (1+ e?)e.
jeS

Therefore, the probability of bad S is bounded by the sum of the following two terms
(N ={1,2,...,n}):

PIYY<e+e)i, Y V;>A+ei | +P D> Vi>el—e)iy, y V< (1-e)i | (4.8)
jes jEN jes JEN
For the first term, we first define Z; = M and we have
ZjeNYJ

PIY YVi<e+ei, ) V;>A+ei | <P > Z<el+e)iy, Y Zj=(1+e)i
jes JEN jes jEN

Then we have

€
PN zZi<e+eMu,y Zi=QA+e)i | <P (Y. Zi—€Y Zj|> S Y 2= (1+ )i
jes jEN jes JEN JEN
2
€ . N
<P(1D_Zj—ey Zj|> S| Zj= 1+
JES JEN JEN

<2e - i < ¢ =9
=2 exp 4(2+¢€)) = 2m(m2n)m
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Here the second inequality follows from the Hoeffding-Bernstein’s inequality for sam-
pling without replacement, see Lemma [J] in the Appendix. Similarly, we can get the
same result for the second term in , which is also bounded by . Therefore, the
probability of a bad sample is bounded by 2§ for fixed @ and 3.

Next, we take a union bound over all distinct @s. We call @ and @' distinct if
and only if they result in different allocations, i.e., z;(@, b;) # z;(4’,b;) for some i, j.
Denote M/(u;) = v;. For each j, by the definition in , the allocation is uniquely
defined by the signs of the following terms:

bijvi — bi/jvi/, V1<i< i <m.

There are m(m —1)/2 such terms for each j. Therefore, the entire allocation profiles for
all the n arrivals can be determined by the signs of no more than m?n differences. Now
we find out how many different allocation profiles can arise by choosing different vs. By
Orlik and Terao| (1992), the total number of different profiles for the m?n differences
can not exceed (an)m Therefore, the number of distinct 4s is no more than (m2n)m
Now we take a union bound over all distinct @s and ¢ = 1,...,m, and Lemma [ follows.

O
Next we show that the OLA achieves a near-optimal solution under the condition
in Proposition 2. We first construct a feasible solution to (4.4)):
ﬁi = ’ll,', :l)j = m?X{bZ]MZ/(ﬂl)}

By Lemma 2, >0, §; + > (Mi(@;) — M[(@;);) is an upper bound of OPT. Thus,

we have
OPT — > " Mi(w;) <) (Mi(i) — @ M](a)) = > Mi(w) + Y _ 4
i=1 i=1 i=1 j=1
= Z(Mzmz) — M;(u;)) + Z (ﬂzMz,(al) — u;M; (ﬂZ)) - ZazMz () + Z j
=1 =1 =1 j=1
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where the last equality is because by the allocation rule (4.6):

Zy] ZZ%‘Z w, b;)bi; M (4 ZUZM/
=1 j=1
Now, we claim that if condition (4.7 holds,
> (Mi(as) — M) + (@ — @) M] (i) < 2€ Y M;(1;)
i=1 =1
We consider the following two cases:
e Case 1: u; < ;. In this case,

M; (i) = Mi(:) + (@ — ) M; () < M;(a:) — My(;) < i — U

Mz<’l7,z) < 2€Mi(ﬁi),

(0
where the second inequality holds because of the concavity of M;(-).

e Case 2: u; > ;. In this case,

U; — Uy

M; (1) — Mi(t;) + (05 — @3) M{ () < (w5 — 45) M (1;) < M;(t;) < eM;(a;).

Uj

Again, the second inequality is due to the concavity of M;(-).

2
> 12m10gegm n/e)

Thus, under the condition that min; @; > , with probability 1 — ¢,

OPT — Z M,; (ﬁz) < 2e Z Ml(ﬂz) < 2¢0PT,
=1 =1
i.e., ZZZI Mz(ﬂl) > (1 — QE)OPT.

Lastly, we note that the actual allocation in our algorithm for i is a; = >

j=en+1 bl]IZ(ﬁ” b])

(since we ignore the first en arrivals). By Lemma |3 we have
en
i =1 — > byai(@, b;) > 1 — e(1+ €
j=1

Thus when condition (4.7) holds, @; > (1 — 3€)u;. Therefore,

m m m

D M) =Y Mi((1 - 3e)m;) > (1—3€¢) Y - M;(u).

i=1 i=1 i=1
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The last inequality is due to the concavity of M;(-)s and that M;(0) = 0. Therefore,

2
given min; 1; > %&mn/g), with probability 1 — €,

iMi(m) > (1 — 5¢)OPT.
i=1

Therefore, Proposition [2]is proved. O

Proposition [2] shows that the OLA is near-optimal under some conditions on .
However, @ is essentially an output of the algorithm. Although such types of conditions
are not uncommon in the study of online algorithms (e.g., in the result of Devanur
and Hayes| (2009), Feldman et al. (2010)), it is quite undesirable. In the following, we
address this problem by providing a set of sufficient conditions which only depend on
the input parameters (i.e., m, n, bs and M (-)s). We show that our algorithm achieves

near-optimal performance under these conditions. We start with the following lemma.

Lemma 5. For any C' > 0, suppose the following condition holds:
12log (m/e) 4mCF(M,n) }

(4.9)

eb? ’ eb
where b = %mini{zyzl bij}, n = min; j{b;j|bi; > 0} and F(M,n) is such that

anaX{

Mi(nF(M,n)C) < nM;(C),Vi,i"
Then with probability 1 — €, u; > C, for all 7.

The proof of Lemma [5| is relegated to the Appendix (it is proved together with
Lemma . Now combining Proposition [2| and Lemma [5, we have the following result
for the OLA:

Proposition 3. Fiz any € € (0,1/2). Suppose

> max 1210g_(m/e), 4mCF_(M, n) (4.10)
eb? eb
where b = %mini{zyzl bij}, m = min; j{b;j|bi; > 0} and F(M,n) is such that

with C' = %W. Then the OLA is 1 — e-competitive under the random permu-

tation model.
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Here we give some comments on the definition of F'(M,n). The definition of F'(M,n)
basically ensures that we rule out the possibility that one i receives nearly all the
allocation while some others receive almost none. Note that such F(M,n) always exists
and is finite if lim, ,o, M/(z) = 0 for all i. In practice, this is usually true as there
is usually a upper bound on the possible reward from each bidder i. In particular, if

M;(-) = M(-) for all i and lim,_,oo M'(z) = 0, then one can choose

Py - M M)
U]
where M'~!(-) denotes the inverse function of M’'(-). For example, if one chooses
M;(x) = 2P (0 < p < 1), then one can further choose F(M,n) > m Therefore,
in most practical situations, one can view F'(M,n) as a constant. Finally, we want to
remark that the conditions in Lemma [5| (or Proposition [3)) are only one set of sufficient
conditions which have the nice feature of only depending on the problem inputs. In prac-
tice, one can always resort to the condition in Proposition (min; 4; > %&m%/e)) if
they are more favorable. In addition, as we will show in our numerical tests in Section
[4.4] our algorithm performs quite well even if some of the conditions in Lemma [5] are

not satisfied. Therefore, the applicability of our algorithm could be well beyond what

the conditions require.

4.3 Dynamic Learning Algorithm

In the previous section, we introduced the OLA that can achieve near-optimal per-
formance. While the OLA illustrates the ideas of our approach and requires solving
a convex optimization problem only once, the conditions it requires to achieve near-
optimality are stricter than what we claim in Theorem In this section, we propose
an enhanced algorithm that lessens the conditions and thus improves the OLA.

The main idea for the enhancement is the following: In the one-time learning algo-
rithm, we only solve a partial optimization problem once. However, it is possible that

there is some error for that solution due to the random order of arrival. If we could
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modify the solution as we gather more data, we might be able to improve the perfor-
mance of the algorithm. In the following, we introduce a dynamic learning algorithm
based on this idea, which updates the allocation policy every time the history doubles;
that is, it computes a new u at time ¢ = en, 2en, 4en, ... and uses it to perform the

matching for the next time period. We define the following problem:
(Py) maximizepay > ;oq Mi(u;)
s.t. 2521 Bbijrij = ui, Vi
2ty wij <1, Vj
x5 > 0, Vi, 7.
We further define (2, u’) to be the optimal solution to (Py).

We define the dynamic learning algorithm as follows:

Algorithm 3. Dynamic Learning Algorithm (DLA)

1. During the first en arrivals, no allocation is made.

2. Forr = 0,1,..., for 2"ne < j < 2"Tlne, set Ty = xi(uz,bj) for all i, where

= [2"ne].

In the following, without loss of generality, we assume that L = —log,e€ is an
integer (otherwise one can just choose a smaller ¢ and prove the same result). Define
0, = 25"Yen, k=1, ..., L, and define @* = u’*. We first prove the following proposition:
Proposition 4. If for all k, min; aF > Q{%’f”/)} then the DLA is 1 — e-

competitive under the random permutation model.

Before we proceed to the proof, we first define some more notation. We define:

Lot n L
K K ~F; .k _ K
u; = Z b”.%(’u ,bj), U; = E szl'z(’u/ ,bj), U; = E (T
j=lp+1 j=1 k=1

Note that in these definitions, ﬁf is the allocated values for i in the period ¢, + 1 to
liy1 using @®, which is the actual allocation in that period. ﬂf is the allocation for ¢

in all periods if @* is used. 4; is the actual allocation for i during the entire algorithm.
k

We first prove the following lemma bounding the differences between 47, af and af
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Lemma 6. If min; 4% > %’n%/e), then with probability 1 — ¢, for all i,

n ~k n _p n ~k
1— _ < “ah <1 _ " 4.12
( € ek)ul_&cul_( +e,/€k)ul ( )
ey /=) ik <ib < (146 /=) ak. (4.13)
gk Ek

Lemma |§| shows that with high probability, Kﬁkﬂf, af and @f are close to each other.

and

In particular, when k is small, the factor (1 4 e\/n/l}) is relatively loose while as k
increases, the factor becomes tight. The proof of Lemma [6] is similar to that of Lemma
and is relegated to the Appendix.

The next lemma gives a bound on the revenue obtained by the DLA.

Lemma 7. If @f > %W for all i and k, then with probability 1 — e,

S M (”ak> (1 — e,/ ) OPT.
i—1 b Ik

The proof of Lemma [7] can be found in the Appendix.
Finally, we prove Proposition [l We bound the objective value of the actual alloca-

tion. Note that the actual allocation for each ¢ can be written as

where aj = %. By the property of concave functions, we have

By Lemma [7], with probability 1 — €

ZZakM < ) > ii’; (1 —66\/Z> OPT =(1 — €)OPT — 66§2\/§OPT

i=1 k=1 k=1

>(1 — 16¢)OPT,
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where the last inequality is because

L
Z‘/@:\/T+\/T,,_§1+\/§g2.5.
—\Vn 2 4

Therefore, Proposition [ is proved. O
Similar to Lemma [5| we have the following conditions on the input parameters such

that with high probability, the conditions in Proposition [4] hold.

Lemma 8. For any C' > 0, suppose the following condition holds:

241og (m/e) 4mCF(M,n) } (4.14)

n > max = , =
eb? eb

where b = %mini{zyzl bij}, n = min; j{b;j|b;j > 0} and F(M,n) is such that
M;(nF (M, n)C) < nM;(C), Vi, i
Then with probability 1 — €, f&f > C, for alli.

The proof of Lemma [§]is given in the Appendix. Finally, we combine Proposition []
and Lemma [§] and Theorem [T5] follows.

The same remark after Lemma [5| applies here. In particular, the conditions in
Lemma [8]is only one set of sufficient conditions for our algorithm to achieve the target
performance. However, one may also use the conditions in Proposition [ if they turn
out to hold in practice. In the next section, we show that the DLA works well even if

the conditions in Lemma [8 are not satisfied.

4.4 Numerical Experiments

In this section, we report some numerical test results for our algorithms (both the
OLA and the DLA). The objective is to validate the strength of our approaches and
investigate the relationship between the performance of our algorithms and the input

parameters.
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In our numerical tests, we consider the Adwords problem. We assume there are m
advertisers (bidders), n keywords arriving sequentially, and b;; is the amount bidder 4
would like to pay to display his advertisement on keyword search j. We introduce a
base problem in which we set m = 50, n = 10,000 and M;(z) = P with p = 0.9. The

bidding values b;; are generated in the following way:

1. Assume there are k = 100 categories of keywords. For each category k, there is
a base valuation of bidder 4, denoted by b, which is generated according to the

following distribution:

a 0 with probability 0.7
L
Z U[0.2,1] with probability 0.3,

where Ula, b] denotes a uniformly distributed random variable on [a, b].

2. For each arriving keyword, we first randomly choose a category. The proba-
bility for each category ¢, denoted by p;, is randomly chosen on the simplex
{pil Zle pi = 1,p; > 0}. Then if category ko is chosen, the final bid value
for bidder i will be by, - U[0.9, 1.1].

Although the way b;; is chosen seems arbitrary, we believe it reflects some major features
of the bid values in practice. In the Adwords problem, each bidder is interested in certain
categories of keywords. For example, a sport product company is interested in keywords
related to sports. The b;;s represent such interest levels. Then the bidder i’s actual
bid on such a keyword is the base value by, multiplied by a random number, which
reflects some level of idiosyncrasies of each keyword arrival. We also tested other ways
to generate b;;, and the test results are similar. We will report those test results in the
end of this section.

To evaluate the performance of our algorithms, we introduce the notion of Relative

Loss (RL) defined as follows:

RL — 1 — Actual Revenue

Offline Optimal Revenue’

Note that the RL is simply 1 minus the competitive ratio used in our theoretic analysis.
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In the numerical experiment, there is one key parameter we need to set in both of
our algorithms: e. In Theorem [15 and Proposition [2, we gave sufficient conditions on
the inputs such that the algorithms will have expected RL less than €. However, the
theoretical results are asymptotic and thus may not represent the best practical choice
of . In Table and Figure 1, we first test both our OLA and DLA with different
choices of e. We have the following observations from Table and Figure (each
number in Table [£.1]is the average of 100 independent runs, the standard deviations of

the results are insignificant compared to the average value):

e For the DLA, choosing a smaller € improves its performance. There are two reasons
for that. First, choosing a smaller € reduces the loss due to ignoring the first en
bids. Second, it increases the number of price updates which help the decision
maker to refine the decision policy and achieve better performance. Therefore one

should choose a smaller € in the DLA.

e For the OLA, the optimal choice of € is more subtle. There are two countervailing
forces when one chooses a smaller e. On one hand, by choosing a smaller ¢, the
loss due to the failure to allocate any bid during period 1 to en becomes smaller,
which benefits the algorithm. On the other hand, if € is too small, the learned price
may not be accurate enough which may lead to poor allocation in the remaining

periods. In the test example, the optimal choice is € = 0.02.
e The DLA outperforms the OLA for all choices of e.

Next we focus ourselves on the DLA. As shown in Table we prefer to choose
a smaller e in the DLA. In the following experiments, we will choose ¢ = 0.001. Next
we compare the performance of the DLA to a myopic allocation method which simply
allocates each incoming keyword to the bidder with the highest b;; value. We also study
the impact of the two parameters, n and p, on the performance of our algorithm. We
generate 100 instances of the input b;; and compare the average performance. The
results of the average RL are shown in Table (the standard deviations are shown in
the parentheses) as well as in Figures and
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€ 0.001 | 0.005 | 0.01 0.02 0.05 0.10
OLA || 22.02% | 5.17% | 4.07% | 3.71% | 6.10% | 10.26%
DLA | 047% | 0.84% | 1.27% | 2.15% | 4.89% | 9.41%

Table 4.1: Performance of the OLA and the DLA for different choices of €

25.00%

:
—%—oLA

20.00%

15.00% -

RL

10.00% -

5.00% -

Figure 4.1: Performance of the OLA and the DLA for different choices of e

From Table we can see that the DLA consistently performs better than the
myopic approach. In particular, the performance of the DLA gradually improves when
n increases, while the performance of the myopic approach seems to be insensitive to
the size n of the problem. Moreover, even for small values of n, the performance of the
DLA is still very good. This means that the DLA works well even for problems whose
size is much smaller than what Theorem (15| requires. For the parameter p, we can see
that both the DLA and the myopic algorithm deteriorate when p decreases, but the
DLA deteriorates much slower. Finally, we comment that these results are computed
when we ignore the first en bids. In practice, one does not need to do that and the
performance of the DLA would be even better.

Finally, we repeat the above test for different setups of the inputs. We fix the
parameters m = 50,n = 10,000, and M;(z) = 2P with p = 0.9 in the base problem and

generate b;;s in the following ways:
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n 1,000 2,000 5,000 10,000 20,000
DLA | 1.29% (0.29%) | 0.87% (0.26%) | 0.58% (0.12%) | 0.57% (0.17%) | 0.57% (0.16%)
Myopic | 3.07% (0.47%) | 3.03% (0.61%) | 2.90% (0.49%) | 3.11% (0.54%) | 2.96% (0.47%)
P 0.5 0.6 0.7 0.8 0.9
DLA | 2.30% (0.82%) | 1.87% (0.67%) | 1.55% (0.56%) | 0.99 % (0.34%) | 0.57% (0.17%)
Myopic || 14.38% (2.01%) | 12.46% (1.81%) | 9.46% (1.38%) | 6.51% (1.05%) | 3.11% (0.54%)

Table 4.2: Performance of the DLA and the myopic policy
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Figure 4.2: Performance of the DLA (the bottom ones) and the myopic policy (the top
ones) for different problem sizes

1. b;; follows a normal distribution (truncated at 0 and 1). The parameters of each

normal distribution (mean p and standard deviation o) are randomly generated

from a uniform distribution on [0, 1].

2. b;; follows a Beta distribution. The parameters («, 3) of the Beta distribution are

generated from a uniform distribution on [0, 1].

3. b;; follows a mixed normal and Beta distribution. That is, with probability 0.5,

b;; follows a truncated normal distribution with mean 0.5 and standard deviation

0.5, and with probability 0.5, b;; follows a Beta distribution with o = g = 1/2.

Next, we compare the performance of the DLA (choose ¢ = 0.001) and the myopic
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Figure 4.3: Performance of the DLA (the bottom ones) and the myopic policy (the top
ones) for different M (-)s

algorithm. For each case, we generate 100 instances of the input b;; and compare the

average RL. The results are shown in Table



Case 1

1,000

2,000

5,000

10,000

20,000

DLA

1.56% (0.33%)

0.84% (0.18%)

0.36% (0.07%)

0.21% (0.05%)

0.14% (0.03%)

Myopic

1.45% (0.45%)

1.37% (0.47%)

1.42% (0.45%)

1.41% (0.48%)

1.31% (0.47%)

0.5

0.6

0.7

0.8

0.9

DLA

0.20% (0.04%)

0.22% (0.06%)

0.22% (0.05%)

0.21% (0.03%)

0.21% (0.05%)

Myopic

9.10% (2.01%)

7.98% (2.00%)

5.71% (1.32%)

3.38% (0.96%)

1.44% (0.46%)

Case 2

1,000

2,000

5,000

10,000

20,000

DLA

1.19% (0.24%)

0.61% (0.12%)

0.25% (0.08%)

0.13% (0.07%)

0.12% (0.08%)

Myopic

13.91% (2.07%)

13.66% (2.48%)

13.90% (2.07%)

13.78% (1.97%)

13.62% (2.12%)

0.5

0.6

0.7

0.8

0.9

DLA

0.20% (0.16%)

0.29% (0.20%)

0.21% (0.12%)

0.17% (0.11%)

0.13% (0.07%)

Myopic

40.57% (6.50%)

38.30% (5.98%)

32.45% (4.71%)

24.67% (3.26%)

13.46% (2.07%)

Case 3

1,000

2,000

95,000

10,000

20,000

DLA

1.50% (0.31%)

0.89% (0.34%)

0.35% (0.07%)

0.21% (0.06%)

0.14% (0.01%)

Myopic

10.84% (2.50%)

11.22% (2.64%)

11.30% (2.44%)

10.91% (2.54%)

11.07% (2.85%)

0.5

0.6

0.7

0.8

0.9

DLA

0.21% (0.12%)

0.22% (0.12%)

0.15% (0.45%)

0.15% (0.35%)

0.21% (0.06%)

Myopic

37.00% (7.43%)

34.02% (6.82%)

30.22% (5.89%)

20.72% (4.70%)

10.91% (2.54%)

Table 4.3: Performance of the DLA and the myopic policy

90T
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From Table [£.3] we can see that the DLA outperforms the myopic approach under

all the above three setups. The RL of the DLA decreases as the problem size grows,
while the RL of the myopic policy is not sensitive to n. Also, as p changes, the per-
formance of the DLA is rather stable, while the performance of the myopic algorithm
varies a lot. The overall trend of the DLA and the myopic algorithm resembles that
in the experiment in the beginning of this section. Finally, we observe that the DLA

seems robust toward various problem setups, while the myopic approach does not.

4.5 Conclusion

In this chapter, we propose a dynamic learning algorithm for an online matching problem
with concave returns. We show that our algorithm achieves near-optimal performance
when the data arrives in a random order and satisfies some conditions. Specifically, the
order of arrival is uniformly distributed over all the permutations. Our model requires
that the number of total arrivals be known a prior and larger than a certain thresh-
old. In practice, the number of arrivals usually satisfies the threshold required here.
The analysis is primal-dual based, however, the nonlinear objective function requires
us to work around nontrivial hurdles that do not exist in previous work. Numerical

experiment results show that our algorithm works well in test problems.



Chapter 5

Conclusion and Future Work

In this dissertation, we studied several problems related to pricing and risk-return anal-
ysis in an uncoordinated supply chain. In particular, we studied the optimal pricing
problem when a supplier sells to a multi-period newsvendor, and obtained the optimal
pricing strategy and comparative statics. We also established a model that considers
robust decisions in a multi-period newsvendor model under worst-case distribution. We
further derived some risk-return analysis in a supplier-retailer relationship and obtained
tight bounds of the proportion of profit of a supplier in a supply chain. In addition to the
classic newsvendor model with wholesale-price contract, two variations of the newsven-
dor model are studied, the spot market model and the revenu-sharing model. Both
models introduces variability to the supplier’s profit function. We examine the optimal
pricing and ordering policies in each model, as well as the risk-return trade-offs.

We also studied a version of the online matching problem with concave return func-
tions. We proposed two algorithms, a one-time learning algorithm and a dynamic
learning algorithm for such problems. We obtained theoretical performance bounds for
these algorithms and demonstrated via numerical experiments that these algorithms are
very efficient in practice.

There are several directions for future research:

1. To continue our work on the optimal pricing/ordering policy in the supply chain

108
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model, we could conduct more comparative statics on the supplier and retailer’s
optimal pricing and ordering policy. For example, we can study the effect of
market size on the supplier’s profit and the retailer’s order quantity, which was
suggested in |Lariviere and Porteus (2001)). In addition, we can also analyze the
supplier’s optimal pricing strategy and retailer’s ordering strategy in a model with
multiple suppliers or multiple retailers. Bringing competition to our current model

could change some basic assumptions, thus, making our model more interesting.

Another topic we could study is the effect of demand correlation across different
periods. Currently, we do not assume correlation in our demand distribution in
the distribution-free model. If we know the demand correlation, new constraints
need to be introduced to the distribution-free model. Such models would provide

some meaningful insights.

. For the risk-return analysis, we can look at other types of supply chain contracts
that share the risk between the supplier and the retailer. One example is the
buyback contract. We can adopt a loss-aversion model similar to [Zhang et al.
(2015). After looking at different supply chain contract setups, we can compare
the supply chain performance across different types of contracts, then recommend
the supplier or the retailer the best contract type to choose, similar to [Pasternack

(2002).

Another possible direction is extending the risk-return analysis to a multi-period
newsvendor model. It would be interesting to characterize the relationship be-

tween the demand variation and the retailer /supplier’s profit variation.

. For the online learning algorithms, one important direction of future work is the
practical performance of such algorithms, especially how such learning type of
algorithms compare to the algorithms that focus on the worst-case performance,
in practical size of problems. As we mentioned in the body part, such online
learning algorithms might be of very large scale. Therefore, having an algorithm

that solves optimally and efficiently for large problem size is very important.
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Appendix A

Hoeffding-Bernstein’s Inequality

In our proofs, we will frequently use the following Hoeffding-Bernstein’s Inequality for

sampling without replacement:

Lemma 9 (Theorem 2.14.19 in van der Vaart and Wellner| (1996):). Let uy,us, ..., u, be

random samples without replacement from real numbers {c1,ca,...,cr}. Then for every

£2
P >t <2 B T E——
( - >_ exp( 27‘0122—|—tAR>
2

_ o | R 2 1 R . _
where Ar = max; ¢; —min;¢;, €= 5y ;L ¢, and 0 = 1 > ;= (¢c; — ©)°.

t>0,

T
E U; — 1rC

=1
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Appendix B

Proof of Lemma 2

We first write down the Lagrangian dual of (4.3). By associating p; to the first set of
constraints and y; to the second set of constraints, the Lagrangian dual of (4.3) is:

infpy D71 ¥+ Supy, >0 2oiny (Miuwi) — piws)
s.t. Yj > bijpi, \4) (Bl)
yj > 0, vj.

Since the primal problem is convex and only has linear constraints, Slater’s condition
holds, thus the strong duality theorem holds and and have the same optimal
value. Next we show that and are equivalent. To show this, assume the range
of M!(-) on [0,00) is (a;,bi] or [a;,b;] (by the assumption that M(-)s are continuously
differentiable, it must be either one of these two forms). Now we argue that the optimal
p; must be within [a;, b;] in . First we must have p; > a;, otherwise the term
SUpPy, >0 1 Mi(u;) — pyui} goes to infinity as u; increases and it cannot be the optimal
solution to . On the other hand, if p; > b;, the optimal u; must be 0, and one can
always set p; = b; and achieves a smaller value of the objective function. Therefore,
pi € [a;, b;] at optimality.

Now if p; € (ai, b;] at optimality, one can always find one v; such that M/(v;) = p;,

and that v; must be the optimal solution to sup,,, {M;(u;) — p;ju;} (the optimal solution
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must be attainable in this case). Therefore, each feasible solution of will corre-
spond to a feasible solution of and vice versa. The only case left now is when
pi = a; at optimality. In this case, sup, {M;(u;) — a;u;} = limg oo {M;i(x) — a;}.
Also, we know that lim,_,, M/(x) = a;, therefore, there exists a sequence of feasible
solution of such that the limit of the objective value equals the objective obtained
when p; = q; in . Therefore, the lemma, is proved. ]



Appendix C

Proof of Lemma 3

To prove this lemma, it suffices to show that for each fixed i, x;(u, b;) and Z;; (recall
that & = {&;;} is the optimal solution to (4.5])) differ by no more than m terms. If this
is true, then note that Z;Zl bijt;; = ett; and 0 < b;; < 1, the lemma holds.

To show that x;(@,b;) and Z;; differ by no more than m terms, we first construct

the dual problem of (4.5)) (according to (4.4)):

infoy D500y + 2k (Mi(vi) — Mi(vi)vi)

s.t. Yj > b%MZ/(UZ), VZ,j
v; > 0, Vi

By Lemma 2.1, strong duality holds and thus any optimal solution should satisfy the

complementarity conditions. Among them we should have Z;;(y; — bﬂMZ’ (vi)) = 0.

€
Therefore, if there is no tie when we defined z;(%, b;), we must have z;(4, b;) = ;5. By

Assumption 1} there are no more than m ties. Thus, Lemma [3| is proved. O
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Appendix D

Proof of Lemma

We first prove . The idea is similar to the proof of the one-time learning case. For
any fixed @, we define that a random sample S (a sequence of arrival) is bad if and
only if 4" is the optimal solution to (Py,.) but u* does not satisfy 1) for some i.
First, we show that the probability of a bad sample is small for any fixed @* and fixed

i. Then we take a union bound over all distinct @"s and is to show the result.

Fix @* and i. We define Y; = bijxi(ﬁk, b;). By Lemma and the assumption on ﬁf,
we have
Ly,
Uy . U .
—kuf — e2uf < Y; < —kuf + €2uf.
n — n
J:

Therefore, the probability of a bad sample is bounded by the following two terms:

/ s n
k / N
ZY<—uk+eu Z Y> 7 )l

J=lp+1
ok ; Ly
k- ok
+P Zyjzﬁ ZY<*1_«/56) . (D.1)
J=1 J=le+1
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For the first term, we have

0 . - Ly fk; m "
P ZY] SH eaf, Y v> = € )
k

J=lp+1

£F Crt1 m
=P | Y] g Z Y > = ( ; e) ak
j=1

Oy €k+1 0 Ly i m
r (1Y ZYI e >.v> :( ‘/gke>af
7j=1

2.k
€°U; €
<2 ——1 )< = 4.
- exp( 16 > = 2m(m2n)m
Here the second inequality follows from Lemma [9] and the third inequality is due to

the condition of @¥. Similarly, we can get the bound for the second term in (D.I)).

Therefore, the probability of a bad sample is bounded by 26.
Now we take union bound over all distinct @ and . Similar to the proof of Lemma
[, we call us to be distinct if they result in different allocations. As argued earlier, there

are no more than (m?n)™ distinct us. Therefore, we know that with probability 1 — e,

(4.12)) holds.
Next we prove 1D The idea is similar. Fix @* and i. We define Y, = bijxi(ﬁk, b;).
Applying Lemma [9] we get

ZY<—u + 2k ZY><1+€\/Z)

ZY— kZY| \/Ek ZY><1+6\/Z)ﬁk

2 k
§exp< ;é) d.

Using the same argument as above, Lemma [6] holds. O




Appendix E

Proof of Lemma [T

The proof consists of two main steps. First we show that with probability 1 — ¢, the

following is true for all k:

i M;(ak) > <1 - 26\/2) OPT. (E.1)

=1
To show this, we follow a similar step when we prove the optimality of the one-time

learning algorithm. Define

oF = af and gF = max{b;; M](aF)}.
7

7: =
. k k . . .
Since (v}, ;') is a feasible solution to 1} we know that
n m
oap 4D (Mi(af) — M(af)ak)
j=1 i=1

is an upper bound of OPT. Therefore, by using the same argument as in (12), we know

that
OPT — > " Mj(af) <Y (M;(af) — Mi(af) + (af — af) M;(af)).
i=1 i=1

M (i) — My(a5) + (af — af )M (af) < Mi(af) — Mi(af) <

7 [ 7
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and with probability 1 — €, this is less than 2¢, /ﬁMi(ﬂf); if 4¥ < @, then

M;(ak)
iy

My(af) — Mi(@f) + (a5 —a)M;(a7) < (af — af)Mj(a5) <

~k ~k
i i i i )

(i

Again, with probability 1—e, this is less than 2e¢, /ﬁMi(ﬂf ). Therefore, with probability
1—e,

> (Mi(af) - M;(af) + (af — af)M](af)) < 26\/ZOPT.

Therefore, (E.1)) is proved. Next we show that

S M@k -y Mi(%af) < 4e, /%OPT.

i=1 =1

To see this, by Lemma [6], we know that with probability 1 — e,

~ _ n ~k
k
poy> < < e o
n\~k
U (I —€/7)0; k

uk

Now we analyze M;(@F) — M;(-u7) for each i. We only need to focus on the case when

ak > ﬁﬂf (otherwise the difference is less than 0). In this case, by the concavity of

M;(+), we have

. n _ M;(af) , n _ n ~
k) — aa( k) < M) - Rty < e, [Tty
k u k k
Therefore, we have
Zm:M () = 3" Mi(al) < dey [ Zm:M (@) < de, | LOPT
i=1 o i=1 R b= o b

Together with (E.I]), Lemma [7] holds. O



Appendix F

Proof of Lemma 5 and Lemma

First, we note that Lemma |8 implies Lemma (except for the constant part, which can
be strengthened easily by only considering one ¢, in the following proof). Therefore, it

suffices to prove Lemma

We first prove for each k, with probability 1 — ¢/log (1/€), min; @¥ > C. Then we
take a union bound to prove Lemma [§] To show that for each k, with probability 1 —
¢/log (1/€), min; 4¥ > C, first we show that with probability 1—e/log (1/e), Z?’;l bij >

1b/2 for all i. To see this, we use Lemma@ we have for any i,

€

= = mlog (1/€)’

where the last inequality is due to condition l) Next we show that given Zﬁ’; 1 bij >

¢b/2, there cannot exist an i such that ﬁf < C' in the optimal solution to the partial

program (P, ). We prove by contradiction. Let K = nmg’;bigfo. If there exists ¢ such

that ﬁf < C in the optimal solution, then we argue that there must exist 1 < j < ¢

such that
1. je 8, = {] twyy < 1,[)2‘3' > 77}, and

2. There exists i’ such that z;; > 0 and af, > KC.
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Here these two conditions mean that there must exist a keyword j such that we allocated
it (at least partially) to bidder i’ whose total allocation had already exceeded KC when

we could have allocated it to bidder ¢ whose final allocation is less than C.

v

To see this, we note that we have proved with probability 1—¢/log (1/¢), Zﬁ’; 1 bij

IN

(b/2. However, by the definition of i, u} < C, thus we also have Zg’;l bijij
¢,C/n. Therefore, combined with the assumption that max; ;b;; < 1, there must ex-
ist at least £,b/2 — £,C/n js between 1 and £, such that x;; < 1 but bj; > n, ie.,

S| > £xb/2 — £,C/n.

Next we show that among j € S, there exists at least one j such that x;; > 0 while

@%b > KC for some i'. We define T}, = {i : 4f < KC}. We have

1 KC
Z Tij < 5 Z bijxij < mn . (Fl)

1€T,JESE €T, JESY

Here the second inequality is because |T'| < m. However, we also have

b 0.0
Z zij > = — 2 (F.2)
4 2 n
1,JE€Sk
This is because M;(-)s are increasing, thus each ) , z;; must equal 1 at optimality. Then,

by taking the difference between (F.1|) and (F.2)), we have that

b 0,0 mKC
R
i@T,jESk,
The last inequality is by the definition of K and that £ > en for all k. Therefore, there
exists j € Sy such that the bid is allocated to some ' with af, > KC. We denote such

J by j*.

Finally, we consider another allocation that increases the allocation of j* to ¢ while
decreasing the allocation to i’. The local change of the objective function at this point
is:

M; (@5 )by — M} (@5)byrj > M{(C)n — Mj(KC) >0

7 7
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where the first inequality is due to the concavity of M;(:)s and the last inequality is
due to condition (4.14). However, this contradicts the assumption that the solution is

optimal. Thus, Lemma [§] is proved. O



Appendix G

Risk-Return Curve of the
Retailer under a Three-Point

Demand Distribution

— (=542, f4— L)
Let o = SZ_ft,B:ﬁ, and&z\/?)—i-ﬁQ—i—H_t —

demand distribution with mean g, the risk-return curve as a function of ¢ is given as

. Under a three-point

follows:

A=t (atp+o) Ap —1)? )

RR(t)le<(u—t)(—a+ﬁ+f)+ 2fa—_f—¢ p(ag —1) = t(=2+a+af)
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