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Abstract

In modern global supply chains, goods travel stochastically from suppliers to their final des-
tinations through several intermediate installations such as ports and distribution facilities.
In such an environment, the supply chain must be agile to respond quickly to demand spikes.
One way to achieve this objective is by expediting outstanding orders from the intermediate
installations through premium delivery. In this research, we study the optimal expediting
and regular ordering policies of a serial supply chain with a radio frequency identification
deployment at each installation. Radio frequency identification technology allows capturing
the state of the system, i.e., the time and location of goods, at any point in time, and thus
enables to expedite outstanding orders directly to the destination, which faces stochastic
demand.

We identify systems, called sequential, that yield simple and tractable optimal policies.
For sequential systems, outstanding orders including expediting do not cross in time. For
such systems, we find that the optimal policies of expediting and regular ordering are the
base stock type policies. The directional sensitivity of the base stock levels with respect
to expediting costs is also obtained. We provide an important managerial insight on the
radio frequency identification technology: we need to actively use the additional information
from the radio frequency identification technology through new business processes such as
expediting to unveil more benefits from the supply chain. On the other hand, orders may
cross in time for systems that are not sequential, thus in such a case optimal policies are
hard to obtain. We propose a heuristic for such systems and discuss its performance and
limitation. Lastly, as an extension to the model, we study the optimal policies of expediting
and regular ordering when there is an expiry date on outstanding orders. The optimal
expediting policy identifies a number of base stock levels depending on the age of the
orders, but the structure of the optimal policy remains simple for sequential systems.

Thesis Supervisor: David Simchi-Levi
Title: Professor, Department of Civil and Environmental Engineering and the Engineering
Systems Division

Thesis Supervisor: Sanjay Sarma
Title: Professor, Department of Mechanical Engineering
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Chapter 1

Introduction

1.1 Motivation

Recent globalization has brought increased complexity in supply chains. With facilities
in supply chains spread throughout the globe, lead times are growing and becoming more
volatile. Fierce competition among global supply chains is observed. According to Lee
(2004), an important challenge for competitive advantage is to build agile, adaptable, and
aligned supply chains. Agility, adaptability, and alignment of supply chains mean the fol-

lowing:
e Agility: ability to respond quickly to short-term changes in demand or supply

o Adaptability: ability to adjust supply chain design to accommodate medium or long-

term market changes

e Alignment: ability to establish incentives for supply chain partners to improve per-

formance of the entire chain

Among these, our focus is mainly on the issue of improving the agility of today’s supply
chains. Agility can be improved by promoting the flow of information between suppliers
and customers and developing collaborative relationships with suppliers. For instance,
if suppliers provide more information on shipments along with more delivery options for
different rates, then the agility of supply chains can be improved. In this research, we try to
improve the agility of a supply chain through expediting outstanding orders based on extra

information about goods in transit from the supplier. Rather than just waiting for regular



orders to be delivered, a firm may expedite partial or complete orders in transit through
premium delivery, such as by air, with extra cost, to improve agility.

To see potential benefits, let us consider an inventory system that faces stochastic lead
time and demand. Usually, the optimal operation of an inventory system can be achieved
through balancing holding and backlogging costs under certain expectations on lead time
and demand. If the realized demand is higher than expected, a backlogging cost is incurred.
On the other hand, if the demand is lower than expected, a holding cost occurs. The
same case happens with stochastic lead time: if the lead time is shorter than expected, a
backlogging cost is incurred, and otherwise, a holding cost occurs. Figure 1-1 summarizes

9 possible scenarios due to these uncertainties. Improved agility through expediting can

OK Backlogging cost | High backlogging cost

Holding cost OK Backlogging cost

High holding cost Holding cost OK

Figure 1-1: Possible scenarios of uncertainties

directly reduce the backlogging cost due either to high demand, short lead time, or both.
If demand spikes, we may expedite outstanding orders to meet the excessive demand to
reduce the undesirable backlogging cost. Also, we may shorten the undesirably prolonged
lead time of certain orders through expediting. Not only the backlogging cost, but also
the holding cost, can be reduced by improved agility through expediting, since the supply
chain with expediting does not require as much safety stock as the one without expediting
options. Reduced safety stock generally lowers the holding cost. Therefore, the improved
agility through expediting certainly reduces unexpected costs, both holding and backlogging
costs of the supply chain.

However, the practice of expediting incurs expediting costs. Therefore, in order to
minimize the total supply chain costs, which include the expediting costs, one has to know
how to use the expediting options wisely. In this research, we study how to optimally exploit

expediting to increase agility, which is our central focus. More specifically, we address the



questions of what the optimal expediting policy is, whether the policy is practical, and what
the corresponding optimal regular ordering policy is. Additionally, we discuss the questions
of what the effects of expediting costs on the optimal policy are, what information systems
we need to support expediting, and how we can extend the model to accommodate more

real-world situations. We answer all these questions in the following chapters.

Simple but Nontrivial Illustration®

Suppose that a company in South Korea makes a high-value product such as LCD panels.
As the leading supplier, it supplies its panels to multiple TV and computer monitor man-
ufacturers spread throughout the US. It operates a distribution center in Long Beach, CA,
for operational efficiency. Because of the weight and volume of LCD panels, it usually uses
ocean shipping rather than air to transport LCD panels to the distribution center, and then
it uses ground transportation to each of the manufacturers. The lead time is stochastic,
between 2 and 6 weeks. While there are several manufacturers, our focus is on the manu-
facturer labeled M-1. To increase agility, M-1 utilizes expediting. M-1 may expedite LCD
panels from the supplier in South Korea by air to M-1, or from the distribution center in

Long Beach by air to M-1. See Figure 1-2.

Figure 1-2: An illustration with a two-installation supplier and manufacturing facilities

In this thesis, we discuss more general models than the one just illustrated. However,
it is important to remark that, even though it looks simple, this illustration contains all
the complex features of much more general models, which may have multiple installations

spread all over the world.

! This illustration is not a real business case.
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1.2 Stochastic Inventory Theory: Review

In this section, we give a brief review of stochastic inventory theory. For a broader review,

we refer to Simchi-Levi et al. (2004) and Porteus (2002).

Basic inventory model

As the simplest multi-period case, consider a periodic-review, single-item inventory problem.
The planning horizon is T' time periods. This inventory faces stochastic demand, and the
demand distribution is known and independent for each time period. There is a single
supplier of the inventory with the procurement cost of ¢ per unit, and the order lead time
is instantaneous compared with the time period. Excessive demand is backlogged at cost
b per unit per time period and fulfilled in the following time periods. On the other hand,
excessive inventory incurs the holding cost of h per unit per time period.

Let us denote the demand by D and the inventory on hand by v. The inventory manager
places an order of amount u at the beginning of a time period, which is the decision variable
for that time period. At time period T + 1, the inventory on hand can be returned to the
supplier at the per unit cost of ¢. For simplicity, we do not discount future costs, and do
not consider any fixed ordering costs. For convenience, let us define L(z) = E[b-(z— D)™+
h - (z — D)*], where (z)* = max{z,0} and (z)~ = min{z, 0}.

Let us denote by J;(v) the cost-to-go at time period ¢ with on-hand inventory v. The

dynamic programming optimality equation reads
Ji(v) = min{eu + L(u +v) + B[y (u+v - D)},
where Jry1(v) = —cv. It is common to introduce ¥ = u + v. Then we have
Ji(v) = min{ey + L(y) + E[e1(y — D)]} - ev,
where Jr41(v) = —cv. Let us first examine Jr(v). We have
Jr(v) = {leig{cy + L(y) + E[~cy + cD]} —cv = gnzig{L(y)} + c(E[D] - v).

Note that L(-) is a convex function since convexity is preserved under expectation. We

11



can find a quantity y7. that minimizes L(y), or y; = argmin{L(y)}. The optimal ordering
policy at time period T is to order y;—v if v < y7,, and otherwise order nothing. This policy
is called the base stock policy, and yr is the base stock level of time period T with respect to
v. Cost-to-go J;(v) has a special structure. It is the sum of L(y}.) — cv and a monotonically
nondecreasing convex function g(v), where g(v) = 0 for v < y} and g(v) = L(v) — L(y})
for v > yr.

Now, assume J;41(v) is convex for a fixed ¢ such that t+1 < T. By the same reasoning,
cy + L(y) + E[Ji+1(y — D)] is convex and has at least one finite minimizer. Let us denote
the minimizer by yf, or yf = argminy{cy + L(y) + E[Ji+1(y — D)]}. Then the optimal
policy is again the base stock policy with the base stock level y;. Finally, J;(v) is again
a convex function under the base stock policy. By the inductive argument, we conclude
that the base stock policy with the base stock level y; for time period ¢ is optimal for this

inventory problem.

Finite lead time inventory model

In certain cases, lead time cannot be considered insta.ntanéous compared to the review pe-
riod. In such cases, we consider an inventory with a finite lead time of multiple time periods.
Lead time can be either deterministic or stochastic, and here we review the deterministic
lead time case. Since the lead time is longer than a review period, we have to keep track of
multiple order amounts that are placed within the lead time. Let us denote by vy the on-
hand inventory and by v; the outstanding order amount that has ¢ time periods remaining
until delivery. Let L be the lead time. Then the state variables are (vg,v1,-- ,vr-1). The

optimality equation reads
Je(vo,v1, -+, vp1) = min{eu + L(wo) + ElJe+1(v0 +v1 — D, vy, -+ ,vp-1,u)},

where Jry1(vg,v1, -+ ,vL-1) = —¢(vo+v1+- - -+vr-1). We again use the transformation of
the optimality equation using y = u+vo+vi +---+vr_1. Let 25! = vg+v; +- - -+wvr_1 be
the inventory position. The transformed optimality equation only depends on the inventory
position rather than on (v, v1, -+ ,vL—1) in determining the optimal ordering quantity. The

optimal ordering policy is the base stock policy with respect to the inventory position.

12



Multi-echelon inventory model

The multi-echelon inventory problem is introduced in Clark and Scarf (1960). It has a
series of installations, where an installation supplies the next one, and exogenous demand
is realized at one end of the chain. Let us denote by I; the jth installation, 0 < j < K,
where Iy faces exogenous demand, Ix has infinite amount of inventory, and I; places orders
to Ij41. The lead time between two consecutive installations can be either zero or finite
time periods. Let the lead time be L time periods. ‘

The notion of an echelon is important. An echelon is a certain subsystem of the entire
supply chain. More specifically, by echelon i we mean the subsystem from I to I;. Therefore,
echelon 0 is just Iy, echelon L is the whole system, and thus there are a total of L+1 echelons.
Echelon stock is the sum of all stock in the corresponding echelon plus outstanding orders
that are supposed to be delivered within L time periods to the echelon. Let us denote the
echelon-i stock by z*. Inventory position, which is defined above, is simply echelon-(L — 1)
stock.

The optimal policy of a multi-echelon inventory system is the base stock policy adapted
to the multi-echelon setting. Consider echelon i. Echelon i receives stock from I;;; up to
the availability in I;;;. The optimal policy for ordering from I;,; for echelon i is the base
stock policy with respect to echelon-i stock z*, but the ordering amount is limited by the
current inventory level at I;;,. From echelon 0 to echelon L — 1, orders are made based on

the base stock policies, with different base stock levels for each echelon at each time period.

Finite shelf life inventory model

Nahmias (1975) and Fries (1975) studied a periodic review, zero lead time inventory problem
with deterministic shelf life. Here we briefly introduce the approach of Nahmias (1975). Let
us denote by z; the amount of product on hand that will perish exactly ¢ periods into the
future. The state of the system can be represented as x = (Z,,—1, Zm—2, - ,1). For con-
venience, let us define z() = (z;, i1, -+ ,21), i.e.,, z(m — 1) = x, and w; = ;=1 z;. The
inventory position is £ = wmy,—1. Demand density f is known and independent for each time
period. Decision variable y is the fresh order placed at the beginning of the current period,
which arrives instantaneously. The next time period state (sm—1(y,x, D], -- ,s1[y,x, D]),

where D is the demand in the current period, is given as
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e sily,x,D] = (ix1 — (D —w))N)T for 1 <i <m -2,
® Sm-1ly,x,D] =y — (t — wm_1)" (backlogging).

Demand A;,[2(j)] over j periods is the total demand over periods n,n+1,n+2,--- ,n+
j — 1 that cannot be met by allocations of supply, which would have been outdated by the

beginning of period n + j. Formally we have
o Ain[z(1)] = (Dn - z1)*,

o A2n[z(2)] = (Dny1 + (Dn — 21)" — 22)" = (D41 + Arnlz(1)] — 22) 1,

L4 Am—l,n[m(m - 1)] = (Dn+m—2 + Am—2,n[$(m - 2)] - mm—1)+-

Quantity y — Ap—_1,[z(m — 1)] is the total amount of the fresh order on hand at the
start of period m +n — 1. The amount of the fresh order that perishes is Ry, , = (y —
Dpyn-1—Am-1n[z(m—1)])*. To get the distribution of R}, ., Nahmias (1975) first defines
Gjnlz(j)] = Prob(Djyn—1+ Aj-1n(x(j — 1)) < z;), which is the probability that there will
be outdating at the end of period n 4 j — 1. Then, Nahmias (1975) shows that

Ginlz(4)] = /ozj Gj-1n[v+ zj—1,2(j — 2)]f(z; — v)dv,

where G1(t) = F(z1). From the definition of Gmpn, it follows that Prob[R;,, < t] =
1 — Gmpn(y — t,x), for t > 0 and Prob[R;,,, < t] = 0 for t < 0. Since demand is a
nonnegative random variable, E[Ry, ;] = [/ Gmn(t,x)dt. The single period cost L, (x,y) is

given by

Lo(x,y) =cy+ h/0z+y($ +y—t)f(t)dt + r/f (t—=z—y)f(t)dt + G/Oy Gmn(t, x)dt.
Tty

It can be shown that Ln(x,y) is convex in y for a fixed x. Let C,(x) be the minimum
expected discounted cost when there are n remaining periods. Similarly, let L, (x,y) be the

cost when there are n remaining periods. We also define

Bulx,) = In(x0) 4 [ Cocalstux, 070

14



There is a functional relation of Cp(x) = infy>0Bn(X,y). Let us define Z = F‘I[I%Lc].

Under some mild assumptions, the following holds.
e B,(x,y) is convex in y for all x.
e If z < Z, then there exists a unique solution of the following equation:

aBn(X: y) l —_ 0
ay Y=yn(x) )

e The optimal policy is to order yn(x) if z < Z.

e Denote by y(® differentiating with respect to i—th argument. Then —1 < y,(ll) (x) <
¥ (x) < y,(,3)(x) <..-< y&m-l)(x) < 0. This means that if the initial stock of inven-
tory at any age level is increased by one unit, the optimal order quantity decreases, but
by less than a single unit. Furthermore, the optimal order quantity is more sensitive

with respect to the newer inventory.
e If demand is backlogged, then yn(x) = yn(0) + |Tm—1/-

Nahmias (1982) states that the actual computation is impractical if m > 3.

1.3 Road Map

This thesis consists of four main topics, each of which is introduced independently in the
respective chapters. Since the problem of finding an optimal expediting policy is quite
demanding, in Chapter 2 we first restrict our attention to the problem with a deterministic
lead time. Even though the lead time is deterministic, finding an optimal policy is still
challenging, and it requires a careful treatment. The concept of sequential systems appears
first in this chapter.

In Chapter 3, we extend the model so that the lead time is stochastic. With stochastic
lead time, we have to capture the locations of outstanding orders in order to expedite
them. Radio Frequency Identification (RFID) is introduced for this purpose in this chapter.
Also, the concept of sequential systems is generalized to accommodate stochastic lead time.
The optimal policies are simple and elegant. The solution methodology is complex, but

manageable for sequential systems.
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In Chapter 4, we consider systems that are not sequential, and perform a numerical
study on non-sequential systems with a proposed heuristic policy. The heuristic policy is
quite robust for the systems that are close to being sequential. We discuss its performance
and limitations.

Chapter 5 extends the model of Chapter 3 so that orders in transit can have a certain
expiry date until delivery, which is the most general model treated in the thesis. The
optimal policy for sequential systems identifies a number of parameters, but the structure
of the optimal policy remains simple.

We conclude in Chapter 6 with a detailed discussion of contributions made in this thesis

and directions for further research.
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Chapter 2

Deterministic Lead Time Model

2.1 Introduction

We consider a supply chain that consists of a supplier and a manufacturing facility. Between
them, there are multiple intermediate installations such as ports and distribution centers.
The manufacturer faces stochastic demand, periodically reviews inventory on hand, and
places orders at the supplier. In regular delivery, orders pass through all installations with
a deterministic lead time. In addition to regular delivery, expedited delivery is available
with extra cost for all or part of the outstanding orders in the pipeline. The manufacturer
may expedite orders based on the current inventory status and the demand forecast. When
expedited, orders instantly arrive at the manufacturing facility and they are ready to fulfill
upcoming demand. In our setting, all decisions are made by the manufacturer, and it
is assumed that the manufacturer cannot influence inventory among installations other
than into the manufacturing facility. As a consequence, expediting from any installation is
allowed only when the destination is the manufacturing facility. This is reasonable when
the manufacturing facility is an independent company from the remaining installations and
thus cannot instantiate expediting between two other installations. Without expediting, it
is well known that the optimal regular ordering follows the base stock policy with respect
to the inventory position.

In general, the problem of finding an optimal inventory control policy with respect
to regular ordering and expediting is difficult, and it depends critically on the system
parameters such as the expediting costs. We introduce the notion of sequential systems,

where it is never optimal to expedite from an installation before expediting all outstanding

17



orders in the downstream installations. The optimal regular and expedited orders preserve
their sequence in time until eventual delivery, and thus they never cross in time. We show
that in sequential systems the regular ordering policy is the base stock policy with respect
to the inventory position and the expediting policy is a variant of the base stock policy that
involves multiple base stock levels with respect to echelon stocks. Sequential systems are
easy to identify since the expediting cost must be convex with respect to installations.

To summarize, there are three major contributions of this chapter. First, we find that
simple optimal policies for regular ordering and expediting can be obtained when both
regular and expedited orders do not cross in time. We identify a class of systems based
on the expediting costs that has this sequential delivery property. Second, we find that
the optimal policies for sequential systems are variants of the base stock policies with
respect to inventory position and echelon stocks. Furthermore, the structure of an optimal
expediting policy is to expedite everything up to a certain point in the pipeline, and nothing
beyond. We provide simple recursion equations to compute the base stock levels. Finally,
the modeling and proof techniques are novel. We propose an alternative optimality equation
appropriate for sequential systems, and the main results are derived from the alternative
optimality equation. Furthermore, standard inductive arguments coupled with separability
of the cost-to-go function as often done in the literature cannot be carried out in our context.
Indeed, our proof technique is based on studying the difference in the cost-to-go function
with different states as well as induction arguments.

In Section 2.2 we formally state the model together with the general optimality equa-
tion. We characterize sequential systems and derive an alternative optimality equation
appropriate for them in Section 2.3. Section 2.4 presents the optimal policies for sequential

systems.

Literature review for deterministic lead time model

Our problem has similarities with multi-supplier inventory problems. One supplier with
a much shorter lead time can be used as the expedited mode while the other one with
possibly longer lead time as the regular mode. Barankin (1961), Daniel (1963), Neuts
(1964), and Veinott (1966) have considered the inventory system with two supply modes
of instantaneous and one period lead time. Their model is a special case of our model in

this chapter, and thus both models have the same optimal policy structure. Fukuda (1964)
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extends this model to the case where the lead times are k and k+1 periods. Whittemore and
Saunders (1977) generalize the two supply mode problem to arbitrary lead times, however
the optimal ordering policies are no longer simple functions if the difference in the lead
times is more than one period. They also give conditions on optimality of using a single
supplier. The stochastic lead time model of zero or one period is considered by Anupindi
and Akella (1993). While most of the literature for multiple supply modes addresses the
two supply mode case, some researchers, including Fukuda (1964), Zhang (1996), and Feng
et al. (2005), consider the three supply mode case. Their optimal policies are generally not
base stock type policies.

In the same spirit, models with emergency orders relate to our problem, since expediting
has a similar effect. The periodic review inventory model with emergency supply is con-
sidered by Chiang and Gutierrez (1996, 1998), Tagaras and Vlachos (2001), and Huggins
and Olsen (2003b). Chiang and Gutierrez (1998) allow placing multiple emergency orders
within a review period, while the others allow placing a single emergency order per cycle.
Huggins and Olsen (2003b) consider a two-stage supply chain system where shortages are
not allowed, so the shortage must be fulfilled by some form of expediting such as overtime
production. They found that the optimal regular ordering policy is the (s, S) type policy,
but the expediting policy is not a base stock type policy. Related research in this area
includes Groenevelt and Rudi (2003), where a manufacturing order can be split into fast
and slow shipping modes, and Vlachos and Tagaras (2001), where there is a capacity cap
on the size of an emergency order. Both multi-supplier and emergency order models in the
literature differ significantly from our model since the realized lead time can be any number
between 0 and the regular lead time in our model, and it varies dynamically.

The multi-echelon inventory system with expediting has been studied by Lawson and
Porteus (2000) who extend the work by Clark and Scarf (1960) by introducing expedited
delivery with zero lead time between two consecutive installations. Our model resembles
the model in Lawson and Porteus (2000) because a unit can be expedited through several
intermediate installations at the same time in both models. Also, their optimal policy is a
base stock type policy for each echelon. However, our model is substantially different from
Lawson and Porteus (2000) in that we do not allow expediting between two consecutive
intermediate installations. As we have already pointed out, in our model expediting can

only occur from an installation to the manufacturing facility. This corresponds to situations
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in which the manufacturer may request expediting from an installation to the manufacturing
facility, but the manufacturer does not have any control to move inventory between any two
other installations. The model in Lawson and Porteus (2000) cannot capture the same
situation as ours, since in order to prevent prohibited expediting from an installation i to
an intermediate installation, the associated expediting per unit cost needs to be set to a high
value. However, this high cost also prevents any expediting from upstream of installation %
to downstream of installation ¢. Therefore, their model simply addresses different situations
from those captured by our model. Muharremoglu and Tsitsiklis (2003a) generalize Lawson
and Porteus (2000) further by allowing super modular expediting cost instead of a linear

one. However, their model is different from our model by the same reason.

2.2 Model Statement

We consider a serial supply chain that consists of L + 1 installations, numbered from 0 to
L, where installation 0 is the manufacturing facility, and installation L is the supplier. A
unit of goods can pass through all the installations from the supplier to the manufacturing
facility and stays for one period at each installation. Expedited delivery of a fraction or all
of outstanding orders is available at each installation, and the lead time is instantaneous.
Therefore the actual lead time for a unit is dynamic with the maximum of L time periods
and the minimum of 0. The per unit expeditiné cost from installation ¢ at time period k is

d; . The total planning horizon is T' time periods. Figure 2-1 depicts the model.

d,;

d

L-1k

Supplier Manufacturing
Facility

Figure 2-1: The underlying inventory system

Demand Dy for period k is a nonnegative continuous random variable. (It can also
be a discrete random variable with a finite support.) At the manufacturing facility, excess

demand is backlogged and incurs a backlogging cost, while excess inventory incurs a holding
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cost. We require that the holding/backlogging cost function is convex in the amount of
inventory. Let ri(-) be any convex holding/backlogging cost function and for ease of notation
let Li(z) = E[rg(z— Dy)]. Clearly, Li(-) is convex. An intermediate installation may charge
per unit holding or processing cost, but at present we assume that there is no holding or
processing cost. We discuss this generalization in Section 2.5.

The sequence of events is as follows. At the beginning of time period k, the manufacturer
first places a new regular order at the supplier at cost ¢; per unit, and next decides how
much to expedite from each installation. The manufacturer may also expedite from the
supplier up to the amount of the regular order just placed. After the expedited deliveries of
the outstanding orders are received, demand realizes at the manufacturing facility. Holding
or backlogging cost is accounted for at the end of time period k. After cost accounting, the
outstanding orders at installations 1 through L move to the next downstream installation
instantaneously and then the next time period begins.

The problem is to determine an optimal regular ordering quantity and optimal expedit-
ing quantities from each of the installations 1 to L at the beginning of each time period.

Let us denote by v; the amount of inventory at installation 7 at the beginning of a time

period before expediting for ¢ = 0,1,---,L — 1. Since the supplier has no inventory at
the beginning of a time period, (vg,v1,---,vr—1) is the current state of the system. Let
Ji(vo,v1, - ,vr-1) be the value of the cost-to-go function at the beginning of time period

k under optimal regular ordering and expediting. For simplicity, we do not discount any
future costs. After time period T, holding and backlogging costs are assumed to be zero,

thus the terminal cost Jr4; at time T + 1 is zero. The optimality equation reads

L L
Ji(vo,v1, - wp_1) = uerlmneL {Z d; ke; + Li(vo + Z e;) + cxu
uzer >0 i=1 i=1
T (2.1)
L
+ E[Jg+1(vo +v1 + Zei ~D,vp —eg,--- 1 —er_1,u—er)l},
=2

where v is the regular ordering quantity, and e; is the expediting quantity from installation
. Note that after expediting e; from installation 7, v; — e; units remain at installation ¢ and
move to installation 7 — 1 in the next time period as shown in Figure 2-2.

For ease of exposition, we consider only stationary demand distributions and cost co-
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Figure 2-2: Expediting a partial order from installation %

efficients. All presented results hold also in the nonstationary case as discussed in Section
2.5. Therefore we drop time index k from the demand variables and the cost coefficients.

We also use L(-) for stationary systems instead of L(-).

2.3 Sequential Systems

Optimality equation (2.1) is hard to analyze. To obtain analytical results, we have to
confine our interest to a special class of systems. In this section, we explore systems that are
analytically manageable and derive structural results for such systems. First, we formally

define sequential systems using expediting costs.

Sequential systems A system is sequential, if expediting cost coefficients d;’s satisfy

di—di_lgdi.;,.l—di forlSiSL—l,Whered():O.

For sequential systems, the expediting cost coefficients are increasing convex in instal-
lation 7. Sequential systems can be found in situations similar to the following explanatory
example. Consider a supply chain system with a supplier in Portland, Oregon and a man-
ufacturing facility in Boston, Massachusetts. In between the two locations, there is an
installation in St. Louis, Missouri. The review period is one week. The regular delivery
lead times between the supplier and the intermediate installation and between the interme-
diate installation and the manufacturing facility are one week by ground. The expedited
shipment by overnight air is available from the supplier with cost d2 and the intermediate in-
stallation with cost di. The freight air market between Portland and Boston is much weaker
than the high volume market between St. Louis (a logistics hub) and Boston. Therefore,

the economies of scale imply that the expediting cost can be much higher in Portland than
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in St. Louis. As a result we could have ds — dy > dj, or equivalently ds > 2d;.
The following is a key theorem to derive the optimal policies for regular ordering and

expediting.

Theorem 1. Sequential systems preserve the sequence of orders in time when operated

optimally.
To prove this theorem, we need the following lemma proved in Appendix.
Lemma 1. For a sequential system, d; > d; +d;—; foralli and1<j<i-—1.

Proof of Theorem 1. Expediting has no lead time, thus expediting multiple units can be
decomposed to multiple decisions of expediting a unit from a certain installation, until
there is no further need of expediting. Consider two nonempty installations 7 and j, i > 7,

and the two following actions at the current time period.

Action 1: Expediting a unit from installation %

Action 2: Expediting a unit from installation j

We show that there exists a suboptimal strategy that starts with Action 2, costs no more,
but replicates the effect of Action 1. Action 1 has an effect of raising the inventory of the
manufacturing facility by 1 unit for ¢ time periods compared to no action. Similarly, Action
2 has an effect to raise the inventory for j time periods. Since installation 4 is nonempty,
there is at least a unit, and let us denote it by A. Consider a strategy that starts with
Action 2 and expedite unit A after j time periods from the current time period. After
J time periods, unit A is in installation ¢ — j. Since Action 2 raises the inventory for j
time periods and expediting unit A raises the inventory for further ¢ — j time periods, this
strategy raises inventory for 7 time periods, which replicates the effect of Action 1.

Now consider the expediting cost. Action 1 costs d; while the replicating strategy costs
d;j + d;i—;. For sequential systems, Lemma 1 indicates that Action 1 is more costly or at
least of equal cost to the replicating strategy. Therefore the replicating strategy costs no
more and is obviously suboptimal. The existence of the suboptimal strategy implies that
any strategies that start with Action 1 cannot be optimal. In other words, if expediting is
necessary in sequential systems, it is optimal to expedite from the nonempty installation
that is closest to the manufacturing facility. Therefore, orders preserve sequence in time

under an optimal expediting policy for sequential systems. This completes the proof. 1O
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In sequential systems, it is never optimal to expedite from installation ¢ before expediting
all the outstanding orders at the downstream installation of installation ¢. Using this fact,
we formulate an alternative optimality equation equivalent to (2.1). Let 2* be the sum of
the inventory from installation 0 to installation i: z* = Z;.:O vj. Let 0" = (0,0,---,0)
be a vector containing ¢ zeros. For 1 < j < L, let Jg() be the optimal cost-to-go that
can be achieved by a restricted control space, in which expediting from installations j +
1,5+ 2,---,L in time period k is not allowed. The control space for J,g is restricted in

time period k, but unrestricted after time period k. Note that JE(-) = Ji(-). We utilize

Ji() with respect to a fictitious state (z'~!,0°"! v;,--- ,vr_1), where installation 0 has
inventory z°~!, and installations 1,2,---,i — 1 are empty. The optimality equation for
Ji(z* 1,007 vy, -+ 1) is given by
J}i(mi_l)()i_lvvh e ,'I)L_l) = mlIl {dl(yl - ‘Ti_l) + L(%) + C(Z - :EL_I)
zi—1<y; <zt z>rl-1 (2 2)

+ E[Je+1(yi — D, 072 2% — g 0541, -+, 2 — X7},

where y; and z are decision variables: y; — z*~! is the expediting amount from installation

i and z — L1

is the regular ordering amount.
An alternative formulation of the optimality equation for Ji of sequential systems is

given by

Jk(vﬂyvlv’UZ, T 7UL—1) = min{Jlgz(l‘OavLU?a e va—1)7
dlvl + J}%(fvlaO, U2, 7UL—1)a

divy + davg +J£(9§2,0,0,U3,--- ,'I)L_l), (2‘3)

L-1

Z div; + JE (271,001

i=1
At time period k, the first term corresponds to expediting partially or fully from installation
1 and no expediting beyond, the second term captures expediting everything from instal-
lation 1, expediting partially or fully from installation 2, and no expediting beyond, and
so forth. Since the system is sequential, the eventual optimal decisions for regular ordering
and expediting are determined by the minimum term in (2.3). For example, if the j-th

term achieves the minimum in (2.3), the optimal decision for expediting is to expedite all
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outstanding orders in installations 1, 2, --- , j— 1 and to expedite y; —2/~! from installation
j and nothing beyond installation j. The optimal regular ordering decision is to place a

regular order in the amount z — £~ that is determined in the j-th term.

2.4 Optimal Policies for Sequential Systems

First we introduce preliminary results needed to derive optimal policies for sequential sys-

tems, and then we present main results.

Preliminaries

The following lemma from Lawson and Porteus (2000), which originates in Karush (1959),

is used frequently throughout the chapter.

Lemma 2. Let f be convexr and have a finite minimizer on R. Let y* = argmin f(z).

Then, min f(z)=a+ g(z1) + h(ze), where a = f(y*), and penalty functions g(z1) and

z1<r<r
h(zz2) are
0 r <y f(z2) —a z2 <y*
g(z1) = and  h(z2) =
flz1)-a z >y* 0 z2 > y*

For a nondecreasing convez f, we define a = 0, g(z) = f(z), and h(z) = 0. On the other

hand, for a monincreasing convez f, we define a =0, g(z) =0, and h(z) = f(z).

In Lemma 2, g is nondecreasing convex, while h is nonincreasing convex. The following
functions are required later in the derivation of the optimal policies. For 1 < i < L and

k < T, let us recursively define

fir(z) = dix + L(z) + E[S}_ p11(z — D)], (2.4)
Stk = @ik + S0 1 pi1s

Sie(@) = gip(x) — d;z, (2.5)

Six(@) = hig(w) — L(z) + E[SZy oy (= — D)),

where S0, = 5 ,.(-) = S5 x(-) = 0 for all k, and S)r, ) = Sl () = SZpy1(-) =0 for all 2.

Here, a;, gik, and h;; are defined according to Lemma 2 with respect to fi k- Functions
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fix and SZ] « are well defined, and starting from the last time period T, they can be obtained
recursively. In particular, from (2.4) we can compute f;r, then from (2.5) we obtain S},T
for all <. Next we compute f;r_; from (2.4), and in turn, S}’T_l from (2.5) for all i. We
repeat this procedure to define all f; ;, and .S’il, i~ For Sg . and S;f % We use a similar procedure.

We use the following lemma in deriving the optimal policies. The proof is provided in

Appendix.
Lemma 3. a. For sequential systems, f;(-) is convez for all k and i.
b. For all k and i we have S + S}, (z) + SZ(z) = 0.

c. Let fi be conver and b € R. We have br(nig {fil@)+ fo(y)} = a1 + ¢1(b) + Igl<in{h1 (y) +
<z<y <y

f2(y)}, where a3, hq, and g1 are defined as in Lemma 2 with respect to fi.

Let us denote by y;; a minimizer of f;x(z): Y;x = argmin f;x(z). The following
theorem is an important property of f; x(-) for sequential systems. The proof can be found

in Appendix.

Theorem 2. a. For sequential systems, y;.'" & '8 are nonincreasing in i for a fized k. That is,

Yk > Yir1x Jor all i and k.

b. For sequential systems, function g; x(x) + S?_Lk(w) is convez for all i and k.

Optimal Policies

The optimal policies for sequential systems are given by the following theorem.
Theorem 3. For sequential systems, the following properties hold.

a. The optimal expediting policy for expediting orders from installation i is the base stock pol-
icy with respect to echelon stock x*. The base stock level is given by Y;x = argmin f; x(z)

for time period k.

b. The optimal regular ordering policy is the base stock policy with respect to inventory
position 1. The base stock level is given by z} = arg min{hy, (2)+cz+ E[S%_L,c +1(z—
D) + Hyy1(z — D))} for time period k, where Hy(x) follows Hy(x) = Izn>i;Icl{hL’k(z) +cz+
E[S}_1441(2 — D) + Hyy1(2 — D)} — 83 () — ez, and Hri1() = 0.
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c. Foralli andk, Ji(z*~1,0°7 Y vy, -+ up 1) —=Ji(2', 0, viga, -+ yvp1) = SO +Sh (2 )+

Part (a) of Theorem 2 indicates that the expediting base stock levels are nonincreasing
in . On the other hand, echelon stock z* is nondecreasing in i, thus there exists only one *
such that g% , —2*~! >0 and y}.; , — 2" < 0. From part (a) of Theorem 3 we conclude
that the optimal expediting policy is to expedite everything from installations 1, ---, 2* —1,
and partially from installation 7*, and nothing beyond. This sequential expediting structure
agrees with Theorem 1.

Additionally, the following lemma is used in the proof of Theorem 3. This lemma is

proved concurrently with Theorem 3 in an induction step as shown below.
Lemma 4. For sequential systems,

a. Hy(z) = Jy(z,0L71), and

b. §%_1 1(z) + Hy() is conves.

Proof of Theorem 3 and Lemma 4. We prove Theorem 3 and Lemma 4 by induction. In the
base case of the induction, when k£ = T" + 1, the optimal expediting policy and the optimal
regular ordering policy are null. We can safely set the base stock levels for expediting and
regular ordering at —oo. Also, part (c¢) of Theorem 3 and all the properties in Lemma 4
trivially hold when k£ = T + 1 because they are all zero.

Now we continue with the induction step. Let us assume that on and after time £+ 1 <
T + 1, the theorem and the three properties hold. Note that we only need to show the
results at time period k.

First, we prove part (a) of Lemma 4. Consider JE(z%~1,0L-1) in (2.3) which is the
same as Ji(zL1,0¢1). Vector (zZ~1,0L) is a state in which we may expedite y, — 21
only from the supplier up to the amount of the regular order z — L~ because there is no

outstanding order in any installation. The recursive relationship from (2.2) with i = L is

Jk(xL_la (_)L_l)

= min {dr(yL— a:L_l) + L(yL) + c(z — xL‘l) + E[Ji+1(yr — D,(_)L"z, z—y)l}
b1y <z

— : L1 L L-1
= min Sz{dL(yL 77) + L(y) + e(z —2~77)

+ 52—1,k+1 + E[SL_14n1(yL — D)+ S} _1k41(z — D) + Jes1(z — D, 0¥ 1))},
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where we use part (c) of Theorem 3 for time period & + 1. Using the definition of fr,x and
part (c) of Lemma 3, we have

K@ 05 = min  {fLa@r) + ez + BIS] -y pus(z — D) + Jea(z - D, 3]}
zh-1<y; <z

+ 89 11 — drotT! — ext

= min {his(®)+ e+ B8} 1pn (2= D)+ Jen(z— DU (26)

+ 801 —drzt T — e+ gr (@) + apg

Rearranging the terms and using part (b) of Lemma 3 lead to Ji(zX~1,051) = gnixé {hrx(2)+
zl-1<2

cz+ E[.S%_l,k_,_1 (z— D)+ Hgy1(2— D)]} — S%,k(:cl"l) — czl=1, which is the definition of

Hi(z~1). Therefore, part (a) of Lemma 4 is proved.

Next, we prove part (b) of Lemma 4. From (2.6) and part (a) of Lemma 4, we have

S%—l,k(xl'—l) + Hy(z" 1) = z,fl_lilfiz{hL,k(z) +ecz+ E[S%—1,k+1(z — D) + Hiya(z - D)}

+ S(z),—l,k+1 —dpr" ™ — "+ g (et Y fap + S}%—l,k(mL_l)-

Because g x(z"~!) + 8} _; ; (%) is convex by part (b) of Theorem 2, and S} 1 pmlz—
D)+ Hgy1(z — D) is convex by the induction hypothesis, we conclude that S%_Lk(:cl“l) +
Hy(zX~1) is convex. This shows that part (b) of Lemma 4 holds.

Now we prove part (a) of Theorem 3. Let us consider (2.2). By applying part (c) of
Theorem 3 with time period k + 1 to Jx41(y; — D,0°72, 2 — 43,0341, ,2— 2P 1) in (2.2),

we obtain Jry(yi — D072, 2% — yi,viq,- -+ 2 — 2P71) = S?—l,k+1 + S,;l—l,k+1(yi - D)+
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S?—l,k+1 (' — D)+ Jgy1(z' — D, 0L vy, - -+, z—2L71). Applying this repeatedly, we have

Jk+1(zi - Da (_J’i_lyvi+17 Tty R xL_l)
L-2 '
= 5% 161+ Si—1 1% — D) + 52y pa (&8 — D) + Z{ Vo4 + Sjrp1(@’ — D)
j=t
"‘S k+1(7’J '~ D)} + Jipa(a®! = D, 0572, 2 — 217
L2

=80 1 p41+St1ps1 @i — D)+ 821 41 (a* — D) + Z{Sok+1 + 8} g1(z? — D)
j=

+ ‘5'32',k+1(9”j+1 - D)} + 52—1,k+1 + 5114—1,1c+1(93L_1 - D)
+ 8} 1 p41(2 — D) + Jpya(z — D, 057,
Substituting this into (2.2) yields
Jlfz(mi_l; (—)i_l: Uiy s UL—I) 1_112111 {d"ryl + L(yi) + E[S i—1,k+1 (y D)]}
<y<

+ min {cz+ E[S}_141(2 = D) + Jesa(2 = D, 05N} — dio™™! — e

L2 (2.7
+ 81 g1+ ElSE1411(z' — D)+ E Z{S?,kﬂ + Sj (2’ — D)

j=i

+ 57 Jk+1 (z’*' - D)} + Sg.—l,k+l + E[S}J—l,kﬂ(ﬂfl'_l — D).

From (2.7), the optimal expediting amount from installation i at time k is determined from

o mn_ {dii + L) + E[Si_y pa (v — D)} = ot Fin(v:)-

By part (a) of Lemma 3, f;x(y:) is a convex function. Therefore, the optimal expediting
policy from installation 7 at time k is the base stock policy with the base stock level Yik =
argmin f; x(y;). Note that we can only expedite up to what we have in installation i. This
completes the proof of part (a) of Theorem 3.

Next, we proceed to prove part (b) of Theorem 3. We consider the optimal regular
ordering policy. If the last term in (2.3) attains the minimum, then it is determined by

(2.6), or equivalently

_min {h(2) + ez + EISL_1 41 (2 = D) + Jesa(2 = D07}, (2.8)
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or otherwise from (2.7) it is determined by

min {cz+ E[S3_y p1(2 — D) + Jes1(z — D, 0% 1)]}. (2.9)

zZz‘L"l

Note that A x(2) is nonincreasing convex and hpi(z) = 0 for z > YLk Therefore, if
Z; 2 Yi g then (2.8) and (2.9) lead to the same minimizer 2. If 2§ < yj ;, from part (a)
of Theorem 2, we have z; < y;; for all ¢, which results in expediting everything in the
supply chain including the fresh regular order in the current time period. In this case, (2.8)
determines the regular ordering quantity because we are now expediting from the supplier.
As a result, (2.8) determines the optimal regular ordering in any case.

Since S%_l’k+l(z) + Hy41(2) is convex by part (b) of Lemma 4, and Ji,;(z,0571) =
Hi11(2) by part (a) of Lemma 4, hr, x(2) + cz + E[S%_l’,ﬂ_l(z — D) + Jgq1(z— D, 0L 1)) is
convex. Therefore, (2.8) indicates that the optimal regular ordering policy is the base stock
policy with the base stock level 2} with respect to the inventory position 1. Furthermore,
Hy, is well defined since hyk(2) + ¢z + E[S}_; ;1(2 — D) + Hg41(z — D)] is convex for all
k. The proof of part (b) of Theorem 3 is thus completed.

It remains to show part (c) of Theorem 3 in time period k. Since we know optimal policies
in time period k in an induction step, we use the optimal policies in proving this part. We
compare Ji(z*, 0%, vit1, -+ - ,vr-1) and Jg(z"1, 0+ viye, -+ yup ). Hyf,, , < 2%, then no

expediting is necessary from installation ¢ 4+ 1 and beyond, therefore
Jk(wia 6i,vi+1,%’+2, S, UL-1)
= L(z*) + zf}ciLn_l{c(z - xL_l) + ElJeq1(* = D, 0 vy, -+ ,up_1, 2 — zL—l)]}
= L(z") + zfglgi,}}l{c(z — 25N + ElS{ks1 + Sipsr (@ — D) + Sy (& - D))

+ E[Jk+1(93i+1 — D,0,vig2, - ,vp-1,2 — xL_l)]}a

where we used part (c) of Theorem 3. Since y},, , < z* < z**!, no expediting is necessary,

thus we have

Jk(mt+l7 (—)H-l’ Vi+2,: " aUL—l)

= L(z") + zﬂiz,n-x{c(z — 2l Y 4 ElJpa (@ — D, 0%, viqg, - -+ ,vp—1,2 — 271}
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Therefore, Ji (2", 0%, vit1, viva, -+, vp-1)=Jp(@, 0% wiya, - supog) = L(z*) = L(z**) +

E[S} k41 +Szk+1(m -D)+ S k+1( ! — D).

(3

Next, if z° < Yiv1 g < '+, then expediting from installation i 4+ 1 is necessary, but not

from upstream installations. We have

Jr(z*,0%, vig1, viga, -+ ,vio1) = dipa (i, — @) + Llyfa ) + ZgiLn_l{C(z —zth
+ E[Jk+1(y:+l,k - D, (—)i~1, zt! — y:%»l,k: Vit2," " 1,2 — IL_l)]}
= dit1 (Y — 2 + Ly ) + min {elz- 2" + BISY 1 + Stk Wiiax — D)

+S§k+1(xi+1 — D)] +E[Jk+1(a:i+1 — D, 0%, viy2, -+ ,vp-1,2 — 2"71)]}, and

e 07 w0, - ur1) = L) 4+ min {e(z — zF7Y)
szL—l
+ E[‘]k+1(xi+l - D,Gi,’UH,_Q, G, VUL—1,R — xL_l)]}'
Therefore, J(2*, 0%, vis1, vit2, -+, vr-1) = Je(@H, 00 viga, -y op 1) = diayfyg 4

+ L(yiy1 ) — dira’ = L) + B[S)p + Shin W1 p — D) + SZiyy (@71 — D).

Finally, if y} 1k z'*!1, then we expedite everything in installation i + 1. Thus the only
cost difference is di1v;41 = diy17° T —d; 1 7%, and we obtain Jy,(z¢, 0%, viy1, visa, - - - ,UL—1)—
Je(@, 07 vigg, - yupme) = diatt — dipg 2t

The three cases above can be summarized as

Jk(xia 67:; Vi41, Vit2, " 7UL—1) - Jk<xi+ly 6i+17 Vit2y 7UL—1)
=itk + Gir1 k(2)) + hip1 k(@) — dipaz’ — L(a™) + Sﬁk+1 + E[Sz?,k+1(xi+1 — D))

=01k + Sip1 () + Sy 1 (@),
Therefore, part (c) of Lemma 4 at time period k is proved. This completes the induction
step of the entire proof. O

A Numerical Example of the Policy

Consider a supply chain system with 6 installations including the supplier and the man-
ufacturing facility. Figure 2-3 illustrates the mechanism behind the base stock policy for
regular ordering and the base stock policies for expediting. Note that the echelon stock z*

is nondecreasing in 4, and y;, is nonincreasing in 7 by part (a) of Theorem 2. Therefore,

31



there can be at most one intersection between these two curves. At the beginning of time
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Figure 2-3: An illustration of the optimal policies

period k, we compare echelon stocks with base stock levels (Figure 2-3, A). The optimal
regular ordering quantity is 2 — z%, and optimal expediting is to expedite everything from
installations 1 and 2, and y3 — z2 from installation 3 (Figure 2-3, B). After the expedited
quantities arrive, demand D realizes, and pushes the echelon stock levels down by D at the
end of the period (Figure 2-3, C). At the beginning of the next period, the echelon stock
levels move forward by one step, and the next period begins (Figure 2-3, D). Table 2.1
illustrates the policy by means of a numerical example. The realized demand at time k is

40, and z° = 2 + maz(z* — z*,0).

A Numerical Example of Base Stock Levels with Nonstationary Demand

Distribution

Consider a three-installation sequential supply chain with stationary cost parameters facing

a nonstationary stochastic demand. The three-installation system has all of the typical
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Table 2.1: A numerical example

2 |y |vi|%|% |4

base stock levels at time period & 100 {40 | 52 [ 65 | 72 | 85
o |2 [ 2322 |2l |20

time period k, before decisions 8 | 72|61 | 5548
time period k, after decisions 100 | 85 [ 72| 65| 65 | 65
time period k, after realized demand || 60 | 45 | 32 | 25 | 25 | 25
time period k + 1, before decisions 60 |45 | 32125 |25

features of general length systems. Figure 2-4 shows the corresponding base stock levels

from Theorem 3.

450 T T T

400 Xy |
o 2

350 %~ no expediting |-
— mean demand

3 s

Base Stock Levels

a n
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100}

1 1 i
5 10 15 20 25
- Time period

Figure 2-4: The Base Stock Levels with Nonstationary Demand

In Figure 2-4, the solid line is the mean of the nonstationary demand distribution at
each time period, and the line with triangles corresponds to the base stock levels without
the expediting option. Also, the line with cﬁcles corresponds to the regular ordering base
stock levels with the expediting options, the line with pluses corresponds to the base stock
levels for expediting from stage 1, and the line with crosses corresponds to the expediting
base stock levels for expediting from stage 2. The planning horizon is 26 periods.

We observe several interesting points. As it approaches the last time period, specifically
in time periods 25 and 26, the regular ordering base stock levels without the expediting

options become large negative numbers, which makes sense since new orders would never
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arrive at the destination (the lead time L is 2). However, with the expediting options, the
regular ordering base stock level at time period 25 is not a large negative number (indeed,
it is positive in this example). This also makes sense since we may expedite orders placed
in time period 25.

Other than the time periods close to the end of the planning horizon, the regular ordering
base stock levels with expediting options are smaller than those without the expediting
options. This is due to the increased agility of the supply chain resulting from the expediting
options, hence decreased need for safety stock in the pipeline. Furthermore, the expediting
options effectively reduce lead times. Therefore, as the mean of the demand increases,
the increment of the regular ordering base stock levels with expediting options is not as
pronounced as that of the base stock levels without the expediting options. It implies that
the decreased realized lead times with the expediting options reduce the variability in the
regular ordering amount. As for expediting base stock levels, they follow well the mean

demand curve.

2.5 Additional Results

We first generalize our results to the case of nonzero per unit holding or processing cost
at intermediate installations. If a linear holding or processing cost is incurred at each
intermediate installation, we apply the following transformation. Let the linear holding or
processing cost be h; > 0 at installation ¢, and let the actual procurement cost be ¢’. Let

also the actual expediting cost be d for expediting a unit from installation i.

Step 1 Let us define c=¢ + hy +ha+---+ hr—1. Then ¢ can be used as the hypothetical
per unit procurement cost in our model. It means that we pay all the holding costs

in advance when we place an order.

Step 2 We can use the hypothetical expediting cost d; = d;, — h; —h;_1 —---—hy. If d; <0,
then it is always better to expedite from installation i to the manufacturing facility
than to pay more expensive holding or processing costs at installations 7,--- ,1. In

this case, we never use installations 7, ..., 1, which leads to shorter lead time.

This transformation is possible because a unit stays exactly one period at each installation

if it is not expedited. This is the main difference from the multi-echelon model of Clark
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and Scarf (1960). In other words, this transformation works only in our setting.
We now derive additional insight in the stationary case, i.e., the demand distribution
and all the cost coefficients are stationary. We provide the proof of the following lemma in

Appendix.

Lemma 5. If the demand distribution and cost coefficients are stationary, then for 1 <i <

L and k <T —i+1, we have yf ) = 4},

Lemma 5 states that the expediting levels are independent of & for £ < T'— L. Note
that in practice T' is much larger than L. Therefore, for a stationary system the base stock
levels become constant in time for most of the time periods except a few periods at the end
of the planning horizon. This leads to a simple set of optimal parameters.

Another intéresting observation can be made in a stationary system. Let z* and y; be
the base stock levels before time T'— L. If z* < y}, then we never use installations 1 to %
at least until time T' — L, because all units are always expedited on and before arriving at
installation . As a special case, if 2* < y7, then we always expedite the entire regular order
directly from the supplier, and never use any of the intermediate installations at least until
time T'— L.

Our last remark is about nonstationary systems. If the system parameters are nonsta-

tionary, the appropriate definition of sequential systems is the following.

Nonstationary Sequential Systems A nonstationary system is sequential, if d;x —
di—1k+1 Sdip1k—digyr, for 1<i<L—-1and1<k<T, wheredpr =0 and d; 741 =0.
In a nonstationary setting, all theorems hold with only minor modifications in the proofs

due to the added time indices.
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Chapter 3

Stochastic Lead Time Model

3.1 Introduction

Radio Frequency Identification (RFID) is a wireless sensing technology that consists of tags
called also transponders, which are tiny computer chips with limited memory, and readers
or interrogators. It is frequently referred to as the next generation bar-code. When a tagged
item comes in the read range of a reader, the reader reads the data on the tag (e.g., location,
time, a unique identifier, etc.) and passes these information to an information system. In
supply chains RFID substantially increases inventory visibility and has potentials to improve
overall efficiency of supply chains. Among many benefits, labor savings, improved forecasts,
and reduced stock-outs are often cited as direct benefits of RFID. The value of RFID may
also come indirectly in combination with new business practices that are impossible without
RFID. One such practice is expediting outstanding orders in a supply chain in presence of
stochastic lead time. In order to substantiate this indirect value opportunity with expediting
in an RFID-enabled supply chain, we perform an analytical analysis.

We consider a periodic review, single item inventory problem with a single supplier and a
manufacturer where the manufacturer periodically places regular orders at the supplier. The
stochastic demand is fulfilled by the manufacturer and excessive demand is backlogged. The
supplier’s chain consists of multiple installations, and orders progress from one installation
to another until delivered to the manufacturer. The movements of outstanding orders among
installations are stochastic, hence the overall lead time is stochastic. More specifically,
multiple movement patterns of outstanding orders are captured in the model, and one of

the patterns is chosen stochastically at each time period. We assume that there exists an
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exogenous random variable with a known distribution that chooses the movement pattern
that occurs at the current time period.

On top of this, we consider an option to expedite orders from installations to the man-
ufacturer for extra per unit cost according to the current demand situation. Since the
lead time is stochastic, under traditional techniques and processes the exact locations of
outstanding orders are expensive for the manufacturer to obtain; thus it can be costly to
expedite outstanding orders. Under an RFID deployment, with tags attached on units of
goods (e.g., pallets or cases) and readers installed at each installation, the real-time location
information of outstanding orders is now easily available to the manufacturer. While this
is possible with other techniques such as GPS, RFID does not pose a significant capital
investment. Tags are currently around 10 cents and reader costs range in few thousand
U.S. dollars. Therefore, expediting orders from installations under RFID is now a feasible
business proposition.

In order to asses the value of RFID, it is important to develop models capable of exploit-
ing data resulting from RFID, and to find out optimal policies of expediting and regular
ordering in such models. In the absence of optimal policies, it is hard to guarantee additional
value of RFID to the supply chain. As a result, we focus on deriving the optimal expediting
and regular ordering policies under RFID. Since the setting of our model is quite general
and the modeling scope is large, finding the optimal policies in general is difficult. They
generally depend on state variables, hence they are nonintuitive and complex. However,
analytical results can be obtained for a certain subset of serial systems. We characterize
conditions for a system to allow simple optimal policies, and call such systems sequential
since orders do not cross in time under the optimal control. The sequential delivery property
plays a key role in analyzing the optimal policies. We note that the concept of sequential
systems in the current chapter is more general than the one in Chapter 2. The key dif-
ference of the model from Chapter 2 is the stochastic lead time of regular orders, and the
concept of sequential systems here accommodates this difference. We also provide sufficient
and necessary conditions to facilitate the identification of sequential systems. Within the
sequential systems, the optimal regular ordering and expediting policies are derived. The
optimal regular ordering policy is the base stock policy with respect to the inventory posi-
tion, and the optimal expediting policy is a variant of the base stock policy with respect to

the echelon stock up to a certain installation. In addition, we find that as the expediting
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cost of a certain installation increases, the underlying expediting base stock level associ-
ated with the installation is nonincreasing, which is intuitive. Interestingly enough, we also
derive that as the expediting cost for an installation increases, the expediting base stock
levels for installations beyond the installation in question are nondecreasing.

The contributions of this chapter are several. First, to the best of our knowledge, the
presented work is the first one to derive an optimal expediting policy of a stochastic lead
time model, which is a significant advancement over deterministic ones. Second, the proof
technique is novel and nontraditional even though we rely on induction. After characterizing
the sequential systems, we formulate the optimality equation suited for these systems using
the sequential delivery property, and this leads to simple optimal policies. Optimality of
these policies is proved in an induction loop by studying the difference in the cost-to-go
for different states. Third, we find interesting directional dependencies of expediting base
stock levels on expediting costs. Finally, an important managerial insight — that the value
of RFID can be elevated, if utilized actively with innovative processes such as expediting —
can be inferred from this work. Firms should look for creative business processes in order
to extract more value from RFID.

In Section 3.2, we formally state the underlying model. We delineate the class of systems
in which orders do not cross in time in Section 3.3, and discuss the scope of such sequential
systems in the same section. We derive the corresponding optimal policies for the sequential

systems in Section 3.4. In Section 3.5, we discuss additional results on the optimal policies.

Literature review for stochastic lead time model

The most related models in the literature are divided in two groups: the stochastic lead time
models and the multi supply mode models. Among the early work on the stochastic lead
time models, Kaplan (1970a), Nahmias (1979), and Ehrhardt (1984) consider stochastic
lead time that is determined by a realization of a random variable. In particular, if the age
of an order exceeds the realized value of the random variable, then the order arrives at the
destination. Song and Zipkin (1996) and Muharremoglu and Tsitsiklis (2003b) are more
recent publication on stochastic lead time models. In their models, the supply system is
Markov modulated to describe the supply condition. They also define an exogenous random
variable, which determines the lead time of an order, but their modeling of the stochastic

lead time is more comprehensive than the earlier works since the random variables determine
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the progress status of outstanding orders. Our model resembles the stochastic lead time
description of Song and Zipkin (1996) and Muharremoglu and Tsitsiklis (2003b), however,
they do not consider expediting.

The multi supply mode models such as emergency ordering or expediting models with
deterministic movement transitions include Barankin (1961), Neuts (1964), Daniel (1963),
Fukuda (1964), and Veinott (1966) as the early works. They consider inventory systems
with two supply modes of instantaneous and one period lead time. Models with emergency
orders among others include Chiang and Gutierrez (1998) and Huggins and Olsen (2003a),
but their modeling of emergency orders is different from ours (emergency and expediting
have different scopes). More related recent works are Lawson and Porteus (2000) and
Muharremoglu and Tsitsiklis (2003a). Lawson and Porteus (2000) extend the multi-echelon
model by Clark and Scarf (1960) by allowing expediting between consecutive installations,
and their optimal policy is a base stock type policy. Muharremoglu and Tsitsiklis (2003a)
generalize Lawson and Porteus (2000) by allowing super modular expediting cost instead
of a linear one.

Both Lawson and Porteus (2000) and Muharremoglu and Tsitsiklis (2003a) allow expe-
diting between arbitrary two installations. However, our model does not allow this since in
our case orders can be expedited only to the manufacturer. This corresponds with the sit-
uation where the manufacturer and the supplier are independent companies, and thus it is
prohibitive for the manufacturer to manipulate inventories inside the supplier’s chain. The
manufacturer may only expedite orders to its own facility based on the inventory information
from RFID at each installation. It is important to note that it is nontrivial to prevent ex-
pediting between intermediate installations using the models of Lawson and Porteus (2000)
and Muharremoglu and Tsitsiklis (2003a). Therefore, our model simply addresses a differ-
ent situation from their models. Furthermore, the stochastic lead time modeling considered
here is a fundamental leap from the deterministic cases in their models.

Gaukler et al. (2005) consider emergency ordering under RFID in a supply chain with
multiple stages, where the lead time is stochastic. RFID is used in a similar context as ours,
i.e., to gain real-time location information. However, their model is simpler than ours since
they allow at most one outstanding order at any point in time, which significantly limits the
modeling power. Furthermore, rather than dealing with optimal policies, they confine their

study to base stock policies. Therefore, the optimality is not guaranteed, and the nature
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of their work is distinct from ours. For further literature review on RFID related inventory

models, we refer the reader to Lee and Ozer (2007).

3.2 Model Statement

We consider a single supplier with a single-item manufacturing facility facing random de-
mand with known distribution, and K — 1 serial intermediate installations between them.
The supplier is denoted as installation K ! and the manufacturing facility is installation
0. The intermediate installations are numbered from 1 (next to the manufacturing facility)
to K — 1 (next to the supplier). The manufacturer periodically reviews the inventory on
hand and places a regular order at the supplier by paying per unit procurement cost c.
Unsatisfied demand is backlogged and excessive inventory at the manufacturing facility is
penalized. The planning horizon consists of T' time periods. For simplicity, we assume that
the system is stationary.

A movement pattern w describes the destination installation of outstanding orders for
each installation in the next time period. We define multiple movement patterns. For ex-
ample, consider a supply chain with K = 5, which has three illustrative movement patterns: -
slow, normal, and fast. In the normal pattern, orders at installation ¢ move to installation
i—1fori=1,---,5. In the slow pattern, orders at installations 1, 3, and 5 fail to progress,
thus orders at these installations stay at the current location one more time period while
orders at the remaining installations move to the next downstream installation. In the fast
mode, orders in installations 2 and 3 move to installations 0 and 1 respectively while orders
in the other installations move to the next downstream installation. Let us denote by W
the set of all movement patterns, i.e., W = {wy, ws,ws, - - - }. There is an exogenous random
variable W with known distribution that selects a movement pattern in W. At each time
period, W realizes, and according to the realized movement pattern w, the outstanding
orders at installation i,1 < ¢ < K, move to installation j = M(4,w), 0 < j < 4, where M(-)
is a function that takes the origin installation ¢ and the realized movement pattern w as
arguments. Note that orders are not allowed to go backward to the upstream installations

in this definition. We define M(0,w) = 0, and before W is realized we denote the corre-

In Chapter 2, we denote by L the index of the last installation, which is again the lead time of regular
orders. In this chapter, we use K instead to emphasize the stochastic lead time of regular orders, and reserve
{ for a random lead time function.
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sponding random variable by M (i, W). The lead time of a regular order is stochastic and
determined by multiple realized movement patterns until delivery. The departure process
for outstanding orders in installation ¢ to the downstream is geometrically distributed with
parameter Prob(M (i, W) < i), which is the departure probability.

Let v; be the amount of inventory at installation 4 for 0 < ¢ < K and (vo,v1,v2, -+ ,Vg)
the state vector. Without an RFID deployment at all installations, it is extremely hard
to observe the state of the system. RFID is definitely a technology that enables better
visibility at a much lower cost. Based on the current state of the system, the manufacturer
expedites outstanding orders if need be by paying per unit delivery cost d; for expediting
orders from installation 1.

The sequence of events in a time period is as follows. At the beginning of the time
period, the state information is given. Then the manufacturer places a regular order with
the supplier (installation K). Next, the manufacturer makes decisions on expediting for each
installation, and the expedited orders arrive at the manufacturing facility instantaneously.
After that, demand D realizes for the current time period. Inventory holding or backlogging
cost is accounted for at the manufacturing facility after demand realization. Finally, W
realizes and regular delivery occurs just before the end of the time period. Then the next
time period begins.

We need the following assumption stating that regular orders should not cross in time.
Except for certain situations in which a time period is short and the variability of the
lead time is high, this assumption is probably not a severe restriction. This assumption
is standard in the stochastic lead time literature that includes Kaplan (1970b), Nahmias
(1979), and Muharremoglu and Tsitsiklis (2003a), among many.

Assumption 1 (Orders not crossing in time). M(i,w) > M(i — 1,w) for all i and

weW.

Let us define a related movement function N(j,w) = max{i : M (i,w) < j,0 < i < K}
for all 7 and w € W, and let N(j, W) be the corresponding random variable before W
is realized. Under Assumption 1, a one-to-one mapping between M and N exists as the

following example illustrates.

Example Consider an 8 installation system including the supplier and the manufacturer

(K = 7). At time t, assume that realized w of W drives the following movement.
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An equivalent information of the above movement can be expressed by N(j,w) as follows

(See Figure 3-1).

NGw) |2|5|5|5|6|7|7]|7

M@G,w)=1

Figure 3-1: A regular movement driven by a realized w of W

Given installation j, we find N (j, w) by observing the farthest installation whose movement
leads to installation j or any downstream installation of j. O

Let us denote by M"(i, W) the n-period random movement function that represents the
location (an installation) after n regular movements of the outstanding orders at installation
i. Formally, M'(i,W) = M(i,W) and M"(i,W) = M(M™1(i,W),W). We denote the
stochastic lead time of an order at installation ¢ by I(¢, W) = min{n : M"(i, W) = 0,n > 1}.
In particular, [(K,W) is the regular delivery lead time. Note that the minimum regular
delivery lead time is 1 in our model. For convenience, we define L(z) = E[r(z — D)], where
r(-} is a convex holding/backlogging cost function, and let Q*(W) denote N(M (K, W) —
i, W). Let the echelon stock z* be the sum of the inventory from installation 0 to installation
it = Z;-=0 vj, and let 0° = (0,0,--- ,0) be a vector containing 4 zeros.

If there is no expediting, the state after a regular movement is a random vector (xN ow)_
D, gNWW) _ gNOW) .. QW) _ g@2(W) zQ°W) _ zQ'(W) 4 o (‘)I?—M(KW))’ where u is

the regular ordering amount. Let e; denote the expediting amount from installation 3.
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Including expediting, the next state NS is

K N(1,W)
NS :(zN(O,W) + Z e — D,.’L‘N(I’W) _ :L,N(O,W) _ Z €y,
i=N(0,W)+1 i=N(0,W)+1
NGEW)
xN('i,W) _ xN(i—l,W) _ Z €,
i=N(i—1,W)+1
QW) QW) o
B0 @O Y g @ @0y S g gR-MEW))
i=Q2(W)+1 i=QH(W)+1

Figure 3-2 illustrates the inventory at installation % after a regular movement zV&:W) —

gNO-1LW) _ Eg};’,?ﬁl,w) +16i- The complete optimality equation of the dynamic program

reads
K K
Ji(vo,v1, -+ ,vg) =  min {> diei + Lz + > _es) + cu+ E[Jes1 (NS)]},
osé,—{gdﬁé,? i=1 i=1 (3.1)
0<e;<v;
=1, . K~1

where J; is the cost-to-go at the beginning of time period ¢t. Also, Jr41(vo,v1,- -+ ,vg) can
be any convex function of oK. Solving this optimality equation directly is difficult because

of its complexity. In order to analyze (3.1), we need to introduce further assumptions.

Figure 3-2: The next state transition

In the next section, we characterize a class of systems for which (3.1) has an alternative

form that leads to tractable policies.
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3.3 Sequential Systems

The following realistic assumption requires that orders almost surely reach installation 0.

Assumption 2 (Eventual delivery of regular orders). ProblUs {w : M"(i,w) =

0}] =1 for every installation 1.

In terms of the finite state Markov Chain theory, Assumption 2 requires that installation
0 is the only recurrent installation, and all the other installations are transient installations.

In order to analyze the system, we need the following assumption.

Assumption 3 (Nondecreasing time value of delayed expediting). d;—E[dp; w)] >

di—1 — Eldp(i—1,w)] for all i, where do = 0.

Consider a unit at installation i. If we expedite it at the current time period, it costs
d;. If we defer expediting by a time period, the expected cost of expediting is E[das;w))-
Therefore, d; — E[dasi,w)] is the time value of delayed expediting of a unit at installation i
by a time period. Assumption 3 implies that this time value of expediting does not decrease
as installation number ¢ increases. Next, we define a class of systems, in which all three

assumptions hold.

Sequential systems A system is sequential if Assumptions 1, 2, and 3 hold.
If the lead time is deterministic, then the definition above reduces to the definition of
the sequential systems in Chapter 2. The following theorem shows a crucial property of

sequential systems.

Theorem 4. Under the optimal control of reqular ordering and expediting, sequential sys-

tems preserve the sequence of orders in time, i.e., the no cross-over property holds.

Assumption 1 guarantees that regular orders with no expediting do not cross in time.
When expediting is introduced, in general, orders might easily cross even under Assumption
1. Theorem 4 states that this is not the case for sequential systems. To prove this, we require

the following lemma whose proof is in Appendix.

Lemma 6. In sequential systems, d; —d; > Eldpn(wy — dpyn ), for any i and j, i > j,

andn > 1.
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Proof of Theorem 4. Since expediting is instantaneous, expediting multiple units at a time
period consists of multiple decisions of expediting a unit from a certain installation, until
there is no further need of expediting. Consider two nonempty installations ¢ and 7, ¢ > j,
and let us denote a unit in installation ¢ as u; and a unit in installation j as up. Now,

consider the following two actions.
Action 1: Expedite u; in the current time period.
Action 2: Expedite us in the current time period
Consider also the following replicating strategy.
1. Set a new index k to be j at the current time period.

2. If the realized value of M(k, W) is 0, expedite u; in the subsequent time period and

terminate the strategy.

3. Otherwise, update k& with the realized value of M(k,W), ie., k «— M(k,W), and

proceed to the next time period. Go to step 2.

We show that the replicating strategy in combination with Action 2 costs no more, but
replicates the effect of Action 1. Let w be a realized movement pattern of W. Action 1 has
the effect of raising the inventory at the manufacturing facility by a unit for [(¢,w) time
periods compared to no action. Similarly, Action 2 raises inventory for I(j,w) time periods.
The described strategy is to expedite u; at [(j,w) time periods later than the current
time period. Thus the strategy raises the inventory for (MG (i, w), w) time periods,
since the location of u; is installation M*%) (7 w) at the moment of its expediting. From
the definition of the lead time, and due to the fact that after I(j,w) time periods there are
LMY ) (i, w), w) time periods for u; to arrive, we have I(i, w) = I(j, w)+ (MG (5, w), w),
for ¢ > j. Therefore Action 2 with the described strategy replicates the effect of Action 1.

However, for sequential systems the associated cost is different between Action 1 and
the combination of Action 2 and the replicating strategy. The cost of Action 1 is d;, while
the expected cost of Action 2 with the replicating strategy is d; + E[dMl(j,W)(iyw)]. Since

Lemma 6 holds for any n > 0, the following
di — dj 2 Eldynow) i wy — danow ] = Eldpnow) g wy — do] = Eldasicw iw)
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holds. Therefore, Action 1 costs more than or equal to the combination of Action 2 and
the replicating strategy. It implies that any strategies that start with Action 1 cannot be
optimal. In other words, if expediting is necessary in sequential systems, it is optimal to
expedite from the nonempty installation that is closest to the manufacturing facility. Thus,
for sequential systems orders preserve sequence in time under an optimal expediting policy,

which completes the proof. O

For 1< j<K,let th (-) be the optimal cost-to-go that can be achieved by a restricted
control space, in which expediting from installations j + 1,5 + 2, , K in time period ¢
is not allowed. Note that the control space for th is restricted only in time period ¢, but
unrestricted after time period ¢. Note also that JX () = Ji(-). We utilize J?(-) with respect
to a fictitious state (z*~!,0¢ 71, v;,--- ,Vg), where installation 0 has inventory z+~1, and
installations 1,2, - - - ,i—1 are empty. The optimality equation for J;(z*~},0'"1,v;,-- -, Vi),
1<i< K -1, is given by

JH L0y, ug) = min  {d;y; + L(y;) — diz*™! - ezX + ¢z

i1y <zt 2>z

+ E[Jes1(yi — D,0MEW)-1 pNMGEW)LW) _ . o N(MEW)HLW) _ o N(MGW),W) (3.2)

tH

. xN(M(I'{,W)—l,W) _ xN(M(R’,W)—z,W), ”— xN(M(I_(,W)—l,W), (‘)K—M(f(,w))] 1,

where y; and z are decision variables: y; — z*~! is the expediting amount from installation
i and z — zK is the regular ordering amount. For i = K, the constraints in (3.2) become
gl <y < z,2 > 2K in order to allow expediting regular orders that have just been
placed. Note that the equation should be read appropriately, if M(i,w) = 0 for a realized
value w of W.

By Theorem 4, in sequential systems expediting orders from installation 7 is never op-

timal before expediting all the outstanding orders at the downstream installation of instal-

lation i. With this fact, an alternative optimality equation equivalent to (3.1) is given by
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Ji(vo,v1,v2, -+ ,vg) = min{J} (2%, v1, v, - ,vg),
div + JP (20,02, -+ ,vg),
divy + dove + J7 (22,0,0,v3,- - - ,vg),
" (3.3)

-1
div; + JX (251,051 vg),

@
i
-

d;v; + Jt(-'rf{,ﬁk), }

e

1

-,
Il

The first term J}(-) corresponds to expediting partially or fully from only installation 1,
the second term dyvi + Jtz( -} captures expediting everything from installation 1, expediting
partially or fully from installation 2, and no expediting beyond, and so forth. The eventual
optimal decisions for regular ordering and expediting are determined by the minimum term
in (3.3) since the system is sequential. If the j-th term achieves the minimum in (3.3), the
optimal decision for expediting is to expedite all outstanding orders in installations 1, 2,
--+,J — 1 and to expedite y; — 27~1 from installation j and nothing beyond installation 7,
where y; — 2771 is derived from the j-th term. The optimal regular ordering decision is to

place a regular order in the amount z — 2K that is determined in the j-th term.

Characterization of Sequential Systems

In this subsection, we discuss how to identify sequential systems. We derive first a necessary
condition and then a sufficient condition for a system to be sequential. The following lemma,

whose proof is given in Appendix, is used later.
Lemma 7. Under Assumption 2, the following holds:
(a) limy, oo Prob|M™(i,W) = 0] =1 for all 1,

(b) limp_00 Prob|M™(i, W) =k] =0, k # 0 for all i.

The expediting costs should be nondecreasing in order for a system to be sequential as

the next proposition states.

Proposition 1. Sequential systems satisfy d; > d;—1, for all i.
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Proof. Using j = i — 1 in Lemma 6 results in d; — di—1 > E[dyn(iw) — dun(i-1,w)]- On
the other hand, Eldyniw)] = 2p deProb[M™(i,W) = k] = 37 o dxProb[M"(i, W) =
k] + doProb[M™(i, W) = 0]. By taking lim,_,, and applying Lemma 7 we get

n—0o0

Therefore, d; — d;_; > 0 for all 4. O
Next we identify a sufficient condition.

Proposition 2. Suppose the followings are true for all i and w € W:
o di—di_1 >di_1 —di2, and
e E[M(i,W)-M(@i—-1,W)] < 1.

Then, the system is sequential.

Proof. Because of Assumption 1, M(i,w)— M(i—1,w) is a nonnegative integer. Recall that
orders do not go backward, i.e., M (i, W) < i. The first condition in the proposition implies
AM(iw) — IM(i—1,0) < (M (i, w) — M (i — 1,w))(d; — d;—1). Therefore, by taking expectations
on both sides, we have E[dp¢;w) — du(i-1,w)] < E[(M (5, W) — M (i — 1,W))(d; — di—1)] <
d; — d;—1, which is Assumption 3. O

We call the first property in Proposition 2 convexity since it implies that the expediting
cost differences are convex. Proposition 2 gives only sufficient conditions. We provide an
example of a system that is sequential but nevertheless is not convex. In other words,

sequential systems also include systems with non-convex expediting costs.

Example Consider a 5 installation system including the manufacturer and the supplier

with four movement patterns: w;,ws, w3, and wy. More specifically,
e w;: normal mode with probability p; such that M(i,w;) =4—1 fori =1,2,3,4,
e wy: with probability ps such that M (i,ws) =i — 1 for i = 1, 3,4, and M(2,ws) =0,
e w3: with probability p3 such that M(i,ws) =i —1 for ¢ = 1,2,4, and M(3,w3) = 1,

and
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e wy: with probability ps such that M (i,wq) =i —1 for i =1,2,3, and M(4,w4) = 2,

SN TN TN /\/\/X

Q [o] (4] [+] o [2] o] ] o =]

4 3 2 1 0 4 3 2 1 0
W=w W=w,

(=] [o] o [s) (5] [<) [s] [] o] Q

4 3 2 1 0 4 3 2 1 0
W=w, W=w,

Figure 3-3: The movement patterns

and py = % The system is clearly non-convex if the expediting costs are di = 10,ds =
19,ds = 27, and d4y = 34. To check that the system is sequential, let us compute d; —
Eldyi,w] for i = 1,2,3, and 4. We have di — E[dp1,w)] = d1 —0 = 10, d2 — E[dy,w)] =
d2 — p1d1 — pado — p3di — pady = 10, d3 — E[dp;(3w)] = d3 — p1da — p2dz — p3d1 — pada = 10.7,
and dy — Eldpgw)] = da — p1ds — pads — p3ds — pad2 = 11. Since d; — Eldpy,w)] >

di—1 — Eldpr(i—1,w)] for all 4, the system is sequential. O

3.4 Optimal Policies for Sequential Systems

In this section, we focus on identifying optimal policies for sequential systems.

3.4.1 Preliminaries

We frequently use Lemma 2, which is reintroduced as the following lemma just for conve-

nience.

Lemma 8 (Lemma 2). Let f be conver and have a finite minimizer on R. Let y* =

argmin f(z). Then, r<nlr<1 f(z) = a+g(z1)+h(z2), where a = f(y*), and penalty functions
T1S5TsT2

g(z1) and h(z2) are

o { ; nEv and h(zg) = { flo) e o=y

flxt1)—a z1>y* 0 o > y*
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For a nondecreasing convez f, we define a =0, g(x) = f(z), and h{z) = 0. On the other

hand, for a nonincreasing convex f, we define a =0, g(xz) =0, and h(z) = f(z).

In Lemma 8, g is nondecreasing convex, while A is nonincreasing convex. The following

lemma is an extension of Lemma 8, and identical to Part (c) of Lemma 3.

Lemma 9. Let f1 be conver and b € R. We have binig {filz) + fo(y)} = a1 + g1(b) +
<z<y
rbn<in{h1 (y) + f2(y)}, where a1, ha, and g1 are defined as in Lemma 8 with respect to fi.
<y

The following functions are required later in the derivation of the optimal policy. For

1<i< K and t <T, let us recursively define

fir(y) = diy + L(y) + E[Szlu(i,vv),tﬂ(y - D)], (34)
S?,t =0t + E[S?V.f(i,W),t-%-l]v
5ii(z) = gir(z) — diz, (3.5)

Stz,t(w) - hi,t(x) - L(l‘) + E[SIQW(LW),H-] (CL’ — D)],

1

where S§; = S5,(-) = S§4(-) = 0 for all ¢, and S)p., ) = Siri(z) = Sip 1 (2) = 0 for all 4.
Here, a;¢, i+, and h;; are defined according to Lemma 8 with respect to f;;. Starting from
the last time period T, functions f;; and Sf ; can be obtained recursively. In particular,
from (3.4) we can compute f; 7, then from (3.5) we obtain Sl-l’T for all i. Next we compute
fir—1 from (3.4), and in turn, S}YT__I from (3.5) for all i. We repeat this procedure to define
all f;¢ and S})t. For S, and S?, we use a similar procedure. It is easy to check for all i and
t that fis(-) is convex for sequential systems, and 7, + S}, (z) + S7,(z) = 0.

Let us denote by y;, a minimizer of f;;(z): y;, € argmin f;;(z). The following theorem

is an important property of f;; for sequential systems. The proof can be found in Appendix.
Theorem 5. For sequential systems we have y7y >y, for all i and t.

The lemma shown below is used later in the derivation of the optimal policy. The proof

is in Appendix.

Lemma 10. For sequential systems, function g;.(x) + 512\/1@ w)t(x) is convez for all 1 and

t, and for allw € W.
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3.4.2 Optimal Policies

The optimal policy for sequential systems is highly structured and given in the following

theorem.
Theorem 6. For sequential systems, the following policy is optimal.

a. Optimal expediting is determined by a set of base stock levels. FEach base stock level
corresponds to yi, for expediting from installation i at time t. The expediting policy

compares =% and Y;1 as follows.
o Ifoi 1l < Yi;, then we expedite min{z* — xi_l,y;jt — 2"} from installation i.
o Otherwise, if x'~1 > Yi 1, we do not expedite anything from installation i.

b. The optimal reqular ordering policy is the base stock policy with respect to inventory

position K

E[H1(2 - D)+ S%/I(K,W),t+1
the recursive equation Hi(z) = m>in{hf< (2) + cz+ E[Hyy1(2 — D) + 512\4
> ’

. The base stock level for regular ordering is 2f = argmin{hg ,(2) + cz +
(z—D)]} for alli and t, where Hy(z) is convez and follows
(R,W),t+1(z -
D)} —S% (x)—cx, and Hri1(x) = Jrya(z,05). We place a regular order in the amount

of max(0, z; — :vf() at time period t.

To better understand the policy, we consider the following illustrative example consisting
of five installations. There are three movement patterns: wj,ws, and ws with probabilities

p1,D2, and 1 — p; — po, respectively. More specifically,
o wi: M(i,u1)=i—1fori=1,2,34,
o wy: M(i,wp) =i—1fori=1,3 and M(2,ws) =0 and M(4,w;) = 2, and
o wz: M(i,ws) =4i—1fori=2,3, and M(1,ws) =1 and M(4,w3) =4

as shown in Figure 3-4. Suppose that the regular ordering base stock level is z* = 210 and

o o o <] [+] o © o [=] <] o
4 3 2 1 0 4 3 2 1 0 4
=W W=w2 w

Figure 3-4: The movement patterns

the expediting base stock levels are y; = 20, y3 = 50, y3= 85, and y; = 110. In the following

table, we summarize the mechanics of the optimal policy for a certain time period.

51



Installation % 4 (Suppl.) 3 2 1 0 (Manuf.)

v; (z*) before decisions 60 (185) | 45 (125) | 50 (80) | 40 (30) | -10 (-10)
Regular Ordering max(z* — z4,0) 25 ,

Expediting max(min(y} — 2=, v;),0) 0 0 50 40

Realized demand D 65

v* (z*) after decisions and demand 85 (145) | 45 (60) | 0 (15) | 0 (15) 15 (15)

v; if the movement pattern W = w; 0 85 45 0 15
v; if the movement pattern W = ws 0 0 130 0 15
v; if the movement pattern W = ws 85 0 45 0 15

In order to prove Theorem 6, we need the following proposition, which is proved concur-
rently with Theorem 6 within an induction loop in the subsequent proof. For convenience,

we refer the items in the following proposition as (c) and (d).
Proposition 3. For sequential systems, the following is true

c. Foreveryi=1,---,1§',0§e§vi, and t > t, we have

i1 mie1 i1 .
Jt(x1 ’07, y Vi, Vigl, - "UK')—Jt(a:1 +€,01 1,Ui—e,vi+1,"‘ aUR)

=S80+ Sh(z ) + S, (" +e).

d. Function S?

MR ) t(m) + Hy(z) is convez for allt and w € W.

Because z* is nondecreasing in i and Y; .+ is nonincreasing in 4, by Theorem 5, there exists
at most one i* € {1,2,---, K} such that 2" ~! < Y, and ™ >y 41, Theorem 6 states

that we expedite everything up to installation 5* — 1, min{z*" — z¢"~1

Y — a1} from
installation ¢*, and nothing beyond installation ¢*. If such an ¢* does not exist, then we do

not expedite at all, or we expedite everything up to installation K.

Proof of Theorem 6 and Proposition 3. We use induction. In the base case t = T + 1, the
optimal expediting and regular ordering policies are null. We can safely set the base stock
levels for expediting and regular ordering at negative infinity. Also, part (c) and (d) trivially
hold when ¢ = T + 1. In the proof, we also show that Hy(x) = Jy(z,0%) for all ¢.

Now we continue with the induction step. Let us assume that on and after time t+1 <

T + 1, all parts in the theorem and proposition hold, and Hi1(z) = Ji41 (m,()k ), and it
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is convex. Now we need to show the results for time period ¢. As the first step, we study
Jy(z,0%) in order to show Hy(x) = Jy(z,0X) and that it is convex. In state (z,0%), at the
beginning of time period ¢ we place a regular order of z — 2 units and expedite yz — z units
out of the just placed regular order. Therefore, we have
Ji(@,0%) = min {dgyg + L(yx) + ¢z + ElJu1(yg — D, 0MEWI1 5y 0F-MEa))y
TISYRgS2
—dgT —cx

- mi s _ _D.oK 0
= mSIEIIanZ{deK + L(yg) + ¢z + E[Ji41(2 — D,0%) + SME W) t+1

+ Sllw(f{,W),t+1(yI? - D) + Sil(k,w),t_,_l(z - D)]} —dgz —cz

— ; _ _ nkK
= zsrg,l-{nsz{fK’t(yK) +cz+ E[Ji+1(z — D,07) + 512\4(1'{,W),t+1(z - D)}}
+ E[SR/I(K,W),t+1] —dgz — cx.

Note that the induction hypothesis on part (c) at ¢ + 1 is used in the above derivation. By

using Lemma 9, we have

Ji(z, (_)R) = II],>i:Ic],{hf{1t(Z) + cz+ E[Ji+1(z — D, (_)R) + Si,l(l—{’w)’tﬂ (z— D)1}
= (3.6)

+ag,;+ E[SR/[(K,W),HI] + gk,t(w) —dgT — cz.

Note that S%.,t + S}?,t(x) + S%,t(x) = 0 and Hpyy(z) = Jig1(z,0%) from the induction
hypothesis. We have

Jy(z,05) = min{hg ;(2) + cz + E[Hy1(z — D) + Sy w1z — D)} = Sk ,(z) — cz.

Since this coincides with the definition of Hy(z), we conclude that Hy(z) = J;(z,0K).
Furthermore, from the induction hypothesis on part (d) the right-hand side of (3.6) is
convex, hence H;(z) is convex.

Let us now prove part (d). By adding wa( R’w)’t(x) to both sides of (3.6), we get

SIZM(I_{,w),t(x) + Jt(-‘l), (_)R) = Izn>i§:1{hk’t(Z) +cz + E[Jt+1(z — D, GR) + Sil(f(,W),t+l (z — D)]}
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which is convex because SJQ\ (z) + gg 4(z) is convex by Lemma 10 and E[Ji41(z —

1(K jw),t
D,0X) + Sﬁ/l( KWt +1(# — D)] is convex by the induction hypothesis. This completes the
proof of part (d).

To prove parts (a) and (b), we apply part (c) to

Jt+1( D DM(I w)— 1 N(I\/I(i,w),w) N yi,xN(M(i,w)+1,w) _ xN(M(i,w),w), . )

in (3.2) for i < K with a realized value w of W on and after time period t + 1 repeatedly

to obtain

Jt+1(yi - D, (’)M(i,w)—I, xN(M(i,w),w) —yi, :EN(M('L',w)-Fl,'LU) _ xN(M(i,w),w)7 . )

= SO M@iw)t+1 T SM(z w), t+1(%i — D) + S?v[(i,w),tﬂ(xN(M(i’w)’w) - D)

+ Jig1(z N(M@w)w) _ D,OM(z,w),xN(M(i,w)+l,w) _ xN(M(i,w),w)’m)

= Sy pt1 T SMiiaw) s+ — D)+ Shgiwy par (@ MEIV) — D)
M(K w)-1

+ Z {S; i1+ Sjin (T NO=1w) D) 4 Syz,t+1($N(j’w> - D)}
F=M(iw)+1

+ Jt+1(l,N(M(R',w)—l,w) _ D,(‘]M(f(,w)—l N(M(I?,w)—l,w)’ﬁf(—«M(f{,w))

,Z— X

= SR/I(i,w),t+1 + Si/[(i,w),t+1(yi - D)+ 512\4(i,w),t+1($N(M(i’w)’w) - D)

M(E w)-1
+ Y ASh1 + 85 @0V - D)+ 3, (aVO) - D)}
F=M(,w)+1
N(M(K,w)-1,w
+ S?VI(R’,w),H-l + Szlw(f(,w),tﬂ(x (M) _ )+SM(K w), 4102 = D)

+ Jes1(z — D,05).

Let us gather in @ all of the terms in the above equation that only contain constants and

state variables not involving any decision variables. Then we can rewrite

Jt-}-l(yi _ D, (‘)M(i,w)—I’ IN(M(i,w),w) — i, xN(M(i,w)—}—l,w) __ IN(M(i,w),w)’ . )

= Shsw)er1 (Wi — D) + 512\4(R,w),t+1(z ~ D) + Jyi(z - D,0F) + Q.
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Substituting this into (3.2) and w for W, we obtain

Sz, 00y, L ug)

= min {d,y,-l—L(y,) diz"™! — cz¥ + ez
zi 1<y, <zt 2>k

+ ElShgw) e41 (v — D) + Sﬁ,,(l—{ w41 = D) + Jes1(z = D, %) + Q)} 3.7)
= mln {fzt(yz)+CZ+E[SM(KW)t+1(z_D)+Jt+1(Z—D,(_]R)]}

1<y <zt z>xK

+ E[Q] — diz* ™! — ¢z,

for i < K. When i = K, we have

K-l<yp<z,22>2X
+ ElJes1(yg — D, 0MEW1 5 —yp aff—M(Kw))]}
= min {dgyg + L(yg) - dgz®1— czX +cz
1<yK<z z2>aX

+ E[Ji41(2 — D,0%) + ngl(f(,W),tH + SAJ(I?,W),HI(W‘ - D) (38)
+ 5% MER w12 — D)}

=  min  {fz4(yg)+cz + E[ls1(z — D,0%)
K-lgyz<z,222K

+ SIZM(R’,W),tH(z - D)]} + E[S?\,](R,W),t_,_l] - dRJSK'l — czX.

By applying Lemma 9, we have

JE (K1 0K vg) = min {hg,,(2) + ¢z + ElJi41(2 ~ D, 0%) + 8%k wy a1z~ D)1}

+ag;+ E[SRJ(K’,W),HJ + gk,t(:cK"l) —dgef1 — ek,

(3.9)

We now consider part (a) of the statement. From (3.7) for i < K the optimal expediting
quantity is determined by

min__{fiz(y:)},

t—l< i <T

and for i = K from (3.8) b

min - {fz(vg)}-

zK-1 <yg<max{z¥,z}}
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Because f;t+(y;) is convex for all ¢, this states that the base stock policy is optimal for
expediting for every i. This completes the proof of part (a).

Next, we show part (b) of the theorem using (3.3). Note that the optimal regular
ordering is determined by J§(-),1 <i < K or Jt(xk 0K ) which corresponds to the minimum
term in (3.3). Now we show that all of these lead to the same optimal decision. From (3.6)
and (3.9), the optimal regular ordering quantity for JtR (xk -1 gk 1 vg) and Jt(xk ,0K ) is

determined by

min {hg ;(2) + ¢z + E[Jes1(2 — D,0%) + 8% 1wy 10 (2 = DI} (3.10)

zZmR

On the other hand, if the minimum term is attained at i < K, the optimal regular

ordering quantity is determined from (3.7) by

min {cz + E[S?W(KW),tH(z — D) + Jyya(z — D,05)]}. (3.11)

2>k

Note that h ;(2) is nonincreasing convex, and hg ;(z) = 0 for z > y% (€ argmin{fz ,(y)}).
Therefore, if 2 > y% ,, then (3.10) and (3.11) lead to the same minimizer z;. If zf < Yko
from Theorem 5, we have zf < y;, for all ¢, which results in expediting everything in
the supply chain including the fresh regular order at the current time period by part (a).
In this case, (3.10) determines the regular ordering quantity since we are expediting from
the supplier. As a result, (3.10) always determines the optimal regular ordering. Because
Hip1(z — D) = Jyp1(z — D,0X) and Hypq(2 — D) + Sﬁl(i{,w),tﬂ

realization w of W by part (d), the unconstrained minimizer 2z} of (3.10) is well defined,

(2 — D) is convex for any

and (3.10) states that the optimal regular ordering policy, which is the base stock policy
with respect to zX. Hence part (b) is proved.

Finally, let us prove part (c). At time period ¢, we know that parts (a), (b), and (d)
hold. Also, from the induction hypothesis, we assume (c) holds on and after time period
t + 1. We show in Appendix that (c) holds at time period ¢ using all these results. Once
part (c) is proved at time ¢ with all the induction hypothesis, the induction step of the

entire proof is completed. O
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3.5 Results on the Expediting Base Stock Levels of Sequen-
tial Systems

In this section, we provide an insightful result on the variation of the magnitude of the
expediting base stock levels as the expediting cost varies. As expediting cost varies, we
expect the expediting base stock levels to also vary. For example, as d; increases, y;, should
be nonincreasing to compensate for the higher cost of expediting. However, this increment
in d; might increase the need for expediting from elsewhere. Indeed, we show that the
expediting base stock levels are nondecreasing for installations beyond installation ¢ as d;
increases. On the other hand, the variation in d; does not effect the base stock levels of the
downstream installations.

The results in this section are applicable only when derivatives and integrals in expec-
tations are interchangeable. If the holding and backlogging cost functions have bounded
derivatives, all functions under consideration have this interchangeability property, since
all functions considered are Lipschitz. We assume in this section that this is the case. By
Lemma 3.2 in Glasserman and Tayur (1995), derivatives and integrals in expectations are

interchangeable. The main result of this section follows.

Theorem 7. For a sequential system we have

oy}, Oy7,
< d —=>
g, =0 " g, =0

forj <.
The following diagram illustrates this theorem.

;

Y:_o 1o change

y;_; no change

Yipr 1

Yipo 1

\

Sequential systems have monotonic base stock levels as in Figure 3-5. As d; increases, y}
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As d; increases ... %

Base stock levels for installations Yiz
beyond i become flatter

no change

d;: expediting cost per
unit from installation i

Figure 3-5: Directional sensitivity of base stock levels

decreases because higher d; directly discourages expediting from installation 7. However,
the reduced y results in less safety stock in the manufacturing facility, which again calls
for more expediting from beyond installation i, and hence increased yj for j > i. The fact
that y; for t < i — 1 do not change follows from their definition since in order to derive

them, d; is not needed. We prove this in several steps using the following two lemmas.
Lemma 11. In sequential systems, fori>j > 1,

0 95, _

< .
- 8dj oy — .

Proof. We use induction. Note that Sj(y) = gi7(y) — diy and fir(y) = diy + L(y). In

o 9Sir(y) g Y )
the base case we have —1 < z7-—34— < 0 since when y < y7 and j =1, e -1,
. 9 3S}T(y) .
and otherwise 57-—%,— = 0.
aSil,:+1(y)

Assume that —1 < %-—T < 0 for a given 7 and all j such that ¢ > j > 1. We have

0fit(y) OL(y) 9
18y =d;, + B e E{@Sl (6, W) t+1 (y — D)].
x 1 : o 95,
When y < yf;, we have Sj,(y) = —diy since g;¢(y) = 0. Therefore zg-—3~ = 0 for
1
j < i, and a%asB;@) = —1 for j = 4. On the other hand, when y > y;;, we have
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Sil,t( ) = fit(y) — diy — a;z. For j <4, since M (i, W) < i by definition, it follows that

d 05},(y) o
1< LA Shwye (¥ — D) < 0.

<34, oy~ Plagay

Note that we interchanged integrals and derivatives on several occasions. O

Lemma 12. In sequential systems, for all i we have

0 9fiily)
8d¢ 8y

>0,

and fori > j Zr 1,
0 0fuly) _,
od; Oy

Proof. From Lemma 11 for all j < ¢ we obtain

0 0
-1< E[éd—ja—ySM(i,W),tH(y -D)|<0

If j =4, we have

9 3fi,t(y) 3 K

and, otherwise if j < ¢, we have

0 Bfisly) _ 0 O

This establishes the proof. O

Proof of Theorem 7. First it is obvious that changes in d; do not affect f;; for j =1,2,.

for all ¢ since M(k,W) < k for all k. From Lemma 12, we have ad o_Of, ;(y) > 0, and this

Oy
implies 35: < 0 for all 4. Similarly, %%(—l < 0 implies (—9——’11 >0, for j < i by Lemma

J

17, which is in Appendix. The proof is complete. O
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Chapter 4

Non-Sequential Systems

4.1 Introduction

So far we have considered sequential systems. For sequential systems, the optimal policy for
expediting and regular ordering is well structured. This is basically because of the existence
of an alternative optimality equation for sequential systems.

On the other hand, if a system is not sequential, the structure of the optimal policies
is complex, and analytical results are hard to obtain. Previous research on stochastic
lead time models, which includes Kaplan (1970b), Nahmias (1979), and Ehrhardt (1984),
assumes that the orders do not cross in time. If order crossing does occur, the resulting
policy is complex. However, we cannot avoid order crossing in time in our model, if the
expediting cost structure is not sequential. In other words, we cannot guarantee that it
is optimal to expedite the outstanding orders whose delivery time to the manufacturing
facility is shorter.

Consider the following counter intuitive example involving a supply chain system with
only two time periods. There are a supplier, an intermediate installation, and a manu-
facturing facility. For simplicity, let us assume that the demand is deterministic in both
time periods; 15 in period 1, and 25 in period 2. Let us also assume that the penalty cost
component of the holding/backlogging cost is much larger than the procurement cost and
the expediting cost. The expediting cost (d;) from the intermediate installation is 2, and
from the manufacturing facility (dq) is 3. At the beginning of period 1, the initial inventory
is 10 units at the manufacturing facility, and 10 at the intermediate installation.

There are two options. The first one is to place a regular order of 20 units at time 1,
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expedite 5 units from the intermediate installation at time 1, and expedite 20 units from
the intermediate installation at time 2. The second option is to place a regular order of 20
units at time 1, expedite 5 units from the supplier at time 1, and expedite 15 units from the
intermediate installation at time 2. The total cost of the first option is 5-2+20-2+ 20c =
50 + 20c¢, and of the second option is 5-3 + 15 - 2 4+ 20¢ = 45 + 20¢, where ¢ is the per unit
procurement cost. Therefore, even though do > di, it is better to use the more expensive
expediting option at time 1.

The main contribution of this chapter is that we propose a heuristic policy, the extended
heuristic, for nonsequential systems that do not allow simple optimal policies. By means of
a computational study, we find that the extended heuristic achieves a local optimum for a
much wider class of systems that includes all sequential systems. In this chapter, we follow
notations from Chapter 2 though the heuristic policy also applies to the stochastic lead

time models.

4.2 The Extended Heuristic for Nonsequential Systems

We discuss nonsequential systems through a three-installation system consisting of a sup-
plier, a manufacturing facility, and an intermediate installation between them. The lead
time of regular orders is deterministic of one time period between consecutive installations.
Two expediting options are available; one is to expedite from the intermediate installation
(installation 1) at dy per unit, and the other one is to expedite from the supplier (instal-
lation 2) at the per unit cost of do. Though this three-installation system is simple, it is
nontrivial and shares complex features with general length nonsequential systems, hence
its analytical results are hard to obtain. After all, this three-installation system is a good
starting point to understand general length systems.

Instead of trying to derive optimal policies, which is a daunting task due to the com-
plexity and state dependency, we confine our interest to the set of all base stock policies.
We attempt to find the best base stock levels since base stock policies are particulary useful
due to their simple structure. We next propose a heuristic policy that gives base stock levels
for nonsequential systems and evaluate its performance numerically using three-installation

systems.
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The Extended Heuristic The extended heuristic is to apply the base stock policies
with the base stock levels as described in Theorem 3 to nonsequential systems. Note that
the definitions of f;; and Sij’k do not require systems to be sequential, hence the extended
heuristic is well defined. Also, if the system is sequential, the extended heuristic finds
an optimal control. Note that the extended heuristic is also applicable to general length
systems.

In order to evaluate the performance of the extended heuristic, we use the following

deriwative method introduced in Glasserman and Tayur (1995).

The Derivative Method The derivative method is a numerical method to find the
sensitivity of the cost-to-go under the base stock policies as the base stock levels vary. The
method can be used to find locally optimal base stock levels within the set of all base stock
policies using simulation and optimization. Here we briefly explain the procedure of the

derivative method customized to our three-installation systems.

Step 1. Set the initial base stock levels: 1,2, and 2.

Step 2. Compute the derivatives of the dynamic programming optimality equation (2.1)
with respect to the base stock levels. We get recursive equations of the derivatives

of the cost-to-go with respect to each of y1, 12, and z.

Step 3. Evaluate the cost to go at time period 1 using simulation with the given base stock
levels. Evaluate also the derivatives of the cost-to-go at time period 1 using the
recursive equations from Step 2. The derivatives give the steepest decent direction

of the cost-to-go at time period 1.

Step 4. Search linearly along the steepest decent direction for the best step size, and then

set the new base stock levels using the result of the line search.

Step 5. Evaluate the derivatives of the cost-to-go with respect to the base stock levels from
Step 4 using simulation. If the norm of the derivatives is smaller than a given

threshold a, then terminate. Otherwise, go to Step 3.

After the termination of the derivative method, we get the locally optimal base stock
levels and the corresponding cost-to-go at time period 1. Mathematically, the derivative

method only works when derivatives and integrals in expectation are interchangeable. All
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systems under consideration in this thesis have this interchangeability property. In what
follows, we always start the derivative method with the base stock levels from the extended
heuristic, hence the derivative method never produces an inferior solution. When the deriva-
tive method does not improve the initial solution, we conclude that the extended heuristic

achieves a local optimum.

Numerical Data and Results

The following are the detailed data for the numerical study: the procurement cost ¢ = 100,
the holding cost is 50 per unit, and the backlogging cost is 150 per unit. The demand
distribution is triangular with (mean, min, max) = (50, 0, 100). Expediting cost dy varies
from 10 to 120, while d; varies so that d; /dy ranges from 0.4 to 2.4.

Figure 4-1 summarizes the numerical results. The horizontal axis is dj /da, which mea-
sures the degree how close a system is to a sequential system. The vertical axis shows the
improvement in percentage of the cost-to-go using the base stock levels from the derivative
method over the cost-to-go of the extended heuristic. When the gap is zero, it means that
the extended heuristic produces a locally optimal solution. Different trend lines in the figure
stand for different values of dz, and within a line, d; varies. The 95% confidence interval
for any data point in the figure is within 0.05% of its value.

If d1/d2 < 0.5, then the system is sequential, thus the extended heuristic is optimal, and
the gap is 0%. Interestingly, we observe that even though the system is nonsequential for
1 < dj/dy > 0.5, the extended heuristic achieves a local optimum among all the base stock
policies. As d;/dj increase above 1, we observe a gradual departure from local optimality
of the extended heuristic.

In the figure, we see some lines that are always close to zero regardless of the value of
dy/dy. These lines correspond to the case of dy being too small or too large compared to
the other costs in the system. As a result, we always expedite everything or do not use
expediting at all. In these extreme cases, the extended heuristic performs well regardless of
dy/da.

These numerical results show that the extended heuristic performs well for a larger
set of systems (systems with d;/da < 1) than the set of sequential systems (systems with
di/d2 < 0.5). For systems with 2.4 > d;/ds > 1, the gap is always less than 4.5%, which

is encouraging and acceptable. On the downside, the gap keeps increasing with increasing
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Figure 4-1: Improvements in cost-to-go of the derivative method with respect to the ex-
tended heuristic

dy/dy and it seems that it can be arbitrarily large. See Figure 4-2 for a summary.
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Figure 4-2: Local optimality and limitation of the extended heuristic

Clearly this result considers only the case when there are three installations in the
system. Nevertheless, we are confident that the observation in Figure 4-2 generalizes to
systems with more than three installations. Since the extended heuristic performs well
for systems with nondecreasing expediting costs in installation number ¢, the extended
heuristic likely works for most of practical systems. To conclude, though sequential systems

constitute a subset of all possible systems, it gives us a valuable guide on what to use as an
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appropriate heuristic for operating a supply chain with expediting options.

4.3 Intractability of an Optimal Policy and a Lower Bound

In this section, we discuss the intractability of nonsequential systems, and compute a lower
bound of the cost-to-go for such systems. Also, we introduce another heuristic, the rolling
heuristic, to compare with the extended heuristic. Recall that we considers three-installation
systems.

At time k, the inventory controller first places a regular order for z — z! units, and
decides to expedite y; — = from the intermediate installation, and y, — z! from the supplier,
where z < y; < 2! and 2! < yp < z. Then,

Je(z,v1) = zgylslgilléyzsz{dl(yl —2)+dao(y2 — 2') + L1 + 92 — &) W

+c(z—z") + ElJrs1(3a — D,z — )]}

By rearranging and setting fi(y) = diy + L(y), we have

Ji(, = i —z! dy —d
bv)=__ min  {Al+e-2)+ (e -d)nto

+ E[Jk+1(y2 — D,z — )]} — (d2 — dy + ¢)z! — dyz.
By applying Lemma 2, we obtain

Ji(z,v1) =  min {g91(y2 — v1) + hi(y) + (d2 — dr)y2 + c2
zt<y2<z (4.2)

+ E[Jk+1(y2 —-D,z— yz)]} +a; — (d2 —di + C).’l:1 —dyx.

Let the optimal decisions be y3;(z!,v1) and z;(z',v1). From (4.2), because v; only
appears in g;(y2 — v1) and g; is nondecreasing convex, y;)k(xl,vl) is nondecreasing in v,
for fixed z!. Therefore, the optimal expediting amount from the supplier does not follow the
base stock policy with respect to the echelon inventory, and the optimal decisions cannot
be simple.

An insight is that, while the total inventory z! is fixed, we should possibly expedit.e more
in order to cover the increasing backlogging cost as inventory at the intermediate installation

(v1) increases and on hand inventory at the manufacturing facility (z) decreases. Another
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interesting observation is that the optimal regular ordering quantity can also depend on
vi. As an example, consider k = T. Because Jry1 = 0, z5h(zl,v) = yg’T(:cl,vl) =
arg mingi <, {91 (y2—v1)+h1(y2)+(d2—d1)y2+cyz}. In contrast to the previous models with
expediting such as Lawson and Porteus (2000) and Muharremoglu and Tsitsiklis (2003a),
in which regular ordering from the supplier is a function of the echelon inventory only, in
our model regular ordering explicitly depends on v; as well as echelon inventory z'.

Next we obtain a lower bound on Ji given by (4.2). We require the lower bound to be
decomposable with respect to echelon stocks, so that its computation is easy. The following

lemma can be found in Simchi-Levi et al. (2004).

Lemma 13. For a convez function u(z), Uy(z) = u(zx) — u(x — v) is nondecreasing in x

forv>0.

Let us define R,(z) = r(z) — r(z — v), for v > 0, where r(z) is the convex hold-

ing/backlogging function. To guarantee the lower bound, we need the following assumption.

Assumption 4. Function R,(x) is bounded by riv for some constant r1 > 0. Formally,

R,(z) < 7o for every x and v.

It is easy to show by using Lemma 13 that a linear holding and backlogging cost function
r(z) = r1(z)* +ra(—z)" satisfies Assumption 4. The proof of the following lemma is given

in Appendix.
Lemma 14. Under Assumption 4, we have ¢1(y —v) > q1(y) — (d1 + 71)v for v > 0.

Let us define J,fB by

JEB(z,v1) = 1123n< {g1(y2) — (r1 +d1)v1 + ha(y2) + (d2 — d1)y2 + c2
T SY252

+ E[JEB (yo — D,z — )]} + a1 — (da — di + ¢)a! — da
= min {g1(y2) + h1(y2) + (d2 — d1)y2 + c2
y2<z

zi<

+ E[JkL-FBl(yQ =D,z y)l} + a1 — (da + 71 + C):L’l + rz.

Then, we have the following proposition, whose proof can be established by induction.

Proposition 4. JEB(z,v1) = pl(z) + pi(z!) for conver functions p} and p}.
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Lemma 14 implies JFB(z,v) < Ji(z,v), therefore JEB is a lower bound of Ji, which is
decomposable by Proposition 4. We note that a better decomposable lower bound cannot
be obtained because Lemma 14 holds with equality for sufficiently large y.

A physical interpretation generating this lower bound is to expedite the outstanding
order at the intermediate installation to the manufacturing facility without charging any

expediting cost and at the same time not to charge any holding cost for the expedited order.

The Rolling Heuristic

Next we present another reasonable heuristic, which is used for the comparison with the

extended heuristic.

The rolling heuristic: This heuristic is based on decoupling of expediting and regular or-
dering. Note that it is known that the optimal regular ordering policy without expediting
is the base stock policy with respect to the inventory position and the computations of the
base stock levels are easy because of the decomposability of the cost-to-go function.

The rolling heuristic is as follows. First, place a regular order following the conventional
regular ordering base stock policy without considering expediting. Next, we make expe-
diting decisions for all installations at the current time period by assuming that there is
no expediting option in the future. This involves solving a nonlinear optimization problem
with L decision variables. This is a convex problem regardless of the expediting cost struc-
ture, therefore it is tractable. At the next time period, we repeat the same procedure. The
detailed mathematical derivation of this heuristic policy can be found in Appendix. The
rolling heuristic provides a simple but nontrivial way of enjoying the benefits of expediting.

Note that the rolling heuristic also allows order crossing in time for its outstanding orders.

Numerical result

Here, we provide a computational study of the two heuristics and the lower bound for non-
stationary systems that consist of a supplier, a manufacturing facility, and an intermediate
installation with the general expediting cost structure. The nonstationary systems have 26
time periods with the triangular demand distribution of (min, mean, max) = (0, 100, 200).
dir

Let us define the degree of non-sequentialness as d, = dl’—k;;gl;’iﬂ for k < T and d, = 7.

If d. < 0.5, the expediting cost structure is sequential, and otherwise it is nonsequential.
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As d, increases, the system becomes more nonsequential, which means that the cost for
expediting over longer distances becomes relatively cheap.

The cost parameters are randomly generated in the following way. We first generate
procurement cost ¢y, for time period k based on uf(50,150), a uniform random variable on
[50,150], for all k. Then, we generate the backlogging cost as ro; = uf(1,2) - ¢x and the
holding cost as 71 x = uf(0,0.4) - 7o for all k. Finally, we generate d;; = uf(0.5,1.5) - cx
for all k£, and we assign doj = dl"“+j:”““l if k < T and dyr = %’;Z, otherwise. After
generating all the cost components, we normalize the expediting costs in order to compare
nonstationary systems with different d.’s. Let us define SC = %Zzﬂ ¢, and SD =
%ZZﬂ(dl,k + dak/2). Quantity SC is the average procurement cost and SD is the
average expediting cost per unit distance. We normalize the expediting costs so that its
average is 50% of the average procurement cost. Therefore, we scale the current expediting

SC sC
cost to dy mdl,k and dp p mdz,h

Performance of the heuristics

We use simulation to measure the performance of the two heuristics as we vary d,. Let us
define JZH(0,0) and J7(0,0) to be the average expected cost over the planning horizon
with respect to the extended and the rolling heuristic at time period 1, respectively. In our
numerical study, we use 30 different randomly generated nonstationary systems for a fixed
d, to measure the average performance. Each nonstationary system is again tested with
30 different simulation runs, each one with a different demand scenario, over 26 time peri-
ods. The confidence interval (both sides) of JE#(0,0) and Jf(0,0) of each nonstationary
system is on average 5.02% of its mean with the maximum of 8.79%.

Figure 4-3 summarizes the simulation results. The plot on the left shows the relative
magnitudes of JE#(0,0), JiH(0,0), and JEB(0,0) as d, increases from 0.1 to 1. The
plot implies that the extended heuristic is consistently outperforming the rolling heuristic
regardless of d, because %ﬁ;g—jg; < 100% in all cases.

Note that the extended heuristic is actually optimal for d, < 0.5. Nevertheless, in this
case its gap with respect to the lower bound is approximately 140%. We conclude that the
lower bound is weak and that we can easily attribute approximately 140% of the gap to
the lower bound. If we focus now on cases with d, > 0.5, they show a gap of the extended

heuristic of slightly more than 140% and as we have just argued, we can easily attribute
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Figure 4-3: Simulation results

most of this gap to the weak lower bound. We believe it is safe to conclude that the extended
heuristic is only a few percents from the optimal value.

The plot on the right in Figure 4-3 summarizes the total relative quantity of expedited
orders from the supplier and the intermediate installation for each heuristic. We denote
by ERPH and ERRH the ratio of total expedited amount from installation ¢ to the total
ordered amount in the extended and the rolling heuristic, respectively. In the extended
heuristic, as the system becomes more nonsequential (as d, increases), E'R{EH and EREH
are getting closer to each other, and eventually they cross, which is desirable if the system
is highly nonsequential. On the other hand, in the rolling heuristic, the cross-over between
ER{*H and ER?H does not happen because the expediting decisions are myopic. Based
on this numerical study, we conclude that the extended heuristic shows good performance

even under the general expediting cost structure.

Base stock levels

Base stock levels of the extended and the rolling heuristic for a nonstationary system with
d, = 0.8 are shown in Figure 4-4. Because d, > 0.5, this system is nonsequential, and
therefore the base stock levels for expediting from the supplier are higher than for expediting
from the intermediate installation for most of the time periods in this figure. This implies

that more orders are expedited from the supplier than from the intermediate installation.
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Therefore, orders may cross in time.
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Figure 4-4: The base stock levels

Another important observation is that the base stock levels for regular ordering in FH
are lower than those in RH because of the existence of the expediting options in FH, while
the expediting decisions are separated from the regular ordering decisions in RH. To put
it differently, less safety stock is required in FH due to the increased agility in the supply
chain by the expediting options.
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Chapter 5

Raw Materials with an Expiry
Date

5.1 Introduction

In this chapter, we consider the same model as in Chapter 3 with one difference: orders
(or raw materials) have a deterministic expiry date. The lead time is stochastic and raw
materials are good only until the expiry date. If an order is not delivered within the expiry
date, the manufacturer must expedite it. Since expediting is instantaneous, it implies that
orders always arrive at the manufacturer before the expiry date. The manufacturer could
also scrap the order, however this is not considered here. When an order is expedited just
before it expires, we call this process mandatory expediting.

Another important modeling assumption in this chapter is that we do not impose any
expiry date on delivered orders at the manufacturing facility. Once an order is delivered,
we assume that the order is processed and transformed into a nonperishable product. For
example, canned products of meats, fish, and/or produce can be applications of the model.
After canning, the expiry date becomes much longer than that of raw materials, usually
ranging up to several years. Similarly, any processed product with preservatives falls within
the application category.

Even though the model is similar, the added control constraint of mandatory expediting
brings additional complexity to the solution structure, and a careful treatment is required.

For instance, because of the expiry dates, we have to keep track of the ages of all outstanding
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orders, which means many more dimensions in the state space. To cope with the increased
state space dimensionality, we have to restructure the state space. To optimally capture
control with the expiry dates, the control scheme is much more sophisticated.

Our contributions in this chapter are three-fold. First, this is the first work considering
expiry dates in a stochastic lead time setting, not to mention expediting. Second, the
optimal policy for sequential systems is obtained, and it shows a simple structure. The
optimal policy for expediting is again a variant of the base stock policy, and it identifies a
number of base stock levels. Finally, we show that if the expiry dates approach to infinity,
the optimal control policy converges to the optimal control policy with no expiry presented
in Chapter 3.

In Section 5.2, we describe the model. Sequential systems are defined in Section 5.3.

Optimal policies are derived and illustrated in Section 5.4.

Literature review for raw materials with expiry

There are two major directions of the literature that consider both the expiry dates and
the exact optimal policies. One thread considers deterministic expiry dates and the other
considers random expiry dates. Most of the random expiry models consider continuous
review, and we refer to Nahmias (1982) for a complete review. For models with deterministic
expiry dates and periodic review, there are only a few notable works. For convenience, let
us denote the expiry dates on shelf (shelf life) by m, and the lead time by I.

The model with arbitrary deterministic m > 1 and | =0, where unmet demand is
backlogged, is studied by Nahmias (1975) and Fries (1975) independently. These works are
analytical, and they found that the optimal policy is complex, and depends on the initial
amount of stock at time period 1. Nahmias (1975) is reviewed in Chapter 1.

On the other hand, the model with m = 2 and arbitrary deterministic [ > 0, where unmet
demand is lost, is studied by Williams and Patuwo (1999). Their work is computational,
and also shows that the optimal policy is complex.

All other documents consider special cases either of Nahmias (1975), Fries (1975) , or
Williams and Patuwo (1999). For approximation models, we also refer to Nahmias (1982).
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5.2 Model Statement

Consider the stochastic lead time model with Assumptions 1 and 2 from Chapter 3, where
we add an additional constraint on the control space: if an order is not delivered within
R time periods, then the manufacturer must expedite it. This process is called mandatory
expediting.

Mandatory expediting happens at the end of a time period after the stochastic regular
movements occurs. Therefore, the mandatory expediting cost depends on the realization
of the regular movements at that time period. For instance, if an order about to expire
is delivered to the manufacturing facility by the regular movements, we do not have to
mandatorily expedite it. The sequence of other events in a time period is the same as in

Chapter 3, and it is shown in Figure 5-1.

Occurrence of

Arrival o; regular movements | \jangatory
expedite : - expediting
orders Holding/backlogging
cost accounted
t t+1
o e t>
B % ~ e Time line
. Demand realization
Einic : Realization of Win W
Observation (Movement pattern
(RFID) determined)

Decision Making
(regular/expedited)

Figure 5-1: Sequence of events

Let us call the order that has j remaining time periods until mandatory expediting as a
stage j order: stage = R-age. In an installation, there can be multiple outstanding orders

with different stages. We express the state by stage inventory level and location as
(vo, 1, ,YR-1,l1, 12, ,IR-1),

where vg is the inventory at the manufacturing facility, vj, j > 0, is the amount of the stock
at stage j, and [; is the corresponding physical location. Note that an order at stage j can
have at most one location. If there is no order at stage j, then we assume v; = 0,1; = 0.

Therefore, installation [; contains the order at stage j. We define lo =0, lp = K, and vg as
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the amount of fresh order. In Figure 5-2, we show physical installations with age bins. On

the other hand, in Figure 5-3, we show stage inventory level and location representation. For

E ‘ Manufacturing

R bins R-1 bins R-1 bins R-1 bins facility

Figure 5-2: Physical installations with age bins

State variables:
—order amount v;
-physical location I, vy, 1)) (v, I;) (v, 1) Vg bapd Do )

Figure 5-3: Stage inventory level and location representation

notational convenience, let ¥; = (vi,Vit1,Vit2, -+ ,VR-1) and l; = (l;,lit1,liy2, -+ ,lr—1).

Then, the state can be written compactly as
('UO, 1—)1 ) l_l ) .

Note that if v; > 0 for 4 > 0, then [; must be positive as well. Let us denote by N.S; the next
state from the current state 4; = (z*~1,0°"1,;, 001, [;) for 1 <4 < R—1 under expediting

only from stage <.

5.3 Sequential Systems

Let us denote by [(l;, W) the lead time without mandatory order expediting at installation
l;. Also, let us denote by 1(4, l;, W) the lead time with mandatory expediting of the order
at stage j, installation [;. Note that 1(4,1;,W) < j and 1(4,1;, W) < I(l;, W). The follow-
ing theorem states that expiry dates on outstanding orders work favorably with regard to
sequential systems. The added order expiry constraint puts an additional incentive to expe-

dite from the lowest nonempty installation, which is essentially the definition of sequential

systems.

Theorem 8. Sequential systems without the expiry constraint remain sequential after im-

posing expiry of any length on orders in transit.
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Proof. Consider two nonempty stages 4 and j, ¢ > j, which contain unit; and unit;, respec-

tively. We compare the following two strategies.

o Strategy 1: Expedite unit; from stage j, and then expedite unit; after (realized)
1(4,1;,w) time periods from the corresponding position. This strategy is feasible by
keeping track of the position of a fictitious unit in stage j, since it takes (realized)
l_(j,lj,w) time periods for the fictitious unit to arrive at the manufacturing facility.

The expected cost of strategy 1 is d;;, + E [dM,-(,-,lj,W) (l,-,W)]'

o Strategy 2: Expedite unit;, and then do not do anything on unit; except mandatory

expediting.

Expected cost of strategy 2 is di, + Eld, 1., W ,W)]'

In a sequential systems, we have

dy, + E[d |>dy, +E[d (5.1)

Ml_(j:'j»W)(lj,W) Ml-(j"j’w)(li,W)]'

In Assumption 3 of Chapter 3, we require d; — E[dy;w)] > di-1 — Eldag(i—1,w)] for all 4,
where dp = 0. From Lemma 6 of Chapter 3, we have d; — d; > E[dpn(;w) — dyn(jw)), for
any % and j, 7 > j, and n > 1. Since M(-) is defined independently from the expiry date of
R time periods, the same result as Lemma 6 holds true. The condition (5.1) for sequential

systems is obtained by considering n = [(j,1;,w). The proof is completed. O

As a result, for 1 < j < R, let th () be the optimal cost-to-go that can be achieved by
a restricted control space, in which expediting from stage j+1,j +2,--- , R in time period

t is not allowed. For a sequential system, we have

Jt(’Uo, ’171,l_1) = min{Jtl(IBO, 0, l_l),
d vy + J2(21,0,59,0,5),

di,v1 + dyv2 + Jf(xz, (_)2,’!73, (-]2, l_3), (5.2)

R-1
3 dyvi + IR, 071,001,

i=1
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where

Jtl(xoﬂ_)la l_l) = omin {dll (yl - mO) + c(z - xR_l) + L(yl)
z®<y1 <zt

z>zR-1 (53)
+ Eldua,w)l(z' — v1) + E[Jer1(NS1)]},

and
B0, 07 ) = min {di (- 2'7) + ez = 277) + L(ws)
T <y <z!
e>ah L (5.4)
+ E[J;1(NS;)]},
for i > 1.

5.4 Optimal Policies for Sequential Systems

In this section, we focus on identifying optimal policies for sequential systems with order
expiry.
5.4.1 Preliminaries

To facilitate the analysis of the system dynamics, let us define the following set of proba-

bilities:
o p(l;) = prob(M(l;, W) > 0), and
o p(li,liv1) = prob(M(l;, W) =0 and M(l;41, W) > 0) for all 4.

Note that p(-)’s are deterministic functions, and if {; = l;11, then p(l;,l;+1) = 0. We first

present the following lemma.
Lemma 15. We have p(l;) + p(l;,lit+1) = p(lix1), for all i.

Proof. By assumption, regular orders do not cross in time. Since p(l;) = prob(M(l;, W) >
0) = prob(M (I;, W) > 0 and M (li11, W) > 0), we have p(l;) + p(li, li+1) = prob(M (l;, W) >
0 and M (lit1, W) > 0) + prob(M(l;, W) =0 and M (l;+1, W) > 0) = prob(M (li+1, W) > 0)
= p(li+1) for all ¢ and any value of [;. O
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For ease of exposition, let M(l;, W) = (M (l;, W), M(liz1, W), --- , M(lg, W)).
The future cost in (5.4), which corresponds to the state (z*~1,0¢71,%;,0:"1,1;) of the

current time period, is

E[J141(NS:)] = p(li) E[Je41(yi — D, 0772, 2% — i, Big1,w, 072, M(T;, W))| M (l;, W) > 0]
+ p(li lit1) E[Jeq1(2* — D, 0, 0501, u, 07, M(Tiga, W) M (liz1, W) > 0]
+ (i1, liv2) E[Jp1 (21! — D, 0, By, u, 0F, M (T2, W) | M (L2, W) > 0]

+ p(ta-1, LR) Bl (771 = D,07°2,u,0%7%, M(ip, W))|M(ig, W) > O
+ (1 - p(lR))E[Jt+l(z - -Da ()R——I’GR_I)],
(5.5)

where u is the regular ordering amount: i.e. u = z—z®~1. Note the conditional expectations

in (5.5). Let us define the following recursive functions:

fra(y1, ) = dyy + L(y1) ~ p(l) Eldaeqy, wy (2 — D)|M (1, W) > 0]
= d;, ) + L(y1) — Eldyq,,wy(y1 — D)), and
fir(i, 1) = dyys + L(ys) + p(li)E[Sil—l,t+1(yi =D, M(l;, W))|M(l;, W) > 0]
= di,yi + L(y:) + E[Si_1 441 (s — D, M(I;, W))], for i > 1.

Let us also define

Sie(l) = (L) E[Si-1,001 (ML, W) M (L, W) > 0] + ai ¢ (1)
= B[S} 1441 (M1, W))] + a3 (1),
S,-l’t(xi_l, L) = g,-,t(z"“l, L) —dyzt!
S2,(", 1) = hyg(z', b)) — L(z*) + p(l) Eldaggy wy| M (11, W) > 0]zt
= hyg(a', 1) — L(z") + Eldprq, w))z", and
53, ) = hig(a', L) — L(2*) + p(L) E[STy 441 (& — D, M(1;, W))| M (1:, W) > 0]
= hig(z*, ;) — L(z%) + E[Sf_l’t_,_l(m" — D, M(l;, W))],
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for 1 <i< R—1,and 8,(-) = S§,(-) = S&,(-) = 0 for all ¢, and S () = Stpa () =

2
82741(-) = Ofor all i. Here, a4, gi:, and h; are defined according to Lemma 8 with respect

to fiz- This lemma is applied for any fixed l; and thus g;; and h;; depend on I;, while a;;
now becomes a function of /;. Starting from the last time period 7, functions f;; and Sf :
can be obtained recursively. It is easy to check for all 4 and ¢ that f;+(y;, ;) is convex in y;
for a given /; if the system is sequential. Also, Sgt(li) + S},t(x, L)+ Sf’t(m, l;) = 0 for every
z and I;.

Let us denote by y;,(l;) a minimizer of f;+(y;,l:): yi,(li) € argminy, fis(y;, ;). The

following theorem is an important property of f;+(y:,!;) for sequential systems.

Theorem 9. For sequential systems, the following holds true.

a. For any given j, y;,(j) is nonincreasing in i.

b. For any given i, y;“,t(j) s nonincreasing in j.

Proof. In this proof, we use Lemmas 17, 18, 19, and 20 from Appendix. Let us first consider

part (a). We first rewrite

F1e(w1,5) = djy1 + L(w1) — Eldywylyn + Elduw) Dl
= (dj — Eldygw)Dy1 + L) + Eldp(iw) D),

and

fit@i, ) = djyi + L(ys) + E[SL ) 141 (v — D, M(§, W))]
= djyi + L(:) + Elgi-1,4+1(y; — D, M (5, W)) — dpg(j,wy(yi — D)]
= (dj — Eldmgw)D¥i + L(%:) + Elgi-1,44+1 (s — D, M (3, W))]
+ Eldum(w) D),

for 2 > 1. Also,

fir1,t(Wir1,3) = (dj — Eldpw)))¥ie1 + L(%is1) + Elgit1Wiv1 — D, MG, W))]
+ E[dM(j,W)D].

We prove that 0f;:(y,7) < 0fitv14(y,j) for all j. We use induction on t. The base case is
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when t = T where fir(y,J) = forr7(3) = djy + L(y) for all i. Assuming 8fiz41(s,7) <
Ofix1441(y,j) for a fixed ¢ < T, we obtain dgit+1(y,J) < 8git1t+1(y,J). Therefore, we
have Of;+(y,J) < 0fi+14(y,5), and y;4(5) > y¥;1,(4). The proof of part (a) is completed.

Next, we prove part (b) that 0f;:(y,7) < 0fi+(y,j+1) for all i. We use induction on ¢.
The base case is when t = T, where f; 7(y, j) = d;y+ L(y). Therefore, we have 8f; r(y, j) <
Ofir(y,j+1) for all i due to dj < dj;;1. Now assume 8f;111(y,7) < 8fisr1(y,j+1) for all
i and a fixed t < T. We have

fit(y,5) = (dj — Eldmiw)))y + L(y) + Elgi-1,4+1(y — D, M(§, W))] + Eldps(jw) D],
fir(y, 5 +1) = (dj+1 — Eldp1,w))y + L(y) + Elgi-1041(y — D, M (5 + 1, W))]

+ Eldp(+1,w) D).

Because of the induction hypothesis and the definition of sequential systems, we have
0fit(y,§) < Ofiz(y,j+1) and thus y;,(j) > y;;(5+1). Note that M (j,w) < M(j+1,w) for
any realization of w of W, and the monotonicity of 8¢;_1 41 in the second variable follows
from the induction hypothesis on 0f;_1¢41. In other words, if 8f;_1++1 is monotone in the

second variable then 0g;—1¢41 is also monotone. The proof is completed. |

The following lemma is used later in the proof of the optimal policy.

Lemma 16. For such j and w € W that M(j,w) > 0, p(j)S?_lyt(w,M(j, w)) + git(x,5) is

K

convez in x for all i.

Proof. We prove the convexity of

git(2,3) + p(§)SE_14(z, M (j, w))
= git(z, ) + p(F){hi—14(z, M(j,w)) — L(z) (5.6)
+ p(M (3, w))E[S?_3 411 (z — D, M?(j, W))|M?(j, W) > 0]},

for all w. We use induction. The base case of t = T'+ 1 is obvious. We assume convexity at
t+1 as the induction hypothesis. First, we show convexity of (5.6) when z < y},(M(j,w))

and z > y;”t(j).

e When z < yi,(M(j,w)), we have h_1¢(z, M(j,w)) = fi—1:(z, M(j,w))—ai—1:(M(j,w)) =
dM(w)T+L(x)+p(M(J,w)) E[S]_ ;11 (x—D, M2(§, W))|M2(j, W) > 0]—a;_1,:(M(j, w)).
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By using the fact that S'(z, j) + S%(x,j) = —S°(j), it is easy to see that g; 4(z,j) +
P(§)S?_1 4(z, M(j,w)) is convex in z for z < yf (M (j, w)).

e When z > y7,(j), we have g; +(z,5) = fis(2,5)—ais(j) = djx+L(:c)+p(j)E[S}_11t+1(a:—
D, M(j,w))] — aiz(j). Since Sil—l,t+1(x — D, M(j,w)) = gi-1t4+1(xz — D, M(j,w)) —
dpt(jw)(z—D), and p(M (j, w)) E[S} 3 441 (z—D, M2(j, W))|[M?(j, W) > O+gi-1,041 (2~
D, M(j,w)) is convex by induction hypothesis, it is also easy to see convexity for
z >y, (5)-
Since y}4(5) < y5:(M(j,w)), we consider the following two cases: y;,(j) < yi;(M(j,w)) and
¥i:(7) = yi (MG, w)). If yi(4) < y5:(M(4,w)), then g;s(z,3) +P(J')S?—1,t($, M(j,w)) is

convex since it is convex for two partially overlapping intervals. Otherwise, if y* = Yit () =

yf,t(M(j, w)), then

9i4(z, 5) + P()SL_1,4(w, M(j,w))
= 6i4(2,) + PUN{~L(z) + p(M(j, w) E[S} 3441 (z — D, M*(5, W))|M?(5, W) > 0]}

for z > y*, and

gi,t(x7j) +p(j)S'i2—1,t(xaM(ja ’LU))
= p(j){hi—l,t($7M(j’ w)) - L(.'I}) +p(M(j,w))E[Si2—2,t+l($ - D’ Mz(j7 W))le(Ja W) > 0]}

for £ < y*. Given the convexity of the function for each interval and the convexity of
git(z, 7)+p(j)hi—1,(z, M(j,w)), we conclude that g; ;(z, j)+p(j)Si2_1’t(x, M((j,w)) is convex

also in this case. O

5.4.2 Optimal Policies

For sequential systems we have the following theorem, which is the key result in this chapter.

Theorem 10. a. The base stock policy with respect to the corresponding echelon stock x*~!
is optimal for expediting from stage i. Also, the base stock policy with respect to the

R-1

inventory position x is optimal for regular ordering.

b. Function p(Ir)E[S%_, (z — D, M(lg,w))|M(Ir,w) > 0] + E[J;(z — D,0%~1,08-1)] is

conver in z.
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c. For1<i<R—1, we have Jy(z" 1,01, 5, 071, ;) — Ji(at, 0, Biia, 0%, Liga) = S, () +
Sti(@ 1 1) + S2, (24, ;).

Proof. We prove parts (a), (b), and, (c) concurrently by induction on ¢. In the base case

t = T + 1, the optimal expediting and regular ordering policies are null. Also (b) and (c)

hold obviously when ¢t =T + 1. Now we proceed to the induction step.

We prove that part (a) holds at time period t. First consider (5.5). By repeatedly
applying part (c) with time period ¢ + 1, which holds by the induction hypothesis, we have

E[Jex1(NS)] = p(li) E[SP- 1,040 (M (L, W) + Sy 441 (%6 — D, M (1, W)
+ 821 1(z* — D, M (L, W) | M (L, W) > 0]
+ -+ terms of only state variables ---
+ p(lR) E[Jiz1 (xR~ — D,0%72, 4,072, M (i, W))|M(lp, W) > 0]
+ (1 - p(ir)) E[Jr41(z — D, 071,071,

where Lemma 15 is used. This is again rearranged to the following by using part (c):

E[Jir1(NS;)] = p(l) E[Si-1,4.41 (M Ui, W)) + Sy 441 (4 — D, M(Li, W)
+ 57141 (2" = D, M(Li, W))[M (I, W) > 0]
+ - -- terms of only state variables - --
+P(IR) E[S%-1,41(M (IR, W) + Sh_1,441(c" " — D, M(Ir, W))
+ S%_1441(2 — D, M(Ig, W))|M(ig, W) > 0] + E[Jp41(z — D, 0%, 0% 1))

Let us denote by OT the terms that contain only state variables. Then,

E[Ji+1(NS;)] = p() E[SL1 411 (vs — D, M(li, W))| M (I;, W) > 0]
+ p(lR)E[S?%—l,t+1 (z— D,M(lr,W))|M (g, W) > (] (5.7)
+ E[Jiza(z — D, 071,081 + OT.
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Plugging (5.7) into (5.3) and (5.4) yields
Ji(z1, 007, 5;, 0L, 1) = zi—IIIéLI:Sxi fir(yi, i)

+ min {cz + p(IR)E[S}_1441(2 — D, M(Ir,W))| M (I, W) > 0]

z2xh—

+ E[Jiy1(z — D071, 081} + OT,

(5.8)
for i < R. For i = R, we have
R(. . R-1 fR—1 fR—1y _ :
']t (117 70 ’O ) - mR_EIE?RSZ{fR,t(yRy lR) +cz
+p(IR)E[Sk-1441(2 — D, M(lr, W))|M (I, W) > 0]
+ B[22 — D, 071,07} (5.9)
+p(IR)E[SE1,441(M(Ir, W))|IM (I, W) > 0]
— le:rR"l — czf-L.
Note that I[r = K. By applying Lemma 9 from Chapter 3, we have
JE(zR1, 081,08 = min {hgpy(z,Ig) + cz
gR-1 <z
+ p(IR)E[S%1 441(2 — D, M(Ig, W))IM (I, W) > (]
+ E[Ji41(z — D,0R"1,0%71)]} + ag,(iR) (5.10)
+ P(IR) E[S-1,441(M (IR, W))| M (Ir, W) > 0]
+ gR,t(xR_l, lR) - lexR—l - ch_la
which is equal to
JE(R1,0771 0% 1) = min {hr(z,lR) + cz
xR—lsz
+ P(R)E(Sh 1041 (2 = D, M(In, W) M(1p,W) > 0] (511)

+ E[Jen1(z — D, 071,071} — SR, (aR 1, 1g) — e

Therefore, optimal expediting follows the base stock policy from (5.9) with the base stock

level given by

min it(Yi, b))
il fit(yi, i)
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The optimal regular ordering policy is the base stock policy with the base stock level z*

determined from (5.11) by

ggizll_l{hR,t(z: IR) + ¢z + p(IR) E[Sh_1441(2 — D, M(Ir, W))|M(ip, W) > 0]

z

+ E[Jyy1(z — D,0%1,08-1))},

for any 4. Since p(ig) E[S% —1441(2=D, M(Ig,W))|M(Ig,W) > 0]+E[Ji41(z—D,0%~1,07-1)]

is convex by the induction hypothesis of part (b), the optimal regular ordering policy is well

defined. Note that we use (5.11) instead of (5.8) in determining the optimal regular ordering

quantity by the same reason as in Chapter 3. This completes the induction step of part (a).
Next, we prove that part (b) holds at time period ¢. Adding

p(lR)E[SZ —l,t(xR—la M(lR7 W))IM(ZR’ W)) > 0]
to both sides of (5.10), we have
P(IR)E[S}_14(="1, M(Ir, W))|M (Ir, W)) > 0] + JF(zR~1, 071, 087Y)

= ngr-lilllz{hR’t(z’ IR) + cz + p(IR)E(Sh_1,441(z — D, M(lg, W))|M(Ig, W) > 0]

+ Jiy1(z — D, 071,071} + p(IR) E[S% 1,041 (M (g, W)) | M (IR, W) > 0]
+ gr(z™ 1, 1R) + P(IR)E[SE_1 4 (z®71, M (1, W))|M (g, W)) > (]

+aprs(lr) — le:cR“l — BT,

By the induction hypothesis, p(lﬁg)E[S’%{_l’tJrl (z— D, M(lr,w))|M(lg,w) > 0]+ E[Jey1(2 —
D,0%-1,08-1)] is convex in z. Therefore,

min {hrt(z,Ig) +cz+ p(lR)E[S?{_l’t_H(z —D,M(lg, W))|M(lg, W) > 0]

zR-1<z

+ Jt+1 (Z - D, (_)R_l, (_)R—l)]}

is convex in zR~1. Also, grs(zF~1,1R) +p(lR)E[S’%Z_Lt(xR_l,M(lR,W))IM(lR,W)) > 0]

is convex in %! by Lemma 16. All the other terms are either constant or linear in z®1.
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Therefore,
PUR)E[S}-1 441 (@™, M(Ir, W) M (Ir, W)) > 0] + JfR (271,071, 077Y)

is convex in 771, and the proof of part (b) is completed.

It remains to prove part (c). Consider the following two states: A; = (z*~1, 071, %;, 001, ;)
and A;41 = (2%, 0%, 5111, 0%, 1;11). Because of the sequential property of the system, we have
to first expedite from stage ¢ according to the base stock policy of part (a).

We now examine the following three cases for i = 1. Note that NS; and NS, are the

same when we only expedite from stage 1, because of mandatory expediting.

Case 1. Let first y(l1) < z°. In this case, no expediting is necessary for both A; and A,.

Because of mandatory expediting with probability p(l;), we have

Ji(A1) = L(2°) + p(h) Eldar gy w | M (I, W) > 0](z — 2°)
+ min {c(z - z%71) + E[Joa (N S1)]}
and
Ji(A2) = L(z') + _min {elz =2 + ElJn (N S)]}.
Thus, J;(A1) ~ Ji(Az2) = L(z°) + p(l) Eldp,,w) | M (1, W) > 0)(z? — 20) — L(a?).
Case 2. If 2° < y3(l;) < z!, we have
Je(Ar) = dy, (y5 () — 2°) + L(yi (W) + p(L) Eldpgy wy | M (1, W) > 0)(z* — y7(l1))
+ Z;I;m;l_l{c(z — ) + E[Jea (N S)]}

and

JAs) = L)+ _min {e(z - 27) + Bl (V).

Thus,

Ji(A1) — Ji(A2) = di, (47 () — 2°) + L(y} (i)
+ p(l) Eldy gy, w)| M (1, W) > 0)(z* — y3(lh)) — L(z").
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Case 3. Finally, let y}(l1) > z'. In this case, we have to expedite everything in stage 1,
thus Jt(Al) — Jt(Az) = dll (.’I)l — .’I:O).

The three cases can be summarized as

Ji(A1) — Je(A2) = a1,4(l1) + g1,4(z%, 1) + h1g(zt, lh)
— di,2° + p(l) Eldpqyw)| M (1, W) > 0)z* — L(z?)

= 504(l) + S14(2% k) + ST (", ).

Next, consider the following three cases for ¢ > 1.

Case 1. Let y7(I;) < '™, and thus no expediting is necessary for both A; and A;;. There-
fore J;(A;) = L(z*™!) + min, 5 r-1{c(z — 2771) + E[Jp41(NS:)]} and Jy(Ait1) =
L(z*)+min,> r-1{c(z—z""1)+ E[J;41(N Si41)]}. Let us examine NS; by replacing
y; with z°~1 in (5.5). We obtain

E[Ji41(NS;)]
= p(Li) B[Sty 441 (M{L;, W)) + SL; 111 (z*" = D, M(I;, W))
+ 87 1 441(2" = D, M(Li, W) | M (L, W) > 0]
+ (p(l;) + p(liy 1)) E[Je41(2® — D, 07, Bia, w, 071, M (i1, W) M (L1, W) > 0]
+ p(lit1, lig2) E[Jer1 (™! — D, 0%, Biy2,u, 0%, M (liya, W)) | M (liy2, W) > 0]

+ (1~ p(ir) ElJt41(2 — D, 0771, 07)]

= p(L)E[S}-1 441 (M (1;, W) + 5'1—1,1t+1(37i_l - D,M(l;, W)
+ 52141 (af — D, ML, W) | ML, W) > 0]
+ p(lin1) E[Js1 (2 — D, 07, Bi41,u, 071, M(liya, W) | M (liga, W) > 0]
+ p(lis1, liv2) ElJeqa (&' — D, 0%, Biya, u, 0, M (Ti32, W))| M (liy2, W) > 0]

+ (1= p(R)E[Jes1(2 — D,071, 0771,

where we applied Lemma 15.

85



Therefore, we have

E[Ji41(NS;)] = E[Ji41(NSig1)] = p(L) E[S)_1 111 (M (1;, W)
+ Sil—l,t+1($i_1 — D, M(l;, W)) + S?—l,tﬂ(xi — D, M(l;, W))|M(l;, W) > 0].

Thus,

Ji(As) = J(Aipr) = L(z'™1) — L(a?) + p(L)B[S] 1 g1 (M (L, W)
+ Sil-—l,t+l(xi_1 - D, M(l;, W)) + Si2~l,t+1($i — D, M(l;, W))|M(l;, W) > 0].

Case 2. If 27! < y*(I;) < z¢, we obtain
TA) = dy (47 () = =) + LI W) +_min {elz —o*) + Elhua (NS}
and
Ji(Aiy1) = L(z) + zgi}g ez =2 + BT (NSi))}-
Similarly to the previous case, we have

E[Je11(NS)) = E[Jex1(NSi1)] = p(l) E[S]_1 1 (M (L;, W)
+ S 1 (wi(l) = D, M1, W) + Sy 4 (28 = D, M (L, W) M (1, W) > 0].

Therefore,

Je(Ar) = Ji(As) = di, (yf (1) — 1) + Ly (1) — L) + p(L) E[SYy 1 (M(1;, W)
+ S}—l,t+1(yi(li) - D’ M(liv W)) + Si2—1,t+1(xi - Da M(lza W))IM(ZM W) > O]

Case 3. If yi(I;) > ', then we simply have J;(A;) — Jy(As) = di, (z* — 2~ 1).
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The three cases can be summarized as

Ji(Ai) — Je(Air1) = aig(ls) + gig(@*1, 1) + hig(2%, 1) — djat~ — L(z?)
+p(L)E[S)_1 411 (M (1, W)
+ 87 1 g1z — D, M (L, W) | M (I, W) > 0]

= Sp(l) + Sk kL) + S%,t(mi, L)
The proof of part (c) is thus completed. O

5.4.3 Illustration of the Optimal Policy

Part (a) of Theorem 10 says that the optimal regular ordering policy follows the base
stock policy with respect to the inventory position. Compared to the result in Chapter
3, though the base stock level is different, the optimal regular ordering policy remains the
same regardless of mandatory expediting. However, the optimal expediting policy is quite
different with the introduction of mandatory expediting. We explain the optimal expediting
policy described in Theorems 9 and 10 through the following illustration.

Part (a) of Theorem 9 states that there is monotonicity of expediting base stock levels

across installations for the same age bins; see Figure 5-4.

Yr—2(1)

K Base Stock Levels:

Yh-o K —2)

Yr—a(K) Up_o(K —1)

ing facility

R bins R-1 bins R-1 bins R-1 bins

Figure 5-4: Monotonicity across installations of the same age

On the other hand, part (b) of Theorem 9 states that there is monotonicity of expediting
base stock levels across all age bins in an installation; see Figure 5-5.
Considering both parts of Theorem 9, we do not have overall monotonic base stock

levels for expediting as shown in Figure 5-6. At first, it appears that this nonmonotonicity
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wn(i

R-1 Base Stock Levels:

i)

oy Yot

Figure 5-5: Monotonicity within an installation

contradicts the definition of sequential systems or Theorem 8, since order crossing in time

might happen for expedited orders. However, if we consider only the expediting base stock

(R-1)K+1 Base Stock Levels: \.—~"/

Manufacturing facility
R bins R-1 bins R-1 bins R-1 bins

Figure 5-6: Non-monotonicity considering all age bins in all installations

levels for nonempty age bins in all installations, then it becomes obvious that order crossing
does not happen for sequential systems, and hence there is no contradiction. The reason is
the following. Since Assumption 1 guarantees that regular movements do not cross in time,
an order that is placed earlier should be closer to the manufacturing facility. Therefore, parts
(a) and (b) of Theorem 9 combined indicate that there is monotonicity of the expediting
base stock levels for nonempty age bins at any moment, as shown in Figure 5-7.

Finally, monotonicity of the base stock levels for nonempty age bins and part (a) of
Theorem 10 reveal the simple structure of the optimal expediting policy for sequential
systems as follows. The echelon stock is nondecreasing as the age bin gets farther away
from the manufacturing facility, since it is the sum of nonnegative numbers. At the same
time we have monotonicity of the expediting base stock levels. Therefore, there can be at
most one intersection point between the echelon stock and the base stock level profiles. Part

(a) of Theorem 10 implies to expedite everything up to this intersection; see Figure 5-8.
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Figure 5-7: Monotonicity of nonempty age bins in all installations
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Echelon™ ~ o Everything
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Figure 5-8: The simple structure of the optimal expediting policy

As the expiry date increases to infinity, the optimal expediting policy just illustrated
converges to the optimal expediting policy in Chapter 3. This is due to the fact that the
expediting base stock levels are getting closer to each other as the expiry date increases, and
they eventually converge to a single value for each installation. After all, we have only the
same number of unique expediting base stock levels as the number of installations. Since
they are monotonic, we have the optimal expediting policy as described in Chapter 3. In
this sense, the model with expiry dates is the most general model among those discussed in

this thesis.
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Chapter 6

Conclusion

In order to have competitive advantage, a supply chain must be agile in responding to
short-term changes in demand or supply. In this research, we focus at an operational
process to increase the agility of complex supply chains. In particular, we utilize a premium
transportation method, i.e. by air, in addition to a normal transportation method, i.e. by
ground. When high uncertainties in lead time and demand occur, expediting outstanding
orders by air can be a viable option for many companies. Through expediting, a firm can
reduce excessive backlogging costs as well as excessive holding costs in facing uncertainties
associated with demand and lead time. However, a lower operational cost can be achieved
only by wisely utilizing the expediting option. Thus the main goal of this research is to find

the optimal policy of expediting and regular ordering.

Deterministic Lead Time Model

In Chapter 2, we study the optimal regular ordering and expediting policy for a single-
item, periodic-review inventory system with a deterministic lead time. We consider the
deterministic lead time model since it forms a good starting point to study the stochastic
lead time model presented in later chapters. We introduce the concept of sequential systems,
and find an optimal policy of expediting and regular ordering for such systems. The analysis
is possible since sequential systems do not allow order crossing in time under optimal control.
Sequential systems are easily identifiable using the expediting costs.

The optimal regular ordering policy for sequential systems is the base stock policy with

respect to the echelon inventory zZ~1, and the structure of the optimal expediting policy
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is to expedite everything up to a certain installation, partially from the next installation
according to the corresponding base stock level, and nothing beyond. This optimal policy
is simple and thus easy to implement. The corresponding base stock levels are defined
recursively and are easily computable. Our mathematical approach is novel, and it shows

decomposability of the optimal cost-to-go.

Stochastic Lead Time Model

We extend the deterministic lead time model in Chapter 3. In particular, we derive the opti-
mal policy for expediting and regular ordering of a stochastic lead time model with multiple
intermediate installations. Since in general the model exhibits complex and nonintuitive
policies, we again confine our interest to a class of sequential systems defined by conditions
on expediting costs and movement patterns of regular orders. In sequential systems, regular
as well as expedited orders do not cross in time. The concept of sequential systems is more
general than the corresponding concept in Chapter 2. For sequential systems, the optimal
policy for regular ordering is the base stock policy with respect to the inventory position,
and the optimal policy for expediting from an installation is the base stock policy with
respect to the echelon stock of the downstream installations.

Song and Zipkin (1996) find that the optimal regular ordering policy does not require
any state variable information, and that the only relevant information is inventory position
and the lead time distribution. Our results indicate that the optimal regular ordering policy
as well as expediting requires the state information, since expediting and regular ordering
have to be considered concurrently. In other words, the stochastic movement of regular
orders in our model requires new information systems to capture the state information to
enable optimal expediting decision making. RFID due to its relatively low deployment and
maintenance cost can be used for this purpose. Without expediting, RFID, according to
the result by Song and Zipkin (1996), does not bring additional value to inventory control.
This is a clear confirmation that the value of RFID (or information in a broader sense)
comes with new processes such as expediting. We need to actively use new information to
unveil additional benefits, and this should be done through quantitative analysis as Lee and

Ozer (2007) also assert.
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Non-Sequential Systems

The optimal policy of expediting and regular ordering are derived in Chapters 2 and 3 for
sequential systems. However, in practice there are many supply chains that are not sequen-
tial. In Chapter 4, we study how to operate such nonsequential systems. For nonsequential
system, we argue that the optimal policy is complex even for a simple system with lead time
of two. The optimal regular ordering quantity as well as the optimai expediting quantity
are functions of the state variables.

In view of this, we propose the extended heuristic, which is a natural extension of the
optimal policy of sequential systems to nonsequential systems. The numerical study using
the derivative method for three-installation systems reveals that this heuristic exhibits good
performance for a much wider class of systems than the set of all sequential systems. More
specifically, the extended heuristic achieves a local optimum for systems with nondecreas-
ing expediting costs, which includes several practical systems. At the least, the extended
heuristic gives us a valuable guide on operating a nonsequential supply chain with expediting

options.

Raw Materials with an Expiry date

An extension to the stochastic lead time model is presented in Chapter 5. We again study
supply chains with a supplier and a manufacturing facility. However, the outstanding
orders are perishable and thus have to be expedited within finite time periods. In order
words, the outstanding orders have deterministic expiry dates. The introduction of expiry
dates imposes an additional constraint, mandatory expediting, on the control space that the
outstanding orders close to the expiry date have to be expedited in order to avoid scrapping,
i.e., spoilage.

We derive the optimal policy for expediting and regular ordering for sequential systems.
The mandatory expediting brings several changes to the optimal expediting policy, while
the optimal regular ordering policy remains similar. The optimal expediting policy identifies
a number of expediting base stock levels, which are monotonic only for nonempty age bins
across all installations. Because of this monotonicity, the optimal expediting policy is again
simple and well-structured. We note that the optimal expediting policy with mandatory

expediting converges to the optimal expediting policy without mandatory expediting as the
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expiry date increases to infinity.

Future Research

An important but unaddressed situation in our research is the expiry constraint within the
manufacturing facility. In the literature, this is also called shelf life. There is literature on
the shelf life of various models that have deterministic lead times. Our research focuses on
the stochastic lead time, and thus it is note overlapped with any previous work. We suggest
that one of the most important tasks in the future is to extend our results to include the
shelf life of the delivered orders in the manufacturing facility. Figure 6-1 summarized the

previous research and our future direction.

Shelf Life

Expiry on Delivery

At most 2
time periods

Multiple
time periods

Stochastic
Lead Time
. Williams and |
Nonzero Not meaningful Patuwo (1999)
Deterministic - Computational
Lead Time S
. Not Nahmias(1975),
Zero Not meaningful meaningfuf Fries (1975)
- Analytical

Figure 6-1: Future research

We do not think that this extension will be immediate, since the previous literature on
the shelf life suggests the complexity of the optimal policy. However, we believe that we
can have theoretical or practical solutions for this extension with the advancement of our

understanding in complex supply chain systems.
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Appendix A

Proofs and Additional Lemmas

Proof of Lemma 1. By adding

di —di_y > di_1—d;i_o

dio1—dig > di—p—di3

dijy1—~dij>2dij—dij_1,

we get d,;—-di._j > di-l—di—j—1- In turn, we obtain di—di_j > di—l_di—j—l > di_Q—di_j_Q >
-++ > dj — dp. Therefore d; — d;—; > d;, because dp = 0. O

Proof of Lemma 3. Part (a): We prove this by induction on i. fi x(z) is convex for all k,
so is Sll,k (z). Assume now that f;x(z) and S}’ ,(z) are convex for a fixed ¢ and all k. Then
fit14(z) and S} +1,(z) are convex for all k because each one of them is a sum of convex
functions.

Part (b): The proof is by induction on i. We have S(()’JC + Sé’k(w) + Sg’k(m) =0 for all £
by definition. Assume for a fixed i > 1 and for all k£ that S?——l,k + 51'1—1,k(5‘7) +82 4 (z)=0.
Then, by definitions

Stk + Sig(@) + S2p() = as e + Sy a1 + Gi k() — diz + hig(z) — L(x) + E[S?_1 4 11(x — D))
= fix(z) — diz — L(z) + S?—-l,k+1 + E[Sz'z—l,kﬂ(x ~ D) (A1)

= E[S?—-l,k+1 + Sil—l,k+1(33 - D)+ Sz‘2~1,k+1($ - D)]=0.
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In (A1), we use a;x + gi k() + hig(z) = Igm<1 fik(y) = fir(z). This completes the proof
TSYST
of this part.

Part (c): We first fix y and minimize over z as a function of y, then minimize over y.

We obtain
ymin {1(2) + 2(y)} = min{{ min f1(2)} + fa(y)}
= %E?{M +q1(b) + hi(y) + f2(v)} (A.2)
= a1 +g1(0) + min{hi ) + f2(9)},
where, in (A.2), we use Lemma 2. a

To prove Theorem 2, we first provide the following preliminary results. For a convex
function f : R — R, let 8f(z) be its subdifferential at z, which is a set. For two sets S; and
Sy, we denote §; < S5 if there exists s € So such that s; < sy for any s; € S7, and there
exists s; € S such that s; < sy for any s2 € Sp. The following lemmas can be proved by

using elementary techniques.

Lemma 17. Let fi and fo be convex functions. If 3fi(z) < Ofs(z) for all x € R, then
argmin fi(z) > arg min fo(x).
T T

Lemma 18. Let fi and fa be convez functions, and let g1 and g2 be their penalty functions

as in Lemma 2. If 0f1(x) < 8fa(z), then dg1(z) < Bga(z).

Lemma 19. Let fy, fo, fi, and fa be convez functions. If dfi(z) < 8fa(z) and 8f1(z) <
8f2(x), then 8{f1 + fo}(z) < 8{fa + fo}(2).

Lemma 20. Let fi and fao be convex functions, and let Fi(z) = E[fi(z — D)} and Fy(z) =
Elfa(z — D). If 8f1(z) < 0fa(x), then OF(z) < OFy(x).

Proof of Theorem 2. We prove part (a) of Theorem 2 by induction on k. We need to show
Ofik(y) < Ofir1x(y) for every y and ¢. Then the statement follows from the definition of
Y; 1 and Lemma 17. Note that from part (a) of Lemma 3, we know that f;; is convex. For
the base case (k = T'), we have 0f; 7(y) < 0fit1,7(y) for all ¢, because f; r(y) = d;y + L(y),

and d; is increasing in ¢ by Lemma 1. In the induction step, for a fixed &k +1 < T, assume

-
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that 0fi_1 k+1(y) < 0fik4+1(y) for all ¢ and y. We have

fik®) =diy + L(y) + E[S}_1 411 (y — D)]
= diy + L(y) + Elgi—144+1(y — D) — di-1(y — D)]
= (di — di-1)y + L(y) + El9i—1k+1(y — D)} + d;i—1 E[D],

and fiy14(y) = (dis1 — di)y + L(y) + Elgik+1(y — D) + di E[D].

Let us define M;(y) = (di+1 — d;)y + L(y) and G, x(y) = Elgix(y — D)]. Then f;r(y) =
M;_1(y) + Gic1k41(y) + dic1 E[D] and fiv14(y) = Mi(y) + Gig+1(y) + d;E[D]. From the
definition of sequential systems, Lemma 18, and Lemma 20, we obtain dM;_;(y) < IM;(y),
and 0G;_1 k+1(y) < 0G;+1(y) for all 5. Therefore, from Lemma 19, we get 0f;x(y) <
Ofiv1k(y) for all i. This completes the proof of part (a).

Now let us proceed to prove part (b) of Theorem 2. We prove by induction on i. When
i=1, qie(z) + Sg’k(az) = g1 k() is convex for all k, which corresponds to the base case.
Assume now that for a fixed ¢ > 2, g;_3 x(z) + Sf_2yk(a:) is convex for all k. Note that

Yir <y by part (a), and
9ik(z) + 871 () = gik(®) + hic1k(z) — L(z) + E[S7 3541 (z — D).

Recall that if z < y7;, then gik(z) =0, and if z > Yi_14> then hicip(z) =0 o<y,

then h;_q x(z) = fic1 k() — @1k, thus

hi1x(z) — L(z) + E[S’?—Q,k+l($ - D)]
=di1z + B[S} o5 11(z — D) — @1 + EIS; o 11(z — D)] (A3)
=0;-1T — Qi—1k T E[Sil—2,k+1(x - D)+ Si2—2,k+1(33 - D))

0
=di-1Z — Gi—1.k — Si_o k41>

which is clearly a convex function. On the other hand, if x > 47, , then g; 1 () = fir(z)—a; .

Thus,

gik(z) — L(z) + E[Sf—z,kﬂ(f{ - D))
=diz + E[Sil—l,k+1(’r —D)] —aix + E[Si2~2,k+1($ ~ D) (A4)

=diT — 0k + E[Sil——l,k+1(x - D)+ Si2—2,k+1<$ — D))
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is convex, because S!_ ;11 (2) + 57 5511 (%) = gio1h41(2) — dicaz + 8?5 jy1 () is convex
by the induction hypothesis.

To summarize, if z < y! ;,, then g;x(z) + Siz_l’k(x) = gix(z) + {hic1x(z) — L(z) +
E[Si2—2,k+1(x — D)]} is convex (see (A.3)). On the other hand, if z > yf;, then g;x(z) +
S?-1,k($) = hi—1x(x) + {gix(z) — L(z) + E[Sf_z’kﬂ(a: — D)]} is convex (see (A.4)). If
Yix < Yi_1x then gix(z)-+ 51'2—1, () is globally convex because it is convex for two partially
overlapping intervals, which are z < y;‘_Lk and ¢ > y;‘k

It remains to prove convexity when y7, = y; ;. In this case, again from (A.3) and

(A4), we get

hi—1j(z) = L(z) + B[S 1 (z = D))z <yiy = vy

gu(2) + 52 4(2) = ) e
gik(z) — L{z) + E[Si_z,k.;.](l' - D)] T2Y 1k = Yik

We already know that g;x(z) + S-Q_l,k(x) is convex on [~o0,y;;] and [y;;,00]. Since
gix is nondecreasing at y;" x» and h;_;x is nonincreasing at y;‘_lyk = y;k, it follows that
Ohi_1k(yfy) < 0gik(yfy)- In turn we get d{hi_1x(-) — L() + B[S} o511 (- — D)Huiy) <
Mgix(-) = L(-) + E[S?_3 k41 (- — D)]}(¥}1), which means global convexity. This completes

the proof. O

Proof of Lemma 5. Because y}; = argmin fik(y), we instead prove that f; x(y) and Sil’ ()
are all equal for 1 < ¢ < L and £ < T —i+ 1. We use induction on i. For the base case
i=1, fix(y) and Si,C (x) are independent of & by definition.

Now assume for a fixed ¢ > 1, that f;x(y) and S}’k(x) are independent of k for k <
T — i+ 1. Therefore Sil,k_,_](x) is independent of k for k+1 < T — i+ 1. Then fi114(y) =
di1y+ L(yi41) + E[SLiy1 (y— D)) is independent of k for k+1 < T—i+1 =T~ (i+1)+2.
In other words, f;11 x(y) is independent of k for k <T — (14 1) + 1. O

Proof of Lemma 6. The statement clearly holds when ¢ = j. By Assumption 3, for ¢ > j
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we have

di — di1 > Eldprwy — dar(i-1,w))

di-1 — di—2 > Eldpi—1,wy — dri—2,w))

djt1 ~d; > Eldy1,wy — duw))-

By summing the above inequalities we obtain d; — d; > E[ds; w) — da(j,w))- Assumption
1 ensures M (i, W) > M(j, W) for i > j, thus setting i = M (i,W) and j = M(j, W) and

taking expectation results in

Eldyaw) — dugwy) 2 Eldyawy) — S wy] = Eldavezaw) — dazgwy)-
Therefore,
di — d; > Eldyawy — duw) 2 Eldaeewy — duzgw)-
Note that M™(i, W) > M"(j, W) for every n, which follows from Assumption 1 and the

definition of M™. By applying the above relation repeatedly, we obtain

di — dj > Eldwy = dangm))s

which completes the proof. d
Proof of Lemma 7. Part (a): We have {w : M"(i,w) = 0} C {w : M"*1(i,w) = 0} since

an order can stay at installation O for one time period. From Assumption 2 it follows

1= Problusl {w: M"(i,w) =0}] = lim Prob[M"(i, W) =0].

n—oo

Part (b): Clearly ), Prob[M"(i, W) = k] =1 and by taking the limit we get

> lim Prob[M™(i,W) =k =1,
k

n—oo0
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or equivalently

1= Z lim Prob[M™(i,W) = k] + lim Prob[M"(i, W) = 0].
n—oo n—oo

k+£0

Since lim,, o Prob[M"(i,W) = 0] = 1 by part (a), we conclude that we have

Proof of Theorem 5. First, note Lemmas 17, 18, 19, and 20. We prove by induction on ¢
that df;+(y) < 8fit14(y) for every y and i. For the base case (t = T'), we have 0f; r(y) <
O fip1,r(y) for all ¢ because f; 7(y) = djy + L(y) and d; is nondecreasing in ¢ by Proposition
1. In the induction step, for a fixed t + 1 < T', we assume that 9f; 141(y) < 0fit1¢41(y) for

all 4 and y. We have

fit(y) = diy + L(y +E[SM1W)t+1(y D)]
= diy + L(y) + Elgmiw)t+1y — D) — dyawy(y — D))
= (di — Eldmaw)))y + L) + Elgme,w) 41y — D) + Eldaiwy) E[D], and

fir1e(y) = (div1 = Eldyr,w)D)y + L) + Elgra+1,w) 41y — D) + Elduma1,w)] E[D].

Note that 0[(di — Elda,w)))yl < 0[{di+1 — Eldpi+1,w)])y] by Assumption 3, and

0 Elgm,wyt+1(y — D)) < 0 Elgm(i+1,w),t+1(y — D)]

for all i since the induction assumption 0 fywys+1(y — D) < Ofm(ivr,w)e+1(y — D) is

equivalent to Ogas(;w)1+1(Y — D) < O0gpm(i+1,w),t+1(y — D). Therefore we get O0fix(y) <
Ofi+1x(y) for all i. The proof is thus completed. O

Proof of Lemma 10. The proof is by induction on t. In the base case ¢t = T we have

gi () + S'M(1 W) T 7(2) = gi7(2) + hpgwyr () — L(z). Consider the following two cases.

(Case 1) If z < Yh(iw), > then IMGw),r(T) = 0, thus g;7(x) + hprgw)r(z) — L{z) =

95, 7(2) + Fr(iw), (%) — arp) 1 — L(2) = 95 7(x) + das(i,m)T — @priw),r IS convex,

(Case 2) If z >y p, then hy7(z) = 0, thus g;7(2) + hpr(sw) () — L(2) = fir(z) —air +

Py, (T) — L(z) = dix — a7 + hag(iw),r(T) is convex.
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From Theorem 5 it follows yf7 < y;f(i,w),T since © > M(i,w). If yip < y}‘w(i’w)’T, then
gir(z) + S}?W(i w) r(z) is globally convex because it is convex on two partially overlapping
intervals, which are x < y}‘vf(i,w)j and > y/r. When y;p = y}"v_,(i’w)’T = y*, then by

Proposition 1, we have

NarW") + dpuwy” — amew), 7t < Hdiy® — air + hpgiw) 7 (y") }-

Since g; 7(x) is nondecreasing and hps(; ) () is nonincreasing, we obtain 0hp(; w),r(z) <
0g; v(z), hence global convexity. This completes the base case.

Now let us assume that g; ¢41(z) + Sﬁ,f(i,w)’tﬂ(z) is convex for all w € W and all 7, and
for some ¢t +1 < T. We need to prove that g;:(x) + S?w(iyw),t(m) = Git(2) 4+ hpgaw) () —
L(z) + E[S’%lz(i}w)’tﬂ(a: — D)] is convex for any w € W and for all <. Again consider the

following two cases.

(Case 1) If z < YM (i0),00 thED IM(iw)(T) = 0. Thus

9it(T) + hariiw) e (2) — L) + E[SI2\/12(i,w),t+1(x — D))
= gi,t(x) + fM(i,w),t(ﬂU) T OMGw)t T L(z) + E[Sﬁgmi,w),ml(m - D))
= Git(T) + M) T — A (i) ¢ T+ E[S}sz(i’w)’tﬂ(x — D)]
+ E[SIQVI?(i,w),t-%-l(x - D)]

= Git(T) + dpr(,w)T — AM )t S}\]/Iz(i,w),t+l

1S convex.

(Case 2) If x > Y7, then hi+(z) = 0. Thus

95t (2) + Pt (i) £ (%) = L(2) + E[Shy2(5) 141 (2 = D))
= fit(®) = @it + Pty £(2) — L(z) + E[Shy2(5, 141 (2 = D))
= di — @i + Pyt 1(@) + ElShy(s)441(% = D)) + ElSiy2(i 1) 411 (€ — D))
=iz — it + hpr(iw),e(T) + Elgar(iw) e+1(x — D) — dag(iwy(x — D)

+ 83125 441 (& = D))
is convex since gps(; w)1+1(¢ — D) + S12v12(i,w),t+1 (xz — D) is convex by the induction
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hypothesis.

Now we apply a similar logic as in the base case. From Theorem 5 we obtain 3, <
Yar(im)s SiBce 1 > M (4, w). Iy, < Ya(iw)e then git (z) + Sﬁl(i’w)’t(x) is globally convex
because it is convex for two partially overlapping intervals, which are r < y}‘w(i w)t and

T > y{t. If y;"’t = y;*w(i’w),t = y*, then

h‘M(i,’w),t(x) - L(JJ) + E[Sj2\/]2(i’w),t+1(z - D)] z < y*

9i () + S¥1i ) 4 () = ) .
git(z) — L(z) + E[SMg(Mv)’t_'_1 (z — D)] z >y~

Since git(z) is nondecreasing and Aps(;y)(*) is nonincreasing, we have Ghps(; ) :(2) <
0gi+(x), which means global convexity of g;;(z) + Slzu(z',w),t(x) when g7y = Y376 This
completes the proof. O

The remainder of the proof of Theorem 6 and Proposition 3. We show part (c) at time pe-
riod t by assuming parts (a), (b), and (d) hold on and after time period ¢ and part (c)

holds on and after time period ¢ + 1. We compare two states (z*~1, 071, vy, viqq,- -+ yUR)
and (z"7! +¢,07,v; — €, vit1,- -+ ,VR).

For convenience in the remainder of the proof, let A denote (z*~!, 01, v;, vi1,- -+ ,v%)
and let B denote (z*~! 4,0, v; — e,v;41,--- ,vz). Also, let At and BT denote the next

states of A and B under the respective optimal control (they depend on the underlying
realization but we do not show this dependency). Let w be the realized value of W at the
current time period and let j denote M(i,w). Finally, let A;." and BJ'-" denote the next
states of A and B under respective optimal control given w at the beginning of the next

time period. We consider three cases.

Case 1 If yf, < !, then no expediting is necessary. If j > 0, then the two states
in the next time period ¢t + 1 are 4] = (z'~! - D, 071 gNGw) _ gNG-1w) pN(+1w) _
:I;N(jaw), . ,xN(M(Raw):w) — xN(M(R’w)_law) + u, GR—M(R,W)) and B;- = (_'Ei—l +e— D, (—)j_l’

xN(jvw)_mN(j_lvw)_e, xN(j+1:w) .—:L'N(j)w)’ ce ZN(M(wa)xw)_wN(M(Riw)_lvw)_l_u, (_)K_M(I—{’w))’

where u is the regular ordering quantity, which is the same for both states. For j > 0, the

induction hypothesis implies
Jer1(A)) = Jerr(Bf) = 83441 + S} 441 (27" = D) + 83414 (¢ + e — D). (A.5)
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On the other hand, if 7 = 0, then the two states at time period ¢t + 1 are the same and

they are At — Ba— _ (mN(O,w) __D,IN(I,w) _xN(O,w)’ . ’xN(JM(R',w)—l,w) _l.N(M(R',w)—zw)’
xN(M(I_(,w),w)_xN(]V[(I_{,w)—l,w)+u’(_)I_(—M(K,w)). Since 58’“1 _ S&t+1(zi—l_D) _ ngt.%l(xi-l_l_

e — D) = 0 by definition, (A.5) still holds. Using (A.5) we get

E[Je41(AT) = Je41(BT))]

= E{Z Prob[M (i, W) = ji{Jix1(A") — Jpsa (BY)| M (i, W) = j}]

= E]D_ Prob[M(i,W) = jl{Jer1(A}) = Jer1(B])}]
J

= E[Z Prob[M (i, W) = j]{S?,tJrl + S},t+1($i—1 - D)+ ng,t+1 (z*"' + e~ D)}
J

= ElSVawy i1 T Shw)en (@ = D)+ Sy wy e (7 + e~ D).

No expediting implies J;(A) = L(z*~1) 4+ min {c¢(z — z&) + E[Ji31(4%)]}, and J(B) =

z>xK

L(z* t+e)+ mix}? {c(z—2F)+ E[Js31(BT)]}. Since the minimizations in the above equations
22X

have the same optimal control with respect to regular ordering, Ji(A) — J;(B) = L(z*~1) —
Lz +e) + E[Sg/[(i,W),t+l + S%/I(i,W),t+l(xi_1 -D)+ Slz\l(i,W),tH(xi—l +e—D)].

Because y;, < 2!, we have hi+(z"1) = 0 and h;4(z*~! + €) = 0. Therefore,

Lz"Y) - Lz ' +e) + E[S?M(iw),url + S}\/I(i)w)’t_i_l(xi—l - D)

+ S%/I(i,W),tH(Ii_l +e— D)

= dig'™ + Lz + ElSywy s (@ = D) = dia' = L(a' +e)
+ B[Sy w)er1 + Sywyn (@ +e—D)]

= fis(@Y) —dia" — L(z" ! +e) + E[‘S’R/I(i,w))lprl + SJQVI(i,W),t-{-](-'L'i—l +e—D)]

=ait + gis(27Y) + hiy(@Y) — dix' = L(z"! +e)
+ B[Sy w41+ Shawyn (@ +e— D)

=a;t+ gi,t(l’i_l) +hig(z" re) —diatt = L(z" +e)

+ E[Sg’f(i,w),tﬂ + 512\4(¢,W),t+1(13i—1 +e—D)].

102



Case 2 If z'~! <y, <z'' +e, then expediting y;, — z*~" from installation ¢ is optimal

in state A and no expediting is optimal in state B. We have

A;-" = (Y}, — D, o1 gNGw) y;UxN(jJrl}w) — NG
pNM(Ew)w) _  NM(Ew)-1w) u,()R—M(Kw))j

B;" =@ 4e— D, gN0OW _ gNG-Lw) _ o pNG+Lw) _ g NGw)
PNM(Ew)w) _ o NM(Ew)=1w) u’(‘)R*M(Kw))

for j > 0, and
Aa— — B(-)i— — (xN(O,w) _ D,CL‘N(l’w) _ xN(O,w)’ . ,xN(M(I_{,w)-l,w) _ xN(M(R,w)-?,w),

xN(M(I_{,w),w) . xN(M(I—(,w)—l,w) +u, (‘)I_(—M(I_(,w))

for j = 0. From the induction hypothesis, J;41 (Aj) — Jt+1(B;’) =8 1 +St (i —D)+

S?,t—H (z*~! + e~ D) for j > 0, and therefore

E[Jt+1 (A+) — Jiq1 (B+)]
= E[Z ProbM (i, W) = j{{J411(AT) — Je1(BT)| MG, W) = 5}

Z Prob[M (i, W) = j{{Ji41(A7) = Jes1 (B} )}]
- E[Z Prob[M (i, W) = j){S)ss1 + Sju1(¥is — D) + S5 (a*" + e — D)}]
= ElSyaw)en T Suwy e W — D) + Sywy e (@™ + e~ D).

We have Jy(A) = diy}, + L(y},) — diz*~' + min {c(z — z Ky 4 E[Jit1(A1)]}, and J,(B) =

z>xK

L(z*! +€) + min {c(z — Ky + E[Ji41(BT)]}. Therefore, Ji(A) — Ji(B) = diyf, + L(y};) —

2>k

iz ™! = L@ + €) + B[Sy wyas1 + Shrw) e Wit = D) + Sywyen (@ +e— D).
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Because 27 < yj, < 21 4 e, we have g;;(z"!) = 0 and h;+(z*"! +€) =0, and

diyiy + L(yis) — diz'~! = L(z"! +e)
+ E[S?/I(LW)J%I + S}VI(LW),t_;_l(th - D)+ S?W(i,W)yt_Fl(xi_l +e-D).
= fix(yiy) — dix' ™ = L@ + €) + B[S wy e + Sﬁx[(z’,w),t-u(xi_l +e— D)]
=a;;—diz' ' — Lz +e) + E[SJOVI(Z"W)HI + S%/I(z',W),tH(xi‘l +e— D)
=aig + gig(z" ) + (@ + €) — diz" ! - Lz 4 e)

+ ElSYiw)ess + Sugw) e (@ +e— D)),

Case 3 Ify;, > z'~! + e, then we expedite min(v;, Yy — 7*~1) from installation 7 in state
A and min(v;, y;; — 7~! — ¢) from installation ¢ in state B. Therefore, in the next time
period, states AT and B*t are the same and the only cost difference between J;(A) and
Ji(B) is die = d;(z* ' + ) — d;z*~!. Thus, J;(A) — J(B) = di(z' ! + €) — diz* .
Because y};, > z~' + e, we have g;;(z'™') = 0 and gi+(zi71 +¢€) = 0. Note that
SO+ 81 (@) + 82, 1(2) =0,0r S}, (2) = =S, 1 — S3444(z). We conclude that

di(z"1 4 e) — diz* !

=i — g+ gip(2 V) — gia(@T  +e) Fhig(aT +€) — k(e +e)
+di(z" +e) — dir* !

=ait+ gt (@) + hig(@ T + &) = fir(@ T + &) + di(a'! + ) — diz*!

=ais+ gip(z"1) + hig(a T ) — di(z" T +€) - L(z' +¢)
- E[Sflw(i,W),tH (il +e— D) +di(z" ™ +e) — diz* !

=aip+ gig(@ ) +hip(z +€) — dia" ™ = L@ +e)
— ElSyuw) (@ +e— D))

= aig+ gip(z71) + hig(z T +€) —dia' ™t — Lz + )

+ E[ngf(i,W),tH + S%/!(i,W),tH(mi_l +e—D)].
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Finally, Cases 1, 2, and 3 can be summarized as

Jt(xi—l, ()iwl’ Vi, Vigl, 71)]_{) _ Jt(xi—l te, f)i_l,vi e v, UK)
=a; + gi,t(xi_l) Fhi(a ™ +e) —dig't - Lz +e)
0 2 i1
+ ElSuwyen SM(i,W),t—i-vl (=7 +e— D)

Therefore, part (c) is proved, and this completes the induction step of the entire proof. [

The Rolling Heuristic

This heuristic uses rolling at each time period. The steps in this heuristic are the following:

1. Determine optimal regular ordering quantity by assuming no expediting now and in

the future.

2. Determine optimal expediting quantities from intermediate installations by assuming

no expediting options in the future.
3. In the next time period, repeat.

We actually expedite orders at all time periods, although the optimal expediting decisions

assume no future expediting.

Formal Derivations

Let us denote by u the regular ordering quantity, and by e; the expediting quantity from

installation i. Then the optimality equation reads

L L
Je(z, vy, -+ vp1) = gin {Z die; + L(z + Zei) + cu
u>er >0 =1 i=1
v;>e; 20
i=1,-,0-1
L
+ ElJer1(@+vi+ D> e~ D vy — ez, ,vp 1 —er_1,u—eg)]}.
i=2
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Let I is the cost-to-go without any expediting now and in the future at time period k.

Then the optimality equation for the heuristic regular ordering quantity u* is
I(z, vy, ,vp-1) = rﬁin{cu* + L(z) + E[Ix41(z" — D,v2,- -+ ,ur_1,u")]}.
It is easy to show that for convex functions pi, we have
Ik(a”vl’ T ’UL—I) = pllc(x) +pi($1) +eet pﬁ(mL—l)'
Furthermore, by defining ¢%.(z) = E[pi(z — D)|, we have
pi(2) = L(2)
P%(xl) = QIt+1(x1)
pr (=" ?) = gt (=" Y)
- . L, L - L— -
P ) = min {er” + qfyy (69} — ol + gf51 (A7),
2>z

The heuristic is based on substituting «* from Iy for v and I,y for Jxy;. Therefore, the

current cost to go J;, is

L L
Ji(@v1,- -y vp-1) = min {zd¢e¢+L(x+Zei)+cu*

wder Sy i=1 o1
v;>€; >0
i=1o L1
L
+ Ellk1(z+vi+ Y ei— D,vz —ea, -+ ,vp—1 — er—1,u" —eL)]}.
i=2
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In order to obtain the heuristic decisions on expediting, we need to solve the following

problem.

L L
Je(z,v1,- - yvp) = o {Z die; + L(z + Zei) + cu”
u*2e20 i=1 i=1
v;>e; >0
g=1,-- ,L_l

L

tahaE+n+ ) e)
i=2
L

+Ge (T +or+v2 + Zei)
i=3

+ait (@ +er)

+ <JII§+1(973L"1 +u)}.

The rolling heuristic is easy to understand because it is myopic. Also, this heuristic al-
lows order crossing in time in principle for nondecreasing expediting costs. Therefore, this
heuristic also works well for the systems with very high expediting costs at intermediate in-
stallations. However, because we do not consider future expediting, the optimal expediting

pattern prefers expediting from locations with smaller expediting costs.
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