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Abstract

ZEYNEP ALMULA CAMDERELI: Operational Inefficiencies in Supply Chains:
Performance, Coordination and the Role of Information Systems.
(Under the direction of Jayashankar M. Swaminathan.)

Misplaced inventory is a major operational inefficiency in supply chains and it happens
when items are not in their designated places and hard to find in a store. In this thesis, we
focus on misplaced inventory and inventory shrinkage, which is a special case of inventory
misplacement. Information technology is facilitating significant reductions in these opera-
tional inefficiencies. However, such technologies are generally very expensive to implement.
This dissertation intends to fill the gap of knowledge about the effects of operational ineffi-
ciencies in supply chains of various forms and the role of information systems in mitigating
such inefficiencies that often get reflected in poor performance. We do this through three
separate essays using analytical research methods.

In the first essay, “Coordination of a Supply Chain under Misplaced Inventory”, we
consider a supply chain where a proportion of the items ordered become unavailable for sale
due to misplacement at the retailer. We investigate the effects of increasing the proportion
of inventory availability at the retailer on the profits of the retailer and the manufacturer
in vertically integrated and decentralized supply chains where we study uncoordinated and
coordinated supply chains.

In the second essay, “Misplaced Inventory and RFID: Information and Coordination”, we
consider Radio Frequency Identification (RFID) technology to mitigate the negative effects of

inventory misplacement. We consider both fixed and variable costs for RFID implementation

il



and assume that the fixed cost is shared between the two using an arbitrary proportion while
the variable cost could be charged to either the retailer or the manufacturer. We characterize
the incentives of the parties in the supply chain to invest in RFID in vertically integrated,
uncoordinated and coordinated supply chains.

In the third essay, “Inventory Management under Shrinkage and Customer-Driven Search”,
we consider a supply chain with a single supplier and two retailers under customer search
experiencing shrinkage at the retailers, who face nonidentical random demands. Through a
single-period model, we explore the effects of shrinkage and competition on the equilibrium
stocking decisions and characterize conditions for the parties to benefit from a unilateral

reduction in shrinkage.
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Chapter 1

Introduction and Motivation

Operational inefficiencies are prevalent in many industries. An empirical study by Raman,
DeHoratius and Ton (2001) show that inventory inaccuracy and inventory misplacement are
two major operational inefficiencies in the retail stores. Inventory inaccuracy is defined as
a mismatch between the physical inventory in the store and the system record. Transaction
error is one reason for inventory inaccuracy to occur. This may happen, for example when
a case of diet coke is scanned as regular coke. In such a case, the system will indicate that
the store has one more case of regular coke than the store has but, in reality, the store has
one more case of diet coke than the system indicates. Hence, the inventory inaccuracies
due to transaction errors lead to errors in both positive and negative directions and the
amount of physical inventory can be more than the system record. In this thesis, we focus
on misplaced inventory cases where the amount of physical inventory available to customers
is always less than the system record. Inventory misplacement happens when items are
not in their designated places and hard to find in a store; therefore, they are not available

for customers. However, one can retrieve them back once the store performs an inventory



clean-up. Information technology is enabling reduction in such operational inefficiencies in a
significant manner. However, they often are very expensive to implement. This dissertation
intends to fill the gap of knowledge about the effects of operational inefficiencies, in particular
misplaced inventory, in supply chains of various forms and the role of information systems

in mitigating such inefficiencies that often get reflected in poor performance.

The empirical work by DeHoratius and Ton (2001) reveals that inventory misplace-
ment is an important operational inefficiency and the rate of misplacement could be as
high as 16% in some cases. Items can be misplaced in storage areas as well as in stores.
Inventory misplacement is one of the major causes of stockouts. It was reported that
“about 35 percent of store out-of-stocks are caused by physical inventory misplacement”
(http://www.privatelabelbuyer.com/). Not only in retailers, this problem is prominent in
other settings as well. For example, the U.S. Navy lost more than $3 billion worth of invento-
ries between 1996 and 1998 (McCutcheon, 1999). Inventory misplacement can be expensive
even for organizations operating under a small rate of misplacement. For example, Delta
Airlines has a high baggage-handling efficiency rate of 99%. However, the 1% of misplaced

bags costed Delta about $100 million a year.

The first chapter of this dissertation titled “Coordination of a Supply Chain under Mis-
placed Inventory” focuses on a single period analysis and is applicable for settings such as
inventory in toy stores during weeks prior to Christmas where the items might be misplaced
during the season and are retrieved at the end of it. We study two forms of supply chains
under misplaced inventory: a vertically integrated supply chain and a decentralized supply

chain. Even the vertically integrated case itself is interesting at an operational level. For



example, we prove that (counter to intuition) it is not always optimal to order more than
before if the firm misplaces more products, i.e. experiences a decrease in her inventory
availability level. We show that in the optimum, the firm orders less as more products are
misplaced if the products are not attractive to stock. Even if the products are attractive to
stock, we prove that the firm still orders less as more products are misplaced if the inventory
availability level before further misplacement was already low. This is due to the effective
cost of acquiring one more unit becoming too high for the firm, so she prefers to produce
less as inventory availability level decreases. Next, we study bilaterally decentralized supply
chains under misplaced inventory in two main forms: uncoordinated supply chains where
we allow for gaming between the parties and coordinated supply chains. Building on the
contracts developed earlier by researchers (Pasternack, 1985; Cachon and Lariviere, 2005),
we provide the conditions under which the supply chain under misplaced inventory will be
coordinated via buy-back and revenue sharing mechanisms. Contrary to the popular belief
in press, we show that a leading manufacturer may indeed benefit from an improvement in

availability more than the retailer does under some conditions.

One of the ways to handle operational inefficiencies is through Radio Frequency Identi-
fication Devices (RFID) that could provide visibility to track items. Although the history
of the RFID technology traces back to World War II, supply chains developed a special
interest in RFID when Walmart required her top 100 suppliers to adopt RFID at the pal-
let level in 2003. RFID is being adopted by a large number of players such as Walmart,
Marks & Spencer, Tesco and Metro Group at both retail and warehouse levels although

this technology could be expensive to implement. For example, a typical consumer pack-



aged goods manufacturer is estimated to spend from $13 million to $23 million on RFID
adoption, including various fixed and variable costs, for shipping 50 million cases per year
(Asif and Mandviwalla, 2005). RFID has been publicized as a very promising technology for
retail stores. According to sources as Gartner, Accenture and Forrester Research, RFID has
increased sales by 3-7% due to stock availability and reduced losses due to theft by 40-50%
(http://www.usingrfid.com). However, the costs of adoption and implementation have be-
come a source of supply chain conflict and debate. Who pays for the tagging expenses and

who benefits from the technology have become a major issue in the supply chains.

The second chapter of this dissertation titled “Misplaced Inventory and RFID: Informa-

)

tion and Coordination ” studies incentives of players in supply chain to invest in RFID to
remove inefficiencies of misplaced inventory. We consider both fixed and variable costs of
adoption of RFID in a vertically integrated and a bilaterally decentralized supply chain, for
which we study uncoordinated and coordinated environments. We analyze scenarios where
the fixed cost of adoption are shared and study both cases where only the retailer or only the
manufacturer pays for the variable costs of adoption, i.e. tagging expenses. We show that
it does not matter who pays for the tagging expenses since the manufacturer transfers the
tag price to the wholesale price if she bears the tagging expenses. However, we prove that
relative fixed cost payments of parties lead to interesting conclusions in the characterization
of who benefits from this investment. Our results support the current reactions of the supply
chains to the RFID and show that unless the fixed cost of RFID is sufficiently low and the

tag prices are cheap enough, no party would benefit from an investment in this technology.

However, we also find results counter the common opinion that the main beneficiaries of



RFID will be the retailers. We characterize conditions under which the manufacturer, being

a leader in our model, may actually benefit more than the retailer from an investment in

RFID.

Shrinkage is a special form of inventory misplacement. When items are lost due to mis-
placement, they are found once an inventory clean-up is performed. However, when items are
lost due to shrinkage, they can not be retrieved back and thus, the physical number of items
is always less than the system record. Today, worldwide theft is estimated to cost retailers
$50 billion a year (http://www.rfidupdate.com). The risk of stock-outs due to shrinkage
escalates during peek demand periods. If there is competition, the retailers can be signifi-
cantly hurt by the out-of-stocks during these periods. The third essay of this dissertation
titled “Inventory Management under Shrinkage and Customer-Driven Search” considers a
supply chain with one supplier and two retailers subject to inventory shrinkage through a
single-period model. In this essay, we study shrinkage caused primarily by shoplifting or
employee theft. Here, we explore the effects of shrinkage and competition on the equilibrium
stocking decisions. We also characterize conditions for the parties to benefit from a unilat-
eral reduction in shrinkage. Further, we study the effects of market search on the stocking

decisions.



Chapter 2

Coordination of a Supply Chain under

Misplaced Inventory

2.1. Introduction and Related Literature

Misplaced inventory is a major operational inefficiency in many supply chains. Raman,
DeHoratius and Ton (2001) empirically show that 16% of the items were lost in a store due
to misplacement of items. Besides commercial firms, losing goods became a huge problem
even for the Navy. McCutcheon (1999) reveals that the Navy lost more than $3 billion
worth of goods between 1996 and 1998, which is evaluated as “roughly the equivalent of
misplacing three destroyers”. Misplaced inventory is also present in warehouse operations.
G.T Interactive, the creator of computer games like Doom II and Driver, suffered from low
productivity due to inventory misplacement in the warehouse. Fundamentally what happens
in these settings is that the product is misplaced in the supply chain and is unavailable during

the sales period but can be retrieved back when a cleanup is performed. Stores may apply



different methods to tackle the problem of misplaced inventory. For example, in some apparel
departments of retailers there are signs informing customers not try to return the product to
their original location if the customer decides not to buy the product after trying it. Some
libraries cope with the misplacement problem by putting signs which tell the customers not

to reshelf the books after use while others have designated spaces for returning books taken

off the shelf.

In this chapter, we consider an environment where a firm sells a single product. A pro-
portion of the items that are ordered become unavailable for sale due to misplacement at the
retailer. In a single period setting, we assume that these misplaced items can be recovered
at the end of the period. We find the optimal inventory policy for a centralized firm when
the demand is uncertain and compare the optimal ordering quantity under misplacements
with the optimal ordering quantity under 100% availability. In addition, we analyze the
behavior of the optimal ordering quantity with respect to changes in the level of availability
at the retail store. We also study the decentralized case where a retailer and a manufacturer
act as different parties. We give conditions for coordinating the channel under buyback
and revenue sharing contracts. We characterize situations under which the supply chain is
coordinated with the above mechanisms and identify the most profitable contracts for the
manufacturer and the retailer. Our research goals include understanding how a vertically
integrated supply chain as well as a decentralized supply chain are affected by inventory
misplacement; how coordination mechanisms could be used under misplaced inventory set-
ting and how the retailer and the manufacturer are affected by improvements in misplaced

inventory. This chapter builds upon three streams of literature: misplaced inventory and



inventory inaccuracy, random yield and supply chain contracting.

DeHoratius and Raman (2004) empirically study the drivers of inventory inaccuracy and
find that inventory record inaccuracy is positively related with the annual selling quantity
of that item, inversely associated with the cost of that item, positively associated with the
inventory density and product variety. Inventory management models under stochastic de-
mand have been studied by researchers over a number of years (see Swaminathan and Tayur
(2003) for a recent review). A model for inventory inaccuracy was first studied by Iglehart
and Morey (1972) who developed an adjusted inventory policy to minimize the expected to-
tal cost per unit time subject to the probability of errors due to inventory inaccuracy being
below a preset level. More recently, Kok and Shang (2004) develop an effective inspection
and replenishment policy for the retailer and show that an inspection adjusted base stock
policy (IABS) is optimal for a single period problem. Due to inability to characterize the
convexity of the objective function, they construct lower bounds for the finite horizon prob-
lem and show that the TABS achieves these lower bounds. In another recent paper, Kang
and Gershwin (2004) explore inventory inaccuracy caused by shrinkages using a simulation
study. Their results show that even a small rate of undetected shrinkage may lead to serious
disruptions in the inventory management system. DeHoratius, Mersereau and Schrage (2005)
model inventory inaccuracy through an invisible demand process and study the problem in

a periodic review inventory policy system with unobserved lost sales.

RFID technology could act as a solution to inventory inaccuracy. Lee and Ozer (2005)
study the benefits of RFID technology for inventory inaccuracy. Gaukler, Seifert and Haus-

man (2004) study coordination issues in RFID implementation to remove inventory inaccu-



racy. As opposed to the above papers on inventory inaccuracy, in this chapter, we study a
particular form of inventory inaccuracy problem that stems from misplacement of inventory
at the retail store. Empirical evidence of misplaced inventory can be found in Ton and
Raman (2004). They use a four-year longitudinal study to explore the effects of product
variety and inventory level per product on misplaced products. They find that product vari-
ety and inventory levels are significant drivers of misplacement. Most recently, Rekik, Sahin
and Dallery (2005) independently researched misplaced inventory assuming normal demand
under three conditions: (1) where the retailer is not aware of the misplacement problem, (2)
the retailer knows the misplacement problem and optimizes accordingly and (3) the retailer
uses an auto-id system to remove misplacement completely. They computationally study the
benefit of such information systems. Our work is distinguished from their model in that we
consider a situation where the retailer is aware of misplacement and optimizes the inventory
under general demand conditions. In addition to identifying the optimal inventory policy for
a centralized retailer, we also study supply chain coordination and gaming issues associated

with misplaced inventory and benefits of improving inventory availability at the retailer.

The random yield literature is the second stream related to our work. In this, researchers
assume that a proportion of items get lost forever. Henig and Gerchak (1990) provide
an analysis of general periodic review model for random yield for both finite and infinite
horizons. Bassok and Akella (1991) consider a manufacturing facility that faces stochastic
demand and arrival process for the raw materials. The readers are referred to Yano and
Lee (1995) for an extensive review of random yield literature. As opposed to random yield,

under misplaced inventory, misplaced items during the period can be found when there is a



cleanup.

The third stream of related literature is that of supply chain contracting (see Cachon
(2003) for a recent review). Revenue sharing contracts are relevant to our research. Dana
and Spier (2001) coordinate a supply chain with a monopolist manufacturer and competitive
downstream firms with a revenue sharing contract. Cachon and Lariviere (2005) clarify the
link between buyback and revenue sharing contracts and show that one can always find a
unique buyback contract that generates the same profits for each firm as any revenue sharing
contract. We study the revenue sharing contract for the misplaced inventory problem. We
can easily extend our findings here for a revenue sharing contract to buyback contracts

(Camdereli 2007).

The remainder of the chapter is organized as follows. We study the effects of inventory
misplacement in a vertically integrated supply chain and a decentralized supply chain in
Section 2.2 when demand is characterized by a general distribution. In the context of the
decentralized supply chains, we analyze supply chains under a wholesale price contract and
those under a revenue sharing contract. In Section 2.3, we gain insights on the results that
we show in Section 2.2 through closed form solutions for uniformly distributed demand. In
addition to revenue sharing, we further analyze supply chain coordination via a buyback
contract mechanism in this section. We extend our analysis to inventory misplacement as a

random variable and inventory availability as a function of the order size in Section 2.4.

10



2.2. Basic Model

In this chapter, we consider models that optimize inventory under misplacements for a single
product in a single period setting. We study a vertically integrated supply chain in Section
3.2 and a bilaterally decentralized supply chain in Section 3.3. In the context of decentralized
supply chains, we analyze those which are under a wholesale price contract and those under
a revenue sharing contract. Demand is assumed to occur according to a general distribution

with a finite mean in the aforementioned settings.

2.2.1 Centralized firm

In the centralized setting, we assume that the manufacturer owns the retailer. For conve-
nience, we will refer to the centralized manufacturer/retailer as the centralized firm. The
centralized firm orders at ¢ per unit and sells to customers at p per unit. In practice, items
may get misplaced due to reasons such as customers putting them in the wrong location
during shopping, employees labeling products incorrectly and shipments to incorrect retail
locations from the warehouse. This process may be happen gradually during the sales season.
Although it would be interesting research in its own right to model the gradual misplace-
ment of inventory during the season, our aim in this work is not to study the misplacement
dynamics in detail but to address the managerial implications at the retailer and the supply
chain of such misplacement. As a result, in our model we will settle for an approximate
modeling of misplaced inventory. We will assume that as soon as the order is complete, a

fraction [ of the inventory gets misplaced and is temporarily lost. Thus, only a (= 1 —1)

11



proportion of total ordered items are available to the end customers. After the selling sea-
son, the firm cleans up the store and retrieves the entire misplaced inventory. One could
think of this setting as an upper bound on the expected penalty incurred under misplaced
inventory since misplacement occurs before demand. In additional to sufficiently simplifying
the analysis, this may be a reasonable approximation of misplacement in some real settings
as well. An example of such a setting would be inventory in toy stores during the often
chaotic Christmas season where one can find a lot of misplaced inventory on the floor but
everything gets into an orderly state after a cleanup at the end of the selling season. The
assumptions related to a fixed quantity independent proportion a for availability is relaxed
for the random availability case as well as quantity dependent availability case in Section
4. Let Q¢ be the total items ordered by the centralized firm. It is to be noted that there
will be at least [Q¢ leftover inventory at the end of the season. The remaining inventory
at the end of the period is salvaged at s per unit. A penalty of gc per unit is assessed for
unsatisfied demand to account for the cost of lost goodwill. We assume that Assumption 1

holds for analysis throughout the chapter to make the firm participate and sell the product.

Assumption 1: s<c<p

When the centralized firm does not lose any inventory, i.e. when the availability pro-
portion is 1, the problem is a newsvendor formulation. The centralized firm’s profit under
perfect availability ( @ = 1 ) and partial availability ( 0 < a < 1) are stated in (2.1) and
(2.2), respectively. We will use Qn and Q¢ to denote newsvendor ordering quantity and
ordering quantity under partial availability respectively. The expected profits of the firm

under perfect availability and partial availability are given by

12



[e.e]

EPCy(Qx) = —cQx + plyi + / T(Qu - O7(6)d€} — ge / (€ — Qn)F()de

N

QN
T /0 (Qu — ) f(€)de (2.1)

EPC(Qc) = ~cQo+p{u+ [ (aQc - £t~ g0 [ (€~ aQe)s(e)ag
aQc aQc
0 aQc
st [ waesie [ Qe - 95 (2.2
aQc 0
All of the proofs are given in Appendix A.
Theorem 1
1. EPC(Qc¢) is a concave function of Q¢ .
2 Leta=—""and0<a<1. The optimal ordering amount is

(p+9c—s)

() F ' (1-2)>0ifa>a

0 otherwise

Theorem 1 characterizes the optimum order, which is positive if and only if availability level
is greater than a threshold value. Next, we compare the optimum order under inventory

misplacement with the classical Newsvendor quantity (Q% = F~! (1 — a)).

13



Corollary 1 Let us assume that EPCY is the classical Newsvendor function where one

makes a transformation of ¢ = c/a — (1 —a)s/a. Then, Q% = Q% /a where

Q% = argmax EPCYy
QN

The above indicates that this problem can be made equivalent to a classical Newsvendor
problem with an appropriate adjustment to cost of ordering followed by a deflation of the
resulting solution by a fraction a. Since only a proportion of products are available for sale,
the cost is deflated by a and then adjusted because there is a guaranteed salvage on 1 — a
proportion at the end of the season.

Qu<Qy it (1-%)<F(aF'(1-a)
Corollary 2 For0<a <1,

QL >Q%n if (1-2%)>F(aF1(1-a))

a

It is clear that the values of QF and @} are equal when inventory availability is 100%
(a = 1). The ordering of Qf and Q% depends on the demand distribution. We will identify

the condition for a uniform demand in Section 2.3.1.

Next we explore how improvements in the inventory availability level affect the opti-
mal ordering quantity and the optimum profit of the centralized firm. Availability can be
improved in several ways such as RFID implementation (as studied in Camdereli and Swami-
nathan, 2006). In this chapter we only look at benefits neglecting the investments needed to
improve availability. However, any linear or convex costs for information availability can be

incorporated easily in our analysis.
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Lemma 1 For a general distribution of demand, the following results hold.

1. ag—a*c > 0 if and only if glaQf] < 1 where g[z] = lmfﬂ
2. OEPC(Q)/0a > 0.

3. Let us call v(Qf) = Q%%. Optimal centralized profit is
C

(a) an increasing concave function of availability if v(QE) < 1 and

(b) an increasing convex function of availability if v(Q§) > 1 .

glz] = xf(x)/(1 — F(x)) is often called the generalized failure rate (see Lariviere and
Porteus, 2001 for an application of the generalized failure rate in inventory). The generalized
failure rate is the elasticity of 1—F(z). In other words, it approximately shows the percentage
decrease in the probability of a stockout from increasing the stocking quantity by 1%. Hence,
glaQf] = aQi f(aQy) /(1 — F(aQy)) is the generalized failure rate evaluated at aQf and
shows the percentage decrease in the stockout probability from increasing the number of
available items by 1%. When glaQf] < 1, the probability of a stockout can still be improved
for a percentage increase in the number of available items. In such a case, one would
increase the optimal order quantity even if the inventory availability improves. However, if
glaQg] > 1, the probability of a stockout increases by more than 1% as a result of increasing
the available items by 1%. In this case, increasing the optimum order quantity leads to a high
value of cost of overage and it is optimum to decrease the order quantity when availability

improves.
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Further, Lemma 1 shows that the firm always benefits from an improvement in inventory
availability. We term v(Qp) as the availability elasticity of optimum order quantity. Thus, it
shows the percentage change in the optimum order for a percentage change in the availability.
The behavior of the optimum profit with respect to changes in availability depends on the
availability sensitivity of the optimum order. For example, if the optimum order increases in
availability and it is sensitive to changes in availability (v(QF) > 1), profit function will be an
increasing concave function of inventory availability. In this case, if the order is insensitive to
changes in availability (v(Qf) < 1), then the profit function is a convex increasing function.

If the order decreases as availability increases, profits always increase concavely.

2.2.2 Decentralized Supply Chain

For the decentralized case, we assume that the retailer and the manufacturer are two inde-
pendent parties. The manufacturer acts as a Stackelberg leader and reveals the wholesale
price to the retailer. The retailer decides the amount to order based on the wholesale price.
As soon as the order arrives, 0 < [ < 1 proportion of inventory gets misplaced in the retail
store, therefore making a = 1 — [ proportion of the order available to end customers. Retail
price of the product, p per unit, is assumed to be exogenous. The leftover inventory is sal-
vaged at s per unit. Similar to the model by Pasternack (1985), penalty per unit for unmet
demand incurred by the centralized manufacturer is shared between the independent manu-
facturer and the independent retailer. The retailer incurs gg per unit and the manufacturer

incurs gy = go — gr per unit of unsatisfied demand.
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We will explore two different scenarios under decentralized case. First, we analyze a set-
ting where the supply chain is under a wholesale price contract, i.e. there is no coordination
between the manufacturer and the retailer. In the latter setting, we coordinate the supply
chain via a revenue sharing contract. The coordination of the supply chain means that there

will be no losses in the total supply chain profits as compared to the centralized firm’s profit.

Assumption 1 ( s < ¢ < p) is necessary but not sufficient for the retailer and manufacturer
to participate in the selling season. Thus, we modify Assumption 1 as in Assumption 2
for supply a chain under a wholesale price contract. However, the wholesale price being
greater than the marginal cost is very restrictive for revenue sharing contracts (Cachon and
Lariviere, 2005). Therefore, we will require only Assumption 1 for supply chains under a
revenue sharing contract due to the nature of the mechanism. The wholesale price will be

denoted by w and w will become subscripted to note different supply chain scenarios.

Assumption 2: s<c<w<p

2.2.2.1 No coordination

In this setting, there is no mechanism to coordinate the supply chain. The retailer’s and the
manufacturer’s profit functions under no coordination are shown by (2.4) and (2.5) in that
order. We use wp to indicate the wholesale price announced by the manufacturer and Q)p

for the quantity ordered by the retailer under a wholesale price contract.

[e.9] o

(€ aQD>f<£>d£} . / (€ — aQp) F(€)dE +

EPRp(Qp) = —wpQp +p {N —/ 0

Qb
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5 { / 0o - O F(©)d + z@D} (2.4

[e.e]

EPMp(wp) = Qo(wp — ¢) — ga / (€~ aQo)f(©)de (2.5)

Since the manufacturer is the leader, she maximizes her profit subject to maximization

of the retailer’s profit function. Therefore, the optimal ordering quantity, @7, , is actually a

function of wp and is equal to argmax EPRp(Qp) . In the optimum, the manufacturer’s
@b

profit function is composed of marginal revenue of producing and selling ()7, items and the

manufacturer’s share of the penalty cost of unsatisfied demand.

Theorem 2 If demand distribution has an increasing generalized failure rate, the optimum
order solves the following where a is given by Theorem 1. The optimum wholesale price is

given by (2.7).

F(aQp) + aQDf(aQD)ij—f]—g:z =1—a/a (2.6)
wp = a(p+gr — s)[1 = F(aQp)] + s (2.7)

Theorem 2 applies to many common demand distributions such as normal, exponential

and uniform as these distributions have an increasing generalized failure rate.

Lemma 2 In an uncoordinated environment, the following findings hold.
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1. ZEPRp(Q}(a);a) > 0 if and only if 8“?

g < (p+9r—s)(1 - F(aQp)).

2. LZEPMp(wp(a);a) > 0.

We find that the retailer benefits from an increase in availability as long as the wholesale
price does not increase by more than (p + gr — s)(1 — F(aQ?7,)), which is equivalent to
(w}, — s)/a after substituting (2.7) for w},. Being a leader, the manufacturer always benefits
from an improvement in availability as well. In Section 2.3.2.1, we compare the amount
of benefits that they can extract from an improvement in the inventory availability when
demand is uniformly distributed. Note that Q}, < QF; therefore, there will be double
marginalization losses in the supply chain. Next, we analyze coordination of a supply chain

under inventory misplacement with a revenue sharing contract.

2.2.2.2 Coordination with Revenue Sharing

In this section, we analyze a case where revenue sharing is used as means to coordinate the
channel. In this setting, the events take place in the same sequence as in the uncoordinated
decentralized case. The retailer agrees to take 0 < ~ < 1 proportion of all of her positive
earnings, i.e. sales and salvage earnings, and gives the manufacturer (1- v ) proportion of
them. We require only Assumption 1 to hold and we do not make any restrictions on the

wholesale price.

The retailer’s and the manufacturer’s profit functions are as formulated in (2.8) and (2.9)

in that order. We assume that neither the manufacturer nor the retailer can change = .
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(e 9]

EPRRrs(Qrs) = —wrsQrs — gR/ (§ —aQrs)f(§) + (2.8)

aQRrs

aQRs
~y [p (u - /Qw (€ — aQRs)f(S)d§> + s </0 (aQprs — &) f(§)dE + lQRS)]

EPMps(wrs)=Qrs(wrs — ¢) — gu /: (& —aQrs)f(&)dE (2.9)

- (- [ € a@uor©a) + s [ " Qs — O F(E)de + 1Qns )|

QRrs

Lemma 3 The supply chain is coordinated for wgrs set to the following.

As seen in (2.10), the supply chain is coordinated for a wholesale price which is inde-
pendent of the inventory misplacement. This happens due to the reason that the retailer
misplaces the inventory and pays the manufacturer for the entire Q%¢ = Q. Mathemati-
cally speaking, since we are coordinating the supply chain under inventory misplacement and
equating ()¢ with the optimum order of the centralized firm under inventory misplacement,
availability expressions cancel out. We further observe that the optimum wholesale price

does not depend on the demand distribution either.

Next, we explore the effects of improving inventory availability on the retailer’s and the

20



manufacturer’s profits.

Theorem 3

1. The retailer always benefits from an improvement in inventory availability.
2. The manufacturer benefits from an improvement in inventory availability if and only

if the following holds.

c(p+ go — s)
(cgr + sgum) + (p — 8)[(1 —7)s + ]

9laQe] <Y1 = (2.11)

(a) If Yy < glaQE] < Y1, then the retailer always benefits more than the manufacturer.

(b) If glaQg] < Ya, then the manufacturer always benefits more than the retailer
where glaQy] is the generalized failure rate evaluated at aQf, Qf 1is given by

Theorem 1 and

2(c—8)[v(p— ) +gr] +s(gc +p—s)

Theorem 3 shows that an improvement in inventory availability always benefits the re-
tailer. Although the manufacturer is the leader, her extracting benefits from the supply
chain is contingent upon the condition specified in Theorem 3.2. The common intuition
among the practitioners is that the downstream players will be the main beneficiaries from
reductions in inventory misplacement. However, here we show that if the generalized failure
rate of the demand distribution evaluated at the amount of the optimum available inventory

is smaller than a threshold value, the manufacturer benefits more from an improvement in
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Figure 2.1: Benefits accruing to the retailer versus the manufacturer for an improvement in
availability

inventory availability than the retailer does. Figure 2.1 illustrates the regions specified in

Theorem 3.2.

2.3. Special Case: Uniform Demand

In order to gain insights through closed form expressions, we assume that demand is dis-

tributed uniformly in [0, 5] throughout this section.

2.3.1 Centralized firm

The profit function of a classical Newsvendor under 100% availability given by Expression
(2.1) and that of a centralized firm under inventory misplacement given by expression (2.2)

are simplified as follows for uniform demand.

EPCy(Qx) = Quloc +p =)~ Gk (“55=2) — g
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EPC(Qc) = Qelalge +p — 5) — (c— ) — gﬁ<%l%%:£)_gml

Theorem 4

1. Leta = pfg‘cs_s and 0 < a <1 . The optimal ordering quantities are

(¢) Qy =(1-a)B >0

(b)

(1/a)(1 —a/a) >0 if and only if a > @
Qe (2.13)

0 otherwise

Theorem 4 specifies the optimal ordering quantities for the centralized firm under perfect
and partial availability. If availability is less than a threshold value, the firm basically leaves
the market. Next, we benchmark the optimal ordering quantity under partial availability

with the newsvendor optimal ordering quantity.

Corollary 3

1 Qy=Qifa=1

Qn < QF if and only ifaZ&
2. Fora<a<1,

Qy > QF otherwise

Generally one would expect that the ordering quantity for the centralized firm under

partial availability should be greater than the newsvendor ordering quantity because some
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items are becoming unavailable to customers during the selling season. However, Corollary
3 leads to an interesting conclusion that the centralized firm under partial availability does

not always order more than the newsvendor optimal ordering quantity.

The two optimal ordering quantities become equal to each other at two levels of availabil-
ity, for a = 1 and for a = a/(1—a) if a < .5 where a is the cost of overage divided by the cost
of underage plus overage in the newsvendor setting under perfect availability. Thus, a gives
us an intuition about attractiveness for stocking the item. If the items are unattractive, i.e.
a>.5,a/(l —a) will become greater than one and the optimal ordering quantity under
partial availability will always be less than the newsvendor optimal ordering quantity for any
value of availability. Therefore, the optimal ordering quantity under partial availability can

never reach the newsvendor ordering quantity until 100% availability for unattractive items.

We would intuitively think that if the items are more attractive to stock, it is always
better to produce more than the newsvendor optimal ordering quantity if the centralized
manufacturer is operating under low inventory availability. However, Corollary 3 shows that
even if the items are more attractive to stock, i.e. a < .5, if the existing availability level
is less than a threshold value (@ < a/(1 —a) ), the effective cost of acquiring an item will
be too high. In such a case, it will always be optimal to order less under partial availability

than the newsvendor optimal ordering quantity.

Next we explore how improvements in the inventory availability level affect the optimal

ordering quantity and the optimum profit of the centralized firm.

Lemma 4 For the centralized firm:
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< 0 if and only if a > 2a

1. o g
> 0 otherwise
o > 0 if and only if a > 3a
2, L9 g
* da?

< otherwise

3. For Qf, >0, EPC(Q}) is

(a) an increasing concave function of availability if a > 1.5a and

(b) an increasing convex function of availability if a < 1.5a.

One may expect the optimal ordering quantity to decrease with an increase in inventory
availability level. As shown by Lemma 4.1, the optimal ordering quantity is not monoton-
ically increasing or decreasing in the availability level for all cases. In Section 2.2.1, we
characterized the behavior of the optimum order quantity as inventory availability changes
for a general distribution of demand. When demand is distributed uniformly, 2a is the value
of availability for which glaQf] = 1. If a > 2a, glaQf] > 1 and vice versa for a < 2a .

Hence, the optimum order quantity does increase as availability increases if a < 2a.

Lemma 4.1 and Lemma 4.2 completely characterize the behavior of the optimum order
in 3 different cases: a < (1/3), (1/3) < a < (1/2) and a@ > (1/2) . Figure 2.2 shows how
the optimal ordering quantity changes with respect to availability for all three cases. The
profitability of items decreases from case 1 to case 3. For the first two cases, we see that the
optimal ordering quantity under partial availability increases in availability till a threshold

value, and then it decreases. In case 1, the optimal ordering quantity is a decreasing convex
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Case 1. a4 <(1/3) Case2: (1/3)<a <(1/2) Case3: a2(1/2)
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Figure 2.2: The optimal ordering quantity versus availability proportion

function of inventory availability after 3a . However, in the second case, we do not observe
any convex behavior because 3a lies beyond 1. The first two cases show that even when
the critical fractile ( 1 — @ ) is high, it is optimal to order less if there is a decrease in
current availability level given that the current availability level is sufficiently low (less than
2a ). This happens because of the fact that the existing availability level is too low such
that the effective cost of producing one more item becomes too high although the items
may be attractive to stock in general. For the same cases, if the existing availability level is
sufficiently high (greater than 2a ), then the centralized firm follows our expectations and
orders less as availability level improves. As shown in case 3, i.e. when the items are not
that attractive, the optimal ordering quantity decreases as availability proportion decreases.
The products in case 3 are so unprofitable that the effective cost of acquiring one more item

becomes too high if the firm experiences a decrease in availability.

Lemma 4.3 analyzes the effects of changes in inventory availability level on the optimum
centralized profit. The profit function increases in availability level for positive optimal

ordering quantity. The profit function increases convexly in availability until a reaches a
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threshold value. After that, it increases concavely. However, this behavior can only be
observed if @ < (2/3) holds. The profit function portrays an increasing convex behavior
if @ > (2/3) holds. Figure 2.3 shows the optimal centralized profits versus availability
under these two cases. In the first case, the marginal benefit of the centralized firm from
an increase in availability level when the current availability level is low is higher than its
marginal benefit for an increase in availability level when the current availability level is
high. The expected sales will increase or decrease according to the availability proportion.
When the availability level is sufficiently high, the firm is already able to satisfy high values
of demand. Therefore, an increase in availability level will not affect the profits significantly.
On the contrary, when the availability level is sufficiently low, the firm will not be able to
accommodate high demand values. Therefore, even a small increase in the availability level
will affect the profits by a larger amount when availability is low as compared to the case of

high availability proportion.

Although the first case gives us an intuitive explanation for the behavior of the profit
function, the second case illuminates an interesting result. When a > (2/3) holds, the
marginal benefit of the firm from an improvement in availability level gets larger as the
availability level increases because the optimal profit function is convex for all values of
availability. In this case, the condition a > (2/3) can be written as 1.5(c — s) > (p+ gc — s)

We already know that (p — s) is larger than (¢ — s) due to Assumption 1. Therefore,
a positive stock-out cost will only increase the right hand side of the inequality. Ceteris
paribus, only a relatively large ¢ can validate the inequality. In other words, the closer the

marginal cost is to the sales price, the more likely that this case will hold. This also means
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Case 1. & = (273 Case 2: & = (2/3)
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Figure 2.3: Optimal centralized profit versus availability

that the centralized firm applies a low markup to each unit. Since the unit markup is low,
the firm makes positive profit as long as he can sell large amounts of inventory during selling
season. From that standpoint, the higher the availability level, the more will the centralized

firm benefit from an improvement in availability.

We previously showed that inflated value of the optimum classical newsvendor quantity
by a, which will be denoted by @), does not give the optimum value under inventory misplace-
ment. In the following passages, we compare the optimal profits under Q%, QFf = (Qy/a)

and Qf for uniformly distributed demand. Before we present the analytical findings, we

illustrate the comparison with two numerical examples.

Let us assume that 5 = 10000, p =9, gc =2, s = 1 and ¢ = 4 for the first example. As
Figure 2.4 shows Q7. generates the highest profits. Since a < .5, the optimal profits under
Q¢ and Q% are equal to each other at two values of availability: « = 1 and a = a/(1—a) (see
Figure 2.2). The profit under QF, is composed of only expected stock out cost till QF becomes

positive. Qf performs the worst among the three for low values of a since the amount ordered
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Figure 2.4: Profits versus availability under Qf , Q% and QF ( f=10000,p=9,9c =2,
s=1,c=4)

is much higher than the optimum. As availability increases, the performance of @)} improves
and after some value of availability, it performs better than @73. The performance of Q%
relative to ()¢, keeps getting worse after the two quantities become equal to each other at
a/(1—a) until availability reaches a threshold value. It starts to improve again as availability

increases beyond that threshold value till it goes to 1.

In the next example, we pick a firm with a higher cost of production and change the
marginal cost to ¢ = 6 while keeping the rest of the parameters the same. Figure 2.4 shows
the profits and differences of profits for = 10000 , p =9 ,9c=2,s=1and c=6 . In
this case, a = .5 , as a result the profit generated by ()} catches the profit generated by Q¢
only at 100% availability level. Although the performance of QF relative to Q% improves as

availability increases, it never becomes equivalent.

Based on these two examples it is clear that the differences between the optimal and

simple heuristics such as newsvendor or inflated newsvendor can be substantial. Further,
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Figure 2.5: Profits versus availability under Qf , Q% and QF ( f=10000,p=9,9c =2,
s=1,¢c=6)

their performance is dependent on the attractiveness to stock the product as well as on the
availability level. Next, we analytically characterize the behavior of the profit function under

the three ordering quantities and their dependence on availability.

Corollary 4 The following findings hold for a < 1

1. (i) EPC(QN) < EPC(Qg) , (1) EPC(Q]) < EPC(Q¢)
2. EPC(Q;) — EPC(Qy) > 0 if and only if a > 27%

3. (a) EPC(Qy) and EPC(Q}) are concave functions of a.

(b) 0(EPC(Q;) — EPC(QY)) /0a > 0 if and only if & < 12

(¢) 9(EPC(Q]) — EPC(Qg)) /0a >0
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( )

: & go+pts
>0fa <% and c < ¥

; _a_ gc+p+s
>0 fa> /7% and c < B

; goc+pts
>0 if c > 4

(d) 0(EPC(Qy) — EPC(Qp)) /9a =

< 0 otherwise

\

The optimal ordering quantity under misplaced inventory is always smaller than the newsven-
dor ordering quantity for low values of availability (see Corollary 3). Thus, inflating the
newsvendor quantity will only worsen the profits if the firm is misplacing most of the prod-
ucts. It is always optimal to order more than the newsvendor optimal ordering quantity
if the marginal cost is low and the level of availability is sufficient. Corollary 4.2 confirms
Corollary 3 and shows that using the inflated newsvendor optimal ordering quantity instead
of the newsvendor optimal ordering quantity will be better for the firm for relatively small

values of marginal cost and high values of availability.

The inflated newsvendor optimal ordering quantity will always perform worse than the
newsvendor optimal ordering quantity for high values of marginal cost. Since production of
one unit is very costly to the firm, the more the firm produces, the worse off she becomes.
However, as availability increases, the performance of the inflated newsvendor optimal or-
dering quantity gets better because the inflated newsvendor quantity decreases. Though, it

can never perform as well as the newsvendor optimal ordering quantity.

Although the newsvendor quantity always performs worse than the optimal ordering
quantity under misplacement, the performance gap gets narrower for high values of marginal

cost as availability improves. If ¢ > (go+p+s)/2,1.e. a > .5, the optimal ordering quantity
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under misplacement is always less than the newsvendor optimal ordering quantity but it gets
closer to the newsvendor ordering quantity as availability increases (see Figure 2.2). For low
values of marginal cost (@ < .5 ), QF gets closer and closer to Q% till availability becomes
a/(1—a) , after which it deviates from the newsvendor quantity more and more and reaches
its maximum at a = 2a (see Figure 2.2). Thus, in a low-cost firm, any increase in availability
will improve the performance of the newsvendor ordering quantity provided that availability
is less than @/(1—a) . When ¢ < (go+p+s5)/2,i.e. @ < .5, /a/(1 — a) always lies between

2a and 1. Although Q. starts to decrease after 2a and gets closer to Q% , the performance

of Q% improves only after availability increases beyond \/a/(1 —a) .

Corollary 5

1. (a) 9(EPC(Q;) — EPC(QL)) /dc < 0
(b) 9(EPC(Q;) — EPC(QZ)) /dgc > 0
(¢) D(EPC(Q;) — EPC(QR)) /ds > 0
(d) 9(EPC(Q]) — EPC(QE)) /0p >0
(e) 0(EPC(Q7) — EPC(QY)) /05 >0

2. (a) 9(EPC(QY) — EPC(QL)) /0c > 0 if and only if a > /(1 — &)
(b) 0(Qr — Qy) /0c <0

3. (a) d(EPC(Qy) — EPC(QL)) /05 > 0 if and only if a < a/(1 — @) ,

(b) 0(Q — Q%) /0s >0
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We also analyze the behavior of the profit function under the three different ordering
quantities with respect changes in parameters. )] is always greater than )¢, . Thus, any
increase in the marginal cost of production makes )7 perform even worse. Since the firm will
have more products than she would in the optimum, an increase in the sales price, salvage
value or stockout cost will improve the performance of @} relative to Q. Although Q%
can never perform as well as Q. , its performance improves for high values of availability
as marginal cost increases if the products are attractive to stock. For profitable products,
QF is greater than Q% for a > a/(1 — a) (see Corollary 3). An increase in ¢ causes the gap
between Q¢ and Q3 to shrink and the performance of the newsvendor ordering quantity
to improve. On the contrary, the difference between ()¢, and ()} increases as salvage value
increases. When ), is greater than ()} , an increase in salvage value causes QF and Q% to
lie further apart. This hurts the performance of the newsvendor ordering quantity relative
to the optimum quantity under misplacement. Thus, the performance of )}, improves if

a<a/(l—a), for which Qf is always less than Q% -

2.3.2 Decentralized Supply Chain

2.3.2.1 No Coordination

In this setting, there is no mechanism to coordinate the supply chain. The retailer’s and the

manufacturer’s profit functions under a wholesale price contract shown by (2.4) and (2.5)
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are simplified as follows for uniform demand distributed in [0, 3].

EPRp(Qp)=Qp(alg+p—s)— (wp — s)) —QQDGQ (g—l—p—S) "

20
(8 — aQp)’

EPMp(wp) = Qp (wp —¢) — gu 23

Theorem 5

1. EPRp(Qp) is strictly concave in Qp.
2. Q7 1s decreasing in wp.
3. EPMp(wp) is strictly concave in wp.

4. The optimal ordering quantity is as follows.

m(%)(1—%)6>0ifandonlyifa>d (g+p—5)+ g1

Qp = where k = < 1.
P 2(9+p—s5)+ o

0 otherwise
(2.14)

Since the profit functions are concave in their arguments, there exists a unique ordering
quantity for the retailer and a unique wholesale price for the manufacturer to maximize their
profits. Theorem 5.2 reveals an intuitive result that the optimal ordering amount decreases
as the manufacturer charges more. In the uncoordinated supply chains, one of the biggest
concerns is the reduction in the optimal ordering amount. Theorem 5.4 shows that the

optimal ordering quantity can be written as kQF where Qf, is given by (2.13). Since k <
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1, the decentralized optimum ordering amount is less than the centralized optimal ordering
amount, i.e. QF > () . Because k is a constant, findings of Lemma 4.1 and Lemma 4.2

also hold for the decentralized optimum ordering quantity.

Lemma 5 In an uncoordinated supply chain, the following findings hold under misplaced

inventory gwen that Q7 > 0

1. dEPRp(Q5(a);a)/da >0 and dEPMp(wi)(a);a)/da > 0

2. dEPMp(wy)(a);a)/da > dEPRp(QF(a);a)/da

3. dw}(a)/da > 0

Both the retailer and the manufacturer benefit from an increase in availability proportion.
However, marginal benefit is higher on the manufacturer’s profit than on the retailer’s profit
for the same amount of increase in the availability. Because the manufacturer knows that
the independent retailer’s profit function is increasing in the availability, she exploits the
advantage of being the leader and charges more for the wholesale price. Due to the increase
in wholesale price, the retailer can not benefit as much as the manufacturer. Clearly the
position of the manufacturer as the Stackelberg leader helps in her being able to extract
the maximum from the system. One could presume that if the cost of implementing RFID
(which would reduce misplaced inventory at the retailer) is borne mainly by the manufacturer
then our result will be weaker although we believe directionally it might still hold because
the manufacturer is the leader (these and other issues related to availability investment are

studied in detail in the next chapter).
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Corollary 6

(g+p—s)?(alge +p—s)—(c—s))?3
2a%(gc +p— ) 20 +g— )+ ¢1)°

EPC* — (EPR}, + EPM}) = >0 (2.15)

2. d(EPC* — (EPR}, + EPM3)) /da > 0 for Q& Q% > 0.

The centralized manufacturer always makes more money than the total supply chain
profits in the decentralized setting under no coordination and (2.15) gives us the effect of
double marginalization under misplaced inventory. The centralized manufacturer’s profit,
the manufacturer’s and the retailer’s profits in an uncoordinated supply chain all increase
with improvements in availability. However, due to the increase in the wholesale price for
an improvement in the availability level (see Lemma 5), the uncoordinated supply chain can
never benefit from an improvement in availability as much as a vertically integrated supply
chain. The higher the availability level is, the more severely will the supply chain be affected
by double marginalization. Therefore, one can conjecture that the implementation of systems
to improve inventory availability at the retailer is more likely to happen in centralized supply

chains as compared to decentralized supply chains.

2.3.2.2 Coordination with Revenue Sharing

The retailer’s and the manufacturer’s profit functions under inventory misplacement are

simplified as follows for demand uniformly distributed in [0, 3].
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EPRrs(Qrs) = Qrslsy +alg+ (p—5)y) — wgrs] —

2
o @ (grt+(—3s)7)
RS 23 9rp

EPMgs(wrs) = Qrs[wrs —c+ (1 —a)(1 —7)s +alga + (1 —7)p)] —

s A2(gu+p—s5—(p—s))
RS 25 —gmMM

Theorem 6 1. EPRps(Qrs) is concave in Qrs and the optimal Qrs is

& <vs+a(gR+(p—S)'y)—sz)

Qhs = =
RS g2 gr+ (p— s)y

2. Under a revenue sharing contract, the supply chain is coordinated for

(gr(c—5) +cy(p — 8) + s59¢7) —.
p+gc—s

*
Wprs =

(2.16)

(2.17)

(2.18)

(2.19)

In order to achieve the channel coordination, the manufacturer should choose the whole-

sale price such that (2.13) and (2.18) are equal to each other. Thus, the wholesale price

given in (2.19) coordinates the channel. As observed in (2.19), under a revenue sharing

mechanism, the manufacturer charges the retailer a lower wholesale price than her marginal

cost of production.

Lemma 6 In a supply chain coordinated by a revenue sharing contract where the optimal

ordering quantity Qrs = Q¢ is greater than zero, the following results hold.
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1. O(FPRrs(Qpg(a);a))/0a >0 and O (EPMgs(whg(a);a)) /Oa >0 .

2. 8EPMR58(;UES(G);G) > 8EPRRS(§§*RS(G);G) if and only if v < (1/2) (1 + —(gé‘g:f)}%)) )

Both the retailer and the manufacturer always benefit from an increase in the inventory
availability proportion in the retail store. As long as the proportion of the earnings that the
manufacturer takes is significantly high, the manufacturer benefits more from an increase in
the inventory availability level in the retail store. In case where the stock-out penalties are
equal to each other, i.e. ¢ = gjs, the manufacturer has to take more than 50% of the earnings
of the retailer in order to benefit from an improvement in availability more than the retailer
does. Another observation is that if gy > p — s+ gr , then (1/2) (1 + (9 — gr)/(p — 5))
becomes greater than 1 and the condition v < (1/2) (1 + (ga — gr)/(p — s)) always holds.
Thus, if the manufacturer’s stock-out cost per unit is significantly higher than the retailer’s
stock-out cost per unit, the manufacturer benefits more from an increase in availability than

the retailer.

2.3.3 Coordination with Buyback

One possible mechanism to coordinate the supply chain under misplaced inventory is a buy-
back contract (Pasternack, 1985). As in the uncoordinated case, the retailer misplaces [
proportion of goods right after replenishment before demand is realized. According to the
contract, at the end of the selling season, the retailer can return at most a fraction R of
the purchased goods to the manufacturer at a credit, b per unit. We analyze two situations

where according to the contract, the maximum fraction of inventory that the retailer can
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return is greater than the amount that is misplaced in the store ( R > [ ) and the fraction
is less than or equal to the amount that is misplaced in the store ( R < [ ). In addition to

Assumption 2, we assume that the retailer can not make profits over leftover inventory.

Assumption 3: s<b<w<p

2.3.3.1 Buyback Proportion R > [

This section focuses on a scenario where the maximum amount of inventory that the retailer
can return to the manufacturer according to the contract is greater than the amount of
misplaced inventory. Let us call (Qpp; the quantity that the retailer orders from the manu-
facturer under a buyback contract where (R > 1) . If demand is less than (1 — R)Qpp1 , the
retailer returns the manufacturer the maximum amount that she can return according to the
contract and salvages the remainder at s per unit. If demand is greater than (1 — R)Q@pp1 ,
then all of the remaining inventory is returned to the manufacturer after the selling season.
If demand is even greater than the available inventory, then only misplaced inventory re-
mains at the end of the selling season and all of them are returned to the manufacturer. The
decentralized manufacturer salvages the entire inventory that is returned from the retailer at
the end of the season. The retailer’s profit function and the manufacturer’s profit function
are written as in (2.20) and (2.21), respectively. wpp; indicates the wholesale price under a

buyback contract where (R > 1) .
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EPRpp1(Qpp1) = —wpp1®@pp1 + D {M - /: (€~ aQBBl)f(f)dg} + (2.20)
(1-R)@BB1 o 00
s (1= R)Qnen — €11 —gn | (€~ aQupn) f(€)de +
0 aQBB1
b FQus + | (1= R)Qum1 — €) F(E)de -
(1-R)@BB1
/ " (aQam ) flE)E}
EPMBB1(wBBl) = QBBl(wBBl - C) - 8ri /OO (5 - aQBBl)f(f)df - (2-21)
aQBB1
b= sHRQum+ [ (1= R)Quan — ()€ -
(1-R)QBB1

/ T (Qum — ) f(©)de)
a@BB1

Expressions (2.20) and (2.21) are simplified as follows for uniform demand distributed in

[0, 5].

_$)(1—R)2 _ba2
EPRpp1(Qpp1) = Qpa1 (algr +p —b) — (wpp1 — b)) — Q%5 ((b M1=R) QZ(gRﬂ) ) ) — gRH

b—s)(a2—(1—R)2 _ 2
EPMppi1(wpp1) = @pp1 (wpp1 —c— (1 —a)(b—s)) — Q%Bl( It 2@( ) QMW
Lemma 7 EPRgp1(Qpp1) is strictly concave in Qpp1 and the optimal ordering quantity is

as follows.

B (algr +p —b) — (wpp1 — b))

Qpp1 = a2(gr +p—0b)+ (b —s)(1 — R)?

(2.22)
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The idea behind coordination in a two sided monopoly is to make the retailer order the
quantity that the centralized manufacturer would. Thus, the total supply chain profits in
the decentralized two sided monopoly will be equal to the profits made if the manufacturer
owned the retailer. Since the manufacturer is the leader, she adjusts the wholesale price
so the quantity given by (2.13) optimizes the independent retailer’s profit. Thereby, the
wholesale price that will coordinate the channel must be chosen such that (2.13) and (2.22)

become equivalent.

Theorem 7

1. Allowing for unlimited returns for full credit is never optimal.

2. Allowing for unlimited returns for partial credit is system optimal for values chosen
according to (2.23).
blgc +p—c)+(c—s)(p+gr)

o= 2.23
WpR1 (p+gc _ S) ( )

When the manufacturer allows the retailer to return the remainder of the inventory
after the selling season and fully refunds the retailer with the wholesale price for every
item that the retailer returns, the channel will never be coordinated because the retailer
will always have an incentive to order more than the centralized optimal ordering quantity.
However, when the manufacturer allows returns up to 100% of the ordering quantity for
partial credit, the contract serves to coordinate the channel. This is similar to an earlier

result by Pasternack (1985) for a perfect inventory system that a strategy with unlimited
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returns with full credit is system suboptimal whereas that with unlimited returns with partial

credit is system optimal.

Corollary 7 For a coordinated supply chain with a buyback contract that allows for unlimited
returns, having misplaced inventory at the retailer does not have any impact on the wholesale

price decision of the manufacturer.

Since (2.23) is equivalent to the relationship given by Pasternack (1985) for the policy
with unlimited returns with partial credit, we can say that the retailer losing inventory does
not have any effect on the wholesale price decision of the manufacturer if the contract allows
unlimited returns for partial credit. In this setting, the manufacturer gets back the lost items
regardless. For low values of demand, since the return proportion is already greater than
the lost inventory proportion, the manufacturer takes back all the lost items and some or all

of the leftover items depending on the return proportion.

Theorem 8

1. Taking l < R < 1 fraction of the purchased items back for full credit is system optimal

for values chosen according to (2.24).

(c—8)(gr+p) +s(p+gc—s)(1—R)? (L) (1-12)
(c—s)++ge—s)1-R32(L)(1-9)

(2.24)

* pE— —
wpp = b=

2. Given a(p+gr —b) > (b—s)(1 = R)? (1) (1 —2) , taking | < R < 1 fraction of the

purchased items back for partial credit is system optimal for values chosen according
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to (2.25)

o _dgrntp=b) —slgrtp)+blptgc) o g (1) (;_ 0
W = e ts p-si-rp (1) (1-2) 22

Although taking all back at full credit never coordinates the channel, taking a partial
fraction of the purchased items back for a full refund of the wholesale price leads to coordi-
nation if equation (2.24) is satisfied. Taking a partial fraction of items back for partial credit

is also system optimal if the wholesale price is chosen according to (2.25).

2.3.3.2 Buyback Proportion R <

When the amount of returnable items is less than or equal to the amount of misplaced
inventory at the retailer, the retailer returns the maximum allowed number of items to the
manufacturer no matter what. Thus, the retailer’s profit function can be formulated as in
(2.26). Qpp2 represents the quantity that the retailer orders from the manufacturer and
wpps represents the wholesale price under a buyback contract where (R < I) . Since the
retailer returns RQ)ppo all the time, the manufacturer always salvages R(Q)gpgs . Thus, his

problem can be formulated as in (2.27).

[e.e]

EPRBBQ(QBB2):—MBB2Q332 +p {,U + / (CLQBBQ - §)f(§)d§} + bRQpp2+ (2'26)

QBB2
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o0

5 { / (= R)Qum — ©) F(E)de + / (i - R)@Bmﬂs)df} -

on / (€= Q) f()de

QBB2

QBB2

o0

EPMpps(wpp2) = Qpp2(wppz —¢) — (b—s)RQpp2 — 8ry / (£ —aQpp2) f(§)dE (2.27)

aQBB2

Expressions (2.26) and (2.27) are simplified as follows for uniform demand distributed in

[0, 0] .
2
EPRpp2(Qpp2) = Qpra (a(gr +p —s) + R(b — s) — (wpa — 5)) — Q% ps (gr +§ﬁ s)a — grit
_ (ﬁ - CLQBBQ)2
EPMpgps(wpp2) = Qpp2 (Wpp2 —c— R(b—s)) — QMT

Lemma 8 EPRpps(Qpp2) is concave in Qpps and the optimal Qppsy is

(wpp> = 5) = R(b - S)) . (2.28)

. B,
Qb2 = a (1 a(p+gr — s)

The independent retailer will order (2.28) at the optimum. The coordination will be
achieved if the manufacturer sets the wholesale price such that (2.28) and (2.13) will be

equivalent.

Theorem 9
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1. Allowing for no returns is never system optimal.

2. Taking 0 < R < fraction of the purchased items back for full credit is system optimal

for values chosen according to (2.29).

(gr +p —5)(c—s)
(p+9c—s)(1-R)

3. Given ¢ — 245 — p(1 — R) + Rs , taking 0 < R < fraction of the purchased items

pt+gc—s

back for partial credit is system optimal for values chosen according to (2.30).

Wiy = c— IR g op (2.30)

P+gc—$s

Allowing for no returns is the same as the uncoordinated decentralized case and never

coordinates the channel. However, taking partial fraction of items back coordinates the

channel. The amount of inventory purchased back by the manufacturer from the retailer at

the end of the season stays the same regardless of the availability level so even for the most

general case, the wholesale price in (2.30) is observed to be independent of availability level

in the retail store.

Corollary 8 Given that the retailer orders a positive amount,

1. the wholesale price given in (2.30) is less than the wholesale price given in (2.25).

2. the manufacturer always makes negative profits in an environment coordinated buy a

buyback contract where (R <) for any value of availability level.
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Given buyback is less than what the retailer loses, in order to get the retailer to order
the centralized ordering quantity, the manufacturer has to give a much lower wholesale price
for the same buyback and hence ends up making less profits. Therefore, it is undesirable for
a manufacturer to try to use a buyback contract particularly with retailers who have high

percentage losses of inventory.

2.3.3.3 Effects of Availability

So far, we have analyzed the impact of availability at the optimum on the manufacturer’s
profits when the manufacturer owns the retailer and on both the retailer’s and the man-
ufacturer’s profits when they act uncoordinated. Now, we analyze the effect of a rise in
availability in a coordinated environment where the coordination is achieved by a buyback
contract. We consider both environments when R > [ and R < [ . Note that since sup-

ply chain is coordinated, the optimal ordering amounts are equal to the centralized optimal

ordering amount ( Q%5 = Qhp, = QF ).

Lemma 9 In a supply chain coordinated by a buyback contract where | < R < 1 and the

optimal ordering quantity Qpp, = Q& s greater than zero, the following hold.

1. 8(EPRBBl(Q*BBl(a);a)) /6@ >0

2. 0(EPMpgpi(whpg,(a);a)) /0a >0

5 () %EPMBBl(w*BBl(a);a) > %EPRBBl(Q*BBl(a);a) if and only if A >0
. (i

LEPMppi(wip(a);a) < ZEPRpp1(Qppi(a);a)  otherwise
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where A = a(b+ gar — ) — (a(p+ gr —b) +2(b — $)(2d — a) (1—3)2). (ii) DA JOgas > 0

a

(iii) DA/ > 0 .

When the buyback proportion is greater than the proportion of misplaced inventory
(R > 1), we find that both the retailer’s and the manufacturer’s profits unconditionally
increase in the inventory availability proportion of the retail store. Since (R > ), the
manufacturer buys back all of the lost items anyway. If demand is at the very low end (even
less than (1 — R)Q@pp1), then an improvement in the availability level will not affect the
manufacturer because the retailer will return the maximum number of items that she can
according to the contract. On the other hand, for reasonably high demand values, it will
always be better for the manufacturer if the retailer puts an item on shelf for customers
instead of losing it. In such a case, fewer items will be returned to the manufacturer. Since
the retailer is not allowed to make profits on the returned items, it is always a better situation

for the retailer to make one item available to sales than returning it back to the manufacturer.

In order to understand expression A better, we take the partial derivative of A with
respect to gy and b separately. A is increasing in gp; meaning that for high values of
manufacturer’s share of the stock-out cost, the manufacturer is high likely to benefit more
than the retailer for a slight increase in availability. We also find that as b increases, A
increases. Thus, in this case, the manufacturer always prefers the retailer to make as many
items available to the customers as possible because she does not want to pay large amounts
of buyback credit. Therefore, for high values of buyback credit, the manufacturer is highly

likely to benefit more than the retailer for an increase in availability at the retail store.
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Lemma 10 In a supply chain coordinated by a buyback contract where 0 < R <[ and the

optimal ordering quantity Qpp, = Q¢ 15 greater than zero, the following results hold.

1. 9(EPRppa(Qppy(a); a)) /0a > 0

2. 0(EPMpps(whps(a);a)) /0a > 0

%EPMBBQ(U}*BB2(CL);(I) > %EPRBBQ(Q*BB2(CL);G) if and only if s—gr>p—gu

LEPMpps(whps(a);a) < LEPRppa(Qpps(a);a)  otherwise

Here the availability is allowed to increase as long as 0 < R < [ is preserved. As
indicated above, we discover that both the retailer’s and the manufacturer’s profits are non-
decreasing functions of availability at the optimum. Therefore, both parties benefit from
an upgrade of availability on the retailer’s side in the presence of channel coordination.
The manufacturer gains from an increase in the availability at least as much as the retailer
benefits if s —gr > p— gy holds. Since the salvage value is strictly less than the retail price
of the product, for the manufacturer to benefit more than the retailer from an enhancement
in availability, the manufacturer’s share of the penalty cost must be significantly more than

the retailer’s share.

2.3.4 Comparison of Contracts

Now, we compare the profits of each party under coordinated supply chains which are coor-

dinated by different mechanisms.
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Lemma 11 Given that the supply chain is coordinated and hence Qf = Qg = gy =

Qrs > 0, the decentralized manufacturer

1. always prefers a buyback contract where R > 1 to a buyback contract where R <1 .
2. always prefers a revenue sharing contract to a buyback contract where R <1 .

3. always prefers a buyback contract where R >l to a revenue sharing contract if

(1-R)?(b—s)+a?(p—b

i a?(p—s) ) where A=R2(b=9)+a’(p=b) ,

o (p—s) s always less than 1.

4. always prefers a revenue sharing contract to a buyback contract where R > 1 if

(1—R)2(b—s)+a?(p—b
a?(p—s)

(1=R)?(b—s)+a*(p—b)
a?(p—s)

v < ) where 18 always less than 1.

5. 1s always indifferent between a buyback contract where R > | and a revenue sharing

(1-R)?(b—s)+a?(p—b
a?(p—s)

(1-R)?(b—s)+a?(p—b)
a?(p—s)

contract if v = ) where 15 always less than 1.

As given by Corollary 8, the manufacturer always makes negative profits in a supply
chain coordinated by a buyback contract where (R < [) . Therefore, between a buyback
contract where (R > [) and another buyback contract where (R <) , he will always choose
the first one. Similarly, when a buyback contract where (R < l) is compared to a revenue
sharing contract, the manufacturer always chooses the revenue sharing. Cachon and Lariviere
(2005) show that there exists a unique buyback contract which generates the same profits as
a revenue sharing contract. They do not consider the problem of misplaced inventory and
they assume unlimited buyback. We show that for our case with a buyback proportion being
greater than the lost inventory proportion and under the problem of misplacement, one can

always find a buyback contract which is equivalent to the revenue sharing contract in terms

49



of the profits that it generates. However, one can never find an equivalent buyback contract
to the revenue sharing if buyback proportion is less than the proportion of lost inventory.
In addition, as long as the proportion of the earnings that the retailer takes is less than a
threshold value, the manufacturer always chooses revenue sharing over a buyback contract

where (R > 1) .

It is to be noted that the decentralized retailer’s profits are just in the opposite direction

of the decentralized manufacturer’s (see Lemma 12 in Appendix A).

2.4. Extensions

In the previous sections, we have assumed that inventory misplacement is a constant fraction.
We have further assumed that inventory misplacement does not depend on the size of the

order. Here, we relax these assumptions one at a time for a general demand distribution.

2.4.1 Inventory Misplacement as a Random Variable

In the previous sections, we have assumed that a constant fraction of items get misplaced in
the stores. Although modeling this problem gives us the advantage of analytical tractability,
it sacrifices to incorporate the variability of the rate of inventory misplacement. In this sec-
tion, we assume that availability is a random variable. The sequence of events for the supply
chain of interest is exactly as assumed before with the exception of having a random number

of items getting misplaced. We assume that a is the actual rate of inventory availability, A
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is the random variable and (.)* = max{0,.}. Throughout this section, all random variables
are assumed to be nonnegative with finite expected values. We will use E[A] to denote the
expected value of inventory availability and p to denote the expected value of demand. We
will use H(.) and h(.) to refer to the probability distribution function of inventory availability

and corresponding probability density function, respectively.

2.4.1.1 Centralized firm

The profit function of the centralized firm is as given in (2.31).

mc = pmin{z,aQc}t — cQc — go(r — aQc) ™ + s(aQc — z)" + (2.31)
s(1 —a)Qc
= (p—s)z —Qclc—as) = (p+gc — s)(z —aQc)" + s(1 —a)Qc (2.32)
EPC(Qc) = (p— s)u — Qclc — E[A]s) + s(1 — E[A])Qc — (2.33)

oo rz/Qc
— — dH (a)dF (x)d
0+ g0 — ) / / (¢ — aQe)dH(a)dF (x)dx
Theorem 10

1. EPC(Qc¢) is concave in Q¢ and the optimum order QF solves (2.34).

/ /WC adH (a)dF(z)de = ——° (2.34)

p+90_3

o1



2. Qf is always larger than the corresponding optimum order under a pure proportional

random yield model.

Theorem 10 provides the optimum order for the centralized firm under a random rate of
inventory availability. Due to the salvage value that one would get at the end of the period,
the optimal stock under inventory misplacement is always higher than than the optimal stock

under random yield.

Let Y <, X denote Y being stochastically smaller than X. A random variable Y is
stochastically smaller than a random variable X provided P(Y > u) > P(X > u) for every

real u (see Miiller and Stoyan (2002) for an extensive background on stochastic ordering).

Lemma 13 Suppose two random wvariables A and A where A <, A. If QC* > Qf, a

stochastically larger inventory availability leads to greater profits.

In general, a stochastically larger yield does not increase optimal profits under random
yield. Lemma 13 indicates that such a stochastic ordering increases the profits given an
ordering of the optimum values. This finding is in line with the findings of Gupta and

Cooper (2005) for a pure random yield.

2.4.1.2 Decentralized Supply Chain-No Coordination

In this section, we assume that the manufacturer is the Stackelberg leader and the sequence

of events is the same as given in Section 3.3 except that we assume a random inventory
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availability here for the retailer. The retailer’s and the manufacturer’s profits can be written
as in (2.35) and (2.36), respectively. Hence, the expected profit function of the retailer
EPRp(Qp) is equal to (2.33) with the transformation of ¢ to w. The expected profit

function of the manufacturer EPMp(w) is given by (2.37).

8 = pmin{z,aQp} — wQp — gr(r — aQp)" + s(aQp — )" + (2.35)

s(1—a)@p
mh = (wp — ¢)Qp — gu(x — aQp)* (2.36)
0 rz/Qp
EPMp(w) = (wp — ¢)@Qp — gM/O /0 (xr —aQp)dH (a)dF(z)dx (2.37)

Theorem 11

1. EPRp(Qp) is concave in Qp and the optimum order Q7, solves the following relation.
0 rz/Qp
wh =s+ (p+gr—s) / / adH (a)dF (x)dx (2.38)
o Jo

2. EPMp(w}(Qp)) is concave in Qp if and only if the following expression is negative.

o] Iz o] 213'3
(p+9r—S—9gum) / —5h(z/Qp)dF(x) + (p+ gr — 5) / — N (x/Qp)dF(239)

o @p o @p

3. If EPMp(wp(Qp)) is concave, the optimum Qp is given by the following.

0 rz/Qp
(p+9r — 5+ 9um) / / adH (a)dF (z)dr — c+ s — (2.40)
o Jo

(p+9r—s) /Ooo %h(x/QD)dF(x)dx =0
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There exists a unique optimum order and a wholesale price if and only if (2.39) is negative.

Then, the optimum order is found by solving (2.40).

Corollary 9 If the inventory availability is uniformly distributed and gy > p+ gr — S, then

EPMp(ws(Qp)) is concave in Qp .

Corollary 9 shows that if the manufacturer’s goodwill cost is sufficiently high and the
inventory availability is characterized by a uniform distribution, the manufacturer’s profit

function is concave leading to a unique optimum wholesale price and a unique order quantity.

For the subsequent results, we assume that the manufacturer’s profit function is always

concave.

Lemma 14

1. Suppose two random variables A and A where A <, A. If QD* > )}, a stochastically

larger inventory availability leads to greater profits for the retailer.

2. Assume that inventory availability distribution A changes to A. The manufacturer

benefits from this if and only if the following is positive.

~

ok ~ % S I/QAD*
(c=s)(@p—Qp )+ (P+9gr+gu—s)Ep /0 /U adH (a)dF (z)dz —(2.41)
(p+9r+9gm —s)Qp / / adH (a)dF (z)dz +
o Jo

ol / " B2/ Q) — H(x/Q)dF (x))

o4



We find that a stochastically larger yield has positive effects on the retailer’s profit if the
corresponding optimum orders are ordered according to Lemma 14. The effects of a change
in the inventory availability on the manufacturer’s profit is a messy expression and we are

unable to derive a general conclusion.

2.4.1.3 Decentralized Supply Chain-Revenue Sharing

Here, we study coordinating the supply chain with a revenue sharing contract as given in
Section 2.2.2.2. The retailer’s and the manufacturer’s profits are given by (2.42) and (2.43).

Corresponding expected profits are given by (2.44) and (2.45).

Ts = vp min{x, aQrs} — wrsQrs — gr(r — aQrs)* +vs(aQrs — )"+ (2.42)
78(1 = a)Qrs
=(p — 8)r — Qrs(wrs —vas) — (Yp + gr — 78)(r — aQrs) " +
75(1 — a)Qrs
mis = (wrs — )Qrs — gur(x — aQrs)" + (1 —7)[p min{x, aQrs} + (2.43)
s(aQrs — )" + s(1 — a)Qrs]
= (wrs = ¢)Qrs + (1 =) (p — 5)z + (1 — y)acsQrs —

(1= =) + gul(z — aQrs)" + (1 = 7)s(1 — a)@rs

EPRRs(Qrs) = v(p — s)it — Qrs(wrs — YE[A]s) + vs(1 — E[A])Qrs — (2.44)
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oo rx/QRs
(10— 5) + 9r) / / (¢ — aQus)dH (a)dF ()dz
o rx/QRs
EPMps(wns) = (wns — ¢)Qns — gar /0 /0 (2 — aQus)dH (a)dF (z)dz + (2.45)
(1=)(p—s)u+ Qrss] +

0 rz/Qrs
(I—=7)(p—s) /0 /o (x — aQprs)dH (a)dF (x)dx

Next, we identify the conditions for the supply chain to be coordinated according to a

revenue sharing contract.

Theorem 12 The supply chain can be coordinated by a revenue sharing contract if the whole-

sale price is set to whg given below.

s = PP e (2.46)

Expression (2.46) is equal to the wholesale price that coordinates the supply chain when
demand distribution is general and the inventory availability is assumed to be a constant
fraction. Further, stochasticity of the inventory availability does not have any effect on the

coordination wholesale price.

Lemma 15

1. Suppose two random variables A and A where A <4 A. If Cjc* > ¢, a stochastically

larger inventory availability leads to greater profits for the retailer.
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2. Assume that inventory availability distribution A changes to A. The manufacturer

benefits from this if and only if the following is positive.

L= IEIEZ) 4 Qs = Q) — (== ) +au] (247

| 7 o — Q)T (a) AP () — ] O o~ aQi)dH (@) (2)da]

Similar to the previous sections, we characterize a condition for which a stochastically
larger inventory availability benefits the retailer. However, we are not able to derive a general

conclusion for the manufacturer’s profits.

2.4.2 Inventory Availability as a Function of Order Size

In this section, we explore settings where inventory availability is an increasing function of
the order size. For example, if the misplacement is due to stocking on the shelves, then one
might expect a greater percentage of products to be shelved correctly when the quantity is
larger. We denote the number of available items during the selling season by A(Q) < Q.
We provide the expressions for the optimum stocking decisions for the centralized firm, for
an uncoordinated decentralized supply chain and a coordinated supply chain by a revenue
sharing contract. In all of the three settings, we assume that the sequence of events as
before. That is, as soon as the order arrives at the firm (retail store), @ — A(Q) of items
get misplaced and A(Q) items become available for customers to purchase. At the end of
the selling season, the misplaced @) — A(Q) number of items are found and salvaged along

with (r — A(Q))" remaining items after the selling season if any remains where = denotes
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demand. Further, we require Assumption 1 in all settings and require Assumption 2 in the

uncoordinated supply chain.

We first analyze the centralized firm, whose profit function is given by (2.48).

o0 o0

M@wﬂwﬂmeQ/ [ — AQ)dF(x) + (2.48)

EPC(Q) = ~cQ+p(u+ [
AQ)

AQ)

A(Q)
s{@—A@H+A [ﬂ@wwwﬂ@}

Theorem 13 EPC(Q) is concave in Q if A(Q) is an increasing concave function and the

optimum @ solves (2.49).

c— S

AQ)(1 - F(AQ)) = PRp—

(2.49)

A concave increasing function of quantity is sufficient to guarantee the concavity of the

profit function. Hence, solving expression (2.49) for @) gives us the optimum order.

Next, we study an uncoordinated decentralized supply chain. The retailer’s and the

manufacturer’s profits are given by (2.50) and (2.51).

o0 o

EPRp(Q) = —wQplp + / [A(Q) — #]dF(2)] — gr @ [z — A(Q)]dF (z) + (2.50)

AQ)

[e.9]

EPMp(w) = (w— ¢)Q — gu /A =A@

A(Q)
s{@—A@n+A [MQ%%MN@}
F(x)

(2.51)
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Theorem 14

1. EPRp(Q) is concave in Q if the A(Q) is an increasing concave function and the

optimal order Q* solves the following expression.

w* = A(Q)F(AQ)(p+ gr — 5) + 5 (2.52)

2. EPMp(w*(Q)) is concave in Q if and only if the following expression is negative where

F(.)=1-F(.) and R[Q) is given by (2.54).

R[Q]+ gu {A"(Q)F(AQ)) — (A(Q))*f(AQ))} (2.53)

R[Q] = Q{A"(Q)F(A(Q)) — 3A(Q)A"(Q)f(A(Q) — (A(@)*f'(AQ)) } #2.54)
2 {A"(Q)F(A(Q)) — (A(Q))*f(AQ)} (0 + gr — 5)

A general function of availability complicates concavity check in the uncoordinated supply
chain as given by Theorem 14. However, once concavity is assured, the optimum order is

found by using the relation given by (2.52).

Next, we analyze a supply chain coordinated by a revenue sharing contract. The profits

of the retailer and the manufacturer are given by (2.55) and (2.56), respectively.
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EPRgs(Q) = —wQ — gr /A(Q)

[ — AQIF(x) + ~(p {u -

[A(Q) — x]dF(x)}(ZkE)E))
AQ)

A(Q)
s {[Q _AQ)] + / AQ) - x]dF<x>}>

EPMps(w) = (w - €)Q — g / Z) [ — AQ)dF(x) + (2.56)
(1= {u wf Z»[A(Q) - deF<x>}

AQ)
+5 {[Q — A(Q)] + /0 [A(Q) — w]dF<x)})

Theorem 15 The supply chain can be coordinated by a revenue sharing contract if the whole-

sale price is set to whg given below.

Wrs = i _psvz ;Cgi)ic =) + sy (2.57)

Inventory misplacement does not have any effect on the coordination wholesale price even

when we assume inventory availability as a function of quantity.

In this chapter, we study vertically integrated and decentralized supply chains under
inventory misplacement. We prove that the behavior of the optimum order quantity with
changes in inventory availability depends on the generalized failure rate of the demand
distribution evaluated at the optimum number of available items. Further, we give conditions
for the supply chains under inventory misplacement to be coordinated by revenue sharing
and buyback contracting mechanisms and show that the manufacturer may indeed extract

more benefits than the retailer does from a reduction in inventory misplacement.
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Chapter 3

Misplaced Inventory and RFID:

Information and Coordination

3.1. Introduction

Inventory misplacement is expensive and is prevalent in many industries. For example, Delta
Airlines operates at a very high baggage-handling efficiency rate (99%). However, the 1%
of misplaced bags costed Delta about $100 million a year (Airline Business Report, 2004).
Similarly, the Vatican Library, which has approximately two million books, manuscripts and
other valuable items, had to close the library for an entire month each year (Wireless News,
2004). An empirical study by Raman, DeHoratius and Ton (2001) show that the inventory

loss proportions can reach significant numbers in retail stores up to 16% in some cases.

When items are misplaced in the store, they become unavailable to the customers until

they are found. One of ways to handle misplaced inventory is through Radio Frequency



Identification Devices (RFID). Through this technology, it is possible to track an item on
which an RFID tag is attached. Implementation of RFID is beginning on a large scale
at the distribution level, i.e. pallets are being tagged. This should reduce misplacement
at the warehouse level. Firms started to perceive the RFID technology as a development
beyond being only an extension to bar coding when Walmart declared the requirement for
her major suppliers to tag each pallet with an RFID tag. It gained momentum with several
firms including Unilever, United Biscuits, Fluoroware Inc., Ford Motor Company and Toyota
launching pilot projects of RFID (Angeles, 2005). Although pallet-level RFID applications
provide some visibility to firms, they may not deliver all the strategic benefits of RFID
particularly in the case of retailers’. As a result, Marks & Spencer, Tesco and Metro Group,
three European retailers have already started testing RFID at the item-level (Sullivan, 2005).
The next level of implementation will be at the store level where RFID should enable item

level tracking and identification.

In addition to various variable costs, RFID adopters also have to consider the upfront
costs for deploying the new technology in the supply chain (Kambil and Brooks, 2002). For
example, a typical consumer packaged goods manufacturer was estimated to spend between
$13 million and $23 million for shipping 50 million cases per year including various fixed

costs and variable costs (Asif and Mandviwalla, 2005).

As these big retailers (along with Walmart) have popularized RFID, a common opinion
has been that the main beneficiaries of RFID will be the downstream players in the supply
chain (Kevan, 2004; Agarwal, 2001). In addition to being able to track the items, the

retailers are expected to benefit from store and warehouse labor reductions and reduced
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inventory. On the other hand, the benefits of RFID to manufacturers have been anticipated
in improved demand planning, stricter quality control, reduced scrap, waste and rework, and

more accurate inventory data (Bearing Point, 2005).

3.1.1 Related Literature

Studies related to RFID in inventory management are relatively new. Lee and Ozer (2005)
provide a review of the literature about the emerging technology RFID by examining the
papers under three main categories: misplacement of inventory, shrinkage and transaction
errors. As indicated by Raman, Ton and DeHoratius (2003), inventory inaccuracy and mis-
placed inventory are major operational inefficiencies. Several researchers have developed
models for inventory inaccuracy (see Iglehart and Morey (1972), Kok and Shang (2004),
Atali, Lee and Ozer (2005), DeHoratius, Mersereau and Schrage (2005) and Heese(2006)).
Models for inventory misplacement problem have also been studied by researchers (see
Camdereli and Swaminathan (2005) and Rekik, Sahin and Dallery (2005)). In the following
passages we will relate our work to other research that have explicitly incorporated RFID in

their analysis of inventory inefficiencies.

Gaukler, Seifert and Hausman (2004) study item-level RFID where the retailer uses
in-store sales to estimate his demand distribution. The tagging expenses are assumed to
be shared and no fixed cost of implementation is taken into account. They research the
behavior of the optimal stocking quantity and the profits of the parties for changes in the

responsiveness level of the retailer and the tag price. As opposed to their model where RFID
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improves demand visibility, in our model RFID improves supply visibility. In this chapter,
besides tagging expenses, we take the fixed cost of RFID implementation into consideration
and allow the parties to share the fixed cost of adoption. We study both scenarios where the
tagging expenses are covered by only the manufacturer and only the retailer. Additionally,
we also characterize the incentives for the parties to invest in RFID in vertically integrated,

uncoordinated and coordinated environments.

Rekik, Sahin and Dallery (2005) computationally study the benefits of using Auto-ID
systems for the retailer to completely remove the inventory misplacement by comparing
such systems with those where the retailer is not aware of the misplacement problem and
where the retailer knows the misplacement problem and optimizes accordingly. Our work
is distinguished from their model in that we also consider coordination issues in a supply
chain with a retailer and a manufacturer. We analytically derive the conditions for both the
retailer and the manufacturer to benefit from the RFID technology under both centralized

and decentralized environments.

Heese (2006) studies the effect of inventory inaccuracy on supply chain performance as
well as the impact of double marginalization in a decentralized supply chain on the parties’
incentives to adopt RFID. Assuming fixed cost of investment zero, the author finds that
the manufacturer, who is the Stackelberg leader, is better off with RFID technology if and
only if the retailer is better off. In comparison to the above work, we consider a misplaced
inventory problem and assume sharing of fixed cost of implementation. We find that the
incentives of the retailer and the manufacturer to adopt RFID are not always aligned under

inventory misplacement. We also investigate the changes in the incentives of the parties to
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adopt the technology as the mean and the variance of the demand distribution changes.

Since RFID is a recent development in information technology, literature about adoption
of EDI is also relevant to our research. Decisions concerning EDI adoption have been studied
in different settings. Wang and Seidmann (1995) showed that while one supplier’s EDI
adoption can increase her own profit, it may decrease the profits of the other suppliers and
a supplier’s incentive in EDI adoption decreases in the number of suppliers adopting EDI.
While assuming a direct benefit for the buyer, they show that suppliers installing EDI can
indirectly benefit from it. In this chapter, we research the effects of RFID adoption on the
parties. Instead of assuming a direct benefit to any party, we model the incentives as a
result of solving the problem of inventory misplacement. Readers are referred to Narayanan,

Marucheck and Handfield (2007) for a research review of EDI literature.

Camdereli and Swaminathan (2005) is a closely related paper to our work. The main focus
of the authors is to characterize the optimal policy for a single product inventory problem
under misplaced inventory. They expand the analysis to the two stage supply chain in a
single period setting in that paper. Using uniform distribution for demand, they show that
behavior of the optimal ordering quantity for an increase in the availability level depends on
the existing availability level and attractiveness of the items to stock in vertically integrated
supply chains; therefore, it does not monotonically increase or decrease in all cases. Under the
decentralized setting, they analyze uncoordinated supply chains as well as those coordinated
by buy-back and revenue sharing mechanisms. In their work, they do not consider the costs
and incentive issues arising as a result of implementation of an information system such as

RFID. In this chapter, we incorporate the cost of removing misplacement using RFID and
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focus on the incentives of the parties in the supply chain to adopt such a technology.

3.1.2 Owur Work and Contributions

In this chapter, we study benefits of RFID implementation on a two stage supply chain
experiencing misplaced inventory at the retailer. We consider both fixed and variable costs
for RFID implementation and assume that the fixed cost is shared between the two using
an arbitrary proportion while the variable cost could be charged to either the retailer or the
manufacturer. We study three different settings - (1) a vertically integrated supply chain
where the manufacturer owns the retailer, (2) a decentralized and uncoordinated supply chain
with a wholesale contract and (3) a supply chain that is coordinated with a revenue sharing
contract. In all cases, the manufacturer is assumed to be the leader. We derive conditions
under which it is beneficial to invest in the RFID technology and establish threshold on
variable tagging cost where the manufacturer or the retailer or both or neither benefit from
such investment. We also provide conditions to coordinate the supply chain with a revenue
sharing contract. Finally, we establish the effect of changes in mean and variance of a uniform

demand on the incentives for investing in RFID.

The remainder of the chapter is organized as follows. In Section 3.2 we study the vertically
integrated supply chain. Section 3.3 focuses on the decentralized supply chain. Section 3.3.1
focuses on the uncoordinated supply chain where no mechanism exists for coordination and

Section 3.3.2 studies revenue sharing.
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3.2. Centralized firm

In this section, we study a vertically integrated supply chain where the manufacturer owns
the retailer. For convenience, we will refer to the centralized manufacturer/retailer as the
centralized firm. We consider a single-seasonal product. We assume that misplacement
of inventory occurs immediately on delivery. Hence, as soon as the order is complete, [
(0 <l =1-—a < 1) proportion of the order gets misplaced in the store and only a proportion
of the order is available to the end customers during the selling season. Inventory can be
misplaced due to various reasons. Customers or employees can misplace items on the shop
floor or items can be misplaced in storage areas. In most real life settings, misplacement hap-
pens gradually over time. We assume instantaneous misplacement for analytical tractability.
Therefore, one can think of our model as an approximation to a real life setting where the
costs can be perceived as an upper bound on the negative effects of inventory misplacement.
Demand occurs right after the misplacement. When the firm invests in RFID, we assume
that each item is tagged with an RFID chip so the availability proportion becomes 100%
(a = 1). Since the implementation of RFID in supply chains is relatively new, efficiency rate
of the readers can be below 100% in some instances. This can also be incorporated into our
model easily by assuming that availability goes to @ < 1 instead of 1. The firm adopting
RFID incurs a fixed cost of K and a variable cost of ¢ > 0 per unit when she implements
RFID. The centralized firm which does not invest in RFID technology orders ()¢ and the
firm investing in the technology orders Q)¢+ at ¢ per unit. Each available unit is sold for p
during the sales season and any leftover inventory is salvaged at s per unit. If the firm does

not invest in the technology, she always salvages the lost inventory (IQ¢) at the end of the
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season. There may be more leftover inventory if demand is less than the available inventory
(aQc¢). If demand is more than the available items (aQc when items are misplaced and
Q¢+ when RFID is implemented), the firm incurs go per each unit of excess demand, i.e.
a penalty cost for stock out. To gain analytical insights through closed form solutions, we
assume that demand is uniformly distributed in [0, ]. Our results for the firm can be ex-
tended to several other generic distributions although the expressions are cumbersome. We
make several assumptions on the cost parameters. Assumption 1 holds for both centralized

and decentralized settings.
Assumption 1: s<c<p

Let Qy, Q¢ and Qf, denote the optimal quantities. The centralized firm’s expected
profits without any misplaced inventory, under misplaced inventory and after implementing
RFID are formulated as in (3.1), (3.2) and (3.3) respectively where u is expected value of

demand, E[¢].

00 QN
EHWWQMZ*%QN+MH+/ﬁ@Mjfﬁ@ﬂ@+ﬂlg(QN—@ﬂ@%

—ﬂo/m@—Qwﬁﬁﬂﬁ (3.1)
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(e}

aQc
EPC(Qe) = —cQc + plyi + / (aQc — €)F(€)d€) + s(1Qc + / (aQe — €)f(€)de

aQc

g / : (€ — aQo) f(€)de (3.2)

[e.o]

Qc,t
EPCt(Qcyt) = —(c+1)Qcy + p(p + / Qe — &) f(6)dE) + 5/0 (Qoe — &) f(6)dE

QC,t

g /Q (€= Qe fle)de (3.3)

The expressions (3.1), (3.2) and (3.3) become the following for demand uniformly dis-

tributed in [0, 3].
EPCN(Qn) = Qn(p+9c —¢) — Qx(p+ 90 — 5)/(26) — gop
EPC(Qc¢) = Qcla(p+ go — s) — (¢ — 8)] — Q¢a®(p + gc — )/ (26) — gop

EPCt(Qcy) = Qoy(p+9c —c—1t) — Q%’,t(p +9c—8)/(28) — gep — K

Theorem 16 (Camdereli and Swaminathan, 2005)

In a supply chain under inventory misplacement, the following findings hold.

1. EPC(Q¢) is concave in Qc.
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(B/a)(1 —a/a) >0 if and only if a > a where a = ="~ <1
Q: = (3.4)

0 otherwise

As shown in Camdereli and Swaminathan (2005), EPC(Q¢) is concave in Q¢ and the
optimal order under inventory misplacement is Qf, = (5/a)(1 —a/a) if and only if a > a and
is zero otherwise where @ = (¢ — s)/(p + gc — s). Since EPC't is a newsvendor formulation
with a constant setup cost where the marginal cost of product is inflated by ¢, EPCt is
concave in Qc,. Hence, Qf,;, = B(p+ gc — ¢ —1)/(p+ go — s) and is positive if and only if
t < p+ go — c. Due to the tag price, it is clear that the optimal order under RFID is always

smaller than the optimal order under no inventory misplacement since Q% = (1 — a).
All of the proofs are given in the Appendix B.

Lemma 16
1. Given Qg,; > 0, there exists a threshold value a < min{1,a/(1 — a)} such that Q¢ , >

Q¢ if and only if a < a.

2. (a) Given Qf,, Q¢ > 0, there exists a threshold value tla] = zlc—s—a(p+gc—s)+
a*(p+ go — ©)] such that Qf,, > Q¢ if and only if t < #[a].

(b) tla] > 0 if and only if a < min{l,a/(1 —a)} where a = (c—s)/(p+ gc — s).

Lemma 16.1 states that as the inventory availability varies, the value of Qf and Qg

become equivalent at only one value of availability a < a < min{l,a/(1 —a)}. Figure 3.1
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gives two numerical examples to compare Qf, with QF, for the two cases where a = 3/16 <
0.5 and @ = 9/16 > 0.5. As also numerically illustrated by these examples, QF,, crosses Q¢
only at one value of availability (e ~ .228 in the graph where a < .5 and a ~ .870 in the

graph where @ > .5), for which Qf, is always less than Q%.

Although one may expect to order less under RFID than under inventory misplacement
due to 100% inventory availability, it may not be the case if the tag price is sufficiently
low. In Lemma 16.2.(a), we provide a threshold value (t[a]) on the tag price, below which
it is always optimal to order more under RFID than under inventory misplacement for
appropriate ranges of inventory availability. The expression a is the probability of stocking
out in a newsvendor problem where no misplacement occurs. One may also interpret a as
how unattractive products are to stock. Ceteris paribus, as the unit cost of order increases,
a increases or as the sales price of the product increases, a decreases. When a < 0.5, i.e.
items are relatively attractive to stock, and a < a/(1—a), t[a] is positive. Hence, the optimal
order under RFID is indeed larger than the optimal order under inventory misplacement if
the tag price is less than t[a]. For the same case (@ < 0.5), Q& > Q% for a > a/(1 — a).
Thus, Qg is always smaller than Qf for this range of availability values. Obviously when
items are not attractive to stock (a > 0.5) and the tag price is expensive (t > t[a]), the

optimum order under RFID is always smaller than under inventory misplacement.

Next, we study the centralized profit under RFID and the incentives of the firm to invest

in RFID.

Theorem 17
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Figure 3.1: Qf, and Q¢ with changes in a

1. For a given K, EPCt(Qg,;) — EPC(QF) > 0 if and only if t < t5, where

te = (p+g9c—c)— Ve

and d¢ = QGQK(p+90—5)+(Zg%+gC—8)—(c—s))25 S0

2. For a given t, EPCt(Qg,;) — EPC(Qf) > 0 if and only if K < K¢ where

(1 —a)(c—s) —at]la(2(p+ gc) — (c+5)) — (c—s) — at]B
2a%(p + go — 8)

K =

An investment in this technology always brings in more profits if and only if the tag price

is less than t7.. Note that ¢, can also be negative, in which case it is never optimal to invest
in the technology. For a given tag price, the centralized firm benefits from an investment
in RFID if and only if the fixed cost of adoption is less than K. Figure 3.2 illustrates an
example where the centralized firm has an incentive to invest in the RFID technology. We
also provide two numerical examples to gain more insights on the incentives of the vertically

integrated firm to adopt RFID when demand distribution is not uniform. Figure 3.3(a)
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Figure 3.2: Investment in RFID for Centralized Manufacturer
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Figure 3.3: Changes in the incentives of the vertically integrated supply chain under inventory
misplacement to adopt RFID when demand distribution is Exponential[A] and Normal[u, o]-
doubly truncated at 20 (A = 107%, u = 10%,0 = 4 x 10°,p = 25,¢ = 5,90 = 4,s = 2, K =
10%,a = 0.7)

and Figure 3.3(b) show the incentives of the centralized firm to adopt the technology when

demand is distributed with Exponential[A] and Normal[u, o], respectively. We observe the

same threshold-type of behavior in the incentives of the firm as the tag price increases.

Lemma 17

1. (i) oty /OK < 0 (1) Given QF > 0, 0ty /0a < 0
2. K& >0 4f and only if t <ty given Q¢, Q¢, > 0.

3. If K =0, given Q¢, Q¢ > 0, tt; =t; where t; = (1 —a)(c—s)/a >0
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Lemma 17 explains how the thresholds provided in Theorem 17 change with some pa-
rameters. If the upper bound on the tag price for the centralized firm to benefit from an
investment in RFID (¢f,) is positive, an increase in the fixed cost makes it tighter. Fur-
thermore, if K increases beyond some value, ¢f can no longer be positive. Hence, it is
essential to consider both tag prices and fixed costs of investment while deciding on the

RFID implementation.

Note that t7. is decreasing in availability. In other words, the higher the availability level
is, the lower the firm is willing to pay for the tag price. The centralized firm’s optimal profit
increases in the availability level. Thus, if an improvement in availability can be achieved
without the new technology, the firm will be less willing to pay high prices for RFID tags
because the firm is already making more profits without any investment; therefore, only
a lower tag price can make the new technology attractive to the firm. This is similar to
the result by Gaukler, Seifert and Hausman (2004), who found that the threshold value of
the tag price for the firm to benefit from the technology also decreases with the value of

responsiveness of the firm when RFID improves demand visibility.

A special case of our model is where there is no fixed cost of RFID adoption. In such
a case, the upper bound on the maximum tag price t5, = t; = (1 — a)(c — s)/a is always

positive.

Next, we study how the incentives of the centralized firm change as the mean or the
variance of the uniformly distributed demand increases. We use a more general demand

uniformly distributed in [3, 3] where 3 is allowed to be positive. We will use ’ (prime) to
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denote the optimal values when 3 > 0. We find the effects of changes in mean by shifting
the range of demand distribution while keeping the width of the range constant. To capture
the effects of changes in variance, we change the width of the range while keeping the mean
constant. In the below results, we only consider the case where t < t;, which is equivalent

to saying that the firm may invest in RFID.

Theorem 18 The following findings hold for uniformly distributed demand in |3, 5] if t < t;.

1. The incentive of a centralized firm under inventory misplacement to adopt RFID de-

creases as inventory availability increases.

2. Given the variance of demand is fized, as the expected value of demand increases:

(a) Qg and Q¢ increase.
(b) The incentive of a centralized firm under inventory misplacement to adopt RFID

mcereases

where t1 is given by Lemma 17.

One would expect to stock more when demand is expected to be larger and our results
follow this intuition. Further, the firm has more incentives to adopt the new technology as
the mean of demand increases. Hence, the greatest benefits from RFID accrue to firms under

low inventory availability and in expectation of higher demand.

Theorem 19 The following findings hold for uniformly distributed demand in |3, B ift <t

given the expected value of demand is fixed, as the variance of demand increases.
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Figure 3.4: Changes in Q, Q,é’k,t and the incentive of a centralized firm under inventory
misplacement to adopt RFID when a < 2a and t5 > 0 as variance of demand increases.

1. (a) Qg decreases if a < 2a. If a > 2a, it increases.
(b) Q¢ decreases if t > t5. If t < ts, it increases.

(c) If toa <t <ty holds, the incentive of a centralized firm under inventory misplace-

ment to adopt RFID decreases. Otherwise, it increases.

2. ty <ty if and only if a < 2a.

where ty = p+ go —c — 2ty = (t1 + 3)/2 and t;, and @ are given by Lemma 17 and

a

Theorem 16, respectively.

One may also anticipate the firm to order more as demand becomes more variable. How-
ever, as shown in Theorem 19.1, the optimal order under misplaced inventory does decrease
in demand variability if @ < 2a because the effective cost of acquiring an item becomes too
costly as variance increases. For example, when the products are relatively unattractive to
stock (@ > 0.5), the cost of overage is higher than the cost of underage. Hence, as demand

becomes more variable, one would decrease the amount of order.

As indicated by Theorem 19.1.(c), the incentive of a firm to adopt RFID does decrease
as the variance of demand increases except under one condition, which can be valid only if

a < 2a holds; thus, o < t;. Figure 3.4 graphically illustrates the results of Theorem 19 for
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Figure 3.5: Changes in the incentives of the vertically integrated supply chain under inventory

misplacement to adopt RFID as variance of uniformly distributed demand increases (variance
increases as ¢ increases)

0 < ty < t;. When t5 is negative, the incentive of the firm to adopt RFID always decreases
with increasing variance. A tag price greater than t3 increases the overage cost such that the
firm under RFID decreases the order size with increasing variance. In the same region, the
incentive of the firm under inventory misplacement to adopt RFID decreases as well. When
ty < t < t3, although the optimal order of the firm under RFID increases, the tag price is
too high for the firm under inventory misplacement to benefit more from the technology as
variance increases. Hence, if the firm is already operating under low inventory availability
level (a < 2a) and the tag price is sufficiently high (¢ > t5), RFID becomes a more beneficial
technology as demand lies in a smaller interval of values, i.e. with a smaller variance. We
can observe this behavior in Figure 3.5 where § shows the symmetric distance from the mean

to the left and to the right for which demand can take positive values.
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3.3. Decentralized Supply Chain

We consider a supply chain consisting of one retailer and one manufacturer. We assume
that the manufacturer acts as a Stackelberg leader and announces the wholesale price to the
retailer. The retailer orders taking the wholesale price into consideration. If the supply chain
adopts RFID technology, there will be no loss of inventory. Otherwise, the retailer misplaces
0 <l=1-—a < 1 proportion of the items as soon as the order arrives. Therefore, as in the
centralized firm setting, only a proportion of the order will be available to the customers
during the selling season. In both cases, products are sold for p and the leftover inventory
(remaining items after the selling season and also lost items under inventory misplacement)
is salvaged at s per unit by the retailer. If demand is larger than the available items in the
retail store (a proportion of the order if the supply chain is not implementing RFID and the
order itself if RFID is being implemented), both parties incur a stock-out cost. The stock-
out cost incurred is shared between the manufacturer and the retailer in the decentralized
settings. The retailer incurs gz and the manufacturer incurs g); for each unit of excess
demand where gr + gy = ge. If the supply chain adopts RFID technology, each item will be
tagged with one RFID chip. Each RFID chip costs ¢ per unit. For all cases, we study both
scenarios where either the retailer or the manufacturer pays for the tagging expenses. We
also assume that there is a fixed cost of K of the RFID adoption and it is shared between
the manufacturer and the retailer. Thus, the retailer pays K and the manufacturer pays
(1—0)K where 0 < 6 < 1. We first study an uncoordinated supply chain. Then, we analyze
a supply chain that is coordinated by a revenue sharing contract. Since Assumption 1 is

necessary but not sufficient for the uncoordinated decentralized supply chain, we also make
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Assumption 2 for Section 3.3.1.
Assumption 2: s<c<w<p

Note that w (wholesale price) will be represented by wp in Section 3.3.1 under misplaced
inventory. In the existence of RFID, we will denote the wholesale prices by wp ,r if the retailer
pays for the tagging expenses and wp;y if the manufacturer pays for them. Therefore,

Assumption 2 will be transformed to s < ¢ < wp,wpr, Wp v < p in Section 3.3.1.

3.3.1 No coordination

In this section, we study a supply chain where no mechanism exists for coordination and
the manufacturer acts as a Stackelberg leader. The manufacturer announces the wholesale
price, wp under misplaced inventory and wp, under RFID where ¢ stands for the party
paying for the tagging expenses (i = M if the manufacturer and ¢ = R if the retailer pays
for the tagging expenses), the retailer orders ()p under inventory misplacement and Qp

under RFID.

We will denote the retailer’s and manufacturer’s profits under misplaced inventory in an
uncoordinated supply chain by EPRp and EPMp, respectively. EPRp and EPMp are as

given below.

[e.9]

EPRp(Qp) = —wpQp + p(p + /Q (aQp — &) f(§)dE +
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[e.9]

aQp R
S(1Qp + /0 (@Qpar — )(€)dE) — g / (€ — aQp)f(E)dE (3.5)

Qb

o)

EPMp(wnp) = (wp — &)Qb — g / (6~ aQo) (e (3.6)

Expressions (3.5) and (3.6) are as follow for demand distributed in [0, 3].
EPRp(Qp) = Qpla(p+ gr — s) — (wp — ) — Qpa’(p + gr — 5)/(26) — grpe
EPMp(wp) = @p(wp — ¢) — gu(B — aQp)*/23

Theorem 20 (Camdereli and Swaminathan, 2005)

In a supply chain under inventory misplacement (without RFID), the following findings hold.

1. EPRp(Qp) is concave in Qp and EPMp(wp) is concave in wp .

2 wh = (/D[2c+5) — 2a(p+ gr — 5) — agur + gulagas — 2(c =)}/ 20+ g — 5) + g1
3. Qp = k(l/a)(1=a/a)B = Q¢ where k = [(p+gr— )+ 9ml/[2(p+9r —5) +gu] < 1.
Theorem 20 specifies the wholesale price that optimizes the manufacturer’s profit and

the order that optimizes the retailer’s profit without RFID. The optimal order in an unco-

ordinated supply chain is the optimal centralized order multiplied by a constant x, which is
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less than 1. Therefore, the order in an uncoordinated supply chain is always less than the
optimal centralized order and there will be double marginalization losses in effect. In a recent
paper, Heese (2006) considers inventory inaccuracies where the number of physical items in
the store can be more than the system record and finds that the optimal decentralized order
under inventory inaccuracy is at most 50% of the optimal order of a vertically integrated
supply chain under inventory inaccuracy. The expression x in Theorem 20 is greater than 0.5
if gy > 0. Hence, the optimal decentralized order under inventory misplacement is at least
50% of the order quantity of a vertically integrated supply chain. Next, we study the optimal

wholesale price and the ordering quantity under the implementation of RFID technology.

The retailer’s and the manufacturer’s profits in an uncoordinated supply chain inclusive
of the fixed cost of adoption but exclusive of the tagging expenses under RFID are given
by I'n(@p.ti, wp ) and Ap(Qp s, wp) where ie{ R, M}, respectively. We use EPRp4; and

EPMp 4 to represent the retailer’s profit and the manufacturer’s profit where ie{ M, R}.

Co(e.) = —yo — 0K +p(+ e — O f(©)de) + 5 /0 o OO
o | (e — ) f(€)de
An(,y) = (5 — )z — (1 — O)K — gay / (e — ) f()de

EPRp.r(Qpir) =T'p(@Qpir, wpir) —tQpar (3.7)
EPMp . r(wpir) = Ap(Qpir, Wpir) (3.8)
EPRpinv(Qpint) = Tp(Qpinrs Wpenr) (3.9)
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EPMpnvi(wpan) = Ap(@paae, Wpenr) — tQp s (3.10)

The retailer’s problem is to find Q7 ,; = argmaxg,,, EPRp;; and the manufacturer’s
problem is w}, ;; = argmax,,, ,, EPMp . Expressions (3.7), (3.8), (3.9) and (3.10) are as

follow for demand distributed in [0, /3].

EPRpr(Qpir) = —Qbr(p+ 9r — 5)/(28) + Qpur(p + gr — t — wpyr) — grp — 0K

EPMpr(wpir) = —(Qp.ir — B)*9r/(26) + Qpir(wpr — ¢) — (1 — 0)K
EPRp i (Qpan) = —Qb (P + 9r — 8)/(26) + Qoant(p + 9r — wpanr) — grpt — 0K

EPMp(wpir) = —(Qpanv — 8)*9m/(28) + Qpani(wp s —c—t) — (1 — ) K

Theorem 21

1. EPRpr(Qpir) and EPRp v(Qpan) are strictly concave in Qpr and Qpin, Te-

spectively.

2. EPMp . r(wpr) and EPMp y(wp ) are strictly concave in wpir and wp e, Te-

spectively.

3. The optimal wholesale prices in an uncoordinated supply chain in the existence of RFID

are as follow.

wpir = (gr +p—s)(gr+ P+ )+ sgu — tp+gc — s)l/(2(g +p —s) +gu) (3.11)
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<w} if and only ift > (1 —a)(p+ gr — 5)°/(p+ gc — 3)

wp v = [(gr+p—8)(gr+p+¢)+sgu +t(p+9gr—s])/(2(g +p—3) +gu) (3.12)

:wB,tRJFt > wh

4. The optimal ordering quantities in an uncoordinated supply chain in the existence of

RFID are as follow.

Q*D,tR = QE,tM

4
(p+9c—t—0c)B/2(p+gr—s) +gu) >0 if and only if

= t<p+ge—c (3.13)

0 otherwise

Theorem 21 gives the optimal wholesale prices and the ordering quantities in the existence
of RFID. Gaukler, Seifert and Hausman (2004) show that when RFID improves demand
visibility, the optimum wholesale price under RFID is at least as much as the one with
no RFID. However, when RFID improves supply visibility, as shown by Theorem 21, the
wholesale price under RFID is indeed smaller than the one with no RFID if the retailer

covers for the tagging expenses and the tag price is sufficiently high.

When the manufacturer pays for the tagging expenses, she can adjust the wholesale

price by t as compared to the wholesale price in the scenario where the retailer pays for the
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tagging expenses. As a result, the optimal ordering quantity does not change whether the
manufacturer or the retailer is charged for the tagging expenses. Since wi, ), = w}, ,z+1 and
@b ir = &b > the optimal profits of both the retailer and the manufacturer stay the same
regardless of the party paying for the tagging expenses. Thereby, the following corollary

follows from Theorem 21.

Corollary 10

1. EPRpr(Qp ) = EPRpin(Q} 1)

2. EPMpp(wh,p) = EPMpi(wh )

Following Corollary 10, the rest of the results related with profits of the retailer or the

manufacturer holds regardless of the party paying for the tagging expenses.

Lemma 18 The following findings hold in an uncoordinated supply chain and in the exis-

tence of RFID for Qp ,; > 0 where i e{R, M}.

1. (a) For 0 <6 <1 and a given t, EPRp ;(Qp ;) > 0 if and only if K < p] where

*2

i = (20)"(p + gr — )( Z’”) — grf)

and p; > 0 if and only if t < (p+gc—c) — [2(p+gr — $) + gml\/gr/(p + gr — 5).

(b) For 0 =0, EPRpi(Qp ;) >0 if and only if t < (p+gc —c) — 2(p+gr — 5) +

g 9r/ (P + gr — 5).
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2. (a) For0<0 <1 and a givent, EPMp ;;(wp ;) > 0 if and only if K < p3 where

1 (p + gc — S)Qg,tR

g (B/2 + Q54r/(25))]

and p3 > 0 if and only if t < (p+ go — ¢) — V/9um[2(p + gr — 5) + gur)-

(b) For0 =1, EPMp(w},,;) > 0 if and only if t < (p+gc—c)—+/9u[2(p + gr — 5) + gu].

3. When 0 = 0.5 and gr = g, EPRQU»(QEM) < EPMDJi(wBti)-

As seen in Lemma 18, although the profit functions are optimized at a positive value,
the sign of the value they take depends on the fixed cost as well as the tag price. Lemma
18 shows that when tag expenses are low, the parties in the supply chain will incur negative
profits if the fixed cost of investment is greater than a threshold value (pi for the retailer
and p} for the manufacturer). Thus, considering only the tagging expenses will not suffice in
characterizing the benefits of investment in RFID technology. If the parties share the fixed
cost of investment and the stock-out cost as half and half, being leader, the manufacturer

always extracts higher profits than the retailer.

Lemma 19 In an uncoordinated supply chain, the following findings hold gien Qp 4, Qp >

0 where ie{R, M}.

1. EPRp:(Qp ) — EPRp(Qp) > 0 if and only if t <t} p,

2. EPMp si(wh ;) — EPMp(wp) > 0 if and only if t < t}, ,, where

tbr = P+ 9c —¢) = 6p,r1\/OD,R2,
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tha = (P + 90 —¢) = /Opu,

Sp,r1 = AP+ gc — )+ g3/ (0 + gr — 5)] > 0,
a? —s 2 —s
[(a(p+gc —s) — (c— ) (p+ gr — )2+ 202K [2(p+gr )/;rgM] O(p+9r—5)
a?2(p + gr — 5) + gu]*
(alp+ go — 8) — (c— s))2 + 2a2K[2(p+9R55)+9M](1_9)

dpm = 3 > 0.
a

dp,r2 = > 0,

The retailer and the manufacturer benefit from an investment in RFID as long as the tag
price is less than t}, ; and t}, 5/, respectively. When a threshold is negative, there is never

an incentive for the corresponding party to adopt this technology.

Lemma 20 In an uncoordinated supply chain, the following findings hold gien Qp 4, Qp >

0 where ie {R, M}.

1. For0 <6 <1,

(a) EPRp(Qp,;) — EPRp(Qp) > 0 if and only if K < K}, p
(b) EPMp ;i(wh ;) — EPMp(wp) > 0 if and only if K < K}, ,

(¢c) Kp KD >0 if and only if t < t,
2. For 0 =0, EPRp.(Qp4) — EPRp(Qp) > 0 if and only if t <t

3. For 0 =1, EPMp ;(wp ;) — EPMp(wy,) > 0 if and only if t <t

where ty is as giwven i Lemma 17,

(p+gr —3)[(1 —a)(c—s) —at][a2(p + go) — (c+35)) — (c — s) — at]B
2a*2(p + gr — 5) + gu]?0
[—(1 —a)(c —s) +at][a2(p + go) — (c+5)) = (c —s) —al]B
2a2[2(p + gr — 5) + gu*(1 = 0) '

* —
KD,R_ Y

* R
KD,M =
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As shown by Lemma 20, given a tag price, there exits a threshold value for the fixed cost
beyond which, it is never beneficial to adopt RFID for a party. If the tag price is greater
than t;, both parties will always be worse off under RFID for any positive fixed cost. This
threshold is the same threshold value for the centralized manufacturer to benefit from this

technology in the absence of any fixed cost of investment.

When the manufacturer covers for the entire fixed cost of investment, i.e. 8 = 0, the
retailer will be worse off under RFID if the tag price is greater than the same value as
above, t;. The case where the retailer does not pay for any fixed cost is the same for him
as K = 0. If the tag price is more than t;, the investment is never beneficial for him even if
K =0, since K},  is negative for ¢ > t;. The same argument explains the threshold for the
manufacturer to benefit from this investment when the retailer covers for the entire fixed
cost of investment. Hence, in the absence of any fixed cost of investment, the threshold value
of the tag price for either the manufacturer or the retailer to benefit from this investment
would be the same. Thereby, it is the same threshold (¢;) for the whole supply chain to

benefit from the RFID investment when K = 0.

Having characterized the incentives of the parties independent from each other, we next

analyze the benefits of RFID for one party relative to the other’s.

Theorem 22 In an uncoordinated supply chain, the following findings hold if 7, > 0.
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Ipr =Ipy

Figure 3.6: Investment in RFID in an Uncoordinated Supply Chain for positive threshold

values

.Z. t*D,R7t*D,M < tl.

2. 3. Gwen K} p, K}y > 0:
( (
<tpm i 0>0p <Kphy f 0>0p
thrisy > 15, if 0<0; Kpris\ > K}, if 0<0;
| = th oy otherwise | = K}y otherwise

where t, p and t7, \, are given by Lemma 19, K}, p and KT, y, are given by Lemma 20, ty is

given by Lemma 17 and 05, = (p+ gr — s)/[3(p + gr — $) + gu) < 1/3.

Benefits of parties from making an investment in RFID technology in comparison to each

other depend on the relative fixed cost of investment as well as the tag prices. One would
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expect the thresholds to be different due to the fixed cost of investment. As illustrated
by Theorem 22, the relation between t}, ; and ¢}, ,, depends on the value of §. When the
retailer covers for exactly 67, K, these thresholds are equal to each other. Therefore, in such
a case, there exist only two regions regarding the RFID-adoption: where both parties benefit
from the adoption for ¢t < ¢}, p =t} 5, and where no party benefits. Figure 3.6 shows these

regions.

When 6 # 07, the incentives of the parties to adopt RFID are not always perfectly
aligned. If the tag price is smaller than min{t}, ,t} 5/}, both parties benefit from the
investment. If the tag price is greater than maxz{t} g,tp s}, no party benefits from the
investment. An interesting situation arises when the tag price is in between these two values
because only one party benefits in that case. If the retailer covers for more than 63, < 1/3,
then ¢}, p is less than 7, ,;; thereby, only the manufacturer benefits for tag prices falling in
the middle region (t5 p <t <t} /). However, if the retailer covers for less than 6}, t}, g
is greater than ¢}, ), and thereby only the retailer benefits for the tag prices falling in the

middle region (t}, ,;, <t <t} p).

We know from Lemma 20 that ¢ > ¢; is a sufficient condition for none of the parties to
adopt RFID. Further, Theorem 22 shows that both threshold values, t},  and t7, /, are less
than ¢;. Hence, one can conclude that although a given tag price can induce both parties
to adopt RFID in the absence of fixed cost, in reality, it may make only one party benefit
from this investment depending on the relative payments of fixed cost. When fixed cost
of investment is considered, the parties’” RFID-adoption decisions are not perfectly aligned

unless the retailer pays exactly 607, of the fixed cost of investment.
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Figure 3.7: Changes in the incentives of the parties in an uncoordinated supply chain under
inventory misplacement to adopt RFID when demand distribution is Normal[u, o]-doubly
truncated at 20 (u=10%0=4x10°,p=25,c=5,9r = 1,9y = 3,5 =2, K =6 x 10°,a =
0.7)

An interesting observation from Theorem 22 is that even if the parties share the fixed
cost as half and half, if the tag price falls into [t}, z, 1} 5/), contrary to popular belief in press
about retailers being the main beneficiaries of the RFID investment, only the manufacturer
benefits from this investment. Further, as the manufacturer’s goodwill cost (gys) increases,
07, decreases. Thus, as the manufacturer gets more concerned about the stockouts, the
retailer has to cover for even lower proportions of the fixed cost to be the only beneficiary of
this investment for certain values of tag prices. As given by the relation between K7, 5 and

KT > a similar setting of regions exist for ranges of fixed cost as well.

Theorem 22 specifies regions of incentives when demand is uniformly distributed in [0, 3].
Figure 3.7 and Figure 3.8 show two numerical examples where the incentives of the parties in
an uncoordinated supply chain under inventory misplacement to adopt RFID are illustrated
for Normal[u, o] and Exponential[A] demand (refer to Appendix B for the proofs regarding
concavity). Both of these examples lend support to Corollary 10; thus, incentive of a party

to adopt RFID is the same regardless of who pays for the tagging expenses. Further, they
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Figure 3.8: Changes in the incentives of the parties in an uncoordinated supply chain under
inventory misplacement to adopt RFID when demand distribution is Exponential[A] (A =
10°%p=25c=5,gr =1, 9y =3,s=2,K =10% a = 0.7)

support the results of Theorem 22. As shown in Figure 3.7(c) and Figure 3.8(c), the man-
ufacturer still benefits from the investment for a while after the retailer’s incentive becomes

Zero.

Lemma 21 In an uncoordinated supply chain, the following findings hold given

Qb1 Qp > 0 where ie {R, M}.

1. (a) i. Oty /0K <0 i Ot} p/da <0 iii. Ot} /90 < 0
(b) 0. D5\ JOK <0 ii. Oty /Da < 0 iii. Oty 1 /00 > 0
2. (a) i. 0K} /0t <0 ii. 0K} p/da <0 iii. When K}, p >0, 0K}, /00 < 0.

(b) i. DK} Ot <0 ii. 0K} \/0a < 0 dii. When K} 5 > 0, K /08 > 0.

Next, we study how the threshold values given in the previous lemmas behave with
changes in the fixed cost, the retailer’s (or the manufacturer’s) share of the fixed cost, and

availability proportion under misplaced inventory. As the fixed cost of investment or the
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proportion of the fixed cost that a party is charged increases, the new technology becomes
so costly that the maximum amount of tag price the firm can afford decreases. Additionally,
neither party in a supply chain that is already operating under high availability level can
afford high tag prices to benefit from RFID. An improvement in the availability level will
increase both parties’ profits. Since the firms can make more profits with a costless improve-
ment in availability, they will not be willing to pay for RFID as much as they could before
the improvement. Similar effects on the threshold values of the fixed cost of investment take

place as a result of changes in the tag price, availability level and the sharing of fixed cost.

Theorem 23 The following findings hold for uniformly distributed demand in |3, 5] ift < t;.

1. Regardless of the party paying for the tagging expenses, the incentives of the retailer and
the manufacturer under inventory misplacement to adopt RFID decreases as inventory

availability increases.

2. The following results hold for each party as the expected value of demand changes given

the variance is fixed or vice versa regardless of the party paying for the tagging expenses.

(a) The results given in Theorem 18 and Theorem 19 for Q¢ and Q/C*t are exactly

valid for Q7 and Qlf;yti, respectively where ie{ R, M}.

(b) The results given in Theorem 18 and Theorem 19 regarding the incentives of a
centralized firm under inventory misplacement to adopt RFID are exactly valid

for both the retailer and the manufacturer under inventory misplacement to adopt

RFID.
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Figure 3.9: Changes in the incentives of the parties in an uncoordinated supply chain under
inventory misplacement to adopt RFID as variance of uniformly distributed demand increases
when ¢ > ¢, (variance increases as 0 increases)

In the above results, we only consider cases where ¢t < t; since each firm may invest
in RFID for such tag prices. Theorem 23 shows how the changes in the expected value
or the variance of demand affect stocking decisions and the incentives of the firms in an
uncoordinated supply chain to adopt RFID. Both Q’f; and Q/ﬁt R= Q/ﬁt r can be expressed
as Qp = Qg and Q/D*ﬁ = HQlc*yt where £ < 1 is given by Theorem 20. Hence, the results
that are given by Theorem 18 and Theorem 19 related with corresponding order quantities of
a centralized firm apply to those in the uncoordinated supply chain. Furthermore, we show
that the incentive of each party to adopt RFID changes in the same manner. Thus, both
firms’ incentives to adopt the technology decreases with variance of demand if the existing
inventory availability level of the retailer is low and the value of tag price is high. Figure 3.9
shows a numerical example where the incentives of the firms decrease as variance of demand

increases.
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3.3.2 Revenue Sharing

Sometimes supply chains are coordinated through a revenue sharing mechanism (see Cachon
and Lariviere, 2005). In this section, we study the implications of RFID implementation
in such situations. The sequence of events is the same as in Section 3.3.1 except for that
according to the revenue sharing contract, the retailer takes -y of the positive earnings (sales
and salvage value earnings) and the manufacturer takes 1 —+ of them where 0 < v < 1. Asin
the previous decentralized setting, if the supply chain is subject to inventory misplacement,
0 <l =1-a <1 proportion of the order released to the manufacturer is misplaced in the
retail store. We will use QQrs and wgrg to denote the ordering quantity and the wholesale
price under misplaced inventory, respectively. The retailer’s and the manufacturer’s profits

under inventory misplacement are given by (3.14) and (3.15) in that order.

EPRas(Qns) = —wnsQns +7[p(i + / : (0Qrs — ) F(€)dE) + 5(1Qus +
aQRrs e
/0 (aQrs — ) F(€)E) — gn / (e oQuof@ds (314
EPMpgs(wrs) = (wrs — ¢)Qrs + (1 — ) [p(p + /: (aQrs — &) f(&)dE) + s(IQrs +
aQRrs '
/ (aQrs — ) F(E)dE) — gar / — aQus) f(E)de (3.15)
0 aQRs
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Expressions (3.14) and (3.15) are as follow for demand uniformly distributed in [0, 3].

EPRrs(Qrs) = —Qrsa*(gr + (p — 5)7)/(26) +
Qrs(sy+algr + (p — 8)7) — Wrs) — grpt
EPMps(wrs) = —Qpsa’(gm + (p — s)(1 —7))/(26) +

Qrs(wrs —c+ (1 —a)(1 —~)s+algy + (1 —7)p))

Theorem 24 (Camdereli and Swaminathan, 2005)

1. EPR(QRgs) is concave in Qgs.

2. A supply chain under inventory misplacement is coordinated by a revenue sharing con-
tract for the wholesale price chosen according to wig = [gr(c—s)+cy(p—s)+sge]/[p+

go — s < c.

To coordinate a supply chain, the manufacturer sets the wholesale price such that the
retailer orders the centralized optimum order. Theorem 24 specifies the wholesale price that
will lead to coordination under revenue sharing. We assume that v is set such that the
retailer’s profit is at least as much as that before the coordination. In a supply chain subject
to inventory misplacement, the coordination wholesale price is less than the marginal cost

of production (see Camdereli and Swaminathan (2005) for details).
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The retailer’s and the manufacturer’s profits under a revenue sharing contract in the
existence of RFID are given by EPRpg; and EPMpggs; where i e{R, M }. The expressions
I'rs(Qrstis wrsti) and Ars(Qrs.ti, Wrsti), where Qprsy; is the order and wgrgy; is the whole-
sale price, show the retailer’s and the manufacturer’s profits exclusive of the tagging expenses

under a revenue sharing contract, respectively.

Pas(a.) = =y = 0K +5lpln+ [ (2= €5(©d9) +5 [ (@ = €(6)ae
~on [ (6~ 0)r(€)ag

Ans(a.9) = (=)o = (L= 0)K + (1 =)o+ [ (0= 0FOe) +5 [ - f(6)a
—aw [ (€= 7€)

EPRpsir(Qrsir) = I'rs(Qrsir, Wrsir) — tQrsir (3.16)
EPMpgsr(wrsir) = Ars(Qrs,tr, WRSR) (3.17)
EPRrsim(Qrsin) = 'rs(Qrsin, Wrs i) (3.18)
EPMpgsiv(wrsin) = Ars(Qrsnr, Wrsin) — tQrs M (3.19)

Expressions (3.16), (3.17), (3.18) and (3.19) are as follow for demand uniformly dis-

tributed in [0, 3].
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EPRrs.r(Qrsir) = —QrsrlY(p — 5) + grl/(26) +
Qrsr(YP + gr — Wrstr —t) — grp — 0K
EPMps r(wrsir) = —Qrsrl(1 = 7)(p — 5) + gu]/(28) +
Qrsr[(1 = )p + gur + wrsir — ] — gurp — (1 = ) K
EPRrsn(Qrsonr) = —Qhslv(p — 5) + gr]/(26) +
Qrsm(YP + gr — Wrsm) — grp — 0K
EPMpgsi(wrsin) = —Qrg (1 =) (0 — ) + gml/(26) +

Qrsiml(1—=)p+ gur + wrsns — ¢ — 1] — garpp — (1 = O) K

Next, we specify the wholesale prices that will coordinate the channel under RFID tech-

nology.

Theorem 25 The supply chain is coordinated by a revenue sharing contract in the existence

of RFID where the retailer takes 0 < v < 1 of the earnings as follow.

1. When the retailer pays for the tagging expenses, the coordination is achieved by

c(y(p —s) +gr) = t{(1 =) (p — 5) + gu] — s(gr — v9¢)
p+gc—s

Whep = < Wkg (3.20)
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2. When the manufacturer pays for the tagging expenses, the coordination is achieved by

gr(c—s—+1t)+7[c(p—s) + s(gc — t) + pt] .
> Wgg
p+gc—s

* _
WrstM =

= When +1 (3.21)

3. Given Qrsy; > 0 where i e{ R, M}, the following findings hold.

(a) Whsg is always less than c.

* ; . c +(1— —5))+s —
(b) Whe sy > ¢ if and only if t > o+ ;;(fv(p))_s) lor=90) ¢,

Unlike the case of inventory misplacement, the coordination wholesale price is always

(g +(A—7)(p—s))+s(gr—v9¢) )
gr+v(p—s)

higher than the marginal cost of production if the tag price is expensive (¢ > <

and the manufacturer pays for the expenses.

Corollary 11

1. EPRRS,tR(QES,tR) = EPRRS,tM(QES,tM>

2. EPMpsp(Whs,r) = EPMpsi (W)

The manufacturer makes the retailer pay for the tag price through the wholesale price
when she is charged for the tagging expenses. Thus, the profit of each party under RFID is
the same as well as the benefits accrued to the same party from investing in RFID whoever

covers for the tagging expenses.
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Similar to Lemma 19 and Lemma 20, we can show the following results for a supply chain
under a revenue sharing contract (refer to Lemma 22 and Lemma 23 in Appendix B for the

mathematical representation of the following results and their proofs):

1. RFID benefits the retailer (manufacturer) in a supply chain coordinated by a revenue
sharing contract under misplaced inventory as long as the tag price is less than ¢ p
(ths.as) for a given fixed cost and as long as the fixed cost is less than Kjg p (Kpg )

for given a tag price.

2. If the tag price is greater ¢, the technology is never beneficial to any of the parties for

any fixed cost of investment.

3. When one party covers for the entire fixed cost, the other party has an incentive to
invest in the technology if and only the tag price is lower than t;. Thus, one can
conclude that when the fixed cost of investment is ignored, each party in the supply
chain; therefore, the supply chain under a revenue sharing contract has an incentive
to adopt the technology if and only if the tag price is less than t;. With respect to
incentives to adopt the RFID technology, the supply chain under a revenue sharing

contract behaves as a centralized firm under no fixed cost due to the coordination.

4. When the tag price is sufficiently small (lower than ¢;), the retailer’s incentive to invest
in the technology increases in . The manufacturer’s incentive changes in the opposite
direction by the same magnitude because the summation of the incentives of parties

in the coordinated supply chain is always equal to that of a centralized firm.
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an investment an investment
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Lrs.p = lrs

Figure 3.10: Investment in RFID in a supply chain coordinated by a revenue sharing contract
for positive threshold values

Next, we demonstrate how incentive of each party to adopt RFID under a revenue sharing

contract changes in comparison to the other’s.

Theorem 26 In a supply chain coordinated by a revenue sharing contract, the following

findings hold provided that Qg > 0.

3. Given Kpg p, Kpgpr > 0:

1. thgpthsa < ti-
2. < Kgsn if 0>05
RSRISY > Khgy if 0< 0

<tpsy U 0>0p

= Kjqa otherwise
\ k)

trs.RISY > they if 0< 0

=1he Otherwise
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DDDDDD 0.1 0.15 \\{f\\ 0.25 0.3 — . D\{\\\ . N
100000 \\\\ - \\\\
(a) Incentives of parties to invest (b) Incentives of parties to (¢) Incentives of parties to
in RFID as 0 and ¢ change invest in RFID as ¢ changes invest in RFID as t changes
when 6 = 0.30 when 6 = 0.40

Figure 3.11: Changes in the incentives of the parties in a coordinated supply chain by
a revenue sharing contract under inventory misplacement to adopt RFID when demand
distribution is Normal[u, o]-doubly truncated at 20 (u = 10% 0 = 4 x 10°,v = 0.30,p =
25,c=5,gr =1, =3,s=2,K =105 a = 0.7)

where thg p and thg y, are given by Lemma B, K}, p and K7, \, are given by Lemma B, t; is

giwen by Lemma 17 and 0%s = [gr +v(p — 9)]/(p + gc — s) < 1.

As mentioned above, when ¢ > t;, the parties do not adopt RFID technology. We show
that trs g and trg s are less than ¢;. Thus, although one can make this supply chain adopt
RFID for t < t; when K = 0, the same tag price may not make both of them adopt
the technology when K > 0. Figure 3.10 demonstrates the incentives of parties under a
revenue sharing contract. Theorem 26 is explained similar to Theorem 22. When 6 > 6%,
min{ths g, thsar} 18 ther- Thus, the manufacturer is the only party benefiting from this
technology for tag prices falling into [t}g z,thg ). Only the retailer benefits from RFID if

he covers for less than 674 of the fixed cost for tag prices falling in [t5g 1/, ths r)-

Figure 3.11 and Figure 3.12 show incentives of the parties in a coordinated supply chain
by a revenue sharing contract under inventory misplacement to adopt RFID when demand

distribution is Normal[u, o] and Exponential [A], respectively (refer to Appendix B for the
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(a) Incentives of parties to invest in (b) Incentives of parties to (c¢) Incentives of parties to
RFID as 6 and t change invest in RFID as ¢ changes invest in RFID as t changes
when 6 = 0.30 when 6 = 0.40

Figure 3.12: Changes in the incentives of the parties in a coordinated supply chain by
a revenue sharing contract under inventory misplacement to adopt RFID when demand
distribution is Exponential[\] (A = 1076 v = 0.40,p =25,c =5,9p = 1,9y = 3,5 =2, K =
10,4 = 0.7)

proofs regarding concavity). These graphs lend support to our findings regarding the incen-
tives of the parties in such a supply chain where demand distribution is uniform. We observe

that these examples also follow Corollary 11, hence the incentive of a party to adopt the

technology is the same regardless of the party paying for the tagging expenses.

Lemma 22 In a supply chain coordinated by a revenue sharing contract, the following find-

ings hold given Qs = Q¢ > 0 where i e{ R, M }.

1. (a) i. Othg p/OK <0 ii. Oty p/0a <0 iii. Otigp/00 <0 iv. Dty p/dy > 0.
(b) i. Oty ar/OK < 0 i Dty pr/0a < O i, Dtiyg 1 /00 > 0 iv. Dy ry /Dy < 0.
2. (a)i. 0Kpg /0t <0 ii. 0K p/0a <0 iii. When Kpgp >0, 0Kfhg /00 <0
iv. When Kpgp >0, 8K}§S,R/6”y > 0.

(b) i. OKfg /Ot <0 di. OKfg )y /0a < 0 iii. When Kpgy > 0, 0Kpg,,/00 >0

iv. When Kpgy >0, 0Kpg )y /0y <0.
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Maximum tag prices and fixed costs that each party can afford to benefit from the
technology portray similar behavior to their counterparts in an uncoordinated supply chain
with changes in tag price, availability level, fixed cost and sharing of fixed cost. Additionally,
the retailer taking more of the supply chain earnings puts tighter bounds on the threshold

values related with the manufacturer and vice versa.

The optimum order quantity in a coordinated supply chain is equal to that of a centralized
firm. Hence, it is obvious that optimal stocking decisions in a coordinated supply chain react
to changing mean or variance of demand in the exact same way as in the centralized firm’s.
We further prove that the incentives of each firm in a coordinated supply chain is affected by

the same way as the centralized firm is by such a change (Refer to Theorem 27 in Appendix

B).

In this chapter, we study incentives of parties in vertically integrated, uncoordinated and
coordinated supply chains under inventory misplacement to adopt RFID. Our results lend
support to the current reactions of the supply chains in that if the fixed costs or the variable
costs of this investment are not sufficiently low, it is not beneficial to adopt this technology
for neither party. Depending on the sharing of the fixed costs of investment, we show that

the manufacturer may indeed be the only party benefiting from this technology.
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Chapter 4

Inventory Management under
Shrinkage and Customer-Driven

Search

4.1. Introduction

“When we think of how we can compete against larger retailers, being a small
and regional player, we realized we should be able to manage our inventory a lot
better, securing it and making sure people are paying for it.”

Chris Dorsey, CIO of Chase-Pitkin (Demery, 2005)

Chase-Pitkin Home & Garden Centers of New York is just one of the retailers who face
the “shrinkage” problem, which is the reduction of physical inventory caused primarily by

shoplifting or employee theft. They claim that they have historically lost 2% of their sales



(amounting to $4 million) due to shrinkage and they are not alone (Demery, 2005). According
to an Ernst & Young survey, in the United States, the average loss in the retail industry due

to shrinkage ranged from 0.8% to 4.7% of sales in 2002 (Loss Prevention Survey, 2003).

In this chapter, we explicitly focus on shrinkage as a special case of inventory inaccuracy.
Our aim is to identify the impact of shrinkage on retailers’ order placement policies in a
competitive environment. As suggested by the quote, shrinkage is a more serious problem
under competition since a customer who cannot find the product at one store is likely to
search for it at the competitor. Retail-industry surveys also suggest that shrinkage is a big
problem for “hot” products, especially during peak demand seasons. A great example is a fad
toy during the before-Christmas shopping season. The retailers would like to sell as much as
possible and do not want to lose customers to their competitors during this period because
demand goes down dramatically at the end of the season. At the same time, shrinkage
is highest during during peak demand; therefore the risk of stock-out due to shrinkage is
highest right when it will hurt the retailers most. In this work, we study a supply chain
with a single reliable manufacturer and two retailers subject to shrinkage. We study a single
product model where the product has a short life cycle. We assume that demand each retailer
faces is stochastic and independent from each other. A fraction of customers can not find
the product at one retailer searches for it at the other retail store. We explore the following
research questions: When faced with both shrinkage and competition, how much inventory
should the retailers stock? If the retailers have the ability to reduce shrinkage, how will their
order quantities and expected profits change? How will this impact a competitor? What is

the effect of such improvements on the manufacturer?
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The remainder of the chapter is organized as follows. Section 4.2 gives an overview of

related literature and Section 4.3 gives our analytical model.

4.2. Literature Review

There has been recent empirical and analytical work on inventory inaccuracy, which has
been reported as one major operational inefficiency in an empirical paper by Raman, Ton
and DeHoratius (2003). Inventory inaccuracy is defined as a mismatch between the physical
inventory in a store and what the inventory record shows. Shrinkage is one reason of inventory
inaccuracy among others such as transaction errors. Readers are referred to Lee and Ozer
(2005) for a review of analytical work related with inventory inaccuracies. Most of the
analytical work in this area account for inaccuracies due to transaction errors and model
inventory inaccuracy through a random error with zero mean, partially observable markov
chains or an invisible demand process (see Kok and Shang, 2005; Bensoussan, Cakanyildirim
and Sethi, 2005a; Bensoussan, Cakanyildirim and Sethi, 2005b; DeHoratius, Merserau and
Schrage, 2005). Inventory shrinkage, however, can be interpreted as a type of inventory

inaccuracy where the physical inventory is always less than the inventory record.

Another stream of research closely related with shrinkage is inventory misplacement.
Under inventory misplacement, although inventory records are accurate, a fraction of the
inventory is not available for sale because they are not at their proper locations. Misplaced
items can be retrieved back whenever a cycle count is performed. Camdereli and Swami-

nathan (2005) and Rekik, Sahin and Dallery (2005) study such systems. Contrary to systems
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subject to inventory misplacement, items lost due to shrinkage can never be retrieved.

Even though shrinkage is clearly a big problem for the retail industry, to our knowledge,
it has not received much attention in the operations management literature. Different from
all of the papers above, we study an environment where the items are lost primarily by
shoplifting or employee theft. Kang and Gershwin (2004) computationally study the effects
of inventory discrepancies due to shrinkages on the lost sales. Their simulation results show
that replenishment process and out-of-stocks are highly sensitive to inventory discrepancies.
Our setting is different in that we analytically study a game theoretic environment with two

retailers under customer search subject to shrinkage.

Several papers address mitigating the negative effects of inventory inaccuracies through
new technologies such as Radio Frequency Identification (RFID). Gaukler, Seifert and Haus-
man (2004), Camdereli and Swaminathan (2006) and Heese (2006) consider two-player sup-
ply chains subject to different types of inventory inaccuracies in the context of RFID adop-
tion. In this chapter, we explicitly research shrinkage in a two-retailer setting where cus-
tomers are allowed to search for the product they could not find in the other retail store.
We also consider the cost of reducing shrinkage and model it as a two-stage game, where in
the first stage, the retailers set their availability levels and in the second stage, the retailers

set their order quantities through a non-cooperative game.

Papers which study competitive inventory models under demand substitution are closely
related with our work (the readers are referred to Mahajan and van Ryzin (1999) for a more

comprehensive review). Parlar (1988) studies a two-firm competitive newsvendor model and
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shows that a unique Nash Equilibrium exists in inventory levels when demands independent
and random. Lippman and McCardle (1997) study a number of allocation mechanisms to
split the industry demand among competitive firms. Netessine and Rudi (2003) study a
consumer-driven demand substitution problem in an arbitrary number of products where
demand vector is assumed to follow a known continuous multivariate distribution. In a
similar setting to the one presented in this work, Anupindi and Bassok (1999) consider a
two-retailer supply chain free of any inaccuracy and concentrate on the interests of the man-
ufacturer and the retailers with regard to centralization of stocks. Different from the papers
in this area, in addition to demand substitution, we assume that a fraction of the inventory in
each retailer becomes unavailable for sale in each retailer. We study the effects of inventory
shrinkage on stocking decisions. Further, we research the incentives of the manufacturer and
the retailers to reduce shrinkage. Contrary to the common belief regarding the suppliers not
benefiting from improvements in inventory availability, we identify conditions for which the

manufacturer may actually benefit from such an improvement.

Another relevant stream of research is random yield literature (refer to Yano and Lee
(1995) for an extensive review). Many of the papers which study a single-product and a
single-firm setting subject to stochastic demand assume random yield (e.g. Anupindi and
Akella, 1993; Ciarallo, Akella and Morton, 1994; Gupta, Kooper, 2005; Gerchak, Wang
and Yano, 1994; Gurnani, Akella, Lehoczky, 2000; Henig and Gerchak, 1990; Hojati, 2006;
Inderfurth, 2004; Rekik, Sahin and Dallery, 2006). In this chapter, we assume that a constant
fraction of the items are lost. However, we analyze a multi-retailer setting where a portion

of excess demand is substitutable. Some work on random yield considering multi-product
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settings assume known demand (Gerchak, Tripathy and Wang, 1996). We assume stochastic
demand here. Some other random yield papers which study multi-product settings also
include stochastic demand in their models (Hsu, Bassok, 1999; Karaesmen, Van Ryzin,
2004; Kazaz, 2004). However, in our model, demand substitution occurs in both ways and
we analyze a supply chain under shrinkage in a game theoretic environment. The analysis
of such a system subject to stochastic demand is analytically complex even for deterministic
stock losses. Allowing shrinkage to be random would impose analytical tractability issues on
the model. One may think of shrinkage rates as expected values. We provide a numerical

study to gain insights on the case where stock loss is allowed to be random.

4.3. The Model

4.3.1 Model Overview

We consider a supply chain with a single manufacturer and two retailers. The retailers sell
a single product with a short life cycle and they purchase the product from the same man-
ufacturer. Due to the short life cycle of the product, we model this problem as a single
period problem. We let © = 1,2 denote the retailers. Each retailer faces continuously dis-
tributed stochastic demand (d;) with cumulative distribution function F;(-) and probability
distribution function f;(-). The demand at each of the retailers is independent; however a
percentage of customers who cannot find the product at their first retailer of choice will

search for the product at the other retailer. We use o to denote the percentage of customers
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who are willing to search for the product in case of a stock-out and the search percentage
is the same for both retailers. The willingness-to-search depends more on the product type
than the retailer selling it, so we believe this assumption is a reasonable representation of
reality. Retailers first fulfill demand from their own customers and then, if any inventory is
available, they fulfill the demand from the other retailer’s customers. The retail price is p
per item, the wholesale price is w per item and the manufacturer’s cost is ¢ per item. The
retailers incur a cost g per item if they fail to fulfill demand. However this shortage cost
is incurred only if a retailer fails to fulfill demand from his own customers, i.e. failure to
fulfill a searching customer’s demand does not result in shortage cost. Left-over inventory is

disposed of at a salvage price of s per item.

We model shrinkage as follows: if retailer ¢ orders ¢; units from the manufacturer, only a
percentage of those ¢; units will be available for sale and we call this percentage “availability
percentage” denoted by a; for retailer ¢+ = 1,2. Hence we assume that shrinkage takes place
all at once, at the time the order is received. This assumption is consistent with our focus

on products that are sold over a short period.

Both retailers are profit maximizers and they set their order quantities to maximize their

expected profits. Without loss of generality, the expected profit of retailer 1 (denoted by )

is given by (4.1). Expression Hi[qi, g2; ] = minf[aiqr, di] + (minfa1qr — dy, a(dy — azqe)])™
denotes the number of items sold by retailer 1.
m = ElpHilq1, ¢2; 0] + s(arqn — Hilqr, g2; 0))" — g(dy — a1q1)" — wa] (4.1)
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where 27 = maz(0, ).

Due to customer-driven search, the order decisions of the retailers are dependent and
the order quantities will be determined as a result of a non-cooperative game (on the order
quantities) between the retailers. In the next section, we show the existence and the unique-
ness of the Nash equilibrium. Before we start discussing our results, it is important to note
that the manufacturer’s profit (7y) is deterministic once the order quantities of the retailers

are set; hence 7 is simply as in (4.2).
T = w [q1 + ¢ (4.2)

where without loss of generality we have normalized the per unit cost of the manufacturer

to zero.

4.3.2 Nash Equilibrium

We first establish the existence and the uniqueness of the Nash equilibrium. Theorem 1

states our result.

Theorem 28 A pure-strateqy Nash equilibrium for the order-quantity-game between the two
retailers exists when ay,as > z%g and is unique. The equilibrium is found by solving the set

of equations given by the following best-response function for v =1 and i = 2.

aigi — &

aiq; .
gaiFy(aigs) + (p — 9) / 05 g fa)dn = (g —w  (43)
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Theorem 28 shows that the order-quantity-game has a unique Nash Equilibrium. The

equilibrium quantities are obtained by solving expression (4.3) for each retailer.

Lemma 25 Let (q},q5) be the solution to the set of equations given by expression (4.3) for

i=1andi=2 and let (¢} x,q5 ) be the equilibrium quantities of a game when a;,a; = 1.

1. Using (82 BNy ynstead of (qF, q5) generates suboptimal results.

2. Let (qglN, qZ—QN) be the equilibrium of the game when one makes the transformation w, =

% in each retailer’s profit function facing customer search under no shrinkage (when

T

! !

a; =1 forie{1,2}). Then, (ql‘N QQ’N) = (47, ¢5)-

ar ’ a2

An intuitive approach is to solve the problem for a;,as = 1 to obtain the newsven-
dor quantities g; y (see Parlar, 1988) and to inflate them by the corresponding availability
rate (¢ ;yp = qin/ai). However, this will generate a non-equilibrium result. If one ad-
justs the wholesale price of the newsvendor facing market search under no-shrinkage by the
rate of inventory availability at the corresponding retailer, inflated newsvendor quantities
(qll’:‘IN o q;* vr) indeed constitute the Nash Equilibrium. Ceteris paribus, as the shrinkage
problem escalates at one of the retailers, the equivalent newsvendor under no-shrinkage,
should offer a higher wholesale price so that we can still use new inflated newsvendor equi-

librium quantities as solutions to set of equations given by (4.3).

Next, we compare the equilibrium stocking decisions for four different cases, which are
defined in Table 4.1. Case 1 is the most generalized case where there is customer search and

shrinkage at both retailers. Case 2 is where there is customer search but no shrinkage at
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Table 4.1: Definition of cases

Case number Definition
Case 1 a>0and a;,a; <1
Case 2 a>0and a;,a; =1
Case 3 a=0and a;,a; <1
Case 4 a=0and a;,a; =1

any of the retail stores. Case 3 occurs when each retailer acts as an independent party and
is under shrinkage. Finally, Case 4 is where there is neither shrinkage nor customer search;

therefore, each retailer acts as a classical newsvendor.

Theorem 29 Let us call q; ), where i€ {1,2} the equilibrium order of retailer i under Case

k, definition of which is given in Table 4.1.

*
%

L2 holds for at least one i.

[¢24

1. q;1<

4 GG1> G5 and ¢34 > G5 5-

5. Q1o > Gy and G55 > G5 4.

Theorem 29 compares equilibrium quantities of the four cases. In Lemma 25, we showed
that the equilibrium of the case where retailers are subject to shrinkage will never be equal
to the equilibrium under no shrinkage. With this theorem, we further prove that in the
existence of customer search, at least one of the equilibrium quantities under shrinkage is

always less than the corresponding inflated equilibrium order under no shrinkage. The second

113



and third results of Theorem 29 show that simply inflating the equilibrium quantities of the
cases where there is no shrinkage never gives the equilibrium for the cases where there is
shrinkage. In fact, inflated equilibrium orders of the Case 2 and Case 4 are always higher than
the corresponding equilibrium orders of Case 3. We explore the effects of having customer
search in a system where there exists no search. The last two results of the theorem states
that whether there is shrinkage or not, equilibrium quantity of each retailer is always higher

than the corresponding equilibrium order of the case where there is no customer search.

Having compared the equilibrium quantities of the four different cases with respect to
existence of shrinkage and/or customer search, we next explore the effects of changes in
customer search in the equilibrium stocking decisions and the manufacturer’s profit in the

equilibrium.

Lemma 26 The total equilibrium order increases as « increases if and only if

az(N1[2] + N2[2] + N3[2] — N1[1]a) + ay(N1[1] + N2[1] + N3[1] — N1[2]a) > 0

where

ajqj+aiqi/a a;qi+ajq;/a

N = aaye -2 @ am b ([ Res)dn) >0,
” a;jqj+aiqi/o .

N2[j] = aiaj(p - S)QFi(az‘Qi)fj(anj)(/v , (%‘ - anj)fz‘(?/)i)fj(%)d%) > 0,

N3[j] = gN2[j]/[(p — s)Fi(aiq:)] > 0,
a;gi+azq;/a ajqj+aiqi/a

N =aasp =92 aa) ) e[ fe)h@d) > o
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i, j€{1,2}, ¥ = a;q; — a(x; — a;q;) and ¢; = a;q; — o@; — a;q;).

Lemma 26 gives the necessary and sufficient condition for the total order in the equi-
librium to increase as customer search increases. As the condition is complicated, next we

derive sufficient conditions to characterize the behavior of the total order as a changes.

Lemma 27

1. If a < 1/2, ¢f + ¢ increases in a.

2. Without loss of generality, let us assume that as > ay. If a < Z—;, 47 + 5 increases in

«.

Not being able to derive a general conclusion about the effects of changes in alpha on
the summation of the optimum orders, we show that as the customer search increases up to
50%, the total quantity ordered from the manufacturer always goes up. Therefore, if less
than 50% of the customers search for the product in the other retail store, the manufacturer
always benefits from an increase in a. Further, we show that when o < Z—;, the total order
always increases as well. This result is also in line with the findings of Anupindi and Bassok
(1999). The authors prove that in a two-retailer supply chain under customer search and
no operational inefficiency, the total order always increases as more disappointed customers
of a retail store search for the product in the other retailer. Lemma 27 also indicates that

when a; = as = 1, the total order always increases as « increases.

Next, we analyze the effects of customer search on each equilibrium order.
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summation of equilib-
rium quantities

Figure 4.1: Effects of o on the equilibrium order quantities when each retailers’ demand
distribution is Exponential[\] (A = 107%,p = 300,w = 100,g9 = 20,s = 40,a; = 0.6,ay =
0.99)

Lemma 28

1. % < 0 if and only if a > o where

. N1[jJ+ N2[j] + N3]
%= N1[i] ’ (44

N1[j], N2[j], N3[j] and N1[i] are given by Lemma 26, i and j e{1,2} and i # j.

2. As aincreases, q and g5 do not decrease simultaneously.

Lemma 28 shows the effects of changes in the search parameter on the equilibrium stock-
ing decisions. If more of the customers who could not find the item they are looking for in
one retailer search for it in the other retail store, one could expect the retailers to increase
their orders in the equilibrium. However, Lemma 28.1 implies that if the search parameter
is greater than a threshold value, an equilibrium quantity may indeed decrease as search

increases. Note that this threshold also depends on the value of the search parameter itself.
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As customer search intensifies, keeping the quantities constant, spill over demand in-
creases in both directions. If one of the equilibrium quantities decreases, spill over demand
towards the other retailer increases even further. Hence, the two can never decrease at the
same time. This result also leads to the fact that if demands are identically distributed and

a1 = as, each equilibrium quantity increases as search increases.

Because expression (4.4) depends on the values of ¢ and ¢, one has to solve for the
equilibrium orders first to calculate the value of «. Here, we gain insights about this
result through numerical examples. Anupindi and Bassok (1999) show that when demand
distributions are identical, each equilibrium quantity always increases as search intensifies.
Although not being able to prove it analytically for nonidentical demand distributions, they
state that in all of the numerical experiments they have conducted, they do not encounter a
case where an equilibrium quantity decreases as the search parameter decreases. However,
as we numerically illustrate below, in the existence of shrinkage, this may not be the case

even for identical demands.

Figure 4.1 shows an example where one of the order quantities decreases as « increases
when demands are identically distributed according to Exponential distribution. While the
first retailer loses 40% of his order (0.6 x ¢ is available for sales) due to shrinkage, the second
retailer loses only 1% (0.99 x ¢} is available for sales). Figure 4.1(a) shows plots of ¢} and
¢; as « increases. When search parameter is sufficiently low, both quantities increase as «
increases. However, when the search parameter is higher than a threshold value, ¢} decreases
while ¢; continues to increase. In this example, retailer 1 has a significantly lower inventory

availability rate relative to the other retailer. Hence, knowing that the second retailer has
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Figure 4.2: Effects of a on the equilibrium order quantities when each retailers’ demand
distribution is Exponential[A] (A = 1073, p = 300, w = 100, g = 20, s = 40)

a very high inventory availability level, the first retailer anticipates to have less spill over
demand from the second retailer as search intensifies. Hence, he orders less for such values

of a.

Next, we give a numerical example, which shows the effects of o on the stocking decisions
when inventory availability values are close to each other. Using the same parameter values,
Figure 4.2 plots the effects of o for the two cases: where inventory availability levels of both
retailers are low (a; = 0.60 and as = 0.70) and where inventory availability levels of both
retailers are high (a; = 0.85 and as = 0.99). We observe that the equilibrium orders show

the same type of behavior in both of these examples.

In order to judge who will benefit from a unilateral improvement of availability at one of
the retailers, we next analyze how the equilibrium profit levels at the retailers change as the
availability improves at one of the retailers. First we consider the case, where availability
improvement is costless. Our motivation is to understand which player(s) have the incentive

to invest in availability improvement.
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retailer 2 face demand distributed exponentially with parameter \; and o, respectively.
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Theorem 30 The following results hold where i and j e{1,2} and i # j.

1. As the availability level of retailer j increases, the equilibrium quantity of retailer i

decreases.

2, .
2. If w > qi\%T?

holds, the equilibrium quantity of retailer i increases in the availability

level of retailer i.

We show that as the availability level at a retailer improves, the equilibrium order quantity
of the other retailer decreases. As availability improves at a retailer, the spill-over demand at
the other retailer drops and he responds to this by ordering less under the new equilibrium.
In this case, we would also expect the retailer whose availability improves to order less.
However, due to results for supermodular games, his order quantity may increase when his

profit is decreasing in his order quantity and his availability level. A sufficient condition for

9%m;

52 |- Further, -2Zi > () is more likely to hold when the difference

> 0qi0a;

this to happen is w > ¢

between the retailer’s selling price and the wholesale price is small, or in other words this
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condition is more likely to hold when the retailer’s margin on the product is low. In general,
the retailer will respond to low availability by a large order quantity and when availability
improves, he will lower his order quantity. However, if the product has a low margin, it does
not pay to order it in large quantities to make up for the shrinkage problem. In this case,
the retailer increases the order quantity only when availability improves and the product
becomes more profitable. Figure 4.3 illustrates a numerical example where we observe this

behavior.

Theorem 31

1. The equilibrium profit of a retailer increases as her inventory availability level increases.

2. The equilibrium profit of a retailer decreases as the other retailer’s inventory availability

level increases.

As long as the availability improvement is costless, we would expect a retailer to benefit
from an improvement in her own inventory availability level. As she makes this improve-
ment, the other retailer’s equilibrium profit decreases. It is easy to see this result when the
equilibrium order quantity of the retailer making the improvement, say retailer ¢, increases
in a;. In the region where ¢ decreases, we find that the equilibrium profit of retailer j

increases if and only if aai?ﬂ < —1 (see Appendix C); that is, a percentage increase in a;

(3 k3

*
1

causes a larger decrease in ¢f. However, we can show that this can never happen and hence

retailer j’s profit always decreases.
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Table 4.2: Payoffs of the sequential game

Retailer 1 Retailer 2
w0, 00] = wi[0, 01] = w;[00] w3[0,00] = w30, 01] = w3[00]
wi[0,10] = w30, 11] = w[01] w30, 10] = w30, 11] = w3[01] — Clas]
wi[1,00] = ui[1, 10] = uj[10] — Cla4] u3[1,00] = ui[1,10] = u3[10]
wi[l,01] = wi[1,11] = ui[11] — Claq] | ud[1,01] = w31, 11] = u3[11] — C[as]

Next, we analyze a game where each retailer can completely solve the problem of shrinkage
and increase his inventory availability level to 100% at a cost of investment, C[a;] where
ie{1,2}. Hence Cl[a,] is the cost of raising a; to one. We do not assume any form for Cfa;].
Without loss of generality, we assume that retailer 1 moves the first in the sequential game,

which is described below.

Definition 1
Definition of the sequential game: Retailer 1 moves the first, the strategy sets of retailer 1
and retailer 2 are S; = {0,1} and Sy = {00,01, 10, 11}, respectively, and the payoffs to the

retailers are shown by u[s;, s;| where ie{1,2} as given by Table 4.2.

0 = keeping the inventory availability level at the existing level (less than 100%)

1 = raising the inventory availability level to 100%

00 = playing 0 whether retailer 1 chooses 0 or 1
01 = playing 0 if retailer 1 chooses 0 and playing 1 otherwise

10 = playing 1 if retailer 1 chooses 0 and playing 0 otherwise

11 = playing 1 whether retailer 1 chooses 0 or 1

Theorem 32 In a sequential game which is described by Definition 1, the following results
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hold.

1. Clag] < ub[11] —u3[10] and Cla1] < wi[11] — ui[00] are sufficient for either {1,[01]} or

{1,[11]} to be the Nash Equilibrium.

2. If Clag] > uj[11] — u3[10], at least one retailer decides to keep the existing availability

level.

3. If Clag) < u3[01] —u3[00], at least one retailer always invests to remove the shrinkage.

Theorem 32.1 gives sufficient conditions for both of the parties to invest to completely
remove the problem of shrinkage. Since retailer 2 makes the second move, his decision is a
function of the 1st retailer’s. Hence, his sufficient condition to make an investment compares
the cost of such an investment with the difference between the highest and the lowest profits
that he can make when the 1st retailer chooses to invest. On the other hand, having the
advantage of being a leader in the game, the first retailer compares his cost of investment
with the difference between his profits if he decides to invest and the best profits that he

could get if he does not.

As stated by Theorem 32.2, if the cost of such an investment to the second retailer is
higher than what he could gain over the worst case provided that the first retailer makes an
investment, then both retailers making an investment can never be a Nash equilibrium. On
the contrary, if Clas] < u3[01] — u2[00] holds, then the second retailer always invests when
the first one chooses not to. As a result, at least one retailer always invests to reduce remove

the problem of shrinkage.
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Figure 4.4: Equilibrium quantities and profits when each retailers’” demand distribution is
Uniform|[0,1] (p = 10,w =5,a =0.6,9 = 3,s = 1)

Theorem 32 analyzes a game where each retailer has a dichotomous strategy set: whether
a retailer completely removes shrinkage by making an investment to increase the inventory
availability level to 100% or does nothing. However, improvements can be experienced in
increments as well. We next analyze a simultaneous game where strategy set of each player

1S a continuous.

Theorem 33 Let us assume that the retailers are allowed to increase their inventory avail-
abilities free of charge. In a game where the retailers simultaneously decide on inventory

availability level and then the order quantity, a unique equilibrium occurs where ay = ag = 1.

Theorem 33 states that if one retailer chooses to improve inventory availability, the other
always responds to it if inventory improvement can be accomplished at a negligible cost.

Further, the retailers do not settle for inventory availability less than 100%.

Actions of the retailers are clear when reducing shrinkage is free of charge. Inventory

availability can be improved through creating awareness of the problem (Raman, DeHoratius
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and Ton, 2003), closed monitoring, securing inventory, RFID, and so on. The equilibrium
becomes interesting when costs of investment are included. We gain insights about this

problem through numerical examples.

Figure 4.4(a) plots optimum orders with respect to inventory availabilities at the retail
stores when demands are i.i.d. distributed with uniform distribution in [0,1] (p = 10,w =
5, a=0.6,g =3,s=1). Figure 4.4(b) shows the profits of these retailers in the equilibrium
for different inventory availability values. This plot also confirms Theorem 33 in that if

improving availability were free, the two would end up at a; = as = 1.

Next, we use a convex cost Ca;] = (K X a?) to improve an availability of a; by one unit.
We assume that both parties already have an inventory availability of 40%. Figure 4.5 shows
the net profits after incurring the costs of improvement. One unit corresponds to 0.44 in
this example. Therefore, C[0.96] corresponds to improving inventory availability to 100%.
We assume that both retailers start at an inventory availability level of 0.72. As we see in
Figure 4.5(a), when the cost of improving inventory availability is low (K = 0.1), retailers
choose to improve inventory availabilities up to 100%. However, when the cost of improving
inventory availability is high, retailers choose to keep their existing inventory availabilities

by Figure 4.5(b).

In this chapter, we study a two-retailer supply chain under consumer search and inventory
shrinkage. We identify the unique equilibrium for the quantity-game of the retailers. We
further show that simply inflating the newsvendor equilibrium quantities under customer

search and no shrinkage does not yield optimum results unless one makes an adjustment in
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Figure 4.5: Effects of improving availability at C[a;] = Ka? where ie{1,2} when each retail-
ers’ demand distribution is Uniform|[0,1] (p = 10,w =5, =0.6,9 = 3,5 = 1)

the wholesale price. We study the effects of consumer search in the stocking decisions of the
retailers and find that each retailer can decrease his order quantity as search intensifies in the
existence of shrinkage. This is an interesting result given that Anupindi and Bassok (1999)
does not encounter such a situation in a similar setting to the one studied in this chapter
but where no operational inefficiency is taken into account. We also show that a reduction

in shrinkage at one retail store leads to a decrease in the other retailer’s equilibrium profit.
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Chapter 5

Conclusions

This dissertation studies the effects of operational inefficiencies, specifically inventory mis-
placement and shrinkage, on various forms of supply chains and the role of information
technology to mitigate the negative effects of such operational inefficiencies through three
separate essays. The first essay titled “Coordination of a Supply Chain under Misplaced
Inventory”, studies inventory management under misplaced inventory in centralized and de-
centralized supply chains. We first model inventory misplacement as a constant fraction.
Then, we relax this assumption by extending our study to modeling inventory misplacement

as a random variable and a function of order quantity.

When the supply chain is vertically integrated and subject to stochastic demand dis-
tributed according to a general continuous distribution with a finite mean, we find that
the changes in the optimum order under inventory misplacement with respect to changes
in inventory availability depends on the increasing generalized failure rate of the demand
distribution evaluated at the optimum available number of items. One may chose to de-

crease the order size when less items are misplaced in the store, i.e. more items become



available to customers. However, we show that when the value of the generalized failure rate
evaluated at the optimum available number of items is less than one, the optimum order
does increase eventhough more items become available. When the value of the generalized
failure rate is more than one, then a reduction in inventory misplacement leads to a decrease
in the optimum order. We are able to observe this interesting behavior of the optimum
order when demand distribution is uniform in [0, 5]. We prove that as inventory availability
increases, the optimum order first increases until inventory availability equals to a threshold
value, where the the aforementioned value of the generalized failure rate becomes one, then
decreases thereafter. When demand is distributed according to a general distribution, we
further prove that reduction in inventory misplacement unconditionally benefits the central-
ized firm, the manufacturer in an uncoordinated supply chain and both of the parties in a
supply chain coordinated by a revenue sharing contract. Moreover, we prove that the man-
ufacturer indeed extracts more benefits than the retailer does from a reduction in inventory
misplacement in the retailer’s store if the value of the generalized failure rate evaluated at

the optimum number of available inventories is less than a threshold value.

We derive closed form solutions for the special case of uniform demand, and addition-
ally extend the analysis by Pasternack (1985) of a buyback contracting mechanism to a two
sided supply chain with misplaced inventory (refer to Table D1 in Appendix D). Surpris-
ingly, we find that leading manufacturers may benefit more as compared to retailers from
an improvement in retail inventory availability. This is in contrast to popular belief that
retailers are more likely to benefit from misplacement reduction at their stores. Finally, we

make a pair wise comparison of contracts for both the retailer and the manufacturer. We
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show that one can find a revenue sharing contract which generates the same profits as a
buyback contract where the return proportion is greater than the proportion of inventory
misplacement. However, one can never find a revenue sharing contract which can generate
the same profits as a buyback contract where return proportion is less than the proportion
of inventory misplacement. A summary of comparison of contracts is given in Table D2 and
Table D3 in Appendix D for the decentralized manufacturer and the decentralized retailer,

respectively.

The second essay of this dissertation titled “Misplaced Inventory and RFID: Information
and Coordination”, studies incentives of players in supply chains to invest in RFID to remove
inefficiencies of misplaced inventory. We consider both fixed and variable costs of adoption of
RFID in vertically integrated and bilaterally decentralized supply chains, for which we study
uncoordinated and coordinated environments by revenue sharing contracts. We analyze
scenarios where the fixed cost of adoption is shared and study both cases where only the

retailer or only the manufacturer pays for the variable costs of adoption, i.e. tagging expenses.

We find that in both decentralized settings, when the manufacturer pays for the tagging
expenses, she inflates the wholesale price by the tag price as compared to the wholesale
price in the scenario where the retailer pays for the tagging expenses. Hence, incentive of
a party to adopt RFID is the same regardless of the one paying for the tagging expenses.
Further, we show that the manufacturer charges a higher wholesale price under RFID than
she would under no RFID if she covers for the tagging expenses. However, we also prove
that the wholesale price under RFID is unconditionally smaller than the one under inven-

tory misplacement in coordinated supply chains and can indeed be smaller than that in

128



uncoordinated environments for high tag prices if the retailer pays for the tagging expenses.

One common result in all of our settings support the current reactions of the supply
chains to the RFID technology and show that unless the fixed cost of RFID is sufficiently
low and the tag prices are cheap enough, no party would benefit from an investment in this
technology. However, our findings regarding the incentives of the parties in the decentralized
settings counter the common opinion that the main beneficiaries of RFID will be the retailers.
We show that for a given fixed cost of investment (or a tag price of an RFID chip), the
characterization of incentives depend on relative investments of fixed cost and the tag price
(or the fixed cost of investment). If the retailer covers for 67K (j = D in an uncoordinated
supply chain, j = RS in a coordinated supply chain by a revenue sharing contract), the
incentives of the parties are perfectly aligned such that both parties will benefit from the
investment if and only if the tag price is smaller than a threshold value. Otherwise, no party
will benefit from such an investment. If the retailer pays for an amount other than 07K,
the incentives of the parties are characterized by two threshold values of tag prices (or fixed
cost of investment) for a given fixed cost of investment (or a given tag price). Given that
these threshold values are positive, no party benefits from this investment if the tag price is
higher than the maximum of the two and both parties benefit if the tag price is smaller than
the minimum of the two. An interesting situation arises when the tag price is in between
these two values and only one party benefits from the investment. If the retailer pays for
more than ¢7 K, the manufacturer is indeed the only party benefiting from this investment for
such tag prices. Although our analytical results are proven for uniform demand distributions,

our numerical examples with truncated Normal and Exponential demand distributions lend
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support to our analytical findings regarding the threshold behavior of the incentives of the

parties.

We show that greatest incentives to adopt the technology occur for lower values of avail-
ability. We study the effects of changes in the mean and the variance of demand independent
from each other on the incentives of the centralized firm and parties in uncoordinated and
coordinated decentralized supply chains. Our findings regarding the effects of changes in the
mean of the distribution for fixed variance comply with intuition. The more the expected
value of demand is, the more beneficial the RFID technology becomes for each firm. How-
ever, we find an interesting result regarding the effects of a change in the variance of the
distribution. We show that the firms’ incentives in the aforementioned supply chains can
indeed decrease with increasing variance of demand if the existing availability level is less
than a threshold value and the tag price is sufficiently high. Furthermore, those threshold

values happen to be identical for each firm and all types of supply chains studied in this

paper.

The third essay of this dissertation titled “Inventory Management under Shrinkage and
Customer-Driven Search” studies a two-retailer supply chain under customer search where
the retailers are subject to inventory shrinkage. A customer who cannot find the product
at one of the retailers may search for the product at the other retailer; hence, retailer
competition is modeled through a customer-driven search. A unique equilibrium exists in
this game and the retailers participate in the game if and only if their inventory availability
levels are sufficiently high. Otherwise, the effective cost of stocking positive inventory is

higher than not participating. One approach to this problem could be to simply inflate the
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newsvendor stocking quantities under customer search without any shrinkage by the amount
of inventory availability. However, we show that this will never yield the equilibrium under

shrinkage unless one makes a wholesale price transformation.

Our findings indicate that, without thorough analysis, it is not easy to predict how the
equilibrium stocking decisions of the retailers and the profit of the manufacturer will change if
more customers perform market search. The manufacturer benefits from increasing customer
search if the total quantity ordered is also increasing. Not being able to derive a general
conclusion, we show that if the customer search increases up to 50%, the manufacturer
always benefits from an increase in search. We also show that if the percentage of the
customers searching for the product is less than the ratio of the inventory availabilities of
the retailers, then the total quantity always increases as well. As search intensifies, one may
expect each retailer to increase his order size as well. In a similar setting to ours but in
the absence of any operational inefficiencies, Anupindi and Bassok (1999) show that when
demand distributions are identical, each equilibrium quantity always increases as search
intensifies. Further, they state that in all of the numerical experiments they have conducted,
they do not encounter a case where an equilibrium quantity decreases as the market search
intensifies. However, we identify analytical conditions for each retailer to actually decrease
his order size as search increases. Since the condition is messy and not insightful, we illustrate
with a numerical example that such a reaction can indeed become optimum even for i.i.d.

demand distributions.

We find that as one retailer reduces shrinkage, the other retailer decreases his order size

in the equilibrium. This occurs as a result of decreasing spill over demand with increasing
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inventory availability. We further observe that if a retailer improves his inventory availability
level, he is likely to increase his order size if the product has low margin. Recent articles on
technologies such as Radio Frequency Identification (RFID), which have the potential to re-
duce shrinkage, suggest that availability improvement may leave the manufacturer worse off.

Our analysis shows that the manufacturer may actually benefit from such an improvement.

Our analysis shows that a reduction in shrinkage at one retail store always causes re-
duction in the profits of the other retail store. Our findings further indicate that, without
thorough analysis, it is not easy to predict how the equilibrium profits of the manufacturer
will change if the shrinkage rate at one of the retailers goes down. Further, we study games
where each retailer is allowed to respond to the retailer reducing shrinkage in his store. First,
we study a sequential game where each retailer can keep the existing inventory availability
levels or completely remove shrinkage at a cost of investment. We identify conditions for
both retailers to make such an investment and for at least one retailer to invest or not to
invest. Then, we study a simultaneous game where each retailer is free to set his inven-
tory availability level to any number at an ignorable cost. We show that the retailers do
not settle for an inventory availability level less than 100%. We also provide a numerical
example where each retailer can improve his inventory availability level at a cost, which is
a convex function of his existing inventory availability. Our findings lend support to the
current reactions of the supply chains in that both firms invest to reduce shrinkage unless

the cost of improvement is sufficiently high. Otherwise, they do not take any action.

Although we model only misplaced inventory in the first two essays of this dissertation,

shrinkages due to theft can easily be incorporated. A generalized version of cleanup process
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where x% of the products are retrieved and 100-x % are stolen or lost forever can take care
of both misplaced inventory as well as shrinkages. The methodology to follow will be similar

to the one studied here.

We studied contracts where the sharing of the fixed costs of RFID investment is exoge-
neous. It would be interesting to study contracts which endogenizes the sharing of the fixed

costs of RFID investment.

We further assume that the ordered quantity is misplaced immediately whereas in reality
they may be misplaced over time. Modeling gradual misplacement will need a different model
of customer demand, particularly the type where customers coming into the store misplace

an item with a given probability. Analysis of such a model is likely to be different.

Our last essay shows that the manufacturer may benefit from an increase in inventory
availability. Hence, an extension of this work could identify whether or not cooperating with
the retailers to improve their inventory availability level is beneficial for the manufacturer.

One could employ the techniques of cooperative game theory to study this problem.

We also assume that each retailer is aware of the other retailer’s inventory availabil-
ity level. One possible extension could employ information asymmetry. One can benefit
from economics models where one party receives a signal about the other party’s inventory

availability.
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Appendix

A. Appendix for Chapter 2

Theorem 1:

1. Manufacturer’s profit function at (2.2) can be organized as follows where u is E[¢].
EPC(Qc) = —cQo+pu+p [ (aQc — &) F(§)dE +51Qc+s [ (aQc — &) f(£)d¢ —
go [, (€ — Qo) F(€)de

The second derivative of EPC(Q¢) with respect to Q¢ is g?gf)%‘ = —a’f(aQc)(p+

gc — s) < 0 by Assumptions 1 and 2.

2. The first order condition gives g?QPCC) = (p+gc—s)a—aF(aQc)(p+g9c—s)+(s—c) =0

or F(aQf) =1— %. Thus, the second term in F(aQf) must be < 1 and > 0

for Q¢ > 0. It is > 0 by Assumption 1. If we let a = (pfg_csl o> we know that @ < 1

by Assumption 1. Hence, @ < a must hold for 7 to have a positive value.

. c—s
Corollary 1: Let us call S v

by a’, which is equal to a/a. The result follows.

Corollary 2:
For 0 <a<1,Q:>Qy= 2iF'1-% > F'1-a). Since a can never
become 0, the arguments of the survival functions in the inequality will never become 1.
Therefore, taking the F' of both sides of the inequality will not affect the strict inequality.
F(F'(1=%)>F(aF*(1-a))= (1-%) > F(aF~'(1 — a)). The same approach is

taken for QF < Q.

F(Qy)=1—aand F(aQf) =1—a/a. If we substitute ¢ by ¢ =c/a— (1 —a)s/a in a, we
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obtain a/a. Hence, the result follows.

Lemma 1:

0Q¢ a * fa * * 0Q¢ :
L. gac = i(an(‘;Q*) — Q). Thus, if & > (aQf) f(aQF), then % > 0 (or equivalently

glaQy] < 1 after substituting (1 — F(aQg)) for a/a) and if ¢ < (aQf)f(aQF),

otherwise.

2. We use Envelope Theorem for unconstrained optimization (Simon and Blume, The-
orem 19.4, 1994) for the second part and d%EPC’(Q*C(a);a) can be expressed as

W EPC(Q¢(a);a) = Qa(p + go — 5)5 > 0 for Q¢ > 0.

d?EPC(Q%(a);a

3. We take the derivative of the previous result and obtain
s)w where the first multiplier is positive by Assumption 1. Hence, the

results (a) and (b) follow.
Theorem 2: *EPRp(Qp)/0Q% = —(p+ gr — s)f(aQp) < 0. We obtain w} = a(p + gr —
s)(1 — F(a(®p))) + s from the FOC O0EPRp(Qp)/0Qp = s —wp + a(p + gr — s) —

F(aQp)a(p+ gr —s) = 0. Let us call R(Qp) = wj, + wjQp.

OEPMp(Qp)/0Qp = R(Qp) + guaF (aQp) (A1)
P EPMp(Qp)/0Q7 = R'(Qp) — gua®f(aQp) (A2)

where
R(Qp) = a(p+ gr — 8)F(aQp)[1 — M + s (A3)

F((IQD)

Let us call ¢ = aQp. Hence we can write R(q) = a(p + gr — s)F(q)[1 — glq]] + s
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and OR(q)/0Qp = —a*(p + gr — 5)(f(¢)(1 — glq]) + F(q)g'[q]). The rest of the proof

for concavity follows from the proof of Lemma 2 of Lariviere and Porteus (2001). The
optimum quantity solves EPMp(Qp)/0Qp = 0.
Lemma 2:

1. We derive 6(EPRDE(,QQE(Q);“)) = —62)57 Qh+ (p+gr—9)Q%H(1 — F(aQ%)) by Envelope

Theorem for the retailer.

2. OEPMp(Q}(a);a)/da = QpF(aQp)(p + gn — 5)(1 — glaQp]EL=] > 0 where

gla@h)] is the generalized failure rate evaluated at a@7, where gla@%)] < 1 (see

Theorem 2). Hence, the result follows.

Lemma 3: 0EPRRrs(Qrs)/0Qrs = —wrs +vs+aly(p—3s)+ gr] — F(aQrs)a[y(p — s) + gr|

and O?EPRgs(Qrs)/0Q%s = —a*f(aQrs)[y(p — s) + gr] < 0. When the channel is

Whs—YS c—s

aly(p—s)+gr] — al(p—s+gc]”

coordinated
Theorem 3
1. 0EPRRs(Qg(a);a)/da = 2QrS*[(p — s) + gr| > 0 from Envelope Theorem.

2. OEPMps(wis(a); a)/0a = (0QRs/0a)[whs+(1=7)s|+[(1=7) (p—5)+9u] F (aQps) (Qhs+
a0Qg/0a). Substituting 0Q%,¢/0a and F(aQfg) = 1—a/a, we obtain the following

for OEPMps(whg(a);a)/0a.

(e — 5) — a®Qiuslcgr + (b + 921 — )5+ (¢ — $)(p — )7) (@)
0o+ 90 — ) f(a0%g) (A4)

The expression above is greater than zero if and only the numerator is positive.

Hence, the result follows after simplification.
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a

. (0OEPMpgs(whg(a);a)/0a — OEPRgs(whg(a);a)/da = 1(ZXChs 4 __ca )) where

prgc—s | a?f(aQ%hg

Y =2(c—s)[y(p—5)+ gr + s(p+ gc — 5). (—YQ*RS + a2f(26é27;¢s)) is equivalent to

pt+gc—s

glaQ%g] < Ys after some algebra.

Note that the numerators of Y; and Y, are the same. One can show that the

denominator of Y; is always smaller than Y, i.e. the denominator of Y. Hence,

Y, <Y].
Theorem 4 :
1. dﬁggz)v = (gc+p—c)—QTN(gc+p—s) and G575 = a(gc—i-p—s)—(c—s)—%az(gc—l—p—s)
. The second order conditions lead to d;(]g; C)YQ’ = +gﬂc =) and d;(gi ?20 = —QQW,

which are negative by Assumption 1.

2. Solving the first order conditions ( L~ — ( and 4E2C — () for Qy and Q¢

d(Qn) d(Qc)

%(1—%)6> 0 ifandonlyif a>a

gives Qy =(1—a)8>0and Qf = where

a =

0 otherwise

@J(;_—Csls) . @ < 1 holds by Assumption 1.

Corollary 3: Directly follows from Theorem 1.2.

Lemma 4:

1. Taking the derivative of Q7. with respect to a , we find We (2“;—3“)ﬁ . Thus, We -

da da

if and only if @ < 2a and % < 0 otherwise.

2. Taking the second derivative of ¢, with respect to a , we obtain —5* =

d?Qr  2(a—3a)3

at

20)* 2 M) *
Thus, % > 0 if and only if @ > 3a and % < (0 otherwise.

3.

derivative leads to

dEPCE — (¢ — s)a%(l -4 = @Q*C > 0 by Assumption 1. Taking the second

d2EPC* __ (c—s)(3a—2a)
da? - at

% where (¢ — s) > 0 by Assumption 1. Thus,
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% is positive if and only if 3a > 2a and less than or equal to zero otherwise.

Corollary 4:

1. Directly follows from Theorem 1.1.

2. EPC(Qix) — EPC(Qy) = U-Hletiggllaetind el - 0 if and only if (a(ge +

p—c)—2c—s))>0,ie a> ]%} = % since the remainder is positive by

Assumption 1.

d2EPC(Q* —c)? d2EPC(Q* c—s —c
3. (a) daz(QN ) = —(?Z;rfpjs)ﬂ < 0 and % = —% < 0 by Assump-
tion 1.

(b) d(EPC(Q))-EPC(Qy))  (1—a)(gc+p—c)((c—s)(1+a)—a?(go+p—c))
da -

Py —) > 0ifand only if ((c—

s)(L+a) —a*(gc+p—c) >0, ie. f—ja < %=, since the remainder is positive

by Assumption 1.

0(EPC(Q;)-EPC(QY))

—a)(c—s)2 .
(c) 5a - (ig(p)i gc—)s)ﬁ > (0 by Assumption 1.
(d) 8<EPC(Q7V<)9_EPC(QE)) = (l_a)(a(gCer_C)_gi_S))(iQ(gCer_C)_(c_s))ﬁ > 0, which is greater
a a3(p+gc—s)
than zero if the following conditions are satisfied: either ( a > ﬂ and a >

t

2)or (a < 7% and a < \/7%). For ¢ < BECEE e ;4 < 1, the first

condition reduces to a > /% and the second condition reduces to a < ﬁ

1-a

For ¢ > %, ie. % > 1, the 1st condition is never satisfied but the latter

always holds.

Corollary 5:

1. (a) a(EPC(QZ)(;CEPC(Q*c)> _ _(i;(;i;i;@z)ﬂ < 0 by Assumption 1.
d(EPC(Qix)—EPC(Q; —a)%(c—s)? :
(b) (BPC( 8)gc @) _ (zzg(p)Jr(gcf)s)g > 0 by Assumption 1.
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(c) d(EPC(Qi*)~EPC(QY)) _ (1=a)*(c=s)(gc+p—ctgc+p—s)B

55 502 (pT90—5)? > (0 by Assumption 1.

(d) B(EPC(Qi*;;EPC(QE')) _ (22;(621(;;12)? > 0 by Assumption 1.

(c) 0(EPC(Q;)-EPC(Qn+)) _ (1= (2+a)(go+p—c)?

0s 2a(ptgc—s)2 5~ 0 by Assumption 1.

2 (a) O(EPC(@3)-EPCQY)) _ (1-a)2(1+a)(algo-+p—o)—(c—5))8

9c e pm— is positive as long as a >

le=s) l%a since the remainder is positive by Assumption 1.

pt+gc—c
(b) 8((9*08—;@}%) = —(12((;—% < 0 by Assumption 1.
3. (a) B(EPC(Q}‘\%;EPC(QE)) _ (l—a)2((1+a)(P+gc—;l—é—((giggg_—ss))z)((c—s)—a(gc—i-p—c))ﬁ is positive

(c=s)

pep—— 7%= since the remainder is positive by Assumption 1.

as long as a <

(b) 2(0:-Qk) _ (1-a’)prgc—)s > 0 by Assumption 1.

ds a?(p+gc—s)?
Theorem 5:
1. dﬁgif =alp+gr—38) — (wp — ) — aQWQD and d;éi]ff = —az(pw‘%s) < 0 by
Assumption 1.
2. The optimal ordering quantity solves dﬁgif = 0 and is equal to Q}, = g(l — %)

. Thus, @)}, is decreasing in wp .

3. By substituting Q% in EPMp(wp) and taking the first derivative, we get “EMn —

d(wp)
a(9r+p)*+c(grtp—s)+s(p+gc—2a(grtp))—s*(1-a) —2s
(( AL AL az(gRipoS)z AL ) - (QZJQF(QPQJI:;Ifﬁ/IS)f )wD) ﬁ The second order
o 2 - :
condition gives < dgf; A)éD = —(27’:22(Z)1f;gRAf 8)25“3 < 0 by Assumption 1.
4. Solving ddE(Z JZI)D = 0 for the optimal wholesale price leads to wj, = $(2(c + s) —

+ g (ag1—2(c—s))

5(pron—s) +gM) after some algebra. Substituting the optimum

2a(p + gr — 5) — ag
m(%) (1—%)6>0 if and only if a > a
wholesale price back into )7, gives Q}, =
0 otherwise

(gr+p—s)+g1

where Kk = Slontp—s)torr < 1 and positive by Assumption 1.
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Lemma 5:

1 4EPRb(@p(@):0) _ (e=s)(gntp=s)(algctp=s)=(c=s))

dEPMp(wh(a)a) _ (c—s)(a(gc+p—s)—(c—s)) =
da a3(2(gr+p—s)+gnm)

> 0 and da a3 Q2(gr+pr—s)+9nm)

0 by Assumption 1 and @F, > 0. Since Q}, > 0, a > a and therefore (a(gc +p —s) — (c—s)) >

0.
dEPMp(wi(a);a) dEPRp(Qp(a);a) _ (c—s)(gc+p—s)(a(gc+p—s)—(c—s)) :
2. p(p _ p(Q _ gigé(gR +p“ics) - ) > 0 by Assumption 1
and Qp >0 .
3. Taking the derivative of w}, with respect to a gives d;UaB = —Q(g(ii;f ;)SJ);M > 0 by

Assumption 1.

Corollary 6

1. Substituting the optimal values back into profit functions and subtracting gives

EPC*—(EPRj+EPMp) = @so=lleloctp=-(0) 5 hich is positive by Assumption

1.
d(EPC*—(EPRp+EPMY))  (c—s)(grtp—s)*(alge+p—s)—(c—s))3 s
2. da = Bt Cantrtan > 0 for Q¢ @p > 0 by As-
sumption 1.
Theorem 6:
(l2 —8 2
L % = 57+ algr + (p — $)7) — wrs — QRS—(QRJrﬁ(p 1) hence, dd(%:;ﬁs =
—w < 0 by Assumption 1.
2. @Ry solves % = 0 and is Qpg = a% (7‘5%(%];1(50:‘?)?71“1%5 ) Equating 21 to

(gr(c=s)+cy(p—s)+sgcn)
pt+gc—s ’

3 gives wrg = Computation of wgrg — ¢ leads to whg — ¢ =

s(=gr+gcy)+clgr+y(p—s)—gc—p+s)

—9r+gcy)—c((pP—8)1—7)+9m) The
ptgc—s '

p+gc—s

, which can be simplified to =
denominator is always positive by Assumption 1. Therefore, s(—gr + gcy) — c((p —

s)(1 — ) + gu) < 0 will be sufficient for w}g — ¢ < 0. The second term in paren-
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theses is always positive by Assumption 1 and v < 1. Now, there are two possibil-
ities: one possibility is (—gr + gcy) < 0 and the other one is (—gr + gcy) > 0.
The first one automatically leads to wig < ¢. In order to prove wyg < ¢, showing
(p—9)(1—=%)+9gm > (—gr+ gcy) will suffice since s < ¢ by Assumption 1. After further
simplification, (p —s)(1 —)+gm > (—9gr+ gcy) becomes (p+ go — s)(1 —+) > 0, which

is always true by Assumption 1 and v < 1.

Lemma 6:

L. ZEPRps(Qpsla);a) = -Nomtlegmitloctp-s) (0P 0 and £ EPMps(whs(a);a) =

(C_S)(9M+(p_sigl(;1;)éa_(§)€+p_s)_(C_S))ﬁ >0 by Assumption 1, Qfs= Q% >0 and v < 1.

* * c—s)(a —s)—(c—s — —s5—2(p—s
2. 5 EPMps(wis(a); a) =g EPRps(Qps(a); a) = Nt ilon con tms=2(pn)

is positive if and only if (gay — gr +p — s — 2(p — s)7) is positive since the remainder of

the expression is positive by Assumption 1 and Q%¢ = QF > 0. The condition is further

simplified to v < (1/2) (1 + (g(AZ:sg)R))

7 dEPRppB1

a2 - —S — 2 2
Lemma G0t =a(gr+p—>b)— (wpp1—b) —Qpp1 (p+9r b);(b JA=R)? . 1d dc’lEPRBBl

BB1

_a2(p+gR_b)g(b_s)(l_R)2 < 0 by Assumption 3. Q%p; solves dﬁgg}gﬁl =0andis Qpp =

B(a(gr+p—b)—(wpp1—>b))
a?(gr+p—b)+(b—s)(1-R)? "

Theorem 7:
1. If R=1 and b = wgp; , the wholesale price that coordinates the channel and hence
makes Q55 = Q& is wpp1 = gr+p . However, wpp; is always less than p by Assumption
2.
2. Since wpp; is equal to the expression derived by Pasternack (1985) for the wholesale

price for unlimited returns, the proof directly follows from Pasternack (1985).
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Corollary 7: Directly follows from Theorem 7.

Theorem &:

1. When b = wgp1, solving wgp, for b and simplifying gives

(c—3)(grp)+s(p+gc—s)(1—R) ZEEL =)

(c=3)(gr+p—s)
(c—s)+(p+gc—s)(1—R)w =0

(c—=5)+(pgc—s) (1—R){9BBLI=)

. Therefore, b — s =

by Assumption 1 and R < 1 . This indicates that b > s.

2. Solving Qg = Qb gives whp, = c(gR+P—b)(;zgfzgj‘g)-i-b(P‘i‘gC) —(b—s)(1—R)? ( % ) (1 _ 5)

If wppy > b, then wppy — b = EHDE) () — 5)(1 — R)w > 0 holds. If

% —(b—s)(1— R)w > 0 holds, then wgp; > b. Further simplification
on the condition leads to a(p 4+ gr — b) > (b — s)(1 — R)? (£) (1 - £). One can always
find a solution such that this inequality is verified.

Given that wgp; > b, now we show that one can always find a b satisfying (2.25) such

that s < b. Solving wgpy for b and simplifying gives

h = 5 — Yrtp=s)=(9ctp)wppit+s(wsp1+gc—gr)
(gc+p—0)—(1—R)(gc+p—$)7(Q331[3(1_R))

. If the ratio is negative, then we can find a
b > s. We take the denominator first and show that it is positive. Thus, this leads to

. In this case, we know that R > [ which

(9o +p—0) > (1= R)(go +p— 5){2eml=)

also means that a > 1 — R. Thus the right hand side of the inequality is always less than

alge +p— 5)% which is equal to a(gc +p — s)(1 —

c—S

m) when the channel is

coordinated. Thus, if the left hand side of the inequality is even greater than that value,
then we know that the denominator will always be positive. After some algebra, we obtain
that (9o +p—c) > a(gc+p—9) (1 — ﬁ) = (gc+p—c) >algc+p—s)—(c—s),

which is always true. Therefore, the numerator must be negative to ensure b > s. So,

c(gr+p—3)—(9c +p)wpp1 + s(wpp1 +gc — gr) < 0. Substitution of go = gr + g gives
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—(wpp1 —¢)(gr+p—5) — (wpp1 — $)gn < 0 and the inequality always holds. Therefore,
b > s. Hence, a b satisfying (2.25) can be found to coordinate the channel such that

s < b < wgp if wep is chosen such that ¢ < wgp; < p.

Lemma 8: % = a(gr +p — 5) + R(b — s) — (wpp2 — 5) — Q332a2% and
%ﬁ = —W < 0 by Assumption 1. @%p, solves % = 0 and is
Qi = (1= 285 25)

Theorem 9:

Equating (2.13) to (2.28), we get a general relationship for the channel to be coordinated.

(whpy—s)—R(b—s) __ (c—s) * _ . (9c—gr)(c—s) _
a(p+gr—s) ~ a(ptgc—s) leads to Wppy = € prgo—s — + (b S)R .
1. whpy =c— % =c— % < ¢ which contradicts with Assumption 1.

(gr+p—5)(c—5)

(90 —5)(1-R) is greater than s since the second term is positive by

Assumption 1 and w}; 5, leads to coordination with right selection of parameters.

3. If whpy > b, whgy —b > 0 and in turn ¢ — % > b(1 — R) + Rs . Given that

(o) S5

Wxpy > b holds, solving Q% p, = QF for b gives b = s+ 7 , which is greater

than s due to Assumption 1 and Assumption 2. Right hand side of the inequality above
is less than b and greater than s. Left hand side of the inequality is greater than s due to
Assumption 1. One can always find numbers such that the left hand side is greater than
the right hand side. Thus, a b satisfying (2.30) can be found to coordinate the channel

such that s < b < wgps if weps is chosen such that ¢ < wgps, < p .
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Corollary 8:

1. Let us call wgp the coordination wholesale price for buyback contract.

* c —b)—s b a .
o) b= tpt—slontpl ipise) — (h—s)(1—R)? (1) (1-2) if I<R<1
BB —

Whpy = ¢ — YIS 4 (h— 5)R if 0<R<I

Computation of left and right limits at [ leads to lim wpp = lim wpp = ¢ — %C*_S) +
R—l- R—l+ ptgc—s

I(b — s) after simplification and shows that wjy is a continuous function of R. Taking

the derivatives of wjp, and wjgz, with respect R leads to

2(b—s)(a(ptgc—s)—(c=s))(1-R

Ty ) and (b — s), both of which are positive by Assumption 1, As-

sumption 3 and Q55 = Qppe = @& > 0. Since wip is increasing in R, whpy < Whp-

2. Plugging Q)gps and wgps back into £ PMpggs and further simplification give &(62;22“) gu <

0.

Lemma 9:

1. %EPR*BBl(Q*BBl(a); a) can be simplified as Q% 5, <(p +gr — b)g + (b_s)(ﬁl_R)Q dQ;i“).

a _(pt+gr—b)8
a (b—s)(1—R)?

Further algebra shows that if the retailer benefits from availability, dQ;% > —
must hold. Simplification of the inequality gives (a —2a)(b—s)(1—R)* < a(p+gr —b)a®.

(a—2a))(b—s)
a(p+gr—>)

2
After further simplification, we obtain ( (1f R)> — > 0. We see from Theorem

2 _
8.2. that wpxp, > b holds as long as <(1fR)> > %. In order for the retailer

(a—2a)(b—s)
a(p+9r—"b)

2
not to benefit from improvements in availability, <L> <

R must be true.

i 2 i
However, g‘z;ﬁ;(::zg < ((13{)) < % is never possible.

2. %EPMgBl(Q*BBI(a); a) can be simplified as Q% 5, ((b — s+ gM)% + (bfs)(ng)Q de%Bl )

dQ*BBl < a (b—s+gn)B

Further algebra shows that if the manufacturer benefits from availability, =2 c (R
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must hold. Simplification of the inequality leads to a?a(b—s+gar) > (1—R)*(b—s)(—a+
2a). In this inequality, a* > (1—R)?, (b—s+gu) > (b—s) and @ > —a+2a (or equivalently

a > a due to Q55 = Q& > 0). Thus, the inequality holds all the time.

3. (i) If the manufacturer gains at least as much as the retailer, then - EPMpp (wip (a); a)—

LEPREp1(Qfpi(a);a) >0 must hold. Simplifying the subtraction gives

w [d(b +gu —S) — (fi(p +9r—b)+2(b—35)(2a —a) (1;R)2>} . The first term is
positive, thus, the marginal benefit for the manufacturer is more than the retailer if the

term in square brackets is positive.

(i) A _2(c—s)(—a2(gR+p)+b(a2—2(1—3)2)+25(1_R)2)
99m a?(gc+p—s)?

is positive as long as (—a*(gr +p) +
b(a® —2(1 — R)?) +2s(1 — R)?) < 0 holds. The inequality can be organized as —a?(gr +

p—0) <2(b—s)(1— R)? which is always true by Assumption 3.

(i) 22 = 2a + 2 (%)2 (a —2a) = 2&a2+(1*§)2(a*2&), which is positive as long as aa® +
(1 — R)* (a —2a) > 0. The condition can be organized as aa® > (1 — R)* (2 — a). Since
R>1=(1-a),a®> (1—R)? In addition, @ > (2a —a) holds if and only if @ < a, which

is the condition for the retailer to order a positive amount under a coordinated supply

chain.

Lemma 10:

I 5 EPRpp(Qppa(a);a) = (C_S)(p+gR;3s(¥i(gg<:cjsl;gs)_(C_S))ﬁ > 0 by Assumption 1 and

Q*BB2:QZ*>O~

2. %EPMBBQ(U)*BBQ(@); a) = (C_S)gM(p+953_(;l(gégf$§_s)_(C_S))ﬁ > 0 by Assumption 1 and

Qpp =Q:>0.

. . o .
3. If the manufacturer gains at least as much as the retailer, then 5= EPMppy(whp,(a); a)—
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2 EPRppa(Qppa(a);a) >0 must hold. £ EPMppa(wipy(a);a) — £ EPRppy(Qpps *

(a);a) = —B(C_s)(s_ngf(f‘;;;’g(fg;_“(ch_S))

. From Assumption 1 and Q%p, = Q5 >0,

_8 (C‘Slgc(;j‘gg?;g“” > 0. Thus, if (s — gr + g — p) > 0, the manufacturer benefits at

least as much as the retailer. Otherwise, the retailer benefits more.

Lemma 11:
Let us assume that Ry is € ([,1] and Ry is € (0,!] . Thus, in a supply chain coordinated
by a buyback contract where (R > [) , the coordination profits for the manufacturer will
be EPM}; 5, and the return proportion R will be replaced by R; . Similarly, in a supply
chain coordinated by a buyback contract where (R <), the coordination profits for the
manufacturer will be EPM} 5, and the return proportion R will be replaced by Ry . The
manufacturer’s profits in a supply chain coordinated by a revenue sharing contract will

be represented by EPMpg.

(b—s)(algo+p—s)—(c—s))? (a®—(1-R1)?) 8
2a4(p+gc—s)*

1. EPMgpy — EPMpg, = — < 0 since all the terms

are positive by Assumption 1, Assumption 3, Qf >0 and R; € (I,1].

2. EPM}g — EPM}y,, = @ _5)(a(gg;”(;j)g_c(:)s2))2(1_7)[3 > 0 since all the terms are positive

by Assumption 1, Qf > 0 and v < 1.

(a(gc+p—s)—(c—s))? (S+SR1 (Rl—2)+b(a2—(1—R1)2)+a2(7(17—8)—p))ﬂ
2a4 (p+gc—s)*

3. EPMgp, — EPMpg = 1s posi-

tive as long as (s + sRy(R1 —2) + b(a? — (1 — R)*) + a* (v(p — 8) — p)) > 0, which can

be simplified as (a*y(p —s) — (1 — Ry)*(b—s) —a*(p — b)) > 0. After further algebra,

(1=R1)?(b—s)+a®(p—b)

ey ,which is less than 1 since Ry € (I,1] .

the condition leads to v >
4. 1In order for the manufacturer to prefer a revenue sharing contract to a buyback

contract where Ry > 1, EPMpp, — EPMpq < 0 must hold. This condition is satisfied
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if (s+sRi(Ry—2)+b(a®>— (1= Ry)*) +a*(y(p—s) —p)) is negative. Thus, following

the proof for Lemma 11.3., v < (1731)2;(21)(;5’,7)5(12(;;7};) must hold.

5. In order for the manufacturer to be indifferent between a revenue sharing contract

and a buyback contract where Ry > [, EPMpp, — EPMpg = 0 must hold. Following

(1—R1)?(b—s)+a®(p—b)
a?(p—s) )

the proof for Lemma 11.3., we obtain v =
Lemma 12: Given that the supply chain is coordinated and hence Q¢ = Qppy = Qppy =

Qhg > 0, the decentralized retailer

1. always prefers a buyback contract where R <1 to a buyback contract where R > 1 .
2. always prefers a buyback contract where R <1 to a revenue sharing contract.

3. always prefers a buyback contract where R > | to a revenue sharing contract if

(1—R)?(b—s)+a?(p—b

e a*(p—s) ) where A=R2(b=s)+a’(p=b)

a?(p—s)

15 always less than 1.

4. always prefers a revenue sharing contract to a buyback contract where R > | if

)2(b—s)+a?(p=b
a?(p—s)

(1—R)?(b—s)+a’(p—b)
a?(p—s)

v > U-R ) where

15 always less than 1.

5. is always indifferent between a buyback contract where R > | and a revenue sharing

(1-R)?(b—s)+a’(p—b)
a?(p—s)

(kR)QC(lZz;i)a b g always less than 1.

where

contract if v =

Proof of Lemma 12:

We will follow the same line of proof as in the proof of Lemma 11.

(b—s)(a(go+p—s)—(c=5))* (a®—(1=R1)?)B

oI > 0 since all the terms are

1. EPR}p, — EPRYp, =

positive by Assumption 1, Assumption 3, Qf >0 and Ry € ([,1] .

2. EPR}g— EPRYyp, = — % _5)(a(gg;p(;i)g_c(:)?)Q(1_7)/6 < 0 since all the terms are positive

by Assumption 1, Qf >0 and v < 1.

(a(go+p—s)—(c—s)) (s+sR1(R1—2)+b(a2—(1-R1)?) +a?(v(p—s)—p) ) 8
2a4(p+gc—s)*

3. EPRYy, — EPRYg = —
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= —(EPMj}5, — EPMj) Thereby, the retailer prefers a buyback contract where R > {

(1-R1)?(b—s)+a®(p—b)

2(p—3) , which is less than 1 since R;

to a revenue sharing contract if v <

e (I,1].

4. Following the proof of Lemma 12.3., in order for the retailer to prefer a revenue sharing

contract to a buyback contract where Ry > [, v > (le)Qa(Qb > i)j)QQ(I’ =% must hold.

5. In order for the retailer to be indifferent between a revenue sharing contract and a

buyback contract where Ry > 1, EPRyz, — EPR}¢ = 0 must hold. Following the proof

(=R (b—5)a>(p-b)

for Lemma 9.3., we obtain v = 25

Theorem 10:

1. JEPC(Q0)/0Qc = —c+ s+ (p+ go — ) i [i/9¢ adH (a)dF (z)dzx and

PEPC(Qc)/0QE = —(p+ gc — 5) [y (2?/Q&)h(x/Qc)dF () < 0. Therefore the

result follows from the first order condition.

2. The optimum order under random yield, Q*, solves [~ fom/ @ wdH (a)dF(x)dx =

c—sBIA] Hepe, <EAl 5 _cos fop EJA] < 1. Thus, Q* < Q.

ptgc—s’ ’ ptgc—s ptgc—s

Lemma 13: Let us assume that A has a distribution of H(.).
EPC(Qz) —EPC(Qz) = (p+gc—s) [y alH(2/Qz) — H(z/Qp)|dF (2)de. It Q7 > Q¢
H(z/Qp) — H(z/Q%) > 0 for A <, A since H(z/Qr) > H(x/Q%).
Theorem 11:
1. ®EPRp(Qp)/0Q} = —(p+ gr — s) [, (2*/Q})h(x/Qp)dF(x) < 0. Hence, the
optimum order solves the FOC, which is 0OEPRp(Qp)/0Qp = —wp+s+ (p+gr —

) Jy° m/QD adH (a)dF (z)dx = 0. Therefore, EPRp(Qp) is concave in )p and the
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optimum order )}, solves the following relation.

o rz/Qp
wp =5+ (p+ gr — ) /0 /0 adH (a)dF (z)dx (A5)

2. 8EPMD(QD)/8QD = (UJD - C) -+ (8wD/8QD)QD + qm fooo Ox/Qd CLdH(CL)dF(ZL‘) and
0°EPMp(Qp)/0Q} = (0*wp/0Q})Qp+2(0wp/0Qp)—gu [y~ (2%/Q})h(z/Qp)dF (z).

We substitute (A5) for wp in *EPMp(Qp)/0Q3, where

Dwp/0Qp = —(p + g — 5) /0 @O h(x/Qp)dF(x) <0 (A6)
Pup)0Qb = (p+ gn — )3 / " (2/Qh (e /Qp)dF(x) + (A7)

/0 QN (2) Q) dF ()

After plugging the expressions above in 0> EPMp(Qp)/0Q% and further simplifying
we receive (p+gr—s—gur) [y %h(m/QD)dF(x)—k(p—i-gR—s) I Q%?’J;h’(x/@,;)dF(x).
3. If the manufacturer’s function is concave, the optimum order solves the FOC of
the manufacturer 0EPMp(Qp)/0Qp = 0 where wp is given by (A5). Further

simplification yields the result.

Corollary 9: If A is uniformly distributed, then A’(.) = 0. Hence, EPMp is concave if and
only if (p+gr — 5 —gm) 5 %h($/QD)dF(5B) <0.

Lemma 14: We follow the same line of proof for this result as we did for Lemma 13.

1. EPRp(Qp) — EPRp(Q%) = (p+gr—s) [ o[H(x/Q%) — H(x/Qp)|dF (z)dx after

substituting (A5) for w and simplification.
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2. EPMp(Q}) — EPMp(Qp) = (¢ = )(@Qh — @p ) +
(p+gn+gu — 5)@p" [ [79° adH (a)dF ()dz —
(p+grtou—s)Qb J5° J3'%" adH(a)dF (2)degu 5° aH(x/Qp) ~H(x/Qp)dF (x)
after substituting (A5) for wp and simplification.

Theorem 12: OEPRps(Qrs)/0Qrs = [v(p — s) + grl [~ fox/QR’S adH (a)dF(x) — wgs + s
and 0’ EPRps(Qrs)/0Q%s = —[7(p — 8) + gzl [ (2°/Q%s)h(z/Qrs)dF (x) < 0. Hence,
the FOC of the retailer yields: [y(p — s) + ggr] [, fx/QRS adH (a)dF (z) = wgs — vs. If
Qg = QF, the channel will be coordinated. Therefore, solving (A8) for wgrg gives us the

result.

/Ooo /Ox/% wdH(a)dF (2)dz = /0 * /0 T ()P (@) ds

cC— S WRSs — VS

= A8
p+gc—s (p—s)+9r (A8)

Lemma 15: We follow the same line of proof for this result as we did for Lemma 13.
1. EPRps(Qys) — EPRp(Qis) = (p—9) +gr] [y” [H(x/Q5) — H(x/Q¢)|dF (x)dx

after substituting (2.46) for wgrg and simplification.

2. EPMps(Qhg) — EPMps(Q%hg) is equal to (2.47) after substituting (2.46) for wpgg
and further simplification.
Theorem 13: AEPC/IQ = —c+ s+ A(Q)[1 — F(A(Q))](p + gc — s) and O?EPC/0Q?* =

{A"(Q[1 = F(AQ)] — (A(Q)*f(AQ))} (p+ go — s) and is negative if A”(Q) < 0 and

A'(Q) > 0. The result follows from the FOC.
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Theorem 14

1. OEPRp/0Q = —w + s + A(Q)[1 — F(AQ))](p + gr — s) and *EPRp/0Q* =

{A"(Q)[L = F(A(@))] = (A(Q))*f(AQ))} (p+ gr — s) and is negative if A”(Q) <0

and A’(Q)) > 0. The result follows from the FOC.

2. OEPMp/dQ = —(w* Q + w*) —c+ A(Q)[1 — F(A(Q))]gn and > EPMp/0Q?* =

—( Q +w) + gu{ A" QL — FAQ)] — (A'(Q))*F(A(Q))} where

w” = {A"(Q)F(A(Q)) — (A(@Q)*F(AQ)} (p+ gr —5) < 0 (A9)
w = {A"(Q)F(A(Q)) — 3A'(Q)A"(Q)F(AQ)) — (A(Q))*F(AQ))} (A10)

(p+gr—s)

Theorem 15: 0EPRRs/0Q = —w+vs+ A (Q)F(A(Q))[y(p—s)+gr] and > EPRys/0Q? =
(A"(Q)F(A(Q)—(A(Q))*f(AQ)))[y(p—s)+gr] which is negative for increasing concave

A(Q). Hence, the coordination wholesale price is found by solving the following for w.

c—s _ w — Y8 (A1)
p+gec—s y(p—5)+gr

B. Appendix for Chapter 3

Lemma 16:

1. Camdereli and Swaminathan (2005) show that when a < 0.5, Qf = Q) for a =1

and a = a/(1 —a), Q < Qy for a < a/(1 —a) and QF > Q¥ otherwise. Further,
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when a > 0.5, Qf = Qy for a = 1 and QF < Q} for all @ < 1. Given this and

@y > Q¢ the result follows.

2. (a) Q¢ = QF for tla] = Z[c—s—a(p+gc —s) + a*(p+ gc — )], which is smaller
than (p + go — ¢) iff a < a. The difference Qf,, — QF is linearly decreasing in .
Hence, accompanied by Theorem 16, the lemma follows.

(b) Let us write t[a] = £[a]/a®. The function #[a] is strictly convex in a (9*[a]/0a® =
2(p + go — ¢) > 0). Solving f[a] = 0 for a yields a = 1 and a = a/(1 — a). The
result follows given that a < 1. Additionally, t[a] < p+ gc — ¢ iff Q% > 0.

Theorem 17:

L. *[EPCHQg,) — EPC(Qf)]/ot* = B/(p + gc — ¢) > 0. Solving EPCt(Qf,) —

EPC(Qg)] = 0 for t yields t = (p+gc —c¢) —v/dc and t = (p+ gc — ¢) + /d¢ where

do = Q‘IQK(”JFQC_SH(Zg’;gc_s)_(c_s))gﬁ > 0. The first root of ¢ is viable by Q¢ , > 0.

2. EPCHQg,)—EPC(Qg)] is linearly decreasing in K. Solving EPCt(Q¢,)—EPC(Q¢)] =

alde: K — [A=a)(c=s)—at][a2(p+gc)—(ct+s))—(c—s5)—at]B
0 for K yields: K = 502 (o) .

Lemma 17:
1. (i) Let us call p = a*0[2a*K (p+gc—s)+ (a(p+gc—s)—(c—s))?0] > 0. Oty /0K =
—a*(p+gc — )/ < 0. (ii) 0ty /0a = —(c—s)(a(p+gc —5) = (c—s))/(a/p) <0
iff a > a.
2. Let us write K} given by Theorem 17 as K} = fujve/[2a*(p + g — s)] where
v = [(1—a)(c—s)—at] and vy = [a(2(p+gc)—(c+$)) — (c—s) —at]. Hence, K > 0
iff vjvy > 0, which is strictly convex in ¢ since 9?[v1vy|/0t? = 2a® > 0. Further,

solving d[vyv,] /0t = 0 for ¢t yields t = p + go — ¢. The roots of vyvy are found
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by solving v; = 0 and vy = 0 for £. Solving the first equality yields ¢t = ¢; where

ty = (1 —a)(c—s)/a > 0, which is less than p+ gc — ciff a < a & QF > 0.

3. 82[EPCt(Q87t) — EPC(Qg)]/ot* = B/(p+ gc — s) > 0. Solving IEPCt(Q%,) —
EPC(Qf)]/0t = 0 yields t = p+ gc — ¢. When K =0, [EPCt(Qf,;) — EPC(Qp)]
is equal to zero for two values of ¢, one of which is ¢;, which is less than p 4+ go — ¢

it a <a & Q> 0.

Theorem 18: One can show that the profit functions under inventory misplacement and
under RFID are concave in Q’C"i and Q/C*7t, respectively. Hence, solving the first order

conditions give us the following: Q& = (1/a)[(1 — a/a)(8 — 3) + B8] > 0 iff a > @ and

Qy = (1 — =) (3 —p)+p > 0if and only if ¢ < p+ gc —c. Now, we show

p+gc—s

that ¢ > ¢; is a sufficient condition for the firm to not to benefit from RFID. Solving

EPC’t(Q/at) — EPC(Q) = 0 for K, we receive the following:

[(1—a)(c—s)—at][aft—a(=2(p+gc)+t)B—(1+a)c(B—F) —s((1+a)3—(1-a)B))

22 (pt90—s) . The numerator of this

Te
KC -

expression is convex in ¢ and the smaller root ¢ = ¢, is viable when Q, Q¢, > 0 where

ty is given by Lemma 17.

L. O[EPCHQ¢,)—EPC(QG)]/0a = —(c—s)(c—s)B+[a(p+gc—s)— (c—s)]8]/[a* (p+

go —s)] <0 for Q5 >0

2. We set the lower bound of the distribution to ¢ and the upper bound of the dis-
tribution to # 4+ 8. Hence, any change in § will capture the effects of changes in
the mean of the distribution. The mean of the distribution is 0.5(3 + 26) while the
variance of the distribution is fixed at 32/12.

Qs _ 0Qc, _
(a) & =1/a and —5* =

o 1.
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(b)

OIEPCH(QZ,)~EPC(QE)]  (1—a)(c—s)—at .
C:% cr — p >0 if ¢ < tl.

Theorem 19: Refer to the proof of Theorem 18 for Q% and Q,C*,t and t > t; being a sufficient

condition for the firm to not to benefit from the technology.

1. We set the lower bound of the distribution to ¢ and the upper bound of the distri-

bution to § — J. Hence, any change in § will capture the effects of changes in the

variance of the distribution in the opposite direction. The variance of the distribu-

tion is (8 — 20)%/12 while the mean of the distribution is fixed at 3/2.

(a)
(b)

= (—a+2a)/a® > 0 iff a < 2a.

55 = 2@t +c)—(+ge+5s)/(p+gec—s) > 0iff t > t3 where t3 =

(p+gc+s)/2—c

OEPCHQS ) —~EPC(QR)] o) (e—s)—a
S = SIS > Owhere p = —(L+a)e s +alp +

gc—s) < 0andiff t >ty where ty = (p+gc—c)—(c—s)/a. Hence, if to <t <t

holds, it decreases with the variance.

2. ty < ty is equivalent to a < 2a after simplification.

Theorem 21:

1. 82EPRD7”(QD¢Z~)/8Q2D7” =—(p+gr—35)/B <0 where i e{R, M}.

2. Solving dEPRp 1i(Qpi)/0Qpi = 0 yields Qp ,; = B(p+9r—X)/(p+gc—s) where

X =wpyr+t when ¢ = R and X = wp s when ¢ = M. after substitution of these

values back to the corresponding profit functions of the manufacturer, we receive

the following: 0* EPMp yi(wpyi) /0w, = —12(p + gr — 5) + gul/(p + gr — 5)* <0

where i e{R, M }.
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3. First Order Conditions of the manufacturer’s profit functions yield wy, ,z = [(g9r +

p—3s)(gr+p+c)+sgu —tp+ge—s)/(2(g+p—s)+gu) and wp = [(gr +

p—5)(gr+p+c)+sgu+tlp+gr—s])/(2(g +p—5)+ gu). The expression

whp — wp = —[(p+ g0 —s)t — (1 —a)(p+gr — 5)°]/(2(g +p — 5) + gu) > 0 iff

t>(1—a)(p+gr—5)?/(p+gc —s). Further, w ), — w} g =t.

4. Qpr = @peu since wp y — whp =t and Qp ;= B(p+gr — X)/(p + 9¢ — )

where X = wp,r +t when ¢ = R and X = wp s when @ = M. Substituting the

wp 4 back into Qpy; gives us the result.

Corollary 10: Follows from Theorem 21.

Lemma 18: Following Corollary 10, the following proofs are valid for : = R and i = M.

1. (a)

EPRp i(Qp,;) is linearly decreasing in K. Solving EPRp 4(Qp ;) = 0 for K

*2
D.ti

and simplifying yields: K = p} where pi = (20)7'[(p + gr — 8)(Q5 ) — grO].

Substituting (3.13) into p}, we obtain p} = —(20)7'8(g9r — (p+9r — $)(p+ gc —

c—1)?/[2(p+ gr — 5) + gu)?). Hence, p; > 0 if and only if t < (p+ gc — ¢) —

2(p+ gr — 5) + gul/9r/ (D + gr — 5).

82EPRD7ti(Q}‘3’ti)/8t2 = Bp+gr— 9)/12(p+ gr — s) + gu] > 0. Solving

OEPRp(Q};)/0t = 0yields t = p+ go — ¢. The roots of EPRp 1i(Qp ;) =0

when 6 =0 are t = (p+ gc — ¢) £ /gu[2(p + gr — $) + gu]. The positive root

is not viable since Qp ,; < 0 fort <p+gc —c.

EPMp si(w} ;) is linearly decreasing in K. Solving EPMp ;(wD,ti") = 0
Pt9c—s)Q5r

for K and simplifying yields: K = p} where pi = (1 — 9)*1[( 3

gm(B/2+ Q3 r/(283))]. Substituting (3.13) into pj3, we obtain p; = —Bga/2 +
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B(p+gc—c—1t)?/[2[2(p + gr — 5) + gu]]. Hence, p5 > 0 if and only if ¢ <

(p+9c—¢) = Vaul2(p + gr — 5) + gu]-
(b) 82EPMD7ti(w}57ti)/0t2 = B/[2(p+9gr—>5)+9gm] > 0. Solving OEPMp yi(wp, ;) /0t =

0 yields t = p + g¢ — c¢. The roots of EPMp (w} ;) = 0 when § = 1 are

t=(p+gc—c)x/gul2(p+gr — s) + gu]. The positive root is not viable
since Qpy; <0 fort <p+gc—c.
3. When 0 = 0.5 and g = grr, EPMp si(w ;) — EPRp1i(Qp 1) = (29r+p—3)(29r +
p—c—1)%/[2(2p + 3gr — 25)%] > 0.
Lemma 19: Following Corollary 10, the following proofs are valid for i = R and i = M.

1. EPRp+(Qp ) — EPRp(Q)) is convex in ¢ (see the proof of Lemma 18.1.(b). Solv-
ing EPRp i(Qp ;) — EPRp(Qp) = 0, we find t = (p+gc —¢) £0p,ri\/0p,r2 Where

dpri=M4p+9c—35)+9y/(p+9r—9)]>0and dprs = [(alp+gc— ) — (c —

NP+ gn = 5] 4 2L [02(2(p o+ gn = 5) + gur]') > 0. The
positive root is not viable due to Q7 ,; < 0 for t > p + go — ¢. Hence, the result

follows from convexity.

2. EPMpi(wh ;) — EPMp(wp) is convex in ¢ (see the proof of Lemma 18.2.(b).

Solving EPMp si(wp ;) — EPMp(wp) = 0, we find t = (p+ gc — ¢) &= /dp,» where

dpm = [(alp+ go —s) — (c — 5))* + 2a2K[2(p+gRgs)+gM](l_9)]/@2 > 0. The positive
root is not viable due to ()5, 4; < 0 for ¢ > p+ gc — c. Hence, the result follows from

convexity.
Lemma 20: Following Corollary 10, the following proofs are valid for : = R and i = M.

1. (a) EPRp4(Qp ) — EPRp(Q)) is linearly decreasing in K. Hence, K7}, p solves
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EPRD,ti(Q*D,ti) - EPRD(Q*D) =0.

(b) EPMp si(wh ;) — EPMp(wp) is linearly decreasing in K. Hence, K}, 5, solves
EPMD7ti(w]*37ti) — EPMp(w}) = 0.

(¢) Kp g > 0if and only if vivy > 0 (See Lemma 17.2). Hence, the result follows
from the proof of Lemma 17.2. The proof for K7, ,, > 0 is the same since

K}y > 0if and only if vjue > 0.

2. EPRp:(Qp ) — EPRp(Qp) is convex in ¢t (see the proof of Lemma 18.1.(b)).
When 6 = 0, solving the roots of this equality for ¢ yields two values of ¢, one of

which is ¢; and is less than p+ go — ciff a < @ & @Q7F, > 0 (See Theorem 20).

3. The proof is exactly the same as the one in Lemma 20.2.

Theorem 22:

L.ty > th p is equivalent to vQp > 5['1(’)’;?20(;;(_0;2}9(&?’2_S) where Qr = dp g2/

Since dp g2 > 0 and the right hand side of the inequality is also positive if Q}, > 0,

we can write this inequality as Qp — (2@ Z?zc(;j;;(::sj)i}g(ﬂi J]?R_s))? > 0, and this is
2KB(p+gr—s)0
2(p+gr—s)+gm)

equivalent to ( s > 0 after simplification and it is always true. Similarly,

t1 >t} is equivalent to /3%0pa/(2(p+ gr — 5))? > Bgél(’;fgc]:l;g;”. Since

dp,m > 0 and the right hand side of the inequality is also positive if Q7 > 0, we

2K3(1-0)

2(p+9gr—s)+gm >0

can proceed with simplifying this expression as above. We receive
after simplification and it is always true (Refer to Lemma 19 for dp gre,dp, M:th R

*
and tp, 5.

2. Following Corollary 10, the following proofs are valid for i = R and i = M. 1}, 5, >

th.r is as follows after simplification 2K[2(p + gr — s) + garJus/[(p + 9r — 5)8] <0
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where vz = [p + gr — (3gr + gu + 3p)0 + s(—1 + 30)]. Hence, t}, ), — t} p > 0 iff

v < 0, which is equivalent to § > 05, = (p+gr — 5)/[3(p + 9r — 5) + gu] < 1/3.

3. Similarly, K},  — K}, 5, can be written as fvivyvs/[2a*(2(p+ gr — 5) + gar)* (1 — 0)06)]

after simplification (See the proof for Theorem 22.2 for v3 and Lemma 17.2 for

v1v2). Kp p, Kp o > 0 iff vjup > 0 (See the proof for Lemma 17.2). Hence, the

result follows.

Lemma 21: Given Qp,;, Q@ > 0 and following Corollary 10, the following proofs are valid

fori=Rand 1= M.

1. (a)

i. Oty p/OK = —0/[81/0p,ra] < 0 where 6p gz > 0 is given by Lemma 19. ii.
Otp p/0a = —(c—s)(p+ gr — s)[a(p + gc — 5) — (¢ — s)|/[a’[2(p + gr — 5) +
gu)*\/Op,re) < 0 iii. Ot} /00 = —K/[B1/0p,ro] < 0.

i. Oty 4 /OK = —(1—0)(2(p+ gr — ) + gu)/1B\/Op,m) < 0 where 6p s > 0 is
given by Lemma 19. ii. 0t}, p/0a = —(c—s)[a(p+gc—s)—(c—s)]/[a*\/p,m] < O
iii. Ot} /00 = =K (2(p+ gr — 5) + 9a1)/[By/9p.0a] < 0.

i. 0K} /0t = —(p+gr — )+ go — ¢ — t)B/[02(p + gr — 5) + gu)?] < 0.
i1.0Kp p/0a = —(c—s)(a(p+gc—s)—(c—3))(p+9gr—5)3/[a’*0(2(p+gr—s) +
gnm)?) <0 dii. 0K}, p/00 = —(p+ gr — s)v1v2/[20*6*(2(p + gr — 5) + gum)] <0
when K} p > 0 since v;v, > 0 (see the proof of Lemma 17.2)

i 0K 0y /0t = —(p+go—c—t)B/[(1=0)(2(p+gr—s)+gu)] < 0. i.0K}, 1;/0a =
—(c—s)(alp+ gc —s) — (c = 5))B/[a’(1 = 0)(2(p + gr — 5) + gu)] < O iii.
K} 01/00 = v102/[2a*(1 — 0)*(2(p + gr — 5) + gu)] > 0 when K7, ;> 0 since

v1v2 > 0 (see the proof of Lemma 17.2)
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Theorem 23: One can show that the profit functions are concave in their choice variables.
Hence, solving for the first order conditions for the wholesale prices first and plugging the
resulting expressions into the retailer’s profit function give us the optimum orders. We
find Q7 = Q¢ and Q’gﬁ = QID*,tM = KQ/&t where k < 1 is given by Theorem 20 and
Q¢ and Qlc*t are given by the proof of Theorem 18. We also find that EPRDM»(QBM) is
the same for i = R and i = M and EPMp;(wp,;) is the same for i = R and i = M.

solving EPRp 4i(Q%,;) — EPRp(Q) = 0 and EPMp y(w} ;) — EPMp(wj;) = 0 for K

: "% +9r—5)(P+g9c—s "% "% +9c—s "% Tx s :
yield Kj p = E’;(png_)ngZ;)QgKC and K5, = (2(p+g§f_f)igkz)(l_9) K/ where K/ is given
by Theorem 18. Hence, this proves that ¢t < ¢; is a sufficient condition for the parties not

to benefit from the technology (See Theorem 18 for the proof).

1. O[EPRp+i(Qp ) — EPRp(Qp)]/0a = —(c—s)(p+gr—s)l(c—s)B+[a(p+gc —s) -
(c—3)1B]/1a*(2(p+ gr — ) + gx)?] < 0 and | EPMp,i(wp ;) — EPMp(wp)]/0a =
—(c—s)[(c—s)B+alp+gc—s)— (c—35)]5]/[a®(2(p+gr—5) +gum)] < 0 for QF > 0.

2. (a) The result follows the fact that Q7 = kQ¢ and Q5 ,z = Q1 = KQE,-

(b) We use the same method as we used in Theorem 18 and Theorem 19 to capture

the effects of mean independent from the effects of variance and vice versa.

OIEPRD 1i(Q5,1)~EPRD(@P)] _ (p+gr—s)(p+gc—s)[(1—a)(c—s)—at]

Effects of mean: 5 e o] -0
AEPMp (w5, ) ~EPMpw)]  (ptgo—s)[(1—a)(c—s)—at]

and 85 o a(2(ptgr—s)+gm) >0 for t <t.

Effects of variance: a[EPRD’”(Qng)_EPRD @p)l _ _(P+521z(;(;)f£[](;::))fg;§;“t] and

OEPMp 4i(wy3 )~ EPMp(wyp)] p[(1—a)(c—s)—al]

£ Sl Sy s where ¢ is given by Theorem
19. Hence, the results of the centralized firm are valid for the retailer and the

manufacturer.
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Theorem 25: EPRpsi(Qrs) where ie{ R, M} is a modified version of EPRp (@ p ;) where
the revenues are multiplied by a constant 7. Hence, EPRpgsi(Qrsy) is concave in
Qrsti and Qpgy; solves OEPRrsi(Qrsti)/0Qrsy = 0. Hence, we obtain Qpg,; =
(py+9r—Z)/(v(p — s) + gr) where Z = wrg;r + t when i = R and Z = wggy when
1= M.

1. The coordinating wholesale price wgg 5 is found by solving Qrg,r = Q. Hence,

* — cp=s)+gr)=t{A=y)(p=5)+gm]=s(gr=79c) ‘oh * o *
Whetp = prw— , which is greater than wpg since whg ,z—

Whs = —t[(1 =7)(p — 5) + gu]/(p + gc — 5) < 0.

2. The coordinating wholesale price wyg,, 1s found by solving Q%g 1 = Q- Hence,

. — gr(ezstt)trle(p=s)t+s(ge=—O)+pt] _ , ich i £ g
Whsinm = p = Wgg,p t ¢, which is greater than wkg since

Whs — Wes = Hy(p = s) + gr)/(p+ gc —5) > 0.
3. (a) whgp > cis equivalent to t < [s(vgc — gr) — clgm + (1 —7)(p—s)]/[gn + (1 —
v)(p — s)]. However, this can never be true because [s(vgc — gr) — c(gn + (1 —
¥)(p — s)] <0 for v < 1. Hence, Whep < C
(b) Wiy > cisequivalent tot > [c(gy+(1-7)(p—5))+s(gr—9c7)l/lgr+7(p—3)].
For this values to be positive, the numerator must be positive. Hence, [c(gas +
(1=7)(p—5))+s(gr—9c7)] > 0 & v <1 < (c(p+9m—s)+sgr)/(sgo+c(p—s)),
which is always true. The expression [s(vgc —gr) —c(gpm+ (1 —7)(p—9)]/lgm +
(1 —5)(p — s)] is less than p + go — ¢ iff ¢ < gr + yp. Hence, this threshold
value is a feasible one in a coordinated supply chain where the order quantity

is positive.

Corollary 11: The corollary follows from wgg,ys = Wz + ¢ and Qrgp = Qrsiar-
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Theorem 26:

L. t1 > the is equivalent to \/drsym > a(p + gc — s) — (¢ — s). Since dppr > 0
and the right hand side of the inequality is also positive if ()¢ > 0, we can write

this inequality as dpsar — (a(p + go — s) — (¢ — 5))? > 0, and this is equivalent to

20*K (p+gc—s)*(1-6

Bt —5)) ) > 0 after simplification and it is always true. We show t; > trs.R

20’ K (p+gc—s)*0

B(gr+v(p—s)) > 0 after

in the exact same way and t; > txhgp is equivalent to

simplification and it is always true.

2. thor < thea is equivalent to 2K (p+gc—35)%(gr+v(p—5)— (p+9c—15)0)/[8(gar +
(1=7)(p—3))(gr+7(p—s))] <0, which is true iff (gr+~(p—s) — (p+gc —5)0) < 0.

This inequality is the same as 6 > 056 = [gr +7(p — 5)]/(p+ 9c — 5) < 1.

3. Similarly, Kfg p < Kpg s is equivalent to Suyva(gr+7y(p—s)—(p+go—s)0)/[2a*(2(p+
gr — 8) + gum)*(1 — 6)0] < 0 after simplification (See the proof for Lemma 17.2 for
v1v2). Khsps Khsay > 0 iff vivg > 0 (See the proof for Lemma 17.2). Hence, the

result follows.

Lemma 22: Refer to Lemma B for dps p and dgs u-

L. (a) i Othg p/OK = —(p+90—25)20/[8(9r+v(p—5))\/Ors.r/a?]| <O ii. Ot} p/Oa =
“2c = $)(alp + go — 5) — (c — 9))/(26*STrs @) < 0 iii. Dhipg /00 =
—K(p+ gc — 5)*/18(gr + v(p — $))\/Ors,r/a?] < 0 iv. Othgp/0y = K(p —
$)(p+ 9o — 5)%0/[B(gr +v(p — 5))*\/Ors,n/a?] > 0.

(b) i. Dtpgar/OK = —(p+ go — 5)*(1 = 0)/[Blgm + (1 = 7)(p = 8))/Orsn/a?] < 0
it Otps /00 = =2(c = s)(a(p + go — ) — (¢ = 5))/(20*\/Ors ar/a?) < 0
iti. g pr /00 = K(p+ go — )2/ 1B(gu + (1 = 1) (p — $))\/Orsa/a®] > 0 iv.

161



Oisar/0y = —K(p—s5)(p+gc—5)*(1-0)/[Bgr+(1=7)(p—9))*\/Ors,r/a?] <
0.

2. (a) i. 0Kpgp/0t = =B+ gc —c—t)(gr +v(p — 9))/[(p + gc — 5)°0] < 0 i
0K s p/0a = —B(c—s)(a(ptgc—s)—(c=s))(gr+7(p—5)) /[0’ (p+gc—s)0] < 0
i, 0K fys /00 = —Borv((p— )7+ )/ [20° (p-+ o —)°6%] < 0 iff vy, > 0 (see
the proof for Lemma 17.2 for v;v,). Hence, the partial derivative is negative iff
Krs,r > 0 (see Lemma B.1.(c)). iv. 0Kpg /0y = Buiva(p — s)/[2a*(p+ gc —

5)%0] > 0 iff Kpgp > 0 is proven exactly as in the proof of Lemma 22.2.(a).iii.

(b) i. 0K g /0t = =B(p+gc—c—t)(gu+(1=7)(p—35))/[(p+gc—5)*(1-0)] <0
ii. 0K g 0y /0a = —B(c—s)(alp+gc—s) = (c—3))(gu+ (1 —=7)(p—s))/[a*(p+
do — 21— 0)] <0 i, DKig01/00 = Bsva((p — )1 — ) + gar)/[262(p +
go — 5)%(1 — )2 > 0 iff vz > 0 (see the proof for Lemma 17.2). Hence,
the partial derivative is positive iff Krsy > 0 (see Lemma B.1.(c)). v
OK g0 /07 = —Purva(p — 5)/[20°(p + go — 5)*(1 = 0)] < 0 iff Kpga > 0 is

proven exactly as in the proof of Lemma 22.2.(b).iii.

Proofs of concavity for Demand distributed according to Normal|u, o]-doubly truncated at

O < p on the left handside and at ©r > p on the right handside where ©,0z > 0:

1. Centralized firm: When O < aQc < Or, *EPC(Qc)/0Q% = —a*(p + gc —
s)flaQc] < 0 where f[£] is the probability density function of the truncated normal
distribution and EPC(Q¢) is given by (3.2). Hence, the function is concave in

Op < aQc < Or. When O > aQ¢ or O < al)c, expression (3.2) is a linear
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function of Q¢.

—c+s+alpt+gec—3) ;aQc <O

OEPC(Qc)
900 —c+5s ;aQc > Op

(—c+ ) +alp+go — ) —alp + go — 5)FlaQc] : otherwise

\

Therefore, when a < @ where @ = (¢ — s)/(p + gc — s), it is optimal to order
aQf = F~Y[1—a/a] > 0. Otherwise Q = 0. One can show that a unique optimum

solution exists under RFID in a similar way.

. Uncoordinated supply chain: When ©; < aQp < Og, 0?’EPRp(Qp)/0Q3%, =
—a*(p+gr—$)flaQp] < 0 where EPRp(Qp) is given by (3.5). Hence, the function
is concave in O < aQp < Or. When O > aQp or O < al)p, expression (3.5) is

a linear function of Q)p.

—wp+s+alp+gr—35) ;aQp <O

OEPRp(Qp)
aQ—D: —wp+s ;al)p > Op

(—wp+s)+alp+gr—s)—alp+gr — s)FlaQp] ; otherwise

\

Therefore, when wp < a(p + gr — s) + s, it is optimal to order a@Q% = F~![1 —
ﬁ] > (. Otherwise )7, = 0. Hence, the manufacturer has to offer a whole-

sale price less than a(p + gr — s) + s to get the retailer order a positive quantity.

The expression (3.6) is a concave function of wp for O, < a@Qdp < Of as follows:

O2EPMp(wp)/dw? — ¢ 52" A+ Br Y28 (%0 + g —

s)) < 0 where Erf[¢] = (2/y/T) foz(e_tQ)f(ﬁ)dS. Hence, one can find a unique wi,.
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One can prove that a unique optimum solution exists under RFID in a similar way.

3. Revenue Sharing: Similar to the previous proof, one can show that it is optimal for
the retailer to order aQ%hg = F 11— 2= > 0 iff wrs < a(y(p—s)+gr)+ 57

a(y(p—s)+gr)

and zero otherwise. When the manufacturer sets wgrg to whe = (¢ — s)(y(p — s) +
gr)/(p+ gc — s) + s, Q6 = Qg One can show that whe < a(y(p — s) + gr) + s
ift Q7 > 0. Hence, the channel is coordinated. One can also prove that a unique

optimum solution exists under RFID in a similar way.

Lemma 22: In a coordinated supply chain by a revenue sharing contract, the following

findings hold given Qpg s, Q@rs > 0 where ie {R, M}.

1. EPRRS,m’(QEgti) — EPRRs(Qfs) > 0 if and only if ¢ < thsr = (p+ gc —c¢) —

(1/a)\/0rsr
2. EPMpgsti(Whsyi) — EPMgs(whg) > 0 if and only if ¢ < the, = (p+ g0 —¢) —

(1/a)\/0rsnm where

20*°K (p + go — s)%0
Blgr +(p—s))
20*°K (p + gc — s)*(1 — 0)
Blgm + (1 =7)(p — )

Srsp = (a(p+gc —s) — (c—35))*+ >0,

> 0.

Orsar = (a(p +gc — s) — (c—5))* +

Proof of Lemma 22: Following Corollary 11, the following proofs are valid for ¢ = R and

1= M.

1. O’ EPRpsi(Qps) /0 = Blgr + (0 — 5))/(p+ 9c — 5)* > 0.
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Solving EPRps,1i(Qps:) /0t = 0 yields t = p + gc — ¢. Solving EPRrs1i(Qrsi) —

EPRps(Qhg) = 0 yields t = (p + gc — ¢) £ (1/a)/0rs.r- Only the negative root is

viable since @, < 0 otherwise.

2. O’EPMpsi(Whs i) /0t = Blgn + (1 = 7)(p = 8))/(p+ gc — 5)* > 0.

Solving EPMps 1i(Whs ) — EPMgs(whg) = 0 yields t = (p+ go — ¢) £ (1/a)\/Ors,m-

Only the negative root is viable since Q*C’t < (0 otherwise.

Lemma 23: In a coordinated supply chain by a revenue sharing contract, the following

findings hold given Q%g ;, Q@rs > 0 where i e {R, M}.

1. For 0 <6 <1,

(a) EPRpsu(Qasu) — EPRrs(Qps) > 0 if and only if K < K 5
(b) EPMgsi(whs ;) — EPMps(wkg) > 0 if and only if K < Kgg
(¢) Kisr, Kpsa > 0if and only if t <
2. For 0 =0, EPRps4i(Qpsy) — EPRrs(Qyg) > 0 if and only if t < 4
3. For 0 =1, EPMpsti(whsy;) — EPMpgs(whg) > 0 if and only if ¢t < ¢,

where £, is as given in Lemma 17,

(v(p = 5) + gr)[(1 — a)(c = s) — at]la(2(p + go) — (¢ +5)) — (c = s) — al]B

K;%SR - )
’ 2a%(p+ go — s)?%0
e - A =7)p—s)+gu)[(1 —a)(c—s) — at][a(2(p + gc) — (¢ +35)) — (¢~ 5) — at]f
rsM 2a%[2a%(p + go — 5)*(1 — 0) '
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4. O(EPRRs1i(Qksu)—EPRrsti(Qhrs)) /07 = —0(EPMpsi(whs ;)= EP Mpgsi(wks)) /0y >

0 if and only if £ < t; where t; is as given by Lemma 17.

Proof of Lemma 23: Following Corollary 11, the following proofs are valid for ¢+ = R and

1= M.

1. For 0 <6 <1,

(a) EPRpsti(Qrsy) — EPRRs(Qyg) is linearly decreasing in K. Hence K = Kpgp

is the value of K for which EPRpgi(Qhs) — EPRrs(QRrg) = 0.
(b) The line of proof is the same as the proof of Lemma B.1.(a).

(c) Kgg g is positive iff vjuy > 0 (see the proof of Lemma 17.2). Hence the proof of
this result is the same as in the proof of Lemma 17.2. Kfg,, > 0 is also proven

in the same way.

2. EPRRs1i(Qrsyi) — EPRrs(QRs) is convex in ¢ (see the proof of Lemma 11.1) and is
minimized for ¢ = p+ go —c. When 0 = 0, solving the roots of this equality for ¢ yields
two values of ¢, one of which is ¢; and is less than p+ gc —ciff a < @ < QF > 0 (See

Theorem 20).

3. The result follows the same line of proof as in the one in Lemma B.2.

4. a(EPRRSti(Q}‘%S,ti)_EPRRS,ti(QES))/a’V = _a(EPMRS,tz‘<w}k%s,ti>_EPMRS,ti(wES))/aV =
(p — s)vivaB3/[2a*(p + go — s)] > 0 where vy, vy are given by the proof of Lemma 17.2.
Hence, O(EPRrs,i(Qrsy) — EPRRrsi(QRs))/0v is positive iff vivy > 0 and this is

valid when ¢ < t; where ¢; is as given by Lemma 17 (see the proof of Lemma 17.2).
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Theorem 27: The following findings hold for uniformly distributed demand in [3, 3] if t < ¢;.

1. Regardless of the party paying for the tagging expenses, the incentives of the retailer
and the manufacturer under inventory misplacement to adopt RFID decreases as in-

ventory availability increases.

2. The results given in Theorem 18 and Theorem 19 regarding the incentives of a central-
ized firm under inventory misplacement to adopt RFID are exactly valid for both the
retailer and the manufacturer under inventory misplacement in a coordinated supply

chain by revenue sharing to adopt RFID.

Proof of Theorem 27: Profit functions of the retailer under RFID and inventory misplacement
are concave in the order quantity. The wholesale prices are set such that Qlﬁs = ¢ and
Q/ﬁs,ti = Q¢ for i = R and i = M. We find that EPRRS,H(Q/R*S’&) is the same for i = R
and i = M and EPMps(wfs,,) is the same for ¢ = R and i = M. Further, solving
EPRRs1i(Qfsu) — EPRrs(Qfg) = 0 and EPMpsyi(wyig,;) — EPMps(wig) = 0 for K yield
K};S’R = %K&f and K};fS’M = %K&“ where Kg is given by Theorem 18.

Hence, this proves that ¢t < ¢; is a sufficient condition for the parties not to benefit from the

technology (See Theorem 18 for the proof).

L. O[EPRpsi( Qs ) — EPRrs(Qfis)l/0a = —(c—5)(gr+ (p—5)7)[(c— )3+ [a(p+gc —
s) = (c = 8)|l/1a*(p + go — 5)°] < 0 and O EPMps,i(ws ;) — EPMps(wys)]/da =
—(c=s)(gar + (p—5)(1=)l(c—5)B+[a(p+gc — 5) — (c = 5)|B]/[a*(p+ gc — 5)*] <0

for Q2 > 0.
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2. Refer to Theorem 18 to see how the effects of mean are captured independent from the

effects of variance and Theorem 19 for the reverse.

8[EPRRS,M(Qlﬁs,ti)_EPRRS(Q/ﬁs)] _ (gr+(p—s)7)(1—a)(c—s)—at

Effects of mean: =2 alproc—s) > (0 and

8[EPMRs,u(w§z*Sgg>fEPMRs<w3$s>1 _ ot =) 0I0—a)e=s)=at] & () for ¢ < ¢,
a(p+gc—s)

Effects of variance: a[EPRRS’ti(Q;%Sgg)_EPRRS(Q;;S)] = —(gRJr(p_;gZ;igé:Z;zc_s)_aﬂ and

OIBPMrs 1i(wis )~ EPMrswis)l _  (ga-+(p—s)(1-7)el(1-a)(c—s)—al

35 P pm—" where ¢ is given by The-

orem 19. Hence, the results of the centralized firm are valid for the retailer and the

manufacturer.

C. Appendix for Chapter 4

Theorem 28:

= p{/aiqi /ajqj i fi(w) f(a;)dwjd; + (C1)
I / (2 -+ ey — aga))) i) fy ()
/0% /lql . (aiq;) fizi) f(2;)dzdz; +/: /ajqj(aiqz’)fz'(xi)fj(%)dxjdxz‘+

/aoo /OO (aigs) fi(wi) fi(w5)dwda; } + 8{/%% /MJ (aiqi — ) fim) f; () daydac; +

iqi a]‘]]

1 ’L_’_ajqj

a;q; Z 1+ajqj
/ / (a;q; — x; — a( - ayqj))ﬁ(xz)fj (xj)dmjdml} -
0 ] J
a;q; K
g/ (2 — aiq) fi(w;)dz; — wg;
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The expected profit of retailer ¢ is expressed above where ¢ and j e{1,2} and 7 # j.

omi/0q; = (p + g)a; — ga;Fi(aiq;) —w — (C2)
e Qaiq; — T
(p—s) / aiFj(——— + a;¢) fi(wi)dw; = 0
0
0’1/ 0q; = —ga; fi(aiq;) — ai(p — s) (C3)
e ai¢; — T

[Fj(a;q;) fiaig:) + i (1/a) fi(——— + a;qj) filzs)dz;] <0
As seen in (C3), m; is concave in ¢; for a given g;. The lower bound ¢; in (C4) is obtained
when ¢; — oo in (C2) and the upper bound on ¢ in (C5) is obtained when ¢; is 0 in
(C2). Hence, there exists a pure-strategy Nash Equilibrium by continuity and concavity

of payoff functions and the strategy sets of players being nonempty, convex and compact.

gaiFi(a;g;) + (p — s) /O“iqi ai fi(ri)dr; = a;(p + g) —w (C4)

a;q; — T;

o) + 0 —5) [ e )= alp+g)—w ()

The best-response function of each retailer is derived from Om;/dq; = 0. Hence, a; >
w/(p + g) should hold to have ¢f(g;) > 0. We prove that dm;/dg; = 0 is a strictly
decreasing curve in the (q1,¢2) plane. Let dgo1/dq; and dges/dg be the derivative of

om/0q = 0 and Omy/0qs = 0 at (q1,¢2), respectively. Using the implicit function

2 2
_ a1 _ ajLt+aiK _ ajasR
theorem, we show that dgq1 /0g1 = g — e < 0and Jgo2 /0q1 = ZrTa R aTaT <
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0 where

K = (p — s)Fy(a2q2) fi(a1q1) > 0,

L=gfi(aiq) >0,

M = (p—s) /0“1‘11 f2(% + asqa) f1(21)dz1 > 0,
R=(p- 3)/0 . fl(w + a1q1) fo(wz)dzy > 0,
T = (p—s)Fi(a1q1) f2(azq2) > 0,

Z = gfs(azq2) > 0.

After some algebra, one can show that dgg;/dg < dgea/qi. Hence, the derivative of the
first retailer’s best-response function is always strictly smaller than the derivative of the

second retailer’s. Therefore, this proves the uniqueness of the Nash Equilibrium.
Lemma 25:

1. When aq,ay = 1, expression (C6) gives the best-response functions of the retailers

facing customer search for ie{1, 2}.

qi .
o)+ (=9 [ BEE )i @dn =g - (€O

Qi . w
www+@—@/.m@ Q)= (g~ Y (@)

0 a;

Expression (4.3) can be organized as in (C7) after algebraic manipulation and letting
Q; = a;q;. Since the right hand sides of equations above are inequivalent for a; < 1,

(Q7,Q3) that solves the set of equations given by (C7) for ie{1, 2} can not be equal
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to (¢} n» ¢5.n) that solves the set of equations given by (C6).

2. If w in (C6) is changed with w/a;, expressions (C6) and (C7) become equivalent.

Hence, (¢7,q3) = (QF, Q%) holds where Q; = a;q;.

Theorem 29: The following are the set of equations which give the optimum orders in each

case.
Case 1:
aq alqy — w
gFi(a1q) + (p — S)/ F2(% + asqe) fi(w1)dzy = p+ g — P (C8a)
0 1
8292 asGs — T w
gF(asqe) + (p — s) / Fl(% +a1q1) fo(zo)dre = p+ g — o (C8b)
0 2
Case 2:
n g1 — T
gF (@) + (p —s) By - +q2) fi(z1)dey =p+g—w (C9a)
0
1 g2 — T2
gy () + (p— ) Fi( - +q1)fo(z)drs =p+g—w (C9b)
0
Case 3:
w
gFl(CLIQI) + (p - S)Fl(alql) =p+g— a_ (ClOa)
1
w
gFy(azqe) + (p — 8)Fa(aaqe) = p+g — . (C10b)
2
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Case 4:

gFi(q) + (- s)Fi(q) =p+g—w (Clla)

9Fa(q2) + (p— s)Fa(g2) =p+g—w (C11b)

In the following passages, we give the proofs in the same order as given in the Theorem.

1. Case 1 vs. Case 2: We make ;1 = a1¢q; and Q2 = asqo transformation in (C8).
Righthand side of each equality in (C8) is always less than the value of the righthand
side of the corresponding equality in (C9). Hence, the same applies to the lefthand
sides of the equalities. For a given Qo = ¢ in (C8a) and gz = q in (C92), a147; < ¢ 5.

Similarly, the same applies to a2q; ; < ¢55. Therefore, the result follows.

2. Case2vs. Case 3: p+g—w >p+g—w/a; for a; <1 and

q1 —
/ F2(Ch o St qo) fu(z1)dzy < Fi(q) for all gy
0

q2 —x
/ Fl(q2 o 2 1 @) fa(a)dzy < Fy(ge) for all gy.
0

Hence, the result follows.

3. Case 3 vs. Case 4: Let us make Q)1 = a1¢; and Q2 = asqe transformation in (C10)
so the lefthand sides of (C10) and (C11) will become similar. The result directly

follows from the fact that p+g —w > p+ g — w/a; for a; < 1.

4. Case 1 vs. Case 3: Because each expression in (C8) and (C10) is equal to p + g —

w/a;, the lefthand sides of (C8a) and (C10a) (and (C8b) and (C10b)) are the same.
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However,

a1q1 i —
/ F2(% + asqa) f1(z1)dry < Fi(aiqr) for all go
0

a2q2 a —
/ Fl(—2q2a 2+ a1q1) fo(xa)dry < Fy(azqs) for all ¢;.
0

Hence, the result follows.

5. Case 2 vs. Case 4: Because each expression in (C9) and (C11) is equal to p+g—w, the

lefthand sides of (C9a) and (Clla) (also (C9b) and (C11b)) are the same. However,

q1 —
/ F2(q1 o * ot qo) fu(zr)dzy < Fi(q) for all gy
0

a2 o
/ Fl(QZ 5 2+ 1) fo(wa)das < Fy(go) for all gi.
0

Lemma 26:

8271'1 8271'1
g3 0q10q2

H =

827y 827y
0q20q1 9q3

Partial derivatives necessary to derive the result are as follow where i and j €{1,2} and

i # 5.

8271'@'
i —ga; fi(aiq) — (p — s)ai fi(aiqi) Fy(a;q5) — (C12)
) aigi/a+a;q;
p-sat [ flos - ol - ajg)dFy (s,
a;q;
Ph s [ ool e ) (€1
— = —(p — 8)a;ajx filaiqs — a(x; — a;q;))dF;(x; C13
aqlaq] J a4 J 747 I\Y)

0%x; aiqi/ata;q;
G = o= s)as | fileugs — ales — a307)) (2 — as)dF () (C14)

3495
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2 aiq;
o7 g — T

= —(p— s)a;a,; (—— +ajq;) fi(x;)dx; <0 C15
3%0% (p ) J ; fj( o JQJ>f( ) ( )
* " _ 8271'1 8271'2 3271'1 3271'2 _ 8271‘2 8271‘1 3271'2 327'('1
oNgs +¢3) 90100 03 | 9q10qz Dzda  Dgada 0 | Dqa0q: Iq1da
= (C16)
Oo |H|

I(qt + ¢5)/0a is given by (C16). We first show that |H| = a;q? a;q’é? — 8?1?31]2 8?1251211’ which

is equivalent to (C17) after some algebra, is positive. K, L, M, R, T and Z are as given

by the proof of Theorem 28.

(T'+Z)(M +a(K+ L)) N (1—a)M+a(K+ L)

H| = 2 2
‘ | a1a2[ a o2

>0  (C17)

Hence the sign of % depends on the sign of its numerator, which is equivalent to

as(N1[2]+N2[2]+N3[2|-N1[1]a)+a (N1[1]+N2[1]4+N3[1]-N1[2]a) after simplification.
Lemma 27: Without loss of generality, let us write as = a; + 6 where § > 0.

1. The numerator of d(qf + ¢3)/Oc (see the proof of Lemma 26) is equivalent to (C18),

which can be written as a Uy +0Us + a1 N1[1][1 — (14 6)] where Uy, Uy > 0. Hence,

= L is a sufficient condition for the numerator to be positive. We

1
a < 146 - 1+az—aq

! L > 1 = > 1)/2,

find a lower bound on Trar—ar W8 o= > T i) — 30w

ar[(1 — )(N1[1] + N1[2]) + N2[1] + N2[2] + N3[2]] (C18)

+O[N1[2] + N2[2] + N3[2] — aN1[1]]
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1%5 =7 M;M is equivalent to as > a; which always holds for § > 0.

2. 4 <
Lag

Lemma 28: Refer to Lemma 26 for the partial derivatives which are not given in this proof.

2 2
827ri 0 Uy 8271'1- 0 Uy

oq; dq;0a 8g2 ~ 9q;0q; Bq;0a
t— J C19
O |H | (C19)
827Ti (p - S)Cli i a;q; — X5
e = I [T (M ) s+ (€20
W aq; —
a;gi( fj(—a + a;q;) fi(w;)dw;)
0

9q;

5 is equal to (C19) by the Implicit Function Theorem where |[H| > 0 is given

947

by (C17). Hence, the sign of -

is determined by the sign of the numerator,
which is equivalent to a;(N1[j] + N2[j] + N3[j] — aN1[i]) after simplification where

N1[j], N2[j], N3[j] and N1[i] are given by Lemma 26. The numerator is negative if

N1[j]+N2[j]+N3[j]

and only if a > o where o = N[

0q;

2. In the first result of this lemma we found that e

< 0 if and only if & > o} and
% < 0 if and only if a > 3. Here, we show that a] and o3 can not be less than
1 simultaneously. o < 1 and o) < 1 if and only if the conditions given by (C21)
are satisfied. Therefore, N1[2] — N2[1] — N3[1] > N1[2] + N2[2] + N3[2] must hold.
This is equivalent to saying —N2[1] — N3[1] > N2[2] + N3[2] and it is never true
because N2[1], N3[1], N2[2], N3[2] > 0.

N1[2] + N2[2] + N3[2] < N1[1]
(C21)

N1[1] < N1[2] — N2[1] — N3[1]
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Theorem 30: See Theorem 25 and Lemma 26 for the partial derivatives which are required

but not given in this proof.

1.
927; 827“';‘ &*m; 827"]’
8(]?* dq;0a; 8¢2 ~ 9q;0q; Oq;0a;
ZHi J C22
8aj |H’ ( )
0q; /0a; where i, j e{1,2} is given in (C22) where |[H| > 0 (see Lemma 26).
0?m; G g —
8q:da, = —(p— 5)a;q; ; fj(T + a;q;) fi(wi)da; <0 (C23)
R T [ (C24)
0q;0a, 94545 \4;9; ity ol o

aiqs) f5(x;)dx; 4 q; f3(a;q;) Fi(aiq:)]} +{—9Fj(a;q;) + (p+g) —

%G qiqi — T
=9 [ RIS i)

The numerator of d¢;/0a; is given by (C25) and is positive (refer to Theorem 25

for M). Hence, 0¢;/0a; is always a negative value.

waaMlp (1= [ BB )i + 1 - Filag) (€29

a;q; . — .
+s/ Fi(% + aiq;) f(x;)dx;] > 0
0

P, Pmy 9 0%my
8q§‘ o 0q;0a; 861? 0q;0q; 0q;j0a;

Da; H]|

(C26)
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n (C26), |H| > 0, 82 Do 82 5 > 0 and 8 7” < 0 (see the proof of Theorem 28 and

Theorem 30.1). Hence, if 27 > 0, 3% > 0.

a?;g;- is given by (C27) and can be organized as in (C28). Hence, the result follows.

8271'1‘

0q;0a;

«

= {—ga:q; fi(aiq;) — (p — s)a; [/Oalqz Bop (= (C27)
a]Qj)fz(xZ)dxz + QZfz( z%) (aJQJ)]} + { gF( i%‘) + (p + g) -

Wl aq; — x
w=9) [ B 0 i)
0
Pm 0w ¢
8qz~aai - 0qi a;

+w/a; (C28)

Theorem 31: The following results hold for 7, j € {1,2} and 7 # j.

1. We use envelope theorem to show the result. Therefore, dn(¢})/da; = Or}(q})/0a;

and is given by (C29) where % < 0 by Theorem 30.1.

[e.9]

or(¢2)/0a; = (p + 9) / 4 i) das + (C29)

*
aiq;

a;q; 00
p/ ﬁqz ¢ fi(x) fi(xj)dx;de; +

*
l

z+a]q

/ / q; fiws) fj(x;)dw;dw; +

wa; +aaqj 9
— S / / —a; an )fl(l'l)f](l'])didel'l >0

2. We use envelope theorem to derive dn(q})/da; = 07}(q;)/da; as given by (C30).

Hence, dr}(q})/da; > 0 if and only if (¢} + a;2 B 9) < 0. However, this condition can

never be satisfied since ¢/ + a; gﬁ = A;/Ay > 0 as shown in (C31) and (C32) where
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o an;— i a;q x]
A - ’qu7 B - Z +ajqj

«

or )00 = et [ /'*'

*j

+azq

Oa*
(aF + a5 ) f () i) deidd£30)

Ar = afolg + (p — 3)Fi(aig?) + (p — 3) / 7Y R A f () ey (C31)

*

(0+9— gFi(ag?) — (p— ) / " h@) f(B)dz) > 0
Ay = alofilaia) (g + (p — $)F)(ad)) oy + (p — ) Fag)) fylay)) + (C32)
(v—s) / " A () + (0 — s) / 1B )

ok
ajqj

(alg + (p — 8)Fi(aiq))) fi(a;q)) + (1 — o®)(p — ) / fi(A) fi(z;)dz;) >0

0

Theorem 32: Refer to Definition 1 for the description of the game.

1. We prove by using backwards induction. We want the second retailer to play 01 or
11. Condition given by (C35) make him play 01 and those given by (C34) make him
play 11.

u3[00] > u3[01] — Clag)
(C33)

uz[11] — Clag] > u3[10]

u3[00] < u3[01] — Clas]
(C34)

u[11] — Clag] > u3[01]

178



If retailer 2 plays 01, ui[00] < wf[11] — Clay] and if retailer 2 plays 11, u}[01] <
uwi[11] — Claq] are sufficient for the first retailer to play 1. Thus, the following
conditions are sufficient to have the first player invest to remove shrinkage and the

second player invest as well.

us[11] — Clag] > u3[10] (C35a)
Clay] < ui[11] — w3[00] (C35b)
Clai] < uj[11] — u3[01] (C35c¢)

ui[01] < wi[00] by Theorem 31. Hence, inequality (C35b) implies expression (C35c¢).

2. If Clag] > ud[11] — u3[10], the second retailer always deviates from making an

investment if the first retailer plays 1. Thus, the result follows.

3. Clas] < w3[01] — u3[00] is a sufficient condition for the second retailer to play 1 if

the 1st retailer plays 0. Hence, the result follows.

Theorem 33: We derive this result by assuming that the retailers simultaneously chose the
availabilities and then for that given availability, play a quantity-game and chose the
equilibrium orders. Therefore, the strategy space of each player is S; = {0 < s5; < 1}
where s; denotes the value to which inventory availability is set and ie{1,2}. However,
decreasing the current inventory level is a strictly dominated strategy for each retailer
since equilibrium profit of a retailer increases in her inventory availability level for a
given inventory availability of the other retailer by Theorem 31. Hence, no player i plays

s; < a;. Let us call 7/[s;, s;] the equilibrium profit of retailer i as a result of playing
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the quantity game after retailer ¢ chooses to set the inventory availability level to s; and
retailer j chooses to set his inventory availability level to s;. We can write the following

by Theorem 31.

i1, s5] > wi[si, s;] for all a; < s, <1

m5lsi, 1] > mi[s;, s;] for all a; < s; <1

Hence, iterated elimination of strictly dominated strategies eliminates all but setting
inventory availability to 100%. Therefore, setting inventory availability levels to 100% is

the unique Nash equilibrium.

D. Tables
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