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ABSTRACT

YING ZHANG: MANAGING EMERGING MARKET OPERATIONS.
(Under the direction of Jayashankar M. Swaminathan.)

Emerging markets have been a critical part of global business, with high share of global GDP
and rapid economy growth. My dissertation research focuses on studying risks and opportunities
in emerging market operations. One critical characteristic of emerging markets is that agriculture
remains an essential sector. The world looks to emerging countries to meet the increasing food
demand. However, the output remains significantly below the potential due to limited financial,
technology and policy support. Scientific agriculture such as effective planting and mechanization
could potentially help farmers achieve higher yields. In the first chapter of my dissertation, we study
the optimal seeding policy under rainfall uncertainty. Utilizing field weather data from Southern
Africa, we investigate the advantage of the optimal planting schedule and the impact of climate
conditions on this advantage in a real-size large-scale problem. Another critical characteristic of
emerging markets is the low labor cost. This makes emerging markets attractive bases for global
manufacturing and service operations. However, the globalization of supply chains complicates the
logistics and procurement operations. In the second chapter, we focus on the warehouse outsourcing
strategy in global supply chains. We establish the optimal warehousing strategy and demonstrate
that excluding the logistics dynamics from contracting and making warehousing decisions unilat-
erally afterwards can lead to a suboptimal warehousing strategy for the retailer. Furthermore, a
variety of threats such as supplier failure and transportation disruption could delay or even disrupt
the operations, offsetting the low-cost benefit of emerging economies. In the third chapter, we study
the optimal sourcing strategy under disruption in global supply chains. We establish the optimal
sourcing strategy and provide insights on the roles of the nearshore supplier in response to supply
chain disruption. Overall, my dissertation concentrates on the application of scientific methods
to planting and farm machinery procurement to improve agricultural productivity in Africa and

leveraging low-cost benefits in emerging markets.
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CHAPTER 1: INTRODUCTION

Emerging markets are a critical part of global business, with share of 60% of global GDP and
economy growth that is three times faster than developed economies (Chakravarty 2016). As a
result, multinationals have set their sights on emerging markets for business opportunities. How-
ever, the operations strategies that firms apply in developed economies no longer fit for emerging
economies that are often characterized by traditional economy, high volatility and limited govern-
ment support (Amadeo 2016). Tailoring operations strategies to emerging economies is critical for
multinationals to increase productivity and profit margin as well as achieve flexibility and respons-
iveness in emerging market operations. Research studies on managing emerging market operations
could provide valuable insights and help multinationals achieve these objectives. Taking one step
in this direction, this work explores critical issues on agriculture operations in emerging countries
and managing global supply chains that involve emerging markets. Towards the end, my research
aims to shed light on the impact of various risks and opportunities on optimal operations strategies
in emerging markets.

The first chapter focuses on agriculture operations in emerging markets. Agriculture remains
an essential sector in emerging economies, accounting for more than 20% of GDP in many emerging
countries (World Bank 2016). With more than 60% of the global uncultivated arable land, emerging
countries are regarded as a critical player to feed the world in the near future (Obasanjo 2012).
However, the output of agricultural products in many emerging markets is significantly below the
potential due to outdated machines and farming techniques and uncertainty in rainfall (Lopes
2014). Scientific agriculture in the form of effective planting, fertilizing, irrigation, pest control and
mechanization could potentially help farmers achieve higher yields. In this chapter, we study the
optimal seeding policy in rain-fed agriculture in Africa and explore the benefit of the optimal policy
over commonly used heuristics in practice using field weather data from Southern Africa.

The second chapter studies warehousing solutions in emerging countries in global sourcing. Low



labor cost in emerging countries makes them attractive bases for global manufacturing and service
operations. However, due to long distance logistics associated with offshore sourcing, firms face
dramatic increase in transportation cost, inventory cost and warehousing cost (Belanger and Leclerc
2013). Warehousing solutions in emerging countries near suppliers attempt to address the cost
escalation issue and therefore have become more prevalent in offshore production (Robinson, C.H.
2015). Although the benefit of such warehousing solutions is intuitive, firms need to understand the
implications of logistics operations on supply chain contracting to achieve the optimal warehousing
strategy. We study the optimal warehousing strategy in offshore procurement and compare the
contracting that incorporates the total landed cost in contract negotiation to that commonly studied
in previous literature.

The third chapter studies another key challenge in global supply chain management: supply
chain disruption in offshore sourcing. In offshore procurement from emerging markets, a variety of
threats such as supply and delivery uncertainty and regulatory changes could delay or even disrupt
the operations, thus offsetting the low-cost benefit of the emerging economies. Therefore firms
start to move production from offshore countries to nearshore countries (Culp 2013). However, this
does not always guarantee a higher profit and diversification of suppliers is suggested as an effective
strategy (Mann 2014, Jain et al. 2013). In this chapter, we study the optimal dual-sourcing strategy
in global sourcing and explore the roles of suppliers (mitigation and contingency) in response to

supply chain disruption.

1.1 Optimal Seedling Policy under Rainfall Uncertainty

In the first chapter, we study the optimal planting schedule and explore the benefit of this
schedule on crop yields in small-scale farming. This is a critical area of farming operations as
increased agricultural productivity is often cited as a solution to the impending global food shortage
problem. The demand for agricultural products is increasing due to world’s growing population.
By 2050, food production must double to meet the demand of the world (United Nations 2009).
With roughly 60% of the global total uncultivated arable land, African countries are regarded as
a critical player to feed the world (Obasanjo 2012). However, agricultural output in Africa mainly

depends on rainfall, as irrigation is too expensive for resource-poor farmers in this semi-arid area



(Foti et al. 2008). Due to outdated machines and farming techniques and uncertainty in rainfall,
planting yields in Africa are far below the developing world average. As a result Africa generates
only 10% of the global agricultural output (Lopes 2014) and hunger affects about 240 million African
people (Munang and Andrews 2014). Furthermore, due to severe climate conditions, crop yields
are estimated to decrease by 10% to 20% by the middle of this century (Munang and Andrews
2014). Scientific agriculture in the form of effective planting, fertilizing, irrigation, pest control and
mechanization could potentially help farmers achieve higher yields.

Many multi-national firms in the agriculture industry are striving to develop innovative solu-
tions to help small-scale farmers become more effective. Our motivation for this work comes from
interactions with AGCO, the third largest manufacturer of farm equipment in the world, that is
introducing modern farming practices in Africa. In its efforts to introduce mechanization it needs
to quantify the benefits of scientific farming to funding agencies that could then finance those ef-
forts. In order to do that one needs to understand the optimal approach to planting seeds under
uncertain rainfall and compare the benefits in relation to commonly used heuristics in practice.

In this paper, we model a farmer’s planting problem for a single crop under rainfall uncertainty
as a finite-horizon stochastic dynamic program. We use the cumulative biomass production to
measure the crop yield and estimate the daily biomass production as the minimum of the values
by two methods each day, one limited by water available for transpiration and the other limited
by radiant energy. Utilizing earlier work in plant physiology related to biomass production, we
further assume that the biomass production is zero during rainy periods and proportional to water
transpiration during sunny periods, that in turn is dependent on the soil water content (Patteron
2018). In our model, a farmer needs to decide whether to plant a seed in each period in the planting
horizon given the soil water content. We show that the structure of the optimal schedule is a time
dependent threshold-type policy where the farmer should plant when the seed amount on hand is
above the optimal threshold. This threshold depends on the soil water content and remaining time
in the horizon. Furthermore we provide conditions under which the threshold is non-increasing in
the soil water content. Mechanization can increase the speed at which seeds could be planted. We
extend our model to mechanization by considering a scenario where a farmer could plant up to m

(m > 1) seeds in each period. For this scenario, we show that the optimal planting schedule is still a



time dependent threshold-type policy where the farmer should plant down to an optimal level that
depends on soil water content, planting capacity and remaining time in the horizon. This optimal
plant-down-to level is non-decreasing in the planting capacity. To the best of our knowledge this
is the first model and analysis that incorporates the knowledge from plant physiology literature
related to soil water content and seed growth in an optimal decision making framework.

In our computational study we utilize field weather data from Southern Africa to investigate the
impact of climate conditions on the relative biomass production advantage of the optimal planting
schedule over commonly used heuristics in practice. The relative biomass production advantage
of the optimal schedule varies with the initial soil water content and could be as high as 16.88%.
Even when the initial soil water content is very low, the relative biomass production advantage
of the optimal schedule is 8.88%. Generally crop yields suffer significantly when the main rainfall
starts later (Mugalavai et al. 2008), when the expected length of dry spell before the main rainfall
becomes longer (Dennett 1987) or when the within-season variability of rainfall becomes higher
(Stern and Cooper 2011). We find that the advantages of the optimal planting schedule are higher
under these conditions. This indicates that the adoption of the optimal planting schedule could

mitigate the risk of crop yield drop due to severe climate conditions.

1.2 Locating Warehouses in An Emerging Country - A Win-Win Proposition?

In the second chapter, we study the retailer’s warehousing strategy in global sourcing. Due to
long distance logistics associated with offshore sourcing, firms face dramatic increase in transport-
ation cost, inventory cost and warehousing cost (Belanger and Leclerc 2013). Warehouse solutions
in emerging countries near suppliers attempt to address the cost escalation issue and therefore have
become more prevalent in offshore production (Robinson, C.H. 2015). Setting up such warehouses
assists firms to achieve cost efficiency as well as demand responsiveness. For instance, Black Dia-
mond Equipment started a global distribution center in China to locate inventory closer to various
OEM providers and its own manufacturing facilities. This allows Black Diamond to consolidate
freight, reduce overall inventory holding cost and become more responsive to demand change (Black
Diamond 2009). Similarly, Ace Hardware Corporation holds goods from more than fifty suppliers

in a global distribution warehouse in China. This enables Ace Hardware to reduce logistics cost



and delivery time (China Daily 2006).

Although the benefit of locating warehouses in emerging countries appears intuitive, firms often
ignore the implications of logistics operations on supply chain contracting (Kumar et al. 2010).
Traditional contracting literature related to offshore sourcing studies the wholesale-price contract
and does not include the logistics operations costs in the retailer’s and supplier’s profits under
contract negotiation (Feng and Lu 2013). In fact a retailer’s logistics cost structure will change
substantially when she sets up an emerging-country warehouse to keep second-tier cycle stock,
which in turn will influence the supplier’s logistics cost. As a result, excluding logistics operations
costs from contracting and making warehousing decisions unilaterally afterwards could lead to a
suboptimal warehousing strategy for the retailer.

The motivation of this work comes from our interaction with a large retailer in Australia. The
retailer used to have products shipped directly from their Chinese suppliers to the retail locations.
Recently they have started to hold second-tier cycle stock at the Chinese warehouse to reduce
inventory cost and delivery time. In order to make the optimal warehousing decision, the retailer
needs to understand the potential cost advantage or disadvantage of using the Chinese warehouse
and the implications of the total landed cost (including logistics operations costs) on contracting
and the warehousing decisions.

In this chapter, we study supply chain contracting of a single product between a retailer in a
developed country and a supplier in an emerging country. The retailer faces stochastic lead time
and stochastic demand. She can hold cycle stock and safety stock at the retail location in the
developed country (developed country warehousing). In that case, the supplier delivers products
to the exporting harbor and from there the retailer directly ships products to the retail location.
Instead, in addition to cycle stock and safety stock at the retail location, the retailer can also hold
second-tier cycle stock in a warehouse in the emerging country (emerging country warehousing).
In that case, the supplier delivers products to the emerging-country warehouse where the retailer
breaks an inbound shipment into small batches. These small batches are then shipped to the retail
location sequentially. In both cases, the supplier incurs fixed and variable costs for each batch he
ships out. The retailer incurs procurement cost, overseas shipping cost, order processing cost and

inventory holding cost. Conditional on the retailer’s warehousing decision, the supplier and retailer



negotiate over the wholesale price and order batch size.

Using the Nash bargaining framework, we establish the retailer’s optimal warehousing strategy
by providing a threshold on the holding cost at the emerging-country warehouse below which the
retailer should used the emerging-country warehouse. This threshold is increasing in lead time
reduction due to the warehouse and could be higher than the holding cost at the retail location
if the lead time reduction is high. We show that while the emerging country warehousing is more
profitable, the retailer could agree on a higher wholesale price if the holding cost at the warehouse
is low and the lead time reduction due to the warehouse is high. This property holds even when
the retailer’s bargaining power is close to one. If her bargaining power is low, she could still ask
for a discount on the wholesale price when the warehouse holding cost is low and the lead time
reduction is low.

Under the traditional contract, the negotiated wholesale price is not dependent on the warehous-
ing decision of the retailer as the logistics operations costs are not taken into account in contracting
and the warehousing decision is made unilaterally by the retailer after negotiation. In our model,
however, the negotiated wholesale price is dependent on the retailer’s warehousing decision, which
leads to individual profits and warehousing decision different from those under the traditional con-
tract. When the retailer uses the emerging-country warehouse under both contracts, her warehouse
inventory level is higher under the contract including the logistics cost. Our results indicate that
incorporating the logistics costs into contract negotiation could impact the retailer’s warehousing
strategy if the warehouse holding cost is low and the lead time reduction by the warehouse is low,
or the warehouse holding cost is high and the lead time reduction is high. Finally, we show that for
any bargaining power of the retailer, there exists a threshold of the warehouse holding cost below

which the retailer’s profit is higher under the contract including logistics costs.

1.3 Role of the Nearshore Supplier under Supply Chain Disruption Uncertainty

In the third chapter, we study the optimal sourcing strategy and the role of the nearshore
supplier in response to supply chain disruption. Firms start to move production from offshore
countries to nearshore countries due to cost increase in offshore countries and increasingly complex

disruption in global supply chains (Culp 2013). For instance, Japanese automakers such as Honda,



Mazda and Nissan have shifted production from Asian countries to Mexico to serve the market
in North America. By doing this, they gain fatter cost margins and improve product availability
(Greimel 2014).

However, moving production facilities closer to markets does not always lead to a higher profit.
Otis Elevator lost $60m in 2013 due to moving production back to the United States in South
Carolina (Mann 2014). Successful examples (e.g. Forever 21 and Mattel) suggest a good strategy
of using both offshore and nearshore suppliers to achieve cost efficiency and product availability
under the disruption risk of offshore supply chain (Iyer 2010, Render 2012). Jain et al. (2013)
also provide empirical evidence that diversification of global suppliers leads to lower inventory
investment.

Firms need to consider multiple factors comprehensively to make the optimal decisions in global
sourcing. Offshore orders bring cost advantage due to low labor and material cost of the offshore
supplier. However, offshore outsourcing is regarded as one of the top causes of supply chain disrup-
tion (Zurich Insurance Group 2013), as it brings external threats (e.g. natural disasters), system
vulnerabilities (e.g. oil dependence), quality issues and lack of flexibility (Accenture 2013, Ander-
son 2013). Furthermore, firms need increasing flexibility and responsiveness to prepare for demand
fluctuations (Lacity and Rottman 2012). Hence it is difficult for firms to figure out the optimal
global sourcing strategy under the risk of supply chain disruption.

A nearshore supplier is often regarded as a contingency supplier when firms adopt a diversified
supplier base in response to supply chain disruption. They only order from the nearshore supplier
when disruption occurs (Tomlin 2006). Allowing for the dual-sourcing option, we analyze the role
of the nearshore supplier: whether it is a purely contingency supplier or also serves as inventory
safeguard.

In this chapter, we study a dual-sourcing problem for a single product under the risk of supply
chain disruption as a finite-horizon stochastic dynamic program. A firm can order from an offshore
supplier and a nearshore supplier each period based on her demand forecast and disruption inform-
ation to minimize the expected total cost. The nearshore supplier is expensive but reliable and the
offshore order is cheap but may meet supply chain disruption. The disruption state determines the

probability of disruption and evolves in a Discrete Time Markov Chain (DTMC) every period. The



lead time of an offshore order is 2 and that of a nearshore order is 1. The demand forecast evolves
following a Martingale Model of Forecast Evolution (MMFE) every period.

We show that the optimal outsourcing strategy is a state-dependent two-threshold base-stock
policy. Every period the firm should place a nearshore order up to the optimal nearshore threshold,
and place an offshore order additionally up to the optimal offshore threshold, whenever the inventory
level allows. If the nearshore threshold is higher than the offshore threshold, she only orders from
the nearshore supplier up to the offshore threshold level. We provide conditions on cost parameters
and disruption risk under which the firm should use a sole- or dual-sourcing strategy and investigate
the impact of cost, disruption and demand forecast on the two thresholds.

In our numerical study, we investigate the impact of various factors on the firm’s strategy in
response to supply chain disruption. Firms often apply contingency or mitigation tactics to prepare
for supply chain disruption and demand fluctuations. Contingency tactics mean that firms take
actions after disruption occurs, such as ordering from a backup supplier; mitigation tactics mean
that firms take actions in advance of disruption, such as building up enough inventory safeguard
(Tomlin 2006). We define two measures to represent the firm’s dependence on the nearshore supplier
and the role of nearshore orders: a contingency plan or a mitigation plan. An asymptotically optimal
heuristics algorithm is developed based on Infinitesimal Purtubation Analysis (IPA) and sample
path algorithm to search for the optimal order decisions. Our results indicate that rather then
purely serving as a contingency plan, nearshore orders also build up inventory safeguard under
specific conditions. We find that compared with long and infrequent disruption, under short and
frequent disruption, a larger portion of nearshore orders are contingency orders. Furthermore,
although firms shift to nearshore production due to cost increase of offshore orders, they should

only do that when the disruption risk is sufficiently high.



CHAPTER 2: OPTIMAL SEEDING POLICY UNDER RAINFALL
UNCERTAINTY

2.1 Introduction

The demand for agricultural products is increasing due to world’s growing population. By
2050, food production must double to meet the demand of the world (United Nations 2009). With
roughly 60% of the global total uncultivated arable land, African countries are regarded as a critical
player to feed the world (Obasanjo 2012). However, agricultural output in Africa mainly depends
on rainfall, as irrigation is too expensive for resource-poor farmers in this semi-arid area (Foti et al.
2008). Due to outdated machines and farming techniques and uncertainty in rainfall, planting
yields in Africa are far below the developing world average. As a result Africa generates only
10% of the global agricultural output (Lopes 2014) and hunger affects about 240 million African
people (Munang and Andrews 2014). Furthermore, due to severe climate conditions, crop yields
are estimated to decrease by 10% to 20% by the middle of this century (Munang and Andrews
2014). Scientific agriculture in the form of effective planting, fertilizing, irrigation, pest control and
mechanization could potentially help farmers achieve higher yields.

Many multi-national firms in the agriculture industry are striving to develop innovative solu-
tions to help small-scale farmers become more effective. Our motivation for this work comes from
interactions with AGCO, the third largest manufacturer of farm equipment in the world, that is
introducing modern farming practices in Africa. In its efforts to introduce mechanization it needs
to quantify the benefits of scientific farming to funding agencies that could then finance those ef-
forts. In order to do that one needs to understand the optimal approach to planting seeds under
uncertain rainfall and compare the benefits in relation to commonly used heuristics in practice.

In this paper, we model a farmer’s planting problem for a single crop under rainfall uncertainty
as a finite-horizon stochastic dynamic program. We use the cumulative biomass production to

measure the crop yield and estimate the daily biomass production as the minimum of the values



by two methods each day, one limited by water available for transpiration and the other limited
by radiant energy. Utilizing earlier work in plant physiology related to biomass production, we
further assume that the biomass production is zero during rainy periods and proportional to water
transpiration during sunny periods, that in turn is dependent on the soil water content (Patteron
2018). In our model, a farmer needs to decide whether to plant a seed in each period in the planting
horizon given the soil water content. We show that the structure of the optimal schedule is a time
dependent threshold-type policy where the farmer should plant when the seed amount on hand is
above the optimal threshold. This threshold depends on the soil water content and remaining time
in the horizon. Furthermore we provide conditions under which the threshold is non-increasing in
the soil water content. Mechanization can increase the speed at which seeds could be planted. We
extend our model to mechanization by considering a scenario where a farmer could plant up to m
(m > 1) seeds in each period. For this scenario, we show that the optimal planting schedule is still a
time dependent threshold-type policy where the farmer should plant down to an optimal level that
depends on soil water content, planting capacity and remaining time in the horizon. This optimal
plant-down-to level is non-decreasing in the planting capacity. To the best of our knowledge this
is the first model and analysis that incorporates the knowledge from plant physiology literature
related to soil water content and seed growth in an optimal decision making framework.

In our computational study we utilize field weather data from Southern Africa to investigate the
impact of climate conditions on the relative biomass production advantage of the optimal planting
schedule over commonly used heuristics in practice. The relative biomass production advantage
of the optimal schedule varies with the initial soil water content and could be as high as 16.88%.
Even when the initial soil water content is very low, the relative biomass production advantage
of the optimal schedule is 8.88%. Generally crop yields suffer significantly when the main rainfall
starts later (Mugalavai et al. 2008), when the expected length of dry spell before the main rainfall
becomes longer (Dennett 1987) or when the within-season variability of rainfall becomes higher
(Stern and Cooper 2011). We find that the advantages of the optimal planting schedule are higher
under these conditions. This indicates that the adoption of the optimal planting schedule could
mitigate the risk of crop yield drop due to severe climate conditions.

The rest of the paper is organized as follows. §2.2 discusses the related literature. §2.3 studies
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the manual planting model and §2.4 analyzes the mechanized planting model. In §2.5 we conduct
an extensive computational study and explore the relative biomass production advantage of the
optimal planting schedule over commonly used heuristics in practice. In §2.6 we present model
variants that consider seed death in the growth as well as availability of water tank irrigation. We

conclude in §2.7.

2.2 Related Literature

Our work is in the area of agricultural operations. Lowe and Preckel (2004) review applications
of planting models and decision technology to agriculture problems related to operations manage-
ment. Recent papers in agricultural operations study irrigation resource allocation (Dawande et al.
2013, Huh and Lall 2013), harvest risk (Allen and Schuster 2004, Lejeune and Kettunen 2017), ca-
pacity and production planning with random yield and demand (Kazaz 2004, Kazaz and Webster
2011, Tan and Comden 2012, Hu and Wang 2017, Boyabath et al. 2017), crop planning (Maatman
et al. 2002, Boyabatli et al. 2018), food gleaning operations (Ata et al. 2017), contracting (Boyabatli
et al. 2011, Ferreira et al. 2017), government policy (Gupta et al. 2017, Alizamir et al. 2018), agricul-
ture market in developing economies (An et al. 2015, Tang et al. 2015) and data-driven agriculture
operations (Devalkar et al. 2018). Among these, Tan and Cémden (2012) study the optimal farm
area and seeding time of multiple farms to maximize the profit under uncertain demand. The unit
crop yield is modeled to be purely dependent on the seeding time for a specific farm. Kazaz (2004)
and Kazaz and Webster (2011) study pricing and production planning in a two-stage stochastic
programming framework and in their models crop yield is dependent on the seeded amount. These
papers do not study seed scheduling and ignore the impact of uncertain rainfall on crop yield. In
contrast, we focus on seed planting process in rain-fed agriculture and model the seeding problem
in a finite-horizon stochastic dynamic program. Maatman et al. (2002) model farmers’ strategies
of production, consumption, selling, purchasing and storage in a two-stage stochastic program-
ming framework with the objective to minimize deficits of various nutrients over multiple farming
seasons. The production decision is dependent on observed rainfall that determines the number
of days available for sowing. In our model, the objective is to maximize the expected yield and

we establish the optimal seeding policy. The seeding decision is dependent on uncertain rainfall
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as the rainfall determines the soil water content, which in turn determines the growth of planted
seeds and survival rate of seeds after planting. Ata et al. (2017) study the dynamic staffing policy
in gleaning operations under uncertain food and labor supply with the objective to maximize the
gleaning organization’s net payoff and show that the optimal policy is a nested threshold policy.
In the context of farming operations, we study the optimal seeding policy under uncertain rainfall
(water supply) with the objective to maximize the crop yield and show that the optimal policy is
a threshold-type policy.

Production scheduling in manufacturing industry has been extensively studied in operations
management (Graves 1981). Most of the production schedule models focus on minimizing total
inventory cost during the planning horizon. In each period, inventory cost is incurred due to
leftover inventory or unsatisfied demand, that carries over to the next period. The optimal schedule
minimizes the expected total cost. For the planting scheduling problem, however, in each period
a seed planted generates an expected yield that depends on the soil water content, rainfall and
sunny days in the remaining horizon. The optimal planting schedule maximizes the cumulative
biomass production at the end of the horizon. Our work is also related to scheduling problems
in agriculture research, that includes production scheduling (Burt and Allison 1963), harvesting
scheduling (Chen et al. 1980) and fertilizer scheduling (Thornton and MacRobert 1994). Most of
these scheduling problems ignore the stochasticity in growth rate due to external factors such as
rainfall that determines the final yield. One exception is Burt and Allison (1963) who formulate
the crop-rotation planting schedule and model the dynamics of soil water content that is influenced
by annual planting or fallowing decision. We also model the dynamics of soil water content and
seed growth but additionally take uncertain rainfall into consideration. In our model, the soil water
content evolution and seed growth are determined by the weather rather than planting decisions.
Different from their work, we demonstrate the structure of the optimal planting schedule and show

its advantage over commonly used heuristics in practice under varying climate conditions.

2.3 Basic Planting Model

In this section we present a planting model for a single crop in a finite horizon. A planting

horizon consists of N periods with reverse time indexing, i.e., the first period is period N, followed

12



by N —1, N —2 and so on. The weather in the planting horizon is characterized by vector p”. pj is
the probability that it is rainy in period ¢. 1 — pj is the probability that it is sunny in period t. As
African countries receive many hours of sunshine on average and high intensity of solar radiation,
we assume that the weather is sunny when it does not rain (SOLA 2013). We assume that at
the beginning of any period ¢, the farmer knows whether period ¢ would be rainy or not. This
assumption is reasonable since the local weather forecast information is available to most farmers
nowadays. The farmer cannot plant in a period if it rains and thus the decision for the farmer is to
decide whether to plant in each sunny period. To simplify the analysis, we assume that only one
seed can be planted in one period (in §2.4, we generalize this model). Note that, for simplicity we
assume that each period represents one day. However, one could consider the period that represents
half a day or smaller intervals as well.

We assume that fertilizing, pest control and harvesting processes are automatically optimized
by the farmer given the planting schedule and do not explicitly model these decisions. Fertilizers
are often used to strengthen the root and leaf growth, blossom formation and fruit production.
Therefore the effectiveness of fertilizing is highly dependent on the planting time and growth stage
of crops (Grant 2018). Similarly the schedule of insecticide use is dependent on the planting date
because treatments are required to target specific growth stages and a time window shortly before
or after the planting date (Allen et al. 2017). Harvesting is often scheduled to start some time
after the planting date and the time gap between planting and harvesting is determined by the
crop species and geographical characteristics (NASS and USDA 1997). Therefore scheduling any
of these operations is dependent on and coordinated with the planting schedule.

After a seed is planted, it begins to germinate and establish the seedling under favorable condi-
tions. Whether a seed survives after planting and successfully establishes the seedling is significantly
dependent on the soil water content in a short period after planting, about six days for maize in
Africa (George and Rice 2016, du Plessis 2003). As this is a small proportion of the growing cycle,
say 100 or 120 days for maize in Africa, we ignore the time of seedling emergence and thus assume
that the survival probability of a seed after planting is a function of soil water content at the begin-
ning of the planting period. We use sw; to denote the soil water content at the beginning of period

t. If a seed is planted in period ¢, the probability that the seed survives is denoted by sv(sw;)
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where sv(.) is the survival probability function of a seed. We assume that once a seed survives the
planting period, it will survive the rest of the planting horizon. We discuss the variant that seeds
could die after the planting period in §2.6 and the extension where multiple seeds could be planted
in §2.4.

Crop yield is considered as the product of biomass production (also referred as total dry mat-
ter or above-ground biomass) and harvest index, where the latter often varies with crop species
and genotypes (Atwell 1999). As we consider the planting schedule for a single crop, we use the
cumulative biomass production to measure the crop yield.

To estimate daily biomass production, we use the same method as in Agricultural Production
Systems Simulator (APSIM). The biomass production is the minimum of the values by two methods
each day, one limited by water available for transpiration and the other limited by radiant energy,
biomass production = min{transpiration x transpiration efficiency, radiation interception x radi-
ation use efficiency} (APSIM 1996, Kumar 2011). Let BM; denote the daily biomass production in
period ¢ by a seed living in the ground. Then BM; = min{ BM? (tp;), BM[(ri;)} where BM;® (tp;)
is the biomass production in period ¢ calculated through plant transpiration in that period ¢p; and
BM;[(ri;) is the biomass production in period ¢ calculated through radiation interception in that
period 7is.

The biomass production estimation method (transpiration or radiation interception) that limits
the biomass production is dependent on the weather, rainy or sunny. During rainy days, the relative
humidity of the air is high and this results in minimal transpiration level (Taiz and Zeiger 2010).
We assume that the water transpiration is zero during a rainy period. Therefore, if period t is
rainy, BM; = min{ BM;?(0), BM](ri;)} = BM;*(0) = 0.

During sunny days, the plant could intercept abundant radiation in Africa (SOLA 2013). Mean-
while, the plant also incurs water loss through transpiration in the high temperature (Taiz and
Zeiger 2010). Hence during a sunny day, BM; = min{BM," (tp;), BM[*(ri;)} = BM;"(tp;). The
biology and agronomy literature shows that biomass production is linear in cumulative transpiration
(de Wit 1958). Since previous work measures the cumulative transpiration, we consider stationary
transpiration efficiency and assume that Bpr (.) is stationary and independent on ¢. Further, the

literature shows that daily transpiration is a piece-wise linear function of soil water content (Gard-
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Table 2.1: NOTATIONS

Notations for the Basic Planting Model

St system state at the beginning of period ¢

gsdy amount of seeds living in the ground at the beginning of period ¢

asdy amount of seeds available on hand for future planting at the beginning of period ¢
cbmy cumulative biomass production by all seeds up to the beginning of period ¢

Swy soil water content at the beginning of period ¢

precy precipitation amount in period ¢ given it rains

Dy probability of rainfall in period ¢

w(.) transition of soil water content from period ¢ to ¢t — 1 as a function of soil water content
at the beginning of period ¢ and precipitation amount (zero if sunny in period t)

sv(.) probability of seed survival after planting as a function of soil water content

bm(.) | daily biomass production of a single seed as a function of soil water content

V() maximum expected biomass production by seeds in the ground and seeds available on
hand with ¢ periods to go

Q:(.) expected biomass production by seeds in the ground with ¢ periods to go

Ui(.) maximum expected biomass production by seeds available on hand with ¢ periods to go

Additional Notations for the Mechanized Planting Model

m planting capacity
sy system state at the beginning of period ¢ where the planting capacity is m
1y decision variable, the amount of seeds to plant in period t given period ¢ is not rainy

V™ (.) | maximum expected biomass production by seeds in the ground and seeds available on
hand under planting capacity m with ¢ periods to go

ner and Ehlig 1963). Therefore, Bpr (.) can be expressed as a stationary function of soil water
content. Let bm(.) denote the biomass production by a seed living in the ground during a sunny
period. Given period t is sunny, BM; = BM/?(tp;) = bm(sw;). If a seed survives the planting
period ¢, we assume that it contributes the biomass production of bm(sw;) in period ¢ as any other
seed living in the ground does. We can show that our results still hold when a seed that survives
the planting period only starts to contribute the biomass production from the next period.

Let s = (gsdy, asdy, cbmy, swy) denote the system state at the beginning of period ¢ and S =
{(gsd, asd, cbm, sw)|cbm, sw € RT|J{0}, gsd,asd € N'}. gsd; is the number of seeds living in the
ground at the beginning of period ¢; asd; is the number of seeds available on hand for future
planting at the beginning of period t; cbm; is the cumulative biomass production from all seeds
living in the ground up to the beginning of period ¢; sw; is the soil water content at the beginning
of period t. We use prec; to denote the conditional precipitation amount given it rains in period ¢
and wy(.) to denote the transition function of soil water content. Given that the soil water content
at the beginning of period t is swy, the soil water content at the beginning of period ¢ — 1 is

swy—1 = wy(swy, 0) if it does not rain in period t and sw;—1 = wy(swy, precy) if it rains in period ¢.
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» St-1 = (gsd;, asd,, chmy, w(swy, precy))
rainy, -

not plant * St-1 = (gsdy, asdy, cbmg + gsd, x bm(swy), w¢(swg, 0))

s; = (gsdy, asd,,chmg, swp)~ _
’ ' ’, o v w.p. 1= sv(swy), non-survival

L ) S¢—1 = (gsdq,asdy — 1,cbmg + gsd; * bm(swy), w.(sw, 0))
sunny

plant T wep. sU(swy), survival

St—q = (gsd; + 1,asd; — 1,cbm; + gsd; * bm(swy) + bm(swy), ws (swy, 0))

Figure 2.1: STATE TRANSITION FOR SINGLE CROP PLANTING MODEL

Table 2.1 summarizes our notations and Figure 2.1 illustrates the state transition. At the
beginning of period t, if it is rainy, the farmer cannot plant and no decision needs to be made. The
amount of seeds living in the ground, available on hand and the cumulative biomass production
remain the same till the beginning of period ¢ — 1. If it is sunny in period t, the farmer needs to
decide whether to plant a seed or not. If the decision is not to plant, the amount of seeds living in the
ground and the number of seeds available on hand remain the same till the beginning of period t—1.
The seeds living in the ground contribute gsd; x bm(sw;) to the cumulative biomass production. If
the decision is to plant, the amount of seeds available on hand decreases by one. With probability
sv(swy), the seed survives after planting. In this case the amount of seeds living in the ground
increases by one and the cumulative biomass production increases by gsd; * bm(sw;) + bm(swy),
where the latter part is from the newly planted seed. With probability 1 — sv(sw;), the seed does
not survive after planting. In this case the amount of seeds living in the ground does not change
and the cumulative biomass production increases by gsd; * bm(swy).

Our objective is to find a planting schedule that maximizes the expected biomass production at
the end of the planting horizon. Let V;(.) denote the maximum expected total biomass production

with t periods to go, as a function of system state s, = (gsdy, asdy, cbmy, sw;). Then,

Vi(gsdy, asdy, cbmy, swi) = py Vi—1(gsdy, asdy, cbmy, wi(swy, precy)) + (1 — py) * max {W_l(gsdt, asdy,
cbmy + gsdy « bm(swy), wi(swy, 0)), sv(swy) * Vi—1(gsdy + 1,asdy — 1, cbmy + (gsdy + 1) * bm(swy),
wi(swy, 0)) + (1 — sv(swy)) * Vi_1(gsde, asdy — 1, cbmy + gsdy * bm(swy), we(swy, O))},

Vo(gsdo, asdy, cbmg, swy) = cbmy.
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Lemma 2.1 (Separable Property of Biomass Production). The biomass production value function
Vi(gsdy, asdy, cbmy, swy) can be expressed as the sum of cbmy, a function of (gsdy, swy) and a function

of (asdy, swy), i.e.,

Vi(gsdy, asdy, cbmy, swy) = cbmy + gsdy x Qi(swy) + Uy(asdy, swy), where (2.1)

Qu(swy) =p; Qr—1(wi(swe, precy)) + (1 — py)(bm(swy) + Q-1 (wi(swy,0))),  Qo(swo) =0, (2.2)

Ui(asdy, swy) = pyUp—1(asdy, we(swy, precy)) + (1 — pj) max {Ut,l(asdt, wi(swy, 0)), 23)

sv(swy)(bm(swy) + Qi—1(w(swy, 0))) + Up—1(asdy — 1,w(swy, 0))},  Uo(asdy, swy) = 0.

Lemma 2.1 shows that for any period ¢, seeds that are living in the ground (gsd;) and seeds
available on hand (asd;) independently contribute to cumulative biomass production. Q(swy) is
the expected future biomass production of one seed living in the ground with ¢ periods to go given
that the soil water content at the beginning of period t is sw;. It is dependent on the weather
and precipitation amount in the future periods as shown in Equation (2.2). U(asdy, swy) is the
maximum expected biomass production of all seeds available on hand (asd;) with t periods to go
given that the soil water content at the beginning of period t is sw;. Since the future biomass
production of all seeds living in the ground (gsd; * Q;(sw;)) is not dependent on the future planting
decisions of the farmer, it is sufficient to focus on Equation (2.3) to explore the optimal planting

decision.
Theorem 2.1. Given state sy = (gsdy, asdy, cbmy, swy) in period t,

1. the optimal planting decision is dependent on the amount of seeds available on hand (asdy)

and soil water content (swy);

2. there exists a threshold SDy(sw;) that the optimal decision is to plant if asdy > SDy(swy) and

not to plant otherwise.

For a sunny period t, the number of seeds available on hand (asd;) and the soil water content
(swy) are the determinants of the optimal planting decision. Planting early allows seeds to contrib-

ute biomass production for a long time. However the soil water content at planting may be low and
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this results in low seed survival after planting. On the other hand, seeds can only contribute biomass
production for a short period if they are planted late. But they would survive with a high chance as
the soil water content tends to become higher at the late stage of the planting horizon. For sunny
period ¢, the optimal decision is to plant if the contribution of biomass production by planting one
seed in period t (sv(swy) * (bm(swy) + Q—1(wi(swy, 0)))) is higher than the marginal contribution of
biomass production by reserving this seed in the next period (Uz_1(asdy, wi(swy,0)) — Up—1(asd; —
1,wi(swy, 0))). The optimal policy can be characterized by the optimal planting threshold S Dy (swy).
Given soil water content sw;, the optimal decision is to plant if the seed amount available on hand
is higher than the optimal threshold (asd; > SD(sw;)). This is because the expected biomass
production of planting one seed (sv(swy) * (bm(swy) + Q—1(wi(swy,0)))) remains constant with
varying seed amount on hand (asd;) while the marginal biomass production of reserving this seed

in the next period (Us—1(asd:, wt(swe,0)) — Us—1(asdy — 1, wi(swe, 0))) is non-increasing in asd;.

Proposition 2.1. Assume wi(swy, precy) = 0 % swy + precy, § € (0,1), bm(sw), sv(sm) are con-

tinuous and three-times differentiable and p{wsy1(swiy1, Z5%) + (1 — pp)wi1(swiy1,0) > swiy, Vi

SD;(swt) is non-increasing in swy if (1) bm(sw) is non-decreasing and convez in sw and has
third order derivative non-negative for any sw > 0 and (2) sv(sw)xbm(sw) and sv(sw)*bm(d*sw)

are non-decreasing and concave in sw and have third order derivative non-positive for any sw > 0.

Proposition 2.1 provides conditions on the survival probability function sv(.) and the biomass
production function bm(.) under which the optimal planting threshold SD;(sw;) is non-increasing
in the soil water content given that the dynamics soil water content wy(.) takes a widely used
form (see details in §2.5) and the expected soil water content is non-decreasing. Generally higher
soil water content leads to both higher biomass production of planting one seed in the current
period (sv(swy)(bm(swy)+ Q¢—1(we(swy,0)))) and higher marginal biomass production by reserving
this seed in the next period (Ui—1(asdy,wi(swy,0)) — Ui—1(asd; — 1, wi(swy,0))). The conditions in
Proposition 2.1 guarantee that with higher soil water content, the biomass production of planting
a seed increases more than that of reserving this seed in the next period. Therefore the farmer is

more willing to plant under higher soil water content.
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rainy ) , Sty = (gsdy, asdy, cbmy, w(swy, prec))
m _—
S¢" = (gsdp asde, cbme, SWe) ey ceds planted, iy < min{m, asd,}, VK = 0, ..., i, the probability

sunny > that k seeds survive is (i}g)(sv(swt))k(l - SV(SWt))it_k,

sity = (gsd; + k,asd; — iy, chbmy + gsd, * bm(swg) + k * bm(swy), w, (swy, 0))

Figure 2.2: STATE TRANSITION FOR MECHANIZED PLANTING MODEL

2.4 Mechanized Planting Model

Mechanization can increase the speed of planting. In this section, we study a mechanized
planting problem where the farmer can plant up to m (m > 1,m € N) seeds in each period and
m is the capacity of mechanized planting. Let si denote the system state and V;™(.) denote the
maximum expected biomass production with ¢ periods to go and planting capacity m. Note that
the mechanized planting problem can be regarded as a general case of the manual planting problem
in §2.3. For any sunny period, the farmer needs to decide how many seeds to plant. Suppose
i seeds are planted in period ¢, the number of seeds available on hand would decrease by iy,
asdyi_1 = asd; — iy. We assume that the probability function of seed survival amount is a binomial
function and the probability that k seeds would survive after planting is (sv(swy))*(1—sv(swy))' %,
k=0,1,...,4. In this case, the amount of seeds living in the ground would increase by k, gsd;_1 =
gsd; + k, and the cumulative biomass production would increase by gsd; * bm(swy) + k * bm(swy),
where the former part is the biomass production contributed by seeds living in the ground and the
latter part by the newly planted seeds. Figure 2.2 illustrates the state transition in the mechanized

planting problem.

V" (gsdy, asdy, cbmy, swy)

44=0,...,min{asd¢,m}

=p; V"1 (gsdy, asdy, cbmy, wi(swy, precy)) + (1 — py) * max { Z(i)(sv(swt))k
k=0

* (1 — sv(swt))iﬁk « V™ (gsdy + k,asdy — iy, cbmy + (gsdy + k)bm(swy), wi(swy, 0))}

Vi (gsdo, asdy, cbmg, swo) = cbmyg

We can show that V;™(.) satisfies the separable properties as in Lemma 2.1 and hence the
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optimal planting decision is dependent on the amount of seeds available on hand and the soil water
content for given planting capacity. Let a}"(asd;, sw;) denote the optimal planting decision for a

sunny period ¢ under capacity m.
Theorem 2.2. Given state sy = (gsdy, asdy, cbmy, sw) in period t,

1. the optimal planting decision is dependent on the amount of seeds available on hand (asdy),

the soil water content (swy) and the planting capacity (m);

2. there ezists a threshold SDJ"(sw;) that the optimal decision ay*(asdy, swy) satisfies

min{m, asd; — SD]"(sw if asdy > SDJ*(sw
ay*(asdy, swy) = { ! ¢'(sw)} if asdy " (swr) : (2.4)
0 otherwise

3. assume wy(swy, precy) = § * swy + precy, 0 € (0,1), bm(sw), sv(sm) are continuous and three-
times differentiable and pywii1(swiy1, P52 ) + (1 = pp w1 (swer1,0) > swyy1, VE. SDP*(swy)
is non-increasing in swy if (1) bm(sw) is non-decreasing and convez in sw and has third order
derivative non-negative and (2) sv(sm)*xbm(sw) and sv(sm)*bm(d*sw) are non-decreasing,

concave in sw and have third order derivative non-positive for any sw > 0.

The optimal planting schedule can be described as a capacitated plant-down-to policy, as shown
in Figure 2.3. Given the soil water content sw; = 2 and planting capacity m = 4, the optimal
decision is not to plant when the amount of available seeds (asd;) is less than or equal to 5. If
the amount of available seeds is 6 to 9, the optimal decision is to plant 1 to 4 seeds respectively.
When the amount of available seeds is more than 9, the optimal planting amount is 4 as the
planting capacity is 4 and no more than 4 seeds can be planted in each period. The optimal
decision in each period can be described by a threshold SDj(sw;), that is dependent on the soil
water content and planting capacity. In a sunny period, if the available seed amount is higher than
the threshold SD¢(sw;), the optimal decision is to plant down to SD{(sw;) unless limited by the
capacity. Otherwise the optimal decision is to hold seeds to the next period. As a result, given the
current optimal decision is to plant, if the available seed amount on hand increases by one unit, the

optimal planting amount also increases by one unit, as long as the planting capacity allows. This
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10 Planting Decision with Capacity m = 4
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Figure 2.3: AN EXAMPLE OF OPTIMAL PLANTING POLICY UNDER CAPACITY 4 WITH
t PERIODS TO GO

result is similar to the modified base stock policy for inventory problems under capacity constraint

(Federgruen and Zipkin 1986).

Proposition 2.2. SD}"(sw;) is non-decreasing in m. Furthermore, when SDJ*(sw;) > 0, SD(sw;)+

1 < SD (swy).

The optimal plant-down-to level is non-decreasing in the planting capacity m as stated in Pro-
position 2.2. Obviously under unlimited capacity, the optimal plant-down-to threshold characterizes
the optimal planting decision. Under limited planting capacity, the planting amount may not reach
the optimal plant-down-to threshold as under unlimited capacity, harming the expected biomass
production. In order to mitigate this loss due to capacity limitation in future periods, the optimal
planting amount tends to be larger under a lower planting capacity than under a higher capacity.
This result is consistent with the literature of capacitated inventory system where the order-up-to

level tends to be non-increasing in the production capacity (Federgruen and Zipkin 1986).
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2.5 Computational Study

Our computational study is aimed to (i) investigate the benefit of using an optimal planting
policy in comparison to commonly used heuristics in practice and (ii) identify climate conditions

where using the optimal policies might be more beneficial.

Seed Survival Function

We assume a logit model of seed survival after planting, where a logit-transformation of the

survival probability of a planted seed is a linear function of the soil water content, i.e. sv(sw;) =

6+e'y*swt

gt - The logit model is consistent with the generalized linear mixed model (GLMM) that is

commonly used to analyze the impact of soil water content on seed survival and seedling emergence
(Bolker et al. 2009). We set § = 0 for simplicity and set v = 0.05 to allow for a large range of

survival probabilities throughout the computational study.

Biomass Production Function

As the crop physiology literature indicates, we assume that the biomass production is a linear
function of soil water content bm(sw:) = a * swy, & > 0 (Gardner and Ehlig 1963, de Wit 1958).
Because bm(swy) is proportional to sw;, when comparing two planting policies (©; and ©3), the
relative difference of the biomass production between the two policies is irrelevant to «, as stated

in Proposition 2.3. Without loss of generality we set o = 1.

Proposition 2.3. For a planting horizon with N periods, let BMGl(ast, swy) denote the cumu-
lative biomass production over the planting horizon under policy ©1 and BMGQ(ast, swy) under
policy ©s, where at the beginning of the planting horizon the number of seeds available on hand is

asdy and the soil water content is swy. If bm(sw) = ax swy, o > 0, then the relative difference of

MO2 (asdy,swyn)—BM®1 (asdy,swy)
BM®1 (asdy,swy)

the biomass production under ©1 and O9, B , 1s independent on the

value of a.
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Dynamics of Soil Water Content

To characterize the dynamics of soil water content, we apply a widely used Antecedent Precipit-
ation Index (API) model to describe the impact of water run-off and precipitation on the soil water
content (Kohler and Linsley 1951). In this model, the transition function of soil water content
is wy(swy, precy) = § * sw; + prec, where § is a recession factor that describes the water run-off.
Although the factor § depends on the geographical characteristics of the studied area, studies show
that the value of this factor minimally differs among different areas (Kohler and Linsley 1951).
Pellarin et al. (2009) estimate a daily recession factor § = 0.7788 in West Africa. Therefore in the

computational study we set the recession factor § = 0.8.

2.5.1 Weather Data

We use daily weather data from 124 weather stations that span nine countries in Southern
Africa (Zambia, Malawi, Zimbabwe, Botswana, Mozambique, Namibia, South Africa, Lesotho and
Swaziland) from www.wunderground.com. The data coverage is from September 2010 to May 2017
and we consider weather stations that have at least one full year of records. The data records
indicate whether a given day was rainy or not at a given station as well as the amount of rain. We
use this data set to calculate the probability of rain for a specific date (month, day) (pj) and the
conditional precipitation amount for a specific date given that day is rainy (prec;).

We use an example to illustrate how to calculate p; and prec; for each date in the planting
horizon. For a specific station, suppose we have six observations for January 1% - two rainy obser-
vations and four sunny observations - and the precipitation amount for the two rainy observations
are 12 mm and 10 mm. Then the probability of rain for January 1% is, p, = 2/6 = 0.33. The

conditional precipitation amount for January 15! given it is rainy is (12mm + 10mm)/2 = 11mm.

2.5.2 The Real Size Problem

In the real problem that motivated this work, the season typically goes from November to
May in a six-month period. As crops need time to grow to maturity after planting, we assume no

planting after March 1% in our study. This is consistent with practice in Southern Africa that cereal
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Figure 2.4: ILLUSTRATION OF IPA APPROXIMATION

planted in early November starts complete photosynthesis through leaves in February and farmers
stop planting around the beginning of March (FEWS NET 2017). The planting horizon ends in
February thereby having 120 periods (days) in which decisions need to be made. Although we can
use backward induction to search for the optimal planting schedule and obtain final cumulative
biomass production values, the running time increases exponentially in the length of the planting
horizon. In order to handle such a large-scale problem and find the optimal solution, we develop an
approximation based on IPA (Infinitesimal Perturbation Analysis). Based on Theorem 2.2, in each
period the optimal plant-down-to policy can be illustrated in a stair structure as represented by
the arrows in Figure 2.4. For each period we use a line segment to approximate the stair structure,
as indicated by the dashed line in Figure 2.4. We then apply IPA to search for the optimal line
segments associated with all periods under the assumption of continuous action space. For each
period, searching for the optimal line segment is equivalent to searching for the optimal decision
variables (thwy, thy, in Figure 2.4) that characterize the line segment and we apply gradient search
in this process. IPA guarantees that the expectation of sample-path gradient we obtain converges
to the gradient of the expected biomass production value. Each time we evaluate the expected
gradient of the biomass production value with respect to the threshold decision variables, we take

the average of 300 sample-path gradients. Once the thresholds are searched out, the biomass
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Table 2.2: RELATIVE BIOMASS PRODUCTION DEVIATION FROM THE BENCHMARK
SETTING

tol | ™% 3% 1% 0.5% | grtol | 15% 10% 7% 3% 1%
-0.28% | 0.81% | 0.87% | 0.91% 0.07% | 0.10% | 0.06% | 0.11% | 0.13%

production values are calculated by taking the average of 5,000 sample-path biomass production
values, each obtained following the plant-down-to policy with thresholds computed.

To make sure that the convergence happens properly, we impose two stopping criteria in search-
ing for the optimal thresholds. The first criteria is that, in two consecutive search iterations, if
the absolute value of the relative average gradient change with respect to any decision variable is
smaller than grtol, then we stop searching. The second criteria is that, in two consecutive search
iterations, if the absolute value of the relative biomass production change for any combination of
initial seed amount on hand and initial soil water content (asdy,swy) is smaller than tol, then
we stop searching. In our computational study, we use grtol = 5% and tol = 5%. Setting this
as the benchmark, we calculate the relative deviation from the biomass production values when
tol = {7%,3%,1%,0.5%} and grtol = {15%,10%, 7%, 3%,1%}. Our results in Table 2.2 demon-
strate that the average biomass production values does not deviate significantly when the values of

grtol and tol deviate from the benchmark setting.

2.5.3 Relative Advantage of Optimal Planting Schedule using Approximation

We consider the cases where the planting capacity m € {1,...,8} and investigate the relative
biomass production advantage of the optimal planting schedule over commonly used myopic heurist-
ics in practice. In Africa, farmers commonly start to plant after observing several consecutive days
of rain or enough cumulative precipitation. For the staple product, maize, one of the rules of thumb
is to start planting after observing 25 mm of cumulative precipitation in a 10-day period starting
from November 1% and then keep planting at full capacity until all seeds are depleted (Tadross
et al. 2009). Based on this convention, we adopt the commonly used heuristics in practice using the
rainfall data and compare the final biomass production with that generated by the optimal schedule.

We use the relative biomass production advantage of the optimal planting schedule over commonly

Biomass Production of Optimal Planting Schedule—Biomass Production of Commonly Used Heuristics
Biomass Production of Commonly Used Heuristics ’

used heuristics,
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Table 2.3: RELATIVE BIOMASS PRODUCTION IMPROVEMENT OF THE OPTIMAL
POLICY

planting capacity 1 2 3 4

avg. soil water content | 12.75% | 15.05% | 15.05% | 15.10%
min. soil water content | 8.88% | 14.02% | 13.95% | 13.96%
max. soil water content | 15.04% | 16.81% | 16.78% | 16.81%
planting capacity 5 6 7 8

avg. soil water content | 15.10% | 15.08% | 15.07% | 15.14%
min. soil water content | 14.05% | 14.05% | 14.03% | 14.03%
max. soil water content | 16.88% | 16.87% | 16.77% | 16.86%

to measure the benefit from adopting the optimal planting schedule. The biomass production
values under commonly used heuristics are obtained by taking the average of 5,000 sample-path
yields, each obtained under the 25mm heuristics. Note that under commonly used heuristics with
planting capacity m > 1, when the decision is to plant, the amount of seeds planted is set to be
the maximum planting capacity m.

We consider three cases of initial soil water content from the field weather data: the average soil
water content (10.39 mm), the minimum soil water content (2.26 mm) and the maximum soil water
content (24.53 mm). For each of the seven planting horizons between September 2010 and May
2017, we calculate the soil water content on November 1%¢ using the function of soil water dynamics
wi(swy, precy) = 0.8 * swy + precy and the rainfall data in September and October before the start
of that planting horizon, assuming that the soil water content at the beginning of September 1
is zero. The average (minimum, maximum) case is the average (minimum, maximum) soil water
content on November 1%¢ over the seven planting horizons.

Table 2.3 demonstrates the relative biomass production advantage of the optimal schedule over
commonly used myopic heuristics when the planting capacity under both planting policies are the
same. When the initial soil water content level is very low, the final biomass production under the
optimal schedule gets hurt since it takes a long time for the soil water content to reach the optimal
threshold for planting. In spite of that adopting the optimal schedule leads to improvement in
the final biomass production even under minimum initial soil water content. The relative biomass
production improvement of the optimal policy under manual planting (m = 1) is 12.75% under

average initial soil water content, 8.88% under minimum initial soil water content and 15.04%
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Table 2.4: RELATIVE BIOMASS PRODUCTION IMPROVEMENT OF THE OPTIMAL
POLICY AND MECHANIZED PLANTING

planting capacity ‘ 1 ‘ 2 ‘ 3 ‘ 4

avg. soil water content | 12.75% | 125.64% | 245.49% | 360.89%
min. soil water content | 8.88% | 116.68% | 242.04% | 356.05%
max. soil water content | 15.04% | 129.96% | 250.26% | 367.26%

under maximum initial soil water content. Under mechanized planting (m > 1), the relative
biomass production improvement of the optimal policy minimally changes as the planting capacity
changes. The relative improvement is about 15% under average initial soil water content, 14%
under minimal soil water content and 17% under maximum soil water content.

Table 2.4 illustrates the relative biomass production advantage of mechanized (m > 1) or manual
(m = 1) planting under the optimal policy over manual planting (m = 1) under commonly used
myopic heuristics. When moving from manual planting (m = 1) to mechanized planting (m > 1),
we are increasing the number of seeds available to the farmer proportional to the increased speed.
By adopting mechanization (m = 3) under the optimal policy, the final biomass production can be
improved by nearly 250% regardless of the initial soil water content. This improvement by adopting
both the optimal policy and mechanization is consistent with the observations made in the pilot

study in Zambia by AGCO (Swaminathan 2018).

2.5.4 Out-of-Sample Testing

We conduct out-of-sample testing to validate our results. Our dataset contains seven years
of daily rainfall data, where each data point (month, date) contains the average probability of

rainfall and the average conditional precipitation amount given it rains over all weather stations.

Let pl[ﬂ’r and prec,[fi} 1=1,...,7;t =1,...,181 denote the average probability of rainfall in day ¢ of

the it" planting horizon and average conditional precipitation amount in day ¢ of the i** planting
horizon given it rains. To conduct the out-of-sample testing, we search for the optimal planting

thresholds using the data of the first three years (November 2010 - April 2013), where the daily

3 4]
rainfall probability and conditional precipitation amount are calculated by p; = ZF%, prec; =
[il,r [4]
Z?=1 %. Then for year k in the rest four years (November 2013 - April 2017), we use
t

the daily rainfall probability of year k, pyﬂ’r to generate 5,000 sample paths where each sample
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Table 2.5: RELATIVE BIOMASS PRODUCTION IMPROVEMENT OF THE OPTIMAL
POLICY IN OUT-OF-SAMPLE TESTING (m = 1)

year | 2014 | 2015 | 2016
avg.soil water content 8.35% | 8.23% | 10.31%
min. soil water content | 7.09% | 2.29% | 6.75%
max. soil water content | 9.94% | 11.19% | 11.84%

path characterizes whether it rains in each day of the planting horizon. If it rains in period ¢, the
precipitation amount is precl[/k]. The biomass production under the optimal policy is calculated by
taking the average of the 5,000 sample-path biomass production values, each obtained following the
plant-down-to policy with planting thresholds searched out based on the first three years’ rainfall
data. The biomass production under the commonly used heuristics is calculated by taking the
average of the 5,000 sample-path values, each obtained following the 25mm heuristics.

Table 2.5 shows that the biomass production from the optimal policy is higher than that from

commonly used heuristics in practice in the out-of-sample testing. The relative improvement of the

optimal policy is close to but lower than the full information case (m = 1) in Table 2.3.

2.5.5 Advantage of Optimal Planting Schedule under Climate Change

Next we explore the impact of severe climate conditions on the advantage of optimal planting
schedule over commonly used heuristics in practice under manual planting (m = 1). In practice,
farmers may adopt different rules to determine the onset planting date under different climate
conditions. In calculating the relative advantage of the optimal policy under different climate
conditions, we compare the biomass production under the optimal policy to the best commonly used
myopic heuristics policy and take the average relative advantage of the optimal policy. We use [z, y]
to denote the heuristics under which the farmer would start planting at full capacity after observing
x mm of precipitation in a y-day period starting from November 15! and keep planting whenever
possible till the depletion of seeds or the end of the planting horizon, whichever occurs earlier. We

enumerate the myopic policies in set H = {[z,y]|x = 10, 15, 20,25, 30;y = 5, 10, 15, 20, 25, 30, 35}.
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Figure 2.5: RELATIVE BIOMASS PRODUCTION IMPROVEMENT OF THE OPTIMAL
POLICY UNDER DELAYED MAIN RAINFALL

Delayed Main Rainfall:

We first explore the impact of delayed main rainfall on the relative biomass production advantage
of the optimal planting schedule. Our weather data shows that both the rainfall probability and
average precipitation tend to increase from November and starts to drop around mid-January. In
recent years, however, extensive areas in Southern Africa have seen delays in the onset of the
planting season of up to five and six weeks due to late start of the main rainfall (Stern and Cooper
2011). We shift the evolution pattern of rainfall probability to indicate early or late start of the
main rainfall, as shown in the left panel of Figure 2.5. A larger index indicates a later start of the
main rainfall. The average rainfall probability over the planting horizon remains the same among

20 vy )

all rainy patterns (constant =454

Our numerical study demonstrates that the loss in harvest due to delayed rainfall could be
mitigated by applying the optimal planting schedule, as in the right panel of Figure 2.5. Generally
crop yields suffer significantly with a late onset date (Mugalavai et al. 2008). When the main rainfall
comes later, under commonly used myopic heuristics, the farmer would wait for a longer time until
sufficient cumulative precipitation is observed. In our computational results, the delayed rainfall
leads to increasing time window in the best myopic policy: from [10,5] in pattern 1 to [10,20] in
pattern 7. Planting starts later if the main rainfall starts later and all seeds may not be depleted at
the end of the horizon. However, the optimal planting schedule is created uniquely for each of the

weather patterns. Therefore, if the rainfall gets delayed, the optimal planting thresholds tend to
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Figure 2.6: RELATIVE BIOMASS PRODUCTION IMPROVEMENT OF THE OPTIMAL
POLICY UNDER LONGER EARLY DRY SPELL

decrease and the farmer will start to plant at a lower soil water content. More seeds can be planted

to grow during the main rainfall, leading to a higher final yield than commonly used heuristics.

Dry Spell Before Main Rainfall:

Another critical agricultural issue that African countries have faced in recent years, especially
with El Nino events, is that a long dry spell often occurs before the main rainfall. This type of
drought often aggravates circumstances. Early rainfall is often followed by a long dry spell before
the main rainfall comes. This early rainfall allows the planting process to start, but it is insufficient
for crop establishment and thus leads to drop in yields (Dennett 1987). We represent the increasing
expected length of dry spells by decreasing the rainfall probabilities before the main rainfall, as
shown in the left panel of Figure 2.6. A larger index indicates a longer expected length of dry spell
before the main rainfall.

The right panel of Figure 2.6 shows that the relative biomass production advantage of the op-
timal schedule increases as the expected length of early dry spell becomes longer. Under commonly
used myopic heuristics, the farmer starts to plant after observing early rainfall and keeps planting
during the dry spell. The longer expected dry spell leads to a longer time window in the best
myopic policy: from [10, 5] in pattern 1 to [10, 10] in pattern 7. Longer early dry spell leads to later
onset planting date and more biomass production loss under the myopic policy. Under the optimal
schedule, however, planting may not continue after early rainfall if a dry spell encountered in the

following periods results in low soil water content. When the early dry spell becomes longer, the
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Figure 2.7: RELATIVE BIOMASS PRODUCTION ADVANTAGE OF THE OPTIMAL POLICY
UNDER INCREASING RAINFALL VARIABILITY

optimal planting thresholds of the early periods become higher and planting occurs at a higher soil
water content. When the initial soil water content is low, the farmer starts planting later when the
dry spell is about to end. If the initial soil water content is high and the farmer starts planting
when the early rainfall is observed, she may stop planting during the dry spell if it results in low
soil water content and continue to plant later when more rainfall occurs. Therefore the biomass

production loss due to longer early dry spell could be mitigated by adopting the optimal schedule.

Within-season Variability of Rainfall:

The within-season variability of rainfall distribution usually leads to lower crop yields (Stern
and Cooper 2011). In Africa, the distribution of daily precipitation is often highly skewed, with
23% of rainy days contributing 80% of total rainfall (Dennett 1987). In our model, we use the
flatness of the evolution pattern of the rainfall probability to indicate within-season variability of
the rainfall, as in the left panel of Figure 2.7. A smaller index indicates a more flat distribution
and a lower within-season variability of rainfall. The average rainfall probability over the horizon
remains the same among all rainy patterns (constant %%p{)_

The right panel of Figure 2.7 illustrates that the relative biomass production advantage of
the optimal planting schedule increases as the within-season variability of rainfall increases. Under
such conditions, the optimal planting thresholds of early periods decrease and those of later periods

increase. Therefore the farmer starts to plant earlier and seeds contribute more biomass production.

However, under commonly used heuristics, planting starts later when the within-season rainfall
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variability increases. The time window in the best myopic policy increases from pattern 1 ([10, 5])
to pattern 7 ([10,15]). When the rainfall peak comes, fewer seeds have been planted and the
planting process may be impeded as farmers cannot plant when it rains. Therefore with increasing
within-season rainfall variability, the final biomass production under commonly used heuristics

tends to become lower and thus the relative advantage of the optimal policy becomes higher.

2.5.6 Advantage of Optimal Policy under Varying Seed Quality

Poor crop establishment has been identified as a major cause of low yields in Southern Africa.
With inadequate soil water content and poor land preparation methods, sowing good-quality seeds
could significantly improve crop yields. In plant physiology literature, seed quality refers to three
aspects: seed germination, vigor and size and it influences final crop yields during different growing
stages (Ellis 1992). In this section, we investigate the impact of seed quality on the advantage of
the optimal policy over commonly used heuristics in practice.

Seed size is considered of particular importance at early seedling stages and studies have
provided evidence that larger seed size would lead to higher survival rate and emergence per-
centage (Lloret et al. 1999). Seeds with higher vigor have been demonstrated to provide a higher
survival rate in the field of many crops such as corn and soybean (Ellis 1992). Seed priming -
soaking seeds into water or other solution before sowing - often leads to higher germination per-
centage (Foti et al. 2008). Thus high seed quality indicates high seed survival probability after

planting. To investigate the impact of seed quality on the advantage of the optimal schedule, we

eY*sw

= revur and evaluate the relative biomass

use the probability function of seed survival sv(swy,n)
production advantage of the optimal planting schedule under varying n € {1,...,10} (varying
minimally changes the value of survival probability). A larger n represents lower seed quality. We
calculate the relative biomass production advantage of the optimal policy over the commonly used
heuristics (25mm heuristics) with both policies under manual planting (m = 1).

Figure 2.8 shows the impact of seed quality (1) on the advantage of the optimal policy. Both the
absolute (left panel) and relative (right panel) biomass production advantage of the optimal policy

are increasing in seed quality (decreasing in 1). We observe that the relative biomass production

advantage of the optimal policy is minimally increasing in seed quality (decreasing in 1) when the
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Figure 2.8: IMPACT OF SEED QUALITY ON THE RELATIVE BIOMASS PRODUCTION
ADVANTAGE OF THE OPTIMAL POLICY

soil water content is high. Because the high soil water content guarantees high survival rate of
seeds even when the seed quality is low, varying the seed quality does not significantly influence

the relative biomass production advantage of the optimal policy.

2.6 Model Variants

In this section, we study two variants of the planting model to discuss the cases when some

assumptions are relaxed.

2.6.1 Plant Death during Growth

In practice even if a seed survives the planting day, it could die later in the rest of the planting
horizon due to drought (Stern and Cooper 2011). We use sd(sw;) to denote the probability that
a seed living in the ground dies in period ¢ where sw; is the soil water content at the beginning
of period t. We assume that the probability function of seed death amount is a binomial function
and seed death only occurs in sunny periods as it is often associated with drought. When a seed
dies, the biomass production generated by this seed is also lost and we use the average biomass
production of a single seed up to that point (cbmy/gsd;) to approximate the biomass production

loss due to the death of that seed. We use superscript d to represent the variant with seed death
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and let th’m(.) denote the maximum expected biomass production with ¢ periods to go. Then,

th’m (gsdy, asdy, cbmy, swy)

1t
—pi VA ™ (gsdy, asdy, cbmy, wi(swy, prece)) + (1 — ph) e T {Z(ﬁ)(sv(swt))k
1t=0,...,min{asds,m} * /=
. ngt . . .
i (1= su(sw,)) ™ 5 (Y () (sd(sw0)) (1 = sd(sw,)) 7"« VT (gsdy — j + k,
=0
.cbm

t,wt(swt,())))}.

asdy — iy, cbmy + (gsdy — j + k) « bm(swy) — j——
gsdy

We can show that the optimality of the plant-down-to policy still holds in the variant with seed
death. For given soil water content in period ¢, the optimal planting threshold tends to become lower
if the seed death probability becomes lower. This is because a lower seed death probability provides
a higher integrated survival chance of a seed, leading to a higher expected biomass production of a

planted seed and thus higher planting amount. Proposition 2.4 states this result.

Proposition 2.4. Assume wy(.), sv(.) and bm(.) satisfies the conditions in Proposition 2.1. Let
sdi(.), sda(.) denote two seed death probability functions and SDZ’lm(.), SDZ’Qm(.) the associated
optimal planting thresholds for period t, t = 1,...,N. If sdy(swy) < sda(swy), Vswy > 0, then

SDz’fl(swt) < SDz’in(swt).

2.6.2 Water Tank Irrigation

In some areas in Africa, although irrigation is rarely available, communities build water tank
to reserve rainfall water for irrigation purposes. Farmers could use the water for irrigation when
rainfall does not occur for a long time. As the administrator of the community makes irrigation
schedule decisions rather than the farmer, we assume fixed irrigation schedule and explore the
biomass production advantage of the water tank irrigation under the optimal policy.

Let irr; denote the amount of irrigation water in period ¢ when it does not rain. The farmer
could use irr; amount of water to irrigate the field if period t is sunny and we assume that watering
the field does not interfere her planting process. Given the soil water content at the beginning
of period t is swy, the soil water content in the next period is swy—1 = wi(swy,irry) and we

use wi(swy,irry) = 0.8 x swy + irry in the computational study. We explore the advantage of
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Table 2.6: RELATIVE BIOMASS PRODUCTION ADVANTAGE OF WATER TANK IRRIGA-
TION UNDER THE OPTIMAL POLICY (m =1)

0% (5% [10% [15% [20% [ 25%

avg. soil water content | 4.28% | 8.45% | 12.59% | 16.88% | 21.02%
min. soil water content | 4.26% | 8.57% | 12.27% | 17.38% | 21.55%
max. soil water content | 4.06% | 8.13% | 12.26% | 16.44% | 20.89%

water tank irrigation under the optimal policy and manual planting (m = 1) in the real size
problem. We set irry equal to § percentage of the average daily precipitation (2.89 mm) and use
0 € {5,10,15,20,25}. We compare the biomass production with irr; water irrigation to the no-
irrigation case under the optimal policy and manual planting. Table 2.6 illustrates the relative
biomass production improvement of water tank irrigation under the optimal policy. It indicates
that the relative biomass production improvement of water tank irrigation is approximately linearly

increasing in the amount of irrigation water.

2.7 Concluding Remarks

Increase in human population has brought a lot of attention to agriculture in African countries.
With the average planting yields far below the developing world average, farmers in Africa need
to adopt advanced planting techniques to increase crop yields. Further, agriculture in Africa faces
severe issues due to delay of the main rainfall, long dry spells before the main rainfall, and high
within-season variability of rainfall. As climate conditions become more severe, the crop yield is
seriously harmed.

In this paper we study the planting schedule problem of a single crop under rainfall uncertainty
as a finite-horizon stochastic dynamic program. Planting early may allow the seeds to start contrib-
uting biomass production early, but higher soil water content later on could lead to a higher chance
of seed survival. We show that the optimal planting schedule is a time dependent threshold-type
policy, where the farmer should plant down to the optimal threshold.

In practice, farmers start to plant each year after observing enough cumulative rainfall. Utilizing
field weather data collected from nine countries in Southern Africa, we show that adopting the

optimal schedule could significantly improve final biomass production. Furthermore, our results
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demonstrate that the risk from the severe climate conditions can be significantly mitigated by
adopting the optimal planting schedule. The more severe the climate conditions the higher the
relative biomass production advantage of the optimal planting schedule.

In this work we only focus on the planting schedule of seeds and assume that other decisions such
as fertilizer addition and pest control are done optimally. In many real situations those aspects
can also be difficult to adopt. In Africa, farmers start to obtain access to advanced technology
in farming such as soil and solar sensors, satellite data and plant growth monitors. Application
of these technologies would influence the optimal seeding policy. Besides, we study the planting
schedule problem in a dynamic programming framework. Other models such as robust dynamic
programming or Bayesian approach could also be applied to characterize the optimal planting policy.
Further, we only consider one crop in this work. Sometimes, crop rotation has an important impact
on the yields of seeds and in such cases that needs to be incorporated. Finally, we do not consider
any budget constraints that a farmer might face for seed procurement, automation, fertilizers or

pest control. All the above issues are ripe for future studies in this area.
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CHAPTER 3: LOCATING WAREHOUSES IN AN EMERGING COUNTRY - A
WIN-WIN PROPOSITION?

3.1 Introduction

Due to long distance logistics associated with offshore sourcing, firms face dramatic increase in
transportation cost, inventory cost and warehousing cost (Belanger and Leclerc 2013). Warehousing
solutions in emerging countries near suppliers try to address the cost escalation and therefore have
become more prevalent in offshore production (Robinson, C.H. 2015). Setting up such warehouses
assists firms to achieve cost efficiency as well as demand responsiveness. For instance, Black Dia-
mond Equipment started a global distribution center in China to locate inventory closer to various
OEM providers and its own manufacturing facilities. This allows Black Diamond to consolidate
freight, reduce overall inventory holding cost and become more responsive to demand change (Black
Diamond 2009). Similarly, Ace Hardware Corporation holds goods from more than fifty suppliers
in a global distribution warehouse in China. This enables Ace Hardware to reduce logistics cost
and delivery time (China Daily 2006).

Although the benefit of locating warehouses in emerging countries appears intuitive, firms often
ignore the implications of logistics operations on supply chain contracting (Kumar et al. 2010).
Traditional contracting literature related to offshore sourcing studies the wholesale-price contract
and does not include the logistics operations costs in the retailer’s and supplier’s profits under
contract negotiation (Feng and Lu 2013). In fact a retailer’s logistics cost structure will change
substantially when she sets up an emerging-country warehouse to keep second-tier cycle stock,
which in turn will influence the supplier’s logistics cost. As a result, excluding logistics operations
costs from contracting and making warehousing decisions unilaterally afterwards could lead to a
suboptimal warehousing strategy for the retailer.

The motivation of this work comes from our interaction with a large retailer in Australia. The

retailer used to have products shipped directly from their Chinese suppliers to the retail locations.
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Recently they have started to hold second-tier cycle stock at the Chinese warehouse to reduce
inventory cost and delivery time. In order to make the optimal warehousing decision, the retailer
needs to understand the potential cost advantage or disadvantage of using the Chinese warehouse
and the implications of the total landed cost (including logistics operations costs) on contracting
and the warehousing decisions.

In this chapter, we study supply chain contracting of a single product between a retailer in a
developed country and a supplier in an emerging country. The retailer faces stochastic lead time
and stochastic demand. She can hold cycle stock and safety stock at the retail location in the
developed country (developed country warehousing). In that case, the supplier delivers products
to the exporting harbor and from there the retailer directly ships products to the retail location.
Instead, in addition to cycle stock and safety stock at the retail location, the retailer can also hold
second-tier cycle stock in a warehouse in the emerging country (emerging country warehousing).
In that case, the supplier delivers products to the emerging-country warehouse where the retailer
breaks an inbound shipment into small batches. These small batches are then shipped to the retail
location sequentially. In both cases, the supplier incurs fixed and variable costs for each batch he
ships out. The retailer incurs procurement cost, overseas shipping cost, order processing cost and
inventory holding cost. Conditional on the retailer’s warehousing decision, the supplier and retailer
negotiate over the wholesale price and order batch size.

Using the Nash bargaining framework, we establish the retailer’s optimal warehousing strategy
by providing a threshold on the holding cost at the emerging-country warehouse below which the
retailer should used the emerging-country warehouse. This threshold is increasing in lead time
reduction due to the warehouse and could be higher than the holding cost at the retail location
if the lead time reduction is high. We show that while the emerging country warehousing is more
profitable, the retailer could agree on a higher wholesale price if the holding cost at the warehouse
is low and the lead time reduction due to the warehouse is high. This property holds even when
the retailer’s bargaining power is close to one. If her bargaining power is low, she could still ask
for a discount on the wholesale price when the warehouse holding cost is low and the lead time
reduction is low.

Under the traditional contract, the negotiated wholesale price is not dependent on the retailer’s
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warehousing decision as the logistics operations costs are not taken into account in contracting
and the warehousing decision is made unilaterally by the retailer after negotiation. In our model,
however, the negotiated wholesale price is dependent on the retailer’s warehousing decision, which
leads to individual profits and warehousing decision different from those under the traditional con-
tract. When the retailer uses the emerging-country warehouse under both contracts, her warehouse
inventory level is higher under the contract including the logistics cost. Our results indicate that
incorporating the logistics costs into contract negotiation could impact the retailer’s warehousing
strategy if the warehouse holding cost is low and the lead time reduction by the warehouse is low,
or the warehouse holding cost is high and the lead time reduction is high. Finally, we show that for
any bargaining power of the retailer, there exists a threshold of the warehouse holding cost below
which the retailer’s profit is higher under the contract including logistics costs.

The remainder of this paper is organized as follows. The next section surveys the related
literature. Our model is presented in §3.3. §3.4 discusses the retailer’s warehousing decision and
§3.5 analyzes the implications of the retailer’s warehousing decision on the negotiation outcomes.
In §3.6, we compare the retailer’s optimal warehousing decision under the traditional contract and

the contract including logistics costs. Our concluding remarks are presented in §3.7.

3.2 Related Literature

Our work is in the area of production outsourcing and adds to the aspect of supply chain
contracting. Previous research has discussed various issues related to outsourcing decisions such
as contract type (Van Mieghem 1999), scale economies (Cachon and Harker 2002), demand risk
allocation (Ulkii et al. 2007), industry structure (Feng and Lu 2012, Feng and Lu 2013) and learning-
by-doing (Gray et al. 2009). Among previous papers studying offshore outsourcing, many of them
ignore the embedded risk in long-distance supply chain due to long and uncertain lead time and
stochastic demand. In this chapter, we model the safety stock at the retail location to represent
the retailer’s risk from stochastic market demand coupled with overseas shipping. Furthermore,
previous work on outsourcing contract often models the retailer’s cost as variable cost (Feng and
Lu 2012) or the sum of variable cost and fixed cost for each order batch (Cachon and Harker

2002). Logistics operations costs such as inventory holding cost and transportation cost are ignored
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in contract negotiation and therefore the negotiation outcomes are independent of the retailer’s
warehousing strategy. In contrast, we study a detailed logistics cost model that includes lot-sizing
shipment cost and inventory holding cost. Hence the retailer’s warehousing decision would impact
the negotiated outcomes such as wholesale price and order batch size.

Our paper builds on the inventory theory of multi-echelon systems. The retailer manages a
multi-echelon inventory system when she uses an emerging-country warehouse as she holds invent-
ory at the warehouse as well as the retail location. Previous literature has studied the optimal
inventory policy in a multi-echelon system under various settings such as periodic or continuous
review inventory system (Clark and Scarf 1960, De Bodt and Graves 1985), stochastic or constant
market demand (Schwarz and Schrage 1975, Chen and Zheng 1994) and echelon stock or install-
ation stock inventory policy (Badinelli 1992, Axséter and Rosling 1993). This stream of research
has demonstrated the optimality of the echelon-stock policy and most papers assume the nested
inventory policy. For tractability of our model, we apply a nested echelon-stock policy and adopt
the approximation of the retailer’s long-run average cost from De Bodt and Graves (1985). Using

this approximation, we further study the contracting problem.

3.3 Model

We study supply chain contracting of a single product between a retailer in a developed country
and a supplier in an emerging country. The market price p is fixed and the market demand

is stochastic and stationary with normal distribution N(u,0?). The retailer faces a two-stage
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TRY WAREHOUSING (a) AND EMERGING COUNTRY WAREHOUSING (b)

process: the warehousing decision stage and the contracting stage and Figure 3.1 illustrates the
event sequence. At the first stage, she determines the warehousing strategy: developed country
warehousing or emerging country warehousing. In developed country warehousing setting, the
supplier ships products to the exporting harbor and from there the retailer ships products directly
to the retail location, as illustrated in (a) of Figure 3.2. In this case, the retailer holds cycle
stock and safety stock at the retail location. In emerging country warehousing setting, however,
the supplier ships products to the warehouse in the emerging country and the retailer takes over
afterwards. As in (b) of Figure 3.2, an inbound shipment is broken into n smaller batches at the
warehouse and these small batches are shipped to the retail location sequentially. n € N'T is called
inventory multiplier in inventory literature (De Bodt and Graves 1985) and determined by the
retailer at this stage. After the batches are depleted, the warehouse gets the next replenishment
from the supplier. In this case, in addition to safety stock and cycle stock at the retail location, the
retailer holds second-tier cycle stock at the warehouse. Conditional on the retailer’s warehousing
decision, at the second stage, she negotiates with the supplier over the wholesale price and order

batch size.
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3.3.1 Supplier’s Profit

The supplier’s cost structure remains the same in both developed country warehousing setting
and emerging country warehousing setting. He incurs variable and fixed costs for every batch he
ships out and the retailer pays him for procurement. Let QP denote the batch size in developed
country warehousing setting and Q¥ (n) in emerging country warehousing setting with n as the
inventory multiplier. The supplier incurs cost of c¢; + cQP in developed country warehousing
setting and ¢, + cQF(n) in emerging country warehousing setting for each batch that he ships
out where ¢ represents the variable production cost and c¢s can be interpreted as fixed cost such
as local shipping cost or customs declaration cost. Without loss of generality, we normalize ¢ to
zero. Let w” denote the wholesale price in developed country warehousing setting and w(n) in
emerging country warehousing setting. The supplier’s long-run average profit in developed country

warehousing setting I1? and that in emerging country warehousing setting I1¥(n) are given by

i, TE(n) = (w”(n) - QE*‘EH))M. (3.1)

3.3.2 Retailer’s Profit in Developed Country Warehousing

In developed country warehousing setting, the retailer takes care of the products once she
receives shipments at the exporting harbor. She obtains sales revenue at p per unit and pays the
supplier at w? per unit. For every batch shipped to the retail location, the retailer incurs cost
cw+ e, QP , with ¢, representing the fixed cost for each batch and ¢, the variable cost for each unit.
To measure the long-run average inventory cost of the retailer, we consider a continuous review
inventory system at the retail location, consisting of cycle stock and safety stock. The average
inventory level due to cycle stock is Q” /2. Let LY denote the retailer’s lead time: the time from
order receiving at the supplier to order arrival at the retail location and Is and (o4)? denote the
mean and variance of LY. Thus the safety stock at the retail location is SS” = k(o+v/I5 + Ts\/IL),

where k is the service factor at the retail location (Eppen and Martin 1988). Let h, denote the
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inventory holding cost at the retail location. The retailer’s long-run average profit IT1Z is given by

0P = (p—w” —c, - %)M—hr(QQDJrk(U\/EJraS\/ﬁ)). (3.2)

3.3.3 Retailer’s Profit in Emerging Country Warehousing

In emerging country warehousing setting, the retailer takes care of the products once she re-
ceives shipments at the emerging-country warehouse. Let QF(n) denote the batch size of the
outbound shipment of the warehouse to the retail location and QF(n) = @ as an inbound
shipment to the warehouse is broken into n outbound shipments. For every outbound batch of the
warehouse, the retailer incurs logistics cost of ¢y, + cFQF (n). As the variable cost (cj, in developed
country warehousing setting, CE in emerging country warehousing setting) is often associated with
transportation and labor intensive tasks such as sorting, packaging, labeling and loading and these
costs are usually lower in emerging country warehousing setting, we assume cf = 0 without loss of
generality.

The retailer manages a two-echelon inventory system as she holds inventory at the warehouse
as well as the retail location. We assume that the retailer adopts a nested inventory policy since
it leads to a stationary policy and it is easy to control and evaluate (De Bodt and Graves 1985).
A nested policy means that whenever a stage orders, all its downstream stages also order. In our
model, a nested inventory policy indicates that every time an inbound batch (QF(n)) arrives at
the emerging-country warehouse, immediately an outbound batch (QF(n)) is shipped out overseas.
The remaining batches at the warehouse are shipped out sequentially to the retail location until
depletion and then the next inbound shipment arrives, as shown in (b) of Figure 3.2. The average
inventory level at the emerging-country warehouse is ”T_HIQE (n) and the average cycle stock level
at the retail location is @ = %T(Zn)

We assume that the retailer adopts an echelon-stock inventory policy that concerns echelon
stock levels rather than installation stock levels. Installation stock is the on-hand inventory while
echelon stock is the installation stock plus all downstream installation stock and in-transit inventory

(De Bodt and Graves 1985). To calculate the expected safety stock under a nested echelon-stock

policy, we adopt the approximation of expected safety stock in De Bodt and Graves (1985) who use
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the expected net inventory level just before replenishment to approximate the average safety stock.
Let L,, denote the lead time of the retail location: the time from order receiving at the warehouse
to order arrival at the retail location, with mean l,, and variance (c,,)2. Let LE denote the overall
lead time of the retailer: the sum of the time from order receiving at the supplier to order arrival
at the warehouse and the time from order receiving at the warehouse to order arrival at the retail
location (L,,). To keep the analysis simple, we assume that the mean and variance of L? and L¥

are the same. Thus the safety stock level at the retail location is given by

SSF(n) = af+awf af+asf

(see De Bodt and Graves (1985) and Mitra and Chatterjee (2004) for detailed derivation).

We assume that I > [,, and o5 > 0, as the lead time of the retail location becomes shorter and
more stable when the product batches are shipped to the retail location from the warehouse rather
than the supplier. L,, includes the time on order processing at the warehouse, overseas shipping
and local shipping in the developed country. L,, is shorter on average (I, < l5) and more stable
(0w < 05) because it does not include stochastic time on production, shipping within the emerging
country and customs declaration at the exporting harbor. In other words, the retailer’s safety stock
level becomes lower in emerging country warehousing setting.

Let h, denote the inventory holding cost at the warehouse. The retailer’s long-run average

profit IT1Z(n) is given by

CwM n—1
[ (n) =(p —w"(n) - o )m b= QE (n)- .
QF(n) '

—he (5 (0l + 0wy/H) + of+0sf

3.3.4 Negotiation Outcomes

We adopt a Nash bargaining framework to model the negotiation between the supplier and the
retailer. Supply chain management literature has pointed out that the bargaining framework is
more appropriate to model procurement contract than the Stakelberg game (Lovejoy 2010, Feng

and Lu 2013). We adopt the asymmetric Nash bargaining solution to determine the negotiation
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outcomes. Let 6 denote the bargaining power of the retailer and then the bargaining power of the
supplier is 1 — 6, 8 € (0,1). In each of the two warehousing settings, if the supplier and retailer
cannot reach an agreement, we assume that both parties achieve zero profit. We further assume
that the optimal supply chain profit in developed country warehousing setting is positive.

Let (7P, 7P) denote the optimal Nash bargaining solution and 1 = TIP 4 TIP the supply
chain profit in developed country warehousing setting. (72, 72) maximizes (IT?)'=? x (IIP)¢ over
(HSD, I17). Taking the first order condition of (IT?)1=% % (ITP)? with respect to IIZ and I, we have

=02, 7P = (1 —-0)1L. Let (r¥(n), 7 (n)) denote the optimal Nash bargaining solution and
HSEC(n) = [1Z(n)+11E(n) the supply chain profit in emerging country warehousing setting. Similarly
we have 7% (n) = O0I1L (n), 7E(n) = (1 — O)IE(n). That is, the individual profit is proportional
to the supply chain profit and the coefficient is the bargaining power. Therefore maximizing the
individual profit is equivalent to maximizing the supply chain profit.

In our model, as the logistics costs are taken into account in contracting, the negotiation is
over both wholesale price and order batch size and thus the optimal negotiated wholesale price is
dependent on the optimal batch size. To maximize individual profits, the optimal order batch size
maximizes the supply chain profit. In developed country warehousing setting, the supply chain
profit ng is,

D

)szQ k(oI5 + o5\ /1)). (3.4)

CS+C7,U

QD

Mg =17 + 117 = (p — e —

Let ¢” denote the optimal batch size in this setting and ¢” = 4/ %ﬂs) as 112 is concave in QP.

The associated negotiated wholesale price and long-run average profit of the retailer are,

wP =(1—0)(p —cn) — (2(1 — O)cy + (1 — 260)cy) QM(C:L;CW) a- e)th(U\/a+ as\/g)’
(3.5)
wP = 0((p— cn)p — /2hep(cs + cw) — ok a\f-ﬂys\f (3.6)
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In emerging country warehousing setting, the supply chain profit IIZ (n) is given by,

Cwn + Cg n—1
@Tﬂ“‘ T

—hk: 0’\/>+Uw\r af+asf

IE (n) = TE (n) + 18 (n) =(p — S )Q ()~

(3.7)

2unlcuntcs) oo 1B (n) is

Let ¢%(n) denote the optimal batch size in this setting and ¢¥(n) = = Dheihs

concave in QF(n). The associated negotiated wholesale price and long-run average profit of the

retailer are,

10— (21— et (1 — 2800y, | T Dhw+ he
w¥(n) =(1 - 0)p — (2(1 — O)cyn + (1 — 26) 5)\/2n,u(cwn+cs)

he k(%=L (0l + dwy/I) + (015 + 05 /12))
p ;

(3.8)

—(1-90)

w7 (n) =0(pp — \/2(0“’” . CS)(hl;)z(n S (3.9)

a\/>—|—awf a\f+as\f

—hk:

3.4 Warehouse Outsourcing Decision

The retailer would choose emerging country warehousing if her profit is higher than that in

developed country warehousing setting, i.e. 7F(n) > 72. We define the retailer’s benefit of

emerging country warehousing over developed country warehousing by A, (n) = nF(n) — 72
-1
An, (n) =0cpp + Ohk—— (AL + VA + 0(y/ 2Ry (Cs + o) pi—
(3.10)

S hr - hw
— \/Q(thwn + C(n) + cshy + Cw(hr - hw))ﬂ);

where Ap = Is — Iy, Ay = 05 — 0y. A, (n) represents the cost advantage of emerging coun-
try warehousing setting with inventory multiplier set to be n over developed country warehousing
setting. Using the emerging-country warehouse brings potential cost advantage from three as-
pects. First, the retailer achieves labor cost advantage in the emerging country (fcpp). Second,
a shorter and more stable lead time reduces the safety stock holding cost at the retail loca-

tion (0h, k™2(cAL + /iA,)). Third, the retailer obtains potential benefit from shifting some
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cycle stock from the retail location to the emerging-country warehouse as second-tier cycle stock

(9( V 2hr(cs + Cw)M - \/2(thwn =+ CS(hrnihw) + cshy + Cw(hr - hw)),u))

Ay, (n) helps understand the impact of demand patterns on the retailer’s warehousing strategy.
Ar, (n) is increasing in demand uncertainty (o) as it is positively related to the safety stock reduction
by using the emerging-country warehouse. When the demand fluctuates more dramatically, the
retailer has an incentive to use the emerging-country warehouse to mitigate the risk from demand
uncertainty. However, A, (n) may be increasing or decreasing in demand mean (). A higher u
enlarges the absolute value of each of the three parts that make up A, (n) in Equation (3.10): labor
cost advantage, safety stock cost reduction and cycle stock cost advantage of using the emerging-

country warehouse. If the third component of A, (n) is negative, it is decreasing in p.

Lemma 3.1. The retailer’s warehousing strategy (developed country warehousing or emerging coun-

try warehousing) is independent of her bargaining power.

As the retailer obtains 6 proportion of the supply chain profit, A (n) equals to § proportion
of the supply chain profit advantage of emerging country warehousing over developed country
warehousing. In other words, the retailer’s choice between developed country warehousing and

emerging country warehousing is independent of her bargaining power.

Proposition 3.1. (i) There exists a threshold of inventory multiplier nf such that Ay, (n) > 0

when n < nf. Moreover, nf is non-increasing in hy, and non-decreasing in Ar .

(ii) Let n* denote the optimal inventory multiplier that mazimizes Ay, (n). Then n* < nt.

Moreover, n* is non-increasing in h,, and non-decreasing in Ay,.

The retailer would choose emerging country warchousing if the threshold n/ > 1. In that
case, setting n < nf results in a higher profit in emerging country warehousing setting. A larger
n indicates more cycle stock at the warehouse and less cycle stock and safety stock at the retail
location. If n is high, although the retailer keeps little inventory at the retail location, high
warehouse inventory level and frequent delivery to the retail location lead to high cost. This could
even offset the cost benefit of low inventory level at the retail location and scale economy at the
supplier, resulting in a lower supply chain profit. The value of n that best balances the inventory at

the emerging-country warehouse and the retail location results in the optimal profit for the retailer.
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Figure 3.3: EFFECT OF WAREHOUSE HOLDING COST h,, (a) AND LEAD TIME REDUC-
TION BY EMERGING-COUNTRY WAREHOUSE Ay, (b) ON nf AND n*, ¢, = 5,¢5 = 50, h, =
4,¢c, =0

Both the threshold n/ and the optimal inventory multiplier n* are non-increasing in the holding
cost at the emerging-country warehouse (h,) and non-decreasing in the lead time reduction by
using the warehouse (Ap), as demonstrated in Figure 3.3. When the warehouse holding cost is
low, the retailer achieves high cost advantage by holding inventory at the warehouse. In this case,
emerging country warehousing outweighs developed country warehousing even if the retailer holds
high inventory level at the warehouse (large n). Therefore n/ is high. Moreover, to achieve the
optimal profit with low warehouse holding cost, the retailer would keep most of her cycle stock
at the warehouse and low inventory level at the retail location. Therefore n* is non-increasing in
hw. When the lead time reduction by using the warehouse is high, the retailer observes high safety
stock cost reduction by using the warehouse. In this case, even if the retailer sets high warehouse
inventory level, the benefit from safety stock reduction could offset the possible cost disadvantage
due to high cycle stock. Therefore nf is high. Moreover, to maximize the advantage of high lead
time reduction due to the warehouse, the retailer needs to benefit from high safety stock reduction

that requires frequent delivery to the retail location. Therefore n* is non-decreasing in Ay,.
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Proposition 3.2. There ezists a threshold v such that if haw/hy < r, where

2
2¢y + s 27/ h-(2¢y + c5)

then Ax(n*) > 0.

The retailer should use the emerging-country warehouse when the warehouse holding cost ratio
hy/hy is lower than the threshold r". Figure 3.4 shows that the retailer’s optimal warehouse
strategy under varying warehouse holding cost (h,) and lead time reduction by the warehouse
(Ar). When Ay is large, " > 1 and emerging country warehousing setting is preferred even when
hw > hyr. In this case, even though shifting cycle stock from the retail location to the warehouse
incurs additional inventory holding cost, it is more than offset by cost savings in safety stock
reduction by using the warehouse.

Figure 3.5 illustrates that the threshold of the warehouse holding cost (") is increasing in the
supplier’s fixed cost (c;) if the lead time reduction due to the warehouse is low (Figure 3.5 (a)) and
decreasing if the lead time reduction is high (Figure 3.5 (b)). When the lead time reduction (Ap) is
low, the cost advantage of the retailer’s logistics operations cost mostly comes from holding much
inventory at the warehouse. Meanwhile the supplier obtains benefit from scale economy due to large

order quantities from the retailer. When the fixed cost of the supplier (¢;) becomes higher, using
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the warehouse brings more benefit from scale economy to the supplier. Therefore emerging country
warehousing could still be more profitable with higher warehouse holding cost (higher r"). On the
other hand, when the lead time reduction (Ap) is high, the retailer obtains high cost advantage
from safety stock reduction. In this case, the retailer holds low inventory at the warehouse and
orders in small quantities from the supplier. When the fixed cost of the supplier (cs) becomes
higher, the supplier’s cost disadvantage is more severe. Therefore the warehouse holding cost has

to be lower to ensure that emerging country warehousing is more profitable (lower 7).

3.5 Implications on Negotiation Outcomes

To analyze the impact of warehousing strategy on the negotiated wholesale price, we define the

increase in the wholesale price from developed country warehousing setting to emerging country

warehousing setting as A (n) = w”(n) — w?,

2h, \/2((n — Dha £ by

(cw +cs)p B (cwn + cs) 1

+(1— 29)05(\/2(h” _ \/(71_1)h11’+h”)4r (3.12)

Ap(n)=1—=8)cpL+ (1 — G)Cw(\/

Cy + Cs)ﬂ Q(Cwn + Cs)n,u
—1)(cA Ay
np
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Ay (n) <0 indicates that the negotiated wholesale price becomes lower when the emerging-country

warehouse is used.
Proposition 3.3. There ezists a threshold n*(0), such that
(i) Aw(n) <0 when n >n"(0);
(i) if hy < hy, then Ay(n) >0 for alln < n™(0);
(i4i) if hy < hy, then n(0) < nt, therefore Ay, (n) >0 for all n < n®(6);
(i) if r(0) < hy/hy <1, where

r(9) =

(1 - 2(1 = 0)cy ) 2(2¢y + ¢s) N khr(cAp/\/lt+ Ay) 4 2¢h\/11 >
4(1 = 0)cy + (1 —20)cs Cw + Cs Vi (dey + (11:299) ¢s)/ /2w + Cs

then n(0) = 1, therefore Ay (n) <0 for alln € N'.

While using the emerging-country warehouse with large n, the retailer keeps high inventory
level at the warehouse and orders in a large batch size from the supplier. The supplier achieves
benefit in scale economy since he does not have to ship as many lots while the high inventory
level at the warehouse results in high total inventory holding cost for the retailer. In this case,
the supplier has to offer a discount on the wholesale price. On the other hand, with small n the
retailer keeps low inventory level at warehouse and orders in small quantities from the supplier. The
supplier obtains little benefit in scale economy as he has to ship frequently to the warehouse while
the retailer obtains cost reduction in safety stock and possible advantage of warehouse inventory
holding cost. In this case, to compensate the supplier, the retailer has to agree on a higher wholesale
price. When the warehouse holding cost ratio is above the threshold r*(0) (hy/hy > r*(0)), even
if the order quantities from the supplier are small, the retailer achieves limited benefit in total
inventory holding cost from using the emerging-country warehouse. Therefore the she always asks
for a discount on the wholesale price while using the emerging-country warehouse, regardless how

she sets the inventory multiplier.
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Figure 3.6: IMPACT OF WAREHOUSE HOLDING COST (h,,) AND LEAD TIME REDUCTION
BY THE EMERGING-COUNTRY WAREHOUSE (Ar) ON THE SIGN OF A, (n*) AND A, (n*),
Ccw =9,¢cs =50, h, =4,¢c, =0.

Figure 3.6 demonstrates different cases of (A, (n*), Ay (n*)), i.e. whether the change in the
retailer’s optimal profit (Ag, (n*)) and the associated wholesale price (A, (n*)) are positive or
negative when the retailer shifts from developed country warehousing to emerging country ware-
housing. There are two factors in play. The benefit from the emerging-country warehouse increases
in Az (lead time reduction) and reduces with h,, (warehouse holding cost). In Zone I, both the
wholesale price and individual profits become higher when the retailer uses the emerging-country
warehouse (Ay, (n*) > 0,A,(n*) > 0). In this zone, the retailer obtains benefit from safety stock
reduction. When the warehouse holding cost is low, she also takes cost advantage by keeping stock
at the warehouse, therefore A; (n*) > 0. In this case, the retailer needs to agree on a higher
wholesale price to share the benefit from using the warehouse. When the warehouse holding cost is
high and the safety stock reduction is also high, the benefit from safety stock reduction outweighs
the cost disadvantage at the warehouse and using the emerging-country warehouse is still profit-
able (Ay, (n*) > 0). In this case, the retailer keeps low stock level at the warehouse due to high
warehouse holding cost and the order quantities from the supplier are small, which leads to high

logistics cost for the supplier. To compensate the supplier, the retailer needs to agree on a higher
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Figure 3.7: IMPACT OF WAREHOUSE HOLDING COST (h,,), LEAD TIME REDUCTION
BY THE EMERGING-COUNTRY WAREHOUSE (A1) AND THE RETAILER’S BARGAINING
POWER (#) ON THE SIGN OF A,(n*) AND Ay (n*), cw = 5,cs = 50, hy = 4, cp, = 0.

wholesale price (A (n*) > 0).

In contrast, in Zone IV, both the wholesale price and individual profits become lower when
the retailer uses the emerging-country warehouse (A, (n*) < 0,Ay(n*) < 0). In this region, the
reduction in lead time is low and the warehouse holding cost is high. Using the emerging-country
warehouse is not profitable. To share the cost disadvantage, the supplier has to offer a discount on
the wholesale price.

In Zone IT (Ar, (n*) > 0,Ay(n*) < 0), the lead time reduction of the warehouse (Ar) is low
but the warehouse holding cost (h,,) is also low. Since the benefit from safety stock reduction is
low, the retailer gets most of the advantage from keeping high stock level at the warehouse. In this
case, the retailer orders from the supplier in large quantities, which in turn decreases the supplier’s
logistics cost. Therefore the retailer requires the supplier to offer a discount on the wholesale price.

In Zone III (A, (n*) < 0,A4(n*) > 0), the warehouse holding cost is high and the increased
holding cost by using the emerging-country warehouse outweighs the benefit from lead time reduc-
tion (Ar,.(n*) <0). In this case, the retailer benefits from lead time reduction, but also decreases
the quantity purchased, leading to low inventory level at the warehouse and increased logistics cost
for the supplier. Therefore, she compensates the supplier through a higher wholesale price.

The bargaining power influences the distribution of the four zones, as shown in Figure 3.7. When
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the retailer’s bargaining power is low (# = 0.01 in Figure 3.7 (a)), Zone II no longer exists. In Zone II
in Figure 3.6, the retailer requires a discount on wholesale price while using the warehouse because
she achieves most of the cost advantage from keeping high stock level at the warehouse while the
supplier’s gets reduced logistics cost due to large order quantities. When the retailer’s bargaining
power is low (0 = 0.01), however, the retailer can only obtain a small proportion of supply chain
benefit from using the warehouse and thus has to agree on a higher wholesale price. Therefore
Zone II as in Figure 3.6 no longer exists in Figure 3.7 (a). In Zone III, using the emerging-country
warehouse is not profitable and the retailer has to agree on a higher wholesale price. Compared
with larger bargaining power of the retailer as in Figure 3.6, the area of region III is smaller and
the supplier tends to offer a discount on the wholesale price when the emerging-country warehouse
is used (larger area of Zone IV). This is because, although using the warehouse results in benefit
loss for the supply chain, the retailer only takes a small proportion of this loss when her bargaining
power is small and thus tends to require a discount on the wholesale price.

When the retailer’s bargaining power is high (6 = 0.99 in Figure 3.7 (b)), the distributions
of Zone II and Zone III as in Figure 3.6 get exchanged. In Zone II, using the emerging-country
warehouse brings benefit to both parties and the retailer asks for a discounted wholesale price. In
this zone, the retailer achieves most of the benefit from high lead time reduction by the warehouse
and holds low inventory stock at the warehouse. Although the supplier does not achieve high scale
economy due to small order quantities, he still has to offer a discount on the wholesale price because
the retailer obtains a large proportion of supply chain profit (6 = 0.99). In Zone III, on the other
hand, using the emerging-country warehouse is not profitable and the retailer has to agree on a
higher wholesale price. In this zone, the retailer achieves some benefit from lead time reduction by
the warehouse and keeps low stock level at the warehouse, while the supplier’s logistics cost is high
due to small order quantities. Since the retailer has to take a large proportion of the profit loss
while using the warehouse (0 = 0.99), she has to offer a higher wholesale price to compensate the

supplier.
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Figure 3.8: EVENT SEQUENCE UNDER TRADITIONAL CONTRACTING

3.6 Comparison with Traditional Contract Design

In offshore sourcing, firms do not consider the total landed cost (including logistics costs) during
contract negotiation and make decisions of the logistics operations in a responsive way afterwards
(Kumar et al. 2010). Figure 3.8 illustrates the event sequence in this case. The retailer still faces
a two-stage decision process. In the first stage, the retailer and the supplier negotiate over the
wholesale price. As introduced earlier, in procurement contracting literature the cost structure is
often modeled in the form of unit variable cost. The logistics operations costs are not included in
contracting. In the second stage, the retailer makes the warehousing decision. The order batch
size, whether to use the emerging-country warehouse and the inventory multiplier if the emerging-
country warehouse is used are determined by the retailer unilaterally. In this section, we analyze
the differences in outcome from such analysis.

Let w denote the wholesale price in the traditional contract. The retailer’s profit under nego-
tiation is (p — w)p and the supplier’s profit under negotiation is (w — ¢)u with ¢ normalized to
zero. Compared with the contract discussed in §3.3, the supplier’s profit under negotiation does
not include her logistics cost (5—; w in developed country warehousing setting and CS—SE W in emerging
country warehousing setting) and the retailer’s profit under negotiation does not include her trans-

portation, inventory and warehousing costs ((cp, + 5%)# + hr(g + k(oV/1s + 05/1t)) in developed

country warehousing setting and ch&)u + ho%52QF(n) + hr(Q;sn) + k(=2 (ovly + owy/R) +

%(0\/173 + 05y/1))) in emerging country warehousing setting). Let w’ denote the negotiated whole-
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sale price and we use superscript ¢ to represent the traditional contract in this section. As the
disagreement profits for both parties are zero, the negotiated wholesale price is w! = (1 — @)p. The
contract assigns (1 — 6)pu to the supplier and fpu to the retailer.

As the retailer takes care of her logistics costs (transportation, inventory and warehousing
costs) by herself, she determines the order batch size by minimizing her total logistics cost and
this decision is independent on the negotiation outcomes. Let QP+ denote the order batch size in
developed country warehousing setting and @¥*(n) in emerging country warehousing setting with

inventory multiplier n. In developed country warehousing setting, the retailer’s profit is given by,

Cw h,
1P =(0p — e = (g + 5 Q) = heklo /Iy + 05 /R)

and the optimal order quantity is ¢t = \/2c,u/h,. Hence the retailer’s optimal profit is

a2t =(0p — ep)p — \/2cophy — hok J\F—}— s/ Ih)- (3.13)

In emerging country warehousing setting, the retailer’s profit is given by,

( Cwnfh N (n—1)hy + hy

e @)

117" (n) =0ppu —

— h, k: a\/ + ow/I) + Uf+03f
and the optimal order batch size is qE’t(n) =n (nj?% Hence the retailer’s optimal profit is

U\F—I—aw\/» O'\F—FUS\/»
(3.14)

w4 (n) =0pp — \/2ewp((n — D + hy) — hyk(™

The retailer chooses emerging country warehousing setting if AL (n) = i t(n) — 117" > 0, where

AL (n) =/ 2cyphy — \/2cup1((n — 1)hy, +h)+hk:

(UAL + Ao‘\/ﬁ) + Ch\/ﬁ.

Proposition 3.4. Let n' denote the optimal inventory multiplier that mazimizes Wf’t(n).
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(i) There exists a threshold vt such that if hy/hy < P, where

e khe(0AL/ B+ Ag) + 2ep /0
rt =1+ —1,
2v/ 20,y

then AL (n') > 0.

ii) There exists a threshold Al such that if A < A%, then rht < ph, Therefore, A (n) > 0 for
L L r

all n such that AL (n) > 0.

Under the traditional contract, the retailer uses the emerging-country warehouse if the ware-
house holding cost is sufficiently low. Note that this threshold of holding cost ratio (hy/h,) has
different expression from that in Proposition 3.2, which could lead to the warehousing decision under
this contract different from that under the contract including logistics costs as in §3.3, as illustrated
in Figure 3.9. We use (X, X!) to denote the warehousing strategy as the lead time reduction (Ar)
and the warehouse holding cost (h,,) vary, with D indicating developed country warehousing and E
emerging country warehousing. The first coordinate in the parenthesis represents the warehousing
strategy under the contract that includes logistics costs in negotiation and the second coordinate
with superscript t represents the warehousing strategy under the traditional contract that excludes
logistics operations costs in negotiation. Under the traditional contract, the retailer incurs logist-
ics cost /2¢cphrpt + hek(oV/Ts + o5\/i) + cpp if developed country warchousing setting is chosen
and \/2c,u((nt — 1)hy + hy) + hrk‘(%(am + ow/R) + (015 + 054/R)) if emerging country

warehousing setting is chosen, and obtains Opu from selling the products, regardless of her warehous-

ing decision. Under the contract including logistics costs, the retailer’s effective logistics cost is 6

proportion of the supply chain logistics cost, i.e. §(cpu+/2h,(cw + ¢s)p+hrk(ovVIs+0s\ /1)) if de-
veloped country warehousing setting and 9(\/2(0“’”*“5)(}““ (n*=D)Fho)u 4 bkt (0l +0ow\/B) +

*
n* n*

n—l*(a\/g +05y/1t))) if emerging country warehousing setting is chosen, and obtains #py from selling
the products, regardless of her warehousing decision. Therefore the optimal warehousing decision
under the traditional contract minimizes the retailer’s logistics cost while the optimal warehousing
decision under the contract including logistics costs minimizes the supply chain logistics cost.

In Zone I, when the holding cost at the emerging-country warehouse is low, the retailer takes

advantage of low inventory cost and safety stock reduction (AL (n) > 0). Moreover, as the retailer
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Figure 3.9: WAREHOUSING STRATEGIES UNDER CONTRACTS INCLUDING AND EX-
CLUDING LOGISTICS COSTS, ¢, = 10, ¢5 = 200,y = 4,k = 1.2, ¢, = 0

keeps high inventory level at the warehouse and orders in large quantities, the supplier benefits
from scale economy and thus the supply chain logistics cost becomes lower (A (n*) > 0). When
the warehouse holding cost is high and the lead time reduction due to the warehouse is also high,
with respect to the supply chain, the benefit from safety stock reduction more than offsets the
disadvantage of high inventory holding cost at the warehouse and high logistics cost of the supplier
due to small order quantities (A, (n*) > 0). In this case, as the supplier’s logistics cost is not
considered in the optimal warehousing decision under the traditional contract, the retailer also
achieves a lower logistics cost while using the warchouse (AL (nf) > 0).

In contrast, in Zone IV, the benefit from lead time reduction cannot offset the cost disadvantage
of holding inventory at the warehouse. Therefore developed country warehousing is preferred under
the traditional contract (AL (n') < 0). Further, smaller order quantities due to low stock level at
the warehouse lead to higher logistics cost for the supplier when the emerging-country warehouse
is used and thus even higher supply chain logistics cost. Therefore developed country warehousing
is preferred under the contract including logistics costs as well (A, (n*) <0).

In Zone II, the retailer uses the emerging-country warehouse under the contract including lo-

gistics costs but not under the traditional contract (A, (n*) > 0, AL (n') < 0). In this zone, the
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retailer achieves some benefit from safety stock reduction but it cannot offset the cost disadvantage
by holding inventory at the warehouse. Therefore under the traditional contract using the ware-
house is not profitable (AL (n') < 0). Under the contract including logistics costs, the retailer
stocks much at the warehouse and orders in large quantities from the supplier, which in turn leads
to low logistics cost for the supplier. Although the retailer’s logistics cost becomes higher when she
uses the warehouse, the overall supply chain logistics cost gets reduced and therefore the retailer
would use the emerging-country warehouse.

In Zone III (Ag (n*) < 0, AL (n') > 0), the lead time reduction by the emerging-country
warehouse (Ap) is high but the warehouse holding cost (h,,) is also high. In this case, the retailer’s
cost advantage from lead time reduction outweighs the cost disadvantage from warehouse holding
cost. Therefore under the traditional contract, using the emerging-country warehouse brings benefit
to the retailer (AL (n') > 0). However, under the contract including logistics costs, the retailer
keeps low stock level at the warehouse and orders in small quantities, which in turn leads to high
logistics cost for the supplier. Although using the warehouse brings benefit to the retailer, it leads
to cost disadvantage for the supply chain. Therefore developed country warehousing is preferred
under the contract including logistics costs. In both Zone II and Zone III, the strategic decision is

impacted by whether logistics costs are take into account in contract negotiation.
Proposition 3.5. If hy/h, < 7", then ¢%(n*) > ¢t (nt) and n* > n’.

Under the traditional contract, the optimal order batch size minimizes the logistics cost of
the retailer. However, under the contract including logistics costs, the optimal order batch size
minimizes the logistics cost of the supply chain, i.e. the sum of the retailer’s logistics cost and
the supplier’s logistics cost. Since the supplier’s logistics cost is decreasing in the batch size, the
optimal batch size under the contract including logistics costs is larger (¢¥(n*) > ¢®!(n?)). That is,
while using the emerging country warehouse, the retailer holds more cycle stock at the warehouse
and less cycle stock at the retail location under the contract including logistics costs. Therefore,
the retailer ships more frequently from the warehouse to the retail location and holds less safety

stock at the retail location (n* > nt).

Proposition 3.6. Let m = max{n? w¥(n*)} denote the retailer’s optimal profit under the contract

59



0.8

0.6

0.4

0.2

Figure 3.10: IMPACT OF BARGAINING POWER () AND WAREHOUSE HOLDING COST
(hw) ON RETAILER’S OPTIMAL PROFITS UNDER CONTRACTS INCLUDING AND EX-
CLUDING LOGISTICS OPERATIONS COST, ¢, = 10,¢5 = 50,hy = 4,k = 1.2,c4 = 0,1, =
1,1, =2

including logistics operations costs and 7w}t = max{ﬂ',p’t, Wf’t(nt)} denote the retailer’s optimal profit

under the traditional contract.

1. There exists a threshold 0% (hy) such that if 0 < 0'(hy), then ©ft < m;

2. There exists a threshold ht,(0) such that if h,, < ht,(0), then it < «.

In Figure 3.10 we compare the retailer’s optimal profits under the traditional contract and
the contract including logistics costs. The retailer’s optimal profit under the contract including
logistics costs is higher (lower) if her logistics cost is lower (higher). Note that the retailer’s logistics
cost under the contract including logistics costs is proportional to her bargaining power () while
that under the traditional contract is independent on her bargaining power. Hence there exists
a threshold 6!(h,,) such that the retailer’s profit is higher under the contract including logistics
costs when 6 is smaller than 6*(h,,). In this case, since the retailer only needs to take care a small
proportion of the supply chain logistics cost under the contract including logistics costs, her logistics
cost is lower than that under the traditional contract (7} > ).

Figure 3.10 shows that for any 6, there exists a threshold hf, (#) such that the retailer’s profit is
higher under the contract including logistics costs (7 > m*) when the warehouse holding cost is

lower than that threshold (h, < hl(6)). In region I, when the warehouse holding cost is high, the

60



supply chain logistics cost is high. As the bargaining power of the retailer is high, her (effective)
logistics cost is higher under the contract including logistics costs. Therefore ¥ < 7', When the
warehouse holding cost is low and the retailer uses the emerging-country warehouse, the inventory
level at the warehouse is higher under the contract including logistics costs (as explained after
Proposition 3.5). Therefore as the warehouse holding cost decreases, the inventory holding cost
at the warehouse decreases more under the contract including logistics costs than that under the
traditional contract. This indicates that the supply chain logistics cost under the contract including
logistics costs decreases more than the retailer’s logistics cost under the traditional contract. When
the warehouse holding cost is lower than the threshold hl,(6), her logistics cost under the contract
including logistics costs (6 proportion of supply chain logistics cost) would be lower than that under
the traditional contract (7} > m**). This threshold k! () goes to zero when 6 goes to one. If the
retailer’s bargaining power is low as in region II, her logistics cost is lower under the contract
including logistics costs (7} > 7) when the warehouse holding cost is high and developed country
warehousing is chosen under both contracts. When the warehouse holding cost is low, the emerging-
country warehouse is used. In this case, as discussed above, the supply chain logistics cost under
the contract including logistics costs decreases faster (with respect to warehouse holding cost) than
the retailer’s logistics cost under the traditional contract. In other words, for low 6, w} > 7! when
hy is high and as h,, decreases, m increases more than 7'. Therefore ) > 7! still holds when

hy is low.

3.7 Concluding Remarks

Due to long and uncertain lead time and high inventory level in long-distance supply chains,
transportation, inventory and warehousing costs increase dramatically when firms globalize their
supply chains. In order to achieve cost efficiency and demand responsiveness in global sourcing,
firms have started to locate warehouses in emerging countries near their offshore suppliers. Previous
academic literature ignores logistics operations costs in supply chain contracting. In this chapter,
we incorporate logistics operations costs in contracting between a retailer in a developed country
and a supplier in an emerging country. We explore the implications of logistics costs on the retailer’s

optimal warehouse decision and demonstrates that ignoring logistics operations costs in contracting
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could lead to suboptimal warehousing decisions.

We show that if a retailer could achieve short and stable lead time from the emerging-country
warehouse, she may use the emerging-country warehouse even when the warehouse holding cost does
not bring cost advantage. When the emerging-country warehouse brings low warehouse holding cost
and/or high lead time reduction, the retailer would agree on a higher wholesale price to the supplier
while using the emerging-country warehouse. Further we demonstrate that including logistics costs
in contract negotiation impacts the retailer’s warehousing strategy. Finally, we show that when the
emerging-country warehouse provides low holding cost, the retailer could achieve a higher profit by

including logistics costs in contracting.
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CHAPTER 4: ROLE OF THE NEARSHORE SUPPLIER UNDER SUPPLY
CHAIN DISRUPTION UNCERTAINTY

4.1 Introduction

Firms start to move production from offshore countries to nearshore countries due to cost in-
crease in offshore countries and increasingly complex disruption in global supply chains (Culp 2013).
For instance, Japanese automakers such as Honda, Mazda and Nissan have shifted production from
Asian countries to Mexico to serve the market in North America. By doing this, they gain fatter
cost margins and improve product availability (Greimel 2014).

However, moving production facilities closer to markets does not always lead to a higher profit.
Otis Elevator lost $60m in 2013 due to moving production back to the United States in South
Carolina (Mann 2014). Successful examples (e.g. Forever 21 and Mattel) suggest a good strategy
of using both offshore and nearshore suppliers to achieve cost efficiency and product availability
under the disruption risk of offshore supply chain (Iyer 2010, Render 2012). Jain et al. (2013)
also provide empirical evidence that diversification of global suppliers leads to lower inventory
investment.

Firms need to consider multiple factors comprehensively to make the optimal decisions in global
sourcing. Offshore orders bring cost advantage due to low labor and material cost of the offshore
supplier. However, offshore outsourcing is regarded as one of the top causes of supply chain disrup-
tion (Zurich Insurance Group 2013), as it brings external threats (e.g. natural disasters), system
vulnerabilities (e.g. oil dependence), quality issues and lack of flexibility (Accenture 2013, Ander-
son 2013). Furthermore, firms need increasing flexibility and responsiveness to prepare for demand
fluctuations (Lacity and Rottman 2012). Hence it is difficult for firms to figure out the optimal
global sourcing strategy under the risk of supply chain disruption.

A nearshore supplier is often regarded as a contingency supplier when firms adopt a diversified

supplier base in response to supply chain disruption. A firm only orders from the nearshore supplier
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after disruption occurs (Tomlin 2006). Allowing for the dual-sourcing option, we analyze the role
of the nearshore supplier: whether it is a purely contingency supplier or also serves as inventory
safeguard.

In this chapter, we study a dual-sourcing problem for a single product under the risk of supply
chain disruption as a finite-horizon stochastic dynamic program. A firm can order from an offshore
supplier and a nearshore supplier each period based on her demand forecast and disruption inform-
ation to minimize the expected total cost. The nearshore supplier is expensive but reliable and the
offshore order is cheap but may meet supply chain disruption. The disruption state determines the
probability of disruption and evolves in a Discrete Time Markov Chain (DTMC) every period. The
lead time of an offshore order is two and that of a nearshore order is one. The demand forecast
evolves following a Martingale Model of Forecast Evolution (MMFE) every period.

We show that the optimal outsourcing strategy is a state-dependent two-threshold base-stock
policy. Every period the firm should place a nearshore order up to the optimal nearshore threshold,
and place an offshore order additionally up to the optimal offshore threshold, whenever the inventory
level allows. If the nearshore threshold is higher than the offshore threshold, she only orders from
the nearshore supplier up to the offshore threshold level. We provide conditions on cost parameters
and disruption risk under which the firm should use a sole- or dual-sourcing strategy and investigate
the impact of cost, disruption and demand forecast on the two thresholds.

In our numerical study, we investigate the impact of various factors on the firm’s strategy in
response to supply chain disruption. Firms often apply contingency or mitigation tactics to prepare
for supply chain disruption and demand fluctuations. Contingency tactics mean that firms take
actions after disruption occurs, such as ordering from a backup supplier; mitigation tactics mean
that firms take actions in advance of disruption, such as building up enough inventory safeguard
(Tomlin 2006). We define two measures to represent the firm’s dependence on the nearshore supplier
and the role of nearshore orders: a contingency plan or a mitigation plan. An asymptotically optimal
heuristics algorithm is developed based on Infinitesimal Purtubation Analysis (IPA) and sample
path algorithm to search for the optimal order decisions. Our results indicate that rather than
purely serving as a contingency plan, nearshore orders also build up inventory safeguard under

specific conditions. We find that compared with long and infrequent disruption, under short and
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frequent disruption, a larger portion of nearshore orders are contingency orders. Furthermore,
although firms shift to nearshore production due to cost increase of offshore orders, they should
only do that when the disruption risk is sufficiently high.

The remainder of this paper is organized as follows. §4.2 surveys the related literature. We
analyze the basic model in §4.3. A model with general lead time is presented in §4.4. In §4.5,
we develop an efficient heuristics and investigate the effect of various parameters on the optimal

strategy and the role of the suppliers in a numerical study.

4.2 Related Literature

Our work is in the area of supply chain disruption and adds to the aspect of dual sourcing.
Previous literature has covered various issues under supply chain disruption, such as sourcing
decisions in competitive setting (Wu and Zhang 2014, Yang et al. 2012) and non-competitive setting
(Song and Zipkin 2009, Silbermayr and Minner 2014) and pricing decisions (Gong et al. 2014, Feng
2010). Supply chain disruption has been modeled in the form of supplier availability (Parlar et al.
1995), supply uncertainty (Anupindi and Akella 1993), stochastic lead times (Song and Zipkin
2009), supplier with possible system breakdown (Tomlin 2006, Chen et al. 2012), etc. We consider
two characteristics of supply chain disruption. First, we allow for time non-homogeneity of the
disruption risk. The majority of previous papers only focus on deterministic disruption risks except
a few modeling the evolution of disruption length (Tomlin 2006, Saghafian and Van Oyen 2016)
or the evolution of up and down state (Gong et al. 2014). We model the evolution of disruption
state as a Discrete Time Markov Process (DTMC). Second, we consider disruption uncertainty
when making decisions and different disruption states represent different probabilities of disruption
occurrence. Previous studies often assume observed disruption (up or down) before ordering, that
is, the probability of disruption is either zero or one (Tomlin 2006, Gong et al. 2014). Therefore
our model can be regarded as a generalization of those in previous papers.

Dual-souring in both finite and infinite horizon settings have been extensively studied in opera-
tions management (Minner 2003, Veeraraghavan and Scheller-Wolf 2008). Previous multi-sourcing
problems with forecast updates focus on various issues such as optimal policies with or without

fixed cost (Sethi et al. 2003, Sethi et al. 2001) and under stochastic lead times (Song and Zipkin
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2009), heuristics policies (Allon and Van Mieghem 2010), capacity planning (Li and Debo 2009,
Peng et al. 2012), etc. Similar to many papers (Peng et al. 2012, Sethi et al. 2001, Sethi et al. 2003,
Feng et al. 2005), we adopt the Martingale Model of Forecast Evolution (MMFE) to model demand
forecast update. The power of MMFE is first illustrated in Heath and Jackson (1994). It reflects
the forecast from a lot of forecasting methods and captures the demand evolution from aggregated

information.

4.3 Model

We study a dual-sourcing problem for a single product under the risk of supply chain disruption
in a finite horizon. Every period the firm orders from a nearshore supplier and an offshore supplier
to minimize the expected total cost over the planning horizon. The market demand is continuous,
stochastic and stationary with mean p and unsatisfied demand is backlogged. Let N denote the
number of periods in the planning horizon.

Nearshore orders are reliable and take one period to arrive. Offshore orders face possible
complete disruption and take two periods to arrive. Let F; and S; denote the fast and slow
order quantities in period ¢, ¢t = 1,..., N. When placing orders, the firm incurs cost of c{ (Fy) for
the nearshore order and prepayment of ¢;(S;) for the offshore order. If the offshore order would
arrive, the firm incurs additional cost of ¢;(S;). The firm incurs a prepayment on placing offshore
orders because overseas subcontractors usually ask for some proportion of total payment at order
submission in order to mitigate their financial risk (Wang 2013). We assume that c}c(.), ¢(.) and
¢(.) are convex. Let h; denote the unit inventory holding cost and m; the unit backlog penalty
cost. With z the on-hand inventory level at the beginning of period ¢ and D the demand in period
t, the expected inventory cost at the end of period t is Hy(x — D) = Ep[hi(z — D)* +m(z — D)~ ].

We use MMFE to model the demand forecast evolution. Let D; denote the stochastic demand
in period t. We use Dy = {Ds4,...,D¢n} to represent the demand forecast obtained at the
beginning of period t and €; = {€4,..., € n} to represent the demand forecast update at the end
of period ¢t with mean zero and covariance matrix ;. Hence the realized demand at the end of
period t is d¢ = D1+ = Dy + €4 and the demand forecast at the beginning of period ¢ + 1 is

Dy 1 ={D¢y1+€tp41,- .., Dy +e,n}. We assume that € is independent of Dy and €, €5, s # t
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Ordert Fy_1, q¢_2St_o artrives

Demand D,_ is realized, €;_1 observed
X¢ observed, qy_q realized
Disruption state [y updated

F;, S¢ submitted

Order Fy, qp_1S¢_1 artives

Demand Dy is realized, €; observed
X¢4+1 Observed, g, realized
Disruption state ¢4 updated
Fi11, S¢4+1 submitted

g N %
Y~ I

period t period t+1

Figure 4.1: EVENT SEQUENCE

are independent.

Let 7; denote the disruption state of period t. With probability P;, the offshore order placed
at period t, Sy would meet complete disruption and cannot arrive. The assumption of complete
disruption is not as restrictive as it seems to be. For example, common external factors (e.g.
natural disaster, strike events, customs inspection) and internal factors (e.g. lacking communication
with suppliers, inappropriate product design, outdated technology) all lead to complete disruption.
Without loss of generality, we label the disruption states such that Vi > j, P; < P, i.e. the larger
the state number is, the lower the disruption risk is. The disruption state evolves in a Discrete Time
Markov Chain (DTMC) with transition matrix denoted by {P;;}, i.e. Prob{i;;1 = jliz =i} = Pj;.
We assume that i; is observed at the beginning of period ¢t. Let ¢ € {0,1} denote the disruption
indicator of S}, where ¢; = 0 indicates complete disruption and ¢; = 1 indicates no disruption. We
assume that the firm observes ¢; at the beginning of period t + 1 as often the time information
about the order state would be available some time after the order is placed. At the beginning of
period t + 1, the firm knows that ¢;S; € {0, S;} would arrive at the end of period ¢ + 1.

Let x; denote the on-hand inventory at the beginning of period ¢. Figure 4.1 illustrates the
event sequence. Note that we do not differentiate between the end of period ¢ and the beginning

of period t + 1.

1. At the beginning of period t, the firm observes the on-hand inventory x; and the disruption indicator

of the last offshore order ¢;_;. The disruption state i; is observed;

2. The firm orders F; from the nearshore supplier at cost c{ (F}) and S; from the offshore supplier with
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prepayment ¢ (S;);

3. At the end of period ¢, F} arrives. If ¢;_1 = 1, the firm receives S;_; and incurs cost ¢;(S;); otherwise

she does not receive S;_1 nor incurs cost;

4. The firm observes demand updates €, = {e;¢,...,€;, v} at the end of period ¢. The demand in
period t is realized through D;y;; = Dy + €y and demand forecast is updated through D; ; =

{Dit41+ €41, -, Di.n + €, . The firm incurs holding or backlogging cost.

Let sy = (x¢, St—1, qt—1, 1, D¢) denote the system state in period ¢ and V;(s;) denote the optimal
cost-to-go function in period t at state s;, t = 1,..., N. We model the problem in a finite-horizon
dynamic programming framework and the Bellman’s equations are,

Vi(xe, St—1,qe—1,1, Dt) = q—1¢4—1(Si—1) + _inf {C{(Ft) + ¢ (Se) + He(ze + Fy + q—15¢—1

t,5t>

- Dt-‘rl,t) + ]Eet,Pit,itJrl (Ht W+1(Xt+17 St) 07 it+17 Dt+1) + (1 - ‘Pit)%-‘rl(—Xt-f—l? St7 17 it-‘rl? (4 1)

Dt+1))}, t=1,...,N,

Vi(xe, Si—1, @—1, %, Dt) = q—1¢-1(S¢—1), t=N+1.

Proposition 4.1. Let wy = zy + q—15¢-1,t = 2,..., N, w1 = x1. Vi(x¢, St—1,qt—1, 4, Dy) can be

transformed to a convex function of wy, denoted by Uy(wy, i, Dy). Specifically, fort =1,...,N,

Us(wy, i, Dy) = Vi@, Si—1, @—1, %, Dt) — q—1¢0-1(Si-1), (4.2)

Us(wy, i, Dy) = z>i1§1>fw {Ht(y — Dig1) + (1= By)er(z — y) + ¢ (y — we) + (2 — y)+
YWt

+Ee, Y Pirjicss |:Pit Ut1(y = Degrgsier, Deyr) + (1= By )Uss1(2 = Diga gy ieg, Dt+1)] }, (4.3)

g1
Ui(wy, i, D) =0, t=N+1.
wy is the inventory position the firms observes at the beginning of period ¢ before ordering.
Rather than keeping track of x;, ¢;:—1 and S;_; separately, it is sufficient to keep track of the
inventory position w;. We redefine the system state as §; = (wy, i, D). y = ¢ + q—15t-1 + Fy

in Equation (4.3) is the inventory position after placing the order from the nearshore supplier and
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z =z + q—15-1 + Fi + S; in Equation (4.3) is the inventory position after placing orders from
both suppliers. Searching for the optimal F; and Sy in Equation (4.1) is equivalent to searching for
the optimal y and z in Equation (4.3). We call y the nearshore base-stock level and z the offshore

base-stock level.

Theorem 4.1. Assume the slow order cost functions are linear, i.e., ¢j(x) = ¢} * x,ct(x) = ¢p * @.

Given 8§ = (wy, i, Dy), two base-stock levels y;,z; characterize the optimal ordering policy as
follows:
i.oyr < 2f
(v — we, 2 — ) wy < yf
(Ft*ﬂs’;fk) = (O,z;*—wt) y{f < wy <Z£k
(0,0) o.w.
. yi = zf
(25 —w, 0) wy < 2f
(Fr, S =9 t
(0,0) o.w.

Consistent with the dual-sourcing literature (Sethi et al. 2001), the optimal policy in our model
is a state-dependent two-threshold base-stock policy. The firm should order up to min(y;, z;) from
the nearshore supplier. If yf < 2/, she should order additionally up to z; from the offshore supplier.
The assumption that ¢;_1 is known at the beginning of period ¢ is critical to the optimality of the
two-threshold base-stock policy. It guarantees that the inventory position w; is observed at the
beginning of every period. We can show the optimality of the state-dependent two-threshold base-
stock policy still holds when we adopt Markovian modulated demand rather than MMFE or assume
partial disruption rather than complete disruption.

Our model considers uncertain disruption where the supply chain disruption cannot be observed
at ordering from the offshore supplier. If the firm knows whether S; would meet disruption or not
before ordering, as assumed in previous studies (Tomlin 2006), she would place nearshore orders only
after disruption occurs and offshore orders otherwise. Thus the firm only orders from one supplier
each period. Nearshore orders always serve as a contingency plan in response to disruption. In

contrast, if the firm does not know whether S; would meet disruption or not as in our model, she
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may order from both suppliers in one period. Nearshore orders may serve as a mitigation plan as
well as a contingency plan under some circumstances. We illustrate this result further in §4.5.
Although the structure of the optimal policy appears similar to the dual-sourcing problems in
literature (Sethi et al. 2001), the difference occurs in evolution of base-stock levels. With stationary
demand and costs but no disruption, y; = y* + Dyy — p and 2f = 2 (D¢, De441). The firm only
makes additive modifications on the two thresholds based on the demand forecast update €; every
period. In contrast, under the risk of supply chain disruption, the firm needs to update the optimal
thresholds based on the disruption state evolution and may switch between sole- and dual-sourcing

from period to period.

Proposition 4.2. Assume cf(z) = cf,1(z) = *z,k € {f,s},ct(z) = ci1(z) = cw. Given § =

(wt7 itv Dt);

.oy >z ifcf—l_cpit —c<0andy; <z z'fcf—l_cpit —c>0;

CS

i, zf —yi increases with ¢/ — —p,

CS
1-P;,

The effective purchase cost difference (¢f — — ¢) captures the expected cost difference
between nearshore and offshore orders. It determines which supplier(s) the firm should order from
in period ¢. In period t, if yf < 2z, the firm may order from both suppliers; if y; > 2z, she only
orders from the nearshore supplier. The higher the expected cost difference is, the more the firm
tends to order from the offshore supplier. The firm orders only from the nearshore supplier when
the offshore order shows no effective cost advantage and only from the offshore supplier when the

offshore order shows sufficiently high effective cost advantage. If the effective cost advantage is

moderate, the firm would order from both suppliers.

4.3.1 Impact of Disruption and Demand Forecast

In this section we investigate the impact of supply chain disruption and demand forecast on
optimal thresholds. Throughout this section, we consider linear and stationary purchase cost as
in Proposition 4.2. We assume that the DTMC describing the disruption states is stochastically

monotone.
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Definition 4.1 (Definition of Stochastically Monotone (Daley 1968)). A real-valued Markov chain
with stationary one-step transition function P(.,.) is stochastically monotone when for every set

By = (—o0,y] N X and every pair x1,z2 € X with 21 < 9, P(z1, By) > P(z2, By).

The assumption of stochastically monotone DTMC indicates that, for states i, j such that ¢ < j,
it is more likely for the less reliable state i, compared to the more reliable state j, to transit to less

reliable states.

Definition 4.2. For two offshore suppliers with same set of disruption state I, the transition matrix

P is larger than P’ in stochastic order (P >g P') if 37, Pij > >, P'ij, Vi k € L

When comparing two offshore suppliers, the supplier with a larger transition matrix in stochastic
order indicates higher reliability of the supply system: the transition probability from any state to
a more reliable state is higher than the other system. This definition describes another dimension
of supply chain disruption other than the risk of a disruption state: supply chain reliability. Supply
chain reliability refers to the possibility that the supply chain would stay in a relatively reliable

state while the disruption risk indicates the possibility that the disruption occurs.

Proposition 4.3. For two systems with the same cost parameters and €; independent and identic-
ally distributed indezxed by [1], 2], given 8§ = (wy, iy, Dy), consider the following conditions:

(@) P> PP ) i < i (o) P <, PR
] *7[1] *7[2] .
i. If any of (a) ~ (¢) holds, y;™ > 47,
it. If zf > yf holds in both systems and any of (a) ~ (c) holds, z:’[l] < Z:,[z] R

iii. If zf < y; holds in both systems and any of (b), (c) holds, z:’[l] > z:’m. (a) is irrelevant to

1] 2]

. * *
comparison of zt’[ and z,".

. If zf <wyj in system [1], 2z > y; in system [2] and any of (a) ~ (c) holds, 2:7[1] > z:’p].

(7) and (i7) discuss the case where the firm would order from both suppliers in the two systems
in period t. Condition (a) and (b) compare the disruption risk of the current state in the two

systems. Under more severe disruption risk in a less reliable state, the firm orders more from the
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nearshore supplier and less from the offshore supplier. The total order quantity becomes lower,
because the firm tends to over-order from the offshore supplier due to potential disruption but not
from the nearshore supplier. Condition (¢) compares the supply chain reliability of the two systems.
Although the disruption risk of each disruption state remains the same in the two systems, system
[2] is more reliable than system [1]. In a more reliable system, the firm should order more from the
offshore supplier and less from the nearshore supplier, as it is more possible to transit to a more
reliable state in a more reliable system. More severe disruption risk, less state reliability and less
supply chain reliability strengthen the attractiveness of the nearshore supplier.

(7) and (i7i) discuss the case where the firm only orders from the nearshore supplier in period
t in both systems. In a more reliable system or state, although the nearshore supplier is always
reliable, the nearshore order quantity tends to decrease. In system [1], where the firm tends to
transit to a less reliable state, she needs more inventory safeguard to mitigate potential disruption
risk. If the current disruption state or supply system becomes sufficiently reliable, the firm even

starts to order from the offshore supplier.

Definition 4.3. Consider two random variables X and Y such that E[p(X)] < E[p(Y)] for all
convex functions ¢, provided expectation exists. Then X is said to be smaller than Y in the convex

order denoted as X <. Y.

Proposition 4.4. Assume that Uy(wy, iy, Dy) is continuously twice differentiable and ¥y is a diag-
onal matrix, t =1,...,N. Consider two systems with the same cost parameters and demand mean,
indexed by (1], [2]. If ) <o er, thenysld < i 2 < 2P and U, (w, i, DoM< Ug(w,i, D)2,

Vi, s=t,...,N.

Larger forecast in convex order means lower forecast accuracy. The firm would order more from
the nearshore supplier and in total under lower forecast accuracy. Although it appears that the
firm relies more on the reliable supplier under such conditions, this is not always true as whether

the slow order quantity would increase or decrease is not obvious. We illustrate this effect in §4.5.
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4.3.2 Bounds of Optimal Thresholds

As no closed-form solutions exist for the optimal base-stock levels, we provide upper and lower
bounds of the two thresholds with stationary cost parameters: the myopic thresholds and infinite-
horizon thresholds. The myopic thresholds y°, z° ignore the effect of future periods and minim-
izes the single-period expected cost. The infinite-horizon thresholds y*, z* optimize an associated

infinite-horizon problem, minimizing the long-run average expected cost.

Proposition 4.5. Let (y* (i, Dy), 2*(i¢, Dy)) and (y°(iy, Dy), 2°(ir, Dy)) denote the optimal infinite-

horizon threshold levels and the myopic threshold levels with stationary linear cost functions such

that cf(z) = cfz,k € {f, 2}, ct(x) = cx, f —155-—c > 0,t = 1,...,N. Then for (y; (ir, Dy), z; (ir, Dy)),
it
1. y* (i, Dt) > yj (i, Dy) > y°(ir, Dy);
2. Z*(it,Dt) > sz(it,Dt) > Zo(it,Dt).

The optimal thresholds are higher than the myopic thresholds because the latter ignores future
demand. Similarly the optimal thresholds are lower than the infinite-horizon thresholds. The
optimal thresholds tend to increase with the length of planning horizon and converges to the

infinite-horizon thresholds.

4.4 Extended Model

In this section, we discuss the optimal policy with general fixed lead times. Let [; denote the
lead time of the nearshore supplier and [ the lead time of the offshore supplier. The firm observes

the nearshore and offshore orders in-transit before ordering every period.

Theorem 4.2. If the lead times of the two suppliers differ by one period, i.e., ly = l,ls =1+1, and
q: 18 realized at the beginning of period t + 1, the optimal policy is a state-dependent two-threshold

base-stock policy with the structure stated in Theorem 4.1.

Our result is consistent with the literature (Minner 2003) that, for a dual-sourcing problem
without disruption and demand forecast, a two-threshold base-stock policy is no longer optimal

if the lead time difference is larger than one. The critical assumption of ¢;_1 ensures that the
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False ( Initialization: y, = z, = A, k =
L t,..., N;mincost = «
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expected total cost (newcost) and estimate gradient, 1, V; with
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Figure 4.2: ILLUSTRATION OF THE HEURISTICS ALGORITHM

k=t .., Ni€l

’ ’
Vi < Ve —axVy,z <z —axVy,
mincost < newcost

firm is able to keep track of her inventory position before placing orders. The optimality of the
two-threshold base-stock policy breaks down if this assumption does not hold. We use a simple

counter example to illustrate this.

A Counter Example Suppose we have a 3-period problem with [y = 2,5 = 3, and ¢ is realized
at the beginning of period 3. Following the notation defined in §4.3, the inventory positions
in periods 1, 2, 3 are x1,z2 + F1 + 151,23 + Fo + ¢1.51. However, the firm doesn’t observe
q1 at the beginning of period 2. In period 2, the firm cannot observe the order-up-to levels
after placing orders, as yo = o + F1 + q1.51 + Fb, 20 = y2 + S2. Hence in period 2, we cannot

characterize the optimal ordering policy by base-stock levels.

4.5 Computational Study

4.5.1 A Heuristic Algorithm

We develop an asymptotically optimal heuristics algorithm to search for the base-stock levels
and calculate expected order quantities and cost. We use Infinitesimal Perturbation Analysis (IPA)
(Glasserman 1991) in gradient search to search for the optimal base-stock levels and a sample-path
algorithm to calculate expected order quantities and cost. Although IPA has been widely applied for
base-stock levels (Glasserman and Tayur 1995), few studies apply IPA in two-threshold base-stock

policies. We illustrate the procedure of the heuristics algorithm in Figure 4.2.

e Step 0: Set t = 1 and ¢ to be the disruption state with the smallest value. Let min-cost denote the
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current minimum cost and new-cost denote the newly calculated expected cost. Choose the step size,

« and the tolearance  in gradient search.

e Step 1: For disruption state i, assuming Z§;11 €+ = 0, use the following steps to search for the

base-stock levels for period ¢, ¥}, z;.

— Step 1.1 Initialization: set yp = p, 2, = p, k =t,t+1,..., N, min-cost=00;
— Step 1.2 For disruption state i, use IPA to estimate the gradient of total expected cost with
respect to yg, zx, kK =t,t+1,..., N, denoted by Vy, Ve, k=t t+1,...,N;

— Step 1.3 Use sample path algorithm to calculate expected cost (new-cost) with newly updated
Yk, 2k, k = t,t +1,..., N. When placing orders, adjust optimal base-stock levels dependent
on Zf:_jl €k k =1t,t+1,...,N generated by sample paths: y}, < yi + Zf;ll €j ks 2 < 2k T
S ek =tt+1,.. . N;

— Step 1.4 If [new-cost—min-cost| < 8, set yp < yr —a*xVyg, 2k + 2 —axVzg, k=t t+1,...,N,
min-cost<—new-cost and go back to the second Step 1.2; otherwise, y; < ys, 25 ¢ 2, and go to

Step 2.

e Step 2 Adjust threshold levels based on Zf;ll €,k =tt+1,...,N as stated in Step 1.3. The
threshold levels for disruption state ¢ in period ¢, y; (4), z; (i) are y; and z;. If all disruption states in
period ¢ has been traversed, go to Step 3; otherwise set ¢ to the next disruption state (next smallest

value) and go to Step 1.

o Step 3t t+ 1. If t =N + 1, stop; otherwise, go to Step 1.

We search for optimal threshold levels (yf (i), z{(i)) regardless of the threshold difference for
different disruption states in future periods. Let I denote the set of disruption states. It would be
more accurate to search for optimal y; (i), 2{(i),7 € I based on y(7), 2x(i),i € [,k=t+1,...,N.
However the number of threshold levels in future periods, Z;ﬂv:t 11 2 ier(Wr(i)+21(7)), would increase
exponentially as N increases, leading to significant loss of computation efficiency.

Ever period the firm incurs purchase cost c,{ Fy+c$Si+ci—1qi-15;—1 and inventory cost h(xp1) T+
m(x¢41)”. To calculate Vyi and Vzi, kK = t,...,N in Step 1.2, we need %, % and %,

Vs € {yty... YN, 2t, ..., 2N} in each period. Applying IPA, the partial derivatives can be derived
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based on the following iterative equations,

0 0. 0S¢—
% — (% —Ps T U175 )I{yt>$t+% 1Si1b Yt < & (4.4)
s P P 85, '
(% - ﬂ -1 85 )I{Zt>xt+!h 1S At <Yt
0 0 6 a 0

@ _ (% — B T -17g5 )I{yt<ﬂct+m 15i-1<z} T (% - yt)I{yt>$t+Qt 1Sl Yt < Z

Os 0, 2t < Y
(4.5)
a$t+1 . 8$t + 8Ft 8575_1’ (4.6)

s Bs | Bs g
where s € {yt,...,yn, 2t,...,2nv}. Equation (4.4) and Equation (4.5) follow the two-threshold

base-stock policy with thresholds y;, z;. Equation (4.6) follows on-hand inventory level evolution.

With Equation (4.4)~Equation (4.6), we can use E% (E%é;f, Eaxt) to estimate 2Lt (2ESt  OEz)

0s ds ' Os
in calculating the expected total cost. Since E% (E%, E%) converges to agf’f (agf’f, agft) with

probability 1, the heuristics algorithm is asymptotically optimal.

Proposition 4.6. If {¢ s}, s = t,...,N are independent and each D; has a density on (0,00),
Vt=1,...,N, then the followings hold:

i. Fort=1,...,N, each of Fy, St,x+1 is differentiable at (y1,...,yn,21,---,2N—1) with respect
to each y;, ze,t = 1,..., N — 1, with probability one. Moreover, the derivatives satisfy Equa-
tion (4.4)~FEquation (4.6) (Assuming Sy =0);

i. If in addition E[Dy] < oo for all t, then BEFt, agft, 8]Eg;+1 exist and equal EaFt East Eax“'l

correspondingly, s € {y1, ..., YN, Z1s---, ZN—-1}-

4.5.2 Numerical Study

In the numerical study, we explore the firm’s reliance on different suppliers and investigate which
type(s) of strategies that the firm should apply in response to potential disruption: contingency
and mitigation strategies. We study a 20-period problem and generate M = 2,000 sample paths
in each instance to calculate total nearshore and offshore order quantities. Let P = [P, P,]

denote the disruption probability vector, where r represents the reliable state and u represents
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the unreliable state. We consider stationary cost parameters. The basic parameter setting is
¢/ € {4.5,6,9,9.9},¢° = 1,¢c = 2,b = 10,h € {0.5,1,2,3} where b is the stationary unit backlog
cost and h is the stationary unit holding cost. The transition matrix of the disruption DTMC is
P =10.7,0.3;0.3,0.7].

We use P = % to represent the disruption level and P=P,—P to represent the disruption
stability. Disruption level emphasizes the severity of the average disruption risk. We enumerate
P in S1 = {[0.1,0.2],[0.2,0.3],...,[0.7,0.8],]0.8,0.9]} to discover the impact of disruption level
on the firm’s strategy. In S1, the disruption becomes more and more severe as P increases from
P =10.1,0.2] to P = [0.8,0.9] but P remains the same. Disruption stability explains how close the
two disruption states are. We enumerate P in S2 = {[0.5,0.5],[0.4,0.6],...,[0.1,0.9]} to discover
the impact of disruption stability on the firm’s strategy. In S2, the disruption becomes more and
more decentralized as P changes from P = [0.5,0.5] to P = [0.1,0.9] but the average disruption
risk (P) remains the same.

We define DOM to measure the percentage of nearshore orders among all orders, where

Total Fast Order Quantity

DOM = .
Total Fast Order Quantity + Total Slow Order Quantity

(4.7)
DOM explains the firm’s dependence on the nearshore supplier. We define MIT to measure the

perentage of mitigation orders among nearshore orders, where

B Total Mitigation Order Quantity
~ Total Mitigation Order Quantity + Total Contingency Order Quantity

MIT (4.8)

MIT explains the firm’s reliance on mitigation orders among nearshore orders. It indicates whether
the firm relies on the nearshore supplier to build inventory safeguard besides the offshore supplier.
In each period, the contingency order occurs when the last offshore order cannot arrive due to
disruption. Thus we use the minimum of nearshore order quantity and the last offshore order

quantity under such circumstances as a proxy of contingency nearshore order quantity and the
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Figure 4.3: EFFECT OF DISRUPTION RISK ON DOM AND MIT, cv = 0.05,h = 2

difference of the two quantities as a proxy of mitigation nearshore order quatity, i.e.,

M N
1
Total Mitigation Order Quantity = Z i Z (F™ « g =1y + (" — ST I{qﬁlzo}),
m=1 t=2
Mo N
Total Contingency Order Quantity = Z i Z (min{FZ”, St} I{qﬁﬁo})’
m=1 t=2

where NN is the length of planning horizon, M is the number of sample paths and superscript m

indicates the m-th sample path.

4.5.2.1 Effect of Supply Chain Disruption

The left panel of Figure 4.3 shows that DOM increases with the disruption level, as indicated
by Proposition 4.3. MIT decreases with the disruption level (P) when it is low and increases with
it when it is high. When the disruption of the offshore supply chain is not severe, the firm mainly
orders from the offshore supplier. Most of the nearshore orders are placed when the last offshore
order meet disruption. As the disruption becomes more severe, the firm places contingency orders
more frequently. Hence the nearshore supplier serves more of a backup supplier. However, when
the disruption is severe, the firm mainly depends on the nearshore supplier to satisfy the demand.
Therefore, the nearshore supplier mainly serves as a normal supplier rather than a backup supplier.

Furthermore, the threshold of the disruption level above which MIT starts to increase with the

disruption level tends to increase with the nearshore order cost. This is because the firm benefits
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Figure 4.4: EFFECT OF FORECAST ACCURACY ON DOM AND MIT UNDER VARIOUS
DISRUPTION RISK, ¢/ =9.9,h=0.5

more from the offshore supplier when its cost advantage becomes higher.

The right panel of Figure 4.3 shows that both MIT and DOM increase with the disruption
risk uncertainty (]5) when the nearshore order is expensive and decrease with P otherwise. When
the disruption is highly decentralized (e.g. P = [0.1,0.9]), in the reliable state the firm almost
only places contingency orders from the nearshore supplier. Hence both MIT and DOM are
not influenced much by the cost difference between nearshore and offshore orders. On the other
hand, when the disruption becomes centralized (e.g. P = [0.5,0.5]), with great cost advantage of
the offshore supplier the firm rarely orders from the offshore supplier and all nearshore orders are
mitigation orders. As the cost advantage of offshore orders increases, the firm orders more from
the offshore supplier and places more contingency orders from the nearshore supplier. Therefore,
compared with centralized disruption, under decentralized disruption the optimal decision is more

sensitive to cost advantage of offshore orders.

4.5.2.2 Effect of Forecast Accuracy

We use cv = %ﬁ’t) to measure the forecast accuracy and investigate the effect of cv by

enumerating cv € {0.01,...,0.20}, as firms require the forecast error below 10% to 15%. When

cv increases, the forecast accuracy decreases. For normally distributed forecast error, we set the
. _ Var(essyr)

forecast accuracy k periods ahead as cv, = Wﬂ =cvx(k+1).

As Figure 4.4 exhibits, DOM decreases with cv under low P values while increases with cv

under high P values. When forecast becomes less accurate, the firm needs to prepare more inventory
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safeguard in advance. This additional inventory is contributed by the offshore supplier under
unsevere disruption and by the nearshore supplier under severe disruption. Hence when cv increases,
the firm relies less on the nearshore supplier under unsevere disruption and more on the nearshore
supplier under severe disruption. For the same reason, MIT also decreases in cv under unsevere
disruption and increases in cv under severe disruption. In addition, our numerical results show
that the effect of the forecast accuracy on the optimal ordering decision is significantly influenced

by the disruption level rather than the disruption uncertainty.

4.5.2.3 Effect of Product Life Cycle

We explore the impact of product life cycle in a 20-period planning horizon. For life cycle LC,
demand occurs in periods (20 — LC)/2 4+ 1 to (20 + LC')/2 with mean 600/LC, as illustrated in
Figure 4.5. For instance, with LC = 2 the mean demand in period 10, 11 is 300 and that in other
periods is 0. Products with long life cycles could indicate daily consumed products, while those
with short life cycles could indicate seasonal products.

DOM increases with product lifecycle only under high offshore order advantage (both high
offshore order cost advantage and unsevere disruption), as illustrated in Figure 4.6 (see left panel,
P =[0.2,0.3]). It decreases with product lifecycle when the advantage of the offshore order is not
sufficiently high (severe disruption or low offshore order cost advantage). Under such conditions,

with a longer lifecycle, the firm can accumulate more cheap order deliveries. Thus she needs
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less orders from the nearshore supplier. When the advantage of offshore orders is high, however,
nearshore orders are almost only needed during disruption. With a longer lifecycle, the contingency
order quantity increases as more periods are exposed to disruption. In addition, the firm orders
less from the offshore supplier in advance due to low disruption risk. Therefore DOM increases
with product lifecycle.

In addition, our results show that, under more cetralized disruption risk, DOM and MIT
are more sensitive to the change of product lifecycle. This is because, the firm mainly relies on
the nearshore supplier under severe disruption risk and on the offshore supplier under unsevere
disruption risk, but not on both suppliers in either case. Hence under more centralized disruption
risk, the allocation of nearshore and offshore orders (the allocation of mitigation and contingency

orders among nearshore orders) is more sensitive to the product lifecycle.

4.5.2.4 Effect of Disruption Type

We investigate how firms should prepare for and respond to supply chain disruption facing dif-
ferent types of disruption: long and infrequent disruption and short and frequent disruption. For
instance, disruption such as natural disaster belongs to long and infrequent disruption while disrup-
tion such as shipping delay and customs detention belong to short and frequent disruption. We con-
sider the disruption states where P € S3 = {[0, 1],[0.001,0.999], [0.01, 0.99], [0.05, 0.95], [0.1,0.9] }.
In the unreliable (reliable) state, it is almost sure that the disruption would (would not) occur. We

use the transition matrix of disruption states in the form of P = [p,1 — p; 1 — p, p] with extreme p
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values. The disruption uncertainty (whether the disruption would occur or not) is low with such
p values. A transition matrix with p close to 0, p € S4 = {0.1,0.05,0.01,0.001}, indicates short
and frequent disruption. From p = 0.1 to p = 0.001, the disruption becomes shorter and more
infrequent on average and the transition uncertainty decreases. A transition matrix with p close
to 1, p € S5 = {0.9,0.95,0.99,0.999}, indicates long and infrequent disruption. From p = 0.9 to
p = 0.999, the disruption becomes longer and less frequent and the transition uncertainty decreases.

As illustrated in Figure 4.7, the disruption uncertainty and cost advantage of offshore orders
have different effect on DOM and MIT under different types of disruption. With low disruption
uncertainty, the firm mainly places nearshore orders in the unreliable state and offshore orders in
the reliable state. Under long and infrequent disruption, the firm mainly relies on one supplier to
build inventory safeguard. The more uncertain the disruption is, the more contingency orders are
needed. Thus neither DOM nor MIT are significantly influenced by the cost advantage of offshore
orders but sensitive to transition uncertainty. Under short and frequent disruption, however, the
firm needs contingency orders in the unreliable state and tends to ”over-order” in the reliable
state. Hence the cost advantage of offshore orders significantly influences DOM and MIT but the
transition uncertainty does not.

We then explore the value of transition uncertainty information, VTI, defined as the relative

Total Cost(Py)— Total Cost(P
(P,) ®) pc

cost reduction when ordering with accurate disruption information, i.e. Total Cosi(P)
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Sy S5, where P, = [0.5,0.5;0.5,0.5]. Given that the true transition matrix is P, Total Cost(Py)
is the total cost when using P} to place orders and Total Cost(P) is the total cost when using the
correct transition matrix P to place orders. Thus VTT is the relative cost increase when ordering
without any information about disruption state transition.

Because of the effect of disruption transition uncertainty on DOM and MIT is significant
under long and infrequent disruption and not significant under short and frequent disruption, the
effect on VTI shows the similar pattern. The more certain the true transition is, the higher VTI

is. Furthermore, VTT is higher under higher cost advantage of offshore orders.

4.5.2.5 Effect of Offshore Order Cost Advantage

As firms claim that cost increase is an important cause for nearshore production, we explore
how sensitive firms should be to this cost increase. We regard (c® + ¢)/c! as a proxy of the cost
advantage of offshore orders and enumerate (c*+c)/c/ € {%, i, %, %, %, %, %} to investigate how this
ratio influences DOM and MIT. Our numerical results show that unless the disruption level is
sufficiently high, increasing (c¢® + ¢)/c¢/ does not significantly influence DOM or MIT. When the
disruption level is sufficiently high (P € {[0.7,0.8],[0.8,0.9]}), however, DOM and MIT become
quite sensitive to (¢* 4 ¢)/cf. We also vary the prepayment ratio (¢°/(c® + ¢)) from 10% to 100%

and observe that this change does not significantly influence DOM or MIT either, except under
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sufficiently high disruption level.

4.6 Concluding Remarks

With increasingly frequent disruptions and increasing cost in long-distance supply chains, firms
have shifted manufacturing facilities from offshore countries to nearshore countries in recent years.
However, this shift may not always bring them expected benefit. Firms need to balance the trade-
off between reliable but expensive operations in local markets and unreliable but cost efficient
operations in offshore countries. In this chapter, we study a dual-sourcing problem with an offshore
and a nearshore supplier available. We identify the optimal sourcing strategy and explore the firm’s
behavior in preparation for and response to supply chain disruption.

We show that the optimal policy is a two-threshold base-stock policy and explore the effect
of effective cost difference, disruption parameters and forecast error on base-stock levels. We
develope an IPA-based heuristics algorithm to calculate average order quantities. By analyzing
two measures (DOM and MIT), we explore the firm’s reliance on the nearshore supplier and the
mitigation order percentage among nearshore orders. Our results indicate that rather than a pure
backup supplier, firms should also use nearshore orders to build inventory safeguard in advance
under some conditions. As the disruption in long distance supply chain becomes more severe, the
nearshore orders serve more of a contingency plan if the disruption is not sufficiently severe. If the
disruption is sufficiently severe, firms would regard the nearshore supplier as the main supplier.

Finally we address some related issues in global sourcing that we do not cover in this chapter.
The product quality from offshore outsourcing is another important factor that drives firms to
nearshore manufacturing facilities. We do not specifically model the quality issue of offshore sup-
pliers, although we can regard unqualified products as a special type of disruption. In addition,
firms value quick-response supply chain as it determines how frequently they can update and modify
the product designs (Anderson 2013). In that sense, lead time determines the innovation frequency
of product design. Extended research could explore the impact of innovation frequency on the

optimal strategy in global sourcing.

84



CHAPTER 5: CONCLUSION AND FUTURE RESEARCH

Research studies on operations strategies tailored to emerging markets are critical for multina-
tionals to improve competitiveness in emerging markets. In this dissertation, we address key issues
in agriculture operations in emerging countries and global supply chain management that involves
emerging markets. This work provides insights on how to leverage the emerging markets to increase
productivity and profit margin as well as to achieve flexibility and responsiveness in emerging mar-
ket operations. The study in the three chapters demonstrates the advantage of scientific methods
in improving agricultural productivity in emerging countries and contributes to the understanding
of the impact of various risks and opportunities on the low-cost benefits in emerging markets.

In the first chapter we study a planting schedule problem of a single crop under rainfall un-
certainty as a finite-horizon stochastic dynamic program. Planting early may allow the seeds to
start contributing biomass production early, but planting later with higher soil water content could
lead to a higher chance of seed survival. We show that the optimal planting schedule is a time
dependent threshold-type policy, where the farmer should plant down to the optimal threshold.

In practice, farmers start to plant after observing enough cumulative rainfall in the planting
season. Utilizing field weather data from Southern Africa, we show that the risk of crop yield drop
due to severe climate conditions can be significantly mitigated by adopting the optimal planting
schedule. The more severe the climate conditions the higher the relative yield advantage of the
optimal planting schedule. Furthermore, for the real size large-scale problem, we show that adopting
the optimal schedule could significantly improve the crop biomass production.

In this work we only focus on the planting schedule of seeds and assume that other decisions such
as fertilizer addition and pest control are done optimally. In many real situations those aspects can
also be difficult to adopt. Further, we only consider one crop in this work. Sometimes, crop rotation
has an important impact on the yields of seeds and in such cases that needs to be incorporated.

Finally, we do not consider any budget constraints that a farmer might face for seed procurement,
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automation, fertilizers or pest control. All the above issues are ripe for future studies in this area.

In the second chapter, we study supply chain contracting that incorporates total landed cost
between a retailer in a developed country and a supplier in an emerging country. We explore the
implications of logistics costs on the retailer’s optimal warehouse decision and demonstrates that
ignoring logistics operations costs in contracting could lead to suboptimal warehousing decisions.

We show that if a retailer could achieve short and stable lead time from the emerging-country
warehouse, she may use the emerging-country warehouse even when the warehouse holding cost
does not bring cost advantage. When the emerging-country warehouse leads to low warehouse
holding cost and/or high lead time reduction, the retailer would agree on a higher wholesale price
while using the emerging-country warehouse. Further we demonstrate that including logistics costs
in contract negotiation impacts the retailer’s warehousing strategy. Finally, we show that when the
emerging-country warehouse provides low holding cost, the retailer could achieve a higher profit by
including logistics costs in contracting.

In the third chapter, we study a dual-sourcing problem with an offshore supplier and a nearshore
supplier available and explore the role of the nearshore supplier in response to supply chain disrup-
tion. We show that the optimal policy is a two-threshold base-stock policy and explore the effect
of effective cost difference between the nearshore and offshore suppliers, disruption parameters and
forecast error on base-stock levels.

In the computational study, we develop two measures to explore the firm’s reliance on the
nearshore supplier: the percentage of nearshore order quantity over total order quantity (DOM)
and the percentage of mitigation order quantity over total nearshore order quantity (MIT). Our
results indicate that rather than regarding the nearshore supplier as a pure backup supplier, firms
should also use nearshore orders to build inventory safeguard in advance under some conditions.

Finally we address some related issues in global sourcing that we do not cover in this chapter.
The product quality from offshore outsourcing is another important factor that drives firms to
nearshore manufacturing facilities. We do not specifically model the quality issue of offshore sup-
pliers, although we can regard unqualified products as a special type of disruption. In addition,
firms value quick-response supply chain as it determines how frequently they can update and modify

the product designs (Anderson 2013). In that sense, offshore sourcing would result in infrequent
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product innovation due to the long lead time. Extended research could explore the impact of
innovation frequency on the optimal strategy in global sourcing.

This dissertation takes one step to explore critical issues in tailoring operations strategies to
emerging economies and leveraging the emerging markets. The studies have opened up avenues of
promising and exciting research agendas. Future work concerns alternative applications of mechan-
ization and scientific methods in agriculture operations and diverse analysis of global supply chain
management that involves emerging markets.

In emerging countries, lacking access to farming machinery results in agricultural output far
below the developing-world average. Adopting mechanization is a fundamental and sustainable
approach to increase agricultural productivity through improved timeliness of farming operations
and expansion of cultivated area. Research studies on the application of mechanization in agricul-
ture could help governments, charity foundations and multinationals promote affordable farming
machinery suitable for emerging countries. Future research would focus on the investment of mech-
anization in agriculture. As the procurement of mechanization and crop seeds is constrained by
limited budget, a study that explores the optimal investment under limited budget and the strategy
of sharing farming machinery among farmers would provide administrative advice on the adoption
of mechanization. Moreover, as farmers could be strategic in pricing the agricultural products based
on the crop yield and previous price information, extended research studies the impact of strategic
farmers on the optimal investment of mechanization.

In the context of global supply chain management, we discuss the prevalent practices of off-
shore warehousing and nearshore sourcing in global sourcing. Research extensions on the optimal
warehousing strategy with both nearshore and offshore suppliers and the impact of competition
between retailers on the optimal warehousing strategy would contribute to the understanding of
the implications of logistics operations on the global procurement strategies.

Furthermore, after the adoption of the Sustainability Development Goals (SDGs), global food
security issues have brought great attention to governments and companies. The emerging markets
play an important role in combating global food insecurity as they are major producers of many
agricultural products while being relatively underfed and malnourished (Fan and Brzeska 2010).

Future research concerning critical issues on food safety, food waste reduction and nutrient im-
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provement would provide insights on managing sustainable global food supply chains and facing

the challenge of feeding the world.
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APPENDICES

Appendix I

In this section, we present appendix for Chapter 2.

Proof of Results in §2.3

Proof of Lemma 2.1. We prove this result by induction. For ¢t = 0, since Qo (swo) = 0, Up(asdy, swy) =
0 and Vp(gsdo, asdy, cbmg, swg) = cbmg, obviously Equation (2.1) holds. Assume that Equa-
tion (2.1), Equation (2.2) and 2.3 hold for Q¢(swy), Ui(asdy, swy) and Vi(gsdy, asdy, cbmy, swy).

For period ¢t 4 1,

Vig1(gsdigr, asdpyr, cbmyr, swipr) = pyyq Vi(98dig1, asdigpr, cbmypr, wipt (swepr, precer))+
(1 —piyq) * max {Vt(gsdtﬂ, asdyy1,cbmyy1 + gsdipq * bm(swig), wip1(swet1,0)), sv(swiyq)
x Vi(gsdis1 + 1,asdiy1 — 1, cbmygq + (gsdiy1 + 1) * bm(swyy1), wit1 (swiy1,0))+

(1 — sv(swit1)) * Vi(gsdisi, asdirr — 1, cbmygy + gsdiyr * b(swiyr), wit1 (Swig1, 0))}

= pj 1 (cbmyp1 + gsdir1 * Qe(wegr (swigr, prece)) + Ur(asdipr, w1 (Swig1, preceyr)))+

(1 = pjyy) max {cbmyqr + gsdig1 * bm(swir1) + gsdipr * Qe(wiy1(swit1,0)) + Ur(asdig,
wit1(swet1,0)), sv(swyt)(cbmysy + (gsdiyr1 + 1) * bm(swigq) + (gsder1 + 1)*
Qi(wir1(swiy1,0)) + Ug(asdip1 — 1, w1 (swig1,0))) 4+ (1 — sv(swiq1))(cbmypyr+

gsdii1 * bm(swiy1) + gsdig1 * Qi(we1 (swis1,0)) + Ur(asdirr — 1, wipq (swey1,0)))

= chmyr + gsdipr * (Ph1 Qe(wrs1 (swirr, preces)) + (1= piiy) (bm(swipr) + Q(wra (
swiy1,0)))) + (Pr1Ur(asdiyr, wiri (swegr, preces)) + (1 — piyy) max{Us(asdg i1, weq1 (
swit1,0)), sv(swepr) (dm(swip1) + Qr(wetr (swer1,0))) + Ur(asdyr — 1wy (swi41,0))})

= cbmyy1 + gsdiy1 * Quy1(swiy1) + Uppi(asdiyr, swigr)

where Qy11(swit1) and Upiq(asdiy1, swirr) follow Equation (2.2) and Equation (2.3) for period

t+ 1. 0
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Proof of Theorem 2.1. The first result can be easily shown using Lemma 2.1 as the maximizing
operation in V;(gsdy, asdy, cbmy, swy) lies only in Uy(asdy, swy) but neither cbmy nor gsdy * Q¢ (swy).
To show the second result, it is sufficient to show that U;(asd;, sw;) is concave in asdy, i.e. the
incremental difference of Uy (asdy, sw;) with respect to asd; is non-increasing. We show this result by
induction. Let AU (asdy, swy) = Up(asdi+1, swy)—Ug(asdy, swy) denote the incremental indifference
of Uy(asdy, swy) with respect to asd; and we need to show that AUy(asdy, swy) > AU(asdi+1, swy).
For t = 0, obviously this result holds based on Equation (2.3). Assume that AU;_1(asdi—1, swi—1) >

AU;_1(asdi—1 + 1, swy—1). Note that SDy(sw;) is the largest integer value of asd; that satisfies
AUy_1(asdy — 1,wi(swy, 0)) > sv(swy) * (bm(swy) + Q—1(wi(swy, 0))).

Then

AU(asdy, swy) =p; AU—1(asdy, wi(swy, precy)) + (1 — py)*

AUz (asdy — 1, wi(swy, 0)) asd; > SDy(swt)
AU—1(asdy, wi(swy, 0)) asdy < SDy(swy)
sv(swy) * (bm(swy) + Qe—1(wi(swy,0))) asdy = SDy(swy)

AU(asdy + 1, swy) =py AU—1(asdy + 1, wi(swy, precy)) + (1 — py)*

AU;—1(asdt, wi(swy, 0)) asd; > SDy(swy) — 1
AU—1(asdy + 1, wi(swy, 0)) asdy < SDy(sw) — 1
sv(swy) * (bm(swy) + Qi—1(we(swe,0))) asdy = SDy(swy) — 1

If asdy > SDy(swy) + 1, AU(asdy + 1, swy) < AU(asdy, swy) is non-positive by assumption; If
asdy < SDy(swy) — 2, AUy(asdy + 1, sw) < AUy(asdy, swy) is non-positive by assumption; If asd; =

SDy(swy) — 1, AUg(asdy + 1, swy) — AU (asdy, swy) is

pi (AU—1(asdy + 1, wi(swy, precy) — AU—1(asdy, wi(swy, prect))))+

(1 = p}) (sv(swy)(bm(swy) + Qr—1(wi(swy, 0))) — AU—1(asdy, wi(swy, 0))),

which is non-positive because the optimal decision is not to plant when the seed amount asd; + 1
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equals to SDy(swy); If asdy = SDy(swy), AU(asdy + 1, sw) — AUy(asdy, swy) is
Pi (AU—1(asdy + 1, wi(swy, precy) — AUr—1 (asdy, wi(swy, prect))) )+

(1 — p}) (AU (asdy, wi(swye, 0)) — sv(swy) (bm(swy) + Qr—1(wi(swy, 0)))),

which is non-positive because the optimal planting decision is to plant when the seed amount

asdy + 1 equals to SDy(swy) + 1. O

Proof of Proposition 2.1. We first show that if sv(sw;) and bm(sw;) are non-decreasing and convex
in swy, SD;(swy) is non-increasing in swy. Note that SD;(swy) is the largest integer value of asd;

that satisfies

AUz (asdy — 1,wi(swy, 0)) > sv(swy) x (bm(swy) + Qr—1(wi(swy, 0))),

and AU;_1(asdy — 1, wi(swy, 0)) is non-increasing in asdy. Hence it is sufficient to show that

AU;_1(asdy, wi(swy, 0)) — sv(swy) * (bm(swy) + Qi—1(wi(swy, 0))) (A1)

is non-increasing in swy, VB > 0. For t = 1, it is obvious that (A.l) is non-increasing in swy.
Assume that (A.1) is non-increasing in sw;. Then for a (¢ + 1)-period problem, we want to show

that

AUt(asdpr1, w1 (swit1,0)) — sv(swipr) x (bn(sweyr) + Qe (Wit (swes, B))) (A.2)

is non-increasing in swy41, where

sv(swit1) (bm(swet1) + Qe(wir1(swet1,0)))
=sv(swi4+1) (bm(swit1) + p; Qi—1(we(wir1(swiy1,0), precy))+

(1 = py)(bm(wit1(swit1,0)) + Qr—1(wi(wer1(swit1,0),0))))
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Since (A.1) is non-increasing in sw;, we have

rec
AU (asdyy1, wi(wirr (swis1,0), precy)) — sv(wpyr (swiyt, 0) + b 5 t)(bm((JJt+1(S'LUt+1, 0)+

rec rec
b 5 t) + Qi1 (wi(wiy1(swig1,0) + }%7 0))),

AU;-1(asdit1, wi(wit1(swt41,0),0)) — sv(we1(swey, 0)) (bm(wir1 (swit1,0))+ (A3)
Qt—1(wi(wit1(swi41,0),0))),

AU—1(asdiy1 — 1, we(wiy1(swis1,0),0)) — sv(wpp1(swist, 0)) (bm(wppr (swer1,0))+

Qt—1(w(wit1(swe41,0),0)))

are non-increasing in wy41(swi4+1,0) by assumption. As wyy1(swey1,0) is non-decreasing in swy1,

the expressions in (A.2) are non-increasing in swy41. Note that

AUi(asdii1, w1 (swir1,0))
=p; AU 1(asdyy1, wi(wey1(swir1,0), precy)) + (1 — pp)*

AUtfl(a/Sdt+1 — 1,wt(wt+1(swt+1,0), 0)) CLSdt+1 > SDt(th(sth,O))
AUp-1(asdyr1, wi(wey1(swi1,0),0)) asdyy < SDi(wiy1(swiy1,0))

3v(wt+1(swt+1, O)) * (bm(th (swt+1, 0))

| +Qt—1(wi(wit1(swi1,0),0))) asdir1 = SDy(wiy1(swiq1,0))

Since the expressions in (A.3) are non-increasing in swyy1. Then it remains to show that

precy precy

) (bm(wir1(swis1,0) + 5 )+ Qe—1(wi(wer1(swig1,0)+

pysv(wir1(swey1,0) +

pTECt ,0))) + (1 = pp)sv(wit1 (swit1, 0)) (b (w1 (swit1, 0)) + Qi—1(wi(wit1(swit1,0),0)))

— sv(swit1) (bm(swei1) + pp Qr—1 (wi(wir1 (swet, 0), precy)) + (1 — py ) (bm(wir1 (swei1, 0))+
Qi—1(wt(wir1(swe41,0),0))))
(A.4)

is non-increasing in swy1. As swipq € R and SD¢(wiy1(swit1,0)) € N, in proving the result, we

only consider the incremental of swyy; that will not change the value of SDy(wyy1(swey1,0)). We
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first show that

precy precy

)+ (1= pp)sv(wrpi(swira, 0))x

Yom(wet1(swig1,0) + S
(A.5)

Py sv(wit1(swer1,0) +

bm(wiy1(swit1,0)) — sv(swit1)bm(swiyr)

is non-increasing in swyy1. Since sv(sw) * bm(d * sw) has third order derivative negative, sv(sw) *

bm(sw) is concave and pfwiy1(swig1, Z5%) + (1 — pf )wig1(swir1,0) > swiyr,

precg

0

precg

0

pisv(wir1(swiyr,0) + Jom(wig1(swir1,0) + )+ (1 — py)sv(we1(swey1,0))*

» PTECE

prec
bm(wit1(swit1,0)) — sv(wip1(swey,0) + pj i ¢

Jbm(wii1(swir1,0) + py T)Jr

rec rec
sv(wt+1(swt+1, O) + pgl%)bm(wt+1(swt+1, 0) + p;p S L

) — sv(swyp1)bm(switq)

is non-increasing in swyy; (first order derivative of sv(sw) * bm(d * sw) is concave and first order

derivative of sv(sw) * bm(sw) is decreasing). We then show that

precy precy

1) 1)
0))Q—1(wi(Wes1(5wrs1,0),0)) — sv(s5wes1) (P} Qo1 (Wi (w1 (swer1, 0), precy)) + (1 — pj)x  (A6)

pisv(wWer1(swey, 0) + )Qt—1(wt (w1 (swi41,0) + ;0)) + (1 = pp)sv(wet1 (swet1,

Qt—1(wr(wit1(5we41,0),0)))

is non-increasing in swy41. Since sv(sw)bm(d*sw) is convex and has third order derivative negative,
so does sv(sw)Qi—1(wi(sw,0)). Since bm(sw) is concave and has third order derivative positive, so

does Q¢—1(wi(sw,0). Hence

precy precy

Pt sv(wWer1(swey1,0) + )Qt—1(wi(wit1(swi41,0) + ;0)) + (1 = pp)sv(wet1 (swigr,

) )
. prec
0))Qt—1(wt(wit1(swit1,0),0)) — sv(wis1(swis1,0) + pj ; )Qt—1(wi(wiy1(swig1,0)+
rec rec rec
pip 5 £0)) + sv(wis1(swii1,0) ‘|’p;}%)Qt71(Wt(wt+l(5wt+b0) +p§p 5 L o))—

sU(swi41)Qr—1(wi(swit1,0)) + sv(swi1)(Qi—1(wi(swi1,0)) — Qi1 (wi(wi1 (swis1,0)+

rec rec
p%"p 5 t70)) + Qt—1(wi(wit1(swiy1,0) ‘HU;p 5 t70)) — Py Qt—1(wi(wig1(swit1,0), precy))—

(1 —p)Qt—1(wt(wit1(swes1,0),0)))
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is non-increasing in swy41 (the first order derivative of sv(sw)Q;—1(wi(sw, 0)) is concave, sv(sw)Q¢—1(wi(sw,0))
is concave, Q;—1(sw) is convex, sv(sw) is positive and increasing in sw and the first order deriv-
ative of Qi—1(wt(sw,0)) is convex). Therefore we show that (A.4) is non-increasing in swyi1 as

sv(sw) * bm (w1 (sw,0)) is non-decreasing in sw. O

Proof of Results in §2.4

Proof of Theorem 2.2. Following the procedure in Lemma 2.1, we can show that the separable

property holds for the mechanized planting problem, that is

V" (gsdy, asdy, cbmy, swy) = cbmy + gsdy * Qi(swy) + U™ (asdy, swy), (A.7)
where
Qi (swy) =p; Qi—1(wi(swy, precy)) + (1 — py) (bm(swy) + Qi—1(wi(swy, 0))), (A8)
Qo(swp) =0,
U™ (asdy, swy) =p; U™ (asdy, we(swy, precy)) + (1 —py) * © m_ai( . {iy % sv(swy)*
1t={0,...,min{m,asd;
(bm(swy) + Qe1(wi(swy, 0))) + UM (asdy — iy, wy(swy, 0)) (A.9)

Uy (asdp, swo) =0.

Note that the @Q;(.) is independent on the capacity m as it is the expected biomass production of
a single plant living in the ground with ¢ periods to go. To show the optimality of the threshold
policy, it is sufficient to show that AU/ (asdy, sw) = U™ (asdy + 1, swy) — U™ (asdy, swy) is non-
increasing in asd;. For ¢t = 0, obviously AU/™(asd;, sw;) is non-increasing in asd;. Assume that

AU™ (asdi—1, swe—1) is non-increasing in asd;—;. Then

AU (asdy, swy) =p; AU | (asdy, wi(swy, precy)) + (1 — pf)*

AU (asdy — m,wi(swe, 0)) asdy > SD*(swi) +m
AU (asdy, w(swe, 0)) asdy < SDJ™(swy) ,

sv(swy) * (bm(swy) + Qi—1(wi(swy, 0)))  o.w.
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AU (asdy + 1, swy) = py AU (asdy + 1, wi(swy, precy)) + (1 — py)*
AU (asdy + 1 — m, wi(swy, 0)) asdy > SD*(sw) +m — 1
AU (asdy + 1, wi(swy, 0)) asd; < SD*(sw;) — 1
sv(swy) * (bm(swy) + Qi—1(wi(swy,0))) o.w.
If asd; > SDJ*(swi) + m, AU™(asd; + 1,sw) < AU{™(asdy, sw;) by assumption; If asd; <
SD(swy) — 2, AUM™(asdy + 1, swy) < AU™(asdy, swy) by assumption; If asd;, = SD}"(swy) — 1,

AU (asdy + 1, swy) — AU (asdy, swy) is

Py (AU (asdy + 1, wi(swy, precy) — AU (asdy, wi(swy, precy))))+

(1 — py)(sv(swe)(bm(swy) + Qi—1(we(swy, 0))) — AU (asdy, wi(swy, 0))),

which is non-positive because the optimal decision is not to plant when the seed amount asd; + 1

is SD(swy); If asdy = SDJ*(swy) + ¢ — 1, AU (asdy + 1, swy) — AU (asdy, swy) is

P (AU (asdy + 1, wi(swy, precy) — AU (asdy, wi(swy, precy))) )+

(1 —p) (AU (asdy + 1 — m,wi(swy, 0)) — sv(swy) (bm(swy) + Qi—1(wi(swy, 0)))),

which is non-positive because the optimal planting decision is to plant when the seed amount asd;+1
is SD*(swy)+m. If SD*(swy) < asdy < SD*(swy)+m—2, AU (asd:+1, swy) — AU™ (asdy, swy)
is zero and it is obviously non-positive.

Similar to Proposition 2.1, to show that SDj*(sw;) is non-increasing in swy, it is sufficient to

show that

AU (asdy, wi(swe, 0)) — sv(swe) (bm(swy) + Qr—1(wi(swy, 0))) (A.10)

is non-increasing in sw;. Following the same procedure as in the proof of Proposition 2.1, we can

show that (A.10) is non-increasing in swy41. O

Proof of Proposition 2.2. To show that SDJ(sw;) < SD™ (swy), it is sufficient to show that

Uiy (asdy + 1, wi(swy, B)) — Uiy (asdy, wi(sw, B8))
(A.11)

<U™ Hasdy + 1,wi(swy, B)) — U (asdy, wi(swy, B)),
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B> 0. For t =1, it is easy to show that (A.11) holds. We assume that (A.11) holds for ¢t — 1. Note

that SD}"(sw;) is the largest integer that satisfies

AU (asdy — 1,wi(swy, 0)) > sv(swy) (bm(swy) + Qi—1(wi(swy, 0))) (A.12)

and AU”,(asd; — 1,w(swy,0)) is non-decreasing in m by assumption. Therefore at asd; =
SDI(swy), we have AU™ T (asdy—1, w; (swy, 0)) > sv(swy)((bm(swi) +Qi—1(wi(swy,0)))). SDIH (swy)

is the largest integer that satisfies

AU asdy — 1, wi(swy, 0)) > sv(swy) (bm(swy) + Qi1 (wi(swy, 0))) (A.13)

and AU (asd; — 1, wi(swy, 0)) satisfies (A.12) at asdy = SDY ™ (swy), SDY ™ (swy) > SD™ (swy)
by definition. When SD§(sw;) = 0, obviously SDP ! (sw;) > SD™(sw;) holds.
We then show that AU (asdy41,wi+1(swey1, 5)) is non-decreasing in m. For a t-period problem

with capacity m, we have

AU (asdiy1, wig1(swigr, B)) = pr AU (asdy1, wi(wir1(swiy1, B), precy)) + (1 — py)*

;

AU (asdir — m, wi(wir1 (swe1, 8),0)) - asdipr = SDP (wiga (swes1, 8)) +m
AU (asditr, wi(wig1 (sweq1, 8),0)) asdit1 < SD[" (Wit (swiq1, B))
s0(wWit1(swet1, B)) * (bn(wega (sweqr, B))

+Qt—1(wr(wi1(swit1, B), 0))) 0.w.

For a t-period problem with capacity m + 1, we have

AU Nasdyi1, weri (swiy, B)) = py AU T (asdpr1, wi(wipr (swig, B), precr)) + (1 — pp)x
AU N asdipr —m — 1wy (wis1 (swign, B),0))  asdiyr > SDP (wiga (swiygr, B)) +m
AUﬁJ{l(GSdtH?wt(wt+1(8wt+1,/3),0)) ant+1 < SD;”H(th(sth,B))

50(wet1 (5wt 1, B)) * (bn(wega (swit1, B))

+Qi—1(wi(wig1(swit1, 8),0))) 0.w.
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We define

_ AU — pp AU (asdig, wi (Wi (swi1, B), precy))

A (asdiy 1, wi(wier(swig, 8),0)) 11—
— Dt

By assumption, AU";(asdiy1,wt(wit1(swier1, B), prect)) is non-decreasing in m. It remains to
show that A}”,(asdit1,wi(wit1(swit1,B),0)) is non-decreasing in m. We consider the following

three cases of SD}"(sw;) as in the proof of Theorem 2.2.

1. SD(wit1(swit1, B)) < max{0, asdir1 — m},

A (asdirr, wi(wep1 (swita, 8),0)) =

AU™, (asdir1 — m,wi(wir1(swig, B),0))  asdir1 > m

s0(wi1(swit1, B)) (bn(wer1 (swit, B))+ 7

asdiy <m
Q-1 (wi(wiy1(swes1,6),0)))
if SO (wir1(swis1, B)) < max{0,asdy1 —m — 1},
A;’f{l(asdtﬂ, wi (w1 (swit1, B),0)) =
AU asdir —m — 1wy (wis1 (swign, ),0))  asdipr > m+ 1

sv(we1(swir1, B)) (Om(witr (swetr, B))+ )

asdir1 < m—+1
Qu-1(wi(wit1(sweg1, 5),0)))
if max{0,asdi11 —m} < SD:”H(th(SUJtH,B)) < asdyi1,
AP (asdigr, wi(weg (swegt, B), 0)) =
sv(wer1 (swir, B)) (bm(wipr (switt, B)) + Qe-1(we(wet1(swet, 8),0))),
if SD;”H(th(stl, B)) > asdiy1 + 1,

AP M asdysr, wi(wig (swiga, B),0)) = AU T (asdyr1, wi(wis1 (swist, B),0));
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2. max{0,asdiy1 + 1 —m} < SD/"(wit1(swiy1, f)) < asdy,

A" (asdiyr, wi(wetr (swet, B),0)) =
sv(wit1(swit1, B)) (bm (w1 (swit1, B)) + Qi—1(we(wit1(swit1, 8),0)))
if SD" ™ (wig1 (swis1, B)) > asdypr + 1,
AP asdy g1, wi(wi (swer, B),0)) = AU (asdy g, wi(wer (swera, 6),0)),
if SDP H(wis1 (swig1, ) < asdern, AP (asdpr, wi(wi (swira, §),0)) =

sv(wi1 (swigt, B)) (bm (w1 (swit1, B)) + Qi—1(we(wir1(swig1, B),0)));
3. SDM(wis1(swey, B)) > asdiyr + 1,

A;rh (CLSdt+17 Wt (wt+1 (Swt-‘rlu 5); 0)) = AU[% (GSdtH, Wt (wt+1 (Swt-‘rlu 5); 0)),

A (asdprr, wi(wist (swigt, B),0)) = AU T (asdr1, wi(wist (swiy1, B),0)).

For case 1, if SD*(wi4+1(swit1,B)) < max{0, asdir1 —m},
AU (asdyy1 — m,wi(wi (swis1, 8),0)) < AU (asdipr — m, wi(wir1 (swiga, 8),0))
by assumption and
AU asdyry — m,wi(wirr (swert, 8),0)) < AU (asdiyr —m — 1 wi(wir (swiga, 8),0))
as AUtm_'fl(asdtH — m,wi(wr1, B),0) is non-increasing in asdy1. For asdiy1 = m, as

AUtW—ll(GJSdtJrl —m, Wt (th(sth, 5)a 0))

<sv(wit1(swet1, B)) (bm(wes1 (swit1, B)) + Qr—1(wi(we1(swet, 8),0)))

when SDJ* (w1 (swiy1, 8)) < max{0, asd;y; — m}. Therefore

AT (asdigr, wi(wir1 (swist, B),0)) < AP (asdiir, wi(wisr (switt, B),0)).
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If max{0, asdi4+1 —m} < SD?H(th(sth,ﬁ)) < asdit1,

AP (asdirr, wi(wit1 (swig, 8),0)) < A;’ﬁl (asdit1,wi (w1 (swes1, 8),0))

as

AU (asdig 1 — m, we(wigr (swigr, 3),0))—
sv(wip1(swig1, B)) (bm(wiy1 (swigt, B)) + Qr—1(wi(wir1(swey1,8),0))) <0

when asdiy1 > m. If SD;nH(th(sth,ﬂ)) > asdigr1 + 1,

AP (asdrr, wi(wit1 (swig, 8),0)) < A;’f{l (asdit1,wi(wir1(swest, 8),0))

as
AUM™ N asdpy1, wi(wir1 (swiy, 8),0))—

sv(We1(swey, B)) (bm(wit1(switt, B)) + Qr—1(wi(wer1(swir, 8),0))) > 0.

Hence for case 1, A" (asdiy1,wi(wit1(swit,8),0)) < A?ﬁl(asdHl,wt(le(sth,B),0)). For

case 2, as

AU (asdps1, wi(wir (swis, B),0)—

sv(wi1(swep1, B)) (bm (w1 (swit1, B)) + Qr—1(wr(wit1(swit1, 8),0))) > 0

if SD™ M (wyy1(swist, B)) > asdiry + 1,

AP (asdyir, wi(wit1 (swiga, 8),0)) < A;’f{l (asdit1,wi(wi1(swest, 8),0)).

For case 3, by assumption

AU (asdiyr, we(wisr (swit1, B),0)) < AUZ’ETI (asdit1, wi(wit1(swir1, B),0)).

Hence A} (asdiyi,wt(wir1(sweyr, 5),0)) < A?ﬁl(asdtﬂ,wt(wtﬂ (swit1,3),0)). Therefore we
show that AU (asdi+1,wit+1(swit1, B)) is non-decreasing in m, i.e. U™ (asd;, sw;) is supermodular

in (asdi, m).
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Finally to show that SDJ(sw;) + 1 < SD!"!(sw;) when SDJ*(sw;) > 0, we only need to
consider the case where SD}"(sw;) is the largest j € Nt that satisfies AU/™ (j — 1,wi(swy, 0)) >

sv(swy) (b (swy) + Q¢—1(wi(swy, 0))) and SDI T (swy) is the largest j € Nt that satisfies

AU — 1, wi(swy, 0)) > sv(swy) (bm(swy) + Qi—1(wi(swy, 0))).

If we can show that AU T!(SDJ (swy),w;(swy,0)) > sv(swy)(bm(swy) + Qi—1(wi(swy,0))), then

we can show that SDJ*(sw;) + 1 < SDP ™ (swy). Tt is sufficient to show that

AU (asdy, swy) < AU (asdy + 1, swy)

for all asd, € N'. We show this by induction. For ¢ = 1, it is obvious that AU/, (asdy, sw;) <

AU (asdy + 1, swy). Assume that AU (asdy, swi) < AU™ T (asdy + 1, swy). For period t,

AU (asdiy1, swi) =py AU (asdiyr, wi(swy, precy)) + (1 — pi)*
AU (asdiy1 — m,wi(swe, 0)) asdiy1 > SD(swe) +m
AU™ (asdiy1, wi(swy, 0)) asdir1 < SDJ*(swy) ;

sv(swy) * (bm(swy) + Qi—1(wi(swe, 0)))  o.w.

By assumption AU™, (asdii1, wi(swy, precy)) < AUZTfl(asdtH + 1, wi(swye, precy)). Then we need
to show that A7, (asdsi1,swy) < A" (asdipq + 1, swi). We consider the following cases. Note

that SDJ™(sw;) < SD™ (swy).

100



1. SD(sw) < max{0,asdi1 —m},

AU™ (asdiy1 — m,wi(swy, 0)) asdii1 >m
AT (asdiyr, swy) = )
sv(swy) * (bm(swy) + Qi—1(wi(swe,0))) asdi1 <m

if SD™H (swy) < max{0, asdi 1 —m},
AU (asdyyq + 1 — m, wi(swy, 0 asdii1 > m
AP (asdeer + 1, sw) = o1 (asdee t(swe, 0)) o ,
sv(swy) * (bm(swy) + Qi—1(wi(swy, 0)))  asdiy; <m
if max{0,asdi1 —m+1} < SD;nH(swt) < asdpy1 +1,

A?ﬁl(asdﬂrl + 1, swy) = sv(swy) * (bm(swy) + Qi—1(we(swy, 0))),

if SD;”"'1 (swy) > asdip1 + 2,A;’f’1'1(asdt+1 + 1, swy) = AUﬁTl(asdHl + 1, wi(swy, 0));
2. max{0,asdit1 +1—m} < SD*(sw;) < asdiy1,

A (asdiy1, swy) = sv(swy) x (bm(swy) + Qr—1(wi(swy, 0))),
if S’D{”H(swt) > asdiy1 + 2,

A;f{l(asdtﬂ + 1, suy) = AUt’T{l(asdtH + 1, wi(swy, 0)),

if SDI (swy) < asdiq + 1,

A;’f{l(asdtﬂ + 1, swy) = sv(swy) * (bm(swy) + Qi—1(wi(swy, 0)));
3. SD*(swt) > asdir1 + 1,

A (asdiyr, swy) =AU (asdit1, wi(swy, 0)),

A?ﬁl(asdt.ﬂ + 1, swy) :AUﬁJ{l(asdHl + 1, wi(swy, 0)).

For case 1, when asdi+1 < m — 1, it is obvious that A" (asdy1, swe) < Aﬁ*{l(asdtﬂ + 1, swy) as
AU (asdi1 + 1, swy) > sv(swy) * (bm(swy) + Qu—1(wi(swy, 0))) when SD™ ! (swy) > asdyy 1 + 2.
When asdi11 > m, as AU™ (asdir1 — m,wi(swe,0)) < sv(swy) * (bm(swe) + Qi—1(wi(swe, 0)))
when SDJ"(swy) < max{0,asdi1 — m} and by assumption AU™(asdir1 — m,wi(sw, 0)) <

AU[T{l(asdtH—m, we(swy, 0)), A" (asditq, swy) < A?ﬁll(asdtﬂ—kl, swy). For case 2, as AUﬁJlrl(asdt+1+
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1,wi(swy, 0)) — sv(swy) * (bm(swy) + Qi1 (wi(swe,0))) > 0 when SDI(swy) > asdiiq + 2,
A (asdiyr, swy) < A?f{l(asdtﬂ+1, swy). For case 3, AUJ™ (asdii1, wi(swy,0)) < AUﬁTl(antH—i—

1, wi(swy, 0)) by assumption. Thus we show that A" (asdii1, swy) < AP (asdiiq + 1, 5w). O

Proof of Results in §2.5

We develop a heuristics algorithm for the mechanized planting problem by using a line segment
to approximate the stairs as illustrated in Figure A.1. In order to apply Infinitesimal Perturbation
Analysis (IPA, see Glasserman 1991), we loose the constraint of integer planting amount and set the
action space with state (asdy, swy) to be [1, min{asdy, c}] ([0, 1] for ¢ = 1). Let (SPRy, SPS;),_y  n
denote a sample path of an N-period problem that describes the weather of each period and
whether sunny season starts at that period if not rainy. In this section, as we generate sample
paths in the analysis, the index is no longer in reverse order, i.e. index with ¢ indicates the
tt" period from the start of the planting horizon. Let H ]%P (thw,ths) denote the sample path
yield under weather sample path SP. The threshold of period t is the line segment between
(1,thwe) ((0,thw;) for ¢ = 1) and (thst, 0), where the first argument in the parentheses is the seed
amount and the second argument is the soil moisture. The partial derivative of the sample path
yield function H}?,P(thw, ths) with respect to any threshold s, s = thw,ths;k =1,..., N can be
derived based on the following iterative equations. We use swy” and asd?” to denote the soil

water content and amount of seeds available in period ¢ on sample path SP, ¢t = 1,..., N and

dasd? T OHPF (thw,ths)
s 0sp

to threshold sg, s = thw,ths;t=1,..., N.

to denote the path-wise derivatives of asdfp, HtSP(th'w,ths) with respect

8a3dff1
sy,

dasdg” swit > thwy or thwy * thsy = 0; swyT < thuwy,

0s {asd?F >c}
* ' g’ < ths; — swpT (thsy — minplant) /thw; (A.14)
dasdSP sP ,
= g:hfuzl = S”E‘;thwi’)ft Tik<t}s swfp < thwy, @tSP — (thsy — minplant)x )

dasd?F, SP .
8th2:1 =(1- —‘Zi;}t VLik<t) (1 — sw? /thwy) € (minplant, )

Oasdfp
ask O-w.

102



| Initialization of thresholds of soil moisture and seed amount {(thwy, ths,) ;. |

I.
L2

} For the combination of initial (swy, asd;), generate a sample path of weather. t = 1, ﬁ;ﬁp (swy,asd;) =0 ‘

Yes
a t=N+1

No
Not rain, sunny

Weather in
. . © season not start
criod t
SWey1 = @i (swy, prece) X .
_ plant if? based on the threshold indicated by (thwy, ths,)

asd,; = asd; — i7"

¥

ijsSP

7S (swy, asdy) = = Hyp (swy,asdy) + i§P5V(SWt3 (bm(swy) + Qesy (e (sw, 0)))

1 7Y.SP
ﬁiﬁfa H;{ (swy, asdy).

‘ AyaF (swy, asdy)

Update (swy, asdy) to

the next combination ] rate all combinations aig?
=Qumerate all combination; gradj, = gradj, + athj sv(swe) (bm(swe) + Qer1 (@ (5w, 0))), j
r
=w,s,r=1,..,t
[
- Fird the step size thar thj,
o S‘;‘med percentage in achieves the best = thj, + stepj ||
HY27 () (over all swy, asdy) improvement through * gradj,,j =w,s,r
ess than tolerance diel =1..,N

Figure A.1: HEURISTICS ALGORITHM BASED ON IPA AND SAMPLE PATH

where minplant = 0 if ¢ = 1 and minplant = 1 otherwise. Vs = thw, ths,

OHPL (thw,ths) OHSY (thw,ths) O(asd?t — asd?l)
= +
88k 8Sk 88k
OHST (thw, ths)
8Sk

g*(swyP)Q7" (1,1),
(A.15)

Proposition A.1. If (SPR;,SPS;),t =1,...,N are independent and each sw; has a density on
(0,00), Yt =1,..., N, then the followings hold:

1. Fort=1,...,N, each of asdfp and pr(th'w,ths) is, with probability one, differentiable
at sk, s = thw,ths;k = 1,...,N. Moreover, the derivatives satisfy Equation (A.14) and
FEquation (A.15);

E SP EopHSP il
2. 0 Spasdt nda Sspily (thw,ths) Oa dt andESP

. S OHPP (thw,ths)
i a I exist and equal Egp D5y e e

1,...,N.

We use Egp{0HYF (thw, ths)/0sy} to estimate OEgp{ HF (thw,ths)}/ds). in our heuristics,
s = thw,ths;k = 1,..., N, as the former converges to the latter. The gradient search is used
to improve the thresholds until the deviation falls in the pre-determined tolerance. Figure A.1l

demonstrates the design of the algorithm.

Lemma A.1 ((Glasserman and Tayur (1995))). Let {X(s),s € S} be a random function with
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S and open subset of S. Suppose that E[X(s)] < oo for all s € S. Suppose, further, that X is
differentiable at sg € S with probability one, and that X is almost surely Lipschitz with modulus

Ky satisfying EKx < co. Then E[X (so)] exists and equals E[X'(s0)].

See the proof of the lemma in Glasserman and Tayur (1995), Lemma 3.2. For ¢t = 1,..., N,
given thresholds thw;,ths; and weather sample path SP, the amount of seeds available to plant,

asd?T evolves with the following iterative equation.

.
asd — min{asdy, c} swy > thwy or thw x ths; =0

min{c, asd;— asd; > (ths; — minplant)x*
asdy — asdiy1 =
(thsy — minplant)(1 — swy/thw)} (1 — swi/thwy), swy < thwy

0 o0.W.

\

(A.16)

Proof of Proposition A.1. Let i¢, t = 1,..., N denote the planting amount of period ¢ and U (1,1),
t=1,...,N is the biomass production of one unit of seed planted in period ¢t. Then i; = asd; —

asdyy1. Let Hy(thw,ths) denote the expected yield with thresholds thw and ths.

Hy(thw,ths)

|
—

I
PN

E(sv(swt)it(QN—t+1(swt) + bm(swt))>

j=1 Ni=1
N -1
= Z ( E((asd; — asdit1)sv(swy)Qn—i+1(swy) + bm(swt))>
j=1 Mt=1
N j—1 ’
= E( min {asd; + (ths; — minplant — 1,0}, ctx
; <t:1 ( tasd+ (thse plant) thwy hel (A.17)

*
=

thwg

{asdy—(ths;—minplant)(1— 2L ) >minplant} * SU(Swt)(QN t+1($wt) + bm(swt)))>

Mz
||M

J—1
( (CI{asdH»(thstfminplant) min{ t:)’uit —1,0}>m} + (ant + (thst - m'inplant)*

Y T
thw, - {Swt 1<0}) * Li{minplant<asd;+(ths;—minplant) min{ =%

(
s sv(swe)(QN—t41(swy) + bm(swt)))>

thw —1,0}<c}*
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As the probability that the sunny season starts at period j is (1 — P]?")P]‘?, the derivative of the final

yield with respect to some threshold si, s = thw,ths, t =1,..., N is,

OHp (thw,ths)
sy,
§ 8Ea5dtz{minplant<asdt+(thst—minplant) min{% —1,0}<c} SU(Swt) (QthJrl (Swt) + bm(swt))
N sy,

t=1
J

-1 3E(th$t - mmplant)({;ﬁ - 1)Z{%<1,minplant<asdt+(thst—mmplamt)( SWi —1)<C}Sv(wt)

+ Z sy, -

t=1

* (QN—t41(swy) + bm(swﬂ)).
(A.18)

The state variables asd; are differentiable up to the starting of sunny season if the quantities in
Equation (A.16) are uniquely attained in all periods. As we assume continuous available seed
amount asd; in all periods in the algorithm and the action space is also continuous, the probability
of having mod (asdy,c) = 0 converges zero. Hence with probability one, asd; is differentiable
with respect to sg. As the amount of seeds available at the beginning of the planting horizon is
finite and sv(swy) < 1, the expectation of asd; is finite. The operations min, max and addition are

Lipschitz, so each g; is a composition of Lipschitz functions and therefore Lipschitz. Therefore the

SP HSP t
results ]Eaagj]: = 8%‘;‘Zdt and E2: %iw’ths) = 8EHt(§Z;D’thS), s = thw,ths;k,t = 1,..., N follow

from Lemma A.1.

Let z'fp (thw, ths) denote the planting decision on sample path SP under sample path SP with
respect to threshold sy, s = thw,ths;k,t = 1,..., N and i;(thw, ths) the planting decision under
these thresholds. To prove that the expectation of the sample path derivatives converge to the

derivatives of the expectation, it is sufficient to show

SP

) 1 OH}(thw,ths) _OH](thw,ths)
S}’lgloo Sip IZ; 8sk -k 8sk
SP ,. .
1 it (thw, ths) Oit(thw, ths)
lim —— L ’ =E ’ :
< SPH—>noo SP ; 8sk 8sk
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Hence it is sufficient to show that

lim 1 8a5dl E@asdt
SPHOO SP ask N aSk ’

_ 1 8asdt+1
lim —Z Dsr

L { 3 dasd} { VT N
= lim swl 1 ]
SP—oo SP = 0sp, {sw!<thwy,asd <minplant+(ths;—minplant)(1— —Lt)} {sw; 2thwy,g;>c}

thwg

l
O(ths, — minplant)(1 — St
}+ (ths )( )
i) >ch

thw "
{swl<thwy,asdl—(thsi—minplant) 3Sk

* L }
{sw!<thw: ,minplant<asdi —(ths¢—minplant)(1— thw ) <c}

1 dasd)
- Sllal_mo Sip{ Z D5y, {I{sw§>thwt7asdl>c}+

l
{swl<thwy,asd;—(thsi—minplant)(1— thw L)¢ (minplant,c)}

n O(thsy — minplant)l_

0Sy, {sw!<thw:,minplant<asd.—( thwt)<c}
a(thst minplant)
- thuw E[sw,Z ]
Dsp tL{ swy <thwy,minplant<asd,—(ths;—minplant) (1— - thwt )<m}
thsy
Note that aatTh:t = 1if s = ths; and 0 otherwise; g;:t = W if s = thsy, —(th )2 if s = thw,

and 0 otherwise. Hence it remains to show the derivative of asd; with respect to s;. That is, the
average of the sample path derivative of asd;11 with respect to s converges to the expectation of the

derivative of asd; 11 with respect to s; when the number of sample path goes to infinity as long as this

SP 8asdé _ Eaaidt,Vt

result holds for period t. We can use induction to show that limgp_ s S% lel sy

as it is obvious that this result holds for ¢ = 1. O

To show that the approximation of line segment does not lead to large deviation in yield values,
we compare the yield values under the heuristics based on IPA approximation to the optimal values
in a 13-period problem with varying parameters. In IPA approximation, we take the average of
500 sample path when evaluating the gradient as well as calculating the final yields. The optimal

values are calculated through value iteration. The absolute relative deviation of the heuristics to
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the optimal value function ((optimal value — value from heuristics)/optimal value) is minimal.

Appendix II

In this section, we present appendix for Chapter 3.

Lemma B.2. Let A, (0) = 0. There exists an n* € NT that Ay (n) > Ar.(n — 1) when n < n*

and Ar, (n) > Ar (n+1) when n > n*.

Proof of Lemma B.2. Let Ay (n) = \/n+ % +c+ L where a = calbr=hw) = cshutew(hr—hu)

thw thw ’
b . hrk(O'AL—‘r\/ﬁAo-)
- V2eyhwp '

n € N*. So 0v2cuhwi(Ar, (1) — Ar.(n)) + Ocppp = Ay, (n). Forn € {z:2>1,x € Nt}

Let Ay, (n) denote the value of A, when the inventory multiplier is n,

A (n) > Ay (n—1) <AL (n) <A (n—1)

/ b
@n—l— +c+ <\/ —1

a
- A1) < b
n+ﬁ+c+\/ 148 e -

- 1 a<b 1+a+c+ n_1+ a +c
n—1-—— V=t =+ = —|.
n n n3 n? n? n?(n—1) n?

It is easy to show that the left hand side is increasing in n and the right hand side is decreasing in n

with n € NT. So there exists n* € N that A, (n) < A, (n—1)ifn < n*and A, (n) < A., (n+1)
otherwise (n* = 1 if A, (n) is always decreasing in n). Note that A, (x),z > 1 is continuous

and differentiable at x when z € R*. Hence we use A, (z),z > 1 to analyze the behavior of

Ay, (n),n € NT in following analysis. O

Proof of Proposition 3.1. Lemma B.2 shows that A;(n) is increasing in n when n < n° and is

o

decreasing in n when n > n°. n° is the integer that maximizes Ar(n). In addition, Az (1) = cpp
and A,(n) — —oo as n — oco. Hence there exists some n/ that Ar(n) > 0if 1 < n < nf and

Ar(n) < 0if n > nf, where n/ is the largest integer n satisfying Ar(n) > 0. Obviously n/ > n°.
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For n = n', it is the largest integer that satisfies

hrk‘(O‘AL/\/ﬁ—l— AU) (1 _ i)
V2 nf

S hr - hw
\/thwnf + C(nf> + cshy + Cw(hr - hw) -

<v hr(cs + Cw) + Ch\/ﬁ'

Note that the left hand side \/ Cwlun? + SO oy ey (B — hyy) = ISR ()

is decreasing in n at n = nf based on Lemma B.2. As this expression is decreasing in Ay, or Ay,

nf changes to nf + 1 when the expression value is decreased enough. Rearranging the terms, it is

easy to see that \/ cwhuwn! + W + cshy + ¢y (hy — hy) is increasing in hy,. If the increase is
high enough, n/ changes to nf — 1.

For n = n°, it satisfies

- hok(oA A,
\/thwno + M + Cshw + Cw(h'r' - hu)) + (U L/\/ﬁ + )
ne° V2ne
cs(hr — o) hek(o AL/l + A)
<[ Cwhw(n® 4+ 1) + ————== 4 cshw + cwlhr — I )
_\/ch(n+ )+ (o 1 D) + Cshw + cuw(hr — hu) + V2(ne + 1)
- hok(o A A,
\/thwno + M + eshw + cw(hr — hey) + (o L/\/’E * )
ne \/ﬁno
s(hr = P hr k(oA + A,
<\/thw(no - 1) + C((no_l)) + Cshw + Cw(hr - hfw) + (0\-/56/{;/_/]1) )
When Ap or A, is increasing, th(f/Ag(LTfo\iﬁJAa) is increasing the most, then th(UAjﬁ/fJFA”) and
hrk(f/%f,{oﬂ;ﬂa)~ If Ar or A, is increasing enough,
s(Nr — Iy h k(oA A,
\/thwno+0()+Cshw+cw(hr—hw)—|— (U L/\/ﬁ"’ )
no \/ino
cs(hy — hw) hek(0AL/ B+ Ag)

+ cshy + cw(hr — hy) +

Z\/thw(no + 1) +

(n°+1) V(o + 1)

and n° increases to n° + 1. At n = n°, \/cwhwn + w + ¢shy + ¢y (hyr — hy) is increasing

in n. Note that the in the squared function, the coefficient of hy, is c,(n® — 1) + co(1 — ). As

no
hek(oA As) . o o R
rh(o \L/i‘n/ﬁJr ) is decreasing in n, ¢, (n® — 1) + ¢,(1 — ) is increasing in n when n > n® — 1 or

1

n? minimizes ¢, (n® — 1) + ¢s(1 — —5). For the former case, when the increase of h,, is sufficiently
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large, n° changes to n° — 1. For the latter case, n° does not change when h,, is increasing. O

Proof of Proposition 3.2. From Proposition 3.1, to have some n > 1 that A;(n) > 0, the necessary

and sufficient condition is A, (2) > 0.

2
: keI (0 A Ag) + 2ch\/ 1t/ Iy
Ar2) >0t o e S (OAL/VI+ Bo) + 2eny/m/he ) -y (g g
hy 2¢y + ¢ V2¢y + Cs

The right hand side of Equation (B.19) increases with ¢; when

cs < ( 2v2cy )2—0
T\ kR (0AL) T+ Ay) + 2en/ 11/ By Y

and decreases with ¢ otherwise. ]

Proof of Proposition 3.3. When 0 € (0,1), we use Ay (z),x > 1,2 € R to analyze the behavior of
Ay(n),n>0,neNT.

Aw(x) :(1 — 6) (Ch + Cw (\/(sz_f;s)u _ \/2(($(;U;)iwc:>_:r)x) +
1—26 h (@ =1Dhy + by (x —1)(cAL + /1As)
+ 1-0 Cs (\/2(% +cs)p \/2(wa +cs)xp ) Ak Th > '

Ay () is continuous and differentiable in z. If we can show that there exists () such that A, (z)

is increasing in x when x < z"(#) and decreasing in x otherwise, then we can show that there exists

n'(¢) that A, (n) is increasing in n when n < n"(0) and decreasing in n otherwise. Letting r = 2=

and rp = Z—T, we have
w

dx x2 1 V2¢uhy
23+ 2rew? + (1, — Vrex — 21(177_22)7"0(:52 +2(rp, — Dz + (rp, — 1)re)
2y/(x+re)(@—1+r,)/z(z+r) '

dAy(z) 1-0 |2c,hy, (hrk(aAL/\/ﬁ +A,)

We want to show that dA#(m) > 0 for n smaller than some n*(#) and dA#(x) < 0 otherwise.
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dA, ()

>0<
dx
23+ 2re2? + (rp, — D)rer — 72%1:23)7“0 (ac2 +2(rp, — D+ (rp — 1)7"c) . hek(o AL/ i+ Ay)
2 /e =1+ )@ T 1) (@ + 72) V2euhs
(B.20)
Note that o = — =20

5(1-0) is increasing in # and o > —1/2. To show our results, we discuss how

T34 (24a)ree® +(1420) (rp—Dreatar?(ry —1)
h(z,a) = (@+re)y/@tre)@trn—1)/z

changes with z, z > 1, a > —1/2.

Oh(z, @) _ x—1+ry (
Ox 223((re + 2)(x — 1 +14)/2)3

are [a:4 +r2(r, — 1)% + 2rc:z:(23:2 +3(rp — V)a+

+2(rn — 1)%)] + 2[2® 3z + 4(rp, — 1)) + 2rea® (5(rp — 1) + o) + 12 (827+

+12(r, — 1)z + 3(rp — 1)2)]).

Since x > 1, e—liry

= > 0. To show how h(x,«) changes with z, it remains to show
2x3((re+z)(x—1+1y) /7)) 2

whether

hi(z, ) =ar. [:U4 + 2y —1)? + 2rex (23/:2 +3(rn — D)z +2(rp, — 1)2)] + :U[:L'?’ (3z+

+4(rp — 1)) + 2r.2? (5(rp — 1) + 4z) + 12 (8:52 + 12(rp, — Dz + 3(rp — 1)2) ]

is positive or negative with z > 1, > —1/2.

oh
hi1(z, o) :18(93@) = 2%(152 + 167, — 16) + 2rcx® [15r), + 2(8 + a)x — 15] + 12 <4a[1+
xr
+ 7 =32+ 32 + rp (=2 + 32)] + 3[1+ 77 — 8z + 82 + rp(—2+ 830)])
oh
hii(z, @) _W = 1523 + 322(15 + 1673, — 16) + 4(8 + a)rea? + drex [15r), — 15+
i

+2(8 + a)z] + rZ[4a(6x + 3ry — 3) + 3(16x + 8y, — 8)].

With 7,7 > 0, @« > —1/2 and = > 1, it is easy to show that hiji(z,a) > 0. So hii(z, ) is

increasing in x. We have

hi(L, ) = 161y, + 2re(16 + 2a + 157, — 15) + r2[da(L + 7} +13,) + 3(1 + r} + 6r3,)] > 0.
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So with rp,r. >0, a > —1/2 and > 1, hy1(z,«) > 0. This means that hy(z, @) is increasing in x.

hi(1,0) =4(rp — 1) 4+ 3+ 2ro(5(rp — 1) +4) +r2(3(r, — )2 +12(rp, — 1) + 8)+

+arc[ri(r, — 1)* + 1+ 2re(2(rp, — 1)* 4+ 3(r, — 1) + 2)].
We take a look at hj(x,«). Since
ot + T‘?(Th — 1)2 + 2r.x (2x2 + 3(rp — 1)z + 2(rp — 1)2) >0

always holds, min, hi(z, @) is attained at & = —1/2. Obviously as « increases, hji(x,«) increases

ah(w @) > 0,Vz > 1. In this case, since

for all x > 1 and given 7., 1, when « is sufficiently large,

h(z,a) is increasing in x, there exists some value z* such that % > 0 when z < z and

dA;lux(x) < 0 otherwise. Since

x [x?’ (3x + 4(rp — 1)) + 2rea® (5(rp, — 1) + 4x) + 72 (8£U +12(rp — D + 3(rp — 1)2)] — 00

h (9h(x «)

as x — 00, the value of o above whic > 0,Vx > 1 always holds is bounded. Hence it is

sufficient to analyze hj(x,a) with x =1 and o = —1/2.

hi(1,—1/2) = (r2 = 0.5r3) (rp, — 1)* 4 (4 + 107. + 9r2) (1, — 1) + (3 + 757 + 62).

If hi(1,—-1/2) > 0, then h(z,«) is increasing in x. Hence we can show that there exists an =%
that dA“’(z) > 0 when 1 < z < 2" and dA“’( ) < 0 otherwise. If hi(1,—1/2) < 0, as x increases,
there exists an =" that W < 0when 1 <z < 2z"" and W > 0 otherwise. h(x, ) first is
decreasing in x and then is increasing in z. Based on the value of h(z, —1/2), three cases of A, (x)

are possible, illustrated in Figure B.2. For z € (1, c0),

o hrk(oAL/\/i+A0)
\/2thw

< mingsq h(z, —1/2), Ay (x) is decreasing in x, as illustrated in the upper

left panel of Figure B.2;

if DrhOOL/VIERe) o (1 _1/9),

ii. N A, () first increases then is decreasing in z, as illustrated in
wrew

the upper right panel of Figure B.2;
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Ay (x) Ay (x)

A, (x) Ay (x)

iii (2)

Figure B.2: THREE CASES OF A (z) WITH hy(1,—1/2) <0, ¢y =0

iii. if mingsq h(x, —1/2) < hrk(gj;c/‘iﬁJrA”) < h(1,-1/2), Ay(z) is first decreasing then increasing

then decreasing in z, as illustrated in the bottom panels of Figure B.2.

It easy to see that for all cases, either A, (z) < A, (1) for all z > 1 or there exists () such that
Ay(x) < Ay(1) for all z > Ay (x) and there exists z < 2% (6) such that Ay () > Ay(1). Note that
case i1 will never happen with r, > 1, as h1(1,—1/2) > 0 in this case. Since A,(n,0) - —occo as
n — 00, based on the above analysis there exists a threshold n"(6) that A, (n) < 0 when n > n(6)
and In < n"(0) s.t. Ay(n) > 0. Furthermore, if r, <1, Ay(n) > 0 for all n < n™(0).

To show that there exists some n > 1 such that A,(n) > 0, it is sufficient to show that

Ay (2) > 0. When A (2) > 0, we have

2(1 = 0)cy 2(2¢y + ¢5)
hw<h’“(<(1_4(1—9)c 0w\ e
L BVIrloAL/ Vit A, )+2€h\/m>2_1>
(dew + Sgbes) [v/2ew T s

We then show that n"(0) is decreasing in §. By rearranging the terms of A, (n), we know that
Ay (n) is decreasing in # when Ar(n) > 0 and increasing in 6 otherwise. As n*(#) < n/ when

hy < hy, for all n < n™ Ay, (n) is decreasing in 6. As a result, n"(0) is decreasing in € in this case.
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From result 1 in Proposition 3.3, if A, (2) < 0 for some 6, A, (n) < 0, Vn.

Ayp(2) <0
hy ko Ap, re(re —rmn + 1) Th
T < [ [ ey e+ 1 - +
2/ 2o ¢ 2+ 7 hee L+7,

1—297“0 41
2(24 1) 1—1—7“C

As \/ 2(2”:r16) - \/ - < 0and (;(_12%7)46 is decreasing in 6, the right hand side is increasing in 6. So

there exists some 6, such that when 6 > 6,,, A, (n) <0, Vn.

To show the last result, we need to show that, for all § € (0,1),

—rh—{—l) Th 1—297‘C n—}—rh—l
+rp—1.—1—
7’L+T‘C 1+’rc +TC ].+T‘c

T‘h—)

\ AN

+7"c+7“h_1_ ’l“h(?"c—i-l),
(B.21)

— Cs — hr 3 ntrp—1
where r. = = and rp, = > 1. Since n(ntro) \/

show that inequality B.21 holds when (% 22; ;7

< 0 and (1-20) 2, it is sufficient to

1+7rc 2(1-6)

—1 — 1 —1
¢n+“”h)+n+m1 g Telre=m+) e fndra—l
n n+re 2\ n(n+re)

(B.22)
<Vrplre+1) —

When n = 1, the left hand side of inequality B.22 equals to the right hand side. Therefore it is

sufficient to show that

-1 — 1 -1
:vg+%&h>+%+m,4_ gy Terem ) e Jadr—
7 T+ e 2\ z(z+re)
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is decreasing in x.

1— re(rp—1) 1 rc(rc—rh;s—l) . :c2+(2l‘+7‘c)(72"h—1) % Te
(5/(56) <0 22 < (z+re) z(z+re) 2
VR R Vo r et
re(re—rn+1) re(re—rp+1)  22+2z+re)(rp—1) | r.
o \/.’L' + Trlz +rp—re—1 < 1- (x-i—rch)2 B a:(x+rc)2h *
c(rp—1
Vo +mm gy 1 rel=l)

r4+r. 22+ 3xr./2 —ri(r, —1)/(22)
= <
x 22 —re(rp — 1)

or? 4 2z(r, — 1) +re(ry — 1) > 0

Therefore, Equation (B.21) always holds. As a result, when h, < h,, Ay(n) > 0 as long as
Ax(n) > 0. O

Lemma B.3. Let f(z) = /1 — x%qL #.x> 1,858 >0. Then 3 2° s.t. f(x) is increasing in x when

x < z° and is decreasing in x otherwise.

Proof of Lemma B.3. We take the derivative of f, f(z) = \/xé_l — x2;21+35. Then f(z)" > 0 when

x < /14 -z and f(z)’ > 0 otherwise. O

Proof of Proposition 3.4. Based on the proof of Proposition 3.2, 3 n'" s.t. A" > 0 when n < n'"

and A" < 0 when n > n!". Therefore, the sufficient and necessary condition that maz,cp+AL > 0

is that A" > 0 at n = 2. Plugging in n = 2 and we can get ™"

Note that ™" = rP if ¢, = 0. Based on Lemma B.3, 7" is increasing in ¢, when ¢, is
sufficiently small or 0 Az /\/1i+ A4 is sufficiently large. To investigate the impact of oA/ /i + A,

h,tr

on the comparison of r* and ™", we compare the first order derivatives of the following two

functions:

T?ﬂ _ khr(JAL/\//j—i- Ag) + 2Ch\//j, _— khT(UAL/\//j-F Ag) + QCh\//j'
2V 2h,cy 2\/hr(2¢y + C5)

ir
Obviously 8(0AL6/1;1/;7+A(,) > 8(UAL?%+A0), ri is increasing faster in Ay than r; and both are

increase to infinity as Ay is going to infinity. Therefore there exists AY s.t. 7" +1 < rq +

1+ 263163 when A, > A and 7" +1 <r;+,/1+ 205105 otherwise. As comparing ™" and r*
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is equivalent to comparing r{" +1 and ry +,/1 + 26::;*057 this leads to the first result. Similarly the

second result in Proposition 3.4 holds as r{" is not decreasing in ¢s while r; is decreasing in ¢;. [

Proof of Proposition 3.5. Let x!" denote the maximizer of et — Pt oon (0,00) and z* the

maximizer of Ar. Equivalently, 2" minimizes " = \/2¢,((x — 1)hy + hy) +he k(0 AL/ i+ As) /2

and z* minimizes f¥ = \/2(cy, + ¢s/2)((x — 1)y + hy) + hek(0 AL/ /i + Ay) /2. Obviously f is
decreasing in x when x is lower than some threshold and is increasing in 2 otherwise. If 2" < 1 or
2! is very close to 1 such that n!" = 1, obviously n° > n!". If 2" > 1 and n'” > 1, the derivative

of df'" /dx = 0 at & = 2!". Note that

fE — fr :\/Q(Cw +cs/x)(x — V)hy + hy) — \/2cw((ac — Dhy + hy)
B 25 (hyy + et
 /2(Cw + ¢s/2) (& — D)hay + hy) + /200 ((z — 1)hay + hy)
:cs\/Z * ((x = Dhy + hy)/zCy

V(T +cs/ew) + VT

is non-negative and decreasing in z. As f¥ is decreasing faster in = than ", f¥ is still decreasing

when f' reaches its minimum point, i.e. 2" < z* as long as hy, /h, <" O

Lemma B.4. Let f(z) be an increasing function of x, x € N and h,b be positive constant. Then

hf(z) + b is supermodular in (x,h), i.e.

O(Vhf(x+1)+b—\/hf(x)+D)
oh

> 0.

Proof of Lemma B.4. We directly take the derivative of \/hf(z + 1) + b—+/hf(x) + b with respect

to h, we get
M¢W@+D+MWMﬂm+M1<f@+D f@))>0
9 b b :
oh AR i B o
The above expression is positive because f(x)/(h+ b/ f(x)) is positive and increases with z. [

Proof of Proposition 3.6. We first prove the result about the bargaining power. Without generality,
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we assume that ¢, = 0. Under traditional contract, the retailer’s optimal profit is

1 -1
= — 2cup((nt — 1)hy + hy) — hrk:(ﬁ(als +osy/1) + —5—(0ly + ow/11))-

When case D (direct shipping to the developed country) is preferred over case E (using the
emerging-country warehouse), n® = 1. Thus we use n' = 1 to represent the case where the
emerging-country warehouse is not preferred under traditional contract. Under the contract in-

cluding logistics operations cost during negotiation, the retailer’s optimal profit is

T =0(p—c— \/2(0“’”* + Cs)((g —Dhwthe) k(- (ol + 0/

+ " Gl + o yE).

Similarly we use n* = 1 to represent the case where using the emerging-country warehouse is not

preferred under the contract including logistics operations cost. As 6 does not influence n* or nt,

we see that

nr >t @eg\/ch“ (n? — Dho + by ) + hok (7 (0ls + 05y /10) + 271 (0w + 0wy/10))
\/ Cwn +Cs)((n —1) wthr ) +h kj(#(o’ls +O’5\//j) + TLn: (O_lw +O’w\//j))

= Gt(hw).

Thus when 0 < 6%(hy,), ©F > 7}
Next we show the result about the warehouse holding cost. Let C’TL %9 denote the minimized cost
of the retailer’s logistics operations under traditional contract and CL%9 denote the minimized cost

of supply chain logistics operations under contract including logistics operations cost, where

CLos =\ /2c,p((nt — 1)hoy + hy) + hrk(it(UAL + Agy/1t) + (0l + 0wy/1t))

C'Log :\/2“(011)”* +¢s)((n* — Dhy + hy)
sc

n*

+ h, k:( —(0AL + Ag /1) + (0l + ow /1))

To show that there exists hl, () such that when h,, < h (0), ©% > 7' we first consider the case

where the emerging-country warehouse is preferred under both contracts. Then it is sufficient to

Log

show that as h,, increases, CLo9 increases faster than O If n* > 1, when h,, increases to
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hw + Ah, Ah > 0, we discuss three cases:
1. both n* and n! does not change;
2. n* decreases to n* — 1, n! does not change;
3. n! increases to n' — 1, n* does not change.

We only consider sufficiently small Ah such that the case where both n* and n! decrease by at least

one cannot occur. Note that n* > n! always holds as h,, changes. For the first case where both n*

and n? does not change,
CLog(h,, + Ah) — CLo9(h,,) > CL9(h,, + Ah) — CE9(h,,)
/(o + ¢s/1%) (\/(n* —1)(he + AR) + by — \/(n* — Dhy + hr>
>\ /co (\/(nt 1) (hy + AR) + By — /(0 — Dl + hr>

Since (¢ + ¢s/n)(n — 1) is an increasing function of n, based on Lemma B.4, we have

\/(cw 22 (0 = 1)+ AR) + (e + )by - \/(cw + ) = Dhy + (0 + —2)hr

nt

z\/(cw + St — 1) (he + AR) + (co + %)hr — \/(cw + )0t = Do+ (cw+ -2)hr

2\/ (ot 20 = Dl + AB) + (€ + 1) = \/ (w )0 = Dl + (cu + )

nt

Then it is sufficient to show that

Cs

Jleot %)((nt = 0+ A0+ ) = e+ Z((0— D+ )

>/ cw((nt —1)(hy + Ah) + hy) — \Vew((nt — 1)hy + hy),

which is sufficient to show that

Cs

(€t 008 = D+ 80 + ) = e+ )08 = D+
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is increasing in cz. As

(ot 08 = )+ 80+ 1) = e+ (0t = Db+ )
(cw+ %)(n' —1)Ah
V(0 = 1) (ko + AR) + he) + /(07 = Dy + )

V (cw + es/nt)((nt — 1) (hy + Ah) + hy)—+/(cw + cs/nt)((nt — 1)y, + hy) is increasing in cs. Hence
we show that when both n* and n! does not change when h,, increases to h,, +Ah, Cézgims increases
faster than CL%9.

If n* decreases to n* — 1 as h,, increase to h,, + Ah and n! does not change,

CLos(pn,, + Ah) — CLoI(h,,) > CL9(h,, + Ah) — CE9(h,,)
oA + AU\/ﬁ_
V2p(n* — 1)

Cs oAf, +Aa\/ﬁ
— w+ — *— Dhy + hy) — hpb———
N L

>\ /cu <\/(nt 1) (he + AR) + e — /(0 — 1)y + hr)

@\/(Cw T © ) (0 = 2) (b + AR) + ) + By

e Lo
As n* minimizes Cs¢Y at hy,, we have

UAL + AU\/,E
n*
oAy + Ag\/ﬁ

n*—1

V2u(cyw + cs/n*)(n* — 1) hy + hy) + hok

S\/Qﬂ(cw +¢s/(n* = 1)) ((n* = 2)hy + hy) + hek

Thus it is sufficient to show that

\/ (vt ) (0 = 2) (s + AR) + ) — \/ (ew ) (0" = 2y + )

> /Cu (\/(nt 1) (hw + AR) + by — /(0F — 1)y + hr>

For the first part, we have already show that, with n* — 1 > n!, the above inequality holds. Hence

for this case, when hy, increases to hy, + Ah, C29 increases faster than C-.
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If n* does not change but n! decreases to n* — 1 as h,, increases to hy, + Ah,

CLog(h,, + Ah) — CLoI(h,,) > CLo9(h,, + Ah) — CE9(h,,)

<:>\/(cw + %)((n* — 1) (hy + AR) + hy) — \/(cw + %)((n* — Dhy + hy)

AL+ A,
> Ve = 2)(hy + AR) + Iy + hok ToL SovE f — Vew((nt — Dhy + hy)—

V2u(nt —
oA + Aa\/ﬂ

— hyk
V2unt

As n! — 1 minimizes CF%9 at hy, + Ah, we have

Ap + A,
V2cw (0t = 2)(he + AR + Ry) + hrkw
n —_—
7 oAp + Aa\//j
<V/2pucy((nt —1)(hy + AR) + hy) + hrkT.

Thus it is sufficient to show that

¢ (cu + %)((n* — 1)(hy + AR+ hy) - ¢ (cw+ ) (0" = Db+ hy)

>v/ew((nt — 1) (hy + AR) + hy) — Vew((nt — 1)hy + hy)

As n* > n!, the above inequality holds. Thus as n! decrease to n’ — 1 but n* does not change when

. Log - L . L L
hy increases to hy, +Ah, Cse? increases faster than C, %Y. Note that as h,, increases, Cs.? and C;"%?

increase faster as we show above. Hence there exists h%, (f) > 0 such that gClogsities < olbog when

hy < hL,(0). When h,, goes to zero, both n* and n! go to infinity. However, as n* and n' is in a

squared form of hy,, both CF% and CE%9 would go to /2¢yfih,. Hence when hy, < hy min{r", '},

there always exists an hf,(f) > 0 such that 7} > 7t when h,, < hlr.

Furthermore, for r* < hy,/h, < r", as h,, decreases, 7¥ decreases but 7' does not change. If

at some hy, € (hy * rt, h, x r") that 7% = 7, then 7* > 7' always holds when h,, < h, * rt,

as explained above. Therefore when hy, < h, * ", as 7 always decreases faster than m**

decreases, there must exist an h! () < 7 x h, such that 7 > 7% when h,, < k! (0).
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Appendix III

In this section, we present appendix for Chapter 4.

Proof of Results in §4.3
Lemma C.5. Vi(x¢, Si—1,q—1,1t, Dy) is (jointly) convex in (xy,Si—1), t=1,...,N.

Proof of Lemma C.5. The Bellman’s equation of Vi(z, Si—1, qi—1, ¢, Dy) is

N-1

Vi(we, St—1,q:-1,1¢, Dy) = ifslf>0 {Ht(ﬂﬁt) + E[ Z [C{(Fz) + ¢/ (S1) + q—1c1-1(Si—1)+
bot= =t

+ Hi(Xi41)] + h (Fx) + an_1en 1 (Sn_1) + HN(XN+1):| }

Let F;, = (Fi, Fit1,...,Fn) denote the fast order quantities from period t to period N,
and Sy = (S¢, St41,...,5n-1) denote the slow order quantities from period ¢ to period N — 1.
Ji(x, Sp—1, qr—1, ¢, Dy, F'y, Sy) is the expected cost in period ¢ with future order quantities F', S;.
Let X¢ = (2¢,... zy) be a sample path of on hand inventory at the beginning of period t given
(z¢, F'¢, St) and X, = (Z¢y..., TN, X, = (Z¢,...,Zn) be two sample paths of on hand invent-
ory at the beginning of period ¢ driven by the same demand sample path given (xy, ﬁt, S’t) and
(¢, F,, 5t) We denote Ji(z¢, Si—1, Gi—1, it, Dy, F't, St) as the expected cost from period ¢ to N with
orders Fy, S;,

N-1
Jo(@t, Sots 1,0, Do Fiy 80 =B Y [ (F) + 6 (81) + a1 (Si1) + Hi(Xe)| +
=t

+ e (FN) + av—1en—1(Sn-1) + Hy(Xn41)].

Then it is sufficient to show that J;(x¢, Si—1, q—1, i, Dy, F'y, St) is (jointly) convex in (x4, Si—1), as

Vi(xe, St—1, 91,1, Dy) = _inf  Jy(xy, Se—1, qe—1, ¢, Dy, Fy, St).
Fy,5:>0

We prove the convexity of Ji(x¢, Si—1, qi—1,1t, D¢, Fy, St) in (x4, S;—1) by induction. Note that
H,(z) is convex in z. For two sets of (X, Fy,Sy), (X, Fy,S;) and (X, Fy;, Sy), V0 € [0,1], the
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following inequality is satisfied,

OH, (X, + F, + —15i-1) + (1 — O)Hy (X + Fy + 4—151-1)

>SHi(O(Xi + Fy +q1Si1) + (1= 0)(Xy + Fy 4+ ¢:—15:1))

Obviously when ¢t = N, Jy(zn,SN-1,9Nn-1,in, DN, Fn) is (jointly) convex in (zy,Sy-1) as
c{(.), c;(.),ce(.) are convex. Assume Jy(x¢, Si—1, q—1, 1, Dy, Fy, St) is (jointly) convex for ¢t = n+1.

Then for t = n, we have

S

H{qn_lcn_l(gn_1)+c (Fn)+c;(gn)+E{Hn(ﬁn+1)+ 7 (e (B)+ e (S)+

e greir (Sim1) + His (K9] + e(F) + ayoren—1(Sw—1) + HNOQH)}} (1)

N-1

LausenaGron) (B + S + B{ )+ 3 [ () +d(S)+
l=n+1

Faqi1c-1(Sim1) + Hi(Xpen)] + b (Fw) + av—1en—1(Sn—1) + HN(XH-I)}}
>n16n-100Sn-1+ (1= 0)Sp_1) + cL(0F, + (1 — 0)F,) + ¢S (0F, + (1 — 0)F,)+
+E{Hn(6Xn+1 + (1= 0)Xnp1) + Z LOF + (1— 0)F) + ¢ (05 + (1 — 0)8)+
l=n+
+ ql_lcl(GS’l_l +(1- 9)§l_1) + HZ(QXZ_H +(1- 9)X1+1)] + C{V(QFN +(1- Q)FN)-F
+ qN_lcN_l(HSN_l +(1- Q)SN_l) + HN(QXN+1 +(1- Q)XN_H)}
<:>0Jn(=%nv gn—hQn—hinv Dna Fm gn) + (1 - Q)Jn(inv Sn—hQn—hinv Dna Fna Sn)
Zjn(gjn + (1 - e)i'na 9571—1 + (1 - Q)Sn—ly %’L—hin—la Dta eﬁn + (1 - 9>F’m 05n+

+ (1 - H)Sn)

Hence V,,(n, Sp—1, Gn-1,n, Dy) is (jointly) convex in (z,, Sp—1). O
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Lemma C.6. Vi(x¢, Si—1,q—1,1t, Dy) satisfies the optimality equations,

Vi(xe, Si—1, q—1, 14, D) =q—1¢0-1(Si—1) + inf> {C{(Ft) + ¢ (Se) + He( X))+

£,5t>0

+ E(—Zt Z Pit,it+1 (Pit‘/;‘/+1(Xt+la Sta 07 it+17 Dt+1)+

T441

+ (1= P;,)Vig1(Xeg1, S, 17it+17Dt+1))}7t =1,....,N—1;

Vi(we, St-1,q-1, 0, D) =q—1¢4-1(S¢—-1) + Figf>0 {C{(Ft) + Hy(Xi11)},t = N.
10t

There are Borel measurable functions that provide optimal fast and slow order quantities,

F:; = ft(ﬂft,St—l,Qt—lJt,Dt)at - ]-a" 7N78:L == St(fL’t,St—l’Qt—lait,Dt)7t - ]-a‘ . '7N -1

Proof of Lemma C.6. Let Fy = fi(z1,S0,40,71,D1),51 = s1(z1, 80, 40,11, D1), X1 = z1; X; =
Xi1+F1+q-9Si92 — D1t By = fi(Xe, Se—1,qe-1, ¢, D), St = s¢(X4, St—1, qt—1,%t, Dy). From
the definition of Fl, 5’1, for the first period,

(F1) + ¢ (S1) + EY Py (P Va(Xa, 81,0, 02, Da) + (1 — P, )Va(X2, 81, 1,1, D2))

2

SC{(F]_) + Ci(Sl) + Ezp’il,ig (P’il‘/Q(X27 Sla 05 7:27 D2) + (1 - Pil)VQ(X27 S].) 17i2a DZ))

2

For the second period,

Vo(Xa, S1,q1,12, D2)

:(IlCl(Sl)"‘ lnf {Cg(FQ) +C§(52)+H2(X3)+EZ,PZ'2,Z'3(P7;2‘/3(X35S2aovli3)D3)+

2,520 -
i3

+ (1 - Piz)‘/?)(X:’n 527 1; i3a D3))}

S(hCl(Sl) =+ Cg(F2) + CS(SZ) + H2(X3) +E Z f)iz,i:s (PiQV3(X37 52,0, i3, D3)+

i3

+ (1 - Piz)‘/?)(X?n So,1, 13, D3))

where X3 is the on hand inventory at the beginning of period 3 when order quantities in period 2

are fo(Xo,S1,4q1,12, D2),s2(X1, S1, 41,42, D2) correspondingly. Combining the above inequalities,
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we have

el (F1) + ¢i(S1) + Ha(X3) + Exyef (Fo) + Exyc3(8) + (1= Piy)er(S1) +E Y P (P

12

EZPZQ is (P V3(X3, 82,0, i3, D3) + (1 — P;,)V3(X3, S2, 1,43, D3))] + (1 — P, )
EZPZQ i3 ‘/3 X375270 Z37D3) ( - BQ)%)(X37‘§2717i37D3))])

<c{(F1) + ¢} (S1) + Ha(X3) + Ex, ] (F2) + Ex,c3(S2) + (1 — Piy)er(S1) + B> Py iy (P,

12

EZP'LQ 13 ‘/3 X37S270 Z37D3) ( - -P7;2)V3(X37S27 17Z'37D3))} + (1 - P’Ll)*

EZPZQ is (P Va(X3, 52,0, 3, D3) + (1 — Pi,)V3(X3, S2, 1,43, D3))])

2
By, Z (C{(Fl) + ClS(Sl)) + (1= Piy)er(S1) + Ha(X3) + Z Zpil,igpig,ig (Pig‘/é(X& S5,0,
=1 i i3
i37D3) + (1 - BQ)‘/%(X& g?a 17i37 D3))
2
<Ex, Z (C{(Fl) + ¢ (81)) + (1 = Piy)ei(Sh) + Ha(X3) + Z Zpil,igpig,ig (P, V3(X3, 55,0,

=1 12 13

i37D3) + (1 - BQ)‘/%(X& 527 17i37 D3))

Keeping deriving similar inequalities about total cost from period 1 to period N, eventually we

have
Z Ex, (cf (F) + ¢ (S) + Hi(X151)) + Z?zl,u > o Piy iy Z - ,c(S)
=1 = 12
< Z]EXZ (F1) + 7 (S1) + Hl(Xl-H + Zpllﬂz Z -Pin_rin Z — Py )Ex,ci(S)).
=1 2 iN

Next we prove that Vi(z¢, Si—1, qi—1, 1, Dy) satisfies the optimality equations states in the pro-
position by induction. Obviously for ¢t = N, Vi(z, Si—1, gi—1, it, D;) satisfies the optimality equation

by definition. Suppose that for t = n+ 1, Vi(x¢, Si—1, qi—1, it, Dy) satisfies the optimality equations
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states in the proposition. For ¢t = n,

Vn(mna Sn—la gn—1, ina Dn)
N-1

=n-16n-1(Sn-1) + | inf {cii(Fn) +¢5(Sn) + Ha(Xnt1) + IZ% {ef (F) + ¢ (s)+

+q-1c-1(S1-1) + Hl(Xl-i-l)} + C{V(FN) +gn-1cn—1(Sn-1) + HN(XNJrl)}

ZQn—lcn—l(Sn—l) + inf 0 {C£<Fn) + C;(Sn) + E{Hn(Xn+1) + ann(sn)+

nHy~rn

N-1

it el (B i (Suen) + Huon(Kne2) + 3 (el (F) +ci(S)+
n 90N = l=n+2

+q—1c-1(S1-1) + Hz(Xl+1)> + el (FN) + gn—1en—1(Sn—1) + HN(XN—H)}}}

ZQn—lcn—l(Sn—l) + FTL%}EZO {Cfb(Fn) + CZ(STL) + Hn(Xn—l-l) +E Z Pin,in+1 {Pinvn-l-l(X?H—h

int1

Sna 0, in+17 D;L + E,,n) + (1 - Bn)Vn+1(Xn+1a Sn» 1, in+17 Dn+1)} }

By assuption V,,41(2nt1, S0, G, int1, D), + €,,) is (jointly) convex in (211, Sn) and X,y = 2y +

Fy 4+ ¢n—15n—1 — Dp41,n. Hence
(Pinvn-H (XTH-lv Sn) 0, in—&-l, Dgz + €In) + (1 - Pin)VTL-I-l(Xn—Hv Sn> 1, in—&-la Dn+1))

is (jointly) convex in (F),,Sy). The optimal choices of F},, S, must be bounded by some @ < co.
Following the same reasoning in Sethi et al. (2001), we have two Borel measurable functions that

provide the optimal order quantities. ]

Lemma C.7. The optimality equation Vi(z¢, Si—1,qi—1,1¢, Dy) can be transformed as

Ui(wi, ¢, D) = Vi(we, St—1,qi—1, i, Dt) — qe—1¢6—1(S¢—1),
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where wy = ¢ + q—15¢—1. The transformed optimality equations satisfy

Ui(wy, ¢, Dy) = _inf {Ht(y — Diy10) + (1= Py)er(z —y) + el (y —we) + (2 — y)+

Z2>Y>Sswi

+ ]Eet Z Pit,it+1 [BtUt-i-l (y - Dt+1,t7 it—i—l, Dt+1)+

Tt41

+ (1= P;,)Usy1(2 — Dyt — €44, 5841, Dt—i—l)} },
where Dé = (Dt,t+1, Ce 7Dt,N); 62 = (et,t+17 ey Et,N)-

Uy(wr,ie, D) =Hy(fy — Dy1g) + (1= PG — fo) + o] (o —wi) + 6 Ge— ) + Be, Y Piiivin

T4

|:Pit Ups1(fi — Dey — €ttyivn1, Dicr) + (1 — Py U1 (8¢ — Dy — €14y it41, Dt+1>:| ;
t=1,...,.N—1;

Ui (wy, ¢, Dy) :ir;f {C{(y —wy) + He(y — Dyy — et,t)}vt =N

where ft = ft(wt, it, Dy), 8¢ = 8¢(wy, i, Dy) are the optimal order up to levels which satisfy

ft(whit) D) =w + Ft(wnity D), 5i(wy, i, Dy) — ft(wt,it, D,) = St(whita D)
and Ft(wt,it,Dt), St(wt,it,Dt) are the optimal fast and slow order quantities correspondingly in
period t given (wy, s, Dy).

Proof of Lemma C.7. Let fy(wy, iy, Dy), 8 (wy, 4, Dy) satisfy

~ A

fe(we,ig, Dy) = wy + Fy(wy, iy, D), S¢(wy, i, Dy) — fi(wy, iy, Dy) = Sp(wy, i¢, Dy)

and Ft(wt,z't, D,), S‘t(wt, it, D) are the optimal fast and slow order quantities correspondingly in
period t given (wy, iy, Dy) for all t. Let y = swy + qu—1Si—1 + Fi, z =y + Sy;

We prove this proposition by induction. When ¢ = N, obviously this is satisfied. Suppose that
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when ¢t = n + 1, this is satisfied. Then when t = n, we have
Un(wna in, Dn)

:Z>iyn>fw {Hn+1(y = Dnpn —€nn) + (1= B)en(z —y) + sz(y —wn) + ¢, (2 —y)+

+ Een Z Pin,in+1 [PinUn-l—l(y - Dn,n - Gn,nain-&-lv Dgz + 621) + (1 - PZn)*

in+l

Un+l(z - Dn,n — €n,n; in+1v D/n + E/n)] }

“F igf>0 {H"H(mn + Gn-1Sn-1 — Dy — €nn) + (1 — B, )en(Sn) + 05(Fn)+

+ Cfl(sn) + ]Een Z Pin,in+1 |:P’ann+1($n + QH—ISn—l - D/nlyn - 6{L,TL7 Sn, 0’ Zn+1, D;’L + 62’5)—1—

Int1

+ (1 - Pin)(vn—s—l(wn + @n-1Sn-1 — Dn,n — €nn, S, 1, Int1, D;L + 6;) - Cn(Sn))] }

= P igf>0 {CZ(FH) + C;(Sn) + Eﬁt Z ]Din,inJrl |:Pinvn+1(xn + Qn—lsn—l - Dn,n — €n,n;

S, 0, Intls ng + eln) + (1 - Pin)vn—i—l (xn + qn-15n-1 — Dmn — €nn, Shn, 1, Int1s D;L + E;L)] }
:Vn(xm Snfla Gn—1;1n, Dn) - anlcnfl(snfl)

We then prove the Bellman’s equations for Uy (wy, i, Dy). When t = N, obviously the Bellman’s
equations are satisfied. Assume when ¢t = n + 1, the Bellman’s equations are satisfied. Then for

t = n, we plug in order up to levels, fn, Sn, into the following cost expressions.

Hyi1(fa = Do = €nn) + (1= Pi)en(3n — fo) + ¢ (fa — wa) + ¢(3n — f) + Ee, Z P inia

int1

PinUn—i-l(fn - Dn,n — €n,n; Tnt1, D;l + 641) + (1 - -Pin)Un—i-l(gn - Dn,n - Gn,n’in—Ha D/n + E/n)]

=c}(Fn) + ¢ (Sn) + Ho(Xn11) + Ee, > Pivivr (P Vot (X1, S, 0, ing1, D)y + €)+

intl
+ (1 - Pin)vn—f—l(xn + Qn—lsn—l + Fn - Dn,n — €n.n, Snv 17in+17 Dln + Eln))

:Vn(xnasn—MQn—l’in:Dn) - Qn—lcn—l(sn—l) = Un(wn;ln7Dn)
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Hence we prove the Bellman’s equations for U (wy, i, Dy). O
Lemma C.8. U(w, i, Dy) is convez in wy.

Proof of Lemma C.8. We know that Vi(z, Si—1, ¢i—1, i, Dy) is (jointly) convex in (x4, S;—1). Define

Bt(l’n St—1,qt—1, 1, Dy, Fy, St)

=c[(F) + ¢} (S) + Hi(Xe1) + Ee, D Piivy (Bt‘/t-&-l(xt + qt-15t-1 + Fy — Diy — €14, 54,0,

T4

tt+1, Deg1) + (1 — Pi)Vigr (e + qe—15i—1 + Fr — Dy — €14,5¢, 1, 441, Dt+1)>

Since Viqi(xy + Si—1q1—1 + Fy — Dyy — €14, Sty 94, Dygq) is (jointly) convex in (¢ + Si—1qi—1 +
Ft — Dt,t — ft,tast), it S 0, 1, t Z 1, VEtyt, Bt(l‘t,Stfl,qtfl,’it,Dt,Ft,St) is (jOthly) convex in
(xt +qe—1St—1 + Fy — D¢+, St). Let wy = @t + qt—15¢—1 + F}, from the proof of Lemma C.7, we know

Ui(wy, i, Dy) = };ﬂg By(x¢, St—1, qt—1, 1, Dy, Fy, St)
tyot

Therefore Uy (wy, i, Dy) is convex in wy. In addition, by the definition of Uy (wy,in, DN), Un(wn,in, DN)

is convex in wy. O

Proof of Proposition 4.1. The results in Proposition 4.1 can be derived directly from Lemma C.7
and Lemma C.8. O

Proof of Theorem 4.1. For period t, let y = gy, z = Z be the minimum points of the following

function on the region of z > y > sw;.

ol (y = we) + 6z = y) + (L= Py)er(z — y) + Hily — Dird) + Ee, S P

ig41

|:1:)’itUt+1(y — Dyt — ety 0141, Diy1) + (1= Pi)Upp1(2 — Dygr s g1, Dt+1)}
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yf, z; are given by

y: =arg myin {C{(y - wt) - (Cf + (1 - Piz)ct)y + Ht(y - Dt+1,t) + Eet [Z Pit7l't+1Pit*

Tt
Urs1(y — Dig1tyieg1, Dig)] }
:=argmin Ly (y, wy, ig, Dy)
y

i =argmin {cf(y = wn) + Hyia(y = Dyvin) |

Z’;kl, = argmzin {(Cf + (1 - Pit)ct) + EEt [Zpit,it+1(1 - ]Dit)Ut-f—l(y - Dt,t - €t7t7it+1a Dt+1)]+

Tt41
+ é(y: - Z) [Lt(zawhita Dt) - Lt(yZ(7wt7 ita Dt)] }

:=argmin Ty (y;, wy, ig, Dy)
z

where §(a —t) =1 when ¢t < a and d(a — t) = 0 otherwise.

If 2 > yf, based on the definition of v, 2/, we have y; = ¥, z; = Z. So we only discuss the case

where yf > 2§ and try to show

of (= we) + (2 = y) + (L= Py)er(z — y) + Hily — Dir) + Bey S P

T4l

P Ui1(y — Dit — €ttyitv1, Dey1) + (1 = Py ) U1 (2 — Dig — €1ty i1, Dt+1)]

ZC{(Zf - Swt) + Ht(z;‘ - Dt,t - Gt,t) + Eet sz‘t,z‘tﬂ Ut+1(2;§ - Dt,t — €t Up g1, Dt+1)-

T4
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For z{, we have

cf (27 = wi) + Hi(2] = Diyry) + Ee, Z Pivivi 1 Utt1(2; — Dy — €xg, i1, Diga)

Tp41

=cf(zf —w) — (¢} + (1= P,)e) 2 + Hy(2f — Dis1g) + Be, D Piyivir P Usr (27—

1441
— Dt — €tt,0t41, Dey1) — [C{(y;tk —wy) — (¢ + (1= By,)ee)ys + Hy(y; — Diy — 1)+

*

+ Ee, Zpit,itﬂ P U1 (y; — Dig — €ty et Dt+1):| + [cf(yf —wi) = (¢f + (1 = Pi,)e)y;

T4l

+ Ht(y: - Dt7t - €t7t) + Eet Z Pit,it+1pitUt+1 (y;|< - Dt,t - 6t7t7 it-i-].) Dt+1):| +

1441
+(¢f + (1 = P,)er)z) + Ee, Zpit,im(l — P )Ui1(2¢ — Digags i1, Digr)
Tt41
S{(Lt(% wyyit, Dy) — Li(y we, i, Dy)) + (¢ + (1 = Py, )er)z + B, Zpit,itﬂ(l — P,)*
Tg41

Uir1(2 = Dig1py 41, Dt+1)} + Ly, we, i, Dy) V2

:cf(z —wy) + He(z2 — Dy — €14) + Ee, Zpit,it+1Ut+l(z — Dyt — €14, 0441, Diyr),

T4

(C.23)

where

L(y, swy,ie, Dy) =cf (y — we) = (¢ + (1= Pi)er)y + Hi(y — Doy — €4) + Ee, Y Piiyyy Pi

Ti4+1
* Upr1(y — Dy — €4, t41, Digr).

From the definition of g, z, (7, Z) minimizes

o (y—w) +ci(z—y) + (1= P)e(z — y) + Hi(y — Doy — €1) + Ee, D Piriiypn*

T4

P Ui1(y — Dt — €ty 0t41, D) + (1 — Py, )Up1(2 — Dy — €, G415 Dt+1)] .
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We know that the following function is convex in y,

C{(y - wt) - (Cf + (1 - Pit)ct)y + Ht(y - Dt-‘rl,t) + Eét [Z Pit7it+1P£tUt+1(y - Dtﬂf — €ty

T4

it+1, Diy1)].

If y < z <y, then based on the convexity of the above function in y, we know (Z,Z) minimizes

the above expression, i.e.,

el (y—w) + (= —y) + (1= P)er(z — ) + Ho(y — Doy — e10) + Ee, Y Piviis

Tp41

PitUt+1(y - Dt,t — €tty Ut41, Dt+1) + (1 - Pit)Ut—f—l(Z - Dt,t — €ty U441, Dt+1):|

ZC{(E —wi) + Hi(Z — Dyy — €14) + Ee, Z,Pit,itJrlUt-l-l(z — Dyt — €1, 0441, Diy1)

T4

> (25 — wi) + Hi(2; = Dysia) + Be, Y Pivivs Urnn (27 = Digagoivsr, Dig).

Tp41

If z > yi > z{, based on the convexity of (¢, + (1 — Py,)ct)z + Ee, 32, ., Pisives (1 = By )Urga (2 —

Dyt — €4,94+1, Di41) in 2z, Z is the minimizer of the previous function.

(Cf + (1 - Pit)ct)z + Eﬁt Zpit,it+1 (1 - Pit)Ut+1(Z - Dt,t — €Lty it+1’ Dt+1)

1441

S(Cf + (1 - Pit)ct)z + Eez Zpit,it+l (1 - Pit)Ut-‘rl(Z - Dt,t — €Lty 41, Dt+1)7vz
Tyl

<+ (1= P)e)z+Be, Y Pipier (1= Pi)Uig1(z = Dy — €r4yivi1, Diga) + 6(yh — 2)%
1441

{Lt(Z, swe, it, Dt) — Le(yz , swy, i, Dt)}yvza
This contradicts to the assumption that z > z;, as 2 is the minimizer of

(ci + (1= Py,)ce)z + Ee, Z Pivivyr (1 = Pi)Ut1(2 — Dit — €tt, 041, Dig1)+
T41

+ 5(y:; - Z){Lt(Z,UJt, ita Dt) - Lt(y;‘kthait) Dt)}

shown in Equation (C.23). O
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Proof of Proposition 4.2. We first consider the case y; < z{. For optimal y;, z;, we have

0 . .
¢’ + (1 - Pit)c + %Eét Zpit,it+1(1 - Ht)UtJrl(Zt - DtJrLt’ZtJrl) Dt+1) =0
Tp41

0

@EEez Zpit,it+1 Ut-‘rl(zzk - -Dt-i-l,ta it-‘rla Dt+1) = -

c+(1-P,)e
1-F ’

J

0 ]
o = —(1-Py)c+ %(Ht(yt = Diy1)+

+Ee, Y Pivive PuUet1 (U — Devgsivr1, Des1)) =0

ig41

15) )
E, Z Pirivir Urr1(ys — Dig1tyigy1, Dig1)
J

@7
Iy
cf =t —(1-P,)c+ (%Ht(y;tk — Dyy14)
2 :

Note that E,, Z]- Piviivi1Ut1(y — Dig1 ¢, i¢41, Dyy1) is convex in y. We have

Y <2
- of =t — (1= Py)e+ & Hi(y; — Devay) _ (1-P,)c
P, 1- P
0
&(1=P,)(c —¢ = (1-P,)c+ @Ht(yf — Dtt1.4)) > P (¢® + (1 = B,)c)
S
f C 8 %
el — — —H. - D 0.
c 1— Pit ¢+ ay t(yt t+1,t) >

As a%UHl(y,itH,DtH) > —c{_H, at y = yf, we have

0

%Eet Zpit,it+1-PitUt+1(y - Dt+1,t7 it+17 Dt+1) 2 _-Pitctf_l,_l

Tt41

0
e — ¢ —(1-P,)c+ @Ht(y — Dyi1y) > Pl

c’ 0
(1 -P,)( - - —Hy(y—D > 0. 24
( i) (¢ 1- P, c) + oy t(y 1) > (C.24)
Therefore, to have yf < z;, the sufficient condition is cf — 1_‘3; —c>0.
it
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We then analyze the case y; > z;. For optimal y;, 2/, we have

o . B
o+ (,THt(Zt —Dyy1y) + Eet ZP“’“H Ur1(2f — Diyre, it1, Dig1) =0
2
Zz+1
0 0
S e > Pivivi1 U1 (2 = Digagiegr, Dy + &) = —(cf + 5, 1z = Dri1e))
y 1441 o
f s 0 *
== (1-PFy)c+ %Ht(yt — Diy10)+
0
+ 6*1[“3& Zpit,itﬂ Uit1(Yf — Diyags i1, Diyr) = 0
Y Tp41
0
= yEet Z Plt,lt+1 Ut+1( Dt—‘rl ty 7’t+17 Dt + Et)

Zt+1
of =8 — (1= Py)e+ £ Hi(y; — Deriy)
P, '

Rearranging the terms in the above equalities, we have

0 0
3y - Ee, szt,zm Uit1(2{ = Deg1,ty 041, Degr) + 9 —Hy(2] — Diy1y) = —¢!,
Ti41
0 0
3y —E, szmm Uir1(yf — Digi g, teq1, Degr) + Fﬂt( — Diy14)
(FEN]
cf+c+(1-P,)c 1 0
— (— =D)L H,(y — Desra).
P, (Pit )3y t(yy t+1,t)

As Ee, 37, Pivivia U1 (Y — Deigoierr, Dy + €) + Hy(y — Dyy1y) is convex in y, we have

Yy > 2
f e _
c+cf+(1—P)e 1 d
— —(=— —1)=—H,(y; — D —cf
P, (Bt )8y t(yt t+1,t) > —¢
o LI aH( —Di114) <0
- —C .
1- P, dy t t+1,t

Since (1 — P,)(c/ — 1_C;3it —c)+ %Ht(y;‘ —Dyy14) >0, ¢/ — 1_C;3it — ¢ < 0 is a necessary condition
for yf > 2f.

We then consider the case y; = 2. With y; < 27,

f_ ¢’ _ QH * D <0
¢ 1— Pit ¢+ 8y t(yt t+1,t) < 0; (025)
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with yf > 27,

S
L >0 C.26
© o p, gy~ D) 20 (20
Therefore in for y; = 2},
S
c =P, c+ By t(Yy t+1,t) .

As (1-P)(cf — 5 —o) + a%Ht(y;" — Dyy1,4) > 0, the necessary condition is ¢/ — 55— — ¢ < 0.
it t

CS
i-P,

To summarize, ¢/ — — ¢ < 0 is the necessary and sufficient condition for y; > z;.
Finally we show that Ti(z,y;, ws, i, D¢) is continuous and differentiable at z = yf. For z > v},

the partial derivative of Ti(z, y;, wy, i, D¢) with respect to z is

aﬂ(zvy*awtaitth) a .
taz = (1= Py)y Ee > Pivivi U1 (2 = Digagyitgr, Der) + ¢ + (1= Py)e.

Tt41
For z < yf, the partial derivative of T;(z, vy, wy, iy, D) with respect to z is

aﬂ(zay*awtaitaDt) 8 . a
taz = &Eet Zpit,itﬂ Ups1(2 — Dig1gyit1, Dip1) + ¢ + %Ht(z — Dit1).

1441

It is easy to verify that Ti(z, y;, wy, i, D¢) is continuous and differentiable on (—oo, y;) and (y;, 00).

Hence,

lim =(1-P,) 0

Z%(y;‘)“' &Eet Z Pitvit+1Ut+1 (ygk - ‘Dt+1,t) it-‘rla Dt—‘rl) + CS + (1 - Pit)c

T4

) )
lim = —F Pivives Uri1 (i — Dig1gyivsr, Dis1) + ¢f + =Hy(yf — Dij1.4).
) 2 Gt; it,tt41 Yt ( t + t+ + ) 8y ( t t+ )

Note that for y;, we have

0
Cf — Cs — (1 — Pl )C + @Ht(y: — Dt+1,t>+
0 (C.27)

taEet sz't,ml Uit1(yf — Dis1t,9t41, Dig1) =0

g1

+ b
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Therefore,

lim Ti(z,y;, we, ip, Dy) = lim  Ti(z,y;, we, iz, Dy),

2= (yy) T 2= (yy)
ie. Ty(z,y;, wy, ¢, Dy) is continuous and differentiable at y;.
As Ee, 325 Pivivy1 Ut 1(Y — Diga gy g1, Digr) Is convex in gy, for yf < 2§ and yf > 27, 2f —y; in-
creases with £ Ee, 3, Piyiv i Ure1 (2 =Dt gy it 1, Dist) = 5 Be, 5 Pisioyy U1 (yf = Dist s i1, D).

For yf < 27,
0 . .
&Eet Z Pirivi1 Utr1(2f — D1ty itv1, Dey1)—
J
0

- @Eet Z Pit,itﬂ Ut+1(y2< - Dt+1,t7 1441, Dt+1)
J

e~ (1= P)et GH(Y; — Disg) ¢+ (1—-Py)c
- P 1- P

o N (%Ht(yf — Dyit14)

t

p;, P,

For y;j > 27,

0 . .
@Eet zjjpit,ml Uit1(2f — Digaty 0041, D) —
0

- @Eet Zpit,itﬂ Ui+1(yi — Digt, te1, Digr)
J

F— ¢ — (1= P,)e+ ZHi(yf — Diy1y)
¢ —¢ i )¢+ g0 Hi(yy t+1,t 0 .
= 2 5 — (I + 5, (2 — Devre))
0 *
1-P,, ¢ c* ayHi(yi — Div1y) 0
— —c— — —H(z; — D
P, (¢ —c - P )+ P, P t(2 t+1,t)
In both cases,
0 0

5 e > PiiraUi1(zf = Digagoier, Dega) — @Eet > Piice Uni1 (U = Disagyivgr, Dega)
J J

cs

i-p,-

increases with the effective cost difference ¢/ — ¢ — Therefore 2z — y; increases with the

effective cost difference. O

Proof of Theorem 4.2. We prove the results by induction. Note that F', S; record the pipeline

inventory in period ¢ and gq;_; records the disruption of submitted slow orders up to period t — 1.
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Obviously when ¢ = N, this equality holds. Assume that when ¢ = n+ 1, this equality holds. Then

when t = n, we have

Un(wna im Dn)

= an}fzo {sz(Fn) + ¢ (Sn) + (1 = P, )en(Sn) + Hn+lf—1(Xn+lf) +E, Z P inia
Tn+1

<PinUn+1(y — Dntiying1, D, + €,) + (1 = P, )Unt1(2 — Dpy1ns in, Dy, + 6%))}

= inf {cgi(Fn) +¢5(Sn) + Ee, > Piinys <P (Uns1(y — Dugi1 s in, D), + €))+
ny~rn ’Ln+1

+ Hust;-1(Xngi;)) + (1= Py) (Ung1(2 = Dngany ing1, Dy + €,) + Hgtyp o1 (X )+

+ cn(Sn))>}

- ll'lf {CIL(FTL) +C +]Een 1n,ln+1 < l(Xn—I-lyFn)STLa (Qn—lao))in-‘rlu

Frn,Sn2>0
Zn+1

Diz + 6;1) + (1 - Pi,L)Vn—&—l(Xn—&-h F,, Snv (qn—17 1)’ in-l-l? D;L + 6;)) }
:Vn(xna Fn—h Sn—la q,_1, in7 D'/n, + 6;1) - Qn—lcn—l(sn—l)

We then show that [, — [ = 1 is the necessary and sufficient condition that the optimal policy
is a two-threshold policy. If I — I > 1, we redefine w; = x; + Zk g Bt 22115;211 q1Sk,

Zk tl Lot 1 qxSr and let y = Fy + wy, 2 = y + St + ng. Therefore, we modify the value

function as

Ut(wt7 T, ita Dt) =

inf {Ht+lf—1(y —Dy1) + (1= Pyer(z —y —ne) +ef (y — wp) + ¢ (2 — y — )+
zZ2y+ng,y>swe

+Ee, Y Pivsiver [P Urr1 (i1, mus, i1, Deg) + (1= Pi)Upgr (i1, mf i1, Dig)] },

T4l
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t t+lf,ls
Wip1 = Teq1 + Z Fy, + Z qrSk

k=t—l+2 k=t—lo+2
¢ thlp—ls+1

=2+ Fp1— Dipig + @o1418—141+ Y, Fet+ > Sk
k=t—lp+2 k=t —lo+2

= swy+ Fy — D1t + Qe p—1,+1St+p—1,+1-

In order to keep w41 tractable only based on the decision in period ¢, we need [y — I, +1 = 0.
Otherwise, when Iy — [, + 1 < 0, we have to keep track of the slow order of period t + 1y — I+ 1 in

period ¢, which means we need to keep track of all past slow orders. Then we check n¢y1,n;,

t

1 = g Qe Sk = Nt — Qt+lf—l5+15t+lf—ls+1,
k=t+lffls+1
t
/
Npp1 = E @Sk = Nt = Qi —1,+15t+1;—1+1 + St
k=t+lp—ls+1

When [, — Iy =1, ny41 and ny 41 are tractable only based on the decision in period ¢. So when we
plug in this equality into the Ui(wy, ny, iy, Dy) functions we can directly ignore these n; terms, so

that we have the forms stated in the proposition. O

Optimal Policy with Markovian Modulated Demand

Rather than MMFE, previous literature also assumes Markovian modulated demand to model
demand forecast. With Markovian modulated demand, the current demand state provides inform-
ation about the demand in the next period. We consider the discrete demand case of Markovian
modulated demand. The firm observes the demand state k; in the end of period ¢, which indic-
ates the realized demand, and the demand state evolves following a Discrete Time Markov chain.
Let K denote the set of demand states and M denote the transition matrix of demand states:
M, ; = Problki1 = jlke = i}, t = 1,...,N;i,5 € K. With Markovian modulated demand, the

realized demand in every period also infers information of possible demand in the following periods.

Theorem C.1. Consider Markovian modulated demand. Assume ci(x) = cjx,c(x) = cpx. The
optimal policy is a state-dependent two-threshold base-stock policy with the structure stated in The-

orem 4.1.
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We show that the optimality of the two-threshold type policy is preserved with Markovian

modulated demand. Therefore we focus on the original model to generate insights.

Proof of Theorem C.1. Let dj denote the demand value when demand state is k. Without loss
of generality, we label the states such that for state ¢ < j, d; < d;. Let R denote the transition
probability matrix of the DTMC of demand.

Let V" (¢, St—1, qt—1, gt—1, i) be the optimal cost function in period ¢, where g;—1 is the realized
demand state in period t. With the same procedure in Lemma C.6, it is easy to show that the

Bellman’s equations satisfy

V™ (@, St—15 Qt—15 Gi—1, it)

= inf { Hi(w:) + o] (F) + ¢i(S0) + a-10-1(Se-1)+
Fy,St

+ ZRgt 1,9t ZPH,MI P Vi (w4 qi—1Si-1 — dg,, S, 0, g¢, 1441) +

T41

+ (1= PVt (z + ¢—15t—1 — dg,, St, 1, gt iv1)] }
Furthermore following the same procedure in the proof of Proposition 4.1 that, with w; = z; +

qt—15t-1,

2Z2Y>swy

+§ :Rgt 1,9t E Plt,ZtJrl i ¥

Tt+1

Utm<wt79t—1= it) = _inf {C{(y - wt) + (Cf + (1 - P'Lt Ct + ZRgt 1 gt y dgt)

« UMt (y — g6, ges 1) + (L= P ) UM (2 = ge, 9| }

UN(WN, gN—1,1N) :yinf {C{v(y —wy) + ZRgN,l,gNHNH(y - dgzv)}

DTN
gN

with U™ (wy, gi—1,%) = V™ (@, Si—1, Gt—1, Gt—1,%) — qr—1¢1—1(Si—1). Assume c¢j(x) = cjz, ci(x) =
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Ct .

y;,k =arg myin { ZRgt—l,gth(y - dgt) + C{(y —w) — (¢f + (1= Py)er)y + Z Zpit,it+1
J

gt it41
R 1,0 L U1 (Y — Gts gy i41) }

=argmin L (y, gt—1,4) t=1,2,...,N—1
y

vy =argmin { > Ro, g Hily = dg,) +cf (y —wi)}
J

ZZK :mzin {(Cf + (1 - Piz)ct)z + Z Zpit,it+17?’gt—1,gt(1 - Pit)UZil(z - gtagtaitJrl)}_‘_

gt 41
+ 0y — 2){ L7 (2, g-15i0) — LT (7, ge-1,0) }

=argmin 7" (z,vy;,gt—1,9) t=1,2,....,N—1
z

Following the same argument in the proof of Theorem 4.1, we can prove the optimality of the

state-dependent two-threshold base-stock policy. O

Optimal Policy with Random Yield

In practice firms also meet partial supply disruption, i.e., random yield or partial order avail-
ability. In this section we consider supply chain disruption in the form of random yield such that
a probability matrix characterizes the proportion of order the firm would receive for a given dis-
ruption state. Let j; denote the random yield state in period ¢, ¢ = 1,..., N and J denote the
set of random yield states. If the supplier’s random yield state is j, he receives a proportion r; of
the total order. Let Q denote the probability matrix such that with disruption state i; = ¢, the

probability that the random yield state is j; = j is Q; ; = Prob{j; = jli =i},t =1,...,N;j € J.

Theorem C.2. Consider random yield of the slow supplier. Assume ci(z) = cjx,c(x) = cpx. The
optimal policy is a state-dependent two-threshold base-stock policy. The optimal base-stock levels

Y, 21, Zf characterize the optimal ordering decisions as follows:
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yr < 2f
(yf —we, 2f —yf) swy <yf
(F7,55) =9 (0,2 —wy) yr < swy < 2}

(0,0) o.w.

yi >z
. (Zf —w,0) swy < ZF
(Fy,5¢) =
(0,0) o.w.
With random yield, when y; > 2}, the base-stock level is z; instead of 2/, t =1,..., N. As the

optimality of two-threshold policy still preserves with random yield rather than complete disruption,

for the simplicity of the analysis we focus on the complete disruption case to generate insights.
Proof of Theorem C.2. Following exactly the same procedure with the complete disruption case, it
is straight forward to show the optimal cost function satisfies

U/ (wy, iy, Dy) = inf {cf:(y —wy) +¢i(z—y)+ Z Qi,.jricn(z —y) + Hi(y — Dey14)+
J

2Z2Y>swt

+Be, Y Pivics Y, QiejUle1(y = Deyre +75(2 — ), ir1, Dt+1)}-

T4 J

and U/ (wy, i, Dy) is convex in wy. Thus the function inside the inf operator is a (jointly) convex
function of (y, z). Therefore with §; = (w, i, D¢), a unique pair of (y, z) minimizes U} (w, i, Dy).
The optimal order policy should follow a similar procedure based on y;, z;; where ¥, zr minimizes

the following function,
Wily, 2, swi, i, Dy) =cf (y — wi) + i (z — y) + > Qi grici(z —y) + Hi(y — Dyy1g)+
J

+Be, > Pivivys D QiesUl1(y — Digas + 75(2 = y) i1, Diga).

T4 J

With §; = (wy, i, D), if yf < z{, the optimal order policy is the same with part (i) in Theorem 4.1,
ie., (Ff,S)) = (yf — min(wy, yf), 2z — max(y;,w)). When yf > z;, we define g, zZ to be the max-

imizer to the above expression with the constraints z > § > sw;. However, since Wy(y, z, wy, i, D)
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is (jointly) convex in (y,z). If we only add the constraint z > g, the optimal (g*,z*) is on the
intersecting line of the surfaces (y, z, Wi(y, z, wy, 3¢, D¢)) and y = z. The optimal solution satisfies
y* = z*. Hence the optimal ordering policy should be, ordering up to z* from the fast supplier if

possible. O
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