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ABSTRACT

ON A DYNAMIC PRICING MODEL WITH A POSSIBILITY TO EXIT THE
MARKET

ELIFNAS ERTEKIN

Industrial Engineering, Master of Science Thesis, July 2018

Thesis Supervisors: Prof. Dr. J.B.G. Frenk, Assoc. Prof. Dr. Semih Onur Sezer

Keywords: Dynamic Programming, Non-homogeneous Poisson Process, Optimal

Pricing Policy

Taking pricing decisions over time is an important tool to maximize profit in revenue
management. In most of the literature with dynamic pricing and stochastic demand,
costs are considered as fixed components independent of the pricing policy. Due to the
fact, exiting the market is not included as an option in these models. Next to revenue
through sales, in this thesis we comprise inventory holding cost which leads staying in
the market to be costly. Therefore, we consider the possibility to exit the market before
the season ends. In particular, we deal with the problem of selling a seasonal product in a
retail store over a finite sales season. Initial order quantity is also a decision variable;
hence, we consider ordering cost per item. During the season, inventory replenishment
or backlogging is not allowed. In continuous time demand model which is our proposed
model, Poisson sales process is assumed with arrival rate function depending on both the
time of arrival and the price of the product. At predetermined decision moments known
at the beginning, the supplier has to decide either staying in the market and adjusting the
price or exiting the market and selling the leftover inventory at a certain salvage value.
We formulate both our proposed model and discrete time demand model by dynamic
programming techniques. Static version of our proposed model is also provided. For
numerical experiments, we investigate the sensitivity of the optimal pricing policy with

respect to different problem parameters of a given base scenario.
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OZET

PAZARDAN CEKILME OLANAGI iLE DINAMIK FIYATLANDIRMA MODELI

ELIFNAS ERTEKIN

Endiistri Miihendisligi, Yiiksek Lisans Tezi, Temmuz 2018

Tez Danigmanlari: Prof. Dr. J.B.G. Frenk, Do¢. Dr. Semih Onur Sezer

Anahtar Kelimeler: Dinamik Programlama, Homojen Olmayan Poisson Siireci,

Optimal Fiyatlandirma Politikasi

Fiyatlandirma kararlar1 almak gelir yoOnetiminde o©nemli bir uygulama olarak
degerlendirilmektedir. Ancak dinamik fiyatlandirma ve stokastik talep siireci iceren
bircok makalede, maliyetler kullanilan fiyatlandirma politikasindan bagimsiz sabit bir
0ge olarak sayilmaktadir. Bu demek oluyor ki, bu modellerde pazardan ¢ekilmek bir
secenek olarak kabul edilmemektedir. Bu tezde, pazarda kalmanin maliyet yaratmasina
sebep olan zaman ve adet birimi basina envanter tutma maliyetini dikkate aldik. Buna
bagl olarak, onceden belirlenmis karar anlarinda pazardan cekilme olasilifina yer
verdik. Ayrintili olarak, bir perakende magazasinda sezonluk bir iiriiniin sinirli bir zaman
diliminde satilmas1 ve en yiiksek geliri saglayan fiyatlandirma politikasinin belirlenmesi
sorununu ele aliyoruz. Yalnizca satis sezonu baglangicinda siparis verilebilmektedir ve
dolayisiyla iiriin bagina siparis maliyeti modelde yer almaktadir. Satis sezonu igerisinde
envanter yenileme veya geciktirilmis talebin karsilanma ihtimalini modelimize dahil
etmedik. Talebin Poisson siirecine gore gerceklestigini ve varig siklifi fonksiyonunun
hem zamana hem de iiriiniin fiyatina bagl oldugunu kabul ettik. Onceden belirlenmis
karar anlarinda, satici iki durumdan birini se¢cmelidir: pazarda kalmak ve belirli bir fiyat
listesinden iiriin i¢in optimal fiyati1 ayarlamak veya pazardan cekilmek ve kalan envanteri
belirli bir kurtarma degerinde satmak. Belirtilen modeli dinamik programlama
algoritmas1 kullanarak formiile ettik ve cesitli problem parametrelerinde duyarlilik

analizi ile sayisal bir calisma gerceklestirdik.
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Chapter 1
Introduction

In this chapter, we first give a short explanation of our proposed stochastic dynamic
pricing model for a seasonal product and after, we make a review on the most important
dynamic pricing models which appeared in the literature. A classical example of our
proposed pricing model is the sales of fashion clothes during a given season and the way
a supplier should react on changing market conditions by adapting the price or leaving
the market. In our model, customers are assumed to be myopic. Contrary to strategic
customers, myopic customers buy a product as soon as the offered price falls below the
price they are willing to pay. These customers do not anticipate on the expected future
pricing strategy of the supplier as strategic customers. Along the same line, most of the
models in the literature comprise myopic customers and deal with the problem of selling
a perishable product during a finite horizon. Although our model deals with a seasonal
product, there is not a big difference between perishable and seasonal product types.
Both products can only be sold during a short period and also the demand for both
products decreases over time due to deterioration for perishable products or loss of
popularity for seasonal products. However in all stochastic dynamic pricing models for
myopic customers, only revenue is considered and the costs are regarded as fixed
components independent of the used pricing policy. Therefore staying in the market does
not create additional cost and leaving the market is not an option. After a short
explanation of our model in the first section and its comparison with the existing models
in the literature, in the second section we will explain in more detail our stochastic
dynamic pricing model. Since we include inventory holding costs per item per unit of
time, staying in the market creates costs; therefore, we also consider the option to leave

the market and sell the existing leftover inventory before the end of the season.



Chapter 1. Introduction

1.1 Literature Review

In this thesis we deal with the problem of selling a seasonal product during a sales season
of finite length. During this sales season, customers arrive according to a Poisson process
with an arrival rate function depending on the time and the price of the product. We
include inventory holding costs in our model which leads staying in the market to be
costly. Therefore, we not only try to adjust the prices for the product at certain points
in time but at the same time, we consider the possibility to exit the market. The main
objective is to maximize the expected profit. This is a common situation for seasonal
products such as fashion clothing in retail stores. Also during the sales season neither
inventory replenishment nor backlogging is allowed. Only at the end of the horizon or
when deciding to quit the market, the (possibly remaining) leftover items can be sold to
outside suppliers (such as outlet stores) at a given salvage value. Next to setting prices
optimally or quitting the market, the initial order quantity is also a decision variable in
our model; therefore, we consider ordering cost per item at the beginning of the season.
In the literature review to be discussed in this section, we encounter a lot of pricing
models for a perishable product. In general, a seasonal product is not the same as a
perishable product since a seasonal product does not face deterioration; however,
seasonal products have similar characteristics as perishable products. Firstly, they have
to be sold within a short sales season and secondly, as for perishable products suffering
from deterioration, the demand for seasonal products is decreasing as time progresses. In
our model, as already observed demand of potential customers is assumed to be a
non-homogeneous Poisson process with arbitrary arrival rate function depending on time
and price. Since the selling season is relatively short, we do not consider in this thesis
demand learning or the behavior of customers who anticipate on the future expected
price policy of the supplier. These are so-called strategic customers and next to demand
learning, this is a completely different line of research and outside the scope of this
thesis. Instead, we assume that we are dealing with so-called myopic customers of which
we know beforehand the arrival rate function of the stochastic Poisson arrival process as
a function of time and price. These potential customers arrive singly, i.e. no group
arrivals are allowed, and they decide to buy the product or not depending on their
willingness to pay for a certain offered price. The maximum price that a potential
customer desires to pay for a product is known as the reservation price of that customer
and in general this reservation price is a random variable. In this paper we assume that
the random reservation price has an arbitrary cumulative distribution function which is

the same for each potential customer. In our computational section, we need to select a
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given parametric family of cumulative distribution functions (CDFs) and as in [1] and
[20], we assume for computational convenience that this family is the exponential family
of CDFs characterized by one parameter. Also in our model, the season is divided into a
finite number of time periods. At the beginning of each time period, the supplier has to
decide to either adjust the price from a given set of prices or quit the market and sell the
remaining inventory at a certain salvage value. We refer to those times as decision
moments. As far as we know, the possibility to exit the market is not considered before
in the pricing literature for models with stochastic demand. Since inventory cost are not
included in all of these papers, exiting the market is not an option due to no additional
costs of staying in the market. If staying in the market is costly, it might be a good
strategy to exit the market. And if the supplier chooses to stay in the market, he selects
the optimal price from a given known price set to maximize the expected revenue. That
selected price will be fixed until the next decision moment. At the end of the season, the
supplier will certainly exit the market and sell the possibly remaining products at a
certain salvage value.

It has always been a practice to influence profits by adjusting prices. Since nowadays
online sales increase rapidly and setting different prices can be done easily on the
internet, selecting a proper pricing strategy has gained an extreme importance.
Especially, taking pricing decisions over time (so-called dynamic pricing) became
crucial in revenue management. This line of research is also called by some authors yield
management. For more information on the different models used in pricing and the main
assumptions of these models, we refer the reader to the book of Talluri and
Van Ryzin (2004) and the literature surveys of Elmaghraby and Keskinocak (2003) and
Simchi-Levi et al. (2004). In the remaining part of this section, we examine some of the
existing literature in this area of research. Pricing models can be distinguished in terms
of considered sales process: deterministic or random. Accordingly, the first type of
models are called deterministic models and the second ones stochastic models.

Most of the deterministic demand models comprise either holding or purchase cost.
For example, Khedlekar and Shukla (2013) study a perishable product with deterioration
rate and having a so-called logarithmic demand rate function depending both on price of
the product and time of buying. It is assumed that sufficient initial inventory is available to
satisfy the demand. Next to classical inventory holding cost, they also include a fixed cost
of changing the price and exclude procurement costs. They aim to maximize profit under
the restriction that n price changes occur at n equally spaced points in time within a finite
horizon. Liu et al. (2014) also examine perishable products together with the temperature

of the warehouse. The temperature influences the quality of the product and therefore its
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value, and adjusting the temperature is costly. Holding cost is also included in their model
and they assume a linear demand function. They aim to find the optimal temperature and
maximize profit under a continuous time pricing policy. Pyke et al. (2005) also decide on
the price of a perishable product in each period to maximize the profit. In their model,
stockpile and consumption effects are taken into account and the optimal pricing policies
for both finite and infinite horizon models with a discount factor are studied. They analyze
pricing policies where all the major effects, such as cost or demand function, are stationary
and linear or one of the major effects can also be non-linear. Netessine (2006) approaches
dynamic pricing policy in a different way. In the first part of his paper, price changes are
not considered as decision variables but order of prices and timing of price changes are
decision variables. In the second part of the paper; pricing, timing and inventory decisions
can be made jointly and several results about the impact of the inventory decision on
pricing and timing are provided.

Unlike deterministic demand models, we rarely or never encounter cost components
in stochastic demand models. In most of these stochastic models, the size of the initial
inventory is not a decision variable but given, and the other possible costs are fixed and
independent of the used pricing policy. For example, Van Ryzin and Gallego (1994)
assume the demand process is a Poisson process only depending on the price. Dynamic
pricing decisions can be made throughout the period with the aim of maximizing
expected revenue and they derive an explicit solution for the exponential demand
function. In another part, they consider a discrete price set of prices to select from and
determine an upper bound on expected revenue by considering a deterministic model.
Feng and Gallego (1995) also assume that the demand arrival process is a homogeneous
Poisson process only depending on the price. Different from Van Ryzin and
Gallego (1994), their objective is to maximize expected revenue with an optimal timing
of price changes. They try to determine optimal switching times with time thresholds
depending on the number of items on hand. In one part, only an increase in the present
price is allowed and a dynamic programming algorithm is used to solve the problem.
Feng and Xiao (2000) generalize the model of Feng and Gallego (1995) and they provide
the optimal solution in analytical form. Among stochastic and homogeneous arrivals
approaches, Lin (2004) differs from the others because he assumes that customers arrive
one after another, in other words customers arrive sequentially. During the horizon, the
supplier can select a different price for each customer and the objective is to achieve
maximum expected revenue with dynamic pricing. The horizon ends at the moment no
inventory is left or no more customers show up. Both a fixed number of sequentially

arriving customers and a stochastic number of customers are considered in the paper
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with different parametric distributions selected for the random number of customers. In
the last part, a lower and upper bound for the optimal expected revenue is studied for
Poisson arrivals and a numerical example is given. Chatwin (2000) allows pricing
decisions to be taken at any time during the selling season. Again the demand process is
a homogeneous Poisson process and the objective is to determine the optimal continuous
pricing policy with maximizing the expected revenue. Apart from the literature cited
above, we also encounter many articles with non-homogeneous Poisson process arrivals.
For example, Bitran and Mondschein (1997) examine the dynamic pricing problem for
two different cases; prices can be updated at any point in time, or prices can be changed
at certain fixed times during the finite horizon. An example of a pricing policy which is
associated with initial inventory and its sensitivity with respect to the variance of the
reservation price distribution is also given. Moreover, Feng and Gallego (2000) address
the optimal timing of the price change problem with a given set of prices for perishable
items. In one part, they consider the Markovian case based on a deterministic dynamic
pricing literature and aim to maximize expected revenue. Zhao and Zheng (2000)
improve the results presented by Van Ryzin and Gallego (1994). It is assumed that the
demand process is a non homogeneous Poisson process and all cost components are
independent of the pricing policy. They aim to find the maximum expected revenue with
a given feasible price set. Also a numerical example is given where the continuous time
pricing problem is approximated by discretizing it to a finite number of equally spaced
decision moments. Bitran et al. (1998) study a different case which involves periodic
pricing for retail chains and so they consider more than one store. Prices are kept the
same in all the stores during the season and the objective is to maximize total discounted
expected revenue. They derive heuristics to find the approximate solution for two
different cases; no inventory transfer is allowed between stores and inventory transfer
can be done. They also contrast their results with the data obtained from a retail chain in
Chile.

Apart from the literature cited above, there are also interesting articles which are a
little beyond of the scope of this thesis. For example, Sen (2013) proposes two different
heuristics to approximate the optimal solution of the dynamic pricing policy. First, he
proposes a heuristic which is effective for finding optimal prices with the help of a
dynamic programming formulation and the second one is based on resolving a
deterministic formulation of the problem continuously. Aviv and Pazgal (2005) study
dynamic pricing policy for partially observed Markov decision process in order to
maximize expected revenue. On the other hand, reader can gather information about

pricing policies where strategic customers are considered by Du and Chen (2017) and
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the articles referenced therein. Phillips et al. (2015) assume a setting where headquarters
determine a price list and establish limits for price customization depending on their
objective. Besides, salespeople can negotiate the price based on the discretionary
authority granted to them within the customization limits. They investigate this kind of a
customized pricing model by using a data set acquired from an automotive lender and
state several empirical outcomes. Tang et al. (2012) analyze the news-vendor problem
from a different point of view by interpolating the fundamental inventory problem with
dynamic pricing decisions. Various costs are included in the model and objective is to
find the maximum expected profit.

In the last part of the literature review, we also include articles on dynamic pricing
with different objectives. Frenk et al. (2017) study a product with short life cycle
considering two models. In the first model, the supplier stays in the market until 7 or the
time when inventory finishes (which happens first). In the second model, the supplier
decides on 7 at the beginning of horizon and no exiting allowed until the end, also the
supplier faces penalty cost per unit of unsatisfied demand. They include procurement
cost per item, holding cost per item per unit of time and salvage value for each leftover
item. It is assumed that demand process is a non homogeneous Poisson process and the
price function is given beforehand. They aim to maximize the expected profit by
determining optimal order quantity and optimal stopping time. Zhang and
Weatherford (2017) regard rooms in a hotel as separate resources and they indicate that
applying dynamic pricing for the hotel industry can be treated as a network revenue
management problem. They provide different heuristic approaches in order to solve the
dynamic programming formulation. The sales horizon is divided into finite time periods
and they test their heuristics on a real data received from a hotel. Chen et al. (2017)
study a dynamic pricing model where demand depends both on the current price and the
reference price which is gathered by weighting past prices exponentially. They aim to
maximize the total profit by making price decisions in each period over a finite horizon.
Two pricing strategies are considered; the reference price effect is not included in the
first pricing strategy and a solution for the model is provided. In the second pricing
strategy, seasonality effects are not included and the model can be solved via dynamic
programming. Chen and Gallego (2018) provide a dynamic pricing procedure to
maximize the total surplus of consumers and the revenue of the firm during the sales
period. They refer to properties derived in Van Ryzin and Gallego (1994) and indicate
that maximizing this welfare policy has similar features as maximizing revenue. In their
model they assume that arrival process is a Poisson process with an arrival rate only

depending on price. In the next section, we discuss in more detail our considered model.
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1.2 A Pricing Model with Inventory Costs

In this section, we explain our pricing model in more detail. In particular, we consider
a pricing model over a finite horizon for a given product and next to pricing decisions
at certain moments in time, we include the possibility to stop the sales of that product
and leave the market. As observed in our literature review in the previous section, most
pricing models in the literature do not include the possibility of leaving the market since
they do not include any costs related to staying in the market. Thereby, we consider a
supplier taking these decisions at the selected times 0 = 79 < 71 < ... < 7y = T with
T' denoting the known length of the selling horizon. As an example, we mention that the
parameter 7' represents the duration of a season during which a particular collection of
clothes are sold and the decision moments 7, n = 0, ..., /N are the times at which the
supplier reconsiders his price of that particular product or stops the sales of that product
and leaves the market.

At the start of the season, the supplier can only order once of this particular product
from the manufacturer and so the first decision to be taken at time 0 is whether an order
should be placed and if so what would be the order size. It is assumed that the procurement
costs are given by the function ¢ with ¢(z) denoting the cost of ordering x items. In case
an order is placed, the second decision is how to set the price of this product up to the first
upcoming decision moment 7; < 7. The set P of prices which the supplier can select
from is either a finite set p; < ... < p; of increasing prices or an interval [¢, pyax] With
finite p,.c. The range of these prices are determined by the supplier. Next to revenue due
to sales, the supplier also faces inventory holding costs. We will specify the inventory
holding cost both in a discrete and continuous time demand setting. At the first upcoming
decision moment 71, the supplier either decides to stop the sales of the product and sells
the remaining inventory at a salvage value 6 per unit or selects a new price from the same
set P of feasible prices. The parameter ¢ can be positive (salvage revenue) or negative
(salvage cost). If the supplier decides at time 7, not to stop the sales, he faces the same
decision at the first upcoming second decision moment 7. Finally at time 7" at the end
of the season, the supplier for sure stops selling the product. As an example, the supplier
may decide to take these decisions at the end of every week in a season lasting several
weeks. Clearly the supplier will only enter the market at time 0 by ordering the product if
his expected profit will be positive.

The pricing model explained above can be distinguished as discrete or continuous
time demand model according to the selection of demand process for this particular

product. Since sales clearly depend on the demand process, we can consider either
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accumulated demand in a given period (discrete time demand model) or demand
generated by a continuous arrival process of customers (continuous time demand model).

If we consider the discrete time demand model, we denote by the random variable
D,,(p) the accumulated sales within the time interval (7,,, 7,,11] if the price in this interval
equals p. To assure that this discrete time demand problem is Markovian in the current
inventory level and the time index we need to assume that the random variables D,,(p),
n = 0,..., N — 1 are independent but not necessarily identical distributed. This enables
us to solve this problem by stochastic dynamic programming. It is also assumed in this
discrete time demand model that within the interval (7,,, 7,,.1], we only incur inventory
costs of the leftover items at time 7,1 and it is given by h,, > 0 per leftover item.

If we consider the continuous time demand model, we assume that the cumulative
sales process for a given price p € P is given by a non homogeneous Poisson process NV,
with bounded arrival rate function ¢ — (¢, p) depending both on the time a product is
bought and on the price. This means that the arrival process of customers is given by non
homogeneous Poisson process and each customer buys exactly one product. In general
we can model this accumulated demand process by an increasing Levy process (see [5]
for the definition of such a process) but we will not pursuit this approach in this thesis.
To denote the dependence of the probability law of the arrival process on the price p, we
use the subscript p in V,,. In the continuous time setting, we additionally assume that the
inventory costs are given by h per item per unit of time. A very special important instance
is given by an arrival rate function with no time component but only a price component
and such a arrival rate function only depends on the selected price p. In this case we
assume that the interest in the product does not decrease over time and a buying decision
only depends on the price. If this holds, we can also derive some nice properties of the
optimal policy. In the most general case, due to the decreasing interest in the product over
time, it is natural to assume for any ¢ > 0 that the function p — A(p,t) is decreasing
and for any p € P the function ¢ — (¢, p) is decreasing. In the above formulation, the
continuous time demand model is again Markovian in the current inventory level and the
time index; and again we can solve this problem by stochastic dynamic programming.
Both ways of solving the continuous and discrete time model will be discussed in the next

chapter.



Chapter 2

Solving The Dynamic Pricing Model
Using DP

In this chapter, we propose in the first two sections a generic dynamic programming (DP)
approach to solve the proposed continuous and discrete time demand pricing model. Since
this approach needs some additional modifications to compute the optimal objective value
and optimal policy, we discuss in the third section an efficient way of evaluating on a
computer the different cost and revenue components. In the fourth section, we also give a
procedure to compute an upper bound on the optimal order quantity for both models and
by computing this upper bound beforehand, we only need to evaluate a finite number of
different states in our dynamic programming formulation. In the fifth section, we show by
means of a numerical example that the optimal to go function in the DP formulation is not
always discrete concave. This property in the literature also holds for the model where
we are not allowed to leave the market. This implies that we cannot use a special purpose
solution procedure to identify the optimal policy and optimal objective value. Using our
constructed upper bound to identify the optimal solution, we need to perform a complete
enumeration over a finite number of states. It also indicates that the optimal policy might
not belong to a special subclass. Finally in the last section of this chapter, we derive an
intuitively appealing property of the optimal policy related to leaving the market under

some special conditions on the pricing behavior of myopic customers.



Chapter 2. Solving The Dynamic Pricing Model Using DP

2.1 The Bellman Optimality Equations for the

Continuous Time Demand Model

To write down in a compact way the dynamic programming equations, we first consider

the continuous time demand setting and introduce the first order difference operator
ATy, =Tpi1 —Tn,n=0,...,. N —1 2.1
and the shifted stochastic process N\ = {N"(¢) : t > 0} given by
NIV (t) i= Nyp(t+70) — Np(70). (2.2)

Since the stochastic process N, is a non-homogeneous Poisson process, it follows by
the independent and non-stationary increments property of a Poisson process (see [5]) that
the shifted stochastic process N},”) counting the number of arrival in the interval [7,,, 7, +
t] is again a non-homogeneous Poisson process with arrival rate function (¢,p) — A(t +
Tn, P). To formulate the dynamic programming equations, we introduce forn = 1,..., N
the functions V,, : Z, — R with V,,(z) denoting the maximum expected incremental
revenue that the supplier collects from time 7,, on-wards given the inventory level x at

time 7,,. At time 7 = 7' the season ends and we have the natural boundary condition
Vn(x) = Oz. (2.3)

The parameter 6 can be positive (salvage revenue) or negative (salvage cost). At each
of the intermediate decision moments, we either will leave the market and stop the sales
or we continue selling. By introducing the function 2" := max{z, 0}, z > 0, we have for

n =1,..., N — 1, the recursive dynamic programming equation
Vo(x) = max{fz, U, (z)} (2.4)

where
Un(z) = SuPpneP{]E[rn(xapn) + Vo (2 — N]g:)<ATn))+)]} (2.5)

with 7, (x, p) the random revenue in period (7, 7,,+1] and N,S") (AT,,) the total demand in
period (7, 7,1 1] if at time 7,, the price p is selected. In the above equation, the index n
refers to the state of the process at time 7,, and not to the number of periods still to go.

In this formulation, the region of feasible prices is always the same. It is easy to remove

10
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that restriction but we will not analyze this more general model. To explain the above
relations, we observe that the function U, in relation (2.5) forn = 1,..., N — 1 gives the
optimal expected revenue of staying in the market at time 7,, and the price (if it exists)
attaining the supremum gives the optimal price to be selected in (7, 7,+1]. In relation
(2.4), we simply compare the immediate reward for exiting the market with the optimal
value of continuing by determining the best price at time 7,,. Finally, to find the optimal
initial inventory level and the initial price (from the given feasible set P) at time 79 = 0,

the supplier needs to solve the problem

v(P) = sup,ez, {Uo(x) — ()} (P)

with
Uo(z) = sup,,ep{Elro(z, po) + Vi((z — Ny (1)) )]} (2.6)

and p the selected price from the set P at 7o = 0.

As already observed the random variable 7, (z,p), n = 0, ..., N — 1 in relation (2.5)
and (2.6) represent the random revenue in period (7,, 7,+1] having selected price p in
that time interval. To write down these one period costs we introduce the stopping time

ol . n=0,...,N — 1 of the stochastic process N\" given by

o = inf{t>0: N, (t+7) — N, (T) >z}
2.7)
= inf{t>0: N (t) > x}.

Using the definition of the above stopping time it is obvious that the random one period
revenue r,(z, p) within (7,,7,1] observing at time 7,, inventory level x and setting the

price equal to p in the time interval (7, 7,,41] equals

Tn+1
ro(x,p) = pNén)(ATn Aol — h/ (z — N™ (u))*du (2.8)

p

with
A7, Aol™ =min{Ar,, o™}

By relation (2.8), it is obvious for n = 0, ..., N — 1 that

E(r,(0,p)) = 0. (2.9)

11
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Hence by relation (2.5), it follows that U,,(0) = 0 for every n = 1,..., N — 1 and so
by relation (2.4)

V,(0) =0 (2.10)

for every n = 1,..., N. Using the above equations, we need to apply the following
dynamic programming algorithm to determine the optimal objective value and optimal

policy of the pricing model in the continuous time demand setting.

Generic dynamic programming algorithm

 Step 1. Evaluate
Vn(z) =0z, v € Z,

and go to Step 2.

* Step 2. For every n = N — 1 going downwards every time one unit to n = 1

evaluate for every x € Z, the values
Un(@) = sup,,, cp{Elra (@, pn) + Vara (& — Ny (A7) )]}

and set
Vo(z) = max{fz, U,(x)}

and go to Step 3.
» Step 3. Evaluate for every x € Z, the value

Uo(x) = supy,ep, {Ero(2, po) + Vi((z — Npy(71)) )]}

and go to Step 4.

* Step 4. Solve the optimization problem

v(P) = sup,ez, {Uo(2) — (@)}

12
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Since in the above dynamic programming algorithm we need to evaluate V,,(z) for
every x € Z,, this procedure cannot be executed on a computer. To solve this problem
we need to compactify the state space and derive an upper bound on the optimal order
quantity. This will be the topic of Section 2.4. Also in the above algorithm, a precise
description of how to calculate the expected one period revenues
E(rp(z,p)),n = 0,...,N — 1 is still missing and this will be discussed in the next
section. A simpler version of the model is given by the one in which only prices can be
changed at decision moments and the possibility of leaving the market is not allowed.
We call this model as no stopping model (NSM) and numerical results can be found in

Chapter 4. In this case, the dynamic programming equations are given by

Un(z) =0z, x € Z, (2.11)
Un(z) = sup,, cp{Elrn(x, pn) + Upnpa((z — NISZ)(ATH))Jr)]} (2.12)

and for this model, we obtain
v(P) = supx€Z+{U0(x) —c(x)}. (2.13)

Since it is tempting to conjecture that both optimal to go functions U, are discrete
concave, we will show in Section 2.5 by means of a numerical example that this conjecture
is not true for both models.

Although not discussed in this thesis, we can also analyze the model in which a
decision to change the price can be taken at any moment during the season. To formulate
this model, let [F' be the natural filtration generated by the arrival process IN of customers
and denote by 7 < 7' the stopping time with respect to this filtration to leave the market.
Denote now by P = {P(¢) : ¢ > 0} the piece-wise constant F-measurable random price
process satisfying ¢ < P(t) < puax < 00. Now our continuous time optimal control

problem is given by

TNO ¢ T
Uo(x) := sup,epr<rper E (/ P(t)dNp(t) — h/ (z — NP(U))+dU) € Ly
0 0

and
v(P) = supyez, {Uo(z) — c(z)}.

13
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Since it is assumed that the function (p,t) — pA(p,t) is uniformly bounded, we can
create a finite number of decision points at which we can change the price or leave the
market within [0,7") and this reduces to the model we discuss in this thesis. Clearly this
restriction lowers the optimal objective value but it is possible using similar techniques as
in [16] and (p, t) — pA(p,t) being uniformly bounded on [¢, prax] X [0, T to bound this
error. We will not discuss this model since in practice decisions to change the price are

taken at time moments decided beforehand.

14
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2.2 The Bellman Optimality Equations for the Discrete
Time Demand Model

By the same arguments, the dynamic programming equations for the discrete time demand
setting can be derived. As before, forn = 1, ..., N the functions V,, : Z, — R with V,,(z)
denote the maximum expected incremental revenue that the supplier collects from the end
of period n at time 7, until the end of the season given the inventory level is x at the end
of period n. At time 7 = T the season ends and we have again the natural boundary
condition

Vn(z) = Oz. (2.14)

In the same manner, forn = 1,..., N — 1 we have the recursive dynamic programming
equation
Vo(z) = max{fz, U,(x)} (2.15)

where
Un(2) = sup, ep{E[rn (2, pa) + Vira ((x — Da(p)) )]} (2.16)

In the above equation, the index n refers to the state of the pricing process at time 7,
and not to the number of periods still to go. Also in relation (2.16) the random variable
rn(x, p) represents the random revenue in the time interval (7,,, 7,,, 1| with price p in that
same interval. Since the total demand in a time interval is either continuous or discrete,
we also assume that x is either continuous or discrete. Finally, to find the optimal order
quantity and the initial price (from the given feasible set P) at time 7, = 0, the supplier

needs to solve the problem
v(P) = sup,ez, {Uo(z) — c(z)} 2.17)

with
Uo(x) = sup,,epiElro(z, po) + Vi((z — Di(p)) )]}

and pg the selected price from the set P at 7o = 0. Since we only measure the cost of
inventory at the end of the period, it is obvious that the random one period revenue in

(T, Tni1) Observing at time 7,, inventory level x and setting the price equal to p equals
7an(map) :p(Dn(p) /\$) _hn(m_l)n<p))+ (218)
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with
D, (p) Az := min{D,(p), x}.

An alternative way to write down the DP equation in relation (2.16) is by introducing
the function
Gn(z) = Vo(x) — hpx

and writing for n = 1, ..... N — 1 the dynamic programming equation

Un(x) = sup,, ep{E(pDn(p) A 2p) + Gnri((z — Du(p)) )]} (2.19)
Clearly by relation (2.18), it is obvious for n = 0, ..., N — 1 that
E(r,(0,p)) = 0. (2.20)

Hence by relation (2.15), it follows that U,,(0) = 0 for every n = 1, ..., N — 1 and so by
relation (2.15)
Vo.(0) =0 (2.21)

foreveryn =1, ..., N. Again we can now list a generic dynamic programming algorithm
for the discrete time demand setting. Since this is similar to the continuous time demand
setting, it is left for the reader. Finally, to model in more detail a continuous random

variable D,,(p), the simplest way to assume

Dy (p) = dn(p)en (2.22)

with €,, n € N non-negative continuous independent random variables having expectation
1. This model is called the multiplicative demand model and it is discussed in [28] and
[29]. For this model, it is obvious that d,,(p) is the first moment of the random demand in
period n at price p and so, d,,(p) represents the expected demand for the product at price
p. Possible choices in mathematical economics for the demand function d,, are listed in
[18] and [29]. The most common forms of the arrival rate function used in the literature

are linear, exponential and logit functions (see also [7] and [24]).

16



Chapter 2. Solving The Dynamic Pricing Model Using DP

2.3 The Expected One Period Revenues for the

Continuous and Discrete Time Demand Model

In this section, we first evaluate the expected one period revenues E(r,(k,p)),
n = 0,..., N — 1 for the continuous and discrete time demand setting. By relation (2.8),

we know forn =0,..., N — 1
E(r,(0,p)) = 0. (2.23)

Also for every x € N, it follows using (2.23) that
r—1
E(ra(w,p)) =Y AE(ra(k,p)) (2.24)
with A, E(r,(k, p)) denoting the first order difference operator given by
AE(rn(k,p)) = E(ra(k +1,p)) = E(rn(k,p)), k € Zy. (2.25)

Hence by relation (2.24), the computation of E(r,(x, p)) is reduced to the computation of
the first order difference operator. For this first order difference operator, one can show

the following result.

Lemmal Foreveryk € Z,.,n=0,....N —landp € P

p—p Y PN (A7) = )
AE(rn(k,p)) = (2.26)

ATy n .
~h 30 fy T BN (s) = G)ds.
with NZS”) a non-homogeneous Poisson process having arrival intensity function (t,p) +—
)\(t + Tna p)
Proof. 1t follows by relation (2.7) and (2.8) that forn =0,...,. N —land k € Z
ra(k,p) = pNS (AT, Aa™) = h [27(k — NS (s))Tds
o (n) A"rn _ n) (n)
= pN"(AT, A O'k —h [, Ny (sNay’))ds (2.27)

= —hkAT, + pN (AT, Aot) + b [2T NS (s A o)ds

17
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with N\ = {Né") (t) : t > 0} the non-homogeneous Poisson process defined in relation
(2.2) having arrival rate function (¢,p) — A(t + 7,,p). To simplify the expression in

relation (2.27) we observe for every 0 < s < A7, and using relation (2.7) that

n )y _ N\ F

j=1

This implies by relation (2.27) that

k k ATy
ra(kp) = —hkATw+pY Lo n g+ /0 Loy ds

and so for every k € Z

ATn
ro(k 4+ 1,p) — r(k,p) = —hAT, +p1{0'1(:21SA7n} +h [, 1{omlgs}d8

= —hAT,+pl ™1 ds

A
(NS (ATn)>k+1} +h fo (NS (5)>k+1}

ds.

ATn
PLinm aryzsieny T hJs Lo @<k

This shows using the definition of the difference operator given in relation (2.25) that

ATy
Ay (E(ra(k, p) = pP(NS (A7) 2 k +1) + h/ P(N"(s) < k)ds
0
and the result follows. U
To compute the fist order difference operator A, (E(r, (k,p)) for any k € Z.,, we use

the following iterative procedure. By Lemma 1 it follows for £ = 0 that

p

AL (E(r,(0,p)) = p — pP(N(AT,) =0) — h /0 s P(NM(s) = 0)ds.  (2.28)

Moreover, having computed A, E(r,(k — 1, p)) for some k£ € N we obtain by Lemma
1 that

AE(ra(k — 1,p)) — P(NS” (A7) = k)
AE(r,(k,p)) = (2.29)
—h [T (NS (s) = k)ds.
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Since in our computational section we need to evaluate relation (2.29), the next result
shows for the selected arrival rate function how to simplify these calculations. Although
a more general result appeared in [17], for completeness we list the next lemma and give

a short proof.

Lemma 2 Let N be a non-homogeneous Poisson process with a piece-wise continuous
arrival rate function 3, and 1 a differentiable function. Then for every k € Z, and T <T

we have

[T (W)P(N (u) < k)du

/T Y(u)B(u)P(N(u) = k)du = (2.30)
’ +1(0) = P(T)P(N(7) < k).

Proof. 1t is well known (see for example [25]) for a non-homogeneous Poisson process
with an piece-wise continuous arrival rate function 3 that, for every k € Z, the function
o(u) :=P(N(u) < k), for u > 0, is differentiable and satisfies

¢'(u) = =B(u) P(N (u) = k)

with the initial condition ¢(0) = P(/N(0) < k) = 1. Then, the chain rule gives

wn)e() =60 = [ Wetdet [ @ du
0 0
= [ wtwetu)du~ [ w3 POV) = k) du
0 0
from which relation (2.30) follows after re-arranging the terms. U

We next consider the following important class of arrival rate functions. Let 0 = a; <

as < ... < ams1 = T and consider the arrival intensity function

At p) = Z”; Ai(1 = E(p))1a,(t) (2.31)

with A; = [a;,a;41),7 = 1,....,m — 1 and A,, = [am, ay+1]. This means that on the
intervals A;, ¢ = 1...,m+ 1 the arrival rate of potential customers is constant and the CDF
of their so-called reservation prices might change from interval to interval. Also in this

section, we assume that a subset of the decision moments

O=71o< 1 <....<7n=T
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occurs at each time a;,7 = 1,...,m that a change in the demand occurs. Under this

assumption, we introduce for every 1 < n < N — 1 the value
i(n) :=min{i € {1,....m} : 7, > a;} (2.32)
representing the interval A; containing the decision 7,,.

For the above choice of an arrival rate function it follows by taking i)(u) = 1 in
Lemma 2 that forevery k € Z, andn =0,...,N — 1

i) (1= Fiay (0)) Ji ™ P(NS" (5) = k)ds

= 1-P(N"(AT,) < k) (2.33)

— 1 — e MimATR(1=Fip) () Zk o ()‘i(n)AT"(l.'_Fi(n)(P)))i'
1= A

For the arrival rate function in relation (2.31), the next simplified result for the one
period difference operator of the one period expected revenues follows immediately

applying relation (2.33) and Lemma 1.

Lemma 3 If the arrival rate function is given by relation (2.31), then for every k &
Zisn=0,..N—1landp € P
p—pXr (NS (Ar,) = )
AE(rn(k,p)) = (2.34)
=350 Ny (1= Fiy () 71 = PN (A7) < )]

with i(n) listed in relation (2.32).

Proof. Apply Lemma 1 and relation (2.33). U

In the discrete time demand setting we observe by relation (2.18)
E(rn(z,p)) = (p + hn)E(Dn(p) A ) = hy. (2.35)
Since in the discrete time demand setting the random variable can be an integer valued or

continuous random variable, we first calculate the expected one period revenues for the
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demand represented by a continuous random variable given in relation (2.22). In this case

it follows
D,(p) N =d,(p)en A1 = dp(p)(en A zd,(p)~h). (2.36)

Note for any continuous non-negative random variable Y and y > 0 it follows that

Yy
Y/\y:/ 1{y>u}du
0

and so by Fubini’s theorem we obtain

E(Y ANy) = /Oy E(liysuy)du = /Oy(l — F(u))du (2.37)

with I the continuous CDF of the random variable Y. Applying now relation (2.37) to
relations (2.35) and (2.36), we obtain

E(ra(z,p) = (04 ha)da(p) [77P7 (1 = F(u))du — hyz
(2.38)

= (p + hn)dn(p)Fe(xdn(p)_l) - hnx
with F,(z) denoting the equilibrium CDF of the random variable ¢,, given by

F.(x):= E(len) /Ox 1— F(u)du = /033(1 — F(u))du

(use E(e,) = 1).

In case the random demand D, (p) is integer valued, we introduce as before the

difference operator
Ay(E(ra(z, p))) = E(ra(z + 1,p)) = E(ra(z, p)), z € Zy
and it follows by relation (2.18)
As(E(ra(z,p))) = (p+ hn)P(Dn(p) = 2+ 1) = by

and for most used CDFs, this can be easily calculated. Using now relation (2.24), we can
easily compute the expected one period revenues. In the next section, we will derive an
upper bound on the optimal order quantity and this will compactify our state space of the

dynamic programming formulation.

21



Chapter 2. Solving The Dynamic Pricing Model Using DP

2.4 An Upper Bound on the Optimal Order Quantity

To solve the optimization problem (F) on a computer, we need to bound the state space
of the dynamic programming model (see the Bellman optimality equations for the
continuous and discrete time demand model discussed in the previous sections) and
construct an upper bound on the optimal order quantity. To derive such an upperbound
we consider the same problem with no inventory costs and denote by V,(z) the
maximum expected incremental revenue of this problem from time 7,, up to time 7y
given at time 7, we observe inventory level x and by Uy(z) the optimal expected
revenue after ordering x items. Since inventory costs are zero and so staying in the
market does not create any additional cost but due p > 6 only additional revenue it is not
optimal to leave the market. Due to the lack of inventory costs it is obvious for every
1<n<Nandzx € Z,

Vi(z) <V, (2) (2.39)

and
Un(x) < Up(x). (2.40)

By a similar reasoning as for the model with inventory costs, it follows that the

Bellman optimality equations of the model without inventory costs are given by

Vn(z) =0z (2.41)
andforl1 <n <N -1
V() = sup,, cp B[Fn (2, pn) + Vg (2 — NP (A7) )]} (2.42)
Now for n = 0 it follows that
Uo(x) = sup,ep{E[Fo(z,po) + Vi((z — Npo(71))")]}. (2.43)
and we need to solve
o(Q) = sup,{Uo(z) — cx} (@)

In this particular case without inventory costs, the one period revenues are given by
Fn(x7pl)) = pOng(?) (ATH A O_(zn))'

Setting as before A7, = 7,41 —7p,n = 0, ..., N — 1 and introducing the optimization
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problems

NATn
U(Qn) = SuppEP {(p - 0) /0 )‘(S + Tnap)ds} (Qn)

one can verify the following result.

Lemma 4 Forevery x € Z, and 6 > 0 it holds

Up(z) < ano v(Qn) + .

Proof. We will first show by induction that

Val(z) < Z],V: v(Qn) + 0 (2.44)

for every 1 < n < N. Clearly by relation (2.41) the upper bound holds for n = N.
Suppose now it holds forn =m+1,m=1,..., N — 1 and so

— N-1
Vst (2) < Zizmﬂ v(Q;) + . (2.45)
By relation (2.42), we then obtain using relation (2.45) that
V(@) = sup,, cp{ETm(z,p) + Vi ((@ — Ny (A7) )}
< X 0(Qn) +5up,, cp (BT (w,0) + 0z — Nyl (A7) ]}

Since
(x — NISZ)(ATm))+ = — NISZ})(ATm A agj"))

this shows that
F(2,p) + 0(x — NI (AT,)) T = 0z + (p— O)NI™(AT,,)
and so

SUp,,. e p(m AT (@, ) + 0(x — Now (A7) ")}
< Oz +sup,, cp, i (Pm — OENS (AT, A 0i”))}

< Or+v(Qn) -
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Hence it follows that

V(@) <37 (@) + 6z

and we have shown by induction that relation (2.44) holds. Applying now relation (2.43),

we finally obtain by a similar argument that

N-1

Up() < Zi:o v(Q;) + b

and the result is verified. O

Using Lemma 4, the main result of this section is easy to verify.

Lemma S An optimal order quantity exists for the optimization problem (P) and any
Zg:_ol U(Qn)—‘

optimal order quantity is bounded above by x; = [ e

Proof. Since p > ¢ > 0 it follows by Lemma 4 that

N-1

Up(z) — cx < Upy(z) —cx < ano v(Qn) + (0 — o)z
This shows for every x > zy that
Up(z) — cx < 0.
Since v(P) > 0 it must follow that
v(P) = max,<,, {Uo(z) — cx}

and we have shown the result. O

By the above result, we have to evaluate the optimal value functions V,,(z) for every

x < xy as well as Uy(x) for every < zy to solve optimization problem (P). Also it is
clear by this result that

v(P) = max,<y, {Uo(x) — cx}. (2.46)

Hence, we need to apply the following improved dynamic programming algorithm.
Observe we already know that V,,(0) = 0.
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Implementable dynamic programming algorithm

* Step 1. Solve for n = 0 until N — 1 the optimization problems

@) =sup,ep {0 -0) | st s

and compute

| X v(@n)
v c—0
and go to Step 2.

* Step 2. For every z = 0 up to zy evaluate
Vi(z) = 0z (2.47)

and go to Step 3.

» Step 3. For every n = N — 1 down to 1 evaluate for every x = 0, ..., z¢
Un() = sup,, ep, {E(n(@,pa) + Viir ((z = Nii (A7) %)}

Py, e { B (@, pa)) + 323 PNOHAT) = j)Van(z = )}
(2.48)
and

Vo(x) = max{fz, U, (z)}

Also record for every « the optimal p;, = p,,(x) which achieves the above maximum

and go to Step 4.

» Step 4. For n = 0 evaluate for every x = 0, ..., zy the value function

Us(@) = suppep{E(ro(r,po) + Val(w = N(71))")}
(2.49)
Supyep {E(rolw, o)) + 57 BN (1) = j)Valw = j) }

and go to Step 5.
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¢ Step 5. Evaluate

Topt = MAX)<z<z, {Uo(z) — cz} (2.50)

and compute
V(P) = Up(Topt) — CTopt-

If v(P) < 0, do not enter the market. If v(P) > 0, use the optimal constructed
table to derive the optimal policy.

Once we have derived the optimal policy, we can construct the optimal stopping sets
in a graphical figure and apply the optimal policy in a practical situation. An interesting
question now is whether we will always reduce the price and give reduction in the optimal
policy table. In Chapter 4, we give by means of a numerical example that this is not always
the case. To evaluate for our particular arrival rate function in relation (2.31), the value

ij:_ol v(@,,) used in Step 1 of our algorithm, we observe

— — ATy,
Y ooso U(Qn) = 30Ty $WPecpepn (0= 0) o Ny (1 = Figny (p))ds

(2.51)
= Zg;ol )‘z(n)ATn SUchpgpmax (p - 9)(1 - E(n) (p))
Introducing now for 7 = 1, ..., m the value
N—1
Ri =AY Lrefasany AT (2.52)
we obtain after some checking and using relation (2.51) that
N—-1 m
ano v(Qn) = Zizl Ki SUD ey (D — 0) (1 — Fy(p)). (2.53)

Hence, in the first step of the algorithm we need to solve for every ¢ = 1,...,m the

problems (recall we use a discretization {py, ..., p;} instead of the set [c, Prax])

V(Q) = sup,egpr. oy (P — 0)(1 — Fi(p)). (2.54)

-----

In the next section, we will give some theoretical results regarding the optimal
stopping sets and a numerical counter example showing that the function Uy(x) — cz is

in general not discrete concave. We will first start with the numerical counter example.
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2.5 The Behavior of the Function Uy(z) — cx

In this section, we show by means of a numerical counter example that in general the
function Uy or equivalently for linear procurement costs the function x — Uy(x) — cx is
not discrete concave. To verify this, we use the parameter settings as discussed in Chapter
4. For convenience, we again report the base scenario problem parameters in the table
below. For the dynamic model with a possibility to exit the market, we draw in Figure 2.1
the graph of the function © — Upy(x) — cx. The uppermost plotting of Figure 2.1 shows the
graph of the function Uy(x) — cx for order quantity x in the range 0 until z;;. We obtain
the middle plotting by zooming in and restricting x to the range 0 and 1000. Looking
at these two graphs, it seems that the function is discrete concave; but, zooming in more
further and restricting  from 340 to 390, the non-concavity of the function Uy(z) — cx
can be seen clearly.

In Figure 2.2, we draw the graph of the same function for the no stopping model
(NSM). Again from this figure we clearly see that the function x — Up(x) — cx is not
concave. In [29], it is claimed that the function is concave for the discrete time continuous
demand model with no exiting allowed; but unfortunately, the used proof is incorrect.
Due to an incorrect application of a result under the condition that 2 x 2 Hessian matrix is
negative definite, the authors claim that the function (x, p) — xd(p) is concave in (x, p)
but in general it is not.

Even for no stopping model, it seems that the one period dynamic programming
operator does not preserve discrete concavity and so it is unclear that the optimal pricing
policy has a nice structure. Also we observe that Figure 2.1 and Figure 2.2 show almost
the same behavior since in the base scenario, the possibility of exiting the market is very
low (see Chapter 4 for more information). In the next section, we will show for a

particular case of the arrival rate function that the optimal stopping sets have a nice

structure.
T | ¢ | Pmax | h | 0 | € a; Tn Ai 1L
181 60| 350 |25 |50 |100,6,12 | 0,6,12 | 400, 200, 100 ﬁ %%

Table 2.1: Base scenario problem parameters for: = 1,2, 3and n = 0, 1, 2.
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® optimal order quantity = 370 J
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Figure 2.1: Graph of © — Uy(x) — cx for the base scenario of the dynamic model
with exiting allowed.
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® optimal order quantity = 370 J
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Figure 2.2: Graph of © — Uy(x) — cx for the base scenario of the dynamic model
with no exiting allowed.
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2.6 The Structure of the Optimal Stopping Sets

In this section, we will derive some properties of the optimal stopping sets in case the
arrival rate function only depends on the offered price. Firstly, observe that the optimal

stopping sets S, C Z, attime n = {1,...., N — 1} in our considered problem are given
by
Sp={r€Zy:0x>U,(v)} ={r € Z; : V,,(x) = bz}.

Introducing now A7, = 7,417 — 7,n = 0,..., N — 1, we show the following result for

the DP equation.

Lemma 6 If Ar, = A > 0 for everyn = 0,..., N — 1 and the intensity rate function
only depends on the price p, then

Oz = Vy(z) < Vy_i(z) < ... < Vi(x) (2.55)

forevery x € Z,.

Proof. By relation (2.4) and (2.14) it follows that
Vn(z) = b0z < max{fx,Uy_1(x)} = Vn_1(2).

Assume now by induction that V1 (z) < V,(z) for a given 2 < n < N — 1. Since for
every given price p the function A(¢, p) = A(p) only depends on p and implying A7, = A
as 7, = nA\, it follows for a given price p and inventory level = at both times nA and
(n — 1)A that the random variable

Ny((n— 1A+ (AA Ué”fl)) — Ny((n—1)A)

has the same CDF as
Ny(nA + (A ANol) — Ny(nA).

By the same argument, we also obtain that the random variable N,((n — 1)A + s) —
N,((n — 1)A) has the same CDF as N,(nA + s) — N,(nA) for every 0 < s < A. This
shows by the definition of the one period revenue in interval [nA, (n + 1)A] in relation

(2.8) that the random variable r,,_1(x, p) has the same CDF as r,(x, p). This implies by
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relation (2.5) and using our induction hypothesis V,,;1(x) < V,,(x) for every x that
Un(x) = suppep{E[rn(2,D) + Vasr((z = (N5(Tni1) — Np(m0)) )]}

< suppep{E[rn1(2, D) + Va((& — (Np(Tni1) — Np(Ta)) )]}

(2.56)
= suppep{Elrn1(z,p) + Va(z — (Np(mn) = Np(Ta-1)) )]}
= U,_1(x).
This shows by relation (2.4) that
Vi(z) = max{0z,U,(x)} > max{0z,U,_1(z)} = V,_1(2)
and we have verified V} (z) > Va(x) > ... > V(). O

Using the above result one can show the following structure of the optimal policy.

Lemma 7 If the conditions of Lemma 6 are satisfied, then S, C S, for every n =
1,...N -1

Proof. If © € S, then by definition V,,(z) = fx. By Lemma 6, it follows that V,,(z) <
Vp+1(2) and this shows by relation (2.4)

Or =V, () < Vyii(x) = max{0z,U,11(z)} < Ox

and so V,,;1(x) = Oz. This shows the result. O

In the next chapter, we will discuss the static model in detail.
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Chapter 3

Solving The Static Model Using NLP

In this chapter, we analyze in more detail the static version of the continuous time demand
pricing model. In this case, the time horizon is given by [0, 7] and at time 0 we need to
select a price p and an order quantity x. To analyze the random revenue in this 7" period
model, we assume that the arrival process N = {N(¢) : ¢ > 0} is a non homogeneous
Poisson process with arrival intensity A\(¢,p),0 < t < T,¢ < p < pmax- The random
revenue in this 7" period model with inventory level x at time O and selected price p is

clearly given by
T
ro(x,p) = pNy(T' N o) — h/ (z — Np(u))tdu+0(x — N,(T))* 3.1
0

with T' A 0, := min{T, 0, }. The parameter h > 0 denotes the inventory holding cost
per item per unit of time, p the price of the item and 6 the salvage value at the end of
the horizon at time 7'. Since by definition oy = 0, it follows that r¢(z,p) = 0 and so

E(ro(0,p)) = 0. Before discussing the next lemma, we first introduce the definition.

Definition 8 A function f : Z., — Ris called discrete concave if the first order difference
Af(x):= f(x + 1) — f(x) is decreasing in x € Z.

It is now easy to show the following result. Observe this result holds for any
nonexplosive simple point process (cf.[4]) with 0,,,n € N denoting the time of arrival of
the nth customer. The proof only uses that the sample paths of any arrival process are

increasing and N (o) = =.
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Lemma 9 For any p > 0 the function x — E(r¢(z, p)) is discrete concave.

Proof. Since for any given p the non homogeneous Poisson process N, has increasing
sample paths and N,(o,) = z, it follows that
PN, (T ANoy)+0(x — Ny(T)t = pNy(T Noy)+0(x— Ny(T Noy))

= (p—0O)N,(T No,) + 0z (3.2)

= (p—=0)(N(T) A1) + 0.

Hence we obtain
E(pN,(T Ao,) +0(z — Ny(T))") = (p — O)E(N,(T) A x) + 0.
Since z +— Np(T) A is clearly discrete concave, we obtain for any p > 6 that the function
x> E(N,(T A ) +0(z — Ny(T))*)

is discrete concave. Using z — E ( fOT(x - Np(u))+du> is discrete convex the result
follows by relation (3.1). [

An application of Lemma 9 is given by the following. Since ¢ > 0 is the cost of each

ordered item, we need to solve for the static problem with ¢ = 7' the optimization problem

U(S) - SquEZJr,poEP{E(TO(xva)) - CZL’}

and P the set of feasible prices. Using a bi-level approach optimizing first for a given

p € Pover x € Z,, it is obvious that

v(S) = supy,ep{P(po)} (S)

with
D (po) := sup,ez, {E(ro(z, po)) — ca}. (Pa(p))

For every p € P, we know by Lemma 9 that the function
x = E(ro(z,p)) — cx
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is discrete concave. This implies that an optimal solution z(p) € Z, of optimization

problem (Py(p)) is given by
z(p) = inf{z € Zy : A,E(ro(z,p)) —c < 0} (3.3)
with A E(ro(x, p)) denoting the first difference operator defined by

AzE(ro(z,p)) = E(ro(z + 1,p)) — E(ro(z,p)), = € Z... (3.4)

It is also obvious that

x—1

E(TO(xvp)) = OAx(E(TO(k:7p)) (35)

k=

To compute the optimal order quantity z(p) for a given feasible price p, we need
to calculate A E(ry(z,p)) for k € Z, until it satisfies the first order conditions given in
relation (3.3) and at the same time using (3.5), we obtain an expression for E(ry(z(p), p))-

The optimal objective value is then given by

®(p) = E(ro(z(p),p)) — cz(p).

It is now easy to verify the next result. It is a straightforward generalization of the

result in Lemma 1 including the salvage value costs.

Lemma 10 [t follows for every k € Z. and p given that
AE(ro(k,p) = (p—OP(NJT) >k +1)+h [, P(N,(s) >k + 1)ds +0 — hT

= p+(0—p) XE B(N,(T) = j) — ¥ [ B(N,(s) = j)ds.
3.6)

Proof. It is easy to check for every s > 0 and k£ € Z that

k
Np(s VAN O'k) = anl 1{0n§3}.

This shows

k
(k= Np(s))" =k =Ny(show) =k =) liz<q
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and we obtain by relation (3.1)

ro(k,p) = (p—0)Sn_i Louery + 3 n_y [y Lonzsyds + k(0 — hT)
= (P=0) Xy Lwyp@zn) +h X ony Jo Liwy(sznyds + k(6 — AT).

3.7
This shows

t
To(k + 1,p) - To(l{i,p) = (p — 6)1{NP(T)21€+1} + h/ 1{Np(s)2k+1}d5 +6—nT
0
and we have verified the first equality. The second equality follows using
k .
P(Ny(s) 2 k+1) =1 =P(Ny(s) <k) =1— ZFOP(NP(S) =J)

for every s < t and the first equality. 0

Since the arrival process is a non homogeneous Poisson process with intensity
function (¢, p) — A(t, p), it is well known (cf.[26]) that

A k
P(N,(s) = k) = eA<SvP>%, keZ, (3.8)

with the so-called mean value function given by

A(s,p) == /8 A(u, p)du. 3.9
0

To solve optimization problem (Pg(p)), we need to apply the following algorithm for

any given p.

Algorithm to solve optimization problem Py (p) for a selected p
* Step 1. E(ry(0,p)) =0

* Step 2. Evaluate (see Lemma 10)
T
Bu(B(ro(0.) =p+ (6~ pIPN,T) = 0) — h [ PN, (s) =0)ds. (3.10)
0
 Step 3. For & = 1 up to the first order conditions in relation (3.3) do the following:
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Compute (see Lemma 10)
E(ro(k,p)) = Au(E(ro(k — 1,p)) + E(ro(k — 1, p))

and
a(k,p) == (0 — p)P(N,(T) =k) — h/o P(N,(s) = k)ds (3.11)

and
Az (E(ro(k,p))) = Ay (E(ro(k — 1,p))) + a(k, p).

* Step 4. Output optimal solution z(p) and objective value
O(p) = E(R(T, z(p),p)) — cx(p).

This shows that the above algorithm is a black box to calculate ®(p) for p € Py. To

solve optimization problem (,5) approximately, we need the following result.

Lemma 11 It follows for everyp > p > 0 that

®(p) — ®(p) < (p—p)A(T,p).

Proof. 1t follows for every p > p using A\(p, s) < A(p, s) for every s that Nz(s) < N,(s)
with probability 1 for every s. This shows for every k and s that

P(Np(s) > k+1) <P(Ny(s) > k+1) (3.12)
implying
T T
h/ P(Np(s) > k+1)ds — h/ P(N,(s) > k+1)ds <0.
0 0

Hence by Lemma 10, relation (3.12) and p; > @ it follows that

AE(ro(k,p)) — AsE(ro(k,p)) < (P—OP(Np(T) 2 k+1) = (p— OP(Np(T) = k+1)

< P-OPWN(T) 2 k+1) = (p—O)P(N,(T) 2 k+ 1)

= P—p)P(N,(T) > k+1).
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This shows for every = € Z, that
E((ro(z, D)) — E((ro(z,p)) < (B—p) S io P(N,(T) = k+1)
< (P-pEWN,(T))
_ T
= (P—p) f, Ms,p)ds
and we have shown the result. O

By the above result, we construct as follows a discretization of the interval [¢, ppax]
with pna.x < oo. Fix the error ¢ > 0 and start with p; = ¢. Once we have selected

Dm > Pm—1 > Dm—2 > ... > p1, we select the next point p,,, .1 as follows
Pmr1 = P+ €(A(T, p))
Using Lemma 11, it follows for every p,, < p < p,11 that
O(p) — ®(pm) < (p = p)MT,pm) < €.

Clearly, the number of terms in the constructed finite sequence D = (p,,) is bounded by
M = e(TA(T, pmax)) " and it follows by Lemma 11 that

max,ep, P(p) — max,ep (p) < e.

Using the above algorithm and relations (3.8) and (3.9), we need to compute the

expressions

and

T T .
| R == [ eren S,
’ 0 k!

efficiently. A possible way to do this is given in the next section.
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3.1 Solving the Static Model for Piecewise Constant

Arrival Intensity Functions

As in [33], we need to specify the arrival intensity function. Contrary to [33], we also
include the inventory costs in the objective function. In [33] the following model is
adapted. Let R,,,n € N denote a sequence of independent distributed random variables
with conditional CDF

Fi(p)=P(R, <p|T,=1),neN,0<t<T

with R, the reservation price of customer n. The nth arriving customer buys the product

if and only if R,, > p with p denoting the present price of the product. Now we set

)‘(87]7) = /\C(S)(l - Fs(p)) (3.13)

with \. denoting the arrival intensity function of the non homogeneous Poisson arrival

process of potential customers. This shows that

t
At = [ Ao Fup)as.
0
Hence we need to give an elementary formula for

t k
/ e Alsp) Als.p)” ds.
0 k!

In general this should be done by numerical integration and since this takes a lot
of computation time, we use the following special case in our calculations: replacing

numerical integration by applying elementary formulas. Select a sequence
O=a1 <as < ... <am+1:T.
If we set A; = [a;,a;41),i=1,...,m — 1 and A,, = [a, @m+1], then we consider
As,p) =Y Al = F(p)La,(s) (3.14)

with A, ..., \,,, arbitrary positive numbers. This means that within each time interval A;,
the overall arrival rate of arriving potential customers is constant and within this interval,

the CDF of the reservation is the same. A special case is given by F;(p) same for every
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¢ and so the CDF of the reservation price is the same for all customers. Observe any
function ¢t — A.(t)(1 — Fy(p)) can be approximated by an above sequence of so-called

simple functions.

Lemma 12 [t follows for every 1 < i < m that

7

Masp) =3 (1= Fy(p)(aj — ay) (3.15)

J=1

and
A(t,p) = Z:l(/\(@i,p) + (1 = Fi(p))(t — a:))1a,(1). (3.16)

Proof. Since for every p the arrival intensity function is constant within the interval A;, i =
1,...,m and given by \;(1 — F;(p)), it follows that

Alaiy1,p) — Aas, p) = Ni(1 — Fi(p))(aipr — a;).

This proves relation (3.15). The relation (3.16) is a direct consequence of

A(tap) = A(tap) - A(aiap) + A (ai,p)

forevery t € A; and \;(1 — F;(p)) is the constant intensity function on A;. O

By the algorithm in Step 3 for the computation of «(k, p), we know from Lemma 12 that

i MT,p)*
P(N,(T) = k) = e~ TP —

with
MTp) =" N = Fyp)(apn —ay).

In Step 3 of the algorithm for the arrival intensity function given in relation (3.14), we

also need to compute the expression

T
/ P(N,(s) = k)ds
0
forany k € N.
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Lemma 13 [f the arrival intensity function is given by

Ms,p) =D (1= Fi(p))la(s)

then for every k € N

Proof. 1t follows that

i1

/OT P(Ny(s) = k)ds = Z:l /aa P[N,(s) = k)ds.

By Lemma 12, we obtain substituting v = A; ,s + 5@ with \;, = Ai(1 — Fy(p)) and
Bip = Aai,p) — Miai(1 — Fi(p)) that

1 a; _ . i.pS : k
faz+1 P(N(S) _ k)ds _ f i+l (Ni,ps+Bi; p) (Aip Z!ﬂz,p) ds

a; a;

_ _ INCTIRR _ovk
= N'(1=Fp) ™ [y e,

It is well known that

This shows that

Ai(1 = Fi(p)) [, P(N(s) = k)ds

a;

— o Maip) Sk Maip)  —Aai1p) NF Aairp)!
= € >0 5! € 2 j0 5!

and we obtain the desired result. [l

An immediate consequence of the above lemma is given by the following result.
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Lemma 14 Introducing

T
Bk, p) = / P(N,(s) = k)ds, € Z+
0
it follows for the arrival intensity function given by

As,p) = 3" (1= Fi(p)La,(s)

that for every k € N

Blk,p) = Bk = 1,p) + > A (1= Fi(p)) " P(Ny(ag) = k) = P(Ny(aisr) = k)]

Proof. No proof is required since the result is obvious. 0

In the algorithm to solve Py (p), we start with & = 0. For the piecewise constant
arrival intensity case given by A(s,p) = > 7" Ai(1 — Fi(p))1a,(s), we need to evaluate

the expression
A (E(ro(0, p)))
= p+ (0 —pP(N,(T) = 0) — h [} P(N,(s) = 0)ds
= p+(0—p)e TP — R A (1 - F(p) B(Ny(ai) = 0) — P(N(ai1) = 0)]
= p+ (0= p)e NP — BT A1 = Fi(p)) e M) — e M),

To compute «(k, p) for this case, we observe the following. We know from relation
(3.11) and Lemma 13 that

a(k, p)
= (0= pP(N,(T) = k) — I [y B(N,(s) = k)ds
= (0= p)P(NJT) = k) = X7 A (1= Fi(p)) ' [P(N(a;) < k) = P(N(ais1) < k).

In the next section, we will apply an alternative approach to solve the static

optimization problem.
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3.2 Global Properties of the Objective Function

Another way of solving the static problem is given by the following bi-level approach.
v(S) = sup,ez {¥(z) — cx} ()

with
U(x) := supp,ep, {E(ro(z, po))}- (Py(z))

Observe in this section we assume that the set of feasible prices is convex. Since the
optimization problem (Py(z)) is a continuous one-dimensional optimization problem,
we need to check under which conditions the function p — E(r¢(z,p)) has nice
concavity type properties. Hence we are now interested in the properties of the function

p +— E(ro(z,p)). By relation (3.1) we know

E(ro(z,p)) =E (pr(T ANog)+0(x — N,(T))* — h/o (x — Np(u))+du) . (3.17)

Since
pN(T Noy)+60(x — Ny(T)* = (p— O)N,(T A o,) + bx
and
T t
/ (z — Ny(u))tdu = 2T — / N,y(u A oy)du (3.18)
0 0
we obtain

E(ro(z,p)) = (p — O)E(N,(T Noy)) + h/o E(Ny(u A oy))du+ x(0 —hT). (3.19)

This means we have to solve the optimization problem

v(9) = supxeh{@(x) +x(0 —c—hT)}

with
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U(x) := sup, p {(po —0)E(Ny (T Noy)) + h/o E(Np, (u A ax))du} . (Pg(x)

Before discussing under which conditions the objective function of optimization
problem (Pg(x)) is concave, we first give an upper bound on the optimal order quantity
x. Observe that we already showed the next result in Chapter 2 for the dynamic model
(see Lemma 5). Take in that result NV = 1. For completeness, we give a simplified proof

for the static case.

Lemma 15 If 0 < c and v(Q) = sup,,ep,{(po — O)A(T,po)} < oo, then any optimal

Zopt Of optimization problem (S) satisfies Ty < Ty = PQ(TQC-‘

Proof. Since E(N,,,(T'No,)) <EN,, (T) = A(T, pp) and E(N,, (u A 0,)) < x for every
u < T it follows by relation (3.19) that

E(ro(z,p)) — cx < (p = O)Ap(T' p) + (0 — ¢).

This shows for every p € Py and z > P‘)’(ﬁ)-‘ + 1 that
E(ro(z,p)) —cx < v(Q) +x(0 —¢) < 0. (3.20)

Since for z = 0 the objective function in optimization problem (.5) equals zero, it follows
that v(.S) > 0 and by relation (3.20) we obtain the desired result. O

By Lemma 15 it follows that

0(S) = P,z wewy {¥(x) +2(0 — c— hT)}. (3.21)

In the remainder of this section, we will analyze the properties of the function

p— (p—OEN(T Noy))+h /OT E(N,(u A oy))du. (3.22)

Remember we always assume that the arrival intensity function A is positive and bounded,
and for every 0 < ¢ < T the function p — A(¢,p) is decreasing. This implies for
every p € P that the function ¢ — A(t,p) with A(¢, p) given in relation (3.9) is strictly
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increasing and for every ¢ < T the function p — A(¢,p) is decreasing. Applying now
Doob’s optimal stopping theorem (¢ — N (t) — A(t, p) is a right continuous martingale),

we obtain for every u < T

E(Ny(uno,)) = E (foumz )\(s,p)ds)

(3.23)
= E(min{A(u,p),A(0,,p)} .

Since the arrival intensity function A is positive, it follows that the random variable

A(o,,p) has the same CDF as the random variable

p, =inf{t > 0: N(t) >z}

with N = {N(t) : t > 0} a homogeneous Poisson process with arrival rate 1. Hence by

relation (3.23), we obtain for every u < T’

E(N,(u A 0.)) = E (min {A(u, p), p,}) . (3.24)

Also by relation (3.18), we obtain

E ( S = Np(u)+du> = [TE((x - Ny(uAo,))du

(3.25)
= oT = [, E(min {Au,p), p,}) du.

Introducing the function g : R, x Z, given by

g(u,z) := E(min{u, p,}) = /Ou P(p, > v)dv = /Ou P(N(v) <z —1)dv  (3.26)

it follows by relations (3.24) and (3.25) that

v(8) = sup,ez, {¥(2) + 2(0 — c — hT)}

with

U(z) = sup,ep, {(p —0)g(AM(T,p),z) + h /0 g(A(u,p), x)dU} : (Pg())
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In the next result, we show under which conditions the objective function of

optimization problem (Pg(z)) is concave on Py.

Lemma 16 Ifforevery 0 < u < T the function p — A(u, p) is concave and differentiable

on the convex interval P C (¢, 00), then for every x € 7 the function

prs (p— O)FAT,p).x) + h / 9(A(u, ), 2)du

is concave on P.

Proof. By relation (3.26) it follows that

(b — O)F(AT, p),2) = E(min{(p— OA(T,p), (0= p,}).  (3.27)

Since by assumption the function p — A(7,p) is a decreasing positive function, the
function p — A(T),p) is also decreasing and positive. To show the concavity of the
function p — (p — 6)A(T, p) on Py we now proceed as follows. We first observe that the
derivative of the function v(p) = (p — 0)A(T, p) is given by

V(p) = ATp) + (p— 0) 22T, p).

dp
Since the decreasing function p — A(T, p) is positive and concave, this shows that the
function p — %(T ,p) is decreasing and non-positive. Hence it follows using 6 < c that
the function p +— 7/(p) is decreasing on P C [c,00) and so the function ~ is concave
on P. Using the fact that min operator preserves concavity and this implies by relation
(3.27) that the function p — (p — 6)g(A(T, p), z) is concave. By the same reasoning, the

function
p > g(A(u, p),z) = E(min{A(u, p), p,})

is also concave on P for every u < T and this shows that the function p
h fOT G(A(u,p),x)du is concave on P. Since adding two concave functions preserves

concavity, the desired result follows. U

It can also be shown by a similar analysis that the objective function is concave without
assuming differentiability of the function p — A(u,p). We only impose this condition
since the proof of concavity of the function p — (p — 0)g(A(T, p), z) can then be done
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using the derivative. As in relation (3.13) we assume that

At,p) = (1= Fy(p))Ac(t)-

In case P = [¢, Pmax] With pax < 00 and for every ¢t < T the function p — Fi(p) is

convex on P, it follows that the conditions of Lemma 16 are satisfied.

If p — A(u,p) is concave and decreasing for every u < 7', then an alternative

algorithm to solve the static problem has the following structure.

Alternative algorithm to solve the static problem

* Step 1. Solve the concave maximization problem

v(Q) = sup,epi(p — O)A(T,p)}.

* Step 2. Forz = O up to h(f?c)-‘ solve the concave optimization problem

T(z) = sup,cp {(p —OFAT.p), ) + h /0 (A(u, p), x)du}

and compute its optimal solution p(x).

* Step 3. Determine

Topt = ATE MAX {x €z < [;’(_Qg L U(2) + 20— c— hT)}

and p(zp).

In case A(s,p) = A.(s)(1 — Fy(p)) and for every s, the CDF Fj has a density f, and
it follows that the derivative of function

pes (p— OAT,p) = (p—6) / M(s)(1 = Fu(p))ds.

is given by

p /0 Ae(8)[1 = Fy(p) — fs(p)(p — 0)]ds.
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As before, we can now use in the computational section the special case considered
in relation (3.14). The above derivative becomes then easy. A one dimensional concave

maximization problem over a convex interval can be easily solved by using the derivative.
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Numerical Results

4.1 Computational Results for the Base Scenario

In our numerical experiments, we consider for a given base scenario the static and
dynamic model, and compare the performances of both models. The algorithm derived
in this thesis is coded in Python and executed on a laptop with a 2.40 GHz processor.
Applying different variations of the base scenario to the dynamic model take on average
6 minutes and applying to the static model the same variations take on average 20
seconds.

In the base scenario, we set the length of the season to 18 weeks and so the parameter
T' is given by 18. The ordering cost ¢ of an item is given by 60 and 350 is the maximum
selected price p.,q.. Also the discrete set of possible prices the supplier can select from
at the decision moments is given by {60,70,80,...,350}. This corresponds to a
discretization parameter ¢ = 10 on the interval [¢, p;,q.]. The value h denoting the
inventory holding costs per item per unit of time is set to 25.

During the season of 18 weeks, potential customers are arriving. In both models, we
divide the season into three equal parts each lasting 6 weeks. This means we consider
three equal time intervals [ay, as),[a2, a3) and [as, as) With a1 = 0, as = 6, ag = 12
and a, = 18. At the beginning of the season the product is highly popular, so we face
on average the highest number of potential customers during that period. Due to the
decreasing popularity of the product, the average number of potential customers decreases
during the season. Consequently, on average we face a high interest in the product during
the first 6 weeks, a medium interest from week 6 until week 12 and a low interest during
the last 6 weeks of the season. To capture this behavior, we take \; ;1 = a)\;, 7 = 1,2 with

A; denoting the average number of potential customers per unit of time during period ¢,
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1 = 1,2, 3 of the season, and 0 < a < 1 is some chosen parameter. In our base scenario,
we set = 0.5 and \; = 400.

Next to being interested in buying the offered product, we also need to specify the
willingness to pay of a customer for a given price. This is known as the reservation price
of each customer. Since the reservation price is a random variable, we assume in our
computational setup that its cumulative distribution function is given by an exponential
distribution with parameter ;. Assuming that the popularity of the product will decrease
over time, the willingness to pay also decreases over time. This behavior is captured by a
different choice of the parameter p in different periods of the season. Since an exponential

;% is the expected

cumulative distribution with parameter ;. has first moment l% and so,
price a customer is willing to pay, we choose increasing p,; values in our base scenario.
In this base scenario, we set the parameters of the exponential cumulative distribution to
[ty = T35, Mo = o5 and pg = =. This corresponds to an expected price a customer is
willing to pay of 150 in the first period, 90 in the second period, and 55 in the last period

of the season. Also in our computations, we consider the arrival rate function

3
AEp) =D () gy ().

In the static model, we decide only on the price of the product at the beginning of
the season and keep the same price during the whole season. Also we will not decide
within the season to stop selling the product and leave the market. In the dynamic model,
it is decided at the beginning of the season at some selected times 7,,, 1 < n < N —1
to reconsider the price of the product or stop selling the product and leaving the market.
When leaving the market within the season or at the end of the season, we obtain for each
leftover item a salvage value 6. In our base scenario ¢ equals 50. Also in our base scenario,
we will only take either adjusting price or leaving the market decisions at the moments
where the average demand of potential customers is changing. Hence in our base scenario
7o = 0,7, = 6 and 75 = 12. Since we have more options in the dynamic model, it is clear
that the expected profit given by the dynamic model is always greater than or equal to the
expected profit given by the static model. For completeness, we summarize the values of

all parameters of our base scenario in Table 4.1.

T | ¢ | Pmax | B | 0 | € a; Tn Ai 14
18 | 60| 350 | 25|50 | 10(0,6,12 0,6, 12 | 400,200, 100 ﬁ,%,%

Table 4.1: Base scenario problem parameters for: = 1,2, 3and n = 0, 1, 2.
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In Table 4.2, we report the results of the base scenario for the static and dynamic
version of the model. We observe both for the dynamic and static model that the optimal
initial price is given by 290. In the static model this price will stay the same during the
whole season; while depending on the realized demand, this price will change for the
dynamic model. For the dynamic model, the optimal order quantity equals 370 and this
value is 5 units higher than the optimal order quantity for the static model. Since for the
static model we select the optimal price of 290, the expected number of sold items equals
398.11. This means for the selected optimal price and optimal order quantity, one can
easily compute the probability of no left-over items at the end of the season for the static

model. This probability is given by
P(N,(T) > 365) = 1—P(N,(T) < 365)

= 135 B(N,(T) = j)

. 365 _A(Tp*) A(T,p*)?
1— ijo e~ M )T

= 1-0.05

= 0.95

To compare the difference in maximum expected profits for the static and dynamic

model, we compute the percentage

PR =100 x -

In this ratio, v(P) and v(S) denote the maximum expected profits of dynamic and
static model respectively. For the base scenario, the relative difference is found to be
%1.18 which means the maximum expected profit of the dynamic model is %1.18 higher
than the maximum expected profit of the static model. Also in Figure 4.1, we list for the
static model the expected profit for every chosen price within the interval [¢, pnq.|. The

red point in this figure denotes the optimal objective profit for the static model.

Dynamic Model Static Model
o(P) | =" | pp v(S) [AMTp) [ 2" | p
54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290

Table 4.2: Dynamic and static model outcomes for the base scenario parameters.
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Figure 4.1: Outcome of the static model.

Applying the dynamic programming algorithm, we start with the boundary condition
(2.47) at T3 = 18 and using backward iterations, we compute the maximum expected
incremental revenues V,,(x) at 7,,, n = 1,2 and the optimal actions depending on the
current inventory level at each decision moment. At 7, we compute Uy(z) to decide
on the optimal order quantity (2.50). Since the decision moments are scheduled at the
beginning of the season, the objective function of optimization problem () is determined
using only three iterations. In case it is profitable to enter the market, we then determine
the optimal order quantity x* and the optimal initial price pj in the first period. The
optimal actions are reported in the optimal policy table. Hence looking at the remaining
inventory level at 7o = 0, 71 = 6 and 75 = 12, the optimal expected incremental profit
V,.(z), the optimal price to select at that time and the expected number of customers
buying the product for that selected price until the next decision moment can be found in
Table 4.3. If it is optimal to leave the market at time 7,,, the optimal price and the expected
number of customers are set to zero and only the total salvage value is listed. Since in the
base scenario it is optimal to order 370 items in the dynamic model, the optimal policy
table consists of 371 rows and 4 columns and in each of those columns it is listed what to
do at the decision moments 0, 6 and 12. According to our results, the supplier should order
370 units and his maximum expected incremental revenue until the end of the season with
the optimal initial price 290 is given by 76668.14. Also the expected number of sales in
the first 6 weeks at the price 290 equals 347.2. The cells at which it is optimal to leave the
market can be found under the 7; = 6 column between rows x = 370 and x = 297 and
under the 7o = 12 column between rows x = 370 and x = 65. At the end of the season

at 73 = 18, we certainly leave the market and obtain a salvage value of 50 per unit for the
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remaining inventory. The last row, = 0 contains all zeros since no inventory means no
sales and hence no profits.

One should give the following interpretation of the optimal policy table; after ordering
370 units and setting a price of 290 at 7o = 0, we assume for example that 75 items are
sold during the first 6 weeks. The remaining inventory at 7; = 6 is then 295 and according
to the optimal policy table, the supplier should set the new price at 130 during week 6 until
week 12 to reach the maximum remaining expected revenue until the end of season which
is given by 14929.99. Also in the same table, it is listed that the expected number of sales
at the given price 130 during week 6 until 12 is given by 283.05. Consequently, the policy
listed in Table 4.3 should be applied at every decision moment based on the remaining
inventory level. Examining Table 4.3 more closely, we also observe that after having sold
368 items during the first 6 weeks and left with 2 items at the beginning of the second
period of the season the items are more popular than expected), we will set the new price

at the maximum level. This is higher than the optimal initial price of 290 and this means,

we do not always reduce the price and give a discount.

7'0:0 7'1:6 7'2:]_2 7'3:].8

xr =370 | 76668.14, 290, 347.2 18500, 0, 0 18500, 0, 0 18500
xr =369 | 76607.73, 290, 347.2 18450, 0, 0 18450, 0, 0 18450
xr =368 | 76543.85, 290, 347.2 18400, 0, 0 18400, 0, 0 18400
x = 297 | 70933.89, 320, 284.26 14850, 0, 0 14850, 0, 0 14850
x = 296 | 70830.17, 320, 284.26 | 14871.56, 130, 283.05 14800, 0, 0 14800
x = 295 | 70722.62, 320, 284.26 | 14929.99, 130, 283.05 14750, 0, 0 14750
x = 140 | 42638.63, 350, 232.73 | 16308.44, 190, 145.32 7000, 0, 0 7000
xr = 139 | 42378.86, 350, 232.73 | 16278.79, 190, 145.32 6950, 0, 0 6950
x =138 | 42118.45, 350, 232.73 | 16246.13, 190, 145.32 6900, 0, 0 6900
xr =064 | 21059.41, 350, 232.73 | 11789.18, 250, 74.61 3200, 0,0 3200
x =63 | 20750.66, 350, 232.73 11702.8, 260, 66.77 | 3202.94, 110, 81.2 3150
xr =062 | 20441.26, 350, 232.73 | 11613.62, 260, 66.77 | 3210.18, 110, 81.2 3100
r=2 698.07, 350, 232.73 681.68, 350, 24.56 428.84, 260, 5.31 100
r=1 349.36, 350, 232.73 343.89, 350, 24.56 234.64, 280, 3.69 50
z=0 0 0 0 0

Table 4.3: Optimal policy table for the base scenario.
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To visualize the optimal stopping regions, we also show this in a separate plot by a
two dimensional vector consisting of the time and the corresponding inventory levels. For
the dynamic model, Figure 4.2 shows the set of points at which it is optimal to leave
the market and sell the remaining leftover inventory at the salvage value 50 per left over
item. As also shown in Table 4.3, we will only exit the market at 7; = 6 if the remaining
inventory is between 370 and 297, and at 7o = 12, if the remaining inventory is between
370 and 64. For any order size x,,q > 370, we can also compute the probability of leaving
the market before the end of the season. First, we compute the probability of leaving the
market after 6 weeks, so Atg = 71 — 79 = 6 and by the shape of the optimal stopping

set, this is given by

P(exit market at 7, = 6)

=P(N,(71) < Zorg — 297) 4.1)
Iord7297 _ * 5
(et (A1(e7"P7)6)!
—e” Z 4!
=0

Also it is easy to compute the probability of leaving the market after 12 weeks and

again by the shape of the optimal stopping set, we obtain

P(exit market at 7o = 12)
= P(not exit market at 7; = 6, exit market at 7o = 12)

=P(N,(T2) < Zorg — 64, Np(T1) > Torg — 297)

xo'rd_64

- Z ]P(Np(TQ) S Lord — 647 Np<7—1) - j) (42)

J=%ora—296

xo'r‘d764

= Y P(Ny(r2) < Zora — 64| Ny(71) = J)P(N,(71) = j)

J=Tora—296

xord764

= Z ]P’(ngl)(Arl) < XTorg — 64 — J | Np(11) = J)P(Ny(11) = j)

J=%ora—296

For the base scenario, probability of exiting the market is very low; therefore, we will
consider the case where we order 1025 units, x,,4 = 1025 which is much more than the
optimal order quantity. From Table 4.5, we observe that Uy(1025) = 72174.47 and the
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expected profit can be calculated again with Uy(1025) — ¢(1025) which equals 10674.47.
Hence, it is still profitable to enter the market. With the optimal initial price p; = 170,
the expected number of buying customers in the first 6 weeks is \; (e #170)6 = 772.7.
As Figure 4.3 shows, it is optimal to leave the market at two different decision moments,
so we need to sum the probability of exiting at 71 and the probability of exiting at 75 to
find P(exiting the market until 7"). Consequently, this scenario happens with probability
0.5878.

We know that N, () gives the total demand up to time ¢, NP (1) = Np(t + 71,,) —
N, (7,) with price p. Also, we would like to note that N,(7,) = j and NV (AT1) < Zppa—
64 — j are correlated. We can explain this situation with an example where x,,.; = 370,
which is the optimal order quantity in the base scenario. If we assume that demand is 230
in the first 6 weeks, then the remaining inventory will be x = 370 — 230 = 140 at 7; = 6.
Hence, we should look to the cell in the optimal policy table under 7; = 6 column and
the row where = = 140. From Table 4.3, we find V;(140) = 16308.44, optimal price until
79 = 12 15 190 and expected number of buying customers with price 190 until 7o = 12
is 145.32. And to calculate P(N\"(A7)) < ppq — 64 — j) = P(NV (A7) < 76),
we should use those pieces of information in the corresponding cell. We would like to
note that demand during week 6 and week 12 should be no more than 76 in order to exit
the market at 7o = 12. Consequently, N,(71) = j specifies the remaining inventory at
71 = 6 which gives the z,.4 — j, and this will lead to a different optimal price to adjust
and different expected number of buying customers until the next decision moment.

In Section 2.1, we mentioned about the no stopping model and the different part of its
algorithm from the dynamic model (see 2.11 & 2.12). When we apply the no stopping
model (NSM) algorithm with the base scenario parameters, we obtain that optimal order
quantity and maximum expected profit values are the same with the dynamic model. As
it can be seen from Table 4.3 and Table 4.4, Uy(370) is the same for the dynamic and
no stopping models. This is because the probability of exiting the market probability is
almost zero for the base scenario. However, we also observe some differences in Table
4.4. For instance, if we can not sell any items during the first period, by considering
optimal policy table for the no stopping model, we should adjust our price to 110 at
71 = 6 and the maximum expected incremental revenue that we can gain from then on
wards is 11400.61. In the dynamic model, if we can not sell any items during the first
period, it is optimal to exit the market at 7y = 6. Since in the no stopping model we can
not exit the market until the end of the season, the model tries to set the price in such
a way that we can still earn income. Obviously, this income value in the no stopping

model is smaller than the revenue that we get when we exit the market in dynamic model,
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i.e. revenue equals to fz. Moreover, we also observe negative values in Table 4.4. For
instance, if we are left with 295 items at 7o = 12, we should set the price to 60 and still
the expected number of customers are less than the inventory on hand, also we have to pay
holding cost per item per unit of time; therefore, maximum expected incremental revenue
becomes negative. In the dynamic model with the same inventory level at 79 = 12, we
choose to exit the market since it is more profitable.

As discussed above, the probability of leaving the market in the dynamic model is
0.5878 when z,,4 = 1025. Since this probability is much higher than the one in the base
scenario, we compare the expected profits of the dynamic and no stopping model when
we order 1025 items. Optimal policy for both models, for only inventory level equals
1025 can be found in Table 4.5. DM refers to the dynamic model and NSM refers to the
no stopping model. When we look closer, we see that in DM, Uy(1025) equals 72174.47
with initial price 170 and the expected profit 10674.47. However in NSM, Uy(1025)
equals 61902.97 with initial price 140 and the expected profit 403. In this case, we can
see how big the difference of the profits for both models. Also in DM, it is optimal to leave
the market at 7y = 6 and 7o = 12; but in NSM, we observe negative maximum expected
incremental revenues at both decision moments. The reason is that when the possibility
of leaving the market is high, the option of leaving the market becomes a major factor

which creates a more profitable situation.
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T0=0 71 =206 To =12 73 = 18
x =370 | 76668.14, 290, 347.2 | 11400.61, 110, 353.49 | -19868.54, 60, 201.55 | 18500
x =369 | 76607.73,290,347.2 | 11472.67, 110, 353.49 | -19768.54, 60, 201.55 | 18450
x =368 | 76543.85,290,347.2 | 11542.65, 110, 353.49 | -19668.54, 60, 201.55 | 18400
x =297 | 70933.89, 320, 284.26 | 14810.33, 130, 283.05 | -12568.54, 60, 201.55 | 14850
x =296 | 70830.17, 320, 284.26 | 14871.35, 130, 283.05 | -12468.54, 60, 201.55 | 14800
x =295 | 70722.62, 320, 284.26 | 14929.82, 130, 283.05 | -12368.54, 60, 201.55 | 14750
x = 140 | 42638.63, 350, 232.73 | 16308.44, 190, 145.32 | 1054.3, 60, 201.55 7000
x =139 | 42378.86, 350, 232.73 | 16278.79, 190, 145.32 | 1098.5, 60, 201.55 6950
x = 138 | 42118.45, 350, 232.73 | 16246.13, 190, 145.32 | 1141.95, 60, 201.55 6900
x =64 | 21059.41, 350, 232.73 | 11789.18, 250, 74.61 3196.45, 100, 97.39 3200
x =63 | 20750.66, 350, 232.73 | 11702.8, 260, 66.77 3202.94, 110, 81.2 3150
x =62 | 20441.26, 350, 232.73 | 11613.62, 260, 66.77 3210.18, 110, 81.2 3100
T = 698.07, 350, 232.73 681.68, 350, 24.56 428.84, 260, 5.31 100
x=1 349.36, 350, 232.73 343.89, 350, 24.56 234.64, 280, 3.69 50
x=0 0 0 0 0
Table 4.4: Optimal policy table for no stopping model.
7'0:0 71i6 ’7'2:12 ’7'3:18
DM | z =1025 | 72174.47, 170, 772.7 51250, 0,0 51250, 0,0 51250
NSM | z = 1025 | 61902.97, 140, 943.78 | -94334.91, 60, 616.1 | -85368.54, 60, 201.55 | 51250

Table 4.5: Comparing dynamic model and no stopping model when 1025 items are

ordered.

56




Chapter 4. Numerical Results

inventory level (x)

inventory level (x)

——- optimal order quantity = 370

350 A

300 A

250 A

200

150 4

100 4

50 1

0 T T
0 6 12 18

decision moments (1)

Figure 4.2: Stopping set for the base scenario.
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Figure 4.3: Stopping set when 1025 items are ordered.
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4.2 Sensitivity Analysis on the Different Parameters

In this section, we apply some sensitivity analysis on the problem parameters used in the
base scenario and list the results in Table 4.8 for both the static and dynamic models. In
this table, for the different scenarios we show the optimal objective values for both the
static and dynamic model. We also list again for the different scenarios the optimal order
quantity x* for both models, the optimal initial price p; for the dynamic model and the
optimal fixed price p* and the expected sales A(7, p*) during the season of 18 weeks for
the static model. Finally, in the last column we compute the percentage difference in the
optimal objective values between the static and dynamic model.

Each of the 30 different scenario is obtained by changing the value of only one
parameter within the base scenario, while the other parameters remained the same. The
results for the base scenario can be seen in this table in the starred rows. Observe the
parameters € and 7 are selected in such a way that the prices and decision moments
chosen in the base scenario will be a subset of all the other scenarios. As an example, we
mention that in the base scenario the price discretization parameter € = 10. This means
given Pp.. = 350 and ¢ = 60 that the different prices are selected from the set
{60, 70,80, ...,350}. In another scenario with ¢ = 5 and the other parameters as in the
base scenario, the different prices are selected from the set {60, 65,70, 75, ..., 350}. The
same discretization approach is also applied to the decision moments and the different
sets of decision moments are listed in Table 4.8.

For all the scenarios represented in Table 4.8, it is obvious that the optimal objective
value of the dynamic model is larger than the optimal objective value of the static model.
Since under the same scenario price adjustments or exiting the market are allowed in the
dynamic model, this result is to be expected.

In Table 4.8, we observe that increasing the order cost yields decrease in the objective
values and the optimal order quantities for the both models. Before giving an explanation
for this result, we first mention that for a given price discretization parameter, the set of
possible prices does not change when order cost value changes. The above result is to be
expected since increasing the order cost per item leads to order less items which increases
the optimal initial price. As a consequence, the expected demand drops and the profit
decreases. According to our assumptions, order cost value should be always bigger than
the salvage value; therefore, it is not possible to set ¢ smaller than 50. Figure 4.4 shows
the sensitivity results of the optimal objective value and the order quantity for the dynamic

model due to changing order cost values.
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Figure 4.4: Sensitivity analysis plots for order cost.

Different from the order cost, if we increase/decrease the maximum price values, we
can select from a bigger/smaller set of possible prices and hence the optimal objective
value of the dynamic model increases/decreases. For example if we set py,.x = 330 and
e = 10, the prices are selected from the set {60, 70, 80, ..., 320, 330} and so in this case it
is possible to raise the price until 330. This reduces the flexibility of the dynamic model
and since optimal order quantity does not change with lower p,,.x values, the maximum
expected profit decreases. Figure 4.5 shows the sensitivity of both the optimal order
quantity and the optimal expected profit for the dynamic model due to changing maximum
prices. Also in the static model we do not see these effects. This is related to the fact that
the optimal price is not equal to the maximum price (hence the maximum price is not a

restriction) and so increasing the maximum price will not change the optimal price and

expected profit.
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Figure 4.5: Sensitivity analysis plots for maximum price.

59



Chapter 4. Numerical Results

Compared to ¢ and py.x, We observe that the optimal profit is more sensitive to
changing holding cost. As h increases from 0 to 5, the optimal objective value decreases
rapidly in both models. Additionally, we also observe two obvious facts in case the
inventory holding cost is zero. Firstly, if we have no inventory costs, we will never exit
the market in the dynamic model since keeping inventory until the end of the season
does not cost anything and we have a longer time to sell the products. Secondly, the
optimal order quantity is more than the expected sales in the static model since keeping
more inventory does not cost anything and we might still sell all of the products.
However, for large inventory holding costs per item per unit of time, the optimal order
quantity decreases to avoid high inventory costs in both models. By the same reasoning,
the optimal initial price and the optimal fixed price increase due to sufficient demand
which will cover partially for the high inventory cost of leftover items. However, these
higher prices will not compensate for all of this and so the profit decreases. Figure 4.6
shows the maximum expected profit and the optimal order quantity for the dynamic
model in case the holding cost is increasing by 0.5 from 0 to 35 for two different cases.
In panel a and panel b, the price discretization parameter € equals 10. Due to the linear
relation of the holding costs in the revenue function, the convex decreasing behavior of
the maximum expected profit is expected in the parameter A in panel a. We also notice
the jumps in the optimal order quantity as h increases in panel b. For instance, when
h = 14.5 the optimal order quantity is 512; but when i = 15 the optimal order quantity
drops to 480. Detailed information can be found in Table 4.6. These big differences are
caused by the restrictions imposed on the possible prices. A small change in the
inventory cost will result in a big difference in the selected price due to the size of the
price discretization and this causes a big change in the optimal order size. Observe that
for e = 10 the prices are selected from the set {60, 70,80, ..., 350}, while for e = 1.25
the prices are selected from the set {60, 61.25,62.5, ...,350}. To show this behavior we
also plotted the same increase in the holding costs for ¢ = 1.25. In this case the big
jumps in the optimal order sizes disappear. Results for the same % values when € = 1.25
is given in Table 4.7. For this case, effect of the holding cost increment on optimal order
quantity can be seen more clearly in panels ¢ and d of Figure 4.6. Jumps still occur, but
since the sizes of the jumps in the optimal selected price are smaller due to the smaller

price discretization, we have smaller jumps in the optimal order quantities.
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Figure 4.6: Sensitivity analysis plots for holding cost.
o wP) g o)  ATp) @  p PR
14.5 70478.28 | 512 250 69389.9 | 534.28 | 509 250 1.57
15 69567.92 | 480 260 68473.94 | 534.28 | 507 250 1.6
Table 4.6: A jump example for holding cost when epsilon is 10 (base scenario).
o wP) g o) ATp) @ PR
14.5 70519.93 | 497 255 69411.95 | 519.63 | 495 | 253.75 1.6
15 69603.65 | 491 | 256.25 68517.74 | 514.84 | 490 255 1.58

Table 4.7: Same holding cost values when epsilon is 1.25. No jump occurs.
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Salvage value per item can be either negative or positive. If the salvage value is
negative, it will reduce expected profit since disposing every remaining item from stock
at the end of the season is a cost. It is still a cost compared to the order cost in case of a
positive salvage value but the loss is less. Looking at the selected salvage values in Table
4.8, we observe that salvage value has almost no effect on the optimal order quantity
and optimal price in both models. Also, the expected sales in the static model are not
influenced by the salvage value variation because it depends on the optimal fixed price
(Lemma 12). In both models, the optimal order sizes and prices are selected in such a
way that is very likely that at the end of the season no item is left over and so we incur no
loss due to salvage. Figure 4.7 shows the effect of salvage value on maximum expected
profit and optimal order quantity in the dynamic model. We increased the salvage value
by 10 in the range —100 and 60. According to our assumptions, order cost value should
be always bigger than the salvage value; therefore, it is not possible to set § bigger than
60.

544683

maximum expected profit (u(P))

544577

-100 -80 -&0 40 20 o
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salvage value (8)
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Figure 4.7: Sensitivity analysis plots for salvage value.

The parameter € denotes the price discretization between ¢ and pp,.. This means that
smaller epsilon values will lead to a larger set P of different prices. We observe that
changing e from 10 to 5 creates the biggest alteration in both models compared to other
scenarios for different € values. Lowering € to 5 yields more flexibility in selecting optimal
prices in both models, hence the optimal expected profits increase. However, lowering e
more than 5 leads almost no change in v(.S) and a small increment in v(P). This is caused
by the fact that the prices which can be selected in the set P are much closer to each other
when € is very low. It is interesting to see that when e decreases from 10 to 5, optimal

order quantities of both models increase and optimal prices decrease; however, when ¢

62



Chapter 4. Numerical Results

decreases to 1.25 from 5, optimal order quantities of both models decrease and optimal
prices increase. This may be the reason for this situation; when epsilon is 1.25 or 0.625,
optimal prices of both models are selected as 286.25 which is the price that can not be
selected when epsilon is 2.5 or more. And costs are reduced by ordering less products but
at the same time it is possible to get the same or more profit in both models. Figure 4.8
visualizes the results of sensitivity analysis for the dynamic model based on ¢ values in
Table 4.8.
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Figure 4.8: Sensitivity analysis plots for price discretization parameter.

The expected number of buying customers also have a great effect on the optimal
expected profit for both models. In Table 4.8, it is possible to see that when we double the
A values in each period and get the set {400,200, 100} from {200, 100, 50}, the optimal
expected profits and the optimal order quantities for both models become almost twice
as those in the base scenario. Only optimal initial price does not change; but optimal
fixed price increases. Moreover, we observe that when )\ values increase too much, the
difference between the dynamic and the static model is diminishing. For example when A
equals to 500 in the first period and optimal order quantity is 462, more or less all products
can be sold before entering the second period which will reduce the value of the flexibility
of the dynamic model to reset the prices. Also we observe that the optimal order quantity
of the static model is more than the optimal order quantity in the dynamic model for the
last two scenarios. A possible explanation might be that in the static model we do not
leave the market during the season. In combination with a large number of expected sales
in the third period we might still sell a lot of products even if the popularity decreases.

The behavior of the maximum expected profit and the optimal order size for the dynamic
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model as the A set changes can be found in Figure 4.9. Also a linear increase is observed

in Figure 4.9 since A sets increase linearly.
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Figure 4.9: Sensitivity analysis plots for expected number of buying customers.

The static model is not influenced by changing the number of decision moments since
no decision can be made during the season. Hence we will only investigate the effects
of enlarging the set of decision moments for the dynamic model. To nest the decision
moments, we double the number of decision moments by including in each new scenario
the middle of two decision moments of the previous scenario. We start with base scenario
in which we take every 6 weeks a decision about leaving the market or resetting the prices.
We observe that as the total number of decision moments increase, the optimal expected
profit also increases, but the size of the increase decreases. For example, the increase of
v(P) is more when changing decision moments from {0, 6, 12,18} to {0, 3,6, ..., 18} than
changing decision moments from {0,0.75.1.5, ..., 18} to {0, 0.375,0.75, ..., 18}. This is
because in the base scenario, a decision can be made every 6 weeks which corresponds to
the time points at which the demand changes; however, making decision at every 3 weeks
includes different moments than the demand changing time points which allows more
price adjustments or quitting market options. Nevertheless, making decision at every %
weeks instead of every % weeks does not cause a major difference since the moments of
decisions are very close. Also, we observe that the optimal initial price value decreases
and optimal order quantity increases with the increase in the number of decision moments
since the supplier will have more flexibility to adjust the price. The results of increasing
the number of decision moments for the dynamic model can be seen more clearly in
Figure 4.10.
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Figure 4.10: Sensitivity analysis plots for decision moments.

The highest optimal objective values for both models in the sensitivity analysis results
can be reached with different l% values. Likewise for high values of the expected number
of buying customers, we observe similar optimal order quantities and optimal prices for
both models when expected price a customer is willing to pay for each period is taken
as {200, 130,90}. Also with this set of values, we obtain the lowest relative difference
(PR) in the sensitivity analysis results. This can be explained as follows; since in the
first period there are enough customers who are willing to pay a high price, more or less
all the items can be sold in the first period. Hence the flexibility of the dynamic model in
the remaining periods is of little use. Also for the same scenario, optimal order quantities
and optimal objective values for both models show significant increments, optimal initial
price and optimal fixed price become 340 which is the second highest price in the price set
‘P. However, a small increase in expected prices still causes a big difference. For instance,
taking i as {100, 75,45} instead of {90, 70,45} causes v(P) to increase as 5250.69 and
v(S) as 5169.8. Therefore, it would be fair to say that the expected prices that customers
are willing to pay have a great contribution on maximum expected profits of both models.
The importance of expected prices can be seen in Figure 4.11 by looking at the increasing

behavior of maximum expected profit and optimal order quantity for the dynamic model.
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Figure 4.11: Sensitivity analysis plots for expected reservation price.
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c v(P) x* 2 v(S) AT, p*) a* * PR
50 58385.15 | 396 | 280 5771171 | 42829 | 393 | 280 1.17
60 54468.14 | 370 | 290 53833.86 | 398.11 |365| 290 1.18
70 50813.64 | 345 | 300 50207.48 | 370.18 | 339 | 300 1.21
80 47403.27 | 322 | 310 46832.57 | 370.18 | 337 | 300 1.22
pnlax
330 54427.59 | 370 | 290 53833.86 | 398.11 |365| 290 1.1
340 54450.87 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.15
350 54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.18
360 54480.97 | 369 | 290 53833.86 | 398.11 | 365 | 290 1.2
h
0 112958.33 | 906 | 210 108580.78 | 840.53 | 883 190 4.03
5 93100.62 | 676 | 230 91018.38 | 668.78 | 668 | 220 2.29
10 79753.22 | 575 | 240 7837573 | 575.57 | 560 | 240 1.76
15 69567.92 | 480 | 260 68473.94 | 534.28 | 507 | 250 1.6
25 54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.18
35 43659.53 | 306 | 310 43288.21 | 3443 |304| 310 0.86
[
-90 54467.75 | 370 | 290 53783.39 | 398.11 | 364 | 290 1.27
-30 54467.89 | 370 | 290 53805.83 | 398.11 | 364 | 290 1.23
20 54468.03 | 370 | 290 53821.15 | 398.11 |365| 290 1.2
50 54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.18
60 54468.18 | 370 | 290 53838.1 398.11 | 365 | 290 1.17
€
10 54468.14 | 370 | 290 53833.86 | 398.11 |365| 290 1.18
5 54485.52 | 381 285 53857.41 4129 | 377 | 285 1.17
2.5 54486.1 | 381 285 53857.41 4129 | 377 | 285 1.17
1.25 54487.89 | 378 | 286.25 53857.74 | 409.15 | 374 | 286.25 1.17
0.625 5448793 | 378 | 286.25 53857.74 | 409.15 | 374 | 286.25 1.17
A
500,250,125 68270.65 | 462 | 290 67564.87 | 497.64 | 458 | 290 1.04
400,200,100 54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.18
300,150,75 40681.83 | 277 | 290 40117.56 | 321.21 | 291 | 280 1.41
200,100,50 26921.54 | 184 | 290 26441.63 | 214.14 | 191 | 280 1.81
T
0,6,12,18 54468.14 | 370 | 290 53833.86 | 398.11 | 365 | 290 1.18
0,3,6....,18 56541 390 | 250 53833.86 | 398.11 | 365 | 290 5.03
0,1.5,3....,18 5713398 | 398 | 230 53833.86 | 398.11 | 365 | 290 6.13
0,0.75,1.5,...,18 57308.6 | 400 | 220 53833.86 | 398.11 |365| 290 6.45
0,0.375,0.75....,18 57361.6 | 402 | 210 53833.86 | 398.11 |365| 290 6.55
U
200,130,90 94427.82 | 505 | 340 93730.34 | 539.93 | 501 340 0.74
150,90,55 54468.14 | 370 | 290 53833.86 | 398.11 |365| 290 1.18
120,80,50 34548.89 | 288 | 260 34084.92 | 324.78 | 286 | 260 1.36
100,75,45 22938.98 | 227 | 240 2252272 | 269.53 | 224 | 240 1.85
90,70,45 17688.29 | 211 220 17352.92 | 264.57 | 206 | 220 1.93

Table 4.8: Sensitivity analysis results. Starred rows are for the base scenario.
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Chapter 5
Conclusion and Future Research

In this thesis, we deal with the problem of selling a seasonal product in a retail store over
a finite horizon. A particular example of our model is the sales of fashion clothes during
a season. Taking pricing decisions over time in order to increase sales and maximize
profit is an important issue in revenue management. However, most of the literature with
random sales process assume that the cost components are independent of the used pricing
policy which is not practical. Since inventory holding costs are not included in those
papers, exiting the market is not an option due to no additional costs of staying in the
market. Therefore, we aim to develop the existing models by considering the inventory
holding cost per item per unit of time and the possibility to exit the market before the end
of season.

We model the general sales process by considering continuous and discrete time
demand models. In the continuous time demand model, we assume that potential
customers arrive according to a non homogeneous Poisson process over time. We
assume that accumulated sales in discrete time demand model are independent which
enables us to solve it by stochastic dynamic programming. The main model that we
intend to improve is the continuous time demand model and customers are assumed to be
myopic. During the season, potential customers use a so-called reservation price to
decide whether to buy the product or not. This reservation price is a random variable
with an arbitrary cumulative distribution function. Under these conditions, the supplier
has to make a decision at predetermined moments in time during the sales season. At
these moments, the supplier should either decide to stay in the market and select the
optimal price from a given price set, or exit the market and sell the remaining inventory
at a certain salvage value. During the season, inventory replenishment or backlogging is

not allowed. The initial order quantity is also a decision variable in our model; therefore,
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we consider ordering cost per item at the beginning of the season. The supplier will
certainly exit the market at the end of the season and sell the possibly remaining products
at the same salvage value.

In the first chapter, we make a review on the most important dynamic pricing models
which appeared in the literature and continue with the more detailed introduction of our
considered model. In the second chapter, we formulate the mathematical model for both
continuous and discrete time demand models with dynamic programming techniques in
order to determine the optimal dynamic pricing policy. We study the static version of the
continuous time demand model in Chapter 3. In static model, we determine the optimal
order quantity and the demanded price at the beginning of the season, and exiting the
market is not allowed until the end. This model is solved by nonlinear programming
techniques. In Chapter 4, we conduct an extensive numerical study for the continuous
time demand model in order to evaluate the optimal pricing policy for a given base
scenario.  For computational convenience, we assume that the reservation price
distribution is exponential with one parameter. We provide the optimal policy table for
the base scenario and give an example how to apply the optimal pricing policy. Also we
show the optimal stopping regions with figures for the optimal order quantity obtained
by the base scenario and for the case of ordering more than the optimal order quantity.
Moreover, we provide an example of no stopping model where price can be updated but
exiting the market is not allowed at predetermined decision moments. Finally, we
perform a sensitivity analysis on the optimal policy by changing the values of the various
problem parameters and compare the results of the dynamic and static models.

To conclude, in this thesis we add inventory holding cost and the action to exit the
market to the dynamic pricing models with stochastic demand discussed in the literature.
By this way, we extend the paper of Frenk et al. (2017). With numerical results, we
verify that maximum expected profit given by the dynamic model is always above or
equal to the maximum expected profit given by the static model. We also show that if
staying in the market is costly, exiting the market option brings along a higher expected
profit. Since in our model we assume that the parameters are given, directions for future
research include the statistical estimation of the used functions and parameters based on
a given data set. Another potential future research would be to explore the possibility of
re-ordering at predetermined decision moments. If high demand is observed, this may be
a viable option. In this model, a relatively short lead time can be included to make the

problem more realistic.
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