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ARTICLE INFO ABSTRACT

Article history: The traditional inventory models focus on characterizing replenishment policies in order
Received 3 March 2011 to maximize the total expected profit or to minimize the expected total cost over a planned
Received in revised form 5 August 2011 horizon. However, for many companies, total inventory costs could be accounting for

Accepted 18 March 2012 a fairly large amount of invested capital. In particular, raw material inventories should

be viewed as a type of invested asset for a manufacturer with suitable risk control.

ggﬁ"_/gg‘:}it ained inventory olic This paper is intended to provide this perspective on inventory management that treats
Value-at-risk ypolicy inventory problems within a wider context of financial risk management. In view of this,

HJB-equation the optimal inventory problem under a VaR constraint is studied. The financial portfolio
Optimal portfolios theory has been used to model the dynamics of inventories. A diverse portfolio consists
of raw material inventories, which involve market risk because of price fluctuations as
well as a risk-free bank account. The value-at-risk measure is applied thereto to control
the inventory portfolio’s risk. The objective function is to maximize the utility of total
portfolio value. In this model, the ordering cost is assumed to be fixed and the selling cost is
proportional to the value. The inventory control problem is thus formulated as a continuous
stochastic optimal control problem with fixed and proportional transaction costs under a
continuous value-at-risk (VaR) constraint. The optimal inventory policies are derived by
using stochastic optimal control theory and the optimal inventory level is reviewed and
adjusted continuously. A numerical algorithm is proposed and the results illustrate how
the raw material price, inventory level and VaR constraint are interrelated.
© 2012 Published by Elsevier Ltd

1. Introduction

Inventories are stocks of raw materials, components and finished goods that are stored in warehouses, the
instrumentalities of transportation, and retail stores. Raw material inventories are necessary to manufacturers because they
create buffers against irregular supplies and demand shifts, guarantying product availability. Yet, according to Ballou [1],
stockpiling inventory may result in costs in the range of 20%-40% of annual invested capital. Thus, good inventory control
will provide lower costs and promote overall company performance. Recognizing the importance of inventory management,
copious literature investigating optimal inventory strategies exists. Arrow et al. [2] laid the foundation of modern inventory
theory, in which expected costs are chosen as an objective function. The traditional inventory models focus on characterizing
replenishment policies in order to maximize the total expected profit or to minimize the expected total cost over a planned
horizon. Examples include the popular (EOQ) model and the (s, S) model [3,1,4]. The conventional inventory control methods
are appropriate for risk-neutral managers, but in reality most managers are risk averse [5], and in the field of the supply chain,
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risk analysis and risk control have become more and more important [6,7]. Therefore, techniques that consider both risks
and returns of holding inventory are crucial.

Risk management is increasingly important in many disciplines, ranging from banking [8] and technology [9-12] to
humanity and ecology [ 13,14]. The literature on inventory models with risk control is quite limited and is mainly focused on
discrete-time problems. Eeckhoudt et al. [ 15] investigate the effects of risk and risk aversion in the single-period inventory
(“newsvendor”) problem Agrawal and Seshadri [ 16] consider the single-period inventory problem for a risk-averse retailer,
whose objective is to maximize expected utility. Bouakiz and Sobel [ 17] optimize the multi-period news vendor model with
an exponential utility criterion. Chen et al. [ 18] extend the multi-period inventory model with a general risk-averse utility
function and illustrate with numerical results the effects of risk aversion on inventory strategies. In recent years, the VaR
measure has also received attention in the supply chain [19]. Some literatures of inventory management have also used VaR
as arisk control measure. Luciano et al. [20] consider a standard multi-period static inventory model and define the optimal
policy as one that maximizes the expected discounted profits. The mean and variance of profits (and costs) are obtained for
both finite and infinite cycles. The VaR induced by the optimal replenishment policy is estimated by applying probability
theory Tapiero [21] attempts to formulate a single period inventory model which is to minimize the VaR of the total cost.
So far, the models considered are discrete in nature with fixed cycle length between replenishments. Clearly, sophisticated
stochastic models have not been used to model inventory price fluctuation and continuous replenishment policy has not
been studied.

The recent violent fluctuations in commodity prices have forced many manufacturers to endure large market risk. Under
these circumstances material inventories not only ensure production availability, but are also a kind of investment asset.
Their price fluctuation nature closely resembles the risky assets of a financial portfolio. Undoubtedly, the concept of portfolio
theory has been well developed in finance. In this paper, the financial portfolio theory will be applied to address the inventory
control problem.

The specific focus herein will be the industrial manufacturer’s raw material inventory. It is assumed that the manufacturer
can sell the raw material inventories back to the suppliers at a discounted market price. And once a non-zero order is placed,
the manufacturer has to pay a fixed ordering cost to the supplier except purchasing costs. The problems are then addressed
from the perspective of financial portfolio theory with fixed and proportional transaction costs. The raw material inventory
required by a manufacturer is considered as an investment, and a portfolio consisting of these material inventories as well as
arisk free bank account is explored. To exercise proper risk control over the inventory portfolio value, the VaR constraint is
imposed continuously over time. The objective function is to maximize the total expected utility of the portfolio value during
the horizon. The optimal ordering and selling conditions are derived by using stochastic optimal control theory. Under this
formulation, the optimal inventory level can be reviewed and adjusted continuously. By applying the VaR constraint, and
assuming that portfolio allocations do not change over a short horizon period, we indicate that holding value in the raw
material inventory is reduced whenever the VaR constraint becomes active.

The rest of the paper is organized as follows. In Section 2, the model for the continuous-time optimal inventory portfolio
without VaR constraint is derived for one raw material inventory plus a risk-free asset. After that, the VaR constraint is
imposed in Section 3 and the optimal ordering and selling conditions are derived. The final optimal inventory policy under
a VaR constraint is continuously reviewed and adjusted. Finally, in Section 4, a numerical algorithm is proposed to solve the
optimal control problem and illustration examples are presented in Section 5.

2. Inventory model without VaR constraint

2.1. Model formulation

Consider an industrial plant producing only one kind of product and requiring only one type of raw material. Our focus
is on the inventory policies of the raw material. Because of fluctuations in the price of the raw material, holding onto an
inventory is a kind of risky asset. Given a sufficient amount of capital to maneuver, the manager has two choices: to invest
in arisk free asset, such as bank notes, or to maintain raw material inventories. From the perspective of finance, the manager
has a portfolio consisting of one risk free asset and one risky asset. For simplicity, the following assumptions are made:

e In the planned time horizon, the price of product is a deterministic function in respect to time t, which is exogenously
determined by markets.

e The demand of product and the price of raw material are independent to each other.

e There is no lead time for the raw material.

First, some notations are introduced:

e wy(t) is the risk free asset value at time t.
e w(t) is the holding value of raw material inventory at time t.
e X(t) is the total value of the risk free asset plus the raw material inventory, that is

X(t) = wo(t) + w1(t).

e So(t) is the risk free asset price at time t.
e S1(t) is the raw material price at time t.
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e D(t) is the demand quantity for the product per unit time at time t.

e P(t) is the product price at time t.

w is the inventory quantity to be consumed for the raw material to produce one piece of product.

¢ is the holding cost per unit value of the raw material per unit time.

7 is the transaction cost per unit value for selling the raw material.

F is the fixed order cost on each non-zero order of the raw material.

wo(t+) is the risk free asset value after rebalancing takes place at time ¢ in the state of (wq(t), w1 (t)).

w1(t+) is the inventory value of the raw material after rebalancing takes place at time t in the state of (wg(t), w;(t)).

Next, the following dynamics are assumed:
(1) D(t) is the demand rate of the product at time t. It follows that

D(t) = pp + opB(t), (1)

where B(t) is a standard Brownian motion, both up and op are constants. Thus the demand rate D (t) follows a normal
distribution as

D(e) ~ N (1, o0ve)

(2) Sp(t) is a deterministic process at a deterministic short rate of interest r, which can be written as

dSe(t) = rSo(t)dt. (2)
(3) S1(t) is the price process of the raw material, which is assumed to follow a geometric Brownian motion as
dS1(t) = S1(t) (usdt + osdB(1)) , (3)
where B(t) is a standard Brownian motion, us and o5 are constants. Solving the above SDE yields
1
S1(t) = 51(0) exp { (,us - 5052) t+ GsB(f)} , (4)

which implies the distribution of S;(t) is lognormal, that is
InS;(t) ~ N (a(t), B(D)) ,

where a(t) = InS$;(0) + (s — 305%) t and B(t) = os+/t.
Here, 15 is the average return rate of the raw material inventory and since the raw material is a type of investment
for the manufacturer, it is reasonable to assume the following condition

ms —¢ —r1>0. (5)
For a small value of At, if there is no transaction and no consumption of the raw material between (t, t + At), the risk

free asset and raw material inventory holdings in (t, t + At) evolve as the prices of the underlying assets change. According
to the dynamical equations (2) and (3), we have

wo (f + Af) = a)()(t) + rwg(t)At, (6)
w1 (E+ At) = w1 (t) + w1 (t) (UsAt + as AW (L)) . (7)
Foranyt,0 <t < T, we define

(a) gp(t) = qp (wo, w1, t) > 0 is the capital value used to order raw material at time t in the state of (wg, w1).
(b) gs(t) = gs (wg, w1, t) > 0is the inventory value of the raw material to be sold at time ¢ in the state of (wg, w1).

Since there is no lead time for ordering and selling the material, the rebalancing takes place instantly. Then we have

wp (t+) = wo(t) + (1 —1n) gs(t) — gs(t) — FO [ga(D)], (8)

w1 (t+) = w1(t) + gq(t) — gs(t), 9)
where

ow={y 2o (10
In our formulation, short-selling is not allowed for the raw material inventory, which provides the condition that

wi(t) > 0. (11)
And the assumption that raw material inventory will always fulfill production demand implies that

w1 (t4) > S1(t)D(H)wAt. (12)
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According to Egs. (6) and (7), the holdings of the assets at time t + At can be written as

o (t + At) = o (t+) + Awp (t+) + P(t)D (t) At — {(1)1 (t+) At
= o (t4) + 1 {wo(t) + (1 =) gs(t) — gs(t) — FO [g()]} At + (P()D() — Ly (t4)) AL, (13)
w1 (t + At) w1 (t+) + Aw; (t+) - 51 (f)(:)D(t)At

w1 (t+) + (01(t) + qp(t) — qs (1)) usAt — Sy (O)@D() At (w1 (t) + gp(t) — gs(t)) osAB(E).  (14)

X(t) is the total value of the risk free asset and the inventory at time t, that is

X(t) = wo(t) + w1 (t). (15)
Given a small time interval At, we define
AX(t) =X (t + At) — X (t+) . (16)

Substituting Eqgs. (13) and (14) into (16), we have
AX(t) = wp (t + At) + w1 (t + At) — [wp (t+) + w1 (t+)]
= [P(t) = S1(O)@] D) At + 1 {wo(t) + (1 — n)qs(t) — gs(t) — FO [qp(D)]} At
+ [w1(t) + g(t) — gs (D] [ (s — &) At + o5 AB(1)].
Taking the limitas At — 0,0 <t < T, we get

dX(t) = r{wo(t) + (1 — 1) gs(t) — qg(t) — FO [qp(D)]} dt + [w1(t) + qp(t) — qs(1)]

X (s — &) dt + [P(t) — S1(t)@] D(t)dt + [w1(t) + q(t) — gs(t)] osdB(t), (17)
and
w1 (t+) = w1(t) + g(t) — gs(t) > 0. (18)
The objective is to maximize the total expected value of the utility function, thus the optimal problem is
T
sup E [/ U(t,X(t))dt—i—W(T,X(T))], (19)
qB.9qs 0
subject to
dX(t) = r{wo(t) + (1 —1n)qs(t) — gqs(t) — FO [gg(O)]} dt + [w1(t) + qp(t) — gs(D)]
X (s — &) dt + [P(t) — S1(8)w] D(t)dt + [w1(t) + q(t) — gs(t)] osdB(t), (20)
1 (t+) = w1(t) + gp(t) — gs(t) > 0. (21)

2.2. Derivation of the Hamilton-Jacobi-Bellman equation

In this section, we will derive the Hamilton-Jacobi-Bellman partial equation of the optimal control problem. The method
we used is similar with the dynamic portfolio selection problem without transaction cost (see, for example, [22]). Define
the optimal value function as

T
V (x,t) = sup E; |:/ Ux,s)yds+W (T,X(T)):| , (22)
qB.qs t

where x = wq(t) + w;(t) is a possible state of X (t).
Then we assume the following:

(a) An optimal control (&B, ?15) exists;
(b) The optimal value function V is regular in the sense that V e C"?;
(c) During rebalancing, the value of the value function is preserved [23], that is

Vix+),t) =V (x,t). (23)
Note
G(q, qgs) =r{wo+ (1 —n)qs —qs — FO (q)} + (w1 + g — qs) (us — &) + (P — s10) D,

and

H (gs, gs) = 05 (w1 + qp — qs)° .
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Given a small time interval At, expand the value function V [x(t + At), t + At] at time t after rebalancing, that is at the
point (x (t+), t+), by Taylor’s series. Using the properties of Brownian motion yields

E [V (x(t+ At),t + At)] = V (x(t+), r+)+3—(x t) At+G(qB,q5) (x t) At
2

o°v
+ H (gs, qg) (x t) At + o (At),

where o (At) refers to the truncated hlgher order terms.
According to the preservation property of the value function stated by Eq. (23), the Taylor expansion can be written as

aV av
E[V&x(+ AL, t+AD)] =V (xt)+ 7(){, t)At-i—G(qB,qg)a(x, t) At

%V
+ H(qB,qs) > (x, 1) At + 0 (AL). (24)

Given the state point (x - t), consider the following two strategies over the interval [t, T]:
Strategy 1. Use the optimal control (gg, §s).
Strategy Il. Use the control (qg*, qs*) defined as

(a5, as") = @z (v,5), a5 v, 9) . (,5) € Rx[t, t+ At],
BoAs (qB(yvs)!qs(yvs))! 0’75)€Rx(t+At,T]
Expected utility for Strategy 1. This is trivial, since by definition the utility is the optimal one given by V (x, t).

Expected utility for Strategy 1. Divide the time internal [t, T] into two parts, the intervals of [t, t + At] and (t + At, T},
respectively.

(25)

e The expected utility, using Strategy II, for the interval [t, t + At] is given by

t+AL
E; |:/ U (x,s) ds] . (26)
t

e By the definition of the control (gz*, ¢s*), use the optimal strategy during the entire interval [t 4+ At, T]. Thus the
remaining expected utility at time t + At is given by V (x (t + At), t 4+ At). Then the conditional expected utility over
the interval [t + At, T] on the state (x, t), is given by

E [V (x(t+ Ab), t + AD)]. (27)

So the total expected utility for Strategy Il is

t+At
Et[/ U(x,s)ds—l—V(x(H—At),t+At)]. (28)
t

Comparing these two strategies yields the following inequality because Strategy I is, by definition, the optimal one

t+At
V(x,t)zEt[/ U(x,s)ds+V(x(t+At),t—i—At)]. (29)
t

Substituting the Eq. (24) into the above inequality gives

8 82 t+At
[ (*,t) + G (gs, qs) (x t) + H (gs; qs) > (%, t)] At + E; [/ U(x,s) dS] +o(At) <0.
t

Dividing by At and letting At tend to zero provides

1% R1% 1 %
U, t)+ — (. t) +G(q. qgs) - (X, ) + SH (gs, Gs) —— (x,t) < 0. (30)
at ax 2 ox

Since the control law (qgg, qs) is arbitrary, this inequality will hold for all choices and we will have equality if and only if
(g8, gs) = (?13, Qs). Thus we conclude that V (x, t) satisfies the H]B-equation

v 1 RR%
(x t)+sup (U (x,t) +G(qp, qs) —— + -H (g8, 4s) = ) =0, (31)
45.ds ox 2 ox

with the boundary condition

Vx,T) =0, V(0,t)=0. (32)
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2.3. Establishment of optimal inventory policy

We know as a matter of common sense that it is not optimal to order and sell raw material simultaneously, so
qs X gs = 0. (33)

Then at time t in the state of x, the manager has three options: (i) order raw materials for inventory, (ii) sell the raw materials
currently in inventory, or (iii) do nothing. So the total control set §2 can be split into three independent regions: (i) the
ordering region 23, (ii) the selling region £2s and (iii) the no transaction region £2yr, such that

25 = {(g8, gs = 0) |gg > 0}, £2s ={(qg =0, qs) |gs > 0},

(34
v ={(gg=0,gs =0)}, and £ = 2pU 25U Q2yr. )
According to the H]B equation, the optimal problem is reduced to solve the static optimization problem provided by
v 1 9%V
sup | U (X, t) +G(qs, qs) — + sH (g8, 4s) —— ) -
qB.4s 0x 2 0x
2.3.1. The optimal ordering policy
In the ordering region £25 = {(qp, gs = 0) |gs > 0}, the static optimization problem is reduced to
v 1 82V
sup U(Xs t)+G(qBv 0)7+7H (qBv 0)72 ) (35)
ag>0 0x 2 0x
where
G (g, 0) =1 {wo — qg — F} + (w1 + qp) (ts — &) + (P — s10) D,
and
H (gs, 0) = 05° (w1 + qp)° .
The first-order necessary conditions of the static optimization problem with respect to qp are given by
v ) a2V
(s —¢ —1) — + 05" (w1 +qp) - =0, (36)
0x ax
and
32
Rearranging (36) yields
_Vx (MS - C - T)
XNty = —"—— — X, t), 38
qBopt ( ) O'Szvxx w1 ( ) ( )
where V, = 3 V and Vi, = %2—2
In the ordering region ggopc > 0, the following ordering condition is present
-V —r
w1 (X, t) < M (39)
Os V

At the same time, if (qBopt, ) is the optimal control of the static optimization problem, the value of the static problem of
(gBopt, 0) must be better than that of (0, 0), which is
1 a2V v 1 a2V

aVv
U, t)+G (qBopts 0) M + EH (QBoptv 0) e U, t)+G(0,0) ™ + EH 0,0) 2

where

G(0,0) =rwo + w1 (us — &) + (P — 510) D,
and

H(0,0) = os’w?.

Expanding G (qsopt. 0) , H (qzopt. 0) . G (0, 0) and H (0, 0) and rearranging the items yields

2
[of
- rFVx + (/vLS - é‘ - T) qBopth + % (‘hgom + zwquopt) Vxx > 0. (40)
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Substituting

—Vi(us =& —=1)

— w1 (Xa t) s
052V

qBopt (X» t) -

into the inequality (40), we could further simplify it as
os? —¢—=nV 2
— 1FV, — ivxx _M —wi(x, )] >o0. (41)
2 052V

Then from that inequality we can derive another ordering condition apparent as

- —-rn)V, —2rFV,
oty <~ =DV [ (42)
05“Vxx 05V

So far the ordering conditions for the inventory can be summarized as

(s — ¢ —1) Wy
—_— >

o1 (X (t4) , t4) = qpopt (X, ) + w1 (X, 1) = — 3 0, (43)
Os Vxx
(us — ¢ —1) Wy —2rFVy

) < — — , 44
w1 (X, t) < o2V I (44)
%V
— <0. (45)
ax2

The aforementioned ordering conditions yield the optimal inventory strategies for a risk-averse manager at time t when

the total portfolio value is x. If the inventory value is below — “‘SU;;; Wx ;Szzrsv X then placing an order to raise the
XX XX

inventory value to the level of — W

is optimal.

2.3.2. The optimal selling policy
Similarly, in the selling region 25 = {(gg = 0, qs) |gs > 0}, the static optimization problem is defined as

v 1 a2V
sup (U (x,t) +G(0,g5) —— + -H(0,45) — |, (46)
gs>0 ax 2 ox
where

G(0,gs) =1 {wo + (1 — 1) gs} + (w1 — gs) (us — ¢) + (P — S1w) D,
and

H (0, gs) = o5° (w1 — gs)* .
The first-order necessary conditions of the static optimization problem with respect to gs are given by

E)Y ) a2V
—(us =& —r(A=n) — —os" (w1 —qs) 75 =0 (47)
0x ax
and
a2V
Rearranging (47) gives
Vitus =8 —r (1 —m)
Gsopel, 1) = S =L +or (.0, (49)
Os Vxx

In the selling region gsqp > 0, we have the following selling condition

V(s — ¢ —1(1—1))
GSZVXX '

w1 (X, t) > —

Similarly, we also have the condition that the static optimal value of the control (0, qSOPt) must be better than that of the
control (0, 0), which is

v

! v U t)+G(0 0)3V+1H(0 0)
> X, s — - , -
ox 2 X2

aVv
U (x, 1) + G (0, gsopt) = + EH (0. gsopt) e
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By expanding G (0, gsopt) » H (0, gsopt) , G (0, 0) and H (0, 0), the inequality can be reduced as

o5’ ((Ms—f—(l—n)r)vx

——y,
2 X 052Vyy

The above inequality will always be correct in the selling region under the condition of gsepc > 0. Therefore the selling point
is characterized by

2
+ w1 (X, t)) > 0.

Vilus —¢ —1(1—n)) -

o1 (X (t4) , t4) = o1 (X, 1) — sope(x, 1) = — . 0, (50)
Os Vxx
Ve(us —¢ —1(1—
01 (1) > — x (s —¢ —r( n))’ 51)
052V

92V

For a risk-averse manager, when the inventory value is larger than — W the optimal strategy is to sell some

XX
inventory back to the supplier to reduce the inventory value to the level of —W.

2.3.3. The optimal inventory policy
The aforementioned ordering and selling conditions yield the optimal inventory strategies for a risk-averse manager at

time t when the total portfolio value is x. If the inventory value is below — ws=(=DVx _ | ;522”;"& then placing an order
XX

‘TSZVXX
to raise the inventory value to the level of —(“5(;57;”‘/*
XX

—W, the optimal strategy is to sell some inventory back to the supplier to reduce the inventory value to the

_ W(us=¢—r(1—n)
level of P .

is optimal. On the contrary, if the inventory value is larger than

3. Inventory model under a VaR constraint
In order to exercise proper risk control over the portfolio value, we will impose the VaR constraint on the inventory
portfolio. Given a small time interval At, we define the loss of the portfolio during the interval [t+, t + At] by
AX(t) =X (t+ At) — X (t+).
Given the level of significance z, the VaR definition is
Pr (AX(t) < —VaR;) =z.

Therefore the definition of VaR implies

VaR; = —E [AX(t)] — @7 (z) /Cov, [AX(D)],

where @ ~1(.) is the standard normal distribution function.
In the case with one kind of raw material and one kind of product, the conditional mean and variance can be calculated
as

E [AX ()] = r{wo () + (1 —n)gqs(t) —qp (t) — FO [qa()]} At
+ (w1(t) + gs(t) — gs (1)) (us — &) At + [P () — s1w] D(t) At,

Cove [AX(D)] = 05” (@1() + qa(t) — qs())* At.
If we restrict the value at risk below the level R, the VaR constraint is given by
ar (@1 +qg — gs) + a20s +a30 (qs) +b <R, (33)
where
a1 = —(us — ¢ — 1) At — @~ 1(2)osv/At, a, = rAty, a; = rAtF,
b= —[P — s;@] DAt — rxAt.
Thus the optimal inventory problem under value at risk constraint is given by

T
sup E [/ U(t,X (1)) dt —I—W(T,X(T))], (54)
0

qg.qs
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subject to
dX(t) = r{wo(t) + (1 —n)gqs(t) —qp(t) — FO [ge(t)]} dt + [w1(t) + gp(t) — gs(D)]
X (s — ¢)dt +[P(t) — S1 ()] D(t)dt + [ (t) + qp(t) — gs(t)] osdB(t), (55)
a1 (01 +qs — gs) + a2qs + a3 (qg) + b <R, (56)
w1 (t+) = wq(t) + qp(t) — gs(t) > 0. (57)

3.1. The optimal ordering policy

For an ordering point as (qgg > 0, gs = 0), the VaR constraint of the portfolio is calculated as
VaR; = a; (w1 +¢qp) + a3 + b,
where
a1 =—(us — ¢ —1) At — @ '(2)osv/At, a3 =rAtF, b= —[P —s;®] DAt — rxAt.
Notice that
a3 +b=—[P—siw]DAt —r (x — F) At.

For a manufacturer, P(t) is the price of the product at time t and S; (t)w is the cost of the raw material for the product. It is
reasonable for us to assume that

P(t) > S1(H)w.

Obviously, the ordering cost $F must be significantly smaller than the total portfolio value x. Thus we have the following
result

as+b=—[P—siw]DAt —r (x — F) At <0.

Thus, we next only consider the case with a; > 0 because the VaR of the portfolio will always be negative and the constraint
will not be active when a; < 0. If the VaR is limited to below the level R, we have

w1 +qp < (R—b—a3) /ay. (58)
Then the ordering condition determined by the VaR constraint is
w1 < (R—b—as)/ar.

Combining the ordering conditions without the VaR constraint, the optimal inventory ordering strategies under a VaR
constraint can be summarized as

—¢—1rVy R—b—a
w1(X(t+),t+)=qBopt(x,t)+w1(X,t)=min{—w5 i )x, 3}, (59)
Os Vxx ap
——-nY, —2rFV, R—b —
o (e t) < min | - W= DV =2V =3 (60)
05 Vix 05 Vix aq
a2V

3.2. The optimal selling policy

For a selling point as (qgg = 0, gs > 0), the VaR constraint of the portfolio is calculated as
VaR; = ajw1 — (a1 —az) gs +b <R,
where
ay=—(Us—¢ —r)At — qﬁ’l(z)as«/ﬂ, a, = rAtn, b= —[P — syw]| DAt — rxAt.

In a situation where a;w; + b > R, and a; — a, < 0, the VaR cannot be controlled under the given level R because gs must
be positive. We can summarize the optimal inventory selling strategies under a VaR constraint as

(us—¢—A=—mr)Vy R—b—mw
052 Vix Tom—a '

w1 (X (t+) , t+) = o1 (X, t) — gsopt (%, t) = min {—

—Vi(us —¢ —r(1—n)) R—b}

)

w1 (X, t) > min {
O'Szvxx ap

%V
— <
0x2
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3.3. The optimal inventory policy

We note

. (us =5 =) Vy —2rFVy R—b—as
I'p = min 4y — - s ’
GSZVXX GSZVxx aq

. (us—¢—1)Vy R—b—a;
Rg = min §{ — s s
052 Vix ap
| Wus — ¢ —r(1—n)) R—b}
I's = min > , ,
05*Vix a,
. (s —¢ —r(1—mn)) Vy R—b—azfm}
Rs = min { — 3 s .
05 Vix a; —a

For arisk-averse manager, which implies %27! < 0, the optimal inventory policy is determined by the variables (1, Rg, rs, Rs).
At time t when the total portfolio value is , if the inventory value w; (x, t) is below rg, then the manager places an order
to raise the inventory value to the level of Rgz. On the contrary, if the inventory value w; (x, t) is higher than rs, then the
manager sells the amount of inventory necessary to reduce the inventory value to the level of Rs.

3.4. Solution algorithm

The approach is illustrated for one raw material and one product, thatisn = 1, m = 1, but can be extended for n
inventories and m products. Thus the optimal inventory problem is given by

T
sup E [/ U (t, X(t)) dt] ,
aB.4s 0

subject to

dX(t) = r{wo(t) + (1 —n)qs(t) — qg(t) — FO [gp(t)]} dt + [w1(t) + qp(t) — qs(t)]
x [(us — &) dt + osdB(t)] + [P(t) — 1 (t) @] D(t)dt,

a; (w1 +qg — qs) + axqs + a3® (qg) +b <R,
w1 +qp —¢qs > 0.

Define the optimal value function as

T
Vxt)= supE[/ U(T,X(‘L’))dt:|.
t

ag.ds
We have proven that the optimal problem is equivalent to finding a solution to the H]B-equation
v v 1 ER%
5 B O+ sup (U (. 0) + G (g5, 45) 7 + 5 H (5. ds) a?) =0, (62)
with the boundary condition
V(x,T) =0, V(0,t) =0,
where
G(qs.gs) =r{wo + (1 —n)qs —qs — FO (qp)} + (@1 + g — qs) (us — &) + (P —s10) D,
and
H (gs. gs) = 05° (@1 + qs — Gs)° .
In the following computation, the utility function is defined to a power function of value
Ut,x) =e %", §>0,0<y <1 (63)
Under this type of utility function, the form of the value function is

Vix,t) =eh(t)x’, §>0,0<y <1.
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Neglecting the derivatives of h with respect to x, we have

v v

Sy =V 0T oo =y (= Dethx DX (64)
X X

v —8t y —at y

= W (x,t)x” — 8e™°th (x, t) x". (65)

Substituting the trial function into the HJB-equation reduces it to a Bernoulli equation for h(t) which is an ordinary
differential equation. Substituting the derivatives into Eq. (62), dividing by e~%'x” and rearranging give
h (x,t) +A (QBopt, qsopts X) hx,t) +1=0 (66)
with the terminal condition
h(x,T) =0,
where
G (QBopts q50pt) + 1)’ (V - 1) H (QBoptv q50pt)
P 2 x2

In the case without VaR constraint, substituting Eqs. (64) and (65) to (38) and (49), yields the reduced form for ggop; and
qSopt as

— 4.

A (QBoptv qsopt» X) =Y

X(us =& —1)

X, w1, t) = w1, 67
QBopt( 1, t) o2 (1— ) 1 (67)
X(us —¢— (A —mr)

X, w1, t) = w — . 68

Gsopt (X, w1, 1) = w1 o2(1—7) (68)
Furthermore, when there is no VaR constraint, in the ordering region £23 = {(ggz, gs = 0) |gz > 0}, we have

X(us —¢ —r)
X t)= ——— — X, t), 69
QBopt( ) 0'52 (1 — )/) w1 ( ) ( )

X(us —¢ —r1) 2rFx
R I (T (70)

In the selling region 25 = {(qz = 0, qs) |gs > 0}, we have
(s =g —(A=mnx
o2 (1—vy)
——(1=nnx
oty > B =E==DDX 72
os*(1—y)
Finally, in the no truncation region 2yr = {(qgz = 0, gs = 0)}, we have

X(us —¢ —r) 2rFx (s —¢ —r(1—n))
21—y \(-pe =T ®0="aq (73)

This unconstrained solution will be used as an initial guess to solve the problem. If we impose a VaR constraint to control
the risk, the optimal inventory policy is denoted as (rg, Rg, 's, Rs), where

ol x(us—¢ —r1) 2rFx R—b—a3
rg = min > - > ,
os* (1—y) (1—y)os a

(sopt (X! t) = w1 (X7 t) - ) (71)

Re — mi {X(MS—C—T) R—b—a;;}
g — mMin > s s
os* (1—vy) aq

_ .{(Ms—§—r(1—77)) R—b}

s = min , ,
052(1—3/) aq

R . {(Ms—f—r(l—ﬂ)) R—b—azwl}

s = min , )
os2(1—y) a, —a

Dividing the computational time horizon [0, T]into a grid of N; points and omitting (x, t) in all variables for the simplicity
of notation, the algorithm can be summarized as follows:
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Fig. 1. Price sequence of the raw material.
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Fig. 2. Demand sequence of the product.

(1) Att = 0, we set w1(0) = 0, X(0) = x.
(2) Calculate ggopt(0), wg (0+) , w1 (0+) and X (0+) by

Xhs = 1) X (s — 1)
qropt (0) = m — w1(0), w1 (04) = w1(0) 4 qpopt(0) = m,
Xps—n)

o (0+) =X — w1(0) - QBopt(O) —F=x- 0.52 (] — )/)

F?

X (04) = wg (0+) + w1 (0+) =x — F.

(3) For ty = [At, ..., (N; — 1)At, N;At = T], generating two sequences of standard Brownian motion B (ty) and B (t;)
randomly, the price process and the product demand process can be simulated by

1
S1 (t) = S1(0) exp { (Ms - 5052> t + osB (fk)} ,

D (t) = tp + 0pB (&) -
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Fig. 3. Optimal inventory strategy without VaR constraint.
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(4) Then wy (ty) , w1(t) and X (t;) can be calculated by
wo (tx) = wo (te—1+) € + P (t—1) At,

o1 (t) = S1 (tk—1)

X (ty) = wo(ty) + w1 (t) .
(5) Calculate (rg, Rg, 15, Rs) by

rg = min

w1 (tk—1+)

S1 (tk) — D (te—1) @S1 (tk—1) At,

X(t)(us —¢—r) | 2rFX (&) R—b—as

os2(1—y)

1- )’)0527 a; '

R — mi {X(fk)(lts—é'—r) R—b—a3}
p = Il a ,

os2(1—y)

40 45 50

Fig. 4. Optimal inventory strategy under a VaR constraint.
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Fig. 6. Total portfolio value X (t).

o {X(fk)(Ms—§—r(1—ﬂ)) R—b}
rs = min :

os2(1—y) ' aq
Re — mi {X(fk)(ﬂs—f—r(l—n)) R—b—a2w1(tk)}
s = min , .
o2 (1—-vy) a; —a

If wq (ty) < rg (tx), place an order for the raw material so as to

qBopt (tx) = Rg — w1 (t) , w1 (te+) = w1 (t) + qBopt (tx) = Rg (te) ,
wp (tx+) = wo (t) — QBopt(tk) —F, X (t+) =X () — F.

If wq (t) > rs (t), sell raw materials so as to

qsopt (tx) = w1 (&) — R, w1 (tk+) = wq (t) — qsopt (tx) = Rs (te) ,
wo (te+) = wo (tx) + (1 — 1) Gsopt (tk) , X (te+) = X (t) — nGsopt (tk) -
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Fig. 7. Value function V (x, t).
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Fig. 8. h(x, t) over x at different time.

Ifrp < wy (&) <15, we have
Popt (tk) = qopt(te) = 0, w1 (tk+) = w1 (&) , wo (te+) = wo (L)
X (tr+) = wo (t+) + o1 () = X () -
(6) Set h(T) = 0and for t, = [(N; — 1) At, ..., At, 0], we have
h (te) = h (te1) + (A (G) * h (Gg1) + 1) % At

4. Illustrative examples

This section has four objectives. First, the optimal strategies for the inventory model with and without VaR constraint
are presented. Second, the results of the (s, S) models are compared. Third, the behaviors of the optimal policies under VaR
constraint are illustrated. Finally, the impacts of parameters including ordering, selling and holding costs are discussed.

A matlab program was written to implement the above procedure. The time horizon we considered is one year, T = 1.
We assume the firm evaluates the VaR constraint once per week, which means that At &~ 1/52. The parameters in the utility
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Fig. 9. Compare the inventory level with and without VaR constraint.
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Fig. 10. VaR sequence at different time.

function are taken to be § = 0.2, y = 0.3. For the VaR constraint, the maximum loss is limited to R = 80 with a probability
of k = 0.01. In addition, the parameters of demand rate are assumed to be up = 1000, op = 100 and the product price is
P(t) = 2.The initial capital is X(0) = 1600 and the price of the material at t = 0is S;(0) = 1. Finally, the stochastic process
of the price is chosen arbitrarily with os = 1, us = 0.25 and the risk free rate is r = 0.05.

4.1. Optimal inventory strategies

The fixed order cost per non-zero order is F = 10 and the proportional selling cost per unit of inventory value is n = 0.2.
Figs. 1 and 2 display the generated time series of the price of raw material S;(t) as well as the demand quantity D;(t) of the
product. Figs. 3 and 4 illustrate the inventory levels, ordering and selling boundaries of the inventory model with and without
VaR constraint. From the optimal inventory strategies illustrated in the figures it can be concluded that if the inventory level
is below the ordering boundary, then the manager places an order to raise the inventory value to the optimal level; on
the contrary, if the inventory level is higher than the ordering boundary, then the manager sells the amount of inventory
necessary to reduce the inventory value to the optimal level.
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Fig. 12. h (x, t) over x at different time.

4.2. Comparison with the (s, S) model

We compare the inventory level (Fig. 5), the total portfolio value (Fig. 6) and the value function (Fig. 7) between
our optimal model and the classical (s, S) model. Since there is no lead time and the inventory review period is At, we
calculate (s, S) as

s = D(t)At S =E0Q = 2FD(®)
a ’ IR FON

From Fig. 5, we find that the inventory level of the (s, S) model is independent on the price of the raw material (except
at the ordering point), while in the present model the inventory level is positively related to the price sequence. That
coincides with our common sense understanding. Figs. 6 and 7 prove that our optimal model is better than the (s, S) model
from both the aspects of portfolio value and utility value. Fig. 8 depicts the h(x, t) function over x at different times. It
illustrates that h(x, t) changes little for different x values, so our neglect of the derivatives of h(x, t) with respect to x is
reasonable.
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Fig. 13. Inventory level of different order cost.
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Fig. 14. VaR for different order cost.

4.3. Effects of the VaR constraint on the optimal inventory policy

This will be compared to the inventory level (Fig. 9) and VaR sequence (Fig. 10) both with and without VaR constraint in
the optimal inventory model. The figures show that good control over the investment in the raw material inventory quantity
is achieved and the inventory level is reduced in order to fulfill the VaR constraint. When the VaR constraint is inactive the
portfolio allocation follows the unconstrained solution; as the portfolio value increases, the VaR constraint becomes active
(Fig. 10) and allocates less to the raw material inventory. The points where the constraints become active produce kinks in
the curve, but the risk is well controlled through the VaR constraint. Figs. 11 and 12 depict the value function V (x, t) and
the h(x, t) function over time. Fig. 11 shows that the difference between the value functions in the cases with and without
a VaR constraint is very small. Thus we can conclude that imposing a VaR constraint will not significantly affect the optimal
value function.

4.4. Effects of cost parameters on the optimal inventory policy

This section shows how ordering and holding costs affect inventory policies. As conjectured, the ordering frequency is
reduced when the ordering cost is increased, which is confirmed in Fig. 13. With augmentation of the ordering cost, the loss

Please cite this article in press as: S.Y. Wang, et al., Optimal inventory policy with fixed and proportional transaction costs under a risk constraint,
Mathematical and Computer Modelling (2012), doi:10.1016/j.mcm.2012.03.009




S.Y. Wang et al. / Mathematical and Computer Modelling I (RERN) IRE-HER 19

400
:‘é‘
2 300
©
3
— 200
>
g
& 100
E holding cost=15%
0 1 1 1 1 1 1 1
0 5 10 15 20 25 30 35 40 45 50
Time (week)
£ 600
2
©
3
— 400
Pl
8
5]
Z 200 holding cost=10%
1 1 1 1 1 1 1 1 1 1
0 5 10 15 20 25 30 35 40 45 50
Time (week)
Fig. 15. Inventory level for different holding cost.
100
: 150
y 50f holding cost=15%
[
>
0
| | | | | | | | | |
0 5 10 15 20 25 30 35 40 45 50
Time (week)
100
AN
% s0 i
>
holding cost=10%

0 1 1 1 1 1 1 1 1 1 1
0 5 10 15 20 25 30 35 40 45 50

Time (week)

Fig. 16. VaR for different holding cost.

risk of the total portfolio value is also enlarged, so the VaR constraint becomes active at earlier points in time (Fig. 4). We
conclude from Fig. 5 that when the holding cost increases from 5% to 15%, the inventory level is greatly reduced (see Figs. 14
and 15). The low inventory level directly results in a low VaR level, which is represented in Fig. 16.

5. Conclusion

This paper presented optimal inventory policies under a VaR constraint. By considering the raw material inventories as a
kind of risky investment, we optimized the portfolio consisting of the risk free bank account and the raw material inventory.
The problem is formulated as a continuous time stochastic control problem with fixed ordering costs and proportional
selling and holding costs. We have proven that the optimal problem is reduced to solve the Hamilton-Jacobi-Bellman
equation by applying the dynamic programming technique and the stochastic control theory. The VaR constraint is imposed
continuously to control the risk of the portfolio. The optimal inventory strategy under a VaR constraint is summarized as a
continually reviewed policy (rg, Rg, s, Rs). In the end, we proposed a numerical algorithm to solve the constrained optimal
stochastic problem with a power-law utility function. From the numerical results, we find that risk is effectively reduced
where holdings in raw material inventories are optimally decreased.
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