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1 Introduction

1.1 Motivation

According to a study of the Aberdeen Group (see iswanathad (I2.0.Dj)), inventory
management was ranked on top of the list of investments in application-oriented
software for companies in 2007. Within inventory management, multi-tier or multi-
echelon inventory optimization was the top priority. This software application area
grew_by 32% while the overall supply chain management space grew about 7%
(see h:r_&bJ.LCQ.C]J (I2.0.09_1:I)) Although in 2008 the market for supply chain manage-
ment software applications and services saw only a slight increase of 4% over 2007
according to AMR Research (see [rehileack (I2.0.09.el)), companies are still putting

much emphasis on improving their inventory management activities. 91% of over

170 companies that were surveyed by the Aberdeen Group in 2009 indicated that
they have made, or have been asked to provide, recommendations in the past six

months to management on how to improve their inventory management processes

(see Vi (IZO_O_E])) An effective inventory management is particularly im-
portant in times of economic downturn, like the current global recession. In order to
contain cost and free working capital, inventories need to be reduced. On the other
hand, there is the risk of losing business in case of insufficient inventories. For the

solution of this cost-service trade-off, management more and more often employs

advanced software tools to support their decisions (see [ELis et a1l (I2.0.D.Ci))

Traditional inventory management planning processes and software applications
have only been capable of managing inventory at the individual site level. Even
though a company might plan its inventory levels at several locations of its supply
network centrally, the actual inventory optimization is done one location (or echelon)
at a time (see Figure . Such a sequential single-echelon approach completely
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neglects interdependencies between the sites, however. Thus, too much inventory
might be held or inventory could end up in the wrong place, because aspects such
as the following are not taken into account: Is it more costly to hold inventory at
an upstream or downstream location?” How does the order decision of a downstream
location affect the demand process that the upstream location sees? Which level of
service should the individual upstream locations provide to their internal customers
such that the external customer demand can be satisfied according to the service

target there?

External External
Supplier Supplier
P ~~.._ Optimization e ~._  Simultaneous
o o Site2 o ... optimization
/, Lead time \\ Lead time “ siteland 2
| stock- ; S | stock- \&”
. |keepingsite keeping site \
S . Optimization '
ST - : i
/Lead time &~ Stel . Leadtime /
o | stock- } Stock-
. |keepingsite " |keepingsite
“.._Demand ., Demand /
External External
Customer Customer
(a) Sequential single-echelon approach (b) Multi-echelon approach

Figure 1.1: Sequential single-echelon vs. multi-echelon approach

In contrast, the inventory optimization software tools that have been developed over
the past two decades take a holistic approach to inventory management. Such multi-
echelon approaches consider all locations in the supply network simultaneously, from
the external supplier to the end-customer, with the objective of minimizing total in-
ventory cost in the entire system subject to the service, which is to be guaranteed
towards the external customer (see Figure [[.I1(b)]). Thus, the shortcomings of the
sequential single-echelon approach are counteracted. It is reported that ‘it is not

unusual for a global supply chain to see inventory levels reduced by as much as

15-25%’ (IEJ.IJ.S_at_a.].l )). There are two major drivers for these advances. First,

information and computer technology has gone through great improvements mak-
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ing information across the entire supply network available for such a multi-echelon
application and enabling the solution of very large and complex problems. Second,
the advancement in multi-echelon inventory research in recent years has produced
models that can capture and handle a broad variety of real-world problems and

problem sizes (see, e.g., ISM.U_&m.sI (IZO_OA)) None of the software vendors such as
LogicTools (which is now a part of IBM), Optiant®, SmartOps®, or ToolsGroup

explain in detail the algorithms that are implemented in their tools. However, a
closer look at the affiliated scientists and their scientific contributions in this area

clearly suggests that these models and algorithms represent extensions of the two
pioneering contributions to multi-echelon inventory research by hm.ps.od (IJ.9.5.§) and

k]ark and Smri (Il%_d)

Based on these two seminal papers on multi-echelon inventory models in base-

stock/order-up-to level environments without lot-sizing, two competing research
strands have developed over the years. Although they solve the same inventory
optimization problem in their core, they make a different assumption with regard to
the role of safety stock. The resulting consequences for the material flow in the sys-
tem coined the terms full-delay and no-delay appror?ﬂl:m%%ﬁﬁd)),
or stochastic- and guaranteed-service approaches (IGraves and Willems ). In

the stochastic-service (SS) approach, safety stock is assumed to be the only buffer

against demand variability. The guaranteed-service (GS) approach, on the other
hand, assumes that safety stock is sized to cover demand variability up to a certain
level only, i.e. the normal or maximum reasonable demand. All variability exceeding

this level is dealt with by other extraordinary countermeasures.

Both assumptions are quite strong. In reality, the truth probably lies somewhere
in between. A single supply network might consist of stages with low flexibility as
well as stages with high flexibility. For the former ones, the SS approach would
be the appropriate one to use, whereas the latter ones are appropriate candidates
for the application of the GS approach. In both the academic literature and the
currently available software applications, the two approaches are mainly treated
and implemented as mutually exclusive frameworks, however. Since both approaches
yield different results due to the differing underlying assumptions, a practitioner (as
a buyer of these products) faces the dilemma of choosing the appropriate approach

and thus software tool for the inventory optimization of its supply networks. This



1.1 Motivation 4

thesis provides assistance in this respect by outlining both approaches in detail and
comparing them in generic network settings. Even though this helps in selecting
the better of the two approaches, still not all cost-saving potentials can be realized
due to the choice of a single approach for the entire supply network, instead of a
stage-wise decision within a single network. Therefore, the second contribution of
this thesis lies in the development of an integrated framework, which combines the

two pure approaches and thus enables a stage-wise choice.

Within each of the two pure multi-echelon frameworks various (additional) real-
world aspects of inventory systems have been incorporated over the past two decades.
These include non-stationary demand, forecasts, capacity constraints on the orders,
to name a few. Another aspect has received less attention, even though it has
become increasingly important for companies starting from around the turn of the
century in the wake of 9/11 and a growing number of natural disasters that could
cause disruptions in the supply flow: the sourcing strategy. The main decisions that

characterize the sourcing strategy concern (see, e.g., Iﬁhg_p_r_aha.n_d_M_ﬂudj (IZO_OJ')) (a)

criteria for supplier identification (How to establish the supplier base?), (b) criteria

for supplier selection (How to pick suppliers from the base, who will receive an order
from the company?), and (c) procurement (How much to order from each selected
supplier?). Whereas the first two aspects represent supply chain design decisions,
the third one actually concerns inventory optimization and as such falls within the
scope of this thesis. In most of the multi-echelon models it is implicitly assumed that
the first two decisions result in the choice of a single supply source. Although such
a single-sourcing strategy has been advocated to have many advantages, such as
a stronger, long-term relationship with the supplier and the reduction of overheads
required for managing multiple supplier relationships, it also has its risks in the form

of total dependency of the functioning of the entire supply chain on a single source.

Any disruption at the source could disable the supply chain (see, e.g., IL&&a.n.dM.ﬁel
m» That is why companies turn to more flexible sourcing strategies, like dual
or multiple sourcing, i.e. they rely on two or more supply options. These supply
options can refer to different suppliers, e.g., an overseas plant and another one close
by, or to different transportation modes, e.g., trucking, sea-, or air-shipping. This
not only increases supply chain security, but also represents a means to effectively

solve the cost-service trade-off with respect to inventory management. Examples are
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reported in the literature for Hewlett Packard (IZD.O.d)), Caterpillar

(IB_aQ_e_t_a,]_l (IZO_O_d)), or Océ (lq(‘hpﬂer—Wo]f et all )), amongst others. The supply

options incur different costs, but also take up different amounts of time. Thus, one

strategy could be to replenish the majority of items using the cheaper, but slower
source, and to use the fast, but expensive source only in case of imminent stockouts
caused by the volatility of demand. For example, HP produces the majority of its
DeskJet printers in Singapore, because of that country’s lower cost structure. Thus,
the focus with this source is on cost efficiency. In addition, HP has manufacturing
in Vancouver. This source ensures a fast response to the North American market

and is utilized to guarantee high service (see Lee and Waltd (IZD.OA)) Consequently,

a dual-sourcing strategy enables a company to serve demand at low costs without

compromising on service. In order to realize these potential gains from dual sourcing,
an effective inventory control policy needs to be in place, which tells the company

when to order from which source and how much.

In contrast to single-sourcing models, where optimal policy results are available for
single-echelon as well as multi-echelon settings, the findings for dual-sourcing models
are much more limited. Even for single-echelon models the optimal policy is just
known for special cases. In more general settings, it can only be determined numer-
ically by using complex mathematical models that require considerable amounts of
computation time. This renders it inapt for the application in practice. That is why
various non-optimal policies have been proposed in the literature that are easier to
compute and manage. These include the single-index (SIP), constant-order (COP),
dual-index (DIP), and order-splitting policy (OSP). The relative performance has
been tested only of certain policies, however. kcheller-Wn]F et all (IZD_Oj) provide a
comparison of the SIP and DIP. The COP and OSP have not yet been taken into
consideration. This thesis closes this gap by comparing the COP and the DIP. The

OSP can be excluded from this single-echelon policy comparison due to its arguably
inferior performance in the analyzed deterministic lead-time setting. This policy is

usually studied under stochastic lead times as a simple and effective means to pool

lead-time risk (see, e.g., Chomas and Tywortd )). Thus, the thesis gives guid-

ance to the practitioner as to which policy is an effective choice in specific supply

system settings.
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Even though the use of an effective dual-sourcing policy, which is found by the
single-echelon analysis, might already save cost, a true supply chain inventory opti-
mization approach would have to incorporate all locations of the supply network and
thus take a multi-echelon perspective. Since at best only approximate approaches
to this problem are available in the literature (see, e.g., the presented ideas in the
final section of (Graves and Willemd (|2_0_0_El)) and therefore implemented in the avail-

able software applications, there is room for improvement in this area. As another

contribution, this thesis aims at filling this void.

Consequently, the thesis contributes to the body of literature on dual-sourcing in-
ventory control models in a single- and multi-echelon setting. In preparation of
the multi-echelon dual-sourcing model development, the literature on multi-echelon
inventory models with a single source of supply is extended, as well. The thesis

centers around two major research topics:

(i) the detection of effective dual-sourcing inventory control policies in a single-

echelon model, and

(ii) the integration of dual-sourcing into a multi-echelon inventory model.

1.2 Research questions

This thesis deals with inventory optimization in supply networks with multiple sourc-
ing. The coordination of replenishment decisions, when two or more suppliers for
the same item are available, is mostly studied in a single-echelon setting in the

literature. This is also selected as the starting point of this thesis.

The first major research question that is addressed in this thesis is what are ef-
fective dual-sourcing inventory control policies in a single-echelon setting. In this
context, the term ‘effective’ is understood in the sense of easily implementable and
performing close to optimal. Although the optimal policy delivers the lowest cost,
its computation might be rather complex, and thus render it less effective from a
practicability point of view. Hence, non-optimal policies, which are simpler to com-
pute and still show a satisfactory cost performance, can be regarded as being more

effective. Consequently, in order to answer this major research question, several
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aspects need to be addressed. These make up the following subset of more specific

research questions, which are analyzed in turn:

1. How can the optimal inventory control policy for the studied single-echelon

dual-sourcing problem be determined?

2. What are simple non-optimal policy alternatives and how can their optimal

parameters be computed?

3. How do these (non-optimal) inventory control policies perform?

The second major research question that is investigated in this thesis is how to in-
tegrate dual sourcing into a multi-echelon inventory model. The integration of dual
sourcing into a multi-echelon setting requires good acumen of multi-echelon inven-
tory models with a single sourcing option as a starting point. Here, the literature
on multi-echelon inventory models without lot-sizing distinguishes between models
following the stochastic-service or guaranteed-service framework, in general. It is
not clear from the available contributions, whether any of these approaches is supe-
rior to the other. Therefore, it seems worthwhile to first analyze and compare both
approaches, before the integration of dual sourcing is addressed. If one of the ap-
proaches was generally superior to the other, the extension to dual sourcing would
only have to be done for this approach. Hence, the answer to the main research
question is multilayered again. That is why it is broken down into several more
specific research questions, which eventually provide an answer to the major one.

These include:

1. Given the characteristic assumptions and features of the two competing multi-
echelon inventory optimization model strands in the literature, i.e. the stochastic-
and guaranteed-service framework, is one of them generally superior to the
other?

If this is not the case, in which settings does each approach perform well?
2. Depending on the outcome of the first question, is a mutually exclusive im-

plementation of a single multi-echelon approach for the entire supply network

reasonable?
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Put differently, do situations exist where a combination of both approaches pro-

vides additional benefits and how can such an integrated approach be designed?

3. Provided that none of the approaches is generally superior to the other, how

can dual sourcing be accommodated in the guaranteed-service approach?

At first glance, the second specific research question might not seem to be directly
related to the ultimate goal of this thesis, which is the integration of dual sourcing
into a multi-echelon inventory model. Although this question refers to an extension
of the single-sourcing multi-echelon frameworks, the answer to this question fosters
a better understanding of the two multi-echelon models and as such represents a
valuable basis for the extension to dual sourcing. Moreover, a newly developed in-
tegrated multi-echelon framework with single sourcing also represents an additional
candidate for a potential dual-sourcing extension. However, this thesis focuses on the
extension of the guaranteed-service approach only. The integration of dual sourcing

into any other approaches is postponed to future research.

1.3 Structure and overview

This thesis is divided into 5 chapters. After the presentation of the research mo-
tivation, the specific research questions, and the overall structure of the thesis in
this chapter, Chapter Bl outlines fundamentals that are required for a thorough un-
derstanding of the thesis and reviews the relevant literature. Section EZT] starts by
briefly discussing the relevant demand distributions in Section EETIl1 Demand is
regarded as the primary source of uncertainty in the inventory models studied in
this thesis. In Section BET the basic inventory control terminology is introduced
followed by a description of several performance measures for the evaluation of an
inventory control policy. Next, a basic infinite-horizon inventory model is presented,
i.e. the single-echelon periodic-review order-up-to level model with single sourcing.
Section is concerned with the basics of multi-echelon inventory control. The
notion of a process, stockpoint, and stage is explained together with the basic supply

network structures that can be encountered in practice.

The literature review in Section follows the general structure of the thesis. First,

the body of literature on single-echelon inventory models with multiple sourcing is
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discussed in Section EZZTl The contributions are characterized into works that are
concerned with the derivation of the optimal policy and works that deal with the
parameter optimization for a given (not necessarily optimal) policy. This classifica-
tion also reflects the historical development quite well. Whereas early contributions
have focused on the determination of the optimal policy, more recent contributions
rather center around policies that are applicable in practice. Second, Section
reviews multi-echelon inventory models with single sourcing. This field of literature
can broadly be classified into models following the stochastic-service framework and
those following the guaranteed-service framework. In each field, contributions that
concentrate on the derivation of the optimal policy structure or the computation
of the optimal policy parameters for different network structures are summarized.
Moreover, the review includes works that compare or combine both modeling frame-
works, since these are also aspects addressed in this thesis. Third, Section
gives an overview over multi-echelon inventory models with dual or multiple sourc-
ing. Here, the available literature is rather limited, which demonstrates that there

is room (and also need) for further model developments as provided in this thesis.

In Chapter B, which is concerned with the first major research question, a single-
echelon periodic-review inventory model with two suppliers is considered. Following
an introduction of the main assumptions and notations in Section B2 Section
presents several dual-sourcing inventory control policies. First, the computation of
the optimal policy is addressed in Section B3 While for the special case of consec-
utive lead times, i.e. a lead-time difference of one period between the two suppliers,
the optimal policy is known to be the single-index policy, it is shown for offsetting
lead times how the optimal policy can be found by using a Markov Decision Process
(MDP) formulation. As is directly apparent from the MDP model and also reported
in the literature by I\/F-Prarﬂghavan and Schpl]pr-Wﬂ]‘ (IZD_O_é), for instance, the opti-

mal policy can only be computed for limited problem sizes in a reasonable amount

of time. That is why in Section several simpler and, in general, non-optimal
policies are outlined. These include the single-index (SIP), constant-order (COP),
dual-index (DIP), and the order-splitting policy (OSP). These policies have already
been studied in the literature by different authors; however, mostly in isolation. In
order to foster the understanding of the policy differences in view of the policy com-

parison in Section B4 their mode of operation and the major available results are
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reiterated in Section using a unified notational framework. It is indicated at
certain points where known results are complemented by new aspects. Each policy is
studied in a backorder-cost model. Extensions to model formulations with different
types of service-level constraints are presented, as well. It is shown how the policy
parameters for these policies can be optimized. Except for special cases, which are
addressed in a subsection of the respective policy section, the optimization can be
performed by a one-dimensional search procedure over the relevant policy parameter
region. In case of the COP and DIP a so-called stationary overshoot distribution
needs to be derived. Exact and approximate approaches of how this can be done

are outlined for these policies.

Section B4l is based on [Klosterhalfen et all (IZOJ_OzI) and is concerned with the com-
parison of the (non-optimal) dual-sourcing policies. The comparison focuses on
the COP and DIP only. While the SIP and DIP have already been compared in
Scheller-Walf et all (I2_0_Dj), the OSP is arguably inferior to the other policies in the

deterministic lead-time setting analyzed in this chapter. The theoretical findings,

which can be derived from the extreme strategies of the COP and DIP, suggest
that the cost difference between the policies decreases as the lead-time difference
increases. For a sufficiently large lead-time difference it can be presumed that the
COP outperforms the DIP (Section BZ2). In order to support this presumption,
a numerical study is conducted in Section The numerical results confirm the
finding. In settings with a significant lead-time difference and small expediting pre-
mium the COP is identified as an effective dual-sourcing policy alternative to the
DIP. In general, however, the DIP shows a superior performance, but is also the
more complex policy to manage. In situations with a small lead-time difference and
large expediting premium, single sourcing is found to be a reasonable alternative to
the DIP. From a practitioner’s point of view, the outcome of the COP-DIP compar-
ison is particularly interesting for two reasons. First, the COP is the more easily
implementable and controllable policy in practice. Second, the guarantee of a con-
stant order for one of the suppliers is helpful for supply negotiations. It prevents the
supplier from any demand fluctuations or even the bullwhip effect, which facilitates

the production planning.

Chapter B shifts the focus to multi-echelon inventory models and addresses the

second major research question. First, the two main modeling frameworks in this
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body of literature are outlined in Section 2 i.e. the stochastic-service (SS) and
guaranteed-service (GS) approach. In addition to the presentation of the existing
models and results, the major point of criticism of the GS approach is addressed.
This approach assumes that further countermeasures besides safety stock exist to
cope with demand variability, if it exceeds a certain normal or reasonable level. This
‘operating flexibility’ is not explicitly modeled in the framework, however, and the
inventory optimization only takes into account normal demand variability. In this

section, which is partly based onhS.I.QsmLhaJian_a.n.dM.n.nﬂl (I2.0J_d), the standard GS

model is extended to explicitly consider the effect that operating flexibility measures

have on the material flow in the system. One possible modeling option is analyzed in
detail and its reasonability is tested in a simulation study. This option assumes that
missing items are expedited from the pipeline inventory of a stage. Due to the model
extension, the optimization problem minimizes the on-hand stock cost in the entire
supply network in its objective function, in contrast to the safety stock cost in the
standard GS formulation. Based on different arguments, ) and

) also suggest the use of the on-hand stock expression in the objective function
rather than the safety stock one. Moreover, the extended GS model developed in
this section permits a cost-based derivation of the maximum reasonable demand
level, up to which demand variability is covered by safety stock only. This level
can be expressed as an internal service level and easily determined by a closed-
form expression provided that a cost parameter for the use of operating flexibility
is available. The specification of such a cost might often be easier for management

than the direct setting of a service level.

In Section B3 which is also partly based on IK]OSf@rha]f@n and Minned (IZDJ_CI), both
multi-echelon inventory optimization approaches are compared. For each approach,
an individual benefit is identified on the basis of theoretical considerations. The SS
approach possesses the allocation benefit, whereas the GS approach takes advantage
of the decoupling benefit. The SS approach can make its stock allocation decision
according to the holding-cost relationships between the stages, taking into account
the final-stage service level(s) only. The GS approach, on the other hand, has to
comply with the service level (internal or external) of each stage that holds stock.
On the upside, however, the operating flexibility measures allow for a decoupling

of the stages, i.e. no stochastic delays occur in case of supply shortages, which
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otherwise would increase the stock requirement at downstream stages. In order to
gain further insights into the relative performance of both approaches a numerical
study is conducted for serial and divergent systems. Internal and external service
levels of the a-service level type are considered with internal service levels ranging
from 17% to 75% and external service levels of 85%, 95%, and 99%. From this study,
the following three important drivers of the advantage of one approach over the other
are derived: processing-time pattern, final-stage service level(s), and internal service
level (or operating flexibility cost). In compliance with the individual benefits, the
GS approach is found to be superior to the SS model in settings with a degressive
processing-time pattern, high final-stage service level(s), and a low internal service
level. For the SS model, the opposite is true. Among the three drivers, the internal
service-level parameter has the biggest influence on the approach superiority. Most
importantly, the results of the numerical study show that none of the approaches
is superior to the other, in general. Both approaches have their advantages and
disadvantages in certain settings. Hence, the integration of dual sourcing into any
of the two approaches represents a valuable extension. One such extension, namely

the integration into the GS approach, is the focus of Section

Before the dual-sourcing extension is addressed, the joint exploitation of both in-
dividual benefits is at the core of Section EE4l where the SS and GS approaches
are combined in the so-called hybrid-service (HS) approach. This approach itself

represents a candidate for a potential extension to incorporate dual sourcing, which

is postponed to future research, however. The section is based on IDi

@) The HS approach allows the entire network to consist of both SS and GS
subnetworks. This makes the appropriate modeling of the subnetwork interfaces
an important issue of this section. Moreover, for serial systems the optimization
problem is formulated and a pseudo-polynomial time dynamic programming algo-
rithm for the determination of the optimal network partitioning and stock sizing
is developed. Extensions to divergent and convergent systems are also discussed.
The major contribution of the HS approach is that a practitioner does not have to
choose one of the two multi-echelon inventory optimization approaches exclusively
for the entire supply network, but (s)he can make a stage-wise choice. Thus, at least
the better of the two pure approaches is selected and in some instances even addi-

tional cost-savings can be realized through a hybrid-service structure. This finding
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is also supported by the results of a numerical study conducted for serial systems
with up to five stages. The largest additional cost-saving amounts to 10.5% and the
average to 1.9%. The best HS performance is observed in settings with relatively
low internal service levels, a broad internal service-level range, degressive lead-time

structure, and progressive holding-cost pattern.

Section focuses on the integration of dual sourcing into the standard GS model
and is based on IKlosferhaH-’en et all (IZDJ_DJ:I) The dual-sourcing extension of the other

two multi-echelon frameworks (SS, HS) is postponed to future research. Note that

even the GS approach with only a single supplier for each item can be interpreted as
a kind of dual-sourcing model. Due to the assumed operating flexibility, items can
be speeded up in case of an imminent stockout, which can be regarded as a second
supply option with a shorter processing time. This option, however, is not regarded
as dual sourcing in the way this term is understood in this thesis. In order to keep
the dual-sourcing model analysis analytically tractable, the order-splitting policy
(OSP) is selected as inventory control policy. Moreover, one of the policy parameters,
namely the sourcing fraction, is assumed to be exogenous to the model. The model
objective is to determine the optimal safety stock allocation and sizing. Extensions
of this model to more than two suppliers or the simultaneous optimization of the
sourcing fractions and safety stocks are discussed, as well. Moreover, the integration
of other inventory control policies like the SIP, COP, or DIP is addressed. In the
model development it is shown that certain changes to the standard GS approach
with single sourcing are required. In the single-sourcing situation, each stockpoint
is preceded by a single process, which allows for an aggregation of the process and
the stockpoint into a stage with a single index. In the dual-sourcing setting, several
processes can precede a stockpoint depending on the number of suppliers. This
prohibits an aggregation into a stage with a single processing time. Instead of the
stockpoint and its index, the process needs to be assigned to the arc connecting
two stockpoints. Otherwise, differing processing times of the two supply processes
cannot be accurately reflected and an exact computation of the safety stock at
the dual-sourced stockpoint is not possible. A dynamic programming algorithm is
developed for the optimization of the safety stocks in serial and convergent systems.
It is shown that this approach represents an improvement of the only approximate
modeling idea outlined in the final section of \Graves and Willemd (I2_0_D£l), which
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is one of very few contributions available in the literature that address a similar

problem.

Chapter B concludes the thesis. It summarizes the major findings and discusses

implications and extensions for future research.



2 Fundamentals and literature

review

The goal of this chapter is to provide the reader with the basic terminology of
single- and multi-echelon inventory control theory as well as an understanding of an
elementary inventory control model that forms the basis of the upcoming chapters.

Furthermore, it reviews the relevant literature related to this thesis.

2.1 Fundamentals

2.1.1 Demand

Companies operate in uncertain environments. Apart from uncertainties on the
supply side resulting from possible vehicle or machine break downs or production

rescheduling, for instance, a major difficulty arises on the demand side, because

future customer orders cannot be predicted exactly (see, e.g., himchi-T@vi et a]l

)). The latter is the source of uncertainty considered in this thesis. One way to
still enable smooth operation and provide a high level of service/product availability
is the introduction of inventory buffers, called safety stocks. Other measures include
safety lead times or additional capacities, for instance. Yet another way is the use
of additional suppliers, who offer fast service in emergency situations, which in turn
also reduces the stock requirement, but causes higher procurement costs. Safety

stocks and dual sourcing as countermeasures are analyzed in this thesis.

With regard to the incorporation of the demand into an analytical inventory con-
trol model, two approaches can be distinguished. Given a sample of demand data,

the empirical demand distribution based on these data can be directly used in the

15
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model. Alternatively, the parameters of a theoretical distribution can be estimated
from the available data. The latter approach is widely used in the inventory control
literature, because it smoothes the tasks of analysis and calculation and thus enables
the derivation of solution properties. This approach is also pursued in this thesis.
The theoretical demand distributions used are briefly outlined in this section. The
description is mainly based on Chapter 6 inIIJaw and Kel‘mrl (|2_0_0_d) The probability

density (pdf) or mass function (pmf) is represented by f for continuous or discrete

random variables, respectively. The cumulative distribution function (cdf) is indi-
cated by F. fr and Fp denote their L-fold convolutions, respectively. Different

superscripts are used to refer to the different distribution types.

2.1.1.1 Continuous distributions

Normal distribution

The probably most commonly used demand distribution in inventory theory is the
normal distribution. It is characterized by two parameters, the demand expectation

1 and standard deviation o. The probability density function is given as

1 (z—m)?
fnorm(x) — . 6_# — 0 S T S o0 . (21)

The corresponding cumulative distribution function is

Frorm () — /_ o) du (2.2)

For numerical computations any normal distribution can be transformed into the
standard normal distribution with = 0 and ¢ = 1 by substituting z := *>#. The
standard normal probability density, ¢(z), and cumulative distribution function,

®(z), are given as

1 _22
P(z) = o € (2.3)
d(z) = : o(u) du . (2.4)

The standard normal distribution values are tabulated such that the computation
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of integral expressions is possible. Moreover, rational approximations exist for ®(z)
(see, e.g., lAbramowitz and Stegu (I]_9_Zd), p. 932).

Note that, when using a normal distribution to model customer demand, negative
demand values have a positive probability. If the probability mass for these negative
values is small, however, this still represents a reasonable approximation. This is
usually the case, if the coefficient of variation, C'V = o /u, is smaller than 0.5 (see,

e.g., Kehneidel (IJ_9.8_]|)) In various settings for fast moving items, where the demand
per period is relatively large, a reasonable goodness of fit of the normal distribution

is reported (see, e.g., h“ijms and Groenevel (IJ_%J))

Since ordered items are not received immediately, but after a lead time, during which
further demands need to be satisfied, the demand distribution over the lead-time is
relevant for inventory control. For a deterministic lead time L, the distribution is
the L-fold convolution of the single period demand random variable, if the demand
process is assumed to be stationary and the single period demands are identically
and independently distributed (i.7.d.). Consequently, in case the single period de-
mand has a normal distribution, the lead-time demand is also normally distributed

with an expected value of 4 - L and standard deviation o - v/L. For the lead-time

demand computation in case of stochastic lead times see, e.g., h“ijms and Groenevelf

(98d) and [Eppen and Mareid (19sd).

Gamma distribution

The normal distribution disadvantage of possible neiative values, which is espe-

cially critical for large coefficients of variation, induces ) to propose the

jamma distribution for inventory control. Other contributions like h“yworth et all

) also assume gamma distributed demand. The gamma distribution is only de-
fined for non-negative values. The probability density and cumulative distribution

function are given as

enxn—le—&v

x>0
frm(a)y=q 0 (25)

0 otherwise

Foom () — /0 " o () du (2.6)
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where 6 > 0 is a scale parameter and k > 0 the shape parameter (modulus). The

term I'(k, @) is the complete gamma function
['(k,0) :/ 0"z te " dx (2.7)
0

ensuring that [° f9“"(z) dz = 1. If  is an integer, then I'(x,0) = (x — 1)I. The

mean and variance are

K
= 2.
p=7 (2.8)
K

- (2.9)

Based on the first two moments of some observed data, the scale and shape param-

eter can be determined as

0= % . (2.11)

Given that the period demand is i.i.d. gamma distributed with x and 6, the lead-
time demand for a deterministic lead time of L periods has shape parameter L - k

and scale parameter 6, i.e.

gam QLnxLﬁ—le—Gm

L (x) = TT(Ir6) (2.12)

For the computation of integral expressions the use of tables or rational approxima-
tions is required again (see, e.g., |Ahmmnwit7, and Sfpgnrl (I]_Q_Zd), p. 257).

2.1.1.2 Discrete distributions

Discrete demand is well modeled by the following three distribution types, which

provide a range of shapes that satisfy a variety of demand patterns encountered in

practice (see [Banks et a1] (0od), p. 182).



2.1 Fundamentals 19

Poisson distribution

In situations where item demand is rather low, the use of the Poisson distribution is
very common in inventory theory for several reasons (see, e.g., Im M), p. 179).
The distribution is easy to specify, because it has only one parameter A. Further, in
many situations the model is shown to be fairly accurate. Finally, its mathematical
simplicity facilitates analytical calculations. The probability mass and cumulative

distribution function are defined as

. N 2 =0,1,..
frra)y =9 ° (2.13)

0 otherwise

ALy A
e o v=0,1,..

0 otherwise

FPois(g) = (2.14)

The mean and variance are
p=o>=X . (2.15)

The sum of ¢« = 1,2...,m independent Poisson random variables with parameters
A; is Poisson distributed with parameter A = ZZZI ;. For the lead-time demand
random variable it follows that, if period demands are identically and independently
distributed according to a Poisson distribution with parameter \;, the lead-time
random variable for a deterministic lead time of L periods has a Poisson distribu-

tion with parameter L - Aq.

Geometric distribution

Besides the Poisson distribution, the geometric distribution is used in inventory the-
ory to model demand (see, e.g., IBﬁ.k.m.a.n.d (IJ.%AI)) Due to its recursive probability

structure (see [Z2Z0)) it lends itself to a more thorough analytical analysis in some

cases. The probability mass and cumulative distribution function of the geometric
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distribution are defined as

1—p)® z=0,1,..
poeon(gy = { PP (2.16)
0 otherwise

1—(1—p)* z=0,1,..
paeom(gy = § 171 P) (2.17)
0 otherwise

with 0 < p < 1. The mean and variance are given as

f=—" (2.18)

o = : (2.19)
In addition, the following recursion holds

frrm (@) = (L=p) - f& (@ = 1) . (2.20)

The sum of L independent geometrically distributed random variables with param-

eter p follows a negative binomial distribution with parameters L and p (cf. Law

and Kelton (R2000d)). (The geometric distribution can be viewed as a special case of a

negative binomial distribution with L = 1 and the same value for p.) In terms of the
demand, this means that, if the single-period demand has a geometric distribution,

the lead-time demand random variable has a negative binomial distribution.

Negative binomial distribution

In situations with low but highly variable item demand, e.g.. for certain service parts
(see DMuckstadd (I2.0.Dd)) or in retailing (see |Aerawal and Smitl] (I].9.Qd)), the Poisson

distribution might not fit well, because its fixed variance to mean ratio of one is too

small. Here, the use of the negative binomial distribution for modeling demand is
appropriate. The negative binomial distribution has two parameters r (a positive

integer) and 0 < p < 1. Its probability mass and cumulative distribution function
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are defined as

(T+z_1)p7"(1 —p)* x=0,1,..

Fr ) = (2.21)
0 otherwise
x r+i—1
. _ ; "(1—p) x=0,1,
Fnbzn(l,) — ZZ—O( ? )p ( p) (222)
0 otherwise
The mean and variance are
I—p
p=r - — 2.23
" (2.23)
1—
o2 =r —L (2.24)
p

For the computation of the lead-time demand random variable it is important to note
that the sum of independent negative-binomially distributed random variables with
the same value of the parameter p but the ‘r-values’ r; and r5 is negative-binomially
distributed with the same p but with ‘r-value’ 7y + ro (cf. II@La.ud_Kf_]m_d (IZO_O_d))

Consequently, if the single-period demands are identically and independently dis-
tributed according to a negative binomial distribution with parameters p and r, the
lead-time demand random variable for a deterministic lead time of L periods has

negative binomial distribution with parameters p and L - r.

2.1.1.3 Discretized (continuous) distribution

Although the fit of a continuous distribution to the empirical data might be good,
some mathematical models require a discrete demand distribution for computational
reasons. Whenever a discretized distribution is referred to in this thesis, the following
kind of distribution is meant. Let F' denote the single-period cumulative distribution
function of a demand random variable D with positive but unlimited support, e.g.,
a gamma distribution. (In case of the normal distribution, negative values would

be neglected and their probability mass cumulated at zero.) Further, specify D as
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a very large number such that
Pr{D>D} <e (2.25)

where € is a very small number, e.g., ¢ = 0.00001. Then, the mass probability

function is given as

F(0.5) r=0
fl@) =X F(x+05)— F(x—05) z=1,2_.D—-1 . (2.26)
1—F(D-0.5) x=D

2.1.2 Inventory control
2.1.2.1 Inventory level classifications

In probabilistic demand settings, the following terms are used for conceptually clas-

sifying inventories. The explanations are based on kﬂver et a]l (|1 QQSI),

On-hand stock, OH

This term describes the stock quantity that is physically on the shelf and is available
for directly satisfying customer demand. The on-hand stock can never be negative.
In connection with a period index ¢, OH; denotes the on-hand stock at the end
of period t before deliveries. Consequently, the quantity of available items at the

beginning of period ¢ (before any orders are received) corresponds to O H;_;.

Backorders, BO

In case demand in a period exceeds the available stock, a shortage occurs. Provided
that customers are willing to wait for their products, the backorders represent the
quantity of items that have already been requested, but are still to be delivered
(backorder case). If customers do not wait, the shortage quantity is lost (lost-sales
case). If a period index t is introduced, BO; refers to the backorders at the end of

period .
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Net stock, NS

The net stock is defined as the difference between the on-hand stock and the backo-
rders. Obviously, it can become negative. For a given period ¢, the net stock at the

end of this period is

Pipeline inventory, P/

The pipeline inventory denotes the outstanding orders, i.e. the quantity of items, for
which an order has already been placed, but has not yet been received. Together
with the period index ¢, PI; specifies the outstanding orders at the beginning of a

period, before any of these items arrive in stock at a location.

PL=) Qi (2.28)

=1

where L denotes the replenishment lead time and (); the order placed in period ¢.

Inventory position, /P

The inventory position at the beginning of a period t before ordering and receipt of
any order is calculated as follows:

]Pt - OHt_l + P]t - BOt_l . (229)

The inventory position comprises of the relevant information to trigger an order,
because it also includes the stock on order. Compared to a situation where net
stock is used as a trigger, this avoids the ordering of materials today, for which an

order has already been placed and which are due in tomorrow.

Safety stock, SST

‘The safety (or buffer) stock is defined as the average level of the net stock just
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before a replenishment arrives.’ (hJ.bLe:r_eI_a.].l (IJ.9.9.A), p. 235)

SST = E[NS] (2.30)

If demand during the replenishment lead time is larger than average, a positive
safety stock provides coverage against possible stockouts resulting from this fact.
The numerical value of the safety stock depends on whether customer demands that
occur during a stockout period are backordered or lost. If demands are lost, the
net stock remains zero throughout the stockout period. In the backordering case,
however, net stock is negative just before the next replenishment arrives. Since
safety stock represents the average net stock just before a replenishment arrives, its

value also depends on which kind of assumption applies.

2.1.2.2 Performance measures for inventory control

An inventory control system or policy manages the inventory level at a location by

providing answers to the following three questions (see |Silver et all (I] QQA), p. 235):

1. How often should the inventory status be determined?
2. When should a replenishment order be placed?

3. How large should the replenishment order be?

The performance of an inventory control system can be measured either in terms of
cost or service. Under a cost performance measure, the objective is to find control pa-
rameters that minimize the sum of ordering, holding, and stockout penalty /backorder
costs (see ), p- 30). However, in many practical situations backorder
costs are generally hard to quantify. To overcome this difficulty, a service perfor-
mance measure can be introduced such that the objective of the inventory control

system is to achieve a predefined service level with minimal holding costs. van Hou-

tum and Zijm ([R000) show that for a variety of models a one-to-one relationship

between cost models and service models exists. Three common measures of service
are the a-, (-, and v-service levels (also known as P;-, P,-, P3-service measures or

the non-stockout probability, fill rate, and ready rate or modified fill rate, see Silver
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L |

et al. M)) These service measures can be related to different time intervals,

e.g., average period, average replenishment cycle, or lead time. Since customers are
usually only interested in the quality of demand satisfaction in every period and do
not care about the order cycle, solely period-based service definitions are presented

in the following paragraphs.

a-service level
In situations where only the occurrence of a stockout is important and not the
quantity and duration of the shortage, the a-service level should be used. This
service level is defined as the ‘probability of satisfying demand in an arbitrary period’
M . 170). In the spirit of the -service level description of m
) andﬁig m), which follows in the next paragraph, the random variable
defining the non-stockout probability for T periods is

_ Y 1 I{FD = Dy}
- T

o (2.31)

where D, denotes the demand random variable of period ¢ (assuming non-negativity)
and F'D; the filled demand, i.e. the number of units of the demand in period ¢ that
can be satisfied from stock. Furthermore, I{x} denotes the indicator function of
event x. Equivalently, in a backorder setting, ar can be seen as the random variable
indicating the probability that the net stock at the end of a period is non-negative,

1.e.

_ Y, 1-I{NS, >0}

ar . (2.32)
For the infinite-horizon case T' — oo under backordering, it follows that
a = lim Elar| = Pr{NS > 0} (2.33)

T—o00

where NS denotes the net stock random variable.
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(-service level

The (-service level is defined as the fraction of demand satisfied directly from stock
(see, e.g., Silver et all (|1 QQS’), p. 245). Using D; and F' D, as defined in the a-service
level case, the fill-rate random variable for T' periods is (see, e.g., [rhomad (IZ0.0.d))

_ FDy+---+FDr

= 2.34
= Dy (2:34)
In the infinite-horizon case T — oo and assuming i.i.d. period demands,
E|FD
0= Tlim E[pr] = [M ] (2.35)

where F'D denotes the filled demand random variable. Assuming a backorder sit-

uation, this expression can be rewritten using the ‘expected units short’ (see, e.g.,

Kilver and Rischal (IQDJ.CI)):

_expected units short per period K [BO] — E [BO"]

=1 =1 . 2.36
g expected demand per period 1 ( )

In (34d), E[BO] indicates the expected backorders at the end of a period, whereas
E [BObeg] the ones at the beginning of a period (after outstanding orders have been

received and existing backorders have been satisfied as far as being feasible).

Chen et al. M} establish the following interesting result for a periodic-review
order-up-to S model with a deterministic lead time and backordering (see Section
for details on this kind of inventory model):

E[4](S) 2 E[5])(5) 2 Jm E[3r](5) (2:37)

i.e. the expected finite-horizon fill rate is greater than the infinite-horizon fill rate

and less than the single-period expected fill rate.

~v-service level

Whereas the (-service level only takes into account new shortages in a period, the

~-service level considers the entire backorders (or cumulative shortages) at the end
of a period (see IS.Ch.Uﬂ.dﬂl (IJ.%J'), p. 617). Therefore, this service measure is only
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relevant in the backorder case, where it provides a lower bound for the (-service
level. Due to this relation and its simpler way of computing, the y-service level is
often used as an approximation for the (-service level. For the infinite-horizon case,

it is defined as:

) expected cumulative units short per period ] E [BO]

v = (2.38)

expected demand per period L
For the upcoming exposition it is sometimes convenient to express the service-level
constraint in terms of a constraint on the expected backorders. For a given v-service
level target, v'"9¢ ([Z38) can be reformulated into

BO;yarget =E [BO] (239)
where BOy,,,; denotes the maximum permissible value given as
BO?arget = (1 - ,ytarget> moo (240)

In case of a finite horizon of T periods, it follows from (Z3§) that the modified

fill-rate random variable v is

_ BOy+---+BOy
Di+---+ Dp

=1 (2.41)

Note that whenever there is reference to a service level in this thesis, it applies to

the infinite-horizon definition.

2.1.2.3 Single-echelon order-up-to level model with single sourcing

As a preliminary for the upcoming analyses that refer to dual-sourcing and multi-
echelon inventory models, an elementary single-sourcing single-echelon stochastic
inventory control model with periodic review and backordering is presented in this
section. In settings with linear holding (h) and backorder costs (b) per unit and
period, where fixed ordering costs are zero or negligible, an order-up-to level policy

m )). Under

such a policy the inventory position is checked at each review instant and, if neces-

represents the optimal inventory control strategy (see, e.g.,
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sary, an order (), is placed to raise it up to B, the order-up-to level. The inventory
position is defined as the net stock at the end of the previous period plus all out-
standing orders. Under the assumption that the review period is equal to one and
it takes L periods for an order to arrive, the inventory position at the beginning of

period t before ordering is

L
IP,=NS 1+ Qi (2.42)

i=1

and the inventory position recursion is
IPt - [Pt—l + Qt—l - dt—l - B - dt—l (243)

where d;_; denotes the demand realization in period ¢t — 1. Due to the order-up-to
structure, the inventory position after ordering in each period, IPF, = [P, 1 +Q;_1,
is equal to B. Hence, the order quantity in period ¢, Q; = (B — IP,)" =d,_, i.e. it
corresponds to the demand of the previous period. Consequently, the net stock at

the end of period ¢ is

L L
NS, =IPf, =Y d_=B-) d; . (2.44)
=0 =0

Under stationary conditions ¢ — oo, the net stock is a random variable given as
NS=B-D(L+1) (2.45)

where D(L + 1) denotes the demand random variable over L + 1 periods. The

expected on-hand stock and backorders are

B
continuous demand: E[OH(B)] = / (B—2)- frii(z) do (2.46)

=0
oo

E[BO(B)| = / (t—B)- frm(z) de  (247)

=B
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M=

discrete demand: E[OH(B)|=)» (B—=x)- fr+1(x) (2.48)
E[BOB) = Y (z—B): fra(x) , (249

respectively. In case of continuous (discrete) demand and the infinite horizon aver-
age cost criterion, the optimal B is the (smallest) B that satisfies the critical-fractile
(in)equality:

b

Fr(B)> ——— . 2.50

If instead of a backorder cost b per unit and period a service-level constraint is used,

the optimal order-up-to level can be determined as follows. For the a-service level

it is found from ([Z33)) and [ZZH) that
a=Pr{B—D(L+1)>0}=Pr{D(L+1)<B}=F,.1(B) . (2.51)

Comparing ([Z00) and [ZXZI) shows that the following equivalence relation exists

between the backorder cost and a-service-level approach, i.e.

b

For the (-service level computation, the expected backorders at the beginning and
the end of an arbitrary period are required. The latter ones are given by (41) or
E&Zd). The former ones can simply be calculated as the expected backorders over

L periods (instead of L + 1). Consequently,

Jp (# = B)frya(2) de — [ (x — B) fu() do
]

continuous demand: [ =1—

(2.53)

Z;O:B-H(x - B)fL+1(x) - Z;O:B-H(x - B)fL(x)
U

discrete demand: [ =1—

(2.54)
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Similarly, the y-service level equations are

[5 (& = B)frii(x) da
1

> eepy1(® = B) fry(z)
1

continuous demand: vy =1— (2.55)

(2.56)

discrete demand: ~v=1—

2.1.3 Supply network modeling
2.1.3.1 Stockpoint, process, and stage

In this thesis, a (potential) location for holding inventory of an item is referred to
as a stockpoint and graphically represented by an upside-down triangle. At each
stockpoint only one specific item can be stocked, e.g., a raw material, component, or
finished product. Before an item enters a stockpoint, it has to pass through a process,
e.g., the manufacture of a subassembly or the transportation of an item from another
stockpoint to this stockpoint. Such a process (together with the item availability
at preceding stockpoints in a multi-echelon setting) determines the replenishment
lead time of a stockpoint and is visualized by a circle. In a single-sourcing setting, a
stockpoint and its preceding process can be combined and jointly represented by a
stage (see Figure ZJI). Since each item is only sourced from a single supplier, there
is only a single process preceding a stockpoint, which can then be associated directly
with the stockpoint and its index (see, e.g., lGraves and Willemd (I2_0_O_d))

Stage

Stock-
Process point

Figure 2.1: Stage structure

In a dual- or multiple-sourcing setting, an item can be delivered by several suppliers.
Depending on the geographic distance, the transportation processes might take up

different amounts of time. That means, a stockpoint can have several preceding
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processes depending on the number of suppliers. Consequently, an integration into
a stage with a single processing time is not possible any more. Instead of associating
the processing time with the stockpoint (and its index) it needs to be associated with
the arc between the specific supplier and the stockpoint. This distinction becomes

relevant in Section EEQ where further details are provided.

2.1.3.2 Network structures

If the inventory model not only refers to a single stage (or stockpoint), but to mul-
tiple stages, which are linked with each other through supply-demand relationships,
it is called a multi-stage or multi-echelon inventory model. The stages form a supply

network, i.e. a directed graph where the nodes depict the stages and the arcs repre-

sent the supply-demand relationships (see m ), p- 108). Chapter H deals
with multi-echelon inventory optimization under centralized control and single- and
dual-sourcing aspects for different types of supply networks. The basic network

structures are the following.

Serial system

The simplest way of linking several stages represents a serial system. Such a system
consists of n stages where each stage supplies the next downstream one with its item.
Only, the first (most upstream) stage is supplied by an external supplier and the
most downstream stage faces external customer demand for the finished product (see
m M), p. 108). In a serial system, each stage has a single direct predecessor
and successor. For the upcoming exposition it is useful to assign a level code to
each stage. Whereas this is less relevant in the serial system case, since there is
only one stage on each level, it is of great importance for the other more complex
structures. A practical example of this type of system can be found in the chemical
industry, for instance, where a product passes through several consecutive chemical
reaction processes. In other industries this system is of importance, if some level of
aggregation is applied, i.e. if not each assembled part is modeled in detail. From an
academic point of view the analysis of this system structure is a good starting point

before investigating more complex ones.
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External
Customer

External
Supplier

Level3 + Level2 + Level 1

Figure 2.2: Serial system

Divergent system

Similar to a serial system, a divergent or distribution system is a network, in which
there is a single most upstream stage that receives external supply. However, now
several stages exist that supply external customers. The stages in such a system
can be interpreted as warehouses where, e.g., a central warehouse supplies regional
warehouses which, in turn, feed retail outlets. In terms of a production network,
one can think of a raw material that is specialized into several products as it moves
through the system (see ), p- 109). The distinguishing feature of a
divergent network is that each stage has only one direct predecessor, but can have
several direct successors (see Muckstadt and Ronndyl (Ij_%_;j), p. 81).

External
Customer

External
Supplier

External
Customer

External
Customer

Level4 . Level3 . Level2 . Leve 1

Figure 2.3: Divergent system

Convergent system

In a convergent or assembly system a single finished product is assembled from sev-
eral components. These components, in turn, may be manufactured using several
raw materials. Hence, a convergent network is characterized by the fact that each
stage has at most one direct successor, but may have more than one direct prede-

cessor (see IEe.d.atgu.LﬁEI (Il%fl), p. 144.). As before, all stages on the most upstream

level receive items from external suppliers and the stage on the most downstream




2.1 Fundamentals 33

level meets external customer demand (see Im (M), p. 109).

1 1
External ! !
Supplier ! !
E E External
External ! ! Customer
— 1
Supplier ! !
1 1
1 1
1 1
External ! 1
. — 1
Supplier ! !
1 1
Level3 ' Level2 ' Levd 1

Figure 2.4: Convergent system

(Spanning-)Tree system

A tree system contains features of a convergent system and a divergent system. The
first part of the network is roughly characterized by an assembly structure ending
in_ one or more stages. From these stages, distribution structures may continue (see
), p- 109). Any two stages must not be connected by more than one arc,
however. Depending on the level of aggregation, many supply networks in realit
exhibit either this kind of structure or a general (acyclic) one (see, e.g., m

) for real-world instances).

1
! External
! Customer
i
1
External ! ! External
) —] I ———p
Supplier ! ! Customer
i i
1 1
1
External ! ! External
. — I ———
Supplier ! ! Customer
1 1
1 1

Level3 + Levd2 : Levd 1l

Figure 2.5: Tree system

General (acyclic) system

Finally, a general (acyclic) system relaxes the constraint of the tree system. Any
possible links between stages are permitted except for links pointing in a backward
bood). . 109-110,

direction (see
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External
f——
Customer
1
1
External b External
) —_— —
Supplier ' ! Customer
: 1
1 |
1
External ' , External
; —_— l———
Supplier ' ! Customer
1 1
1 1

Level3 ' Level2 ' Leve 1l

Figure 2.6: General (acyclic) system
2.2 Literature review
The study of multiple sourcing inventory models dates back about 50 years. Those

early contributions %@anki 1961). IDaniel 11962) |Fnknd 1964). and Whitte-
)

, amongst others, focus on the derivation of the optimal

more and Saunders
policy for dual-sourcing problems in a single-echelon setting. In the subsequent
decades, rather few contributions can be found addressing dual-sourcing models.
It was not until the turn of the century that there has been a renewed interest

in studying this problem induced by a need for replenishment decision support of

companies such as Hewlett Packard (Beyer and Wm“(i Oﬂd)) or Caterpillar (Rao

et al. )), which rely on dual- or multiple supply modes. Analytical/theoretical
results have been used to guide the development of heuristics like the constant-
order, single-index, or dual-index policy. Section EZZJ] presents a survey of the key

contributions.

Dual or multiple sourcing in multi-echelon inventory models has rarely been studied.
The yet considerable complexity of multi-echelon inventory models stemming from
the objective of optimally allocating stocks across the supply network has made
researchers focus almost exclusively on single-sourcing settings. The relevant works
in this area are reviewed in Section

Nevertheless some contributions are available in the literature that incorporate mul-

tiple sourcing in a multi-echelon context. An overview is provided in Section EZZ3
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2.2.1 Single-echelon inventory models with multiple sourcing

options

According to M M} the literature on inventory models with multiple sourc-
ing options can be distinguished into two strands. The first is characterized by
deterministic lead-time models where the use of multiple suppliers results from the
motive of emergency ordering to prevent stockouts. The second is comprised of
stochastic lead-time models where the motive for using multiple suppliers is the
reduction of the effective lead time by order splitting. An overview over the body
of literature on order-splitting models is available in [Chomas and TywortH (IZO_O_EI)

This thesis focuses mainly on the first body of literature. Since a comprehensive

review of these models up to around 2001 is provided in ), only key
results before that time are discussed in the following subsections and the main focus

lies on relevant research since the turn of the century.

2.2.1.1 Derivation of the optimal policy

Early contributions focus on the structure of the optimal policy for periodic-review
inventory systems with dual sourcing. IB.a.La.nkJ.d (IJ_9_6_]|) studies a single-period prob-

lem with a lead time of the fast supplier of 0 and the slow supplier of 1 period.

(Il9.6.d), IBJ.llLuska.;LEI (Il%é‘), and INEJIEI (IJ_Q_GJ) extend this model to the n-period and

infinite horizon case. An extension to the case of an arbitrary (non-negative) de-

terministic lead time of the fast supplier and a lead-time difference of exactly one
period, i.e. consecutive lead times, is presented in ). The optimal pol-
icy in this situation is an order-up-to policy with one inventory position as the order
trigger and two order-up-to levels, one for each supplier. This policy is called the

single-index policy (SIP) in the upcoming sections.

For several extensions of the consecutive lead-time model, optimal policies can be

derived. Wazlali and Erbud (IZD_O_EI) introduce minimum and maximum capacity lim-

its on the orders and show that (what they term) a ‘two-level modified base stock
policy’ is optimal without any restrictions on the ordering costs. This policy ba-
sically corresponds to a single-index policy, which takes into account the capacity

constraints on the orders.
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Fixed ordering costs as well as demand forecast updates are included by m

). They show that the optimal policies for both fast and slow orders are of
an (s,S)-type. Fast orders are based on an inventory position, which includes the
slow order issued in the previous period (fast inventory position). The slow order is
triggered by an inventory position that takes the fast order into account, which is

released during the period (slow inventory position).

Other contributions that derive the optimal policy in settings with fixed orderinf

costs but with zero lead times or positive, but identical lead times are |
) and IYi and Scheﬂer-Woll (IZO_Od) The former paper shows that a reduced

form of generalized (s, S)-policy is optimal for both finite and (discounted) infinite-

horizon problems, provided that the demand density is strongly unimodal. A density
f(z) is strongly unimodal, if f is unimodal and if the convolution of f with any
unimodal ¢ is unimodal. The exposition focuses on the lost-sales case, but required
modifications for the backorder case are discussed, too. Whereas given deterministic
prices are usually assumed, the latter contribution by IYi and Scheller-Woll (I2_0_Q_d)

allows for a stochastic price, which is formed at a spot market. In addition, a fixed

cost is incurred when something is ordered at the spot market. The authors show

that the optimal policy has a structure similar to the (s, S)-policy.

For a general lead-time difference or more than two suppliers with consecutive lead

times IWhittemnrp and Saunderd (IJ_9_Zﬂ) and laterIEeu.g_at_a.Ll (IZD_OﬁeI) andlEaug_e_t_a.Ll

) show that the optimal policy has a highly complex structure. Ordering

decisions need to be based not only on a single state variable like the inventory
position, but the system needs to keep track of all orders of the lead-time difference
horizon individually. Due to this complexity, several simpler policies have been

proposed in the literature for such cases, which will be reviewed next.

2.2.1.2 Parameter determination for a given (non-optimal) policy

The complexity of the optimal policy induced researchers to study the optimal
parameter determination for given (non-optimal) policies. These policies can be
classified by various dimensions. The following two are used here: (i) single- vs.
dual-index policies depending on the number of inventory positions that are tracked

and (within the former distinction) (ii) single vs. dual base-stock policies depending
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on the number of order-up-to levels employed by the policy.

The constant-order policy, which is a single-index policy with one order-up-to level
(for the fast supplier) and one fixed order (for the slow supplier). is studied by Zhang
and Hausman ) and 1999). While both consider linear

inventory costs, the latter one is slightly more general by also allowing a fixed order

cost for both suppliers. In each of the two contributions, approximations are used to

derive the optimal parameters for this periodic-review policy. A continuous-review

version called the Tailored Base Surge policy is analyzed in |AHon and van Mieghenl

), who use a Brownian approximation for the parameter computation.

A standing-order policy is similar to the constant-order policy. However, in addition
to the order-up-to level, also a dispose down-to-level is specified. This type of policy
was first studied by I]?nsenshine and Obed (I]_9_Zd), who find the optimal parameters
by modeling the system as a Markov Chain. While IRospnshine and thel (I]_9_Zd) only

determine the parameters after having predefined the policy structure as mentioned

above, m ) actually shows that for a predetermined standing-order size,
which is larger than the expected period demand, the optimal policy exhibits this

structure.

Another single-index policy with two order-up-to levels, one for each supplier, is
investigated in Scheller-Walf et all (IZD_Oj) They call it the single-index policy for

short. For the periodically reviewed dual-sourcing inventory problem with a lead-

time difference of one, this policy is optimal (see above). For larger differences
they find that it provides reasonably good results. Furthermore, it is shown that
the optimal policy parameters can be computed easily when demand distributions

are mixtures of Erlang distributions. A continuous-review variant of this policy is

considered in (IQQ_OJ) By using a Brownian approximation, a closed-form
expression for one base stock (the slow supplier) and an analytical expression for

the other are derived.

A dual-index policy with periodic review and two order-up-to levels referred to as

the dual-index policy for breVitE reasons by Illem:am chavan and SPhPHPY—WOI} (I2.0.D.é)

) proposes the use of such a policy

is analyzed in various works.
structure in the context of a remanufacturing system, which can be regarded as a

special kind of a dual-sourcing model. The key idea in this contribution is to base
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the order decision with any source only on the information about orders that will
arrive no later than the order, which is to be determined. This is exactly mirrored by
the dual-index policy. I\/@Pmmghavan and Scheller-Wal* (I2_0_Oé) study this policy in a

dual-sourcing context. They provide a separability result, which allows to separate

the originally two-dimensional optimization problem into two one-dimensional ones.
Optimal parameters are found by a simulation-based optimization procedure due to
the difficulty of deriving the stationary overshoot distribution. The overshoot is the
quantity, by which the fast inventory position might exceed the order-up-to level

of the fast supplier. Instead of using simulation, lA_r_ts_at_aJJ (IZO_O_d) show that the

stationary overshoot distribution can be efficiently approximated by using a one-

dimensional Markov Chain based on limiting results. This approach also extends
to a special case of stochastic lead times. lSQ_n.g_a.n_d_Zu.pkuJ (ﬁb) study the dual-
index policy in a continuous-time framework. They show that the system can be
viewed as a network of queues with a state-dependent routing mechanism called an
overflow bypass. Closed-form expressions for the policy evaluation and optimization
are obtained. Furthermore, they present extensions to stochastic lead times, batch-

ordering policies, non-Poisson demand processes, and multiple demand classes.

Recently, due to the relationship between the periodic review dual-sourcing problem

and the lost-sales inventory problem established by h.b.m.pl.l.u_ﬁthall ), policies
that show a good performance for the latter problem are transferred to the dual-

sourcing problem. These include policies, which use a single index, namely the
inventory position that takes into account all outstanding orders, and one order-up-
to level plus, as a second decision variable, an allocation parameter that determines
in each period which fraction of the total order quantity is sourced from each of the
two suppliers. Consequently, these policies resemble an order-splitting policy, where
the splitting decision, which is usually made once for all periods, is adjusted each

period, however.

2.2.2 Multi-echelon inventory models with single sourcing

Due to the already increased complexity of multi-echelon inventory models (com-
pared to single-echelon ones) caused by the task of the cost-optimal deployment of

inventories across the various stages of the supply network, large parts of the litera-
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ture only consider single sourcing in a multi-echelon context. Based on the two semi-
nal papers by IS.Lm.D.SQ.U (Il%é) and [Clark and Scarf (IJ_9_6_d) on base-stock /order-up-to

level models without lot-sizing, two competing research strands have developed over

the years. The difference refers to the assumption made with regard to the role of

safety stock and the resulting consequences for the material low in the system, which
coined the terms full-delay and no-delay (Iya.n_ﬂo_u.tu.m_at_a.l.l or_stochastic-
service (SS) and guaranteed-service (GS) approaches (IGraves and Willems (@))

The SS approach assumes that safety stock is the only buffer against demand vari-

ability and thus explicitly takes into account that occasional material shortages at a
supplying stage cause delays in the delivery of the material request to the ordering
stage. Consequently, the service of a stage is stochastic. The GS framework assumes
deterministic or ‘guaranteed’ service. That means, orders of any size can be met by
the supplying stage after the committed service time. This 100% service is achieved
by a combination of safety stock and so-called operating flexibility (i.e. some sort
of emergency measure) in case of material shortages. How this additional means
of flexibility influences the material flow in the system is not explicitly modeled in
most of the GS contributions. This problem will be further discussed and resolved
in Chapter of this thesis. In the remainder of the thesis the classification of
I(}raves and WillemJ (IZO_O_EI) is employed. Over the decades, both approaches have

been treated mainly in isolation. Only few contributions have been concerned with

the comparison or combination of the two approaches, which will be a major aspect
addressed in Chapter B of this thesis. In the SS model strand, the focus has first
been put on finding the optimal inventory control policy for different network struc-
tures. Then, efficient numerical methods to compute the optimal inventory control
parameters have been developed. In the GS model strand, a base-stock policy is
assumed and the primary focus has always been on the computation of the optimal

parameters for different network structures.

2.2.2.1 Stochastic-service approach

The stochastic-service (SS) approach dates back to the seminal work by Clark and
Scarf ). They establish the optimality of an echelon base-stock policy and
derive a basic decomposition result for uncapacitated periodically reviewed serial

systems with a finite horizon and without lot-sizing. The echelon stock consists of
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the stock at a given location plus all stock in transit to or on hand at locations
located downstream in the supply chain minus backorders at the most downstream
location. Thus, an echelon policy bases its ordering decision on the echelon inven-
tory position that comprises of the echelon stock plus all units in transit to the
given location. ipki ) extend the results to the stationary
infinite-horizon setting. m :i:ﬁ;ﬂ) and [Langenhoff and Zier (I]_QQd) consider

uncapacitated assembly systems and independently find that every convergent sys-

tem can be transformed into an equivalent serial one. An extension of the echelon
stock concept to divergent systems is already discussed by |(“lm“k and Scarl (Ij_%d)’
who recognize that due to the problem of imbalance, base-stock policies are not opti-
mal in general. I]llk.s_a.n.d_df_K.QJJ (I]_9.9.§) extend the exact two-level system analyses
of ||;edergrnen and Zipki;I M) and ILananhoﬂr and Zijnl (IlQﬁd) to the general

N-level case and show that the decomposition result holds under the so-called bal-

ance assumption. This assumptions states that the echelon inventory positions with
respect to all stockpoints that satisfy external customer demand are balanced after
allocation in all periods. This implies, however, that it is allowed that some echelon
inventory positions are decreased by the allocation, which corresponds to a negative

shipment quantity to a stockpoint.

Numerical procedures for the inventory control parameter calculation in periodi-

cally reviewed uncapacitated serial svstems are discussed., amongst others, in Fed-

ergruen and Zipkin (1984). lvan Houtum and Zijmd {1991). and van Houtum and

Zijm ). The latter two derive both approximate and exact algorithms based
on incomplete convolutions of mixtures of Erlang distributions. For serial systems
with Markov-modulated (integer) demand and Markov-modulated stochastic lead
times Mubarremogly and Titsiklid (IQQ_O_é) provide an efficient algorithm for the cal-

culation of the optimal base-stock levels based on a decomposition of the problem

into single unit-customer pairs. They also show the optimality of state-dependent

echelon base-stock policies. . (IZO_O_d) develop closed-form approxima-
tions for the calculation of the base-stock levels for serial systems with Poisson de-
mand. Simulation-based heuristics for the base-stock level calculation are discussed

in [Daniel and Rajendran (£003), [Kwon et al] (R00d), and Daniel and Rajendrar

), amongst others. An algorithm for the parameter calculation in distribution
systems is presented in [Diks and de Kol (199d). Ke Kok and Visscherd (199d) show
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how to decompose spanning-tree networks (also called general assembly networks)
into pure serial or divergent ones, for which the inventory control parameters calcu-
lation is known again. They denote this concept as synchronized base-stock policies
(see also ke Kok and Fransod (I2_0_O_£i) for further details). The synchronization refers

to the fact that common components are coordinated according to the insights from

convergent systems and are allocated before they actually arrive in stock.

For spanning-tree structures, II‘ee and Ri”ingtml (I]_9_9_Ei) develop a decentralized

model. For each stage in the supply network, they develop an approximation for

the base-stock calculation that takes into account random delays induced by short-
ages at upstream stages. lEltiJ_e.t_aJJ (I2.0.0.d) consider a similar setting, but under a

continuous-time base-stock policy. They characterize the delays in the material de-

livery of a stage due to shortages by using a queueing model approximation. For the
optimization of the safety factors or service levels at the stages they use conjugate
gradient methods. Simchi-Levi and Zhad (IZD_O_d) consider spanning tree network

structures with stochastic lead times and Poisson demand and develop approxima-

tions and algorithms to coordinate the base-stock levels in these systems. In a
subsequent paper, ) extends the previous findings to compound Poisson
demand and more general network structures with at most one directed path be-
tween two stages. This network class comprises of assembly, distribution, spanning
tree, and two-level general networks as special cases. (M) analyzes general
acyclic supply networks and derives the structural result that a dedicated stocking
strategy (i.e. dedicated stock for each path) always outperforms the best shared
stocking strategy (i.e. shared stock for all paths).

Extensions of the SS model are manifold. The optimal policy in a capacitated two-

stage serial system is shown to be a modified echelon base-stock policy by Parker and

Kapuscinski (| ). Whereas they use a dynamic programming approach to derive
their result, I.la.n.a.kJ.ta.ma.n_a.m:]_MJJ.cksIa.d.tl (IZ0.0.d) use a decomposition approach, i.e.

an extension of the ‘single-unit, single-customer’ approach introduced by @

), to prove this. They also discuss the structure of the optimal policy in larger

serial supply chains. IGlasserman and Tayud (IJ.Q.EEI) use infinitesimal perturbation
analysis to find the optimal policy parameters for capacitated spanning-tree systems

under a base-stock policy. Simple approximations for the base-stock level determi-

nation are developed in hlasserman and THVHII (I1 QQA).
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The first SS extension to incorporate lot-sizing has been made by \Clark and Seart

). They allow a fixed ordering cost at each stage and consider a periodic-

review (s..S)-policy. Otherwise, the setting is identical to the one in Clark and

Scarf (I]_9_6_) A solution method is derived that successively computes the optimal
(s,.S) policy for each stage. Although this procedure does not guarantee the opti—
mal multi-echelon policy, it gives upper and lower bounds on its cost later
extensions have been made for the continuous-review case, see, e.g., “ ) for
serial and assembly systems with batch ordering and various works by Axsater for
divergent svstems like [Axsiten 11999). IAxsited (11999). IAxsited (2000). Shang and

Song 1) develop optimal policy parameter bounds and approximations for serial

supply chains with economies of scale based on single-stage considerations.
ﬁ provides a simple heuristic for a serial system with fixed order costs that
is controlled by an echelon-stock (R, n@) policy. For a periodically reviewed serial

system with batch ordering and fixed replenishment intervals ICLh.a.Q_a.n.d_Z.h.QJJ (I2.0.D£i)

derive the optimal ordering policy for given batch sizes, which is an echelon-stock

(R,nQ) policy. Thus. they generalize the work of |Cher (2000) and van Houtum

et al. (2007). Moreover, they develop an efficient algorithm for the computation

of the optimal reorder points. IS.h.a.ug_a.n.d_Zb.Q.lJ (IZ0.0.Q.J) consider a periodic-review
serial system with echelon (R, n@,T) policies and two types of fixed costs: one is
incurred for each order batch and the other one for each inventory review. Under an
echelon (R, n@,T) policy an inventory location checks its echelon inventory position
every T periods. If the inventory position is at or below R, the smallest multiple of
batch size @ is ordered, which brings the inventory position above R again. The au-
thors show how to compute the optimal parameters and also develop a near-optimal

heuristic. %ﬂ] ) the authors propose a simpler heuristic than
the one of ), which generates a solution by sequentially solv-

ing a deterministic demand problem, a subproblem with fixed reorder intervals, and

a subproblem with fixed batch sizes. They find that this heuristic even outperforms

the one of IS.h.a.ug_a.n.d_Zb.QJJ (h0.0.%I) kla&‘.bm:l (IZ0.0J') analyzes a periodically reviewed

two-level divergent system with one warehouse and N identical retailers. The au-

thor shows how to evaluate the average inventory, backorders, and fill rates at the
locations exactly. While the safety stocks at the retailers are evaluated exactly, a

good approximation is given for the safety stock at the warehouse.
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Further extensions of the original Clark and Scarf framework focus on the consid-
eration of time-correlated demand and systems with return% )
show that the structure of the optimal stocking policy of IClark and Scar )

holds under time-correlated demand processes using a Martingale model of forecast

evolution. Furthermore, they present an approximation, which gives a lower bound

to the optimal order-up-to levels. i ) provide computationally efficient
approximations using a new marginal holding cost accounting approach (based on

the findings inllm_at_a.l.l <I2.0Dj) and Ilﬂu_ﬁt_al] (IQQ.OA)) to determine provably good

ordering policies. The policies are shown to be near-optimal in many instances with

a worst-case performance of 2.

DeCroix (IQQ_O_EI) analyzes a serial multi-echelon system with returns in addition to
the traditional forward material flows. It is shown that, if remanufactured items
enter the most upstream stage, the system can be optimized by decomposition into
a sequence of single-stage systems. Each downstream stage follows an echelon base-
stock policy and the most upstream stage follows a three-parameter policy with a
simple structure. If remanufactured items enter a downstream stage, similar struc-
tural results are derived, but the definition of the echelon inventory needs to be
adjusted for all stages upstream of the remanufacturing stage. I]:)_‘ﬁuu_x_at_a.l_l (I2_0_O_El)

study the steady-state behavior of a serial system with possibly negative stochastic

demand, which basically represents returns. They develop exact and approximate
methods for the evaluation of any echelon base-stock policy and an optimization
procedure that returns a good policy. Extensions to a base-stock policy with local

information and the occurrence of returns at several stages are discussed, too.

2.2.2.2 Guaranteed-service approach

The guaranteed-service (GS) framework makes use of the base-stock concept by

Iij.b.a.]J (Il%d), i.e. each stage of the network operates a periodically reviewed base-
stock policy. In his fundamental work, hl.m.p&o_d (I]_%é) shows for uncapacitated serial

systems that an all-or-nothing policy is optimal for this stock allocation problem, i.e.

each stage either holds sufficient stock to completely decouple it from its successor
or no stock at all. Based on this so-called extreme point property, )

notes that the optimization problem can be solved by dynamic programming. In
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subsequent years, this approach has been extended to other network structures.

Extensions to assembly and distribution systems, spanning trees or even general

acyclic network structures can be found in 1|I 99 !I!2
ilj&ézzk}m&e&aﬂd&w (|2.0.D.d DMinned M umair and Willems M and
umair and Willem

)-

Basically, all of the afore-mentioned contributions make use of dynamic program-

ming as optimization technique. For general acyclic networks, for which

m) shows that the optimization problem is NP-hard, IHnmair and Wi”em;l M)

imbed the dynamic program developed for spanning trees into an overall branch-and-
m m presents several heuristic approaches for this net-

) approximate the concave objective function with

bound algorithm.

work type. |;iagnan‘r1 et al |

piecewise linear functions and make use of powerful Linear Programming solvers.

Over the last two decades, the GS framework has been extended in several ways.

Whereas the original (standard) GS model assumes a common review period at all

stages, lRossert and Wi]lpmJ (IZO_O_ﬂ) allow for an arbitrary, integer review period at
each stage. Three different inventory control policies are analyzed, i.e. the constant
base stock, constant safety stock, and adaptive base stock policy, and a solution to

the inventory optimization problem is obtained by a modified version of the dynamic

programming procedure of [Graves and Wil]emsl (IZD_Q_d)

For products with short life cycles, |GT9VPS and Wiﬂpmsl (IZO_Qd) present an extension

of the GS framework to non-stationary demand. For such situations a dynamic
service-time policy is optimal. Since this policy is difficult to implement in practice,
they consider a simpler so-called constant service-time policy and show that the
optimization algorithm for the stationary demand case can be used for the safety

stock determination.

Schoenmeyr and Graves (IZD.O.%I) study the placement of safety stocks in supply
chains, for which an evolving demand forecast exists. They show that under spe-
cific assumptions, the optimization problem is equivalent to the one for stationary
demand and base-stock policies. Consequently, the optimal solution can be found

by the already existing algorithms.

A generalization of the GS model to include capacity constraints is presented in
Kchoenmeyr and Graved (IZD.O.QEI) In their model, the order quantity of each stage




2.2 Literature review 45

is restricted by some capacity limit. It is shown that, if the objective function is
concave and a base-stock policy is used, the all-or-nothing property holds as in the
original contribution without capacities by hl.m.p&o_d ). Moreover, the authors

establish that the optimization algorithm for uncapacitated systems can be employed

to compute the optimal safety stock placement. In addition to the standard base-
stock policy, they study a ‘censored’ ordering policy, where each stage orders the
minimum of its capacity and the order it receives (plus extra quantities to ‘catch up’,

as necessary). An optimal solution can be obtained by a slightly modified version of

the dynamic programming algorithm of I(}raves and Wi”emsl ( ). Interestingly,

Schoenmeyr and Graved ( ) find that the inventory holding costs for the latter

policy are less than for the standard base-stock policy. Sometimes, the costs are
even smaller than those for the uncapacitated system. The authors argue that this
effect results from a smoothing of the original demand process through the censored

orders.

2.2.2.3 Comparison and combination of the stochastic- and

guaranteed-service approach

Only few contributions in the literature can be found that compare, contrast, or

try to combine both modeling strands. One such comparison is presented in Graves

and Willems (I2.0.D.2) They apply both approaches to an assembly system and a
spanning-tree network and find that (under their assumptions) the GS model out-

performs the SS model. For two-level distribution systems, IK.LQSL&LhaJ.‘EQD_a.U.dM.U.U.&J

) provide a model comparison and show that the superiority of any of the two

approaches heavily depends on the specific parameter setting and cannot be estab-
lished in general. Moreover, they present a method to derive appropriate internal
service levels, which define the operating flexibility usage in the GS model, based

on cost considerations.
[ | | |

Lawson and Porteus (I2.0.0.d) andlhliﬁ.nﬂ_ﬂt_a.l.l (IZ0.0A) combine aspects of both frame-

works by including the possibility of expediting into the SS model. One way to think

about the implicitly assumed operating flexibility in the GS approach is that missing

items are speeded up from pipeline inventory. INLm_u_er_et_a.ll 1|21)!]d) derive insights
into the appropriate use of operating flexibility. |[Lawson and Porteu: (M) show




2.2 Literature review 46

for their extended SS model that a ‘top-down base-stock policy’ is optimal in each
period. h\/hlhﬂﬂ'@m()gh] and Tsi‘rsiklifj (IQQ_O_j) extend this work by allowing a more

general cost structure for expediting, i.e. supermodular instead of additive. In a

single-echelon continuous-time setting IG.a.]legQ_e.t_a.].l (IZ0.0j) also study the possibil-

ity of expediting existing orders and derive the optimal policy for Poisson demand,

which is a threshold policy. Neither of these contributions allows the entire supply

network to consist of subnetworks of both approaches, however.

2.2.3 Multi-echelon inventory models with multiple sourcing

options

The majority of literature on multi-echelon inventory models with multiple sourcing

options is limited to rather small supply chain settings with at most two echelons

and mainly continuous review. ) considers a continuous review one-
warehouse, multiple retailer system where the warehouse order is split across several
identical suppliers, thus incorporating the multiple-supplier aspect. A near-optimal
(s, Q) policy is presented and verified by means of a simulation study. A similar two-
echelon system is analyzed by h\/ﬁl(“ks’md‘r and Thnmasl (I]_9_8_d), where each location

operates a (S — 1,5) policy. Instead of splitting the warchouse order across mul-

tiple suppliers, emergency orders with a shorter lead time than that of the regular

orders are placed (both by the warehouse and the retailers) whenever the on-hand

inventory drops to zero and another item is demanded. |A goarwal and Moinmdekl

) consider a two-echelon production/distribution system, where the retailers
use a (S — 1, 5) policy and the production facility does not hold any inventory, but
produces to order. Retailer orders can either be of regular or emergency type de-
pending on whether the number of outstanding orders exceeds a certain level or not.
Emergency orders are processed first at the facility, which represents their advan-
tage over regular orders. The objective is to determine the order-up-to levels and

threshold values. INLQ.LD.Z.a.d.ﬁh_a.n.d_A,gga.umaj (Il99j) study a one warehouse, multiple

retailer system with a (S —1,.5) policy in place at each location, where each location

can decide to either place a regular or emergency order similar to the single-stage
model by IM.Q.LD.ZE.d.eh_a.U.d_S.Ch.m.LdJJ (IJ_%)_]') An optimization procedure for the policy

parameters is developed and the benefit over a single resupply mode is illustrated
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in a numerical study.

Multi-echelon inventory models with lateral transshipments can also be regarded as a
kind of dual-sourcing setting. Besides the regular replenishment from the warehouse,
a retailer can also place an emergency order with another nearby located retailer
for a lateral transshipment. Thus, the retailer has two supply options with differing
lead times. A recent literature review on lateral transshipment models is available in

IEa.LGLSQD_ﬂt_a.].l (I2.0.0£i) In some of these models, e.g., |Alfredsson and Vprrij(hl (|1 QQd),

there exist even more than two supply options. In addition to lateral transshipments,

direct shipments from the warehouse or even direct shipments from an external

supplier are incorporated.

For larger multi-echelon systems IGMVPS and Wiﬂemsl (I2_0_QE]) present two ideas of how

to incorporate dual sourcing in the guaranteed-service approach in the final section
of their paper. Both approaches are only approximate, however. Assume that the
demand split to the two sources is decided a priori. Then, in the first approach, the
original stage is replaced by two stages. Each of these stages receives its respective
fraction of demand and has a processing time equal to its transportation time. In
this case, the safety stock computation is only approximate, because both stages
are treated as if they provide different items and therefore hold separate stocks. In
the second approach, a joint stage is created with a cost and replenishment time
that represents a mixture of both supply options. Here, the difficulty lies in deriving
these joint parameters. Since these parameters influence the safety stock calculation,
this approach is approximate, too. An exact way of how the incorporation of dual

sourcing can be achieved is presented in Section EE of this thesis.

Note that the GS approach in its standard version, i.e. with a single supply source
for each item, can be regarded as a kind of dual-sourcing model, too. The assumed
operating flexibility enables a shortening of the processing time, if required. Thus,
there are two supply modes available, a normal and an expedited one. However, in
this thesis this special kind of sourcing flexibility is not understood or referred to as

dual sourcing.



3 Single-echelon inventory model

with dual sourcing

3.1 Introduction

In this chapter, a periodic-review single-echelon inventory model with two supply
options and deterministic lead times is considered. The supply options can refer to
either two different suppliers, e.g., one situated overseas and the other one close by,
or two different modes of supply, e.g., transportation by air and ship. For clarity’s
sake, only the term supplier will be used in the remainder of the thesis to refer to

both such options.

Dual-sourcing inventory models play a key role in practice. Many companies rely
on two (or more) suppliers for their material procurement. Such sourcing strate-
gies enable them to serve demand at low costs without compromising on service.
Having two suppliers available, the majority of materials can be replenished from
the cheaper one, which usually has a longer procurement lead time (slow supplier).
In case of a surge in demand that leaves the inventory low with most outstanding
orders far away, a replenishment order can be placed with the more expensive, but
faster supplier in order to avoid future stockouts. Examples for such dual-sourcing
practices are reported in the literature for Hewlett Packard (}Rever and War(i (I2_0Q_d))

or Caterpillar (IB.a.Q_e.t_a.Ll (IQ.D.O.d)), amongst others.

In contrast to a single-sourcing model, difficulties arise in the dual-sourcing context

due to potential order crossing, which can occur if more than one supplier is used.
This problem makes the analysis and derivation of the optimal policy or close-to-

optimal heuristics a challenging task.

48
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Consequently, although companies already employ dual sourcing, they are still ask-
ing for simple, yet effective policies to support their replenishment decisions. Hence,
the main research question that is addressed in this chapter is: What are effective
dual-sourcing inventory control policies in a single-echelon setting? ‘Effective’ in this
context means easily implementable and performing close to optimal. In order to
answer this broad question, it is broken down into several smaller and more specific

research questions, which are addressed in turn. These include:

1. How can the optimal inventory control policy for the studied dual-sourcing

problem be determined? (Section EZ3)

2. What are simple non-optimal policy alternatives and how can their optimal
parameters be computed? (Section EZ3)

3. How do these (non-optimal) inventory control policies perform? (Section[34)

The outline of this chapter is as follows. In Section the basic dual-sourcing
inventory model and assumptions are set forth. Section B3 explains how the optimal
policy can be derived and introduces several non-optimal policies, which are easier
to compute and manage than the optimal one. Special cases and extensions of
these policies are addressed in the respective policy subsections. A comparison of
the dual-sourcing policies is presented in Section B on a theoretical and numerical

basis.

3.2 Assumptions and notations

Throughout this chapter, a periodically reviewed single-item inventory model is
considered with the following characteristics. Customer demand D per period is
stochastic, with the demands of different periods being i.i.d. non-negative random
variables from a stationary distribution. Without loss of generality, D is assumed
to be discrete. Let F' denote the cumulative distribution function of D with mean
E[D] &)l < 00 and standard deviation VAR[D] ' 5 < 00. F represents the
L-period cumulative distribution function. Materials are replenished each period by

placing orders with two potential suppliers. Via the slow supplier, s, it takes L*
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periods for the order to be delivered. The faster order arrives after L’ periods with
0 < Lf < L* Let L® = L* — L/. (Alternatively, the terms regular and expedited
supplier are used in the literature to refer to the slow and fast supplier.) Both lead
times are assumed to be deterministic and an integer multiple of the base (review)
period. Let t € {0,1,2,...} denote the period index. The shorter lead time comes
at a higher procurement cost per unit, ¢/ > ¢*. Otherwise, since there are no fixed
cost per order present in the model, one would only use the expedited supplier. The
difference, ¢ = ¢/ — ¢, is denoted as the expediting premium. For each unit of
on-hand stock at the end of a period, an inventory holding cost A is incurred, which
is independent of the procurement cost that has been paid for this unit. Unsatisfied
customer demand is backordered at a cost of b per unit and period. The performance
measure used is the infinite horizon expected average cost. (Extensions to service-
level criteria are presented in the respective policy sections.) The total expected
average cost, T'C, consists of (i) inventory holding costs for the on-hand stock, OH,
(ii) backorder costs for the backordered quantity, BO, and (iii) procurement costs

for the quantities ordered with both suppliers, Q* and Q/:
TC =h-E[OH|+b-E[BO]+c*-E[Q°]+¢ -E[Q'] . (3.1)

Note that the pipeline stock costs do not have to be taken into account explicitly
in the cost function. If it is assumed that the holding cost h is also paid for each
unit in the two pipelines, the actual procurement cost of the slow supplier ¢® can
simply be increased by h - (L* — L¥) to account for the additional holding costs due
to the longer lead time. Alternatively, in some situations it might be reasonable to
assume that all materials are paid for after receipt. On average, the sum of both

orders equals the period demand, i.e.
p=E[Q]+E[Q] . (32)

By inserting [B2) into (B and exploiting the fact that ¢® - u cannot be influenced

by the inventory control decisions, (BJl) reduces to the total relevant cost

TRC =h-E[OH]+b-E[BO]+c-E[Q'] | (3.3)
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which shows that only the expediting premium, ¢, is relevant and not the specific

values of ¢® and ¢f.

In order to avoid trivial solutions, it is required that ¢ < b- L». If ¢ > b - L%,
it is cheaper to wait for the slow order to arrive and incur backorder costs than
to use the faster supplier. Consequently, the problem would reduce to a standard

single-sourcing inventory problem (see Section EETZT]).

It is assumed that in each period the sequence of events is as follows:

e placement and arrival of orders (at the beginning of a period),
e satisfaction of backorders (at the beginning of a period),
e occurrence and satisfaction of demand (sometime during the period),

e assessment of costs (at the end of a period).

All terms in equation (B3) depend on the inventory control policy that is in place,
because this influences not only the on-hand stock and backorder quantity but also

the orders placed with each supplier and therefore the procurement costs.

3.3 Inventory control policies

3.3.1 Definitions

Since the terms, by which dual-sourcing inventory control policies are described in
the literature, are not always used consistently, it is shortly explained at this point
what is meant by specific terms in this thesis. The most common distinctions are
between single- and dual-index policies, depending on whether one or two inventory
positions are tracked and, somewhat independently of the previous distinction, be-
tween single and dual base-stock policies, depending on the number of order-up-to
levels used by the policy. For the purpose of this thesis, the following inventory

control policies are defined.

Definition 3.3.1.1 A single-index policy with two order-up-to levels, one for each

supplier, is called a single-index policy (SIP) for short.
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Definition 3.3.1.2 A single-index policy with a fized order quantity for the slow

supplier and an order-up-to level for the fast order determination is called a constant-
order policy (COP).

Definition 3.3.1.3 A dual-index policy with two order-up-to levels, one for each
supplier, is called a dual-index policy (DIP) for short.

A slightly different dual-sourcing strand in the literature are order-splitting models.
They are concerned with the optimal allocation of the demand to the different sup-
pliers and mostly studied under deterministic demand and stochastic lead times. In
stochastic demand, deterministic lead-time settings as analyzed in a single-echelon
context in this chapter, an order-splitting policy is not a reasonable candidate, be-
cause demand is always allocated across the suppliers according to fixed portions
(see Section B33 for more details). Nevertheless, such a policy is very appealing
from the point of view of analytical tractability, which becomes especially relevant
in the multi-echelon context in Chapter Bl Therefore, this policy is also defined and

addressed here.

Definition 3.3.1.4 A policy that at each review instant splits the total replen-
ishment order according to fixed fractions among the suppliers is called an order-
splitting policy (OSP).

The indices that are used by these inventory control policies are defined as follows:

e Inventory position used for replenishments with the fast supplier

(Fast inventory position)

The fast inventory position at the beginning of period ¢ before ordering com-
prises of the net stock at the end of the previous period plus all outstanding
orders with any of the two suppliers that will arrive prior to or together with
the fast order that is to be determined.

Ls Lf
IPf = NS 1+ > Qi +Y Qf, (3.4)
j=1

i=LA
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e Inventory position used for replenishments with the slow supplier

(Slow inventory position)

The slow inventory position consists of the net stock at the end of the previous
period plus all outstanding orders in the system excluding the potential fast

order that is placed in period t.

LA—1

LS Lf
IPP=NS 1+ Qi+ QL =1/ + Y 0, (3.5)
i=1 j=1 i=1

3.3.2 Optimal policy

For a single-sourcing problem with the above sEeciﬁed cost structure a stationary

order-up-to policy is optimal (see, e.g., )). For the dual-sourcing prob-

lem, policies with an order-up-to structure are only optimal for the special case
of consecutive lead times (L® = 1). IB.a.r_a.n.kJ.d (IJ.%J'), IDa.m.&l (Il9.6.d), %
), and m ) show for the case with L/ = 0 and L* = 1 and
) for the more general case with L/ = m and L* =m + 1, m € {0,1,...} that
the optimal policy is a SIP (see Section B33 for details).

For offsetting lead times (L2 > 1), order-up-to policies are no longer optimal, as
shown by [Whittemore and Saunderd (I]_9_Zﬂ) This also directly follows from the re-

cently established analogy of the dual-sourcing problem to the lost-sales inventory

problem by IS.h.e.Q.p.lm_eL_a.].l (IZDJ_d) For the lost-sales problem the non-optimality of

order-up-to policies is well-known (see IKm"lin and Scarf (I]_%_é)) Consequently, the

optimal policy needs to be computed by dynamic programming, i.e. formulating the

problem as a discrete-time Markov Decision Process (MDP). Although Veeraragha-

van and Scheller-Wolf ) mention that they compute the optimal policy in this

way, they do not provide any modeling details, as is done here.

3.3.2.1 General Markov Decision Process formulation

The followini ieneral description of a Markov Decision Process (MDP) is based on

). An MDP model consists of five elements:
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1. Decision epochs (or periods),
2. States,

3. Actions (or decisions),

4. Transition probabilities, and

5. Rewards (or cost).

Decision epochs characterize the points in time, at which a decision is made. The
number of epochs can be either finite or infinite and decisions can be made at
discrete points in time or continuously. For the purpose of this study, the focus is
on discrete-time infinite horizon MDPs, i.e. time is divided into periods or stages,
t=0,1,....

At each decision epoch the system is in a certain state, i. Since a state can comprise
of one or multiple state variables, the vector notation is used. The set of all possible

states, also known as the state space, is denoted as SSP.

Given a certain state i, the decision maker can choose an action or decision a(i)
from the set of all possible decisions in state i, DSP(i), i.e. « € DSP(i). (For ease
of presentation, the dependency of a on state i is not explicitly indicated, if it is
already indicated in the decision space DSP(i).) It is assumed that SSP and DSP

do not vary in t. Usually, these sets are arbitrary finite or countably infinite sets.

The choice of decision a € DSP(i) in state i at decision epoch ¢ results in a reward,
r(i,a) for the decision maker. If the reward is negative, it is also referred to as cost.
In the application of the MDP later on only costs are considered. That is why in

the remainder only the term cost is used. The cost might consist of the

e cost of being in state i,
e cost associated with decision a, and

e cost associated with the transition from state i to state j.

A transition, as mentioned above as the last cost aspect, is induced by the chosen
decision. The decision moves the system from state i at decision epoch ¢ to another

state j at decision epoch ¢ + 1 with a certain transition probability, pj(a).
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A decision rule prescribes a procedure for action selection in each state at a specified
decision epoch. Only a deterministic decision rule is considered here, i.e. this rule
chooses exactly one action/decision (with certainty) that is to be taken in a specific
state. A policy specifies the decision rule to be used at all decision epochs. Let a*(i)

denote the optimal decision in state i and (a*),, the optimal policy.

The average cost, AC, of a given policy, (@), is

AC((a)s) = Y mir(i.a) (3.6)
ieSSP

with a € (a)s. 7 denotes the steady-state probability of being in state i under a

given policy and results from solving the following system of linear equations:

Ty = Z T pij(a) J € SSP (37)

ieSSP

d om=1 . (3.8)

ieSSP
An optimal policy (a*)s is one, for which
AC ((a")o) < AC ((@)os) (3.9)

i.e. a policy, for which the average cost of this policy is smaller than or equal to
that of all other feasible policies. An optimal policy can be found by using a value

iteration algorithm, policy iteration algorithm, or linear programming (see, e.g.,

Putermar (904)).

\

3.3.2.2 Application to the dual-sourcing inventory problem

Decision epoch, state, and decision definition

In the dual-sourcing inventory problem, the decision variables are the fast and slow
order quantities in period t, Q{ and ()7, respectively. That means a decision is given
by a = (Qf, Q{ ) Since we assume a periodically reviewed system, a decision about
these quantities can be made at the beginning of each period, which defines the

decision epoch.
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In order to find an appropriate state definition, it is first analyzed which information
is required to make optimal ordering decisions in this system. At the beginning of

period t before ordering the following information is available:

e The net stock, which is equal to the net stock at the end of the previous period,
NS, .

e The orders placed with the fast supplier that are still outstanding, i.e.
f f
Qt—Lf’ LS Qt—l‘

e The orders placed with the slow supplier that are still outstanding, i.e.

QF _rsy s Q5.

The earliest point in time that can be influenced by the ordering decision made in
period t is the period, in which the fast order, Q{ , will arrive, i.e. period t + L.
The costs of all previous periods {t,t + 1,....,t + L/ — 1} are sunk. Consequently,
all information about the (fast and slow) orders that will arrive prior to or together
with this order can be compressed into one number. Together with the current
stock situation this corresponds to the fast inventory position at the beginning of
period t before ordering, IP/ (see (Bd)). Only the remaining slow orders that
have already been determined and are outstanding need to be tracked individually.

Hence, the state of the system can be described by a L® — Lf = L dimensional
vector (IPtf> Qf—l? Qf—% AES) Qf_LA+1> .

Let Y; = (yt, Qt1s G2, s thA_l) describe a generic state vector of period ¢ with

y = 1P/ (3.10)
Gi=Q;, i=1,2,...,[* —1. (3.11)

The state space SSP consists of the permutation of all individual state variables
and their respective admissible values. In order to reduce the complexity, lower
and upper bounds for all variables are helpful. For tractability reasons, demand is
assumed to be limited by some upper bound D, i.e. d € {0, 1, ..., D}. Then, the

following upper and lower bounds can be derived:
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e Order quantities

Veeraraghavan and Scheller-Wolf (IZ0.0.é) find that the optimal orders never

exceed the maximum possible demand D, which is to be expected due to the

stationary cost structure and uncapacitated orders. Hence, the upper bound
on the order quantities can be set to D 4 1. Moreover, the minimum order

quantity is zero since negative quantities are not permitted. Consequently,
QS7Qf7q€ {0717"'7D+1} M (3.12)

¢ On-hand stock
Since h > 0, the maximum on-hand stock is restricted to (L*+1)-(D+1). This

can be explained as follows. In order to avoid any backorders in future periods,
the system would place the largest feasible order each period, i.e. D + 1. This
means that L* - (D + 1) units are outstanding in total plus one order of size
D + 1 that arrives in the current period. If there is a series of zero demands,
all of these orders would arrive and increase the on-hand stock to a maximum
of (L*+1)- (D +1). Since the risk of backorders is 0 and h > 0, no additional

orders would be placed.

e Backorders

Since b > 0, the backorders are restricted to (L* + 1) - D. The reasoning is
similar to the on-hand stock line of thought. In the worst case, only orders of

zero are placed and the maximum demand, D, occurs several times in a row,

resulting in maximum backorders of (L* + 1) - D.

e Net stock

From the on-hand stock and backorder bounds, it follows that the admissible

values of the net stock are
NSe{-(L*+1)-D,..(L°+1)-(D+1)} . (3.13)

e Slow inventory position after ordering

The slow inventory position after ordering, IP*", corresponds to the sum of

the net stock and all outstanding orders in the system (including the current
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orders). The maximum value of this expression is

IPs = (L*+1)-(D+1) (3.14)

max

because this already ensures a service of 100%, i.e. no backorders. So, there is

no need for any further orders.

Let 7 denote an element of state vector i. Based on the above-derived bounds, the

set of feasible decisions in state i is given by

DSP(i) = {(Qs, Qf)

d i+ +Q < IP;JM} . (3.15)

Vi€i

Transition probabilities

In period t + 1, the state vector is Y, 1 = (ytH, Q1,15 Q41,25 o5 qt+17LA_1) with

Yer1 =y + Qf + Gra—1 —dy (3.16)
Q11 = QF (3.17)
Qi+1,k = Gt k—1 k=2,.., LA —1. (3.18)

Let pij(a) = Pr{Y,;11 =j | Y, = i} denote the transition probability from state i in
t to j in t + 1 under decision a = <Q§, Q{ ) Under stationary conditions ¢ — oo,

Y = (yaqlana "'7qLA—1)- Then’

Pr {D =y(i) —y(j)+ Q7 + C_ILA—1(i)} if Q°=aqi(j), -, &) = @r—1(i),
pij(a) = k=2, L~—1
0 otherwise

(3.19)

These probabilities result from the fact that a transition only has positive probabil-
ity, if the demand and the fast order transfer the fast inventory position from y(i)
to y(j) and the remaining outstanding order vector has the same entries (shifted by

one period and the latest order with the slow supplier inserted).
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Costs

The total cost in a state i, if decision a is chosen, consists of two components. First,

the direct cost, DC, of the decision a is calculated as

DC(a)=c-Q*+c-QF . (3.20)

Second, there are the expected holding and backorder costs in the first future period

that can be influenced by the current decision, whose function is given as

(Lf+1)-D

HB(z) =h- Z(x —d)frra(d) +b- Z (d—2)frra(d) . (3.21)

d=z+1
Consequently, the total cost in state i, if decision a is chosen, is

r(i,a) = DC(a)+ HB (y(i) + Q') . (3.22)

3.3.3 Non-optimal policies

For large lead-time differences and demand distributions with a large number of pos-
sible realizations, the MDP suffers from the curse of dimensionality, because the state
and decision space grow considerably. That means the optimal policy can no longer
be computed in a reasonable amount of time. Due to the computational complexity
of the optimal policy, several simpler policies have been proposed in the literature
for this problem. The most prominent ones are the single-index, constant-order,
and dual-index policy. The exposition of these policies in the upcoming subsections
contains many results that are already known from previous contributions. As the
policies have been studied mainly in isolation in those works, however, the reiter-
ation of the major results in this section using a unified notational framework is
intended to foster a better understanding of the policy differences, which is partic-
ularly relevant for the policy comparison in Section B4l It is indicated explicitly,

whenever known results are complemented by new aspects.

Recently, further policies have received increased attention because of the analogy

of the periodic-review dual-sourcing problem to the lost-sales inventory problem
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established by IS.h.e.Qp.lm_eL_a.].l (I2.0J_d) These policies exhibit features of an order-

splitting policy. They only consider the total order quantity in a period and decide

about the allocation of this quantity across the two suppliers, which is in contrast to
the other policies that determine the two order quantities by using an order-up-to
structure for the fast order and a separate control mechanism for the slow one. That
is why a simple version of an order-splitting policy is addressed at the end of this
section, too. This policy also plays a key role when it comes to the integration of

dual sourcing into a multi-echelon setting (see Section ).

3.3.3.1 Single-index policy

Policy description

The single-index policy (SIP) is analyzed in lScheller-Wolf et a1 (I2_0_Oj), which forms
the basis of this section. The presented lemmata are basically a modification of the
ones derived by Scheller-Wolf et alf (IZD_O_ﬂ) for continuous demand distributions to

the discrete demand case, which is studied in this chapter. As already mentioned

above, the SIP is optimal for consecutive lead times. The SIP specifies two order-
up-to levels, one for the replenishments with the fast supplier (B/) and one for the
replenishments with the slow supplier (B*). Let A = B* — B/. Due to this relation,
either (Bf, BS), (Bf, A), or (A, B®) can be chosen as decision variables. Since the
latter combination simplifies the upcoming analysis, this one is used. The system
keeps track of a single inventory position, i.e. the slow inventory position, I P*, which
comprises of all units on-hand, on order, and owed to the customer (see (BX)). In
each period, the inventory position is checked against the fast order-up-to level first,
and, if it is below, an order is placed to make up for the difference. Then, a slow
order is made to bring the inventory position up to the slow order-up-to level. The

inventory position recursion under this policy is
IP; =1P, +Qf ,+Q;  —dia (3.23)
which reduces to

IPF =B —d,_1 =B +A—d_, . (3.24)
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The order quantities are given as

Qf = (Bf —1P) = (Bf = (Bf + A—d, 1)) = (diey — A)* (3.25)
Q= (B (1P +@f)) = (B~ (B~ dis + (dr — A))) " = min{A,d 1}
(3.26)

From (BZ) and ([BZ0) it can be seen that in any period the fast order corresponds
to the portion of demand that exceeds A and the rest is ordered from the slow
supplier with a maximum quantity of A. Furthermore, it holds that the total order

quantity in a period corresponds to the demand of the previous period
QI+ Qi =diy . (3.27)

In the extreme cases the SIP can mimic both fast and slow single sourcing with an
order-up-to policy by setting A = 0, i.e. B/ = B®, where B/ is the solution to (Z3Z0)
with L = L/ or A = 0o and B* as the solution to (E3) with L = L?, respectively.

Policy evaluation

In order to evaluate a parameter combination, (A, B®), expressions for the expected
on-hand stock, backorders, and fast order quantity are required for the computation
of TRC according to (B3). From B23) it directly follows that

E[Q]=E[D-A)T] , (3.28)

which results in the following lemma that is stated without proof, since it is obvious

from (B2):

Lemma 3.3.3.1 Under the SIP, the expected fast order quantity, E [Qf], 15 solely
determined by A\, independent of B® or BY.

In the process of deriving expressions for the on-hand stock and backorders at the

end of a period, first an expression for the net stock at the end of a period is
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developed. The net stock is related to the other two quantities via ([Z21), i.e

OH, = (NS,)" (3.29)
BO, = (NS,)~ (3.30)

where (z)* = max{0,z} and (z)~ = max{0, —z}. Using B20), (BZH), and E2D),

the net stock at the end of period ¢ (assuming w.l.o.g. that NSy = B*) is

NSt BS Zdtz+ZQtz+ZQtz

i=Ls i=LFf
L5+1 L5+1

Zdt i+ Q=B - Zdt it Y (dii— A
i=LSf i=Lf
b

—Zdt_i— > min{d_;, A} . (3.31)

i=Lf+1

Let the random variable D(A) be defined as:

Lf Ls
=> Di+ Y min{D,A} . (3.32)
i=0 i=Lf+1

Then, under stationary conditions ¢ — oo the net stock is given as
NS = B* — D(A) (3.33)
with
E [f)(A)] —(L°+1)-p— LA E[(D-A)] (3.34)

From (B33) it is obvious that for a given A the net stock at the end of a period and
consequently also the on-hand stock and the backorders are only determined by B®.

The optimal B® results according to the following lemma.
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Lemma 3.3.3.2 Under the SIP, for a given A, the optimal B*, B* (A), is the

smallest value that satisfies

(3.35)

Proof:
See Appendix B} d

Given B* (A), the expected on-hand stock and backorders are computed according

to (Z48) and EZ9) as

E[OH(B"(A)] =3 (B —z) - Pr {D(A) - x} (3.36)
E[BOB(A)] = Y (v—B)-Pr{D@)=c} . (337)

Remark. The above analysis can also be done slightly different from the one in
l%heﬂer-Wolf et all (I2_0_Oj), namely in terms of B/ instead of B®. Substituting
B* = B + A in the net stock computation [E31) yields

Lf LS+LA-1
NS, =B/ =Y "diy+A— ) min{d_;A} . (3.38)
=0 i=L*

The first two terms on the right-hand side correspond to the net stock computation
in the single-sourcing order-up-to level model, if only the fast supplier was available
(see ZA)). Due to the additional slow supply option, the maximum inventory

value in period ¢ — L® is not equal to B, but equal to

Lo+LA-1
Bl +A- Y min{d_;A} . (3.39)

i=Ls
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The additional quantity can be seen as a so-called overshoot in period ¢ — L?:

Ls+LA—1
O 1s = A — Z min {d;_;, A} . (3.40)
i=L*
Note that the stationary distribution of such an overshoot is of relevance in the
analysis of the other dual-sourcing policies, too. That is why this alternative analysis

is presented here. Redefining the random variable D(A) as

D(A) = i Di—|A- i min {D;, A} (3.41)
yields the net stock as
NS =B — D(A) (3.42)
with
E|DA)] = (L +1) p=[A= L2 (u=E[(D-2)])] . (3.43)

The expected on-hand stock and backorders follow from ([B30) and [B31) with B*
replaced by B7.

Policy optimization

Due to Lemma the optimal parameter combination (A*, B*") can be com-
puted by a one-dimensional search over A. The relevant region is 0 < A < oo
(or D in case there exists a maximum demand value). The stepsize of A corre-
sponds to the difference between two adjacent demand realizations. Since the SIP
can mimic both fast and slow single-sourcing order-up-to policies, it holds that
B .. < B*(A) < B}, where B} . and B .

to the fast and slow single-sourcing problem, respectively. The following procedure

are the optimal order-up-to levels

yields the optimal SIP parameters:
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1. For each A, the optimal B* is computed via [T3) where D(A) is given by

2. The total relevant cost of each parameter combination, TRC(A, B* (A)), is

calculated according to (@A) using @ZA), (Z2A), and (TZ3).

3. The optimal combination (A*, B*") is found as

(A*, B) = argmin TRC(A,B* (A)) . (3.44)
(a,B5(4))

Unfortunately, it cannot be shown that the TRC' function is unimodal in A. How-

ever, all numerical tests conducted so far confirm this (cf. IScheller-Wolf et all
M)) Therefore, instead of searching over the entire space, A could be increased

gradually until the total relevant cost increases for the first time.

Special case: Consecutive lead times

For the case of consecutive lead times, L/ = m and L* = m + 1, m € {0,1,2,...},
[Whittemore and Sannderd (IJ_Q_Zﬂ) show that for continuous demand the optimal BY

is given by

* b — C
f o —
B\ =F;}, (H_h) . (3.45)

The optimal B® or A results as the solution to
Bs—Bf
—c+(c—b)F (B*—=B) + (h+ b)/ Frs o (B°—2x) f(x)de=0 , (3.46)
0
which becomes (by using the definition B* — Bf = A)

et (c— BYF(A) + (h+) /A Firp (B +A—2) f(x) de=0 .  (347)

For m = 0, this has previously been shown b IBJJ.]J.U.SkagLJ (Il%d) and later also by
IZb.a.u.g_a.u.d_H.a.usma.I:I (IJ.99_ZI), and m (E).
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In case of discrete demand, the optimal B7 is the smallest value that satisfies

b—c
+h

Frr (BY) > (3.48)

j=p)

Similarly, (BZQ) can be rewritten and the optimal A found as the smallest value
that satisfies

A
—c+ (c—=b)F (D) + (h+b) > Fpr (Bl + A=) f(z) 20, (3.49)

which can be rearranged as

c-F(A)+b F(A)
b+ h

Y Frn (Bf+A—z) f(z) > (3.50)

=0

where F(z) =1 — F(z) = Pr{D > z}. This reformulation allows for an intuitive
interpretation. The left-hand side shows that due to the second supply option,
the inventory position (after ordering from the fast supplier) at the beginning of
a period is not equal to B, but can be higher. Depending on this value, which
characterizes the stock availability, holding and backorder costs are incurred, which
are represented by b+ h in the denominator on the right-hand side as in the stan-
dard single-sourcing order-up-to level model. In contrast to the standard model, a
distinction has to be made in the nominator, however. If an order is placed with the
fast supplier, the expediting premium is incurred. This happens with probability
F(A). Otherwise, only the standard backorder cost accrues. This finding about the

‘critical ratio’ might be helpful in the development of simple heuristics.

Extensions

As extensions, the optimization model under various service-level constraints is con-
sidered first. Afterwards, further aspects are addressed including the incorporation

of capacities on the orders and the sourcing from more than two suppliers.

Service-level model. In this section, the dual-sourcing problem under the SIP is
studied, if instead of a backorder cost per unit and period a service-level constraint

is used. For didactical reasons the a-service level is addressed first, followed by the
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~ one, and finally the [-service level.

In the single-sourcing order-up-to level model it holds that o = b%h (see E12)).
Furthermore, it is shown in this section that the computation of the net stock under
the SIP corresponds to the one in the single-sourcing order-up-to level model, if
the lead-time demand D(L + 1) is replaced by D(A). Consequently, the optimal
slow order-up-to level under the SIP can be determined by B3H). Following the

same line of argument as in kan Hontnm and Zijnd (I2_0_D_d), it can be shown that the

relation a = b%h also holds under the SIP. Under this policy, each period orders
are placed with both suppliers such that the slow inventory position is raised to B*.
The characterization of (B3H) shows that in the cost model the slow order-up-to
level in period ¢ should be chosen such that the probability that no stockout occurs

at the end of period t + L* (i.e. NSy s > 0, cf. (B30)) is larger than or equal to

b
b+h

the above-mentioned relation. Consequently, the parameter optimization for the

This probability is just the definition of the a-service level, which establishes

a-service level case can be done as described above.

Under a v-service level constraint the optimization problem can be formulated as

follows (in general terms)

min TRCY;p(A, B%) = ¢ E[Q'] + h-E[OH] (3.51)
st. 1— E[BO] > torget (3.52)

i
A, B* €N (3.53)

for 4'79¢t € (0,1). The integrality constraint on A and B* follows from the discrete
nature of demand (and is not required for continuous demand). Using (B28), (B33),
B=23), B30), and ([Z39) the optimization problem can be reformulated as

min TRCY,p(A, B%) = c-E[(D— A)*] +h-E {(BS - f)(A)H (3.54)

target

st. E {(D(A) - BS>+} < BO] (3.55)

AB*eN . (3.56)

Analyzing the properties of this formulation reveals:
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Lemma 3.3.3.3 For the vy-service level problem, given a fized A:

1. The objective function is constant for B® < 0 and non-decreasing for B® > 0.
. +
2. The average backorders E {(D(A) — BS) } are mnon-increasing in B¥;

E {(D(A) - BS>+} 100 as B* — —oo; E {(D(A) - BS>+} 10 as B* — oo,

Proof:
See Appendix O

Lemma implies that the smallest B* satisfying (B23) is the optimal one for
a given A. Consequently, the same one-dimensional search procedure over A as
in the backorder cost approach can be conducted to find the optimal parameter

combination.
L | |

Scheller-Wolf et al. (IZD_Oj) show this lemma for continuous demand (with 0 < F(z) <
1 for all z € (0,00) and F(0) = 0) together with an additional property that holds,
namely: For a given A, there is a unique finite positive value, B*(A), for which
(Z23) is satisfied at equality. At optimality this equality holds: B* = B*(A). Based

on this lemma and a lower bound on the optimal value of A, which they derive, they

develop an optimization procedure for the continuous demand case. Furthermore,

for the special case of mixed-Erlang distributed demand they derive exact closed-
. -
form expressions for E {(D(A) - BS> } and E [(D — A)"] such that the average

cost for a given B*(A) can be easily determined.

In contrast to the ~-service level, the (3-service level only takes into consideration

the new backorders each period. The optimization problem can be formulated as

min TRCY, p(A, B*) = c¢-E[Q'] + h-E[OH)] (3.57)
E [BO] — E [BOY
st 1— 5O . [ } > plarget (3.58)

A, B* €N (3.59)
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for gtor9¢t € (0,1). In comparison to the ~-service level formulation an additional

expression for E [BObeQ] is required. To this end, a new random variable is defined

DY9(A) = i D; + i min{D;, A} . (3.60)
Then,
E [BO™5(B*)] = E [(f)beg(A) _ Bsﬂ _ _i (o= B)- Pr{D¥a(8) =z}

(3.61)
Using the specific expressions for the SIP the optimization problem reads:

min TRCY, (A, B%) =c¢-E [(D—A)]+h-E {(BS N D(A)> T

(3.62)
st. E {(D(A) - BS> T _E {(Dbeg(A) - BS>+} < BOZ,... (3.63)
A, B°eN . (3.64)

with BOiwget = (1 — p'"9¢) i, For this optimization problem, an analog of Lemma

can be proven (see Scheller-Wolf et all (IZD.O:)) such that the optimal B?
results as the smallest value that satisfies (BG3).

Further aspects. lq(“hPHPT‘—W()]f et a]l (I2_Q_Qj) present extensions of the SIP model

to capacitated suppliers and more than two supply modes. Both aspects can be

incorporated into the SIP quite easily. If there is a capacity CAP’ on the fast
orders, Lemma, holds with the modification that

D(A)=) D+ Z w; (3.65)

i=Lf+1
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where

D; D; <A,
Wi=<¢A A < D; < CAPT + A, (3.66)

If there is a capacity C'AP® on the slow orders all the results above hold, with the
additional constraint that A < CAPS.

Also in the case of more than two supply modes, the SIP yields a considerable
dimensional reduction compared to the optimal policy. For three suppliers, for
instance, it follows that: If there are three supply modes, for each Ay and As, given
LY < L2 < LY and By = By + Ay, By = By + Ay, Lemma 234 holds with the
modification that:

Ly Lo L3
D(Al, Ag) = Z DZ + Z min {DZ, Al + AQ} + Z min {DZ, Ag} . (367)
1=0 i=L1+1 i=Lo+1

3.3.3.2 Constant-order policy

Policy description

The constant-order policy (COP) is studied in and Hausmand (1994). Janssen
and de Kok (1999), and IKlosterhalfen et al ). Under this policy, in each

period a fixed quantity, )} = @), is ordered from the slow supplier. The fast order,

Q{ , is determined according to an order-up-to logic with order-up-to level, Bf. Thus,
the decision variables are Q and Bf. The COP generates a constant inflow of @
units from the slow supplier each period, irrespective of L*. Only L/ is relevant for
the inventory position that is used as fast order trigger, I Ptf . Since @Qf = @, B3

becomes

Lf
IP/ =NS_ + (L7 +1)-Q+> @, . (3.68)

j=1
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The slow constant order that arrives in period ¢ might cause the inventory position
to assume a value above B/ resulting in a so-called overshoot. This overshoot at

the beginning of a period after ordering from the fast supplier is denoted as
+
0,=1P/ +Qf — B! = <IPtf Y ) (3.69)
where ()" = max{z,0}. The order quantities are

Qi =Q (3.70)
of = <Bf . IPtf)+ . (3.71)

The COP is very appealing from a practical viewpoint. The constant-order property
might facilitate the supply negotiations with the slow supplier. This supplier does
not suffer from any demand variability or even the bullwhip effect, for instance,

which makes the production planning much easier.

As an extreme case, the COP can mimic single sourcing from the fast supplier with
an order-up-to policy, i.e. ) = 0. Single sourcing from the slow supplier requires
@ = p, which is not of an order-up-to level type, however. For simplicity reasons,
this less interesting boundary case is excluded from the upcoming analysis, because
the optimal slow single-sourcing policy for the specified inventory model is known
to be of an order-up-to level type (see Section EET23]), so that ) = p cannot be
better than that.

Policy evaluation

The evaluation of a parameter combination, (Q, BY), requires expressions for the
expected on-hand stock, backorders, and expedited order quantity. For a given @,

the latter quantity immediately results from [B2) as
E[Q]=p-0Q . (3.72)

The other two quantities depend on the overshoot in the system, where the following

can be noted (cf. IK]OS‘rerha]fen ot all (IZDJ_QA))
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Lemma 3.3.3.4 The overshoot under a COP is a function of Q independent of B,
On(@).

Proof:
See Appendix O

Due to the possible overshoot, the inventory position after ordering in each period
tis ]Pltf+ = B 4+ O4(Q). Thus, the net stock calculation is

L' LY
NS, =I1P",, - dpi=B' — (Y dii = 0 11(Q) | (3.73)
i=0 1=0

Denote D;(Q) = Zfzfo di—; — O;_17(Q) as the net demand, i.e. the realized demands
in periods t — L/ to t (including periods t — L’ and t) are convolved with the
negative overshoot at the beginning of period ¢ — L. Since they are independent,
the stationary distribution of D(Q) can be determined as the convolution of the
demand over L/ + 1 periods with the overshoot random variable, O(Q), which is
independent of B/ (Lemma BZ334)), but dependent on Q, i.e.

Pr{f)(@)zx}:iPr{D(Lf+1):x+i}-Pr{O(Q):i} . (3.74)

Using D(Q), the net stock under stationary conditions ¢ — oo follows from (BZZ3)

as

NS =B/ -DQ) . (3.75)

Thus, as in the SIP case, (BZH) resembles the net stock calculation in an order-up-to
level system with lead-time demand D(Q) (see (). Therefore, the optimal B/
for a given @Q, B (Q), is the smallest B/ that satisfies

Pr {D(Q) < Bf} >_2 (3.76)

Given B/7(Q), the expected on-hand stock and backorders are computed according



3.3 Inventory control policies 73

to (ZZ8) and (I9) as

E[OH(B"(Q)] =Y (B —x) - Pr{D(Q) =z} (3.77)
E[BOB Q)= > («—B")-Pr {D(Q) — g;} . (378)

It remains to be shown how to derive the stationary overshoot distribution for a
given Q, which enters (BT0), T7), and [BZF) through the net demand. Three
ways to do this are explained here, out of which the first one is exact and the other

two are approximations:

1. One-dimensional Markov Chain

According to IKlnsfPThﬂH"Pn et all (I2.0J_0.el), the overshoot process can be mod-
eled as a Markov Chain. It is completely defined by recurrence relation (B2),

1.e.
O1 = (0 +Q — dt)+ ) (3.79)

because () and the demand probability mass function are known. The state
space is infinite, O; € SSP := {0,1,...}. The transition probabilities p;; =
Pr{O¢+1 = j | Oy = i} of the transition matrix P = (p;;) can be obtained by
distinguishing between the cases j = 0 and 7 > 0. For j = 0, it follows from
B@A) and t — oo that

pio=Pr{i+Q—-D<0}=Pr{D>i+Q} . (3.80)
Similarly, for 7 > 0:
pij=Pr{j=i+Q—-D}y=Pr{D=i+0Q—j} . (3.81)

Let o; = Pr{O(Q) =i}, i € SSP, o = [0y, 01,...], and e = [1,1,...]7. Then

the stationary distribution o can be obtained as the eigenvector of P for the
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eigenvalue 1 (see, e.g., Kteward (I2.0.0£i), Chapter 10)

o="Po withoe=1 . (3.82)

2. Queueing model equivalence

Janssen and de Kok M) find that the overshoot recursion corresponds to the

recursion of the waiting time in a GI/D/1 queue with the distribution of the

inter-arrival times equal to the period demand distribution F'(.) and determin-

istic service (). An overview of the available literature regarding the waiting

time in a GI/D/1 queue is given in which also provides
las)

an exact method. However, llanssen and de Ko

consider this exact

method as relatively hard to implement. They rather suggest an aijroximate

fiasd)).

Based on the equivalence relation either the entire overshoot distribution or

moment-iteration method developed for GI/G/1 queues (see

at least values for the first two moments of the stationary overshoot distribu-
tion and the probability of an overshoot can be computed. In the latter case,
an appropriate distribution needs to be fitted to these moments again, e.g., a

mixed-FErlang distribution.

3. Simulation

Instead of using any of the two above-described methods, the system can be
simulated. For a sufficiently large number of periods, the resulting overshoot

distribution will be close to the optimal one. This approach is suggested by
Weeraraghavan and Scheller-Wolf ) in their analysis of the DIP.

Policy optimization

The optimal policy parameters can be computed by a one-dimensional full enu-

merative search over @ (cf. Uanssen and de Kol (|1 QQd)). The relevant region is
0 < @ < p, which follows from [BZ) and the fact that both order quantities must

be non-negative together with the remarks on the extreme cases at the end of the

COP ‘Policy description’ section. In case of discrete integer demand the smallest

stepsize of () is 1. The procedure is as follows:
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1. For each Q, the optimal BY"(Q) results from [ZZ0).

2. The total cost of each parameter combination, TRC(Q, B/ (Q)), is computed
according to (Z3) using (ZZ74), (ZZ3), and EZ3).

3. The optimal combination, (Q*, B"), is found as

(Q*,B"") = argmin TRC(Q, B (Q)) . (3.83)
(@B (@)

Similar to the SIP case, it could not be shown so far that TRC' is unimodal with
respect to ). However, in all numerical tests that have been conducted no coun-
terexample to this assumption has been found, either. When assuming unimodality,
not the entire feasible region of () needs to be searched, but one could simply start
with the largest feasible value for () and decrease it gradually until the total relevant

cost increases for the first time.

Special case: Geometric demand

If demand is distributed according to a geometric distribution (see Section EZTTl), the
stationary overshoot distribution is found to be computable by recursive expressions,

which have not yet been derived in previous works.

Lemma 3.3.3.5 If period demand follows a geometric distribution, the steady-state

probabilities, o;, of the overshoot distribution can be derived as

1
01 — % -
1 - ZJ=Q+1 H(j)
PriD=Q 1) -0 HPr{D=Q+j -1}
1= [ S8, =p) 9P {D = Q4+~ 1} + 00 GG)PHD = Q +j — 1}
1
L4 S 1P T+ 6 G0) [Pr{D=Q-1}-Y"% o, H(j)Pr{D=Q+j-1}]
1= 1 () 1-[X%, (1-p) = Pr{D=Q+j—1}+332 11 6() Pr{D=Q+j—1}|
(3.84)
1= o (XF (=P + Y70, 90))
0y — d o (3.85)

1= on H)



3.3 Inventory control policies

0i=oi(1—p)"™" i=2,..Q
0; = Olg(i) — OQH(i) 7 2 Q +1
with

2(i)-1 e

(1 — p)r@Q+a())—2+j(i2)

p iy Vi (i, )

(1 — p)*OQ+(@)+j(ix)-2-nQ

(3.88)

H(i) =

=2

VA GED)
and x(i) and j(i,z) computed as

”@:{QiJ
jlia)=i—a(Q+1)+1

and the functions X'(j) and Y2 (j) defined as follows for x > 1

I A (k1 -
X (j) = izt Ao (B4 1) e n>1
X Q@+ D)+ X (k) a>n

X0 =1

Vi) = T Visi (k) x=nn>?2
' P(QA D)+ Vil (k) w1
i 0 if x from @ZAD) for the first/largest Q-cycle is equal to 1
' 1 otherwise
V=0

_1\n—1,n
(1= p)CO D@0 1HEa 2, (=" (1 — p)e@Q+a@+iG)-1-nQ

(3.89)

(3.90)

(3.91)

(3.92)
(3.93)

(3.94)

(3.95)

(3.96)
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Proof:
See Appendix B4 d

Extensions

As in the SIP section, the extensions refer to service-level models and capacity
constraints. Moreover, a short remark is made on fixed ordering costs as well as on

a variant of the COP called a standing-order policy.

Service-level model. Based on the same arguments as in the SIP case, the optimal
B/ for a given @ can be determined by ([BZ0) for the a-service level problem, too.

The optimal () is found by a full enumerative search.

Similar to the SIP, but adjusted to the COP expressions, the optimization problem

under a y-service level constraint can be stated as follows

min TRCYop(Q,B) = c- (- Q)+ h-E [(Bf - D(Q))T (3.97)
st E {(D(Q) - Bf) +] < BOY, et (3.98)
QB eN . (3.99)

The properties stated in Lemma B33 3 for the SIP also hold for the COP, which can

be shown as follows. The expected backorders on the left-hand side can be rewritten
using (BE):
~ + — A+ .
E <D(Q) - Bf) -3 E [(D(Lf +1)— B —i) ] Pr{o(@Q) =i} . (3.100)
i=0
Similarly, the on-hand stock expression in the objective function is

E {(Bf - D(Q)) +] — iE [(Bf +i—D(L! + 1))*] Pr{o@) =i} . (3.101)

Expression () is non-decreasing in BY, which is easy to see by recalling that
probabilities are non-negative and using finite differences. This implies that the

smallest integer B’ that satisfies () is the optimal solution to the optimization
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problem. Since it can also be shown that (BZI00) is non-increasing in B/, the optimal
B’ can be found by a simple numerical method like a bisection procedure. The

optimal @ is found by the search procedure described in the backorder cost approach.

The optimization problem for the G-service level is:

min TRCgop(Q, Bf) =c-(u—Q)+h-E {(Bf — D(Q))+]

(3.102)
~ + ~ +
st E {(D(Q) . Bf) } K {(D(Q)beg - Bf) } < BOL,.,.. (3.103)
Q,B eN (3.104)
with BOfamet = (1 —plersetyy for ['r9¢t € (0,1), where the random variable

D(Q)%9 is defined as

Pr {D(Q)beg — ;17} =N Pr{D(Lf) =z +i}-Pr{O@Q) =i} .  (3.105)

=0

Again, the properties of Lemma adjusted to the COP case hold, which de-
termines the optimal B’ as the smallest value that satisfies ().

Further aspects. A fized ordering cost for each supplier can also be incorporated
in the COP. This is shown by Uanssen and de Koi (|1 QQd), who consider a system

with a linear holding cost and a (-service level constraint.

Capacity constraints on the orders have not yet been considered in the COP. The
integration of a capacity CAP?® on the slow order is straightforward. Simply the
constraint ) < CAP? needs to be added, which can be done without affecting any
of the above results. A capacity C AP’ on the fast order requires further analysis.
Due to such a constraint the fast order might not be able to bring the fast inventory
position up to the fast order-up-to level, i.e. fast shortfall occurs. By using similar
arguments as Weeraraghavan and Scheller-Wolf (I2_0_Qé) do in the DIP case (see their

Lemma 5.1, p. 854) it can be shown that the shortfall as well as the overshoot are

functions of ), which are independent of B/. The optimal B/ for a given () can be

computed as the solution to a critical fractile inequality similar to (BZZ0). However,
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instead of the net demand, a stationary distribution of the convolution of the fast
lead-time demand, the fast shortfall, and the negative overshoot is required. This
distribution can be determined easily by the use of simulation. The optimization of

the inventory control parameters can be done by a full enumerative search over Q).

A similar, but slightly different variant of the COP is the standing-order policy. Such

a policy not only specifies a fixed order quantity and an order-up-to level, but also

a dis?gose-down—to level. It is studied in [Rosenshine and Qbed (IJ_ELZGI) and [Chj

1), who show how to compute the optimal values.

3.3.3.3 Dual-index policy

Policy description

The dual-index policy (DIP), which is analyzed by [Veeraraghavan and Scheller-Wal*
(I2_0_Oé), IA_r_ts_&t_aJJ (I2_0_0d), and [Klosterhalfen et al M), specifies two order-up-
to levels, one for the slow (B*) and one for the fast supplier (Bf). As in the SIP
case, the difference is denoted as A = B* — B/. Thus, as decision variables either
(BY, B®), (Bf,A), or (A, B%) can be used. For ease of presentation of the upcoming

exposition (B/,A) is chosen. For the execution of replenishment orders, the DIP

keeps track of two inventory positions, [ Ptf and [P, which are defined in (B3) and
B3), respectively. That means each inventory position at the beginning of a period ¢
is given by the net stock at the end of the previous period plus all outstanding orders
with any of the two suppliers that will arrive no later than the order of the specific
supplier, which is to be determined in ¢. In each period, the inventory position of the
fast supplier, I Ptf , is checked first and a potential fast order is placed. (Note that
the inventory position of the slow supplier, I P?, does not include this fast order.)

The order quantities are given as

+
0f = (Bf — 1P/ ) (3.106)
Q=B — (IPi + Qf) : (3.107)
IP; + Q{ is always equal to or larger than BY. Thus, the maximum regular or-

der quantity is A. For a lead-time difference of one, both inventory positions are

identical. Hence, the DIP reduces to the SIP, which represents the optimal policy.
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Moreover, the DIP can mimic both single-sourcing strategies in the form of order-
up-to policies by either setting B/ = B* = A = 0 and B/ as the solution to (20
with L = L/ (fast single sourcing) or B® as the solution to (Z30) with L = L* and
B/ = —00 = A = o (slow single sourcing). Note that the DIP cannot mimic the
ordering behavior of the COP. In the DIP both orders vary according to the demand
variability and the outstanding orders in the system. In the COP only the fast order

varies, but not the slow one.

Policy evaluation

As in the COP case, it is possible in the DIP that the fast inventory position in
period ¢ lies above the respective order-up-to level, B/, representing an overshoot,
because the slow order placed t — L® periods ago enters [ Ptf . The same applies to
periods t 4+ 1, ...,t + L, because the slow orders that will enter the fast inventory
position calculation in these periods are already known at time ¢, but not taken into
account in TP/ Tn the DIP, [Veeraraghavan and Scheller-Wolt (£008) show in their
Proposition 4.1 (p. 854) that the overshoot only depends on A, but is independent
of B/. This is denoted as O(A) and it is obvious that the maximum overshoot is A.
Consequently, once the stationary distribution of O(A) is known, the net demand
distribution can be computed as in the COP case via (BZd). The optimal B/ for a
given A, B (A), follows from ([BZ0) and the expected on-hand stock and backorder
quantities from [BZDQ) and [BTH). The fast order quantity, E [@Q7], which is also
required for the computation of TRC(A, B/ (A)) according to [B3), can be derived
as follows for a given A. Using [Bdl), (BX) can be rewritten as

LA—-1
IP;=1P/ + ) Q. . (3.108)

i=1

After placement of the slow order in t the relation becomes

LA—1 LA—1
B'=B/+0,+ > Q,+Q . = O0=A-) Q, (3.109)
1=1 =0
=E[0]=A - L* E[Q"] (3.110)

Once the stationary overshoot distribution is known, E [O] is known as well (or can
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be computed). From (EII), E[Q?] follows and through relation B2) E [Q'] is

found.

A

Note that the term >°% ' Q¢ , in (BII) represents the pipeline stock after ordering
in period t that will not arrive within the fast lead time. Denote this quantity as
A;. The following interesting relation holds (see lA.r_ts_at_aJJ (IZO.Qd), Lemma 4.1):

A=0,+ 4, . (3.111)

This relation shows that for a given A, any knowledge about A; implies knowledge
about Oy, which is useful for the derivation of the stationary overshoot distribution

described next.

The stationary overshoot distribution can be computed by using different approaches.

The first one presented is exact, whereas the other two are approximations.

1. Multi-dimensional Markov Chain

According to [Klosterhalfen et all (IZOJ_D.el) the exact stationary overshoot dis-
tribution can be computed via a multi-dimensional Markov Chain. Similar to
B3 and proven by IVPPT‘HT‘thHVﬂTI and Scheﬂpr-Wnll (IZQ_Q_é) the overshoot
in the DIP satisfies

+
Ot+l = <Ot + Qf—(LA—l) - dt> . (3112)

As explained above the overshoot is caused by the outstanding regular or-
ders that are already determined at time ¢ and will arrive in future periods,
but are not included in the fast inventory position, i.e. Q7, Q5 1, ..., Qf_( LA_1)-
Consequently, these orders need to be stored in the state information. Given
these orders and the demand probability mass function, which is known, the
Markov Chain is completely defined by [BIIZ). Hence, the state is described
by a (L? + 1)-dimensional vector

Zo = (@5 Qi ot Qo) Qa1 Or) (3.113)

Note that the state is defined after ordering, because the overshoot distribution

and not the distribution of the inventory position before ordering is of interest.
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From (BI) it follows that the sum of all state variables equals A. Conse-
quently, the state space is given by all possible state variable combinations

that fulfill this condition and its size is

iiz S ) <x1,x2ﬁ.-,xm) (3.114)

k=0 (El:O $2:0 xLA:O
where
LA
k k!
=—————— and Y m=k . (3.115)
T1, X9, ..., TpA Tl xpal —
In period t + 1, the state is
Zoir = (@10 Qs Q130 Q030 Ot ) (3.116)

With regard to the determination of the transition probabilities py; = Pr{Z;+1 =
j | Z; =i}, it is important to note that py; > 0, if (and only if) the state vector
elements of j at positions 2 to L correspond to the ones of i at positions
1 to (L» — 1). Otherwise, p;; = 0. Under stationary conditions ¢t — oo,
Z = (Q3,...,Q54,0). Then, using Qf,; = Oy — Opy1 + Qf—(LA—ly which fol-

+
lows from (BEITH), BI1d), and EI0), and Oy = (Ot T @ pay dt)
yields

Pr{D=Q;(j)} ifO0(j)>0,Q;(j) =Q; (i) Vk=2,..,L*
P =4 Pr{D>Qi(j)} ifO0({) =0,Q;() =Q; (i) Vk=2,...,L*
0 otherwise

(3.117)

As in the COP case, the stationary overshoot distribution can be obtained by
solving equations (BXJ).

2. One-dimensional Markov Chain approximation

Arts et al. (@) provide a one-dimensional Markov Chain approximation for
the overshoot with A + 1 states. Instead of studying O, they study A;, for
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which the following recurrence relation holds:
A1 = A= Oy =min {A Ay — Q7 s +di} . (3.118)

The Markov Chain for A; is defined by this relation, if the probability mass
function of D and {Qf LA | At} are known. Then, the transition probabil-
ities p;; = Pr{A;+1 = j | Ay = i} _can be obtained by distinguishing between
the cases j < A and j = A (see |Arts et a1 (IZD.O.d)) For j < A it follows that

pij:PT{At+1:j|At:i}

J
=> Pr{Qi_s=i+k—j|A =i} Pr{D=k} .  (3.119)
k=0

In case j = A:

piA:PT{At+1:A|At:i}

=> Pr{Q,_pa=k|A =i} Pr{D>A+k—i} . (3.120)

k=0

The transition probabilities form the transition matrix P = (p;;)

Poo - DPoa
P = : : . (3.121)

Pao - PAaA

The stationary distribution results as described above (see [BR2)). The diffi-
culty is that the demand probability mass function is known, but the distri-

bution of {Qf A | At} is not. The latter one can be approximated based

on the following limiting results (see Proposition 4.5 in lArts et a1 (I2.0.D.Ci))

a) As A — oo,
Pr{Q;,, =z} — Pr{D; = z}.
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b) As A — oo,

PriQ;, s =al A=y} = PriDiy s = | X pa Di=y}.
c) For A =1,

Pr {Qf-i-l—LA =z | A=y} — Pr{Diy s =2z ZZ:t-‘rl—LA D;=y}.

The first two results are obvious, because A = oo corresponds to slow single
sourcing. In this case it holds that Qf,; = d;. Since the second and third
results show that for very large and very small A Pr {Qf s =T A= y}
is given by Pr {Dt+1_LA =z | ZE:H—I—LA D; = y}, this expression is used to

approximate Pr {Q =z | A= y} in general:

S
t+1—-LA

PT{Qf+1_LA:x|At:y}%Pr Dipiopa=zx Z D; =

i=t+1—-LA

_ Pr{D =z} Pr{D(L* —-1)=y—z}
Pr{D(L*) = y} '

(3.122)

With the help of this approximation the stationary distribution of A can be
computed, Pr{A = z}, and the stationary overshoot distribution results as
Pr{O =z} = Pr{A = A —z} due to relation (BI1I). Note that this ap-
proximation is exact for L® = 1, where the DIP reduces to the SIP, which is

the optimal policy.

3. Simulation

As in the COP case, the overshoot distribution can also be computed via
simulation (cf. Weeraraghavan and Scheller-Wolf (IZO_O_d)) It has to be ensured

that a sufficiently large number of periods is simulated in order to obtain a

resulting distribution close to the exact one.

Given the stationary overshoot distribution, the net demand distribution results

from ([BZ4).
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Policy optimization

Since the overshoot only depends on A (but not on BY), the optimal policy param-
eters are found by a one-dimensional search over A as in the SIP case. Again, the
smallest stepsize of A is given by the difference of two adjacent demand realizations

in case of a discrete demand distribution. The procedure is as follows:

1. For each A, the stationary overshoot distribution is determined.
2. BY"(A) then follows from [ZZ0) and BS = B/ (A) + A.

3. The globally optimal parameters result as

(A*, B") = argmin TRC(A, B (A)) (3.123)
(A,BF*(4))

where the cost components of TRC' are computed via @Z3), BZ3), and E [Q7]
via E[Q°] from (ZIID) and relation {Z3).

In contrast to the COP, where ) is bounded from below by 0 and from above by
i, only a (finite) lower bound, 0, exists for A in the DIP. The upper bound is
A = oo (= slow single sourcing). Although no proof for TRC' being unimodal in

A is available yet, no counterexample has been observed. either (see Veeraraghavan

and Scheller-Wolf )). Consequently, assuming that TRC' is unimodal in A, a
simple numerical search procedure like a golden section search could be performed
to find the optimal value of A as already outlined for the SIP.

Analogy of the DIP and an order-up-to policy in a lost-sales inventory

model

As previously mentioned, h.b.m.pun_&t_al.l (IQDJJJ) show that the dual-sourcing problem

is a generalization of the lost-sales problem. The orders placed with the fast supplier

can be interpreted as ‘lost sales’ for the slow supplier. Due to this analogy, the DIP
can be connected to a lost-sales model with an order-up-to policy in the way shown in
Table Bl Let B denote the order-up-to level in the lost-sales case. The overshoot

process corresponds to the evolution of the on-hand stock at the end of a period.
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DIP model Lost-sales model

A BLS (order-up-to level)

O (overshoot) on-hand stock at the end of a period

E Q7] expected average demand satisfied per period
Ei@f } expected average demand lost per period

L~ — lead time

Table 3.1: Relationship between DIP model and lost-sales model

That means, any results derived for the lost-sales problem can be transferred to the

dual-sourcing problem. This relation is exploited in the next section, for instance.

Special case: Geometric demand

For the special case of geometric period demand, lTohansen and Thors‘rensorl (I2_0_Qd)

present a closed-form expression for the distribution of the on-hand stock at the end

of a period in a lost-sales model with an order-up-to policy. Since the on-hand stock
process corresponds to the overshoot process in the DIP model (see Table Bl), a

direct computation of the overshoot distribution is possible for geometric demand.

Recall from Section EETT] that if the one period demand has a geometric distribution
with parameter p, the L-period demand has a negative binomial distribution with
parameters L and p and is defined as follows:

. L—1
geom(m) — fnbm(x> _ (JI —; C )pL(l _p)w Tr = O7 ]_,2, ) (3124)

which for L = 1 returns the geometric distribution. The L-period cumulative dis-

tribution function results accordingly. Define

1
CLS = W@A) . (3125)

LA-1

The stationary probabilities of the overshoot are computed as

1— ESFI™ (A —1) i=0
0; = 1 ( ) . (3.126)

S I (A —4) 1<i<A
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The long-run average is given as
= bs Z FI™ (i : (3.127)

The expected slow order quantity can be computed as

Q°] LS( FIm (i —1) — ZFQ’” ) (3.128)

or via (BTI) using (BXZ]). Then, the expected fast order quantity, E [Q/], results
via (B2).

Extensions

As with the other two policies, the extensions cover the analysis of the service-level

model formulations followed by capacity constraints and further aspects.

Service-level model. If an a-service level constraint is used, the optimal B for
a given A results from (B0 (using the net demand distribution computed for this

A) due to the equivalence of o = which can be shown following the same line of

b+h’
argument as in the SIP. Consequently, the same optimization procedure as described

for the backorder cost problem can be applied.

Under a vy-service level constraint, the optimization problem can be formulated

similarly to the SIP and COP case as (see Asts et all (I2.0.O.Ci))

min TRC)p(A,BY)=c-E[Q'] +h-E {(Bf — D(A))T (3.129)
st. E {(D(A) . Bf) T < BOY, o0t (3.130)
A B eN . (3.131)

Since the expected fast order quantity is fixed for a given A, c¢-E [Qf ] becomes a
fixed constant for a given A. Moreover, the properties of Lemma B33 also hold
for the DIP under a v-service level constraint. The same argumentation as in the
COP case can be pursued. That means, the smallest integer B/ that satisfies (EI30)
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is the optimal solution to the optimization problem and it can be found by a simple

numerical method like a bisection procedure.

The optimization problem for the 3-service level is given as:

min TRCY, (A, Bf) = ¢-E[Q'] + h-E [(Bf - D(A))T (3.132)

~ + ~ +
st. E {(D(A) - Bf> } _E {(D(A)beg . Bf) } < BOL,,. (3.133)
A, B €N (3.134)
with BOp,0 = (1 — B879%) i for §979¢t € (0,1), where the random variable

D(A)9 is defined as

Pr {D(A)beg — g;} = iPr {D(L))=z+i} -Pr{O(A) =i} . (3.135)

It can be shown that the properties of Lemma B333 adjusted to the DIP case still
hold. Consequently, the optimal B/ is the smallest value that satisfies (B133).

Further aspects. Weeraraghavan and Scheller-Wolf (IZO_Od) extend the DIP to in-
corporate capacity constraints on the orders placed with the fast and slow supplier.
They show that, also under these circumstances, the overshoot process is indepen-
dent of B/ and only dependent on A. Furthermore, since they use simulation to
determine the stationary overshoot distribution, their method can also be applied to
settings with non-stationary demand, random stoppages, random yield, and certain

types of lead-time variability.

Arts et al. (IZD_O.d) also address the aspect of lead-time variability in the DIP. They
allow for a stochastic integer lead time of the slow supplier. Provided that the lower
bound of the support of this random variable is at least L/ + 1, it is shown that the
separability result of the deterministic lead-time case still holds, i.e. the overshoot
and order processes only depend on A and not on the concrete values of Bf and B*.
Furthermore, approximations of the transition probabilities for the one-dimensional

Markov Chain approach (see above) based on limiting results are derived.
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3.3.3.4 Order-splitting policy

Policy description

In the literature, order-splitting policies (OSPs) are usually studied in deterministic
demand, stochastic lead-time settings as an effective means to pool lead-time risk.
A recent overview is presented in [Chomas and Tywortﬂ (I2_0Qd) In contrast to the

previously described policies, which could also be used to this end, an OSP has

a simpler policy structure and therefore lends itself to a more thorough analytical
investigation. It only considers the total order quantity in a period. This quantity
corresponds to the demand of the previous period, because (in this thesis) it is
assumed that an order-up-to policy is in place, which uses the slow inventory position
as order trigger. The decision, which remains, is how to allocate the total order
quantity across the two suppliers. The proportion that is sourced from each supplier
is called the allocation or sourcing fraction. (In the remainder of the thesis only the

latter term will be used.)

Since most contributions consider deterministic demand models, the (optimal) sourc-
ing fraction is determined ex ante according to the demand and cost parameter
settings. No periodical adjustment of the fraction takes place. In situations with
stochastic demand and deterministic lead times, such a ‘fixed’ OSP is rather un-
usual, because it is presumably ineffective due its inflexibility to adjust the sourcing
fraction. Intuitively, this can be explained as follows. Imagine several successive
periods with low demand. The OSP would place orders with the fast and more
expensive supplier, even though no stockout is imminent. In such situations, the
previously mentioned policies (SIP, COP, DIP) would not order anything from the

fast supplier and thus incur a lower cost.

The reason why such a fixed OSP is presented here, anyway, is its analytical
tractability. This aspect is less important in the single-echelon context studied
in this chapter, but becomes highly relevant in the multi-echelon setting analyzed
in Chapter 3. Moreover, an analysis of the OSP with deterministic lead times, as

presented in this section, is not available in the literature.
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Policy evaluation

Let 0™ where m € {f, s} denote the sourcing fraction with the fast and slow supplier.

The following logical constraints need to hold:

dm >0 m e {f, s} (3.136)
s rot=1 . (3.137)

In each period, the order quantities with both suppliers are given as

Ql =6/ d 1 =(1-6)-d, (3.138)
Q=6di_y | (3.139)

i.e. they only depend on the sourcing fractions. On average, the expected order

quantities are

E[Q] =6 pn=01-6)p (3.140)
E[Q* =6 pu . (3.141)

Next, an expression for the net stock is derived. W.l.o.g. it is assumed that
NSy =

NS, = B — Zdt Z+ZQt Z+ZQ

i=Ls i=LFf
Zdtﬁrés Z di_i + 07 Z di_;
i=L5+1 i=Lf+1
- Z dyi + 67 - Z di—i
i=0 i=Lf+1
Lt L®
= dii =6 Y de (3.142)
i=0 i=Lf+1

Define

D(6°) = D(LY + 1) +6°D(L?) . (3.143)
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Then, under stationary conditions ¢ — oo the net stock results as

NS = B* — D(5%) (3.144)

with
E[D(6*)] = (LF + 1) + 6°L*) (3.145)
VAR [D(6%)] = (LY + 1) + [*]PL?) o . (3.146)

(BIZA) shows that for a given §°, the net stock only depends on B*. Consequently,
given the stationary distribution of D(6%) the optimal B* follows from ([B3H) with
D(A) replaced by D(8%). The expected on-hand stock and backorders for B (5*)

are computed according to ([ZZ8) and () as

E [OH(B* (6%))] = BX; (B* —x) - Pr{D(5°) = =} (3.147)
E [BO(B* (6%))] = Bf: 1 (x—B*)-Pr{D(*) =z} . (3.148)
Policy optimization
According to (B3,
TRCOSP(5S= B*(8%)) =
hz x) PriD(*) =a} +b Z (z = B)Pr{D(6*) = a} +c(1—06%)

x=Bs"+1
(3.149)

Lemma 3.3.3.6 If the critical ratio assumes a value such that a positive safety
stock is required, i.e. B*"(6°) > E [D(6°)], and the demand distribution is strongly

unimodal, the TRCosp function is unimodal in 6°.
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Proof:
See Appendix 0

I[f TRCpsp is unimodal in 6°, the optimal 6° can be found by a simple one-dimensional
search procedure like a golden section search over the feasible region 0 < ¢* < 1.
Unfortunately, this could only be shown so far for critical ratios that require a
positive safety stock, i.e. B* (6°) > E [D((SS)], and strongly unimodal demand dis-
tributions, i.e. a distribution that is still unimodal after convolution, which applies
to all distributions analyzed in this thesis (Lemma BZ330).

If these prerequisites are not met, discretization needs to be applied to 0°. Then,
the optimal inventory control parameters can be found by a full-enumerative one-
dimensional search over ¢° over the feasible region 0 < §* < 1. The procedure is as

follows:

1. For each &%, compute the respective BS from (@Z3A) with D(A) replaced by
D(6%).

2. The globally optimal parameters are determined as

(6°,B%) = argmin TRCosp(6°, B* (6)) . (3.150)
(6%,B5*(5%))

Special case: Normally-distributed demand

If period demand is normally distributed, the demand random variable D can be

standardized (see Section EZTTl), which yields

z —E[D(8%)] = (L +1)+0° L)
VAR [D(6+)] oV (LI + D)+ []PLA

kP = (3.151)

Applying standardization to B* gives
B — (LY + 1)+ &°L”)

o/ (LT + 1) + [6°]2LA
= B*= (LY + )+ "L p+ k- on/(L] + 1) + [65]2LA . (3.152)
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Similar to the other policies, the optimal order-up-to level for a given §° can be
determined according to (EZ3) with D(A) replaced by D(6%). Due to the continuous
nature of the demand, equality must hold in (B38]). Using k and the standard normal
probability density and cumulative distribution function, ¢(x) and ®(z), instead of
B* and D(6°), the optimal k results as

b b

s _ b

Applying standardization to the expected backorder integral yields

E[BO] = o\/(LT + 1) + [0*2LA /k T = Bo(x) de (3.154)

= o/ (L +1) + [0°]2LA (p(k) — k(1 — B(2))) . (3.155)

Similarly, the expected on-hand stock integral becomes

E[OH] = o/(L + 1) + 2L~ / ' (k — 2)¢(x) dx (3.156)

—00

= o/ (LT + 1) + [05]2LA (k®(k) + o(k)) . (3.157)

Consequently, the TRC function can be rewritten as follows

TRCEZ™ = h-ov/(LF + 1) + [0°]2LA (k®(k) + ¢(k))
+b- o/ (LT 4+ 1) 4 [65]2LA (¢(k) — k(1 — ®(x)))
+e- (1= . (3.158)

The optimal 0° can be found by solving the following optimization problem:

min TRCUI™ (6°) (3.159)
st 0<6°<1 (3.160)

and exploiting the following lemma:

Lemma 3.3.3.7 The cost function TRC3ZE is convex in 6°.
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Proof:
See Appendix B d

Convexity of the objective function (Lemma BZ3) implies that the first-order

conditions are sufficient for optimality. For ease of presentation of (BI5), define

ror = h- o (k&(k) + ¢(k)) (3.161)
rpo = b- o (6(k) — k(1 — ®())) (3.162)

which are both non-negative for all feasible values of k. Then, the Lagrange function

18

L:= L(0°,wy,wy) = TOH\/(Lf + 1) + [0%]2LA + TBO\/(Lf + 1)+ [0°]2LA
+c- (1 —=08%)p+wid® +wa(l —06°) (3.163)

with the Lagrangian multipliers w; and wy associated with ([BIG0). The Karush-

Kuhn-Tucker conditions (KKT) for an optimal solution can be stated as

oL
055 =ToH

Fw—wy =0 (3.164)

(L7 + 1) + [5*2L2) 2 6°L2 + rpo ((LF +1) + [FPLA) 2 8°LA — ¢

where w; and wy must satisfy the complementary slackness conditions

w; >0 and w;-6°=0 (3.165)
wy >0 and wy-(1—-0%)=0 . (3.166)

From BIG64), BI6H), and BI6) it follows that the cases (i) wj > 0 and wj = 0,

(ii) wi = 0 and wj > 0, and (iii) w} = wj = 0 lead to feasible solutions. For all three
cases, the KKT are satisfied, which indicates that an optimal solution can either be
an inner solution (case (iii)) or one of the extreme solutions (case (i), i.e. §° =0, or
case (ii), i.e. 0°* = 1). By solving ([BIG) for 6* the optimal values for the different
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cases are found as

0 LA(T0H+T30)2 S (c-,u)2
LA (rog+rB0) 2
s ) (L2Contrs0) (e u)? < LA (ron + rpo)?

cp

s )
LI+l otherwise
(LA(TOHJFTBO)) _Aa
\

(3.167)

(see Appendix [B1).

Extensions

The aspects covered in this subsection extend to the service-level optimization mod-
els under the OSP. At the end, a brief remark on similar policies to the OSP is

made, too.

Service-level model. Due to the backorder cost-service level relation o = 1)+th
which is known from the single-sourcing order-up-to level model, the optimal B* for
a given &° follows from (BZH) with D(6%) (instead of D(A)) in the a-service level
case, because the net stock computation in the OSP model can be transformed to
resemble the one in the single-sourcing order-up-to level model. Then, the same
arguments as in the SIP case can be applied. Hence, the optimization can be done

as in the backorder cost model.

The v-service level optimization model is

TROYsp(3". B) = e+ (1= 6 +h-E [(B' = D) (3.168)

st. E [(D((SS) - BS)+] < BOY,1 et (3.169)
0<0°<1 (3.170)

B*eN (3.171)

For a given §° the expected fast order quantity (first term in the objective function)
is fixed. Since the properties of Lemma also hold for the OSP (based on the
same arguments), the smallest integer B® that satisfies (BEI6d) is the optimal one.

Thus, the optimization only needs to be done over §°.
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In the B-service level problem, the random variable D(5°)*9 needs to be computed,

which is
D(6°)* = D(LY) + 6*D(L”) . (3.172)

Given this random variable, the optimization problem is similar to the ~-service

level one with the same properties.

TRCZ (6%, B%) =c-(1— )+ h-E [(BS - D((SS))T (3.173)

st E [(D(és) . Bs)j K [(D(as)beg . BS)+] < BOZ, .. (3.174)
0<§ <1 (3.175)

B*eN (3.176)

where BOirget = (1 — p'9¢t) . Therefore, the optimal B* is the smallest value

that satisfies (BIZ4).

Further aspects. Recently, policies that adjust the sourcing fractions periodically

according to the outstanding orders have been studied. The interested reader is

being referred to h.b.m.pu.u_ﬁt_a.l.l (I2.0l.d)

3.3.4 Summary and implications

In this section, several inventory control policies for a single-echelon periodic-review
inventory model with dual sourcing have been studied. It has been shown how
to derive the optimal policy. While for the case of consecutive lead times, i.e. a
lead-time difference of one period between the two suppliers, the optimal policy is
known to be the single-index policy, in the case of offsetting lead times it needs to
be derived by using a Markov Decision Process formulation. Due to the increased
complexity and computational intractability of the optimal policy in larger settings,
several simpler non-optimal policies have been discussed, i.e. the single-index (SIP),
constant-order (COP), dual-index (DIP), and order-splitting policy (OSP). For these
policies, relevant results from the literature have been reiterated using a unified

notational framework and complemented at certain points by new aspects.
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For each policy, the backorder-cost model has been addressed in detail and a proce-
dure for the optimal policy parameter determination has been presented. Service-
level models have also been dealt with in the ‘Extension’ subsection of each policy
section. In case of the COP and DIP, the derivation of the stationary overshoot
distribution has been identified as the biggest challenge in the optimization process.
Exact and approximate methods for the computation of this distribution have been
discussed. A simplification results for the special case of geometric demand, where
a recursive procedure for the derivation of the overshoot distribution can be applied
in the COP case and a closed-form expression is available in case of the DIP. The
parameter optimization is also simplified in the setting with consecutive lead times,
where one of the parameters of the SIP can be calculated directly via a critical
fractile (in)equality and an analytical expression for the other parameter can be
derived, from which the optimal value can be computed numerically. Moreover, in
case of normally distributed period demand, a closed-form expression for the opti-
mal sourcing fraction of the OSP has been derived. The other policy parameter can

be computed as the solution to an (in)equality.

3.4 Comparison of the constant-order and

dual-index policy

3.4.1 Introduction

In the previous section, several dual-sourcing policies have been described and proce-
dures for the optimal inventory control parameter computation presented. In order
to be able to choose the right policy for a specific setting, knowledge about their
cost performance and about the drivers of a potential performance gap is required.

Such an analysis is conducted in this section.

A comparison of the cost performance of the SIP and the DIP has already been
done by hcheﬂer—Wa]f et all (IZO_OJ') They find that the best DIP is superior to
the SIP in most of the investigated instances (even though often not by far). The

maximum difference is about 3%. Furthermore, Weeraraghavan and Scheller-Wolf

) show that the DIP mimics the behavior of the optimal policy very closely in
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settings where the optimal policy can still be computed via the MDP described in
Section Based on these findings the DIP can be regarded as a quite effective

dual-sourcing policy.

Moreover, as already explained in the respective policy section, the OSP with fixed
sourcing fractions is not a reasonable dual-sourcing policy for the single-echelon
setting. Consequently, this policy is excluded from the upcoming analysis. Hence,
the only two policies, whose performance has not yet been compared, are the COP
and the DIP (excluding the SIP due to its slightly inferior performance to the DIP.)
This comﬁarison is the main focus of this section, which is based on Klosterhalfen

).

Section develops certain presumptions about the cost performance of the two

et al.

policies based on theoretical considerations. In Section BZ3 a numerical study is

conducted to gain further insights. Section B2 summarizes the main findings.

3.4.2 Theoretical considerations

The COP and DIP result in very different order processes. Due to the employment
of two order-up-to levels the DIP can vary both order quantities. In periods with
high demand, large replenishment orders can be placed. In case of low demand, a
small order can be made. The COP, on the other hand, does not have such flexibility
options. The minimum quantity that is delivered each period corresponds to the
fixed order quantity from the slow supplier. Only an increase of the total order
quantity through a fast order is possible. Thus, at first glance one would conjecture
that this lack of flexibility puts the COP at a major disadvantage, i.e. causing higher
cost and rendering the COP less favorable compared to the DIP.

However, a more detailed analysis based on the extreme strategies that both policies
can prescribe, i.e. slow and fast single sourcing, produces slightly different insights
into the policy costs and their relative performance. Since the DIP can mimic
both single-sourcing order-up-to policies, the optimal DIP is at least as good as the
best single-sourcing strategy. Whether slow or fast single sourcing is advantageous
depends on the trade-off between the expediting premium, which has to be paid

when sourcing from the faster supplier, and the higher inventory holding costs in
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case of slow single sourcing due to the longer lead time and therefore larger safety
stocks. Thus, as the lead-time difference increases, slow single sourcing becomes
less attractive and, at some point, is dominated by fast single sourcing. Figure Bl
illustrates this relationship. Fast single sourcing is represented by a horizontal line,
because its cost does not vary in the slow lead time. On the contrary, the slow
single-sourcing cost increases, as the slow lead time increases. Even though it starts
off at a lower cost, once the slow lead time exceeds a certain length, its cost lies

above the fast single-sourcing cost.
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Figure 3.1: Relationship between single- and dual-sourcing policy costs for L/ =1

The same reasoning also induces the DIP to source more items from the fast supplier,
as the slow lead time increases, and therefore it approaches the fast single-sourcing
cost. However, since the DIP can mimic both single-sourcing order-up-to policies,
it is never worse than any of two. On the other hand, the COP cost (similar to the
fast single-sourcing cost) is independent of the slow lead time, because it does not
influence the choice of the control parameters. Consequently, its cost is also given by
a horizontal line in Figure Bl Since the maximum possible COP cost corresponds
to the fast single-sourcing cost, there must be some intersection (or at least cost

equality) of the two dual-sourcing policies.

Due to the complexity of both dual-sourcing policies, an analytical derivation of
an intersection is omitted. Instead, a numerical study is conducted to gain further

insights.



3.4 Comparison of the constant-order and dual-index policy 100

3.4.3 Numerical study
3.4.3.1 Numerical design

Three different demand distributions are considered: two frequently used discrete
ones, i.e. (1) the Poisson distribution to model small coefficients of variation (C'V's)
and (2) the negative binomial (nbin) distribution for larger C'V's. Thirdly, a dis-
cretized Gamma distribution is used, which can reflect both small and large C'V's
(see Section EZTTI for details). Since only the expediting premium, ¢, is relevant
for TRC, ¢® = 100 is fixed and only ¢/ € {102,105, 110} varies. This represents a
relative premium, <, of 2%, 5%, and 10%. The holding cost per unit and period
is h € {0.1,0.5,1.0}, which corresponds to a yearly rate for interest and storage
on ¢* of 5%, 256%, and 50% under weekly ordering. For each h the corresponding
backorder cost per unit and period is determined according to a b%h—ratio of 95%
and 99%. As lead-time difference the smallest one, for which the optimal policy is
unknown, i.e. L® = 2, is considered as well as larger differences of 5 and 10. All

parameters are summarized in Table B2

Type Parameter Value
Demand Poisson Mean, pu 10 100
cv 0.32 0.1
negative Mean, p 10 100
binomial cv 0.49,1.05 0.51,1.0
discretized Mean, u 10, 100
Gamma cv 0.5,1.0, 1.5
Lead times Lf 1,3
A 2,5, 10
Costs ¢/ (given ¢* = 100) 102, 105, 110
h 0.1, 0.5, 1.0

Table 3.2: COP-DIP comparison — Parameter values

In total, 1224 instances are analyzed. (By simply permuting all factors and lev-
els 1296 instances result. 72 instances, for which ¢ > b- L?, are excluded. For
these instances it is cheaper to wait and incur backorder costs than to use the fast

supplier.) Note that the numerical design considered by Veeraraghavan and Scheller-

Wolf (200) in their DIP analysis is not applied, because for many real-world settings
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their holding cost parameter seems to be fairly high.

3.4.3.2 Computational aspects

The complexity of the Markov Chain for the exact computation of the stationary
overshoot distribution in the DIP increases considerably with an increase in L~
and p, because the state space grows significantly (see Section B33 ‘Policy eval-
uation’). That is why only instances with small values for these parameters can
be efficiently solved with this approach. The theoretical analysis in Section
reveals, however, that especially instances with a large lead-time difference are of
interest, because in such settings the COP might outperform the DIP. Therefore,
not the Markov Chain approach, but the simulation-based optimization procedure
proposed by I\/@emmghavan and S(‘heﬂer—W()ll (IZO_Od) is employed, which does not
suffer from this dimensionality problem. The DIP parameter optimization procedure
remains the same as described in Section (‘Policy optimization’). The only

difference is that the stationary overshoot distribution is computed via simulation

instead of using the Markov Chain. In order to ensure a fair comparison, the same
is done in the COP optimization (see Section ‘Policy optimization’). In the
simulation models of both policies common random numbers are used. The optimal
single-sourcing order-up-to levels are also determined based on the random number
sequences used in the simulation instead of the theoretical distribution. For each

instance, 10 simulation runs with 100,000 periods each are conducted.

The simulation-optimization results are validated by comparing them to the results
of the Markov Chain for instances with L® = 2 and p = 10, for which the Markov
Chain results can still be obtained in a reasonable amount of time. For compu-
tational reasons in the COP, a maximum overshoot state is determined such that
the probability for larger states is negligible. The appropriate choice is checked by
simulation (see, e.g., EEE ), p- 119). Similarly, all considered demand distri-
butions are restricted to a maximum value D, which in itself unifies the remaining
probability mass of 0.001%. Given D, the upper bound on A in the DIP can be set
to (L* 4+ 1) - D instead of co. The results reveal that the cost difference is within
about 1% for all instances, although the optimal parameter combination sometimes

slightly differs. This is due to the flat shape of the cost curve around the opti-
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mum. Since all policies are optimized with respect to common random numbers,

the relative policy performance is not affected, however.

In order to check the significance of the cost difference between the policies an
ANOVA is conducted with a level of significance of 95%. The required normal dis-
tribution assumption of the 10 cost results is confirmed by the Kolmogorov-Smirnov
test (significance level: 99%). All numbers in the upcoming tables refer to instances
with a significant cost difference. The significance test of the cost difference is not
performed for the comparison between the DIP and single sourcing, because the DIP
will in fact prescribe single sourcing in some instances. Here, simply the average

across the 10 simulation runs is reported.

3.4.3.3 Results

The analysis reveals that the tendency of the results for instances with p = 10
and p = 100 basically coincides. That is why for ease of presentation, the results
analysis and interpretation in this section is based on instances with ¢ = 100 only.
The tables with the results for instances with py = 10 are presented in Appendix
[AT1l First, the advantage of dual sourcing over single sourcing is analyzed. The

following observations can be made.

Observation 1 If inventory holding is inexpensive, the COP performs worse than

the best single-sourcing order-up-to policy.

For h = 0.1, the COP performs worse than the best single-sourcing order-up-to
policy in all instances with L® = 2 or 5 and in almost all instances with L» = 10
(see Table B3l). By using a single supplier up to 69% of the cost could be saved.
For higher holding cost values (h = 0.5 or 1.0), the COP performance improves. For

h =1.0 and L® = 10, the COP outperforms single sourcing in all instances.

In instances with a low h, slow single sourcing is the superior single-sourcing strategy
(unless L? is very large). Generally speaking, the COP’s advantage over slow single
sourcing lies in a lower on-hand stock, which is obtained by relying on the fast
supplier. However, if h is low, little can be gained from an on-hand stock reduction.

Furthermore, this advantage only materializes for large lead-time differences, where
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single sourcing requires a large safety/on-hand stock. In instances with a small L2,
the COP additionally suffers from the fact that the total order quantity can only be
increased above @), but not lowered. In order to allow for some variation of the total
order quantity, which is reasonable in the case of stochastic demand, at least 1 unit,
on average, needs to be ordered from the fast supplier. For this unit the expediting

premium has to be paid. Since this premium is large compared to h, the COP is

inferior.
TRCBSE >TRCprp TRC,L;S > TRC(“OP TRCBS < TRCCOP
TRCps—TRC TRCps—TRCe TRCcop-TRCps /
No. B DE No. e No. s n/st

h=0.1 Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max  Inst.
LA =2

(1,3) 24 1.40% 0.00% 6.01% 0 - - - 24 44.12% 20.87% 69.07% 0

(3,5) 24 0.44% 0.00% 2.47% 0 24 41.37% 21.00% 65.16% 0
LA =5

(1,6) 30 4.87% 0.00% 15.53% 0 30 32.75%  3.86% 59.86% 0

(3,8) 30 2.30% 0.00% 8.53% 0 - - - 30 33.01% 8.47% 57.58% 0
LA =10

(1,11) 36 10.46% 0.00% 29.30% 8 884% 1.18% 17.47% 28 29.07% 1.71% 56.60% 0

(3,13) 36 6.32% 0.00% 18.36% 3 5.65% 4.11% 8.16% 30 28.96% 4.37% 55.70% 3
h=0.5 1Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max  Inst.
LA =

(1,3) 36 5.06% 0.01% 12.66% 4 2.92% 1.49%  5.42% 32 2229% 1.73% 49.80%

(3,5) 36 2.06% 0.00% 6.45% 0 - - - 35 2037%  2.21% 45.65% 1
LA =5

(1,6) 36 16.05% 1.83% 29.52% 18 16.34% 2.95% 26.90% 18 13.64% 0.75% 34.15% 0

(3,8) 36 8.96% 0.58% 17.50% 13 10.57% 3.52% 14.90% 21 14.50%  2.31% 33.81% 2
LA =10

(1,11) 36 30.92% 9.52% 54.57% 32 28.77% 1.18% 58.10% 4 6.02% 1.711% 14.12% 0

(3,13) 36 20.64% 5.51% 35.87T% 27 20.92% 4.11% 37.80% 6 874% 43™% 17.76% 3
h=1.0 Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max  Inst.
LA =2

(1,3) 36 8.28% 0.59% 16.24% 12 7.61% 251% 11.63% 23 14.56%  0.59% 34.06% 1

(3,5) 36 3.76% 0.06% 8.54% 8 3.35% 1.62% 5.83% 28 1311% 1.02% 31.08% 0
LA =5

(1,6) 36 21.08% 6.74% 37.40% 30 18.45% 2.95% 38.06% 6  5.55% 0.75% 13.49% 0

(3,8) 36 12.71% 3.01% 22.34% 24 12.39% 3.45% 22.44% 10 6.82% 1.39% 16.07% 2
LA =10

(1,11) 36 36.18% 6.87% 70.12% 36 36.44% 8.20% 77.74% 0 0

(3,13) 36 25.09% 5.90% 44.48% 36 24.27% 4.30% 49.50% 0 - - - 0

*BS = Best single-sourcing policy
bn/s = not significant

Table 3.3: Single- vs. dual-sourcing cost for u = 100
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Observation 2 If the lead-time difference is small, single sourcing is a reasonable

strateqy.

In instances with L® = 2, where the COP delivers poor results, the overall benefit
that can be gained from dual sourcing using the DIP is not very large, either. It
ranges between 0.4-8% on average and 16% at most (see Table B3). Contrasting
these expected gains of the DIP with the additional policy complexity, single sourcing
is found to be a reasonable strategy in these cases. Far greater benefits from dual

sourcing of up to 78% can be realized in instances with a larger L of 5 or 10.

Due to Observations [ and B, instances with h = 0.1 and L® = 2 are excluded from
the further analysis. A more detailed COP-DIP comparison is conducted for those
instances, where dual sourcing is most valuable. All effects are mentioned first and

the explanation presented thereafter. The comparison reveals the following issues.

Observation 3 With an increase in the lead-time difference the performance gap
between the COP and DIP closes.

From Tables B4 and it can be observed that as L® increases from 5 to 10,
the COP cost inferiority decreases, on average, from 16% to 5% for Poisson, 12%
to 3% for negative binomial, and 11.5% to 3.5% for Gamma demand. The maxi-
mum difference also diminishes from 55% to 28%, 39% to 18%, and 39% to 19%,

respectively.

Observation 4 With an increase in the holding cost the performance gap between
the COP and DIP closes.

As h increases from 0.5 to 1.0, the average cost inferiority decreases to about 0.5% for
LA = 10. This means that both policies perform almost equally well. For L® = 5,
the COP still results in about 8-9% higher costs.

Observation 5 With an increase in the expediting premium the performance gap
between the COP and DIP increases.
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While for L® = 5 and ¢/ = 102, the average cost difference is only about 2%, this
increases to 9-14% for ¢/ = 105 and 20-33% for ¢/ = 110 (for the different demand
types). However, similar to the worse COP performance, the average DIP benefit
over single sourcing diminishes from about 20% to 5-10%. Maximum cost savings
decrease from about 35% to 13-22%. For L» = 10 and ¢/ = 102 even an average
cost superiority of the COP over the DIP of about 2-3% can be observed. With
a ¢/-increase to 105 and 110, this turns into a cost inferiority of about 2-3% and
9-15%, respectively. Maximum values increase from about -1% to 18-29%. The

striking observation that can be made here is the following:
Observation 6 The COP can outperform the DIP.

Already for L® = 5, instances can be found, where the COP outperforms the DIP.
This is indicated by a negative number in the next-to-last ‘Min’-column. The cost
savings only range between 0.3-1%, however. For L® = 10, larger cost savings of 1.5-
5% can be realized by using the COP instead of the DIP. For instances with ¢/ = 102
this becomes most obvious. Here, the COP delivers better results irrespective of the
other parameter values. Surely, the cost savings are not very large, but the major
finding is that the COP can outperform the DIP at all.

Observation 7 With an increase in the b%h-mtz'o, the performance gap between the
COP and DIP closes.

As b%h increases from 0.95 to 0.99 the cost difference decreases on average by about
4% to 14% (Poisson) and 10% (others) for L2 = 5 and by about 3% to 4% (Poisson)
and 3% (others) for L® = 10 . Moreover, the dual-sourcing advantage over single
sourcing becomes larger. The higher backorder cost forces the single sourcing policy

to hold more stock, whereas the dual-sourcing policies can rely on the fast supplier.
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Best single (BS) vs. DIP Best single (BS) vs. COP COP vs. DIP
s—TRC ¢ —TRCc TRCcop—TRC
Poisson Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(LT, L°)
(1,6) 12 15.80% 1.83% 35.05% 12 2.08% -34.15% 36.42% 12 16.60% -1.01% 54.64%
(3,8) 12 8.40% 0.58% 20.20% 12 -4.59% -33.81% 20.53% 12 16.03% -0.28% 51.96%
h
0.5 12 8.80% 0.58% 24.22% 12 -959% -34.15% 20.04% 12 23.64%  3.48% 54.64%
1.0 12 1541% 3.01% 35.05% 12 7.08% -16.07% 36.42% 12 899% -1.01% 23.39%
b
bth
0.95 12 9.82% 0.58% 29.64% 12 -5.04% -34.15% 30.41% 12 18.93% -0.59% 54.64%
0.99 12 14.38%  2.93% 35.05% 12 2.53% -25.46% 36.42% 12 13.70% -1.01% 41.22%
of
102 8 20.82%  9.45% 35.05% 8 1858%  3.52% 36.42% 8 20" -1.01% 5.73%
105 8 10.42% 3.01% 21.05% 8  -2.32% -16.07% 14.24% 8 13.67% 5.96% 23.39%
110 8 5.06% 0.58% 12.55% 8 -20.03% -34.15% -4.18% 8 33.21% 16.19% 54.64%
nbin  Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(L7, 1)
(1,6) 24 19.16% 3.86% 37.17% 24 8.66% -25.03% 37.93% 22 12.22% -0.55% 38.53%
(3,8) 24 11.22%  1.61% 22.24% 22 1.53% -25.73% 22.09% 21 12.39%  0.54% 36.81%
(1%
0.51 24 15.05% 1.61% 37.17% 24 427% -25.73% 37.93% 22 13.09% -0.55% 38.53%
1.0 24 15.33%  2.93% 29.17% 22 6.32% -21.32% 26.02% 21 11.48%  0.54% 32.39%
h
0.5 24 12.75%  1.61% 29.17% 23 -1.18% -25.73% 26.02% 24 15.73%  2.45% 38.53%
1.0 24 17.63%  5.08% 37.17% 23 11.68% -10.63% 37.93% 19  7.98% -0.55% 18.01%
b
bth
0.95 24 1341% 1.61% 33.41% 24 2.06% -25.73% 33.85% 22 14.00% -0.32% 38.53%
0.99 24 16.96% 5.07% 37.17% 22 873% -17.04% 37.93% 21 10.52% -0.55% 28.69%
cf
102 16 21.97% 12.39% 37.17% 16 20.05%  7.60% 37.93% 11 233% -0.55%  4.45%
105 16 14.81%  5.08% 26.64% 15 5.54% -10.63% 21.91% 16 9.49%  3.65% 18.01%
110 16 8.79% 1.61% 19.01% 15 -10.83% -25.73%  7.40% 16 21.97% 10.14% 38.53%
Gamma Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(LY, L?)
(1,6) 36 19.09%  3.66% 37.40% 36 9.34% -25.34% 38.06% 32 11.45% -0.47% 38.85%
(3,8) 36 11.39%  1.56% 22.34% 34 246% -25.95% 22.44% 31 11.44% 0.53% 37.15%
cv
0.5 24 14.85% 1.56% 37.40% 24 426% -25.95% 38.06% 22 12.93% -0.47% 38.85%
1.0 24 1545%  2.98% 29.52% 22 6.75% -21.01% 26.90% 20 11.67%  2.06% 31.82%
1.5 24 15.44%  4.70% 29.03% 24 7.04% -17.03% 25.43% 21 9.68% 0.53% 27.40%
h
0.5 36 13.58% 1.56% 29.52% 35  0.68% -25.95% 26.90% 36 14.34%  2.06% 38.85%
1.0 36 16.91% 4.90% 37.40% 35 11.31% -10.70% 38.06% 27 7.59% -0.47% 17.91%
b
b+h
0.95 36 13.96% 1.56% 33.18% 36 3.34% -25.95% 33.61% 32 13.20% -0.32% 38.85%
0.99 36 16.52%  4.84% 37.40% 34 881% -17.00% 38.06% 31 9.64% -0.47% 28.70%
of
102 24 19.77%  7.23% 37.40% 24 18.04%  6.70% 38.06% 15 2.28% -0.47%  4.29%
105 24 16.01% 4.90% 27.22% 23 7.51% -10.70% 22.83% 24 855%  3.26% 17.91%
110 24 9.95% 1.56% 21.69% 23 -8.09% -25.95% 11.60% 24 20.07%  8.58% 38.85%

Table 3.4: Single- vs. dual-sourcing cost for L® = 5, h = 0.5 and 1.0, x = 100
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Best single (BS) vs. DIP Best single (BS) vs. COP COP vs. DIP
TRCps—TRC, TRCps—TRCC TRCcop—TRC,
No. ;;’CCDIP DIP No. JB"IS?CCOPF()P No. (]9;(][)15) DIP

Poisson  Inst.

Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max

(Lf7 Lg)
(1,11) 12 36.59%  9.52% 70.12% 12 33.06% -14.12% 77.74% 12 4.46% -4.96% 27.53%
(3,13) 12 23.15%  5.51% 44.48% 12 18.45% -17.76% 49.50% 12 543% -3.43% 28.29%
h
0.5 12 2351% 5.51% 51.67% 12 15.11% -17.76% 56.40% 12 93™% -3.03% 28.29%
1.0 12 36.23% 12.83% 70.12% 12 36.40% 4.30% 77.74% 12 051% -4.96% 8.18%
b
bth
0.95 12 2597%  5.51% 61.66% 12 21.01% -17.76% 70.09% 12 6.08% -4.96% 28.29%
0.99 12 33.77% 11.21% 70.12% 12 30.50% -7.54% 77.74% 12 381% -4.29% 20.42%
of
102 8 46.18% 26.93% 70.12% 8 51.09% 28.63% T77.74% 8 -3.15% -4.96% -1.32%
105 8 27.38% 12.83% 46.20% 8 24.38% 4.30% 48.84% 8 2.78% -1.77% 8.18%
110 8 16.05% 5.51% 30.88% 8 1.80% -17.76% 24.84% 8 15.21% 4.84% 28.29%

nbin Inst.

Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max

(L, L)
(1,11) 24 34.49% 12.95% 57.73% 24 31.84%  -3.91% 64.08% 24 2.68% -3.87% 17.55%
(3,13) 24 23.77%  1.79% 42.28% 23 21.22%  -8.82% 46.01% 20 4.13% -2.55% 18.22%
cv
0.51 24 31.44%  71.719% 57.73% 23 29.78%  -8.82% 64.08% 22 3.40% -3.8T% 18.22%
1.0 24 26.82% 10.25% 45.29% 24 23.64% -4.84%  47.36% 22 3.28% -2.50% 15.86%
h
0.5 24 26.83% 7.79% 54.57% 23 21.89% -8.82% 58.10% 24 5.73% -2.63% 18.22%
1.0 24 31.43% 12.33% 57.73% 24 31.21% 9.72% 64.08% 20 0.48% -3.87% 5.85%
b
b+h
0.95 24 27.60% 7.79% 57.73% 24 24.18%  -8.82% 64.08% 22 3.97% -3.87T% 18.22%
0.99 24 30.66% 12.33% 54.57% 23 29.22% 4.68% 58.10% 22 2.72% -3.04% 13.04%
Cf
102 16 34.46% 12.33% 57.73% 16 37.18% 13.83% 64.08% 16 -1.93% -3.87% -0.68%
105 16 31.87% 16.13% 49.63% 16 29.89% 9.72% 51.86% 12 2.38% -1.56%  5.85%
110 16 21.05% 7.79% 37.13% 15 11.95% -8.82% 33.12% 16 9.33%  3.02% 18.22%

Gamma Inst.

Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max

(Lf, 1)

(1,11) 36 31.91% 6.87% 59.42% 36 20.09% -4.35% 65.77% 34 286% -3.83% 18.27%
(3,13) 36 2216% 5.90% 42.25% 34 19.90% -9.10% 46.11% 27 4.45% -2.64% 18.95%
cv

0.5 24 31.65% 8.12% 59.42% 23 20.86% -9.10% 65.77% 23 3.39% -3.83% 18.95%
1.0 24 26.93% 1057% 46.23% 24 23.85%  -4.37% AT.78% 21 3.38% -251% 15.63%
15 24 2252%  5.90% 40.09% 23 20.20%  6.70% 36.36% 17 4.05% -1.67% 13.68%
h

0.5 36 25.84% 8.12% 54.26% 34 21.30% -9.10% 58.08% 32 6.23% -252% 18.95%
1.0 36 28.23%  5.90% 59.42% 36 27.77%  6.70% 65.77% 20 0.64% -3.83%  6.09%
b

b+h

0.95 36 26.27%  8.12% 59.42% 35 2338% -9.10% 65.77% 32 4.02% -3.83% 18.95%
0.99 36 27.80%  5.90% 54.26% 35 2587%  4.11% 58.08% 20 3.07% -3.12% 13.60%
cf

102 24 27.67%  5.90% 59.42% 24 2989%  6.70% 65.77% 19 -1.90% -3.83% -0.87%
105 24 30.68% 16.30% 49.39% 24 2864%  9.62% 51.77% 18 2.32% -1.57%  6.09%
110 24 22.76%  8.12% 40.09% 22 14.50% -9.10% 36.36% 24 883% 2.73% 18.95%
Table 3.5: Single- vs. dual-sourcing cost for L* = 10, h = 0.5 and 1.0, = 100
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The only parameter effect not studied so far is the demand variability (C'V'). From
Table B4lit can be observed that a C'V-increase leads to a better COP performance.
The results of Table B0 suggest the same for negative binomially demand, but the
opposite for Gamma. A more detailed comparison for (LY = 1,L* = 11) reveals
that the effect, which demand variability has on the two policies, seems to depend
on which policy is superior (see Table Bf). In instances with ¢/ = 102, the COP
results in lower costs. A C'V-increase reduces the COP cost advantage, i.e. the DIP
performance improves. For ¢/ = 105 and h = 0.5, the DIP performs better. Now, a

C'V-increase narrows the relative cost gap, too, i.e. the COP performance improves.

cf =102 cf =105

h cVv Poisson nbin  Gamma Poisson nbin  Gamma
0.5 0.1 -2.90% - - 7.00% - -
0.5 (0.51) - -263% -2.52% - 4.83% 5.09%

1.0 - -1.67% -1.74% —  4.23% 4.21%

1.5 - - -1.07% - - 3.86%

1.0 0.1 -4.96% - - -1.18% - -
0.5 (0.51) - -38™% -3.83% - -1.56% -1.41%

1.0 - -250% -2.51% - -0.88% -0.93%

1.5 - - -1.67% - - -0.45%

Table 3.6: C'V-effect on TRchggDTI’jCDIP for (Lf =1,L° =11), ;& = 0.95, 11 = 100

For the explanation of the effects, in particular the COP superiority in some in-
stances, the on-hand stock, backorders, and order quantities of both policies are
analyzed (see Table B). Note that the non-integer numbers in the ‘Slow order’
COP column result from the fact that the average quantity across the 10 simulation
runs is reported. The sum of the expected regular and expedited order does not cor-
respond exactly to 100, because the actual mean per period of the random numbers
used in the simulation deviates slightly. As expected, an increase in the expediting
premium makes both policies order more units from the slow supplier. On the con-
trary, as the demand variability increases, both policies reduce the expected slow
order. This reduction is usually larger in the COP than in the DIP case. (Only for
¢/ =102 and h = 1.0 it is almost identical.) The reason is that in the COP the
total order cannot be adjusted downwards below the slow (constant) order. Thus,
there is an increased risk of excessive on-hand stock, if the slow order is set too
large. Moreover, it can be observed that an increase in h causes an increase in the

expected fast order of both policies to reduce the on-hand stock. This increase is
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larger in the DIP than in the COP, which becomes most obvious for ¢/ = 102. (For
¢/ =105 and ¢/ = 110, this tendency can also be observed, but only for CV = 0.5
or 1.0 and an increase from h = 0.5 to 1.0.) Although the DIP starts off with a
far lower fast order quantity for h = 0.1 and ¢/ = 102, it orders basically the same
amount as the COP for h = 1.0, irrespective of the C'V. While the backorders are
basically identical, too, the COP produces a lower on-hand stock. This eventually
leads to a lower total cost. Even in instances, where the slow order of the COP is
slightly higher than that of the DIP, e.g., for ¢/ = 102 and h = 0.5, the cost savings
from the on-hand stock reduction outweigh the higher expediting cost and render
the COP superior.

Slow order Fast order On-hand stock Backorders  Superior

¢ Cv h COP DIP COp DIP COP DIP COP DIP  policy

102 0.5 0.1 93.00 97.76 7.01 225 217.07 245.20 237 2.63 DIP
0.5 86.20 88.70 13.81 11.31 157.08 172.85 229 233 COP
1.0 82.10 81.48 17.91 18.53 146.23 153.44 225 227 COP

1.0 0.1 87.00 95.00 13.03  5.03 436.63 484.38 6.04 6.31 DIP
0.5 7480 78.36 25.23 21.67 322.18 345.19 593 597 COP
1.0 67.50 66.55 32.53 33.48 301.54 311.95 591 592 COP

1.5 0.1 80.70 91.92 19.28  8.06 633.58 712.18 10.96 10.95 DIP
0.5 65.00 69.13 34.98 30.85 484.12  510.47 11.01 10.97  COP
1.0 56.90 55.64 43.08 44.34 461.38 471.28 10.97 11.00  COP

105 0.5 0.1 95.50 99.46 4.51  0.55 295.07 286.53 247 3.19 DIP
0.5 90.70 95.02 9.31 4.99 184.94 210.51 234 245 DIP
1.0 87.40 90.55 12.61  9.46 162.30 180.69 229 236 COP

1.0 0.1 91.40 98.47 8.63  1.57 580.90 580.62 6.13 6.84 DIP
0.5 82.30 89.63 17.73 10.41 369.33  413.30 599  6.13 DIP
1.0 76.80 81.64 23.23 18.39 331.01  359.23 593 6.00 COP

1.5 0.1 86.80 96.81 13.18  3.17 826.86 864.78 10.98 10.82 DIP
0.5 74.50 84.50 25.48 1547 545.56  608.45 10.97 10.95 DIP
1.0 67.60 73.45 32.38  26.52 496.07  529.67 11.00 10.98  COP

110 0.5 0.1 96.80 99.99 3.21  0.02 387.66  302.10 2.58 4.24 DIP
0.5 93.00 97.76 7.01 225 217.07 245.20 237 2.63 DIP
1.0 90.70 95.02 9.31  4.99 184.94 210.51 2.34 245 DIP

1.0 0.1 93.70 99.89 6.33 0.14 744.53 630.23 6.22  9.53 DIP
0.5 87.00 95.00 13.03  5.03 436.63 484.38 6.04 6.31 DIP
1.0 82.30 89.63 17.73  10.41 369.33  413.30 599 6.13 DIP

1.5 0.1 90.20 99.50 9.78  0.48 1064.67  973.30 10.94 15.39 DIP
0.5 80.70 91.92 19.28  8.06 633.58 712.18 10.96 10.95 DIP
1.0 74.50 84.50 25.48 1547 545.56  608.45 10.97 10.95 DIP

Table 3.7: Quantity details for (L' = 1, L* = 11), 72 = 0.95, gamma, x = 100
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From this analysis it follows that the major advantage of the COP lies in a reduction
of the on-hand stock, which for high holding costs and low expediting premiums even
offsets the sometimes higher expediting costs. Demand fluctuations have no influence
on the slow (constant) order. For small lead-time differences, this is a disadvantage,
because a quick reaction to demand peaks (or drops) is not possible. Consequently,
the effects of these disruptions cannot be alleviated in a timely manner unless the
fast supplier is used at a higher cost. In case of large lead-time differences, a quick
rectifying action via the slow supplier is no longer possible. Nevertheless, the DIP
would sometimes still place very large orders, which, at the time of arrival, are not
required to such an extent and therefore are put on stock. The COP avoids these
extreme cases and thus reduces the extent of the supply-demand mismatch causing

less left-over stock.

3.4.4 Summary and implications

In this section, the constant-order (COP) and dual-index policy (DIP) have been
compared. From the theoretical considerations, which have been based on the anal-
ysis of the extreme strategies that both policies can prescribe, it has been suggested
that the cost difference between the COP and DIP closes as the lead-time difference
increases. At some point, the COP might even outperform the DIP. Since the com-
plexity of both policies has prohibited a further analytical investigation, a numerical

study has been conducted.

Based on the findings from the numerical study a generally good performance of the
DIP can be confirmed as already stated by I\/eemm chavan and gchpﬂpr-Wnli (IZD_QQ)

Furthermore, the COP-DIP comparison allows for a supplementation of some of

their assertions. They claim that

‘the performance of the dual-index policy brings significant savings when
the sourcing options differ significantly in lead times, as often is the case’
(p. 859) and ‘dual sourcing is especially beneficial when [...] expediting
costs are moderate, or when single sourcing via the expedited or reqular

channels have similar costs’ (p. 864).

In such settings, also the COP delivers a satisfactory performance, sometimes even
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outperforming the DIP, which renders the COP an effective policy here, too. The
general tendency is that as the lead-time difference increases, the COP-DIP cost gap
closes. If, in addition the expediting premium is small, a superior COP performance
can be observed. This confirms the presumption derived from the theoretical con-
siderations. However, in instances where inventory holding is inexpensive relative
to the expediting premium, the DIP is clearly superior to the COP. Here, regular
single sourcing is a reasonable and simple alternative to the DIP, if the lead-time

difference is rather small.

The identification of settings with only a small cost performance difference between
the DIP and COP is particularly of practical relevance for two reasons. First, the
COP is the more easily implementable and controllable policy in practice. Secondly,
such a policy is of particular benefit in supply negotiations. Being able to guarantee
the supplier a constant order increases a company’s bargaining power. The supplier
will be more willing to make concessions, because a constant order facilitates his

production planning significantly and avoids the bullwhip effect.

The latter aspect, namely the pattern of the order process is of particular importance
in multi-echelon settings, because this corresponds to the demand process that the
supplying stage faces and which needs to be taken into account in the inventory
optimization there. Multi-echelon inventory optimization models are the subject of

the next chapter.



4 Multi-echelon inventory model

with dual sourcing

4.1 Introduction

In this chapter, the focus is shifted from a single-echelon inventory model to a multi-
echelon one. The main research question that is addressed is: How can dual sourcing

be integrated into a multi-echelon setting?

Since there is not only a single multi-echelon inventory modeling approach available
in the literature, the different frameworks need to be analyzed first, before the

integration of dual sourcing is discussed. Based on the two pioneering contributions

to multi-echelon inventory research without lot-sizing by lqimnsml 1%9') and Clark

and Scarf (196d), two competing research strands have developed over the years.
Although they solve the same inventory optimization problem in their core, they
make a different assumption concerning the role of safety stock. The choice of the
appropriate framework basically follows from answering the question whether safety
stocks are supposed to protect supply chain performance against all variability or
just against a maximum reasonable variability (see M)) The resulting

consequences for the material flow in the system coined the terms full-delay and no-

delay 1|1an Houtum et a I (llggd) ), or stochastic-service (SS) and guaranteed-service
(GS) approaches (Graves and Willem:s M))

The SS approach assumes the former and regards safety stock as the only means to

deal with demand variability. Therefore, upstream material shortages cause stochas-
tic delays in the material flow. The GS approach, on the other hand, makes the
latter assumption. Here, it is assumed that, if demand variability exceeds a normal

level, additional countermeasures like overtime or accelerated production are avail-

112
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able. This ‘operating flexibility’ ensures the timely delivery of ordered items to the
next downstream stage(s). Safety stock is sized to cope with variability up to this

reasonable level only.

Based on each of these approaches, commercial software solutions have been devel-
oped by companies such as Optiant®, LogicTools (which is now a part of IBM),
SmartOps®, etc., which are widely used by large multinationals like IBM, Intel, or
Philips. Which approach forms the basis can be conjectured from taking a closer
look at the affiliated scientists and their scientific contributions in this area. Thus,
both assumptions seem to be justifiable in practice. Since no comprehensive compar-
ative analysis of the two approaches in terms of their cost performance is available
so far, the question arises, whether any of these approaches is generally superior to
the other. If this was the case, it would be reasonable with respect to the main
research question of this chapter to only extend the superior approach. That is why
the main research question of this chapter is broken down into several smaller and
more specific research questions, which are addressed in turn and eventually lead up

to the answer of the main one:

1. Given the characteristic assumptions and features of the two competing multi-
echelon inventory optimization model strands in the literature, i.e. the stochastic-
and guaranteed-service framework, is one of them generally superior to the
other?

If this is not the case, in which settings does each approach perform well?

(Sections -4 and [3)

2. Depending on the outcome of the first question, is a mutually exclusive im-
plementation of a single multi-echelon approach for the entire supply network

reasonable?

Put differently, do situations exist where a combination of both approaches pro-

vides additional benefits and how can such an integrated approach be designed?

(Section [[4))

3. Provided that none of the approaches is generally superior to the other, how can

dual sourcing be accommodated in the guaranteed-service approach? (Section

E3)



4.2 Multi-echelon inventory optimization approaches 114

Whereas the first specific research question aims at a comparison between the two
existing single-sourcing multi-echelon frameworks, the second question goes one step
further and targets a combination of both approaches. In view of the ultimate goal
of this chapter, i.e. the integration of dual sourcing into a multi-echelon setting, the
idea is to first exploit the gained knowledge about the two multi-echelon approaches
in terms of the development of a new integrated framework, which then basically
represents an additional candidate for a potential dual-sourcing extension. Due
to the increased complexity of such an integrated approach, however, only the GS
framework is extended to incorporate dual sourcing (third specific research question).

The extension of any other approaches is postponed to future research.

The outline of this chapter is as follows. In Section E2 both the SS and GS approach
and their underlying assumptions as well as the individual optimization models and
procedures are presented. Section addresses the first of the smaller research ques-
tions by providing a theoretical and numerical comparison of the two approaches.
The combination of both approaches, which is the second smaller research ques-
tion, is the main focus of Section EE4] in which an integrated framework is developed
together with a pseudo-polynomial time dynamic programming algorithm for the op-
timization of serial supply chains. Section EEH deals with the third smaller research
question, namely the extension of the GS model (as one of the three multi-echelon

frameworks) to accommodate dual sourcing.

4.2 Multi-echelon inventory optimization

approaches

For ease of presentation, the two competing multi-echelon modeling frameworks
without lot-sizing, i.e. the SS and GS models, are only described for a serial sys-
tem and an a-service level constraint in detail (unless stated otherwise). For other
network structures and service-level types relevant references are provided in the

respective literature review in Section P22
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4.2.1 Common assumptions

A serial production/inventory system is considered consisting of n stages, which
are numbered from ¢ = 1,...,n starting with the most upstream stage (see Figure
ET). All stages operate a periodic (echelon) order-up-to level policy with a common
review period. Each stage performs a certain processing function, e.g., a step in a
manufacturing process, and represents a potential location for holding stock after
the process has finished. The processing time at each stage is given by 7; and is
assumed to be deterministic and a multiple of the review period. It is assumed that
T,, includes the review period. No capacity constraints exist at any of the stages or
processes. Customer demand occurs at stage n and is assumed to be stationary and
independent across non-overlapping intervals with mean p and standard deviation
o. Let Fr, denote the T;-period demand cumulative distribution function. At any of
the stages unsatisfied demands are backordered and for each unit of left-over stock
at the end of a period a linear holding cost of h; is incurred. For ease of presentation,
it is assumed that an item at a downstream stage requires exactly one item of the
upstream stage that is connected to it, i.e. production coefficients are set equal to
1. Note that the relaxation of this assumption is not difficult to include into the
model. It would simply make the presentation more complicated and is therefore
omitted. The objective is to determine an optimal order-up-to level for each stage
such that the system cost is minimized subject to a service-level constraint at the

final stage.

External External
Supplier Customer

Figure 4.1: Serial system illustration

4.2.2 Stochastic-service approach

In the SS approach it is assumed that the only buffer against demand uncertainty
is safety stock, i.e. the production system is inflexible and safety stock needs to
account for all contingencies. If this stock quantity is chosen too small, delays in

the material flow occur, because the delivery of the shortage quantity is delayed
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until new material becomes available. Consequently, the service of a stage, i.e. the
ability to readily provide the requested materials, depends on its stock level and is
therefore stochastic. Under the SS assumption, the system behavior can be fully

described analytically as explained below.

4.2.2.1 Optimization model

For a serial system, the optimization problem in the SS approach, Pffm, can be

stated as

P, min O35, (Buw) =Y hi-E[OH(B;)] (4.1)
=1
S.t. an(§<17n>) = Oszarget

The decision variables are the local order-up-to levels at all stages, B; fori =1, ..., n,
which are summarized by vector §<1,n>. They are chosen such that the sum of the

inventory holding costs in the entire system (1,7n) are minimized subject to the

target

warget - is achieved. Given a certain

fact that the final-stage target service level, «
vector of local order-up-to levels, §<1,n>, the expected on-hand stock at stage ¢ can

be calculated as
E[OH;(B;)] = (B; = E[BO; 1(B;1)]) = Ti - p + E[BOi(B;)] i=1,...,n (4.2)

with E [BOy| = 0, since it is assumed that the external supplier has ample stock.
Due to potential shortages at the supplying stage (‘stochastic service’) given by the
expected backorders, E [BO,_;], the inventory position at stage ¢ can only be raised
to B; —E[BO;_1]. Subtracting the expected demand during the replenishment time,
T; - 11, and adding the expected backorders of stage i itself, E [BO,|, results in the
expected on-hand stock. E[BO;] is given as

E[BO:(B)] =E [(BOi—l(Bz‘—l) + D(T;) - Bz’>+] i=1...n (4.3)

where BO,_; is a random variable indicating the backorders (shortfall) at the pre-
ceding stage and BOy = 0. D(T;) denotes the demand random variable over T;

periods and (z)" = max{0, z}.



4.2 Multi-echelon inventory optimization approaches 117

4.2.2.2 Optimization procedure

In a single-echelon model consisting of stage n only, the optimal solution to (Bl is
to set B,, as the solution to (cf. X))

Fr,(By) = atorset (4.4)

Since stage n orders from an external supplier, who by assumption has ample stock,
the inventory position can be raised to B, each period. Consequently, the proba-
bility that no stockout occurs is given by the probability that the demand over the

processing time is smaller than or equal to the local order-up-to level B,,.

In the multi-echelon model, a material shortage at an upstream stage might oc-
cur. That means, except for the most upstream stage 1, the inventory positions of
all other stages ¢+ = 2,...,n cannot necessarily be increased to B; in every period,
because the supplying stage ¢ — 1 might not have sufficient stock. The most up-
stream stage 1 experiences a material shortage, if the demand over the processing
time, D(7T7), exceeds the local order-up-to level B;. Let Fﬁ ! denote the distribution
function of the shortfall random variable (D(T}) — Bl)+. Due to the shortfall at
stage 1, the inventory position at stage 2 can only be raised to By — (D(Tl) — Bl)+.
Along the same lines (and rearranging terms), the shortfall random variable at stage
2 is given as ((D(Ty) — B1)" + D(T») — B2)+. The distribution of the expression
(D(Ty) — By)"+D(T3) is called the two-fold incomplete convolution Ffl L« Frr,, where

x denotes the convolution operator, because it can also be represented as
FP' s Fry(z) = / Fp (2 + By — u) dFr, (u) 2>0 . (45)
0

Using this notation, the optimal local order-up-to levels B;,7 = 1, ..., n are to be set

such that the on-hand stock cost in the entire system is minimized subject to
B Bo> Bn—1 target
<(FT11 * Fpy) " %k FT%l) x B ) (Bp) = ;™9 . (4.6)

The optimal local order-up-to levels, B;, can be derived from the echelon order-
up-to levels, S;, which have been shown by IClark and Scarf (I]_9_6_d) to constitute

an optimal policy for such a multi-echelon system. The echelon stock of stage @
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denotes all stock at that stage plus all materials in transit to or on hand at any
downstream stages minus backorders at the most downstream stage. The echelon
inventory position of stage ¢, which for the order determination is checked against
the echelon order-up-to level S;, is defined as its echelon stock plus all materials in
transit to the stage. Given a certain set of echelon order-up-to levels, the local ones
result as characterized in ({£3) and ([ZI0) below. Optimal echelon order-up-to levels

can be obtained starting at the final stage n due to the decomposition result derived

by I(“lark and ScarI For already determined optimal echelon order-up-to
levels S}, ,,...,.S;, the optlmal S; is chosen to satisty

1—1

Ly e

Fistesil (3,) = 2 %hl S _ oSS i=1..m (4.7)
p

where S, = min{S?, ..., S} and h$ = h; — h; 1 denotes the echelon holding cost of
stage j = 1,...,n with hg = 0. For all S;, ..., S, Fl%=%l(z) is defined as

A B
FlSirSnl (1) = (((Fj{B * FTZAH)BZ+1 S FTn_l) Cx FTn) (x) xeR (4.8)

with
B, =S, (4.9)
Bj =S, —S;1 j=i,..,n—1 4.10)
~] = min{95,, ..., S;} j=1i,..,n 4.11)

(For i = n, read Fl%l(2) := Fp (2), 2 € R.) For more details the reader is referred

to, e.g., (I]_%Jlandlszaﬂ_ﬂmm_aﬂd_mm

For a given a-service level constraint, the penalty cost, p, in () can be derived

from the equivalence relationship between cost and service models (see, e.g.. van
Houtum et al. ))

target
target __ p _ Oé
- p=

_ o i N 4.12
n P + hn 1 — a%arget ( )

(6%

Note that the service level, a®, with regard to which the optimal final-stage order-

up-to level is sized, is larger than the service level, a!*9¢ which actually is to
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be achieved (see () and [IZ)). This is due to the potential shortfalls at the

preceding stages that need to be taken into account.

In order to derive an estimate of the computational complexity of the optimal values,
it is first noted that an order-up-to level needs to be calculated exactly once for each
of the n stages due to the decomposition result. Each optimal order-up-to level is
determined by using a bisection procedure, which contains (in)complete convolution
computations. For an arbitrary but fixed targeted precision, e.g., ¢ = 1075, and a
predefined customer service level, e.g., a9 = 95%, the computational complexity
of the bisection procedure is a logarithmic function in the optimal echelon order-
up-to level of the most upstream stage, S, where Fy/(S7) = a9 and M =
>, T;, ie. the sum of all processing times. Convolution operations are done in
O(rlog(r)) using Fast Fourier Transform (FFT) (see, e.g., ICooley and Tukey (I]_9_6_El))
with 7 = D where Fy; (D) = 1 — € in this case. This yields a total complexity of
O (nDlog(D) log(S5)).

4.2.3 Guaranteed-service approach

In the GS approach, the production system is regarded as being more flexible than in
the SS framework. It is assumed that further countermeasures besides safety stock
exist to cope with demand variability. These additional measures are summarized
by the term ‘operating flexibility’ and comprise of, e.g., overtime or accelerated pro-
duction. Thus, safety stock is only used to cover demand variabilitﬁto a certain

lasd)). «

demand exceeds this level, the company reverts to the operating flexibility measures

level, the so-called maximum reasonable demand level (see, e.g.,

in order to make the requested units available in time. Consequently, due to this
combination of safety stock and operating flexibility there are no stochastic delays
in the material flow. A stage can always guarantee 100% service to its successor(s)
after the promised service time. The service time is the time it takes until the

materials ordered by a stage are received and ready for processing.

A description of the system behavior under the GS assumption in an exact analyt-
ical way proves more difficult than in the SS case. The difficulty stems from the
additionally assumed operating flexibility, which would have to be modeled explic-

itly in order to derive an exact analytical reflection of the real system. To this end
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the following two questions need to be answered:

1. How is the maximum reasonable demand level to be set, i.e. how can a speci-

fication be done of what is normal and what is not?

2. Given this level, how can the effect of the operating flexibility measure on the

material flow in the system be modeled?

Most of the GS contributions only provide answers to the first question. These
models are referred to as the standard GS models in the remainder of this thesis
and described in Section 223l The second question is simply neglected in large
parts of the GS literature, which has caused a lot of criticism of this framework
over the years. In order to counteract this criticism, the second aspect is addressed
in this thesis in greater detail and a so-called extended GS model formulation is
presented in Section

4.2.3.1 Standard optimization model and procedure

Optimization model

The standard GS models only address the question of how the maximum reasonable
demand level can be set. Iﬂmv«ﬂs and Wi”pmsl (I2_0_D_d) argue that for the end-item a

demand bound can be established by management, for instance. It expresses how

often a manager is willing to resort to other tactics to cover demand variability. For
example, under the typical assumption of normally distributed demand with mean
1 and standard deviation o, the demand bounds for varying time horizons 7,, at the

final stage n can be specified as:

D, (70) = Tupt + kno/Tn (4.13)

where k,, indicates the percentage of time that the safety stock covers the demand
variation indicating the manager’s willingness to use other countermeasures. In a
serial system, this demand bound directly defines the bounds of the upstream stages

(through the production coefficients a;;, which are assumed to be equal to 1 here),
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Le.
DZ(’TZ) :aiij(Tj):Dj(Tj) izl,...,n—l, ]:2+1 . (414)

This bound linkage between adjacent stages can be viewed as an unnecessary re-
striction, however. A slightly different and more general interpretation can be found

in kan Hontum et all (I]_9_Qd) or IN[J.U.U.P_I' (I2_0_O_d), for instance, and is as follows. The

maximum reasonable demand level can be understood as an indicator of a stage’s

flexibility, which can be expressed by an internal service-level requirement, SL;. If
only the fact that an extraordinary operational action has to be taken matters, the
flexibility can be expressed by an a-service level, which represents the target prob-
ability of this event. If, on the other hand, the quantity that needs to be made
available is of relevance, the (- or, as a simpler approximation, y-service level can
be used. If a stage has a lot of slack capacity, which it can use at no additional cost
in an emergency situation, the service level would be low. High service levels reflect
a less flexible process. However, the flexibility of adjacent stages does not depend on
one another. It can be specified for each stage individually, i.e. k;(SL;), i =1,...,n

in (I3)) can vary across the stages of a single supply chain.

In the following exposition, the optimization model and algorithm are described for

the a-service level case only. The analysis also applies to the other service-level

types with minor modifications (see, e.g., IInderﬁwfh and Minnel (|1 QQS')). Given

target
%

a service-level target for each stage, « , which specifies this stage’s flexibility
(or the service that is to be guaranteed towards the external customer, if i = n),
the optimal local order-up-to level at a stage can be computed by the well-known
single-echelon formula

Bi(r;) = F. ' (") i=1,..,n (4.15)
where 7; denotes the time span, for which safety stock has to be held. In the
single-echelon case, this is the replenishment time (plus the review period). In the

multi-echelon case, it is called the net replenishment time and is given as

7 =8T,_1+ T, — ST, 1=1,...,n . (4.16)
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Here, ST; ;1 and ST, denote the incoming and outgoing service time of stage 1.
ST;_1 represents the time it takes until the materials ordered by stage i are received
(from stage i — 1) and ready for processing at stage i. Thus, the net replenishment
time 7; consists of the time it takes until any ordered units are received, processed,
and put on stock at stage ¢, ST;_; + T; (i.e. the replenishment time of stage i),
minus any coverage requirements that are postponed to succeeding stages via ST;.
Through (ETH) there exists a one-to-one relationship between the net replenishment
time defined by the adjacent service times and the order-up-to level of a stage.
Consequently, instead of searching for the optimal order-up-to levels for the entire
supply chain, one can also try to find the optimal service time or net replenishment

time at each stage.

If it is assumed that any demands that exceed the available stock are dealt with by
operating flexibility measures, no backorders occur at any of the intermediate stages
i =1,..,n—1. This means that in the long run the average expected (on-hand) stock
quantity of a stage, for which inventory holding costs are incurred, corresponds to

its safety stock, which for a certain 7; is given as

Only at the final stage n might backorders be permitted. Since the service-level
at this stage is usually quite high, o*"9¢ > 90%, the backorder quantity is rather
small. That means, for this stage the expected safety stock quantity is also a good
approximation for the expected on-hand stock, the actual quantity, for which holding
costs are incurred, due to relation ([Z27) (see, e.g., Silver et all 1QQA)).

Since the effect of operating flexibility on the material flow is not explicitly modeled
in the standard GS approach, the pipeline inventory at each stage is simply assumed
to be

E[PL] =T u . (4.18)

This expression cannot be influenced by the service time or net replenishment time
choice. Hence, it can be neglected in the optimization problem formulation (without
affecting optimality). Using the common assumption that the external supplier has

ample stock, i.e. STy = 0, and the external customer requires immediate demand
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satisfaction, i.e. ST, = 0. the optimization problem PGL\;SS;d is (cf., e.g.. Inderfurth

and Minner ([1999))

td

PGS min CF5 (Fum) = Y hi - SSTH(Bi(:)) (4.19)
=1

7n>

s.t. ZZ:T]»SZZ:T]- 1=1,...,.n—1
j=1 j=1
n n
> =21
j=1 j=1

7 >0 i=1,...,n

T(1,n) denotes the vector of net replenishment times in the network from stage 1 to n.
The objective function minimizes the inventory holding costs in the entire system.
The first constraint ensures that the cumulative net replenishment time until stage ¢
does not exceed the cumulative processing time. The second constraint makes sure
that the cumulative processing time in the entire system is covered. Finally, the net

replenishment time must be non-negative.

Optimization procedure

The optimal net replenishment time combination for this optimization problem can
be found by a dynamic program (DP) with backward recursion. The states, z;,
represent the time that is still to be covered at a specific stage of the supply chain.
The decision variables, u;, represent the net replenishment times, 7;. The complex-
ity of the state and decision space and consequently the DP complexity depends on

whether the objective function is a concave function of 7; or not. In the former case,

PgS;;d is a concave minimization problem under linear constraints, for which an
extreme point property holds (see, e.g., Forst and Til (IJ_QQ_EI)) That means, an op-

timal decision is found at a vertex of the decision space. Hence, a stage either holds

sufficient stock to completely decouple itself from its successor, i.e. 7, = ST;_1 + T,
or no stock at all, i.e. 7; = 0 (see IS.Lm.psad (I]_9.5.§)) In the latter case, (assuming

integrality of the processing times) all feasible integer net replenishment times need

to be considered as decision candidates at a stage. Since the concavity of the objec-

tive function in 7; does not hold for all demand distributions, the DP formulation of
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Graves and Willemd (IZD.O.d), which does not depend on this assumption, is presented

as a solution algorithm. The state space is given as

where M; denotes the maximum replenishment time for stage i, i.e. M; = Z;:l T;.

The decision space is

U(zi) ={u; e N | 0 < <z} i=1,..n—1 (4.21)
U (zn) = {2z} - (4.22)

The state transition equation looks as follows:
Zit1 :Zi+ﬂ+1 — U; 1= 1,...,n—1 . (423)

For each u; the inventory holding cost can be calculated as explained above by

substituting u; for 7;. The value function is given as

Gn(2n) = hyp - SST, (B, (uy)) Vz, € Z, (4.24)
9i(z) = g}{lf(l ) {hi - SSTi(Bi(wi)) + gir1(zi + Tin —wi)} Vz € 25,

i=1,..,n—1. (4.25)

Starting at stage n (down to 1), for each state the preliminary optimal decision is
computed. Having reached stage 1 the overall optimal decisions can be found by
a forward calculation. The complexity of the dynamic program is O(nM?) (where
M is the maximum replenishment time, which is bounded by the sum of processing
times » ;" 1}, see \Graves and Willemd (I2_0_O_d)) In case of a concave objective

function the complexity reduces to O(n?) (see, e.g., ).

4.2.3.2 Extended optimization model and procedure

The GS optimization model formulation of the previous section has been based on
addressing only one of two crucial aspects, namely the specification of the maximum

reasonable demand levels expressed as internal service levels. The second aspect,
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the effect of the operating flexibility measures on the material flow, has not been
taken into account. Further, in the standard GS objective function, costs for using
operating flexibility are not included explicitly, but only implicitly through setting
the internal service level. These two facets are studied in this section, which is partly
based on h(]osterha]ﬁan and Minnml (IZ_OJ_d)

Operating flexibility modeling options

In order to incorporate operating flexibility in the analysis, it needs to be clarified
first what kind of measures operating flexibility can take. There are several possi-
bilities for operating flexibility to achieve the guaranteed service, i.e. ensure that a
material shortage at stage ¢ does not affect the arrival of all ordered items in stock at
stage i + 1 after the replenishment time S; + T;, 1. The three probably most obvious

and relevant ones for practice are listed here. The first two modeling interpretations

have already been outlined in M)

1. The shortage quantity is directly speeded up from pipeline inventory (P1I)
of the stage. Thus, there is no shortage in fact. Due to the expediting,
E[PIL;)] < T;- p. (‘Production setting’)

2. The shortage quantity is not speeded up from pipeline inventory of the stage,
but the stage waits for the items to arrive after the regular processing. Once
the missing quantity is available at the stage, it is sent to the next downstream
stage via a faster transportation mode. Thus, although a shortage occurred
at a stage, it does not affect the next downstream stage, because the timely
arrival of all ordered items in stock at the downstream stage is still ensured.
This option also results in E [PI;] < T; - u, since in some periods fewer items

are in the pipeline than actually ordered. (‘Transportation setting’)

3. The shortage quantity is sourced from an external/outside supplier. Also in
this case, the average replenishment order placed with the internal supplier
would no longer be equal to p and E [PI;] < T; - 1 under the assumed base-
stock policy. Note that this modeling option resembles a lost-sales situation.

(‘Outside supply setting’)
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In all three cases the average expected pipeline inventory is smaller than 7T; -y, which
is in contrast to the standard GS model that simply assumes E [PI;] = T; - u. Since
this thesis is concerned with production rather than transportation settings, the
second modeling option is excluded from the further analysis. The third modeling
aspect assumes a kind of second supply option. Although the incorporation of dual
sourcing into a multi-echelon inventory model is the ultimate goal of this chapter,
this option represents only a special kind of usage of the second supplier and as
such is rather restrictive. Only the missing items are sourced from this outside
supplier and in addition these items are delivered immediately, which is a rather
unrealistic assumption. Moreover, the demand process at the upstream stage would
be influenced, if a second supplier was used. This would further complicate the
analysis. That is why the focus of the remainder of this section lies on the first

operating flexibility interpretation.

A proper incorporation of the first operating flexibility option into the GS model

requires knowledge about two things:

1. The quantity of items that is expedited from pipeline inventory, and

2. The timespan for which the expediting takes place.

The expediting quantity and, in turn, reduction in pipeline stock corresponds to
the expected backorders of a stage, since this is the quantity that, in the absence of
operating flexibility, would have to wait to be delivered until new material becomes

available from incoming orders.

In order to get an idea about the expediting timespan, a simulation study of a single
stage is conducted. Various parameter settings are tested (see Table EIl). A full-
factorial design is used. In total, 108 settings are analyzed. For each parameter

setting, 10 simulation runs with 100,000 periods each are conducted.

The results of the simulation study are illustrated in Figure The bars indicate
the share of items that are expedited by a certain number of periods for different
processing times and internal service levels given on the x-axis. The expediting
timespan is represented by the different shades of the bars. The following results

can be derived:
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Type Parameter Value
Demand discretized Mean, u 100
Normal cv 0.1,0.3,0.5
discretized Mean, 100
Gamma cv 0.8, 1.0, 1.5
Processing time T 2,5, 10
Internal service level atarget 16.67%, 25%, 50%, 75%, 85%, 95%

Table 4.1: Expediting analysis for the extended GS approach — Parameter values

e For CV < 0.5 and internal service levels of 50% or higher, more than half of
the items are expedited by 1 period only. This means that the speeded-up
items would have arrived in the next period. Segregating the analysis by the

processing time yields:

— For a short processing time (7' = 2), the share of items, which are

speeded-up by 1 period only, amounts to 90% or higher.
— For a medium processing time (7" = 5), this share is still above 70%.

— Only for a long processing time (7" = 10) is the minimum share 54%,
but it increases as the internal service level increases or the coefficient of

variation of period demand decreases.

e For C'V < 0.5, the expediting timespan does not exceed the processing time of
the stage. In a multi-echelon setting, this means that the expediting of items
does not take place across upstream stages irrespective of the internal service
level. (For o9 = 16.67% and o'*9 = 25%, negligible shares of 0.24%
and 0.06%, respectively, occurred.) Only items that are in the pipeline of the
stage, which experiences the shortage, need to be speeded up. No items from

upstream stages are required.

e If CV = 0.8, the internal service level needs to be at least 75% in order to
ensure that the speeding up does not affect items from upstream stages in a
significant way. For higher C'Vs, at least for the short processing time (7" = 2)
the share of items that requires expediting by more than 2 periods is not

negligible any more.
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e The setting with CV = 0.8 and o9 = 75% can be viewed as the minimum
combination, for which the share of items expedited by 1 period amounts to
roughly 50% (7" = 10) or higher (7" < 10).

Given these findings, the following two simplifying assumptions can be made in
situations with C'V < 0.5 and an arbitrary internal service-level target or C'V = 0.8
and afer9et > 75%.

Assumption 4.2.3.1 Ezpediting does not take place across various upstream stages,

but only items in the pipeline of the stage, which experiences a shortage, are speeded

up.

Assumption 4.2.3.2 If a cost per unit for the operating flexibility usage at a stage
OF

is to be specified, a single cost value, c;’", is sufficient.

Since the majority of items is speeded up by 1 period only, a specification of several
cost values depending on the expediting time span would unnecessarily complicate
the analysis (without any significant additional benefit). Consequently, the standard
GS cost function of a stage can be extended by a term that accounts for the operating
flexibility costs in the following way. Since pipeline stock is reduced by the amount
of expedited items, this term has to be included in the new cost function, as well.

Ci = h; - (E[PL) = E[BO:(B;)] + E[OH;(B))]) + ¢ - E[BO;(B;)]

(T, - n+E[OH{(B))]) + (CiOF — hi) -E[BO;(By)] - (4.26)

h
h

Note that it is assumed that the holding cost of stage i, h;, is also paid for the units
in transit to this stage. The quantity that needs to be made available by operating
flexibility depends on the order-up-to level, which in turn depends on the internal
service level (due to relation (EEIH)), since this defines the expected backorders. In
the following, two ways of how this service level can be specified at a stage are dis-

cussed.

Direct internal service-level specification

In some situations management might be able to directly specify an appropriate

internal service-level target at a stage. By having good acumen of how often the



4.2 Multi-echelon inventory optimization approaches

129

Share of expedited items Share of expedited items

Share of expedited items

1128 100 o0 sl 70 el0 50 40 30 20 11

100%

80%

60%

40%

20%

0%

118 100 o0 8B 70 eW 50 40 30 20 110

100%

80%

60%

40%

20%

0%

100%

80%

60%

40%

20%

0%

01 03 05 08 1.0 L5 01 03 05 08 1.0 L5 01 03 05 08 1.0 L5
T=2 T=5 T=10

Coefficient of variation

(a) Internal service level 16.67%

01 03 05 08 1.0 15 0.1 03 05 08 1.0 15 01 03 05 08 1.0 15
T=2 T=5 T=10

Coefficient of variation

(b) Internal service level 25%

B 100 o0 sB 70 B 50 40 30 20 11

0.1 03 05 08 1.0 L5 0.1 03 05 08 1.0 L5 01 03 05 08 1.0 L5

T=2 T=5 T=10

Coefficient of variation

(C) Internal service level 50%



4.2 Multi-echelon inventory optimization approaches 130

Share of expedited items Share of expedited items

Share of expedited items

1128 100 o0 sl 70 el0 50 40 30 20 11

100%
80%
60%
40%

20%

0%
01 03 05 08 1.0 15 01 03 05 08 1.0 L5 01 03 05 08 1.0 15

T=2 T=5 T=10

Coefficient of variation

(d) Internal service level 75%

118 100 o0 8B 70 eW 50 40 30 20 11

100%
80%
60%
40%

20%

0%
01 03 05 08 1.0 15 0.1 03 05 08 1.0 15 01 03 05 08 1.0 15

T=2 T=5 T=10

Coefficient of variation

(e) Internal service level 85%

1128 100 o0 sl@ 70 B0 50 40 30 20 11

100%
80%
60%
40%

20%

0%

0.1 03 05 08 1.0 L5 01 03 05 08 1.0 L5 01 03 05 08 1.0 L5

T=2 T=5 T=10

Coefficient of variation

(f) Internal service level 95%

Figure 4.2: GS approach — Expedited items analysis
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stage can deal with extraordinary situations or how many items can be provided
in extreme situations without causing any additional cost, they can set a service
level, which reflects the stage’s flexibility. If the service level is specified in this way,
the operating flexibility usage is free of any additional charge, which is a reasonable
assumption at least in the short run (see han Hontum et all (I]_9_Qd)) Since the
current charge per item at a stage is the holding cost and the operating flexibility
cost must not be higher, it must hold that ¢ < h;. On the other hand, ¢%F must

not be smaller than h;. Otherwise, it would be beneficial to always rely on operating

flexibility and not stock any items at all. Consequently, ¢ = h; follows and ([E2H)

reduces to

At the final stage n, the cost function is identical to ([E21). Here, the service-level
target is given by the service that is to be guaranteed towards the external customer.

At this stage no operating flexibility is required to achieve this service.

Cost-based internal service-level specification

In some situations it might be difficult to directly specify a service-level target for a
stage representing its flexibility, i.e. the amount of extraordinary measures that can
be used without any additional charge. The problem is basically comparable to the
specification of the backorder cost per item in a single-echelon backorder cost model.
In the latter model, it can be solved by deriving an implied backorder cost from
the corresponding service-level model. Here, the difficulty points in the opposite
direction. Instead of the service level, a cost per item for the operating flexibility
usage might be available more easily. For instance, it might be quantifiable what

the cost per additional worker is, which can be further broken down into a cost per
OF

item. From ([ZZ0) a relation between the a-service level and the cost parameters ¢}
and h; can be derived provided that ¢?¥ > h;, which is a reasonable assumption,
because otherwise it would be optimal not to stock anything at the stage. The

following lemmata hold.
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Lemma 4.2.3.3 For a given 7;, the extended cost function is conver in B; and the

unique optimum is given as
B (r)=F1'(1- L . 4.28
i (T) T ( COF) ( )

Proof:
See Appendiz[B3. O

Lemma 4.2.3.4 The internal a-service level can be determined independent of T;

as
he
target )
; =1- . 4.29
Proof:
See Appendiz B4 O

Remark. ([E2J) is comparable to the a-service level-backorder cost relation in a

single-echelon order-up-to level model (see (ERJ)). Setting b; = ¥ — h;, biiihi

results.
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Figure 4.3: Internal service level as a function of the operating flexibility cost

Figure shows the resulting internal service level as the operating flexibility cost

(expressed as a multiple of the holding cost at the stage) is increased. The internal
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service level function is very sensitive to an operating flexibility cost of up to 10
times the holding cost. Then it flattens out. Once the internal service level has
been determined for each stage, the optimal net replenishment times can be found
by only considering the holding cost for the pipeline inventory and on-hand stock
at a stage. The optimal trade-off between the holding cost and operating flexibility
cost is taken into account by the internal service level. Thus, only cost function
(D) is relevant for the optimization.

Special case: Normally-distributed demand. For the special case of normally-
distributed demand, the following corollary holds due to the possible standardization
of the order-up-to level. which results in the safety factor k; (cf. Klosterhalfen and
Minner ).

Corollary 4.2.3.5 Under an (internal) a-service level constraint and normally dis-
tributed period demand, the extended GS cost function of a stage i [{29) is a convex
function of the safety factor, k;, and has a unique optimum, which is independent
of the net replenishment time, ;.
hi
(I)(k’l) _ az?arget -1

) - OF
G

& k=07 (o) (4.30)

Lemma 4.2.3.6 Under an (internal) a-service level constraint and normally dis-
tributed period demand, the extended GS cost function of a stage is a concave func-

tion of the net replenishment time, T;, for a given safety factor, k;.

Proof:
See Appendix B10 (]

Optimization model

Given both ways of how to specify the internal service level, the objective function
of the standard GS model, which minimizes safety stock costs across the supply
chain, is replaced by the sum of the on-hand stock costs across all stages. Note that

the pipeline inventory expression in ([E27) can be neglected, because it cannot be
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influenced by the decision variables, 7;. For a given 7;, the expected on-hand stock

at a stage is
with B;(7;) from ([EIH) and

Note that unlike in () and [3) no backorders from the previous stage have to
be taken into account in the expected on-hand stock and backorder calculation due

to the guaranteed service.

Using the same assumptions as in the standard GS model, namely that the external
supplier has ample stock, i.e. STy = 0, and the external customer requires immediate

demand satisfaction, i.e. ST,, = 0, the optimization problem Pgsm is

PGS, min CF (Fum) =Y hi - E[OH(Bi(7))] (4.33)
=1

s.t. ZZ:T]-SZZ:Tj 1=1,...n—1
j=1 j=1
n n
> =21
j=1 j=1

7 >0 i=1,...,n

T(1,n) denotes the vector of net replenishment times in the network from stage 1 to
n. The objective function minimizes the cost of the expected on-hand stock in the
entire system. The first constraint ensures that the cumulative net replenishment
time until stage ¢ does not exceed the cumulative processing time. The second
constraint makes sure that the cumulative processing time in the entire system is

covered. Finally, the net replenishment time must be non-negative.

The main finding is that the explicit modeling of the operating flexibility effect on
the material flow yields a different objective function than in the standard GS model.

Whereas in the extended model an inventory holding cost for each unit of on-hand
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stock is incurred, the standard GS model calculates this cost on the safety stock

units, which are usually less except for very high service levels.

Optimization procedure

If the internal service levels are specified directly, the optimal net replenishment
time combination for optimization problem Pg*?n) can be found directly by using
the dynamic program (DP) with backward recursion of the standard GS model (see
Section EZZT)). Only the stage cost function needs to be adjusted to the on-hand

stock cost.

If the internal service level is derived via the cost-based approach, Lemma 237
allows for a sequential solution procedure. First, the internal service level (which
is independent of the net replenishment time) is determined for each stage based
on the operating flexibility cost per unit. Second, optimal net replenishment times,
7;, are computed given the internal service level via the standard DP again. Under
normally distributed demand, the extended GS cost function of a stage is concave
in the net replenishment time under an a-service level constraint (Lemma EEZZT).
Consequently, an extreme point property holds for this extended GS model. Optimal

net replenishment time values can therefore be found by the simplified standard DP.

4.2.4 Summary and implications

In this section, the two main multi-echelon modeling frameworks that can be found
in the literature have been outlined, i.e. the stochastic-service (SS) and guaranteed-
service (GS) approach. Besides summarizing the existing models and results, one of
the main criticisms of the GS approach has been addressed. In its standard form,
this approach assumes that safety stock is only sized to cover demand variability up
to a certain level, the maximum reasonable demand. All variability exceeding this
threshold is dealt with by other countermeasures, which are simply referred to as
operating flexibility. In the mathematical model, it is not explicitly detailed how
these operating flexibility measures work and what the effect on the material flow

is. Moreover, it is difficult to define what is normal variability and what is not.

In this section, this criticism has been counteracted by modeling the effect of operat-
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ing flexibility on the material flow in the system. It has been assumed that missing
items are made available in time through expediting from the pipeline inventory of
a stage. The reasonability of this assumption has been tested in a simulation study
and confirmed. By taking into account the way operating flexibility works, the ob-
jective function of the standard GS model has been modified. Instead of minimizing
the safety stock cost in the entire system, the on-hand stock cost has become rele-
vant in the extended model. Through the model extension a cost-based derivation
of the internal service level at a stage, which specifies the maximum reasonable de-
mand level, has become possible. Provided that a cost parameter for the operating
flexibility usage can be specified per unit, a closed-form expression has been shown
to exist, which gives the corresponding internal service level. In many situations, the
specification of an operating flexibility cost might be easier for management than

specifying a service level directly.

4.3 Comparison of the stochastic- and

guaranteed-service approach

4.3.1 Introduction

After the description of both multi-echelon frameworks, the question arises: Is one
of them superior to the other, in general? And, if this is not the case, in which

settings does each approach perform well?

In the literature, very few contributions are available that focus on such a compar-
ison. The most prominent one is probably the one by |vaes and Wil]emJ (IQQ_O_EI)

They compare the two approaches in a convergent and spanning-tree system and

find that (under their assumptions) the GS model performs better. Since they use
a slightly different variant of the SS approach from the one presented in the pre-
vious section, their results are not fully conferrable to the SS framework analyzed
in this thesis. Moreover, they apply the demand bound assumption and specify an
identical bound for each stage in the supply network. As mentioned above, this
might not fully reflect reality, where different levels of flexibility can be present at

different stages in the network. That is why in this section a separate theoretical
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and numerical comparison of both approaches is conducted.

The structure of this section is as follows. Section establishes an individual
benefit of each approach based on theoretical considerations. In Section EX3 numer-
ical studies are conducted in order to derive further insights, first for serial systems
(Section E33]), then for divergent systems (Section EZ32). Some remarks on con-
vergent systems are presented in Section E333 The section closes with a summary

and implications in Section B34

4.3.2 Theoretical considerations — Benefits of the approaches

From the framework description in Section EEZ, clear differences between the two
approaches can be observed in terms of the allocation and sizing of safety stock in
the supply chain. These differences result in an individual benefit of each approach:
the allocation benefit of the SS approach and the decoupling benefit of the GS ap-
proach. m) also points out these differences in his discussion of the two
approaches. For illustrative purposes assume a two-stage serial system where stage
1 receives external supply and supplies stage 2, which in turn satisfies the external

customer.

4.3.2.1 Allocation benefit of the stochastic-service approach

In the GS model, there is a direct relation between the allocation decision and the
stock quantity at a stage. If a stage holds stock, i.e. 7, > 0,7 = 1,2, the exact size
follows directly from the service-level requirement (internal or external).
B;
aleroet — / frw)du = B;=F."(a}"") i=1,2 (4.34)
0
Due to the predefined internal service level and 100% service guarantee of the prede-

cessor, it is not possible to substitute (safety) stock at the predecessor for additional

(safety) stock at the successor.

In contrast, the SS model allows for such a substitution. Due to the echelon stock
concept, only the total quantity of (safety) stock in the entire supply chain (resulting

from the order-up-to levels of all stages) has to be sufficient to meet the external
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service-level requirement (see () for ¢ = 1). The ultimate allocation of (safety)
stocks to the individual stages depends on the holding-cost relationship between
them. This is done in the following way. First, an appropriate penalty cost is
derived, which ensures an a-service level for the entire supply chain equal to the

external service-level requirement using relationship [EI2)

P target

target 2

o == = =hy  ———— . 4.35
2 P + h2 p 2 1 — Oéarget ( )

Next, using this penalty cost, implied service levels, o, i = 1,2, are derived ac-
cording to (E).

+ h arge
afs =P gss o P pterget (4.36)
P+ h2 P+ hg

Starting with the final stage, these implied service levels are used to determine the
order-up-to levels of the stages in the system.
So

fr,(u) du = a5® (4.37)
0

Sa S1—u
/0 /0 fr,(v) fr,(u) dv du = afs = aé‘”“gd (4.38)

([E3M) shows that, in general, the SS approach prescribes larger order-up-to levels
than the GS approach. Assuming that ST} = 0 (i.e. 75 = T5) in the GS model, the
final stage order-up-to level is sized with respect to ab? (see [EZH)). However,
from ([E3H) and D) it is obvious that ay™* < a5, the service level with respect
to which the final stage order-up-to level in the SS model is dimensioned (except
for the case where hy = 0). The larger order-up-to level is necessary to a certain
extent, since the SS approach does not assume any operating flexibility measures
and consequently delivery delays at the predecessor might occur. Given the final-
stage order-up-to level (and safety stocks) in the SS framework, the order-up-to
level of the predecessor is then set such that the external service-level requirement
is met (see (E3J)). Thus, the SS approach benefits from the flexibility of either
shifting more (safety) stock to upstream stages reducing the stockout risk or to the

downstream ones allowing for a larger stockout probability of the upstream stages,
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whichever is cost-optimal. This is called the allocation benefit.

4.3.2.2 Decoupling benefit of the guaranteed-service approach

In the GS approach, on the other hand, this kind of flexibility with respect to the
(safety) stock quantity is not available. There is no possibility of placing more
(safety) stock at downstream stages than is actually required for the predefined (in-
ternal or external) service level. Nevertheless, there is another kind of flexibility
available in the GS model, namely operating flexibility, which results in a decou-
pling effect between the stages. No shortfall and thus stochastic delay is propagated,
which reduces the stock requirement of the next downstream stage. Each stage has
a deterministic service time and can be viewed as an external supplier with sufficient

stock to always fulfill its service-time guarantee. This is called the decoupling benefit.

In order to quantify the effects of these opposed flexibility types, a numerical study

is conducted in the next section.

4.3.3 Numerical study
4.3.3.1 Serial systems

Numerical design

The simplest version of a serial supply chain is analyzed consisting of two stages,
where stage 1 supplies stage 2 and the parameters given in Table 2 The parameters
are chosen such that a large range of supply chain characteristics is captured. With
regard to the processing time a short (2 periods), medium (5 periods), and long
(10 periods) timespan is considered. Holding costs follow a value-adding structure
with the upstream stage holding cost set to h; = 10 and an increase towards the
downstream one by 20%, 50%, or 100%. The external/final-stage a-service level is
varied between 85%, 95%, or 99%. In all instances, demand per period is assumed to
follow a discretized normal distribution with the demands of different periods being
i.i.d.. Mean demand per period is set to 100 and the coefficient of variation (C'V) is

either 0.1, 0.3, or 0.5. Thus, different levels of variability are captured. Moreover,
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the maximum C'V of 0.5 ensures that the simplifying assumptions E2Z3 T and 232

with respect to the operating flexibility modeling are not violated irrespective of the

height of the internal service level. Various internal service-level values are studied:
17%, 33%, 50%, 67%, and 75%. Using relation ([EZZ), these values correspond to
an operating flexibility cost per unit of about 12, 15, 20, 30, 40, i.e. 1.2 times up to
4 times the holding cost of the stage 1.

Parameter Description Value
T; Processing time of stage i € {1,2} 2,5, 10
including the review period at the final stage
h1 Holding cost at stage 1 10
ho Holding cost at stage 2 12, 15, 20
u Mean period demand at stage 2 100
cv Coefficient of variation of demand at stage 2 0.1,0.3,0.5
akrraet a-service level at stage 2 (final-stage) 85%, 95%, 99%

aﬁ‘"get a-service level for GS at stage 1 (internal) 17%, 33%, 50%, 67%, 75%

Table 4.2: Serial system — Parameter values for simulation runs

For each internal service-level value, 243 instances are analyzed in a full-factorial de-

sign. For each instance, 10 simulation runs with 20,000 periods each are conducted.

Computational aspects

For both approaches a simulation model is built in ARENA v10. In case of the SS
approach, optimal order-up-to levels are calculated by the algorithm described in
Section EZ2ZT] implemented in MAPLE v10. Numerical integration together with

bisections for the echelon order-up-to levels are used to derive the optimal values.

For the GS approach, results are obtained by comparing the extreme points of all
possible net replenishment time combinations and their respective on-hand stock
costs. Computations are performed in MAPLE v10 for all different internal service

levels, as well.

Since the comparison is based on simulation results, an ANOVA is conducted to es-
tablish the significance of the cost difference between the two approaches. The level
of significance is 95%. The required normal distribution assumption of the 10 cost
results is confirmed by the Kolmogorov-Smirnov test with a level of significance of

99%. All numbers reported in the upcoming tables and figures represent significant
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values.

Results

In the analysis, two performance measures are used. The optimality share indicates
the fraction of instances where one or the other approach is optimal, OS™, m €
{GS,SS}. The relative benefit of a respective approach quantifies the cost savings

and is defined as
CGS + CSs +
RBGS — 1 — (1,n) 7 RBSS — 1 — (1,n)
( O Chm

In the figures below, the shaded bars represent the optimality share and refer to

the left-hand y-axis. The average relative benefit is illustrated by (upside-down)
triangles and diamonds, which refer to the right-hand y-axis. On the x-axis the

different levels of the specific factor are indicated for different internal service levels.

As discussed in Section 223 the internal service level can either be set directly
by management or derived from the operating flexibility cost, ¢?F. In the former
case, no additional costs besides the on-hand stock cost would accrue. In the latter
case, for each expedited item a cost of c?F would have to be paid in addition to the

on-hand stock cost. Results for both cases are reported.

In order to identify drivers for the advantage of one approach over the other, three
parameter dimensions are analyzed: processing time, final-stage service level, and
coefficient of variation of period demand. Within each dimension, the effect of the
varying internal service level is investigated, too. The following observations are

made.

Processing time. Instead of analyzing all possible processing-time combinations
individually, they are summarized into patterns: degressive (deg.), linear (lin.), and
progressive (pro.). Irrespective of the actual internal service level, it can be observed
that the share of GS optima decreases from a degressive over linear to progressive

processing-time pattern. Similarly, the average GS benefit decreases from a degressive
over linear to progressive processing-time pattern. (See Figures and )
In the situation without any additional operating flexibility costs, the GS optimality

share for the degressive processing-time pattern is reduced only slightly from 100%
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Figure 4.4: Serial system — Optimality share and relative benefit with respect to the
processing time

to 92.6% as the internal service level increases from 17% to 75%. For the linear
and progressive pattern the effect is more pronounced with a decrease from 100%
to 80.5% and 34.3%, respectively. In terms of the average GS benefit, for each
internal service-level value the benefit shrinks to about a third (or even less) as

the processing-time pattern changes from degressive over linear to progressive (see
Figure {.4(a)).

In the situation with additional operating flexibility costs, the GS optimality share is
reduced by a larger extent. For a degressive, linear, and progressive processing-time

pattern it shrinks from 100% to 47.5%, 12%, and 0%, respectively. As a matter of

course, the SS optimality share increases accordingly. With regard to the average GS
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benefit, this benefit decreases to less than a fifth due to the change in the processing-
time pattern for a given internal service level (see Figure {.4(b)|). For an internal
service level of 75% the average relative GS benefit even completely disappears for

a progressive processing-time pattern.

The reason for this effect lies in the different ways both approaches deal with a
processing-time pattern change. The GS approach can use its decoupling benefit
only in case of upstream coverage. Holding stock at upstream stages becomes more
advantageous with larger processing times in the upstream part of the supply chain
compared to the downstream part due to the square root effect of the processing
time. This is reflected by a degressive pattern. Moreover, the GS approach does not
change its internal service level according to the processing time. This is contrary
to the SS approach, which raises the internal service level at the upstream stage as
its processing time increases. This results in a higher stock quantity and thus higher
holding costs compared to the GS model. Obviously, the quantity of expedited items
in the GS approach increases with a longer processing time. However, even for an
operating flexibility cost that is 4 times the holding cost, which translates into an
internal service level of 75%, the optimality share of both approaches are almost
equally balanced and the average GS benefit is still about 1.6% for a degressive

processing-time pattern. Here, the average SS benefit amounts to about 1.1%.

Final-stage service level. From Figures d.5(a)land f.5(b)|it can be observed that

the GS optimality share increases as the final-stage service level rises. In the GS
approach, a higher final-stage service level requirement simply leads to an increase
in the safety stock at this stage. The internal service level and thus stock quantity
at the upstream stage remains unchanged. This is possible due to the operating

flexibility measure, which enables such a decoupling.

In the SS approach, the change in the final-stage service-level requirement results
in an altered penalty cost and therefore different (safety) stock quantities at both
stages. Both order-up-to levels and thus stock quantities are increased. Due to the
square root effect in the safety stock formula, the safety stock quantity needed for
an increase in the service level grows exponentially the larger the service level gets.
Since the final-stage service level is already higher than the internal service level (cf.
[E34)), allocating more safety stock to the upstream stage and thus reducing the

stockout probability there, is more efficient than only increasing the safety stocks at
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the downstream stage as is done in the GS approach. Nevertheless, the SS order-
up-to level and stock quantity at the final stage is still higher than that in the GS
approach, because the SS model has to take into account potential supply shortages.
This results in high costs, if the final-stage target service level is high. For the same
reasons, the average GS benefit increases with an increase in the final-stage service
level. Therefore, a higher final-stage service level favors the GS approach in terms

of the optimality share and average relative benefit.
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Figure 4.5: Serial system — Optimality share and relative benefit with respect to the
final-stage service level

If no additional costs are incurred for the operating flexibility usage, the GS approach
shows a very dominant performance over the SS approach in the considered settings
(see Figure [.5(a)). Only for an internal service level of 75% and a low final-stage
service level of 85%, does the GS optimality share drop to 45%. In all other instances
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it varies above 75%. The average GS benefit increases by about 2% as the final-stage
service level is increased from 85% to 99% for a given internal service level. Only
for an internal service level of 67% or 75% can an average SS benefit be observed.
This benefit is less than 0.2%, however.

If operating flexibility costs have to be paid, the SS optimality share increases consid-
erably starting at an internal service level of 50% (see Figure [.5(D)). In particular,
for a rather low final-stage service level of 85% the SS optimality share rises from
58.8% to 100% as the internal service level increases from 50% to 75%. Similarly, the
average SS benefit experiences a slight increase from 0.7% to 1%. In both situations
the highest average relative GS benefit can be observed for a high final-stage and

low internal service level with 9.1% and 5.2%, respectively.

Coefficient of variation of period demand. The GS approach performs better in
terms of the optimality share and average relative benefit as demand becomes more

variable. This tendency becomes apparent in both situations, with and without

operating flexibility costs (see Figures .6(a)l and .6(b)). For each internal service

level, the GS optimality share increases as the coefficient of variation (C'V') changes
from 0.1 to 0.3 to 0.5. (Note that the small anomaly in this tendency for an internal
service level of 75% in the situation without additional operating flexibility costs
results from the fact that for CV = 0.3 a relatively large number of instances with
an average relative SS benefit exists, for which this benefit is not significant, however.
Consequently, these instances are not taken into account in the performance measure
calculation, which boosts the optimality share of the GS. If the significance test is
neglected, the optimality shares for CV = 0.1,0.3, and 0.5 amount to 64.2%, 66.7%,
and 66.7%, i.e. the same tendency as for the other internal service levels can be

observed.)

In the situation without any operating flexibility costs, the GS approach is clearly
superior in the analyzed parameter settings (see Figure {.6(a))). The average SS
benefit only amounts to 0.2% at most, whereas the average GS benefit varies between

13.2% and 3.2% at most for the different internal service levels.

The clear GS superiority changes when additional operating flexibility costs are
incurred (see Figure {.6(b)]). For internal service levels of 67% and 75% the SS

optimality shares are larger than the GS ones. Also, the average SS benefit increases
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Figure 4.6: Serial system — Optimality share and relative benefit with respect to the
coefficient of variation of period demand

to about 1%. However, the average GS benefit lies above the SS one for almost all

C'V's and internal service levels.

The reasons for the better GS performance as the C'V increases can be found in the
operating flexibility. When the C'V grows, the value of operating flexibility (if used)
increases. Whereas the decoupling benefit of the GS becomes more important, the
SS approach suffers from the C'V-increase. This causes the decreasing optimality
share. Nevertheless, in those instances where the SS model is superior to the GS
one even with a low C'V', the average SS benefit is more pronounced as the demand
variability increases, i.e. as demand becomes more variable, the SS optimality share

decreases, but the average SS benefit increases.
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4.3.3.2 Divergent systems

Numerical design

In this section, which is based on I}(]osferha]fen and Minnml (I2_0J_d), the comparison

of the two approaches is extended to the simplest divergent system, i.e. a network

with one warehouse and two retailers (see Figure EET).

External

2
Customer
External 1 /
Supplier \
External
3 b—

Customer

Figure 4.7: Divergent system illustration

The parameters are chosen similar to the ones of the numerical study for the serial
system, but reduced to two possible parameter levels for each factor in order to
avoid a too large increase in the number of total instances. All parameters are
summarized in Table With regard to the processing time, a time span of 2
periods (short) and 6 periods (medium-long) is considered. The warehouse holding
cost is fixed at h; = 10 with a value adding towards the retailers by 50% or 100%.
In all instances, demand is assumed to be i.7.d. normally distributed and discretized.
There is no correlation between retailer demands, i.e. ps3 = 0. The coefficient of
variation is set to either 0.2 or 0.4. Thus, low as well as high demand variability
is captured. Moreover, instances with rather low (85%) and high (95%) retailer
service-level requirements are analyzed. The internal service-level range is identical

to the serial system setting.

All possible parameter combinations are tested (except for cases where o = 40 and
o3 = 20 for symmetry reasons with instances where oo = 20 and o3 = 40), yielding
384 instances per internal service level in total. For each instance, 10 simulation

runs with 20,000 periods each are conducted.

Computational aspects

As in the serial system case, the simulation is done in ARENA v10. In case of the

SS approach, optimal order-up-to levels are calculated by the algorithm described
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Parameter Description Value
T; Processing time of stage ¢ € {1,2,3} 2,6
including the review period for retailers
hy Holding cost at the warehouse 10
h; Holding cost at retailer ¢ € {2,3} 15, 20
i Mean period demand at retailer ¢ € {2, 3} 100
cV; Coefficient of variation of period demand at
retailer ¢ € {2, 3} 0.2,0.4
aleraet a-service level at retailer i € {2,3} 85%, 95%
alrreet a-service level for GS at warehouse 17%, 33%, 50%, 67%, 75%

Table 4.3: Divergent system — Parameter values for simulation runs

in |Diks and de Kolj (I1 QQd) implemented in MAPLE v10. Numerical integration

together with bisections for the echelon order-up-to levels and other bisections for

the allocation fractions using the consistent appropriate share (CAS) rationing policy

have been used to derive the optimal values. (See kan der Heijden et all ) for

details on this and other rationing policies.) For the GS approach, the optimal
values are found by comparing the extreme points of all possible net replenishment

time combinations and their respective costs.

In general, the balance assumption (see Section EEZZT) is violated, because the
physical stock at the warehouse is not always sufficient to ensure an allocation of
non-negative quantities to all retailers. In the simulation, potential imbalance events
are handled following a suggestion by @ ), p- 29. If the inventory control
policy prescribes to allocate a negative quantity to one of the retailers, this quantity

is adjusted to zero and the other retailer gets all available items.

Results

The simulation results are analyzed in the same way as for the serial system. With
respect to the different parameter dimensions, the same (or very similar) observa-
tions can be made for the same reason mentioned in Section X3 That is why only
the observations together with the figures for the divergent system are presented,

but the explanations omitted.

Processing time. In contrast to the serial system case, where the processing-
time pattern characterization is straightforward, the divergent case requires a more

specific explanation. The processing-time patterns are defined as follows:
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e degressive:

> max {13, T , Ty # T
Tl = { 2 3} 2 7& 3 (439)
> max {TQ, Tg} , 1o =13

e linear:

T=T, =T, (4.40)

e progressive:

< min {75, T , Ty # T
- {1 To) 27T (4.41)
< min {Tg,Tg} , Ty =1T;

From Figures {.8(a)l and Y.8(b)| the following observation can be made. For a given

internal service level, the GS optimality share as well as the average GS benefit
decreases as the processing-time pattern switches from degressive over linear to pro-

gressive.

In the situations without any additional operating flexibility costs, the first drop in
the GS optimality share can be observed for an internal service level of 67% and a
progressive processing-time pattern (see Figure . The share decreases from
100% to 79.3%. As the internal service level is further increased to 75%, the GS
optimality share decreases further to only 6.5%. The average GS benefit decreases
even faster as the internal service level is raised from 17% to 75%. For the degressive,
linear, and progressive processing-time pattern it drops from 7.2%, 6.1%, 3.9% to
0.8%, 0.3%, 0.1%, respectively.

In the situation with operating flexibility costs, the same tendency is apparent (see
F igure. However, the decrease of the GS optimality share and average benefit
occurs for an internal service level of 33% already. Except for a small GS optimal-
ity share of 5% and a degressive processing-time pattern, the SS optimality share
amounts to 100% for all patterns and internal service levels from 67%. Similarly,
the average GS benefit drops from about 2.7% to 0% as the internal service level

exceeds about 50%. The average SS benefit, on the other hand, increases from 0.1%
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Figure 4.8: Divergent system — Optimality share and relative benefit with respect
to the processing time

for an internal service level of 33% and a linear processing-time pattern to about

2% for an internal service level of 75% and a progressive pattern.

Final-stage service levels. Higher final-stage service levels have a positive effect
on the GS optimality share as well as the average relative GS benefit. Figures
and illustrate how the GS optimality share and average benefit increase for a

given internal service level as one or both final-stage service levels are raised.

For each internal service level, the increase in the average GS benefit as the final-
stage service levels are raised is rather small and amounts to about 0.5% for both

situations, with and without any additional operating flexibility costs.

Whereas the GS approach shows a quite superior performance for the situation where
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Figure 4.9: Divergent system — Optimality share and relative benefit with respect
to the final-stage service level

no operating flexibility costs are incurred, the SS approach is obviously dominant in
the situation with operating flexibility costs and internal service levels larger than
50%. Nevertheless, an increase in the final-stage service level has a clear negative
effect on the average SS benefit, which decreases from 1.6% to 0.9% and 2% to 1.4%

for an internal service level of 67% and 75%, respectively.

Coefficient of variation of period demand. In the divergent system case an

increase in the demand variability has only a minor effect on the optimality share of

the two approaches (see Figures t.10(a)l and {.10(b)}). For a given internal service

level the share remains fairly constant. The average benefit increases, however. For

a low internal service level of up to 50%, this increase is larger in the GS than in the
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SS case. Starting from an internal service level of 67% it is vice versa. Consequently,
it can be stated that the average benefit of the superior approach becomes larger as

demand gets more variable.
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Figure 4.10: Divergent system — Optimality share and relative benefit with respect
to the coefficient of variation of period demand
4.3.3.3 Convergent systems

In the SS approach anﬁ convergent system can be transformed into an equivalent

serial one (see @

However, the main feature and benefit of the GS approach, the decoupling, is also

)). In the GS approach, this equivalence does not hold.

present in convergent systems. Therefore, it is expected that a numerical comparison

would deliver results similar to the ones in the serial and divergent system case. Since
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the findings in both settings have not differed significantly, no separate numerical

study is conducted for convergent systems.

4.3.4 Summary and implications

In this section, a comparison of two multi-echelon inventory optimization approaches,
the stochastic- (SS) and guaranteed-service (GS) approach, has been provided. First,
based on theoretical considerations an individual benefit of each approach has been
established: the allocation benefit of the SS model and the decoupling benefit of
the GS model. Next, a simulation study has been carried out in order to compare
the cost performance of both approaches. In the GS framework both modeling op-
tions, with and without additional costs for using operating flexibility, have been

considered.

From the numerical results, three important drivers of the advantage of one approach
over the other can be identified: processing-time pattern, final-stage service level(s),
and internal service level (or operating flexibility cost). The GS approach shows
a superior performance for a degressive processing-time pattern, high final-stage
service level(s), and a low internal service level. For the SS model, the opposite is
true. Although the first two parameters have a significant effect, the superiority of
one approach over the other mainly depends on the internal service-level parameter,

which reflects a stage’s level of flexibility.

The major finding from the comparison is that none of the approaches is superior to
the other, in general. Both approaches have their advantages and disadvantage in
certain settings. This outcome not only shows that the extension of both approaches
to incorporate dual sourcing is valuable, it also raises another question, which is
not directly related to dual sourcing at first glance: Is it possible to combine the
two approaches and thus benefit from both advantages? Such an integrated approach
would solve the dilemma of having to choose a single approach for the entire supply
chain rather than for each stage individually. One can easily imagine that a single
supply chain might comprise of stages with different levels of flexibility. Those
with a high flexibility level would prefer the GS model, whereas the others would
favor the SS model. However, also in terms of dual sourcing the development of a

combined single-sourcing multi-echelon approach is of relevance. If an integration
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of both approaches is possible, the new approach will represent another candidate
for a potential dual-sourcing extension. In the next section, such a combination of

both approaches into an integrated framework is addressed.

4.4 Combination of the stochastic- and

guaranteed-service approach

4.4.1 Introduction

The comparison of the SS and GS approach in Section has shown that none of
the two approaches is superior to the other, in general. Most of the multi-echelon
literature as well as many commercial software solutions treat both approaches as
mutually exclusive frameworks. Behind inventory optimization software tools offered

by Optiant, LogicTools, SmartOps, etc., lie numerous extensions of the pioneering

contributions to multi-echelon inventoryv research bv ISimpson (11958) and Clark and

Scarf ) that form the basis of the GS and SS research strands. Consequently,
the practitioner faces the dilemma of having to decide which approach is appropri-
ate for the safety stock optimization of his entire supply chain knowing that both
approaches might not fully exploit all cost-saving potentials due to the lack of a

stage-wise choice.

Hence, before the focus is shifted to the integration of dual sourcing into one of the
multi-echelon approaches in Section EEX, the above-mentioned dilemma is resolved
in this section by developing an integrated approach, called the hybrid-service (HS)
approach. This newly developed framework represents yet another candidate for a
potential dual-sourcing extension. The HS approach optimally and endogenously
determines, which strategy is the best at each individual stage of the supply chain.
The integration will implicitly provide the choice of the better of the two frame-
works for a given system and additionally enable further cost savings by allowing
for a stage-wise choice of a framework. A rough idea of a framework combination
is given in ). Whereas he only conceptionally outlines how to model
the interfaces between the approaches and restricts the outline to local search meth-

ods, this section provides a detailed interface modeling description and presents a
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pseudo-polynomial time dynamic programming algorithm for the optimization of
the integrated safety stocks in a serial system. Moreover, extensions to convergent
and divergent systems are outlined. The benefit of the HS approach is tested in a
numerical study for a serial system with up to five stages. From this study drivers

that favor the use of hybrid-service structures are identified. The section is based
on h—)i‘r‘rmar et a]l (I2_OQ_C_)

The structure of this section is as follows. First, serial systems are addressed (Sec-
tion EZ2). The interface modeling is described in Section EZ2ZT]l Section

presents the combination of both approaches into an integrated optimization model

and the dynamic programming algorithm. Section reports the results of a
numerical comparison of the pure and hybrid approaches. In Sections and
27 extensions to divergent and convergent systems are discussed. Section EEZH

provides a summary of the main findings.

4.4.2 Serial systems

In Section the allocation benefit of the SS and the decoupling benefit of the GS
approach have been established. The hybrid-service (HS) approach tries to jointly
exploit the benefits of the two pure approaches. For each stage, the HS approach
chooses the cost-optimal framework with regard to the entire supply chain. This
leads to a partitioning of the supply chain into SS and GS subnetworks. Special care
has to be taken at the interface of these subnetworks due to the differing underlying
assumptions of the pure approaches. Each interface and the required adjustments

for the order-up-to level calculation are addressed in turn.

4.4.2.1 Interface modeling

SS subnetwork with preceding GS subnetwork

Consider a situation where a GS subnetwork runs from stage [ to ¢ — 1 and an
SS subnetwork from ¢ to j. Due to the operating flexibility of a GS stage, the
succeeding SS subnetwork does not have to include any stochastic delays caused by
its predecessor. However, the preceding GS stage might quote a positive service

time to the SS stage, which can be viewed as a deterministic delay. Consequently,
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when the first SS stage determines its order-up-to level it has to do this with respect
to the replenishment lead time TiSS = ST;_1 + T;, and not just T;. The term TiSS
is used to indicate the similarity to a GS stage through the incoming service time,
ST;_ 1. For each possible incoming service time, a different SS subnetwork needs to
be solved. Note that due to the decomposition result, not all order-up-to levels need
to be recalculated, but only the one of the first SS stage . Given a certain incoming

service time, the optimization algorithm of the pure SS approach can be applied.

Proposition 4.4.2.1 Suppose an HS serial supply chain, where a GS subnetwork
runs from [ toi — 1 and a SS subnetwork from i to j. Then, the net replenishment
time candidate T;,_1 = 0 can be excluded, i.e. 1 < 7,1 < M;_1 & 0 < ST,_; <
Mi—l — 1.

Proof:
See Appendix [B-111 O

As already mentioned in Section E2Z3 1] the computational complexity of GS mod-
els depends on the behavior of the objective function when the decision variables,
namely the net replenishment times, are changed. A concave objective function

leads to a complexity reduction due to the extreme point property.

Corollary 4.4.2.2 [f the GS objective function is a concave function of the net
replenishment time, the extreme point property holds. Hence, in an optimal HS serial
supply chain the final stage i —1 of a GS subnetwork that precedes an SS subnetwork
(from stage i to j) holds sufficient stock to cover all uncovered processing times from
its predecessors, i.e. 7,1 = ST;_o + T;_1. It completely decouples itself (and the
upstream stages) from the downstream part of the supply chain by quoting a service
time of 0 to the succeeding SS stage, i.e. ST, 1 = 0.

Due to Corollary EZZ2] there is only one possible replenishment time candidate for
the first SS stage, i.e. 7% = T;. Consequently, only a single SS subnetwork needs

to be optimized.
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GS subnetwork with preceding SS subnetwork

The first GS stage might experience stochastic delays in the delivery of its order
requests (shortfall). These delays have to be taken into account in the determination

of the order-up-to level. Assume that the SS subnetwork runs from stage [ to ¢ — 1

External partitioning

T T T ST T, ST, _T,
—| SS | —fss as |21 S GS — S GS |-
Internal partitioning l
[T TS Trs s r s m T 1
1 ‘ ’
e [ =T-ST 17,=ST+T,-ST,

1

}
: ss|

T T T ST, T ST., _T,
— ss b —fss s Tufes] S, Tfes].
: :
! I

with: ST =0,...,.T -1
Figure 4.11: Interface modeling between an SS and a GS subnetwork

and the GS subnetwork from ¢ to j (see Figure LTIl ‘external partitioning’). The
order-up-to level of the first GS stage can be computed by treating stage i as if it
was part of the preceding SS subnetwork (‘internal partitioning’). Recall that in
the SS subnetwork each stage has to cope with possible stochastic delays from its
predecessor, too. The combination of the preceding SS subnetwork and the first GS
stage is called a ‘hybrid-service’ (HS) stage. Consequently, the order-up-to level of
GS stage i, B, follows from optimizing the HS stage running from [ to i. That

as -
means B{™ results from (see Section EL2ZZ)

i—1 7 ¢ target
asy Pt ss _ Q;
Fr (B) = ===k = ol with p=hi g (4.42)

)

7

Moreover, from the GS description in Section 23 it is known that a GS stage might
quote a positive service time to its successor and thereby postpone some coverage
requirement (except for the final stage). Hence, the net replenishment time of the
GS stage, 7;, that is required for the SS subnetwork optimization in ([EZ2) is not
fixed to the processing time, T;, a priori, but depends on the outgoing service time,
ST;. For each ; = T; — ST; a separate HS stage needs to be evaluated. The possible

net replenishment times (or service times) of stage ¢ can be reduced by the following
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proposition:

Proposition 4.4.2.3 Suppose an HS serial supply chain, where an SS subnetwork
runs from | to i — 1 and a GS subnetwork from i to j. Then, the net replenishment
time candidate 7; = 0 can be excluded, i.e. 1 <1, <T;, <0< ST, <T;,—1.

Proof:
See Appendix B2 0

Corollary 4.4.2.4 If the GS objective function is a concave function of the net
replenishment time, the extreme point property holds. Hence, in an optimal HS
serial supply chain it holds for the first stage i of a GS subnetwork that succeeds an
SS subnetwork (from stage l to i — 1) that 7, = T; < ST; = 0.

4.4.2.2 Combination of the approaches

Properties of HS systems

Given the interface modeling, an HS system can be transformed into a system of GS
and HS stages. Figure illustrates such an HS system where a GS subnetwork
that ends at stage i —1 is succeeded by an SS subnetwork from ¢ to j, which in turn is
succeeded by another GS subnetwork starting at j + 1. Through the introduction of
HS stages, the HS system is similar to a pure GS system. Like a standard GS stage,
the HS stage 7 faces an incoming service time, S7;_1, and quotes an outgoing service
time, ST)41. The incoming service time is quoted to the first SS stage, whereas the
outgoing service time belongs to the first GS stage that directly succeeds the SS
subnetwork. Once both service times of the HS stage are known, the optimal order-

up-to levels and the resulting inventory holding cost of this stage can be calculated.
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Figure 4.12: System illustration with a hybrid-service (HS) stage
Lemma 4.4.2.5 In an HS system it holds that:

1. An HS stage consisting of a single stage comprises of a GS stage only.

2. An HS stage that runs until the most downstream stage n of the entire supply

chain is a pure SS subnetwork.

3. Benefits of the HS approach over the pure approaches (SS, GS) start materi-

alizing in serial supply chains consisting of three stages or more.

Proof:
See Appendix T3 0

Optimization model

Although the overall objective is to find the optimal partitioning of the entire sup-
ply chain into SS and GS subnetworks, the optimization problem is formulated in
terms of GS subnetworks and HS stages for simplicity reasons (see Figure EETZ).
A back transformation is straightforward based on the explanations above. It is a
two-stage optimization problem. At optimization stage 1, the objective is to find
the cost-optimal partitioning of the entire serial supply chain into GS subnetworks
and HS stages. The cost of each GS subnetwork/HS stage is the outcome of another
optimization problem (optimization stage 2), namely the respective pure optimiza-
tion problem P or P% (see Sections and E2Z3). The GS subnetworks are
indicated by superscript G'S and the HS stages by superscript HS.

(Note that by only incorporating the on-hand stock cost as the total cost of a GS

subnetwork it is implicitly assumed that the internal service levels are set directly by
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management such that no additional costs for the operating flexibility usage accrue.

In the numerical study in Section the internal service-level values will be

chosen appropriately to make this a reasonable assumption.)

Stage 1: Partitioning into GS subnetworks and HS stages (i, j)

HS ; HS _ GS GS HS HS
P min Ci oy = Z [y 26+ cigy - %) (4.43)
(4,5)eT
s.t.

GS HS

> ang - (2G5 +2f5) =1 k=1,...n (4.44)
(4,5)eT

Ty + Tl + T + Tl + Tl = 1 V(i,j) € J, 1<1<i  (4.45)
2y sty €401} V(g eJ (4.46)

apaj)y €10,1y  k=1,..n, ¥(i,j) € T (4.47)

Stage 2: Determination of optimal cost for each GS subnetwork/HS stage

type
X,
(4,4)

Ok (i.5)

type
7’7])

Cg% , if type = G S
C’fig) , if type = HS

type __

s (4.48)

={(1,1),....,(1,n),(2,2),...,(2,n), ..., (n,n) }, i.e. set of all feasible GS
subnetworks/HS stages

GS subnetwork /HS stage that runs from stage i to j (including ¢ and
j with i < §)

indicator variable that is 1 if the GS subnetwork (type = GS) or HS
stage (type = HS) from i to j is chosen or 0 otherwise

k x (i, j)-matrix that shows which stages are part of the GS subnet-
work/HS stage (i, 7)

cost of the on-hand stock in the GS subnetwork (type = GS) or HS
stage (type = HS) from i to j
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(EZd) ensures that stage k is part of either a GS subnetwork or an HS stage. ([EZH)
ensures that (i) a GS subnetwork does not succeed another GS subnetwork, (ii) an
HS stage that only consists of a single stage does not succeed another GS subnetwork
(Lemma part ([I)), and (iii) the entire network can be of a single type.

In order to compute the optimal cost of an HS stage in ([BE4]), which comprises of
stages 7 to 7, the on-hand stock calculation in optimization problem Pi% needs to
be adjusted slightly. Due to possible positive incoming and outgoing service times at
the first and final stage of the HS stage, the time span that is used in the order-up-to
level calculation is not equal to the processing time, but the net replenishment time
of these stages. Therefore, (L) becomes

E[OHL(By)] = (Bx — E[BOy-1(Bx-1)]) = A - p + E[BOx(By)]  k=14,...,j

(4.49)

755 if k=1

with )\k: Tk ifi<k’<j

T lfk:j

and 77° and 7; as defined in Section L1

Dynamic programming algorithm

The partitioning problem P can be solved by dynamic programming (DP). At
an HS stage, an SS optimization problem needs to be solved to obtain the optimal
cost. Hence, in a pre-processing step the optimal order-up-to levels and resulting
inventory holding costs of all possible HS stages as well as for all incoming and
outgoing service-time combinations of these stages are calculated. Then, all possible

net replenishment times at all stages can be enumerated to find the optimal ones.

State space. The state variable, z;, represents the replenishment lead time of stage

k, i.e. any uncovered processing times from preceding stages (including stage k).

ZkEZk:{ZGN‘TkSZSMk} k;zl,,n (450)
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where M}, = Zle T; denotes the maximum replenishment lead time for stage k.

Decision space. A three-dimensional decision variable is defined u, = (uy, u2, u3}).
u;. indicates whether stage k is a GS stage or the first stage of an HS stage, i.e.
up € {GS,HS}. u} indicates the next downstream GS stage that holds stock, if
uj, = GS, which implies k& < ui < n, or the final stage of the HS stage, if ul, = HS,
which implies k& < u2 < n due to Lemma FEZZH part (). (Note that this final stage
is also of type GS.) Finally, u} represents the net replenishment time of the stage
ui. It ul, = GS,

'lL2 .
€ {1,2,...,zk+zjik+17}} Jifui <n

u p o (4.51)
=z + 2 50T yifup =n
If uj = HS,
, E{l,Q,...,Tuz} iful <n
ul ; . (4.52)
=Tz Jifui =n

Due to Propositions EZZT] and ELZ3 u; = 0 can be excluded from EX) and

ERD), respectively, for u? < n. Further, since immediate customer service is as-

sumed, the final stage n has to cover its replenishment time (including the review
period). The entire decision space of stage k for a given state, Uy (21), is specified

by all feasible combinations of the three decision variable elements.

State transition equation. The state transition equation denotes how the state
of a succeeding stage of k£ depends on the state and the decision made by k. It needs

to be distinguished whether stage k acts as a GS stage or starts an HS stage.

uZ+1 .
k 3 1 __
sy () e+ e Ty —wg ifu, =GS
up+1 \Vk) = 2
k uy+1 .
> e Ty — )  ifup = HS

k

(4.53)

Value function. In the value function the minimum on-hand stock cost of the
current stage and the downstream part of the entire supply chain are calculated
depending on the current state and the decision made at the current stage k. Note

that if an HS stage starts at stage k, the entire cost of the HS stage is assigned to its
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final stage indicated by u7. In the GS case, u} indicates the next downstream GS

stage that holds stock. The direct cost assigned to stage uz, DCuz , can be calculated

asS
he - E [OHSS (u Jiful = GS
DCy(ug) = o ) S (4.54)
Sk hy - E[OHSS(wy)] ,ifup = HS
with
E [OH%S (uk)} = Bp(ud) —ud u+E [BOui (B.z (ui))] (4.55)

< target)
Qo
Uk Uk

E [OHS%(ug)] = (Bm(u) = E[BOp_1 (Bp-1(u))]) = A - 1+ E [BOy, (B (uy))]

(4.56)
z Um=k
where A =ST, ifk<m<ui
ul i m=ul
ui
and Bm(uk) = Bm c g(k,u%) g(k,u%) = argminz hz -E [OHZSS(BZ)}
B(k,ui) 1=k
s.t. O{ui (g(k,ui>) = O{Zggd
and BO,_1 =0
Given DCuZ , the value function is
gn(2zn) = DC, ((GS,n, z,)) Vz, € Z, (4.57)
gk(zx) = min {DCu2 (ug) + Guz41 <Zu2+1(uk))} Vo €21, k=1,...,n—1.
uy, €U, (2x,) k k k

(4.58)
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Computational complexity. The computational complexity of the algorithm is
O (n®*M*Dlog(D)log(S;)). During the pre-evaluation phase all possible HS stages
are optimized. Taking into account all possible incoming and outgoing service times
(at the first and final stage, respectively), the total number of HS stages is found to
be of complexity class O(n?M?). The optimization procedure of an HS stage corre-
sponds to that of a pure SS subnetwork, whose complexity is O (nD log(D) log(S;‘))
(see  Section E27). Hence, the total pre-evaluation complexity is
O (n*M?Dlog(D)log(S;)). The dynamic program for solving the HS approach does
have complexity O(n3M?) resulting from a stage’s state space lying in O(M) and
its decision space lying in O(n?M). Combining these findings results in the total
DP algorithm complexity.

Remark. Most of the computation time is required for the evaluation of the HS
stages due to the (in)complete convolution computation. A major reduction can

be achieved, if the moment-iteration approximation is used as a heuristic (see van

Houtum and Zijm ).

Special case: Concave objective function

If the on-hand stock is a concave function of the net replenishment time, the state

and decision space of the dynamic program can be reduced considerably:

1. State space. Due to the extreme point property, the state space is restricted

to:
k
Z = {Z:n : jzl,...,k} k=1,...n (4.59)
I=j

2. Decision space. From Corollary and the new state space definition it
follows that if u, = GS,

up = ZTJ ' (4.60)

Due to Corollary EEZ2 4 the net replenishment time of the GS stage within
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an HS stage corresponds to its processing time. Consequently, if uj, = HS,
up =Tz . (4.61)
The restrictions on k and u? remain unchanged.

A further simplification concerns equation ([EERG), which becomes

E [0HSS(w)] = (Bu(uw) — E[BOp-1(Bu-s(0)]) = T - ft + E [BO (B (we))]
(4.62)

i.e. no case differentiation has to be made with respect to the timespan that is
relevant for the order-up-to level computation within the HS stage. At all stages
it is simply the processing time, 7,,, that needs to be considered. Keeping these

aspects in mind, the complexity reduces to O (n®Dlog(D)log(S})).

4.4.2.3 Numerical study

Numerical design

In order to gain further insights into the performance of the HS approach a numerical
study for serial supply chains of length n € {3,4,5} is conducted. Parameters are
chosen such that a large range of supply chain characteristics is captured. External
customer demand per period is characterized by a discretized Gamma distribution
with a mean of 100 and coefficients of variation (C'V') of 0.2, 0.4, and 0.8 to reflect
different levels of variability. Although the model and DP algorithm itself are not
limited to discrete demand distributions, a discretized version of the Gamma dis-
tribution is chosen such that the mathematical expressions for the SS subnetwork
optimization, which contain multiple (in)complete convolutions, can be evaluated by
exact numerical computations. For serial supply chains of more than three stages,
the evaluation of the multiple-integral expressions, which would result for continuous
demand distributions in these systems, can no longer be computed in an exact way,
except for special cases. That means, approximate methods would have to be used,
which might affect the results. The choice of a discrete distribution avoids these

problems. Based on the assumption that operating flexibility might vary along the
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supply chain, (internal) service-level targets at the intermediate stages correspond
to either 75%, 85%, 95%, or 99% and may differ between the stages of a single
supply chain. (Note that in the model formulation it is assumed exclusively that
no additional costs for using operating flexibility are incurred, which distinguishes
this setting from the comparison of the SS and GS approach in Section That
is why the internal service levels are set rather high. In the most flexible produc-
tion system considered at a stage, the probability that operating flexibility is used
must not exceed 25%, which corresponds to an internal service level of 75%. This
parameter choice still ensures that the simplifying assumptions EE23T] and
hold in view of the different C'V's.) Final-stage service levels are set to 90%, 95%,

and 99%, which reflect common values in practice. Inspired by the numerical design

in IGraves and WillemJ (IQQ_OEI), progressive, linear, and degressive holding cost and
lead-time patterns are analyzed, which are characterized in Table EEQ] and by which

a large variety of structures that exist in reality can be captured. The constant C in

Pattern ~ Holding cost (i = 1,...,n) Processing time (i = 1,...,n)
progressive h$ =1 T, =1
linear h{=2C T; = [
degressive hf =n—i+1 Ti=n—i+1

Table 4.4: Holding-cost and processing-time patterns

the linear cost pattern can be set arbitrarily. In the upcoming calculations C = 2 is
used. In total, 1296 (n = 3), 5184 (n = 4), 20736 (n = 5) instances are tested. The

DP algorithm is implemented in Java.

Results

Overview. In the analysis, the same performance measures as in Section EE3, where
the two pure approaches have been compared, are used, but in a slightly extended
way. The optimality share indicates the fraction of instances where an approach is
optimal (i) within only the pure approaches, OSy..., m € {GS, SS}, and (ii) within
all approaches, OS”,, m € {GS,SS,HS}. The relative benefit of a respective

approach quantifies the cost savings and is defined as
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+
oGs \* oSS \ 7T cHS
RBES = [1- ) ppsS— (1- 80| RBES = |1- (L) .
C(Ln) C(Ln) min {Ogiw Ofl?n) }

Table presents the measures for the entire numerical study. The optimality
share of the pure approaches is almost equally-balanced, if they are the only options
available, with a slight increasing trend towards the GS approach as the supply chain
length increases. If hybrid structures are allowed, the HS approach improves the best
pure approach in about half of the cases or more. In many instances the HS model
can exploit the allocation benefit by introducing SS subnetworks into an originally
pure GS system. In fewer cases it can profit from the decoupling benefit within
originally pure SS systems. In terms of the relative benefit, the superiority of the
GS (SS) approach over the SS (GS) approach can be quite large with 32.6% (23.4%)
at most and 7.6-9.8% (3.9-4.1%) on average. Besides finding the pure optimum, the
HS approach obtains additional benefits of 10.5% at most and 1.4-1.9% on average.

(a) n=3 (b) n=4
os™ RB™ os™ RB™

m pure all Max Avg. m pure all Max Avg.

GS 48.69% 10.88% 24.56% 7.58% GS 51.60%  3.36% 29.19% 8.77%
SS  51.31% 41.28% 17.70% 4.06% SS  48.40% 32.72% 21.03%  3.98%

HS 47.84% 7.07% 1.40% HS 63.93% 8.63% 1.61%
(C) n=>5
osm RB™
m pure all Max Avg.

GS 55.50%  3.44% 32.59% 9.79%
SS  44.50% 27.41% 23.43% 3.85%
HS 69.15% 10.54% 1.88%

Table 4.5: HS result overview

In the remainder of this section a more detailed analysis of each parameter dimension
for n = 3 is conducted. For the instances with n = 4 and n = 5 the same effects
are observed and therefore these results are not reported in detail. (The figures for
these instances can be found in Appendix [A2])
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Internal service levels. The internal service levels have a major influence on the
preferability of a particular approach. For the sake of clarity, service-level ranges
are used to analyze the results. By combining the four possible internal service
levels as min-max pairs, ten ranges result that cluster all test instances into disjoint
subsets. Ordering by min values first (decreasing) and by maximum values second
(increasing), a sorted sequence of service-level ranges is obtained as shown on the
x-axis in Figure ET3 For each range, the shaded bars refer to the left-hand y-axis
and indicate the optimality shares. The dashed-lined white bars show the original
shares of the pure approaches that are now outperformed by the HS. The average
relative HS benefit is illustrated by triangles, which refer to the right-hand y-axis.

GS/SS GS S S HS 4
OSe og’ [ osy M o’ m RE
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o 60% | =
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Service-level range of intermediate stages

Figure 4.13: Optimality share and additional average HS benefit with respect to the
internal service-level ranges

A real HS optimum becomes more likely with a low minimum internal service level
and a broad internal service-level range. No HS optimality share can be observed in
settings with all internal service levels set to 99% and only a small one for ranges
starting at 95%. In these settings, the decoupling benefit is negligible. The high
internal service levels indicate that there is only little operating flexibility at these
stages and most of the demand variability has to be dealt with by using safety stock.
Due to the allocation benefit pure SS solutions are dominant. In ranges starting at
85%, more operating flexibility is available and thus the extent of the decoupling
benefit increases. Now, the HS approach can exploit both individual benefits and

outperform the pure approaches. The HS superiority gets even more pronounced
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for service-level ranges starting at 75%.

Within all ranges starting at 95%, 85%, and 75%, respectively, the average relative
HS benefit increases as illustrated by the solid black triangles. Thus, the aver-
age relative benefit of a real HS optimum increases with the breadth of the internal

service-level range.

Final-stage service levels. When comparing the two pure approaches only, it can
be observed that the optimality share of the SS approach decreases as the final-stage
service level gets higher (see Figure . An optimal SS solution has to ensure
that the service level is achieved solely by safety stock taking into account potential
supply shortages. This results in high costs, if the final-stage target service level
is high. In contrast, the GS approach can exploit its decoupling benefit and carry
more stock at the upstream stages. Although the HS optimality share increases,
the relative HS benefit remains fairly constant. A higher final-stage service level

increases the HS optimality share, but has a negligible effect on the average relative
HS benefit.

Processing time. From degressive over linear to progressive, the share of HS
optima decreases, the share of GS optima remains fairly constant (it decreases within
the pure approach comparison, though), and the share of SS optima increases (see
Figure . The GS and HS approach can use their decoupling benefit only
in case of upstream coverage. Holding stock at upstream stages becomes more
advantageous with larger processing times in the upstream part of the supply chain
compared to the downstream part due to the square root effect of the processing
time. Similarly to the optimality share, the average relative HS benefit also decreases
for the same reason. Both the optimality share and the average relative benefit of
the HS approach decrease from degressive over linear to progressive processing-time

patterns.

Holding cost. The optimality share as well as the average relative benefit of the
HS approach increase from degressive over linear to progressive holding-cost patterns.
(Figurel.15(a)]) Generally speaking, if value-adding is high, it is preferrable to hold
more stock upstream. If operating flexibility of the upstream stages is high, the GS
approach can do this at a lower cost than the SS model. In case of low operating

flexibility, the SS approach’s allocation benefit prevails. This causes the relatively
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equally-balanced performance of both pure approaches across the different holding-
cost patterns. Due to the joint exploitation of both individual benefits, the HS
approach produces additional benefits. In particular, for a progressive holding-cost
structure it is advantageous to have a GS subnetwork in the upstream part of the
supply chain making use of the decoupling benefit and an SS one in the downstream

part, where the allocation benefit can be realized.
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Figure 4.15: Optimality share and additional average HS benefit with respect to (a)
and (b)

Coefficient of variation of period demand. When the coefficient of variation
(CV) grows, the value of operating flexibility (if used) increases. Whereas the
decoupling benefit of the GS approach becomes more important, the SS approach
suffers from the C'V-increase. Accordingly, the HS approach cannot make use of the

allocation benefit to a larger extent. The coefficient of variation has no significant
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effect on the HS optimality share and average relative benefit. (Figure Y.15(b)})

4.4.3 Divergent systems

The HS approach directly extends to divergent systems. However, the computa-
tional complexity increases due to the larger number of HS stages that need to be
evaluated, because a stage can have multiple successors now. Moreover, additional
computational effort is required for the optimization of the order-up-to levels within
an HS stage due to material rationing at a preceding SS stage. Not only optimal
order-up-to levels, but also optimal allocation functions need to be determined (see,
e.g., IDiks and de Kol (|1 QQ?I)). In the GS subnetworks, due to the internal service of

100%, rationing problems do not exist. If it is further assumed that the service time,

which a preceding GS stage quotes to its successors, is identical for all successors
(which is quite common, see, e.g., Graves and Willemd (I2.0.D.d)), the complexity of

the dynamic program for pure divergent GS systems is the same as for serial ones.

SS GS SS
—1 SS —1 GS —1 GS

SS GS SS
(a) Divergent SS-SS-SS (b) Divergent GS-GS-GS (¢) Divergent GS-SS-SS

SS GS SS
—1 GS — SS —1 SS

GS GS GS
(d) Divergent GS-SS-GS (e) Divergent SS-GS-GS (f) Divergent SS-SS-GS

Figure 4.16: Divergent HS systems

In order to describe the interface modeling, the simplest version of an arborescent
system is considered and displayed in Figure ET0 Cases |.16(a)] and J.16(b)] are
straightforward since they are pure systems. In Cases J4.16(c)| and {.16(d)| the SS

stages need to take into account a potential deterministic delay of the GS predecessor
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through a positive service time. The SS stages’ order-up-to level calculation follows
the same logic as in the serial system case. In Cases {.16(c)] and [.16(T)} the SS

predecessor causes stochastic delays (shortfall). Hence, for the order-up-to level

determination of the succeeding GS stages, these stages are simply added to the
preceding SS subnetwork and form one HS stage, which is optimized with respect

to different outgoing service times at the GS stages.

4.4.4 Convergent systems

In the SS approach, IB_Q.s.h.n.g (I]_9_8d) and h‘angenhoﬂ“ and Zijn| (IJ_9_9_CI) show that any

convergent system can be transformed into an equivalent serial one. Then, optimal

order-up-to levels are found by using the standard method for serial systems. In the
GS approach, since all parts for an assembly need to be available before the process
can start, the incoming service time of the common successor is the maximum of the
predecessors’ outgoing service times. This does not affect the complexity of the DP
algorithm of I(iraves and Wi]lemJ (|2_0_0_d), however, which makes pure convergent GS

systems still easy to solve. The presence of multiple predecessors and thus enlarged

number of possible SS systems/HS stages increases the computational effort required
for optimally combining the two approaches. In addition, the HS stages need to be

transformed into the corresponding serial ones first, before they can be evaluated.

The interface modeling is described for the simplest convergent systems illustrated
in Figure £T7 In the pure Casesf.17(a)land {.17(b)| the standard solution methods
can be applied. In Case the order-up-to level of the SS successor needs to
be optimized for all feasible incoming service times, which can be quoted by the GS
stages, as in the serial and divergent case. Case [L.I7(d)]is solved by merging the GS
stage and the preceding SS stages into a single HS stage. This HS stage is optimized
according to IB.QSJ.LD.g ]_9.82’) with respect to all feasible outgoing service times that
the comprised GS stage can quote. Cases {.17(e)]l and {.17(f)| are more difficult to

handle, because the succeeding stage faces a stochastic delay (shortfall) as well as a

potential deterministic delay by the SS and GS predecessor, respectively. Roughly
speaking, the joint shortfall (caused by these delays) needs to be taken into account
at the succeeding stage, i.e. the distribution of a maximum expression of two random

variables is to be computed, which makes the computation more complex.
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Figure 4.17: Convergent HS systems

4.4.5 Summary and implications

In this section an approach has been presented to combine the stochastic-service
(SS) and guaranteed-service (GS) framework. The integrated hybrid-service (HS)
approach derives a cost-optimal partitioning of the supply chain into SS and GS
subnetworks and calculates the optimal order-up-to levels. By the stage-wise choice
of an appropriate approach instead of only a single decision for the entire supply
chain, the HS approach not only resolves the practitioner’s dilemma to find the

better of the two pure approaches, but even realizes additional gains.

From a numerical study for serial systems with up to five stages it has been found
that the cost superiority of the pure GS (SS) over the SS (GS) solution can be
quite large amounting to 32.6% (23.4%) at maximum. The HS approach not only
mitigates the risk of choosing the ‘wrong’ pure approach, but it has even achieved
further cost-savings of up to 10.5% at most and 1.9% on average in the analyzed
experimental design. The numerical results have shown that the largest additional
HS benefits accrue in settings with relatively low internal service levels, a broad
internal service-level range, degressive processing-time structure, and progressive

holding-cost pattern.

Now that both multi-echelon modeling approaches have been outlined (Section EE2),
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compared (Section E3), and even combined (in this section), the focus can be shifted
to the integration of dual sourcing in a multi-echelon context. This aspect is dealt

with in the next section.

4.5 Guaranteed-service approach with dual sourcing

4.5.1 Introduction

While the determination of optimal inventory levels in multi-echelon models already
represents a challenging task, the incorporation of dual sourcing into such settings
increases the complexity even further. That is why only few contributions can be
found in the literature that address this aspect (see Section EZZZ3]).

In order to keep the complexity still manageable even under dual sourcing, out of
the three (single-sourcing) multi-echelon approaches that have been described and
developed in the previous sections, the guaranteed-service (GS) approach is chosen
as the basic framework for the dual-sourcing extension in this section for the follow-
ing reasons. In contrast to the stochastic-service (SS) approach, where stochastic
supply delays need to be taken into account in the order-up-to level determination
of a stage, the GS approach only has to cope with deterministic delays through
positive incoming service times. This facilitates the dual-sourcing analysis, which
requires the coordination of orders in the presence of two replenishment lead times
of different length. The hybrid-service (HS) approach, which one could argue is the
most advanced approach, is also postponed to future research, because it not only
suffers from the SS difficulty, but also from an already increased complexity in the
single-sourcing setting resulting from the integration of the two pure multi-echelon
approaches. Moreover, the GS approach has been shown to be (easily) extendable

in various ways. Over the last two decades, it has been extended to incorporate,

e.g., stochastic processing times M M)) and differing integer review periods

d (2007)) at the stages. non-stationary demand (Graves and
Willems ), evolving forecasts (IS_cth_u_mpvr and Graves )), and capacity
constraints (Echoenmeyr and Graves )). Dual or multiple sourcing has not

been addressed in this approach yet, except for a brief remark in the final section

of hTﬂVPS and Wil]pmsl (I2.0.0.d) In contrast to the model developed in this section,
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their idea does not provide an accurate estimate of the safety stock, however. The
difference between the two modeling ideas is outlined and an example for illustrating
the cost difference is presented. In its standard model framework, the GS approach
does not specify in detail how the operating flexibility measures work to provide
the guaranteed service (recall Section EEZ3T]). For tactical or strategic decision
guidance, which most of the previously mentioned contributions focus on, this is
of minor importance, anyway. Such a tactical /strategic perspective is also taken in

this section.

Similar to the simplification regarding the underlying multi-echelon framework, not
the most effective (and also most complex) dual-sourcing policy of the four policies
investigated in Section is chosen to be integrated into a multi-echelon model
(i.e. the dual-index policy (DIP)), but a simple and thus analytically better manage-
able one is selected for the start, i.e. the order-splitting policy (OSP). Whereas the
DIP (and also the single-index (SIP) and constant-order policy (COP)) determine
the allocation of the demand to the different suppliers only indirectly via their policy
parameters, the OSP does this directly as one of the policy parameters. This direct
specification allows for an exact (and relatively simple) derivation of the demand
process at the supplying (upstream) stages in the supply network in contrast to the
other dual-sourcing policies. Moreover, the demand allocation to the suppliers can
either be part of the optimization or treated as exogenous to the model. The latter
is assumed here, i.e. the allocation is determined by company regulations, minimum
production quantities for facilities, and/or supply chain security considerations, for
instance. The primary focus is put on the optimization of safety stocks given a

certain allocation.

Thus, the objective of the model developed in this section differs from the few exist-

ing dual-sourcing multi-echelon models (see Section ZZ3) mainly in two respects:

1. This model does not view one of the suppliers as the regular (slow) one and
the other one as an emergency option. Rather, it is assumed that a certain

share of the demand shall be allocated to each supplier in every period.

2. The focus lies on larger supply chain settings than the previously studied ones.
This also suggests the use of the GS approach, which has been shown to be
applicable to supply networks of large sizes (see, e.g., ISM.Ile_m.EI (IZD.O.é))
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The section is based on [Klasterhalfen et all (I2.0J_0.l:l) The remainder of this section
is organized as follows. In Section dual sourcing is introduced in the GS

approach for serial and convergent systems. In Section ER.2ZTlthe basic assumptions,
notations, and changes to the standard GS approach are explained. Section
developes the single-echelon model, on which the multi-echelon one in Section
builds. A numerical example demonstrating the benefit of the model extension is
presented in Section EZZAl Section discusses the extension to other network
structures. Section EER4 deals with further extensions of this approach, i.e. more
than two suppliers, the optimization of the sourcing fractions, and other inventory

control policies. A summary is provided in Section

4.5.2 Serial and convergent systems

In this section, the GS framework is modified to allow for two suppliers for a single
item. Since a serial system represents a special case of a convergent system, the
upcoming exposition focuses on convergent systems only. Other network structures
are discussed in Section

4.5.2.1 Assumptions, notations, and changes to the standard

guaranteed-service approach

Most of the notations and assumptions referring to the GS model have already been
explained in Section Therefore, only some additional notations, which are due
to the analysis of convergent systems instead of the previously studied serial ones,
are briefly introduced at the end of this section. The focus lies on the changes to
the standard GS framework that are required to accommodate dual sourcing. These
changes include the following two aspects: (i) the replenishment policy has to allow
for sourcing from more than one supplier and (ii) processing times have to be as-
signed to the arcs connecting two potential inventory locations (stockpoints) instead
of the stages, which has been the case in the previous sections. These two aspects

are addressed in more detail in turn.
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Periodic-review order-up-to level replenishment policy with order split-

ting

In line with the standard GS approach it is assumed that the replenishment policy at
each stockpoint follows a standard order-up-to level policy (with a common review
period) where each period location i places an order that raises its inventory position
to the desired order-up-to level, B;. However, under the dual-sourcing regime, not
the entire demand is ordered from a single supplier j, but only a fraction of ¢;; is
placed with each supplier. It is assumed that this fraction is exogenously determined
and not part of the optimization model, which is developed in this section. Since the
order-up-to level policy under steady-state conditions essentially replenishes current
period demand at a stockpoint 4, d;;, the replenishment orders are Q; ;) = 9, - d; .
Thus, the replenishment policy is basically an order-splitting policy (see Section
B33,

In a multi-echelon model the replenishment order process is of particular impor-
tance, because it represents the demand process of the next upstream stockpoint(s).
Under the assumed replenishment policy this process can be derived exactly and
easily. In each period each supplier receives a certain fraction of the current period
demand. This enables an exact inventory optimization at all stockpoints in the sup-
ply network. Under many other replenishment policies (including the ones analyzed
in the single-echelon Chapter Bl), the upstream demand process is more difficult and

computationally much more challenging to derive exactly (see Section EERZ3).

Processing times

As explained in Section ZT3 the supply network is modeled as a sequence of pro-
cesses, graphically represented by circles, and potential stockpoints after each pro-
cess visualized by triangles. Figure illustrates a supply network consisting of
two ‘make’ processes, that take 77 and 75 time periods, and two transportation pro-
cesses, ‘Ship 1,3” and ‘Ship 2,3’, which last T} 5 and T 3 time periods with T} 3 # T5 3.

In all previous sections the processing time, i.e. the time from when all of the inputs
are available until production is completed and available to serve demand, has been
assigned to a stockpoint (and its index) and both form a stage. Since each item has

been sourced from a single supplier so far, there is only a single process preceding



4.5 Guaranteed-service approach with dual sourcing 179

Figure 4.18: Dual-sourcing supply network represented by processes and stockpoints

a stockpoint. Hence, the respective processing time can be associated directly with
this stockpoint and its index (see, e.g., lGraves and Willemd (Izﬂﬂ_d)) In a dual- or

multiple-sourcing setting, an item can be delivered by several suppliers. Depending

on the geographic distance, the transportation processes might take up different
amounts of time. That means, a stockpoint can have several preceding processes
depending on the number of suppliers. Consequently, the aggregation into stages

with only a single processing time is no longer possible, as is illustrated by stage 3

in Figure 4.19(a)]

o
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(a) With assignment to stages (b) Workaround in the standard GS approach

Figure 4.19: Supply network — Stage assignment and current workaround

For such settings, one workaround in the standard GS model, which is outlined at
the end of [Graves and Willemd (IZD_O_d) and is currently the only one available in

the literature, is to introduce additional ‘dummy’ stages that preserve the different

processing times and also the property that each stage has only a single processing
time (see Figure {.19(b)]). Stage 3 is basically replaced by three substages 3.1, 3.2,



4.5 Guaranteed-service approach with dual sourcing 180

and 3.3. The first two stages are associated with the transportation processes and
thus processing times T3, = T} 3 and T35 = Th 3. Stage 3.3 represents an assembly

stage with a processing time of T3 3 = 0 since no actual process takes place there.

The clear drawback of this remodeling is that, through the breakdown of stage 3
into three substages, the possible inventory pooling at stockpoint 3 is not captured
correctly. In fact, the remodeled system is only able to hold either two separate
safety stocks after the two shipment processes, i.e. at stockpoints 3.1 and 3.2, or
a common safety stock at stockpoint 3.3. Since the ‘dummy’ process preceding
stockpoint 3.3 represents an assembly step, this common safety stock would have
to buffer against the longer of the two transportation times, however (as is known
from assembly systems with single sourcing). By accurately accounting for both
processing times in the safety stock determination at stockpoint 3, a lower common
safety stock could be held, because the risk interval could be reduced below the

longer transportation time.

In order to be able to derive an exact computation of the safety stock quantity
at stockpoint 3, the aggregation of the processes and stockpoints into stages is
omitted. Instead of the stage, the processing time is assigned to the arc connecting
two adjacent stockpoints. For stockpoints j and i, the respective processing time is
denoted as T};. Thus, the supply network of Figure becomes the one depicted
in Figure f.20(a)] (Note that index 0 denotes an external supplier.)

To §17 d 571
V

T157Tos S ; 7/

Toz 2 7 051
V
(a) Dual-sourcing network (b) Assembly network

Figure 4.20: Dual-sourcing network vs. assembly network

The distinction between a dual-sourcing situation compared to an assembly situation
is achieved by the use of different arc types. Whereas Figure refers to the
dual-sourcing case with T 3 # 15 3, Figure illustrates an assembly situation.
Stockpoints 1 and 2 provide different items for the assembly process, which takes

Ty 53 = Ts 3 periods. Hence, for the safety stock determination at stockpoint 3 either
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of the two processing times could be used. Apart from the arc types, the sourcing
fractions 0;,; are an indicator for dual or single sourcing, i.e. d;; € (0,1) = dual

sourcing and ¢; ; = 1 = single sourcing.

In the model, it is further assumed that the processing time is not impacted by the
size of the order, i.e. there are no capacity constraints on the production or trans-
portation processes between stockpoints. Also, it is assumed that at a dual-sourced
stockpoint no assembly process can take place in addition. Such an operational step

would be modeled as a separate process after the dual-sourced stockpoint.

Additional assumptions and notations

The stockpoint facing external customer demand is denoted as n. Let A be the arc
set for the network representation of the supply network and (i, j) € A denote the
arc between stockpoints ¢ and j. In addition to the numbering of the stockpoints
from 1 to n, a level code (LC') is assigned to each stockpoint, which is needed for
the dynamic programming formulation later on. The demand stockpoint n receives
level code 1, i.e. LC(n) := 1. All other stockpoints ¢ have LC(i) := 1 + LC(j) with
(i,j) € A. Let N denote the highest level.

For ease of presentation, it is assumed that an item at a downstream stockpoint
requires exactly one item of all the upstream stockpoints that are connected to it,
i.e. the production coefficients a; ; = 1,V(7, j) € A. Note that the relaxation of this
assumption is not difficult to include into the model. It would simply make the

presentation more complicated and is therefore omitted.

Further, it is assumed that external demand only occurs at stockpoint n. Due to

the replenishment policy, the demand at an internal stockpoint ¢ is given as
diy = 0;;-djy (i,7) € A . (4.63)

In case of single sourcing, ¢;; = 1. Demand per period is assumed to be i.7.d.
with stationary mean pu, and standard deviation o,. The coefficient of variation is
denoted as CV,, = 0,/ fun.
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4.5.2.2 Single-echelon model

Inventory model

In this section, the single-echelon model is described, on which the multi-echelon
one is built. Consider a supply network setting where stockpoint ¢ is dual sourcing
from j and k (see Figure EE2T]).

i - g

JE

, otherwise

., otherwist

Figure 4.21: Supply network explaining notations

Given the GS assumptions, the items of stockpoint j with (j,i) € A are available
for processing after ST} periods. Then, it takes another T;; periods until the items
are in stock at i. As a consequence, each replenishment placed with supplier j is
received after a replenishment lead time L;;, = ST, + T};. The same holds for k,
respectively. Let the stockpoint index of the supplier of ¢ that causes the longer

(shorter) replenishment lead time be denoted as pre (pre), i.e.

pre = argmax{ST; + T} ,;} (4.64)
Vi:(l,i)eA

pre = argmin{ST; + T;;} . (4.65)

T Vi(lh)eA

Note that at a dual-sourced stockpoint the maximization and minimization in (LG4l
and (EGH) only needs to be done over two preceding stockpoints. The above char-
acterization is more general, however, so that it can be used in the formulation of
the multi-echelon optimization model in Section without any modification.
For an assembly process in the convergent network, multiple components (i.e. more
than two), each delivered by a different stockpoint, might be required. In the opti-
mization model formulation (as will be seen later), the largest outgoing service time

that is quoted by any of the supplying stockpoints needs to be identified. Since the
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processing time in (G4 is identical for all [, because it refers to the same assembly

process, the stockpoint with the largest service time and the time itself are easily
found by (EG4).

Given pre and pre, the following parameters and variables can be defined for stock-
point i, where the superscript s denotes those of the ‘slower’ of the two suppliers
and f the ones of the ‘faster’

ST® = STy ST/ = ST (4.66)
TP = Tyres T/ = Tpes (4.67)
L = ST? + T Ll =81/ +1/ (4.68)
88 = Gores 5if = Oprei = 1 — 0} (4.69)
=00 diy Qf, =6 -diy (4.70)

Stockpoint ¢ itself quotes a service time ST; to its successor. In the calculation
of the net stock (or inventory level) at the end of a period two cases need to be

distinguished: (For ease of presentation the stockpoint index is dropped.)

1. The outgoing service time ST is shorter than (or equal to) both replenishment
lead times, i.e. L* > Lf > ST.

2. The outgoing service time ST is larger than (or equal to) the fast replenishment

lead time, but shorter than (or equal to) the slow replenishment lead time, i.e.
Ls> ST > L/.

Note that in case ST > L* > L/, the stockpoint does not have to hold any stock
at all, since the downstream stockpoint is willing to wait longer than the larger of
the two replenishment lead times. If ST > L*, the next upstream stockpoints could
delay their deliveries even further by ST — L®. In the other two above-mentioned
cases, the stockpoint needs to hold inventory and the net stock calculation is as
follows. W.l.o.g. it is assumed that the net stock at the end of period 0 is equal to
the base-stock level, i.e. NSy = B. Let superscript m where m € {1,2} indicate the

specific case, which is considered.

Case 1: L* > Lf > ST. The net stock at the end of period ¢ can be calculated
similarly to (BTZZ). Additionally, only the outgoing service time, ST, needs to be
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taken into account.

ST—1
NS! = B! - Zdt Z+ZQt Z+2Qt s Z dii
i=Ls i=Lf
(5 (®) © «7)
Zdtl—i—é de+5 Zdtl
i=ST i=Ls% i=Lf
Lf—1 Ls—1
=B'= ) di 0> diy
i=ST i=LFf
STf+Tf -1 STS+T5—1
=B'— > di-0 Y di (4.71)
i=ST i=STSf+T7

In period t, all outstanding orders that have been placed with the slow supplier up
to period t — L* (including the order of period ¢t — L*) have arrived at the stockpoint,
i.e. (b) in (@ZI). Similar, all outstanding orders that have been placed with the fast
supplier up to period t — L/ (including the order of period t — LY) have arrived, i.e.
(¢) in (). Moreover, demands have occurred in all periods up to ¢ (including
the demand in t). If the outgoing service time ST was zero, all of these demands
would have depleted the stock level, i.e. (a) in (EXZI). However, in case of a positive
outgoing service time, the fulfillment of the demands of the most recent ST periods
can be delayed, i.e. (d) in (EZIl). That means, all demands that have occurred up to
period ¢ — ST (including the demand in t — ST') have been filled by the stockpoint.
Figure illustrates the timeline for the calculation.

Consequently, the inventory shortfall is given as (cf. [EXZI))

sTfyrf STS+T5—1
Yoodii+8 Y di (4.72)
i=ST i=STSf+T7

and under stationary conditions ¢ — oo it can be represented by the following

random variable

DY(ST!,ST*, ST, &%) = D(ST! + T! — ST) + 6*D(ST* +T* — ST — TY)
(4.73)
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t— (ST +T°) t—(ST +T7) t=ST t
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Y Y

Outstanding orders Demand satisfaction
with supplier f, isdelayed by
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Y

Outstanding orders with supplier s,
i.e. o>fraction of demand over thistimespan
\ J \ J
Y Y

Outstanding orders  Outstanding orders
with supplier s with both suppliers

Figure 4.22: Case 1 — Timeline for net stock calculation

Instead of the replenishment lead times L® and L7, it is expressed in terms of the
service times, which are the decision variables in the GS model. Then, the net stock

results as
NS' = B — DY(ST',ST*, ST, §%) (4.74)
with

E [D'(ST/, ST*, ST, 6%)] =
((ST/+ TT = ST) + 6°(ST* +T° — ST/ = T/)) (4.75)

VAR [D'(ST?, ST*, ST, 6*)] =
((ST?+ TT — ST) + [6°](ST* + T* — ST/ — T7)) 0*. (4.76)

Case 2: L* > ST > L/. In this case, the fraction of demand of period t that is
sourced from the fast supplier (1 — §°) - d; arrives after L/ periods and thus before
(or just at the point in time) the demand of period d; actually needs to be filled,
which is after ST periods, because ST > L’. Consequently, these items are put on
stock. Figure illustrates the timeline in this case.
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Figure 4.23: Case 2 — Timeline for net stock calculation

The net stock computation is similar to ([ZZI]) and reads as follows:

t t t ST—1
NS} =B>=) di+ Y Qi+ > QL+ d
=0 i=Ls i=Lf =0
t t t
=B= > d i+ d 0T diy
1=ST i=L* i=Lf
Ls—1 ST—1
=B*—6"- ) di+06"- > di
1=ST i=Lf
ST +T°—1 ST—-1
=B—6- > di+(1-0) D di (4.77)
i=ST i=STf+Tf

By defining D? as

D?(ST!,ST*, ST, 6°) = 6*D(ST* +T* — ST) — (1 — 6°)D(ST — ST! —T7)
(4.78)

the net stock under stationary conditions ¢ — oo follows from ([HETT) as
NS? = B* — D*(ST',ST*, ST, %) (4.79)
with

E [D*(ST/,ST*, ST, 6%)] =
(0°(ST*+ T* — ST) — (1 — 6*)(ST — ST/ = T/)) (4.80)
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VAR [D*(ST?, ST*, ST, 6*)] =
([S°P(ST*+ T% — ST) + (1 — 6*)*(ST — ST/ —T7)) 0®.  (4.81)

Based on the net stock calculations, the determination of the safety stock and order-

up-to level for a specific service-level target can be addressed next.

Determination of safety stock and order-up-to level

For a given set of incoming and outgoing service times D™(ST/, ST*, ST, §*) where
m € {1,2} is completely defined (keeping in mind that §° is exogenous to the model
and thus given, too). As in the single-echelon case, the optimal order-up-to level
for a given a-service level and a (discrete) continuous demand distribution is the

(smallest) one, for which the following (in)equality holds
Pr{D™(ST/,ST*,ST,§*) < B™} > o9 m e {1,2} . (4.82)

Denote this optimal value as B™(ST7, ST, ST, 5, a!®9). Then, the safety stock

is found as

SST™(ST!, ST, ST, §*, aler9et) =
B™(ST!,ST*, ST, 6%, a'"9") — E [D™(ST/, ST*, ST, 6*)] m € {1,2}. (4.83)

Special case: Normally-distributed demand. If period demand is assumed to
be normally 4.i.d. distributed, D™(ST/, ST*, ST, §*) where m € {1,2} also follows a
normal distribution. Hence, the safety stock in case 1, which is required to achieve
an a-service level, is given as

SST!

norm

(ST!, ST, ST, 5%, alerset) =

/{J(O{tmget)a\/(STf + Tf — ST) + [53]2 (STS +Ts — ST — Tf) (484)

where k denotes the safety factor, which depends an the service-level target (cf.
EBI2) and relation (B3H)). In case 2, the safety stock can be determined as
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SST?

norm

(ST!, ST, ST, 5%, atersety =

k(9o /[5°] (ST= + T — ST) + (1 — 8% (ST — ST/ —T7). (4.85)
In both cases m € {1, 2}, the optimal order-up-to level at a stockpoint is given as

BZZrm(STf, ST®, ST, 6°, atarget) _
E [D™(ST, ST, ST,8%)] + SSTy,

norm

(ST!, ST*, ST, §°, a9t (4.86)

Average order quantities and pipeline inventory

Due to the model assumptions, the average order quantities of stockpoint ¢ with its

suppliers are given as
E[Q;i(6;:)] = 0 - pu Vi:(ji)eA . (4.87)

The average pipeline or work-in-process inventory between supplier j and stockpoint
7 is given as the average quantity ordered from stockpoint j times the processing

time from j to i, i.e.
E[PL;i(6;4)] = 654 - pi - Ty Vi:(ji)eA . (4.88)

Since these two quantities are not influenced by the service times (decision vari-
ables), only by the predefined sourcing fraction, they do not need to be included in

the optimization model.

Holding cost

Most of the models dealing with dual sourcing assume a holding cost per unit and
period, which does not depend on the sourcing fraction. In Chapter B this assump-
tion has also been made when the holding cost has been modeled as the foregone

interest on_the procurement cost of the cheap supplier (according to. e.g.. Scheller-

Wolf et al. q4)). Since the inventory at the end of a period usually consists of

items from both suppliers, this simplification is only reasonable in situations where
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the fraction of items sourced from the cheap supplier is close to 1. Otherwise, the

holding cost is underestimated.

Under the assumed replenishment policy of the multi-echelon setting, the above
assumption might be violated severely. That is why a more precise computation of
the item holding cost is required, which takes the stock composition into account.
Here, it is assumed that in the long run the stock at the end of a period is composed
of exactly the same proportions of items, which are sourced from the two suppliers.
There are two explanations to support this assumption. First, if the dispatch rule is
such that, once the items are in stock, they are randomly picked to satisfy demand
(i.e. there is no possibility of distinguishing between them), the share of items from
supplier j in stock corresponds to 9, ;, i.e. the fraction of demand, which is sourced
from j. Second, if a fraction of §;; is sourced from each supplier, a reduction in
(safety) stock by one unit corresponds to a reduction in tied-up capital by ¢;,; and
1 — 0;,; times the cumulative cost and holding cost rate.

Let c;?ffd denote the cost added to an item when proceeding from stockpoint j to ¢ and

cum

cum represent the cumulative cost of an item at stockpoint ¢. Then, the cumulative

C

cost at a dual-sourced stockpoint 7 is given as

i = 04, (C;um + Cadd) + (1 — (53'72‘) (Czum + CZfiZ’d) j 7é k and (j, ’L), (k, Z) c A

c ]77}
(4.89)

and the holding cost per unit and period can be calculated as

hz’ = chum =V (5]'71' (C;um + C?zd) + (1 - (5]"2‘) (czum + sz’iid)) if (5]',2‘ € (0, ].) (490)
where v denotes the holding-cost /interest rate for the underlying base period, e.g.,

one day or one week. Since the demand at stockpoint ¢ is also filled according to

cum
(3

the d-ratios, on average, the cumulative cost ¢ can simply be used in the cost

calculation at the next downstream stockpoint.

If stockpoint ¢ receives each of the required items for its (assembly) process from a

single source, the holding cost is given as

hi=v Y (" + i) if 6, =1 . (4.91)
Vi:(j,0)EA



4.5 Guaranteed-service approach with dual sourcing 190

4.5.2.3 Multi-echelon model

Optimization model

In this section, the optimization problem for finding the optimal service times in the
network is formulated. For case m € {1,2} using [XJ), the optimization problem

can be stated as

P" min Y h (B;.n(STif,5@5,57},5;,@”9“)—E DT(SY}f,SES,SE,éf)D
=1

(4.92)

S.t.
g (ST +T/) - 1{6; € (0, 1)} + ST:- 1§ =1} = ST, m =1
C sz (ST A1) 1oy € (0,0} + ST 1oy =1} m =2
i=1,2,...,n (4.93)
ST, €N i=1,2,...n (4.94)
STy =0 (4.95)
ST, =0 (4.96)

where I{z} is the indicator function of the event z. For ease of presentation, the
definition of the parameters and variables referring to the slow and fast supplier,
which are given in (L64])-([Z6d), are not repeated. The objective of P™ is to minimize
the inventory holding cost in the supply network. The constraints ensure that the
service times are non-negative and integer (E3), the external supplier delivers the
items immediately (Z30), and the demand stockpoint satisfies the external customer
demand immediately ([Z30), which is commonly assumed. Constraint (L93)) ensures
the relation between the replenishment lead times and the outgoing service time of
stockpoint 4, which is required by case m € {1,2}, if i is a dual-sourced stockpoint,
or the relation between a single replenishment lead time and the outgoing service

time of stockpoint 4, if it is a single-sourced stockpoint.

Note that if there is only a single supplier for an item, all sourcing fractions between

stockpoint ¢ and its suppliers [ are equal to 1, i.e. §; = 1, VI : (I,7) € A, and thus
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07 = 1. Consequently, only ST influences the inventory holding cost at stockpoint ¢,
which is obvious from the definitions of D™, m € {1,2} (cf. @EZ3) and [ETS)). That
means, a single incoming service time needs to be taken into account at stockpoint
i, which corresponds to the maximum of the outgoing service times of all suppliers
(cf. (EG) and ([ELQ)). If this service time is denoted as SI; instead of ST, )
and ([T collapse to the demand random variable over the net replenishment time,

D(ST;+T;=.ST;). which is well-known from the single-sourcing model (cf. Graves and

Willems (200d)), because the processing times between the supplying stockpoints

and the receiving one are identical as they refer to the same process, i.e. 1;; = T;,
vl:(1,i) € Aand thus 75 = T/ = T,

Lemma 4.5.2.1 The objective function of P? is decreasing in STZf for given ST/
and ST;.

Proof:
See Appendix BT4 d

Due to Lemma B2 the optimal ST/ value under case 2 will always be the largest
feasible, i.e. ST/ = ST,— T/, which comes from constraint (EZ). The cost function
of case 2 then reduces to the one of case 1, which is also defined for ST; = ST/ +T7.
Hence, the whole optimization problem can be expressed by using the problem for-

mulation of case 1 only and it is sufficient to develop a single optimization algorithm.

Optimization procedure

In this section, it is shown how to solve P! by dynamic programming. The dynamic
(|I -9:; a) for

convergent systems with single sourcing, i.e. it proceeds from level N down to 1 and

program uses a forward recursion similar to the one presented in

finds the solution to P! for all stockpoints at the same level by evaluating a functional
equation. Consequently, when proceeding to the next lower level the inventory
holding costs for all possible outgoing service times of all supplying stockpoints
have already been determined. For the specification of the functional equations, N;

is defined as the subset of stockpoints that are connected to i on the subgraph with
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stockpoints that have a higher level as i. N is determined by the following equation:

Nio={i}+ | N . (4.97)

Vj:(j,0)€A

Functional equations. Two cost functions are defined, C#! and CP°, one for
a single-sourced stockpoint and one for a dual-sourced stockpoint. The respective
function calculates the minimum inventory holding cost for the subnetwork with
stockpoint set N;.

1. Single-sourced stockpoint

If each item is delivered by a different supplier, ie. d;; = 1,¥j : (j,i) € A
= 07 = 1, the minimum cost is a function of the incoming service time,
S1, = ST? = maxy;.(; -)z i jSTj}, and the outgoing service, ST; (as specified

)). ST/ is irrelevant in the single-sourcing case,

in IGraves and Willems
because it cancels out in D} (cf. (ETJ)) and thus does not need to be further

specified. Note that the function w;(.) is characterized after the introduction

of the cost function for a dual-sourced stockpoint, since it is used in both

formulations.

CH1(SI;, ST;) =
hi (BHST!, ST;, ST, 67, al""") — E | D}(ST/, ST, ST;,67) )

+ > w(min{SL, M;}) (4.98)

Vj:(4,0)€EA
h ST =SI; = ST; 4.99
where ; WT%}%}EA{ it (4.99)
=T = T for any j: (j,i) € A (4.100)

M; is the maximum replenishment lead time for stockpoint i, which is defined

as

M, = M, +T;, 4.101
Vj:%l%)}éA{ i+ Ty} ( )
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with My = 0, i.e. the maximum replenishment lead time of the external sup-

plier(s) is zero by assumption.

2. Dual-sourced stockpoint

At a stockpoint where the same item is sourced from two different suppliers
j and k, ie. §;; € (0,1) and 6,; = 1 — J;;, the minimum cost is a function
of both incoming service times, ST; and ST}, and the outgoing service time,
ST;.

CP3(ST;, STy, ST;) =
hi (BH(ST!, ST?, ST, 07, 0l"*") — E | DI(ST/, ST7, ST, 7)) )

+ w;(min{ ST}, M;}) + wy(min{ STy, My}) (4.102)

Note that d;;, ST}, and ST}, are related to ¢7, ST}, and STZ.f as specified in
([E5)-(EED).

In each cost function, the first term represents the inventory holding cost of stock-
point 7 resulting from the incoming and outgoing service times. The remaining term
addresses the stockpoints in N that are upstream of i. If stockpoint 7 has a single
supplier for each required item, for each stockpoint j that supplies stockpoint ¢ with
a different item the minimum inventory holding cost of the subnetwork with stock-
point set N is included as a function of the stockpoint’s outgoing service time SI;.
If this outgoing service time is larger than the maximum replenishment lead time
of the stockpoint, it is adjusted accordingly. This means that stockpoint i delays
its orders from stockpoint j by SI; — M; periods in order to avoid unnecessary in-
ventory. If stockpoint ¢ has two suppliers, j and k, the minimum inventory holding
cost for the subnetworks with stockpoint sets N; and Ny are included as a function
of the stockpoints’ outgoing service times ST} and ST}, respectively. Similarly, the

service times are adjusted where necessary.

The following optimization is solved by enumeration to find the functional value

w; (ST;):
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(ST = min LOST(ST. STV - 145, —
w; (ST;) rrsl}n{C'Z (S1;,STy)} - 1{6;, =1}
+ (S;niSnT | {CP5(ST;, STy, ST;)} - 1{6;: € (0,1)} for (j,i) and/or (k,i) € A

(4.103)

s.t. max{0,8T; — T;;} < SI; < M; — T;; and SI; integer, for (j,7) € A (4.104)
max {0, ST; — T;;} < ST; < M; —T;; and ST; integer, for (j,i) € A
(4.105)
max {0, ST; — Ty} < STy, < M; — T}; and ST} integer, for (k,i) € A
(4.106)

The lower bound on STj, ST, and SI; comes from P!, while the definition of M;
provides the upper bound.

Dynamic programming algorithm. The algorithm is as follows:

1. For all stockpoints i with LC(i) == N down to 1, evaluate w;(ST;) for ST; =
0,1, ..., M.

2. For i :=n evaluate w;(ST;) for ST, = 0 (assuming immediate demand satis-
faction).

3. Minimize w, (ST,) for ST, = 0 to obtain the optimal objective function value.

An optimal set of service times is found by the standard backtracking procedure for

a dynamic program.

Computational complexity. As one can observe from ([ZI03]), in the GS approach
with two suppliers it is not sufficient to only consider one incoming and outgoing
service time at a time. Rather, at each dual-sourced stockpoint, the stockpoint’s
outgoing service time and the incoming service times of all suppliers need to be
evaluated together in one step. That means, at each dual-sourced stockpoint, M?
incoming service-time combinations have to be evaluated together with all feasible

outgoing service times, M. At each stockpoint with only a single supplier for an
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item, M incoming service times need to be considered. Hence, the complexity of
the algorithm is P¥'M? + PPSM?3, where P! denotes the number of stockpoints
with single sourcing, PP the number of stockpoints with dual sourcing and M the
maximum replenishment lead time, which is also the maximum outgoing service

time.

4.5.2.4 Numerical example

Even though the superiority of the above-described approach over the GS modeling
with dummy stages (see Section ER2ZT) is quite obvious, which currently represents
the only way to include dual sourcing in the GS model that is reported in the
literature, the benefit is illustrated by a small numerical example in this section.
Consider the sample supply network depicted in Figure with the parameters
given in Table LAl The system consists of 6 stockpoints. Stockpoint 5 has two
suppliers for the same item. The sourcing fraction is given with d35 = 0.7. The
processing times between all stockpoints are 1 except for the processing time between
stockpoints 3 and 5, which is 3. For ease of computation, a holding-cost rate of v =
1 = 100% is assumed, i.e. the cumulative cost per unit at a stockpoint corresponds
to its holding cost. Period demand is normally distributed with a mean of 100 and

standard deviation 30.

Stockpoint

i 0 0 1 2 3 4 5
Parameter j 1 2 3 4 5 5 6

cpad 06 1.2 04 08 01 01 07
T; 1 1 1 1 3 1 1
Sij 1 1 1 1 07 03 1
aloraet 95% 95% 95% 95% 95% 95% 95%

J

Table 4.6: GS approach with dual sourcing — Parameter values

The optimal stock allocation pattern prescribes safety stock at stockpoints 5 and 6
(see Figure and results in a cost of 241.47. The remodeled supply network
using dummy stages is illustrated in Figure §.24(b)} Stockpoint 5 is replaced by
stockpoints 5.1, 5.2, and 5.3 with processing times 751 = T35 = 3, T52 = Ty 5 = 1,
and Ty 3 = 0, respectively. All stockpoints have a holding cost of hs1 = hso = hs3 =
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Cost*=241.47

(a) Optimal solution

iTg= Stage 5 i

_W N X 7iTa5=3 \% [ Cost=247.64
he=1.4 |Ts0\5.3/ \6/
|T5.2: \/

vz Na ZiTest \%
Vi

L

(b) Remodeled solution

Figure 4.24: Supply network with dual sourcing — Example 1

hs = 1.4. Here, the total cost amounts to 247.68, a 2.57% increase. Safety stock is
held at the dummy stockpoints 5.1 and 5.2, which in fact means that two separate
safety stocks are held at stockpoint 5. In addition, stockpoint 6 as final stockpoint
holds stock.

The benefit of the new modeling approach cannot be realized in all settings, but
only in those where the optimal allocation pattern prescribes safety stock at a dual-
sourced stockpoint. At these stockpoints the remodeling with dummy stages is only
approximate. In settings where in an optimal solution safety stocks are not held at
a dual-sourced stockpoint, both approaches deliver the same result. As an example,
the following situation is considered. If the processing time between stockpoint 3
and 5 is reduced to 2 periods, safety stocks are held at stockpoint 1 and at the
final stockpoint in both approaches (see Figure L2H). Consequently, the total safety

stock cost is identical.

Nevertheless, it remains that if safety stock is prescribed at a dual-sourced stock-
point, the new approach computes the safety stock quantity exactly, whereas the

other one does this only approximately.
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Cost*=228.00

(a) Optimal solution

iTg= Stage 5 i

—W A\ \3/ /iTs572 \E}L‘ [ Cost=228.04
he=1.4 [Tss"0\5.3/ \6/
|T5.2: \/

_W N ZiTest \@zA
Vi

L

(b) Remodeled solution

Figure 4.25: Supply network with dual sourcing — Example 2

4.5.3 Other network structures

The extension of the above-described approach to divergent network structures,
spanning trees, or even more general networks results in an increase in the compu-
tational complexity. To illustrate this, consider the supply network setting in Fig-
ure Stockpoints 4 and 5 are both dual-sourced stockpoints with one common
supplying stockpoint, namely stockpoint 2. The solution algorithm for convergent

systems would proceed as follows:

1. Evaluate the cost of stockpoints 1, 2, and 3 for all feasible outgoing service

times.

2. Evaluate the cost of stockpoint 4 and the connected upstream subset of stock-
points for all incoming service-time combinations (577, ST3) and an outgoing
service time of 0 (final stockpoint). Choose the cost-minimal set of service

times as the optimal one.

3. Evaluate the cost of stockpoint 5 and the connected upstream subset of stock-
points for all incoming service-time combinations (573, ST3) and an outgoing
service time of 0 (final stockpoint). Choose the cost-minimal set of service

times as the optimal one.
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Figure 4.26: Sample network with dual sourcing and divergent substructure

In step 2 and 3, a problem arises. The service time ST5 influences the cost calculation
and therefore the decision of both stockpoints 4 and 5. Hence, a sequential solution
procedure does not guarantee optimality. The service time ST, that is optimal
for the cost minimization with regard to stockpoint 4 might not correspond to the
optimal ST5-value in the cost minimization with regard to stockpoint 5. Therefore,
the service times of all five stockpoints have to be considered simultaneously in order

to derive the overall optimal set of service times.

Generally speaking, the outgoing service times of all stockpoints, which are situated
on adjacent levels of the supply network and connected with each other through some
path, need to be considered simultaneously. In Figure BE20, stockpoints 1 and 3 are
connected through the path 1-4-2-5-3. Consequently, the outgoing service times of
all five stockpoints need to be considered simultaneously. This makes the solution of
this problem computationally much more complex. Nevertheless, a solution might
still be obtained for moderate network sizes by a slightly modified version of the
above-described approach. For larger systems, other solution methods or heuristics

need to be developed.

The problem of simultaneously evaluating multiple service times is not specific to
the dual-sourcing situation only. It also occurs in general (acyclic) network struc-
tures with single sourcing. Consider the above-mentioned setting, if the processes
between the stockpoints are assemblies (see Figure EE27]). In this situation, too,
the outgoing service time of stockpoint 2 influences the safety stock computation
at stockpoints 4 and 5. Therefore, these stockpoints need to be considered to-

gether in the optimization of their incoming service times S1, = max{S7T;, ST,} and
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7
7

TS

Figure 4.27: Sample network with single sourcing and general structure

SI5 = max{ST,, ST3} with respect to an outgoing service time of STy = ST5 = 0.
For networks with so-called clusters of commonality, which is a special case of gen-
eral networks that contain commonality only between adjacent levels, Humair and
Willems (M) note that all incoming and outgoing service times in such a cluster
are coupled and therefore the minimization needs to be done over all feasible com-
binations of these times. Nevertheless, the authors show that the safety stocks can
still be optimized with a dynamic programming algorithm. However, for general
networks beyond the clusters of commonality type, the combinatorial complexity

induces Humair and Willemd <|2_Oj_d) to develop a branch and bound algorithm as a

solution method.

4.5.4 Extensions
4.5.4.1 Multiple sourcing

The dual-sourcing model for convergent systems can be easily extended to an ar-
bitrary number of suppliers. Consider a supply network setting where stockpoint ¢
has K suppliers for the same item (see Figure 2). As in the dual-sourcing case,

the replenishment lead time from supplier k is Ly ; = ST}, + T ;.

The net stock at the end of period t can be calculated as follows. First, arrange
the suppliers in increasing order according to their replenishment lead time, Ly ;.
Denote the shortest lead time as L}, the next one L?, and so on until L. Moreover,
denote the corresponding sourcing fractions as 4}, 62, ..., 6% . In case two or more lead

k

7, sum up the sourcing fractions,

times are identical, represent them by a single L
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Figure 4.28: Supply network with multiple suppliers

and denote the sum as 6. For ease of presentation, assume that ST; = 0 for the

moment. Then, by using the same logic as in the dual-sourcing case, the net stock

at time t at stockpoint ¢ is given as

Li-1 L2-1 L3-1
NS;; = B; — Z di—j + (1 — 511) Z dit—j + (1 — (511 + 53)) Z di—j
§=0 =L =L
K—1 LE—1
ot (1—255) > dig
=1 j=LK1
Li—1 K—1 k Lit—1
= Bi— | Y diri+ ) <1 - Zéﬁ) > dig| (4.107)
J=0 k=1 =1 j=Lk

Assume that Z;’.:a 2/ = 0 for b < a. The term in parenthesis represents the inventory

shortfall. If stockpoint i quotes a positive service time, ST;, to its successor, the

STi—1
d

inventory shortfall is reduced by > 7267 di—j, i-e.

Ll-1 K—1 k Lt -1 ST;—1
NSiy=Bi— | > digj+ > (1 —Zéﬁ) S dimi— Y dig—j| - (4.108)
7=0 k=1 =1 j:Li_v 7=0

If ST; < L}, which is a valid condition as has been shown in the dual-sourcing case,
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this expression reduces to
L1

Li-1 K—1 k
NS = Bi - Z dig—j + Z <1 - Z 55) Z dit—j . (4.109)
J=ST; k=1 =1 j=Lk

For a stockpoint with three suppliers, Figure illustrates the timeline for the

net stock and inventory shortfall calculation, which represents a straightforward

extension of the dual-sourcing case. From (HEIOY) it follows that the inventory

Outstanding orders with third fastestsupplier,
i.e. o3-fraction of demand over this timespan
A
r A
Outstanding orders with second fastesupplier,
i.e. o>-fraction of demand over this timespan
r > A
Outstanding orders with fastestsupplier,
i.e. o3-fraction of demand over this timespan

f—)%

-0 t-L? t-L' t-ST t
N\ AN J
Y Y
Outstanding orders  Demand setisfaction
with all suppliers isdelayed by
J J \ J isti
N N N thistimespan
s , -1 , 121 -1
(1‘(5 +d ))Z d (1‘5 )Zdt—j 2.
j=t j=sT

j=L?

Figure 4.29: Timeline for the net stock calculation for a stockpoint with three sup-

pliers

shortfall can be represented by the following random variable

K-1 k
D}*3(ST;, STy, 0:) = Di(Li — ST) + <1 - 52) DL~ Lf)  (4.110)

with
. . K-1 k
E | DMS(ST,, ST, 5,.)} = ((Lil — ST;) + (1 — Zéﬁ) (LEH — Lf)) i
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K-1 2
VAR D%S(S*Ji,STZ-,&)} - ) + ( 26> (LFH = LY) | of,
k=1 =1

(4.112)

which depends on the outgoing service times of the suppliers represented by the
vector ST; (which influence the lead times L¥) and the outgoing service time, ST;.
The sourcing fractions represented by the vector 5; also influence the distribution of
this random variable, but are predetermined. Under stationary conditions ¢ — oo
the net stock follows from [EI0d) as

NS; = B; — DM5(ST,, ST;,6;) . (4.113)

The optimal order-up-to level for a predefined a-service level target is given by the
(smallest) value that satisfies the following (in)equality for continuous (discrete)

period demand

Pr {DZMS(SI-, ST, 5) < BZ} > qlomset (4.114)

7

The safety stock is found as

SSE(S_'IM Sﬂ? 5;7 aZTaget) - BZ(S_)IM Sﬂ? 5;7 aZTaget> - E[Di\/IS(S_']“ Sﬂ7 5;)] .
(4.115)

In case of normally i.i.d. period demand, the safety stock can be calculated as

SST;,  (SI;, ST, 6;,al" ") =

K-1 k 2
k(o || L+ (1 — Zaﬁ) (LEF — LF) — ST, | (4.116)
k=1 =1

The complexity of the dynamic program increases considerably the more suppliers
a stockpoint has, because all of these outgoing service times need to be consid-
ered simultaneously. Therefore, the computational complexity is given as PSTM? +

SO PMSMEH! where PST denotes the number of stockpoints with single sourcing,
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P}MS the number of multiple-sourced stockpoints with K supplier, K the maximum
number of suppliers, and M the maximum replenishment lead time, which corre-

sponds to the maximum outgoing service time.

4.5.4.2 Optimization of sourcing fractions

Optimization model

If the analysis is restricted to convergent systems with dual sourcing again, a si-
multaneous optimization of the safety stocks and the sourcing fractions is possible,
too. In the upcoming exposition it is assumed that period demand is normally 7.i.d..
Once the sourcing fractions become decision variables, the total relevant cost in the
system needs to be expanded by two terms: (i) the cost of goods sold (COGS) and
(ii) the pipeline inventory cost. Both terms are influenced by the sourcing frac-
tions and therefore need to be included in the objective function of the optimization

problem. The COGS at stockpoint ¢ are given by

Ui Z C?zdéj,i/ii 1=1,...,n . (4.117)
Vj:(§,4)EA

They represent the total cost of all units that are delivered to customers during a

company-defined interval of time. 7 is a scalar that is used to express the COGS in

the same time unit as the pipeline and safety stock cost (cf. hTHVPS and Willpmsl
(m))-

With regard to the cost valuation of the units in the pipeline various approaches

can be taken:

1. The units can be costed using the holding cost of the next upstream stockpoint.
Thus, it would be implicitly assumed that the value-adding only takes place

once the units enter the next downstream stockpoint.

2. On the other extreme, the holding cost of the next downstream stockpoint can
be used for all units in the pipeline, which assumes that the entire value is

added right at the start of a process.

3. As a compromise, one can argue that the value-adding occurs during the time

which the units spent in the pipeline or process. Following hTHVPS and Willem:
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M), the units in the pipeline between stockpoints j and ¢ could then be

valued at a cost per unit and period of

ceum clqum ngum _ Cc‘wl@d + ngum Cc‘wl@d
v <7J 5 ) =v ( ]2’ > =v (cf“m - ]T ., (4.118)

i.e. the cost for one unit of pipeline inventory between stockpoints j and ¢

is the product of the holding cost rate v and the average of the unit cost at

stockpoints j and 1.

Using the second approach, for instance, the entire optimization problem can be

stated as

P? min Z n Z c?fdéjmi%/ Z (c?“m—irc?ffd) T; 0.tk

i=1 Vj:(j,i)eA Vj:(4,0)€A

-~

~
COGS pipeline inventory cost

+ k(a9 o, \/ ST + T/ + 5 - (STp + Ty = ST/ ~ T/ ) - 5T,

[ J/

~
safety stock cost

s.t.

ST+ 17 > (ST/ +T/) 15 € (0.1} + ST 15, =1} > ST, i=1,2,.m

(4.120)

ST, e N i=1,2,...,n  (4.121)
STy =0 (4.122)
ST, =0 (4.123)
540l =1 i=1,2,...n  (4.124)
0<a <1 i=1,2,...,n  (4.125)
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P? resembles P!, only the objective function contains additional terms and two
constraints on the sourcing fractions are added. It can be solved by a dynamic pro-

gramming algorithm. The procedure is outlined below.

Optimization procedure

Additional notations and labeling. In addition to the notations and labeling
of stockpoints introduced in Section EER], the set of stockpoints in the subgraph
from one dual-sourced stockpoint ¢ to the next upstream one (or external supplier)

[ (including i, but excluding [) is defined as dual-sourcing subnetwork DS(i) (see

Figure E30).
£2S (3)={1,2,3}

LS (71)={4,5,6,7}

V Fs={8)
N\ N\
A/

Figure 4.30: Dual-sourcing subnetworks

Furthermore, let DS’(i) denote the set of stockpoints in DS(i), which are prede-
cessors of stockpoint i’s supplier j (including j). If no dual-sourcing subnetwork
DS (n) exists, FS is defined as the final-stockpoint subnetwork, which comprises of
all stockpoints that are not an element of any of the dual-sourcing subnetworks. For
each stockpoint j the following function is defined:
Index(j) := i ifjeDsh) : (4.126)
n if jeFS

which returns the dual-sourced stockpoint of the dual-sourcing subnetwork, to which

stockpoint j belongs, or the final stockpoint, if DS(n) does not exist. Moreover, the
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following stockpoint set is introduced
NP =y U N Vi, j € DS() (4.127)
VI:(L,j)eA

which comprises of all stockpoints upstream of j in the dual-sourcing subnetwork

DS(i).

For ease of presentation of the cost functions later on, the following expressions are
defined

COPL,= Y (v + )T, + COPL)  ¥m € DS (i) (4.128)
Vl:(l,m)_EA-,
1eDSI (i)

COGSn= Y (nd¥+COGS) VYm e DS(i) ,  (4.129)
Vi:(l,m)EA,
1€DSI (i)

which summarize the pipeline inventory cost and cost of goods sold up to stockpoint
m in a dual-sourcing subnetwork without considering the mean demand at these

stockpoints.

The dynamic program proceeds from the most upstream dual-sourcing subnetwork
to the most downstream one (or final-stockpoint subnetwork) and finds the solution
to P3 for each of them by evaluating a functional equation for each stockpoint in

the subnetworks.

Functional equations. Two cost functions are defined, one for single-sourced

stockpoints and one for dual-sourced stockpoints.

1. Singe-sourced stockpoint

At each stockpoint m € DS’(i) (or FS) the sourcing fraction is given and
equal to 1, because only at a dual-sourced stockpoint a decision about the
fraction can be made. Consequently, the pipeline inventory cost and the cost
of goods sold are fixed, too. Moreover, the holding cost h,, is not influenced
by the sourcing fraction. The only decision that has to be made at these
stockpoints concerns the safety stock allocation. Hence, the following function
is formulated, which gives the minimum of the sum of the safety stock cost in

the subnetwork with stockpoint set Am°” (or NZ5) and the total cost of the
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preceding dual-sourcing subnetwork:

C3 (ST, STim) = hankm (/979 0,7/ STy + T — ST

+ Y w(min{SI,, M}, m) . (4.130)
vi:(l,m)eA

The first term corresponds to the well-known GS safety stock cost expression.
There is a single incoming service time S1,,, which is the maximum of the
outgoing service times of all suppliers. Furthermore, the processing times be-
tween the suppliers and stockpoint m are identical and therefore only indicated
by T,,. The second term summarizes the safety stock cost of the preceding
stockpoints in the current dual-sourcing subnetwork and the total cost of the
preceding dual-sourcing subnetworks. The function v;(.) is defined after the

cost function of a dual-sourced stockpoint, because it applies to both.

2. Dual-sourced stockpoint

At a dual-sourced stockpoint a decision about the sourcing fraction as well as
the safety stock allocation is made. Therefore, all costs need to be considered.
Without loss of generality, it is assumed that the following relation holds be-
tween the suppliers j and k of stockpoint i: ST;+T; > ST+ T}, > ST;. Then,

for i from DS(7), the minimum total cost up to this stockpoint is given as

CPS™ STy, STy, ST, 6;,) =

ha(30) ki (@) a7/ STy + T + [6,3)% (ST + Ty — STy — Ty) — ST,
+ 85aps (V(S™ + ST + COPI; + nest® + COGS;)

+ (1= 650)p (V(g™ + T + COPIL + nci + COGSy)

+ v;(min{ ST}, M;}, ) + vg(min{ STy, My },7) . (4.131)

The first term expresses the safety stock cost at stockpoint 7. The second and
third terms represent the cost for pipeline inventory and the cost of goods
sold in the dual-sourcing subnetwork DS(i), which result from sourcing from
supplier j and k, respectively. The fourth and fifth terms account for the
safety stock cost in the current dual-sourcing subnetwork up to supplier j

and k, respectively, as well as the total cost of all preceding dual-sourcing
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subnetworks.

In both cost functions,

v (ST, m) = IIS}}H {CZSIOW(SII, STl)} -{Index(l) = Index(m)}
1
+ min {ClDS”” (ST}, STy, STy, 6%,(ST}, STi, STl))}

-I{Index(l) # Index(m)} Jj#kand (5,0), (k1) € A. (4.132)

In contrast to the situation with predetermined sourcing fractions, where the sourc-
ing fraction itself has been used as an indicator for whether the cost minimization
is to be conducted for a single- or dual-sourced stockpoint, the distinction here is
made by using the affiliation of a stockpoint to a specific dual-sourcing subnetwork,
because the sourcing fraction itself is a decision variable. Due to the definition of a
dual-sourcing subnetwork, each such network only contains one dual-sourced stock-
point, say i. All other stockpoints of this subnetwork are single-sourced ones. The
Index-function of all these stockpoints returns 7. Since it holds that stockpoint [ is a
direct predecessor of stockpoint m € DS(7), | can only be a dual-sourced stockpoint,

if it belongs to a different dual-sourcing subnetwork, i.e. Index(l) # Index(m).
In both summands of (I3 the optimization (for a given ST;) can be done by

enumeration. In the first summand, this can be done as in the standard GS approach
over a single incoming service time, SI;. In the second one, the enumeration has
to be done over all incoming service-time combinations (ST}, STj), which define an
optimal supply fraction §7,(ST}, STk, ST}).

The cost functions ([ZI30) and I3 still contain unknown parameters besides the
decision variables. The mean demand, p;, and standard deviation, o;, of a stockpoint
in an upstream dual-sourcing subnetwork are influenced by the sourcing fractions of
the downstream subnetworks. Thus, the dynamic programming algorithm cannot
start with the most upstream subnetwork unless some further modifications are
made. To this end, the following lemmata are of help, which are stated without

proofs since they are straightforward.

Lemma 4.5.4.1 In pure convergent networks, the coefficient of variation s the

same at each stockpoint and equal to the one of the final stockpoint, i.e. C'V; =
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oi/w; = CV,. This holds irrespective of the sourcing fractions.

Lemma 4.5.4.2 The mean demand and demand variability at all stockpoints m €

DS’ (i) is identical, namely fi, = ki and o, = 0;,0;.

Due to Lemma EEZZT] p; can be replaced by o;/C'V,, in (I3, which gives

CPS™ (ST, STy, ST, ;) =

B3, i)ki(agarget)ai VST + T + [6, (ST + Ty — STy — Ty) — ST,

+ 0jime (V(EM™ + N + COPI + e + COGS;))

C’V

0 cum
+(1 —5j,z')cv (v(c

+ v;(min{ ST}, M;}, i) + vg (min{ STy, My}, i) . (4.133)

+ EUY Ty + COPIL + et + COGS),)

Exploitation of Lemma means that o, in [ZI30) can be replaced by ¢ 0,
which yields

O8I (ST, ST) = hynkin(@279)5,,07/ STy + Ty — ST

+ Y w(min{SI,, M}, m) . (4.134)
Vi:(I,m)eA

Now, it can be observed that in all terms of the cost functions [EI33) as well as
(I3 the factor o; appears. Consequently, it can be neglected without changing
the ultimate outcome. The final modification is based on the following lemma, which

is straightforward and therefore stated without proof.

Lemma 4.5.4.3 For all stockpoints m € DS (i), ;i represents a constant factor
in the cost function [f134)). Therefore, the optimal safety stock allocation is not
influenced by it.

Due to Lemma R A the sourcing fraction d,, can be included in the cost function
of the dual-sourced stockpoint rather than the single-sourced stockpoints. As a

result, it follows that
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ST (S 1, STon) = hokom (01979 \ /ST, + Ty — ST
+ Z ((min{ ST, M;},m)

vi:(I,m)eA

m € DS (i) or m € DS*(i) (4.135)

PS5 (ST}, STy, ST}, 6;4) =

hi((Sji)kl- o) /STy + Ty + 16,2 (STy + Ty — STy — Th) — ST,

+4; ZOV V(5™ + DTy + COPI; + et + COGS;)
+ (1 — 5j,i) Ci/ ( ( cum + Czdzd)Tk i+ OOPIk + 7’]Cadd + COGSk>
+ 6;,v;(min{ ST}, M;},4) + (1 — &) v (min{ ST}, My}, 1) i € DS(1) .

(4.136)

These two cost functions contain no unknown parameters any more, only the decision
variables, i.e. the service times and the sourcing fractions. Consequently, for the
computations in the dynamic programming algorithm, C*'*"" and CP5”" in @EI3)
need to be replaced by C1 " and cp s’

Dynamic programming algorithm. The procedure for the simultaneous opti-
mization of the service times and the sourcing fractions is as follows. For all feasible
outgoing service times of a dual-sourced stockpoint i, ST;, an enumeration over
all feasible incoming service-time combinations (ST}, ST}) is conducted. For each
surrounding service-time constellation, the corresponding optimal sourcing fraction,
07,(8Tj, STy, ST;), is determined. Unfortunately, the cost function is not convex in
the sourcing fraction. Therefore, the optimal fraction needs to be found by use of

some numerical method.

The dynamic programming algorithm can be stated as:

1. For all DS(i) with LC(i) := N down to 1 (or FS)

2. For all stockpoints m € DS(i) with LC(m) := N down to i (or down to 1 in
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FS)
3. Fvaluate v,, (ST, 1) for ST,, =0,1,.., M,,.

4. For m := n evaluate vy, (ST, n) for ST,, = 0 (assuming immediate demand

satisfaction).

5. Minimize v,(ST,,n) for ST, = 0 and multiply the resulting expression by
the standard deviation of the customer demand to obtain the optimal objective

function value.

An optimal set of service times is found by the standard backtracking procedure for

a dynamic program.

Benefit of the sourcing fraction optimization

In order to assess the benefit of optimizing the sourcing fractions, the following
analysis is conducted. Due to the decoupling effect in the GS model it is sufficient
to consider a single dual-sourced stockpoint and compare the resulting total relevant

cost of three scenarios:

1. Single sourcing from the slow supplier (slow single sourcing),
2. Single sourcing from the fast supplier (fast single sourcing), and

3. Dual sourcing.

For simplicity reasons, it is assumed that the incoming service times as well as the
outgoing service time are 0. Furthermore, 7% = 277, i.e. the slow processing time
is a multiple of the fast one. The total relevant cost for slow single sourcing is given

as
TRC® = nc™® iy + ve®® 2T 1y + v ko VaTT . (4.137)
Similarly, for fast single sourcing

TRCY = e 14y Ty 4 v oo/ T (4.138)
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and for dual sourcing

TRODS =7 <§Scadd5 + (1 . §s)caddf> L

+v <5scaddsfo +(1—- 58)caddfo) i

o (B 4 (1= ) koo /T + [5? (T4 — T4) . (4.139)
Dual sourcing is better than slow single sourcing, if the following relation holds:

TRC® > TRCP®

cadd! v(1 — 62T/ + vko (Tf + VaTf — 63\/[65]2 (2TF — Tf)) +n(1—0%)p

Cadd5

v(1 = 8T+ vka (1 — 89\ TS + 692 (aTF — T4) + (1 - )

v~

ddf
Cprer

(4.140)

The left-hand side of @A) expresses ¢*@ as a multiple of ¢*". That means,
assuming ¢ is given, the right-hand side of [IAM) defines an upper bound on
" that must not be exceeded, if dual sourcing is to be better than slow single
sourcing. For dual sourcing to be better than fast single sourcing, it has to hold

that

TRCT > TRCP®

cadd! vo*x T+ vkod® \/Tf + [05) (2TF = TH) +né°p
>

vosTfu + vko <\/Tf - (1- 65)\/Tf + [0 (2T — Tf)) + s

[ J/
-~

addf
Clower

caddS

(4.141)

Similarly to (EI40), (ETZTI) defines a lower bound on codd” Consequently, the range,
add’ ( adds>

within which ¢ expressed as a multiple of ¢ can vary such that dual sourcing

is advantageous, is defined by

codd! - podd! (4.142)

upper lower
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This range is rather small for reasonable parameter settings as the following example
illustrates (see Table T and Figure E3T). If cadd” g expressed as a percentage
of ¢®* the range, within which ¢*™’ has to lie in order to make dual sourcing
preferable, is about 2% or less for a coefficient of variation of up to 1. For the

add?®

specific example of ¢ = 100, this means that fast single sourcing is better, if

@@ <110, and slow single sourcing is preferable, if @t > 1125 (see Figure EE3T]).
Surely, one can benefit to a larger extent from dual sourcing, if demand is more
variable. However, even for a coefficient of variation of period demand of 3 the ¢’ -
range is just about 6% wide (see Table EET]). It is very unlikely that the procurement

cost of the fast supplier falls exactly within that range.

Consequently, in many instances the optimal sourcing fraction assumes one of the
extreme values of the feasible region, 0 or 1, i.e. single sourcing is the optimal
strategy. Presumably, this result will not change in larger supply network settings,

because the major difference there is a potential increase in the processing times

which could also be reflected in this single-stockpoint model. I(iraves and Willems

) analyze a related model, where at each stage there is a choice between several
processing/sourcing options differing in terms of the process length and added cost.
One option has to be chosen exclusively, however. Thus, the model described in this
section can be viewed as a generalization of their model. It confirms nevertheless that
an extreme strategy is often a reasonable choice. This finding is further supported
by the fact that the cost advantage of dual sourcing, if it is chosen at all, is not very

large, either. It amounts to not even 1% (see Table ELJ).



o° Max:

cv 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 cﬁgg;— ?fﬁ;

0.3 CZ%; 110.53% 110.57% 110.59% 110.60% 110.61% 110.61% 110.61% 110.60% 110.60% 0.58%
et 109.95% 110.08% 110.19% 110.27% 110.33% 110.38% 110.41% 110.44% 110.45%

0.5 CZ%; 111.00% 111.07% 111.10% 111.12% 111.13% 111.13% 111.13% 111.13% 111.12% 0.97%
cfoﬁ; 110.04% 110.27% 110.45% 110.58% 110.68% 110.75% 110.81% 110.85% 110.88%

0.8 ctd!  111.71% 111.81% 111.87% 111.90% 111.91% 111.91% 111.91% 111.90% 111.88% 1.54%
cdd” 11017% 110.54% 110.83% 111.04% 111.20% 111.32% 111.41% 111.47% 111.52%

1.0 coddl - 112.18% 112.30% 112.38% 112.41% 112.43% 11243% 11242% 11241%  112.39% 1.92%
cedd” 110.26% 110.72% 111.08% 111.35% 111.55% 111.69% 111.80% 111.88% 111.95%

1.5 CZ%; 113.35% 113.53% 113.63% 113.68% 113.70% 113.70% 113.68% 113.65% 113.62% 2.8T%
cdd? 11048%  111.17% 111.71%  112.12%  11241%  112.63% 112.79% 112.91%  113.00%

2.0 coddl 11451% 114.74%  114.87% 114.94% 114.95% 114.94% 114.91% 114.87% 114.82% 3.80%
codd” T 110.70% 111.63% 112.35% 112.88% 113.28% 113.57% 113.78% 113.94% 114.05%

2.5 CZ%; 115.65% 115.94% 116.10% 116.17% 116.18% 116.16% 116.12% 116.06% 115.99% 4.73%
cidd’ 110.92% 112.08% 112.98% 113.65% 114.14% 114.50% 114.76% 114.95% 115.09%

3.0 ctd 116.79% 117.13% 117.31% 117.38% 117.39% 117.36% 117.29% 117.21% 117.12% 5.64%
codd” 111.14% 112.53% 113.61% 114.42% 115.01% 115.44% 115.75% 115.97% 116.12%

Table 4.7: ¢*¥’ _range for a dual-sourcing cost advantage (T4 =5, T* = 12- T/, v = 45%, n = 250, k = 2.33)

Suroanos Tenp yjim yoeoadde ao1AIdS-podjURIENY) G'F

V1c
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113%

112%

add®

111%

in % of ¢

110%

add’
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108%
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0.7
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0.9

Figure 4.31: c“ddf—range for a dual-sourcing cost advantage (T =5, T® = 12 - T/,
v =145%,n =250, k =233, CV =1)

Dual-sourcing cost advantage over

cv cﬁﬁg; 5" slow single sourcing fast single sourcing
0.3 110 0.1 0.43% 0.01%
0.5 111 04 0.07% 0.15%
0.8 111 0.2 0.59% 0.08%
1.0 112 0.3 0.24% 0.25%
1.5 113 0.3 0.40% 0.34%
2.0 114 0.3 0.54% 0.43%
2.5 115 0.3 0.68% 0.52%
3.0 116 0.3 0.80% 0.61%

Table 4.8: Dual-sourcing cost advantage (17 = 5, T* = 12-T/, ¢*" = 100, v = 45%,
n =250, k = 2.33)

The major drivers for this outcome can been seen in the following two aspects:

1. Total relevant cost components

The safety stock cost, which benefits most from dual sourcing, makes up only

a very small share of the total relevant cost. In the COGS expression, the

mean demand is multiplied by n = 250, whereas the safety stock quantity is

only multiplied by v = 45%, k = 2.33 and o, which is considerably lower in

total.
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2. Replenishment policy

The replenishment policy might not be well-chosen in view of deterministic
processing times. In the single-echelon case, order splitting is used almost
exclusively in stochastic lead-time scenarios. For deterministic lead times,

there are often better ways than allocating the demand variability evenly to
both suppliers, such as the SIP, COP, or DIP (see Chapter Bl).

However, the problem with these other policies is that the upstream demand
process changes depending on the policy parameters. Even for given parame-
ters it is quite cumbersome and complex to determine the upstream demand

processes as will be shown in the next section.

Despite the quite disappointing results, in practice there might still be compa-
nies that employ a kind of order-splitting policy to allocate production volumes
to their factories. For these companies, the optimal safety stock can be deter-
mined with the optimization model for given sourcing fractions (Section EE5.2)
and, if possible for the given cost parameters, even the sourcing fractions can

be optimized by the approach outlined in this section.

4.5.4.3 Other inventory control policies

If, instead of an order-splitting policy with a predefined sourcing fraction, a different
dual-sourcing policy, such as the SIP, COP, or DIP, is to be used at a stockpoint,

additional aspects need to be analyzed and others modified. These include:

e the holding cost per unit and period,
e the total relevant cost,
e the order processes, and

e the optimization of service times.

Holding cost per unit and period

The OSP specifies the sourcing fraction explicitly as one of the policy parameters.

Consequently, the holding cost per unit and period at a dual-sourced stockpoint can
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be easily computed according to (). In case of the other dual-sourcing policies
the sourcing fractions need to be derived indirectly from the policy parameters. (For

ease of presentation the stockpoint index is dropped.) The analysis for each policy

yields:
SIP:
5 (A) = M = E[(DTM (4.143)
COP:
5 (Q) = & [Q;(Qﬂ = % —1- % (4.144)
DIP:
oy - EO] @ B | EQ@) em_a-E0w)

(4.145)

and 6° = 1 — §/. Given the sourcing fractions, the holding cost per unit and period
can be determined according to (EZ90).

It is important to note that under all three policies the sourcing fraction only de-
pends on one policy parameter, either A or ). Consequently, given this parameter
the holding cost is fixed and the optimal value of the second policy parameter can

be derived as previously explained.

Total relevant cost

Since the sourcing fractions are now dependent on the policy parameters, the cost
of goods sold (COGS) and the pipeline inventory cost enter the total relevant cost
function. This resembles the setting analyzed in the previous section, where the
service times and the sourcing fractions have been optimized simultaneously. The

cost expressions are identical to the ones outlined there.
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Order processes

The third aspect refers to the determination of the order processes that a dual-
sourced stockpoint induces. These represent the demand processes of the suppliers.
Under the OSP each supplier faces a fraction of the demand of the downstream
stockpoint each period. That means, the upstream stockpoints see a scaled version
of the demand distribution of the downstream situated dual-sourced stockpoint.
Several demand distributions commonly used in inventory theory, like the Normal
or Gamma, are closed under a scale transformation. Consequently, the demand
distribution of the suppliers can be derived easily and exactly. Under the SIP, COP,
or DIP the derivation proves more difficult. For each of the three policies, the main
aspects are addressed by analyzing the simplest multi-echelon dual-sourcing system
depicted in Figure E32 The black and grey lines represent the flow of goods and

information, respectively.

QS = U D S
External
Supplier D
External
Customer
External
Supplier

Qf :UDf

Figure 4.32: Simple supply network with dual sourcing
SIP. The analysis in Section shows that the orders under the SIP are given as

Q* = min{A, D} (4.146)
Q' =(D-A)"t . (4.147)

In case of a discrete (non-negative) demand distribution, the distributions of the up-

stream demand random variables for the slow and fast supplier, UD¢,;p and U ng 1P
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respectively, can be determined from ([IZH) and [EIZD) as

Pr{D =z} 0<z<A
Pr{UDgp=x}=41-2"'Pr{D=1i} z=A (4.148)
0 x> A

and

S2, PriD=i} =0

Pr{UDg;IP :x} -
Pr{iD=x+A} x>0

(4.149)

In each period, the slow supplier sees a positive demand (unless the external demand
is zero). The fast supplier does not necessarily face a positive demand in each period.
Due to the order-up-to policy structure at the downstream stockpoint that governs
its demand process, periods with zero demand can occur, if the inventory position

is larger than the fast order-up-to level, Bf. The larger A, the more frequently this
happens (see (ELIZ9)).

Due to the differing nature of the demand processes at the two suppliers, different
approaches for their order-up-to level determination need to be taken (assuming
that both suppliers operate a periodic-review order-up-to policy). The order-up-to
level of the slow supplier can be determined according to (Z20) as the smallest value

that satisfies the following inequality

bs
PT{[UDZIP]LS < Bs} >

4.1
2 bt b (4.150)

where [UD%;p|L, denotes the upstream-stage demand random variable over L pe-
riods and bs; and h, the cost parameters at this stockpoint. (Note that the review
period is not included in the characterization of (EIL{), because it is assumed that
the upstream stockpoints place their own order after they have observed the order

of the downstream stockpoint.)

The sporadic nature of positive demand events at the fast supplier (intermittent
demand) calls for a different approach. Instead of modeling lead-time demand by

using some non-compound distribution (e.g. truncated normal) and applying (EI20)
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for the order-up-to level computation, the intermittent character is exploited, i.e.
lead-time demand is modeled as a compound binomial process. This method, which
is outlined in h:(ﬂ.l.n.tﬂ_et_al] <I2.0j_d) for a spare parts application, is similar in nature
to Croston’s method of forecasting intermittent demand (seeICLmsmLI (Ilﬂd)), where

the demand size and demand interval are updated separately.

The compound binomial (or Bernoulli) process is characterized by the fact that with
a fixed probability there is a positive demand during a period, otherwise demand
is zero. In case of a positive demand, the demand size follows another distribution.
This process has been studied b I]lu.us:mm.l_a.n.d_s.u;Ldﬂ] (I]_Q.&d) for the continuous-
review (s, Q) system and by llanssen et al m) for the periodic-review (R, s, Q)
inventory model. In contrast to the approach of I'I“enn‘rer et al ), which is
exact and applied here, L[anss.au_at_a.l.l (IlQﬁﬁ) use approximations. Let p/ denote the

probability that demand for the fast supplier is positive in a period, which is given

as
plip=Pr{D>A} . (4.151)

Since the inventory position after ordering in each period equals the slow order-up-to
level, pé ;p is identical for all periods and independent across periods. Consequently,
the probability that the fast supplier faces exactly [ positive demand events during

the replenishment lead time Ly follows a binomial distribution, i.e.

Prirey = () Wl - (1= sy (1.152)

where

L Ly!
( zf) = 7“@"_ 5 (4.153)

The distribution of the random variable [ D%, ,]7**, which denotes the demand size

for positive realizations only, is computed as

1
Pr {[UDg,P]POS - x} =P {UDg,P - x} r>0 . (4.154)
SIP
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Given these two distributions, the optimal order-up-to level can be computed as the

smallest value that satisfies

Ly

b
ZPT{ZaLf}'PT{[UDfGIPﬁOSSBf}2 !
Py bf+hf

(4.155)
where [UDL, 5]’ denotes the positive demand random variable over I periods.

Approximations. Since the computation of the exact discrete demand distributions
and convolutions might be cumbersome (for distributions with many feasible real-

izations and long lead times), a discrete distribution function can be fitted usinﬁ

the first two moments of the respective random variable according to
(I@)

Moreover, in case of continuous demand the following approximation can be per-
formed. If external customer demand follows (or can be approximated by) a mixed-

Erlang distribution, the moments of the order distributions can be computed exactly.

E[(Q*)"] = E [(UD;IP)’“] k=1,2,.. (4.156)
E[(Q/)] = E {(Upg,P)k} k=1,2,.. (4.157)
Given pl,» = Pr{D > A},
E [([UDgIP]pos)k} _ pfi E [(Upglpﬂ k=1,2,... (4.158)
SIP

Based on these first two moments, a new mixed-Erlang distribution can be fitted as
described in ), which can then be used for the order-up-to level deter-

mination at the suppliers.

COP and DIP. Under the COP and DIP the probability that an order is placed
with the fast supplier in a period depends on the realizations in previous periods, i.e.
autocorrelation exists. Consequently, p/ is not independent across and identical for

all periods. Thus, an exact computation is more complicated than in the SIP case
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and goes beyond the scope of this work. In order to keep the calculations simple, an
idea would be to use the above-described approach for the SIP as an approximation
for the COP and DIP. It needs to be tested in future research, however, how well

this approximation works.

For the COP, the upstream demand distributions can be derived based on the slow

and fast order expressions

Q*=Q (4.159)
Q= (D—-(0@Q)+Q)" (4.160)
Pr{UDipp=Q} =1 (4.161)

S o Pri{D <i+Q}- Pri{O(Q) =i} z=0
S PriD=z+i+Q} - Pr{O@Q) =i} >0
(4.162)

Pr{UDLop =z} =

given the overshoot distribution O(Q) for a predefined ). The slow supplier faces
a constant demand of () units each period. Since there is no variability attached,
the supplier does not need to hold any safety stock and can operate in a just-in-
time fashion. On the other hand, the demand for the fast supplier fluctuates with
a potentially large probability mass at zero depending on @ (see [EIGZ)). The

approximated probability for a positive demand at the fast supplier is

phop=1-Pr {UDéOP - 0} . (4.163)

Under the DIP, the upstream demand distributions need to be computed via a multi-
dimensional Markov Chain (similar to the one for the determination of the overshoot

distribution) or simply approximated by means of simulation.

Optimization of service times

In the analysis of the order processes, it has been implicitly assumed that the service

times, which determine the replenishment lead times at the suppliers as well as the
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dual-sourced stockpoint, are fixed. However, in the GS optimization model, these
service times represent decision variables, as well. That means, under any of the
three discussed dual-sourcing policies, the entire optimization problem consists of
two intertwined optimization problems. On the one hand, for the optimization of
the service times in the entire supply network, the sourcing fractions or other policy
parameters at all dual-sourced stockpoints need to be known, because they influence
the upstream demand processes. On the other hand, the optimization of the policy
parameters at a dual-sourced stockpoint requires knowledge about the surrounding
service times, since they influence the replenishment lead times and thus coverage
decision. Moreover, the sourcing decision at a dual-sourced stockpoint also affects
the holding cost parameter computation for the pipeline inventory and safety stock

held at downstream stockpoints.

This difficulty also occurred in Section B2 2] where the sourcing fractions for the
OSP have been optimized. Due to the relatively simple ordering structure of this pol-
icy, the upstream demand processes could be easily derived, however. Furthermore,
some substitutions finally allowed for a similar solution procedure of the problem as

the one for predefined sourcing fractions starting at the most upstream stockpoints.

In case of the SIP, COP, or DIP the upstream demand processes are more difficult
to derive as previously described. The solution procedure of the OSP case cannot be
simply adjusted. The interdependencies between the dual-sourcing policy parame-
ters and the service times call for the development of a more sophisticated solution

algorithm, which goes beyond the scope of this work, however.

4.5.5 Summary and implications

In this section it has been shown how to integrate dual sourcing in the guaranteed-
service framework. In the literature, this framework is reported to be widely used in
practice emphasizing its relevance. The newly developed approach enables the opti-
mization of the safety stock allocation and sizing even for large serial and convergent
systems with dual sourcing. Although a rather simple dual-sourcing replenishment
policy has been studied, i.e. an order-splitting policy, the model represents an im-
provement to the existing contributions in the literature. These either provide only

an approximate approach for this problem or consider much smaller supply networks,
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mainly two-echelon systems.

Moreover, the presented approach has been shown to be easily extendable to more
than two suppliers. Even the simultaneous optimization of the demand allocation
to the suppliers and the safety stock allocation has been outlined for the dual-
sourcing case. Preliminary results have indicated, however, that the benefit of such
a simultaneous optimization is rather limited. The model has often prescribed single
sourcing as an optimal strategy. Nevertheless, for companies, which intentionally
decide to use two or more suppliers, the approach for a fixed demand allocation
can be of considerable help for the appropriate sizing of the safety stocks in their
supply networks. Finally, the incorporation of other dual-sourcing policies such
as the single-index, constant-order, or dual-index policy has been discussed and
the main difficulties of their integration have been identified, which deserve further

investigation in future research.



5 Conclusions and outlook

This chapter summarizes the major findings of this thesis and discusses possible

future research.

5.1 Conclusions

This thesis has contributed to the field of literature on dual-sourcing inventory
models in a single- and multi-echelon setting. Since the integration of dual sourcing
into a multi-echelon inventory model requires a thorough understanding of multi-
echelon inventory models with single sourcing as a starting point, it has also provided
a major contribution to this body of literature. The thesis has centered around
two major research topics: (i) the detection of effective dual-sourcing inventory
control policies in a single-echelon model (Chapter Bl) and (ii) the integration of

dual-sourcing into a multi-echelon inventory model (Chapter H).

Chapter Bl has focused on a single-echelon periodic-review inventory model with two
suppliers. Several dual-sourcing policies have been presented in Section B3 First,
it has been shown how to compute the optimal policy in Section B3 For the
special case of a lead-time difference of one period between the two suppliers (i.e.
consecutive lead times), the optimal policy is known to be the single-index policy.
For larger lead-time differences it has to be found via a Markov Decision Process

(MDP) formulation, which has been outlined in this section.

From the MDP model it is apparent that the optimal policy can only be computed
in a reasonable amount of time for limited problem sizes. The state and decision
space increase considerably as the lead-time difference between the two suppliers

grows or the mean demand and demand variability become larger.
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That is why in Section several simpler and, in general, non-optimal policies
have been outlined. These include the single-index (SIP), constant-order (COP),
dual-index (DIP), and the order-splitting policy (OSP).

In order to provide the reader with a thorough understanding of these policies, as a
valuable basis for the policy comparison in Section B4 major results from the liter-
ature have been reiterated using a unified notational framework. At certain point,
new aspects have been added. For each policy, the backorder-cost model as well as
the service-level model has been addressed. Furthermore, it has been outlined how
to compute the optimal policy parameters. In all four cases, the optimization can be
performed by a one-dimensional search procedure over the relevant policy parameter
region. Only in special cases are there easier ways for the optimization. In the case
of consecutive lead times, one of the optimal parameters of the SIP, which is also
the truly optimal policy in this setting, can be derived directly via a critical fractile
(in)equality. For the other parameter, an analytical expression can be derived, from
which the optimal value can be computed numerically. In case of the COP and DIP,
it has been pointed out that the major difficulty in the parameter optimization lies
in the derivation of the stationary overshoot distribution. An overshoot denotes the
quantity by which the fast inventory position might exceed the order-up-to level that
is used for determining replenishments with the fast supplier. Such an overshoot
can occur, because the fast inventory position, which both policies use, only includes
outstanding orders that arrive within the fast replenishment lead time, but not any
other slow outstanding orders that have already been determined. Several ways (ex-
act and approximate) of how this overshoot distribution can be derived have been
summarized. For the special case of geometric demand a new recursive computation
of the stationary overshoot distribution has been presented in case of the COP and
a direct closed-form computation in case of the DIP. If period demand follows a
normal distribution, a closed-form expression for the optimal sourcing fraction of
the OSP has been derived. The other policy parameter can be computed as the

solution to an (in)equality.

Section B has dealt with the comparison of the dual-sourcing policies. Since the SIP
and DIP have already been compared in lScheller-Wolf et all ( ) and the OSP is

arguably inferior to the other policies in the studied deterministic lead-time setting,

the section has focused on the remaining two policies, for which a comparison has
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not yet been available in the literature, the COP and DIP.

The main finding based on the theoretical considerations with respect to the ex-
treme strategies of both policies has been that the cost gap between both policies
closes as the lead-time difference increases. It suggests that at some point the COP
might even outperform the DIP (Section BZ2). This presumption has been backed
by the numerical study in Section BZ3 Whereas the generally good performance of
the DIP has been confirmed. which has already been shown by Veeraraghavan and
Scheller-Wolf ), the COP has been identified as an effective policy alternative

in settings with significant lead-time differences and small expediting premiums.

This finding is interesting for two reasons. First, the COP is the more easily imple-
mentable and controllable policy in practice. Second, the constant-order guarantee
can be of particular importance in supply negotiations. This supplier does not face
any demand fluctuations, which facilitates his production planning considerably. In
situations with a small lead-time difference and large expediting premium, single

sourcing has often been found to be a reasonable alternative to the more complex
DIP.

The major contribution of Chapter @l has been two-fold. First, the existing two main
multi-echelon inventory modeling frameworks without lot-sizing, i.e. the stochastic-
service (SS) and guaranteed-service (GS) approach, have been outlined (Section EZ3),
compared (Section ), and combined in the so-called hybrid-service (HS) approach
(Section EEAl). Second, an extension of one of the three multi-echelon frameworks,
namely the GS model, to accommodate dual sourcing has been presented (Section
D).

In Section B2 apart from summarizing the existing models and results, the problem
of setting an appropriate internal service level at each stage of the supply network
in the GS approach has been addressed. This level specifies the maximum reason-
able demand, up to which all variability is to be covered by safety stock. Demand
variability exceeding this threshold is assumed to be handled by other countermea-
sures, which are summarized by the term ‘operating flexibility’. Operating flexibility
measures have not been modeled explicitly in most of the GS contributions, but the
analysis has focused exclusively on the ‘normal’ part of the demand variability (stan-
dard GS approach). This has caused a lot of criticism of this approach in the past.
In Section EZ3Z A this criticism has been counteracted by taking into account the
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effect that operating flexibility has on the material flow in the system (extended
GS approach). Although various ways of how operating flexibility can work have
been described, only the most relevant one for the context of this thesis has been
analyzed in detail, i.e. missing items are speeded up from the pipeline inventory
of a stage. Interestingly, this new modeling has led to a change in the objective
function of the GS model. Whereas in the standard GS approach the safety stock
cost across the entire supply chain is minimized, it is the on-hand stock cost that is
minimized in the extended GS approach. Furthermore, the explicit modeling of the
operating flexibility has allowed for the derivation of a closed-form expression for
the determination of the internal service level, provided that a cost parameter for
the operating flexibility usage can be specified per unit. In many situations, this is

probably easier to do for management than specifying a service level directly.

In Section the SS and GS approaches have been compared. The main contri-
bution here has been the identification of an individual benefit of each of the two
approaches: the allocation benefit of the SS approach and the decoupling benefit
of the GS approach. The SS approach is not restricted in any respect with regard
to the stock allocation across the various stages of the supply network (apart from
the final-stage service-level target). It can base its allocation decision completely on
the holding-cost relationships between the stages. The GS approach does not have
this kind of flexibility. It has to comply with the internal or external service-level
requirement at each stage. However, it benefits from the operating flexibility, which
allows for a decoupling of the stages, i.e. there are no stochastic delays that need to

be taken into account at downstream stages in case of supply shortages.

A numerical study, which has been conducted for serial and divergent systems, has
revealed the following three important drivers of the advantage of one approach
over the other: processing-time pattern, final-stage service level(s), and internal
service level (or operating flexibility cost). Due to the individual benefits, the GS
approach has shown a superior performance for a degressive processing-time pattern,
high final-stage service level(s), and a low internal service level, while the opposite
has been true for the SS model. From the three drivers, the internal service-level
parameter has been identified as the most important one. The major finding from
the numerical comparison has been, however, that none of the approaches is superior

to the other, in general. Both approaches have been found to have their advantages
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and disadvantages in certain settings.

In Section EE4] both approaches have been combined in order to benefit from both
individual advantages, before the dual-sourcing extension of the GS approach has
been addressed in Section The integrated approach has been called the hybrid-
service (HS) approach. The HS approach allows the entire supply network to consist
of subnetworks of both types. The interface modeling between the subnetworks
has been outlined and a pseudo-polynomial time dynamic programming algorithm
for the determination of the optimal network partitioning and stock sizing in serial
systems has been developed. Furthermore, the extension to divergent and convergent

systems has been discussed.

The main contribution and finding has been that the HS approach solves the prac-
titioner’s dilemma of having to choose one of the two multi-echelon inventory opti-
mization approaches exclusively for the entire supply network. It enables a stage-
wise choice. Moreover, the numerical study for serial systems with up to five stages
has revealed that the cost difference between the two pure approaches can be quite
significant. The HS approach prevents an erroneous choice and, in addition, has
been shown to even achieve further cost-savings of up to 10.5% at most and 1.9% on
average in the analyzed experimental design. It has performed best in settings with
relatively low internal service levels, a broad internal service-level range, degressive

processing-time structure, and progressive holding-cost pattern.

In Section EE3, out of the three previously described and developed (single-sourcing)
multi-echelon approaches (SS, GS, and HS), the standard GS approach has been
chosen and extended to incorporate dual sourcing. Due to the already increased
model complexity resulting from the shift from a single-echelon inventory model to
a multi-echelon one (even under the GS framework), a rather simple dual-sourcing
inventory control policy has been selected, i.e. the order-splitting policy. Moreover,
it has been assumed that the determination of the sourcing fractions, which define
the demand allocation to the suppliers, is exogenous to the model. Thus, the main
focus has been put on the computation of the optimal safety stock allocation and
sizing. Extensions to more than two suppliers, the simultaneous optimization of the
sourcing fractions and safety stocks, as well as the integration of other inventory

control policies have been briefly addressed in the ‘Extensions’ section.
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It has been shown that in order to accurately incorporate dual sourcing into the GS
model, a stockpoint and its preceding process can no longer be aggregated into a
stage with a single processing time. In case of dual sourcing, a stockpoint is preceded
by two processes of different length. A stage with a single processing time cannot
capture the processing-time difference correctly. Consequently, a safety stock com-
putation based on such an aggregation would only lead to an approximate quantity
and cost. Therefore, instead of the stockpoint (and its index), the processing time

needs to be assigned to the arc connecting two stockpoints.

For serial and convergent systems, a dynamic programming algorithm has been
developed that optimally determines the safety stock allocation in the system as well
as the exact stock size at each stockpoint. The approach represents an improvement

of the only_approximate modeling idea outlined in the final section of Graves and
Willems (R2004), which is one of very few contributions available in the literature that

address a similar problem. Most of the other works only consider supply networks

of smaller sizes.

5.2 Outlook

Within both bodies of literature, the single-echelon inventory models with dual
sourcing as well as the multi-echelon inventory models with (and without) dual

sourcing, various challenges remain.

Although procedures for the policy parameter optimization of the different dual-
sourcing inventory control policies in a single-echelon setting have been presented in
this thesis, the optimization of the COP and DIP parameters still requires knowledge
about Markov Chain models or the development of a simulation tool, which might
hamper their application in practice. Here, the development of heuristics that enable
an approximate, but simple parameter computation in a spreadsheet model, for

instance, would be of interest.

Once lead times become stochastic, the analysis gets more complicated, but the

model is also brought closer to reality. (IZD.O.d) consider a special type
of stochastic integer lead times in the DIP. Only the slow lead time is stochastic

with a lower bound of the support of this random variable that is larger than the
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fast lead time. A relaxation of this restriction might be an interesting extension.
Moreover, the relative performance of the SIP, COP, DIP, and OSP might change in
the presence of stochastic lead times. A comparison would now have to include all
four dual-sourcing policies, because in such a setting the OSP cannot be excluded

upfront.

With respect to the multi-echelon inventory models with single sourcing, the hybrid-
service (HS) approach has been developed in this thesis. While the HS model idea
directly extends to divergent and convergent systems (see Sections and EEZA),
the increase in the computational complexity calls for the development of good
heuristics for networks of larger sizes. Furthermore, an extension of the HS approach
to include stochastic processing times and lot-sizes are promising and relevant areas

for future research.

The dual-sourcing integration into a multi-echelon model has been done for the
guaranteed-service approach only. The integration into the stochastic-service or
even hybrid-service framework also represents an interesting area for future research.
Moreover, the developed dynamic programming algorithm can solely handle serial
and convergent network structures. In the presence of divergent (sub)structures,
the computational complexity of the current solution method increases considerably
(see Section ER3). Therefore, the development of other methods or heuristics for

the extension to divergent systems might be worthwhile pursuing.

Furthermore, the integration of other ordering policies like the SIP, COP, or DIP in
a multi-echelon setting requires further investigation. Whereas the major difficulties
connected with these policies have been identified and discussed in this thesis in Sec-
tion ER. A the ultimate integration and development of an optimization procedure

for the policy parameters has gone beyond the scope of this work.

Similar to the single-echelon case, the consideration of stochastic processing times
might also represent a valuable extension in the multi-echelon dual-sourcing model.
In such a setting the value of the OSP is presumably larger than in the deterministic

processing-time setting as is known from single-echelon models.

For both the single- and multi-echelon model with dual sourcing, the inventory
valuation problem might be an issue that deserves more investigation of its own. One

approach to tackle this problem has been presented in this thesis. However, there are



5.2 Outlook 232

other ways to address or circumvent this problem, e.g., by using a discounted cash
flow approach. It remains that the assumption of a single holding cost parameter
that most dual-sourcing models make, which does not take into account the different

procurement costs, is a simplification that is not justifiable in all situations.
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A Additional figures and tables

A.1 Comparison of the constant-order and

dual-index policy for © = 10

TRCps > TRCprp

TRCBS > TRCCOP

TRCBS < TRC(;OP

TRCps—TRCpip

TRCps—TRCcop

TRCcop—TRCps

/

No. TECprr No. TECoor No. TRCoop n/s
h=0.1 TInst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max  Inst.
LA =2

(1;3) 24 140% 0.01%  6.22% 0 - - - 24 49.35% 20.50% 84.38% 0

(3;5) 24 0.45% 0.00%  2.59% 0 - - - 24 46.64% 20.76% 81.88% 0
LA =5

(1;6) 30 4.93%  0.02% 15.94% 0 - - - 30 39.56%  3.89% 79.68% 0

(3;8) 30 236% 0.01% 8.85% 0 - - - 30 39.58%  8.52% 77.95% 0
LA =10

(1;11) 36 10.76%  0.01% 29.68% 6  834% 2.56% 16.94% 30 37.50%  1.56% 79.18% 0
(3;13) 36 6.51% 0.01% 18.51% 3 4.04% 1.82% 7.43% 32 36.69% 3.14% 78.28% 1
h=0.5 Inst. Avg. Min Max Inst.  Avg Min Max Inst.  Avg. Min Max  Inst.
LA =2

(1;3) 36 5.07% 0.01% 13.15% 4 249% 086% 5.57% 32 24.12%  3.92% 56.92% 0

(3;5) 36 2.09% 0.00% 6.50% 0 - - - 35 21.88% 2.29% 52.91% 1
LA =5

(1;6) 36 16.24%  2.48% 29.60% 18 15.43% 1.58% 26.40% 18 16.77%  1.22% 43.52% 0

(3;8) 36 9.10% 0.91% 17.81% 13 9.93% 3.02% 14.86% 21 17.08%  3.31% 42.67% 2
LA =10

(1;11) 36 31.15% 11.25% 56.18% 30 28.84% 2.56% 61.04% 6 10.58% 1.56% 26.51% 0
(3;13) 36 20.86% 6.70% 36.31% 26 20.56% 1.82% 38.52% 9 10.81% 0.79% 28.95% 1
1= 1. nst. vg. lin lax nst. vg. lin lax nst. vg. lin Jax  Inst.
h=10 1T As Mi M I A Mi M I As Mi M I

LA =

(1;3) 36 828% 0.79% 16.28% 12 7.32% 2.54% 11.41% 23 15.42%  1.49% 37.00% 1

(3;5) 36 3.82% 0.13%  8.49% 8 325% 1.32%  5.86% 27 14.10%  1.59% 34.25% 1
IA =5

(1;6) 36 21.27%  7.87T% 38.24% 30 17.91% 1.58% 38.16% 6 7.03% 1.22% 17.42% 0

(3;8) 36 12.81%  3.84% 22.35% 24 12.04% 1.44% 22.02% 9  874% 3.31% 19.94% 3
LA =10

(1;11) 36 36.61% 6.78% T74.45% 36 35.79% 7.45% 80.10% 0 - - - 0

(3;13) 36 25.36% 6.03% 47.70% 35 24.46% 6.91% 51.29% 1 079% 0.79%  0.79% 0

Table A.1: Single- vs. dual-sourcing cost for p = 10
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A.1 Comparison of the COP and DIP for ;=10 235
Best single (BS) vs. DIP Best single (BS) vs. COP COP vs. DIP
s—TRC ¢ —TRCc TRCcop—TRC
Poisson Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(LT, L°)
(1,6) 12 17.80% 2.48% 38.24% 12 0.65% -43.52% 38.16% 11 24.71% 0.44% 81.46%
(3;8) 12 9.64% 0.91% 22.07% 11 -6.92% -42.67% 21.65% 12 21.52%  0.35% 76.00%
h
0.5 12 10.20% 0.91% 27.27% 12 -12.77% -43.52% 23.54% 12 32.96%  3.02% 81.46%
1.0 12 17.24%  3.84% 38.24% 11 7.73% -19.94% 38.16% 11 12.23%  0.35% 30.63%
b
bth
0.95 12 11.11% 0.91% 31.61% 11 -7.81% -43.52% 31.04% 12 25.65% 0.44% 81.46%
0.99 12 16.32%  3.63% 38.24% 12 1.47% -33.52% 38.16% 11 20.20% 0.35% 61.42%
of
102 8 2294% 11.04% 38.24% 8 20.29%  5.05% 38.16% 7 266% 0.35% 5.70%
105 8 12.07% 3.84% 23.82% 7 -330% -19.94% 17.33% 8 16.60% 5.53% 30.63%
110 8 6.14% 091% 14.94% 8 -25.94% -43.52% -6.23% 8 47.32% 20.90% 81.46%
nbin  Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(L7, 1)
(1,6) 24 18.58%  3.18% 37.03% 24 6.75% -30.50% 37.80% 21 14.86% -0.56% 48.47%
(3,8) 24 10.83% 1.30% 21.79% 22 -0.04% -30.90% 21.61% 21 14.14%  0.69% 46.60%
(1%
0.49 24 14.27%  1.30% 37.03% 24 1.82% -30.90% 37.80% 22 15.73% -0.56% 48.47%
1.05 24 15.14%  2.95% 29.26% 22 534% -23.70% 25.82% 20 13.15%  2.73% 37.75%
h
0.5 24 1237%  1.30% 29.26% 23 -3.48% -30.90% 25.82% 24 1847%  2.73% 48.47%
1.0 24 17.04% 4.36% 37.03% 23 10.48% -12.25% 37.80% 18 9.21% -0.56% 19.22%
b
bth
0.95 24 12.83% 1.30% 32.31% 24 0.16% -30.90% 32.47% 21 16.90% 0.69% 48.47%
0.99 24 16.58%  4.57% 37.03% 22 7.15% -21.62% 37.80% 21 12.10% -0.56% 35.90%
cf
102 16 21.32% 11.52% 37.03% 16 18.60%  4.71% 37.80% 10 3.70% -0.56%  7.22%
105 16 14.39%  4.36% 26.78% 15 4.25% -12.25% 21.08% 16 10.35%  4.25% 19.22%
110 16 841% 1.30% 19.19% 15 -13.36% -30.90%  7.23% 16 25.41% 10.25% 48.47%
Gamma Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(LY, L?)
(1,6) 36 19.20% 3.75% 37.61% 36 8.36% -29.05% 37.79% 31 13.30% 0.54% 46.22%
(3,8) 36 11.47% 1.56% 22.35% 34 1.69% -29.68% 22.02% 33 11.87% 0.37% 44.42%
cv
0.5 24 14.96% 1.56% 37.61% 24 278% -29.68% 37.79% 21 15.83% 0.85% 46.22%
1.0 24 1559%  3.06% 29.60% 22 6.13% -23.01% 26.40% 21 12.14%  0.37% 36.58%
1.5 24 15.44% 48™% 29.17% 24 6.54% -17.37T% 24.75% 22 9.85% 0.54% 27.89%
h
0.5 36 13.70% 1.56% 29.60% 35  -0.58% -29.68% 26.40% 36 16.11%  2.08% 46.22%
1.0 36 16.97%  4.90% 37.61% 35 10.83% -11.15% 37.79% 28  8.01% 0.37% 18.45%
b
b+h
0.95 36 14.01% 1.56% 33.39% 36 2.35% -29.68% 33.38% 34 13.88% 0.37% 46.22%
0.99 36 16.65% 4.89% 37.61% 34 8.06% -20.32% 37.79% 30 11.08%  2.08% 34.07%
cf
102 24 19.80% 7.14% 37.61% 24 17.36%  5.53% 37.79% 16 3.14% 0.37™%  7.08%
105 24 16.09%  4.90% 27.22% 23 6.87% -11.15% 22.44% 24 9.24%  3.01% 18.45%
110 24 10.10% 1.56% 21.89% 23 -9.39% -29.68% 10.74% 24 2217%  9.27% 46.22%

Table A.2: Single- vs.

dual-sourcing cost for L* =5, h = 0.5 and 1.0, u = 10
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Best single (BS) vs. DIP Best single (BS) vs. COP COP vs. DIP
TRCps—TRC, TRCps—TRCc TRCcop—TRC.
No. ThCoe No. TiCoor No. ThCoir
Poisson Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(L1, L)
(1,11) 12 39.711% 11.25% 74.45% 12 31.09% -26.51% 80.10% 12 1042% -3.70% 51.40%
(3,13) 12 25.53%  6.70% 47.70% 12 16.26% -28.95% 51.29% 11 12.15% -2.94% 50.19%
h
0.5 12 26.19%  6.70% 56.18% 12 11.02% -28.95% 61.04% 12 1847% -3.02% 51.40%
1.0 12 39.05% 14.41% 74.45% 12 36.33% -0.79% 80.10% 11 33™% -3.710% 15.32%
b
b+h
0.95 12 27.87%  6.70% 64.19% 12 18.00% -28.95% 70.51% 12 12.53% -3.70% 51.40%
0.99 12 37.37% 14.04% 74.45% 12 29.35% -17.32% 80.10% 11 9.85% -3.14% 39.94%
cof
102 8 49.15% 28.74% 74.45% 8 53.20% 30.18% 80.10% 8 -258% -3.70% -1.11%
105 8 30.16% 14.41% 50.42% 8 23.60% -0.79% 52.95% 7 7.03% -1.65% 15.32%
110 8 18.56% 6.70% 34.66% 8 -5.7T% -28.95% 22.23% 8 28.77% 10.17% 51.40%
nbin  Inst. Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(L1, 1)
(1,11) 24 33.82% 12.07% 60.43% 24 29.65% -10.77% 66.89% 18 5.55% -3.87T% 25.60%
(3,13) 24 2331%  7.32% 41.20% 24 18.77% -15.04% 44.82% 17 6.58% -2.50% 26.32%
cv
0.49 24 30.95%  7.32% 60.43% 24 26.24% -15.04% 66.89% 17 7.05% -3.8T% 26.32%
1.05 24 26.18% 10.25% 45.13% 24 2218%  -7.710% 45.09% 18 5.10% -2.35% 19.88%
h
0.5 24 26.10%  7.32% 53.91% 24 18.14% -15.04% 54.22% 18 10.75% -1.41% 26.32%
1.0 24 31.03% 11.34% 60.43% 24 30.28%  7.89% 66.89% 17 1.07"% -3.8™% 6.78%
b
bt+h
0.95 24 26.93% 7.32% 60.43% 24 22.02% -15.04% 66.89% 18 6.90% -3.87T% 26.32%
0.99 24 30.20% 11.34% 53.91% 24 26.40% -4.12% 54.22% 17 5.14% -3.35% 19.34%
of
102 16 33.88% 11.34% 60.43% 16 35.83% 12.92% 66.89% 10 -217% -3.8™% -1.13%
105 16 31.17% 15.21% 48.80% 16 28.37%  7.89% 49.22% 9 4.16% 0.68% 6.78%
110 16 20.65% 7.32% 37.17% 16 8.44% -15.04% 32.82% 16 12.25%  3.27% 26.32%
Gamma Inst.  Avg. Min Max Inst.  Avg. Min Max Inst.  Avg. Min Max
(Lvas)
(1,11) 36 31.97% 6.78% 59.60% 36 27.92% -9.10% 65.47% 28 4.85% -3.55% 24.31%
(3,13) 36 22.17%  6.03% 41.93% 35 18.48% -13.76% 45.15% 25 5.95% -2.22% 24.96%
cV
0.5 24 31.40%  7.77% 59.60% 24 26.76% -13.76% 65.47% 17 6.70% -3.55% 24.96%
1.0 24 27.26% 10.84% 46.23% 24 23.45% -6.51% 46.92% 19 4.65% -2.46% 19.20%
1.5 24 22.55%  6.03% 40.10% 23 19.44%  6.83% 34.74% 17 4.85% -1.40% 14.41%
h
0.5 36 25.88% 7.77% 54.32% 35 19.18% -13.76% 54.36% 27 9.35% -1.10% 24.96%
1.0 36 28.26%  6.03% 59.60% 36 27.25%  6.91% 65.47% 26 1.23% -3.55%  6.46%
b
b+h
0.95 36 26.27% 7.77% 59.60% 35 2218% -13.76% 65.47% 28 5.98% -3.55% 24.96%
0.99 36 27.87%  6.03% 54.32% 36 24.32% -3.14% 54.36% 25 4.68% -2.93% 18.24%
cf
102 24 27.64%  6.03% 59.60% 24 29.06%  6.91% 65.47% 15 -1.69% -3.55% -0.49%
105 24 30.75% 16.00% 49.28% 24 27.97%  8.96% 49.44% 14 3.92% -047%  6.46%
110 24 22.82% 7.77% 40.10% 23 12.32% -13.76% 34.74% 24 10.63%  3.00% 24.96%

Table A.3: Single- vs. dual-sourcing cost for L® = 10, h = 0.5 and 1.0, 1 = 10
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A.2 Combination of the stochastic- and

guaranteed-service approach
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Figure A.1: Optimality share and additional average HS benefit with respect to the
internal service-level ranges
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Figure A.3: Optimality share and additional average HS benefit with respect to
processing-time pattern
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Figure A.5: Optimality share and additional average HS benefit with respect to co-
efficient of variation of demand
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Figure A.7: Optimality share and additional average HS benefit with respect to final-
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Figure A.9: Optimality share and additional average HS benefit with respect to
holding-cost pattern
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B Proofs

B.1 Lemma

Proof:
Given the stationary distribution of D(A), [B33) resembles the net stock calcula-

tion in a single-sourcing order-up-to level system with lead-time demand D(A) (see

&) and &Zd)). Consequently, the optimal B* is found by [B3H) accordingly.
Since the expected fast order quantity is independent of B* (Lemma BZZ3T]), this

is also the optimal B* for the SIP for this given A. O

B.2 Lemma

Proof:
Both parts follow from the definition of D(A) and the fact that probabilities are
non-negative (and using finite differences). O

B.3 Lemma B-3.3.4]

Proof:

The inventory position recursion is

IP, =IP/ +Q]+Q;_ sy —Di=B' +0,+Q—d; . (B.1)

242
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Assume that in some period, say t = 0, Og = 0. This occurs, e.g., if the inventory
process starts with fast orders of size B//L/ arriving in periods 1,..., LY and no
slow orders for that timespan. In periods L/ + 1, ..., L* slow orders of size Q arrive.
Hence, IP/ = B/ + Q — d, = Op = 0. From BT and (BJ) it follows that

Op1 = (0, +Q —d)*t . (B.2)

In period t = 1, O; = (Q —dy)™, which is independent of Bf. Assuming that
O, Vt =2,...,n — 1 is independent of B/, it follows from EZd) that O, is indepen-
dent of B, and only dependent on Q. O

B.4 Lemma B3.3.3.3

Proof:
From (BX0) and [BXT) it follows that the equations for the stationary overshoot

distribution are

00=> Pr{D>j+Q} o (B.3)
7=0

0;=» Pr{D=j+Q—i} o i>0 . (B.4)
=0

A recursive representation of the above equations is

i=2,..Q , (B.5)

i—1 — 0j—@1Pr{D =0 .
A . r ;i i=Q+1,.. . (B.6)
-Pp

[B3) can be rewritten as

0; = 01(1 — p)™* i=1,...,Q . (B.7)
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Insertion yields

N\ Pr{D>Q+i
00—;02 Pr{D < O} : (B.8)
o1=> oPr{D=Q+i-1} . (B.9)
=0

All state probabilities o;, 7 > 2 can be expressed in terms of oy and oy by recursively
applying (B and (B4). For the derivation of these recursive expressions it is
important to note that a Q-cycle runs from xQ +x to (z+1)Q+z with x = 1,2, ... .
By analyzing several of these recursive expressions for different ()-cycles the following

general expression in terms of oy and o0; is found:

OxQ+z—1+5 =

1 S non X' () )
o1 ((1 — p)rQ+e—2+ + 1(_1) p (1 — p)=Q+ati—2-nQ +(=1)p (1 —p)e+i-2

—_

n

8
—_

V()

n—1._n
+) (=D)"p (1 — p)r@teti—1-nQ

p
—0g <(1 I p)(:c—l)Q+:C—l+j

3
[l
¥

_ Vi(j) .
rx—1_ x x
—i—(—l) pm forr>1land 1<;7<Q+1
(B.10)
where the functions X (j) and Y"(j) are defined as follows for z > 1
j—1 pn-—1
L (k+1 r=mn
XN(j) = 2= i ) n>1 (B.11)
XPQ+ D)+ A (k) z>n
X =1 (B.12)
o r=n,n>2
Yy () = (B.13)
Q-i-l +Z k) z>n,n>1
if x from for the first/largest ()-cycle is equal to 1
Yi— (IEMIG) [largest Q-cy q (B.14)
1 otherwise
Vi =0 (B.15)
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In order to apply the general expression ([BI0), o; needs to be translated into
0zQ+z—1+j, .. © and j need to be determined from ¢. This can be done as follows.
Since 1 < j < @ + 1 (see above),

i—Q i

<z<
Q+1~ —Q+1

S () = LQLJ (B.16)

where z(i) indicates that  depends on i. Given i and z, j can be computed as
jl,z)=i—2(Q+1)+1 . (B.17)

For ease of presentation, (BIQ) is rewritten as

0; = 01G (1) — oo H (1) 1>0Q+1 (B.18)
with
z(1)—1 n S
_ 1 non Xz(i) (J (i, 2))
g(i) = - Z (=1)"p (1 — p)*@MQ+a()+i(iw)—2-nQ

(1 — p)e@Q+a()—2+i(ia)

X
+ (_1)m(z)pm(z) (4)

(1 — p)*@+iG (B.19)

z(i)—1 n .
N P vnelon yx(i)(](%x))
H) = g e ne=o-mes Z_; SR A R T e
Vit (i 7))
(1 _ p)m(z‘)—i-j(i,x)—l

and z(7) and j(i,x) from (BI) and (BID), respectively. By using (BIS), (B3)

can be rewritten as

+ (=1)"O- 1) (B.20)

o1=Y o;Pr{D=Q+j—1}
=0
’ Q
=0 Pr{D=Q—1}+01 Y (1-p)'7Pr{D=Q+j—1}

J=1
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+ > [v51G(j) —vsH()] Pr{D =Q+j — 1}

Jj=Q+1
Solving for o; gives

PriD=0Q-1) - TXq  HO)PHD =Q+j - 1}]
S = p) IPH{D = Q4+ j — 1} + X0, GU)PH{D = Q+j —1}]

01 = O
-

(B.21)
Furthermore,
ZOJ' =1
§=0
Q [e's)
oo+01Y (1=p)'7+ > [0G(j) — 0oH(j)] = 1
j=1 j=Q+1
1-— L—p) 7432510
S o= (EL - >-g o) (B.22)

Inserting (B22) into (B2I) yields
) ( I S (=) Y, gw)
01 = -
1=

j—q+1 H(J) . 1-3 20 M0)
Pr{D=Q -1} -2 HOPH{D=Q+j-1)]

- [SL 0P PHD = Q4 1+ T 6 PP =@+~ 1)]
(B.23)

=01 =

1= 20 M)
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Pr{D=Q -1} = X% HiPr{D=Q+j-1}]
1= [ S0 =) I PHD = Q4 = L+ X700 9G)Pr{D = Q+j — 1}

1
' 14 T2 (1-p) I+ o1 G) [Pr{D=Q—-1}-%3 o, H(j) Pr{D=Q+j—1}]
1=3 52 q+1 M) 1-[Z%, (1=p) 7 Pr{D=Q+j-1}+ 332 o, 9() Pr{D=Q+j—-1}]"

(B.24)

Given oy, 0y can be determined via ([B22)) and all other state probabilities via (B
and (BIJ).
U

B.5 Lemma

Proof:
If the critical fractile, b%h (a-target service level), is such that B*"(6*) > E [D(6%)] =
((LF + 1)+ 6°L?) p (see BIZH)), this is called a situation with positive safety

stock. For this case, the following properties can be established:

1. The expected on-hand stock [BIZD) is strictly increasing in 6%, which follows
from Lemmata BE0T and B30

2. The expected backorders [BIZY) are strictly increasing in ¢°, which follows
from Lemma

3. The procurement cost term in T'RCpgp is strictly decreasing in 0%, which is

obvious.

Given these properties, it follows immediately that the T'RCpsp function is unimodal

in 6%. The lemmata can be derived as follows. ([BIZ1) can be rewritten as

E [OH(B* (6%))] = B* (6°) — E [min {D(6%), B* (6*)}] . (B.25)
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(In the following, the expressions refer to a continuous demand distribution. In case

of a discrete demand distribution the integral has to be replaced by a sum.)

It is assumed that the demand random variable is from a non-negative strongly
unimodal distribution, i.e. a distribution that is still unimodal after convolution.
This holds for all distributions studied in this thesis. In order to prove the positive
increase of the expected on-hand stock as 0° increases, first the behavior in §° of
the two terms in equation ([B23) is considered separately and afterwards it is shown
that the difference between these two terms is always positive as 0° increases. To
this end, define for 65 > 67

BY = B”(83) - B (5) (B.26)

Ea [min {D, B }] = B [min { D(&), B* (59)}] — & [min {D(5), B (5)}]
(B.27)
55 = 85 — ot (B.28)

i.e. B denotes the change in the optimal order-up-to level (the first term in equation
[@23)), whereas Ex[min{D, B*"}] denotes the change in the second term in equation
B23) as 0° increases from 45 to d5.

Lemma B.5.0.1 If the critical fractile assumes a value such that a positive safety
stock is required, the change in the optimal order-up-to level B due to an increase

in 6° of 8% is larger than 65 L™, but approaches 65 L™ from above.

Proof:
From (BI4H) and BIZ0) it follows that

VAR[D()] 5. \/TLT+1) + LA

VOV = "FBE] W TS (B-29)
Therefore,
Jim CV(5*) =0 . (B.30)

This means that as ¢° increases, the coefficient of variation decreases. The order-

up-to level is the sum of the pipeline inventory and the safety stock. The pipeline
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inventory is a linear function of 8%, §° L. The safety stock is sized to cover against
the variability of lead-time demand, i.e. it depends on o - /(LS + 1) + [§*]2LA. Due

to the square root effect, the additional amount of (positive) safety stock required

becomes smaller as §° gets larger, i.e. the safety stock and thus optimal order-up-to
level is concave in 6°. Ultimately (i.e. §° — 00), for a d°-increase of d% only an
amount of 6% L2y, i.e. no additional safety stock at all needs to be added to the
previously optimal order-up-to level, B*" (%), in order to arrive at the new optimal

one, B (43), and still comply with the critical fractile, i.e.

lim BY =03L%u . (B.31)

6% —00

O

Lemma B.5.0.2 If the critical fractile assumes a value such that a positive safety
stock is required, the change of E [min {D(6%), B*"(6*)}] due to an increase in 6° of
5% is smaller than 0% L™ pu.

Proof:
Define

Da(6%) = 65D(L) . (B.32)
Then, Ea [min {D, BS*}] < 64 LA can be rewritten as

E [min {D(67) + D(63), B (&67) + BX }] — E [min {D(67), B ( 8})}]

< 63 L2u
BY + [min {D(3]) + Da(3h) — BE, B (5] — E [min {D(3D), B ( 5)}]
< 68 LA .
(B.33)

Rearranging terms, yields

E [min {D(5), B (6)}] — E [min {D(5}) + Da(63)~ B&, B (5)}]
> By —0aL%u.  (B.34)
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Define Y := D(4%), i.e. the random variable of the first (partial) expectation expres-
sion on the left-hand side. Also, let Z := D(85) + Da(64) — B% denote the random

variable expression of the second (partial) expectation expression. Then,

py = (L7 +1) + 8 L%) p (B.35)
oy = o - /(LF + 1)+ [5]2LA (B.36)

and

pz = ((LT+1)+ &L p+ 63 L% — BX = (L' + 1) + 6{L%) p— (BX — 63 L")
(B.37)
oz =0/ (LT + 1)+ [BPRLA . (B.38)

If there was no bound in the calculation of the expectations (due to the min-
expression), the left-hand side in inequality ([B34l) would equal the right-hand side,

because

(L7 + 1)+ 5L p— [(LF + 1) + &L p— (BY —05AL%u)] = BX — 65l
(B.39)

ie. Exa [min {D, BS*}] = 65 L2 . However, due to the bound, the left-hand side in
inequality (B34) is larger than the right-hand side for the following reason. The
bound in the min-expression leads to a lowering of the value of these expressions, i.e.
E [min {D(6), B (6;)}] < py and E [min {D(5;) + Da(63) — Bx, B¥(6))}] <
pz. For inequality (B34l to be true, it must hold that the lowering of the sec-
ond min-expression is larger than the first one. Formally, this can be stated as

follows.

Let X denote a random variable. Further, note that the bound in both min-
expressions is identical, namely B* (d5). Recall that the expectation of any non-

negative random variable can be calculated as

E[X] = /0 TH-F@)dr (B.40)
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Then,
. B (51)
E [min {X, B (5})}] = /0 - P(z)] da (B.A1)
_ [Th-P@) de- / T -F@)dr (BA2)
0 Bs™(67)
=EX|— 1—F(x)| dx . B.43
X- [ e Ew) (B.43)

That means, the lowering is given by

/ T NP de (B.44)

B (67)

and it remains to be shown that

/ ) 1 —Fly oy (x)] dox < / ) 1—F,, o, ()] do . (B.45)
Bs7(61) B*(67)

If the distributions of both Y and Z had the same standard deviation, their probabil-
ity density and cumulative distribution functions would look the same only shifted
by the difference between their means. However, since Z has a higher standard
deviation than Y, its density function is flatter. Consequently, the slope of the
distribution function of Z is larger than that of Y for small values, but decreases
for larger ones. From the fact that both distribution functions return the same
cumulative probability mass for B* (%) it follows that they intersect at this point.
is below F,

Kz,0z and

Consequently, for lower values than B*" (%), the function F,, .,

therefore returns lower distribution function values and vice versa (see Figure [B]]),

1.e.

< F,,.,(x) for x < B (6%)
Fuyoy (@) =F,, ., (x) forz=B"(55) . (B.46)
> F,,.0,(x) for x> B¥(65)

—wn
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Hence, it follows that

/OO 1 —Fly oy (x)] dox < /OO 1—F,,o,(2)] do . (B.47)

B (51) B+ (6)

Consequently, the deviation of the partial expectation from the expectation is larger

in case of F),, ,, than it is in case of F, Since the difference between the (un-

HY 0y *

bounded) expectations py and pyz is already equal to B% — 04 L*p and thus only
gets larger through the lowering, inequality (B34) is true. O

Lemma B.5.0.3 If the critical fractile assumes a value such that a positive safety
stock is required, the change in the expected backorders, Ea [BO], due to an increase

in 0% of 0% 1is positive.

Proof:
From relation (21 it follows that

E[BO] = E[OH] — E[NS]
=E[OH] - SST
= BY(5") ~ E [min { D(5"), B (5")}] - B (5") + E [D(5")
=E [D(6°)] — E [min {D(6*), B* (6°)}] . (B.48)
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In terms of change as ¢° increases, the following relation results
A[BOl = 64L%1 — Ex [min {D,B*}] . (B.49)

From Lemma it follows that E [min {D(6%), B*"(6°)}] < d3L*u. Conse-
quently, E5 [BO] > 0. O

This completes the entire proof.

B.6 Lemma B.3.3.7

2TRORY > 0.

TRCHZT(5%) is convex in 6%, if EIERE

Proof:

For ease of presentation, define

ron = h - o (k®(k) + 6(k)) (B.50)
rpo =b- 0 (¢(k) — k(1 — ®(z))) (B.51)

which are both non-negative for all feasible values of k. Then,

8T§§;OSP = roy - ((Lf + 1) + [53]2LA)_% 5SLA

+rpo- (L7 +1)+ [55]2LA)_% LA —c-p (B.52)

PTRCHLR =
6[55]2
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1 s12T A
= rom (L7 +1) + [*]L%) > L* - {1 (L7 _|_[(i)]+L[5s]2LA}
1 s12T1 A
+rpo (L' +1) + [6°]PL?) 2 L - {1 7 _}_[i)]_i_L[(SSPLA}
(B.53)

The first factor of both summands is obviously non-negative. For the whole expres-
sion to be non-negative, the second factor in parenthesis needs to be non-negative,

too. This is true, if the denominator is larger than the nominator.

< (LF +1) + [0°]2LA (B.54)
(LF +1) (B.55)

5212
&0

IN

This condition is always met, because the lead times are assumed to be non-negative.
O

B.7 Derivation of optimal §°

In case of wy = wy = 0, (BEIGA) can be rewritten as

cop- (L7 + 1)+ [8°]PL2) % = 6°L®(rowm + T5o) | ()? (B.56)
(c- ) (L + 1) + [8°PL2) = [0 (L% (rom +7”Bo))2 : (B.57)

f
= [6°) = L +12 (B.58)

(LA(TOH-H“BO)) _ A
cp
Lf+1
= 0= i 5 (B.59)
<LA(7“0H+7"BO)> _ A
cp

The feasible region for ¢° has not been taken into account so far. This is done by the
conditions specified in (BIGT). In case the unconstraint global optimum is negative,
(in which case ([BXJ) would not produce any solution) the best feasible value is
0° = 0. If the unconstraint global optimum is larger than 1, the best feasible value
is 0° = 1.
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B.8 Lemma

Proof:
E20d) can be rewritten as

C; = hiTyp + hE[OH,] + ¥ E [BO;] — hE [BO;)
= hiTip + hE[SSTi| + PP E[BO)]
B T+ by (Bi(ri) — o) + OFE [BOJ]
= hip (T — 73) + hi Bi(13) + PFE [BO,]

(e}

— hat (T, — 72) + hiBs() + OF /B_( .) (¢ = Bi(r)) fu(2) dz . (B.60)

For ease of presentation, the dependency of B; on 7; is not explicitly indicated in

the further analysis.

ggf = h; — T (1 - F,(B))) (B.61)
20,
E " fr(Bi) >0 (B.62)

The optimal B; can be determined by setting the first derivative equal to 0.

oC; . N h;
9B~ 0 & Bi(n)=F."' (1 — C?F) (B.63)
which is feasible since ¢?" > h;. O

B.9 Lemma 2.3 4]

Proof:
From (D0 and [Z12) it is known that for an a-service level constraint it holds
that

Bi(r) = F. ' (o) . (B.64)

T 3
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From [2]) and (BEd), () follows immediately. O

B.10 Lemma

Proof:

oC; kio o
o = it hig = e (00k) — (1 — @) 37
= Dip+ 2;5 (iki + 0T (6(ks) — k(1 = @(k:)))) (B.65)
>0 N—— T
>0

which is positive, if x is positive, i.e.

(haki + € (¢(ks) — ki(1 — @(k;)))) > 0

h;
Cio—pki + ¢(ki) — ki(1 — @(ks)) >0

b (o — (- 006 > o0 (B.66)

)

With k; = & 1(1 — h;/c9F) from @EZD) it follows that

h hi _ h; _ h;
o (1) (v - (oo (0 (- 0))) ) 2 o (o (- 0)
_ h; h; h; _ h;
o (1) (g - (e i) ) > o (o (1))

-~ -~ -~

>0 >0 <

@)

o

(B.67)

which 1is true.



B.11 Property EZ 2T 257

g

=— hiki + 7 (¢(k;) — k(1 — @(k; < B.
o (b e o) ~ KL= 0(k)) <0 (Bo
— N >0 (see above)
<0
U

B.11 Property E4.2.T]

Proof:

If it is optimal for the final stage of the GS subnetwork not to hold any stock, i.e.
7;—1 = 0, this stock allocation will also be achieved in a different partitioning pattern
consisting of a GS subnetwork that runs until stage ¢ —2 and an SS subnetwork that
comprises of stages i — 1 to j. In the new partitioning pattern the SS approach can

also choose not to place any stock at stage ¢ — 1, if this is cost-optimal. O

B.12 Property

Proof:
7; = 0 means that the first GS stage does not hold any stock. If this stock al-
location pattern is cost-optimal, it will also be found by optimizing an HS system

that consists of an SS subnetwork from [ to ¢ and a GS subnetwork from i+1 to j. [

B.13 Lemma

Proof:
Part () is obvious. In order to prove part () first note that in the SS approach, the
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relevant timespan, with regard to which the order-up-to level at a stage is sized, is
the processing time. Since it is assumed that the external customer demand needs to
be satisfied immediately, the outgoing service time of the HS stage is 0, i.e. the net
replenishment time of the comprised GS stage corresponds to its processing time.
Further, recall from Section EZ2T] that the order-up-to levels within the HS stage
are determined as if all comprised stages belonged to a pure SS subnetwork and the
relevant timespan of the final stage is its net replenishment time, which in this case
is equal to its processing time. Proof of part ([Bl): From part () it follows that the
supply chain must consist of at least two stages in order to allow for an HS stage
that differs from a GS stage. Part () postulates that there must be at least one
additional GS stage that either precedes or succeeds an HS stage (consisting of at
least two stages) in order to differentiate the solution from a pure SS network. In
such a three-stage HS serial supply chain, the allocation benefit can be exploited
within the HS stage. Furthermore, the decoupling benefit of the comprised GS stage
(within the HS stage) can be exploited towards a succeeding GS stage or the de-
coupling benefit of a preceding GS stage can be exploited towards a succeeding HS

stage. Hence, an HS solution can be superior to the pure approaches. O

B.14 Lemma B5.2.11

Proof:

It is sufficient to consider the terms of the cost function that refer to a stockpoint ¢
and its two suppliers, s and f. For ease of presentation and w.l.o.g., it is assumed
that the suppliers have only a single supplier themselves and therefore a single
incoming service time SI; and S1y. Then, the total cost function for case 2 is given

as

C%* = h, - SST2(S1,, ST?, 8, al“9) + hy - SST3(SI;, ST/, 1 — 63, aem9e")

+ hy - SST?(ST!, ST®, ST}, 68, 9%y (B.69)
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From (EX3)) it is obvious that the safety stock quantity depends on the variability
of the random variable D? defined in ([EXT). Since ST/ does not impact the safety
stock quantity at the slow supplier, this safety stock expression can be excluded

from further analysis. For stockpoint f, we get
VAR [Di(SIf, ST/, 1 - 5;)] — (1) (Sff ST — STf) o> .  (B.70)
which becomes smaller as STZ-f increases. Similarly, for stockpoint 4,

VAR [Df(STif ST, ST, 5;)] _
([55]2 (ST; + Ty — ST) + (1 — &)’ (57;- — 8T — Tl.f>> o =

(10712 (ST + T = ST + (1= 67 STy = (1= ) (ST + 1) ) o2, (B7Y)
which also becomes smaller as STZ-f increases. Consequently, the entire safety stock

quantity and thus total cost decrease as STif increases.

For normally distributed demand, this effect can be shown be computing the first
derivative with respect to STZ-f . For simplicity reasons, define r,, = h,,k,,0,, for
m = s, f,i with o5 = §°0; and oy = (1 — 6°)o;. Then,

CTI;)OQT‘m = TS\/SIS + T, — STZS —|—7‘f\/S[f +Tf _ STZf
and
805027«7% 1 I —%
W ——§T’f <S]f+Tf—STZ-)

_1
2

— (U= (107 (ST; + T = ST + (1= 8)* (ST = ST/ =17 )
(B.73)
<0

Y

which completes the proof. U
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