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e connect the mix-flexibility and dual-sourcing literatures by studying unreliable supply chains that pro-

duce multiple products. We consider a firm that can invest in product-dedicated resources and totally
flexible resources. Product demands are uncertain at the time of resource investment, and the products can dif-
fer in their contribution margins. Resource investments can fail, and the firm may choose to invest in multiple
resources for a given product to mitigate such failures.
In comparing a single-source dedicated strategy with a single-source flexible strategy, we refine the common
intuition that a flexible strategy is strictly preferred to a dedicated strategy when the dedicated resources are
costlier than the flexible resource. We prove that this intuition is correct if the firm is risk neutral or if the
resource investments are perfectly reliable. The intuition can be wrong, however, if both of these conditions
fail to hold, because there is a resource-aggregation disadvantage to the flexible strategy that can dominate
the demand pooling and contribution-margin benefits of the flexible strategy when resource investments are

unreliable and the firm is risk averse.

We investigate the influence that resource attributes, firm attributes, and product-portfolio attributes have on
the attractiveness of various supply-chain structures that differ in their levels of mix flexibility and diversifica-
tion, and we investigate the influence these attributes have on the optimal resource investments within a given
supply-chain structure. Our results indicate that the appropriate levels of diversification and flexibility are very
sensitive to the resource costs and reliabilities, the firm’s downside risk tolerance, the number of products, the
product demand correlations and the spread in product contribution margins.

Key words: reliability; flexibility; dual sourcing; loss aversion; risk
History: Received: June 15, 2004; accepted: December 7, 2004. This paper was with the authors 1 month for

2 revisions.

1. Introduction
It is well established, both in the literature and
in practice, that resource flexibility is advantageous
for firms that sell multiple products with uncertain
demand, and that dual sourcing is advantageous for
firms that face uncertainty in supply. Research to date,
however, has studied these supply-chain strategies in
isolation: The mix-flexibility literature has assumed
perfectly reliable supply, and the dual-sourcing liter-
ature has focused on single-product problems.
Consider a firm selling multiple products that dif-
fer in their contribution margins (sales price less vari-
able costs) and have uncertain demands. The firm
might invest in product-dedicated resources only, or,
alternatively, it might invest in one single flexible
resource that can produce all products. The dedicated
resources might be cheaper but the flexible strategy
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offers a demand-pooling benefit and a contribution-
margin option benefit (Van Mieghem 1998). There is,
however, a resource-aggregation disadvantage to the
flexible strategy that to the best of our knowledge
has been ignored in the mix-flexibility literature. A
single failure in the flexible strategy leaves the firm
with no productive resource, whereas with the dedi-
cated strategy all resources must fail for the firm to
be in similar straits. Supply uncertainty, by which we
mean that the realized resource investment may dif-
fer from the target investment, should therefore influ-
ence the firm’s preference for either a dedicated or
flexible strategy. The firm, of course, is not limited to
these two strategies, and it may want to consider dual
sourcing for one or more products to protect itself
against supply uncertainties. The goal of this paper
is to simultaneously study mix flexibility and dual
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Figure 1 Four Network Structures
Single-source dedicated Single-source flexible Dual-source dedicated Dual-source flexible
(SD) (SF) (DD) (DF)
Resource Product

sourcing to provide insight into effective supply-chain
design in the presence of supply and demand uncer-
tainties.

Figure 1 illustrates four canonical network struc-
tures for a firm that sells N products. Circles represent
products, squares represent resources, and arcs repre-
sent the ability of a resource to fulfill demand for a
product. SD represents a single-source dedicated net-
work, SF represents a single-source flexible network,
DD represents a dual-source dedicated network, and
DF represents a dual source flexible network. We note
that these structures represent possible sourcing deci-
sions rather than actual decisions, and so a firm with a
DD or a DF network may choose to single source one
or more products, even though it could dual source
them.

The dual-sourcing networks (DD and DF) offer
diversification benefits that are advantageous in the
presence of unreliable resource investments. The flex-
ible strategies (SF and DF) offer demand-pooling and
contribution-margin benefits that are advantageous in
the presence of demand uncertainty. The demand-
pooling benefit arises only if demands are not per-
fectly positively correlated. The contribution-margin
benefit arises only if product contribution margins

Beurld ¥

differ. In the presence of supply uncertainty, there
is a resource-aggregation disadvantage to a flexible
resource. In general, the desirability of any of the four
networks will be influenced by resource investment
costs, resource reliabilities, product contribution mar-
gins, demand correlations, and the firm'’s attitudes
toward risk.

Mix flexibility, whereby a resource has the ability
to produce multiple products, has been investigated
in the operations literature as a design strategy
for firms that sell multiple products with uncer-
tain demand. Hereafter, we will simply use the term
flexibility rather than mix flexibility. Such literature
has primarily focused on single-period (newsvendor
type) investments in dedicated and totally flexible
resources, and that is the focus of this paper. We refer
the reader to Jordan and Graves (1995), Graves and
Tomlin (2003), and Muriel et al. (2004) for treatments
of partial flexibility. For single-period investments in
dedicated and totally flexible resources, Van Mieghem
(2004a) establishes that component commonality and
resource flexibility are distinctions without a differ-
ence; the problems can be shown to be mathemati-
cally equivalent. As such, we use the term resource
with the understanding that the resource in question
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might be inventory or capacity. The resource may be
produced in house or may be provided by an outside
supplier.

The archetypal total-flexibility model (e.g., Fine and
Freund 1990) is a single-period, N product, uncertain-
demand model in which a risk-neutral firm can invest
in N dedicated resources and one totally flexible
resource. Investment costs are linear and there are no
fixed costs. Gupta et al. (1992), Li and Tirupati (1994,
1995, 1997), and Van Mieghem (1998, 2004b) all inves-
tigate variations on this theme. The paper of most
direct relevance is Van Mieghem (1998). In that model,
the firm sells two products that differ in contribu-
tion margins. This difference in contribution margins
makes flexibility valuable even if demands for both
products are perfectly positively correlated, a result
that contradicted the prevailing intuition. Our work
relaxes two implicit assumptions (reliable investments
and risk neutrality) of these models. There is a bur-
geoning literature on non-risk-neutral decision mak-
ers in the single-product newsvendor context, e.g.,
Eeckhoudt et al. (1995), Agrawal and Seshadri (2000),
Schweitzer and Cachon (2000), Caldentey and Haugh
(2004), and Chen et al. (2003). As far as we are aware,
the only mix-flexibility paper (other than this one) to
relax the risk-neutrality assumption is Van Mieghem
(2004b). That paper and our paper can be seen as
complementary, in that the research questions being
addressed differ, as do the treatments of non-risk-
neutral decision makers. Van Mieghem (2004b) inves-
tigates how risk aversion influences the flexibility
investment levels in perfectly reliable newsvendor
networks by using concave-increasing utility func-
tions (to investigate the directional influence of risk
aversion) and a mean-variance approach (to investi-
gate the magnitude of the influence). In contrast, we
investigate flexibility and dual sourcing in unreliable
newsvendor networks and, in doing so, allow for non-
risk-neutral firms by considering both loss aversion
(Kahneman and Tversky 1979) and the Conditional
Value-at-Risk (CVaR) measure (Rockafellar and Urya-
sev 2000, 2002).

Unreliable, single-product, single-resource prob-
lems have been widely studied in the yield and
disruption literatures. In contrast, unreliable supply
chains (multiple resources or multiple products, or
both) have received less attention. Dual-sourcing

strategies have been investigated in the context of
random yield (Gerchak and Parlar 1990, Parlar and
Wang 1993, Anupindi and Akella 1993, Agrawal and
Nahmias 1997, Swaminathan and Shanthikumar 1999,
Dada et al. 2003, Tomlin 2004b), random disruptions
(Parlar and Perry 1996, Giirler and Parlar 1997, Tom-
lin 2004a), and credit risk (Babich et al. 2004), but all
these papers assume a single product, so mix flexibil-
ity is not relevant. We note that Tomlin (2004a) inves-
tigates the value of volume flexibility in unreliable
supply chains.

The rest of the paper is organized as follows.
Section 2 introduces the general supply chain model.
In §3 we consider the SD and SF networks. In §4 we
consider the DF and DD networks, and compare them
to the single-source networks. Conclusions and direc-
tions for future research are presented in §5. Proofs of
all results can be found in Appendix A.

2. The Model

We present a general model and identify each of the
supply networks (SD, SE, DD, and DF) as instances of
the general model. There are N products n=1, ..., N.
The marginal contribution margin for product # is p,,.
We use the notational convention that p; >p, >--- >
pn- Let p=(p1, ..., pn)- All vectors are assumed to
be column vectors, and ' denotes the transpose oper-
ator. The firm can invest in nonnegative levels (K))
of | different resources labeled j=1,...,]. Let T be
the N x | technology matrix with f,; =1, indicat-
ing that resource j can produce product n. Demand
X = ()?1, ...,)N(N) is uncertain, with a joint density
fx(xq1, ..., xy) at the time of the investment decision.
The demand-correlation matrix is denoted py with
element p,,, being the correlation coefficient for prod-
ucts m and n. The marginal density for 5(',1 is fy (x,)
and the cumulative distribution function is Fy [x,].
Realizations of demand are denoted x = (x4, ..., xy).

Resource investments are unreliable and the real-
ized level IF<V]-’ for resource j is stochastically propor-
tional to the invested level Kj, ie., IZ}’ = 17]K] In
particular, we assume a Bernoulli yield model in
which 171 = 1 with probability 6, and 17] =0 with prob-
ability 1—6;. We refer to 6, as the reliability of resource
j. There is often a Bernoulli nature to the supply pro-
cess (e.g., Anupindi and Akella 1993, Parlar et al. 1995,
Swaminathan and Shanthikumar 1999, Dada et al.
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2003, Tomlin 2004b). In the case of inventory, Bernoulli
supply processes arise due to batch failures, accep-
tance sampling, supply-chain disruptions, or sup-
plier delays (if the delivery occurs too late to serve
demand). Unless otherwise stated, we assume that the
17j are independent. Let Y= (171, ey 17]) and let a real-
ization be denoted by y = (y;, ..., y).

Investment costs for an unreliable resource can
depend on both the investment (or ordered) level and
the realized (or delivered) level. For each resource j,
we assume that the firm pays A;c; per unit ordered
and an additional (1 — A;)c; per unit delivered. We
refer to ¢; as the marginal total cost and A; as the
marginal committed cost. Equivalently, we can think
of the firm paying c; per unit ordered but receiving a
rebate of (1— A;)c; for each unit not delivered; in that
context (1—A;) is the failure rebate. Let c=(cy, ..., ¢)),
A=Ay, A), i(y) =c¢j(A; + (1= A))y;), and c(y) =
(cr(v1), - c(yy))-

The firm'’s investment problem can be formulated
as a two-stage stochastic program. In the second
stage, after demands and investments have been real-
ized, the firm allocates production to maximize the
contribution.

r(K,x,y)= max p’s (1)
Sns Gnj=
st. s, <x,, n=1,...,N )

]
s, 521‘”]-%, n=1,...,N (3)
=1

N
anjfyjK]’/ j:1/"'/I/ 4)
n=1

where g,; denotes the production of product n by
resource j, s = (s, ..., Sy) denotes the sales of prod-
ucts 1, ..., N, constraint (2) ensures that sales do not
exceed realized demand, constraint (3) ensures that
sales do not exceed production, and constraint (4)
ensures that resource usage does not exceed the real-
ized level.

Let w, be the firm’s initial wealth and let W(K) be
the random gain or loss (denoted by positive or nega-
tive numbers, respectively) achieved by investment K.
The firm’s realized profit on investment K is given by
w(K) = —c(y)K+7r(K, x, y). The firm’s random termi-
nal wealth is then w, + W(K). In the first stage, before
demands and yields are realized, the firm chooses

a nonnegative investment vector K=(K, ... 'KI) to
maximize some objective function V(K), where V(K)
depends on the firm’s terminal wealth. We consider
three different types of firms: a risk-neutral firm,
a loss-averse firm, and a firm concerned about down-
side risk, each represented by a distinct form of the
objective function.

The risk-neutral objective function is given by
Vin(K) = w, + E;(,q[W(K)], so the risk-neutral invest-
ment problem is

Vi (K*) = @y + max Eg [ W (K)]. 5)

A loss-averse decision maker (Kahneman and Tversky
1979) attributes more significance to losses than to
gains. Schweitzer and Cachon (2000) study loss aver-
sion in a classic single-product newsvendor setting
by using a piecewise-linear model that is a spe-
cial case of Tversky and Kahneman'’s (1992) two-part
power-function model. We assume the same piece-
wise linear model here; V4 (K) = w, + Eg/q[VA\J/Jr(K) —
BW~(K)] where W*(K) = max{W(K),0}, W-(K) =
max{—W(K),O} and B > 1. Increasing loss aversion
is associated with an increasing 8. We note that
Via(K) = Vin(K) at B =1. The loss-averse investment
problem is

Via(K?) = wy +maxEx 3[W*(K) — BW-(K)L.  (6)

For the terminal wealth distribution associated with
a resource-investment vector K, the CVaR, denoted
Vevar, (K), is the mean of the left n-tail of the wealth
distribution. The percentile n € (0,1) is a param-
eter that reflects the firm’s taste for downside risk.
At n =1, the firm is risk neutral, and the com-
plete wealth distribution is considered in the objec-
tive. For 1 < 1, the firm maximizes the mean of
the wealth distribution falling below a specified per-
centile level 7. Increasing concern with downside risk
is associated with a decreasing percentile 7. In recent
years, the CVaR measure has gained popularity as a
risk measure in the finance literature, e.g., Rockafellar
and Uryasev (2000, 2002), Acerbi (2002), Acerbi and
Tasche (2002), and Szeg6 (2002). Using Theorem 10 of
Rockafellar and Uryasev (2002),

Vevar, (K)

= wﬁ-m;;ax{v—i— %E;lg[min{W(K) —v,0}] } , @)
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Le, for a given investment vector K, Vey, (K) can
be found by solving a maximization problem. We can
therefore write the CVaR investment problem as

Vevar, (K)
1 ~
= w0+lr(rl%1x { v+ ;E;(/q[min{W(K)—v, 0}] } (8)

Vevar, (K) is jointly concave over K > 0 and v;
see Rockafellar and Uryasev (2000, 2002). It is this
joint concavity property, in addition to the fact that
Vevar, (K) is a coherent measure of risk as defined in
Artzner et al. (1999), that has given rise to its popu-
larity. The optimal investment is independent of the
initial wealth for all three objective functions, and we
therefore assume that w, = 0 without loss of generality.

In closing, we note that each of the four supply
networks (SD, SE, DD, and DF) can be obtained as
a special case of the general model presented above.
For example, if N =2, then

1 0 1
SD: T = ; SF: T= ;
0 1 1
1 1 0 0 1 0 1
DD: T = ; DFE: T= .
00 11 011

3. Single-Source Networks:
The Flexibility Premium

In this section, we focus on the single-source networks
SD and SE. There are N resources in the SD network,
and we label these n=1, ..., N with resource n dedi-
cated to product n. There is a single (flexible) resource
in SE, and we label this N + 1. We focus on the coun-
terbalancing effects of demand pooling and resource
aggregation by assuming p;, =p, =--- = py to elim-
inate the contribution-option benefit. By eliminating
this contribution-option benefit, we can model the SF
investment problem as a single-product problem with
demand }?NH = }El + )N(z +--- )?N. We denote the den-
sity and cumulative distribution of total demand by
fxy (tng1) and Fx o [xy44], respectively.

Let V0'* and V*F* denote the optimal objective
values for the SD and SF networks. SF is strictly
preferred if VSF* > VD and is weakly preferred
if VSF.x > VD Hereafter, the term preferred should
be understood to mean weakly preferred. Clearly the
firm’s preference will depend on the resource costs
and the reliabilities, so neither network will dominate

the other in the sense that it is preferred for all pos-
sible parameters. To gain insight into what drives a
firm’s network preference, we restrict attention in this
section to the special case where the following three
assumptions all hold.

1. The resource reliabilities are identical for all
resources, ie., §; =60, =--- = 0y = Oy, = 0, but the
yield random variables are still independent across
resources.

2. The marginal committed costs are identical for

all resources, i.e., Ay = A, =---=Ay=Ay = A
3. The marginal total costs are identical for the ded-
icated resources, i.e., c; =¢,=---=cy =C.

We now introduce two definitions, the second of
which will be a key metric in much of the analysis.

DErINITION 1. The indifference cost cy,_; is the value
of the flexible resource’s marginal total cost at which
the firm is indifferent between the SD and SF net-
works; that is, ck,; is the value of ¢y, such that
VSF, * VSD, *

DEerINITION 2. The flexibility premium A is the rela-
tive difference in the marginal total costs at which the
firm is indifferent between the SD and SF networks,
ie, A=(ch,, —0)/c.

The flexibility premium A is a useful measure of the
value of flexibility; the firm prefers the SF network as
long as cy,q < (14 A)c. Put another way, A > 0 implies
that the firm is willing to pay a higher price (rela-
tive to the dedicated resources) for flexibility, whereas
A <0 implies that the firm requires a lower price for
flexibility to be preferred.

We note that although we assume that resource
reliabilities, marginal committed costs, and dedicated
marginal total costs are identical in this section, many
of the following equations ((9)-(24)) can be extended
to the nonidentical case in a straightforward manner.

3.1. Risk-Neutral Firm

This SF investment problem is an extension of the
classic single-product newsvendor model to allow for
Bernoulli investment failures and the specified invest-
ment costs. The objective function is

Vien(Kyi1) = =(A+ (1= )0)cy 1 Ky s
Ky
+6p [/0 XN+ 3, () A%y

FKya(— K, [KNHD} )



Tomlin and Wang: On the Value of Mix Flexibility and Dual Sourcing in Unreliable Newsvendor Networks
42 Manufacturing & Service Operations Management 7(1), pp. 37-57, © 2005 INFORMS

It is relatively straightforward to show that

|:1 A+ (- /\)G)CN+1:|
Op

K ra = Bl

N+1,RN Xnt1

(10)
and

Van "= 9?’/0 XN fx (Onat) B (11)

The SD investment problem can be modeled as N
independent single-product problems, so
A+ (1 =2)0)c
Op ’
n=1,...,N (12)

K} gn = 1-"X_”1 [1

and
K-

N
ViRm0 [ nf (). (19)

n=1
For the case of N =2 (ie, two products), the
risk-neutral flexibility premium Ay is plotted as a
function of both 6 and A in Figures 2 and 3 for inde-
pendent uniformly distributed U(0, 1) demands.

We see that Agy can be increasing or decreasing in
both 6§ and A, depending on the magnitude of p/c.
Observe that Agy is constant for A =0 in both cases.
This observation is true in general, because the opti-
mal resource investment is independent of the relia-
bility (K gy = F'[1 — ¢/p]) if investment failures are
fully rebated, i.e., A =0. Observe that the flexibility
premium is nonnegative for all (6, A) combinations in

Figure 2 Flexibility Premium for Risk-Neutral Objective with p/c =2

18%

17% o

16%1 -

15% |4

Flexibility premium, A

14% "

13% i i i i
0.75 0.80 0.85 0.90 0.95 1

Reliability, 6

Figure 3 Flexibility Premium for Risk-Neutral Objective with p/c =5

18.0%

175%

17.0%

Flexibility premium, A

16.5%

16.0% ‘ - . L
0.75 0.80 0.85 0.90 0.95 1

Reliability, 6

both figures; that is, SF is always preferred if ¢y, <c.
In fact, as the following proposition shows, this obser-
vation is true in general.

ProrositioN 1. For any demand random vector X
(i) the risk-neutral flexibility premium Agy is nonnegative
forall0<6<1,31)0<60<Ac/(p—(1—A)c)= Agn =0,
and (iii) Agy =0 if px =1, i.e., pairwise perfect positive
correlation for all products.

This proposition tells us that the SF network is pre-
ferred to the SD network for all reliabilities and for
all demand distributions in the case of a risk-neutral
firm facing equal resource reliabilities and costs. This
result was not obvious a priori (at least to the authors),
because the demand-pooling benefit of SF might be
outweighed by the resource-aggregation disadvan-
tage. In fact, even when there is no demand-pooling
benefit (i.e., px = 1), the firm is still indifferent between
SF and SD. Recall that the contribution-margin ben-
efit does not exist because p; = p, = --- = py. The
only explanation is that resource aggregation does
not exclusively penalize SF. Resource aggregation is
a disadvantage for SF from a downside perspective
because the probability of multiple resources failing in
SD is less than that of the single resource failing in SF,
but an advantage from an upside perspective because
the probability of the single resource succeeding in
SF is higher than the probability of multiple resources
succeeding in SD. For a risk-neutral firm, the upside
resource-disaggregation advantage, coupled with the
demand-pooling benefit of the SF network, dominates
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the downside resource-disaggregation disadvantage,
resulting in SF being preferred to SD. Allowing for
asymmetric contribution margins only increases the
advantage of the SF network.

Risk neutrality implies a utility function that has a
constant marginal return to wealth. Resource aggrega-
tion influences the distribution of the terminal wealth,
so it is natural to ask whether alternate wealth pref-
erences would change the result that SF is preferred
to SD. We now address this question by considering
the loss-averse and CVaR objective functions.

3.2. Loss-Averse Firm

We assume that N =2 in this section, but the results
for the SF network extend in an obvious fashion to
the case where there are more than two products.
Recall that, using our convention, the total demand
is labeled )?3 and the flexible resource is labeled Kj
when N =2 (because N +1=3).

The SF investment problem is an extension of
the loss-averse single-product newsvendor model to
allow for Bernoulli investment failures and the speci-
fied investment costs. The objective function is

VLSE(K:;) = Exs,ys[ws(K3)]
+(B—1)Ey, v, [Ws(Ks) | Wa(K;) <0], (14)

where W,(K;) is the random profit realized by an
investment of K,. Therefore,

VLS/E(Ks):_()\ +(1=21)0)c:K;

+0p</OK

+(B-1) (—(1 ek + 0(—c3K3FX3[c3K3/p1

3 X3 fx, (%3) dxz + K3 (1 — Fy, [K3])>

c3Ks/
+P/O pxafx3 (x3) dx3>>, (15)

and the first and second derivatives are

dVSE
T 0001~ B [KsD ~ (B = Ve [esKo )
OB+ -2 (16)
PV (K;)

K2 = 0(_Pfx3(K3) —(B—1)c

) @

The optimal flexible investment K} is therefore given
by

SF, x
K, [KiFLZ] +(B-1) (%)FX3 |:C3K;, LA]
_ (AB+(1-2B))c

Op /

and the resulting objective value is

=1

(18)

K3t
v = ([ o e

(es/P)KSEA
#- [T wgwdn). 09
We note that Equations (14) to (19) extend directly to
the case where N > 2, with N +1 replacing 3. We also
note that Equation (18) collapses to the risk-neutral
optimal investment (10) when S=1.

Closed-form solutions for K;ij; and VoF* will not
exist in general. We have, however, been able to
obtain closed-form solutions for the case of 551 and 552
having independent uniform distributions.

PRrROPOSITION 2. Let 5(’1 and )?2 have independent
U(0, 1) distributions. If

(p/2)(0 = (B—1)(c3/p)") = (AB+ (1 = AB)O)cs,

then

e [20= B+ (1= AB)O)cy/ (B:p)
v +(B-Da/py

Otherwise,

- [re(-3(o(3) )

: (_2 n (AB+ (19; )\3)9)%))1/2}

HEORE

We now turn to the SD network. Let w,(x,, v,, K,,)
be the realized profit generated by product n from
an investment of K, in dedicated resource n, and let
WH(KH) be the random profit. Then

wn(xn/yn/ Kn) = _()\+ (1 - /\)yn)CKn
+pmin{x,, y,K,}. (20)
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The random total profit for the SD network is
WSD(K,, K,) = W;(K;) + Wy(K,). The probability of a
loss depends on the realization of 551, )?2, Y,, and Y,.
Because losses and gains are weighted differently, the
loss-averse SD network cannot be decomposed into
two single-product loss-averse problems as was pos-
sible in the risk-neutral case. The loss-averse objective
function is

VR (Ky, Ky) = Eg 3[WP (K, Ky)]+ (B—1)
-Eg yIWSP(K,, Ky) | WP(Ky, Ky) < 0],
(21)

where

Ex 3 [WSP(K;, Kp)1=3"[— (A+(1—A)8)cK, +0p(Ly (K,)

T AKA-RIKD)] @)
Lo, @)= [ xfi (), 3)
Ex s[W™ (Ky, Ky) WP (Ky, Ky) < 0]
=(1- O)ZGOO(Kl, Ky))+6(1-0)G(K;, Ky)
+(1-0)6Gy (K, Ky)+ 02G11 (K, Ky).  (24)

We note that the G, ,, (K, K;) expressions can be
found in Appendix D and that y, denotes the real-
ization (success or failure) of resource n in the
Gyl,yz(]flf K5) eépressions. Closed-form solutions
for K: »* and V2" do not exist in general.

ProrosITION 3. Let }?1 and iz have independent
Uu(o, 1) distributions. Then

SD, SD, *
Kita=Kia=—Ya+y Yi— s

where
va=[n((£-4(5) 1)
_ %9(1_0)2(1“)2(5)2) —6’]
p<2 = -[(3_1)92<§+4<£>3_5§)}_1

g = [9—;()\+(1—)\)0+(B—l)(1—0)2/\)}

[0 (GaG) 5]

Figure 4 Flexibility Premium for Loss-Averse Objective with p/c =2
and A=0.2
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Figures 4 and 5 illustrate the dependence of the
loss-averse flexibility premium A, , on the reliability ¢
and the loss-aversion coefficient .

Observe that A}, can be negative (especially as the
reliability decreases or loss aversion increases). This
means that the SD network can be strictly preferred
to the SF network even when the flexible resource
costs the same or less than the dedicated resources; a
result that cannot occur in the risk-neutral case (see
Proposition 1). In the case of loss aversion, the down-
side resource-aggregation disadvantage of the flexi-
ble strategy is amplified by the higher weight placed
on losses, with the result that SD can outperform SE.
Comparing Figures 4 and 5, we see that moving from
A=0.2 to A =0.8 makes SD preferable over a larger
set of (6, B) pairings, because the consequences of
failure are larger when the marginal committed cost
increases. We note that A; , is not necessarily decreas-
ing everywhere in 8; we observed A, to be increas-
ing and then decreasing for instances with higher p/c
values.
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Figure 5

Flexibility Premium for Loss-Averse Objective with p/c =2
and \=0.8
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The insight that the flexible resource may have to
be cheaper than the dedicated resources for the firm
to prefer SF to SD does not hinge on the choice of
a loss-averse objective function. Qualitatively similar
results can be shown to hold under the CVaR objec-
tive; that is the flexibility premium can be negative.
Specific propositions and results for the CVaR objec-
tive can be found in Appendix B.

3.3. Flexibility Premium in
Perfectly Reliable Supply Chains

The reader may have noticed that the loss-averse flex-
ibility premium A;, is nonnegative everywhere for
6 =1 in Figures 4 and 5. A similar phenomenon is
also observed for the CVaR objective. Such numeri-
cal results suggest that the flexibility premium A is
always nonnegative for § = 1. This suggestion is con-
firmed by the following proposition. Define U, as
the set of utility functions that are nondecreasing in
wealth, i.e.,, more is (weakly) better.

PROPOSITION 4. Let the firm have an initial wealth of
w,. Let X have any joint distribution. Let 6, =0,=---=
Oy = Oy, =1. Then (1) A >0 for all utility functions
u, € U, (ii) in particular A > 0 for the loss-averse objective
function and the CVaR objective function.

Proposition 4 is a quite general result because it
makes no assumptions on the demand distribution
and only very mild assumptions on the utility function

(that it be nondecreasing in wealth). Clearly, U, con-
tains all concave increasing utility functions; the com-
mon model for risk aversion. In fact U; contains all
(locally and globally) risk-averse or risk-seeking utility
functions as long as u'(w) > 0 everywhere.

It is commonly accepted intuition that a flexible
strategy is preferable to a dedicated strategy if the
investment costs are equal. This intuition manifests
itself in the literature in the assumption that the unit
cost for the flexible resource is higher than for dedi-
cated resources. Using Propositions 1 and 4, we can
establish when the common intuition is in fact valid.

ReMARK 1. For the case of identical resources (mar-
ginal total costs, marginal committed costs, and reli-
abilities), the SF network is preferred to the SD net-
work if either the resource investments are perfectly
reliable (i.e., 6 = 1) or the firm is risk neutral. If neither
condition holds, then the SD network can be strictly
preferred to the SF network.

Thus, the common intuition is valid if either the risk
neutrality or the perfect reliability assumption holds,
but can be incorrect if neither condition holds.

4. Dual-Source Networks: DD and DF
We now consider the DD and DF networks. We
choose to call these dual-source networks because the
firm can invest in dual resources for any given prod-
uct. We do not, however, force the firm to invest in
all available resources, so a single-source strategy for
one or more products may be optimal.

4.1. Two-Product DF Network

We label the resources as follows: resource 1 is ded-
icated to product 1, resource 2 is dedicated to prod-
uct 2, and resource 3 is totally flexible. This DF
network is an extension of Van Mieghem (1998), here-
after referred to as VM98, in that we allow for unre-
liable resource investments (with costs that are lin-
ear in both the target investment and the realized
investment) and non-risk-neutral objective functions.
The model collapses to that of VMO8 if all reliabilities
equal one and the objective value is Vi (K). VM98
restricts attention to ¢; > max{c, ¢,}, because other-
wise the flexible resource clearly dominates at least
one of the dedicated resources. We consider all ¢; >0,
because in our more general model investing in the
dedicated resources may be optimal even if c; <
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min{c;, ¢,}. There are eight possible structures to the
optimal solution (corresponding to different combina-
tions of positive resource investments), and each of
the eight structures can be optimal depending on the
model parameters.

Let us consider the risk-neutral problem. For any
feasible investment vector K =(K;, K,, K;), the partial
derivatives with respect to K; are given by

%Izm = —c,(\+(1-21,)6))
+6, (91 (1= 65)P(Q,) +65P(Q,))
+030,((1—6,)P(Q3) +6,P(0)))
%IZK) = —, (M +(1-1,)0,)
+6,0,((1—0,)P(Qs)
+65((1—6,)(P(Q) + (D))
+6,(P(Q,)+P(Qg) +P(2))))
%ZK) = —; (M4 (1—25)65)

+05p, ((1—6,)P(Qy4) + 6, P(Q,))

+05p,((1—60,)(1—6,)P(y1) +6,(1—6,)
“(P(Q3)+P(Qy,))+(1—6,)6,P()
+6,6,(P(Q,)+P(Q))), (25)

where each of the Q,, k=1,...,12, is a demand-
space region, and the union of the ), cover the
demand space. We note that because of the Bernoulli
failures, the problem does not lend itself to a strict
partitioning (disjoint ;) of the demand space as in
Figure 1 of VM98. Expressions for the P({};) can be
found in Appendix C. VR{(K) can be shown to be
jointly concave in (K, K,, K3). Let VR?\I;’* denote the
optimal objective value and KLy the optimal invest-
ment level for resource j =1, 2, 3. An interior solution
(KPRS > 0, KPRt > 0, K3 > 0) is optimal if and only
if the three derivatives in (25) all equal zero for some
(Ky > 0,K, >0,K; > 0). If such a solution exists, it
is unique. If such a solution does not exist, then one
or more of the K7 py must equal zero and so at least
one of the products is single sourced. Closed-form
solutions for (Kj py, K3 gy, K3 gy) do not exist for the
VM98 model and so will not exist for our model. We
can, however, characterize the directional influence of

prices, marginal total costs, marginal committed-costs,
reliabilities, and failure rebates on Vix * and K]'-? -

We first extend Propositions 3 and 4 of VM98 to
characterize the directional influence of marginal total
costs and prices on Vi * and KF}:{I\}* when resource in-
vestments are unreliable.

PROPOSITION 5. For a risk-neutral firm, (i) Ve * is a
nonincreasing convex function of the marginal total-cost
vector ¢ and the marginal committed-cost vector N, and a
nondecreasing convex function of the contribution-margin
vector p; (ii) if the marginal demand density fy (x), n=
1,2, is either log-concave or log-convex, then the direc-
tional sensitivity of the optimal investment vector Ky *
with respect to p, ¢, and N is given by the following matri-
ces (e.g., 0K g/ dcs > 0)

DF, & (=0 =0 =0
V.Kpy* = ,
[0 =0 =0
<0 <0 =07

VKRV =<0 <0 >0,

Ky =] <0 <0 >0

Actual expressions for the sensitivities are available
on request, but are very involved and not particu-
larly insightful. Proposition 5 proves that the perfect-
reliability results of VM98 for the ¢ and p vectors
still hold for an unreliable network. As discussed in
VMO8, the presence of the flexible resource means that
the optimal investment level for the resource dedi-
cated to product n is influenced by the resource ded-
icated to product 3 —n, n =1,2. We also see that
the marginal total costs and committed costs have the
same directional influence. VM98 does not address
marginal committed costs because such costs are irrel-
evant in a perfectly reliable network. We note that the
assumption of log-concavity or log-convexity for the
marginal demand densities is a mild one that is met
by the Uniform, Normal, Weibull, Gamma, Pareto,
and Logistic distributions, as well as by many others.
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PROPOSITION 6. For a risk-neutral firm, (i) Vg * is a
nondecreasing convex function of the reliability vector 0;
(ii) if the marginal demand densities fy (x) are uniform,
then the directional sensitivity of the optimal investment
vector Kpny ™ with respect to @ is given by the following
matrix:

VoKpy*=| >0 =0 <0

As one would expect, the firm benefits from
increasing resource reliabilities. We again see a cross-
dependence for the dedicated resources because of the
presence of the flexible resource. An increase in the
reliability of a dedicated resource j = 1,2 increases
the investment in that resource j. This decreases the
investment in the flexible resource, and as a conse-
quence increases the investment in the other dedi-
cated resource 3 —j.

4.2. Two-Product DD Network

We now consider the DD network in which there
are four dedicated resources (j = 1,2 dedicated to
product 1 and j =3, 4 dedicated to product 2). There
are 16 possible structures to the optimal solution
(corresponding to different combinations of positive
resource investments); each of the structures can be
optimal depending on the model parameters.

This model is an extension of the single-period ver-
sion of Model 1 in Anupindi and Akella (1993), here-
after referred to as AA93. Setting X, =0 (ie., single
product), A; = A, =0, and V(K) = Vin(K) recovers
the AA93 model. For any feasible investment vec-
tor K=(K;, K,, Kj, K,), the partial derivatives (for the
risk-neutral objective function) with respect to K; are
given by

JVPD(K)
IBLKJ = —¢,(\+(1—1)6)
+0;(65_;(1 — F, [K; + K;))
+(1-6;,_) K, [K]), j=1,2 (26)
JVED(K)
I;N—Kj = —¢;(;+(1-2)6))

+0;(6;_;(1 — F, [K5 + K,])
+(1-6,_))F,[K]),

Vi (K) can be shown to be jointly concave in
(Ky, Ky, K, Ky). Let Vl'* denote the optimal objec-

j=3,4. (27)

tive value and KPRy, the optimal investment level for
resource j=1,...,4. AA93 proved that there was no
closed-form solution for the optimal investment levels
in their model, and so there will not be a closed-form
solution to our more general model. We can, how-
ever, still say something about the directional influ-
ence of the costs, reliabilities, and prices on these opti-
mal values.

PROPOSITION 7. For a risk-neutral firm, (i) Vg * is a
nonincreasing convex function of the marginal total-cost
vector ¢ and the marginal committed-cost vector N, and a
nondecreasing convex function of the contribution-margin
vector p and the reliability vector O; (ii) the directional
sensitivity of the optimal investment vector KRy * with
respect to p, ¢, N, and O is given by the following matrices

DD, + (>0 >0 =0 =0
R " 150 >0 =0 :0]
[<0 >0 =0 =0

DD >0 <0 =0 =0
VT <0 >0’
|=0 =0 >0 <0 |

[<0 >0 =0 =0

DD >0 <0 =0 =0
K I
|=0 =0 >0 <0 |

[>0 <0 =0 =0

DF 4 <0 >0 =0 =0
W= 50 <0
|=0 =0 =<0 =0 |

For the DF network, the investment level for dedi-
cated resource for product n =1, 2 was influenced by
the costs and reliabilities of the dedicated resource for
product 3 — 1, because of the coupling effect of the
flexible resource. This proposition tells us that in the
DD network, investment levels for a resource dedi-
cated to product n =1, 2 are influenced by the other
dedicated resource for product 7, but not by the ded-
icated resources for product 3 — n.
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4.3. Numerical Studies

Sections 4.1 and 4.2 established the directional influ-
ence of costs, reliabilities, and prices on the optimal
profits and absolute investment levels within a given
network structure, but they did not speak to either the
influence of model parameters on the relative invest-
ment levels within a network structure or the relative
attractiveness of the different network structures.

We address such questions through two numerical
studies. For the case of discrete demand distributions
(i.e., when probabilities are characterized by scenarios
rather than densities), the firm’s investment problem
can be formulated as a scenario-based stochastic lin-
ear program. Formulations for the general model (for
each of the three objective functions) are presented
in Appendix E. We used this approach in the two
numerical studies.

The first study was designed to address two types
of questions. First, for a given network structure, we
want to understand how the investment mix (i.e., per-
centage invested in each resource) is influenced by
demand correlation, contribution-margin difference,
reliability, and investment criterion. These were cho-
sen because they are key drivers of the attractiveness
of flexibility and dual sourcing. Second, we want to
understand the relative value of the various network
structures. For example, consider a firm that currently
operates an SD network. How much benefit does it
get by moving to a dual-sourcing network? Which
dual-sourcing network is preferred, and under what
circumstances? We fixed the number of products at
N =2 in this study. The second study was designed
to investigate the relative performance of the four net-
works as the number of products increases.

We now describe the design and discuss the results
for the first study. The demand distribution for each
product was characterized by 200 demand scenarios.
The demand scenarios were drawn randomly from
a bivariate normal distribution. Because the demand
variance was not a focus of this study, we fixed the
demand mean and standard deviation to be 100 and
30, respectively, for both products. We varied the cor-
relation coefficient (p) from —1 to 1 in increments of
1/3, giving us a total of seven demand distributions
that varied in their correlation coefficient. The actual
correlations were —1.00, —0.69, —0.38, —0.04, 0.31,
0.66, and 1.00. The contribution margin for product 2

was fixed at p, = 10. The relative contribution mar-
gin (p;/p,) was varied from 1.0 to 1.2 in increments
of 0.05, giving us a total of five contribution-margin
ratios. In §§4.1 and 4.2, we analytically characterized
the influence of a change in the reliability of a sin-
gle resource, so we chose to investigate the influence
of changes in the overall network reliability in the
numerical studies. To that end, we assume that 0]- =0
for all resources (resource failures are still indepen-
dent) and vary 6 from 0.2 to 1.0 in increments of 0.1,
giving us a total of nine supply-chain reliabilities. § =
0.1 was not used because it can be shown that all
resources will have zero investment at this reliability
level. We chose nine different objective functions: risk
neutral, loss aversion (8=2,3,4,5), and CVaR (n =
0.95,0.9,0.85, 0.8). All other model parameters were
held constant across problem instances because they
were not the focus of the study. The marginal com-
mitted cost was fixed at A =0.2 for all resources. The
marginal total costs were fixed at ¢; =5 for all dedi-
cated resources and at ¢; =6 for all flexible resources.
A full factorial set of tests was run for each network,
so a total of 7 x5 x 9 x 9 =2,835 instances was solved
for each of the four networks. The optimal solution
and objective value for each problem instance was
stored in a database that is available from the authors
on request.

The investment-mix question is particularly rele-
vant for the DF network. For the risk-neutral objec-
tive, Tables 1 to 3 present the percentage invested in
the flexible resource,

DF, *
o KPF, — Ks ®n
3,RN ™ ., DF, % DF, % DF, % /
Kyrn + Ko v+ K3 v
. DF
where the numbers presented are medians for %K;3 gy
taken across the study instances. For example, there

Table 1 Influence of Correlation on Percent
Investment in the Flexible Resource
in the DF Network

p %K

-1.00 38

—0.69 38

—0.38 35

—0.04 33

0.31 31
0.66 30
1.00 29
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Table 2 Influence of Relative Contribution Table 4 Influence of Correlation on Percent of Instances in Which DF
Margin on Percent Investment in the Is Better, Worse, or Equal to DD
Flexible Resource in the DF Network
' ol S S S
0/ KDF,*
Pi/Pe S ~1.00 82.22 17.78 0.00
—0.69 77.78 22.22 0.00
1.00 30
1.05 39 —0.38 71.11 28.89 0.00
1.10 33 —0.04 64.44 35.56 0.00
115 34 0.31 44.44 55.56 0.00
1.90 36 0.66 17.78 82.22 0.00
i 1.00 0.00 88.89 11.11

were 315 risk-neutral instances for the DF network,
so there were a total of 45 instances for each of the
seven correlations. As can be seen, the median per-
centage invested in the flexible resource increased in
the relative contribution margin and decreased in the
demand correlation. Even for perfectly positively cor-
related demands, the median investment in the flex-
ible resource was 29%. This number is driven by
two factors. First, as shown by VM98, an asymmet-
ric contribution margin can make the flexible resource
attractive even if p =1. Second, the flexible resource
offers a diversification benefit in unreliable networks.
For those instances with perfectly positively corre-
lated demand and identical contribution margins (i.e.,
no flexibility benefit), the average flexible investment
was 0% when 0 =1 (i.e., perfectly reliable), but was
18% when 6 = 0.8. This demonstrates the importance
of the diversification benefit that the flexible resource
provides in the DF network when investments are
unreliable. Reliability itself has a somewhat complex
influence on ‘7ng b, For a given supply-chain reli-
ability, the expected marginal investment cost c;(A +
(1 —A)0) is 20% higher for the flexible resource than

Table 3 Influence of Reliability on Percent
Investment in the Flexible Resource
in the DF Network

b %Ky

0.2 22

0.3 38

0.4 38

0.5 37

0.6 35

0.7 32

0.8 27

0.9 23

for a dedicated resource (because ¢; =c, =5, c; =6).
At low reliabilities, this higher cost outweighs any
flexibility benefits provided by the flexible resource
because the benefits only arise in the unlikely event
that the resource investment succeeds. As reliabil-
ity increases, there is initially a dramatic increase in
%Kg L because the flexibility and diversification ben-
efits of the flexible resource become significant, but
as the network reliability continues to improve there
is a significant decrease in °/ng "o as the diversifica-
tion benefit becomes less important (and nonexistent
at @ =1). While the numbers in Tables 1 to 3 are pre-
sented for the risk-neutral objective, the same obser-
vations for the influence of correlation, relative mar-
gin, and reliabilities held for the loss-averse and CVaR
objective functions.

We compared the optimal objective value across the
networks for each problem instance. Given the study
design, the DF network can never underperform the
SD or SF networks, but can underperform the DD net-
work. The DF network outperformed the SD network
(i-e., Vae'* > Vaw'*) in 93.65% of the 315 risk-neutral
instances and the performance was equivalent in the
other 6.35% of the 315 instances. The median expected-
profit improvement was 14.63% over the 93.65% of
cases for which Viot'* > Veu'*, indicating that a firm
can gain significant advantage by moving from an SD

Table 5 Influence of Relative Margin on Percent of Instances in Which
DF Is Better, Worse, or Equal to DD

pi/py Van ™ > V™ V" < V™" Van " =Van'”
1.00 38.10 60.32 1.59
1.05 44.44 53.97 1.59

1.10 50.79 47.62 1.59
1.15 57.14 41.27 1.59
1.20 65.08 33.33 1.59
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Table 6 Influence of Network Reliability on Percent of Instances in

Which DF Is Better, Worse, or Equal to DD

Y S
0.2 0.00 100.00 0.00
0.3 8.57 91.43 0.00
0.4 42.86 57.14 0.00
0.5 97.14 42.86 0.00
0.6 62.86 37.14 0.00
0.7 68.57 31.43 0.00
0.8 65.71 34.29 0.00
0.9 68.57 31.43 0.00
1.0 85.71 0.00 14.29

network to a DF network. The DF network offers both
flexibility and diversification benefits, so the question
arises as to which type of benefit is really driving the
superior performance. We investigated this question
by creating a network with the same diversification
benefit but no flexibility benefit. This was done by
creating a special DD network in which the failures
of resources 2 and 3 were perfectly positively corre-
lated (i.e., if one failed, so did the other) and having
their marginal total costs be identical to the flexible
resource cost (i.e., ¢, = c3 = 6). This network outper-
formed the SD network in 66.67% of the instances, and
in those instances the median expected profit improve-
ment was 3.48%. Comparing these results with those
for the DF network, we see that, whereas the diver-
sification benefit of the DF network is significant, the
flexibility benefit is more significant.

Although the DF network provides some diversi-
fication, the (independent failure) DD network pro-
vides more diversification but no flexibility. For the
risk-neutral objective, the DF network outperformed
the DD network (Vay'* > Vey'*) in 51.11% of the
instances, underperformed (Viy'* < Ve ™) in 47.30%
of the instances, and performed equally in 1.59% of
the instances. Such data might suggest that a firm

Table 7 Influence of Loss Aversion on Percent of Instances in Which
DF Is Better, Worse, or Equal to DD

B V&F‘* > V&D'* VS\F’* < VL[;\D‘* V&F'* = VL[/)AD’*
1 51.11 47.30 1.59

2 41.46 56.79 1.74

3 37.50 60.71 1.79

4 35.00 63.21 1.79

5 33.83 64.29 1.88

is somewhat indifferent between these two networks,
but this is not the case. As Tables 4 to 7 demon-
strate, the network preference is highly driven by the
demand correlation, the relative contribution margin,
the resource reliability, and the investment criterion.
The DF network is much more attractive at lower
demand correlations, higher relative margins, and
higher reliabilities, whereas the DD network is much
more attractive at higher demand correlations, lower
relative margins, and lower reliabilities. The attrac-
tiveness of the DF network increases as either the
demand correlation decreases or the relative contri-
bution margin increases because the demand-pooling
and contribution-margin benefits of flexibility are
higher in such circumstances. The DF network is less
attractive at low reliabilities because the extra level of
diversification provided by the DD network is very
beneficial if resources are very unreliable. The firm’s
investment criterion is also a key driver of network
preference. As the firm becomes more loss averse,
it prefers the DD network in a higher percentage of
instances.

In the second study, we investigated the influence
of the number of products on the relative perfor-
mance of the four networks. This was done by fix-
ing all other parameters and varying the number of
products from two to five. Demand for each prod-
uct was assumed to be independent (as the influence
of correlation was established above) and was char-
acterized by 200 demand scenarios randomly drawn
from a normal distribution with mean and stan-
dard deviation of 100 and 30, respectively. Product
contribution margins were assumed to be identical
(as the influence of contribution-margin differences
was established above) and equal to 10. Resource

Table 8 Influence of the Number of Products on the Relative Difference
in Profit Between the DF and DD Networks

0 N=2 N=3 N=4 N=5

0.3 -12.87 -9.03 —5.88 -3.68
0.4 —4.56 0.45 4.08 6.67
0.5 -1.43 3.90 7.46 10.12
0.6 —0.24 512 8.61 11.04
0.7 017 522 8.51 10.78
0.8 0.57 4.94 7.74 9.88
0.9 1.37 4.80 713 8.79
1.0 2.48 514 6.79 8.38
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Table 9

Drivers of a Firm’s Preference for a Flexible or Dedicated Strategy

Element Attribute

Influence on preference

Reason

Product portfolio Demand correlations

Contribution margins

Number of products
products increases.

Resources Reliabilities Preference for DF decreases as resource
investments become less reliable.
Firm Risk tolerance Preference for DF decreases as firm becomes

more concerned about downside risk.

Preference for DF increases as demands become
more negatively correlated.

Preference for DF increases as the spread in
contribution margins increases.

Preference for DF increases as the number of

Negative correlation increases the demand-pooling
benefit of the flexible resource in the DF
network.

Wider margin range increases the
contribution-margin option benefit (VM98) of
the flexible resource in the DF network.

The demand-pooling benefit of the flexible resource
increases as the number of products increases.

Higher probability of resource failures increases
the diversification benefits of the DD network.

In an unreliable network, the extra diversification
provided by the DD network lowers the firm’s
downside risk.

costs were assumed to be the same as in the above
study. We chose a risk-neutral objective (as the influ-
ence of non-risk-neutral objectives was established
above) and solved the investment problem for each
of the four network structures for network reliabilities
6=0.3,...,1.0 and number of products N =2, 3, 4, 5.
We then calculated the relative network performance
as 0 and N vary. The relative performance for the DF
and DD networks (100 x (Vo™ — Vg’ *)/ Vany'*) can
be found in Table 8. For any given value of 6, the
relative performance of the DF network improves as
the number of products increases. The reason for this
is that the demand-pooling benefit of the flexibility
resource increases with the number of products.

5. Conclusions

In this paper, we bridged the mix-flexibility and
dual-sourcing literatures by studying four canonical
supply-chain design strategies. Comparing the SD
and SF networks, we identified the critical roles that
risk tolerance and resource reliabilities play in the rel-
ative attractiveness of the two networks. We refined
the prevailing intuition that an SF-type network is
preferable to an SD-type network if a flexible resource
is no more costly than a dedicated resource. In par-
ticular, we proved that the intuition is valid if either
the resource investments are perfectly reliable or the
firm is risk neutral, but the intuition can be wrong
if neither condition holds. All things being equal
(resource costs and reliabilities), a dedicated strategy
can actually be strictly better than a flexible strategy.
In fact, the dedicated strategy can be strictly better

even if dedicated resources are more expensive than
a flexible resource.

We provided analytical results for the directional
influence of prices, marginal costs (total and commit-
ted), and reliabilities on the optimal expected profit
and resource levels for both the DD and DF networks.
In contrast to the DD network, optimal dedicated-
resource levels in the DF network are dependent on
resources that are dedicated to other products, a result
that suggests that flexible supply chains may not lend
themselves to decentralized design as easily as do
product-dedicated supply chains.

A comprehensive numerical study was undertaken
to investigate how the attributes of three key supply-
chain elements—namely, product portfolio, resources,
and the firm—influence the desirability of a given
design strategy. As one would expect, the desirabil-
ity of a dual-sourcing network (DD versus SD or
DF versus SF) increases as supply-chain reliability
decreases. The story is more nuanced when comparing
single-sourcing networks (SD versus SF) or dual-
sourcing networks (DD versus DF). Table 9 summa-
rizes the key results for such comparisons. We note
that, whereas Table 9 is framed in terms of dual-
sourcing networks, a similar story holds for single-
sourcing networks.

We conclude by identifying two dimensions not
considered in this paper. First, a firm’s enthusiasm for
resource diversification might be dampened by scale
economies in resource investments or by coordination
costs in dealing with multiple suppliers for the
same product. Second, supply-chain design may be a
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decentralized rather than a centralized endeavor, and
this raises the question of how to coordinate resource-
investment decisions. We hope that future research
will further refine the insights provided in this paper
by addressing these and other considerations.
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Appendix A. Proofs

PROOF OF PROPOSITION 1. (i) A >0« Vi * — V' * > 0 at
cn41 = ¢. Using Equations (10), (11), (12), and (13), we then
have

F)ghl’ e
A>0 ©/0 ’ xN+1fo+1 (n41) AXn4

N K
-2 f X, fx, (x,) dx, > 0, (A-1)
n=1 0

where & =1 — (A + (1 — A)8)c/6p. Now, [i¥ “ xf(x)dx =
—aES,(X), where ES,(X) is the a-expected shortfall for a
continuous random variable X as defined in Acerbi and
Tasche (2002, hereafter AT02). Note that « € (0, 1). By sub-
stituting this into (A-1), rearranging the terms, and using
the fact that X, =N X,, we then have

ARN z 0 a(% Esa(}zn) - Esa <§: jzn)) > 0.
n=1

n=1

Now ES,(X) is subadditive (see AT02), i.e.,

N N -
E5a< X,,) <> ES,(X,)
n=1 n=1
and so Agy > 0.

(ii) It is straightforward to show that the flexible-only
resource level and the dedicated-only resource levels will
be positive if and only if 8 > Ac/(p — (1 — A)c). Therefore,

O<Ac/(p—(1—A)c) = V" — Ve " =0.

(iii) py, =1 for n=2,..., N. Therefore, for each for n=
2,...,N we have X, = a,,X; + by, for some constants a,,
and b, with a;, > 0. Using the positive-homogeneity and
translation-invariance properties of the expected shortfall
measure, we have ES,(aX + b) = aES,(X) — b; see AT02,
Proposition 3.1(iii) and (iv). We then have

% ES,(X,) = ES, (X)) + i(amﬁsao?’l) ~by,)

n=1 n=2

= <1+ %a],,)ESa(?NQ) - %bln'

n=2 n=2

Furthermore, ¥, )?n =1+, al,,))?l + N, b, and so

N N N N N _
ESa(Z X;z) = (1 + Z a1n>ESa(X1) - Z bln = Z Esa(Xn)'

n=1 n=2 n=2 n=1
Therefore, Agyy=0. O N _

ProoF oF ProposITION 2. If X; and X, are independent
and identically distributed (i.i.d.) U(0, 1), then X; =X, + X,
has a triangular distribution over (0, 2) and so Fy, [x] = x*/2
for 0 <x <1 and F[x]=2x—x*/2—1 for 1 <x <2. Proof
follows from application of Equation (18). O

Proor or ProrosiTION 3. Both resources are identical,
so an optimal solution will have KlsPL’: = K25DLA* We there-
fore can restrict attention to investments of the form K; =
K, =K, and K* must be less than or equal to one because
the demand is U(0, 1). Using Equations (21)—(24) and the
Gy, 4, (K1, K;) equations in Appendix D, one can derive the
following expressions for V2(K, K). If p > 2¢, then

ViR (K, K)
=2((0p—c(/\+(1—)\)0))K—0pK72 — (B—l)((l—G)ZC/\K

0(1—0)(c(1-A)K)*> 26%c°
+ 2 + 3 K3>) (A-2)

and if p <2c, then
ViR (K, K)

:2((0p—c()\+(1—/\)9))K—0pK72 —(;3—1)((1—0)%)«

0(1-6)(c(1-N)K)? «5;_3_@) .
+ 5 (55757 )K

et 2))) o

VSP(K, K) is a concave (cubic) function in K (for both p/c
regions) and so the first-order condition is sufficient for
optimality. For both p/c regions the first-order condition
is quadratic with one single nonnegative root. This root
is the optimal investment level given in the proposition
statement. [

ProoF OF ProrosiTiOoN 4. (i) Let K52 * = (K%, ..., K}) be
the optimal SD investment for some u; € U;. Consider the
following feasible SF investment: Ky, = ¥, K. Let WP
and WS be the profit random variables for the SD and SF
network using these strategies, with distributions denoted
by Fyso[w] and Fysr[w]. For any demand realization x =
(xq,...,xy), the SD and SF networks will have the follow-
ing terminal wealths:

N N
wP(KP*) = w +p 3 min(x,, K} —c 3K, (A-4)
n=1 n=1
N N N N
wSF<Z K) =w, +pmin{ SNx, Y K:} —cY Ki, (AD)
n=1 n=1 n=1 n=1
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SO
N
wSF (Z K::) _ wSD (KSD,*)
n=1

=p<min{§:xn,%K:} mex K*)zO. (A-6)

n=1 n=1

Therefore, Fyse[w] < Fyso[w], so WSF first-order stochasti-
cally dominates WSP. Therefore,

ELP (K] < E[u?(i k)]

n=1

for all utility functions u; € U; (see Equation (4) in Levy
1992) and so

E[ui® (K® )] < E[u3" (K3 )]

Therefore A > 0.

(ii) The loss-averse objective function V; 4 (K) is identical
to an expected utility objective function where the utility
function is piecewise-linear increasing (with the breakpoint
at w,). Such a utility function is in the U, set, so the loss-
averse result follows directly from Proposition (4). WSF first-
order stochastically dominates WSD, so WSF second-order
stochastically dominates WSP, Recalling that CVaR is the
average value of the profit falling below the n-percentile
level, we can use Theorem 3 in Levy (1992) to state that

N
V(K ., K < VSSaR(Z K)

n=1

Therefore,

VCS\?aR(KT/ 4 K;;l) = VCS\I;aR(KItH—l)/
so A >0 for the CVaR objective function. O

ProOOF OF ProrositionN 5. Proof of this proposition fol-
lows the same structure as that of VM98 Propositions 3
and 4. V2 (K) is nonincreasing convex in ¢ = (¢;, ¢,, ¢3) on
the convex set R for each K € RY. Vax *(c) is therefore non-
increasing convex in ¢ as maximization preserves convex-
ity. A similar argument holds for A = (A, Ay, A3). VRE(K) is
nondecreasing convex in p = (p;, p,) on the convex set p >
p, > 0 for each K € RY. Vi *(p) is therefore nondecreas-
ing convex in p as maximization preserves convexity. The
Hessian matrix for VR (K) is

h]] h12 h]S
th hZZ h23 ’
h31 h32 h33

where
hy = —01(;71(9314(K1,K2,K3)—|—(1—03)(I4(K1,K2,0)
+1,(Ky,K;,0))) +p,(0,05(1,(K;, Ky, K3)
+15(Ky, Ky, K3)) +(1=6,)65(L, (K, 0, Ks)
+15(K;, 0, K3) —1,(Ky, Ky, K3)))
+(p1—p2)0:1(K;, Ky, K3))
hyy = hyy =—0,60,0;L,(K;, K;, K3)
hyy = h31=—0103(p114(1<1,KZ,K3)+p2(9212(K1,K2,K3)
+(1-6,)(L(Ky,0,K5) — L, (Ky, K3, K3)))
+(p1—p2)I6(Ky, Ky, K3))
h22=—02p2(0103(11(K1,Kz,K3)+12(K1,K2,K3)+13(K1,K2,K3))
+(1-6,)65(1,(0,K,, K3)+15(0, K, , K3))
—|—(1—03)(11(1(1,1(2,0)+I3(K1,K2,0)))
hy = h32:—0203p2(91(11(K1,KZ,K3)+IZ(K1,K2,K3))
+(1—01)(12(01K2/K3)))
hss = —03(p1(0114(Ky, Ky, K3) +(1—61)(LL(0, Ky, K3)))
+p2(0:0,(L (Ky, Ky, K3) + 5, (K, Ky, K3))
+0,(1—06,)(L,(Ky, 0, K3)+ L,(K;, 0, K3)
—I,(K{,K;,K3))+(1-6,)6,1,(0,K,, K5)
+(1-6,)(1—6,)(1,(0,0,K;)—1,(0,K;, K3)))
+(p1 —p2) (01 (K, Ky, K3) +(1—601)[5(0, K3, K3)))

where the line integrals I, (K;, K,, K3) k=1, ..., 6 are given
in Appendix C and are similar to the I; expressions in the
proof of Proposition 1 in VM98. Because we have to general-
ize for the case of investment failures, we write the function
in terms of I, (K;, K,, K3) rather than simply I,.

Proof of the gradients of Kx with respect to ¢, N, and
p follows from use of the Implicit Function Theorem (IFT)
for each of the eight possible optimal solution structures.
Application of the IFT requires detailed algebra that is avail-
able from the authors on request. We note that the interior
solution structure (Kj > 0, K5 > 0, K} > 0) is by far the most
cumbersome, and the only one in which we needed the suf-
ficient condition of log-convexity or log-concavity for the
proof. O

PROOF OF PROPOSITION 6. Proof of this proposition fol-
lows the same structure as that of Proposition 5. VR (K) is
nondecreasing convex in @ = (6;, 6,, 6;) on the convex set
0<6,<1,j=1,...,3, foreach KeR;. Van*(K) is therefore
nondecreasing convex in @ as maximization preserves con-
vexity. Proof of the gradients of K with respect to 6 follows
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from use of the IFT for each of the eight possible optimal
solution structures. Application of the IFT requires detailed
algebra that is available from the authors on request. We note
that the interior solution structure (Kj > 0, K5 > 0, Kj > 0)
is by far the most cumbersome and the only one in which
we used the sufficient condition of i.i.d. uniform demands
for the proof. O

ProoOF OF ProrosiTioN 7. VRP(K) is nonincreasing con-
vex in ¢ (and in N) on the convex set Ry for each K € R].
VDD *(K) is therefore nonincreasing convex in ¢ (and in )\)
as max1mization preserves convexity. VP (K) is nondecreas-
ing convex in p (and in 0) on the convex set p > p, >0
(0<6,<1,j=1,...,3) for each K e R}. Vi *(K) is there-
fore nondecreasing convex in p (and in 0) as maximiza-
tion preserves convexity. VRP(K) is separable in (K, K,)
and (K3, Ky), i.e., the problem decomposes into two single-
product problems. The resources dedicated to product i are
thus independent of resources dedicated to product 3 — 1,
i=1,2. Proof of the gradients of K} follows from use of
the IFT for each of the four possible optimal solution struc-
tures for the single-product problem; the detailed algebra is
available from the authors on request. [

Appendix B. The Flexibility Premium for the
CVaR Measure
Chen et al. (2003) prove that K* = Fy![n(p —c¢)/(p —v)] is the
optimal investment for a perfectly reliable single-product
newsvendor problem under a CVaRn objective, where v is
the salvage value (assumed to be zero in our work). We
extend this result to allow for Bernoulli investment failures.
Recall that XN = X1 —|—X2 +- XN and cy,, is the marginal
total cost for the flexible resource.

PROPOSITION 8. For the SF network, the optimal investment
level for the CVaRm objective is

" n c 1-6/c
K3 cvarn = Fx]jﬂ[g(l—ﬁ)JrT( A;“ (1—/\)—1)]. (B-1)

PRrROOF. Available from the authors on request. [J

We note that at § =1 (B-1) gives the perfect-reliability
investment of Chen et al. (2003) for the case of zero salvage
value, and it also gives the risk-neutral optimal investment
(10) at n=1.

Using Equation (7), the SD investment problem can be
formulated as

SD, *
Vevarn
1 (o
:Klzﬁfﬁ(wzo, U+;E>~(,q[m1n{WSD(Kl,...,KN)—Z;,O}] . (B-2)

As with loss aversion, the SD investment problem cannot be
decomposed into N single-product problems. For the two-
product case, one can show that

Eg g[min{Wep (K;, K;) =0, 0}]
=(1-6,)(1-0,)Gpo(Ky, Ky, 0) +6,(1=0,)G19(K;, Ky, 0)
+(1=6,)0,Gy (Ky, Ky, 0)+6,0,Gy(Kq, Ky, 0),  (B-3)

where the G, , (Ki, K;, v) expressions can be found in

Appendix D. Numerical results (available from the authors
on request) prove that the flexibility premium Acy,z can be
negative, so SD can be strictly preferable to SF even when
the flexible resource costs the same or less than the ded-
icated resources, a result that echoes the loss-averse case.
In the case of CVaR, the downside resource-disaggregation
benefit of the dedicated strategy is amplified by the fact that
the left tail of the profit distribution is always factored in,
whereas the right tail is not, with the result that SD can out-
perform SE.

Appendix C. Expressions for P({);) and Line
Integrals [ (K, K,, K;)

P)=[ [ flr, x)dey dry
1
P(Q,) :/K K /(; fx(x1, %) dx, dxy
1 3
Ki+K3 (o0
P(Qs) Z/ [ Fx (1, x5) dxy dxy
Kq Ki+K3—xq
Ki+K3 poo
r@)=[" Fx(err, x) dxy dxy
Ki1+Ky+K3—xq
P(Qs5) / / Fx(x, x) dxy dxy
P(Qy) :/ [ Fx (%1, x5) daxy dxy
0 Ky+K3—xq
P(Qy) =/1‘< /;( fx (1, %) dx, dxy
3 2
P(Ls) =/ / Fx(x1, %) dxy dxy
Ki+K3 YKy
K oo
P(Qy) = / / Fx (1, x3) dx, dxq
0 JKrtKy

P(Qlo):/w/wfx(xlxxz) dx, dx;

=" [

37X1

P(Qy,) = /0 /K Fx(x1, 25) dx dxy

(21, x5) dx, dxy

Ky
L(Ky, Ky, K3) =/0 fx(x1, Ky +K3) dxy
Ki+K3
Iz(KHKers):/K Fx(xr, Ky + Ky + Ky —x7) dxy
1
L(Ky, Ky, K3) = _/;( K fx(x, Ky) dxq
1 3
Ky
L(Ky, Ky, K3) :/0 fx Ky + K3, x,) dx,
Is(Klszst):/KH( fx Ky, xp) dxy
2 3

I(Kq, Ky, K3) Z/K Fx(Ky +K;, x,) dx,
2
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Appendix D. G, , (K, K;) and G, (K, K;, v)
Expressions

We present the expressions for the general case where
the marginal committed costs () and marginal total costs
(c) can differ for resources 1 and 2. The G, (K, K;)
expressions found in Equation (24) in the loss-averse sec-
tion are given by G, (K;, K;) = G, ,, (K, K;, v=0), where
Gy,y,(Ky, K3, v) are given below. We present the more gen-
eral G, ,,(K;, K;, v) expressions because they are used in
the CVaR analysis.

Y2

0 for v<—(c; A K;+cA,K;)
Goo(K1, Ky, 0) =1 —(c1 01Ky +3A4,K; +0)
for v>—(c Ky +¢,A,K5)
pLX2<c1)\1K1+c2Kz+v>
p
— (K + 14K +0)
|:c1/\1K1+c2K2+v}
Fy | L
p
for v<(p—cy)K, —c; MKy
p(Lx, (Ky) + Ky (1= F, [x,])
— (e, Ky+ ¢ K +0)
for v> (p—c,) Ky +c1 MKy
pLXZ(cl/\lKl+c2K2+v>
P
_(C2K2+C1/\1K1+U)FX2|:

GlO(Klr KZ/ U) =

oMK +c2K2+v}
p
Goi(Ky, Ky) = for v<(p—c,)K, —c1 MK
p(Lx, (Ky) + Ky (1=, [x,]))
— (6, Ky + MK +0)

for v>(p—c,) K, + ¢ MK

v<min{(p—c;)K; — Ky, (p— ) K — 1Ky} =

K+, K, +v
Gu (K, Kp) = p(le,xz (%)

K K
oy (et

Ky +c6,K,+v
_(C1K1+CZK2+U)MX1,XZ<%)

p
(r—a)K—c Ky <v=(p—c)Ki— K, =

Gll(Kl/Kz)
. Ki—(p—c,)K,+v
—pLy, (%) (L (K) + Ky (1~ F [K,])
ja [C1K1—(P—C2)K2+U:|

K,—(»w—-c,)K
,(61K1+CZK2+U)FX1[M]

p

+P<Nx]/x2(clKl - (p;cz)KZ—i—vl o K; +;2K2+v)
aKi—(p-—c)K+v K +6,K, + U))

+0 ( ,
ke p p

— (6K + 6K, +0)
‘M (C1K1 —p-)K+v kK +52K2+U>
X1, % P ’ P
p—c)Ki =K <v<(p-—c)K — Ky =
Gu(Ky, Ky)
oK +c,K,+v oK+ c,K,+ v
=P<Nx1,xz(%> Ny, (Kl/ %)
p P

oK, +CZK2+U>

p

K+, K, 4+ v
-0y, x, (Kl, %)) — (K + 6,K, +0)

K K K K
.<MX1,X2<C1 1+:72 2+v)_MX1,Xz(Klr ! l+;2 2+v>)

[Csz —(p—a)Ki+ U]
p

oLy, (CzKZ @ : WK+ ”))(1 R IK])

+ ((PKl — 0K — 6K, — )k,

v>max{(p—c)K; —,Ky, (p—c) K — ¢, Ky} =
Gy (Ky, Ky)
aKy—(p—c)K,+v
—ply (SR s )
ClKl_(p_CZ)K2+vi|
P
ClKl_(p_CZ)K2+U]
P
<C1K1—(p—C2)K2+U c1K1+c2K2+v>

LK(1-F, [Kﬂ))Fxl[

— (K +6, K+ U)Fx1 |:

’

P p
K K
7NX1rX2<K1/Cl 1+C2 2+U>>
p
(ClKl_(p_CZ)K2+U C1K1‘f‘Csz'H7>
p ’ p
o Ki+ce,K,+v
P
M aKi—=(p-—c)K+v K +6K+v
A\ p ’ p
clKl—l—csz—H)))
P

_OXI,XZ <K1/ >) — (61K +6,K;)

My, (Kl,

oK, —(p—c¢))K +v
+ ((PK1 —0 Ky — K —v)Fy, [%]

P
oK, —(p—c)Ki+o

TP ( p

)=l
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where subject to
w2 mi,+ _ omi,— __ mi _ T _
MX1,X2(wlrw2):_/: FXz[wz—xl]fxl(xl)dxll w w =w", m=1,.,M, i=1,..,1 (E-6)
wy . .
w Wit i >0, m=1,...,M, i=1,...,1
N Wy, W) = xFy [w, — x X) dxq,
(00, ) = [ Bl =3, (1) dy and (E-1), (E2), (E3), (E4), (5. (E7)
w
Ox,, x, (w1, w,) =/ Ly, [w, — x1] fx, (1) dxy, CVaR LP formulation:
w1
I M
Mxl,Xz(w)ZMxl,Xz(O, W)/ max{v_’_lzzpmizmi}
Ny, x,(w) = Ny, x,(0, w) M icim=1
subject to
and
Ox,, x,(w) = Ox, x,(0, w). Zm <w"—ov™, m=1,...,M, i=1,...,1 (E-8)
. . . m <0, m=1,...,M, i=1,...,1
Appendix E. Linear Program Formulations for 2= !
Investment Problem and (E-1), (E-2), (E-3), (E-4), (E-5).  (E-9)

There are a total of M =2/ possible yield scenarios. A yield
scenario m =1, ..., M is defined by a vector (y}", ...,y;")
where y" € {0, 1}, with y" =0 denoting failure. The prob-
ability of scenario m is denoted by p™. Let there be I dif-
ferent demand scenarios, each defined by a demand vector
(xi,...,x4), with probability p’, i=1, ..., I. If the demand
scenarios are randomly generated from some joint distribu-
tion ;(, then p'=1/I fori=1,...,1. By assumption, yields
are independent of demands and so we have a total of MI
yield-demand scenarios, each specified by an mi pair with

m i

an associated probability of p™ = p™p'.
Risk-neutral linear program (LP) formulation:

I M ) )
maxz Z pmz_wmz

i=1 m=1
subject to
) N o
W =Y pasy =2 (A+(1-A)yK;,
n=1 j=1
m=1,..,M, i=1,...,1 (E-1)
st < x;’ 7’l=1, ,N, m=1, ,M/ l=1/ /I (E-Z)
]
S:,m = Ztnjq:;/ n=1,...,. N, m=1,....M, i=1,...,1 (E_3)
j=1
N
Zq:l’]” — y]mK/’ ]:11 I]’ m_lf ’M’ 1_1’ ’I (E_4)
n=1
Kflsiznirq:l’;izor n=1,...,N, ]=1’ ’]’
m=1,...,M, i=1,...,1 (E-5)

Loss-averse LP formulation:

I M
maxz Z pmi(wmi/+ _mei,—)

i=1m=1
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