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Abstract: We analyze the environmental benefits of operational flexibility that emerge in the form
of less product waste during the sourcing process by reducing overproduction. We consider three
different options for operational flexibility: (1) lead-time reduction, (2) quantity-flexibility contracts,
and (3) multiple sourcing. We use a multiplicative demand process to model the evolutionary
dynamics of demand uncertainty. We then quantify the impact of key modeling parameters for
each operational-flexibility strategy on the waste ratio, which is measured as the ratio of excess
inventory when a certain operational-flexibility strategy is employed to the amount when an offshore
supplier is utilized without any operational flexibility. We find that the lead-time reduction strategy
has the maximum capability to reduce waste in the sourcing process of buyers, followed by the
quantity-flexibility and multiple-sourcing strategies, respectively. Thus, our results indicate that
operational-flexibility strategies that rely on the localization of production are key to reducing waste
and improving environmental sustainability at source.
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1. Introduction

Improving sustainability on the production and consumption sides of product life
cycles has proven to be critical in reducing the carbon footprint and combating global
warming [1]. For this reason, one of the United Nations Sustainable Development Goals (i.e.,
Goal #12) explicitly addresses the problems associated with unsustainable production and
consumption (https://www.un.org/sustainabledevelopment/sustainable-development-
goals/ (accessed on 22 December 2021). Many manufacturers shift production to low-cost
and distant countries to benefit from low production costs, but the long production and
shipping lead times between production and the market bases contribute to significant
amounts of excess inventory [2] that risk going to waste in retail stores without ever
reaching consumers. The cost of excess inventory in the retail industry was estimated to
be USD 471 billion in 2014 [3]. In other words, the Earth’s resources to a value of USD
471 billion are wasted in producing goods that are never sold, and hence never used, by
any consumer.

Let us consider the apparel industry, which is responsible for 8-10% of global carbon
emissions [4]. The industry is dominated by strong brands that outsource production to
contract manufacturers in offshore countries that rely on coal-fueled power plants. These
contract manufacturers sometimes even outsource production to yet other countries to
further reduce production costs and increase their capacity to fulfill increasing global
demand [5]. These offshoring waves have severe effects on the environment. The industry
is reported to be responsible for around 35% of oceanic microplastic pollution, 20% of
industrial water pollution, and more than 8% of global carbon emissions [4]. Despite
this environmental destruction, for 30-40% of clothes produced, there is no customer
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demand [6], resulting in a loss of profit for the apparel brands. Therefore, 30—40% of the
environmental disaster could be eliminated by avoiding holding excess inventory, which is
also appealing for retailers because it helps them increase their profits.

Operational flexibility has been proposed by scholars as an effective method for mini-
mizing mismatches between supply and demand under demand uncertainty [2]. If demand
exceeds supply, companies incur the opportunity cost of losing the demand. If demand falls
short of supply, companies end up with excess inventory and incur inventory holding costs.
In addition to the negative impact on profits, excess inventory has a catastrophic impact on
the environment due to the carbon emissions and pollution that arise during the production
and logistics operations for goods that are not even demanded by customers. It is therefore
important to conduct a comprehensive study of operational and environmental trade-offs
arising from the interaction between different supply chain processes such as procurement
and inventory management [7]. In the extant literature, the merits of operational flexibility
are quantified from the perspective of its impact on profits [2,8-11]. However, its benefits
for environmental sustainability have not been addressed yet. In this research, we aim to
fill this gap in the literature by addressing the following two questions:

¢  What is the environmental value of operational flexibility measured in the form of
waste reduction?

*  What types of operational-flexibility strategies are highly effective in increasing profits
while improving environmental sustainability?

We consider three different operational-flexibility strategies. The first is lead-time
reduction, which can be achieved by localizing production near the market bases. Lead-
time reduction allows a buyer to postpone ordering decisions until credible information
from the market about the final demand has been collected. Therefore, decision makers base
their decisions on accurate demand forecasts and hence are able to reduce supply-demand
mismatches [2]. Second, we analyze quantity flexibility whereby an offshore supplier offers
the buyer flexibility to update the initial order quantity, within some limits, after the buyer
has improved its demand forecasts [10]. Compared with lead-time reduction, quantity
flexibility does not require the localization of production near the market bases. Finally,
we consider multiple sourcing, in which a buyer employs a domestic supplier and an
offshore supplier to exploit the market responsiveness of the domestic supplier and the
cost efficiency of the offshore supplier at the same time [9]. Although it has been well
established in the extant literature that these three strategies are highly effective in reducing
supply—demand mismatches, their impact on reducing waste is not well known. We assume
a profit-oriented buyer who aims to maximize profit and employs operational-flexibility
strategies just to reduce mismatch costs. Based on the profit-maximizing decisions of the
buyer, we quantify the secondary positive impacts of the operational-flexibility strategies
on environmental sustainability.

Following [12], we use a multiplicative demand process to model the evolutionary
dynamics of demand uncertainty. Then, we quantify the impact of key modeling parameters
for each operational-flexibility strategy on the waste ratio, which is measured as the ratio of
excess inventory when a certain operational-flexibility strategy is employed to the amount
when an offshore supplier is utilized without any operational flexibility. Suppose, for
example, the expected excess inventory is 100 units if a buyer sources products from an
offshore supplier. Then, the supplier offers the buyer quantity flexibility, helping the buyer
reduce the expected excess inventory to 60 units. For the quantity-flexibility strategy
employed, the waste ratio obtained is 60/100 = 60%. Our results show that the lead-time
reduction strategy has the maximum capability to reduce waste in the sourcing process
of buyers, followed by the quantity-flexibility and multiple-sourcing strategies, in order.
Therefore, operational-flexibility strategies that rely on the localization of production are
key to reducing waste and improving environmental sustainability at source.

We organize the remainder of the paper as follows. In Section 2, we position our
research by reviewing the extant literature on circular operations management and opera-
tional flexibility. We present the model preliminaries in Section 3. Then, we analyze each
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operational strategy and present some numerical examples in Section 4, where we also
discuss the environmental implications further in Section 5. Finally, we provide concluding
remarks and envision future research directions in Section 6.

2. Literature Review

Our research is connected to two streams of the operations management literature:
(1) circular operations management and (2) operational flexibility. One of the fundamental
problems in the circular operations management literature is how to transform the linear
“take-make-dispose” operational model to a circular structure, so that products can stay
in the market after their lifetime to minimize waste on the consumption side [13,14]. The
phenomenon of circular operations management is also known as closed-loop supply chain
management (CLSC). There are three different layers of CLSC, which aim to minimize
product waste on the consumption side. We depict these layers in Figure 1.
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Figure 1. Closing the loop in supply chains.

The first layer of the CLSC is reusing, which focuses on strategies to extend the con-
sumption length of products [14-16]. If a product is damaged or loses its functionality, it
must be repaired to increase the length of the consumption period. When a customer loses
interest in using a product, it must be sold in the secondary market or shared with other
people. Therefore, the ease of repairing, resharing, and selling in secondary markets are key
elements of the first layer [14,16]. One of the successful applications of reuse is the online
marketplace of Patagonia, an outdoor apparel firm, where customers can exchange their
clothes when they lose interest in them [17]. Another example is the product ownership
program of Xerox whereby the printing company retains ownership of the printers and
leases them to customers [14]. When a customer terminates its contract, Xerox leases the
product to a new customer, so the company’s products are shared over their lifetime.

The second layer of the CLSC is remanufacturing, whereby a set of refurbished and
new components are used to manufacture products [18-20]. There are two main challenges
regarding the implementation of remanufacturing. The first is uncertainty about the flow
of used components, which will later be refurbished for use in the manufacturing process.
The second challenge is the cannibalization of the original items because introducing the
remanufactured products to the market would result in lower sales of the original ones,
leading to lower profits. Ref. [19] address the first challenge by developing a queuing-
theory model that dynamically estimates the flow of used products and then applying
an aggregate base-stock policy to optimize the inventory policy. To address the second
challenge, [20] develop a diffusion model and categorize products depending on their
market diffusion and purchase frequency. The authors outline a decision typology that
shows the product categories with the maximum potential for remanufacturing.

The last layer of the CLSC is recycling, whereby products at the end of their life
go through a series of operations to manufacture new items. Well-known examples of
recycling are paper and plastic recycling, which are observed in the recycling centers of
municipalities of big cities. Yet, the most important challenge of recycling remains the
collection of products from households. Ref. [14] give the example of Norway, where
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the recycling rate for plastic bottles is impressively high—97%. Norwegians achieve
this by providing government funds to support retail stores in collecting plastics via
reverse vending machines (the same system can be observed in other western European
countries such as the Netherlands). Another approach to increasing the recycling rate is to
mandate manufacturers to develop collection and recycling mechanisms for their products,
which is popularly known as extended producers responsibility (EPR) [21]. EPR has been
popularized in the electronics industry, with an example being the Minnesota Electronics
Recycling Act [22]. According to this act, the state of Minnesota imposes strict collection
and recycling targets on producers as a percentage of their total sales volume [22].

Studies in the extant literature successfully address the most important problems
related to improving sustainability on the consumer side. Once a product reaches the
market, keeping it in the loop of the CLSC has certain environmental benefits. However,
the extant literature does not quantify the environmental impact of overproduction nor
develop remedies for that problem. We contribute to the literature by filling this gap.

Our research is also related to a second stream of literature that prices the value of
operational flexibility. Companies establish operational flexibility in different ways, such
as lead-time reduction [2,8], quantity-flexibility contracts [10], and multiple sourcing [9,23].
These operational-flexibility strategies make it possible for buyers to determine order
quantities after the partial or full resolution of demand uncertainty, helping them to better
match supply with uncertain demand. One of the challenges in the extant literature is
related to demand modeling because the demand model should involve the time element in
order to quantify the benefits of delaying the ordering decision. In practice, manufacturers
often employ demand planning teams that collect credible information from customers and
update demand forecasts over time. Thus, demand forecasts are improved over time as a
result of such efforts. For this reason, the modeling approaches used in the operational-
flexibility literature incorporate the evolutionary dynamics of demand forecasts in order
to price the value of operational flexibility. Ref. [8] use a multiplicative demand process
to price the value of lead-time reduction. Ref. [2] later extend the multiplicative demand
model by incorporating sudden changes in the demand forecasts and show that the value
of lead-time reduction increases with positive jumps in the demand forecasts. Ref. [10] use
a multiplicative demand model to price the value of quantity flexibility and show that the
value is jointly affected by the order-adjustment flexibility and the time when the order
adjustments are made. Ref. [23] develop a tailored capacity model, which is analogous
to the multiple-sourcing model that we consider in this research. In their model, a buyer
utilizes a speculative capacity under demand uncertainty, but also reserves a reactive
capacity that can be utilized once the demand is known. Ref. [9] extends [23] by using the
extreme-value theory, so the tailored capacity model can be applied to a wider selection of
product categories.

Our contribution to the operational-flexibility literature is that we quantify the envi-
ronmental benefits of operational flexibility that appear in the form of reduced product
waste during the sourcing process. The studies in the extant literature are based on a
profit-oriented view of the firm such that a reduction in the supply-demand mismatch
costs determines the value of operational flexibility. We hopefully expect that companies
will be less concerned about increasing their profits in the future, focusing rather on under-
standing the environmental impact of their operations. Our research aims to fill this gap
in the literature by showing how operational flexibility can help minimize product waste
during the sourcing process.

3. Model Preliminaries

To quantify the impact of operational flexibility on excess inventory, we model the
evolutionary dynamics of demand forecasts. There are two types of demand models that
can be used for such a purpose: (1) the additive demand model and (2) the multiplicative
demand model [12,24]. The difference between the successive demand forecasts follows
a normal distribution in the additive demand model, whereas the ratio of the successive
demand forecasts follows a normal distribution in the multiplicative demand model. It has
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been well established in the literature that the additive demand model fits the empirical
data well when the forecast horizon is short and the demand uncertainty is low. However,
the multiplicative demand model fits the empirical data well when the forecast horizon is
long and the demand uncertainty is high [24]. In this paper, we consider the multiplicative
demand model because the lead times are expected to be long when companies source
from offshore suppliers. Additionally, we focus on products with high demand uncertainty
because the magnitude of excess inventory is more pronounced for products with high
demand uncertainty than for those with low demand uncertainty.

We use D; to denote the demand forecast at time ¢;, such that {p < t; < t,;. The
forecast-updating process starts at time ¢y and ends at ¢,. We fix t, to the time when the
actual demand is realized, so the final demand is fully known at ¢,,. Therefore, the length of
the forecast horizon is t;, — tg. The demand forecasts are updated at each time epoch ¢; for
i€{0,1,---,n}. According to the multiplicative demand model, the demand forecast D;
is formulated as follows:

D; = Doe(V(ti*to)JrSl+82+~.+gi)‘ O

The v term denotes the drift rate, and the ¢ terms are the forecast adjustments that
follow a normal distribution:

ei~N(=c*/2,¢), Vie{l,...,n}, )

where ¢ is the volatility parameter.

The drift rate can take non-zero values depending on the forecast-updating process.
Ref. [12] gives an example of a forecast-updating process such that demand planners use
only the advance demand information to update the demand forecasts, which is modeled
by a multiplicative demand model with a positive drift rate. When the forecasts are updated
based on an unbiased judgmental demand process, the drift rate should be set equal to
zero [12]. The multiplicative demand model, given by Equation (1), yields a lognormal
distribution for the end demand, which is conditional on the demand forecast at {;:

In(Dy)|D; ~ Nn(D;) + (v —¢2/2)(tn — t;),6vVEn — 1), Vi€ {0,...,n—1}. (3)

The location parameter of the lognormal distribution is In(D;) + (v — ¢2/2)(ty — t;),
and the scale parameter is ¢/, — f;.

In Figure 2, we present an example of the multiplicative demand model with a drift
rate of zero and a volatility parameter of one. We normalize the initial demand forecast
to one and scale the length of the forecast horizon to one. Thus, Dy = 1, f = 0, and
t; = 1. We simulate a random path of the evolution of demand forecasts and calculate
the 95% confidence interval over the forecast horizon. The black curve represents the
demand forecasts, and the pink area shows the 95% confidence interval. For example, the
demand forecast at t = 0 is equal to one, and the actual demand is expected to be between
zero and four at t = 0 given by the limits of the pink area. As shown in the figure, the
distance between the limits of the confidence interval decreases over time. This observation
indicates that the accuracy of the demand forecasts improves over time as the time for the
realization of the final demand approaches, which is consistent with practice. Therefore,
the multiplicative model is very effective in capturing the dynamics of demand-updating
mechanisms in practice [12,24].
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Figure 2. Evolution of demand forecasts for the multiplicative process with Dy =1,v = 0,and ¢ = 1.

We now apply the multiplicative demand model given by Equation (3) to develop the
expected profit, optimal order quantity, and expected excess inventory derivations. We
consider the classical newsvendor model such that a buyer sells the products in a market
with uncertain demand. We use p to denote the selling price of a product per unit. The
buyer incurs a purchasing cost of ¢ per unit. Unsold inventory is salvaged at a salvage
value of s per unit. The salvage value can be negative in some industries where companies
pay to throw away the excess inventory. In the pharmaceutical industry, for example,
unsold drugs must be destroyed after their shelf life because of strict regulations, making
the salvage value negative for pharmaceutical companies. The critical-fractile solution was
developed to determine the optimal order quantity in the classic paper of Arrow et al. [25]:

ﬁ=’;:§, @

where £ is known as the critical fractile or the critical ratio. When the demand follows the
lognormal distribution given by Equation (3), the optimal order quantity is found by:

Qf = D) F=¢/2)(ti—t)+ @7 (B) o vEn—E; (5)

- 7

where ®~1(-) is the inverse of the standard normal distribution function ®(-).
To find the expected profit, we first need to derive the standardized order quantity.
When the buyer orders Q units, the standardized order quantity becomes:

L In(Q/D;) — (v—¢*/2)(tn — t;)
e - GVitn — .

Then, the expected profit for an order quantity of Q units is given by Bicer and
Hagspiel [10]:

(6)

E(TI(Q)ID;) = (p—)Q = (p—5)[QP(2) — Die" " (2o —cvEa = B)]. ()

The first term on the right-hand side of Equation (7) gives the total profit when all the
units ordered are sold in the market at the selling price. However, the demand is uncertain,
and it can be less than Q units. The second term on the right-hand side of the expression
can be considered as the cost of an insurance policy that fully hedges the excess inventory
risk. The term in brackets is the expected excess inventory:

E(Excess Inventory | Q,D;) = Q®(zq) — Die”(t"*t")CID(zQ —GVty — t). (8)

The last expression indicates that the excess inventory (hence the waste) can be reduced
using two different approaches. First, postponing the ordering decision leads to a reduction
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in the time window t,, — t;, which in turn helps decrease the expected excess inventory.
Second, reducing the order quantity results in a decrease in the expected excess inventory.

These results provide useful insights regarding the use of operational flexibility to
improve sustainability by reducing waste in the sourcing process. The lead-time reduction
and quantity-flexibility practices make it possible for the buyer to postpone their ordering
decision. Therefore, these two operational-flexibility strategies help decrease excess in-
ventory. Utilizing multiple sources (one offshore supplier and one domestic supplier), the
buyer can reduce the quantity ordered from an offshore supplier. Thus, multiple sourcing
also helps reduce the excess inventory.

4. Analysis of the Impact of Operational Flexibility on Excess Inventory

We now look at the impact of the three operational-flexibility strategies (i.e., lead-time
reduction, quantity flexibility, and multiple sourcing) on the excess inventory in order to
quantify the environmental benefits of operational flexibility. The analytical derivations
of the optimal policies for these strategies are given in detail in de Treville et al. [8] for
lead-time reduction, Bicer and Hagspiel [10] for quantity-flexibility contracts, and Biger [9]
for multiple sourcing. The following subsections first discuss the analytical derivations
of the optimal policies for these strategies and then quantify the impact of operational
flexibility on excess inventory.

4.1. Lead-Time Reduction

Suppose that a buyer purchases products from an offshore supplier and sells them
in a market with uncertain demand. The buyer places the purchase order at time ¢;, and
the products are delivered at time ¢, such that ty < t; < t,,. The buyer sells the products
in the market at time f,,. This setting applies to fashion apparel brands that use contract
manufacturers to make their clothes and sell them to retail stores at the beginning of each
selling season. The length of ¢, — t; is the decision lead time, which is the time elapsed
between when the ordering decision is made and when the actual demand is observed.
The demand is highly uncertain at time f;, which in turn exposes the buyer to excess
inventory risk.

We assume that the selling price is $p per unit, and the salvage value is $s per unit. We
use ¢; to denote the cost of ordering from the offshore supplier per unit. Then, the optimal
order quantity can be found by Equation (5). When the buyer places the optimal order
quantity, its expected profit and expected excess inventory can be found by Equations (7)
and (8) conditional on the optimal order quantity.

We now consider the case that the buyer aims to reduce the lead time by switching
to a local responsive supplier. This makes it possible for the buyer to place the order at
time ¢, such that t; > t;. However, the buyer incurs a higher purchasing cost when buying
products from the local supplier. We use ¢; to denote the cost per unit of ordering from
the local supplier such that ¢; > ¢;. Therefore, the buyer is exposed to a trade-off between
postponing the ordering decision and incurring a higher ordering cost. This trade-off has a
significant impact on the buyer’s profits and the excess inventory.

In Figure 3, we present an example of a buyer who would like to decide whether to
purchase products from an offshore or a domestic supplier. The selling price of the product
is USD 300 per unit; the cost of purchasing from the offshore supplier is USD 40 per unit;
the cost of purchasing from the domestic supplier is USD 50 per unit. Unsold inventory is
thrown away, so the salvage value is set equal to zero. We normalize the initial demand
forecast to one (Dp = 1) and change the demand parameters accordingly. The drift rate of
the multiplicative demand model is set equal to zero, and the volatility is equal to one. We
also normalize the long lead time (i.e., when an order is placed with the offshore supplier)
to one such that t, — t; = 1 by setting f, = 1 and t; = 0.
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Figure 3. Analysis of lead-time reduction: (a) Impact of lead-time reduction on profit increase;
(b) Impact of lead-time reduction on waste ratio.

We present the percentage change in profit in Figure 3a when the buyer switches from
the offshore supplier to the domestic supplier. The x-axis represents the time of ordering
with the domestic supplier (i.e., ts), and the y-axis represents the percentage increase in
profits. When the domestic supplier is not responsive enough, the benefits of local sourcing
disappear, resulting in a loss of profit. As shown in the figure, the profit increase is negative
when t; < 0.29. In this case, it is not advantageous for the buyer to order from the domestic
supplier, so a buyer aiming to maximize profit would continue to source from the offshore
supplier. If the domestic supplier is responsive enough to let the buyer postpone the
ordering decision to later than t = 0.29—that is, t; > 0.29—the buyer would increase their
profit by switching from the offshore supplier to the domestic supplier. If the lead time is
reduced by half (i.e., t; = 0.5), Figure 3a shows that ordering from the domestic supplier
leads to a profit increase of around 10%. If the lead time is reduced by 90% so that ts = 0.9,
the buyer can increase their profit by around 40%.

In addition to these economic benefits, the lead-time reduction helps the buyer reduce
waste, thus having a positive environmental impact on the sourcing process. Figure 3b
shows the waste ratio, which is the ratio of excess inventory when the buyer orders from
the domestic supplier to the excess inventory when they order from the offshore supplier.
The x-axis represents the t; value, and the y-axis represents the waste ratio. When t; = 0,
the lead time for ordering from the offshore supplier is the same as the lead time for
ordering from the domestic supplier. Even if the lead times are the same for both sourcing
alternatives, the waste ratio is lower than one for t; = 0, meaning that local sourcing helps
reduce waste even in the absence of a lead-time reduction. The waste ratio of 0.8 for t; = 0
is a result of the difference in ordering costs between the domestic and offshore suppliers.
The cost of ordering from the domestic supplier is more than ordering from the offshore
supplier (cs > ¢j). This leads to lower ordering levels when the domestic supplier is used
rather than the offshore supplier. Therefore, the 20% reduction in waste for t; = 0 can
only be attributed to the lower ordering levels, which is independent of the benefits of a
lead-time reduction. However, this improvement is not attainable because Figure 3a shows
that the buyer prefers the offshore supplier over the domestic one when ¢; = 0.

When the t; value increases, Figure 3b shows that the waste ratio decreases. Therefore,
the buyer can reduce waste during the sourcing process by cutting the lead time with
the domestic supplier. When sourcing from the domestic supplier makes it possible to
reduce the lead time substantially, the buyer reaches alignment between the economic and
environmental incentives of local sourcing. On the one hand, the buyer can increase their
profit due to better matching between supply and demand. On the other hand, they can
also reduce the waste at source by minimizing the excess inventory. Apart from these direct
benefits, promoting local production may also help improve the extent of remanufacturing
and recycling because it increases product know-how in local markets.
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4.2. Quantity-Flexibility Contracts

When the buyer does not have the possibility of implementing local sourcing, a
quantity-flexibility contract can be used to increase profits and reduce excess inventory.
Under a quantity-flexibility agreement, the buyer determines the initial order quantity at
time t; and the flexibility percentage. We use Q; to denote the initial order quantity and
following the terminology in [10] we use « to denote the flexibility percentage. Then, the
buyer determines the final order quantity Qy at time £; > t; within some limits:

(1-a)Q <Qf < (1+a)Q- )

If the demand forecasts are updated upward from ¢, to t;, the buyer would increase
the order quantity up to (1 + «)Q; units. Otherwise, the buyer would decrease the order
quantity down to (1 — «)Q; units. Thus, the final order quantity depends on the demand
forecast at time f,, the initial order quantity, and the flexibility percentage. It is given
by [10]:

Qi(1—a) if Ds<Dag,
Qr=1Q;= Dselv=¢/2)(ti=t)+7 (Blevii—t jf Dy < D, < Dy, (10)
Qi(1+a) if Dg < D,
where:
Da1 = Qi(1 — a)e~ (V=6 /D(tn—ts) =@~ (B)ev/bu—ls (11)
Doy = Qi1 + a)e~ (V=6 /D) (ta—ts) =@~ (B)ov/Eu s (12)

The Dy; and Dy, terms can be interpreted as the lower and upper critical values for
the demand forecast at time ¢;. If the demand forecast D; turns out to be higher than Dy,
the buyer should order the maximum allowable quantity based on the quantity-flexibility
contract, which is equal to Q;(1 + «) units. If the demand forecast D; turns out to be lower
than Dy, the buyer should reduce the order quantity to the minimum allowable level,
which is equal to Q;(1 — ) units. If the demand forecast D is between these limits, the
buyer should set the order quantity to the profit-maximizing level. Based on the final
order quantity, the expected profit and the expected excess inventory can be calculated by
Equations (7) and (8), respectively.

In Figure 4, we present an example of a buyer who orders products from an offshore
supplier and has the flexibility to update the initial order quantity based on a quantity-
flexibility contract. The cost parameters are the same as above: The selling price is USD
300 per unit, the cost of purchasing from the offshore supplier is USD 40 per unit, and
there is no salvage value for unsold inventory. Likewise, the demand parameters are the
same as above. The demand forecast at tj is normalized to one. The drift rate and the
volatility are equal to zero and one, respectively. The initial order quantity is determined at
the very beginning such that t; = 0. The final order quantity is determined at t; within the
quantity-flexibility limits.

Figure 4a shows the impact of flexibility on the percentage profit increase. The x-axis
represents the flexibility percentage a, and the y-axis represents the percentage increase in
profits as a result of the order-adjustment flexibility. To calculate the values of the profit
increase, we generate 100,000 random demand paths for each « value. We compare the
demand realization at t; along each sample path with Dg; and D;; limits to determine the
final order quantity. Then, the expected profit is calculated using Equation (7). Figure 4a
demonstrates that the percentage change in profit increases with a decreasing rate as the
flexibility increases. When a = 0.4, the buyer can achieve around 20% profit increase
compared with the no-flexibility case.
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Figure 4. Analysis of quantity flexibility: (a) Impact of the flexibility parameter on profit increase;
(b) Impact of the flexibility parameter on waste ratio.

Figure 4b depicts the waste ratio as a function of the flexibility parameter. We calculate
the waste ratio as the ratio of the expected excess inventory when the buyer has the
flexibility to update the initial order quantity to the expected excess inventory when the
buyer has no flexibility. Therefore, the waste ratio is close to one when the flexibility
percentage is near zero. As the flexibility percentage increases, the waste ratio decreases
with a decreasing rate. The curve becomes flatter for high « values such that the waste ratio
cannot be reduced below 40%. These results indicate that quantity flexibility has positive
economic and environmental impacts on the sourcing process of the buyer. However, its
environmental impact is more limited than what can be achieved with lead-time reduction.

4.3. Multiple Sourcing

In the lead-time reduction and quantity-flexibility practices, the buyer can source
products from only one supplier. In the former case, the buyer can source products from
either an offshore supplier or a domestic supplier but not from both at the same time. In the
latter case, the buyer can only order from an offshore supplier that provides the flexibility
to adjust the initial order quantity in a later time epoch. We now consider an alternative
strategy, whereby the buyer can source products from two different suppliers at the same
time: One is the offshore supplier and the other the domestic.

The multiple sourcing strategy is very effective in mitigating the risk of supply—
demand mismatches [9]. By utilizing an offshore supplier, the buyer benefits from the cost
advantages of offshore production. If the buyer orders lower quantities from the offshore
supplier, the excess inventory risk can also be minimized. If the demand turns out to
be unexpectedly high, the buyer then utilizes the domestic supplier to meet the surplus
demand. Therefore, a multiple-sourcing strategy allows the buyer to benefit from the cost
advantages of the offshore supplier and the responsiveness of the domestic supplier at
the same time. However, one of the implementation challenges of this strategy is that the
domestic supplier may not always be utilized at a high level. If the demand turns out
to be low, the quantity ordered from the domestic supplier would not be high enough to
fully utilize its available capacity. Therefore, domestic suppliers are exposed to the risk of
capacity underutilization when a multiple-sourcing strategy is employed. To compensate
for this risk, domestic suppliers often charge their buyers a capacity reservation fee.

To capture these dynamics, we consider a multiple-sourcing setting with one buyer,
one offshore supplier, and one domestic supplier. The buyer determines the order quantity
of Q; units from the offshore supplier and reserves a capacity of K units with the domestic
supplier at time t;. We use c¢; and cj to denote the cost of ordering from the offshore supplier
and the capacity reservation cost at the domestic supplier per unit, respectively. At time
ty, > t;, the buyer observes the final demand and determines the final order quantity of Qs
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units from the domestic supplier such that Qs < K. The domestic supplier is additionally
paid cs per each unit ordered. The formulation of Qs is given by Bicer [9]:

QS = max(min(Dn, Ql + K)/ Ql) - er (13)

where D, is the final demand for the product, which is observed at time ¢,. Following up
from Biger [9], we first define two ratios to derive the optimal values of Q; and K. They are:

st C—C

1 = S (14)
p—0C — ¢

= L= X 15

B2 — (15)

Then, the optimal values are given by Biger [9]:

QT = Dle('/fgz/Z)(tn*tl)Jrq’fl(ﬁl)Qvfn*tI, (16)
K* = Dle(‘/—€2/2)(fn—t1)[e¢71(52)€\/fn—tl,e¢71(.31)€\/1‘n—1‘]}_ (17)

Then, the profit in the multiple-sourcing setting is formulated as follows:
I1(Qy, K, Qs) = pmin(Dy, Q; + K) +smax(Q; — Dy, 0) —;Q; — K —¢sQs. (18)

Using this formula and simulating the demand paths, the expected inventory for the
optimal Q; and K levels can be found. The expected excess inventory can also be calculated
by plugging Q; into Equation (8).

We now present an example to demonstrate the impact of multiple sourcing on the
buyer’s profits and excess inventory. We assume the same demand parameters as the
examples given above. The cost of purchasing from the offshore supplier is USD 40 per
unit, and the cost of purchasing from the domestic supplier is USD 50 per unit. The
domestic supplier also charges USD 15 for each unit of capacity reserved. Unlike the
lead-time reduction and quantity-flexibility examples, we cannot vary the key decision
parameter that determines the magnitude of operational flexibility in the multiple-sourcing
setting. In the multiple-sourcing setting, operational flexibility is directly influenced by
the reactive capacity K. However, the reactive capacity is not a control variable. It is a
decision variable that has to be optimized depending on the cost and demand parameters.
For that reason, we vary the selling price between USD 150 and USD 300 in our analysis
because Equation (17) indicates that the optimal capacity level increases with the selling
price. In other words, we can observe the impact of responsiveness on profits and the waste
ratio by varying the selling price because the selling price is directly correlated with the
capacity level.

Figure 5a shows the impact of the selling price on the percentage profit increase such
that the profit increases with the selling price. Doubling the selling price from USD 150
to USD 300 increases the profit by almost 190%. Figure 5b demonstrates that the waste
ratio does not change depending on the selling price. This is because the optimal order
quantity from the offshore supplier does not depend on the selling price but only on the
cost parameters. For this reason, there is no environmental benefit to improving operational
flexibility with the multiple-sourcing strategy. Both the profit increase and waste ratios in
Figure 5a,b are calculated with respect to the resulting profit and waste when the selling
price is set at USD 150.



Sustainability 2022, 14, 367

12 0f 15

200.00 200
Q)
X 1.50
gd_; 150.00 o
£
& o
Q 10000 2 100
(&) 0
£ o
= =
&
g 50.00 050
000 000
150 175 200 225 250 275 300 150 175 200 225 250 275 300
Selling price ($) Selling price ($)
(a) (b)

Figure 5. Analysis of multiple sourcing: (a) Expected profit depending on the selling price with
multiple sourcing; (b) Waste ratio depending on the selling price with multiple sourcing.

We summarize the results of the three operational-flexibility strategies in Table 1 below.
For each strategy, the profit increase and waste ratio reported are calculated by setting
the parameter of the strategy in the table to the maximum value in comparison to setting
the parameter to the minimum value within the given range. The results show that lead-
time reduction has the highest potential in reducing waste while improving the profits
of companies. In Section 5, we further elaborate on and discuss the results of the three
strategies.

Table 1. Summary of results of the operational-flexibility strategies.

Strategy Control Variable Control Variable Range  Profit Increase =~ Waste Ratio
Lead-time reduction Lead time with domestic supplier (f;) ts € 0,0.99] 51.94% 0.01
Quantity-flexibility contracts Flexibility parameter («) a € [0,0.99] 29.98 % 0.42
Multiple sourcing Selling price (p) p € [150,300] 191.98% 1.00

5. Discussion

So far, we have shown the effect on the change in profit and the waste ratio of three
supply chain flexibility strategies: (1) lead-time reduction, (2) quantity-flexibility contracts,
and (3) multiple sourcing. The numerical analysis of lead-time reduction shows that when
a firm reduces its lead-time by utilizing an onshore supplier instead of an offshore supplier,
the firm can achieve both profit increase and waste reduction due to the decrease in demand
uncertainty at the order time. When t; is greater than 0.29, the firm starts experiencing a
positive change in profit, which exceeds 50% as t; increases to 1. As for the waste, even
if t; = t; = 0, the firm still experiences waste reduction of 20% due to the increased
cost, which lowers the newsvendor order quantity. The waste ratio decreases to zero as
ts increases to one, since the actual demand is known at this point and the firm does not
operate under demand uncertainty anymore.

If firms cannot order from an onshore supplier, they can still benefit from the flexibility
of an offshore supplier with a quantity flexibility contract where, up to time f;, the firm can
still adjust its order quantities by a factor of . For a fixed t;, our analysis shows that firms
can achieve a 30% increase in profit, and waste reduction can reach more than 50% as the
flexibility parameter increases to 1.

For multiple sourcing, the numerical analysis is performed based on the selling price
of the product. It shows that doubling the selling price from USD 150 to USD 300 results in a
profit increase of almost 190%. The waste, however, does not change with different pricing
as it is calculated based on the offshore order quantity, which is independent of price.

The selection of a given flexibility strategy is also dependent on the risk associated
with it. On the one hand, although single sourcing with lead-time reduction has the highest
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effect in reducing waste while still increasing a firm’s profits, it can amplify the exposure to
risk in the presence of uncertainty. On the other hand, multiple sourcing can present higher
costs, and this is not accounted for as a result of having to manage several suppliers [26].
It is therefore critical for firms to assess all the benefits and risks arising from choosing a
specific strategy in pursuit of improved sustainability and profits.

6. Conclusions

Improving sustainability in every aspect of our lives is vital to safeguard a durable
future for the next generation. Manufacturers ought to pay special attention to sustainability
because what they produce, how they produce, and where they produce has a substantial
impact on the carbon footprint. The extant literature on sustainable operations management
mainly focuses on the consumption side of product life cycles, with an intention to extend
the product lifetime and reduce household waste. However, significant inefficiencies exist
on the production side of product life cycles, whereby manufacturers overutilize the Earth’s
limited resources and generate carbon emissions when producing products in excessive
amounts. A significant number of these products may never reach consumers. Prominent
examples reported in the media include Amazon destroying thousands of unsold TVs and
laptops in one of its warehouses [27].

In this research, we aim to fill the gap in the literature by demonstrating how opera-
tional flexibility can help organizations achieve sustainability at source. We focus on three
different operational-flexibility strategies: (1) lead-time reduction, (2) quantity-flexibility
contracts, and (3) multiple sourcing. Our results indicate that lead-time reduction has the
highest potential to reduce waste while improving the profits of companies. Therefore,
operational-flexibility strategies that promote local production are key to reducing waste
and improving sustainability.

In particular, in our numerical analysis, where ordering time varies between 0 (start of
planning horizon) and 1 (beginning of sales season), we show that lead-time reduction can
result in a profit increase when orders are placed with onshore suppliers at a time t; greater
than 0.29, compared with being placed with an offshore supplier at time f; = 0. The profit
increase can go up to around 40% when orders are placed at t; = 0.9, even if ordering costs
are higher. Waste in terms of excess unsold inventory also decreases, even when t; = t; = 0
when the onshore supplier is used, and results in a 20% waste reduction compared with
ordering from an offshore supplier as a result of the higher ordering costs, which result
in lower order quantities. The waste decreases as t; increases and finally approaches zero
when orders can be placed during the selling season, when ts = 1.

The results of our research offer some useful insights regarding the development of
effective environmental policies. Because lead-time reduction is the most effective strategy,
environmental policies should target cutting lead times, not only for inbound but also for
outbound logistics. Increasing the import and export tariffs and imposing trade barriers
would force countries to promote local production, which in turn leads to shorter lead
times and lower waste. Although such policies conflict with the free trade and economic
development ideas, we envision that environmental concerns would be highly dominant
in the near future and governments would incrementally pass some regulations to reduce
the volume of imports and exports. One of the side benefits of local production would be
to establish a close connection between local manufacturers and local authorities such that
recycling and remanufacturing can be easily implemented near the market bases. Therefore,
local production may also help increase the product life cycle along the stages of the closed
loop supply chains (Figure 1).

One of the limitations of our research is that we mainly focus on the dynamics on
the production side of the product life cycle without connecting it with the consumption
side. We mainly consider a newsvendor setting such that the buyer sells the products in
the market at a certain price. The classical utility theory [28] suggests that the life cycle of a
product is positively associated with the price paid for it. We believe that there is a need
for empirical research that investigates the relationship between price and the length of a
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product’s lifetime in the retail industry for different categories. We envision that this would
be an interesting avenue for further research.

Another direction for future research is how digital transformation could contribute
to lead-time reduction. Recent research focuses on lean manufacturing in the Industry 4.0
era [29]. Studies on lean manufacturing show that lead-time reduction is an important
factor that enhances reliability and flexibility while decreasing inventory carrying costs
and that integrating lean management and collaboration in the supply chain has important
social, environmental, and economic benefits [30]. Therefore, we foresee that studies of the
effect of Industry 4.0 on decreasing waste and increasing profit through lead-time reduction
are a potential field for future work.

Author Contributions: Conceptualization, I.B.; methodology, Y.K.E. and I.B.; software, Y.K.E. and
L.B.; validation, YK.E. and I.B.; formal analysis, YK.E. and I.B.; investigation, Y.K.E. and L.B.; resources,
L.B.; writing—original draft preparation, Y.K.E. and I.B.; writing—review and editing, YK.E., L.B. and
R.WSS.; visualization, Y.K.E. and L.B.; supervision, I.B. and R.W.S.; project administration, I.B. and
R.W.S. All authors have read and agreed to the published version of the manuscript.

Funding: This research received no external funding.
Institutional Review Board Statement: Not applicable.
Informed Consent Statement: Not applicable.

Conflicts of Interest: The authors declare no conflict of interest.

References

1. Marti, ].M.C; Seifert, R W. Assessing the comprehensiveness of supply chain environmental strategies. Bus. Strategy Environ.
2013, 22, 339-356. [CrossRef]

2. Biger, I; Hagspiel, V.; de Treville, S. Valuing supply-chain responsiveness under demand jumps. J. Oper. Manag. 2018, 61, 46-67.
[CrossRef]

3. Gustafson, K. Retailers Are Losing $1.75 Trillion over This. CNBC. 2015. Available online: https:/ /www.cnbc.com/2015/11/30
/retailers-are-losing-nearly-2-trillion-over-this.html (accessed on 22 December 2021).

4. Niinimaki, K.; Peters, G.; Dahlbo, H.; Perry, P; Rissanen, T.; Gwilt, A. The environmental price of fast fashion. Nat. Rev. Earth
Environ. 2020, 1, 189-200. [CrossRef]

5. Donahue, B. China Is Turning Ethiopia Into a Giant Fast-Fashion Factory. Bloomberg BusinessWeek. 2018. Available
online: https:/ /www.bloomberg.com/news/features/2018-03-02/ china-is-turning-ethiopia-into-a-giant-fast-fashion-factory
(accessed on 22 December 2021).

6. Hausman, WH.; Thorbeck, J.S. Fast fashion: Quantifying the Benefits. In Innovative Quick Response Programs in Logistics and Supply
Chain Management; International Handbooks on Information Systems; Cheng, T., Choi, T.M., Eds.; Springer: Berlin/Heidelberg,
Germany, 2010; pp. 315-329. [CrossRef]

7. Marti, ] M.C.; Tancrez, ].S.; Seifert, R.W. Carbon footprint and responsiveness trade-offs in supply chain network design. Int. J.
Prod. Econ. 2015, 166, 129-142. [CrossRef]

8.  De Treville, S.; Bicer, I.; Chavez-Demoulin, V.; Hagspiel, V.; Schiirhoff, N.; Tasserit, C.; Wager, S. Valuing lead time. ]. Oper. Manag.
2014, 32, 337-346. [CrossRef]

9.  Biger, I. Dual sourcing under heavy-tailed demand: an extreme value theory approach. Int. J. Prod. Res. 2015, 53, 4979-4992.
[CrossRef]

10. Bicer, I.; Hagspiel, V. Valuing quantity flexibility under supply chain disintermediation risk. Int. J. Prod. Econ. 2016, 180, 1-15.
[CrossRef]

11.  Biger, I; Seifert, R W. Optimal Dynamic Order Scheduling under Capacity Constraints Given Demand-Forecast Evolution. Prod.
Oper. Manag. 2017, 26, 2266-2286. [CrossRef]

12.  Biger, I; Liicker, F.; Boyaci, T. Beyond Retail Stores: Managing Product Proliferation along the Supply Chain. Prod. Oper. Manag.
2021, doi:10.1111/poms.13598. [CrossRef]

13.  Abbey, ].D.; Guide, V.D.R,, Jr. Closed-Loop Supply Chains: A Strategic Overview. In Sustainable Supply Chains; Springer Series in
Supply Chain Management; Bouchery, Y., Corbett, C., Fransoo, J., Tan, T., Eds.; Springer: Cham, Switzerland, 2017; Volume 4,
pp. 375-393. [CrossRef]

14. Atasu, A.; Dumas, C.; Van Wassenhove, L.N. The Circular Business Model. Harvard Business Review. 2021. Available online:
https:/ /hbr.org/2021/07/the-circular-business-model (accessed on 22 December 2021).

15. Bras, B. Sustainability and product life cycle management—Issues and challenges. Int. J. Prod. Lifecycle Manag. 2009, 4, 23-48.

[CrossRef]


http://doi.org/10.1002/bse.1749
http://dx.doi.org/10.1016/j.jom.2018.06.002
https://www.cnbc.com/2015/11/30/retailers-are-losing-nearly-2-trillion-over-this.html
https://www.cnbc.com/2015/11/30/retailers-are-losing-nearly-2-trillion-over-this.html
http://dx.doi.org/10.1038/s43017-020-0039-9
https://www.bloomberg.com/news/features/2018-03-02/china-is-turning-ethiopia-into-a-giant-fast-fashion-factory
http://dx.doi.org/10.1007/978-3-642-04313-0_16
http://dx.doi.org/10.1016/j.ijpe.2015.04.016
http://dx.doi.org/10.1016/j.jom.2014.06.002
http://dx.doi.org/10.1080/00207543.2015.1008111
http://dx.doi.org/10.1016/j.ijpe.2016.06.021
http://dx.doi.org/10.1111/poms.12759
http://dx.doi.org/10.1111/poms.13598
http://dx.doi.org/10.1007/978-3-319-29791-0_17
https://hbr.org/2021/07/the-circular-business-model
http://dx.doi.org/10.1504/IJPLM.2009.031665

Sustainability 2022, 14, 367 15 of 15

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.
26.

27.

28.

29.

30.

Agrawal, V.V,; Atasu, A.; Van Wassenhove, L.N. OM Forum—New Opportunities for Operations Management Research in
Sustainability. Manuf. Serv. Oper. Manag. 2018, 21, 1-12. [CrossRef]

Casadesus-Masanell, R.; Kim, H.; Reinhardt, F.L. Patagonia. Harvard Business School Case#: 711-020. 2010. Available online:
https:/ /www.hbs.edu/faculty /Pages/item.aspx?num=39312 (accessed on 22 December 2021).

Guide, VD.R,, Jr.; Van Wassenhove, L.N. The Evolution of Closed-Loop Supply Chain Research. Oper. Res. 2009, 57, 10-18.
[CrossRef]

Toktay, L.B.; Wein, L.M.; Zenios, S.A. Inventory Management of Remanufacturable Products. Manag. Sci. 2000, 46, 1412-1426.
[CrossRef]

Debo, L.G.; Toktay, L.B.; Van Wassenhove, L.N. Joint Life-Cycle Dynamics of New and Remanufactured Products. Prod. Oper.
Manag. 2006, 15, 498-513. [CrossRef]

Alev, I; Agrawal, V.V,; Atasu, A. Extended Producer Responsibility for Durable Products. Manuf. Serv. Oper. Manag. 2019,
22,364-382. [CrossRef]

Alev, I.; Huang, X.N.; Atasu, A.; Toktay, L.B. A Case Discussion on Market-Based Extended Producer Responsibility: The
Minnesota Electronics Recycling Act. J. Ind. Ecol. 2018, 23, 208-221. [CrossRef]

Cattani, K.D.; Dahan, E.; Schmidt, G.M. Tailored capacity: Speculative and reactive fabrication of fashion goods. Int. J. Prod. Econ.
2008, 114, 416-430. [CrossRef]

Oh, S.; Ozer, O. Mechanism design for capacity planning under dynamic evolutions of asymmetric demand forecasts. Manag. Sci.
2013, 59, 987-1007. [CrossRef]

Arrow, K\J.; Harris, T.; Marschak, ]J. Optimal inventory policy. Econom. J. Econom. Soc. 1951, 19, 250-272. [CrossRef]
Costantino, N.; Pellegrino, R. Choosing between single and multiple sourcing based on supplier default risk: A real options
approach. J. Purch. Supply Manag. 2010, 16, 27-40. [CrossRef]

Wood, Z. Amazon Faces MPs’ Scrutiny after Destroying Laptops, Tablets and Books. The Guardian. 2021. Available
online: https:/ /www.theguardian.com/technology/2021/jun/22/amazon-faces-mps-scrutiny-after-destroying-laptops-tablets-
and-books (accessed on 22 December 2021).

Lancaster, K.J. A New Approach to Consumer Theory. J. Political Econ. 1966, 74, 132-157. [CrossRef]

Tseng, M.L.; Tran, T.P.T.; Ha, HM.; Bui, T.D.; Lim, M.K. Sustainable industrial and operation engineering trends and challenges
Toward Industry 4.0: A data driven analysis. J. Ind. Prod. Eng. 2021, 38, 581-598. [CrossRef]

Tseng, M.L.; Tran, T.P.T.; Wu, K.J.; Tan, R R.; Bui, T.D. Exploring sustainable seafood supply chain management based on linguistic
preferences: Collaboration in the supply chain and lean management drive economic benefits. Int. ]. Logist. Res. Appl. 2020.
[CrossRef]


http://dx.doi.org/10.1287/msom.2017.0699
https://www.hbs.edu/faculty/Pages/item.aspx?num=39312
http://dx.doi.org/10.1287/opre.1080.0628
http://dx.doi.org/10.1287/mnsc.46.11.1412.12082
http://dx.doi.org/10.1111/j.1937-5956.2006.tb00159.x
http://dx.doi.org/10.1287/msom.2018.0742
http://dx.doi.org/10.1111/jiec.12721
http://dx.doi.org/10.1016/j.ijpe.2007.05.023
http://dx.doi.org/10.1287/mnsc.1120.1581
http://dx.doi.org/10.2307/1906813
http://dx.doi.org/10.1016/j.pursup.2009.08.001
https://www.theguardian.com/technology/2021/jun/22/amazon-faces-mps-scrutiny-after-destroying-laptops-tablets-and-books
https://www.theguardian.com/technology/2021/jun/22/amazon-faces-mps-scrutiny-after-destroying-laptops-tablets-and-books
http://dx.doi.org/10.1086/259131
http://dx.doi.org/10.1080/21681015.2021.1950227
http://dx.doi.org/10.1080/13675567.2020.1800608

	Introduction
	Literature Review
	Model Preliminaries
	Analysis of the Impact of Operational Flexibility on Excess Inventory
	Lead-Time Reduction
	Quantity-Flexibility Contracts
	Multiple Sourcing

	Discussion
	Conclusions
	References

