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SUMMARY

This thesis is concerned with queueing models where demand is allowed to exceed
the system capacity, and also with the capacity sizing and pricing problem for het-
erogenous products and resources under demand uncertainty. Our aim is to improve
productivity and profitability.

In the first part of the thesis, we consider the dynamic assignment of servers to
tasks in queueing networks where demand may exceed the capacity for service. The
objective is to maximize the system throughput. We use fluid limit analysis to show
that several quantities of interest, namely the maximum possible throughput, the
maximum throughput for a given arrival rate, the minimum arrival rate that will
yield a desired feasible throughput, and the optimal allocations of servers to classes
for a given arrival rate and desired throughput, can be computed by solving linear
programming problems. We develop generalized round robin policies for assigning
servers to classes for a given arrival rate and desired throughput, and show that our
policies achieve the desired throughput as long as this throughput is feasible for the
arrival rate. We conclude with numerical examples that illustrate the points discussed
and provide insights into the system behavior when the arrival rate deviates from the
one the system is designed for.

In the second part of the thesis, we consider the effects of inspection and repair
stations on the production capacity and product quality in a serial line with possible
inspection and repair following each operation. We consider multiple defect types and
allow for possible inspection errors that are defect dependent. We construct a profit

function that takes into account inspection, repair, and goodwill costs, as well as the



capacity of each station. Then we compare the profitability of different inspection
plans and discuss how to identify the optimal inspection plan. Unlike previous works,
our analysis captures the possibility of increasing production capacity by scrapping
or repairing defective items before a bottleneck operation station, and hence reducing
the waste of operation capacity on defective products.

Finally, in the third part of the thesis, we consider the capacity and pricing de-
cisions made by a monopolistic firm producing two heterogenous products under
demand uncertainty. The objective is to maximize profit. Our model incorporates
dedicated and flexible resources, product substitutability, and processing rates that
may depend on the product and on the resource type. We provide the optimum prices
and production quantities as functions of resource capacities and demand intercepts.
We also show that investment in flexible capacity is only desirable when it is opti-
mal to invest in dedicated capacities for both products, and obtain upper bounds for
the costs of the dedicated capacities that need to be satisfied for investment in the
flexible resource. We conclude with numerical examples that illustrate the points dis-
cussed and provide insights into how the optimal capacities and expected production

quantities, prices, and profit depend on various model parameters.
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CHAPTER I

INTRODUCTION

In today’s highly competitive market, it is vital to find new ways to utilize the existing
resources in a production/queueing system more efficiently. This thesis is concerned
with the analysis and implications of allowing instability in queueing systems, specif-
ically in serial inspection systems, as well as with capacity and pricing decisions for
flexible resources. Our primary objectives include increasing the production rate and
profitability of the systems under consideration.

Consider a network with K service facilities (or stations) and M servers assigned
to those stations, with probabilistic routing among stations. In traditional queueing
network models, each server is dedicated to work only at a single station. However,
it is interesting to study the effects of flexible (cross-trained) servers that are capable
of working at different stations, with the objective of achieving more efficiency. This
interest in flexible workforce has motivated many researchers to determine ways to
utilize cross-trained servers efficiently. For example, researchers have considered how
servers should be moved dynamically between stations in order to enhance system
performance. In analyzing these flexible systems, as well as other queueing systems,
the stability of the queue lengths is an implicitly required assumption or goal. There
exists only a limited amount of research on unstable queueing systems (see Chapter
2 for a literature review). However, in certain settings, allowing instability can lead
to performance improvements.

In the first part of this thesis, we investigate multi-class, discrete-flow networks
with infinite buffers when demand is allowed to exceed the capacity for service. Mul-
tiple types of customers are serviced by flexible servers that are able to work on
several different classes. Offered demand to each class can come from both external
sources as well as internal transitions. The same server can have different service
rates for different classes. Moving a server among the classes is assumed to incur
switching times that can be different for each origin-destination pair of classes. More
than one server can be assigned to a given class, possibly with different service rates.
In that case, servers at a class can either cooperate by working simultaneously on a
customer, or work in parallel and process the customers separately. We concentrate

on the case where the servers work in parallel and there is one arrival stream routed



to various classes (cooperating servers and multiple arrival streams are straightfor-
ward extensions). Our aim is to find the best assignment of servers to classes so that
the throughput of the system is maximized in the multi-class network with flexible
Servers.

To motivate our analysis, consider manufacturing processes where demand exceeds
the production capacity and work in process can be either salvaged for some profit or
scrapped at small cost compared to the final product value. In these cases, allowing
instability in the system might be desirable given the right parameters. We quantify
the effects of allowing instability on both throughput and server assignments, and also
construct a linear program that is used to identify the optimal allocation of servers
to classes, as well as the resulting throughput. Two server allocation policies are
introduced with proofs that they can achieve any throughput less than the optimal
value. Through numerical studies, we show how the assignments are determined
for a specific network, and provide information about the sensitivity of the optimal
assignment with respect to the demand, as well as some simulation results.

Quality and cost are important factors impacting the profitability of competitive
manufacturing industries. To prevent nonconforming items from reaching customers,
inspection of products is performed. Although repeated inspection may add to the
total cost of produced units, it introduces the opportunity of scrapping defective units
early in the production process, so as to avoid wasting production capacity, partic-
ularly at bottleneck stations, on defective units, as well as eliminating unnecessary
production cost incurred for defective units. Therefore, there is a tradeoff between
inspection, repair, and scrap costs on the one hand, and the cost of products with
undetected defects reaching customers on the other hand.

In the second part of the thesis, we analyze inspection policies for serial produc-
tion systems based on the total profit rate, where production may be constrained by
the external arrival rate (demand), or by the capacity of any of the inspection, repair,
or production processes. In addition to factoring in revenue and production, inspec-
tion, and repair costs, we also take into account goodwill cost that is incurred when
defective units are shipped to customers. Goodwill cost may be incurred directly in
the form of repair costs, or indirectly in the form of loss of customer goodwill.

Although previous works take into account the throughput of the system in the
inspection allocation problem, they only consider reduction in the throughput as a re-
sult of scraps at inspection stations or consider inspection stations that determine the
overall throughput (see Chapter 2 for a literature review). None of them quantify the

benefit of having inspection, and hence scraps, before the bottleneck stations, which



has the effect of increasing the capacity of the bottleneck. Moreover, our model allows
for more generality in the repair and inspection processes. For instance, inspection
errors can depend both on the station and defect type; partial inspection is allowed as
opposed to complete inspection; at each inspection station, some units are identified
as having repairable or not repairable defects, and hence scraps are possible after the
inspection stations; and also repair cost and probability at each repair station can
depend on whether a unit is actually defective or wrongly classified to be defective.
Since we take into account the side effects of inspection on downstream bottleneck
stations, our results are more broadly applicable than previous work considering de-
mand constrained systems. We also demonstrate through numerical examples that
bottleneck considerations for determining the best inspection locations can lead to
different inspection decisions than previous models (that do not take the capacity of
the system into account).

The capacity investment decision has a high impact on a firm’s profitability and
competitiveness. Capacity levels are typically determined in advance of the actual
production because of the long lead times for acquiring the capacity. This decision can
be made as early as five years before the planned production date (see Fleischmann,
and Henrich [39]). Hence, capacity decisions have to be made under demand un-
certainty based on available forecasts, resulting in mismatches between supply and
demand. As a result, firms are increasingly resorting to flexibility, both on the supply
and demand sides, to effectively match their supply with demand (see e.g., Boudette
[19], Edmondson [35], Holweg and Pil [53], Jordan and Graves [58], Mackintosh [68],
McMurray [70], and Muriel, Somasundaram, and Zhang [71] for specific examples).

In the third part of the thesis, we analyze the optimal capacity decision faced
by a price-setting and monopolistic firm producing two substitutable or complemen-
tary products with flexible and dedicated technologies. The firm needs to determine
its production capacity beforehand under demand uncertainty (first stage); however,
production and pricing decisions can be made after the demand uncertainty is re-
solved (second stage). We assume a linear demand function, where demand for a
product is inversely related to its own price, taking into account possible cross-price
effects on demand from the other product. Demand uncertainty is introduced into
the model as uncertainty about the location of demand curves. There are two types
of capacity, namely dedicated to one product and flexible to produce both products.
We allow products to be heterogenous in that they might require different amounts
of server time. Also, the flexible server may have service rates that differ from those

of the dedicated servers. Determining how to share the flexible capacity between the



two products is another decision variable in the second stage when actual demand
parameters become visible. Hence the firm can deal with the demand uncertainty
by changing the supplies for both products through flexible capacity (supply side
flexibility), and by changing the demand for the products through pricing (demand
side flexibility). The firm can also produce below the installed capacity (volume flex-
ibility). Although previous works consider similar two stage problems, none of them
model the effects of server capabilities, along with product substitutability and dif-
ferent technology types (dedicated and flexible), on the optimal capacity decision, as
well as the optimal expected profits. Hence, our model allows for more generality and
broader applicability.

The remainder of this thesis is organized as follows. In Chapter 2, we review the
previous research on flexible servers, inspection allocation, and capacity sizing and
pricing. In Chapter 3, we provide our analysis and results on dynamic server allocation
with flexible servers. In Chapter 4, we describe the inspection allocation problem in
capacity-constrained serial lines and provide our results. We discuss and analyze the
capacity planning and pricing problem in Chapter 5. Finally, we summarize our main
results and contributions and suggest possible future research directions in Chapter
6.



CHAPTER 11

LITERATURE REVIEW

In this chapter, we review the literature that is related to our work. More specifically,
Section 2.1 reviews the literature on server assignment to queues (both static and
dynamic) for increasing the efficiency of flow lines, as well as results on unstable
queues. Next, we review the research on the inspection allocation problem specifically
for serial network configurations in Section 2.2. Finally, Section 2.3 reviews the

literature on pricing and capacity allocation problems.

2.1 Flexible Server and Unstable Queueing Literature

In recent years, there has been a growing interest in queueing systems with flexible
servers, with most of the work examining holding costs or throughput. Ahn, Duenyas,
and Zhang [2], Pandelis and Teneketzis [76], and Farrar [37] study how servers should
be assigned to stations to minimize the total holding cost incurred for systems with
two queues in tandem and no arrivals. Ahn, Duenyas, and Zhang [3] consider the
same problem for a two-class queueing system with one dedicated server, one flexi-
ble server, and no exogenous arrivals. Similarly, for systems with two stations and
Poisson arrivals, Ahn, Duenyas, and Lewis [1], Hajek [50], and Rosberg, Varaiya, and
Walrand [82] aim to minimize the expected total holding cost by assigning servers to
stations. Works that aim to maximize the long-run average throughput through dy-
namic assignment of reliable servers include Andradéttir, Ayhan, and Down [4, 5, 6]
and Tassiulas et al. [87, 88]. By contrast, Andradéttir, Ayhan, and Down [7, 8] and
Wu, Lewis, and Veatch [98] determine the optimal allocation of flexible servers in a
tandem-line system where servers are not necessarily reliable. For parallel queueing
systems with flexible servers and external arrivals, Williams [97], Bell and Williams
[10, 11], Bramson and Williams [20], and Harrison and Loépez [52] suggest asymptoti-
cally optimal server assignment policies that minimize the discounted infinite-horizon
holding costs under a heavy traffic assumption.

The earliest work we are aware of that considers overloaded systems is by Good-
man and Massey [43]. They study non-ergodic Jackson networks and propose a way to
determine the maximal subnetwork that achieves steady state. Weiss [95] considers a

Jackson network in which some of the nodes have an infinite supply of customers. He



shows that when only customers in transit are counted as congestion, the stable subset
of nodes has the usual product-form distribution. Similarly, the marginal distribution
for the number of customers in transit exists for each node with an infinite supply of
work, but the joint distribution does not have product-form. Kopzon, Nazarathy, and
Weiss [62] and Nazarathy and Weiss [74] determine policies for push-pull networks
that ensure that the networks are working at full utilization.

Chen and Mandelbaum [23] conduct a bottleneck analysis of a dynamic, discrete-
flow network, where customers are indistinguishable. They use a fluid approximation
of the initial discrete network to identify the system throughput, and show that
calculating equilibrium throughput rates is equivalent to identifying the bottlenecks
of the original network. Unlike our work, in their network, servers are dedicated
to a single class. We will find that allowing the servers to be flexible considerably
complicates the analysis, as it is difficult to precisely control the amount of time a
server spends at each class. A diffusion approximation for the fluid model in Chen and
Mandelbaum [23] is described by the same authors in [24]. Andradéttir, Ayhan, and
Down [6] identify a tight upper bound on the capacity, while maintaining stability, and
provide a method to construct server assignment policies with performance arbitrarily
close to this bound. By contrast, we do not require the system to be stable, which also
significantly complicates the analysis. Note that if the class of a customer determines
the server (that is if only one server is allowed per class) and the servers are not
allowed to move, then our problem reduces to production scheduling of classes at
each node.

Overloaded systems have also been considered in nonstandard queueing networks
where the service rates at the individual classes are not independent, but depend
deterministically on the state of the entire system. In such a network, Jonckheere,
van der Mei, and van der Weij [57] obtain necessary conditions for rate stability at
each class, and also provide bounds for the output rate at each class. Similarly, for
bandwidth sharing networks, Egorova, Borst, and Zwart [36] give a partial character-
ization of the overloaded system’s behavior by providing a fixed-point equation for
the asymptotic growth rates of the queue lengths.

The use of fluid limits in queueing systems is by now a standard technique. From
a stability point of view, it is known that stability of the fluid model is intimately
related to the stability of the queueing network (Dai [30]). It is also known that if
the fluid model of a queueing network is unstable in a strong sense, then the queueing
network is unstable in the sense that the total number of customers in the queueing

network diverges (Dai [31]). However, additional analysis is required to address how



a network with flexible servers becomes unstable.

2.2 Inspection Allocation Literature

The inspection allocation problem has been studied by many researchers under dif-
ferent assumptions on the topology of the assembly line. Raz [80] and, more recently,
Mandroli et al. [69] provide exhaustive reviews of the work done in this area. Next,
we review some works on the inspection allocation problem, namely the early papers
and ones closely related to our work.

Lindsay and Bishop [66] proposed a serial production line model where inspection
stations are assumed to be error free and all defects are scrapped. Each inspection
station could only check the outcome of the previous operation station. They showed
that the optimum inspection level at each station was to inspect either all or no
units. Hurst [56] was the first to account for the occurrence of inspection errors. Raz
and Kaspi [81] examined sequencing and location issues for serial lines with rework
and scrap, where multiple inspections are possible after a given operation. Cochran
and Erol [29] developed analytical models for calculating the outgoing quality level
in a serial manufacturing line with repair stations, scraps, multiple defect types, and
inspection errors. Garcia et al. [42], Yum and McDowell [99], and Britney [21] stud-
ied the optimal allocation of inspection stations for non-serial production systems,
where the output of a processing activity can serve as input to multiple operations.
Re-entrant production systems with inspection at various stages of processing were
studied by Narahari and Khan [73]. Lee and Unnikrishnan [65] considered a job shop
system with finite inspection resources, where each part had a particular manufac-
turing sequence. More recently, Galante and Passannanti [41] proposed an integrated
approach to part scheduling and inspection for job shop manufacturing. Foster et al.
[40] and Villalobos et al. [93] discussed the optimal inspection allocation problem for
flexible inspection systems where the decisions on what parts to inspect are made just
prior to performing inspection operations. Unlike the above studies which considered
optimization of steady-state performance, Kogan and Raz [61] studied the problem
in a finite planning horizon setting.

Since the advent of continuous improvement methodologies, it has been of inter-
est to know how defective a product is, not just whether it is defective. All of the
papers reviewed in the previous paragraph consider workstations of attribute data
(WAD), where defects are introduced with Bernoulli type distributions. Some papers

proposed models with workstations of variable data (WVD), where defect values have



continuous probability density functions. Hsu and Tapiero [54, 55, 86] constructed
and analyzed queue dependent sampling plans intended to screen defective products
for single stage M/M/1 and M/G/1 queues based on WVD. Chevalier and Wein [27]
proposed a mathematical model based on WVD in a serial line. Their model was
the first to address the presence of multiple defect types, and involves the joint opti-
mization of the inspection allocation and testing policy, together with an application
involving Hewlett-Packard. However, every defective part is assumed to be repaired
with probability one, and hence no scraps exist. Shiau [83, 84] considered inspec-
tion capability, manufacturing capability, and tolerance in the inspection allocation
problem with the WVD inspection error model. More recently, Volsem et al. [94]
developed an evolutionary algorithm that jointly optimizes the number and location
of inspection stations, as well as the inspection limits (acceptance range), for a serial
multi-stage production line.

The tradeoff in all the above models is between inspection, repair, scrap, and
goodwill costs. Such traditional economic models of optimal inspection allocation
focus on minimizing the production cost while meeting minimum required product
quality levels. However, none of them explicitly accounts for the fact that inspection
and repair may place an additional burden on the system, causing productivity to
decrease. As a result, the optimal solution takes the form of all or none inspection
at each inspection station. Moreover, the works discussed so far all assume infinite
buffers between stations. Shin et al. [85] considered the effects of all or none inspection
on the throughput in a WAD serial line model with infinite buffers, a single defect
type, and the objective to satisfy a throughput requirement. Gurnani et al. [49]
constructed a two stage serial line WAD model, with finite buffers among stations,
having error free, all or none inspection operations, and compare the case with an
inspection station at the end to the case when there are inspection stations after
each production operation. Han et al. [51] provided a closed form approximation for
the average steady-state production rate in a serial line with all or none inspections,
single defect type, and finite buffers between the stages.

Some authors considered the effects of inspection on the production capacity of
the system. Bai and Yun [9] discussed the problem where a limited number of inspec-
tion stations are available in a serial line with single defect type and perfect repair.
However, their model is restricted to the case where production is constrained by the
throughput rate of the inspection systems, so that adding new inspection systems
or increasing the inspection level (representing the percentage of defects inspected
for) might lower the total throughput of the system. Kakade et al. [59] extended



the results of Bai and Yun [9] by accounting for dissimilar quality characteristics
carried by different components, with the inspection time depending on component
quality. In both models, the inspection level is the same for all inspection stations,
and hence all the inspection stations have the same capacity. Rau and Chu [78, 79|
accounted for the existence of both types of workstations (WAD and WVD) in arrival-
constrained serial lines and re-entrant production systems, respectively, with rework,
repair, scrap, and a single defect type. Although both papers determine the inspec-
tion allocation based on optimal profit, they only take into account the effect of
scrapped units on the throughput. Kim and Gershwin [60] analyzed how production
system design, quality, and throughput are interrelated in a small production system
with two WVD type machines without scraps and finite buffers. Instead of scrapping
defective units, they employed a continuous improvement policy, where the system is
stopped once the machine is out of order and producing defective units. Kouikoglou
and Phillis [63] jointly determined inspection and production plans for a single stage,
input-constrained production system taking into account the throughput rate. More
recently, Penn and Raviv [77] suggested a polynomial time algorithm for determining
the location of error free, all or none inspection stations in an arrival-constrained
serial line with a single defect type and no repair, so that expected net profit per time

unit is maximized.

2.3 Capacity Sizing and Pricing Literature

The value of capacity flexibility has been extensively studied in the operations man-
agement literature, with most works assuming exogenously given prices. Linear de-
mand models, where demand for a product is inversely related to its price, are very
common in the capacity management literature, since the linear form presents a rea-
sonable representation of the demand price relationship while providing analytical
tractability (see Bish and Suwandechochai [16]). All of the papers that we mention
below consider linear demand models similar to the one considered in this thesis.
Netessine, Dibson, and Shumsky [75] consider a model with partially flexible re-
sources where higher valued resources can supply the demand for any of the lower
valued resources. For the case of two products under exogenously given prices, they
show that increasing demand correlation causes a shift in capacity choice from flexible
to dedicated resources. Van Mieghem [90] finds that flexibility is beneficial even un-
der perfect positive correlation of demand if one product is more profitable than the

other for a two product firm facing a bivariate demand distribution. His numerical



results show that as the demand correlation between products increases, the optimal
dedicated resource capacity increases in a concave manner, while optimal flexible re-
source capacity decreases in a convex manner. Later, Van Mieghem [91] compares
a flexible resource strategy with a component commonality strategy and shows their
equivalence under exogenously given prices.

In all of the papers mentioned in the previous paragraph, prices are exogenously
given. Other works consider models where the firm has control over the product
pricing, and hence can affect its demand. The ability to modify price before prod-
uct launch is known as pricing flexibility. Other forms of flexibility include volume
and product flexibilities, which imply the ability to produce below installed capacity
and switch capacity between products without cost or penalty. Fine and Freund [38]
determine the optimal level and mix of dedicated and flexible capacities for a firm
manufacturing two products under demand uncertainty, with the demands restricted
to only take a discrete set of possible values and the pricing decision implicitly consid-
ered through a concave revenue function. They show numerically that the expected
profit and total capacity are increasing in demand variance (because the extra revenue
when demand and prices are high dominates the loss in revenue when demand and
prices are low). Gupta, Gerchak, and Buzacott [48] extend the model of Fine and
Freund [38] by studying the effects of existing capacities through numerical examples.

Van Mieghem, and Dada [92] conduct a comprehensive study of postponement
(flexibility) strategies for a single product, with the firm deciding on optimal capacity
levels, production quantities, and price. Biller, Muriel, and Zhang [13] study the im-
pact of price postponement on capacity and flexibility investment decisions. Through
a numerical study, they show that considering price postponement (flexibility) at the
planning stage leads to reduction in capacity investments, especially for the flexible
capacity, and hence to an increase in profits. The trade-off between dedicated and
more expensive flexible resources and the firm’s optimal capacity decision has been
analytically characterized by Bish and Wang [18] and Bish and Hong [15]. Bish and
Wang [18] provide threshold values calculated from the model parameters that can be
compared with the unit cost of the flexible resources to determine if the investment in
flexible resources is profitable. Bish and Hong [15] consider systems with two prod-
ucts and two resources where the resource that can be used to produce the higher
level product also can be used to produce the lower level one, but not vice versa.
They obtain the optimal investment strategy when the demands for the products
have perfect positive and negative correlation.

Although all of the mentioned research considers investment in a mix of dedicated
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and flexible capacities, they assume that products are independent with no cross
price effect and that the flexible and dedicated resources produce all the products at
the same rate. Some researchers consider general linear demand models with cross-
price effects (known as product substitutability /complementarity) and correlation on
demand for each product. However, to keep analytical tractability and emphasize
their results on substitutability /complementarity, they allowed investment either in
dedicated or flexible resources, not both.

In particular, assuming that the random demand intercepts have a normal dis-
tribution, Chod and Rudi [28] show that the investment of a monopolist in flexible
capacity increases in both demand variability and correlation. However, they do not
analyze the sensitivity of capacity decisions with respect to product substitutabil-
ity. Goyal, Netessine, and Randall [47] also conduct empirical analysis of the North
American automotive industry and show that flexible capacity is most valuable with
high demand uncertainty but low demand correlation. Goyal and Netessine [44, 45]
support the results of Chod and Rudi [28] and further explore the impact of product
substitutability on optimal capacity. Birge, Drogosz, and Duenyas [14] and Bish and
Suwandechochai [17] also study the impact of substitutability on optimal capacity
investment decisions with flexible resources and show that total capacity investment
increases with the substitutability parameter. Goyal and Netessine [46] show that
while the value of product flexibility always decreases in demand correlation, the
value of volume flexibility can increase or decrease in demand correlation depend-
ing on whether the products are strategic complements or substitutes. They also
show that volume flexibility is a better tool against aggregate demand uncertainty
for the two products, while product flexibility is better at mitigating the individual
demand uncertainties. More recently, Bish, Liu, and Suwandechochai [16] consider
a linear demand model where uncertainty can be included in the model either as
an additive or as a multiplicative variable, and study how various market conditions
and assumptions on demand (additive or multiplicative) affect a monopolist firm’s
capacity investment decision under responsive pricing. Finally, Lus and Muriel [67]
consider a model with flexible and dedicated resources and product substitutability,
and conduct a numerical analysis to study the effects of a substitutability param-
eter on optimal profits and flexible capacity for a monopolistic firm producing two

products and various models where two competing firms each produce one product.
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CHAPTER II1

DYNAMIC SERVER ALLOCATION FOR UNSTABLE
QUEUEING NETWORKS WITH FLEXIBLE SERVERS

In this chapter we study general queueing networks with multiple customer classes
and flexible servers without any stability restrictions on the network. Our objective
is to construct an assignment policy for the servers such that the throughput from
the system is maximized. We will use fluid limit analysis to quantify the effects of
allowing instability on both throughput and server assignments.

The organization of this chapter is as follows. In Section 3.1, our queueing network
model and other assumptions are described in detail. In Section 3.2, we construct a
linear program (LP) that is used to identify the optimal allocation of servers to classes,
as well as the resulting throughput, and we provide a uniqueness result for the sets of
stable or unstable classes. Section 3.3 introduces two server allocation policies with
proofs that they can achieve any throughput less than the optimal value. In Section
3.4, the concepts of “saturation” input and maximum output that can be achieved
are introduced, as well as modified linear programs to calculate those quantities.
Section 3.5 gives numerical results that show how the assignments are determined
for a specific network, and provides information about the sensitivity of the optimal
assignment with respect to the demand, as well as some simulation results. Finally,

Section 3.6 summarizes our findings.

3.1 Queueing Network Model

We consider a network composed of M flexible servers and K classes of customers,
with a buffer of infinite size for each class. The class of a customer represents its
current processing stage and customers can change class after each stage. The classes
may all be at separate physical stations or there may be several classes served at
a particular station. The network is supplied by an exogenous arrival process with
independent and identically distributed (i.i.d.) increments u(n) for the n'* customer
with E(u(1)) = 1/A. An external arrival is routed to class k with probability pg x, for
k=1,..., K. Let the resulting interarrival time of the nth customer at class k£ be
denoted by ug(n). We allow pos = 0 for some k, meaning that the external arrival

process for customers to class k is null. The arrival rate to class k is denoted by
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Al = APo -

Upon completion of service, a class ¢ customer becomes one of class k with proba-
bility p; , with the customer leaving the system with probability p;o = 1 — Zle Dik
for i,k =1,..., K. Let the routing matrix P have (i, k) entry p; for i,k =1,..., K.
We assume that the n-step transition matrix P" satisfies P* — 0 as n — 0o, which
implies that the network is an open network and (I — P)~! exists and is nonnegative.

The servers are assumed to be flexible, with each server being capable of serving
a set of classes. If server j is capable of serving class k, then the n'* customer served
by server j at class k has a service time given by v;;(n), so that the service rate at a
class can depend on both the server and the class being served. We assume that the
sequence {v;x(n)} isiid. foreach j=1,...,M and k =1,..., K. The mean service
time is given by m;; = E(v;,(1)) for server j at class k, with corresponding service
rate p1; = 1/m; . If server j is not capable of serving class k, we set v; ;(n) = oo and

wir = 0. Within a class, service is First Come First Served (FCFS). Moving server

j from class i to class k the nth time incurs a switching time ffk(n), ,k=1,...,K,
j=1,..., M. We assume that the sequence {ﬁfk(n)} isii.d. foreach s,k =1,..., K,
j=1,..., M with mean szk = FE( ij(l)) The interarrival, service and switchover

times are assumed to be mutually independent.

Next we define some cumulative processes for the queueing network model. The
total number of exogenous arrivals at time t is represented by Fy(t). The processes
A= {A(),t > 0}, E = {E(t),t > 0}, and D = {D(t),t > 0} are K-dimensional
column vectors with Ay (¢) denoting the cumulative number of class k customers that
arrive in (0,t], Ex(t) being the number of exogenous arrivals to class k in (0,1],
and Dy(t) being the total number of departures from class k in (0,¢]. The variable
Qi p(n) => " ¢ix(l),i=1,...,N, k =0,...,N is the number of customers that
arrive to class k from class ¢ among the first n customers passing through class i (with
the k=0 case corresponding to departures from the system), and ¢; ;(n) are indepen-
dent Bernoulli random variables that have value one with probability p;; (meaning
that the n'* customer from class i is routed to class k) and are zero otherwise. More-
over, V; ;(t) is the residual service time for class k by server j at time ¢ (set to infinity
if ;5 = 0) and U(t), Ui(t) are the residual exogenous interarrival time at time ¢ to
the system and to class k, respectively. Let T} x(t) be the total amount of time that
server j spends serving class k customers in (0,¢] and S;(t) be the potential number
of service completions by server j at class k if server j devotes all its time to class
k in (0,t]. Finally, let VVZ] x(n) denote the total time spent by server j on switching

from class 7 to class k up to and including the nth switch.
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Expressing the cumulative processes in terms of the interarrival, service, and

switching times ug(n), v;x(n), and §fk(n), we have

Sik(t) = max{n:V;,(0)+vjx(l) +v,k(2) + - +ve(n—1) <t} (
Eo(t) = max{n:U(0)+u(l) +u(2)+ - +uln—1) <t}; (2)
Ep(t) = max{n: Ug(0) + up(l) + ur(2) + - +ur(n — 1) < t}; (

Wihn) = Y & (m). (4)
m=1
By the Strong Law of Large Numbers (SLLN), we have,

Ey(t W/, (n .
lim k( ) = Hjk, and lim L() = Sg/w
t—o00 t—o0 n—oo n 5

forj=1,...,M, and i,k =1,..., K.(5)

Finally, we assume that the interarrival times are unbounded and spread out. That
is, there exists some integer 7, and some function g(x) > 0 on Ry with [;* ¢(z)dz > 0,
such that

P(u(l) >x) > 0, for any = > 0, (6)

Pla<u(l)+...+u(l) <b) > /b q(z)dx, for any 0 < a < b. (7)

This assumption is required for Theorem 4.2 in Dai [30], which we will use in Section
3.3.5.

Let the queue length at class k at time ¢ be denoted by Q(t). For a given server
assignment policy (i.e., the functions Tj () are given for all j and k), the cumulative

variables satisfy the following queueing network equations

Ak(ﬂ = Ek(t)+zq)i,k(Di(t))a k=1,...,K; (8)
Dk<t) = Zsj}k(irj,k@))? k= 17"'7K; (9>
Qr(t) = gk(0)+Ak(t) — Dp(t), k=1,..., K, (10)

and 0 < O8N Tix(t) <t, j=1,..., M. Finally, let D(t) = S0, ®x0(Dy(t)) be the
total number of departures from the system until time ¢. Then the throughput of the
system is given by limsup,_, . D(t)/t.
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3.2 Deterministic Analysis

When we allow instability in the system, the calculation of the flow rates at each
class is not obvious. In particular, the usual traffic equation for the flow rate at
class k (i.e., 7 = Apox + Zfil pixTi, Where 1, is the effective inflow rate to class
k) is not valid, because in our case the input rate to a class does not necessarily
equal the output rate from that class. In this section, given the offered demand A to
the system, we construct an optimization problem whose solution provides both the
optimal allocation of servers to classes and also the corresponding input and output
rates at each class. The allocation of the servers is such that the maximum capacity
for the network is achieved for A, while satisfying network constraints.

The outline of this section is as follows. In Section 3.2.1 the LP that is used
to determine the allocation of servers, is constructed. Section 3.2.2 introduces a
uniqueness result for the effective inflow and outflow from each node in the network
given the allocation parameters. Finally, in Section 3.2.3, we identify the stable and
unstable classes based on the allocation LP, and also consider the special case when

we have a Jackson network.

3.2.1 The Allocation LP

In this section, we introduce the allocation LP. We start by defining the flows within
the network. The effective inflow rate a; to class k consists of inflow from the outside
plus the inflow from the other classes within the network. Similarly, d is the effective

outflow rate from class k. Let ¢;; be the fraction of time that server j devotes for

class k customers. For all k =1,..., K, we have
K
ak = Aok + Z diDik; (11)
i=1
M
dk = min ( Z ,uj,kéj,k, CLk> . (12)
j=1
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Next, we maximize the throughput using the following allocation LP having de-

cision variables dj, and 0 for j =1,... M, k=1,... K:

K
max Z dipr,o such that (13)
k=1
M
dk < Zuj,k5j,k7 k= 177Ka (14)
j=1
K
dk S )\po,k+zdipi,ka k= 1a7Ka (15)
i=1
K
k=1

dy > 0,0;,>0,5=1,....M, k=1,....K. (17)

Our objective in this LP is to allocate the servers to the classes so that the output
from the system is maximized. The right-hand side of the first constraint (14) is the
total amount of service effort allocated to class k& and the left-hand side is the long-run
departure rate from class k. So (14) simply means that the departure rate from a
class k cannot exceed the service allocation to that class. Similarly, the right-hand
side of constraint (15) is the long-run arrival rate to class k. So this constraint means
that the long-run departure rate from a class can not exceed the long-run arrival rate
to that class. The constraint (16) prevents us from overallocating a server, and (17)
prevents negative allocations.

Let an optimal solution to the above LP for the offered demand A be given by
05y, and di, for all j,k. Let p*(\) = S dipro be the optimal value of the LP
corresponding to A. Clearly, (di,...,d};) is an optimal solution to the above LP if
and only if (dj,...,d}) satisfy the set of equations (11) — (12) with d;, = d7, for
all j,k. Consequently, one can obtain a solution to (11) — (12) under the optimal
allocation ¢7,, for all j, k, by solving the LP. The solution to the allocation LP
provides an upper bound on the maximum achievable throughput, and we will see
that we can get arbitrarily close to this value. The following theorem states this fact;
a formal proof will be given in Section 3.3.5. Generalized round robin policies that
achieve throughput arbitrarily close to the optimum value of the allocation LP will
be described in Sections 3.3.1 and 3.3.2.

Theorem 3.2.1. (a) Any throughput less than p*(\) can be achieved, where p*(\)
is the optimal value of the allocation LP (13) — (17) for the offered demand X.
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That is, for any given A and 0 < € < 1, there exists a generalized round robin

policy m with throughput pu™ such that u™ > (1 — e)pu*(N).
(b) A throughput larger than p*(X) cannot be achieved.

We also have a result on the behavior of the optimal objective function value p*(\)

as a function of \.

Lemma 3.2.1. The optimal objective function value p*(\) obtained from the allo-
cation LP (13)-(17) is a continuous, non-decreasing, piece-wise linear, and concave
function of \.

Proof. The fact that p*(\) is non-decreasing as we increase A is obvious, since by
increasing A, we are increasing the feasible set. The concavity and linearity of p*(\)
follows from Theorem 5.1 in Bertsimas and Tsitsiklis [12]. Finally, the continuity

follows from the concavity. O

3.2.2 Uniqueness

In this section, we show that given the allocations 65, j=1,...., M, k=1,... K,
the set of equations (11) — (12) has a unique solution (aj,d;) for k =1,..., K. This
result has also been proved by Chen and Mandelbaum [23], Lemma 3.2, but we provide
a different proof. Note, however, that non-unique allocations may lead to non-unique
(ay,dy) values. For instance, consider a network with three classes, external input
only to class 1, and with each customer equally likely to go to class 2 or class 3 from
class 1, after which they exit the system. We have two servers and three classes with

Wik, 7 =1,2, k=1,2,3, values given by the (j, k) entry in the matrix

o 500'
0 2 2

Let A = 6. Then, based on the solution of the allocation LP, p*()\) is 2 and can be
achieved through different assignments, each resulting in different (aj, d}) values. For
instance, let the M x K matrix T* have (j, k) entry 5;‘7,6, for all 7, k. Consider the

following two assignments:

100 100
T = Ty = .
010 00 1

For both assignments, p*(A) is 2. Then, for the first assignments we have aj = a3 =

2.5 and d5 = 2, d5 = 0; however for T3, we have a5 = a5 = 2.5 and d5 = 0, d5 = 2.

17



Consider an arbitrary assignment of servers §;, for all j, k satisfying (16) and (17).
For k =1,..., K, let the effective processing capacity at class k be p; = Z]Ail 145,505k,
so that (12) yields dy = min(pg, ax). For all k = 1,... K, let wy = a; — dy and
Zr = Wk — dg, so that we have ap = wy + ur — zx and d = up — 2. Substituting ay
and dj into (11), we obtain

Wy + g — 2 = >\P0k+z —Zzpzk—)\Pok—FZMszk—ZZszk (18)

i=1 i=1
Let w' = [wq,...,wk], 2/ = [z1,...,2K], and ¢ = [q1,...,qk], where ' denotes the
transpose of a matrix, and
K
QK = )\po,k+ZUipi,k — g, k=1,... K.
i=1

Then (18) yields w— Gz = ¢, where G = I — P'. If uy > ay, then dy, = aj, and wy = 0,
zr > 0. Otherwise, if ui < ay, then zp = 0, w, > 0. Hence in either case we have

wgz, = 0, so that we can formulate (11) — (12) as

w—Gz = q, (19)
Wk — 0, k'Zl,...,K, (20)
W Z O,Zkzo,kzl,...,[(, (21)

which is a linear complementarity problem (¢, G).

Since P" — 0 as n — oo, it follows that G is an M-Matrix (see Chen and Yao
[25] Lemma 7.1), and hence G is also a P-Matrix (see Chen and Zhang [26], page
27). Hence, it follows from Theorem 3.15 in Murty [72] (page 213) that (wg, z)
n (19) — (21) are uniquely determined for (¢, G). Since 0,4, for all j, k, are fixed,
dy = p — 2z, for all k, are also unique, and so are ap = wy + d, for all k. Hence we

have a unique solution for (11) — (12).

3.2.3 Classification of the Nodes

In this section, we identify the stable and unstable sets of nodes based on the solution

of the LP. In particular, we separate the nodes into two sets as follows:

S = Ak:a;=4d;}, (22)
U = {k:a;>d;}. (23)

Since there is a unique solution for (11) — (12), see Section 3.2.2, the sets S and U are
uniquely determined given the allocations {d7,}. The sets S and U specify the sets
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of classes that are stable and unstable, respectively, in the solution of the allocation
LP, where a class is defined to be stable if the departure rate from the class equals
the arrival rate. Note that the unstable set of classes U cannot simply be determined
by comparing the solution of the regular balance equations {r;} with the effective
processing rates at each station; i.e., U is in general different from {k : rp > puj},
where 7, = Apo i + Zfil ripi and py = Zj\il tj 05y for all k.

For example, consider the network illustrated in Figure 1, where all customers
arrive to class 1 and each customer is equally likely to either depart or be routed to
the other class from each class 1, 2; see also the routing matrix P. Suppose that we
have three servers and that the service rates for each class are indicated in the matrix

H, where the (j, k) entry is i, x:

0 05
pP= JH =
<0.5 0 )

Looking at the respective service rates ;5 in H, the best assignment of the servers to

(24)

~ ot O
S =N

the classes is not obvious. Since the effective arrival and departure rates at the classes
depend on these allocations, identifying the unstable classes from the matrix H by
inspection is also not obvious. So we resort to the allocation LP (13) — (17). When
A = 6, the optimum objective function value (df /2 + d5/2) is given by u*(6) ~ 4.7727

and the assignments are as follows

0 1
T~ | 0.6364 0.3636 | . (25)
1 0

According to these results, we see that the effective processing capacities, departure,

and arrival rates at each class k = 1,..., K are given by

p* ~ [7.1818,2.3636], d* ~ [7.1818,2.3636]', a* ~ [7.1818,3.5909]',

where p* = [uf, ..., u5], & = [d;,...,d%] and a* = [a},...,a}].

If we solve the
regular balance equations, we obtain r; = 8 and 7o = 4, so that {k : r > ui} = {1, 2}.
However, according to our algorithm, the only unstable class in the solution of the
allocation LP is class 2, because we have a} = df and aj > d3, so that U = {2} and
S = {1}.

As shown before, we cannot simply determine stable and unstable nodes by in-

spection, and Jackson networks are no exception. Goodman and Massey [43] identify
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Figure 1: A two-class network

the maximal subnetwork that achieves steady state in a non-ergodic Jackson network.
However, the allocation LP can also determine the stable and unstable sets of nodes
for Jackson networks with the servers constrained to choose only one class to serve
(i.e., ;1 € {0,1}, for all j and k). Unlike the algorithm suggested by Goodman and
Massey [43] to find the stable and unstable sets, our LP not only provides a classifica-
tion of the nodes but also suggests an optimal server allocation plan that maximizes
throughput. If the server allocation is predetermined (i.e., the 07 are given), then
the stable and unstable sets suggested by our LP coincide with those determined in
Goodman and Massey [43]. Moreover, an invariant distribution exists for the stable
set of classes as shown by Goodman and Massey [43].

Note that some policy m with throughput ™ that comes arbitrarily close to the
optimum throughput p*(A\) (i.e., ™ > p*(A) — €, where € > 0 is small) does not
necessarily have the same sets of stable and unstable classes as determined by the
allocation LP. For instance, consider a network with two classes and offered demand
A = 1, where each job is equally likely to go to class 1 or class 2, from which they exit
the system. We have one flexible server with (411, #t12) = (1,0.5). Then, the unique
optimal allocations are given by 67, = 1/2 and 47, = 1/2 with p*(\) = 0.75. Hence
the sets S and U are uniquely determined by {1} and {2}, respectively.

Next we consider three allocations that yield different stable and unstable sets.
First, for any 0 < € < 1, let (5%11),5512)) = ((1 —¢€)/2,(1 +¢€)/2), so that SU = @,
UM = {1,2}, and p = pu*(\) — €/4 > p*(\) —e. Secondly, for any 0 < € < 1,
let (617,89) = (1 +€)/2,(1 — €)/2), so that S@ = {1}, U® = {2}, and p® =
w(A) —e/4 > p*(N\) —e. Finally, consider the assignment (5&), 5%32)) = (0,1), then we
have 1 = 0.5 > p*(\) — € for € > 0.25, and S® = {2}, U® = {1}. We observe
that even if the allocation LP has unique set classifications, we can construct policies
based on € with different stable and unstable sets. Hence, we conclude that stability
of a class according to the LP does not imply it has to be stable for a near-optimal

policy, and vice versa. Returning to the example, if we want to get arbitrarily close
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to p*(A) with a small enough €, then only policies 1 and 2 are valid, because the last
one violates this requirement. This suggests that as we get closer to the optimum
allocations (i.e., € — 0), the set of unstable classes under a near-optimal policy will

contain the set of unstable classes of the allocation LP.

3.3 Optimum Server Allocation

In this section, we develop two alternative server allocation algorithms that achieve
throughput that is arbitrarily close to the optimum value of the allocation LP (13) —
(17). The analysis is complicated by the observation in the previous section that
for a policy 7, the set of stable and unstable classes may not correspond to those
given by the LP. This makes it difficult to determine the proportion of time spent
by a server at each class under w. To ensure that the fraction of time that servers
spend at the different classes is sufficiently close to the allocations obtained by the
solution of the allocation LP, we propose two approaches. The first, described in
Section 3.3.1, involves admission control and controlled routing. The second approach,
described in Section 3.3.2, involves forced idling of servers at certain classes. Section
3.3.3 constructs the underlying fluid model for the queueing network described in
Section 3.1 and Section 3.3.4 describes a Markov process model for the same queueing
network. Section 3.3.5 uses the results from Sections 3.3.3 and 3.3.4 to prove that
the algorithms provided in Sections 3.3.1 and 3.3.2 can be used to obtain throughput

that is arbitrarily close to the maximum output p*(A) given the available demand .

3.3.1 Server Allocation Policy with Admission and Routing Control

In this section, an algorithm for assigning servers to classes is presented based on
the allocation LP introduced in Section 3.2.1. In particular, suppose that we are
given a certain A (level of offered demand to the system) and asked to maximize the
throughput without regard to stability. Let {07, } be the optimal assignment fractions
given by the solution to the allocation LP (13) — (17), and let p*(\) = Zszl diPro
be the resulting optimum throughput. Our aim is to assign servers to classes based
on the fractions {d5,} to achieve throughput as close to p*(A) as desired. For this,
a generalized round robin policy with admission control and controlled routing is
considered. More specifically, in this policy, we reject arrivals to the system with a
small probability, and also modify the routing probabilities p; j, for all 7, k, so that the
arrival rate to the classes & € U is reduced to dj, and excess input is rerouted to an

imaginary class K 41 served by an imaginary server M +1. In practice, the customers
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routed to class K + 1 would be scrapped, but the addition of his imaginary class
simplifies the analysis as it facilitates differentiation between successful completions
and scrapped customers. This policy not only guarantees a target throughput, but
also stabilizes the classes in the network by scrapping just enough customers at certain
classes in the network.

The following proposition is used to show that for any allocation of servers to
classes, a generalized round robin policy exists that gets arbitrarily close to that

allocation. For a proof, see Andradéttir, Ayhan, and Down [6], Proposition 3.

Proposition 3.3.1. Let k be a finite set, and for each k € k, suppose that my and
O satisfy 0 < my, < 00, 6 > 0, and 0 < Y7, 6 < 1. Suppose furthermore that
0 < s < oo. Then for any 0 < e < 1, there exists a set of non-negative integers {lx},
where k € k, such that
lkmk
— > 0(1 — lkek. 26
Ty g 2 01— €) for alt ke (26)
Let 1{-} denote the indicator function. Then one possible choice for I is

I — {(1 — ) (5 + e, mil{d; > O})ﬂ |

€My

(27)

Consider a specific policy 7 that has each server j serving a fixed list V] of classes
in a cyclic order. For each class k € V[, server j serves a maximum of /7, customers
and then moves to the next class on the list for service, but if the queue for class &
empties before (7, service completions, the server moves on to the next class on its list.
If there are no more customers in any of the classes on the list, then the server idles
until an arrival to any class on the list. We now state how to choose the parameters
V" and [7, of our generalized round robin server assignment policy 7, assuming that
the offered demand to the system is A. In the following algorithm, we are primarily
interested in the behavior of the network when A > A* (i.e., when U # ()), where \*
is the maximum offered demand such that the system can be stabilized for A < A\*.
The case A < A* is already covered in [6], where it is shown that A* can be computed

by solving an appropriate LP.
1. Solve the allocation LP (13) — (17).
2. Choose 0 < € < 1.

3. Admission Control: Thin the arrival process by rejecting arrivals with proba-
bility € and accepting them with probability 1 — €, so that the arrival rate
reduces to A = A\(1 — e).
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Controlled Routing: Introduce an imaginary scrapping class K + 1 with an
associated dedicated server M +1 such that pps11 k41 = Aand 034 xg =
1. Replace the routing probabilities p;j, where 0 < 4,k < K by the
following routing probabilities p;x, 0 < 7,k < K. For 0 < i < K, let
Dik = pix for k € S; pip = pirer for k € U, where ¢, = d}/a}; pixi1 =
Y owev Pik(l1—€x); and priio = 1, prr,r41 = 0. For 1 <k < K, pro = pro
and pr 1 = 0.

4. For each server j, specify the ordered list V™ using all of the classes k with
k05, > 0. Define the ith element of each list V™ as v;; and let | - | denote

cardinality of a set.

5. For each server j with [V]7| > 1, let s7 be the expected switching time in a cycle

of visiting the states in V™ in order, so that
vl
T J J
S; = Z S'Uj,i/Uj,iqu +Svj,|vj7r|:”j,1'
i=1
6. For each server j with V7| > 1 and each class k € V], calculate parameters 7
satisfying {5 m;x/(s] + Zievjﬁ 17myi) > 05, (1 =€), where € = ¢/(2 —¢), see

Proposition 3.3.1 and equation (27).
7. For each server j with |[V'| =1, set s7 =0 and [5, =1 for k € V.
8. For each server j and all classes k ¢ V[, let [T, = 0.

As a result of ignoring stability in the allocation LP (13) — (17), it is possible
to have queue lengths {Qy(t)} at certain classes k diverge as ¢ — oo, without the
controlled routing. The following theorem shows that the above generalized round
robin policy 7 yields throughput p™ that comes arbitrarily close to achieving the
desired throughput level of p*(\), and also stabilizes the original queueing network.

The proof of Theorem 3.3.1 is postponed until Section 3.3.5.

Theorem 3.3.1. A policy constructed using the above algorithm achieves throughput
w" = (1 —e)u*(N). Moreover, the distribution of the queue length process {Q(t)}

converges to a steady state distribution as t — oo.

It immediately follows from Theorem 3.3.1 that an appropriate value of ¢ will
guarantee that we achieve a target throughput u < p*(\), as stated in the following

corollary.
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Corollary 3.3.1. A policy constructed using the above algorithm with e = 1—p/u*(\),
where p < p*(X), achieves a target throughput p (i.e., p™ = p).

3.3.2 Server Allocation Policy with Forced Server Idling

In this section, we introduce an alternative generalized round robin policy without
admission control or controlled routing. Since we allow instability in the system, each
server j will eventually always find more than the required number of customers /; ;. at
unstable classes k, and hence spend the maximum amount of time allowed during each
of its cycles at such classes in its list. However, this could result in problems, because
although the fractions of time servers spend at unstable classes are guaranteed to
achieve certain minimums (see Proposition 3.3.1), we do not control how big they
can be. Since there are always customers to process at unstable classes, it becomes
possible for a server assigned to an unstable class to spend more time than required
there, resulting in the flows of customers between stations in the network not being
sufficiently close to the optimal flows identified by the allocation LP (13) — (17). To
prevent this, we force the servers to spend the required amount of time at each of
the classes in their lists, even if it means idling them. Unlike the approach in the
previous section where servers complete a fixed number of customers before switching,
we will construct a timed round robin policy where servers spend a fixed amount of
time at each class on its list. We also assume that service time distributions are
independent of the server (this assumption is required since a server may resume a
customer service started by another server). Hence, we will represent the service
requirement of customer n at class k by vx(n), and server j reduces this requirement
at a rate ju;, when assigned to class k.

Consider a specific policy 7 that has each server j serving a fixed list V] of classes
in a cyclic order as in Section 3.3.1. For each class k € V[, server j spends a fixed
amount of time A7, at class k, even if the queue for class k empties before that time,
and then server j moves to the next class on its list. We make use of Proposition
3.3.1 to determine h7,, for all j, k. Although the following algorithm works for any
value of A\, we are primarily interested in the behavior of the network when A > A\*.
Next, we state how to choose the parameters V™ and h7, of our generalized round
robin server assignment policy 7, assuming that the offered demand to the system is
A. In particular, we will use the eight-step policy of Section 3.3.1, except that steps
3, 6, and 8 of that policy are replaced by the steps below:
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3. For all the servers j =1,..., M, let
K
Kj=1-Y 6 {ux >0}
k=1

6. For each server j with [V| > 1 and each class k € V[, set &7, = &5, +
ki /|V]], for all k € V], and calculate parameters 7, satisfying I5,m;x/(s] +
Zz‘evj” I7;mj;) > 6%, (1 — €), see Proposition 3.3.1 and equation (27).

8. For each server j, set h7, =17 m;, for k € V", and h7, =0, for k ¢V

Theorem 3.3.2. A policy constructed using the above algorithm achieves the through-
put p™ = (1= e)p*(A).

The proof of Theorem 3.3.2 is provided in Section 3.3.5. It immediately follows
from Theorem 3.3.2 that an appropriate value of € will guarantee that we achieve a

target throughput p < p*(\), as stated in the following corollary.

Corollary 3.3.2. A policy constructed using the above algorithm with € = 1—pu/u*(\),
where p < p*(N), achieves a target throughput p (i.e., p™ > ).

3.3.3 A Fluid Model for Queueing Networks

The fluid models involve smoothing out discrete processes, using the SLLN. In this
section, we develop a fluid model for the original queueing network described in
Section 3.1 under a server assignment policy 7. Let ¢ = Zle Qr(0). Suppose
that the function (Qx(+), T;x(+), V4, k) is a limit point of (Qx(qt)/q, T;x(qt)/q, V7, k)
when ¢ — oo. Then (Qi(-), Tjx(:) : k = 1,...,K) is a fluid limit of the system.
Each component of a fluid limit is absolutely continuous (and thus differentiable)
almost everywhere in [0,00) (see Dai [32], page 20). If we require the derivative
of a quantity, we will assume it is taken at a time point ¢ such that the derivative
exists (such a point is known as a regular point). For each class k = 1,..., K, let
Ap(t) = lim,_o Ag(qt)/q and Dy(t) = lim, ., Dx(qt)/q be the fluid limits for the
arrival and departure processes A (t) and Dy(t), respectively. Then the deterministic

analogs A, D, and @ of the queueing network processes A, D, and @ satisfy the
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following equations (see Theorem 4.1 of Dai [33]):

K M
At) = Mpoxt+ DD piwniiTia(t), k=1,... K; (28)
i=1 j=1
M
Di(t) = > muTist), k=1,... K; (29)
j=1

K M M
Qr(t) = Qr(0) + Aport + Z sz‘,k,uj,iTj,i(t) — Z 1k Tik(t), k=1,..., K30)
j=1

i=1 j=1
Equations (28) — (30) are obtained from (8) — (10) by replacing S;(t), Ex(t), and
®; (n) by their asymptotic means. Note that (28) — (30) are independent of the

selected policy 7, the dependence on 7 is given in the functions {Tjx(t)}.

3.3.4 Underlying Markov Process Construction

In this section, we define a Markov process X = {X(t),t > 0} which describes
the dynamics of the queueing network described in Section 3.1 with K classes and M
servers operating under a generalized round robin policy m, where each server j cycles
among all the classes £k on its list V", serving a maximum of [7, customers at class
k before moving to the next class. Let U(t) and Vji(¢), 7 =1,.... M, k=1,... K,
be the residual interarrival and service times defined in Section 3.1 and W;(¢) be the
residual switching time at time ¢ for server j. Also, let L;(t) be the location of server
J at time ¢ (set to the destination class if the server is switching at time t), I;(¢) be
the status of server j (0 if the server is idle or switching, 1 if busy), and N;(t) be the
number of customers finished by server j at the current location L;(t) (reset to zero
each time server j idles or makes a switch). Note that since we have non-preemptive
service, the residual service time can be only at the current location L;(t) at time
t, so let V;(t) be the residual service time for server j. The continuous variables
{U(t),V;(t), W;(t)} are taken to be right continuous. Then the process X (t) defined
by

X(t) = (U(t), V;(t), W;(t), Qu(t), L;(t), L;(t), Nj(t);5 = 1,..., M,k =1,..., K)

can be shown to have the strong Markov property as in Section 4 of Davis [34], with

elements
zeRy x RY x RY x Z5 x {1,..., K} x {0,1}M x {0,1,...,max{;; — 1}M.

Next, we need to make minor modifications for the allocation policy described in

Section 3.3.1 as it results in a slightly modified network. A similar Markov process
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exists for the modified network under admission control and controlled routing as
for the original network, with the only difference that the dimension of the state is

increased by the additional class and server, so that the Markov process evolves on
e Ry x RYT x RY x 25T x {1,..., K}M x {0,1}M x {0,1,...,%%1],,{ — 1M

Note that Vi41(t) is the only information, we need to keep on the (M + 1)™ server,
because it is a dedicated server assigned to class K + 1. Since we will not be proving
the stability of the queueing network under the policy described in Section 3.3.2, we

do not need to describe the resulting Markov process in that case.

3.3.5 Proofs of Theorems 3.2.1, 3.3.1, and 3.3.2

In this section we give formal proofs to Theorems 3.2.1, 3.3.1, and 3.3.2. We start with
part (b) of Theorem 3.2.1. Next, we prove Theorem 3.3.1 for the generalized round
robin policy introduced in Section 3.3.1. Then part (a) of Theorem 3.2.1 follows.
Finally we show that the allocation policy in Section 3.3.2 also achieves the target

throughput, as stated in Theorem 3.3.2.

Proof of Theorem 3.2.1(b). We proceed by contradiction. Assume that there exists a

policy m and a subset A of the sample space Q2 with P(A) > 0, such that
D™ (t,w)

lim sup

t—o0

> ' (N), Vw € A, (31)

where D™ (t,w) is the total number of departures from the system under the policy 7
in (0,¢] for the sample path w. By the i.i.d. assumption on the primitive processes,
there exists a set A’ with P(A") = P(A) such that for all w € A’ and any €,¢; > 0,
there exists 77(w) and N(w) such that for all ¢ > T3(w) and for all n > N(w), and
1=0,.... K, k=1,..., K,and j=1,..., M,

<€, <e.

‘ Ek<t7 w) o )\po A

t

— Kk

Next we obtain bounds on the cumulative queueing processes, starting with the
departure process from each class. We have Dy (t) = Zj‘il Sik(Tik(t), k=1,... K.
On the sample path w € A, some servers may spend a finite amount of time at given

classes, resulting in two cases:

e For pairs j, k such that lim, .. T} (t,w) < oo, we have S, (T;x(t),w)/t — 0,
since S, x(t,w) < oo, for all ¢, by assumption (5).
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e For pairs j, k such that lim, .., T} x(t,w) = oo, we can find T5(w) such that for
all t > Th(w), we have T} ;(¢t,w) > T (w) implying

<e.
7}7k(t7 w)

— Mjk

Let My (w) = {7 : pjr > 0 and limy_,o T} 4 (t,w) = co}. We have

Di(t,w) S Li(t,w))  Ti(t,w) SinTintw)) o 1 e
t je%;;(w) Tt w) t +j¢§k:("-’) t | o
Let 0,x(t,w) = Tjx(t,w)/t. For any e; > 0, there exists T5(w) such that for all
t > T3(w), we have 7oy r ) Sik(Tin(t,w))/t < €, for k = 1,..., K. Then for

t > max{Ty(w), T3(w)}, we have
Dy(t,w)

< > (st e)intw) te k=1, K

JE€Mj,(w)
Let €3 = eM + €, which implies that €3 > maxy{e > ;) () djk(t,w) + €2}, and thus
for t > max{Ty(w), T3(w)}, we obtain
Dy(t,w)

P — €3 S Z uj7k5j7k(t,w), k= 1,...,K. (32)

JEMy(w)
Next, we bound the arrival process to each class. Let K = {1,..., K} denote the

set of all classes in the network, and define
K\ K(w) = {k: tlim T k(t,w) < 00,V with pjs > 0} = {k: My(w) = 0}.

Note that all of the servers capable of working at the classes in K\ K(w) spend only a
finite amount of time at those classes, so that the number of departures is bounded.
For the arrival process, we have

K
A(t,w) = Bp(t,w) + > uu(Di(t,w)), k=1,... K.

i=1
For i € K(w), lim; . D;(t,w) = oo, and hence there exists Ty(w) such that for all
t > Ty(w), we have D;(t,w) > N(w), implying
‘ D, 1(Di(t,w))
D;(t,w)
For i € K\ K(w), limy_o Di(t,w) < oo, and limy_o ®; x(D;(t,w))/t = 0. Hence, for
any €4 > 0, there exists T5(w) such that for all t > T5(w), we have

3 M<e4 k=0,1,... K.
IER\K(w) !

—pix| <€, k=0,1,..., K.
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Then, for the arrival process, we have for ¢t > max{T}(w), Ty(w), T5(w)},

Ak(t, w

Di t, w
)Skmk+qﬁ-§:(mﬁ+q) 09) e k=1, K
iek(w) t

Plugging in (32), we get, for ¢ > max{T}(w), T2(w), T5(w), T4(w), T5(w) },

Ap(t,w D;(t,w
kl )S)\po,k—i- Z Dik (t )+ €1 Z Z 051 (t W)ty

t
ieK(w) ieK(w) JEM;(w)

+€1 Z €3+ €4 + €71, k’:L,K
iek(w)

We also have Dy (t,w) < Ag(t,w)+Qx(0) for all t > 0. Let e = ey KM pu+ Kejes+
€4 + 2¢1, where pp = max{p;,;,j=1,...,M,i=1,..., K}, so that

652ml?x{61 Z Z 0;i(t,w)psi + € Z 63—|—e4+261}.

i€k (w) JEM;(w) i€k (w)

Then for ¢ > max{T}(w), To(w), T5(w), Ty(w), T5(w), Qr(0)/€1} we have

Dyt
J%ﬁﬁ k=1,... K. (33)

Di t,w
— €5 < A\po + Z Dik (t,w)

iek(w)

Finally, we bound the departure process from the system, D(t,w) = 325 | ®; o(Di(t, w)).
For t > max{Ty(w), T5(w)}, we have

Let €5 = €15 (€3 + M) + €4, so that (32) implies that €5 > €1 )00,y Di(t,w)/t + ea
Then we get for ¢t > max{7Ty(w), T5(w)}

D( —66 Z sz

ek (w)

(34)

By assumption, under policy m, the departure process satisfies (31). Let [ =
limsup,_, ., D™(t,w)/t > p*(A\). Then for any ez > 0, D™(¢t,w)/t > | — e infinitely of-
ten. Then we can choose a time ¢ty > max{7T}(w), Tz(w), T3(w), Ty(w), T5(w), Qx(0) /€1 }
with an e; small enough so that D™(ty,w)/ty > p*(A) and also the bounds in (32),
(33) and (34) are satisfied at ty. Rewriting (32) — (34) for the cumulative processes
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at time ty, we get

Dk (to, CU)

+ — €3 S Z Njk(sjkth ) k’:l,...,K, (35)
0 JEM(w)
D (t i(
M—% < Apox + Z pzk (fo, o yk=1,... K, (36)
0 zElC(w)
D(t i(t
M—% < Z sz (fo, v (37)
0 ieK(w)

Next, our aim is to show that given the above bounds on the cumulative processes,
there exists a solution to the LP (13) — (17) with an objective value greater than

(X)), which will yield the desired contradiction. To see this, define

. 0 if/{GK\K(w)’
FT 2w g e (),

to

and

s [0 if j ¢ Mu(w),
Pk §in(to,w) if j € My(w).

Plugging these in (35), (36) and (37) and noting that the bounds in (35) — (37) hold

for arbitrarily small €3, €5, and €4, respectively, we get after a little manipulation

K
> piodi > (N, (38)
i—1
M
dk < Z :u’j,kéj,kv k= 17 BRI K7 (39)
B K
dp, < >\p0,k+zpi,kdia k=1,...,K. (40)
i—1

By definition, we have dj, > 0 and d, > 0. Moreover, Z,I::l T 1 (to,w) < to implies
that Zle djp <1forj=1,..., M. Then we see that along this sample path w under
the policy 7, we can construct a solution to the LP (13) — (17) with an objective value

greater than p*(\), a contradiction. O

Proof of Theorem 3.3.1 and Theorem 3.2.1(a). We will refer to the network obtained
as a result of the controlled routing in step 3 of the policy 7 described in Section 3.3.1
as the “modified” queueing network. Hence step 3 of this policy results in a modified
network under admission control. Let P be the routing matrix for the modified
network (so that P has (i, k) entry p;y for i,k =1,..., K + 1). Then we have that
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(I — P) is invertible and P" — 0 since the modified network is open (see, e.g., Lawler
[64], page 27).

To prove Theorem 3.3.1, we need to develop the queueing network equations and
the corresponding fluid model for the modified network. We can obtain these in the

same way as we did in Sections 3.1 and 3.3.3. So we have

K+1
At) = Bu(t)+ ) Cir(Dit), k=1,... K +1;
=1
M+1
Di(t) = Z Siw(Tie(t), k=1,..., K +1;
j=1

Qk(t> = Qk(O) + Ak(t) — Dk(t>, k) = 1, .. .,K—|— 1;

and 0 < SFHNT(8) <t j=1,...,M + 1, where ®;4(n) = 37, dix(l) and the
random variables gglk(l) are independent and have value one with probability p; , and
are zero otherwise. Similarly, fluid limits Ag(t), Dy(t), and Qy(t) for the modified
network under admission control are defined in the same manner as for the original

network, for £k =1,..., K 4+ 1, and satisfy the equations

K+1M+1
Ap(t) = Npopt+ Z Z Pikityils(t), k=1,..., K+1;
=1 j=1
M+1
Di(t) = Y piaTin(t), k=1,..., K +1;
j=1

K+1 M+1 M+1
Qr(t) = Qr(0) + Npot + Z Z PiebsiLji(t) — Z ik (t),
i=1 j=1 =1
k=1, . K+1; (41)

subject to the conditions

K+1
0< Y Tin(t)<t, j=1,....,M+1;
1

+

>
Il

@7k(0) =0 and Tjk() is non-decreasing for j =1,... M+ 1,k=1,..., K + 1,

Qr(t) >0, k=1,....K +1;

I5,m; dT; (1
- T EE R ' u
55 ‘f‘zie\/jfr ljﬂ'mj,i dt

k=1,...,K+1, whenever Q.(t) > 0.(42)
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The lower bound in (42) can be derived as in Andradéttir, Ayhan, and Down [6].

Let rp =dj, fork=1,..., K, and 7x11 = A\Po k+1 +Zfil d:pi.k+1. We claim that
ri, ...,k satisfy the traffic equations for the modified queueing network under the
offered demand A, so that

K+1
T’k:/\ﬁo’k—kzriﬁi,k,kzl,...,K+1. (43)
i=1
To see this, recall that aj, = Apg ;, + Zfil dipig, for k=1,..., K. First consider the
classes k € U. Then, we get

K41 K
Mok + D Tibik = Apoxk+ Y diDike

i=1 i=1

*

K
k d * *
= ex(Apox + E dipix) = a_]:ak =dy, =14, k€U,
i=1 k

as required. Next consider the classes k € S. Then dj, = aj, and we get

K+1 K
Mook + Y i = Apox+ Y dipp=ap=di=r,, k€S
i=1 =1

Finally, 741 = Apo,x+1 + Zf;rl TiDi,k+1 follows from the definition of rx; and the
fact that pri1 x+1 = 0. We have shown that 7y, ..., rx. satisfy (43), and since I — P
is invertible, the solution is unique.

Let ag, K = 1,..., K + 1, be the unique solution of the system of equations
(43) when A = 1. Then we have ay, = di/\, k = 1,..., K, and agi1 = Poxi1 +
(K dPi.kc1)/X. Moreover, by constraint (14) in the allocation LP, we have

i=1""

M M+1
re=dy <Y kb= b, k=1, K, (44)
j=1 Jj=1
and
M+1
TRyl S OA= Z :uj,K+15;,K+1 (45)
J=1

follows from the facts that px.19 = 1, k1 is the flow through node K +1 in a stable
queueing network with offered demand A\ and routing matrix P, and if rx,; > A, the
system would have more output than input. Then, by the server allocation policy 7,
and (44) — (45), we have, forall k =1,..., K + 1,

M+1 M+1

[T
J.k > ) 5* ! o
) — = > ) pad(1 =€) = (1 =€), (46)
Sj + ZZ’EV;r llmﬂvl j=1 PRIk

J=1
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Let X = A(1 —¢) be the thinned offered demand, and 7, = Nag, k=1,..., K +1,
be the solution to the traffic equations for the modified network corresponding to the
offered demand . Since (1 —¢€)/(1 —¢€) =1+ €, we have

1 _
Pl =€) = Mar(l =€) = Nay C o1 46), k=1,... K +1. (47)
— €
Plugging (47) in (46), we get
M+1 l7T
> — 2 >p(l+é), k=1,...,K+1, (48)
=1 i + Zier’T 15y,

Equations (42) and (48) for the modified network imply that when Q(t) > 0,
Zj‘f{l % > r.(1 + €). By Theorem 2.4.9 of Dai [32], this means that there
is a finite time ¢y such that the system is empty and the fluid model for the modified
network is stable under the offered demand . Then by Theorem 4.2 of Dai [33],
the Markov chain describing the dynamics of the modified network is positive Harris
recurrent. Hence, the modified queueing network is stable for the offered demand N,
and the distribution of the queue length process {Qx(t)}, k =1,..., K + 1, converges
to a steady state limit as t — oo.

Finally, it remains to find the throughput ™ for the modified network with offered
demand )\ under the policy 7, i.e., without the customers serviced at class K +1. For
this, consider the fluid scale queue length differential equation obtained from (41) for
the modified network under admission control. Given the queueing network is stable,
there exists some time t, such that S5 " Q. (t) = 0 for t > t,. Then, for any t > to,

we have

K+1 M+l (t) M+1 AT (1)
.7 { Js _
0—/\p0k+2pszMgz —;uj,k B k=1 K+ 1 (49)
Let di(t) = dDy(t)/dt = Y2010 11,dTj(t) /dt be the fluid level departure rate from
class k, for k =1,..., K + 1, in the above equation (49). Then we see that solving
the set of equations (49) for di.(t), k =1,..., K +1, gives the same solution as for the
traffic equations in (43) when the offered demand is \'. Hence, di.(t), k =1,..., K+1,
are uniquely given by di(t) = 7, k = 1,..., K+1, and the fluid level total throughput

rate d(t) = dD(t)/dt from classes k =1,..., K is

M+1

K
Zpkoz,ujk Jk Zrkpko—z 1 —e)dppro = p* (M) (1 — ),
k=1
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and hence
D(t) — D(to) = p"(A)(1 — €)(t — to). (50)

Connecting back to the queueing network, recall that D(t) is a limit point of
D™ (qt)/q as ¢ — oo, where D™(t) = S°8 | &y o(D(t)) is the total number of depar-
tures from the modified network until time ¢ from classes k = 1,..., K with offered
demand X\ under the policy 7. Assume [ = limsup,_, . D™(t)/t # p*(\)(1 —¢€). Then,
there exists a sequence {t;} such that limy .., D™(tx)/tx = l. Hence, there exists a
fluid limit D(-) such that D(t) = lim, .., tD™(qt)/qt = tl, contradicting (50). So we
have

DT (t)

— V(L —e).

lim sup

t—o00

This completes the proof for Theorem 3.3.1, and part (a) of Theorem 3.2.1 immedi-
ately follows. O]

Proof of Theorem 3.3.2. By Steps 3 and 6 of the generalized round robin policy =
in Section 3.3.2, we obtain an alternative feasible solution to the LP (13) — (17),
that is also optimal. By inflating some 47,
(14) and (15) and also making each of the constraints in (16) tight. Let di be the

corresponding departure rates with allocation 5;,@ see (12). Then we see that di > di,

we are relaxing some of the bounds in

hence this feasible solution also achieves the optimal. From now on, we will refer to
the alternative LP solution dj, gj’k as dj, 0% .

As a result of the policy 7, each server spends exactly the same amount of time
at any class during each cycle of visiting the classes in its list. Let [;x(¢) be the
cumulative idle time for server j at class k, and I; 1 (¢) the corresponding fluid limit.
Then the fluid model for the queueing network under the server allocation policy of
Section 3.3.2 satisfies the equations (28) — (30) subject to the conditions

1(0) = 0, [;x(0) = 0, and T;4(-) and I;4(-) are non-decreasing for j = 1,..., M,

@0 >0, and Q™ —0. k=1 K, 51
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dT; (1) dIL: (¢ i
J’k<>+ J’k(): gok ,7=1....M, k=1,...,K; and
dt dt ST+ D ey MY
dT; o (t h™ _
j’k<>: ik ,j=1,...,M, k=1,... K, whenever Q(t) > 0.
dt ST+ D icvr I,

The second constraint in equation (51) means that [;;(t) can only increase when
Qg (t) is zero. Whenever the amount of fluid at a given class k is positive, then the
fluid level is decreased at a constant rate by each server j such that hj, > 0. Then
Zj:kevjw(h;kuj,k)/(s}r + Zier h7,) is the total rate at which the fluid level at class &
is decreased whenever Qy(t) > 0 for k =1,..., K.

Next consider a fixed server system with K servers operating under the non-idling
FCF'S service discipline, external arrival rate A, and routing probabilities among the
classes given in the matrix P. Assume that server k is assigned to class k, and set

the service rates puf, k =1,..., K, of the servers as

h” ik
T z j,k 75
& 57+ ZieV?f h;r@
J

JkeVT J

Then we see that this fixed server system has fluid limits {A(t), Dx(t), Qw(t),Vk €
K}, satisfying the same properties as the multi-class system with M servers operating
under the policy of Section 3.3.2. Since we have the same routing matrix P for both
systems, this means the fluid limits for the throughput D(t) = S5 | Di(t)pr.o, and
hence the throughput of the original system, are equal.

To analyze the throughput in the fixed server system, we can proceed as in Chen
and Mandelbaum [23]. Let a;, and dj, be the arrival and departure rates (defined as the
inflow and outflow capacities in [23]) at servers k = 1,..., K with the corresponding
vectors A and D. Let pu be the K-dimensional processing capacity at each server,
with the k™ element pu7. Then A, D, u, and the external arrival rate vector E with

Ey = Apoy, k=1,..., K, satisfy the traffic equations,

A = E+PD, (52)
D = AAyp, (53)
where A denotes the componentwise minimum. We know from Section 3.2.2 that

(52) — (53) has a unique solution for A and D, when p is given. The throughput of

the fixed server system 7(u) as a function of the processing capacity u is given by

T(p) = Zdipi,o =l —P)AAp),

i=1
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where e is the K-dimensional unit vector, see page 426 of Chen and Mandelbaum
23].

Now, 7(u) is a nondecreasing function of the processing capacity p (see page 427
of Chen and Mandelbaum [23]). Let u* be the vector of processing capacities corre-
sponding to the optimal allocations, so that the k™ entry of p* is u} = Z]]Vil 145,507 1
k=1,...,K. Then we see that (52)—(53) are satisfied for ay = a} and d, = dj. Hence
the maximum throughput for the fixed server system with processing capacity p* is
given by 7(u*) = 321, dipio = p*(N). By Proposition 3.3.1, we have p > p*(1—¢) so
that 7(u) > 7(u*(1 —€)). We claim that for the fixed server system with processing
capacity p*(1 — €), the throughput 7(u*(1 — ¢€)) is at least p*(A)(1 — €). This follows

because we have
dy(1—€) < pp(l—e), (54)

K K
di(l—e¢) < M1—=Opor+ (1= dpir < Apor+ > di(l—e)pis. (55)

i=1 i=1
Inequality (54) follows from (14) and (55) follows from (15). But then dj, = d}(1—e¢) is
a feasible solution for the allocation LP (13)—(17) with fixed servers having processing

capacity p*(1 — €), and dj, is the optimal solution. Hence, we have 7(u) > 7(u*(1 —
€)) = Z,I::l dkpro > Zszl di.pko = 1 (A)(1 — €) as required. O

3.4 The Saturation Input and Maximum QOutput

Even if we allow some of the classes in the network to be unstable, the output from
the network does not necessarily increase with increased offered demand A. We refer
to the point A where increasing the offered demand has no effect on the best possible
output as the “saturation” input to the system, and we let i denote the corresponding
maximum output. In this section, we discuss how to identify X and . This informa-
tion determines the limitations for our system. We also show how to determine the
minimum demand required based on a target output level of u < .

To determine fi, we use the allocation LP (13) — (17) with the only difference that
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we set A = oo

K
max Z dipr,o such that

k=1
M
de < piwbig k=1,... K; (56)
j=1
K
d, < Zdipz‘,ka VEk 2 pox = 0; (57)
=1

K
Z(S],k < ]-a.]:]-77M7
k=1

dy > 0,0,>0 j=1,....M k=1, K. (58

The following theorem shows that the solution of this LP allows us to identify the

maximum output i and to define an upper bound on the saturation input .

Theorem 3.4.1. (a) Let i = S_1, dipro be the optimal value for the allocation
LP (56) — (58) and

< ds — S drp,
A = max { £ 2 Zp’k}. (59)

k:po, k>0 Do,k

Then we have X < X and p*(\) = fi, for all A > X. That is, even if the arrival
rate to the original queueing network is increased beyond 5\, any capacity larger

than i can not be achieved.

(b) The optimal value i of the allocation LP (56) — (58) is a tight upper bound on
the maximum achievable throughput. That is, any capacity larger than [ cannot
be achieved in the original queueing network. Moreover, given a demand A > 5\,
there exists a specific round robin policy © with parameters given by the solution
of the LP (56) — (58) and constructed as in Section 3.3.1 or Section 3.3.2 with
w" > (1l —€), where 0 < e < 1.

Proof. The optimum value g of the allocation LP (56) — (58) is finite, since (56)
implies that d;, < Zj\il Wik, k=1,..., K, and Zle dipro < Zle di. Also note
that 65, dj, from the solution of the above LP also satisfy the allocation LP (13)—(17)
for any A > X\ with an optimum value p*(\) = [, since (15) is automatically satisfied
by definition of A. Together with part (b) of Theorem 3.2.1, this proves part (a) of

the theorem.
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By Theorem 3.2.1, we know that i is a tight upper bound on the achievable
throughput. Moreover, Theorems 3.3.1 and 3.3.2 show that a policy 7 constructed
as in Section 3.3.1 or 3.3.2 will achieve ™ > (1 — €), and part (b) of the theorem
follows. O

Next our aim is to show how to determine a policy based on a target throughput
and also to show how to find the saturation input A. Because of the non-uniqueness of
optimal solutions, ) can be different from \. For instance, consider a network with two
stations in tandem, each having exactly one dedicated server with processing rates j;
and pg, respectively. Suppose furthermore that A > uy > po. Then df = pq, di = po
is an optimal solution with A = [1, but A = py. We need this tighter saturation
input bound to gain insight into the limitations of our network. For instance, if the
actual offered demand to the system is less than the saturation level (i.e., A < A),
then our capacity is underutilized. On the other hand, when A > ), we know that we
have excess offered demand. The second benefit is the fact that for A > X, optimal
allocations become insensitive to the offered demand A, so that we do not need to
worry about fluctuations in the input process as long as A > .

Let u < j1 be the target output. Then we determine the minimum offered demand
N > u required so that the target output of u is feasible. For this, consider the

following allocation LP:

min A such that (60)
K
> dipro > (61)
=1
M
dp < Zuj,k5j,k, k=1,...,K; (62)
=1
K
dp < /\po,k"‘Zdipi,k; k=1,.... K; (63)
i—1
K
Zéj,k S 17j:177M) (64>
k=1
di > 0,08,,>0,j=1,....M, k=1,... K. (65)

This time our objective is to allocate the servers such that the minimum offered
demand is required while maintaining the desired output. Our decision variables are
A, dy for k =1,...,K, and d,;, for j = 1,...,M, k = 1,..., K. The right-hand
side of the first constraint (61) is the total amount of output required p and the
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left-hand side is the long-run departure rate from the system. So (61) simply means
the throughput of the system should be at least p. All the other constraints in this
LP appear in the previous LP (13) — (17) and have the same interpretations. Let the
optimal solution to the above LP be given by A\*(u), dj and {45, }.

Theorem 3.4.2. (a) A generalized round robin policy constructed as in Section
3.3.1 or Section 3.3.2, based on the offered demand X > N*(u) and allocations
65 x> for all j, k, obtained from the solution of the allocation LP (60)—(65) comes
arbitrarily close to the target throughput . That is, the throughput u™ of the
generalized round robin policy 7 satisfies ™ > (1l —€), where 0 < e < 1.

(b) We have A = \*([i).

Proof. To simplify the notation, let A\ = A\*(u). Let a policy 7 be designed as in
Section 3.3.1 or Section 3.3.2 corresponding to A and e. Then we have by Theorem
3.3.1 or 3.3.2 that u™ > p*(A)(1 — €), where z*()) is the solution to the allocation LP
(13) — (17). Note that dj, and {07, } from the LP (60) — (65) also satisfy (13) — (17).
The constraint (61) implies that p*(\) > p, and hence that p™ > u(1—¢) as required.
Together with Lemma 3.2.1, this proves part (a) of the theorem, and part (b) follows

by the definition of A and Theorem 3.4.1. n

Note that our generalized round robin policies depend on the offered demand A.
So an optimal assignment for a given A may not be the best choice when the actual
offered demand varies. In Section 3.5, we look at the sensitivity of the throughput to

varying offered demand.

3.5 A Numerical Example

In this section, we provide in-depth analysis of an example from Section 3.2.3 (see
Figure 1). Section 3.5.1 demonstrates how the optimal allocations vary as the offered
demand to the system changes. Section 3.5.2 investigates the sensitivity of the optimal
allocation for a given offered demand to the actual offered demand. Lastly, Section

3.5.3 simulates the same example for a given offered demand level.

3.5.1 Optimal Server Allocations Under Varying Offered Demand

In this section, we use an example to illustrate the effects on the maximum throughput
of increasing the offered demand A to the system. We will investigate the system

with two classes and three servers considered earlier in Section 3.2.2 (see Figure 1
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and equation (24)). Instead of looking at a single offered demand A = 6, we consider
A € [0,20] by dividing this range into 500 equal intervals and solving the allocation
LP for each value of A incrementally (i.e., A = 0.04,0.08,...,20). Note that for this
system, we have \* ~ 4.0714, A\ = 15, and i = 7.5. Figure 2(a) gives the optimal
assignments to class 1 for each server corresponding to different A. Figure 2(b) shows

T, d5, and p*(\) as a function of the offered demand A. Note that optimal allocations
for a given X\ may not be unique. To avoid fluctuations in the allocations and better
see the effects of instability, we consider two specific basic allocations and use them
whenever they are feasible and optimal. The first specific basic allocation is obtained
by solving the allocation LP given by Andradéttir, Ayhan, and Down [6]. The second
specific basic solution is obtained by solving the allocation LP (13) — (17) for A = \.
Then for A < A* and A > )\, the optimal allocations are constant and equal to the
first and second specific basic solutions, respectively. When A\* < A < A, neither of
the specific basic solutions is optimal, and the allocations obtained from the solution
of the allocation LP (13) — (17) are used.
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(a) Server Assignments at Class 1 (b) A vs. dg

Figure 2: Optimal server assignments at class 1 and corresponding departure rates
at each class as a function of A

As we can see from Figure 2(a), servers 1 and 2 switch from the second class to
the first class as the offered demand A\ increases. Consequently, the servers prefer
class 1 as long as there are customers there to process (because a customer leaving
class 2 requires more service effort than one leaving class 1). But any excess capacity
is devoted to class 2 since it also has an effect on the throughput. If all the servers
work at class 1, then the total processing rate is 15. Hence until A = 15, some excess

capacity is available to allocate to class 2 customers. For A < 8.08, servers 2 and
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3 are able to handle all of the input to class 1, with server 2 helping with class 1,
increasingly with . After all the efforts of servers 2 and 3 are devoted to class 1
at A = 8.08, server 1 starts to help until all of its effort is switched to class 1 as
well. Figure 2(b) also shows that as expected by Lemma 3.2.1, the throughput is a
piecewise-linear concave function of the offered demand level. Moreover, we observe
that by allowing instability in the queueing network, it is possible for the production
output to increase significantly compared to the stable throughput (in this case by
a factor of almost two) given sufficient input. However, the optimal departure rates
from each class d and dj display different reactions to the increasing offered demand
A in parallel with optimal allocations in Figure 2(a). They both increase until server

2 starts to spend more time on the first class, so that d; starts to decrease.

3.5.2 System Throughput Under Varying Offered Demand

In this section, we look at the performance of the optimal policy developed for one
offered demand as a function of the actual offered demand. For this, we develop a
policy based on a fixed A, and then investigate the system performance when the
actual offered demand )\ is different from \. Figure 3 depicts the cases where the
policy  is designed for A € {3, \*,6,9,12, A}, respectively, and provides the optimal
throughput p*(\') and actual throughput pf()\') for different X'. To obtain pf(\),
we use the optimal fractions obtained for A in the allocation LP (13) — (17), and
solve for dj, for all k, see Section 3.2.2. The actual throughput of the system differs
from the optimal because the policy is designed based on the offered demand A, and
hence the assignments may no longer be optimal for another offered demand ). Note
that in Figure 3(a), we have used the allocations obtained as a result of solving the
LP (13) — (17) for A = 3, and not the ones obtained for the point \*. As a result,
we observe that the throughput becomes sensitive to the offered demand even for
A < XN < A\, Substituting the allocations obtained at A* for A = 3, Figure 3(a) would
be the same as Figure 3(b).

As can be seen in Figure 3, the system performance is sensitive to the actual
offered demand level. Note that A* is a critical point in all of the figures. Moreover,
we notice a common pattern that pf()\) equals p*(\') until some point ¢, then
deviates from p*()\'), intersecting it only at a second point ¢5 (if A # A*), and finally
becoming constant after the second intersection. For those two points ¢; and t,, we
have 0 < t; < min{\, A*} and A\* <, < \. Also, pf()) is always equal to p*()), and
in particular t; = A when A < A\*, and ¢, = min{\, A} when A > \*. We have two

special cases, namely when A = \*, where t; = t, = A, and when A\ > X\, where t; = 0
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designed for.

when actual offered demand differs from the one
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and t, = A. Also, a comparison of parts (a) and (b) of Figure 3 shows that solving
the allocation LP for A = 3, rather that A = \*, achieves higher output for large X'
This is because the optimal solution for A = 3 turns out to be similar to the optimal
solution for A ~ 8. Finally, note that the assignments are constant for A > X (see
Figure 2(a)), and hence sensitivity analysis for A > X will be exactly the same as for
A=

If the offered demand to the system is not known beforehand, then there is no
single best A\ to design for, since solving for A is not necessarily good for other )\
regardless of whether X' < A or X' > \. However, we can still make some general-
izations, since system capacity is not lost when X < A < A\* and when A\, ) > \. In
particular, if the expected offered demand is less than A\*, then it is best to design
for A\* so that no throughput is lost (see Theorem 1 in [6]). Similarly, if the expected
offered demand is greater than ), then we design for A without any loss of through-
put. However, we cannot say the same when \* < A < \. So, if the expected offered
demand is between \* and ), and we design for A, then the actual throughput cannot
exceed ™ (A). However, we could find a value of A that minimizes our maximum loss,
which in our case corresponds to some A € [9,12], where the losses at A\* and \ are
equal. We could find this point using the Bisection-Extreme Point Search Algorithm
(BEPSA), starting with (A\* + \)/2, then moving towards the middle point between
the current solution and the extreme point (i.e., \* or A) where the difference is
greater. For our case, it turns out that designing a policy for A = 11 minimizes our

loss at the extreme points.

3.5.3 Simulation Results

In this section, we give simulation results for the system analyzed in the previous
subsections under an arrival stream that is a Poisson process with rate A = 6. We
assume the service requirements are exponentially distributed with mean 1 and that
there are three servers whose service rates are given in the matrix H, see (24). We also
assume servers switch instantaneously, so that no switching times occur. Then, from
the allocation LP (13) — (17), we have u*(6) ~ 4.7727 and the optimum assignments
are given in (25). Our aim is to observe how our allocation policy with admission
and routing control (see Section 3.3.1) performs in terms of achieving the theoretical
throughput value, and also to see if the sets S and U predicted by the allocation LP
coincide with the ones actually observed without admission and control or controlled
routing.

Next we choose € =2/11 in the server assignment algorithm of Section 3.3.1, so
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that € = 0.1. Then server 1(3) is dedicated to class 2(1), see (25). Moreover, we
have that lo; = 35 and ly» = 4, obtained from (27), satisfy step 6 of the assignment
algorithm. We simulate this system for one million time units with a warm-up period
of length 50,000. We divide the runtime into 40 batches for constructing a 95 percent
confidence interval on the throughput of the system. We expect the throughput of
the system to approach p*(6)(1 — €) ~ 3.9049 (see Theorem 3.3.1) and all the nodes
to be stable. Figure 4 shows the throughput rate D7 (¢)/t as a function of time. We
observe that the throughput approaches its limiting value from above. The resulting
95 percent confidence interval for the throughput is (3.9007, 3.9101) with an average
of 3.9054. Figure 5 shows the queue lengths over time at classes 1 and 2. As expected
given the results of Section 3.3.1, the queue length at both classes displays stable

behavior.
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Figure 4: Average throughput with admission and routing control.

Finally, our aim is to observe the system if we the apply the policy of Section
3.3.1 without admission and routing controls. For this, we follow the same steps as in
Section 3.3.1, but omit steps 2 and 3 and choose ¢ = 0.1 in step 6. Then we expect
the throughput to be no smaller than p*(6)(1 — €¢') ~ 4.2954. As before, we have
lo1 = 35 and lo 5 = 4, obtained from (27), satisfy step 6 of the assignment algorithm.
We simulate this system for eight million time units with a warm-up period of length
300,000. A longer run length is chosen for this version of the system to observe the
queue length process of class 1 (which is expected to be stable, see Section 3.2.3) for
a longer period of time. We divide the run time into 40 batches for constructing a
95 percent confidence interval on the throughput of the system. Figure 6 shows the
throughput rate D™(t)/t as a function of time. The resulting 95 percent confidence
interval for the throughput is (4.7708, 4.7736) with an average of 4.7722. Figure
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Figure 5: Queue lengths with admission and routing control.

7 shows the queue lengths over time at classes 1 and 2. In accordance with the
results of Section 3.2.3, the queue length at class 1 displays stable behavior, whereas
the queue length at class 2 increases over time. Thus the stable and unstable sets
in the original queueing system operating under this policy appear to coincide with
the stable and unstable sets S and U defined in (22) and (23) for the allocation LP
(13) — (17). As we observe, dropping steps 2 and 3 of policy of Section 3.3.1 results
in significantly increased throughput at a cost of having an unstable system. This is
the case because we do not reject any incoming demand (i.e., no admission control)

and keep the second class busy at all times (i.e., no routing control).
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Figure 7: Queue lengths without admission or routing control.

3.6 Conclusions

We have developed generalized round robin server assignment policies for a possi-
bly unstable queueing network with flexible servers, i.i.d. interarrival, service, and
switching times, and probabilistic routing. These policies are shown to achieve any
throughput less than the maximum value computed using a simple LP. In fact, allow-
ing instability can increase the production throughput significantly given sufficient
demand, resulting in higher revenues. We have also shown how to determine the sat-
uration input and the corresponding maximum output, and provided means to check
the feasibility of a desired output given the available offered demand.

One drawback for a given server assignment policy is the sensitivity of the through-
put to fluctuations in the offered demand. We have shown that this sensitivity is
eliminated and our policies are robust as long as the system is stable or the offered
demand is above the saturation level. We have also discussed how to choose offered
demand to base a policy on that minimizes the maximum loss. In actual produc-
tion systems, offered demand often changes over time. In that case, we can simply
modify our policies by letting the server allocations adjust with time according to the

forecasted demand.
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CHAPTER IV

INSPECTION LOCATION IN
CAPACITY-CONSTRAINED LINES

In this chapter, we study the effects of inspection and repair stations on the pro-
duction capacity and product quality in a serial line with possible inspection and
repair following each operation. We consider multiple defect types and allow for pos-
sible inspection errors that are defect dependent. Unlike previous works, our analysis
captures the possibility of increasing production capacity by scrapping or repairing
defective items before a bottleneck operation station, and hence reducing the waste
of operation capacity on defective products. Our objective is to maximize the to-
tal profit rate function that combines the effects of bottlenecks on throughput with
product quality, as opposed to previous papers where the objective is either to meet
minimum outgoing quality levels, or to minimize total costs, or to maximize total
profit without regard to increasing the effective capacity of bottlenecks.

The organization of this chapter is as follows. In Section 4.1, our network model,
assumptions, and notation are described in detail, and some limiting properties are
proven. Section 4.2 introduces a probability model based on a given inspection al-
location strategy, and shows how the outgoing quality level, scrap probabilities, and
flow rates are calculated. Based on this probability model and flow rates, we develop
the profit rate function for the system in Section 4.3, taking into account the costs
incurred, as well as the revenue generated. In Section 4.4, we develop an admission
control policy for a given allocation strategy that results in cost reduction, and also
introduce nonlinear programs for determining the optimal inspection locations and
levels when all repair stations are known to be stable. Section 4.5 provides numer-
ical results that show how the inspection allocation decisions are determined under
different parameters for a two station system. We also demonstrate that bottleneck
considerations for determining the best inspection locations can lead to different in-
spection decisions than previous models (that do not take the capacity of the system

into account). Finally, we summarize our findings in Section 4.6.
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4.1 Queueing Network

In this section, we introduce the queueing network model in detail and also provide
results about its asymptotic behavior. More specifically, in Section 4.1.1, the oper-
ating logic for the production network, along with the notation, are introduced. In
Section 4.1.2, we show that the departure process from each server satisfies certain

limiting properties.

4.1.1 Model Description

In this section, we describe the production process, assumptions, and notation in
detail. Our model consists of an arbitrary number N of operation stations in tan-
dem. After each operation station, we place an inspection station with an associated
repair station. We will use the notation Oq,...,0Oy to refer to the N consecutive
operation stations, I1,...,Iy to refer to the N consecutive inspection stations, and
finally Rq,...,Ry to refer to the N consecutive repair stations. All stations have
given capacities and operate under the First Come First Serve (FCFS) scheduling
policy. Note that assuming that an inspection and repair station are associated with
every operation station is without loss of generality because we can always remove an
inspection and/or repair activity through an appropriate choice of parameter values.
Finally, if the production process starts with an inspection instead of an operation,
we can simply let O; be a dummy operation station with infinite capacity.

We have a finite set D of possible defects with |D| elements. At each operation
station O;, a defect j € D could be incurred independently on different parts with
some given probability p; ;. Letting p; ; = 0, we can turn off the possibility that defect
J occurs at station O;, so that only a subset S; = {j € D : p;; > 0} of defects can
occur at station O;. Different defects j € S; are introduced independently on the
same unit. We assume that no defects are introduced at the inspection and repair
stations, as well as at the dummy operation stations Oy and Op ;.

After each operation station O;, ¢ = 1,..., N, units are routed to the associated
inspection station I;. Inspection station I; might inspect only a fraction f; of the
incoming parts for some set D; C | J i< S; of defects that are inspected for at inspection
station ;. Consequently, a complete inspection station I; and the associated repair
station R; can be turned off by letting f; = 0. Although Lindsay and Bishop [66]
and Wiel and Vardeman [96] show that inspecting either all units or no units (so
that f; € {0,1}, Vi) yields minimal total goodwill and inspection cost for systems

with Bernoulli product characteristics and independent defect propagation for each
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item (as is the case for our model), we allow partial inspection for the following
reasons. First and most importantly, we could make an inspection station faster
through partial inspection when it is a bottleneck station for the system. Secondly,
even when full inspection is not desirable, we can use partial inspection to stabilize
a down-stream bottleneck. We do not retain information about whether a part was
previously inspected for a specific defect. This is for example reasonable if inspection
is not repeated for defects at later stages unless the defect can be reintroduced.

Our model allows the inspection process to be imperfect in that a product that
does not have defect j when it is inspected at station I; might be classified as having
defect j with probability «; ;, which constitutes Type 1 error. Likewise, a product
having defect j that is inspected for at station I; might be classified as being nonde-
fective with probability 3; ;, constituting Type 2 error. We assume that the inspection
process for different defects is independent at each of the inspection stations and that
the inspection process at different inspection stations is independent.

We assume that inspections are only carried out for defects that necessitate either
that the part be scrapped (major defects) or repaired (minor defects). Hence D; =
D? U DE where Dy is the set of major defects that require ‘Scrapping’ at inspection
station I; and DI is the set of minor defects requiring ‘Repair’. If a unit is classified
by the inspection station to have at least one major defect, then the unit can not be
repaired and is scrapped. On the other hand, if a unit is free of any major defects
but has at least one minor defect, then it is routed to the associated repair station
R;. By contrast, a unit is routed to the next operation station O;,; if the unit is
not inspected, or if the unit passes the inspection (i.e., it is not found to have any
defects). If a stage consist only of inspection without any repair, then D is empty
and D; = D7, so that all defects are serious and defective unit are scrapped without
any repair attempt. Thus, repair station R; can be turned off by letting D = (). Let
s! represent the fraction of inspected units scrapped at I; (i.e., the unit is classified
as nonconforming in some defect j € D?) and 7! be the fraction of inspected units
routed from the inspection station I; to the repair station R; (i.e., the part passes the
inspection for all j € D7, but is classified as nonconforming for some defect j € DF).
Finally, let of represent the fraction of inspected units routed from the inspection
station [; to the next operation station O;y;.

We assume that for all units that are routed to repair station R;, repair is at-
tempted for all defects that are captured by the associated inspection station I;. The
repair process is independent for different defects and the repair probability for de-

fect j depends on whether the unit actually has defect j or not, given by ¢;,; and
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1, respectively. If the repair operation fails on any of the defects, then the part is
scrapped. On the other hand, if the repair is successful on all known defects at R;,
then the part is sent to the operation station O;,;. Let s® be the fraction of units
that are scrapped at repair station R; (i.e., at least one of the repair operations fail)
and off be the fraction of units routed to the next operation station O;,;. Clearly the

routing fractions satisfy

I I I _
s; +r; +o0;, =1,

st off = 1.

A graphical representation of our model is given in Figure 8 along with the rate
notation used. Note that since we allow the system to be capacity constrained, the
output from a given station is not necessarily equal to the input to that station. Let
\; tepresent the arrival rate to operation station O; and A9 be the corresponding
output rate. Similarly, let A! and A be the output rates from the inspection and
repair stations I; and R;, respectively. The flow rate between I; and R;, I; and
Oi11, and R; and Oy are denoted by ME MO and MEO| respectively. Also the
scrap rates at the inspection and repair stations [; and R; are denoted by v/, and

l/R

7t respectively. Lastly, the production rates at the operation and repair stations
O; and R; are denoted by p® and pff. However, the processing rate at inspection
station [; will be modelled by u!/f; to emphasize the dependence on the fraction
of parts inspected (so u! is the conditional service rate given the part is inspected).
All processing times (operation, inspection, and repair) are assumed to be generally
distributed i.i.d. sequences with finite variances. We also include dummy start and
delivery nodes with station numbers Oy and Oy 1, respectively, so that we can scrap
before the first operation station O; at the rate v§’ as a form of admission control,
and represent the system output by \§ +1- The exogenous interarrival time sequence
to the dummy operation station Oy is assumed to be i.i.d. with general distribution

and rate A = \g. The production rates of the dummy operation stations are given by
o _

pg = pf = oo.

In calculating the total profit rate, we need to know the flow rate into each sta-
tion, which requires knowing the fraction of units with certain defect structures at
various stages of the production process. Production can be either demand or ca-
pacity constrained, i.e., it could be constrained either by the arrival rate A or by the
processing rate of any of the operation, inspection, or repair stations. Although the
throughput of the system can not exceed the capacity of any of the inspection or

operation stations, it is not similarly restricted by the capacity of the repair stations
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Figure 8: Model and rate notation

because of the structure of the production network. Note that when the system is
capacity constrained, it may not be able to process all incoming parts.

Note that, as described above, our model with multiple defect types, error prone
inspection and repair, and fractional inspection allows for more generality than the
previous studies on the inspection allocation problem. Moreover, by considering
throughput in the capacity constrained system and comparing profit rate functions,

we account for the effects of inspection on bottleneck stations.

4.1.2 Asymptotic Properties

In this section, we define some cumulative processes for the queueing network model
described in the previous section. Our aim is to show that departure processes from
each server satisfy certain limiting properties. Let AS(¢) denote the number of ex-
ogenous arrivals to the dummy operation station Oy in (0,¢]. For i = 1,..., N, the
processes A9(t), A(t), and AF(t) are the cumulative number of jobs that arrive to
operation, inspection, and repair stations O;, I;, and R;, respectively, during (0,¢].
Similarly, N°(t), Ni(t), and NE(t) denote the cumulative number of jobs that exit
operation, inspection, and repair stations O;, I;, and R;, respectively, during (0, ¢] for
1=1,...,N.

The serial structure of the production network allows us to analyze each node
sequentially. Consider some station in isolation with cumulative arrival process A(t).
Initially, there are (0) jobs at the station and Q(t) is the number of jobs at the
station at time ¢. Let B(t) denote the total amount of busy time for the server until
time ¢ and S(t) be the potential number of service completions if the server is always

busy in (0,¢]. The actual number of departures until time ¢ is given by N(¢). Then
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the cumulative variables satisfy the following queueing network equations
Q) = Q0)+A(t) — N(1), (66)
B = [ 1@ > opas
N = S(B)

where 1{-} is the indicator function. Next we state that given that the input process

satisfies certain limiting properties, so does the output process.

Proposition 4.1.1. Consider a queue with a server that has i.i.d. processing times

with rate p, and assume that the input process {A(t)} satisfies

A(t
tlim % = X almost surely (a.s.) (67)
Then for the output process {N(t)}, we have
N
tlim # = min{\, u} a.s. (68)

Proof. By the Strong Law of Large Numbers (SLLN), we have lim; ., S(¢)/t = p a.s.
Then, by the proof of Lemma 5.8 of Chen and Yao [25] and equation (67), we have

A(nt) a.s S(nt) a.s.

A™(t) = =5 Mt as n — oo, w.o.c., and S™(t) = — pt as n — 00, 1.0.C.,
n

where u.0.c. stands for “uniformly on compact sets”. Hence we can construct a fluid
model for this single server queue as in Theorem 6.5 of Chen and Yao [25]. Let
Q(t) = lim,_.o Q(nt)/n be the corresponding queue length fluid limit with initial
condition Q(0) = 0. When p < 1, Q(t) = 0 w.o.c., by Chen and Yao [25], Remark
6.7, implying that lim, .., Q(t)/t = 0 a.s. by the definition of uniform convergence
on compact sets. Then it follows from (66) and (67) that lim, . N(t)/t = X as.
Similarly, when p > 1, Q(t) = (A — p)t w.o.c., implying that lim; .., Q(¢)/t = X — p
a.s. Then (66) and (67) imply that lim; .., N(t)/t = p a.s. O

Now, for the dummy operation station, assumption (67) is satisfied because of
the i.i.d. interarrival times. Then applying Theorem 4.1.1 in a recursive manner and
exploiting the feedforward structure of the network shows that all departure rates
exist and satisfy (68). Note that possible splits and joins at the inspection and repair
stations do not complicate the analysis. For instance, at an inspection station I; with
full inspection f; = 1, given that a fraction r! of items are routed to repair station R;
(see Section 4.2.2), then

AR AR NI
L AR ARG N (1)

= O
t—oo  t t—oo N/(t) t

= ri[ X min{\; ,pf} a.s. (69)




4.2 Defect Propagation

In this section, we derive the fraction of units with given defect structures at different
stations in the network. The flow rates at various stages of the production process
will then follow as described in Section 4.1.2. Our analysis will take into account
that since the inspection of the units is error prone, units may be defective even after
inspection or repair. We start by the analyzing the status of units leaving operation
station O; in Section 4.2.1, continue by analyzing units leaving inspection and repair
stations I; and R; in Sections 4.2.2 and 4.2.3, respectively, and finally investigate
units entering the succeeding operation station O;,; in Section 4.2.4. In this way, we
completely describe the i*" stage, and continuing N times in a similar manner, we
can characterize the whole production process.

In the system analysis to follow, an inspection policy (hence f;, Vi) is assumed
to be given. The analysis is started with the input rate A to the system. Note that
how much to admit to the system, hence the scrap rate v, is a policy parameter,
assumed to be known. Since u$ = oo, we have \; = A\ — v§. Later, in Section 4.4.1,

we will show how to determine the best admission policy for a given inspection plan.

O
17j

for all j, that represent the fraction of raw materials that are already defective. Note

Our analysis is initialized with the information on the incoming defect fractions 7

that this is requirement is not limiting since we can simply set 77% = 0 for all 7 if the

incoming defect fraction information is not available.

o I
ig> Tigo
long-run average fraction of units arriving at operation station O;, inspection station

10
.7 1s the

fraction of units routed from inspection station I; to operation station O, ; that has

We start by introducing some useful notation. Define 7 and ﬂfj as the

I;, and repair station R;, respectively, that already have defect j. Similarly, =

defect j. Finally, the fraction of units still having defect j after the repair operation

is denoted by 71'5]»0. Figure 9 shows the " stage and the fraction of units that have

I 10 R RO
igr Tig o Mg Mg s

are computed next in Sections 4.2.1 through 4.2.4 below. Note that when division by

defect j at stage ¢ after each of the steps. We discuss how 7 and 7r§?j

zero occurs, it is easy to see that the corresponding numerator is also zero. To avoid

these trivial cases, we adopt the convention 0/0 = 0.

4.2.1 Departures from Operation Stations

At this point in the calculations, we already know all the information for the stations
in stages 1,...,7—1, as well as the arrival rate \;, and the fraction of parts that have

defect 7 € D, before operation station O;, given by ng. At operation station O;, a
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Figure 9: Notation for the fraction of units with defect j at the 7" stage

unit could acquire any defect j € S; with probability p;;; the unit is unaltered in

defect probability distributions for all defects j ¢ S;. Consequently, we have

mo= w0 +piy(1—a), fori=1,...,N,j€D, (70)
A = min(\;, pu2). (71)

The second equality follows from Proposition 4.1.1. To derive the first equality, let
A9 (t), Al;(t), and Af;(t) be the total number of units arriving at stations O;, I;,
and R;, respectively, in (0,¢] that have defect j € D. Similarly, N7 (t), N/,(t), and
Nﬁ.(t) are the total number of units with defect j that depart stations O;, I;, and
R;, respectively, until time ¢. Then by definition we have 70, = lim,_.o, A?,(t)/A2(t).
We have
AL(t NO(t A9 (t A9(t) — A9 (t
oy = i S i SO S0y A0S0,

= ng + pi (1 — Wf?j),

where the third equality takes both units that already have defect j and units that
acquire defect j at operation station O; into account, as well as the FCFS service
discipline and the i.i.d. assumption on the introduction of failures. Similar arguments

will be used below (see, e.g., equation (73)), without detailed explanation.

4.2.2 Departures from Inspection Stations

Next we analyze the status of units departing from inspection station ;. At this
point, we already know the fractions 7TZ{ ;» J € D, and the input rate 2 to I
Let Ni[ (t) denote the total number of departing units inspected at [;, so that f; =
limy_.o N/ (£)/NZ(t). To make the analysis easier, we define the vector W; = (W;,

Wia, ..., Wy D|) that holds information on the current defect state for a unit arriving
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at inspection station I;, so that

1 if the unit arriving at I; has defect j,
Wij =
0 otherwise.

It is possible for the inspection station I; to make classification errors on each
defect j € D;. Consequently, we let E; = (E; 1, Ei», ..., E;p|) be a vector that holds
information on whether the inspection station I; made an inspection error for the
defects j € D, so that

1 if there is an inspection error on defect 7 € D at station I;,

0 otherwise.

Let p(Wi = w) represent the long-run average fraction of parts having the particular
defect structure w. We will use the tilde notation whenever we refer to such fractions.
We have assumed that (W, ;, E; ;) are independent for different j € D (see Section
4.1.1). We have

P(W; =w) = [[ PWi; = wy), (72)

jE€D

where P(W;; = 1) = !, and PW;; =0) =1~ 7w} a.s. To see this, consider a
case with |D| = 2, and let us obtain the fraction of items with a particular defect
structure W 1, W; 2. Now, in the whole population, a fraction 7rl{1 will have W;; = 1.
By independence, among those items, a fraction 7Tz{ o, will satisfy W;, = 1. Hence
the fraction of items with both defects is given by the product «/, x @/, Similar
arguments are used to derive other needed quantities (see, e.g., equation (74)) without
detailed explanation.

The probability of Type 1 and Type 2 errors as well as the fraction of units having

the particular inspection event is given by

ai; = P(Ej;=1|W;;=0)=P(E;; =1W;;=0), j € D;;
Bij = P(Ey;=1W,;=1)=P(E;=1W;;=1), j €D

1 = P(E;=0|Wi;)=P(E;=0Wy), j €D\ D,

Also, by the independence properties of the inspection process, the fraction of

units having particular defect structures and inspection events is given by

p(VVz = w,Ei = 6) = P{WZ = w} H p(Ei,j = ej“/Vi,j = ’w]'), Vw,e € {0, 1}|D|

j€D
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Next we find the routing rates from inspection station I;. For this, let d;; be
the fraction of units that inspection station I; classifies as nonconforming in defect j
given that it is inspected. Then we have
WiI’j(]_ - ﬁi’j) + (]. - Wij’j)Oéi,j j € Di; (73)

otherwise.

dij =

An inspected unit is scrapped when it is classified as having at least one of the
defects j € D?. Therefore, the fraction of inspected units that are scrapped at
inspection station [; is given by subtracting those classified as defect free from the

whole population, i.e.,

sio= 1— JJ—dy). (74)

‘DS
JED;

Among those units that pass all defects j € D7, the ones classified as having at least
one defect j € D would be routed to the repair station R;, so that the total fraction
routed to R; is given by

o= == [T a-diy)l. (75)

. ~DR
]GD,L-

Finally, the following fraction of inspected parts is routed to the next operation station
O;41 from I;
of = 1—rl -5l (76)

7

Since not all units are inspected, general routing fractions out of I; can be calculated

as follows
P(unit is routed from I; to O;y1) = 1— f;(1—o0l) as.,
P(unit is routed from I; to R;) = fir! as.,
P(unit is scrapped at ;) = fish as.,

resulting in the following flow rates out of inspection station I;

A= min(AY, 1/ fi), (77)
MO = M1 fi(1 - oD, (78)
NE Ml (79)
vl = sl (80)
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After inspection station [;, those units that are routed to repair station R;, a
fraction ij of them will have defect j € D. For j € D?, this happens when the
unit is selected for inspection, has an undetected defect j € D7, but is sent to repair
station R; for some defect j € DE. For j € DI this happens when a unit which
actually has defect j € DZE is selected for inspection, passes the inspection for all
j € D?, but either fails for defect j € D (i.e., no inspection error), or passes for the
defect j € DE (i.e., inspection error) but is sent to the repair station for some other
defect k € DE\ {j}. Finally, a unit might also have defect j € D\ D;, when such a
unit is selected for inspection, passes for all j € D7, but fails for some k € D, Then,

we need to know the fraction of units that are sent to repair station
I

to calculate ij,

R; for some defect other than j € D, which will be represented by r! .. and is given

2,77
by
erD§<1 - d@k)[l - H/ceDf\{j}(l - di,k)] J € DiRu
I .
"5 = 4 Hreps\gy (1 = dip) 1 = Tlpepn(l — dip)] j € D7, (81)
r! jeD\D;.

Then the fraction of units that have defect j € D, ﬂ%, out of all the units that are

routed to repair station R;, is given by
(7] ;(1 = Bij)(1 = sf) + ] ;8,71

. R
I .] € Dz I
T
I ﬁ T’I
R LI Y
ﬂ-’L,] — 1,] 5] 2] j 6 DS (82)
I 7
i
! otherwise.
\ Z7J

The ratios in the above equalities follow because when taking the limits, we divide
the total number of units with the required characteristics by the total number of
units routed to repair station R; (similar arguments are used elsewhere, e.g., (83)).
A fraction 7TZ{ ]Q of units that are sent to the following operation station O, directly
from inspection station I; might also have defect j € D. This happens for 7 € D;
when a unit that actually has defect j € D; is not selected for inspection, or when it
is selected but passes the inspection for all k € D; (i.e., there is an inspection error).
For defects 7 € D\ D;, this fraction does not depend on whether the unit was selected
for inspection. Therefore, among all units that are routed to operation station O, 1,
the fraction that will have defect j € D is given by
7Til,j(1 — fi) + Wf,jfiﬁi,j erDA{j}(l - di,k) )
0 _ of J &b (83)

T otherwise.
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4.2.3 Departures from Repair Stations

Our next analysis involves units that are routed to repair station R; from inspection

station I;. At this point, we already have information on the input rate A/ to repair
R
2,]7
depends on whether the unit is actually defective, we need to retain information on

station R; and the fraction of units with defect j, 7;%., Vj. Since the repair probability
whether there has been a classification error for any defect that fails inspection.
However, since repair is not attempted for defects passing inspection, we do not need
to know whether or not the unit actually has those defects. Let Fjy and F; denote the
outcome that a unit fails inspection for a particular defect but is actually nondefective
or defective, respectively, and let P be the outcome that the unit passes the inspection
for the defect. Then we have 31271 — 1 possible repair configurations for a unit at a
repair station. Let the set of these configurations at repair station R; be denoted by
Z;. For instance, if four defects are inspected for with two of them considered serious

and the other two minor, then the set Z; has the eight elements shown in Table 1.

Table 1: Defect classifications for a unit arriving at R; with |D;| = 4 and |D?| =
|Dff = 2.

je D] |jeDf
PP PF,
PP PF,
PP FyP
PP F P
PP FoFO
PP FoFy
PP FiFy
PP FiF

Let z(j) denote the event status for defect j in the element z € Z;. Note that

P(2(j)=P) = PW,;=0,E;; =0)+PW; =1,E;=1)
= (I—7/)(1—ay)+ m{jﬁi,j a.s. (84)

ihj

Similarly, for j € D, we have

Piz(j)=F) = PWi;=0,E,;=1)= (- ﬂ—il,j)ai,j a.s., (85)
P(z(j)=F) = P(W,;=1,E;;=0)=nl,(1- 8, as. (86)

Since the inspection process is independent for different defects, we can calculate the

occurrence frequency of any element z of the set Z; by multiplying the appropriate

o8



fractions for the defects 5 € D;. For instance, for the units inspected at I;, the fraction
for the first element in Table 1, z = PPPF;, can be calculated as

P(z) = P(z=PPPFy) = [(1—n{;)(1 —ain) + 71 0ill(1 = 7l5)(1 = aiz) +7/y50]

)

X[(1 =7l g)(1 — aiz) + 7l 5Bi3][(1 — 7] )i a] aus.

Let 1; denote the indicator function. Since the repair process on all the defects
are independent, we can calculate the fraction of units s that are scrapped at the
repair station as follows

B > ez, PRI —Tljepr qz',j(Z)]7 (87)

i T
T

where ¢; (2) = (¢ij112()=r} + 1z)=r} + 1{z(j)=P}) i the repair probability for defect
j € DPE corresponding to element z € Z;. The fraction of units routed from repair
station R; to the following operation O, is simply given by of = 1 — sf. Then, the

rates out of repair station R; are given by

) (59)
A0 = Aol (89)
vBo= )\RSR

()

Next we calculate the defect fractions 7r O of units that are routed from repair
station R; to the following operation statlon 07;+1- Even if a unit is successfully
repaired, they might still be defective due to undetected defects. More specifically,
for 7 € D;, this happens when a unit has defect j, passes the inspection for all defects
in DY and for defect j (i.e., inspection error), but fails for some defect k € DF (and
is hence sent to the repair station R; for defect k), and the repair activity on all such
defects k € D is successful (so that the unit is sent to the next operation station
Oi41). Let the set Z; ; C Z; denote the instances in Z; such that the unit has defect j
but passes the inspection for defect 7, and P; denote the corresponding outcome. For
instance for the example of Table 1, 2,5 = {PPP,Fy, PPP,F,}. Moreover, P(z(j) =
Py) =} ,0;; and P(2(5)) for z(j) = P, Fy, and F} are calculated as before. We can
calculate the occurrence frequency of any element of the set Z; ; by multiplying the

appropriate fractions for each j € D;. For instance,

P(z = PPP F) =
(1 =7 )1 = ain) + 71 Bl [(1— 7)) (1 — wip) + 7] 0] [m] 5B [(1 — ) y) cvia].
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The fraction of units that are routed from repair station R; to the operation station

0,11 and have defect j is given by

> zez,, P2) Hiepr(ipliztn=ry + Lew=ro} + Lzm=r1})
R
0;

2¥)

4.2.4 Arrivals to Operation Stations

In this section, we characterize the units arriving at operation station O, ;. At this
point, we already know the fraction of units 7TZ-IJO and ijjo that are incoming from
inspection station I; or repair station R; and have defect 7 in Sections 4.2.2 and 4.2.3,
respectively. We also know the flow rates A9 and A9 into operation station O,y
from I; and R;, respectively. Then 7Ti0+1,j is simply a weighted average given by
MOTO L NORRD
0 MOy RO I =T (91)

i1y =

This follows because when taking the limits, we divide the total number of defective
units from both I; and R; by the total number of units arriving at O;,;. Also, the

total flow rate into O, 1, needed to start the (i + 1) stage analysis, is given by

10 RO

4.3 Throughput Analysis and Cost Figures

In this section, we analyze the cost structure of the inspection model developed in
Section 4.2, with the objective of comparing different scenarios on the basis of profit
per unit time. Inspection and repair activities incur costs for the production system
in addition to the production and goodwill costs. Let E9(t), El(t) and EF(t) denote
the cumulative production, inspection, and repair costs for stations O;, I;, and R;
during (0, t], respectively. Scrapping units at station I; and R; results in cumulative
costs SI(t) and Sf(t) until time ¢. At the end of the production process, let Tg(t)
and Eg(t) be the cumulative revenue and goodwill cost generated until time ¢. Then
the total profit Ts(t) is the remaining revenue after accounting for all costs involved,

given by

Tp(t) = Tr(t) — Ec(t) — Z |:Eio<t) + B (1) +5{(t) + Ef () + S0 (92)

i=1

60



We are interested in the long-run average profit per unit time for the system, Tp =
limy o Tp(t)/t. Next we look at the different costs in detail. We start with inspection
station I; in Section 4.3.1, and continue with repair station R; in Section 4.3.2. Finally,

we obtain the total profit for the system in Section 4.3.3.

4.3.1 Inspection Cost Computation

In this section, we derive the inspection and scrap costs incurred at inspection station
I;. Note that inspection cost for each item might be item-dependent, even though all
items are inspected for the same set of defects at I;, and it depends on the inspection
policy. One good policy is to first inspect for defects in D{ that require scrapping,
and scrap the item as soon as one such defect is found. The policy might order the
defects in D7 based on inspection cost and occurrence frequency. For a given policy,
inspecting the n'* unit at inspection station I; incurs random inspection cost X/ (n) >
0. We assume that the sequence {X/(n)} is i.i.d. with finite mean E[X](n)] = EJ.
This means that E!(t) = ZN"I(

nzlt) X1(n). Hence the unit time inspection cost is given
by

El(t EI(t) NI(t) NIt
limﬁzlim f() X ’I()x Z():Ei[fi)\f a.s.

For a given policy, disposing of the n'* unit at inspection station I; incurs a
possibly random scrap cost U/ (n) > 0. We assume that the sequence {U/(n)} is i.i.d.
with finite mean E[U/(n)] = Uf. The scrap costs U ... UL include any auxiliary
costs related with disposing the unit. Hence one would generally expect that Ul <
... < UL. Let NJ5(t) be the total number of units scrapped at I; until time ¢. Then,
in terms of the cumulative processes, this means

SHE) _p NS N[ N

(T
lim ——~ = U, lim — X L X — ®) =Uls! ;A =Ulv] as.
t—oo t—oo NI(t) — Ni(t) t

Then the total limiting inspection and scrap costs per unit time, E; and S7, for the

whole system are

N

N
E;y=Y E/fi\l and S; =) U/v/. (93)

i=1 =1

For example, a simple policy could be to inspect for all defects in D7 until a
detect is defected, and then if the unit passes we inspect for all the defects in DF.

Let the constant H; ; be the inspection cost per unit for inspecting a unit for defect j
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at inspection station I;. H;; might inversely depend on the inspection errors o; ; and
B ; to reflect the cost of inspection quality (the lower the inspection error values, the

higher the inspection cost). Then the limiting inspection cost at I; is given by

jeDf keD? jeDE
k<j

4.3.2 Repair Cost Computation

In this section, we derive repair and scrap costs incurred at repair station R;. All
units arriving at the repair station incur the repair cost since repair is attempted for
all of them. Note that the cost of repairing a unit depends on defect classification
information, and may also depend on the particular repair policy selected. One good
policy is to order the defects in D based on repair cost and repair success probability,
and scrap units as soon as repair for a particular defect is unsuccessful. For a given
policy, repairing the n'* unit with defect information z € Z; at repair station R;
incurs random repair cost X7 (n|z) > 0. We assume that the sequence {X*(n|z)} is
i.i.d. with finite mean E[X['(n|z)] = Ef(z) for all 2 € Z;. From Section 4.2.3, we
know the fraction of items P(z) with particular defect information z € Z;. Then we

obtain

t—o0

ER(t -

lim ZT() =\ Z P(2)ER(2) as.
2€Z;

For a given policy, disposing of the n'® unit at repair station R; incurs random
scrap cost Uff(n) > 0. We assume that the sequence {Uf(n)} is i.i.d. with finite
mean E[Uf'(n)] = UR. Then, we get
SE(t

lim ZT() = UlsENE = UFVE as.

t—o0

Then the total limiting repair and scrap costs Er and Sg for the whole system are
given by

N

N
Ep=>Y M P(2)E(z) and Sp =Y U/Wf. (94)
i=1  zeZ; i=1

For example, a simple policy could be to attempt repair for all defects in D until
the first failed repair. Repair cost might depend on both defect types and the repair
station. Let C; ; be the unit repair cost at repair station R; for defect 7 whenever the

unit is classified to be nonconforming in defect j by the i*" inspection station and the
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unit is actually defective. Similarly, C7; is the unit repair cost at repair station R;
for defect j whenever the unit is classified to have defect 7 but the unit actually is

not defective. Then we have

{Repair Cost for defect j at R, per unit|W, ; = w;, E; ; = ¢;} =
0 if (Wi, Eij)=(0,0),(1,1),
Cig i (Wi, Eig) = (1,0),
Ci; it (Wi, Eij) = (0,1),

so that limiting repair cost at R; is given by

Ef2) =Y [] s =ai(2)) D (Coslzw=ry + CLilz=r0)-

jeDE keDE leDE
k<j I<j

4.3.3 Total Profit Computation

In this section, we derive total revenue, production cost, and goodwill cost per unit
time, and also compute the total profit rate. Note that the fraction of departing
units that will have defect j at station Op1, 7'('](\), 41,5 @8 well as the throughput Ay
of the system, are determined in Section 4.2. For the revenue calculations, the n'”
departing unit from station Oy incurs random revenue X§ . (n). We assume that
the sequence {X§,,(n)} is i.i.d. with finite mean E[X§,,(n)] = R. Then the revenue

per unit time is given by

Tr(t
lim r(t)

t—o0

= A1 R as. (95)

Processing the n!" unit at operation station O; incurs random operation cost

XP(n) > 0, including raw material cost. We assume that the sequence {X(n)} is
o

i.i.d. with finite mean E[XP(n)] = EP. This means that E9(t) = Z,]:[;l(t) XP(n).

Hence the unit time operation cost is given by

L CEP() B NP®) _ oy0
tlirglo 7 T im e X === E;7 )\, as. (96)

Also, let Ep represent the total limiting operation cost throughout the production

line so that

N
Eo =) E?X. (97)

=1
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Goodwill cost depends on the combination of defects and final recipient’s quality
perception. For instance, a minor defect along with a major defect might add no
or little cost to the total goodwill cost. At the same time, a defect perceived to be
minor for one customer might be major for another. Let X (n|w) > 0 represent the
random goodwill cost associated with the n'* completed unit having defect structure
Wy = w for all w € {0,1}Pl. We assume that the sequence {X&(n|w)} is i.i.d.
with mean E[X%(n|w)] = Eg(w) for all w € {0,1}Pl. As in Section 4.2.2, we can
obtain the fraction of items ]S(WNH = w) at station Oyyq with a particular defect
structure w. Finally, by a similar analysis as in the previous section, we obtain the

limiting goodwill cost

EG = lim

t—o0

Bo®) v 3 Pl = w)Balw) %)

we{0,1}1PI
For example, a simple model for calculating the goodwill cost is the additive model,

where each defect j € D is associated with an expected goodwill cost G, so that

Eg(w) = ZWJOVH,J‘GJ‘-
jeD
For the general model, combining the results from equations (92) — (94) and

(95) — (98), we obtain the limiting total profit per unit time

Tp = )\N+1R—E0—E]—S[—ER—SR—EG a.S. (99)

4.4 Inspection Location and Admission Control

In real-life production lines, manufacturing and inspection operations can require
considerably different amounts of time. For instance, in traditional manufacturing
processes such as automobile assembly lines, manufacturing operations take much
longer than inspections, because the inspection activity is simpler and consists of
activities like visual inspection or simple functionality check. For example, laser and
vision-based inspection systems can supply huge amounts of data about form, fit,
and contour in only a few minutes (see Tolinski [89]). In such cases, the cycle time
of products would be determined primarily by the production operations. In other
cases, especially in the electronics industry, inspection might take considerably longer
than the actual production. An example is surface mount technology (SMT) for the
assembly of printed circuit boards (see Bai and Yun [9]). An SMT circuit board is very

compact and complex, consisting of hundreds or thousands of components. Compared
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to actual production, inspection of these individual components for conformance is
complicated. In such cases, inspection primarily determines production cycle time.
Our aim in Section 4.4.1 is to determine an inspection plan and admission policy
for the general case where any of the stations can be the bottleneck. This will involve
stating some assumptions about the characteristics of the production process and
identifying whether or not to stabilize the individual stations in the line. Then we

consider the special case where all repair stations are balanced in Section 4.4.2.

4.4.1 General Case

Consider the serial production system described in Section 4.1.1, where any of the
operation, inspection, and repair stations could be a bottleneck for the system. We
now show that a serial line operating under optimal conditions may indeed have
unstable repair stations; however, all inspection and operation stations should be

balanced. First, we state the following assumptions.
Assumption 4.4.1. The inspection process satisfies oy ; + 3;; < 1 for all i and j.

Assumption 4.4.2. The inspection process satisfies D; N\ Dy = O for all stages i,
with 1 #£1'.

Assumption 4.4.3. For all stages i and units n, the operation, inspection, and repair
station costs XP(n), X! (n), and X (n|z), where z € Z;, and scrap costs Ul (n) and
UE(n) do not depend on the set of defects D\ D; not inspected for at stage n. Similarly,
the revenue X, ,(n) for the nth unit does not depend on unit’s defect status for all
j € D andn. Finally, the limiting goodwill cost E© is nondecreasing with the fraction

of defective units W](\),HJ for all j.

Assumption 4.4.1 is a natural one and is needed to make sure that the inspection
stations function for the benefit of the system. To see this, consider the fraction
d; ; of items classified to be nonconforming in defect j by inspection station I;, as
given in (73). Rearranging the terms, we get d;; = m) (1 — B;; — ;) + i for
Jj € D;. If a;j + B;; > 1, then as the fraction of defective units increases, the
fraction classified as nonconforming decreases. As we pointed out in Section 4.2.2,
various inspection policies are possible, and Assumption 4.4.1 is a refinement about
the structure of these policies. Assumption 4.4.2 ensures that each defect type can be
inspected for at most once. This is assumption is not very restrictive. For example, if
the same defect can be introduced at different locations, then we can give the defect

a different number depending on the location where it is introduced and then inspect
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for the defect in multiple locations without violating Assumption 4.4.2. Also, even
though Assumption 4.4.2 implies that we cannot inspect for a defect introduced at
one location in several places downstream, this does not seem restrictive because
if it is important to inspect for this defect, we would want to detect it as soon as
possible to avoid incurring additional production costs on the defective item. Finally,
Assumption 4.4.3 ensures that the cost functions depend in a sensible way on a unit’s
defect status. In particular, Assumption 4.4.3 states that revenue from each unit is
independent of its defect structure and that goodwill cost increases as items become
more defective. Assumption 4.4.3 also ensures that all costs in a given stage depend
only on the set of defects inspected for at that stage (and not on other defects).
Under the above assumptions, it is beneficial to balance all operation and inspec-

tion stations in the production line, as stated in the next theorem.

Theorem 4.4.1. Under Assumptions 4.4.1, 4.4.2, and 4.4.3, the objective function
Tp (99) is mazimized when all operation and inspection stations are balanced (i.e.,
N =X =M foralli=1,...,N).

The proof of Theorem 4.4.1 can be found in Appendix A, and includes showing
that it is better to use admission control than to allow operation or inspection stations
to be unstable. However, other mechanisms, such as changing the inspection policy,
may be preferable to admission control.

We note that although all operation and inspection stations should be stable, one
or more of the repair stations could be unstable under the optimal conditions. This
involves discarding the excess units to be repaired. To see this, consider a simple
example with one operation station and associated inspection and repair stations.
Minor defects are introduced at the operation station with probability p and the
inspection and repair stations are error free. Also, assume that the goodwill cost is
very high, so that it is optimal to inspect all units after the operation station (hence
fi = 1), and that the input A to the system yields stable operation and inspection
stations, but Ap > pft, so that the repair station is the bottleneck. When we have a
push forward scheme without stabilizing the repair station, the total throughput of
the system is given by A(1 — p) + uf. However when the repair station is stabilized
through admission control, the throughput reduces to pf*(1 — p)/p + pff. Hence, if
the units are highly profitable, it is possible for the limiting profit to decrease when
the repair station is stabilized.

To determine the best possible inspection points, we maximize the total profit rate

function Tp (99) that combines the effects of throughput with the product quality
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(our problem formulation does not take into account any fixed costs associated with
including an inspection station in a particular location). In light of Theorem 4.4.1,
we can adjust the flow rate calculations at each stage to stabilize the inspection and
operation stations (so that \; = A\Y = ! for all 4, resulting in fewer constraints and
variables). Then we can determine the flow rates, inspection locations, admission
control, and desired status of repair stations (stable or unstable) using the following
Nonlinear Program (NLP) whose decision variables include the inspection plan f;,
t=1,..., N, and the optimal amount \; to admit to the system given the incoming

defect information ﬁfj for all j.

max Ip s.t.

Mo< N (100)
N < opli=1,...,N; (101)
fixi < ul,i=1,...,N; (102)
M= min(\firl, ), i=1,...,N; (103)
Nt = AL =8O+ N[L- filr] +s])], i=1,...,N; (104)
Equations (70), (72) — (75), (81) — (87),(90) — (91), ¢ =1,...,N; (105)
Equations (93) — (94), (97) — (99) for i = 1,..., N; (106)

0 < fi<li=1,...,N; (107)

0 < AvinApi=1,...,N. (108)

The objective T'p is the general total profit rate function. The constraints (100)—(104)
represent balance equations for the flow in the serial line, allowing only the repair
stations to become unstable. The constraints (105)-(106) are needed because some
of the model parameters depend on the decision variables f;, 2 = 1,..., N. We also
need to substitute A9 = \E(1 — sF) and MO = \[1 — f;(r] + sD)] in (91); M = )\
and v/ = A fis] in (93); vF = A\Esft in (94); and finally \Y = ); in (97). Let the
solution be given by f;, A;, and A for i = 1,..., N. Then the repair station R; is
stable if AF < uf* and unstable if A > ;i in the allocation scenario that maximizes
the return. We also reject at the rate v¢ = A — A; at the dummy operation node Oy,

and stages 7 with f; > 0 are assigned an inspection station.

4.4.2 Operation or Inspection Constrained Case

In this section, we consider a serial production system as described in Section 4.1.1,

under the assumption that the production capacity is determined by the operation

67



and inspection stations (so that all repair stations are always stable). Note that when
manufacturing operations constrain the capacity of the system, the operation station
Oy with the slowest production rate (so that ud < u¢, for all i) is not necessarily
the bottleneck due to the effects of inspection through scrapped units. In particular,
any other operation station O; with ¢ < b could be the bottleneck if enough units
are scrapped between operation stations O; and O,. Similarly, the inspection station
I, with the slowest inspection rate (so that u! < uf, for all i) is not necessarily the
bottleneck because of the effects of fractional inspection and scrapped units.

As in the general case, ensuring stability through admission control is preferred
over a push forward scheme, where every operation or inspection node processes as
much as possible. The next result provides the admission control that balances the
operation and inspection stations for a given inspection policy fi, ..., fy when repair

stations never constrain the system productivity.

Theorem 4.4.2. Suppose that pft > Ayy1 firl / TI_.(1 = fusn) for all i, where s; =

sh+rlslt is the total fraction of inspected units scrapped at the ith stage and

N N
)‘N-I—l mln{ H 1_fn3n H 1_fn3n H(l_fnsn);'--;ﬂg(l_stN);
n=1 n=1 N n=2 I
H (1= fosn)i-..: f BN —stN)}.(109)

Then the line can be balanced through admission control at the dummy operation

station Oqy at the rate

A
VY = A — = : (110)
anl(l - fnsn)

and Any1 1S the maximum possible throughput.

Proof. When all stations are stable under the arrival rate A, the total fraction of units
scrapped at the 7" stage is given by f;s;, and the remaining fraction 1 — f;s; is routed

to O;41. In order to achieve the throughput Ay, we must have

Avin

AN = ———.
1 — fnsn
Continuing this argument backwards, we have at the i*" stage

AN+1

Hi\/:i(l - fnsn) .

i =
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Then by equation (79), the condition on uf ensures the stability of all repair sta-
tions. Each operation node is constrained by its production capacity, and the dummy

operation node Oy is constrained by the arrival rate A, so stability requires

M < i=1 N,
Hn:z(l - fn3n>
- R
Hn:z(l - fn3n> fl
- ANt < A\
Hn:l(l - fnsn)
Hence the equalities (109) and (110) follow. O

Finally, based on the previous two theorems and the incoming defect information
ij for all j, we construct the following NLP for finding the best inspection policy
when all repair stations are known to be stable. This would be the case, for instance,

when all defects are considered major.

max  AvpR—Avia Y P(Way =w)Eg(w)

we{0,1}PI

—Z AN+1 [%(ZP VEF(= —i—sRUR)—l—EO—i-szI‘i‘fz IU’}lll)

i=1 nzl_fn” 2€Z;

where

>\N+1 < H fnsn (112>
Ani1 s/fIkl—n%LianwN; (113)
! N

Avin < ’; [Tt~ fusa), i =1,....N; (114)
the set of constraints (105); (115)
si = si+risffori=1,..., N; (116)

0 < fi<l i=1,... N: (117)

0 < Ay (118)

Constraint (112) means that the throughput for the system is limited by the total
available demand A. Similarly, constraints (113) and (114) represent the capacity
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limitations at each of the operation and inspection stations, respectively. Let the
solution be given by f; and Ay, ;. If the system is profitable, so that Ay,; > 0,
then A\yy; can be obtained as in Theorem 4.4.2 since the objective function in (111)
is linear in Ayy1 given f; for all i; otherwise we have Ay, = 0. Note that this
NP is simpler than the general problem in (100) — (108), with fewer variables and

constraints, as a result of the assumption that repair stations are never unstable.

4.5 A Numerical Example

In this section, our aim is to gain insights into the behavior of the optimal inspection
allocation strategy, as well as to demonstrate the effects of throughput considerations
on the optimal inspection allocation. We consider a basic model with N = 2 operation
stations O and O, in tandem and two possible inspection locations after the operation
stations. We have two types of defects that can be introduced independent of each
other in the production process with p;; = p1, p12 = 0 and pa; = 0, pa2 = pa. The
inspection process is assumed to be all or none, i.e., fi, fo € {0,1}. For simplicity
we assume that defective units are detected during inspection without any error (i.e.,
a;; = Pi; =0, Vi, 7). Moreover, both defect types are assumed to be major, so that
all defective units are scrapped without any repair attempt, and unit inspection costs
are additive. Our aim is to find an inspection allocation policy with admission control

that maximizes the profit rate of the system. Then the possible actions are

ap = No inspection (f; = fo = 0);

a; = Inspect for defect 1 after operation station 1 (f; =1, fo = 0);
as = Inspect for defect 2 after operation station 2 (f; =0, fo = 1);
az = Inspect for defect 1 after operation station 1 and for defect 2

after operation station 2 (f; =1, fo = 1).

Note that, we do not consider inspecting for defect 1 only after operation station
2 since action a; will always outperform this case in our model. Similarly, action as
is always better than inspecting for both defects 1 and 2 after the operation station
2 (since we assume that inspection costs are additive and that there are no fixed
costs associated with inspecting in two locations). As in the general model, each unit
generates a revenue R, as well as goodwill costs G; and G5 depending on whether it
has defect 1 or defect 2, respectively. If a unit has both defects, we assume a goodwill
cost of G + Gy is introduced. Processing costs at operation stations 1 and 2 include

any cost associated with production and are represented by C; and Cs, respectively.
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Inspecting at location 1 (2) incurs an inspection cost of H; (Hs) per unit. Each
scrapped unit incurs a scrap cost given by U; or U, depending on whether it was
scrapped at the first or second inspection location. Since the scrap cost Us includes
both U; and the processing cost at operation station 2, we assume that U, > U, .

Given the above assumptions, we can formulate the profit rate function Tp de-
pending on the inspection strategy as well as the input parameters, R, C;, G;, H;, and
Us, i = 1,2. Let \g = X denote the arrival rate to the system and u§ = p1, u§ = p»
be the processing capacities at stations 1 and 2, respectively. To observe the effects
of inspection operations on a system constrained by the capacity of a bottleneck op-
eration station, we assume that p!, ul > Ao, so that the inspection operations never
constrain the system. The throughput A\yy; of the system is denoted by pu.

The optimal inspection locations are determined based on the NLP (111) — (118),
except f;, © = 1,2, are now constrained to be integers. Since all defects are major

and inspection is error free, we have s/ = s; = p;, and also r! = sf* =0 for i = 1,2.

r—
o _ I _ I _ o _ I o _ I _
Moreover, £ = C;, Ej = H;, U = U, ny; = 0, m; = p1, Ty = 75 = 0,
o _ I _ o _ I I _ .0 _ L
myy = oy = pi(l — f1), 59 = 0, Tyo = po, and m3; = 75; = p;(1 — f;) for i = 1,2

3.3
and j = 1,2. Hence NLP (111) — (118) becomes

2
i fi C; )
R — — + H; +pU;

n=i

—M(Glpl(l — f1) + Gapa(1 — f2)) (119)
such that

1< A1 = fip1)(1 = fapa),
i< (1= fip)(1 = fopo),
p < pa(l = fapa),

f1, f2 € {0,1}, and p > 0.

Note that in the above allocation NLP, all variables are known except for the decision
variables f1, fo and the throughput p. Goodwill cost in the objective function (119)
results from the fact that goodwill costs are additive and we have no inspection
errors. Since the problem size is small, we can easily solve the NLP in (119) — (123)

by enumerating all four possible solutions and obtain the profit function Tp(fi, fo).
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In particular,

TP(O, O) = min{)\,,ul,ug}(R — Cl — Cg — G1p1 — Ggpg), (124)
. Ci+ Hy +p U
Tp(l,()) = mln{(l —pl))\, (1 —pl)ﬂl,ﬂz} <R — ! 1 ! D P — Cg — Ggpg), (125)
- /M1
. C Cy + Hy + poU:
Tp(0,1) = (1 —po)min{A, p1, p2} <R mEl lp 2 . 2p P22 Glpl), (126)
- P2 - P2

Tp(1,1) = (1= po)min{(1 = p)A, (L = pi)p, po}

X(R— Ci+Hy+pUn Co+ Hy +P2U2)‘ (127)

(1 =p2)(1 —p1) 1—ps
However, since these functions involve many variables, it is not trivial to obtain
general structural results. Instead, we will visualize the optimal actions as functions
of p; and p, given the input parameters A, u;, R, G;, H;, and U;, i = 1, 2.

We will consider two cases. In the first case, production is constrained by the
arrival rate A to the system, and in the second case, the second operation station is
a bottleneck and determines the throughput. In this case, as shown in Section 4.4,
we control the input rate to the system to balance the operation stations (note that
the rejection of arriving units does not incur any penalty costs in our model). We
do not consider the case where the first station is the bottleneck because this case is
the same as the first case except that the arrival rate is now controlled to equal the
processing capacity of the first station.

Next, we provide the total profit functions in input and capacity constrained sys-

tems. For the first case where the system is constrained by the arrival rate, equations
(124) — (127) become

TP<07 O) = )\(R —Cy —Cy — Gipr — G2p2)>

Ci+H U
Tp(1,0) = A(l—p1><R— 1+1 1;—171 1—02—G2p2>,
— D1
C Cy + Hy + poU-
Tp(0,1) = )\(1—]92)<R—1 L2 2 TP 2_G1p1)7
— P2 I —po
Ciy+H,+pUh 02+H2+P2U2)
Te(1,1) = A1 —po)(1—p) (R~ - .
P(L.1) S pl)( (1 =p2)(1 =) L —p;

Note that the actual value of A and the capacity of the operation stations have no
effect on the optimal decision, since we can always compare the functions Tp(-)/A.
In this case, we cannot see the side benefit of having inspection before the bottleneck
on the optimal decision and our inspection allocation decision agrees with traditional
wisdom in that we choose to inspect whenever the expected inspection cost for a

unit is less than the expected cost of not inspecting (see, e.g., Bai and Yun [9], Chen
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[22], Eppen and Hurst [56], Lindsay and Bishop [66], and Raz and Kaspi [81]). More

specifically, rearranging the profit functions, we obtain

TP(L O) B TP(O7 0)

A = pi(Co+ Gapa + G1) — (Hi + pi R+ piUh), (128)
T O, 1) — T 070
p(0,1) - r(0,0) = pa(Gip1 + Go) — (Hy + po R + paUs),
T 1, 1 - T 070
P( ) N P( ) — (G1p1 + Gaps + 02]71)

—(Hy +p1Uy + (Hy + paUs)(1 — p1) + R[p1 + P2 —P1p2])7

where (H; +p;R+p;U;), i = 1,2, can be considered as the expected cost of inspection
for defect i only per unit, and (Hy+p1 Uy + (Ho+p2Us) (1—p1)+ R[p1+p2—p1p2]) as the
expected cost of inspection when inspecting both defects simultaneously. Similarly,
p1(Co+Gapa+Gr), pa(Gipr1+Ga), (G1p1 +Gapa+Copy) can be viewed as the expected
cost of not inspecting at locations 1, 2 and, 1 and 2 together, respectively.

Next we derive the profit functions for the interesting case where the production
line is constrained by the capacity of the second operation station having processing
rate fig, assuming that pq > A > ps/(1—p;). The first condition ensures that Oy is not
a bottleneck, and the second condition ensures that we have in all cases enough input
for Oy to be a bottleneck. Hence, as a result of Theorem 4.4.1, we reject any incoming
job with probability (A—pa/(1—p1f1))/A to stabilize the system. In this case, we can
observe the effects of throughput considerations on the inspection allocation decision.

In particular, the profit functions are given by

TP(an) = MQ(R—Cl—Cz—Gﬁh—GzPQ)a (129)
Ci+H U
Tp(1,0) = M2(R— 1+1 1;}91 1—02—G2p2>, (130)
— D
C Cy + Hsy + paU-
Tp(0,1) = ,ug(l—pz)<R— L 2T Tk Q—Glpl),
I —po I —po
Ci+H,+ph 02+H2+p2U2)
To(1,1) = o1 —po)| R — - .
P( ) luQ( p2)( (1 _p2)(1 _pl) 1 — Do

As before, the actual value of uy has no effect on the optimal decisions as long as
O, remains a bottleneck, because we can always compare the functions Tp(-)/pus.
Note that, by inspecting for defect one after the first operation station and scrapping
defective items, we not only remove the defective items but also increase the capacity
of the production line from gy to p12/(1 — p1). Thus, in the capacity constrained
case, inspecting after the first operation has gained an advantage with magnitude

depending on the value p;. In all prior works on inspection allocation, this secondary
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effect is neglected, although the production line might be constrained by one of the
operation stations and not the external input. Because of this secondary effect, we
will see that even under the same defect distribution and cost parameters, inspecting
after operation station 1 for defect 1 becomes more beneficial as compared to the first
case.

Goodwill cost is a good measure of how important certain quality characteristics
are to customers. Our experience with solving the NLP (119) — (123) reveals that the
relative values of Gy, Go, and R are important factors in inspection allocation deci-
sions. Hence, we compare the inspection allocation decisions in capacity constrained
and input constrained systems with different relative values for Gy, G5, and R, namely
when there is at least one serious defect (i.e., max{Gy, Gy} > R) and when both de-
fect types are considered not serious (i.e., max{Gy, G5} < R), in Figures 10 and 11,
respectively. The specific values for GGy, Go, and R are chosen so that a number of
different optimum actions are observed. Each shaded region in Figures 10 and 11 is
labeled with the optimal actions for the corresponding defect probabilities p; (shown
on the x-axis) and py (shown on the y-axis); unshaded regions correspond to the case
when the system is not profitable under any of the actions aq, . .., a3 (so that u = 0).
Note that the possibility of having at least one serious defect such that the associated
goodwill cost is higher than the revenue is possible, for instance, when the defect
causes the company not only to lose the revenue but also to incur some additional
costs, like repair and shipping costs or loss of company reputation. In both figures,
the left column shows the optimal actions when the system is input constrained and
the right column depicts the optimal actions when the second station is a bottle-
neck. Note that the arrival rate A and processing capacities i, po do not affect the
optimal decisions beyond determining whether the system is arrival constrained or
constrained by the capacity of the second station. Throughout we choose p; = 110,
e =1, Hy = Hy = 2,U; = Uy = 4, and () = Cy = 5. Moreover, A = 1 for input
constrained systems, and A = 100 when the second station is a bottleneck.

In all cases, whether input or capacity constrained, we observe that there is no
inspection when the defect probabilities p; and p, are low. However, as defect prob-
abilities associated with high goodwill costs increase, we choose to add inspection
stations.

In Figure 10, we study cases where at least one of the defects is serious. In
particular, we consider Gy < R < G in parts (a)-(b) of the figure, G; < R < G5 in
parts (c)-(d), and R < G; < G in parts (e)-(f); the case R < Gy < G; produces a

graph that is very similar to the one in Figure 10 (e)-(f), and hence is not included.

74



We note that even in this case, inspecting for both defects is not the best option
for the demand constrained system, unless G; and G5 are both high compared to R
and the defect probabilities p; and py are large. This does not necessarily hold for
the capacity constrained system, as shown in Figure 10 (d), where G; < R < G3
and inspecting for both defects is desirable for some values of p;, po. The fact that
actions a; and ag are in some instances optimal in the capacity constrained case,
but not in the corresponding demand constrained case, even when G is not high, is
intuitive because inspecting for defect 1 has the additional benefit of increasing system
capacity. Existence of a serious defect implies inspection for that defect unless the
associated defect fraction is low, see Figure 10 (a)-(b), (c¢)-(d), and (e)-(f), where
defect 1, defect 2, and defects 1 and 2 are serious, respectively. Thus, when both
defect types are serious, as in Figure 10 (e)-(f), then inspection at both locations
is required when both defect fractions are large. Also, note that the region where
inspecting for both defects is best is never adjacent to the no inspection region, see
parts (d)-(f) of Figure 10, which means that as the defect probabilities change, we
never jump from no inspection to inspection for both defects (there is always an
intermediate step, where we inspect for only one of the defects).

In Figure 11, we consider cases where both of the defect types are not serious,
i.e., when Gy < Gy < R (parts (a) and (b)) and when G; < G5 < R (parts (c) and
(d)). We note that when the goodwill costs are low, the decision not to inspect is
often optimal, even if the inspection costs are low, because we do not want to scrap
units without any revenue. As a result, no inspection is preferred for all values of the
defect probabilities in Figure 11 (a) and for most values of the defect probabilities in
Figure 11 (¢) when the system is input constrained. Note that we choose to inspect
for defect 1 for some values of defect probabilities in Figure 11 (c¢), but not in Figure
11 (a), even though the goodwill cost G is higher in case (a). This behavior is
explained by the fact that the choice to inspect at location 1 is also affected by the
value of goodwill cost 2, see (128). However, when the system is capacity constrained,
even though goodwill costs are low, inspection decision after Oy is favored, see Figure
11 (b) and (d). This is a result of increasing production capacity by scrapping or
repairing defective items before a bottleneck operation station, and hence reducing
the waste of operation capacity on defective products. Finally, inspecting for both
defects is not preferred in all cases since both defects are not serious.

In both Figures 10 and 11, we can clearly see the effects of throughput consid-
eration when allocating the inspection stations. In particular, since the throughput

increases only if we inspect after the first operation station, actions a; and as are
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optimal for larger ranges of defect probabilities in the capacity constrained case. In
Figure 10, part (d), we observe that it is more beneficial to inspect after operation
station 1 when the defect probability p; is not close to one of the extreme points 0 or
1. This is due to the fact that while the gain associated with inspecting after Oy is
linear in pq, the loss grows exponentially as p; increases in the capacity constrained

case. In particular, when p; > A > ps/(1 — p1), we have

TP<1’O>_TP(O’O) _ Cipir + Hi +Uipy
=pnG1 —

131

M L —p (131)
see (129) — (130). The value of p; where the difference in (131) is maximized is
p; =1—+/(Ci + Hi + U;)/G;. For the example in Figure 10, part (d), this point is

given by pj = 0.475. Hence, contrary to what might be expected, action a; is most

beneficial when the defect probability p; is within a certain range, and as p; gets
closer to 1, action a; ceases to be optimal. Similar behavior is observed in Figure 11
(b) and (d), where a; is not optimal for high and low values of p;.

Finally, parts (a) and (b) of Figure 12 show the difference in profit between the
capacity constrained and input constrained cases under optimal inspection decisions
as functions of the defect fractions p; and p, when defect 2 is the only serious defect (as
in parts (c) and (d) of Figure 10) and when there are no serious defects (as in parts (c)
and (d) of Figure 11), respectively. In both cases, darker regions correspond to higher
difference values. For instance, in Figure 5 (a), when p; = 0.45 and p; = 0.02, the
total profits are 30.4 and 37.4 in the input (no inspection) and capacity constrained
(inspect at location 1) cases, respectively. Thus, we observe an increase of 23% in
profit when we take the capacity of the system into account in making inspection
decisions. Similarly, when p; = 0.5 and p, = 0.4, the total profits are 36.5 and 46
in the input (no inspection) and capacity constrained (inspect at location 1) cases,
respectively, corresponding to a increase of 26% in profit. Thus, taking capacity
considerations into account while making inspection allocation decisions can have a
substantial impact on profit. The increase in total profit is attributed to the fact that

inspection before a bottleneck station can improve the throughput of the system.

4.6 Conclusion

Product quality is a vital consideration for any manufacturing firm aiming to keep
a competitive edge. However, maintaining high product quality can be expensive.
As a result, effective inspection location choices have traditionally depended on the

tradeoff between inspection costs and goodwill costs incurred as a result of poor
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product quality. However, this ignores the secondary effects of inspection on the
production capacity of a system. By contrast, our analysis accounts for the effects of
inspection on both quality and quantity simultaneously. More specifically, we showed
how to calculate product flows and fraction of defective units at each production
stage in a step-by-step manner. Using the flow and defect information, we computed
the various costs incurred throughout the serial line, as well as the resulting profits.
Moreover, our model is more general than any model considered previously in the
literature, including multiple defect types, defect classifications (major and minor),
defect-dependant inspection errors, fractional inspection, probabilistic repairs that are
defect dependent, and stochastic operation, inspection, repair, and goodwill costs, as
well as revenue.

Under mild assumptions, we showed that under the optimal inspection policy, op-
eration and inspection stations should be stable, while repair stations can be unstable.
We also formulated nonlinear programs for determining the optimal inspection alloca-
tion and admission policies for both the general case and when all stations are stable.
Finally, through numerical examples, we studied the effects of taking capacity into
account when choosing an inspection policy. Our numerical results show that ignor-
ing the effects of inspection on capacity can result in suboptimal inspection location

decisions, leading to substantial decreases in profit.
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CHAPTER V

CAPACITY SIZING AND PRICING WITH
HETEROGENOUS PRODUCTS AND RESOURCES

In today’s highly competitive market, the capacity investment decision is an im-
portant factor affecting a firm’s profitability and competitiveness. At the time of
the capacity decision, uncertainty in demand results from consumer preferences not
being observable and uncertainty in economic conditions (see Bish, Liu, and Suwan-
dechochai [16]). Firms are increasingly resorting to flexibility, on both the supply
and demand sides, to effectively match their supply with demand. In this chap-
ter, we study the capacity sizing problem faced by a price setting and monopolistic
firm producing two substitutable/complementary products with flexible and dedi-
cated technologies.

The problem of determining the optimal capacity under demand uncertainty has
received significant attention in the literature under various assumptions (see Section
2.3). However, past research assumes that products and resources are homogenous
in that all processing rates are equal. Thus, the effects of differences in flexible and
dedicated resources’ service rates at the product groups have been ignored. The
assumption that all processing rates are equal is reasonable when resources are con-
sidered as inventories that supply all product groups indifferently, but it is restrictive
when the resources have varying capabilities at the two product groups. Our aim is
to explicitly model the different rates at which flexible and dedicated resources can
supply the product classes, along with product substitutability and demand correla-
tion, and see the effects of substitutability and correlation on the optimal capacity,
allocation decisions, prices, and the corresponding expected profits.

More specifically, consider a firm selling two products that needs to determine
the amount of production capacity to acquire at a time when little information on
product demand is available. The capacity decision made at this first strategic stage
constrains the firm’s capabilities when demand information becomes available. We
use a linear demand model, where the demand for each product is inversely related
to its own price, with possible cross-price effects from the other product. Demand
uncertainty is modeled as uncertainty about the location of demand lines. This

problem can be formulated as a two-stage stochastic program. In the first stage,
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before the uncertainty is resolved, the firm needs to determine the amount of dedicated
capacity for products 1 and 2, as well as the flexible capacity, so as to maximize its
expected profit. Then, in the second stage after the demands are observed, the
production quantities, the corresponding prices, and the allocation of the servers
are determined to maximize the revenue. Note, however, that the prices may be
determined by market conditions, and hence it is not always possible to alter prices
to change demand.

The outline of this chapter is as follows. In Section 5.1, we provide our problem
formulation, including the model description and assumptions. In Section 5.2, we
classify the optimal actions for the general case of our problem with dedicated and
flexible servers and substitutable products. Then, we look at the special case where
there is only a finite set of possibilities for the random demand intercept in Section
5.3. In Section 5.4, we present our numerical results. Finally, we summarize our

findings in Section 5.5 and provide proofs of most of our results in Appendix B.

5.1 Problem Formulation

Consider a firm selling two products that needs to determine the amount of pro-
duction capacity to acquire at a time when little information on product demand is
available. The capacity decision made at this first strategic stage constrains the firm’s
capabilities when demand information becomes available. This problem can be for-
mulated as a two-stage stochastic program. In the first stage, before the uncertainty
is resolved, the firm needs to determine the amount of dedicated capacity n; and ns
for products 1 and 2, as well as the flexible capacity ny, with unit costs ¢, ¢z, and
cy, respectively, so as to maximize its expected profit V(n), where n = (ny,ng,ny).
For simplicity, the capacities n are allowed to be fractional and not restricted to be
integers. At the time of the capacity investment decision, uncertainty in demand
results from consumer preferences not being observable and uncertainty in economic
conditions (see Bish, Liu, and Suwandechochai [16]). Expected profit is the expected
optimum revenue minus the capacity investment costs. We assume that c;,co < ¢y
and ¢y < ¢ + ¢z, because otherwise some resource type is automatically ignored in
the optimal solution. As in the earlier literature (see Bish and Wang [18], Chod and
Rudi [28], Fine and Freund [38], and Van Mieghem and Dada [92]), we assume a
linear form for the cost of capacity acquisitions. This is without loss of generality
as long as the cost of capacity acquisitions can be represented by a convex function,

so that the concavity of the objective function is preserved and the KKT conditions
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hold (see the proof of Theorem 5.3.1). Then, in the second stage after the demand
uncertainty is resolved, the production quantities )1, ()2, the corresponding prices
Py, P, and the allocations of the servers are determined to maximize the revenue,
which is a function of n and the random demand intercepts.

Each product can be manufactured by both dedicated and flexible resources.
Servers have different capabilities at the two product groups. A server dedicated
to product i € {1,2} can work at rate y; per production period. We assume, without
loss of generality, that p1 > po. Similarly, the service rate for a flexible server is fu;
for product ¢ € {1,2}, where f > 0. In practice, flexible servers are usually slower
than the corresponding dedicated ones, hence we will be primarily interested in the
case where f < 1. Thus our model allows both the products and the servers to be
heterogenous, a major extension over prior works that only consider the case where
1 = e and f = 1.

We assume that the uncertain demand for each product can be represented as a
linear function of its own price and the price of the other product, with known slopes

but random y-intercepts. That is, the demand D; for product i = 1, 2, is given by

Dy, = & —aP+ 0P, (132)
Dy, = & — P+ (P, (133)

where P; is the price for product ¢, o; > 0 and 3 are the known own-price and cross-
price elasticity parameters, respectively, and &; > 0 is the random demand intercept,
or the potential market size for product ¢ when both prices are zero. We allow the
products to have different own-price elasticities oy and «s, but as in the related
literature (see, e.g., Birge, Drogosz, and Duenyas [14], Bish and Suwandechochai
[17], and Chod and Rudi [28]), the cross-price effects between the two products are
symmetric, modelled by the parameter 3. The cross-price elasticity 3 takes into
account the substitutability and complementary effects across products. A positive
[ indicates that two products are substitutes, while negative § indicates that two
products are complements. Throughout the chapter we focus on the case with 5 > 0.
The case with 3 < 0 is covered in the numerical results section. Since the effects of
a product’s own price on its demand should be more than the effects of the other
product’s price, we assume «a; > || for i = 1,2.

The demand uncertainty is included in the model through the random demand
intercepts & and &, where &; is a non-negative random variable with mean m,; and
standard deviation o; for i € {1,2}. Note that the demand intercepts &, and &, for the

products might be correlated with correlation coefficient p. Without loss of generality,
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we do not include unit production costs, because they can always be incorporated by
modifying the demand intercepts &€ (i.e., if k1 and ks are unit production costs for
products 1 and 2, respectively, then we would use the modified demand intercepts
& =& + (Bka — anky) and & = & + (Bky — agks). We let € = (e1,2)" represent a
realization for (£, &), where ’ denotes the transpose of a matrix. This demand model
is commonly used in the literature (see, e.g., Bish and Wang [18], Chod and Rudi
28], Fine and Freund [38], Goyal and Netessine [44, 45], and Van Mieghem and Dada
[92]).

Responsive production and pricing ability for the firm implies that prices can be
modified after the demand curve intercepts & = (£1,&,)" are realized. Hence, under
the assumptions (132) — (133), it is always best for the firm to match supply and
demand (so that Q; = D; for i = 1,2) to maximize revenue for substitutable products.
Similarly, for complementary products, we assume that all the demand is satisfied.
Given the output vector Q@ = (Q1,Qs2)’, the corresponding prices P = (P, P,)’ can
be determined from (132) — (133) as

ay 3
B o

Note that H is symmetric with diagonal entries that are positive and larger than the

P:H[ﬁ—Q],WhereH:§<

) and d = ajan — (2. (134)

absolute value of the off-diagonal entries (because ay, ag > |3]). It follows that H is
positive definite.

Let = (y1,¥2, 21, 22) denote the product quantity vector in stage 2, where y;
and z; represent the amount of product ¢ € {1,2} produced by dedicated and flexible
resources, respectively. Also let §; denote the fraction of a flexible server’s time
devoted to product i € {1,2}. Given the capacities n, demand intercepts &, and

d = (01,09), the optimal price and output quantities can be determined in stage 2 by

/
+
R*(n,e) = max R(n,e) = nTa) p (135)
x,0,P Ys + 25
s.t.
51 + (52 S 1; (138)
yi,zi,Pi,(Si 2 Oal = 172 (140)

In the above formulation, constraints (136), (137), and (138) result from capacity

84



limitations. The constraints in (139) imply that the production quantity should be
equal to the total demand. Finally, the constraints in (140) are the nonnegativity
constraints for quantities, prices, and allocations. Note (139) and (140) imply that
demand cannot be negative. Moreover, quantities produced and sold are not restricted
to be integer.

Let n,e = n; + fny and n. = n; + ne + fny be the total effective capacity for
product i € {1,2} when all flexible capacity is assigned to product i and total effective
capacity, respectively. Noting that Q; = y; + z;, we can construct the following

equivalent formulation, where the decision variables are the production quantities,
Qia L= 17 2.

* _ . €1 — Ql
R(n,e) = mgx R(Q) = < Q1 Q2 )H < — ) (141)
s.t.
Q1 < pinae; (142)
Q2 < pange; (143)
@ + 2 < ne; (144)
H1 o)
Hle —Q] > 0; (145)
@1,Q2 > 0. (146)

Then in stage 1, the capacity sizing problem can be formulated as

max  E[R*(n,&)] — ) e (147)
" i=1,2,f
s.t.

n; >0,i=1,2,f. (148)

5.2 Optimal Pricing and Production Decisions

In this section, given the capacity n and realization of demand intercepts €, we char-
acterize the optimal production vector and associated resource allocation decisions
and derive the resulting revenues for two substitutable products. In other words, we
solve the stage 2 problem (141) — (146), a deterministic nonlinear program. Note
that for substitutable products, constraint (145) can be ignored because the prices
will always be nonnegative, as will be shown later. Analysis is complicated for com-
plementary products (i.e., § < 0) by the fact that the prices can take negative values.

We partition the state space for € into six regions corresponding to different resource
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allocation choices, as in the following theorem whose proof is provided in Appendix

B.

Theorem 5.2.1. Let v; = aspy — Bus and o = aqps — Buy. Given demand realiza-
tions € > 0 and resource capacities n for two substitutable products (so that 3 > 0),
the optimal revenue R*(n,e) and optimal production quantity Q* can be uniquely

determined as R*(n,e) = Q*"H (e — Q*) and
o Q* = fore cQi(n), where

Q(n) = {s 1€ > 0581 < 2UiNie; €0 < 2puaNae; L + £z < ne};
21 2p

e Qi =%+ ﬁ(‘% — panae) and Q5 = pans. for € € Qo(n), where

2 [
_f.. . o B P .
QQ(TL) =JE€:€> 0,82 > 2/,627126,81 + —&9 < 2/,6177,1 + —2,ugn2€ ;
Qg Qg

o Qi = and Q3 = % + 2(3 — jume) for € € y(n), where

aj

. . : & B .

Q3(n) =13e:e>0;e1 > 2une; €9 + —e1 < 2ang + —201 N, ¢}

g aq
o Q= nie and Q5 = usngy for e € Qu(n), where
. . B B . .
Y(n)=13e:e>0;e0+ oG > 2p9ns + a—Q,umle, E1V1 — €272 = 21NVt — 2aNoY2 ¢;
1 1

® Q7 = uny and Q5 = pgny, for € € Q5(n), where

B 3
Q5(n) = {5 1€ 2> 0561 + a—éz > 2uing + a—2u2n2e; —€171 + €272 = 2pUaNgc Y2 — 2#1”171};
2 2

w1 (2nepiaya — €972 + €171)

p2(2nepiy1 + €272 — €171) >
2(p1y1 + p2y2)

2(p1y1 + p2y2)

e Q)= > pny and Q5 =

Halla

for e € Qg(n), where
Q(n) = {5 €20 —+ — 2 ne;e1n — €272 < 2Ny — 2Hango;
—E171 + €272 < 2p9n9.Y2 — 2u1nm}.

Note that the optimum prices corresponding to each of the six cases in Theorem
5.2.1 are provided in the theorem’s proof in Appendix B. We now show that whenever
a firm invests in all three resource types (so that ny,ne,ny > 0), the six regions spec-
ified in Theorem 5.2.1 are always nonempty. The proof of the following proposition

can be found in Appendix B.
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Proposition 5.2.1. For any choice of model parameters and capacity choices ni, ng, ny >
0, the regions Q1(n) through Q¢(n) are not empty, and hence P(€ € Q;(n)) > 0 for

1 = 1,...,6 when & and & have a joint probability density function g satisfying
g(e1,e2) > 0 for all (e1,e2) > 0.

The regions of € values defined in Theorem 5.2.1 corresponding to different pro-
duction quantity choices are depicted in Figure 13 for 75 > 0. When v, < 0, the
slope of the parallel lines defining region 2g(n) will be negative. Note that if we had
unlimited capacity, the optimal production decision would be QF = ¢;/2 for i = 1,2
(see (141)). As a result of volume flexibility, the firm has the option to produce below
the installed capacity. The region ;(n) in Figure 13 corresponds to the uncon-
strained solution where we have enough capacity to produce both products optimally
at QF = ¢;/2 for i = 1,2. The region Qs(n) in Figure 13 corresponds to the case
where all flexible capacity is assigned to product 2 and there is enough capacity to
produce the first product optimally. Note that the optimum production quantity for
product 1 is greater than €1/2 in this case because of the cross-price effects and the
fact that product 2 cannot be produced at the level €5/2. Similarly, when e € Q3(n),
all flexible capacity is assigned to product 1, and there is enough capacity to produce
product 2 optimally. On the other hand, when & € Q4(n), then all flexible capacity is
assigned to product 1, but there is not enough capacity for product 2, hence all of the
dedicated capacity ns is used for production. Similarly, in region Q5(n), all flexibility
is assigned to product 2, and all the dedicated capacity n; is used for production.
Finally, when € € Qg(n), the flexible capacity is shared between the two product
groups.

Next, we consider the special cases where there is no investment in one or more
of the capacity types. Then, some regions in the definition of Theorem 5.2.1 can
be empty. For instance, when n; = 0, it is easy to see that Qs(n) = 0, since we
cannot produce product 1 optimally while assigning all flexible capacity to product
2. Similarly, when ny = 0 or ny = 0, we have Q3(n) = () and Qg(n) = 0, respectively.
Finally, when n; = 0 and p; # p2, depending on the elasticity parameters, {25(n) can

be a singleton as stated in the following proposition.

Proposition 5.2.2. Assume that ny = 0 and vy = poa; — 3 < 0. Then P(€ €
Qs(n)) = 0 when & and & have a joint probability density function g, implying that

all flexible capacity is never assigned to product 2.

Proof. Note that when 75 < 0, the two lines defining region €5(n) intersect at the
point (0, 2n9.412) and have negative slopes given by 71 /72 and —as /5. It follows from
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Figure 13: Characterization of optimal resource allocations with respect to demand
intercepts.

(172) and € > 0 that Q5(n) = {(0,2n9.p2)} when v, < 0. Similarly, when v, = 0,
the line with slope v;/72 is vertical and overlaps the es-axis, again implying that
Qs5(n) = {(0,2n9.2)}. In both cases, we have P(§ € Q5(n)) = 0. O

Theorem 5.2.1 generalizes earlier results of Bish and Wang [18] and Chod and
Rudi [28] to the case where we have both dedicated and flexible capacities, along
with product substitutability and varying price elasticities and server capabilities.
By contrast, Bish and Wang [18] consider independent products (5 = 0) with equal
price elasticities (a; = ay), where servers have the same capability at both products
(1 = p2 and f = 1). Chod and Rudi [28] consider substitutable products (3 > 0),
but they allow investment only in flexible servers (n; = ny = 0) that have the same
capability at both product groups (u; = pe2) with equal price sensitivities (a1 = ag).
Our results show that server capabilities and price elasticities have significant impact
on the form of the optimal solution by affecting the region definitions, and hence
where given demand intercept observations fall.

In particular, when 3 = 0 (the case considered in [18]), the line separating regions
Qs(n) and Q5(n) is always vertical, the line separating regions 3(n) and Q4(n) is
always horizontal, and when a; = g and p; = o (the case considered in [18, 28]), the

slope of the lines separating region {2(n) from regions 4(n) and Q5(n) is always
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1 (because v1/7 = 1). As a result, regions Q4(n),25(n), and (n) are always
unbounded, regions {23(n) and Q3(n) are unbounded when 5 = 0 and ny,ny > 0, and
region € (n) is bounded. By contrast, in our case, regions Q(n), Q3(n), Q25(n), and
g(n) can be bounded (region Q;(n) is always bounded and region Q4(n) is always
unbounded since we assume throughout the chapter that p; > ps and hence v; > 0).
More specifically, regions 5(n) and €3(n) are bounded when 5 > 0, and regions
25(n) and Qg(n) are bounded when v, < 0. Thus, if server capabilities are ignored,
a high demand intercept value for only one product means that all flexible capacity is
assigned to that product, and flexible capacity is shared between the products when
both demand intercepts are simultaneously high. When we consider server capabilities
and p1q > aqpe/f, so that py is significantly larger than uy (because ay /3 > 1), then
v9 < 0, and we observe that it is possible to share the flexible capacity between the
products even when e is much higher than &;. In fact, when p; > ajus/3, then
for most values of €1 and e, all flexible capacity is assigned to product 1. Finally,
modifying the flexible capacity capability parameter f affects the parameters n., 1o,
and n, but not the slopes v, /72, —3/aq, and —asy /3 of the lines in the definitions of
the regions Qs(n),...,Qs(n). As a result, when f decreases, the general structure of
the regions remains the same, but the regions Q;(n) and (g(n) become smaller. This
is expected because reducing f means reduced total available capacity for satisfying
both demands optimally (i.e., decrease in ©;(n)) and also reduced flexible capacity

to share between the products (i.e., decrease in Qg(n)).

5.3 Optimal Capacity Decision

In this section, we analyze the capacity investment decision in the first stage under
a general demand model with cross-price effects when the demand intercepts £ =
(&1,&)" are discrete (or have been discretized, as in Biller, Muriel, and Zhang [13]
and Lus and Muriel [67]). In other words, there are S possible demand scenarios
e’ = (5,3), each occurring with probability rs, for s = 1,...,S. This will facilitate
obtaining insights into when it is optimal to invest in flexible capacity, as well as
identifying the expected values of the optimal quantities and prices.

Let Q° = (Q3,Q3) and P° = (P, P;)" be the optimum production quantities
and prices in scenario s = 1,...,5, and let Q and € be the S x 2 matrices with (s, %)
entry Q7 and €7, respectively. Then, the objective is to jointly determine the optimal

dedicated and flexible capacities, along with production levels and prices, resulting
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in the following stage 1 problem

Vi) = Vi@ =Y | (@ @ )H@_Qz )]

ses T2

—C1ny — CaNg — Cpny S.t. (149)

Q7 < wnie,s=1,...,5; (150)

Q5 < penge,s=1,...,5; (151)

R (152)
M1 M2

ni,ng,ny > 0; (153)

H[*-Q°] > 0,s=1,...,5; (154)

Q;,Q5 > 0,s=1,...,8. (155)

Note that this optimization problem is obtained by combining the stage 1 problem
(147) — (148) with the stage 2 problem (141) — (146). Lus and Muriel [67] also
considered a similar optimization problem for the specific case when f =1 and p; =
2 with general model parameters oy, g, and 3 > 0 (the case with 5 = 0 is considered
in [13]). They obtained the expected optimal quantities E[Q}] = Zle Q:rs and prices
E[Pf| = Zle Perg for i = 1,2 given that the firm invests either in both products
(i.e., either ny,ny > 0 or ny > 0) or in only one product (i.e., either n; or ny > 0,
ny = 0). Based on the nonlinear program (149) — (155), we determine the optimal
expected quantities and prices for heterogenous products and resources, show that
there are only five possible scenarios in terms of optimal capacity investment, and
provide a condition under which we do not invest in a given product. The proof of

the following theorem is provided in Appendix B.

Theorem 5.3.1. (a) If it is optimal for the firm to invest in only one product
i € {1,2} (e, ny > 0 and nj = n} = 0 for j = 3 — i), then the expected

optimal production quantities and prices are

Elo& + B¢l — cid

ElQ7] = Yot : (156)

(b) Assume that cy/f > c1,ca, so that flexible capacity is relatively more expensive

than dedicated capacity. If it is optimal for the firm to invest in both products

i.e., eitherni,ni > 0 orn% > 0), then the optimal dedicated resource capacities
112 f

ni, ny will always be positive. Hence, the cases where the firm invests only in the
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flezible resource (ny = 0,n; = 0,n} > 0), or in the flexible and one dedicated
resource (nj = 0 orny = 0,n} > 0) are not possible. The expected optimal

production quantities and prices when ny,n3 > 0 are

Bl = Eladmn zfzﬂ GG fori=1,2,i #, (158)
nd
Ela.&s T + de;
E[PY] = 26 +2§5J]“Z+ S fori=1,2,i# j. (159)
i

(c) If ¢; > piEloy& + BEl/d, then the firm should not invest in product i (i.e.,
ny =0 andn} =0).

Remark 5.3.1. Through a case by case study as in the proof of Theorem 5.2.1,
we can obtain the optimal quantities and prices for each demand intercept scenario,
and hence the corresponding expected optimal profit. For instance, assume that the
investment decision is of the form ny > 0 and ny = ny = 0. Then there are two cases
depending on whether we produce below the installed capacity or at the maximum
possible capacity. Let &° = (aae] + [€3) /20 for s =1,...,S. Then we have Q5 = &°
and Q5 = 0 for e® € {e® : e® > 0;8° < i} and Q5 = pny and Q5 = 0 for
e® € {e®:e®>0;8° > uyn} (this follows from equations (184) — (185) in Appendix
B with Q5 = 0 and \§ = 0 for all s since constraint (152) is redundant). Equation
(149) now yields that the resulting profit is given by

%)

V(@) == <2E[§s x min{2*, 1 }] — E[(min{&, mm})?]) ~ e,
allowing for the comparison of different ny values.

In this section, we have identified the expected optimal quantities and prices for
the general case with both dedicated and flexible resources and processing rates that
depend on both the product and resource type, along with product substitutability
and arbitrary price elasticities, under finite number of scenarios. By contrast, the
previous literature only considers models where servers have similar capabilities. We
have shown that if it is optimal to produce a given product, we need to invest in
the corresponding dedicated capacity (as opposed to producing it exclusively using
the flexible resources). This is intuitive for substitutable products because pricing
can be effectively used to match demand with supply, thus reducing the need for
flexible capacity. Hence, there are five possible investment strategies for substitutable
products, namely nj,n3,n} > 0; nj,n5 > 0,np = 0; n] > 0,n3 = n} = 0; nj >

0,n7 = n} = 0; and n] = n3 = n} = 0, and we have identified the expected optimal
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production quantity and price of each product in all cases. We observe that the
price ¢ and performance ratio f of the flexible capacity do not have an effect on the
expected optimal production quantity and price of each product. This is consistent
with the results of Lus and Muriel [67] who observe that E[Q}] and E[P}] do not
depend on ¢y when p; = pe and f = 1. We also observe that the expected optimal
production quantity and price of each product only depend on the costs c;, co and rates
1, fo through the effective cost ratio ¢;/u;, i = 1,2. More specifically, the expected
optimal production price of a product only depends on its own effective cost ratio and
increases with that parameter, while the expected optimal production quantity of a
product is inversely affected by its own effective cost ratio and will increase with the
effective cost ratio of the other product when it is optimal to produce both products.
Finally, we have categorized when we would not produce a given product, showed
that a necessary condition for investing in flexible capacity is that the costs ¢; and ¢
of both dedicated capacities be simultaneously small, and provided the bounds on ¢

and ¢ in terms of model parameters.

5.4 Numerical Analysis

In this section, we numerically study the pricing and capacity planning problem to
better understand how the optimal solution depends on various model parameters.
The most closely related works include Biller, Muriel, and Zhang [13] who numeri-
cally study the benefits of postponed pricing (as compared to fixed pricing) for two
independent products, and Lus and Muriel [67] who conduct a numerical analysis
to determine the effects of the substitutability parameter G > 0 in the specific case
when py = po, f =1, ag = g, and o1/my = 09/my. Others numerically study the
effects of demand variance and correlation on expected capacity and profit (see, e.g.,
Fine and Freund [38] and Goyal, Netessine, and Randall [47]). By contrast, we study
the effects of all model parameters on the optimum capacity and expected optimum
production quantities and prices for a more general model. More specifically, our aim
is to determine the effects of product substitutability (3), demand variability (o7,
09), correlation (p), server capabilities (i1, po, f), and price sensitivity (aq, az) on
the optimal capacity, production decisions, and the resulting expected profits. Note
that since we can revise the product prices after the planning stage to match market
conditions, actual profits may differ from the expected profit.

We analyze a specific problem with a discrete set of possible values for & and &,.

To determine the possible scenarios, we proceed as in Biller, Muriel, and Zhang [13]
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and discretize normally distributed random variables. Note that we could discretize
any continuous distribution, and the normality assumption is a convenient special case
that is easily amenable to analysis with respect to means, variances, and correlation.
Specifically, consider normally distributed random variables X; and X, with means
my, ms, standard deviations oy, 09, and correlation coefficient p. We discretize this
normal distribution by dividing the range (m; £ 20;) into 10 equal intervals and
using the midpoint of each interval as the value of ¢; for i € {1,2} in that interval,
resulting in 100 scenarios (see Biller, Muriel, and Zhang [13]). The corresponding
probability for each scenario is then calculated by the probability that (X7, X5) falls in
the corresponding range, scaled by an appropriate factor so that the total probability
adds up to one. We choose the means m, my and standard deviations oy, o9 so that
all (g7,¢5) values obtained from the the range (m; £ 20;) will be positive.

In the following numerical examples, we consider two types of products. In most
cases, product 1 has a larger customer base who are more price sensitive than the
customers for product 2 (so that m; > ms and oy > ay) with equal predictability
(01 = 03). At the same investment level, more of product 1 can be produced than
product 2 (so that py > us). Flexible servers are slower than the dedicated ones (so
that f < 1). In all examples, given the demand scenarios and model parameters,
we solve the optimization problem (149) — (155) to obtain the optimal capacities,
quantities, prices, and expected profit. Note that § € (—2,2) when a3 = 3 and
ay = 2 because |3 < min{ay,as}. We first conduct the analysis for independent
products (i.e., p = 0), then study the effects of correlation on optimum solutions. In
all cases, we let m; = 500, mqe = 300, ¢; = c2 = 100, and ¢; = 110. Unless otherwise
specified, we will use the following default values for our model parameters oy = 3,
ag =2, € {-1,0,1}, 3 =15, ps = 10, f = 0.95, 01 = 09 = 75, and p = 0.

The general model has many variables that interact and affect the optimal deci-
sions differently. To be able to better understand the effects of these parameters, we
consider various situations in Tables 2 through 4, where n* = nj 4+ nj + nj} is the
total capacity. In particular, we consider pairs (aq,a9) € {(2,2),(2,3),(3,2)}, and
obtain the optimal solutions for 5 € {—1,0,1}, f = 0.95, p = 0, and equal variances
o1 = 09 = 75 when py = e = 10 in Table 2, p; = 15, puo = 10 in Table 3, and
w1 =10, po = 15 in Table 4 (relaxing the assumption that gy > po in Table 4). This
allows us to consider all possible cases with respect to the relative values of the price
sensitivities aq, ap under various situations.

First we look at the sensitivity of the optimal capacities and corresponding profits

to the price elasticity parameters a; and as in Tables 2-4 while other parameters are
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Table 2: Sensitivity of the solution to ai, as, and g with o1 = 09 = 75, u; = 10,
e =10, and p = 0.

ar a2 B | m m ;g w | BQU BlQj E[F] B[P5]| profit

2.00 2.00 -1.00]|21.14 7.87 986 38.86|236.50 130.57 119.19 25.12 | 28696.81
2.00 3.00 -1.00]|21.31 7.17 9.68 38.15|236.50 125.94 123.29 16.92 | 28272.52
3.00 2.00 -1.001|20.38 11.25 6.26 37.89 | 230.00 134.81 74.96 45.12 | 20375.16

2.00 2.00 0.00 | 22.41 1241 5.45 40.26 | 240.00 140.00 130.00 80.00 | 39207.89
2.00 3.00 0.00 | 2247 11.59 5.32 39.38 | 240.00 135.00 130.00 55.00 | 35344.62
3.00 2.00 0.00 | 21.59 1247 5.32 39.38 | 235.00 140.00 88.33  80.00 | 28677.95

2.00 2.00 1.00 | 24.31 14.31 4.00 42.61 | 245.00 145.00 221.67 188.33 | 78574.93
2.00 3.00 1.00 | 24.06 13.03 4.21 41.30 | 245.00 140.00 185.00 115.00 | 58142.64
3.00 2.00 1.00 | 23.03 14.06 4.21 41.30 | 240.00 145.00 135.00 145.00 | 50142.64

Table 3: Sensitivity of the solution to oy, as, and § with oy = 09 = 75, pu; = 15,
to =10, and p = 0.

o ap B [ mi  my  np w" [EQ] B[Q3 E[PY] E[P]] profit

2.00 2.00 -1.00|13.90 10.63 6.78 31.30 | 239.25 131.71 117.74 25.27 | 29541.19
2.00 3.00 -1.00 | 14.04 9.7 6.63 30.43 |239.25 126.78 121.81 17.14 | 29123.73
3.00 2.00 -1.00 | 13.55 12.17 5.10 30.83 | 235.00 136.47 73.29 45.12 | 21175.86

2.00 2.00 0.00 | 14.92 13.12 4.38 32.41 | 243.33 140.00 128.33 80.00 | 40065.08
2.00 3.00 0.00 | 1491 12.17 4.35 31.44 | 243.33 135.00 128.33 55.00 | 36206.98
3.00 2.00 0.00 | 1451 13.16 4.29 31.96 | 240.00 140.00 86.67  80.00 | 29501.61

2.00 2.00 1.00 |16.23 14.44 3.43 34.10 | 248.33 143.33 220.00 188.33 | 79475.55
2.00 3.00 1.00 |15.96 13.09 3.74 32.78 | 248.33 138.33 183.33 115.00 | 59045.00
3.00 2.00 1.00 |15.66 14.39 3.37 33.43|245.00 143.33 133.33 145.00 | 50996.45

fixed. Intuitively, more price sensitive customers means less business for the firm,
as can be observed in Tables 2-4 by a decrease in the optimum profits as a; or as
increases for all 3 and p; and ps pairs. Optimum expected profit is more sensitive to
product 1 elasticity than that of product 2, since mean demand for product 1 (i.e., mq)
is higher than the one for product 2. For all levels of  in Tables 2-4, expected price,
quantity and dedicated resource capacity for product i are decreasing with its own
sensitivity parameter «; for ¢ = 1,2. For substitutable products (i.e., 5 > 0), the
change in expected prices and quantities can be explained by Theorem 5.3.1. The
decrease in the dedicated resource capacity for the product for which price elasticity is
increasing is a response to the fact that less of that product is required in the optimal
solution. The change in the optimum dedicated resource capacity for the product
whose price elasticity stays constant and change in the flexible resource capacity
are less obvious and depends on whether products are substitutes or complements.

For complementary products in all three tables, optimal flexible capacity is always
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Table 4: Sensitivity of the solution to ai, as, and g with o1 = 09 = 75, u; = 10,
e =15, and p = 0.

o a0 [ m m ny v | BQi BQ B[] BIP] | profit

2.00 2.00 -1.001|22.14 3.86 8.80 34.80| 238.21 133.96 119.18 23.43 | 29189.23
2.00 3.00 -1.001|22.25 3.51 8.69 34.44 | 238.21 130.92 123.26 15.27 | 28737.09
3.00 2.00 -1.00|21.28 7.38 5.05 33.71|231.67 138.14 7496 43.45 | 20875.46

2.00 2.00 0.00 | 23.12 8.25 4.38 35.75| 240.00 143.33 130.00 78.33 | 39731.75
2.00 3.00 0.00 | 23.16 7.84 4.29 35.29 | 240.00 140.00 130.00 53.33 | 35834.95
3.00 2.00 0.00 | 22.17 8.25 4.36 34.77 | 235.00 143.33 88.33  78.33 | 29206.98

2.00 2.00 1.00 | 24.44 9.56 3.43 37.43 | 243.33 148.33 221.67 186.67 | 79142.22
2.00 3.00 1.00 | 24.39 9.00 3.37 36.76 | 243.33 145.00 185.00 113.33 | 58663.11
3.00 2.00 1.00 | 23.09 9.29 3.74 36.12 | 238.33 148.33 135.00 143.33 | 50711.67

decreasing in all cases whenever one of the products become more sensitive to its
price.

Next we analyze the effects of the server capabilities py, o at the two product
groups using Tables 2, 3, and 4. For all cases, we note that the results are consistent
with Theorem 5.3.1 for substitutable products. That is, for § > 0, as y; increases,
expected product ¢ price is decreasing, while expected product j price is not affected.
Similarly, expected product ¢ quantity is increasing with pu;, while expected product
J quantity is decreasing for § > 0 and is constant for § = 0. Even though Theorem
5.3.1 only applies for substitutable products, equation (158) can be used to interpret
the behavior for the complementary products such that expected product j quantity
increases for # < 0 as y; increases. The fact that expected profit is increasing with
w; in all cases is also expected since the effect of increasing the server capability is
similar to adding some free dedicated servers. As a result, we observe that optimum
dedicated resource i capacity, flexible capacity, total capacity are decreasing with
increasing ;. This is expected since as the server becomes faster, the need for the
capacities n; and n} is reduced and more can be produced with the same installed
capacity. However, the increase in the optimum dedicated resource j capacity with
an increase in y; is interesting to note. Even though F[Q3] is decreasing with p; when
B =1, see Tables 2 and 3, we observe that nj increases in all cases. This is in part
attributed to the fact that flexible capacity n} is decreasing with iy, hence to cope
with that nj increases.

We also conducted a similar analysis for the case when p; = ps = 10 and the
variances for the two products are not equal. In particular, we let oy = 150, 09 = 75
in Table 5 and o1 = 75, 0o = 150 in Table 6. We choose the same service rate

to isolate and study the effect of variance better. By comparing Tables 5 and 6
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with Table 2, we observe that for substitutable products, increasing the variability of
the demand intercept for product i results in increased investment for the resource
dedicated to that product and the flexible resource, but decreased investment in the
resource dedicated to the other product. The increase in investment for dedicated
resource n; is intuitive because the firm does not want to miss the opportunity to meet
higher demand levels. Since the difference between the demand intercept realizations
are higher, flexible capacity becomes more attractive. Similarly, the decrease in the
investment for dedicated resource n; is intuitive because given the increase in capacity
of dedicated resource n;, more of the flexible server time now can be spared for product
j. As expected, the optimal prices and quantities for substitutable products are not
affected, as explained in Theorem 5.3.1. Finally, we obtain a new insight from Tables
5 and 6 that for complementary products (i.e., § < 0), it is possible to invest in
flexible capacity even if the optimal dedicated resource 2 capacity is zero. Hence
Theorem 5.3.1 (a) does not necessarily hold when § < 0. This is expected because
pricing is a less effective tool for shifting demand to match the available capacity for
complementary products than for substitutable products (increasing the price of one
product inversely affects the demand of the other), increasing the need for flexible

capacity.

Table 5: Sensitivity of the solution to ay, as, and 3 with o1 = 150, 0o = 75, 1 = 10,
e =10, and p = 0.

o o B | i m  n | BQ BlQi B[] B[R] profit

2.00 2.00 -1.00|25.53 0.00 19.45 44.97 | 243.69 134.62 115.75 24.82 | 30177.35
2.00 3.00 -1.00|26.11 0.00 18.83 44.94 | 24447 133.22 119.96 15.61 | 29564.69
3.00 2.00 -1.00|21.53 9.52 881 39.86 | 230.00 134.37 74.88 45.38 | 21340.74

2.00 2.00 0.00 | 24.46 1081 7.79 43.06 | 240.00 140.00 130.00 80.00 | 40446.80
2.00 3.00 0.00 | 24.13 957 821 41.91|240.00 135.00 130.00 55.00 | 36598.34
3.00 2.00 0.00 | 2324 11.09 7.43 41.76|235.00 140.00 88.33 80.00 | 29400.86

2.00 2.00 1.00 | 27.31 13.18 5.63 46.12 | 245.00 145.00 221.67 188.33 | 80301.66
2.00 3.00 1.00 | 26.43 11.30 6.73 44.46 | 245.00 140.00 185.00 115.00 | 59675.83
3.00 2.00 1.00 | 25.59 13.05 5.66 44.29 | 240.00 145.00 135.00 145.00 | 51039.55

Next, we investigate the effect of the substitutability/complementary parameter
g e{-18,-1.6,...,+1.8} on the optimum solution for independent products (p = 0)
with price elasticities a; = 3 and as = 2 in Table 7. Since the parameter § has the
biggest impact on the optimal profits, we choose a wide range of possible 3 values
for independent products to remove any affect from correlation. Note that as (3
increases, products gradually change from most complementary to most substitutable.

The effect of 3 on the optimal flexible capacity and profits are consistent with the
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Table 6: Sensitivity of the solution to ay, as, and 3 with o1 = 75, 09 = 150, p; = 10,
e =10, and p = 0.

ar a2 B [ m m  ny o | EQJ BlQy E[P] B[P]| profit

2.00 2.00 -1.001|32.61 0.00 26.20 58.81 |259.95 136.71 105.60 28.85 | 27529.54
2.00 3.00 -1.00| 33.44 0.00 25.33 58.77 | 259.95 135.92 111.22 17.62 | 26458.35
3.00 2.00 -1.001|29.65 0.00 26.16 55.81 | 2564.80 144.61 67.00 44.20 | 20225.21

2.00 2.00 0.00 | 20.81 14.46 7.79 43.06 | 240.00 140.00 130.00 80.00 | 40446.80
2.00 3.00 0.00 | 21.09 13.24 7.43 41.76 | 240.00 135.00 130.00 55.00 | 36067.53
3.00 2.00 0.00 | 19.57 14.13 821 41.91|235.00 140.00 88.33 80.00 | 29931.68

2.00 2.00 1.00 | 23.18 17.31 5.63 46.12 | 245.00 145.00 221.67 188.33 | 80301.66
2.00 3.00 1.00 | 23.06 15.59 5.66 44.29 | 245.00 140.00 185.00 115.00 | 59039.55
3.00 2.00 1.00 | 21.30 16.43 6.73 44.46 | 240.00 145.00 135.00 145.00 | 51675.83

results of Birge, Drogosz, and Duenyas [14], Biller, Muriel, and Zhang [13], Bish and
Suwandechochai [17], and Lus and Muriel [67] in that the optimal flexible capacity
is decreasing in ( while the optimal profit is increasing. Another striking change is
observed in the choice of dedicated vs flexible capacities. Even though we observe an
increase in the total capacity of 17.7%, the flexible capacity decreases from 39.8% of
the total to 0.06% as 3 increases. Thus the increase in the total capacity investment
is attributed to an increase in both dedicated capacities. This is expected because
as the products become more substitutable, pricing can be used effectively to shift
the demand from one product to the other to fit the available fixed capacity, hence
reducing the need for the flexible capacity. However, the most striking change is
observed in the prices P;, P, and the expected profit. We observe a total increase of
269% for the price of product 1, 1462% for the price of product 2, and 528% for the
expected profit. This is expected and can be explained mathematically by the form
of demand functions (132) and (133). In particular, the demand D; for product ¢ is
affected by the price of the other product P; by an amount SP;. If (3 is negative (i.e.,
complementary), increasing the price P;, inversely affects the demand for product i,
D;. Hence, we are constrained to choose low prices for both products, resulting in
low profit. On the other hand, when [ is positive (i.e., substitutable), increasing the
price P; for product j has a positive effect on the demand for product 4, D;, resulting
in higher prices and expected profit.

Next, we would like to study the effects of improving the capability of the flexible
servers from 60% of the dedicated capacities to 100% of the dedicated ones (i.e.,
f €{0.6,0.8,1}) in Table 8. Other parameters are at their default values except the
variances. We choose the maximum possible variances for both products o; = 250 and

0o = 150 so that flexible capacity becomes an attractive option and the parameter f
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Table 7: Sensitivity of the solution to § with oy = 05 =75, a3 = 3, g = 2, 1 = 15,
e =10, and p = 0.
5| m m oy  w | BQ) EQy EIP] EB]| poht
-1.80 | 12.66 5.35 11.94 29.94 | 232.71 120.13 76.38 21.19 | 18594.18
-1.60 | 12.99 818 9.18 30.35 | 233.59 127.62 74.71  26.42 | 18978.73
-1.40 | 13.22 1144 5.83 30.49 | 233.57 132.10 73.71  32.35 | 19541.37
-1.20 | 13.37 12.01 5.24 30.63 | 234.00 134.86 73.21  38.65 | 20258.12
-1.00 | 13.55 12.17 5.10 30.83 | 235.00 136.47 73.29 45.12 | 21175.86
-0.80 | 13.75 12.34 4.95 31.03 | 236.00 137.33 74.23 51.64 | 22310.17
-0.60 | 13.94 12.51 4.79 31.24 | 237.00 138.00 76.03 58.19 | 23677.30
-0.40 | 14.12 12.71 4.64 31.47 | 238.00 138.67 78.68 64.93 | 25301.66
-0.20 | 14.30 1293 448 31.71 | 239.00 139.33 82.19 72.11 | 27223.24
0.00 | 14.51 13.16 4.29 31.96 | 240.00 140.00 86.67 80.00 | 29501.61
0.20 | 14.72 13.39 4.11 32.22 | 241.00 140.67 92.26 88.89 | 32221.87
0.40 | 14.93 13.61 3.95 3249 |242.00 141.33 99.22  99.18 | 35505.47
0.60 | 15.16 13.85 3.77 32.78 | 243.00 142.00 107.94 111.38 | 39528.72
0.80 | 15.40 14.11 3.58 33.09 | 244.00 142.67 119.01 126.27 | 44555.44
1.00 | 15.66 14.39 3.37 33.43 | 245.00 143.33 133.33 145.00 | 50996.45
1.20 | 1595 14.72 3.13 33.80 | 246.00 144.00 152.46 169.47 | 59526.97
1.40 | 16.26 15.07 2.88 34.21 | 247.00 144.67 179.08 203.02 | 71338.15
1.60 | 16.61 15.47 2.60 34.68 | 248.00 145.33 218.45 252.09 | 88743.96
1.80 | 17.09 1594 2.22 35.24 | 249.00 146.00 282.32 331.09 | 116910.65

has a stronger effect on the optimal solution. As expected, for substitutable products
(i.e., B > 0), as the flexible server capability improves, investment in flexible servers
increases while investment in the dedicated capacities decreases. The increase in
resulting profits is also expected since we can produce more at the same investment
level if needed, as the server capability improves. The change in expected quantities
and prices for both types of products can be explained by Theorem 5.3.1.

Next, we look at the sensitivity of the optimal capacities and corresponding profits
with respect to demand variability. For this case we assume 01 = 09 = ¢ and all the
other parameters are at their default values. To see the effect of demand variability
on capacity choices, we generate demand scenarios for independent products with
01 =09 =0 € {25,75,125,150} and obtain the optimal solutions for § € {—1,0,1} in
Table 9. Variances are chosen so that nonnegativity of the demand intercept scenarios
is preserved. For all levels of  values, we observe, as expected, that expected profit,
total flexible capacity, and total capacity are increasing with o. This is consistent
with the existing literature (see, e.g., Chod and Rudi [28], Fine and Freund [38], Goyal
and Netessine [44, 45|, and Lus and Muriel [67]) and results from the fact that extra
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Table 8: Sensitivity of the solution to f and § with o; = 250, g, = 150, a; = 3,
g =2, g = 15, py = 10, and p = 0.

;B8 | m  m  ny o | EQi Bl EIP] B[] piofit
0.60 -1.00 | 10.33 0.00 78.33 88.67 | 256.05 146.58 66.90 43.26 | 20340.51
0.60 0.00 | 23.29 1894 096 43.18 | 240.00 140.00 86.67 80.00 | 33422.92
0.60 1.00 | 24.31 20.07 0.00 44.38 | 245.00 143.33 133.33 145.00 | 56023.28
0.80 -1.00 | 10.33 0.00 58.75 69.08 | 256.05 146.58 66.90 43.26 | 22494.68
0.80 0.00 | 17.80 13.90 9.43 41.12 | 240.00 140.00 86.67 80.00 | 33613.23
0.80 1.00 | 20.35 16.24 6.84 43.43 | 245.00 143.33 133.33 145.00 | 56118.41
1.00 -1.00 | 10.33 0.00 47.00 57.33 | 256.05 146.58 66.90 43.26 | 23787.18

1.00 0.00 | 14.06 10.35 13.63 38.04 | 240.00 140.00 86.67  80.00 | 33893.16
1.00 1.00 | 16.42 12.78 11.68 40.88 | 245.00 143.33 133.33 145.00 | 56343.97

revenue when demand and prices are high dominates the loss in revenue when demand
and prices are low. To deal with high levels of demand, the total capacity and flexible
capacity are increasing with demand variance for any (3. Effects on other parameters
depend on whether the products are substitutes or complementary. When 3 > 0,
expected prices and quantities do not depend on the demand variance, as shown in
Theorem 5.3.1. As in Tables 5 and 6, we observe that the result of Theorem 5.3.1 (a)
does not hold for 5 < 0, since we have nj = 0 while n} > 0 for o =125 and § = —1.

Table 9: Sensitivity of the solution to o and 3 with o1 = 09 = 0 € {25, 75,125,150},

a;p =3, ap =2, uy = 15, uy = 10, and p = 0.
o B ‘ nj ny ny n* ‘ ElQ7] E[Q5] E[P] E[F] ‘ profit
25 -1.00 | 14.99 13.03 1.44 29.45 | 235.00 136.67 73.33 45.00 | 20504.12
75 -1.00 | 13.55 12.17 5.10 30.83 | 235.00 136.47 73.29 45.12 | 21175.86
125 -1.00 | 12.82 0.00 21.59 34.41 | 238.94 135.15 71.46 46.70 | 22433.49
150 -1.00 | 20.69 0.00 25.95 46.63 | 255.08 143.78 66.72  44.75 | 22347.28
25 0.00 | 1550 13.56 1.10 30.16 | 240.00 140.00 86.67 80.00 | 29025.06
75  0.00 | 14.51 13.16 4.29 31.96 | 240.00 140.00 86.67  80.00 | 29501.61
125 0.00 | 13.81 13.40 7.51 34.73 | 240.00 140.00 &86.67 80.00 | 30704.76
150 0.00 | 13.56 13.52 9.21 36.30 | 240.00 140.00 86.67  80.00 | 31592.54
25 1.00 | 16.09 14.16 0.73 30.98 | 245.00 143.33 133.33 145.00 | 50408.68
75  1.00 | 15.66 14.39 3.37 33.43 | 245.00 143.33 133.33 145.00 | 50996.45
125 1.00 | 15.52 15.20 6.07 36.79 | 245.00 143.33 133.33 145.00 | 52478.69
150 1.00 | 15.50 15.67 7.47 38.64 | 245.00 143.33 133.33 145.00 | 53568.30

Finally, we examine the sensitivity of the optimal capacities and corresponding
profits with respect to demand correlation. In particular, we generate demand scenar-
ios for p € {—0.5,40.5} and obtain the optimal solutions for (a1, as2) € {(2,2),(2,3),(3,2)}
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and 3 € {—1,0,1} in Tables 10 and 11, respectively. Even though correlation is com-
parable to 3 in terms of its effects on the optimal flexible capacity, it has only a slight
effect on the expected profits. We observe that as the product correlation increases,
the optimum flexible capacity decreases while total capacity investment increases.
Even though the need for capacity increases to take advantage of a potentially large
market as the products become more correlated, the value of the flexible resource is
reduced because relative values of demand for both products become more predictable
as the correlation p increases. We do not observe a substantial effect of demand corre-
lation on the optimal profit. For # > 0, we note that the expected prices for products
1 and 2, and expected quantities remain the same as p increases. This is expected
since, as we obtained in Theorem 5.3.1, expected prices and quantities do not depend

on the demand correlation.

Table 10: Sensitivity of the solution to ai, as, and § with uy = 15, puy = 10,
01 =09 =75, and p = —0.5.

ar o B \ ni ny om0t ‘E[Q’{] E[Qi] E[P]] E[PQ*H profit

2.00 2.00 -1.00|12.89 9.90 7.84 30.63 | 239.12 129.85 117.20 26.48 | 29817.82
2.00 3.00 -1.00]|13.16 9.22 7.55 29.93|239.12 125.21 121.57 17.74 | 29311.01
3.00 2.00 -1.00]|12.66 11.27 6.43 30.36 | 235.00 136.26 73.25 45.24 | 21396.22

2.00 2.00 0.00 | 13.87 12.10 5.74 31.71 | 243.33 140.00 128.33 80.00 | 40127.38
2.00 3.00 0.00 | 13.96 11.27 5.63 30.85|243.33 135.00 128.33 55.00 | 36264.33
3.00 2.00 0.00 |13.52 12.18 5.62 31.32 | 240.00 140.00 86.67 80.00 | 29563.53

2.00 2.00 1.00 |15.03 13.30 4.80 33.12 | 248.33 143.33 220.00 188.33 | 79251.71
2.00 3.00 1.00 | 14.89 12.15 4.94 31.98 | 248.33 138.33 183.33 115.00 | 58935.92
3.00 2.00 1.00 | 14.49 13.27 4.79 32.55 | 245.00 143.33 133.33 145.00 | 50892.46

Table 11: Sensitivity of the solution to ai, as, and g with u; = 15, us = 10,
01 =09 =75, and p = 0.5.

profit

o oy B [ mp omp mp ot | E[Q] E[Q] E[P] B[]

2.00 2.00 -1.00 | 15.02 11.22 5.9 31.83|239.36 133.95 118.41 23.82 | 29217.85
2.00 3.00 -1.00 | 15.10 10.30 5.51 30.91 | 239.36 128.96 122.18 16.29 | 28904.75
3.00 2.00 -1.00 | 14.59 13.15 3.44 31.18 | 235.00 136.63 73.33 45.02 | 20926.42

2.00 2.00 0.00 | 16.01 14.10 2.82 32.93|243.33 140.00 128.33 80.00 | 39980.30
2.00 3.00 0.00 | 1596 13.04 2.86 31.86 |243.33 135.00 128.33 55.00 | 36132.18
3.00 2.00 0.00 | 15.58 14.20 2.65 32.42 | 240.00 140.00 86.67  80.00 | 29425.31

2.00 2.00 1.00 | 1749 1543 1.89 34.80 | 248.33 143.33 220.00 188.33 | 79664.61
2.00 3.00 1.00 |17.08 13.92 2.38 33.38|248.33 138.33 183.33 115.00 | 59131.11
3.00 2.00 1.00 |16.83 1545 1.78 34.05|245.00 143.33 133.33 145.00 | 51082.31

Note that in the examples for substitutable products, we always observe n} > 0

and n3 > 0, i.e., in all cases there is investment in both dedicated capacities. This is
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due to the way we construct the demand scenarios since the minimum value for both
demand intercepts is greater than 0 for both products with probability 1.

In this section, we observe that taking the server capabilities into account has an
impact on the form of optimal capacity investment decisions as well as the optimal
expected prices and output quantities. Similarly, the fact that flexible servers might
be slower than the dedicated ones also reduces the value of the flexible servers, which

in turn affects the form of optimal solutions.

5.5 Conclusion

In this chapter, we have studied a two stage stochastic capacity sizing and pricing
problem for a two product firm under a linear demand model with substitutability and
with an emphasis on the differences in the service capacities of flexible and dedicated
resources. We formulated nonlinear programs to determine the optimal production,
pricing, and resource allocation decisions given the available capacity, and derived
the resulting revenues as functions of demand intercepts in six regions. We showed
that taking the server capabilities into account significantly affects the form of these
regions and hence the resulting optimal allocations. For instance, we identified cases
where flexible capacity is never assigned to one product for any demand realization;
such cases are not possible when the service rates are assumed to be equal.

For the specific case with a discrete demand intercept distribution, we showed
that there are only five possible capacity investment scenarios that can be optimal
and we identified the expected optimal quantities and prices corresponding to each
of these scenarios. We concluded that the expected optimal prices and quantities are
determined by the effective cost ratio of the dedicated servers, defined as the ratio of
the server’s cost to its service rate, and that the flexible server’s cost and performance
ratio have no effect. We also showed that investment in the resource dedicated to a
given product is a prerequisite for the production of that product to be optimal, and
provided an upper bound on the dedicated server’s cost that should be satisfied if we
are to invest in the corresponding product.

Finally, through numerical examples, we studied the effects of various model pa-
rameters on the optimal capacity, pricing, and quantity decisions, as well as the
expected optimal profits. We showed that the results for substitutable products do
not necessarily hold for complementary products and that server capabilities have a
significant effect on the form of the optimal solution by affecting the capacity decision,

as well as the resulting expected quantities, prices, and profits.
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CHAPTER VI

SUMMARY AND DIRECTIONS FOR FUTURE
RESEARCH

In this chapter we summarize the major contributions of this dissertation and suggest
possibilities for future research. For more detailed information, the reader is referred
to Chapters 3, 4, and 5.

In Chapter 3, we studied the effects of server flexibility for a multi-class queueing
network that can be unstable. We allowed multiple arrival streams, as well as servers
who cooperate or work in parallel when multiple servers are assigned to a class.
Moving a server is also assumed to incur a random switching time that can depend on
the origin and destination. We showed that the classes can be uniquely classified into
stable and unstable sets and also developed server allocation policies that can achieve
throughput arbitrarily close to the maximum throughput achievable given sufficient
offered demand. Similarly, we provided the minimum offered demand required to
achieve a feasible target throughput. Our numerical results suggest that system
throughput can be significantly improved by allowing instability.

Another performance measure of interest is the total number of items processed
during each server visit to a given class (i.e., the lot sizes). In general, low switching
rates are effective with respect to throughput, but they can result in the production
of large lots, which in turn implies longer lead times and higher inventories. Hence,
in future work it would be interesting to design policies that simultaneously consider
throughput and lot sizes.

In Chapter 4, we studied the effects of inspection location decisions on product
quality and quantity for a general model with multiple defect types, defect depen-
dent inspection errors, fractional inspection, probabilistic repair stations, scraps at
inspection and repair stations, and stochastic costs. Our model is more general than
any model considered in the inspection location literature, and also incorporates the
system capacity into the inspection location determination. More specifically, we ana-
lyzed the defect propagation and flow of parts through each system stage sequentially,
and also showed how to obtain the long-run profit rate for the system. Considering
the general case where any of the stations can be the bottleneck, we developed an

admission control policy that results in cost reduction for given inspection locations
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and levels, and also introduced methods for determining the optimal inspection loca-
tions and levels. Finally, we provided numerical results that show how the inspection
location decisions are made under different parameter values for a system with two
production stations. We demonstrated that taking bottleneck considerations into ac-
count when determining the best inspection locations can lead to different inspection
decisions than do previous models (that do not take the capacity of the system into
account).

In some systems, defect causes in the production line can be traced. Then another
method for quality improvement is to stop the production line until a source of defects
is removed from the system, instead of scrapping or repairing the defective units, also
known as “continuous improvement.” It would be a nice future research topic to study
the effects of inspection on system capacity under our inspection model framework
when continuous improvement is employed.

Finally, in Chapter 5, we analyzed the capacity and pricing decisions made by a
monopolistic firm producing two heterogenous products under demand uncertainty.
The objective is to maximize the firm’s profit. Our model incorporates dedicated
and flexible resources, product substitutability, and processing rates that depend
on the product and resource type. We provided the optimum prices and production
quantities as functions of resource capacities and demand intercepts, and showed that
incorporating server-dependent processing rates results in a significant shift towards
assigning flexible servers to the product that can be produced faster. When the
demand uncertainty has only a finite set of possible values, we showed that there
are five possible capacity investment scenarios that can be optimal and identified the
expected optimal quantities and prices for each of these scenarios. We also showed
that investment in flexible capacity is only desirable when it is optimal to invest in
dedicated capacities for both products. We concluded with numerical examples that
provide insights into how the optimal capacities and expected production quantities,
prices, and profit depend on various model parameters.

In our problem, we assumed that it is possible for the firm to install fractional
capacity. However, in real-life applications, installed capacity might be constrained
to be integer (as in an integer number of machines). It would be an interesting future
research topic to optimize discrete capacity. Also, the effects of demand variance and
correlation on the optimum capacities, prices, and profit could be studied rigorously

for the special case where the firm only has flexible capacity.
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APPENDIX A

SUPPLEMENTARY MATERIAL FOR CHAPTER 4

Before proving Theorem 4.4.1, we need a preliminary result about the relation between

the incoming fraction of defective units at different stations and the system input .

Proposition A.0.1. Under Assumptions 4.4.1 and 4.4.2, let Ur(X\) be the set of
stages © with an unstable repair station under input rate X. Suppose Ay < Ay < A.
Then we have Ug(A1) € Ugr(X2). Moreover, W%, ﬂij, and ﬂfj are nondecreasing in

A2 if § € Upcugny,isi Dy and are constant in Ay otherwise.

Proof. First observe that defect fraction propagation only depends on the system
rates when outputs of inspection and repair stations join, as shown in Section 4.2.4.
Hence instability of inspection and operation stations has no effect on the defect
structure (due to the use of the FCFS discipline). From the flow equations in Section
4.2, it is easy to see that flow rates to each stage \; are nondecreasing in the input
rate \ to the system. Moreover, by equations (71) and (77), the outflow rate A/ from
I; is also nondecreasing in A\. From equations (78), (79), (88), (89), and (91), we see
that if R; is stable, then as A] increases, so do A{” and Af*? proportionally, and 7},

is not affected. However, if R; becomes unstable before I;, then as A/ increases, 7rio+17 j
10
%, "
We analyze the system in a step by step manner starting with the first bottleneck

will eventually get closer to m

repair station. Let [, be the first stage with a repair station that is unstable under
the input rate A to the production line. Next we show that 7//9 < 7/ for j € D.
For defect types j € D\ D;,, we already have W{f?j = W{Sj = ﬂlfw by equations (83)
and (90). The only way a unit routed from R;, to Oy, +; will have defect j € D), is
when this defect is not detected by the inspection station I;,. Otherwise, it would be
either repaired by Rj, or scrapped by R, or I;,. Let u ; and ugyj be the fractions
of units routed to R;, and O, 4, from I;, that have an undetected defect j € D,

respectively. Then we have
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(7, Bl — Hienp (1 = diy)] .
I T 1 . H (1 . d ) ) j € Dl/\a
uP = Trl,\,jﬂlthlA,j _ keDl’i Ixk
P rl B erDi\{j}(l —di, 1) ieps
keps (1= diyx) ’ b
and
o 7Tl>\ ][ fl,\ + fl,\ﬁlx J Hk:EDl \{j}( - dl/\7k)]
ulk:j = OZI
7Tl)\][ fl; +flxﬁlhj HkEDl \{j}( _dlkvk)] .
= yJ € DZA-

szeDlA ( dlx, )

To see the relations between the above defect probabilities, let M/ =TT, DF (1—-
A

dl,\Jf) lA erDS (1 — d,, k), M, zu erDR \{]}( - dlx,k)v and finally le,j =
H’fGDzSA\{J}< dlhk) Then we get

TrlIA,jﬁl)uj[ - Ml])i‘j]

1—-ME A
u! ;= S (160)
7 ,/Tl)\,]ﬂlN] A5d DS
M[i ’ 7€ Di

and

S
7Tl)\][ flk +fl>\/6lA7] l)\‘] l)\]

j € DE

MRMS ) N
up = (161)
’ 7Tl>\3[ flA +fl)\ﬁlx7] l>\]] . s
AV =, JeD.
MZAMlA
Since M/ < Mllfj, MZIEJMS <1, and MRMgJ < 1, we have
I R
ﬂ-l)njﬁlhj Ix,J DR
oJ MsJ o l
S and Uy, 5 Z I A S (162)
1— M = Mf » 7, 0 M c DS
Iy

MP ’
A

By equations (160) and (162), we now obtain u;* ; < uf ; for all j € D. This means
that the units routed to repair stations have fewer undetected defects than units
routed to operation stations. Since repair stations do not introduce any defects and

units routing from a repair station to the next operation station do not have any

detected defects, this implies 7 OJ < 7rlA ; for j € D. Hence, as Ay increases and Ry,
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becomes unstable, the defect fractions to the next operation station 7TZO/\ 41 for j € Dy,
is nondecreasing, while sz 41 ;forjeD \ D, remains unaffected.

Note that even though the input to the system is increased, the routing probabili-
ties out of all stations in all stages are unaffected. This is due to the fact that routing
probabilities in a given stage ¢ depend only on the fraction of units having the set of
defects D;, and by Assumption 4.4.2, this fraction cannot be modified at any stage
other than stage 7. Even if this fraction is modified at stage ¢ by an unstable repair
station R;, this occurs only after the stage ¢ is completed for parts that already left
stage i. Then it is easy to see that Ug(A\1) C Ugr(\2) for A\; < Ay, since flow through
all stations increases proportionally as the input flow is increased.

After stage [, there can be either no more bottleneck repair stations or one or more
bottleneck repair stations. In the first case, the defect fractions for j € D\ D, stay
constant throughout the production line. In the second case, let [}, be the second stage
with a bottleneck repair station under A. Similar to the analysis in the [ th stage,
the fraction of units having defect j € Dy, is nondecreasing throughout stages i > [3.
O, ml;, and 7f%; are nondecreasing in
A2 if § € Uperg(n),i>i Dy and are constant otherwise. O

Continuing sequentially, it is easy to see that m

We are now ready to prove Theorem 4.4.1.

Proof of Theorem 4.4.1. We show, by contradiction, that under the optimal policy,
no operation or inspection station can have \; > A9 or A9 > A\l respectively, because
we can always improve the total profit by stabilizing the operation and inspection
stations in the production line. For this, assume that there exists a stage ¢ such
that \; > A9 and/or A9 > A, and let stage b be the first such stage. We start by
considering the case when )\, > A so that after O, the arrival rate to inspection
station [, is AY = pf. Later, we discuss the case when A, < A and A9 > M| so that
the first bottleneck is an inspection station.

Note that each unit generates a revenue of R only if it reaches the end of the
line. Otherwise, it incurs various nonnegative costs throughout the serial line. Let
A be the current input rate to the system and A; < A be the smallest input rate to
operation station Oy such that A\, = A = 1. Note that the inflow rate to operation
station Oy, is a continuous and nondecreasing function of A and is null when A = 0
(see Section 4.2), implying that A; exists. We compare the system with input rate
A1 to the system with input rate A. For this, we study the effects of increasing the
arrival rate Ay € [A1, A] on the first part of the production line (up to the bottleneck
station Op) and on the second part (after the bottleneck station Oy).
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Note that increasing the input flow not only affects the flow of parts at various
stations in the line, but also the quality characteristics of the products. Let [, be
the first stage with a repair station that is unstable under the input rate \. We first
consider the case with [, > b, so that there are no bottleneck repair stations before
stage b, and then the case with [, < b, so that there is one or more bottleneck repair
station before the bth stage.

If [y > b, then, by Proposition A.0.1 and Assumption 4.4.2, the fraction of units
having defects in D; for ¢ < b, is constant in the input rate A. Since routing probabil-
ities out of all stations in a given stage ¢ depend only on the set of defects D; and are
not affected by the set of defects D\ D;, the routing probabilities at stages 1 through
b — 1 are unchanged. Hence, as the input rate A increases, while the flow through all
these stations increases proportinally, resulting in higher production cost for the first
part of the line (up to stage b).

On the other hand, if Iy < b, let Ui () be the set of stages ¢ < b with a bottleneck
repair station for input rate A. Then by Proposition A.0.1 and Assumption 4.4.2, we
have that Ur(\1) C Ug()), that the fraction of units having the defects in D, for
i" € Up(A) is nondecreasing in Ay for stages ¢ > ¢’, and the fraction of units having
defects in D \ UieU;%(,\)Di are not affected. Thus, the change in defect fractions for
Jj € Dy, where i’ € Up(\) is propagated until the end of the line, and not affected by
any other stage. However, under Assumption 4.4.2, the routing probabilities out of
all stations in stage i’ ¢ Ug(\) are unaffected by the change in the fraction of units
having defects in D, for i’ € Up(A). This implies that increasing the flow through
the stations 7 < b results in higher production cost for the first part of the line (up
to stage b) under Assumption 4.4.3.

Summarizing the effects on the first part of the line, we observe that the flow
through all the stations up to and including the operation station O, is nondecreasing
in A, along with the fraction of units having defects in D; for i € Ur(\). The next
step is to study the effects of increased input flow on the second part of the line, after
the bth stage. Note that even though the input flow is increased, the outflow from
operation station Oy is constant at u, as well as the fraction of units having defects
in D; for ¢ > b (under Assumption 4.4.2). This means that for the second part of the
line, there are no changes that would affect the flow of parts or costs (by Assumption
4.4.3), except for the fact that the fraction of units having defects in D; for i € Up(\)
is nondecreasing through the end of the production line.

Hence by stabilizing operation station Oy, we can reduce the total cost incurred

up to stage b, while improving product quality at stage b. For the second part of
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the line, after the bottleneck station b, the production, inspection, and repair costs
are not affected. By Assumption 4.4.3, reduced final product quality together with
increased production cost for the first part of the line and unaffected revenue implies
decreased profitability of the system. The same argument applies if the first unstable
operation or inspection station is an inspection station. Repeating this process for
all unstable operation and inspection stations shows that stabilizing all such stations

improves the total profit rate for the system. n
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APPENDIX B

SUPPLEMENTARY MATERIAL FOR CHAPTER 5

Proof of Theorem 5.2.1. Note that the objective function R*(n,€) in (141) is concave
since H is positive definite. Moreover, the constraints (142) — (146) are linear. Hence
the first order KK'T conditions are necessary and sufficient for optimality. Let A{, Ao,
and A3 be the Lagrangian multipliers associated with the constraints (142) — (144),
respectively. Note that we can ignore the nonnegativity constraints (145) — (146),
because the optimum quantities and prices will always be nonnegative. Expanding

the objective function in (141) yields

1
—R(Q) = i ( — (ager + Pe2)Q1 + 042@% +28Q1Q2 — (162 + Pe1)Q2 + 041@%),
and the KKT conditions become
Qo s a2 * B % Y
—Ml(gé“l + 352) + 23#1621 + 23#1@2 +A+A3 = 0 (163)
« «
—Mz(i@ + 551) + 231#262; + 2§H2QI +X+ A3 = 0 (164)
M ) = o (165)
H1
WAL T p— (166)
M2
W& L ) < (167)
M1 2
A, A2, A3 > 0. (168)

The first two conditions (163) —(164) are obtained by taking the derivatives of (141)—
(144) with respect to ()1 and )y, respectively, modified by the appropriate Lagrangian
multipliers. The conditions (165)—(167) are the complementary slackness conditions,
and (168) provides the nonnegativity conditions for the Lagrangian multipliers.
Then we can solve equations (163) — (164) for the optimum quantities in terms of

A1, Ao, and A3 as follows

* €1 aq Y2 6
. A+ 2o, 169
G 2 2 2w 2 (169)
o = 222, M Nt D (170)




Equation (134) now yields

,Ul(%gl + 562) + )\1 + )\3

P = ,
1 2

pr o= /LQ(%&“Q -+ 561) + )\2 + )\3
? 2412 '

Note that P* > 0 for i = 1,2 since d > 0. To see that @}, for i« = 1,2, can not be
negative, assume that @7 < 0. Then QF < png. and Q3_; < p3_in(3—s)e, implying
that Q;/p; + Q5_;/ 13— < n—ie < ne, and hence \; = A3 = 0. It now follows from
equations (169) and (170) that QF > 0, a contradiction. In the optimum solution,
the constraints (142) — (144) can be binding or non-binding with the corresponding
multipliers nonnegative and zero, respectively. We analyze each case to construct
different optimality scenarios.

First assume that all constraints are non-binding at the optimal solution, so that
Ai = 0 for all i. Then solving (169) — (170) for Q7 and @}, we obtain Q; = ¢;/2.
The production quantities )1 and ()2 also need to satisfy the primary constraints
(142) — (144) strictly, so that

€
€ 2> 0561 < 2U1N1e; €2 < 2UNoe; —
21 2p9

corresponding to the solution in 4 (n).

Secondly, consider the case where (142) and (144) are non-binding and (143) is
binding, so that \; = A3 = 0 and Ay > 0. Then solving (169)—(170) for Q] and A\, with
()5 = panae, we obtain Q] = 81/2"‘5(52/2 —M2n23)/062 and Ay = M2(€2 - 2M2n2e))/042-
We also need to satisfy the primary constraints (142) and (144) strictly, so that
Q7 < pinq, and ensure the nonnegativity of Ay > 0. These two conditions translate
into Qs(n).

Thirdly, consider the case where (143) and (144) are non-binding and (142) is
binding, so that Ay = A3 = 0.and A; > 0. Then solving (169)—(170) for @5 and \; with
Q1 = pnie, we obtain Q5 = €5/2+ B(e1/2 — punie)/on and Ay = (&1 — 2panae) /o
We also need to satisfy the primary constraints (143) and (144) strictly, so that
Q5 < peong, and ensure the nonnegativity of \; > 0. These two conditions translate
into Q3(n).

Now consider the case where ny = 0. Then (144) is binding if and only if (142)
and (143) are binding. Thus (144) is not needed, and we can assume A3 = 0. It
remains to consider the case where (142) and (143) are binding. Equations (163) and
(164) with Q% = ping, Q5 = pang, Ay > 0, and Ay > 0 yield that this solution is
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optimal on
Qs(n) = {8 1€ 2050+ £€1 > 2pamg + £2M1n1;51 + £€2 > 2png + EQ,UQTLQ}-
Qaq Qaq Q2 Q2

Note that Q¢(n) = 0 when ny = 0 and that Q45(n) is the intersection of two half-

planes defined by lines with negative slopes —3/a; and —ay/3, respectively, where

It remains to show that Qus(n) = Qu(n) U Qs5(n). Let Qp(n) = {e : € > 0,617 —

€272 = 2 — 2pipna2} and Qy(n) = {e : € > 056171 — 272 < 2y — 2p9na72}
be half-planes defined by a line with slope 77 /72, where

’ﬁ—(—ﬁ) _ md (171)

041’727

2! 52 pod

L - =) = == 172

T2 ( B ) B2 (172)
The lines in the definitions of Qu5(n), Qp(n), and Qf(n) intersect at the point
(2u1n1, 2p9ns). It follows that Q4(n) = Qu5(n) NQ(n) and Q5(n) = Qus(n) NQH(N),
both when 5 > 0 and 75 > 0 and when 3 > 0 and 75 < 0 (note that the case § =0
and v, < 0 is not possible). This proves the optimality of the specified solution on
Q4(n) and Q5(TL)

For the remainder of the proof, we assume that n; > 0. Then (142) and (143)

cannot be simultaneously binding. Next, consider the case where (142) and (144)
are binding and (143) is non-binding, so that A;,A3 > 0 and Ay = 0, and hence
Q7 = ni. and Q5 = pong, meaning that all flexible capacity is assigned to product
1 and all of the dedicated capacity for product 2 is also used. Equations (169) — (170)
with Q7 = pnie, Q5 = pang, and Ay = 0 now yield

Y101 Y172

=2y = —nér+ AL+ A3,
H1 Hi1f2
5]
2[an9Y2 = Y2E2 — N7 Az + ﬂAl;
Ha b2 H1
so that
A — p1(2p2may2 — 21Nt — Y22 + Y1€1)
1 —_ .
B2 + oam
Also, it follows from (164) that
2
A3 = E(Of1€2 + Ber — 20 pang — 25M1n1e)-
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Note that v, + a1y = pi(aias — %) = pyd > 0. The nonnegativity of A\; and )3
conditions for optimality translate into {24(n).

Next, consider the case where (143) and (144) are binding and (142) is non-
binding, so that Ay, A3 > 0 and A\; = 0, and hence Q7 = mn; and Q5 = pona.,
meaning that all flexible capacity is assigned to product 2 and all of the dedicated
capacity for product 1 is used. Then solving (169) — (170) for Ay with Q% = uing,

Q% = pange, and \; = 0, we obtain

Ay — p2(2p1m171 — 2panoey2 — Y1€1 + Y2g2)
2 = .
By + azye

It follows from (163) that

A3 = %(0@51 + Beg — 20p1m1 — 2Bp9nse).

Note that 81 + asys = ped > 0. The nonnegativity conditions for Ay and A3 translate
into Q5(n).

Next, consider the case where (142) and (143) are non-binding and (144) is bind-
ing, so that \; = Ay = 0 and A3 > 0, meaning that all the flexible capacity is shared
between the two product groups. Let a > 0 be the amount of flexible capacity used
for product 1, so that the remaining flexible capacity fny —a > 0 is reserved for
product 2. Equations (169) — (170) with Q7 = pi(ny + a), Q5 = pa(nge — a), and
A1 = A = 0 yield

2"}/1/11(711 + a) = Mé&1 — RANe: )\3, (173)
Hipi2
—27ap2(Nge —a) = —7og2 + RENE A3,
H1f2

so that

0 — €171 — €272 + 2aNeY2 — 2p1M Y1
2(py + p2y2) '

This yields

1 (2nepioy2 — €272 +€1M)
2(p + p22)

p2(2nepy + €272 — €1M1)
2(py1 + p22) '

Q1 = m(n+a)=

Q; = pa(nee —a)=
Moreover, it follows from (173) that

e = papia(E1pa + Eapin — 241 pane)
3 — .
171+ H272
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To see that the denominator for a and A3 above can not be negative, note that the
function pyvy + poye = pr(aopy — Bus) + pe(aipe — Buy) is minimized with respect
to pe when ps = Buy/aq. Hence, p1yy + poys > pid/ay > 0. The optimality condi-
tions @ > 0, a < fng, and A3 > 0 define the region corresponding to Qs(m). O

Proof of Proposition 5.2.1. The result follows from the definition of the regions €2;(n)
fori=1,...,6. It is easy to see that regions 1, 2, and 3 are not empty. To see that

region 6 is also not empty, first note that the planar strip

—2aNoey2 + 2pn s < €171 — €272 < 21N — 22N2Y2

is always nonempty because

201m1em1 — 2paneYe — (—2pan9eY2 + 201m171) = 2fnp(py1 + pay2) > 0,

see the last paragraph of the proof of Theorem 5.2.1. Furthermore, the line €1 /2p; +
€9/219 = m, intersects the boundaries of the above nonempty strip at the points
(211 11, 2n9e 1) and (2ngept1, 2nops) in the positive quadrant, respectively, implying
that Qg(n) is not empty.

Finally, note that the two lines defining each of regions Q4(n) and 25(n) intersect
in the positive quadrant at the points (2niep1, 2nops) and (2nq g1, 2n9epiz), respec-
tively. The lines defining €4(n) have slopes —(3/a; and 7, /79, and the lines defining
Q5(n) have slopes —as /5 and 71 /72. It now follows from (171) and (172) that Q4(n)
and Qs(n) are non-empty in all possible cases (i.e., when 5 > 0 and 75 > 0 and when
G >0 and v, <0). 0

Proof of Theorem 5.3.1. Similar to the proof of Theorem 5.2.1, this result follows by
analyzing the first order KKT conditions for the nonlinear programming problem
(149) — (155). More specifically, let Aj, A3, and A}, s = 1,...,S, be the Lagrangian
multipliers associated with the constraints (150)—(152), respectively. Similarly, let u,
ug, and ug be the Lagrangian multipliers associated with the nonnegativity constraints
in (153) for ny, ng, and ny, respectively. We ignore the nonnegativity constraints
(154) — (155), because the optimum quantities and prices will always be nonnegative
(see below). As in the proof of Theorem 5.2.1, since the objective function V*(n,€)
in (149) is concave and the set of constraints (150) — (155) are linear, the first order
KKT conditions are necessary and sufficient for optimality, implying that any optimal

solution should satisfy the primary conditions (150) — (155) as well as the associated
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KKT conditions. Expanding the objective function in (149) yields

V(@) = 0% (a4 QS+ aalQD? + 200105 - (s + 52003 + )
seS
+c1ny + cang + cyny,

and the KKT conditions become

—rsul(%ef + Sgg) + zr%ulczi + 2r5§u1Q§ FAEA = 0Vs;  (174)
—rsug(%eg + §€i> + zrs%mQ; + zrsgmgi FASEA = 0Vs;  (175)
S
Y (AN +A) = o (176)
s=1
S
us+ Y (A A = o (177)
=1
S
us fY A HAHN) = ¢ (178)
s=1
(% —ng) = 0,Vs; (179)
M1
nes _ .
A (=2 n —ng) = 0,Vs; (180)
(Q— + @ _ n.) = 0,Vs; (181)
451 H2
ung = 0,ugng = 0,usny = 0; (182)
Uy, Ug, Uz, A}, A3, A3 > 0, Vs. (183)

Then the optimum quantities @7, Q)5 and prices Py, Py for each scenario s can be

found as in the proof of Theorem 5.2.1, and are given by

o a V2 5
Qs S S — S+ A8
! 2 g 2rgupn 0 2
et B
= AT+ A3 A5+ s 184
> g M g 08D .
€5 Qi 71 B
Q = - - A5 — A5+ X\
2 2 2y 0 2wy 2rgu
o 3
= A5+ A3 Al + s 185
2 2TSM2( )+ 27’5#1( 1+ A3); (185)
ropin (2265 4+ Be8) 4+ X8 4+ XS
P = N1<d 1 2d 2) 1 37 (186)
sy
ropio(9es + Se8) 4 A8 + \S
P = N2<d 2 2d 1) 2 3 (187)
T'slb2
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Note that the prices P, Py in each scenario s are always positive. By a similar
argument as in the proof of Theorem 5.2.1, the quantities )7 and )5 for each scenario
s are also positive. Then, using equations (176)—(177) and (184)—(187), the expected

optimal quantities and prices can be calculated as

S S S S
* s 1 s @ s s ﬁ s s
CEIRD Y INE SRS S IREORES aet
s=1 s=1 Hi s=1 H s=1
E (c: —
_ [51] 057,(07, Uz) + ﬁ(cj ]) fori=1,2,j=3—1, (188)
2 204 241,
S 1 S S
B[P = D Pire= oo ralagel +525) + o= 3 (A + X))
s=1 s=1 s=1

(a) If the firm chooses to invest only in product ¢, then uw; = 0 and it is obvious
that @5 = 0 for j # 7 and all s. Hence E[Qj] = 0, implying that (¢; —u;)/p; =
(B¢l + Bei)/(pia;). Then equations (156) — (157) follow from equations
(188) — (189) by letting u; = 0.

(b) For contradiction, assume that the firm will introduce both products without
investing in both of the dedicated capacities. First, consider the case where
ny,ny > 0 and ny = 0. By (182), this implies that u; = uz = 0, and the set
of constraints (150) is redundant, implying that A = 0 for all s. Then from
equations (177) — (178), we have c; = cy/f + uy. However, it is impossible
to satisfy the last equality with uy > 0, since by assumption ¢;/f > co. By
similar reasoning, the case where n3,ny > 0 and ny = 0 is also impossible,
because it implies ¢; = ¢/ f + uy. Finally, consider the case where nf =nj; =0
and n} > 0, so that uz = 0, the constraints (150) — (151) are redundant,
and A{ = Ay = 0. This implies that ¢; = ¢f/f + w1 and ¢ = cp/f + uo,
a contradiction. Therefore, nj,n5 > 0 if the firm produces both products,
and hence u; = us = 0. Then equations (158) — (159) follow from equations
(188) — (189) by letting u; = uy = 0.

(c) The expected optimal production quantities clearly satisfy E[QF] > 0 for i =
1, 2. First consider the case where it is optimal to invest in both products. Then
by (158), we have

E& ) ppa + Beapn — aqcipia > 0,
E&)ppa + Beipg — aacapy > 0.
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Multiplying the first inequality by «s, the second one by 3, and summing, we
obtain ¢; < py Flagé) + &3] /d. Similarly, multiplying the first inequality by g,
the second one by a;, and summing, we obtain ¢y < poFElai&s + (€1]/d. This
shows that ¢; > p; E[a;&; + B6;]/d implies that either nf = 0 or nj = 0, where
j = 3 — 1. Suppose now that ny > 0 and n; = 0. Then (156) implies that
E[Q7] < 0, a contradiction. Hence ¢; > p; Eo;&; + (€;]/d implies that n} = 0.

]
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