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Abstract

The choice network revenue management (RM) model incorporates customer purchase be-
havior as customers purchasing products with certain probabilities that are a function of the of-
fered assortment of products, and is the appropriate model for airline and hotel network revenue
management, dynamic sales of bundles, and dynamic assortment optimization. The underlying
stochastic dynamic program is intractable and even its certainty-equivalence approximation, in
the form of a linear program called Choice Deterministic Linear Program (CDLP) is difficult
to solve in most cases. The separation problem for CDLP is NP-complete for MNL with just
two segments when their consideration sets overlap; the affine approximation of the dynamic
program is NP-complete for even a single-segment MNL. This is in contrast to the independent-
class (perfect-segmentation) case where even the piecewise-linear approximation has been shown
to be tractable. In this paper we investigate the piecewise-linear approximation for network RM
under a general discrete-choice model of demand. We show that the gap between the CDLP and
the piecewise-linear bounds is within a factor of at most 2. We then show that the piecewise-
linear approximation is polynomially-time solvable for a fixed consideration set size, bringing it
into the realm of tractability for small consideration sets; small consideration sets are a reason-
able modeling tradeoff in many practical applications. Our solution relies on showing that for
any discrete-choice model the separation problem for the linear program of the piecewise-linear
approximation can be solved exactly by a Lagrangian relaxation. We give modeling extensions
and show by numerical experiments the improvements from using piecewise-linear approxima-
tion functions.

1 Introduction and literature review

Revenue management is the control of the sale of a limited quantity of a resource (hotel rooms for a
night, airline seats, advertising slots etc.) to a heterogenous population with different valuations for
a unit of the resource. The resource is perishable, and for simplicity sake, we assume that it perishes
at a fixed point of time in the future. The firm has to decide what products to offer (at a given
price for each product), the tradeoff being selling too much at too low a price early and running
out of capacity, or, rejecting too many low-valuation customers and ending up with excess unsold
inventory.
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In industries such as hotels, advertising and airlines, the products consume bundles of different
resources (multi-night stays, bundles of ad slots, multi-leg itineraries) and the decision to accept or
reject a particular product at a certain price depends on the future demands and revenues for all the
resources used by the product and indirectly, on all the resources in the network. Network revenue
management (network RM) is control based on the demands for the entire network. Chapter 3 of
Talluri and van Ryzin [21] contains the necessary background on network RM.

RM incorporating more realistic models of customer behavior as customers choosing from set
of offered products have recently become popular, initiated in Talluri and van Ryzin [20] for the
single-resource problem. Bodea, Ferguson, and Garrow [3] for instance use choice data from a large
hotel chain and empirically study the suitability of choice models. Vulcano, van Ryzin, and Chaar
[24] and Newman, Ferguson, Garrow, and Jacobs [15] and Talluri [19] study estimation of choice
models from sales data.

The choice network RM problem can be formulated as a stochastic dynamic program with expo-
nentially large state and action spaces (exponential in the number of products). Since the dynamic
programming formulation is computationally intractable, many approximation methods have been
proposed starting with Gallego, Iyengar, Phillips, and Dubey [5] and Liu and van Ryzin [12], who
formulate the choice deterministic linear program (CDLP) and show that it gives an upper bound
on the value function. Since CDLP has an exponential number of decision variables it has to be
solved using column generation and Liu and van Ryzin [12] show that this can be done in polynomial
time for the MNL model of choice when the consideration sets of the different customer segments
are disjoint. However, generating the columns is NP-complete when the segment consideration sets
overlap even under the MNL model with just two segments (Bront, Méndez-Diaz, and Vulcano [4],
Rusmevichientong, Shmoys, Tong, and Topaloglu [16]). Kunnumkal and Talluri [10] show that the
affine approximation of the dynamic program is NP-hard even for a single-segment MNL model.
These negative results show us the limits of tractability just for the MNL model, leaving little hope
for general discrete choice models.

Kunnumkal and Topaloglu [11] and Zhang and Adelman [25] study decomposition procedures
and an affine relaxation of the dynamic program. In the same vein, Meissner and Strauss [14] look
at time-sensitive bid-price controls based on a decomposition procedure. All these methods yield
upper bounds on the value function that are provably tighter than the C'DLP upper bound but
intractable even for a single-segment MNL model of choice ([10]). Recently Vossen and Zhang [23]
study the affine approximation using Dantzig-Wolfe decomposition ideas.

The difficulty of approximations for choice network RM is in contrast to the perfect segmenta-
tion case (also called the independent-class assumption) where both the affine and piecewise-linear
approximations to the dynamic program are tractable (Tong and Topaloglu [22], Kunnumkal and
Talluri [9]). So choice network RM appears to be significantly more difficult, even for restricted
MNL choice models.

In this paper we study the piecewise-linear approximation of the dynamic program for gen-
eral discrete choice models. In this approximation, the value functions are replaced by separable
piecewise-linear functions that are more flexible and general than the affine approximations consid-
ered previously. We show that the gap between the C'DLP and the piecewise-linear bounds is within
a factor of at most 2. We note that this is not an asymptotic-type bound, relying on demand and
capacity scaling, and that it holds for any choice model; as far as are aware, it is the first known
constant-factor bound for this problem.

Now, since we work with general discrete-choice models, we expect all the negative complexity
results for the MNL model and affine approximation to carry over for the piecewise-linear approxi-



mation. So naturally we have to make some assumptions or restrict our realm of applicability: we
assume that the choice set is not very large so that one could possibly enumerate all the subsets of
the choice set.

The main theoretical result of this paper is the following: If r} is the initial capacity of resource i,
and 7 the number of time periods, and |J| the size of the consideration set, then the linear program
representing the piecewise-linear approximation has 0(2“7 I IL r!) constraints (and the separation
problem of this linear program is NP-complete, even for MNL). We show that the piecewise-linear
approximation linear program is equivalent to a linear program with O(2|‘7 I > 1) constraints.
So the complexity is reduced from [[,r} to a Y, r} factor, a significant reduction and for a fixed
|J| gives a polynomial-time complexity to the approximation. This result holds for any general
discrete-choice model.

We show that the reduced linear program can be alternatively viewed as a Lagrangian relaxation
of the network RM dynamic program that uses (9(2'*7 |’7’) multipliers. The Lagrangian relaxation
method we propose is new and is attractive since it decomposes the network problem into a number
of single resource problems which are computationally much more tractable. Furthermore, we show
that the optimal set of Lagrange multipliers can be obtained by solving a convex optimization
problem.

The result has practical implications whenever the size of the consideration sets are small (say
no more than 20). Small consideration sets can be justified in the airline setting where a segment’s
consideration set consists of choices (on one airline) for travel between an origin and destination, and
typically there are only a few alternatives on a given date (Talluri [18]). For hotels, as the product
consists of a multi-night stay and most customers arrive with a fixed duration of stay in mind, the
consideration set consists of the types of rooms and products, usually not a very large number.
Empirical studies in the marketing literature also motivate our assumption of small consideration
sets; Hauser and Wernerfelt [7] report average consideration set sizes of 3 brands for deodorants, 4
brands for shampoos, 2.2 brands for air fresheners, 4 brands for laundry detergents and 4 brands
for coffees. (Note that the study is for brands rather than choices of sizes or colors.) Furthermore,
another line of marketing research finds great value in deliberately limiting customer choices to a
small number (Iyengar and Lepper [8]).

To obtain tractability in optimization one can potentially model demand as consisting of multiple
segments, each with a small consideration set. We therefore extend the relaxation to multiple
segments with distinct small consideration sets. Our numerical results show significant improvements
over the benchmark CDLP method and even the affine relaxation—for some examples, we tighten
the upper bound on the dynamic program by nearly 20% compared to the CDLP and 10% compared
to the affine relaxation. Our theoretical results also provide a basis for the Lagrangian relaxation and
its relation to the dynamic program, along the lines first proposed in Meissner and Strauss [14]. Going
back further, decomposing the problem to obtain tractability is quite classical (§6.4.2 of Bertsekas
[2]; Maglaras and Meissner [13] in a related context) and this paper bridges the decomposition and
approximation approaches to difficult stochastic dynamic programs.

From a technical viewpoint, while many possible approximations (polynomials, trignometric
functions, Lyapunov functions) to difficult stochastic dynamic programs can be considered (and
indeed, been proposed), few of them can be shown to be tractable. This is especially true for the
choice network revenue management where even with a simple MNL model, the affine relaxation
is NP-hard. Our research sheds light on the modeling tradeoffs involved in obtaining solvability of
good approximations, such as with piecewise-linear functions.

The remainder of the paper is organized as follows: In §2 we describe the network choice RM



model, the notation, and the stochastic dynamic program and the linear-programming based ap-
proximations we consider in this paper, the C DLP, affine and piecewise-linear relaxations. In §3 we
describe the Lagrangian relaxation approach and in §4, we show the connection between piecewise-
linear and Lagrangian relaxation approaches. In §5 we perform numerical experiments to determine
the performance of the piecewise-linear approximation compared to the CDLP and the affine relax-
ation.

2 Model and notation

A product is a specification of a price and the set of resources that it consumes. For example, a
product could be an itinerary-fare class combination for an airline network, where an itinerary is a
combination of flight legs; in a hotel network, a product would be a multi-night stay for a particular
room type at a certain price point.

Time is discrete and assumed to consist of 7 intervals, indexed by ¢t. The booking horizon begins
at time t = 1 and ends at ¢t = 7; all the resources perish instantaneously at time 7+ 1. We make the
standard assumption that the time intervals are fine enough so that the probability of more than one
customer arriving in any single time period is negligible. The underlying network has m resources
which are indexed by ¢, and n products which are indexed by j. We index resources by ¢ or [, and
products by j, and time periods by ¢. We refer to the set of all resources as Z and the set of all
products as J. A product j uses a subset of resources Z; C 7 and similarly, a resource i is used by
a subset J; C J of products.

We use superscripts on vectors to index the vectors. For example, we write the resource capacity
vector associated with time period t as 7t. We use subscripts to indicate components. For example,
r! represents the capacity on resource 4 in time period t. We use 1}, as the indicator function, 1 if
true and 0 if false.

We let 7! = [r}] represent the initial capacity on the resources and 7* = [r!] denote the remaining
capacity on resource ¢ at beginning of time period t. The remaining capacity r! takes values in the
set R; = {0, e ,ril} and R =[], R; represents the state space.

2.1 Demand model

In each time period the firm offers a subset S of its products for sale, called the offer set. A customer
arrives with probability a and given an offer set S, an arriving customer purchases a product j in
the set S or decides not to purchase. The no-purchase option is indexed by 0 and is always present
for the customer. We let P;(S) denote the probability that the firm sells product j given that a
customer arrives and the offer set is S. Clearly, P;(S) = 01if j ¢ S. The probability of no sale given
a customer arrival is Po(S) = 1 — 3,5 P;(S5). We assume that the choice probabilities are given
by an oracle, as the model represents a general discrete-choice model; they could be conceivably be
calculated by a simple formula as in the case of the Multinomial Logit (MNL) model.

2.2 Choice dynamic program

The dynamic program (DP) to determine optimal controls is as follows. Let Vi(r?) denote the
maximum expected revenue to go, given remaining capacity = at the beginning of period ¢. Then



Vi(r') must satisfy the Bellman equation

Vi(rt) = max, S aPi(S) | fi+ Vi [r' =D e || +ab(S)+1—al Vi (r') o, (1)
jes

S t
celr i€Z;

where
Q(r) = {jl Lyes) < i, Vi}

represents the set of products that can be offered given the capacity vector = and e’ is a vector with
a 1 in the ith position and 0 elsewhere. The boundary conditions are V;11(r) = V;(0) = 0 for all
r and for all ¢, where 0 is a vector of all zeroes. VPP = V;(r!) denotes the optimal expected total
revenue over the booking horizon, given the initial capacity vector r?.

For brevity of notation, we assume that o = 1 in the remaining part of the paper. We note that
this is without loss of generality since this is equivalent to letting P;(S) = aP;(S) and Py(S) =

aPy(S) + 1 — a, and working with the choice probabilities {15]-(5) | V7, S}.

2.3 Linear programming formulation of the dynamic program

The value functions can, alternatively, be obtained by solving a linear program, following Schweitzer
and Seidmann [17]. The linear programming formulation of the network choice RM dynamic program
has a decision variable V;(r) for each state vector = in each period ¢ and is as follows:

VvhP — m‘}nvl(rl)
s.t.
(DP)  Vi(r) =D Pi(S) | fi+ Vs (7= D € | = Vipa(r)| + Viga(r) (2)
J i€Z;
Vr e R,S C Q(r),t
Vi(r) >0

with the boundary condition that V() = 0. Both the dynamic program (1) and linear program
DP are computationally intractable, but the linear program DP turns out to be useful in devel-
oping value function approximation methods. In the following sections, we describe methods to
approximate the value function.



2.4 Choice-based deterministic linear program

The choice-based deterministic linear program proposed in Gallego et al. [5] and Liu and van Ryzin
[12] is given by

VCDLP = m}g}xz ZR(S)hS,t
t S
s.t
©orp) NS R hes <ot i )
t S JE€ET:

> hgi=1 Wt (4)
s
hS,t >0 Vtﬂsa

where

R(S) =) _ P;i(S)f; (5)

J
is the expected revenue associated with offer set S. In the above linear program, we interpret the
decision variable hg: as the frequency with which set S is offered at time period ¢. The objective
function measures the total expected revenues, while the first set of constraints ensure that the total

expected capacity consumed on each resource does not exceed its available capacity. The second set
of constraints ensures that the total frequencies add up to 1.

Liu and van Ryzin [12] show that the optimal objective function value of the CDLP gives an
upper bound on the optimal expected revenue. That is, Vi(r') < VEPEP Since CDLP has an
exponential number of decision variables it has to be solved using column generation. The column
generation procedure is intractable in general, NP-complete for MNL with just two segments (Bront
et al. [4] and Rusmevichientong et al. [16]). We use this method as our benchmark method for
numerical comparisons in §5.

2.5 Affine Approximation

The affine approximation replaces the value function V;(r) by the affine function 6; 4+ >, Vi ;r; in
the linear program DP to obtain the following linear program

VAP — min 61 + E V; 17'1-1
0,V — "
T

s.t

(AF) 0: + Z Vigrs > ZPj(S) fi— Z Vi1 | + 01 + Z Vit
( J

iEIj i
VreR, 5 C Q(r),t
0, Vit > 0.

Zhang and Adelman [25] show that the optimal objective function value of AF' gives an upper bound
on the optimal expected revenue and this bound is tighter than the CDLP upper bound. While the



number of decision variables in AF is manageable, the number of constraints is exponential both in
the number of resources as well as the products. Vossen and Zhang [23] show that AF has a reduced
formulation where the number of constraints is exponential only in the number of products. Still,
the problem has to be solved by constraint generation and the separation problem is intractable
even for the MNL choice model with a single segment (Kunnumkal and Talluri [10]).

2.6 Piecewise-linear approximation

The main object of study in this paper is the piecewise-linear approximation which approximates
the value function Vi(r) by >, v +(r;) in DP. The resulting linear program is

VL = min E viﬁl(ril)
v
i

s.t

(PL) Zvi,t(ri) 2 Z Pi(S) | f; + Z (Vier1(ri = 1) = w1 (ri)) | + Zvi,tJrl(ri) (6)

i€Z;
VreR,S C Q(r),t
Ui,T—i—l(') =0.

Since the piecewise-linear approximation uses a more refined approximation architecture than the
affine approximation, it is natural to expect that it obtains a tighter upper bound on the value
function. Meissner and Strauss [14] show VPP < VPL < VAF < yyODLP,

Lemma 1 below shows that an optimal solution to PL satisfies certain monotonicity properties.
If we interpret v;.(r;) as the value of having r; units of resource ¢ at time period ¢, then v;+(r;) —
v;,+(r; — 1) can be interpreted as the marginal value of the r;th unit of the resource at time period
t. Part (i) of the lemma shows that the marginal value of capacity is decreasing in t keeping r;
constant; part (ii) of the lemma shows that the marginal value of capacity is decreasing in r; for a
fixed ¢; parts (iii) and (iv) show that the value of capacity is increasing in r; and decreasing in ¢.

Lemma 1. There exists an optimal solution O = {0; ((r;) |Vt,i,7; € R;} to PL such that
(Z) ’lA)i7t(’I“i) — ’lA)Lt(’I“i — 1) > ’lA)i7t+1(’I“i) — 1A)i7t+1(’l“i — 1) fO?” all t,1 and r; € Rz\{O}

(it) Die(ri) — Dse(ri — 1) > 054(r; + 1) — 03 (ry) for all t,i and r; € R;\ {0,r}}.

(11) ;1 (ri) > 0;4(r; — 1) for all t,i and r; € R;\{0}.

(1v) 05 ¢(r3) > Vigy1(ri) for all t,i and r; € R,;.

Proof. Appendix. O

The monotonicity properties described in Lemma 1 are intuitive and satisfied as well by the
single resource RM problem and the network RM problem with independent demands (Talluri and
van Ryzin [21] and Kunnumkal and Talluri [9]). So it is reassuring that the monotonicity properties
continue to hold for an approximation to the choice network RM. Also, by Lemma 1, we can add the
constraints described in parts (i)-(iv) of the lemma without affecting the optimal objective function
value of PL. This can potentially speed up its solution time (Zhang and Adelman [25]). The
monotonicity properties turn out to be useful in showing the equivalence between the piecewise-
linear approximation and a Lagrangian relaxation of the choice network RM problem, as we shall
see shortly. Finally, Lemma 1 is helpful in showing that the CDLP bound is no more than twice
the PL upper bound. We note that this is not an asymptotic-type relation, and does not require
any demand or capacity scaling. Moreover, it holds for a general discrete-choice model.



Proposition 1. YCDLP < 9y PL

Proof. By associating dual variables v = {7; |Vi} and g = {8 |Vt} with constraints (3) and (4) in
CDLP, respectively, we write the dual of CDLP as

VePLE — ngglzt: B+ zi:%-ml
s.t
(dCDLP) 3" B> R(S) =Y 0i(S)vi Vi (7)
t 7

Yi 2 0 \V,Z,
where 0;(S) = >_.c 7 P (5).

Let & = {0;,(r;) | Vt, 4,7 € R;} denote an optimal solution to PL, and consider By = Soilie(rh)—
di41(rD)] and 4 = 0;1(r}) — 0;1(rl — 1) (> 0 by Lemma 1, part (i)). We assume that r} > 0 for
all i so that Q(r!) = J. We have
Be = > [0ie(r}) = bigga (r])]

i

Y

Z 0i(S)[Bie41(r) = Biesa (ri —1)]
Z Qz Uz 1 @7171(701‘1 - 1)]
= - Z Qi

i

where the first inequality uses the fact that ¢ satisfies constraint (6) and the last inequality follows
from part (i) of Lemma 1, which implies that 9; 1(r}) — 0;1(r} — 1) > 9 ¢41(r}) — D341 (rf — 1).

v

Therefore, (8,7) is feasible to dCDLP and VEPLP < S 3,45 Aurl = 57 0,1 (r))+ 3, 7 i1 () —
9;1(r} —1)]. On the other hand, part (ii) of Lemma 1 implies that 9;;(-) is concave. As a result

L 1. rf—1, ool
Oia(ry = 1) 2 —385,1(0) + == 0i1(rj) = 01 (1) = i (ry),
K] ? K]

where the last inequality holds since ©;+(0) > 0 (Lemma 1, part (iv)). Therefore, 9;1(r})
701 (r}) — ;1 (r} — 1)], which implies that VEPLP <25 4, 1(r}) = 2V PE.

v

3 Piecewise-linear and the Lagrangian relaxation

The number of constraints in PL is exponential in the number of resources as well as the number
of products. So, it faces the same tractability issues as the affine approximation. In this section,
we consider the Lagrangian relaxation approach to approximate dynamic programming as a more
tractable alternative. We first show that a Lagrangian relaxation approach using product and time-
specific Lagrange multipliers is weaker than the piecewise-linear approximation. We then consider
a Lagrangian relaxation approach that uses Lagrange multipliers for every time period and offer set
and show that it obtains the same upper bound as the piecewise-linear approximation.



3.1 Lagrangian relaxation using product-specific multipliers

For the network RM problem with independent demands, it is known that the piecewise-linear ap-
proximation is equivalent to a Lagrangian relaxation approach that decomposes the network prob-
lem into a number of single resource problems by allocating the revenue of each product across
the resources that it uses (Kunnumkal and Talluri [9]). A natural extension of that Lagrangian
relaxation approach to choice network RM is to use product and time-specific Lagrange multipliers
A={ it Eiezj Aijt = fj, Vt,j} to decompose the network problem into a number of single re-
source problems. We interpret \; ] + as the portion of fare of product j that is allocated to resource
i € Z;, and the constraint EZEI i.j.t = [; ensures that the Lagrange multipliers correspond to a
valid fare allocation. Letting
Qi(rs) = {j | Ljeq) < i},

we solve the optimality equation

V/\t(rz = Scnéaii Z P it + V{\,t+1( - 1) -y t+1(7"z)] + Vz‘):t+1(7"i) (8)
i(re) JET:

for resource i. It is possible to show that ), 17, (r;) is an upper bound on V;(r) (Kunnumkal and
Topaloglu [11]). So, we can find the tightest upper bound on the optimal expected revenue by solving

yLEr — min Z Z/i)jl(ril).
{)\| Eielj Xig,e=f5, Vj,t} ;

In contrast to the independent demands setting, as the following example illustrates, we can have
VPL < yERp,

Ezample 1: Consider a network revenue management problem with two products, two resources and
a single time period in the booking horizon. The first product uses only the first resource, while the
second product uses only the second resource, and we have a single unit of capacity on each resource.
Note that in the airline context, this example corresponds to a parallel flights network. The revenues
associated with the products are f; = 10 and fo = 1. The choice probabilities are given in Table
1. In the Lagrangian relaxation, since we have Lagrange multipliers only for j € J;, we have only
two multipliers Ay,1,1 and Az 21. Moreover, the constraint Ziezj it = f; implies that A\ 11 = f1
and Ag21 = f2. Noting that there is only a single time period in the booking horizon and that
Q:(1)=J fori=1,2,
A
(1) = max{ Pu(S)fi} = 5

and
v (1) = max{ Py (S) f2} = 10/11

so that VEEP = 65/11.
On the other hand, the linear program associated with the piecewise-linear approximation is

VvPL — mvin v171(1) + U2,1(1)

s.t
v1,1(1) +v2,1(1) > max{P1({1,2}) f1 + P2({1,2}) fo, Pr({1}) f1, P2({2}) f2, 0}
v11(1) +v2,1(0) > max{P({1})f1,0}
v1,1(0) +v2,1(1) > max{P({2})f2, 0}
v1,1(0) +v2,1(0) > 0.



S P(S) P(S)
a1z 0
{2} 0  10/11

{1,2} 1/12  10/12

Table 1: Choice probabilities

Note that the first, second, third and fourth constraints correspond to the states vectors [1, 1], [1, 0], [0, 1]
and [0, 0], respectively. It is easy to verify that an optimal solution to PL is v1,1(1) = 5,v1,1(0) =
10/11,v2,1(1) = 0,v2,1(0) = 0 and we have VPL =5 < VLEp,

3.2 Lagrangian relaxation using offer set-specific multipliers

Next, we consider a Lagrangian relaxation approach with an expanded set of multipliers. We intro-
duce some notation first.

For a resource i and offer set S, we let Zg = {i|3j € S with j € J;}. Therefore, Zs consists of
the resources used by the products in S. We follow the convention that the empty set does not
use any resource. We also let C; = {S|i € Zg} and note that i € Zg if and only if S € C;. Let
Ai,s,t be the portion of the revenue associated with offer set .S allocated to resource ¢ € Zs and
Ag,s,t = R(S) = > ez, Aiys,t denote the difference between the revenue associated with the offer set
and the allocations across the resources. Fixing the multipliers A = {Ag s, Mgt | VE, S,0 € Ts} we
solve the optimality equation

792\,t(7”i) = Scng? N ]I[Seci]/\iﬂi + Z P;(9) [792\,H1(7”i -1)- 792\,t+1(7”i)] + 19;‘\,t+1(7”i) 9)
T JET:

for resource 4, with the boundary condition that 97 ., (-) = 0.

Define recursively
9)\ — A 9)\ 1
o,t Isnéabx { ¢:S7t} ¢, t+1> ( 0)

with the boundary condition that 19277 41 = 0. Also define

A= {)\ | /\¢,S,t + Z /\i,S,t = R(S), VS C j,t} (11)

1€Ls

and note that A is a convex set. Letting VA (r) = 2, 97, (i) + 193“ Lemma 2 below shows that
the Lagrangian relaxation obtains an upper bound on the optimal expected revenue provided the
multipliers lie in the set A, and that this bound is potentially weaker than the piecewise-linear

bound.

Lemma 2.
VPP <y PL <yA(rl) for A€ A.

Proof. Appendix. O

10



We find the tightest upper bound on the optimal expected revenue by solving

VLRO _ 1;\1161/{1 V'lk (T‘l) .

The following proposition gives the subgradients of 191 +(r;) and 192715 (thereby also showing they

are convex functions of \). It follows that V,(r) is also a convex function of A and hence the above
optimization problem can be efficiently solved as a convex program.

We introduce some notation for this purpose. Let S 1t(rl) denote an optimal solution to prob-
lem (9) where the arguments emphasize the dependence of the optimal offer set on the Lagrange
multipliers and the remaining capacity on the resource. We define S, )‘t in a similar manner for (10).
Also, for a given A let X; )‘ denote the random variable which represents the remaining capacity on
resource ¢ at time perlod k when we offer sets that maximize the right hand side of (9) at each time
period. We have the following result.

Proposition 2. Let A and \ be two sets of Lagrange multipliers Then,
1) 2 03, (1) + Sy Yg Lisee Pr{St (XX) = S1 X2, =1} [Mis = Misie]
205, 2 05, + 25y Ys Uy —]Mo,sk = Aosia]

Proof. Appendix. O

We note that besides showing that V;*(r) is a convex function of A, Proposition 2 also gives an
explicit expression for its subgradient. This allows us to use subgradient search to find the optimal
set of Lagrange multipliers (Bertsekas [2]). We show in the following section, that by doing this, we
in fact obtain the piecewise-linear bound.

4 Solving piecewise-linear approximation by Lagrangian re-
laxation

In this section we show that the upper bounds obtained by the piecewise-linear relaxation and the
Lagrangian relaxation using offer-set specific multipliers coincide. Hence we can solve the latter
instead of the former. The Lagrangian relaxation approach certain advantages: given a set of
Lagrange multipliers, the problem decomposes into a number of single resource dynamic programs,
which are relatively more tractable compared to the network DP. Furthermore, we can find the
optimal set of Lagrange multipliers by subgradient search.

11



The Lagrangian bound can alternatively be obtained by solving the linear program

VLRO = rg\nn E v;, 1 —|— Vg1
0

(LRo) Vi (i) > l[SeCi]Ai,S,t + Z Pj(S) [Vigg1(ri — 1) — v 441 (7)]
J€ET;
+vip1(ri) Vi, r € Ry, S C Qi(ry)
Vot > A8t +Vp 1 VE S
> Nistt Aose=R(S) VS
i€Zs
Vir+1(+) = 0,045,741 = 0.

Note that while the linear program LRo resembles PL, the number of constraints is reduced from a
factor of [T, r}! to >, rl.

While computing VF° using the subgradient search algorithm is typically more efficient than
solving the linear program L Ro, the linear programming formulation L Ro is helpful when we compare
the Lagrangian bound VX% with the piecewise-linear approximation bound VL.

Now we state the main result of the paper that makes the connection between LRo and PL.

Proposition 3.
VPL _ VLRO.

The proof of this proposition is quite intricate so we first give a simpler (and non-rigorous)
explanation using only calculus in §4.1. In the subsequent §4.2 we follow up with the rigorous proof.

4.1 An intuitive explanation for tractability of the piecewise-linear relax-
ation

In this section we give a simple calculus-based explanation for the equivalence of the Lagrangian re-
laxation and the piecewise-linear approximation. Besides providing intuition, it also gives a heuristic
method for initializing the Lagrange multipliers, that turns out to be useful from a computational
standpoint.

Since PL has an exponential number of constraints, we have to solve it by generating constraints
on the fly. The separation problem for PL is, for each period ¢, given values of {v; (r;) | V¢, 1,7 € R;},
to check if

®,(v) = max Z Pi(S) | fi + Z[Ui,tJrl(ri —1) —vi 1 (rs)] | + Z [Vit41(ri) — vie(ri)] (12)

reER, SCQ(r) ez
J

is greater than or equal to zero. If yes, constraint (6) is satisfied at time period ¢ for all = and
S C Q(r). Otherwise, we find a violated constraint and add it to the linear program. Recall that
R(S) = >, P;(S)f; is the expected revenue from offering set S. Letting 0;(S) = >_,c 7 P5(5),
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Vit+1(ri) = vigs1(ri) — viggr(ri — 1) and A4 (ri) = vig41(ri) — vie(ri), @1(v) can be equivalently
written as

dy(v) = max )R(S) - Z Vi(ri)0i(S) + Z Ao (7).

rER,SCO(r

Note that g;(.5) is the expected capacity consumed on resource ¢ when set S is offered, while 1; ¢11(r;)
is the marginal value of capacity at time period t 4+ 1. The key part of the proof relies on showing
that ®;(v) is equivalent to the optimization problem

IL(v) = g\nelgl {Z IL; . (v, A) + Iy 4 (v, /\)} .
3

where II;¢(v,\) = max,,er, sco:(r){liseciNi,st — Yir1(ri)oi(S) + Ae(ri)} and Ige(v,A) =

maxgcy{As,s,.}. That is, ®,(v) can be decomposed into a number of single resource problems

by allocating the revenues associated with each offer set across the resources using the Lagrange

multipliers {A; s, Ap. 5.t | Vi € T, S}. Once we establish this result, the rest of the proof proceeds

by noting the correspondence between II;(v) and the constraints in LRo.

Here we give a heuristic argument to provide intuition behind the result. Using binary variables
{hs|VS}, ®:(v) can be written as

Dy(v) = mﬁxm}?xz R(S) = a1 (ri)ei(S)| hs + > Alrs)
S 7 7
s.t ]I[Sec,-]hS <r;, Vi (13)
Z hg =1
S
hs € {0,1}.

Now, for a fixed integer r the inner maximization problem (over the hg variables) is an integer linear
programming problem. However, note that as the constraint set has a totally unimodular structure
(if we write the second set of constraints as — ) ¢ hg = —1, each column has exactly one +1 and one
—1). Therefore, for any integer r we can ignore the integrality requirements on hg without affecting
the optimal objective function value. For any fixed integer integer r, let o} denote the optimal dual
variable associated with the constraint ) ¢ hg = 1 (o} are hence functions of r, but we suppress the
dependence for brevity) and we can write the problem as

+

Qi(v) = max 4 R(S)—Xi:wi,tﬂ(?“i)gi(s)—at* +;Ai7t(ri)+0f

where [2]T = max{z,0} and we use the facts that ¢; ;41 (0) = oo, and hg = 1if R(S)—>_, i (ri)0:(S)—
o; > 0 and hg = 0 otherwise.

Moreover, from our argument on total modularity, the dual variable o} is such that exactly
one set S has R(S) — >, ¥i(r:)0i(S) — of > 0 and this is a necessary and sufficient condition for
optimality for the inner maximization problem of (13).

By Lemma 1 t; ;41(+) is non-increasing. Assuming (this is non-rigorous) it to be strictly decreas-
ing and hence an invertible function of r;, we can optimize over ¥¢ := 1; ;11(r;) instead of r;, where
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the superscript indicates that ¢ takes on discrete values since 7; is integer. We can write ®;(v)
equivalently as

Py(v) = >

max
{'l/)d | 1/}?2’(/11‘,,1,4-1(7",-1)7 Vi} S

+
+ZAi,t(¢zd) + o7

R(S) = 3 wioi(S) —of

Note that o} are now functions of ¥¢ via the inverse map.

We interpolate 1¢ with a continuous piecewise-linear function ¢; and obtain a relazation of ®;(v)
in the following manner. Letting A;;(-) and &; denote linear interpolations of A, ;(-) and o}, we
write a relaxed problem as

Jr
O, (v) = max R(S) — i0:(S) — &} + Az i)+ o
@) {w\wizwi,tﬂ(r,}),vz}g (5) ;wﬁ( )~ 21: (i) + 0y
Jr
= D |BS) =Y wialS)—o7| 4+ Auwl) +or,
S [ 7

where ¢* = {1} | Vi} is an optimal solution to the above maximization problem. ®;(v) is a relaxation
since we optimize over a continuous space instead of a discrete grid.

Now assume that ¢* is an interior optimal solution (again non-rigorous), so that it satisfies the
first order set of conditions

= 2 U)o, v ou(5)—o 0] 6i(S) + A3, (¥]) =0 VieT (14)
SeC;

where A;t() represents the first derivative of A; ;(-), we use the fact that g;(S) = 0 for S ¢ C;, and
we invoke the envelope theorem to treat the optimal multipliers &; as constants,.

Next, we look at II;(v). Introducing variables {h; ¢ |VS} we can write II; 1 (v, A) equivalently as

Wi (0,0) = maxe,n, Y [LsecNs.e — Vi1 (7:)0i(9)]his + Die(ri)
Sec;
s.t Lisecihis < i

ZS hi,S =1
r; € R%’%’,S S {O, 1}.

Relaxing the constraint > ¢ h; g = 1, we get

Wi (0,0) = maxe,n, Y [LsecqNise — Vi1 (7:)0i(9)]his + Die(ri)
Sec;
s.t l[SECi]hi,S <r;

r; € Ri,hi’s c {0, 1},
and I, ¢ (v, \) < II, 4(v, A). Similarly, introducing variables {hg s |¥S} we can write IL, (v, \) as

H¢7t (’U, )\) = max% ZS >\¢,S,th¢,s
s.t ZS h¢75 =1
he,s € {0,1}.

14



Relaxing the constraint > ghgs = 1 by associating ; as the corresponding multiplier, we get
Iy (v, A) = max, cc{0,1} Y oslAe,st — 07 lhgs + 07, and g ¢ (v, ) < Ilg (v, A). Letting

Iy (v) = minxea {32 Mi(v, ) + Mg e(v,A) }

we have I;(v) < II;(v). Applying the same heuristic arguments as before to II; ;(v, \), we have

I 4 (v, \) = max Lisecqhise — i0i(S)] " + Aie(t0), (15)
{¢aﬁ|¢i2¢i,t+1(7"i1)} s%c:l [ e ]

and an interior optimal solution satisfies the first order condition

= s —ion($)>000i(S) + A7 (1) = 0. (16)
SeC;

Now, consider the Lagrange multipliers A= {;\i,S,t | VS, i€ IS} with
i, - ViE(S)RES) - o]
H Zzezs Vi o(S) ’

< R(S)— Fo1(8)—5;
Note that A; st — 07 0i(S) = ¥F0i(S) ( )Z%:;st?gf(lé)) . Therefore, Vi

i€ Tsand \g s = 0f, VS. (17)

L5 so—roi(8)>0] = ]1[

R(8)= Sz i 1(8)—57 >0

Consequently v} satisfies the first order optimality condition (16) of the inner maximization problem

of the relaxed Lagrangian problem. Moreover as S is the unique set with ]l[ we

A5, e—wf 0i(8)>0]
achieve optimality.

So we have N

V=3 [Lsceahisn = v70i(S)] +Ais(w)).

S

From this we can conclude
Ht(v) S Zﬁit v, ;\)+1:I¢t(v 5\)
ZZ [LisecMise — ¥ ei(S +ZAzt )+0;
ZZ¢ 0i(S (S) - ZleIslel "’ZA” )+ 57
S icZs Diezs Vi alS)
- Yra(s) - o] +ZA” )+ o7

S lETs
= B4(v)

Il
(9
=

where the inequality follows since A is feasible to II,(v). Putting everything together, ®,(v) <

I;(v) < Mi(v) < ®4(v), where the first inequality holds since II;(v) is a relaxation of ®;(v)
(Lemma 2).

At first glance, it is a bit surprising that we are able to show a strong duality result (Pe(v) =
®,(v)) for an optimization problem on integers. Next, we outline the reason for this.
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Figure 1: Shape of the relaxed (continuous) Lagrangian value function for a fixed A for piecewise-
linear functions ¥ (r) and A(r) with integer breakpoints. The function need not be convex or concave,
but is piecewise-linear and convex between integer breakpoints. The maximizer therefore happens
at an integer r and can be found by a simple search over r as it is a one-dimensional function.

The Lagrangian relaxation has a rather peculiar property: it so turns out that all local maxima
of the Lagrangian occur at integers! To see this, consider (15) for a fixed A and the shape of the
function between two adjacent integer points: the first term in the objective is a convex function
of r; (via 9; which decreases as r; increases as ¥(r) is a decreasing function; hence the slope of
the first term increases with increasing r;) while the second term is a linear function (A;(-) being
a piece-wise linear function with breakpoints at adjacent integer values of r;). Consequently, the
objective function is convexr between adjacent breakpoints of the piecewise-linear functions and the

maximum value must occur at an integer; see Figure 1.

So the implication of the form seen in Figure 1 is that all the optima happen only at integer
points so it gives us ®;(v) = ®;(v), which implies that ®,(v) = II;(v).

The simple calculus-based reasoning provides some intuition behind Proposition 3. Moreover,
equation (17) also gives us a way of initializing the Lagrange multipliers. This turns out to be useful
in our computational study. We emphasize that the arguments in this section constitute heuristic
reasoning; in the next section we give a rigorous combinatorial proof of Proposition 3.

4.2 Proof of Proposition 3

We give a formal proof of Proposition 3. Lemma 2 implies that VL < minyep VPN (1) = VIO, So
it only remains to show the more difficult part: VL > VIEe  The proof proceeds by considering
the PL separation problem (12), which can be written as

Oy(v) = max N P(S) | fi = D tie(ra) | + ZAi,t(ri)7

R,S
T7ER,SCQ(r) ; ‘ez,

where we recall that ; ¢11(r;) = vi41(1i) — Vi1 (i — 1) and A, ¢(r;) = vi 441 (i) — v (7). Using
(5) and the facts that P;(S) =0 for j ¢ S, and 1gec,) = 1 for j € S and i € Z;, we can write ®4(v)
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as

®(v) = max R(S) =Y Pi(S) Y Lisec tip(ri +ZAM 7). (18)

R,
reR,SCQ(r) jes i€z,

Now consider the following Lagrangian relaxation of ®;(v), where for each time period ¢, we use
offer set-specific multipliers to allocate the revenue associated with each offer set across the different
resources and solve the optimization problem

i (v) = IAHEIZI\I Xz: PR LisecNi,s,t — ]; P;i(S) i q1(ri) + Die(ri) p + rsnca}b{M,s,t}

We show below that ®;(v) = II;(v) and use this result to show that VFL > VLEe We begin with
some preliminary results.

Lemma 3. ®,(v) < II;(v).

Proof. The proof is similar to that of Lemma 2. Let r*,S* be an optimal solution to ®;(v). Since

S* C Q(r*) C Q;(rf), we have

max LisecqNise — Y Pi(S)ina(ri) + Aia(ri) p > LigeecgMiset — 3 Pi(S" Wi (r)
ri€R,SCQi(r:)
JET: JET:
+Ai7t(’r:“).
Therefore, for any A € A, we have
3 T ) | Hseeitise = 3 PN () + M) ¢+ max Do)
i JET:
>3 | seechisr e — Y Pi(S i1 (r]) + Dis(r}) | + Ag 5.t
i JET:
= Z A5t + A5t ZP S*) sztﬂ +ZAzt
i€ T g i€T;
= R(S") ZP S*) Z%Hl +ZAzt Py (v).
i€Z;
It follows that ®;(v) < Ht(v). O

It remains to show that ®;(v) > II;(v). The following lemma shows that we can restrict ourselves
to sets in C; = {S|i € Zg} when solving the optimization problem for resource i.

Lemma 4.

max 1 DY P;( ri) + A (T
’I"iERinCQi(T’i) [SECI] BEET ];j ’L/)’L i 1) 1t( 1)

= Az 0 )\’i. P i @ +A’L %
max (0), 16{171117?{(} SEC{ St — ];j S)ie+1(ri) 2(ri)}
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Proof. Note that if S C @;(0), then j ¢ ¢ for all j €

1j
maxscq,(0){ Lisec,Ai.s.t =2 je.7, £i (S)thie11(0)+A4,:(0)}
J =C; UCY. We have

and we have § ¢ C;. Therefore,
(0

S
A;1(0). Forr; € {1,...,m1}, Qi(ri) =

glca}( ]I[SEC ]/\z St — ;J P wz t+1(rz) + A, t(rz)
Jedi

= max | max Xi,s,t — ;P Vi1 (7)) + Ai i (75) 72"16%>§{A¢¢(m)}
J i

= max { Iax q Xi,5¢ = ZJ:P Wier1(ri) + Die(ri) o, Age(ri)
VIS

Putting everything together

A P;( A
rieRir,I}S‘aCXQi(m){ [Sec;]Ni, St — j; 'L/)'L t+1 T'L) + zt(rz)}

= mnax Ai’t(o)’ne?f,a.b.%rg} gleacx iS5t — Z P 1/% t+1(ri) + A t(ﬂ) 7Ai,t(7“i)

JE€Ti
=max ¢ A;4+(0), max Nisit— Z Pi(S).001(rs) + Ao (ry)
ri€{l,...,r1},8€C; i

where the last equality follows from A, ;(-) being a decreasing function (part (i) of Lemma 1), which
implies that A; ;(0) dominates A; ;(r;). O

Lemma 4 implies that we can write II;(v) as the linear program

M(v) = min  wg+ ) wig
3

s.t.
(LPm, )  wip > Die(0) Vi (19)
wir > Aise— Y Pi(S)biapa(r) + Aig(r) Vire{l,...,r},SeC (20)
JET:
Wyt > Ap,5t VS (21)
we ¢ > 0 (22)
Ag.5.t + Z Xise = R(S) VS. (23)
i€Ts

In the following, we analyze the structure of a particular optimal solution to L Py, () that allows
us to construct a feasible solution to ®¢(v), which in turn shows that ®;(v) > II;(v). We introduce
some notation that will be useful for this purpose. Given a solution (X, w) to LP, (), let

Eise(r) =wie — [Nijs,e — Z P;i(S)i41(r) + Ay (1)

J€T:
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denote the slack in constraint (20) for resource i, offer set S € C; and r € {1,...,7}}. Let

Bis(Aw)={re{l,...,r}}|&s.(r) =0}

denote the set of capacity levels for which constraint (20) is binding for resource i and offer set S.
We use the arguments (A, w) emphasize the dependence of the set of binding constraints on the given
solution. Observe that if B; g(\, w) is empty, then w;; > A; g+ — Z]EJ i (S)s 141 (1) + Ay (1) for
allre {1,...,7m1}.

From now on, we use a concept of optimal solutions with minimal set of binding constraints.
The linear program (L P, (,)) has a finite optimal solution and possibly multiple ones. Naturally,
any optimal solution has a set of binding constraints out of (19)—(23). Given any optimal solution,
we can look for another optimal solution whose set of binding constraints is a strict subset of those
of the previous optimal solution. If there is no such optimal solution, we consider that as having a
minimal set of binding constraints. We have the following lemma.

Lemma 5. Let (5\,12)) be an optimal solution to LPp, (. with a minimal number of binding con-
straints. Fiz a set S. Either

(1) B;, 5()\ W) is nonempty for all i € Tg and Wy, = /\¢ S.t, O

(ii) B; s()\ W) is empty for all i € Tg and We > )\¢ St

Proof. Suppose that the statement of the lemma is false. First consider the case where B;, s()\ w)
is nonempty but B g(\, ) is empty for i,] € Zg. Let e = min,.e 3 {&,s.:(r)} > 0. Let (X, @)
be given by A=\ —detSt 4 5elSt and @ = b for some § € (O €), Where eI is a vector with a 1
in component (i, j, k) and zeroes everywhere else. Note that (X, @) is identical to (), ) except that

Ai,st = Ai,s,e — 0 and )\175715 = /\l,s,t + 6. We show that ()\ w) is an optimal solution with a strictly
fewer number of binding constraints which gives us a contradiction.

Notice that we only need to check constraint (20) for resources ¢ and ! and offer set S as all
other resources and offer sets continue to have the same \’s and w’s as before. For resource i, since
Bi,S(:\; W) is nonempty, there exists r € {1,...,7}} such that w;; = 5\1-,57,5 — dej % (9, t+1( )+
A, ¢(r). We have

Wiy = Wit = NiSit — ZP Vi 41 () + D (1) >/\zSt ZP Viit1(r) + A (1),

JET: JETi

which means that the number of binding constraints (20) for resource i and offer set S decreases
by at least one. For resource | and offer set S, w;; — [th}t — Zyejl ()11 (r) + Age(r)] =
Wy — [;\I,S,t = Yjeq Bi(S)bres1(r) + Ae(r)] =0 >0, for all r € {1,...,7 11, where the inequality
follows from the deﬁmtlon of §. Therefore, all constraints (20) continue to be nonbinding for resource
[ and offer set S. Overall, (X,@) has strictly fewer binding constraints than (X, ), which gives a
contradiction.

The above arguments imply that either B; s()\ w) is nonempty for all i € Zg or B;, s()\ w) is
empty for all i € Zg. Suppose the B; s()\ w) is nonempty for all ¢ € Zg but we,; > )\¢ s¢- In this
case, pick a resource i € Zg and let A = A — §e>St 4+ §e?St and @ = b, where § € (0,¢) and
€ =y — A¢.s.¢ It can be verified that the number of binding constraints (20) for resource i and

offer set S strictly decreases from (X, @) to (X, @), while the number of binding constraints (21)
remains unchanged, leading to a contradiction. This proves part (i) of the lemma.
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On the other hand, if B; s()\ W) is empty for all i € Zg but Wy = )\¢ St Pick a resource ¢ € Zg.
Since B; s(\, ) is empty, we have € = min.cgy 13{&,54(r)} > 0. Let X = )+ detSt — fedSit,
where § € (0,¢), and w = w. It can be verified that the number of binding constraints (20) for
resource i and offer set S is exactly the same for (), W) and (X, @), while the number of binding
constraints (21) decreases by one (Wy ; = We,+ = =Ap51 > )\¢ s.t)- Asaresult, (X, @) has strictly fewer
binding constraints than (/\ w), which gives a contradiction. This proves part (ii) of the lemma. O

In the remainder, we focus on an optimal solution to L Py, (,) with a minimal number of binding
constraints. Letting (5\, w) denote such a solution, we define

Ci= {S €Ci| Bis(\ ) is nonempty}

é¢ = {S CJ|wgs = :\¢,S,t} ;

and X
It = {i| Wi > A (0)},

where the "on the sets is to remind the reader of the dependence on (\, ).

Lemma 6. Let (A, W) be an optimal solution to LPy,(,y with a minimal number of binding con-
straints.

(i) C; is nonempty for all i € I+,
(i1) If S € C;, then S € Cy (note that by definition the empty set does not consume any resources
and so O & C;).

A, @) is optimal there exists S € C; and
(r) + A +(r) > A;+(0) (otherwise, we can
w

) is nonempty and so S € C; and C; is

Proof. For part (i), for i € TF, ;s > A;4(0). Since (
re{1,...,r}} such that @;; = A s =Y jes Pi(S) i (r

reduce w;; contradicting optimality). Therefore B; g(A,
nonempty.

For part (i), S € C; implies that i € Zg. So we have a set S with B; g(), @) nonempty. By
Lemma 5, Wg,s = Ag,5,¢ and so S € Cyp. O

Lemma 7. Let (5\,121) be an optimal solution to LPp,(,y with a minimal number of binding con-
straints. Iff*‘ is nonempty, then ﬂiETrCAi is nonempty.

Proof. 1f |Zt| = 1, then the statement holds trivially by part (i) of Lemma 6. Consider the case
|I+| > 1. If N, EI+C is empty, then this implies the following: Fix a resource i € Z+. Part (i) of

Lemma 6 implies that C; is nonempty. Then for every S € C; there exists [ € Z+ such that S ¢ C.
Note that since [ € Z, wre > Ap(0).

So let i € It,5€C andl € f‘i with S ¢ CAl; If S ¢ C,, there are two possibilities. First, S € ¢
but Bl,S'O" w) is empty. But since S € C;, Bi,é()‘v w) is nonempty, which this contradicts part (i) of
Lemma 5.

The other possibility is that S ¢ C,;. Let

€ = min {’li)l,t — Al,t( ) min {gl,S,t(T)}} >0

SECI\CI,’I"E{I ,rll}
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where we define the minimum over an empty set to be infinity (the second term could be empty).
Let § € (0,¢) and (A, w) be given by A = A=53 gc6 el’s’t—l—(SESe@l e®%t and w = — debt +dert.
Therefore, we have th,t = ;\l,S,t -4, X¢7S,t = 5\¢7S,t + 6 for all S € él. Similarly, w; s = W+ — ¢ and
Wep,t = We,t + 0. All other terms remain the same.

We check that (X,@) is feasible and look at the set of binding constraints associated with this
solution. We look at the constraints in L P, (,) one by one and compare the the number of binding

constraints in (\, ) with the number in (X, @).

Constraints (22) and (23): Since Wg ¢ > e+, constraint (22) continues to hold for (X, @) and the
number of binding constraints do not increase. By construction (A, w) satisfies constraint (23).

Constraints (19): Note that we need to check constraints (19) and (20) only for resource {. For
resource [, we have w; ¢ = w;; — 6 > A;+(0) and so constraint (19) continues to be nonbinding.

Constraints (20): For S € Cl\él and r € {1,...,7"}}, we have Wy = Wi — 3 > Wi — & .94(r) =
LSt — Zyej i (S) 141 (r) + Apa(r) = Nijse — ZJEJ 5 (S)1441(r) + Ar¢(r). Note that the last
equality holds by definition of A\. So constraint (20) remains nonbinding.

For S € él and r € {1,.. Tll}\Bl 5(5\ w), Wiy = W —0 > ;\l,S,t - Z]EJ ( )’l/)l t+1(r) +
Ape(r) =0 = Nysie — D2jeq Pi(S)Yu1(r) + Ae(r). Therefore, constraint (20) continues to be
nonbinding. For S € G, and r € B, s()\ W), Wy =Wy —06 = )xl t=0=2ie 7 Pi(S)Yut1(r)+Ae(r) =
)\l,t Zye$ i (S)1e41(r) + Are(r). So constraints (20) are binding for all such S and r. Note

that these constraints, by definition, were also binding in (A, %). So, (X, @) satisfies constraints (19)
and (20) for resource ! and the number of binding constraints is exactly the same as in (A, ).

Constraint (21): For S € C;, by definition B 5(5\ w) is nonempty. Part (i) of Lemma 5 implies that
w¢ L= )\¢ s.t, which means that constraint (21) is binding. We have @ Wt = Wyt + 0 = /\¢ st +0 =
/\¢ 5.+ and so constraint (21) holds and continues to be binding. For S ¢ Cl, /\l St = )\l s,t- Therefore,

Wpt = Wt +0 > /\l,s,t- So constraint (21) holds and the number of binding constraints do not
increase.

Now we argue that the number of binding constraints (21) strictly decreases from (), w) to (X, @).
For the set S, since S € G, st(/\ W) is nonempty. By, part (i) of Lemma 5, we = /\4) &, and

so the constraint is binding in (A, ). But @g; = g, + 0 > )‘¢,S,t = Xa%it and the constraint is

nonbinding in (X, w). Overall, (X, w) has strictly fewer number of binding constraints (21) and they
are a subset of the set of binding constraints of (A, @) contradicting minimality.

Since Wy, + Y, Wit = Wt + >, Wit, (A, @) is optimal and this gives a contradiction. O
We are now ready to show that ®;(v) > II;(v).
Proposition 4. ®,(v) > II;(v).

Proof. Let (5\, w) be an optimal solution to L Py, (,) with a minimal number of binding constraints.
We consider two cases.

Case 1: Suppose that C; is empty for all 5. This means that for all S € C;, Bi,s(j\,ﬁ)) is empty.
It follows that w;; = A, (0) for all ¢ (otherwise we can reduce w;; contradicting optimality).
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Part (i) of Lemma 5 implies that ws; > Mg for all S. It follows that wgs,; = 0. Therefore,
Iy (v) = >, Ai+(0). Note that 7 = 0 and S = 0 is feasible for ®;(v) and the objective function value
associated with this solution is >, A; +(0). Therefore ®;(v) > 3. A; (0) = I (v).

Case 2: Suppose that C; is nonempty for some i. We consider two subcases.

Case 2.a. I7 is empty. We choose a resource [ such that C is nonempty and choose S € () such

that B S(A W) is nonempty. By part (i) of Lemma 5, st(;\,uﬁ) is nonempty for all i € Zg and

Wp,e = 5\4) . So, for all i € Zg, we have w;; = &St — ZJEJ 5 (S )1/)z t+1 (%) + A+ (7;), where

rl ( 11)) Note that #; > 1 for all i € Zg. On the other hand, since I+ is empty. we have
A; (0) for all 4. In particular, @; + = A; (0) for all ¢ ¢ Zg. Putting everything together,

O;(v) = g+ Z Wi ¢ + Z Wi ¢

i€Z, i¢Tg

= Apsat D [Nisa = 2 BiWien () + Aiai) | + 3 Aia(0)
i€Lg Jj€Ti i¢Tg

= R($) =D D Vgee) Pi(uana (o) + D Dianlfi) + 3 Aia(0)
jES €T, i€Tg i¢Ts

< Py(v)

where the last equality follows since (), ) satisfies constraint (23) and

DN Pi(S)iaa(ri) =YY Taez P (S)thiusa (i) = Y Y Ljezs P (S)thi g (ri)

1€ls jE€T: i JET: J i€Z;

=N Tisec Pi(S)i i (ro).

JES i€

The inequality follows from (18) by noting that S and =, where r; = #; for i € Tg and r; =0
otherwise, is feasible to ®;(v). To see this, observe that for all j € S, if Ljjez;) = 1, then i € Zg and
so r; = 7; > 1. Therefore, for all j € S, Ljez;) < 1 for all i and so S c o(r).

Case 2.b. T is nonempty. Let S = ﬂiETrCAi, which by Lemma 7 is nonempty. Note that Sel cd
for all i € Z+. Now every i € 7+ satisfies Wi > A (0). Therefore if i ¢ Ty then s = Ay 4(0).
Since S € C; for some I, B;g(A, @) is nonempty. Part (i) of Lemma 5 implies that Bis()\,’lﬂ) is
nonempty for all i € Zg and that Wy = ;\4) g, Since Bz S(;\ W) is nonempty for i € Zg, there exists
7 € {1,...,r}} such that w;, = S‘i,S,t —2jeq Bi(S Vibi.i1(7i) + Ai g (7:) (7 need not be unique,
we can pick any r € B, 5(A,w0)). We have

Ht(U) = /A\¢,S7t + Z Z P 'L/)z t+1 T'L) + Azt 'rz + Z A’Lt
iEIg JET: Z¢I
= G) — ZP Z 1 SEC wz t+1 7’1 Z A’Lt Tz Z A’L,t(o)
ies = i€Ts i,
< Py(v)

where the inequality follows from (18) by noting that S and r is feasible to ®;(v) where r; = 7; > 1

for i € Zg and r; = 0 otherwise. O
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Lemma 3 and Proposition 4 together imply that ®;(v) = II;(v). We are now ready to show that
VPL > yERo Note that we can write PL as VY = min, Y, v;1(r}) subject to 0 > ®,(v) for all ¢
with the boundary condition that v; -41(-) = 0. Letting V. = min, >, v;1(r}) + >, ®+(v) subject to
0 > ®,(v) for all ¢ with the same boundary condition, it follows that VF% > V. Using the fact that
®4(v) = I;(v) together with the linear programming formulation L Py, (., of II(v), we can write V.
as

1% = mvin Z viﬁl(ril) + Z (w(b}t + Z wi,t)
i t i
s.t

wi e + i (ri) > $d0ax LisecgMise+ D Pi(S) i1 (ri — 1) — vigqa (r9)] + vi g1 (1)
T4

JET:
\V/t, T, € Rz
We ¢ > ISnca}( {Q¢.st} Vt
we > 0
Ag,s,t + Z Nist=R(S) vt,Sc T
i€Zs

Ui’-[-Jrl(') = 0

With the change of variables 0, ;(r;) = vi,(1;) + Do, wis and Vg = > .., wg, s, we can write the
above linear program as

i ) 1
4 = H},}n 21:191’1(7“1) +19¢1

s.t

Vi (i) > Sc%a? ) Lisec,jNis,t + Z Pi(S)[Wipq1(ri — 1) = 0 41 (ri)] + P4 041 (r3)

Vt, r; € Ry
¥ > max{A\ + 9 + vt
ot = g J{ (z),S,t} ¢,t+1

Aosi+ Y Aisi=R(S) Vt,ScJT
icZs
1971,7'4—1(') =0.

which is exactly LRo. Therefore, VPL > yLio O

We conclude this section with a comment on the number and form of the Lagrange multipliers.
Requiring » ;7. Ai,st = R(S) can be overly restrictive and we do not necessarily have VPL = yLhe
if we impose this constraint on the Lagrange multipliers. We give an example below which illustrates
this. Therefore, the Lagrange multipliers have to be chosen carefully in order to make the Lagrangian
relaxation equivalent to the piecewise linear approximation.

Ezample 2: Consider a network revenue management problem with two products, two resources and
a single time period in the booking horizon. The first product uses only the first resource, while the
second product uses only the second resource, and we have a single unit of capacity on each resource.
Note that in the airline context, this example corresponds to a parallel flights network. The revenues
associated with the products are fi = 99 and f; = 101. The choice probabilities are given in Table
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S P(S) PyS)
{1} 50/99 0
{2} 0  51/101

{1,2} 1/2 1/2

Table 2: Choice probabilities

2. Letting S1 = {1}, S2 = {2} and S5 = {1,2}, we have R(S;) = 50, R(S2) = 51 and R(S3) = 100,
Zs, = {1},Zs, = {2} and Zg, = {1,2}. If we impose the constraint >, 7 Ai s = R(S) on the
Lagrange multipliers, then we have A1 g,,1 = 50, 25,1 = 51 and A; 5,1 + A2,95,1 = 100. We have
97 1(1) = max{50, A1,5, 1} and 93 ; (1) = max{51, Az,5,1}. It can be verified that

min 97, (1) + 95 ,(1) = 101 > 100 = VL,
A A1,51,1=50,22,5,,1=51,A1,55,1+A2,55,1=100 ’

5 Computational experiments

In this section, we compare the upper bounds obtained by the Lagrangian relaxation using offer-set
specific multipliers with the upper bounds obtained by other benchmark solution methods. Our test
problems are drawn from Meissner and Strauss [14]. In all of the test problems, we have multiple
customer segments and within each segment, choice is governed by the MNL model.

We begin by describing the MNL choice model with multiple customer segments and explain
how we modify our Lagrangian-based approach for the case of multiple customer segments. We then
describe the different benchmark solution methods and the experimental setup.

5.1 MNL choice model with multiple customer segments

We consider the case where the total demand is comprised of demand from multiple customer
segments with each customer segment being interested only in a small subset of the products. There
are g = 1,...,G customer segments, each with distinct purchase behavior. In each period, we have
exactly one customer arrival and an arriving customer belongs to segment g with probability ad.
Since the total arrival rate is 1, we have Eg a9 = 1. Customer segment g has a consideration set
J9 C J of products that it considers for purchase. A segment g customer is indifferent to a product
outside its consideration set, in the sense that the customer’s choice probabilities are not affected by
products offered outside its consideration set. We assume that the consideration sets of the different
customer segments are known to the firm by a previous process of estimation and analysis. As we
mentioned in the Introduction, we also assume that the consideration sets of the different segments
are small enough for its power set to be enumerable.

Within each segment choice is according to the MNL model. The MNL model associates a
preference weight o.)jg with product j that is in the consideration set of segment g. Similarly it
associates a preference weight wJ with a segment g arrival not purchasing anything. The probability
that a segment g arrival purchases product j when S is the offer set is (Ben-Akiva and Lerman [1])

w?

PI(S) = J ,
) Wg+2kesnjg wi
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while the probability it purchases none of the offered products is
wg

Pg S
(5) = Wi + D kesngs Wi

Note that since the customer is indifferent to products outside its consideration set, we have Pjg (S) =
PI(SNJT9) = P{(S9), where S9 = SN J9. Letting RI(S) = RI(SY) =35, [;P7(S7) denote the
expected revenue from offering set S given a segment g arrival, we have R(S) = > a9RI(S7).

5.2 Modification of piecewise-linear approximation for multiple segments

We modify the Lagrangian relaxation approach for the case with multiple customer segments by
associating multipliers with every subset S9 of each segment’s consideration set J9. Letting A\ =
{)\3)7897“ )\3)78“ |Vt, g,S89 C J9,i € Tsq} denote the set of Lagrange multipliers, we solve the opti-
mality equation

Palri) = o {s9cQi(rylsacTe) LisseciM soe + D PY(S7) [030 0 (ri = 1) = 03041 ()]
g JE€T:
"‘ﬁf\,tﬂ(ri)a (24)

for resource i, with the boundary condition that 15‘z +41(-) = 0. We solve the optimality equation
¢t—2a max {A¢Sqt}+19¢t+1 (25)

for “resource” ¢ with the boundary condition that 19;\) +4+1 = 0. We refer to this modification as the
segment-based Lagrangian relaxation (sLRo). Many of the results from §3 carry over to the segment-
based Lagrangian relaxation. In particular, Vi(r) = >, 191 (i) + 19¢ ; glves us an upper bound on
the value function for every set of Lagrange multipliers that satisfy A 6,59 ¢ +> A 594 = RY (S9)
for all ¢,g and S9 C J9. We find the tightest upper bound by solving

1€ZLgg

yekho — min Vi (ry). (26)
{N2 5o Sz, Mosa=R9(S59),¥59,g,}

V2 (r) is a convex function of A and an expression for its subgradient can be derived in a manner
analogous to Proposition 2; we omit the details. Therefore, we can solve the above minimization
problem using subgradient search. However, unlike in Proposition 3, it is not the case that sLRo
is equivalent to PL and we can have VP < V3o Although sLRo can be weaker than PL,
an advantage of the segment-based approach is computational tractability. Note that solving PL
through LRo requires O(217]) Lagrange multipliers which quickly gets intractable. On the other
hand, sLRo requires O(>_ 9 o7 g‘) Lagrange multipliers, a much more manageable number provided
the consideration sets for each segment are small. Moreover, in our computational experiments, we
find that sLRo tends to generate upper bounds that are quite close to the PL upper bounds.

5.3 Benchmark methods

Choice Deterministic Linear Program (CDLP) This is the solution method described in Section 2.4.
Since customer choice is according to the MNL model, we use the sales based formulation of CDLP
described in Gallego, Ratliff, and Shebalov [6] and solve it as a compact linear program.
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Affine Approzimation (AF) This is the solution method described in Section 2.5. We use the
reduced formulation described in Vossen and Zhang [23] to solve AF'. For the MNL choice model,
the separation problem of AF can be solved as a linear mixed integer program (Zhang and Adelman
[25]).

Piecewise-linear Approzimation (PL) This is the solution method described in Section 2.6. Meissner
and Strauss [14] refer to PL as the time-and-inventory-sensitive approach with complete disaggre-
gation (TISA —C).

Time and Inventory Sensitive Approach with Aggregation (TISA-K) This solution method is pro-
posed by Meissner and Strauss [14] as a more tractable alternative to PL. TISA — K essentially
divides the capacity of each resource into K ranges and assumes that the marginal value of capacity
remains the same in each range. The number of ranges K is an input to the solution method. If
K = 1, then the marginal value of capacity remains the same across all capacity levels and the
method reduces to the affine approximation. On the other hand, if the number of ranges is the same
as the number of units of capacity, we have a different marginal value for each unit of capacity and
the method becomes PL.

Segment-based Lagrangian Relazation (sLRo) This is the solution method described in Section 5.2,
where we associate Lagrange multipliers with each subset of a customer segment’s consideration set.
In our computational experiments, we use subgradient search to solve problem (26). We use a step
size of 5000/v/k at iteration k of the subgradient algorithm. We run the subgradient search algorithm
for a maximum of 3000 iterations. If the norm of the subgradient at any iteration is less than 0.1,
we terminate the algorithm. Although, our step size selection does not guarantee convergence, it
provided good solutions and stable performance in our test problems.

5.4 Hub-and-Spoke Network A

We have a network with a single hub serving two spokes. There is one flight from each spoke to
the hub and one flight from the hub to each spoke, so that there are four flights in total. Note
that the flight legs correspond to the resources in our network RM formulation. There are six
origin-destination pairs in total (two spoke-to-hub, two hub-to-spoke and two spoke-to-spoke pairs).
There are two fare products associated with each origin-destination pair, of which one is a low-fare
product and the other is a high-fare product. We assoicate a customer segment with each origin-
destination pair and each customer segment is only interested in the fare products connecting the
origin-destination pair that it is associated with. As mentioned, within each segment, customer
choice is governed by the MNL model. Meissner and Strauss [14] contains more details on the
network.

We measure the tightness of the leg capacities using the nominal load factor. Letting
S9* € argmax g 74 R9(S7) (27)

be the offer set that maximizes expected revenues from segment g when there is ample capacity on
all the flight legs, the nominal load factor is

Y |32, 073 e 7, P(S™)]

1
iTi

The number of time periods in our test problems is k7, while the initial resource capacities are given
by k#!, where 7 = 20 and 7! = [2,4,4,2] and & represents the factor by which we scale 7 and #! to
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obtain different test problems. We label the test problems by the pair (¢, x) where ¢ € {1.0,1.2,1.6}
and k € {1,2,4}, which gives us a total of nine test problems.

Table 3 compares the upper bounds obtained by the different solution methods. The first
column in the table describes the problem characteristics by using (¢, k). The second to fifth
columns, respectively, give the upper bounds obtained by CDLP, AF, PL,TISA — K and sLRo.
The last four columns, respectively, give the percentage gap between the upper bounds obtained by
CDLP,AF,PL and TISA — K with respect to sLRo. We use the compact formulation of CDLP
and solve it to optimality. On the other hand, the reduced formulation of AF has an exponential
number of constraints. We solve AF using constraint generation and stop when we are within 1% of
optimality. We use the upper bounds reported in Meissner and Strauss [14] for PL and TISA - K.
As mentioned, PL corresponds to TISA — C' in Meissner and Strauss [14]. Meissner and Strauss
[14] use a value of K = 2 for TISA — K. That is, the capacity of each resource is split into two
equal ranges and the marginal value of capacity is assumed to be the same across each range. We
note that Meissner and Strauss [14] use column generation of solve PL and TISA — K and stop
when the solution is within 1% of optimality.

sLRo obtains significantly tighter upper bounds that CDLP and AF. The average gap between
the upper bounds obtained by CDLP and sLRo is around 12%, while that between AF and sLRo
is around 7%. The sLRo upper bounds are on average around 3% tighter than the TISA — K
upper bounds. We observe one instance where the sLRo bound is weaker than the TISA — K
bound. However since the gap is less than the 1% optimality stopping criterion for TISA — K, it is
not immediately possible to conclude whether this gap is meaningful. Compared to PL, the sLRo
bounds are slightly weaker. The average gap between the PL and sLRo bounds is around -0.7%.

Problem Upper Bound % Gap with sLRo

¢, k) CDLP AF PL TISA— K sLRo | CDLP AF PL TISA- K
(1.0, 1) 925 851 766 775 772 19.73 10.12  -0.83 0.34
(1.0, 2) 1,850 1,803 1,661 1,788 1,669 10.80 8.01 -0.50 7.10
(1.0,4) 3,609 3,654 3,488 3,653 3,502 | 564 435 -0.39 4.32
(1.2, 1) 1,077 961 864 877 872 23.53 10.20 -0.89 0.60
(1.2, 2) 2,154 2,061 1,878 2,026 1,889 14.03 8.58 -0.58 7.26
(1.2,4) 4,308 4,220 3,953 4,214 3976 | 835  6.15 -0.57 5.99
(1.6, 1) 1,200 1,086 997 1,008 1,010 18.89 7.60 -1.24 -0.15
(1.6, 2) 2,400 2,322 2,153 2,299 2,173 10.49 6.88 -0.90 5.82
(1.6,4) 4,801 4,745 4,529 4,738 4558 | 532 4.09 -0.64 3.95

Table 3: Comparison of the upper bounds on the optimal expected total revenue for the first hub-
and-spoke network.

5.5 Hub-and-Spoke Network B

We have a network with a single hub serving two spokes (from Meissner and Strauss [14] again).
Now, there are two flights from the first hub to the spoke and two flights from the hub to the second
spoke, so that there are four flights in total. There are four fare products connecting the first spoke
to the hub, four connecting the hub to the second spoke and eight fare products connecting the first
spoke to the second one. Half of the fare products are high-fare products while the remaining are
low-fare products. We have a customer segment associated with each origin-destination pair and
each customer segment is only interested in the fare products connecting the origin-destination pair
that it is associated with. We label our test problems using (¢, ) € {1.0,1.2,1.6} x {1,2,4} so that
we have a total of nine test problems.
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Table 4 compares the upper bounds obtained by the different solution methods. The columns
have the same interpretation as before. sLRo continues to obtain significantly tighter upper bounds
than CDLP. The average gap between the CDLP and sLRo upper bounds is around 2%. The
gaps with AF, TISA — K and PL are smaller compared to the previous set of hub-and-spoke test
problems. The average gap between the upper bounds obtained by AF and sLRo is around 0.6%,
while that between TISA — K and sLRo is around 0.2%. The gaps tend to increase with the load
factor (. The sLRo bound is again slightly weaker than the PL bound and the average gap between
the two is around -0.6%.

Problem Upper Bound % Gap with sLRo

¢, k) CDLP AF PL TISA— K sLRo | CDLP AF PL TISA-K
(1.0, 1) 1,293 1,254 1,235 1,243 1244 | 395 077 075 0.10
(1.0, 2) 2,587 2,554 2,523 2,548 2,541 1.80 0.50 -0.71 0.27
(1.0,4) 5174 5146 5,109 5,140 5137 | 071 017 -0.55 0.05
12, 1) 1,495 1,450 1,430 1,440 1,440 | 381 0.69 -0.69 0.00
(1.2, 2) 2,990 2,945 2,917 2,939 2,934 1.90 0.37  -0.58 0.17
(1.2,4) 5980 5935 5807 5,930 5926 | 090 015 -0.49 0.07
(1.6, 1) 1816 1,751 1,715 1,736 1,728 | 512 131 -0.75 0.46
(1.6, 2) 3,633 3,587 3,537 3,573 3,558 2.10 0.82 -0.59 0.42
(1.6,4) 7,266 7,226 7,170 7,220 7208 | 0.80 025 -0.52 0.17

Table 4: Comparison of the upper bounds on the optimal expected total revenue for the second
hub-and-spoke network.

Problem Upper Bound % Gap with sLRo
(B, (wfl,wt)) CDLP AF TISA—K sLRo | CDLP AF TISA-K
(0.6, (1,5)) 36,187 35,811 35,775 35,677 1.43 0.38 0.27
(0.6, (5, 10)) 33,158 32,745 32,728 32,483 2.08 0.81 0.75
(0.6, (10, 20)) 29,960 29,556 29,531 29,316 2.20 0.82 0.73
(0.8, (1,5)) 43,202 42,780 42,862 42,688 1.21 0.22 0.41
(0.8, (5, 10)) 38,900 38,530 38,551 38,469 1.12 0.16 0.21
(0.8, (10, 20)) 34,678 34,431 34,403 33,848 2.45 1.72 1.64
(1.0, (1,5)) 48,822 48,440 48,496 48,531 0.60 -0.19 -0.07
(1.0, (5, 10)) 43,767 43,446 43,417 43,262 1.17 0.42 0.36
(1.0, (10, 20)) 35,103 35,103 35,101 34,939 0.47 0.47 0.46
(1.2, (1,5)) 53,664 53,241 53,238 53,388 0.33 -0.27 -0.28
(1.2, (5, 10)) 44,690 44,690 44,637 44,454 0.53 0.53 0.41
(1.2, (10, 20)) 35,103 35,103 35,102 35,101 0.01 0.01 0.00
(1.4, (1,5)) 55,257 55,161 55,084 54,770 0.89 0.71 0.57
(1.4, (5, 10)) 44,690 44,690 44,640 44,690 0.00 0.00 -0.11
(1.4, (10, 20)) 35,103 35,103 35,102 35,103 0.00 0.00 0.00

Table 5: Comparison of the upper bounds on the optimal expected total revenue for the small airline
network.

5.6 Small Airline Network

We consider an airline network consisting of seven flights that connect three spokes with a hub.
There are 22 fare products, of which half are high-fare products whereas the remaining are low-fare
products. Each origin-destination pair is associated with two customer segments. The first segment
is interested only in the high-fare products connecting the origin-destination pair, while the second
segment is interested only in the low-fare products connecting the same origin-destination pair. All
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problem parameters are the same as in Meissner and Strauss [14]. Let wf’ and wf denote the no-
purchase preference weights associated with the customer segments interested in the high-fare and
low-fare products, respectively. We vary the no-purchase preference weights and scale the flight leg
capacities by a parameter 8 to obtain different test problems. We label our test problems by the
tuple (8, (W, wk)) € {0.6,0.8.1.0,1.2, 1.4} x {(1,4), (5,10), (10,20)}. This gives us a total of 15 test
problems.

Table 5 compares the upper bounds obtained by the different solution methods. We do not include
the PL upper bounds as they are not reported in Meissner and Strauss [14]. As for TISA — K, the
level of aggregation K depends on the flight leg and varies from 1 to 4; we refer the reader to Meissner
and Strauss [14] for details. sLRo provides a small but consistent improvement over CDLP, AF
and TISA — K. On average it obtains upper bounds that are 0.9% tighter than CDLP and around
0.4% tighter than AF and TISA — K. We observe test problems where the improvements over the
CDLP, AF and TISA — K upper bounds can be as high as 2.45%, 1.72% and 1.64%, respectively.
The improvements in the upper bounds tend to be larger when the flight leg capacities are somewhat
scarce. If there is ample capacity, as in the case where 8 = 1.4, all solution methods tend to perform
roughly the same.

Since we solve sLRo using subgradient search, it becomes important to have a good starting
solution. To this end, we consider the following four ways of initializing the Lagrange multipliers.
First, we consider the initialization where )\‘3),8” = R9(S9) and )\fysg’t =0 for all i € Zgs and S9.
That is, we allocate all the revenue associated with an offer set to the resource ¢ and allocations on
the remaining resources are set to zero. We refer to this initialization as IN-1. Next, we consider
the initialization where X} g, , = 0 and A g, , = R9(59)/|Zss|. That is, we allocate the revenue
associated with an offer set equally among all the resources i € Zgs and allocate nothing to resource
¢. We refer to this initialization as IN-2. Third, we consider the allocation)\i So4 = )\i so4 =
R9(S9)/(1+|Zss|), where we allocate the revenue equally across all the resources including resource
¢. We refer to this initialization as IN-3. Finally, we consider an initial solution that builds on the
heuristic arguments in §4.1. We initialize the Lagrange multipliers according to equation (17), where
we approximate ¢* by the optimal dual values corresponding to constraints (3) in CDLP and o}
by the optimal dual value corresponding to constraint (4) for time period ¢ in CDLP. We refer to
this initialization as IN-4.

Figure 2 shows how the upper bounds obtained by the four initializations compare with upper
bound obtained by the optimal Lagrange multipliers on the different test problems. We observe
that although no initialization uniformly dominates the others, IN-1 and IN-4 typically tend to
work well. If capacity is scarce, the initialization based on the CDLP dual solution, IN-4, tends
to work well. As the overall capacity increases, IN-1, which allocates all of the revenue to the
resource ¢, tends to be better. In some cases, IN-1 essentially gives us the optimal solution. We
provide some intuition for this. Suppose there is so much capacity that the capacity constraint is
never binding. In this case, the solution to the network revenue management dynamic program D P
is VPP = T, 9 RI(59%), where S9* is given by (27). Now consider initialization the Lagrange
multipliers according to IN-1. Since /\ng’t = 0, we have 19;\,5() = 0 for all 7 and . On the other
hand, we have ¥} , = >, 09 maxsoc 7o {A] g0} + 0311 = >, @9 maxsec 7a {R9(S9)} + 03141 =
2y RIS + ﬁé\)}tﬂ. Consequently, we have V() = T, I RI(S) = VPP and it follows
that IN-1 gives the optimal set of Lagrange multipliers. In our computational experiments, we
compare the upper bounds obtained by the four initializations and choose the initialization which
gives the tightest upper bound as the starting solution for the subgradient search algorithm.

Table 6 gives the CPU seconds required by CDLP, AF and sLRo to solve the different test
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Figure 2: Comparison of the upper bounds obtained by the different initializations of the Lagrange
multipliers.

Problem CPU secs.

B, (Wl wk)) CDLP AF sLRo
(0.6, (1,5)) 0.1 15 122
(0.6, (5, 10)) 0.1 17 129
(0.6, (10, 20)) 0.1 8 137
(0.8, (1,5)) 0.1 10 164
(0.8, (5, 10)) 0.1 7 170
(0.8, (10, 20)) 0.1 3 178
(1.0, (1,5)) 0.1 7 204
(1.0, (5, 10)) 0.1 4 210
(1.0, (10, 20)) 0.1 1 224
(1.2, (1,5)) 0.1 4 241
(1.2, (5, 10)) 0.1 1 251
(1.2, (10, 20)) 0.0 1 1
(14, (1,5)) 0.1 2 276
(1.4, (5, 10)) 0.1 1 1
(1.4, (10, 20)) 0.1 1 1

Table 6: CPU seconds for CDLP, AF and sLRo for the small airline network test problems.
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problems. We do not include the running times for T1SA — K reported in Meissner and Strauss [14]
in Table 6 since the running times depend on the implementation as well as the computer hardware.
All the computational experiments are carried out on a Pentium Core 2 Duo desktop with 3-Ghz
CPU and 4-GB RAM. We use CPLEX 12.1 to solve all the linear programs. CDLP runs in a
fraction of a second, while the running time of AF' is in seconds and that of sLRo in minutes. We
observe some instances where sLRo terminates in a second. These correspond to test problems
with relatively large flight leg capacities, where IN-1 essentially gives the optimal set of Lagrange
multipliers. Consequently, the norm of the subgradient turns out to be small and the algorithm
terminates almost immediately. We note that the implementations of CDLP and AF exploit the
functional form of the MNL choice probabilities. On the other hand, sLRo is agnostic to the choice
model and we do not expect the running times to vary significantly for different choice models.

6 Conclusions

In this paper we showed that the piecewise-linear relaxation problem for network revenue manage-
ment under a general discrete-choice model can be solved as a linear program with O(21717 Surh)
constraints. This is opposed to an original formulation with O(21717 [, r!) constraints (and whose
separation problem is NP-complete). Moreover, by showing that it can be solved as a Lagrangian
relaxation problem, we are able to use convexity and subgradient search as an alternative to linear
programming. This makes the problem tractable for small consideration sets, with practical impli-
cations, as there are many operational situations that can be modeled as customers considering only
a small set of products. We show by numerical experiments that our ability to solve the piecewise-
linear relaxation provides significant benefits. Finally, our results apply to general discrete-choice
models. It would be interesting to see if improvements in complexity can be obtained by specializing
to specific models such as MNL or nested logit.
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Appendix

Proof of Lemma 1

We introduce some notation to simplify the expressions. Fixing a resource I, we let R;(r;) = {x €
R |x; = r} be the set of capacity vectors where the capacity on resource [ is fixed at r;. Given a
separable piecewise-linear approximation v = {v; (r;) | V¢, 4,7 € R;}, we let

ai(r,v) = Z’Um ri) ZPJ‘(S) Fi+ D Wi (r = 1) = v ()]

’I‘ERI(T’I SCQ il
J

- Z Vi, t+1 (Tz) }

where the argument v emphasizes the dependence on the given approximation. Note that if v =
{vi(ri) |Vt i,r; € R;} is feasible to (PL), then €; +(r;,v) > 0 for all ¢, i and r; € R;. We begin with
a preliminary result.

Lemma 8. There exists an optimal solution © = {0;+(r;) | Vt, 4,7 € R;} to (PL) such that for all
t, i and r; € R;, we have €;(r;,0) = 0.

Proof. Let v = {v; (r;) | Vt, 1,7 € R;} be an optimal solution to problem (PL). Let s be the largest
time index such that there exists a resource [ and r; € R; with €, 5(r;,v) > 0. Since v is feasible,
this means that €; (r;,v) = 0 for all t > s, ¢ and r; € R;. We consider decreasing v; s(r;) alone by
€1,5(r1,v) leaving all the other components of v unchanged. That is, let © = {0; ((r;) |V, 4,7 € R}
where

N _ vig(x) —es(rv) fi=lt=sx=m
Oip() = { vi¢(x) otherwise. (28)

Note that since 0;¢(r;) < vi,¢(r;) for all t, 4 and r; € Ry, we have D, 0;1(rs,1) < >, vi1(rin). Next,
we show that ¢ is feasible. Since v differs from v only in one component, we only have to check
those constraints where ¥; s(r;) appears. Observe that ?; (r;) appears only in the constraints for
time periods s — 1 and s. For time period s — 1, we have

ZPj(S) f]—f—Zvls (ri — 1) —|—Z leP ) 045(r:)

1€, jeT:
SZP](S) f]+zvzs 1,_1 +Z 1—ZP ’Uzg’rz)
J 1€, je€T:
< Zvi,sq(ri)
= Z@i,sq(ri)

for all » € R and S C Q(r), where the first inequality follows since ¥; s(r;) < wv;s(r;) and
> jeq, B (S) < 1, the second inequality follows from the feasibility of v and the equality follows
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from (28). For time period s, ¥; s(r;) appears only in constraints corresponding to r € R;(r;). For
r € Ry(r), we have

Z'Oi,s(ri)
= Zvi75(ri) — El,s(rlvv)

> F(S) | fi+ D visra(ri = 1) = viera(ri) | + Y vista (1)
J iEIj i i

= ZPj(S) fi+ Z @i7s+1(7“z‘ -1) - @i,s+1(7“i) + Z@i,sﬂ(m)
j i i

i€L;

for all S C Q(r), where the inequality follows from the definition of € s(r;,v) and the last equality
follows from (28). Therefore ¢ is feasible, which implies that ¢; (r;,0) > 0 for all ¢, ¢ and r; € R;.
Next, we note from (28) that €; ((r;,0) = 0 for all t > s, ¢ and r; € R;. For time period s, since
0i5(1i) < v;5(r;) and 0 s41(r3) = vis41(rs), it follows that €; s(r;, 0) < € 5(rs,v). Therefore, if
€i,s(r;,v) was zero, then ¢; s(r;,0) is also zero. Moreover, €, 5(r;,0) =0 < ¢,5(17,v).

To summarize, ¥ is an optimal solution with €;+(r;,0) = 0 for all ¢ > s, ¢ and r; € R; and
[{€i,s(ri,0) | €i,s(ri,0) >0} | < |{€4,5(ri,v)|€s(ri,v) > 0} |. We repeat the above procedure finitely
many times to obtain an optimal solution ¢ with €; ;(r;,0) = 0 for all ¢ > s, ¢ and r; € R,. Repeating
the entire procedure for time periods s — 1,...,1 completes the proof. O

We are ready to prove Lemma 1. By Lemma 8, we can assume without loss of generality that the
optimal solution & = {0;+(r;) | Vt,4,7; € R;} satisfies €; +(r;,0) = 0 for all ¢,4 and r; € R;. The proof
proceeds by induction on the time periods. It is easy to see that statements hold for time period 7.
Assuming that the statements hold for all time periods s > ¢, we show below that the statements
hold for time period t as well.

Lemma 9. Assume that statements (i)-(iv) of Lemma 1 hold for time periods t > s, then statement
(i) holds for time period t.

Proof. Fix a resource [. For r; > 1, Lemma 8 implies that there exists ¢ € R;(r; — 1) and S C Q(x)
such that

O (r— 1) + Z’f)m(%)

il

= ZPJ'(S) fi+ Z Liez,) [0i0+1 (i — 1) = s g1 (2)] + Lpez,) (01041 (re — 2) — D1 (e — 1)]
J

il
+ope41(r — 1) + Z 04 41 (T4)-
it

Now consider the capacity vector y with y; = x; for ¢ # [ and y; = r;. Since x <y, Q(z) C 9(y)
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and it follows that S C Q(y). Since ¢ is feasible, we have

O (m) + Z@i,t(ﬂvi)

il

>3 PiS) [ fi+ Y Lez,) Bias (s — 1) — biggr (20)] + Lpez,) [Dreser (= 1) = dra41(r0)]
j il
+01,041(r1) + Z 0j 141 (23). (30)
il
Subtracting (29) from (30), we get

Ult( ) 0y (7“1—1)

> Pi(S) ez, 200410 — 1) = Dueg1(re) — draga(rr — 2)] + D1 (r) = dragpa (e — 1)
J

> Oppq1(r) — Oppq1(r — 1)

where the last inequality follows from the induction assumption that 20; 441 (r; — 1) — ¥y 441 (r1) —
Op,441(r1 —2) > 0. The case r; = 1 can be shown to hold in a similar manner. Therefore, part (ii) of
Lemma 1 holds for time period ¢. O

Lemma 10. Assume that statements (i)-(iv) of Lemma 1 hold for time periods t > s, then statement
(i1) holds for time period t.

Proof. For r; € R;\{0,7}}, Lemma 8 implies that there exists € R;(r; + 1) and S C Q(x) such
that

O (re+1) + Z it (i)
il

= ZPj(S) fi+ Z Liiez,) [0 +1(2i — 1) = i1 (zi)] + Lpez;) [On,041(re) — Drg41 (e + 1))
; il

o (re+ 1) + Y B (). (31)
il

Now consider the capacity vector y with y; = x; for ¢ # [ and y; = r;. Since, r; > 1, Q(y) =
{7l Ljeq) < ¥isi # I 1jjeg) < ri} ={j| ljjeq) < iyt # ez <+ 1} = Q(x). Therefore,
S C Q(y) and since ¢ is feasible

Ope(m) + Z@i,t(ﬂvi)

Al
> ZPJ‘(S) fi+ Z Liiez;) [0 +1 (i — 1) = D1 (z)] + Lpezy) (P41 (re — 1) = D41 (r)]
J il

o (r) + > Biggr (@), (32)
il
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Subtracting (32) from (31), we get

@lﬂg(m + 1) - ’lA}lﬂg(?“l)
< ZPj(S)]l[lte] 20 441(r1) — Vg1 (ri — 1) = Oppqr (re + 1)) + O g1 (rp + 1) — Dpe41 (1)
J

< 201441(r1) — Oppqr(r — 1) — Opppr (rp + 1) + Opppr (re + 1) — Op g1 (11)
= Op41(r1) — Op g1 (rp — 1)
< () — Ope(rp — 1),

>

where the second inequality follows from the induction assumption that 0y 41(r;) — 01041 (r7 — 1) >
Ore41(re +1) — dre41(re) and the fact that » -, Pj(S)1yer,) < 1. The last inequality follows from
Lemma 9. Therefore, part (iii) of Lemma 1 holds for time period ¢. o

Lemma 11. Assume that statements (i)-(iv) of Lemma 1 hold for time periods t > s, then statement
(iii) holds for time period t.

Proof. By the induction assumption, 0;¢41(r;) > ;41(r; — 1) for r € R;\{0}. The result now
follows from Lemma 9. O

Lemma 12. Assume that statements (i)-(v) of Lemma 1 hold for time periods t > s, then statement
(iv) holds for time period t.

Proof. We first show that ©; +(0) > 0;++1(0). Suppose there exists | with ¢;,(0) < 9;4+1(0). Since ¢
is feasible, it satisfies constraint (6) for the state vector » = 0 and S = (). That is

01,4(0) + Z 0;,4(0) > 07441(0) + Z 04.¢4+1(0)
il i+l

where we use Pj() = 0 for all j. This implies there exists k with 054(0) > 05441(0). Letting
0= mil’l{’f)l,t+1(0) — ?A)l,t(o), ’lA)k’t(O) — ’lA)k’t+1(0)} > 0 and

Vis(x)+0 i=ls=t,xeR
Vis(x) = Vis(x)—0 i=k,s=tzeRg
0;,5(x) otherwise,

it can be verified that v is also an optimal solution to (PL). Moreover, since ¢ satisfies properties (i)-
(iii) for time periods s > t, so does v. If 1;+(0) < ©1441(0), then by repeating the above arguments,
there exists a resource k' with @y +(0) > Tp 44+1(0). Repeating the above procedure finitely many
times, we obtain an optimal solution © with @; (0) > ¥; 441(0) for all .

Now assume that 0; +(r; — 1) > 0 4+1(r; — 1). Lemma 9 implies that 0; ¢(r;) > ;441 (7). O

Proof of Lemma 2

The first inequality follows from [14]. So, we only show the second inequality. For A € A, let
0it(rs) = ﬁf:t(ri) + 19$7t/m for all ¢t,7 and r; € R;, where m is the total number of resources and
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02,(-) and ﬁg’t are given by (9) and (10), respectively. For r and S C Q(r)

Z By (rs) = Z [0 (rs) + 03, /m]

2 Z secaMisie + Y Pi(S) [03eqa (ri = 1) = 920 1 ()] + 92441 (10) + Ag,s/m + 93 1 /m
FISVE

R(S) + Z Z Py( ﬁz)\t—i-l -1)— ﬁf\,t+1(ri)] + Z [ﬁf\,t-i-l(ri) + 192,t+1/m}

Jj i€Z; 7
= E P;(S) | fj + E Tipg1(ri — 1) — Tipqa(ri) | + E Ui p41(T3)
J €T

where the inequality holds since S C Q(r) C Q;(r;) for all 4, from (9) and (10), and the fact that
A € A. The second equality holds since A € A, and the last equality follows from (5) Therefore,
v is feasible for PL and its objective function value is Y-, v;1(rj) = >, 97, (r}) + 19 1= VA ().
Therefore, VFL < VA (rl). O

Proof of Proposition 2

We show the results by induction over the time periods. We begin with the first part of the propo-
sition. It is easy to show the result for the last time period. So we assume that the result holds for
time period ¢ + 1 and show that it holds for time period . We have

ﬂat(ri) 2 ]l[s,;{t(ri)eci]/A\i,S,ﬁt(m),t + Z Pj(S{\,t(Ti)) [ﬁ2t+1(ri -1) - 792t+1(7"i)] + 795\,&1(7"1')
JET:

Z ]]-[S{\,t(Ti)Eci]Ai:SA (ri).t + ]l[S*t(r,)ec ] |: 4 SAf(r )\irsf\,t(ri)vt}

+ > Pi(Shu(r) l Ml —1) + D Uisee) Pr{SN(Xix) = S| Xipr1 =ri — 1} P\i,s,k - Ai,s,kﬂ
JET; k=t+1 S

+|1- Z Pj(S{\,t(ri)) [ i1 (i) Z Z Liseey PY{SZ e Xik) =S| Xipp1 =1i} P\i,S,k - )\zys,kﬂ

JET; k=t+1 S
=07,(ri) + Z Z Lisec,) Pr{S}(Xix) = S| Xip = 1i} [S\i,s,k - )\i,S,k} :
k=t S

where the first inequality holds since Sl .(r;) is a feasible solution to problem (9) when the Lagrange

multipliers are A. The second inequality holds by the induction assumption, while the last equality
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follows by noting that
Pr{S}(Xix) =S| Xiz=ri} =
Pr {Si):k(Xi,k) =S| Xy =ri, Xipy1 =71} Pr{Xi 1 =1 | Xsp = 1}
+Pr{SN(Xin) =S| Xiw =74, Xipp1 = ri = 1} Pr{Xi 1 =71 — 1| Xip = 14}
=Pr {Si):k(Xi,k) =8| Xipp1 =ri ) Pr{X; 41 =i | Xip =13}
+Pr{SN(Xin) =8| Xipp1 =1 — 1} Pr{Xi 1 =1 — 1| Xsp = 13}

=Pr {Sz)\k(Xz,k) = S | Xi,t+1 = ’I“i} 1-— Z Pj(Sz):t(Tz))
J€T:

+Pr{S}(Xin) =S| Xipp1 =7 — 1} > P;(S),(r:)).
JET;
This concludes the proof of the first part of the proposition.

The proof of the second part proceeds in a similar fashion. We assume that the result holds for
time period ¢ + 1 and show that it holds for time period t. We have

X 5 X
Vs 2 Aot 05

A R )
Ap,s3 0+ [/\¢,S$)t,t - )‘qS,Sgyt,t} DU Lisy =] {/\d),S,k — Ap,5k
k=t+1 S

Y

Y Lisy =] [5\¢,S,k - )\¢,S,k} ;

k=t S

where the first inequality holds because Sj;,t is feasible but not necessarily optimal for problem
(10) when the Lagrange multipliers are A and the second inequality follows from the induction

assumption. O
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