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Abstract

We present a new deterministic linear program for the network revenue management problem with
customer choice behavior. The novel aspect of our linear program is that it naturally generates bid
prices that depend on how much time is left until the time of departure. Similar to the earlier linear
program used by van Ryzin and Liu (2004), the optimal objective value of our linear program provides
an upper bound on the optimal total expected revenue over the planning horizon. In addition, the
percent gap between the optimal objective value of our linear program and the optimal total expected
revenue diminishes in an asymptotic regime where the leg capacities and the number of time periods in
the planning horizon increase linearly with the same rate. Computational experiments indicate that
when compared with the linear program that appears in the existing literature, our linear program
can provide tighter upper bounds and the control policies that are based on our linear program can
obtain higher total expected revenues.



A prevalent assumption in the revenue management literature is that each customer arrives into the
system with the intention of purchasing a particular itinerary. If its intended itinerary is available for
purchase, then the customer purchases this itinerary. Otherwise, it does not purchase anything at all.
In reality, however, there may be many different itineraries that are acceptable to a particular customer
and the customer makes a choice among the acceptable itineraries that are available for purchase. This
type of customer choice behavior is especially true nowadays with the Internet bringing a variety of

itinerary choices to the customers.

Recently, van Ryzin and Liu (2004) utilize a deterministic linear program that was first proposed
by Gallego, Iyengar, Phillips and Dubey (2004) to develop control policies for the network revenue
management problem with customer choice behavior. This linear program includes one constraint for
each flight leg and the right side of these constraints are the remaining leg capacities. Consequently,
van Ryzin and Liu (2004) use the optimal values of the dual variables associated with these capacity
constraints to estimate the opportunity cost of a unit of capacity. They employ these opportunity
costs to extend the popular bid pricing and dynamic programming decomposition ideas to the network

revenue management problem with customer choice behavior.

In this paper, we propose a new deterministic linear program for the network revenue management
problem with customer choice behavior. Although one should intuitively expect the opportunity costs
to decrease as the departure time of the flight legs approaches and fewer opportunities to utilize the
leg capacities remain, the earlier linear program used by van Ryzin and Liu (2004) essentially assumes
that the opportunity costs of the leg capacities stay constant throughout the planning horizon. Our
main objective in this paper is to remedy this shortcoming. In particular, we propose a linear program
that naturally generates opportunity costs that depend on the number of time periods left until the
departure time. The hope is that our linear program captures the characteristics of the problem more

accurately and obtains more refined opportunity costs.

The method that we use to construct our linear program is also of interest in and of itself. The
linear program that appears in the existing literature is a deterministic and continuous approximation
to the original problem. It is based on the a priori assumption that the random quantities take on their
expected values and the itineraries can be sold in fractional amounts, in which case the network revenue
management problem can be formulated as a linear program. The usual approach is to analyze how this
linear program relates to the original problem through a posteriori analyses. On the other hand, we
construct our linear program directly by using the dynamic programming formulation of the network
revenue management problem. The fundamental idea is to relax the capacity availability constraints in
the dynamic programming formulation by associating Lagrange multipliers with them, in which case the
dynamic programming formulation decomposes by the time periods and we obtain simple expressions
for the value functions. A good set of values for the Lagrange multipliers can be obtained by minimizing
a dual function. The linear program that we propose in this paper essentially solves the problem of

minimizing the dual function.

Our linear program shares the appealing features of the earlier linear program used by van Ryzin and

Liu (2004). In particular, the optimal objective value of our linear program provides an upper bound



on the optimal total expected revenue over the planning horizon. In an asymptotic regime where the
leg capacities and the number of time periods in the planning horizon increase linearly with the same
rate, the percent gap between the optimal objective value of our linear program and the optimal total
expected revenue diminishes. Our linear program also allows us to extend the popular bid pricing and
dynamic programming decomposition ideas to the network revenue management problem with customer
choice behavior. On the other hand, when compared with the earlier linear program used by van Ryzin
and Liu (2004), computational experiments indicate that our linear program provides tighter upper
bounds on the optimal total expected revenues and the performances of the control policies that are
based on our linear program tend to be better. Furthermore, although we do not pursue here, it is
straightforward to generalize our approach to incorporate cancellations by using the approach followed
by Topaloglu and Kunnumkal (2006). This strengthens the links between the dynamic programming

and linear programming formulations of the network revenue management problem.

Customer choice behavior is an active area of research. Belobaba and Weatherford (1996) extend
the expected marginal seat revenue heuristics of Belobaba (1987) to incorporate the possibility that a
customer buys a more expensive itinerary when the cheaper itinerary is closed. Talluri and van Ryzin
(2004) give a careful analysis of the single-leg revenue management problem with customer choice
behavior and characterize the conditions under which protection level policies are optimal. Zhang
and Cooper (2005) consider parallel flights and provide decomposition methods to compute upper and
lower bounds on the optimal total expected revenue over the planning horizon. Gallego et al. (2004)
analyze the benefits from selling flexible itineraries that allow the airlines to assign a customer to one
of the alternative itineraries right before the departure time. The authors develop a linear program to
approximate the optimal total expected revenue over the planning horizon. This linear program plays
a crucial role in the network revenue management literature and it is subsequently used in van Ryzin
and Liu (2004) to develop control policies for the network revenue management problem with customer
choice behavior. The particular focus of the latter paper is on using the linear program developed by
Gallego et al. (2004) to extend the bid pricing and dynamic programming decomposition ideas to deal
with the customer choice behavior. Zhang and Adelman (2006) develop control policies by using the
linear programming representation of the dynamic programming formulation of the network revenue
management problem. Their approach is related to our linear program in the sense that it generates
opportunity costs that depend on the number of time periods left until the departure time, but our
linear program is considerably simpler. Finally, van Ryzin and Vulcano (2004) compute protection levels
by using a stochastic approximation method that avoids parametric assumptions about the model that

governs the choice behavior of the customers.

We make the following research contributions in this paper. 1) We present a new deterministic
linear program for the network revenue management problem with customer choice behavior. The
novel aspect of our linear program is that it naturally generates opportunity costs that depend on
how much time is left until the time of departure. 2) We prove that the optimal objective value of
our linear program provides an upper bound on the optimal total expected revenue over the planning
horizon. In an asymptotic regime where the leg capacities and the number of time periods in the

planning horizon increase linearly with the same rate, we establish that the percent gap between the



optimal objective value of our linear program and the optimal total expected revenue diminishes. 3)
The number of decision variables in our linear program increases exponentially with the number of
itineraries, but we show that it is possible to solve our linear program efficiently by using standard
column generation. 4) When compared with the deterministic linear program used by van Ryzin and
Liu (2004), computational experiments indicate that our linear program provides tighter upper bounds
on the optimal total expected revenues and the performances of the control policies that are based on

our linear program tend to be better.

The rest of the paper is organized as follows. Section 1 formulates the problem as a dynamic
program. Section 2 presents the earlier linear program used by van Ryzin and Liu (2004). Section 3
derives our linear program and shows that it provides an upper bound on the optimal total expected
revenue. Section 4 compares the upper bounds provided by the two linear programs. This section also
shows that the percent gap between the upper bound provided by our linear program and the optimal
total expected revenue diminishes as the leg capacities and the number of time periods in the planning
horizon increase linearly with the same rate. Section 5 describes different control policies that are based
on the linear programs in Sections 2 and 3. Section 6 shows that our linear program can be solved
efficiently as long as the customer choice behavior is governed by the multinomial logit model with

disjoint consideration sets. Section 7 presents computational experiments.

1 PROBLEM FORMULATION

We have a set of flight legs to serve the customers that arrive over time with the intention of purchasing
itineraries. At each time period, we need to decide which itineraries to offer to the customers. Each
customer reviews the offered itineraries and purchases at most one of them according to a probability
distribution defined over the set of offered itineraries. A sold itinerary generates a revenue and consumes

the capacities on the relevant flight legs.

The set of flight legs in the airline network is £ and the set of itineraries that can be offered to
the customers is J. The initial capacity on flight leg ¢ is ¢;. If a customer purchases itinerary j,
then we generate a revenue of r; and consume a;; units of capacity on flight leg 7. Naturally, we have
a;; = 0 when itinerary j does not include flight leg <. The problem takes place over the planning
horizon 7 = {1,...,7} and all flight legs depart at time period 7+ 1. We assume that the time periods
correspond to small time intervals so that there is at most one customer arrival at each time period.
The probability that there is a customer arrival at each time period is A. If the set of itineraries that
we offer to the customers is S, then a customer purchases itinerary j with probability P;(S). Naturally,
we have Pj(S) = 0 when j ¢ S. We use Py(S) = 1 — 3 ;s P;j(S) to denote the probability that a
customer does not purchase an itinerary. We assume that the arrivals in different time periods and
the purchasing decisions of different customers are independent of each other. As evident from our
notation, we also assume that the probability that there is a customer arrival and the probability that
a customer purchases a particular itinerary do not depend on the time period. This assumption is only
for notational brevity and it is straightforward to allow these probabilities to depend on the time period.

The objective is to maximize the total expected revenue over the planning horizon.



Using z; to denote the remaining capacity on flight leg ¢ at time period ¢, xy = {zy : i € L}
captures the state of the system. As a function of the remaining leg capacities, we need to decide which
itineraries to offer at each time period. Since it is feasible to offer an itinerary only if we have enough
capacity on all of the flight legs that are included in this itinerary, the set of itineraries that we can

offer at time period ¢ is
O(w) ={SCT:1(je€S)a; <zy VieL, jeT},

where 1(-) is the indicator function. In this case, the optimal policy can be found by computing the

value functions through the optimality equation

Vi(ar) = max {ZAP [rj+vt+1<xt—ziegaijei>]+[1—A+AP¢<5>}W+1<%>}

S€0(zr)
= seote { D AP(S) [Tj + Vier(@e — X iep aij i) — Vt+1($t)} } + Vg1 (@), (1)
o jeg

where e; is the |£|-dimensional unit vector with a one in the element corresponding to i € £ and the
second equality follows from the fact that Fy(S) = 1 — > ;s Pj(S); see van Ryzin and Liu (2004).
Throughout the rest of the paper, we assume that A = 1 for notational brevity. We note that this is
equivalent to letting P;(S) = A Pj(S) and P4(S) = 1 — A + A P4(S) and working with the probabilities
{Pi(S):j €S, SC J}and {Py(S): S C J}.

In the optimality equation above, the number of possible values for the state variable x; increases
exponentially with the number of flight legs and the number of possible values for the decision variable
S increases exponentially with the number of itineraries. Therefore, it is quite difficult to solve this
optimality equation. In the next two sections, we describe approximate methods that can be used to

decide which itineraries to offer to the customers at each time period.

2 DETERMINISTIC LINEAR PROGRAM

An alternative to solving the optimality equation in (1) is to employ a deterministic and continuous
approximation to the problem. This approximation assumes that the random quantities take on their
expected values and the itineraries can be sold in fractional amounts. As a result, we obtain the linear

programming formulation used by van Ryzin and Liu (2004).

To formulate the linear program, we let hs(S) be the frequency with which we offer set S at time
period t. In this case, the expected revenue at time period ¢ is
DD FiS)ri(S) =) R(S)h(S
SCJ jes ScJ
where R(S) = > ;s Pj(S)r; is the expected revenue when we offer set S. Similarly, using Q;(S) =
Zje s Pj(S) a;;j to denote the expected capacity consumption on flight leg i when we offer set S, the
expected capacity consumption on flight leg ¢ at time period ¢ is

STN PS) ai e(S) = 3 QilS) he(S)

SCJ jeS Neavs



Therefore, we can use the optimal objective value of the linear program

Zip=max Y > R(S)h(S) (2)

teT SCJ

subject to Z Z Qi(S) he(S) < ¢ Vie Ll (3)
teT SCcJ
D> h(S) =1 VteT (4)
Nevg
ht(S) >0 vScJ,teT (5)

as an approximation to the optimal total expected revenue over the planning horizon; see van Ryzin
and Liu (2004). The decision variables in problem (2)-(5) are {hi(S) : S C J, t € T}. The first set
of constraints ensure that the total expected capacity consumptions over the planning horizon do not
exceed the leg capacities. The second set of constraints ensure that the total frequency with which we
offer the sets at each time period is equal to one. Since the empty set is a subset of 7, the second set

of constraints allow not offering an itinerary with a certain frequency.

We emphasize that by using the approach followed by van Ryzin and Liu (2004), it is possible to
reduce the number of decision variables in problem (2)-(5) by a factor of |7, but the way we present
this problem is more useful for the subsequent development in the paper. In addition, problem (2)-(5)
allows time dependent probabilities of the form {Pj;(S) : j € S, S C J, t € T} simply by using
Ri(S) = > jes Pit(S) rj and Qir(S) = - s Pji(S) aij instead of R(S) and Qi(S).

The number of decision variables in problem (2)-(5) increases exponentially with the number of
itineraries. However, the number of constraints is only |£| 4 |7| and this suggests solving problem
(2)-(5) by using column generation. In Section 6, we briefly revisit solving problem (2)-(5) by using
column generation under a particular choice of the probabilities {P;(S):j €S, S C J}.

There are two primary uses of problem (2)-(5). First, this problem can be used to decide which
itineraries to offer. In particular, letting {7; : i@ € L} be the optimal values of the dual variables
associated with constraints (3), the idea is to use 7; as the estimate of the opportunity cost of a
unit of capacity on flight leg i. If the set of itineraries that we offer is S, then the expected revenue
that we obtain is ) jes P;(S)r; and the total expected opportunity cost of the consumed capacities is
> jes 2ice Pi(S) aij #t;. Therefore, it is sensible to offer the feasible set of itineraries that maximize
the difference between the expected revenue and the total expected opportunity cost of the consumed

capacities. In other words, we can solve the problem

sl {%Pj(s) [Tj - ;%’ m]} (6)
to decide which itineraries to offer at time period ¢. In revenue management language, these estimates
of the opportunity costs are called bid prices. Letting f/t(xt) = Y e Tiwy for all t € T and noting
that f/tH(azt) - ‘7t+1(:ct — Y ier Gij €) = > icp Qij T, it is easy to see that solving problem (6) to decide
which itineraries to offer is equivalent to approximating Vi1 (z;) on the right side of (1) by Vi1 (z).



Second, Gallego et al. (2004) show that the optimal objective value of problem (2)-(5) provides an
upper bound on the optimal total expected revenue. In other words, letting ¢ = {¢; : i € L}, we have
Vi(c) < Zpp. This information can be useful when assessing the optimality gap of a suboptimal decision

rule such as the one in (6).

The decision rule in (6) implicitly assumes that the opportunity costs of the leg capacities stay
constant throughout the planning horizon. In reality, however, one should expect the opportunity
costs to decrease as the departure time approaches and fewer opportunities to utilize the leg capacities
remain. In practical implementations, as the departure time approaches, the time dependent nature
of the opportunity costs is “mimicked” by resolving problem (2)-(5) with the remaining number of
time periods in the planning horizon and the remaining leg capacities. In the next section, we develop
an alternative linear program that naturally generates bid prices that depend on the number of time
periods left until the departure time. The hope is that this linear program captures the characteristics

of the problem more accurately and is able to obtain more refined bid prices.

3 AN ALTERNATIVE DETERMINISTIC LINEAR PROGRAM

In this section, we develop a new linear program that generates bid prices that depend on the number
of time periods left until the departure time. Noting the constraints captured by the set O(z) in
the optimality equation in (1), the fundamental idea is to relax these constraints by associating the
Lagrange multipliers o = {cjr : i € £, j € J, t € T} with them. In other words, this idea suggests

solving the optimality equation

Ve () = gngg{ > PiS) |1+ Vi (0 = Lieg aig es) = Viga (o)
JjeJ

— Z Z aijit1(j € S) aij} + Z Z aiji Tt + Vi (), (7)

€L jeJ iel jeJ
where the superscripts in the value functions emphasize that the solution to the optimality equation
above depends on the Lagrange multipliers. The next proposition shows that we obtain upper bounds

on the value functions by solving the optimality equation in (7).
Proposition 1 If the Lagrange multipliers are positive, then we have Vi(xy) < V,*(xy).

Proof We show the result by induction over the time periods. It is easy to show the result for the last
time period. Assuming that the result holds for time period ¢ 4+ 1 and letting S be an optimal solution

to problem (1), we have

w) 2 Y0 Py(S)[ry + Vi (o = Siepay e + [1 = X0 P(8)] Vit )

=Y Y il ES) a+ Y ) i
€L jeT i€eL jeJ
= Z PJ'(S) [Tﬁ + Vira (@ — X aij €i) } [1 - Z Pi(S }V;H-l (24),



where the first inequality follows from the fact that S is a feasible but not necessarily an optimal
solution to problem (7) and the second inequality follows from the induction assumption and the fact
that S € O(z¢) and oy > 0 for all i € £, j € J. The result follows by noting that the last expression

above is equal to Vi(z¢). O

The next proposition shows that there is a simple solution to the optimality equation in (7). For

notational brevity, in this proposition and throughout the rest of the paper, we let

L%:Zaijt—l—...—i-zaijT (8)

JjeJ jeT
M;* = max { Y Pi(S) [Tj - ay Lﬁm} -3 > il €S) %}- (9)
jeTJ ieL ieL jeT

We note that both L§; and M{* are straightforward functions of the Lagrange multipliers as long as we

can solve problem (9) efficiently. We are now ready to show the next proposition.

Proposition 2 The solution to the optimality equation in (7) is given by

Ve(my) = M + ..+ M2+ LG wir.
€L

Proof We show the result by induction over the time periods. It is easy to show the result for the

last time period. Assuming that the result holds for time period ¢ + 1, we have Vi (2t — >, aij €;) —

Vi1 (we) = = e L'y 41 aij- Using this expression and the induction assumption in (7), we obtain
Vtoa(xt) = gncgl‘)y( { Z PJ(S) [Tj — ZL%HJ ai]} — Z Z Oéijt 1(] c 8) al-j}
JjeJg el ieL jeg
YO o ma A M A MO+ L T,
ieL jeT i€l

The result follows by noting the definition of My in (9) and the fact that L§ = >, 7 oo + L. O

The optimal total expected revenue is Vi(c). By Proposition 1, Vi(c) is bounded from above by
Vi%(c) as long as the Lagrange multipliers are positive. Therefore, to obtain the tightest possible upper

bound on Vj(c¢), we can solve the problem

min {V{*(c)}. (10)

a>0

It turns out that we can obtain an optimal solution to the problem above by solving a linear program

that very much resembles problem (2)-(5). To see this, we first note that

Vi)=Y M+ Liei (11)

teT el
My = max {R(S) — > QS L = > Y il €S) %}, (12)
ieL ieL jeg



where the first equality is by Proposition 2 and the second equality is by the definitions of M, R(S)

and Q;(S). In this case, the next proposition shows that the linear program

(Lp = min Z pt + Z ci A (13)
teT icL
subject to i > R(S) = > Qi(S) Nipr1— > Y 1[G €S)ajay VSC T, teT\{r} (14)
€L €L jeT
pr > R(S) =)D 1(j € 8) aij cuijr vScJ (15)
€L jeT
Ait:Zaijt+...+ZaijT VieLl, teT (16)
JjeJ JjeJ
pe and Ay are free, o > 0 Viel,jeJ,teT (17)

is equivalent to problem (10).
Proposition 3 We have (1p = min,>o{V"(¢)}.

Proof If & = {&j.:i€ L, j € J, t €T} is an optimal solution to problem (10), then the definition
of L% in (8) and the definition of M in (12) imply that {M2® : ¢t € T}, {LS i € L, t € T},
{Gije i e L, jeJ, te T} isa feasible solution to problem (13)-(17) with the objective value
Sorer M+ 30 ¢i LY. Therefore, we have (1p < 3,7 ME+ Y00 ¢ L = V2 (c) = ming>o{V{*(¢)},
where the first equality follows from (11).

On the other hand, if {fi; : t € T}, {Ay : i € L, t € T}, {Gije :ie L, jeJ, teT}isan
optimal solution to problem (13)-(17), then we have Ay = L for all i € £, t € T by constraints
(16). Noting the definition of My in (12), constraints (14)-(15) together with the fact that problem
(13)-(17) is a minimization problem imply that fi; = M for all t € 7. Therefore, we have (L p =
Soer M+ Yiep Ly i = Vi (c) 2 minazo{V{*(0)}- =

We emphasize that the discussion in the proof of Proposition 3 also shows that if {j; : t € T},
{Aip:iel, teT} {at:ie€L, jeJ, teT}isan optimal solution to problem (13)-(17), then
{&ije:ie L, jeJ, t €T} is an optimal solution to problem (10).

Associating the dual variables {y:(S) : S C J, t € T} with constraints (14)-(15) and the dual
variables {z;; : i € £ ,t € T} with constraints (16), the dual of problem (13)-(17) is

(Lp=max Y > R(S)y(S)

teT ScJ
subject to Z 1 eS)aijy(S)<zin+...+zu VieLl,jeJ, teT
ScJ
Zil = ¢ Vie Ll
Zit = — ZQi(S)yt—l(S) VieLl, teT\ {1}
Navi
> w(S) =1 VteT
ScJ
Yy (S) > 0, zj is free vVScJ,iel, teT.



Substituting for the decision variables {zy; : i € £, t € T} by using the second and third sets of

constraints, we can drop these decision variables and the problem above becomes

(Lp=max Y Y R(S)u(S) (18)

teT SCTJ
subject to Y Qi(S)p1(S) + ...+ Y Qil(S) p-1(S)
ScT Neavg
+ Y1 €S ayw(S) < YieL jeJ, teT  (19)
NV
> w(S) =1 VteT (20)
ScTJ
y(S) >0 vVScJ, teT. (21)

Problem (18)-(21) is the deterministic linear program that we propose in this paper. We have (1p =
ming>o{V;*(¢)} by Proposition 3 and min,>o{V\*(¢)} > Vi(c) by Proposition 1. Therefore, similar to
the optimal objective value of problem (2)-(5), the optimal objective value of problem (18)-(21) provides
an upper bound on Vi(c).

Problems (2)-(5) and (18)-(21) are similar to each other. As a matter of fact, the only difference
between them is in the way in which they capture the capacity availabilities. Constraints (3) in problem
(2)-(5) are relatively straightforward and they ensure that the total expected capacity consumptions
over the planning horizon do not exceed the leg capacities. The interpretation of constraints (19) in

problem (18)-(21) is a bit more intricate. We begin by noting that the right side of the constraints

(JESQWSCz_ZQZ - _ZQ ytl )

S'cg s'cg
vScJ,ieLl, jedg, teT (22)

is the expected remaining capacity on flight leg i at time period t. Therefore, constraints (22) ensure
that if we offer a set that includes itinerary j at time period ¢, then the capacity consumed by itinerary
j on flight leg 7 should not exceed the expected remaining capacity on flight leg 7. Constraints (22) can
be interpreted as capacity constraints, but they apply to each time period, each itinerary, each flight leg
and each set. In contrast, constraints (3) are in aggregate form in the sense that they apply only to each
flight leg. If we multiply constraints (22) with y;(S), add over all S C J and note that > s ; y:(S) = 1,
then we obtain constraints (19) in problem (18)-(21). This discussion suggests that constraints (19)
are in a more disaggregate form than constraints (3), and hence, they may be stronger. However, in
the next section, we give two examples to show that it is possible to find {y(S) : S C J, t € T}
that satisfy constraints (19), but not constraints (3), and it is possible to find {h(S): S C J, t € T}
that satisfy constraints (3), but not constraints (19). Therefore, neither of constraints (3) and (19)
are provably stronger. In practice, however, since constraints (19) operate at a more disaggregate level
than constraints (3), the upper bounds obtained by problem (18)-(21) tend to be tighter than the upper
bounds obtained by problem (2)-(5).

The number of decision variables in problem (18)-(21) increases exponentially with the number of

itineraries. However, the number of constraints is |£| |7 ||7| + |7 | and this suggests solving problem

10



(18)-(21) by using column generation. In Section 6, we discuss solving problem (18)-(21) by using
column generation under a particular choice of the probabilities {P;(S) : j € S, S C J}.

4  COMPARISON OF THE DETERMINISTIC LINEAR PROGRAMS

The optimal objective values of problems (2)-(5) and (18)-(21) both provide upper bounds on the
optimal total expected revenue. In this section, we begin by presenting two examples that show that
neither of these upper bounds is provably tighter than the other one. After this inconclusive result, we
consider an asymptotic regime where the leg capacities and the number of time periods in the planning
horizon increase linearly with the same rate. In this asymptotic regime, we establish a result that
roughly shows that the upper bound obtained by problem (18)-(21) tends to be tighter than the upper
bound obtained by problem (2)-(5).

Noting that Zrp and (rp are respectively the optimal objective values of problems (2)-(5) and
(18)-(21), we begin with an example that shows that it is possible to have Zpp < (rLp. We consider
a problem instance with 7 = {1}, £ = {1}, J = {1,2}, r1 = 70 = 10, ¢; = 1 and a;; = 2 for all
j € {1,2}. Letting S1, S2 and S respectively be the sets {1}, {2} and {1, 2}, we use the probabilities
Pi(S1) = 0.9, Py(S2) = 0.9, Pi(S3) = 0.2 and P5(S3) = 0.6. Omitting the nonnegativity constraints,

problem (2)-(5) for this problem instance becomes

Z,p = max 9h1($1)+9h1(82)+8h1($3)
subject to 1.8 h1(S1) + 1.8 h1(S2) + 1.6 hq1(S3) < 1
hl(Sl) + hl(SQ) + h1(33) + h1(®) =1.
It is easy to see that Zrp = 5. On the other hand, problem (18)-(21) is
Cep=max  9y1(S1) +911(S2) + 8y1(S3)
subject to  2y1(S1) +2y1(S3) <1
2y1(S2) +2y1(S3) < 1
y1(S1) + y1(S2) +y1(S3) + 31(9) = 1.

We have (,p = 9 so that Z;p < (g p for this problem instance.

Our second example shows that it is possible to have Zpp > (;p. We consider a problem instance
with 7 = {1}, L= {1}, J = {1}, r1 =10, c1 = 1, a11 = 2 and P;({1}) = 0.5. Problem (2)-(5) for this

problem instance becomes

ZLP = max 5h1({1})
subject to  hi({1}) <1 and hi({1})+ hi (@) =1

so that we have Zrp = 5. On the other hand, problem (18)-(21) is
Cep=max  5y({1})

subject to  2y1({1}) <1 and y1({1}) + v1 (@) = 1.

11



We have (1p = 5/2 so that Zpp > (pp for this problem instance.

In the remainder of this section, we consider an asymptotic regime where the leg capacities and the
number of time periods in the planning horizon increase linearly with the same rate. For this purpose,
we consider a family of network revenue management problems {P? : § € Z,} parameterized by the
scaling parameter . Problem P? takes place over the planning horizon 79 = {1,...,07} and the initial
capacity on flight leg 7 in this problem is f¢;. All other parameters of problem P? are the same as
those described in Section 1. This is a standard way of scaling the problem in the revenue management

literature to obtain asymptotic results; see Talluri and van Ryzin (1998).

We let Z9 , and (¥, respectively be the optimal objective values of problems (2)-(5) and (18)-(21)
when these problems are solved with planning horizon 7% and leg capacities {fc; : i € £L}. The next

proposition shows that limg_, o Cgp/ng <1.
Proposition 4 We have limy_, CgP/ZgP <1.

Proof The dual of problem (2)-(5) is

Z,p = min Zcim-i-Zat

€L teT

subject to Y Qi(S)mi+ oy > R(S) VSCJ, teT
€L
m; > 0, oy is free VieLl, teT.

The decision variables {0} : t € T} take the same value maxsc 7{R(S) — > ;. Qi(S) m;} in the optimal
solution to the problem above. Therefore, we can replace these decision variables with a single decision

variable and write the problem above as

Z,p = min ZC{R}—I—TJ (23)
€L

subject to Y _Qi(S)m+o > R(S) VSCJ (24)
€L

m; > 0, o is free Vie L. (25)

We let {m; : i € L}, 6 be an optimal solution to problem (23)-(25). We note that if we solve this
problem with planning horizon 7% and leg capacities {fc; : i € £}, then an optimal solution to this
problem is still {#; : i € £}, 6. This implies that ng = 0Zrp and if we let 6, = ¢ for all t € T,
then {#; : i € L}, {6y : t € T} is still an optimal dual solution to problem (2)-(5) when we solve this
problem with planning horizon 7% and leg capacities {fc; : i € L£L}. In this case, by using the duality
theory on problem (2)-(5), we have

Zip=max Y Y RS)(S)+ Y e Y D QilS)hi(S) (26)

teT? SCT el teT? SCT
subject to  (4), (5). (27)

12



We let Q; = maxgcy Qi(S) for all i € £ and {(S) : S € J, t € T} be an optimal solution to
problem (18)-(21) when we solve this problem with planning horizon 7% and leg capacities {f¢; : i € L}.
Since Y g7 Uo-(S) = 1 and g (S) > 0 for all S C J, we have

YN QSIS —Qi< DD QilS)5(S) = D QilS) Ger(S)

teT0 SCT teT0 SCT Neavg
<N QS 5(S) = D QilS) o-(S) + D 1(j € ) aij o (S) < O (28)
tcT9 SCT ScJ ScTJ

for all ¢ € £, where the third inequality follows from constraints (19) for time period 7 and any
itinerary j. Since {§(S) : S € J, t € T} is a feasible but not necessarily an optimal solution to
problem (26)-(27), we obtain

0Zp =Z0p > > S RES) (S + 3 wiloei— 3 D QS nlS)] = ¢p - 37 Qs
teT9 SCT i€l teT9 SCT ieL
where the second inequality follows from (28) and the fact that #; > 0 for all ¢ € £. The final result
follows by dividing the expression above by 871 p and taking the limit. O

Therefore, we have limg_,[¢? p — Z% 1] /Z% » < 0 and the percent gap between (¢ , and Z¢ ,, becomes
negative as the leg capacities and the number of time periods in the planning horizon increase linearly

with the same rate.

Letting {Vi(-6) : t € T%} be the value functions obtained by solving the optimality equation in (1)
with planning horizon 7, Gallego et al. (2004) show that limg .o, Z95/Vi(6c|6) = 1. In other words,
the percent gap between the optimal objective value of problem (2)-(5) and the optimal total expected
revenue diminishes as the leg capacities and the number of time periods in the planning horizon increase
linearly with the same rate. An immediate corollary to Proposition 4 is that the same property holds

for the optimal objective value of problem (18)-(21).

Corollary 5 We have limg_.o. (% p/V1(0c|0) = 1.

5 CONTROL POLICIES FROM THE DETERMINISTIC LINEAR PROGRAMS

In this section, we describe several ways in which the linear programs in Sections 2 and 3 can be used

to decide which itineraries to offer at each time period.

5.1 BiID PRICE PoLiCcY FROM THE DETERMINISTIC LINEAR PROGRAM

This is the approach described in Section 2. Letting {7; : ¢ € L} be the optimal values of the dual
variables associated with constraints (3) in problem (2)-(5), we solve problem (6) to decide which
itineraries to offer at time period ¢; see van Ryzin and Liu (2004). As mentioned before, this approach

is equivalent to approximating V;yi(x;) on the right side of (1) by Vt“(xt) = icr TiTit.

13



5.2 DECOMPOSITION FROM THE DETERMINISTIC LINEAR PROGRAM

This approach decomposes the network revenue management problem into a number of single-leg revenue
management problems. In particular, letting {#; : ¢ € L} be the optimal values of the dual variables
associated with constraints (3) in problem (2)-(5), we consider the single-leg revenue management
problem that takes place over flight leg 7 under the assumption that 7; — >, - £\{i} Okj 7). is the revenue
associated with itinerary j. We can obtain the optimal total expected revenue for this single-leg revenue

management problem by solving the optimality equation

vit(Ti) = max { Z P;(S) [Tj - Z Qg T + Vi1 (Tip — agj) — Ui,t+1($z't)] } + Vi1 (i), (29)
S€0;(zi) | “ )
jer keL\{i}
where we let O;(zy) = {S C J :1(j € S)aj; < xy Vj € J} and use an optimality equation that is
similar to the one in (1), but focus only on flight leg i. Zhang and Adelman (2006) show that

Vi(e) < wvin(e) + Z Tper < Zrp. (30)
keL\{i}

Therefore, we can solve the optimality equation in (29) to obtain an upper bound on the optimal total
expected revenue that is tighter than the one provided by problem (2)-(5). In Appendix A, we give an

alternative proof for the second inequality above that provides additional insight.

Repeating this approach for all i € £, the tightest possible upper bound on Vj(c) is

min < v;1(c; A .
mi { () + Y chk}

keL\{i}
Furthermore, we can collect the one-dimensional value functions {v;(-) : ¢ € £, t € T} together to
construct the separable value function approximation f/t(:zt) = icr Vit(zit) for all t € 7. In this case,
we can decide which itineraries to offer at time period ¢ by replacing Vii1(x¢) on the right side of (1)

with Vj41(z;) and solving this problem.

5.3 BID PRICE PoLICY FROM THE ALTERNATIVE DETERMINISTIC LINEAR PROGRAM

This approach is similar to the one in Section 5.1. Letting & be an optimal solution to problem (10),
we replace Vi41(z¢) on the right side of (1) with V;&,(z;) = M2, +.. .+ M+, L?ftﬂ x; and solve

this problem to decide which itineraries to offer at time period ¢.

5.4 DECOMPOSITION FROM THE ALTERNATIVE DETERMINISTIC LINEAR PROGRAM

The idea behind this approach is similar to the one in Section 5.2, but this approach uses the linear
program that we propose in the current paper. We let {&;;; : i € L, j € J, t € T} be the optimal
values of the dual variables associated with constraints (19) in problem (18)-(21). We choose a flight
leg ¢ and relax constraints (19) for all other flight legs by associating the dual multipliers {Gu;; : k €
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L\{i}, j€J, t €T} with them. In this case, the objective function of problem (18)-(21) becomes

SN REOwS) =D Y dkjt[ZQk(S)yl DY QS B (S)

teT SCTJ teT jeJ keL\{i} scJ ScTJ
+ Z 1(] S S) Qf; yt(S) — Ck].
ScJg
In Appendix B, we show that simply by arranging the terms and using the definitions of R(S), Q;i(S)

and Lj;, the expression above can be written as
SRS Y aglie - Y (a1l Say/BiS)]|wlS)+ > e
teT SCJ jes keL\{i} keL\{i} kel\{i}

where we use the convention that P;(S)[1(j € S)/P;(S)] = 1(j € S) when P;(S) = 0. Therefore, the
duality theory implies that the linear program

(Lp = max ZZZPJ(S[ > oL

teT SCJ jeS keL\{i}
= Y a1l € S)ay /RS |wS) + Y Lo
keL\{i} keL\{i}
subject to  (20), (21)
D QiS)N(S) +.+ Y QilS)y1(S)
Nevi ScJ
+ Y 1 €8) au(S) < ¢ VieJ,teT
Neavs

has the same optimal objective value as problem (18)-(21).

We consider the single-leg revenue management problem that takes place over flight leg ¢ under the
assumption that rj — 3"y c o\ () ak; Lg"tH — D ke\{i} [ayje 1(j € S) akj/P;(S)] is the revenue associated
with itinerary j when we offer set S at time period ¢. If we compare the last problem above with
problem (18)-(21) and ignore the constant term ;.\ L% ¢, in the objective function, then it is
easy to see that the last problem above is the linear program for the single-leg revenue management
problem that takes place over flight leg i. Therefore, (1p — ;¢ £\{i} Lg‘l ¢ is an upper bound on the
optimal total expected revenue for this single-leg revenue management problem. On the other hand,
we can obtain the optimal total expected revenue for the single-leg revenue management problem that

takes place over flight leg i by solving the optimality equation

ﬁit(xit): max {ZJDJ(S)[TJ— Z akjL%,tJrl— Z [@kjtl(jES)akj/Pj(S)]
JES

5C0ilwn) keL\(1) keL\(1}
+ Dy pp1 (i — agj) — ﬁi,t-&-l(ﬂfit)} } + 0441 (i) (31)

We have 9;1(c;) < (op — D pe £\{i} Li‘l ¢ by the discussion above. Furthermore, the next proposition
shows that Vi(c) < Vi (ei) + D per iy L% cx. Therefore, we have

Vi(e) < Vi(a) Z LS ex < Crp
kelL\{i}
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and we can solve the optimality equation in (31) to obtain an upper bound that is tighter than the one

provided by problem (18)-(21). We note that the inequality above is analogous to the one in (30).

Proposition 6 Letting & = {Gj0 : 1 € L, j € J, t € T} be the optimal values of the dual variables
associated with constraints (19) in problem (18)-(21), we have Vi(xi) < Pir(wit) + Xper () LY, wpy.

Proof We show the result by induction over the time periods. It is easy to show the result for the last
time period. Assuming that the result holds for time period ¢ + 1, we let S be an optimal solution to

problem (1). We have

t) ZZP]'(S)[TJ‘—FVtH(UUt—Zie[;Gij e;) ] {1—213 ]Vt+1 ()

S &7
<3 P(S) [rj i (@i —ag) + Y L [0 — %‘H
s keL\{i}
+ [1 - Z Pj(s)] [ it+1(Tit) Z L 1 fckt}
= keL\{i}

= Z Py(S) [Tj - Z agj Lip 11 + i1 (i — aij) — ﬁi,t-‘rl(xit)}

jes keL\{i}
F () + Y Lae— > Y njiag
kel\{i} kel\{i} jeJ
< Z PJ(S’) [7“]- — Z ag; L%,Hl + P41 (2ip — agy) — 7~9i,t+1(33it)}
jes keL\{i}

t i)+ > Lz — Y Y i l(j € 8)ay

keL\{i} kel\{i} j€T

Vit ﬂizt g th Tkt

keL\{i}

where the first inequality follows from the induction assumption, the second equality follows from
arranging the terms and using the definition of LS, in (8), the second inequality follows from the fact
that S € O(z¢) and &5 > 0 for all i € £, j € J and the third inequality follows from the fact that S

is a feasible but not necessarily an optimal solution to problem (31). O

Similar to Section 5.2, we can repeat this approach for all ¢ € £ and construct the separable value

function approximation f/t(:z:t) =Y icr Vit(zy) for all t € T.

6 APPLICATIONS OF THE LOGIT MODEL

The essence of the four control policies described in Section 5 is to construct approximations to the
value functions and to decide which itineraries to offer by plugging the value function approximations
into the right side of the optimality equation in (1). However, the number of possible values for
the decision variable S in the optimality equation in (1) increases exponentially with the number of

itineraries, and it may not be easy to decide which itineraries to offer even if we have approximations
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to the value functions. In this section, we begin by briefly reviewing a result shown by Gallego et al.
(2004) that establishes that deciding which itineraries to offer is tractable as long as the probabilities
{P;(S) : j €S, S C J} are characterized by the multinomial logit model with disjoint consideration
sets. This result also implies that the column generation subproblem for problem (2)-(5) is tractable.
After reviewing the result shown by Gallego et al. (2004), we establish that the column generation
subproblem for problem (18)-(21) can be formulated as an integer program under the multinomial logit
model with disjoint consideration sets. Throughout the rest of the paper, we refer to the multinomial

logit model with disjoint consideration sets simply as the logit model.

The logit model assumes that there are multiple customer types and customers of different types are
interested in disjoint sets of itineraries. The set of customer types is C. At each time period, a customer
of type [ arrives with probability A;. The set of itineraries that a customer of type [ is interested in is
Ji- In other words, a customer of type [ either purchases an itinerary in J; or does not purchase an
itinerary at all. We assume that J; N Jy = @ for all [ # I’ so that customers of different types are
interested in disjoint sets of itineraries. We use binary decision variables, rather than sets, to represent

which itineraries are offered and define

{1 if itinerary j is offered
Zj =

0 otherwise.

We let Pj(z) be the probability that a customer purchases itinerary j whenever the set of offered

itineraries is given by z = {z; : j € J}.

The logit model associates the preference weights {p; : j € J} with the itineraries. If the set of
offered itineraries is given by z = {z; : j € J} and a customer of type [ arrives, then this customer
purchases itinerary j with probability 1(j € J;) p; Zj/[ZmEJz Pm Zm + pf)], where p)) is the strictly
positive preference weight associated with purchasing nothing for customer type I. Therefore, we have

Pj Zj
Zmejl Pm Zm + plo

Pj(z) =N
for all j € J; under the logit model.

6.1 APPLICATIONS OF THE LOGIT MODEL TO THE DETERMINISTIC LINEAR PROGRAM

If we use the bid price policy described in Section 5.1, then we decide which itineraries to offer by solving

problem (6). Under the logit model, this problem becomes

zénzf%i(t) { Z Z N Pj %5 |:7°j — Z a;j fri] }

]
leC jed 2 meg, Pm #m + Py ieL

=Y max {Z””jzﬂ'[”‘zieﬂm}, (32)

1og A€l (@) b Zmejl Pm Zm + pf)

where we let 2! = {zj : j € Ji} and capture the set of itineraries that we can offer at time period ¢ by
Z(w) ={z € {0, 1} a2, <zy Vie L, j€ T} and ZY(x) = {! € {0, 1}V : a5 2; < a2y Vi €
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L, je T} Gallego et al. (2004) show that it is possible to obtain an optimal solution to problem
(32) simply by sorting {r; — > ;.. ai; 7; : j € Ji} and checking the objective value obtained by | 7] + 1
possible solutions. Interestingly, the values of {p; : j € J;} do not play a role in the sorting procedure.
An alternative proof for this result is given in van Ryzin and Liu (2004). In Appendix C, we give a
second alternative proof and we feel that our proof clearly shows why the values of {p; : j € J;} do not
play a role in the sorting procedure. We also note that the fact that customers of different types are
interested in disjoint sets of itineraries plays a crucial role in this result. Otherwise, Bront, Mendez-Diaz
and Vulcano (2007) show that problem (32) is NP-hard.

If we use the dynamic programming decomposition approach described in Section 5.2, then we
replace Vi 1(z¢) on the right side of (1) with ), - v;s41(zi) and solve this problem to decide which

itineraries to offer at time period ¢. Under the logit model, this problem becomes

éIZIZE%X) { Z Z Al Pizi {rj + Z Uz’,t+1($z’t - aij) - Z Uz‘,t-s-l(iﬁz‘t)} }, (33)
z Tt

i
leC jed 2meg Pm#m + Py ieL ieL

which has the same structure as problem (32) and the sorting result shown by Gallego et al. (2004)
continues to apply. Similarly, van Ryzin and Liu (2004) show that the column generation subproblem

for problem (2)-(5) has the same structure as problem (32).

6.2 APPLICATIONS OF THE LOGIT MODEL TO THE ALTERNATIVE DETERMINISTIC
LINEAR PROGRAM

If we use the bid price policy described in Section 5.3, then we first need to find an optimal solution
to problem (10). By the discussion in Section 3, an optimal solution to problem (10) can be obtained
by solving problem (18)-(21) through column generation. Alternatively, since problem (13)-(17) is the
dual of problem (18)-(21), we can solve problem (13)-(17) through constraint generation.

Constraint generation iteratively solves a master problem that has the same objective function and
decision variables as problem (13)-(17), but has only a few of constraints (14)-(15). After solving the
master problem, we check if any of constraints (14)-(15) is violated by the solution. If there is one
such constraint, then we add this constraint to the master problem and resolve it. Specifically, letting
{ju:teTy, {Aip:icl, teT} {qy:ic€L, j€J, tecT} be thesolution to the current master

problem, we solve the problem
max {R(S) =2 QS A=) > 1 €S)ay ozijt} (34)
€L €L jeT

for all t € T\ {7} to check if any of constraints (14) is violated by this solution. Letting S be an optimal
solution to problem (34), if we have R(S) — Yier Qi(S) Ajp1 — dier 2 jer 1 € S) a;j Gj¢ > fig, then

the constraint
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is violated by the solution {ji; :t € T}, {Ays:i € L, t € T}, {Guje i€ L, j€ T, t € T}. We add this

constraint to the master problem and resolve it. Similarly, we solve the problem
max < R(S) — 1(7 €S5)ai; dujr p- 35
g {108) - S 10 90 | )
i€l jeTJ
to check if any of constraints (15) is violated by the solution to the current master problem. Since

problem (35) is a special case of problem (34) with /A\@Hl =0 and &;j = & foralli e L, j € J, we

only consider problem (34) here.

Under the logit model, problem (34) becomes

201 { 22N - L [rj -2 ai Ai:t“] =D DD i duje Zj}

iC jeqi  Zomei PmFm+ P ieL lec jedi it
Al Py %5 [Tj - Zzeﬁ aw i t+1
N Z le{o 1}' il { Z v P Zm + P Z Z% Guje 2 - (36)
ec e mey Fm =m0 jETi ieL

We note that due to the term Zjej, > icr @ij Qijt zj, problem (36) does not have the same structure
as problem (32). Therefore, the sorting result shown by Gallego et al. (2004) does not apply and it is
not necessarily possible to solve this problem through a sorting procedure. However, we now show that

problem (36) can be solved as a linear integer program.

The problem inside the summation on the right side of (36) is of the form

o { > j=1 85 pj % : —Z’Yj%} (37)

26{071}n Z:anl pm Zm + pO jil

for appropriately defined values of n, {8 : j =1,...,n} and {vy; : j = 1,...,n}. We make the change
of variables
Zj 1
and k=
Y=t Pm Zm + 0 =1 Pm Zm + Pl

w; =

so that we have Z?:l pjw; + pf) k = 1 by definition. In this case, the next lemma shows that problem

(37) is equivalent to the nonlinear integer program

n n
max Zﬁj pjw; — Zvj 2 (38)
= =1
subject to ij wi + phrw =1 (39)
j=1
wj = K 2; Vi=1,...,n (40)
2 € {0,1} Vi=1,...,n (41)
w; >0,k>0 Vi=1,...,n. (42)

Lemma 7 Problems (37) and (38)-(42) have the same optimal objective value and an optimal solution

to one of these problems can be recovered by using an optimal solution to the other one.
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Proof The proof follows from an argument similar to the one that is used to show Lemma 2 in Zhang
and Adelman (2006). It is based on showing that given a feasible solution to one problem, we can

construct a feasible solution to the other one that yields the same objective value. O

Letting B be a large number, it is easy to see that problem (38)-(42) is equivalent to the linear

integer program

n n
max ZBJ pj w; _ZW 2
j=1 J=1
subject to  (39), (41), (42)
wj < Bzj Vi=1,...,n
wj < K Vi=1,...,n
w; > Kk — B[l — z] Vi=1,...,n.

Noting (40), the largest value that w; can take is k. Since we have k < 1/p} by (39), letting B = 1/p},
in the problem above suffices. Therefore, the column generation subproblem for problem (18)-(21) can

be solved as a linear integer program.

If we use the bid price policy described in Section 5.3, then after solving problem (18)-(21) to obtain
an optimal solution & to problem (10), we compute L& and M for all i € £, t € T. Noting (9),
computing M{ requires solving a problem that has the same structure as problem (34) and Lemma 7
continues to apply. To decide which itineraries to offer at time period ¢, we replace Vi1 (x;) on the right
side of (1) with V&, (z¢) = M+ ...+ M+ Y., L?,tﬂ ;¢ and solve this problem. Since V%, (z;) is
a linear function of x4, it is easy to see that this problem has the same structure as problem (32) and

the sorting result shown by Gallego et al. (2004) continues to apply.

If we use the dynamic programming decomposition approach described in Section 5.4, then we
replace Vi 1(z¢) on the right side of (1) with ) .. ¥;¢y1(xi) and solve this problem to decide which
itineraries to offer at time period t. Since Zie r Yit+1(xit) is a separable function, this problem has the

same structure as problem (33) and the sorting result shown by Gallego et al. (2004) continues to apply.

7 COMPUTATIONAL EXPERIMENTS

In this section, we test the performances of the four control policies described in Section 5. We work
with two sets of test problems that are all taken from van Ryzin and Liu (2004). The first set of test
problems involve a number of parallel flight legs that operate between the same origin destination pair

and the second set of test problems involve a small airline network.

Our implementations of the control policies divide the planning horizon into five equal segments and
recompute the value function approximations at the beginning of each segment by using the remaining
leg capacities and the remaining number of time periods in the planning horizon. We refer to the control
policies described in Sections 5.1, 5.2, 5.3 and 5.4 respectively as LP, DP-LP, ALP and DP-ALP.
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Problem LP vs. DP-LP vs. CPU

(g, pb, p2) LP DP-LP ALP DP-ALP ALP DP-ALP  (secs.)
(0.6,10°%107%) 55,200 55,200 55,095 55,095 0.19 0.19 175
0.6,1,5) 53,400 53,378 53,281 53,276 0.22 0.19 126
(0.6,5,10) 50,400 49,506 50,039 49,361 0.72 0.29 182
(0.6, 10, 20) 45,138 44,628 44,990 44,298 0.33 0.74 124
(0.8,10-7,10~%) 67,200 67,200 67,060 67,060 0.21 0.21 156
(0.8,1,5) 65,600 65,245 65,324 65,084 0.42 0.25 108
(0.8,5,10) 59,446 59,239 59,251 58,639 0.33 1.02 86
(0.8,10, 20) 47,431 46,894 47,333 46,894 0.21 0.00 33
(1.0,10-7,10~%) 78,000 77,972 77,860 77,834 0.18 0.18 134
(1.0,1,5) 76,000 75,599 75,721 75,441 0.37 0.21 100
(1.0,5,10) 60,731 60,492 60,668 60,492 0.10 0.00 35
(1.0,10,20 47,442 47,368 47,442 47,368 0.00 0.00 25
(1.2,107%,10"%) 88,800 88,467 88,611 88,341 0.21 0.14 123
(1.2,1,5) 78,117 77,731 78,117 77,731 0.00 0.00 24
(1.2,5,10) 61,038 60,905 61,038 60,905 0.00 0.00 25
(1.2, 10, 20) 47,442 A7 438 47,442 47,438 0.00 0.00 25
(1.4,1077,107%) 93,200 93,096 93,130 93,075 0.08 0.02 95
(1.4,1,5) 78,117 78,084 78,117 78,084 0.00 0.00 25
(1.4,5,10) 61,038 61,023 61,038 61,023 0.00 0.00 25
(1.4,10,20) 47,442 AT442  A7442 47,442 0.00 0.00 25

Table 1: Comparison of the upper bounds obtained by the four control policies.

7.1 TEST PROBLEMS WITH PARALLEL FLIGHT LEGS

We consider three flight legs that operate between the same origin destination pair. There is an expensive
and a cheap itinerary associated with each flight leg so that the number of itineraries is six. There are
two customer types. The first customer type is interested only in the expensive itineraries, whereas the
second customer type is interested only in the cheap itineraries. The capacities on the three flight legs
are [30,50,40] and we scale these capacities by a scalar factor to obtain test problems with different
levels of congestion. We also vary the preference weights associated with purchasing nothing. All other

problem parameters are the same as those in van Ryzin and Liu (2004).

As described in Sections 2, 3, 5.2 and 5.4, we can obtain upper bounds on the optimal total expected
revenue by using LP, DP-LP, ALP and DP-ALP. Table 1 shows the upper bounds obtained by the
four control policies for different test problems. In this table, the first column shows the problem
characteristics by using the triplet (g, pg, p%), where ¢ is the factor that we use to scale the leg capacities,
and p(l] and pg are the preference weights associated with purchasing nothing for the two customer types.
The second, third, fourth and fifth columns respectively show the upper bounds obtained by LP, DP-LP,
ALP and DP-ALP. The sixth column shows the percent gap between the upper bounds obtained by LP
and ALP, whereas the seventh columns shows the percent gap between the upper bounds obtained by
DP-LP and DP-ALP. The last column shows the CPU seconds required to solve problem (18)-(21) on
a Pentium IV desktop PC with 2.4 GHz CPU and 1 GB RAM running Windows XP.

Although both LP and ALP provide upper bounds on the optimal total expected revenue, the
examples in Section 4 show that neither of these upper bounds is provably tighter than the other one.
On the other hand, the empirical results in Table 1 indicate that the upper bounds obtained by ALP
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Problem LP vs. DP-LP vs.

(q, pb, p3) LP DP-LP ALP DP-ALP ALP DP-ALP
(0.6,1077,1077%) 52,529 52,587 52,733 52,770 0.39 0.35
(0.6,1,5) 48,836 52,315 51,720 52,593 5.58 0.53
(0.6, 5,10) 42,366 48,756 47,794 48,879 11.36 0.25
(0.6,10, 20) 37,282 43,106 42,426 43,341 12.12 0.54
(0.8,10°%,10°%) 63,225 63,163 63,322 63,360 0.15 0.31
(0.8,1,5) 59,544 64,094 63,340 64,111 5.99 0.03
(0.8, 5,10) 49,706 57,568 56,478 57,658 11.99 0.16
(0.8,10, 20) 40,599 46,553 40,919 46,566 0.78 0.03
(1.0,10°%,10°%) 73,925 75,443 75202 75,478 1.70 0.05
(1.0,1,5) 65,428 74,137 71,704 74,095 8.75 -0.06
(1.0, 5, 10) 54,026 60,535 55,753 60,539 3.10 0.01
(1.0, 10, 20) 42,554 47,136 43,747 47,136 2.73 0.00
(1.2,1077,10™%) 82,191 85,563 84,300 86,130 2.50 0.66
(1.2,1,5) 72,921 77,823 74,591 77,842 2.24 0.02
(1.2,5,10) 56,010 60,982 58,103 60,982 3.60 0.00
(1.2,10, 20) 43,438 47275 45,639 47,275 4.82 0.00
(1.4,1077107%) 86,373 89,088 86,851 89,182 0.55 0.11
(1.4,1,5) 75,899 78252 77,189 78,252 1.67 0.00
(1.4,5,10) 57,470 61,220 59,819 61,220 3.93 0.00
(1.4,10,20) 43,923 47,278 45436 47,278 3.33 0.00

Table 2: Comparison of the total expected revenues obtained by the four control policies.

are tighter than those obtained by LP by a small but consistent margin. The percent gap between
the upper bounds is more pronounced for test problems with tight leg capacities. Similarly, the upper
bounds obtained by DP-ALP are tighter than the upper bounds obtained by DP-LP. We also note that
the dynamic programming decomposition approach significantly tightens the upper bounds. Although
we do not show these figures in Table 1, the percent gap between the upper bounds obtained by ALP
and DP-ALP can be as large as 1.5%.

Table 2 shows the total expected revenues obtained by the four control policies. The second, third,
fourth and fifth columns in this table respectively show the total expected revenues obtained LP, DP-
LP, ALP and DP-ALP. We obtain these total expected revenues by simulating the performances of the
four control policies under 100 customer arrival trajectories. We use common random numbers when
simulating the performances of different control policies. The last two columns show the percent gap
between the total expected revenues obtained by LP and ALP, and DP-LP and DP-ALP. The results
indicate that the performance of ALP is consistently superior to the performance of LP. The average
performance gap between ALP and LP is about 4.5%, which is a quite significant figure in the revenue
management context. The performance of DP-ALP also tends to be better than the performance of

DP-LP in general, although the margin is small.

For the three flight legs in test problem (0.6, 1,5), Figure 1 plots the bid prices used by LP and ALP
as a function of the time period when the bid prices are computed at the beginning of the planning
horizon. We recall that LP and ALP periodically recompute the bid prices and the bid prices naturally
change when they are recomputed later in the planning horizon. The left and right charts in Figure 1
respectively correspond to LP and ALP. The bid prices used by LP do not depend on the time period
and they are very close to those used by ALP in the early portion of the planning horizon. Since the
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Figure 1: Bid prices used by LP and ALP as a function of the time period for test problem (0.6,1,5).
We note that the time periods in the charts are compressed in the early portion of the planning horizon.

Figure 2: Structure of the airline network.

capacities are abundant in the early portion of the planning horizon, the bid prices used by ALP tend
to be constant during this period. However, as expected, the bid prices used by ALP decrease as the

departure time approaches and fewer opportunities to utilize the leg capacities remain.

7.2 TEST PROBLEMS WITH AN AIRLINE NETWORK

In this set of test problems, we consider a small airline network that connects three spokes and a hub.
There are 7 flight legs, 22 itineraries and 10 customer types. Half of the itineraries are expensive and the
other half are cheap. Correspondingly, half of the customer types are interested only in the expensive
itineraries and the other half are interested only in the cheap itineraries. The structure of the airline
network is shown in Figure 2. All problem parameters are the same as those in van Ryzin and Liu
(2004) except for the number of time periods in the planning horizon and the leg capacities. We set
7 = 300 and use the leg capacities shown in Table 3. Similar to Section 7.1, we obtain different test
problems by scaling the leg capacities by a scalar factor and varying the preference weights associated
with purchasing nothing. We label our test problems by using the triplet (g, pg , pg ), where ¢ is the
scaling factor for the leg capacities, and pOE and pOC are the preference weights associated with purchasing

nothing for the customer types that are interested in the expensive and cheap itineraries.

Table 4 shows the upper bounds on the optimal total expected revenues, whereas Table 5 shows the

total expected revenues obtained by the four control policies. The results essentially display the same
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Flight Leg  Origin Destination Capacity

1 AB 30
2 AH 45
3 AH 45
4 HB 45
5 HB 45
6 HC 24
7 HC 24

Table 3: Leg capacities for the test problems with an airline network.

Problem LP vs. DP-LP vs. CPU
(q, p¥, p§) LP DP-LP ALP DP-ALP ALP DP-ALP  (secs.)
(0.6,10°7,10~%) 55,800 55,738 55,597 55,537 0.37 0.36 1,540
(0.6,1,5) 54,430 54,201 54,097 53,942 0.62 0.48 3,065
(0.6,5,10) 49,775 49447 49,382 49,216 0.80 0.47 2,132
(0.6, 10, 20) 44,939 44,441 44,525 44,237 0.93 0.46 2,237
(0.8,10-7,10~7) 68,100 67,546 67,753 67,347 0.51 0.30 1,080
(0.8,1,5) 64,819 64,447 64,523 64,301 0.46 0.23 1,085
(0.8,5,10) 58,350 58,065 58,010 57,881 0.59 0.32 1,167
(0.8,10, 20) 49,668 49,570 49,546 49,446 0.25 0.25 891
(1.0,10-%,10°%) 76,800 76,606 76,589 76,506 0.28 0.13 701
(1.0,1,5) 73,233 72,955 72,944 72,813 0.40 0.20 859
(1.0,5,10) 64,150 64,011 64,044 63,904 0.17 0.17 494
(1.0, 10, 20) 51,321 51,125 51,321 51,125 0.00 0.00 115
(1.2,107%107%) 85200 85,036 84,989 84,935 0.25 0.12 585
(1.2,1,5) 80,229 79,778 79,991 79,686 0.30 0.12 331
(1.2,5,10) 65,321 65,212 65,321 65,212 0.00 0.00 114
(1.2,10, 20) 51,321 51,308 51,321 51,308 0.00 0.00 114
(1.4,1077,1077) 92,700 92,549 92,528 92,477 0.19 0.08 431
(1.4,1,5) 80,876 80,825 80,876 80,825 0.00 0.00 115
(1.4,5,10) 65,321 65,314 65,321 65,314 0.00 0.00 114
(1.4,10, 20) 51,321 51,321 51,321 51,321 0.00 0.00 114

Table 4: Comparison of the upper bounds obtained by the four control policies.

trends as those in Tables 1 and 2. For problems with tight leg capacities, the upper bounds obtained
by ALP and DP-ALP are respectively tighter than the upper bounds obtained by LP and DP-LP. As
the leg capacities get larger, the percent gaps between the upper bounds diminish. Comparing the total
expected revenues obtained by the different control policies, the performance gap between ALP and LP
can be as high as 4.1%. Furthermore, DP-ALP tends to perform better than DP-LP by a small but

consistent margin in general.

8 CONCLUSIONS

We presented a new deterministic linear program for the network revenue management problem with
customer choice behavior. The novel aspect of our linear program is that it naturally generates bid prices
that depend on the number of time periods left until the departure time. Our linear program inherits
many features of the earlier linear program used by van Ryzin and Liu (2004). In particular, it provides

an upper bound on the optimal total expected revenue, it allows using the dynamic programming
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Problem LP vs. DP-LP vs.

(¢, 0%, p5) LP DP-LP ALP DP-ALP ALP DP-ALP
(06,10 %,10°%) 50,187 52239 52,350 52,871 113 1.20
(0.6,1,5) 51,100 52,924 51,522 53,029 0.82 0.20
(0.6,5,10) 46,198 48,307 46,728 48,338 1.13 0.06
(0.6, 10, 20) 40,552 43,379 41,886 43,283 3.18 0.22
(08,10 %,10 %) 61,853 64,884 63,053 65,659 1.90 1.18
(0.8,1,5) 60,913 63,576 61,188 63,573 0.45 0.00
(0.8,5,10) 55,098 57,003 55,670 57,074 1.03 0.12
(0.8, 10, 20) 46,209 48,749 46,883 48,832 1.25 0.17
(1.0,10° %10 %) 71,680 74,142 72,176 75,375 0.69 1.64
(1.0,1,5) 70,511 72,145 70,911 72,167 0.56 0.03
(1.0,5,10) 61,265 63,095 61,537 63,158 0.44 0.10
(1.0, 10, 20) 50,486 51,057 50,583 51,049 0.19 -0.02
(12,10 7,10 %) 82,147 83,178 82,343 84,211 0.24 1.23
(1.2,1,5) 77,220 78,952 77,918 79,098 0.90 0.18
(1.2,5,10) 64,310 65,288 64,464 65,258 0.24 -0.05
(1.2,10,20) 51,527 51,567 51,527 51,567 0.00 0.00
(14,107,107 90,815 91,490 90,759 91,586 -0.06 0.10
(1.4,1,5) 79,895 81,116 80,183 81,130 0.36 0.02
(1.4,5,10) 65,331 65,531 65,383 65,531 0.08 0.00
(1.4,10,20) 51,650 51,650 51,650 51,650 0.00 0.00

Table 5: Comparison of the total expected revenues obtained by the four control policies.

decomposition approach and the percent gap between its optimal objective value and the optimal total
expected revenue diminishes as the leg capacities and the number of time periods in the planning horizon
increase linearly with the same rate. Computational experiments indicate that our linear program can
provide tighter upper bounds and the control policies that are based on our linear program can obtain

higher total expected revenues.

Unfortunately, the advantages come at a cost. In particular, the number of constraints in our linear
program is significantly larger than the number of constraints in the linear program that appears in
the existing literature. Nevertheless, the size of our linear program is still within the capabilities of the
existing computing technology. It may also be possible to aggregate some of the constraints in problem
(18)-(21) to obtain linear programs that are weaker than the linear program that we propose in this
paper, but still stronger than the earlier linear program used by van Ryzin and Liu (2004). This is an

avenue of research worth pursuing.

We emphasize that the method that we use to construct our linear program can be of interest in
and of itself. The idea of relaxing certain constraints in a dynamic program by associating Lagrange
multipliers with them and finding a good set of values for the Lagrange multipliers by minimizing a
dual function may find applications in many different problem settings. For example, Kunnumkal and

Topaloglu (2006) present an application in an inventory distribution setting.
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A  APPENDIX: UPPER BOUND OBTAINED BY THE DECOMPOSITION FROM THE
DETERMINISTIC LINEAR PROGRAM

We let {7; : i € L} be the optimal values of the dual variables associated with constraints (3) in problem
(2)-(5). We choose a flight leg i and relax constraints (3) for all other flight legs by associating the dual
multipliers {7y : k € £\ {i}} with them. Noting the definitions of R(S) and Q;(S), the duality theory

implies that the linear program

ZLp:max ZZZP](S)[TJ— Z akjﬁ'ki|ht Z ﬂ'ka

teT SCJ jeS keL\{i} keL\{i}
subject to  (4), (5)

D2, QS () <

teT SCcJ

has the same optimal objective value as problem (2)-(5).

We consider the single-leg revenue management problem that takes place over flight leg ¢ under the
assumption that r; — >, £\{i} @kj 7 is the revenue associated with itinerary j. If we compare the
last problem above with problem (2)-(5) and ignore the constant term » ;3 Tk ¢ in the objective
function, then it is easy to see that the last problem above is the linear program for the single-leg revenue
management problem that takes place over flight leg i. Therefore, Zrp — 3, £\{i} Ty, ¢ is an upper
bound on the optimal total expected revenue for this single-leg revenue management problem. On the
other hand, we can obtain the optimal total expected revenue for the single-leg revenue management
problem that takes place over flight leg i by solving the optimality equation in (29). Therefore, we
have v;1(¢;) < Zrp — Zkeﬁ\{i} 7y ¢.  This result is shown by Zhang and Adelman (2006), but our
interpretation by using a relaxation of problem (2)-(5) appears to be new and it clearly shows why we

associate the revenue r; — Zkeﬁ\{i} ay;j T with itinerary j.

B APPENDIX: MANIPULATING THE OBJECTIVE FUNCTION OF PROBLEM (18)-(21)
AFTER RELAXING CONSTRAINTS (19)

Interchanging the order of the summations, we have

S Y S an Qi) [1(S) + o+ e (S)]

keL\{i} jET SCT teT
Z Z Z Z [Gpjpr1 + -+ Gjr | Qi(S) e (S)
keL\{i} jET SCT teT
= Z Z Z LYy Qu(S Z Z Z Z S) arj Li 11 ye(S),
teT SCJ keL\{i} teT SCJ jeS keL\{i}

where the second equality follows from the definition of L§; and the third equality follows from the
definition of @Q;(S). On the other hand, the definition of L§; implies that

2. 2D dmea= ) Lier

kel\{i} teT jeJ keL\{i}
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Therefore, the expression
SV RO =YD D e X QS n(S) + o+ Y QulS) ma(8)
teT SCT teT jeJ keL\{i} ScJ sScJ

+ Z 1(] S 8) aj yt(S) — Ck
ScTJ

can be written as

Z Z ZPJ(S) 7 ye(S Z Z Z Z S) ay; Lk 441 ye(S)

teT SCJ jeS teT SCJ jeS keL\{i}
NN et eSayuS)+ D Ly a
teT SCJ jeS kelL\{i} kel\{i}

C APPENDIX: AN ALTERNATIVE PROOF FOR THE SORTING RESULT SHOWN BY
GALLEGO ET AL. (2004)

In problem (32), we can immediately set z; to zero when a;; > z; for some i € £ and we have z; € {0,1}

when a;; < x; for all i € L. Therefore, the problem inside the summation on the right side of (32) is

> i=1Bipjzj
. {E” } (43)

ze{0,1}m m=1 Pm Zm + pé

of the form

for appropriately defined values of n and {f3; : j = 1,...,n}. The next proposition shows that problem

(43) can be solved through a sorting procedure.

Proposition 8 Consider problem (43) and assume without loss of generality that 31 > (B2 > ... > [By.

There ezists an optimal solution 2 = {2; : j =1,...,n} to this problem that satisfies
1 ifj<K
=g Ik (a4)
0 ifj>K

for an appropriately defined value of K € {1,...,n+1}.

Proof As a function of €, we let g(e) be the optimal objective value of the linear program

max z 45
HPOZ@M (45)

subject to ijzj:e (46)
0<z <1 Vj=1,..n (47)

It is easy to see that g(e) is a continuous function of € over the interval [0,3°7_; p;] and the optimal

objective value of the problem maxeefo,y_, pj]{g( €)} is equal to the optimal objective value of the
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continuous relaxation of problem (43). We show the final result in two steps. The first step shows that
if e = Zsz_ll p;j for some K e{1,...,n+1}, then there exists an optimal solution to problem (45)-(47)
that has the same form as (44). The second step shows that there exists an optimal solution € to the
problem max¢jo, 5| p;)19(€)} that satisfies € = ZJK:_II p; for some K € {1,...,n+1}. These two steps
show that the continuous relaxation of problem (43) has an integer optimal solution and this solution

has the same form as (44).

The first step immediately follows from the fact that problem (45)-(47) is a continuous knapsack
problem and an optimal solution can be found by sorting the items according to their utility to space
ratios. For the second step, it is enough to show that the derivative of g(-) does not change sign over

the interval (Z]K:_ll Pj7Z]K:1 p;) for all K € {1,...,n}. We note that if ¢ € (Zsz_ll Pj7Z]K:1 pj), then

an optimal solution to problem (45)-(47) can be obtained by letting 2; = 1 for all j = 1,..., K — 1,
Zp=€/pp — Zf(;ll pj/pg and 2; =0 for all j = K +1,...,n. Therefore, we have

K-1 K1
1
g(e) = 7 Zﬁjpfrﬁfg{ﬁ—Zm} :
€+ Po j=1 j=1
The derivative of g(-) is
1 K-1 K—1
!
GE {ﬁfcﬂo =D BiritBg Y Pﬂ'}
(e + pp] =1 =
and its sign does not depend on the value of e. O

Therefore, we can find an optimal solution to problem (43) by sorting {8; : j = 1,...,n} and
checking n + 1 possible solutions. The values of {p; : 7 = 1,...,n} do not play a role in the sorting

procedure and our proof clearly shows why this is the case.
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