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Abstract

Airline revenue management can be separated into two major areas — pricing and inventory control
— with the joint objective function of maximizing revenue. Pricing defines optimal fare products,
each being a combination of a price, segmentation rules and attributes such as rebooking condi-
tions, and assigns each fare product to a booking class. Inventory control then optimally controls
availability of each booking class as a function of expected demand and remaining inventory. Both
have a strong impact on an airline’s profit and therefore play a critical role in its success in a highly
competitive market.

While inventory control has been the subject of extensive research in the past decade, the
pricing side has gotten very little attention in the scientific RM literature. In fact, many authors
use the term revenue management and inventory control synonymously. As a result, whereas
capacity control is highly automated based on sophisticated forecasting and optimization methods,
pricing decisions in industry practice are mostly taken manually with little decision support. One
explanation for the underrepresentation of pricing in the RM literature is its complexity: It cannot
be analyzed in isolation, but always has to be considered in combination with inventory control,
because every pricing decision potentially changes the optimal booking class availabilities.

In this thesis we formulate the joint airline pricing and inventory control problem as a two-level
optimization problem. Existing publications on this topic focus on analyzing structural properties
of the problem under very limiting assumptions regarding the customer choice model and often
using deterministic inventory control schemes. In contrast, in this thesis we analyze pricing for
a general class of stochastic customer choice models and in combination with dynamic inventory
control, with the goal of numerically solving the resulting pricing optimization problem.

To this end we conduct a sensitivity analysis of the customer choice model, allowing to numer-
ically compute the gradient of booking probabilities with respect to prices and product attributes.
In addition we derive an adjoint equation of the inventory control dynamic program for a single
flight, which allows to efficiently compute the gradient of expected revenue with respect to the
pricing and demand input parameters. Combining both we are then able to apply gradient-based
optimization methods to solve the joint pricing and inventory control problem.

Transferring concepts form network inventory control, the pricing methodology is heuristically
extended to the network case with a large number of flights connected by transfer traffic. As
a by-product an improved optimization and control mechanism for network inventory control is
derived, which in a simulation study shows significant revenue gains over the traditional method.
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Zusammenfassung

Airline Revenue Management besteht aus zwei wesentlichen Teilen — Pricing und Kapazitéts-
steuerung — mit dem gemeinsamen Ziel, den Gesamtumsatz zu maximieren. Pricing definiert
sogenannte Tarifprodukte, jeweils bestehend aus einem Preis, Segmentierungsregeln und Pro-
dukteigenschaften wie Umbuchungskonditionen, und ordnet jedes Produkt einer Buchungsklasse
zu. Im Rahmen der Kapazitatssteuerung wird dann die Verfiigbarkeit aller Buchungsklassen in
Abhéngigkeit von erwarteter zukiinftiger Nachfrage und Restkapazitdt optimal gesteuert. Bei-
des hat einen starken Einfluss auf den Profit einer Airline und damit auf ihren Erfolg in einem
zunehmend kompetitiven Wettbewerbsumfeld.

Wahrend die Kapazitatssteuerung iiber die vergangenen Jahrzehnte hinweg ausfithrlich studiert
wurde, hat Pricing in der wissenschaftlichen Revenue Management—Literatur nur sehr geringe
Aufmerksamkeit genossen. Viele Autoren verwenden den Begriff Revenue Management synonym
mit Kapazititssteuerung. Aus diesem Grund werden Pricingentscheidungen in der Industriepraxis
haufig manuell und wenig Entscheidungsunerstiitzung getroffen, wohingegen die Kapazitatssteuer-
ung auf Basis fortschrittlicher Prognose- und Optimierungsverfahren weitestgehend automatisiert
ist. Eine Erklarung fir die Unterrepriasentation von Pricing in der RM-Literatur ist dessen
Komplexitat: Pricing kann nicht isoliert analysiert werden, sondern muss immer in Kombina-
tion mit Kapazitatssteuerung betrachtet werden, da jede Preisentscheidung potentiell die optimale
Buchungsklassenverfiigbarkeit verédndert.

In dieser Arbeit wird die Kombination von Pricing und Kapazitatssteuerung als zweistufiges
Optimierungsproblem formuliert. Existierende Publikationen zu diesem Thema beschéftigen sich
mit der struturellen Analyse des Problems unter stark einschrénkenden Annahmen beziiglich des
Kundenwahlmodells und verwenden deterministische Methoden fiir die Kapazitatssteuerung. Im
Gegensatz dazu ist Gegenstand dieser Arbeit eine Analyse des Pricingproblems fiir eine allge-
meine Klasse stochastischer Kundenwahlmodelle und unter Verwendung von dynamischer Ka-
pazitatssteuerung mit dem Ziel, das resultierende Optimierungsproblem numerisch zu losen.

Zu diesem Zweck wird eine Sensitivitatsanalyse des Kundenwahlmodells durchgefiihrt, die es
ermoglicht, numerisch die Ableitungen von Buchungswahrscheinlichkeiten nach Preisen und Pro-
dukteigenschaften zu berechnen. Weiterhin wird die adjungierte Gleichung des dynamischen Ka-
pazitassteuerungsproblems fiir Einzelfliige hergeleitet, die es erlaubt auf effiziente Art und Weise
den Gradienten des erwarteteten Gesamtumsatzes nach Preis- und Nachfrageparametern zu berech-
nen. Durch Kombination von beidem konnen gradientenbasierte Optimierungsverfahren fiir die
numerische Losung des simultanen Pricing- und Kapazitatssteuerungsproblems angewendet wer-
den.

Durch Ubertragung und Weiterentwicklung von Konzepten aus der Kapazititssteuerung fiir
Netzwerke wird die Methode zur Pricingoptimierung heuristisch auf den Netzwerkfall mit einer
Vielzahl von Fligen, verbunden durch Umsteigeverkehr, erweitert. Als Nebenprodukt wird ein
verbesserter Optimierungs- und Steuerungsmechanismus fiir die Kapazitatssteuerung im Netzw-
erk hergeleitet, der in Simulationen zu signifikanten Ertragssteigerungen gegeniiber traditionellen
Methoden fiihrt.
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Introduction

Due to the nature of current distribution systems, airlines control their offer through two separate
steps. First, they publish fares that describe the product the airline is selling and its price. Each
fare is a combination of a travel itinerary, a price, additional services (e.g. baggage allowance,
lounge access, etc.) and fare conditions (e.g. advance purchase restrictions) that control when
and by whom the fare can be purchased. These fares, and in particular the prices attached to
them, often remain constant for long periods of time. In order to have more control over the
selling process, each fare is mapped onto one of a finite number of booking classes. Airlines then
control availability of these booking classes through inventory control mechanisms. Booking class
availability is controlled dynamically over the course of the booking horizon depending on capacity,
a demand forecast, and the observed number of bookings so far, and therefore changes frequently,
sometimes multiple times per day. In order to travel on a certain itinerary, the customer needs to
purchase a fare for the respective travel path, i.e. pay the price of the fare and adhere to the fare
conditions. In addition, booking has to be made for the itinerary in the corresponding booking
class, which is only possible if the booking class needs is made available for booking by the airline.
These two means that the airline can use to control their offer were historically introduced with
two different goals in mind.

Availability control for booking classes was originally developed as a tool to optimally control
limited capacity over the course of the booking horizon, and is motivated by the following two facts.
Firstly, different customers pay different amounts for the same seat, and if capacity is too scarce
to accommodate all potential customers, the airline would of course prefer to transport only the
highest paying customers. Secondly, any inventory that has not been sold at the time of departure
is spoiled, and the revenue of potential customers that were turned away earlier during the booking
horizon is lost. In very simple terms, capacity control therefore has the goal to reserve a sufficient
number of seats for late booking customers, who generally pay higher prices, while not sacrificing
revenue by turning away too much demand early during the booking horizon and leaving empty
seats. This capacity control or inventory control problem is well-studied in the scientific literature
and is often called the Revenue Management (RM) or yield management problem. Advanced
demand forecasting and optimization methods and corresponding inventory control schemes are
widely applied in industry practice. There are many different formulations and solution algorithms
for the capacity control problem, depending on network structure (single resource vs. network
problem) and assumptions about customer demand (deterministic or stochastic demand). This
work highly relies on existing theory and solution algorithms from the classic RM literature. The
most important results are reviewed in detail in Chapter 3.

Complex fare structures with multiple price points and fare restrictions are a tool for price
discrimination. They exploit the fact that different customer segments, which differ in their will-
ingness to pay, have different travel patterns and preferences. For example, business travelers often
have a higher willingness-to-pay than tourist. At the same time, tourists tend to stay longer at
their destination that business travelers. This allows the airline to offer a cheap fare specifically to
tourists by imposing a minimum stay condition, which states that the fare can only be bought if
the time between the outbound and inbound flights is longer than a certain number of days, which
prevents business travelers to use the discounted fare. In addition, even in the absence of fare
restrictions the airline can benefit from having multiple price points as basis for capacity control:
In the extreme case of only a single price point, there would be no capacity control. All customers
pay the same, and the airline would simply accept bookings in a first-come-first-serve manner. On
the other hand, if the airline has a large number of price points to choose from when making the
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availability decision it can exercise finer control over the booking process and react dynamically to
variation in customer demand, closing booking classes when demand turns out to be higher than
expected and vice versa. We call the problem of optimally defining fare structures the pricing
problem. In practice, this is done manually by pricing analysts, who rely on their knowledge of a
certain market, and particularly about the mix of different customer segments and the criteria by
which they can be distinguished. In this thesis, we analyze the problem of choosing optimal fares
(conditions and price points) from a mathematical optimization perspective and present numerical
solution methods.

Clearly, expected revenue for a given set of fares greatly depends on how availability is controlled
during the booking horizon. In other words, evaluating the objective function of the pricing
problem, i.e. computing expected revenue that can be achieved given a certain set of fares, requires
the solution of the corresponding RM problem. The pricing problem can therefore be seen as a
two-level problem, where the outer problem is the one of choosing optimal fares, while the inner
problem is the capacity control problem.

In the classic RM literature, it is usually assumed that prices and fare conditions are fixed.
Furthermore, the demand forecasting models used for inventory control are built around the same
assumption. They are based on booking classes and use historical observations of bookings and
availability to predict future demand, assuming that fares and restrictions will remain unchanged.
They generally do not explicitly model customer behavior in terms of a customer choice model,
and can therefore not predict how demand changes depending on a change in prices or product
characteristics. This means that for the purpose of the pricing problem, where one of the main
questions is how demand reacts to varying prices and conditions, we cannot use any of the booking
class based demand models that are standard in the RM literature. Instead, we have to apply
more general customer choice models that model the customers’ response to a change in price and
product attributes. Chapter 2 contains an overview over existing results regarding customer choice
modeling and introduces the notation and the model we use in the later chapters of this thesis.

In this thesis, we consider both pricing and capacity control as part of RM. The full RM
problem, can be seen as a stochastic optimal control problem, where we are not only optimizing
control functions that vary over the course of the booking horizon (dynamic capacity control),
but also parameters of the system (prices and conditions), which remain constant over time. The
theoretical underpinnings of our solution approach are based on standard results from the areas
of optimization and optimal control. In Chapter 1 we therefore summarize important theoretical
results from these areas as well as some related numerical methods, which we later use to practically
solve the pricing problem computationally.

In the second part of the thesis, we formulate and analyze the airline pricing problem in detail.
We combine results from all areas listed above in order to obtain theoretical insights into the
structure of the problem, based on which we then present a computationally tractable numerical
solution method for the pricing problem. In Chapter 4 we describe the problem, introduce the
notation and describe our approach to modeling demand as well as the methods we use to solve
the underlying inventory control problem. In order to adequately model customer demand and its
dependence on prices and product attributes, we use a very general customer choice model that is
closely related to the mixed logit choice model. In this model, every potential customer is described
as a vector of personal preferences, which follow a given joint probability distribution. Each
customer chooses from a given set of alternatives by maximizing their utility, which depends on
both the personal preferences as well as the attributes of the alternatives. Furthermore, we assume
that customer arrival during the booking horizon follows a Poisson arrival process. Consequently,
we use a dynamic programming formulation of the stochastic inventory control problem.

In order to solve this problem numerically, first and foremost one needs a way to efficiently
evaluate its objective function, and, in if gradient-based optimization methods are to be used, its
gradient with respect to the optimization variables. This means that we need to be able to evaluate
the objective function value of the dynamic network availability control problem as a function of
prices and fare restrictions. This is a two-step process: Standard capacity control methods are built
on the assumption that one has a model for demand per booking class as a function of availability.
Therefore, our objective function is actually the composition of two functions: A function that
maps prices and product attributes to demand per booking class, followed by the mapping of this
demand to the optimal objective function value of the capacity control problem.
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The mapping of fares plus and customer choice model to a model of demand per booking class
is the so-called aggregation problem of customer choice. Given an offer set consisting of one or
multiple products, each defined by their attributes, the probability that a random customer will
purchase a certain product is the probability measure of the set of customer preference vectors
for which this product will have the highest utility, and can be expressed as a higher dimensional
integral over the space of preference vectors. For general models such as the one we are using this
probability cannot be computed analytically, and in practice is often estimated using Monte-Carlo-
simulation. However, the variance arising from the simulation approach and makes it difficult to
compute the gradient of demand w.r.t. prices and product attributes and, in addition, can lead to
non-convexity in the overall objective function. We therefore opt for a deterministic method to
compute these expected values. In Chapter 7 we show that the gradient of expected demand w.r.t.
to the fares can also be expressed as a higher dimensional integral, and describe how—for models
of reasonably low complexity—both expected demand and its gradient can efficiently be computed
deterministically using a higher-dimensional quadrature algorithm.

Viewing the inventory control problem as a parametric optimization problem, parameterized
with demand and price for each booking class, we now need to be able to compute its optimal
objective function value and its gradient with respect to the parameters. This of course requires
solving the classic RM problem, which for our specific problem formulation involves the solution
of a dynamic program.

In case of a single resource, the availability control dynamic program can be solved efficiently,
but standard solution algorithms are not focused on sensitivity analysis with respect to demand
and prices and therefore do not easily give access to the gradient of the objective function value.
In Chapter 5 we present a detailed analysis of the single-leg dynamic availability control problem.
We perform a sensitivity analysis of the problem w.r.t the constant parameters and show how both
the objective function value and its gradient can be computed efficiently using numerical methods.

These results cannot be directly transferred to the multi-resource case, because the network
dynamic program suffers from the curse of dimensionality and cannot be optimally solved for real-
istically sized networks. There exist a number of high quality heuristics, which are computationally
efficient and are widely applied in industry practice. However, these heuristics only generate close-
to-optimal controls, but no estimate for overall expected network revenue, which is the objective
function value we would like to evaluate. We review the so-called LP-DP decomposition heuristic in
Chapter 6. It works with the following three steps: First, one solves a deterministic approximation
of the network problem. The dual solution of this problem is then used to decompose the network
into a large number of single-resource problems, which can be solved independently via dynamic
programming. The solutions of these dynamic programs are then combined in a control scheme
that is used to steer booking class availability throughout the booking horizon. We then show how
the solutions of the single-leg dynamic programs can be used to efficiently compute an estimate of
overall network revenue and its gradient with respect to demand and prices per booking class. In
addition we introduce an improved version of the decomposition, which is better able to capture
the stochastic nature of demand and leads to significantly increased revenue. In a simulation study
we compare our method of approximating expected overall network revenue with actual revenue
that was achieved in the simulation. The results show that our method is able to predict expected
revenue much more accurately than upper bounds that are a by-product of the decomposition and
which we use as a comparison benchmark. The simulation also shows that the improved network
decomposition not only significantly increases expected network revenue but also further improves
the quality of the objective function value estimate.

In Chapter 8 we combine all methods presented in this thesis in order to solve an instance
of the pricing problem. Here, we do not intend to show expected revenue improvements of our
methods over the alternatives, because there is no objective comparison benchmark: We do not
know of any alternative numerical solution methods to the network airline pricing problem, and in
industry practice pricing is based on manual decisions made by experts. We therefore only solve
a small number of problem instances, which only differ in the number of products they are using,
and qualitatively analyze the results. We show that even a single-leg case problem with only a
handful of products is highly non-convex.







Chapter 1

Numerical tools

In this chapter we will state some important results from the field of numerical analysis, which will
be applied to the airline pricing problem in the later chapters. First, in Section 1.1 we will cover
basic optimality conditions as well as some results on solution sensitivity for nonlinear optimization
problems. In Section 1.2 we give an overview over the theory and algorithms for the numerical
solution of differential equations. Section 1.3 combines both and summarizes important results
concerning nonlinear optimal control problems.

Throughout this thesis, we will use the following notational conventions:

1.1

If f:R" > R,z ~ f(x) is a continuously differentiable real-valued function, Vf = (%)T will
denote the gradient of f.

If f is twice continuously differentiable, V2 f = % denotes the Hessian of f.

If f:R"xR™ —> R, (z,y) ~ f(x,y) is a continuously differentiable real-valued function of two
variables, V. f = (%)T will denote the gradient of f with respect to x. Likewise, V, f will
denote the gradient of f w.r.t. y and, of course, analogously for functions of more than two
variables.

If f is twice continuously differentiable, V2f = % denotes the Hessian of f w.r.t. x and
likewise for Vi f.

If f:R" xR™ - R, gx,y) ~ f(z,y) is a continuously differentiable vector-valued function of
two variables, f, = 8—£ will denote the partial derivative of f with respect to x, and likewise
for y and other arguments of f.

Nonlinear optimization

The results presented in this section are standard material and can be found in most textbooks
and lecture notes on nonlinear programming (cf. [15, 10]).

Definition 1.1.1 (Nonlinear optimization problem) A nonlinear optimization problem or
Nonlinear Program (NLP) is the problem of minimizing (or maximizing) an objective function
f:R™ — R over all admissible choices for the optimization variable x € R™ in the feasible set
X cR"™. The NLP is usually formulated as

min - f(x)
s.t. g(x)=0 (NLP)

h(x) <0,

where the feasible set X is described by nonlinear vector-valued equality and inequality constraint
functions g:R™ — R™a and h:R"™ — R™»ea respectively. The inequality constraints h are meant
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component-wise and often contain simple bounds on the variable x of the type

xj—x;bgo (1.1a)

x)” - x; <0. (1.1b)

Considering that maximization can be achieved by minimizing the negative of the objective func-
tion, we restrict ourselves to the minimization problem. For the rest of this chapter we will assume
that the functions f, g and h are continuously differentiable.

Definition 1.1.2 (Solutions of an NLP) A solution of (NLP) is a vector x € R™ that satis-
fies the constraints g(x) =0 and h(x) < 0. We say that x is feasible for (NLP).
A solution x* is optimal or globally optimal for (NLP), if

f(x) < f(x) (1.2)

for every solution x.
A solution x* is locally optimal, if there exists a § > 0, such that Eq. (1.2) holds for every
solution x that satisfies

[x* —x]| < 0. (1.3)

A solution x* is a strict (local) optimum, if Eq. (1.2) holds with strict inequality for every
X +x*.

A solution x* is an isolated local optimum, if there exists a neighborhood U of x*, such that
x* is the only local optimum of (NLP) in U.

For a given solution, it is often necessary to distinguish between inequality constraints that are
satisfied with equality and those that have slack.

Definition 1.1.3 (Active constraints, active set) Let x be a solution of (NLP). The k-th
inequality constraint hy, is active at x, if hy(x) =0, and nactive if hy(x) < 0.
The active set at x is the set of all active constraints at x:

I(x)={k=1,... Nineq | hu(x) =0} (1.4)

1.1.1 Optimality conditions

When studying necessary and sufficient optimality conditions for a solution of an NLP, we re-
quire the constraints to satisfy certain regularity conditions. The strongest (and simplest) are the
following:

Definition 1.1.4 (Linear independence constraint qualification) Let x be a solution of
NLP. Linear Independence Constraint Qualification (LICQ) holds at x, if the gradients

Vor(x),k=1,...Neq (1.5)
Vhi(x), k € I(x)

of the equality constraints and the active inequality constraints are linearly independent.

Definition 1.1.5 (Lagrangian) We call the function

L:R"™ x R™ea x RMnea - R (1.7a)
(5,0 1) = £06 A 1) = F(x) + XTg(5) + p1h(x) (1.7b)

the Lagrangian function of (NLP). The vectors A and p are called the Lagrange multipliers
associated to the equality and inequality constraints respectively.

Theorem 1.1.6 (Karush-Kuhn-Tucker (KKT) conditions)
Let x* be a locally optimal solution of (NLP), such that LICQ holds at x*. Then there exist
KKT-multipliers A* € R and p* € R™nea such that the triple (x*,\*, u*) satisfies
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the stationarity condition

0= %ﬁ(x*, AT ) = f(x7) + X g (x7) + " A (X7), (1.8a)
X

the primal feasibility conditions
0= 28 ) = g, (1.8b)

05 25 (e N ) = h(x"), (1.8¢)
op

the dual feasibility conditions

0<p?, (1.8d)

and the complementary slackness condition
0=p*Th(x"). (1.8¢)

A proof was first published by Kuhn and Tucker in 1951 [70], but can also be found in Karush’s
1939 masters thesis [67].

Remark 1.1.7 The combination of Egs. (1.8¢c) and (1.8d) and the complementary slackness
condition Eq. (1.8e) implies that
0= pihi(x*) (1.9)

holds component-wise, i.e. for every k =1,...Nineq: by, = 0 or hg(x*) =0.

Definition 1.1.8 (Strict Complementary Slackness (SCS)) Let (x*,A*,u*) satisfy the
KKT conditions for (NLP). We say that strict complementary slackness holds, if for every
k=1,... Nineq: bk = 0= hy(x) > 0 or, in other words, for every k exactly one of pj and hy(x)
is equal to zero.

Remark 1.1.9 In the absence of inequality constraints, the KKT conditions are just the well-
known Lagrange conditions for equality constrained optimization problems.

In Theorem 1.1.6, the condition that LICQ holds at x* can be replaced by weaker assumptions.
Generally, we call any set of alternative sufficient conditions for the statement of Theorem 1.1.6
Constraint Qualifications (CQ). Notable alternative CQs are the Constant Rank Constraint Qual-
ification (CRCQ) and the Mangasarian-Fromovitz Constraint Qualification (MFCQ):

Definition 1.1.10 (CRCQ) Let x be a solution of NLP. CRCQ holds at x, if there exists
an open neighborhood U of x, such that for all subsets J ¢ {1,...,neq} and I’ € I(x) of the
constraints, the corresponding subset of gradient vectors of the constraints has constant rank on
U, in other words the family of vectors

ng(x,)v keld
Vhi(x'), keI’

has the same rank (which depends on J, I’) for all x" € U.
Definition 1.1.11 (MFCQ) Let x be a solution of NLP. MFCQ holds at x, if
(a) the gradients of the equality constraints are linearly independent, i.e. rank (Vg(x)) = neq,

(b) there exists a vector v € R™, such that

v'Vg(x) =0,
v Vhi(x) >0 Vk e I(x).
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We say that the gradients of the equality constraints and the active inequality constraints are
positively linearly independent.

For proof that MFCQ and CRCQ are indeed sufficient for Theorem 1.1.6 the reader is referred to
the articles of Mangasarian and Fromovitz [83] and Janin [65] respectively.

Remark 1.1.12 If LICQ holds at a local optimum x*, it can be shown that the Lagrange
multipliers A* and p* are uniquely defined by the KKT conditions.

In addition to the first order KKT-conditions, we can state the following Second Order Neces-
sary Conditions (SONCs) for local optimality:

Theorem 1.1.13 (SONCs)

Let x* be a local minimum of (NLP) and assume that LICQ holds at x*. Let A* and p* be the
Lagrange multipliers, such that the KKT conditions Eq. (1.8) are satisfied. Furthermore, assume
that f,g and h are twice continuously differentiable in a neighborhood of x*. Then

VVEL(X* A v 20 (1.10a)
for every v € R™ that satisfies
v Vgr(x*) =0 Vk=1,...,n¢ (1.10b)
v Vhi(x*) <0 VEkeI(x") (1.10¢)
v Vhe(x*) =0 Vi:py <0. (1.10d)

A triple (x*,A*, u*), which satisfies Egs. (1.8) and (1.10) only provides a candidate x* for a
local minimum, but can be a local maximum or a saddle point as well. Local optimality can be
verified under additional assumptions.

Theorem 1.1.14 (Second Order Sufficient Conditions (SOSCs))
Let (x*,A*, u*) satisfy Eq. (1.8) and assume that f,g and h are twice continuously differentiable
in a neighborhood of xX*. Moreover, assume that

vVEL(X* A v >0 (1.11)

for every 0 # v € R™ that satisfies FEgs. (1.10b) to (1.10d). Then x* is a local minimum of
(NLP).

The assumption that LICQ holds can be replaced by weaker conditions [36, 106].
For proofs the reader is referred the book if Fiacco and McCormick [37].

1.1.2 Sensitivity analysis

In this section we will summarize some important results regarding solution sensitivity for the
parametric NLP

min  f(x,p)

xeR"”

s.t. g(x,p)=0 (NLP(p))
h(x,p) <0,

where the objective function f:R"xR™ — R, equality constraints g: R" xR — R"4 and inequality
constraints h:R" x R™ — R™»ea depend on a parameter vector p € R™. In other words, to each
choice of a parameter vector p € R™» we associate an instance of (NLP), which we will denote by
(NLP(p)).

For the remainder of this section, assume that f, g and h are twice continuously differentiable
and let pg be a fixed parameter vector. Let xj be a local minimum of the associated problem
(NLP(po)), and let the triple (x5, A, pg) satisfy the KKT conditions. Under suitable regularity
conditions, the perturbed problem (NLP(p)), for p in a small neighborhood of pg, has a local
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minimum in the neighborhood of xj. Moreover, both the local minimizer x* and the multipliers
A" and p* are continuously differentiable w.r.t. p, if certain constraint qualifications hold.

To convey the idea underlying NLP sensitivity analysis, we will first consider a problem without
inequality constraints

min  f(x,p)
X<k (NLP’(p))

s.t. g(x,p) =0

and prove some basic results. Let z = (x,A). The Lagrangian function is then given by

‘C(Zv p) = ‘C(xv A, p) = f(X, p) + ATg(X7 p)' (112)

Theorem 1.1.15
If, for po and zg = (x5, ), the KKT conditions and the SOSCs for NLP’(pg) are satisfied and
LICQ holds at x(, then there exists a unique continuously differentiable function

z":U cR™ - R" x R"« (1.13a)
p 2z (p) = (x(p):A"(P)) (1.13b)

defined on a neighborhood U of pg, such that
(a) z*(po) = 75,
(b) x*(p) and X*(p) satisfy the KKT conditions for Eq. (NLP’(p)),
(c) x*(p) is a local minimum of Eq. (NLP’(p)).

Proof For every p, the KKT conditions for a local optimum z* = (x*,A*) of Eq. (NLP’(p))
are given by the system of nonlinear equations

Neq

0= G(2,p) = VaL(z",p) = | =/ P ,;A’:v"g’“(x*’p) . (1.14)

g(x*,p)

In particular, because the KKT conditions hold at po and zg = (x§, Ao), G (2§, po) =0.
Taking the derivative of Eq. (1.14) w.r.t. z*, we obtain

G (2",p) = V2L(z",p) = (2’2;{55:’;)’) g;(%*,p)). (1.15)

By assumption, the SOSCs hold at pg and zg = (x§, Ag). In other words, V2 f(x3, Po) is positive
definite on the kernel of gy (xJ, po). In particular, V2 f(x}, po) is linearly independent of the rows
of gx(x§,Po). Moreover, because LICQ holds, gx(x§, po) has full rank and therefore G,-(z(, po)
has full rank as well.

As a consequence, the implicit function theorem locally guarantees the existence of a contin-
uously differentiable function z* of the form Eq. (1.13), such that for every p € U:G(z*(p),p) =
0= (b). Clearly, z*(po) =z = (a). Furthermore, the assumption that V2 f is positive definite
on the kernel of gx is an open condition and therefore holds in an open neighborhood V' of
(x5, Po)- Since x*(p) is continuous in p, for a sufficiently small neighborhood U of py we have
x*(U) x U c V. Therefore, for all p € U:z*(p) satisfies the SOSCs = (c). ]

Of course, the derivatives of x* and A* w.r.t. p can be deduced from the implicit function theorem.
Because the airline pricing problem will later be formulated as a two-tier hierarchical model, in
which the controls for the outer problem occur as fixed parameters for the inner problem, we are
mainly concerned with the sensitivity of the optimal objective function value, and not so much
with the sensitivity of the solution vectors.
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Therefore, for an open neighborhood U of py, consider the locally optimal value function
F:UcR™ =R
p~ F(p):=f(x"(p).p),

mapping a value of p near pg to the objective function value at the local minimum constructed in
Theorem 1.1.15. Because x*(p) and f(x,p) are continuously differentiable, so is F'.

Proposition 1.1.16
With the same notation as above,

af

—p0>- <o,po> 2L (x5, p0) + AT g(xa,poy (1.16)
P P

Proof By construction, for all p € U, the solution x*(p) is feasible for (NLP(p)) and therefore
g(x*(p),p) =0 is constant. Taking the derivative w.r.t. p at p = pg yields

(x (Po), Po) (po) —f, (x*(Po), Po) (1.17a)

=9x(X07po)xp(po) +gp(X07p0)~ (1.17b)

Furthermore, because xjj is locally optimal for NLP’(pg), he have the stationarity condition

O:fx(XSaPO)"')‘STQX(XS,pO)- (1.18)
Applying the chain rule we have
OF
o po) = *(X (Po), Po) + *(X (Po). Po) op (Po)
= fp(x()a pO) + fx(X07 pO)Xp(pO)
= fp(x5:P0) = A5 9x (%G, Po)x(Po)
= fp(xaa PO) + ASTgp(X67 p0)7
where the last two equalities follow from Egs. (1.18) and (1.17b) respectively ]

Remark 1.1.17 Note that the proof of Proposition 1.1.16 does not require any knowledge about
the sensitivities of the controls x*, other than the fact that they exist. Similarly, Eq. (1.16) allows
us to compute g—g without having to evaluate 88—

Equation (1.16) is an extension of the well-known envelope theorem from unconstrained
optimization, which states that

d O
S max(fGep) | x € B = 92 (xfpo),
p P=Po P

where x§ = argmax { f(x,po) | x € R"} is the optimum of the unperturbed problem.

In the presence of inequality constraints, similar results still hold under suitable conditions,
and the analysis is very similar to the equality constrained case. However, care has to be taken
concerning the behavior of the active set. We only give a rough informal overview and refer the
reader to the relevant literature for a detailed treatment. Under the strongest conditions, we obtain
a straight-forward generalization of Theorem 1.1.15:

Theorem 1.1.18
If, for po and zo = (x5, Ay, 1uy), the KKT conditions and the SOSCs for NLP(pg) are satis-
fied, LICQ) holds at x5, and the SCS condition holds, then there exists a unique continuously
differentiable function
2*:U c R™ - R™ x R™ x R"ne (1.19a)
b2 (p) = (x' (0) X" (B),14" () (1.19b)

defined on a neighborhood U of pg, such that

10
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(a) z*(Po) = 2§,
(b) x*(p), A*(p) and p*(p) satisfy the KKT conditions for (NLP(p)),
(c) x*(p) is a local minimum of (NLP(p)).

Proof See [38]. ]

The proof relies on the fact that, under these strong assumptions, the active set does not change for
small perturbations of pg and xj. This allows to (locally) treat the active inequalities as equality
constraints and ignore the inactive constraints, therefore reducing the problem to the situation of
Theorem 1.1.15. Again the sensitivities of x*(p), A*(p) and p*(p) at p = pp can be derived using
the implicit function theorem.

The assumptions in Theorem 1.1.18 can be relaxed in several ways. Jittorntrum [66] and
Robinson [106] show that SCS is not necessary if the SOSCs are replaced by slightly stronger
assumptions. As shown by Kojima [69], the LICQ condition can be dropped as well if the SOSCs
are strengthened further.

Under weaker assumptions, the solution x*(p) and the multipliers A*(p) and p*(p) are not
necessarily continuously differentiable or even unique. Ralph and Dempe [103] that they are
continuous and PC!, which is a kind of higher-dimensional piecewise differentiability’, if x is an
isolated local optimum of NLP(pg) and (NLP(p)) has a unique local optimum near x;, for small
perturbations of p around pg. Further generalizations with multi-valued maps x*, A*, u* have
been developed, an overview can be found in the review article of Bonnans and Shapiro [13].

In particular, as a generalization of Proposition 1.1.16, under mild regularity assumptions the
optimal value function is PC! and directionally differentiable. Where it exists, its gradient is given
by

OF oL . <. .
%(po) = %(XOaAOJJ’OapO) (1203.)
of . 09, Oh
= %(meo) + /\OT£(X0,P0) +N0T%(Xo7po)~ (1.20b)

The reader is referred to Bonnans and Shapiro [13] for a proof and further references. Again, if the
Lagrange multipliers are known, the gradient of the optimal value function F' w.r.t. the parameters
p can be computed without knowledge of the sensitivities of the optimal controls x*.

1.2 Differential equations

In this section we will review some of the basic techniques that are used to numerically solve
ordinary differential equations (ODEs). More specifically, we consider initial value problems (IVPs)
of the form

y(t) =£(t,y(t)) (1.21a)
y(to) = o, (1.21b)

where y:[tg,T] ¢ R - R™ are the states and the right-hand side (RHS) is given by a function
f:R xR"™ — R". We will always assume that f is continuous in ¢ and Lipschitz continuous in
y. Under these assumptions, the Picard-Lindeldf theorem ensures that Eq. (1.21) has a unique
solution, which we want to approximate numerically. Proofs for the statements in this section
and a more detailed treatment of the matter can be found in standard textbooks on numerical
analysis [113, 16].

We will denote the solution of Eq. (1.21) with initial value yo at ¢y by y(¢;t0,y0) when the
dependence of y on the initial values are of importance.

LA function f:R™ — R™ is PC!, if it is continuous and for every z¢ in its domain there exists an open neighborhood
U c R™ of g and a finite collection of continuously differentiable functions f;:U — R™, ¢ = 1,...,k such that
f(x) e {fr(x),... fu(x)} for every x € U. Properties of PC! functions are for example described by Chaney [26].

11
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Definition 1.2.1 A one-step method for the solution of the IVP Eq. (1.21) is defined by an
increment function ®(t,h,u,f). For a given discretization of time with step sizes ("), the
method iteratively computes estimates u(?) ~ y(t(l)) using the recursion

O — ¢, (1.22)

MO Yo (1.23)
@+ _ 46 4 ) (1.24)
MCREMONY Y T TONIORTON IR (1.25)

Of course, in order to be of any practical use, the integration scheme should yield good estimates
for the solution of Eq. (1.21).

Definition 1.2.2 A numerical integration method is called convergent, if the approximate tra-
jectory converges to the exact solution as step size goes to 0, in other words if

}Li_r}(lj max ||u(i) - y(t(i))” =0.
It is called convergent of order p, if
max Hu(i) —y(t(i))” = O(hP)

as h — 0.
The method is called consistent, if the local error

5O (h) = u® —y (D071 4,71y (1.26)
for a step of length h(") = h satisfies

5@ (h)
lim ————= = 1.2
neo h 0 (1.27)
The method is said to be consistent of order p e N2, if §)(h) = O(hP*') for h - 0.

Remark 1.2.3 If a one-step method is consistent of order p+1, and f and the increment function
® are Lipschitz continuous, then the method is convergent of order p.

The most common class of one-step methods are the methods of the Runge-Kutta family, first
introduced by Runge [107] and Kutta [72].

Definition 1.2.4 A Runge-Kutta method with s € N stages computes the increment as

S
<I>(t,h,u,f) = Zciki, (128)
i=1
where the intermediate values kq,..., ks are defined by the system of nonlinear equations
ki:f(t+aih,y+h2bi7jkj). (1.29)
j=1

The coefficients ¢, a and b are often arranged in a so-called Butcher tableau [23]

a1 b1,1 b1,s
As bs,l bs,s
Cl e CS

2Throughout this thesis the set of natural numbers N includes zero.

12
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The method is called explicit, if the stages can be rearranged s.t. the matrix of coefficients
B = (b;,;) is lower-triangular:

a
as b2,1
s bs,l bs,s—l
C1 Cs-1 Cs

In this case, in contrast to a general implicit method, the system Eq. (1.29) can be solved by
directly computing the coefficients k; one by one using s evaluations of f.

Remark 1.2.5 A Runge-Kutta method is consistent, if for every ¢ =1,...,s
S
Z Cij = Qj. (130)
j=1

The order of consistency of the Runge-Kutta method defined by a given set of parameters can
be determined by comparing coefficients of a Taylor expansion of ® around t. Conversely, given
desired order p + 1, this yields a system of linear equations for a,c, and B. If a Runge-Kutta
method is consistent of order p+1 and f is Lipschitz continuous, then the method is convergent
of order p.

The Butcher tableaus for some common explicit Runge-Kutta methods are shown in Fig. 1.1.

0
111
2 2
1 1
0 310 2
0 1)1 110 0 1
1 11 11 1 1
2 2 6 3 3 6
(a) First order Euler (b) Second order Heun method (c) Classic fourth order Runge-Kutta method.

method

Figure 1.1: Explicit Runge-Kutta Methods of different orders

1.2.1 Sensitivity analysis

Often f, ¢ty and yg, and therefore the solution y(¢), of an IVP depend on a vector of parameters
p. Shifting time, we can assume w.l.0.g. that ¢¢ is independent of p. We will denote the solution
to the problem

y(t) =£(t,y(t),p) (1.31a)
y(to) =yo(p) (1.31b)

by y(¢;to,yo0,p). If f is continuously differentiable in p, then so is y.

Forward sensitivity

We will first describe the so-called forward sensitivity analysis. By differentiating Eq. (1.31) w.r.t.
P, we obtain the variational differential equation

Vo) =ty (£, y(1),P)yp(t) + fp(t.¥(t). P) (1.32a)
yp(to) = diyo(p), (1.32b)
p

13
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where yp = d%)y(t; to, Yo, P) and fy and f;, are the partial derivatives of f w.r.t. y and p respectively.
For the special case yo(p) = p we get

W (t) = fy (£, y (), P)W (1) (1.33a)
W (to) =1In,, (1.33D)

where W = diyoy(t;to,yo,p) and I, is the n,-dimensional identity matrix.

Note that, independent of the structure of the initial problem, Eqgs. (1.32) and (1.33) are systems
of linear differential equations. If the parameter p is a scalar, the system Eq. (1.32) has the same
number of differential states as the original system. If it is a vector, one such system has to be
solved for each component of p. Since W is a n, x n,-matrix, Eq. (1.33) is a differential equation
of dimension ny2.

Numerical solutions to Eqgs. (1.32) and (1.33) are usually computed simultaneously with the
solution of Eq. (1.31), because values of y are required to evaluate the RHS of the variational
equations. Therefore, computing derivatives of y using forward sensitivity analysis requires the
solution of an IVP of dimension n,(n, + 1) or n, +n,? respectively.

Although the special structure of the variational equations can be exploited, the forward ap-
proach is still ineflicient if the number of parameters n, is very large. Also note that during the
solution of the forward system the whole trajectory for derivatives of all differential states is com-
puted. In practice however, particularly when solving optimal control problems, it is often sufficient
to compute the gradient of a single or a small number of real valued functionals depending on y,
instead of evaluating the full sensitivity system of y w.r.t. multiple control variables.

The objective is usually given as

9(p) = &[T,y (T(p);to,yo(P),P),P] (1.34)

with the Mayer functional ¢, or as

Gy = [ Ly (0. 30(p).p) ) (1.35)

with the Lagrange functional L, or a sum of both. If T explicitly depends on p, we can make T
constant via a linear transformation of time. For simplicity’s sake we can therefore assume in the
following w.l.o.g. that T is a constant.

In order to simplify notation in the following we will omit the parameters of ¢[t,y,p] and
L[t,y,p]. If ¢ and L are sufficiently smooth, the derivatives of g and G can straightforwardly be
computed from Egs. (1.34) and (1.35) to be

d

1 (0= 03¥p(T) (1.362)
ite T
OB ft Lyyp + Ly dt (1.36b)

and can therefore be evaluated using Eq. (1.32) at the cost of the solution of an IVP of dimension
Ny + NyNy OF Ny +NyNy + 1 Tespectively. Here, the computation of the trajectory of yp, which is an
intermediate value that is not needed for its own sake, induces most of the computational cost.

Adjoint sensitivity

One can get around computing yp, using so-called reverse or adjoint sensitivity analysis. This
approach can be motivated in various different ways.

In this work we choose to present the more descriptive motivation via simple differential calcu-
lus. While not as general, the results are sufficient for objective functions like those described in
Egs. (1.34) and (1.35) and, first and foremost, for the application at hand. In addition, the central
idea of a Lagrangian is very natural in the context of nonlinear optimization.

14
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Lagrange term
We will first consider an objective functional of the form of Eq. (1.35). Writing the constraints for
the differential states (Eq. (1.31)) as

9(t,y,y,p)=y() - f(t,y(t),p) =0 (1.37)

we form an augmented objective function

H(p)=Gp) - [ A [3() - ty(1),p)] (1.39)

0

9(t,y,¥,p)

with time-dependent Lagrange multipliers, sometimes called co-states, A. First, note that with
partial integration we have

T t=T T.
[N dt= Ny - [ Ayt (1.39)
to t=to to
Then, because g = 0,
dG dH
o dp 1.40
dp dp ( a)
T T
- [ LyverLpdi= [N [gp - fyyp - £ e (1.40D)
to to
T T ) )
(1.39) Lp+ATf, dt + / [Ly + ATy + AT]yp dt - )\Typ‘z_z; . (1.40c)
to to =

In order to avoid having to compute a trajectory of yp, we now require the co-states to satisfy the
linear ODE

A=-fA-L] (1.41a)
A(T) =0. (1.41b)
With Egs. (1.41) and (1.40c) we have
dG T T T
d7p = " Lp+>\ fp dt + A (t())yp(to) (142)

Mayer term
Assuming that all functions are sufficiently smooth, we can use these results to derive a similar
solution for Eq. (1.34). Letting L := ¢,

dG

9= (1.43a)
- ig:iﬁziﬂ (1.43D)
dp dp dT" dT dp
T
G2 d TR, dt+ AT (t )y (fo) (1.43c)
dT \ Jto

Note that y(t) is independent of T'; while A(¢) does depend on 7" through the initial value condition
Eq. (1.41b). Equation (1.43c) then becomes

% = Lo(T) + X'(T) £,(T) - ftOT Apfp dt = A (to)yp(to) (1.44a)
=0
=Lp(T) + NT(to)yp(tO) + /tTqup dt (1.44b)

15
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with p = —%. Differentiating Eq. (1.41) w.r.t. T' we find that p is the solution to the IVP

d\

,l:l,=—ﬁ =f A7 =—fou (1.45a)
w(T) = —d—(;/\(T) =-X\T) = £,(T) X(T) +Ly(T) = Ly (T). (1.45b)
=0

Computational cost

This method to compute sensitivities has several important properties. During computation of
the co-states all parameters are considered constant. In other words, the co-states do not depend
on any information about the directions w.r.t. which we want to compute sensitivities. Once
the trajectory of A (or w) is known, sensitivities of G (or g) w.r.t. arbitrary parameters can be
computed simply by evaluating the one-dimensional integral in (1.42) (or (1.43c)) for each required
directional derivative.

Computation of the co-states themselves only requires the solution of a linear IVP of dimension
ny. Therefore, the total computational cost of evaluating i—g for n, parameters using adjoint
sensitivity is roughly that of solving an ODE of dimension 2n, + n, instead of n, + nyn,.

However, these benefits entail some difficulties. When the systems Egs. (1.41) and (1.31) are
combined, the problem is a boundary-value problem, which is considerably harder to solve than an
IVP. For this reason the systems are usually solved successively: First, the original ODE is solved in
a so-called forward sweep. Then, the adjoint states are computed in the backward sweep by solving
the terminal value problem Eq. (1.41). However, at every time ¢ during the backward sweep the
evaluation of the RHS of Eq. (1.41a) requires the current value of the states y(t). Therefore, the
full trajectory of y has to be available during integration of the adjoint system.

If the numerical integration methods and step sizes are chosen such that the RHS of the adjoint
systems is only evaluated at times ¢ for which estimates of y(t) were computed during the forward
run, it is sufficient to store these discrete estimates. Memory consumption is linear in the number
of states and the number of integration steps, which can quickly become infeasible for a long time
horizon or small step sizes. Most advanced numerical codes for adjoint sensitivity use a check-
pointing scheme, which allows computation of state value estimates at arbitrary points at the cost
of only a few additional forward sweeps, while keeping memory consumption very low. The idea
was first proposed by Griewank [53] and the algorithm revolve was published as Algorithm 799 in
ACM TOMS [54]. Recent improvements primarily address strategies to choose optimal checkpoint
locations [27, 114]

If values at intermediate points are needed, a continuous approximation of y is required. The
problem of computing continuous solutions as opposed to estimates on a discrete time grid arises
in numerous other applications as well, for example for the detection of implicit switching or stop-
ping conditions (see Section 1.2.2), and different solution methods can be found in the literature.
Gladwell proposed to use Hermite polynomials to interpolate the state estimates over multiple
steps [50]. After Horn introduced interpolation schemes requiring very little overhead by using the
special structure of Runge-Kutta methods of orders 3,4 and 5 [60, 61], similar formulas have been
developed for higher order methods.

1.2.2 Implicit switches

In many applications the dynamics cannot be described by a model that is everywhere continuously
differentiable. Discontinuities in an ODE model are frequently caused by switches between a
discrete set of different modes of operation, triggered by one of the following:

Change of discrete control. A switch of this kind is caused by an influence that is controlled
automatically or manually, for example:

o Gear shift in a car model

e Discrete on/off switch for a pump or valve in a chemical reactor

16



Numerical tools

Explicitly modeled event. Event that is planned to occur over the simulation/optimization
horizon. If the models that apply during each part of the time horizon (including their
order) are known, we usually speak of different problem phases or problem stages. Note that
the switching time can still be defined by an implicit condition depending on the system
states.

e Takeoff/landing of an airplane

e Start of new sub-task in robot’s workflow
Implicitly defined event. Event whose occurrence depends on the system state.

e Starting chemical reaction once threshold energy is reached
e Gear shift depending on engine speed

In this section we will outline how to deal with so-called implicit switches, that are defined by the
sign structure of a continuously differentiable switching function

Y: I x R"™ — R™ (1.46a)
(t,y) = ¥(t,y), (1.46b)

indicating which set of model equations are active at the current time and state. Let

oI x R™ - {-1,0,1}" (1.47a)
(t,y) = sgne(t,y) (1.47Db)

be the sign function, yielding the sign structure of 1. A switching time or switching point is a time
t* € I such that at least one component of ¥ (t*,y(t*)) is zero.

Omitting the dependence on model parameters for simplicity’s sake, the model itself is given
by

Y(t) = fa(t,y(t))(t7Y(t)) (148)

whenever all components of the switching function are nonzero, in other words on the open interval
between two switching points.

Now let t* € I such that 1; has a zero crossing and all other ; are nonzero. Because 9 is
continuously differentiable, there is only one switch in a small neighborhood of ¢*. Behavior of the
model at the switching times is described by a family of jump functions A, of the form

A: T xR™ - R™ (1.49a)
(t,y) = A(t,y). (1.49b)
via
Y () = Ager y-oyy (17,5 (7)) (1.50)
where
y (t) = lim y(¢) y (t*) = lim y(t) (1.51)
o e

are the left and right limits of y at ¢* respectively.

In this general setting various difficulties can arise. Most importantly, the switching conditions
can be inconsistent due to the potential jump of y. In other words, reversing time and approaching a
switch from the right leads to a different solution than the original one, or a solution to the reversed
problem does not exist at all. The switches occurring in the application presented in this work
arise from changing bang-bang controls of an Optimal Control Problem (OCP) and therefore have
a special structure. In particular, the states are continuous at switching times and switches are
guaranteed to be consistent. Therefore, we will skip the details on how to deal with inconsistent
switches and refer the reader to the thorough treatment by Filippov [43] and Brandt-Pollmann [17].
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Since on each interval between two switches the model is just an initial value problem, numerical
solution techniques are very similar to those presented above. However, because convergence theory
for integration methods require the RHS to be smooth over a whole time step, the integrator has
to be stopped at each switching time in order to ensure convergence. The main difficulty here is
to reliably detect switches during each integration step and to efficiently compute good estimates
of the switching times.

A common approach is to find roots of 1) based on a continuous approximation of y over the
whole time step (see Section 1.2.1).

Sensitivity analysis

As shown by Bock [12], derivatives of y w.r.t parameters still exist in the presence of switches,
if all switches are consistent and if the sign structure of the switching function does not change
in a small neighborhood of the solution. This is the case if only one component of the switching
function v has a root at each switching point and no switch occurs at ¢ty or T.

Let ..., ¢ be the switching times and

IO = (4@ 4Gy (1.52)
the corresponding partitioning of the time horizon, where ) = ¢4 and ™) = T. Denote by o
the sign structure of ¢ on the interval V. Let
£ =f
A@D = A
o (1, y= ()

be the corresponding active RHS and the jump function at switching time () respectively. The
solution y(t) of Eq. (1.48) is given by y(t) = y(¢) for t € IY) where y((t) is the solution to the
initial value problem

v O = £D (¢, yD (1)) (1.53a)
y @ oy @ (D) 2 AD (D y (D (400D Vi1 (1.53D)
y© =y O (@) =y (1.53c)

Forward sensitivity analysis on each interval I remains the same as in the case without
switches (see Section 1.2.1). The only difference to the standard IVP case is how perturbations
are transferred across switches. In view of the fact that the application presented in this thesis is a
much simpler case, we will not go into further details on the general forward and adjoint sensitivity
problems in the presence of implicit switches and how to solve them, but instead refer the reader
to the PhD thesis of Brandt-Pollmann [17] for further information. Instead, we will only review
the special case where the solution is continuous, i.e. A(i)(t,y,p) =y for every 1.

It is sufficient to consider a problem on the interval [0,1] with only one switch, which extends
straightforwardly to the general case. Let ¢ be the (scalar) switching function and ¢* € (0,1) the
switching time satisfying

w(t*7}’(t*;P)7p) =0, (154)

where y(¢;p) is the solution of
/(1) = (¢, y(),p) if¢(ty(t),p) <0
YOS ey (),p) else
y(to) = yo- (1.55b)

Assume that the regularity condition %—’f(t*,y(t*;p),p) + 0 is satisfied. Writing Eq. (1.55) in
integral form we can compute y(1;p) as

(1.55a)

v ) =yor [y p) (1560)
y(1:p)=y(p) + [ £ (6y(0),p)dt. (1.560)
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When solving the forward sensitivity equation (Eq. (1.32)), the sensitivity matrix y, has to be
updated at the discontinuity. Let

yp(t'ip) = lim yp(t) yp(t'sp) = lim yp (1) (1.57a)

* *

t>t t<t

denote the left and right limit of y, at ¢t* respectively.
Taking the derivative of Eq. (1.56) w.r.t p yields

d * t* — — - * * d *
TP =yop [ [ 5] die (1, y(1 p) p) ot (1.580)
=yp (t*:p)
iy(l'p) = iy(t*'p)+f1 [£yyp + £ ] dt — £ (", y(t*,p) p)it* (1.58b)
dp 3 dp ) - yJYpP P ) ) ) dp .
1
vp(tip)+ [ [Eye+£]
=y5(t*;p)
— * * * * d *

Therefore the update at each switch is given by

yp(t';ip) =y, (t5p) + [ (¢, y(t",p),p) - £ (t",y(t",p), P)] d%)t* (1.59)

where i—i can be computed using Eq. (1.54) and the implicit function theorem. In particular, if f

is continuous across the switching time, i.e. f~ = f*, then y is continuous as well.

1.3 Optimal control

An Optimal Control Problem (OCP) is an optimization problem, in which a dynamical system
with states y, governed by a set of differential equations, is controlled via time-dependent controls
u and constant parameters p. In this thesis we will only be concerned with the special case where
the system dynamics can be described by an explicitly stated IVPs. We will therefore not cover
differential algebraic equations (DAEs) or multistage problems. Moreover, we will not deal with
interior point constraints, as they are not required by our application.

Definition 1.3.1 (Continuous ODE-constrained OCP) A continuous ODE-constrained
OCP is an optimization problem

max @[y, u,p]

Sy = Ry(0.u().p) Vie [l T] (ocp)
y(to) = yo
0 < g(t7Y(t)7u(t)7p) Vi e [t07T]7

where t € [to,T] is the time, y:[ty,T] —» R™ are the state variables, u:[tg,T] - R are the
control functions, and p € R™ is a vector of time-independent parameters. The RHS f:R x
R™ x R"* x R™ — R™ is piecewise Lipschitz-continuous in y, and the inequality constraint
function g: R x R™ x R™ x R" — R™ is twice differentiable. The objective is a Bolza functional
D[y, u,p] = o (y(T),p) + ftOTL (t,y(t),u(t),p) dt, with a Mayer term ¢ and a Lagrange term

ftOT L dt, both of which are assumed to be twice differentiable.
A solution of the OCP is a triple (y,u,p) with absolutely continuous y and measurable u,
that satisfies the constraints of (OCP). A control function u is feasible, if there exists a solution

(y,u,p).
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A solution (y*,u*,p*) is globally optimal, if

Ply*,u”,p*]> Py, u,p] (1.60)

for every solution (y,u,p).
A solution (y*,u*,p*) is locally optimal, if there exists a § > 0, such that Eq. (1.60) holds
for every solution (y,u,p) that satisfies
[u*(t) —u(t)| <4 Vt € [to,T] (1.61)
Ip* -p[ <. (1.62)

1.3.1 Maximum principle

In order to simplify notation, we will state the optimality conditions for an optimal control problem
of the form

I;l%lx Py, u]

S.t. y() = f(y(t),u(t)) Vte[ty,T] (OCP?)
y(to) = ¥o
0 < g(y(t),u(t)) Vtelto,T],

where the RHS of the ODE and the constraints do not depend explicitly on the time ¢ or on
constant parameters p. This is w.l.o.g., because both can be included in the vector of differential
states.

Similarly to the role of the Lagrangian in nonlinear programming, optimality conditions for
optimal control problems use the idea of the Hamiltonian.

Definition 1.3.2 (Hamiltonian) The Hamiltonian function or simply Hamiltonian of the op-
timal control problem (OCP?) is the function

H:R™ x R"™ xR" xR"s - R (1.63a)
(v, w, A, 1) = H(y,u, A, p) (1.63b)

where
H(y,w, A, p) = L(y,u) + X'f(y,u) + p'g(y, u). (1.63¢)

The following set of necessary conditions for an optimal solution of (OCP?), the so-called
mazximum principle or minimum principle, is mainly due to Pontryagin [100]. It is the central result
in optimal control theory [58] and can be found in any standard textbook on the subject [49, 11].

Theorem 1.3.3
Let (y*,u*) be an optimal solution to (OCP’). Then there exist Lagrange multipliers A*:R"™ - R
and p*:R" — R, such that for almost all t € [ty, T] the quadruple (y*,u*, A\*, u*) satisfies

e the stationarity condition

u’(t) = argm&x?—[(y*(t),u,)\*(t),,u*(t)), (1.64a)

e the primal feasibility conditions

¥(t) = HAY (), 0™ (2), A" (8), w7 (1)) = £(y" (t), u" (1)), (1.64b)
y*(to) = o, (1.64c)
0 <H, (" (1), u™ (), A" (1), " (1)) = g(y" (t),u" (1)), (1.64d)

e the dual feasibility conditions

N(t) = =Hy (y* (1), 0" (£), X (£), " (1)), (1.64e)
AN(T) = oy (y*(T)), (1.64f)
0<p*(t), (1.64g)
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e and the complementary slackness condition
0=p""(t)g(y" (), u"(?)). (1.64h)

The point-wise maximum of the Hamiltonian in Eq. (1.64a) is taken over all feasible controls,
i.e. all u such that the inequality constraints Eq. (1.64d) are satisfied.

Proof See [100] or [21]. ]

Remark 1.3.4 Again, together with Egs. (1.64d) and (1.64g) it is easy to see that the comple-
mentary slackness condition Eq. (1.64h) holds element-wise.

Applying the KKT-conditions to the point-wise maximization of the Hamiltonian, we obtain for
almost every t € [to,T'] the first order necessary conditions

0=Hu(y"(t),u”(£), \"(t), " (1)) (1.652)
= Lu (y" (1), 0" (1)) + X fu(y" (£), 0" (1)) + p" " gu(y" (1), u™ (t)) (1.65D)

and the second order necessary Legendre-Clebsh condition, stating that the Hessian of the Hamil-
tonian
62H * * * *
ez ¥ (0,0 (), A (1), 17 (1)) (1.66)
is positive-semidefinite on the kernel of the active constraints. Second order sufficient conditions
for a local optimum can for example be found in Maurer and Osmolovskii [88].
There are several structurally different classes of local optima, which we will describe in the
following. To this end, let
Wy, u,A) = Ly(y,u) + ATf,(y,u). (1.67)

be the switching function.

Remark 1.3.5 (Solution structure) For every 1 < j < n, and almost every time ¢, the j-th
control u} falls in one of two classes, depending on the behavior of the respective component of
the switching function in a neighborhood of ¢:

Constraint seeking control: If ¢; (y*,u*,A*) # 0, then with Eq. (1.65) p*'gu(y*,u*) # 0
as well. Therefore, there exists an inequality constraint gy, such that both g%j # 0 and
p; # 0. The latter implies, together with Eq. (1.64h), that the constraint gy < 0 is active.
Locally, the optimal control u} is then uniquely defined by the implicit condition gy = 0.
Controls of this type are called constraint seeking.

Sensitivity seeking control: If ¢; = 0 and ¢; depends explicitly on u;, the control uj is
implicitly defined by v; = 0 and is called sensitivity seeking.

If 1; = 0 and v; does not depend explicitly on u;, we use the fact that H, = 0 on an open

neighborhood of ¢ and therefore all time derivatives d;if“ =0 as well. Differentiating Eq. (1.65)

often enough and using Eqs. (1.64b) and (1.64e), with a similar analysis as above one again ends
up in one of the two cases: Either u} is determined by the system dynamics (sensitivity-seeking)

J
or by an active constraint (constraint-seeking).

For the problems occurring in this thesis, we are most interested in the following special case
of a control affine system with only simple bounds as inequality constraints.

Remark 1.3.6 (Control affine system) Consider the OCP

max ¢ (y(T))+ [, L°(y(t)) + L* (y(t)) u(t) dt

y,u

st y() = fy(),u®)=f>y@)+f“(y(t)u(t) Vte[to,T]
y(to) = Yo (1.68)
0 < u(t) —umin Vte [to, T],
0 < um*-—u(t) Vt € [to, T],
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where the Lagrange term in the objective functional as well as the RHS are affine functions of
u with state-dependent coefficients LO:R™ — R, L“:R™ — R"« fO:R" — R™ f“R™ —
R™ ™ Moreover, the inequality constraints are simple bounds on the controls and, in partic-
ular, independent of the state vector y.

The optimal control u*(t) at time ¢ is determined by locally maximizing the Hamiltonian
subject to the inequality constraints, i.e.

u* = = arg max {(H=L+L"a+ X7 [fo +fha] | u™™ <u<u™®} (1.69a)
=argmax{[L" + X*"f*]u | u™™ <u<u™>}. (1.69b)
u —_—
=9(y)

We again distinguish two cases:

Non-singular control = constraint-seeking control: If the j-th component of the switch-
ing function 9 is non-zero, the respective control variable u; is called non-singular. The

optimal choice for u; is then uniquely determined by the sign of ¢;: ¥; > 0 = uj = uj**,

and ¥; <0 = uj = uj"". Therefore, non-singular controls are always constraint seek-
ing. Controls that are determined by active simple bound constraints are called bang-bang
controls.

Singular control = sensitivity-seeking control: If 1); = 0 on an interval, the condition
Hya = 0 is never sufficient to determine u;, because 1 is independent of u. Instead, we
again differentiate H, w.r.t to time. Since the inequality constraints are state indepen-
dent, the time derivatives of ‘H, are independent of g and the optimal control is a always
sensitivity-seeking one.

Remark 1.3.7 (Extensions to more general problems) The maximum principle as stated
above can be extended in several ways. We will briefly state those relevant for the problems oc-
curring in this thesis and refer the reader to the standard optimal control literature for everything
else.

Dependence on parameters and explicit dependence on time. If the problem has the
more general form of (OCP), i.e. the RHS f depends on a vector of parameters p € R™»
and the time ¢, we can include both in the vector of differential states y: Let y be a solution
of the ny-dimensional ODE

y(to) =yo (1.70a)
y(t) =£(t,y(t), u(t),p). (1.70b)
Then
t
y=|p (1.70c)
y

is a solution to the (1 +n, + n,)-dimensional ODE

to
y'(to)=|p (1.71a)
Yo
1
y'(t) =t'(y'(t),u(t)) = 0 . (1.71b)

f(t,y(t),u(t),p)

Applying the maximum principle to an OCP with a dynamical system of the form Eq. (1.71)
we obtain a vector of Lagrange multipliers

)\t
AN =|AP|. (1.72a)
A
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With the fact that

0 0 0
of’
- 0o 0], 1.73
oy’ ot or of (1.73)
ot op Oy

it is easy to see that the ODE governing the dynamics of the adjoint variables A associated
to the original states y remains unchanged, i.e. Eq. (1.64e) still holds. Furthermore, because

0
of’
—=10 1.74
ou | o) (1.74)
ou

and therefore ATf'(y'(¢),u(t)) = A f(y(¢t),u(t)) + C, with C' constant w.r.t. u(t), the
optimality condition Eq. (1.64a) stays the same.

Terminal value constraints. If additional equality constraints of the form

r(y(T)) =0 (1.75)

are imposed on the states at the terminal time T with a twice-differentiable function
r:R" - R" we introduce additional (constant) Lagrange multipliers v € R™" associated
to the above constraint and form the end point Lagrangian

U(y,v) = o(y) +v'r(y). (1.76)
The optimality condition Eq. (1.64f) is then replaced by the condition
AY(T) = by (y*(T),v7). (1.77)

1.3.2 Sensitivity analysis

Under suitable smoothness and regularity assumptions, a sensitivity analysis similar to the results
for parametric NLPs presented in Section 1.1.2 can be carried out for the parametric problem
(OCP). In the following, we will briefly state some results that are of concern for the problems
studied in this thesis. Proofs, generalizations and extensive lists of references can for example
be found in the work of Maurer and Pesch [89], Malanowski et al. [82], and Buskens and Mau-
rer [22]. Let again (OCP(p))denote the problem instance corresponding to a given parameter
vector p € R"».

In the following we will assume that all solutions are non-degenerate in the sense that the time
horizon [tg,T] can be partitioned into finitely many intervals, such that the solution structure
remains constant on each one. More precisely:

Assumption 1 There exist ¢t = (9 < t(1) < ... <t = T gsuch for each time interval
T = (¢ 4G+

e the set of active constraints remains constant on I,

*

e the behavior of every control uj is constant on I () ie. it is either sensitivity seeking for

every t € I() or constraint seeking and determined by the same active constraint for every
tel®,

Theorem 1.3.8 (Solution differentiability of OCPs)

Let po € R"™ be a fized parameter vector and let z§ = (y§,us, As, o) be a locally optimal so-
lution to (OCP(py)) satisfying the optimality conditions Eq. (1.64). Under certain regularity
conditions, including Assumption 1, zj can be embedded in a parametric family of functions

z": [to, T] x U - R™ x R™ x R™ x R"s (1.78a)
(t,p) =~z (t,p) = (¥ (t,p),u”(t,p), A" (£, p), " (1, P)) (1.78D)

defined on a neighborhood U c R™ of pg, such that
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(a) 2* (-, po) = 25,
(b) z*(-,p) satisfies the optimality conditions Eq. (1.64).
(c) z*(-,p) is a local minimum of (OCP(p))for every peU.

Different proofs have been given depending on the structure of the solution. Maurer and Pesch [89,
90] as well as Malanowski and Maurer [82] consider the case where the switching function depends
explicitly on u, while Maurer et al. [87] and Maurer and Vossen [91] deal with the case where
controls enter linearly.

Generally, the proofs work similarly to the sensitivity analysis for NLPs (see Section 1.1.2):
A set of necessary and sufficient conditions for optimality as well as regularity conditions are
formulated, which, together with the original set of equality and active inequality constraints,
form a boundary value problem (BVP). Then, a sensitivity analysis of this BVP is carried out for
a nominal solution zj for (OCP(pg)). Derivatives of y*,u*, A*, and p* at p = po can be computed
using the implicit function theorem.

We will omit the details, because for the applications in this thesis we will only need the
following result.

Definition 1.3.9 (Locally optimal value function) Let z* be a family of locally optimal
solutions of (OCP(p)) that satisfies (a) to (¢) in Theorem 1.3.8. We again call the function

F:UcR™ >R
p~ F(p) = 2[y(,p),u(;,p),pl,

mapping a value of p to the objective function value of the corresponding local optimum for
(OCP(p)), the optimal value function.

In the following, a subscript again denotes a partial derivative. Furthermore, we will omit
arguments whenever there is no ambiguity. Unless stated otherwise, all partial derivatives are
evaluated at the nominal parameter p = pp and the nominal solution yg,ug, Ay, g respectively.
For example, ¢p = g—i(yg(T),po), ete.

Theorem 1.3.10 (Sensitivity analysis for OCPs)
Let po, zg and z* be as in Theorem 1.5.8 and let F' be the optimal value function. Then, under
suitable regularity and smoothness assumptions, F is continuously differentiable w.r.t. p almost

everywhere. Where it exits, its gradient Fy, = %| F is given by
P=Po

T
Fy=op+ ft H,p dt. (1.79)

0

Proof In order to simplify notation, let

L*(p,t) = L(t,y"(p,t),u*(p,t),p), (1.80a)
f*(p,t) =f(t,y"(p, 1), u*(p,1),P), (1.80b)
g*(p;t) =g (t,y"(p,t),u"(p,t),p), (1.80c)
H*(p,t) =H(t,y (P, 1), 0" (p, 1), A" (P, 1), 0" (P, 1), P) (1.80d)

for every p € U and every t. By virtue of the optimality conditions Eqgs. (1.64b) and (1.64h) we
have

T
F(p)=o¢(y"(p,T),p) + ft L* (p,t) dt (1.81a)
0
T
:¢+[ LY+ AT — %) + " dt (1.81b)
to
T
—p+ / - Ny . (1.81c)
to
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Taking the total derivative w.r.t. p, we obtain

o =05y (P, T),P)yp(P, T) + ¢p(y" (P, T),P)

A*T(p,T)

T
b [ My Hy yh+ Haug s Ha Mg+ My i
to —— — — ——

AT 0 fxT g*T
— YA, - AT dt (1.82a)
T T
:A*T(T)y;(T)+¢p+f My dt+f gl dt
to to . .
0
T T
- [ NTyp ATy des [Ty A de (1.82b)
to to
0
T *T * *T % T
:¢p+ft Hp dt+ N T(T)y(T) - [N Ty, (1.82¢)
0
T dyo
= dt + X T (tg) =— 1.82d
G+ [ Hpdi+ AT (1) T (1.82d)
——
0
T
g+ f M, dt (1.82¢)
to

In the above, the braces in the first equation hold almost everywhere due to Egs. (1.64f), (1.64e),
(1.65), (1.64b) and (1.64d) respectively.

To see that the integrand in the second integral in Eq. (1.82b) is zero almost everywhere, we
use the fact that for almost every time ¢ the set of active constraints will not change for a small
perturbation of p. Therefore, for every 1 < k < ng, either the k-th constraint is active at (p,t),
ie. g; =0, or it is inactive in a neighborhood of (p,t), which implies that locally p* = 0 (see
Eq. (1.64h)) and therefore %N;ﬁ =0.

The proof is completed by applying partial integration on the third integral in Eq. (1.82b),
simplifying, and using the fact that in our setup the initial value is independent of the parameter
vector. ]

25






Chapter 2

Customer choice

The classic forecasting techniques that have been used in RM since the 1970’s attempt to directly
estimate booking probabilities or booking rates for a given set of fixed products. This is mostly
done using time—series methods like exponential smoothing or moving averages directly on the
observed bookings. These simple models are not suited for our application, because they assume
that the set of products is fixed. In particular, the dependence of the booking probability on the
products’ attributes is not explicitly included in such a model. As a result, no information about
the demand response to a change of features can be obtained.

In the last decade some progress has been made, primarily focusing on the impact of prices
on demand. However, the main goal was to be able to deal with so-called fare families, where all
products contained in one family of products have the same product attributes and only differ in
their price. Demand is often assumed to be independent between families. From the customer’s
point of view the individual booking-classes within one fare family are just a number of different
price points for the corresponding product. Since again prices are fixed, the standard models do
not focus on the demand response to a change in prices, but rather attempt to estimate the share
of customers that are willing to buy the product at each of the fixed price points.

A rational customer will not simply choose which fare family they wish to purchase and then
purchase the cheapest available product with the corresponding set of attributes. They will rather
consider the whole set of available alternatives and make a decision which option to purchase or
to purchase nothing at all, balancing the difference in product restrictions (e.g. booking flexibility,
cancellation fees, free checked bag, etc.) as well as in price differences against each other.

In this chapter we deal with the problem of modeling such a booking decision made by an indi-
vidual customer, depending on the set of relevant products and their respective product attributes.
Our main tool is discrete choice theory, which is a general framework to model and predict choices
made from a finite set of alternatives.

The first steps towards discrete choice analysis were made in the field of mathematical psychol-
ogy, starting in 1927 [118]. For an overview of different applications of discrete choice theory, the
reader is referred to Manski and McFadden [84] and the more recent review paper by McFadden
[93]. In the airline context, discrete choice theory has been extensively used in demand modeling
mainly for RM purposes [115, 116, 25], but some other applications as well, for example in network
planning [51]. In our description we will use the definitions and terminology from Ben-Akiva and
Lerman [7], which is the standard reference for discrete choice modeling.

In the first section of this chapter we review the fundamentals of discrete choice theory and
introduce a generic class of customer choice models, which directly models the thought process that
goes into an individual’s decision. Because the model is based on choices of individual decision
makers, it can can readily be used in a simulation environment by drawing samples of individuals
and evaluating the optimal choice for each customer. From an optimization perspective however,
one is often interested in an aggregate outcome, such as the probability that a random customer
chooses a certain product. In Section 2.2 we describe the so-called aggregation problem, uses
a model for individual customer choice to derive an aggregate demand model, yielding booking
probabilities for each product depending on a set of alternatives and their respective attributes.
Depending on the specific choice model, closed forms for aggregate demand can sometimes be de-
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rived analytically. However, in general one needs to employ analytical approximations or numerical
tools in order to estimate booking probabilities. We conclude the chapter by reviewing some widely
used customer choice models in Section 2.3.

2.1 Discrete choice modeling

The goal of discrete choice modeling is to describe the behavior of an individual or group when con-
fronted with a discrete set of alternatives. The resulting choice model should enable the researcher
to achieve the following goals:

Estimation In order to apply a model in practice, one has to be able to estimate the parameters
that specify the model from historical data. The most common approaches are maximum
likelihood estimation and least-squares-fitting of model predictions to observations. As the
structure of the estimation problem strongly depends on the specific model that is used, we
will not discuss estimation in the general setting.

Simulation Often different optimization methods, control mechanisms, or forecasting techniques
are benchmarked against each other by means of simulation. In order to conduct such a
computational experiment, we have to be able to simulate a series of decisions on the level
of single customers. Simulation can usually be reduced to the problem of drawing random
samples from the given joint probability distributions that are used to describe the population
of decision makers. We will therefore not go into details about simulation.

Aggregation Almost all optimization methods used in practice require a forecast of aggregate
demand. In general this is a model for the distribution of the possible outcomes, e.g. the
distribution of the number of customers choosing a specific product in a given time frame.
However, in many cases it is sufficient to know the expected value of the quantity in question,
e.g. as the expected number of bookings for a certain product. The aggregation problem is
one of the most complex problems and one of the limiting factors when dealing with intricate
choice models. We will discuss general aggregation methods in Section 2.2.

A discrete choice model consists of three components, the decision maker, the discrete set of
alternatives and the decision rule, which will be covered in detail in the following.

Customer behavior strongly depends on the market, culture, economical climate and many
other factors. Therefore, a vast number of different choice models for various applications can
be found in the literature. Because of the very general nature of the problem there are very few
obvious restrictions one can impose on potential customer models in order to discriminate between
them. However, there is one central property that we expect a sensible choice model to have in
any case:

Definition 2.1.1 (Transitivity) A choice model is transitive, if and only if the following is
satisfied: Let k € S be the choice made by a fixed customer when offered the set of alternatives
S={1,...,M}. Then this customer will still choose k when given a subset of alternatives S’ ¢ S
with ke S'.

Equivalently, given that a customer chooses k out of the choice set S, then given an extended
choice set 8’ 2 S the customer will either still choose k or one of the added products S’ \ S.

Remark 2.1.2 If the attributes describing the elements of the set of alternatives S are fixed,
Definition 2.1.1 is equivalent to the following: Each customer has a personal order of preference
k1 > ko > ... > kpr. Given the set of choices &’ ¢ S, the customer chooses max(S") where the
maximum is taken with respect to >.

The ordering can be constructed easily by setting

S$1=8 (2.1a)
k = max(Sy) Vk=1,...,M (2.1b)
Sp=8~{k-1} Vk=2,...,M, (2.1c)

where again the maximum is taken with respect to the ordering >.
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On the other hand certain properties clearly indicate that a choice model is too simple and thus
not well-suited to capture a sophisticated decision making process. The most prominent example is
the ITA property, which greatly simplifies the parameter estimation and aggregation problems and
hence is present in many wide-spread models. It is best described in terms of choice probabilities:

Property 1 (Independence of Irrelevant Alternatives (ITA)) Let S be a set of products
and denote by P(k | ) the probability that a customer chooses element k € S when given the set
of choices S. A choice model satisfies the Independence of Irrelevant Alternatives (ITA) property,
if for every k, k' € S’ €S such that P(k' | S) # 0 P(k' | §')

P(k|S) _P(k|S)

= . 2.2
Pk [§) P [S) 22
This implies that
li Pk
Pk|S)= —— 2.3
(k18 = 5t (23)

where P, =P(k | S) for every ke S.

Remark 2.1.3 The IIA property implies that relative booking probabilities are carried over
to a subset of the initial choice set or, in other words, that demand is not correlated between
products.

One immediately sees the limitations implied by the ITA property by considering the classic
red bus/blue bus example [92]: Suppose a commuter has to decide their mode of transportation
between going by car and taking a (red) bus and assume the choice probabilities are

1 1
red
beus = 5 Pcar = § (24)
Now, if we introduce a second bus, that is blue but otherwise completely identical to the first

one, we can safely assume that PP =PI If ITA holds we can use Eq. (2.2) and see that now

1 1 1

Prbeuc'is = § PELU: = g Pcar = § (25)
Therefore, the introduction of a new alternative that is equivalent to an already existing one
leads to a reduced choice probability for other options.

There are various attempts to find models that relax the ITA property in ways that avoid
this kind of unreasonable effect but still profit from some of its analytical advantages[80, 81].
Many approaches use choice hierarchies or other clustering of similar alternatives in order to
introduce a correlation between choice probabilities. With these methods, considerable manual
effort is required in deriving a model tailored to the specific application, depending on the
attributes of the alternatives. Since we ultimately intend to optimize on product attributes, we
cannot assume that our products are constant, prohibiting the use of fixed clusterings. On the
other hand, dynamic clustering of variable products leads to difficulties as well: When varying
continuous product attributes, the choice probabilities will change discontinuously whenever the
discrete clustering changes. Most wide-spread models satisfying only a relaxed IIA property are
therefore still not directly applicable to our problem.

2.1.1 Decision maker

In most cases the entity making the decision is a person, but it can also be a group of people or a
company. While in the further case the final decision is the result of some kind of thought process,
in the latter case it is the result of complex interaction among the individuals the group consists
of. In our application the decision maker is always a single customer and we will therefore often
write customer instead of decision maker.

We account for the fact that different individuals might make different decisions in the exact
same circumstances by describing an individual using a vector of attributes, sometimes called taste
variables. This vector is assumed to be deterministic per individual, but is usually unobservable
for the analyst and varies among individuals. Thus, it has to be treated as a random variable.

29



Customer choice

Definition 2.1.4 (Decision Maker) The decision maker or customer is a random variable X
taking values in the customer space C. In general X can have both continuous and discrete
components. Moreover, attributes are not necessarily mutually independent.

Remark 2.1.5 Typically the distribution of X or, in other words, the joint probability distri-
bution of the individual attributes is modeled using a parametrized family of distributions, such
as a multivariate normal distribution.

In order to make a customer model analytically and computationally tractable it is often
assumed that the individual attributes are independent. In this case the joint distribution is just
the product distribution constructed from the distributions of the individual attributes, which
are again modeled using (possibly different) parametrized families of well-studied probability
distributions.

For aggregation purposes it is convenient to use a distribution that can be described using
a probability density function. In case all components of X are continuous variables this is
a classical probability density function. For discrete or mixed random vectors the generalized
concept of a density function in the sense of measure theory has to be used.

Each individual can then be seen as a realization x of this random vector X. In particular, we
assume that each customer has perfect information regarding their own attributes.

In some cases it seems like the customer makes a decision depending on an unknown quantity,
violating this assumption. However, if the value of an attribute is unknown to the decision maker,
it cannot truly enter into the decision making process. Rather, the individual will estimate related
deterministic quantities, such as the expected value or the variance of the random attribute, and
base the decision on these. This way, the randomness can be removed from the individual by using
these derived quantities as the customer’s attribute instead of the variable. The random nature of
the original attribute then enters into the decision rule through the way the customer deals with
the uncertainty.

Example 2.1.1 All customers are attending different business events with uncertain end times
and need to choose which flight connection to use in order to fly back after their event ends.
The end times of all events are identically and independently distributed. Therefor the end
time ¢t differs among different customers and is a random property of the individual. At the
same time, the exact value of ¢ might still not be known to the decision maker at the time of
booking.

The customer might choose to book a flight that leaves as early as possible after the expected
end of the meeting p = E(t), while keeping the risk of missing the flight below a certain
threshold. Assuming a normal distribution ¢ ~ N (u,a2) with expected value p and variance
0?2, the customer will book the first flight with departure time later than yu plus a certain time
buffer that depends on o. In this reasoning, later flights are preferred if the variance o2 is high.

Instead of the unknown time ¢, the quantities actually influencing the decision are then the
variables p and o that the customer uses to describe the uncertainty of t. Thus, the customer
can be described using the attributes p and o, which are known to the individual. Note that
these quantities can still be observably random to the analyst.

2.1.2 Set of alternatives

By definition, the choice by the decision maker is made from a nonempty set of alternatives, where
each alternative is described by a vector of attributes or characteristics.

Definition 2.1.6 (Set of Alternatives) The (possibly infinite) universal set of alternatives
is the set P of all imaginable options.

An actual choice will then always be made from a finite subset S € P of the universal set,
which we call the choice set. It includes all options that are available to the customer at the
time of the decision.
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We assume that the characteristics of the alternatives are observable to the analyst. A customer’s
uncertainty about product attributes can again be modeled by incorporating the uncertainty in
the customer attributes. Similar to the above, the decision will be based on the decision maker’s
expectation or prior distribution of the unknown quantity rather than the correct value. Assuming
that, from the customer’s point of view, the unknown attributes follow a parametrized probability
distribution, the decision can be modeled by considering the distribution parameters as customer
attributes and introducing a suitable decision rule. Therefore, we can assume w.l.o.g. that each
alternative is described by a deterministic vector p.

Definition 2.1.7 In the following, let always S = {1,..., M} be a set of products, and p; € P
the vector of attributes of product k.

In some cases it is more convenient to directly work with the vectors of product attributes.
Slightly abusing notation, we then identify the set of products & = {1,..., M} with the corre-
sponding subset {p1,...,par} € P of the product space and therefore say that S ¢ P. For an
attribute vector p € P we then also write p € S if and only if p € {p1,...,pap}-

Alternatively, we identify S with the product matrix (py| ... |pasr), the columns of which are
the product vectors.

In practice, not all products are available to all customers. Therefore, the set of alternatives is
not necessarily the same for all customers. Availability of an option to a specific customer can be
determined by various factors, depending on the attributes of the alternatives as well as those of
the decision maker, for example:

Availability The choice set for the customer is determined by external constraints such as limited
stock or restrictions regarding transportation, but also constraints that may be actively
controlled by some entity, such as an airlines revenue management system.

Information Clearly, a customer can only make a choice from the set of options they know about.

Other Constraints Depending on product and customer attributes, some alternatives are in-
feasible for the customer, for example because of a limited budget or time constraints. In
order to make the set of alternatives independent from the individual customer, this kind of
constraint is often treated as part of the decision rule (see below).

2.1.3 Decision rule

Given a single customer, represented by a deterministic vector of attributes x, and a set of alterna-
tives S = {1,..., M}, there are numerous ways to model the decision process. The main intricacy
is to describe how a customer weighs drawbacks and benefits of different options against each
other. Depending on the way this is done, different customer attributes may be necessary. In our
treatment of discrete choice modeling we will always assume rational customer behavior. Because
there is no agreement in the literature what this actually means, we will shortly summarize some
of the aspects of what we consider a rational choice.

e The customer makes a deliberate, logical decision according to their own objectives. In
particular, the decision is not influenced by impulsiveness or spontaneity. This means that
the choice itself is a mathematical optimization problem with a well-defined feasible set and
objective function.

e The outcome of the decision making process does not depend on foreign influences such as
interactions with third parties.

e Preferences are transitive.
e The decision is predictable, i.e. a fixed customer will always make the same decision given the

same set of alternatives. We will show below that this is without loss of generality, because
it can always be achieved via a model transformation.
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e There are no psychological effects such as the fact that customers tend to purchase less when
the set of alternatives grows too large, because they are overwhelmed by the number of choices
[64, 105, 71, 98, 18]. This behavior would also contradict the first and third items in this
list: If from the customer’s point of view the choice problem is essentially an optimization
problem, a larger feasible set can only improve the outcome of the overall decision. Also,
when adding additional alternatives to the choice set, the customer should either choose one
of the newly added options or stay with their original choice, but not switch to a different
alternative or the no purchase option, which was already available beforehand.

Remark 2.1.8 Instead of the idealized framework of perfect rationality presented above, the
concept of bounded rationality [110] is used in many applications. Instead of assuming an om-
niscient individual, this approach deals with the fact that humans can only grasp and utilize a
certain amount of information for their decision making process. However, since an airline prod-
uct is mainly defined by abstract attributes like cost and cancellation fees, the airline market is
much more transparent for the customer than, for example, the retail industry or automotive
market, where features like design or quality of materials are much more important, but can-
not be quantified as easily. We feel that, for our application, the complexity arising from the
treatment of bounded rationality vastly outweighs the benefits. We will therefore assume perfect
rationality for the rest of this work and leave the inclusion of bounded rationality for further
research.

Definition 2.1.9 (Deterministic Decision Rule) Let X denote the random variable describ-
ing the attributes of the decision maker, taking values in the customer space C. Each product,
described by a number of attributes, is an element of the product space P. A decision rule is a
function that maps a customer and an offer set to the customer’s choice, which is an element of
the offer set, and that satisfies the transitivity assumption (Definition 2.1.1).

In other words, it is a function

pCxP(P)—>P (2.6a)
(x,8) = p*(x,8) €S (2.6b)

mapping a realization x of X and an offer set S to a product p € S. Here, £ (P) is the set of
finite subsets of P.

Applying the decision rule (Definition 2.1.9) to the random customer variable X instead of a
realization x we obtain the discrete random variable p*(X,S) with values in S.

Definition 2.1.10 (Booking Probability) Let S ¢ P be an offer set and p € S a product.
The booking probability for p € S is defined as

0y (S) = dp(X.8) = P [p* (X, S) = p]. (2.7)

When the set of products & = {1,..., M} and their attribute vectors py,...,pyr are fixed, we
again identify product k with the attribute vector py and denote its booking probability by

i (8) = di(X,8) =P [p*(X, ) = pi].- (2.8)

The aggregation problem for discrete choice models is the problem of computing this booking
probability for a known distribution of the customer variable X and a given offer set S.

Definition 2.1.11 (Probabilistic Decision Rule) A probabilistic or random decision rule
maps a realization x of X and an offer set S to a discrete random variable with values in
the finite set S. Because such a finite discrete random variable is uniquely identified by the
respective probabilities of each element in the underlying set, the decision rule can be described
as a function

d:C x P.oo(P) > RF (2.9)
(%,8) = (dp(%,5)) ,ep (2.10)
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Product | ¢ y f Customer | T @ B

A 10:00 | No | 400 1 11:00 | 0.25 | 1000
B 10:00 | Yes | 600 2 18:00 | 0.5 | 1000
C 16:00 | No | 300 3 12:00 | O 400
D 16:00 | Yes | 500 4 16:00 | 0 400

(a) Products (b) Customers

Table 2.1: Data for Example 2.1.2

mapping a realization x of X and an offer set S to a vector of booking probabilities indexed by
the product space, satisfying

dy(x,8) =0 Vpé¢S (2.11)

ng,,(x,S) -1 (2.12)
pe

In this case, the transitivity property of the choice model (see Definition 2.1.1) is equivalent to
dp(x,8") > dy(x,S) VpeS'cScP. (2.13)

In practice it is very hard to directly model a random choice, described by the booking prob-
abilities, without very restrictive assumptions like the ITA property. This is particularly true if
product attributes are not fixed and a realistic model response to a change of product attributes
or availability is required. However, one can derive a probabilistic model from a deterministic one
by treating some of the customer attributes as unobservable. Conversely, many random models
can be transformed into a deterministic rule through the use of additional customer attributes
capturing the random effects.

We will at first only introduce deterministic decision rules and then present a method to use
these to construct a probabilistic model Section 2.1.4. In the discussion of the different options, we
will use an example in order to illustrate the ideas instead of going into too much technical detail.

Example 2.1.2 We consider airline customers choosing between four products distributed
across two flights departing at different times, with the attributes for each product p = (¢, f,v)
being departure time ¢, price f and a binary variable v indicating whether the product is
refundable or not. There is one refundable and one non-refundable product for each flight.
Product attributes are listed in Table 2.1a. The main customer attributes are the desired
departure time T', a budget B and the probability a that the customer will have to cancel the
booking. Attributes for the sample customers are listed in Table 2.1b. We will use the example
data provided in Tables 2.1a and 2.1b throughout this section.

The goals for a customer are to spend as little money as possible and departing close to
their desired departure time, while staying in their limited budget. The expected cost C' for
customer x = (T, B, «) and product p is given by

(1-«)f if product refundable,

f else. (2.14)

C(X7p) = {

Dominance

An alternative A is said to dominate another alternative B, if A is at least as good as B in all
respects and, as a consequence, alternative B can be removed from the choice set without negative
impact on the outcome for any customer. The concept of dominance can only be used if for
every customer x and every product attribute p; there is an ordering on the possible values for
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p; according to the customer’s preference. In particular, this ordering may not depend on the
values of other attributes. In other words, for two products that only differ in exactly one of their
attributes it must be possible to uniquely deduce the customer’s decision only from the values of
this attribute. This assumption is often satisfied; for instance a customer will always choose the
cheaper one of two otherwise identical products.

In Example 2.1.2, this assumption is satisfied for all three attributes: Clearly, a lower price
is always preferable, as is a refundable product to a non-refundable one, while the preference in
departure time now depends on the specific customer.

If a product p; is at least as good as po with respect to each individual attribute, p; is said
to dominate py. If, for a specific customer, one alternative dominates all other feasible options,
it is obviously their optimal choice in any sensible decision logic. If more than one attribute is
considered, the existence of a dominant alternative is not guaranteed and even depends on the
decision maker’s attributes. For this reason, in practice the concept of dominance is rarely used
as the primary decision rule. However, it is often applied to ensure uniqueness of a customer’s
decision by using a dominance criterion as a tie-breaker.

Example (Continued from Example 2.1.2) Coming back to the above example, we see
that customers 3 and 4 can only afford products A and C. For cust. 4, product C dominates
A. For cust. 3 there is no dominant alternative, because A departs closer to the preferred
departure time, but C is cheaper.

As a generalization, dominance can also be applied to criteria that are derived from product
characteristics and customer attributes.

Example (Continued from Example 2.1.2) The expected cost that a customer tries to
minimize in our example is a good illustration. Using Eq. (2.14), we see that expected costs
for customers 1 and 2 are as follows:

Product A B C D
Customer
1 400 | 450 | 300 | 375
2 400 | 300 | 300 | 250

Thus, product D is dominant for customer 2, because deviation from the desired departure
time as well as expected cost are minimal. Note that product D is not a dominant choice if the
individual product attributes are considered separately, because D is more expensive than C.

For Customer 1 there is still no dominant alternative, again emphasizing the fact that the
existence of a dominant choice depends on the specific customer.

Satisfaction

A customer might decide to only accept alternatives that exceed a certain threshold, called sat-
isfaction level, for all or a subset of the attributes or other criteria that are derived from the
attributes of both the product and the customer. Again, this rule alone does not necessarily lead
to a decision, because it is not guaranteed that exactly one option will be satisfactory. However,
it can be used in conjunction with other decision rules such as dominance. In particular, if a
satisfaction level is chosen for all but one criterion, the concept of dominance can be used on the
remaining one and, excluding ties, a unique decision is guaranteed.

Satisfaction levels can be identical for all decision makers or differ between customers. In the
latter case, individual thresholds are included in the vector of customer attributes.

Example (Continued from Example 2.1.2) The budget constraint in Example 2.1.2 is a
classic example of this kind of decision rule. Combining satisfaction levels with dominance,
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a decision rule could be: Choose the product that minimizes expected cost (Eq. (2.14)) among
all alternatives that satisfy the budget constraint and depart within four hours of the desired
departure time.

Lexicographic rules

By ordering the attributes or other decision criteria with respect to their importance to the de-
cision maker, a decision can be obtained by maximizing the most important criterion first and
consecutively using the other criteria as tie breakers in decreasing order of importance. This kind
of decision rule is problematic, because in most cases only one criterion is relevant, while all others
can be arbitrarily unfavorable without having an influence on the decision. As a consequence, the
trade-off between upsides and downsides of different options cannot be reasonably modeled.

Utility

All of the rules presented above suffer from the non-comparability of different product attributes or
derived decision criteria between each other. Yet, in practice a customer will generally try to choose
the alternative that has maximum expected overall use for them. Therefore a natural decision rule
is to choose the product that maximizes their personal wtility, which is a scalar measure for the
all-around usefulness of a product depending on the particular customer.

Definition 2.1.12 (Utility) A wutility function is a scalar function

wCxP >R (2.15a)
(x,p) = u(x,p) (2.15b)

mapping a customer x and an alternative p to a measure of utility u(x,p). In general we do not
make any assumptions regarding continuity or smoothness of u.

A customer x will then choose the product that maximizes their personal utility u(x,-). In order
to ensure a unique optimal decision, an additional criterion has to be used as a tie breaker in case
multiple products maximize u(x,-). Common choices are an arbitrary fixed ordering on the set of
products or a lexicographic decision rule (see above).

In some models, the utility function can simply be derived from a descriptive criterion such as
minimal expected cost or travel time. Here, a value of the utility function usually has a unit and
a direct interpretation and hence carries a good deal of intrinsic information. A utility function of
this type is called a cardinal utility. The model can then even be used to compare products that
are fundamentally different in the attributes that define them.

Example The criterion of minimal expected cost (Eq. (2.14)) introduced above can be used to
compare the products defined in Example 2.1.2 with different modes of travel such as renting
a car or going by train, assuming that expected cost can be computed for all relevant options.

On the other hand, if the utility is only used to capture the trade-off between attributes, often
the value of a utility measure does not convey any information on its own. It only provides a way
to compare two or more products using the exact same utility function and is called an ordinal
utility. However, the parameters involved are often very descriptive and carry a lot of information
about customer behavior.

Example Instead of the satisfaction constraint on the departure time, we can model the com-
promise between price and favorite departure time by using the utility function

wCxP >R (2.16a)
(x,p) = C(x,p) + 3T - 1 (2.16b)
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where again C(x,p) denotes the customer’s expected cost as in Eq. (2.14) and the parameter
0 is one of the following:

e A global parameter
e An additional customer attribute (possibly correlated to the other attributes)

e A scalar function depending on the customer attributes, for example modeling the fact
that a customer with a higher budget will be willing to pay a higher fare difference than
someone with a lower budget in order to get a more convenient flight time:

6(x) =B
with a global parameter $ and budget B.

In any of these cases & quantifies the virtual cost a customer associates with the absolute
deviation from their expected departure time.

In order to directly estimate the abstract quantity of utility from actual data and to give it a
meaning, it has been proposed to assume that utility is proportional to the willingness-to-pay of a
customer with respect to the given product:

Utility is taken to be correlative to Desire or Want. It has been already argued that
desires cannot be measured directly, but only indirectly, by the outward phenomena to
which they give rise: and that in those cases with which economics is chiefly concerned
the measure is found in the price which a person is willing to pay for the fulfillment or
satisfaction of his desire. (A. Marshall, 1895 [85])

Of course in this interpretation it does not make sense to consider price to be a product attribute.
Through experiments involving different prices and only one product at a time, the economist
can then theoretically estimate utility directly. In practice, however, the existence of multiple
competing alternatives will usually not allow the analyst to reliably estimate willingness-to-pay.

In many applications a utility based model, often combined with one more of the other criteria
presented above, is the most plausible way to describe customer choice. The main advantage
from the analyst’s point of view is that the problem is reduced to finding a good utility model.
Instead of having to deal with correlation of demand between different products, one only has to
consider one customer and one product at a time. Given a utility model, choice probabilities for
an unknown customer can be described in terms of the parameters of the known distribution of
customer attributes (Eq. (2.7)). This way, the high-level problem of modeling aggregate demand
depending on the attributes of all alternatives, including substitution effects, can be transformed
to a lower-level problem. Depending on the customer model, the explicit computation of booking
probabilities through this representation has to be performed numerically (see Section 2.2.

Having defined a utility model, practical application requires estimates for the parameters
that define it. If choice probabilities can be derived analytically from the utility function and the
distribution of customer attributes, one can obtain a joint estimate of the vector of parameters from
historical data using standard statistical methods for parameter estimation. Whenever some or all
of the parameters defining the utility function have a direct interpretation, individual parameters
can also be measured directly, for example by carrying out surveys.

Remark 2.1.13 (Constant Utility) In our formulation as presented above we move all ran-
dom components of the model to the decision maker and interpret them as effects arising from
random customer attributes, following the assumption that the customer will make a perfect
decision based on their attributes and that the market is fully transparent.

The constant utility model is an alternative way of dealing with randomness and assumes
that the variables that affect utility, most importantly attributes of customers, are determinis-
tic. Randomness of choice arises from a modified decision rule, where the customer does not
necessarily choose the alternative with the highest utility, but the customer’s choice follows a
discrete random distribution on the set of alternatives, where the individual choice probabilities
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for each option depends on the utilities. The obvious problem with this approach is that one
has to model the distribution and its dependence on the utilities explicitly. This is particularly
complex because one such distribution has to be provided for every subset of the total set of
products, and all of these distributions have to be compatible with each other in terms of the
transitivity property (Definition 2.1.1).

The easiest and most common constant utility model is derived from the choice axiom intro-
duced by Luce [79], which states that, if some elements of a choice set are removed, the relative
probabilities of the remaining alternatives do not change. The property is closely related to ITA
(see property 1), although in this case we are trying to model the choice probabilities for a single
known customer while a general choice model tries to model booking probabilities for an set of
unknown customers. Since the effects of the choice axiom are largely the same as those of IIA,
models of this type cannot be applied in our case.

Most approaches at alleviating these problems again use hierarchies and are similar to the
attempts to deal with IIA. Thus, none of the generalizations are very useful for the application
at hand.

Random decisions

In the literature, a common scenario is that all alternatives have fixed attributes and all products
and decision makers can be uniquely identified. Under these assumptions it is possible to satisfy
the predictability condition stated above while still allowing two customers with the exact same
attributes to make different decisions. This can for example be modeled using a random error term
in the utility function (see below) for each customer/product combination.

Since we intend to optimize on the products’ attributes, we need our model to yield consistent
results with respect to changes in attributes. In addition, we expect that after a permutation of the
set of alternatives the customer will still choose the same product. Thus we cannot allow the choice
to depend on an arbitrary label assigned to a product, such as a product name. Instead, the choice
has to depend only on attributes of the alternatives and the customer. Any random influences,
such as error terms in the utility function, must be modeled as dependent on the customer and the
anonymous product as defined by its attributes. One way to construct a random demand model
that satisfies these requirements is the following:

2.1.4 Derived customer models

In some cases not all customer attributes are observable to the analyst, and as a result the decision
made by a customer may seem like a random decision instead of a deterministic one. In order to
be able to use the data we do have, we derive a probabilistic customer model from a deterministic
one as follows:

Let P, X and C be as above. Let p* be a deterministic decision rule. We introduce a random
vector Y with values in D that only contains some of the information contained in X. We can
then derive a probabilistic model for Y from the deterministic decision rule for X. Let

mC—>D (2.17a)
x > 7(x) (2.17b)

be a measurable function mapping a customer instance x to the observable information vector
y = w(x). Although we do not impose any restrictions on 7 it will often be the projection to a
subspace of C, simply discarding some of the attributes.

A random customer is described by the random variable Y = 7(X) with values in the customer
space D following the probability distribution induced by the distribution of X.

The probability of customer y purchasing product p among the alternatives S is the conditional
choice probability of a random customer X given that m(X) = y:

dp(y,8) = dp(X | Y =9, 8) =P [p(X | Y =¢,5) = p]. (2.18)

Now, by definition of d and the probability distribution of Y, we see that the overall choice
probabilities satisfy
dy(Y,S) =d,(X,S). (2.19)
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2.2 Aggregation

The application of a discrete choice model for optimization purposes requires the possibility to
compute measures of aggregate demand, such as an expected value for the number of customers or
the arrival rate of a Poisson process. Most customer models assume that customers arrive one by
one and make independent booking decisions depending on the set of alternatives they are offered.
For most practical applications it is reasonable to assume that the offer only changes finitely often
over the selling horizon. Let I = [¢%,¢°] € [0,7"] be a subset of the booking horizon with a constant
offer set S ¢ P. Depending on the type of demand model that is used, we then distinguish the
following two cases:

Stochastic Arrival Process Let N be a stochastic arrival process on I that describes the arrival
of individual customers. The booking process N, on I for each product p € S is then a
filtration of N.

Example 2.2.1 (Poisson arrival process) Let A denote the (time-dependent) rate of
the Poisson arrival process N on I. Because the individual booking decisions are inde-
pendent between each other and independent of IN, the filtered process is again a Poisson

process with rate

where d,(t,S) is the probability that a random customer arriving at time ¢ will book
product p given the set of alternatives S.

Number of Arrivals Let N be a random variable describing the number of customer arrivals
during the interval I and assume that decisions are independent between each other and
independent of N. The expected number of bookings for product p can be computed as

E[N,]=E[N]d,(I,S) (2.21)
where the booking probabilities
dy(I,S) =dy(t,S) Vtel (2.22)
are constant on /.

In other words, aggregate demand for each product given an offer set can easily be derived from
the booking probabilities d. The remainder of this section will therefore be concerned with the
computation of d(t,S) for a fixed t. We will omit the explicit dependence of d on the request time
t for the sake of simplicity.

By definition (see Eq. (2.7)) the booking probability is given by

dy(S) = f dy(X,S) dX, (2.23)

where d,(x,S) denotes the booking probability for a fixed customer x. In the following we will
always assume that the distribution of X is described by a (generalized) density function

f:C > R. (2.24)

Equation (2.23) then becomes

dy(S) = fc F(x)dy(x, S) dx. (2.25)

For the actual computation we have to distinguish between two cases:

Deterministic Decision Rule In case the decision rule is deterministic we can partition the set
of customers as follows.
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Definition 2.2.1 (Customer Set) Let S ¢ P be a finite offer set and p € S. The cus-
tomer set X,(S) is the set of customers who decide to book product p given the set of
alternatives S. It is given by

Xp(8) = {xeClp"(x,8) =p}. (2.26)
Now we see that, by definition,
dp(S) =P (X e X,(S)) (2.27)

and, since in this case d,,(-,S) is just an indicator function for X, (S), Eq. (2.25) becomes

B(S)= [, o () dx (2.28)

With Eq. (2.28) we can decompose the problem into two sub-problems:

(1) Identifying the customer set X, (S). The computational complexity of this step heavily
depends on the decision rule. The set &,(S) is independent of the distribution of X,
but only depends on the decision rule and the product characteristics of all alternatives.

(2) Computing the probability that X € X}, (S). Here the decision rule that was used and
the attributes of the alternatives only enter implicitly trough X, (S) and the result only
directly depends on the distribution of X.

Probabilistic Decision Rule In this case the evaluation of d amounts to a straight-forward com-
putation of the integral in the right-hand side of Eq. (2.25), if for every customer x, choice set
S and product p € S the booking probabilities d,(x,S) are continuous and almost everywhere
continuously differentiable in both x and the attributes of the alternatives contained in S.

2.2.1 Common methods

In the following we will summarize a number of exact and heuristic methods that are commonly
used to solve the aggregation problem in order to be able to discuss their respective shortcomings
with respect to our application and thus justify the introduction of a new approach.

We will again use an example to illustrate the ideas.

Example 2.2.2 Consider a customer model where the only customer attribute is a budget.
Assume the budget is non-negative and its distribution has the density function

Ry —>R
x ~ f(x).

The offer set contains the products 1,..., M with strictly monotonous prices f; < --+ < far.
Assuming that price is an indicator for quality, the customer will purchase the most expensive
product they can afford. Then the booking probabilities can be computed as

e
dk:ffklf(x)dx Vk=1,...,M-1 (2.30a)
k

das = ff Cfe0da (2.30D)

Analytical integration

If the decision rule as well as the distribution of X are simple enough, it is sometimes possible to
compute the value of d,(S) analytically as a function of the attributes of p and the alternatives
contained in S.
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Example If the density function f has an anti-derivative, a closed functional form for d can
be computed by solving the integrals in Eq. (2.30) analytically.

The most prominent cases are the multinomial logit and multinomial probit models presented
below. The general idea is to use a utility based model with a (possibly random) utility function

u(x,p) =0"x+1"p+exp (2.31)

that is linear in all attributes. The systematic components of the utility are modeled via the
coefficient vectors 6 and 7, which describe the linear dependence of the utility on customer and
product attributes respectively. The error term € adds a random component, which is independent
of customer or product attributes. Assuming a certain joint distribution for the error term e, one
can analytically compute aggregate demand as a function of x and p.

Nested numerical integration

If the distribution of X is described by a density function that can be easily evaluated and the
shape of the set of customers we are integrating over is sufficiently well-behaved, we can directly
apply numerical integration techniques to Eq. (2.25).

Example This is particularly easy if there is only one customer attribute with a known distri-
bution. For example going back to Example 2.2.2, which uses a deterministic decision rule, we
see that, if the density function f can be evaluated efficiently, d can be computed numerically
by applying standard quadrature methods to the integrals in Eq. (2.30).

In higher dimensions the model has to be chosen in a way such that one can easily determine
the customer set X, (S) that the respective integral runs over. For a probabilistic decision rule this
is the is the whole customer space, while for a deterministic decision rule it is a subset.

If possible, the naive approach is to describe X, (S) by lower and upper bounds x;- (x1,...,%j-1)
and x}l(xl, ...,x;-1) for the individual n attributes, each depending on the values of all preceding
attributes (w.r.t. an arbitrary ordering). In this case the right-hand-side of Eq. (2.25) can be
written as the nested integral

Xy xp(x1) X (X1, Xn-1)
dy(S) = [x fx [{ f(x)dxy, ... dxg dx;. (2.32)

11 l2(x1) ln(xlv""x"*l)

The booking probabilities can then be computed using nested calls to a one-dimensional numerical
integration routine. This approach can be implemented easily, but does not scale well with growing
dimension n. On top of performance issues, error control of adaptive methods will fail, because
they usually assume that the integrand can be evaluated accurately. Since the integrand for the
outer integrals is computed by an inexact quadrature rule as well, this assumption is violated.

Instead of the nested formulation we propose to use higher dimensional adaptive quadrature
rules if the shape of &, (S) permits it. For more detail see Chapter 7.

Monte Carlo methods

The class of Monte Carlo integration methods is a set of algorithms for the computation of (usually
higher dimensional) integrals that use repeated random sampling. Consider the integral

I= fX f(2) de (2.33)
where X ¢ RV and
f[fX->R (2.34)

is square-integrable.
The plain Monte Carlo method for Eq. (2.33) works as follows:
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(1) Choose a superset Y 2 X such that one can easily draw IID random samples from a uniform
distribution on Y.

(2) Extend f to a function on Y:

fiY >R (2.35)
ifyeX
y {g(y) elie ’ (2.36)

(3) Draw n such samples y1,ya,...,yn €Y.

(4) Compute an estimate of I as

1= A0S fy) (2.37)
where
V(Y)= /; 1dy (2.38)

is the volume of Y.

It is a direct consequence of the Central Limit Theorem [122, Chapter 18], that the RHS of

Eq. (2.37) converges to the true value of I as n — co with an expected error proportional to ﬁ

Remark 2.2.2 Due to the fact that samples that are not elements of X do not contribute any

information to the integral, the method becomes more accurate when the number of these points
is reduced. More specifically, the expected error of the estimate is proportional to “;g(; [56].
Thus it is favorable to choose Y as small as possible, preferably even Y = X if samples can be

drawn easily from X.

More accurate results can be obtained with techniques that aim at reducing the variance of the
estimate using a fixed number of sample points. Two well-known algorithms are the VEGAS-
algorithm [75, 76], implementing importance sampling [57, 86], and the MISER-algorithm [101],
implementing adaptive stratified sampling [45].

Average individual, classification and statistical differentials

The basic idea behind the average individual method is to generate a customer & that will represent
the whole population of the customer set X,,(S), with the natural choice for Z being expected value

z=E[X]. (2.39)

The behavior of a random individual X is then assumed to be identical to the behavior of the
average individual.

While for a probabilistic decision rule this approach might provide viable results, it will yield
an aggregate demand of zero for all but one product for deterministic rules, which makes it utterly
useless in this case.

Classification is an extension of the average individual method where the set of potential
customers is clustered into disjoint subsets according to their attributes and the average individual
method is applied to each customer group. This accounts for different behavior depending on
customer attributes and thus yields much better results.

The method of statistical differentials is a different extension of the average individual method,
which only applies to probabilistic decision rules. The idea is to expand the integrand as a Taylor-
series around the average individual and to integrate the (truncated) series over the same integra-
tion region. This way, the result contains approximate information about variation of the booking
probability with respect to variation in customer attributes.
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2.3 Widespread models

In this section we will quickly review some models that have successfully been used for demand
analysis in various applications in the past. These models differ from the general setting introduced
above in that customer attributes are not always used explicitly but rather enter implicitly through
generic error terms. We will first introduce some basic notation that we will use as a foundation
and then give a short overview over assumptions, benefits, and drawbacks for each of the individual
models.

We denote by P the set of all potential choices for the whole population and by S,, € P the set
of potential choices for decision maker n with finite cardinality |S,| = M,,. We split the utility g,
for decision maker n and product k € §,, into a deterministic and a random component:

Uk,n = Vk,n + €k on- (240)

Here, the vector V., measures the systematic component of utility while €., is a random distur-
bance. We assume that the distribution of ¢ is given by the joint density function f(e1n,...,€m, n)-

Customer n will choose the alternative that maximizes utility, in other words they will choose
ke S, if and only if

Ukm > Ugs o, Vi €S,k +k (2.41a)
= Vk,n +€pn 2 Vk’,n + € n (241b)
- Vk:,n - Vk’,n 2 €k’ \n ~ €k,n- (2410)

The probability of customer n choosing alternative 1 is then given by

P,(1) =P(u1, > Iglgxuk7n) (2.42a)
€ n
=P(VkeS, ~ {1}t ui > upp) (2.42b)
=P(VkeS, {1} Vin = Vin 2€k7n_€l,n) (2.42¢)
oo Vin—Va ntern
- fq,n?m .
Vl,n_VIVIn,n"'el,n
/ flerm,- - €m, n)derr, n ... dea, degp (2.424d)
€My, ,n=—00

and analogously for the other alternatives.

2.3.1 Multinomial Probit

We will only give a very rough outline; a thorough treatment of multinomial probit (MNP) can be
found in the book of Greene [52].

The MNP model assumes that the error term e. ,, for each decision maker n follows a multivari-
ate normal distribution with mean 0 and variance-covariance matrix ¥. Because the cumulative
distribution function (CDF) of the normal distribution cannot be expressed analytically, compu-
tation of the booking probabilities requires a numerical solution of the higher dimensional integral
in the RHS of Eq. (2.42d).

The main advantages of MNP over other models is the fact that variation in customer taste
variables can be incorporated naturally under certain conditions. Assume that utility is linear in
both product and customer attributes:

Uk = Xp Ay + €k (2.43a)
=X, Agr + (X, Agk + €xn) - (2.43b)
—
€

Here, the taste vector x,, = X,, +X,, of decision maker n is a random variable that can be decomposed
into its expected value E [x,,] = X,, and the deviation X,, from this average. The vector of attributes
associated with the k-th alternative is denoted by gp, the matrix A describes the relationship
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between product attributes and customer preferences, and ey, ,, is again a random error term. If we
assume that x, (and thus X ,) and €, are normally distributed, then the combined error term
e,’;,n, which is a linear combination of these, is normally distributed as well. By construction it has
mean zero. The variance-covariance matrix ¥c-of €7, is given by

S = B + QTATELAQ (2.44)

where ¥ and Yy are the covariance matrices of €., and X., respectively and @ is the matrix of
product attributes, consisting of the columns g1, ...,qum,,-

Although some progress has been made, the high computational cost for the estimation of
booking probabilities usually still outweighs the benefits. Therefore, MNP is rarely used in practice.

2.3.2 Multinomial Logit

In contrast to MNP, the multinomial logit (MNL) model can be handled very well analytically,
which makes it much more suitable for large scale applications. On the other hand, MNL depends
on much stronger restrictions and has the undesirable ITA property. Proofs for the following
statements and a detailed description of the MNL model can be found in the book of Greene [52].
For an application to the travel sector see Domencich and McFadden [34].

Assume that for every decision maker n the error terms € ,, in Eq. (2.40) are

(1) independently distributed,
(2) identically distributed,
(3) Gumbel-distributed with a common location parameter 1 and scale parameter p.

Here, (1) and (2), stating that the random error terms are IID, are very strong assumptions. Since
we can always move constants into the systematic component Vj, ,,, the fact that for fixed n all €,
share the same 7 does not pose any problems. However, not only are the error terms independent,
the fact that they also share the same p implies that all error terms will have the same variance.

Using these assumptions together with some basic properties of the Gumbel distribution and
Eq. (2.42a) it is fairly straightforward to show that for every decision maker n and every alternative
keS,:

ePVin

Zk’esn etVirn

As a direct result one sees—by removing an arbitrary element from S,—that MNL satisfies the
ITA property (see property 1).

When MNL is extended to a model with random taste parameters, the integral in Eq. (2.42d)
cannot be solved analytically and thus the choice probabilities do not have a closed functional
form.

P, (k) = (2.45)
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Chapter 3

Capacity control

Arguably the most famous quote on the goal of Revenue Management is the following, taken from
the 1987 American Airlines Annual Report [111]:

“The objective of yield management is to maximize passenger revenue by selling the
right seats to the right customers at the right prices.”

Here, “right” of course means “right from the airline’s perspective”. In other words, the objective
is to use the resources available as efficiently as possible by maximizing profit selling the limited
stock that is available.

Revenue Management techniques can be applied in any situation where a finite, fixed inventory
has to be sold out as profitable as possible. In the airline context, one tries to generate optimal
revenue using all seats provided on all flights included in the schedule, while in the hotel or car rental
businesses the limited good is the supply of rooms or cars respectively. Some other examples are
department stores during clearance sales, theaters, or cloud computing providers selling hardware
capacity. Because the application we are looking at in this work depends on some of the unique
properties of the airline world, we will only cover the airline case. The interested reader can find
detailed information about other applications of RM in the book of Talluri and van Ryzin [117,
chapter 10].

In this chapter we give a summary of the different problem formulations and solution methods
for the capacity control problem, which is the main focus of classic Revenue Management (RM).
First, we will clarify the setting in which capacity control takes place and give an overview over
the basic input data that is common to all approaches one can take to tackle the problem. We will
then review the history of RM and list some of the most influential publications on the subject.

In this work we will solely focus on the standard approach to RM, where the problem is split
into two major sub-problems: demand forecasting and optimization. A demand model estimated
from past observations is used to create a forecast for future demand. This demand forecast is
then used as input to mathematical optimization algorithms in order to determine revenue-optimal
control parameters. We will cover both aspects in Sections 3.3 and 3.4 and will describe in detail
some of the methods that are most commonly used in practice at the moment.

3.1 Problem definition

The capacity control problem is characterized by the following data:

e The schedule, consisting of a list of flights including the respective flight times, origin and
destination. Each flight in the network is a resource with limited stock (capacity). We will
denote the set of resources by R = {1,...,m} and a single flight by r € R.

e Capacities for each compartment on each flight. We denote the capacity of flight r € R by
Cr.

e A set of booking classes or products P = {1,..., M}, where each product k € P is has fixed
product characteristics and a fixed price.
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e The resource consumption matriz A € {0,1}™*M that describes which products use which
flights in the network. The entry a,; = 1 if and only if product k& uses resource r and zero
otherwise.

e The estimated yield for each booking class, measuring how much expected revenue a booking
in the respective class will yield for the airline. This yield can differ from the price of the
product from the customer’s perspective, because not all that the customer pays is income
for the airline. The yield is the product’s price minus taxes, fees (e.g. airport fees, credit
card fees) and marginal costs (e.g. distribution costs, fuel), and possibly increased in order to
reflect expected revenue generated by selling additional services like extra baggage or lounge
access. We denote the yield of product k£ by yg.

e The booking horizon or selling period [0,T]. Selling starts at time ¢ = 0 and ends at the time
of departure t = T, where remaining inventory is spoiled and becomes worthless to the seller.

In addition, the capacity control problem requires a model for customer demand. Different ways
to model demand lead to slightly different version of the capacity control problems and therefore
different solution algorithms, which are presented in the following sections.

The airline’s goal is to maximize overall expected revenue over the course of the booking
horizon. In order to maximize revenue, the airline must avoid spoilage (i.e. empty seats at the
time of departure) as well as spill (high-value demand that is turned away because of limited
remaining capacity) as much as possible, while exploiting the customers’ willingness-to-pay at the
same time. That is, one attempts to reserve enough capacity for high-value customers arriving at
the end of the booking horizon, but at the same time, because an empty seat becomes worthless
at departure, to sell out as many seats as possible.

The classic capacity control problem in RM is sometimes also called the availability control
problem. It assumes that the airline can exercise control over the booking process by varying
booking class availability, i.e. deciding which subset of products can be purchased at every time
during the booking horizon. As bookings occur they are observed by the seller, who therefore
gains information about the realization of the random demand process and can update controls
accordingly.

An alternative to this classic approach is dynamic pricing, which uses varying prices instead
of availability as a means of control over the booking process. In this case price—and therefore
also the yields yr—of each product k is not fixed, but becomes a time-dependent control variable.
While in theory dynamic pricing gives the airline finer control over the booking process, availability
control is still the method used by almost all large network carriers today, mostly due to limitations
inherent to the booking mechanisms implemented in the major Global Distribution Systems (GDS)
that are currently in use (see Chapter 4).

In practice, many parameters of the capacity control problem can vary over time or can be
uncertain. Among other things, capacities change due to aircraft changes, routes and flight times
change due to schedule changes, and demand varies depending on competition or other external
factors. In addition, cancellations and no-shows are frequent in practice, forcing airlines to regularly
overbook their flights in order to avoid spoilage. As is common in RM literature unless one wants
to address one of these topics specifically with the methods presented, we will omit all of these
effects from our analysis and instead assume that all input data is given and fixed. Our analysis of
the dynamic program in the following sections can be extendet to methods from the RM literature
that incorporate cancellations and overbooking in the dynamic program, e.g. as presented by
Sierag et al. [109].

3.2 History and literature

RM had its origins in the US, where between 1937 and 1978 air traffic was regarded as a public
utility and highly regulated by the Civil Aeronautics Board (CAB), including the selection of routes
and flight schedules and, in particular, fixed fares for each route.

Therefore, early RM methods were only concerned with the problem of efficiently managing
capacity using overbooking. With the Airline Deregulation Act of 1978 control over fares was
gradually handed back to the airlines. In the developing competitive market it quickly became
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clear that profitability was strongly linked to the ability to leverage the newly gained freedom in
pricing decisions. However, the main focus remained on inventory control, now with availability
control mechanisms added to the RM toolbox. The last decade of the twentieth century was
characterized by a strong focus on O&D control. The pricing side of RM, dealing with customer
behavior and—in particular— willingness-to-pay, was not incorporated into RM tools until the
mid 2000s.

Inventory was initially controlled by means of static protection levels on flight level for each
booking class. Protection levels were computed based on simple demand volume forecasts for
each individual booking class. The first mathematical optimization method for the airline seat
allocation problem was introduced by Littlewood in 1972 [78]. In 1987 Belobaba introduced the
heuristic EMSR, which extends Littlewood’s rule to the case of more than two booking classes [3].
EMSR and its numerous variants quickly became the industry standard and are still used today.

In contrast to these static control policies, dynamic policies take into account both the remaining
time to departure and remaining capacity and can therefore react dynamically to the inherent
volatility of the demand process. The corresponding dynamic optimization problem very naturally
lends itself to a dynamic programming formulation, which first appeared in the RM literature in
the early 1990s [74, 46] and has quickly gained popularity in industry practice.

In the late 1990s and early 2000s most large network carriers implemented O&D availability
control schemes as replacements for the existing leg based systems in order to better handle network
effects. Even with leg based forecast and optimization, O&D steering—e.g. bid price control—
helped to account for the price differences between tickets sold on different markets and POSs. The
transition to O&D forecasts allows to deal more accurately with external effects such as schedule
changes or large peaks in demand during special events (e.g. holidays, sports events, congresses).
Lastly, different heuristics for the computationally intractable stochastic network optimization
problem were developed and quickly implemented in industry practice [117, sec. 3.3].

Through all of these developments, methods still worked under the assumption that demand is
independent between booking classes, i.e. that fare restrictions like booking flexibility effectively
separate the market into disjoint customer segments where each customer segment is only inter-
ested in exactly one booking class. As low-cost carriers entered the market with very simple fare
structures and low prices, they forced the traditional network carriers to drop fare restrictions in
order to stay competitive. In this scenario the independent demand model was not only theoret-
ically unsuitable but has also been proven to have systematic deficiencies like the so—called spiral
down effect in demand forecasting.

In the first decade of the 20th century RM research focused on the development of demand
models that can capture customer choice behavior. Early models, like the @-forecast model of
Belobaba et al [5, 6], assumed a so-called fence-less fare structure without fare restrictions and
thus were not directly applicable for network carriers, who still worked with partially restricted
fares. The Q-forecast was extended to the hybrid forecast model, which aims to deal with price
sensitivity as well as product awareness by splitting demand into so—called priceable demand and
yieldable demand.

Even though demand models and forecasting techniques became much more complex, it turned
out that the corresponding choice-based optimizations problem can be transformed to equivalent
independent-demand problems using the fare transformation of Isler and Fiig [63, 42].

3.3 Demand modeling and forecasting

From the customers’ point of view, booking is a two step process. The potential customer first
requests availability of all relevant products from the provider and then—based on the set of
alternatives they are offered—makes a decision which product to purchase or not to purchase
anything at all. Therefore, one has to model customer arrival as well as customer choice. After
discussing customer arrival first, in the rest of this section we will introduce the most prominent
choice models in revenue management Estimation of model parameters based on observed bookings
is generally done via pickup methods, such as exponential smoothing, or filter methods, for example
a moving average.

47



Capacity control

3.3.1 Customer arrivals

Customer arrival is modeled through stochastic processes, most frequently using inhomogeneous
Poisson processes. This strong assumption is justified if one assumes that all systematic effects on
demand are known and randomness only arises from a large number of potential customers making
independent choices. Under weaker assumptions, e.g. when there is additional unknown variance
in the underlying population or if choices between individuals are correlated, more complex models
such as semi-Markov processes have to be used.

For technical reasons the booking horizon is often discretized using a fixed grid of so—called
Data Collection Points (DCPs). A simpler model that uses a finite number of random variables to
describe the number of customer arrivals in each time interval can be derived from the stochastic
process. The problem of estimating arrival rates on a continuous time scale is then reduced to the
problem of estimating a finite number of distribution parameters.

The formulation as a time-continuous stochastic process seems much more natural, for various
reasons. Each customer does indeed arrive at a specific point in time, and the order in which
customers arrive potentially makes a difference in the result of their request. This is immediately
reflected in an arrival process, while one has to model order of arrival explicitly if a fixed time
interval with potentially multiple arrivals is considered. The approach also allows for a much
larger degree of freedom and flexibility, for example by using a batch process in order to model
group bookings.

On the other hand, unless the process is assumed to be homogeneous, it depends on time-
dependent parameters. Without any assumptions on structure of these parameters as a function
of time, this leads to an infinite dimensional space of potential models and makes the estimation
problem practically infeasible. Therefore, given a fixed discretization of the booking horizon, the
arrival rate is often assumed to be piecewise constant, piecewise linear or otherwise described
by a parametric curve. Even then, for a generic stochastic process such as a Markov Arrival
Process estimation is very complex and often depends on a-priori knowledge of some of the model
parameters.

As aresult, in practice one usually divides the booking horizon [0, 7] into a finite number of time
slices and assumes that the number of customers arriving in each follows the same parametrized
distribution. More precisely, given a partition of [0,T]

O=t1<t2<"'<tn+1:T (31&)
Ii:[ti7ti+1:|7 Vz':l,...n (31b)

one assumes that the number of customers N; arriving in each interval ¢ follows the same random
distribution, parametrized by the vector ;. The estimation problem is then reduced to the problem
of estimating the «; which, depending on the selected distribution, can be very simple.

Example 3.3.1 The most common model in practice uses an inhomogeneous Poisson process
with rate

X[0,T] >R
t = A(t)

for customer arrival. Using the notation of Eq. (3.1), for each ¢ the number of customers arriving
in interval I; is a Poisson distributed random variable N; with expected value A; = fti“l A(t)dt.
Once the time discretization tq,...,t,+1 is fixed, only the finite length vector of parameters
(A;)1<i<n needs to be estimated.

However, the memorylessness property of the exponential distribution governing the time
between arrivals leads to a fixed variance for N;, prohibiting the use of a Poisson process
whenever variance is of particular interest.
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Example 3.3.2 Although strictly illegitimate because its values are neither discrete nor non-
negative, a normal distribution is often assumed for the N;, mainly because parameter esti-
mation is then very simple and computationally efficient. Despite its drawbacks, the use of
a normal distribution can be justified: The normal distribution with mean g and standard
deviation /i is a good approximation of the Poisson distribution with mean pu, if p is large,
i.e. p> 1. In case the variance is high enough that the probability of negative arrivals becomes
significant, a truncated normal distribution can be used instead to ensure non-negativity.

In the following we denote by D(t) the aggregate demand or simply demand at time ¢, which—
depending on whether we are considering a stochastic process or a fixed interval formulation—refers
to the arrival rate at time t or the expected number of arrivals in the respective interval I;.

Let P = {1,...,M} be the fixed set of products. Whenever a customer arrives, the airline
can choose which of these products are made available for sale at that point in time. Therefore,
each customer chooses from a subset of the full set of products, which, following the notation of
Chapter 2, we denote by S € P. We assume that customers’ choices are independent between each
other. Then, given an availability S ¢ P, aggregate demand Dy (¢,S) at time ¢ for product k € P
is given by

Dy(t,8) = D(t)dy(t,S), (3.2)

where di(t,S) is the probability of a random customer at time ¢ booking product k given the set
of choices §. The booking probabilities obviously satisfy

Vte[0,T],YkeP k¢S = di(t,S) = 0. (3.3)

Using the above formulation, booking rates for each product depending on an offer set are de-
composed into an offer-independent arrival rate and offer-dependent booking probabilities for each
customer. Once the choice model is known, arrival rates can generally be estimated fairly easily
using statistical methods for univariate time series.

In the following sections we will give a short overview over the most commonly used choice
models in current airline RM practice. In order to simplify notation we will omit the potential
dependence of parameters on the time ¢ or the interval I;.

3.3.2 Independent demand

Before the rise of low cost carriers and the related change in consumer choice behavior it was com-
mon practice to assume that the restrictions imposed on fares were strong enough to separate the
market perfectly, causing demand to be independent between booking classes. In other words, in
the independent demand model each customer requests availability of exactly one specific product
P, books the product if it is available and does not book at all otherwise.

In the corresponding choice model the customer X is a one dimensional discrete random variable
with values corresponding to the customer’s preferred product. Thus the booking probability dp
is independent from the availability of other products. The model is uniquely determined by the
parameters pp, quantifying the probability that a random customer is interested in purchasing
each product P. Booking probabilities are given by

inde wp if Pe Sa
dRdeP(8) = 3.4
P (S) {0 else. (34)

3.3.3 Q-Forecast

The Q-Forecast, introduced by Belobaba and Hopperstad [5, 6], is a forecasting model designed to
fit the business model of low-cost carriers and assumes that all products are identical except for
their price. Thus, given availability S ¢ P, demand will only be nonzero for the product with the
lowest price among the elements of S, which we will denote by min(S).
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The idea is to estimate demand for the cheapest booking class contained in P, which at the time
was called the Q-class in the considered product structure, and sell up potential from this class
to the more expensive products. We can assume w.l.o.g. that every customer would purchase the
Q-class if it is available, in other words dq(S) =1 if Q € S. The model assumes an exponentially
distributed willingness-to-pay as the only customer attribute, which leads to the relation

d3(S) = (3.5)

else

{ek(l-ffé?)) if = min(S),

with the following parameters:
e Price elasticity of demand A\ given by

_ In(2)
" frats — 1

where frats is the (time-dependent) fare-ratio at which 50% of the passengers are expected
to sell up.

e Prices f(Q) and f(k) of classes Q and k respectively.

Initially the elasticity parameter A had to be provided manually by the analyst. In recent years
there have been efforts to obtain estimates from historical data [55].

3.3.4 Hybrid forecast

The fare structures that are widespread among network carriers today fit neither the assumptions
of the independent demand model nor those for the Q-forecast: Fare restrictions are used to
differentiate products, but cannot be expected to be strong enough to fully segment the market.
The hybrid forecast model, introduced in 2004 by Boyd and Kallesen [14], aims to deal with these
semi-restricted fare structures. It covers both price sensitivity as well as product awareness by
splitting demand into two categories.

The share of customers who decide purely by price is called priceable demand and is expected
to behave according to the Q-forecast model. The remaining customers are assumed to be purely
product sensitive, and this yieldable demand is modeled according to the independent demand
model.

Aggregate demand is then _ )

DZybrld _ D;Cndep i -D]? (36)

and depends on all parameters present in both models.

3.4 Optimization

Depending on the customer model, different optimization methods can be used in order to compute
an optimal or close to optimal control policy. A control policy is a set of rules that determine the set
of alternatives each customer is offered at the time of their request. In the most general formulation
the airline’s choice may depend on the complete selling history so far. However, if the demand
process is memory-less—for example if it is a Poisson process—the optimal controls only depend on
remaining inventory.

3.4.1 Notation

Let [0,T] be the booking horizon, where ¢ = 0 is the start of the booking period and ¢ = T is time of
departure. Let m denote the number of different resources (i.e. flight legs) and C' € N™ the vector
of initial capacities. Let P ={1,..., M} be the set of products. Each product k € P is defined by
its yield y; and the incidence vector A*, which is the k-th column of the resource consumption
matrix:

A= (ar,k)r=1,...,m (37)
k=1,....M
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Here a,j denotes the number of units of resource r that are consumed by one unit of product
k. In the airline case the entries of A are binary variables, indicating if the travel path, or ODI,
associated to a product includes the respective flight leg or not. Reordering the products, we can
assume w.l.o.g. that the products are ordered decreasingly by their yield so that

Yi2Y222YM-

In this section we will always assume that demand is independent between products. This
assumption is justified, because a general discrete choice model can be transformed into an—for
optimization purposes—equivalent independent demand model on a set of virtual products. This
transformation is described in detail in Section 3.5. The transformed model is equivalent to the
original one in the sense that an optimal control policy for the original problem can be generated
in a straightforward way from an optimal solution for the transformed problem.

Customer arrival can therefore be modeled using a multivariate stochastic arrival process

N(t) = (Nk(t)) jep (3.8)

with mutually independent components Ny (-), i.e. demand for each product k € P is modeled via
the stochastic process N (+), whose realization is independent of the realization of demand for the
other products. Here, Nj(¢) denotes the number of customers requesting (virtual) product k up
to and including time ¢, i.e. in the time interval (0,¢]. In this work we do not consider external
competition or other potential substitute products offered by the airline itself. We therefore call N
the demand process. Due to the way airline tickets are sold and the nature of current reservation
systems, this process has to be considered as unobservable for the analyst.

The airline exercises control over the booking process by deciding on a set of available (virtual)
products at every point in time. The airline’s varying offer can be represented by a multivariate
continuous time stochastic process S(t), called the offer process, taking values in the set {0, l}M7
where

(3.9)

1, if product k is available at time ¢
Su(t) = 0, else

In the following we identify a value S € {0, 1}M with the set of available products {k € P | Sy = 1}.
Because the airline’s offer set usually depends on the booking history, the processes S and N are
not independent. Likewise, the components of S are not mutually independent. On the contrary,
we will show later that, under the independent demand assumption, an optimal policy is nested
in the sense that, if a certain virtual product is available at time ¢, then all higher valued virtual
products are available as well.

Combining the demand and offer processes we can form the booking process B, where By(t)
denotes the number customers who purchased product k up to and including time ¢. An arrival in
the demand process leads to an arrival in the booking process if and only if the respective product
is available at that time. The booking process

dNy(t), if product k is available at time ¢,

3.10
0, else ( 2)

dBy(t) = {

o By(t) = fo 'S (1) AN (1) (3.10b)

for every product k € P therefore again a Poisson process. With the slight abuse of notation

B(t) = /UtSdN (3.11)

we can formulate the classic airline revenue management optimization problem as the stochastic
optimal control problem

max  E[y"B(T)] (3.12a)
subject to AB(T)<C a.s. (3.12b)
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where A is the resource consumption matrix and C' is the vector of initial capacities.

In theory, it is sufficient to just solve Eq. (3.12) once at the beginning of the booking horizon
and then apply the optimal control process over the course of the booking period. In practice, a
re-optimization is performed at certain times during the booking horizon in order to update the
solution depending on additional information that might have become available in the meantime.
All of these problems are structurally equivalent to the one above. If demand is assumed to be
memoryless, i.e. if the observed booking history does not give us any information about the
future of the demand process N, then—if there is no other external source of information—the
assumptions about future demand have not changed. Therefore the optimal solution will be the
same as the restriction of the original optimal solution to the remaining part of the booking horizon.
Note that this is not necessarily the case for heuristic solutions.

3.4.2 Control mechanisms

There are a number of different ways to implement control strategies in practice, each depending on
different assumptions about demand, different data, and specially tailored optimization algorithms.
Control schemes or control mechanisms are rules that specify which products should be made
available based on the history of the booking process. Of course, ideally one would prefer to
use the history of the demand process. But because demand cannot be observed directly, one
has to resort to working with the booking process, which is completely observable for the airline.
For practical reasons, the airline’s decision will often not take into account the full history of the
booking process but rather a set of derived figures describing certain features of the process history.

In the following definition we will use the notion of a system state, which contains information
about the situation the airline is in at a specific point in time during the booking horizon. The
state depends on the initial conditions, for example initial capacities, and events that occur during
the booking horizon. The most frequent events are

bookings, which change the situation by consuming inventory,
cancellations, which free up previously reserved inventory, and
changes of reservation, which can be regarded as a combination of both.

Other events occur less often but have a stronger impact, such as a change of aircraft or the
cancellation of a flight. Because these strong events are rare and therefore hard to forecast, in
practice they are often ignored in short term revenue management and, when they do occur, dealt
with by re-optimizing the whole system under the newly changed conditions. We will therefore
ignore these types of events in the following.

The state of the system is denoted by x € X, where the state space X is the set of all feasible
states and usually contains information about one of the following:

Full booking history The control decisions are made based on the booking process that was
observed so far, i.e. the number of bookings for all booking classes and, potentially, the
chronology of these bookings.

Set of existing bookings Demand in RM is often modeled as being memoryless. Under this
assumption, the history of the booking process does not contain any information about
the demand-to-come. However, the set of existing bookings may carry information about
the probability distribution of future cancellations, which are inherently dependent on the
booking history. In this kind of model, the state of the system at time ¢ is described solely
by the number of existing bookings for each product. The process that led to this state is
irrelevant.

Remaining inventory If cancellations and no-shows are ignored or handled separately and de-
mand is assumed to be memoryless, the history of the demand process only influences the
future through remaining capacity. It is therefore sufficient to base the availability decision
on the vector of remaining capacities on each flight leg together with the current time to
departure.
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Definition 3.4.1 (Feasible actions, availability control scheme)
Let P ={p1,...,pam} S P be a set of products. A feasible action is a subset of P, which the
airline could choose to offer for sale at any given time. Let S € (P) be the set of feasible
actions. An availability control scheme or control policy S is a function

S:[0,T]xX —>S (3.13a)
(t,z) » S(t,z), (3.13b)

mapping a pair of time ¢ and system state x to a feasible action.
A static availability control scheme is one in which the offer set does not depend on the time
t but only on the state of the system z

S:X->S (3.14a)
x> S(z). (3.14b)

Remark 3.4.2 In contrast to dynamic control schemes, static policies suffer from the fact that
they cannot react dynamically to variance in the demand process. In order to compensate for
this it is common practice to re-optimize frequently during the booking horizon, thus updating
the control policy to one that is suitable for the changed situation. This way, static control
schemes and static optimization can be used to achieve a semi-dynamic control policy.

Remark 3.4.3 In practice availability may also depend on customer— or request—specific in-
formation such as frequent traveler status or POS. For optimization purposes this kind of dis-
crimination can be modeled using additional virtual products. For example, if the airline wishes
to grant different availability for a certain product to a selected POS, one would introduce a
separate product that can only be purchased at this specific POS, and therefore has reduced
demand, but is otherwise equivalent to the original product.

Control mechanisms for the single-leg problem
We will first describe a number of control mechanisms for the single-leg problem that are popular
in the RM literature and industry practice:

Partitioned booking limits are static controls that allocate a number of seats Ly to each book-
ing class k. The system state is described by the number of existing bookings x per booking
class k and availability is given to a product as long as the number of existing bookings is
below the booking limit:

S(w):{k€P|Lk >$k-}. (3.15)

Nested booking limits work similarly, but avoid one of the major problems of partitioned book-
ing limits. Assume that, because of high demand, the reserved inventory for a certain high
value product has been sold out, and that physical capacity is still available but reserved
for a different (lower valued) product. In this situation it is sensible to make this capacity
available to all products that will generate more revenue while consuming the same resources.

Based on the assumption that products are ordered with decreasing yields, we assign booking
limits Ly > Lo > --- > L, where L, states how many bookings we wish to accept for classes
k,...,M. As long as there is remaining capacity, it is never correct to reject a booking
request for the most expensive class 1. The corresponding booking is therefore always equal
to the initial capacity: L =C.

In the simplest case, the system state = again counts the number of existing bookings in each
class. The booking process is controlled so that for each booking class k € P the constraint

M
flATk = Z T < Lk (316)
k'=k

is satisfied throughout the whole booking period. In other words, a request for product k& is
accepted as long as none of the constraints that contain x; are satisfied with equality:

S(m):{kEPlvklzl,...7k:Lk/>§7k/}, (317)
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In some cases, depending on the demand model, it is easier to keep track of the remaining
booking limit instead of the number of bookings together with slightly more complicated
update rule when a booking occurs [117, sec. 2.1.1].

Protection levels are a different view on the idea of booking limits. Instead of specifying how
many bookings we wish to accept for each class, we decide how many seats should be reserved
for higher-value products. If L; denotes the number of seats that are to be reserved for classes
1,...,k, the (nested) protection levels El, .. ,EM_l can be computed from nested booking
limits Lo, ... Ly as

Ly=C =Ly (3.18)

for every k=1,...,M —1.

Bid prices are estimates of the marginal value that one unit of a resource has to the airline. Bid
price controls are usually used under the assumption that demand is memoryless. In this
case, the bid price for the next seat to be sold depends on the time to departure and on
the remaining capacity. For any time ¢ € [0,7] and remaining capacity ¢ € N consider the
single-leg version

T
max E[yT/ SdN] (3.19a)
¢
T
subject to > f Sk dNj; <c a.s. (3.19b)
kep 7t

of the availability control problem Eq. (3.12) . Let

VI[0,T]xC >R (3.20a)
(t,c) > V(tc) (3.20D)

be the real valued function mapping a time ¢ and remaining capacity c to the expected future
revenue V (t,c¢), which is equal to the optimal objective function value of Eq. (3.19).

The marginal value of one unit of capacity depending on the time and current inventory is
then given by the function

m[0,T]x{1,...,C} >R (3.21a)
(t,c) » (t,c) =V (t,c) -V (t,c-1), (3.21b)

and can be interpreted as the opportunity cost associated with losing one seat.

If the current bid price m—or a good estimate—is available at the time of a booking request,
it is intuitive to offer a product k to the customer only if the expected yield yj associated
with the product exceeds the estimated opportunity cost, i.e. if

yi 2 m(t,c). (3.22)

If demand is independent between (virtual) products, the expected revenue from making a
product available is pure incremental revenue and therefore the necessary condition is also
sufficient in an optimal control policy. In other words, under an independent demand model
a request for product k is accepted if and only if Eq. (3.22) holds.

Simple optimization methods generate constant bid prices 7, which lead to constant booking
class availability, or constant bid price vectors (7. )1<c<c, which lead to static control schemes
that are equivalent to nested booking limits.

Most advanced optimization methods compute time-dependent bid prices which are then
used during the booking horizon to apply the control strategy described above:

S(t,c) ={keP |yr27(tc)}. (3.23)
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Remark 3.4.4 From an optimal control standpoint, it is more intuitive to write the value
function as a vector valued function

V:[0,T] - R™ (3.24a)
te (Vi(t),- o, V()" (3.24b)

and treat capacity, which is an index to the discrete set of possible states of the system, as a
subscript of the vector V(t) rather than as an argument to V, and likewise for the bid price
function 7.

In order to be consistent with the classic RM literature we will use the notation from
Eq. (3.20a) throughout the remainder of this overview chapter. For the detailed analysis of
the dynamic program in Chapter 5 we will change to the more convenient notation of Eq. (3.24).

Control mechanisms for the network problem
The most common control strategies for the network problem are generalizations of the single-leg
methods:

Booking limits: In a network with hundreds of resources and thousands of products on a large
number of travel paths, partitioned booking limits for all booking classes are impractical,
because the capacity of one flight leg might have to be divided between hundreds of products
that require a seat on this leg. As the number of products increases, many products will
have booking limits of zero and can therefore never be booked. At the same time, due to
the randomness of demand, many products with positive booking limits will not be booked,
leading to empty seats.

Nested limits, on the other hand, are not easy to implement either, mainly because the right
nesting order of products is not always clear. A cheap product using only one flight leg might
have a higher net profit than a more expensive product that consumes additional resources.

It is common practice to use so called prorating schemes, which split up the fare of each
product between all corresponding flight legs according to certain rules, for example propor-
tionally to the length of each flight leg. In order to reduce the number of booking classes,
products are clustered based on their prorated fares and mapped to virtual booking classes,
which are then used in the optimization and for availability control.

Bid prices: In the network case, the opportunity cost of selling a product depends on remaining
inventory as well as the set of resources consumed by the product in question. It is again
derived from the expected achievable future revenue. Let

V:[0,T]xC >R (3.25a)
(t,c) = V(t,c) (3.25b)

be the value function, where V(¢,¢) is the optimal objective function value of Eq. (3.12).
Here, the state space C = X[, {0,...,C,} consists of all possible combinations of remaining
inventory on each leg.

In order to simplify notation we set the expected revenue to —oco for infeasible states, i.e.
whenever at least one component of ¢ is negative:

V(t,c) =00 VeeN":31<r<m:ec, <0. (3.26)

Analogously to the single-leg case, the opportunity cost for selling one unit of a certain
product at any given time is the difference in expected revenue due to the change of remaining
inventory that is caused by the sale. Therefore, the bid price for product k at time t € [0,T]
given remaining capacity c is computed as

m(t,e, A¥) =V (t,c) -V (t,c- A¥), (3.27)

where AF = (a1,gos-- s am,k)T is the k-th column of the resource consumption matrix, indicat-
ing the number of units of each resource consumed by one unit of product k (see Eq. (3.7)).
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The exact bid price control scheme for the network problem is the straightforward extension

of the single-leg case:
S(t,c)={keP |y >m(tc Ak)} (3.28)

Note that, due to Eq. (3.26), the bid price for a product k¥ will be infinite whenever there
is insufficient remaining capacity to accommodate a customer purchasing product k, i.e. if
A* > ¢ does not hold component-wise.

In this formulation, the bid price that is used to determine a product’s availability theo-
retically depends on the remaining capacity of flight legs that are—if at all—only remotely
related to the corresponding flight path. In order to reduce complexity, simplified heuristic
control schemes are often used in practice. The most common bid price control scheme is
derived in two steps.

First, in order to avoid having to compute an individual bid price for each flight path, the
value function is replaced by a linear approximation around the current point in the state
space. Viewing the bid price as a kind of discrete derivative of the value function w.r.t. a
change in capacity, this is equivalent to the assumption that the opportunity cost of one seat
on a given flight is constant in a neighborhood of the current remaining capacity c. With A*
as above and e, denoting the r-th unit vector, we use the approximation

™ (t,c, Ak) ~V(t,c) —V(t,c—Ak) (3.29)
S YV (4, ) AF, (3.30)

where
vV (t,c):=(m(t,c,e1),...,m(t,c,em)) (3.31)

is the discrete gradient of the value function w.r.t. capacity.

With this linearization, approximate bid prices for each product can be easily computed from
the vector valued bid price function

m:[0,T] x C > R™ (3.32a)

(t,c) » m(t,c) = (VV(t,c))', (3.32b)

where the bid price 7(t,¢) is a vector of length m containing the marginal value of one unit
of capacity for each leg. The corresponding control scheme is given by

S(t,e)={keP |yr 27 (t,c)A"}. (3.33)

Because the state space C grows exponentially with the number of flight legs m, the problem
is decomposed further in a second heuristic approximation. By assuming that for each leg
r the current bid price (¢, ¢) only depends on ¢, but not on the remaining capacity on all
other legs, the vector-valued bid price function Eq. (3.32a) is replaced by a collection of maps

[0, T]x{1,...,Cr} - R (3.34a)
(t,cr) = me(t,cr), (3.34b)
for every r =1,...,m, where each map is defined on a one-dimensional state space.

Note that each such bid price function m, is of the same form as the bid price function for the
single-leg problem (see Eq. (3.21)). Therefore, approximate bid prices of this kind are usually
computed by heuristically decomposing the network problem into suitably transformed single-
leg problems that can then be solved using exact methods (see Section 3.4.4).

Given such a set of bid price functions, product availability is determined by the control rule

S(t,c) = {k ePlyr> g: ar,kﬂr(t,cr)}. (3.35)
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3.4.3 Single-leg optimization

In this section we will introduce the most commonly used optimization algorithms for the single-
leg problem, which assumes that there is only one flight leg with fixed capacity C' € Ny and each
product requires exactly one unit of capacity.

Littlewood’s rule

The fist optimization algorithm for the RM inventory control problem was introduced by Littlewood
in 1972 [78]. Assume that there are two products k = 1,2 with yields y; > y2. Demand is described
by independent discrete random variables N1,Ng > 0 that represent the number of requests for
each class. The model assumes that demand for class 2 arrives strictly before demand for class
1. The problem is now to determine the optimal protection level for class 1, or equivalently, the
optimal booking limits for class 2.

The solution can be derived easily by comparing the expected revenues associated with the
accept and reject decisions for each class 2 request. Let c € {1,...,C} be the remaining capacity.

e If the airline accepts a request for class 2, it will gain y- and lose one unit of capacity.

e If the airline rejects the request and instead reserves the seat for class 1, it will sell the
seat later and collect revenues of y; if demand for class 1 is sufficiently high to use up all of
the remaining capacity, otherwise the seat is spoiled. Thus, rejecting the request leads to an
expected revenue of

w(c) = P(Ny 2 ¢)y1, (3.36)

which is the so-called expected marginal seat revenue.

Therefore, the decision to accept the request is favorable if and only if
y2 2 7m(c). (3.37)

This control scheme, called Littlewood’s Rule, is a static control policy that can be interpreted in
two different ways.

Bid Price. The value 7(c) is the marginal opportunity cost of the c-th unit of capacity or, in
other words, a (static) bid-price. The decision rule Eq. (3.37) is just Eq. (3.23) together with
the fact that product 1 is always available as long as there is remaining capacity.

Booking Limit Clearly the right-hand-side of Eq. (3.36) is monotonically decreasing in ¢ and
lim,, o m(c) = 0. Therefore the protection level

L =max{c | n(c)y1 > y2} (3.38)

is well-defined and Littlewood’s Rule is a policy reserving L seats for product 1 or, equiva-
lently, setting a booking limit of L := C'— L for product 2.

EMSR

The first optimization methods for the single-leg problem with more than two products that were
widely used in the airline industry were from the family of EMSR methods. EMSR stands for
expected marginal seat revenue, which is essentially a different—and more precise—name for what
is now widely known as a bid price. All EMSR methods are heuristics that share the idea of using
Littlewood’s rule to compute an optimal solution for one re multiple derived two-class problems
and computing protection levels from these solutions.

EMSR-a

EMSR-a was introduced by Belobaba in his 1987 PhD thesis [3] and is an extension of Littlewood’s
Rule to the case of M > 2 booking classes. Ordering the classes by their expected yield such
that y; > y2 > --- > yu, we again assume that demand arrives in strict low-before-high order
and represent the number of requests for each class by independent discrete random variables
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Ni,...,Ny,. The goal is now to compute protection levels Ly for each class k=1,...,M —1. The
idea behind EMSR-a is to apply Littlewood’s Rule to all pairs of booking classes and construct
protection levels from the results.

Consider a fixed class k + 1. We compute the protection level Ly that determines how many
seats to reserve for the higher-valued classes 1,...,k, as follows: For each k' = 1,...,k we use
Littlewood’s Rule to obtain a booking limit f/Z,”, which is the number of seats that are reserved
for the higher class k' in the two-class problem that only consists of k+1 and k’. EMSR-a protection

levels for the original problem are then computed as

~ k ~
L= L. (3.39)
k'=1

It is fairly easy to prove that these protection levels are not optimal. This is mostly due to
the fact that the opportunity cost of capacity occurring in Littlewood’s Rule heavily depend on
the variance that is assumed for the demand of the higher-valued classes. The true bid-price
includes a statistical averaging effect that arises from aggregating demand over multiple booking
classes. When considering all these classes separately, one ignores this effect, which leads to very
restrictive controls. The reader is referred to the book of Talluri and van Ryzin [117, sec. 2.2.4.1]
for an example and a more detailed discussion of the matter.

EMSR-b

EMSR-b is another heuristic method using the concept of expected marginal seat revenues. It
depends on the same assumptions as EMSR-a and the idea is again to derive protection levels
using Littlewood’s Rule. However, in order to avoid the pitfalls of EMSR-a, instead of aggregating
the protection levels, one aggregates demand. Again, we consider a fixed booking class k + 1 and
wish to compute a protection level Ly, for the classes 1, ... , k. We represent the collection of classes
1,...,k by a virtual booking class with demand

k
Ny = Z Nyr.
k=1
The yield for the virtual class is estimated as the average of the individual yields weighted with
expected demand:

g, = Zi=1YWE[Ny]
St E[Ni]

The booking limits are then computed by applying Littlewood’s Rule to this virtual product and
product k + 1. With Eq. (3.38) and Eq. (3.36), we obtain the protection levels

i/k = max {C | P(Nk > C)S’k > yk+1} . (340)

There are several inaccuracies in the EMSR methods: Littlewood’s Rule for the two-class
problem only yields an optimal policy if the very strong low before high-assumption is satisfied.
In practice, although customers tend to approximately act this way, the assumption is never fully
correct. In addition, aggregation of protection levels (EMSR-a) or demand and yields (EMSR-b) is
a very simple approximation of the complex stochastic interactions that occur in reality. However,
studies have shown that both methods perform reasonably well in practice, with EMSR-b often
losing less that 0.5% of revenue compared to an optimal solution [4, 99].

Dynamic programming

The static policies and optimization methods presented so far are only optimal if the demand
model satisfies the very strong assumption that demand arrives in strict low-before-high order.
The dynamic programming formulation of the inventory control problem does not depend on this
assumption. Dynamic programming in RM was first introduced in 1994 by Talluri and van Ryzin
[46], who analyze a single resource continuous-time dynamic pricing problem and, as a special case,
a problem with a finite number of fixed price points.
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Dynamic programming has since become the de facto standard in dynamic optimization. In this
section we quickly review the standard formulation of the single resource problem. An extension
to the network case is presented in Section 3.4.4.

The most common formulation of the single-leg dynamic program (DP) both in scientific pub-
lications and in industry practice uses a fixed time discretization, partitioning the booking horizon
[0,T] into intervals I1,..., I, with

O=tg<ti<--<t,=T
Ii = [ti1,ti] Yi=1,...n
hiZti—ti_l Vi:1,...n,

where in each time step ¢ the step size h; is small enough such that the probability of multiple
arrivals during the interval I; is negligible. Let P = {1,..., M} be the set of products, and for each
product k let y denote the expected yield. Expected demand for product k£ during interval I; is
given by booking probabilities dj, ; with

de,i<<1 Vizl,...,n.
keP

Again denote by V (¢,c¢) the expected value that a remaining capacity of ¢ has to the airline in
time step ¢. Remaining inventory is spoiled at the time of departure, and no future revenue can
be generated once the capacity is full. Therefore, we have the boundary conditions

V(T,c)=0 Vee{l,...,C} (3.41a)
V(t,0)=0 Vte[0,T]. (3.41b)

Let S be a dynamic control scheme, defining the offer sets S(¢,¢) for every time step ¢ and
remaining capacity ¢. Assuming that at most one request will arrive in each time step, the value
function satisfies the recursion

V(ti,l, C) = V(t“ C) + Z dkﬂ; [yk + V(t“ C— 1) - V(tl, C)] (342)
keS(t;,c)

for every capacity ¢ and time-step 7. Here, the second summand in the RHS of Eq. (3.42) is the gain
in expected revenue with increasing time to departure and can be interpreted as follows: For each
available product k € S(t;,¢), the net expected revenue is the product of the respective booking
probability and the product’s current margin, which is the yield y reduced by the opportunity
cost V(t;,¢) =V (t;,c— 1) of losing one unit of capacity at the current state.

The dynamic availability control problem is concerned with optimizing expected revenue at the
beginning of the booking horizon and initial capacity over the set of feasible dynamic availability
control schemes:

max V(0,C) (3.43)

This problem has an optimal substructure, and can be written as the dynamic program

)

V(ti-1,¢) = g(l_ax) {V(tu o)+ > diilyr+V(t,c-1) = V(t;, C)]} (3.44)
he keS(i,c)

with the boundary conditions Eq. (3.41).

Continuous time formulation

The DP can also be formulated in a continuous-time version, which describes the value function
as the unique solution to an ODE. For this purpose we will now switch the notation for the value
function V' to the one in Eq. (3.24), where V.(t) denotes expected future revenue given time ¢ and
remaining capacity c.
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Demand is modeled as an inhomogeneous multivariate Poisson process with demand rate
X[0,7] - RM (3.45)
t— (1), (3.46)

where Ay is the demand rate for product k. The value function is now the unique solution of the
linear ODE

‘7c(t)=—H§?§<Z>\k(t) (Vi = 7e(t)] Vi<e<C (3.47a)
keS
A ifc=1,
m(t) = {Vc(t) V(1) else (3.47b)
Ve(T) =0 Vi<e<C, (3.47¢)

where 7.(¢) is the bid price at time ¢ and capacity c. A detailed description of the continuous-time
DP is given in Chapter 5.

Remark 3.4.5 The discrete-time DP in Eq. (3.44) is equivalent to solving Eq. (3.47) numerically
using an explicit Euler method with fixed step sizes hq, ..., hy,, where the maximum in the RHS
of Eq. (3.47a) is taken at the end of each interval ;.

In the following we will only use the continuous time formulation.

Choice-based Dynamic Program
In a more general formulation one allows the demand rate for each product to depend on the
availability of other products, in other words the demand rate is a function

XS x[0,T] - RM (3.48a)

(S,t) = A(S,t) (3.48b)

mapping a pair of an offer set S and a time ¢ to a vector of demand rates that naturally satisfies
Me(S,)=0 Vk ¢S, (3.49)

meaning that demand is zero for products that are unavailable.
Instead of Eq. (3.47) one then obtains the choice-based dynamic program

V(t) = -max {R(S, 1) - D(S, t)me(t)} Vi<e<C (3.50a)

_ Vl(t) if c= ].,
me(t) = {Vc(t) Vr(t) else (3.50D)
Ve(T)=0 V1<e<C, (3.50¢)

where

R(S,t) = 3 \e(S. )y (3.51a)

keS
D(S,t) = > Au(S,t) (3.51b)

keS

are the total revenue rate and total demand rate associated with the offer set S at time ¢ respectively.
With the fare transformation described in Section 3.5, Eq. (3.50) can be transformed back to an
equivalent dynamic program with independent demand.

3.4.4 Network optimization

From a theoretical standpoint the stochastic network availability control problem Eq. (3.12) is not
much different from the single-leg problem. Practically, however, the problem cannot be solved
to optimality for more that a handful of resources, because it suffers from the so-called curse of
dimensionality: the system’s number of states grows exponentially in the number of resources m.
In this section we first describe the theoretical optimal solution via dynamic programming and
then review a number of heuristics that are widely used in practice.
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Network DP

The dynamic programming formulation of the single-leg problem (Eq. (3.47)) can be extended to
the network case in a straightforward fashion. One obtains the network dynamic program

V.(t) = max— 3" Ak(t) [yk - W?"’“(t)] V0<c<C (3.52a)
SeS keS
(1) = {Vc(t) —Via(t)  if a > ¢ component-wise, (3.52b)
) else
Ve(T) =0 VO<ce<C, (3.52c)

where A. ;, denotes the k-th column of the resource consumption matrix and 2 (¢) is the bid price at
time t and remaining capacity c for a product that consumes the resources indicated by the vector a.
In order to ensure that the capacity constraints are satisfied, we fix the convention that the expected
revenue to come is —oo whenever any component of the capacity vector is negative. This leads to
an infinite bid price in cases where the remaining capacity is too small to provide the resources
needed for a certain product, thus automatically making the respective product unavailable at that
state. This DP cannot be solved exactly for even medium sized instances, because its number of
states equal to [],~; ¢, which grows exponentially in the number of resources m.

Deterministic LP

One approach to the network problem is to treat demand as deterministic and solve a static
allocation problem for the network. Let Ax be the deterministic demand for product k£ over the
booking horizon, for example equal to the expected number of requests A = E[Ny]. Let again yy,
be the expected yield for product k. Then we can write the network availability control problem
as a Linear Program (LP), called the Deterministic Linear Program (DLP),

max y'u (3.53a)
subject to  Au<C (3.53b)
u<A (3.53¢)

u>0 (3.53d)

where A is the resource consumption matrix and C' is the vector of initial capacities. Here, the
decision variable u € RM is the number of requests to accept per booking class, Eq. (3.53c) ensures
that the number of accepted requests is at most equal to demand, and Eq. (3.53b) enforces the
capacity restrictions. Note that we do not pose any integrality conditions on u but allow partial
bookings. Even for large airline networks this problem is still fairly small for LP standards and
can be solved very quickly.

The primal solution of Eq. (3.53) has only very limited value in practice, because the fractional
solution vector u needs to be rounded somehow in order to obtain sensible booking limits. Due
to the fact that in large airline networks demand is often made up of a very large number of
travel paths, each with only very little demand but relatively high variance, booking limit policies
generally lead to very poor performance and are therefore rarely used in practice.

Alternatively, the dual variables associated with the capacity restrictions Eq. (3.53b) can be
interpreted as the opportunity cost for one unit of the respective resource. Thus, it is natural to
use these dual values as bid prices in a bid price control mechanism. This control policy does not
depend on the fractional primal variables, but is still a static control policy that does not react to
variance in the demand process. Therefore, in order to achieve a reasonable performance, frequent
re-optimization during the booking horizon is necessary.

One interesting application of the DLP is the fact that the objective function value of an optimal

solution to Eq. (3.53) is an upper bound on the optimal expected revenue for the stochastic problem
Eq. (3.52) [31].
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Functional approximation

Adelman and Zhang [1, 126] propose to apply the functional approximation approach, which is
a well-known method in approximate dynamic programming [108, 33|, to the network inventory
control problem. The (discrete time) network DP is written as an equivalent LP with one constraint
and one variable V; . for every pair of time-step ¢; and remaining capacity ¢, where V. is the
expected revenue-to-come during the remainder of the booking horizon, given that the system is in
state ¢ at time t;. Like the original DP, this LP suffers from the curse of dimensionality, because
both the number of variables and the number of constraints grow exponentially in the number of
resources in the network.

In the functional approximation approach, the value function V' is now approximated using a
linear combination of a fixed set of basis functions. Plugging this approximation into the LP one
obtains a new LP where the optimization variables are now the coefficients in the approximation.
Due to the structure of the original problem the new LP is still feasible, and for every feasible
solution the approximate value function overestimates the true value function.

The LP now has significantly fewer variables, but it still has the same exponential number of
constraints. Therefore Adelman and Zhang propose to use a column-generation algorithm on the
dual problem. Numerical results suggest good quality of the value function approximation [1, 126].
However, the performance measurements indicate that on average the computational complexity
still grows about quadratically in the number of resources in the network. While this is significantly
better than the exponential complexity of the dynamic program, solving problems of realistic size—
often containing more than 1000 flight legs for large airlines—still seems infeasible.

LP-DP decomposition

One of the most commonly used heuristics in the airline industry for the solution of the dynamic
network problem uses the following idea:

Decompose the network into a set of single-leg problems.
Optimize each of the generated single-leg problems separately.
Control availability during the booking horizon using the solutions of the single-leg problem.

First, Eq. (3.52) is decomposed into single resource problems as follows: Let & = (71, ...,7m) be
a vector of approximate bid prices for each resource, for example the dual variables associated to an
optimal solution of the DLP. For every resource r and every product k that uses this resource—i.e.
with a,  # 0—let k uses resource r

}_/2 =¥Yr — Z arr’kﬁ',ﬂ/ (354)

r’'Er

be the displacement-adjusted yield for product k on leg r, computed by reducing the expected
yield of product k by the estimated opportunity cost for the capacity consumed on other legs.
This dual decomposition is based on the Lagrangian relaxation: The sub-problem for the r-th
resource is obtained from the network problem by applying a Lagrange relaxation to all other
capacity constraints (for a detailed description see Section 6.2.1).

Using these adjusted yields as input, we then solve one single-leg DP for each resource and
obtain a collection of value functions V1(-),...,V™(-), which we can use to linearly approximate
the value function

V() ~ SV (1) (3.552)

of the original network problem. Similarly, we have a linear approximation of the dynamic bid
prices for the network problem

Te(t) ~ Y apmy (t), (3.55b)
r=1

where 7 (t) is the bid price from the r-th single resource problem. Bid prices computed in this
way are then used to implement a bid price control scheme as described in Eq. (3.28).
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The classic LP-DP decomposition has shown good performance in studies and is widely used
in practice. An extension to the case of choice-based RM is analyzed by Liu and Van Ryzin [119].

Zhang and Adelman [126] show that solutions to the decomposed problem yield better bounds
on the optimal expected revenue for the dynamic network problem than the DLP. Zhang [125] also
presents an improved decomposition approach that requires parallel evaluation of the single-leg
problems, sharing information between problems during the optimization.

Value buckets and virtual nesting

Similar to the LP-DP decomposition, numerous other decomposition heuristics for the network
availability control problem have been presented.

Prorated EMSR Using a vector of fixed weights (a1, ..., a,) for each resource, one distributes
the yield yj for each product k& over the set of resources consumed by k proportionally to
their respective weights. An EMSR method is then applied to each resource using these
prorated fares and the value function is again approximated linearly as in Eq. (3.55) in order
to implement a bid price control [123]. Clearly the performance of prorated EMSR depends
on the weight vector used to prorate the yields. However, because a correct opportunity cost
depends on demand, prorating with static weights can never be optimal.

DAVN Like the LP-DP decomposition, Displacement adjusted virtual Nesting (DAVN) uses
displacement-adjusted fares computed according to Eq. (3.54) using an initial bid price vector
7. For each resource, products are then clustered into virtual products or value buckets w.r.t.
their adjusted fares, a virtual yield and demand is computed for each cluster and a single-leg
optimization is performed on this data.

A primal control policy can be derived by accepting a request for a certain product if all
corresponding virtual products are available on their respective legs. Alternatively, one can
again use a linear approximation of the value function and implement a bid-price control
using the original fares for each product.

It has been shown that the performance of DAVN strongly depends on the clustering method
used to construct the virtual products [120, 121].

3.5 Demand and fare transformation

If the demand forecast used in an optimization algorithm satisfies certain conditions, the demand
model can be reduced to an equivalent independent demand model. This makes it possible to
use complex discrete choice models in conjunction with optimization techniques developed under
the assumption of independent demand without the need to incorporate customer choice into the
optimization algorithms explicitly. In particular, airlines can modify their forecasting models and
tools while continuing to use existing optimization systems.

The concept of transformed demand and transformed revenue was first presented by Fiig et
al. [42] and Isler et al. [63] in 2005. In this summary we will closely follow the summary paper
of Fiig et al. from 2010 [41]. We will first consider deterministic demand and describe how the
method can be generalized to stochastic models later on.

Assume we have a fixed capacity C' and a set of products P = {1,..., M}, each consuming one
unit of capacity, and their respective yields y; > y2 > >y

Control can be exercised by choosing a set of available products S € S € £(P) from the set of
feasible actions S which is a subset of the power set of P. In most cases S = £(P), meaning that in
fact every offer set can be chosen. Exceptions are usually either the result of business restrictions
or an attempt to reduce computational complexity, as described towards the end of this section.

Demand is given as a vector-valued function

D:Scf(P) - R” (3.56)
S+ (Di(8)) gep - (3.57)

where D (S) denotes the demand that is expected for product k, given availability S. Here, demand
can have slightly different meanings depending on the specific model: It is always a deterministic
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quantity, either indicating a deterministic number of bookings, the expected value of a random
number of bookings, or an arrival rate of a stochastic process.

The fare transformation exploits the fact that most RM optimization methods do not require
full knowledge about how customers choose between products. Instead, it is often sufficient to
know the derived quantities

D(S) = fj Di(S) (3.582)
k=1

R(S) = % y&Di(S), (3.58D)
k=1

where D and R are total demand and total revenue associated with the offer set S respectively.
Again, depending on the specific model, D and R can be expected values of random quantities
or arrival rates of stochastic processes. The basic idea of the fare transformation mechanism is to
design a set of virtual booking classes {1, ..., K}, with virtual yields y1,. ..,y x—called transformed
fares—and independent virtual demands Dr,...,Dx—called transformed demand—in such a way
that the original total revenue and total demand as defined in Eq. (3.58) can be reconstructed from
these values.

3.5.1 Deterministic demand

We assume that demand is a deterministic vector Dy (S) depending on the offer set S and indexed
by the set of products P. The generic revenue optimization problem can be formulated as

max R(S) (3.59a)
subject to D(S)<C (3.59b)

with total revenue R and total demand D as in Eq. (3.58).
As a relaxation we can allow mized control strategies, which leads to the convexified program

max > R(S)us (3.60a)
ueRM 55
subject to Y D(S)us <C (3.60b)
SeS
S ug =1 (3.60c)
SeS
us>0 VSeS. (3.60d)

Assuming that demand is spread homogeneously across the booking horizon, a solution to this
problem can be interpreted as offering each set of products for a fraction of the booking period
according to the respective component of u.

Independent demand

In case demand is independent between products we can associate to each product k its demand
D;. and compute

D(S)= ) D (3.61a)
keS

R(S) = ) Diys. (3.61D)
keS

64



Capacity control

Total Revenue

Sy N
Ss3 o AN

Sy

Total Demand

Figure 3.1: Scatter plot of feasible actions

If S = R(P), in other words if there are no restrictions on the possible offer sets, we can use the
fact that R and D are separable and derive that (3.60) is equivalent to

M
max Z Dypyrug (3.62a)
u P
M
subject to Z Dyu, <C (3.62b)
k=1

up€[0,1] Vk=1,...M (3.62¢)

where the components of the control variable u are indexed by the set of products P and determine
the fraction of the booking horizon during which the respective products are available.

Remark 3.5.1 Problem (3.62) is a fractional version of the well-known knapsack problem and
can easily be solved to optimality using a greedy algorithm that allocates capacity in decreasing
order of revenue per unit of capacity, which matches the intuition to accept high value customers
first before making capacity available for less profitable products. Thus, an optimal solution to
(3.62) always has the form x = (1,...,1,u,0,...,0)7, meaning that the first k — 1 products are
available, the next product is only available for the fraction of time needed to fill up the remaining
capacity and all other products are unavailable. As a result, the offer sets used in optimal control
strategies depending on capacity C are the nested sets {1},{1,2},...,{1,2,...,M}.

General discrete choice models

For a general discrete choice model, the solution is most easily described using a scatter plot of
all feasible choice sets S = {S1,...,Sk}, using total demand D(Sk) as the z-coordinate and total
revenue R(Sy) as y-coordinate for the point Sy, (see Fig. 3.1). Because in Eq. (3.60) we allow convex
combinations of offer sets, the set of feasible combinations of total demand and total revenue is
the convex hull of these points.

Definition 3.5.2 An offer set S €S is inefficient in S if and only if there exists a vector u € RE
indexed by the elements of S, satisfying

us =0 (3.63a)
Yug=1 (3.63b)
SeS
S D(S)us < D(S) (3.63¢)
SeS
Y R(S)uz >R(S) (3.63d)
SeS
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An offer set is called efficient if it is not inefficient. In other words, an offer set is inefficient if
there exists a mixed strategy that uses capacity more efficiently by generating a higher expected
total revenue with the same or lower expected total demand.

Remark 3.5.3 One can easily see that equation (3.63a) is in fact unnecessary. However, it does
make clear that an optimal mixed strategy can always be formed without using any inefficient
offer sets.

Remark 3.5.4 The offer set S € S with maximum total revenue is always efficient and all
products S with D(S) > D(S) are inefficient.

Furthermore it is clear that the empty offer set Sy = {} is always efficient.

In addition, total revenues of efficient sets are monotonically increasing in their respective
demands. In other words, if S,S €S are both efficient, then D(S) > D(S) = R(S) > R(S).

Remark 3.5.5 If overall customer choice behavior changes during the course of the booking
horizon, for example through a varying mix of business and leisure customers, the set of efficient
offer sets will generally change as well. In this work we assume that choice probabilities are
piecewise constant over time. Therefore, the fare transformation needs to be applied for each
time interval separately.

Let S* = {Sp,..-Sk} € S be the set of efficient offer sets ordered by increasing total demand
0=D(Sy) <D(S1) <--- <D(Sk). Then for every capacity C there is an optimal mixed control
strategy using at most two offer sets Sy and Si.+1. We call the set of mixed strategies of this type
the efficient frontier of S.

Proposition 3.5.6

If C < D(Sk) then an optimal solution can be found at the intersection of the efficient frontier
and the line D = C, otherwise Sk is optimal. Therefore, for every given capacity C' there is an
optimal solution that lies on the efficient frontier of S.

Using this fact we can derive a structure of virtual products associated to the efficient sets, such
that the optimal strategy described above is equivalent to the optimal strategy of the independent
demand case applied to the virtual products.

Definition 3.5.7 (Marginal Revenue Transformation) Let again S* denote the set of effi-
cient offer sets ordered by total demand, including the empty set Sp = {}. Forevery k=1,..., K,
the transformed demand D of the offer set Sk € S is the marginal demand

Dy =D(S;) - D(Sk-1) (3.64a)
and the transformed fare y is the additional revenue per unit of marginal demand

_R(S) ~R(Si1)
D(Sk) -D(Sk-1)

Y& (3.64b)
Theorem 3.5.8

Let S* S be the set of efficient offer sets, ordered by increasing total demand. Let {1,...,K} be
the set of virtual products corresponding to the elements of S*. For each such virtual product k,
let demand Dy, and yield §, be as in Eq. (3.64). Let @ be the optimal solution to the independent
demand problem (3.62). Then u given by

Ug = 1- ﬂl (365&)
Ug = Up — Uk 1 Vk=1,...,K-1 (3.65b)
UK = 'L~LK (365C)
is an optimal solution to problem (3.60) with total expected demand and revenue

K K

Z D(Sk)uk = Z Dk’ﬂ,k (366&)

k=0 k=1

K K

> R(Sk)uk = ) Dypyrix. (3.66b)

k=0 k=1
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Proof As described in Remark 3.5.1, @ = (1,...,1,7,0,...,0)" with 0 <@ < 1. Therefore, by
definition (Eq. (3.65)), one immediately sees that u satisfies (3.60d). Equation (3.60c) is satisfied
because of the telescopic sum

K K
Your=(1=a1)+ ) (g —Uper) + g = 1. (3.67)
k=0 k=1

Total expected demand is given by

i D(Sk)uk = D(SO) (1 - 1]1) + I{ilD(Sk) (ﬂk - ak+1) + D(SK)ﬂK
k=0 k=1

- D(S)+ 3 (D(S) - D(Sk1))i
N—— k=1
=0

Dy,

M=

k

I
—

and analogously expected revenue is

K K-1
Z R(Sk)uk = R(So) (1 - fbl) + Z R(Sk) (’lftk; - ﬁ]ﬁl) + R(SK)’ﬁK
k=0 k=1

=R(So) + i (R(Sk) — R(Sk-1) )
N~—— k=1
-0

Dy ki,

M=

k

Il
—

where the last equalities follow from Egs. (3.64a) and (3.64b) respectively.

By construction, the solutions obtained in the process of opening the virtual booking classes
one by one as capacity increases all lie on the efficient frontier of S. If total demand is lower
than capacity the solution of the independent demand problem is to open all booking classes,
which leads to u = (0,...,0, 1)", corresponding to the offer set Sg. If C < D(Sk), the demand
inequality becomes active for both problems and the optimal solution is at the intersection of
the efficient frontier with the line C' = D. Hence the solution is optimal for (3.60) in both cases
following Proposition 3.5.6 O

3.5.2 Dynamic programming

In dynamic programming the local optimization problem to be solved for every time ¢ and every
capacity c is of the form

max R(S)-D(S)r (3.69)

where R(S) = R(S,t) and D(S) = D(S,t) denote time-dependent total revenue and total demand
for availability S respectively and 7 = 7.(t) is the bid price at the current state and time.

Independent demand

If demand is independent and there are no restrictions on the possible offer sets, Eq. (3.69) is
equivalent to

M
max ». Dy(yr - m)uk (3.70a)
Y k=l
subject to up €[0,1] Vk=1,...M (3.70b)

67



Capacity control

where the control variable u, the demand vector D and the vector of expected yields y are indexed
by the set of products P = {1,... M} . The optimal solution is trivially given by

1 if
wp = N Yk > (3.71)
0 else,

because there are only simple bounds on the variables and the objective function is separable. Since
the bid price measures the expected value of the seat to be sold, the optimal offer set contains
exactly those products that will yield a net gain when sold at the current state.

Like in the deterministic model, the optimal offer sets are again nested, with products becoming
unavailable one by one in increasing fare order as the bid price rises.

General discrete choice models

At a bid price of m = 0 obviously the optimal solution is just the offer set with the highest total
revenue. As the bid price increases, the slope of the objective function is slanted and the optimal
solution changes to an offer set with higher average yield per unit of capacity used. This again
resembles the optimal policy described above for the independent demand model.

Proposition 3.5.9
Let S €S be an optimal solution to (3.69). Then S is efficient in S.

Let S* S be the set of efficient offer sets, ordered by increasing total demand. If transformed
demand and transformed fare for the virtual products {1,..., K} are defined as in (3.64a) and
(3.64b), then the value function obtained in the solution to the corresponding independent demand
DP is identical to the value function obtained from the solution of the choice-based DP.

Proof Consider again the relaxed problem

max Y (R(S)-D(S)7) us (3.72a)
“ SeS
subject to Yus=1 (3.72b)
SeS
us>0 VSEeS. (3.72¢)

This problem is linear and there are no integrality conditions. Therefore, there exists an optimal
solution at a corner of the feasible set. This solution S is an element of S, because by construction
we optimize over the convex hull of S. Therefore, the solution is feasible and optimal for (3.69).
Also, S is efficient in S, because, by definition, an inefficient set cannot be an optimal solution
to (3.72).

The second part follows directly from (3.66). O

Summary

Using the demand transformation introduced in this section, it is possible to apply algorithms that
were developed under the assumption of independent demand to problems involving very general
customer choice models.

The computational effort for solving the transformed independent demand problem is then the
same as for the general problem when only applied to the set of efficient sets. However, in general
the number of efficient sets can grow exponentially in the number of products. Therefore, the
computational cost involved can still be much higher than in the independent demand case.

In practice it is therefore common to use discrete choice models that always lead to nested
strategies. Alternatively one can restrict the set of feasible actions to a subset of £(S) that is
small enough that the resulting problem is computationally tractable.

However, in particular in a DP, even with exponentially many virtual products, the demand
transformation is still a useful tool to reduce computational effort. If demand is (piecewise) constant
over time, the set of efficient offer sets only has to be computed once at the beginning of the
optimization, reducing the number of options that have to be evaluated for the solution of the
local problem in each time step. Using the monotonicity properties of bid prices, optimal controls
can the be computed very efficiently in each time step.
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3.6 Dynamic pricing

Dynamic Pricing is an alternative control method in RM that, instead of controlling the availability
of a number of products with fixed prices, uses dynamically varying prices for all products to steer
the booking process. In other words, in this scenario price is not considered a fixed product char-
acteristic but a control variable. Product restrictions are still fixed and described by the remaining
attributes. Given a price for each product, choice behavior is the same as in the availability control
case.

Dynamic pricing was introduced to airline RM by Gallego and van Ryzin, who gave a solution
to the static problem and presented several heuristic solutions for the dynamic problem [46, 47].
Since then it has been a common topic in the RM literature and we will only list a few recent
developments. Otero and Akhavan-Tabatabaei [96] present a novel approach for estimating esti-
mate arrival rates and price elasticity and a corresponding optimization algorithm. Fiig et al. [40]
propose a dynamic pricing mechanism that uses real-time competitor price information, which,
if implemented would raise additional game-theoretic questions. For further variants of dynamic
pricing considering additional effects such as demand uncertainty can be found in the survey article
by Chen and Chen [28].

In this section we will describe a dynamic solution for the single-leg case with the same basic
assumptions as for the inventory control problem presented in the previous sections. Extension to
the network problem works analogously to the availability control case.

We again model demand as an inhomogeneous Poisson process on the booking horizon [0,7]

with time-dependent rate
A0, 7] = Ry

and assume that choices of individual customers are made independently. Let P = {1,...,M}
denote the set of products. Given a time-dependent vector (fi(t)),.p of prices, the booking
process for product k € P is again a Poisson process with rate

Ak(t, ) = A(t)di (L, f) (3.73)

where dj (¢, f) denotes the probability that a random customer arriving at time ¢ will book product
k given the prices f. Note that in general the booking rate for product k£ does not only depend
on its price fr but on the full price vector f. Overall we can model the booking process as a
multivariate Poisson process with time- and price-dependent rate vector or demand function

A[0,T] x D cRM — RM (3.74)

where R = RU {co} and D is the set of feasible price vectors. In order to ensure sensible solutions
and computational feasibility for the optimization problem, we expect the demand function to
meet certain requirements:

Definition 3.6.1 A demand function
[0, T]x DcRM - RM (3.75)
(&, f) = At f) (3.76)
is called regular if it satisfies the following conditions for every t € [0,T]:
(1) A(t, f) is continuously differentiable w.r.t. f.

(2) For every product k € P, the booking rate Ag(t, f) is strictly monotonically decreasing in
its own price fk.

(3) The demand rate is bounded on D:

IC:VfeD:0< |, )| <C<oo

(4) For every product k € P there is a null price f7° such that

Je2 fi7 = Xe(t, f) = 0. (3.77)

69



Capacity control

(5) The revenue rate

r:[0,T]xD —->R (3.78a)
(t, ) r@t, f) =L ) (3.78D)

is bounded on D and has a finite maximizer in the interior of D.

Remark 3.6.2 In certain situations the airline might only want to offer a subset of the full
set of products, and not offer other products at all, combining both availability control and
dynamic pricing. However, we do not explicitly have to offer this additional degree of freedom
in the control mechanism, because setting a price to the null price effectively makes a product
unavailable to the customer, which already has the desired effect. With a null price being present
for each product, the dynamic pricing problem is therefore a generalization of the availability
control problem.

Remark 3.6.3 Instead of Eq. (3.78) one usually optimizes a revenue rate of the form

r:[0,T]xD >R (3.79a)
(t7f) g I‘(t,f) = y(taf)T)‘(ta f)ﬂ (379b)

where y is a time-dependent yield function. If y is linear in f, Eq. (3.79) has a finite maximizer
if and only if Eq. (3.78) does. In most cases the yield function is of the form

yi(t f) = fr —me(t) —ck (3.80)

where 7 () is the time-dependent bid price that measures the value of the resources consumed
by one unit of product k, and ¢ is a constant which could for example represent the variable
costs associated with a booking of product k.

Example 3.6.1 The most common demand model in the dynamic pricing literature assumes
independent demand with exponentially distributed willingness-to-pay. Let D = RM be the set
of feasible prices.

For a fixed product k, customer arrival is modeled as an inhomogeneous Poisson process
N with arrival rate )\8 (t). Each customer will purchase the product if their willingness-to-pay
exceeds the offered price, in other words if

fr <X, (3.81)

where the random variable X is exponentially distributed with time-dependent scale parameter
Br(t). Since customers’ choices are independent, the demand function is given by

A:[0,T] x RM — RM (3.82a)
(£, f) = At f) (3.82h)
() = () Pl VkeP. (3.82¢)

The dynamic pricing optimization problem can—analogously to the construction of the availability
control dynamic program (Section 3.4.3)—be written as

max Ve (0) (3.83a)
Valt) = = 3 Mt £(e,)) [ya(t, £ 1)) = mol®)] Vi<e<C (3.83b)
keP
_ Vl(t) if c= 1,
me(t) = {Vc(t) Vot else (3.83¢)
Ve(T)=0 Vi<e<C, (3.83d)
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where f is a pricing scheme

f:{1,...,C} x[0,T] - RM (3.84a)
(e,t) = f(e,t), (3.84b)
mapping a pair of remaining capacity ¢ and time ¢ to a vector of prices f(c,t). Using the memory-

lessness of the Poisson process and the fact that booking decisions are independent between each
other, we can derive the dynamic pricing dynamic program

Ve(t) = =g 3 (1) k(0 ) = (0] Vi<e<C (3.85)
_ Vl(t) if ¢= 1,

Te(t) = {Vc(t) Via(t) else (3.85D)

Vo(T) =0 Vi<e<C. (3.85¢)

Here, every evaluation of the right-hand-side requires the solution of an NLP of the form

max 35 (6, ) [ya(t, ) =], (3.86)

keP

This is a static multi-product pricing problem with marginal cost 7, which is well studied in the
economics literature. Depending on the demand function A, this problem can be non-convex.
Therefore, the optimal prices f* are not necessarily continuous in the parameter w. This makes
it especially hard to solve the dynamic program Eq. (3.85a), because (at least in theory), a global
optimum for the sub-problem has to be found in at each time step and for every capacity c.

Example Continuing with example Example 3.6.1, note that the demand rate Ay of product
k only depends on the price of k and is independent from other prices (Eq. (3.82¢)). Thus the
objective function in the NLP in Eq. (3.85a) is separable between the products. Then, assuming
no variable costs, in other words yx(fx) = fr for every product k € P, we have V1<c<C':

Ve(t) = ~max kZP Ae(t, f) [f = me(t)] (3.87)
== 2 maxAe(t, fi) [fi = me($)]- (3.88)
kep Jk

Now, for each product k € P we have to solve a one-dimensional nonlinear sub-problem of the

form
maxr(f) = At f)[f -] (3.89)
where 7 is a constant. The first order optimality conditions for Eq. (3.89) are
0= O N1 -7 (3:90)
~(f=m) MDA D) (3:91)
=(f-m) )‘O(t)ﬂ_(i) D 4 Ao(t)e*ﬁ (3.92)
- )
0= 500 +1 (3.93)
< f=m+p(t), (3.94)

where in Eq. (3.92) we assume that A°(¢) >0 and 3(t) > 0. This is w.l.o.g. because
a) If A\Y = 0, then the objective function value is r(f) = 0 regardless of f.

b) If 8 <0 the problem is unbounded, and for 8 = 0 the demand rate is not well defined.
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It is clear that r(f) > 0 for all non-negative prices f, r(0) =0 and lims_ . r(f) = 0. The unique
critical point Eq. (3.94) is therefore a global maximum. Using

A(t, 7+ B(t)) = \O(t)e 5o (3.95a)
r(m+B(t) = At m+ B(1))) [w+ B(t) = 7] = A (£)e 70 (1) (3.95D)
we see that the dynamic program Eq. (3.85) has the solution
Va(t) == 3 A1) Bu(t)e oot Vi<e<C (3.96a)
keP
B Vi(t) ife=1,
me(t) = {vc(t) SVea(t) else (3.960)
V.(T)=0 Vi<e<Cl (3.96¢)

Equation (3.96a) is an ODE that can be solved using standard numerical methods.
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Chapter 4

The airline pricing problem

When traveling with one of the large network carriers, customers never just purchase a seat on
a flight. Instead, they purchase a trip from A to B along a certain flight path—often including
multiple flights—together with certain conditions that describe how, when and at what price the
travel plans can be changed and what additional services are included in the ticket. Therefore,
in the airline industry the term pricing not only refers to the act of setting a price for a certain
product, but includes part of the product definition as well. It means the process of defining
and publishing fares, which are composed of a fixed price, rules that determine on which O&Ds,
itineraries and airlines the fare can be used, booking flexibility conditions, and a list of additional
services such as a free checked bag or lounge access. In addition airlines heavily use conditions
on where and when a fare can be applied as a means for customer segmentation, for by example
selling discounted fares only to customers staying at their destination for a long period of time,
which indicates that their reason for travel is leisure rather than business. These fares are the
products that are sold by the airline. Analysis of price segmentation by airlines was conducted by
Zhang and Bell [127].

The goal of airline pricing is to define a set of products that is optimal with respect to the
total expected revenue on the network. Clearly, we cannot freely determine the product a cus-
tomer experiences in its entirety, because tangible characteristics like customer service or quality
of equipment cannot be simply changed. We can however change the more abstract properties
of a product, most notably the flexibility we give the customer concerning choice and changes of
their exact travel plans, and the segmentation criteria tied to the fares such as minimum stay or
advanced purchase requirements.

In order to avoid confusion we want to point out the difference between pricing and dynamic
pricing. The former is the problem of defining an optimal set of products, while the latter is a
dynamic control mechanism in RM that can be used instead of availability control (see Section 3.6
for details).

Compared to capacity control, where a large body of scientific research and practical tools are
available, the pricing side of RM is still mostly done manually, backed up with business intelligence
tools that provide statistical information such as data collected from historical sales or competitor
prices and schedules. We want to explore ways to use mathematical optimization techniques on the
pricing problem in order to provide additional decision support tools for pricing analysts. In the
last few years interest in pricing optimization has increased significantly both in airline RM and in
other research areas with a number of publications that are relevant to this thesis. Kocabiyikouglu
et al. [68] analyze the value of coordinating pricing and inventory decisions in a single resource,
two-class model with price-sensitive stochastic demand where inventory is controlled via booking
limits. In simulation studies they show that methods which take into demand stochasticity signif-
icantly outperform deterministic methods, and that substantial revenue gains can be achieved by
integrating pricing with inventory control. Cizaire and Belobaba [29] consider a heavily simplified
version of the joint pricing and inventory control problem with two booking periods and two fare
classes, where only prices (not fare restrictions) are the controls on the pricing side and booking
limit controls are used to control availability. Coté et al. [32] consider a deterministic version of the
problem that where neither overall demand nor individual customer choice are subject to random
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effects. He [59] analyzes the structural properties of a deterministic pricing problem for a specific
type of two-hub network. So [112] formulates and solves a deterministic airline pricing optimization
problem that focuses on choosing optimal prices for different customer segments (identified based
on the time of purchase) under the very strong assumption that within each primary segment
there are perfectly controlled secondary segmentation criteria and inventory control mechanisms
(which are not part of the optimization model but assumed to exist implicitly) that force every
customer to purchase the most expensive fare they can afford. Yu [124] analyzes the structural
properties of a joint pricing and inventory control problem with two products sharing a single re-
source, where demand linearly depends on price and inventory is controlled via non-nested booking
limits. Raza [104] formulates a joint pricing, customer segmentation and inventory control problem
with two fare classes corresponding to two customer segments. Customers belong to the higher
customer segment if their willingness-to-pay is above a certain threshold and to the lower one oth-
erwise. Although it is unclear how this could be achieved in practice, in the model this threshold
can be controlled by the seller (i.e. the seller can freely choose at which willingness-to-pay to split
customers into the two segments) and is one of the control variables in the optimization problem.
Kuyumcu and Garcia-Diaz [73] solve a joint pricing and seat allocation problem where the pricing
part is formulated as the discrete problem of choosing a subset of fares with given cardinality from
a larger, fixed menu of fares. However, because demand is assumed to be independent between
fares, the approach does not really set prices for any customer at all but is rather an extended
availability control problem with an additional constraint on the number of available fare classes.
Gallego and Wang[48] consider price optimization under competition assuming a nested multino-
mial logit model without taking into account capacity constraints. Li et al. [77] present an efficient
algorithm for assortment optimization and pricing that maximizes expected revenue from a single
sale assuming a d-level nested logit model. The authors show that the assortment optimization
algorithm can be applied within a choice-based dynamic inventory control problem determine op-
timal booking class availability assuming fixed prices, but do not cover pricing optimization in
combination with inventory control.

So far there has been no analysis of the pricing problem in combination that allows for a general
customer choice model with stochastic demand, considers both price and segmentation criteria in
pricing optimization, and uses a dynamic inventory control mechanism. This thesis fills this gap.

In this chapter we will first give a definition of what a product actually is in the airline world
and discuss the ideas behind some of the classical properties such a product can have. We will
explain how restrictions are used to divide the market into different customer segments and how
O&D pricing can influence customer behavior.

We will then introduce some of the sales mechanisms that are widely—used at the moment and
the practical limitations they imply.

In the last section of this chapter we will formulate the pricing problem as a NLP. The for-
mulation will be somewhat vague and abstract at first, because it is not clear right away what
exactly the objective function for this problem is and how it can be computed. Nevertheless, we
can establish a number of properties we expect the objective function to have based on the solution
techniques we ultimately mean to use in order to solve the problem computationally. We will give
a precise description of this objective function later, using the definitions and methods introduced
in Chapter 3 about capacity control.

4.1 Products

In this section we explain what exactly an air travel product is, both from the airline’s and from
the customer’s perspective. In addition, we will give a purely mathematical definition that we will
use for the formulation of the optimization problem in Section 4.2 and in the definition of our
customer model in Section 4.2.3. First and foremost an airline product is a service that allows
the passenger to travel from A to B (and usually back to A). This does not always happen on a
direct flight, but includes connections of multiple flights for each direction. Because of the diverse
needs and expectations of different types of customers, products differ in a large number of ways.
Some characteristics such as customer service or perceived security are directly associated with
the airline, while others like departure and arrival times are features of the itinerary, and re-
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booking conditions and price are tied to the specific fare. Below is a non-exhaustive list of product
characteristics as observed by customers:

Travel Basic attributes of the trip itself

e Origin, destination
e Departure time, arrival time, total travel time

e Routing (direct or transfer)
Price Airfare the passenger has to pay for the product.

Flexibility Restrictions that limit the flexibility of the customer w.r.t. a change of travel plans.
Options range from non-flexible fares that can neither be re-booked nor refunded, to semi-
restricted fares that can be changed for a fee, to fully flexible fares that can be re-booked
and refunded free of charge at any time.

Quality of connection If the trip includes a transfer, there are a number of possible inconve-
niences for the customer:
e A large number of stops
e Very long or extremely short layovers

e Having to travel from one airport to another in order to get to the connecting flight.
Carrier’s reputation The image of an airline is influenced, among other things, by:

e Friendliness, response time and competence of customer service
e Perceived security

Carrier’s offer A large offer, both time-wise and geographically, is mostly important for business
customers.

e A large choice of connections for the desired O&D is particularly important to
business travelers who purchase flexible tickets, because it gives them the freedom to

change their travel plans by a few hours, without having to wait a full day for the next
flight.

e A large network is mostly relevant to long-term customers who choose the same carrier
whenever they can (possibly complemented by a frequent flyer program), and companies
who have a separate agreement with the airline that grants them special benefits.

Comfort Convenience of the trip as a whole, influenced by:
e Quality and characteristics of equipment, such as comfortable seats, low noise and good
in-flight entertainment
e Simple and quick check-in and boarding
Availability and applicability This is not so much a feature that determines the value of a
product to the customer but more a property that limits the customers’ opportunities to buy
or use the product, e.g. :
e Restrictions on the travel dates

o Minimum stay restrictions that force the customer to stay at their destination for a
number of days or over a weekend before taking their return flight

e Restrictions limiting availability to certain passenger groups such as military personnel,
students or senior citizens.

Product attributes are either

continuous quantities, such as price or potential fees,
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integers, representing actual counts, such as a minimum stay restriction specifying the corre-
sponding number of days, or

categorical variables, representing one of a number of choices, such as the availability to a
certain group of customers or a flag indicating a Saturday night stay-restriction.

In order to describe the airline pricing problem mathematically, we will use the following defi-
nition:

Definition 4.1.1 A product is defined by the set of resources consumed on the network and its
product characteristics. The former can be expressed as a vector a = (a,)1<r<m Where a, is the
number of units of resource r consumed by the product, while the latter can be expressed as
an Np-dimensional vector p € P where each component of p encodes information about product
characteristics as described above.

The product space P € RMP is the set from which possible products are chosen. In general P
need not be connected, for example due to the presence of integer variables.

Remark 4.1.2 Usually the discrete values for categorical variables are coded by integers. For
optimization purposes these variables—and possibly other integer variables—mneed to be trans-
formed, using outer convexification, into a set of binary variables, that are indicators for each
state.

Remark 4.1.3 Consider a fixed market, defined by an O&D or a routing, and a POS. Many
of the properties described above can be directly or indirectly influenced by the airline. From a
pricing standpoint however, many attributes must be assumed to be given and fixed. A fare for
a certain itinerary on this market is composed of a price, attributes defining the flexibility of the
product and rules specifying availability and applicability. None of these characteristics actually
influence the customer’s experience during the flight itself. They are all abstract attributes that
can be changed arbitrarily without the need to make changes on an operational level.

Still, in order to accurately describe customer choice behavior, we cannot discard the fixed
attributes, such as quality of connection, from our model.

4.2 The Pricing NLP

In this section we will formulate the network airline pricing problem as a nonlinear optimization
problem of the form (NLP). Generically, the pricing problem is the problem of defining a set of
products that maximize overall revenue given optimal availability control. In other words, it can
be written as

mgxr(P), (4.1)

where the objective function r(-) maps a set of products P to the overall expected revenue across the
whole network assuming optimal availability control during the booking horizon. In the following
we will describe the feasible set that P is chosen from as well as the objective function r in more
detail. First, we will fix the following notation:

Definition 4.2.1 We again model the booking horizon as an interval [0,T'], where ¢ = 0 is the
beginning of the booking horizon and departure is at ¢ = T. Denote by R = {1,...,m} the set of
resources and by C € N™ the vector of initial capacities for each resource.

Definition 4.2.2 An itinerary I is a path on the network that can be traveled by the customer.
It is described by a vector a’ = (al)i<,<,, where al is the number of units of resource r consumed
by the itinerary.

We denote by I the set of all itineraries that are to be considered in the pricing and revenue
management processes. Due to the large number of possible connections in a large airline
network, in practice this is often a subset of the whole set of itineraries that can be traveled on
the network, usually including those with highest expected demand.

In order to obtain a well-defined optimization problem, we first need to fix the universal set of
products, which is the set we can choose products from.
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Definition 4.2.3 For a fixed itinerary I, a product is defined by its product characteristics.
It can be expressed as a vector p € P where each component of p encodes information about
product attributes as described in Section 4.1, most importantly price and rebooking and refund
flexibility.

The product space P € RMP is the set from which possible products are chosen. In general P
need not be connected. In particular, some of the product variables, such as indicator variables
for restrictions, can be binary or integer variables.

A network product is a pair (I,p) of an itinerary and a vector of product attributes.

Remark 4.2.4 Let P be a product space. We will often make the following assumptions:

(1) The set of feasible values for each attribute p; is independent of the values of other at-
tributes, in other words the product space is a cartesian product P = Xﬁ‘; P;.

(2) The first Ng*™ attributes are continuous and the corresponding feasible sets are intervals

P, = [p"pi"] V1<i< Ng™. (42)

i
(3) The remaining N = Np — N5 ones have discrete values in the feasible sets

Pi:{P?,b--wP?,m}CR VNp™ <i< Np. (4.3)

Clearly, the assumption about the order of attributes is w.l.o.g.

Remark 4.2.5 Let P ¢ P’ c I x P be a finite sets of network products. Any control strategy
for P is also a feasible strategy for P’ with equal expected revenue and therefore r(P’) > r(P).
Moreover, except for very specific demand models one can always increase expected revenue by
adding an additional product. In other words for a finite set of products P c P there usually
exists a superset P ¢ P’ c P, such that r(P’) > r(P). We therefore introduce a bound on
the cardinality of the set of products: |P| < M. By adding irrelevant products to an optimal
solution we can assume w.l.o.g that this constraint is satisfied with equality and therefore write
the pricing problem as

max r(P)
PcP (4.4)
st. |P| = M.

4.2.1 Control variables

Definition 4.2.6 Let P be a product space of dimension Np, let M be a fixed number of
products and n = NpM. We can trivially parametrize the set P by interpreting a real n-
dimensional vector as a Np x M matrix. This gives us a map

P:UcR" S PY (4.5a)
pi(u)  pi(u) o piY(u)

o Py =| P20 R () (4.5b)
Phe () P () pAL(u)

pF(u) = uf = unp o1yen Vi<k<M,1<i<Np (4.5¢)

where each column vector of P(u) contains the attribute vector for one product. The first M
components of u are mapped to the first attribute, the next M components the second one, etc.

With Definition 4.2.6 the nonlinear program Eq. (4.4) can be written as

max r(P(u))

(4.6)
st. pfu) € P Vi<k<M
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which, with the assumptions from Remark 4.2.4, becomes

max r(P(u))

u

st plP o< owb o< pub V1<k<M,1<i< N (4.7)
uf e Pi={p},....p¢,} VI<k<M NE™<i<Np.

In order to obtain sensible continuous relaxations for the problem, we use a Special Ordered Set
Type 1 (SOS1) formulation to model the discrete attributes. The parametrization of P is then

P:UcR"” S PY (4.8a)
weP(u) = (pf () (4.8)
pi(u) = uf V1<k<M,1<i< Nt (4.8¢)
PE(u) = 3 ul pd V1<k< M, NE™ <i< Np, (4.8d)

j=1

where n = (Nl—?,o“t + N M. With Eq. (4.8) the NLP becomes

P
ZNE,UHt+1 nl)

max r(P(u))

st plP o< Wb < opt® VI<k<M,1<i< Ngomt
4.
uy; € {0,1} VI<k<M,Ng™<i<Np,1<j<n, (4.9)
Sup; =1 V1<k<M,Ng™<i<Np
j=1

Product clusters

In some cases it is useful to restrict the feasible set of control vectors u such that the resulting set
of products P(u) can be partitioned into a small number of product clusters.

Definition 4.2.7 A product cluster is a set of products {pl, . ,pM}, such that the products
only differ in their price. In other words, with p; again being price for every product p,

pk=p¥ V1<k<k' <M,2<i<Np. (4.10)
This way, each product is defined by its price and the attributes of the corresponding cluster.

For a fixed number of product clusters McUStT there are two possible ways to model the corre-
sponding optimization problem.

We can allocate a fixed number of products M; to each product cluster [ = 1,..., Mcuster Tet
I(k) denote the product cluster that product k is assigned to. We can then write the NLP as

max r(P(u,v))

st pPP o< Wb o< opyb Vi<k<M (4.11)
plb < Wl < pub V1<l < Metuster 9 < < Ngont
ob e Pi={pdy,...pd, b VI<I< Mt Nt < < Np
where the map P is given by
o (u,v) = u” Vi<k<M (4.12a)
¥ (u,v) = o/ ® V1<k<M,2<i<Np (4.12b)

Here, the number of control variables is n = M + (Np — 1) Mt 4/ is the price for product k and
v! is the vector of attributes for cluster [, where the index along the attribute dimension runs from
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2 to Np in order to keep the notation consistent. We can again transform each discrete variable
v} to binary variables v} ,,...,v! , analogously to Egs. (4.8) and (4.9) to obtain

max r(P(u,v))

st. pP o< WP o< opP® VI<k<M
p%b < ’Uz"c < p;]b V1< l < Mcluster72 <i< ngont (413)
vl e {0,1} VI<I< MO NE™ < i< Np,1<j<n,
4
Y, o= 1 V1<l < Metster Ngont < < Np
j=1
with
o (u,v) = u” Vi<k<M (4.14a)
pE(u,v) = 0! (k), V1<l<M,2<i< Ng™ (4.14b)
pE(u,0) = 3 ol Ppd V1<l< M, N&™ <i < Np. (4.14c)
j=1

Alternatively to a fixed allocation of products to clusters, additional binary variables wlk can
be used to specify if product & belongs to cluster {. For fixed number of products M and number
of clusters M™% the map P and the NLP are then given by

ph (u, v, w) = uf Vi<k<M (4.15a)
Mclust:er
pi(u,v,w) = > wfvl Vi<k<M,2<i< Np (4.15b)
1=1
max r(P(u,v,w))
st pP < uk < pyP Vi<k<M
pib < ’Ué < p;lb vi<l< ]\4cluster7 2<i< ngont
vl e Pi={pd,....p, } VI<i<Mester Ngent < i< Np (4.16)
wy e {0,1} Vi<l Messter 1 <k< M
Mclu:;ter
= 1 V1<k<M.

>, w
=1

An SOS1 formulation for the discrete cluster attributes in Egs. (4.15) and (4.16) is analogous to
Egs. (4.14) and (4.13).

4.2.2 Objective function

Following the objective of classic RM, the objective of the pricing problem is to maximize short term
expected revenue. In particular, we do not assume customer loyalty (which is often modeled via a
customer lifetime value). We also do not consider competitor reactions in a repeated competitive
game.

Clearly, given a set of products P, the expected revenue r(P) that can be achieved heavily
depends on the assumed customer model, the booking control mechanism and a suitable optimiza-
tion algorithm. In order to evaluate the objective function value of the pricing problem for a given
solution we have to solve the underlying capacity control problem. For computational reasons we
would like to be able to compute the optimal expected revenue efficiently and deterministically.
In order to use gradient based optimization, we also need to be able to compute the gradient of
expected revenue w.r.t. input parameters.

In our choice of control mechanism and solution algorithms for the capacity control problem
we limit ourselves to dynamic methods, which react to the realization to the demand process over
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the course of the booking horizon. Although working with deterministic solution methods would
greatly simplify the pricing problem, we believe that the additional effort is justified for several
reasons. Firstly, dynamic control mechanisms provenly lead to better results and are widely used
in industry practice. Secondly, the benefit of optimally choosing the fare structure and particularly
of prices arguably is higher when combined with dynamic capacity control mechanisms: Consider
a special case of pricing optimization that is only concerned with selecting of optimal price points
for products whose other attributes are fixed and given. Having different price points for otherwise
identical products (i.e. products within a product cluster) allows to

e exploit varying expected customer behavior over the course of the booking horizon, particu-
larly time-varying willingness-to-pay,

e dynamically react to the variance in demand volume and customer behavior.

While the former can be achieved with both static and dynamic control mechanisms, only dynamic
models benefit natively from the latter. In practice, static control mechanisms are often turned
into semi-dynamic ones by using frequent re-optimization during the booking horizon, always
taking into account the materialization of demand up to the current point in time. For such
an optimization scheme, the expected revenue cannot be computed easily at the beginning of
the booking horizon. Depending on the specific control scheme and optimization method, the
deterministic optimization will at best yield an upper bound for the overall expected revenue,
sometimes only a rough estimate. We will therefore focus entirely on dynamic control mechanisms
and, consequently, dynamic optimization methods.

It is well-known that the relative performance of different heuristic control mechanisms and
optimization methods change depending on

e demand volume,

e demand model,

e model parameters, particularly those related to willingness-to-pay,
e and product structure.

Primarily due to the last point, heuristic solutions of the underlying capacity control problem
are impractical for the pricing problem, because the quality of the heuristic would depend on the
current solution candidate in the optimization.

We use the well-known dynamic programming formulation of the dynamic inventory control
problem that was presented in Section 3.4.3, because it is the only dynamic model that can effi-
ciently be solved to optimality under fairly mild assumptions. In order to simplify notation, we
will mostly work with the choice-based DP, although for computational purposes one would use
the demand transformation (Section 3.5) to obtain an independent demand model. Instead of the
standard time-discrete model we will use the continuous time DP that is presented in Chapter 5.

Combining Eqs. (4.7) and (3.47), we can write the single resource pricing problem as

max Ve (0) (4.17a)
s.t. Vo(t) = - max A (S, 1) [yp = me(t)] Vi<e<C (4.17b)
ScP(u) pes
t if c=1

re(ty= {10 ress (4.17¢)

Ve(t) = Vo1 (t)  else
Vo(T)=0 Vi<e<C. (4.17d)
uf e [pi, piP] V1<k<M,1<i< Nent (4.17e¢)
uf e {pty,...pl} V1<k< M, N2™<i< Np, (4.17f)

where A, (S, t) is the demand rate at time to departure ¢ for product p given the set of alternatives
S. This rate depends on u, because P does and p € S € P(u).
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Here the maximum in the RHS of Eq. (4.17b) is taken over all subsets of the set of prod-
ucts P(u). In general the set of feasible actions S might only be a subset of the power set of
P(u). The rules that exclude certain availability configurations from S usually depend on product
characteristics and can for example be modeled via additional constraints of the form

h(S,P(u),t) >0. (4.18)

Note that these restrictions do not depend on the states V' and are therefore constraints for the inner
optimization problem in the RHS of Eq. (4.17b) rather than constraints for the DP Eq. (4.17a).
Details of the solution algorithm, including efficient derivative computation, are presented in in
Chapter 5.

For the network case with multiple resources, we simply use the network dynamic program
Eq. (3.52) instead of the single-leg DP. Due to the curse of dimensionality, this network DP
cannot be solved to optimality. In Chapter 6 we therefore present a heuristic approach based on
dual decomposition to approximate its objective function value and solution sensitivity w.r.t. the
constant parameters defining the products.

4.2.3 Demand model

We can see from Eq. (4.17a) that theoretically we can use any demand model that is compatible
with the product space P in the sense that for any finite offer set S ¢ P and every product p e S
there is a well-defined demand rate A,(S,t). In practice, however, we want to use gradient based
optimization and therefore require the demand model to satisfy the following:

Property 2 For any time ¢, finite set of products S ¢ P and product p € S the demand rate
Ap(S,t) as well as its gradient w.r.t. the product characteristics can be computed efficiently and
deterministically.

The DP formulation of the availability control problem depends on the assumption that demand is
memoryless, which means that the arrival process is modeled as an inhomogeneous Poisson process
with rate A(¢). The booking process is the multivariate filtered process induced by independent
booking decisions. As described in Section 2.2, the demand model is entirely defined by the arrival
rate and booking probabilities d,(S,t) via

Ap(S.8) = A(£)dp (S, ). (4.19)

In most cases the arrival rate A(t) is given as a piecewise smooth or piecewise constant function.
Therefore the main concern is the modeling and computation of the booking probabilities dj(S)
at a fixed point in time.

In most applications that make use of discrete choice theory the goal is to model choice behavior
of a partially unknown individual when confronted with a subset of a fixed set of alternatives
S ={p1,...,pam}. For example, the researcher could be interested in the distribution of choices a
customer makes between automobiles, depending on demographic data such as gender, income, or
location. In this case the researcher knows the fixed attributes of the alternatives that are available
on the market. The attributes defining the decision maker are random variables and the researcher
knows or has an estimate of their joint conditional distribution given certain demographic factors.
This allows the researcher to use arbitrary labels for the alternatives and construct a model using
these labels to link random effects to each product or to each customer/product combination.

Example 4.2.1 Let X = {x3,...,xy} denote the finite set of customers and P = {p1,...,prp}
the finite set of products that are included in a study. A standard linear utility model is given
by

Ui | = GTXi + nTpk + €k, (420)
where w;y is the utility of product k to customer i, the vectors 7 and n'" are the linear

coefficients for customer and product attributes respectively, and ¢; j is a random error term.
All € are assumed to be IID random variables with an expected value of 0.
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In the problem at hand the goal is to optimally define the characteristics of the alternatives,
which especially means that attributes are not fixed. During each booking decision the customer
is confronted with a set of anonymous alternatives that are purely described by their attributes,
which means that after a permutation of the alternatives we would expect a fixed customer to still
choose the same product. We can thus not allow the choice to depend on random effects that are
tied to arbitrary labels. Translating this idea to the corresponding aggregate model we see that
the demand function has to satisfy the following:

Property 3 Let P = (p1,...,pn) be a product matrix and ¢ € [0,7]. Then for any permutation
of M elements o € Sy; and every k=1,..., M:

Apa(k) (ta (p0(1)7 s apa(M))) = >\Pk (tv P) (421)

For this reason, the standard models such as MNL (see Section 2.2.1) that are often used in
choice-based RM cannot be applied here. Furthermore, it is common in the literature to describe
the whole market in a single model, tightly integrating supply and demand. In contrast to this
approach, we will strictly separate supply and demand, which not only ensures that Eq. (4.21) is
satisfied but also allows us to disaggregate the set of potential customers.

In practice, customers can often be clustered into groups, called customer types, so that cus-
tomers of the same type tend to behave similarly, while customers of different type might have
completely different decision rules. It is possible to cover these differences in choice behavior in a
single customer model, purely using customer attributes to distinguish customer types, but usually
at the expense of additional customer variables and high correlation between attributes.

Example 4.2.2 In the airline case the classic example is the separation of

Leisure customers, who often book early, are very price sensitive and are tolerant towards
product restrictions, and

Business customers, who usually book late during the booking horizon, have a high
willingness-to-pay and are sensitive to product restrictions.

A customer model describing only leisure customers might completely ignore penalties for
abstract restrictions such as weekend-stay or non-refundability and focus only on willingness-
to-pay. Each customer is then described by a single random variable indicating their budget
and the utility function is the difference of budget and price, which means that the customer
will always purchase the cheapest available product they can afford. The customer type is
uniquely defined by the probability distribution the budget attribute.

Business customers, on the other hand, have to be modeled in more detail, because their
reaction to differences in product restrictions has to be reflected in the model. As described in
Section 2.1.3, there are various ways to do this. The most common approach is to associate
a disutility cost to each product attribute and have it enter linearly into the utility function.
The disutilities can be constants, but can also depend on customer attributes that describe
a customers sensitivity to product restrictions. In the latter case a customer’s response to
varying product characteristics is random, but it is often reasonable to assume that the asso-
ciated customer variables are independent from each other and other characteristics such as
willingness-to-pay, which greatly simplifies numerical aggregation and estimation for the model.

Assume both models given above are accurate for the respective customer types. Consider-
ing the union of both customer types as a single group is of course simple, at least theoretically.
Each leisure customer can be seen as a business customer with disutility costs of zero for all
product restrictions. However, since tourists generally have a lower budget, an unknown ran-
dom customer’s willingness-to-pay is now positively correlated with their disutility costs. In
other words, customer attributes are only conditionally independent given a decision maker’s
customer type.

In addition, the distribution of each individual attribute can become much more difficult to
handle. For example, if the willingness-to-pay for each customer type follows an exponential
distribution with different rate parameters, the willingness-to-pay for the joint type does not
follow an exponential distribution.
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We will not restrict ourselves to one specific model but allow the use of a finite number of
different models that are compatible with the pricing structure we are optimizing. This kind of
disaggregation has several advantages:

Independence of attributes. As described above, assuming conditional independence between
product attributes given a customer type is much less restrictive than an independence as-
sumption among all customers.

Simpler models. Behavior specific to a certain group can be captured much more efficiently, or
vice versa: Given a fixed amount of complexity each type can be described more accurately
using a specially tailored set of attributes and decision rule. The reduced number of model
parameters will not only reduce computational complexity but also lead to much more stable
estimates.

Constant models. In practice, overall behavior of a random customer changes over the course
of the booking horizon. In order to capture this effect, a single model would have to use a
time-dependent distribution of customer attributes, which is difficult to handle numerically
and statistically. Using a collection of different customer types, this shift in overall behavior
can largely be accounted for by a shift in the mix of customers over the booking period. This
means that for each customer type the only time-dependent quantity is the arrival rate, while
the distribution of customer attributes remains constant.

Specially tailored customer models for different customer types can be constructed in different
ways:

e Based on a priori information about customer behavior that is known to the researcher or
business analyst.

e Using iterative model generation based on historical data, either using feature selection to
add relevant attributes one by one, or using model reduction techniques to remove irrelevant
criteria from an initially very complex model.

In the following, we will focus on customer choice models using a deterministic decision rule based
on a deterministic utility function, although the framework extends easily to general customer
models. In practice, a demand model depends on model parameters that have to be specified by
the researcher or estimated from historical data. In particular, coefficients in the utility function
and the joint distribution of customer attributes are controlled by model parameters. In order to
simplify notation we will omit these parameters in the following sections.

Definition 4.2.8 A customer type T for the product space P is a triple (X, u, \).

e X is a multivariate C—valued random variable X that holds information about customer
preferences such as

Favorite departure time

Inclination to cancel
— Inclination to change reservations

— Willingness-to-pay

Carrier preference

— Importance of short travel time,

where C ¢ R" is the customer space. In general, the components of X need not be inde-
pendent. If it exists, we will denote the mixed joint density function of X by f:C — Ry.

e u is a wtility function

wCxP >R (4.22a)
(x,p) = u(x,p) (4.22D)

mapping a customer x and a product p to a a real value that measures the utility of the
product to the particular customer. We assume that u is continuously differentiable with
respect to both x and p where applicable (i.e. w.r.t. continuous variables).
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e )\ is a function yielding the arrival rate for the customer type at any given time during the
booking horizon
X:[0,T] = Rso. (4.23)

We assume that A is piecewise continuously differentiable w.r.t. t.

Given the choice between the set of products S, a customer x € C will evaluate their personal
utility function u(-) = u(x,-) for all products p € S and purchase the product that maximizes
this utility unless all utilities are negative, in which case the customer will not buy anything at
all. In order to break ties, we denote by > the natural lexicographic ordering on P. If there is
no unique best product, the customer chooses between all products whose utility is maximal the
one that is minimal with respect to >.

For a fixed product p € P, the utility for an unknown customer is a random variable w(X,p) with
values in R. For two products p1,p2, u(X,p1) and u(X, p2) are generally not independent random
variables.

Definition 4.2.9 Let P be a product space and T = (X,u,\) a customer type for P. Two
products p; # po are called T-independent if and only if

Plu(X,p1) =u(X,p2)] =0. (4.24)

A set of products P = {p1,...,pa} € P is called T-independent if the elements of P are pairwise
T-independent.

Remark 4.2.10 This means that a random customer drawn from T will almost surely prefer
one of the products over the others. Hence the probability of a random customer choosing
product p € P does not depend on the choice of the ordering >.

Definition 4.2.11 Let S ¢ P be an offer set. We introduce an outside product or outside good
po that indicates - from our perspective - that a customer chooses to purchase nothing at all. In
reality the customer might buy a product offered by a competitor or one of our own products
that we (falsely) assume to be independent of S.

We define the extended offer set S as S =S u {po}.

By definition the utility of po is always zero, i.e.

Vx € C: u(x,po) = 0. (4.25)

Definition 4.2.12 Let P be a product space and T = (X, u,\) a customer type for P. Let
S ¢ P be an offer set and S = Su {pg} the extended offer set. For a customer x € C we denote
by p*(x,S) the customer’s choice, i.e. the product that the customer chooses when offered the
set of alternatives S. We denote by P*(x,S) the set of products that maximize their personal
utility:

P*(x,8)={peS | Vp eS:u(x,p) >u(xp)} (4.26)
If there is a unique optimal product for the customer, i.e. |P*(x,S)| = 1, the customer will choose
this option and we call it p*(x,S). In case of a tie the ordering > is used to determine p*(x,S):

p*(x,8) = In)inP*(x,S) (4.27)

Note that the case p’ = pg is included in Eq. (4.26), which means that the utility of a product
hast to be non-negative in order for the customer to buy it.

Aggregation

In this section, let always f:C — R denote the generalized density function for the distribution of
the customer population X.

As described in Section 2.2, because we assume that each customer has a deterministic utility
function and decision rule, the aggregation problem can be decomposed. In the first step, the set of
customers choosing a certain product is computed. In the second step, one computes the measure
of this set w.r.t. the generalized density function f.
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Definition 4.2.13 Let P be a product space and T = (X,u,\) a customer type for P. Let
S ¢ P be an offer set. For a product p € S, the customer set X,(S) is the set of customers who
choose product p when offered the set of alternatives S. It is given by

X,(S) = {2 € C | p*(x,8) = p}. (4.28)
Remark 4.2.14 By definition we have

U &,(S) = C. (4.29)

peS

Definition 4.2.15 Let P be a product space and T = (X,u,\) a customer type for P. Let
S € P be an offer set. If the set S is T-independent, the booking probability for product p € S
is given by

0(8) = P[p"(X.8) = 9] = | s, FOVx (4.30)

Given multiple customer types Ti,...,Tr, we denote by dé(S) the probability of a random
customer from customer type T; choosing product p.

Remark 4.2.16 Note that in the situation of Definition 4.2.15, due to the existence of an outside
good, the booking probabilities for p € S do not necessarily add up to one. With Eq. (4.29) we

have
> dp(S)=1. (4.31)
pes

Definition 4.2.17 Let P be a product space and T = {T4,..., T} a set of customer types for
P with T; = (X', u!,\!). Let S ¢ P be an offer set. The arrival rate \,(S,t) for product p € S
at time t is given by

A (S,t) = IEL; A1) dy(S). (4.32)

Here, the booking probabilities for each customer type are constant over time, but the mix of
customers varies according to the time-dependent arrival rates A1, ..., Ar. Note that, independent
of the time-discretization, the integral Eq. (4.30) only has to be evaluated L times in order to
compute all A, (S,t).
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Chapter 5

The single-leg inventory control
problem

In this section we will present a formulation of the single-leg dynamic inventory control problem
as a stochastic optimal control problem with a terminal constraint on the states. By applying
Bellman’s principle of optimality one obtains an ODE, the Hamilton-Jacobi-Bellman equation
(HJB-equation), that is a continuous time version of the well-known dynamic program from the
standard RM literature, which is presented in Section 3.4.3. The corresponding ODE has a contin-
uous right hand side that is only piecewise continuously differentiable. In Section 5.1 we describe
the continuous time formulation of the inventory control DP.

The IVP formulation is used in Section 5.2 to derive the adjoint equation of the HJB-equation,
which allows to efficiently compute sensitivities of the value function w.r.t. a large number of
parameters. Moreover, we show in Section 5.4 that solving the problem in its continuous time
version using standard numerical methods is more efficient than solving the time-discrete model.

On the other hand, the problem can be written as a deterministic OCP by replacing a random
discrete state by its distribution. We show that the ODE governing the forward dynamics of these
new states is the adjoint equation of the HJB-equation. This leads to an intuitive interpreta-
tion of the adjoint states, which—based on an extension of a well-known network decomposition
heuristic—gives rise to a new heuristic approximation of total expected revenue for the network
problem presented in Section 6.2.5.

Notation

Throughout this section we will keep the following notation: Using the marginal revenue transfor-
mation described in Section 3.5, we can transform any problem with a dependent demand model
into one with independent demand between (virtual) products. We therefore only need to be
concerned with the solution of the dynamic program for the independent demand case. Product
characteristics then do not enter directly into the DP but only through the transformation of fares
and demand. Therefore, we do not consider products as vectors of attributes but can rather use a
fixed numbering.

Let P = {1,...,M} be the set of products and S € £(P) the set of feasible offer sets. Again
by virtue of the demand transformation we can assume w.l.o.g. that S = £(P): We construct
one virtual product per feasible offer set and obtain an equivalent independent demand structure
without any restrictions on the availability decisions. Each offer set S € S is a subset of set of
products. Alternatively, the set of available products can also be described by an incidence vector
s € {0,1}7, where product k € P is available at time ¢ if and only if s = 1. In the following we
will use both notations for the same offer set: A lower case s always denotes a binary vector of
availability for each class, and an upper case S denotes the corresponding set of available products.

Denote by yy the yield of product k. Let again [0,7T"] be the booking horizon and let

t— )\k(t)
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be the time-dependent demand rate of the Poisson arrival process Ny for product k.

It is well-known that the sum of two independent Poisson processes is again a Poisson process
with arrival rate equal to the sum of the original arrival rates. This allows us to combine products
with equal yield into one product and add their rates. Therefore, we can assume w.l.o.g. that
products are ordered by yield in strictly descending order:

Yi>...>2¥YMm- (53)

5.1 Stochastic optimal control problem

As stated in Chapter 3, the dynamic single-leg availability control problem can be written as the
stochastic optimal control problem

max E [ > fOT VkSk de] (5.4a)

keP

T
subject to > f sy AN, < C a.s., (5.4b)
kep Y0

where the objective is the expected revenue over the whole booking horizon and the constraint
enforces that the number of bookings does not exceed capacity with probability one. In the above,
control is exercised via a stochastic process s with values in the set {0,1}”: Product k € P is
available at time ¢ if and only if s = 1.

Introducing the remaining capacity at any time during the booking horizon as a (random) state
variable ¢ € N, Eq. (5.4) can be formulated as a stochastic optimal control problem with a terminal
constraint on the state:

max E[/OT Z SLYE de] (5.5a)

keP
subject to dec=- ) s, dN; (5.5b)
keP
c(0)=C (5.5¢)
c(T)=0 a.s. (5.5d)

Due to the memorylessness of the arrival process, c¢ is a controlled Markov process on the
countably infinite discrete state space N. More precisely, Eq. (5.5) is a continuous-time Markov
Decision Process (MDP), and the optimal control s*(¢) only depends on the value of the state
variable c(¢) and the time ¢, but not on the history of the processes c, s or N. Therefore, any
control process s that is optimal for Eq. (5.5) can be written as a deterministic control scheme

s:[0,T] xN - {0,1}" (5.6a)
(t,c) » s(t,c), (5.6b)
mapping a pair of time ¢t and remaining capacity c to a feasible action.
The terminal state constraint Eq. (5.5d) can be trivially satisfied by not selling any product
once capacity is exhausted, i.e. setting
s(t,¢):=0 Ve<0,te[0,7T] (5.7a)
= c(t)>0 Vte[0,T]. (5.7b)
This is w.l.o.g. because we are ignoring cancellations and therefore ¢ is monotonically non-increasing
over time. On the other hand, with the initial state c¢(0) = C' and the monotonicity of ¢, we have
c<C.
We can therefore reduce the state space of the Markov process c to the finite discrete set
{0,...,C} w.lo.g. Likewise, the control scheme (Eq. (5.6)) is now a map
5:[0,7]x{0,...,C} - {0,1}" (5.8a)
(t,c) — s(t,c) (5.8b)

with s(+,0) = 0.
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5.1.1 Solution via Dynamic Programming

The Markov property of the arrival process allows us to solve Eq. (5.5) via dynamic programming.
Let

V:[0,7] - R0 (5.92)
te (Ve(t) cego,....01 (5.9b)

be the expected-revenue-to-come function or simply value function, where V.(t) is the expected
revenue to go from time ¢ and remaining capacity ¢, assuming optimal control. Note that we
always have Vj = 0 due to the capacity restriction. In addition, regardless of remaining capacity
no revenue can be generated at or after departure and therefore V(T') = 0.

Consistent with RM literature, in the following we will represent the marginal value of capacity
by the bid price function

00 ife=0
me(t) = {Vc(t) V(b)) else. (5.10)

It represents the opportunity cost of selling one seat at time ¢ and remaining capacity ¢. At ¢=0
we set the bid price to infinity, because there is no seat left to sell without violating the capacity
constraints.

Applying Bellman’s principle of optimality, we see that the value function is the solution of the
HJB-equation

Vo(t) = - max > s (t) [yr — me(t)] V1<e<Cite[0,T] (5.11a)
s€{0,1}” rop

V(T)=0 Vi<e<Cl (5.11b)

Proposition 5.1.1
The solution of Eq. (5.11) satisfies the monotonicity properties

Vo(t) <0 < Vo(t +h) < Vi(t) (5.12a)
me(t) = Ve(t) - Vo1 (8) 20 (5.12b)
7e(t) <0 < 7e(t+h) < (t) (5.12¢)
Ter1 () < me(t) (5.12d)
7e(t) < y1 = Ve(t) < cyy (5.12¢)
for every t € [0,T], h>0 and every c=1,...,C.
Proof A proof is given in the book of Talluri and van Ryzin [117, p. 60]. O

The inequalities Eq. (5.12), in this order, intuitively state the following:

e Expected revenue-to-go for a fixed remaining capacity decreases over time. Equivalently,
expected revenue-to-go increases with increasing time to departure.

e The marginal value of one unit of capacity, or bid price, is non-negative.
e The bid price for a fixed remaining capacity decreases over time.

e The bid price is monotonically non-increasing in remaining capacity. In other words, one
unit of capacity is more valuable when capacity is sparse.

e The marginal value of one unit of capacity is bounded above by the yield of the highest-valued
booking class.
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Remark 5.1.2 (Structure of optimal controls) The RHS of Eq. (5.11a) is separable in k
and an optimal control strategy is given by

1 iy > ma(t),

5.13
0 else. ( )

sp(t,c) = {

Because products are ordered by decreasing yield (Eq. (5.3)), this means that we only have to
take into account the nested structure of offer sets

Sop=3cS:={1}cS:={1,2}c...cSy =P, (5.14)
corresponding to the control vectors of the form
g =(1,...,1,0,...,0)7 (5.15)
—
k

for every k = 0,...,M. Note that, due to Eq. (5.12¢), the highest-value product is always
available as long as there is capacity left. We do, however, include the empty offer set in order
to simplify notation for the case ¢ = 0.

Each such offer set is uniquely determined by its lowest available booking class, i.e. by the
product with lowest yield that is contained in the offer set. We can therefore write every optimal
control scheme as a map

k:[0,T] x{0,...,C} = {0,...,M} (5.16a)
(t,c) » k(t,c), (5.16b)
where k.(t) is the lowest available booking class at time ¢ and remaining capacity c.

Exploiting this structure, we can rewrite the RHS of the HJB-equation (Eq. (5.11a)) as follows:
For every 1 <c¢<C and te[0,T]

Va(t) = —max Ry(t) - 7o(t)Di (1), (5.17)
where 7 is again the bid price, and for every k € {0,..., M}
k k
Rk(t) = Z )\k’(t)}’k’ = E[ Z Y der(t)] (518&)
k=1 k=1
k k
Dy (t):= > Aw(t) = ]E[ > de:(t)] (5.18b)
k=1 k=1

denote the total revenue and total demand rate at time ¢ for the control vector §* respectively.
Then Eq. (5.17) is the linear ODE

V(t) = AV (t) - b(t) (5.19a)
V(T) =0 (5.19b)
with time-dependent coefficients
0
Dy, -Dg,
A= D., -Du, (5.20a)
D;. -Di.
0
b= Rf“l : (5.20Db)
Ry
where k. maximizes the RHS of Eq. (5.17) for every ¢, i.e. (see Eq. (5.13)):
ko(t) = max{k | yr 2 7(t,¢)} (5.21)

and k.(t) =0 if all y, < 7w (¢,¢).
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5.1.2 Formulation as a deterministic optimal control problem

One way to derive the dynamic programming formulation presented above is to transform the
stochastic OCP Eq. (5.5) into an equivalent deterministic OCP. As described above, due to the
Markov property of the arrival process, the random control process S can be described by the deter-
ministic map Eq. (5.8) or, equivalently, written as a time-dependent control matrix S(t) = (s(¢)c.x),
where for every remaining capacity c € {0,...,C} a product k € P is available at time ¢ if and only
if the binary variable s(t)r = sx(t,c) = 1.

Consider again the Markov process c. Because the state space is finite, the forward dynamics
of the system can be described deterministically by introducing the probability distribution of ¢
as system states. Let

(1:[0,T] » REO-C} (5.22a)
te (/Lc(t))ce{o,___7c} ) (5.22b)

where for every ce {0,...,C}
pre(t) =P [e(t) = c] (5.23)

be the probability of the discrete random variable c(t) taking value ¢ at ¢ € [0,T].

The system can only transition from state ¢ = ¢ to state ¢ = ¢ -1 and it will do so whenever
a booking occurs. Given a control vector s = s(¢,c¢) or—equivalently—an offer set S, the overall
booking rate at time ¢ and remaining capacity c(¢) = ¢ is the sum of the arrival rates of all available
products, i.e. it is the total demand rate

D(S,t) = kz;g/\k(t). (5.24)

To simplify notation, let
D, (S,t) D(Sy,,t)
D(S,t) = : = : (5.25)
Dc(S,t) D(Sc..,t)
be the vector of demand rates for every ¢ = 1,...,C. Note that Dy = 0 due to the capacity
constraint.
The transition rate from state ¢ to state ¢’ is then given by

D.(S,t) Lifcd=c-1
Qe (t) ={-D(S,t) ,if ' =¢ (5.26)

0 ,else.

The time-dependent transition rate matrix of the Markov process c is therefore

Q= (qC,C'(t))c7c’e{O,_,,7C} (527)
0
Dy (S(t),t) -D1(5(t),t)

_ Do(S(t).t) -Da(S(1),1)) . (5.28)

De(S(t).t) -De(S().1)

Together with the fact that we are starting with initial capacity ¢(0) = C, this means that the
state probabilities satisfy the IVP

A7) = 1T (DQ) (5.290)
17 (0) = (0,0,...,0,1) (5.29b)
Given controls S, the revenue rate vector r(t) is given by

re(S,t) = Y Ak(t)yr (5.30)
keS

for every c.
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Example 5.1.1 Given a lowest available class control scheme like in Eq. (5.21), the booking
rates and revenue rates are equal to the total demand and total revenue rates Dy, (4 () and
Ry, (1) (t) of the corresponding feasible action. The transition rate matrix and the revenue rate
vector are then given by @ = A and r = b respectively, with A and b as in Eq. (5.20)

We can formulate Eq. (5.5) as the deterministic OCP

T C

mae [ > net) 3 SerONe Dy (5.31a)
subject to fre(t) = =pe(t) D7 Ser(t) A (t) (5.31b)

keP

+ piee1 (8) D) Serr k(BN (t)
keP
1 ife=C,

e (0) = {O . (5.31c)
So, =0, (5.31d)

where S:R — {0,1}{0+CHP is a4 measurable matrix valued function and we use the convention
that p. =0 whenever ¢ ¢ {0,...,C}. With Q and r as defined above, this is the same as

T T
max [0 (S, () dt (5.322)
subject to [(t) = QT (S, t)u(t) (5.32b)
1(0) = (0,0,...,0,1)" (5.32¢)
So. =0,. (5.32d)

Applying Pontryagin’s maximum principle (see Theorem 1.3.3) to the above OCP, we can now
easily derive the DP in Eq. (5.11): The only inequality constraints are the simple bounds on the
controls, for which we do not need to compute any Lagrange multipliers. Let V:R — R{0-C} be
the dual states associated to the states p. Since the objective Eq. (5.32a) contains no Mayer term,
the terminal conditions for the dual states are simply V(7T') = 0.

Omitting time as an argument, the Hamiltonian is given by

H(p, S, V) =x(S) pu+V'Q™(S)u (5.33)
=u'r(S)+pu'Q(S)V. (5.34)
The adjoint states satisfy
V=-H] (5", V) (5.35)
=-1(S*) - Q(S)V (5.36)

Note that each row of the transition matrix () and each component of the revenue rate vector r
only depend on the corresponding row of the control matrix S. Therefore the optimality conditions
for the controls—which state that H is maximized point-wisely—are separable: For every remaining
capacity ¢ we have

Se.(t) = arg{;xie}mi( pe(t) [re(se,t) + Qe (se, 1)V ()] . (5.37)

Together with Eq. (5.36) and the fact that p. > 0 we obtain the dynamic programming recursion
Eq. (5.11). This proves the first part of our claim that the dynamic programming formulation
Eq. (5.11) and the OCP formulation Eq. (5.32) of the single-leg capacity control problem are dual
to each other: The value function V' in the DP Eq. (5.11) is a solution to the adjoint equations
Eq. (5.35) for the OCP Eq. (5.32).
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5.2 Sensitivity analysis of the dynamic program

In the previous section we introduced the states p, which describe the distribution of remaining
capacity over the course of the booking horizon, and the corresponding ODE Eq. (5.32). In this
section we will show that this forward differential equation is the adjoint equation of the HJB-
equation for a canonical functional, namely the expected revenue to come from time ¢ = 0 and
remaining capacity ¢ = C. This means that a solution of Eq. (5.32) can be used to efficiently
compute the derivative of Vi (0;p) with respect to parameters p.

If product attributes are parametrized by optimization variables u as described in Section 4.2.1,
then the value function V' is a function of u via the demand rates A as well as the yields y, both of
which depend on u. In this section we will derive the forwards and backwards sensitivity systems
for the HJB-equation 5.17. In order to account for the different ways to parametrize the DP, we
will add an additional layer of abstraction and write the value function as a function V(¢,p(u))
with the parameters p, which in turn depend on the optimization variables .

Note that in the context of dynamic programming one usually refers to the solution of the HJB-
equation, which is a terminal value problem, as the backward sweep. In the context of adjoint
sensitivity, the solution of the original IV P is called the forward sweep, while the solution of the
adjoint equation is called the backward sweep. In order to avoid confusion, in the following we
will always use terms forward and backward consistently with the parametrization of time, i.e. the
HJB-equation is solved backwards, and the adjoint equation is solved forwards.

Using Eq. (5.19), in the notation of Section 1.2.1 we have

y=V (5.38a)
f(tvyvp) = _A(tap)y_ b(t7p) (538b)
y(T)=0. (5.38¢)

The objective for the pricing problem (Eq. (4.17a)) is to maximize the expected revenue to go
across the whole booking horizon when starting with initial capacity C'. We therefore have the
end-term objective functional

9(p) = Ve (0,p). (5.39)
Written in the form of Eq. (1.34) it is given by
¢[0,y,p]=yc. (5.40)

Variational equation
The backward sensitivity system is given by

. dA db
VP(t,p) = -A(t,p)VP(t,p) - — (¢, p)V (L, p) - — (¢, p) (5.41a)
dp dp
VP(T,p) = 0. (5.41b)
where VP := ‘é—‘;. Here, we use an upper index to denote the derivative of the value function w.r.t.
parameters, because the lower index is used for capacity. Therefore g—f)(p) =VE(0,p).

Adjoint sensitivity

In a typical instance of the single-leg DP the number of states, which equals the initial capacity C,
is at least 100. The parameter vector p, on the other hand, describes the—often very complex—
price structures offered in the market and can therefore be very large as well. In addition, we are
only interested in a directional derivative of the value function, namely the derivative of the last
state at time ¢t = 0. Together, these facts suggest the use of adjoint (which in this case is forward)
sensitivity instead of the variational equation Eq. (5.41).

Proposition 5.2.1

The adjoint states p of the HJB-equation, as defined in Section 1.2.1, are equal to the probabilities
of the system being in a certain state (i.e. having a certain number of remaining seats) at any
given time. In other words:

pe(t) = Ple(t) = c]. (5.42)
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Proof Using Eq. (1.45), we see that the adjoint states p are the solution to the IVP

=fu < At p)=ATp (5.43a)
0
(5.40) 0
1 (0) = Ly (0) = p(0,p)=1" |, (5.43b)
1
which is the same as Eq. (5.29), which governs the evolution of the state probabilities. O
Then, with Eq. (1.44),
dg . 0o .
——(P) = Lp(0) +pt (T)yp(T)+f p'fp dt (5.44a)
dp _ . 2 Jr
= =0
T
- f pfp dt (5.44D)
0
T A
(5.:19y' L [ d Ve db] it (5.440)
0 dp dp

Here, the negative sign in the second equation is due to the reversed integration limits, which are
a result of the fact that the HJB-equation is a terminal value problem.
By definition, the derivatives of the coefficients A and b can be computed as

d D Zk: d A (5.45a)
—_— k = —_— kl .

dp oo dp

d kod d

— R, = — A Vi + Apr .. 5.45b
dp k kZ=:1 dp Yk Ak dek ( )

The exact form of these derivatives depend on the customer model and on the choice of p.

Example 5.2.1 Assume that the demand rates A, are piecewise constant on [0,T]. More
precisely, let

= [tio1, ti] Vi=1,...,n

be a fixed discretization of the booking horizon, with

Ai(t) = Mg Vel keP. (5.46)
Then, by definition (Eq. (3.58)), total revenue R and total demand D are piecewise constant
as well:
Dy (t) =Dy, : Z ki Vtel, keP (5.47a)
Rk(t) = Rk,i = Z )\k’,iYk’ Vte IZ', keP (547b)
k=1

An instance of the DP is then uniquely determined by the 2nM parameters
Rip - Rmi|Din - Dwua

p=| : : S (5.48)
Rl,n RM,n Dl,n D]W,n
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With this choice of p, all entries of the coefficients A and b are components of p. As a result,

the tensors 44 and 9% are easy to compute and extremely sparse. In addition, parameters are
dp dp ’

local in the sense that only one row vector
(Rl,i; ey ]3.]\471'7 Dl,ia ey DM’i)T

actually influences the solution at time ¢ € I;. Therefore, locally the number of parameters is
2M.
The derivative of the value function, %(0), can be computed by solving
p

e the (2M + 1)C-dimensional variational equation of the HJB-equation,

e or, with the adjoint approach, ODEs of dimensions C' and C + 2M for the forward and
reverse sweeps respectively.

The derivative of V(0) w.r.t. the controls u is then

ch dVC dp
—(0) = ——(0)— 5.49
ORI O (549)
where, by definition of R and D (Eq. (5.47)),
dDy; & d
== — A i 5.50
du kgl du”"" (5.50a)
dRy, & [ d d ]
— = — Ak i Yk + AR / 5.50b
du k12=:1 du’k AYE AR du)’k ) ( )

for every k € P. In Eq. (5.50), the derivative dd’;’“ is determined by how products are
parametrized (see Section 4.2.1), while d%/\kﬂ" measuring sensitivity of demand w.r.t. controls,
depends on the customer model.

Example 5.2.2 As a special case of Example 5.2.1, consider the demand model described in
Section 4.2.3, where choice behavior is constant over time for a fixed customer type, and chang-
ing aggregate choice behavior arises from changing, but piecewise constant, mix of customer
types. Let again

Iiz[ti,l,ti] Vi=17...7n
to =
tp,=T
be a fixed discretization of the booking horizon and assume that the arrival rates \!,..., A\
associated with the customer types 1,..., L are constant on each I;:
A(t) = AL Vit e ;. (5.51)

As a result, with Egs. (4.32) and (3.58), total demand Dy, and total revenue Ry, for each virtual
product k are piecewise constant as well and given by

L

Dy (t) = D(Sk,t) =Dy = Y. N> dh(Sk) Vtel (5.52a)
=1 k'
L

Ry () = R(Sk,t) = Ry = 2N > db (Sk)ywr Vi eI (5.52b)
=1 4

for every k € P, where Sy is the offer set corresponding to the virtual product k. Taking the
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derivative w.r.t. u yields

de:z L 1 k d 1
== N D, e (Sk) (5.53a)
du l=z1 k; U
deZ L 1 k [ d 1 1 d ]
— =%\ —d (S r+d (Sk)—yr |- 5.53b
1u l; zkgl du o (Sk)yr + di (Sk) " ( )

Here, d%d;,(sk), measuring sensitivity of demand w.r.t. controls, can be computed using the
methods presented in Section 7.1. Note that this derivative is independent of the time dis-
cretization and therefore only needs to be computed once.

One alternative parametrization of the DP is the canonical choice p := u. This reduces the
number of parameters, if the number of (virtual, independent) products in the DP is much larger
than the original number of (dependent) products before demand transformation. However, this
reduction comes at the cost of a loss of sparsity in the tensors 44 and g—g, increasing the cost

dp
of evaluating the RHS of the backward sensitivity system (Eq. (5.41a)) as well as the integrand
in Eq. (5.44c¢) in the adjoint approach by a factor of O(|u|). As shown in Section 5.4, in an
efficient implementation this is the governing factor for overall performance.

Example 5.2.3 Assume that the parameter p does not have any impact on demand, but
only influences the yield vector y. In other words, p does not control any visible product
characteristics (including price), but only influences the value that selling one unit of a certain
product has for the airline. This case occurs in several different scenarios, for example:

Changing marginal cost If marginal cost is included in the pricing and inventory control
problems, then the net yield associated with product £ is given by

Yk = [k =k, (5.54)
where fr and cj are the price and the marginal costs of the product respectively.

Varying exchange rates Typically, an airline sells tickets all over the world and, for mar-
keting reasons, prices are fixed in the local currencies. With a given local price fy, the
airline’s utility of selling one unit of product & is

Vi = afy, (5.55)

where « is the exchange rate between the customer’s and the airline’s local currencies
respectively.

Network decomposition heuristics As described in Section 3.4.4, most advanced network
decomposition heuristics involve the solution of a number of single-leg DPs, where the
yields associated with each product k are of the form

Vi =[x = 7, (5.56)

where 7, is a displacement adjustment for product k, containing information about the
network effects of selling one unit of product k.

In all of these cases, a change of the respective parameter has no influence on customer choice
behavior, because the product’s end price for the customer remains constant.
With Eq. (5.45), we have

d

—D; =0 5.57
ap (5.57a)
d k d

7Rk = /\k’ Yk 5.57b
dp k12::1 dp ( )
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and therefore

diA =0 (5.58a)
p
d
4. [t
dip = 4 5 (558b)
ap Rke

where k. is the lowest open booking class if remaining capacity is ¢ and the last equality follows
from Eq. (5.19).

Because sensitivity of the value function w.r.t. the varying parameter is particularly useful
for network decomposition heuristics, consider the case where p is an additive constant in the
yield of product k:

Moreover, assume that the yields of all other products are independent of p and therefore

dy
By definition of the total revenue rate,
d u dyw  dw
7Rk = Z )\k’ Yk k Yk (561)

S =0
Ao, itk <k
= TS (5.62)
0, else.
The derivative of the value function is therefore given by (see Eq. (5.44))
dg T _db
o\ o 5.63
01p(p) fo * i (5.63a)
T C
= fo > (X (D) Ljes i, A (5.63b)
c=1

where S(t, ¢) is the offer set at time ¢t and remaining capacity ¢, and 1. is an indicator function.
With the random variable ¢ for remaining capacity, the offer set is a random process
S(t) = 8(t,c). Using the fact that p.(t) = P [c(t) = ¢], we obtain

C
(%(p)= fOTA;;(t);P[c(t):c] Lies(rey 4t (5.64a)
- [ A (OP [ eS)] dt (5.64D)
:E[[OTSE dec], (5.64c)

which is the expected number of bookings for product k given the control scheme S.

5.3 Sensitivity analysis of the optimal control problem

The sensitivity result Eq. (5.44) can also be obtained by performing a sensitivity analysis on the
OCP Eq. (5.32) using the methods described in Section 1.3.2: Let g(p) be the optimal objective
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function value of a parametric version of Eq. (5.32), where the revenue rate r and the total de-
mand rates D—and therefore the transition rate matrix Q—depend on a parameter p. Applying
Theorem 1.3.10 and using Eq. (5.33), we have

%pg(p) - /(;Tajdt (5.65a)
:fOTM gr(s*) T—(S*)th (5.65b)
:fTZuc[arC(s*) Z aQ;C (S*)vc,] dt (5.65¢)

c’=0
ng [‘21; 5+ 2 a 0_1)] at (5.65d)
- [fo %(s*)—%(s*)ﬂ dt]. (5.65¢)

Here, s* is the optimal random control process for the stochastic OCP and the random process
7 is the bid price at every point in time. Both depend deterministically on time and remaining
inventory, satisfying s* (¢ | c=c) = S; (t) and 7 (¢ | c=c) = m.(t). In the last identity we use the
interpretation that p.(t) = P[c(t) = ¢] and the fact that

ro(S*)=r(s"|c=c)=r(s") | c=c
D.(S")=D(s"|c=¢)=D(s") | c=¢

the revenue rate and total demand rate given remaining capacity c = c.

5.4 Numerical solution of the DP using higher order meth-
ods

In order to solve the pricing problem using gradient based methods, we frequently need to evaluate
the objective function—expected revenue under optimal availability control—and its gradient for
different parameter vectors. The former is most easily done by solving the DP. The latter is,
particularly for a large number of parameters, best accomplished by first computing the adjoint
states of the value function, i.e. the primal states of the OCP, and then evaluating the integral
Eq. (5.44c). In this section we show how both can be performed very efficiently using simple higher
order explicit integration schemes, while maintaining high accuracy in the results.

The most widely used formulation of the single-leg DP is the discrete time version described
in Section 3.4.3. As a result, the problem is often solved by directly computing the recursion
Eq. (3.44), which is equivalent to the numerical solution of Eq. (5.11) using an explicit Euler
method while ignoring the non-differentiability in the RHS.

The problem can be solved much more efficiently using standard numerical methods for the
solution of ordinary differential equations (see Section 1.2). However, in general fast convergence
for higher order methods can only be guaranteed if f is sufficiently smooth.

Due to the maximum in the RHS of Eq. (5.11), the ODE has to be treated as an IVP with
implicit switches. Compared to a general problem of this kind, the RM dynamic program is
in a sense much smoother: First of all, the solution is continuous, in other words there are no
jumps in the differential states at switching times. In addition, the RH S is continuous, albeit not
continuously differentiable. Therefore we will show in the following that, although technically the
continuous time DP should be solved using a suitable solver that can deal with implicit switches,
quadratic convergence can still be achieved when a standard method is applied naively without
stopping the integrator at switching times.

Let I =[tg,T] cR. For every k=1,...,m let

fi: I x R™ — R"™ (5.66a)
(t.y) = fi(t,y) (5.66b)
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be continuous in ¢ and Lipschitz continuous in y. Then

£ xR™ - R™ (5.672)
(t,y) ~ £(t,y) =max {fx(t,y(t)) | k=1,...m}. (5.67b)

is Lipschitz continuous in y as well. Denote by y(¢;%0,y0) the exact solution of the IVP
y(t) =£(t,y(t))
y(to) = yo.

Because all f;, are continuous in ¢ and y, for every t’ € I there are ¢ > 0 and k such that
f(t,y(t)) =fp(t,y(¢t)) on all of [¢',t' +€]. If the problem is non-degenerate, and in particular
if demand rates are assumed to be piecewise constant over time, the number of switches is finite.
We can therefore partition I into n intervals

Io = [to,t1]
I = [ti ti1] Vi=1,...,n-2
In—l = [tn—lytn = T]

where t1,...,t,-1 are the switching times. Choose k(i) such that f; maximizes the RHS of
Eq. (5.67a) in interval i:

fr.) (¢, y (1)) = max {fi(t,y(¥)) | k=1,...m} Vtel;
For every k =1,...,m denote by y*(¢;t,yo) the solution of the IVP

V(1) = i (t, (1))

y"(to) = yo-
Then y satisfies
y(t) =y (15, v5) Vtel,
Y(O) =Yo
vo =y Ot tio,yi ) Vi=1,...,n-1

Assume we attempt to solve Eq. (5.67a) numerically using n integration steps with fixed size
h = %, without stopping at the switching times. The corresponding partitioning of the booking
horizon is

Iy = [to,11]
I = [t tis1] Vi=1,...,7-2
Iy = [tyo1,tn =T,
where #; = to+ih. Instead of taking the maximum in f point-wise whenever the integrator evaluates

the RHS, in each integration step we use the fj that is maximal at the beginning of the current
step. Ignoring the discretization error, this means that we actually solve the problem

u(t) =y (158 5) Vel
Uy = Yo
=y D i) Visloasl,

where ];'( j) is chosen so that f,;( ;) Mmaximizes f when evaluated at the initial conditions for interval
J: , A
f,;(j)(tj,u{)) =max {fy(£;,u}) | k=1,...m}
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Let t; € fj be the first switching time that is in the interior of one of the discretization intervals.
Then u =y on all prior integration steps and at the switch ¢;

y(t:) = u(ts) (5.68a)
y(t:) =u(t:) (5.68Db)
The local error
6(t) = u(t) - y(t) (5.69)
incurred in step j by ignoring the switch at ¢; satisfies
5(8) = (1) = i (£, u() — Fuoy (8,9 (8) (5.70)
o(t;)=0 (5.71)

on the interval I = [¢;, fj]. Since all f;, are continuously differentiable, fis continuously differentiable
on I. As a result, § is twice continuously differentiable on I and has a Taylor expansion around ¢;

3(t) = 8(t:) +8(t:) (t~t:) + o ((t - t:)*), (5.72)
0 0

where the constant and first order terms are zero due to Eq. (5.68). In particular,
5(t;) = o(h?).

If multiple switches at switching times ¢;,%;41, ... are missed within one integrator step, the same
analysis can be used for each sub-interval [¢;,t;41].

Thus, like the local discretization error of a first order method such as the explicit Euler method,
the local error arising from missed switches is quadratic in the step size h. However, contrary to
the discretization error of the integrator, it only occurs in those time steps that run over a switch.
If the number of switches n is finite, it is a problem-dependent but constant upper bound on the
number of inaccurate steps. Thus, if error propagation is moderate, asymptotically the overall
error is still quadratic in A as h - 0. Whether this is the case of course depends on the condition
of the problem as well as the stability of the integrator.

In case of the availability control DP, significant improvements in computational efficiency can
be gained by using a second order method instead of explicit Euler. Depending on the constants in
the respective errors, methods of order greater than two can lead to even better results, although
convergence will still only be quadratic. Generally this will be the case if the overall error is mainly
caused by the discretization error instead of missed switches.

Example 5.4.1 A realistically sized problem with an initial capacity of C' = 200 seats and
M = 20 products was considered to demonstrate these results. Prices f; for each product
k were generated randomly following an exponential distribution with rate 1. Based on these
prices, expected demand A for each product k was generated randomly following an exponential

distribution with rate fik and then normalized such that

M
> A =C. (5.73)
k=1

Prices and demand are shown in Table 5.1, with products ordered by decreasing price.

Six instances of the single-leg DP were generated by scaling the demand vector with a factor
a €{0.7,0.85,1.0,1.5,2.0,4.0}, that determines the ratio of overall overall demand to capacity.

Each instance was then solved with the explicit Euler method, the second order Heun
method, and the classic fourth order Runge-Kutta method, using various step sizes. Since the
DP does not have an easily accessible analytical solution, for each problem instance a numerical
estimate of the true value was computed up to a relative error of /e ~ 10 (where ¢ is machine
accuracy using double precision arithmetic), which is the round-off error to be expected using
numerical integration.
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Demand  0.2696 1.5110  0.0755  0.8752  3.5520
Price  4.3039 2.6803  1.8400  1.0492 1.0120
Demand 37.1994 3.8842  1.2034  0.4483 15.6664
Price  0.8681 0.8371  0.8026  0.7349  0.6271
Demand  4.7281 3.9982  4.0505 18.9604 25.2792
Price  0.5094 0.4488  0.4290  0.4048  0.3396
Demand 21.5868 3.2895 30.5751  3.8755 18.9719
Price  0.2881 0.1716  0.1342  0.0596  0.0507

Table 5.1: Demand and prices for example 5.4.1

Demand Factor | Euler Heun Rk4
0.7 | 0.27120 0.03354 0.00684
0.8 | 0.99082 1.21632 0.31194
1.0 | 1.00132 1.97806 1.37341
1.5 | 1.00118 2.00247 1.73240
2.0 | 1.00156 1.90217 1.41942
4.0 | 1.00250 1.96829 1.71862

Table 5.2: Slope coefficients of log-linear model fit

The results were produced on a workstation with an AMD Phenom IT X6 1055T processor
at 1.5 Ghz and 8 GB RAM using Ubuntu 12.04 with the software described in Appendix A.1.
Figures 5.1 and 5.3 show plots of the relative error of the value function and bid price respec-
tively compared to these estimates, plotted against the number of integration steps taken. For
very low demand the different methods perform similarly, because the global error is mostly
determined by machine accuracy. In particular, the actual bid price is close to zero in this case,
causing the cancellation error to outweigh the discretization error.

With higher demand, higher order methods become more accurate using the same number of
integration steps. More importantly, as shown in Figs. 5.2 and 5.4, they become more efficient
per unit of CPU time as well. Table 5.2 shows the slope coefficients of log-linear models, that
are plotted as straight lines in Fig. 5.1.

As expected, the convergence rate of the fourth order method is still only quadratic. How-
ever, Fig. 5.1 shows that, due to a constant difference in accuracy, the CPU time required to
achieve a given relative error using the RK4 method is lower by a factor of about 10 compared to
the time required to achieve the same accuracy with a second order method. The improvement
over the explicit Euler method, which is widely used in practice, is several orders of magnitude.

Remark 5.4.1 Clearly, the application of a higher order method with the capability to deal
with implicit switches would lead to better asymptotic behavior. In addition, standard error esti-
mation techniques will fail if discontinuities are simply ignored, preventing the use of integration
schemes with error control and adaptive step sizes.

However, in examples of realistic size the number of switches is only bounded by the product
of

e the number of time intervals of a piecewise constant demand model,
e the number of products,
e the initial capacity.

The number of virtual products arising from demand transformation (Section 3.5) of a discrete
choice model can easily exceed 100, while initial capacity is commonly between 100 and 400.
Even assuming constant demand, this leads to approximately 10* switches, while for standard
demand models the number will often rise to more than 10°. In addition to the computational
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Demand Factor | Euler Heun Rk4
0.7 | 0.77890
0.8 | 0.99344 0.96100 0.84159
1.0 | 1.00096 1.01791 0.95722
1.5 | 1.00422 0.99651 0.96421
2.0 | 1.00441 0.94736 1.02338
4.0 | 1.00705 1.03205 0.98048

Table 5.3: Slope coefficients of log-linear model fit for derivative error

work required to locate these switches, the integrator will stop at each switching point and will
thus take at least one additional integration step for each switching time. As shown in Figs. 5.1
and 5.3, a naive approach with fixed step size and ignoring discontinuities already yields very
accurate results with 10° steps of fixed size.

5.4.1 Adjoint sensitivity

Since the RHS of Eq. (5.43a) as well as the integrand in Eq. (5.44c¢) are not continuous at switching
times, only linear convergence can be expected when switches are ignored during the solution of the
adjoint problem. Numerical results from Example 5.4.1, shown in Table 5.3 and Figs. 5.5 and 5.6,
reflect this.

For comparison we again computed a numerical solution of the true derivative up to round-off
error for each problem instance. Relative error was measured using the acute angle, given by

zTy

a(z,y) =
lzllyl

for two vectors x and y, between this solution and the estimates computed by the different inte-
grators at various step sizes.

This error measure is invariant under scaling by a scalar constant and was chosen because,
rather than measuring actual differences between vectors, it measures a deviation of directions,
which is the relevant quantity if the derivative is used for a Newton-type optimization algorithm,
in particular if line-search is used.

In contrast to the results presented in the last section, the classic fourth order Runge-Kutta
scheme does not lead to further improvement over the second order Heun method in this case.
However, again both higher order methods are more efficient than the explicit Euler method by at
least one order of magnitude across all test cases. Both yield acceptable results with errors around
107 at 10° steps with run times in the order of 1 sec.
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Chapter 6

The network inventory control
problem

In the following, we will extend the results presented in the previous chapter to the network
setting, where not all products consume the same single resource. Instead, every product belongs
to a certain itinerary, which is a collection of resources that are consumed by one unit of the
respective product.

In Section 6.1 we describe an exact solution algorithm via dynamic programming, which is
only of theoretical interest, because it is computationally infeasible for realistically sized problems
instances due to the curse of dimensionality. In Section 6.2 we describe a well-known decomposition
heuristic for the network DP, and use it to introduce a new method for estimating overall expected
revenue in the network. We further refine this revenue approximation method and the heuristic
control scheme in Section 6.3.

We will make the assumption that demand for a product on one itinerary (or ODI) only depends
on the products and availabilities for this product, but is independent of the products offered on
other itineraries. In other words, we assume in the demand model that customers do not choose
between itineraries, but instead each customer wants to purchase a product on one single itinerary
or nothing at all. This assumption allows us to apply the fare transformation of Fiig et al. [41]
(see Section 3.5), therefore again reducing the problem to the independent demand case.

Notation

Throughout this chapter, we will use the following notation:

Let m denote the number of different resources (i.e. flight legs) and C' € N the vector of initial
capacities. Let

A= (ar,k)rzl,...,m (61)
k=1,...,M

be the resource consumption matriz, where a,j € {0,1} denotes whether one unit of product k
consumes a unit of resource r or not. This way, each itinerary is represented by a binary vector of
length m indicating which resources are included, and the set of itineraries that are considered in
the network is given by the unique columns of A. We will sometimes identify a resource with the
set of products consuming this resource, and vice versa we will identify a product with the set of
resources it consumes, i.e. we will say k € r and r € k if and only if a, 5 = 1.

Let P ={1,..., M} be the set of products and S = £(P) the set of feasible offer sets'. Let y
be the yield of product k. Let again [0,7] be the booking horizon and let

Aei[0,T] > R (6.2)
t = (%) (6.3)

be the time-dependent demand arrival rate of the Poisson process Ny for product k. Control is
exercised via the availability control process s with values in {0, 1}, where si(t) = 1 if product k is

! Assuming that all subsets of P are feasible offer sets is w.l.o.g. by virtue of the demand transformation
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available at time t. The booking process
dBg(t) = si(t) dNg(1). (6.4)

for product k is then again a Poisson process with arrival rate at time ¢ equal to Ag(t)sg(¢).

6.1 Exact formulation

The single-leg problem Eq. (5.5) can be generalized to the network case in a straightforward manner
by expanding the state space, which represents remaining capacity, to multiple dimensions. Let ¢
be the stochastic process on the state space C = X2, {0, ..., C,}, where c,.(t) denotes the remaining
capacity for resource r at time t.

The dynamic network availability control problem can then be written as the stochastic OCP

max E[fOT Z SLYE de:| (6.5a)

keP
subject to de, = - Z ar Sk AN Vre{l,...,m} (6.5b)
keP
c(0)=C (6.5¢)
¢ (T)>0 as. Vre{l,...,m} (6.5d)

Remaining inventory c is again a controlled Markov process. Therefore, optimal controls s*(t)
at time ¢t only depend on the current state ¢(t), but not on the history of c¢,s or N, and can be
represented by a deterministic control scheme

5:[0,T]x C - {0,1}” (6.6a)
(t,c) = s(t,c), (6.6b)
mapping a pair of time ¢ and remaining capacity c to a feasible action.

The terminal state constraint Eq. (6.5d) is satisfied by not selling a product that would consume
a resource that is already depleted, i.e. by requiring that for all k€ P, t € [0,T] and c€ C

Ire{l,...,m}:ag,>c = sk(t,c) =0. (6.7)

Let again
V:[0,T] - R® (6.8a)
te (Ve(t)) o (6.8b)

be the value function, where V.(t) is the expected revenue to come from time ¢ and remaining
capacity ¢ € C, assuming optimal control.

In the single-leg setting, for every time ¢ and remaining capacity ¢ the opportunity cost of
capacity, represented by the bid price function , is the same for all products. In the network
case this is not true anymore, because products on different ODIs consume different resources with
varying opportunity cost. The bid price for a product on itinerary a € {0,1}™ is given by

(6.9)

0 Vo(t) = Ve_a(t) if ¢ > a element-wise,
T =
¢ o0 else.

Due to Bellman’s optimality principle, the value function is the solution of the HJB-equation
Ve(t) == max 3 sihi(t) [y -7 (1)] VeeC,tel0,T] (6.10a)

se{0,1}P S
Vo(T)=0 VeeC. (6.10b)

Therefore, the optimal control process satisfies

. 1 ify > 7l (4),
si(t) = {0 Lo ) (6.11)
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Analogously to Section 5.1.2,, we can replace the random state variable ¢ by a family of de-
terministic states that model its distribution. For each possible value ¢ € C of ¢, the component
te(t) = Plc(t) = ] is the probability of the system being in the respective state. This way, we can
write Eq. (6.5) as an equivalent deterministic OCP

max fo DS ) S Seh Dy dt (6.12a)

ceC keP
SUbjeCt to ﬂc(t) = _Mc(t) Z SC,k)‘k(t) + Hev Ak (t) Z Sc+1,k/\k(t) (6~12b)
keP keP
1 ife=C
po(0y=1" NETY (6.12¢)
0 else
Ser=0 V(c,k) e {(c,k) eCxP | A* > c} (6.12d)

where the controls are represented by a measurable matrix valued function S:R — {0,1}°*" and
we use the convention that p. = 0 whenever ¢ ¢ C. Here, Eq. (6.12b) models the system dynamics,
i.e. the transition rates between possible states of remaining inventory, Eq. (6.12c) defines the
initial state of the system, and Eq. (6.12d) ensures that we never sell a product for which we do
not have sufficient remaining inventory. With the same arguments as for the single-leg problem one
sees the adjoint equation of Eq. (6.12b) is exactly the dynamic program Eq. (6.10). In particular,
it is independent of the primal states p, which means that an optimal solution to Eq. (6.12) can
be found by computing the value function V' and optimal controls S* using Eq. (6.10) and then
computing the trajectory of the primal states p as a solution of the IVP defined by Eqs. (6.12b)
and (6.12c).

The dynamics across the booking horizon is described by a number of random processes, namely
for every resource r the remaining capacity c,, and for every product k£ the booking process By,
the availability control process sy, and the itinerary bid price xA"

Assuming optimal control, these processes are related over the course of the booking process
through a number of effects, which are shown in Fig. 6.1. The full graph of cause and effect relation-
ships for a general network is very complex and hard to visualize. For the sake of simplicity, we have
therefore visualized two representative extracts of the network: Figure 6.1a shows the neighborhood
of the sub-graph belonging to a product k, where {r%k)7 e rf,]fg} ={reR| ayp=1}is the set of
lgk) 1(k)

resources consumed by product k, and {7“ c,T m_mk} its complement. Figure 6.1b shows the

neighborhood of the sub-graph belonging to a resource r, where {k;r), cey k](&z} ={keP| arp=1}

is the set of products that consume resource r, and {k"gr), . 5\?_ MT} its complement. Each arrow

describes how

(1) O&D Bookings reduce remaining inventory. Every booking of product k¥ until time ¢
will reduce the number of remaining seats ¢, for all flight legs r € k (see Eq. (6.5b)).

(2) Remaining inventory has an effect on bid prices for the related products. Re-
ducing remaining inventory c,(t) for resource r while leaving other capacities unchanged
will lead to a higher bid price wfk (t) for all products using this resource. This is due to a
generalization of Proposition 5.1.1 to the network case that holds under weak assumptions.

(3) Bid prices influence the controls. By virtue of the optimal control policy Eq. (6.11),
a higher bid price will (on average) lead to more restrictive controls s} (t), i.e. close certain
booking classes. Note that, due to discrete nature of the problem with a limited number of
booking classes, controls might also remain unchanged for small changes in the bid price.

(4) Controls influence booking rates. With Eq. (6.4), the booking rate dByj(t) directly
depends on booking class availability.

(5) Booking rates have a (delayed) impact on the number of bookings to expect for
the future. Of course, by definition, the booking process By depends on the booking rate
dB;.
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Figure 6.1: Dynamic network control system

As a consequence of these first order effects, we have a number of second order effects:

(6)

(7)

Remaining inventory is positively correlated between flights with common
itineraries. This is a direct consequence of Item (1).

The number of bookings is negatively correlated between itineraries sharing a
common resource. This follows from a combination of the above effects: every booking on
a given itinerary will lead to lower remaining inventory for the related resources and therefore
decrease booking rates for other itineraries competing for this resource.

Booking rates for two itineraries sharing a resource are positively correlated.
This follows from the fact that both booking rates are positively correlated with the remaining
capacity of the shared resource.

Remaining inventory has an effect on bid prices for unrelated products. In ad-
dition to Item (2), a change in remaining capacity c, also has an impact on the bid price of
products that do not require resource r. This is because the increased bid price for some prod-
ucts (Item (2)) reduces the expected demand to come for these products (Items (3) to (5)),
which in turn makes capacity less scarce for other resources they consume.

For illustration we will use the following simple examples:

Example 6.1.1 (Single-leg) For the single-resource case, which is covered in detail in Chap-
ter 5, the control process, booking process, and remaining capacity interact as shown in Fig. 6.2.
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Figure 6.2: Dynamic single leg control system

Figure 6.3: Simple two leg network in Example 6.1.2

Example 6.1.2 (Simple two-leg network) Consider the network shown in Fig. 6.3, con-
sisting of three airports A, B and C, one flight from A to B and one from B to C (shown in
black) and the three itineraries displayed in blue. The full diagram of network effects for this
network is shown in Fig. 6.4.

Let C7 and C5 be the initial capacities of the flight legs 1 and 2 respectively. Let Mag,
Mac and Mpc be the number of products on the three flight itineraries. Then the network
DP has (C; +1)(Cy + 1) states and (Cy + 1)(Cy + 1)(Map + Mac + Mpc) (time-dependent)
controls—one control function for each product and state.

In the following, we will also use the following hub-and-spoke network in order to illustrate how
our heuristic scales with growing network size.

Example 6.1.3 (Hub-and-spoke network) Consider a hub-and-spoke network, which con-
sists of one central hub, n origins Oy,...,0, and m destinations D1,...,D,, (see Fig. 6.6).
From each origin to the hub and from the hub to each destination there is one flight. We will
call these flights feeders and de-feeders respectively. All feeders can be combined with all de-
feeders for a transfer itinerary. Ignoring the traffic flows from the origins to the hub and from
the hub to the destinations, this means that there are nm different itineraries in the network,
three examples of which are shown in blue in the diagram.

Assuming the same initial capacity C for all flight legs and the same number of booking
classes M on each itinerary, the network DP has (C + 1)™*™ states and Mnm(C + 1)™*™
(time-dependent) controls. For our analysis we will assume that demand is equal for all traffic
flows, and that total expected demand is proportional to the total capacity nC on the feeders.
Therefore, demand for each itinerary is proportional to %

Since the network only contains transfer itineraries, it is clear that network effects play a
significant role in this network. At the same time, for large n and m, the interdependency
between a specific pair of feeder and de-feeder is small, because they are only directly coupled
via the itinerary connecting the two.
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Figure 6.4: Dynamic network control system in Example 6.1.2
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Figure 6.5: Dynamic control system with network decomposition for Example 6.1.2

Figure 6.6: Hub and spoke network in Example 6.1.3
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6.2 LP-DP network decomposition

Although in theory the network problem is only slightly more complex than the single resource case,
it is practically impossible to solve the DP Eq. (6.10) for even a handful of resources due to the curse
of dimensionality (the state space C grows exponentially in the number of resources). As described
in Section 3.4.4, there are a number of heuristics that attempt to approximate the solution of the
network problem. In the standard RM literature, the goal is usually to approximate the optimal
control scheme and to actually compute near-optimal booking class availabilities. This is achieved
by combining an approximation of the bid prices with an appropriate control scheme. In order to
solve the network pricing problem, we additionally need to be able to efficiently approximate the
expected revenue for the whole network as precisely as possible. Furthermore, we would like the
approximation to be continuously differentiable in the parameters that define yields y and arrival
rates A\, and we want to be able to compute a good approximation of this gradient.

Of the solution approaches described in Section 3.4.4, we choose to build on a variant of the
well-known LP-DP decomposition, because all other ideas have significant drawbacks:

e One of the benefits of having multiple price points is the ability to react dynamically to the
realization of the booking process. This rules out the deterministic approximation Eq. (3.53),
which ignores these dynamics.

e The prorate method depends on a prorating scheme, which has to be chosen somewhat
arbitrarily and does not necessarily reflect network effects correctly.

e DAVN yields a primary control scheme (i.e. availabilities), but no estimate for total ex-
pected revenue in the network. Furthermore, DAVN clusters products in a finite number of
value buckets based on their yield and approximate displacement costs. Due to this discrete
clustering, the results are not necessarily continuously differentiable w.r.t. parameters.

e The functional approximation of the value function is based on a large scale LP, whose
objective function is expected network revenue. Therefore, an estimate for expected revenue
is provided naturally. Furthermore, its gradient w.r.t. parameters is readily available via LP
sensitivity analysis. However, run-time of the solution algorithm seems to scale quadratically
with the number of resources in the network, which prohibits its use for realistically sized
networks with thousands of resources.

The LP-DP decomposition approximates network bid prices from the solution of a number of
appropriately constructed single-leg problems, but at first it does not provide an estimate for overall
expected revenue for the network. As shown by Zhang and Adelman [126], each of the underlying
single-leg problems provides an upper bound on the optimal expected revenue. However, each
of these problems only considers the demand dynamics for the respective flight leg, while the
capacity constraints for all other resources are treated deterministically. Therefore, as the number
of resources in the network increases these upper bounds will asymptotically approach the objective
function value of the deterministic network LP, therefore ignoring demand stochasticity and control
dynamics.

In this section we introduce a new method to approximate the objective function value of the
network dynamic program based on the LP-DP decomposition. First, we outline the derivation
of the network decomposition, and in particular the construction of the single-leg sub-problems.
In Sections 6.2.1 to 6.2.3 we recall the well-known bid price approximation and the corresponding
control scheme. These are well-known results [126], that we merely paraphrase in our notation.

Building on the results from Section 5.3 we carry out a sensitivity analysis of the single-leg
problems in Section 6.2.4. We then use the adjoint variables of the single-leg problems to approx-
imate the distribution of the random state ¢ of the network problem. Based on the results from
Section 6.2.4, in Section 6.2.5 we present a novel method to estimate overall expected network
revenue, which is—unlike the estimates arising from most other network approximations—not an
upper bound on total revenue. In addition, we show how an approximate gradient of network
revenue can be computed efficiently as well.

The dynamic control system for the decomposition is shown in Fig. 6.7. Comparing it to the
dynamics for the exact formulation (see Fig. 6.1), the LP-DP decomposition ignores the second
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Figure 6.7: Dynamic control system for network decomposition

order effect Ttem (9) in the dynamic system, but instead treats this effect deterministically. In
addition, the relationship ITtem (2) between remaining inventory and the dynamic bid prices 7y, for
each product k is simplified. The main dynamic states of the system are bid prices (") for every
resource r, which depend on remaining inventory for the respective resource (2a). The bid price
7 for product k is then approximated linearly from the bid prices of the resources used by the
product (2b). The LP-DP decomposition heuristic builds on three key insights.

Firstly, the optimal control scheme has the structure of a bid price control (Eq. (6.11)). There-
fore we do not have to work with the |C| M availability control functions (see Eq. (6.6)). Instead,
if at every time t we can efficiently compute (or approximate) the bid price for each product and
every potential state, we can easily derive the optimal control decision from Eq. (6.11).

Secondly, the dynamic program Eq. (6.10) for the value function (and therefore also the bid
prices) can be solved to optimality as long as the state space is relatively small, e.g. up to the
order of 108 possible states, but is practically infeasible for larger problems. With capacities of
about 100 seats on short-haul flights and up to 600 seats on large long-haul aircraft, this restricts
the size of networks problems that we can solve optimally to two or three resources.

Thirdly, in large networks the network effects between two different flight legs or between two
different itineraries are usually relatively weak, even if network effects play a significant role for the
network as a whole. Since there is no proof for this rather imprecise proposition, in the following
we will motivate the statement through an informal explanation of how network effects act in the
dynamic control problem Eq. (6.5).

6.2.1 Bid price approximation

The exponential complexity of the network dynamic program is a consequence of the fact that
at every time during the booking horizon the bid price for each product depends on the current
remaining inventory for every resource in the network, which implies that we have to solve a DP on
the full state space C. Our network decomposition heuristic is based on two major simplifications.

Firstly, we remove the second order effect (9) from the system dynamics and instead model
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it deterministically. This means that for a product k with resource incidence vector A¥ we ap-

proximate the dynamic bid price with a function that only depends on the remaining capacity of
resources 7 € k: .
E Ak

mo(t) = T (1), (6.13)

where the index c4» includes the components of ¢ belonging to the resources r € k.

Secondly, we further approximate this bid price using a linear combination of the single-resource
bid prices. More precisely, at every time ¢ and state ¢ we use the m bid prices for single-resource
resource itineraries as the basis for an affine approximation of the other bid prices. In other words,
we approximate the bid price for product k as follows:

me(t) m Y (1), (6.14)
rek

where wﬁf) (t) is the approximate bid price for one unit of resource r given on remaining inventory
¢, but independent of the remaining capacity for other resources. For each resource r the bid price
function 7(") (t) should reflect the system dynamics for the respective resource as well as possible.
Although it does not depend on the remaining capacity of other resources, it should also include
network effects, if only in a deterministic manner. In the following, we will show how such a bid
price estimate can be computed from a single-leg DP derived from the original network problem.

In order to simplify notation, we will look at the first resource and compute 772(1) (t). In addition,
we assume w.l.0.g. that resource 1 is used by the first M; products and not required by the other
M — M, products, i.e.

(6.15)

1 if k<M,
a =
Lk 0 else.

We reduce the state space by treating the other m — 1 resources deterministically, i.e. we relax the
stochastic network OCP Eq. (6.5) as described in the following.

Firstly, we replace the respective resource constraints Eq. (6.5d) by their expected value. Inte-
grating Eq. (6.5b) and substituting we obtain the stochastic OCP

T
max E[[O Z SEYk de:| (6.16a)

keP

My
subject to dei == ) a1 s dNg = - ) s, ANy, (6.16b)

keP k=1
01(0) = Cl (616(‘,)
c1(T) =0 a.s. (6.16d)

T
OSCT—E[f Z Qr kSk de:I Vre {2,...,m}. (6166)
0 fkep

where the second equality in Eq. (6.16b) follows from Eq. (6.15).
We then use a Lagrange relaxation on the deterministic constraints Eq. (6.16e) and obtain—for

fixed set of Lagrange multipliers 7 = (7, ..., 7, ) € R™ 1—the objective function
[ T m T
E| [ s de] 37, (Cr —E[/ S ay ki de]) (6.17a)
| Y0 pep r=2 0 kep
[ T T m m
=E f Z SkYk de:| -E [f Z Z ﬁrar,ksk de:| + Z ’fTTCT (617]3)
[0 kep 0 [ 22kep =
[ T m m
=E f Z Sk (Yk - Z ﬁTank) de:| + Z 7, C. (617(3)
[ V0 kep r=2 =2
Here, instead of the yield yj for each product we have the term
(1D (ay . <™ -
v (7)) =yi - Z Tr o s (6.18)
r=2
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which is the yield of the product reduced by a deterministic approximation of the bid prices of
other resources it consumes. When the bid prices 7 are interpreted as marginal cost of a booking,
this is the contribution margin of the product for the network.

Definition 6.2.1 (Network contribution) Let 7 € R™ be a deterministic vector of bid prices
for all resources. Then for every resource r and every product k we call

v (7) = ye = Y Fprtaps e (6.19)
rlEr

the network contribution or displacement-adjusted yield of product k from the perspective of
resource r. In addition, let

v (7) = max {y{”(7),0} (6.20)
denote the maximum of the network contribution and zero.
We will often omit the dependence on 7 in order to simplify notation.

Remark 6.2.2 (Contribution of disconnected products) In the relaxed optimization prob-
lem the yields, demand rates and control variables for products that do not require resource 1
(i.e. for which k > M) do not enter into the remaining constraints for resource 1 and are there-
fore not coupled with each other or with the terms for k < M;. The respective control decisions
are therefore static (independent of the random state c;) and only depend on # and ¢: for every
t€[0,T] and every k = M +1,..., M the optimal control is given by

(6.21)

. 1 if Yi > Z:,Z frrank
si(t) = {0 else i

The contribution of product k € {M; +1,..., M} to the optimal objective function value is

o T, UL, (+ T
splye - Z frary | ANg| =y, " E ; dINy |. (6.22)
0 r=2

Leaving out these terms and the constant term

m

Z 7. C, (6.23)
r=2
we are left with the stochastic OCP
T My 1)
max E [[ > sky), de:| (6.24a)
s 0 k=1
My
subject to dey =- ) sp AN, (6.24Db)
k=1
01(0) = Cl (624(3)
ci(T) =0 a.s. (6.24d)

This problem has the same structure as the dynamic single-leg availability control problem Eq. (5.5)
and can therefore be solved efficiently using the methods described in Chapter 5.

Clearly, we have an analogous problem for the other resources r = 2,...,m as well. In the
following, given a resource r, let P, = {k | a1 = 1} be the set of products consuming resource 7.

Definition 6.2.3 (Single-leg OCP) For a given vector of Lagrange multipliers # € R" and a
given resource r, we call

T
max E[[ > sky,(:)(ﬁ') dNy
s 0

keP,
st. de, = - ) spdNg Vte[0,7T] (SOCP, (7))
keP,
c.(0) = C,
c.(T) > 0

the single-leg stochastic OCP for resource r.
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As described in the previous chapters, this problem is usually solved by solving its dual problem:

Definition 6.2.4 (Single-leg DP) For a given vector of Lagrange multipliers 7# € R™ and a
given resource r, we call

(1) t - _ ) t (")~ _ (T)t
VO = - w3 s (0 @) -0 (1)
Vi) = o (DP,.(7))
(r V() ife=1,
me () = 1w )
Vel (t) - VI (1) else

the single-leg DP for resource r.

From solving (DP,.(#)) we obtain the value function V() (-;#) and, more importantly, the
bid price function 7(")(;4). We will omit the dependence on # whenever it is not of particular
importance.

As described in Section 5.1.2, we can write (SOCP,.(#)) as a deterministic OCP

C,
max [ TZO K@) T SerdMBy (7) dt

keP,
st 1) = ) X Ser(t)M(t)
keP,- N
1D (1) Saep, Sert k(DAK(2) (OCP, (7))
(r) 1 ifCZCT-,
c 0 =
H () 0 else
So.. =0

where the controls are represented by a measurable function S:R — {0, 1}{0CrdxPr

When optimal controls S are known (i.e. from a solution of (DP,.(7))), this reduces to the IVP

i) == (1) S Sk (O () + 1) S Serrn(B)Ni(E) (6.25a)
keP, keP,
RIS A (6.25b)
0 else.

6.2.2 Choice of displacement costs

The single-leg problem and its solution—and therefore also the resulting control strategies—depend
on the vector of Lagrange multipliers 7. In the following we will describe three natural choices for

.

Solution of Lagrange dual problem

So far we have only discussed the relaxed problem obtained from the Lagrange relaxation. In
addition, we of course have the Lagrange dual function and the outer optimization problem of
minimizing this Lagrange dual.

Definition 6.2.5 (Single-leg Lagrange dual function) The optimal objective function value
F)(7) = VC(:)(O; ) together with the deterministic terms from Eqs. (6.22) and (6.23) form the
Lagrange dual function

T m
L(r)(ﬁ) - F(7‘)(ﬁ-) " z y,(:)Jr(ﬁ')E [[ de] + Z Tt Chor, (6.26)
keP\P, 0 r'#r

which for every 7 > 0 provides an upper bound on expected total revenue for the network.
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One obvious choice for 7 is therefore the optimal solution of the Lagrange dual problem

min L (7)
reR™ (6.27)
st. ® > 0,

which will provide the lowest upper bound that can be obtained from the single-leg problem for
resource 7.

When computing a control strategy for the network, there are two possible choices. One can
either solve the Lagrange dual problem for every resource in the network and use the optimal
solution to compute the bid price function for the respective resource. This will lead to bid price
functions that are somewhat inconsistent, because they are based on different Lagrange multipliers.
Alternatively, one can heuristically choose one vector of Lagrange multipliers for the whole network,
e.g. by using the optimal solution to the Lagrange dual problem that provides the lowest upper
bound, or by solving a single optimization problem such as, for example,

1
min — LU (#

FeRm mg]; (7) (6.28)
st. > 0,

minimizing the average of the Lagrange dual functions across all resources.

Solution of a deterministic network problem

A common choice in RM practice is the vector of dual variables in an optimal solution to a fully
deterministic relaxation of the network problem, which is established by simply replacing the
resource constraints of Eq. (6.5) by their expected values:

T
max E [f Z SLYk de:| (629&)
S 0

keP

T
s.t. E[f Z Qr LSk de:| <C, Vre{l,...,m}. (6.29Db)
0 kep

With the same arguments as in Remark 6.2.2 one easily sees that there is an optimal solution to
Eq. (6.29) with deterministic, constant controls. The problem can therefore be written as an LP
with constant coefficients and can easily be solved using state-of-the-art software. The vector 7 of
Lagrange multipliers for the capacity constraints can then be used as the parameter vector for the
single resource problems.

Fixed point of bid price mapping

Over the course of the booking horizon, the bid price for one unit of a product with resource
consumption vector a is fully determined by the time to departure and remaining capacity. If
remaining capacity c(¢) is not known but considered random, the bid price To( #(t) is a random
variable.

Pang et al. [97] show that in problems with continuous capacity the expected bid price E I:’/TS( t (t)]
is constant over time. Of course, at the beginning of the booking horizon remaining capacity—and
therefore also the bid price—is fixed and known, which particularly implies that

Vi€ [0,7]: 7&(0) = E[x8, ()] (6.30)

When capacity is discrete, as in our case, the current bid price is infinite whenever remaining
capacity is not sufficient to provide one unit of the product in question. Its expected value is
therefore only well defined conditionally that remaining capacity is sufficient. The authors show
that this conditional expected value is still approxzimately constant over time, and that the deviation
approaches zero with increasing capacity. This is intuitive, because in a sense a larger discrete
capacity leads to a finer discretization for remaining inventory and therefore better approximates
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the continuous case. The bid price at time ¢ = 0 and initial capacity ¢ = C is still deterministic and
we therefore have
Ve [0,T]: 73 (0) » E[x2, () | c(t) 2 a]. (6.31)

In the network decomposition the Lagrange multiplier 7, is used as a deterministic approxi-
mation for the actual current bid price for the respective resource. With Eq. (6.31) it is therefore
natural to choose the vector 7 in such a way that

VreR: 7, =18 (0;7). (6.32)

Proposition 6.2.6
The fized point equation Eq. (6.32) has a solution.

Proof With the inequalities Egs. (5.12b) and (5.12e) we have
0< ﬂgr)((); #) <max{yy | k € P}. (6.33)

In addition we know that the bid price is continuous in the parameters, as shown in Section 5.2.
The map

I [07Ymax]m - [OaYmax]m (634&)
T
fm F(7) = (78 (0:7),..., 78 (0 7)) (6.34b)

is therefore a continuous map from a compact subset of R™ set to itself and, by virtue of Brouwer’s
fixed point theorem [20], has at least one fixed point. O

With additional assumptions on the structure of the network, we have the following, stronger
result.

Proposition 6.2.7

If no product in the network consumes more than two resources, i.e. if for every k=1,..., M :
Yoo Gk < 2, then the map Eq. (6.34) is a contraction and, by virtue of the Banach fized point
theorem, has a unique fixed point.

Proof We prove the claim by showing that H%Hm < 1. In other words, we have to show that
all row sums of the Jacobian of F' have absolute value less than 1. W.l.o.g. we do this only for
the first row.

First, note that with Eq. (6.19)

oy if 7 =
Yi  _ 0, it r=0, (6.35)

on,

—ar, else.

In Example 5.2.3 we have shown that the gradient of the value function w.r.t. to the yield of a
product is equal to the expected number of bookings for this product assuming optimal control:

avih T
C__E s ANy | e1(0) = C|, (6.36)
(1) o K
Oy,
where s,(;) is the availability for product k during the solution of the single-leg dynamic program

for resource 1 with initial capacity ¢1(0) = C. This expected number of bookings has the
following properties:

(1) For any product k which does not use resource 1, i.e. with aq , =0, the expected number
of bookings is independent of C'. Therefore

vy avih
VkePian,=0= —C5 - —5

8y,(€1) Jy,.

= 0. (6.37)
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(2) The bid price at a fixed time ¢ decreases monotonically with capacity. Therefore expected
availability and consequently the expected number of bookings do not decrease with in-
creased initial capacity:

VkeP:E [s;j) | ¢(0) = C] > E[sgj) | c(0)=C - 1] - 525 (6.38)
k Vi
(3) The sum over all products using resource 1
M BV(l) M T
> ALy = 2. al,kE[/ sV ANy, | ¢ (0) = C’] (6.39)
k=1 dy,. k=1 0

is the expected number of bookings for resource 1 given initial capacity ¢;(0) = C. When
adding one additional unit to the initial capacity, this expected value increases by less than
one, because with demand being a Poisson process there is always a nonzero probability
of not being able to sell the additional unit. We therefore have

M 6‘/(1) 8‘/(1)
0< > arg (%) - 0(1)1 <1. (6.40)
k=1 Oy, Oy,

With the definition of the bid price (see (DP,(7))), we have

o el (AL i
r=1 Oty r=1 8y,(€1) 8y,(€1) ont,
m (1) (1)
=3 |- % rk (W% - BLC(‘;; H (6.41b)
r=1| k=1 Jy,, Jy,.
m M avih avih,
= Z Z Qr.k (1) - (1) (641(?)
r=2 k=1 dy,. dy,.
ay k=1
M (1) (1)
<y W((?l) - aV%_; (6.41d)
k=1 \ Oy, y,.
<1 (6.41e)
where the sum in Eq. (6.41c) only runs over the resources r = 2,...,m because y,(:) is independent

of 71, and only over the products with a;; = 1 due to Eq. (6.37). The absolute value can be
dropped, because all terms are non-negative. The inequality 6.41d holds, because all terms in
the sum are non-negative (Eq. (6.38)) and for every product with aq , =1 we have ¥./25 ar < 1,
due to the assumption that every product uses at most two resources. The last equality is due
to Eq. (6.40). O

6.2.3 Heuristic control scheme

In Section 6.2.1 we have shown how to compute functions 7("): R — R{%Cr} for every resource r,
such that m(f)(t) approximates the opportunity cost for one unit of the respective resource, given
remaining capacity c at time ¢t. We use these functions to approximate bid prices for every product
in the network via Eq. (6.14), which, motivated by the optimality condition Eq. (6.11), is then
used in the heuristic control scheme

1 ify,> Z ank,ﬂgzt)(t;fr)
r=1

Sen(t:7) = (6.42)

0 else

for every time t € [0,7], remaining inventory ¢ € C and every product k& € P. Both bid price
approximation and the resulting control scheme depend on a vector of approximate deterministic
bid prices 7 € R™.
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6.2.4 State distribution approximation

Based on the results from the previous section, in the following we will derive an approximation
for the state distribution p. Throughout this section we will assume that 7 > 0 is fixed. In order
to simplify notation we will omit the explicit dependence of 7(") and S on this 7.

In the construction of the separate single-leg dynamic programs (DP,.(7)) for every resource, we
have replaced the capacity constraints for all other resources by their expected value. In particular,
we treat randomness of remaining inventory separately between all resources and therefore ignore
all correlation between them. In other words, we have implicitly assumed that remaining capacity
(when viewed as a random process) is independent between all resources, i.e. that the random
variables c,(t) and c,s(t) are independent for every r # r’. Under this independence assumption,
we have

Plc.(t)=cacu(t)=c']=Pc (t) =c]Ple(t)=C]. (6.43)

Expanding across all resources, the distribution of c(t) is given by

m

Ple(t) =c] = [[Ple(t) =] (6.44)

r=1

Once we have solved the single-leg DP for resource r, we can obtain an approximation for the
distribution of its remaining inventory over time c,.(t):

() » P len(t) = ], (6.45)

where (") is a solution of Eq. (6.25). Doing this for all resources in the network, we get an
approximation for the distribution of ¢(t) for the whole network via

Ple(t) = ] = pe(t) = ﬁ u (1), (6.46)

This is consistent with the computed bid price approximation Eq. (6.14) and based on the same
simplifying assumption that cq,...,c,, are mutually independent.

6.2.5 Expected total revenue and its gradient

Along with the bid price approximation Eq. (6.14), the network decomposition provides upper
bounds for the expected revenue for the network via Eq. (6.26). However, we have one upper
bound for each resource in the network, and each such bound includes stochasticity of remaining
inventory only for the respective resource, while treating all other resources deterministically. In
order to heuristically solve the network pricing problem, we do not necessarily require an upper
bound for network revenue, but would rather have a good estimate thereof. Based on the results
from the previous sections we propose a novel approach to approximate the optimal objective
function of the dynamic network optimization problem Eq. (6.5)

E[[OT S siy de]. (6.47)

keP

Here, the yields yi as well as the arrival rate \g(¢) for the Poisson arrival process N(t) are fixed
and known.

In the optimization problem Eq. (6.5), controls and expected revenues for different products
k # k' are coupled through the capacity constraints. However, once we have (estimates for) the
distribution of the optimal dual states 7 (¢), we can directly deduce the distribution of the random
control process sy (t). In order to simplify the notation, we only consider the case k = 1 and assume
that this product consumes the first m’ resources, i.e. that a,; =1 < r<m/'.

The expected revenue for product k =1 is

E[/OTslyl le] - fOTP[Sl(t) = 1]y (8) dt. (6.48)
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Assuming the heuristic control scheme Eq. (6.42) and using the approximation 6.45, the prob-
ability that product 1 is available at time ¢ is given by:

Plsi(t)=1]=P|y: > ZlaT,lyrgj)(t)(t) (6.49a)
~ Zc He()Ly Lsnr 100y (6.49b)

Cy Crr m/

=20 H#g)(t)lylzz;@’lwg)(t)' (6.49¢)

c1=1 ¢, =1r=1

We show in Section 6.2.6 how these probabilities can be computed with reasonable effort for typical
airline networks.

Sensitivity w.r.t. parameters

In order to solve the network pricing problem using gradient based methods, we not only need
to evaluate our objective function, but would also like to be able to compute its gradient w.r.t.
parameters. More specifically, consider a parametric version of the stochastic optimal control
problem Eq. (6.5), where both the yields yx(p) as well as the arrival rates Ax(¢;p) depend on a
parameter vector p. As a consequence, the bid prices 7 (¢;p), the state distribution u(¢;p) and
the control process s(t;p) all depend on p as well.

In the previous section we have shown that we can approximate the optimal objective function
value

g(p)=E [fOT > sk(p)yr(p) dNk(p) (6.50a)

keP

M T
= Z/O Plsi(t;p) = 1] ye(P)Ak(t;p) dt (6.50D)
k=1

by simply substituting approximations for 7 and p to approximate P [sg(¢;p) = 1].

In this section we simply generalize the results from the single-leg case to the network problem.
With the same arguments as in Sections 5.2 and 5.3, one obtains an analogous result to Eq. (5.65),
namely that

M
L5 2 [ s P @np) s o) - mlsw) S a5

M T
22/0 P[sk(t;p)=1]((z)k(l))/\k(t;¥’)
(6.52)

+ (yr(t;p) —E[me(t;p) | se(t;p) = 1] )?;(t;p)) dt.

This can be evaluated approximately by substituting the approximations for w,u and s arising
from the decomposition described above.

6.2.6 Objective function

In this section we describe how to evaluate the objective function approximation from Section 6.2.5
efficiently, if no itinerary in the network uses more than a few resources. This is the case for large
airline networks, which often have a hub-and-spoke structure and allow passengers to travel from
any origin to any destination with one or at most two stops. Of course, computational effort is
especially low for direct travel paths using only one resource.

In order to compute Eq. (6.47) numerically, we have to solve an integral of the form

fo S P Isu() = yehe(®) dt. (6.53)

keP
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Figure 6.8: Computation of expected value of product availability

For every product k and every time ¢, the terms y; and A;(t) are fixed and known and the main
effort comes from computing P [s,(¢) = 1] via Eq. (6.49¢). For a fixed k and ¢, we have to compute
a sum of the form

7

C C m
Pls=1]~ z Z:_ H Ng) 1y22f’=’/1 2 (6.54)

c1=1  cpr=1r=1 er

where in order to simplify notation we have omitted k£ and ¢, and assumed that the product uses the
first m’ resources. In addition, we have assumed that all resources have the same initial capacity

C, =C. This is w.l.o.g. because we can simply set MEZ) =0 for all ¢, > C..

We will describe the algorithm for the case where m' = 2, which is the most common case in
typical hub-and-spoke structures. The right-hand-side of Eq. (6.54) is then equal to

B3 (1),,(2)
' 6.55
CIZ=1 522=1 :uc1 I’LCQ yzﬂ-((:i)_'_ﬂ_((:z), ( )

where u(l),u(z)ﬂr(l)ﬂr(z) are all vectors of length C' and y is a constant. Because the bid price
vectors (") are monotonically non-increasing (see Eq. (5.12d)), the index pairs (¢, ¢o) for which
y 2 71'£11 )+ 77((33) holds form an upper right triangle. Computational complexity can be greatly

reduced by exploiting this structure.

This is illustrated in Fig. 6.8 for the case C = 5, where the rectangles shaded in gray correspond
to the index pairs satisfying the bid price inequality. Evaluating Eq. (6.55) is then the problem
of computing the gray area. The naive approach of simply iterating over all index pairs—i.e. the
gray rectangles in Fig. 6.8a—clearly has complexity O(C?). Figure 6.8b illustrates our alternative
algorithm (see Algorithm 1). We start at the upper left corner and walk along the boundary of
the shaded area, as indicated by the arrows. On the way, we compute the sum of the O(C)
gray rectangles. By using precomputed cumulative sums of the vector p(!), total computational
complexity is then O(C).

This algorithm generalizes easily to the case with more than two resources. By iterating over
the boundary instead of naive enumeration, we can always achieve a complexity of O(C’m'_l) for
m' > 2. This is sufficient for typical airline networks, where most customers use non-stop or one-
stop connections, with rare cases of two or three transfers. However, this algorithm will not be
efficient enough for other industries such as hotels or car rentals, where companies frequently sell
itineraries with m’ >> 2.
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Algorithm 1 Expected availability

1: function ExpAV (rt, 72, it, 5%, C,y) > ! and
7% are monotonically decreasing vectors of length C. 1! and 12 are reverse sums of u' and >

respectively and therefore monotonically decreasing as well.

2: if Wé + 772C >y then return 0 > Bid price higher than y for every pair (,7)
3: i« C+1

4: while 7T,L-1_1 + 7% <y do > Find upper left corner
5: i<i-1

6: j<C

7: while j > 0 and 7} + 71-]2 <y do > Go down as far as we can
8: j<g-1

9: T« ﬂ}ﬁ? > Area of upper band
10: j <7 > Remember vertical position
11: while i < C' do > Move right until the boundary is reached
12: if <1 then return z > Exit when the lower boundary is reached
13: if 7} + 77 | <y then
14: while j >0 and 7} + 77?—_1 <y do > Go down as far as we can
15: j<j-1
16: T T+ ﬂ%(ﬂ? - ﬂ?,) > Add area of horizontal band
17: j, «~ 3
18: i< i+1

19: return r

6.2.7 Gradient of the objective function

We compute the gradient of expected network revenue by evaluating the integral in Eq. (6.52).
For a given parameter vector p and every product k£ € P and time ¢, we have to evaluate

P sy = 1] ( fiy’“ e+ (yx — B [ | s = 1]) %) (6.56)

?rf and %;f are fixed and known. Rearranging the terms we have

where A, yp,

dAg

i~ (6.57)

P [s = 1](%’%4”)%) P [sp = 1E [y | s = 1] 2%

where the first summand is the gradient of the expected revenue rate of product k at time t.

Since it is a constant multiple of P [s; = 1], it can be computed using the method described in
Section 6.2.6.

The second summand is the gradient of the expected opportunity cost rate, which depends on

the conditional expected value of 7y, given that the product is available. Omitting the constant

dd—>;‘ and with the same assumptions and notation as in Eq. (6.54), this can be approximated via

C c m m’
Plsp=1]E[m [sp=1]~ ) > ]I uéi)lyszl e (Z Wé:,))a (6.58)

ci=1 ¢, =1r=1 "o\r'=1

where this time we do not compute the expected value of an indicator function, but the expected
value of the bid price approximation 7y ~ v, Wé:). We can now use the fact that we linearly
approximate the O&D bid price as follows: Rearranging the sums, the right-hand-side of Eq. (6.58)

is equal to

C/l

Zl ( Zl Z ﬂ-(r) H /’L(T) y>z7n 7[ ) . (6.59)
r c1

Now, consider the r’-th summand of the outer sum. Replacing the vector ,u(rl) with the element-
wise product of £{") and 7("), while leaving (") unchanged for all r # 7, we again have something
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that looks the same as the right hand side of Eq. (6.54), and can therefore be treated using the
algorithm presented in Section 6.2.6.

We have therefore shown that we can evaluate Eq. (6.56) via m’+1 calls to Algorithm 1, which
leads to a total computational complexity of O(m/' Cm,’l).

6.3 Probabilistic DP network decomposition

In the classic LP-DP decomposition described in Section 6.2 a deterministic vector of displacement
costs 7 is used to decompose the network. In other words, when computing the bid price vector
for each flight leg we make the simplifying assumption that the bid prices on all other legs are
deterministic and constant over time. However, when actually applying the bid price control
scheme Eq. (6.42) to a realization of the demand process, the bid prices on all legs depend on the
remaining capacities of the respective legs and are therefore random variables. From the point
of view of any given flight leg, the network contribution of connecting traffic using this leg varies
depending on the bid prices on other legs. In addition, remaining capacities of different resources
(and therefore also their bid prices) are correlated, because transfer passengers either book a seat
on both legs or none.

The network dynamic program Eq. (3.52) fully addresses both the randomness of remaining
capacity and bid prices, and the dependence between these random variables. The single-leg
dynamic program (DP,. (7)) with deterministic displacement costs 7, on the other hand, ignores
both effects. It seems natural that the network decomposition can be improved by incorporating
into each single-leg problem the bid prices of other legs as an additional source of variance for the
booking process. In the following we describe a variation of the network decomposition, where
in the single-leg DP we consider the bid prices of other resources as random variables instead of
using a deterministic estimate. In order to keep the problem computationally tractable we still
treat them as independent of each other and independent of the remaining capacity of the leg in
question.

First, we show in Section 6.3.1 how the single-leg DP can be adapted to use random instead
of deterministic displacement costs, and that the structure of the DP does not change at all if the
displacement costs have a discrete distribution. We then show in Section 6.3.2 how such a random
distribution for the displacement costs can be computed.

6.3.1 Single-leg dynamic program with random displacement costs

Consider a version of the single-leg problem (DP,.(7)), where the deterministic vector of displace-
ment costs 7 is replaced with a vector of random displacement costs 7. Although the distributions
of the true bid prices on all resources are correlated and vary over time ¢, we assume for simplicity’s
sake that the components of & are independently (but not identically) distributed and that their
distributions are constant.

If a product consumes only one resource it simply appears in the single-leg DP of the respective
resource without any displacement adjustment. In the following consider a product k € P, which
uses resource r and at least one additional resource. With randomly distributed displacement
costs, the displacement-adjusted yield (see Definition 6.2.1) of product k on resource r is now a
random variable

Yy (#) = yi - Y Fman i, (6.60)

r'Er
and the RHS of the ODE for the value function becomes

7 (t) = -E4 () (v (7)) = 2 (¢ 61
VO =B S 0 (500 -700) . (6.1

where we maximize the expectation of the right hand side over the possible realizations of dis-
placement costs. Now, note that when actually applying the control scheme to a realization of
the demand process, the availability for product k& always depends on the current bid price for all
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involved resources. Therefore, in the right hand side of the ODE above we can assume that we
can decide on the optimal availability s depending on the realization of 7.

Just as in the original DP, we have s; = 1 for time ¢ and remaining capacity c if and only if
y,(;)(fr) > 78" (t). Substituting into Eq. (6.62) we get

V) - B [ 2, () (ylC - X a - n) (t)) lyszri”(t)] (0.622)

keP,- r'Er

= Z A (1) (yk - Z s et Jo — ﬂ'gr)(t)) P [yk - Z T Qs o 2 ﬂ'ér) (t)] ) (6.62b)
keP, ri#r rlEr

Now consider the case where product k uses exactly two resources r and r’. Further as-
sume that 7~ has a discrete random distribution on the values {#, 1,..., 7, 1} with probabilities
Oyr 1, .50 1. Then the summand for product £ in the dynamic program above becomes

5 () (7~ Ao = 7D (0 P [yi e 2 7 0(1)] (6.63a)
keP,

L
=) Y o (v =7 -7 (1)) 1 (6.63b)
=1

Y= 2wl ()
This is the same as when product k were to be replaced by L separate products with deterministic
yields yx — T .1,..., ¥k — 7. and demand rates oy 1Ak (+), ..., @ L AR(-). This means that the
probabilistic LP-DP decomposition can be implemented very easily if the random displacement
costs are discretely distributed, because the DP does not change at all, but one can simply transform
the input data by introducing additional products. Since the computational complexity of solving
the DP is linear in the number of products, this will increase runtime by a factor of L. The same
also directly applies to the dual equation Eq. (6.25), which can be used to compute the state
distribution z ().

Products which use more than two resources can theoretically be treated in the same way,
but the support of the distribution of the displacement-adjusted yield is essentially the Cartesian
product of the sets of possible values for displacement costs of the involved resources. The number
of virtual products can therefore quickly become very large.

6.3.2 Computing random displacement costs

Let # € R™ be a vector of displacement costs. As described in Section 6.2.4 we can compute (an
approximation of) the distribution of remaining inventory via Eq. (6.25): For every resource r and
every time t, uy)(t; #) » P[c,(t) = ¢] is an estimate for the probability of being in state c,.(t) = ¢

at time t. Together with the bid price vector (wé”(t; fr)) Lo we have an approximation of the
c=1,..., -

discrete distribution of the bid price 7 (") (t;7) = ﬂiizt)(t;fr).

For each resource r the distribution of 7w(") varies over time ¢t. In order to be able to apply
the method described in the previous section, we need to approximate (") by a constant random
variable 7r,.. To this end, we collapse the time dimension by averaging the time-dependent random
variable (") (¢; %) over time to obtain the time-independent random variable

T
7 (7) = f 7 (4 1)w™ (t) dt. (6.64)
0
In the above
w™:R - R(t) (6.65)
t > w(t) (6.66)

is a weighting function that satisfies fOT w(t) dt = 1. Tt is natural to choose w™) based on the
distribution of demand over time, i.e. depending on the arrival rates of the products that use

resource r:
Lrep Ak Ak (1)

(1) =
w
foT Ykep Gr ki (s) ds

(6.67)
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The original random variable ﬂ‘(r)(t; #) has a discrete distribution for every time ¢. However, be-
cause the support of the distribution varies (continuously) over time, the time-independent 7 (") (7)
now has a continuous probability distribution. To further simplify, we approximate this distribu-
tion with a finite discrete distribution with L values as follows: First, compute the L-quantiles
{q1,...,qr-1} of #) (). Then for each interval I = (oo, q1], 1> = (q1,42],-.., Iz = (qr-1,0) and

every [ =1,..., L compute the conditional expected value
7D =B [# (7)) | #(7) e 1] (6.68)
By construction, the uniform distribution on {fr(’”’l) | 1=1,...,L} approximates the distribution

of #(")(#), and approaches it in the limit L — oo.

In this section we showed how to compute a random vector of displacement costs 7 based on
bid price functions 7(") and the state distribution ,u(r), which can be computed based on a vector
of deterministic displacement costs 7 via the standard LP-DP-decomposition. With the results of
the previous section, we can now use 7 in the probabilistic DP-decomposition to compute new bid
price functions and new state distributions for all resources, which can again be used to computed
updated random displacement costs. This process can be iterated for a fixed number of times or
until convergence.

6.4 Numerical Results

In this section we present numerical results on the accuracy of the objective function value es-
timate described in Eqgs. (6.48) and (6.50). The estimate depends on bid price vectors Wé:)(t)
and state distribution approximations ug)(t) for every resource r. By using both the original
LP-DP decomposition as well as the probabilistic decomposition introduced in the previous sec-
tion, we obtain two different value function estimates. We compare both to the upper bounds
obtained from the deterministic LP, and the upper bounds obtained from the individual DPs in
the LP-DP-decomposition.

In addition we evaluate (in terms of expected revenue) the performance of the control scheme
based on the probabilistic LP-DP decomposition compared to the original decomposition.

The software that was used is described in Appendix A.

6.4.1 Scenarios

We can evaluate the quality of the objective function approximation using independent demand
scenarios. This is without loss of generality, because the choice-based network dynamic program
is equivalent to the independent demand network dynamic program via the fare transformation
(Section 3.5). We use a network such as the one in Example 6.1.3 with one hub and m spokes,
where half of the spokes are origins and the other half are destinations.

Clearly, for networks with no transfer traffic the network decomposes into a set of single-leg
problems and the network decomposition is exact. On the other hand, the network decomposition
heuristic can be expected to have the highest error when network effects are strongest. In this
simulation we therefore assume that there is no local traffic from the spokes into the hub or from
the hub to any of the spokes, but instead that all traffic is transfer traffic.

Each of the mTz itineraries has 10 products with yields y; drawn randomly from a gamma
distribution with expected value 1 and standard deviation % for every product k. For the sake of
simplicity we assume that demand arrives homogeneously over the booking horizon, in other words
that the demand rates A, (t) for every product k are constant over time. Scaling the booking horizon
to the unit interval, the demand rate is equal to the total demand across the booking horizon.

In order to explore how they affect the quality of the heuristic, we vary the scenario along the
following dimensions:

Network size: The number of spokes is m € {4,8,16}.

Capacity: In every scenario all legs have the same capacity C € {50,100, 200}.
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Demand volume: For every product k expected demand A is drawn randomly from a gamma

distribution with expected value equal to y% and standard deviation \/gly , 1.e. with coefficient
d k

of variation % This way, high yield products have lower expected demand than low yield

products. Demand is then scaled by a constant such that total demand for the whole network
is a multiple of total capacity. Because every passenger—being a transfer passenger—requires
two seats, we compute the demand to capacity ratio as o = %{?k In a network with low
overall demand there is only a small probability that capacity will be scarce, which implies
that bid prices tend to be close to zero regardless of the realization of the demand process,
and the optimal control strategy is therefore deterministic: Always open all booking classes
with positive yield. Expected revenue can then be computed easily. In our simulations we
therefore lean towards cases where demand is higher than capacity and use the demand-to-
capacity ratios o€ {1,1.2,1.5}.

With all combinations of network size, capacity and demand we have 27 scenarios. For each
scenario we generate 100 problem instances, which differ in the randomly chosen demand and yield
of the products.

6.4.2 Optimization

For each of the 2700 problem instances, we solved the following problems based on the actual yields
and demand rates (i.e. assuming a perfect forecast):

Deterministic network LP. The deterministic LP Eq. (3.53) yields an upper bound on expected
network revenue, which was later compared to the bounds produced by the single-leg DPs
and the revenue estimate from the method introduced in Section 6.2.5. In addition, the dual
solution & of the LP was used as displacement cost for the LP-DP-decomposition.

LP-DP decomposition. Based on the dual solution of the LP, we solved the displacement-
adjusted dynamic program (DP,.(7)) and its dual problem Eq. (6.25). The results were used
two-fold: Firstly, we simulated the booking process using a bid price control scheme based
on the dynamic bid prices computed from the displacement-adjusted DP in order to estimate
the actual expected revenue given this control scheme. Secondly, we used the value function
and state distribution to compute an estimate of overall network revenue based on the results
from Section 6.2.5.

Probabilistic DP decomposition. Based on the solution of the LP-DP decomposition, we ap-
plied the results from Section 6.3.2 to compute a random vector of displacement costs 7. As
described in Section 6.3.1 we used these random displacement costs in the probabilistic DP
decomposition to compute new dynamic bid prices and state distribution, and correspond-
ingly updated 7. This process was iterated ten times, where in each iteration the continuous
distribution of the actual displacement costs was approximated using L = 10 discrete val-
ues. The bid prices and state distribution from the last iteration were then used both in a
simulation (in order to measure the quality of the corresponding control scheme in terms of
expected revenue) and to compute a revenue estimate as described in Section 6.2.5 (in order
to measure the quality of the revenue estimate in terms of deviation from actual revenue).

In practice, the LP-DP decomposition is often re-solved multiple times during the booking horizon,
where demand and capacity in the LP are replaced with demand-to-come for the rest of the booking
horizon and remaining capacity respectively. In this study we did not use re-optimization during
the booking horizon for either of the two decomposition methods. The effect of re-optimization on
the performance of the probabilistic DP decomposition are a potential question for future research.

6.4.3 Simulation

For every problem instance we simulate the booking process for 10000 realizations of the random
demand process. Each realization is generated and simulated as follows:

(1) For every product k € P draw the number of arrivals Ny, from a Poisson distribution with
expected value \.
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(2) For every request draw its arrival time ¢ from a uniform distribution on the booking horizon
[0,1], and order the requests by arrival time.

(3) Starting at the initial capacities for each leg, for every request compute the accept/reject
decision based on the control strategy Eq. (6.42). If the request is accepted, remaining
capacity for the respective flight legs is decreased by one.

6.4.4 Results
Statistical significance

For every scenario type (defined by capacity, number of legs, and demand-to-capacity ratio) the
simulation results contain two sources of variance, which we want to differentiate. Firstly, we have
100 random secnario instances, which differ in prices and demands as described in Section 6.4.1.
In addition, for each such instance we drew 10000 independent realizations of the demand process,
which we will call the runs of the simluation, and simulated the booking process for different control
mechanisms. For each scenario instance the control schemes as well as the revenue predictions from
the different methods are identical between the 10000 runs, while the actual controls vary between
the runs, because the bid price (and therefore also booking class availability) always depends on
the currently remaining inventory.

For each scenario instance we would like to compare actual expected revenue for the different
control schemes, as well as compare these expected revenues with the predictions provided by the
different methods. The variance between the 10000 different runs for the same scenario instance is
not interesting for us, but is simply a consequence of the fact that we cannot determine the actual
expected revenue analytically but have to estimate it via simulation. We therefore use the observed
variance between the achieved revenues for each run to compute the variance of the sample mean,
which ideally we would like to be close zero.

The variance arising from the demand and price differences between the 100 scenario instances,
on the other hands, is interesting on its own, because it allows us to judge how sensitive the results
are with respect to the choice of scenario. Of course, this strongly depends on the way the instances
were randomly generated and in particular on the distributions for prices and demands.

Both when analyzing revenue performance of the different methods an when comparing the
accuracy of revenue predictions we will show that all results are statistically significant in the
sense that increasing the number of simulation runs to higher than 10000 would not alter the
findings.

Revenue gain from the probabilistic DP-decomposition

In order to evaluate the quality of the controls generated with the probabilistic DP-decomposition
(DecompProb) compared to the standard decomposition (DecompStd), we simply compare the
revenues that were achieved in the simulations using the respective controls. Figure 6.9 shows the
relative difference between the revenue that was achieved with DecompProb and the revenue
achieved with DecompStd. The box plot was created as follows: For each of the 2700 scenario
instances, we computed the revenue gain of DecompProb as the relative difference of the mean
revenues that were computed in the 10000 simulation runs for each method, ignoring the statistical
error of these sample means (see previous section). In the plot, each boxplot represents one of the
27 scenario types, and the distribution for each scenario type is the distribution of the revenue gain
over the 100 scenario instances of the respective type. We see that DecompProb consistently
leads to revenue improvements of up to 0.2%.

Clearly, the revenue gains are larger for small capacities. This is intuitive, because the strength
of DecompProb compared to DecompStd is the fact that it better accounts for variance in
the demand arrival process, and it is well known that with increasing capacity and demand the
stochastic network problem behaves more and more like the deterministic problem, i.e. variance
of the demand process becomes less relevant.

As the demand to capacity ratio a increases, revenue gains seem to increase. The reasons for
this are not clear. One possible explanation is that with higher demand the system is more likely to
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Figure 6.9: Revenue improvement of DecompProb compared to DecompStd

encounter situations of very low remaining capacities, and (as explained in the previous paragraph)
DecompProb performs better in these situations.

The most important finding, however, is that the revenue gains seem to be largely independent
of the number of resources in the network. This means that one can expect that the increased per-
formance translates directly to real world airline networks with hundreds or thousands of resources.

To illustrate that results are statistically significant, in Fig. 6.10 we plot the revenue gain of
DecompProb over DecompStd for each individual scenario instance, ordered increasingly. In
order to make the plot more readable, we only do this for the case m = 16. This means that each
line in the plot essentially shows the cumulative distribution functions of the values that make up
the respective boxplots in Fig. 6.9. For each single scenario instance, the shaded area shows the
0.95% confidence interval for the sample mean over the 10000 simulation runs. One sees that the
revenue gains are often statistically significant even on the level of individual scenario instances,
and certainly so when taking the average over the 100 instances.

Quality of revenue predictions

Lastly, we evaluate the quality of the revenue predictions computed from the different methods.
Clearly there are multiple different choices for actual revenue for each scenario instance, depending
on which optimization method and which control scheme is used in the simulation. In our analy-
sis we used the revenue achieved with the standard LP-DP decomposition method DecompStd,
because it is the most widely used method in practice. However, the assessment of revenue predic-
tions would not change significantly if one were to use the revenue achieved with the probabilistic
decomposition DecompProb as a baseline, because the actual improvement of DecompProb
compared to DecompStd (see previous section) is, although significant, much smaller than the
prediction errors of the different revenue prediction methods.

For every scenario instance, we have one revenue prediction for each of the following four meth-
ods. Firstly, we compute predicted revenue as described in Section 6.2.6 for both DecompStd
and DecompProb. Secondly, we have the optimal objective function value of the deterministic
LP, which is an upper bound on overall network revenue (see Section 3.4.4). Thirdly, each dis-
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scenario instances (R = 16)

placement adjusted DP provides an upper bound on overall network revenue (see [126]), and we
used the minimum of these bounds over all resources as the revenue prediction called DP.

Figure 6.11 shows the relative difference between various revenue predictions and actually
achieved revenue in the simulation using DecompStd as the control mechanism. Each boxplot
shows the distribution of the prediction error over the 100 different scenario instances, where for
each single instance the revenue prediction of each method was compared to the average revenue
over the 10000 simulation runs for the respective scenario instance. One sees clearly that both the
LP and DP methods always overestimate expected revenue, and LP consistently shows a higher
error than DP. This is expected, because both are proven to be upper bounds, with the bound
from DP proven to be tighter ([126]). The prediction from DecompStd tends to underestimate
expected revenue significantly. In many cases the median deviation is smaller than for the LP
and DP methods, but the variance of the prediction error across the different scenario instances
seems to be much higher. DecompProb provides the most accurate revenue predictions for all
27 scenario types with very low variance.

For all methods, predictions become more accurate with increasing capacity, which is explained
by the fact that the variance of demand relative to capacity decreases, making the system more
predictable. With increasing number of resources in the network, prediction quality remains largely
unchanged for all methods except for DP, where the prediction error increases. This is due to
the fact that the DP bound is obtained from a displacement adjusted DP for one resource, where
this one resource is treated dynamically, while the rest of the network is treated statically. With
increasing number of resources, the single resource that is treated more accurately becomes less
relevant and the solution approaches that from the LP method.

To illustrate that results are statistically significant, Fig. 6.12 again shows the mean relative
revenue prediction error of DecompStd compared to the actually observed revenue (using De-
compStd as a control mechanism) for each individual scenario instance, ordered increasingly.
Again, each line in the plot essentially represents the cumulative distribution function of the val-
ues that make up each of the boxplots for the method DecompStd in Fig. 6.11. Again for each
single scenario instance, a shaded area shows the 0.95% confidence interval for the sample mean.
In the plot this confidence interval is barely even visible, which shows that in all cases variance
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Figure 6.12: Distribution of revenue prediction error from DecompStd over scenario instances

between different scenario instances is much larger than the error of the sample mean. This means
that increasing the number of simulation would not alter the findings.

All results are summarized Table 6.1, where the numbers in parentheses represent the 95%
confidence intervals for the respective sample means, taking into account both the variance across
the 100 scenario instances and the variance across the 10000 simulation run for each scenario
instance.
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Revenue gain

Revenue prediction error

m C « | DecompProb vs. DecompStd LP DP DecompStd DecompProb

4 50 1.0 0.151% (£0.039%) | 3.539% (+0.200%) 1.946% (+0.160%) -2.181% (+0.262%) 0.208% (£0.052%)
4 50 1.2 0.156% (£0.036%) | 4.319% (£0.141%) 2.776% (£0.116%) -2.630% (+0.281%) -0.195% (+0.090%)
4 50 15 0.217% (£0.035%) | 4.132% (£0.079%) 2.793% (£0.062%) -2.804% (+0.313%) -0.518% (+0.152%)
4 100 1.0 0.062% (£0.026%) | 1.784% (+0.128%) 0.906% (+0.100%) -1.060% (+0.184%) 0.156% (£0.041%)
4 100 1.2 0.118% (£0.025%) | 2.602% (+0.091%) 1.696% (+0.067%) -1.761% (£0.236%) -0.143% (+0.102%)
4 100 1.5 0.155% (£0.027%) | 2.352% (+0.055%) 1.614% (£0.047%) -2.092% (£0.293%) -0.517% (£0.154%)
4 200 1.0 0.024% (£0.017%) | 0.941% (+0.085%) 0.466% (+0.067%) -0.465% (+0.106%) 0.125% (£0.041%)
4 200 1.2 0.078% (£0.020%) | 1.435% (£0.081%) 0.944% (£0.068%) -1.073% (£0.215%) -0.062% (+0.094%)
4 200 1.5 0.109% (£0.021%) | 1.373% (£0.050%) 0.953% (£0.040%) -1.539% (£0.217%) -0.449% (+0.114%)
8 50 1.0 0.171% (£0.029%) | 3.885% (£0.112%) 2.987% (+0.103%) -2.633% (0.224%) 0.257% (£0.031%)
8 50 1.2 0.137% (£0.025%) | 4.843% (+0.066%) 4.021% (+0.061%) -2.438% (+0.178%) -0.065% (+0.049%)
8 50 1.5 0.199% (£0.026%) | 4.536% (+0.044%) 3.784% (£0.039%) -2.429% (£0.185%) -0.430% (+0.088%)
8 100 1.0 0.073% (£0.018%) | 2.113% (0.071%) 1.577% (£0.065%) -1.239% (20.126%) 0.154% (£0.023%)
8 100 1.2 0.099% (+0.018%) | 2.813% (£0.058%) 2.334% (+0.054%) -1.484% (+0.116%) -0.126% (+0.049%)
8 100 1.5 0.140% (£0.019%) | 2.656% (+0.032%) 2.239% (+0.028%) -1.594% (+0.158%) -0.376% (+0.085%)
8 200 1.0 0.038% (£0.012%) | 1.191% (+0.050%) 0.875% (x0.047%) -0.655% (+0.094%) 0.123% (£0.020%)
8 200 1.2 0.061% (£0.013%) | 1.648% (+0.044%) 1.367% (+0.040%) -0.835% (£0.103%) -0.101% (£0.047%)
8 200 1.5 0.099% (£0.013%) | 1.556% (+0.020%) 1.320% (£0.018%) -0.908% (+0.131%) -0.269% (+0.080%)
16 50 1.0 0.187% (£0.018%) | 4.289% (+0.053%) 3.829% (+0.050%) -3.050% (+0.116%) 0.305% (£0.018%)
16 50 1.2 0.111% (£0.018%) | 5.116% (+0.031%) 4.698% (+0.028%) -2.273% (£0.104%) -0.071% (+0.027%)
16 50 1.5 0.200% (£0.019%) | 4.761% (+0.028%) 4.378% (+0.026%) -2.462% (£0.107%) -0.412% (+0.045%)
16 100 1.0 0.087% (£0.013%) | 2.396% (+0.049%) 2.114% (+0.047%) -1.610% (+0.088%) 0.166% (£0.014%)
16 100 1.2 0.071% (£0.013%) | 3.071% (£0.025%) 2.820% (£0.022%) -1.297% (+0.075%) -0.148% (+0.027%)
16 100 1.5 0.138% (£0.013%) | 2.795% (£0.019%) 2.574% (£0.018%) -1.582% (+0.088%) -0.414% (+0.041%)
16 200 1.0 0.044% (£0.009%) | 1.344% (0.031%) 1.173% (£0.030%) -0.837% (0.054%) 0.109% (£0.010%)
16 200 1.2 0.054% (£0.010%) | 1.832% (£0.020%) 1.677% (+0.018%) -0.756% (£0.055%) -0.154% (+0.027%)
16 200 1.5 0.085% (£0.010%) | 1.615% (+0.014%) 1.490% (+0.014%) -0.873% (£0.072%) -0.289% (+0.041%)

Table 6.1: Comparison of simulation results and revenue prediction by scenario and method
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Chapter 7

Numerical treatment of customer
choice models

In this section we will analyze how the aggregation problem for a fairly general class of customer
choice models can be solved efficiently and deterministically using numerical methods for the
computation of higher dimensional integrals. Furthermore, we will prove a theoretical result that
allows to compute derivatives of booking probabilities w.r.t. input parameters such as product
characteristics using the same methods.

Following the notation of Chapter 2, let always P be a product space and T = (X,u,\) a
customer type for P with a deterministic utility function u and a deterministic decision rule. We
assume that the distribution of X is described by the generalized density function f:R™ — R. Let
S ={p1,...,bm} c P be a finite subset of the product space and denote by pg the outside good.
We will again denote the choice of a customer x given the set of alternatives S by p*(x,S).

Our goal is to compute the booking probabilities d,(S) =P [p*(X,S) = p]. If the offer set S is
T-independent, we have

dy(S) = fX O (7.1)

where X, (S) is the set of customers preferring product p over all other products, including the
no-purchase option.
For each product k =1,..., M denote by uy the utility function for product k:

up:C - R (7.2a)
X+ ug(x) = u(x, p) (7.2b)

Analogously utility for the outside product, which has zero utility by definition, is denoted by
Ug = 0.
The customer set X, for product k is defined by

Xy, ={xeC| VK =0,..., M :up(x) —up(x) >0} . (7.3)

In Eq. (7.3) we include the irrelevant inequality for k&’ = k in order to simplify notation. We will
always do so in the following sections as well.

7.1 Derivatives w.r.t. product variables

In this section we will prove a statement that allows us to compute derivatives of the choice
probabilities d,(S) using Eq. (7.1).

Theorem 7.1.1
Let X cR™ be an open set. Let

R >R (7.4a)
z e f(z) (7.4b)
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be Lebesgue integrable with support A =supp(f) c X. Let V c R be an open interval and pg € V.
Let

gR"xV >R (7.5a)
(z,p) =~ g(x,p). (7.5b)
For everypeV let
X, ={zeR" | g(x,p) >0} (7.6a)
Y, ={xeR" | g(z,p) =0}, (7.6b)
satisfying
Xp, ¢ X. (7.7)

Assume that for every x € Yy, : g is continuously differentiable w.r.t. x and p at (x,po) with

partial derivatives 99 gnd 29 and
ox op

VeV, : %(az,po) #0. (7.8)
x

Furthermore assume that f is continuous in x for almost every x €Y, . We define the function
F:V >R by
F(p) = fX £(z) dz. (7.9)

Then

g
B0 = Ly =

O f(y) dy. 7.10
V. ”%(%po)uf(y) Yy (7.10)

Proof In order to compute F,(pg) we can replace V' by an arbitrarily small open neighborhood
of pg. Since g is continuously differentiable w.r.t. p, the arguments below remain valid for small
variations of p around py. We will prove the statement in two steps:

(1) Reduce the problem to the case where X is an arbitrarily small neighborhood
of a point zj €Y.

(2) Derive a parametrization of X in terms of p and an n - 1-dimensional variable
and prove the statement by transforming the integral to the new coordinates.

Step 1
Let
{p:U->R|Ucl} (7.11)
be a partition of unity subordinate to the open cover U = {U;,Us, ..., } of R™. For each open
subset U e U let Uy = X, nU and
Fo®) = [ pu@)f(@)da. (7.12)
Then
F(p)= ) Fu(p) (7.13a)
UeUd
and
OF OFy
() =), (). (7.13Db)
dp UZL{ dp

Therefore it is sufficient to compute the value of aa%(po) for every such U.
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Now consider a fixed open set U € U and assume w.l.o.g. that U is connected. If @ =UnY,
then either U c X, = U, =Un X, =U and

Fir(p) = fU po(2) f(z) dz (7.14)
is independent of p, or U, = @ and Fy(p) = 0. In both cases %%(p) =0.

By definition the partition of unity p satisfies supp(uy) ¢ U and thus A’ = supp(uy f) c U.
Therefore there exists a continuously differentiable

g R"xV >R, (7.15a)
such that
gl|A’><V =9 axv (7.15b)
Xy = {2 eR" [ ¢'(z,p0) 20} c U (7.15¢)
zeYy ={zeR"| g (z,p) =0} = %i,(%z?o) # 0. (7.15d)
With Eq. (7.15b) we have
Fy(p) = F'(p) = fX P (@) da (7.162)
9p(@:Po) _ 9p(,p0)
/Yéo oo @@ dr= [ Ay (2) () da- (7.16D)

Therefore U, ¢’ and pyf satisfy the original assumptions about X, g and f (Eqgs. (7.7)
and (7.8)), which means that in the following we can always replace X by U. Whenever a
statement only holds on a small open neighborhood of a point, we can simply refine i and u.
We will use this fact multiple times in the remainder of this proof by assuming w.l.o.g that X is
small enough whenever necessary. As shown above, we can restrict ourselves to the case where
X is a small open neighborhood of a point z € Y),.

Step 2
In step 1 we showed that F,(po) = 0 if ¥}, = @ and that it is sufficient to consider arbitrarily
small neighborhoods of points xg € Y, otherwise. Let h = g(-,po): X - R and zg € Y},, i.e. with

9(x0,p0) = h(xo) = 0. (7.17)

Since h is continuously differentiable in =, and % is nonzero at xy (Eq. (7.8)), 0 is a regular
value of h. By virtue of the submersion theorem Y,, = h™1(0), is a smooth n - 1 dimensional
sub-manifold of X. Let

L:Yp, > X (7.18)

be the inclusion of Y}, into X and yo = t™!(z0) be xo interpreted as an element of Y, .

In the following we will omit ¢ whenever possible and instead simply regard an element y of
Y,, as an element of X. In particular we will write g(y, p) instead of g(¢(y),p). By definition of
Y}, we have h ot =0 and thus

ROE TR (719)

We will now derive a local parametrization of X in terms of Y, and an open interval. Let
I = (5% tnd) c R be an open interval and tq € I. For a fixed y € Yj,, let £(¢;y) be the solution
of the IVP

a(t) = %(i(t))T (7.20a)
Z(to) = t(y). (7.20b)
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Yo
y=(to,y) g
IxY, —2 53X
(t,y)=(t,y,po) z»(z,po{ h
IxYy, xV —2L, X xv z R

G

Figure 7.1: Maps constructed in step 2 of proof of Theorem 7.1.1

This yields a map

O:IxY, - X (7.21a)
(t,y) = @(t,y) = 2(t;y) (7.21Db)
with
®(to,y) = y. (7.22a)
Denote the differential of ® by
D(@)(ty) = =22 = (2 (ty) L(ty)) (7.23)
Aty T e '
where with Eq. (7.20a)
0P oh
—(t,y) = —(®(t,y))". 24
(1) = (@ () (724
For every y € Y, we have
oP oh
—(to,y) = —(y)T 2
L (to,1) = 52 (1) (7.250)
0P o
—(2 =—(y). 7.25b
ay( 0,Y) 8y(y) (7.25D)

Since ¢ is injective, ‘g—f(to, y) has rank n—1. Equation (7.8) implies that %—f(to, 0) # 0. Moreover,
with Eq. (7.19) we see that

od L0 0P b
< - - e = . 2
5 (to,y) 8y(to7y) 0= (to,y)iay (to,y) (7.26)

Thus the differential of ® at (to,yo)

D(®)(to,y0) = (®(to,%0)  Py(t0,%0)) (7.27)

has full rank. By virtue of the inverse function theorem & is a diffeomorphism in a neighborhood

of (t0,%o0)-
For every y € Yy, choose an orthogonal basis V = {v1,...,v,-1} of the tangent space T,Y,.

Oh
Then with Eq. (7.26) V' =Vu { I gg Ey;” is an orthogonal basis of the tangent space T, X. Again
Sy

using Eq. (7.26) we see that the differential D(®)(to,y) can be written as

D@t -w (1010

n-1

) (7.28)
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with an orthogonal matrix W. Therefore we have

D) (1) =gt () |58

2o

Let
G:IxYp, xV =R
(t,y,p) = G(t,y,p) = g(2(t,y),p)

and consider the equation
G(t,y,p) = 0.
For every y €Y, we have
G(t()vyupo) = g(q)(t()vy)vpo) = g(yvpo) =0
and, with Eq. (7.8),

g(é(t,y),po)

d
Gi(to,y,p0) = dt

*(‘I’(to,y)) (tow)

= %(y)%(y)T
- H@
ox

Thus, according to the implicit function theorem, there is a map

Yoo xV =1
with

G(s(y,p),y,p) =0

for every (y,p) in a small neighborhood of (yo,po). With Eq. (7.32) we have

s(y,po) = to

for every y €Y. Moreover, the derivative g—:(y,po) w.r.t. p satisfies

88( ) %(t07yap0)
—(y,p0) = —oo————
dp % (to, y,po)

@(i’(to,y),po)

T ;(@(to,y),po)nz
(y)

2wl

(7.29a)

(7.29b)

(7.30a)
(7.30b)

(7.31)

(7.32)

(7.33a)

(7.33b)

(7.33¢)

(7.33d)

(7.34a)

(7.34b)

(7.35)

(7.36a)

(7.36b)

(7.36¢)

Now for z € X let (¢,5) = ®~!(x). If X xV is a sufficiently small neighborhood of (z¢,po) we

have

zeX, < g(x,p)>0

< g(®(t,y),p) 20
< G(t,y,p) 20

< t>s(y,p)
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where the last equivalence follows from Eqs. (7.33d) and (7.34b), but only holds for x close to
xo or, equivalently, (¢,y) close to (t9,y0). However, this can always be achieved (Step 1). In
other words,

Xp=®({(ty) e I xYp, [ t25(y,p)})- (7.38)

Using substitution of variables we can transform Eq. (7.9) as follows:

F(p) = [X f(2) de (7.39a)

f(z)dx (7.39b)

/t;({(t,y)elepo | t25(y,p)})
f(@(t,y)) [det(D(®))(t,y)| dt dy (7.39¢)

[{(t y)elxYy, | t2s(y, )}

Pnd

= Sy Jo @) (D@t )|yt (7.394)

In Eq. (7.39d) the only term that depends on p is the lower limit s(y,p) of the inner integral.
Because f is continuous at x = ®(to,y) for almost every y € Y, , the value of the inner integral
is continuous in p at p = pg. By virtue of the fundamental theorem of calculus we can therefore
have

F0) == [ 500 (B(s(0). ) et D@ () )] dy. (7.400)

Po

Using the fact that s(y,po) = to for every y (Eq. (7.35)) we have

Fyn) == [} ) (@(t0:9)) et (D@®)) t0,)] dy (7.412)
G (y)
- [ 2 ()Hgf(y)|det(D(<I>))(t0,y)| dy (7.41b)
ool
i nh(>|\2 e |
W
- dy, 41d
Jo, TG ) O (7.414)

where Eq. (7.41b) follows from Egs. (7.36¢) and (7.22a) and Eq. (7.41c) follows from Eq. (7.29b).
This completes the proof. o

The theorem generalizes to multiple g as follows:

Corollary 7.1.2
Let X, V,poeV and f be as in Theorem 7.1.1. Let

gR"xV - R™ (7.42a)
gl(x7p)

(z,p) ~ S : (7.42Db)
gm(z,p)
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For everypeV let

X = {xeR" | gi(z,p) >0} (7.43a)
Xp={zeR" |Vi=1,...,m: gi(z,p) >0} = ﬁX,(,i) (7.43Db)
i=1
Y = {zeR" | gi(z,p) =0} n X, (7.43¢)
Y, ={zeR" | Ji=1,...,m:gi(x,p) =0} n X, :QY;” (7.43d)
Yy={zeR" [Ji=1,...,m:gi(z,p) =0A Vi #i:g;(x,p) >0} (7.43e)
=Y, U1 G YD ny, ), (7.43f)
i=14'=i+1

satisfying Y, c Yy, ¢ Xp, ¢ X. Assume that for every x € Y, : g is continuously differentiable
w.r.t. x and p at (x,pg). For every x € Yy, let I(x) = {iel,...,m | g;(x,po) =0} be the set
of active inequalities and let i(x) be the index of the unique active inequality for every x € Yp’o.
Assume that for every x €Y, the gradients %g; (z,po) | 1€ I(:E)} of the active components are
linearly independent. Furthermore assume that f is continuous in x for almost every x € Yy, .

We define the function F:V - R by

F(p) = fX f(z) da. (7.44)

Then

9752 (y, po)

9:'9(;) (y7p0) ||

f(y) dy. (7.45)

Fy(po) = %(pw -

7
YP (9]

Proof We will prove the statement for a simplified case where only one of the level set functions
depends on the parameter, and then deduce the general case in the second step.

Step 1

First, consider the case that only g; depends on p and all other components of g are independent
of p. We can reduce the problem to the case of Theorem 7.1.1 by moving all but the first
component of g into the integrand. To this end, we replace f by

m

FO(z) = f(2) Q H(gi(x)), (7.46)

where H(-) is the Heaviside function, which is equal to zero if the argument is negative and equal

to one otherwise. For every i # 1 the set Yp(i) is independent of p and we will simply write Y ().
Because the Jacobian of the active components has full rank, the submersion theorem implies
that the set

Uy ny®, (7.47)
=2

of points where both g; and another component of g are equal to zero is a zero set in Yj,.
Therefore, f() () is continuous for almost every z € Yp(ol). By definition of f() we have

fX T@yde= [, FO(2) da. (7.48)
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Therefore
gi(po) ) fm mf(l)(y) dy (7.49)
B ﬁé&’mﬂy) dy (7.50)
B fyéo Mf(y) dy. (7.51)

where the first equality follows from Theorem 7.1.1 with integrand f(*) and level set function g,
the second equality holds because f(z) = f()(z) for almost every z € Yp(ol), and the last equality
holds because 691 =( for all ¢ # 1.

Step 2

The case where all g depend on p is a direct consequence. First, assume that each g; has
their own parameter p®. Clearly, with the above, the gradient of F w.r.t. to the vector
p' = (W, ..., p™)T is equal to

(m)y

s (yp
Wf (v) dy) (7.52)

(1) (y,po )

oF
ap,(pé))z(fy(l) 6“( (1))Hf(y)dy, ceey fyp(gt)

By setting p’(p) := (p,...,p)" and applying the product rule we have

8 .
6!;1 (y7p0)
(pO ;/MW (y) dy (7.53)

8%(;)(
Y,P0)
:[, Wf(y) dy, (7.54)
D W(y’Po)H

where we use the fact that Y, U2, Yp(i) and that the pairwise intersections of the Yp(i) is a zero-set
in Y),. O

7.2 Linear utility function

Under certain conditions the integral Eq. (7.1) can be computed efficiently. Most notably this is
the case if the utility function is linear in customer variables. In other words if

wCxP >R (7.55a)
(x,p) = u(x,p) = a(p) 'x +b(p), (7.55b)

where a and b are coefficient functions

a:P ->R" (7.56a)
b:P - R. (7.56b)

For every k = 1,...,M let a; = a(py) and by = b(pr). Then, with Eq. (7.3), we see that the

customer set
e ={x€C | VE' =0,...,M: (a - ar) x +bj, — b > 0} (7.57)

is an n-dimensional polyhedron with at most M facets. In general X}, need not be bounded. The
assumption in Corollary 7.1.2 that the gradients of the active inequalities are linearly independent
simply means that the polyhedron is non-degenerate.
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7.3 Implementation

For a given value of the control vector u, let P(u) = {p1,...,pa} be the corresponding set of
products. We compute the booking probabilities di(P) for a fixed customer type T using the
integral representation from Eq. (7.1):

dy(P) = /X oy [0 (7.58)

Since the utility function w is linear in the customer variables x, the customer set X, for product
p € P is a convex polyhedron (Eq. (7.57)) and can be written as

X, ={xeC| A(u)x+b(u) > 0}. (7.59)

7.3.1 Unbounded customer sets

In general X}, is unbounded. In order to solve the integral Eq. (7.58) numerically it is necessary to
reduce the integration region to a bounded subset of R™. When solving a one-dimensional improper
integral

fo f(x) dx (7.60)

with infinite bounds it is common to apply a change of variables x = ¢(yy) that maps the unbounded
integration region to a finite interval, for example [0, 00) = ¢ ([0,1]), and compute the value of the
definite integral

[ 16 ) ay. (7.61)

The equivalent approach for higher-dimensional integrals is to apply a nonlinear transformation
of variables ® such that the pre-image ®~! (X, (P)) is a bounded subset of R” and solve

BPY= [ 1 oy OGN D@ )] . (7.62)

However, since ® is nonlinear, the transformed integration region ®~* (X,(P)) is no longer a
polyhedron or even necessarily convex.

For this reason we avoid changing variables and instead approximate the improper integral

with a proper one while controlling the hereby induced error. More precisely, we choose an error

tolerance €8" > 0 that determines the fraction of customers that may be ignored during the com-

putation of d. We then choose lower and upper bounds x;b and X}lb for every customer attribute
j=1,...,n such that a random customer X is an element of the set
X={xeC|Vj=1,... n:xP<x;<x!"}, (7.63)

with a probability of at least 1 — €'8", in other words

f F(x)dx > 1 - e, (7.64)

x
An estimate dy,(P) of d,(P) can be computed as
dy(P) = f x) dx, 7.65

b= [, I (7.65)
where the integration region is the bounded set

Xy (P) = X,(P)n X. (7.66)

The absolute error caused by this approximation is bounded by €&":

Ay (P)=dp(P)= [ 1 e iy /O % (7.67a)
< fc L F0dx (7.67b)
< éen, (7.67¢)
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Moreover, we have

xéz’?@ﬂj:xj>x;bvxj<x}lb (7.68a)
= P[X¢X]< i (P[X; >xP]+P[X; <x}"]). (7.68Db)
j=1

Therefore, if the quantile function of each individual random attribute X; can be evaluated,

b
J

Eign

o and

Eq. (7.64) can be satisfied by simply choosing the € and 1-

> quantiles of X; as x

x;-lb respectively.

Note that the bounds x'® and x" do not depend on P, in other words they are independent of
the current evaluation point but only depend on the (fixed) distribution of customers. Therefore
for a fixed €8 they only need to be computed once for each scenario. This allows us to interpret
the approach not as a method to approximate the booking probability d with an estimate d, but
to approximate the customer type T with alternative customer type 7' that deviates only slightly
but has a bounded customer set and therefore is better suited for computational purposes.

7.3.2 Derivatives of booking probabilities

We will compute derivatives of dy,(P) using the methods described in Section 7.1. With Eq. (7.58)
the booking probabilities are equal to the integral over a parametrized level set. The system of
linear inequalities

g(x,u) = A(u)x +b(u) >0 (7.69)

that defines the level set (Eq. (7.59)) satisfies the continuity and differentiability conditions of
Corollary 7.1.2. Let 0&, denote the boundary of the customer set X,. Denote again by gx and
gu the partial derivatives of g w.r.t. x and u respectively. For every x € 90X, (P(u)) let §(x,u)
be a component of g that is active at (x,u), in other words g(x,u) = 0. This function is almost
everywhere continuously differentiable on 0, (P(u)) and can be written as

g(x,u) = A(u)x + B(u) (7.70)

with a vector-valued function A(u) and a scalar function b(u).
Corollary 7.1.2 states that the derivative of d,(P) is given by

d ~ gu(x,u)
adp (P(u)) = o, 7|\gx(x,u)|| f(x)dx (7.71a)
[ Auwxrbu(w) 7 71h
I ™ Va7 ()

Note that, due to the fact that the zero-sets of the individual components of g intersect normally,
i.e. the respective rows of A(x,u) are linearly independent whenever multiple constraints are active,
g is uniquely defined almost everywhere on 90X, (P(u)).

It is a well-known fact that the boundary of a polytope with dimension n is a finite collection
of polytopes of dimension n — 1. This allows us to rewrite Eq. (7.71b) as

AP (w)x + 5 (u)
|A®) (u)]|

d%d" (P(w)) = zk:fypm f(x) dz, (7.72)

where each facet Y(®) is of the same general form as the customer set X, (Eq. (7.59)). Once the
set of facets {Y(k)} is known this allows us to compute the derivatives of booking probabilities
using the same numerical methods that are used in the computation of the values of dy,(P(u)).
The number of facets is bounded by

M o+ 2n. (7.73)

— ——
utility ineq. bounding box ineq. (Eq. (7.63))

The problem of identifying facets is equivalent to converting an outer representation of &, to an
inner representation, i.e. computing the set of vertices of the polytope. The worst-case run-time of
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all known vertex-enumeration algorithms to date is super-polynomial in input and output size [2].
Moreover, in general output length is exponential in the length of the input: McMullen proved a
sharp upper bound with asymptotic growth of O(m?) for the number of vertices of a d-dimensional
polytope defined as the intersection of m half-spaces [94]. However, instances of low dimension can
be solved fairly efficiently and for a fixed dimension complexity only grows polynomially with the
problem size.

Unbounded customer sets

To deal with unbounded customer sets we use the approach described above, approximating X
with a bounded set X by adding additional constraints (Eq. (7.63)). We compute an approximate

value of Eq. (7.72) by replacing each facet Yp(k) with Yp(k) = Yp(k) N X. The absolute error of
the derivative of d,(P(u)) induced by this approximation is not bounded in a similar fashion to
Eq. (7.67). However,

AP (w)x + 0P (u)
|A®) (u)]|

d%d" (P(w)) = Zk:/y/p(m f(x) dz. (7.74)

In other words, we have an exact representation of the derivatives of cZ, which further encourages
the interpretation of the approximation as an approximate scenario which is then solved exactly.

7.3.3 Algorithm

In this section we will give an overview over part of the software used in the simulations presented
in Chapter 8. The software used to implement this algorithm is described in Appendix A.3. We
will consider the sub-task that evaluates d,(P(u)) and its derivatives w.r.t. u, given a product

mapping P(-), a control vector u and the set of relevant customers X. We restrict ourselves to the
case of linear utility functions that is presented above.
Booking probabilities are computed with the following steps:

1) Compute the set of inequalities A(u)x+b(u) > 0 that defines the customer set &}, (Eq. (7.59)).

(1)
(2) Add the linear constraints that define the set X to obtain X, n X,.
(3) Compute a triangulation of the convex polytope é\;p.
(4) Compute a numerical approximation for the integral in the RHS of Eq. (7.65)
In case derivatives are required, proceed as follows:

(5) Compute the set of facets of X,.

(6) For each facet compute a triangulation. The triangulation does not have to be computed
explicitly by an additional call to CODLIB but can be efficiently derived from the triangulation
of X, and the incidence relation between vertexes and inequalities that is returned by CDDLIB.

(7) Numerically evaluate the RHS of Eq. (7.72) by computing a numerical approximation for the
respective integral over each facet using CUBPACK.
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Chapter 8

Numerical results

In this part we will present numerical results that were generated using the methods presented
above.

This numerical study was not designed to estimate the potential benefit of applying these
methods in a realistic scenario. In fact, we believe that this question is almost impossible to
answer, because the baseline for comparison is unknown. There are no alternative methods to
which we could compare our results. In industry practice, the fare structures consisting of price
points and product characteristics are generated manually by expert analysts. The decisions are
supported with data about historical sales, economic outlook, the competitive environment and
other factors, but in the end are the result of the analysts’ expert decision. The revenue gain
that can be achieved by optimizing fare structures using mathematical optimization techniques
therefore not only depends on the quality of the customer choice model that is used (which also
has to account for the outside influences listed above), but also on highly depends on the quality
of the decisions made by expert analysts.

Instead the primary purpose is to gain qualitative insight about the structure of the pricing
problem and the behavior of the numerical methods presented in this work. The pricing problem is
a two-level problem, where the inner one is the standard RM inventory control problem, for which
there is extensive scientific literature. This inventory control problem cannot be solved exactly
for networks with more than a handful of resources. Because the focus of this thesis lies on the
outer optimization problem of choosing optimal prices and product characteristics, this study is
restricted to the case of a single flight leg. This way we can efficiently solve the inventory control
problem to optimality, and none of the observations, e.g. regarding non-convexity of the problem,
can be artifacts of heuristic solutions to the inner problem. The main questions we wanted to
address are the following:

How efficient are our numerical methods? Is the proposed algorithm efficient enough
to solve small toy problems reasonably fast? How does the computational effort scale with the
problem size, i.e. the number of products?

How significantly does the quality of the solution depend on the number of prod-
ucts? From a purely mathematical standpoint, it is clear that the ability to price and sell a larger
number of products can only improve the outcome for the airline, because the respective larger
pricing problem is essentially a relaxation of the smaller problem. From a business perspective,
the complexity of manually designing and managing a larger number of products and price points
can lead to suboptimal decisions and therefore may very well degrade overall performance. Here,
we will ignore the latter and only focus on the former.

There are three main reasons why having a larger number of products, or booking classes,
would benefit the airline.

e A larger number of booking classes offers more room for customer segment specific products.
e The customer mix varies over the course of the booking horizon, while products remain

constant over time. A larger number of different products and price points together with
availability control therefore helps to match pricing to changing customer behavior.
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e With a dynamic control policy, the airline can adjust booking class availability dynamically,
depending on the realization of the stochastic booking process. Again, having more booking
classes, and therefore more price points, allows to control the booking process more precisely,
depending on the realization of demand.

How non-convex is the pricing problem? Even a very small problem like this one cannot
be expected to be convex. To the contrary, abstract product restrictions are pricing tools, which
are aimed at segmenting demand into customer segments and therefore allowing the airline to offer
segment-specific products. This way, the airline can charge different prices to different customer
segments at the same time, and exploit the fact that a customer’s willingness-to-pay and their
reaction to the tariff conditions are highly correlated. Intuitively, a stronger segmentation increases
the airline’s ability to exploit the willingness-to-pay of business type customers. It therefore seems
natural that for good solutions the restriction variables are often near or at their bounds.

In addition, during the fare transformation step (Section 3.5) it is possible that a product is
inefficient, meaning that it is not contained in any efficient offer set (see Eq. (3.63)). This means,
that an equivalent solution with fewer products is given by removing the inefficient product from
P. Because an inefficient product is never offered and never sold, its product characteristics do not
have any impact on the total expected revenue for the airline. Except for degenerate cases, slight
perturbations of product characteristics will not change efficiency of a product. Combining these
facts, it is clear that locally the objective function value does not depend on the product attributes
of inefficient products. Therefore, adding an inefficient product to a locally optimal solution will
yield a local optimum for a higher dimensional instance of the pricing problem. As a result, an
instance of the pricing problem may have a large number of local optima, including plateaus, that
arise from lower dimensional solutions.

How well can our algorithm handle the non-convexity? Due to the high computational
complexity, we do not apply a global optimization algorithm but a quasi-Newton method, which
only converges to local optima. The quality of our solution therefore depends strongly on the start-
ing value we use to initialize the optimizer. We are therefore interested in estimating the average
quality of the solution or, more precisely, the probability of ending up in each local optimum, when
starting from random initial guesses.

Particularly the second question requires a very detailed analysis of the results data. In order
to keep the amount of data manageable, we decided to focus on a small set of problem instances,
which only differ in the number of products, but all share the same demand model with one fixed
set of model parameters.

8.1 Problem setup

8.1.1 Network

We consider a scenario with a single flight leg with a capacity of 100 seats.

8.1.2 Price structure

We assume that there is no differentiation by POS or other criteria. Since there is only one
itinerary in the network, this means that there is only one set of products that defines the offer for
all customers.

Apart from price pP*ic®, there is only one additional binary attribute that indicates rebooking
flexibility. Each product is therefore given as a two-dimensional vector p = (pPrce, pflex) e Rx {0,1}.
In order to simplify notation in the demand model, we use the convention that p'®* = 0 for flexible
products and pfi®* = 1 for non-flexible products.

Amongst other things, in this study we wish to explore the effect of the number of products
on overall revenue. We therefore solve multiple instances of the problem, which only differ in the
number of products M =1,...,9.
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Exp. arrivals Willingness-to-pay Non-flex disutility
pp p3 I o I o
Leisure 20 30 15 0.3 0.3
Business 0 6 24 1 0.5 0.5 0.5

Table 8.1: Arrival rates and choice parameters

8.1.3 Demand

Demand is modeled as described in Section 4.2.3. Each customer is of one of two customer types,
which differ in their arrival rates over the booking horizon as well as choice behavior. The booking
horizon [0, 1] is partitioned into three time periods Iy, Is, I3, where I3 is the closest to departure.
For each customer type, arrivals follow a non-homogeneous Poisson process, where arrival rates
vary between time intervals, but are constant within each time interval. The Poisson arrival process
for a customer type is therefore uniquely determined by the expected number of arrivals puq, pa, i3
for the three time periods. The two customer types are:

Leisure customers tend to book earlier, have a low willingness-to-pay, and do not care about
product flexibility at all, i.e. they base their decision purely on price and—if at all—will
always buy the cheapest product available. Willingness-to-pay is the only attribute of the

. . . . . . t
leisure customer type, which is therefore described by a single random variable X;".P . The
utility function is given by

_ L wtp rice
uleisure(xleisurea p) = Xieisure pP .

Business customers tend to book later, have a higher willingness-to-pay, and associate a non-
negative disutility cost with non-flexible products. In addition to willingness-to-pay, the
business type has an additional attributes characterizing the customers valuation of non-
flexible products. It is described by the random vector Xpysiness = (Xmgness, Xilex ), and
the utility function is given by

_ wtp price flex flex
Ubusiness (Xbusinessa p) = Xy usiness p - businesslJ .

Willingness-to-pay for both customer types as well as the disutility cost associated with non-
flex-products for the business type are independent random variables, each following a truncated
normal distribution that is censored below at zero. Table 8.1 shows the parameters of the under-
lying normal distributions and the expected number of customer arrivals for each time interval.
For example, the willingness-to-pay of a random customer of the Business type has the same
distribution as X | X > 0, where X ~N(1,0.5%).

8.2 Solution algorithm

As shown in the following sections, the pricing problem is highly non-convex even for this simple
toy problem. We do not apply a global optimization algorithm, but instead attempt to find the
global optimum—or at least a good local optimum—by applying local optimization with a large
number of different initial guesses. More precisely, for each problem instance (determined by the
number of products M) we randomly choose 1000 vectors of starting values, where every product
p = (pPrice pfex) is drawn from a uniform distribution on [0,2] x [0,1]. Local optimization is
performed using the quasi-Newton method of Byrd et al. [24], which uses a limited memory BFGS
method to approximate the Hessian and allows for box-constraints.

The algorithm for evaluating the objective function for a given set of products is shown in
Algorithm 2. The algorithm for computing the gradient of the objective function w.r.t. product
attributes is very similar and therefore not listed explicitly. There are two main differences. Firstly,
one not only computes the booking probabilities (Line 6), but also their gradients w.r.t the control
parameters (i.e. all product attributes). Secondly, when solving the dynamic program (Line 15) one
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also solves the adjoint equation and computes the gradient of the value function w.r.t. parameters
(see Eq. (5.44)).

Algorithm 2 Expected revenue for a single-leg

1: function EXPREVSINGLE(P, n, T, C) 1> P c P is a finite set of products, n is the number of

time intervals, 7 = {T1,...,Tr} is a set of customer types, and C' is capacity
2: M « |7D|
3: for all T = (X,ur,At) €T do > For every customer type,
4: for all S c P do > every offer set,
5: for all pe S do > and every offered product
6: dspr < P[p*(XT,S) =p] > compute the probability that a ran-
dom customer of type T will purchase
p given the offer set S (see Section 7.3)
7 for alli=1, ..., ndo > For every time period
8: for all ScP do > For every offer set
9: Ds < Yrer Xpes ATds p,T > compute total demand
10: Rs < Yrer Xpes Ards p, Ty > compute total revenue
11: S*; < EfficientFrontier(D,R) > Compute the set of efficient offer sets (see
Section 3.5) for time period ¢
12: for all § € S* do > For every efficient set compute transformed de-
mand and revenue (see Definition 3.5.7)
13: D; s < TransformedDemand(S)
14: Vi.s < TransformedRevenue(S)
15: V <« ValueFunction(S*, D, y) > Compute value function by solving dynamic

program Eq. (5.17)
return V(0)

8.3 Results

8.3.1 Computational time

All computations were performed on a workstation with an AMD Phenom IT X6 1055T processor at
1.5 Ghz and 8 GB RAM using Ubuntu 12.04. As shown in Fig. 8.1 and Table 8.2, CPU time grows
exponentially with the number of products. This is due to the fact that we compute booking
probabilities for every product and every possible offer set S € £(P), which means that M2M
integrals of the form Eq. (7.58) have to be solved for each evaluation of the value function. A large
number of the computed values belong to inefficient offer sets and are discarded during the fare
transformation step. Therefore, in this naive approach we expend a high amount of computational
time on computing quantities that are irrelevant for the actual value of the objective function.
If and how computational effort can be reduced by avoiding these unnecessary computations is a
question for future research.

8.3.2 Benefit of additional products

Figure 8.2 shows the expected revenue that can be achieved depending on the number of products.
Each value displayed on the vertical axis in Fig. 8.2a is the maximum over the objective function
values of all local optima that were found with the 1000 random starting values for the given
number of products. As is to be expected, with an increasing number of products the maximal
revenue that can be achieved grows, while the marginal benefit of having additional products
decreases (Fig. 8.2b). The large revenue increase of almost 10% between the cases with one and
two products compared to the rather moderate increases with each additional product suggest
that—at least for this customer model—the ability to segment customers has a much stronger
impact on revenue than having additional price points to choose from when dynamically varying
prices over the course of the booking period.
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Figure 8.1: CPU time depending on the number of products

# Products mean median min max
1 6.42 3.65 1.57 28.45
2 14.08 13.16 1.66 49.85
3 21.18 20.18 4.10 49.67
4 36.49 35.76 4.34 91.32
5 63.84 64.08 13.49  135.19
6 123.95 12245 33.94  269.18
7 250.87  239.62 47.63  689.83
8 520.87 49820 87.36 1528.21
9 1113.10 1046.59 176.64 3049.13

Table 8.2: CPU time

Note that adding a sixth product leads to a higher marginal revenue gain that the fifth product.
This is possibly a sign that for the case M =5 the global optimum was not found.

8.3.3 Non-convexity of the objective function

It is one of the goals of this thesis to understand and describe in qualitative terms the non-convexity
of the pricing problem. We will do so by identifying the unique local optima of our example
problem that were found in the numerical experiments and describe the convergence behavior of
the optimization algorithm. We see that even small instances of this simple scenario have many
local optima.

First, we observe that the problem instances are nested in the sense that each solution for a
problem with M products can be extended to an equivalent solution of the M + 1 product case.
Let P = {p1,...,pa} be a set of products and S(¢) an optimal offer process. We call a product
p = pr € P inefficient w.r.t to S, if its expected number of bookings—and therefore its expected
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of products

revenue—over the whole booking horizon is zero, i.e.:

]E[fOT de(S(t))] -0 (8.1)

This will for example be the case if p is either so cheap that the airline would never want to offer
it (i.e. P(p¢S(t)) =0 for all t) or so expensive that no customer would be willing to purchase
it. Given a local optimum P of the pricing problem, we can always add an additional product p’
that satisfies Eq. (8.1). If p’ is chosen such that all p” in a neighborhood of p’ are inefficient as
well, small perturbations p’ will not have any impact on the expected revenue and, consequently,
Pu{p’} is a local optimum of the pricing problem with M + 1 products.

On the other hand, a locally optimal solution P of the pricing problem with |P| = M will often
contain inefficient products, which do not have any impact on the objective function value. Let
always P ¢ P be the set of efficient products w.r.t. the optimal control strategy for P, and let
M = |P| be its cardinality. The histogram Fig. 8.3 shows the distribution of M depending on
M. For example, for the problem instance with six products slightly less than 50% of the 1000
computed local optima have six efficient products, while all other solutions contain at least one
inefficient product and can therefore be regarded as solutions of the smaller problem instances with
M < 6. As expected, with increasing number of products it becomes harder to find solutions where
all products are efficient. However, even for the largest problem instance with M =9, more than
13% of the computed local optima had no inefficient products.

Figures 8.4 to 8.11 show the local optima found, grouped by the number of efficient products.
In all figures, a local optimum is represented by a vertical line and the horizontal axis represents the
objective function value. The upper diagram is a histogram showing the frequency of occurrence of
the local maximum relative to the total number of local optimal with the same number of efficient
products. The lower diagram shows the local optima, each of which is a set of efficient products
P. Every product is represented by a point on the vertical line, where price is represented on the
vertical axis, while the binary product attribute—booking flexibility—is represented by the shape
of the product. For all M = 2,...,9 there were additional solutions that are not included in the
plots. These solutions contain only flexible products and therefore—due to the lack of customer
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Figure 8.3: Distribution of number of efficient products depending on the number of products

segmentation—all have very low expected revenues. These solutions are omitted, because they
would have lead to a large horizontal gap in the diagrams, making the relevant portion much
harder to read.

Clearly the number of different local optima increases with the number of efficient products.
Solutions with the same number of efficient produts often differ in the number of flexible products
and in the pattern of flexible/non-flexible products when ordered by price. However, some solu-
tions only differ in price, but not in the order of flexible/non-flexible products. For example with
four efficient products (Fig. 8.6) we have four local optima with two flexible and two non-flexible
products, and for the two of these with the highest objective function values the two most expen-
sive products are flexible while the two cheapest products are not, and the only difference is the
distribution of price points.

In summary, we see that even a small problem with very simple customer models and only two
product attributes can be heavily non-convex. However, Fig. 8.3 and the histograms in Figs. 8.4
to 8.11 suggest that the chance of finding a good solution is fairly high when applying a multi-start
approach with sufficiently many different starting values: even in the hardest instance of M =9 the
chance to find a solution with M =9 is higher than 13%. In addition, for every M the frequency
of occurrence for the best local optimum that was found is higher or close to 5%.
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Figure 8.4: Local optima with 2 efficient products
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Conclusion

Summary

The airline pricing problem deals with defining revenue-optimal prices and fare conditions for a
limited number of booking classes. Because of its strong impact on airline revenue and profit, it
is highly relevant in industry practice. Still, unlike the Revenue Management problem, pricing
has not gotten a lot of attention in the scientific literature and is therefore usually done manually
by analysts with little decision support. This work is the first comprehensive treatment of this
problem in the scientific literature and describes a framework to formulate and numerically solve
the pricing problem under only mild assumptions about customer choice behavior.

The pricing problem is strongly related to the classic airline Revenue Management problem,
which, assuming given and fixed fares, aims to maximize revenue by dynamically controlling avail-
ability of each booking class over the course of the booking horizon. We formulate the pricing
problem as a two-level optimization problem where the control variables of the outer problem —
prices and fare conditions — determine the constant parameters of the RM problem. Consequently,
evaluating the objective function of the pricing problem for a given set of pricing parameters re-
quires solving the respective instance of the choice-based revenue management availability control
problem, which we formulate as a parametric optimal control problem parameterized by prices
and expected demand rates for each booking class. Between the two layers we have the customer
choice model, which maps prices and fare conditions to expected aggregate demand.

For the solution we combine methods from revenue management, customer choice theory, nu-
merics, optimization, and optimal control theory. A key for efficiently solving the outer problem
with gradient-based optimization methods is a sensitivity analysis of both the customer choice
model and the revenue management problem. To this end we present a sensitivity analysis of
expected customer demand as a function of the pricing parameters for a general class of customer
choice models. In addition, viewing the single-leg revenue management dynamic program as an
optimal control problem, we derive an adjoint equation that can be used to efficiently compute
the sensitivity of optimal expected revenue as a function of prices and expected demand. Com-
bined with suitable numerical methods this allows us to use gradient-based numerical optimization
methods to efficiently solve the single leg pricing problem. We thoroughly analyze a number of
instances of an example problem and show that the pricing problem can be highly non-convex even
for cases with only a single resource and simple fare structures.

For the extension to the network case with multiple flight legs connected by transfer traffic we
require a sensitivity analysis of the dynamic network revenue management problem. This problem
cannot be solved to optimality even for a few resources due to the curse of dimensionality and
in practice is solved heuristically. Building on the well-known LP-DP decomposition heuristic for
the network RM problem, we heuristically extend the sensitivity analysis of the RM problem to
the multi-resource case. Combined with the sensitivity analysis of the customer choice model this
allows us to heuristically solve the network pricing problem.

As a side result our sensitivity heuristic gives rise to an improved version of the LP-DP de-
composition that uses probabilistic instead of deterministic displacement costs. We show in a
simulation study that this new method for solving the dynamic network RM problem is computa-
tionally feasible and on average significantly improves overall network revenue.
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Directions for further research

In this thesis we develop a framework to formulate the airline pricing problem as a mathematical
optimization problem and present computationally feasible solution methods. However, due to the
complexity of the problem a number of questions remain open and should be subjected to further
research.

A particularly important and somewhat natural extension is a decomposition of the network
pricing problem along itineraries. The objective function of the network pricing problem is sepa-
rable. It is the sum of expected revenue over all products, and expected revenue for each product
is independent of all products that belong to a different itinerary. The objective function can
therefore be written as the sum of expected revenue over all itineraries, with disjoint sets of con-
trol variables for the summands. The itineraries are coupled via the capacity constraints in the
underlying network RM problem. This structure lends itself to a dual decomposition approach,
where pricing for each itinerary is optimized separately given the current estimate of the dual vari-
ables, which for the pricing problem are the (distributions of) the bid prices for each leg. A dual
decomposition would be strongly related to our heuristic sensitivity analysis and roughly work as
follows:

(1) Generate an initial guess for all pricing variables.

(2) Given the pricing variables, compute bid price vectors for all resources using the LP-DP
decomposition for the network RM problem. Compute the adjoint states, which represent
the distribution of remaining inventory, as described for the sensitivity analysis.

(3) Given the bid price distributions, optimize pricing on each itinerary to maximize its network
contribution.

(4) iterate (2) and (3) until convergence.

This would allow significant improvements in computation time, because both the primal and the
dual problem can be parallelized along itineraries and resources respectively. In addition, this
would greatly help implementing pricing optimization in industry practice, where it is usually not
feasible to simultaneously update prices and fare conditions for the whole network, but where such
decisions are taken on a market-by-market basis.

Evaluating the customer choice model to compute for a given set of pricing parameters expected
demand and its gradient w.r.t. the controls requires evaluating all possible offer sets and is therefore
exponentially complex in the number of products (within one itinerary). The same problem arises
in choice-based revenue management and several solution approaches are known (for example the
column-generation procedure by [19]), which could potentially be adapted to the pricing problem.

As illustrated by an example the pricing problem can be highly non-convex. It is therefore
natural to evaluate whether methods for global optimization can be applied.

Lastly, it would of course be valuable to test the method in a real-world scenario. As a prereg-
uisite this requires choosing and estimating a suitable customer choice model on real data.

Trends in airline distribution

During the time this thesis was written airlines have started working towards modern, internet-
based distribution technology to replace the legacy world of GDS distribution that was the dom-
inating technology for the past half decade [39]. The IATA NDC initiative described in TATA
resolution 787 [62] sets a standard for airline shopping and booking that in principle allows true
dynamic pricing as outlined in Section 3.6. In particular, once this standard is widely adopted by
airlines, travel agents and other distribution partners worldwide, airlines will not have the need
any more to file static fares into a fixed number of booking classes. In terms of the pricing problem
analyzed in this thesis, this means that the price itself would move from the outer problem into
the real-time decision in the dynamic program.

However, our results remain relevant and applicable for several reasons. Firstly, due to the
magnitude of required change and the high costs of replacing existing infrastructure, NDC will be
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implemented rather slowly in a step-by-step fashion, while existing GDS channels are still strongly
relevant. Secondly, even with dynamic pricing capabilities there will still be a number of static
pricing parameters that set the framework for real-time price optimization. For example, airlines
will still need to publish a fixed lowest (or promotional) fare that can be used for marketing
purposes. Furthermore, fees such as rebooking fees or the cost for extra luggage will usually be
static to ensure transparency for customers and satisfy local and international regulations. Thirdly,
the sensitivity analyses of both the inventory control dynamic program and of the customer choice
probabilities have potential applications outside of the pricing problem, such as the improved
network decomposition heuristic described in Section 6.3.
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CAB
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DLP
DP

EMSRa/EMSRb
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11D

IVP

Expected marginal value of one unit of capac-
ity or, equivalently, opportunity cost associated
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a product, used for availability control. Usually
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tem for booking products related to travel, such
as airline seats, hotel rooms or rental cars. In-
terfaces for providers, e.g. airlines or hotels, and
agents, e.g. travel agencies or web based search
and booking services. 55

Hamilton-Jacobi-Bellman equation.
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104, 107,
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38, 43, 44, 51, 52

Independent and Identically Distributed. Each
random variable has the same distribution and
all variables are mutually independent. 49, 52,
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110-112, 118, 119, 140
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First order Karush-Kuhn-Tucker necessary con-
ditions for a local optimum. See Theorem 1.1.6.
8-11, 13, 25

Linear Independence Constraint Qualification.
8-11, 13
Linear Program. 74, 75, 142, 157

Markov Decision Process. 106
Mangasarian-Fromovitz Constraint Qualifica-
tion. 9

multinomial logit. 51, 52, 99

multinomial probit. 51

Nonlinear Program. 6, 7, 10, 28, 29, 86, 87, 90,
94-96

A passenger who does not cancel a booking be-
forehand and does not claim their seat at depar-
ture. 54, 63

Origin/Destination. Pair of cities describing
from where to where someone intends to travel,
independent of the path one uses to get there.
55, 56, 89, 91, 92, 131, 149

Optimal Control Problem. 21, 23, 24, 2629,
104, 109-111, 117, 118, 128, 129, 138-140
ordinary differential equation. 14, 18-20, 23, 24,
27,72, 73, 88, 104, 108, 114, 118, 151, 173
Origin Destination Itinerary or Origin Destina-
tion Information. Travel path on a network,
described by a collection of flight segments.. 61,
127, 129

The decision to allow more bookings on a flight
than there is physical capacity. 54

Passenger Name Record. Record stored in
the database of a Computer Reservation Sys-
tem (CRS) containing information about one or
more passengers and their travel itinerary. 54
Point of sale. Geographical location, sales chan-
nel or other criteria that define a specific sub-
market.. 56, 64, 92, 176

right-hand side. 14, 17, 19, 21-24, 26, 27, 49,
51, 72, 73, 98, 107, 108, 115, 118, 119, 124, 151,
173

Revenue Management. 2-5, 31, 53-56, 59, 63,
64, 66, 69, 71, 76, 78, 84, 89, 90, 96, 97, 99, 104,
106, 118, 174

Strict complementary slackness. See Defini-
tion 1.1.8. 9, 13

Second order necessary conditions for a local op-
timum. See Theorem 1.1.13. 9

Special Ordered Set Type 1. 94, 96
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Glossary

SOSCs

Spill

Spoilage

Virtual Capacity

Willingness-to-Pay

Yield

Second order sufficient conditions for a local op-
timum. See Theorem 1.1.14. 10, 11, 13
Passengers that are denied boarding at depar-
ture as a result of overbooking a flight. 54
Seats left at the time of departure are called
spoiled seats, because the opportunity to sell
them is lost and the seats become worthless. 54

Modified capacity used for optimization pur-
poses in order to allow for a decoupled optimiza-
tion of overbooking and availability control. 54

The maximum amount of money a customer is
willing to pay for a certain product.. 42, 43, 54,
56, 60, 86, 97, 99, 100, 175-177

Amount of revenue the airline expects to get
from a customer buying a certain product. This
differs from the price the customers pays, be-
cause the total price from the customers per-
spective includes additional taxes and fees that
are not received by the airline.. 55
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Appendix A

Software

To solve the numerical example problems, the algorithms described in this thesis were implemented
in software. Because of its convenience in handling data, vector arithmetic and generating visual-
izations, the statistical programming language R [102] was used for the overall framework. Various
subroutines with high computational cost were implemented in other, more performance efficient
programming languages and integrated using the Rcpp package [35], which exposes C, C++ and
Fortran functions from shared libraries to R, making them available to be called in the same way
as a regular R function.

A number of R packages played a critical role in solving the optimization problems as described
in the following sections. In addition the following utility packages were used to simplify processing
or create plots: data.table, digest, foreach, ggplot2, logging, plyr, reshape2, R.utils.
These packages can be found in the package repository CRAN (https://CRAN.R-project.org).

A.1 Availability control optimization

A.1.1 Single resource

The solver for the single leg availability control dynamic program described in Chapter 5 is a
custom C implementation of three explicit ODE solvers of different orders — the explicit Euler
method of order one, the second order Heun method, and the fourth order Runge-Kutta method
(see Fig. 1.1) — specialized to the problem at hand. The C algorithm is wrapped in the custom R
package singleLegDP together with a few helper functions for easier use. It supports solution of
the dynamic program itself to compute overall expected and outputs bid prices that can be used
in a control scheme for simulation. In addition it can compute a solution to the adjoint equation
and use this to provide a sensitivity analysis of the results w.r.t. expected demand and yield per
booking class. It uses a checkpointing scheme to store the primal solution (value function) for use
in the adjoint computation.

A.1.2 Network

The network linear program (see Eq. (3.53)) is used to generate upper bounds on network revenue
and to compute the vector of displacement costs used in the LP-DP decomposition. It is solved
using the linear program solver from the R package 1pSolve [9], which interfaces the open source
solver 1p_solve [8].

The LP-DP decomposition (Section 6.2) and the probabilistic decomposition (Section 6.3) are
implemented in R and utilize the dynamic program and linear program solvers described in the
previous sections.

A.2 Simulation

Random numbers for test scenarios and demand streams as described in Sections 6.4.1 and 6.4.3
were generated using the built-in random number generator of R with fixed random seeds.
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Simulation of the booking process is an iterative procedure (availability for each request depends
on the previous history of the booking process) and therefore cannot be formulated in terms of
vector operations. Because explicit loops are relatively slow in R, this part was implemented in
C++ to improve performance and made available to call from R using Rcpp.

A.3 Customer choice

The parameters of the customer choice model which define the distribution of customer prefer-
ences and the coefficients in the linear utility function are defined in R. To compute the booking
probability for each product in an offer set with given prices and product characteristics, we first
determine the linear inequalities that define the relevant set of customers (see Eq. (7.3)) via simple
linear algebra in R.

Then a triangulation of this polytope is computed using the package rcdd, which is an R
interface around the C-library CDDLIB [44] that implements a version of the double description
method by Motzkin et al. [95]. Compared to other algorithms the double description method has
poor asymptotic worst-case behavior, but it generally performs very well in low dimensions even
for highly degenerate inputs.

The booking probability is given by the integral of the joint density function of the cus-
tomer preferences over this customer set. This integral is evaluated with the FORTRAN9O library
CUBPACK [30], which provides integration schemes for higher dimensional integrals over a collection
of simplexes of arbitrary dimension. Analogously to ODE-solvers with adaptive step size control,
an error estimate is derived from results computed with integration rules of different order and the
local relative error is controlled using an adaptive refinement of the integration region. To simplify
using CUBPACK from R an interface was implemented in the custom R package Rcubpack.

As described in Section 7.1, the gradient of the booking probability w.r.t. product attributes
can be computed as an integral over the boundary of the customer set. To do so we again use rcdd
to compute a triangulation of the boundary and evaluate the integral via CUBPACK.

A.4 Pricing optimization

To solve the pricing problem for a given scenario we combine the algorithms described in the
previous sections. Our implementation currently is only able to handle single leg problem instances,
so that each scenario is defined by a combination of capacity of the flight, the general structure of
products (i.e. an abstract definition of product characteristics), and one ore more customer types.
Each customer type is defined by a utility function, the distribution of customer preferences, and
the (potentially non-constant) arrival rate over the booking horizon.

To evaluate expected revenue and its gradient for a given set of product attributes we first
compute in R the set of feasible offer sets. Then we compute booking probabilities and their gradient
for every combination of offer set, product and customer type as described in Appendix A.3 We
then compute demand rates for each product and offer set using a linear combination of the results
for the different customer types, weighted with their respective arrival rates.

This input is fed into the single leg dynamic program solver described in Appendix A.1 to
compute expected overall revenue and its gradient w.r.t. prices and demand rates.

The optimization problem itself is solved using the L-BFGS-B method of Byrd et al. [24] imple-
mented in the R function optim. It allows box constraints on the control variables and works with
a limited memory approximation of the Hessian that is computed using BFGS updates. To account
for non-convexity of the problem we use a multi-start approach with randomly generated initial
values uniformly distributed within the admissible region defined in the scenario.
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