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Abstract

An optimal control problem of dynamic pricing is studied. In the model, prices are chosen to
sell multiple products to multiple customer classes over time. The products share a number of
scarce resources. All parameters, such as the arrival rates of customers, their purchasing proba-
bilities, their cancellation rates, and the cancellation refunds, are allowed to be time dependent.
A solution method for the problem is developed, and is tested with some numerical examples.
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1 Introduction

The problem of optimal dynamic pricing is of great intellectual, economic, and practical interest.
The practical interest follows from the dramatic increase in profitability that can be obtained with
improved dynamic pricing. Cases of such improvements were described in Smith, Leimkuhler and
Darrow (1992), and Geraghty and Johnson (1997). The economic interest follows from the fact
that supply and demand cannot be balanced in a dynamic setting unless dynamic pricing is done
efficiently. The intellectual interest has been strong, because in spite of two decades of research
by several researchers, optimal dynamic pricing remains a challenging problem. A survey of this
research is given in McGill and Van Ryzin (1999).

The model of dynamic pricing introduced in this paper is an improvement over the models of
dynamic pricing described in the literature in several ways. Many researchers have worked on prob-
lems in which a single product is sold over a time interval, and a variety of results characterizing
optimal policies have been obtained for such problems, such as the optimality of simple threshold
rules (nesting) for accepting customer requests. The dynamic pricing problem with multiple prod-
ucts and multiple shared resources has turned out to be much more challenging. Research on such
problems has been limited to heuristics, some of which were shown to be asymptotically optimal
as the number of resources and the demand rates become large. Some of the more widely used
methods in industry, such as the EMSR method for booking limit control and the bid price method
for revenue threshold booking control are not only heuristics, but they are also based on models
of customer behavior that are flawed. Some of the improvements, as well as shortcomings, of the
model formulated in this paper are discussed in Section 2.3 after the model has been introduced.

The two major contributions of this paper are the following;:

1. The model of dynamic pricing formulated in this paper provides a better combination of
realism and tractability than the models described in the literature.

2. A method is developed to solve the optimal dynamic pricing problem introduced here.

In this paper the terms dynamic pricing, revenue management, and yield management are
regarded as synonyms, although distinctions are made between these terms in some applications.

The paper is organized as follows: The dynamic pricing problem is introduced and discussed in
Section 2. An optimal control formulation of dynamic pricing is given in Section 3. The remaining
sections describe a solution method for the optimal control problem. A Lagrangean problem asso-
ciated with the optimal control problem is discussed in Section 4. Section 5 discusses the numerical
solution of the Lagrangean problem. The associated Lagrangean dual problem and its solution is
discussed in Section 6. Finally, some computational results are given in Section 7.

2 The Dynamic Pricing Problem

In this section we describe a fairly general dynamic pricing problem, and we discuss how the
problem relates to applications and to other formulations of dynamic pricing or revenue management
problems.

2.1 Problem Formulation

The problem is formulated in continuous time over an interval [0, T']. There is a set of products that
can be sold during [0,7]. Each product can be sold at several prices. For simplicity of notation,
we use a single index to denote a product-price pair. Let Z denote the set of all product-price



pairs. For each 7 € 7 and t € [0,T], let s;(t) denote the net revenue associated with selling a
unit of product-price pair i at time ¢, and let ¢;(¢) denote the net refund if the sale of a unit of
product-price pair ¢ is cancelled at time ¢. Thus, the net refund given to a no-show for a unit of
product-price pair ¢ is denoted by ¢;(7"). Discounting of revenues and costs are easily incorporated,
because s;(t) and ¢;(t) may depend on t. There is a set R of resources; the resources are used
to supply the products. A total quantity b, of each resource r € R is available. Each i € 7 uses
quantity R,; of resource r € R.

Customers are classified according to their preferences for different product-price pairs, based
on information available to the seller. Customer preferences are modelled with probabilities, or
the fractions of customers of each class who accept a product-price pair if the product-price pair is
offered to the customer. Let K denote the set of customer classes. For each k € K, let ay(t) denote
the arrival rate per unit time of requests from class k customers at time ¢ € [0, 7. For each i € Z,
ke K, and t € [0,T7], let p;x(t) denote the probability that a class k customer who makes a request
at time ¢, purchases the product if product-price pair i is offered, and let p;x(t) denote the rate at
which class k customers, who have purchased a unit of product-price pair i, cancel their purchases
at time ¢. For each ¢« € 7 and k € K, let ¢;; denote the probability that a class k& customer, who
has purchased a unit of product-price pair i, does not cancel the purchase at the last moment (is
not a no-show).

The controls are as follows. For each i € Z, k € K, and t € [0, T}, let u;(t) € [0,1] denote the
fraction of class k requests to whom product-price pair ¢ is offered at time ¢. Thus the u;(t)’s have
to satisfy

> ug(t) < 1 forallk ek andte[0,7]
i€l
uip(t) > 0 forallieZ, ke, andt e [0,T]

The quantity 1 — >, 7 u,(t) denotes the fraction of class k requests that are not made any offers
at time t.

In many dynamic pricing applications, a set of product-price pairs are offered to a customer
when a request is received, and then the customer either chooses one of the product-price pairs in
the offered set or none of them. Such a situation can be modelled in the same way as was done
above. For a subset § C 7 of product-price pairs, pirg(t) would denote the probability that a class
k customer who makes a request at time ¢, purchases product ¢ € § if subset § of product-price
pairs is offered, and ug(t) € [0, 1] would denote the fraction of class k requests to whom subset §
of product-price pairs is offered at time ¢. To keep the notation and terminology simple, we do not
present this enhancement further.

It is assumed that all functions s;, ¢;, ag, p;k, and u;, are Lebesgue integrable, that is, s;, ¢;, ok,
pix, and p;k are Lebesgue measurable and fOT |si(t)] dt < oo, fOT le;(8)| dt < oo, fOT ag(t)dt < oo,
and fOT Wik (t) dt < oco. In addition, attention is restricted to Lebesgue measurable controls wy.

For each i € Z, k € K, and ¢ € [0,T], let z;(t) denote the amount of product-price pair ¢ that
has been sold to class k customers at time t. The vector x(t) is called the state of the process at
time ¢. The initial state x(0) = z¢p > 0 at time 0 is given.

Note that if the cancellation rate ;. (f) and the no-show probability (1 — g;) for product-price
pair ¢ do not depend on the class of customer k& who made the purchase, then it is sufficient to let
the state vector be x(t) = (z;(t),i € Z), where z;(t) denotes the total amount of product-price pair
1 that has been sold at time t.

Because of cancellations and no-shows, the constraint associated with the limited amount b, of
each resource r € R is only enforced at terminal time 7'; at times ¢ < T overbooking is allowed.



Let Q € RZIXIZIKI denote the matrix with entry ¢, in row i and column ik. Then entry i of the
vector Qx(T) is equal to ), ¢ixzix(T), and is thus equal to the quantity of product 4 that has to
be supplied to customers after no-shows have been deducted. Then entry r of the vector RQx(T)
is equal to ZiEI R.; Zke « Gikxik(T), and is thus equal to the quantity of resource r that is needed
to supply the products that are eventually sold. Hence, the constraints associated with the limited
amounts of resources are given by RQz(T") < b.

At any time ¢ € [0, T], revenue is earned from sales of product-price pair i to customers of class
k at rate s;(t)ag(t)pix(t)uk(t) per unit time, and refunds are paid due to cancellation of sales of
product-price pair ¢ by customers of class k at rate ¢;(t)uk(t)x;,(t) per unit time. At the same
time, the amount x;;(t) of product-price pair i that has been sold to class k customers increases
due to additional sales at rate ay(t)pir(t)u;k(t) per unit time, and decreases due to cancellations
at rate p,(t)z;r(t) per unit time. The objective is to maximize the profit (net revenues minus
refunds) accumulated over the time interval [0, 7).

2.2 Some Applications

The most widely studied revenue management problem is the control of the booking of airline pas-
sengers. To apply the problem formulated in Section 2.1 to airline passenger revenue management,
a few issues have to be clarified. Typically the products (origin-destination travel on particular
flight legs), prices, and resources (seats of each type on each flight leg) have already been deter-
mined by the time the revenue management problem has to be solved, and are therefore easy to
identify. An issue is how the customer classes are defined. The decision maker should be able to
determine the class of a customer at the time that a product-price pair has to be chosen to be
offered to the customer. Thus the customer classification must be based on information that is
available to the decision maker at the time that a request is received from the customer. Airline
customers typically specify the desired origin, destination, and dates of travel when a request is sub-
mitted. Additional information provided by the customer includes the number of tickets requested,
whether a one-way or return or multistop route is requested, whether travel at a particular time is
requested or whether the travel time is flexible, and whether the customer is interested in only a
refundable ticket or whether the customer would consider any ticket, refundable or nonrefundable.
The customer classification could be based on all such available information. Another issue is how
products with different deadlines for bookings (different departure times) fit into a model with a
single time horizon 7T'. Such a situation is easily modelled by letting p;x(t) = 0 and () = 0 at
times ¢ between the deadline for ¢ and the time horizon T'. Also, the no-shows (1 — ¢;x)zik(T) at
time T represent no-shows at the deadline for i. However, in such applications the modeler has
to choose the time horizon T, and there may be distortions associated with the boundary at 7.
For example, the optimal control in a neighborhood of time zero may depend on 7', and further
investigation may be necessary to determine the sensitivity of this dependence.

An emerging application area of revenue management is in freight transportation. Most freight is
transported under long term contracts in which the prices of different products have been specified.
However, the problem formulated in Section 2.1 still apply to operational booking control. For
example, in ocean container transportation, the schedule of voyages and ships that will perform
those voyages are determined long in advance. Also, contracts between carriers and customers are
signed for often a year at a time. Such a contract typically states that the carrier will be able to carry
the freight of the customer, unless circumstances not under the control of the carrier (such as bad
weather or war) makes it impossible. However, the carrier does not have to transport the customer’s
freight on the next voyage. If the voyage is already almost fully booked, and the carrier wants to
reserve some capacity for anticipated booking requests from highly valued customers (for example



customers with high contract prices), then the carrier may offer a booking to a less valued customer
who requests a booking on a later voyage only. Customers, in turn, typically have contracts with
several carriers, and a customer who requests a booking may refuse the offered booking if the
freight would be delayed too much. Thus, in ocean container transportation applications, the
products are slots on future voyages, the prices are given by the contract prices, and the resources
are the capacities on the voyages. Containers often have to be carried on several voyages between
successive ports between their origins and destinations, and thus products share resources as in
airline applications. Bookings for different products have to be received before different deadlines;
this aspect is handled as described above for the air passenger application.

Another prominent application area is dynamic pricing for equipment rental, including car
rental and hotel stays. The resources are the equipment during a time period, such as a rental
car or a hotel room for a day. Customers desire products that require use of the equipment over
several time periods, and thus products require and share several resources. Bookings for different
products such as car rentals and hotel stays on different days have to be received before different
deadlines. Again this aspect can be handled as described above for the air passenger application.

2.3 Comparison with Some Existing Models

The problem formulated in Section 2.1 is an improvement over the revenue management models
that have been proposed in the literature in several ways. Some models, such as EMSR models for
leg based booking limit control in air passenger applications, assume that there is an exogenous
demand for each price class (bucket) that makes use of each resource (flight leg). Sometimes it
is even assumed that the exogenous demands for the cheaper price classes occur strictly before
the demands for the more expensive flight classes. Other models, such as models for bid price
control in air passenger applications, assume that there is an exogenous demand for each product-
price pair (origin-destination-fare combination). However, the observed demand for different price
classes and for different resources is not just exogenously determined, but is also determined by the
revenue management controls that were used. It is therefore more appropriate to model demand
for different products, and then the quantities sold at different prices, the quantities of resources
used, and the behavior of bookings over time are derived from the demand for the products and
the revenue management controls, as in the model of Section 2.1.

In models for bid price control in air passenger applications, the primal decision variables rep-
resent the quantities of each product-price pair (origin-destination-fare combination) sold. Because
there are so many of these product-price pairs, and the realized demand for many of them is so
small and unreliable, the values of the primal decision variables produced by the model are not
very useful for booking control. That is one reason why the booking controls based on these bid
price models use the values of the dual decision variables instead. In the model of Section 2.1, the
primal decision variables represent the product-price pair, or set of product-price pairs, offered to
each customer class if a request is received from a customer of the particular class at the particular
time. These primal decision variables are more useful than those of the bid price models.

The model formulated in Section 2.1 is a dynamic model, taking time dependencies into account,
whereas many revenue management models proposed in the literature are static models.

The model formulated in Section 2.1 and the associated optimal control problem formulated
in Section 3 still have several shortcomings. The optimal control problem is a deterministic fluid
model, and therefore does not take the effects of random variations as well as the integrality of
the demand in many applications into account. A shortcoming that we anticipate to be even more
severe, is that the model, similar to most revenue management models, does not take competition
explicitly into account, but only implicitly through the acceptance probabilities. Also, in many



applications it may be more appropriate to model prices as continuous decision variables, instead
of a given set of prices to choose from, as in the model of this paper. Another shortcoming that will
cause problems in practical applications is that, similar to many revenue management models, the
model of this paper has a large number of input parameters, and the collection of appropriate data
and the estimation of these parameters from data can be a more challenging and time consuming
task than solving the optimization problem.

3 The Optimal Control Problem

In this section we formulate the dynamic pricing problem described in Section 2 as an optimal
control problem. Let m = n = |Z| x |K|, let U denote the set of Lebesgue measurable functions
w: [0,7] — [0,1]™, and let X denote the set of absolutely continuous functions = : [0,7] — R™.
The optimal control problem has the following form:

sup {F(ﬂ? u) = /Tg(x(t)a (), )dt+h(x(T))} (1)

reX ueld
subject to z(t) = xo —i—/ f(z ,7)dr  for all t € [0, T] (2)
RQx(T) < (3)
D(t)u(t) < d(t) for all ¢t € [0, T (4)

Here the revenue rate function g : R™ x [0,1]™ x [0,7] — R is given by

gla,ut) =Y > [si(t)ar()pin(tui — ci(t)pin ()] (5)
1€ kek
The terminal value function h : R"™ — R is given by
=D a1 - gw)war (6)
i€Z kel

The transition rate function f : R™ x [0,1]™ x [0,T] — R" is given by

fie(x,u,t) = ap(O)pir ()i — par(t)zi (7)

The capacity constraints (3) are given by

>N Rrigirwin(T) < by foreachreR (8)
€L kek

The allocation constraints (4) are given by

Zuzk(t) < 1 foreach k€ K and each t € [0,T] 9)
1€

It is shown in Section 4 that, for each u € U, the equation z(t) = z¢ + fg f(z(7),u(r), ) dr has
a solution « € X. It follows from the assumption that functions s;, ¢;, ax, and p;; are integrable
that the optimal value of optimal control problem (1)—(4) is finite, unless the problem is infeasible,
in which case the optimal value is —oo by convention.



It also will be useful to have notation V* (x4, b, t) for the optimal objective value over the interval
[t,T], given that the process is in state x; at t. That is,

T
Vi@, bt) = S /t 9(x(7),u(r),7) dr + h(2(T)) (10)
subject to (1) = x4 —l—/ f(z ,s)ds forall T € [t,T] (11)
RQxz(T) < (12)
D(t)u(r) < d(T) for all 7 € [¢, T (13)

The function V* is called the primal function.

4 The Lagrangean Problem

In the remaining sections we describe a solution method for the dynamic pricing optimal control
problem (1)—(4). Constraints (3) make the problem hard. Consider the following Lagrangean
problem associated with the optimal control problem (1)—(4). Let the Lagrangean objective function
L:X xU xRMR — R be given by

T
L(xz,u,\) := /0 g(x(t),u(t),t) dt + h(x(T)) + )\T[b — RQx(T)] (14)

Then the Lagrangean dual function L* : RI®! — R is given by

L*(\) = xeiugeu L(z,u,\) (15)
subject to x(t) = o+ /Ot fx(r),u(r),7)dr forall t € [0,T] (16)
D(t)u(t) < d(t) forallte|0,T] (17)

It follows from the assumption that functions s;, ¢;, ag, and ;i are integrable that the Lagrangean
problem (15)—(17) has a finite optimal value L*(\) for all A € RI®I. Also note that the Lagrangean
problem (15)—(17) is a relaxation of the optimal control problem (1)—(4) for all A > 0.

For any A € RI®RI, the Lagrangean terminal value function h* : R" — R is given by

= - Z Z ci(T)(1 — qi) v, + Z Ar [br - Z Z Ryiqinwi (18)

i€ kel reR 1€ ke

For any A, let (z*,u*) denote an optimal solution of the Lagrangean problem (15)-(17). (It is
shown later that such an optimal solution (2*,u") exists for each \ € RIRI: however, there may not
be a unique optimal solution.)

Let V*(x4,b,t) denote the optimal objective value of the Lagrangean problem with dual multi-
pliers A over the interval [t, T], given that the process is in state z; at t. That is,

T
V’\(xt, b,t) := sup / g(x(7),u(r), ) dr + h(z(T)) + )\T[b — RQx(T)] (19)
reX ueld t
subject to (1) = x4 —i—/ f(z ,s)ds forall 7€ [t,T] (20)
D(7)u(r) d(r) forall T elt,T] (21)



The function V* is called the optimal value function. Note that L*(\) = V*(z,b,0).
The Hamiltonian H : R™ x [0, 1]™ x [0,T] x R™ — R is given by

H(z,u,t, 1)) = gz, u,t)+ f(z,u,t)Te (22)
Note that g is linear in (z,u): g(z,u,t) = g.(t)T2(t) + gu(t)Tu(t), where g, : [0, 7] — R™, with
Gy () = —cit)pir(t) (23)

and g, : [0,T] — R™, with

Gui () = si(t)or(t)pir(t) (24)
Also, fislinear in (x,u): f(z,u,t) = fo()z(t)+ fu(t)u(t), where f,(t) € R"*" is a diagonal matrix
with

fxumk (t) = ik (t) (25)
and f,(t) € R™™ is also a diagonal matrix with
fuzkzk (t> = Qg (t)pik (t) (26)

(Note that f, and f, have a row and column corresponding to each ik pair. This is for simplicity
of notation—in applications, customers of a class k are typically interested in only a small subset
of product-price pairs 4, and hence most ik pairs can be eliminated.) In addition, h? is affine in :
Mz) = bz + ATh, where b)) € R” with

h;zk = —C,( 1 - sz Z ArRriqik (27)
reER

It follows that a necessary and sufficient condition for the optimality of (z*,u*) for the La-
grangean problem (15)—(17) is that the following hold (Fleming and Rishel 1975, Theorem II1.11.6):

zMt) = xo—i-/o f (), ur(r),7)dr for all t € [0,T] (28)
W) = V0,0, 10 0)
dt v ’ Y
—g2(t) — fo()T t)  for all t € (0,7) (29)
WNT) = VRNGNT) = hy (30)
H(zM ), v (t), t, 0Mt) = max H(zMt),u, t,9*(t)) for all t € [0,T] (31)

{u€[0,1]™ : D(t)u<d(t)}

The function ¥ (t) gives the rate of change of the optimal value function V*(zy, b, t) with respect to
zy at t, that is, ¥ (t) = Vg, V(2 (t),b,t). The conditions (28)-(31) are often called Pontryagin’s
maximum principle.

First, consider the adjoint equation (29). The equation for component ik is

L) = gy ()~ Fo (VO = elOunlt) +palWA® foralltc0T) (32

where f;,, (t) denotes the row vector corresponding to component ik of matrix f;(t). The boundary
condition is
wz/\k (T) = h‘:/p\lk = _C’L( 1 - sz Z A Rszk (33)
reR



The solution of the adjoint equation is

2(t) = exp <— /tT pik(s) d5> [@%(T) — /tT ci(T) pir(T) exp </TT pik(5) ds> dr}

= —exp <_ /tT 11 (5) ds> (1)1 = gin) + > M Reidin

TER
- e (Puan(r) exp (/ e as) ar| (o

Note that if A > 0, then 93} (t) < 0, which establishes the intuitive result that OV (z*(t), b, ) /0zy, <
0, that is, the optimal objective value over the interval [¢,T] decreases if more units have been sold
by time t¢.

Second, consider the optimization problem (31), for given dual multipliers A, to determine an
optimal decision for each ¢t. The objective function is given by

H(@ (), u, t,9M(8) = g (t),u,t) + f (1), u, ) 9N ()
= gx(t)Ta?/\(t) + gu(t)Tu + wA(t)Tfm(t)Td})\(w + quU(t)TwA(t) (35)

Note that ¥*(t) does not depend on u. Thus, optimization problem (31) is equivalent to the
following optimization problem for each ¢ € [0, T].

ug[%)af}(m ()T )T fu ()| u (36)
subject to  D(t)u < d(t) (37)

Optimization problem (36)—(37) is particularly easy, for the following reasons.
1. None of g,(t), ¥(t), or f,(t) depends on w, and thus problem (36)—(37) is a linear program.

2. Note that 1*(¢) does not depend on z*(t), and thus we do not need to know the state at time
t to solve problem (36)—(37).

3. Furthermore, (37) is a set of independent knapsack constraints of the form (4); one knapsack
constraint for each k € K. Thus the problem (36)—(37) can be solved by solving a separate
subproblem for each k € K.

Thus, an optimal solution of (36)—(37) is obtained as follows. For each k € K, if

max { gu, (8) + RO fuu (O] > 0

€T
then let
b € argmax {gu, (1) + V(0 fuu(0)} (38)

i€l

and set
A _

Ut = 1

and

Otherwise, set



Any consistent tie-breaking rule is sufficient for u;\k to be Lebesgue measurable, for example, by
ordering the elements of Z and choosing, for each ¢, zi‘(t) to be the lowest indexed element of Z
that attains the maximum in (38).

Next, (28) can be solved to obtain the optimal state trajectory z* corresponding to the dual
multipliers A. The equation for component ik is

(t) = an()pin(t)ui(t) — pan(t)z3 (1)

dzy),
dt

The solution is

Zh(t) = exp <— /Ot 1k () ds) Zo,ik + /Ot ap(T)pi (T)ui), (1) exp <— /Tt 1k () ds) dr
~ exp (- /0 L i(s) ds) Zo + /T ) e (— / L in(s) ds> i (39)

where T3(t) := {7 € (0,t) : =1}; that is, T,3(t) := {7 € (0,t) : ip(t) =1i}. The factor

exp ( f ik (s ds) isan exponentlal cancellation factor, similar to a discount factor, that discounts

the booking rate at time 7 with the proportion of cancellations from time 7 to time ¢.

5 Numerical Solution of the Lagrangean Problem

Before we discuss the solution of the Lagrangean dual problem associated with (15), we make a
few comments regarding the computational aspects of solving (28)-(31). As shown in (34), (38),
and (39), the solution of (28)—(31) involves a number of one-dimensional linear differential equations,
or a number of one-dimensional integrals, which often are easy to solve using standard numerical
methods.

In specific applications, special structure may allow the solutions to be computed even more
efficiently. For example, suppose that the functions s;(t), ¢;(t), ar(t), pir(t), and pi(t) are modelled
as being piecewise constant, with 0 = tlk, tzk, ..., t;p" =T being the points of discontinuity of one
or more of the mentioned functions. On each piecewise constant interval (tj i ,tik) let s;(t), ci(t),

ai(t), pix(t), and pi(t) be given by s (77 o), pl, and i, respectively. Then ¥ (t) can be
computed inductively, by letting j = Jlk, Jir —1,...,1, and for t € [tj l,tzk]

WA = e wzkuzk)w(l—ew )] (40)

where 1)) (T) is given by (33).

Next, consider the determination of an optimal decision u*(t) corresponding to the dual multi-
pliers A, for each ¢, as in (38). For ¢ € [tik t tik] the coefficient of w;;, in the objective function (36)
is

Czjk (t) = Guyy (t) + %Ak (t)fuik,ik (t)
= slafpl, + e Pl [Q/)?k(tgk) + ] (1 — el )ﬂ P
=[5 l] ol + adufee bt [ ) + ] e

Let
G = |-l ol
Ve = afphe i [Qh () + |

9



Thus .
, . o
Cl(t) = Bl + et

Consider any two product-price pairs ¢; and io. The equation
Cglk(t) = Cz‘JQk@)

has zero, one, or two solutions. It is easy to determine the values of ¢t where C’gl p(t) = C’ijzk(t),

where C’ij1 p(1) < Cf2 (1), and where C’ijl p(t) > C’Z]2 x(t). This way, it is easy to determine the set of
time intervals T2 (t) C (0,t) over which it is optimal to offer product-price pair i to customer class
k, or equivalently, an optimal product-price pair zk( ) for each customer class k and time t. Let

Z
T (T) = U2, (7%, 7)) denote the set of time intervals over which it is opt1mal to offer product-
PYW! ,\z
price pair i to customer Class k: with 7'>‘11 < T)‘12 < 7"\21 < STt < T . Also, for each

such interval ( f,‘!l, Z),‘CZQ) let ] I denote the mdeX of the piecewise constant mterval that subinterval

Al
Jip—1
(TH1, 72!2) belongs to, that is, (t)'1, 712) C (tF ¢ ) Then, for each ¢ EM( 3, 712, the values

7
)\l Y -\l
si(t), ci(t), ag(t), pix(t), and p(t) are given by si , cg , ai ) pzk , and ,U,ik , respectively.

Next we determine the optimal state trajectory z*. First focus on the sales of a product during
a time interval (71, 72), during which the product is sold at rate ap and previous sales are cancelled
at rate u. Let y(t) denote the quantity of the product that remains sold at time t € (11, 72).
Then y satisfies the differential equation dy(t)/dt = ap — py(t) with y(m1) = 0. The solution is
y(t) = [1 — exp(—p(t — m1))]ap/p if p > 0, and y(t) = [t — mi]ap if p = 0. (Note that if u > 0,
then lim;_,oo y(t) = ap/u, that is, the equilibrium quantity sold at which the sales rate equals the
cancellation rate is y(co) = ap/p.) Fori € I, k€ K, 1 € {1,...,6)}, and (11,72) C (31, 7)?),
let 3}, (T1,72) denote the quantity of product-price pair i sold during (1, 72) that remains sold at
time 75. Then

A Jik ik

atp
Y (1, m2) = [1—6Xp< pi (2—71)” £ ]/\kllk
i
1fu >0 and
A N g
Y (11, 72) = [12— 1] i

Al . . . .
iyt = 0. Also, for i €T, k € K, and (t1,15) C [0, T] with ¢, € [, 7}, #,] and t5 € [/, ", ¢],] let

to
vik(ti,t2) = exp <—/ Nik(s)ds>
t1

denote the exponential cancellation factor over (t1,t3). If j1 < 52, then

721
Vik(t1,t2) = exp —Hlk (t — tl) Z 1), (tik — ) — il (t2 —tl )
j=j'+1
and if j' = 52, then
-1
Vik(t1,t2) = exp (-M?k (t2 — tl))
Then the optimal state trajectory z* corresponding to dual multipliers A € RI®l is given by
A A (AT N2 A2 A (A
() = wouvik(0,t) + Z Yi (T > T V(i 5 1) + Z yir (T, 1) (41)
{l: T>‘l2<t} {ZZTZ};C“<t<Ti>]‘€l2}
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In particular, the final state *(T"), which appears in the capacity constraints (3), is given by

x':\k(T) = xO’LkVZk 0 T Zylk z)l::llv z>l\€l2 (7,)]\6127T) (42)

The optimal value L*(A) of the Lagrangean problem (the Lagrangean dual function value) can
be computed next, as follows. First we consider the cancellation refunds. Again we focus on the
sales of a product during a time interval (71, 72), during which the product is sold at rate ap and
previous sales are cancelled at rate . Let z(t) denote the quantity of the product that remains sold
at time t € (71, 72), with z(71) = z1. Then z satisfies the differential equation dz(t)/dt = ap—px(t).
The solution is z(t) = ap/p + [v1 — ap/p|exp(—p(t — 11)), if p > 0, and z(t) = =1 + ap[t — m] if
i = 0. Let ¢ denote the cancellation refund during (71, 72). Then the cancellation refund rate at
time t is equal to cux(t). Let z(t) := f:l cuz(s) ds denote the total amount of cancellation refunds
accumulated during (71,¢). Then

(8 :cwu—ﬁnw@erhrww<uu—nm

if 4 >0, and z(t) = 0 if p = 0. Suppose the product is not sold during (71, 72), and let Z(¢) denote
the quantity of the product that remains sold at time ¢ € (71, 72). Then Z(¢) = 1 exp(—pu(t — 1)),

zZ(t) = /c,u:/%(s)ds = cxi[l—exp(—pu(t—m1))]

1

if p > 0, and Z(t) = 0if u = 0. Consider a product-price pair 4, a customer class k, and a subinterval
(t1,t2) C (tgk_l,tgk) such that uf,(t) = 0 for all ¢ € (t1,t2). Let 2 (t1,t2) denote the amount of
cancellation refunds for product-price pair i and customer class k resulting from cancellations during
time interval (t1,%2). Then ) (t1,t2) = 0 if p, = 0, and

Bt = dal(t) [1—exp (<pdy (12— 1))

if gl > 0.
Also, consider a product price pair i, a customer class k, and a subinterval (7, .’XI,T;}CZQ) -

(t] ! t;k) where j := j3l. Let 23} (7)1, 7/2) denote the amount of cancellation refunds for product-

price pair ¢ and customer class k resulting from cancellations during time interval ( Z/}cﬂ, {XQ) Then

A (PN N2Y
zp (i T s) = 0 if /%k =0, and

A NL N2y PN) A2 A1 j
2 (T i) = clogpl (Tz’k — Tig >+C{

X AL O‘ipgk N2 N1
i (i) — i {1 — exp ( 1 ( ik ))}
ik

if ul, > 0.
Next, the total amount Z;) 7, of cancellation refunds for product-price pair i and customer class

11



k during [0, T is given by

jkkl 1
A 3'=1 IS MLy N1 12y
Zho = Y EE ) + EEE T +Zzzk Tik > Tik
i'=1
A l+1
! AN+l T 1
N2 +1, X (pd =1 i
+ § Z (i 7m1n{tzkj7 ik 3+ Z Z]C(tzk 7tzk)
3=+
41
~\ Jik A2 ANI+1,1
+ Zg(max{ty* 7 h )
P2 Jik
A N2 g J'—=1 45
+sz( ’tz‘k )+ Z (t ’tzk)
J o

Then the optimal value L*(\) of the Lagrangean problem is given by

o o= Y% / (Opa (1) — (DD (1)] o
€T ke
> @@ = qir)z(T) + AT — RQzMNT)]
1€Z kel
28
= Y P R -] - XYz
1€1 kek I=1 €L kek
— Z Z CZ(T 1 — qZk + Z Ar [br - Z R Z %kxi\k(T) (43)
1€L kel reR 1€ kek
6 The Lagrangean Dual Problem
In this section we investigate the Lagrangean dual problem
inf L*()\) (44)

A>0
Several issues are of interest, including the following:

1. The relation between the original (primal) problem (1)—(4) and the Lagrangean dual prob-
lem (44).

2. The existence of an optimal solution for the Lagrangean dual problem (44).
3. How to compute an optimal (or e-optimal) solution A\* for the Lagrangean dual problem (44).
4. How to compute an optimal (or e-optimal) solution (z*,u*) for the primal problem (1)-(4).

These issues are addressed in this section.

12



6.1 Strong Duality

Recall that for any primal solution (x,u) that satisfies RQz(T) < b and any feasible dual solution
A>0,

T T
L(z,u,\) = /0 g(z(t),u(t),t) dt+h(z(T))+  [b—RQz(T)] > /0 g(x(t),u(t),t) dt+h(z(T))

Thus the following weak duality result is obtained:

T
L*(\) = mE.SA.}l}L)EM L(z,u,\) > xeicui)eu /0 g(x(t),u(t),t) dt + h(z(T))
subject to (2),(4) subject to (2),(3),(4) (45)

for all A > 0, and hence

. * T
o) 2 s /0 g(w(t),u(t), ) dt + h(x(T))

subject to (2),(3),(4) (46)

The next question is whether equality holds in (46), that is, whether strong duality holds, or
whether there is a duality gap. To answer this question, recall the following result from convex
analysis (Rockafellar 1970, Bertsekas 1996, Hiriart-Urruty and Lemaréchal 1993, Bonnans and
Shapiro 2000): Consider primal problem

sup{F(y) : y €Y, G(y) > 0}

where ) is a convex subset of a (possibly infinite dimensional) vector space, F' : ) +— R is concave,
and G : Y — R" is concave. Consider Lagrangean dual function L* : R" — R, given by

L*(A) = sup{F(y) +A\G(y) : y €V}
Suppose there exists a A > 0 such that L*(\) < oo, and a y € ) such that G(y) > 0. Then
inf{L*(\) : A >0} = sup{F(y) : y €Y, G(y) >0}

that is, there is no duality gap. In addition, the set of optimal solutions of the Lagrangean dual
problem inf{L*(A) : A > 0} is a nonempty convex set.
In the primal problem (1)—(4),

Yy = {( u) € X xU : —l'0+/f ,7)dr, D(t)u (t)Sd(t),VtG[O,T]}

Note that X and U are convex, thus X x U is convex. Consider any (x!,u'), (z?,u%) € V. Let
0 € 10,1], and let (z,u) := O(z*,ul) + (1 — 0)(2?,u*) € X x U. Then it follows from the linearity
of f in (x,u) that

z(t) = a:o—i—/ f@(r),u(r),7)dr

for all t € [0,T]. Also from linearity, D(t)u(t) < d(t) for all t € [0 7). Thus (’ 7) E Y, and hence Y
(,

is convex. Further, g and h are affine in (z,u), and thus F(z,u) := fo ), u(t), t)dt + h(z(T))
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is concave. Also, G(z,u) := b — RQx(T) is affine in (x,u), and thus concave. It was noted in
Section 4 that L*(\) < oo for all A € RI®I,

The remaining question is whether there exists a (z,u) € ) such that G(z,u) > 0, that is, such
that a positive amount of each resource remains at time 7'. Intuitively, G(z(u),u) < G(2(0),0) for
all (r,u) € Y, where z(u) is used here to indicate that = depends on u, and thus there exists a
(z,u) € Y such that G(x,u) > 0 if and only if G(2(0),0) > 0, that is, if and only if not selling any
products during [0, 7] leaves a positive amount of each resource remaining at time 7'. The intuition
can be confirmed as follows: Let A € (0,00)Rl. Consider the optimal control problem with only
the Lagrangean term in the objective:

sup M G(z,u) (47)

zeX ucel
subject to z(t) = xo+ /Ot f(z(r),u(r),7)dr forallt e [0,T] (48)
D(t)u(t) < d(t) forallte[0,T] (49)

The Hamiltonian is given by
H(z,ut,) = flz,u,t)7y (50)

A necessary and sufficient condition for the optimality of (z*,u*) for the problem (47)-(49) is that
the following hold:

) = x+ /tf(.TU/\(T),uA(T),T) dr forallt € 0,7
0

ai;/]:(t) = —V:CH(x/\(t),u)‘(t)7t7¢)\(t)) _ —f;u<t)T¢/\(t) for aHtE(O,T)
YMT) = —QTRTA

H@t), uM), t, 9N t) = H(zMt),u, t,9*(t)) for all t € [0,T]

max
{u€l0,1]™ : D(t)u<d(t)}

The solution of the adjoint equation is

a0 = oo (= [Cmea) @ = —on (- [ me)as) ki

reR

Note that 7. (t) < 0 for all £. Thus, the coefficient of u; in

H(a\(t),u,t, 97 (1) = Z Z (ak(t)Pik(t)uik - Mik(t)xi\k(t)) Ui (t)

1€ kel

is nonpositive, and thus u* = 0 and the corresponding z* is an optimal solution. That is, u* = 0
maximizes each individual component of G, and thus G(z(u),u) < G(z(0),0). In addition, if
> rer MrRrigix > 0, that is, if selling product-price pair i to customer class k uses any resource at
all, then 2, (t) = 0 is the unique optimal solution for all ¢ such that ay(t)pi(t) > 0, and at times ¢
such that oy (t)pix(t) = 0, nothing can be sold in any case. Thus all optimal solutions of the above
problem are such that nothing is sold.

It is not restrictive to assume that G(2(0),0) > 0. One can simply do the following preprocessing
to ensure that G(z(0),0) > 0, and thus to ensure that strong duality holds. Suppose the problem
input has a set Z’ of product-price pairs, a set K’ of customer classes, and a set R’ of resources.
Compute G(z(0),0) := b — RQxz(0)(T). For each resource r € R’ such that G(z(0),0), < 0, there
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is no control that can achieve G(z(0),0), > 0, and thus the best that can be done is not to sell any
products that would use resource r. Similarly, for each resource r € R’ such that G(z(0),0), = 0,
the only feasible control is not to sell any products that would use resource r. Thus, as preprocessing
step, G(z(0),0) is computed, and for each resource r € R’ such that G(x(0),0), < 0, u; is set to zero
for each product-price pair 7 € Z’' and customer class k € K’ such that R,;q;; > 0. Then, let R :=
{reR : G(x(0),0), >0}, ZT:=Z'\{i e Z' : G(2(0),0), <0 for some r € R’ such that R,;qir, >
Oforall k € K'}, and K := {k € K" : ax(t)pir(t) > 0 for some i € Z and some ¢ € [0,7]}. The
problem with input sets Z, K, and R has a feasible primal solution and no duality gap.
Let XU* denote the set of optimal solutions of the primal problem (1)—(4). Let A* := arg min{L*()\) :

A > 0} denote the set of optimal solutions of the Lagrangean dual problem; recall that A* # (.
Then (z*,u*, \*) € XU* x A* if and only if

1. (z*,u*) is primal feasible, that is, (z*,u*) satisfies (2)—(4),
2. A\* is dual feasible, that is, \* > 0,

3. (z*,u*) is an optimal solution of the Lagrangean problem (15)—(17) with multiplier A\*, that
is (z*,u*) € YV, and

4. complementary slackness holds, that is A*G(z*, u*), = 0 for each r € R.

Recall the primal function V* defined in (10)—(13). It follows from results in convex analysis
that V* is concave in b, and that A* = 9,V *(z0,b,0). That is, a Lagrange multiplier (or bid price
in revenue management terminology) A\* € A* is an estimate of the rate of increase in the optimal
value with an increase in capacity b. It is interesting to observe the behavior of the Lagrange
multipliers over time. Suppose that (z*, u*, \*) € XU* x A*, and that optimal trajectory (z*,u*) is
followed over [0,t] C [0,T]. Thus, to control the process over the remaining interval [¢, T'], we would
like to solve the optimal control problem (10)—(13), with associated Lagrangean problem (19)—(21)
over [t,T], and associated Lagrangean dual problem infy>q V*(2*(t),b,t). Note that (z*,u*) is a
feasible solution for the primal problem (10)—(13), A* > 0 is a feasible solution for the Lagrangean
dual problem infy>o V*(z*(t),b,t), and complementary slackness A\:G(z*,u*), = 0 for all r € R
holds from the optimality of (z*, u*, \*) € XU* x A*. Thus, to show that (z*, u*, \*) is also optimal
over the remaining interval [t,T], it remains to be shown that (z*,u*) is an optimal solution of
the Lagrangean problem (19)—(21) over [¢,T] with multiplier \*. This follows from noting that the
solution ¥*" of the adjoint equation over [t, T] is the same as the part over [t, T of the solution 1)
over [0, T]. Thus, for each 7 € [t, T], the Hamiltonian H (2 (7),u, 7, (7)) is the same as before,
and hence u*(7) still optimizes the Hamiltonian for each 7 € [t,T]. Thus (z*,u*) is an optimal
solution of the Lagrangean problem (19)—(21) over [¢,T] with multiplier A*. Therefore, in revenue
management terminology, the bid prices remain constant along an optimal trajectory.

6.2 Solving the Lagrangean Dual Problem

Next we address the problem of computing an optimal (or e-optimal) solution A* for the Lagrangean
dual problem (44). First recall the following results from convex analysis, as well as from results
in previous sections.

1. The Lagrangean dual function L*(\) := sup(, ey { F(z,u) + AM'G(z,u)} is the pointwise
supremum of a collection (indexed by (z,u) € )) of affine functions in A, and hence is
convex. Also, L* is lower semi-continuous.
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2. For A € RIRI let Y* denote the set of optimal solutions (2}, u) of the Lagrangean prob-
lem (15)—(17). Recall that it was shown in Section 4 that, for each A € RI®I, Y =£ (). For
any Ay, Ag € R|R|,

= F(z:’\l,u’\l) + AlTG(xM,u’\l) + ()\g — )\IT) G(m)‘l,u’\l)
= L*(M)+ (A = A]) G, uM)

L*(\) > F(zM,u™M) + MG, u™)

and thus G(2*,uM) is a subgradient of L* at A\;. Thus L* is differentiable at A only if there
is a unique optimal constraint value G (J;’\, u)‘) of the Lagrangean problem. Hence, L* is not
differentiable in general.

3. Note that even if A\* € A*, each optimal solution (z*",u*") of the Lagrangean problem with
multiplier \* may not be a primal optimal solution. That is, it is possible that A* € A* and
(", u*) € YN, but (2, u) & XU*, because (z*",ur") is not primal feasible or comple-
mentary slackness does not hold. Thus, even if the Lagrangean dual problem inf{L*(\) : A >
0} can be solved and an optimal solution (z*,u") of the Lagrangean problem (15)—(17) can
be found for each A, it still remains to be addressed how to find an optimal primal solution.

Thus the Lagrangean dual problem inf{L*(\) : A > 0} is a constrained nonsmooth convex opti-
mization problem.

Several algorithms have been developed for constrained nonsmooth convex optimization prob-
lems; see Hiriart-Urruty and Lemaréchal (1993) for a number of these algorithms belonging to the
class of bundle methods. One approach is to search for an optimal solution by generating a sequence
of solutions; in such an algorithm each solution is generated from the previous solution by choosing
a direction and doing a line search from the previous solution in the chosen direction. Another
approach is to construct a sequence of approximations LY to the objective function L*; when the
approximation is sufficiently accurate, especially in a neighborhood of an optimal solution, then op-
timizing the approximating function provides a good solution. For such an algorithm to be practical,
it should be easy to construct the approximation, and it should be easier to optimize the approx-
imating function than to optimize the original function directly. For these reasons, a piecewise
affine convex (polyhedral) approximation of the form L(\) := max{A7 + G/T\, : (47, GY) e B'},
where A7 € R, GJ € RI®l and BY denotes the set of affine pieces at iteration v, is often proposed.
For stopping tests, it is also useful for LV to be a lower bound on L*: LU()\) < L*(\) for all . The
affine pieces A7 +GIT\ of such an approximating function can be generated as follows. At iteration
v, suppose we have an approximation L? < L*. Let AV € arg min{f}’()\) : A >0}, that is, \V is an
optimal solution of the approximating problem min{L?(\) : A > 0}, let G¥ € L*(\?), that is, G¥
is a subgradient of L* at A?, and let A? := L*(\V) —G"TA\V. Then let B**! := B*U{(A?, G?)}. Note
that, due to the convexity of L*, L*(\) > L*(\?) + G*T(A — \?) = AY + GYT\ for all A, and thus
LT1(A) < L*(\). Also, L*t1(\?) = L*(\?), that is, the approximating function L*t! is tight at
the new point AV. For it to be easy to construct such an approximation I:”, the following properties
are desirable:

1. For any A > 0, it should be easy to compute the objective value L*(\). In the primal-
dual context, that means it should be easy to compute the optimal value of the Lagrangean
problem. For the optimal control problem, it was shown in Section 4 how that can be
accomplished by solving the Lagrangean problem.

2. For any A\ > 0, it should be easy to compute a subgradient G € OL*(\). In the primal-
dual context, that means it should be easy to compute the values G(y*) of the dualized
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constraints G(y) > 0 at an optimal solution y* of the Lagrangean problem. For the optimal
control problem, it was shown in Section 4 how that can be accomplished, by computing an
optimal solution (2*,u") of the Lagrangean problem, and computing the constraint values
G (2, u) == b — RQxNT).

3. It should be easy to solve the approximating problem min{Z?(\) : A > 0}. Note that the
approximating problem with piecewise affine objective function LV is the following linear
program, and is therefore easy to solve.

min z
subject to 2z > AJ 4+ GITA for all (A7, G7) € BY
zeR, Ae[0,00)R (51)

Also note that, because L? < L*, the optimal value z* of the approximating problem (51)
provides a lower bound on the dual (and primal) optimal value: z* < inf{L*(\) : A > 0}.

4. The number of affine pieces A7 +GJT ) required to find a good solution for the original problem
should not be prohibitive. This property is more elusive than the previous properties.

The type of algorithm discussed above is called a cutting-plane algorithm (Kelley 1960). A basic
cutting-plane algorithm is stated next, in which a compact set C that contains an optimal solution
is specified a-priori.

Cutting-Plane Algorithm

Step 0 (Initialization): Choose a compact set C that contains an optimal solution, an initial solu-
tion A\° € C, and a stopping tolerance € > 0. Solve the Lagrangean problem with dual multipliers
MY, producing objective value L*(\?), subgradient G° € L*(A\°), and A% := L*(\%) — GYT\. Let
B! = {(A%, G")}, and let LY(\) := A° + GOTX. Set v = 1.

Step 1 (Approximating Problem): Solve the approximating problem (51), producing optimal solu-
tion (27, AY).

Step 2 (Lagrangean Problem): Solve the Lagrangean problem (15)—(17) with dual multipliers \Y,
producing solution (22", u"), objective value L*(A?) = L(z*",u?", \V), subgradient G* € OL*(\V),
and AY := L*(\V) — GVTXY = F(2M, u?").

Step 3 (Stopping Test): If L*(A\") < 2V + ¢, then stop with e-optimal dual solution A".

Step 4 (Continue): Let BU+! := BV U {(A?, G¥)}, and let L**1(\) := max{A7 + GIT\ : (47, GY) €
BT}, Set v « v + 1. Go to step 1.

It was shown in Hiriart-Urruty and Lemaréchal (1993) that if ¢ > 0, then the algorithm stops
after a finite number v, of iterations, and L*(A%) < inf{L*(\) : A > 0} + &, and if ¢ = 0, then
L*(A\Y), 2" — inf{L*(A) : A >0} as v — oo.

However, the basic cutting-plane algorithm has several shortcomings. The performance of the
algorithm depends to a large extent on the size of the compact set C specified initially. An example
is given in Hiriart-Urruty and Lemaréchal (1993) that provides some insight into why this happens.
Also, it has been observed empirically that the successive iterates A" generated by the algorithm
can jump around a lot. That is because the iterates A tend to be generated in a part of C where Lv
does not give a good approximation to L*, and not close to an optimal solution until LV has become
quite close to L* over the whole set C. Thus simply choosing a very large set C that is guaranteed
to contain an optimal solution is usually not a good idea. For these reasons several methods
have been proposed to stabilize the successive iterates AV, and hopefully make the algorithm more
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efficient. One approach adds a quadratic regularization (penalty) term 9V ||A— \?||? to the objective
function of (51), where ¥ > 0 is the penalty parameter at iteration v, and A" is the stability center
at iteration v, for example the best solution found so far. The resulting problem is a quadratic
program, which is still quite tractable. Another approach is to adjust the trust region C between
iterations, depending on the properties of the results obtained. This can be accomplished by adding
trust region constraints |A — A\Y||? < AY to (51), where A? > 0 is the size parameter at iteration
v, and AV is the stability center as before. The two approaches are equivalent in the sense that for
any ¥ > 0, there is a A > 0 such that any optimal solution of the problem with penalty term is
also an optimal solution of the problem with trust region constraint, and for any A? > 0, there is a
¥ > 0 such that any optimal solution of the problem with trust region constraint is also an optimal
solution of the problem with penalty term (Hiriart-Urruty and Lemaréchal 1993). If || - || is chosen
to be || - |lr (Al == D rer [Ar]) o ||+ loo (Moo := max{[A1],...,|\g|[}), then the problem with
penalty term 9|\ — AY|| and the problem with trust region constraint |\ — AY|| < AY are linear
programs. Stabilization methods have been studied by many, including Ruszczynski (1986), Kiwiel
(1990), and Moré (1997). The method used in the numerical work discussed in Section 7 is similar
to an algorithm studied by Linderoth and Wright (2001), and is discussed next.

The method used has trust region constraints with || - ||« as norm. Thus the approximating
problem is the following linear program:

min z
subject to 2z > AJ + GITA for all (47, G7) € BY
Ay —A) < N < N HAY forall T € R
zeR, Ae0,00)" (52)

Five important issues to be addressed are the following;:
1. How the stability center AV should be chosen and updated.
2. How the trust region size parameter A" should be chosen and updated.
3. How the bundle BY of affine pieces should be updated.
4. How to perform an appropriate stopping test in the presence of trust region constraints.
5. How to obtain an e-optimal primal solution from the results when the algorithm is stopped.

To update the stability center AV, a distinction is made between major iterations (serious steps),
during which the stability center is changed, and minor iterations (null steps), during which the
stability center is not changed. Let (2", \"") denote the optimal solution obtained from solving the
approximating problem (52) during major iteration v and minor iteration w, with approximating
objective Lvw, stability center A = A", and trust region size parameter A"”. The stability center
is moved to the new solution A" if the actual improvement L*(A"9) — L*(A"%) is sufficiently good
compared with the improvement L*(\"?) — 2¥* predicted by the approximation Lvw. (Recall that
L*(A\"9) — 2** > 0.) This is implemented by choosing a move test parameter 7, € (0,1), and
moving the stability center to the new solution A", that is, A?T10 := \v%_if

L*(Avw) < L*()\UO) — (L*()\UO) _ Z'vw) (53)

The next question is how the trust region size parameter A" should be updated. Again the
test is based on comparing the actual improvement L*(\"?) — L*(A\"") obtained from solving the
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approximating problem (52) with the predicted improvement L*(\"?) — 2¥*. This is implemented
by choosing a contraction test parameter 7. € (0,7,,), an expansion test parameter 7. € (7, 1),
a contraction multiplier m. € (0, 1), an expansion multiplier m, > 1, and a minimum trust region
size parameter A > 0. If

L*(/\vw) > L*()\vO) — e (L*()\UO) _ sz) (54)
then the trust region is contracted:
AV = max{m A, A} (55)

It
L*()\vw) < L*(}\UO) — e (L*(Av()) _ va) (56)

then the trust region is expanded:
AVTLEO = AV (57)

There is another situation in which the trust region is expanded, which is discussed as part of the
stopping test.

More affine pieces in the bundle B gives a more accurate approximation Lvw. However, more
affine pieces also makes the linear program (52) harder to solve. Also, the convergence proofs of
cutting-plane algorithms do not require any affine pieces to be retained when the stability center is
moved; that is, for the purposes of convergence it would be acceptable to choose Bt = {(A*, G*°)}.
A more efficient approach may be to retain the active constraints, as well as some constraints that
are likely to be active at a future iteration, and to discard the remaining constraints when the
stability center is moved. This is implemented by choosing constraint elimination test parameters
& > 0 and ny,n9,n3,nq4 > 0, with ng < nj. If the stability center is moved at iteration vw, and
the total number of constraints in the bundle BY% is more than ni, and the number of constraints
that have been added since the previous iteration during which constraints were eliminated is
more than ng, then the slack 2% — (A7 + GI/T\") is calculated for each constraint j € B'. Let
B = {j € B"™ : 2% — (AJ 4 GITAYW) > &(L*(A\0) — zvW)}. If |B"™| — |B""| > ng3, then
all the constraints in BYY are eliminated from B'Y to give BV10 := B \ BY¥: otherwise, the
|BY| — n3 constraints in B with the greatest slack values are eliminated from B to give BY+10.
A modification of this approach is to eliminate a constraint only after its slack has been greater
than the threshold value of type £(L*(A") — 2%%) at least ny times at which it was tested.

For the purpose of stopping tests, several tolerances are used: a tolerance £, > 0 on the
optimality gap of a primal solution, a tolerance €4 > 0 on the optimality gap of a dual solution, and
a tolerance e > 0 on the infeasibility of a primal solution. When the Lagrangean problem (15)—(17)
is solved with dual multipliers A", a primal solution (z*"*,4*"") is obtained. If

T
/ gz (),u" (b)) dt + h(z* " (T)) > L*(\%) —¢, (58)
0
that is, the objective value of (z*"*,u*"") is within ¢, of the upper bound L*(A\"") on the primal
optimal value, and

Z Z Ryiqizd, (T) < by+ep foreachr € R (59)
1€ kek

Py

that is, the feasibility error of (z"",u*"") is less than €, and the final amount of resource
A'UU/ >\UUJ
L ut )

G, uN"), > —ey for each r € R, then the algorithm stops with primal solution ( ,
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and dual solution \"". Note that if (58) holds, then
T vw vw vw
(GU)EA™ = L(\™) / 9@ (), (1),1) dt + b (T)) < g
0

However, the primal feasibility test (59) is needed because positive and negative terms in (Gv%)T A%
may cancel out. The primal feasibility test (59) together with (G**)TA"" < g, imply that
complementary slackness holds with some error. Also, if none of the trust region constraints
A0 AV <) < A0 4 AU g active at an optimal solution (2, \Y%) of the approximating
problem (52), except for those 7 for which A\¢% = \?0 — A = (), then 2% is a lower bound on the
optimal dual (and primal) value inf{L*(A) : A > 0}. Thus, if L*(A\"") < 2" 4+ &4, and one or more
of the trust region constraints are active at (z*“, \?%) (besides A% = \2Y — AV = (), then the
trust region is expanded as in (57). Next, suppose that L*(A") < z"" + g4, and none of the trust
region constraints is active at (2%, \"?) (except if A?% = A" — AV = (). Then the approximating
problem (52) is equivalent to

min z
subject to 2z > AT +GIT) for all (47, G7) e BV
zeR, Ae0,00)™ (60)
with dual problem
max Z Ajej
(AJ,GI)eBvw
subject to Z v, =1
(Ad,GI)eBvw

> @8 =0

(A7,GI)eBvw
0; >0 for all (A7,G7) € B™ (61)

Note that feasible dual solutions € of (61) are convex multipliers. Let 6"* denote an optimal
solution of (61), and for each (A7, G7) € B, let M denote the corresponding dual multipliers,
and let (z7,u’) denote the corresponding optimal solution of the Lagrangean problem with dual
multipliers M that generated G € L*(\) and A7 := L*(N) — GIT A, Then, it follows from linear
programming duality that

o= Y g
J
(A4,GI)eBvw

= d oo [Lr(V) - GV
(A7,G7)eBvw

Let .
(2%, uf) = >0l ) (62)

(A, GI)eBvw
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(Note that if 8" is chosen to be a basic solution, then at most n + 1 components 07 will be
positive, and thus (2, u?) will be a convex combination of at most n + 1 solutions (27, u7).) Recall
from Section 6.1 that ) C X x U is convex, and that (27, u/) € Y for all j, and thus (2?,u%) € Y. Tt
follows from the second constraint of the dual linear program (61) and the linearity of G in (x,u)
that

b— RQz%(T) = > 0 (b— RQ2V(T))
(AJ,GI)eBvw

= ) oMz 0
(A7 ,Gi)eBvw

and thus (2%, u?) is feasible for the primal problem. (Concavity of G in (z,u) would have been
sufficient.) Furthermore, from the linearity of g and h in (z,u),

T T . .
[ o0 denary = g [ | o6 0.0 0.0 -+ e ()
0 (A9,GI)eBv 0

= 2" > L*(\"Y) —eq4

and thus the objective value of (x(’, ue) is within ¢4 of the primal optimal value. (Again, concavity
of g and h in (z,u) would have been sufficient.) Then the algorithm stops with primal solution
(2%, u%) and dual solution A",

To summarize, the cutting-plane algorithm for the Lagrangean dual problem is stated:

Cutting-Plane Algorithm with Trust Region for Lagrangean Dual Problem

Step 0 (Initialization): Choose algorithm parameters: move test parameter 7,, € (0,1), contrac-
tion test parameter 7. € (0,7,,), expansion test parameter 1. € (1, 1), contraction multiplier
me € (0,1), expansion multiplier m, > 1, minimum trust region size parameter A > 0, con-
straint elimination test parameters & > 0, ni,ng,n3,ng > 0, primal optimality gap tolerance
gp > 0, dual optimality gap tolerance ¢4 > 0, and primal infeasibility tolerance ey > 0. Choose
an initial solution A'® > 0, and an initial trust region size parameter A4l > 0. Solve the
Lagrangean problem with dual multipliers A0, producing objective value L*(A'?), subgradient
GM0 € 9L*(AL0), and A0 = L*(AL0) — (GLO)TALO, Let B := {(AM0, G10)}, let ny® = 0, and
let LM1(A) := A0+ (GPO)TA. Set v =1, w=1, and d = 1.

Step 1 (Approximating Problem): Solve the approximating problem (52), producing optimal solu-
tion (zV%, AV%).

Step 2 (Lagrangean Problem): Solve the Lagrangean problem (15)—(17) with dual multipliers
AU producing solution (2", u*"™), objective value L*(A\"") = L(2*"",u*"", \?%), subgradient
G € OL*(\"), and A" := L*(\"") — (G*W)T A\ = F(a2" ™).

Step 3 (Primal Stopping Test): If F(z*"™, u?™) > L*(A*") — ¢, and G(z"",u*"™), > —¢ for each
r € R, then stop with primal solution (z"",u*"") and dual solution A\"*.

Step 4 (Dual Stopping Test): If L*(A") < 2" +¢4 and none of the trust region constraints is active
at (2V, A\'") (except if AU = A0 — AU = (), then let §* denote an optimal solution of (61), and
let (2%, u?) := 2 (A1 GiyeBw 9;-””(14, u), and stop with e4-optimal primal solution (2, u?) and dual
solution \". If L*(A\"") < 2" + g4 and one or more of the trust region constraints are active at
(2v%, Av) (besides A2 = \%0 — A = (), then the trust region is expanded: A%+l .= m A%
and go to step 6.

Step 5 (Expansion or Contraction of Trust Region): If L*(A") > L*(A"%) — 5. (L*(A\*?) — 2"»),
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then the trust region is contracted: AY**! := max{m A", A}. If L*(\"*) < L*(\") —
Ne (L*(A*?) — 2°*), then the trust region is expanded: AV* T :=m A", Otherwise, set A»**+! =
A,

Step 6 (Serious Step or Null Step): If L*(A") > L*(A*?) — np, (L*(AY?) — 2¥*), then go to step
9. Move the stability center to A" and begin a new major iteration; that is, \vT10 = \vv,
L*()\U+1’O) — L*(}\vw)7 Av+1,0 = Avw7 Gv+1,0 = va7 and Av—i—l,l = Av,w—i—l.

Step 7 (Trim Bundle): If [B""| < ny, or d < ng, then go to step 8. For each j € B"" such that
200 — (AT 4 GIT X)) > (LF(AY0) — 2%%), set nf « n) + 1. Let BYW := {j € B : 2%% — (A +
GITAW) > ¢(L*(A*0) — %) and n), > ny4}. If |[B'| — |B"| > ns, then let BUH10 .= Bvw\ Bow;
otherwise, the |B""| — ng constraints in B"" with the greatest slack values are eliminated from 5%
to give BYt10, Set d = 0.

Step 8 (Update): Set v «— v+ 1 and w = 0.

Step 9 (Continue): Let BU@+! := BU U { (A", G"™)}, let ny® = 0, and let L?*+1()\) := max{A7 +
GITX: (A,G7) € Bo* L} Set w «— w+ 1 and d + d + 1. Go to step 1.

7 Numerical Results

In this section some numerical results are briefly described. The purpose of the numerical tests was
to investigate the ability of the method to solve problems of different sizes.

Revenue management problems were randomly generated for hub-and-spoke airline networks.
For each location, a weight was generated randomly, and the demand between two locations was
generated randomly and proportional to the product of the weights of the two locations (a gravity
model). The capacities of the flights between each location and the hub were also generated
randomly and proportional to the weight of the location. For each origin-destination pair there
were a number of prices and a number of customer classes interested in travelling from the origin to
the destination. The arrival and cancellation rates of all customer classes increased over time, but
more so for the higher customer classes. Also, for all customer classes the probability of a customer
purchasing the product decreased as a function of price, but less so for the higher customer classes.

Table 1 shows statistics of the problems solved and algorithm performance. The following values
were used for the algorithm parameters: move test parameter 7,, = 0.1, contraction test param-
eter n. = 0.001, expansion test parameter 7, = 0.7, contraction multiplier m. = 0.67, expansion
multiplier m, = 1.5, minimum trust region size parameter A = 0.1, constraint elimination test
parameters £ = 0.1, ny = |R| + 50, ng = 50, ng = |R|+ 10, ng = 2, primal optimality gap tolerance
ep = 0.001, dual optimality gap tolerance £4 = 0.001, and primal infeasibility tolerance ey = 0.5.
The values of the algorithm parameters were not tuned. Computations were performed on a PC
with a 133MHz processor.

It appears that the number of major iterations does not depend on the size of the problem.
However, the number of minor iterations, and the computational effort per iteration, grow with
the size of the problem. Because minor iterations are required to construct a sufficiently accurate
approximation to the dual objective function L* in a neighborhood of the current stability center,
it seems that it becomes harder to construct such an approximation as the dimension of the domain
of L* increases. Improvements in the efficiency of constructing accurate approximations to convex
functions will contribute much to the ability to solve large dynamic pricing problems.
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Instance | Number of | Number of | Number of | Number of | Number of | CPU time
Number | Product-Price | Customer | Resources Major Minor [seconds]
Pairs |Z]| Classes |K| IR Iterations | Iterations
1 550 220 20 57 168 3
2 2100 840 40 44 256 20
3 4650 1860 60 44 408 76
4 8200 3280 80 58 1075 408
5 12750 5100 100 41 641 343
6 18300 7320 120 80 2293 2712
7 24850 9940 140 53 2151 3753
8 32400 12960 160 66 2568 5970
9 40950 16380 180 53 2926 9188
10 50500 20200 200 56 5529 55562

Table 1: Computational results for randomly generated dynamic pricing problems for hub-and-
spoke airline networks.
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