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ABSTRACT

Sponsored search advertising, a technique that displays one or more ads in search en-
gines such as Google or Facebook whenever someone searches for the products or services
of an advertiser, has a remarkable and increasing economic importance. In sponsored
search ads, auction mechanisms are usually used for selling the ad slots. When observing
the problem from the viewpoint of the search engines (also known as publishers), setting
a reserve price is the main mechanism through which they can influence their revenues
in the auctions. While there is a relevant body of literature related to the best way to
choose reserve prices in sponsored search advertising, there are practical constraints that
make the problem more complex.

This graduation project proposes a model to optimize the reserve price in single-item
and generalized second-price auctions, two of the main types of auctions used in spon-
sored search advertising, while taking the advertisers’ budgets into account. Assuming
that publishers are able to learn bid distributions of the advertisers participating in the
auctions, the model is formulated as a multi-stage stochastic mixed-integer linear program
(MS-SMILP), whose objective is to maximize the publisher’s revenue in a set of subse-
quent auctions. It is proposed that, for the case of a single-item second-price auction, the
revenue resulting from this model is always greater or equal to the revenue when using
four other approaches to choose the reserve price. Moreover, still for the single-item case,
the performance of the model is analyzed and compared to the same four approaches
by a numerical example and simulations, in which the solution of the proposed model
led to significantly higher revenues. Finally, aiming to find more efficient computations
that allow the model to be applied for bigger cases, two different implementations of the
relax-and-fix heuristic are also explored and compared to the branch-and-bound method
to tackle the problem.

Keywords — Sponsored search auctions, Reserve price, MILP, Mixed-integer linear pro-
gramming, Multi-stage stochastic programming.






RESUMO

A publicidade em pesquisas patrocinadas, técnica que apresenta um ou mais anincios
em ferramentas de busca como Google ou Facebook sempre que alguém procura os pro-
dutos ou servicos de um anunciante, tem uma importancia econéomica notavel e crescente.
Nos anuncios de pesquisas patrocinadas, mecanismos de leilao sao geralmente usados para
vender os espacos para anuncios. Ao observar o problema do ponto de vista das ferramen-
tas de busca (também conhecidas como editores), fixar um prego de reserva é o principal
mecanismo pelo qual elas podem influenciar suas receitas nos leiloes. Embora exista uma
relevante literatura relacionada a melhor maneira de escolher os precos de reserva em
pesquisas patrocinadas, hé restricoes praticas que tornam o problema mais complexo.

Este projeto de graduacao propoe um modelo para otimizar o preco de reserva em
leiloes de segundo preco de item tnico e leiloes de segundo preco generalizados, dois dos
principais tipos de leiloes usados em pesquisas patrocinadas, levando em consideracao
os orcamentos dos anunciantes. Assumindo que os editores sao capazes de aprender as
distribuicoes de lances dos anunciantes que participam dos leiloes, o modelo é formulado
como um problema de programagao linear estocdstica inteira mista multi-estagios (MS-
SMILP), cujo objetivo é maximizar a receita de um editor em um conjunto de leildes
subsequentes. Propoe-se que, para o caso de leiloes de segundo preco com um tnico item,
a receita resultante desse modelo é sempre maior ou igual a receita ao usar outras quatro
abordagens para escolher o preco de reserva. Além disso, ainda para o caso com item
unico, o desempenho do modelo é analisado e comparado com as mesmas quatro abor-
dagens por meio de um exemplo numérico e simulagoes, nas quais a solugao do modelo
proposto levou a receitas significativamente maiores. Finalmente, com o objetivo de en-
contrar calculos mais eficientes que permitam a aplicagao do modelo para casos maiores,
duas implementacoes diferentes da heuristica relaz-and-fir também sao exploradas e com-
paradas com o método branch-and-bound para resolver o problema.

Palavras-Chave — Leiloes em pesquisas patrocinadas, Preco de reserva, MILP, Pro-
gramagao linear inteira mista, Programacao estocastica multi-estagios.
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1 INTRODUCTION

This chapter’s goal is to introduce the problems tackled in the course of this work.
First, the general context of sponsored search ads is introduced. It shows the main players
of this market and how economically important it is, as well as which types of auctions

are the most used in this context and the agents involved.

Then, the state of the art is presented. Different problems studied in the literature
from the viewpoints of both the advertisers and the publishers are shown. Focusing on
the problem of optimizing the reserve price (from the point of view of the publishers), the

main recent developments are mentioned and summarized in a timeline.

After that, the main contributions of this work to the state of the art are listed.
Finally, the general structure of the work is shown to the reader, with the content of each

of the subsequent chapters.

1.1 Context

According to the Interactive Advertising Bureau (IAB) report, internet advertisement
revenues in the United States totaled $139.8 billion in 2020. Even with the impact of the
COVID-19 pandemic, it represented a double-digit growth of 12.2% in overall internet
advertising revenues between 2019 and 2020. From this amount, search advertisements
were responsible for $59.0 billion, up from the $54.7 billion reported in fiscal year 2019.
(PWC]| 2021) Also in 2020, a total of $378.16 billion was spent in digital advertising
worldwide. (STATISTA, [2021)

Given the notable and increasing economic importance of search advertisements, the
literature on the topic is vast. Different types of search advertisements are studied, in
which the problem can be seen from the perspective of each player involved in the search
ad ecosystem. Among the various topics studied, there is a relevant body of literature on

sponsored search advertising, a technique that displays one or more ads in search engines
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such as Google or Facebook whenever someone searches for the products or services of
an advertiser, matching the searched query (see the screenshot created on March 1st,
2022, for searching the keyword “sunglasses” on Google in Figure . It is also present in
e-commerce platforms, such as Amazon and eBay, where the order in which the products
are displayed for the consumers is a critical decision for them. In sponsored search ads,
auction mechanisms are usually used for selling ad slots, therefore making the topic closely
related to Game Theory. Sponsored search auctions are then the primary way through

which companies like Google and Facebook monetize their search engines.

Figure 1: Sponsored ads for keyword “sunglasses” on Google.

Go g le sunglasses X & Q

https://w

Sunglasses - Free S

hittps://www.sunglasshutcom %
Sunglass Hut® Online Store | Sunglasses for Women & Men

Promotior op th selection of designer sunglasses choosing

r Four sponsored ads

p Sunglasses for 2022 | Reviews by Wirecutter

t two years, we've found 11 affordable, Uv-

hTtps://wwwirei.com » Expert Advice : Outdoor Basics

How to Choose Sunglasses | REl Co-op

Sunglass+ rom harmiul ultr
6 tapics s - Sunglas
View ful

People also ask :

There are several types of auctions used in sponsored search advertisements. Each
auction differ from the others by how the bids are ranked and what the winners pay, for
example. Among these different types, a tendency for the use of some of them by the
big players is observed. The auction type and pricing scheme is generally not kept as
secret by the publishers and a great deal has been written about it. In Figure [2] the
biggest players are ranked by their net digital ad revenues in 2021 and it also shows their
projections for the subsequent years. It is clear that Google and Facebook dominate the
market. However, publishers like Alibaba, Amazon, and Tencent play an important role

in this market and must be also taken into account.

The main mechanism used by the biggest players seems to be the generalized second-
price (GSP) auction. There are indications that the GSP auction is used by Google
(LUCIER; LEME; TARDOS, 2012)), Alibaba (BATI; XIE; WANG] 2018), Tencent
2015)), Microsoft (LUCIER; LEME; TARDOS| [2012), Baidu (SHEN et all, [2020),
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Yahoo! (CARY et al) 2008), and LinkedIn. (AGARWAL et al. 2014) The GSP auc-
tion is a generalization of the second-price auction for the case where multiple items are
auctioned. The single-item second-price auction is used by Twitter. (LI et al., 2015)

Moreover, there are evidences that Amazon uses a modified version of the GSP auction.

(ROTH; OCKENFELS, 2002)

Figure 2: Net digital ad revenues of the biggest publishers. (CRAMER-FLOOD) 2021

Net Digital Ad Revenues Worldwide, by Company,

2021-2023
billions

2021 2022 2023
Google $146.12 $171.34 $186.27
—YouTube $14.61 $18.32 $21.71
Facebook $114.32 $135.14 $155.25
—Instagram $46.42 $60.45 $74.91
Alibaba* $39.71 $47.69 $55.56
Amazon $31.54 $43.05 $55.96
Tencent $13.46 $16.18 $19.10
Microsoft $10.06 $11.64 $13.03
—LinkedIn $4.66 $5.78 $6.88
Baidu $9.80 $9.87 $9.94
JD.com $6.48 $7.76 $9.19
Kuaishou $6.18 $8.65 $11.14
Yahoo $4.84 $5.03 $5.15
Meituan $4.39 $5.92 $7.62
Twitter $4.35 $5.28 $6.16
Snhapchat $3.34 $4.65 $6.45
Pinterest $2.62 $3.42 $4.34
Sina $2.12 $2.17 $2.20
Pandora $1.43 $1.44 $1.46
Spotify $1.25 $1.50 $1.81
Yelp $1.00 $1.10 $1.16
IAC $0.79 $0.83 $0.88
Reddit** $0.32 $0.46 $0.57
Other $87.60 $88.07 $94.92
Digital ad $491.70 $571.16 $648.15

revenues

Note: includes advertising that appears on desktop and laptop computers as well
as mobile phones, tablets, and other internet-connected devices, and includes all
the various formats of advertising on those platforms; net ad revenues after
company pays traffic acquisition costs (TAC) to partner sites; *includes ad
revenues from Alibaba's core commerce operations and Youku Tudou;
**excludes nonadvertising revenues (e.g., Reddit Premium, Reddit Coins)

Source: eMarketer, October 2021

T11651 eMarketer | Insiderintelligence.com

Another mechanism highlighted here is the Vickrey-Clarke-Groves (VCG) auction,
which seems to be used by the second main player of the market: Facebook. (VARIAN:
HARRIS| 2014) However, the GSP is still the most widely used auction mechanism in
sponsored search advertising and is then broadly studied in the literature. The focus of

this work will be on generalized second-price auctions and its single-item version.

The sponsored search ad market (independently of its mechanism) is a two-side mar-
ket. Advertisers procure ad impressions on publishers’ websites, aiming to reach potential
consumers. On the other side, the publishers provide ad slots to the advertisers with the
highest valuation for these slots. Moreover, one can see a third (indirect) agent: the users,

who search combinations of words in the publishers’ platforms and for whom the ads are
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shown. The relationships between these agents are illustrated in Figure

Figure 3: Agents involved in sponsored search advertising and their relationships.

FPublishers

Potartal seller

Advertisers PRODUCT/SERVICE Lsers

Potertial consumer/customar

In this work, the focus is set to the viewpoint of the publishers. In order to maximize
their revenues in the auctions, publishers often set up the so-called reserve price, the
minimum price for a bid to be considered in an auction. Indeed, the reserve price is the
main mechanism through which the auction revenue can be influenced by a publisher
(MOHRI; MEDINA/ 2014) and is used by the biggest player of the digital ad market,
Google. (YANG et al.| 2013) This way, this work’s objective is to contribute to the body
of literature on reserve price optimization in (single-item and generalized) second-price
auctions, proposing and analyzing a new approach to find optimal reserve prices while

maximizing the publishers’ revenues in the auctions.

1.2 State of the art

Given the importance of sponsored search ads nowadays, it is not surprising that
several studies related to this topic have been done. These studies involve a very diverse
range of fields, such as Information Systems, Marketing, Economics, Operations Research,
and Computer Science. When observing the literature related specifically to the auctions
behind sponsored search ads, an increasing importance has been given to combining Ma-

chine Learning and Data Mining techniques with game-theoretic approaches.

As we have just seen, the advertisers and the publishers are the two main players
involved in sponsored search auctions. Most studies on the subject focus on the viewpoint
of one of these players. When observing the literature on the advertisers’ viewpoint, most

part of it is related to optimizing their bidding strategies. Other studies involve, for
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example, the choice of buying ad slots via guaranteed contracts versus non-guaranteed
selling channels (ABRAHAM et al., 2013) and how privacy policies should be set when
observing the consumers’ behaviour in consideration with their welfare. (AGUIRRE et al.,
2015) When analyzing the advertisers’ optimal bidding strategy in second-price auctions,
in theory, the weakly dominant strategy for an advertiser is bidding truthfully[[] However,
in real situations, there are practical constraints that make the bid calculation more

complex:

The advertisers have budget constraints for a given campaign in repeated auctions;
(BALSEIRO; BESBES; GABRIEL| 2015)

Advertisers may learn their own and/or others’ true Valuationsﬂ over time; (CAI et
al., [2017)

Advertisers may set a number of impressions to attain; (CHOI; MELA| [2018)

Publishers often offer the possibility of setting pacing options so that the budget is
spent smoothly. (XU et al 2015)

This way, as the theoretical dominant strategies usually do not cover these practical
constraints, Machine Learning techniques (involving, for example, Deep Learning and Re-
inforcement Learning) have recently gained a lot of importance when trying to maximize
the advertisers’ utilities, to find out their optimal pacing strategies, and to learn other

advertisers’ bids.

When analyzing sponsored search auctions from the viewpoint of the other players

directly involved on them, the publishers, other problems are studied in the literature:

e What information should be shared with the advertisers; (CORNIERE; NIJS, 2016))

Keyword suggestion; (RAVI et al.| 2010)

e Query expansion and ad selection; (CHOI et al.| 2010)

Prediction of the ads’ clicks; (XIONG et al., 2012)

Choosing the auction mechanism; (GATTI; LAZARIC; TROVO, 2012)

e Choosing the optimal reserve price.

1See Definition of weakly dominant strategy. See also Subsection for a further discussion
on why bidding truthfully is a weakly dominant strategy in second-price auctions.
2See Definition of a bidder’s true valuation.
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When trying to tackle these problems, studies involve a variety of fields including
Artificial Intelligence, Machine Learning, Data Mining, and Game Theory. As stated in
Section [I.1] the focus of this work will be on the last of these problems: optimizing the

reserve price.

Since Yahoo! had no longer fixed its minimum bid for all its sponsored search ads as
$0.10 in early 2008 and used variable reserve prices for some sets of keywords (YANG et al.|
2013), the optimization of the reserve price became target of different studies. Edelman

and Schwarz stated and proved that a generalized English auctionrf] with reserve price is an

optimal mechanism if its reserve price r* solves r* — (1 — ?((:)) ), where F'(-) and f(-) refer
to the probability distribution and density functions of the bidders’ willingness to pay,
respectively. (EDELMAN; SCHWARZ, [2010) This result means that an English auction
is independent of the number of bidders, number of slots being auctioned, and the rate of
decline of the click-through rate (CTR)EI from a position to another. Limitations for the
use of this simple formula and drawbacks when trying to use it in more complex contexts
were shown by (YUAN et al., 2014): it is assumed that advertisers bid exactly at their
(predicted) private values and they do not consider practical constraints for achieving
the formula. These assumptions are strong and not observed in real-life auctions. When

considering more complex situations, there is no simple formula describing the optimal

reserve price in English auctions (nor in second-price auctions).

Cesa-Bianchi, Gentile, and Mansour state that, at the best of their knowledge, they
were the first ones to derive formal and concrete convergence rates for approximating opti-
mal reserve prices in a second-price auction. (CESA-BIANCHI; GENTILE; MANSOUR,
2015) They focus on the eBay model, where the publisher only stores the price paid by
the winning advertiser (the maximum between the second-highest bid and the reserve
price). They assume a fixed but unknown prior distribution and that bidders’ utilities are
independent and identically distributed, proposing learning algorithms for both known
and unknown numbers of bidders. Their algorithms work in stages s = 1, ..., .5, each one
with T, time steps, and aim an efficient exploration of the outcomes of each auction. The
extension of these algorithms for GSP auctions, however, is not straightforward, being

established as one of the authors’ suggestions for future works.

Other authors have also used learning algorithms to optimize the reserve price in
(single-item) second-price auctions. Mohri and Medina achieve some meaningful advances

compared to Cesa-Bianchi, Gentile, and Mansour, for example considering that companies

3An English auction can be seen as a second-price auction with private values.
4See Definition [2.1.15| of click-through rate.
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do have access to the past highest bids, and not only to the price paid (which in most
cases, including the Google case, it is indeed more realistic). (MOHRI; MEDINA/| 2014)
Assuming that the advertisers bid their true valuations of the ad, the proposed method
aims to learn the revenue of a subsequent auction given the outcomes of a set of previous
auctions. The stated problem, however, involves non-convex optimization problems in
higher dimensions and its algorithm only guarantees convergence to a local minimum.

Moreover, the authors could not test their algorithm with real-world data.

Other studies tried to extend the problem to generalized second-price auctions. Mohri
and Medina were, to the best of their knowledge, the first ones to attempt to apply learning
algorithms to the problem of reserve price optimization in GSP auctions. (MOHRI;
MEDINA| [2015) They presented two algorithms: one estimating the density distribution
of the bids and other learning the publisher’s loss function, and both of them depend on

advertisers playing on equilibrium to guarantee convergence to optimality.

A learning algorithm to find the optimal reserve price in GSP auctions was also
proposed. (YANG; XIAO; WU, [2020) The authors assume that the advertisers know the
CTR of each ad position to propose two algorithms. The first one, which estimates a
unique reserve price (closer to reality), depends on the bidders to follow the locally envy-
free equilibrium bidding strategy. The second one estimates different reserve prices for
each slot position (further from reality), and does not depend on advertisers following the
locally envy-free equilibrium bidding strategy. These algorithms have a lot in common
with the ones proposed by Cesa-Bianchi, Gentile and Mansour (2015) and Mohri and
Medina (2014) for second-price auctions with one item. A drawback of these algorithms
is that their convergence to optimality can be slow depending on the number of time

periods of learning.

One of the limitations of all the mentioned studies is that they do not take into
account some advertisers’ practical constraints. The most common of these constraints is
the advertisers’ budget constraint. Even when observing the problem from the publisher’s
viewpoint, these constraints play an important role. First, the budget may change the
behaviour of the advertisers. This problem is often tackled by introducing a family of
adaptive pacing strategies, in which advertisers adjust the pace at which they spend their
budget according to their expenditures. (BALSEIRO; GUR, [2019)) Secondly, setting the
reserve price such that advertisers spend the most in one auction can be a nonoptimal
strategy, as they may not have budget left to spend in subsequent auctions. (CHOI; LI;
MA, 2015
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In (BALSEIRO; BESBES; GABRIEL, 2015), it is considered that the advertisers’
budget constraints affect the auctions over time. Therefore, traditional equilibrium and
revenue optimization analysis for static auctions do not apply in this case. To approximate
the strategic interactions among budget-constrained bidders, they use the concept of fluid
mean-field equilibrium (FMFE). In this work, the authors prove that there exists an
FMFE equilibrium for the advertisers’ bids. This equilibrium is used to formulate a
mathematical program with equilibrium constraints (MPEC) for the publishers’ problem
of finding a reserve price that maximizes their revenue. For homogeneous advertisers,
it finds a closed-form solution for the reserve price. However, this is not possible if the

advertisers are heterogeneous.

In (CHOL; MELA| 2018), one relevant practical constraint for the advertisersis taken
into account: the minimum impression constraint for them to bid. It indeed shows that
the behaviour of the advertisers’ strategies are consistent with this constraint. It uses
the FMFE framework developed by Balseiro, Besbes, and Weintraub (2015) to recover
advertisers’ valuations, and includes the minimum impression constraint in the model. It
also extends the results to the case where budget constraints are considered in a similar

way.

Some mechanisms for controlling the expenditure (due to the advertisers’ budgets)
are also analyzed and compared from both the points of view of the publishers and the
advertisers in some studies. (BALSEIRO et al., 2021)) From the publishers’ perspective,
it was shown that the best mechanism was to exclude advertisers from some auctions and,
in addition, set reserve prices. Doing that, however, drastically changes the rules of the
auction, which then cannot be considered a GSP auction anymore. Allowing the publisher
to exclude advertisers from some auctions even if they match all the requirements to take

part in it would make its rules and fairness questionable.

As we have just seen, a thorough investigation into the body of literature yielded sev-
eral studies on optimizing the reserve price in second-price auctions, involving different
fields such as Machine Learning, Statistical Inference, and Game Theory. However, none
of these studies provided a method for this optimization when the advertisers are het-
erogeneous and their budget constraints are taken into account, while straightforwardly
extending it for GSP auctions and maintaining the main characteristics of the mechanism.

A non-exhaustive timeline of the studies on optimizing the reserve price is illustrated in

Figure [4]

There are also other open issues when optimizing the reserve price in sponsored search
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Figure 4: Timeline for reserve price optimization in sponsored search auctions. To the
best of our knowledge, this work is the first work to propose a model for GSP auctions
while considering budget constraints and heterogeneous advertisers.
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ads. For instance, solving the problem while considering competition with other publishers

(whose inventory can be seen as an imperfect substitute for the advertiser) and developing

algorithms that implement the reserve price at scale into the auctions are other problems
to be considered. (CHOI et al., |2020)

1.3 Contributions

This graduation project is devoted to modelling the optimization of the reserve price

in (single-item and generalized) second-price auctions from the publishers’ perspective,

while taking the budget constraints of (heterogeneous) advertisers into account. To do

that, a multi-stage stochastic mixed-integer linear programming (MS-SMILP) problem is

formulated and applied when solving it for an example and simulations.

The main contributions of this work are:

tions while considering the budget constraints of heterogeneous advertisers;

Extending this model for GSP auctions;

gramming model for optimizing the reserve price in sponsored search auctions;

knowledge;

Providing a model for optimizing the reserve price in single-item second-price auc-

To the best of our knowledge, coming up with the first multi-stage stochastic pro-

Proposing the first MILP formulation for this specific problem, to the best of our
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e By presenting four novel propositions, the benefits of using these models are trans-
lated into inequalities showing that they always lead to greater or equal revenues

when compared to four other approaches to choose the reserve price;

e Comparing the performance of the proposed model with other approaches to choose

the reserve price by detailing a numerical example and simulations’ results.

e Proposing and implementing the relax-and-fix heuristic in two different procedures

adapted to the proposed model.

It is important to highlight that, albeit not used for optimizing the reserve price in
second-price auctions, MIP and multi-stage stochastic programming models are seen in the
literature on sponsored search auctions when tackling other problems. MIP formulations
are provided for finding advertisers’ adaptive pacing strategies for both finding a social-
welfare-maximizing equilibrium and a revenue-maximizing equilibrium. (CONITZER et
all 2021) Two-stage (and multi-stage) optimization models are used, for example, for
display-ad allocation problems (RHUGGENAATH et al., 2019)), and widely applied for
modelling auctions in other markets. (ABBASPOURTORBATTI; ZIMA| 2015))
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2 MATHEMATICAL BACKGROUND

This chapter presents the main mathematical background necessary for understanding
the models proposed in this work. It is divided in two sections: the first one about Game

Theory and the second one regarding Stochastic Programming.

The first section focuses on detailing the game-theoretic models of the auctions con-
sidered in this work. It starts with basic concepts which allow the reader to understand
the subsequent contents. Then, it shows how second-price and GSP auctions are formu-
lated as repeated Bayesian games, a common approach to model these auctions in the
sponsored search advertising context. Finally, it details how the addition of reserve prices

changes the mechanism of these auctions.

The second section of this chapter concerns concepts of Stochastic Programming which
enable the reader to comprehend the models presented in this work. An overview of two-
stage stochastic programs is presented, followed by its extension to the multi-stage case.
For both cases, their formulations are detailed, as well as how their performances are

evaluated.

2.1 Game Theory

The auctions analyzed in this work are based on game-theoretic auction models. To
fully understand the models considered in the next chapters, some concepts of Game The-
ory must be presented and explained. This section is devoted to understanding the main
principles and concepts of Game Theory involved in sponsored search auctions and show-
ing how some of the main types of auctions in this framework are described as repeated
Bayesian games. The awarded book “Game Theory: Analysis of Conflict” from Myerson
in (MYERSON] [1997)), course notes from Jungers et al. in (JUNGERS et al., 2022),
the work from Nisan et al. in (NISAN et al., [2007)), and the lectures from Roughgarden
in (ROUGHGARDEN]| [2016) were the main references for the definitions shown in the

course of this section.
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2.1.1 Basic concepts

First of all, it is important to understand the concept of auction from a game-theoretic

point of view. The following definition was given in (JUNGERS et al. 2022).

Definition 2.1.1. Auction

An auction is a structured framework for negotiation. Each such negotiation

has certain rules which must be specified:

i bidding rules (how are offers made?);

ii clearing rules (when does the trade occur or what are these trades, i.e.

which player gets the good, and what are the prices for the players?);

iii information rules (who knows what about the state of negotiation?).

The auctions considered in this work are those in which a single seller auctions items
to different buyers (also referred to as bidders). Those are the agents or players of the
auction. The underlying assumption made when modelling auctions is that each bidder
has her own true value for each item auctioned, whose definition from (JUNGERS et al.,

2022)) is shown as follows.

Definition 2.1.2. Bidder’s true value (true valuation)

The bidder’s true value is the bidder’s intrinsic value for the item being
auctioned. She is willing to purchase the item for a price up to this value,

but not for any higher price.

Each player has a utility function that depends on her true valuation of the item
and on other factors of the auction. Regarding the utility function, the games considered

from now on are those with independent private values, defined as in (NISAN et al., [2007)).
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Definition 2.1.3. Game with independent private values

A game has independent private values if the utility of its players depends
fully on their private information and not on any information of others as

it is independent from their own information.

An important concept is the one of Bayesian equilibrium, as auctions will be formal-
ized as Bayesian games. To present these concepts, it is necessary to first define a game

with strict incomplete information, which is introduced as done in (NISAN et al., [2007).

Definition 2.1.4. Game with (independent private values and) strict in-

complete information

A game with (independent private values and) strict incomplete information

for a set of n players is given by:
i A set of actions X; for every player ¢;

ii A set of types T; for every player i. A value t; € T; is the private

information that ¢ has;

iii A wtility function (or payoff function) u; : T; x Xy x --- x X, — R,
where w;(t;,x1,...,x,) is the utility achieved by player ¢, if her type
(private information) is t;, and the profile of actions taken by all players

IS xy,...,T,.

The main idea of this definition is that each player ¢ must choose her action x; when
knowing ¢; but not the other ¢;’s. For all possible settings of an auction, the total be-
haviour of a player is represented by her strategy, which is defined as in (NISAN et al.
2007)).
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Definition 2.1.5. Strategy of a player

A strategy of a player is a function
S; - T‘z — Xi,

which specifies which action z; is taken for every possible type ¢;.

An important concept regarding the strategy of the players is the one of domination.
The definition of weakly dominant strategies shown as follows originates from (NISAN et
al., 2007).

Definition 2.1.6. Weakly dominant strategy

A strategy s; is a weakly dominant strategy if, for all ¢;, all x_;, and all x:

wi(ts, si(ti), x—i) > wits, o, x—y).

Similarly, strongly dominant strategies can be defined.

Definition 2.1.7. Strongly dominant strategy

A strategy s; is a strongly dominant strategy if, for all ¢;, all x_;, and all x:

ui(ti, siti), i) > wi(ti, o}, v3).

Games with strict incomplete information consider that each player has no informa-
tion at all about the private information of other players (not even a prior distribution).
However, the usual working definition in economic theory uses a Bayesian approach, as-
suming some commonly known prior distribution. This leads to the concept of Bayesian

games, whose definition is shown as follows and comes from (JUNGERS et al., [2022)).
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Definition 2.1.8. Bayesian game
A Bayesian game is a tuple

I'" = (N, X,T,u,s,p),
where

e N is the non-empty set of players;

X = (X))ien is the set of all actions for all players;

o T = (T});en is the set of all player types;

e u = (u;);en is the set of all utility functions (see Definition [2.1.4));
e 5= (s;);en is the set of all strategies for all players;

e p = (pi)ien are belief functions, p; : T; — A(T-;).

A Bayesian game is finite if N, C, and T are finite. As mentioned earlier in this

section, sponsored search auctions are often modelled as repeated Bayesian games, whose

definition is shown as follows and is adapted from (FORGES; SALOMON; [2014)).

Definition 2.1.9. Repeated Bayesian game
A repeated Bayesian game is a tuple
"= (N,0,X,5,T,u,p,s,q),
where
e N, X, T, u, s, and p are defined as before (see Definition [2.1.8);
e O is the set of states of the world;
e S = (S5;)en is the set of all signals that the players can receive;

e ¢ is the transition function between each distribution for each player.




36

When dealing with a Bayesian game setting, it is possible to observe the use of the
term mechanism. The mechanism of a Bayesian game is a crucial concept, and its defini-

tion shown in (JUNGERS et al., 2022) is presented.

Definition 2.1.10. Mechanism (for a Bayesian game setting)

For a Bayesian game setting, a mechanism is a triple

(X, x,p),

where
e X = (X;)ien is the set of all actions for all players;
e \: X — A(A) maps each action profile to a distribution over choices;

e p: X — R"™ maps each action profile to a payment for each agent.

An important property of a mechanism is whether it is Dominant Strategy Incentive
Compatible (DSIC) or not. The definition of a DSIC mechanism from (NISAN et al.

2007) is shown as follows.

Definition 2.1.11. Dominant Strategy Incentive Compatible (DSIC) mech-

anism

A mechanism is called Dominant Strategy Incentive Compatible (or truthful,

or strategyproof ) if truth-telling is a weakly dominant strategy.

In other words, a mechanism is DSIC if a player fares best or at least not worse by
bidding her true valuation of the item, regardless of the other players’ strategies. Besides
the domination, another concept is important when analyzing the strategies of an auction:
the equilibrium. Within this context, the Nash equilibrium plays an important role and

is indeed one of the most important concepts in Game Theory, considering the situation
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where the actions of all the players are consistent with the fact that they are rational and

intelligent.

Definition 2.1.12. Nash equilibrium

Given any strategic-form game I' = (N, X, u), a strategy profile s = (s;)ien

is a Nash equilibrium of I" if and only if
ui(s) > ui(s—, ) Vie N, Ve A(X;),

where wu;(s_;, 7;) is the strategy profile where the i action is 7; and all the

other actions are as in s.

Definition states that s is a Nash equilibrium if and only if no player could in-
crease her expected payoff by unilaterally deviating from the prediction of the randomized-
strategy profile. Another concept of equilibrium relevant for sponsored search auctions
is the one of ex-post Nash equilibrium. Before defining it, it is important to present the

concept of best response, defined as in (NISAN et al., [2007).

Definition 2.1.13. Best response

Considering a strategy profile s and a player i, a change from strategy s; to

s; is a best response if s; maximizes the player’s utility max, g, ui(s;, s-i).

With the notion of best response, the concept of ex-post Nash equilibrium is then

defined as done in (NISAN et al., 2007).
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Definition 2.1.14. Ez-post Nash equilibrium

Given a Bayesian game I = (N, X, T, u, p), a strategy profile s = (s;)icn
is an ex-post Nash equilibrium of I if, for all 4, all ¢4,...,t,, and all 2,

wi(ti, si(ti), s—i(t—i)) > wi(ti, 73, 5-3(t ),

i.e. s;(t;) is a best response to any s;(t_;) for every possible value of ¢_;.

Even if at first sight the concept of ex-post Nash equilibrium seems too good to be
true, it will be shown that it is important for the most relevant type of auction used in

sponsored search ads: the GSP auction.

2.1.2 Auctions as repeated Bayesian games

After formalizing some of the main concepts of Game Theory that are relevant for
auctions, it is possible to focus on the theory of the auctions used in sponsored search
advertisements. As explained in Section [I.1], these auctions have two main agents: the
advertisers, who procure ad impressions on publishers’ websites, aiming to reach potential
consumers; and the publishers, who provide ad slots to the advertisers with the highest
valuation for these slots. The users, for whom the ads are shown, are indirect agents. The
value given for an ad slot depends on the users’ occasional clicks on the ads as potential

consumers for the advertisers.

In sponsored search ads, the auctioned items are ad slots for a set of words com-
binations on the publishers’ platforms. For example, an item can be an ad slot in the
Google search platform when a user searches “Electric car”, “Electric vehicle”, “Electric
automobile”, and other similar words. Different companies in the electric car market that
are interested in showing their ads on Google will bid for it. In this context, a single
item or multiple items can be auctioned. In single-item auctions, there is only one ad slot
to be auctioned. Multi-item auctions consist in auctioning different items at the same
time. In the sponsored search ads case, it means different slots placed differently in the
publisher’s platform. The value that the advertisers give for each of these items can vary,
and the most common reason for that is that the click-through rate varies for each item.

The definition of click-through rate from (NASTISIN, 2016) is shown as follows.
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Definition 2.1.15. Click-through rate (CTR)

The click-through rate is the number of times a click is made on the adver-
tisement divided by the total impressions (the number of times an adver-
tisement was served). It measures the proportion of visitors who initiated
an advertisement that redirected them to another page where they might

purchase an item or learn more about a product or service.

An ad shown at the top of the page in the publisher’s platform tends to have a higher
CTR than an ad shown below it, for example. In this subsection, the focus is to formalize
the most relevant types of auctions in the context of sponsored search ads as repeated
Bayesian games (see Definition 2.1.9). As explained in Section [L.1] this work focuses
on single-item second-price auctions and GSP auctions, two of the most used types of
auctions by the biggest publishers. Three main differences between these auctions are
highlighted: whether they are single-item or multi-item auctions; if their mechanisms are

DSIC or not; and which types of equilibria exist for them in the infinitely repeated case.

In Definition [2.1.1] it was shown that one of the aspects that define an auction is its
clearing rules. This concept can be divided in two main concepts, allocation rule and
payment rule, which are important to distinguish each auction type. Starting with the

allocation rule, the following definition originates from (NISAN et al., 2007).

Definition 2.1.16. Allocation rule

Consider a set N of agents, a set X of alternatives (actions), and for each
agent 1 € N a set of potential preference relations R; over the actions X.

An allocation rule is a function
[P xR; — A,

mapping the preferences of the agents into the set of outcomes A.

A simple (and probably the most known) example of allocation rule for single-item

auctions is that the highest bid wins. The allocation rule is not enough to define the
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clearing rules of an auction: the definition of a payment rule is shown as follows.

Definition 2.1.17. Payment rule

Again, considering a set N of agents, a set X of alternatives, and a set of
potential preference relations R; over the actions X for each agent i € N,

a payment rule is a function
P xR; — RY,

mapping the preferences of the agents into their payments.

With these concepts presented, the two types of auctions mentioned before are formal-
ized and analyzed, starting with single-item second-price auctions, or simply second-price

auctions.

Second-price auctions

The first auction described is the second-price auction. The second-price auction is a
single-item auction and, as mentioned in Section [1.1] it is used by Twitter (LI et al/, [2015)
and can be seen as a specific case of the generalized second-price auction. The definition

from (JUNGERS et al., 2022) of second-price auction is shown as follows.

Definition 2.1.18. Second-price auction

In a second-price (or Vickrey) auction, there are N bidders who simulta-
neously submit a real-valued positive bid. The bidder with the highest bid
wins the good and pays the value by of the second-highest bid, while the
other bidders get and pay nothing (in case of a tie, the winner is determined

by a flip of a coin).

To formalize its definition within the concept of repeated Bayesian game, it is impor-

tant to remind that it can be described as a tuple (see Definition [2.1.9). In the case of
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second-price auctions, some of the elements of this tuple can be specified, namely:

e The set © = {Beginning, winner(1),...,winner(i),...,winner(n), Finished} of
states of the world, where Beginning means that the game just started and there is
still no winner, winner(i) means i is the current winner, and Finished means that

the game has already finished;
e The set of actions X, which represents the set of all bids for all players;

e The set of all signals that the players can receive S = (5;);cn, Where
S; = {Beginning, winner, not_winner, Finished};
T; —maXjx v; if v, > max;; x;

e The utility function for agent i: u; =
0 it ; < maxjy, x;

The other elements are straightforwardly extracted from the definition. The goal now
is to understand whether a second-price auction is DSIC or not. For that, the concepts

of implementable and monotone allocation rules are needed and are defined as done in
(ROUGHGARDEN; [2016]).

Definition 2.1.19. Implementable allocation rule

An allocation rule f® for a single-dimensional (single-item) environment is
implementable if there is a payment rule f? such that the sealed-bid auction

(fe, f7) is DSIC.

Definition 2.1.20. Monotone allocation rule

An allocation rule f for a single-dimensional environment is monotone if
for every bidder ¢ and bids b_; from other bidders, the allocation f%(z,b_;)

to i is non-decreasing in ¢’s bid z.
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To continue the study of whether second-price auctions are DSIC or not, Myerson’s
lemma is introduced as follows as done in (ROUGHGARDEN] [2016).

Lemma 2.1.1. Myerson’s lemma

Fixing a single-parameter environment:
i An allocation rule f® is implementable if and only if it is monotone;

ii If f* is monotone, then there is a unique payment rule such that the

sealed-bid mechanism (f*, f?) is DSIC;

iii The payment rule f? is given by an explicit formula.

Finally, using the parts ¢ and 4 from Myerson’s lemma and considering the (quasi-
linear) utility function previously presented, an important corollary from (ROUGHGAR-
DEN] 2016)) is shown as follows.

Corollary 2.1.1.

A second-price auction with quasilinear utility functions and private values
for its agents has an implementable allocation rule and a payment rule such
that it is DSIC.

From the fact that bidding the true valuation of the item is a dominant strategy for
all the bidders and their utilities cannot be improved by bidding another value, one can
imagine that a bidder’s true value is a Nash equilibrium. When considering infinitely
repeated auctions, this is shown by the Folk Theorem. Before stating this theorem, two
concepts have to be presented: the ones of feasible and enforceable utility profiles, whose
definitions originate from (LIN; ZHAO; LIU| |2009).
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Definition 2.1.21. Feasible payoff profile

A payoff profile & = (4;);en is feasible if it can be achieved, i.e., Vi € N,
Jo, € QF such that Y v azui(z) =4 and Y oy =1

Definition 2.1.22. Enforceable payoff profile

An enforceable payoff profile is a payoff that can be enforced by any mech-
anism to be achieved, which is, a feasible payoff profile in which the payoff

of every player is larger than or equal to zero.

Knowing these concepts, the Folk theorem is stated as done is (JUNGERS et al., 2022]).

Theorem 2.1.1. Folk theorem

Every payoff profile that is both enforceable and feasible is a Nash equilib-

rium in an infinitely repeated game.

From the theorem, it is possible to see that there are possibly infinitely many Nash
equilibria for second-price auctions, which explains the use of optimization methods for

maximizing the utilities of the agents.

Generalized second-price auctions

The generalized second-price (GSP) auction can be considered as an extension of the
(single-item) second-price auction to multi-item auctions. As detailed in Section |1.1] it
is the most used auction type by the biggest publishers in sponsored search ads, such as
Google (LUCIER; LEME; TARDOS| 2012) and Alibaba. (BAIL; XIE; WANG, 2018) The
definition of GSP auctions from (NISAN et al., 2007) is shown as follows.
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Definition 2.1.23. Generalized second-price (GSP) auction
Considering N bidders, K < N items sold, and the set of (decreasing) bids
B ={by,...,b;,...,by}, in a GSP auction, the bidder i:

e receives item ¢ at price b if i < K

e receives and pays nothing if + > K.

To formalize the definition of GSP auctions as repeated Bayesian games, some ele-

ments of the tuple described in Definition [2.1.9] are specified:

The set © = {Beginning, winnery(i), Finished} of states of the world, where
Beginning means that the game just started and there is still no winner, winnery(7)
means ¢ is the current winner of item k, and Finished means that the game has

already finished;
The set of actions X, which represents the set of all bids for all players;

The set of all signals that the players can receive S = (S;);en, where

S; = {Beginning, winnery, . .., WiNNer, . . . ,winner g, not_winner, Finished};

The private information of bidder i: T; = {tgl), . ,tEK)}, which represents her true

value for each item;

(k)

The utility function for agent : u; = >, max(0, ;") — maxey,,, ¢;), where Uyiq

is defined recursively:

—BlzB;

- UZ:{CCGBZJZZZJ Vb € Bz}7 Bi—f—l :BZnUz

The other elements of the tuple are straightforwardly defined. Regarding the property

of being DSIC or not, the following corollary proven in (MYERSON| 1997) and (EDEL-
MAN; OSTROVSKY; SCHWARZ, [2007)) states GSP auctions are not DSIC.
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Corollary 2.1.2.

Truth-telling is not a dominant strategy under GSP. Therefore, a GSP auc-
tion is not DSIC.

As bidding the true value is not a dominant strategy under the GSP mechanism, bid-
ders tend to deviate from their true value. In theory, advertisers could gradually learn the
values from other advertisers using automated robots, consequently having more private
information about the auction. However, in pratice, they may not be able to, as their
bidding software must first be authorized by the publishers, which are unlikely to permit
strategies which would substantially reduce their revenues. (EDELMAN; OSTROVSKY;
SCHWARZ, 2007)

Although truth-telling is not an equilibrium of GSP, it has an important property.
Reminding the concept of best response (Definition and ex-post Nash equilibrium
(Definition [2.1.14)), the following corollary was proven in (EDELMAN; OSTROVSKY;
SCHWARZ|, 2007).

Corollary 2.1.3.

A GSP auction in continuous strategies has a unique ex-post Nash equilib-
rium. In this equilibrium, the strategy of each advertiser is a best response

to other advertisers’ strategies regardless of their realized values.

In other words, even if a particular player learned the values of other players before
the game, she would not want to change her strategy, implying that the equilibrium is
robust. Moreover, it has been proven in (EDELMAN; OSTROVSKY; SCHWARZ, 2007)
that, in this equilibrium, the expected revenue of the seller is at least as high as in the
dominant-strategy equilibrium of the VCG auction. This explains why GSP auctions are

the most common type of auction in the sponsored search ad market.
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2.1.3 Auctions with reserve price

After discussing the main types of auctions that will be used in this work, it is im-
portant to highlight an additional variable that became common in sponsored search
auctions: the reserve price, a limit on the price of the auctioned item, which is chosen by
the publisher. As mentioned in Section [I.I the choice of the reserve price is the main
mechanism through which a seller can influence the auction revenue. (MOHRI; MEDINA|
2014) As this work focuses on the point of view of the publishers, the definition of reserve

price on the supply side from (YUAN et al., 2014)) is shown as follows.

Definition 2.1.24. Reserve price

On the supply side, reserve (or reservation) price is the minimum bid that

the seller would accept from bidders in an auction.

A reserve price is easy to set and adjust, and has become a common tool for search
engines to manage their revenues. (XIAO; YANG: LI, 2009)) It can be shared in advance
with the advertisers, then being an additional private information for all the bidders
(XIAO; YANG; LI, [2009), or be kept as a secret until the end of the auction (VINCENT],
1995), simply excluding any bid below the reserve price. As shown in (VINCENT] 1995),
a seller can increase her revenues by conducting an auction in which her reserve price is

kept as secret compared to conducting an auction while announcing the reserve price.

When considering (single-item or generalized) second-price auctions, the role of the
reserve price is more than only filtering bids above a certain value. Considering the case
of a single-item second-price auction, the advertiser whose bid was the highest among all
the bids will pay the maximum between the reserve price and the second-highest bid, if
her bid was higher than the reserve price. This way, choosing the reserve price wisely
is important for increasing the publishers’ revenues. If the reserve price is set too high,
too many bids will be excluded and it will adversely affect the revenue stream because
unoccupied ad positions are wasted. On the other hand, if the reserve price is too low,
search engines may lose the opportunity of increasing their revenues when advertisers are
willing to pay more. (XIAO; YANG; LI} 2009)

The two types of auctions studied in this work (second-price and GSP auctions) will

be detailed when in the presence of reserve prices.
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Second-price auction with reserve price

The reserve price not only sets which bids are admitted in second-price auctions but
also affects the payment made by the winner. So, it changes both the allocation and the
payment rules. Based on Definition [2.1.18| a second-price auction with reserve price is

defined as follows.

Definition 2.1.25. Second-price auction with reserve price

In a second-price (or Vickrey) auction with reserve price, there are NV bidders
who simultaneously submit a real-valued positive bid, while the seller sets
a reserve price r. The bidder with the highest bid wins the good if her bid
is above the reserve price and pays the maximum between r and by, the
second-highest bid. The other bidders get and pay nothing (in case of a tie,
the winner is determined by a flip of a coin). If there is no bid above the

reserve price, the bidder with the highest bid also gets and pays nothing.

As done before, a second-price auction with reserve price can be formalized as a

repeated Bayesian game when specifying the following elements:

e The set © = {Beginning, winner(1,r), winner(1,by), ..., winner(i,r),
winner(i,by), ..., winner(N,r), winner(N, by), Finished} of states of the world, where
Beginning means that the game just started and there is still no winner, winner(i, r)
means 4 is the current winner paying the reserve price, winner(i,by) means i is the
current winner paying the second-highest bid, and Finished means that the game

has already finished;
e The set of actions X, which represents the set of all bids for all players;

e The set of all signals that the players can receive S = (.5;);cn, where

ba

S; = {Beginning, winner”, winner’, not_winner, Finished};

e The utility function for agent i:

x; —max(max;; x;,r) if x; > maxjgx;, x>
U; =
0 otherwise
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GSP auction with reserve price

As in a single-item second-price auction, the reserve price changes the allocation and
the payment rules of GSP auctions. There are two possible ways to add reserve prices to
a GSP auction. First, it is possible to have a specific reserve price for each item. The
second option is to have a single reserve price for all the items. Starting with the first
possibility and based on Definition 2.1.23] a GSP auction with specific reserve prices is

defined as follows.

Definition 2.1.26. GSP auction with specific reserve prices

Considering N bidders, K < N items sold, the set of (decreasing) bids B =
{b1,...,bi,..., by}, and the set of reserve prices R = {ry,...,rp, ..., 7k}

in a GSP auction, the bidder :
e receives item i at price max(r;, biyq) if i < K and b; > 75

e receives and pays nothing otherwise.

Also based on Definition [2.1.23] a GSP auction with single reserve price is defined as

follows.

Definition 2.1.27. GSP auction with single reserve price

Considering N bidders, K < N items sold, the set of (decreasing) bids
B ={by,...,b;,...,bn}, and a reserve price r in a GSP auction, the bidder

(5
e receives item 4 at price max(r,b;y1) if i < K and b; > r;

e receives and pays nothing otherwise.

As mentioned in (YANG; XIAO; WU, 2020), the case of GSP auctions with single
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reserve price is the one that is used the most in reality. So, this work will focus on this
case when analyzing GSP auctions with reserve price, and it can be detailed as a repeated

Bayesian game by defining the following elements:

e The set © = {Beginning, winnery(1,r), winnery(i, b,y 1), Finished} of states of the
world, where Beginning means that the game just started and there is still no
winner, winnery(i,r) means i is the current winner of item k paying the reserve
price r, winnery(i,b;y1) means ¢ is the current winner of item k paying the next

highest bid b;,1, and Finished means that the game has already finished;
e The set of actions X, which represents the set of all bids for all players;

e The set of all signals that the players can receive S = (.5;);en, Where
_ : . b; : . b; :
S; = {Beginning, winnery, winner;"", ... jwinner}, winner, ", ... winnery,

. b; . ..
winner:t not_winner, Finished};

e The private information of bidder i: T; = {tgl), . ,tEK)}, which represents her true

value for each item;

e The utility function for agent i: u; = Son | max{(),tgk) — max(r, maxX;epy,,, T;)}

where U, is defined recursively:

- UZ:{ZIZ'GBZSCZ b Vbe Bl}, B/L'+1 :anUz

Although it was possible to see the existence of different equilibria and dominant
strategies for second-price and GSP auctions from a game-theoretic point of view, reserve
prices and other practical constraints that occur in sponsored search auctions (such as
the advertisers’ budgets) are usually not covered by theoretical dominant strategies. It
confirms the importance of using optimization models when adding complexity to these

auctions.

2.2 Stochastic programming

As we have just seen, optimization models are important when adding more complex
practical elements to sponsored search ads. In this work, a multi-stage stochastic MILP
model is derived, and this subsection presents the most relevant concepts of Stochastic

Programming for understanding this model.
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2.2.1 Two-stage stochastic programming

Before moving to multi-stage models, it is important to understand two-stage cases
before. This subsection addresses the modelling of uncertainty in linear programs as
two-stage stochastic programs. The evaluation of the performance of these programs’
solutions is also described. The main references for the definitions, propositions, and

proofs shown in the course of this subsection are the lecture notes from Papavasiliou in
(PAPAVASILIOU], 2018)).

Two-stage stochastic linear programs

The analysis of two-stage models in this work will be restricted to the linear case.
Stochastic linear programs (SLP) are linear programs with uncertain data. The main
aspect of stochastic linear programs that make their optimization challenging to solve
is the recourse: the ability to react after uncertainty has been revealed to the decision

maker. The sequence of events in two-stage stochastic linear programs is illustrated in

Figure [5

Figure 5: Sequence of events in two-stage stochastic linear programs. (PAPAVASILIOU]
2018)

Second stage

First stage Uncertainty

Typically, a two-stage stochastic program involves two sets of decisions:

o First-stage decisions: set of decisions that need to be fixed prior to the revelation

of uncertainty;

e Seccond-stage decisions: set of decisions determined based on the realization of un-

certainty once it is revealed.
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Given these concepts and considering a probability space (€2, B(Q2),P), two-stage

stochastic programs can be formulated as follows:

Model 2.2.1. Two-stage stochastic linear program

min ¢’z + E[min ¢(w) y(w)]
s.t. Axr =0,
T(w)r 4+ W(w)y(w) = h(w),

x>0, ylw)>0, wel.

In the model, x € R™ represents the first-stage decisions, while the second-stage
decisions for a given realization w are denoted as y(w) € R™. The parameters of the
first stage are deterministic and denoted as ¢ € R™, b € R™ and A € R™*™  while
the parameters of the second stage are ¢(w) € R™, h(w) € R, T'(w) € R™>*™ and
W(w) € R™m2x"2,

An important specific case is the one of stochastic linear programs with fized recourse.
A stochastic linear program is said to obey fixed recourse when W (see Model 2.2.1)) does

not depend on w.

Performance of two-stage stochastic programming solutions

When dealing with stochastic programs, it is useful to know what are the real benefits
of adopting a sophisticated model of uncertainty (such as Stochastic Programming). One

can straightforwardly think about two alternatives that could be checked:

e What performance could be attained if the future were known in advance;

e What performance could be attained by a simpler policy.

One can denote all random parameters of a two-stage stochastic linear program as a
vector

& = (¢", 7T, ... T WT, . .WT KT,

ni? ng?
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where T; and W; denote the i-th column of T" and W, respectively. One can also define
the set
K, = {z|Az = b,z > 0},

representing the first-stage decisions that respect first-stage constraints, which in turn is

useful to define the function z(z,§):

2(a,€) = T + Oz, €) + 0(a] Ky),

where

Q,§) = myiH{Q(W)Ty!W(w)y = h(w) = T(w)z}

and (z|K7) is the indicator function, defined as §(x|K;) = 0if x € K7 and 6(x|K;) = +00
otherwise. The function z(z, £) is the cost incurred if one were to optimize only for scenario

w, where this cost is parametrized by .

With these concepts described, it is possible to define an important concept for eval-
uating the performance of two-stage stochastic programming solutions, the wait-and-see
value, whose definition originates from (PAPAVASILIOU| 2018).

Definition 2.2.1. Wait-and-see value (of a two-stage stochastic program,)
The wait-and-see value of a two-stage stochastic program is the expected
value of reacting with perfect foresight 2*(€) to any outcome w:

WS = E[min z(x, )]

= E[z(z7(€), §)].

Moreover, the definition of the here-and-now value of a two-stage stochastic program
from (PAPAVASILIOU, 2018) is shown as follows.
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Definition 2.2.2. Here-and-now value (of a two-stage stochastic program)

The here-and-now value (or stochastic programming solution) is the ex-

pected value of the two-stage stochastic program:

SP = mxin Elz(z,&)].

One can notice that the only difference between W.S and SP in terms of formulation
is that the minimization and expectation operators have been swapped. However, in
terms of computation, SP requires the solution of a stochastic program, often requiring
non-trivial algorithms, while WS requires the solution of |{2| linear programs, where |Q|

is the number of second-stage outcomes, and therefore is generally easier to compute than

SP.

After defining these two values, it is possible to present the concept of expected value

of perfect information.

Definition 2.2.3. Fxpected value of perfect information

The expected value of perfect information is the difference between the wait-

and-see value and the stochastic programming solution:

EVPI=SP—-WS.

In other words, the EV PI is the additional benefit that could be obtained if a perfect

forecast of the future were possible, comparatively to the here-and-now value.

After comparing the stochastic programming solution to the case where the future is
known in advance, as we have just seen, another alternative is comparing it to a simpler
policy. The simpler policy usually considered as benchmark is the ezpected value problem,
described as follows as done in (PAPAVASILIOU| [2018).
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Definition 2.2.4. Ezpected value problem (of a two-stage stochastic pro-

gram,)

Noting ¢ = E[¢], the expected (or mean) value of the random parameters,

the expected value problem of a two-stage stochastic program is written as

EV =min z(z,§).

Finding the optimal solution of the expected value problem consists in solving a lin-
ear program only with the average scenario. However, even if this problem is smaller and
easier to compute when compared to the stochastic program, it is important to observe
the performance of this optimal first-stage decision, denoted as z*(£), when applied to
the real problem. For that, the expected value of using the EV solution is presented as

follows, using the definition from (PAPAVASILIOU]| 2018).

Definition 2.2.5. Ezpected value of using the EV solution (for a two-stage

stochastic program)

For a two-stage stochastic program, the expected value of using the EV
solution measures the performance of 2*(£) by reacting optimally in the

second stage given the first-stage decision z*(§):

EEV = E[z(2"(£), -

It is possible to see that EEV is less challenging to compute than W.S. To compute
EFEV | it is necessary to solve, for every w € 2, a linear program only over the second-
stage variables, while the first-stage variables also need to be taken into account when
computing WS. The concept of EEV allows the definition of the value of the stochastic

solution.
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Definition 2.2.6. Value of the stochastic solution

The value of the stochastic solution is defined as the benefit of the stochastic

programming solution relative to the simpler decision rule z*(§):

VSS =FEEV —SP.

Two general and intuitive inequalities can be extracted when comparing SP, EEV,
and WS. The first one relates SP and WS and is shown in the following proposition,
originated from (PAPAVASILIOU, 2018)):

Proposition 2.2.1.

Given a minimization stochastic linear program, it holds that:

WS < SP.

Proof  For every w, z(x*(£),€) < z(x*, ), where z* is the optimal first-stage stochastic

programming solution. One can take expectations on both sides to obtain WS < SP.

O

The second inequality compares EEV and SP. It also originates from (PAPAVASIL-
[OU}, 2018) and is shown as follows.

Proposition 2.2.2.

Given a minimization stochastic linear program, it holds that:

SP < EEV.
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Proof Reminding that z* is the optimal solution of
min E[z(z, §)],

one can easily see that the vector 2*(£) is a solution for the same minimization problem.
Therefore, min, E[z(z,¢)] = SP < EEV = min, E[z(z(£), £)].

These inequalities are summarized in Figure [6]

Figure 6: Relations between WS, SP, and FEV .

EVPI VSS

WS SP EEV

2.2.2 Multi-stage stochastic programming

After introducing some of the main concepts of two-stage stochastic programming, it
is possible to move to multi-stage models. The main references to the concepts presented
in this subsection are lecture notes from Papavasiliou in (PAPAVASILIOU] 2018) and the
work of Escudero et al. in (ESCUDERO et al., 2007)).

Scenario trees and lattices

Before presenting multi-stage stochastic programs, it is important to know how un-
certainty is modelled in these models. Considering that the system can be modelled as a
Markov decision model, one can define a set S; at each stage t = 1, ..., H of the problem
and the sample space as @ = 57 x -+ x Sy. The probability space (2, Ay, P) can then
be defined, where Ay = 29 is the total set of events at stage H and PP is a probability

measure on these events.

Multi-stage stochastic programs can be also defined in more concise representations
than their probability spaces. One of these representations is the scenario tree. Before

defining a scenario tree, it is important to present the concepts of tree and rooted tree,



o7

described as follows using the definitions from (PAPAVASILIOU, [2018]).

Definition 2.2.7. Tree

A tree (N, E) is a connected acyclic graph, where N denotes its nodes and

E denotes its edges.

Definition 2.2.8. Rooted tree

A rooted tree is a tree in which there exists a unique node that is singled

out. This node is designated as the root.

Once rooted trees are defined, it is possible to define a scenario tree, whose definition

originates from (PAPAVASILIOU, 2018).

Definition 2.2.9. Scenario tree

A scenario tree is a rooted tree which is used in multi-stage programs for
describing uncertainty in a model. The nodes of a scenario tree represent
histories of realizations of the random input &y = (&,...,&), with each
node characterized by a unique time index. The edges represent transition
probabilities from a history & € Zpy in stage ¢ to a history {41y € ZErpays
where = = Z; X - -+ X Z;. The root of a scenario tree corresponds to the

first stage t = 1.

Denoting wy) = (w1, ...,w;) as an index in the set E = E1 X -+ X By, where w; is an
index in the set =;, the definitions of ancestor and descendants of a node can now be pre-
sented and are shown as follows, based on the definitions presented in (PAPAVASILIOU]
2018).
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Definition 2.2.10. Ancestor (of a node)

The ancestor of a node wyy, denoted as a(wp)), is the unique adjacent node

which precedes wyy, i.e.

a(w[t]) = {w[t_l} : (w[t_l},wm) - E}

Definition 2.2.11. Descendants (of a node)

The descendants (or children) of a node wy), denoted as c(wy), correspond
to the set of nodes that are adjacent to wy and are indexed by a subsequent
time stage, i.e.

c(wm) = {w[tﬂ] : (w[t],w[tﬂ]) - E}

An alternative way to represent a Markov process is a lattice, described by the follow-

ing definition from (PAPAVASILIOU] [2018)).

Definition 2.2.12. Lattice

A lattice consists of

i a set of nodes, each of which is characterized by a time stage, and each

of which corresponds to a realization of &;

ii a set of edges connecting all nodes in stage ¢ to all nodes in stage t + 1,

corresponding to transition probabilities.

While the nodes of a scenario tree represent a history £, the nodes of a lattice

represent the realization & of a process. Figure [7]illustrates these two representations.
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Figure 7: Graphical representations of a scenario tree and a lattice. (PAPAVASILIOU]
2018) Ome can see that a lattice is a compact version for displaying the realizations of
uncertainty while a scenario tree contains an exponential number of nodes.

(b) Lattice

(a) Scenario tree

Multi-stage stochastic linear programs

After presenting how uncertainty is modelled in multi-stage stochastic programming,
it is possible to describe a multi-stage stochastic linear program (MS-SLP). Considering
a finite set of outcomes 2 and a probability space (£2,2% P), the following extensive

formulation of an MS-SLP is presented.

Model 2.2.2. Multi-stage stochastic linear program

min ¢’y + E[min e (w) zo(w) + - 4 cg(w) z g (w)]

S.t. Wlxl = hl,
Ty (w)xy + Wa(w)za(w) = ha(w), w e Q,
Ti1(w)wemr + Wiw)zy(w) = Iy (w), w €,
Ty (w)rg—1+ Wr(w)zn(w) = ha(w), w €,

x>0, x4(w) >0, t=2,..,H weN.
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In this model, &7 (w) = [c] (w), hl (w),vec(TE | (w)), vec(W (w))] is the random input

and z; is the decision vector at stage t.

Multi-stage stochastic MILPs

Once MS-SLPs are defined, it is possible to move to multi-stage stochastic mixed-
integer linear programs (MS-SMILPs). Considering that each decision vector x; can be

denoted as

and that the set of stages is denoted as T, it is possible to write the following extensive

formulation for MS-SMILPs.

Model 2.2.3. Multi-stage stochastic MILP

min ¢’z + E[min ¢ (w) 2o (w) + - - + cg(w) ry(w)]

s.t. Wll'l = hl,
Ti(w)z + Wa(w)za(w) = ha(w), weQ,
Ti1(w)xi—1 + Wi(w)ze(w) = he(w), w e Q,
Ty 1(w)exg—1+ Why(w)ry(w) = hy(w), w e Q,
r1 >0, x(w) >0, teT, we,
29 € 40,1}, for some j; € {1,...,n1},

:L‘,Ejt)(w) e {0,1}, for some j, € {1,...,n,},t € T.
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Performance of multi-stage stochastic programming solutions

Extending the parameters V.S'S and EV PI to multiple periods is not straightforward.
In particular, it is not clear which variables must be fixed in the WS model and at which
stages the decision variables should be fixed in the EEV model. However, there are
studies to understand the best way to extend these concepts to the case of multi-stage

stochastic programs. The approach used in this work has as main reference the work from
Escudero et al. in (ESCUDERO et al., 2007).

Starting with the wait-and-see value, a trivial solution would be to fix only the first-
stage decisions. However, as shown in (ESCUDERO et al., [2007)), this procedure can lead
to a paradox in some cases. WS models should, then, involve the models of all possible
scenarios and consider that they are completely independent. This way, the wait-and-see
value considered in this work is the solution of the perfect foresight model. Denoting S
as the set of all possible scenarios and |S| as the total number of scenarios, the perfect

foresight model for an MS-SMILP is shown as follows.

Model 2.2.4. Perfect foresight model of an MS-SMILP

. 1
min E |:CTZC173 44 Cg,st,s
s.t. Wlxl,s = hl, S € S,
Tl,sxl,s + WQ,st,s = h?,sa s € Sa
T;f—l,smt—l,s + Wt,sxt,s - ht,s; ERS Sv
THfl,stfl,s + WH,st,s = hH,s; s € Sa
T > 0, teT, se s,

:L,East)(w) e {0,1} for some j, € {1,...,n4},t € T, s € S.
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Considering WS as the solution of the perfect foresight model, the inequality W.S <
SP is still valid for the same reasoning as the one presented in Proposition [2.2.1 The
EV PI for multiple periods is defined as before (see Definition . Moving to EV, the
following definition is similar to the one for two-stage stochastic programs and is based

on (ESCUDERQO et al., 2007).

Definition 2.2.13. Ezpected value problem (of a multi-stage stochastic pro-

gram)

Denoting &z = (&1, ..., &) as the expected (or mean) value of the random
parameters for all the stages, the expected value problem of a multi-stage

stochastic program is written as

EV = min z(x, ...,xH,E[H]).

The solution of the expected value problem is denoted as z* = (z7, ..., x};). In (ESCUD-
ERO et al., 2007)), EEV is defined for each stage t and therefore is slightly different from

the two-stage case. This definition is shown as follows.

Definition 2.2.14. Ezpected value of using the EV solution (for a multi-

stage stochastic program)

The expected value of using the EV solution at ¢ for t = 2,...,T is the optimal
value of the stochastic model (2.2.3)), where the decision variables until stage
t1, (x1,...,z4), are fixed at the optimal values obtained as solution of the

average scenario model.

)
Model 2.2.3]
s.t. T = 77,

EEV, = z2(§) = a3, V€ E€E,

xt—l(é) = x:—b V¢ € E.
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In this work, the focus will be on EEV}y, the expected value of using the EV solution
at H, the last stage. For this case, the inequality shown in Proposition [2.2.2]is still valid
(for the same reasoning) and the value of the stochastic solution at H, denoted as V.S Sy,

comes from Definition 2.2.6}

VSSy = EEVy — SP.
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3 A NEW MULTI-STAGE STOCHASTIC MILP
APPROACH

This chapter is devoted to presenting a new multi-stage stochastic MILP approach to

optimize the reserve price in (single-item and generalized) second-price auctions.

First, the rules and details of the auctions considered in this work are explained. The
main assumptions are highlighted and the stages are illustrated by scenario trees. The

simplified versions of the auctions resulting from these assumptions are formalized.

Next, the focus is set to the formulation of the models. Starting with the single-item
case, the objective function and the constraints are explained in details. It is also shown
how the model is modified to become a MILP. This model is then extended to rank-by-bid

and rank-by-revenue GSP auctions.

Finally, the single-item case is further analyzed. Considering four other approaches
to choose the reserve price in second-price auctions (including the optimal reserve price
if the budget constraints were ignored), it is shown that the optimal value from the
proposed model always leads to greater or equal revenues for the publishers, considering

the presented assumptions.

3.1 Auction rules and details

This work focuses on optimizing the reserve price in second-price and GSP sponsored
search auctions in order to maximize the revenue of a publisher. To do that, these auctions

are modelled as MS-SMILPs. It means that they still follow the rules seen in their game-

theoretic models (see Subsections [2.1.2/and [2.1.3)), but they are not modelled as infinitely

repeated Bayesian games. It is then assumed that these auctions can be described as a
Markov decision model with stages t = 1,..., H. Modelling the auctions as multi-stage
stochastic programs allows the addition of new constraints that may affect the auctions.

In this work, the advertisers’ budget constraints are added to the model.
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The case considered here is the one in which the reserve price is kept as a secret.
As explained in Subsection [2.1.3] by not announcing the reserve price to the advertisers,
a seller can increase her revenues. The uncertainty comes from the advertisers’ bids at
stages t = 2, ..., H, in which the auctions happen. It is considered that each advertiser has
a bid distribution for each of these stages, a commonly seen assumption. (SHEN et al.,
2020) It is also assumed that these distributions can be learned by the publisher and that
they can be approximated by discrete distributions. (YANG; XIAO; WU, 2020) Moreover,
the advertisers’ budget constraints are considered to be known by the publisher, which

indeed happens in real sponsored search auctions. (ABRAMS| 2006)

Second-price auction

Starting with the single-item second-price auction, Figure [§| illustrates its scenario
tree. At stage t = 1, the publisher decides the reserve price of the auction that will run
at t =2. At t = 2,..., H — 1, the winner of the auction (if any) is chosen according to the
rules of the auction and the reserve price of the following auction is also decided. Finally,

at t = H, the only decision is the winner of the last auction.

Figure 8: Scenario tree of a (single-item) second-price auction. Note that the reserve
prices are chosen at t = 1,..., H — 1 while the winners are decided at t = 2, ..., H.

t=H-1
t=2 . . . ® Ip. \ *  winner
. * winner

* winner

* Ip.
* winner
* winner

. rp. * winner

There are some simplifications done to model the single-item second-price auction as
an MS-SMILP. An advertiser may bid more than her budget left. However, if an advertiser
has the highest bid but does not have enough budget left to pay it, there is no winner.

Moreover, it is considered that the number of advertisers during the stages is constant.

The version of the second-price auction considered in this work is summarized as

follows.
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Definition 3.1.1. Simplified version of the second-price auction

The second-price auction considered in this work can be described as a
Markov decision process happening at stages t = 1, ..., H. This auction is

detailed as follows :

The auctions run at stages t = 2, .., H;
There is a single item being auctioned;

The advertisers ¢ € I participate in the auction during all the stages,

and no new advertiser join them at any of these stages;

Each advertiser i has a (fixed) maximum budget B; to be spent during

these stages and this information is given to the publisher;

At t = 1,...,H — 1, the publisher chooses the reserve price r; for the
auction that happens at stage t + 1;

At t = 2, ..., H, each advertiser i makes a random bid b(:?] drawn from

a known discrete distribution;

For advertiser ¢* to win the auction at ¢t = 2, ..., H, her bid at ¢ needs
to be the highest among all the bids and above the reserve price r;, and
she must have enough budget left to pay for it. If there is no advertiser

satisfying these conditions, the auction at ¢ has no winner;

If +* wins an auction, she pays the maximum between the second-highest

bid and the reserve price.

GSP auction
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The stages for the GSP auction are similar to the ones presented for the second-price

auction. At stage t = 1, a single reserve price is decided. The use of a single reserve price

is more common than the use of specific reserve prices for each item in GSP sponsored
search auctions. (YANG; XIAO; WU, 2020) At t = 2,..., H — 1, the winners of items

k=1,..., K (if any) are chosen according to the rules of the auction and the reserve price

of the following auction is also decided. At the last stage, t = H, only the winners of the
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last auction are chosen. A scenario tree representing these stages is shown in Figure [0

Figure 9: Scenario tree of a GSP auction. Note that the reserve prices are chosen at
t=1,..., H — 1 while the | K| winners are decided at t = 2, ..., H.

*  winners

1L,..K

* Ip.
¢ winners 1,

t=H-1
* winners
1,..K

e winners 1, .., K

* rp.
e winners 1, .., K

*  winners

1,..K

*  winners

° P L..K

* winners 1, ..., K

It is important to highlight that some publishers use different clearing rules when
auctioning their ad slots as GSP auctions. The payment and allocation rules already
described in Subsection [2.1.2| represent the so-called rank-by-bid GSP auction. However,
there is a version of the GSP auctions that is used by some publishers called rank-by-
revenue GSP auction, defined as follows as done in (QIN; CHEN; LIU| [2015)).

Definition 3.1.2. Rank-by-revenue GSP auction with reserve price

Considering that the click-through rate of an ad can be decomposed into a
position-discount term 6; and an advertiser-specific term ¢;, i.e. CTRy,; =
0rq;, and that bidders are numbered in the descending order of f; = ¢;b;,

where b; is the bid of advertiser ¢, the advertisers in a rank-by-revenue GSP:

e Are also ranked by descending order of f; = ¢;b;;

o If i < K, pay max{£ 7} = max{% 7.

Focusing on the clearing rules that had already been presented before (rank-by-bid
GSP auctions), the assumptions done to second-price auctions are straightforwardly ex-

tended as follows.
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Definition 3.1.3. Simplified version of the rank-by-bid GSP auction

The GSP auction considered in this work can be described as a Markov

decision process happening at stages t = 1, ..., H, where:

The auctions run at stages t = 2, .., H;
Items k£ =1, ..., K are being auctioned;

The advertisers ¢ € I, where I > K, participate in the auction during

all the stages, and no new advertiser join them at any of these stages;

Each advertiser 4 has a (fixed) maximum budget B; to be spent during

these stages and this information is given to the publisher;

At t = 1,...,H — 1, the publisher chooses the reserve price r; for the
auction that happens at stage t + 1;

At t = 2, ..., H, each advertiser ¢ makes a random bid bﬁ” drawn from

a known discrete distribution;

For advertiser ¢* to win item £ in the auction happening at ¢t = 2, ..., H,
her bid at ¢ needs to be the k-th highest among all the bids and above
the reserve price r;, and she must have enough budget left to pay for
it. If there is no advertiser satisfying these conditions, item k has no

winner at t;

If +* wins item k, she pays the maximum between the following highest

bid and the reserve price.
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The same assumptions and simplifications done to the rank-by-bid GSP auction and
formalized in Definition can be also done to the rank-by-revenue GSP auction. As

this extension is straightforward and for the sake of avoiding repetition, the simplified

version of the rank-by-revenue GSP auction will not be formalized.
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3.2 Model formulation

Once the main assumptions and details of the auctions are formalized, it is possible

to proceed to the formulation of their models.

3.2.1 Second-price auction

Starting with the single-item second-price auction, the objective of the optimization

model maximizes the expected total revenue of the publisher among all the auctions:

maXZEW[t [va[t “it Z awh w }

el i€l

w
where z, |

is a binary variable which is equal to 1 if advertiser ¢ wins auction ¢ and pays
the second-highest bid (otherwise it is equal to zero), y:: i is a binary variable which is
equal to 1 if advertiser ¢ wins auction ¢ and pays the reserve price (otherwise it is equal
to zero), r?ﬁ“{[t]) is the nonnegative reserve price chosen at time ¢t — 1 (for the auctions that

occur at t), and v;}’[;] is the uncertain second-highest bid at time ¢.

As the second-price auction has only one item, there can only be one winner per

auction, which is represented by the following constraint:
i

To ensure that the auctions follow the rules described in Definition the following
constraints allow only the advertiser with the highest bid to win and just let her win if

her bid is higher or equal to the reserve price:

bis' > iy +yures i€ 1t > 2wy € Qp,
b:jl[f] > (:UZI[E] + yzt[t])rfg[t]), el t>2 wy € Qpy,

where bﬁt] is the uncertain bid of advertiser ¢ at time ¢ and vfftt] is the uncertain highest
bid at time ¢. To make sure that the winner will pay the maximum between the reserve
price and the second-highest bid, the following constraints are added:

Ty ?(u{[t) <z vyy, €1t > 2wy € Qp,

Wit

2,0
Wiy a(wpy) .

sy <yt i€ 1,t>2,wy € Q.

Finally, it is important to ensure that the advertisers do not spend more than their budget,
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which is done by the following sets of constraints:

Bg]:Bh ZGI,UJ[HEQD],
B;jtm = BZE‘?{” — (vg[t”xzt + t(l )yﬁ”>, i€, t>2wy € Qy,
B;ﬁt] >0, iEI,tZQ,meQM,

where B, is the total budget of advertiser i and Bz)tm is the budget left for advertiser 7 at
the end of period t. With that being explained, the model is shown as follows.

Model 3.2.1. Multi-stage stochastic program for second-price auction

T
MLE:ﬁ?+£P§1 : t>2,wn €  (32)
xﬂ”rfﬁu{[t]) <z, i€l t>2wy € Qy, (3.3)
Y vay < yiihr afwm), el t>2 wy € Qpy, (3.4)
B;}' = B, i€lwy €y, (3.5)
stt[t] = BZEi[{]) — (Uzt I+ ra(w[t])y;df >, i€l t>2 wy € Qpy, (3.6)
B >0, i€1,t>2,wy € Qy, (3.7)
ﬁyzcﬁm+gywﬁh i€l t>2,wy€Qy,  (38)
b > (a1 4ty iet>2wy ey, (39
z, e {0,1}, i€l t>2,wy€Qy, (3.10)
yis € {0,1}, i€l t>2,wy€Qy, (3.11)
r >0, i€l t<T—1lwy€Qy (3.12)

Model [3.2.1], however, has nonlinearities and therefore is not an SMILP. These nonlin-
earities are seen in the objective (3.1]), in constraint (3.3]), in constraint (3.4)), in constraint

(3.6, and in constraint ((3.9)).
a(w t])

. oy wre
These nonlinearities are due to the terms r, "’y 17 and e 1“])

Zt , products of two

variables of the model. In order to obtain an SMILP problem, which allows the use of
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specific algorithms to solve it, these terms can be linearized. It can be done by introducing

new variables and constraints. Denoting these new variables as zzt and u; ?], they are

defined by:

zﬂ” = rfgm)y:f], i€l t>2,wy € Qp,
uﬁt] = rf&)m)ng], i€ 1t > 2wy € Q.

It is also necessary to add some new constraints to obtain an SMILP that corresponds to
Model . For the variable z; [t] , the following constraints are added:

Z;},Et] < Mt?/ﬂth t> 27(,U[t] € Q[t},
Z;jit]207 ZEI,t227w[t]€Q[t}7
Zﬁt] < TGEW[t]), el t> 2,w[t] € Q[ﬂ,
th] > Tf_‘*l’[t]) —(1- w[t])Mt, i€l t> 2wy € Q.

where the Big M method is used when defining M, as large positive penalty constants. It
is important to choose these constants carefully, as large values of M; can cause branch-
and-bound solvers (such as Gurobi, which will be used to solve the model in Chapter |4)
to make slow progress solving MIPs. This occur because large constants lead to loose
bounds, which, in turn, make it hard for the solver to prune nodes based on objective
values, and so more nodes need to be examined, slowing the solution process. For this
model, M, is chosen as the highest possible bid at stage ¢, which we believe to be the

smallest possible choice for the constants. The same technique is used for u; !, leading to

1t’

the following constraints:

uﬂt] < Mz,

u; ' >0, i€l t>2wy € Qpy,
ul <, i€ lt> 2wy € Q,
u‘f}t] > rffoi“]) —(1— xﬁ”)Mt, el t>2wy € Qpy

Finally, considering that the bid distributions for each advertiser are finite, the objective

can be rewritten as:
maxz Z W[t [Z%tﬂ Wt]+z w[t]].

t>2 w[t]eﬂ[t] el el

It is possible now to formulate the problem as an MS-SMILP. A list of the entire nomen-
clature of this model can be found in Appendix [A]
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Model 3.2.2. MS-SMILP for second-price auction

LA} w
max E E P t] [ E /UQtt [t + E Zt:|
x7y7u7Z7T7B
t>2 Wi [t] iel iel
s.t. E :Eit <,
i€l
Wit] wit] ) @i
Uip STy Ugy s
Wit], @t Wit
Yit Vor < Zip s
Wi
Bz’,l = B,
Wit] ‘*’t]

Bﬂt] = glew) _ (v

i)
bi,t
]
b'L,t
)
Zit
i)
it
i)
it
d Ul
uz t

)

t,t—1

Wit Wit
> (xi,t T Yis )Ul,t

2t

“It)

“l]

Y

+ %)

t>2,wpy € Q,

i€l t> 2wy € Qy,
i€l t>2,wy €y,

i€ I,wp € Qp,
i€ 1,t>2,wy € Qpy,
i€ 1,t>2,wy € Qp,
ielt>2wy € Qy,
i€l t>2,wy € Qy,
i€l t>2wy € Qy,
i€ 1,t>2,wp €y,
i€l t> 2wy € Qy,
i€ lt> 2wy € Qy,
iel,t>2,wy € Qpy,
i€ 1,t>2,wp € Qy,
i€l t>2,wy € Qy,
t<T—1,wy € Qy,
i€ lt>2wy € Qy,
i€l t> 2wy € Qpy,

1€, t>2,wy € Qp.

Model does not have fixed recourse: see, for example, that v;[tﬂ multiplies :L“{:][:]

n

constraint (3.18). However, it can be seen as a mixed-integer linear program (MILP),

with a linear objective function, linear constraints, and some variables restricted to be

integer (in this case, binary), and specific algorithms for this type of problem can be used.
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3.2.2

GSP auction

Model extends Model to a rank-by-bid GSP auction.

Model 3.2.3. MS-SMILP for rank-by-bid GSP auction

max
m’y?”?’Z?T’B

s.t.

2. 2 P

t>2(IJ[t€Q[]
§ 'x kt+yzkt
el

Wiy Wit |, @]
Uit S T gt Vpin 4

i€l keK

<1,

(l./[t
yzktvk—l—lt zkt’

Z zkt+y2kt — 1’

keK
WI1]
Bi,l

<Z

= Bia
Ba(ww)

Wi
Bi,t = D
keK

b“’[t] >

> ( Wit w[ﬂ) wit]

zkt+ylkt kit
w[,

i)
b‘ >u zkt+ zkt’

zkt <Mtyzk:t’

Wit] a(w[t )
Zike STe1

W] a( [t)
zkt >

U]
U, ikt < Mtﬂf

(.U[t

(1 - yzkt)Mt7

Wiy
i,k,t)

Wiy a(wp)
Uiy STeo1 s

Wit (w[t])
Uspy =T

zz]t < {O 1}
W[t > O

"J[t]

(1 'th)Mt’

i)
zkt ZO

zkt>0
B; !

>0,

w[t

Wiy
W) Uk;+1 tLi kot

keK

2D

i€l keK

- <ka+1t zkt+z zkt)

Wiy
zkt

|

ke K,t>2wy € Qpy,

ke K,icl,t>2wy € Qy,
ke Kiielt>2wy € Qy,

i €1,t > 2wy € Qp,

1€ I,w[l] € Q[1],

icl,t>2wy € Qpy,

ke K,iclt>2wy €y,
ke K,iclt>2wy €y,
ke Kielt>2wy € Qy,
ke Kielt>2wy € Qy,
ke K,iclt>2wy €y,
ke Kiiel,t>2wy € Qpy,
ke Kielt>2wy € Qy,
ke K,iclt>2wy €y,
keK,iel,t>2wy € Qy,
ke Kielt>2wy € Qy,

t<T— 1wy € Qpy,
ke K,iclt>2uwy €y,
keK,ielt>2wy € Qy,

i€, t> 2wy € Q.
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The constraint ) ;2 1 + yz kt < 1 guarantees that advertiser ¢+ wins at most one item
at t. The entire nomenclature of the model is shown in Appendix [A]l The model can be

also extended to a rank-by-revenue GSP auction, which is shown as follows.

Model 3.2.4. MS-SMILP for rank-by-bid GSP auction

w[t

EEM OB DERNID 9 S TS 90 9k
1>2 wiy ey iel kerx kit i€l keK
sty @ e <1, ke K t>2,wy € Qy,
el
iy < Ty Sitt e ke Kielt>2uwy €y,
yz,[;]tkaltgzu[j]t, ke Kiel,t>2wy € Qy,
invk,tjtylktgl i€l t>2,wy € Qpy,
keK
B =B, i € I,wy) € Quy,
Wiy
B = B (Z fkcf[ft T Y ﬁit) i€ 1,t>2,wy € Qpy,
keK qkt keK
aibt 2 (i, + Yoo fid ke Ki€lt=>2wy€Qy,
bt > g + 2 ke Kyiclt>2wy€Qy,
oo < My, keK,i€lt>2uwyeQy,
}gl < o), ke K,iclt>2wy € Qpy,
20 > ) (M, ke Kielt>2wy ey,
ugiy < My, ke K,i€lt>2uwy€Qy,
uiz]tgrt(lt]), ke Kiiel,t>2 wy € Qpy,
o>y ( ”) — (1= )M, ke Kiielt>2wye Qy,
Zkte{o 1}, ke Kiiel t>2wy e Qy,
yl,[;]tG{O,lL ke K,iel,t>2wy € Qy,
>0, t < T — 1wy € Qpy,
u i, >0, ke Kiielt>2wy e Qy,
2o >0, ke K,i€lt>2wy € Qy,

B;' >0, i €1t > 2,wy € Q.
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The main changes in this model are the allocation and the payment rules (see Def-
inition . The parameter : [t” is the k-th highest f; = ¢;b; for all advertisers and

represents the allocation parameter. Therefore, the winner of item k& pays the maximum
“[t]

between fkj[il‘t and the reserve price at stage t.
q

k,t

3.3 Analysis of the model

Once the models are presented, it is important to analyze their validity. As Mod-

els [3.2.3] and [3.2.4] respectively for rank-by-bid and rank-by-revenue GSP auctions, are
extensions of Model the analysis will be restricted to the last and simplest model.

This analysis will be done by comparing the proposed model to four different ways of

choosing the reserve price:

e No reserve price;

Reserve price equal to the last highest bid;

Reserve price equal to the smallest possible highest bid;

Not considering the advertisers’ bids.

Starting with the approach of not setting a reserve price, the following is proposed.

Proposition 3.3.1.

Denote the optimal value of Model as w* and the average revenue when
not setting a reserve price as wz‘l). When considering the auction described

in Definition [3.1.1], the following inequality holds:

— %k *
w2 wy-

Proof  The approach of not setting a reserve price can be seen as adding the constraint

Wit

Ty =0 wt<T- 1, wy € Q to Model . Denote F as the feasible set of Model
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3.2.2l Moreover, denote FM) as the feasible set when adding the mentioned constraint,

*

which has () as optimal solution. Thus, it can be seen that
FUVCF = njy e F = 0" >wj),.
O

The second approach used as benchmark is setting the reserve price as the highest bid
of the previous auction. It represents the situation where a publisher considers that the
highest bid at stage t + 1 could be the same as the one at stage ¢, and therefore fixing the
reserve price at this value would make the winner pay exactly her valuation for the item.
At stage t = 1, as there is no previous auction, it is considered that the reserve price is

set as zero. The following proposition is presented for this situation.

Proposition 3.3.2.

Denote w* as the optimal value of Model and wz‘z) as the average
revenue when setting a reserve price of 0 at stage ¢ = 1 and a reserve
price that equals the highest bid at t — 1 for stages t = 2,...,T — 1. When
considering the auction described in Definition|3.1.1] the following inequality
holds:

Proof  Setting a reserve price of 0 at stage ¢ = 1 means adding the constraint T’(fm =

0 Vwp € ). Moreover, choosing the reserve price as the previous highest bid can

. . w al\w
be seen as adding the constraint r, " = vl( )

Vit =2,..,T — 1,wy € Q. Denoting
F@) as the feasible set when adding the mentioned constraints, which has 7r2‘2) as optimal

solution, one can see that
FOCF = nj) e F = 0" > wp,.
O

The third approach considered is setting the reserve prices at t = 1, ..., T — 1 as the
smallest possible highest bid among all scenarios at stage t + 1. This approach is based

on the following reasoning:
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e The publisher wants to make sure that there are no potential winners lost by setting
the reserve price too high. Then, the reserve price needs to be smaller or equal to

the highest bid in all possible scenarios;

e Still, the publisher wants to minimize her losses due to setting a reserve price that
is too low. Therefore, she sets the highest possible value which avoids losing a

potential winner: the smallest possible highest bid at that stage.

For this approach, the following is proposed:

Proposition 3.3.3.

Denote w* as the optimal value of Model and wzk?’) as the average
revenue when setting a reserve price at stages t = 1,...,T — 1 that equals
the smallest possible highest bid at ¢ + 1. When considering the auction
described in Definition [3.1.1] the following inequality holds:

et *
W = W)

Proof  Setting a reserve price that equals the smallest possible highest bid can be seen as
adding the constraint r, " = M () ey vfffﬂ) Vt=1,...,T — 1,wy € Q. Denoting
FB) as the feasible set when adding the mentioned constraint, which has WZ‘S) as optimal

solution, one can see that
3 T * T —x *

O

The last benchmark is the case where the budget constraints are not taken into ac-
count by the publishers when optimizing the reserve prices. Keeping the rules described
in Definition 3.1.1] when an advertiser’s budget left is not enough to pay the item’s price,

the publisher may lose a winner. A proposition for this case is presented as follows.
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Proposition 3.3.4.

Denote w* as the optimal value of Model and wa) as the average
revenue when optimizing the reserve price while ignoring the advertisers’
budgets. When considering the auction described in Definition the
following inequality holds:

Proof  Even if the reserve prices are set as the optimal ones when ignoring the adver-
tisers’ budget constraints, they still need to be respected. The other constraints of Model
also need to be respected, as they represent the rules of the auction. This way, this
is a feasible solution of Model 7 but not necessarily the optimal one. Denoting WEZ)

as this solution, one can see that
O

Once it is shown that the optimal value of Model is at least as good as the
revenues using the proposed approaches, it is important to prove that it may lead to
strictly better outcomes. This will be done in the next chapter by presenting a numerical

example and results of simulations.
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4 NUMERICAL EXAMPLE AND
SIMULATIONS

This chapter focuses on the application of the proposed model for single-item second-
price auctions. It is divided in two sections: the first one presents a numerical example

and the second one shows the results of simulations.

The numerical example allows the reader to understand all the computations and
analyses of the model. After presenting its characteristics, all the steps to compute its
performance are shown and it is compared with the four other benchmarks considered
before. It illustrates a case where the optimal reserve prices obtained from the proposed

model lead to a better revenue for the publisher than the other approaches.

In the second section, results from simulations are presented, also focusing on eval-
uating its performance and comparing it with other approaches. Moreover, it is shown
that the number of simplex iterations to solve the problem grows exponentially with the
number of scenarios. Two different procedures to apply the relax-and-fix heuristic to the

proposed model are also explored.

4.1 Numerical example

After formulating and analyzing the model, a numerical example for the single-item
second-price auction will be shown (as a reminder, the models for GSP auctions are
extensions of this model). A simple example was selected to clearly illustrate the results
and to have a reasonable computational time. Two main analyses will be done for this
example. First, the performance of the solutions of the model (V. SS and EV PI) will be
analyzed. Then, a comparison of the results of the model with the approaches presented

in Section [3.3|will be made (showing a case where it indeed has a better performance than
these approaches, as a complement to Propositions to (3.3.4)).
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4.1.1 Characteristics

The situation considered involves two advertisers, named Advertiser A and Advertiser
B, bidding in three auctions (at stages t = 2,3,4). Their budgets and possible bids are
presented in Table

Table 1: Budgets and possible bids for advertisers A and B.

t=2 t=3 t=4
Bids Prob | Bids Prob | Bids Prob
$3.00 50% | $3.50 50%
$4.00  50% | $6.00  50%

$3.50 100% | $5.80 100%

Budget

Advertiser A $11.70 | $2.50 100%

$2.00  50%
$3.00  50%

Advertiser B $11.00

From Table [1] it is possible to obtain the parameters B; = 11.7 and By = 11. The

other parameters are presented in the scenario tree shown in Figure [10]

Figure 10: Scenario tree with the chosen parameters (numerical example).

b ;=35 b, =58
vy, =58 1v,, =35

by, =60;b,, =58

50% Dy = 60; vy, = 58

b;=30;b,, =35
Vi, =35 v,, =30

by, =35;b,, =58
V2 = 5.8; Voo = 35

by, =25 by, =20
vy, = 25,15, =20 50%

by =6.0; b, =58

50% Vip = 6.0; 1,y = 58

b, =40;b,, =35
vy, =40;v,, =35

b, =35;b,, =58
V12 =581, =35

by =60;b,, =58

50% vy, =6.0;1,, = 5.8

b, =30;b,, =35
v, =351, =30

b, =35 b, =58
Yy, =58v,, =35

= b, =60;b,, =58
b, =40; b,, =35 50% v, =60;v,, =58
vy, =40;v,, =35

From Figure [10] it is possible to see that there are eight possible scenarios at ¢t = 4

b, =25 by, =30
V2 =3.0;v,, =25 50%

(nodes 4.1 to 4.8) happening with probability 0.125. The reserve prices are chosen at

stages t = 1, 2,3 and the winners of each auction are decided at t = 2, 3, 4.
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4.1.2 Performance

The performance of the model will be evaluated according to two main metrics: the
expected value of perfect information, EV PI, and the value of the stochastic solution
at stage 4, V.SS,. As explained in Subsection [2.2.2] it requires the computation of the
following solutions: the stochastic programming solution (SP); the wait-and-see solution

(WS); and the expected value of using the E'V solution at stage 4 (EFEV}).

These solutions were obtained by solving different mixed-integer linear programming
(MILP) problems. The problems were implemented using the programming language
Julia and solved using the Gurobi solver, which generally solves MILP problems using a

linear-programming based branch-and-bound algorithm.

SP solution

The SP solution was obtained by solving Model |3.2.2l The SP solution and the

number of simplex iterations taken to solve the model are shown in Table [2|

Table 2: SP solution and number of simplex iterations (numerical example).

Optimal value (SP) | Simplex iterations
$11.65 10622

Moreover, the optimal reserve prices chosen at ¢ = 1,2,3 are presented in Table 3],

where the labels of the nodes are the same as the ones shown in Figure [10]

Table 3: Optimal reserve prices of the SP solution (numerical example).

Node | Reserve price | Node | Reserve price | Node | Reserve price
2.1 $350 Lol o - 3580 |
3.2 $5.80
1.1 $2.40 b do e L9
2.2 $350 L33 .- 55.00 |
' 3.4 $5.80

WS solution

As mentioned in Subsection 2.2.2] the wait-and-see value considered in this work is
the solution of the perfect foresight model. Calling S the set of possible scenarios of the
problem (S = {4.1,4.2,4.3,4.4,4.5,4.6,4.7,4.8}), the perfect foresight model for Model
is shown as follows, where the superscript s represents each of the scenarios.
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Model 4.1.1. Perfect foresight model for second-price auction

max SN R(s)| Y wnal 47
xayzuvzﬂ'aB ’ ’ ’

SES t>2 el el

s.t. fovt—kyf’t <1, t>2,s€8,
iel
uf’t < mitv;t, 1el,t>2,s€S8,
YiVas < Zigs el t>2s€eSs,
B, =B, icl,ses,
By =B}, | — (vg’txf,t+zit), el t>2s€es,
biy > (7, +yi)viy, iel,t>2s€S,
biy = uiy + 274, el t>2s€,
ziy < Myyiy, el t>2,s€8,
ziy Sy, el t>2s€f,
zig 2 riy — (1 —yi) My, iel,t>2s€ebf,
ug, < Myxsy, iel,t>2s€b8,
ug, <ryq, 1el,t>2,5€8,
uj, > i — (1 — i) My, iel,t>2s€Sf,
xi, €{0,1}, iel,t>2s€S8,
y;, € 10,1}, iel,t>2s5€8,
re >0, t<T—1,5€8,
u;, >0, iel,t>2s€S8,
2, >0, 1el,t>2,s€8,
B, >0, el t>2,s€S

Table |4] shows the WS solution and the number of iterations taken to compute it.

Table 4: WS solution and number of simplex iterations (numerical example).

Optimal value (W) | Simplex iterations
$12.1375 422
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As detailed in Subsection computing FEV, demands solving the expected value

(EV) problem. The EV problem for the second-price auction is shown as follows.

Model 4.1.2. Expected value problem for second-price auction

max
x7y7u7Z7T7B

s.t.

[Z Vot + Z Zi,ti|

>2 el icl
E Tit +yir < 1,
icl

Ujp < X404,

YitU2t < Zig,

Bi,l = Bi7

Biy=DB;1 — (%,tﬂfi,t + Zi,t)7

Bi,t > (@it + Yir)V1s,

S

it = Wip + Zig,

zit < My, 4,

Zig ST,

Zig = Tio1 — (1 - yz‘,t)Mt,
iy < Myx,y,

Uip < Tp_1,

Uip = Ti—1 — (1 - Z'i,t)Mt,
ziy € {0,1},

yir € {0,1},

re 2> 0,

Usq ¢ >0,

zir > 0,

Bi,t 2 07

t>2,

iel,t>2,
iel,t>2,
iel,
ielt>2,
ielt>2,
iel,t>2,
iel,t>2,
iel,t>2,
iel,t>2,
ielt>2,
ielt>2,
iel,t>2,
iel,t>2,
iel,t>2,
t<T—1,
ielt>2,
ielt>2,

icl,t>2.
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In Model [1.1.2], b, = By, [0,"], 01, =

Ew[t] [

wie]
U1t

|, and vy, = E, [UQt] for all ¢t > 2.

Denoting r; as the optimal value of r; for the expected value problem, EEV, can be found

by solving the following model.

Model 4.1.3. Model for computing EEV, (second-price auction)

Wit Wit]

max Vgp T ¢

x7y7u’Z7T7B

2. 2 F

t>2 Wiy EQ[t
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In Model 4.1.3| the constraint r,

= r; ensures that the reserve prices of the E'V
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solution are fixed for t = 1, 2,3 when solving the model. First, the EV solution and the

number of simplex iterations required to compute it are shown in Table

Table 5: EV solution and number of simplex iterations (numerical example).

Optimal value (EV) | Simplex iterations
$11.80 19

It can be seen that the WS solution outperforms the SP solution, as expected (see
Proposition [2.2.1]). Moreover, solving this model requires solving 8 MILPs that are much
simpler than the stochastic problem, explaining why less iterations are required to com-

pute WS than to compute SP.

The small number of iterations demanded to find the EV solution can be easily
explained: while 8 MILPs were solved to find WS, only one MILP needs to be solved to
find V. Although its optimal value is greater than the optimal value of the stochastic
model, it solves a different objective. Therefore, to truly measure its performance, it is
necessary to compute the EEV solution (in this case, the EEV} solution), which is shown

in Table [0}, as well as the number of iterations required to find it.

Table 6: EEV} solution and number of simplex iterations (numerical example).

Optimal value (EEV,) | Simplex iterations
$11.2625 125

The number of iterations to obtain the K EV} solution is also smaller when compared
to the W.S solution. In order to compute EEVj, it is necessary to solve, for every s € S,
a linear program over x,y,u, z, and B, while to compute WS it is necessary to solve |S]
linear programs over these variables and also r. As expected (see Proposition , the
EEV, solution is smaller than SP.

The optimal values and the number of iterations to compute each solution are shown
in Figures [11] and [12] respectively.

EVPI and VSS,

Once SP, WS, and EEV, are computed, it is possible to obtain £V PI and V SS;.
Reminding that Model is a maximization problem, the expected value of perfect

information is given by

EVPI =WS — SP = 0.4875,
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Figure 11: Optimal value of each solu- Eigure 12: Number. of simple>.< itera-
tion (numerical example). As stated in tions for each solution (numerical ex-
Propositions P2.1] and P22, EEV, < ample). Computing SP is significantly
SpP < WS. more computationally demanding than

N EEV, and WS.

Solutions (numerical example)
12 Number of iterations (numerical example)
¢ EEV: e EEV, P T

meaning that the average revenue could be increased in $0.4875 (or approximately 4%)
if the information about the advertisers’ bids were certain. The value of the stochastic

solution at ¢t = 4 is given by

VSS, = SP — EEV, = 0.3875,

which means that the stochastic solution leads to an increase of $0.3875 in the average

revenue when compared to the expected value solution. These values are summarized in
Figure

Figure 13: Performance of the numerical example.

'55, = $0.3875 EVPI = $0.4875

EEV, = $11.2625 5P =$11.65 W5 =§12.1375

4.1.3 Comparisons

Once the performance of the model is evaluated for the given example, it will now be
compared with the four approaches detailed in Section [3.3| First, when considering the
case where no reserve price is set, the expected revenue at t = 2 is $2.25, at t = 3 is $3.25,

and at t = 4 is $4.65, leading to an expected total revenue of $10.15.

The second approach considered is setting the reserve price as the previous winning
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bid. The reserve prices chosen in this approach are shown in Table [7]

Table 7: Reserve prices for the second approach (numerical example).

t=1 t=2 =3
Node | Reserve price | Node | Reserve price | Node | Reserve price
2.1 §2.50 ool 83.50 |
3.2 $4.00
1.1 $0.00 @ b---odoo oo LR
2.2 §3.00  -oS ) 83.50 |
' 3.4 $4.00

In the second approach, the expected revenue at ¢t = 2 is $2.25, at ¢ = 3 is $3.25, and
at t =4 is $4.775, with an expected total revenue of $10.275.

Moving to the third approach, in which the reserve price is set as the smallest possible

highest bid, the reserve prices of the example are presented in Table [§

Table 8: Reserve prices for the third approach (numerical example).

Reserve price | Reserve price | Reserve price
$2.50 $3.50 $5.80

The third approach leads to an expected revenue at t = 2 of $2.50, at ¢ = 3 of $3.50,
and at t = 4 of $4.35, with an expected total revenue of $10.35.

Finally, the fourth approach (optimizing the reserve prices while ignoring the budget

constraints) leads to the solution shown in Table 0]

Table 9: Reserve prices for the fourth approach (numerical example).

Node | Reserve price | Node | Reserve price | Node | Reserve price
2.1 $350 Lol o - 3580 |
3.2 $5.80
1.1 $250  b-o---d-_ om0
2.2 $350 L33 - 3580 |
' 3.4 $5.80

It is possible to see that, in this case, the solution is the same as the one seen for the
third approach. Therefore, it leads to the same expected revenues at all time steps and

an expected total revenue of $10.35.

After computing the results of the four approaches used as benchmarks, it is possible
to see that the solution of Model leads to the highest revenue ($11.65). So, besides
always leading to greater or equal revenues when compared to these approaches (see
Propositions to , a case where the model actually leads to a better revenue is
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shown. The results of the model and of the benchmarks are shown in Figure Detailed

plots for each scenario are shown in Appendix [B]

Figure 14: Average revenue for each approach (numerical example). Model [2.2.2) - 2/ led to
the highest average revenue over the three auctions ($11.65).

~ Average revenue (numerical example)
12 A B

11111

Model 2.2.2 Approach 1 Appreoach 2 Approach 3 Approach 4

Average revenue (3)
=y (=] [==]

(]

4.2 Simulations

After presenting the numerical example in details, some simulations were done for
different numbers of auctions and sets of randomly-generated parameters (distributions
of the bids and budgets). The way these parameters were generated can be seen in
Appendix [C| In this section, the goal is to analyze the average performance of the model,
to observe how the number of simplex iterations varies with the number of scenarios, and
to compare the model with other approaches to choose the reserve price. Two ways to

implement the relax-and-fix heuristic to the proposed model are also detailed.

As in the numerical example, the implementation of the models was done using the
programming language Julia and they were solved using the Gurobi solver. The computer
used for the simulations has an Intel(R) Core(TM) i7-6500U CPU with four threads
at 2.50GHz and 8GB of RAM. As explained in Subsection [2.2.1] solving the stochastic
program is usually more computationally demanding than computing the other solutions
(which is the reason why they are considered as benchmarks). The stochastic program
could be solved in a few seconds when there were up to 8 scenarios. When 16 scenarios
were considered, the computation always exceeded the maximum time of 5 minutes chosen
for the problem, usually reaching more than a million simplex iterations. This way, 45
simulations were done, all of them with two advertisers per auction: 15 for the case with
2 scenarios (and one auction), 15 with 4 scenarios (and two auctions), and 15 with 8
scenarios (and three auctions). For these numbers of scenarios, the average number of

simplex iterations required to compute the solution of Model is shown in Figure [15]
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Figure 15: Average number of simplex iterations (simulations). One can see an exponen-
tial increase with the number of scenarios.

Average number of iterations (simulations)
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One can observe an exponential increase of the number of simplex iterations with the
number of scenarios, explaining why it was not possible to solve it for 16 scenarios within
5 minutes. This is due to the fact that the size of optimization problems derived from
multi-stage stochastic programs grows exponentially as the number of scenarios increases

(with more stages or more uncertainties within a stage).

4.2.1 Performance

The average solutions for 2, 4 and 8 scenarios are shown in Figure

Figure 16: Average solutions (simulations). For all the numbers of scenarios, the inequal-
ity FEEV g < SP < WS is satisfied.

Average solutions (simulations)

o B R

Average optimal value (%)
[=a]

4
Number of scenarios

As stated in Propositions and for all the numbers of scenarios, EEVy <
SP < WS, where H denotes the final stage. Therefore, their averages also follow the

inequalities.

The absolute difference between the averages of SP and EEVy, respectively denoted
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by SP and EEV y, was the greatest when the number of scenarios was 4. This difference
represents the average value of stochastic solution at stage H, V.SSy. For the simulations
with 2 scenarios (one auction and two stages), V.SS, = $0.32; for 4 scenarios (two auctions
and three stages), V.SS5 = $0.92; and for 8 scenarios (three auctions and four stages),
V' SS4 = $0.18. The greatest relative difference between SP and EEV ;; was also obtained
with 4 scenarios: the stochastic solution led to an average increase of approximately 20%

in revenues when compared to FEV 3.

When comparing WS (the average of WS among the 15 simulations) and SP, the
greater absolute difference between these solutions (representing the average expected
value of perfect information, EV PI) occurred with 8 scenarios. For the simulations
with 2 scenarios, EV PI = $0.13; for 4 scenarios, EV PI = $0.44; and for 8 scenarios,
EVPI = $0.49. The greatest relative difference between WS and SP, however, occurred
with 4 scenarios: having perfect information about the future would lead to an average

increase of approximately 8% in the publisher’s revenue.

For each number of scenarios, V.SSy and EV PI are shown in Figure

Figure 17: Average performance (simulations). EV PI is the greatest with 4 scenarios,
while V' SSy is the greatest with 8 scenarios.
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4.2.2 Comparisons

For each number of scenarios, the average revenue when using the optimal solution
of Model was compared to the average revenue when using the four approaches
presented in Section [3.3] This comparison is represented in Figure [I8]

For all the numbers of scenarios, it was possible to see that the revenues when using
approaches 1 and 2 were similar, and approaches 3 and 4 led to the same revenue. Using

the solution of Model led to the greatest average revenue for all the numbers of
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Figure 18: Average revenue for each approach (simulations). For all the numbers of
scenarios, the highest revenue was obtained when solving Model [2.2.2
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scenarios. For 2 scenarios, it led to an average revenue of $2.09, which is $0.22 (or
11.7%) greater than the second-highest revenue, obtained using approaches 1 and 2. For
4 scenarios, an average revenue of $5.51 was obtained when solving the model, representing
an increase of $0.57 (or 11.5%) from the second-highest revenue, using approach 1. Finally,
for 8 scenarios, the average revenue when solving the model was $11.72, which is $0.76
(or 6.9%) greater than the second-highest revenue, obtained using approaches 3 and 4.
From that, it is possible to see that taking the advertisers’ budgets into account when
choosing the reserve prices in second-price auctions may indeed lead to higher revenues

for the publisher.

4.2.3 Relax-and-fix

As mentioned earlier in this section, one limitation of the proposed model is the
exponential increase of the number of simplex iterations with the number of scenarios,
which limited the simulations to a maximum of 8 scenarios. Aiming to tackle this problem,
different heuristics can be implemented instead of solving the problem with the branch-

and-bound method.

In this work, the relaz-and-fiz heuristic proposed by (WOLSEY] 1998) was chosen,
as it has been successfully applied by a number of authors to speed MILP problems,
such as in (FEDERGRUEN; MEISSNER; TZUR, 2007) and (AKARTUNALI; MILLER|,
. In this heuristic, the set of integer variables in a MILP is decomposed in different

groups. First, the integrity constraints are only kept for one of these groups, while the

rest is relaxed to real numbers. This leads to a simpler MILP which is then solved. If
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the problem is unfeasible, the heuristic stops. If it is feasible, the variables that were
still restricted to integers are then fixed to their optimal values in the relaxed problem,
another group of variable is subjected to integrity constraints and the problem is solved
again. The procedure repeats by solving simpler MILPs until all the originally integer
variables are indeed integer. (DELVENNE; HENDRICKX| 2020)

One may ask, mainly when dealing with many integer variables, how to decompose
them in groups and how to decide the order in which they should be fixed. The proce-
dures used in this work are based on what was done in (TOLEDO et al) [2015). Two

divisions were made: grouping the integer variables by advertiser (subscript i) and by

stage (subscript t). The variables are fixed by increasing order of their subscripts. As
all the integer variables of the model are binary, when relaxed, they are still constrained
to be greater or equal to zero and less or equal to one. These procedures are illustrated
in Figures [19| and [20] for the case with two advertisers and three stages. Given the ma-
trix illustration, the decomposition by stage and advertiser are named column-wise and

row-wise relax-and-fix, respectively.

Figure 19: Column-wise relax-and-fix.
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Figure 20: Row-wise relax-and-fix.
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Both column-wise and row-wise relax-and-fix were implemented for the case with two
advertisers and three stages (again, for 15 simulations and with the same parameters as
before). As it is shown in Figure , the average computation time using the column-wise
relax-and-fix (69.5ms) was around 31% the average computation time to solve the MILP
with the branch-and-bound method (223.8ms), representing a significant gain. With the
row-wise relax-and-fix, however, the average computation time taken in the procedure
(590.7ms) was higher than the average computation time using the original method. A
possible explanation for this difference in the computation time is that the column-wise
procedure keeps as integer only a third of the originally integer variables, while the row-

wise procedure maintains half of them as integer.

Figure 21: Average computation time using different methods.
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As the heuristic does not solve the original model, it is expected that the revenue
obtained using it may be smaller. For both procedures, the average revenue was similar:
$10.41 for the row-wise and $10.45 for the column-wise relax-and-fix (approximately 11%
smaller than the average revenue when solving the original problem). This is a significant
loss, and Figure 22 shows that the relax-and-fix solutions are only greater in average than

the ones of approaches 1 and 2.

Despite the decrease in revenues when using the relax-and-fix heuristic, the gains
obtained in the computation time can be very important, mostly when the dimensions of
real problems are considered. When hundreds or thousands of scenarios are included in the
problem, decreasing the computation time in 69% might mean going from a useless to a
useful model in terms of its real applications. Moreover, we could see that, the smaller the

integer variables kept in each relax-and-fix iteration, the smaller the computation time.
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It can be expected that splitting the integer variables in smaller groups (and therefore
keeping less integer variables per relax-and-fix iteration), even better performances could

be attained.
Figure 22: Revenues of the relax-and-fix in comparison with other approaches.
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5 CONCLUSION

This chapter concludes the work done in this graduation project. First, it summarizes
what was done in the previous chapters, briefly explaining their contents and highlighting
what was added to the literature. After that, some ideas for future works on the framework
of this work are presented, both to improve the models themselves and to add value going

in other directions.

5.1 Summary

This graduation project presented a study of the optimization of the reserve price in
sponsored search auctions. Differently from what has been shown so far in the literature,
a multi-stage stochastic mixed-integer linear program was proposed, allowing taking the
advertisers’ budgets into account when choosing the reserve price. The context and the
state of the art on the topic are presented in Chapter [I], as well as the main contributions

of this work.

In Chapter 2] the mathematical background necessary to understand the development
of this work was presented. First, concepts related to Game Theory were explained.
Basic game-theoretic concepts relevant for the comprehension of auctions were presented,
followed by the usual approach of modelling auctions as repeated Bayesian games, focusing
on two types of auctions: second-price and GSP auctions. The introduction of reserve
prices in the mechanism of these auctions was also detailed. After that, as the model
presented in this work is an MS-SMILP, concepts of Stochastic Programming were also
explained. Starting with the simpler case of two-stage programs and then moving to
multi-stage cases, their meanings and formulations were detailed and it was shown how

their performances can be evaluated.

Chapter [3| was devoted to proposing and detailing the MS-SMILPs to optimize the
reserve price in second-price and GSP auctions. First, the main assumptions were ex-

plained and the rules of the auctions considered in this work were formalized. Then, the
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formulation of the model was presented for second-price auctions, and its extensions to
rank-by-bid and rank-by-revenue GSP auctions were also shown. In this part, all the
variables, parameters, constraints, and objective functions were explained in details, as
well as the manipulations done to obtain the models as mixed-integer linear programs.
Chapter 3| ended by proposing and proving that the solution of the proposed model for
second-price auctions always leads to revenues for the publisher that are greater or equal

to the revenues when using four other approaches to choose the reserve price.

Finally, a numerical example and results of simulations were presented in Chapter [4]
First, the example was shown in details, allowing the reader to understand all the com-
putations and analyses. Its characteristics were presented and schematized in a scenario
tree. Then, its performance was evaluated and the way that each metric was computed
was explained. The results of the example were then compared to the results of the four
approaches previously considered. This way, not only it was proven that the revenues
using the proposed model are always greater or equal to the revenues using these four
approaches, but also a case where it leads to a strictly greater revenue was shown. Af-
ter that, the performance of some simulations was also analyzed, and it was possible to
see gains when using the proposed the model in comparison to the other four approaches.
Moreover, the exponential increase of the number of iterations with the number of scenar-
ios was highlighted and explained. Trying to tackle this problem, two different procedures
to apply the relax-and-fix heuristic to the model were presented. One of them led to a
great decrease in the computation time, but at the cost of a significant reduction in the

average revenue.

It is possible to conclude, then, that the main objective of this work was attained. The
formulation of second-price and GSP auctions with reserve price as multi-stage stochastic
mixed-integer linear programs allowed including the advertisers’ budgets as constraints in
the model while maintaining the main characteristics and rules of these auctions. Under
the proposed hypotheses, the solution of the model for second-price auctions was proven
to always lead to revenues for the publisher that are greater or equal to the revenues
when using other approaches, including optimizing the reserve price without considering
the budget constraints. Moreover, by showing a numerical example and analyzing results

of simulations, it was possible to see an increase in the publisher’s revenues when using

the solution of the proposed MS-SMILP.
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5.2 Future directions

While this work has some noticeable contributions to the current literature on spon-
sored search auctions, there are many improvements that can be done to enhance its

results. Some of these improvements are listed here.

The first improvement is related to the assumptions made to build the model. In this
work, it is considered that if an advertiser has the highest bid and her bid is greater than
her budget left, the auction has no winner. To make the model closer to reality, one could
assume that, in this case, this advertiser would not participate in the auction or that she
would bid her budget left. This however requires further work to include these instances

in a multi-stage stochastic program.

Moreover, while this work presented simulations of second-price auctions with up
to eight scenarios, given the exponential increase of the number of iterations with the
number of scenarios and the limitations of the machine used for these simulations, it was
not possible to go further than that. One could work on simulating a model to optimize
the reserve price considering the budget constraints for larger scales. This would allow
considering more time steps, more advertisers, more uncertainties, and GSP auctions

(with more than one item).

Even though the budget constraint is one of the most common practical constraints
in sponsored search auctions, there are other instances that could be considered. One
example concerns adaptive pacing strategies, in which advertisers adjust the pace at which
they spend their budget according to their expenditures. One could work on adding these

other practical constraints in a model to optimize the reserve price.

Finally, it is important to highlight that this work proposes a model to optimize the
reserve price once the publisher has access to discrete bid distributions for each advertiser.
Further studies on how to estimate these distributions would provide a great complement

to the proposed model.
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APPENDIX A - NOMENCLATURE OF
THE OPTIMIZATION
MODEL

A.1 Second-price auction
Parameters

e B;: total budget of advertiser ;

) bﬁ]: bid of advertiser ¢ at time ¢ for realization wy;

vi[tt]: highest bid at time ¢ for realization wi;

v;[f]: second-highest bid at time ¢ for realization wy;

M;: highest possible bid among all scenarios at time .

Variables

e 1, ): binary variable which is equal to 1 if advertiser 4 wins auction ¢ for realization

wr and pays the second-highest bid, and is equal to 0 otherwise;

yl-f]: binary variable which is equal to 1 if advertiser ¢ wins auction ¢ for realization

wi and pays the reserve price, and is equal to 0 otherwise;

w . . . .
r, " reserve price at time t for realization Wit

BZ 1. budget left for advertiser 4 at the end of period ¢ for realization Wi

w w oy . . oy
u; " and z;": additional variables to remove nonlinearities.
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A.2 GSP auction

Parameters

e B;: total budget of advertiser ;

° bff]: bid of advertiser ¢ at time ¢ for realization wy;

° v;;[;]: k-th highest bid at time ¢ for realization wy,;

e M;: highest possible bid among all scenarios at time t;

° f: ¥ (only for rank-by-revenue GSP auctions): k — th highest allocation parameter
Ji = q;b; at time t for realization wy), where g; is the advertiser-specific term of the

click-through rate and b; is the bid of advertiser ¢;

o q:ft” (only for rank-by-revenue GSP auctions): k—th highest advertiser-specific term

of the click-through rate at time ¢ for realization wy,.

Variables

w . . . . . . . . . . .
o, Z’]t: binary variable which is equal to 1 if advertiser ¢ wins item £ in auction ¢ for

realization wy; and pays the following highest bid, and is equal to 0 otherwise;

e y, 2 binary variable which is equal to 1 if advertiser 7 wins item & in auction ¢ for

realization wy; and pays the reserve price, and is equal to 0 otherwise;

w . . . .
e 7, reserve price at time t for realization wig;

. Bftmz budget left for advertiser 7 at the end of period t for realization wy;

e u . and 2, additional variables to remove nonlinearities.
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APPENDIX B - RESULTS OF THE

NUMERICAL EXAMPLE
FOR EACH SCENARIO

Figure 23: Revenue for each approach

Figure 24: Revenue for each approach
(scenario 4.1).
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Figure 25: Revenue for each approach

Figure 26: Revenue for each approach
(scenario 4.3).
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Figure 27: Revenue for each approach

Figure 28: Revenue for each approach
(scenario 4.5).

(scenario 4.6).
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Figure 29: Revenue for each approach

Figure 30: Revenue for each approach
(scenario 4.7).

(scenario 4.8).
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APPENDIX C - GENERATION OF
PARAMETERS FOR

SIMULATIONS

Noting ¢; », randomly-generated integers between —5 and 5, for [ =1, ..., 24 and simu-

lations h = 1, ..., 15 for each number of scenarios, the parameters were generated as shown
in Tables [10] [1T} and [12]

Table 10: Parameters generation (2 scenarios).

—
Budget —goi—p0b

] $11.70 $2.50
Advertiser A +01gun |+ 0.1gan 100%
s11.00 | 200 50y

Advertiser B + 0.1
0.1937}1 $3 0%)47h

+ 0~1g5,h

Table 11: Parameters generation (4 scenarios).

t=2 t=3
Budget 54 Prob | Bids  Prob
$3.00
Advertiser A $11.70 52.50 100% | + 0.1gsn 50%
+ 0.1gsn | + 0.1g74 :
$4.00 50%
+ 0.1gon ’
$2.00
Advertiser B $11.00 +0.1g11.1 50% 83.50 100%
+ 0.1g10.n 7 + 0.1g12.
$3.00 50%
+ 0-1913,h 0
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Table 12: Parameters generation (8 scenarios).

Budeet t=2 t=3 t=4
& Bids  Prob| Bids Prob| Bids  Prob
$3.00 $3.50
Advertiser A $11.70 $2.50 100% | + 0.1g16.4 50% + 0.1g17.1 50%
+ 0.1g144 | + 0.1g15n ’ ;
$4.00 50% $6.00 50%
+ 0.1g18 C 1+ 0.1g10 ’
$11.00 $2.00 50% $3.50 $5.80
Advertiser B ' +0.1 ¢ ' 100% ' 100%
+ 0.1g20,1, 53 ggl’h + 0.1g22. 4 0.1g23,n ’
+ 0.1g24,p, 50%




