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PREFACE

This edited volume contains 16 research articles and presents recent
and pressing issues in stochastic processes, control theory, differential
games, optimization, and their applications in finance, manufacturing,
queueing networks, and climate control. One of the salient features is
that the book is highly multi-disciplinary. It assembles experts from the
fields of operations research, control theory and optimization, stochastic
analysis, and financial engineering to review and substantially update
the recent progress in these fields. Another distinct characteristic of the
book is that all papers are motivated by applications in which optimiza-
tion, control, and stochastics are inseparable. The book will be a timely
addition to the literature and will be of interest to people working in the
aforementioned fields. All papers in this volume have been reviewed.

This volume is dedicated to Professor Suresh Sethi on the occasion of
his 60th birthday. In view of his fundamental contributions, his distin-
guished career, his substantial achievements, his influence to the control
theory and applications, operations research, and management science,
and his dedication to the scientific community, we have invited a number
of leading experts in the fields of optimization, control, and operation
management, to contribute to this volume in honor of him.

Without the help of many individuals, this book could not have come
into being. We thank the series editor Professor Frederick S. Hillier for
his time and consideration. Our thanks also go to Gary Folven, Carolyn
Ford, and the Springer’s professionals for their assistance in finalizing the
book. Finally, we express our gratitude to all authors for their invaluable
contributions.

Hong Kong Houmin Yan
Detroit, Michigan George Yin
Athens, Georgia Qing Zhang
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Abstract  We investigate the interaction between Transmission Control Protocol
(TCP) and an Active Queue Management (AQM) router, that are de-
signed to control congestion in the Internet. TCP controls the sending
rate with which the data is injected into the network and AQM gen-
erates control signals based on the congestion level. For a given TCP
version, we define the optimal strategy for the AQM router as a solution
of a nonlinear periodic optimization problem, and we find this solution
using a linear programming approach. We show that depending on the
choice of the utility function for the sending rate, the optimal control is
either periodic or steady state.

Keywords: Transmission Control Protocol (TCP), Active Queue Management (AQM),
Deterministic Long-Run Average Optimal Control, Periodic Optimiza-
tion, Linear Programming Approach.
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GLOSSARY

TCP/IP  Transmission Control Protocol/Internet Protocol
AIMD  Additive Increase Multiplicative Decrease

MIMD  Multiplicative Increase Multiplicative Decrease
AQM  Active Queue Management

ECN Explicit Congestion Notification

AQM-ECN AQM with ECN

AQM-non-ECN AQM without ECN

RED Random Early Detection

LPP Linear Programming Problem

1. Introduction and statement of the problem

Most traffic in the Internet is governed by the TCP/IP protocol [2],
[8]. Data packets of an Internet connection travel from a source node
to a destination node via a series of routers. Some routers, particu-
larly edge routers, experience periods of congestion when packets spend
a non-negligible time waiting in the router buffers to be transmitted
over the next hop. The TCP protocol tries to adjust the sending rate
of a source to match the available bandwidth along the path. During
the principle Congestion Avoidance phase the current TCP New Reno
version uses Additive Increase Multiplicative Decrease (AIMD) binary
feedback congestion control scheme. In the absence of congestion signals
from the network TCP increases sending rate linearly in time, and upon
the reception of a congestion signal TCP reduces the sending rate by
a multiplicative factor. Thus, the instantaneous AIMD TCP sending
rate exhibits a “saw-tooth” behavior. Congestion signals can be either
packet losses or Explicit Congestion Notifications (ECN) [14]. At the
present state of the Internet, nearly all congestion signals are generated
by packet losses. Packets can be dropped either when the router buffer is
full or when an Active Queue Management (AQM) scheme is employed
[5]. In particular, AQM RED [5] drops or marks packets with a proba-
bility which is a piece-wise linear function of the average queue length.
Given an ambiguity in the choice of the AQM parameters (see [3] and
[12]), so far AQM is rarely used in practice. In the present work, we
study the interaction between TCP and AQM. In particular, we pose
and try to answer the question: What should be the optimal dropping
or marking strategy in the AQM router? For the performance criterion,
we choose the average utility function of the throughput minus either
the average cost of queueing or the average cost of losses. This perfor-
mance criterion with a linear utility function was introduced in [1]. We
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have analyzed not only the currently used AIMD congestion control, but
also Multiplicative Increase Multiplicative Decrease (MIMD) congestion
control. In particular, MIMD (or Scalable TCP [9]) is proposed for con-
gestion control in high speed networks. However, since it turns out that
the results for MIMD and AIMD congestion control schemes are similar,
we provide the detailed analysis only for AIMD TCP.

y;- TCP sending rate Bg
‘ ]

' [}

n TCP y,- Content .

; of AQM router
connections [}
' [}

C

[}

]

- e———. @

Figure 1.1. Fluid model for data network.

We restrict the analysis to the single bottleneck network topology
(see Figure 1.1). In particular, we suppose that n TCP connections
cross a single bottleneck router with the AQM mechanism. We take the
fluid approach for modeling the interaction between TCP and AQM [10],
[11], [15]. In such an approach, the variables stand for approximations
of average values and their evolution is described by deterministic differ-
ential equations. Since we consider long-run time average criteria, our
TCP-AQM interaction model falls into the framework of the periodic
optimization described as follows (see,e.g., [4]). Consider the control
system

y(t) = f(u(t)ay(t))7 te [07T]7 >0, (1'1)

where the function f(u,y) : U x R™ — R™ is continuous in (u,y) and
satisfies Lipschitz conditions in y; the controls are Lebesque measurable
functions u(t) : [0,7] — U and U is a compact subset of R™.

Let Y be a compact subset of R™. A pair (u(t),y(t)) will be called
admissible on the interval [0, T if the equation (1.1) is satisfied for almost
all t € [0,T]) and y(t) € Y Vt e [0,T]. A pair (u(t),y(t)) will be called
periodic admissible on the interval [0, 7] if it is admissible on [0, 7] and
y(0) = y(T).



Let g(u,y) : U x R™ — R! be a continuous function. The following
problem is commonly referred to as the periodic optimization problem:
1T d

sup g(u(t),y(t))dt 2] Gper (1.2)
(u()y() + Jo

where sup is over the length of the time interval 7" > 0 and over the
periodic admissible pairs defined on [0, 7.

A very special family of periodic admissible pairs is that consisting
of constant valued controls and corresponding steady state solutions of

(1.1):

de
(w(t) y(®) = (wy) € M {(wy) | (wy) €UXY, flu,y) =0},
(1.3)
If sup is sought over the admissible pairs from this family, the problem
(1.2) is reduced to

de
sup g(u,y) < Gy (1.4)
(uy)eM

which is called a steady state optimization problem. Note that
Gper > GSS (15)

and that, as can be easily verified, Gpe, = Gy, if the system (1.1) is
linear, the sets U, Y are convex and the function g(u,y) is concave. Note
also that in a general case (e.g., the dynamics is non-linear and/or the
integrand is not concave), (1.5) can take the form of a strict inequality
(examples can be found in [4],[6],[7] and in references therein).

We formulate the problem of optimal control of TCP-AQM interac-
tion as a periodic optimization problem, in which the state space is two
dimensional

Y= (y17y2) ’ f(uvy) = (fl(U,yl),fQ(U, yl)); (16)

and the control u is a scalar: u(t) € U, with

U fu:0<u<ty. (1.7)

We consider two congestion control schemes: Additive Increase Multi-
plicative Decrease (AIMD) scheme and Multiplicative Increase Multi-
plicative Decrease (MIMD) scheme. In both cases the first state com-
ponent yi(t) is interpreted as a sending rate at the moment ¢, while
the second state component yo(t) represents the size of the queue in the
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router buffer. In the AIMD scheme, the evolution of y;(t) is defined by
the equation

. def

91(t) = fi(u(t),y1(1) = a(l —u(t) — Byi (tu(t), (1.8)
where o = agn/7% and 8 = 1— y/n. Here n is the number of competing
TCP connections, 7 is the round trip time. Typical values for ag and (g
are 1 and 0.5, respectively. In the MIMD scheme, the evolution of y; (t)
is defined by the equation

(1) = fi(u(), () Z Ay (01— u() - By (t)ult), (1.9)

where v = 79 /7 and 3 as in the AIMD case. A typical value for g is 0.01.
The control wu(t) is interpreted as the dropping/marking probability. A
detail derivation of equation (1.8) can be found for instance in [10] and
[15]. Note also that if the control is not applied (u(t) = 0), the sending
rate grows linearly in time if AIMD is used, and the sending rate grows
exponentially in time if MIMD is used.

We study active queue management with and without explicit con-
gestion notifications. When AQM with ECN is used, the packets are not
dropped from the buffer when control is applied and the buffer is not
full. In the case of AQM with ECN (AQM-ECN scheme), the evolution
of the router buffer content yo(¢) is described by

yi(t) — ¢, 0 < ya2(t) < B,
ga(t) = fa(u(t), 11 (1)) = fa(yr(t)) = ¢ [1(t) =]y, w2(t) =0,

[y1(t) =, w2(t) = B,

(1.10)

where ¢ is the router capacity, B is the buffer size, [a]; = max(a,0)
and [a]- = min(a,0). In the case of AQM without ECN (AQM-non-
ECN scheme), AQM signals congestion by dropping packets with rate
u(t)y1(t). Consequently, the dynamics of the router buffer content ya(t)
is described by

ga(t) = fa(u(t),;(t)) =  [(1 - ugt)

(1.11)
The function g(u,y) in the objective (1.2) will be defined as follows

g(u,y) = ¥(y1) — kyp — MKW By, (1.12)

where 1(+) is the utility function for the sending rate value, kyz is the
cost of delaying the data in the buffer, and Me®®2=B)y, is the penalty
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function for losing data when the buffer is full. Examples of the utility
functions we will be dealing with are:

b)) =y, o) =log(l+y1),  ¥y) = (). (1.13)

The rest of the paper is organized as follows: In Section 2 we give an
overview of the linear programming approach to periodic optimization.
Then, in Sections 3 and 4 we apply the general technique of Section 2
to the problem of interaction between TCP and AQM. We show that
depending on the utility function for the sending rate, we obtain either
periodic or steady state optimal solution. Some technical proofs are
postponed to the Appendix. We conclude the paper with Section 5.

2. Linear programming approach

In [7] it has been shown that the periodic optimization problem (1.2)
can be approximated by a family of finite dimensional Linear Program-
ming Problems (LPPs) (called in the sequel as approximating LPP).
This approximating LPP is constructed as follows.

Let y; (j = 1,...,m) stand for the jth component of y and let ¢;(y)
be the monomomial:

di(y) = yityim

where ¢ is the multi-index: ¢ tef (i1, ..., im). Let us denote by Iy the set
of multi-indices

I G i= (i im) s ity emim = 0,1,y N, i1 > 1)

Note that the number of elements in I is (N+1)™—1. Assume that, for
any A > 0, the points (uf,y2) € UxY ,l=1,..,L2 k=1,.,K*,
are being chosen in such a way that, for any (u,y) € U XY, there exists
(uf, y2) such that ||(u,y) — (uP,y2)|| < cA , where c is a constant.

Define the polyhedral set W§ C RLA+HKA

d
wWE = Ly = () 20 - k=1,
Lk

> @) ful k=0 i€ In g, (1.14)
Lk

where ¢/(-) is the gradient of ¢;(-). Define the approximating LPP as
follows

def
max > yrg(ui yi) = Gy (1.15)
~NEWA

N 1k
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def
where lk_Zl 1 k 1-

As shown in [7] (under certain natural and easily verifiable conditions),
there exists the limit of the optimal value GN'* of the LPP (1.15) and
this limit is equal to the optimal value Gpe, of the periodic optimization
problem (1.2):

]\}gnooilin(] Gy = Gper - (1.16)
Also, for any fired N,
lim G “an> Grer . (1.17)

Thus, G% can be used as an approximation of Gy, if NV is large and
A is small enough.

Let (u*(-),y*(+)) be the solution of the periodic optimization problem
(1.2) defined on the optimal period T' = T* (assuming that this solution

. . . d
exists and is unique) and let ~™V:A 2] { } be an optimal basic

solution of the approximating LPP (1.15). From the consideration in [7]
it follows that an element 'yl]Yk’A of vM:A can be interpreted as an estimate
of the “proportion” of time spent by the optimal pair (u*(-),y*(+)) in a
A-neighborhood of the point (u;, y), and in particular, the fact that ’ylﬁc
is positive or zero can be interpreted as an indication of that whether or
not the optimal pair attends the A-neighborhood of (u;, y).

Define the set © by the equation

o (u,y) : (w,y) = (u*(7),y" (7)) for some 7€ [0, T*] }. (1.18)

This © is the graph of the of the optimal feedback control function,

which is defined on the optimal state trajectory y {y : (u,y) € ©}

by the equation (y) “ouy (u,y) € O . For the definition of 1 (-)

to make sense, it is assumed that the set © is such that from the fact
that (uv/,y) € © and (v”,y) € © it follows that ' = u” (this assumption
being satisfied if the closed curve defined by y*(7), 7 € [0,T*] does
not intersect itself).

Define also the sets:

de

o8 P yp) AN >0, (1.19)
de

8 Yy (wy) eod, (1.20)
de

VR € u v (uy) € 0%, (1.21)

where again it is assumed that from the fact that (u',y) € ©% and
(u”,y) € OX it follows that v’ = u”. Note that the set ©4 (and the set
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V&) can contain no more than (N + 1)™ elements since vV'2, being a
basic solution of the LPP (1.15), has no more than (N 4 1)™ positive
elements (the number of the equality type constraints in (1.15)).

As mentioned above, the fact that 'yl]Yk’A is positive or zero can be
interpreted as an indication of that whether or not the optimal pair
attends the A-neighborhood of (ulA, ykA), and thus, one may expect that
@% can provide some approximation for © if NV is large and A is small
enough. Such an approximation has been formalized in [7], where it has
been established that:

(i) Corresponding to an arbitrary small v > 0, there exists No such
that, for N > Ng and A < Ayn (An is positive and small enough),

© c 65 +rB. (1.22)

(ii) Corresponding to an arbitrary small v > 0 and arbitrary small
d > 0, there exists No such that, for N > Ny and A < Ay (Ayn being
positive and small enough),

e c ©+B, 1.23
N

where 6)1%’5 = {(uf,y2) - fyfk >0 }.
Note that in both (1.22) and (1.23), B is the closed unit ball in R"*™,

The fact that @% “approximates” © for IV large and A small enough
leads to the fact that y]% approximates ) and to the fact that @D]%(y)
approximates (in a certain sense) 1(y). This gives rise to the following
algorithm for construction of near-optimal periodic admissible pair [7]:

1) Find an optimal basic solution 7]% and the optimal value G% of
the approximating LPP (1.15) for N large and A small enough; the
expression “N large and A small enough” is understood in the sense
that a further increment of N and/or a decrement of A lead only to
insignificant changes of the optimal value G% and, thus, the latter can
be considered to be approximately equal to Gper (see (1.16)).

2) Define ®§ , V8, ¥R(y) asin (1.19). By (1.22) and (1.23),
the points of V5 will be concentrated around a closed curve being the
optimal periodic state trajectory while 1/1% (y) will give a point wise ap-
proximation to the optimal feedback control.

3) Extrapolate the definition of the function ¥%(y) to some neigh-
borhood of yﬁ and integrate the system (1.1) starting from an initial
point y(0) € Y4 and using 15 (y) as a feedback control. The end point
of the integration period, T2, is identified by the fact that the solution
“returns” to a small vicinity of the starting point y(0).
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4) Adjust the initial condition and/or control to obtain a periodic
admissible pair (u®(7),y>(7)) defined on the interval [0, T%]. Calculate
the integral T% f(;‘FA g(u®(1),y>(7))dr and compare it with G4. If
the value of the integral proves to be close to G, then, by (1.16), the
constructed admissible pair is a “good” approximation to the solution
of the periodic optimization problem (1.2).

In conclusion of this section, let us consider the following important
special case. Assume that, for all N large and A small enough, the
optimal basic solution V2 of the approximating LPP (1.15) has the
property that

N,A N,A .
Ve =15 Yy =0V (I, k) # (I", k%) , (1.24)
which is equivalent to that the set @]% consists of only one point
oy = {(uf, yid)} - (1.25)

Note that that the indexes I*, k* in (1.24) and (1.24) may depend on N
and A.
Assume that there exists a limit

(the same for all sufficiently large V). Then, as follows from results of [7],
the pair (@,y) is the steady state solution of the periodic optimization
problem (1.2) and, in particular,

Gper - Gss - g(ﬂvg) (127)

3. Optimal periodic solution

In this and the next sections it is always assumed that

Y = {(yl,yg) ’ Yi € [0,4}, 1= 1,2} (1.28)

and that U is defined by (1.7); it is also assumed everywhere that ¢ =1
and B = 4 (see the equations describing the dynamics of the buffer’s
content (1.10) and (1.11)).

Let us consider the interaction between AIMD TCP (1.8) and the
AQM-ECN router (1.10), the former being taken with o = 1/98 and
B =1/2 (such a choice of these parameters corresponds to the case of a
single TCP connection and a typical value of the round trip time).
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Let us use the objective function (1.12), with the following values of
the parameters: x = 0, M = 20 and K = 5; and with the utility function
being defined by the equation

b(y) = v7. (1.29)

Note that a conventional choice of the sending rate utility function is
a concave function. However, the analysis of a convex utility function
makes the present work complete and leads to some interesting observa-
tions. The concave utility functions are analyzed in the next section.

Define the grid of U x Y by the equations (with U and Y mentioned
as above)

RV TNV T (1.30)

Here 7 = 0,1,...,% and j, k = 0,1,...,% (A is chosen in such a way
that % is an integer). The approximating LPP (1.15) can be written in
this specific case as

def —
G]% = InaxA Z ((yﬁj)Q — 2065(y2’k 4)yﬁj> Yi,j,k> (131)

where Wﬁ is a polyhedral set defined by the equation

def
W= Sy =00a} >0 0 Y vijn=1,
i7j7k

Z(Cﬁgmg g v F(ud yry, uak)vige = 0, (i1,i2) € In p (1.32)
ij.k
. . def i1 i
in which &, 4, (y1,92) = y1'ys’
The problem (1.31) was solved using the CPLEX LP solver [16] for
N =5and N = 7 with A varying from 0.0125 to 0.2. We have obtained

the following optimal values of the LPP (1.31):
G =~ 1.0152, G2% ~1.0174, G2°%° =~ 1.0179, G°'?° ~1.0180,
G922 ~1.0156, G9'=~1.0174, GY°% ~1.0175, GY"'?° ~1.0175.

From this data one may conclude that Gy = lima_.g G7A ~ 1.0175.
Since G7 > Gper, it follows that, if for some admissible periodic pair

(u(7), y(7))

T
% / (y%(r) - yl(r)moe?@(w(ﬂ*‘*)) dr ~1.0175 , (1.33)
0
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then this pair is an approximate solution of the periodic optimization
problem (1.2).

Let {%]\;%} stand for the solution of (1.31) and define the sets
def N,A
oF = {(Uiayl,jaQQ,k) S Vigk 7 0} ;

def N,A
y]% = {(yl,jayZ,k) : Vi gk ?é(]} (1'34)

)

Y2

1.51

Figure 1.2. Optimal state trajectory approximation

Let us mark with dots the points on the plane (y1,y2) which belong
to y]% for N =7 and A = 0.0125. The result is depicted in Figure 1.2.
The points are represented with [] or e and have an associated u = 1
or u = 0, respectively. It is possible to construct a feedback control by
using two thresholds for the buffer content. As the queue length yo is
decreasing (in the region where y; < 1), we have a certain threshold
for when the control should be dropped and allow the data rate y; to
grow. The same can be said for the opposite case when the queue is
increasing and y; > 1. The threshold values in our numerical example
can be chosen as 2.7466 and 2.7939, respectively. Thus, the feedback
control is defined as
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1 , y1 <1andys > 2.7466
u=4¢ 1 , y; >1andys > 2.7939 (1.35)
0 , otherwise

Using this feedback control, we can integrate the system with the
initial point y; = 1,92 = 0. The optimal state trajectory is plotted as a
solid line in Figure 1.2. In Figure 1.3 we show the evolution of the state
variables and the optimal control.

3_
2,50
2_
150
y1
1 ——/"-\’_/
05 Y,
0 ; ; | ; ;
0 10 20 30 40 501
1 . -
u
0
0 10 20 30 40 50t

Figure 1.3. Approximated periodic solution and optimal control

The value of the objective function calculated on this pair is approx-
imately 1.0083. Comparing it with (1.33), one can conclude that the
admissible pair which has been constructed is an approximation to the
solution of (1.2).

Curiously enough, the evolution of the optimal sending rate y; resem-
bles a “saw-tooth” behavior of the “instantaneous” TCP sending rate.
This is despite the fact that the variables in our fluid model stand for
average values and a convex utility function does not seem to correspond
to the commonly used utility concept for elastic traffic.

We have also tested the current objective function for the interac-
tion between AIMD and AQM-non-ECN and for the MIMD congestion
control. For those cases, we have also detected similar periodic optimal
solutions.
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4. Optimal steady state solution

As in the previous section, let us consider the interaction between
AIMD TCP (1.8) and the AQM-ECN router (1.10). However, in contrast
to the above consideration, let us choose the following objective function

9(u,y) = y1 — yo. (1.36)

That is, take ¥(y1) = y1, K = 1, and M = 0 in (1.12). Note that,
as can be easily verified, in this case, the solution of the steady state
optimization problem (1.4) is

u=0.02, g;1=1, 92=0 (1.37)

and, in particular, Gss =91 — g2 =1 .
As in section 3, define the grid of U x Y by the equations

u Gan, gt g, i Y oa, (1.38)

where ¢ = 0,1,...,% and j,k = (),1,...,A (A being chosen in such a
way that % is an integer). The approximating LPP (1.15) in this specific
case is of the form

max > (y5 — yak) Yigk = GR- (1.39)
GWN ik

where W& has exactly the same form as in (1.31). That is,

def
WR = Sy =1k} =0 0 Y vijn=1
i7j7k

> (i W v )T F Wyt yak)Yigk =0, (i1,i2) € Iy p (1.40)
Z‘?j7k‘
1112

. def
with ¢, 4, (y1,92) = Y1 ys -

Proposition 1. For any N = 1,2,..., and any A > 0 such that

def ., . . . . . . de
002 </ i* is integer, there exists a basic optimal solution ™4 </

{7” k} of the LPP (1.39) defined by the equations

N,A N,A . w1k
Viser =15 Vijk =0V (i,7,k) # (5,75, k%) , (1.41)

where i* is as above and j* = i, kE*=0.



14

Proof of the proposition is given in the Appendix.

Since, by definition, uiA* = 0.02 , yﬁj* =1, yﬁk* = 0, that is,
(uf, yﬁj* , yﬁk*) coincides with the optimal steady state regime (@, 31, ¥2)
defined in (1.37), one obtains the following corollary of Proposition 1 (see
(1.26) and (1.27)).

Corollary 2. The periodic optimization problem (1.2) has a steady
state solution and this steady state solution is defined by (1.37). In
particular,

Gper = Ges =1 — o =1. (1.42)

We have also checked numerically the other criteria with concave util-
ity functions for the sending rate. It appears that if the utility function
for the sending rate is concave, the optimal solution is steady state. The
same conclusion holds for the case of interaction between AIMD TCP
and AQM-non-ECN and when MIMD is used instead of AIMD.

5. Conclusions

We have analyzed the interaction between TCP and AQM using the
fluid model approach. The fluid model approach leads to a periodic op-
timization problem. We have shown that depending on the choice of
the utility function for the sending rate, the optimal solution is either
periodic or steady state. In particular, we have obtained steady state
solution for all concave utility functions and periodic solutions for some
convex utility functions. Even though a convex utility function does not
seem to correspond to the commonly used utility concept for elastic traf-
fic, the optimal periodic solution resembles strikingly the “saw-tooth”
behavior of the instantaneous TCP sending rate evolution. With the
help of linear programming approach for periodic optimization we have
succeeded to prove that the steady state solution is indeed an optimal
solution for the given non-linear periodic optimization problem.
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Appendix. Proof of Proposition 1.

Proof of Proposition 1. First of all let us note that from the fact that
(uf, yfj* , yQAk) coincides with (4,91, y2) and the latter is a steady state
solution, it follows that f (uﬁ,yfj*,yfk*) = 0 . This implies that the
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vector yN2 with the components defined in (1.41) is feasible, the value
of the objective function obtained on this solution is equal to

Ui — Yok =T — P2 =1. (1.43)

To prove that vN2 is is optimal, it is enough to show that the optimal
value of the problem dual to (1.39) is equal to 1 (that is, the same as in
(1.43)). The set of feasible solutions w € RV+D? of the problem dual
to (1.39) is described by the inequalities

A AW e, A A A A A
w1 + Z w’i17’i2(¢;1,i2(y1,jay2,k)) f(u; ,y1,jayz,k) > Y~ Yok
(i1,i2)€lN
(i, j,k) , (1.44)

where, for convenience, the first component of w is denoted as wy and
the other (N + 1)? — 1 components are denoted as wj, ;,, (i1,i2) € In.
Note that , the objective function of the dual problem is

qual(w) = w1 (145)
Define the vector w by the equations
w1 =1, wo,1 = 1+A, Wiy jig = 0V (il,iQ) #+ (0, 1). (1.46)

It is obvious that
qual(@) =w=1. (1.47)

Thus, to prove the desired result, one needs to show that the vector @
satisfies the inequalities (1.44) or equivalently (having in mind (1.46)
and the fact that (qbf),l(yf‘,j, yﬁk))T = (0,1) ) to prove that

1+ (1 + A)fQ(y%]) > yﬁj - y?,k V(’L,], k:) ) (148)

where fa(y1) is defined in (1.10). Consider the following three cases:
(1) A<y <4 (1<k<3)

(2) 45 =0 (h=0)
(3) vip=1 (h=%)

By (1.10), in case (1) for any j =0, 1, ...%,

L (14 A) falyty) = 1+ (L4 A) iy = 1) = vy — A = vy — vai -

This proves the validity of (1.48) in the given case.
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In case (3) (see (1.10)), fg(yﬁj) < 0 and, hence, for any j =0, 1, ...%,

1+ (1+A) fo(yl) > 1> uf — 4=yl — o -

To deal with case (2), consider two situations:
(2.a) 0<yf; <1 (0<j< %)
(20) 1<yp; <4 (x<i<3)

In case (2.a),
14+ (1+A) fa(yiy) = 1+ (1+A) max(yi; —1,0) = 1 >y = yTj — vk ;
and in case (2.b),

1+ (1+A) fo(yry) = 1+ (1+A) max(yr; — 1,0) = 1+ (1 + A)(yr; — 1)

A _ A A
>Y1; =Y — Yok -

This completes the proof of Proposition 1.
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Chapter 2
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Abstract  The theory of linear quadratic differential games is in principle known.
An excellent reference for management and economics applications is
Dockner et al. (2000). We review here the results, showing that in
useful simple cases, explicit solutions are available. This treatment is
not included in the previous reference and seems to be original. In
non-stationary cases, explicit solutions are not available, we prove the
existence of solutions of coupled Riccati equations, which provide a com-
plete solution of the Nash equilibrium problem.

1. Introduction

Differential games is attracting a lot of interest in the management
and economics literature. This is because many players appear in most
situations, and traditional optimization techniques for a single decision
maker are not sufficient. However the treatment of differential games
is much more complex than that of control theory, especially as far as
obtaining explicit solutions is concerned. In this article, we complete a
presentation of Dockner et al. (2000), a main reference for management
and economics applications of differential games, to derive explicit so-
lutions of linear quadratic differential games in a fairly general context.
However, when data depend on time, non-stationary situation, we do
not have explicit solutions anymore. The problem reduces to solving
coupled Riccati equations. We prove existence of the solution of this
pair of equations, which provide control strategies for the players.
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2. Open Loop Differential Games
Finite Horizon

We consider the following model, [Dockner et al. (2000), Section 7.1].
We have two players, whose controls are denoted by v!',v2. The state
equation is described by

& = azx + blot + %02, 2(0) = zo.
The payoffs of player ¢ = 1,2 are given by

Ji(z,v) = % /0 "0t 1 B (0t

We apply the theory of necessary conditions. We first define the Hamil-

tonians by the formulas

HZ(IL',V, ql) =3
2
1

where v = (v!,v?). Writing the adjoint equations, we obtain

(o/x2 + 5i(vi)2) + qi(ax + ool + 627)2),

—p' =’y +ap', p'(T) = 0.
Writing next the optimality conditions
HZ;Z (y7 uapl) = 07

we obtain . o
/B’Lul +prZ — 0.

We then notice an important simplification, namely

with

We next define

2 . .
'L(bz)Q
M= Z 2 3
i=1

Collecting results, we obtain the maximum principle conditions

y=ay— Mp
—p=y+pa

y(0) = zo, p(T) =0,
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and the optimal controls of both players are given by
_ a'bip
5
We can compute y(t), p(t) following a decoupling argument. We postu-
late

)

p(t) = P(t)y(?).
It is easy to show that P(t) is the solution of the Riccati equation

—P—2aP+ MP?—-1=0, P(T) =0,

and that furthermore

1 exp2s(T —t)+1
—~=—a+Ss ,
P(t) exp2s(T —t) —1
where
s=+va?>+ M.

We then obtain the explicit solution
s(exp s(T'—t)+exp —s(T—t))—a(exp s(T—t)—exp —s(T'—t))
s(exp sT + exp —sT') —a(exp sT —exp —sT) '

y(t) =z

Infinite Horizon

We consider the infinite horizon version of the basic model above.
We introduce a discount factor r. The maximum principle leads to the
following relations ( usual changes with respect to the finite horizon case)

y:ay_Mpa
—p+rp=y+pa,

y(0) = o.
There is no final condition on p(T"), but we require the integration con-
ditions
y € L7(0,00; R),p € L}(0,00; R).
We can check that the solution of the infinite horizon problem is obtained
as follows
p =Py,
with

_ 2a—r1+4+/(r—2a)2+4M
B 2M ’
and y, p satisfy the integrability conditions.

P
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Non-Zero Final Cost

We consider again the finite horizon case, with non-zero final cost. So
the payoffs are given by

T
JHz,v) = ;/0 [a'z? 4 B (v')?]dt + %’Yi(IE(T))Q.

The adjoint variables p!,p? are then the solutions of

—pi = aly + ap', p'(T) = ~'y(T).

We do not have anymore the property

o P

However we shall be able again to derive an explicit solution.
We can see indeed that
p'=a'p+o'm,

where p, 7 satisfy
—p=y+ap, p(T) =0,

-7 =am, ©(T) = y(T).

We introduce a number analogous to M

N Z 71(;‘)2’
i=1

and define
w=Mp-+ Nr.

We deduce the equation for y
y=ay — =, y(0) = xo,
and we check that
—w =My +aw, w(T) = Ny(T).

We can decouple the two-point boundary value problem in y,w, by
writing
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and @ is the solution of the Riccati equation
—Q —2aQ+ Q> =M, Q(T) = N.
We deduce easily
p= Ry, ™= py,

with .
—R=14+2aR—-QR, R(T)=0

—p=2ap—Qp, p(T) =1,
We next check that
(N—a—3s)+ (N —a+s)exp2s(T —t)

Q(t):a’+s(N_a+s)exp28(T—t)—(N_a_s),

and that
p'(t) = P (t)y(t), p°(t) = P*(t)y(t),
where P!, P? are solutions of the system

) 1\2 212
7P1 _ 2CLP1 + (l/)gl) (P1)2 + (l/)32) P1P2 — O[l
. b2 2 bl 2
—P? —2aP? + (52)(132)2 + (ﬁl)PlPQ = o’

PNT) =~", PX(T) =+,
which is a system of Riccati equations. we then assert that

Pl(t) = a'R(t) + ' p(t),

P2(t) = a®R(t) + v2p(t).
To complete the explicit solution, we check the following formulas
2sexpa(T —t)
—a+s)exps(T—t)— (N —a—s)exp—s(T —t)’

p(t) = 0

R(t) = %[7251\[ expa(T'—t)+(a+s)(N—a+s)exp s(T'—t)
HN—-a—s)(s—a)exp —s(T—t)]
/[(N—a+s)exps(T—t)—(N—a—s) exp —s(T—t)]
Furthermore,

2sx
(N—a+s)exps(T—t)— (N —a—s)exp—s(T —t)

y(t) =
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3. Non-Stationary Mode
Maximum Principle
We consider the same problem with non-constant parameters, namely
@(t) = a(t)z(t) + b (t)v! () + b*(t)v*(t), 2(0) = xo,
and
Pt =g [ N0 + B OO + 2'a (D).

We can write the maximum principle in a way similar to the stationary
case. To save notation, we shall not explicitly write the argument ¢.
This leads to the system

1\2 2\2
y(t) = ay — (bﬂl)pl - (bﬂ(j P y(0) = xo

—pi = aly +ap’, p(T) =~'y(T).

Unfortunately the simplifications of the stationary case do not carry
over. However, one can use the fact that the system obtained from the
maximum principle arguments is linear. So if we set

1\2 2\2

o) -Crw -Sro
AD=1 _oie) e 0
—a?(t) 0 —a(t)
and

y(t)
z(t)=| p'(t) |,

P(t).

then the system of conditions from the maximum principle reads

Fundamental Matrix

The solution of this non-stationary linear differential system is ob-
tained as follows
z(t) = ®(¢, 7)z(1),Vt > T,

where ®(t,7) is called the fundamental matriz. In the stationary case,
where A does not depend on t we can find the eigenvalues and the
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eigenvectors of A. We can check that these eigenvalues are s, —s, —a.

We find next the corresponding eigenvectors, w!, w?, w3. We can show

that

1 1 0
al ozl (b2)2
12 3y - - 5
W_(wvwaw)_ a+s a—s
o? a? (b1)2

a+s a-—-s B
Let A be the diagonal matrix with eigenvalues on the diagonal, we can
show that the fundamental matrix is given by

O(t,7) = Wexp At — 1)W1
The fundamental matrix satisfies the matrix differential equation

0
&@(t, T)=A)P(t, ), P(1,7)=1.

Moreover, this matrix is invertible, with inverse ¥ (¢,7) = (®(t, 7))
given by

-1

0
alll(t, T)=—V(t,7)A(t), V(r,7)=1.

Since the Maximum principle leads to a two-point boundary value prob-
lem, one must find the values

@' = p'(0), @ = p*(0).
They are obtained from the conditions

P (T) = ~+'y(T), P*(T) = 7*y(T),
which amounts to solving the linear system of algebraic equations

(®oz (T, 0) — Y ®15(T, 0))wwt + (Po3(T, 0) — 41 ®13(T, 0))?
= (’71(1)11(T, 0) — ‘1>21 (T, O))l’o,

(@32(T,0) —7?@12(T, 0))w" + (P33(T,0) — 7 ®13(T, 0)) w0
- (72¢11(T7 0) - (I)?)l (T7 0))x07
where ®;;(7,0) represents the element of line ¢ and column j of the
matrix (7T, 0).
We can show the formulas
1 I (T,0) + Y W9s(T,0) + 7> W3(T, 0)3:
U11(T,0) + 4 W1o(T, 0) + 42 W13(T,0)

2 W31 (T,0) + v W3 (T, 0) + v*Ws3(T, 0)33
U1 (T,0) + 4 W 1o(T,0) + v2U413(T,0) 0
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We can show more generally that

p'(t) = P (t)y(t), p*(t) = P*(t)y(t),
with the formulas
Uy (T, 1) + 4 Wao (T, 1) + 7> Was3(T, 1)

U (T,t) + 4 09(T, t) + 2 W3(T, t)’
P2(t) = W31 (T,t) + v Wao(T, t) + v*Ws3(T, t)
Uy (T,t) + v 0o(T, t) + 2 Wq3(T,t)

We can check directly that P!(t), P?(t) are solutions of the system of
Riccati differential equations

. 1\2 212
—P! —2aP' + (Zﬂ) (P')* + (22) P'P? =a,
. 212 1)2
—P? —2aP? + (bﬂg (P?)? + (bﬁl) P'P? = o,

PYT) =~", PX(T) =77
already mentioned in the stationary case. This time the coefficients
depend on time.
4. Closed-Loop Nash Equilibrium
System of PDE
We proceed with the Dynamic Programming formulation. The Hamil-

tonians are defined by

1 . o .
—(a'z? + B (v")?) + ¢'(az + blot + b?0?).

H'(z,v.q') = 5

We look for Nash point equilibriums of the Hamiltonians H(x, v, ¢*).
We obtain easily

i ;b
We next write
1 1 (b1)2 (b2)2
L _ 112 L0 (0%
(z,q) 20zm +qazx 2(Q) Bl qq 2
1 1 . (b%)? p1)2
HQ(xaQ)ZfalmQ-Fq?ax_,qﬂ 1 )

B B P q4q CIE
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Dynamic Programming leads to the following system of partial differ-
ential equations
ovt 1 ow! 1,00t , (61?2 oWl 92 (b2)?
CLAESRUCTLLAPN Y. Lo (%)

ot ox 2(6x) Bl 9r dr 32

=0,

(21) 0%, 1 4,00 100, (1772 0V ov (b))

at 2 2 @35 ) 3 9z oz B

:O’

1 1
Uz, T) = ifylxz, U (x,T) = 572962, a.e.

System of Riccati Equations

The solutions are given by
, 1 .
Vi (z,1) = 5Q'(t)”
where Q'(t) are solutions of the system of Riccati equations

(b)) o (0°)?

_Q1_2aQ1+ 51 (Q1)2 62 Q Q2 1
* e O gp 2 gigr - gy =
Q*(T) =

These equations are different from those of open-loop control. The cou-
pling term is different, reflecting the coupling through the state.

Stationary Case

The above Riccati equations cannot be solved as easily as in the open
loop case. To simplify we consider the stationary case (it corresponds
to an infinite horizon problem with no discount). The Riccati equations
reduce to the algebraic equations

(b)) Mok

~20Q' + 5 (@) 4 25 Q1 = o,
(2.3)
22
202+ CR@ 120 0=
To simplify notation, we set
i ()

vV =

N
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We can write these equations as

(VlQl + V2Q2 o CL)2 _ 1/1041 + (V2Q2 o CL)2,
(2.4)
(VlQl + V2Q2 _ a)? _ Z/ZCVZ + (VlQl _ CL)Q.

Set p = 'Q' + 2Q? — a. We check that

ol — 1202

VIQI 7]/2@2 — ,
p—a

and that p must be solution of the equation
¢(p) = (p— a)*(=3p” —2ap + a® + 2M) + (v'a' —12a?)* = 0.

Assume that s

V3’
we can show that there exists only one solution such that p > —a. This
solution is larger than s/v/3 and \/M/2 . If

a <

S
a>—,
V3

M<s
Vo =3

we can show that for a sufficiently large, the equation may have 3 solu-
tions larger than /M /2. It has only one larger than a.

then

As an example, consider the following model of ”knowledge as a public
good”, see [Dockner et al. (2000), Section 9.5]. Two players contribute
by investing in accumulating knowledge as a capital, whose evolution is
governed by

i = —6x + v + 02 2(0) = x0.

Each player faces an investment cost given by

. 1, .
pvz + 5(”1)2’

and benefits from the common knowledge according to an individual
revenue given by ‘
x(t)(a' — x(t)).
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Note that in this model the individual profit declines when the collective
knowledge is sufficiently large, and can become negative. There is a
saturation effect. The pay-off for each player (to be minimized) is given
by

Ji(w! 0?) = /0 i é(vi)Q — a(t)(a — 2(t))]dt.

We begin with the closed-loop Nash equilibrium. We write the Dy-
namic Programming equations . We first consider the Hamiltonians

, . , 1, .
H'(z,v,q") = —z(a" — x) + pv' + 5(02)2 + ¢ (—6z + v +v?)
and look for a Nash equilibrium in (v!,v?).We obtain easily
u'(q) =—p—¢

and it follows that
1, 1

Hi(w,q) = —(a' )~ 2p" ~ L(a")* ~ ¢'(2 + 62) — ¢'c”.
So the DP equations read
i iy Lo 1o i ol
r¥' = —z(a' — x) p (\Il )2 — U (2p + 6z) — WL,

2

We look for quadratic solutions

1 . )
Ul = §Px2 — 'z —A"

and we obtain, by identification
3 T
PP+ PE+z)-1=0

BYP +8+7) +P(ﬁ1 + 3% =a' + 2Pp,
1 2

ry' = 37 3 (ﬂ’) —2pB' + ' 3%

We take the positive solution

p_ T2 r+252+g
- 6 6 3

and the closed-loop controls are given by

u'(x,t) = =Pz + 3 — p.
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Applying these controls we get the trajectory
j=—(0+2P)y+ 8"+ 52— 2p,

which has a stable solution since P > 0.The stable solution is

g =2
2P 49§
We next consider open-loop controls. We assume to simplify that
a' = a®> = a.We write the Maximum Principle necessary conditions.

Thanks to our simplification, the two adjoint variables coincide. We get
the system
y=—0y —2(p+p), y(0) = w0,

—p+(r+9d)p=—a+2y,

u' = —(p+p).

The solution of this system is easily obtained as follows
p=Qy—uq,
where @ is a solution of
2Q% + (r+26)Q — 2 = 0.
Note that ) > P. Next ¢ is the solution of
—q+q(r+6+2Q) = a+2Qp.
The corresponding trajectory is defined by
¥+ y(6+2Q) = —2p+2q, y(0) = zo.
It has also a stable solution, given by

. 2q—2p
YT

where ¢ is given by
a+2Qp
r+0+2Q°

We can show that
2(a — p(r+19))

YT T+ o) 4
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2(a — p(r +90) — pP)
5(r+0)+4+P5

g =
and conclude that

y<y-
The economic interpretation of this inequality is the following. Each
player has interest to benefit from the other player’s investment and
contribute the less possible. In the closed-loop case, one can make more

use of the common education than in the open-loop case, resulting in a
lower steady state.

From the economic considerations one can conjecture that the steady
state should improve in the case of a cooperative game. We shall verify
this property. In the cooperative game formulation we take as common
objective function the sum of each player objective function

Ho?) = [T oot o) 500 + ()~ 2a(e)(a — a(®)t

with the trajectory
&=~z +v' + 02 2(0) = zo.

We can write the Maximum Principle for the cooperative game, and
obtain
g =—0y—2(p+p), y(0) = xo,

—p+ (r+9)p=—2a+ 4y,
u' = —(p+p).
Let us check simply the steady state, given by the relations
oy =2(p+p),
(r+0)p=—2a+4y.
This leads to a steady state defined by

. o2a—(r+9)
Y =8 e +0)

and it is easy to check that
y >y
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Existence Result

We go back to equations (2.2). To simplify, we assume that the coef-
ficients do not depend on time. Recalling the notation v*, the equations
are

~Q' - 2aQ" + V1 (QY)? +2/°Q1Q% = o,
(2.5) ~Q2 — 2aQ2 + 12(Q)? + 2'Q1Q? = o

QYT) =~", Q*(T) =~
It is of interest to mimic the stationary case and introduce

p=1'Q" +12Q" —q,

o= I/lQl o V2Q2.
We obtain the equations
—2p+3p + 2ap = 2M + a® + 02, p(T) = N —a,

—o=vial —1v2a? —o(p—a), o(T) = viy! — 242,

which reduce to the algebraic equation for p in the stationary case. We
want to prove the following result
THEOREM 4.1 There exist a positive solution of equations (2.2)

We have seen in the stationary case that there may be several solutions.
So we do not claim uniqueness.

Proof. It is better to work with z = p + a. Thus we got the system
3
—i+ §z2 —2az=M+0% 2(T)=N

—6=vla' —1v2a? — o(z — 2a), o(T) = vyt — 242

Note that we recover Q', Q? from z, o, by the formulas
1 z+o 2
Q=17 =0
We prove a priori estimates. We first interpret z as the Riccati equa-
tion of a control problem. Indeed, consider the control problem

. 3
x:a$+§v, z(t) ==z

zZ—0

Kai(v() = % [/tT ((M + 022(5))3;2(5) + 22}2(8)> ds + NxQ(T)}
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then it is easy to check that

]. 2 2 .
- = min K, ).
22’ (t).’IJ 1;(1) Iﬂg(’l)( ))

It follows immediately that z(¢) > 0. In addition we can write
1
522(15)952 < K.4(0).
Calling

0o = sup |o(t)],
{0<t<T}

we get the following inequality
M o?
0<z(t) < 20T (— + — + N).
< 2(t) < exp2aT (5 + =~ +N)

Now o(t) is the solution of a linear equation. So we have the explicit
formula

T
ot) = (v'v! = 7*v?) exp _/ (z —2a)(s)ds + (a'v! — oa?V?)

xt/tT (exp— /:((z _ 2a)(r)d7‘) ds.

Since z > 0, it follows easily that

T
o(t) = (v'v' —y*v?) exp— /t (z — 2a)(s)ds + (a'v' — a?1?)

« /tT (exp _ /:((z _ 2a)(7)d7‘> ds.

% —a21/2|>

We obtain

Ooo < exp2aT <|711/1 — 2+ 5

So we have obtained a priori bounds on o(t),z(t). They have been
obtained provided z(t) can be interpreted as the infimum of a control
problem. Now if we consider a local solution o(t),z(t), near T, i.e.
defined in t € (T — ¢, T for e sufficiently small, we obtain a positive
solution for z, since z(T") > 0. Moreover the Control interpretation can
be easily obtained, and thus the bounds are valid on this small interval.
Since the bounds do not depend on €, we can expand the solution beyond
T — ¢, and in fact in [0,T]. We deduce Q', Q2. They are positive near
T, and by extension, they are positive. This concludes the proof of
Theorem 4.1.
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Abstract

Keywords:

An extended generator for a semigroup of linear contractions corre-
sponding to a Markov process on a Banach space is introduced and its
fundamental properties are examined. It is argued that the extended
generator is a better tool to analyze the behavior of the semigroup in var-
ious time scales (discrete and continuous) than the “classical” generator
of a semigroup. Probabilistic interpretation of extended generators in
the context of Markov processes and corresponding martingale process
is also provided. A controlled martingale problem is examined. Suitable
version of Bellman’s optimality equations are introduced, and the cor-
responding verification theorem, which extends the classical optimality
results for continuous time and discrete time controls, is established.

Markov processes, infinitesimal operator, martingale problem, stochas-
tic control
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1. Introduction

The paper is devoted to a study of Markov processes of a specific two-
component structure. The first component corresponds to a continuous-
time type, and in a typical case it can be interpreted as a diffusion-type
component. The second component, corresponding to random jumps at
discrete times is, loosely speaking, of discrete-time type, in the sense that
it can be analyzed using discrete-time techniques. Although the features
of a semigroup of linear contractions on Banach space corresponding to
processes of that type can be revealed by the strong, weak (in the sense
of [6]) and the full generators (in the sense of [7]), the domains of these
three “classical” generators turn out to be quite awkward to work with.
The extended generator of a process with jumps occurring spontaneously
in a Poisson-like fashion, is considered in [5].

In this paper, we propose to analyze the behavior of a semigroup in
various time scales by means of a finite family of generating operators;
this family is referred to as the extended gemerator for the semigroup
(the definition was first given in [2]). We show that this generator is
an extension of both strong and weak generators, and it provides an
explicit description of the transitions of the process in various time scales.
Mimicking the standard probabilistic approach to semigroups of linear
contractions, we also present a result on the martingale problem related
to the extended generator. Let us stress that in the present paper we are
mainly concerned with a special case of an extended generator, called the
CD-extended generator, that is, the case when we have a continuous-time
component and a single discrete-time component.

The second part of the paper is concerned with application of the
extended generator to modelling and analysis of control systems with
complete information, incorporating both continuous and discrete time
scales. We introduce (after [3]) the definition of controlled martingale
problem. As expected, our definitions of martingale problems are natural
extensions of standard definitions, that can be found, for instance, in [1]
and [10]. The case of the relaxed form of a controlled martingale problem
is investigated in [3] and [9].

The paper is organized as follows: In Section 2, we present an example
of the semigroup corresponding to a uniform motion along the real line
with jumps of the size § or —( at the deterministic moments and we
analyze strong and weak generators for this semigroup. We show by
direct calculations that the extended generator is a more convenient tool
to analyze a semigroup of this kind than “classical” generators. In this
section, we also give the formal definition of the extended generator (in
particular, the definition of the CD-extended generator). We also prove
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that the continuous part of the CD-extended generator is an extension of
both strong and weak generators. In Section 3, we discuss a martingale
process related to the Markov process in various time scales via the
corresponding CD-extended generator Finally, in Section 4, we define
the controlled martingale problem of a mixed type. Bellman’s equations
for the value function are derived, and it is shown that they furnish
an efficient way to derive the optimal solution to a martingale control
problem of a mixed type. Verification theorem given in this paper is
straightforward extension of classical result, which can be found, for
instance, in [8].

It should be noted that examples presented in the paper are of an
introductory nature. However, we envision several possible applications
of the concept of the CD generator to deal with problems where at least
two different time scales appear that are singular with respect to each
other. Several practically relevant applications of extended generators in
the area of finance are studied in [9]. In particular, a finite time horizon
problem of optimal consumption-investment for a single agent subject
to continuous and discrete time scales is solved there using the concept
of the CD generator. In addition, in [9] there is given an approach to
the valuation of a defaultable coupon bond based on the concept of the
extended generator.

Notation. The following notation is used throughout the text:

lim = lim
slt s—t,s<t

T, f = liln(r]l Ti¢—e)f (if the limit exists)
€

[z] — the integer part of a real number x

1], = 0, 0<Zt<p,
Pl kp, kp<t<(k+1)p, fork=1,2,...

t
/s+ ; /(s,t} .

Moreover % denotes the right-hand side partial derivative of the func-

tion f with respect to z. Finally, A and A denote strong and weak gen-
erators for a contraction semigroup T3, with respective domains D(A)

and D(A) (in a sense of [6]).

2. Extended Generator of a Markov Process

Before stating a formal definition of an extended generator, let us
consider a simple, but motivating, example of a process, which can be
effectively analyzed using various time scales.
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2.1 Motivation

Let (22,FF,P) be a probability space. To provide some justification of the
concept of an extended generator, we shall consider a simple example
of a piecewise deterministic Markov process X = (X, ¢ > 0) taking
values in (R, B), where B is the o-algebra of Borel subsets in the real
line. Specifically, the process X is governed by the following equation

dX, = adt+) &, te[0,00), (2.1)
n<t

with Xo = 0, where {{,},2, is a sequence of i.i.d. random variables on
(Q,F,P), such that P&, = 3) =p=1-P&, = —0) and o, > 0
are constants. We take F to be the natural filtration generated by the
process X, so that F = (FX)i>0 where FX = 0(X,,0 < s < t). It is
clear that the process X describes a uniform motion with the speed «
along the real line, combined with random jumps of the size 8 or —f3 at
deterministic moments 1,2, .. ..
Remarks. The restrictive assumption that the jump component of the
considered process is driven by a sequence of random variables taking
only two values can be relaxed. Indeed, the jump size can be given as
an arbitrary random variable (see [9]). Notice also that for the sake of
simplicity we consider here only a continuous deterministic motionmod-
ulated by random jumps; a diffusion type component will be added in
Section 4.
Transition semigroup. To analyze the process X given by (2.1), we
enlarge the original state space R to the product space £ = R x [0, 00),
and we introduce a suitably modified process Y. = (Y;,t > 0) taking
values in E, such that Y; = (Xy,t) . Observe that the process Y. defined
above is time-homogeneous. The semigroup 7; of linear contractions
corresponding to the process Y. has the form (we denote ¢ = 1 — p):

[t+s]—[s]

Tif(z,s) = Y (“”;l_[s])p’fqms”s]k- (22)

k=0
f(x+at+ﬂk—ﬁ([t+s]—[s]—k),s+t>

for any function f € B(FE), where B(E) is the space of real-valued,
bounded, measurable functions on F.

LEMMA 2.1 Suppose that T, f is given by (2.2). Then, fort € (0,1) we
have that:
Ifn—1<s<n—t, then Tif(z,s) = f(x + at,s + 1),
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Ifn—t < s <mn, thenT,f(x,s) = pf(x+at+3,s+t)+qf(r+at—p, s+t)
form=1,2,....

Proof. The result follows from the explicit form of the semigroup (2.2),
combined with the fact that for ¢ € (0,1) we have

0, if n—1<s<n-—t,
1, f n—t<s<mn,

41 = {

forevery n =1,2,... 1

Strong and weak generators. It is easily seen that for any f € D(A)
the strong generator of Y is given by

of
ot

(z,t) + %(z, t).

Af(x,t) = D

By virtue of Lemma 2.1, the space By(FE) of strong continuity of the
semigroup consists of all bounded, measurable functions f characterized
by the following condition:

lim sup sup (2.3)
HOzeR |yt <s<n
n=12...

pfz+at+ 6,5 +1) +qf(x+at = F,s+1) = fz, )] +

+ sup |f(z+at,s+t) — f(z,s)]| =0.
n—1<s<n-—t
n=12...
The domain D(A) contains all functions f € By(E) such that the fol-
lowing limit exists:

lim sup sup (2.4)
HOweR | p_t<s<n
n=12...

S Ipf(e ot Bos 1)+ af(e ot = s+ )~ fa, )] +
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1
+ sup —|flx +at,s+1t) — f(z,s)]
n—1<s<n-—t
n=12,...

Remarks. Notice that several smooth functions, like f(z,s) = sinz
do not belong to By (E), and thus they do not belong to the domain
D(A). Since jumps of the semigroup can not be captured by the differ-
ential operator £ = f}, they have to be somehow encoded in the domain
D(A), in order to be able to recover the semigroup from (A4, D(A)). Un-
fortunately, this encoding, formally done via conditions (2.4), eliminates
many nice functions from D(A) and makes the domain quite awkward
to work with.

Let us now examine the weak generator A of Y. For any f € D(fl)

we have 0. f 0. f
A - It 4

The space By(E) of weak continuity of the semigroup consists of all
bounded, measurable functions which are right-continuous in ¢ and con-
tinuous in z. The domain D(A) contains all functions f € By(E) for
which following quantities stay bounded as ¢ | O:

(z,t) + «

sup sup (2.5)
R | n_t<s<n
n=12...

%|pf(a:+at+ﬂ,s+t)+qf(x+at—ﬂ,s+t)—f(a;s)\—i—

1
+ sup —|f(z+at,s+t)— f(x,s)|
n—1<s<n-—t
n=12...

Remarks. Note that in this case the function f(x,s) = sinz belongs
to the class By (E), but it does not belong to the domain D(A). Again,

similarly as for the strong generator, the domain D(A) is rather incon-
venient to work with. For this reason, the idea of using instead the
extended generator for the semigroups of this type seems to be natural
and advantageous.
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Extended generator. We shall now introduce an extended generator
of a semigroup, and we shall show that it can be conveniently used to
analyze behavior of the semigroup considered in the present example. To
this end, we denote by C}(E) the class of all functions f € B(E) which
satisfy the following three conditions: (i) f has a continuous right-hand-
side derivative with respect to ¢, (ii) f is of class C! in z, (iii) the jumps
of the function h(t) = f(x + at, s +t) may occur only in points d(s) + k
for k=0,1,2,..., where

d(s) =1—s+4[s] for all s> 0. (2.6)

Observe first that both domains, D(A) and D(A), are clearly subsets of
the space C}(E). Moreover, we have the following result:

PROPOSITION 2.1 For any function f € C}(E) the semigroup (2.2) ad-
mits the following integral representation

t t

Tof(x,s) = f(z,5) + /0 T, Aof(z, ) dr + /0 T,_Avf(z,s) dr(r, s),

! (2.7)
where the operators Ag and Ay are given by
) 0

Ao(est) = S @0+ S ), 2.9

Aif(x,t) =pf(z+B,1) + qf (z — B,1) — f(x,1), (2.9)

(r,s) = 0, 0<r<d(s)
THE= o, 0s)+(n—1)<r<d(s)+nforn=1,2,...,

and §(s) is given by (2.6).

Proof. For any function f € C}(E) the right-hand side of (2.7) can be
rewritten as follows:

5(s) 5(s)+1
R:f(ac,s)+/ Terf(x,s)err/ T, Aof(z,s)dr + ...
0 4(s)

4(s)+n t

+ / T, Aof(z,s)dr + / T, Aof (z,s)dr
d(s)+(n—1) d(s)+n

+ Tss)-Arf (@, 8) + Tis(s)+1)-Af(z,8) + ...

+  Ti5(s)4n—-1)=A1f (2, 8) + Ti5(s)+n) - ALf (2, 5).
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It easy to show that for semigroup considered in our example we have

A1 T(5(5) 1) f (@, 8) = Ts(s)1nf (2, 8) = T(s(s)4m)— f (2, 8).-

Therefore,

R = Tif(z,8) = (Tses) — Ts(e)-) f(w,5) —
= (Tts(s)tn-1 = Ts(s)4n—1)-) f (2, 8) — (Ta(s) — T(5(s)+m)-) f (2, 8)
+ A1T5(S),f(x,8) ...+A1T( 8(s)+n—1)— ( )
+  AT(5(5)4n)—f (2, 8) = Ti f (2, 5).

This proves the proposition. 1

Remarks. The process given by (2.1) is an example of a Markov process
of a two-component structure. The first component (continuous-time
type component) corresponds to a uniform motion along the real line.
The second component (discrete-time type component) consists of sum
of the jumps.

The triple (AO,Al,Cg(E’)) introduced in Proposition 2.1 may serve
as an elementary example of the so-called extended generator for a semi-
group of linear operators (in the present case, for the semigroup 7' given

n (2.2)). In particular, the space C}(E) may be treated as a domain of
the extended generator. This class of functions is much more convenient
to work with than the domains D(A) and D(A). Observe that the con-
sidered semigroup is uniquely determined on B(E) by the function ¢ and
the corresponding triple (Ao, A1, C}(E)). Specifically, the operator Ay
uniquely determines the continuous part of the semigroup. The operator
Ay, corresponding to the discrete part of the semigroup, is uniquely de-
termined by the function ¢. In the next paragraph, we provide a formal
definition of an abstract extended generator for a semigroup of linear
operators.

2.2 Extended Generator

Let E be a locally compact topological space with countable base,
endowed with the Borel o-algebra B. Let (2, F,P) be an underlying
probability space, and let X = (X, ¢t > 0) be a Markov process of a
two-component structure on this space, with values in (F,B) and the
transition probability P(s,z,s 4 ¢,T"). Let us define the process Y. =
(Y;,t > 0) with values in an extended state space E = E x [0, 00), where
Y; = (Xy,t). As a o-algebra B we take a o-algebra of all sets I' € E such
that Ty = {x : (z,t) € '} is B-measurable. Then the process Y. is a time-
homogeneous Markov process with the transition probability P’ given
by P'(t,y,T) = P(s,z,5+t,Ts;), where y = (x,5) € E and ' € B. Let
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B(FE) be the space of all real-valued, bounded and measurable functions

on E. Then for every t,s > 0 and f € B(E) the semigroup of linear
contractions corresponding to Y. is given by

T 00) = Bl (Vi) | 221 = [ F)P (¢ Yiudy), Poas

Remarks. Notice that F} = F;X. To simplify notation we shall write
from now on F; instead of F;X.

The space B(FE) endowed with the sup norm

If|l = sup [f(y)] = sup sup |[f(z,?)]
yek z€FE t€[0,00)

is a Banach space. Let By(E) and By(E) denote the spaces of strong and
weak continuity of the semigroup T} on B(E), respectively. We restrict
our attention to processes Y. whose trajectories are right-continuous and
have left-hand limits. We will also assume that the process Y. is normal,
that is, limyo P'(t,y, E) = 1 for all y € E. This implies that the tran-
sition function P'(t,y,T) is stochastically continuous (see [6], IT 2.8 and
Lemma III 3.2), that is, limyjo P'(t,y,[) =1 for all y € T..

To define the extended generator for this semigroup, we need to in-
troduce some notation: We fix k € N, and we let 7; : [0, 00) x [0, 00) —
[0,00) for i =1,2,...,k be functions given by

0, 0<t< (51<8)
vi(t,s) =< n, §(s)+ (n—1)p; <t <i(s)+np; (2.10)
forn=1,2,...,

where 6;(s) = p; — s+ [s]p, for s > 0, p; > 0,i = 1,...,k are fixed
constants.

Next, let Y. = ((X4,t),t > 0) be a Markov process of a two-component
structure, with state space E. Let T} be a semigroup of linear contrac-
tions corresponding to process Y., and let A be a weak infinitesimal
operator corresponding to this process. Then we have the following def-
inition.

DEFINITION 2.2 The sequence of operators Ag, A1, ..., Ay is called the
extended generator for T; with domain D if the following conditions are
satisfied: ~

(i) D is any set of functions f € B(FE) such that D(A) C D, and for
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every f € D

t ko nt
T, f(z,s) = f(x,s) —I—/O T, Aof(x,s)dr + Z /0+ T_Aif(x,s)dvi(r,s);
=1

(2.11)
(ii) Ag is a weak infinitesimal operator corresponding to the continuous-
time type component of Y ;
(iit) Agf € Bo(E) for every function f € D;
(iv) A;, i =1,...,k are bounded operators on B(FE) such that A;T;f =
T;A; f.

Remark. It is essential to observe that the domain D of the extended
generator is not unique.

CD-extended generator. In this paper, we are only concerned with
the specific type of extended generator, corresponding to two time scales:
a continuous scale and a discrete scale (the general case is examined in
Frankiewicz [9]). Namely, we postulate that £ = 1 and we denote p = py.
Let

0, 0<t<d(s)
Yt 8) =7(t,s) =4 n, 0(s)+(n—1)p<t<d(s)+np (2.12)
forn=1,2,...
and for every s > 0
3(s) =p—s+[s],. (2.13)

Observe, that the discrete-time type component of the process Y is a
sum of the jumps at the moments p, 2p, . . ..
Then the fundamental equation (2.11) becomes

t t

T, f(z,s) :f(x,s)—i—/o TTAgf(x,s)dr—l—/O T,— A1 f(x,s)dy(r,s).

' (2.14)
We shall call the triple (Ag, A1, D) the CD-extended generator of T'
(for continuous/discrete time). The operators Ay and A; will be called,
respectively, the continuous and discrete parts of the CD-extended gen-
erator.

In the remaining part of this section, we shall show that the continuous
component of the CD-extended generator is an extension of both strong
and weak generators. We first prove the following auxiliary result related
to the operator Aj.

LEMMA 2.3 For any f € B(FE) the operator Ay satisfies the equality

AIT((S(S)-i-pn)—f(xv 3) = T5(5)+pnf(x7 S) - T((S(s)-&-pn)—f('xv 5)7 (2'15)
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for everyn =0,1,2,..., with the function 6(-) given by (2.13).

Proof. By virtue of equation (2.14), we have for every f € B(E)
d(s)+pn
Té(s)+pnf(mv 3) - T(6(5)+pn)—f(x7 3) = A TTA0f<x7 S)dT

6(s)+pn 5(s)+pn
+ / T, A f(x,s)dy(r,s) —/ T, Ao f(z,s)dr
0 0

+

(6(s)+pm)—
-/ Ty A1 (a2, $)dY(r,5) = ATl sy F (@5 0

+

We are in the position to prove the following result.
LEMMA 2.4 (Ag, D) is an extension of both (A, D(A)) and (A, D(A)).

Proof. We first prove that (Ao, D) is an extension of (A, D(A)). To this
end, observe that, by assumption, D(fl) C D. Therefore, it suffices to
show that for f € D(A) we have Aygf = Af.
By the definition of the weak infinitesimal operator and Definition 2.2,
we have (with the variables suppressed) that

. 1, rh h
Af = wlim — T A T, A .
r=wlim ([ naosis [ 1digin)

Let us examine the second integral. Let 0 < d < d+p < ... < d+np<h
forn =0,.... Then

h
| T Aafdy =T a4 Ty s o+ Ty A,
0+

From Lemma 2.3 and the fact that the operators A; and T; commute,
it follows that T((;Jrnp),Alf = AlT((;Jrnp),f =Tsinpf — T((;Jrnp),f.

Recall that if f € D(A) then T}f is weakly continuous (see [6]), which
implies that T(s5pnp)—f = Tsinpf for every n > 0. Consequently, Af =

w limy, | % foh TiAgfdt = Agf. This completes the proof of the first part
of the lemma. In an analogous way, we can show that (Ag, D) is also an
extension of (A, D(A)). I

3. Martingale Problem

In this section, we discuss a martingale problem associated to the
process Y. via the corresponding CD-extended generator. The discussion
below is motivated by classical results on martingale problems (see [7]
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for example). Let Y. be the process introduced in Section 3.1. Then we
have the following proposition:

PropoSITION 3.2 For any f € D and r > 0, we define the process
M = (Mtr’f,t > r) by setting

t

MM = (V) - f(Y) — /Aof( )ds—/ A1 f(Ys_)dvy(s,0). (3.16)

+

Then the process M. is an F-martingale.

Proof. In the proof, we shall write M; instead of Mtr’f. Since M is an
adapted and integrable process, we need only to show that

E[M;is | Fit] = M; (3.17)

for all £ > r and s > 0. Towards this end, we first observe that
s+t s+t
B[ |7 = [ B0 | Flau (15)
T S+t T
_ / Aof (V) dut [ T sdof (i) du =
r t
- / Aof (V) du+ [ Tudaf(v) d

We also have that

E [/sﬁAUﬁ( ) do(u,0) !ﬂ] B
s+t

/ A dr(w,0) 4 [ T Arf (V) (.0,

t+

Observe that fs+t Tiu—ty-A1f (Y1) dy(u,0) =[5, Tu- A1 f(Y2) dy(u,t),
and

[ / A f(Ya) dry(u, 0)]—}]_ (3.19)
- / AT a0 + [ iTuAlﬂmdv(u,t).

Combining (3.18) with (3.19), we obtain

ElMrs. | 7] = Bl (Viss) ~ FY5) = [ Aof(Yo)ds



Ezxtended Generators of Markov Processes and Applications 47

_ / ALF(Ya ) dy(s,0) | F] = Tof(¥;) - /sTquf(Yt)du
r+ 0

- / T, A f(Y5) dy(ut) — [(Y;) — / Aof (Y)du
0+ r

- / AuF(Y) dr(u,0) = F(Yi) — F(V;) - / Ao f (Vy)du
r—+ r

- /+A1f(Yu>dv<u,0>=Mt

and this in turn implies (3.17). 11

Remark. Relationship between the extended generator for a Markov
semigroup 1’ corresponding to the Markov process Y. and the extended
generator and random generator for Y. in the sense of Kunita (see [4],
p.208) is currently under investigation.

4. Controlled Martingale Problem of a Mixed
Type

In this section we will be concerned with modelling and analysis of
controlled systems with continuous and discrete time scales. For the sake
of analytical tractability, the corresponding continuous-time optimiza-
tion problem will be reformulated as a controlled martingale problem
of a mixed type, i.e., a controlled martingale problem associated with a
suitable CD-extended generator.

4.1 Cost Functions

Let T be a fixed finite terminal time. Let p > 0 be fixed constant
such that p < T.

DEFINITION 4.5 Let X = (X, t € [0,T]) be a two-component Markow
process with values in F, given on a probability space (2, F,F,P), with
the jumps of the discrete-time type component at the moments p, 2p, .. ..
Process X is called the controlled process if the dynamic of X depends
on two other stochastic processes:

(i) Process (ut,t € [0,T]) with values in U C R, called the continuous
control,

(ii) Process (v, t € [0,T]), with values in V' C R, such that v; = v;, for
tejip,(j+1)pAT), j=0,1,2,..., called the discrete control.

At any instant ¢ € [0,7], in order to control the process X;, we can
choose value of u;. In addition, at any time ¢t = 0, p, 2p, ..., N(T), where
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p>0,N(t)=t—pif [t], =t and N(t) = [t], otherwise, we are allowed
to choose the values of v;.

Assumption. We assume throughout that the filtration [ is generated
by the observations of the controlled process X , that is, we deal with
the case of complete information.

Our goal is to analyze a family of the following optimization problems
parameterized by (z,t) € E x [0,T]:

Optimization problem O(z,t): Find a controlled process X“ ¥ and
a pair of admissible (in the sense of Definitions 4.8 and 4.9) controls u*, v*
on the time interval [t, 7], which maximize the following functional:

T
J(x, t,u,v) = Ez;f' [/ LO( Xy, s, us, vg)ds + (4.20)
t

N(T)
+ Ll(Xi_,i—,Ui) +L1(X0707U0)]]‘{t=0} +q)(XT7T) )
i=n(t)

where u_, v, are F-adapted stochastic process and n(t) = [t], + pift =0
or t # [t],, and n(t) =t otherwise.

The notation Ej;* is meant to emphasize that we deal with the con-
trolled process X which depends on controls u , v, and satisfies the initial
condition X; = x. The exact meaning of this statement will be clarified
in the next subsection.

The functions L : E x [0,7] x U x V and L' : E x [0,T] x V are the
running cost functions corresponding to continuous and discrete time,
respectively, and ®(x,T) is the terminal cost function. They are sup-
posed to satisfy suitable technical conditions which guarantee that the
above functional is well defined.

Remarks.

1. To simplify notation, we shall write from now on X*, rather than
xurvr,

2. The controls u, and v, are not treated in the same way. The values
of us are chosen at every time s € [t,T]. The values of vs are chosen
only at the times s = kp, 2kp, ..., N(T') where kp > t, and kept constant
between these times.

To solve the Optimization problem O(z,t) we shall apply backward in-
duction method. Suppose that n is such that (n + 1)p < T. Let us
consider two cases.

If t € (np,(n + 1)p), then we first find optimal continuous control
us for s € [N(T),T], treating vy(r) as a parameter. Then, we find the
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optimal value of vy (7). Then we find optimal continuous control us for s
in the interval [N(T') — p, N(T')), treating vy (r)—, as a parameter. And
so on. We end by finding optimal continuous control ug for s € [t, (n +
1)p), treating vy, as parameter. Therefore the optimization problem
O(xz,t) for t € (np, (n+1)p) is parameterized by the value of the discrete
control chosen at time np. For this reason, given ¢t € (np, (n+ 1)p), the
optimization problem O(z,t) is in fact solved not only with given initial
condition (z,t) but also with given value v = vy = vy,.
_If t = np for any n € N, we first solve the Optimization problem
O(x,np; vnp)- _
Optimization problem O(x,np;vy,): Treating v,, as a parameter
find a controlled process X% *" and a pair of controls u*,v* on the time
interval (np, T], which maximize the functional (4.20) for t = np.
Solution to the Optimization problem 0] (x,np;vy,) is found as follows:
We start by finding optimal continuous control us for s € [N(T'),T],
treating vy (7) as a parameter, and we end by finding optimal continuous
control u, for s € [np, (n+ 1)p), treating vy, as parameter.
Then we return to the Optimization problem O(z,np) and we find the
optimal value of vy,,.

4.2 Bellman’s Equations and Verification
Theorem

In this subsection, we shall deal with the case of controlled Markov
process in a formal way. We postulate that to each fixed controls pa-
rameters u € U and v € V we may associate a Markov process X"“"
with the CD-extended generator denoted as (4", AY, D*"). We know
already that the domain D%V is not uniquely specified. Therefore, it
will be convenient to assume that we may find a sufficiently large class,
denoted by D such that D C D%V for each u € U and v € V. Moreover,
in a typical application, it will be clear what is meant by a process with
no controls. Thus, we will be in the position to impose the following
condition: D(A) C D%, where A is the weak generator of the process
with no controls.

Let L% and L' be given functions which are right-continuous in s and
right-hand-side differentiable with respect to v and wu.

As usual, we are allowed to know the history of X for s < ¢ when the
controls u; and vy are chosen. We assume from now on that we are given
a family of CD-extended generators {(Ay”, Ay, D*"), u € U, v € V},
as well as the class of functions D such that D C D%" for each u € U
and v € V. We shall search for a solution of the Optimization Problem
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O(z,t) among processes, which are solutions of the controlled martingale
problem of a mixed type, in the sense of the following definitions.
Let n € N be a fixed number such that np < T.

DEFINITION 4.6 We say that an ExU x V-valued process (X, us, vs), s €
[t,T], where t € (np, (n + 1)p), defined on a probability space (2, F,P)
is a solution to the controlled martingale problem with the initial con-
ditions (z,t) € E x [0,7] and v; € V if the following conditions are
satisfied:

(i) X5, s € [t,T], is corlol (i.e., it is right continuous, with finite left
limits) and F-adapted,

(il) us, s € [t,T], and vg, s € [t,T], are F-adapted processes, where
vs =05, for s € [jp,(+1)pAT),j=n+1n+2,...,

(iii) for any function f(z,s,) such that f(-,-,7) € D for every 5 € V
the process M = (M5 s € [t,T)), defined as

ME = f(X,,8,05) = f(,t,0p) (4.21)
/ Ay F (X, o) dr — / Al f(Xp—,r—, vp) dry(r, 0)
¢ t+

is an F-martingale.

We shall say in short that (X, u.,v.) solves the controlled martingale
problem with the initial conditions (x,t) € E x [0,T] and v € V.

DEFINITION 4.7 We say that an ExU x V-valued process (X, us, vs), s €
[t,T], where t = np, defined on a probability space (Q2,F,P) is a so-
lution to the controlled martingale problem with the initial condition
(z,t) € Ex[0,T] if the condition (i)from Definition 4.6 is satisfied and:
(ii’) us, s € [t,T], and vs, s € [t,T], are F-adapted processes, where
v =vjpfor s € [jp,(j+1)pAT), j=n,n+1,...,

(iii’) for any function f(z,s, ) such that f(-,-,7) € D for every 5 € V
the process M = (M5 s € [t,T)), defined as

M = f(Xs,5,05) = fl,t0) (4.22)
s N(T)
- / Agthf(XTvn U"‘) dr — Z Agkf(Xk—ak_aUk)
¢ k=t
- Ai)of(X()v 0, vo)n{t:O}

is an F-martingale.

DEFINITION 4.8 Given a pair (z,t) € E x (0,T], where t # np, and v €
V', we say that a pair of controls u_, v is admissible for the Optimization
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problem O(x,t), if there exists a solution to the controlled martingale
problem with the initial conditions (x,t) and v € V.

DEFINITION 4.9 Given a pair (x,np) where x € E, we say that a pair
of controls u_, v is admissible for the Optimization problem O(z,np),
if there exists a solution to the controlled martingale problem with the
initial condition (z,np).

Notations. We write A, ;) to denote the set of all admissible controls
u,v. for the Optimization problem O(z,t) with the initial conditions
(w,t) and v. Also, we write A, ;) to denote the set of all admissible con-
trols u , v, for the Optimization problem O(z, t) with the initial condition

(z,t).

DEFINITION 4.10 We say that a function V : E x [0,T] — R is the value
function of the Optimization problem O(x,t) if

V(x, t) = sup J(z,t,u,v), fort+#np,
(u~7U~)€A(z,t;v)

V(x, t) = sup  J(z,t,u,v), fort=mnp.
(u,v)EA G

Since the controlled process is Markov, it is natural to expect that the
optimal control processes will be of a feedback form. We say that the
control processes u, and v, are of the feedback form if

us = u(Xs,s), vs=10(Xs,s) (4.23)

where 4 : E x [0,T] — U and v : E x [0,T] — V are measurable func-
tions. In particular, if the feedback controls u ,v are in A, ., or in
A(z) then equality (4.23) is assumed to hold for s € [t, T7.

Bellman’s equations and verification theorem.

We have J(z,t,u*,v*) = V(x,t), provided that the optimal controls u*

A

and v* exist. It is obvious that J(x,T,u*,v*) = V(z,T) = ®(z,T)
for every « € E. To determine the value function V', we introduce the
following pair of coupled Bellman’s equations, that have to be solved for

the function W (-,-) for every t € [(k — 1)p, (kp) ANT), k=1,2,...

sup <L0(x,t, u,v) + AS’UW(az,t,v)> =0, (4.24)
uelU
sup (Ll(:L‘, (kp)—,v) + ATW (=, (kp)—,v)) =0, (4.25)

veV
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sup <L1(x, ((k = 1)p)—,v) + AYW (2, (k — 1)p)—, v)) =0, (4.26)
veV

W°(z,T) = ®(z, T). (4.27)

If t € [0,p AT), instead of the equation (4.26) we have

sup (Ll(a:,(),vo) + ATW (2,0, vg)) = 0. (4.28)
vo€EV

Then we have the following theorems.

THEOREM 4.11 (Verification theorem 1) Let t € (np, (n+ 1)p) and
let a function W € D be a solution to the Bellman’s equations (4.24),
(4.25), (4.27). Then:

(a) W(x,t,v1) > J(x,t,u,v.) for every admissible controls u.,v. € Ay t:0)
and for everyv € V,

(b) If there exists an admissible solution (X* u*,v*) to the controlled
martingale problem with the initial conditions (x,t) and vy such that

u; € arg max (LO(X;‘, s,u,v) + Ay "W (X7, s, v)) (4.29)
ue

and

vf,, € arg max (Ll( Xy (kp)—,0) + AAW (X7, (k:p)—,v)) (4.30)
forallse [(k—=1)pVt, (kp)AT), k=1,2,..., then W(z,t,v) = V(z,t)
and the pair u*,v* is an optimal control.

Proof. (a) Assume that W € D and u_,v, € A(z,t:v)- Then by virtue of
Definitions 4.6 and 4.8 we have

W (z,t,01) = ]Eg;,;”'{W(XT,T) - (4.31)

T T

—/ Ay W (X, 8, 05) ds —/ AT W (X5, s—,v5) dv(s,O)}.
t t+

Now, by the Bellman’s equations

T
Wz, t,v) > ]E;;,;v'{/ L%( Xy, 5, us, vs)ds +
t
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T
b [ L Xs0) dr(s0) + (X T) ) -
t+
T N(T)
= E;;f’{/ LY(Xy, 5, us, vs)ds + Z Ll(Xi,,i—,vi)—i—q)(XT,T)}
t .
i=n(t)
= J(x,t,u,v),

which proves the first part of the theorem.

(b) Assume that (X*, u*,v*) is a solution to the controlled martingale
problem such that (4.29) and (4.30) are satisfied. Then the inequality
in part (a) of the theorem becomes equality, and thus W(z,t,v;) =
J(z, t,u*,v*) = V(z,t). Since we assume that u*,v* € A(z,t:0) then the
pair u*,v* is an optimal control. This completes the proof. I

THEOREM 4.12 (Verification theorem 2) Let t = np and let a func-
tion W € D be a solution to the Bellman’s equations (4.24)-(4.28).
Then:

(a) W(z,t,v) > J(x,t,u,v.) for every admissible controlsu ,v. € A(gy),
(b) If there exists an admissible solution (X*,u*,v*) to the controlled
martingale problem with the initial condition (x,t) such that

u} € arg max (LO(X;, s,u,0) + ADUW (X7 s, U)), (4.32)
ue

of, € angmane (L1 (X(y,_ (ko)) + ATW (X7, . (kp)=,v) ) (4.33)

iy € argma (X[, ) (np)—,v) + AW (X, (np)—0) ) (4.34)
vj € arg max (Ll(Xg;, 0,v) + AVW (X, 0, v)) (4.35)
ve

foralls € [(k=1)pVnp, (kp)AT), k=1,2,..., then W (z,t,v;) = V(,1)
and the pair u*,v* is an optimal control.

Theorem 4.12 can be proved in the same way as Theorem 4.11, and
therefore its proof will be skipped.

Remark. The results of the present section may be used, for example,
to solve a consumption-investment problem for a single agent on a finite
horizon. The investor starting at time ¢ with a initial endowment x > 0,
can consume and invest in such a way, that the expected discounted
utility from consumption is maximized. This problem is investigated in

[9])-
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Chapter 4

CONTROL OF MANUFACTURING
SYSTEMS WITH DELAYED INSPECTION
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P.O. Box 6079, station “Centre-ville”
Montréal, Québec, Canada H3C 3A7
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Abstract  This work deals with the control of manufacturing systems with limited
capacity. The production rate of the system for each part is assumed
to be bounded by both lower (equal to zero) and upper bounds. The
model we propose in this work considers the inspection of the produced
parts and a small rate of these parts is rejected. The model consid-
ers also the fact that a rate of delivered parts can be returned to the
stock level. It is assumed that these rates are not known exactly and
some uncertainties are considered. The control problem treated in this
work consists of computing the state feedback control law that guaran-
tees the asymptotic stability of our model despite the uncertainties and
constraints on the production rates.

Keywords: Manufacturing system, system delay, product inspection.

1. Introduction

Manufacturing systems are the key success of the industrial countries.
Nowadays, most of the big companies in the world use the most advanced
technology in control, transportation, machining, etc. to produce their
goods. With the trends of globalization of business, we are living in a
world where the increasing competition between companies is dictating
the business rules. Therefore, to survive, most of the companies are
forced to focus seriously on how to produce high quality products at low
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cost and on how to respond quickly to rapid changes in the demand.
The key competitive factors are the new technological advances and the
ability to use them to quickly respond to rapid changes in the market.
Production planning is one of the key ingredients that has a direct effect
on the ability to quickly respond to rapid changes in the market. It is
concerned with the optimal allocation of the production capacity of the
system to meet the demand efficiently. In general this problem is not
easy and requires significant attention.

Production systems belong to the class of large scale systems that
are in general more complicated to model and to control. In the last
decades, this kind of systems have attracted many researchers from op-
erations research and control communities. Different problems like rout-
ing, scheduling, and production and maintenance planning have been
tackled and interesting results have been reported in the literature. For
more details on what it has been done on the subject, we refer the reader
to Sethi and Zhang (1994), Gershwin (1994), Boukas and Liu (2001),
Sethi et al. (2005), Simon (1952), Grubbstrom and Wikner (1996), Hen-
net (2003), Towill (1982), Towill et al. (1997), Wiendahl and Breithaupt
(2000), Axsater (1985), Ridalls, C. E. and Bennett (2002), Gavish and
Graves (1980), Disney et a. (2000) and the references therein.

Different mathematical model for manufacturing systems have been
proposed in the literature and models that use the state space represen-
tation (deterministic and stochastic) are among the list. In this direction
of research, either in the deterministic or the stochastic frameworls, ap-
proaches based on optimal control theory have been used to establish
interesting results for solving the previously mentioned problems. For
more details on the subject we refer the reader to Boukas and Liu (2001),
Sethi et al. (2005) and the references therein.

Recently, an approach based on robust control theory has been devel-
oped for the control of the manufacturing systems. Boukas (2005) has
formulated the production planning problem as an S, tracking problem
where the solution is obtained by solving a set of linear matrix inequal-
ities that can be successfully solved by the interior point methods. In
Rodrigues and Boukas (2005) the production systems are modeled as
constrained switched linear systems and the inventory control problem
is formulated as a constrained switched .7, problem with a piecewise-
affine (PWA) control law. The switching variable for the production
systems modeled in this work is the stock level. When the stock level is
positive, some of the perishable produced parts are being stored and will
deteriorate with time at a given rate. When the stock level is negative
it leads to backorders, which means that orders for production of parts
are coming in and there are no stocked parts to immediately meet the
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demand. A state feedback controller that forces the stock level to be
kept close to zero (sometimes called a just-in-time policy), even when
there are fluctuations in the demand, will be designed in this work using
F control theory. The synthesis of the state feedback controller that
quadratically stabilizes the production dynamics and at the same time
rejects the external demand fluctuation (treated as a disturbance) is cast
as a set of linear matrix inequalities (LMIs).

In this chapter, our objective is to consider the production planning
in the continuous-time framework and extend the model used in Boukas
(2005) and Rodrigues and Boukas (2005) to include the inspection pro-
cess of the produced parts and also the inclusion of a rate of the return
of a fraction of the delivered parts. The inspection time is assumed to
be constant for all produced part type and it is included in the model
as a delay in the dynamics. It is also assumed that in the rest of the
chapter that the rejected rate of the inspected parts and the returned
rate of the delivered parts are not known exactly and some uncertainties
are introduced to count for these variations.

The rest of the chapter is organized as follows. In Section 2, the
production planning problem for manufacturing systems is formulated
and the required assumptions are given. Section 3 presents the main
results of the chapter and which can be summarized in the synthesis of
the state feedback controller that will guarantee that the closed-loop will
be asymptotically stable and respecting all the constraints of the control
for all admissible uncertainties. In Section 4 a numerical example is
provided to show the effectiveness of the proposed results.

Notation. The notation used in this chapter is quite standard. R"
and R™*™ denote, respectively, the set of the n dimensional space of
real vectors and the set of all n x m real matrices. The superscript
“T” denotes the transpose of a given matrix. P > 0 means that P is
symmetric and positive-definite. I is the identity matrix with compatible
dimension. #2[0, 0o] is the space of square summable vector sequence over
[0,00]. Amin(A) and Apqez(A) represent respectively the minimum and
maximum eigenvalues of the matrix A. ||A|| represents the norm of of the
matrix A (||4]] = v/ Amaz(ATA)). || - || will refer to the Euclidean vector
norm whereas || - [|p,oc] denotes the £2[0, oc]-norm over [0, o] defined as
||f|][207oo] = Yo% 1 fell?. We define x4(t) = z544,t — 7 < s < ¢, noted in

the sequel by x(t).

2. Problem statement

To have an idea on the model under consideration, let us consider a
simple production system that consists of one machine producing one
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part type. Let us assume that the produced parts are inspected and the
inspection time is the same for all the produced parts and it is not known
exactly and denoted by 7. After the inspection the part is either accepted
(added to the stock level) or rejected and that we have to subtract it
from the stock. We assume that a rate pg; of the inspected parts is
rejected and also a rate p,1 of delivered parts may be returned to the
stock. If, we denote by x1(t), u1(t) and dj respectively the stock level,
the production rate and the demand rate (that we assume constant)
at time ¢, the dynamics of the stock is then described by the following
differential equation:
{i‘l(t) = [pr1 + Apra] 21(t) + [—pa1 + Apar] w1 (t — 1) +ui(t) — d, (41)
z(0) =0 '

where 7 represents the inspection time, xg is the initial stock level and
Apy1 and Apgr represent respectively the uncertainties of the returned
rate and rejected rate of parts. These rates are assumed to satisfy the
following constraints:

|Apr1| < au,
|Apg1| < B,

where a7 and (; are known positive scalars.

REMARK 2.1 The bounds on the uncertainties on the rates Apr1 and
Apg1 are realistic since the rates are always bounded even when the un-
certainties are present. This comes from the fact one can either reject
none or all the inspected parts or take back mone or all the delivered
parts.

The production rate is limited by the capacity of the machine and
therefore we have the following constraints:

0< ul(t) < uj. (42)

The problem we will address in the rest of this chapter is to force
the production to track the system demand and therefore keep the stock
level close to zero. This problem will be formulated as a control prob-
lem. For this purpose, let us assume that we have complete access to
the production level at each time ¢ and let us design a state feedback
controller so that the closed loop dynamics will be asymptotically stable.
Let us make the following change of variable:

’Ul(t) = ul(t) — dl.



Control of Manufacturing Systems 59

Based on this change of variables, the system becomes:

{fbl(t) = lpr+ Bpnlaa®) + [par + Bpa)oalt =) +oalt) o

z(0) = 0.
The controller we will design is assumed to have the following form:
v1(t) = —Kq121(t),
which corresponds to the following real production rate:
ui(t) = vi(t) +d.
The controller constraints become:
—dy < v (t) < @y — dy.

Let us now generalize our model to a production system that produces
n items. Let z(¢) € R™ and u(t) € R™ denote respectively the stock level
vector, and the production rate vector at time ¢. Following the same
steps as for the case of one part type, the dynamics of the production
system can be described by the following system of differential equations:

i(t) = [Ar + AA ) 2(t) + [Ag + AAg) 2(t — 7) + Bo(t), (4.4)
z(0) =0 '
where
xl(t) V1 (t)
.T,'(t) = . ,'U(t) = )
xn(t> 'Un<t)
A, = diag [pr1,- -+, pra) , AA, = diag [Apr1, -+, Apra)
Ad - dlag [_pdh T, _Pdn] 7AAd == dlag [Apdla Tt 7Apdn] )
B =1

The control input v(t) is constrained component by component, i.e.:
—d; <wvi(k) <u; —diyi=1,--- ,n, with u; being a real known scalar.
The uncertainties AA, and AAy satisfy the following;:

[AA4] < 6. '

REMARK 2.2 The uncertainties that satisfy the conditions (4.5) are re-
ferred to as admissible uncertainties and may be considered as time vary-
mg.
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The goal of this work is to develop a control law that satisfies all the
constraints and and at the same time tracks precisely the demand, d at
each time t. To solve this problem, we formulate it as a control problem
and synthesize a state feedback controller that assures the asymptotic
stability of the closed-loop dynamics.

Before closing this section, notice that from optimal control the-
ory (Kirk (1970)) we know that for given matrices R (symmetric and
positive-definite) and @ (symmetric and positive-semidefinite) if the fol-
lowing Riccati equation:

ATP+PA—-PBR'B'P+Q=0 (4.6)

has a solution P (symmetric and positive-definite matrix), then we can
construct a state feedback controller of the following form:

(t) = —Ka(t) (4.7)

with K = R~'BTP.

Due to the presence of the time-delay, the uncertainties and the bounds
on the control, extra conditions should be added to guarantee that the
controller (4.7) will assure asymptotic stability of the closed-loop dy-
namics.

3. Controller design

To solve the production planning problem we formulated in the pre-
vious section we will firstly relax the constraints on the control input
and design a state feedback controller that guarantees the asymptotic
stability of the closed-loop dynamics. To design such controller, a de-
composition of the matrix A, is used and a Riccati equation based on
this decomposition is employed to compute the controller gain. Secondly,
the results are extended to take of the control constraints.

Combining the system dynamics (4.4) and the controller expression
(4.7), we get:

#(t) = [Aq + AA] 2(t) + [Ag + AAg) x(t — 7)

with Ay = A, — BR™'BTP.
The matrix P used here is the solution of an equivalent Riccati equa-
tion to be provided later on.
. From the other side notice that:
t

x(t—71)=xz(t) — / x(s)ds

t—1

=x(t) — /tt [[Aa + AA ) z(s) + [Ag + AAg) z(s — 7)] ds.

—T
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If we decompose Ay as follows:
Ay = Ay + Ay
then the previous closed-loop system becomes:
() = [Ad v Zd} 2(t) + Agr(t — 1) + AAa(t) + Adgz(t — 7)
— Ay [x(t) —a(t—7)].
Using the expression z(t) — x(t — 7), we get:

i(t) = [Ad n Zd} 2(t) + Agr(t — 1) + AAya(t) + Adgz(t — 1)

—Ay /tt [Aq + AA] z(s) + [Ag + AAg z(s — 7)) ds.  (4.8)

—T

Now if we assume that the pair (A, + Zd,B) is stabilizable, then
it is possible to construct a state feedback control using the optimal
control theory and the gain can be computed from the following Riccati
equation:

[Ar +A’4TP+P [Ar +A’d} ~PBR'BTP+Q=0.  (49)

If this equation has a solution P (symmetric and positive-definite ma-
trix), then we can construct a state feedback controller of the following
form:

v(t) = —Kx(t)

with K = R™!BTP.

Notice the asymptotic stability will be guaranteed when the initial
condition is in the domain 2. In fact the system will be stable if
Vi(z(t)) < V(xg) for all zg € 2 with V(.) a Lyapunov candidate func-
tion. The domain is defined as follows:

P ={zcRYV(z)=x Pr<1}

which is an ellipsoid that contains all the state for the closed-loop.
Notice that this can be stated as a linear matrix inequality and solved
using the interior point method. For more details on this refer the reader
to Boukas (2005) and Rodrigues and Boukas (2005).
Our first result is stated by the following theorem.
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THEOREM 3.1 If there exists a positive scalar ¢ > 1 such that the fol-
lowing holds:

p—[a+av Il + 4]

0<1< — — —
av 11 AsAall + | AaAdl + | Aall for + 5]

(4.10)

where p = 0'5/\7""”(551}:(_;;9TP+Q) and v = i\\:i((];))’ then system (4.8)

in
ax

is asymptotically stable for all initial condition in the domain 2 and all
admissible uncertainties.

Sketch of the proof. First of all let us consider a Lyapunov functional
of the following form:

V(x(t)) =z (t)Px(t)
The derivative with respect to time ¢ along any trajectory is given by:

V(x(t)) =2 (t)Px(t) +z ' (t)Pi(t)
- HAd n Zd} a(t) + Agr(t — 7) + AAvz(t) + AAga(t — 7)

_Ad/t [Ae + AA ] 2(s) + [Ag + AAg) z(s — 7)) ds] Pz

—T

+o TP [[Aa + ] o(t) + Aga(t = 7) + AA,(t) + Adga(t - 7)

—Ay /tt [Ag + AA ) z(s) + [Ag + AAg] x(s — T)] ds]

—T

which can be rewritten as follows:

V() =27 (1) [[Ad + 4] PP [Ad+ ﬁd}] "0

2T (¢) [AAI P+ PAAT} a(t)

+a ' (t — 7)A] P(t) + 2" () PAga(t — 7)

+a(t — 7)AA] Px(t) + 2" PAAgz(t — )
—2z " (t)PAy /t [Aa + AA ] z(s) + [Ag + AAg) z(s — 7)) ds

t—7
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which implies in turn after using (4.9):
V(x(t) < -z (t) [PBR—lgTP + Q} (1)

T (@) [AAT P+ PAA] a(®)] + 27 (¢ - )47 Pa(t)]

o () PAg(t — 1) + |a(t — 7)AA] Pa(t)]
+|lz T PAAgz(t — 7)||
2T (H)PA, / [Aa+AA) 2(5)+[Ag+AAg a(s — 7)) ds| .

t—1

+2

Based on Razumikhin-type theorem, if there exists a positive scalar
q > 1 such that:

Vit —7)) < ¢V (a(t))
then we have:

[t =)l < qvllz(®)]]

with v = \/7:\\:{12((];)).

Using now this fact, we get:
V(x(t) < —7ll=(®)]?
with
Y= Anin(PBR'BTP + Q) = 2| |a+ qv || 4] + 4]
tqur [|AaAdll + 1 AaAal + | Aal lo + B1] [ Amar (P).

Based on (3.1), we conclude that v > 0 and therefore V(x(t)) < 0
which concludes that the closed-loop system is asymptotically stable for
all admissible uncertainties. g

Notice that if the returned rate and the inspection rate are known
without uncertainties, our previous results become:

COROLLARY 4.1 If there exists a positive scalar ¢ > 1 such that the
following holds:

p— qu|| Ad|
qv |[|AgAall + [[AdAdl|

0<T< (4.11)

then system (4.8) is asymptotically stable for all initial condition in 9.
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The controller we designed in Theorem 3.1 does not take care of the
imposed constraints on control and therefore the control may violate the
bounds which makes it infeasible. To overcome this we should include
these constraints in our design. For this purpose, notice that if we make
the analogy with the results on saturating actuators (Boukas (2003)or
see Liu (2005)) we can solve our problem. The dynamics of the system
can be rewritten as follows:

{a'c(t) = [Ay + AA 2(t) + [Ag + AAg) 2(t — 7) + Bop(t)

H(0) 0 (4.12)

with vy, (t) = Sat(v(t)) = [Sat(vi(t)), -, Sat(vy(t))] where

—d; if v; < —d;,
Sat(vi(t)) =  vs if —d; <wv; <y —d;,
u; —d; if v > u; — d;.
Notice also that for any saturating actuator, the function Sat(v(t))

which saturates at —d and u — d, the following inequality holds (see Su
et al. (1991))

Combining now the system dynamics (4.12) and the controller ex-

Sat(v(t)) — U(;)H < U(;) (4.13)

pression (4.7) and after adding and subtracting the term B@, with
v(t) = —R™' BT Px(t), we have:

i(t) = [Ag + AA) x(t) + [Ag + AAg) x(t — 7) + B [vm(t) - US)]

where Ay = A, — %BTP.
Again, following the same steps as we did before by decomposing Ay,
we get the following dynamics:

(1) = [Ad + Zd] 2(t) + Aga(t — 1) + AAdya(t) + AAgz(t — 7)

oyt
g / (A + A 2(s) + [Ag + AAg] 2(s — 7)

-7

+B [vm(s) - “(23)} ds+ B [vm(t) - ”(;)] . (4.14)

Now if we assume that the pair (A, + gd,B) is stabilizable, then
it is possible to construct a state feedback control using the optimal
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control theory and the gain can be computed from the following Riccati
equation:

[AT + Xd} "pip [AT n Zxd} —PBR'B"P+Q=0. (415)

If this equation has a solution P (symmetric and positive-definite ma-
trix), then we can construct a state feedback controller of the following
form:

v(t) = —Kx(t)

with K = R-!BTP.
The following theorem gives the results that determines the controller
which asymptotically stabilizes the class of systems.

THEOREM 4.2 If there exists a positive scalar ¢ > 1 such that the fol-
lowing holds:

p— o+ 05BIIK +av [ Al + )]

0<1< — = =
av (1 AaAall + | AaAdl + | Al [+ 0.5 B | K| + 6]

(4.16)

then system (4.8) is asymptotically stable for for all initial condition in
2 all admissible uncertainties.

Proof: Let us again choose the same Lyapunov function as before. In
this case, the derivative with respect to time ¢ gives:

V(x(t)) =& (t)Px(t) + ' (t)Pi(t)
= HAd + Zd} 2(t) + Agz(t — 1) + AA,z(t)

+AA(t—7)+ B [vm(t) - “(2’5)]

—Ay /t tT [[Ad + AA,] z(s) + [Ad + AAd] z(s —7)
+B [vm(s) - “(25)} ] ds} "PetaTp [ [Ad + Zd} 2(t)
+Aqz(t — 7) + AAx(t) + Adgz(t —7) + B [vm(t) - U(;)}

—Ay /t t [[Ad + AA]z(s) + [Ad + AAd] z(s — )

—T

+B [vm(s) - ”(2‘5”)} ] ds}
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which can be rewritten as follows:
V(x(t)) =z (t) H l+jd}Tp+P {A ! +ZdH x(t)
v (1) [AATP + PAA } 2(t) + 2 (t — 7)A) Px(t)
(

+z " (t)PAgz(t — ) + 2(t — T)AA] Px(t) + z  PAAg(t — 7)

+[B Um ”(Q)HTPJE() T ()PB[vm(t)_“(Qﬂ

t

- [[Acz + AA ] x(s) + [Ad + AAd] 2(s —7)
B [Um(S) - U(;)Hds

which implies in turn after using (4.15):

—227 (t)PAy /

V(x(t) < -z (¢) [PBR—lBTP + Q} ()
T () [AA,T P+ PAAT} c(@)| + |27 (¢ — 7)A] Px(t)|
+Ha T (#)PAga(t — 7)|| + [la(t — T)AA] Pa(t)|

- 0] it

-]

ordd [ [+ 84.] 6) + 140+ 3 (s -

8 onte -]

—l—HxTPAAdx(t —7)| +

+ ||z (t)PB

+2

Based on Razumikhin-type theorem, if there exists a positive scalar
q > 1 such that:

Vit — 7)) < ¢V (x(t)
then we have:

lz(t = 1)l < qvllz(@)]|
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Using now this fact, the inequality (4.13) and the expression of the
control v(t) = —Kx(t), we get:

V(x(t)) < =]«
with
Y= Anin(PBR'BTP + Q) = 2|+ 05| BJ[|K|| + av || Ad| + 8]

+qut [HgdAclH + | AgAgll + 1| A [o + 8 + 0.5\|B|||!K||]”>\max(f’)-

Based on (4.2), we conclude that 4 > 0 and therefore V(x(t)) < 0
which concludes that the closed-loop dynamics is asymptotically stable
for all admissible uncertainties. g

Similarly as we did for the previous theorem, when the uncertainties
are equal to zero we get the following results.

COROLLARY 4.3 If there exists a positive scalar ¢ > 1 such that the
following holds:

p= 051 BIIK I+ avl| Ad |
av || AgAall + | AgAall + 0.5 Ag] | B | K|

0<7< (4.17)

then system (4.8) is asymptotically stable for all initial condition in 9.

All the results we gave in this chapter are only sufficient conditions
and therefore, if we can not find a solution, this does not imply that the
system is not asymptotically stable. It is also clair that our results may
by restrictive in some cases.

4. Numerical example

To show the effectiveness of our results let us consider a manufacturing
system producing three part types. The data of the system is as follows:

[ 001 00 00 —0.001 0.0 0.0
A.=1| 00 0011 00 |, A;= 0.0 —0.001 0.0 ,
| 0.0 0.0 0.012 0.0 0.0 —0.001
1.0 0.0 0.0
B=1|00 1.0 00 |,
| 0.0 0.0 1.0

Assume that d; =1, 4, =2,i=1,---,3, [AA,]| <0.2 and ||[AAy]| <
0.2, and the matrices @ and R are chosen as follows:
1.0 0.0 0.0 1.0 0.0 0.0

Q=100 10 00|, R=1|00 1.0 0.0
0.0 00 1.0 0.0 00 1.0
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If we decompose Ay into two matrices as it was described previously
with:

N ~0.0011 0.0 0.0 - N
Ay = 00  —0.0011 00 |,A;=A,— Ay
0.0 0.0  —0.0011

and solving the following algebraic Riccati equation:

[Ar " Zd} "pip [Ar + Zd} _PBR'BTP+Q=0,

we get:
1.0089 0.0 0.0 1.0089 0.0 0.0
P= 0.0 1.0099 0.0 K = 0.0 1.0099 0.0
0.0 0.0 1.0110 0.0 0.0 1.0110

Choosing ¢ = 1.1 we can check that the condition of our theorem
is satisfied and therefore, the state feedback controller with this gain
stabilizes the closed-loop asymptotically.

Sl s

Stanes
i
’

Figure 4.1. The behaviors of the states x1(t), x2(¢) and z3(t) in function of time ¢

We have simulated this manufacturing systems with the controller
we designed with the initial conditions (z1(0) = —0.8, z2(0) = 1, and
x3(0) = 0.6 and the results are illustrated by Fig. 4.1 and Fig. 4.2.
These figures show that the closed-loop system is asymptotically stable
under the computed state feedback controller and the constraints on the
control are all satisfied. As it can be seen from the figures that all the
stock levels goes to zero at the steady state and also the production rates
converge to the neighborhood of the demand rates at the steady state
as expected.
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Lo ot

Figure 4.2. The behaviors of the control law u(¢) in function of time ¢

5. Conclusions

This chapter dealt with the production planning for manufacturing
systems with inspection of produced parts. The model we proposed
here considered the rejection of a certain rate after the inspection is
performed. It also considered the possibility that a ceratin rate of deliv-
ered parts may be returned back to the stock level. The control theory
is used to synthesize the state feedback controller that guarantees that
the closed-loop dynamics will be asymptotically stable and at the same
time respect the imposed constraints of the control input despite the
uncertainties of the system.
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Abstract  We consider the admission control problem for a two-class-priority M /M /1
queueing system. Two classes of customers arrive to the system accord-
ing to Poisson processes. Class 1 customers have preemptive priority in
service over class 2 customers. Each customer can be either accepted or
rejected. An accepted customer stays in the system and incurs holding
cost at a class-dependent rate until the service is finished, at which time
a reward is generated. The objective is to minimize the expected to-
tal discounted net cost. We analyze the optimal control policies under
three criteria: individual optimization, class optimization, and social
optimization. Using sample path analysis, we prove that the optimal
policy is of threshold-type under each optimization criterion. We also
compare policies under different criteria numerically.

Keywords: M/M/1 queue with priorities, Admission control, Coupling method,
Markov Decision Processes.

Introduction

This paper considers an M /M /1 queueing system serving two classes
of customers. Class 1 customers have preemptive resume priority over
class 2 customers. Within each class, the service is provided on a first-
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come, first-served basis. Class k customers arrive according to a Poisson
process with parameter A\; and require an ii.d. exp(ux) service time,
k = 1,2. A decision to accept or reject a customer needs to be made
upon each arrival. There is no cost associated with rejecting a customer.
When there are ¢ class 1 customers and j class 2 customers in the system,
the holding cost is incurred at rate h(i,j) = hii + hoj. An expected
reward of rj is generated each time a class k customer finishes service.
All rewards and costs are continuously discounted with rate « > 0. The
objective is to admit customers in an optimal way, i.e., minimize the
expected total discounted net cost.

Priority issue arises in various queueing systems. For example, inter-
net traffic protocols assign higher priority to data packages that require
real-time transmission (e.g. on-line live audio and video) and lower pri-
ority to delay-insensitive packages (e.g. e-mails and file transmission).
Service queues may give VIP customers higher priority over ordinary
customers. In hospitals, patients in critical conditions receive higher pri-
ority in treatment over non-critical patients. Admission control problem
in these kinds of multi-priority queues can be modeled by the framework
presented here. This paper is originally motivated by the problem of out-
sourcing warranty repairs to outside vendors. Consider a manufacturer
offering various types of warranties for its product. When different types
of warranties specify different repair turnaround times, it is desirable to
give higher priority to repairs with shorter turnaround time. Warranty
repairs are outsourced to a number of outside vendors. When an item
fails and is under warranty, it is sent to one of the vendors for repair.
The manufacturer pays a fixed fee for each repair and incurs holding
costs (good will cost) while items are at the vendor. The objective of
the manufacturer is to assign warranty repairs in such a way that the
expected long-run average cost is minimized. Analyzing the admission
control problem studied here can serve as a starting point for solving this
complicated routing problem. The results of this single-vendor admis-
sion control problem can be used to derive index-based dynamic routing
policies for multi-vendor problems (See Opp, Kulkarni and Glazebrook
(2005)).

Admission control for single class queueing systems is widely stud-
ied. See Stidham (1985) for a survey. Naor (1969) proposes the first
quantitative model. He studies an M /M /1 system with a single class of
customers, undiscounted reward and cost. The objective is to maximize
the long-run average net reward. Naor considers only critical-number
policies and shows that ng < ny, where ng and ny are the critical num-
bers for social optimization and individual optimization, respectively.
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Many authors have generalized Naor’s model. Among others, Yechiali
(1971, 1972) shows that for GI/M/s systems the socially optimal policy
has critical-number form. Knudsen (1972) considers an M /M /s queue
with state-dependent net benefit. Lippman and Stidham (1977) study
a birth-death process with general departure rate, random reward, with
or without discounting and for a finite or infinite time horizon. Stid-
ham (1978) considers a GI/M /1 queue with random reward and general
holding cost, with or without discounting. Other models of admission
control problem for single-class queues include Adiri and Yechiali (1974),
Stidham and Weber (1989), and Rykov (2001).

Multi-class admission control problem has also been studied exten-
sively. Papers in the area can be classified into two categories based on
whether or not service is prioritized. For models without service pri-
orities, see Miller (1969), Blanc et al. (1992), Kulkarni and Tedijanto
(1998), and Nair and Bapma (2001). In these models, different classes
are distinguished by different arrival rates, service rates, rewards, holding
costs, etc. Among papers that consider service priorities, Mendelson and
Whang (1990) study a priority pricing problem for a multi-class M /M /1
queueing system, where each customer decides by himself whether to
join the system or not, and, if join, at what priority level. Hassin (1995)
studies a bidding mechanism for a GI/M /1 queue without balking. Ha
(1997) considers the production control problem in a make-to-stock pro-
duction system with two prioritized customer classes.

To the best of our knowledge, Chen and Kulkarni (2005) are the first
to consider the admission control problem for a multi-priority queue
with the objective of minimizing expected total discounted cost. This
paper differs from Chen and Kulkarni’s paper mainly in two aspects: (i)
We assume the rewards are generated at the time of service completion
instead of the time of joining the repair queue as assumed by Chen
and Kulkarni (2005). This shift of reward times changes the nature of
the problem in some critical ways, e.g. the optimal value function is
no longer non-decreasing in the number of customers of each type in
starting state, and the cases where every customer is accepted do not
exist anymore. (ii) We prove the structural results using sample path
analysis (specifically, the coupling method) (Lindvall (1992), Wu et al.
(2005) ), while Chen and Kulkarni (2005) use standard value iteration
method. The sample path approach provides more concise proofs.

Following Chen and Kulkarni (2005), we analyze the optimal control
policies under 3 criteria: individual optimization, class optimization,
and social optimization. Under individual optimization, each customer
decides whether to join the system or not in order to minimizes his own
expected total discounted cost. Under class optimization, there is a con-
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troller for each class. The controller of class k decides whether to accept
an arriving class k customer or not in order to minimize the expected
total discounted cost incurred by all class k customers, £k = 1,2. Under
social optimization, there is a single controller for the whole system. The
system controller decides whether to accept an arriving customer or not
in order to minimize the expected total discounted net cost incurred by
all customers. Using sample path argument, we obtain the same struc-
tural results as in Chen and Kulkarni (2005), i.e., the optimal control
policy under each optimization criterion is of threshold type. We also
compare different policies numerically. The numerical results suggest
the same relationships as shown in Chen and Kulkarni (2005), i.e., the
socially optimal policy accepts more low priority customers and less high
priority customers than the class-optimal policy; the individually opti-
mal policy accepts the most high priority customers while, depending on
the parameters, it can accept either more or less low priority customers
than the other two policies.

The remainder of the paper is organized as follows. Section 1, 2, 3
are dedicated to the structural properties of the optimal policies under
individual optimization, social optimization, and class optimization, re-
spectively. Section 4 compares different policies numerically. We end
with the summary in Section 5.

1. Individual Optimization

Following the same approach as in Chen and Kulkarni (2005), one can
easily derive the following results for individually optimal policies.

THEOREM 5.1 Under the individual optimization criterion, an arriving
class 1 customer who sees the system in state (i,7j) joins the queue if
and only if i < LY, where

Jlog —E— 1. (5.1)

LI =1lo
1 Lghﬁ—am U+«

An arriving class 2 customer who sees the system in state (i, j) joins the
queue if and only if j < L1(i), where

L) = UOgWW/IOgﬁJv if i<Li
2\ L(o8 tyramts, @ T (0~ L{)(log =5%))/ log 8], if i > L{
1
(5.2)
where ¢;() is the LST of the busy period initiated by i class 1 customers
and B = m || is the largest integer less than or equal to

x. Furthermore, Lb(i) is decreasing in i.
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Note that shifting the reward time (from the moment a customer joins
the queue to the moment a customer finishes service) not only changes
the form of the threshold functions but also eliminates the cases where
everyone is accepted.

2. Social Optimization

We consider socially optimal policies in this section. The objective of
a socially optimal policy is to minimize the expected total discounted
net cost generated by all customers. Let v(i,7) be the expected total
discounted net cost generated by a socially optimal policy over an in-
finite horizon starting from state (¢, j). Following Lippman (1975), we
uniformize the process by defining the uniform rate A = Ay + Ao + .
Rescaling time so that A + a = 1, we have the following optimality
equations

v(i,7) = hit+ hej + A\ min{v(i,j),v(@ + 1,5)}
+Xo minf{ov(i, j),v(i,j+ 1)}
o(i—1,5) —r, ifi>1
ud 00,5 =1)—ro, ifi=0,5>1 (5.3)
v(0,0), ifi=0,7=0.

LEMMA 5.2 v(0,1) —v(0,0) + 72 > 0.

Proof. Define two processes on the same probability space so that they
see the same arrivals and potential services. Process 1 starts in state
(0,1) and follows optimal policy. Process 2 starts in state (0,0) and
follows policy ¢ which is described below. Let 7 be the first time Process
1 reaches state (0,0). Let Process 2 take the same action as Process 1
upon each arrival until time 7, then follow the optimal policy afterwards.
If a new class 2 customer is accepted while Process 1 is serving the
last class 2 customer, we resample the remaining service time of the
class 2 customer currently under service in Process 1 so that he finishes
service at the same time as the new class 2 customer in Process 2. (This
resampling argument can be applied to similar situations in the rest of
this paper.) Therefore, Process 1 and 2 have identical customers except
for one extra class 2 customer in Process 1 until time 7. Two processes
become identical from then on. Using v?(4,j) to denote the expected
total discounted net cost generated by policy ¢ starting from state (i, j),
we get

v(0,1) —v(0,0) > v(0,1) —v®(0,0)
= FE /T e~ hodt + Ee™ T (—ry + v(0,0) — v(0,0))
0
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> —roFEe™ > —ry. O

LEMMA 5.3 v is supermodular, i.e.,

vii+1,j+1)—v(+1,5) —ov(i,j+ 1) +v(i,j) > 0. (5.4)

Proof. Fix ¢ and j. Define four processes on the same probability space
so that they see the same arrivals and potential services. Process 1 and 4
follow optimal policies and start in states (i + 1,5+ 1) and (i, j), respec-
tively. Process 2 and 3 start in states (i+1, j) and (4, 7+ 1), respectively,
and use policies ¢o and ¢3 which are described below. Denote the state
of Process k at time ¢ by (XF,YF), k=1,2,3,4.

Let 71 be the first time Process 2 and 3 have 0 customers entirely.
Note that if Process 2 and 3 take the same action upon each arrival they
will reach state (0,0) at the same time, since service rates are the same
for both classes. Let 7 be the first time Process 1 and 4 take different
actions. Define 7 = min{71,72}. Let Process 2 and 3 take the same
action as Process 1 and 4 until time 7, then follow the optimal policy
afterwards. Thus

vii+1,74+1) —v(i+1,5) —v(i,j+1)+v(i,7)
z—i—lj—i—l)—v@(z—i-l §) — v (0,5 + 1) +v(i, §)

= E/ AXE+1,Y 4+ 1) — h(X} + 1,7

v

—hc¥ﬁ¥?4—w-+h0¥iifﬂdt
+FEe " (—R1 + Ry + R3 — Ry)
+Ee” T (0(X), Y —o(X2Y7) —o(X2Y?P) + (X2, YY),

T T T ST

where R; is the potential reward generated in Process ¢ at time 7. It
can be easily seen that the first term is 0 because of the linear holding
cost rate.

To simplify notation, define

D=v(i+1,j+1)—v(i+1,j)—v(i,j+1)+v(i,j)  (55)
A=—Ri+ Ry + R3 — Ry, (5.6)

B=uv(XL Y} —v(X2 Y2 —o(X3Y3) +u(X2 VD). (5.7)

Tyt Tyt T T T YT
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Case 1: 7 = 11. Then, at 7, the four processes are in states (0,1), (0,0),
(0,0), and (0, 0), respectively. The two distinct paths by which this state
is reached are: (i) {(1,2) (1,1) (0,2) (0,1)} — {(0,2) (0,1) (0,1) (0,0)} —
{(0,1) (0,0) (0,0) (0,0)}; (i) {(2,1) (2,0) (1,1) (1,0)} — {(1,1) (1,0)
(0,1) (0,0)} — {(0,1) (0,0) (0,0) (0,0)}. In the former case, R = Ry =
R3 = 19, and Ry = 0. In the latter case, Ry = Ry = r1, R3 = ro9, and
R4 = 0. In both cases, we have

D > Be*(ry + (0, 1) — v(0,0)) > 0,

where the last inequality follows from Lemma 5.2.

Case 2: T = 19. Then A = 0. We have the following possibilities.

Case 2.1: A class 1 arrival is accepted by Process 1 and rejected by
Process 4. Let Process 2 accept the arrival and Process 3 reject it.
Then after this event the states in four processes are (X2 + 2, Y2 + 1),
(X2 +2,Vh), (XELYA+ 1), and (X2, Y2), respectively. Adding and

subtracting v(X2* + 1,V + 1) + v(X2 + 1,Y?), we have

B = oX2 42,V +1) —oX2+ 1,V +1) —u(X2 42,V
+o(X2 4+ 1L, Y 4+ o(X2+ 1,V +1) —o(XL YA+ 1)
—o(X2 4+ 1,V +o(X2 V).

T T

Note that the first four terms and the last four terms above are inequality
(5.4) evaluated at (X2 4 1,Y*) and (X2 Y?), respectively. Thus the
above argument can be repeated until either Case 1 or Case 2.2 or Case
2.4 happens.

Case 2.2: A class 1 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 reject the arrival and Process 3 accept it.
Then after this event the states in four processes are (X2 + 1,Y* + 1),
(X24+1,Y4), (X24+1,Y2+1), and (X2 +1,Y2), respectively. Note that
Process 1 and 3 couple, so do Process 2 and 4. Therefore B = 0 and
(5.4) holds.

Case 2.3: A class 2 arrival is accepted by Process 1 and rejected by
Process 4. Let Process 2 reject the arrival and Process 3 accept it.
Then after this event the states in four processes are (X + 1,Y?* + 2),
(X2 + 1,74, (X2 YA +2), and (X2, Y?), respectively. Adding and

subtracting v( X2 + 1, YA + 1) + v(X2, Y2 + 1), we have

B = o(X 241,V +2) —o(X24+ 1,V +1) —v(X2 V2 +2)
(X2 YA+ D)+ o(XE+ 1,7 1) (X2 11,7

TYOT

—o(XL YV 4+ 1) +o(XE Y.

TS T

Note that the first four terms and the last four terms are inequality (5.4)
evaluated at (X2,Y4 + 1) and (X2, Y?), respectively. Thus the above

TYOT
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argument can be repeated until either Case 1 or Case 2.2 or Case 2.4
happens.

Case 2.4: A class 2 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 accept the arrival and Process 3 reject it.
Then after this event the states in four processes are (X2 + 1,V + 1),
(X2+1,Y24+1), (X2 YA +1), and (X2, Y2 +1), respectively. Note that
Process 1 and 2 couple, so do Process 3 and 4. Therefore B = 0 and
(5.4) holds. O

LEMMA 5.4 v(i,j) s a unimodal function in i, i.e., if v(i + 1,7) —
v(i,j) >0, then v(i+2,75) —v(i +1,5) > 0.

Proof. Define two processes on the same probability space so that they
see the same arrivals and potential services. Process 1 follows the optimal
policy and starts in state (i + 2, 7). Process 2 starts in state (i + 1, j)
and follows policy ¢ that is described below.

Let 7 be the first time Process 1 has ¢ + 1 class 1 customers. Process
2 takes the same action as Process 1 upon arrivals until 7 then follow
the optimal policy afterwards. Thus, at time 7 Process 2 has i class
1 customers and the same number of class 2 customers, say j’, as in
Process 1. We have j' > j, since no class 2 customers have started
service yet. Hence

v(i+2,j) —v(i+1,5) > v(i+2,7)—0v?6+1,5)
T
_ E/ e~thydt + e~ (v(i +1,7) — v(i, §')),
0

where j' > 7. From supermodularity, we have
U(Z + 1>j/) - U(i,j,) > U(Z + 17]) - U(27]) > 0.
Therefore v(i +2,5) —v(i+1,7) > 0. O

THEOREM 5.5 The socially optimal policy for admitting class 1 cus-
tomers is characterized by a monotonically decreasing switching curve,
i.e., for each j > 0, there exists a threshold L3 (j), such that a class 1
arrival in state (i,7) is accepted if and only if i < L3(j). Furthermore,
L3(j) is monotonically decreasing in j.

Proof. We follow the convention that a customer is accepted when
accepting or rejecting that customer makes no difference in terms of
cost. Then a class 1 arrival in state (i,7j) is accepted if and only if
v(i+1,7) <wv(i,j). For any fixed j, let

Li(j) =min{i:v(i+1,7) > v(i,j)}.
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Using Lemma 5.4, one can easily show that a class 1 arrival is accepted
if and only if ¢ < L{(j).

For j; < jo, we have v(i + 1,j2) — v(i,72) > v(i + 1,51) — v(4,51),
which follows from supermodularity. By definition of Lj(j1), we have
v(Li(1) +1,51) > v(L1(j1), 1), so v(Li(1) +1,42) > v(Li(j1), j2)- By
definition of L§(j2), we have L3 (j1) > L§(j2). Thus, L§(j) is decreasing
inj. O

LEMMA 5.6 If hi > hg and r1 > 79, then v is diagonally dominant in
both i and j, i.e.,

v(i,j+2)—v(,j+1)—v(+1,j+1)+ov(i+1,5) >0, (5.8)

0(ij+1) —v(i+1,7) v+ 1,j+1) +0(i+2,5) >0, (5.9)

Proof. (a). Consider (5.8) first.

Define four processes on the same probability space so that they see
the same arrivals and potential services. Process 1 and 4 follow optimal
policies and start in state (i, +2) and (i + 1, j), respectively. Process 2
and 3 start in state (¢, j+1) and (i41, j+1), respectively, and use policies
¢9 and ¢3 which are described below. Denote the state of Process k at
time t by (XF,Y}), k=1,2,3,4.

Let 71 be the first time Process 3 and 4 have 0 class 1 customers.
Since service rates are the same for both classes, Process 1 and 2 finish
serving the first class 2 customer at 7. Let 75 be the first time Process
1 and 4 take different actions. Define 7 = min{r;,72}. Let Process 2
and 3 take the same action as Process 1 and 4 upon each arrival until
time 7, then follow the optimal policy afterwards. Thus

v, j+2)—v(i,j+1)—v@E+1,j+1)+v(+1,5)
v(i,j+2) — v, 5+ 1) —v®(@+ 1,7+ 1) +v(i+ 1,5)
T
= B [ e - 1Y ) - B - 1Y)
0

v

—h(XE Y+ 1) + (X Ylde
+E6_aT(—R1 + Ry + R3 — R4)
+E€_OCT(’U(X;7 Y’T‘l) - U(X72'7 Y7'2) - ,U(Xg’a YE) + ,U(Xﬁa Y;l))a
where R; is the potential reward generated in Process ¢ at time 7. It
can be easily seen that the first term is 0 because of the linear holding
cost rate.
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Define A, B as in (5.6), (5.7).

Case a.1: 7 = 711. Then the states in four processes at time 7 are
(0,YA+1), (0,Y4), (0,4 + 1), and (0,Y?*), respectively. Note that
Process 1 and 3 couple, so do Process 2 and 4. Therefore B = 0. Also,
Ry = Ry =19 and R3 = Ry = r1, s0o A = 0. Thus (5.8) holds.

Case a.2: 7 = 5. Then A = 0. We have the following possibilities.
Case a.2.1: A class 1 arrival is accepted by Process 1 and rejected by
Process 4. Let Process 2 accept the arrival and Process 3 reject it.
Then the states in four processes at time 7 are (X2 Y4 +2), (X2 Y4 +

T T

1), (X5 Y2+ 1), and (X2, Y?), respectively. Adding and subtracting

T T T) T

v(X2+ 1, VA +1) +o(X2+1,Y%), we have

B = ’U(Xﬁ,Yf—i—Q)—’U(Xﬁ—FLYTLL—Fl) _U(X7%7YT4+1)
FUXE LY o(XE 4+ L YA 1) —o(XA YA+ 1)
—o(X2+ 1,V +o(X2 V).

TY T

Note that the first four terms are inequality (5.8) evaluated at (X2, Y?),
so the above argument can be repeated until Case a.l or Case a.2.4
happens. The last four terms are inequality (5.4) evaluated at (X2, Y?),
which is non-negative by Lemma 5.3.

Case a.2.2: A class 1 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 accept the arrival and Process 3 reject it. Then
the states in four processes at time 7 are (X*—2, V44+2), (X2—-1,Y2+1),
(X2 —1,Y2 +1), and (X2, Y?), respectively. Adding and subtracting

v(X2 -2, VA +1) +o(X2 - 1,Y%), we have

B = v(X2 -2V +2)—v(X2 -2,V +1) —v(X2 -1,V +1)
+o(X2 -1, ¥ 4 oXE -2,V +1) — (X -1, Y1 +1)
—u(X2 -1,V +o(XE Y.

T) T

Note that the first four terms are inequality (5.8) evaluated at (X2 —
2,Y4), so the above argument can be repeated until Case a.1 or Case
a.2.4 happens. The last four terms are inequality (5.9) evaluated at
(X% —2,Y4), so the argument in part (b) can be repeated until Case b.1
or Case b.2.1 happens.

Case a.2.3: A class 2 arrival is accepted by Process 1 and rejected by
Process 4. Let Process 2 accept the arrival and Process 3 reject it. Then
the states in four processes at time 7 are (X2 —1,Y4+3), (X2 —-1,Y*+
2), (X3, Y4+ 1), and (X2,Y?), respectively. Adding and subtracting

TIOT T T

v(X2 -1,V 4+ 2) +o(X4 VA +2) + v(X2, V2 + 1), we have

B = o(X; - 1LY +3) —v(X; - 1LY +2) —o(X], Y +2)
Fo(XEL YA+ ) +o(XE -1, +2) —o(X2 -1, 71 +1)



Admission Control in the Presence of Priorities 83

—o(X7, Y + 1) +o(X5, V) +o(X7 - 1LY +1)
(XA -1, VA4 2) — (XL YA+ 1) +o(XE YA+ 2).

Note that the first four terms and the second four terms are inequality
(5.8) evaluated at (X2 —1,Y2+1) and (X2 —1,Y?), respectively. So the
above argument can be repeated until Case a.l or Case a.2.4 happens.
The last four terms are inequality (5.4) evaluated at (X2 — 1,Y2* + 1),
which is non-negative by Lemma 5.3.

Case a.2.4: A class 2 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 accept the arrival and Process 3 reject it. Then
the states in four processes at time 7 are (X2 —1,YVA41), (X2—-1,Y*+1),
(X2 Y4, (X2, Y4), respectively. Note that Process 1 and 2 couple, so
do Process 3 and 4. Therefore B = 0 and hence (5.8) holds.

(b). Consider (5.9) next.

Define four processes on the same probability space so that they see
the same arrivals and potential services. Process 1 and 4 follow optimal
policies and start in state (7,7 + 1) and (i + 2, j), respectively. Process 2
and 3 start in state (i+1, 7) and (i+1, j+1), respectively, and use policies
¢2 and ¢3 which are described below. Denote the state of Process k at
time ¢ by (XF,Y}F), k=1,2,3,4.

Let 3 be the first time Process 2 and 3 have 0 class 1 customers. Let
71 be the first time Process 4 has 0 class 1 customers. Since service
rates are the same for both classes, Process 1 finishes serving the first
class 2 customer at  and the second class 2 customer (if any) at 7.
Process 2 and 3 finish serving the first class 2 customer (if any) at 7.
So between § and 71, Process 1 and 2 have identical customers, and
Process 3 has one more class 2 customer but one less class 1 customer
than Process 4. While Process 4 is serving the last class 1 customer,
the servers in Process 1 and 2 are either serving class 2 customers or
idle. In the former case, the rewards generated in four processes at 71
are respectively 79,719,792, and r1. In the latter case, the rewards are
respectively 0,0,72, and r1. Let 7o be the first time Process 1 and 4
take different actions. Define 7 = min{7,72}. Let Process 2 and 3 take
the same action as Process 1 and 4 upon each arrival until time 7, then
follow the optimal policy afterwards.

Case b.1: T = 71. Then

v(t,j+ 1) —v(i+1,7) —v(@+ 1,7+ 1) +v(i + 2,j)
v(i,j+1) —v®2(i+1,5) — 0?2+ 1,5+ 1) +v(i + 2, )

Y]

B
= B [ e et - 254+ 1) - axE - LYY
0
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JFEG_O(B(*TQ +ry+r — 7“1)
-I—E/ e_at(hl — hg)dt + Ee_aT(’I“Q — 7’1)
B

[v(0,0) — v(0,0) — v(0,0) +v(0,0)],if Y} =Y2 =0
+Ee—047'
[’U(O, Y;l - 1) - U(O, Y;l - 1) - U(Ov Y;l) + U(Oz YT4)]7 Oo.w.

The first term is 0 because of the linear holding cost rate. Using the fact
that hy > hg and 7 > 3, one can show that (5.9) holds.

Case b.2: T = 19. Then

v(t, g+ 1) —v(i+1,7) —v(i+ 1,7+ 1) +v(i + 2,)

(i, j+ 1) —v®2(i+ 1,5) —v® (i + 1,5 + 1) + v(i + 2, )

— B[ e - 2 4 ) - b - LYY
0

v

—h(X{ =1,V +1) + h(X}, Yt
+E€7QT(U<X7%7 le) - U(sz Y7'2) - U(Xga YT3> + U(X‘%'a Y‘r4))'
We have the following possibilities.
Case b.2.1: A class 1 arrival is accepted by Process 1 and rejected by
Process 4. Let Process 2 accept the arrival and Process 3 reject. Then
the states in four processes at 7 are (X2 — 1,V + 1), (X4 Y4), (X2 -

Ty 4T
1,YA+1), and (X2, Y2), respectively. Note that Process 1 and 3 couple,
so do Process 2 and 4. So (5.9) holds.

Case b.2.2: A class 1 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 accept the arrival and Process 3 reject. Then
the states in four processes at 7 are (X2 — 3, YA + 1), (X2 - 1,Y?),
(X4 —2,Y4+1), and (X2 Y?), respectively. Adding and subtracting

v(X2 -2,V +o(X2E -2, YA+ 1) +u(X2—1,Y* 4+ 1), we have

B = o(X2 -3V +1)—ouX! -2,V —uX -2,V +1)
+o(XE -1, ¥ +o(XE =2, +1) —o(X2—1,7Y
_U(Xé - 17Y7'4 + 1) + U(X?'?YTZL) + ,U(Xﬁ - 27 Y7'4)

(X -2 VA1) — (X -1, YY) +o(XE -1, YA+ 1).

Note that the first four terms and the second four terms are inequality
(5.9) evaluated at (X2 — 3,Y4) and (X2 — 2,Y}), respectively, so the
above argument can be repeated until Case b.1 or Case b.2.1 happens.
The last four terms are inequality (5.4) evaluated at (X2 —2,Y%), which
is non-negative by Lemma 5.3.

Case b.2.3: A class 2 arrival is accepted by Process 1 and rejected by
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Process 4. Let Process 2 accept the arrival and Process 3 reject. Then
the states in four processes at 7 are (X2 — 2, Y4 +2), (X2 -1, V4 4+ 1),
(X2 —1,Y2 +1), and (X2, V), respectively. Adding and subtracting
(X2 -2, VA +1) +v(X2 - 1,71, we have

B = o(X -2,V 4+2) —oXt -1,V +1) —u(Xt -2,V +1)
+o(X; -1, +o(X7 -2, +1) —o(X; - 1,Y))
—o(X} - LY+ 1) +o(X2 Y.

Note that the first four terms are inequality (5.8) evaluated at (X2 —
2,Y%), so the argument in part (a) can be repeated until Case a.l or
Case a.2.4 happens. The last four terms are inequality (5.9) evaluated
at (X} —2,Y2), so the above argument can be repeated until Case b.1
or Case b.2.1 happens.

Case b.2.4: A class 2 arrival is rejected by Process 1 and accepted by Pro-
cess 4. Let Process 2 accept the arrival and Process 3 reject. Then the
states in four processes at 7 are (X2 —2,Y4), (X4 -1,Y?4), (X2 -1,Y4),
and (X2, Y4), respectively. Adding and subtracting v(X2 —2, YA+ 1)+
v(X*—1,Y4+1), we have

B = o(X}-2 VY —uX2-2, Y +1) —v(XL-1,YY
Fo(XE -1, YA+ ) 4 o(XE -2,V +1) (X2 - 1,7%
—o(X2 -1,V + 1) +o(XE Y.
Note that the first four terms are inequality (5.4) evaluated at (X2 —
2,Y24), which is non-negative by Lemma 5.3. The last four terms are
inequality (5.9) evaluated at (X2 — 2,Y4), so the above argument can
be repeated until Case b.1 or Case b.2.1 happens. O

COROLLARY 5.7 If h1 > ho and r1 > ro, then v is convex in both i and
7, t.e.,
v(i+2,5) —v(i+1,5) >v(i+1,75) —v(i,j), (5.10)

v(i,j+2)—v(i,j+1) >0v(i,j+ 1) —v(i,)). (5.11)

Proof. (5.10) is implied by (5.4) and (5.9), and (5.11) is implied by (5.4)
and (5.8). O

THEOREM 5.8 The socially optimal policy for admitting class 2 cus-
tomers is characterized by a monotonically decreasing switching curve,
i.e., for each i > 0, there exists a threshold L5(i), such that a class 2
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arrival in state (i,7) is accepted if and only if j < L5(i). Furthermore,
L5 (i) is monotonically decreasing in i.

Proof. Using supermodularity and convexity in j, one can prove this
theorem by following similar argument as in the proof for Theorem 5.5.
O

3. Class Optimization

We consider class-optimal policies in this section. The objective of a
class-optimal policy for class k, k = 1,2, is to minimize the expected
total discounted net cost generated by all customers in class k.

Optimal Policies for Class 1

We consider optimal admission control policies for class 1 customers
first. Denote v(i) the expected total discounted net cost generated by a
class-optimal policy for class 1 over an infinite horizon starting from state
i, where i is the number of class 1 customers in the system. Note that
class 1 customers don’t see class 2 customers under class optimization
because of their higher priority. Thus, after uniformizing, the optimality
equation can be written as

v(i) = hyi + A min{v(i), v(i + 1)} + po((i = D)F —rilysy).  (5.12)
LEMMA 5.9 v(1) —v(0) +71 > 0.

Proof. Define two processes on the same probability space so that they
see the same arrivals and potential services. Process 1 starts with 1 class
1 customer and follows optimal policy. Process 2 starts with 0 class 1
customers and follows policy ¢ which is described below. Let 7 be the
first time Process 1 has 0 class 1 customers. Let Process 2 take the
same action as Process 1 upon each arrival until time 7, then follow the
optimal policy afterwards. Therefore, Process 1 has one more class 1
customer than Process 2 until time 7. Two processes become identical
from then on. Thus,

v(1) =0(0) > v(1) —v?(0)
= E/ e hidt + Ee " (—r1 4+ v(0) — v(0))
0

v

—rmEe ™ > —r. O
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LEMMA 5.10 v is convez, i.e.,

v(i+2)—v(i+1)—v(@i+1)+v(i) > 0. (5.13)

Proof. Define four processes on the same probability space so that they
see the same arrivals and potential services. Process 1 and 4 follow
optimal policies and start in state ¢ + 2 and i, respectively. Process 2
and 3 start in state ¢ + 1 and use policies ¢9 and ¢3, respectively, which
are described below. Denote the state of Process k at time ¢ by (Xf, Ytk),
k=1,2,34.

Let 7 be the first time Process 2 and 3 have 0 class 1 customers.
Let 79 be the first time Process 1 and 4 take different actions. Define
7 = min{7, 72}. Let Process 2 and 3 take the same action as Process
1 and 4 upon each arrival until time 7, then follow the optimal policy
afterwards. Thus

v(i+2)—v(i+1)—ov(E+1)+v()
v(i+2) — @u+n 093 (i 4 1) + v(3)

- E/ X2 4 2) — B(X2 4+ 1) — h(X2 + 1) + h(X 1) dt

v

“T(=R1 + Ro + R3 — Ry)
+Ee-M<v<XT> — o(X2) — v(X) + v(XD)),
where R; is the potential reward generated in Process i at time 7. It
can be easily seen that the first term is 0 because of the linear holding

cost rate.
To simplify notation, define

D=v(i+2)—v(i+1)—v(i+1)+v(i), (5.14)

B =v(X}) —v(X2?) —v(X3) +v(XD). (5.15)

Also define A as in (5.6).

Case 1: 7 = 11. Then the states in four processes at 7 are 1, 0, 0, 0,
respectively. The rewards generated at 7 are Ry = Re = R3 = r1, and
R4 = 0. Therefore,

D> Ee " (v(1) —v(0) +7r1) >0,

where the last inequality follows from Lemma 5.9.
Case 2: T =15. Then A = 0. We have the following possibilities.
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Case 2.1: A class 1 arrival is accepted by Process 1 and rejected by Pro-
cess 4. Let Process 2 accept and Process 3 reject the arrival. Then the
states in four processes at 7 are X* +3, X2+ 2, X2 +1, X4 respectively.
Adding and subtracting v(X2 + 1) + v(X2 + 2), we have

B = o(X}+3)—v(X2+2)—v(X}+2) +v(X2+1)
(X2 4+2) —o(XF+ 1) —o(XE+1) +u(XD).

Note that the first four terms and the last four terms are inequality
(5.13) evaluated at X2+ 1 and X2, respectively. So the above argument
can be repeated until Case 1 or Case 2.2 happens.

Case 2.2: A class 1 arrival is rejected by Process 1 and accepted by
Process 4. Let Process 2 accept and Process 3 reject the arrival. Then
the states in four processes at 7 are X2 + 2, X2 + 2, X4 + 1, X* + 1,
respectively. Notice that Process 1 and 2 couple, so do Process 3 and 4.
So B = 0 and hence (5.13) holds. O

THEOREM 5.11 The class-optimal policy for admitting class 1 customers
is characterized by a critical number, i.e., there exists a threshold L,
such that a class 1 arrival in state i is accepted if and only if ¢ < L{.

Proof. Define
LY =min{i : v(i + 1) > v(i)}.

Using Lemma 5.10 one can easily show that a class 1 arrival is accepted
if and only if i < L{. O

Optimal Policies for Class 2

We consider optimal admission control policies for class 2 customers
next. Denote v(i, j) the expected total discounted net cost generated by
a class-optimal policy for class 2 over an infinite horizon starting from
state (4,7). Assuming class 1 customers are admitted according to the
class-optimal policy for class 1, the optimality equation can be written
as

o . i+ 1,5), if i< LC
v(i,j) = hg]—i—)\l{v(z g), it L

v(i, §), if i >=L¢
+A2 min{v (i, j + 1), v(,5)}
(i —1,7), if i>1
tud 0(0,5—1)—ry, if i=0,j>1 (5.16)
v(0,0), if i=0,j=0.

LEMMA 5.12 v(0,1) —v(0,0) + 72 > 0.
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Proof. Same argument as in the proof for Lemma 5.2 applies. O
LEMMA 5.13 v is convex in j, i.e.,

v(t,7+2)—v(i,j+1)—v(i,j+1)+0v(i,j) > 0. (5.17)

Proof. Same argument as in the proof for Lemma 5.10 applies after the
following changes. Replace class 1 by class 2. Replace v(i) by v(z,j),
v(i+1) by v(i,j + 1), etc. Replace 1 by ra. O

LEMMA 5.14 v s supermodular, i.e.,

Proof. Same argument as in the proof for Lemma 5.3 applies after the
following changes. No reward is generated when a class 1 customer
finishes service, i.e., 71 = 0. Case 2.1 does not exist, since a class 1
arrival is always accepted in state (i, j) if it is accepted in state (i+ 1, j).
Case 2.2 is the same as in Lemma 5.3 except that it only happens when
i=L{—-1. O

THEOREM 5.15 The class-optimal policy for admitting class 2 customers
1s characterized by a monotonically decreasing switching curve, i.e., for
each i > 0, there exists a threshold L$(i), such that a class 2 arrival in
state (i,7) is accepted if and only if j < LS(i). Furthermore, L§(i) is
monotonically decreasing in 1.

Proof. Using supermodularity and convexity in j, one can prove this
theorem by following similar argument as in the proof for Theorem 5.5.
O

4. Numerical Comparison

We compare policies under different criteria numerically in this sec-
tion. The numerical examples are computed by using standard value
iteration algorithm. We approximate the infinite state space by assum-
ing that no customers arrive when the total number of customers in the
system reaches an upper bound B, which is much larger than the ex-
pected queue length. Thus the state space is S = {(4,7) : 0 <i,j < B}.
The stopping criterion is max{|v,.1(4,7) — vn(4,7)| : (i,5) € S} <1072,
where vy, (7, ) is the value function at the n'" iteration.
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Figure 5.1 plots the cost of class-optimal policy for class 1 customers
against ¢, the number of class 1 customers in starting state. Figure 5.2
plots the cost of class-optimal policy for class 2 customers against 7, the
number of class 2 customers in starting state, for different i. Figure 5.1
and 5.2 use the following parameters a = 0.2, 4 = 0.5, A1 = 0.15, A\ =
0.15,h1 = 0.3, he = 0.2, = 25,79 = 18. Note that the class-optimal
v function is not non-decreasing in ¢ or j, which is different from the
results in Chen and Kulkarni (2005).

Figure 5.3 and 5.4 plot the cost of socially optimal policy against ¢
and j for fixed j and i, respectively. They use the same parameters as in
Figure 1 and 2 except that 1 = 15,75 = 10. Again the socially optimal
v function is not non-decreasing in ¢ or j, which is different from the
results in Chen and Kulkarni (2005). So moving the reward from when
the customer join the system to when the service is completed changes
the nature of the problem.

Figure 5.5 and 5.6 plot the switching curves under three optimization
criteria for class 1 and class 2, respectively. Figure 5.5 uses the following
parameters o = 0.1, 4 = 0.5, A1 = 0.1, \a = 0.3, hy = 25, hy = 20,7 =
450,72 = 300. Figure 5.6 uses the following parameters a = 0.1, 4 =
0.5, A\1 = 0.39, A2 = 0.01, h; = 2, hge = 0.3, 71 = 550, ro = 500.

Note that for class 1 (higher priority) customer, individually optimal
policy accepts the most and socially optimal policy accepts the least
number of customers, which is consistent with the existing results in
the literature. For class 2 (lower priority) customer, socially optimal
policy accepts more customers than class optimal policy, which is the
exact opposite to the comparison result for class 1. Depending on the
parameters, individually optimal policy can accept either more or less
customers than either of the other two policies. The above observations
are the same as in Chen and Kulkarni (2005). We restate the explana-
tion for the counter intuitive behavior of class 2 customers provided by
Chen and Kulkarni (2005) in the following. The total cost incurred by
each accepted customer can be divided into two parts: internal cost, i.e.,
individual holding cost, and external cost, i.e., effect on other customers.
The internal cost of a class 2 customer is the highest under individual
optimization and the lowest under social optimization, since the more
class 1 customers accepted, the longer a class 2 customer needs to wait.
The external cost of a class 2 customer is zero under individual optimiza-
tion and the same positive amount under class and social optimization,
which is the delay caused on later class 2 customers. Therefore, the total
cost of a class 2 customer is higher under class optimization than under
social optimization. It can be either higher or lower under individual op-
timization than under the other two criteria depending on which effect
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dominates.

centralized control than under class-based control.

Plot of v against i: class optimization for class 1

This behavior of class 2 customers also shows an interest-
ing socio-economic fact: the lower priority customers fare better under
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Plot of v against i for fixed j: social optimization
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Figure 5.3. Plot of v against 4 for fixed j: social optimization

Plot of v against j for fixed i: social optimization
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Figure 5.4. Plot of v against j for fixed i: social optimization
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Switching curves for admitting class 1 customers
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5. Conclusion

We have studied the admission control problem to a two-priority
M/M/1 queueing system. We consider the optimal policy from three
perspectives: individual optimization, class-optimization, and social op-
timization. Using sample path argument, we show that the optimal pol-
icy for each priority class from each perspective is of threshold type. We
also compare optimal policies from different perspectives numerically.

References

Adiri, I. and U. Yechiali. (1974). “Optimal priority-purchasing and price
decisions in nonmonopoly and monopoly queues.” Opns. Res. 22,
1051-1066.

Blanc, J. P. C., P. R. de Waal, P. Nain, and D. Towsley. (1992). “Optimal
control of admission to a multiserver queue with two arrival streams.”
IEEFE Trans. Automat. Control 37, 785-797.

Chen, F. and V. G. Kulkarni. (2005). “Individual, class-based, and social
optimal admission policies in two-priority queues.” Technical.Report,
Department of Statistics and Operations Research, University of North
Carolina at Chapel Hill. (submitted to Stochastic Models)

Ha, A. (1997). “Stock-rationing policy for a make-to-stock production
system with two priority classes and backordering.” Naval Res. Logist.
44, 457-472.

Hassin, R. (1995). “Decentralized regulation of a queue.” Mgmt. Sci. 41,
163-173.

Knudsen, N. C. (1972). “Individual and social optimization in a multi-
server queue with a general cost-benefit structure.” Econometrica 40,
515-528.

Kulkarni, V. G. and T. E. Tedijanto. (1998). “Optimal admission con-
trol of markov-modulated batch arrivals to a finite-capacity buffer.”
Stochastic Models 14, 95-122.

Lindvall, T. (1992) Lectures on the coupling method. John Wiley & Sons,
New York.

Lippman, S. (1975). “Applying a new device in the optimization of ex-
ponential queueing systems.” Opns. Res. 23, 687-710.

Lippman, S. and S. Stidham. (1977). “Individual versus social optimiza-
tion in exponential congestion systems.” Opns. Res. 25, 233-247.

Mendelson, H. and S. Whang. (1990). “Optimal incentive-compatible
priority pricing for the M /M /1 queue.” Opns. Res. 38, 870-883.

Miller, B. (1969). “A queueing reward system with several customer
classes.” Mgmt. Sci. 16, 234-245.



Admission Control in the Presence of Priorities 95

Nair, S. K. and R. Bapna. (2001). “An application of yield management
for internet service providers.” Nav. Res. Log. 48, 348-362.

Naor, P. (1969). “The regulation of queue size by levying tolls.” Econo-
metrica 37, 15-24.

Opp, M., V. G. Kulkarni, and K. Glazebrook. (2005). “Outsourcing war-
ranty repairs: dynamic allocation.” Nav. Res. Log. 52, 381-398.

Puterman, M. L. (1994). Markov decision processes. Wiley, New York.

Rykov, V. V. (2001). “Monotone control of queueing systems with het-
erogeneous servers.” Queueing Syst. 37, 391-403.

Stidham, S. (1978). “Socially and individually optimal control of arrivals
toa GI/M/1 queue.” Mgmt. Sci. 24, 1598-1610.

Stidham, S. (1985). “Optimal control of admission to a queueing sys-
tem.” IEEE Trans. Automat. Control 30,705-713.

Stidham, S. and R. R. Weber. (1989). “Monotonic and insensitive op-
timal policies for control of queues with undiscounted costs.” Opns.
Res. 87, 611-625.

Wu, C. H., M. E. Lewis, and M. Veatch. (2005). “Dynamic allocation
of reconfigurable resources in a two-stage tandem queueing system
with reliability considerations.” to appear in IEEE Trans. Automat.
Control

Yechiali, U. (1971). “On optimal balking rules and toll charges in a
GI/M/1 queuing process.” Opns. Res. 19, 349-370.

Yechiali, U. (1972). “Customers’ optimal joining rules for the GI/M/s
queue.” Mgmt. Sci. 18, 434-443.



Chapter 6

SOME BILINEAR STOCHASTIC
EQUATIONS WITH A FRACTIONAL
BROWNIAN MOTION

T.E. Duncan

Department of Mathematics
University of Kansas, Lawrence, KS 66045

duncan@math.ku.edu

Abstract

Keywords:

An explicit solution is given for a bilinear stochastic differential equation
with a fractional Brownian motion that is described by noncommuting
linear operators and that has the Hurst parameter H in the interval
(%7 1). It is shown that the expression for this family of solutions for
H in (1,1) extends to the solution for a Brownian motion, H = 1.
Some examples are given to contrast the solutions for commuting and
noncommuting linear operators, in particular, the asymptotic behavior
of the solutions can be significantly different for commuting and non-
commuting operators. The methods to obtain the explicit solutions use
a stochastic calculus for a fractional Brownian motion and some Lie

theory.

Fractional Brownian motions, bilinear stochastic differential equations,
explicit solutions of stochastic equations

1. Introduction

Fractional Brownian motion is a family of Gaussian processes that is
indexed by the Hurst parameter H in (0,1). For H = %, this process is
a Brownian motion. These processes have a self-similarity and for (%, 1)
they have a long range dependence. Since for H # % these processes are

*Research supported in part by NSF Grants DMS 0204669, DMS 0505706 and ANI 0125410
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not semimartingales, the usual stochastic calculus cannot be used so a
different calculus is required. In recent years, a stochastic calculus has
been developed for fractional Brownian motions with H € (1,1) (e.g.
[1,3,4]) that has some properties of the stochastic calculus for Brownian
motion. The fractional Brownian motions were defined by Kolmogorov
[9] and some properties were given by Mandelbrot and Van Ness [10].
Hurst [8] noted the initial potential application of these processes and
subsequently their potential applicability has been noted in a wide range
of physical phenomena, especially for H € (%, 1).

Since there are no general conditions for the existence or the unique-
ness of the solutions of a significant family of nonlinear stochastic dif-
ferential equations with a fractional Brownian motion having H # %,
it is important to consider special families of equations that should be
particularly useful as models of physical phenomena.

One important family for its wide potential applicability is bilinear
stochastic differential equations which are also called multiplicative noise
equations. While these equations have been solved explicitly for com-
muting linear operators in a finite dimensional space [2] and in a Hilbert
space [5], apparently no results are available for explicit solutions for
noncommuting linear operators.

In this paper, explicit solutions are given for bilinear stochastic dif-
ferential equations with a fractional Brownian motion with H € (%, 1),
where the linear operators are noncommutative but they commute with
their commutator. The method of solution combines some stochastic
analysis for a fractional Brownian motion (e.g. [1,3,4]) and some Lie
theory for these equations, especially the Baker-Campbell-Hausdorff for-
mula (e.g. [11]). These solutions are shown to extend in H to H = 3,
that is, Brownian motion.

With explicit solutions, the asymptotic behavior of these solutions can
be determined and compared for commuting and noncommuting linear
operators. Using some simple examples it is shown that the asymptotic
behavior of solutions can be quite different in these two cases.

Bilinear stochastic differential equations have been used with Brow-
nian motions to model diverse physical phenomena, e.g. the Merton-
Samuelson model of a stock price, as well as to describe mathematical
objects e.g. Radon-Nikodym derivatives. In studies of stock prices, it
has been noted that there is often a long range dependence which indi-
cates the potential use of a fractional Brownian motion in some aspects
of financial modeling.
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2. Preliminaries

The family of fractional Brownian motions is a family of Gaussian
processes that is indexed by the Hurst parameter H in the interval (0, 1).

For some fixed H € (0,1), a standard fractional Brownian motion
(B(t),t > 0) is a process with continuous sample paths such that E[B(t)]
=0 and

E[B(5)B(1)] = s + 2 — |s — 1] 1)

for all s,t € R,..

Let (2, F,P) be a complete probability space for (B(t),t > 0). It
suffices to choose Q = C(R;,R) with the topology of local uniform
convergence, JF is the completion of the Borel o-algebra and P is the
Gaussian measure for the fractional Brownian motion. A fractional
Brownian motion is self-similar, that is, if a > 0 then (B(at),t > 0)
and (a’B(t),t > 0) have the same probability law. If H > % then
(B(t),t > 0) has a long range dependence, that is, ¥r(n) = co, where

r(n) =E[B(1)(B(n+ 1) — B(n))].

For H = %, the process is a standard Brownian motion. For H # %,
these processes are not semimartingales. So the stochastic calclus for
semimartingales is not applicable. A stochastic calculus is available (e.g.
[1,3,4]) which uses either the Wick product or some methods from Malli-
avin calculus for defining a stochastic integral. This stochastic integral
for a suitable family of integrands has zero mean and an explicitly com-
putable second moment. However, there is no general theory for the
solutions of stochastic differential equations with a fractional Brownian
motion if H # % Nevertheless, especially for H € (%,1), solutions
can be given for various families of stochastic differential equations such
as linear and bilinear . Fractional calculus plays an important role for
fractional Brownian motion because for s, ¢ € [0, 7]

T
E[B(s)B(t)] = p(H) /0 UE_H(’") (2)

1 1

H-1 H-
(Ip_ g1 ljo.q)(r)Up_ Pug 1 1joq)(r)dr

where uy(r) = r® for a € R,

T
17 1)) = s [ F0) =9
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for a > 0,

T
I N6 = 5 gs | 10 =9 7ar
for v € (0,1), and

D(H) = 2HT(H + $)T'(3 — H)
I'(2-2H)

While solutions for bilinear stochastic differential equations with a
fractional Brownian motion for H € (1,1) have been given explicitly
([1,5]), it was assumed that the linear operators in the equations are
commutative. Since this commutivity condition is quite restrictive, in
this paper, explicit solutions are given for some noncommuting opera-
tors.

3. Main Result

Consider the following bilinear stochastic differential equation

dX(t) = X(t)(Adt + CdB(t)),
X(0) =1,
where X (t) € GL(n) C L(R",R"), A,C € L(R",R"). (B(t),t > 0) is a
real-valued standard fractional Brownian motion with H € (%, 1). It is

assumed that A and C' may not commute but they commute with their
commutator, that is,

3)

[Av [A7 CH = [C’ [A7 CH =0 (4)

where [-,-] is the Lie bracket in gi(n) = L(R",R"), that is, [E, F| =
EF - FE.

The following result gives an explicit solution to the stochastic differ-
ential equation (3).
Theorem A solution to the equation (3) with the Lie bracket assump-

A~

tion (4) is the process (X(t),t > 0) where

6
X(t) =], ()

J=1

Zl(t) =14, (6)

Z(t) = CB(t), (7)
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Zs(t) = —[A, C] /0 B(s)ds, (8)
Z4(t) = SC1A, €I, (9)
Zs(t) = Miz)m, CJ2i+2, (10)
Zs(t) = —%C%@H. (11)

Proof. Initially some commutation properties of A and the other terms
in the solution (5) are proved that arise in the verification by substitution
that X is a solution of (3). Consider the product of A and eZ2(t),

AeZz(t) — eZQ(t)e—ZQ(t)AeZQ(t)

= eCB(t)Adecsu) (A) (12)
_ eCB(t)e—B(t)adc (A)

The second and third equality in (12) follow from the definitions of Ad
and ad, the adjoint representation of the group and the algebra, respec-
tively, and naturally occur in such computations (e.g. p.65, [6]). These
equalities are valid here because the real-valued random variable B(t)
may be considered as a parameter and the (measurable) computation is
done for almost all w € Q. It follows from the assumption (4) that

e BWade (4) = A — B(t)[C, A]

(13)
= A+ B(t)[A,C).

Since A commutes with [A, C], it also commutes with ¢#3(®) and eZ5(*)
for each t > 0. It remains to investigate the commutivity property of A
with eZ4® and eZ6() . For the product A and eZ4® compute the bracket
[4,C[A, C]],

[A,C[A,C]] = AC(AC — CA) — C(AC — CA)A
= AC(AC — CA) — CA(AC — CA) (14)
= [A,C]2

Making computations analogous to (12) and (13), the following equal-
ities are satisfied
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A6Z4(t) — 6Z4(t)67aadC[A,C] (A)

e~ adcia,c) (A) =A— Oé[C[A7 C]? A] (15)
= A+al4,CP

where o = % t2H+1

Now consider A and eZ(®) and initially compute [C?, A]. By the
assumption (4), it follows that
[C,[C,A]] = C?A - CAC — CAC + AC? = 0.

So
C%2A =20AC — AC?

and

[C?, A] = C?A — AC? = 2CAC — AC? — AC?

16
= 2[C, A]C = 2CC, A]. (16)
It is clear that [C?,[C?, A]] = 0 and
AeZG(t) — eZG(t)e—ZG(t)AeZG(t)
Zo(t)  tt2H ad (17)
=e ez’ ez (A).
So
ltZHadcg A=A thH 02 A
A0ea (4) = A+ SPHO?, 4] .

= A+ 200, A].

The terms [A, C] and C[C, A] that have arisen from the commutation
computations for A above, commute with eZi®) for i = 2,--- 6.

Collecting the computations in (13), (15), (17) and (18), it follows
that

AX(t) = X(A+ BO)[A,C] + % PHAA CR — 2HOIA C]). (19)

Since C' commutes with [C, A], C[A, C], [4,C]? and C?, it commutes
with eZ® for i = 3,--- 6. Since [A, C] commutes with C[A, C], [4, C]?
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and C?, it commutes with e%® for i = 4,5,6. Since C[A, C] commutes
with [A, C]? and C?, it commutes with eZ:(*) for i = 5,6 and since [A4, C]?
commutes with C2, it commutes with eZ6(). Summarizing, the following
equalities are satisfied

6 6
CI[ % = [[%e, (20)
7j=2 7j=2
6
H t)—He ®[4, c], (21)
7=3

6 6
H =1] %M C[A, O, (22)
: ]:4

[A, C2eZs®) = Zs(M[ 4, C)2. (23)

To determine the additional terms that arise from the stochastic cal-
culus for a fractional Brownian motion, some terms that occur in an
application of Taylor’s formula applied at the points of a partition of
[0,t] are considered because no It6 formula for fractional Brownian mo-
tion is available for noncommutting linear operators.

Let P = {to, - ,t,} be a partition of [0,¢] and let t;,t;4; € P for
i€{0,---,n—1}. It follows from the stochastic calculus for a fractional
Brownian motion that

Hz(t/ CdB(s / HZt)C’dB

7,

41 7
- / / H 2t G2y (r — q)drdg
t; 0 j=1

/M/ / D[C, A|C1 g (r)dm (s — r)dgdrds.

(24)

The third term on the RHS of (24) can be rewritten to eliminate the
indicator function by interchanging the order of integration for ¢ and r
as

/ZH/ / 1_[6 )[C, A]Cép (s — r)drdgds.
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The equality (24) is satisfied by a basic property of the stochastic cal-
culus for H € (3,1). (e.g. [1, 4])

Choosing a sequence of partitions (P, n € N) of [0, ¢] such that |P,| —
0 asn — oo, P, C P,y1 for each n € N, and P, = {t(()n), e ,tﬁ{‘)} where
0= t(()n) < tgn) < e < t%n) = t, the limit in probability of the sum of
terms of the form (24) from P, as n — oo is

/ X (s)CdB(s / X(s)C?Hs*"1ds

/X )[C, A]C(H )QHd

A brief explanation is given for the occurrence of the six terms 2y, - - -,
Zg that describe the solution. The term Z; in (6) arises from the linear
operator Adt in (3) and the term Z5 in (7) arises from the linear operator
CdB(t). The term Z3 in (8) arises from the noncommutivity of A and
C. The term Z4 in (9) arises from the stochastic calculus that follows
from the equality (24) and from the noncommutivity of A and C?. The
term Zs in (10) arises from the noncommutivity of A and C[A, C] and
the term Zg in (11) arises from the stochastic calculus.

Combining (19), (25) and the first order differentials of e%® for i =
3,---,6, it follows that

(25)

/ dX (s) = / X(s)(A + B(s)[A,C]
0
+ % s*HA, O — s [A, C1C + Hs 71 C?
1
( )
_ L ey op - goric2)gs + / "X (s)CdB(s)
2 0

- /tX(s)(Ads+CdB(S))~
0

2)s*[A,C1C — B(s)[A,C) + (H + %)SQHC[A, C] (26)

This equality verifies that (X (t),¢ > 0) is a solution of (3). O
It is useful to compare the solution (5) for H € (1,1) with the solution
for H = %, that is, where the process (B(t),t > 0) in (3) is a standard
Brownian motion.
Corollary If (B(t),t > 0) in (3) is a standard Brownian motion, that
is, H = %, then a solution of (3) is (X (t),t > 0) where
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6
X(t)=[]#" (27)
j=1
and
Z1(t) = tA, (28)
Zs(t) = CB(t), (29)
Zs(t) = —[A, C] /0 B(s)ds, (30)
Zu(t) = %C[A, e, (31)
Zs(t) = é[A, P28, (32)
Zg(t) = —%C’Qt. (33)

Proof. It suffices to note that It6 formula implies that the same terms
arise except the third term in (25) which is zero for H = 3. O

It follows immediately that the solution (5) is valid for H € [3,1).

4. Some Examples

A few examples are considered to show some different asymptotic
behavior for the solution (5) depending on the commutation properties
of A and C in (3).

Let n = 3 so that a solution of (3), X(t) € GL(3) C L(R3 R?). Let
E;; € L(R3 R3) be the elementary matrix with 1 in the (i, ) position
and 0 elsewhere, and let I be the identity and H € (%, 1). Let

Ag=Co=1, (34)
A1 = Eig + Fi3, (35)
O = Ea. (36)

A solution of

dY (1) = Y (£)(Aodt + CodB(1)),
Y (0) = 1,



106

is the process (Yp(t),t > 0) that follows from the scalar case [2] as well
as [5], that is,
Yo(t) = eePOTe 5", (38)

(From the Law of the Iterated Logarithm for a fractional Brownian
motion [7], it is elementary to verify that

lim Yp(t) =0, a.s. (39)
t—o00

Now consider the equation (37) where Ay and Cy are replaced by
Ap + A and Cjy + C respectively, that is,

dY (t) =Y (t)((Ao + Ar)dt + (Co + C1)dB(t)),

Y (0) = 1. (40)

The following equalities are easily verified

[Ao + A1, Co + C1] = [A1, C1] = Ens,
[Ao + A1, [A1,C1]] = 0,
[Co + C1,[A1,Ch]] = 0,
[A1,C1]* =0,
(Co + C1)[A1,C] =0,
(Co+ C1)? = I + 2F>3.
A solution for (40) is given by

Yi(t) = e(tAn) (tAo+3] 525 (1))
= +t(E2+ E13))6ﬂeB(t)IeB(t)E23

t 2H
(I+ (= [ B(s)ds+ at? 1) Eyg)e~ 2 (H+2E2)
0 (41)
2H
= (I +t(E12 + E13)) (e BO~"2"I)(I + B(t)Es3)
t
(I — (/ B(s)ds + at* Y E13) (I — 12 Ey3)
0
where o« = %

The following limit follows directly
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tlim Yi(t) =0, a.s. (42)

Now consider the equation (37) where Ap and Cj are replaced by A;
and C{, respectively, that is,

dY (t) =Y (t)(Aidt + C1dB(t)),
Y (0)=1.

It easily follows that

A solution of (43) is

Ya(t) = e(tA1) (C1B(t) o[A1,C1] J B(s)ds
t
= (I +H(Bya + E13))(I + B(t) Eas)(I — Eig / Bss) (44

=1+ B(t)Ey3 +tE12+ (t +tB(t /B )ds)Eqs.

Clearly (Y2(t),t > 0) does not converge as t — o0, e.g.

limsup (Y2(t))23 = +00, a.s. (45)
t—00

litminf (Ya(t))2s = —00, a.s. (46)
—00

These examples provide some indication that the asymptotic behavior
of the solutions of these bilinear equations with noncommuting operators
can deviate significantly from the commutative case.
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Abstract

Keywords:

The risk encountered in many environmental problems appears to ex-
hibit special “two-sided” characteristics. For instance, in a given area
and in a given period, farmers do not want to see too much or too little
rainfall. They hope for rainfall that is in some given interval. We formu-
late and solve this problem with the help of a “two-sided loss function”
that depends on the above range. Even in financial portfolio optimiza-
tion a loss and a gain are “two sides of a coin”, so it is desirable to
deal with them in a manner that reflects an investor’s relative concern.
Consequently, in this paper, we define Type I risk: “the loss is too big”
and Type II risk: “the gain is too small”. Ideally, we would want to
minimize the two risks simultaneously. However, this may be impossi-
ble and hence we try to balance these two kinds of risk. Namely, we
tolerate certain amount of one risk when minimizing the other. The
latter problem is formulated as a suitable optimization problem and
illustrated with a numerical example.

Two-sided risk, rainfall, temperature, value-at-risk, conditional value-
at-risk, Type I risk, value-of-gain, conditional value-of-gain, Type II
risk, assurance, scenarios, portfolio optimization.
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Introduction

The risk encountered in many environmental problems appears to
exhibit special “two-sided” characteristics. The “fundamental security”
in an environmental problem may be a variable such as a rainfall or
a temperature. For instance, in a given area and in a given period,
farmers do not want to see too much or too little rainfall. They hope
for rainfall that is in some given interval. Similarly, we often hope that
the temperature is neither too high nor too low. We formulate and solve
this problem with the help of a “two-sided loss function” that depends
on the above range.

In financial mathematics, there is an extensive literature discussing
the risk of a financial portfolio using the value-at-risk concept, see [3-5,
14-18]. However, these authors consider only the “one-sided” risk using
the return of the portfolio. We argue that - even in financial context - a
loss and a gain are “two sides of a coin”, so it is desirable to differentiate
between the loss and the gain of a portfolio and deal with them in a
manner that reflects an investor’s relative concern about loss and gain.
This is because different people have different attitudes toward a loss
and a gain. Thus, it might be useful to provide models that trade-off
the aversion to these two types of risk. Trying to minimize these kinds
of risks is somewhat different from minimizing conditional value-at-risk
using the usual loss or gain function (as is done in, for instance, [14, 15]).

Based on the above discussion, we define Type I risk: “the loss is too
big” and Type II risk: “the gain is too small”. Ideally, we would want to
minimize the two risks simultaneously. However, this may be impossible
and hence we try to balance these two kinds of risk. Namely, we tolerate
certain amount of one risk when minimizing the other. In the financial
context, investors can then suitably choose parameters according to their
own attitude towards the loss and gain risk.

The paper is organized as follows: we provide a new loss function
for the two-sided problem such as rainfall or temperature. Using the
new loss function together with conditional value-at-risk, we show how
to formulate such a risk in Section 1. In Section 2 we introduce two
types of risk associated with the new loss and gain function. We suggest
a way to balance a loss and a gain in a more general case. We also
provide a criterion for users to choose parameters in these problems. Fi-
nally, in Section 3, together with the portfolio problem, we put forward
the concept and some properties of conditional value-at-risk and condi-
tional value-of-gain with the new loss and gain functions respectively.
All proofs are provided in Section 4.
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1. Two-sided risk

Risks in environmental problems are different from financial market
risk in some aspects. For example, in the rainfall problem, too much
rain or too little rain are both undesirable. Too much rain will lead to a
flood, whereas too little rain will lead to a drought. A similar problem
arises with temperature. We do not want the temperature in a location
to be too high or too low. In this section we introduce one natural
formulation of this “two-sided risk” problem.

Let a random variable (r.v.,for short) X denote the rainfall in a lo-
cation during some specific period. Let us suppose, for instance, that
farmers in this location hope that the rainfall in this season is in the
interval [v1,1»]. That is, exceeding vo or being lower than v are both
risky in some sense. We shall call [v1, 1] the riskless interval.

Let X; := max{r; — X,0} define the lower risk random variable.
Obviously, as X falls below v, X1 increases above 0. Since, insufficient
rain is undesirable, so are large values of X;. Similarly, we define Xs :=
max{X — 19,0} as the upper risk random variable. Again, as X raises
above 1o, the r.v. X5 increases above 0. Therefore, the smaller are the
values of both X; and X5, the better is the result for our risk sensitive
farmers. Figure 7.1 illustrates this situation.

£(x)

Figure 7.1. Two-sided risk.

It follows immediately that
P{X ¢ [Vl,VQ]} = P{X < 1/1}+P{X > VQ} = P{Xl > 0}+P{X2 > 0}

While the above probability of an undesirable event is an entity that
we would like to be “small”, in practical situations, it could well be that
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the event {X; > 0} is relatively more, or less, undesirable than the event
{X5 > 0} (for instance, some crops may withstand drought better than
excessive moisture). To capture this, unequal, concern about the lower
and upper risks we now introduce a single two-sided risk function (also
called loss function) parameterized by v € [0, 1]:

h(X,v,v1,v2) = vX1+(1—7) X2 = ymax{r;— X, 0}+(1—v) max{ X —vy,0}.

Here, v captures the relative importance of lower risk versus the upper
risk.

Note that, if we assume the distribution of X is F'(x), namely F'(z) =
P(X < x), then the distribution function of h(X,~, v, 1) is:

H(z,v,v1,12) = P(MX,v,v1,10) <z)=F <V2 + 1w>—F <V1 - x) .
- Y

Given 7,11 and v, it is now easy to see h(X,~,v1,10) is a convex
function in X. It is also clear that the function h(X,~,v1,12) is non-
negative everywhere in its domain. Since here we use nonnegative num-
bers to describe the risk, we can now use the loss function h(X,y, v1,v2)
in place of the “portfolio f(x,y)” in [15]. Similarly to [15] we now define
value-at-risk (VaR) and conditional value-at-risk (C'VaR) based on this
two-sided risk function as follows.

For a given distribution or given data sample of X and the con-
fidence level o, we can obtain the VaR ((n(X,~,v1,12)) and CVaR
(Pa(X,v,v1,12)) of h(X,~,v1,12) as follows:

¢Q(X>’77V17V2) = mcin Fa(CvXa’YaV17V2)7

where Fa(C7X,’)/7 V17V2> - C_'_ ﬁE[h(Xa’Y) V17V2) - C]Jra and
Ca(Xf% V17V2) € argminCFa(CvXa’% V17V2)'

In fact, value-at-risk is the maximal loss the farmer will face with the
confidence level a € [0, 1] and conditional value-at-risk is the mean loss
in the (1 — «) worst case of the two-sided risk function h(X,~, 1, v9).

Figure 7.2 below portrays the essence of these concepts in the case
where the distribution function of h(X, v, 11, v2) is continuous. Note that
the shaded area is on the right (rather than left) tail of the distribution
because large values of our two-sided risk function are undesirable.

Based on these definitions, some limit properties of (,(X,~,v1,12)
and ¢, (X, 7, v1, ) follow immediately:

ollii%ca(Xa'yaylaV2) = 07 Cllii%qsa(Xa’% V17V2) = E[h(X,’y,l/l,l/g)];

lim (o (X, v, v1,12) = lim ¢ (X, v, v1,v2) = sup h(X, v, v1, 12).
a—1 a—1 X
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Figure 7.2. a—VaR ({,) and a—CVaR (¢a).

Two-sided risk as an optimization problem

Assume we obtain a sample of observations of X denoted by z1,x2, -+, zN.
After specifying 7, v and ve, using the method provided in [15] we can
state the following mathematical programming problem.

N
min _ U
¢ C+N(1—a)k:1 F
subject to
my >0, mp —y(v1 —a) >0,k=1,--- | N;
ng >0, ng— (1 —v)(zp—1v2) >0,k=1,--- ,N;
up >0, up —mg —np +¢>0,k=1,--- | N,
where (;uy,uo, - -+ ,un;my, ma, -+ ,MmyN;N1,No, -+, Ny are the decision

variables of this optimization problem.

The optimal objective value of this mathematical program constitutes
an estimate - based on the sample - of the conditional value-at-risk of
the two-sided risk function h(X,,v1,v2). Furthermore, the ¢} entry of
an optimal solution is an estimate of value-at-risk corresponding to this
CVaR.

To explain how the above mathematical program arises, we note that
after obtaining the sample x1,x2,...,znx from the r.v. X, the sample
mean % Zivzl [h(x, 7,11, 2) —(]T approximates the nonnegative devia-
tion of the loss from ¢, that is, E[h(X,~,v1,v2) —(]T. Hence, we can use
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following function to approximate the function F,, (¢, X, v, v1, v2) defined
above:

N
Fa(C’X”Y’ V17V2) = C + ]V(ll_a) ;[h(xka’% U1, 1/2) - <]+ =
1 N
¢+ m l;[’ymax{m — 1,0} + (1 —y) max{zp — 10,0} — (] .

Thus, instead of minimizing Fy (¢, X,v,v1,v2), we try to minimize
Foz(C7X777 Vl)VQ):

N
mcin ¢+ N(ll—a) ;[fy max{v1 —xp, 0} + (1 —~) max{x) —vs,0} — (] 7.

In terms of auxiliary real variables ug, my and ng, for k =1,--- | N,
after setting uy = [ymax{v; — 2,0} + (1 — v) max{z — v2,0} — (|7,
my, = ymax{v; — zy, 0} and ng = (1 — ) max{xy — 2,0}, the preceding
is equivalent to minimizing the linear expression

1 N
mcin ¢+ 7N(1 >y ;uk
subject to the linear constrains as follows:
myg >0, mgy —y(v1 —x) >0,k=1,--- | N;

ng >0, np— (1 =) (2 —12) >0,k=1,--- | N;
up >0, up —mp —np +¢>0,k=1,---,N.

Note that the above linear constraints can be obtained from properties
of the function [z]* = max{x,0}.

Numerical examples

In the first example we generated 1000 observations with log normal
distribution N(1,2), namely, log X ~ N(1,2), and set v; = 15,1p =
50,v = 0.5. We obtained (p.95 = 62.93 and (p.99 = 225.50. If we choose
v1 = 0.3, 9 = 250, we will know that (p.95 = 0.28.

For instance, this means that with probability 0.95, the two-sided risk
associated with our hypothetical rainfall r.v. X satisfies

P{h(X,.5,15,50) < 62.93)} = P{.5X; + .5X, < 62.93)} > 0.95.
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Figure 7.3. Density function of Extreme(1,2).

In the next example we will see how the parameter ~ influences this
problem. Here we use the asymmetric extreme distribution: X ~ Ex-
treme(1,2), see Figure 7.3.

Again, we obtained N = 1,000 observations for which maxxz; =
16.33, minz; = —3.25, range = 19.59. We chose a = 0.9, then the
following results were obtained from the optimization problem above:

Ca(X,0.7,10,15) = 7.48, (o (X,0.3,10,15) = 3.21;

(a(X,0.7,1,15) = 1.18, (4(X,0.3,1,15) = 0.52.

Take (,(X,0.7,10,15) = 7.48 as an example to explain the meaning of
value-at-risk here. As before, the following inequality holds:

P(h(X,0.7,10,15) < 7.48) = P{.7X| + .3X, < 7.48)} > 0.9.

This means that our, unequally weighted, two-sided risk of missing the
rainfall interval [10, 15] is less than 7.48 with probability 0.9. Similarly,

P(h(X,0.3,10,15) < 3.21) = P{.3X] + .7X5 < 3.21)} > 0.9.

We can see that, in this instance, the VaR drops sharply as we place less
weight on the lower risk X;.

This shows that the weight v plays an important role. However, its in-
fluence is interconnected with the size and location of the interval [v1, 1]
in the domain of the density function of this asymmetric distribution.
From Figure 7.4 we see that VaR can both decrease or increase as v
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Figure 7.4. Relationship between (, for fixed o and ~ for different intervals.

increases, depending on the exact specification of the riskless interval.
For instance, as a function of «, VaR could be concave, convex, linear,
or nonlinear.

Of course, with v and the riskless interval held fixed, VaR and CVaR
exhibit the usual dependence on the percentile parameter . For in-
stance, in the above, with fixed v = 0.3,v; = 10,5 = 15, we observe
the relationship between (,, ¢, and « that is displayed in Figure 7.5.

[v,:v,)=[10,15], ¥=0.3

VaR/CVaR
n
T

Figure 7.5. Relationship between (., ¢ and a.
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2. Two types of risk

Recall that, X; was defined as the part of X that is lower than v,
and Xo as the part of X that exceeds v5. In the environmental problems
that motivated the preceding section it was natural to aim to minimize
X1 and X5 simultaneously. Hence, a convex combination of X and Xo
was a good choice for that purpose.

However, there are some applications (e.g., the standard financial re-
turn) where we have a different requirement with respect to X; and Xos.
For example, we may want X; (a loss below v threshold) to be small
and X5 (a gain above vo threshold) to be large. In such a case, we re-
quire a different analysis of the two tails of the underlying probability
distribution. In what follows, we discuss this problem in the special case
where 1 = o = 0. The analysis in the general, v; # 19, case can be
performed in an analogous manner.

Thus, as before, we begin by considering X; = max{—X,0} and
Xo = max{X,0}, where X;, Xy are negative part and positive part of
X respectively. In a typical financial market, X1, X9 will, respectively,
represent the loss and the gain resulting from an investment. However,
in this case, we clearly want X7 to be small whereas Xs to be large.

Unlike the discussion in Section 1, it will be convenient to deal with the
above as two separate, yet interrelated, aspects of the underlying port-
folio optimization problem. The essential observation is that in many
(most?) situations, investments that increase a probability of a large
gain may also increase a probability of large loss. In this sense, the
problem is reminiscent of the classical problem of Type I and II errors
in Statistics.

Type I and Type II risk

Following the above motivation we define the risk associated with
large values of X as Type I risk, and the risk associated with small
values of X5 as Type II risk.

We note that the above formulation of Type I risk is similar to already
standard concepts (e.g., see [16]). In particular, we now briefly recall
definitions of VaR and CVaR on X;. More detailed discussion together
with some financial applications will be given in Section 3.

Mathematically, we treat above random variables (r.v.’s) as functions
X : Q — R that belong to the linear space £2 = £2(Q, F, P), that is,
(measurable) functions for which the mean and variance exist.

We denote by ¥;(-) on R the distribution function of X as follows:

W1(¢) = P{X1 < (}.
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DEFINITION 7.1 The value-at-risk (VaR) of the loss X1 associated with
a confidence level o is the functional (o @ L2 — (—00,00):

Ca(X) := Inf{¢|P{X} < (} = o} = inf{(|¥1(¢) = o},

which shows the maximal loss the investor will face with the confidence
level ao. That is, (o(X) is the maximal amount of loss that will be in-
curred with probability at least a. However, with probability 1 — «, the
loss will be greater than (,(X), so we will define:

DEFINITION 7.2 Conditional value-at-risk (CVaR) is the functional ¢, :
L? — (—00,00):

Do (X) = mean of the a — tail distribution of X1,

where the distribution in question is the one with distribution function

U1 o(C) defined by

B 0, C< Coc(X)7
U1a(¢) = { (U1(¢) —a)/(1 —a), ¢>Ca(X).

Since X1 = max{—X,0} is a convex function of X, ¢(X) defined
above is a convex function of X as well.

Similarly, let us denote by Ws(-) on R the distribution function of X»
as follows:

Uy(8) = P{Xy < &}

DEFINITION 7.3 The value-of-gain (VoG) of the gain Xo associated with
a assurance level 3 is the functional £5: L* — (—00,00):

§p(X) = sup{|P{X2 > &} > B} = sup{¢[1 — W2(¢) = 5},

which shows the minimum gain the investor can achieve with a specified
assurance level 3. That is, £g(X) is the minimal amount of gain that
will be incurred with probability at least 3. However, with probability
1 — 3, the gain will be less than £g(X), so we will define:

DEFINITION 7.4 Conditional value-of-gain (CVoG) is the functional vg :
L2 — (—00,00):

Ya(X) = mean of the 3 — left tail distribution of Xo,

where the distribution in question is the one with distribution function
Uy 5(-) defined by

[ ¥(x)/(1-5), = <E3(X),
e e M )
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Figure 7.6. —VoG (£3) and S—CVoG (¢g).

Figure 7.6 portrays the essence of these concepts and you could see the
differences between CVoG and CVaR.

One of the important properties of conditional value-of-gain, 13(X),
concave in X, will be proved in Section 3 together with some financial
applications.

Two problems and properties of parameters

Investors who want to minimize Type I risk will try to minimize CVaR,
and those who want to minimize Type II risk will try to maximize CVoG.
However, one of these types of risk will tend to stay high when the other
one is minimized. In addition, some parties may want to minimize a
combination of Type I and Type II risks. Our discussion below indicates
one reasonable approach to these important and difficult problems.

Basically, we are assuming that by choosing a “portfolio” (defined
formally in the next section) an investor can select the r.v. X from a
family of r.v.’s with known probability distributions. Hence, an “optimal
portfolio” may involve solving the following two problems:

Problem I

n}gn ¢ (X) (minimize the CVaR loss)

Subject to:
Yg(X) > 7. (guarantee a CVoG gain level of 7)

Since Conditional Value of Gain, 13(X) is a concave function of X, for
any real number 7 the set {X : ¢5(X) > 7} is a convex set. Hence, the
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above optimization problem is a convex problem, that is, in principle,
suitable for fast numerical solution.
Problem II

max Yp(X), (maximize the CVoG gain)

Subject to:
¢a(X) < wv. (tolerable CVaR risk level v)

Since —1g(X) is a convex function of the decision variable z and the
set {X : ¢o(X) < v} is a convex set, above problem is also a convex
problem.

In above problems, we have four parameters in total. Those are con-
fidence level o, assurance level 3, Type I risk tolerance v and gain target
7. Selection of values of these parameters constitutes a characterization
of the investor’s attitudes towards the “loss versus gain dilemma”. How-
ever, an intelligent investor will want to select these values on the basis
of their interrelationship that are, ultimately, influenced by the proba-
bility distribution function of the asset X. The analysis below, should
enable such an investor to make an informed decision.

Firstly, we assume that we have chosen and fixed o and 3, and in
this case, we want to choose 7 and v so that above two problems are
meaningful and interesting. We shall require following notations:

7 (8) = maxs(X),  v.(a) i= min da(X),

and we shall denote the optimal objective function value of Problems I
and II by

Zl(Oé,ﬁ,’T), ZZ(aaﬂaU)7

respectively. Select X, (a) € argming, (X) and let ¢Yg(X.(a)) = 7(5, ),
then we have following lemma.

Ideally, an investor would want a portfolio that is an optimal solution
to both Problems I and II. However, in order to achieve this, some ad-
justments to the target 7 (respectively, tolerance level v) maybe needed.

Lemma 7.5 (1) If (o, 8) € {(o, B)|T(B,0)} = 7*(B)}, then we can
choose T < 7*((3), and for any such T, Z1 (e, 5, 7) = vi ().

(2) If (o, B) € {(e, B)|7(B, ) < 7*(B)}, then a choice of
T € (1u(B, ), 7(B)] yields Z1(c, B,7) > vi().

The first case in the Lemma corresponds to the ideal situation since
we obtain the maximum gain while at the same time we minimize our
risk of loss. However, when the second case occurs, namely the strict
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inequality holds, perhaps, the best we can do is to choose our gain target
level 7 in that kind of interval. Of course, we will face a greater risk of
loss when we do this.

For Problem II, we can obtain similar conditions for choosing the risk
tolerance v. As before, we define the notation: X*(3) € argmaxyz(X),
and let v* (o, B) = ¢o(X*(5)), then the following lemma follows imme-
diately:

LEMMA 7.6 (1) If (o, B) € {(a, B)|v«(ar) = v* (v, )}, then we can choose
v > ve(@), and for any such v, Zo(a, B,v) = 7(5).

(2) If (o, B) € {(e, B)|vs(a) < v*(ex, B)}, then a choice of
v € [ve(), v (e, B)) yields Za(ar, B,v) < T7*(5).

The first case of this lemma corresponds to the ideal situation where
we attain minimum risk of loss while maximizing our gain. But, when the
second case happens, that means the risk of loss has not been minimized.
We can improve it while trying to maximize our gain but, of course, we
will sacrifice part of the gain.

In fact, combining the analysis of Problem I with that of II, we obtain
the following equation:

{(a, B)|7(B, ) = 7°(B)} =

{(cv, B)| {argminy ¢ (X)} [ {argmaxy (X))} # 0} =
{(a, B)|vi(@) = v*(ex, B)}.

What we are interested in now is the set

{(ov, B)] {argminy ¢ (X)} () {argmaxx (X))} # 0}.

From an investor’s point of view, the larger this set is, the better. We
experimented with different distributions of X and obtained a range of
results. For a symmetric distribution, e.g. normal distribution, it is easy
to find parameters u, o that permit the above set to be large. However,
for asymmetric distributions, it is harder to do so.

In fact, generally speaking, if we denote the distribution function of
X by F(x), then the distributions of X, Xy are (1 — F(—z))I;>0 and
F(z)1I;>0, respectively. We observe their typical graphs in Figure 7.7.

The next lemma shows that the non-overlapping feature in the left
panel of Figure 7.7 always occurs in the case of a symmetric underlying
distribution of X.
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Figure 7.7. Distribution function of the loss and gain, when X is a normal distribu-
tion on the left and an extreme distribution on the right.

LEMMA 7.7 (symmetric property) Assume X is a symmetric random
variable with the distribution function F(z). By symmetric with respect
top, Flu+z)+ F(u—x)=1. Then if p # 0, F(z) # 1 — F(—x), in
fact, F(x) <1— F(—x), when u > 0; F(x) >1— F(—z), when u <0
and F(x) =1— F(—x), when u=0.

However, after calculating some examples, we found that for asym-

metric distributions it is hard to find «, 3 such that {argmin y¢q(X)} N
{argmaxyt5(X)} # 0.
Remark: We note that definitions of optimality for Problems I and
IT could be generalised to “c-optimality”, ¢ > 0 and (typically) very
small. This is because, in practice, investors would be satisfied with
portfolios that are only slightly sub-optimal. All of the previous analysis
generalizes to this situation in a natural way. For details we refer the
reader to Boda’s thesis [8].

3. Financial interpretation

In this section, we explicitly apply the analysis of Type I and Type
IT risk to the portfolio optimization problem and interpret the results.
Therefore we concentrate on financial analysis and related optimization
algorithms.

Loss function, gain function and Type I risk

We now apply the general concepts of two types of risk to a spe-
cific portfolio optimization problem and derive methods to optimize and
balance Type I and Type II risks.

Let vector Y = (Y1,---,Y;,)T be the random return on m stocks.
We define a portfolio to be an m-vector z = (z1,--+ ,2m,)’ such that

zTe = 1,z > 0. We also define the random loss function and a gain
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function, induced by the portfolio x = (z1,--- ,z,,)T as follows:
I(z,Y) = max{—zTY,0}, g(z,Y) = max{z’Y,0}.

Note that we are not assuming that the distribution of Y;’s is symmetric.
For a portfolio, we believe it is a loss if it is negative, otherwise it is a gain.
For the loss function I(x,Y), we define value-at-risk (VaR) similarly to
Definition 7.1 or, equivalently, [15].

Namely, for each z, we denote by L(x, -) on R the distribution function
of [(z,Y) as follows:

L(z,() = Py{l(x,Y) < (}.

Next, choose and fix a confidence level a € [0,1]. The a-VaR of the
loss associated with a portfolio x, and the loss function I(z,Y") is the
value:

Calz) = min{¢|L(z,() > a},

which shows the maximal loss the investor will face with the confidence
level a.

Further, we recall that the conditional value-at-risk (CVaR) was de-
fined as:

¢o(x) = mean of the o — tail distribution of Z = [l(z,Y),

where the distribution in question is the one with distribution function
Ly (z,-) defined by

7 0, ¢ < Cal®),
La(£7§) - { (L(z,¢) —a)/(1 —a), ¢ > Calx).

Analogously to the analysis in [15] we use I(x,Y) = max{—z”Y,0} in

place of f(z,Y) to define VaR and CVaR. Note that I(x,Y) is convex
with z, so if we let

Falw, () = ¢+ 1 B{lie,Y) - 7,

then following conclusions will hold, by the same arguments as those
given in [15].

THEOREM 7.8 As a function of ( € R, Fu(x,() is finite and convex
(hence continuous), with

Pa(z) = mcin Fo(z,¢),
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and moreover,
CalT) € argmin Fy(x, ().

In particular, one always has:

Calz) € argminCFa(x,C), Pa(z) = Fa(z, Ca(2)),

COROLLARY 7.9 The conditional value-at-risk, ¢o(x), is convex with
respect to x. Indeed, in this case Fy(x,() is jointly convez in (z,().

THEOREM 7.10 Minimizing ¢q(x) with respect to x € X is equivalent
to minimizing Fo(x, () over all (z,{) € X x R, in the sense that

i « - i Foz 5
minga(z) = min - Fo(@,C)

where moreover,
(z*,¢7) € argmm(:p,g)eXxRFa(an —

T € argminge x ¢a(r), ¢ € argmingcpFa(z", ().

One kind of approximation of F,(x, () obtained by sampling the prob-
ability distribution of Y. So a sample set y1,--- ,yn of observations of
Y yields the approximation function

N
Fa(:v, )=C+ N(ll—a) Zmax{max{—xTyk,O} —¢,0}.
k=1

Because here [(z,y;) = max{—z7y;,0} is a non-smooth function of
z, the formulation of the problem min, ) Fio(x,¢) in [15] should be
changed to the following linear programming problem:

N

min ( + ———— U
N(1—-a) —

Subject to:
x >0, e = 1;
lk > 07lk+xTyk > Oak: ]-7 7N7
ukZO,lk—C—ukSO,k:L”' ,N.
Similarly to arguments in [14], VaR and CVaR corresponding to I(z,Y)
can be approximated by the optimizer and the optimal objective function

value of the above linear programming problem. Of course, the quality
of this approximation increases with the sample size V.
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Type II risk

Whereas the preceding analysis of Type I risk was completely analo-
gous to that in [14], when considering properties of Type II risk a few,
natural, adjustments need to be made when considering the problem
of minimizing the risk associated with the new gain function g(x,Y) =
max{z’Y, 0} failing to take sufficiently large values.

Concept of conditional value-of-gain. For each x, the distri-
bution function of g(z,Y) is defined by: G(x,§) = Py{g(z,Y) < &}.
Choose and fix § € [0, 1], the investor’s assurance level.

DEFINITION 7.11 The value-of-gain (VoG) associated with a portfolio x
and g(z,Y) is the value:

§p(x) = sup{¢|Py{g(x,Y) > £} = 0} = sup{¢[l — G(,§) = 5},

which shows the minimum gain the investor can achieve with a specified
assurance level 3.

However, with probability 1 — 3, the gain will be less than {g(x), so
the following definition is now natural.

DEFINITION 7.12 Conditional value-of-gain (CVoG):
Ya(x) = mean of the B — left tail distribution of Z = g(x,Y),

where the distribution in question is the one with distribution function
Gp(x,-) defined by

Gﬁ(x7§) - { 1’ 5 > Eﬁ($ .

~— ~—

The fact that the distribution function of Z = g(z,Y) need not be
continuous necessitates the following two additional definitions.

DEFINITION 7.13 The f— CVoG™ (“upper” 3— CVoG) of the gain as-
soctated with a decision x is the value:

V5 (x) = E{g(z,Y)|g(z,Y) < &(x)},
whereas the f— CVoG~ (“lower” f— CVoG) of the gain is the value:

Vg (x) = E{g(z,Y)|g(x,Y) < &p(x)}.
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It is important to differentiate between the cases where the upper and
lower conditional values-of-gain coincide, or differ. This is done in the
following proposition that is proved in Section 4.

PROPOSITION 7.14 (Basic CVoG relations). If there is no probability
atom at £g(x), one simply has:

05 () = ba(a) = 5 @)
If a probability atom does exist at {3(x), one has:
Vg () < Yp(x) = ¥y (x), when G(x,Ep(2)) = 1 - 6,

or on the other hand,
Yp(x) = ¥y (x), when G(x, Ep(x)) = 0,

(with 15 (x) then being ill defined). But in all the remaining cases, we
have

0 <G(z,8p(2)) <1-5,

and one has the strict inequality

U5 (2) < () < v ().

The next proposition (also proved in Section 4) shows that ¥ g(x) =
mean of the 5 —left tail distribution of Z = g(z,Y") can be expressed as
convex combination of value-of-gain and the upper conditional value-of-
gain.

PROPOSITION 7.15 (CVoG as a weighted average). Let Ag(x) be the
probability assigned to the gain amount z = {g(x) by the S— left tail
distribution, namely

As(2) = Gz, &p(x)) /(1 = B) € [0,1].

If G(z,&3(x)) > 0, so there is a positive probability of a gain less than
£p(x), then

Yp(x) = Ag(@)if (@) + [1 — Ag(2)]é(2),

with Ag(x) < 1. Howewver, if G(x,&3(x)) = 0, {z(x) is the lowest gain
that can occur (and thus Ag(z) = 0 but 1y (x) is il defined), then

Yp(z) = ().
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For a gain function in finance, following [15], we can easily derive
some useful properties of CVoG as a measure of risk with significant
advantages over VoG. For a discrete distribution and a “scenario case”,
the following results will illustrate a method to estimate VoG and CVoG
from historical data.

PROPOSITION 7.16 (CVoG for scenario models). Suppose the probabil-
ity measure P is concentrated on finitely many points yi of Y, so that
for each x € X the distribution of the gain Z = g(x,Y) is likewise con-
centrated on finitely many points, and G(x,-) is a step function with
jumps at those points. Fixing x, let those corresponding gain points
zr = g(z,yx) be ordered as z1 < z9 < -+ < zn, with the probability of
2k, being pr, > 0. For any fized assurance level 3 € [0,1], let kg be the
unique index such that

kg kg+1

Y <1-8< > pre

k=1 k=1
The B— VoG of the gain is given by

£5(T) = 21y,
whereas the B—CVoG of the gain is given by

ks ks
1
W(l‘):il_ﬁ ;pkszr 1/8;1% Zkg

Furthermore, in this situation the weight from Proposition 7.15 is given
by

COROLLARY 7.17 (Lowest gain). In the notation of Proposition 7.16, if
21 1s the lowest point with probability p1 > 1 — (3, then Yg(x) = Eg(x) =
Z1.

Maximization rule and coherence. We can define the function
1 _
Hp(z,§) =€ — mE{[Q(%Y) —&7}

that enables us to determine CVoG and VoG from solutions of an appro-
priate optimization problem formulated in the next theorem. The proof
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(given in Section 4) is inspired by the line of argument used to prove
somewhat similar results in [14, 15].

THEOREM 7.18 As a function of £ € R, Hg(x,€) is finite and concave
(hence continuous), with

¥s(z) = max Hy(a. €).

and moreover,
() € argmazHp(x,§).

In particular, one always has:

Yp(z) = Hp(z,Ep(x)).

COROLLARY 7.19 (Concavity of CVoG) If g(x,y) is convex with respect
to x, then g(x) is concave with respect to x. Indeed, in this case
Hg(z,§) is jointly concave in (z,§).

THEOREM 7.20 Mazimizing ¢g(z) with respect to x € X is equivalent
to maximizing Hg(x,§) over all (x,§) € X x R, in the sense that

= H .
max(e) =  max | Hs(@,¢)

Moreover,
(z%,£7) € argmaz, ) xx pHp(2,§) <=

=" € argmat,e x¥s(), ¢* € argmaze pHy(a", €).

It is also possible, and interesting, to optimize an arbitrary portfolio
performance function subject to a number of gain-assurance level con-
straints. This is summarized in the next theorem.

THEOREM 7.21 (Gain-shaping with CVoG) Let g be any objective func-
tion chosen on X. For any selection of assurance levels (3; and corre-
sponding target levels ;1 = 1,--- |1, the problem

minimize g(x) over x € X satisfying g, (x) > 1 for i=1,--- 1,
18 equivalent to the problem
minimize g(z) over (x,&1,---,§) EX XR X+ XR

SCLt’LSfy’LTLg Hﬁl(x7§l) > Ti, fO?“ i1=1,---,1.
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Indeed, (z*,£5,- -+, &) solves the second problem if and only if x* solves
the first problem and the inequalities Hg, (x*,£7) > 13, hold for i =
1,---,1.

Moreover one then has g, (z*) > 7; for every i, and actually Vg, (z*) =
7; for each i such that Hg,(x*,£) = 7; (i.e., those that correspond to ac-
tive CVoG constraints).

Based on Theorem 7.18, we can construct the following approximat-
ing algorithm for maximizing the CVoG. We assume that Y};’s are i.i.d
distributed according to p(y), and a sample of observations from p(y) is
denoted by y1,y2, - - -, yn. Maximizing CVoG can then be approximated
by the following mathematical programming problem:

1 N
max é-_]v(l—ﬂ)kZZIUk

subject to
x>0, rle = 1;

UkZOa 9(337yk)_f+uk20, k:L:N

However, since g(z,yr) = max{zTyg, 0} is not a smooth function of
x, the above mathematical programming problem is not in a directly
tractable form. Hence, we introduce 0 — 1 integer variables for each
sample point to change the above mathematical programming problem
to one that can be solved using mixed integer programming method as
follows:

1 N
max {—N(l_ﬂ);uk

subject to
x>0, e = 1;

gk,’_lk:mTyv kzlv)Nv
ukzovgk_€+uk207k:177Na

where, M is a suitably chosen large number. Of course, when the sample
size N is large, this means that the computational effort required to solve
the above optimality can be prohibitively difficult. Nonetheless, there
are now many heuristics for solving large scale integer programming
problems.
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Table 7.1. Portfolio mean return m

Instrument Mean return
S&P 0.0101110
Gov.bond 0.0043532
Small cap 0.0137058

Table 7.2. Portfolio variance-covariance matrix V'

S&P Gov.bond Small cap

S&P 0.00324625 0.00022983  0.00420395
Gov.bond 0.00022983 0.00049937 0.00019247
Small cap 0.00420395 0.00019247 0.00764097

Examples. Here we use the data from [14] to calculate VaR, CVaR
and VoG, CVoG using our new loss and gain function. The data are as
follows:

We assume the return of three stocks satisfy a multivariate normal dis-
tribution N (m, V). The mean vector and variance-covariance matrix are
shown in Table 7.1 and Table 7.2 respectively. We can use these param-
eters to generate samples that satisfy multivariate normal distribution
and then use the samples and the above constructions and mathematical
programs to calculate VaR, VoG and optimize CVaR and CVoG.

The calculated VaR, optimized CVaR and the optimal portfolio cor-
responding to different confidence levels o and the sample size of 10, 000
are shown in Table 7.3. The calculated VoG, optimized CVoG and the
optimal portfolio corresponding to different assurance levels 8 and the
sample size of 1,000 are shown in Table 7.4.

Table 7.3. Results of Minimizing Type I risk (minimizing CVaR) using the new loss
function

«@ Sample Size  S&P Gov.bond Small cap VaR CVaR

0.90 10000 0.0784 0.9215 0 0.0193  0.0233
0.95 10000 0.0741 0.9258 0 0.0321  0.0413
0.99 10000 0.0924 0.9075 0 0.0479  0.0532

The results are as might be expected. In particular, we note that when
optimizing the portfolio with respect Type I risk, we find that zero weight
is allocated to “Small cap”, a small weight to “S&P” and a large weight
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Table 7.4. Results of Minimizing Type II risk (maximizing CVoG) using the new
gain function

Jo] Sample Size S&P Gov.bond Small cap VoG CVoG

0.33 1000 0 0 1 0.0919 0.0210
0.4 1000 0 0 1 0.0575  0.0098
0.6 1000 0.0951 0 0.9048 0.0219  0.0024

to “Gov. bond”. This merely reflects the fact that government bonds
have a variance that is very close to zero, followed by “S&P”, followed
by “Small cap”. Correspondingly, when optimizing the portfolio with
respect to Type II risk, we find that zero weight is allocated to “Gov.
bond”, and very large weights are allocated to “Small cap”. This reflects
the fact that the mean return of “Small cap” is the highest while the
government bonds have the lowest mean return.

Balancing two types of risks

Returning to the discussion of Section 2, we will continue to consider
two problems associated with our loss and gain functions. Since we
have seen that an investor who focuses on just Type I risk will obtain
very different results to those that would be obtained if Type II risk
were of the main concern. However, most investors will be sensitive -
albeit, in varying degrees - to both types of risk. Hence, the challenge
is to formulate a portfolio optimization problem that captures these
dual concerns. Here, we will give two possible formulations of this “risk
balancing problem” and illustrate them with an example based on the
above data.

Two problems. Basically, we want to solve the following problems:
Problem 1

min ¢, (x), (minimize the CVaR loss)

Subject to:
Yg(z) > 7. (guarantee a CVoG target level of 7).

Since conditional value-of-gain, 1g(z) is a concave function of z, the
set {z : ¥3(x) > 7} for any real number 7 is a convex set. Hence, the
above Problem I is a convex programming problem that is, in principle,
suitable for fast numerical solution.
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Problem 11

max tg(x), (maximize the CVoG gain)

Subject to:
da(r) < v. (tolerable CVaR risk level v)

Since —1)g(z) is a convex function of the decision variable « and the set
{z : ¢o(x) < v} is a convex set, the above problem is also a convex
programming problem.

According to our Theorem 7.21 and Theorem 16 in [15], if we have
observations of returns yi,k = 1,--- , N generated by the distribution
p(y), then we can change the above two problems to the following Mixed
Integer Programming (MIP) problems:

Problem I’

min ¢ + Nk

N(1-a)

-

Subject to:
z >0, zle= 1;

n, €{0,1}, 0< g <M, 0< fr, < (1 —mnp)M, k=1,--- | N;
gk —fe—a"ye =0, k=1,--- | N;
me >0, fk—=C—mp <0, k=1,---,N;
up >0, gy —E+upg >0, k=1,--- | N;

1 N
g_N(l—ﬂ);ukZT;

where, M is a suitably chosen large number.
Problem II’
1

N(1-p)

max & — U,

T

Subject to:
z >0, zle = 1;

ng €{0,1}, 0< g <M, 0< fr, < (1 —mgp)M, k=1,--- ,N;
g — fo— 2 yy =0, k=1,---,N;
up >0, gp —E+up >0, k=1,---,N;
Me >0, fu =C—me <0, k=1,--- | N;
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1 N
N < .
NI —a) kZ_ln"’ ="

where, M is a suitably chosen large number.

From above, it is easy to see that if we chose o, 3,7 and v, we can
use the above two optimization problems to calculate two optimized
portfolios that capture a given investor’s attitude to Type I and Type
IT risks.

Examples. We still use the data in Table 7.1 and Table 7.2. We let
a =0.9,8 = 0.6 be fixed. Using a sample size of 1000, we first calculate
the maximal conditional value-of-gain, 7*(3) = 7*(0.6) = 0.0024 and the
minimal conditional value-at-risk v,(a) = v4(0.9) = 0.0233. Then, we
choose 7 < 7%(0.6) and v > v,(0.9) and solve the preceding two mixed
integer programming problems. We obtain the following results.

Table 7.5. Results of Problem I

T Sample Size  S&P Gov.bond Small cap Z1(0.9,0.6,7)

0.001 1000 0.0809 0.9190 0 0.0249
0.0015 1000 0.0902 0.9097 0 0.0257
0.002 1000 0.2160 0.5468 0.2371 0.0626
0.0023 1000 0.3597 0.2655 0.3746 0.0955

From Table 7.5 we can see that, Z;(«, 3, 7) is very close to v, () when
our target level 7 is very small, that means low requirement for the gain
will yield low risk and vice versa.

Table 7.6. Results of Problem II

v Sample Size  S&P  Gov.bond Small cap Z2(0.9,0.6,v)

0.024 1000 0.0697 0.9302 0 0.0003
0.030 1000 0.0576 0.8566 0.0857 0.0016
0.060 1000 0.2046 0.5691 0.2262 0.0019

0.1 1000 0.3791 0.2276 0.3931 0.0023

We can see that Za(«, 3, v) is close to 7%(3) when our risk tolerance v
is large from Table 7.6, that shows the relaxation of the risk requirement
will lead to a larger gain and vice versa.
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4. Proofs

In this section, we will provide proofs of each lemma, proposition,
theorem and corollary in above sections.

Proof of Lemma 7.5: If (o, 3) € {(a,B)|m(B, )} = 7*(6)}, then
P(Xi()) = (B, ) = 7°(8) = maxx ¥g(X). So Xy(e) € argmaxy
¥3(X), that means for any X € £2, we can’t find one such that ¢3(X) >
7*(B), so we should choose 7 < 7*(f3), however based on the above
relationship, there exists at least one X that will minimize ¢, (X) and
maximize 1)3(X) simultaneously, so in this case, Zi(a, 3, 7) = vi(a).

In another case when (a, 3) € {(«, 8)|7(8,a) < 7%(8)}, that means
we will obtain a lower gain 7.(3, ) when we try to minimize the risk
o (X), but we can’t obtain a gain that will exceed 7*(3), reasonably,
we will choose 7 € (7.(5, @), 7*(8)], however for this 7, there won’t exist
X € argminy ¢, (X) such that ¢g(X) > 7, this will yield a higher risk,

that is Z1 (o, 5, 7) > vi(@). O
Proof of Lemma 7.6: Similarly to the proof of Lemma 7.5, we can
prove Lemma 7.6. O

Proof of Lemma 7.7: Since F(u + x) + F(p —x) = 1, so F(x) =
Flu—p+a)=Fp—(p—=)=1-F(u+(p—=2)) =1-FQ2u—z). It
is easy to use the above relationship to prove the lemma together with
the monotonicity of the distribution function F(x). O

Proof of Proposition 7.14: We define:

B (2) = G(z,85(z)7), B (2) = Gla,&s(x) ).

In comparison with the definition of ¢5(z) in Definition 7.12, 5 (z) is
the mean of the gain distribution associated with

[ G@O/A— (). €< (),
Gl = { L £ > éa(),

whereas the Q,Z);(SU) value is the mean of the gain distribution associated

with
G, 0)/(1— f+(x)), €< Es(x),
G (@) = { 1 £> Enle).

It is easy to see that 37 (z) and S (x) mark the bottom and top of
the vertical gap at {z(x) for the original distribution function G(z,-) (if
a jump occurs there).

The case of there being no probability atom at £g(x) corresponds to
having 8~ (z) = p*(x) = B € (0,1). Then the first equation holds
because the distribution functions G (x,§), G(z,§) and G;(x,f) are
identical.
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When a probability atom exists but 3 = 37 (x), we have: 7 (z) <
BT (x) < 1 and thus the second relations. If 3 (z) = 0, we can neverthe-
less get the third one since S~ (z) < 7 (x) < 1. Under the alternative
of 0 < G(x,&p(x)) < 1, the strict inequalities in the fifth prevail. O

Proof of Proposition 7.15: According to the definition of CVoG and
when G(z,&3(z)) > 0, we can calculate the mean in the definition di-
rectly as follows: for a fixed portfolio z,

ba(x) = [ d(Gx, )/ (1 - B)) + (1 - (:c £5(2))/(1 - B))és()

£p()
_ Glags(@) dC(z8) | @a(az)
=—175 X Towee) TU- )f

:ME{Q@ Y)lg(a,Y) < € <>}+(1 et g5(a)
— Clrtala) ot (4) + (1—(7")55()

G(z,£p(2))

so we can obtain the following equation after defining Ag(z) = )

vp(r) = Ag(@)ig () + [1 = Ag(2)]gs ().

We know Ag(z) € [0, 1] since 0 < Gg(z,&s(z)) < 1—p. If G(z,{3(x)) =

0, {g(z) is the lowest gain that can occur (and thus Ag(z) = 0 but ¢ (z

is ill defined), then 9g(z) = {g(x). O
Proof of Proposition 7.16: According to the following relationship:

kg—‘rl

Zpk<1—ﬂ< Zpiw

we have
ks—1

Gz, &p(x Zplm (z,&p(z Z Pk,

G(z,85(2)) — G(z,83(2) ") = pry-

The assertions then follow from Definition 7.12 and Proposition 7.15. O

Proof of Corollary 7.17: This amounts to the special case in Proposi-
tion 7.16 with kg = 0, then we know ¥g(x) = {g(x) = 21. O

Proof of Theorem 7.18: Firstly, we will prove the Theorem in the case
that the distribution function G(z,&) of the gain g(x,Y") for fixed x is
everywhere continuous with respect to £&. We also assume the random
return Y has desity function p(y). Before proceeding main steps, we will
give a lemma for preparation.
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LEMMA 7.22 With z fized, let Q(§) = nyR” q(&, y)p(y)dy, where q(&,y) =

[g(xz,y) —&]7. Then Q is a convex continuously differentiable function
with derivative

Q'(§) = G(z,9).
Proof: This lemma follows from Proposition 2.1 of Shapiro and wardi
(1994) in [20].
Now, let’s prove the Theorem in this particular case. In view of the
defining formula for Hg(z, &),

Hy(a,€) = € — —— E{{g(e,Y) - €]},
1-p3

it is immediate from Lemma 7.22 and the fact that linear function is a
concave function that Hg(z, ) is concave and continuously differentiable
with derivative

0 1

%Hﬁ(fﬂ,f) =1- mG(ﬂfvf)‘

Therefore, the values of ¢ that furnish the maximum of Hg(x,§) are
precisely those for which G(z,£) =1 — . They form a nonempty closed
interval, inasmuch as G(z, &) is continuous and nondecreasing in ¢ with
limit 1 as £ — oo and limit 0 as £ — —oo. This further yields the validity
of the formula §5(z) € argmax,Hg(z,§). In particular, then, we have

max Hg(x,§) = Hp(x,&p(x)) = §ﬂ(33)_1_1ﬁ yeR[g(w, y)—Ep(2)] " p(y)dy.
But the integral here equals
/ €9(a) ~ e )lp(w)dy = o) | p(y)dy—
g(z,y)<Ep(x) g(z,y)<Ep(x)

/ oz, y)p(y)dy,
g(z,y)<&s(x)

where the first integral on the right is by definition G(xz,&g(x)) =1 -0
and the second is (1 — 3)yg(x). Thus,

mas Hye,€) = €5(2) — ——[(1 — B)Es(x) — (1 - Burs(a)] = s(a)
€ER 1-p
This confirms the formula for f— CVoG, v¢g(x) = max¢ Hg(x,&), and
completes the proof of the Theorem in this special case.
In the following, I’ll prove it in a more general sense, including the
discreteness of the distribution.



Two Types of Risk 137

The finiteness of Hg(x,&) is a consequence of our assumption that
E{|g(z,y)|} < oo for each x € X. It’s concave follows at once from the
convexity of [g(x,y) —&]~ with respect to . Similar to convex function,
a finite concave function, Hg(z, £) has finite right and left derivatives at
any £. The following approach of proving the rest of the assertions in
the theorem will rely on first establishing for these one-sided derivatives,
the formulas,

8+H5 . 17ﬁ7G($,§) 8_Hﬁ . 1—5—G($,§_)
85 (l’,f)— 1_5 ’ 85 (.’IZ,{)— 1_6 .
(7.1)
We start by observing that
Hp(z,¢) — Hp(x,§) 1 o { lg(2,Y) =& — [g(=,Y) — €]~ }
£ =< 1-p £ =< '

When £ > £, we have:

&-¢ €(0,1) ifé<g(a,Y) <

Since Py{¢ < g(z,Y) < &'} = G(x,£)—G(z,§), this yields the existence
of a value p(&,&’) € [0, 1] for which

5 { lg(z,Y) — 5’5 - ég(ffa Y)— & } = Gz, &)+p(6,€)[G(x,€)-C(x, ).

Since furthermore G(z,&") \, G(z,&) as &' N\ &, it follows that
lim E { [g(%,Y) — gl]— — [g(a;,Y) — S]_} — G(Zﬁ,g)

ENE &=
So, we obtain

. Hﬁ(x7§/) - Hg(.%‘,f) o ﬂ G(.CE g)
Jim, o¢ =1 1—6G( =15

thereby verifying the first formula in (7.1). For the second formula in
(7.1), we argue similarly that when & < & we have

lg(x,Y) =& —[g(x,Y) — €]~ { - 0 ifg(z,Y) > ¢
S

=€
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where Py{¢ < g(z,Y) < &} = G(z,&7) — G(x,¢'). Since G(z,¢')
G(z,&7) as & / & we obtain

: [9(z,Y) =& —[g(z,Y) = &7 N
g,lggE{ I }—G(x,f )
and then
: Hg(x,fl)—Hg(x,f) 1 1 -\ 1_6—G($,f_)
R T Sl gt =

That gives the second formula in (7.1).
Because of concavity, the one-sided derivatives in (7.1) are non-increasing
with respect to &, with the formulas assuring that

. OTHg . 0 Hg 16}
dm e (8 =m0 =75
and on the other hand,
8+H5 87Hg
li = 1l =1.
ALy (2,€) (Jim o€ (z,6) =1

On the basis of these limits, we know that the level set {{|Hg(z,§) >
c} are bounded (for any choice of ¢ € R) and therefore that the maximum
in the theorem is attained, with the argmax set being a closed, bounded
interval. The values of £ in that set are characterized as the ones such
that

OTH B 0~ H 8

o€ o€ (@,8).
According to the formulas in (7.1), they are the values of ¢ satisfying
G(z,&7) <1—-p < G(z,§). The rest of the Theorem is a direct conclu-
sion of the above results. O

Proof of Corollary 7.19: The joint concavity of Hg(z,¢) in (x,&) is an
elementary consequence of the definition of this function, the relation-
ship between convexity and concavity and the convexity of the function
(x,€) — [g9(x,y) —&]~ when g(x,y) is convex in z. The concave of ¥g(x)
in = follows immediately then from the maximization formula in The-
orem 7.18. (In convex analysis, when a convex function of two vector
variables is minimized with respect to one of them, the residual is a
convex function of the other: see Rockafellar [13]. Here, we can obtain
the result just simply applying the above theory to the convex function
—Hp(,)’) :

Proof of Theorem 7.20: This rests on the principle in optimization
that maximization with respect to (z, &) can be carried out by maximiz-
ing with respect to & for each x and then maximizing the residual with

(,§) <0<
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respect to . In the situation at hand, we invoke Theorem 7.18 and in
particular, in order to get the equivalence in the second formula in the
Theorem, the fact there that the maximum of Hg(z,&) in £ (for fixed z)
is always attained. a

Proof of Theorem 7.21: This relies on the maximization formula in
Theorem 7.18 and the assured attainment of the maximum there. The
arguments are very much like that for Theorem 7.20. Because ¥g(x) =
max¢ Hg(x,§), we have g, (x) > 7, if and only if there exists & such
that H[@Z(Ji,&) > T;. O
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Abstract  This paper is concerned with the optimal production planning in a dy-
namic stochastic manufacturing system consisting of a single or parallel
machines that are failure prone and facing a constant demand. The ob-
jective is to choose the production rate over time to minimize the long-
run average cost of production and surplus. The analysis is developed
by the infinitesimal perturbation approach. The infinitesimal pertur-
bation analysis and identification algorithms are used to estimate the
optimal threshold value. The asymptotically optimal threshold value
and the convergence rate of the identification algorithms are obtained.
Furthermore, the central limit theorem of the identification algorithms
is also established.

Keywords: Manufacturing system; perturbation analysis; stochastic approximation;
truncated Robbins-Monro algorithm.

1. Introduction

We consider the problem of a dynamic stochastic manufacturing sys-
tem consisting of a single or parallel machines that must meet the de-
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mand for its products at a minimum long-run average cost of production
and surplus. The stochastic nature of the system is due to the machine
that are failure-prone. The machine capacity is assumed to be a finite-
state Markov chain. There is a considerable literature devoted to the
production planning for manufacturing systems with the long-run aver-
age cost criterion, see Bielecki and Kumar (1988) and Sethi et al. (2004).
Bielecki and Kumar deal with a single machine (only with two sates: up
and down), single product problem with linear surplus cost. Because of
the simple structure of their problem, they are able to obtain the opti-
mal production policy which is of threshold. Furthermore, the explicit
threshold value is given. When their problem is generalized to convex
costs, explicit solutions are no longer possible. As a result, some gen-
eralizations of the Bielecki-Kumar problem such as those by Sharifnia
(1988), and Liberopoulos and Hu (1995) are only heuristic in nature.
Sethi et al. develop appropriate dynamic programming equations to
rigorously prove that the optimal production policy is in the class of
threshold policies. However, they cannot get the explicit threshold val-
ues.

In this paper, the infinitesimal perturbation is used to analyze the
threshold value. Formally, combining infinitesimal perturbation analysis
(IPA) with the truncated Robbins-Monro algorithm gives the stochas-
tic approximation to estimate the derivative of the long-run average
cost function with respect to the threshold value. This estimation, in
sequence, implies an approximation for the optimal threshold value. A
similar procedure used in this paper appears in Tang and Boukas (1999),
however, they are constitutionally different. In Tang and Boukas (1999),
they are absorbed in the manufacturing system consisting of one ma-
chine with two states—up and down producing one part type. Based
on the work in Hu and Xiang (1993) which proves the equivalence be-
tween the queueing and a manufacturing system with two states—up and
down, the problem in Tang and Boukas (1999) is solved in the context
of queueing theory. When the machine has more than two states, the
equivalence given by Hu and Xiang (1993) does not hold. Using the
asymptotic analysis for Markov chains (see Sethi et al. (2004), and Yin
and Zhang (1997)), we directly prove the convergence of the truncated
Robbins-Monro algorithm, and hence get the approximation for the opti-
mal threshold value. Furthermore we obtain the asymptotical normality
of the approximation.

The plan of the paper is as follows. In Section 2, we introduce the
problem and specify required assumptions. Section 3 is devoted to study
the approximation of the optimal threshold value including the strong
consistence and convergence rate. Section 4 concludes the paper.
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2. Problem Formulation

We consider a product manufacturing system with stochastic produc-
tion capacity and constant demand for its production over time. In order
to specify the model, let x(t), u(t) and d denote, respectively, the sur-
plus level, the production rate, and the positive constant demand rate at
time t € R4 = [0, +00). Here, surplus refers to inventory when z(¢t) > 0
and backlog when x(f) < 0. We assume that z(t) € R = (—o0, +00)
and u(t) € Ry. The system dynamic behavior is given by

W) _ ity —d 2(0) = . (8.1)
dt

Let M (t) represent the maximum production capacity of the system
at time t. We assume that M(-) is a Markov process defined on a prob-
ability space (2, F, P) with a finite state space M = {0,1,---,m}. The
representation for M stands usually, but not necessarily, for the case of
m identical machines, each with a unit capacity and having two states—
up and down. This is not an essential assumption. In general, M could
be any finite set of nonnegative numbers representing production capac-
ities in the various states of the system. Of course, the production rate
u(t) must satisfy the constraint 0 < u(t) < M(t). Just as what we men-
tioned in the introduction, we only consider the following hedging point
control policy:

dANM(t), =(t) =40, (8.2)
0, otherwise

M(t), z(t) < 0,
u(f,t) = {

for all ¢ > 0, where 6 is the threshold value. Under control u(0,t), we
denote the inventory level process by x(6,t). The problem is to find
that minimizes the cost function
1.t
J(0) = tlim zE [H(x(0,s)) + C(u(d,s))] ds, (8.3)
— 00 0
where H(-) defines the cost of inventory/shortage, and C(-) is the pro-
duction cost.
We impose the following assumptions on the Markov process M (-)
and the cost functions H(-) and C(-) through the paper.

(A1) Let the (m + 1) x (m + 1) matrix @ = (g;;) be the generator of
Markov process M (-). We assume that @ is strongly irreducible in
the following sense: The system of equations

m
(vo, V1, Vm)@Q =0 and Zui =1
i=0
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has a unique solution (vy,v1,- -+, vp) with v; > 0,7 =0,1,---,m.
Furthermore, the average capacity level m = Y"1 iv; > d.

(A2) H(-) is a nonnegative continuously differentiable convex function
with H(0) = 0. Let h(z) = dljiz). Furthermore, there exist posi-
tive constants C}, and Kj, such that for any z1, 20 € R,

|h(21) = h(z2)| < Ch - (J2a]"* 7 4 |22/ 71) - |21 = 2.

(A3) C(-) is a nonnegative continuously differentiable convex function

defined on interval [0, m]. C'(0) is assumed to be zero. Let ¢(z) =
dC(z)
dz -

For any 0 € R, if 2(0,0) = 0, it follows from (8.2) that
z(0,t) =x(0,t)+0, t>0. (8.4)

This simple relationship implies that J(#) is a convex function of thresh-
old value 6. In fact, for r € [0, 1] and 0, 62 € R, in view of Assumptions
(A2) and (A3),

rJ(6h) + (1 —1r)J(62)
> lim -E [t @(01,5) + (1= ) H(x(62,9) + 1Clu(61, )
(1= 1)C(u(fs, 5))] ds
> lim <E [ = 01,5) + (1 = 1)2(62,9) + Cru(6, )
+(1 = r)u(fa, )] ds
— lim -E [ a0y + (1 r)02.5) + Clutror+

(1 —7)09,5))] ds
= J(T@l =+ (1 — 7“)(92),

this gives the convexity of J(-).

3. Approximation for the Optimal Threshold
Value

Since J () is convex, there is an optimal threshold value #°. In what
follows, we need to estimate . The estimation is started with the
derivative of the long-run average cost function J(6) with respect to the
threshold value 6. To get the derivative of J(0), let

T3 (0) =0,
TH0) ={t>Tr (0):x(6,t)=0,M(t—) > d,M(t) < d},
TZ*(Q) :’1—;*(0)—12_1(0), 121727
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Since the cost function J(6) is independent of the initial state, without
loss of generality, we assume that z(6,0) = 6 and M (0) < d. It follows
from (8.4) that T;(f) and 7;(f) do not depend on the threshold value
6 (in following, we simply write them as 7;" and 7* respectively). For
a fixed 0, {(x(6,t),M(t)), t > 0} is a regenerative process, where the
regeneration points or regeneration times are {T*,i > 1}. Moreover,
{r},i=1,2,---} is an iid sequence. Define

1 st
70) =5 [ [H@®,2) + Clu(b.2))] ds.
0
By Assumptions (A2) and (A3), it follows that with probability one
dJ (6 1t
o0) _ f/ (h(2(0, 5)) + c(u(B, 5))] ds. (8.5)
do t Jo
d‘](j(ge) is called the infinitesimal perturbation analysis (IPA) derivative of
Ji(0). In practice, we use d‘](j(ge) as an estimate for d‘gge). One concern is
whether %ée) = lim %ée) a.s., which is called the strong consistency of

t—o00

the IPA derivative estimate, see Ho and Cao (1991), and Yan, Yin and
Lou (1994). If E7{ < oo, along the same lines as in Glasserman (1991)
and by Theorem 3.6.1 in Ross (1996), we can prove the following lemma.
Er{ < oo will be given by Lemma 3.2.

LEMMA 3.1 If Assumptions (A1)—(A3) hold, then the IPA derivative
estimate (8.5) is strongly consistent and

dJj@) 1

L /0 (h(2(8, 5)) + c(u(B, 5))] ds. (8.6)

In view of the convexity of J(-), we know that to find an optimal
threshold value 6°, it suffices to find the zero of J(f). Using Lemma 3.1,
we only need to find the zero of EfOTf [h(z(0,s)) + c(u(f,s))] ds. Next
we design a sequence of hedging point policies to approximate this zero
value. Let Ty = 0, 6p = 0 and {a,,n > 0} be a sequence of positive
numbers with a,, > a,11 and lim,_, o a, = 0. Define

M) = 0+ /Tt [u(0o, s) — d] ds, (8.7)
Ty = inf{t >Ty: 2(60,t) = o, M(t—) > d, M(t) < d}, (8.8)

T
A= /T  [h(a(80,) + c(u(lo, )] ds (8.9)
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tp = 6o —aofi, (8.10)
O = Olyg ) = bl <ny T 000 (8.11)
e1 = fi—[Er]- f(6o), (8.12)

where f(0) = d‘é—(f), and b > 0 is an arbitrary constant with 6% € [—b, b].
Assume that {z®)(t),t > T},_1,1 < k < n} and {(8,T}),0 < k < n}
have been defined, where 6,, is considered as the nth estimate for §°. For
t > T, define

t
S = (T +/ (6, 5) — d ds, (8.13)

Tn

Tpy1 = inf{t > T, : 2™+ (t) =4,,
M(t—) > d, M(t) < } (8.14)
D)

i1 = / (@™ () + c(u(b,, )] ds,  (8.15)
énJrl = en_anfn+1a (816)
9n+1 = 0n+1I[|én+1|<b] - bI[én-klg*b] + bI[én+12b}’ (817)
En+1 = fn+1 - [ETI*] : f(en) (8'18)

Op+1 is the (n+1)th estimate for 0y, f,41 is the (n+1)th IPA derivative
estimate for [E7{] - f(6n), and e,41 is the estimate noise. The above
algorithm to approximate the optimal threshold value 6° is a truncated
Robbins-Monro algorithm, a,, is the step-size of the Robbins-Monro al-
gorithm, see Robbins and Monro (1951). Furthermore, {T},,n > 1} is a
sequence of stopping times with respect to M(-). Based on {z(™(t),t >
Th—1,n > 1}, define Z(t) as

i(t) =2™@t) te([Tht, Tn), n=12---. (8.19)

As a standard procedure in the Robbins-Monro algorithm, we introduce
conditions:

(A4) a, >0, lim na, = a # 0, where « is a constant.
n—oo

(A5) 0<a,iy —a,! = B>0, asn — oo.

(A6) As 6 — 6°, f(6) can be expressed as f(6) = - (0 — 6°) + O(|§ —
6°|?) for some constant v < —3/(2[E7{]), where § is defined in
Assumption (A5).

LEMMA 3.2 Let Assumptions (A1) and (A4)—(A5) hold, then for any
r>0andn >0, E[(Th+1 —Tn)"] < v where v, < 00 is a constant only
depending on r. In particular, E[T{]" < ~,.
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Proof. The proof consists of two steps.
Case 1. 0, > 0,_1. For any /A > 0, define

A

Tht1(L) = inf{t >T,: /Tt [M(s) —d]ds = A}, (8.20)

Toy1 = inf{t > T 1(0p —0n1): M(t) <d}.  (8.21)
It follows from the definition of T;, that
Tn+1_Tn - ~n+1_Tn - [Tn—l—l_Tn+1(0n_Hn—l)]"i_[Tn—i—l(en_en—l)_Tn]-

Noting that 6, — 6,-1 < 2b and Using Lemma 3.1 and Corollary 3.1 in
Sethi et al. (2004), there exists a constant , such that

~ N

E[Tn+1 - Tn+1(0n - gnfl)]r < Yr and E[Tn+1(9n - gnfl) - Tn]r < Yr-

This completes the proof.
Case 2. 0, < 0,_1. In this case, it follows from the definition of 1,11
that

Hn—ld_ Hn . x(n—i—l) (t) _ 9n7

M(t) <d and M(t—) >d} —T,.

Toir — T, = inf{t > T, +

Using again Lemma 3.1 and Corollary 3.1 in Sethi et al. (2004) we have
the lemma.
Finally, E[7]]" < 7, directly follows from 7{ = T7. Q.E.D.

THEOREM 3.1 Suppose that Assumptions (A1)—(A5) hold, then

)
1-0
>t e

n=1

converges a.s., where 0 is a constant in [0, 1/2).

Proof. Let

t

Togt = inf {t STy [ [M(s)—dlds >0 and M) < d} 7,

Tn

and
Tn+Tn+1
frn41(0r) = / [A(z"(On, 5)) + c(u™ (On, 5))] ds, (8.22)

where u*(60,, -) is given by (8.2) with 6 = 6,,, and

dz* (0, s)

ds =u*(On,8) —d, x"(0n,Ty) = On.
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Using (8.18) and (8.22),

[e.e]

Y a e = Z " (far1(0n) — [ET]- £(6n))
n=1

[e.9]

> ah O (fasr — Fasa(0n)). (8.23)

n=1
Let F, = o(M(s): s <T,), then

Tn+Tn+1
E[fn1(0n)|F0] = El/ [(" (6, 5)) + c(u” (6, 5))] ds

_ (5 /0 " h(2(6, 8)) + c(u(8, 5))] ds>

= [Er]-E[f(0n)|Fn] -

This consequently implies { f,,+1(60,) — [ET{] - f(6n), Frn,n > 0} is a mar-
tingale difference sequence. Note that for ¢ € [T),, Ty+1],

10,] < b and [TV (@)] < |2(T,)| + (m v d) - (£ —Tp).

It follows from Assumptions (A2) and (A3) that there exists a positive
constant C such that

| frt1(0n)] < C1 - Tt + C ([6n] + 71 - (m v d) 5" - g, (8.24)
[Er] - [£(0)] < E [Cro7i + Cn (10n] + 7§ - (m v )" - 7] . (8.25)

0=0,

Hence, from Lemma 3.2, there exist positive constants Co and C5 such
that

262(15 [(fas1(6n) — [ET]- f(00))] 2]

i (Cz + Csy - [(Tn+1)2 + (Tn+1)2Kh+2]) < 00,

where Assumption (A4) is applied in the last inequality. By the local
convergence theorem of martingales (see Corollary 2.8.5 in Stout (1974)),

i al ™ (fns1(6n) — [ETf] - £(6,)) converges a.s. (8.26)

Now we consider the second term in the right-hand of (8.23). First
we have

i *(fut1 = fus1(0n))
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o0

= Z arlz_(s(fn+1 - fn+1 (an)) ’ I{\anan_l\z(nfl)*‘sl}

n=1
+ > an (st = Far1(00)) - Lo, 0, j<(n1)-51}> (8:27)
n=1

where §7 is a positive constant which will be specified later on. From
the definition of 6,,, we have

|9n+1 - 9n| <ap- ‘fn+1|~
Similar to (8.24),
|fn+1| < Cr- (TnJrl - Tn) + Ch [|9n|
+(Tns1 —Tn) - (mV d)]Kh (T = Tn).
Using this inequality, we have
’9n+1 - en‘ < ap- {Cl : (Tn+1 - Tn) + Ch [|9n|
H(Tnir = T) - (mV AP Ty — )} (8.28)
Using Assumption (A4), Lemma 3.2 and (8.28)

Pr{|0n41 — On] >0~}
< n%lEHHn—I—l - 9n|2]
<n?@2E{C - (Thy1 — T})

2
FO 0] + (T = To) - (mV )5 - (T —T) )
< Cyn 20700 (8.29)

for some C4 > 0. Using Hélder’s inequality, for any r» > 1,

E

> ap | fupr — fn+1(0n)|l{9n9n12(n1)61}]
n=1

> a,°E [!fn+1 - fn+1(9n)U{\en_en,l\z(n_l)—él}}

3
Il
—

Sl

< al T (El fast — far1(00)])7 %

K

3
Il
_

1

(2 1)

al=00y - (n — 1)"20-0-3)

K

<
1

X (E|fn+1 - fn+1(9n)|r)

3
Il

S

(8.30)
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Using again Lemma 3.2 and (8.24), we know that there exists a positive
constant C'5 such that

Elfns1 — frns1(0n)|" < Cs.

We choose r = 2 and §; = 1/2. In view of (8.30), we have
E iarlz_6|fn+l = Fnt1(0n)l Lo, 0, 1> (n-1)-01y | < 00
This implies that
2 a0 (fra1 — frn41(6n)) {0, 0, 1 |>(n—1)-41} converges a.s. (8.31)

Now we define
Tpt1 = inf{t > T,, : M(t) > d} — T),.
From the definition of T},, we know that
M(T,—)>d and M(T,+) < d.

By the Markov property of M(t), we have that
—1)"%
Pr <7A'n+1 < (TLd)) < 06(77/ — 1)751,
for some constant Cg > 0. Note that

ED_ anlfwsr = Fusr Ol Lo, -, 151} -

n=1

Tt <(1/d)(n-1)=01}
< Z a%;éE‘fn-i-l - fn-‘rl(en)‘ : I{fn+1<(1/d)(n—1)—51}'
n=1

Similar to (8.30), using again Holder’s inequality but with r > (1—248) 71,
we have

E Z a}l_6|fn+1 = fa+1(0n)] - I{|9n—9n—1\<(n—1)761} '

n=1

'I{f'n+1<(1/d)(n—1)—51} < 00,
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which gives

o0

1-46

Y an (fart = Far1(0n) - Lo, —0, s j<(n-1)-51} " Lipni<(1/d)(n-1)-o1}

n=1

converges a.s. (8.32)

Finally we consider

o0

1-6
Yo an (faer = Far1(0n) - Lo, 0,y j<n-1)-11 * Linpa>(1/a) (n—1) %1}
n=1

From the definitions of 7,41 and 7,41, conditional on
{0n-12 0} N {0 — Ona| < (n = 1)} N {71 2 (1/d)(n — 1)},
we have

Toy1— T, =inf {t: M(t) < d and

/t 0,1 —on M(s) —d] dsZO}—Tn, (8.33)
T2

t [M(s) — d]ds

0,_1—6n
T+

Tn+1 :inf{t >T,:M(t) <dand

Op—1—0n

> —/T"+ T M(s) —d]ds} T, (8.34)

2D (8) =2 (0, 8)| < (61— On)
n—1—0n

+ /Tn+ [M(z) —d]dz|, sé€[Tn, Tht1), (8.35)

enfl - 9n

u(lp, s) = u*(On,s), sé€ [Tn + 7

, Tn+1> L (8:36)
Similarly, conditional on

{1 < 0} O {100 — Ot < (0= 1)} O {es = (1/d)(n — 1)70),
we have

Toy1 — T, =inf {t: M(t) < d and
t
/ (M(s) — d]ds > 0, — enl} ~T,, (8.37)

roin = inf {t M) <dand [ [M(s)— dds > o} T, (8.38)

Th
12 (5) — (0, 8)] < (O — Op—1), S € [Tn, Tp + Tns1),(8.39)
u(ln,s) =u*(On,s), s€[Tn, Tn+ Tni1). (8.40)
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Using the Markov property of M (¢), from (8.33), (8.34), and (8.37)-
(8.38), we have

E {[Tm—l - (Tn+1 - Tn)] )
‘I{{en-lzen}ﬂ{lon—en-l|<(n—1>*51}m{fnﬂz(l/d)(n—l)*él}}}
< Cr(n—1)"%, (8.41)
E{[(Tht1 —T0) — Tns1]-
‘I{{0n71<6n}m{|9n—em|<(n—1>—51}m{%n+1z(1/d>(n—1)—51}}}
< Cr(n—1)"%, (8.42)

for some constant C7 > 0. Going alone the line of the proof of (8.32),
using (8.35)-(8.36) and (8.41), we can prove

Z 6 fn-i—l fn-‘rl(an)) :

L1006, 11<(n=1) =530 {5011 2(1/d)(n=1) =1} (601260}
converges a.s. (8.43)

In a same way, by (8.39)—(8.40) and (8.42),

Z a}z_(s(fn+1 - fn—H (gn)) :
n=1

L1000 1 1< (n—1) =913 N{Fn 1 2(1/d) (1= 1) =01} {6, -1 <0n})
converges a.s. (8.44)

Combining (8.31), (8.32), and (8.43)-(8.44) yield the theorem. Q.E.D.
THEOREM 3.2 If Assumptions (A1)—(A6) hold, then lim 6, = 6° a.s.
and |60, — 0°| = o(ad) a.s. for § € [0,3). T

Proof. 71121;10 0,, = 6° follows from Lemma 3.1 and Theorem 2.2.1 in

Chen (2002), and the second claim follows from Lemma 3.2 and Theorem
3.1.1 in Chen (2002). QED.

THEOREM 3.3 Suppose that
2

E [/0 (h(2(8, 5)) + c(u(6, 5))) ds

is continuous at 0° and Assumptions (A1)—(A6) hold, then
0, — 6°
Van

= N(0,02), n — oo




Optimal Production Policy in a Stochastic Manufacturing System 153

where N'(0, 02) is a normal random variable with mean zero and variance
o?, and

2
2 01

0 = -1 o’
2y - [Erf]+5
- 2
1
o?=E [/ (h(m(@o,s)) + c(u(@o,s))) ds]
0
Proof. By Theorem 3.2, |, — 6°| = o(ax 4 ) a.s. Thus after a fi-
nite number of truncations, (8 13)-(8.18) will become the usual Robbins-

Monto algorithm (see Chen (2002)), so we can get that there exists an
no (may depend on the sample path) such that for n > ng,

Ont1 = 0p — an([ET]- f(0n) + €nt1)- (8.45)
Using Assumption (A5), we have,
1 an—an
()2 = an+1+1 +1)2
= 1+ 5an(a, 1y —ap") + O((02)?) (8.46)

1+ Qﬁan + o(ay).
It follows from (8.45) and (8.46) that for n > ng

0,—0° On
Vant1i ¥n,ng \/O* + Z Pn,i+1y/ Fi€i41

+ _Z Pn,i+1Gi€it1 - (% + o(y/a;)) (8.47)
+ ; Cnit1y/@(1+ 38a; + o(a;)) - O(|6; — 6°?).
where
(1+anAyn) - (14 a;4;), fori<n
Oni =194 1, fortr=n+1 (8.48)
0, fori>n+2
and

An = [Erfly + § + [Erily - 5= + o(1) + [Er{]y - o(an)

8.49
— A= [ETf]’y—{—g,n—»oo. (8.49)

By some tedious algebraic calculations, (see Sections 3.1 and 3.3 of Chen
(2002)), there are constants Ag > 0, A > 0, the ¢, ;,n > 0,7 > 0 defined
by (8.48) satisfy the following properties:

lonkl < Aoexp{—A_ a;}, (8.50)
j=k



154

s%pzn:ai]gon,i\r < oo, r>0, (8.51)
i=1
N~ o * oA 1
By (8.50),
wn,now converges to 0, a.s. (8.53)
no

For any fixed ni, by (8.50) again

ni
By/a;
Z On,it10i€i41( 5 ' +o(y/a;)) — 0,a.s.
i=no

While for any given € > 0, we may take n; sufficiently large such that
for n > nq, \zsnﬂ(ﬁ‘éa + o(y/an))| < e. Therefore

n

> aonsnl -l - (2% 4 ofyan)

i=ni1+1

n
<e Z ai|‘Pn,i+1‘
i=n1+1

n
< egsup Z a;i|leniv1] — 0 a.s.
™ i=ni+1

Then

Z O it10i€i41 - ( 5 * +o(y/a;)) converges to 0 a.s. (8.54)

1=No

For the given n; and € above, we may assume that for ¢ > ny

. _ 0012
(14 5+ olag) TP <

1/4). Analogous to (8.54), we get that

because |0, — 0°| = o(ax,

> Gniv/ai(l + 5 fa; +ofar)) - O(16: — °P)

1=No

converges to 0, a.s. (8.55)
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Hence to complete the proof of theorem, it suffices to prove that

n

Z ‘;Dn,i+1\/67i€i+1 = N(O, 0'2), n — oQ. (8.56)

1=ng

From (8.50) we can prove that

no—1
Z Oni+1vai€i+1 — 0, a.s. as n — oo.
i=0

So to prove (8.56), it suffices to prove that

Z On.it1vaicir1 = N(0, 02), n — oo. (8.57)
i=0

Now we decompose the right side of (8.57) into two parts:
n n
Z wn,z‘+1\/a7‘€i+1 = Z SOn,i+1\/C7i(fi+1(9i) - [ETf]f(ez‘))
i=0 i=0

+ Z Onyit1vVai(fir1 — fir1(6s)).
i=0

By Lemma 3.3.1 and Theorem 3.3.1 in Chen (2002), and (8.52), we
have

Y enir1vai( fir1(0:) — [Er]f(6:) = N(0,0%), n— 00, (8.58)
i=0
Therefore, to prove (8.57) we only need to prove

n
Z ©On,i+1v/@i(fir1 — fir1(6;)) converges to zero
i=0

in probability as n — oo. (8.59)

We decompose it into two parts as follows:

Z Pni+1 @(fz‘ﬂ - fz‘+1(9i))
i=0

3

Pnit1vVai(firr — fir1(00)Ig0,—0, 1> (i-1)-51}

~
I
o

+> eninivVai(fisr = fir1(0)) 0,6, 1 1<(i1)-51)-
i=0
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Based on this decomposition, going along the same line of (8.27), we can
prove (8.59). Therefore, we get the theorem. QED.

REMARK 3.1 In the Robbins-Monto algorithm defined by (8.13)-(8.18),
the integral interval [T,,, T,+1] depends on the threshold value 6,,_1.
This dependence makes f,41 to be complicated. To avoid this complex-
ity, we can modify 7,41 as

The1 = inf{t > &, :2"(@) =0,, M(t—) > d, M(t) < d},
&n = nf{t>T,: 2"V (t) =0, M

(t-) > d, M(1) < d),
fun = [ ) (b, )] s

Clearly, the interval [,, T,+1] does not depend on 6,,_;. Using this
algorithm, going along the same lines, The results on the convergence,
the convergence rate and the central limit theorem can be proved.

4. Concluding Remarks

In this paper we use an infinitesimal perturbation analysis to approx-
imate the optimal threshold value. Specifically, the classic Robbins-
Monro algorithm is adopted as an identification algorithm to estimate
the optimal threshold value. It is of much interest to examine the com-
plex models such as multiproduct flexible manufacturing system, and
flowshop manufacturing system.
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Abstract  The purpose of this paper is to show how a discrete event stochastic con-
trol paradigm similar to the one proposed by Suresh Sethi in the realm
of finance, economic planning or manufacturing systems can be used to
analyze the important issue of optimal timing in global climate change
policies. One proposes a stochastic economic growth model to study the
optimal schedule of greenhouse gases (GHG) emissions abatement in an
economy that can invest in RD&D, in an existing or a future backstop
technology and faces uncertainty in both climate and technical progress
dynamics.

1. Introduction

In this paper one proposes a stochastic control formalism to address
the problem of defining the proper timing of climate mitigation policies
in the search for the optimal tradeoff between economic development and
long term sustainability. The fundamental economics of climate change
has been described by Nordhaus (1994), Nordhaus (1996), Manne &
al. (1995), Toth (2003) in a formalism of optimal economic growth
a la Ramsey (1928) which is much akin to an infinite horizon optimal
control formalism as indicated by Haurie (2003). In these approaches the
economic and climate dynamics are represented as deterministic systems
coupled in the same integrated assessment model. The economic activity
generates GHG! emissions; concentrations of GHG produce a radiative

*This work was partly supported by the NCCR-Climate program of the Swiss NSF
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forcing that triggers a temperature change; a damage function represents
the loss of output due to this temperature change. The optimal policy is
thus obtained as a tradeoff between the cost of emissions abatement and
the cost of the damages caused by temperature change. However a large
uncertainty remains in both the climate sensitivity? and the damages
caused by climate change.

Another avenue of research consists in developing a cost-effectiveness
approach where, based on a precautionary approach, one will impose a
global cap on the cumulative emissions of the economy over the whole
planning horizon. Indeed this cap should be adapted to the knowledge
one gains when time passes concerning the climate sensitivity. In this
paper one adopts this modeling approach to study the optimal timing
and mixing of GHG abatement policies. This can be summarized by
the following questioning: (i) When should the economy make the max-
imum effort in abating GHG emissions? (ii) What is the optimal mix
of abatement vs RD&D effort in the optimal policies? To contribute to
answering these questions one proposes a piecewise deterministic control
formalism that permits the explicit consideration of different sources of
uncertainty in the design of optimal climate policies. The model is in
the vein of those discussed by Haurie (2003) and takes its inspiration
from the work of Prof. Suresh Sethi and his collaborators in the field
of manufacturing, finance and economic planning (Sethi (1997), Sethi &
Thompson (2000), Sethi & Zhang (1994)).

The paper is organized as follows. In section 2 one proposes an opti-
mal economic growth model, under a global cumulative emissions con-
straint. The model allows for uncertainty in the climate sensitivity and
in the endogenous technical progress triggered by RD&D investment.
In section 3 one reformulates the search for a cost-effective policy as
the solution of a control problem with an “isoperimetric” constraint and
one gives the dynamic programming conditions satisfied by an optimal
policy. In section 4 one proposes an interpretation of the optimality con-
ditions in terms of timing of abatement decisions. In section 3.4.3 one
concludes by an indication on a possible implementation of a numerical
technique to solve this class of problems.

2. The economic growth model

In this section one proposes an optimal economic growth formalism
to model a cost-effective climate policy under uncertainty. One assumes
that the decision makers have uncertain knowledge of the true climate
sensitivity and that technical progress which will bring new clean (back-
stop) technologies is also a stochastic process.
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2.1 The multi-sector economic growth model

Consider an economy described by an economic growth model simi-
lar to the one proposed by Ramsey (1928). It produces an homogenous
good that can be either consumed or invested in different types of capi-
tal. The capital of type 1, denoted K7 is the current productive capital;
it generates a high amount of emissions e; as a by-product, whereas the
capital of type 2, denoted K> is clean and it generates a much lower
amount of emissions es as a by-product. However the second type of
capital (also referred to as the “backstop technology”) will be available
only when a technological breakthrough happens as a result of RD&D
investment. let K3 denote the cumulative “knowledge” capital accumu-
lated in the economy, through this type of investment. Accumulating
this knowledge provides two benefits as it increases the probability of ac-
ceding to a backstop technology and it also increases the probability of
knowing what is the true value of the climate sensitivity. This economic
model is summarized below.

Welfare: Discounted sum of utility derived from consumption

/0 T e L () log e()] dt,

where

denotes per capita consumption.

Population dynamics: Assume an exogenous population growth

L(t) = () L(2). (9.1)
with g(t) — 0 when t — oo.

Production functions: Assume the following form for the production®
function

F(t,e,Ki, Ky L;) = max {La(Al(t)elﬁlKﬂl

€1,€2

—I—Ag(t)eQBQKg'yz) re=e1+ 62} (92)

where A¥(t),k = 1,2 are Cl functions describing the autonomous
technical progress, with A*(t) > 0 and lim;_.., A¥(t) = 0. The
output

Y = F(ta €, Kla K27 L)a
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thus depends? on emissions e, dirty capital K; available, clean
capital Ky available and labor L.

Capital dynamics: Capital accumulation is represented by the usual
equations with constant depreciation rates

Ki(t) = Li(t) — niKi(t),
Ko0) = K2 im13. (9:3)

For the clean productive capital a binary variable £ € {0, 1} is in-
troduced which indicates if the clean technology is available (£ = 1)
or not yet (£ = 0). The accumulation of clean capital is described
by

K»(0) = K3. ‘

Breakthrough dynamics: The initial value £(0) = 0 indicates that
there is no access to the clean capital at initial time. The switch
to the value 1 occurs at a random time which is controlled through
the global accumulation of RD&D capital. More precisely one
introduces a jump rate function® q(¢, K3(t)) which will serve to
determine the elementary probability of a switch

PlE(t+ dt = 1]£(t) = 0, K3(t)]

= qy(t, K3(t)) dt + o(dt). (9.5)

Allocation of output: The flexible good can be consumed or invested

C=Y-1'"-1*-1. (9.6)

2.2 The climate sensitivity issue

One considers that the scientific community is arriving at a good un-
derstanding of the climate change effect of GHGs. To avoid irreparable
damages to the ecology of the planet one will have to impose a constraint
on the long term accumulation of GHGs in the atmosphere. However
there is still uncertainty about the true value of the climate sensitivity.
(Currently values ranging from 1.5 °C to 4.5 °C are considered in climate
models.) Therefore the real magnitude of the needed abatement effort
may only be known some time in the future. Assume that three possible
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values® are considered at initial time tqg = 0 with a priori probabilities
me, £ =1,2,3, as shown for example in Table 9.1, with

7t >0, Z t=1.
£=1,2,3

To gain knowledge about the true value of climate sensitivity, the in-

value | probability
1.5 °C L
3°C 72
4.5 °C 7

Table 9.1. A priori probabilities of climate sensitivity values

ternational community may develop a research activity by investing in
the research capital (laboratories, advanced research programs, etc.).
The time 6 at which the true climate sensitivity is known, is a random
(Markov) time with intensity depending on the accumulated research
capital stock

P € (t,t + dt)|0 > t, K3(t)] = qo(t, K3(t))dt + o(dt) where

lim 2% _ g,
dt—0 dt

(9.7)

where the jump rate function g.(¢, K3(t) is known.

2.3 The long term emissions constraint

Introduce now a long term constraint on cumulative emissions that
will limit the economic growth. GHGs are long lived and their effect on
climate change is relatively slow compared to the economic dynamics.
Therefore one represents the limit to growth in GHG accumulation by
the following constraint on the total discounted sum of emissions

/ e Ple(t)dt < EY, 0=1,2,3 (9.8)
0

where E is a given bound corresponding to the climate sensitivity level
¢ =1,2,3, e(t) represents the total emissions at time ¢ and p is a pure
time preference rate.
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2.3.1 Justification of the discounted sum of emissions.
This extends to an infinite horizon setting the representation of the im-
pact of climate changes on the world economies proposed by Labriet &
Loulou (2003) who established a direct link between cumulative emis-
sions and damages. In the present model, the time horizon being in-
finite one proposes to represent the damage as a function of the total
discounted sum of emissions. To provide some justification for the use of
such a constraint assume that the damage at time ¢ is a linear function”
of the total emissions up to time ¢

d(t) = oz/ot e(s) ds. (9.9)

It is also reasonable to assume that the emission rate e(s) is bounded.
Now consider that the planner wants to limit the total discounted
damage, represented as

D= /OOO e Pd(t) dt = /OOO e ! (a /Ot e(s) ds) dt. (9.10)

Integrating (9.10) by parts one obtains

t e Pt & a [
D= a/ e(s)ds x (-“)| + f/ e~Ple(t) dt. (9.11)
0 P 0 P Jo
The term between square brackets vanishes and it remains
% o0
D= —/ e Ple(t)dt. (9.12)
P Jo

Therefore the constraint on the discounted sum of emissions is equivalent
to a constraint on the discounted sum of damages.

2.3.2 An almost sure constraint. It will be convenient to
introduce a new state variable 6(¢) with state equation

¢
5(t) = / e~P%e(s) ds. (9.13)
0
or in differential equation form

S(t) = e Pe(t), (9.14)
5(0) = o. (9.15)

Because we cannot have e(t) < 0 at any time the constraints will be
expressed equivalently as

()< EY vt>0, (=1,2,3. (9.16)
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Consider a situation where at time 6 one knows that the climate sensitiv-
ity is of type ¢ whereas 6(f) = E. This means that the future emission
path® should be such that

oo
/ e Pe(s)ds < B' — E°, (9.17)
6
or equivalently, if one makes the change of variable 7 = s — 0
o0
/ e PTe(r)dr < e’ (E' — EY). (9.18)
0
24 The timing issue

The stochastic economic growth model proposed above permits the
study of the optimal timing of GHG emissions abatement and of RD&D
investment when one imposes a constraint on the accumulated emissions.
Indeed the decision variables are the emission rates e(t) and the invest-
ment rates I(t) in the different types of capital. The model captures
the fundamental tradeoffs between economic development and climate
control, immediate action (precautionary principle) and delayed action
with better knowledge (wait and see). One recognizes here the terms of
the current debate concerning international climate policy.

3. A stochastic isoperimetric control problem

In this section the optimal economic growth problem introduced above
is reformulated as a stochastic control problem and the dynamic pro-
gramming equations characterizing the optimal policy are derived.

3.1 State, controls and policies

Define the state variable
s =(K,6,¢,¢)

where K € R represents the capital stocks, 6 € R™ is the total dis-
counted emissions already accounted for, £ € {0,1} indicates the even-
tual availability of the advanced (clean) technology and

¢ €{0,1,2,3}

represents the state of knowledge concerning climate sensitivity values
(0 indicates initial uncertainty, 1,2,3 indicate knowledge that one of the
3 possible sensitivity values is the true one).

At initial time ¢t = 0 the state

s" = (K°,6%¢°,¢%)
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is such that K = 0 and ¢ = 0 since the advanced technology is not
yet available, while §° = 0 since one starts accounting for emission, and
¢ = 0 as one does not know the exact sensitivity of climate. It will
be convenient to introduce a special notation for the continuous state
variable z = (K, ¢) and for the discrete variables n = (&, (). The control
variables are denoted u = (e, I) where

I(t) = (Li(t))i=1,2,3-

One summarizes the capital and emissions accumulation dynamics under
the general state equations

i(t) = f1O(t, 2 (t), ult)) (9.19)

Here the dependence on the discrete variable n takes care of the con-
straint that
Iy(t) =0if &(t) = 0.

3.2 The performance criterion

Given the state variables and = = (K7, K2, K3,9), and the control
variable u = (e, I1, I, I3) the instantaneous utility of consumption is
determined. Therefore one can introduce the reward function

L(t,x,u) = Llog[(F(t, €,K1,K2,L) — Il — IQ - Ig)/L] (9.20)

The controls are subject to the constraints e(t) > 0, ;(t) > 0,i=1,2,3
and this is summarized in general notations by u(t) € U.
Consider the sequence of random times 70,71, 72 where 70 = 0 is the

initial time and 7!, 72 are the jump times of the

process. Denote s, s', s the state observed at jump times 7°, 71, 72.

A policy « is a mapping that associates with a jump time value 7 and
an observed state s a control u(-) : [1,00) — U"¥(s) that will be used
until the next jump occurs. This corresponds to the concept of piecewise
deterministic control. Associated with a policy v and an initial state s°
there is an expected reward defined by

J(7;s") = E, [ /0 T et (L w(t), u(t)) dt| (9.21)

where the expectation is taken w.r.t. the probability measure induced
by the policy 7.
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3.3 Optimal admissible policies

A policy ~ is admissible if it generates a control which satisfies almost
surely the emission constraints (9.8). Due to this last type of constraints
one may call this problem a stochastic isoperimetric problem.

An optimal policy maximizes the expected reward (9.21) among all the
admissible policies. When ((t) = 1,2, 3 the climate sensitivity is known
and the constraint is a standard isoperimetric constraint. When ((t) =
0 there is uncertainty on climate sensitivity. Because the constraints
must be satisfied almost surely we must therefore impose that §(t) <
ming_1 23 E* as long as ((t) = 0.

An elegant way to take into account this constraint is to define an
extended reward function

Lt 2 (t), ult) =

{E(t,x(t),u(t)) when 0(t) < ES g )

—00 when §(t) > E®),

when ((t) = 1,2,3. One thus introduces, by the way of a nondifferen-
tiable reward an infinite penalty of having over-emitted when the climate
sensitivity is known.

3.4 The dynamic programming equations

One writes the dynamic programming equations by considering the
jump times of the discrete jump process 7(-). At each jump time, given
the state reached at that jump, one defines the optimization problem
which determines the reward-to-go value function. According to this
model formulation there are 3 jump times, including the initial time.

3.4.1 After the last jump. Assume that the last jump occurs
at time 72 and that the cumulated emissions up to that time are given
by . From time 72 onwards there is no more uncertainty, one knows the
true climate sensitivity and the new advanced technology is available.
The emission schedule e(-) : [72,00) — IR™ is therefore subject to the
constraint

/ e Ple(t)dt < EX — 6. (9.23)

2
At time 72, given the state
§? = (n2,x2) = (1,¢, K%,K%,Kg,ﬁ)
let us define the value function

‘Gg,z(x2)
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as the solution of the optimization problem
o0
Vii(a?) = max s / =Pt L0 (¢, 2(8), u(t)) dt (9.24)
Y (- 7_2

subject to the state equations
i(t) = fAO zt),u) ult)eU t>72 a(r?) =22  (9.25)

Note that the isoperimetric constraint is taken care of by the use of the
extended reward £09(z,u). Hence the value function V2, (z?) is itself
defined over IR U —oo, with 7
VZ2(2?) = —c0 if 6% > E".

3.4.2 After the first jump. The first jump occurs at time 7.
At this jump time the discrete state can switch from (0, 0) to (1,0) which
means that the backstop technology becomes available before one knows
exactly what the true climate sensitivity is; or it can switch from (0, 0)
o (1,¢), where ¢ = 1,2,3 which means that one learns about the true
climate sensitivity before the backstop technology becomes available.

State s' = (1,0,x!). In the first type of transition, let 3%,0 =

(K!,6%,1,0) be the system’s state right after the jump time. The stochas-
tic control problem to solve can be described as follows

T2
Vll,o(xl) = m(a)xEK?)(_)e,O‘r1 l/l e_ptﬁ(l’o)(t,x(t),u(t))dt
—pr2
+e V2 oy ((7))]
s.t.
i) = fOOUz@),u®) ult)eU t>74 a(r') =z

Here the second jump time 72 is stochastic. The associated jump rate
is q.(t, K3(t)) at any time ¢t > 7!. One has denoted s2(72) the random
state reached after the second jump time.

Using standard probability reasoning for this type of problem one
obtains the equivalent infinite horizon deterministic control problem

‘/1170(1‘1) _ Izl(a)x epTl /1 e—pt—i—fo QC(S,KS(S))dS(L(l,O) (t, $(t), u(t))

+ gt K3( valg (9.26)

i) = fOOUz@),u®) ult)eU t>714 a(r!) =zl
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Since the value functions
Vi(x), £=1,2,3
take value in IR U —oco the function Vﬁo(xl) is also defined on IR U —oc0
and this will induce the observance of the isoperimetric constraint.
State s' = (0,4, z'). In the second type of transition, let
st =(0,4,K',6%,0,0)

be the system’s state right after the jump time when the true climate
sensitivity (¢ = 1,2, 3) has been revealed. The stochastic control problem
to solve can be described as follows

T2
Voulz') = e”“mggEKgm V X e PLOD(t, w(t), ult)) dt
+€7’DT2 ‘/1%((72) (1'2 (T2))}
s.t.
i(t) = fOO%ta@),u®) ut)eU t>74 a(!)=z'

The second jump time 72 is still stochastic. The associated jump rate

is gp(t, K3(t)) at any time ¢t > 7!. One has denoted s*(7?) the random
state reached after the second jump time.

Using the same standard reasoning one obtains the equivalent infinite
horizon deterministic control problem

Viaat) = maxer” /fe—pt+f5ch<3<s>>ds (£OO, (), u(t))
+ a(t, K3 (0)VE((1))) dt (9.27)
s.t.
) = fO9%z@),u®) ut)eU t>715 w(r!) =2z

Again, since the functions V?,(z) take value in IR U —oo the function

Vo{e(a:l) is also defined on R U —oo and this will induce the observance
of the isoperimetric constraint.

3.4.3 At the initial time. At initial time the discrete state is
(0,0), i.e. one does not know the true climate sensitivity and one does
not have access to the backstop technology.

2

Voo(2”) = max By ) V e PPL(t, (1), u(t)) dt

71
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+e T Ve (21 (71)]
s.t.
i(t) = OO z@),ut) uwt)eU t>0; x(0)=a"

Still the same classical probability reasoning yields the associated infinite
horizon control problem,

Voo(a®) = max /0“6pt+f;(qc(s,K3<s>>+qb<s,K3(s>)ds (Lt 2(t), u(t))
+ gt KO(t ))Vfo( (t)
+ gt K3(t) ZWVM )d (9.28)
s.t.
i) = OO z@),ult) ut)eU t>0; xz(0) =z

Since the functions T/(){g(m(t)) take value in RU—oo the function VO%(:EO)
is also defined on R U —oo and this will induce the observance of the
isoperimetric constraint.

4. Interpretation

The interpretation of the control formulation given above concerns
principally the initial time ¢ = 0, when one has to implement the first
control and which represents the time when one negotiates an interna-
tional climate policy. It is interesting for that purpose to analyze the
components of the integrand of the associated infinite horizon control
problem (9.28).

There is first an endogenous, state dependent discount rate

—,ot+/0t(qc(s,K3(s)) +ab(s, K3(s)) ds.

There is also an extended reward function
L(t, z(t), u(t)) + qo(t, K>(£))Vi' (@) + qe(t, K3( Zone

which takes into account the possible futures when there will be a switch
in the discrete state (better knowledge of the climate sensitivity or access
to an improved technology). The decisions to abate (choice of e(t)) or
to invest in research (choice of I3(t)) are then dictated by the optimal
tradeoff between the different contributions to the reward. The reward
introduced in the auxiliary infinite horizon control problem (9.28) gives
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the correct information to the decision maker in order to produce the
optimal timing of actions. This reward depends on the value functions
obtains through the solving of other auxiliary infinite horizon control
problems, as defined by (9.26), (9.27). These value functions depend on
the value function (9.24) obtained by solving the optimal control problem
when all uncertainty has disappeared. This shows how the assessment
of future utility trickles down to the present and permits the evaluation
of the actions to undertake now.

5. Conclusion

The model proposed in this brief paper contains several elements that
appear in the current debate about the implementation of a global cli-
mate policy. There is uncertainty about the sensitivity of climate; the
solution may reside in the introduction of new carbon free technologies
that are not yet available; abating too early may limit unduly the eco-
nomic development whereas, not abating enough may cause immense
damages if the climate sensitivity is high.

The solution of the associated dynamic programming problem shows
how these different aspects will be taken into account in the design of an
optimal trade-off. The model that has been sketched in this short paper
could be parameterized as in the DICE, RICE or MERGE models, to
represent the world economy. A numerical solution could be relatively
easily obtained, by implementing a policy improvement algorithm. This
would imply a repeated solution of many control problems with candi-
date value functions. The numerical solutions obtained could give some
insights on the delicate problem of timing in GHG abatement abatement
policies. This could be an interesting contribution of stochastic control
theory to an important societal and economic problem.

Notes

1. Greenhouse gas.

2. Recall that the climate sensitivity parameter is the average surface atmospheric tem-
perature change triggered by a doubling of GHG concentration compared with preindustrial
level.

3. This choice is based on the interpretation of emissions as production factors. If one
reduces emissions for a fixed level of capital one decreases the output level. The marginal pro-
ductivity of emissions decreases when the emission level increases. The backstop technology
is characterized by a much higher productivity of emissions.

4. One makes the usual assumptions concerning the parameters 3%,~%,i = 1,2 which are
linked to the marginal productivity of the production factors.

5. We always assume the required regularity, e.g. continuous differentiability w.r.t. time
and state.

6. Indeed this number of 3 is chosen for convenience in the exposition.
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7. Damages are usually represented as a nonlinear function of the SAT change which
is due to the radiative forcing of GHG concentrations (itself a nonlinear function of these
concentrations). In Labriet & Loulou (2003) it has been observed that the damage functions
used in the literature can be accurately summarized by a linear dependence on the total
cumulative emissions.

8. If one considers, from initial time 0 on a constant emission rate that satisfies the
constraint one obtains & = ETZ. From time 6 onward, with the above condition at 6, the
0 _ Pt -BY

sustainable constant emission rate would be € >



Optimal Climate Policies 173

References

Haurie A., Integrated assessment modeling for global climate change:an
infinite horizon viewpoint, Environmental Modeling and Assesment,
Vol.-6, No. 1, pp 7-34, 2003.

Labriet M. and Loulou R., Coupling climate damages and GHG abate-
ment costs in a linear programming framework, Environmental Mod-
eling €9 Assessment, 8, 261-274, 2003.

A. Manne, R. Mendelsohn, and R. Richels, Merge: A model for evalu-
ating regional and global effects of GHG reduction policies, Energy
Policy, 1:17-34, 1995.

A. Manne and R. Richels, An Alternative Approach to Establishing
Trade-offs Among Greenhouse Gases. Nature, 410:675-677, 2001.
Nordhaus W.D., Managing the Global Commons: The Economics of Cli-

mate Change, MIT Press, Cambridge, Mass., 1994.

Nordhaus W.D. and Yang Z., A regional dynamic general-equilibrium
model of alternative climate change strategies, American Fconomic
Review, 86, 4, 741-765, 1996.

Ramsey F., A mathematic theory of saving, Economic Journal, 38, 543—
549, 1928.

Sethi, S.P., Optimal Consumption and Investment with Bankruptcy, Kluwer
Academic Publishers, Norwell, MA, 1997

Sethi, S.P. and Thompson, G.L., Optimal Control Theory: Applications
to Management Science and Economics, Second Edition, Kluwer Aca-
demic Publishers, Boston, 2000

Sethi, S.P. and Zhang, Q., Hierarchical Decision Making in Stochastic
Manufacturing Systems, in series Systems and Control: Foundations
and Applications, Birkhuser Boston, Cambridge, MA, 1994

Toth F., Climate Policy in Light of Climate Science: the ICLIPS Project,
Climatic Change, 56, 1-2, 7-36. 2003.



Chapter 10

CHARACTERIZATION OF JUST IN TIME
SEQUENCING VIA APPORTIONMENT

Joanna Jézefowska

Institute of Computing Science
Poznan University of Technology
Poznan, Poland

joanna.jozefowska®@cs.put.poznan.pl

Lukasz Jozefowski

Institute of Computing Science
Poznan University of Technology
Poznan, Poland

joseph@man.poznan.pl

Wiestaw Kubiak

Faculty of Business Administration
Memorial University of Newfoundland
St. John’s, Canada

wkubiak@mun.ca

Abstract  The just in time sequencing is used to balance workloads throughout
just in time supply chains intended for low-volume high-mix family of
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1. Introduction

The problem of sequencing different models of the same product for

production by a just in time system is refereed to as a just in time
sequencing problem. The just in time sequencing was introduced and
perfected by the Toyota Production System where it was originally used
to distribute production volume and mix of models as evenly as pos-
sible over the production sequence, see Monedn (Monden, 1983), and
also Groenevelt (Groenevelt, 1993), and Vollman, Berry and Wybark
(Vollman et al., 1992). The just in time sequencing has proven to be a
universal and robust tool used to balance workloads throughout just in
time supply chains intended for low-volume high-mix family of products,
Kubiak (Kubiak, 2005). It renders supply chains more stable and car-
rying less inventories of final products and components but at the same
time it ensures less shortages.
In the just in time sequencing problem, there are n different models with
positive integer demands d1, ..., d, for models 1,...,n respectively to be
sequenced. The total demand is then D = Y7 | d;. The problem is to
find a sequence si,...,sp, where model ¢ occurs exactly d; times that
minimizes a certain measure of deviation of the actual production level
of each model from its ideal level of production. The ideal level for model
tatt,t=1,...,D, equals tr;, where r; = %. The actual level for model
i at t, denoted by x;, is simply the number of copies of model ¢ in the
prefix sq1...s; of the sequence. The deviation between the actual and
the ideal levels of 7 at ¢ is defined as |z — tr;|. Miltenburg (Miltenburg,
1989) suggests the total deviation defined as follows

n

fl@)=2_> lwa - tril (10.1)

i=1t=1

as the objective to minimize, whereas Steiner and Yeomans (Steiner and
Yeomans, 1993) subsequently propose maximum deviation defined as
follows

g(z) = max |xi — try) (10.2)
(2

as another objective to minimize. Formally, the just in time sequencing
problem is to find nonnegative integers x;;, t =1,...,Dandi=1,...,n
that minimize either f(x) or g(x) subject to the constrains (10.3), (10.4),
and (10.5) defined as follows
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n
ay=t t=1,...,D (10.3)
=1

0<zyy1—z4<1 n=1,....mt=1,...,D—-1 (10.4)
D
ap=di i=1,....n (10.5)
t=1

Kubiak and Sethi (Kubiak and Sethi, 1991) and (Kubiak and Sethi,
1994) show, using the level curve concept, the reduction of the problem
of minimizing f(z) subject to (10.3), (10.4), and (10.5) to the assignment
problem. Their algorithm is the first efficient, that is polynomial in D
and n, algorithm for the problem. Subsequently, Steiner and Yeomans,
present an efficient algorithm for the problem of minimizing g(z) subject
to (10.3), (10.4), and (10.5). Their algorithm is based on the idea of level
curves introduced by Kubiak and Sethi (Kubiak and Sethi, 1991) and it
essentially reduces the sequencing problem to the matching problem in
convex graphs.

Independently, Tijdeman (Tijdeman, 1980) while studying a problem
called the chairman assignment problem effectively gives an algorithm
that finds a solution x such that g(x) < 1. This solution, however, does
not necessarily minimize g(z).

Inman and Bulfin (Inman and Bulfin, 1991) give an algorithm to mini-
mize

n d;
: 2
fly) =Y (yz'j - Tij) : (10.6)
i=1j=1
where 7;; = 2]2—;1 and y;; is the position of copy j of model ¢,7 =1,...,n,
j=1,...,d;, in the sequence.

These four algorithms will be characterized in this paper using charac-
teristics of apportionment methods.

Bautista, Companys and Corominas (Bautista et al., 1996) are the first
to observe that the algorithm of Inman and Bulfin (Inman and Bulfin,
1991) is the Webster divisor method of apportionment. They also point
out a very strong link that exists between the just in time sequencing
and the apportionment problem. The latter addresses the fundamental
question of how to divide the seats of a legislature fairly according to the
populations of states, Balinski and Young (Balinski and Young, 1982).
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Balinski and Shahidi (Balinski and Shahidi, 1998) (see also Balinski and
Ramirez (Balinski and Ramirez, 1999)) propose an elegant approach to
the just in time sequencing via aziomatics originally developed for the
apportionment problem. The axiomatic method of apportionment the-
ory relies on some socially desirable characteristics that one requires an
apportionment to posses. These characteristics include, for instance,
quota satisfaction, house and population monotonicity but also many
others. They have been shown crucial for the solutions of the appor-
tionment problem, (Balinski and Young, 1982), to posses. However, the
famous Impossibility Theorem of Balinski and Young puts a clear limita-
tion on which characteristics do not contradict one another by showing
that having solutions that satisfy quota and that are at the same time
population monotone is generally impossible.

This paper will characterize the four algorithms: the algorithm of Ku-
biak and Sethi, the algorithm of Steiner and Yeomans, the algorithm of
Tijdeman, and the algorithm of Inman and Bulfin via the characteristics
introduced in the apportionment theory. These characteristics will be
described in detail in Section 2. The material there will closely follow
the exposition given in the book by (Balinski and Young, 1982). Section
3 will present the transformation between the just in time sequencing
problem and the apportionment problem. Section 4 will characterize
the Steiner and Yeomans algorithm. Section 5 will characterize the Ti-
jdeman algorithm. Section 6 will characterize the Kubiak and Sethi
algorithm. Section 7 will summarize the characteristics of the just in
time sequencing algorithms. Finally, Section 8 will present concluding
remarks and open problems.

2. The apportionment problem

The apportionment problem has its roots in the proportional election
system designed for the House of Representatives of the United States
where each state receives seats in the House proportionally to its popu-
lation, Balinski and Young (Balinski and Young, 1982).

The instance of the problem is defined by the house size h and an integer
vector of state populations:

p= <p17p27p37"'7p8)' (107)

An apportionment of h seats among s states is an integer vector

a = (a1,as,as,...,as) >0 (10.8)
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Z a; — h.
=1

The solution for the apportionment problem is found by a method M (p, h)
that for any vector p and house size h returns a vector a, which is written
as a € M(p,h). We refer to this method as an apportionment method
or algorithm.

2.1 Characterization of apportionments

Balinski and Young (Balinski and Young, 1982) propose the following
characteristics of an apportionment method:

= satisfying the quota (staying within the quota),
= house monotone,
= population monotone,
m divisor,
m  parametric,
= uniform (rank-index).
Their details will be described in the subsequent sections.

2.2 Satisfying the quota

The apportionment of a; seats to state ¢ satisfies the lower quota for
population vector p and house size h if and only if

pih
a;+1> ——— 10.9
' 2 k—1Pk (10.9)
and it satisfies the upper quota if and only if
pih
a; —1 < ———. 10.10
' > k=1DPk ( )

The a; satisfies the quota if it satisfies simultaneously the lower and the
upper quota. The apportionment vector a satisfies the quota if and only
if it satisfies simultaneously the lower and the upper quota for all states.
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2.3 House monotone method

The house monotonicity requirement stipulates that for an apportion-
ment vector ¢ and the house size h if this size increases by 1, then the
actual apportionment of any state cannot decrease. Any apportionment
method that gives an apportionment vector a for the house size h and
the population vector p, and an apportionment vector a’ > a for the
house of size ¥ = h + 1 and the same population vector p is said to
be house monotone. All divisor methods defined later in Section 2.6
are house monotone. There are however important, at least historically,
apportionment methods that are not house monotone. The Hamilton
method, known also as the largest reminder method, described in detail
in Balinski and Young (Balinski and Young, 1982) is an example of a
method that is not house monotone.

2.4 House monotone method that stays within
the quota

Historically, the first method that stays within the quota and that is
simultaneously house monotone is the Quota method proposed by Balin-
ski and Young (Balinski and Young, 1975). However, a more general
method is proposed by Still (Still, 1979), his algorithm works as follows:

For the house size h = 0, assign each state 0 seats. For the house size
h > 0 assign one additional seat to one of the states from the eligible set
E(h) defined as follows.

The eligible set E(h) for any house size h > 0 consists of all states ¢
that pass the following two tests:

1 The upper quota test. The number of seats that state ¢ has in a
house of size h before the additional seat is assigned is less then
the upper quota for state ¢ at house size h.

2 The lower quota test. Let h; be the house size at which state 7 first
becomes entitled to obtain the next seat, i.e. h; is the smallest
house size h’ > h at which the lower quota of state 7 is greater or
equal a;,_1) + 1, or

@i(h—1)41
i i3

For each house size g in the interval h < g < h; define s;(g,7) =
ain-1)+1 (the number of seats that state 7 has in a house of size h
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before an additional seat is assigned + 1); for j # i s;(g,4) = max {
number of seats that state j has at house size h before an additional
seat is assigned, lower quota of state j }. If there is no house size
g, h < g < hy, for which 37, s;(g,4) > g, then state i satisfies the
lower quota test.

The eligible set E(h) for house size h consist of all the states which
may receive the available seat without causing a violation of quota, ei-
ther for h or any larger house size. This can be written as follows:

E(h)={ state i: state i passes the upper quota test and state i passes
the lower quota test }.

Still proved, that E(h) is never empty and that all methods that
provide solutions that are house monotone and stay within the quota
belong to this general method. The states from the eligible set E(h)
can be chosen in a number of ways for example by using quota-divisor
methods. The class of quota-divisor methods is based on the divisor
methods defined in Section 2.6. The crucial detail that differentiates the
quota-divisor methods from the divisor methods is that in the former
the states selected by the quota-divisor methods must be eligible, that
is they must come form E(h). This algorithm is defined as follows

1 M(p,0) =0

2 If a € M(p,h) and k,i € E(h) satisfies % = max; %, then

be M(p,h+1) with by = ar + 1 for i = k and b; = a; for i # k,

where E(h) is the eligible set defined above.

2.5 Population monotone method

Balinski and Young (Balinski and Young, 1982) introduce population
monotone apportionment methods. These methods are designed to en-
sure that if state ¢’s population increases and j’s decreases, then state 4
gets no fewer seats and state j gets no more seats with the new popula-
tions than they do with the original populations and unchanged house
size h. Formally, if for any two vectors of populations p,p’ > 0 and
vectors of apportionments a € M (p,h), a’ € M(p', h')
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(aj > a; Vdjy < aj)
or

3

/
i =P and dal,d, can be substituted for a;,a; in a.

’ J
(10.11)

J

[N
3

Balinski and Young (Balinski and Young, 1982) show that any popu-
lation monotone method is house monotone as well but not the other
way around. Their famous Impossibility Theorem shows that the fail-
ure to stay within the quota is the price that any population monotone
apportionment method must pay for its desirable qualities.

Theorem 1 It is impossible for an apportionment method to be pop-
ulation monotone and stay within the quota at the same time for any
reasonable instance of the problem (s >4 and h > s+ 3).

2.6 Divisor method

An important way of finding proportional share of h seats is to find
an ideal district size or divisor x to compute the quotients ¢ of each
state

'z

=" (10.12)

and to round them according to some rule. The sum of all quotients must
equal h. There are many ways to round the quotient. Any rounding
procedure can be described by specifying a dividing point d(a) in each
interval of quotients [a,a + 1] for each non negative integer a. Balinski
and Young define in (Balinski and Young, 1982) a d-rounding of any
positive real z, [z]g, to be an integer a such that d(a — 1) < z < d(a),
which is unique unless z = d(a), in which case the value is either a or
(a+1). It is also required that d(a) < d(a+1). Any monotone increasing
d(a) defined for all integers a > 0 and satisfying a < d(a) < a +1 is
called a divisor criterion. The divisor method based on d is thus defined
as follows:

M(p,h) ={a : a; = [&L and Zai = h for some z}.  (10.13)
t i=1

Using (10.13) and having d(a—1) < 2¢ < d(a) the method can be defined
alternatively as follows.
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s

. bi Dj
= . —_— > . = .
M(p,h) ={a min dai—1) = max i)’ ZE:l a; = h} (10.14)

where 4 is defined such that p; > p; implies & > %.
Table 10.1 shows the d(a) function of the best known divisor methods.

Methods name Adams  Dean Hill Webster  Jefferson
d(a) a C;(ﬁf/l; ala+1) a+1/2 a+1

Table 10.1. The best known divisor methods

To summarize, a divisor method is defined as follows:
1 M(p,0) =0,

2 If a € M(p,h) and k satisfies % = max; %, then b € M(p,h+

1) with by = ag + 1 for i = k and b; = a; for i # k.

Any divisor method is population monotone, and thus house monotone.
Therefore, by the Impossibility Theorem no divisor method stays within
the quota.

2.7 Parametric method

Parametric method ¢° is a divisor method with d(a) = a + &, where
0 < 6 < 1. The parametric methods are cyclic. That is for two instances
of the just in time sequencing problem D = di,ds,...,d, and Dy =
kDy = kdy, kdo, ..., kd,, the sequence for problem D is obtained by k
repetitions of the sequence for problem D;.

2.8 Uniform (rank-index) method

An apportionment method is said to be uniform if it ensures that
an apportionment a = (ai,as,...,as) of h seats of the house among
states with populations p = (p1,p2,...,ps) will stay the same when
it is restricted to any subset S of these states and the house size
> ies @i = h'. In other words, according to Balinski and Young (Balinski
and Young, 1982), if for every ¢, 2 < t < s, (a1, ...,as) € M((p1,-..,ps), h)
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Figure 10.1. Classification of apportionment methods.

implies (ay,...,a;) € M((p1,...,pt), Y1 a;) and if also (by,...,b;) €
M((p1y ..oy pt), Sobq @), then (by, ..., by, agi1, ..., as) € M((p1, ..., ps), h).
Each uniform method can be obtained by using a rank-indezr function.
A rank-index function r(p,a) is any real-valued function of rational p
and integer a > 0 that is decreasing in a, i.e. r(p,a —1) > r(p,a). Let
F be the set of all solutions defined as follows.

1 For h =0 let f(p,0) = 0.
2 If f(p,h) = a, then f(p,h + 1) is found by giving a; + 1 seats to

some state i such that 7(p;,a;) > r(pj,a;) and a; seats to each
j#i.

The rank-index method based on r(p, a) is defined as follows:

M(p,h) ={a : a= f(p,h) for some f € F} (10.15)

Balinski and Young (Balinski and Young, 1982) prove that every divisor
method is uniform. Because every uniform method is rank-index then
it is also house monotone.

3. Classification of the apportionment methods

The chart in Figure 1.1 summarizes our discussion in Section 2. The
abbreviations used in the chart are explained below:

1,2,3,4 = quarters 1, 2, 3 and 4 respectively.
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HM = House Monotone methods, quarters 1 and 2.

NHM = Not House Monotone methods, quarters 3 and 4.
Q = stay within the Quota methods, quarters 1 and 4.

NQ = Not within the Quota methods, quarters 2 and 3.
Un = Uniform methods.

Dv = Divisor methods.

P = Parametric methods.

Still = methods obtained with the Still algorithm, quarter 1.
QDv = Quota-Divisor methods.

J,W,A H,D = Jefferson, Webster, Adams, Hill and Dean divisor
methods.

QJ, QW, QA, QH, QD = Quota-Jefferson, Quota-Webster, Quota-
Adams, Quota-Hill, Quota-Dean quota methods obtained using
Stills algorithm.

Ht = Hamilton method (Largest Remainder method).

4. Transformation

In the transformation between the just in time sequencing and ap-
portionment problems, state ¢ corresponds to model ¢ and the demand
d; for model i corresponds to population p; of state i. The cumulative
number of units z;; of ¢ completed by ¢ corresponds to the number a;
of seats apportioned to state i in a house of size t. The following is the
summary of the correspondences between the two problems:

number of states s «+— number of models n
state ¢ +— model ¢
population p; of state i +— demand d; for model 4
size of house h «— position in sequence ¢
for a house of size h, a; «— x;
total population P = >"7_; p; «— total demand D = ) 7" d;.

5. The classification of sequencing algorithms

In this section, we show the location of the Inman-Bulfin algorithm
(Inman and Bulfin, 1991), the Steiner-Yeomans (Steiner and Yeomans,
1993) algorithm, the Tijdeman (Tijdeman, 1980) algorithm and the
Kubiak-Sethi (Kubiak and Sethi, 1994) algorithm in the chart in Figure
10.1.
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5.1 Inman-Bulfin algorithm

Bautista, Companys and Corominas (Bautista et al., 1996) observe
that the Inman and Bulfin algorithm (Inman and Bulfin, 1991) to mini-
mize function (10.6) is equivalent to the Webster divisor method. Con-
sequently, sequences produced by the Inman-Bulfin algorithm have all
the characteristics of the Webster apportionment method solutions, see
Figure 1.1.

5.2 Steiner-Yeomans algorithm

The algorithm is based on the following theorem of Steiner and Yeo-
mans (Steiner and Yeomans, 1993).

Theorem 2 A just in time sequence with

min m%x|xit—tri| <T (10.16)
1

exists if and only if there exists a sequence that allocates the j-th copy
of i in the interval [E(i,7), L(i,j)] where

B(i.j) =[G - 1] (10.17)

T

L(i,j) = [1(j—1+T)+1J. (10.18)

T

The algorithm tests the values of T' from the following list in ascending
order

:D_dmax D_dma:r+1 D -1

T
D ’ D D

(10.19)

For each T, the algorithm calculates the E(i,j) and L(i,j) for each
pair (i,7),i=1,...,nand j = 1,...,d;. Finally, it assigns positions t =
1,..., D starting with ¢t = 1 and ending with ¢ = D to the yet unassigned
but still available at t pairs (i, j) following the ascending order of their
L(i,7). A pair (,7) is available at ¢ if and only if E(i,j) <t < L(i, j).
If some pairs can not be assigned by the algorithm, then the value of T’
is rejected as infeasible. Otherwise, T' is feasible. Brauner and Crama
(Brauner and Crama 2001) show the following theorem.
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Theorem 3 At least one of the values on the list (10.19) is feasible.

Therefore, we have

1
i —tr <1 — —. 10.2
mlnmi%xla:zt tri| < D (10.20)

We observe that if T is feasible then all T, T < T <1 — % are feasible
as well. The smallest feasible T is denoted by 1™ and it is referred to as
optimum.

5.3 Steiner-Yeomans algorithm is a
quota-divisor method

We are now ready to show that the Steiner-Yeomans algorithm is a
quota-divisor method of apportionment. We have the following theorem.

Theorem 4 The Steiner-Yeomans algorithm with T, T* < T < 1 and
a tie L(i,5) = L(k,l) between i and k broken by choosing the one with

1 1
min{—(j —1+7),—(1—-1+T)}
T3 Tk
is a quota-divisor method with

d(a)=a+T.

Proof: First, we observe that ¢ can only receive its j-th seat in a house
of size h that falls between E(i,j) and L(i, j). More precisely h satisfies
the following inequality

) — T — 14T
I =L e BGj)<h<L(ij)<l—FL 1 (10.21)
T3 T
Replacing j by a; in (10.21), we obtain
a;—1<a;—T<hr;<a;—-14+T+mr <a;+1, (1022)

for T' < 1. Therefore, a; stays within the quota for h.
Second, for position ¢ + 1 the algorithm chooses 7 with

mjn{w} (10.23)

T

or equivalently



188

d;

However, x;; = 7 — 1, thus

d;
10.2
e (vt 0z

defines a divisor method with d(z) = v+ 7', T < 1. This divisor method
always stays within the quota which proves the theorem.O

It is worth observing that the Steiner-Yeomans algorithm is in fact a
quota-parametric method with § =T.

5.4 Tijdeman algorithm

Tijdeman (Tijdeman, 1980) introduced a problem called the chairman
assignment problem. The chairman assignment problem is defined as
follows. Suppose k states form a union S = (S1,S52,...,Sk) and every
year a union chairman has to be selected in such a way that at any time
the accumulated number of chairmen from each state is proportional to
its weight, .5; has a weight \; with Zle Ai = 1. We denote the state
designating the chairman in the jth year by w;. Hence w = {w; };";1 is a
sequence in the alphabet S. Let A, (7,t) denote the number of chairmen
representing S; in the first ¢ years and define

D(w) = sup [Nt — Ay (i, 1)]. (10.26)
it

The problem is to choose w in such a way that D(w) is minimal.
Tijdeman (Tijdeman, 1980) proves the following theorem.

Theorem 5 Let \;; be a double sequence of non-negative numbers such

that 3 1<j<pAit = 1 for t = 1,... . For an infinite sequence S in
{1,...,n} let x; be the number of i’s in the t-prefix of S. Then there
exists a sequence S in {1,...,n} such that
m.a,X| Z )\it —l’it| S 1-— 2(n1—1)
1<5<¢
Let us define \jy = r; = % for t = 1,.... Then, this theorem ensures the
existence of an infinite sequence S such that

1
2(n—1)

m‘ztix\tri — x| <1-—
(]
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To ensure that the required number of copies of each product is in D-
prefix of S consider the D-prefix of S and suppose that there is i with
x;p > d;. Then, there is j with z;p < d;. It can be easily checked that
replacing the last ¢ in the D-prefix by j does not increase the absolute
maximum deviation for the D-prefix. Therefore, we can readily obtain
a D-prefix where each i occurs exactly d; times and with maximum
deviation not exceeding 1 — m We consequently have the following
upper bound stronger that the one in (1.20).

1
2n — 2

min max |xi —try| < 1-—
1

(10.27)

The sequence satisfying this bound is built as follows. Let Ji,t =
1,...,D be a set of models satisfying the following condition at ¢:

1
o2n — 2’

o; = tri — T4t—1 Z (1028)

where x;;—1 is the cumulative number of units of model ¢ scheduled
between 1 and ¢ — 1. Apportion ¢ to model i from the set J; with the
minimal value of

1-— 1 — 0y

2n—2
5 . (10.29)
5.5 Tijdeman algorithm is a quasi quota-divisor

method

The inequality defining the set J; of eligible states (10.28) in the Ti-
jdeman algorithm defines the new upper quota test. In (10.28), i has
x;—1 seats in a house of size h =t — 1. Thus we can rewrite (10.28) as
follows:

(t+1)ry — i >

10.30
2n — 2 ( )

or equivalently

tT‘i > Tt — 14+1-— i + (1031)

o2n —2°

Replacing z;; by a; and ¢ by h in the inequality (10.31) we get the new
upper quota as follows
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Di
<h .
2n — 2 Zi:l Pk

ai—1+1—r+ (10.32)

This however implies

Di
h—2
Zizl Pk

since 1 —r; + 5-— > 0. Therefore, (10.32) implies (10.10) and the upper
quota is satisfied. However, the following lemma shows that the eligible
sets in the Tijdeman algorithms are narrower than those of defined by
the original upper quota test from (10.10).

ai—l<qi:

Lemma 1 The set of eligible i’s satisfying the new upper quota test in
(10.32) is a proper subset of the set of eligible i’s satisfying the upper
quota test in (10.10).

Proof: Consider an instance with n = 3 models: Py, P, and P3 with
demands 2, 3, and 7 units, respectively. The Tijdeman algorithm makes
only models P, and Pj5 eligible for one more unit at ¢t = 1. Namely, for

(t =1,z14-1 = 0,201 = 0,231 = 0,71 = %J@ = %,Tg — %) we
have

Pi:tri—ay1=5-0<315=1

Pytri—zo =3 —-0=315=1

Py:try —ay1 =15 — 0> 515 =1

and the inequality (10.28) is violated for P;. On the other hand all three
models are eligible for one more unit at ¢ = 1 since with this unit they
will all satisfy the original upper quota test from the inequality (10.10).
This proves the lemma. O

At each step t of the Tijdeman algorithm the model that satisfies the
following condition is selected from the eligible set J;:

1— -1 __ 4

mjn{%—?’} (10.33)
) T3

or

{ - gnl_g —tr; + Ti—1 }

T

min
i

(10.34)
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By replacing (1— —) by A in (10.34) we obtain an equivalent selection
criterion

di

The (10.35) may suggest that the Tijdeman algorithm is a quota-divisor
method with d(a) = a + A where A = 1 — --1>. However, we show
in Lemma 2 that the algorithm narrows down the set of eligible models
more than quota-divisor methods would normally do. Therefore, to
distinguish the quota-divisor methods from the quota-divisor methods
with narrower eligible sets we call the latter quasi quota-divisor methods.

Lemma 2 The eligible set of i’s satisfying the new upper quota test in
(10.32) is a proper subset of the eligible set of i’s in the quota-divisor

method with d(a) = a + A where A =1 — 51,

Proof: We consider the same three model instance as in Lemma 1. We
compare the selection made for the first two positions by the Tijdeman
algorithm with the one made by the quota-divisor method defined with
d(a) = a+ A where A =1 — 5.

Let us begin with the Tijdeman algorithm. For ¢ = 1, we have x1,_1 =
0,z9¢—1 = 0,z3¢—1 = 0. We check which models make the eligible set
defined by the inequality (10.28):

o -2 _ 1 _ 1
Pi: try — 1421 = 9 0< =3 — 1
o e -3 _0=_1 _1
Py tri =91 =353 = 0= 555 = 1
R -7 _ 1 _ 1
Ps: tr; —x311 = 12 0> m—9 — 1

Thus, P, and Pj are eligible, P; is not. Moreover, P3 minimizes (10.33)
and receives position t = 1.

Then, for t = 2, we have x1;—1 = 0,x9;—1 = 0, z3:—1 = 1. We again check
which models make the eligible set defined by the inequality (10.28):

1 1 1 1
P1: LLT'Z' Tl = 0 _ > - _
l) 1 _ 1 _ 1 1 1
2: Ty — X9t—1 = 3 0 =3 > n—2 — 1
P t _ T ] 1 1
3. ]'i — l'gt 1= 7? — = 7? < 7)/ = =

Now P; and P, are eligible, P3 is not. Moreover, P, minimizes (10.33)
and thus receives position t = 2.
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Now, let us consider the quota-divisor method with d(a) = a+1— ﬁ
For n = 3 we obtain d(a) =a+1— 1.

Fort =1, 141 = 0,29¢1 = 0,23:—1 = 0. We check if the models
belong to the eligible set E(t) defined in Section 2.4.

The upper quota test:

Each of the three models passes the upper quota test since a1 = ag =
as = 1 satisfies the following inequalities

2

—1=1-1 =1-—
ay <q 19
a—1=1—-1<qg =1 i
2 = q2 = 12
1=1-1<g3=1 l

as = q3 = 12

The lower quota test:
Model F;, i = 1, 2,3, is entitled to receive its first position by t; = (i}

Thus, P; is entitled to receive its first position by t; = 6, P> by to :Ti4,
and P; by t3 = 2 (in other words h; = 6, ho = 4, hg = 2). Consequently,

at t = 1 we have the following lower quota tests in the Still algorithm:

For model Py, t —1=0,t; = 6 we have to step through ¢ =1,2,3,4,5

g=1:s(9,P1) =1,s(g9, P2) =0,s(g, Ps) :0:>Zs(g,B) =1=g

)

g=2:5(9,P) =1,5(9, ) =0,5(g9, P3) =1=> s(g,P)=2=g

)

g=3:5(g,P1) =1,5(9,P) =0,5(9, P3) =1= Y s(g,P)=2<g

)

g=4:5(9.P1)=1,5(9, ) =1,5(9, P3) =2= ) s(g. P)=4=g

7

g="5:5(g,P)=1,5(g,P) =1,5(g, P3) =2=> s(g,P)=4<g.

For P, t — 1 =0,ty = 4 so we have to step through g =1,2,3

g=1:5(9,P1)=0,5(9,P2) =1,5(9,P3) =0=>> s(g, ;) =1=g

)

g=2:5(9,P1) =0,5(9,P2) =1,s(9, P3) =1=> s(g.P)=2=g

)

g:3:$(g’P1):O,S(g,P2):1,5(97P3):1:>ZS(Q,P/L'):2<9.

2
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For P3,t — 1 =0,t3 = 2 so we have to step through g =1

g=1:5(g,P1) =0,5(9,P) =0,5(g, P3) =1= ) s(g,P)=1=g.

(2

Clearly, for t = 1 all three models satisfy the lower quota test and so
they do the upper quota test. Therefore, the quota-divisor method with
d(a) = a+ 1 — 1 selects model Pj since we have

7 3 2
T T~ i-
0+1-1 0+1-1 0+1-1

For t =2, x14—1 = 0,291 = 0,231 = 1.

The upper quota test:

The three models pass the upper quota test since a1 = as = 1 and ag = 2
satisfies the following inequalities

2

—1=1-1 —92. =

a1 <q1 o

=1 l<g=2 >

az = 92 = 12
1=2-1< 2 !

aa — = _ Q — . —.
3 a3 12

The lower quota test:

Model P, is entitled to receive its first position by ¢; = 6, P» is enti-
tled to receive its first position by to = 4 (in other words h; = 6,hg =
4, hs = 4). Finally, model Pj is entitled to receive its second position by
ty = [%1 = [2] = 4. Consequently, at t = 2 we have the following
lower quota tests in the Still’s algorithm:

For P, t—1=1,t; = 6 so we have to step through g = 2,3,4,5

9g=2:5(g,P1) =1,5(9,P) =0,5(g9, P3) =1= ) s(g,P)=2=g

2
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For P, t — 1 = 1,t2 = 4 so we have to step through g = 2,3 as well
as through g = 4, 5, 6 to ensure that model P; receives one unit by t; = 6:

g=2:5(9,P1) =0,s(9,P2) =1,5(g9,P3) =1 iZs(g,Pi) =2=gy

7

g=3:5(g,P1) =0,5(9,P) =1,5(9, P3) =1= Y s(g,P)=2<g

7

g=4:5(9,P)=0,5(g,P2) =1,5(9,P3) =2=> s(g. P)=3<g

7

g="5:5(9,P) =0,5(g, ) =1,5(9,P3) =2=> _s(g,P)=3<g

7

g=6:5(g,P1) =1,5(9,P) =1,5(g9, P3) =3=) s(g,P)=5<g.

For P;, t —1 = 1,t3 = 4 and we have to step through g = 3,4,5,6 to
assure that model P; receives one unit by t; = 6 and model P, by to = 4:

g=3:5(9,P)=0,5(9,P2) =0,5(9,P3) =2=> s(g.P)=2<g

7

g=4:5(9,P) =0,5(9,P2) =1,5(9, P3) =2=> s(g,P)=3<g

g="5:5(g,P1) =0,5(9,P) =1,5(g9, P3) =2= s(g,P)=3<g

7

g=06:5(g,P1) =1,5(9,P) =1,5(9, P3) =3= s(g,P)=5<g

7

At t = 2 all three models satisfy both the lower quota and the upper
quota tests. Thus, the quota-divisor method with d(a) =a+ 1 — % will
select either P3 or P» since:
7 3 2
T = T~ 1
I+1-7 O0+1—-3 O0+1-—3

However, we proved earlier that P5 is not eligible for position ¢t = 2 in
the Tijdeman’s algorithm. This proves the lemma. O

5.6 Kubiak-Sethi algorithm

This algorithm is designed to minimize function (10.1) subject to con-
straints (10.3)-(10.4). The key idea of this algorithm consists in reduc-
tion to the assignment problem. For each unit of model ¢ the ideal
position is calculated according to the following formula
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o 127—1
AR 10.36
J ’V 27“i -‘ ( )

n=1,....,nand j=1,...,d;. Let C’j’:t be the cost of assigning the j-th
unit of the model i to position t. If t = Z]i-*, then the j-th unit of model
1 is produced in its ideal position in the sequence and thus the cost of
such an assignment is C;t =0. Ift < Z;*, then the j-th unit of model

i is produced too early. Consequently, the penalty @b;l (the excessive
inventory cost) is incurred in each [ between | = t and [ = ZJZ — 1.
Ift> Z;»*, then the j-th unit is produced too late. Consequently, the

penalty d’;z (the shortage cost) is incurred in each [ between | = Z;* and
[ =t — 1. Therefore, the cost of sequencing the j-th unit of model 7 in
position t is calculated according to the following formula:

zi' -1 . »
>l ;‘1 if t<Z;

Cir=1 0 if =27 (10.37)
e Wy if > 28
J
where
=11 = Il = 15— 1= ]| (10.38)

(i,j)eI={(i,j):i=1,...,n;5=1,....d;},l=1,...,D.

Kubiak and Sethi (Kubiak and Sethi, 1994; Kubiak and Sethi, 1991)
show that a solution minimizing function (10.1) subject to constraints
(10.3)-(10.4) can be constructed from any optimal solution of the follow-
ing assignment problem:

D
min» Y Chal, (10.39)

t=1(i,j)el

subject to
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Fy=0orLk=1,.Di(ij) el

where
b1 if (4, 7) is assigned to period t,
7 0 otherwise.

5.7 Characterization of Kubiak-Sethi algorithm
The characterization is based on the following three lemmas.
Lemma 3 The Kubiak-Sethi algorithm does not stay within the quota.

Proof: Corominas and Moreno (Corominas and Moreno, 2003) observe
that no solution minimizing function (10.1) subject to constraints (10.3)-
(10.4) stays within the quota for the instance of n = 6 models with their
demands being dy = do = 23 and d3 = dy = d5 = dg = 1. This proves
the lemma since the Kubiak-Sethi algorithm minimizes (10.1). O

Lemma 4 The Kubiak-Sethi algorithm is house monotone.

Proof: The lemma follows from the constraint (10.4).0

Lemma 3 and Lemma 4 situate Kubiak-Sethi algorithm in the second
quarter of the chart in Figure 10.1.

Theorem 6 The Kubiak-Sethi algorithm is not uniform.

Proof: Let us consider an instance consisting of n = 5 models with the
following demand vector: (7,6,4,2,1). All the optimal sequences ob-
tained by the Kubiak-Sethi algorithm are listed below (sequences contain
only indexes of models):

1,2,3,1,2,4,1,3,2,1,5,2,3,1,2,4,1,3,2,1
1,2,3,1,4,2,1,3,2,1,5,2,3,1,2,4,1,3,2,1
1,2,3,1,2,4,1,3,2,1,5,2,3,1,4,2,1,3,2,1
1,2,3,1,4,2,1,3,2,1,5,2,3,1,4,2,1,3,2,1

( )
2 ( )
3 ( )
4 ( )
5 (1,2,3,4,1,2,1,3,2,1,5,2,3,1,2,4,1,3,2,1)
6 (1,2,3,4,1,2,1,3,2,1,5,2,3,1,4,2,1,3,2,1)
7 (1,2,3,4,1,2,1,3,2,1,5,2,3,1,2,1,4,3,2,1)
8 (1,2,3,1,2,4,1,3,2,1,5,2,3,1,2,1,4,3,2,1)
9 ( )

1,2,3,1,4,2,1,3,2,1,5,2,3,1,2,1,4,3,2,1).



Characterization of just in time sequencing via apportionment 197

Moreover, there are 9 more that are the mirror reflection of the nine just
presented sequences.

Let us now consider four model subproblem of the original problem
(7,6,4,2,1) made up of models 2, 3, 4 and 5 with demand vector (6,4, 2,1).
This subproblem has only a single optimal solution

(2,3,4,2,3,2,5,2,3,2,4,3,2).

It follows from the definition of uniformity given in Section 2.8 that if
the Kubiak-Sethi algorithm is uniform, then it should also produce the
sequence

a=1(2,3,24,3,2,5,2,3,4,2,3,2)

obtained from (1,2,3,1,2,4,1,3,2,1,5,2,3,1,4,2,1,3,2,1) by deleting
model 1 but it does not since « is not optimal. Therefore, the Kubiak-
Sethi algorithm is not uniform which ends the proof.O

Balinski and Shahidi (Balinski and Shahidi, 1998) point out an impor-
tant practical feature of the uniform algorithms which is that the can-
celation of some models from just in time production does not impact
the order in which other models are sequenced for production by the
uniform algorithm.

Finally, Balinski and Young (Balinski and Young, 1982) show that all
population monotone methods are uniform, thus, by Theorem 6, the
Kubiak-Sethi algorithm is not population monotone.

5.8 Characterization of just in time sequencing
algorithms

The chart in Figure 1.3 summarizes our characterization of the Steiner-
Yeomans, the Inman-Bulfin, and the Tijdeman and Kubiak-Sethi algo-
rithms. The abbreviations used in the chart are explained below.
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Figure 10.2. Characterization of just in time sequencing algorithms.

SY = Steiner-Yeomans algorithm
T = Tijdeman algorithm
IB = Inman-Bulfin algorithm

K = Kubiak-Sethi algorithm

6. Conclusions

We have shown that the Steiner-Yeomans algorithm is essentially a

quota divisor method of apportionment. It remains open whether the
algorithm is in fact equivalent to the Still algorithm. That is whether it
is capable of producing any solution that the Still algorithm can produce
for any instance of the problem. We conjecture that it is not.
We have also shown that the Tijdeman algorithm is a quasi quota divisor
method which constraints the eligible sets more than the quota divisor
method would normally do. Finally, we have shown that the Kubiak-
Sethi algorithm is not uniform.

It also remains open if there exists any uniform method that stays
within the quota. Balinski and Young (Balinski and Young, 1982) show
that there exists no symmetric and uniform method that satisfies the
quota. Since only symmetric methods seem desirable for the appor-
tionment problem this result virtually closes the question by giving a
negative answer in the context of the apportionment problem. However,
the question remains open for the just in time sequencing. On the other
hand any method that is uniform and weakly population monotone, we
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refer the reader to (Balinski and Young, 1982) for the definition of the
latter, is a divisor method. Thus it is population monotone and, conse-
quently, according to the Impossibility Theorem it can not stay within
the quota.
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tional Brownian motion is not restricted. Sample path properties of the
solution are obtained that depend on the Hurst parameter. An example
of a stochastic partial differential equation is given.

1. Introduction

By comparison with the development of stochastic analysis of finite di-
mensional stochastic equations with fractional Gaussian noise, there are
relatively few results available for the corresponding stochastic equations
in an infinite dimensional space or for stochastic partial differential equa-
tions. For H € (%, 1), linear and semilinear equations with an additive
fractional Gaussian noise, the formal derivative of a fractional Brown-
ian motion are considered in [Dun00], [DPDMO02], and [GA99]. Random
dynamical systems described by such stochastic equations and their ran-
dom fixed points are studied in [MS04]. A pathwise (or nonprobabilistic)
approach is used in [MNO02] to study a parabolic equation with a frac-
tional Gaussian noise where the stochastic term is a nonlinear function
of the solution. Strong solutions of bilinear evolution equations with
a fractional Brownian motion are considered in [DMPDO05] and [DJPD]
and the same typ! e of equation is studied in [TTV03] where a fractional
Feynman-Kac formula is obtained. A stochastic wave equation with a
fractional Gaussian noise is considered in [Cai05] and a stochastic heat
equation with a multiparameter fractional Gaussian noise is studied in
[HuO1] and [HOZ04].

In this paper, stochastic linear evolution equations with an additive
fractional Brownian motion are studied. In Section 2, some basic no-
tions are recalled and the stochastic integral with respect to a cylindrical
fractional Brownian motion in an infinite dimensional Hilbert space and
deterministic integrands is introduced analogous to [AMNO1] or [PT00]
where the finite dimensional case is studied. Another approach to the
stochastic integral here can use the results in [DJPD]. In Section 3, an
infinite dimensional Ornstein-Uhlenbeck process is given as the solu-
tion of a linear stochastic equation in a Hilbert space. Some conditions
are given so that the stochastic convolution integral, that defines the
Ornstein-Uhlenbeck process as the mild solution of a linear equation, is
well-defined and is suitably regular. For a stable linear equation, the
existence of a limiting measure is verified. The case with the Hurst
parameter H in (O, %) i! s emphasized because this paper can be consid-
ered as complementary to [DPDMO02] where H € (4,1) is studied. An
example of a linear stochastic partial differential equation is given.
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2. Preliminaries

A cylindrical fractional Brownian motion in a separable Hilbert space
is introduced, a Wiener-type stochastic integral with respect to this pro-
cess is defined, and some basic properties of this integral are noted. Ini-
tially, some facts from the theory of fractional integration (e.g. [SKM93])
are described. Let (V.| - ||,(-,:)) be a separable Hilbert space and
a € (0,1). If ¢ € LY([0,T],V), then the left-sided and right-sided
fractional (Riemann-Liouville) integrals of ¢ are defined (for almost all
t €10,T]) by

(15:9) ) = 57 [ =9 () ds

and
T
(13-9) ) = g5 | (5= 0" ets)ds

respectively where I'(+) is the gamma function. The inverse operators
of these fractional integrals are called fractional derivatives and can be
given by their Weyl representations

a 1 Yt Eap(t) — (s
(5 O = gy (o ) G )

. R0 T s i)
(D80) 0= o (g o | el )

where ¢ € I, (L'([0,T],V)) and ¥ € I$_ (L'([0,T],V)) respectively.
Let KH(t s) for 0 < s <t <T be the kernel function

and

Kul(t,s) = cu(t — )73

where
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A definition of a stochastic integral of a deterministic V-valued func-
tion with respect to a scalar fractional Brownian motion (5(¢),t > 0)
is described. The approach follows from [AMNO1], [DU99]. Another
approach is given in [DJPD].

Let K%; be the linear operator given by

T
Kiolt) = olOKn(T.0)+ [ (o(s) = () (5,005 (11.9)

for ¢ € € where £ is the linear space of V-valued step functions on [0, 7]
and K% : &€ — L?([0,T],V). For ¢ € &,

n—1
= Z wi]l[ti,ti+1) (t)
=1

where x; e V,ie{l,....,.n—1}and 0=t; < --- < t, =T.
Define

/0 pdf = Z:f:z (Biti+1) — B(t:)) - (11.4)

It follows directly that

T

Let (H,|- |, (-, )x) be the Hilbert space obtained by the completion
of the pre-Hilbert space £ with the inner product

(o, V)n = <IC}{<PJC;I¢>L2([0,T],\/) (11.6)

for ¢,1 € €. The stochastic integral (11.4) is extended to ¢ € H by
the isometry (11.5). Thus H is the space of integrable functions and it
is useful to obtain some more specific information. If H € (%, 1), then
it is easily verified that H D H where H is the Banach space of Borel
measurable functions with the norm |- |5 given by

= |[Khelizqomv) (11.5)

T T
o2, = /0 /0 lo(@) () |$u - v) dudy (11.7)

where ¢(u) = H(2H —1)|u[* =2 and it is elementary to verify that H O
Lr([0,t],V) for p > %, and, in particular, for p = 2 (e.g. [DPDMO02]).
IfgoGﬁandH>%,then

/ / Yo(u — v) dudv. (11.8)

E




Linear Stochastic Equations 205

If H e (0, %), then the space of integrable functions is smaller than
for H € (3,1). It is known that H > H([0,7],V) (e.g. [Hu05] Lemma
5.20) and H D C#([0,T],V) for each 3 > 1 — H (a more specific result
is given in the next section). If H € (O, %), then the linear operator K%
can be described by a fractional derivative

* 1 5—H
Kiro(t) = eytz " D2~ (uH_%go) (11.9)

1_
and its domain is H = I;_H (L2([0,T7,V) ([AMNO1] Proposition 6).

DEFINITION 11.1 Let (2, F,IP) be a complete probability space. A cylin-
drical process (B,-): @ x Ry xV — R on (, F,P) is called a standard
cylindrical fractional Brownian motion with Hurst parameter H € (0, 1)
if
1 For each xz € V' \ {0}, H71H<B()7x> is a standard scalar fractional
Brownian motion with Hurst parameter H.

2 Fora,feR and x,y €V,
(B(t), 0z + By) = a(B(t),z) + B(B(t),5) a.s. P.

Note that (B(t),x) has the interpretation of the evaluation of the
functional B(t) at = though the process B(-) does not take values in V.

For H = %, this is the usual definition of a standard cylindrical Wiener
process in V. By condition 2 in Definition 11.1, the sequence of scalar
processes (G, (t),t > 0,n € IN) are independent.

Associated with (B(t),t > 0) is a standard cylindrical Wiener process

(W(t),t > 0) in V such that formally B(t) = Kpy (W(t)) For z €

VA\A{0}, let Bx(t) = (B(t), z). It is elementary to verify from (11.4) that
there is a scalar Wiener process (wy(t),t > 0) such that

Bu(t) = /O Ku(t, s) dwa(s) (11.10)

for t € R4. Furthermore, w,(t) = 5, ((Kj{)fl ]l[o,t)> where K7, is given
by (11.3). Thus there is the formal series

W(t) = iwn(t)en. (11.11)
n=1

Now the stochastic integral fOT G d is defined for an operator-valued
function G : [0,7] — L(V) is a V-valued random variable.
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DEFINITION 11.2 Let G : [0,T] — L(V), (en,n € N) be a complete
orthonormal basis in V, g, (t) == G(t)en, ge,, € H forn € N, and B be
a standard cylindrical fractional Brownian motion. Define

T (0.)
/ G dB ::Z/Gendﬂn (11.12)
0 n—1 0

provided the infinite series converges in L*(Q).

The next proposition describes some L(V')-valued functions G that
satisfy Definition 11.2.

PROPOSITION 11.3 Let G: [0,T] — L(V) and G(-)x € H for each x €
V. Let Tp: V — L2([0,T],V) be given as

(Dra) () = (K Ga) (t) (11.13)

fort € [0,T] and x € V. If Ty € Lao(V,L*([0,T],V))—that is, T'r
is a Hilbert-Schmidt operator—then the stochastic integral (11.12) is a
well-defined centered Gaussian V -valued random variable with covari-
ance operator Qr given by

QTJCZ/ Z ((Crey) (s),x) (T'rey) (s) ds.

This integral does not depend on the choice of the complete orthonormal
basis (en,n € IN).

Proof The terms of the sum on the right-hand side of (11.12) are well-
defined V-valued Gaussian random variables by the construction of the
integral fg Je,, APy, and these terms for n € IN are independent random
variables. Furthermore,

s)ey df (s

s)ex dfg(s)

—i/Tn(/c*G() Y ()| d

—k:m ; 7G(s)er) (s s
00 T

-> /0 |(Crex) ()] ds.

This last sum converges to zero as m — oo because I'r is Hilbert-
Schmidt.
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_ To verify that (11.12) is a Gaussian random variable with covariance
Q1 note that for ¢ € H and € V it follows that

/ o(5) dBy(s) = / (Kir0) (s) dus(s) (11.14)
0 0

where (w(t),t > 0) is the Wiener process given by (11.10). Thus the
terms on the right-hand side of (11.12) are V-valued, zero mean inde-
pendent Gaussian random variables with the covariance operator

T
e — /0 (K3 Gen) (3), 2) (KjyGen) (5) ds (11.15)

where n € IN and x € V. It follows from (11.12) that
Or(e) =Y / Ul Gen, ) (K Gen) (s) ds
n=1 0

T o0
= [ 3 Pren) (). (Prea) (5) s (11.16)

The latter infinite series converges because 't is Hilbert-Schmidt. The
integral does not depend on the orthonormal basis that is chosen from
(11.14) and the analogous result for stochastic integrals with respect to
a cylindrical Wiener process. O

REMARK 11.4 Since I'r € Lo (V, L3([0,T], V)), it follows that the map
x — (Dpx) (t) is Hilbert-Schmidt on V' for almost all t € [0,T]. Let I'}
be the adjoint of I'r. Then I'} is also Hilbert-Schmidt, and Qr can be
expressed as

T
Qra = / (P (D)) (1) (11.17)

forxz € V. In fact, for x,y € V, it follows by (11.16) that
(Qra) = [ 3 ((Pren) (9).2) ((Prea) (5).0) ds
n=1

- /O >~ (en, (T52) (5)) (ens (Ty) (5)) ds
n=1

T
T

_ / (T3) (s), (Tyy) (s)) ds

0

T
_ /O (Tr (T2)) (), y) ds (11.18)
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If H € (l 1) and G satisfies

/ / )| 2, ()G (V)| £y (vyP(u — v) dudv < oo
then
QT—/ / G(u)G* (v)p(u — v) dudv
where ¢ is given by (11.7) ([DPDMO02], Proposition 2.2).

Now a result is given for the action of a closed (unbounded) linear
operator on the stochastic integral.

ProposiTION 11.5 If A: Dom (jl) — V is a closed linear operator,

G:[0,T) — L(V) satisfies G([0,T]) C Dom (A) and both G and AG
satisfy the conditions for G in Proposition 11.3, then

/OTGdB C Dom (A) as. P

and
A/ GdB:/ AGdB a.s. P. (11.19)
0 0
Proof By the assumptions, it follows that Ge, € H and AGe, € H

for each n € IN. So, by an approximation of the integrands by step
functions, it easily follows that

A Gepdp, = / AGe, dB,.
0 0

Since the integrals are Gaussian random variables, it follows that

m_ T T
lim Z/ Gen df, = / GdB (11.20)
m—00 —Jo 0
in L?(Q) and almost surely. Similarly,
lim AZ/ Ge, dB, = / AG dp.
m—oo ol 0 0
Since A is a closed linear operator, it follows that

/OTGdB € Dom (121) a.s. P

and (11.16) is satisfied. O
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3. Fractional Ornstein-Uhlenbeck Processes

In this section, some properties of a fractional Ornstein-Uhlenbeck
(O-U) process are investigated. This process is a mild solution of the
linear stochastic equation

dZ(t) = AZ(t)dt + ® dB(t)
Z(0)

where Z(t),z € V, (B(t),t > 0) is a cylindrical fractional Brown-
ian motion (FBM) with the Hurst parameter H € (0,1), ® € L(V),
A: Dom(A) — V, Dom(A) C V and A is the infinitesimal generator of
a strongly continuous semigroup (S(¢),t > 0) on V. A mild solution of
(11.21) is given by

I
8

(11.21)

Z(t) = S(t)z + /Ot S(t — )@ dB(s) (11.22)

where the stochastic integral on the right-hand side is given by Definition
11.2. Thus it is necessary to consider the existence and some other
properties of the following stochastic convolution integral

= /t S(t — s)®dB(s) (11.23)
0

In a significant portion of this section, it is assumed that (S(t),t > 0)
is an analytic semigroup. In this case, there is a 3 € R such that the
operator I — A is uniformly positive on V. For each § > 0, (Vs, || - ||s)

~ é
is a Hilbert space where V5 = Dom <<BI — A) > with the graph norm
topology so that

lells =1 (32— ) x].

The shift B is fixed. The space Vs does not depend on B because the
norms are equivalent for different values of G satisfying the above con-
dition.

The case H € (O, %) is primarily considered because the case H €
(,1) has been treated in [DPDM02]. Only the main result in [DPDMO02]

is described.

PROPOSITION 11.6 If H € (3,1), S(t)® € L2(V) for each t >0 and

/ / S (W) £y 11 [S(0) Py )6 — v) dudv < 00 (11.24)
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for some Ty and o > 0 where ¢(u) = H(2H — 1)|u|?*" =2, then there is
a Hélder continuous V -valued version of the process (Z(t),t > 0) with
Holder exponent 8 < «. If (S(t),t > 0) is analytic then there is a version
of (Z(t),t > 0) in C?([0,T),Vs) for each T >0 and B+ 6 < a.

Proof This verification basically follows from the proofs of Propositions
3.2 and 3.3 of [DPDMO02| with § = 0. It only remains to note that
the same proofs yield the Holder continuity for the sample paths of Z.
Specifically, in Proposition 3.2 of [DPDMO02], it is verified that

for t € [0,T] where

t
Y(t):= / (t—s)"*S(t—s)PdB(s)

Y € LP([0,T],V) for each p > 1 and

t
(Ratp) (1) == /0 (t— 2718 (t - s)pls) ds

It is well-known (e.g. Proposition A.1.1 [DPZ96)) that R, : LP[([0,T],V) —

CA([0,T],V) for o > % and 3 € (O,a— %) and R, : LP([0,T],V) —

1
Cc ([0,7],Vs) for 6 >0 and § < o — %. Since p is arbitrarily large,
the proof is complete. O

1

In the remainder of this section, the case H € (0, 5) is considered.

LEMMA 11.7 Let H € (0, %) If (S(t),t > 0) is an analytic semigroup,
then for each x € V, S(T — -)®x € H and

KCir (S(T = )®) 720111
< C/T 1S(T — 5)®z|? e 5)Pz|?
0 (T —s)t—2H

gl—2H

1 2
n }S(Q(g__;))g)g%‘ ) ds (11.25)

for each B € (% —H, %) and a constant ¢ = cg.

Proof By (11.9) there is the equality

K3y (S(T — )®a) (s) = epstHD2" (w3 S(T— )22 () (11.26)
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|K (S(T — ')(I)x)|%2([0,T],V)
/T IS(T — s)®a|?
<c
~Jo (T —s)t=2H
2
T HT’H_%S(T —r)Px — sH_%S(T — s)@xH
+ 312H/ dr
s (r—s)
cof [ (18-l
B 0 (T —s)t=2H

T ‘r
+ slfQHHS(T — s)@:cHZ/

ds

e

—-H

1 1
H- _ H—}

dr

(r— s)%_H

T _ . _ 9 -1 2
4 gl-2H (/ [S(t —7r)Px — S(t — s)Pz|*r 2dr> "

(r—s)%_H
T 1S(T — s)®xl|? S(T — s)Dxl|?
SC(/() (\\(;_8)1)_2}1\\ L IsC 31—21‘)1’ I
TYS(T = r)®a — S(T — 5)d|? )2
+ 5 dr ds
(/s (r—s)2"H

where ¢ represents a generic constant that may differ at each use. To
obtain the inequality above, the inequality

is used as well as r? -3 < sH -3 because r > s. The first two integrands
on the right-hand side of (11.26) correspond to those in (11.25) so it only
remains to estimate the last term. By the analyticity of (S(¢),t > 0), it
follows that
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2
/T (/T 1S(t —r)Px — i(T — )Pz dr) ds
0 s (r— S)i_H

—r —T 2
< /T </T [S(r =) = Ilew, v) [ (555) o) 19 (557) @2 d?“) ds
0 S

(T—s)%_H
. T T (r— S)ﬂ HS (T2—7~) <I>:r}| ) 2 8
: /0 </3 (T —7r)B(r — s)%—H d d
TS (B ee]| 1 2
_C/O (/0 (T—i—r)ﬂ T%_H_ﬁ dr ds

T @\ TS —r)®z|?
< : B — e .
_(/0 Ts—H—ﬁ> /0 (s o (1127)

where the last inequality follows from the Young inequality. This final
inequality gives the estimate for the last term on the right-hand side of
(11.25) and completes the proof. O

The next result ensures that the stochastic convolution is a well-
defined process.

THEOREM 11.8 Let S(t),t > 0) be an analytic semigroup and H €
(0,3). If for each t € (0,T) the operator S(t)® is Hilbert-Schmidt on V
and

T |5(5)CI)’%;2(V) |S(3)¢”%2(v)
/0 ((T —5)ioi + 27 ds < oo (11.28)

for some 3 € (% —H, %), then the stochastic integral process (Z(t),t > 0)
given by (11.23) is well-defined and admits a measurable version.

Proof To verify that the stochastic integral with the integrand given
by the operator-valued function ¢ +— S(T — ¢)® is well-defined using
Proposition 11.3, it is necessary to show that

0 T
Z/ K5 S(T — s)Dey | ds < oo (11.29)
n=1 0
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where (e,,n € IN) is a complete orthonormal basis in V. By Lemma
11.7, it follows that

;/0 K3 (S(T = -)®ey) (s)||” ds

|.S(T —3‘1’37”2 |S(T — 5)®e,||?
<CZ/ < )12 + S1—20

IS (£52) ®ea|’
MENGERE
T S(T = 8)®|Z,0y  IS(T =522,
= C/o (T — s)i2H g1 —2H

sy a2
|5 (%) @)
(T — 5)28

T (1S(s)®7 |S(s)2|7
< 2(V) L2(V) .
< c/o ( 25 + (T —sy2f ds (11.30)

for some generic constant ¢ where 23 > 1 — 2H. The right-hand side
of the inequality (11.30) is finite by (11.28) so (Z(t),t € [0,T]) is a
well-defined process for T' > 0. To verify the existence of a measurable
version, the approach in Proposition 3.6 of [DPZ92] is used by showing
the mean square continuity of (Z(¢),t € [0,7]) from the right. For

0 <Ty, <Tj <T it follows that

ds

E [||Z(T1) - Z(Tz)nﬂ <h+1 (11.31)

where
T 2

I =21 S(Ty — t)® dB(t)

T

and
2

L= 2 H(S(T1 -1 /OTQ S(Ty — 1)@ dB(r)

Proceeding as in (11.30) where the interval [0, T is replaced by [T%,T1]
it follows that

I |S(T1_T)(I)|% \% ‘S(Tl —7)P|
< 2(V) La2(V) '
I; < C/T2 < (Ty — )28 + (r — Ty)i-2H dr (11.32)
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which tends to zero as T} | Ts by (11.28).
Furthermore, it follows that
T

H(S(Tl—TQ)—I> ) S(Tg—T)@dB(T)

—0 as. P (11.33)

as T | Ty by the strong continuity of the semigroup (S(t),¢ > 0) and it
easily follows that

2
<c

Ts
H(S(Tl — Tg) — I) 0 S(T2 — T’)(I)dB(T')

T
S(To —r)®dB(r)

0

for a constant ¢ that does not depend on T7. Thus I — 0 as T1 | 15 by
the Dominated Convergence Theorem. ([l

COROLLARY 11.9 Let (S(t),t > 0) be an analytic semigroup and H €
(0,3). If

‘S(t)‘b‘£2(v) <ct ™7 (11.34)
fort € [0,T], ¢ > 0 and v € [0,H), then the integrability condition
(11.28) is satisfied and thus (Z(t),t € [0,T)) is a well-defined V-valued
process with a measurable version.

Proof The condition (11.28) is

T
1 1
/0 <(T — 5)12H g2y + Szﬂm) ds < 00 (11.35)

which is satisfied if 23 + 2y < 1. On the other hand, it is necessary that
8> % — H so a suitable 8 can be chosen if 2 (% — H) + 2+ < 1, that is,
v < H. O

The condition (11.34) is one that can be verified in many specific
examples. The results in the remainder of this section are formulated
using (11.34).

LEMMA 11.10 Let (S(t),t > 0) be an analytic semigroup and H €
(0,3). If (11.34) is satisfied with v € [0, H — &) for some § > 0, then
the stochastic convolution integral takes values in Vs (a.s. P).
Proof Since the linear operator A = (ﬁ] — A)? is closed, by Proposition
11.5, it is only necessary to verify that the operator-valued function
t — AS(T — t)® is integrable on [0, T]. It follows directly that

¢ -5
S(3)® <t (11.36)

. _ [t
AS(1)®] 2,1 < \As <2>
[,Q(V)

L(V)

2
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for some ¢ > 0 and all ¢ € (0,7]. Thus the proofs of Theorem 11.8 and
Corollary 11.9 can be repeated replacing v by v + 4. O

Now a sample path property of the stochastic convolution can be
established.

THEOREM 11.11 Let (S(t),t > 0) be an analytic semigroup, H € (0,1)
and (11.34) be satisfied. Let o > 0 and 6 > 0 satisfy

a+B+v<H. (11.37)

Then there is a version of the process (Z(t),t € [0,T]) with C*([0,T1], Vs)
sample paths.

Proof For 17 > T5 it follows that

EIZ(Th) = Z(Ty)|l§ < I + I (11.38)
where
Ty 2
11:2]E‘ S(T —r)®dB(r)
1> )
and
To 2
IQ =2E (S(Tl — Tg) — I) S(TQ — 7“)(13 dB(T)
0 1

_ Proceeding as in (11.30) or (11.32) with S(T1 — 7)® replaced by
AS(Ty — r)® and using (11.36) it follows that

7 [ |AS(Ty — r)®|? AS(Ty — r)®|2
Ilgc/ <| (Th ) |£2(v)+| (T ) |52(v)> dr

(Tl — 7“)26 (1” — T2)172H

T1 1 1
< C/Z\_'2 ((Tl — 7‘)2ﬂ+2’y+26 + (T‘ — T2)172H(T1 _ T)Q,YJFQ(;) dr
<c <\T1 — T2 Ty — T2’1—25—27+H> (11.39)

Whereﬁ>%—Hso
I < Ty — Ty|*™ (11.40)

where 2ay < 2H — 2y — 20.

Now an upper bound is given for I. Since (S(t),t € [0,T]) is analytic,
it follows that for any as > 0,

I, <2|8(T) — Ty) — I|2£2‘2va2+5,v5)
T

S(Ty, —r)®dB(r)

E (11.41)

0 ao+0
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Since Z(Tb) is a Gaussian random variable the expectation on the
right-hand side of (11.41) is finite if Z(T3) is a Vj,4s-valued random
variable which is the case by Lemma 11.10 if ag +d+v < H. Combining
this fact with (11.40) yields

E|Z(Ty) — Z(Ty)|3 < c|T1 — To* (11.42)
fora < H—~—0 and T1, Ty € [0,T]. Since the increment Z(T}) — Z(T)

is a Vs-valued Gaussian random variable

E|Z(Th) — Z(To) |3 < c|Ty — Tp*eP (11.43)

for each p > 1. By the Kolmogorov criterion for sample path continuity
(e.g. [DPZ92] Theorem 3.3) there is a CA ([0 T}, Vi) version of the pro-
cess (Z(t), t €0, T]) for A < Zo‘p Litp > 2 . Letting p — oo shows that
there is a C“ ([0, T, V5) version of ( (t),t e [O,T]) fora < H—~—0.

(I

An important special case arises when the operator ® in (11.21) is a
Hilbert-Schmidt operator on V. This condition implies that the frac-
tional Brownian motion (B(t),t € [0,7]) in (11.21) is a “genuine” V-
valued process. In this case (11.34) is satisfied with v = 0 which is
described in the following corollary.

COROLLARY 11.12 Let (S(t),t > 0) be an analytic semigroup. If ® €
Lo(V) then the process (Z(t),t € [0,T]) has a C*([0,T1], Vs) version for
alla > 0,6 > 0 satisfying a+0 < H. In particular, there is C*([0,T],V)
version for o < H.

Note that Corollary 11.12 is satisfied for each H € (0,1). The result
for H € (,1) is a consequence of Proposition 2.1 in [DPDMO02]. In the
special case where V' = R", Vs = V for all § > 0, ® € Lo(V) trivially
so (Z(t),t € [0,T]) has a C*([0,T],V) version for each o < H. The
trivial case where Z(t) = B(t) demonstrates that for the present level of
generality, the condition here is sharp.

The following result provides conditions for the existence of a limiting
distribution.

PROPOSITION 11.13 Let (S(t),t > 0) be an analytic semigroup that is
exponentially stable. Specifically,

1S(t)|gvy < Me™! (11.44)

fort > 0 and some M > 0 and w > 0 so (11.34) is satisfied with
v € [0, H) where H € (0,1). Then for each x € V the family of Gaussian
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converges in the weak™topology to a
in th k*-topol t

probability measures (j1z(4),t > 0
= N(0,Quo) where iz is the measure for

unique limiting measure oo =

Z(t),

Q= /O L(t, $)L*(t, 5) ds, (11.45)

R = tll)ﬂolo Qt,
L(t,s) € L(V), and
L(t,s)x = K5 (S(t — )®x)(s)
forx eV and 0 <s <t.

Proof For H € (3,1), the result is given in Proposition 3.4 of [DPDM02].
For H ¢ (0 ) the methods in [DPZ92] for a Wiener process are suit-

ably modlﬁed Let
t
:/ S(r)®dB(r)
0

and note that ) for t > 0 because the covariance operators
have the same form after a time reversal. Since S(¢)z — 0 in the norm
topology as t — oo by (11.44) it suffices to show that (Z(t),t > 0) is
convergent in L2(€, V). It is shown that the family of random variables
(Z(t),t > 0) is Cauchy in L(Q2, V), that is,

li Z(Ty) — Z(T)||? = 11.4
TwonglIZTzEll (Th) — Z(T3)[|* =0 (11.46)

To verify (11.46), it is sufficient to modify the proofs of Lemma
11.7 and Theorem 11.8 with the (local) time reversal of the semigroup
(S(t),t > 0) and use the fact that (11.34) and (11.44) imply that

1S()®|zy(vy < ce™ 77 (11.47)

for t > 0 and ¢ > 0. Thus

BT - 201 = [ KSR ds

T2 p—
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and use inequalities that are analogous to (11.26), (11.27), and (11.30),
together with (11.42) to obtain for 77 — 1o > 1, T5 > 1,

E||Z(T1) — Z(Ty)|?

672wT2 T —T> ewir
<c / dr
a T227 0 (T1 — T2 — 7")1_2H

T T —T5 e—2wr

—owTy

+e / =g dr
0

T 2 o
S<2><I> /e‘Qwsds (11.48)
27 oy Jo

where the three terms on the right-hand side of (11.48) correspond to
the three terms on the right-hand side of (11.25), so (11.46) follows. [

N 672®T2
T

4. An Example

Consider a 2mth order stochastic parabolic equation

ou
for (¢,€) € [0, T] x O with the initial condition
u(0,8) = z(¢) (11.50)
for £ € O and the Dirichlet boundary condition
oFu
— = 11.51
(16 =0 (1151)

for (¢,£) € [0,T] x 00, k € {0,...,m — 1}, % denotes the conormal
derivative, O is a bounded domain in R? with a smooth boundary and
Loy, is a 2mth order uniformly elliptic operator

Lom= Y aa(§)D" (11.52)

|| <2m

and a, € Cp°(0O). For example, if m = 1 then this equation is called the
stochastic heat equation. The process i denotes a space dependent noise
process that is fractional in time with the Hurst parameter H € (0,1)
and, possibly, in space. The system (11.49)—(11.51) is modeled as

dZ(t) = AZ(t)dt + ® dB(t)
Z(0) =z (11.53)



Linear Stochastic Equations 219

in the space V = L?(0) where A = Loy,
ak

k"
® € L£(V) defines the space correlation of the noise process and (B(t),t >
0) is a cylindrical standard fractional Brownian motion in V. For ® = I,

the noise process is uncorrelated in space. It is well known that A
generates an analytic semigroup (S(t),¢ > 0). Furthermore

Dom(A) = {¢ € H*™(0) | =0on dD for k € {0,...,m —1}},

_d
ISPl o(v) S SE)|eov)|®leevy < et m (11.54)
for t € [0,T]. It is assumed that there is a §; > 0 such that

Im(®) ¢ Dom ((31 - A)‘51) (11.55)
then for r > 0

Sz, v
< [SEBI = A) e (BT — A) 2 200 | (BT — A | )
<t (11.56)

for t € (0,7 if the operator (I — A)~"~% is a Hilbert-Schmidt operator
on V', which occurs if p
T+ 01 > g (11.57)
Thus, the condition (11.36) is satisfied with v = ﬁ for arbitrary
bounded operator ® and if (11.55) is satisfied, then (11.36) is satisfied
with vy > ﬁ — 0.
Summarizing the results of this section applied to the example (cf.
Theorem 11.11 and Proposition 11.6) if

d
H>— 11.
> 5 (11.58)
then for any ® € L(V), the stochastic convolution process (Z(t),t €
[0,7]) is well-defined and has a version with C*(][0,7T], Vs) paths for

a >0, 6 > 0 satisfying
d
< H——. 11.59
a+6< im ( )
If moreover (11.55) is satisfied, then the previous conclusion is satisfied
if g
a+5<H——+46. (11.60)
4m

Note that these results are analogous to the case of a standard Wiener

process (H = %)



220

References

[AMNO1]

[Cai05]

[DJPD]

[DMPDO5]

[DPDMO2]

[DPZ92]

[DPZ96]

[DU99]

[Dun00]

[GA99]

[HOZ04]

E. Alos, O. Mazet, and D. Nualart. Stochastic calculus with
respect to Gaussian processes. Ann. Probab., 29(2):766-801,
2001.

P. Caithamer. The stochastic wave equation driven by frac-
tional Brownian noise and temporally correlated smooth
noise. Stoch. Dyn., 5(1):45-64, 2005.

T. E. Duncan, J. Jakubowski, and B. Pasik-Duncan.
Stochastic integration for fraction Brownian motion in a
Hilbert space. To appear in Stochastic Dynamics.

T. E. Duncan, B. Maslowski, and B. Pasik-Duncan. Stochas-
tic equations in Hilbert space with a multiplicative fractional
Gaussian noise. Stoc. Proc. Appl., 115:1357-1383, 2005.

T. E. Duncan, B. Pasik-Duncan, and B. Maslowski. Frac-
tional Brownian motion and stochastic equations in Hilbert
spaces. Stoch. Dyn., 2(2):225-250, 2002.

G. Da Prato and J. Zabczyk. Stochastic equations in infinite
dimensions, volume 44 of Encyclopedia of Mathematics and
its Applications. Cambridge University Press, Cambridge,
1992.

G. Da Prato and J. Zabczyk. FErgodicity for infinite-
dimensional systems, volume 229 of London Mathematical
Society Lecture Note Series. Cambridge University Press,
Cambridge, 1996.

L. Decreusefond and A. S. Ustiinel. Stochastic analysis of the
fractional Brownian motion. Potential Anal., 10(2):177-214,
1999.

T. E. Duncan. Some stochastic semilinear equations
in Hilbert space with fractional Brownian motion. In
J. Menaldi, E. Rofman, and A Sulem, editors, Optimal Con-
trol and Partial Differential Equations, pages 241-247. 10S
Press, Amsterdam, 2000.

W. Grecksch and V. V. Anh. A parabolic stochastic differen-
tial equation with fractional Brownian motion input. Statist.
Probab. Lett., 41(4):337-346, 1999.

Y. Hu, B. Oksendal, and T. Zhang. General fractional mul-
tiparameter white noise theory and stochastic partial dif-

ferential equations. Comm. Partial Differential Equations,
29(1-2):1-23, 2004.



Linear Stochastic Equations 221

[Huo01]

[Hu05]

IMN02]

[MS04]

[PTO0]

[SKMO93]

[TTVO03]

Y. Hu. Heat equations with fractional white noise potentials.
Appl. Math. Optim., 43(3):221-243, 2001.

Y. Hu. Integral transformations and anticipative calculus
for fractional Brownian motions. Mem. Amer. Math. Soc.,
175(825):viii4127, 2005.

S. Moret and D. Nualart. Onsager-Machlup functional for

the fractional Brownian motion. Probab. Theory Related
Fields, 124(2):227-260, 2002.

B. Maslowski and B. Schmalfuss. Random dynamical sys-
tems and stationary solutions of differential equations driven

by the fractional Brownian motion. Stochastic Anal. Appl.,
22(6):1577-1607, 2004.

V. Pipiras and M. S. Taqqu. Integration questions related to
fractional Brownian motion. Probab. Theory Related Fields,
118(2):251-291, 2000.

S. G. Samko, A. A. Kilbas, and O. I. Marichev. Fractional
integrals and derivatives. Gordon and Breach Science Pub-
lishers, Yverdon, 1993. Theory and applications.

S. Tindel, C. A. Tudor, and F. Viens. Stochastic evolution
equations with fractional Brownian motion. Probab. Theory

Related Fields, 127(2):186-204, 2003.



Chapter 12

HEDGING OPTIONS WITH TRANSACTION
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Abstract

This paper studies the optimal investment problem for an investor
with a HARA type utility function. We assume the investor already has
an option in her portfolio, and she will setup her invesment/hedging
strategy using bonds and the underlying stock to maximize her util-
ity.  When there are transaction costs, the investor’s optimal invest-
ment/hedging strategy can be described by three regions: the buying
region, the selling region, and the no transaction region. When her
portfolio falls in the buying (selling) region, she will buy (sell) enough
shares of the stock to make her portfolio lie in the no transaction region
(NT). When her portfolio falls in the NT region, it is optimal for the
investor to make no transaction. We introduce the concept of a viscosity
solution to describe the indirect utility function. A numerical scheme is
proposed to compute the indirect utility function. This in turn enables
the asking price for an option to be computed.

1. Introduction

In this paper we study the problem of an investor who wants to hedge
her liability arising from writing an option. Hedging is central to the op-
tion pricing theory. Arbitrage pricing arguments, such as those of Black
and Scholes (1973), depend on the idea that an option can be perfectly
hedged using the underlying asset, so making it possible to create a port-

*The author is grateful for the comments from Professors J.-C. Duan, John Hull, Yisong
Tian and Alan White.
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folio that replicates the option payoff exactly. The standard approach
dealing with option hedging is through the Black-Scholes framework, i.e.,
assuming in a world of frictionless markets, the option holder can hedge
her position by continuously re-balancing a portfolio consisting of the
underlying asset and risk-free bonds (or money market account). The
number of underlying asset the investor needs to hold in order to per-
fectly hedge her position is computed through the Black-Scholes option
pricing formula, and is often referred to as the option’s delta. However,
this hedging strategy is infeasible in the real world since transaction
costs are incurred whenever the portfolio is re-balanced. Since frequent
trading of the underlying stock is assumed, transaction costs will make
an important impact on the hedging of options.

The problem of hedging options in the presence of proportional costs
have been studied by Leland (1985), Boyle and Vorst (1991), and Toft
(1996), among others. The hedging strategy considered in these studies
are based on the delta hedging strategy implied from the Black-Scholes
option pricing framework. They study the hedging costs when the in-
vestor tries to perfectly hedge the option under consideration. These
studies ignore the rationality of the investor in the sense that the costs
incurred when hedging an option in such a way may be greater than the
premium she receives for the option. Moreover, the investor may not
want to perfectly hedge her liability in the option position because she
may prefer to take on some of the risk in exchange for a higher return
for her portfolio. In other words, the hedging strategy is not based on
any optimality criteria. Since no-transaction cost is one of the crucial
assumptions underlying the Black-Scholes option pricing paradigm, it
should be reasonable to expect that the investor would realize that the
Black-Scholes option pricing formula no longer holds, and therefore the
delta hedging doctrine should be abandoned.

The optimality criterion for option hedging when the market has fric-
tions (including transaction costs) can be defined in terms of expected
utility. This approach seems more appropriate than exact replication
since it reflects the tradeoffs that must be made between transaction
costs and risk reduction. The approach is in a paradigm similar to that
of Davis and Norman (1990), and Dumas and Luciano (1991). These
papers describe optimal portfolio strategies to maximize expected utility
over infinite time horizon, where transaction costs are incurred whenever
trades are made on the stocks. They extend earlier works by Merton
(1971) and Constantinides (1986). However, while these papers are con-
cerned with optimal portfolio strategies, they are not focused on the
problem of replicating (or hedging) options by means of the underlying
asset.



Hedging with Transaction Costs 225

In this paper we study the hedging strategy for an investor who al-
ready has an option in her portfolio. The investor’s optimality criterion
is characterized by a HARA type utility function (the methodology can
also be applied to more general cases). The approach follows the work
of Davis et al (1993). However, in addition to assuming a more general
utility function, our attention is focused on the hedging behavior of the
investor based on her current wealth level and risk preference. Since an
option’s price has to be determined from an equilibrium framework when
the market has frictions, we will assume that the investor already has an
option in her portfolio. We will briefly discuss the minimum premium
the investor should charge in order to induce her to take the liability.

The rest of this paper is organized as follows. In Section 2, we will for-
mulate the option hedging problem, and derive the investor’s wealth pro-
cess. The optimal hedging strategy in absence of transaction costs is also
discussed. It turns out that when the investor has a positive net wealth,
she would always “over” hedge her liability in the option position in the
sense that her investment in the stock is always greater than the amount
of delta derived from the Black-Scholes option pricing framework, as long
as the growth rate of the stock is greater than the risk-free interest rate.
In Section 3, we will consider the optimal hedging/investment problem
when there are transaction costs. The Hamilton-Jacobi-Bellman equa-
tion for the indirect utility function of the invstment/hedging problem
will be derived heuristically. In order to characterize the indirect util-
ity function, we will introduce the concept of wviscosity solution to the
Hamilton-Jacobi-Bellman (HJB) equation, and demonstrate that the in-
direct utility function is indeed the unique solution in this sense. The
optimal investment/hedging strategy is characterized in terms of the in-
direct utility function. In Section 4, we propose a numerical scheme
to compute the indirect utility function based on the form of the opti-
mal investment/hedging strategy we obtained in Section 3. Section 5
concludes.

2. An optimal hedging problem without
transaction costs

We assume that there are two assets available in the market: one is a
stock whose price follows a geometric Brownian motion:

(12.1) % = adt + odz.

The other asset is a risk-free bond or cash account where we assume that
the interest rate is constant. In other words, one can borrow/lend at a
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constant rate of » > 0. We write the cash account as
(12.2) B; = Bexp(rt),

where B is the initial amount in the cash account. The investor is
assumed to have a utility function u(c), where u(+) is assumed to be twice
continuously differentiable and concave. We assume that the investor’s
objective is to maximize her expected utility from the terminal wealth
at time T

We will also assume that the investor has a short position in a Euro-
pean call with a strike price K and maturity time 7. She balances her
portfolio in a way to maximize the expected utility at time 7', at which
time she will liquidate her positions in the stock and fulfil her obligations
in the short position of the call if it ends in the money. In other words,
at time 7', her final wealth is

(12.3) Wr = Br +yr — Cr,

where W7 is her total wealth, Bp is the value of her investment in the
risk-free account, y; is the cash value of her investment in the stock,
i.e., the value of her stock holding minus the transaction cost (if there
is any) when she liquidates them, and C7 is the liability from the short
position in the option. For an European call option, we have

Cr= (St — K)*.

We derive the investor’s wealth equation. Consider the following in-
vestment problem: the investor has an initial wealth of Wy. She can
invest the wealth in either the stock or the money market account. Let
ho(t) and hi(t) be the amount she invests in the money market account
and the number of shares she holds for the stock at time ¢ , respectively.
Her total wealth is thus

W (t) = ho(t) + h1(t)S(1).

Since there is no consumption before the maturity time 7', we can assume
that the portfolio is self-financing:

dW(t) = dho(t) + hy(t)dS(t)
rho(t)dt + hi(t) [aS(t)dt + oS(t)dz]
= [rho(t) + ah (£)S(t)] dt + hy (t)oS(t)dz.

Write 7(t) as the proportion of her wealth invested in the stock, i.e.,

m(OW(t) = hi(t)S(),
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then
(L =7(@)W(t) = ho(t),
and
dW(t) = r(1—=(t)W(t)dt + arn(t)W (t)dt + o (t)W (t)dz
(12.4) = (a—r)aW(t)dt +rW(t)dt + onW (t)dz;.
The investor’s problem is to maximize her expected utility at the

maturity time:
max Eu(Wr),

()
and the investor’s indirect utility function is defined as follows: for an
initial wealth W at time t,

Ut,w)= m(a)x Ewu(Wr).
Let us introduce the following differential operator:
[ = 1 2202 o e ] 2
ow? oW’

then the Hamllton—J acobi-Bellman (HJB hereafter) equation for the in-
vestment problem is

(12.5) 88—2] +max LU =0

with the boundary condition

U(T, W) =u(W), YW >0.

Once the indirect utility function U is found, the optimal strategy 7=*
is given by

02U oU
2 2 ou
Weo 57772 + (a— )Waw 0,
or
* (Oé - T)UW
12. __la=mbw
(12.6) T WoUprw

In order to solve the HJB equation, let us assume that the utility
function is in the HARA class (hyperbolic absolute risk aversion):

W~

This type of utility function is widely used in the optimal investment/
consumption problems. Note that the relative risk aversion is given by
U”(W)
u' (W)
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AYN

B
Figure 12.1. The case with no transaction costs

2.1 Optimal investment problem without
options

In this case, the boundary condition of the HJB equation is thus

W

Under these assumptions, the indirect utility function can be found
as (see Appendix):

W
U(t7 W) = g(t)iv
~
where
(12.8) g(t) = e
and

1 /a—7r\? 1 n
V= — —+r
2 o 1—7

From (12.6), the optimal investment policy is given by

N a—r
= .

o*(1—-7)

In this case, the investor’s optimal investment strategy is to keep
a fixed proportion 7* of her wealth in the stock. This means that,
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optimally, the investor acts in such a way that her portfolio holding is

always on the line

7['*

1—m*
which is sometimes referred to as the Merton line.! It is worth mention-
ing that when « > r, the investor always invests some portion of her
wealth in the stock. Moreover, for this choice of the utility function, the
proportion of the investor’s wealth invested in the stock is independent
of her wealth level.

This result is shown in Figure 12.1. When the portfolio falls in the
region B, the investor shall purchase enough shares of stock to keep her
portfolio on the Merton line. Similarly, when her portfolio is in the
region S, she should sell some shares of the stock she is holding to move
her portfolio on the Merton line. We will refer B and S as the buying
region and selling region respectively.

S = B.

2.2 When there is a short position in option

We now consider the case when there is a short position of European
call already in her portfolio. We want to answer the following question:
based on her wealth level and preference, what is her best investment
strategy? Notice that the investor might not want to perfectly hedge
her position in the option since she might prefer to have some risk in her
portfolio in order to achieve a higher return. This is illustrated by the
previous case when there is no option in her portfolio.

The terminal wealth in this case is

(12.9) Wr=Wr— (St — K)*.

The optimal investment/hedging strategy can be constructed in the
following way. It is easy to show that for any time ¢ < T and wealth
level W > 0, the indirect utility function is given by

U(ta W) = U(ta W — f(ta S))
W — f(t,9)]"
(12.10) = g(t)—[ ];( 5] ,
where ¢(t) is given by (12.8) and f(¢,S) is the price of the call option
under the Black-Scholes framework, i.e.,
f(t,S) = SN(d1) — Ke """ N(dy),

with

i — In(S/K) +0%/2)(T - t)’ b di — o T
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For a proof of this conclusion, see the Appendix.

Equation (12.10) suggests that the optimal strategy for the investor
is to delta-hedge her short position in the European call, which needs
an amount f(0,S) initially, and then manage her remaining wealth op-
timally as before. While this is true, it is important to look at what
her overall investment/hedging strategy is based on her wealth and risk
preference.

In order to find the optimal investment/hedging strategy, recall that
the stock price and the wealth processes are given by (12.1) and (12.4),
respectively. The indirect utility is defined as

U(t,S,W) = max Eu(Wr),
™
where W is given by (12.9). Unlike the previous case, we now have to

include the current stock price as one of the variables for the indirect
utility function. Similarly, let

- 0? 1 0? 0?
[ g— 2 2 _2 - 202 Y 2
LT = 2 W<o 2 + S 552 +7WSo 55O
0 0
+[(a_T)WW+TW]W+aSGS

then the HJB equation for this problem becomes
Uy +max LU =0
™

with the boundary condition given by

(W —(S-EK)*")
. :

U(T, S, W) =

The optimal strategy is given by
W2 Upw + WSo?Usw + (a — r)WUy = 0,

or

(1211) 7_(*: o —7T UW S USW

2W  Uww W Uww

Given the solution in (12.10), we have

Uy = gty [W - f(t,9)]
Uvw = gt)y(y—1)[W - f]7_2 ;
Us gty W = f"7 - f,
Usw = —y(y—Dgt)[W—f]""? fs.
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The optimal investment /hedging strategy can be written as
a—r W — S
w-s 8

12.12 Y=
( ) 4 o?(l—v) W w

- fs-

It is interesting to notice that in this case, the proportion of the investor’s
wealth invested in the stock depends on her wealth level.

The wealth that is invested in the stock is given by

. a—r
ﬂ-W_O'Q(l—’}/)(W f)+SfS,

which implies that she will perfectly hedge her liability in the option
only if her initial wealth equals the premium she receives from the short
position in the option. Assuming « > r and that the investor has more
wealth than just the option premium, the investor will always invest
more than the amount that is necessary for the delta hedging strategy
for the option derived from the Black-Scholes model.

3. The case when there are transaction costs

Now we consider the case when transaction costs are incurred when
one buys/sells stocks. We still assume that there are two assets available:
one is the risky asset, or a stock, whose price is described by a geometric
Brownian motion

dsS
<= adt + odz,

and the other asset is a money market account (or risk-free bond) with
a risk-free interest of r.

As before, the investor’s wealth is distributed among investments in
both the stock and the money market account. Moreover, we assume
that a proportional cost is incurred each time a transaction of buy-
ing/selling of the stock is made. More specifically, in order to purchase
(sell) one share of the stock, he will pay (receive)

1408 (1-wS3).
Her wealth can be described by
(1213) AW = rWidt — (1 + )\)Stst + (1 — [L)Stht,

where L; and M; are the cumulative amount of shares of the stock the
investor has bought and sold up to time t, respectively. For technical
reasons, we assume

= L and M are adapted to the information generated by the price
process S
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m [(-) and M(-) are right continuous and have left limits;

x L(0-)=M(0-) =0.

The total number of shares the investor holds at time ¢ is given by
y(t) = L(t) - M().

An investment /hedging strategy is described by the pair (L, M).

3.1 The optimal investment problem without
options

As before, we assume that the investor has a utility function given
by (12.7) and she choose the investment/hedging strategy (L, M) to
maximize her expected utility at time 7':2

max Eu(Wr).
(L,M)

In order to derive the optimal investment strategy, we define the in-
direct utility function as

U(t,S,y, W)= (1%131@() E(w(W(T)),

where
m { is the current time;
= S is the spot price of the stock at time t;
=y is the net position of the investor’s position in the stock;
» W is the investor’s net wealth (or cash value) at time ¢.

When the utility function is assumed to be in the form (12.7), it is
easy to show the following: for the special choice of the utility function
u, for any p > 0, we have

U(t, pS,y,pW) = p"U(t, S,y, W).

The HJB equation

For any positive constants C1 and Cs, consider the subset S¢, ¢, of
trading strategies in the following form

L(t):/otl(s)ds, M(t):/otm(s)ds
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such that
OSZ(S) SCl, Ogm(s) SCQ

The wealth process can be written as

aw = W — 1+ NIt)S + (1 — p)m(t)S] dt,
dy = [I(t)—m(t)] dt,
% = adt+ odz.
Define
U2 (¢, 8, y, W) = E (u(W(T)),
Sy W)= | max  Eu(W(T))

then the investment problem reduces to a case similar to the one consid-
ered in Section 2. As a result, the HJB equation for UC1C2(t, S, y, W)
take the following form:

ou

(12.14) — max £y =0,
Ot  0<i<Cy, 0<m<Cs
where
pn _ Lo 0
L = 203852+a585
0 0
+[TW—(1+/\)l5+(1—u)5m]w+(l—m)8—y
1o 0 o
= 57 Y e TS5 T W g
0 0 0 0
- — =+ (1= p)S— | m.
+ By (1+/\)58W]l+[ 8y+( “)Saw m

From the HJB equation (12.14), we can see that the optimal investment
strategy is given by

oU L2 ULz
= Cy if 3y —(14+X)S B1iG > 0,
0 otherwise;
oU 1Lz U2
* f — 1-— ,
m* = Cy i oy + ( M)S y >0

0 otherwise.

Letting C'1, Co — o0, we can expect that

UCLC2 - U,
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U2 ou
oW oW’
ToJOARERE ou
dy dy’
U 12 ou
oS 9S’
H?U 02U
052 982
As aresult, the HJB takes the form of the so called variational inequality:

ou ou  oU ou

dy
oV OU oU } 0

54‘50 S w—i—aé’%%-rww

From the derivation of this equation, we can see that the (S,y, W)
space can be divided into three regions:

NT: This region is defined by
ou ou

(12.15)

- _ — <
3y (1+ )\)SaW <0,
oUu ou
(1 -wS—= <
2y +(1—-p)Sor7 <0,
ou 1 4, ,0°U ou ou
E"‘gO’Swﬁ‘OzSﬁ—FTWW—O
S: This region is defined by
ou ou
ou oUu
ou 1 4, ,0%U ou oUu
4 - - — — < 0.
8t+20S832+aS8S+TW€)W—0
B: This region is defined by
ou ou
= _ (1 Bt
2y (1+ /\)Saw <0,
ou ou
—_—— 1 _— —
9y +(1-p)So =0,
ou 0*U ou ou

1 9q
- Z = it —_— <.
BT 205’ 652+aSaS+TW6W_O
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The region S is called the selling region. In order to see this, define a
function in the following form: for h > 0,

gh)=U(t,S,y+h,W —(1+ X)Sh),

which represents the utility change when A number of shares of the stock
are purchased at time t. If (S,y, W) € S, then

/ ou (9U
in other words, the investor will immediately sell enough shares of the
stock so that her portfolio will lie on 9S.

Similarly, the region B is called the buying region because the investor
will immediately buy enough share of the underlying stock so that her
portfolio will lie on dB.

Moreover, from the derivation of the HJB equation (12.15), we can see
that if the investor’s portfolio lies in the region NT', she would make no
transaction, and for this reason, NT is called the no-transaction region.

Recall that for any constant p > 0, we have

U(t, S, py, pW) = p'U(t, S, y, W),

and thus
oU oU
~—(t,S w) = pr7t t,S,y, W
ay(, Py, PW) P’ 8y( y, W),
oU U
BW(t S,py, W) = p’ 8W(t Sy, W).

As a consequence, we can conclude that if (S,y, W) is in one of the
regions, say S, then (S, py, pW) is also in that region. In other words,
each of the regions takes the form of a wedge in the (y, W) variables for
any fixed S. See Figure 12.2.

It is interesting to compare this result with the case when there are
no transaction costs, where it is optimal for the investor to continuously
rebalance her portfolio so it will always lie on the Merton line. When
transaction costs exist, it will be costly to re-balance her portfolio con-
stantly, and as a result, it is optimal for her to re-balance her portfolio
only if it drifts too far from the Merton line.

3.2 When there is a short position in option

Now we consider the case when there is a short position of a European
call in the investor’s portfolio at the beginning. Similar to Section 2, we
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Figure 12.2. The case with transaction costs

use U, Wr to denote the investor’s indirect utility and terminal wealth
in this case. In other words,

Wr =Wr — (Sr — K)7,

and
U(t,S,y, W) = Efu(Wr)|S; = S, Wy = W,y = y.

The HIB equation for U is still the same as given in (12.15). However,
the boundary condition is now given by

U(T,S,y, W) =u(W — (S - K)").

When no option currently exist in the investor’s portfolio at time
0, she can either synthetically create the option she wants, or by pay-
ing/recieving a certain price at time 0 to acquire/sell it. Assume that
the investor is willing to hold a short position of a call option with ma-
turity T" and strike K for receiving a premium C' upfront. The utility
for the investor will be the following:

1 U(0,5,0,W) if she does not take the short position in call option;
2 U(0,8,0,W + C) if she does take the short position in call option.

The price C' for the investor to sell the call option should satisfy

U(0,8,0,W +C) > U(0,S,0,W).
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We define the asking price for this investor as
(12.16) C =min{C >0:0(0,5,0,W +C) > U(0,5,0,W)}.

In other words, the asking price is the minimum premium required for
the investor to take the liability position in the call option.

We shall point out that C' may not be the option price that the option
is actually traded at since the latter requires some equilibrium in the
market place.

3.3 The solution to the HJB equation

To show that the indirect utility function indeed satisfies the HJB
equation (12.15), let us first assume that the indirect utility function
U(t,S,y, W) (for simplicity of notations, we write U instead of U) is a
smooth function with respect to the variables ¢,y,S and W. In other
words, U is continuously differentiable with respect to the variables ¢,y
and W, and twice continuously differentiable with respect to the variable
S.

Now we show that U satisfies (12.15). For any admissible invest-
ment/hedging strategy (L,U), we have

dW; = rWidt — (14 \)SedLy + (1 — p)SydUy,
dSt = OéStdt + O'Stdzt,
dyt = st — dUt

Applying Ito’s formula (see Protter (1995), Theorem 33), we have, for
any s > t,

U(sas&y&WS) - U(tu 7

(12.17) +/ < ) (0, So, yo, Wo)do
t
ou ou
12.18 +/ [ 1+ A)S ]dL
(12.18) ) )S0 577 | dLo
ou oU
12.19 — S U,
(12.19) +/t [ gy TAH ‘)aw} ’
S QU
12.20 / = 0Sydz
(12.20) | 9575
[U(97 S@vy97 WG‘) - U(ev S@vyG—a W@—)
t<0<s

(1221) _VU(QNS’%yGfaW@f) ’ (AyevAWO)] )
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where
1 5 0?2 0 0
L = 205852+a585+rwaw,
Ays = Yo — Yo,

AWy = Wy— Wy,
oUu oU
VU = (ayaw>

It is obvious that the investor will never buy and sell at the same
time when transaction costs are incurred. In other words, the processes
L and M do not have jumps at the same time. For this reason, we can
consider the following two cases separately:

s When L has a jump h at time @, i.e., the investor purchase h shares
of the stock at time 6, we have

AWy = Wy — (1 + \)Syh,
Ayg = yp— +h.

In other words, when L has a jump, the processes (y, W) move
along the direction of

(17 _<1 + A)S)7
which, as we have pointed earlier, implies that

U(ea S@v Yo, W9) - U(ea S@) Yo—, WH—)
oUu oUu
< — _ _Yh—(1 — _ _
> ay (97 S@aye 7W9 )h ( =+ )‘)SaW (‘9a S@ayH 7W9 )h

= VU (0, Se,ys—, W) - (Ayg, AWp);
s Similarly, we can show that the above inequality holds when M
has a jump.

As a result, the summation in (12.21) is non-positive.

Moreover, because the function U satisfies the equation (12.15), the
integrands in (12.17), (12.18) and (12.19) are all non-positive. Noticing
that the integral in (12.20) is a martingale, we have

EU (s, Ss,ys, Ws) < U(t,S,y, W).
Taking s = T, it follows that

(12.22) U(t, S,y,w) > EU(T, ST,yT,WT) = EU(WT)
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On the other hand, given the function U that satisfies the equation
(12.15), we can define the regions S and B as before. Introduce the
following processes

(1223) AW, = rWidt — (1 + )\)Stst + (1 — M)Stht,
(1224) dyt = st — th,

t
(12.25) Ly = /0 Y (ye.50, w0 oy dLs,

t
(12.26) M, = /0 L (ye.50,w) 05y AMs.

With similar arguments as before, we can show that with this strategy,
we have

U(t, S, Y, W) = Etu(WT)

Therefore
U(t,S,y, W)= (Iila]\% Ewu(Wr).

In other words, the function U is indeed the indirect utility function.

3.4 Viscosity solution to the HJB equation

We have assumed that the indirect utility function U is smooth in its
variables. However, this may not be the case when there are transaction
costs to the investment problem. For this reason, the concept of viscosity
solution is needed.

We first define a functional (or operator) F' on the smooth functions

f:
_ of _ Of _90f L _ s 2L
F(f) = max{ay (l—l—)\)SaW, (3y+(1 u)SaW,
Of | 1 500%f of of

Note that F'(f) is also a function of the variables (t,S,y, W).
A continuous function U is a wviscosity solution to the HJB equation
(12.15) if it satisfies the following conditions:

1 For any smooth function ¢, if (¢o, So, y0, Wp) is a local maximum
point of the function U — ¢, then

F(¢)(t0)SanO)WO) > 0.
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2 For any smooth function ¢, if (tg, So, yo, Wo) is a local minimum
point of the function U — ¢, then

F(¢)(t0a SOa Yo, WO) S 0.

The concept of viscosity solution is primarily used in optimal con-
trol problems because their value functions are usually not smooth. For
details on the concept of viscosity solutions, see Crandall, et all (1983).
For its applications to optimal control problems, especially to those prob-
lems similar to the one considered in this paper, see Haussmann and Suo
(1995).

It can be shown rigorously that the indirect utility function U is indeed
the unique viscosity solution to the HJB equation (12.15). See Hauss-
mann and Suo (1995) for the proof of this result under more general
conditions.

4. Numerical method for solving the HJB
equation

It is very difficult, if not impossible, to derive the analytical solution
to the equation (12.15). For this reason, we propose a numerical method
to compute the indirect utility function.

For any t > 0 and s > t, it can be shown that the following equation
holds (usually called the dynamic programming principle, see Hauss-
mann and Suo (1995) for a proof):

(12.27) U(t,S,y, W) = (Iil% EU (s, Ss,ys, Ws)],

)

where the expectation is taken conditional on (S; = S,y =y, Wy = W).

Recall that the stock price follows a geometric Brownian motion. In
order to compute the indirect utility function numerically, we first divide
the time interval [0, 7] into N subintervals:

0< Ay <20 <--- < NA =T,

where A; = T/N. We can approximate the random factor, which is
represented by a Brownian motion, z by a binomial process z*:

“(i+1) = 2*(i) - ky, with probability 1/2,
o T | 2*(i) - kg, with probability 1/2,

where k, and kg are determined such that the expected value and vari-
ance of the Brownian motion z on [iA, (i4+1)A;] are matched. It follows

that
k'u i VA At, kd = —\ At.
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The stock price S is approximated by the binomial process

S*(i+1) = S*(i) - exp(aAy + 0/A;), with probability 1/2,
| S*(i) - exp(alAy — ov/Ay),  with probability 1/2.

We will also assume that the minimum amount of stocks one can
buy/sell in each transaction is A,. The y-axis can then be divided into

~MA, < <=A, <O0<A, <--- < MA,

where M is chosen to be large enough so that the regions outside the
interval [-MA,, MA,] are economically irrelevant.

From (12.27), and the form of the optimal investment/hedging strat-
egy described in (12.23)-(12.26), we can write,® for any t,

UR(t, Sy, W) = (T%Et(UA(t+At,St+AtaZ/t+At7Wt+At))

= max{UA(t, S,y + Ay, W — (1+N)SA,),
UR(t, S,y — Ay, W+ (1 — p)SA,),

(12.28) E(UR(t+ At,SH(;t,y,eXp(rAt)W)}.

In other words, the optimal decision is described by three different ac-
tions:

1 sell minimum number of shares allowed;
2 buy minimum number of shares allowed; and
3 make no transactions.

As discussed earlier, when the portfolio falls in the sell region S, it
is optimal for the investor to sell enough (or the minimum number of)
shares so that the portfolio will fall on the boundary of the no-transaction
region. The opposite action should be taken when the portfolio falls in
the buy region B. When the portfolio falls in the region NT', it is optimal
for the investor to make no transactions.

To be more specific, no transaction will be made if (for clarity of

notations, we drop A from the approximate indirect utility function
U~)

ou ou
ou ou
L a-wssl <o

y ow
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In this case,
Ut,S,y,W) = EJU(t+ At Se4ap: Yt Wira,)]
= %U(t + Ay, Sexp ((a —r)Ay + 0\/A>t) ,
Yirag, exp(rAg) W)
+%U(t + Ay, Sexp ((a —r)A; — a@) ,
Yt Ay, exp(rAy)W).
The action to buy a minimum number of shares will be taken if

oU oU
5y~ NS g =0

in which case
U,S,y,W)=U(t,S,y+ Ay, W —(1+X)SA,).

The action to sell a minimum number of shares will be taken if

ou ou

in which case
Ut,S,y, W) =U(t, S,y — Ay, W+ (1 — n)SA,).

Based on these results, we now propose a numerical scheme to com-
pute the indirect utility function U:

= Divide the time interval [0, 7] and the y-axis as before. The W-axis
can also be divided into K-intervals:

0< Ay < -+ < KAw.

= Approximate the Brownian motion z by the binomial process z*,
and define, for (i, j, k,1),

u(i, j, k1) = U(iA, SKLET kA, IAW),
where 0 <1< NO<j<i, —-M<Ek<M,and 0<I<K.
m At the maturity time T,
w(N, j, k,1) = I1Aw — (SKELEY 7 — K)*

for all (4, k,1), where S is the stock price at ¢t = 0.
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= Recursively, for i < N, define
v/ 1. . n . N
W5 kD) = Sl 1+ 1) i+ LT

where [T is the integer such that corresponding mesh point for W
is closest to the value exp(rA;)lAy .4

m  Check if the following relationships hold:

w (i, 5,k 1) > u*(i,j,k+1,17),
u* (i, 5, k,0) > u(i,5,k—1,17),

where [T (I7) is the integer such that corresponding mesh point
for W is closest to the value Ay — (14+X)SA, ([Aw +(1—p)SA,,
respectively). Such mesh points fall in the no-transaction region,
so we can let

u(i, j, k, 1) = w*(i, j, k, 1).

»  Take such a point, say (jo, ko, o). Notice that U is a non-decreasing
function in the variables y and W. Working recursively, we can
check if

u*(i’j’ k? l) S u*(i?]’k+ 17l+)7

in which case, we can set
u(i, j, k1) = u*(i, 5,k + 1,17).

Similarly, if
U*(iaja k7 l) S U*(Z7j7k - 1717)7

we can set
u(i, g, k, 1) = u*(i, 5,k — 1,17).

In other words, we will make sure that for all (4, k, 1),

u(i, g, k, 1) > w(i,j k+1,17),
u(i,j, k,l) > u(i,j,k—1,07).

This scheme can be easily implemented, and the indirect utility func-
tion can thus be computed numerically. With the indirect utility, we
can study the optimal hedging strategy by studying the no-transaction
region.

Similarly, the indirect utility for the investment problem without op-
tion can be computed numerically by changing the value of the function
U at time T'. The asking price of the option can thus be obtained through
(12.16).
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5. Summary

In this paper, we study the optimal investment problem for an in-
vestor with a HARA type utility function. We show that when there
are no transaction costs, and there is a short position in the investor’s
portfolio, she may prefer not to perfectly hedge the option, as in the
Black-Scholes option pricing framework. In fact, when the growth rate
of the stock is greater than the risk-free rate, the investor will always
“over” hedge the option. When there is transaction cost in the investor’s
portfolio, the investor’s optimal investment/hedging strategy can be de-
scribed by three regions: the buying region, the selling region and the
no transaction region. When her portfolio falls in the buying region,
she will buy enough shares of the stock to make her portfolio lie in the
no transaction region (NT). Similar results hold when her portfolio falls
in the selling region. When her portfolio falls in the NT region, it is
optimal for the investor to make no transaction, i.e., simply hold her
portfolio. Viscosity solution is introduced to describe the indirect utility
function. We also propose a numerical method to compute the indirect
utility function, and the asking price for an option for be computed as
a result.

The numerical scheme we proposed in this paper remains to be im-
plemented in order to show numerically the properties of the hedging
strategy.

6. Appendix

Solving the HJB equation with HARA utility func-
tion:

We guess that the indirect utility function, or the solution to (12.5)
is in the following form:

W
Ut,w) =g(t)—-.
v
Then
W
U = g/ t )
¢ (t) S
Uw gOwr =,
Uw g(t)(y = w1,
and
" a—r Uw oa—r
o =
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Substitute these expressions into the HIB equation (12.5), we get

g'(t) +vyg(t) =0,

where

The boundary condition reduces to

9(T) =1.

The indirect utility can now be obtained by solving this equation.

Proof of (12.10):

In the case when there is no transaction cost, it is well-known that
the call option can be replicated by a self-financing portfolio strategy
that requires an initial cash of

¢ =SN(dy) — e T KN (dy).

We denote this strategy by w¢. We will show that if we denote by

U(t, S,W) as the indirect utility function for the investor at time ¢ when
her wealth is W and the current (or spot) stock price is S,, then

7(0,S, W) = U0, W — c).

In fact, if this is not the case, say,

U(0,8,W) <U(0,W — c),

then let m; be the optimal portfolio that requires an investment of W —¢
at the beginning when there is no short position in call in her portfolio.
By definition,

UO,W —c¢)=FEU(T,WrT),

Consider the new trading
T=7+ 7r0,
which needs an initial investment of
(W—c)+c=W,

and has the terminal wealth of

W%r + (ST — K)+.
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Thus we have

U(,S,W) > EU(T,Sp, W)
EU(T, S7,Wf + (Sr — K)* — (Sp — K)™)
EU(T7 ST7W77E)

- #("9)
> U0,W —c),

which is a contradiction. In other words, we must have

U(0,8,W) > U(0,W —c).

The other side of the inequality can be shown similarly.
In general, we can show that

U(t,S,W)=UW — f(t,9)),

where S is the spot price of the sock at time ¢, and f(¢,5) is the price
of the call option when the when the spot stock price is S.

Notes

1. It is obvious that this result does not hold for general utility functions.

2. In the optimal control terminology, this type of problems are called singular control
problems because the processes L and M may be singular functions, i.e., they may be con-
tinuous and yet non-differentiable.

3. It can be shown the function defined this way converges to the indirect utility function
as N — 00, A¢, Ay — 0, see Barles and Souganidis (1991) for the proof of a similar result.

4. For better approximation, we can use interpolations at (i + 1)A¢ for this value
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Abstract

Keywords:

This paper considers a problem of multi-period supply portfolio selec-
tion and execution with demand information updates. A supply portfo-
lio specifies a buyer’s decision on selecting sourcing mix from among a
group of suppliers. We develop a framework for optimal supply portfo-
lio selection and execution. Further, we demonstrate that the optimal
portfolio selection follows a base-stock policy and the option execution
follows a modified base-stock policy. We also develop the structural
properties of the optimal policy with respect to option contracts and
inventories.

Portfolio selection, option contract, base-stock policy, supply chain man-
agement

1. Introduction

It has been well demonstrated that imperfect demand information in-
fluences buyer’s decision about order quantities and a supplier’s decision
about production plans, especially when supply lead-time is significantly
large. To facilitate the tradeoff between the supply lead-time and im-
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perfect demand information, various forms of supply contracts exist. A
supply contract provides flexibility to the buyer and early demand infor-
mation to the supplier. However, the management of supply contracts
is a challenging task to buyers, especially when the buyer has a number
of supply contracts from which to choose. A supplier mix, i.e., purchase
levels from different suppliers, is a supply portfolio to a buyer.

In this paper, we study option contracts. An option contract requires
the early reservation of capacities, thus allowing the buyer to decide
the exact purchase amount at a later time when an up to date demand
information becomes available. We assume that the buyer has multi-
ple suppliers from which to choose. At the same time, suppliers who
are more flexible provide contracts with lower reservation prices and
higher execution prices. In contrast, suppliers who are less flexible of-
fer contracts with higher reservation prices and lower execution prices.
Therefore, the buyer needs to reserve capacities from individual suppli-
ers, known as the supply portfolio selection, and needs to decide the
exact amounts to purchase from individual suppliers, which is known as
supply portfolio execution.

Martinez-de-Albeniz and Simchi-Levi (2003) study the problem of
supply portfolio selection and execution, where selection is made once at
the beginning of the planning horizon. The same portfolio applies to the
entire planning horizon, and the option execution happens at the end of
each period when the demand becomes known. In this paper, we allow
the buyer to select a unique portfolio for each period, and the option
execution occurs before the demand becomes known.

There is a large body of literature on supply contracts. Eppen and Iyer
(1997) study the “Backup Agreement” in fashion buying. Brown and
Lee (2003) model the “Take-or-Pay” capacity reservation contract that
is used in the semiconductor industry. Li and Kouvelis (1999) study a
time-flexible contract that allows the firm to specify the purchase amount
over a given period of time to meet deterministic demand. Tsay (1999)
considers a quantity-flexible contract that couples the customer’s com-
mitment to purchase no less than a certain percentage. Cachon and
Lariviere (2001) focus on the issue of information sharing in a supply
chain using an option contract. For supply contract management, Ca-
chon (2003) provides an excellent survey: we refer interested readers to
this survey article and the references therein.

Another line of research is supply chain decisions with demand in-
formation updates. Iyer and Bergen (1997) study how a manufacturer-
retailer channel affects the choice of production and marketing variables
under a Quick-Response program. They analyze how the demand vari-
ance influences the total profit of the retailer. Donohue (2000) develops
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an information update model with two production modes: the more
expensive production mode requires less production lead-time. Barnes-
Schuster, Bassok and Anupindi (2002) develop a general model that
involves two production modes together with one option contract and
two-period demand. Sethi, Yan and Zhang (2004) study models with
quantity flexible contracts which involves information updates and spot
markets. Zhu and Thonemann (2004) study the benefits of sharing fu-
ture demand information in a model with one retailer and multiple cus-
tomers. A recent book by Sethi, Yan and Zhang (2005) provides an up
to date review of models in inventory decisions with multiple delivery
modes and demand information updates.

In this paper, we study a model of multi-period supply portfolio selec-
tion and execution with demand information updates. We characterize
the portfolio selection and execution policies at the beginning and near
the end of each period, respectively. We demonstrate that the portfolio
selection follows a base-stock policy and the portfolio execution follows
a modified base-stock policy.

In the next section, we introduce the notation and problem formula-
tion. We develop the optimal policies of portfolio selection and option
execution in Section 3. Concluding remarks are provided and future
research directions are summarized in Section 4.

2. The Problem Formulation and Notations

In this section, we consider the problem of optimal supply portfolio
selection and execution, where a buyer makes reservation and execu-
tion decisions with the initial and updated demand information. The
sequence of this supplier portfolio selection and execution can be de-
scribed as follows. At the beginning of each period, each supplier first
presents the buyer with an option menu that indicates a unit reservation
and execution price. Based on the demand information available at that
time, the buyer makes a decision on how many units of the product to
reserve from each supplier, which is known as the portfolio selection.
Before the customer demand is realized, the buyer revisits the reserva-
tion plan with the updated demand information, and decides the exact
amount to be purchased from each supplier, which is known as the op-
tion execution. Finally, the customer demand is realized, the unsatisfied
customer demand is lost, and extra products are inventoried. The se-
quence of events and decisions are graphically illustrated in Figure 1.1.
We first list the notation that is used in this paper.

T: length of the planning horizon

t: period index
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n: number of available contracts for period ¢
x¢: reserved capacities for period ¢, x¢ = (x1(t), -, x,(1))
q¢: amount of option exercised, qt = (q1(t), -, qn(t))

I;: demand information with a cumulative distribution function F'(-),
and density distribution function f(-)

Dy: customer demand in period ¢, with unconditional and conditional
distributions H(z) and H(z|I), respectively

B(t): inventory level at the beginning of period ¢

vi: v = (v1(t),v2(t), -, v,(t)), where v;(t) represents the unit reser-
vation price for option ¢ in period ¢

wi: Wy = (w1 (t), wa(t), -, wy(t)), where w;(t) represents the unit exe-
cution price for option ¢ in period ¢

h¢: unit inventory holding cost in period ¢

r¢s unit revenue in period t, where r; > v; + wy
s: unit salvage value at the end of the horizon
a: discount factor (0 < o <1)

mi(t, B(t)): value function from the beginning of the 1st stage of period
t with initial inventory level 3(t)

m1(x¢; t, B(t)|1): profit function from the beginning of the 1st stage of
period ¢ when the initial inventory level is ((¢) and the selected
supply portfolio is x4

75 (t, X¢|7): value function from the beginning of the 2nd stage of period
t when the option capacity portfolio is x¢ and the observed demand
information is ¢

ma(Qye; t, X¢|é): profit function from the beginning of the 2nd stage of
period ¢ when option execution is q¢ the option capacity portfolio
is 2; and the demand information is ¢

To avoid trivial cases, we assume:

ASSUMPTION 2.1 The contracts are listed in the order of the execution
cost, i.e. wi(t) < wa(t) <--- < wp(t).

With this assumption, it is clear that we have vy (t) > vo(t) > -+ >
v, (t). Otherwise, if there are two contracts such that i < j, and v;(t) <
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Period t — 1 Period t Period t+1
I I
I I
Dy_1 realized Demand information ¢ Dy realized
Review inventory level B(t Option execution q¢ < x¢ Review inventory level 3(t + 1)
Demand information I¢ Demand information Iz
Portfolio selection x¢ Portfolio selection x4 1

The first stage The second stage

Figure 18.1. The sequence of events and decisions

vj(t), we conclude that contract ¢ dominates contract j, because w;(t) <
wy (t)

With the above notation and preliminary analysis, we start to write
the dynamic programming equations. Note that the inventory dynamics
can be written as B(t + 1) = (B(t) + q1(t) + -+ + qu(t) — D)™ for
t=1,---,T, where x* = min{0, z}. The profit function for ¢ is

T (t,B(1) = gg}g{m(Xt;t,ﬁ(t)!It)}
— max{-a(it) -+~ valhan(?)
+Ey, oJnax mo(qe; t,xe|i) | }, (13.1)
where
ma(a; b, xeli) = Ep, [re(De A(B(E) + -+ qu(t))) —wi(O)ar(t) — -+
—wn (£)qn(t) — he(B(t) + - + qu(t) — Dt)+
+amy (t+1,(80) + -+ () —D)*)].  (13.2)

The remaining inventory of last period is salvaged as:

T ((B(T) + qu(T) + -+ + qu(T) — Dp) ™)
= s(B(T)+q(T)+---+qu(T) — Dy)*t.

3. The Optimal Portfolio Selection and
Execution

To optimize the objective function of Equation (13.1), it is necessary
to choose decision variables x¢ and q for each ¢. Let us sketch the plan
for the optimal portfolio selection and execution. We first assume that
i (t+ 1,08(t + 1)) is concave in (¢t + 1), and
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dri(t+1,8(t+ 1))
dp(t+1)

\,8(t+1):0= vi(t+1)+wi(t+1)

and
dri(t+1,8(t + 1)) | <0
dﬁ(t_'_ 1) B(t+1)=+o0 .

With these assumptions, we prove that ma(qs;t, X¢|?) is concave in g (1),
for gj(t),j # k. For any given x¢ and the demand information i, we
choose qf (x¢, %) to maximize ma(qs;t, x¢|7). We then substitute q; (x¢, )
into 7 (x¢; ¢, B(t)|1;) of Equation (13.1) and demonstrate that

m1(x¢;t, B(t)|1¢)) is concave in x¢ for any initial inventory 3(¢). The next
step is to determine portfolio xj(/5(¢)) that maximizes 7 (x¢;t, 5(t)|1¢).
Finally, we substitute xj(4(t)) into 75 (¢, 5(t)) in Equation (13.1) and

prove that 75 (t,3(¢)) is indeed concave in [((t) and ﬁc(l,téi()t)) |6(t)=0=
U1 (t) + w1y (t)

ASSUMPTION 3.1 7y > wi(t)+v(t), k=1, ,n andry > —hy+a(v (t+
1) +wi(t+1)).

We start by presenting our first result in the following lemma: its
proof is included in Appendix.

LEMMA 3.1 With Assumption 3.1, for any q;(t),j # k, ma(as;t,x¢|i) is
concave in qx(t).

We now develop the optimal option execution policy qi for the given
reserved capacity x¢ with the updated demand information ¢. First, we
present the following lemma.

LEMMA 3.2 ¢;(t) > 0= g (t) = zx(t), Vk < j.

Proof of this lemma can be found in Appendix.

Remark 3.1 Lemma 3.2 indicates that we can rank option contracts
based on the execution cost. For such a list, a contract becomes active
only if its preceding contract has been exhausted. In other words, if
q; (t) <m;(t), then gi11(t) = gipa(t) = - = qu(t) = 0.

With Lemma 3.2, it is also possible for us to construct an algorithm
to find the optimal option execution policy. We start from the contract
with cheapest execution price to determine ¢;(t). Then, it follows by
determining g¢o(t). After figuring out ¢j(t),---,q;_,(t), we determine
q;(t) between the following two cases. (1) If ¢;(t) < xx(t), then let
qj(t) = 0,Vj > k; (2) otherwise, g;(t) = zx(t) and execute option con-
tract K + 1 for gf_(¢), if k+1 < n.
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To facilitate this procedure of finding qj, let us define a base-stock
level for contract k,

DEFINITION 3.1 Qx(7),k =1,2,---,n satisfies

(e — wi()) — (e + B H(Qx(i) | ) + adqj(t)Eth;(t b1,
(BE)+q(t) + -+ a(t) = D)) sy rqr )+ +ant)=0r () = O
(13.3)

Let Qp(i) be the smallest one if there are multiple solutions of equation
(13.3). To make sure that Q(i) is well defined, we need the following
lemma, the proof of which appears in Appendizx.

LEMMA 3.3 There ezists a unique Qi(i),k = 1,2,---,n. Moreover,

Q1) > Qa(i) -+ > Qu(d).

We now demonstrate how ¢ (¢) can be determined. Let g2(t) = ¢3(t) =
o =¢qn(t) = 0. Lemma 3.1, ma(q1(t),0,- - -,0;t,X¢,¢) is concave in ¢ (t).
Therefore, we choose ¢} (t) with the constraint of ¢} < x1(t). To simplify
the exposition, we use ma(qe;t) for mo(qe;t, X¢, ) whenever there is no
confusion. Rewrite Equation (13.2) as

B(t)+q1(t)
mo(at) = —(r+ hy) / (B(t) + q1(t) — DOR(D | i)dD
Frar (t) + A1) — wi (D (1)
Then

dma(q1(?),0,---,0;t)
dqi(t)
= (re —wi(t)) — (re + he) H(qu(t) + B(2) | )

+oquf(t)EDt7r1‘(t +1,(q(t) + B(t) — Dy)T).  (13.5)

With this expression and Lemma 3.1, we obtain the following lemma,
which is required for proving Lemma 3.3. Proof of this lemma can be
found in Appendix.

LEMMA 3.4 —(re + he) H(B(¢) | ) + agggy Ep,mi(t + 1, (B(t) — Di)*) is

non-increasing in (3(t), i.e.

2
—(r¢ +he)R(B(t) | 7) +a<dﬁd(t))2EDt7r>f(t+ 1, (B(t) — Dy)™) <0. (13.6)



256

With Definition 3.1, and Equation (13.5), the optimal execution of
the supply contract 1 is

0, if 5(t) > Q1(4);
qi(t) = ¢ Q1(i), if Q1(7) —z1(t) < B(t) < Q1(i);
z1(t), if B(t) < Q1(i) — x1(t).

We now move to determine g¢;(t). If ¢j (t) = 1(t), then let g2(t) be the
next decision variable. By Lemma 3.1, we know that ma(z1(¢), g2(t), - -, 0;¢)
is concave in g2(t). Similarly we obtain

dma(x1(t), g2(t), - - -, 0;1)
dga(t)
= (1t —wa(t)) — (re + he) H(ga(t) + B(t) + 21(2) | 9)

+aLEDt7r;‘(t + 1, (g2(t) + B(t) + z1(t) — Dy) ™).

dga(t)
(13.7)
By Definition 3.1, Q2(i) satisfies
(re — wa(t)) = (re + he) H(Qa(i)) + adqj(t)Em{(t 41,
(B +21(t) + @2(t) = D)) ls@y+a1 (0 +a0=2) = O
(13.8)
The optimal option execution of supply contract 2 is
0, if Q2(') - ﬂ?l( ) < B(t) < Qu(z) — a1 (t);
© < Qz( ) = 961( )i
z2(t), if B(t) < Q2(i) — @1 (t) — w2(2).

Following the same procedure, we can obtain the optimal option exe-
cution for other supply contracts. We summarize the optimal option
execution process in the following Lemma.

LEMMA 3.5 The optimal option execution (I =1,---,n) is:

case 1 when Q;(i) —xj—1(t) —--- —x1(t) < B(t) < Qj—1(i) —xj—1(t) —
= @(t); g (t) = 0,V > j and g (t) = 2} (t),V] < j;

case 2 when Q;(i)—x] — —a:l t) < B(t) < Q](z) zj—1(t)— z1(t);
g (t) =0,V > j, qj() Q;(1) — B(t) — —mj—l()ansz()Z

xf(t),Vl < j.
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4 ! Ql(z)
Qnlt) =t ] P aw-=
e 3 i (i) — 21

3 3 QQ(Z) — X2 —T1

i i Qj—1(i) —mj_1 — -+ —m

i B(t) in case 1
QJ(Z) — X5 — — X1 : e

Figure 13.2. Replenishment policy illustration

The process of determining the optimal option execution is illustrated
in Fig. 13.2.

To this end, we have solved the problem of option execution, and we
are ready to deal with the problem of portfolio selection. Note that the
portfolio selection problem involves an expectation over the demand in-
formation signal I. It would simplify the optimization process if we could
connect the optimal option execution with the demand information sig-
nal. In what follows, we explore the relationship of the option execution
and the demand information. We demonstrate that there is a one-to-one
mapping between the order quantity on individual contracts and infor-
mation intervals. To do that, we need to connect the option execution
to the demand process. We assume that the demand is stochastically
increasing, i.e. Vi < i, H 1(2]i1) < H~1(z|is).

Hence, H(Qy | 7) is decreasing in i. By Lemma 3.4, the left-hand side
of Equation (13.3) is non-increasing in Q (7). Hence, Q(7) is increasing
in 14, i.e.

Qr(i1) < Qrliz), Vi < 2. (13.9)

Now, we define the critical demand information signals.
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DEFINITION 3.2 Define the critical information values (i, i k=0, , M)
as follows, for x;(t) >0,Vj=1,---,n,

io=1do is s.t. Qi(io) = B(t)
iv o ds st Qi) = B(E) +aa(t)
i1 s st Qa(in) = B(t) + a(t)

igis st Qa(i2) = B(t) + w1 (t) + 2(t)

~ ~

in—1 48 8.l Qnlin—1) = B() +z1(t) + -+ 2zp-1(t)
in is s.t. Qn(znll) = ﬁ(t) + xl(t) +eee xn(t)
in 18 400

where Q. (i) is defined in Definition 3.1. A R
For some k,k=1,---,n, s.t. xf =0, then ip_1 = ip_o and i = ip_1.
If 5(t) = 0, then ig = —o0.

The option execution policy gi of period ¢ is as follows.

THEOREM 3.1 Given the initial inventory 3(t) and reserved capacity X,
the option execution depends on the updated demand information I = 1.
Specifically, it follows the modified base-stock policy that is illustrated in
Table 1.1.

Proof. From Equation (13.9), we know that as the information i in-
creases, the thresholds become larger and move to the righthand side of
Fig. 13.2. Hence, the result is straightforward from the Definition 3.2
and Lemma 3.5. ]

With Theorem 3.1, we are ready to deal with proving the concavity
of m1(x¢;t, B(t)|[;) with respect to x¢. We summarize our result in the
following lemma, the proof of which appears in Appendix.

LEMMA 3.6 Given initial inventory B(t), m (x¢;t, B(t)|I;) is concave in
Xt .

To this end, we have demonstrated that for a given ((t) with respect
to x¢, m1(x¢;t, B(t)|1¢) is concave in the feasible region of the polyhedral
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Table 13.1. Option execution: modified base-stock policy

Case  Information Revised i option execution q;

(0) (—o00, io) gi(t) = gs(t) =+ =0

(1) [io, i1) gi(t) = Qi) — B, g3 () =~ = gs(t) =0

(2) [i1,1) Gt =zi(t), g5(t) = - = gn(t) =0

(20-2) [in—1,in"1) gi(t) =21(t), -, q) " =wna (), g2(H) =0
(2n-1) [in-1,in) GO =21(t),, u()=Qn () —f—z1(t) =~z 1 (t)
(2n) [in, +00) gi (1) = 21(), g3 (t) = @2(1), -+, i (t) = @a(t)

cone of nonempty interiors. This fact implies that K-K-T conditions
are necessary and sufficient at optimality (Dimitri P. Bertsekas, (1995)).
The portfolio selection x; can be found by using K-K-T conditions.
Define the associate Lagrangian multiplier ; for each constraint x;(t) >
0,7 =1,---,n. Then, the K-K-T conditions are
omy(x(t), -,k (t);t %
_om( 1((32;({) 7 (B)st) — i =0,
pi =0,
w; = 0,Vz;(t) >0,
O (3 (8),mp (1)) _ O,Vl';f(t) >0,

Oz;(t)
ie. j=1,2,---,n.
Om (2 (), (£);t) _
1 laxj(t) < O’VI‘;(t) =0,
DEFINITION 3.3 Define yn(t), -+, y2(t),y1(t), such that

omy(t) | _0
8.%'n(t) B(t)+-+zn(t)=yn(t) ’

omy(t) | s
ax2(t) B(t)+x1(t)+x2(t)=y2(t),-,B(t)++xn(t)=yn(t) )

o (t)
o1(2) |56 +1(O=y1 (1), 80+ +en(=yn (= 0. (13.10)
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If there are multiple values for y;(t),j =1,---,n, then choose the small-
est one.

To obtain xj, the following lemmas provide us with an algorithmic pro-
cedure. Proofs of Lemmas 3.7, 3.8, and 3.9 can be found in Appendix.

LEMMA 3.7 There exist unique yn(t),---,y2(t),y1(t). Moreover, y;(t)
can be found one by one in the order of y,(t),- -, y2(t), y1(t).

LEMMA 3.8 Ify(t) = B(t)+27(t)+-- -+ (t), k=4, ,n and y;(t) <

yj_l(t), then x;_l(t) =0, where j =2,---,n. -

LEMMA 3.9 If yp(t) = B(t) + 21(t) + -+ + z},
yi(t) < B(t), then «j(t) = - = aj(t) =0, j =

t),k=7+1,---,n and

’...7n‘

With the above lemmas, we now develop an algorithm in determining
the optimal xj.

n If y,(t) < B(t), then by Lemma 3.9, x{ = 0. Else go to the next
step.

w If y,—1(¢) < B(t), then by Lemma 3.9, z%_,(t) =z} _o(t) =--- =
x7(t) =0, and then x} (t) = yn(t) — B().
Else if y,—1(t) > B(t) and y,—1(t) > y,(t), then by Lemma 3.8,

x}_(t) =0, contract n — 1 is inferior and go to the next step.

Else if yp,—1(t) > B(t) and yp—1(t) < yn(t), then y,—1(t) = B(t) +
() + -+ a1 (t), x5 (t) = yn(t) — yn—1(t) and go to the next
step.

= Ifyl(t) < B(t)v :L’T(t) =0,xg = (07yQ(t)_ﬂ(t)7y3(t)_y2(t)7 T 7yn(t)_
Yn—1(t)).
Else if y1(t) > ((t) and y1(t) > y2(t), then by Lemma 3.8, z3(t) =
0, contract 1 is inferior.

Else if y1(t) > 8(¢) and y1(t) < y2(t), then 27(t) = y1(t) — B(2),
w3(t) = y2(t) — y1(t).

It can be seen from the above procedure that if y;(t) < y;—1(t), then
z7_4(t) = 0, which is indifferent to the inventory level 3(t). Note that
such a contract is known as an inferior contract. To simplify our pro-
cedure for finding xj, we remove all inferior contracts from further con-
sideration. Hence, without loss of generality, we have the following as-
sumption.
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Inventory level

Ym (t ”””””””””””””
Tm (1)
ymfl(t) ——————————————————————————
:Cm_l(t)
ym—Q(t) ——————————————————————————
/L\ xmfz(t)
Ym—3(t)f——— Initial inventory (3(t)
|
|
|
) ! Other contracts
b2 Not in use
Y1 (t)
0

Figure 13.3. A demonstration of the optimal supply portfolio selection

ASSUMPTION 3.2 y1(t) < ya(t) < -+ < ym(t), m < n.

THEOREM 3.2 (i)After eliminating all inferior contracts, for an initial
inventory ((t) the portfolio selection follows a base-stock policy. Specif-
ically, if B(t) > ym(t), then xi = 0. Otherwise, we can find 1 < k <n
such that yx—1(t) < B(t) < yx(t), (yo(t) =0).

y](t)_yjfl(t)v j:k—i_l?am:
zi(t) = ¢ w(t) —B@1), =k
0, =1, k-1

(7i) The base-stock levels yi(t), -+, ym(t) are defined by Definition 3.3.
Further, yx(t),k = 1,---,m is decreasing in vi(t) or wi(t).

Proof. From the above procedure for finding x;, we know that the
optimal portfolio selection x; follows the base-stock policy as illustrated
in the first part of the theorem.

It is easy to see that the left-hand side of Equation (13.A.12) decreases
as vp(t) or wy(t) increases. By Definition 3.3 and Lemma 3.6, the left-
hand side of Equation (13.A.12) decreases as y,(t) is increasing. Hence,
Yn(t) is decreasing in vy, (t) or wy(t). Proof for y;(t),j =n—1,---,1 can
be developed similarly. O

We now use Fig 13.3 to illustrate the procedure of the optimal supply
portfolio selection. Based on Definition 3.3 and Lemma 3.7, it is possible
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for us to calculate y;(t),i = 0,---,m. Note that y;(¢) is independent of
B(t). As yi(t) > yi—1(t), Figure 13.3 depicts y;(t) as different levels or
known as base-stock levels on the left side, and the inventory level 3(t)
as a dashed line. If there is a y;(¢), such that y;(t) > 5(t), all contracts
i,9+ 1,---,m are active. For j > i the distance between y;,1(t) and
y;j(t) represents the capacity selected for contract j + 1. The distance
between y;(t) and 3(t) is the capacity selected for contract i.

This result demonstrates that the selection process starts from the
most flexible contracts. The less flexible suppliers are used only when
the initial inventory is very low.

The follow lemmas show the concavity of 7 (¢, 8(t)) in ((t), and their
proofs appear in Appendix.

LEMMA 3.10 75 (t,3(t)) is concave in B(t),V3(t) > 0.

LEMMA 3.11

dri(t, 5(t))
dg(t)

To this end, we complete the mathematical backward induction proof
except for the last period.

When t = T, we use +s instead of —h; and remove the last term of
amf(t+1,(B(t)+- - +qn(t)— D¢)™) in the Equation (13.2). Then, in the
same manner, it is straightforward to prove that =3 (¢, 3(t)) is concave

in 8(T),VB(T) > 0 and dzé((:;)o) = vh + wi.

dri(t, B(t))
_ .1 1
lst)=0=v; +wi(t), and 300 |6(t)=+00< 0.

4. Conclusions and Research Directions

In this paper, we develop a model for supply portfolio selection and
execution. We demonstrate the existence of an optimal selection and
execution policy, and show that the selection process starts with the
most flexible suppliers, and the execution process starts from the most
less flexible suppliers.

It is worth noting that we only consider the decision process of the
option contract selection and execution. The problem of designing the
contract, which is the task on the supplier side, remains unsolved. In
particular, the reservation and execution prices are treated as input pa-
rameters. How a supplier determines these prices remains an open ques-
tion. These areas may be fruitful research directions in the future.
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Appendix
Proof of Lemma 3.1. First, fixing other ¢;(t),j # k, let

gt(qi(t)) = re(De A (B(t) + -+ + an(t))) — w1 (t)qr(t) — -+ — walt)gn(t)
—he(B(t) + -+ qa(t) = De)" + oy (BE) 4+ +aa(t) — DT (13.A.1)

Hence by Equation (13.2), ma(qt;t, x¢|i) = Ep,(9:(qx(t))). As D, is independent of
gr(t), the concavity in gx(t) can be preserved after the expectation in D;. Then we
only need to show that g:(gx(t)) is concave in gx(t), given ¢;(t),j # k.

Case 1 If B(t)+- - +qn(t) — D¢ <0, g:(qr(t)) = re(B) +- -+ gn(t)) —wi1(t)qr(t) —

s = wa(B)gn (t) + amyy (0), and % =7 — wi(t) > 0;

Case 2 Otherwise, B(t) + -+ + qn(t) — Dt > 0, g¢(qr(t)) = reDe — wi1(t)qr(t) —

= 0 (Dga (1) = he(B(0) + -+ an(t) — Do) + iy (B(0) + -+ + u(t) — Do)

dge(an(t) _ dre (141,804 +an()-Dy)
o = —we(t) = he + o= Ao (D ‘

position we know that dri (41,60 +- +qn ()= D)

dqp (t)
% is non-increasing in qi(¢). Additionally, when 3(¢t) +

d
<-4 gn(t) — Dy = 0, 7%;:’25;)) ‘Qk(t):Dt_Ej;ék aj ()= —wk(t) — he + avi(t +
1) +wi(t 4 1)).

and

. Recalling the sup-

is non-increasing in ¢x(t) and

consequently

Recall Assumption 3.1, which guarantees that r: — wi(t) > —wg(t) — he + a(vi(t +
1) +wi(t+1)), i.e. at the joint point of two cases, i.e. when gi(t) = D — 32, qr(?),
the left-hand derivative is no less than the right-hand derivative. Hence, g:(qx(t)) is
concave in gx(t). The lemma is proved to be true.

Proof of Lemma 3.2 Given ¢j(t) > 0, suppose that there is k < j, s.t. ¢i(¢)
21 (t). We can find q,,(t) = g (t) + &, > 0 and q;(t) = q;(t) —e. Then —w(t)qp(t)
w5 ()a)(1) =~k (105 (6)— w3 ()05 (1) + (~wn(0)F w5 (1)) > —awn(1)ai (1) 1w ()5 1)
since wg(t) < w;(t) (Assumption 2.1). Hence we obtain

<

—wi () qi (1) — wi(£)g;(t) > —wi(t)gi () — w;(t)g; (t)
@ () + a;(t) = ai (1) + g (t)

Recall that (gx(t), g;(t)) appears in Equation (13.2) in terms of —wy (t)qi (t) —w; (¢)g; (¢)
and gk (t) 4+ ¢;(t), and D, is independently distributed from gx(t) and ¢;(t) so that the
expectation preserves the order of preference. Hence, to maximize Equation (13.2),
it is better to choose (q;C (t), q;- (t)) than (gx(t), q; (t)), contradicting (qj(t), q; () to be
optimal.
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Proof of Lemma 3.3. Let Qx(i),k = 1,2,---,n be the least solution to the
following equation of u:

(re —wi(t)) = (re + ha) H(u | i) + a———< Ep, i (t + 1, (B(t) + q1(1)

d
dap(t)
oo ar(t) — Dt) ) s +ar )+ +au)=u = 0.
(13.A.2)

Let us show that Equation (13.A.2) always has solutions so that Qx(¢) is well defined
for all k. First of all, by Lemma 3.4 the left-hand side of this equation is non-

increasing in u. Secondly, when u = 0, the demand cumulative distribution function
H(u | i) = 0. Then, the left-hand side is

re — wi(t)

d %
+amEDt7Tl (t+1,(B(t) + qu(t) + -+ qu(t) — D)) [8(t)+q1 (£)++-+ap (£)=0
> 71y —wi(t) >0 (13.A.3)

Thirdly, when v — +00, the demand cumulative distribution function H(u | i) = 1.
Then, the left-hand side of the above equation is

d
—wi(t) — ht+adﬁ( )EDﬂTl(tJrl » (B()

+q1(t) + -+ @k (t) — D)V [a(0)+qr (0)++an () =+oc
= —wi(t) —h 4'0‘/+oo - — i (t+1,8(t)
- B ST N

+a1(t) + -+ k() = 2) s +ar )+ +ar(t)=too AH (2 ] 1)

< —wWg (t) — hy < 0.
The first inequality is by W |3t+1)=+00< 0, which is assumed at the
beginning of Section 3. Hence, there is at least one real number u that satisfies
Equation (13.A.2). By the last sentence of Definition 3.1, Qx(¢) is unique.

As wi(t) < wFT (Assumption 2.1) and by Lemma 3.4 the left-hand side of Equa-
tion (13.3) is non-increasing in Q(7), it is straightforward that Qx(i) > Qr41(7).
Hence,

Q1(8) > Qa(i) -+ > Quli). (13.A.4)

Proof of Lemma 3.4. By Lemma 3.1, i.e. the concavity of m2(q1(¢),0,---,0;t) in
(t) dma(q1(t),0,:--,05t)
oit), daz (t)
B3(t) appearing in Equation (13 5), we know that given a specific q1(¢), (r: —wi(t)) —

(re+he)H(qu(8) +8(¢) | i)+ dql(t)EDtﬂ—l (t+1,(q1(t)+B(t) — D) ™) is non-increasing
in B(t). Hence, letting q1(t) = 0, we obtain that (r; — w1 (t)) — (re + he)H(B(2) |
1) + W‘lt)lEDﬂrf (t+1,(8(t) — Dt)+) is non-increasing in 3(t).

Proof of Lemma 3.6. According to Theorem 3.1, rewrite Equation (13.1) as
follows.

is non-increasing in ¢ (¢). Comparing the positions of ¢; (t) and

mi(xe3t, B(£)| 1)

=  —v(t)zi(t) —va(t)z2(t) — - — vp(t)xn(t) —|—/ [72(0,---,0;t,4)] dF7(4)

— 00
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+f " (@1 (i) — B(),0. - 0:1,1)] dF (i)

-|—/l1 [r2(x1(t),0,- -, 0;t,4)] dF7(4)

+/°° o (2), - (8): £,)] dE1 (1)

s.t.

Rewriting Equation (13.2) as

ma(qest, i) = —(re + hae)

B(t)+aq1(t)+-+an(t)
/ H(D | 4)dD

+re(qu(t) + -+ +an(t) + B(1))

—wi(t) =+ — wn(t)gn(t) + aEp, 7y (B(E) + -

we then obtain

w1 (xe3 1 A1) 1)
= i (B)a1(t) — va(t)aa(t) — - — va(Daa(t)

) B(t)
v

—(Tt + ht) H(D | )dD + Ttﬂ( )
+aEp,mi(t+1,(8(t) — D)1) dFr(i)

0

i1 Q1 ()
+/ —(m+ht>/0 H(D | )dD + 1@ (i)

(13.A.5)

(13.A.6)

(13.A.7)

+ Qn(t))+ .
(13.A.8)

—wn (D(@Q1(0) — B(1)) + aBp,wi(t + 1, (Qu(i) — D)) dFi(i)
i [ x1 (t)+6(t)
+/ (e +ht>/o H(D | i)dD + ro(a: () + B(1))

*w1(t)jr1(t) +aEp,m (t+1,(B(t) + z1(t) — De)™) dFr(i)

' in Qn(2)

+ / (e + ho) / H(D | §)dD + rQn(i)
Cwn Bz (t) — - — P (1)

i ()@n(i) 4 n EYEE) 4 - 4 Tr (D)
faBp, 7t 4+ 1, (Quli) — DY) dFi(i)

o/

n

Bt)+z1(t)+-+zn(t)

0
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+re(B(t) + w1 (t) + -+ F a(t) —wi(t)za(t) — - — walt)za(t)
+aEp, i (t+1,(B(t) + - + zn(t) — Do)¥) dF(i). (13.A.9)

Take the partial derivatives with respect to z1(t), z2(t), -, zn(t).

671'1(75)
Oz1(t) h
= —ui(t) —wi(@®)Fr(ir) + /21 [—(re + he)H(B(t) + 21 () | i) + 74
i dxi >EW1“+ L (A +21(t) = D)") dFi(i) +/ [wa (6)) dFy (i)
/ [—(re +he) H(B(t) + 1 + 22 | ) + 70
+adx1( )EDtTrl (t +1 (ﬁ(t) + Ilﬁl(t) + l’z(t) — Dt)+) ]dF](’L)
Jr ......
+/’n71 7(7.t+ht Z +Tt
d ) n-1 ‘
+amEDt7T1(t+1,(ﬂ(t)+j:1 j(t)th)+) dFy (i)
+ / " fwa(®)] dE1 (i)
+/+°° —(re + he)H Jer] )+ 7t
d
TGy Dot L +Z% )| dFi (i)
dll
Jrdn&l( )M(Ql(“) = B(8),0,---, 08, 1) f1(in)
d/l»l . .
daa (t )m(xl(t)’o""’O?tvll)fl(ll)
d;lllzt)m(wl(t),(),-u,O;t,il)fz(il)
din - a s
_dacl(t) mo(z1(t), Q2(i1) — z1(t) — B(t), -+, 0;¢,41) f1(21)
+ ......
dip
+m7r2(l’l(t),--.’l’n 1() Qn ’Ln 1 ZI'J t 11 f[ 'Ln)
dip
_d:cl(t)m(ml(t)""’mnfl(t)vl’n(t);t,u)fz(zn)

= —oi(t) —wi () Fr(in) + /21 [=(re + he) H(B() + 21(8) | 4) + e
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d . |
+amEDtﬂ'1 (t+1,(8() + z1(t) — Dt)+) dFy (i)
+/A12 [w2(t)] dF1 (%)
+/12 [_(Tt + ht)H(ﬁ(t) + 1+ 22 | Z) + 7
d . ‘
+OlmEDt7T1 (t+1,(B8(t) + z1(t) + 22(t) — D)) dFr(3)
+ ......
+/ln—1 —(re +he)H +ZIJ .
+admd()EDt7r1 (t+1,( +Z% )| aF i)
+ / " fwn ()] dF ()
[ e +Zx]
et e Pomi -+ 1, (3(0) + ij ) ar().  (13.A.10)

The last equality holds by the definitions (see Definition 3.2) of Qi (i) when the
information ¢ = ix_1, iy respectively. Similarly,

omi(t)
6332(13)
= —va(l) —w(t )F1(i2)

-l-/ [—(re + he)H(B(t) + 1 + 22 | 1) + 74

+°‘de( FED (¢4 1, (3(0) + a1 (1) + 22(t) = D)) dF1(0)

+ ......

[ bHBO + Y (0 )+

+O‘dxj( )EDtTrl (t+1,( +ij )| dF1(3)
/ )] dF (i
/ ’I"t + ht Z x] ; + T
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- (t)Eml (t+1,( +ij )| dFr(i), (13.A.11)

67T1 =/
a = —Un — Wn F n
T = —na®) - wn(OFi(in)
—+o0
+/ —(re+ he)H +Zz1 )+ e
ta—2 _Ep,x (t+1,( +Zx )| dFr(3).
dmn() Dy 1 J I

(13.A.12)

To ascertain whether it is concave in the xt, a vector, we need to obtain the second-
order derivatives as follows:

(91 (2))?
- /Zl [=(re + he)R(B(E) + 21(2) | 7)

N
(fiff»l(lﬁ))2

+f Y (4 h)R(B(E) + 1+ 22 | )

Ep,mi(t+1,(8(t) +z1(t) = D)) dF(i)

d? . .
+(XWEDJF1 4+ 1,(8() + z1(t) + z2(t) — Dt)+) dF (i)
I
+/I7H —(re +h)R(BE) + ) () | 9)

d2
+QWEDt7T1 _|_ij )| dF ()

+oo
[ | et +ij(t)

J2
+QWEDt7T1 )+ Zz] )| dFi )

diq

oty e BOH(B(0) +0(8) [i2) 47
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o d
da:l(t)

diy
d[L‘1 (t)

+

Ep,mi(t+1,(B(t) + 1(t) — Di)™) — wi (£)] fr(ir)

[—(re + he)H(B(t) + 21 () | 1) + 74

+aLEDt7rf(t +1,(8@1t) + z1(t) — D)) — w1 (8)] f1(in)

dml(t)

M0

[wa(t) — w1 (t)] fr (i)

[wn (t) — w1 ()] f1(in)

—(re + he)H +Zx3 ) | in) + 7

Ep,mi(t+1,(8(t) + Z z;(t — w1 ()] f1(in)

= / [ (re + he)R(B() + 21.(2) | )

+

(@m»

s B, mi(t+1,(B(t) + 1 (t) — Do)") dFi(i)

+/”km+mmwm+m+mu>

«@ d? ol 1 22(t) — DT V(i
Tl @ LY T(t+1,(8(t) + z1(t) + w2 (t) — D) ") dFy(i)
T
+/ln71 (Tt“‘ht +Z‘TJ

d2
+amED,7r1 (t+1,( +ij )| dFi ()
+oo
+f —m+mmw@+§j@@
d2
+OémEDt7T1 t+1 —|—ij dF]()
(13.A.13)

The last equality holds by recalling the definition of Q¥ (ix) and Q¥ (ix_1). Specifically,

by Definition 3.1 and 3.2,

—(’I"t-‘rht)H(ﬁ(t)‘i‘l’l( ) | 21)+Tt+a

Ep,mi (t+1, (B(t)+a1(t)—D; ) ") —w1 (t) =0,
(13.A.14)

d
dz1(1)
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~(re ROH(B(O + 21(6) | 5) + 72+ o s Bomi (¢ 4+ 1,80 + 21(6) — D))
—wl(t) = ’LUQ(t) — W1 (t), (13A15)
—(r¢e + he)H +ij | in) + 72
—l—adm(lj( )EDJH t+1,( —&—Zx] Y —wi(t)
= wn(t) — wi(t). (13.A.16)

dma(q1(t),0,--+,05t) -

Moreover, by Equation (13.5)and Lemma 3.1, is non-increasing in

dq1 t)
q1(t). That is
d27T2(q1 (t)a 0,---,05 t)
(dar (0))2 <0; (13.A.17)
i.e.
d> . .
—=(re + he)h(qu(t) + B(2) | 4) + WEDNH(H- L(q(t) + B(t) = D;)™) <0.
(13.A.18)
.. . d%n (z1(t),q2(¢),---,05t) . d o (21 (t),x2(t),,qn (t);t)
Similarly, we can obtain 2 tdqz(f))z <o,-- 20 (dq3<t)) <0,

and strictly less than 0. Substitute these inequalities into Equation (13.A.13) and we
can obtain

827T1( )

775 = a1 .
@)y~ =0

Further, where k =2,---,n

a2 b
Ep w141, (00) + Y 2i(0) -

(dz1(t))?
d2
= @) dm@) L +Z“] - Dy
d2
= mEDt7T1 (t+1,( Zx] . (13.A.19)
Similarly,
82mi(t)
(3%2@)2

=+ [T+ hb(B0) + 01 +02 | )

i2

s Ep, i (E+ 1, (B(8) + 21 () + x2(t) — Di)™) dFi(0)
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d? . n-l
+O¢WEDNT1 (t +1, (ﬁ(t) + ; mj(t) _ Dt)+) dF[(Z)
+o0 n
+/ —(re + he)R(B(t) + ij(t) | 4)
d? i n
+QWEDt7T1(t+1,(/B(t)+]§1l‘](t) _Dt)+) dFI(Z)
__om®)
O (0))Oza(r) ~ 2 =0 (13.A.20)
and
a1 < ag
827T1(t)
(Ozn(t))?
~+o0 n
- +/ —(re + he)R(B(t) + ij(t) | )
+a(dx1(t))2EDt 1(t+1a(ﬁ(f)4—jg1 () — D)) | dF1 (i)
_ 0% (t) _”.:M:a
T (02 (1) (Bzn_i(t)) Gon@)) Oz @)~ =0 (13.A.21)
and
an—1 S Anp,.

Hence, the Hessian Matrix

a1 as - an
as as - an
A, =
an an Qn
where a1 < az <---<a, <0.
Let, k=1,2,--- n,
1 -1
1 -1
Br = Ak
1 -1
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ar —ai1+a2 —az+az -+ —ag—1+ag
as 0 —az+az -+ —ax—1+ ag
= as 0 0 . ; .(13.A.22)
: - —ag—1tag
ar 0 0 0

Hence, principal minors of A,
|Ak| = |Be| = (—1)*(—ar)(—a1 + a2)(—az + az) -+ (—ar—1 +ax);  (13.A.23)

|Ak| >0, if k is even;
|Ax| <0, if kis odd.

which means A,, is negative semi-definite.
Hence, given 3(t), m1(x¢; ¢, B(t)|I¢) is concave in the options portfolio vector x¢.
Proof of Lemma 3.7. First we develop the following algorithm to find out the
values of yn (), -, y2(t ) yl( ), if they exist. We start with finding out the value of
yn(t) by its definition "7(75) |8t)+-+an ()=yn(t)= 0, where B;Ti((?) can be found in
Equatlon (13.A.12). After finding out yn(t),---,y;+1(¢t), we can find out y;(t) by

on ..
the definition of leét; |g(t)+...+zj(t):yj(t)7uA”3<t)+“.+zn(t>:yn(t): 0 similarly. After

i.€.

(13.A.24)

determining y, (), - - -, y2(t), the last step is to use equation

(97T1(t) | -0
dz1(2) Bt)+z1(t)=y1(t), -, B(t)+ - +zn (t)=yn(t)

to find out the value of yi(t), where g:iéz; can be found in Equation (13.A.10). To
finish the proof of existence, we only need to show the existence of y;(t),j =1,---,n
solved by the algorithm mentioned above. Taking y,(¢) as an example, the right-hand
side of Equation (13.A.12) can be considered as a function of 8(t)+- - -+xn(t) = yn(t).
It is non-increasing in y,(t) by its concavity in z,(t). It is easy to check that the
right-hand side of Equation (13.A.12) is positive when y,(t) = 0 and negative when
yn(t) = +00. Hence, there is a y,(t), which ensures that expression (13.A.12) equals
0.

The uniqueness of this is proved by the last sentence of Definition 3.3.

Proof. of Lemma 3.8 We have two choices of 27_, (). The first case is 27_; (t) >
0 and M"(;; = 0. Then, y;_1(t) > y;(t) = B(t) +xi(t)+- - +xi(t) > B(t) +a5 () +

-+ x5_41(t). Hence, recalling Lemma 3.6 and Definition 3.3 for y;_1(t), we can

. Om(xg;st) omy
obtain lv t(t) > B2, 1(t) l3(t)+a1 (1) +-- 4z 1 (H=y;_,(ty= 0, which contradicts the

K-K-T conditions. The second case is }_;(t) = 0 and % < 0, where there is
i

no contradiction.
Proof of Lemma 3.9. If y;(t) < 8(t), as z1(t),-- -, zj(t) > 0, then B(t) +271(t) +
-+ xj(t) > y;(t). Hence, by Lemma 3.6 and Deﬁmtlon 3.3, %xt)t) < 0, which
results in z}(t) = 0. As we have y1(t), --,y;-1(t) < y;(t) < B(t), we can obtain
z1(t), -, xj_1(t) = 0 similarly.

Proof of Lemma 3.10. According to Theorem 3.2, the feasible interval of
B(t) is divided into n + 1 subintervals, i.e. [0,y1(t)], [y1(£),y2(t)], -, [Yn—1(t), yn (t)],
[yn(t), +00). We will show that 77 (¢, 5(t)) is concave in B(t) in each subintervals and
the right-hand and left-hand derivatives are equal at the joint points.
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Case 1: 3(t) € [yn(t), +00) In this case, according to Theorem 3.2, x; = 0. Then,
by Definition 3.2 49 = -+ - = 45, and by Theorem 3.1 q{ = 0. Hence, by Equation (13.1)

“+oo
ﬂf(t,ﬁ(t)):m(O;t,B(t)):/_ [m2(05 ¢, 8)]dFr (2), (13.A.25)

where, by Equation (13.2),
m2(0;t,7) = Ep, [re(DiAB(t)) —he(B(t) —Dy) T +ari (t+1, (B(t)— D) ™)]. (13.A.26)

From Equation (13.A.8), we have

dri(t,B() po
G = wo+ [ o)
e+ h)H(B() | ) + a2 Ep, wi(t+1,(8(t) — D)) }dEi(d).

dB(t)
(13.A.27)

By Lemma 3.4, we know that Equation (13.A.27) is non-increasing in 3(t). Hence,
71 (t, B(¢)) is concave in G(t) for Case 1.
When (5(t) = yn(t), o = in, then we have

dni (¢, 5(t)) |
dﬁ(t) B(t)=yn(t)
+io
= wa(t) + 1 {(re —wa(t)) = (re + he) H(yn(2) | 2)
+a2
“aa(t)

—+o0
+ / {(re — wn(£)) — (e + o) Hya(2) | )

n

d y _
to s B mEE L (n(t) = DY) ydE(i).  (13.A.28)

By Definition 3.3 for y,(t) , the last term equals v, (t) and we have

dri(L60) |
dﬁ(t) Bt)=yn(t)

+i0
= on(t) +wn(t) +[ {(re —wn(t)) = (re + he) H(yn(2) | 7)

Ep, mi(t+1,(ya(t) = De)*)  dF1(i)

+a Ep, 7i(t+1,(ya(t) — D)V) }dF1(3). (13.A.29)

_d_
dp(t)
Case 2: ((t) € [yn—1(t),yn(t)] In this case, according to Theorem 3.2, x{ =

(07 A} 07 y"’b(t) 76(t)) and ﬂ-f(t: ﬁ(t)) = 771(0, Tt 07 yn(t)iﬂ(t)’ t, 6(t)) By Definition
3.2,ip ="+ = inll. Hence,

73 (1 5(6)) = 10,0,y (8) — (D)1, 5(9)
= o)) — BD) + / " ma(0, -0, 0)dF7 (i)
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+/7‘" m2(0, -+, Qf — B(t);t,1)dF (i)

+oo
+ / 72(0, () — B(E); 1, 8)dFy (i)

io B(1)
= —oua(t)(yn(t) — B(t)) + [ [—(re + he) H(D |i)dD + r3(t) +

OCEDtﬂ'T(t + 17 (B(t) - Dt)Jr)]dFI(Z)

in QY
+/ [—(re + ht)/o H(D | )dD + Q7 — wn(t)(QF — B(t))
+aBp, i (t+1,(Q — Di) ")dF(i)

+oo Yn (1)
+ / = (e + ho) / H(D | 4)dD + reyn () — wn(t)(un(t) — B()

n

+O‘EDt7rI(t + 17 (yn(t) - Dt)+)}dFI(Z) (13A30)

The first equality holds with Equation (13.A.7) and the second equality holds with
Equation (13.A.8). Moreover,

dmi(t, B(t))
dp(t)

+i0
= wun(t) +wn(t) + [ {(re = wn(t)) = (re + ha) H(B(T) | 7)

va-d Ep, wi(t+1,(8() — D)) }dFi(i)

ag(t)

dio o .
+dﬁ(t) [—(Tt +ht) . H(D | Zo)dD+Tt,8(t)
+aEp, i (t+ 1, (B(t) — D)) f1(d0)

dio @ o) : "
sl o) /0 H(D | io)dD + r:Q¥ (io)

—wn (£)(Q' (i0) — B(t))
+aEp, 71 (t+1,(Q7 (o) — De) )] f1(io)- (13.A.31)

Note that, in this case, Q% (i0) = Qn(in_1) = B(t)+- - -+xn_1(t) = B(t) (see Definition
3.2), hence

dmi(t, B(t))
dp(t)
+io
= on(t) +wn(t) + [ {(re = wn(t)) = (re + he) H(B(T) | 4)

d

o am Eoe WL (B0) = D)) }dFi(i). (13.A.32)

Take the second-order derivative and we can obtain,

d*mi(t, B(1))
(dB(t))?
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+ig
/_ (= (re + h)R(B(E) | )

(dﬂd;)) Ep, mi(t+1,(8(t) = D)") }dFi(i)
+%(Ot)[(m —wn(t)) = (re + he) H(B(E) | i0)
+O‘ﬁ(t)Em T (t+1,(8(t) = De) ") 1fr(io)

= /;O {=(re + he)W(B(t) | 9)
2

_ + i
(dﬁ( e sEp, m(t+1,(8(t) — Dy)") }dFi(i)
0. (13.A.33)

Because ip = in_1, Bt) = B@E)+ -+ zn_1(t) = Q?(z;) in this case. Hence, by
Definition 3.1 (k = n), the second equality holds. The last inequality is by Lemma
3.4. Hence, 7 (t, 3(t)) is proved to be concave in 3(t) in case 2.

When (1) = y(0)

dmi (t,ﬁ(t)) | B
d/B(t) B(t)=yn(t)

+ig
= n(t) fwn(t) + /_ {(re = wn(®)) = (re + he) H(yn () | 7)

IA

— D))" i). A.
dﬁ()EDt i (t+ 1, (yn(t) — De)™) }dF(d) (13.A.34)

We can see that equations (13.A.29) and (13.A.34) are equal, i.e. the joint point of
case 1 and 2 has the equivalent left-hand and right-hand derivatives. Hence, 77 (¢, 8())
is concave in B(t) in [yn—1(t), +00).

When 3(t) = yn-1(t),

dﬂ—f(t:ﬂ(t)) | _
dﬂ(t) B(t)=yn—1(t)

+io
= on(t) +wa(t) + [ {(re —wa(t)) = (re + he) H(yn—-1(t) | 4)

— D))" i). A
dﬂ()EDt 7 (t+ 1, (Yn—1(t) — De)™) }dFi(i) (13.A.35)

Case 3: ((t) € [yn—2(t),yn—1(t)] In this case, according to Theorem 3.2, x{ =

(07 e 707 yn—l(t)iﬁ(t)v yn(t)iy”—l(t)) and ﬂ-r(tv ﬁ(tz) =71 (O’ Ty 07 yn—l(t)iﬁ(t)ﬂ yn(t)i
Yn—1(t); t, B(t)). Then, by Definition 3.2 ig = -+ = in_2.
Similarly, we have

dmi(t, B(t))
dap(t)

+io
N / (re — wi™) = (re + he) H(B(t) | 7)

ta—L Ep, wi(t+1,(3(t) — D)) }dFi(), (13.A.36)

dp(t)
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which is similar to Equation (13.A.32). Take the second-order derivative and we
obtain,

7y (t, B(t))

(dB(t))?
+io
= [ {=(rs + ho)h(B(t) | ©)+
aGayE B M+ L (B() = DY) }dFi()
d’l:o ne1 '
+dﬂ(t) [(re —wi ™) — (re + he)H(B(E) | 20)
4 g Do) 1
+adﬁ(t)EDt T(t+1,(8(t) — D)) 1f1i0)
+io
= /_ {—(re + h)R(B(2) | 4)
4> ) .
NPT IO B Tt +1,(B(t) — D)) }dFi(i)
= (13.A.37)

Note that ig = 2n_2, B(t) = B(t) + --- + 272 = Q" '(in_2) in this case. Hence,
by Definition 3.1 (kK = n — 1), the second equality holds. The last inequality holds
by Lemma 3.4. Hence, 7i (¢,3(t)) is proved to be concave in 3(¢) in Case 3. When

/B(t) = yn—l(t)7

dri(t. () |
d/B(t) B(t)=yn—1(t)

n—1 n—1
= + wy

+io
+ / (re — w™Y) = (re + he) H g1 (1) | §)

dt Ep, 7i(t+1,(yn1(t) — D)%) }dFi(i). (13.A.38)

AFTI0)

By Definition 3.3 for y,(¢) and y,—1(t), after some algebraic calculation it is easy
to obtain

—op !+ / T e+ ROHBE) + -+ 5aa ()| )

n—1

n—1

tro—wgT to w1t (B() + -+ xna (8) = D) )] dF1 (i)

d
d:vnfl(t)
+oo
+/A (wn (£) — w1 YdF7 () + v () = 0.(13.A.39)

n—1

When 3(t) = ynil(t), x; = (0,-+-,0,0,yn(t) — yn—1(t)). Then, by Definition 3.2, we
have i9 = -+ = ip—1. Then, it can be reduced to be

e [ " )~ i)+ () = 0. (13.A.40)
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Substitute Equation (13.A.40) into Equation (13.A.38), and we obtain that Equa-
tion (13.A.38) and Equation (13.A.35) are equal, i.e. the joint point of case 2 and 3
has equivalent left-hand and right-hand derivatives. Hence, n7{ (¢, 3(t)) is concave in
B(t) in [yn—2(t), +00).

Similarly, we can obtain that 77 (¢,3(¢)) is concave in the remaining subintervals
and the right-hand and left-hand derivatives are equal at joint points.

Proof of Lemma 3.11. In Case 1, when 3(t) = 400 such that H(3(¢) | i) = 1,
by Equation (13.A.27), it becomes

dmi (¢, 8(1)) |
dB(t) B(t)=+c0

+oo
= wn(t) +/ {(rt —wn(t)) — (re + he)

—o0

*aﬁ@%t T 1 (B0 — D)) [sty—soo } dFi(i)
—+oo
= e+ [ dﬁ()EDt T+ 1,800 = DY) lpmsoe (i)
+oo o0
— e+t / / (t+1,8(8) — 2)] lp()—too dH(z | 7) dFy(i)
< (13.A.41)

The last inequality holds by our early assumption of % |3(t+1)=+00< 0.

In case n+1 : B(t) € [0,y1(t)], according to Theorem 3.2, x; = (y1(t)—B(t), y2(t) —

yl(t)7 ) yn(t) - yn,1(t)) and Wf(tyﬁ(t)) = 7Tl(yl(t) - ﬁ(t)v y2(t) - yl(t)> e 7yn(t) -
yn—1(t); t, B(t)). Hence, by equations (13.A.7) and (13.A.8),

1 (t, B(t))
= —ou(®)@i(t) = B{) —v2(t)(y2(t) —y1 () — - = va (D) (Yn(t) — yn—1(t))

ig B(t)
+/_ ~(re ) [ HD DD+ (0
+aEp,mi(t+1,(B(t) — D)) ] dF(4)

i [ Q1(1)
+/ —(n+ht>/0 H(D | i)dD + riQu (i)

—w1(t)(Q1(9) = B(t) + aBp,mi (t+1,(Q1(i) — D) ") dFi(i)

i1 y1(t)
+/ ,(m+ht)/0 H(D | )dD + 14 (1 (£)) — w1 (£) (51 (£) — B(L))

+aBp, i (t+1,(y1(t) — Do)") ] dF1(i)

. in Qn (1)
[ e n [T D 4D+ 100

n—1

—wi()(y1(t) = B() = = w} " (yn-1(t) = yn—2(1))
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~wn ()Qn (i) + W ()yn-1(t) + aBp, w1 (t +1,(Qu(i) — De) ") dFr(i)

o

—wi(t)(y(t) = B(t)) — - — wn(t)(Yn(t) — yn-1(1))
+aEp, i (t+ 1, (yn(t) — D)) 1dE;(3). (13.A.42)

yn (t)
—(Tt +4 ht) / H(D ‘ ’L)dD + Ttyn(t)
0

Hence, similarly, we obtain

dmi(t, B(t))
dp(t)

= @+ [ (0w ®) - ok R)EOW |

+aﬁ(t)EDt T+ 1,(8(t) = DY) Y dFi(i). (13.A.43)
When §(t) = 0, by Definition 3.2, 49 = —oc and

dri(t,0) _ y
50 = O+, (13.A.44)
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Abstract

We study the pricing of European-style options, with the rate of re-
turn and the volatility of the underlying asset depending on the market
mode or regime that switches among a finite number of states. This
regime-switching model is formulated as a geometric Brownian motion
modulated by a finite-state Markov chain. With a Girsanov-like change
of measure, we derive the option price using risk-neutral valuation. We
also develop a numerical approach to compute the pricing formula, using
a successive approximation scheme with a geometric rate of convergence.
Using numerical examples of simple, two- or three-state Markov chain
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models, we are able to demonstrate the presence of the volatility smile
and volatility term structure.

Keywords: Regime switching, option pricing, successive approximations, volatility
smile and term structure.

1. Introduction

The classical Black-Scholes formula for option pricing uses a geometric
Brownian motion model to capture the price dynamics of the underly-
ing security. The model involves two parameters, the expected rate of
return and the volatility, both assumed to be deterministic constants.
It is well known, however, that the stochastic variability in the mar-
ket parameters is not reflected in the Black-Scholes model. Another
widely acknowledged shortfall of the model is its failure to capture what
is known as “volatility smile.” That is, the implied volatility of the
underlying security (implied by the market price of the option on the
underlying via the Black-Scholes formula), rather than being a constant,
should change with respect to the maturity and the exercise price of the
option.

Emerging interests in this area have focused on the so-called regime-
switching model, which stems from the need of more realistic models
that better reflect random market environment. Since a major factor
that governs the movement of an individual stock is the trend of the
general market, it is necessary to allow the key parameters of the stock
to respond to the general market movements. The regime-switching
model is one of such formulations, where the stock parameters depend
on the market mode (or, “regime”) that switches among a finite number
of states. The market regime could reflect the state of the underly-
ing economy, the general mood of investors in the market, and other
economic factors. The regime-switching model was first introduced by
Hamilton (1989) to describe a regime-switching time series. Di Masi
et al. (1994) discuss mean-variance hedging for regime-switching Euro-
pean option pricing. To price regime-switching American and European
options, Bollen (1998) employs lattice method and simulation, whereas
Buffington and Elliott (2002) use risk-neutral pricing and derive a set
of partial differential equations for option price. Guo (1999) and Shepp
(2002) use regime-switching to model option pricing with inside infor-
mation. Duan et al. (2002) establish a class of GARCH option models
under regime switching. For the important issue of fitting the regime-
switching model parameters, Hardy (2001) develops maximum likelihood
estimation using real data from the S&P 500 and TSE 300 indices. In



A Regime-Switching Model for Furopean Options 283

addition to option pricing, regime-switching models have also been for-
mulated and investigated for other problems; see Zhang (2001) for the
development of an optimal stock selling rule, Zhang and Yin (2004) for
applications in portfolio management, and Zhou and Yin (2003) for a
dynamic Markowitz problem.

In the regime-switching model, one typically “modulates” the rate of
return and the volatility by a finite-state Markov chain a(-) = {«a(t) :
t > 0}, which represents the market regime. For example, a(t) € {—1,1}
with 1 representing the bullish (up-trend) market and -1 the bearish
(down-trend) one. In general, we can take M = {1,2,...,m}. More
specifically, let X (¢), the price of a stock at time ¢, be governed by the
following equation:

(14.1) dX(t) = X (1) [u(a(t))dt + o(a(t))dw(t)], 0<t<T;

where X (0) = X is the stock price at t = 0; u(i) and o(i), for each
1 € M, represent the expected rate of return and the volatility of the
stock price at regime 7; and w(-) denotes the standard (one-dimensional)
Brownian motion. Equation (14.1) is also called a hybrid model, where
randomness is characterized by the pair (a(t),w(t)), with w(-) corre-
sponding to the usual noise involved in the classical geometric Brown-
ian motion model while «(t) capturing the higher-level noise associated
with infrequent yet extremal events. For example, it is known that the
up-trend volatility of a stock tends to be smaller than its down-trend
volatility. When the market trends up, investors are often cautious and
move slowly, which leads to a smaller volatility. On the other hand,
during a sharp market downturn when investors get panic, the volatility
tends to be much higher. (This observation is supported by an initial
numerical study reported in Zhang (2001) in which the average historical
volatility of the NASDAQ Composite is substantially greater when its
price trends down than when it moves up.) Furthermore, when a market
moves sideways the corresponding volatility appears to be even smaller.
As an example, suppose we take the value of a(t) to be

—2 = severe downtrend (‘crash’), —1 = downtrend,
0 = sideways, 1 = rally, 2 = strong rally.

Then, the sample paths of «a(-) and X(-) are given in Fig. 14.1. The
‘crash’ state is reached between sessions 70-80, which simulates a steep
downward movement in price (namely the daily high is lower than last
session’s low).

Our main objective in this paper is to price regime-switching Euro-
pean options. We develop a successive approximation procedure, based
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Figure 14.1. Sample Paths of a(-) and X (-).

on the fixed-point of a certain integral operator with a Gaussian kernel.
The procedure is easy to implement without having to solve the differ-
ential equations; moreover, it has a geometric rate of convergence. Us-
ing this numerical procedure, we demonstrate that our regime-switching
model does generate the desired volatility smile and term structure.

We now briefly review other related literature. For derivative pricing
in general, we refer the reader to the books by Duffie (1996) and Karatzas
and Shreve (1998). In recent years there has been extensive research ef-
fort in enhancing the classical geometric Brownian motion model. Mer-
ton (1976) introduces additive Poisson jumps into the geometric Brow-
nian motion, aiming to capture discontinuities in the price trajectory.
The drawback, however, is the difficulty in handling the associated dy-
namic programming equations, which take the form of quasi-variational
inequalities. Hull and White (1987) develop stochastic volatility models,
which price the European options as the expected value of the Black-
Scholes price with respect to the distribution of the stochastic volatility.
These models are revisited by Fouque et al. (2000) using a singular per-
turbation approach. Albanese et al. (preprint) study a model that is a
composition of a Brownian motion and a gamma process, with the lat-
ter used to rescale the time. In addition, the parameters of the gamma
process are allowed to evolve according to a two-state Markov chain.
While the model does capture the volatility smile, the resulting pricing
formula appears to be quite involved and difficult to implement. Renault
and Touzi (1996) demonstrate volatility smile using a model with pure
diffusion, which is on one hand more complex in structure than regime
switching models, and on the other hand does not in any case specialize
to the latter.
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Compared with diffusion type volatility models, regime-switching mod-
els have two more advantages. First, the discrete jump Markov process
captures more directly the dynamics of events that are less frequent
(occasional) but nevertheless more significant to longer-term system be-
havior. For example, the Markov chain can represent discrete events
such as market trends and other economic factors that are difficult to be
incorporated into a diffusion model. Second, regime-switching models
require very limited data input, essentially, the parameters u(i), (i) for
each state i, and the ) matrix. For a two-state Markov chain, a simple
procedure to estimate these parameters is given in Zhang (2001). For
more general Markov chains, refer to the approach in Yin et al. (2003)
based on stochastic approximation.

The rest of the paper is organized as follows. Our starting point
is the hybrid model in (14.1) for the price dynamics of the underlying
security, detailed in §2. We establish a Girsanov-like theorem (Lemma
1), which leads to an equivalent martingale measure, and therefore a risk-
neutral pricing scheme. Based on this pricing scheme, we develop in §3
a numerical approach to compute the option price, which is a successive
approximation procedure with a geometric rate of convergence. In §4,
we demonstrate via numerical examples that with a simple, two- or
three-state Markov chain modulating the volatility we can produce the
anticipated volatility smile and volatility term structure.

2. Risk-Neutral Pricing

A standard approach in derivative pricing is risk-neutral valuation.
The idea is to derive a suitable probability space upon which the ex-
pected rate of return of all securities is equal to the risk-free interest
rate. Mathematically, this requires that the discounted asset price be
a martingale; and the associated probability space is referred to as the
risk-neutral world. The price of the option on the asset is then the ex-
pected value, with respect to this martingale measure, of the discounted
option payoff. In a nutshell, this is also the route we are taking here,
with the martingale measure identified in Lemma 1 below, and related
computational issues deferred to §3.

Let (Q,F,P) denote the probability space, upon which all the pro-
cesses below are defined. Let {«(t)} denote a continuous-time Markov
chain with state space M = {1,2,...,m}. Note that for simplicity, we
use each element in M as an index, which can be associated with a more
elaborate state description, for instance, a vector. Let @ = (¢ij)mxm be
the generator of o with ¢;; > 0 for 7 # j and Z;”:l ¢i; = 0 for each i € M.
Moreover, for any function f on M we denote Q f(-)(¢) :== > 7 ¢ f (4)-
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Let X (t) denote the price of a stock at time ¢ which satisfies (14.1). We
assume that Xo, a(-), and w(-) are mutually independent; and (i) > 0,
for all i € M.

Let F; denote the sigma field generated by {(a(u), w(u)) : 0 <u < t}.
Throughout, all (local) martingales concerned are with respect to the
filtration F;. Therefore, in the sequel we shall omit reference to the
filtration when a (local) martingale is mentioned. Clearly, {w(¢)} and
{w?(t) — t} are both martingales (since a(-) and w(-) are independent).

Let r > 0 denote the risk-free rate. For 0 <t < T, let

7, = exp ( /0 " Bupdu(u) & /0 t ﬂZ(U)dU> ,

(14.2) Bu) = "W).

where

Then, applying It6’s rule, we have
iz,
Zy
and Z; is a local martingale, with EZ; = 1, 0 < ¢t < T. Define an
equivalent measure P via the following:

= B(t)dw(t);

dp _
dP

The lemma below is essentially a generalized Girsanov’s theorem for
Markov-modulated processes. (While results of this type are generally

known, a proof is included since a specific reference is not readily avail-
able.)

(14.3) Zr.

LEMMA 1 (1) Let @(t) := w(t) — [y B(u)du. Then, @(-) is a P-Brownian
motion. _

(2) X(0), a(-) and w(-) are mutually independent under P;

(3) (Dynkin’s formula) For any smooth function F(¢,x,17), we have

t
F(t,X(t),a(t)=F(s, X(s), a(s))+/AF(u, X(u), a(u))du+M(t)—M(s),

where M(-) is a F’—martingale and A is an generator given by

2

0 NS TP, . 0 , .
AF = aF(t,x,z)—Fix o (z)wF(t,x,z)—er%F(t,x,z)%—QF(t,w, ().
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This implies that (X(t), «(t)) is a Markov process with generator A.

Proof. Define a row vector ¥(t) = (I{a(t)zl}, - ,I{a(t):m}), where [ 4
is the indicator function of a set A. Let

t
() = W(t) — W (0) —/0 ¥ (u)Qdu.

Note that both {(z(uw),w(u)) : w < t} and {(a(uw),w(u)) : u < t}

generate the same sigma field ;. Thus, (z(¢),w(t)) is a P-martingale.

Let © denote a column vector and 6 a scaler. Define V (t) = z(¢)© +
w(t)f. Then, V(t) is a P-martingale. Let

) = [ ) =5 [ s

il

Then, for each 6 and O, V(t) = V(t) — (V,n), is a P-martingale, where
(V.n) = Hfot B(u)du. Thus, V(t) = 2(t)© + w(t)d. Hence, in view of
Elliott (1982) Thm. 13.19 (z(t),@(t)) is a P-martingale. Moreover, since
@(-) and (W%(t) —t) are both P-martingales, @(-) is a P-Brownian motion
(see Elliott (1982) Cor 13.25).

We next show the mutual independence of Xo, a(-) and @(-) under P.
Note that Z7 is Fr measurable, and EZ7r = 1. Let (; denote a random
variable, measurable with respect to Xy. Then, making use of (14.3),
we have

EG = E(Zr(1) = (EZ7)(EC) = EC1.

Furthermore, for any F7 measurable random variable (2, we have

E(C1G) = E(ZrCi1Ge) = (EQ)E(Zr(2) = (EG)(EC).

This implies the independence between Xy and («(-),w(:)) up to time
T. To show the independence between «(-) and w(-), for a given f(x,1),
let

L 192 : ,
Aof(x,z) - iw.f(xvl) + Qf(xﬁ )(2)

Then, the associated martingale problem has a unique solution (see,
e.g., Yin and Zhang (1998) p. 199). Using It6’s rule, we can show

that (a(-),@(-)) is a solution to the martingale problem under P. Since
(a(+),w(-)) is also a solution to the same martingale problem under P, it

must be equal in distribution to (a(-),w(-)). The independence between
a(-) and w(-) then follows from the independence between «(-) and w(-).

Under P, (14.1) becomes
dX (t) = X(t)[rdt + o(a(t))dw(t)], 0 <t < T X (0) = Xo.
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We now prove the Dynkin’s formula. First, write
F(X(t),a(t) = ¥()F(X(1)),

where F(X(t)) = (F(X(t),1),...,F(X(t),m))". Applying Elliott (1982)
Cor. 12.22, we have

dF (X (t),a(t)) = V() d(F(X(t)) + (dV(t))F(X(t)) + d[¥, F];.

Since ¥ is a pure jump process, we have [V, F]; = 0. In addition, we
have

‘I’(t)Q(F(X(t% 1)7 s 7F(X(t)7m))/ - QF(X(t), )(Oz(t))

Hence, Dynkin’s formula follows. _
Finally, the Markov property of (X (¢),a(t)) under P can be estab-
lished following the same argument as in Ghosh et al. (1993). O

Therefore, following the above lemma and in view of Hull (2000) and
Fouque et al. (2000), (2, F, {F;}, P) defines a risk-neutral world. More-

over, e "X (t) is a P-martingale. Note that the risk-neutral martingale
measure may not be unique. The market model under consideration
has two types of random sources, w(-) and «(-). The inclusion of «a(-)
makes the underlying market incomplete. Nevertheless, the market can
be made complete by introducing switching-cost securities such as those
of the Arrow-Debreu type; refer to Guo (1999) for related discussions.

Consider a European-style call option with strike price K and matu-
rity T'. Let

h(z) = (r — K)" := max{z — K,0}.

The call option premium at time s, given the stock price X (s) =z and
the state of the Markov chain «(s) = 7, can be expressed as follows:

(14.4) (s, z,i) = E[e " T n(X(T))| X (s) = z, a(s) = i].

Throughout, we shall focus on call options only. For European put
options, the analysis is similar, with the A function changed to h(x) =
(K —z)*.

3. Successive Approximations

We develop a numerical technique that is directly based on the risk-
neutral valuation in §2. Let

H(s,t) ::/ [r—=o (a(u))]du—l—/ o(a(u))dw(u)
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and
Y(t):=y+ H(s,t), with y =logz.

It0’s rule implies
X(t) = exp[Y (1))

Let

P(s,y,1) = e7e(s, €%, ).
Then, combining the above with (14.4) and taking into account h(x) <
|z|, we have

U(s,y,i) < eV TIIE[ITHED Y (5) = y,a(s) = 4] < C,
for some constant C'. Let
WO(s,y,i) = e YE[e "I p(evTHET) Y (5) = y, a(u) =i, s < u < T,
which corresponds to the case when «a(-) has no jump in [s,T]. Then,

¢O(S,y, — e U™ r(T—s)
(14.5) / h(eYT)N (u, m(T — s,7), 23T — s,1))du,
where N is the Gaussian density function with mean

1
m(t,z) = [7“ - 50—2(2>]t7

and variance ¥.2(t,i) = o2(i)t. Note that, for each i, e¥1%(s,y,i) gives
the standard Black-Scholes price, as expected.
If qii = 07 then ¢(87y7i) = ¢0(37 Y, Z) For Qii 7é 07 let

T=1inf{t > s: a(t) # a(s)},
i.e., 7 is the first jump epoch of «(:). Then,
P(t > ula(s) = i) = e%ii(v=9),

For any bounded measurable function f on [0,7] X R x M, define its
norm as follow:

A1l = sup [ £ (s, y, 1)

s?y7l
This induces a Banach space S of all the bounded measurable functions
on [0,7] x R x M. Also, define a mapping on S:

o) = [ e

J#i
X </ e f(t,y + u, j)N(u, m(t — s,1), Ez(t — s, 2))du> qz-jeq""(t_s)dt.

—0o0
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THEOREM 1. (1) ¢ is a unique solution to the equation

(14.6) W(s,y,0) = To(s,y, i) + et T=y0(s y, i).

(2) Let v = ¥°; and define {1,,}, for n = 1,2, ..., recursively as
follows:

(14.7)  Wng1(s,,7) = Tthu(s, y,4) + e T90(s,y,0).

Then, the sequence {1,,} converges to the solution ).
Proof. First, we note that
e VEsyile T N o) = e Ty (s, y,4),
where Esyl[] := E[-|Y(s) =y, a(s) = i]. Therefore,
d}(sa Y, ’L) = e_yEs,y,i [e_T(T_S)h(eY(T))I{T<T}]
(14.8) @790 (s 4. i )
+e P (s, y,0).

By conditioning on 7 = ¢, we write its first term as follows:
T ~
J/ eV IR ilh(eY D) |r = 1](—gige® ).
S

Recall that 7 is the first jump time of «(-). Therefore, given {7 = t}, the
post-jump distribution of «(t) is equal to ¢;;/|qgii|, j € M. Moreover,

(14.9) V() =y +[r— 50°G](t — 5) + o)) — (s,

which has a Gaussian distribution and is independent of «(-). In view
of these, it follows that, for s <t < T,

:yw<Y”nT—ﬂ
= Nﬁwyw< DY (8), at)]lr = 1)
= Euyale” e T (e, Y (1), alt)) |7 = 1

- EZfﬁu/ew”ﬂ“ﬁwmy+u4mumma—amz%vwn»mL
g#E

Thus, the first term in (14.8) is equal to

[z

J#
X / e“h(t,y +u, )N (u, m(t — 5,7), 223t — s, z))du) qijeq“(t_s)dt.
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Let
T
i = [
5 g

X </ "N (u,m(t — s,1), 5%(t — s, z))du) qijeq”(t_s)dt.

—00

We want to show that 0 < p(i) < 1, for i =1,2,...,m. In fact, let

A, i) = /oo N (uym(t — 5,4), S2(t — 5,4))du.

—00

Then it is readily verified that
A(u,i) = exp[m(u,i) + X?(u,i)] = exp (ru).

Thus,

T
p(Z) = / Z e—T(t—S)A(t — s, Z)q@]eq”(t_s)dt
(14.10) =

= 1—eml=s) <1,
when ¢; # 0. Let p = max{p(i) : i € M}. Then, 0 < p <1 and

T f1I < pll£1I;

i.e., 7 is a contraction mapping on S. Therefore, in view of the con-
traction mapping fixed point theorem, we know equation (14.6) has a
unique solution. This implies also the convergence of the sequence {,,}
to ¢. O

Note that the convergence of v, to v is geometric. In fact, it is easy to

see that 1 — b = T (1 — 1), which implies |[ths1 — ]| < pl[n — -
Therefore,

[tn — || < Cp™,

for some constant C'. In addition, the convergence rate p depends on the
jump rates of a(-). By and large, the less frequent the jumps, the faster
is the convergence. This can be seen from (14.10).

Therefore, to evaluate 1, we solve equation (14.6) via the successive
approximations in (14.7). Finally, the call option price is as follows.
(Recall y = log x.)

(14.11) c(s,x,1) = x)(s,logx, ).
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4. Volatility Smile and Term Structure

We now illustrate the volatility smile and volatility term structure
implied in our model. We first consider a case in which the volatility
(as well as the return rate) is modulated by a two-state Markov chain,
ie, M={1,2} and Q = _OA 3
state. As it will be demonstrated the volatility smile presents in even
such a simple case. If we take a(s) = 1, then there exists a stopping
time 7 such that (7 — s) is exponentially distributed with parameter A
and

. That is, state 2 is an absorbing

1 ift<r
(14.12) alt) = { 2 o
Therefore, the volatility process o(a(t)) jumps at most once at time
t = 7. Its jump size is given by 0(2) — o(1), and the average sojourn
time in state 1 (before jumping to state 2) is 1/A. For instance, if the
time unit is one year and A = 6, then it means that the expected time
for the volatility to jump from o(1) to o(2) is two months. In this case,
the volatility is characterized by a vector (o(1),0(2), A).
Applying the successive approximation in §3, we have

T [e%)
v = [ e““)( | ety

(14.13) XN (u,m(t —s,1), 8%t — s, 1))du> e =9 gy
+e M T90 (s y, 1),

and

(14.14) U(s,y,2) = ¥°(s,9,2),

where ¢ (s,y,i), i = 1,2, are defined in (14.5).

Let s = 0. Given the risk-free rate r, the current stock price x, the
maturity 7', the strike price K, and the volatility vector (o(1),0(2),\),
in view of (14.11), (14.13) and (14.14), the call option can be priced as
follows:

T 00
c(0.2.1) =z | e”< | ettt oga2)
(14.15) 0 ~co

x N(u,m(t, 1), (¢, 1))du> e Mdt+xe Tp0(0,log z, 1).

This pricing formula consists of two parts: the classical Black-Scholes
part (with no jump) and a correction part. In addition, it is a natural
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extension to the classical Black-Scholes formula by incorporating a pos-
sible volatility jump, which is usually adequate for near-term options.
Moreover, both of these two parts are given in analytic form which is
very helpful for evaluating option Greeks and making various numerical
comparisons.

Given the option price ¢(0,x, 1), we can derive the so-called implied
volatility using the standard Black-Scholes formula as in Hull (2000).

The following numerical cases illustrate the volatility smile and volatil-
ity term structure implied in our model. In all cases, we fix r = 0.04
and x = 50, while varying the other parameters. First we consider the
cases with o(1) < 0(2). Let

Ty ={1,2,...,20},

Tk = {30,35,...,70},

Tp = {20/252,40/252, . . ., 240/252},
I, ={0,0.1,...,2}.

Case (1a): Here, we fix T' = 60/252 (three months to maturity), o(1) =
0.3, 0(2) = 0.8, A € T'y, and K € T'x. We plot the implied volatility
against the strike price (K) and the jump rate () in Fig. 14.2 (a).

As can be observed from Fig. 14.2 (a), for each fixed A € Ty, the

implied volatility reaches its minimum at K = 50 (at money) and in-
creases as K moves away from K = 50. This is the well-known volatility
smile phenomenon in stock options Hull (2000). In addition, for fixed
K € I'k, the implied volatility is increasing in A, corresponding to a
sooner jump from o (1) to o(2).
Case (1b): In this case, we take o(1) = 0.3 and fix A = 1, and replace the
A-axis in Fig. 14.2 (a) by the volatility jump size 0(2) —o(1) € I'y. As
can be observed from Fig. 14.2 (b), the smile increases in the jump size.
In addition, the implied volatility is an increasing function of o(2) —o (1),
for each fixed K € I'k.

Case (1c): In this case, we take o(1) = 0.3, 0(2) = 0.8 and K = 50,
and replace the strike price in Fig. 14.2 (a) by the maturity (7'). Then,
Fig. 14.2 (c) shows that for fixed A, the implied volatility increases in
T. Similarly, for fixed T', the implied volatility also increases in A.
Case (1d): Here, we fix (1) = 0.3, A = 1, K = 50, and continue with
Case (1c), but replace A by the increase in volatility. Then, the implied
volatility is also increasing in 0(2) — o (1) € T',.

To get a better view of the volatility smile, we plotted in Fig. 14.3 the
two dimensional truncation of Case (1a) with fixed A =1 and A = 5. It
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Figure 14.2. Volatility Smile and Term Structure (o(1) < 0(2))

is clear from this picture that the volatility smile reached the minimum
at x = 50 and it is asymmetric with respect to strike prices.

Whereas in the above cases we have o(1) < ¢(2), in the next set of
cases we consider o(1) > 0(2). In these cases, the market anticipates a
decline in volatility.
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Case (2a): We take o(1) = 0.8 and ¢(2) = 0.3, with 7' = 60/252, A € Ty,
and K € T'k. The implied volatility against the strike price (K) and the
jump rate (A) is plotted in Fig. 14.4 (a). This case is similar to Case
(a).

Case (2b): Here, we let (1) = 2.3, fix A\ = 1, and replace the A\-axis
in Fig. 14.4 (a) by 0(2) — (1) € TL, where 'L = {0,-0.1,...,-2}.
As can be seen from Fig. 14.4 (b), the smile increases in the jump size

0(2) = o (1)].

Case (2c¢): In this case, we take o(1) = 0.8, 0(2) = 0.3 and K = 50. In
contrast to the earlier Case (c), Fig. 14.4 (c¢) shows that for fixed A, the
implied volatility decreases in (") (and also in (A) with fixed T').

Case (2d): In this last case, we fix 0(1) = 2.3, A =1, and K = 50. The
implied volatility decreases in (T") and also in |o(2) — o(1)].

Next we consider a three-state model without any absorbing state.
Let T = 0.5, Xg =50, r = 0.04, 0(1) = 0.2, 0(2) = 0.5, 0(3) = 0.3, and
let the generator be

~1.0 1.0 00
Q= 05 -10 05
00 1.0 -1.0

Let ¢(0,z,1), i = 1,2,3, denote the call prices. The corresponding
implied volatilities are plotted in Fig. 14.5, which depicts a “grimace”
curve typical in equity markets (e.g. SP500); see Hull (2000). In addi-
tion, note that in this case 0(2) > o(3) > o(1), and the implied volatility
exhibits a similar order: IV(a=2) > IV(a=3) > I[V(a=1).

The above examples clearly illustrate the advantage of the Markov-
chain modulated volatility model, in particular, its striking simplicity —
it requires fewer parameters than most stochastic volatility models.

Finally, we compare our model with the diffusion-type volatility model
of Hull-White (1987) (also refer to Hull (2000) pp. 458-459). These are
two very different models as explained in the Introduction. The com-
parison below aims to investigate whether the Hull-White model can be
adapted, via taking expectation with respect to the probability law of
the switching mechanism, to price regime-switching options. For sim-
plicity, consider the two-state Markov chain introduced at the beginning
of this section. Recall 7 is the switchover time (from state 1 to state 2).
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Figure 14.5. Volatility Grimace.

Given 7, we first characterize the average volatility rate needed in the
Hull-White model as follows:

(14.16) 7 = { (;/(S/T)Uz(l) +(1—7/T)o%(2), g: ; ;

Let cgg(o) denote the Black-Scholes call price with constant volatility o;
let ¢(7) = es(@(7)). Then, based on the Hull-White model, the option
is priced as cgw = E[e(7)].

Consider a set of parameters with K = 50, Xy = 50, r = 0.04,
(1) =0.2, 0(2) =1, A = 0.5, and the maturity 7" varies from 0.1 to 1.
From the results summarized in Table 1, it is evident that the adapted
H-W model fails to match the ezact prices (computed using our formula
(14.15)), especially for options with a short maturity.

T 0.10 0.12 0.14 0.20 0.25 0.33 [ 0.50 1.00
H-W | 1.0108 | 1.3040 | 1.5086 | 2.1295 | 2.6316 | 3.4037 [ 4.8165 | 8.7926
Exact | 1.5114 | 1.7438 | 1.9041 | 2.3975 | 2.8157 | 3.4976 [ 4.8389 | 8.7929

Table 1. Comparison against Conditional H-W.
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We have also tried alternative ways to characterize the average volatil-
ity rate, such as

7 =/(7/2)0%(1) + (1 - 7/2)02(2),

with 7 following an exponential distribution confined to [0, 2], i.e., with
the density A exp(—At)/(1—exp(—2X)), t € [0,2]. (Truncating the distri-
bution at ¢ = 2 is based on the fact that the longest maturity considered
here is 7' = 1.) These alternatives all seem to perform worse than the
one in (14.16). It is clear that while the adapted H-W model can be
used as an approximation to price regime-switching options, it is not a
substitute for our exact model in general.
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Abstract  This work develops a class of stochastic optimization algorithms for
pricing American put options. The stock model is a regime-switching
geometric Brownian motion. The switching process represents macro
market states such as market trends, interest rates, etc. The solutions
of pricing American options may be characterized by certain threshold
values. Here, we show how one can use a stochastic approximation (SA)
method to determine the optimal threshold levels. For option pricing
in a finite horizon, a SA procedure is carried for a fixed time 7. As T
varies, the optimal threshold values obtained using stochastic approx-
imation trace out a curve, called the threshold frontier. Convergence
and rates of convergence are obtained using weak convergence methods
and martingale averaging techniques. The proposed approach provides
us with a viable computational approach, and has advantage in terms
of the reduced computational complexity compared with the variational
or quasi-variational inequality approach for optimal stopping.

Keywords: Stochastic approximation, stochastic optimization, weak convergence,
geometric Brownian motion, regime switching, American put option.

1. Introduction

This paper complements Yin, Wang, Zhang and Liu (2005), in which
we proposed a class of recursive stochastic approximation algorithms for
pricing American put options. Asymptotic properties of the algorithms
such as convergence and rates of convergence were stated together with
simulation results. Due to page limitation, the proofs of the results were
omitted in the aforementioned paper, however. Here, we provide the
detailed proofs and developments of the results. The stock model is a
hybrid switching diffusion process, in which a number of diffusions are
modulated by a finite-state Markov chain. The premise of this model
is that the financial markets are sometimes quite calm and at other
times much more volatile. To describe the volatility changes over time,
we use a Markov chain to capture discrete shifts such as market trends
and interest rates etc. For example, a two-state Markov chain can be
used to characterize the up and down trends of a market. It has been
well recognized that the market volatility has a close correlation with
market trends (e.g., volatility associated with a bear market is much
greater than that of a bull market). In the finance literature, the coex-
istence of continuous dynamics and discrete events is also referred to as
regime switching. There is a substantial research devoted to such mod-
els. For example, regime-switching time series was treated in Hamilton
(1989); American options were considered in Barone-Adesi and Whaley
(1987); mean-variance hedging of European options was studied in Di
Masi, Kabanov and Runggaldier (1994). A successive approximation
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scheme for pricing European options was developed in Yao, Zhang and
Zhou (2006), in which the analytic solution was derived and moreover,
a regime-switching model was shown to generate the desired volatility
smile and term structure. In addition to option pricing, regime-switching
models have also been used for such problems as optimal stock selling
rules (Zhang (2001), Yin, Liu and Zhang (2002)), portfolio management
(Zhang and Yin (2004)), and dynamic Markowitz’s problems (Zhou and
Yin (2003)).

We remark that there has been extensive effort for extending classical
geometric Brownian motion models. Additive Poisson jumps were intro-
duced in Merton (1969) together with the geometric Brownian motion
for capturing discontinuities in the price trajectories. Stochastic volatil-
ity models were introduced in Hull and White (1987), in which it was
proven that the European option can be priced as the expected value of
the Black-Scholes price with respect to the distribution of the stochastic
volatility when the volatility is uncorrelated with the asset price. These
models were revisited in Fouque, Papanicolaou, and Sircar (2000) using
a singular perturbation approach.

For Monte Carlo methods used in financial engineering, see Glasser-
man (2003) and the references therein. Recently, perpetual American
options were treated in Guo and Zhang (2004), where it was shown that
in many cases the optimal solutions can be represented by threshold lev-
els (see also Buffington and Elliott (2002)), each of which corresponds
to a given system mode. Although the solution provides insight and
eases difficulty, the computational effort for solving the associated sys-
tem of equations proved to be extensive, especially for Markov chains
with many states, in which closed-form solution may be virtually impos-
sible to obtain. Thus it is of practical value to seek alternatives.

Our work is motivated by the results in Guo and Zhang (2004). Here
we consider a more challenging problem—pricing American options with
finite expiration time in which the modulating Markov chain has possibly
more than two states. We reformulate the optimal stopping problem as
a stochastic optimization problem (in the sense of Kiefer and Wolfowitz;
see Kushner and Yin (2003)) with the objective of finding the optimum
within the class of threshold-value-dependent stopping rules. Using gra-
dient estimates and stochastic approximation methods, we carry out de-
cision making task, construct recursive algorithms, and establish their
convergence and rates of convergence. For recent work on using stochas-
tic optimization type algorithms without Markovian switching, see Fu,
Wu, Giirkan and Demir (2000) and Fu, Laprise, Madan, Su and Wu
(2001) and references therein.
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The premise of our approach is to concentrate on the class of stop-
ping rules depending on some threshold values. We make no attempt
to solve the corresponding variational inequalities or partial differential
equations, but rather treat the underlying problem perimetrically. For
option pricing in a finite horizon, we develop procedures with a fixed
expiration time 7" and obtain recursive estimates for the optimal thresh-
old value associated with this fixed T. By varying T within a certain
range, we obtain a curve of the threshold points as a function of T. We
call this curve a threshold frontier. For demonstration purpose, we pro-
vide a simple example for illustration in the numerical section. However,
as far as the development of the stochastic approximation algorithm is
concerned, it suffices to work with a fixed T', so we focus on such a case.

Owing to the appearance of the Markov chain, the stochastic ap-
proximation algorithm is not of the usual form. It may be viewed as a
Markov modulated stochastic function optimization problem, for which
care must be taken. We demonstrate that the stochastic approxima-
tion/optimization approach provides an efficient and systematic compu-
tation scheme. In the proposed algorithm, since the noise varies much
faster than that of the parameter, certain averaging takes place and the
noise is averaged out resulting in a projected ordinary differential equa-
tion whose stationary point is the optimum we are searching for. After
establishing the convergence of the algorithm, we reveal how a suitably
scaled and centered estimation error sequence evolve dynamically. It is
shown that a stochastic differential equation is obtained via martingale
averaging techniques under proper normalization. The scaling factor
together with the stationary covariance of this diffusion process gives
us the rates of convergence. For recent development and up-to-dated
account on stochastic approximation methods, we refer the reader to
Kushner and Yin (2003) and the references therein.

The rest of the paper is arranged as follows. Section 2 begins with the
precise formulation of the problem. Focusing on the class of stopping
times depending on threshold values, we use stochastic approximation
methods to resolve the decision making problem by searching for the
optimal threshold values. Finite-difference type gradient estimates are
designed in conjunction with stochastic approximation algorithms. Pro-
jections are used to ensure the iterates to remain in a bounded domain
together with the constraints required by the threshold values. Although
the recursive formula is in discrete time, it depends on the values of a
continuous-time Markov chain describing the regime changes. Thus it
may be considered as a “mixed-time” formulation. Section 3 proceeds
with the convergence and rate of convergence analysis, in which weak
convergence methods are used. Further remarks are made in Section 4.
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Finally, the proofs of results are relegated to Section 5 for preserving the
flow of presentation.

2. Formulation
Hybrid Geometric Brownian Motion Model

Suppose that a(t) is a finite-state, continuous-time Markov chain with
state space M = {1,...,m}, which represents market trends and other
economic factors. As a simple example, when m = 2, «a(t) = 1 de-
notes a bullish market, whereas «(t) = 2 represents a bearish market.
We adopt the risk-neutral valuation setup. In fact, beginning with a
regime-switching model, one may derive a suitable probability space
upon which the expected rate of return of all securities is equal to the
risk-free interest rate; see Yao, Zhang and Zhou (2006).

Let S(t) be the stock price at time ¢t. We consider a hybrid geometric
Brownian motion model (or geometric Brownian motion with regime
switching). Given a finite horizon T' > 0, suppose that S(t) satisfies the
stochastic differential equation
(1) Cf;(%) = pudt + o(a(t))dw(t), 0<t<T, S(0)=So,
where p is the risk-free interest rate under a risk-neutral setup, o (i) is
the volatility when the Markov chain «(t) takes the value ¢, and w(-)
is a real-valued standard Brownian motion that is independent of a(-).
Note that in (1), the volatility depends on the Markov chain «(t). Define
another process

2) X(t) = /0 r(a(s))ds + /0 o(a(s))dus (),

where 02(i)
(3) r(@) =p-—,

Using X (t), we can write the solution of (1) as

foreach ¢ =1,...,m.

(4) S(t) = Soexp(X(1))-

Let F; be the o-algebra generated by {w(s),a(s) : s <t} and Ar be
the class of Fi-stopping times that are bounded by T, i.e., Ap = {7 : 7
is an Fy-stopping time and 7 < T w.p.1}. Consider the American put
option with strike price K and a fixed expiration time 7. The objective
is to find the maximum value of a discounted payoff over a class of
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stopping times. The value (optimal payoff) function takes the form: for
each i € M,

(5)  w(S0,%) = sup Elexp(—ur)(K — 8(r))*5(0) = So, (0) = 4.

In Guo and Zhang (2004), assuming that the modulating Markov
chain has only two states, perpetual American put options are consid-
ered. It is shown that the optimal stopping rule is given in terms of two
threshold levels (A',6?) such that the optimal exit time is

(6) 7 =inf{t >0: (S),a(t)) & D*}

with D* = {(01*,00) x {1}} U{(6%**, 00) x {2}}, and that the threshold
pair (1%, 0%*) can be obtained by solving a set of algebraic equations.

In general, the situation is much more involved and difficult when we
treat American put options with a finite expiration date and allow the
state space M to have more than two elements. It is shown in Buffing-
ton and Elliott (2002) that the continuation regions under the optimal
stopping setting can be written in terms of threshold pairs (61*, 6%*).
In this paper, we consider the case when the optimal stopping rule is
of the threshold form (6). We propose an alternative approach using
stochastic approximation method aiming to provide a systematic treat-
ment for more general situation for a finite T. At any finite time T, we
obtain an approximation to the optimal threshold value. For different
T, we obtain a collection of associated optimal threshold estimates. The
trajectory of threshold points, as a function of 7', will be defined as a
threshold frontier in what follows.

A Stochastic Approximation Approach

Owing to the dependence of optimal solution on the threshold values
in connection with option pricing, we focus on a class of stopping times,
which depend on a vector-valued parameter 6. The problem is converted
to a stochastic approximation problem. The basic premise stems from a
twist of the optimal stopping rules. The rational is to concentrate on the
class of stopping times depending on threshold values in lieu of finding
the optimal stopping time among all stopping rules. It will be seen that
such an approach provides us with a viable computational approach, and
has distinct advantage in terms of the reduced computational complex-
ity compared with the optimal stopping approach. Within the class of
threshold-type solutions, let 7 be a stopping time depending on # defined
by
(7) T=7(0)=inf{t >0: (X(t),a(t)) &€ DO)} AT,
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where § = (0%,...,0™) € R™*! with

(8) D(0) = {(6",00) x {1}} U~ U{(0™, 00) x {m}}.

We aim at finding the optimal threshold level 6, = (6%, ...,6™)" so that
the expected return is maximized. The problem can be rewritten as:

Find argmax ¢(6),
p(0) = E {exp(—pu7(0)) (K — S((6))"} .

Note that the expectation above depends on the initial Markov state a,
so does the objective function. For notational simplicity, we suppress
the a dependence in what follows.

Problem P : {

SA for Fixed T. Consider the problem of pricing a finite horizon
American put option. For each fixed T" > 0, we develop a stochastic
recursive procedure to resolve the problem by constructing a sequence
of estimates of the optimal threshold value 6, using

On+1 = 0, + e {noisy gradient estimate of ©(6,)},
where {e, }, representing the step size of the algorithm, is a sequence of
real numbers satisfying &, > 0, ¢, — 0, and ) &, = oco.

Threshold Trajectory. For different 7', we obtain a collection of asso-
ciated optimal threshold estimates. The trajectory of threshold points is
a function of T, which we call it a threshold frontier or threshold trajec-
tory. As far as the stochastic recursions are concerned, the algorithms
are the same for each T'. Thus, in what follows, we will concentrate on
a fixed T. Nevertheless, in the numerical demonstration, we will depict
the threshold evolution with respect to the time T

Recursive Algorithms

We use a simple noisy finite-difference scheme for the gradient esti-
mates of p(6). Note (1) and use X (t) given by (2). The algorithm can
be outlined as follows:

1 Initialization: Choose an arbitrary 6.
2 Computer 61

= Determine 7(fp).
m  Construct gradient estimate.
s Carry out one step SA to get 6.

3 Iteration: Assuming 6,, has been constructed, repeat Step 2 above
with 61 replaced by 6,41 and 6y replaced by 6,,.
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Now, we provide more detailed description of the algorithm as follows.
Initially, choose an arbitrary estimate 6y = (6§, ...,05") € R™*!. Deter-
mine 7(6p), the first time that (X (¢),«(t)) escapes from D(6y) defined
in (8). That is,

7(00) = inf{t > 0: (X(t),a(t)) & D(60)} AT.

Depending on if we use simulation (or observe the market data),
exp(—p7(00))(K — S(7(6p)))* can be simulated (or observed) through

O(bo, €0) = 3(60) + x(00, &), with
3(6o) = exp(—uT(00)) (K — S((60))",

where x(fp,&) is the simulation error (or observation noise). Here &
(and in what follows, ,,) is a combined process that includes the random
effects from X (t) and the stopping time at designated stopping time.
[In what follows, we call {{,} the sequence of collective noise or simply
refer to it as the noise throughout the rest of the paper.] Construct the
difference quotient

(D&p)"
OO, 0+ 00, O, &5) — O(O8, ..., 05— dos .., 05", &5
209 ’

where ‘f(i- are two different noise vectors used, and {d,} is a sequence

of real numbers satisfying d,, > 0 and ¢,, — 0 in a suitable way (e.g., if

we choose €, = 1/(n + 1), we can use 8, = 1/(n + 1)'/6; see Kushner

and Yin (2003)). Now, (Do) I1a(r(0,))=i} denotes the ith component of
the gradient estimate. With the 8y and the above gradient estimate, we
compute 01 = (01,0%,...,07) € R™*! according to

o) = 6, + 0(DB0) Tia(r(00))=i}+

where 4 is the indicator of the set A.
Suppose that 6,, has been computed. Choose

T(0p) =inf{t > 0: (X (t),a(t)) € D(0,)} AT,
and observe

5(9717571) = o(6y) + X(Qn,gn), where
@(0n) = exp(—p7(0n)) (K — S(7(6,))) T,
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and x(0,, En) is the simulation error or observation noise. Construct

(D@n)"
O6L,....00 +6,,....0m ¢

rYn n,i

)OO 0 — by O
2, '

Then the stochastic approximation algorithm takes the form

(9) :H—l = 9; + gn(Dan)iI{a(r(en)):i}; for 1=1,...,m.

Before proceeding further, we would like to comment on the above
algorithm. Owing to the presence of the Markov chain, (9) is not a
standard stochastic approximation algorithm. Care must be taken to
deal with the added complexity.

To ensure the boundedness of the iterates, we use a projection algo-
rithm and write

(10) 9:1—&—1 = H[elz%][% + En(D(ﬁn)il{a(T(en)):i}], for ¢ = 1, 2, s, My,
where for each real-valued 6?,

(6 ite <o,
H[G;,ga]el = 9,2, if 0 > H,Zu,
0", otherwise.

The projection can be explained as follows. For component i, after 67, +
En(D@n)if{a(T(on)):i} is computed, compare its value with the bounds
6’? and 6%. If the update is smaller than the lower value 9?, reset the
value to 67, if it is larger than the upper value 0;, reset its value to 0,
otherwise keep its value as it was.

3. Asymptotic Properties

This section presents asymptotic properties of the recursive algorithm.
It consists of two parts, convergence and rates of convergence. To analyze
the recursive algorithm proposed in the last section, we use weak con-
vergence method and martingale averaging. The results are presented,
and the proofs are deferred to Section 5.

Convergence

The basic idea lies in using an approach, known as ODE method
(see Kushner and Yin (2003)) in the literature, to connect discrete-time
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iterates with continuous-time dynamic systems. Instead of dealing with
the discrete iterates directly, we take a continuous-time interpolation
and examine its asymptotic properties. To be more specific, let

n—1
(11) tn = ¢ej, and m(t) = max{n:t, < t},
7=0

and define
0°(t) = 0, for t € [tn,tnr1), and 0"(t) = 0°(t +ty,).

Thus 6°(-) is a piecewise constant process and 0" () is its shift. The shift
is used to bring the asymptotics to the foreground. It is readily seen
that 6"(-) lives in D([0, 7] : R™), the space of functions defined on [0, T
taking values in R™ such that the functions are right continuous, have
left limits, and are endowed with the Skorohod topology (see Kushner
and Yin (2003)).

To proceed, introduce the notation

D3, = ((D@n)', ..., (DZ,)™) € R™*1,
Then (10) can be written as
(12) Ont1 = [0n + enlar(6,)) DPnl-
Moreover, (12) can be further written as
(13) On+1 = On + €nla(r(0,)DPn + Enzn,
where €p2,, = Opy1—60n —5n1a(7(9n))D@n is known as a “reflection” term,
the minimal force needed to bring the iterates back to the projection

region if they ever escape from the constraint set (18). Using the notation
in (13), it is readily seen that

m(tn+t)—1 m(tn+t)—1
(14) Hn(t) =0, + Z 5j1a(‘r(9j))D9/0\j + Z EjZj-
j=n j=n
Set
m(tn+t)—1

(15) Zn(t) — Z €j%j.

j=n
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In analyzing stochastic recursive algorithms, one often wishes to sep-
arate the effect of bias and noise. This can be done as follows:
b Q0L . . 0 46, 0™ —B(OL 0 — 5, 0™
" 20,

X 1o (r(0n))=i} — Poi (On),
by = (bL, ..., bMY,
0, ni) = x(0,€55) — x(0,,.,),
¢(9n7 gn) = (¢1 (am 5n71)7 cee ﬂpm(am fn,m))/a

where yi(0) = (0/00%)(0). In the above, b, is known as a bias term
and (0, &,) as a “noise” term. Note that in fact by, is also ,, dependent.
For future use, using b,, and ¢ (-), we may also write the recursive formula
in an expansive form as

7 7 7 W em gn,i
(16) Oy = Higi gi[07, + enlepgi (On) + by, + (2(3”)1{a(7(9n))i}ﬂ,

or its equivalent vector notation

Y (b, &n)

(A7) Ousr = T[n + enl20(0n) + bn + Lagrion) 5521

where II is the projection onto the box constraint set

18 01,0 x [02,02] x --- x [0, 0™,
1Y% 1Y l u

La(r(0y) = diag(I{a(r(0))=1}: - - - L{a(r(0))=m}) € R™*™,

and diag(Ay,..., A;) denotes a block diagonal matrix such that each 4;
has an appropriate dimension. Using an expansive form (17), we have

(19) Ont1 =0n +en Soﬁ(gn) +bn + 1a(7—(9n))¢(9n7 én) + €nzn.

To establish the convergence of the algorithm, We will use the following
conditions.

(A1) The sequences {e,} and {d,} are chosen so that 0 < 0, £, — 0,
€n/02 — 0, as n — oo, and that Y, &, = co. Moreover,

lim sup(enqx/€n) < 00, Himsup(dpyk/0n) < 00,

limsupl(en /6341 (20 /33)] < ox.
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In addition, there is a sequence of positive integers {, } satisfying
v — oo sufficiently slowly such that

(20) sup nti 1‘ — 0 as n— 0.
0<i<yn ' En
(A2) For each &, the function 9 (-, ) is continuous; for each i = 1,...,m,

the sequences {5252} are stationary such that

E|x(8,&,,)]**" < oo for some v > 0 and Ex(6,&, ) = 0 for each 6.

Moreover, as k — 00,

E—l—k
9
(21) kz ¥ gj — 0 in probability,

where Ej, denotes the conditional expectation with respect to Fy,
the o-algebra generated by {a(u),u < tg,eo,fj < l0 =
1,...,m}.

A

REMARK 3.1 Condition (A1) is for convenience. It is not a restriction
since we can choose {d,} and {e,} at our will. For example, we may
choose &, = O(1/n) and 6, = O(1/n'/%); in this case, (Al) is read-
ily verified. In view of the definition of 1(6,¢,), it is easily seen that
E[(0,6,)]?T < oo and E(6,€,) = 0 for each 6. Note that (21) is
an averaging condition of law of large numbers type. In fact, we only
require the law of large numbers hold in the sense of in probability. It
indicates that the observation noise is averaged out. In the simulation,
one often uses uncorrelated sequences. In such a case, the averaging
condition is readily verified. If {,} is a sequence of ¢-mixing processes
(see Billingsley (1968)), which indicates the remote past and distant fu-
ture being asymptotically independently, then (21) is also verified. The
continuity of v(-,&) is for convenience. In fact, only weak continuity
(continuity in the sense of in expectation) is needed. Thus, indicator
type of functions can be treated. To proceed, we state the convergence
result next.

THEOREM 3.2. Assume (Al) and (A2). Suppose, in addition, the dif-
ferential equation

(22) 6() = wo(8(1)) + 2(1)
has a unique solution for each initial condition 6(0). Then 0™(-) con-
verges weakly to 0(-) such that 0(-) is a solution of (22).
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COROLLARY 3.3. Under the conditions of Theorem 3.2, suppose that
0. is a unique asymptotically stable point of (22) being interior to the
constraint set and that {T } is a sequence of real numbers satisfying
T, — 0o as n — oo. Then 0"(T), + -) converges weakly to 6.

REMARK 3.4. Note that (22) is known as a projected ODE; see Chapter
4 of Kushner and Yin (2003). The term z(t) is due to the reflection or
projection constraint. To prove Theorem 3.2, our plan is as follows. We
first show that {0™(-)} is tight and then we characterize the limit process
by use of the martingale averaging techniques. To prove Theorem 3.2,
we proceed by establishing a sequence of lemmas.

Tightness of 6™ (-).

LEMMA 3.5. Under the conditions of Theorem 3.2, 6"(-) is tight in
D([0,T] : R™).

In fact, we obtain the tightness of a pair of processes (6"(-), Z"™(-)).
Therefore, by Prohorov’s theorem, we can extract a weakly conver-
gent subsequence. Select such a subsequence and still denote it by
(0™(), Z™(-)) without loss of generality and for notational simplicity.
Denote the limit by (6(-), Z(-)). By the Skorohod representation (with-
out changing notation), we may assume that (6" (), Z"(-)) — (0(-), Z(-))
w.p.1 and the convergence is uniform on any compact time interval.

ODE Limit. To characterize the limit process, choose a sequence
of positive integers {3, } satisfying 3, <, (with ~, given in (Al)) and
Bn — o0. For j > n, define

Jj—1 n+q;—1
(23) ¢ = B and f = > &
i=n i=n

Using the sequence ¢} defined in (23), in lieu of (14), Z"(t) may be
rewritten as
" t) = Z Ej%j.
j:t;‘<t

Owing to (23), 8; = qjy1 — g5, and

n+q?+171
A t]+1 t = €i
i=n+q7
ntqiy,—1 ntgi,—1
&
= E ( - 1)5n+q;1 + E Entql-
1=n+gq; J i=n-+q;



314
By virtue of (Al) and (23),

(24) Bientqr = A7 +n(j,n),

where n(j,n) — 0 as j,n — oo. In other words, we can approximate
Bj5n+q;” by A? with an approximation error going to 0 as j,n — co.

Using the approximation (24), in view of the continuous-time inter-
polation, we have

0" (t + ) — O™ (t)

= > (6110

JitTElL,t+s)

= > glapenDBi+ Y, €z

JitmEltt+s) JitnElt t+s)
ntgiy 1 ntaia—1
= > 2 claepDE+ Y, ) e
JtlElttts) i=ntgy JtjEltt+s) i=ntqy
n+q]+1 1
= Z ﬁ]‘gn‘i‘q] ﬁ Z 1o (7(65)) DSOz
JitTElt,t+s) i=n+q}
n—i—q]Jrl 1
1
+ § ﬂ]gn—i-q] 3 § Zq
AP E[t t+s) T i=ntql
n+q;1+1—1

1
+ D 3 > [Bilei — envq)lacron Dy
jareltt+s) ! i=ntq}

n+q;1+1—1

- Z 51] Z [ﬁj(gi—5n+q;‘)]2z‘,

Jt}Eltt+s) i=n+q}
as a result,
n+q?+171
O"(t+s) —0"() = A"ﬁ > lawe)Dei

95 Jit}Eltt+s) i=n+q;

( ) n+q;l+1_1
Py oA S,
AP E[tt+s) J i=n+q7

where o(1) — 0 in probability uniformly in ¢.
Compared with the usual stochastic approximation algorithms, the
iterations and the interpolated processes all involve a Markov chain. To
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take into account of this additional Markov chain, we state two lemmas
first. The first lemma is on the weak continuity of 7(#), and the second
one reveals that the matrix-valued indicator 1,(;(,)) can be replaced by
La(r(0,gn)) with an error term goes to 0 in probability. These lemmas

will help us to derive the limit results Theorem 3.2 and Corollary 3.3.
The proofs are postponed to Section 5.

LEMMA 3.6. Assume that (A1) and (A2) hold. Then 7(0) is weakly
continuous in the sense that 0 — 6 implies ET(0) — ET(0).

LEMMA 3.7. Assume that (A1) and (A2) hold. Then

n+q?+171
def ~
SN RPNV TGRS SN 5 2 lage)Dé
A Et t+s) FAPELt+s) T i=ntq?
n+q;?+1—1
= Y A Y L DR+ o),
A Elt t+s) I i=ntqy

where o(1) — 0 in probability uniformly in t.

Rates of Convergence

We begin with the examination of scaled sequences of the centered
estimation error 6, — 6. Suppose that ¢, = O(1/n"), 6, = O(1/n7?),
with 0 < 1,72 < 1. Rates of convergence of the recursive algorithm
are concerned with the scaling of n?3(6,, — 6.), leading a nontrivial limit,
and the corresponding asymptotic covariance. It turns out, 7; satisfy
v3 — 272 < 0 and 3 +v2 —1/2 < 0, and the largest 3 is obtained with
equality replacing the inequalities.

This subsection is divided into two parts. In the first part, using per-
turbed Liapunov function argument, we establish the tightness of the
sequence {n(1/371(9, — 0,)}. This is essentially a stability result. It
reveals how fast the estimation error varies and exploits the dependence
of the error 6,, — 0, on the iteration number n. In the second part, we
further examine the scaled sequence through its continuous-time interpo-
lation, and show that the scaled sequence converges weakly to a diffusion
process. The scaling factor together with the stationary covariance of
the diffusion process gives us the desired rate result.

Tightness of Scaled and Centered Iterates. Let us assume
that the following conditions are satisfied.
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(A3) Suppose that there is a Liapunov function V'(-) : R™ — R such that
the second order mixed partial derivatives of V(-) are continuous,
and Vp(6)pe(0) < —AV(6) for some A > 0.

(A4) The second mixed partial derivatives of ¢(-) are continuous. For
each &,

1
¢W¢>:¢wma+3£hﬂ@+sw—eo@»—¢wmaw&

For each 6,
> EIE.(6,85)] < oo

j=n

REMARK 3.8. Condition (A3) requires the existence of a Liapunov func-
tion for the limit ODE. The precise form of V'(-) need not be known. Con-
dition (A4) poses certain smoothness like conditions on ¥ (6, £). If (0, &)
is independent of 6, then this condition is not needed. The summability
of >, E|Ey(0,&;)] is satisfied if ¢(6,&;) is a uniform mixing process
with a summable mixing rate (see Billingsley (1968)), which is a typical
assumption.

THEOREM 3.9. Assume (Al)—(A4). Useep, =1/(n+1)", 6, =5/(n+
DM/ and v3 = 1/(n+ 1)"/3. Then EV(6,) = O(1/n(2/3n),

COROLLARY 3.10. Take v; = 1. If the Liapunov function is locally
quadratic, i.e.,

V(0) = (0~ 0.) A(0 — 0.) + o(|0 — 0. %),

where A is a symmetric positive definite matriz, then {n'/3(6, — 6,)} is
tight.

Diffusion Limit. This section is devoted to the limit of the scaled
estimation error {n'/3(,, — 6.)}. Define u,, = n'/3(6,, — 6,). Since 6, is
interior to the constraint set, we may drop the term z, without loss of
generality. We will also work with interpolated process, and define

Un(t) = Un+j for t e [tn_t,_i - tn,tn+i+1 - tn) for i > 0,

where ¢, is defined in (11). In what follows, for simplicity, we work
with the case €, = O(1/n). There are also apparent analog of the cases
en, = O(1/n") although we will not dwell on it here. To proceed, we
state the following condition.
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(A5) The following conditions hold:
(a) The matrix @gg(6.) + I/3 is stable (i.e., all of its eigenvalues
have negative real parts).

(b) The sequence

m(tn+t) 1
Y pva8)
j=m(tn) J

converges weakly to a Brownian motion w(t) with covariance
2(0.)t.

(¢) For each &, ¥y(+, &) exists and is continuous.

In view of the scaling and (A5), we have

n+1\1/3 n+1\1/31 ~
Un+1 = ( ) Un + ( n ) E [9000(07%*)'“71 + nl/gbn
0

Y (04, 6n) (O, En)
95, T a5, “”]}’

+n 3100y |

where gn* and @n* denote points on the line segments joining 6,, and
6,. Noting ((n+1)/n)'/3 =1+1/(3n) + o(1/n), we need only consider
another sequence {v,} defined by

1 I

Unt1 = Up +E (@99(9*) + %)Un
! 0. 1

L panBn) — (0100 + 0,

1 1 ~
+W1a(7(0*))w(9*7 En) + iR La(r(0.)) 0 (On,xs En) vn.-

Define the corresponding interpolation v™(t) as in that of ™ () with the
replacement of u,, by v,. It can be shown that the v"(-) so defined will
have the same limit as that of v"(-). In fact b, = b,(#). An expansion
of the term b,,(6,,) yields that

36 =3 (60,) = %@91‘91’91’ (0,)0% +o(1), i € M.



318

In the above, i indices the ¢th component. Using Lemma 3.6, it can be
proved that

m(ty+tt+s)—1 1
Vit s) =0 + Y =[(pe(6) +

jemtn+t) 7
m(tntt+s)—1 1 _ i

+ Z - [[9099(971,*) - 9096(9*)]Uj]
j=m(tn+t) J
m(tn+t+s)—1 11

+ Z §3¢9i9¢9i(9*)52
j=m(ta+t)
m(tn+t+s)—1

o | \Tj[la(r<9*))¢(9*7€j)]i+0(1),

j=m(tn+t

g)vj]i

where o(1) — 0 in probability uniformly in ¢. Using an argument sim-
ilar to the proof of Theorem 3.2 for this Markov modulated stochastic
approximation together with the techniques in Kushner and Yin (2003),
we derive the following theorem although the details are omitted.

THEOREM 3.11. Under conditions (A1)—(A5), u™(:) converges weakly
to u(-) such that u(-) satisfies the stochastic differential equation

Porg191(0x) 52
du = (pgo(0x) + 1/3)udt + : ydt
(26) ) Wememgmg@ﬁ .
a(r(6+)) *
— a5 dw,

where w(-) is a standard Brownian motion.

REMARK 3.12. Note that in Theorem 3.11, we have replaced the Brow-
nian motion w(-) by a standard Brownian motion together with a dif-
fusion matrix 1,(7(p,))2(0«). If in lieu of e, = O(1/n), &, = O(1/nM)
is used with 0 < v, < 1, then wu, is changed to u, = n(1/3)71(9n —0,).
Redefine u"(-). Under similar conditions as in Theorem 3.11 with (A5)
(a) replaced by ¢gg(6s) being stable, Theorem 3.11 still holds. However,
(26) is changed to

PYo1eLel 0.,
B oo (6.) 6% Lagr(e.)X(64)
(27)  du = ppp(0x)udt + : dt + ——————=

3! 2 dw.
pgmgmom (0+)
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4. Further Remarks

In this paper, we developed stochastic approximation algorithms for
pricing American put options. The recursive algorithms enable us to
determine the optimal threshold levels in a systematic way. Only finite-
difference gradient estimates are considered; variants of such algorithms
can be designed. Simple finite difference gradient estimates are used in
this paper. To construct the gradient estimates, the so-called infinites-
imal perturbation analysis in Ho and Cao (1991) can be used; see also
Fu, Wu, Gurkan and Demir (2000).

5. Proofs of Results

Proof of Lemma 3.5. For any § > 0, ¢t,s > 0 with 0 < s <4,

) m(tn+t+s)—1 )
Blo"(t+5) = 0" <KE| > eilag) D3|

j=m(tn+t)
m(tn+tt+s)—1

+KE‘ Z €j2j
j=m(tn+t)

‘ 2

Owing to the truncation, {6, } is bounded, so

m(tn+t+s)—1
limlimsupE’ Z Ejla(T(gj))Dg/D\j‘ fhmhmsupO((SQ) 0.

—0 —0
n—00 j=m(ty+t) n—00

Moreover, we also obtain

m(tn+t+s)—1 5
lim lim sup E‘ Z 5jzj‘
—0 n—oo .
j=m(tn+t)

m(tn+t+s)—1 9
< K lim lim supE{ Z €j|D@j@
0—0 n—oo .
j=m(tn+t)
m(tn+t+s)—1 9
< K lim hmsupE[ Z €j|0(9j,§j)]}
d—0 n—oo .
j=m(tn+t)
= lim lim sup O(6%) = 0.
6—0 n—oo
The estimate above implies that {Z"(-)} is tight. In the above, we have
used (A2) to get the boundedness of the second moment. Combining

the estimates above, an application of Theorem 3 in page 47 of Kushner
(1984) yields the tightness of {6™(-)}. The lemma is concluded. O
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Proof of Lemma 3.6. Suppose not. That is, 7() is not weakly con-
tinuous, namely,

(28) §—60—0 but Er(6) — ET(6) 4 0.

Without loss of generality, we may assume that E7(0) — ET(6) > 0. By

virtue of the definition of D(6), we have |diam(D(6))—diam(D(0))| — 0,
where diam(A) denotes the diameter of the set A. Since

(X(7(9)), a(r(9))) € D(8) and (X(7()), a(r(6))) € D(6),

(29) EX(1(0)) — EX(1(0)) — 0.
On the other hand, using (2),

- 7(6)
(30) EX(1(0)) — EX(7(0)) = E/@ r(a(s))ds.

Suppose that there is no jump between 7(0) and 7(6). Then by virtue
of the piecewise constant behavior of «a(t) and (29), it is easily shown

that |E7(0) — E7(6)| — 0, which is a contradiction to (28). If there is
one jump between 7(6) and 7(0), denote the jump time by 77. Then

B 79 r(a(s)ds| = |Elro(7 = 7(0)) +r1(r(0) = 7). s0

(6)

<m>\E/Orm@m4>Ewwa—ﬂm—VMﬂm—a»
T(0

where ro and 7, are the constant values taken by r(a(t)) at 7(6) and 7,

respectively, and where without loss of generality, we have assumed that

Iro| E(T1 — 7(0)) — |r1|E(7(0) — 1) > 0. Let 0 < ¢; < 1 be a constant

satisfying N

(32) ClE’T0’(7~'1 — 7'(9)) > E‘Tl‘(T(Q) — ?1)
Then it follows from (31),

(6) -
(33) / _ r(a(s))ds| > (1 —c1)|ro|E(T1 — 7(0)).

(©)

This implies that E[f; — 7(d)] — 0. Using (32) again, we also have
E[r(0) — 71] — 0. Therefore,

E[7(0) = 7(0)] = E[r(0) — 7] + E[11 — 7(0)] — 0,



Pricing American Put Options Using Stochastic Optimization Methods — 321

which is a contradiction to (28). Suppose that more than one jumps
occur between 7(f) and 7(¢). We denote the jump times by 7; with
T(0) <71 <Tp <+ < Ty, <7(0). In view of (31),

‘E/T(;(j) r(a(s))ds)

k1—1
> E|Irol (7 - (7)) -

> G = 7)| = I (7(0) = )]

j=1
> B|Irol (7 = (7)) = Fasax(Fiy = 71) = Fanax(7(6) = 7,

>F [|m|(%1 — 7(7)) = Tmax(7(0) — 71)}

where Tax = max; |1;| (Recall that the values of r; belong to a finite set
since a(t) is a finite-state Markov chain). Then using similar estimates as
in the case having one jump between 7(6) and 7(8), we obtain E[r(f) —
7(6)] — 0, which is again a contradiction to (28). O

Proof of Lemma 3.7. In view of the interpolation and the choice of

A?, to derive the desired result, it suffices to consider the term Cj’?. In
fact, we have

B ntqjy,—1 ntqjy,—1
G=5 2 lawtugnDetg D [y lat6,.,)ID8:
I i=ntq? ! i=n+q} ’

Examining the last term above, using the projection and the bounded-
ness of E'/2|D@;|? (owing to the projection and the continuity of D;
with respect to ), by virtue of the Cauchy-Shwartz inequality, we have

n—i—q;‘_H—l

E‘ E Z B [1(1(7'(91)) - 1a(7(9n+q?))]D(’/ﬁi

i=n+q;
7‘L+an+1 -1

IN
|
&
—_
2
S
=
|
—_
2
~‘
5
3
+
)
)
=

IN
2=
M5
&y
IS
=
2
A
sy

2
)~ La(, )

1/2 2
22X B2 Tt (6.0)=6) = Ta(r(@)=0) "

IA
==
M
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Thus, it suffices to examine
Ellar00)=0) ~ Hatr@ugy=al’ for £=1,....m

It is readily seen

Blla(r00)=0) = a6, p0=0)"
= P(a(7(0:)) =€) = 2P((7(6:)) = £, (7 (Ontqr)) = {)
FP(a(r(Burgr)) = )
= [P(a(7(6;)) = ¢) — P(a(7(9n+q”)) t)
P(a(r(0:)) = £|a(7(Ontqr)) = 1)]
+P(a(7(Ontqr)) = O)[1 — P(a(7(0:)) = L]a(T(Ongqr)) = O)]-

Using the defining relation (13) and the choice of the sequence {q?},
0; — 9n+q" — 0 as n — oo, for all ¢ satisfying n+¢7 <i <n+gqj,, and
moreover,

P(a(7(0:)) =€) = P(a(T(Ontqp)) =€) = 0
P(a(7(6:)) = Llla(T(Oniqp)) =€) — 1

Thus ElI{a(-(0,)=6} — I{a(7(9n+q?))=f}]2 — 0, and we conclude that

1 n+q;?+1—1
E’g > [aGoy) = a0, D] = 0
J i=n+q%
J
The lemma is proved. O

Completion of Proof of Theorem 3.2. To derive the limit dynamic
system for (), we start with the interpolation process indexed by n. In
view of (25), Lemma 3.7 implies that

ntqiy,—1
0" (t+s)—0"(t)= > Af— 5 1{a(7 (On-+a7)} > D&
JHTE[L t+s) i=n+q;

n—i—q]+1 1

+ > Ayi_ > zi+o(l),

.. J =
JitPEft,t+s) i=n+q}

where o(1) — 0 in probability uniformly in ¢.
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Note that using the expansive form (see (17) and (19)), 6"(¢) can also
be written as

(34) 6" (t) = 0"(0) + ¢" (1) + () + ¥"(t) + Z"(t),

where

g"(t) = > eiea(0y),

j:t;<t
bn(t) = Z Ejbj,
Jitn<t
(%fy)
Z 8] a(T(6; 25 .
VE t”<t
Define
(35) M™(t) = 0"(t) — 6"(0) — g"(t) — Z"(t).
It is readily seen that we also have
(36) M™(t) = b (1) + 4"(1).

Using (36), for any positive integer kg, any 0 < t, <t <t + s, and any
bounded and continuous functions py(+), with ¢ < kg,

EHP@ ), 27 ()M (t + 5) — M7 ()]
—EHPe(en(te%zn(te))[g”(t+ 5) = 0"(0)

—EHW ), 2" ()" (¢ + 5) — 0" (1)] = 0

We proceed to ﬁgure out the limit of each of the terms above. As j — oo,
Bj — 00, and AT — 0. In view of the definitions of ¢"() and b"(-), we
have that

n+q?+171

D t+s)—bu(t) = Y. >

JitP€ltt+s) i=n+qf

n+q?+1—1
- Z AJ 3 Z b; +o(1),
Jitrett+s) J i=n+q}

where o(1) — 0 in probability uniformly in ¢. The smoothness of ()
then yields that

(37) Hpg ), ZM(t)) B (t + ) — b (t)] — 0 as n,j — oo.
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Similarly, we obtain that

Pt + 5) — (1)
AT Oy, &)

- 2 Aﬂl{awﬂ;»} >, —g5— +ol:

J: t" [t,t+s) i:n-i—q;l

Owing to the interpolation 6"(¢%) = Opiqr. For arbitrarily small
n > 0, let {B77 I < mg} be a finite partition of the set [6},01] x

17

[912,93] x [0]",0;"] such that each B} satisfies diam(B]") < 7. Let

1 27w

9;7 be an arbltrary point in B;'. Then

ntql, —1 gl —1
1 +qu+:1 DOy, &) 1 RS P(O™(t7), &)
B; 20; B 20;

i:n-l—qgl i= n—i—q7
ntaj, 1

W),
Z > {om(tm)eB]}

]l 1 = n+q
ntqi,—1

9 i
Z > ,,5 —55 Lermenyy T o(1).

llzn+q

For each of the 5{7 chosen above,

n+q7 1 -1 ~

3 E an &) i babili j
Z n+qj ‘ — 0 1m proba llty as n,j — oQ.
1= n-l—qj l

Thus, we obtain
(38) E H pe(0" (te), Z" (1)) [" (t + 5) — 4" ()] = 0
Then the definition of M"(-) together with (37) and (38) leads to

(39) E H pe(07™ (L), Z™(tg)) [M™(t + s) — M™(t)] — 0.

On the other hand, using (35), the weak convergence of (0™(-), Z"(-))
to (6(-), Z(:)) and the definition of M™(-) imply that M"(:) converges
weakly to a process M(-) defined by

(40) M(#) = 0(t) — 6(0) — / po(0(u))du — Z(1),



Pricing American Put Options Using Stochastic Optimization Methods — 325

where Z(t) = fot z(u)du. Using (39) and (40), Theorem 7.4.1 in Kushner
and Yin (2003) yields that M(-) is a martingale. Since 6(-) and Z(-)
have Lipschitz continuous sample paths w.p.1, Theorem 4.1.1 in Kushner
and Yin (2003) implies that M (¢) = constant w.p.1. Since M (0) = 0,
M(t) = 0 w.p.1. That is, 6(-) is the solution of equation (22). Thus
Theorem 3.2 is proved. O

Proof of Corollary 3.3. For any T > 0, using exactly the same argu-
ment, we can establish the weak convergence of the sequence {6"(T,, +
), Hn(fn—f—i—)}. Select a convergent subsequence with the limit denoted
by (0(:),05(-)). Then 6(0) = Hf(f) The set of all possible {6(0)} for
all T and all convergent subsequence belongs to a tight set. The form of
the function ¢(-) implies that the maximizer 6, is unique. The stability
of the ODE then implies that for any n > 0 there is a 0 < T\n < o0 such
that for all T > T\,,, P(Gf(f) € Ny(0)) > 1 —n, where N, (6,) denotes
an 7-neighborhood of 6, (i.e., Ny(6«) = {6 : |0 — 0, < n}). This yields
the desired result. O

Proof of Theorem 3.9. For simplicity, we work out the details for
v = 1 and 79 = 1/6 (so v3 = 1/3). The proofs for the other cases
are essentially the same. Without loss of generality, assume 6, = 0 and
9 = 1 henceforth in the proof. Using (19), straightforward calculation
yields

Env(9n+1) - V(en)
Y (b, &n)

< —)\an(Hn) + an(,’(Hn)[bn + la(T(an))T + Zn] + 0(6,21)

(41)
Based on the idea of perturbed Liapunov function (see Kushner and

Yin (2003)), to facilitate the cancellation of the unwanted terms, we
introduce several perturbations as follows:

Vi(0,n) = eja;,Vy(0)b;,
j=n

2,

Va(0,n) = &5 EaVg(0)Lar,)
j=n

Va(0,n) = ejeinVi(0)z,
j=n



326

where ,
_ I, =1/ (k+1)Y3), j>n,
1, otherwise,

and ,
= { Tl =100,

otherwise.

By (A4), the smoothness of ¢(-) together with the boundedness of
{6,,} (owing to the projection) implies b, = O(8,) = O(n~'/%) w.p.1.
Using

= 1
Z ]+1 1/3 J‘n_KZW( jln j|n+1) O(l),

j=n

Vi(8,m) <D ejanl V3 (O)Ilb5],

Jj=n

so we obtain
(42)  [Vi(0,n)| < Kf}j*/ﬁu—l“aﬂn) <O((n+1)79).
Jj=n
Similarly, by (A4),
E|Va(0,n)| < Kf}j*/GmEnww,@)\

(43) j=n
<O((n+1)7""),

and

() Va(0,n)| < K> 570G 0, [V5(0)]]2]
j=n

<O((n+1)"%).
Next, detailed calculation leads to

Enm(0n+17 n—+ 1) - ‘/1(9717 TL)
— B Vi(Bny 1+ 1) = Vi(Bns )] + En[Vi(Bns1m 4+ 1) — Vi (6,1 + 1)]
= _5nvel<9n)bn + Zgjaj\nEnVGB(én)(en—H - en)bj

j=n
= —e, V3 (0,)bn + O((n + 1)7%/3),
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where 60, is a point on the line segment joining 6,, and 6,,,1. Moreover,
we also have

EnVa(Ong1,m+1) = Va(bn, 1)

= [BaVa(0n, 1+ 1) = Vall, )] + EalVa(Onsr,n + 1) = Va0, 0+ 1)]

e G

= —en Vg (0n)la(r(0,)) 2,
00 ¢’9nv€'

+ > &En[Vy(6ni1) —‘/«9/(971)]104“(91'))(2(5-])
j=n-+1 ’

o0 1

+ Y &1 Vg On+1)La-0,) 55~
J

j=n+1
1

x / (B + 5(Onss — 00). &) — (O )]s (Brss — 6,)

Y(On, &n _
= —EnVé(9n)1a(T(9n))(26) +O0((n+1)7/%),

and
EnVa(Ons1,n+ 1) — V(0 n) = —e, Vi (0n) 2 + O((n + 1)77/3).
Define
V(0,n) = V(0) + Vi(0,n) + Va(8,n) + V3(0,n).
Then using (41), and the estimate on E,V;(0p4+1,n + 1) — V;(0,,n) for
i=1,2,3,
—e AEV (6,) +O((n +1)7°/3)
< = AEV (0, 1) + O((n +1)7%/3),

E[V(6ns1,n+1) — V(6,,n)]

IN

The last inequality above follows from (42), (43), and (44). Iterating on
E[V(0p41,n+ 1) — V(0,,n)], we arrive at

EV(6pi1,n+ 1) H 1— ;) EV (6o,0)
Zaj —X;)0((j + 1)72/3)

:O((n+ 1)72/3).

By virtue of (42) and (43), we also have EV (0,,.1) = O((n + 1)=%/3).
The desired order of estimation error then follows. O
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Proof of Corollary 3.10. By virtue of Theorem 3.9, (again assuming
0. = 0) the Markov inequality leads to

_ EV(0,) _ Ko
1% 2/3 —r\'n) fre
P(V(8n) 2 Kan™) < Kin—2/3 S

for some Ko > 0. This implies that {n?/3V(6,)} is tight. The local
quadratic form of the Liapunov function V'(+) further yields the tightness
of {n'/3(6, — 6,)}. O
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Abstract

This paper treats jump-diffusion processes in continuous time, with em-
phasis on the jump-amplitude distributions, developing more appropri-
ate models using parameter estimation for the market in one phase
and then applying the resulting model to a stochastic optimal portfolio
application in a second phase. The new developments are the use of
double-uniform jump-amplitude distributions and time-varying market
parameters, introducing more realism into the application model — a log-
normal diffusion, log-double-uniform jump-amplitude model. Although
unlimited borrowing and short-selling play an important role in pure
diffusion models, it is shown that borrowing and shorting is limited for
jump-diffusions, but finite jump-amplitude models can allow very large
limits in contrast to infinite range models which severely restrict the
instant stock fraction to [0,1]. Among all the time-dependent param-
eters modeled, it appears that the interest and discount rate have the
strongest effects.
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1. Introduction

The empirical distribution of daily log-returns for actual financial instru-
ments differs in many ways from the ideal pure diffusion process with its
log-normal distribution as assumed in the Black-Scholes-Merton option
pricing model [4, 27]. The log-returns are the log-differences between
two successive trading days, representing the logarithm of the relative
size. The most significant difference is that actual log-returns exhibit
occasional large jumps in value, whereas the diffusion process in Black-
Scholes [4] is continuous. Statistical evidence of jumps in various finan-
cial markets is given by Ball and Torous [3], Jarrow and Rosenfeld [18]
and Jorion [19]. Hence, some jump-diffusion models were proposed in-
cluding Merton’s pioneering log-normal [28] (also [29, Chap. 9]), Kou
and Wang’s log-double-exponential [21, 22] and Hanson and Westman’s
log-uniform [13, 15] jump-diffusion models.

Another difference is that the empirical log-returns are usually negatively
skewed, since the negative jumps or crashes are likely to be larger or more
numerous than the positive jumps for many instruments, whereas the
normal distribution associated with the diffusion process is symmetric.
Thus, the coefficient of skew [5] is negative,

n3 = Mz /(M) <0, (16.1)

where Mo and Mj3 are the 2nd and 3rd central moments of the log-return
distribution here. A third difference is that the empirical distribution is
usually leptokurtic since the coefficient of kurtosis [5] satisfies

Ny = My/(M)?* > 3, (16.2)

where the value 3 is the normal distribution kurtosis value and My is
the fourth central moment. Qualitatively, this means that the tails are
fatter than a normal with the same mean and standard deviation, com-
pensated by a distribution that is also more slender about the mode
(local maximum). A fourth difference is that the market exhibits time-
dependence in the distributions of log-returns, so that the associated
parameters are time-dependent.

For option pricing with jump-diffusions, in 1976 Merton [28] (see also
[29, Chap. 8]) introduced Poisson jumps with independent identically
distributed random jump-amplitudes with fixed mean and variances into
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the Black-Scholes model, but the ability to hedge the volatilities as with
the Black-Sholes options model was not possible. Also for option pric-
ing, Kou [21, 22] used a jump-diffusion model with a double exponential
(Laplace) jump-amplitude distribution, having leptokurtic and negative
skewness properties. However, it is difficult to see the empirical jus-
tification for this or any other jump-amplitude distribution due to the
problem of separating the outlying jumps from the diffusion (see Ait-
Sahalia [1]), although separating out the diffusion is a reasonable task.

For optimal portfolio with consumption theory Merton in another pio-
neering paper, prior to the Black-Scholes model, [25, 26] (see also [29,
Chapters 4-6]) analyzed the optimal consumption and investment port-
folio with geometric Brownian motion and examined an example of hy-
perbolic absolute risk-aversion (HARA) utility having explicit solutions.
Generalizations to jump-diffusions consisting of Brownian motion and
compound Poisson processes with general random finite amplitudes are
briefly discussed. Earlier in [24] ([29, Chapter 4]), Merton also examined
constant relative risk-aversion problems.

In the 1971 Merton paper [25, 26] there are a number of errors, in par-
ticular in boundary conditions for bankruptcy (non-positive wealth) and
vanishing consumption. Some of these problems are directly due to using
a general form of the HARA utility model. These errors are very thor-
oughly discussed in a seminal collection assembled by Suresh P. Sethi
[32] from his papers and those of his coauthors. Sethi in his introduc-
tion [32, Chapter 1]) thoroughly summarizes these errors and subsequent
generalizations. In particular, basic papers of concern here are the KLSS
paper with Karatzas, Lehoczhy, Shreve [20] (reprint [32, Chapter 2]) for
exact solutions in the infinite horizon case and with Taksar [33] (reprint
[32, Chapter 2]) pinpointing the errors in Merton’s [25, 26] work.

Hanson and Westman [10, 16] reformulated an important external events
model of Rishel [31] solely in terms of stochastic differential equations
and applied it to the computation of the optimal portfolio and con-
sumption policies problem for a portfolio of stocks and a bond. The
stock prices depend on both scheduled and unscheduled jump external
events. The complex computations were illustrated with a simple log-bi-
discrete jump-amplitude model, either negative or positive jumps, such
that both stochastic and quasi-deterministic jump magnitudes were es-
timated. In [11], they constructed a jump-diffusion model with marked
Poisson jumps that had a log-normally distributed jump-amplitude and
rigorously derived the density function for the diffusion and log-normal-
jump stock price log-return model. In [12], this financial model is ap-
plied to the optimal portfolio and consumption problem for a portfo-
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lio of stocks and bonds governed by a jump-diffusion process with log-
normal jump amplitudes and emphasizing computational results. In
two companion papers, Hanson and Westman [13, 14] introduce the
log-uniform jump-amplitude jump-diffusion model, estimate the param-
eter of the jump-diffusion density with weighted least squares using the
S&P500 data and apply it to portfolio and consumption optimization.
In [15], they study the time-dependence of the jump-diffusion parameter
on the portfolio optimization problem for the log-uniform jump-model.
The appeal of the log-uniform jump model is that it is consistent with
the stock exchange introduction of circuit breakers [2] in 1988 to limit
extreme changes, such as in the crash of 1987, in stages. On the contrary,
the normal and double-exponential jump models have an infinite domain,
which is not a problem for the diffusion part of the jump-diffusion distri-
bution since the contribution in the dynamic programming formulation
is local appearing only in partial derivatives. However, the influence
of the jump part in dynamic programming is global through integrals
with integrands that have shifted arguments. This has important con-
sequences for the choice of jump distribution since the portfolio wealth
restrictions will depend on the range of support of the jump density.

In this paper, the log-double-uniform jump-amplitude, jump-diffusion
asset model is applied to the portfolio and consumption optimizaition
problem. In Section 2, the jump-diffusion density is rigorously derived
using a modification of the prior theorem [11]. In Section 3, the time
dependent parameters for this log-return process are estimated using this
theoretical density and the S&P500 Index daily closing data for 16 years.
In Section 4, the optimal portfolio and consumption policy application
is presented and then solved computationally. Also, in this section, the
big difference in borrowing and short-selling limits is formulated in a
lemma. Concluding remarks are given in Section 5.

2. Log-Double-Uniform Amplitude
Jump-Diffusion Density for Log-Return

Let S(t) be the price of a single financial asset, such as a stock or mu-
tual fund, governed by a Markov, geometric jump-diffusion stochastic
differential equation (SDE) with time-dependent coefficients,

dP(t)

dS(t) = S(t) | pa(t)dt + o4(t)dG () + > J(T;,Qr) | ,  (16.3)
k=1
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with S(0) = Sp, S(t) > 0, where ug4(t) is the mean appreciation return
rate at time ¢, o4(t) is the diffusive volatility, dG(t) is a continuous
Gaussian process with zero mean and dt variance, dP(t) is a discon-
tinuous, standard Poisson process with jump rate A(¢), with common
mean-variance of A(¢)dt, and associated jump-amplitude J(¢, Q) with
log-return mark @ mean p;(t) and variance ojz(t). The stochastic pro-
cesses G(t) and P(t) are assumed to be Markov and pairwise indepen-
dent. The jump-amplitude J(¢, @), given that a Poisson jump in time
occurs, is also independently distributed, at pre-jump time 7 and mark
Qr. The stock price SDE (16.3) is similar in prior work [11, 12], except
that time-dependent coefficients introduce more realism here. The Qp
are IID random variables with Poisson amplitude mark density, ¢g(q;t),
on the mark-space Q.

The infinitesimal moments of the jump process are
E[J(t,Q)dP(t)] = )\(t)dt/QJ(t7Q)¢Q(Q;t)dq

and

VarlJ (t, Q)dP(t)] = A(t)dt /Q P (t.q)é0(q: )dg.

The differential Poisson process is a counting process with the probability
of the jump count given by the usual Poisson distribution,

Pre(A(t)dt) = exp(=A(t)dt)(A(t)dt)" k!, (16.4)
k=0,1,2,..., with parameter A(¢)dt > 0.

Since the stock price process is geometric, the common multiplicative
factor of S(t) can be transformed away yielding the SDE of the stock
price log-return using the stochastic chain rule for Markov processes in
continuous time,

dP(t)
dlIn(S(t))] = ma(t)dt + oq(t)dG(t) + Y In(1+ J(T};, Qx)), (16.5)
k=1

where pq(t) = pa(t) —o3(t)/2 is the log-diffusion drift and In(1+.J(t, q))
is the stock log-return jump-amplitude or the logarithm of the relative
post-jump-amplitude. This log-return SDE (16.5) is the model that
will be used for comparison to the S&P500 log-returns. Since jump-
amplitude coefficient J(t,q) > —1, it is convenient to select the mark
process to be the log-jump-amplitude random variable,

Q=In(1+J(tQ)), (16.6)
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on the mark space Q = (—00, +00), so J(t,Q) = e? — 1 in general. Al-
though this is a convenient mark selection, it implies the independence of
the jump-amplitude in time, but not of the jump-amplitude distribution.

Since market jumps are rare and limited, while the tails are relatively
fat, a reasonable approximation is the log-double-uniform (duq) jump-
amplitude distribution with density ¢g on the finite, time-dependent
mark interval [a(t),b(t)] as in [15]. However, since the optimistic strate-
gies that play a role in rallies should be different from the pessimistic
strategies used for crashes, it would be better to decouple the positive
from the negative jumps giving rise to the log-double-uniform jump-
amplitude model. The double-uniform density is the juxtaposition of two
uniform densities, ¢1(q;t) = I{a()<q<0y/lal(t) on [a(t),0] and ¢2(q;t) =
Tio<q<p(e)y/b(t) on [0,b(t)], such that a(t) < 0 < b(t) and Is is the indi-
cator function for set S. The double-uniform density can be written,

0, —00 < q < a(t)
t)/|al(t), a(t) < 0
b= O 0 eadny (o 08D
0, b(t) < g < +o0

essentially undefined or doubly defined at ¢ = 0, except pi(t) is the
probability of a negative jump and py(t) is the probability of a non-
negative jump, conserving probability by assigning the null jump to the
uniform sub-distribution with the positive jumps. Otherwise, ¢g(q;t)
is undefined as the derivative of the double-uniform distribution for the
point of jump discontinuity at 0, but the distribution
o(a:t) = PO G e <q<o + (P1(8) +P2(t)5y ) Toqesiny
H{p<q<oo)

is well-defined and continuous since points of zero measure do not con-
tribute. The assumption that a(t) < 0 < b(¢) is to make sure that both
negative jumps (including crashes) and positive jumps (including rallies)
are represented. The form of this double-uniform model was motivated
by Kou’s [21] double-exponential model.

The density ¢g(q;t) yields the mean

EQ[Q] = p;(t) = (pr(t)alt) + p2()b(t))/2

and variance

Varg[Q] = o3(t) = (p1(t)a?(t) + pa(t)6*(t)) /3 — 113 ()
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which define the basic log-return jump-amplitude moment parameters.
The third and fourth central moments are, respectively,

MM (1) = Eg(Q — p;(1))?)]
= (p1(t)a®(t) +p2(t)b%(£)) /4 — i (1) (302 (1) +13(2))
and
M ()

Eq[(Q — 1 (1)"]
= (p1(t)a* (t) +p2()b* (1)) /5 — 4y () MV () — 645 ()0 (£) — a5} (2).

The log-double-uniform distribution is treated as time-dependent in this
paper, so a(t), b(t), p;(t) and ajz(t) all depend on ¢.

The difficulty in separating out the small jumps about the mode or maxi-
mum of real market distributions is explained by the fact that a diffusion
approximation for small marks can be used for the jump process that
will be indistinguishable from the continuous Gaussian process anyway.

The first four moments of the difference form stock log-return,
Aln(S(t)) = In(S(t + At)) — In(S(t)),

assuming that a sufficiently close approximation of the double-uniform
jump-diffusion (dujd) by (16.5), i.e

Aln(S(t)) ~ ma(t)At + oq(t) AG(t) + ZAP(t)
= (malt) + At (t) At + 0q() AG(t > (16.8)
s (O(AP(E) = AB)AL) + 2@ — (1))

the latter in a more convenient zero-mean and independent terms form,
are

MM = BIAI(S()] = (uialt) + Alt)ya; ()AL, (16.9)

MM = Var[AIn(S()] = (03(t) + A1) (12(t) + 02 (1)) At,(16.10)

M0 = B (Amn(s0)] - 1" 0)
— (pu(Da3(0) + PO DAL/A

(16.11)

Midujd) (t) = E[(A[ID(S(t))]—Ml(dqu 4]

= (p1(t)a*(t) + pa ()b () A(t) At /5 (16.12)
+3(03(t) + () (5 () + 02 (1)) * (AL)>.
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The Midujd) (t) moment calculation, in particular, needs a lemma from
[9, Chapter 5] for the fourth power of partial sums of zero-mean IID
random variables X;, i.e.,

(ZX) ] = nE[X{] +3n(n — 1) (E[X?])".

The log-double-uniform jump-diffusion density can be found by basic
probabilistic methods following a slight modification to time-dependent
coefficients from the constant coefficients assumption used in the theo-
rem of Zhu [36],

Theorem 1 (Probability Density). The log-double-uniform jump-
amplitude jump-diffusion log-return difference, written as

AP(t)

Aln(S(t) Z Qs

specified in the SDE (16.8) with non-standard Gaussian G(t) = puaAt +
04AG(t), has a probability density given by

dujd 0o dujd
(AlrJl(g‘(t))(I) a Zk:opk()\(t)ﬁt)éf)( o ;+)Zk 1Q1( )

= YEonABADE Y (),

for sufficiently small At and —oo < x < 400, where pi(A(t)At) is the
Poisson distribution (16.4) with parameter \(t)At with multiple-convo-
lution, Poisson coefficients

k
oY () ( » [ [0 ) (16.14)

=1

(16.13)

In the case of the corresponding normalized second order approximation,

SN (1) = SR A AN G (2)/ T3 pr(A(B)AL), (16.15)

where the density coefficients are given by

o5V (2) = 6™ (2341, 0%) (16.16)

for k = 0, where ¢\")(x; u,02) is the normal distribution with mean
and variance o2, while here (u, o%) = (a, 02)At, for k=1,

G ORE LA CORERS 16.17)
16.17
+ED00(0,b(t); 2 — 1, 02),
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where & (a,b; p, o) is the normal distribution on (a,b) with density
o™ (25 1, 0?), and for k = 2,
05" (@) = o ((p1(8)/a(t) + p2(t)/b(1)*6") (0, %)

Hp1(1)/a()*¢'™ (2a(t), %) + (pa(t
=2 ((p2(t)/a(t)* + p1()p2(t)/(a(t)b(1))) ™ (a(t), *)
=2 ((p2(1)/b(1))* + p1(t)p2(t) / (a(t)b(1))) ¢

+2p1 ()p2(8)/(a(t)b(1))9 ™ (a(t) + b(t)7*)>

+(p1(t)/a(t))? ((w—Qa(t) p) @™ (2a(t), a(t), *)
~(z = @™ (a(t), 0,%))

+(2p1(0)p2(t)/ (a(t)b(1))) (( @ (0,0(t), %)
~(z—a(t) - ><I><")<a<t> a(t) +b(t), +))

+Hp2(t)/b(t))*  (x — )@ (0,b(t), *)

~(z — 2b(t) - u><1><"><b<t>, 26(1), %))

=2(p1(t)p2(t)/a(£)) 2™ (a(t) + b(t), b(t), )

where the symbol x means that the common parameter argument x— i, o>
has been suppressed.

(
)

1(t)
2(t)

(16.18)

Proof. The sum in (16.13) is merely an expression of the law of total
probability [9, Chapters 0 and 5] and the multiple or nested form (16.14)
follows from a convolution theorem [9]. When k = 0 there are no jumps
and Aln(S(t)) = G(t), the purely Gaussian term, so the distribution
is normal and is given in (16.16). Note in this case 29:1 Q; = 0 by
convention.

When k = 1 jump, consider the double sum of IID random variables
Aln(S(t)) = G(t) + Q1 near the jump for sufficiently small At and

letting (u,0°) = (tud, 05)At,

+o0o
o (@) = (dg) * m)( )= " (@ —gim0%)q.(a:1)dg
1(t pa(t) [0 M (r — g 1. o2
( ‘ t (t) (t) /0 )@ (-T q; 1,0 )dq
1(t) p2(t)

Q) ( () 0 r—pn,o )+ q)(n)(ovb(t);x_,uvo—z)y

Ia!( ) b(t)

verifying (16.17) by the normal argument-mean shift identity [9, Chapter
0, ¢ (z—q; p, 0%) = ¢ (¢; 2—p, 0%). The density @) (&, 75 11, 0%)/(n—
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€) is a secant-normal density as the secant approximation to the
derivative to the normal distribution [9, Chapter 5].

For k = 2 jumps, we consider the triple IID random variables G(t) +
Q1 + Q2, first treating the sum of the two double-uniform IID RVs,

(601 * 6Q,) (z)= [T dq, (z — ¢ t)dq, (g5 t)dq

Pi(t) p3(t)

0 ®)
=55 [ law<e—a<0yda+ B3 [3" To<a—q<oiyda

2p1(t)p2(t)
+ ggt)\ap?t) fa(t) Tto<e—q<b(ydq

pl(t; min(z — 2 * a(t), =) [{a@t)<e<o}

2(t
+§2§t§ min(z, 2 % b(t) — ) [jo<a<b(e))
22100820 i (z.—a(t), min(|a(£), b(t)), b(t) — BT (a<z<b(e)}»

comprising two triangular densities [9, Chapter 5] plus one trapezoidal

density. On substituting this density composite and again using the
argument-mean normal shift identity again into the double convolution
leads to

{9 (@) = (dg) * (b * das)) (@)

2O (29 (g~ 2a()6™ (g )da + [5,) (~0)6™ (a;)da)
+530 ( o ge™ (g %)dg + [ (2a(t) - Q)¢(”’(q;*)dq)
2 (S OO (0 — a(1)o™ (g +)da
+min(al(8), b(t)) [miste voiey oy ¢ (a *)dg

Lo o0 (0 = D6 (a5 )da )

(16.19)

where again the symbol * denotes x — , 0. The last equation follows
from using the following normal integral identity,

B
£ (0= )0 (@ === (0,5 4) F 0%(6 (54 =6 ).

Finally after some analysis for two cases: a(t)+b(t) < 0 or a(t)+b(t) >=

0, the equation (16.19) for qﬁ (dujd) ( ) can be recollected and simplified
as the form in (16.18). However, there are also practical computational
considerations since some naive collections of terms lead to exponen-
tial catastrophic cancellation problems which are detected by checking a
form for ¢ dqu)( ) for conservation of probability since <Z>édujd) () must
be a proper density. The problem arises for the double-uniform jump-
amplitude model coupled with difficulty of computing normal distribu-
tions with very small variances and combining similar exponential as well
as distribution terms. Corrections to this problem require a very robust
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normal density integrator like the MATLAB™ [23] basic erfc comple-
mentary error function and a proper collection of terms. Note that the
two forms (16.18) and (16.19) of QS (dujd) ( ) are analytically equivalent in
infinite precision, but not computationally in finite precision. O

Using the log-normal jump-diffusion log-return density in (16.13), the
third and fourth central moment formulas (16.11,16.12) can be confirmed

[36].

3. Jump-Diffusion Parameter Estimation

Given the log-normal-diffusion, log-double-uniform jump density (16.13),
it is necessary to fit this theoretical model to realistic empirical data to
estimate the parameters of the log-return model (16.5) for d[ln(S(¢))].
For realistic empirical data, the daily closings of the S&P500 Index dur-
ing the years from 1988 to 2003 are used from data available on-line [35].
The data consists of n(*?) = 4036 daily closings. The S&P500 (sp) data
can be viewed as an example of one large mutual fund rather than a sin-
gle stock. The data has been transformed into the discrete analog of the
continuous log-return, i.e., into changes in the natural logarithm of the
index closings, A[In(SP;)] = In(SP;y1) — In(SP;) fori =1,...,n(P) — 1
daily closing pairs. For the period, the mean is Ml(Sp) ~ 3.640 x 10~

and the variance is MQ(SP) ~ 1.075 x 10™*, the coefficient of skewness is

P = M) (P ~ —0.1952 < 0,

demonstrating the typical negative skewness property, and the coefficient
of kurtosis is

P = M (P2 ~ 6.974 > 3,

demonstrating the typical leptokurtic behavior of many real markets.

The S&P500 log-returns, A[ln(SP;)] for i = 1:n(P) data points, are

partitioned into 16 yearly (spy) data sets, A[ln(SP(SPY))] fork=1": n?(f?)

nP) — n(P). For

yearly data points for j, = 1: 16 years, where ZJ 1 My g,

each of these yearly sets, the six parameters

R . 2 . 2 . .
YJy - (:u’ld,jya O-d,jynuj,jyv Uj,jy7p1,jy7 Ajy) )
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are estimated for each year j, to specify the jump-diffusion log-return
distribution by mazimum likelithood estimation objective,

n(sP)
y ]y

fyi) Z log (¢(§iﬂd a0 ) (@; yjy)> : (16.20)

The time step At=ATj, is the reciprocal of the number of trading days
per year, close to 252 days, but varies a little for j, = 1: 16 years used
here for parameter estimation. The maximum likelihood estimation is
performed for convenience directly on the set

ST - b ) )
yjy - (Hld,jy70d7jy7ajyabjy7p1,]y))‘]y) }

since it is easier to get the pair {1, 0']2-7jy} from {a;,, b;, }, rather then
the other way around which would require a quadratic inversion.

Thus, we have a six dimensional global minimization problem for a highly
complex discretized jump-diffusion density function (16.5). Due to the
high level of flexibility with six free parameters, barrier techniques using
large values in excluded regions are adopted to avoid negative variances
a§7jy, non-positive a;,, negative b;, , p1j, ¢ [0,1) and negative ;. The
analytical complexity indicates that a general global optimization meth-
od that does not require derivatives would be useful. For this purpose,
such a method, the Nelder-Mead downhill simplex method [30], imple-
mented in MATLAB™ [23] as the function fminsearch is used, since
simple techniques are desirable in financial engineering. The method is
quite efficient since it requires only one new function evaluation for each
successive step to test for the best new search direction from the old
simplex.

The jump-diffusion estimated yearly parameter results in the present
log-double-uniform-jump amplitude case are summarized in the Figures
16.1 and 16.2. The graphs are piecewise linear interpolations of the
yearly averages when the averages are assigned to the mid-year. Per-
haps cubic splines or moving averages would portray the parameters
better, but since a total of eight or more time dependent parameters
are needed for the optimal portfolio and consumption application that
follows, the piecewise linear interpolation is more convenient due to time
constraints. Figure 16.1 displays the time-variation from 1988 to mid
2004 for the diffusion mean p4(t) and variance o4(t) in Subfigure 16.1(a)
and the jump mean ;(¢) and variance o;(t) in Subfigure 16.1(b). The
average values of (ugq, 0g, 15, 05) are (0.1654, 0.1043, 3.110e-4, 8.645¢-3),
respectively. In Figure 16.2, more jump parameters are displayed, but
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the three double-uniform distribution parameters pi(t), a(t) and b(t)
determine the jump mean p;(t) and variance o;(t). The biggest inter-
est here is that the jump rate A(t), scaled by 500 to keep on the same
graph, with both A(t) and p;(¢) similarly variable in Subfigure 16.2(a).
The double-uniform bounds, a(t) and b(t), vary quite a bit as would be
expected from the variability of 1;(t) and o;(%).

Diffusion Parameters: i (t) & o,(t) versus t Jump Parameters: (t) & o/(t) versus t
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(a) Diffusion parameters: pq(t) and o4(t).  (b) Jump parameters: p;(t) and o;(t).

Figure 16.1. Jump-diffusion mean and variance parameters, (uq(t), oq(t) ) and
(5(t), o;(t)) on t € [1988,2004.5], represented as piecewise linear interpolation of
yearly averages assigned to the mid-year.

The fminsearch tolerances are tolr = 0.5e-6 and toly = 0.5e-6. All
yearly iterations are converged in a range from 399 to 750 steps each.
The time needed for the yearly estimations is in a range from 2 to 5
seconds using a Dual 2GHz PowerPC G5 computer processor.

In Figure 16.3 a sample comparison is made for the empirical S&P500 his-
togram on the left for the year of 2000 with the corresponding theoret-
ical jump-diffusion histogram on the right using the fitted, optimized
parameters and the same number of centered bins on the domain. The
jump-diffusion histogram is a very idealized version of the empirical dis-
tribution, with the asymmetry of the tails clearly illustrated.

For reference, the summaries of the coefficients of skewness and kurtosis
are given in Figure 16.4 for both the estimated theoretical jump-diffusion
model and the empirical S&P500 data to facilitate comparison. The
jump-diffusion skewness values nédujd) in Subfigure 16.4(a) are in the
range of -308% to +204% of the empirical S&P500 values, except in
the case of the year 2000 when the empirical value is near zero and the

relative error is ill-defined. Note that contrary to the legendary long-
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More Jump Parameters: A(t)/500 & p1(t) versus t

More Jump Parameters: a(t) & b(t) versus t
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(a) Jump parameters: A(t)/500 and p1(t). (b) Jump parameters: a(t) and b(t).

Figure 16.2. More jump parameters, (A(t)/500, pi(t) ) and (a(t), b(t)) on ¢ €

[1988, 2004.5], represented as piecewise linear interpolation of yearly averages assigned
to the mid-year.
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for year 2000. turns for fitted jump-diffusion in the same
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Figure 16.8. Sample comparison for year 2000 of the empirical S&P500 histogram
on the left with the corresponding fitted theoretical log-double-uniform jump-diffusion
histogram on the right, using 50 bins.

term negative market skewness, the skewness for some years is positive
and the change in sign of the skewness is reflected in the large differences

from the empirical results. The jump-diffusion kurtosis values nidujd) in
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Subfigure 16.4(b) are in the range of -19% to +24% with a mean of 3.2%
of the empirical values, which is very good considering the difficulty
of accurately estimated fourth moments and the results are very much
better than that the skewness results. Any discrepancy between the
estimated theoretical and observed data for kurtosis is likely due to the
relative smallness of the yearly sample as well as the bin size and the
fixed yearly double-uniform domain. The concept that the market data
is usually leptokurtic refers to long term data and not to shorter term

data.

Skewness Coefficients: ngs")(t) & ng‘“id’(t) versus t Kurtosis Coefficients: nf‘s")(t) & ng"“id)(t) versus t
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Figure 16.4. Comparison of skewness and kurtosis coefficients for both the
S&P500 data and the estimated double-uniform jump diffusion values on ¢t €
[1988,2004.5], represented as piecewise linear interpolation of yearly averages assigned
to the mid-year.

The main purpose of this parameter estimation has been to have an
estimate of the many time-dependence parameters . Hence, we use the
simple piecewise linear interpolation to fit the jump-diffusion parame-
ters in time assigning the estimate yearly averages to the mid-year as
interpolation points.

4. Application to Optimal Portfolio and
Consumption Policies

Consider a portfolio consisting of a riskless asset, called a bond, with
price B(t) dollars at time ¢ years, and a risky asset, called a stock, with
price S(t) at time ¢. Let the instantaneous portfolio change fractions
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be Uy(t) for the bond and Uy (¢) for the stock, so that the total satisfies
Uo(t) + Ui(t) = 1. This does not necessarily imply bounds for Uy(t)
and Uy (t), as will be seen later that their bounds depend on the jump-
amplitude distribution in the presence of a non-negative of wealth (no
bankruptcy) condition.

The bond price process is deterministic exponential,
dB(t) =r(t)B(t)dt , B(0)= By . (16.21)

where 7(t) is the bond rate of interest at time ¢. The stock price S(t)
has been given in (16.3). The portfolio wealth process changes due to

changes in the portfolio fractions less the instantaneous consumption of
wealth C(t)dt,

dW (t) = W(t) (r(t)dt + Ur(t) ((a(t) — r(t))dt

+oa(t)dG(t) + W (@ — 1))) — C(t)dt (16.:22)
such that, consistent with non-negative constraints Sethi and Taksar [33]
show are needed, W (t) > 0 and that the consumption rate is constrained
relative to wealth 0 < C(t) < CI(I?aXW(t). In addition, the stock fraction
is bounded by fixed constants. Uéuzl <Up(t) < Ur(r?a)x, so borrowing and
short-selling is permissible, and Up(t) = 1 — U;(¢) has been eliminated
[12].

The investor’s portfolio objective is to maximize the conditional, ex-
pected current value of the discounted utility U¢(w) of terminal wealth
at the end of the investment terminal time ¢y and the discounted utility
of instantaneous consumption U(c), i.e.,

v*(t,w) = maxy, ) [E [e_ﬂ(t’tf)uf(W(tf))

+ [ e AU (C(s)) ds‘ c” : (16.23)
conditioned on the state-control set C = {W(t) = w,U;(t) = u,C(t) =
c}, where the time horizon is assumed to be finite, 0 < t < t¢, and ((t, s)
is the cumulative time discount over time in (¢,s) with 5(¢,¢) = 0 and
discount rate ﬁ(t) = 00/0s(t,t) at time ¢t. In order to avoid Merton’s
[25] problems with utility functions, U'(C) — +oc as C — 0 will be
assumed for the utility of consumption, while a similar form will be
used for the final bequest U (W). Thus, the instantaneous consumption
¢ = C(t) and stock portfolio fraction u = Uj (¢) serve as control variables,
while the wealth w = W (¢) is the single state variable.
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Absorbing Boundary Condition at Zero Wealth: Eq. (16.23) is
subject to zero wealth absorbing natural boundary condition (avoids ar-
bitrage as pointed out by Karatzas, Lehoczky, Sethi, Shreve and Taksar
([20] or [32, Chapter 2] and [33] or [32, Chapter 3]) that it is neces-
sary to enforce non-negativity feasibility conditions on both wealth and
consumption. They formally derived explicit solutions for consumption-
investment dynamic programming models with a time-to-bankruptcy
horizon that qualitatively corrects the results of Merton [25, 26] (]29,
Chapter 6]). See also Sethi and Taksar [33] and much more in the Sethi
volume [32], which includes Sethi’s very broad and excellent summary
[32, Chapter 1].

Here the Merton correction [29, Chap. 6]) is used,
V(E0Y) = Up(O)e P 4 U(0) [T P Ods, (1624

where the terminal wealth condition, v*(tf,w) = Us(w), has been ap-
plied, following from the fact that the consumption must be zero when
the wealth is zero.

Portfolio Stochastic Dynamic Programming: Assuming the opti-
mal value v*(¢,w) is continuously differentiable in ¢ and twice contin-
uously differentiable in w, then the stochastic dynamic programming
equation (see [12]) follows from an application of the (It6) stochastic
chain rule to the principle of optimality,

0= vf(t,w)—BE)v*(t,w) + U(c*(t, w))
() (t, w))w — ¢ (t, w)] vy, (¢, w)
o3(1) ()2 (t, w)wvl,, (£, W)+ A(£) (W) S +El 00
Du*(t, w))w)—v*(t, w)) dg,

)16.25)

where v* = u*(t,w) € [UI(nOi)n, I(I?gx] and ¢* = c*(t,w) € [0, Cr(ngxw] are

the optimal controls if they exist, while v} (¢, w) and vww(t,w) are the
partial derivatives with respect to wealth w when 0 <t <ty.

Non-Negativity of Wealth and Jump Distribution: The non-
negativity of wealth implies an additional consistency condition for the
control since the jump in wealth argument (14 (e? — 1)u*)w in the
stochastic dynamic programming equation (16.25) requires k(u,q) =
1+ (e? — 1)u > 0 on the support interval of the jump-amplitude mark
density ¢g(g;t). Hence, it will make a difference in the optimal portfolio
stock fraction u* bounds if the support interval [a(t), b(¢)] is finite or if
the support interval is (—oo, +00), i.e., had infinite range. Our results
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will be restricted to the usual case when a(t) < 0 < b(t), i.e., when both
crashes and rallies are modeled.

Lemma 1. Bounds on Optimal Stock Fraction due to
Non-Negativity of Wealth Jump Argument
If the support of ¢q(q;t) is the finite interval q € [a(t), b(t)] with a(t) <
0 < b(t), then u*(t,w) is restricted by (16.25) to

-1 1

<u(t,w) <

@ —1) = (=) (16:26)

but if the support of g (q) is fully infinite, i.e., (—oo, +00), then u*(t, w)
is restricted by (16.25) to

0 <u*(t,w) <1. (16.27)

Proof. Since k(u,q) =1+ (e? — 1)u and it is necessary that x(u,q) > 0
so that k(u,q)w > 0 when the wealth and its jump argument need to be
non-negative. The most basic instantaneous stock fraction case is when
u=0,s0k(0,q) =1>0.

First consider the case when the support is the finite a(t) < ¢ < b(t).
When v > 0, then

0<1—- (1 - ea(t)> u<k(u,q) <1+ (eb(t) - 1) u.

Since e*® < 1 < b(®) | the worse case for enforcing k(u,q) > 0 is on the

left, so
y < +1

= A= e®)
When u < 0, then

0<1-— (eb(t) - 1) (—u) < k(u,q) <1+ (1 - ea(t)> (—u).

The worse case for enforcing k(u,q) > 0 is again on the left so upon

reversing signs,
-1

>_ -
= eb® — 1’7

completing both sides of the finite case (16.26).

In the infinite range jump model case when —oc0 < ¢ < +oo, then

0 < e? < oo. Thus, when u > 0,

0<1-wu<k(u,q) < oo,



Optimal Portfolio Application with Double-Uniform Jump Model 349
so u < 1. However, when u < 0, then
—00 < K(u,q) < 1—u,

so u < 0 leads to a contradiction since x(u,q) is unbounded on the left
and u > 0, proving (16.27), which is just the limiting case of (16.26). [

Remark 1. This lemma gives the constraints on the instantaneous stock
fraction u*(t,w) that limits the jumps to the jumps that at most just wipe
out the investor’s wealth. Unlike the case of pure diffusion where the
functional terms have local dependence on the wealth mainly through par-
tial derivatives, the case of jump-diffusion has global dependence through
Jump integrals over finite differences with jump modified wealth argu-
ments, leading to additional constraints under non-negative wealth con-
ditions that do not appear for pure diffusions. The additional constraint
comes not from the current wealth or nearby wealth but from the new
wealth created by a jump. The more severe restrictions on the opti-
mal stock fraction in the non-finite support case for the jump-amplitude
models compared to the compact support case such as the double uniform
model gives further justification for the uniform type models.

Note that the compact support bounds can be rewritten in terms of the

original jump-amplitude coefficient

C1/J(,b(1) < ut(tw) < —1/J(t a(t)).

In the case of the fitted log-double-uniform jump-amplitude model, the
range of the jump-amplitude marks [a(t),b(t)] is covered by the estimated
interval

[Grmins bmase] = [mtin(a(t)), mgix(b(t))} ~ [~8.470¢-2,5.320¢-7]

over the whole period from 1988-2003. The corresponding overall esti-
mated range of the optimal instantaneous stock fraction u*(t,w) is then

—1 +1
(ebmax — 1)7 (1 — eamin)

] ~ [~18.30,+12.31] (16.28)

[uminaumax] = |:

in large contrast to the highly restricted infinite range models where
[min(u*(t, w)), max(u*(t,w))] = [0, 1] is fized for any t.

Regular Optimal Control Policies: In absence of control constraints,
then the maximum controls are the regular optimal controls w,eg(t, w)
and ¢eq(t,w), which are given implicitly, provided they are attainable
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and there is sufficient differentiability in ¢ and u, by the dual critical
conditions,

U' (Creg(t,w)) = vl (t,w0) (16.29)

TRV (110t 1, 0) = wd(t)—r(t))wv;(t,w) o
“X0w (FE St 5 Sy ) (€ = D0t Ryt 0). q)) dg .

for the optimal consumption and portfolio policies with respect to the
terminal wealth and instantaneous consumption utilities (16.23). Note
that (16.29-16.30) define the set of regular controls implicitly.

CRRA Utility and Canonical Solution Reduction: Assuming the
investor is risk adverse, the utilities will be the constant relative risk-
aversion (CRRA) power utilities [29, 10], with the same power for both
wealth and consumption,

Ur)=Us(z) =a"/y, 220, 0<y<1. (16.31)

The CRRA utility designation arises since the relative risk aversion is
the negative of the local change in the marginal utility (U”(z)) relative
to the average change in the marginal utility (U’(z)/x), or here

R(z) = -U"(2)/U'(x)/x) = (1 = 7) >0,

i.e., a constant, and is a special case of the more general HARA utilities.

The CRRA power utilities for the optimal consumption and portfolio
problem lead to a canonical reduction of the stochastic dynamic pro-
gramming PDE problem to a simpler ODE problem in time, by the
separation of wealth and time dependence,

v (t, w) = U(w)vo(t), (16.32)

where only the time function vg(t) is to be determined. The regular
consumption control is a linear function of the wealth,

Crog(tyw) = w - () = w /vy (1), (16.33)

using (16.29) and U'(x) = 7~ in (16.31). The regular stock fraction u
in (16.30) is a wealth independent control, but is given in implicit form:

Upeg (T, W) = ug (t)

i [ - 0+ 20 (Q00)] Y
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1(w) = (B fao + 565 S0 ) (e = Dm0 e )da, (16.35)

The wealth independent property of the regular stock fraction is essen-
tial for the separability of the optimal value function (16.32). Since
(16.34) only defines uggg)(t) implicitly in fixed point form, uggg(t) must
be found by an iteration such as Newton’s method, while the Gauss-
Statistics quadrature [34] can be used for jump integrals (see [12]). The
optimal controls, when there are constraints, are given in piecewise form
as c*(t,w)/w = cj(t) = max[mm[cgeg( t), C’r(r?gx],O], provided w > 0, and
u*(t,w) = uj(t) = max[m1n[u§cg)() ,EOQX] Ué?i)n], is independent of w
along with usgg (t). Substitution of the separable power solution (16.32)
and the regular controls (16.33-16.34) into the stochastic dynamic pro-

gramming equation (16.25), leads to an apparent Bernoulli type ODE,

0= vh(t) + (1-7) (glu, U (H)vo(t) + g2 (80 <t>) . (16.36)

gi(t,u) = 15 |=B(0) +7 (1) + u(uat) = r(1)))
- W3 (b + A (a(t,u) - 1))

nt) =7 K“”(Z)) - <<0>(2>>] | 63

_ () [ pt) POV
Iy(t,u) = (!a\(t) /a(t) + 0 /0 ) K7 (u,q) dgq , (16.39)

for 0 <t <ty. The coupling of vy(t) to the time dependent part of
the consumption term cggg(t) in g2(t) and the relationship of cggg)(t) to
vo(t) in (16.33) means that the differential equation (16.36) is implicitly
highly nonlinear and thus (16.36) is only of Bernoulli type formally. The
apparent Bernoulli equation (16.36) can be transformed to an apparent
1/(1=7)

0 (t)

(16.37)

linear differential equation by using 0(t) = v

0=0"(t) + g1(t, up)0(t) + ga2(1),

whose general solution can be inverse transformed to the general solution
for the separated time function,

vo(t) = 0'77(t)
_, (16.40)

— [e—ar(tus @)t - t(1+ ¥ go(r)esn (s )t = ﬂdT)]l ,

, to obtain,
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given implicitly.

In order to illustrate this stochastic application, a computational approx-
imation of the solution is presented. The main computational changes
from the procedure used in [12] are that the jump-amplitude distribution
is now double-uniform and the portfolio parameters as well as the jump-
amplitude distribution are time-dependent. Parameter time-dependence
is approximated by piecewise linear interpolation over the years from
1988-2003. The terminal time is taken to be t; = 2004.5, one half year
beyond this range.

For this numerical study, the economic rates are taken to be federal
funds historical rates [6] from the U.S. Federal Reserve Bank, because
they are readily available. For feasibility of the computation, the daily
rates, r(t) for interest and [(t) for discounting, are transformed into
approximate piecewise linear interpolation representations of the yearly
averages of daily rates over the period 1988-2003. As for other time-
dependent parameters the yearly averages are assigned to the mid-years
as interpolation points. The federal funds rates are shown in Figure 16.5.
Note that the economic rates are much more variable that the stock mar-

Federal Funds Rates (%) r(t) & Bhat(t) versus t

& —r(t)
Bhat(t)
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1988 1990 1992 1994 1996 1998 2000 2002 2004
t, Time in Years

Figure 16.5. Federal funds rate [6] for interest r(¢) and discounting B(t) on a daily
bases, represented by piecewise linear interpolation with yearly averages assigned to
the midpoint of each year for t = 1988.5:2003.5 .
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ket parameters displayed early. Also, the typical approximate ordering
of interest and discount rates, 5(t) < r(t), is not valid in the recent
anomalous low interest period, 2002-present.

The portfolio stock fraction constraints are chosen so that there is at
least one active constraint within the time horizon,

[U(O) 7

min’ ~ max

| = [~18, +12],

since in a realistic trading environment there would be some bounds
on the extremes of borrowing and short-selling, but not as severe as
constraining the control to [0,1] as in (16.27). Also, the bound on con-
sumption relative to wealth are assumed to be

)

max ~

0.75,

meaning that the investor cannot consume more that 75% of the wealth
in the portfolio and 0 < ¢(t,w) < Cr(r?gxw.

Subfigure 16.6(a) shows the regular or unconstrained optimal instanta-
neous portfolio stock fraction. Although the w4 (t) results appear to be
out of the conservative range of [tumin, Umax] in (16.28) using [amin, bmaz),
the results are consistent with the worst case scenario range

[Umin, Umax] >~ [-1.150e+02, 1.940e+12]

using the tighter distribution range [amax, bmin] Of [-5.156e-13, 8.658e-
03] in (16.26). In Subfigure 16.6(b), the optimal portfolio stock fraction
u*(t) is displayed. The portfolio policy is not monotonic in time and
the maximum control constraint at Ulg?gx is active during the interval
just prior to the end of the time horizon t € [0,t], while the minimum

constraint Ur(noi)n remains unused since the stock fraction remains mostly
in the borrowing range with the corresponding bond fraction negative,
1 —u*(t) < 0. The u*(t) non-monotonic behavior is very interesting
compared to the constant behavior in the constant parameter model in

[12] or Merton’s [25] mainly pure diffusion results.

In Figure 16.7 on the left, the optimal, expected, discounted utility of
terminal wealth and cumulative consumption, v*(t,w), is displayed in
three dimensions. The behavior of v*(¢,w) for fixed time ¢ reflects the
CRRA utility of function U(w) template of the separable canonical so-
lution form in (16.32), while the decay in time toward the final time
tr =16.5 and final value v*(ty, w) = 0 for fixed wealth w derives from
the separable time function vy(¢). The optimal value function v*(¢,w)
results, and the following optimal consumption policy ¢* (¢, w) results in
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(a) Regular stock fraction policy ureg(t).  (b) Optimal stock fraction policy, u*(t) .

Figure 16.6. Regular and optimal portfolio stock fraction policies, ureg(t) and u*(t)
on t € [1988,2004.5], the latter subject to the control constraints set [Ur(r?ii, U] =
[—18,12].

Fig. 16.7 on the right, in this computational example, are qualitatively
similar to that of the time-independent log-normal jump parameter case
in [12] and the time-independent log-uniform jump parameter case in
[15] computational results. Note that the wealth grid uses a specially
constructed transformation tailored to the CRRA utility to capture the
non-smooth behavior as w — 07.
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Figure 16.7. Optimal portfolio value v*(t,w) and optimal consumption policy
c¢*(t,w) for (t,w) € [1988,2004.5] x [0, 100].
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5. Conclusions

The main contributions of this work are the introduction of the log-
double-uniformly distributed jump-amplitude into the jump-diffusion
stock price model and the development of time-dependent jump-diffusion
parameters. In particular, a significant effect on the variation of the
instantaneous stock fraction policy is seen to be due to variations in
the interest and discount rates. The double-uniformly distributed jump-
amplitude feature of the model is a reasonable assumption for rare, large
jumps, crashes or buying-frenzies, when there is only a sparse popula-
tion of isolated jumps in the tails of the market distribution. Additional
realism in the jump-diffusion model is given by the introduction of time
dependence in the distribution and in the associated parameters. Finally,
the large difference in the severity of the limits on borrowing and short-
selling is made clear for the bounds on the instantaneous stock fraction
with respect to compact support and non-compact support models of
jump-amplitudes.

Further improvements, but with greater computational complexity,
would be to estimate the double-uniform distribution limits [a,b] by
fitting the theoretical distribution to real market distributions, using
longer and overlapping (moving-average) partitioning of the market data
to reduce the effects of small sample sizes.
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