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Preface

Models in mathematical finance, for example stock price processes, are often
defined in continuous-time. Hence optimization problems like consumption-
investment problems lead to stochastic control problems in continuous-time.
However, only a few of these problems can be solved explicitly. When nu-
merical methods have to be applied, it is sometimes wise to start with a
process in discrete-time, as done for example in the approzimating Markov
chain approach. The resulting optimization problem is then a Markov Deci-
sion Problem and there is a rich toolbox available for solving these kind of
problems theoretically and numerically.

The purpose of this book is to present selected parts of the theory of Markov
Decision Processes and show how they can be applied in particular to prob-
lems in finance and insurance. We start by explaining the theory for problems
with finite time horizon. Since we have financial applications in mind and
since we do not want to restrict to binomial models we have to work with
Borel state and action spaces. This framework is also needed for studying
Partially Observable Markov Decision Processes and Piecewise Determinsitic
Markov Decision Processes. In contrast to the case of a discrete (finite or
countable) state space the theory is more demanding since non-trivial mea-
surability problems have to be solved. However, we have decided to circum-
vent these kind of problems by introducing a so-called structure assumption
for the model. The advantage is that in applications this structure assumption
is often easily verified and avoids some of the technicalities. This makes the
book accessible to readers who are not familiar with general probability and
measure theory. Moreover, we present numerous different applications and
show how this structure assumption can be verified. Applications range from
consumption-investment problems, mean-variance problems, dividend prob-
lems in risk theory to indifference pricing and pricing of American options,
just to name a few. The book is unique in the presentation and collection of
these financial applications. Some of them appear for the first time in a book.

vii



viii Preface

We also consider the theory of infinite horizon Markov Decision Processes
where we treat so-called contracting and negative Markov Decision Prob-
lems in a unified framework. Positive Markov Decision Problems are also
presented as well as stopping problems. A particular focus is on problems
with partial observation. These kind of problems cover situations where the
decision maker is not able to observe all driving factors of the model. Special
cases are Hidden Markov Models and Bayesian Decision Problems. They in-
clude statistical aspects, in particular filtering theory and can be solved by
so-called filtered Markov Decision Processes. Moreover Piecewise Determinis-
tic Markov Decision Processes are discussed and we give recent applications
to finance.

It is our aim to present the material in a mathematically rigorous framework.
This is not always easy. For example, the last-mentioned problems with par-
tial observation need a lot of definitions and notation. However each chapter
on theory is followed by a chapter with applications and we give examples
throughout the text which we hope shed some light on the theory. Also at
the end of each chapter on theory we provide a list of exercises where the
reader can test her knowledge.

Having said all this, not much general probability and optimization theory
is necessary to enjoy this book. In particular we do not need the theory of
stochastic calculus which is a necessary tool for continuous-time problems.
The reader should however be familiar with concepts like conditional expec-
tation and transition kernels. The only exception is Section 2.4 which is a
little bit more demanding. Special knowledge in finance and insurance is not
necessary. Some fundamentals are covered in the appendix. As outlined above
we provide an example-driven approach. The book is intended for graduate
students, researchers and practitioners in mathematics, finance, economics
and operations research. Some of the chapters have been tried out in courses
for masters students and in seminars.

Last but not least we would like to thank our friends and colleagues Alfred
Miiller, Jorn Sass, Manfred Schél and Luitgard Veraart who have carefully
read parts of an earlier version and provided helpful comments and sugges-
tions. We are also grateful to our students Stefan Ehrenfried, Dominik Joos
and André Mundt who gave significant input and corrected errors, as well as
to the students at Ulm University and KIT who struggled with the text in
their seminars. Special thanks go to Rolf Béuerle and Sebastian Urban for
providing some of the figures.

Bretten and Ulm, Nicole Bauerle
September 2010 Ulrich Rieder
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Chapter 1
Introduction and First Examples

Suppose a system is given which can be controlled by sequential decisions.
The state transitions are random and we assume that the system state process
is Markovian which means that previous states have no influence on future
states. Given the current state of the system (which could be for example
the wealth of an investor) the controller or decision maker has to choose an
admissible action (for example a possible investment). Once an action is cho-
sen there is a random system transition according to a stochastic law (for
example a change in the asset value) which leads to a new state. The task
is to control the process in an optimal way. In order to formulate a reason-
able optimization criterion we assume that each time an action is taken, the
controller obtains a certain reward. The aim is then to control the system in
such a way that the expected total discounted rewards are maximized. All
these quantities together which have been described in an informal way, de-
fine a so-called Markov Decision Process. The Markov Decision Process is the
sequence of random variables (X,,) which describes the stochastic evolution
of the system states. Of course the distribution of (X,,) depends on the cho-
sen actions. Figure 1.1 shows the schematic evolution of a Markov Decision
Process.

We summarize the main model data in the following list:

e F denotes the state space of the system. A state x € E is the information
which is available for the controller at time n. Given this information an
action has to be selected.

e A denotes the action space. Given a specific state x € E at time n, a
certain subclass Dy, (z) C A of actions may only be admissible.

e Qn(B|z,a) is a stochastic transition kernel which gives the probability
that the next state at time n + 1 is in the set B if the current state is x
and action a is taken at time n.

e 7, (x,a) gives the (discounted) one-stage reward of the system at time n
if the current state is x and action a is taken.

N. Béuerle and U. Rieder, Markov Decision Processes with Applications 1
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_1,
(© Springer-Verlag Berlin Heidelberg 2011
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random

state at state at
stage n: "a‘l‘lSiﬁO“ VNN stage n+1:
wit]
Xh Xn+1
reward at distribution
stage n:
r,(X,2,) Q,(-[%p,2,)

Fig. 1.1 General evolution of a Markov Decision Model.

e gn(z) gives the (discounted) terminal reward of the system at the end of
the planning horizon.

An important assumption about these processes is that the evolution is
Markovian. Since the system obeys a stochastic transition law, the sequence
of visited states is not known at the beginning. Thus, a control 7 is a sequence
of decision rules (f,) with f, : E — A where f,(x) € D,(x) determines for
each possible state x € E the next action f,(x) at time n. Such a sequence
m = (fn) is called policy or strategy. Formally the Markov Decision Problem
is given by

N—-1

Vo(x) :==supEZ, Z?‘k:(Xk,fk<Xk)) +9n(XN)|, T EE,
4 k=0

where the supremum is taken over all admissible policies. Obviously the opti-
mization problem is non-trivial since a decision today does not only determine
the current reward but also has complicated influences on future states. The
policies which have been defined above are Markovian by definition since the
decision depends only on the current state. Indeed it suffices to search for
the optimal control among all Markovian policies, though sometimes it is
convenient to consider history-dependent policies.

The theory of Markov Decision Processes deals with stochastic optimization
problems in discrete time. The time steps do not have to be equal but this is
often assumed. Sometimes problems which are formulated in continuous-time
can be reduced to a discrete-time model by considering an embedded state
process. The theory of stochastic control problems in continuous time is quite
different and not a subject of this book. However, when continuous-time prob-
lems have to be solved numerically, one way is to consider an approximation
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of the state process in discrete time. This procedure is called the approzimat-
ing Markov chain approach. The resulting problem can then be solved with
the techniques presented here. Still the theory on Markov Decision Processes
encompasses a lot of different models and formulations, and we will not deal
with all of them. Since we have mainly applications in finance in mind we
consider Markov Decision Processes with arbitrary state and action spaces
(more precisely Borel spaces). Note that in these applications the spaces are
often not discrete. Markov Decision Processes are also called Markov Control
Processes or Stochastic Dynamic Programs. We distinguish problems with

finite horizon N < oo — infinite horizon N = oo,
complete state observation — partial state observation,
problems with constraints — without constraints,

total (discounted) cost criterion — average cost criterion.

We will consider Markov Decision Problems with finite horizon in Chapter 2
and models with infinite horizon in Chapter 7. Sometimes models with infi-
nite horizon appear in a natural way (for example when the original problem
has a random horizon or when the original problem has a fixed time horizon
but random time steps are used to solve it) and often these models can be
seen as approximations of Markov Decision Problems with finite but large
horizon. We will encounter different approaches to problems with infinite
horizon in Chapter 7 and in Section 10.2 where unbounded stopping prob-
lems are treated. In any case, some convergence assumptions are needed to
ensure that the infinite horizon Markov Decision Problem is well-defined. The
solution of such optimization problems is then often easier because the value
function can be characterized as the unique fixed point or as the smallest
superharmonic function of an operator, and moreover the optimal policy is
stationary. We will treat so-called negative Markov Decision Problems where
the reward functions are negative (or zero) and contracting Markov Decision
Problems where the maximal reward operator is contracting, in a unified
framework. Besides these models we also consider so-called positive Markov
Decision Problems where the reward functions are positive (or zero).

Another way to distinguish Markov Decision Problems is according to what
can be observed by the controller. This is in contrast to deterministic control
problems where the information for the controller is determined by the deter-
ministic transition law. In stochastic control models also statistical aspects
come into play. For example when a part of the state cannot be observed
(e.g. some fundamental economic indicators which influence the asset price
change), however due to observations of the state some information about the
unobservable part is obtained. Such a model is called a Partially Observable
Markov Decision Problem. In this case the statistical filtering theory has to
be combined with the optimization problem. It will turn out that the Par-
tially Observable Markov Decision Problem can be reformulated as a Markov
Decision Problem with complete observation by enlarging the state space.
Indeed an estimate of relevant information has to be added to the state and
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updated during each new observation. Given this information a decision is
taken. This is called the separation principle of estimation and control.
Markov Decision Problems already take some constraints about admissible
actions into account. However, sometimes optimization problems arise where
there are additional constraints. We do not treat these kind of problems in
a systematic way but we consider for example mean-variance problems or
mean-risk problems where the portfolio strategy of the investor has to sat-
isfy some risk constraints. In Chapter 8 we consider Piecewise Deterministic
Markov Decision Processes. These continuous-time optimization problems
can be solved by discrete-time Markov Decision Processes with an action
space consisting of functions. More precisely we have to introduce relaxed
control functions. In Chapter 10 we deal with discrete-time stopping prob-
lems. Given that the underlying process is Markovian we show that stopping
problems can be solved by Markov Decision Processes.

The theory of Markov Decision Processes which is outlined in this book ad-
dresses questions like: Does an optimal policy exist? Has it a particular form?
Can an optimal policy be computed efficiently? Is it possible to derive proper-
ties of the optimal value function analytically? Besides developing the theory
of Markov Decision Problems a main aim of this book is to show Markov De-
cision Problems in action. The applications are mostly taken from finance and
insurance but are not limited to these areas. This book focuses on Markov
Decision Processes with the total reward criterion. Problems with average-
reward and risk-sensitive criteria are not treated in this book.

1.1 Applications

We will mainly focus on applications in finance, however the areas where
Markov Decision Processes are used to solve problems are quite diverse. They
appear in production planning, inventory control, operations management,
engineering, biology and statistics, just to name a few. Let us consider some
applications.

Ezample 1.1.1 (Consumption Problem). Suppose there is an investor with
given initial capital. At the beginning of each of N periods she can decide
how much of the capital she consumes and how much she invests into a risky
asset. The amount she consumes is evaluated by a utility function U as well
as the terminal wealth. The remaining capital is invested into a risky asset
where we assume that the investor is small and thus not able to influence the
asset price and the asset is liguid. How should she consume/invest in order
to maximize the sum of her expected discounted utility?

The state x of the system is here the available capital. The action a = f(x)
is the amount of money which is consumed, where it is reasonable to assume
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that 0 < a < z. The reward is given by U(a) and the terminal reward by
U(z). Hence the aim is to maximize

N—1
E7 | Y U(fu(Xk)) + U(Xn)
k=0
where the maximization is over all policies 7 = (fo, ..., fn—1). This problem
is solved in Section 4.3. ¢

Ezample 1.1.2 (Cash Balance or Inventory Problem). Imagine a company
which tries to find the optimal level of cash over a finite number of N periods.
We assume that there is a random stochastic change in the cash reserve each
period (due to withdrawal or earnings). Since the firm does not earn interest
from the cash position, there are holding cost for the cash reserve if it is
positive, but also interest (cost) in case it is negative. The cash reserve can
be increased or decreased by the management at each decision epoch which
implies transfer costs. What is the optimal cash balance policy?

The state x of the system is here the current cash reserve. The action a = f(x)
is either the new cash reserve or the amount of money which is transferred
from the cash reserve to assets. The reward is a negative cost determined
by the transfer cost and the holding or understocking cost. This example is
treated in Sections 2.6.2 as a finite horizon problem and in Section 7.6.2 as
an infinite horizon problem. ¢

Ezample 1.1.8 (Mean-Variance Problem). Consider a small investor who acts
on a given financial market. Her aim is to choose among all portfolios which
yield at least a certain expected return (benchmark) after N periods, the one
with smallest portfolio variance. What is the optimal investment strategy?
This is an optimization problem with an additional constraint. As in the
first example the state = of the system is the available capital. The action
a = f(z) is the investment decision. When we assume that there are d differ-
ent assets available, then a = (a1,...,aq) € R? and aj gives the amount of
money which is invested in asset k. The aim is to solve

Varj [Xn] — min
(MV)
EZ [Xn] > p

where the minimization is over all policies @ = (fo,..., fy—1). In order to
get rid of the constraint and to define the one-stage reward there is some
work needed. This problem is investigated intensively in Section 4.6 and with
partial observation in Section 6.2. ¢

Ezample 1.1.4 (Dividend Problem in Risk Theory). Imagine we consider the
risk reserve of an insurance company which earns some premia on the one
hand but has to pay out possible claims on the other hand. At the beginning
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of each period the insurer can decide upon paying a dividend. A dividend can
only be paid when the risk reserve at that time point is positive. Once the risk
reserve got negative we say that the company is ruined and has to stop its
business. Which dividend pay-out policy maximizes the expected discounted
dividends until ruin?

The state x of the system is here the current risk reserve. The action a = f(x)
is the dividend which is paid out where a < z. The one-stage reward is the
dividend which is paid. This problem has to be dealt with as one with infinite
horizon since the time horizon is not fixed in advance. This example is treated
in Section 9.2. It can be shown that the optimal policy is stationary and has
a certain structure which is called band-policy. ¢

Ezample 1.1.5 (Bandit Problem). Suppose we have two slot machines with
unknown success probability 61 and 6. At each stage we have to choose one
of the arms. We receive one Euro if the arm wins, else no cash flow appears.
How should we play in order to maximize our expected total reward over N
trials?

This problem is a Partially Observable Markov Decision Problem since the
success probabilities are not known. Hence the state of the system must
here be interpreted as the available information of the decision maker. This
information can be represented as the number of successes and failures at
both arms up to this time point. Here x = (m1,n1,mz,n2) € N3 denotes the
number of successes m; and failures n; at arm 7. An estimate for the win
probability at arm 4 is then m"j_ The action is obviously to choose one
of the arms. The one-stage reward is the expected one-stage reward under
the given information. This problem is treated in Section 5.5. Under some
assumptions it can be shown that a so-called indez-policy is optimal.
Bandit problems are generic problems which have a number of serious appli-
cations, for example medical trials of a new drug. ¢

Ezample 1.1.6 (Pricing of American Options). In order to find the fair price
of an American option and its optimal exercise time, one has to solve an
optimal stopping problem. In contrast to a European option the buyer of
an American option can choose to exercise any time up to and including
the expiration time. In Section 11.1 we show how such an optimal stopping
problem can be solved in the framework of Markov Decision Processes. 4

1.2 Organization of the Book

The book consists of eleven chapters which can be roughly grouped into four
parts. The first part from Chapter 2 to 4 deals with the theory of Markov
Decision Problems with finite time horizon, introduces the financial markets
which are used later and provides some applications. The second part, which
consists of Chapters 5 and 6, presents the theory of Partially Observable
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Markov Decision Processes and provides some applications. Part III, which
consists of Chapters 7, 8 and 9, investigates Markov Decision Problems with
infinite time horizon, Piecewise Deterministic Markov Decision Processes,
as well as applications. The last part — Chapters 10 and 11 — deals with
stopping problems. Chapters with theory and applications alternate. The
theory of Markov Decision Problems is presented in a self-contained way in
Chapters 2, 5, 7, 8 and 10. Section 2.4 deals with conditions under which
Markov Decision Problems satisfy the structure assumption. This part is
slightly more advanced than the other material and might be skipped at first
reading. Chapters 5 and 6 are not necessary for the understanding of the
remaining chapters of the book (despite two examples in Chapters 10 and
11).

1.3 Notes and References

Historical Notes:

The first important books on Markov Decision Processes are Bellman (1957)
(for a reprint see Bellman (2003)) and Howard (1960). The term ‘Markov De-
cision Process’ was coined by Bellman (1954). Shapley (1953) (for a reprint
see Shapley (2003)) was the first study of Markov Decision Processes in the
context of stochastic games. For more information on the origins of this re-
search area see Puterman (1994) and Feinberg and Shwartz (2002). Later a
more mathematical rigorous treatment of this theory appeared in Dubins and
Savage (1965), Blackwell (1965), Shiryaev (1967) and Hinderer (1970). The
fascinating book of Dubins and Savage (1965) deals with gambling models,
however the underlying ideas are essentially the same. Blackwell (1965) in-
troduces the model description which is used up to now. He was the first to
give a rigorous treatment of discounted problems with general state spaces.
Hinderer (1970) deals with general non-stationary models where reward func-
tions and transition kernels may depend on the whole history of the under-
lying process. Another step towards generalizing the models are the books of
Bertsekas and Shreve (1978) and Dynkin and Yushkevich (1979). There also
the basic measurability questions are investigated.

Related Textbooks:

Nowadays a lot of excellent textbooks and handbooks on Markov Decision
Processes exist and we are not able to give a complete list here. Thus we
restrict to those books which we have frequently consulted or which are a
reasonable addition and contain supplementary material.

By now, classical textbooks on Markov Decision Processes (besides the ones
we have already mentioned in the ‘Historical Notes’) are Derman (1970),
Ross (1970, 1983), Hordijk (1974), Whittle (1982, 1983), Schal (1990), White
(1993), Puterman (1994), Herndndez-Lerma and Lasserre (1996), Filar and
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Vrieze (1997), Bertsekas (2001, 2005) and Powell (2007). Schél (1990) deals
with discrete Markov Decision Processes and presents an interesting bridge
between stochastic dynamic programming, gambling models and stopping
problems. The book of Puterman (1994) is very comprehensive and treats
also average reward criteria and semi-Markov decision models. The state
and action spaces are mostly assumed to be discrete. Hernandez-Lerma and
Lasserre (1996) investigate Markov Decision Processes with Borel state and
action spaces which have a semicontinuous-semicompact structure. Bertsekas
(2001, 2005) considers deterministic and stochastic dynamic programs with
a view towards applications and practical implementation issues. Moreover
the Handbook of Markov Decision Processes, edited by Feinberg and Shwartz
(2002), contains recent state-of-the-art contributions. Of particular interest in
our context is the contribution of Schél (2002) on ‘Markov decision processes
in finance and dynamic options’. Finally the focus of Powell (2007) is on
approzimate dynamic programming which helps to solve large-scale problems
efficiently.

It is also worth mentioning that Kumar and Varaiya (1986) and Herndndez-
Lerma (1989) consider adaptive control problems or Partially Observable
Markov Decision Processes. This research area is often not covered in text-
books. The same is true for Piecewise Deterministic Markov Decision Pro-
cesses. Davis (1993) studies these optimization problems as control problems
in continuous and in discrete time. Continuous-time Markov Decision Chains
are an important subclass (see e.g. Guo and Herndndez-Lerma (2009)).

The presentation of Markov Decision Processes is here restricted to the total
reward criterion. Average-reward and sensitive discount criteria are treated
in e.g. Herndndez-Lerma and Lasserre (1999), whereas risk-sensitive control
problems are considered in e.g. Whittle (1990) and Bielecki et al. (1999).
Non-standard criteria for Markov Decision Processes are studied in e.g. Ja-
quette (1973), White (1988), Bouakiz and Sobel (1992), Huang and Kallen-
berg (1994), Feinberg and Shwartz (1994) and Boda et al. (2004). Markov
Decision Processes with delayed dynamics are investigated in Bauer (2004)
and Bauer and Rieder (2005).

Books with various applications of Markov Decision Processes in economics
are Heyman and Sobel (2004a,b) and Stokey and Lucas (1989). Ingersoll
(1987) and Huang and Litzenberger (1988) investigate intertemporal port-
folio selection problems and Pliska (2000) considers consumption-investment
problems in discrete-time financial markets (with finite state space). Also in-
teresting is the reprint of Ziemba and Vickson (2006) on static and dynamic
portfolio selection problems.

Complementary Textbooks:

Of course, Markov Decision Processes can be used in quite different appli-
cations. A very active area is the control of queues. References for this area
are e.g. Kitaev and Rykov (1995), Sennott (1999), Tijms (2003) and Meyn
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(2008). The latter book is very comprehensive and also deals with recent
numerical approaches, e.g. fluid approximations.

Markov Decision Processes with constraints are systematically treated in
Kallenberg (1983), Borkar (1991), Piunovskiy (1997) and Altman (1999).
In particular, they also describe the convex analytic approach for solving
Markov Decision Problems.

Stochastic control problems with diffusions are not treated in this book. In
principle, the solution method is similar: Here one considers a local form of
the Bellman equation which is called the Hamilton—Jacobi—Bellman equation.
Since the Hamilton—Jacobi—Bellman equation is a partial differential equa-
tion, the mathematical problems are quite different. In particular, it is often
not clear whether the optimal value function itself satisfies the Hamilton—
Jacobi—-Bellman equation because this would involve that the optimal value
function is twice continuously differentiable. In discrete-time problems the
optimal value function is always a solution of the Bellman equation (if the
optimization problem is well-defined). Moreover, the study of controlled diffu-
sion problems needs advanced knowledge in stochastic analysis and stochastic
processes. Recent books on controlled diffusions are e.g. Fleming and Soner
(1993), Yong and Zhou (1999), Kushner and Dupuis (2001) and Oksendal and
Sulem (2005). The latter two books deal with the control of jump-diffusion
processes. Yong and Zhou (1999) also use Pontryagin’s optimality principle
to solve stochastic control problems. The recent textbook of Seierstad (2009)
treats stochastic control problems in discrete and continuous time. Books on
portfolio optimization problems in continuous-time are e.g. Korn (1997) and
Pham (2009).
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Finite Horizon Optimization Problems
and Financial Markets






Chapter 2

Theory of Finite Horizon Markov
Decision Processes

In this chapter we will establish the theory of Markov Decision Processes with
a finite time horizon and with general state and action spaces. Optimization
problems of this kind can be solved by a backward induction algorithm. Since
state and action space are arbitrary, we will impose a structure assumption
on the problem in order to prove the validity of the backward induction and
the existence of optimal policies. The chapter is organized as follows.
Section 2.1 provides the basic model data and the definition of policies. The
precise mathematical model is then presented in Section 2.2 along with a
sufficient integrability assumption which implies a well-defined problem. The
solution technique for these problems is explained in Section 2.3. Under struc-
ture assumptions on the model it will be shown that Markov Decision Prob-
lems can be solved recursively by the so-called Bellman equation. The next
section summarizes a number of important special cases in which the struc-
ture assumption is satisfied. Conditions on the model data are given such
that the value functions are upper semicontinuous, continuous, measurable,
increasing, concave or convex respectively. Also the monotonicity of the opti-
mal policy under some conditions is established. This is an essential property
for computations. Finally the important concept of upper bounding func-
tions is introduced in this section. Whenever an upper bounding function
for a Markov Decision Model exists, the integrability assumption is satisfied.
This concept will be very fruitful when dealing with infinite horizon Markov
Decision Problems in Chapter 7. In Section 2.5 the important case of station-
ary Markov Decision Models is investigated. The notion ‘stationary’ indicates
that the model data does not depend on the time index. The relevant theory
is here adopted from the non-stationary case. Finally Section 2.6 highlights
the application of the developed theory by investigating three simple exam-
ples. The first example is a special card game, the second one a cash balance
problem and the last one deals with the classical stochastic LQ-problems.
The last section contains some notes and references.

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 13
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_2,
(© Springer-Verlag Berlin Heidelberg 2011
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2.1 Markov Decision Models

After having discussed the scope of Markov Decision Models informally in
Chapter 1 we will now give a precise definition of a Markov Decision Model.
This can be done by defining the ingredients or input data of the model in
mathematical terms.

Definition 2.1.1. A (non-stationary) Markov Decision Model with plan-
ning horizon N € N consists of a set of data (E, A, Dy, Qp, s, gn) with the
following meaning for n =0,1,..., N — 1:

e E is the state space, endowed with a o-algebra €. The elements (states)
are denoted by x € E.

e A is the action space, endowed with a o-algebra 2(. The elements (actions)
are denoted by a € A.

e D, C ExAisameasurable subset of E'x A and denotes the set of possible
state-action combinations at time n. We assume that D,, contains the
graph of a measurable mapping f, : E — A, ie. (z, fo(z)) € D, for all
x € E. For x € E, the set D,,(v) = {a € A| (z,a) € D,,} is the set of
admissible actions in state x at time n.

e (), is a stochastic transition kernel from D,, to F, i.e. for any fixed pair
(z,a) € Dy, the mapping B — Q,(B|z,a) is a probability measure on
¢ and (z,a) — Q,(B|z,a) is measurable for all B € €. The quantity
Qn(B|z,a) gives the probability that the next state at time n + 1 is in
B if the current state is x and action a is taken at time n. @), describes
the transition law.

er, : D, — R is a measurable function. r,(x,a) gives the (discounted)
one-stage reward of the system at time n if the current state is x and
action a is taken.

e gy : £ — R is a measurable mapping. gy(x) gives the (discounted)
terminal reward of the system at time N if the state is x.

Remark 2.1.2. a) In many applications the state and action spaces are Borel
subsets of Polish spaces (i.e. complete, separable, metric spaces) or finite or
countable sets. The o-algebras & and 2 are then given by the o-algebras
B(E) and B(A) of all Borel subsets of E and A respectively. Often in
applications E and A are subsets of R? or ]R‘_f_.

b) If the one-stage reward function 7/, also depends on the next state, i.e.

rl, =rl(x,a,2"), then define

ro(z,a) = /r;(x,a,x/)Qn(dwﬂx,a).

c¢) Often D, and @, are independent of n and r,(z,a) := p"r(z,a) and
gn(x) = BN g(x) for a (discount) factor 3 € (0, 1]. In this case the Markov
Decision Model is called stationary (see Section 2.5). O
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The stochastic transition law of a Markov Decision Model is often given
by a transition or system function. To make this more precise, suppose that
Z1,Zs,...,ZN arerandom variables with values in a measurable space (Z, 3).
These random variables are called disturbances. Z,41 influences the transition
from the state at time n of the system to the state at time n + 1. The
distribution QZ of Z, 1 may depend on the current state and action at time
n such that QZ(-|x,a) is a stochastic kernel for (z,a) € D,,. The new state
of the system at time n 4+ 1 can now be described by a transition or system
function T, : Dy, x Z — E such that

Tn+1 = Tn(xna Ap, Zn+1)~

Thus, the transition law of the Markov Decision Model is here determined
by T,, and QZ.

Theorem 2.1.3. A Markov Decision Model is equivalently described by the
set of data (E, A, Dy, Z, Ty, Q% v, gn) with the following meaning:

e K A D,,ry,gn are as in Definition 2.1.1.

e Z is the disturbance space, endowed with a o-algebra 3.

e QZ(B|z,a) is a stochastic transition kernel for B € 3 and (z,a) € D,
and QZ (B|x,a) denotes the probability that Z,.1 is in B if the current
state is x and action a is taken.

T, : D, xZ — FE is a measurable function and is called transition or
system function. T,,(z, a, 2) gives the next state of the system at time n+1
if at time n the system is in state x, action a is taken and the disturbance
z occurs at time n + 1.

Proof. Suppose first a Markov Decision Model as in Definition 2.1.1 is given.
Obviously we can choose Z := E, T,(z,a,2z) = z and QZ(B|z,a) =
Qn(B|z,a) for B € €. Conversely, if the data (E, A, D,,, Z, T, Q% 7, gn) is
given then by setting

Qn(B|z,a) := Qf({z € Z|Th(z,a,2z) € B} ’ x,a), Beeg,

we obtain the stochastic kernel of the Markov Decision Model. O

Let us next consider the consumption problem of Example 1.1.1 and set it
up as a Markov Decision Model.

Ezample 2.1.4 (Consumption Problem; continued). Let us consider the con-
sumption problem of Example 1.1.1. We denote by Z,,4+1 the random return
of our risky asset over period [n,n + 1). Further we suppose that Zi,..., Zy
are non-negative, independent random variables and we assume that the con-
sumption is evaluated by utility functions U, : Ry — R. The final capital is
also evaluated by a utility function Upy. Thus we choose the following data:
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E =R, where z,, € E denotes the wealth of the investor at time n,

A =R, where a,, € A denotes the wealth which is consumed at time n,
D, (z) :=[0,z] for all x € E, i.e. we are not allowed to borrow money.

Z := Ry where z denotes the random return of the asset,

Tn(Zny @ny 2nt1) := (T — an)2zpy1 is the transition function,

QZ(-|z,a) := distribution of Z, 41 (independent of (z,a)),

rn(z,a) := Uy(a) is the one-stage reward,

gn(z) :=Un(z). ¢

In what follows we assume that there is a fixed planning horizon N € N,
i.e. N denotes the number of stages. Of course when we want to control a
Markov Decision Process, due to its stochastic transitions, it is not reasonable
to determine all actions at all time points at the beginning. Instead we have to
react to random changes. Thus we have to choose a control at the beginning
which takes into account the future time points and states.

Definition 2.1.5. a) A measurable mapping f, : E — A with the property
fu(x) € Dyp(x) for all x € E, is called a decision rule at time n. We
denote by F;, the set of all decision rules at time n.

b) A sequence of decision rules © = (fo, f1,..., fn—1) with f,, € F}, is called
an IN-stage policy or N-stage strategy.

Note that F}, # @) since by Definition 2.1.1 D,, contains the graph of a mea-
surable mapping f, : £ — A.

Remark 2.1.6 (Randomized Policies). It is sometimes reasonable to allow for
randomized policies or decision rules respectively. A randomized Markov pol-
icy m = (fo, f1,--.,fn-1) is given if f,(Blz) is a stochastic kernel with
fn(Dp(z)|z) =1 for all z € E. In order to apply such a policy we have to do
a random experiment to determine the action. Randomized decision rules are
related to relaxed controls or Young measures and are sometimes necessary
to guarantee the existence of optimal policies (cf. Section 8.2). %

We consider a Markov Decision Model as an N-stage random experiment.
Thus, in order to be mathematically precise we have to define the under-
lying probability space. The canonical construction is as follows. Define a
measurable space (£2,F) by

N=ENT! F=¢®..QC¢

We denote w = (29, 21,...,2n5) € 2. The random variables Xy, X1,..., Xn
are defined on the measurable space ({2, F) by

Xn(w) = Xn((zo, 21, .., ZN)) = Tn,
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being the n-th projection of w. The random variable X, represents the state
of the system at time n and (X,,) is called Markov Decision Process. Suppose
now that m = (fo, f1,..., fnv—1) is a fixed policy and = € E' is a fixed initial
state. According to the Theorem of Tonescu-Tulcea (see Appendix B) there
exists a unique probability measure P; on (2, F) with

(i) PT(Xo € B) = 6,(B) for all B € €.
(i) PT(X,n41 € BIX1,..., X,) = PT (X1 € BIX,,) = Qu(B| X0, fn(X,)).

Equation (ii) is the so-called Markov property, i.e. the sequence of random
variables Xo, X1,..., X, is a non-stationary Markov process with respect
to P7. By E7 we denote the expectation with respect to P7. Moreover we
denote by Py the conditional probability P, (-) := P"(- | X,, = x). ET_ is
the corresponding expectation operator.

2.2 Finite Horizon Markov Decision Models

Now we have to impose an assumption which guarantees that all appearing
expectations are well-defined. By 7 = max{0, z} we denote the positive part
of x.

Integrability Assumption (Ay): Forn =0,1,..., N

N-1
6N (x) ;= supET, Z (X, fe(Xk) + 95 (Xn)| <00, z€E.

k=n

We assume that (Ay) holds for the N-stage Markov Decision Problems
throughout the following chapters. Obviously Assumption (Ay) is satisfied if
all 7, and gy are bounded from above. The main results are even true under
a weaker assumption than (Ay) (see Remark 2.3.14).

Ezample 2.2.1 (Consumption Problem; continued). In the consumption prob-
lem Assumption (Ay) is satisfied if we assume that the utility functions are
increasing and concave and E Z,, < oo for all n, because then r, and gy can
be bounded by an affine-linear function ¢; + cox with ¢1,¢co > 0 and since
X, <xZ;...Z, as. under every policy, the function 5.V satisfies

N-1
on (@) = supE, | > Uy (fu(Xn)) + U (X)

k=n

N
§N01+xCQZ]EZ1...]EZk<oo, x>0

k=n

which implies the statement. ¢
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We can now introduce the expected discounted reward of a policy and the
N-stage optimization problem we are interested in. For n = 0,1,..., N and
a policy m = (fo,..., fn—1) let Vz(z) be defined by

N-1

Vor(z) :=E} . Zrk(Xk;fk(Xk))‘f'gN(XN) , rek.
k=n

Vir () is the expected total reward at time n over the remaining stages n to
N if we use policy 7 and start in state z € E at time n. The value function
V., is defined by
Vi(z) :=sup Vpr(2), 2z €E.
s

Vn(z) is the mazimal expected total reward at time n over the remaining
stages n to N if we start in state x € E at time n. The functions V,,, and
V., are well-defined since

Vir (#) < Vi(z) <63 (2) <00, x€E.

Note that Vyr(z) = Vn(x) = gn(z) and that V,, depends only on
(fny---, fN—1). Moreover, it is in general not true that V,, is measurable.
This causes theoretical inconveniences. Some further assumptions are needed
to imply this (see Section 2.4).

A policy m € Fy X ... x Fy_1 is called optimal for the N-stage Markov
Decision Model if Vi, (z) = Vp(z) for all z € E.

Until now we have considered Markov policies. One could ask why the de-
cision rules are only functions of the current state and do not depend on
the complete history? Let us now introduce the sets of histories which are
denoted by

HO Z:E,
H, =H,_ 1 xAxE.

An element h,, = (g, ag, x1,...,x,) € H, is called history up to time n.

Definition 2.2.2. a) A measurable mapping f,, : H,, — A with the prop-
erty fn(hn) € Dy(zy,) for all h,, € H, is called a history-dependent deci-
sion rule at stage n.

b) A sequence © = (fo, f1,---, fn—1) where f, is a history-dependent de-
cision rule at stage n, is called a history-dependent N -stage policy. We
denote by ITn the set of all history-dependent N-stage policies.

Let # € IIx be a history-dependent policy. Then V,,.(h,) is defined as
the conditional expectation of the total reward in [n, N], given the history
h, € H,. The following theorem states that history-dependent policies do
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not improve the maximal expected rewards. For a proof see Hinderer (1970),
Theorem 18.4.

Theorem 2.2.3. Forn=0,...,N it holds:

Vi(xn) = sup Vir(hy),  hp = (20,00, 21, .., Tn)-
welln

Though we are in general satisfied with the value function Vj(x), it turns
out that on the way computing Vp(z) we also have to determine the value
function V,,(z). This is a standard feature of many multistage optimization
techniques and explained in the next section.

2.3 The Bellman Equation

For a fixed policy m € Fyx...xFy_1 we can compute the expected discounted
rewards recursively by the so-called reward iteration. But first we introduce
some important operators which simplify the notation. In what follows let us
denote by

M(E) :={v: E — [—00,00) | v is measurable}.
Due to our assumptions we have V,,» € IM(F) for all = and n.

Definition 2.3.1. We define the following operators forn =0,1,..., N — 1.
a) For v € M (E) define

(Lpv)(z,a) :=rp(z,a) + /v(x’)Qn(d:v'\x,a), (z,a) € Dy

whenever the integral exists.
b) For v € M (E) and f € F,, define

(Tnsv)(z) := (Lnv)(z, f(z)), x€E.
¢) For v € M (FE) define

(Tyv)(z) == sup (Lypv)(z,a), =€ L.
a€D,(x)

7, is called the mazimal reward operator at time n.

Remark 2.5.2. a) We have the following relation between the operators
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T,v = sup Tpyv.
fer,

b) It holds that 7, ;v € IM(FE) for all v € IM(E), but 7,,v does not belong to
IM(E) in general.

c) If a Markov Decision Model with disturbances (Z,,) is given as in Theorem
2.1.3, then L,v can be written as

(Lpv)(z,a) =ryp(z,a) + E [U(Tn(x,a, Zn+1)):|-

This representation is often more convenient. O

Notation: In what follows we will skip the brackets (7,v)(x) around the
operators and simply write 7, v(x) in order to ease notation. When we have
a sequence of operators like 7,7, 11v then the order of application is given
by (7n(Zn+1v)), i.e. the inner operator is applied first. The same convention
applies to the other operators.

The operators have the following important properties.
Lemma 2.3.3. All three operators are monotone, i.e. for v,w € IM(E) with
v(z) < w(x) for all x € E it holds:

a) Lyv(x,a) < Lyw(x,a) for all (x,a) € Dy,
b) Tnpv(z) < Thpw(z) for allx € E, f € F,,
¢) Tou(x) < Thw(x) for all z € E.

Proof. Let v(z) < w(x) for all x € E. Then

[ o@ui .0 < [ uwle)Qulds'lz.a)

Thus, Lyv(z,a) < Lyw(z,a) which implies the first and second statement.
Taking the supremum over all a € D, (x) implies the third statement. O

The operators 7,y can now be used to compute the value of a policy recur-
sively.

Theorem 2.3.4 (Reward Iteration). Let # = (fo,...,fn-1) be an
N-stage policy. Forn=20,1,...,N — 1 it holds:

a) Vg = gn and Vg = Ty, Vigi,n,
b) Vnﬂ— = dnf, - --TN—lfN,lgN-



2.3 The Bellman Equation 21

Proof. a) For x € E we have

Vor(z) = E7,

N-1
Z i (X, fo(Xk)) + gN(XN)]

k=n
N-1
=E] [rn(z, fo(2))] + EI, Z e ( Xy fr( X)) + gN(XN)]
k=n-+1

= T‘n(l’,fn( ))

+E7,

n €T

—1
Z i (Xk, fr(Xe)) + gnv(Xn) ‘ Xn+1H
k=n-+1

=7, (x7 fn(a:))

s
+/ n+1,x’

=l o)) [ Vi ol )Qu (0, £ ()

N—-1
Z Tk (Xk7fk(Xk)) + 9N<XN)1 Qn(dxl|xafn(x>)
k=n+1

where we have used the properties of P7,, in the fourth equality.
b) Follows from a) by induction. O

Ezample 2.3.5 (Consumption Problem; continued). We revisit again Example
2.1.4. First note that for f,, € F), the 7,y operator in this example reads

,Tnfnv(x) = Un(fn(x)) +EU((x - fn( )) n-‘rl)

Now let us assume that Uy, (x) := log z for all n and gn(x) := log 2. Moreover,
we assume that the return distribution is independent of n and has finite
expectation E Z. Then (Ay) is satisfied as we have shown in Example 2.2.1.
If we choose the N-stage policy m = (fo,..., fnv—1) with f,(z) = cz and
¢ € [0,1], i.e. we always consume a constant fraction of the wealth, then the
Reward Iteration in Theorem 2.3.4 implies by induction on N that

Vor(z) = (N +1)logz + Nlogc+ w(log(l —c) +]ElogZ>.

Hence 7 = (f3,..., fh_y) with f¥(z) = ¢*z and ¢* = NLH maximizes the
expected log-utility (among all linear consumption policies). ¢

The next definition will be crucial for the solution of Markov Decision Prob-
lems.

Definition 2.3.6. Let v € M (E). A decision rule f € F, is called a maz-
imizer of v at time n if T, pv = Ty, le. for all x € E, f(z) is a maximum
point of the mapping a — L,v(z,a), a € Dy(x).
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Theorem 2.3.8 below gives the key solution method for Markov Decision
Problems. They can be solved by successive application of the 7,,-operators.
As mentioned earlier it is in general not true that 7,v € M (F) forv € IM(E).
However, it can be shown that V,, is analytically measurable and the sequence
(V,,) satisfies the so-called Bellman equation

VN:gNa
Vn:/];LVn+17 n:()vla"'vN_lv

see e.g. Bertsekas and Shreve (1978). In the next theorem we show that
whenever a solution of the Bellman equation exists together with a sequence
of maximizers, then this yields the solution of our optimization problem.

Theorem 2.3.7 (Verification Theorem). Let (v,) C IM(E) be a solu-
tion of the Bellman equation. Then it holds:

a) v, >V, forn=0,1,...,N.

b) If f¥ is a mazimizer of vp41 forn=0,1,...,N—1, then v, =V, and
the policy m = (f&, f+,.. ., fr_1) is optimal for the N-stage Markov
Decision Problem.

Proof. a) For n = N we have vy = gy = V. Suppose v, 41 > Vit1, then
for all m = (fo, ey fol)

Up = ,Tnanrl Z %Vn+1 Z Zl,fn Vn+1,7r = Vnr-

Taking the supremum over all policies 7 yields v, > V,,.
b) We show recursively that v, = V;, = Ve For n = N this is obvious.
Suppose the statement is true for n + 1, then

Vn S Un = nf;{vn-ﬁ—l - %f;;vn-ﬁ—l - Vnﬂ'* S Vn

and the theorem holds. O

The Verification Theorem is similar to statements which are usually delivered
for stochastic control problems in continuous time. It is sufficient for applica-
tions where a solution of the Bellman equation is obvious and the existence
of maximizers easy (e.g. if state and action spaces are finite). In general the
existence of an optimal policy is not guaranteed. We have to make further as-
sumptions about the structure of the problem to ensure this. In what follows
we will first make a structure assumption to state our main theorem. Impor-
tant cases where this assumption is satisfied are then discussed in Section
2.4. Also note that the value of an optimization problem is always unique
whereas an optimal policy may not be unique.
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Structure Assumption (SAy): There exist sets M, C IM(E) and
A, C F, such that for alln=0,1,...,N —1:

(i) gN € MN.
(ii) If v € M+ then Tyv is well-defined and Tov € IM,.
(iii) For all v € M, 41 there exists a maximizer f, of v with f, € A,.

Often M, is independent of n and it is possible to choose A, = F,, N A for a
set A C {f : E — A measurable}, i.e all value functions and all maximizers
have the same structural properties.

The next theorem is the main result of this section. It shows how Markov
Decision Problems can be solved recursively by solving N (one-stage) opti-
mization problems.

Theorem 2.3.8 (Structure Theorem). Let (SAy) be satisfied. Then
it holds:

a) V, € M, and the sequence (V,) satisfies the Bellman equation, i.e.
form=0,1,....N—1

Vn(z) = gn (),
Vo(z) = sup {rn(x,a) —&—/VnH(gz:')Qn(dnc’|oc7a)}7 r€E.

a€D, (x)
b) Vo =TTt - IN-19N-
c) Forn=0,1,...,N — 1 there exist mazimizers f, of Vni1 with f, €

A, and every sequence of mazimizers f; of V41 defines an optimal
policy (f5, v,y fa_q) for the N-stage Markov Decision Problem.

Proof. Since b) follows directly from a) it suffices to prove a) and c). We
show by induction on n = N —1,...,0 that V,, € IM,, and that

V’n7T* = /];zV'rH»l - Vn

where 7 = (ff,..., fx_;) is the policy generated by the maximizers of
Vi,...,Vn and f} € A,. We know Vy = gnv € My by (SAn) (i). Now
suppose that the statement is true for N —1,...,n 4 1. Since Vj, € M}, for
k=N,...,n+ 1, the maximizers f%,..., fi_; exist and we obtain with the
reward iteration and the induction hypothesis (note that f, ..., f_; are not
relevant for the following equation)

Vo= = Zlf,:;vn-‘rl,ﬂ* = nf,,’{Vn-i-l = ZLVTH-l'

Hence V,, > 7,,V,,+1. On the other hand for an arbitrary policy
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Vnﬂ = Zlfn Vn+1,7r < ,Tnf” Vn+1 < 7;“Lv;erl

where we have used the order preserving property of 7,,y, . Taking the supre-
mum over all policies yields V,, < 7,,V,,4+1. Altogether it follows that

Vars = %Vn-&-l =V
and in view of (SAy), V,, € IM,,. O

From this result we conclude directly the following corollary.

Corollary 2.3.9. Let (SAn) be satisfied. If n < m < N then it holds:

Viu(2) —sup]Em[Z (X, fi Xk))—s—Vm(Xm)], zcE.

Theorem 2.3.8 implies the following recursive algorithm to solve Markov De-
cision Problems:

Backward Induction Algorithm.

1. Set n:= N and for x € E:
Vn (z) := gn ().

2. Set n:=mn — 1 and compute for all x € F

Vo(z) = sup {rn(x,a)+/Vn+1(:c’)Qn(dx/|x,a)}.

a€D, (x)

Compute a maximizer f of V,,4;.
3. If n = 0, then the value function V{ is computed and the optimal policy
* is given by 7* = (fg, ..., fi_;)- Otherwise, go to step 2.

Theorem 2.3.8 tells us that the maximizers yield an optimal strategy. However
the reverse statement is not true: optimal strategies do not necessarily contain
only maximizers. This is shown by the following example.

Ezxample 2.5.10. Let N = 2 be the planning horizon and state and action
spaces be given by S = {0,1} = A = D,(z) for all z € E. The transition
probabilities are given by Q,({2'}|z,a) =1 if a = 2/ and zero otherwise (see
Figure 2.1). The reward functions are given by r,(x,a) = a for (z,a) € D,
and go(z) = z. The optimal policy is easily computed to be 7" = (f§, f1)
with fi(z) = 1 and ff(x) = 1 for all x € E. However, it is easy to see
that 7 = (fo, f1) with fo(xz) = 1, and f1(0) = 0, f1(1) = 1 yields the same
expected total reward and is thus optimal, too. Obviously the reason is that
under an optimal policy state 0 will not be visited after time 1. O
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action a=0 action a=1

action a=1

action a=0

Fig. 2.1 Transition probabilities of Example 2.3.10.

Ezample 2.3.11 (Consumption Problem; continued). Let us now solve the
consumption problem of Example 2.3.5. First suppose that the Structure
Assumption (SAy) is satisfied and we can apply Theorem 2.3.8. Thus, we
obtain Vy(z) = logz and

Vn-1(x) = Tn_1Vn(z) = sup {loga + log(x — a) + Elog Z}
a€0,xz]

= 2logxz + 2log0.5+ Elog Z

where the maximizer is given by f%_;(z) = 0.5z. Now by induction we obtain
Val@)=(N—n+1logz+d,, 0<n<N

where dy = 0 and

N —n )

dp =dypi1+ (N —n)ElogZ —log (N —n+1) + (N —n)log (N——n—|—1

and we obtain the maximizer f(zr) = N+Wx Thus, the optimal fraction
which is consumed is independent of the wealth and increases over time.
Finally it remains to show that (SAy) is satisfied. But this can now be easily

verified by choosing
M, :={ve M(E) |v(x) =blogx + d for constants b,d € R}

Ap:={f€F,| f(z)=cxforceR}.

Indeed, the necessary calculations are pretty much the same as we have per-
formed before. ¢

In order to obtain a good guess about how IM,, and A, look like it is rea-
sonable to compute the first steps of the Backward Induction Algorithm and
investigate the structure of the value functions.

The solution method in Theorem 2.3.8 relies on a very simple but general ob-
servation which is called the Principle of Dynamic Programming. Informally
it says that whenever we have an optimal policy 7* over a certain horizon
N and consider the process now only on a subinterval of [0, N], then the
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corresponding policy which is obtained by restricting 7* to this subinterval
is again optimal. This can be formalized as follows.

Theorem 2.3.12 (Principle of Dynamic Programming). Let (SAy) be
satisfied. Then it holds forn <m < N:

V"”"* (I) = V’ﬂ(x) = mer* - Vm IP:;; —a.s.,
e if (fi, ..., fX_q1) is optimal for the time period [n, N| then (f}, ..., fx_1)
is optimal for [m, N].
Proof. Tt follows from the Reward Iteration (Theorem 2.3.4) and the defini-

tion of V,,, that

Vn(l’) = Vnﬂ'* (LU) = Zlf;; s Tmfl,f;z_lvmfr* (I)

[

m—

=B, | 3 mu(X i (X)) + Vi (X))

Bl
S

—

SEL [ Y0 (X fi(X0) + V(X < Vale)

n

3

=~
Il

where we have used Corollary 2.3.9 for*the last inequality. This implies that
we have indeed equality and that E, [Vin(Xm) — Vinrs (Xm)] = 0 which
means that V.~ = V,, ]P’fm —a.s. O

Sometimes Markov Decision Models are such that the state space contains an
absorbing subset (‘cemetery’ subset) which will never be left once it is reached
and where we obtain no reward. Let us call this set G C E. Obviously such a
set is not very interesting and can in principle be neglected when formulating
the Markov Decision Model. However this leads at least for some stages to a
substochastic transition law. This is explained in the next example.

Ezample 2.3.13 (Absorbing Markov Decision Model). Suppose that a Markov
Decision Model is given, where F is the state space, ) # G C FE and A is the
action space. We suppose that @, (G|z,a) =1 for x € G, i.e. G will never be
left, once it is entered. Moreover 7, (z,a) = 0 and gy(z) = 0 for all x € G
and a € Dy (z). Then it is sufficient to consider the following substochastic
Markov Decision Model (E, A, Dy, Qn, 7, jn) with

E:=E\G,

A=A,

D, (x) := Dy(x) for x € E and D,, := {(z,a) | z € E,a € D,(z)},
Qn(B|z,a) := Qu(B|z,a) for (z,a) € D,, and B € €,B C E,
Fn(z,a) == 1y (x,a) for (z,a) € D,
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e gn(z):=gn(z) for z € E.

Typically Q,(E|z,a) < 1 for some z € E, since G is deleted from the state
space and may be entered with positive probability. Moreover, by definition
we have Vi (z) = 0 for x € G. It is now easy to see by induction using
Theorem 2.3.8 that V,,(x) = 0 for all z € G. This implies that it holds for all
z €k

Va(xz) = sup {rn(x,a)+/Vn+1(x/)Qn(d:c'|x,a)}

a€D, (x)

= sup fn(xv a’) + / Vn+1($/)Qn(dx,|ma a)}
a€D,,(x) E

where we have used that V,,; vanishes on G. As a consequence, we can
restrict ourselves to consider the Bellman equation on E. For an application
see Section 2.6.1. ¢

Remark 2.3.14. a) The statements in Theorem 2.3.8 remain valid when we
replace the Assumption (Ay) by the following weaker assumption: Assume
that forn=0,1,..., N

N-1

> i (X fo(Xk)) + g% (Xn)
k=n

is P -integrable for all 7 and x € E. However, in this case we might have
Vo (z) = 400 for some z € E.

b) It is well known that the Bellman equation holds under much weaker as-
sumptions than in Theorem 2.3.8 (see Hinderer (1970), Theorem 14.4). In
particular, if the reward functions 7, and gy are non-negative (and with-
out any further assumptions), the value functions V,, satisfy the Bellman
equation. O

Remark 2.3.15 (Minimizing Cost). Instead of one-stage rewards r,, and a ter-
minal reward gy, sometimes problems are given where we have a one-stage
cost ¢, and a terminal cost hy. In this case we want to minimize

N—1
E;. Z ok (X, fe(Xp)) + in(Xn)|, z€E
k=n
for 1 = (fo,..., fn—1). But this problem can be transformed into a reward
maximization problem by setting r,(z,a) = —cp(z,a), gn(z) = —hn(x).

Thus, all the statements so far remain valid. We will use the same nota-
tion V,,r and V,, for the cost functions under policy = and the minimal cost
function. Moreover, the minimal cost operator 7, has the form
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(L)) = _inf ){cn(x,a)+/v(x')Qn(dx’|:v,a)}.

a€D, (x

In this case V,, is also called cost-to-go function. O

2.4 Structured Markov Decision Models

In this section we give sufficient conditions under which assumptions (Axy)
and (SAy) in the preceding section are satisfied and thus imply the validity
of the Bellman equation and the existence of optimal policies. For (SAy)
we will identify conditions which imply that special sets IM,, and A,, can be
chosen. Of course it is interesting to choose the sets IM,, and A,, as small as
possible. The smaller the sets, the more information we have about the value
functions and the optimal policy. On the other hand, small sets imply that
we have to prove a lot of properties of 7,v if v € IM,,41.

Let us first consider the Integrability Assumption (Ay). It is fulfilled when
the Markov Decision Model has a so-called upper bounding function.

Definition 2.4.1. A measurable function b : E — R, is called an upper
bounding function for the Markov Decision Model if there exist ¢,, c¢g, a € R4
such that for alln =0,1,...,N — 1:

(i) rf(z,a) < ¢.b(zx) for all (z,a) € Dy,
(ii)gN( ) < cgb(z) for all z € E,
(iil) [ b(2")Qn(dz'|z,a) < apb(z) for all (z,a) € D,.

If r, and gn are bounded from above, then obviously b = 1 is an upper
bounding function.

Let b be an upper bounding function for the Markov Decision Model. For
v € IM(E) we denote the weighted supremum norm by

ol = sup 122

zeE b(T)

(with the convention 2 := 0) and define the set

By :={ve M(E)| vl < oo}
Equivalently B can be written as
By :={ve M(E) | |v(z)| < cb(z)for all z € E and for some ¢ € Ry }.

The concept of upper bounding functions is of particular interest for Markov
Decision Models with infinite time horizon (cp. Chapter 7). The next result
is fundamental for many applications.
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Proposition 2.4.2. If the Markov Decision Model has an upper bounding
function b, then 5 € IBy, and the Integrability Assumption (Ay ) is satisfied.

Proof. Since 5 > 0 we have to show that 62 (z) < cb(x) for some ¢ € R,.
From the properties of an upper bounding function it follows that

EL [ (Xk, fr(Xk)) | Xpa] = /7“7{ (', fe(2") Qr(da’ | Xi—1, fr—1(Xk-1))

< cropb(Xp—1)
and by iteration we obtain
ET [r} (Xk, fo(Xk))] < crafb(z), z € E.
Analogously we get
E7 [98(Xn)] < cgapb(z), z€E

and the result follows. a

For the rest of Section 2.4 we assume that E and A are Borel spaces (see
Remark 2.1.2 a)). Also D, is assumed to be a Borel subset of E x A. Further
we suppose that our Markov Decision Model has an upper bounding function
b and we introduce the set

Bgr ={ve M(E)||vT] < co}.
Equivalently ]B;' can be written as

B :={ve M(E)|v"(z) < cb(x)for all z € E and for some ¢ € R }.

2.4.1 Semicontinuous Markov Decision Models

In so-called semicontinuous Markov Decision Models the Structure Assump-
tion (SAy) is fulfilled with IM,, being a subset of upper semicontinuous func-
tions. This is a consequence of the following results (for the definition of upper
semicontinuity and properties of set-valued functions the reader is referred
to the Appendix A).

Proposition 2.4.3. Let v € ]B;‘ be upper semicontinuous. Suppose the fol-
lowing assumptions are satisfied:

(i) Dp(x) is compact for all x € E and x — D, (x) is upper semicontinuous,
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(ii) (z,a) — Lyv(x,a) is upper semicontinuous on D,,.

Then Tpv is upper semicontinuous and there exists a maximizer f, of v.

Remark 2.4.4. Condition (i) in Proposition 2.4.3 can be replaced by the fol-
lowing condition: For all € E the level sets {a € D,(z) | Lyv(x,a) > ¢}
are compact for all ¢ € R and the set-valued mapping

x+— {a € Dyp(x) | Lyv(z,a) = Tho(x)}

is upper semicontinuous. ¢

Proof. To ease notation let us define
w(z,a) := Lyv(z,a), w*(x):=Tv(z)

and D(z) := Dy (z). For z¢ € E select a sequence (z,) C E converging to xg
such that the limit of w*(x,) exists. We have to show that

lim w*(z,) < w* (o).

n—oo
Since a +— w(z,a) is upper semicontinuous on the compact set D(x), it
attains its supremum on D(z) (see Theorem A.1.2). Let a, € D(x,) be a
maximum point of a — w(x,,a) on D(x,). By the upper semicontinuity of
x +— D(z) there is a subsequence (ay, ) of (a,) converging to some ag € D(xg).
The upper semicontinuity of w implies

lim w*(z,) = lim w*(z,,) = lm w(X,,,an,) < w(zo,a) < w*(xo),

n— 00 k—oo k—o0

i.e. w* is upper semicontinuous.
Since w and w* are measurable, it follows easily that

D" :={(z,a) € D |w(z,a) = w*(x)}
is a Borel subset of E x A and each D*(z) is compact since
D*(z) :={a € D(x) | w(z,a) > w*(z)}.

Then, applying the selection theorem of Kuratowski and Ryll-Nardzewski
(see Appendix, Theorem A.2.3), we obtain a Borel measurable selector f for
D*. This is the desired maximizer of v. a

Remark 2.4.5. If A C R then there exists a smallest and a largest maximizer
of v e ]B;. Note that the set
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D (z) :={a € Dy(x) | Lyv(z,a) = Thov(z)}

is compact for z € E. Then max D (x) and min D (z) are maximizers of v
by the Selection Theorem A.2.3. O

A set of sufficient conditions on the data of a Markov Decision Model in order
to assure that (SAy) is satisfied with IM,, being the set of upper semicontinu-
ous functions v € B; and with 4,, := F), is given below. Consequently under
these assumptions Theorem 2.3.8 is valid. The proof follows immediately from
Proposition 2.4.3.

Theorem 2.4.6. Suppose the Markov Decision Model has an upper
bounding function b and for allm =0,1,..., N — 1 it holds:

(i) Dy (z) is compact for all x € E and x — D,(x) is upper semicontin-
uous
(ii) (z,a) — [v(z")Qn(dx'|z,a) is upper semicontinuous for all upper
semzcontmuous ve B,
(iil) (x,a) — ro(z,a) is upper semicontinuous,
(iv) x — gn(x) is upper semicontinuous.

Then the sets M, = {v € IB) | v is upper semicontinuous} and
A, := F, satisfy the Structure Assumption (SAn). In particular,
Vi € DM, and there exists a mazimizer f) € F, of Vot1. The policy

(f&, ... fh_y) is optimal.

Instead of checking condition (ii) of Theorem 2.4.6 directly, we can alterna-
tively use the following Lemma:

Lemma 2.4.7. Let b be a continuous upper bounding function. Then the fol-
lowing statements are equivalent:

(i) (z,a) — [v(2")Q(da'|x,a) is upper semicontinuous for all upper semi-
continuous v € B,j'.
— [b(z")Q(dx'|x, a) is continuous, and (z,a) — [v(z")Q(d2'|x, a)
is continuous and bounded for all continuous and bounded v on E.

A stochastic kernel @ with the last property is called weakly continuous.

Proof. The proof that (ii) implies (i) is as follows: Let v € IB; be upper semi-
continuous. Then we have v—cb < 0 for some ¢ € Ry and z +— v(x) — cb(z) is
upper semicontinuous. According to Lemma A.1.3 this implies the existence
of a sequence (ﬁk) of continuous and bounded functions such that vy | v—cb.
Due to our assumption the function (z,a) — [ 0x(2')Q(d2’|z, a) is now con-
tinuous and bounded. Moreover, monotone convergence implies that
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/f/k(x’)Q(dm’\x,a) | /(v —cb)(2")Q(da'|x,a) for k — oo.

Thus, we can again conclude with Lemma A.1.3 that the limit is upper
semicontinuous. However in view of our assumption this implies (z,a) —
[ v(2")Q(da'|x, a) is upper semicontinuous.

Next we prove that (i) implies (ii): Since b and —b are in IB;", we get

(x,a) — /b(m’)Q(dm’|x,a)

is continuous. If v is bounded and continuous, then the functions v — ||v|| and
—v — ||v|| belong to IB;” and are upper semicontinuous. Hence the function
(z,a) — [v(z")Q(dx’|z,a) is continuous. O

2.4.2 Continuous Markov Decision Models

Next we investigate when the Structure Assumption (SAy) is satisfied with
IM,, being a subset of continuous functions.

Proposition 2.4.8. Let v € B;‘ be continuous. Suppose the following as-
sumptions are satisfied:

(1) Dp(x) is compact for all x € E and x — Dy(x) is continuous,
(i) (z,a) — Lpv(x,a) is continuous on D,,.

Then T,v is continuous and there exists a maximizer f, € F,, of v. If v has
a unique mazximizer f, € F, at time n, then f, is continuous.

Proof. We use the same notation as in the proof of Proposition 2.4.3. In view
of Proposition 2.4.3 it is sufficient to show that w* is lower semicontinuous, i.e.
that w*(z¢) < limy,— . w*(x,) for each sequence (z,) C E which converges
to zg € E and for which lim,, . w*(z,) exists. We know by assumption that
w*(zg) = w(xo, ap) for some ag € D(xg). Since x — D(x) is continuous, there
exists a subsequence (x,, ) of (z,) and a sequence of points a,, € D(x,,)
converging to ag. Hence we have (x,, ,an,) — (2o, a0). It follows from the
continuity of w that

w*(x0) = w(zo,a0) = lm w(zp,,an,) < klim W (xy,) = Im w*(zy).

k—o0 —00 n— o0

Since x — D(x) is upper semicontinuous, D is closed and it follows that

D* :={(z,a) € D | w(z,a) =w*(z)}
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is a closed subset of D. Then we obtain that « — D*(z) is also upper semi-
continuous. Thus, if v has a unique maximizer f,, i.e. D} (x) = {f.(x)} for
all z € E, then f, must be continuous. a

Remark 2.4.9. If A C R, then the smallest (largest) maximizer of v is lower
semicontinuous (upper semicontinuous). This can be seen as follows: If A C R,
then z — f(z) := max D*(z) is the largest maximizer. Choose zg,z, € E
such that z, — zo and the limit of (f(z,)) exists. Since a, := f(z,) €
D*(z,,) and z — D*(z) is upper semicontinuous, (a,) has an accumulation
point in D*(x¢) which must be lim,,_,o f(z,). It follows that

lim f(a,) < max D* (o) = f(x0),
n—oo

i.e. the largest maximizer is upper semicontinuous. In the same way it can

be shown that the smallest maximizer is lower semicontinuous. O

It is now rather straightforward that the following conditions on the data
of a Markov Decision Model imply by using Proposition 2.4.8 that (SAy) is
satisfied and that Theorem 2.3.8 is valid.

Theorem 2.4.10. Suppose a Markov Decision Model with upper bounding
function b is given and for alln =0,1,..., N — 1 it holds:

(i) Dp(x) is compact for all x € E and x — Dy(x) is continuous,
(ii) (z,a) — [v(z)Qn(da'|z,a) is continuous for all continuous v € BB,
(iil) (x,a) — rn(z,a) is continuous,
(iv)  — gn(x) is continuous.
Then the sets M, := {v € IB;" | v is continuous} and A, := F, satisfy the

Structure Assumption (SAn ). If the mazimizer of V,, is unique, then A, can
be chosen as the set of continuous functions.

2.4.3 Measurable Markov Decision Models

Sometimes the Structure Assumption (SAy) can be fulfilled with IM,, = IB;".
For this case the following result is useful.

Proposition 2.4.11. Letv € ZB;' and suppose the following assumptions are
satisfied:

(i) Dp(x) is compact for all x € E,
(ii) @ — Lpv(zx,a) is upper semicontinuous on D, (x) for all x € E.

Then T,v is measurable and there exists a maximizer f, € F, of v.
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Proof. We use the same notation as in the proof of Proposition 2.4.3. Let
a € R. It is sufficient to prove that {x € E | w*(x) > a} is a Borel set. But

{re F|w'(z) >a}={z € E|w(xa) > afor somea e D(x)}
= projg{(z,a) € D | w(z,a) > a}.

This set is Borel by a result of Kunugui and Novikov (see Himmelberg et al.
(1976)), since D is Borel with compact values (i.e. compact vertical sections)
and {(z,a) € D | w(z,a) > «a} is a Borel subset of D with closed (and
therefore compact) values. Actually, Kunugui and Novikov prove that the
projection of a Borel subset of £ x A with compact values is a Borel subset
of F. The existence of a maximizer can be shown in the same way as in the
proof of Proposition 2.4.3. O

Remark 2.4.12. a) If A is countable and D, (x) is finite for all € E, then
both assumptions (i) and (ii) of Proposition 2.4.11 are fulfilled.

b) Condition (i) in Proposition 2.4.11 can be replaced by: For all « € E the
level set {a € Dy(x) | Lyv(x,a) > ¢} is compact for all ¢ € R. O

The following theorem follows directly from Proposition 2.4.11. In particular
the main result (Theorem 2.3.8) holds under the assumptions of Theorem
2.4.13.

Theorem 2.4.13. Suppose a Markov Decision Model with upper bounding
function b is given and for alln =0,1,..., N — 1 it holds:

(i) Dy () is compact for all z € E,
(i) a — [v(2")Qn(da'|z,a) is upper semicontinuous for all v € By and
forallx € F,
(iii) @ — 7, (x, a) is upper semicontinuous for all x € E.

Then the sets IM,, = B; and A, = F,, satisfy the Structure Assumption
(SAN).

In a more general framework one can choose IM,, as the set of upper semian-
alytic functions (see Bertsekas and Shreve (1978)). But of course, one wants
to choose IM,, and A,, as small as possible.

2.4.4 Monotone and Convexr Markov Decision Models

Structural properties (e.g. monotonicity, concavity and convexity) for the
value functions and also for the maximizers are important for applications.
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Results like these also simplify numerical solutions. In order to ease the ex-
position we assume now that £ C R? and A C R™ endowed with the usual
preorder < of componentwise comparison e.g. x < y for z,y € R? if x;, < yp,
fork=1,...,d.

Theorem 2.4.14. Suppose a Markov Decision Model with upper bounding
function b is given and for alln =0,1,..., N — 1 it holds:

(i) Dp () is increasing, i.e. x < ' implies Dy(x) C Dy(z'),

(ii) the stochastic kernels Qn(-|z,a) are stochastically monotone for all a €
D, (), i.e. the mapping x — [v(2")Qn(dz'|z,a) is increasing for all
increasing v € B, and for all a € D, (z),

(iil)  — ry(x, a) is increasing for all a,

(iv) gn s increasing on E,

(v) for all increasing v € B;r there exists a mazimizer f, € A, of v.

Then the sets M, := {v € IB}" | v is increasing} and A, satisfy the Structure
Assumption (SAN).

Proof. Obviously condition (iv) shows that gy € IMy. Let now v € M, 11.
Then conditions (ii) and (iii) imply that « — L,v(z, a) is increasing for all a.
In view of (i) we obtain 7,,v € IM,,. Condition (v) is equivalent to condition
(iii) of (SAn). Thus, the statement is shown. O

It is more complicated to identify situations in which the maximizers are
increasing. For this property we need the following definition.

Definition 2.4.15. A set D C FE x A is called completely monotone if
for all points (x,a’),(2',a) € D with x < 2’ and a < ' it follows that
(x,a),(2',d") € D.

An important special case where D is completely monotone is given if D(x)

is independent of x. If A = R and D(z) = [d(x),d(x)]. Then D is completely
monotone if and only if d: E — R and d : F — R are increasing.

For a definition and properties of supermodular functions see Appendix A.3.

Proposition 2.4.16. Letv € ]B;' and suppose the following assumptions are
satisfied where D (x) := {a € Dyp(z) | Lpv(z,a) = Tyv(x)} for x € E:

(i) Dy, is completely monotone,
(ii) Lpv is supermodular on Dy,
(iii) there ewists a largest maximizer f of v i.e. for all x € E it holds:
fi(x) > a for all a € DX(x) which are comparable with f}(z).

Then f is weakly increasing, i.e. x < ' implies fX(x) < f*(2'), whenever

fi(x) and fi(a') are comparable.
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Proof. Suppose that f is not increasing, i.e. there exist z, 2’ € E with z < 2/
and f¥(z) =:a > da' = f}(2'). Due to our assumptions (i) and (ii) we know
that (x,a’),(2',a) € D,, and

(an(x,a') — Lpv(x, a)) + (an(sc’,a) - an(x’,a’)) > 0.

Since a is a maximum point of b — L,v(x,b) and o’ is a maximum point of
b — L,v(z’,b) the expressions in brackets are non-positive. Thus, we must

have L,v(z’,a’) = L,v(z’,a) which means in particular that a is also a
maximum point of b — L,v(z’,b). But this contradicts the definition of f
as the largest maximizer of v, and the statement follows. a

Remark 2.4.17. a) A similar result holds for the smallest maximizer of v.
b) If we reverse the relation on the state or the action space we obtain con-
ditions for weakly decreasing maximizers. O

If our Markov Decision Model fulfills all assumptions of Theorem 2.4.14 and
Proposition 2.4.16, then

M, := {v € B/ | vis increasing}
Ay, :={f € F, | f is weakly increasing}
satisfy the Structure Assumption (SAy).

Of particular interest are concave or convex value functions.

Proposition 2.4.18. Letv € ]B;‘ and suppose the following assumptions are
satisfied:

(i) Dy, is convez in E x A,
(ii) Lpv(z,a) is concave on D,,.

Then T,v is concave on E.

Proof. First note that 7,v(z) < oo for all € E and that E is convex. Let
z,#' € F and « € (0,1). For € > 0 there exist a € D, (z) and o’ € D, (')
with

Lyv(z,a) > Thv(z) — ¢,

Lyv(a',ad") > Thu(z') —e.
The convexity of D,, implies
a(z,a) + (1 —a)(2',d’) € D,

which means that aa + (1 — a@)a’ € D, (ax + (1 — «)a’). Hence by (ii)
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Tyv(ax + (1 —a)2’) > Lyv(az + (1 — a)2’,aa + (1 — a)d’)
> aLyv(z,a) + (1 —a)Lyv(a,a)
> aTv(z) + (1 — a)Tv(@’) —e.

This is true for all € > 0, and the statement follows. a

Proposition 2.4.18 now directly implies that the following conditions on the
data of the Markov Decision Model guarantee that (SAy) is satisfied with
the set IM,, being a subset of concave functions.

Theorem 2.4.19. Suppose a Markov Decision Model with upper bounding
function b is given and for alln =0,1,..., N — 1 it holds:

(i) Dy, is convex in E x A,
(ii) the mapping (z,a) — [v(z")Qn(dx|z,a) is concave for all concave
v E ZB;,
(iii) (x,a) — rp(z,a) is concave,
(iv) gn is concave on E,
(iv) for all concave v € B, there exists a mazimizer f, € A, of v.

Then the sets M, := {v € IB;" | v is concave} and A, satisfy the Struc-
ture Assumption (SAy ).

Remark 2.4.20. If A =R and D(r) = [d(z),d(z)] then D is convex in E' x A

if and only if E is convex, d: E — R is convex and d : E — R is concave. ¢

Proposition 2.4.21. Let v € B;‘ and suppose that the following assump-
tions are satisfied:

(i) E is convex and D,, := E X A,
(ii) ¢ — Lyv(x,a) is convez for all a € A.

Then T,v is convex on E. If moreover A is a polytope and a — L,v(z,a) is
convex for all x € E, then there exists a so-called bang-bang mazimizer f
of v at time n, i.e. f(x) is a vertex of A for all x € E.

Proof. The first statement follows from the fact that the supremum of an
arbitrary number of convex functions is again convex (because 7,v < 00).
Now if A is a polytope, the convex function a — L,v(z, a) attains its supre-
mum in a vertex and the set of all maximum points of a — Lyv(z,a) which
are vertices, is finite for all x € E. Then, by applying the Selection Theorem
A.2.3, we obtain the second statement. a
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Proposition 2.4.21 now directly implies that the following conditions on the
data of the Markov Decision Model guarantee that (SAy) is satisfied with
the set IM,, being a subset of convex functions.

Theorem 2.4.22. Suppose a Markov Decision Model with upper bounding
function b is given and for alln =0,1,..., N — 1 it holds:

(i) E is convex and D,, := E X A,
(ii) for all conver v € JB s x o= [o(@)Qn(da |z, a) is convex for all
ac A,
(iii)  — rp(x, @) is convex for all a € A,
(iv) gn 1s conver,
(v) for all convex v € IB;r there exists a mazimizer f, € A, of v.

Then the sets M, == {v € B} | v is convex} and A, satisfy the Structure
Assumption (SAN).

2.4.5 Comparison of Markov Decision Models

When the value functions of a Markov Decision Model have one of the prop-
erties of the last section (e.g. monotonicity, convexity, concavity), then it is
possible to discuss the qualitative influence of the transition kernel on the
value function. More precisely, we want to know in which direction the value
function changes, if the transition kernel Q,,(-|z, a) is replaced by Q,(-|z, a).
To this end, denote

Mg, == {v € B} |vis increasing}
M., = {v € B} |vis concave}
M., == {v € B} |vis convex}.

We denote by (Vn)~ the value functions of the Markov Decision Model with
transition kernels @,,. In the following theorem we use stochastic orders for
the transition kernels (see Appendix B.3 for details).

Theorem 2.4.23. Suppose a Markov Decision Model with upper bounding
function b is given which satisfies the Structure Assumption (SAy ) with the
set IM? where o € {st,cv,cx}. If for alln =0,1,...,N — 1

Qn(-|z,a) <o Qn(-|x,a), for all (x,a) € D

then V,, <V, forn=0,1,...,N — 1.
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The proof follows directly from the properties of the stochastic orders (see
Appendix B.3).

2.5 Stationary Markov Decision Models

In this section we consider stationary Markov Decision Models, i.e. the data
does not depend on n and is given by (F,A,D,Q,r,,gn) with r, := ™,
gn = pNgand § € (0,1].

We denote by F' the set of all decision rules f : E — A with f(x) € D(x) for
x € E. Then FV is the set of all N-stage policies ™ = (fo, ..., fnv—1)-

The expected discounted reward over n stages under a policy m € F™ is given
by

n—1
Tnr(@) =B | 850 (X, fu(Xn)) + 5"9(Xn)|, z€E
k=0

when the system starts in state x € F. The maximal expected discounted
reward over n stages is defined by

Jo(x) = g(x)
Jn(z) := sup Jpx(x), z€ E, 1<n<N.
TeFn

In order to obtain a well-defined stochastic optimization problem we need
the following integrability assumption (see Section 2.2):

Assumption (Ay): Forxz € E

N-1

On(z) :=supE] | Y BFrH(Xx, fu(Xk)) + BN g T (Xn) | < 0.
g k=0

Remark 2.5.1. Since §g := g7 < §,_1 <, < Iy and
6N =p"N_n, mn=0,1...,N,

the Integrability Assumption (Apy) is equivalent to the integrability assump-
tion in Section 2.2 when we have a stationary Markov Decision Model. O

As explained in Section 2.4 it is convenient to show that (Ay) is satisfied
by proving the existence of an upper bounding function. The definition of
an upper bounding function for a stationary Markov Decision Model is as
follows.
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Definition 2.5.2. A measurable mapping b : £ — R, is called an upper
bounding function for the stationary Markov Decision Model if there exist
cr,Cg,0p € Ry, such that:

(i) rT(z,a) < ¢b(x) for all (x,a) € D,

(ii) g*(x) < ¢gb(x) for all z € E,
(iii) [ b(2")Q(dx'|z,a) < apb(z) for all (x,a) € D.

If the stationary Markov Decision Model has an upper bounding function
b, then we have dy € B, and the Integrability Assumption (Ay) is sat-
isfied (cf. Proposition 2.4.2). Obviously every stationary model is a special
non-stationary model. We obtain the following relation between the value
functions J,, and V,,:

Vo(z) = " JIN-n(z), € E, n=0,1,...,N.

But on the other hand, every non-stationary Markov Decision Model can
be formulated as a stationary one. The idea is to extend the state space by
including the time parameter.

As in Definition 2.3.1 we introduce the following operators for v € IM(E):

Lv(x,a) :=r(z,a) + ﬁ/v(m')@(daﬁ'm,a)7 (z,a) € D,

Tyo(z) := Lo(z, f(z)), z€E

Tou(z) = Esg[() )Lv(x,a), x € L.

T is called the mazimal reward operator. The reward iteration reads now as
follows.

Theorem 2.5.3 (Reward Iteration). For m = (fo,..., fn—1) it holds:

Ine =Ty ... Ty, g.

The Structure Assumption (SAy) has to be modified for stationary Markov
Decision Models.

Structure Assumption (SAy):There exist sets M C IM(E) and A C F
such that:

(i) g € M.
(ii) Ifv € M then Tv(z) is well-defined and Tv € M.
(iii) For all v € IM there exists a maximizer f € A of v, i.e.

Tiv(z) = Tu(z), =€E.
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The main Theorem 2.3.8 about the recursive computation of the optimal
value functions has now the following form.

Theorem 2.5.4 (Structure Theorem). Let (SAy ) be satisfied.
a) Then J, € M and the Bellman equation J, = T J,—1 holds, i.e.

Jo(z) = g(x)
Jn(z) = aesgl()w) {r(x,a) + ﬁ/Jn_1(x/)Q(dx’|a?,a)} , T€E€FE.

Moreover, J, = T"g.

b) Forn=1,...,N there exist mazimizers [} of J,—1 with f} € A, and
every sequence of mazimizers f of Jn—1 defines an optimal policy
(fxs-- fT) for the stationary N-stage Markov Decision Model.

In many examples we will see that the Structure Assumption is naturally ful-
filled. For some conditions which imply (SAy) see Section 2.4. The simplest
case arises when both E and A are finite. Here the Structure Assumption
(SAn) is satisfied with IM := {v : E — R} because every function is mea-
surable and maximizers exist. Moreover, the transition kernel has a discrete
density and we denote

q(z'|z, a) == Q{z'}|z,a)

for z,2’ € E and a € D(z).

Analogously to the non-stationary case, Theorem 2.5.4 gives a recursive al-
gorithm to solve Markov Decision Problems. Due to the stationarity of the
data however, it is not necessary to formulate the algorithm as a backward
algorithm.

Forward Induction Algorithm.

1. Set n:= 0 and for xz € E:

Jo(z) := g(x).

2. Set n:=n+ 1 and compute for all x € F

Jo(z) = sup {r(z,a)+ / Jn,l(x')Q(dx'm,a)}.

a€D(x)

Compute a maximizer f¥ of J,_i.
3. If n = N, then the value function Jy is computed and the optimal
policy 7* is given by 7* = (f4,..., f). Otherwise, go to step 2.
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The induction algorithm computes the n-stage value functions and the op-
timal decision rules recursively over the stages, beginning with the terminal
reward function. We illustrate this procedure with the following numerical
example which is known as Howard’s toymaker in the literature.

Ezample 2.5.5 (Howard’s Toymaker). Suppose a Markov Decision Model is
given by the following data. The planning horizon is N = 4. The state space
consists of two states E = {1,2} as well as the action space A = {1,2}. We
have no restriction on the actions, i.e. D(x) = A. The reward is discounted by
a factor 5 € (0,1) and the one-stage reward is given by r(1,1) =6, r(2,1) =
-3, r(1,2) =4, r(2,2) = —5. The terminal reward is g(1) = 105, ¢(2) = 100.
The transition probabilities are denoted by the following matrices (see Figure
2.2)

0.50.5 0.8 0.2

q(1) = q(]-,2) =
0.4 0.6 0.70.3

Note that ¢(:|-,1) gives the transition probabilities if action a = 1 is chosen
and ¢(+|,2) gives the transition probabilities if action a = 2 is chosen.

action a=1 action a=2
0,5 0,6 0.8

0,2

Fig. 2.2 Transition probabilities of Howard’s toymaker.

The result of the computation with 3 = 0.98 is shown in Table 2.1. By D} (x)
we denote the set

D} (z) :={a € D(z) | a maximizes b — r(z,b) + Z q(2 |z, b) Jp—1(z")}.
z'€E

In particular, the value function of the 4-stage problem is given by
Jy(1) = 106.303 and J4(2) = 96.326.

Moreover, if Ay := Jo(1) — Jo(2) > 0 then the following Turnpike Theorem
can be shown:

o If B < g—g, then there exists an N* = N*(83, Ag) € N such that
D (1) =D}(2) ={1} forn > N* and 2 € D} (1) = D} (2) for n < N*.
o If 5> g—g, then there exists an N* = N*(3, Ag) € N such that
Dx(1)=Dx(2) ={2} forn > N* and 1 € D} (1) = D} (2) for n < N*.
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n|Jn(1) Jn(2) Di(1) Di(2)
0[105 100

1/106.45 96.96
2
3

1
106.461 96.531 2
106.385 96.412 2
106.303 96.326 2

=~
NN

Table 2.1 Computational results of the Backward induction algorithm.

o If 5= gg, then
Di(1) =D} (2) ={1} foralln e N if Ay <
Di(1)=D;(2)=A forallne N if Ay =
Dy(1)=D}(2) ={2}forallne N if Ay >

woldelelB

¢

The following Markov Decision Model with random discounting has impor-
tant applications in finance and insurance.

Ezample 2.5.6 (Random Discounting). Suppose a stationary Markov Decision
Model (E, A, D,Q,3"r,3"g) is given. Sometimes the discount factors for
the stages vary randomly. Here we assume that the (non-negative) discount
factors (/3,,) form a Markov process, given by a transition kernel Q°(B|y) and
Bo is given. We suppose that (8,,) is independent of the state process. (Also
the more general case where (/3,,) depends on the state process can be dealt
with.) Then we are interested in finding the maximal expected discounted
reward over all policies 7 € F, i.e. we want to maximize the expression

N—1 n—1 N—-1
Z (Hﬂk) Xnafn ﬂ()a"'a/anl;X’ﬂ)) + ( H ﬂk)g(XN)] ’ zeF.
n=0 k=0 k=0

Of course we assume that the Markov process (5,) can be observed by the
decision maker and thus the decision rules are allowed to depend on it. This
problem can again be solved via a standard Markov Decision Model by ex-
tending the state space E. Let us define:

e E:=FEx[0,00) x [0,00) where (z,3,6) € E denotes the state x, the new
discount factor 8 and the product § of the discount factors realized so far,

o A=A,

(xﬁé) D(z) for all (z,3,0) € E,

)(B x By x Bylx,(3,0,a) = Q(Bl|z,a) ® Q°(B1|f) ® 1p,(5 - 3) for all

z,/3,0) € E and suitable measurable sets B, By, By,
(m,ﬁ,d),a) = dr(x,a) for all (z,3,0) € E,
(z,8,0) = dg(x).

Then the maximal reward operator for v € IM (FE) is given by

e o [ ]
Ne}} ﬁz/\@
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To(e,0,6) = sup {&«(x,a) + [ Qe [ @ @oney.00)

a€D(x)

and the solution of the preceding problem with random discounting is given
by the value

In(x, Bo, 1) = TN §(x, Bo, 1).

Note that the optimal decision rule at tlme n depends on xz,, [, and the
product of the discount factors 6, Hk o 6;€ ¢

2.6 Applications and Examples

In this section we collect some applications of the theory presented so far.
Further examples with a focus on financial optimization problems can be
found in Chapter 4.

2.6.1 Red-and-Black Card Game

Consider the following simple card game: The dealer uncovers successively
the cards of a well-shuffled deck which initially contains by black and r¢ red
cards. The player can at any time stop the uncovering of the cards. If the
next card at the stack is black (red), the player wins (loses) 1 Euro. If the
player does not stop the dealer, then the colour of the last card is decisive.
When the player says stop right at the beginning then the probability of
winning 1 Euro is obviously 3 lff —— and her expected gain will be bo +”’ The
same holds true when the player waits until the last card. Is there a strategy
which yields a larger expected gain? The answer is no! We will prove this by
formulating the problem as a stationary Markov Decision Model. The state
of the system is the number of cards in the stack, thus

E:={x=(br) € N3 | b<bo,r <70}

The state (0,0) will be absorbing, thus in view of Example 2.3.13 we define
G = {(0,0)} as the set of absorbing states. Once, we have entered G the
reward is zero and we stay in G. For z € F and x ¢ {(0,1),(1,0)} we have
D(z) = A = {0,1} with the interpretation that a = 0 means ‘go ahead’
and ¢ = 1 means ‘stop’. Since the player has to take the last card if she
had not stopped before we have D((0,1)) = D((1,0)) = {1}. The transition
probabilities are given by
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q((b,r = 1) | (b,7),0) == r>1,b>0
q((b—l,r)\(b,r),o) ::r—li)—b’ r>0,b>1 (2.1)
q((0,0) | (b,7),1) :==1, (br)€E
q((0,0) | (0,0),a) :==1, a€A

The one-stage reward is given by the expected reward (according to Remark
2.1.2),
r((b,r),1) := bor for (b,r) e E\G
) ) b + r ) )

and the reward is zero otherwise. Finally we define

b—r
b+r

g(b,r) == for (b,r) e E\ G
and ¢((0,0)) = 0. We summarize now the data of the stationary Markov
Decision Model.

o E:={x = (byr) € N3 | b < by,r <ro} where x = (b,7) denotes the
number of black and red cards in the stack,

A :={0,1} where a = 0 means ‘go ahead’ and a = 1 means ‘stop’,

D(z) = A for z ¢ {(0,1),(1,0)} and D((0,1)) = D((1,0)) = {1},

the transition probabilities are given by equation (2.1),

the one-stage reward is r(z,1) = Z_T_—: for x = (b,r) € E\G and 0 otherwise,
g(x) = % for x = (b,r) € E\ G, g((0,0)) =0,

N :=7r9g+by and 3 := 1.

Since E and A are finite, (Ay) and also the Structure Assumption (SAy) is
clearly satisfied with

M:={v:E—-R|v(x)=0forzr € G} and A:=F.

In particular we immediately know that an optimal policy exists. The maxi-
mal reward operator is given by

To(b,r) = maX{Z;: , r:bv(r—l,b)—&—r—f_bv(r,b— 1)} forb+1r > 2,
Tv(1,0) :=1,

Tu(0,1) := —1,

Tv(0,0) := 0.

Tt is not difficult to see that g = Tg. For = (b,r) € E with r + b > 2 the
computation is as follows:
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b—r r b
Ty(b,r) = maX{b+r mg(r— 1,0) + r—+b9(7‘ab— 1)}

. b—r T b—r+1+ b b—r—1
N x b+r " r+b r+b—-1 r+b r+b-1

b—r b-—r
—max{b+r b—H"} = g(b, 7).

Since both expressions for ¢ = 0 and a = 1 are identical, every f € F is a
maximizer of g. Applying Theorem 2.5.4 we obtain that J, = 7"g = g and
we can formulate the solution of the card game.

Theorem 2.6.1. The maximal value of the card game is given by

by — o
bo-i-’l“o7

Jro+bo (b0, 70) = g(bo, T0) =
and every strategy is optimal.

Thus, there is no strategy which yields a higher expected reward than the
trivial ones discussed above. Note that the game is fair (i.e. Jy(bg,7r0) = 0)
if and only if rg = bg.

2.6.2 A Cash Balance Problem

The cash balance problem involves the decision about the optimal cash level
of a firm over a finite number of periods. The aim is to use the firm’s liquid
assets efficiently. There is a random stochastic change in the cash reserve each
period (which can be both positive and negative). Since the firm does not earn
interest from the cash position, there are holding cost or opportunity cost for
the cash reserve if it is positive. But also in case the cash reserve is negative
the firm incurs an out-of-pocket expense and has to pay interest. The cash
reserve can be increased or decreased by the management at the beginning
of each period which implies transfer costs. To keep the example simple we
assume that the random changes in the cash flow are given by independent
and identically distributed random variables (Z,,) with finite expectation. The
transfer cost are linear. More precisely, let us define a function ¢ : R — Ry
by
c(z) == cuzt +cgz”

where ¢, cq > 0. The transfer cost are then given by c¢(z) if the amount z is
transferred. The cost L(x) have to be paid at the beginning of a period for
cash level x. We assume that

e L:R— Ry, L(0)=0,
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e x+— L(z) is convex,

L) _

o lim, o ] = OO

This problem can be formulated as a Markov Decision Model with distur-
bances (Z,) and with state space E := R, where the state z € E is the
current cash level. At the beginning of each period we have to decide upon
the new cash level a € A := R. All actions are admissible, i.e. D(z) := A.
The reward is then given as the negative cost 7(x,a) := —c(a — x) — L(a) of
transfer and holding cost. The transition function is given by

T(x,a,2):=a—z

where z is a realization of the stochastic cash change Z,,4;. There is no
terminal reward, i.e. ¢ = 0 and cost are discounted by a factor 8 € (0, 1].
The planning horizon N is given. We summarize the data of the stationary
Markov Decision Model:

e F := R where x € FE denotes the cash level,

e A:=R where a € A denotes the new cash level after transfer,
e D(x):=A,

e Z :=R where z € Z denotes the cash change,

o T(x,a,2):=a—z,

e QZ(:|r,a) := distribution of Z,; (independent of (z,a)),

e r(z,a):= —c(a—x)— L(a),

e g=0,

e [3e€(0,1].

Obviously the reward is bounded from above, i.e. b = 1 is an upper bounding
function. In what follows we will treat this problem as one of minimizing cost
which seems to be more natural. The minimal cost operator is given by:

Tu(z) == min { inf {(a — 2)eu + L(a) + BEv(a — Z)}, (2.2)

a>x

L(z) + BEv(z — 2), (2.3)

a<x

inf {(9: —a)eq+ L(a) + BEv(a — Z)}} (2.4)

where Z := Z;. We will next check the Structure Assumption (SAy). Thus,

we first have to find a reasonable set M. Looking at 7v we choose the Ansatz:
M :={v: FE— Ry |vis convex and v(z) < ¢(—z) + d for some d € Ry }.

Moreover, we will see below that the set of minimizers is of a special form.
Obviously 0 € M. Now let v € IM and define the functions
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hy(a) :=(a — x)cy + L(a) + fEv(a — Z),
ha(a) == (z — a)cq + L(a) + fEv(a — Z).

By the definition of IM both functions are finite on R, since for a € A we
obtain

Evie—2)<d+Ec(Z—-a) <d+E|a— Z|(cy + cq) < 0.

Also both functions are convex and lim|,| o hu(a) = lim|q| o0 ha(a) = oo.
Thus, both have a well-defined finite minimum point. Moreover, the convexity
implies that the right- and left-hand side derivative at each point exist. A
minimum point is characterized by a non-negative right-hand side derivative
and a non-positive left-hand side derivative. Thus, we define

. ot
S_ :=inf {a eER| %hu(a) > 0},
Sy = sup {a eER| g—ahd(a) < 0},

where %h and %—;h denote the right- and left-hand side derivative respec-
tively. Since hy(a) — hg(a) = (a — x)(cy + cq) is increasing in a, we have
S_ < S4. It is important to note that S_ and Sy do not depend on z. In
order to determine a minimum point of 7v we distinguish three cases:

(i) @ < S_:In this case the infimum of (2.4) is obtained if we plug in a = x
and thus the values of (2.4) and (2.3) are equal. However, the infimum of
(2.2) is attained in @ = S_ and is less or equal to the value of (2.3) since
hy(S=2) < hy(z) = L(z) + BEv(z — 2).

(i) S_ <z < S;: Here the minimum values of the three expressions are
equal and a = x is the global minimum point.

(ili) Sy < 2: This case is analogous to the first one and the global minimum
is attained in @ = S5

Hence we have shown that a minimizer f* exists and is of the form

S_ ifxr< S_
ffla)y=¢ z iftS_<z <S54 (2.5)
S+ ifz > S+.

This means that if the cash level is below S_, sell enough securities to bring
the cash level up to S_. If the cash level is between the limits do nothing,
and if the cash level is above S, buy securities to reduce the cash level to
this critical level. Note that S and S_ depend on v. As a consequence we
define
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A= {f €F ‘ there exist S_,S4 € R with

S_ < S, and f is of the form (2.5)}.

Inserting the minimizer gives

(S —x)ey, + L(S_)+ BEv(S- — Z) ifx < S_
Tou(z) = L(z)+ fEv(x — Z) iftS_ <zx<S;
(.T—S+)Cd+L(S+)+,6E’U(S+—Z) ifI>S+.

It is not difficult to verify that this function is again in M. First there exists
d € Ry such that 7v(z) < d + ¢(—x). The convexity of 7v on the intervals
(—00,5-), (S-,54), (S4,00) is also obvious. It remains to investigate the
points S_ and S . Here we have to show that the left-hand side derivative is
less than or equal to the right-hand side derivative. Due to the definition of
S_ and Sy we obtain

aJr
Cu + %(L(:c) +BEv(x — Z)) . >0
o
—eu+ 5= (L(m) + BEv(z — Z)) g, SO

since S_ and Sy are the minimum points. This observation yields 7v € IM.
Thus, the Structure Assumption (SAy) is satisfied for M and A. Theorem
2.5.4 can be applied to the cash balance problem and we obtain the following
result.

Theorem 2.6.2. a) There exist critical levels S,— and Sn+ such that for
n=1...,N
(Sp— —x)ey + L(Sp—) + BE J—1(Sn- — Z) ifx < Sp—
In(z) = L(x)+ BEJy_1(z — Z) if Sp_ <x<Spa
(x — Spn+)ea + L(Sny) + BE Jp—1(Snt+ — Z) if x> Spy.

with Jy = 0.
b) The optimal cash balance policy is given by (fx., ..., fr) where f is
Sn_ ifx < Sp_
folx) = x  ifSp- <ax < Shy (2.6)

Sni ifz > Sy

Note that the critical levels which determine the transfer regions (sell, buy,
do nothing) depend on n. Obviously the transfer cost imply that it is unlikely
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that many transfers occur. Hence the problem is sometimes also called
smoothing problem.

2.6.3 Stochastic Linear-Quadratic Problems

A famous class of control problems with various different applications are
linear-quadratic problems (LQ-problems). The name stems from the linear
state transition function and the quadratic cost function. In what follows
we suppose that E := R™ is the state space of the underlying system
and D, (z) := A := R? ie. all actions are admissible. The state transi-
tion functions are linear in state and action with random coefficient matrices
Ay, By, ..., Ay, By with suitable dimensions, i.e. the system transition func-
tions are given by

Tn(gjv a, An+17 BnJrl) = An+1l’ + BnJrla-

Thus, the disturbance in [n,n + 1) is given by Z,+1 := (An+1, Bny1). The
distribution of Z,, 11 is influenced neither by the state nor by the action, and
the random matrices Z1, Z, ... are supposed to be independent but not nec-
essarily identically distributed and have finite expectation and covariance.
Moreover, we assume that E [B,—Lr +1QBn+l] is positive definite for all sym-
metric positive definite ). Obviously we obtain a non-stationary problem.
The one-stage reward is a negative cost function

rn(x,a) == —xTan
and the terminal reward is
gn(x,a) = —z' Qnz

with deterministic, symmetric and positive definite matrices Qq, Q1, - .., QN -
There is no discounting. The aim is to minimize

N
zx,z@kxk]
k=0

E;

over all N-stage policies w. Thus, the aim is here to keep the state of the
system close to zero. We summarize the data of the Markov Decision Model
with disturbances (Z,,) as follows.

e FE :=R™ where x € F denotes the system state,

e A:=R¢=D,(x) where a € A denotes the action,

o Z := Rmm x R™d) where Z = (A, B) with values in Z denotes the
random transition coefficients of the linear system,
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T,(z,a,A, B) := Az + Ba,

e Q%(:|x,a) := distribution of Z,y1 := (Ani1,Bny1) (independent of
(z,a)),

o 7,(z,0) = —2"Q,m,

o gn(z,a) =~z Qnu,

o J:=1.

We have r < 0 and b = 1 is an upper bounding function. Thus, (Ay) is
satisfied. We will treat this problem as a cost minimization problem, i.e. we
suppose that V,, is the minimal cost in the period [n, N]. For the calculation
below we assume that all expectations exist. There are various applications
of this regulation problem in engineering, but it will turn out that problems
of this type are also important for example for quadratic hedging or mean-
variance problems. The minimal cost operator is given by

Tov(z) = inﬂgd {xTan +E U(An+1x + Bn+1a)} )
ac

We will next check the Structure Assumption (SAy). It is reasonable to
assume that M, is given by

M, = {v:R™ = Ry |v(z) = " Qz with Q symmetric, positive definite}.

It will also turn out that the sets A,, := AN F,, can be chosen as the set of
all linear functions, i.e.

A:={f:E— A| f(z) = Cz for some C e RE™},

Let us start with (SAy)(i): Obviously z'Qnz € DMy. Now let
v(z) = 2"Qx € M, ;. We try to solve the following optimization prob-
lem

Tov(x) inf {xTan + ]Ev(An+1x + Bn+1a)}

a€R?

= aienugd {xTQnm +2 " E [AIHQAnH]x +2:"E [AI+1QBn+1]a

+ 0" E[B1,QBati]a}.

Since @ is positive definite, we have by assumption that E [B;{ +1QBn+l] is
also positive definite and thus regular and the function in brackets is convex
in a (for fixed x € FE). Differentiating with respect to a and setting the
derivative equal to zero, we obtain that the unique minimum point is given

by
-1
fi@) = ~(E[BL1QBu])  E[BL1QAu]a.

Inserting the minimum point into the equation for 7,v yields
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Tov(z) = z’ (Qn + ]E[AIHQAnH] - ]E[AI-HQBnH] (E[BI-HQBn-H])_I

E [B;LF_HQA”_H]).%‘ =2"Qx

where Q is defined as the expression in the brackets. Note that Q is symmetric
and since #'Qz = T,v(x) > 2" Qnz, it is also positive definite. Thus Tv €
M, and the Structure Assumption (SAy) is satisfied for M, and A, =
ANF,. Now we can apply Theorem 2.3.8 to solve the stochastic LQ-problem.

Theorem 2.6.3. a) Let the matrices Qn be recursively defined by

Qn =Qn
Qn = Qn +E [AI+1Qn+1An+1]
-E [A;Lr+1©n+an+1] (E [B;Lr+1@n+an+l] ) - E [B;Lr+1Qn+lAn+1] .

Then Qn are symmetric, positive semidefinite and V,(x) = 2! Qnx for
zeE.
b) The optimal policy (f5,..., fax—_1) is given by

f:(l’) = 7(E [B;+1Q7L+1Bn+1]) E [B;Lr_,_lQrH_lAn_;_l]I.

Note that the optimal decision rule is a linear function of the state and the
coefficient matrix can be computed off-line. The minimal cost function is
quadratic.

Our formulation of the stochastic LQ-problem can be generalized in different
ways without leaving the LQ-framework. For example the transition function
can be extended to

Tn(x7 a, An+1a Bn+1a C(n+l) = An+lx + Bn+10, + Cn-i—l

where C,, are vectors with random entries. Thus, the stochastic disturbance
variable is extended to Z, := (A, Bp,Cy) with the usual independence
assumptions. Moreover, the cost function can be generalized to

N

N-1
E7 Z(Xk —br) " Qr(Xy — bi) + Z Fe(Xk) T Qe fr(X)

k=0 k=0

where Qk are deterministic, symmetric positive semidefinite matrices and by
are deterministic vectors. In this formulation the control itself is penalized
and the distance of the state process to the benchmarks b, has to be kept
small. Note that in both generalizations the value functions remain of linear-
quadratic form.
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2.7 Exercises

Exercise 2.7.1 (Howard’s Toymaker). Consider Howard’s toymaker of

Example 2.5.5. Show the stated Turnpike Theorem by conducting the follow-

ing steps:

a) For a function v : E — R let Av := v(1) — v(2) and show for all a € A
that Lv(1,a) — Lv(2,a) = 9+ 0.18Av.

b) Show that AJ, =937} (0.18)* + (0.18)"AJ, for n € N.

Exercise 2.7.2. Suppose a stationary Markov Decision Model with planning

horizon N is given which satisfies (Ax) and (SAx). We define J,, = 7"g and
Jn = T g for two terminal reward functions g,§ € IM. Show:

a) For all k =1,..., N it holds:

N—k
JIN — jk < ﬁN sup (9(37) - Q(QT)) =+ sup (jk(l“) - jk—l(ﬂ?)) Z ﬁj-
T z i=1
b) For all k =1,..., N it holds:
) N k
JN—JkZ,@NiI;f(g(I)*Q( ))+1nf( k() Jk 1( 3.
j:l

c¢) The bounds for Jy in a) and b) are decreasing in k.

Exercise 2.7.3 (Card Game). Consider the following variant of the red-
and-black card game. Suppose we have a deck of 52 cards which is turned
over and cards are uncovered one by one. The player has to say ‘stop’ when
she thinks that the next card is the ace of spades. Which strategy maximizes
the probability of a correct guess? This example is taken from Ross (1983).

Exercise 2.7.4 (Casino Game). Imagine you enter a casino and are al-
lowed to play N times the same game. The probability of winning one game
is p € (0,1) and the games are independent. You have an initial wealth z > 0
and are allowed to stake any amount in the interval [0, z]. When you win,
you obtains twice your stake otherwise it is lost. The aim is to maximize the
expected wealth E7[X y] after N games.

a) Set this up as a Markov Decision Model.

b) Find an upper bounding function and show that (SAy) can be satisfied.

c¢) Determine an optimal strategy for the cases p < %, p= % and p > %

d) What changes if you want to maximize E7 [U(Xy)] where U : Ry — R is
a strictly increasing and strictly concave utility function?

Exercise 2.7.5 (LQ-problem). Consider the following special LQ-problem
(see Bertsekas (2005) Section 4.1 for more details): The transition function
is given by
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T, (z,a,2) == Apy12 + Bpi1a+ 2

where z € R™,a € R? and A,,, B,, are deterministic matrices of appropri-
ate dimension. The disturbances Zi, Zs, ... are independent and identically
distributed with finite expectation and covariance matrix. The cost

N
zx,z@kxk]
k=0

E;

have to be minimized where the @Q,, are positive definite.

a) Show that (Ax) and (SAy) are satisfied.
b) Show that the minimal cost-to-go function is given by

N
Vo(z) = 2 Qo + Z]E[ZIIQka], z €R™
k=1

where
Qn = Qn
Qn = Qn + AI+1Qn+1An+1
~ ~ —1 ~
_A;LrJrl Qn+1 Bn—i—l (B;lr+1 Qn-l—an-i-l) BJJrlQn—&-l An+1
and the optimal policy (fg,..., fx_) is given by

f;:(l.) = _<B7T+1Qn+13n+1) B7—7,F+IQ~TL+1A7L+11'.

c¢) Let now A = A, By = B and Q = @ for all k and consider the so-called
discrete Riccati equation

Qn=@Q
Qn=Q+ATQu1A— AT Qi1 B(B"Qn1B) BT Quii A
Moreover, assume that the matrix
[B,AB, A’B, ..., AN"1B]

has full rank. Show that there exists a positive definite matrix Q such that
lim,, o @, = Q. Moreover, @ is the unique solution of

Q=Q+ATQA— ATQB(BTQB) 'BTQA
within the class of positive semidefinite matrices.

Remark: The convergence of Q. in the case of stochastic coefficients is more
delicate.
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Exercise 2.7.6 (Binary Markov Decision Model). Suppose a stationary
Markov Decision Model is given with A = {0,1}. Such a model is called a
binary Markov Decision Model. We suppose that the reward functions r and
g are bounded. Define r(z,1) = ri(z) and r(z,0) = ro(x) for x € E. For
v : E — R measurable and bounded and a € A we denote

(Qav)(x) := /U(y)Q(dy\x,a), ze€E.

a) Show that (Ax) and (SAn) are satisfied.
b) Show that the value function satisfies

Jp = max{ro + BQoJn—1,71 + fQ1Jpn—1} = max{LoJp_1, L1Jn_1}.
c¢) If we denote dy,(x) = L1J,—1(x) — LoJn—1(x),n € N, € E show that
dn+1 = L1LoJp—1 — LoL1Jp—1 + BQ1d,} — BQod,, .

Exercise 2.7.7 (Replacement Problem). A machine is in use over several
periods. The state of the machine is randomly deteriorating and the reward
which is obtained depends on the state of the machine. When should the
machine be replaced by a new one? The new machine costs a fix amount
K >0.

We assume that the evolution of the state of the machine is a Markov process
with state space E = R4 and transition kernel @ where Q([z,00)|z) = 1. A
large state x refers to a worse condition/quality of the machine. The reward is
r(x) if the state of the machine is x. We assume that the measurable function
r: E — R is bounded and for the terminal reward g = r. In what follows we
use the abbreviation

(Qu)(x) = / o()QU 1), (Qov)(x) = / o(2)Q(dx'|0).

Note that (Qov)(z) does not depend on z!

a) Show that (Ax) and (SAy) are satisfied.
b) Show that the maximal reward operator is given by

To(x) = r(z) + max{B(Qv)(x), K + S(Qov)(x)}, = >0.

c) Let dp(z) == —K + 8(QoJn-1)(z) — B(QJn-1)(z),n € N,z € E. Show
that
dny1 = —(1 = B)K — fQr — BQd,, + cn

where ¢, := 3QoJ, — 3*QoJ,_1 is independent of = € E.
d) If r is decreasing and the transition kernel @ is stochastically monotone
prove that a maximizer f of J,_1 is of the form
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*
n
*
n

£r(2) = replace fz>x
n\ 7] not replace if z < x

for 7 € Ry. The value z, is called the threshold or control limit.

Exercise 2.7.8 (Terminating Markov Decision Model). Suppose a sta-
tionary Markov Decision Model with 8 = 1 is given with the following prop-
erties:

e There exists a set G C E such that 7(z,a) =0 and Q({z}|z,a) =1 for all
x € G and a € D(x).

e For all # € E there exists an N(r) < N such that P7(Xy(,) € G) =1 for
all policies .

Define J(z) := Jy(z)(z) for all z € E. Such a Markov Decision Model is
called terminating.

a) Show that J(x) = g(x) for x € G and J(z) = T J(x) for x ¢ G.

b) If f € F satisfies Ty J(x) = TJ(x) for « ¢ G and f(x) € D(z) arbitrary
for x € G, then the stationary policy (f, f,..., f) € F~ is optimal.

c¢) Show that the Red-and-Black card game of Section 2.6.1 is a terminating
Markov Decision Model.

Exercise 2.7.9. You are leaving your office late in the evening when it sud-
denly starts raining and you realize that you have lost your umbrella some-
where during the day. The umbrella can only be at a finite number of places,
labelled 1,..., m. The probability that it is at place ¢ is p; with Z:’;l pi = 1.
The distance between two places is given by d;; where i, j € {0,1,...,m} and
label 0 is your office. In which sequence do you visit the places in order to
minimize the expected length of the journey until you find your umbrella? Set
this up as a Markov Decision Problem or as a terminating Markov Decision
Model and write a computer program to solve it.

2.8 Remarks and References

In this chapter we consider Markov Decision Models with Borel state and
action spaces and unbounded reward functions. In order to increase the read-
ability and to reduce the mathematical framework (e.g. measurability and
existence problems) we introduce the Structure Assumption (SAy) and the
notion of an (upper) bounding function in Section 2.4. This framework is very
useful for applications in finance (see Chapter 4) where the state spaces are
often uncountable subsets of Euclidean spaces and the utility functions are
unbounded. A similar approach is also used in Schil (1990) and Puterman
(1994).

Section 2.4: Semi-continuous Markov Decision Models have been investi-
gated e.g. in Bertsekas and Shreve (1978), Dynkin and Yushkevich (1979)
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and Herndndez-Lerma and Lasserre (1996). Properties of the value functions
like increasing, concave, conver and combinations thereof were first rigor-
ously studied in Hinderer (1985). For a recent paper see Smith and McCar-
dle (2002). Moreover, Hinderer (2005) and Miiller (1997) discuss Lipschitz-
continuity of the value functions. The fact that supermodular functions are
important for obtaining monotone maximizers was first discussed by Top-
kis (1978). Altman and Stidham (1995) investigate so-called binary Markov
Decision Models with two actions (e.g. in replacement problems) and derive
general conditions for the existence of threshold policies. The comparison re-
sults for Markov Decision Problems can been found in Miiller and Stoyan
(2002), see also Béuerle and Rieder (1997).

Section 2.6: The ‘Red-and-Black’ card game was presented by Connelly
(1974) under the name ‘Say red’. It can also be solved by martingale ar-
guments. Other interesting game problems and examples can be found in
Ross (1970, 1983). Heyman and Sobel (2004a,b) consider various stochastic
optimization problems in Operations Research, in particular cash balance
models, inventory and queueing problems. For a recent extension of the cash
balance problem, where the cash changes depend on an underlying Markov
process, see Hinderer and Waldmann (2001). Stochastic LQ-problems have
been investigated by many authors. For a comprehensive treatment see e.g.
Bertsekas (2001).






Chapter 3
The Financial Markets

In this chapter we introduce the financial markets which will appear in our
applications. In Section 3.1 a financial market in discrete time is presented.
A prominent example is the binomial model. However, we do not restrict to
finite probability spaces in general. We will define portfolio strategies and
characterize the absence of arbitrage in this market. In later chapters we
will often restrict to Markov asset price processes in order to be able to use
the Markov Decision Process framework. In Section 3.2 a special financial
market in continuous time is considered which is driven by jumps only. More
precisely the asset dynamics follow so-called Piecewise Deterministic Markov
Processes. Though portfolio strategies are defined in continuous time here we
will see in Section 9.3 that portfolio optimization problems in this market
can be solved with the help of Markov Decision Processes. In Section 3.3
we will briefly investigate the relation of the discrete-time financial market
to the standard Black-Scholes-Merton model as a widely used benchmark
model in mathematical finance. Indeed if the parameters in the discrete-time
financial market are chosen appropriately, this market can be seen as an
approximation of the Black-Scholes-Merton model or of even more general
models. This observation serves as one justification for the importance of
discrete-time models. Other justifications are that trading in continuous time
is not possible or expensive in reality (because of transaction cost) and that
continuous-time trading strategies are often pretty risky. In Section 3.4 utility
functions and the concept of expected utility are introduced and discussed
briefly. The last section contains some notes and references.

3.1 Asset Dynamics and Portfolio Strategies

We assume that asset prices are monitored in discrete time. The German
stock index DAX for example is computed every second. But larger time
periods of no trade may be applicable. Thus, we suppose that time is divided

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 59
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_3,
(© Springer-Verlag Berlin Heidelberg 2011
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into periods of length At and ¢,, = nAt. The most common form of an asset
price is a multiplicative model, i.e. if S,, is the price at time ¢,, > 0 then

Sn+1 = STLRTL-‘,-l-

The positive random variable Rn—i—l defines the relative price change Sy11/Sn
between time ¢, and t,41. For a riskless bond the relative price change
524-1/52 is chosen to be 1+ 14,1 with deterministic interest rate 7,41 € Ry.

There are two important special cases of the multiplicative model. The first
one is the binomial model or Cox-Ross-Rubinstein model. Here it is assumed
that there exists one bond with 4,41 = ¢ and one stock with relative price
changes which are independent and identically distributed and can take two
values: either u > 0 for up or d > 0 for down where we assume that d < u.
The probabilities for up and down are p and 1 — p respectively, i.e.

The stock price evolution is shown in Figure 3.1. If we want to model d assets
simultaneously a multinomial model is adequate, i.e R, can take values in
{u,d}? = {z,..., 204} and

P(R, = z) = Lo, 2d

k]

T
=
\
—

d
with Zi:l pr =1, pr > 0.

Sou*
°
Squ®
Sou? Souid
.
Sou Squ?d

Spdu

/\

Sou?d?
o

Syd Soud?

[2)
S
o
™

Soud®
.Ou

Sod?
Sod?
[ ]

Fig. 3.1 Evolution of stock price in the binomial lattice model.

The second important special case is a discretization of the Black-Scholes-
Merton model. In the standard Black-Scholes-Merton market model it is
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assumed that the stock price evolves according to
dSt = St(,udt + O'th)

where (W;) is a Wiener process, u € R and o > 0 are given parameters.
Thus, if we take a time step At we obtain

1
SnJrl = Sn exp ((,U — 502)At —+ UWAt) .

In this case R, has a lognormal distribution or log R, is normally distributed.
The multivariate version is thus log R, ~ N(a,%), i.e. log R, (the log is
taken componentwise) has a multivariate normal distribution. Note that in
both special cases we have R,, > 0 and thus it is guaranteed that the stock
price will stay positive with probability one.

In what follows we will consider an N-period financial market with d risky
assets and one riskless bond. We assume that all random variables are defined
on a probability space (£2, F,P) with filtration (F,,) and Fy := {0, 2}. The
financial market is given by:

e A riskless bond with S% =1 and
S0 =801 +ip41), n=0,1,....,N—1

where 4,11 denotes the deterministic interest rate for the time period
[n,n + 1). If the interest rate is constant, i.e. i, = i, then SO = (1 +14)™.

o There are d risky assets and the price process of asset k is given by S§ = s§
and

Sk =SERF.,, n=0,1,...,N—1.

The processes (S¥) are assumed to be adapted with respect to the filtration
(Fy) for all k. Moreover, we suppose that RF ;> 0 P-a.s. for all k and n

and that sf is deterministic. Rf; 11 is the relative price change in the time
interval [n,n + 1) for the risky asset k.

In what follows we denote S, := (S!,...,8%), R, := (R.,...,R%) and
FS = a(S0,...,5). Since (S,) is (F,)-adapted it holds: F5 C F, for
n = 0,1,...,N. In most cases we will later assume that the random vec-
tors Ry, ..., Ry are independent, however we do not impose this restrictive
assumption now, because we will also consider some models where the inde-
pendence assumption is not satisfied. Suppose now we are able to invest into
this financial market.

Definition 3.1.1. A portfolio or a trading strategy is an (F,)-adapted sto-
chastic process ¢ = (¢9, ¢,,) where ¢° € R and ¢, = (¢L,...,¢%) € R? for

n=0,1,...,N — 1. The quantity ¢* denotes the amount of money which is
invested into asset k during the time interval [n,n + 1).
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Remark 3.1.2. Note that in general we make no restriction on the sign of ¢.
In particular ¢F is allowed to be negative which in case k = 0 implies that a
loan is taken and that the interest rate is the same for borrowing and lending.
In case ¢* < 0 for k # 0 this corresponds to short selling of asset k. O

The vector (49, ¢o) is called the initial portfolio of the investor. The value of
the initial portfolio is given by

d
Xo:=) of =d0+do-e
k=0

where z -y = ZZ=1 x1ys denotes the inner product of the vectors z,y € R?
and e := (1,...,1) € R4

Let ¢ be a portfolio strategy and denote by X,,_ the value of the portfolio
at time n before trading. Then

d
Xy = Xno =Y ¢k RE =0 (1+1in) + ¢no1 - Ra.
k=0

The value of the portfolio at time n after trading is given by
d
Xy =) Ok =00 +n-e
k=0

In what follows we sometimes write X¢ when we want to make the depen-
dence on the portfolio strategy ¢ explicit.

Definition 3.1.3. A portfolio strategy ¢ is called self-financing if
Xle = Xﬁf+ P-a.s.

foralln =1,..., N—1,ie. the current wealth is just reassigned to the assets.

In the sections to come we will restrict to self-financing portfolio strategies
and we will tacitly assume that whenever we consider a portfolio strategy
that it is self-financing. The self-financing condition implies that the following
equivalence holds for alln=1,..., N —1:

Xn = X7L+7 <~ ¢2 + (bn €= (bgfl(l + ln) + (bn—l . R'rr

This equation can be used to derive an important recursive formula for the
wealth evolution which will be used throughout the following chapter. This
recursive equation is derived next (the self-financing condition is applied in
the last equality):
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n+1
Xo1=Xo+ Y (Xe = Xi1)

t=1

n+1

=X0+Z<¢?—¢g71+¢t'€—¢t—1'e)
i )

= Xop+ Z <¢?_1it + Pp_1 - (Rt — e))
t=1

Since ¢! = X,, — ¢, - e, we can eliminate ¢! to obtain

Xn+1 - Xn + (¢9ﬂn+1 + ¢n . (anLl - 6))

d
= X (Lt in) + Y6k (Rf;H —1- inﬂ).
k=1

When we introduce the so-called relative risk process (R,) defined by
R, :=(RL,...,R?) and

Rk .: R'Ircl o
T 44y,

1, k=1,...,d,
we obtain the important recursive formula

Xpi1=(1+int1) (Xn + bn - Rn+1). (3.1)

The advantage of equation (3.1) is that only the investment into the stocks
enters the equation and (¢, ) can be completed to a self-financing portfolio
strategy. This formula will be used extensively throughout the next chapters.
As usual we have to exclude arbitrage opportunities in the financial market.
An arbitrage opportunity is formally defined as follows.

Definition 3.1.4. An arbitrage opportunity is a self-financing portfolio strat-
egy ¢ = (¢, é,) with the following property: X = 0 and

P(X% >0)=1 and P(X% >0)>0.

Loosely speaking an arbitrage opportunity is a riskless investment strategy
with the chance of a gain. In real markets such opportunities sometimes exist
but once detected by traders they will soon disappear. The following theorem
characterizes the absence of arbitrage opportunities. It shows that the market
is free from arbitrage opportunities if and only if there is locally no arbitrage
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opportunity. This property is important when we reduce multiperiod opti-
mization problems to one-period problems.

Theorem 3.1.5. Consider an N -period financial market. The following
two statements are equivalent:

a) There are no arbitrage opportunities.
b) Forn=0,1,...,N — 1 and for all F,-measurable ¢, € R? it holds:

On - Rouy120P-as. = ¢, Rpy1=0P-as.

Proof. Suppose first that there exists an n € {1,..., N} and an F,,_1 mea-
surable ¢ € R? such that

¢ R, >0MP-as. and P(¢p-R, >0)>0.

Then an arbitrage strategy ¢ can be constructed as follows:
Let Xg’ = 0 and define the portfolio strategy

. p ifk=n-1,
=10 otherwise.

Then X2 | = ¢2 |+ ¢p1-e = 0 and X? = (1 +i,)(¢ - Ry). Hence
P(X¢ > 0) =1 and P(X? > 0) > 0. Since X = (1 +ins1)--- (1 +in) X2,
the strategy ¢ is an arbitrage strategy.

In order to show the reverse implication suppose that there exists an arbitrage

strategy ¢ = (¢2, ¢n,). Let
m := min {n | P(X? >0)=1and P(X? > 0) > 0}.

Then m < N by assumption. Define ¢ := 1[X¢ <0]¢m*1' Then ¢ is Fpp—1-
m—1>
measurable and we can consider the portfolio strategy 1 which invests the

same amounts as ¢ from time 0 to m — 2 and at time m — 1 the amount ¢ in
the risky assets. It holds

X3 = (Ut im) (X1 + ¢ Rin).

Since P(XY% > 0) = 1 it follows that ¢ - R,,, > 0 P-a.s. By definition of m
we have either P(X? | =0) =1 or ]P)(X:fkl < 0) > 0. In the first case we
obtain

P(g- Ry >0)=P(X? >0) >0

and in the second case we have P(¢-R,,, > 0) > P(X?_, < 0) > 0. Altogether
we have shown P(¢ - R, > 0) =1 and P(¢ - Ry, > 0) > 0 which implies the
statement. a
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Remark 3.1.6. When the random variables Ry, ..., Ry are independent and
Fn = F3 = 0(So,...,8,) = 0(Ry,...,R,) we obtain the following even
simpler characterization of the absence of arbitrage: For alln = 0,1,..., N—1
and for all ¢ € R? it holds:

d) . Rn+1 >0 P-a.s. = gf) . Rn+1 =0 P-as. (32)

Note that ¢ is deterministic here. It is not difficult to see that this statement
is equivalent to Theorem 3.1.5 part b). The proof is as follows: Theorem 3.1.5
part b) implies (3.2) since every ¢ € R? is F,,-measurable. Now suppose (3.2)
holds and there exists an F,-measurable ¢,, € R? such that

On - Rpt1 >0 P-as.

and P(¢, - Ros1 > 0) > 0. Define ¢, := E[¢,] € R Then we obtain
E[p, - Rut1|Rnt1] = én - Rur1 > 0 P-as. and P(¢,, - R, > 0) > 0 which
is a contradiction. O

Ezample 3.1.7 (Binomial or Coz-Ross-Rubinstein Model). In the binomial
financial market a necessary and sufficient condition for the absence of arbi-
trage opportunities is that the model parameters satisfy

d<l+i<u.

This can be seen as follows. First note that ¢ R, can take the two values

d u
—— 1) and o 1),
¢(1 +i and {1
Thus, if d < 147 < u then ¢R; > 0 implies ¢ = 0 and hence ¢R; = 0 holds.
If wu>d > 1+ we obtain for all ¢ > 0 that ¢R; > 0 and P(¢pR; > 0) > 0.
Similarly if 1 +¢ > uw > d we have for all ¢ < 0 that ¢R; > 0 and
P(¢Ry > 0) > 0. Altogether the statement is shown. ¢

Remark 3.1.8. The absence of arbitrage opportunities is also equivalent to
the existence of at least one equivalent martingale measure. This character-
ization is important when prices of contingent claims have to be computed
(see Appendix C). O
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3.2 Jump Markets in Continuous Time

In this section we consider a special class of continuous-time financial mar-
kets where asset dynamics follow a so-called Piecewise Deterministic Markov
Process. The reason is twofold: First it can be shown that Lévy processes
can be approximated arbitrarily close by such type of processes and second,
optimization problems arising from these models can essentially be solved via
discrete-time Markov Decision Models (see Chapter 8).

As before we suppose that we have d risky assets and one riskless bond. The
evolution of the price processes is now given continuously over the time in-
terval [0, T]. The definition of the price dynamics is as follows. Suppose now
we have a probability space (£2,F,IP) and on this space there is a homoge-
neous Poisson process (N;) with rate A > 0 and a sequence of independent
and identically distributed random vectors (Y;,) with values in (—1, 00)?. The
random vectors Y,, are assumed to have a distribution Jy and are indepen-
dent of (N;). Thus, we can define the R%-valued compound Poisson process

Ny
Ct = Z Yn

n=1

where the empty sum is supposed to be zero. By (CF) we denote the k-th
component i.e. Cf := Zﬁll Y,*. The financial market is then given by:

e A riskless bond with deterministic price process (Sy) where
SY:=ert, te[0,T]

and p > 0 denotes the continuous interest rate.
e There are d risky assets and the price process of asset k is given by the
stochastic differential equation:

dSy = Sy_(urdt +dCf), te€[0,T]

where p; € R is given and S§ = sf > 0 is deterministic. Thus, we obtain
t t
SF = sf + uk/ Skds +/ Sk dack, telo,T).
0 0

We assume that the filtration (F) is generated by (Ct) or equivalently gen-
erated by the asset price processes (SF) which implies that they are auto-
matically adapted to the filtration.

In this financial market, the price processes are Piecewise Deterministic
Markov Processes, i.e. they show a deterministic evolution between jumps
and the jumps occur at random time points according to a Poisson process
and have a random height. If we denote by 0 := Ty < T} < T5 < ... the jump
time points of the Poisson process then for ¢t € [Ty, Tp+1)
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S = Sk, exp (uilt —T,)).
At the time of a jump we have
ASE =Sk — Sk =5k vk

Thus, Y,* gives the relative jump height of asset k at the n-th jump. Since
Y,F > —1, our asset prices stay positive. At first glance it seems to be quite
special that the asset prices can only have joint jumps at the time points
To < Ty < T» < .... However, note that the distribution of Y might well
have probability mass on points Y¥ey, where e, is the k-th unit vector. In
what follows we denote S; := (S},...,S%).

Of course we want to invest into this financial market. A decision about
rearranging the portfolio has to be done before we know whether or not a
jump in the asset prices will occur. In mathematical terms this means that
the portfolio strategy has to be predictable (for a definition see Appendix
B.2).

Definition 3.2.1. A portfolio or a trading strategy is an (F:)-predictable
stochastic process ¢ = (47, ¢;) where ¢) € R and ¢, = (¢},...,¢%) € R%
The quantity ¢F denotes the amount of money which is invested in asset k
at time ¢.

The wealth process (Xf’ ) determined by the trading strategy ¢ is then given
by

d
X7 = o=+ e
k=0
where
Xo =m0 := @)+ ¢o - €

is the initial wealth. The trading strategy ¢ is called self-financing when a
change in the wealth at time ¢ is only due to a change in an asset price and not
due to additional money or consumption. Thus, the wealth at time ¢ consists
only of the initial wealth and the gains or losses which are accumulated over
the interval [0, t] by trading into the assets.

Definition 3.2.2. A portfolio strategy ¢ is called self-financing if

t ., ds?
¢ _ 0 s
X z0+/0 o, 50 Sk € [0,T).
In differential form the self-financing condition reads:
0dSy dsSk 0 dS? dS;
dX} = ) —+ 50T Z¢f 5 =0} gy + g (33)
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Inserting the wealth dynamics yields
dX; = (0p+ 61 ) dt + GudCy.

Using the fact that X ¢ = #) + ¢ - e we can eliminate ¢? in the differential
equation and obtain

dX; = (ti + o (n— pe))dt + ¢dCh. (3.4)

Thus, between jumps, i.e. if ¢ € [T},,Ty+1), the evolution of the wealth is
given by

t
X; = ePt=Tn) (XTn —|—/ e P T (1 — pe)ds). (3.5)

n

At jumps we have
AXp = o7, - Y. (3.6)

In general we obtain the following explicit expression for the wealth process:
t N
X, = ePlag +/ (ep(t_s)¢s S — pe))ds + Z o1, - Y; eP(t=Tj)
0 ,
Jj=1

For some considerations it is simpler to express the trading strategy in terms
of the fraction of invested money. Let a trading strategy ¢ be given with
X? > 0 for all ¢ and define

k
k._ oy
7Tt = —t

which is the fraction of the money invested in asset k at time ¢. If we replace
¢ by 7 in the wealth equation (3.4) we obtain:

dX; = X, (p - (= pe)dt + wtdC’t). (3.7)

On t € [T}, Trt1), we obtain for an arbitrary trading strategy 7

X: = Xp, exp (/t (p+ms-(n— pe))ds).

n

At the time of a jump we have
AXp, = Xp,- (7, - Ya).

Altogether we obtain the following explicit expression for the wealth process
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Ny

Xt—xoexp</ot (p+7rs-(u—pe))ds) H<1+7rTJ. Y]), te[0,T].

Jj=1

3.3 Weak Convergence of Financial Markets

It is possible to approximate the asset price process of the Black-Scholes-
Merton model by the asset price process in a binomial model. For this
purpose we choose u,d and p such that the first and second moments of
the stock price in the binomial model match the respective moments in the
Black-Scholes-Merton model. Recall that the stock price process in the Black-
Scholes-Merton model is given by

dS’t = St(,udt + O'th)

where (W;) is a Wiener process, u € R and o > 0 are given parameters.

Now we choose a small step length h := % and equate the first and second
moment of an increment of the stock price process in the Black-Scholes-
Merton model over a time interval of length h with the first and second
moment of the stock price increment in the binomial model. When we assume
that the stock price process at the beginning of this time interval is s, we
obtain the following local consistency conditions which have to be solved for

’U,N7dN and PN :

suh = py (s(uN - 1)) +(1- pN)(s(dN - 1)) (3.8)
02s%h = py (s(uN - 1))2 (1 —pN)(s(dN - 1))2. (3.9)

Obviously we have one degree of freedom for choosing the parameters uy, dn
and py. Thus, when we set uy — 1 =1 — dy, we obtain

o o 1
uy =1+ =, dv=1-—=. py=5+5—5

VN VN oVN'
This approach has been suggested in Cox and Rubinstein (1985). Let (RY) be
a sequence of independent and identically distributed random variables which

take the value u with probability py and dx with probability 1 —pxy. Then
we can define the stochastic price processes

DN | =

Nt]
SN =5 [ RN, telo,1]
k=1
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which is a Semi-Markov chain with RCLL (right continuous with left-hand
limits) sample paths. For large N this price process is now somehow close to
the price process in the Black-Scholes-Merton model. More precisely, recall
that weak convergence can be defined on metric spaces (see Definition B.1.2).
The metric space which is used here is given by DI0,T], the space of all
RCLL functions on [0,7] with the Skorohod topology. The next theorem
follows essentially from Donsker’s invariance principle (see e.g. Prigent (2003),
chapter 3).

Theorem 3.3.1. The sequence of stochastic processes (St(N)) converges
weakly to the stock price (St) in the Black-Scholes-Merton model for N — oc.

Note that this particular choice of parameters uy,dy and py establishes
weak convergence however is not efficient for computational issues because
the binomial tree is not recombining (for a discussion see Section 3.6).

3.4 Utility Functions and Expected Utility

There exists a well-established axiomatic theory on preference relations on
sets of uncertain payoffs or lotteries. Under some conditions these preferences
can be represented by a numerical function which assigns a real number
to each lottery and thus induces a complete order on the lotteries. This
numerical function is given by an expected utility. The axiomatic approach
was pioneered by von Neumann and Morgenstern (1947). In general a utility
function is a mapping U : dom U — R which is applied to a random outcome
of an investment. In particular, if we have two random variables X and Y, we
can compare them by comparing [E U (X) with E U(Y') where the larger value
is preferred. This concept is closely related to stochastic orders (cf. Appendix
B.3). The idea is that U is chosen by an individual and should to some
extend also reflect her risk tolerance. A reasonable U should be increasing
which means more money is better than less. Often it is also assumed that U
is concave which means that for an individual the marginal utility of wealth
is decreasing. For example if you own 100 Euro another 10 Euro of income is
quite a lot. However if you own 1,000,000 Euro another 10 Euro is not worth
much. If U is concave everywhere, then U or the individual who employs it,
is said to be risk averse. This interpretation follows from the von Neumann-
Morgenstern representation of the underlying preference relation. The Jensen
inequality implies in particular that EU(X) < U(E X) if E|X| < oo which
means that a sure investment with the same expectation is always preferred
by a risk averse investor.

Definition 3.4.1. A function U : dom U — R is called a wutility function, if
U is strictly increasing, strictly concave and continuous on dom U.
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If dom U is an open interval, then the concavity of U immediately implies
that U is also continuous. If dom U = [0, 00), then U is continuous on (0, co)
and we suppose that U is also right-continuous in 0.

If an investor chooses U(z) = x (which is not a utility function by definition
since it is not strictly concave) then she is said to be risk neutral since no
account for risk is made. The following utility functions are standard.

Example 3.4.2. a) Logarithmic utility. Here we have U(z) = log(x) and
dom U = (0,00). Note that the logarithm penalizes outcomes near zero
heavily.

b) Power wutility. Here we have U(x) = %x” and dom U = [0,00) when
0<~vy<1.If vy <0 we have dom U = (0, 00).

¢) Exponential utility. Here we have U(x) = —%e"y’f with v > 0 and
dom U =R.

d) Quadratic utility. Here we have U(z) =  — ya? for v > 0 and dom U =
(=00, (29)~1). This function is only increasing for z < (2)~1. ¢

Empirical and psychological experiments have revealed that the behaviour
of many decision makers is in contrast to expected utility theory. In par-
ticular small probabilities are often overweighted. A popular example is the
Allais Paradox where decision makers have to choose in two experiments be-
tween two lotteries. This has led to modified expected utility theory known
as generalized expected utility or non-expected utility theory.

Let U be a utility function and X a random outcome with values in dom U.
Due to the intermediate value theorem there exists a number ceg(X) € R such
that EU(X) = U(ceq(X)). The value ceq(X) is called certainty equivalent
and R(X) :=EX — ceq(X) > 0 is called risk premium. If U is at least twice
continuously differentiable we obtain with the Taylor series expansion:

Ulceq(X)) ~ U(EX) + U'(EX)(ceq(X) —EX),
UX)=~UEX)+U(EX)(X -EX)+ %U”(]EX)(X ~-EX)%
The last equation implies that
Ulceq(X)) = EU(X) ~ U(EX) + %U”(]E X)Var(X).
Combining this with the first approximation and recalling the definition of

the risk premium we obtain

1U"(E X)

RX)~ =3 T

Var(X).



72 3 The Financial Markets

Hence the risk premium is equal to the variance multiplied by a coefficient
which depends on the utility function. This coefficient determines the degree
of risk aversion.

Definition 3.4.3. Let U be a utility function which is twice differentiable.
Then the Arrow-Pratt absolute risk aversion coefficient of U given level x is

defined by
UI/ (.’L‘)

U)’ x € dom U.

OéAp(SC) =

The function a4 p(x) shows how risk aversion changes with the level of wealth.
A reasonable assumption is that asp(x) is decreasing, since more money
increases the tendency to take a risk. The utility functions we have presented
so far belong to certain classes of risk aversion.

Ezample 3.4.4. a) Constant absolute risk aversion (CARA ). This class of util-
ity functions is defined by aap(xz) = aap > 0. It consists of utility func-
tions of the form

U(x) =a—be” "

fora € R,b,a > 0 and dom U = R.

b) Hyperbolic absolute risk aversion (HARA). This class of utility functions
is defined by aap(z) = (cz + d)~!. It consists of utility functions of the
form

U(z) = %(aw +b)7

fory<1l,y# 1landa>0,b>0.If0 <~ <1 then domU = [fg,oo),
otherwise domU = (—g, 00). All previously discussed utility functions may
be seen as special cases of the HARA utility at least in a limiting sense

(cf. Luenberger (1998)). ¢

3.5 Exercises

Exercise 3.5.1. Consider the financial market of Section 3.2. A self-financing
trading strategy ¢ is an arbitrage opportunity if there exists a time point
to € (0,T] such that IP’(Xf; > 0) =1 and P(Xy, > 0) > 0. A self-financing
trading strategy ¢ is called bounded if sup, ,, |pF(w)] < oo for k =1,...,d.
We suppose now that Qy has bounded support.

Show that there are no bounded arbitrage opportunities if and only if there
exists a Qy-integrable function h > 0 such that for k =1,...,d

/ ykh(y)Qy (dy) = p — p.
R\ {0}



3.6 Remarks and References 73
Hint: For a complete proof see Jacobsen (2006), Chapter 10.

Exercise 3.5.2 (St. Petersburg Paradox). Suppose a fair coin is tossed
until a head appears. If a head appears on the n-th toss, the player receives
2"~ Euro. Hence the distribution of the lottery is given by

P(X=2""1=2" neN.

a) Show that E X = oo, i.e. the ‘fair value’ of the lottery is infinity.

b) Suppose now the player uses a utility function to evaluate the lottery.
Compute the expected utility and the certainty equivalent for U(z) = \/x
and U(x) = logz.

Hint: The certainty equivalents are 2.91 and 2 respectively and thus con-
siderably smaller than oo.

Exercise 3.5.3. We say an investor uses a mean-variance criterion when
she prefers the lottery X to the lottery Y in case EX > EY and Var(X) <
Var(Y). When X and Y are normally distributed, the mean-variance cri-
terion is equivalent to the expected utility approach. In order to prove this
show that for X ~ N(u,0?) and Y ~ N(v,72) we have EU(X) < EU(Y)
for all utility functions U if and only if v > pu and 72 < g2,

For a further treatment of mean-variance problems see Section 4.6.

3.6 Remarks and References

There are a lot of excellent textbooks on mathematical finance today.
Discrete-time financial markets are investigated e.g. in Follmer and Schied
(2004), van der Hoek and Elliott (2006), Shreve (2004a) and Pliska (2000).
A linear programming approach to general finite financial markets can be
found in Cremer (1998). An introduction into financial markets driven by a
Piecewise Deterministic Markov Process is given in Jacobsen (2006). Gen-
eral continuous-time financial markets are considered e.g. in Jeanblanc et al.
(2009), Williams (2006), Cont and Tankov (2004), Shreve (2004b), Elliott
and Kopp (2005), Musiela and Rutkowski (2005), Bjork (2004), Bingham
and Kiesel (2004), Duffie (1988, 2001) and Shiryaev (1999).

Details about the weak convergence of financial markets can be found in
Prigent (2003). The particular choice of parameters in the binomial model
given in Section 3.3 implies weak convergence to the Black-Scholes-Merton
model, however this choice is not useful for computation of option prices since
the tree is not recombining. A simple recombining tree is obtained when we
choose

o 1 1p—i0?

un :eXP(L)’ dyv=exp(——=), pv=5+;—F—.
VN VN 22 o/N
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Similar parameters are proposed by Cox et al. (1979). For more computa-
tionally simple approximations consult Nelson and Ramaswamy (1990). For
a different approach based on scenario tree generation see Pflug (2001).

For discussions about properties and applications of utility functions in fi-
nance we refer the reader to Follmer and Schied (2004). For the Allais paradox
see e.g. Levy (2006), Section 14. Kahneman and Tversky (1979) developed
the so-called Prospect Theory. Daniel Kahneman received a Nobel prize in
economics in 2002 for his insights from psychological research into economic
sciences. Maurice Allais received the Nobel prize in economics in 1988 for his
pioneering contributions to the theory of markets and efficient utilization of
resources.



Chapter 4
Financial Optimization Problems

The theory of Markov Decision Processes which has been presented in Chap-
ter 2 will now be applied to some selected dynamic optimization problems
in finance. The basic underlying model is the financial market of Chapter
3. We will always assume that investors are small and cannot influence the
asset price process. We begin in the first two sections with the classical prob-
lem of mazimizing the expected utility of terminal wealth. In Section 4.1 we
consider the general one-period model. It will turn out that the existence
of an optimal portfolio strategy is equivalent to the absence of arbitrage in
this market. Moreover, the one-period problem is the key building block for
the multiperiod problems which are investigated in Section 4.2 and which
can be solved with the theory of Markov Decision Processes. In this section
we will also present some results for special utility functions and the rela-
tion to continuous-time models is highlighted. In Section 4.3 consumption
and investment problems are treated and solved explicitly for special utility
functions. The next section generalizes these models to include regime switch-
ing. Here a Markov chain is used to model the changing economic conditions
which give rise to a changing return distribution. Under some simplifying
assumptions this problem is solved and the influence of the environment is
discussed. Section 4.5 deals with models with proportional transaction cost.
For homogeneous utility functions it will turn out that the action space is
separated into sell-, buy- and no-transaction regions which are defined by
cones. The next section considers dynamic mean-variance problems. In con-
trast to utility functions the idea is now to measure the risk by the portfolio
variance and to search among all portfolios which yield at least a certain
expected return, the one with smallest portfolio variance. The challenge is
here to reduce this problem to a Markov Decision Problem first. Essentially
the task boils down to solving a linear-quadratic problem. In Section 4.7 the
variance is replaced by the risk measure ‘Average-Value-at-Risk’. In order to
obtain an explicit solution in this mean-risk model, only the binomial model
is considered here and the relation to the mean-variance problem is discussed.
Section 4.8 deals with index-tracking problems and Section 4.9 investigates the

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 75
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_4,
(© Springer-Verlag Berlin Heidelberg 2011
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problem of indifference pricing in incomplete markets. Finally, the last but
one section explains the relation to continuous-time models and introduces
briefly the approximating Markov chain approach. The last section contains
some remarks and references.

4.1 The One-Period Optimization Problem

In this section we investigate the one-period utility maximization problem.
To ease notation we skip the time index on i1, fil and R; in this section and
write i, R and R instead. We will see in Section 4.2 that problems of this
type arise when we solve the multiperiod portfolio problem. We suppose that
we have an investor with utility function U : dom U — R and initial wealth
z > 0. Let us denote by

Az) = {(¢0,¢) eRMYL [ O(1+i)+ - RedomU P-as., ¢ +¢-e < 1’}

the set of admissible one-period portfolio strategies. A straightforward for-
mulation of the one-period utility maximization problem is

sup EU(¢°(1+1)+ ¢ - R). (4.1)
PEA(x)

Hence the investor maximizes the expected utility of her investment under
the constraint that the return is in the domain of the utility function with
probability one and that the budget constraint ¢ + ¢ - e < x is satisfied.
In order to have a well-defined model we make the following integrability
assumption where ||z := |z1| + ... + 24| for z € R%.

Assumption: E || R|| < oco.

Obviously E||R|| < oo is equivalent to E||R|| < co. Since U is concave,
the utility function can be bounded from above by an affine-linear function
cu(1 + z) with ¢, € R4. Thus the assumption implies that

EU(°(1+i)+¢-R) <c,(1+¢°(1+14)+6-E|R|) < o0

for all (¢°, ¢) € R'*4. The following observation is simple, but crucial: Sup-
pose (¢°, ¢) is a portfolio with ¢° + ¢ - e < x. Then we can construct a new
portfolio by investing the remaining wealth  — ¢° — ¢ - e in the bond. This
new portfolio is denoted by (©°, ) := (x — ¢ - e, ¢). Since utility functions
are strictly increasing we obtain at once that

EU(°(14+i)+¢-R)>EU(@(1+1i)+6-R).
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In view of problem (4.1) we can conclude that without loss of generality
the budget constraint can be formulated as ¢° + ¢ - e = x which allows to
eliminate the bond component and to obtain an unconstrained problem. From
our preceding considerations we know that we can write

°'(L+i)+¢-R=X{=(1+i)c+¢-R).
Hence the admissible one-period investments in the risky assets are given by
D(z):={aeR*|(1+i)(z+a-R) €domU P-as.}.

For a € D(z) the amount invested in the bond is given by  — a - e. Hence
when we define
u(z,a) :=EU((1+1i)(z+a-R))

an equivalent formulation of (4.1) is

v(x):= sup u(z,a). (4.2)
a€D(x)

The following result shows that the absence of arbitrage opportunities is
equivalent to the existence of an optimal solution for problem (4.2).

Theorem 4.1.1. Let U be a utility function with dom U = [0,00) or
dom U = (0,00). Then it holds:

a) There are no arbitrage opportunities if and only if there exists a mea-
surable function f* : dom U — R? such that

u(z, f*(x)) =v(z), x€domU.

b) The function v(x) is strictly increasing, strictly concave and continuous
on domU.

Remark 4.1.2. If dom U = R and U is bounded from above, then Theorem
4.1.1 also holds true. This is shown e.g. in Follmer and Schied (2004), The-
orem 3.5. This situation covers the exponential utility function. If U is not
bounded from above on dom U = R then Theorem 4.1.1 is no longer true
(see Example 7.3 in Rdsonyi and Stettner (2005)). dom U = (0,00) can be
applied to the case of a logarithmic utility or a power utility with negative
coefficient v and dom U = [0, 00) applies to the case of a power utility with
positive coefficient 7. O

Proof. We will only consider the case dom U = (0,00). The case
dom U = [0,00) can be treated similarly.
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We will first prove part a). Suppose that the market admits an arbitrage
opportunity. Fix € dom U and suppose f*(z) is an optimal solution of
(4.2). Then according to Theorem 3.1.5 there exists a portfolio a € R? with
a-R>0MP-as. and P(a- R > 0) > 0. Thus f*(z) + a € D(x) and

v(z) = u(z, f*(2)) < u(z, f*(z) + a)

which is a contradiction.

Now suppose that there are no arbitrage opportunities. Without loss of gen-
erality we suppose that a - R = 0 P-a.s. necessarily implies that ¢ = 0. This
property is called non-redundancy. Otherwise there exists at least one asset
which can be perfectly replicated by a linear combination of the other assets.
Thus, it can be eliminated from the market without losing a payoff profile.
Next we consider for a fixed initial wealth = the level sets

L(b) :={a € D(z) |u(z,a) > b}, beR.

Since a = 0 is an element of D(z) we have that at least L(u(z,0)) # 0. We
will show that L(b) is compact. First suppose that there exists an unbounded
sequence (a,) C L(b). Choose a convergent subsequence (an, /||an, ||) which
converges against a*. Obviously |la*|| = 1 and since a,, € D(z) we obtain

@ R= lim YTy 7T
k—oc |[an, ||~ k—oc [[an, ||

Moreover we must have P(a* - R > 0) > 0 due to our non-redundancy as-
sumption since a* # 0. Thus, a* constitutes an arbitrage opportunity which
is a contradiction. Hence L(b) must be bounded. Following the same proof it
is also possible to show that D(z) is bounded.

Next we show that the mapping a — wu(z,a) is upper semicontinuous. Since
U is continuous the statement follows when we can apply Fatou’s Lemma to
interchange the limit and the expectation. But this can be done since

u(z,a) < cy(1+(1+i)(z+a-ER)) < cu(1+ (1+14)(z+ m%w]ER)) < 00
a€D(x

is an integrable upper bound (where D(z) is the closure of D(z)). Thus,
a — u(z,a) is upper semicontinuous and it follows from Lemma A.1.3 that
L(b) is closed. Altogether we have now shown that L(b) is compact. By Propo-
sition 2.4.11 together with Remark 2.4.12 there exists a measurable function
f*:dom U — R% such that

U(xv f*(x)) =v(z), x€&domU.
Let us now prove part b). First we show that v is strictly increasing. Obviously

D(z) ¢ D(z') if + < /. Moreover, the mapping = +— u(z,a) is strictly
increasing by our assumptions. Hence the statement follows from Theorem
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2.4.14. The strict concavity follows from Proposition 2.4.18 since the set
{(z,a) | a € D(z), = > 0}

is convex and (z,a) — u(z, a) is strictly concave. The continuity follows from
Proposition 2.4.8. a

Remark 4.1.3. Note that the optimal solution in Theorem 4.1.1 of the one-
period utility maximization problem is unique if the financial market is non-
redundant, i.e. there does not exist an asset which can be perfectly replicated
by a linear combination of the other assets. O

4.2 Terminal Wealth Problems

At the beginning of this section we investigate the multiperiod extension of
the utility maximization problem of Section 4.1. Suppose we have an investor
with utility function U : domU — R with domU = [0, 00) or domU = (0, 00)
and initial wealth x > 0. A financial market with d risky assets and one
riskless bond is given (for a detailed description see Section 3.1). Here we
assume that the random vectors Ry, ..., Ry are independent but not neces-
sarily identically distributed. Moreover we assume that (F,) is the filtration
generated by the stock prices, i.e. F,, = F2. The following assumption on
the financial market is used throughout this section.

Assumption (FM):

(i) There are no arbitrage opportunities.
(ii) E||Ry| < o0 for alln=1,...,N.

Our agent has to invest all the money into this market and is allowed to
rearrange her portfolio over N stages. The aim is to maximize the expected
utility of her terminal wealth. Recall that utility functions are strictly in-
creasing, strictly concave and continuous by definition. According to (3.1)
the wealth process (X,,) evolves as follows

XnJrl == (1 + inJrl) (Xn + ¢n : RnJrl)
where ¢ = (¢,,) is a portfolio strategy. The optimization problem is then
E,U (Xf,) — max

(4.3)
¢ is a portfolio strategy and X]‘f, € domU P-a.s.
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Since this problem has a Markovian structure it can be shown that the op-
timal portfolio strategy is among the set of all Markov portfolio strategies
(én) (see e.g. Theorem 2.2.3). Moreover ¢,, depends only on the wealth X,
and not on the stock prices S,, which can be seen from the wealth equation.
Thus, problem (4.3) can be solved via the following Markov Decision Model:
The state space is E := dom U, where x € E is the available wealth. A := R¢
is the action space and

D, (z) := {a cR?| (1+in41)(z+a- Roy1) € domU ]P’—a.s.} (4.4)

is the set of admissible actions. This restriction guarantees that a portfolio
can be chosen for the remaining stages such that the final wealth Xy is with
probability one in E. Though it is enough to have Xy € dom U P-a.s., the
absence of arbitrage implies that we have to require X,, € dom U P-a.s. for
all stages n. The transition function is given by

To(z,a,2) = (1 +in1) (v +a-2) (4.5)

where z € [~1,00)¢ denotes the relative risk in [n,n + 1). Since we do not
have any intertemporal utility we choose r, = 0 and gy (x) = U(z). The data
of our Markov Decision Model is summarized as follows:

FE := dom U where = denotes the wealth,
A :=R? where a is the amount of money invested in the risky assets,
D, (z) is given by (4.4),
Z :=[-1,00)¢ where z denotes the relative risk,
Tn(x,a,z) is given by (4.5),
Z(.|x,a) := distribution of R, 41 (independent of (z,a)),

n

rn, =0, and gn(z) := U(x).

e 6 o o o o o

Problem (4.3) can now equivalently be solved by the Markov Decision Model.
The value functions are given by

Vi(z) =supE] U(Xn) (4.6)

where the supremum is taken over all policies m and Vp(z) is the value of
problem (4.3). Due to our assumption, the Markov Decision Model has an
upper bounding function.

Proposition 4.2.1. The function b(x) := 1+x is an upper bounding function
for the Markov Decision Model.

Proof. We have to check conditions (i)—(iii) of Definition 2.4.1. Condition (i)
is obvious. Condition (ii) follows since any concave function can be bounded
from above by a linear affine function and (iii) holds since there exist con-
stants ¢, ap > 0 such that
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[ 6@ 5.0) = 1+ (14 i)+ 0 B R
<1+ (A+dpg1)(z+cx) <ap(l+z), z€EFE

for all @ € D,,(z). The proof that a-E R,,41 < cz is as follows: In view of the
no arbitrage assumption the support of R¥_ | contains elements 2§ € (—1,0)
and 25 € (0,00). Hence for all @ € D(x) we have

<ab < -

. k=1,....d

S| &
2| =

which implies a - E R, 11 < czx. Note that ER,,11 < oo due to Assumption
(FM)(ii). a

We are now in a position to apply our main Theorem 2.3.8 and obtain the
following statements.

Theorem 4.2.2. For the multiperiod terminal wealth problem it holds:

a) The value functions V,, are strictly increasing, strictly concave and con-

linuous.
b) The value functions can be computed recursively by the Bellman equa-
tion
Vn(z) = U(x),
Va(@) = sup EVi ((1+ins)(@+a- Ruyr)), @€ E.

a€Dn(x)

¢) There exist maximizers [ of Vi,y1, and the portfolio strategy
(fe 1o fr_q) is optimal for the N-stage terminal wealth problem.

Proof. We show that the Structure Assumption (SAy) is satisfied with
M, := {v € B} | v is strictly increasing, strictly concave and continuous}

and A, := F,,. The statements then follow immediately from Theorem 2.3.8.

(i) gn = U € My holds by definition of utility functions.
(ii) Now suppose that v € IM,,+1. Note that

To(@) = s Ev((1+in)(@+aRos)), @€ E.
a€Dy(z)

Since v satisfies all properties of a utility function with dom v = E and
since the absence of arbitrage is a local property (see Theorem 3.1.5) we
obtain 7,,v € IM,, from Theorem 4.1.1.
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(iii) The existence of a maximizer follows again from Theorem 4.1.1. O

Remark 4.2.3. Theorem 4.2.2 can also be formulated in a similar way when
dom U = R. In this case D, (z) = R. We solve the terminal wealth problem
with an exponential utility later in this section. O

Of course it is no problem to incorporate constraints on the portfolio strategy
like short-selling constraints or constraints on the risk of the strategy. The
only thing that changes is the set of admissible actions D(z) which has to be
defined accordingly.

There is one particular special case where the portfolio problem (4.3) has a
very simple solution. This situation is formulated in the next theorem.

Theorem 4.2.4. Let ER,, =0 forn=1,...,N. Then it holds:
a) The value functions are given by

Sk

Va(x) = U(m F), rekFE.

b) The optimal portfolio strategy (f5, fv,---, frn_1) 5 given by
fa@) =0,

i.e. the strategy ‘“invest all the money in the bond’ is optimal.

Proof. Suppose that m = (fo, f1,..., fn—1) is an arbitrary portfolio strategy.
It is easy to verify that the discounted wealth process (X n/ Sg) is a martingale
under the assumptions of this theorem (for a definition of martingales see
Section B.2): Obviously the expectation is well-defined and we obtain

Xnt1
0
Sn+1

o L)%

Xn . nkiy 0y\—1 —
|55 ] =B [0 (X4 ) R | 5] = 5
Thus, using Jensen’s inequality it holds that

XN S?
Vir(x) =BT U(XN) <U(ET, |5 |SY) =U (2 X
e (7 [y lsh) = v (= 5p)

which implies the statements. a

k !
Remark 4.2.5. a) Since g—gi—i = %ﬁ:(l + R¥ ), the condition E R¥ = 0 for all

n means that the discounted stock price process (Sﬁ / 8’2) is a martingale.
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b) If short-selling is not allowed (i.e. a € R‘_f_) then the portfolio strategy
(fo, fr -  fh_y) with f(x) =0is optimal if ER, <0 forn=1,...,N.
This follows from the proof of Theorem 4.2.4. O

For some utility functions the portfolio optimization problem (4.6) can be
solved rather explicitly. We summarize some of these results. Throughout we
suppose that Assumption (FM) is valid.

Power Utility

Let us suppose that the utility function in problem (4.6) is given by

1
Uz) = ;x”, x € [0, 00)

with 0 < v < 1. Here we have E = [0, 00). Since it will be more convenient
to work with fractions of invested money instead of amounts we define the
set of admissible fractions by

A, ={ac€ R? |1+ a-Rp41 >0 P-as.}
and the generic one-period optimization problem by

vp := sup E (1 + - Rn+1)7. (4.7)
a€A,

According to Theorem 4.1.1 this problem has a solution and we denote the
optimal solution by a € R

Theorem 4.2.6. Let U be the power utility with 0 < v < 1. Then it holds:

a) The value functions are given by
Va(z) =dpz?, >0

with
N-1

1 1
dN = ; and dn = — H (1 + Z.k+1)’7’0k.

k=n

b) The optimal amounts which are invested in the stocks are given by
fix)y=alz, >0

where o is the optimal solution of (4.7). The optimal portfolio strat-
egy is given by (f5, 1,  fN_1)-
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Note that the optimal portfolio strategy is myopic in the sense that the
optimal fractions which are invested in the assets at time n depend only on
the distribution of the relative risk R, 1. Moreover, it is easy to see that the
sequence d,, is decreasing in n.

Proof. In order to apply Theorem 2.3.8 we have to find sets IM,, and A,
which satisfy the Structure Assumption (SAy). We will first show that the
sets can be chosen as

M, :={v: E— Ry |v(z) =bx" forb> 0},

A, = {f € F,| f(z) = az for a € R},
We have to check the following conditions

(i) Obviously gy =U € My
(ii) Let v € My41. Then we obtain

T,v(x) = sup ]Ev((l +int1)(z+a- Rn+1))
a€D, (x)

=b(1+int1)” sup E(x+a-Rpt1).
a€Dy(x)

If z = 0 then only a = 0 is admissible. Hence suppose = > 0. We use the
transformation a = ax to obtain

Tov(z) = b(1 4 ipg1)"2” seul}l) E(l1+a-Rnpt1)”

=b(1 +int1)" 2 vp.

Thus Z,v(x) = be? € M, with b := b(1 4 ipy1)v, > 0.
(iii) For all v € IM,, 11 there exists a maximizer f of v with f* € A,. This
follows from Theorem 4.1.1 and (ii).

Hence we have shown that the Structure Assumption (SA x) holds. The state-
ment now follows by induction from Theorem 2.3.8. We obtain

Vo(x) = sup dpy1(1+ip41)"2"E (1 +a- RnH)’Y
acA,

= dn+1 (1 + in+1)7vnx7.

If we define d,, := dp4+1(1 + iny1)?v, > 0 then the statements in part a)
follow and part b) can be concluded from the considerations in (ii). O

If the relative stock price changes Ry, Rs, . .. are identically distributed and
in, = @ for all n, then o = o* is independent of n. In this case the Markov
Decision Model is stationary. If we further assume that there is only one
stock, then the optimal portfolio strategy can be characterized by a constant
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optimal stock to bond ratio (Merton-line) which is equal to 11*7 If the

current stock to bond ratio is larger, then the stock has to be sold and if it
is smaller, then the stock has to be bought. This is illustrated in Figure 4.1.

A Stock
Xy

Slope = o/(1-&)
%X

Sell

Buy Bond

Fig. 4.1 Optimal stock to bond ratio (Merton-line).

Remark 4.2.7. In the case of a power utility function U(z) = %x'y with v <0

we can proceed almost in the same way. In this case we do not need an
integrability condition on the relative risk process, since the utility function
is bounded from above by 0. Moreover, in this case dom U = (0, 00) and we
define

A, ={aeR¥|1+a Ryy1 >0 P-as.}.

Theorem 4.2.6 can be stated in exactly the same way, the only difference is
that v,, and o, are now defined as the value and the optimal solution of

o ) ¥
Up 1= alenjn E(14+a-Ry)'. (4.8)
According to Theorem 4.1.1 this problem has a solution. O

Remark 4.2.8. Some authors also consider the power utility problem with
parameter v > 1 which reflects a risk-seeking investor. In this case the value
functions are convex and it is reasonable to restrict to a compact set for the
admissible portfolio strategy, e.g. by excluding short-sellings. In this case we
have

Dy(z) ={a €RL |a-e<a}.

Since a convex function attains its maximum at the boundary it is in this
case optimal for the investor to concentrate her investment on one asset k,
namely the one which maximizes E(1 + RfLH)"’, i.e. she puts ‘all her eggs in
one basket’. O
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Imagine we have one stock and the price process follows the binomial model
as described in Section 3.1. The optimization problem (4.7) reduces to (we
skip the constant (1 4 ¢)~7 in front of sup).

sup (1+i+a(u717i))vp+ (1+i+a(d—1—i))7(1—p)

ap<a<ai

where L4 L4
i i

=— d =— :

Qo 1+i—u<0 and g 1—|—i—d>0

If we define 6 := (1 — )™, the optimal solution is of the form

. 1+ (u—1-19)%p° — (1+i—d)°(1 —p)° L9
T AT i —du—1-0) w—1-0)"pP + (L t+i—d)(l—p)e (49)

Note that this number is in the interval [cg, cv1]. In the case v < 0, we obtain
the same expression for a* which is now a minimum point of problem (4.8). In
the binomial model we can discuss how the probability for an up movement of
the stock price influences the optimal fraction which is invested in the stock.

Lemma 4.2.9. Consider the binomial model with power utility and parame-
ter v < 1,7 #0.

a) The optimal fraction o which is invested in the stock is given in (4.9).
b) The function a* = o*(p) is increasing in p.
c) Ifp= %‘1 then o* = a*(p) = 0.

Proof. Suppose first that 0 < v < 1. For our purpose it is convenient to
discuss the maximum points of the mapping:

ha):=1+i+aw-1-1)" +AX1+i+a(d—-1-1)"

where \ = 1_71’. Differentiating with respect to o we obtain that the maximum
is attained at (we denote § := (1 — )~ 1)

A1 +i—d) ™ —(u—1-14)°
(u—1-i)" 4+ (1+i—d)=7A?

a*(A) = (1 +1)

whenever this point is in the interval [ag, a1]. Rearranging terms we end up
with formula (4.9). Since h(«) is concave, () is indeed a maximum point.
The function A = A(p) = I_Tp is decreasing in p, thus it remains to determine
whether o*(\) is increasing or decreasing in . Differentiating a*(\) with
respect to A yields C%a*(/\) < 0 if and only if

(u—1—-r)"4+1+r—d)>0
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which is true. Thus, a*(p) is increasing in p. In particular it can now easily
be verified that mdeed o* € [ag, 1] by inserting p = 0 and p = 1 in equation
(4.9). If p = 1+Z , then E R,, =0 for all n and Theorem 4.2.4 applies. 0O

As a consequence we obtain from Lemma 4.2.9 that if p < 1“

to sell the stock, and if p > 1'”_ it is optimal to buy the stock

d it is optimal

Remark 4.2.10. In the standard continuous-time Black-Scholes-Merton model
(see Section 3.1), the optimal portfolio strategy in the case of a power utility
is to invest a constant fraction of the wealth in the stock. This fraction is
independent of the time and given by the so-called Merton ratio

I p—p

— 4.1
1—v o2 (4.10)

As before, p is the drift of the stock, o the volatility and p is the riskfree
interest rate, i.e. we have 1+ i = e”?%. Since we can approximate the Black-
Scholes-Merton model by the binomial model (see Section 3.3) we would
expect that the optimal fraction computed in (4.9) is close to the expression
(4.10). Indeed, if we define (cf. Section 3.6)

U 1= exp (O’\/Kt), d = exp ( — O'\/E)

1 1p—30?
:—+—’u—\/At, 14+i=erAt
2 2 o

we obtain 1
lim o*(At) = — 2P
At[0 1—v o2

However the proof is quite lengthy (using Taylor series expansions with re-
spect to At). O

HARA-Utility

The HARA-utility has been defined in Section 3.4 and can be seen as a
shifted power utility. Thus it is not surprising that maximizing a HARA-
utility can be reduced to maximizing a power utility. Since this case is of some
importance and since some subtle differences arise we state the respective
theorem separately. Suppose for simplicity that the utility function in problem
(4.3) is given by

Ux) = (@ +b)

where b > 0 and 0 < v < 1. We have domU = {x € R| x+b > 0}. Note that
if we insert the wealth X; at stage 1 according to formula (3.1) we obtain

EU(X) = (1+i1) E (s 1+bz'1 - )7.
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In order to obtain a well-defined optimization problem and in view of the no
arbitrage assumption we must assume that z(1+14;) > —b. By induction this
yields for the multiperiod problem with HARA-utility that the initial wealth
x has to satisfy J:SJOV > —b. We define E := dom U as the state space of the
Markov Decision Model. In what follows it will be convenient to denote

E,:={zcR|xzS%/S% +b>0}.

The set E, consists of all possible wealths at stage n such that the condition
Xn € E can be satisfied with probability one. Thus, admissible investments
at stage n are

D, (z) := {a eERY|SY/S%(z+a-Ryp1) €E ]P’—a.s.}
= {a € R¢ | (1 —l—inﬂ)(x—i—a-RnH) € Enqa ]P’—a.s.}7 r € B,

We obtain the following result:

Theorem 4.2.11. Let U(z) = (x + b)7 be the HARA-utility with b > 0
and 0 <y < 1. Then it holds:

a) The value functions are given by
Vo(z) = dy (2 5% /S0 + b)’y, z € E,

with
N-1
dy =1 and d, = Hvk,
k=n
and vy, is the value of problem (4.7).
b) The optimal amounts which are invested in the stocks are given by

0
fi(x) =) (x—i—%), r ek,

Sk

where o, is the optimal solution of problem (4.7). The optimal port-
folio strategy is given by (f3, f1,. .. fh_1)-

Proof. We proceed in the same way as in the proof of Theorem 4.2.6. To
apply Theorem 2.3.8 we choose

M, :={v:E, - Ry |v(z) =c(z S¥/S° +b)7 for c > 0},

Ay i={f:E, -»R?| f(z) = co(x +¢1) forcg € R and ¢; > 0} N F,.

We now have to check the three conditions:
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(i) Obviously gy =U € M.
(ii) Let v € My4+1. Then

) =), e e o)
0

=5 ) s (1 e )’

where we have used the transformation

a(x + @) =a
S/
and
Ap={acR|14+a- R, >0 P-as.}.

If z = —bSY%/S%, then only a = 0 is admissible. Suppose now that
x> —bSY/S%. The variable « is the fraction of a new wealth

- bS?

TR

which has to be invested. The optimization problem is now the same as
in the power utility case and 7,,v € IM,,.

(iii) For v € IM,,11 there exists a maximizer f € A,, of v. This follows from
Theorem 4.1.1 and the considerations in part (ii).

The induction step is along the lines of the proof of Theorem 4.2.6. a

Remark 4.2.12. If the HARA utility function is given by U(z) = bo(z + b)7
with v < 0 and by < 0 we obtain an analogous result as in the power utility
case with negative exponent (cf. Remark 4.2.7). O

Logarithmaic Utility

Here we assume that the utility function in problem (4.3) is of the form
U(z) = logx with dom U = (0,00). In this case it is again convenient to
consider the fraction of wealth which is invested into the assets. Thus, we
define the set

A, ={acR|1+a R, >0 P-as.}.

Note that we need a strict inequality this time. Let us introduce the following
generic one-period optimization problem:

vy, := sup Elog (1 + - Rn+1)- (4.11)
a€A,
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According to Theorem 4.1.1 this problem can be solved and we denote the
optimal solution by « € R9.

Theorem 4.2.13. Let U be the logarithmic utility. Then it holds:

a) The value functions are given by
Vo(z) =logz +d,, x>0
where
N—1
dy =0 and dy =Y (log(1+ir41) + vi)
k=n

and vy, is the value of problem (4.11).
b) The optimal amounts which are invested in the stocks are given by

fo(x)=ajx, x>0

n

where o, is the optimal solution of (4.11). The optimal portfolio strategy
is given by (fg, f1,-- -, fN_1)-

The proof can be done in the same way as for the power utility and we skip
it here. In case we have one stock and the price process follows the binomial
model as described in Section 3.1, the optimization problem in (4.11) reduces
to

sup plog(l—i—i—i—a(u—l—i))+(1—p)log(1+i+a(d—1—i))

ap<a<ag
where again

1+14 1+34
R <0 and a1::i>0.

R I, 1+i—d

Thus, the optimal fraction which is invested in the stock is of the form

. p l—p
C= ) - ). 412

LY sy v (4.12)
Note that o € (ag, a1). As in the proof of Lemma 4.2.9 it can be shown that
a* = a*(p) is increasing in p and o*(p) =0 if p = %i

Remark 4.2.14. The logarithmic utility can be see as a limiting case of the
power utility with v | 0. Thus, the following observation is not surprising: If
ajy, (7) is the optimal fraction in the binomial model with power utility, then

Plyli% a;w (7) = O‘Tog
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where g, (v) and o, are given in (4.9) and (4.12) respectively. This follows

after some simple but tedious algebra. O

Exponential Utility

Finally we investigate the case where the utility function in problem (4.3) is
of the form U(z) = —%e"ﬂ with v > 0 and dom U = R. In this case the
utility function is bounded from above and we do not need the Integrabil-
ity Assumption (ii) of (FM). It is sufficient that no arbitrage opportunities
are available. Since the domain of the exponential utility is R we have no
restrictions on the investment decisions and obtain D, (z) = R%. Again we
introduce a generic one-period optimization problem which has the following
form:

vy, := inf Eexp ( — v S%/S%a- Rn+1). (4.13)

acR?

According to Remark 4.1.2 this problem can be solved and we denote the
optimal solution by a} € R%. The solution is of the form a} = %g—%dn where

ay, is the minimum point of
a—Eexp(—a-Rnp1), a€RL (4.14)

If the random vectors Ry, Ro, ... are identically distributed, then a,, is inde-
pendent of n.

Theorem 4.2.15. Let U be the exponential utility. Then it holds:

a) The value functions are given by
Vo(z) = dpexp (—y SY/S0z), z€eR

where

1 1
dy =—— and d,=—— H Vg
8

and vy, s the value of problem (4.13).
b) The optimal amounts which are invested in the stocks are given by

fr(x)=a), zeR

where a¥ is the optimal solution of problem (4.13), and the policy
(f&,-- - fi_y) is optimal.

Note that the optimal amounts which are invested in the risky assets depend
only on the distribution of the relative risks R,, and not on the current wealth.
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Proof. We proceed in the same way as in the proof of Theorem 4.2.6 by
applying Theorem 2.3.8. This time we choose

M, :={v:R— R |v(z) = —boexp(—biz) for by,b; > 0},

A, ={f€F,| f(x)=cy forcy € R},
Checking the three conditions is simple:

(i) Obviously gy =U € IMy.
(ii) Let v € IM,41. Then we obtain the following problem

Tv(z) = —bg exp( —-b(1 —|—in+1)x) aienﬂgd ]Eexp( —bi(1+int1)a- Rn+1).

This optimization problem has a solution according to Remark 4.1.2;
part a) and thus T,v € IM,,.

(iii) For v € IMp41 there exists a maximizer f,(x) € A, of v. This follows
from Remark 4.1.2 and the considerations in part (ii).

Working out the induction step is not hard, one simply has to keep track of
the factors d,,. a

Remark 4.2.16. Let us denote by M,(z) := Eexp(z - Ry+1) the moment
generating function M, : R? — R of R,,;1 and let us assume that M,,(z) < oo
for all x € R%. Then problem (4.14) is the same as

inf M, (—a). 4.15
inf M,(~a) (2.15)

Since the moment generating function is convex and since the derivative of
M, exists (see e.g. Billingsley (1995), section 21) we can conclude that a,, is
optimal if and only if the first order condition

Vi My(—ayn) =0

holds. O

Remark 4.2.17. For the binomial model it is easy to show that the solution
of (4.14) has the form

log (%%) —log (g))

an:u+n( -

where ¢ = %1 Here a,, is independent of n. Obviously a > 0 < p > ¢ and
a4 <0< p<qand a’ is increasing in n (decreasing in n) if p > ¢ (p < q).
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Remark 4.2.18. When we deal with the exponential utility, the problem of
maximizing the expected terminal wealth is also well-defined in case the
wealth can get negative (which is not allowed in the previous cases). Thus,
we can approximate the random relative risk in period [n — 1,n) by a d-
dimensional normal distribution, i.e. R, ~ N (pp,X,) and R, takes values
below —1. In particular we obtain for a € R? that

a- Ryy1 ~ N(a T aTZnHa).
Recall that for Z ~ N(u1,02) we obtain E e = e0+39%9° In our case this
yields

1
E exp (—a- Rypy1) = exp ( —a-fp1+ §CLTEn+1G>-

The minimum of this expression is obviously attained at

~ -1
an = X 1y Hng

and 50
1 -1
a:b = ;ﬁxn-i-luﬂhkl'
This expression is similar to the Merton ratio, cf. also Remark 4.2.10. O

4.3 Consumption and Investment Problems

We consider now the following extension of the consumption problem of Ex-
ample 2.1.4. Our investor has an initial wealth z > 0 and at the beginning
of each of N periods she can decide how much of the wealth she consumes
and how much she invests into the financial market given as in Section 4.2.
In particular F,, := .7-";? . The amount ¢, which is consumed at time n is
evaluated by a utility function U.(cy,). The remaining wealth is invested in
the risky assets and the riskless bond, and the terminal wealth Xy yields
another utility U,(Xy). How should the agent consume and invest in order
to maximize the sum of her expected utilities?

As in Section 4.2 we impose the Assumption (FM) on the financial market.
Moreover, we assume that the utility functions U, and U, satisfy dom U, =
dom U, := [0,00). Analogously to (3.1) the wealth process (X,,) evolves as
follows

XnJrl = (1 + ZnJrl)(Xn —cp + ¢n . Rn+l)

where (¢, ¢) = (cn, ¢n) is a consumption-investment strategy, i.e. (¢,) and
(cn) are Fp-adapted and 0 < ¢, < X,.
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The consumption-investment problem is then given by

E. [S020 Uelen) + Up(X5?)| — max

4.16
(¢, @) is a consumption-investment strategy with ( )

X5% € dom U, P-as.

Problem (4.16) can be solved by the following Markov Decision Model (using
the same arguments as in Section 4.2 for the terminal wealth problem):

e F:=0,00) where z € E denotes the wealth,

o A:=R, xR? where a € R? is the amount of money invested in the risky
assets and ¢ € R} the amount which is consumed,

e D,(z) is given by

D, (x) := {(c,a) €A|0<c¢<zand
(14 ips1)(@—c+a Ros1) €EE P-a.s.},

Z :=[-1,00)¢ where z € Z denotes the relative risk,
Tn(x7c,a7z) (I+ipt1)(x—c+a-2),

Z(-|z,¢c,a) := distribution of R, (independent of (z,c,a)),
rn(m,c,a) = U.(c),

gn (@) = Up(2)

The given consumption-investment problem (4.16) can now be solved by using
the results of Section 2.3. The value functions are defined by

e o o o o
@

V() —sup]E Z Ue(cn(Xn)) + Up(Xn)

where the supremum is taken over all policies 7 = (fo,..., fyv—1) with
fn(z) = (cn(®),an(z)) and Vo(z) is the value of the given problem (4.16).
The Markov Decision Model has an upper bounding function b(z) := 1+ x
(cf. Proposition 4.2.1). In order to apply Theorem 2.3.8 we have to look at the
following one-period optimization problem (cf. Section 4.1). For « € dom U,
consider

D(z):={(c,a) e A|0<c<zand (1+i)(x —c+a-R) € domU,P-as.},

u(z,c,a) :=Uc(c) + EUL((1 +1i)(z —c+a- R))

and let

v(z):= sup u(z,ca).
(¢,a)eD(x)

Analogous to the pure investment problem we obtain:
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Theorem 4.3.1. Let U, and U, be utility functions with dom U, =
dom Uy, = [0,00). Then it holds:

a) There are no arbitrage opportunities if and only if there exists a mea-
surable function f* : dom U, — A such that

u(z, f*(x)) =v(z), =€ domU,.

b) v(z) is strictly increasing, strictly concave and continuous on dom U,.

The proof follows along the same lines as the proof of Theorem 4.1.1 and
makes use of the iterated supremum

sup u(z,c,a) = sup sup u(z,c a)
(c,a)eD(x) 0<c<zacA(c)

with A(c) :={a € R | (1 +i)(x —c+a-R) € dom U, P-as.}.

Remark 4.3.2. If dom U, = dom U, = R and U, and U, are bounded from
above, then the statements in Theorem 4.3.1 are also true. O

Now we are able to state the solution of the consumption-investment problem.

Theorem 4.3.3. For the multiperiod consumption-investment problem it
holds:

a) The value functions V,, are strictly increasing, strictly concave and con-
tinuous.

b) The value functions can be computed recursively by the Bellman equa-
tion

Vi (2) = Up(x),

Va(z) = sup {Uc(c) +EVit1 ((1 +in+1)(m—c+a-Rn+1)}.
(c,a)EDp(x)

¢) There exist mazimizers f}; of Vo1 and the strategy (f§, fr,.-., fa_1)
is optimal for the N -stage consumption-investment problem.

Proof. We show that the Structure Assumption (SAy) is satisfied with
M, :={ve ]B;r | v is strictly increasing, strictly concave and continuous}

and A,, := F,,. The statements then follow from Theorem 2.3.8.

(i) gn = Up € My holds, since U, is a utility function.
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(ii) Now let v € IM,, 1. Then

To(w)= s {Ue) +Eo((1+in) (@ —c+aRusn)) . o € B
(¢,a)€Dy (x)

and by Theorem 4.3.1 we obtain 7,v € IM,.
(iii) The existence of maximizers follows from Theorem 4.3.1. O

Remark 4.3.4. The results of Theorem 4.3.3 also hold if the utility functions
U. and U, satisfy dom U, = dom U, = R and U, and U,, are bounded from
above (e.g. exponential utilities).

Theorem 4.2.4 can be extended to the consumption-investment problem.

Theorem 4.3.5. Let ER,, = 0 for all n = 1,...,N. Then the optimal
consumption-investment strategy (f&, f+,..., frx_1) is given by

falz) = (ch(2), a5 (2))  with a;, () = 0,

i.e. the strategy ‘invest all the money in the bond’ is the optimal investment
strateqy.

Proof. As in the proof of Theorem 4.2.4 we consider for v € DM, 1 the
optimization problem

Tov(x) = sup {Uc(c) +Ev(Ta(z,c,a, Rny1)) }
(c,a)€Dy ()

< sup {Uu(0) + (L +ins) (@ — 0)) |

by using Jensen’s inequality and E R,,+1 = 0. Thus a}(z) = 0. ad

Power Utility

Let us assume that the utility functions are now given by
1
Uelz) =Up(z) = =27, =z €[0,00)
Y

with 0 < v < 1. Here we obtain the following general results for the
consumption-investment problem.
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Theorem 4.3.6. o) The value functions are given by
Volz) =dpz?, x>0

where (dy,) satisfy the recursion

_ . 5 1
de =7 ’ 4 ((1 +Zn+1)’yvn) deJrla dy = ;

with § = (1 —~)~% and where v, is the value of problem (4.7).
b) The optimal consumption c(x) is given by

ey (@) = 2(ydy) ™, @ >0

and the optimal amounts which are invested in the stocks are given by

dn)? —1
a,(z) = x%az, x>0
(’de)
where o is the optimal solution of problem (4.7). The opti-
mal consumption-investment strategy (fg,...,fx_q) is defined by

fr=1(c,a), n=0,1,...,N —1.

Note that the optimal consumption and investment fractions are independent
of the wealth. Moreover, since a},(z) = o, (z — ¢}, (z)), the optimal fractions
of the remaining wealth after consumption which are invested in the assets
are the same as in the problem (4.7) (without consumption). Since d,, > dj, 41
the optimal consumptions satisfy ¢}, (x) < ¢;, (), in particular the optimal
fractions of consumption are increasing in n.

Proof. Again we have to find sets IM,, and A,, which satisfy the Structure
Assumption (SAy) of Theorem 2.3.8. We try

M, ={v: E— Ry |v(x) =bx" for b> 0}

A, ={f€F,| f(z)=((zx,az) fora e R, € Ry }.
We check now

(i) gn = Up is obviously in IMy.
(ii) Let v € IM,,41. Then we obtain

T.v(z) =  sup {lc"Y er]E(Tn(x,c,a,RnH))v}
(c,a)EDy(x) vy

1
= sup {—c”+b(1+in+1)7]E(xc+a~Rn+1)7}.
(c,a)EDy () Y
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If z = 0 then only (¢,a) = (0,0) is admissible. Hence suppose x > 0. We
use the transformation ¢ = (z and a = a(x — ¢) = a(1 — )z to obtain

1
T.v(z) =27 sup {—CV +b(1+int1)"(1 =€) sup E(1+a- Rn+1)’y}
o<¢<1 LY a€A,

1
=127 sup {—C'y +b0(1+ipt1) vn(1 — C)'V}
0<¢<1 \Y

where v, is the value of problem (4.7). Thus, T,v(z) = bz? € M, with

b= sup {%C’Y—Fb(l“rin-&-l)’yvn(l —Qv}-

Note that b > 0.

(iii) For v € IM,,4+1 we have to prove the existence of a maximizer in the set
A,,. Since the optimization problem in (ii) separates, it suffices to solve
the consumption problem

1
sup {—C’ +b(1+ipt1) vn(1 — ()”’} .
0<¢<1 LY

For the solution of this problem we recall the following general result:
The optimization problem

sup g(a) (4.17)
0<a<1

where g(a) := ba”+d(1—a)Y with b > 0,d > 0, has the optimal solution:

b6
I
gla) = (B° +d*)' =7 = (b° +d°)3,
with 6 = (1 —v)~!. Note that a* is unique and 0 < a* < 1. From (4.17)
we conclude that a maximizer of v € IM,, ;1 exists in the set A,,.

The statements now follow from Theorem 2.3.8 by induction. From the pre-
ceding considerations we obtain the recursion

1 .
d, = sup {—C’Y +dpt1(L+ip41) v (1 — C)'y}
0<¢<1 LY
and by inserting the maximum point
_ . s
=77+ (1 +ing1)0n) )y .

Finally we obtain from the optimization problem (4.17) that
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c(x) = :r(’ydn)_‘s and a(z) = o) (:v - cfl(x)) =) (1 — (fydn)_’s)x

n

which concludes the proof. a

Logarithmaic Utility
Here we assume that both utility functions are of the form
Ue(z) = Up(z) =logz, z>0.

The proof of the following result is similar to the proof for the power utility.

Theorem 4.3.7. a) The value functions are given by
Volz) = (N—n+1)logx+d,, x>0

with d, € R.
b) The optimal consumption c(x) is given by
x
(x) = ———— >0
) = e

and the optimal amounts which are invested in the stocks are given by

* N-—-n *
Oén(.’I?) = J}N_—mOln, x>0
where o, is the optimal solution of (4.11). The optimal consumption-
investment strategy (fg,...,frx_1) is defined by f' = (ci,a}) for
n=0,1,...,N — 1.

)

Proof. For the Structure Assumption (SAy) we choose
M, ={v:E—-R|v(x)=(N-n+1)logz+b forbe R},

A, = {f € F,| f(x) = (Cx,ax) fora € R ¢ € Ry}
We have to check the following conditions:
(i) Obviously gny(z) =logx € My.
(ii) Let v € My 41. Then we obtain

Tow(z) = sup  {logc+ (N —n)Elog (T, (z,¢,a, Rpt1)) + b}
(¢,a)€D, (x)

= sup {1ogc+ (N —n)log(l+ip41) +b
(¢,a)€Dn (2)

+(N —n)Elog (z —c+a~Rn+1)}.
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Again we use the transformation ¢ = (z and a = a(z — ¢) = a(l — {)z
to obtain

Too(@) = sup {log(Ca) + (N = n)log (1= O)z) + (N = n)on

0<¢<1

+(N —n)log(l +ipt1) + b}

where v,, is the value of problem (4.11).
Thus, T,v(z) = (N —n+1)logz + b € M, with

b= (an)(1og(an)+vn—|—log(1+in+1)) —(N—n+1)log(N—n+1)+b.

(iii) The existence of a maximizer in the set A,, follows from the considerations
in (ii). By induction we finally obtain

" _ T
* * * N —n *
an(z) = ol (z—ci(z)) = L

and the statements are shown. O

4.4 Optimization Problems with Regime Switching

A popular way of allowing random variations of the return distributions over
time is to include an environment process in the form of a Markov chain
which determines the return distributions. Sometimes these models are called
regime switching models or Markov-modulated models. The idea is that a
Markov chain can model the changing economic conditions which determine
the distribution of the relative risk process. This underlying Markov chain
can be interpreted as an environment process which collects relevant factors
for the stock price dynamics like technical progress, political situations, law
or natural catastrophes. Statistical investigations have shown a rather good
fit of these kind of models.

In what follows we denote the external Markov chain by (Y},) and call it the
environment process. We assume that (Y,,) is observable by the agent and
has finite state space Fy. We consider a financial market with one riskless
bond (with interest rate i, = i) and d risky assets with relative risk process
(R,) = (RL,..., R%). Here we assume that the distribution of R, depends
on Y,,. More precisely, we assume that (R,,,Y},) is a stationary Markov process
and that the following conditional independence holds:
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P (Ros1 € B, Yoy1 = k[Y, = j, Ry) (4.18)
=P (Rn+1 S B,Y;H_l = k“Yn = j)
=P (Rn+1 € BlY,=j) P (Yn+1 =k|Y, = j) = Qj(B)pjk

for B € B(R?), j, k € Ey. The quantities p;; are the transition probabilities
of the Markov chain (Y;,) and @; is the distribution of R, 1 given Y,, = j
(independent of n). In the following, let R(j) be a random variable with
distribution Q;, i.e. P(R(j) € B) = Q;(B) = P(Rn+1 € BlY,, = j). Given
(Y,,), the random variables Ri, Ra,... are independent and given Y,,, the
random variables R,,4; and Y, 4+; are independent.

We investigate the consumption-investment problem as introduced in the last
section. The filtration (F,) to which portfolio strategies have to be adapted
is here given by

Fni=0(Soy..., S, Y0,..., Yn).

Note that F,, = o(Ry,...,Rn,Yo,...,Ys). Throughout this section we im-
pose the following assumption on the financial market (cf. Section 4.2).
Assumption (FM):
(i) There are no arbitrage opportunities in the market, i.e. for all j € Ey
and all ¢ € R? it holds:
¢-R(j)>0P-as. = ¢-R({)=0P-as.

(ii) E||R(j)| < oo for all j € Ey .

As in Remark 3.1.6 it is possible to show that the first assumption is indeed
equivalent to the absence of arbitrage if all states of the Markov chain are
reached with positive probability.

We assume again that the utility functions U. and U, satisfy dom U, =
dom U, = [0, 00). The wealth process (X,,) evolves as follows

X1 = (1+ i)(Xn — e+ b - Rnﬂ)

where (¢, ) = (cn, @) is a consumption-investment strategy, i.e. ¢, and ¢,
are (Fp)-adapted and 0 < ¢, < X,,. The consumption-investment problem
with regime switching is then defined for (X, Yp) = (z, ) by

Euj [ X00g A"Uelen) + BVU,(X59)] — max

. . . 4.19
(¢, ¢) is a consumption-investment strategy with ( )

X5? € dom U, P-as.

Here 8 € (0,1] is a discount factor. Because of the Markovian structure
of problem (4.19) it can be shown as in Section 4.2 that the optimal
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consumption-investment strategy belongs to the set of all Markov strate-
gies (¢, ¢ ) where ¢, and ¢, depend only on X,, and Y,, (see e.g. Theorem
2.2.3). Thus, problem (4.19) can be solved by the following stationary Markov
Decision Model (cf. Section 4.3):

o E :=[0,00) X Ey where (z,j) € E denotes the wealth and environment
state respectively,

o A:=R, xR? where a € R? is the amount of money invested in the risky
assets and ¢ € R} the amount which is consumed,

e D(z,j) is given by

D(z,j) ={(c,a) e A|0<c<zand (1+i)(z—c+a-R()) >0P-as.},

e Z:=[-1,00)% x Ey where (z,k) € Z denotes the relative risk and the
new environment state,

T(<$7j)>(c’a)a<zak)) = ( ( _C+G'Z> k‘),

Q(Z(B X {k}|() 7), ( )) Q;(B)pjk, for j,k € Ey and B € B(R?),
9(z,j) == Up(z),

B8 € (0,1].

Note that the disturbances are given by Z,11 = (Rn+1,Yn+1).- The con-
sumption-investment problem can now be solved by this stationary Markov
Decision Model. The value functions are defined by

n—1
Tn(@,5) == supEL; | > BV (cr(Xk, i) + B Up(Xn) |, (2,4) € E
& k=0
where the supremum is taken over all policies m = (fo, ..., fxv—1) with

fn(Xn7 Yn) = (Cn(Xn> Yn)> an(Xn> Yn)) .

The general solution of the consumption-investment problem with regime
switching is contained in the next theorem.

Theorem 4.4.1. a) The value functions x — Jp,(z,j) are strictly increasing,
strictly concave and continuous.
b) The value functions can be computed recursively by the Bellman equation

Jo(z,7) = Up(x),
Int1(z,j) = sup{ c)+p Z p]k/ ( 1—|—z)(x—c+a-z),k;)Qj(dz)}.

(a,e) keFEy

¢) There exist mazimizers f of Jn—1 and (fx,..., ) is optimal for the
N-stage consumption-investment problem.
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Proof. Tt is easily shown by using part (ii) of Assumption (FM) that the sta-
tionary Markov Decision Model has an wupper bounding function
b(x,j) := 14z (cf. Proposition 4.2.1). Then the Structure Assumption (SAy)
is satisfied for the sets
M :={v e B} |z — v(z,j) is strictly increasing,
strictly concave and continuous for all j € Ey}
and A := F. The proof follows along the same lines as the proof of Theorem

4.3.3. In particular the existence of a maximizer of v € IM follows from
Assumption (FM) (cf. Theorem 4.3.1) since for v € IM the function

z— Z pikv(z, k)

keEy

is strictly increasing, concave and continuous for all j. The optimization prob-
lem at stage n then reduces to the problem in Theorem 4.3.1. Finally we
obtain all statements from Theorem 2.3.8. g

Power Utility

Let us now assume that the consumption and the terminal wealth are evalu-
ated by the power utility, i.e.

Ue(x) =Up(x) = %x", x € [0, 00)

with 0 < v < 1. In order to formulate the main result we consider the generic
one-period optimization problem

Y
w(j) == sup JE(1+a~R(j)) , j€By (4.20)
a€A()

where A(j) := {a € R¢| 1+ a- R(j) > 0 P-a.s.}. There exists an optimal
solution a*(j) of problem (4.20) in view of (FM).

Theorem 4.4.2. a) The value functions are given by
Jn(xa]):dn(])x‘y7 IZO7 jEEY

where the d,(j) > 0 satisfy the recursion

10) =7 (B 700) (3 pacdah))”

keFEy
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with § :== (1 —~)~! and v(j) is the value of problem (4.20).
b) The optimal consumption c,(x,j) is given by

-0

(. 7) = z(vdn(5))
and the optimal amounts which are invested in the stocks are given by
ay (@, ) = (z = (. 7)) (j)

where o*(j) is the optimal solution of (4.20). The optimal consumption-
investment strategy (f%,- .., f1) is then defined by

falw,3) = (ch(x, ) an (@, 5)),  (2.5) € E.

The proof follows along the same lines as the proof of Theorem 4.3.6. Note
that the Markov Decision Model is stationary in this section.

Remark 4.4.3. If we consider the same optimization problem without con-
sumption, we obtain

Jn(x’.]):dn(.])m'y7 (x,j)EE

and the sequence d,,(j) > 0 is given recursively by do(j) = v~ ! and

dni1() = B(L+i)0(j) Y pxdn(k), j € Ey.
keEy
This result can be derived analogously to Theorem 4.4.2. O

In this model it is now rather interesting to do some sensitivity analysis
with respect to the input parameters and in particular with respect to the
environment process (Y},). From now on we assume that we have only one
stock and that the support of R(j) is independent from j. Then A(j) = A
and the optimization problem (4.20) reduces to

o(j) = swpE (1+a- R(j))w, j € Ey. (4.21)
acA

Again the optimal solution of (4.21) is denoted by a*(j). In the following
Lemma we use the increasing concave order for the return distributions (cf.
Appendix B.3):

Theorem 4.4.4. If Q; <ico Qi, then a*(j) < o*(k), i.e. the fraction
which is invested in the stock in environment state k is larger than the
invested fraction in environment state j.
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Proof. We can use Proposition 2.4.16 to prove the statement. In the proof
of the previous theorem we have seen that the consumption and investment
decision separates. Here we are only interested in the investment decision.
Thus we have to show that

) i= [+ ) Quldy) — [ 1+ Qs(ay)
is increasing in o € A. This can be done by computing the derivative

W (a) =~ /(1 + o)’ My Qr(dy) — 7/(1 + ay) " yQ;(dy).

Then hA/(a) > 0 since Q; <;co Qi and

Y
vy (1+ay)t—

is increasing and concave for o € A. O

For the next lemma we need the notion of stochastic monotonicity of the
Markov chain (Y;,) which is explained in Appendix B.3. Moreover to simplify
the notation we assume that Fy = {1,...,m}.

Theorem 4.4.5. Let (Y,,) be stochastically monotone and suppose that
Ql >icv Q2 >4cv - - - Sicv Qm

a) Then J,(x,j) is increasing in j and c&(z,j) is decreasing in j.

b) If a*(j) > 0 for j € Ey then a(x,j) is increasing in j.

Proof. a) According to Theorem 4.4.2 it suffices to show that d,(j) is in-
creasing in j. For n = 0 this is clear. Now suppose the statement holds for
n. Due to the recursion for d,y1(j) we have to show that

j H/ (1+a*(5)y)"Q;(dy) Zp]kd (4.22)

is increasing in j. By the induction hypothesis and the assumption that
(Y,,) is stochastically monotone we have that

J= Y pindn(k)
k=1

is increasing in j. Moreover, the first factor in (4.22) is increasing in j, since
o*(j) is increasing by Theorem 4.4.4 and y — (1 + a*(j)y)7 is increasing
and concave. Note that both factors are non-negative.



106 4 Financial Optimization Problems

b) By Theorem 4.4.2 we have
ay(z,5) = (z = ¢ (,4)) " (5).

Thus the statement follows from a). O

4.5 Portfolio Selection with Transaction Costs

We consider now the utility maximization problem of Section 4.2 under pro-
portional transaction costs. For the sake of simplicity we restrict to one bond
and one risky asset. If an additional amount of a (positive or negative) is
invested in the stock, then proportional transaction costs of c|a| are incurred
which are paid from the bond position. We assume that 0 < ¢ < 1. In order
to compute the transaction costs, not only is the total wealth interesting,
but also the allocation between stock and bond matters. Thus, in contrast
to the portfolio optimization problems so far, the state space of the Markov
Decision Model is two-dimensional and consists of the amounts held in the
bond and in the stock. We assume that © = (zo,z1) € E := R2 where z
and x1 are the amounts held in the bond and stock respectively. Note that
short-sellings are not allowed. The action space is A := ]R%r and (ag,a1) € A
denotes the amount invested in the bond and stock respectively after trans-
action. Since transaction costs have to be subtracted we obtain the following
set of admissible bond and stock holdings after transaction:

D(xg,21) = {(ag,a1) € A|ao+ a1 < zo + 1 — clar — z1]}. (4.23)

The independent disturbances (Z,) are given by the relative price changes
(R,,) of the stock. Recall that R, +1 = Sp+1/Sn. Thus, the transition function
at time n is given by

T, (:v, (ag,a1), zn+1) = (ao(l +int1), alzn+1). (4.24)

The one-stage reward is 1, = 0 and gy (2o, 1) := U(xo + 21) where U is the
utility function of the investor with dom U = [0, 00). The data of the Markov
Decision Model is summarized as follows:

e E :=R2 where z = (z9,21) € E denotes the amount invested in bond
and stock,

e A :=R? where (ap,a1) € A denotes the amount invested in bond and

stock after transaction,

D(x) is given in (4.23),

Z := R4 where z € Z denotes the relative price change of the stock,

T, is given by (4.24),

QZ(-|z, a0, a;) := the distribution of R, 4, (independent of (z, ag,a1)),
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o 7, =0,
o gn(z):=U(xo+z1), = (x0,21) € E.

The General Model with Transaction Costs

The terminal wealth problem with transaction costs is now

sup ET U(X$ + Xy) (4.25)

where X% and X} are the terminal amounts in the bond and stock, respec-
tively. Note that transaction costs are considered through the set of admissible
actions. We make the following assumptions throughout this section.

Assumption (FM):

(i) The utility function U is homogeneous of degree v, i.e. U(Ax) = ANU(x)
forgll)\>0 and x > 0.
(ii) E||Rn|| < oo foralln=1,...,N.

Obviously condition (FM) (i) is fulfilled for the power utility (see also Remark
4.5.3). Note that we allow for arbitrage opportunities in the financial market.
However since short-sellings are excluded, the set of admissible actions is
compact and we will see that an optimal portfolio strategy exists. First we
obtain:

Proposition 4.5.1. The function b(z) :== 14+ x9 + z1,2 € E is an upper
bounding function for the Markov Decision Model.

Proof. We have to check conditions (i)—(iii) of Definition 2.4.1. Part (i) is
obvious. Part (ii) follows since any concave function can be bounded from
above by an affine-linear function and (iii) holds since

Eb(ao(1+ in+1),a1Rn+1) =1+4ao(l+in+1) + a1 ERyyr < dob(z)
for all (ap,a1) € D(x) and for some dy > 0. O

In what follows we will call a function v : E — R homogeneous of degree =y if
it satisfies
v(Azg, Ax1) = Nv(z0, 21)

for all A > 0 and (g, x1) € E. Let us consider the set
M = {v € ]Bb+ | v is increasing, concave and homogeneous of degree *y}

where increasing means that v is increasing in each component. For v € IM
we have
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T.v(z) = sup ]Ev(ao(l +in+1),a1Rn+1).
(ao,a1)€D(x)

Since v is increasing, the supremum is attained at the upper boundary of
D(z) (see Figure 4.2) which is given by the function (note that transaction
costs are paid from the bond position)

1‘0+(170)($1 70,1), if O§a1 Sﬂil

h(z,ar) = {330 + (1A +o)(zr—ar), if 21 <ar <a+ P

Bond
>

Y

Fig. 4.2 Admissible stock and bond holdings after transaction.

Thus, we can also write

D(x07x1) = {(a’07a1) S A ’ ao S h(l’7a1), O S ai S 1 + 1‘2?0}

and the operator 7,, is given by

Too(z) = sup Ev(h(z,a1)(1+ in+1)7a1]:2n+1), x = (zg,71) € E.

0<ai<zi+ f:?c

When we have a maximum point a] of this problem, then

fa(@)=ai and f)(z) = h(z,a)
give the optimal amounts invested in the stock and the bond after transac-
tion, respectively. In particular this means that it is enough to determine the
amount invested in the stock after transaction and this is what we will do in
the sequel. We denote this quantity by a instead of a;.
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Proposition 4.5.2. The Structure Assumption (SAn) is satisfied with the
sets M, = IM and A, := AN F, where A consists of all functions
[+ E — Ry such that there exist constants 0 < q_ < g1 < oo and mea-
surable functions fy, f— : B — Ry with

fr(@o, @), if T5>q4
fzo,21) = 1, - <P < (4.26)
f=(zo, 1), if T+ <q-

and fy(xo,21) < 21, f— (20, 21) > 271.

Note that f(zo,z1) € A, describes the amount invested in the stock if the
state (xzo,x1) € F is given. We will later show that the optimal policy is
characterized by sell-, buy- and hold regions which are defined by cones.

Proof. Part (i) of (SAn) is satisfied since gn(z) = U(zo + 1) € IM. In what
follows suppose v € M. For fixed n define
o

L(z,a) := ]Ev(h(a:,a)(l + in+1),a1~%n+1), 0<a<uz+ T+e

Note that a — L(x,a) is concave. We have to show that

Tov(x) = sup  L(z,a) € M

0<a<zi+ f:?c

and that a maximizer exists. Let us denote the (largest) maximizer of the
right-hand side by f*(z) (if it exists). The proof of the existence of f*(x) and
its form is now structured by the following steps.

(i) For A > 0 and =z € E we have due to the homogeneity of v and the
piecewise linearity of h:

Tov(Ax) = sup L(\x,a) = \7 sup L(z,a")

OSaS)\xl—&-% 0<a’<z14 9%

where Aa’ = a. This implies

fr(Ax) = Af*(x). (4.27)

(ii) Next we consider the special state x = (0, 1), i.e. one unit in the stock
and nothing in the bond. Here we obtain

T,v(0,1) = sup ]Ev((l —o)(1—=a)(1+int1), aRn+1).
0<a<1

Since we have to maximize a concave function on the compact interval
[0, 1], a maximum point exists and we denote by a. the largest maximum
point of this problem. Thus we have
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£7(0,1) = ay.
Moreover, we define
gy = —(1_0)@(4{_a+) if ay < 1 (4 28)
e 00 if ay =1. '
We can also write
G =
=
h((ov 1)3 a+)

which shows that ¢4 is the optimal stock to bond ratio after transaction
in state = (0, 1).
(iii) We claim now that for any x € £/ with 1 > g it holds that

xo + (1 — C)l’l

<x
L+ (I—cg 7™

@) = (21 + 72 )as =
and (h(z, f*(z)), f*(2)) € L1 :== {x € R2 | 21 = q1a0}.
A Stock
Slope = -(1-¢)'/ L,

Pr(x) fome s B

Bond

A J

h(x,f*(x))

Fig. 4.3 Construction of the optimal solution.

The proof is as follows: Consider the point z’ := (0, T + 14@2) Due to
property (4.27) we obtain

Lo

F1@) = 2 f7(0,1) = dhay = (1 + T

Y.

We will show that f*(z) and f*(z’) are equal. For this instance, note
first that $X > ¢4 implies f*(2’) < z1 and that we have

h(z',a) = xo + (1 — ¢)(x1 — a)
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on the interval 0 < a < z1 + 19”—_6 On the other hand we have for z € E:
h(z,a) = o+ (l—c)(z1—a), f 0<a<m
T lzo+ (T4 o) (z —a), if 2y <a§x1+%.
Thus, h(z';a) = h(z,a) on 0 < a < x1 and h(z',a) > h(z,a) on
r1 < a < @+ 7% Since L(2/,a) attains its maximum point on the
interval 0 < a < z1 and due to the fact that v is increasing we obtain

F@) = @) = (o 4+ 1= )as
which implies the first part of the statement.
The fact that (h(z, f*(x)), f*(x)) € L1 can be verified by directly in-
serting the expression for f*(z).
Note that (h(z, f*(z)), f*(z)) is in the intersection of L1 and the line
through = and 2’ (see Figure 4.3).
As in step (ii) we consider the special state x = (1,0), i.e. one unit in
the bond and nothing in the stock. Here we obtain

T,v(1,0)= sup Ev((1-(1+c)a)(l +in+1),aén+1).

1
0<a<ti

We denote by a_ the largest maximum point of this problem. Thus we
have f*(1,0) = a—. Moreover, we define

—= ifa_ < 2
g = { 1—(14c)a— ] B ].TC (429)
0, if a_ = Tre
We can also write a
T n((1,0),a0)

which shows that g_ is the optimal stock to bond ratio after transaction.
As in step (iii) we can show that for any z € E with 4+ < g- it holds
that

. o+ (14 ¢)xq

z) = |xo+ 1+cx)a,:— _
f@) = (w0 (1 ) Jam = Tor 5 2
and (h(m, f*(x)), f*(x)) €Lly:={z e Ri | 1 = g—x0}.
We show that q— < ¢4. Suppose this is not the case, then there exists
an x € F such that -
qr < — < q-.
Zo
But following (iii) and (v) this would imply that f*(z) < x; < f*(x)
which is a contradiction. Thus, we must have ¢_ < ¢5.
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(vi) Finally we have to investigate the case € E and ¢ < £& < ¢4.
Using similar arguments as before we obtain here that f*(z) = x4, i.e.

no transaction is done.

All parts together prove that a maximizer f*(z) exists and is of the form
(4.26). It remains to show that 7,v € IM. Theorem 2.4.14 implies that 7, v is
increasing, since D(z) C D(z') for x < 2/, gn(x) = U(xo + 1) is increasing
by assumption and z — L(x,a) is increasing for all a. The concavity of
T,v can be shown with Theorem 2.4.19. For the homogeneity, note that the
considerations in (i)—(vi) imply that

E’U f*(l')q_:l(l+Zn+1)af*(x)én+1)’ 1f i_l > 4+

0

Too(xo, 1) = § Ev(ao(1 +in+1),$1Rn+1), if ¢ <3 <gqy

— 9

Ev f*(a:)q:l(l+in+1),f*(fﬂ)Rn+1)v if 25 <a-

with f*(zo,z1) = (z1 + %% )ay in the first case and in the second case
f*(xo,21) = (ko + (1 + ¢)z1)a—. Since v is homogeneous of degree 7, we
obviously obtain that 7,v is homogeneous of degree . a

Remark 4.5.3. There is another version of Proposition 4.5.2. Assume that the
given utility function U : (0,00) — R is differentiable and the derivative of
U is homogeneous of degree . The power and logarithmic utility functions
satisfy this assumption. Then Proposition 4.5.2 remains valid with the same
A,, and

MM := {v € B | vis increasing, concave, differentiable and the gradient of

v is homogeneous of degree v}.

O

The next theorem summarizes the result for the terminal wealth problem
with transaction costs. In order to state it we define for v € IM

1+ip41 anJrl
= E ( , ) 4.
q+(v) := argmax >, Ev T ql-0 T+q(0—-0 (4.30)
T+in41 qRni1 )
_(v) := argma Ev , . 4.31
g-(v) sMaXg>0 (1+q(1+c) 1+q(l1+4¢) ( )

With the help of these quantities the optimal investment strategy can be
characterized by three regions: a ‘buy’ region, a ‘sell’ region and a region of
‘no transaction’.
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Theorem 4.5.4. For the terminal wealth problem with transaction costs

it holds:

a) The value functions V,, are concave, increasing and homogeneous of
degree v and for x = (xg,21) € E given by

VN(.’E) = U(Z‘O + .Tl)
Vo(z) = sup  EViy1 (h(z,a)(1+int1), aRny1).

0<a<zi+

z0
14c
b) The optimal amount invested in the stock at time n, is given by

x 1—c)x T
%%(Vnﬂ), if 55> q+(Vat)

f'::($) = I, Zf Q—(Vn-‘rl) < i_; < Q+(Vn+1)
S g (Vo). if 2 < g (Vagn)

(4.32)
and the optimal amount invested in the bond at time m is equal to
h(z, fX(x)), = € E.

Proof. The proof follows directly from Proposition 4.5.2 and Theorem 2.3.8.
Note that for v € IM the optimization problem

supEv

( 14+ip41 qRu11 )
q>0

144q(1—¢) 14+q¢(1—c¢)
is equivalent to

sup Ev((1—¢)(1—a)(l +ins1), aRpi1)
0<a<1

when we use the transformation

a - 1 1 - q a
= = —Qa = .
1= 0-00-a ~ 1140—-0 1tgl-¢ 1-c
An analogous statement holds for ¢_. O

The optimal investment policy from Theorem 4.5.4 has the following inter-
esting properties:

(i) It holds that

= Z0) if g- (Vn-i-l) < i_ < Q+(Vn+1) (4'33)
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i.e. the optimal stock to bond ratio after transaction is qi(Vy41) if
2> g (Vgr) and ¢ (Vi) if 22 < g—(Vig1). If the stock to bond
ratio is between the two levels, then no transaction is taken. This is illus-

trated in Figure 4.4. In other words, if the current stock to bond holding

A Stock
X. _I
Slape={1-9)
L,
* x
"\__".
", ! Lz
No Transaction
1
Sell Slope==(l+c)
.................. . X
Buy 5
i
%

Fig. 4.4 Optimal trading regions.

7L is less than g (Vj,41), then purchase stocks until the stock to bond
holding equals ¢ (V,,4+1). If the current stock to bond holding is greater
than ¢4+ (Vi,41), then sell stocks until the stock to bond holding equals
g+ (Vn41). If the current stock to bond holding lies between the two lim-
its, do not trade.

In case we have no transaction costs, i.e. ¢ = 0, we obtain ¢4 (v) =
q_(v) = 1fi* where o is given by (4.7) in case 0 < o < 1. Note that
in Section 4.2 we do not have excluded short-sellings.

Binomial Model with Transaction Costs

Finally let us compute the optimal portfolio strategy in a one-period bino-
mial model explicitly (i.e. N = 1). Here we use the power utility function
U(z) = 127 with 0 < v < 1 and we skip the time index on the bond and

5

stock return rates to ease notation. Note that R takes only the two values u
and d with probability p and (1 — p). Moreover, we assume that

d<(1+i)(1l-c) =:c_, et =(1+i)(1+c¢) <u.
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We have to derive the maximum points ¢4 := ¢4 (v) and ¢_ := g_(v) in (4.30)
and (4.31), respectively for v(zg,x1) 1= %(mo + 21)7, (x0,21) € E. Thus, we
have to determine

qy = argmax,s p(W)7 +(1— )((1 +1) + qd)v

L+q(l—c) L+l =c)
B (1+14) + qu\7 (1+0)+qd\?
g— = argmax,>g p(m) + ( _p) (m) .

We obtain by setting the derivative with respect to ¢ equal to zero that

(@)1= M)\t
== < ublM_ —d )
with s
M. o— ((1 —p)(cy — d))
- p(u —cy)
and 0 = (1 —v)~L. Analogously we obtain

- (Canma )

with s
)
+ . -, < .
plu—co)
It is not difficult to see that ¢— < ¢4 and that ¢4 is increasing in ¢ and
q— is decreasing in c, i.e. if the transaction costs get large, the region of no
transaction also gets larger. Depending on p the sell-, buy- and no transaction

regions have different sizes. In order to discuss this issue, we introduce the
following definitions:

, _c.—d
P-4
1. [ —d
Py = d
2 _ u' (e —d)
b== ul=(c. —d)+d" 7 (u—c)
ul=V(cy —d
. (2 — )

Cwl T (ep —d) +d T (w—cy)
Note that we always have pl < p}r and p? < pi. Moreover, we assume that

(cy —d)(u—c_)d" ™7 <ulV(c_ —d)(u—cy)
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which is certainly satisfied for small ¢. This implies pi_ < p2. Altogether we
have
pl,ép}rﬁpz, <pi.

We distinguish the following cases

a+

0.001 0002  0.003  0.004
Transaction cost ¢

Fig. 4.5 Limits g+ and ¢— as a function of the transaction costs c.

(i) p < pl:In this case ¢; = 0 and there is only a sell region.
(ii) pL < p < pi:Here ¢4 € (0,00) and ¢g— = 0, i.e. there are only a sell and
a no transaction region.
(iii) p! < p < p?: Here g¢4,q— € (0,00) and there are all three regions.
(iv) p2 < p < p?: Here ¢ = oo and g € (0,00), i.e. there are only a buy

and a no transaction region.
v) p > p2: Here ¢_ = oo and there is only a buy region.
+

Note that in case c; > u we always have ]31+ > 1 and thus the optimal
strategy is not to buy stocks at all. The intuition is as follows: An increase of
1 Euro in the stock yields a (1+ ¢) Euro reduction in the bond. The marginal
investment in the stock yields either 4 Euro or d Euro which is in each case
not better than the return ¢y we get from a (1 4 ¢) Euro investment in the
bond. If d > ¢_, then p? < 0 and a similar argument yields that it is optimal
not to buy bonds at all.

Figure 4.5 shows the limits ¢ and ¢ as a function of the transaction costs
c. As data we have chosen p = 0.55, 4 = 1.2, = 0,d = 0.8 and v = 0.2. Note
that in case ¢ = 0, i.e. we have no transaction costs, g1 = q_ = 13‘;* = 1.658
(cf. (4.9)).
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4.6 Dynamic Mean-Variance Problems

An alternative approach towards finding an optimal investment strategy was
introduced by Markowitz in 1952 and indeed a little bit earlier by de Finetti.
In contrast to utility functions the idea is now to measure the risk by the port-
folio variance and incorporate this measure as follows: Among all portfolios
which yield at least a certain expected return (benchmark), choose the one
with smallest portfolio variance. The single-period problem was solved in the
1950s. It still has great importance in real-life applications and is widely ap-
plied in risk management departments of banks. The problem of multiperiod
portfolio-selection was proposed in the late 1960s and early 1970s and has
been solved recently. The difficulty here is that the original formulation of the
problem involves a side constraint. However, this problem can be transformed
into one without constraint by the Lagrange multiplier technique. Then we
solve this stochastic Lagrange problem by a suitable Markov Decision Model.
We use the same non-stationary financial market as in Section 4.2 with inde-
pendent relative risk variables. Our investor has initial wealth xg > 0. This
wealth can be invested into d risky assets and one riskless bond. How should
the agent invest over N periods in order to find a portfolio with minimal
variance which yields at least an expected return of u?

For the mathematical formulation of the problem we restrict without loss
of generality to Markov portfolio strategies and consider a non-stationary
Markov Decision Model with the following data (where 7, and gx will be
specified later):

Tn(x,a,2) := (1+ in+1)(x +a- z),
QZ(-|z,a) := distribution of R, 41 (independent of (z,a)).

e FE:=R where z € E denotes the wealth,

o A:=R? where a € A is the amount of money invested in the risky assets,
e D,(x):=A,

e Z:=[-1,00)% where z € Z denotes the relative risk,

[ ]

[ ]

The mean-variance problem is given by
Vary [Xn] — min
(MV) 3 Bz, [Xn] > g
me FVN,
We will also introduce the problem where the expected return has to be equal

to p:
Varj [Xy] — min

(MV=) 1 B [Xn] = g

T e FN,
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In order to obtain a well-defined problem we make the following assumptions
throughout this section.

Assumption (FM):

(i) E||Ry|| < o0 and ER, #0 for alln=1,...,N.
(ii) The covariance matriz of the relative risk process

(Cov(ry,. RY))
1<j,k<d
18 positive definite for alln =1,...,N.
(iii) zoSY < p.

IfER, =0foralln=1,..., N then (Xn/Sg) is a martingale and there exists
no strategy for (MV) with E7 [Xn] > p in view of assumption zS% < p.
Since Var[a- R,] = aCov(R!, R} )a' assumption (ii) means that the financial
market is non-redundant, i.e. there does not exist an asset which can be
replicated by the others. Assumption (iii) excludes a trivial case: If (iii) is not
satisfied, then an expected return of at least u can be achieved by investing
in the riskless asset only. This strategy of course has a variance of zero and
is thus optimal. Note that we do not exclude arbitrage opportunities here.
The next lemma reveals that problems (MV) and (MV_) are indeed equiva-
lent.

Lemma 4.6.1. A strategy ©* is optimal for (MV) if and only if 7* is optimal
for (MV_).

Proof. Suppose that 7* is optimal for (MV). We will then show that nec-
essarily ]E;r0 [Xn] = p by contradiction. Suppose that ]E;r0 [Xn] > p. Define
7i=oar* = (aff,...,af5_,) with

p— woS%
o = e .
Emg [XN] — 1305]0\7

Obviously # € FN and 0 < o < 1. Since the wealth process of 7 satisfies

X1 = (1+ins1) (Xn Fafi(Xn) - RnH)

= (Ut i) (14 3) (X1 + @iy (Xnmt) - ) + af2(X0) - Rt )
n n+1

=S t+ay J[ A+if; (X)) Rin
J=0 k=j+1

we obtain
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N—-1 N
ES [Xn] = Sxzo+aBL, | > [ U +ie)f;(X5) Rijpa| =n
=0 k=jt1

and
\/':aurzcr0 [Xn] = anar;r: [Xn] < Var;r: [Xn]

which is a contradiction to the optimality of 7*. Thus we necessarily have
E;, [Xn] = p. This observation now directly implies the statement of the
Lemma. a

Problem (MV) can be solved via the well-known Lagrange multiplier tech-
nique. Let Ly, (m, \) be the Lagrange-function, i.e.

Lyo(m,A) == Var] [Xn] + 2\ (n — E] [Xn]) forme FN A >0.
As usual, (7%, \*) is called a saddle-point of the Lagrange-function Ly, (7, A)
if

sup Ly, (7", \) = Ly, (m*, A*) = inf L, (7, \¥).
A>0 rEFN

Lemma 4.6.2. Let (7%, \*) be a saddle-point of L, (m, X). Then the value of
(MV) is given by

inf sup Ly, (w,\) =sup inf L, (7, A) = L (7%, \*
Lt sup o(m, A) sup_inf, o(m A) o )

and ©* is optimal for (MV).

Proof. Obviously the value of (MV) is equal to inf,c pv supysq L, (7, A) and

inf supL A) >sup inf L A).
WEFN)\Z% o (T, )7)\ZFO)7T€FN o (T5 A)

For the reverse inequality we obtain

inf sup Ly, (m, A) < sup Ly, (7%, A) = Ly (7", \)

T€FN x>0 A>0
= oy Leo(m A7) < sup I, Loo(m A)

and the first statement follows. Further from the definition of a saddle-point
we obtain for all A >0

N (n— B [XN]) > Ap - EZ, [Xn]),

and hence ]Eg; [Xn] > p. Then we conclude Ly, (7*,A\*) = Var? [Xy] and
7* is optimal for (MV). O
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From Lemma 4.6.2 we see that it is sufficient to look for a saddle point (7*, A*)
of Ly, (m, A). It is not difficult to see that the pair (7%, A*) is a saddle-point
if A* > 0 and 7* = 7*(\*) satisfy

7" is optimal for P(A\*) and IE;; [Xn] = p.
Here, P()) denotes the so-called Lagrange-problem for the parameter A > 0

L, (m,A) — min
P
me FN.

Note that the problem P()) is not a standard Markov Decision Problem and
is hard to solve directly due to the variance in the objective function (which
is not separable). We embed the problem P()) into a tractable auxiliary
problem QP(b) that turns out to be a stochastic LQ-problem (cf. Section
2.6.3). For b € R define

E7 [(Xy —b)?] — min
QP(b)

meFN,

The following result shows the relationship between the problems P(\) and
QP(b).

Lemma 4.6.3. If ©* is optimal for P(X), then * is optimal for QP(b) with
b:=E7 [Xn]+ A
Proof. Suppose 7* is not optimal for QP(b) with b := ]E;r0 [Xn] + A. Then
there exists m € F'V such that
E7 [X%] — 20E] [Xn] < EL [XR] — 20E] [Xn].
Define the function U : R> — R by
Ulz,y) ==y — 2 + 2\ — x).

Then U is concave and U(z,y) = Lg (7, A) for = := EJ [Xy] and
y = EJ [X}]. Moreover, we set z* := ]Eg; [Xn] and y* := ]Eg; [XZ%]. The
concavity of U implies (since U, = —2(A+ ) and U, =1)

U(z,y) <U(z",y") =2\ +2")(x —2") +y — ¥
=U(x",y") —2b(x — ") +y—y" < U(z",y"),

where the last inequality is due to our assumption y — 2bx < y* —2bx*. Hence
7* is not optimal for P()), leading to a contradiction. O



4.6 Dynamic Mean-Variance Problems 121

The implication of Lemma 4.6.3 is that any optimal solution of P()\) (as long
as it exists) can be found by solving problem QP(b).

Problem QP(b) now obviously is a Markov Decision Problem with the same
data E, A, D,,(z), Z,T,, Q% as before and reward functions

o r,(x,a):=0,

e gn(x):=—(z—b)2

Assumption (A ) is satisfied, since r,, and gy are non-positive. Here we treat
the problem as a cost minimizing problem. For the remaining part we define

forn =0,1,..., N the numbers d,, recursively:
C, =E[R,R,], {,:=(E[R,)) C, E[R,],
dN = 1, dn = dn+1(1 — €n+1). (434)

Before we state the next theorem it is crucial to make the following observa-
tion.

Lemma 4.6.4. For alln=0,1,..., N — 1 4t holds that 0 < d,, < 1.

Proof. Let us denote vy, := E[R,] and X, := (Cov(RJ, RF)). Then it follows
from the definition of the covariance matrix that

C, =X, +Unv,;r.

Since X, is positive definite by Assumption (FM) and v,v, is positive

semidefinite, C), is itself positive definite. This implies that C,; ! is positive-
definite and since v, # 0 by assumption we have ¢, > 0. By the Sherman-
Morrison formula we obtain

Cil=x"-(1+ vlﬂglvn)flﬂglvnvzﬂgl.
Thus, it follows that
by = v, Clu, = (14 UIElen)fleErjlvn <1

Altogether we have 0 < 1 — ¢, < 1 and the statement follows easily by
induction. O

Theorem 4.6.5. For the solution of the Markov Decision Problem QP (b) it
holds:

a) The value functions are given by

V(z) = (I;Oi% fb>2dn, v€E

where (dy,) is defined in (4.34). Then Vy(xo) is the value of problem QP (b).
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b) The optimal policy 7 = (f§, ..., frn_q1) s given by

* bsg -1
fi(x) = S Coi1iER,11, z€E.
N

¢) The first and the second moment of X under m* are given by

E7 [Xn] = oSk do + b(1 — do)
ET [X3] = (205%)2do + b*(1 — do).

Proof. The problem QP(b) is of linear-quadratic form and close to Section
2.6.3. However, the cost function involves a linear term. We show that the
Structure Assumption (SAy) of Theorem 2.3.8 is satisfied for the cost-to-go
functions with

M, = {v:R—R|v(z) = (17 — ¢c2)” for 1,2 € R}
Ap={f :R—=RY| f(2) = (c3 — w)ea for ¢ € R, c4 € RY).

Let us check the conditions:

(1) (l’ - b)2 S MN-
(i) Let v € M, 1. We assume that v(z) = (c;z — b)? and obtain with the
abbreviation c¢5 := ¢1(1 + ip41):

Too(e) = inf E [U(u tins)(@+a- Rn+1))]

— aié%dlE [(cl(l +inp1)(@+a- Rogr) — bﬂ

= inﬂ{d {cgccz +2¢22a B[R, 1] + c2a" Cpira — 2bes(z + a B[R, 11]) + b2}.
ac

The minimum point has to satisfy
¢5Cni1a — bE[Ry41] + csz E[Ry,41] = 0.
Hence the minimizer is given by

(b — cs2)
Cs

falz) = Cri1 E[Rn4a].

Inserting the minimizer into the equation for 7,v gives
Tov(z) = 22® — (b— c52)> E[Rny1] ' Cpl E[Rpg] — 2besz + b2
— (57 — b)2(1 — E[Rn1] O ]E[Rn+1]) € IM,.
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(iii) The existence and structure of the minimizer has already been shown in
part (ii).
Thus, we can apply Theorem 2.3.8 and obtain

V(@) = (z —b)
and by induction using the results from (ii)

SY 2
Vi(x) = Tn Vg1 (w) = dny1 (1 — Lnyr) (% - b)

with 0 < d,4+1 < 1 according to Lemma 4.6.4. The minimizers have been
computed in part (i) and give the optimal policy.

Inserting the optimal policy 7* into the wealth equation yields the statements
in part c). O

Now we are able to compute A* > 0 and 7* = 7*(\*) such that ]E;ro [Xn]=u
and 7* is optimal for P(A\*). From Lemma 4.6.3 and Theorem 4.6.5 we obtain
b* = EX [Xn] + A\ = p+ \*
Ef [Xn] = 20S%do + b* (1 — do)
« !

and therefore
do
1—dy
since dy € (0,1). Using b* = u + \* we get the following solution of the
mean-variance problem which is the main result of this section.

A= (u— CEOSRr)

Theorem 4.6.6. For the mean-variance problem (MV) it holds:
a) The value of (MV) is given by

do

Varg, [Xn] = 7o

. 2
(EZ [Xn] - 20S%)
where dg is given in (4.34). Note that ]E;Er0 [Xn] = p.

b) The optimal portfolio strategy ©* = (f,..., fx_1) is given by

* o M*dOIOS?\[ S_SL . 1
f”(x) - <( 1—do )59\] z C’n+1 E[Rn+l]a z ekl

Since 9S% < 1, a higher expected return corresponds to a higher variance
of the portfolio. Now if we assume that we have initially xy Euro available
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for investment, then Theorem 4.6.6 yields the following linear dependence of
the expected return of the portfolio on the standard deviation:

1= dy
do

(o) i=p=x0S% +o

where 02 := VarZ [Xy]. This curve is called the efficient frontier or capital
market line and gives the solution of the portfolio problem as a function of o.
The slope is called the price of risk or Sharpe ratio. Moreover, the so-called
Two-Fund Theorem which is well known in the classical Markowitz model,
can be recovered in the multistage problem.

Corollary 4.6.7 (Two-Fund Theorem). At any time, the optimal policy
invests a certain amount of money in the bond and the remaining money is
invested in a mutual fund.

Proof. In the representation of the optimal policy ©* = (fg,..., fy_q) in
Theorem 4.6.6, the first factor is a real number and C’;il E[Ry+1] is a vector
which determines the mutual fund. a

Remark 4.6.8 (Hedging of Claims). When the initial wealth of an investor
is insufficient to hedge a contingent claim perfectly, the investor can try to
minimize the distance of her terminal wealth to the payoff H of the contingent
claim. Hence an optimization problem of the following type arises:

: ™
min B [((H — Xy)]
where the function £ measures the loss. This is again a Markov Decision Prob-
lem if H = h(Sy) is a European claim. In this case besides the wealth, also
the current stock price has to be part of the state of the Markov Decision
Model. If H is an arbitrary claim then it would be necessary to keep track of
the complete history. There are different reasonable choices for the loss func-
tion £. Popular choices are ¢(x) = 2% or £(x) = 2. The first function leads
to variance optimal hedging and the second one to shortfall minimization. ¢

4.7 Dynamic Mean-Risk Problems

In the preceding section the role of the variance is to measure the risk of
the portfolio strategy. However, the variance has many drawbacks, one for
example is that it measures deviations which are below and above the mean.
Recently a new axiomatic theory of how to measure risk has emerged which is
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to a considerable extent motivated by practical considerations. In this section
we will solve, at least in the binomial model, the problem of the previous
section when the variance is replaced by the Average-Value-at-Risk which is
for X € L1(02, F,P) given by

1
AVaR,(X) = L/ VaR.(X)do
1—7vJ,

where v € (0,1) and VaR,(X) is the Value-at-Risk at level . For a short
review of risk measures the reader is referred to Appendix C.2.

Let us now consider the binomial model or Cox-Ross-Rubinstein model of
Section 3.1 with one stock and one bond (with interest rate ¢ = 0). As in
the previous section we look at the following Markov Decision Model with
disturbances Z,, = R,, (where r and g will be defined later):

E := R where z € E denotes the wealth,

A := R where a € A is the amount of money invested in the risky asset,
D(z) := A,

Z :={d—1,u — 1} where z € Z denotes the relative risk,
T(z,a,z):=x+ az,

QZ({U’ —1}|z,a) :==p € (0,1).

For m € FN we denote by AVaRZ>™(Xy) the Average-Value-at-Risk of
the terminal wealth X under portfolio strategy m and initial wealth xg.
Note that the AVaR can also be characterized as the solution of a convex
optimization problem (see Example C.2.2). Since we assume a binomial model
we obtain E7 [Xy] € R and hence AVaR7 _(Xn) € R for all v € (0,1). We
want to solve

AVaRT _(Xn)— min

Zo,Y

(MR) N Kz, [Xn] > p
meFN,
We are in particular interested in large values for v, e.g. v = 0.995. Denote

the value of the problem by Vi r(zo). To ease the exposition we will make
the following assumptions throughout this section.

Assumption (FM):

(i) There exist no arbitrage opportunities, i.e. d <1 < u.
(ii) p > g where

1—-d
€ (0,1).
l (7)

q =
w—

(iii) 0 < o < p.

In contrast to the mean-variance problem we need a no-arbitrage condition
here. Otherwise the value of (M R) would be equal to —oco. The probability
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q € (0,1) is the risk neutral probability for an up movement under which
the stock price process becomes a martingale. The case p < ¢ can be treated
similarly (cf. Theorem 4.7.4). If p = ¢ then (X,,) is a martingale and there
exists no admissible strategy of (MR) since zg < p. In this case the value
(MR) is equal to +00. Moreover, as in the mean-variance problem condition
(iii) is reasonable because otherwise the constraint can be fulfilled by just
investing in the bond.
We solve problem (MR) by the well-known Lagrange approach (see Section
4.6): For this purpose let us denote the Lagrange function by

Ly (m, ) := AVaRT,_(Xn) + /\(u —ET, [XN]), x> 0.
Obviously we have Vysr(zo) = inf cpy supysq La, (7, ). We will first con-
sider the dual problem Vp(2¢) = supysq infrcpnx La, (7, A). In order to solve
it we can write the objective function as follows where we make use of the rep-
resentation of the Average-Value-at-Risk as the solution of an optimization
problem (see Example C.2.2):

sup i, { ot {b+ T2 B2, [0 071} A= B, [0])}

o g EL [(Xn +0)7] .
_igggﬂg{bﬂgf{ o AR (=X = )] | + 20+

. . 1 - _
= ig%égﬂg{b(l + ) +Au+ﬂ1€I}fN {(E +)\) E7 [(Xn+b)7]

~AEL, [(Xw + )]} }.

Next we aim to solve the inner stochastic optimization problem

(v +2) BE, (X +0)7] = \EF, [(Xy +8)*] — min
P(\,b)
me FN

where A > 0 and b € R. The problem P(\,b) is a Markov Decision Problem
with the same data as before and reward functions

e r(z,a):=0,

o g(x) =Nz +b)" — (ﬁ +/\)(95+b)_-

In what follows we treat this problem as a cost minimization problem. For
n=0,1,...,N let

1y (1-p\" " P\
Cp 1= ()\+ ﬁ) (1—q) s and dn =\ (a) .
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Note that g(z) = dy(z +b)" — cy(z + b)™ and that ¢y > dy if v is large.
Moreover it holds: ¢y > dy is equivalent to ¢, > d,, for alln =0,1,..., N.

Theorem 4.7.1. For the solution of the Markov Decision Problem P(\,b) it
holds:

a) If co > do, then the value functions are given by
V(@) =cn(z+b)" —dp(z+b)", 2€E

and Vo(xo) is the value of problem P(\,b). If ¢co < do, then the value of
P(\,b) is equal to —oco.

b) If co > do, then the optimal policy 7 = (f,..., fhx_) is stationary and
given by

z+b x4+

rTo E
1—u’1—d} Te

fr(x) = f"(x) == max{

Proof. Suppose ¢y > dy. We show that the Structure Assumption (SAy) is
fulfilled with

M, :={v:E—R|v)=cz+b) —dxz+b)T,
for0<d<d, <c, <c}
A, = {f:R =R f(z) = max{ci(z + D), ca(z + b)}
for 1 <0< ea}.
In this example our strong Integrability Assumption (Ay) is not satisfied,

however Theorem 2.5.4 still holds true (see Remark 2.3.14). Let us check the
conditions:

(i) en(z+b)~ —dn(z+b)" € My is obvious.
(i) Let v € M, 41 and suppose v(x) = c(x + b)~ — d(x + b)T. We obtain:
Tuv(xr) = inf {p[c(x +b+a(u—1)) —d(z+b+alu— 1))?
a€R

+(1-p) [c(sc +b+a(d—1) —d(z+b+ald— 1))*”
=: ggﬂh(a).

Let us first assume that « + b > 0. The function h is piecewise linear

with slope changing at a1 := ff,fi < 0 and a9 := %@ > 0. The slope on

the right hand side of as is non-negative if and only if %c > %d which
is the case by our assumption since

P < Pdyiy = dn < 0 = 72 en41 <

< C.
q q —q 1-¢
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Note that the slope on the left hand side of ay is negative. Finally we
investigate the slope on the interval [aq, as]. It can be shown that this
slope is negative if d > 0 and zero if d = 0. Hence the minimum is
attained at a* = ay. Moreover, we obtain

7w@)=—§ﬂx+m.

In case z + b < 0 we obtain as < a;. Since 1:—50 > %d, we get a* = ay

as a minimum point. Summarizing we obtain

1—
To(@) = 7 Pe@+b)~ = La@+b)* e M,
—q q
(iii) The existence and structure of the minimizer has already been shown in

part (ii).
The statement for ¢y > dy then follows by induction. In case ¢y < dy define

n* ;= inf{n € N| ¢, > d,,} and consider the strategy = = (fo, f1,..., [n—1)
with

0, n=0,...,n" =2
fa)=9qa  n=n"-1
f(z),n>n*

where f*(x) := max { £th ff&} and a € A = R. By the reward iteration

we get
Vor (z0) = %fo s TNflfN—lgN(xO)
= p{cn* (zo+b+alu—1)) —dp-(z0+b+alu— 1))+}

+(1 —p) [cn* (zo+b+ald—1)) —dp(x0+b+ald- 1))—1.

Following the discussion in part (ii) we finally obtain that lim,—,oo Vor(z0) =
—oo and the value of problem P(A,b) is equal to —oo. O

In what follows we write V(zo) = Vo(zo) and fo(z) = f*(x) to stress the
dependence on b. Next we have to solve

Ly (m, A\) — min
P(X)
meFN

where A > 0. For this purpose define
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1—p\N
et (o))
1—g¢q

R e e Oy O
ner (p(1 =)™ = (g1 = p))™"
) e 2 A=)V A =) = (1 =g
Y=rm = {pN—qN’ 1=V —(1-p)¥ }

Note that v; < 2. With these definitions we can formulate the solution of
the optimization problem P(\) as follows.

Proposition 4.7.2. a) The value of problem P(\) is given by

w—xzo)A—xo if A€ [0,A*], v >
inf Lmo(w,)\)—{( 0= 2o 0.1 !

meFN —00 else.

b) The optimal policy 7 for P()\) is stationary, i.e. 7 = (f°, ..., f*) € FN
with
{—xzo} if X e [0,A%)
be [-z0,00) HA=X, v>7

(—OO,—QC()] lf)‘:>‘*7 Y1 S’YS'YQ

Proof. Recall that

inf Ly, (7, A) = inf {b(1+X) + A+ V(20)}

TeFN

Therefore define
h(A,B) := b(1+ A) + A+ Vg (o),

i.e. we have to solve infpeg h(A,b). From Theorem 4.7.1 we know that
V& (x9) = —oc if and only if

(1-p)"
(p(l - q))N - ((1 - p)q)

Hence for A € [0, Af(y)] we obtain

c<dy & A> N(l—’y)_l =: )\T(’y)

(X, b) = b(1+ X) + A+ co(zo + b)~ — do(zo + b)T

which is piecewise linear in b and the slope changes at —x(. The slope for
b < —xg is given by 1 + X+ ¢g and for b > —zp by 1 + A — dy. In order
to obtain a minimum point of h(A,b), the slope on the left-hand side of
—xp has to be non-positive and the slope on the right-hand side of —zy has
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to be non-negative. This is the case if and only if A < A*. If A < A* the
minimum point is unique. Thus, the value of our problem can only be finite
if A € [0, min{A*,A{(y)}]. If ¥ < 71 we obtain A* < 0 and no A exists for
which the value is finite. Now if v > ; it can be shown that A* < Af(y). In
this case the value of the problem is given by

li)nﬂg h(A,b) = —zo(1+ X)) + Ap = (u — o)A — o.
€

The optimal policy follows from the preceding discussions. a

Now we are ready to state the solution of the initially posed mean-risk prob-
lem (MR).

Theorem 4.7.3. For the mean-risk problem (MR) it holds:

a) The value of problem (M R) is given by

(1= zo)N* — 1z if y >

Vumr(zo) = {

—00 else.

b) The optimal policy ©* is stationary, i.e. ™ = (f*,..., f*) € FN with

N

ﬁ((u—xo)#ﬁ—xo—&—x) if 72>

—_ N .
ﬁ((ﬂfo—u)%—xo—&-x) if 11 <y< .

Proof. If v < 71, then by Proposition 4.7.2 we obtain inf,cpn Ly, (7, A) =
—oo for all A and the statement follows. Let now v > ~;. We derive from
Proposition 4.7.2 that

sup inf L., (7, A) = sup {(u — To)\ — mo} = (u— z9)\" — 0.
A>0mEFN 0<A<A*

Next we search for an optimal policy 7* in Proposition 4.7.2 such that
™ = 7*(\*) and \* satisfy:

ET [Xy]>p and A (Eg;‘ [Xn] - M) —0.

If v > 71 we have \* > 0 and we have to find 7* such that ]E;T; [Xn] = p. Tt
can be shown that a policy 7* = (f°,..., f*) € FV as defined in Proposition
4.7.2 yields for b > —xq:

N _ N
]E];Z [XN] = X0 + (ZL'O + b)pq—Nq (435)
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If v > ~2 we have to find b € [—xzg, 00) such that the expression in (4.35) is
equal to u. Indeed, if we solve the equation we obtain

gV
b* = (u—x9)————- — X9 > —Xp
(1= 0) oy

which defines the optimal policy. Similar arguments lead to the optimal policy
in the case v € (y1,72].

If v = v1 we have \* = 0. In this case we only have to find an optimal 7*
that is admissible for (MR). This is fulfilled for every f with

1-q"
1=V -(1-p)¥

bg(l‘o—,u,) — X0.

Altogether we obtain now

inf sup Ly, (7, A) > supinf Ly, (7, A) = Ly, (7™, A*) > inf sup Ly, (7, A),
T A>0 A>0 T T A>0

ie. (7%, \*) is a saddle-point of L, (m, \). Hence by Lemma 4.6.2, 7* is opti-
mal for (MR). O

Though we have restricted our analysis to the case p > ¢ so far, for the sake
of completeness we will present the solution of problem (MR) also in the case
p < q. Here other definitions for 41,72 and A* = A*(7y) are necessary:

gV —pN
ga! ::q—N7

N N
2 -— 1- N 4 _—P )
e ) (L on)”
¢~ min (1—g) pN(A =)t =gV
A {<1—p>N—<1—q>N’ P }

Theorem 4.7.4. Suppose p < q. For the mean-risk problem (MR) it
holds:

a) The value of problem (M R) is the same as in Theorem 4.7.3 with \*
and v1 as defined above.
b) The optimal policy T* is stationary, i.e. ™ = (f*,..., f*) € FN with

N .
m((ﬂ—fﬂo)ﬁm—xoﬁ-x) if 1 <y<vy

1— N

_1 R ¢ ) A .
1— ((!Eo ,u) (1,q)N,q(1,p)N xo + .’L‘) if v> .
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Remark 4.7.5. a) Note that, as in the mean-variance problem, the efficient
frontier is linear

_pt+xo
=
where p := AVaRg;W(XN). The slope of this function is given by ++. In
the case p > q we have

n(p) + g

Otherwise, the slope is given by

1-pNa-yt-Q0-g¥
(1= -1 -p~

b) In case p = ¢ the stock is a martingale and hence we cannot improve our
wealth on average and the value of (MR) is 4o00. If p > ¢ the amount
invested in the stock is always positive and in the case p < ¢ it is always
negative. Moreover, the larger |p — g|, the less is the absolute amount
which is invested. The explanation is as follows: compare this situation to
the classical red-and-black casino game. There, a timid strategy is optimal
if the game is favourable. Since short-sellings are allowed in the financial
model, the case p < ¢ is also favourable by short-selling the stock. If |p—g¢|
is large we can invest less since the probability for a gain is large. If |[p —g|
is small, then we have to take a higher risk and play a bold strategy. ¢

4.8 Index-Tracking

The problem of index-tracking which is formulated below can be seen as an
application of mean-variance hedging in an incomplete market. Suppose we
have a financial market with one bond and d risky assets as in Section 3.1.
Besides the tradeable assets there is a non-tradable asset whose price process

(Sr) evolves according to

Sn+1 = SanJrl-

The positive random variable Rn+1 which is the relative price change of the
non-traded asset may be correlated with R, 4. It is assumed that the random
vectors (R1, Ry), (Ra, Ry), ... are independent and the joint distribution of
(Rn, ]A%n) is given. The aim now is to track the non-traded asset as closely as
possible by investing into the financial market. The tracking error is measured
in terms of the quadratic distance of the portfolio wealth to the price process

(Syn), i.e. the optimization problem is then
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E.; L%O (x2 - Sn)g] — min (4.36)

¢ = (¢n) is a portfolio strategy

where ¢,, is F,, = o(Ra,..., Ry, Ry,..., Rn)—measurable. This problem can
be formulated as a linear-quadratic problem (see Section 2.6.3). It is impor-
tant to note here however, that the state space of the Markov Decision Model
has to include (besides the wealth) the price of the non-traded asset. Thus,
the data is given as follows:

e F:=R xRy where (z,5) € F and « is the wealth and § the value of the
non-traded asset,

e A:=R? where a € A is the amount of money invested in the risky assets,

e D(x,8):=A,

o Z:=(-1,00)% x Ry where z = (21,22) € Z and z is the relative risk
of the traded assets and zy is the relative price change of the non-traded
asset.

e The transition function is given by

To((2,3), 0, (21, 22)) = <1 +é”+1 ZO2> (i) n ((1 HBH)ZI) a,

e QZ(-|(z,8),a) = joint distribution of (Rps1,Rny1) (independent of

((x, 3), a)

8)
Problem (4.36) can now be solved by the Markov Decision Model. The value

functions (cost-to-go functions) are given by
N
V(x,8) = inf B¢ | > (Xi — Sk)Q] , (z,8)€E
k=n

and Vp(z, §) is the minimal value of problem (4.36). When we define

o= (47)

the problem is equivalent to minimizing

S (%) o(¥)

k=n

s
nrs

The linear-quadratic problem in Section 2.6.3 yields the following result.
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Theorem 4.8.1. a) The value functions of problem (4.36) are given by

where the matrices Q,, can be computed recursively as in Theorem 2.6.3.
In particular Q,, are symmetric and positive semidefinite.

b) The optimal portfolio strategy @ = (f§,..., frn_1) is linear and given
by

fetws) = (B [RuaRL])

q21 . ~ €T
ni
(Rn+17 (1+1'n+1)q7111+1 Rn+1Rn+1 ) §

where the elements of Q.41 are denoted by qujH.

-E

Instead of tracking an index, the problem can be modified slightly such that
the investor tries to outperform the index. This can be achieved by adding

to (Sy) an additional (deterministic) amount, say (b, ), and minimizing

N
> Xy =S W}

]Ea:§

n=0

over all portfolio strategies ¢. This problem can be solved in the same way.

4.9 Indifference Pricing

In this section we introduce indifference pricing, a method to price contin-
gent claims in incomplete markets which has attained considerable attention
in recent years. More precisely we assume here that the incompleteness of
the market comes from an additional asset which cannot be traded. The un-
derlying idea of the indifference pricing approach can be traced back to the
zero-utility premium principle in insurance: Suppose an investor with a util-
ity function and initial wealth = > 0 is given as well as a contingent claim
with payoff H > 0 at maturity where the payoff depends both on the traded
and non-traded asset. What is the fair price at which the investor is willing
to sell H at time 07

The indifference pricing approach says that this is the amount vo(H) such
that the following quantities are equal:
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e The maximal expected utility the investor achieves when she only uses her
wealth  and invests in the traded asset.

e The maximal expected utility the investor achieves when she sells short H
for the price vy and uses the wealth x + vy to invest in the traded asset.

Of course, the price of a contingent claim in this approach depends on the
utility function of the investor. In what follows we will be more precise and
use an exponential utility function. In order to keep the outline simple, we
will start with a one-period model.

One-Period Financial Market

Suppose we have a one-period financial market with one bond, a traded risky
asset and a non-traded risky asset. For simplicity we assume that the bond
has zero interest, i.e. ¢ = 0. We denote the price process of the traded asset
by S = (Sn) and the price process of the non-traded asset by S = (Sy).
The initial prices SO = s and SO = § are gwen and at time 1 we assume

that S; = SOR and S1 S’OR where R and R are the random relative price
changes. We suppose that 2 := {w1,ws, w3, ws} and

R(wl) ; R(wg) = ’lAJ, R(WQ) = R((U4) =

and the joint distribution of (R, R) can be computed from the given proba-
bilities py := P({wx}) >0, k =1,...,4. Throughout this section we assume

Assumption (FM): 0<d<1l<u and d<.

If the amount a € R is invested into asset S at time 0, the wealth of the
investor at time 1 is given by

X, =z+a(R-1).
We assume that the investor has an exponential utility function, i.e.
Ux)=—-e" xR, v>0.

Next we consider a contingent claim whose payoff depends on both assets
i.e. the payoff is given by a non-negative random variable H such that
H = h(S1,51). Now define by

Vil (x,s,8) := sug]E [—e‘Wm_Wa(R_l)J”H (4.37)
a€c

the expected utility the investor achieves when she has initial wealth x and
is short in H. If H = 0 then we write V(z, s, 8). Formally, the indifference
price is defined as follows.
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Definition 4.9.1. The indifference price of the contingent claim H is the

amount vg = vg(H, s, §) such that
Vd(z,s,8) = Vi (z + vo, 5, 8)

forallz e R, s> 0,5 > 0.
Note that vy does not depend on z. In our one-period market it is pretty
simple to compute the indifference price. For convenience we denote by

o 1-d
1= w_d

the risk neutral probability and define h(Sy,S;) = H := ¢ and

hy(s,8) :=p1 - ﬁ(su, §a) + pa - B(su, §£l)
ha(s,8) :=ps - B(Sd, §u) + pyg - B(sd, §&)

Then we obtain

Theorem 4.9.2. For the one-period financial market it holds:

a) The solution of problem (4.37) is given by
A — hu(s §) q hd(s §) 1—q
H — _pTT ) ’
Vo' (z,s,8) e ( . ) ( 17(1) )

b) The indifference price of the contingent claim H is given by

)+ ()

a4, (hu(s, 3)

v(H,s,8) ==
of ) 2l D1+ D2

Proof. The proof of part a) is straightforward. In order to solve the problem

(4.37) we have to minimize the function

a e 7MW Dp (5 8) + e 7D, (s, 8).

Note that this function is convex, thus it is sufficient to find the zero of the
first derivative. The minimum is attained at
. _ log(u —1) —log(1 — d) +log(hu(s, 3)) — log(ha(s, 3))
Y(u—d) '

Inserting a* yields V1. For part b) note that we obtain from the first part

p1 +p2>q <p3 +P4)1q

that
0 ” —
Vila,s,9) =~ (PR (LR
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Using the definition of the indifference price the statement follows immedi-
ately. a

Remark 4.9.8 (Minimal Entropy Martingale Measure). Suppose we define a
new measure Q on {2 by setting

Q{wr}) =ar:=¢q

, fork=1,2
p1+ p2

Pk
QHwi)) =qr == (1 — for k = 3, 4.
{wr}) = @ ( Q)p3 Dy or )

It is easy to check that Q is indeed a probability measure on {2 and that

(i) EgS; = So.
(i) Q(Sy € B|Sy) = P(Sy € B|S,) for all B C {4d, 50}

Moreover Q is the minimal entropy martingale measure in the sense that it
solves

o s 7p

where the minimum is taken over all P-equivalent measures which satisfy
condition (i) (i.e. all equivalent martingale measures). Having this measure
it is interesting to note that the indifference price of Theorem 4.9.2 can be
written as

Uo(H,S,é) = %]EQ [log]EQ [e’YH|Sl] ‘SO =S, SO = §]

Thus, in case the payoff of the contingent claim depends only on the traded
asset, i.e. H = h(S1), we obtain

’Uo(H, S, §) = EQ[H|SO = S]

independent of 5. Moreover, it is easy to see that in this case the measure
Q coincides on the o-algebra {(Z), 2, {w1,wa}, {ws, w4}} with the unique risk

neutral measure in the binomial model. Thus the indifference pricing formula
is consistent with the arbitrage free pricing formula (see Appendix C.1). ¢

Multiperiod Financial Market

In this section we extend the one-period financial market of the previous
section to an N-period model by setting

Sn+1 == SanJrl, Sn+1 = San+1, n = 07 1, ey N -1
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where we assume that the random vectors (Ry, Ry), (Ra, Ry), ... are indepen-
dent and identically distributed and have the same distribution as in the last
section. We have here F,, = 0(Ry1,..., Ry, Ry,..., Rn)

Now let H = h(Sy, S ~) be the payoff of a contingent claim. The evolution

of the wealth process (X,,) is here given by
Xn+1 = Xn + (bn(Rn—i-l - 1)

where ¢ = (¢,) is a portfolio strategy. As in the one-period market the
investor has an exponential utility function U(x) = —e™7*,+ > 0. Following
the theory in Section 4.2 we can formulate the utility maximization problem
as a Markov Decision Problem. Since H = h(Sy, S ~) we have to include the
prices of the traded and non-traded assets in the state space:

e E:=RxR3 where (z,s,8) € E and z is the wealth and s and § are the
values of the traded and non-traded assets respectively,

e A :=R where a € A is the amount of money invested in the traded asset,

o D(z,s,8) := A,

o Z:=R, xR, where z = (21, 22) € Z are the relative price changes of the
traded and non-traded assets respectively,

° T((z, s,8),a, (Zl,ZQ)) = (x +a(z — 1), szl,§22),

e Q%(-|(z,s,8),a) := joint distribution of (Rps1, Rny1) given by (p1, po,
p3,p4) (independent of ((:ﬂ,s,é),a)),

o 1, =0,

o gn(m,s,8) = —e V@=h(5:9)

For n =0,1,..., N we define the value functions by

VH(z,5,3) :=supE" [—e*”(XN*H) . (4.38)

n,r,s,s

If H = 0, then we write V,)(z,s,3). The indifference price of H at time
n which we denote by v, = v,(H, s, §), is then defined as the value which
satisfies:

VO(x,8,8) =VH(x+v,,538), reR s>0,5>0.

This time it is not possible to obtain a closed formula for the indifference
price, however, some important structural properties can be shown. In what

follows we denote

o —va(Ry1—1)
v irelﬂfQ]E [e ] . (4.39)

In view of (FM) this problem has an optimal solution and the value v is
positive and finite. We obtain:
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Theorem 4.9.4. For the multiperiod financial market it holds:
a) The value functions of problem (4.38) are given by
VH(z,s,8) = —e7%d,(s,3),
where (dy,) satisfy the recursion

dn(s,8) = eVh(5:9),
dn(s,8) = inf B [ R0y (5B 1, 5R04) |
ae
In particular, V) (z,s,8) = —e %N ",
b) The indifference price of the contingent claim H is given by

vn(H,s,8) = %log (M)

,UN—n

¢) The indifference prices satisfy the following consistency condition on
0:

On (Vng1(H, $Rni1, 3Rny1),5,8) = vu(H,5,8), n=0,1,...,N—1.

Proof. a) The expression for V,? follows from Theorem 4.2.15. The statement
for V. follows by induction. Note that the value iteration has the form

Vi (2,5,8) = —e 79 = 7% (s, §)

VnH(x, S, ,§) = SUE]E |:VnI—_I~_1 (I + CL(Rn+1 - ].), SRn+1, §Rn+1>:| .
ac

b) The indifference price follows from part a).

¢) Let v, := v,(H,s,8) and w, = vn(vnH(H, s]:ZnH,éRnH),s,é). Then,
v, 1s the solution of

V,?(:z:, s,8) = VnH(x + Un, 8, §)
which can be written as

_em e N=n — _ o=v(@tun) ;gﬂf{]E |:e_7a(én+1_1)dn+1(sén+17 anH)] )

On the other hand w,, is the price at time n of a contingent claim with
payoff

~ - 1 dn Rn ) ARn
Unt1(H, sRny1, 80 41) = 5 10g< +1(szvjn1j +1))'
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Using the result of the one-period model, the price w,, is here the solution
of

_ _ . _ > _ d 1 SR 1 §R 1
—e %y = —e 1@t wn) jpf | | r0(Fnpa—1) 20t ( Nn+ = i)
a€R pN—n—

Comparing the last two equations we obtain v,, = w,,.
O

The indifference price v, (H, s, 8) is positive since d,(s,8) > vV"" > 0. The
inequality follows by induction from part a). Due to part ¢) and to Remark
4.9.3 we can also compute the indifference price by iterating the expectation
operator with respect to the minimal entropy martingale measure.

4.10 Approximation of Continuous-Time Models

Many financial models are defined in continuous-time and involve continuous-
time stochastic processes like the Wiener process. The corresponding opti-
mization problems are then also defined in continuous time. However, in most
cases these problems can be approximated by discrete-time problems which
reduce to Markov Decision Problems when the original problem is Markovian
too. This observation can be used for numerical purposes. For another discus-
sion into this direction see the example in Section 9.3. Moreover, sometimes
the assumption of continuous trading may be questioned since interventions
at discrete time points are more realistic. In order to illustrate the relation
between continuous- and discrete-time problems, we will briefly explain in an
informal way the so-called approzimating Markov chain approach. For more
details we refer the reader to Kushner and Dupuis (2001) or Prigent (2003).
To outline the approach we assume that the controlled state process X = (X)
is given by the stochastic differential equation

dXt = /J/(Xt, ut)dt + O'(Xt, Ut)th,
XO =,

where W = (W) is a Wiener process. For simplicity we assume that X
is real-valued and that the control u = (u;) has to satisfy u; € U for all
t > 0 where U is an arbitrary compact set. The function p and o should be
such that a solution of the stochastic differential equation exists. Of course,
admissible controls have to be adapted with respect to a reasonable filtration
(e.g. the filtration generated by the Wiener process). The aim is to maximize
the expression
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T
V() = E / r(t, Xe,u)dt + g(Xr)|, z€R
0

over all admissible controls where r and ¢ are suitably defined reward func-
tions. We define the maximal value function by V(x) = sup, Vu(z), x € R.

Now we search for a Markov chain which approximates the state process
and for a reward functional such that V,, is approximated. These quantities
together define the corresponding Markov Decision Problem. It seems to be
reasonable to choose a state space E := G, a finite grid G C R, an action space
A =U and define D(z) := A. The step size is given by h. The approximating

Markov chain (X,,) and thus the transition kernel is obtained by the following
local consistency conditions:

t+h
EL (X0 - X] = EL | / (X, us)ds| = pler, w)o + ofh),
t

]Ego: [(XnJrl - XTL)Q] = ]Ezl&tw [(/tt+h U(XmUS)dWS)z} + O(h)
= o%(z,us)h + o(h)

where t = nh and f,(x) = u;. In general these conditions do not determine
the transition kernel @) of the Markov Decision Model uniquely, so there is still
some freedom to choose the parameters. Note that it is also possible to use
the variance of Xn+1 — X, instead of the second moment since for h — 0 the
limits are the same. The reward function is defined by r,(z, a) := r(nh,z,a)h

and the terminal reward function is g. Thus we obtain with N = £

R
N-1 )
Vor(z) = V()};r(x) =E; Z Tn(Xn, An) + 9(XN)
n=0
and the maximal value Vy(z) = VI (z) = sup, Vor(z). Now under some

additional conditions (like continuity and growth conditions) we obtain

Jim Vi(x)=V(z), z€E.
Often it is also possible to show that the optimal policies of the Markov
Decision Problem approximate the optimal control in the continuous-time
problem, but this is more demanding and yields further regularity conditions.
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4.11 Remarks and References

Pliska (2000) uses the so-called martingale method (or dual method) to solve
portfolio optimization problems. This method utilizes the fact that in com-
plete financial markets every contingent claim can be perfectly hedged. Then
the dynamic stochastic optimization problem can be split into two steps: (1)
Find the optimal terminal wealth (via a Lagrangian approach) and (2) com-
pute a hedging strategy w.r.t. the optimal terminal wealth. A more economic
treatment of intertemporal portfolio selection can be found in Ingersoll (1987)
and Huang and Litzenberger (1988).

Korn and Schal (1999) consider value preserving and growth optimal port-
folio strategies. Risk-sensitive portfolio optimization problems are studied in
Bielecki and Pliska (1999), Bielecki et al. (1999), Stettner (1999, 2004) and
Di Masi and Stettner (1999). Prigent (2007) investigates a lot of practical
aspects of portfolio optimization in a static setting as well as in continuous-
time.

Sections 4.1, 4.2 and 4.3: An investigation of the one-period optimiza-
tion problem and its relation to the existence of no arbitrage opportunities
can be found in Follmer and Schied (2004). The equivalence between the
existence of optimal portfolios for multiperiod utility maximization problems
and absence of arbitrage opportunities follows essentially from the one-period
problem since both the optimization problem and the arbitrage condition
can be formulated in a local form. Some authors have investigated the rela-
tion between the existence of optimal portfolios and existence of equivalent
martingale measures, the latter being equivalent to the absence of arbitrage
opportunities. A first approach can be found in Hakansson (1971b) who used
a ‘no-easy-money-condition’. Further papers which treat this question are
Schal (1999, 2000, 2002), Résonyi and Stettner (2005), and Rogers (1994).
Discrete-time multistage portfolio problems have been considered since the
late 1960s by e.g. Mossin (1968), Samuelson (1969) Hakansson (1970, 1971a,
1974), Kreps and Porteus (1979) and Bodily and White (1982). He and Pear-
son (1991a,b) investigate consumption-investment problems with incomplete
markets and short-sale constraints. Edirisinghe (2005) treats the terminal
wealth problem with additional liability constraints. In Li and Wang (2008)
martingale measures are identified from consumption problems. References
for continuous-time portfolio selection problems are Korn (1997) and Pham
(2009).

Section 4.4: Regime-switching is a well-known technique to generalize
Markov models. A consumption-investment model with regime-switching can
be found in Cheung and Yang (2007). In the earlier paper Cheung and Yang
(2004) the authors consider the problem without consumption. Canakoglu
and Ozekici (2009) investigate exponential utility maximization whereas in
Canakoglu and Ozekici (2010) they consider the HARA utility problem and
also allow the utility function to depend on the underlying Markov chain.
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Shortfall risk minimization with regime switching is considered by Awanou
(2007). In continuous-time, the classical utility maximization problem has
been generalized in this way by Béuerle and Rieder (2004). An interesting
question in this context is how does the Markov-modulation influence the
value function and the optimal policy? Often things become more risky with
stochastically varying parameters.

Section 4.5: The transaction cost model is based on Kamin (1975), see also
Gennotte and Jung (1994), Dumas and Luciano (1991) and Constantinides
(1979). They show that the optimal portfolio strategy is to do nothing when-
ever it is in a certain region and to transact to the nearest boundary if the
portfolio is outside this region. A more general model is treated in Abrams
and Karmarkar (1980) where not necessarily convex no-transactions regions
appear. More recent treatments of problems with transaction costs are con-
tained in Bobryk and Stettner (1999), Sass (2005) and Trivellato (2009).

Section 4.6: Static mean-variance portfolio theory was investigated in
Markowitz (1952) (see also the textbooks Markowitz (1987a,b)). Recently
it has been rediscovered that the Italian mathematician Bruno de Finetti
already anticipated much of Markowitz’s mean-variance analysis by over a
decade (see de Finetti (1940) and for an English translation see Barone
(2006)). A discussion of the historical development can also be found in
Rubinstein (2006). Tobin (1958) contributed the two-fund argument. Re-
cently the multiperiod mean-variance problem has been solved explicitly by
Li and Ng (2000). For an overview see e.g. Steinbach (2001). A version with
regime-switching can be found in Cakmak and Ozekici (2006), Costa and
Araujo (2008) and Yin and Zhou (2004). Additional intertemporal restric-
tions are treated in Costa and Nabholz (2007). Zhu et al. (2004) study the
mean-variance problem with bounds on the probability of bankruptcy in each
period. A more general problem, namely variance-optimal hedging of claims
in discrete time for arbitrary stock processes, has been considered in Schal
(1994), Schweizer (1995) and Motoczynski (2000). A mean-variance problem
for an insurance company is investigated in Béuerle (2005). In continuous-
time there are different models and methods for dynamic mean-variance opti-
mization problems. We just mention here Zhou and Li (2000) who solved the
problem in a complete market driven by a diffusion process with deterministic
coefficients. For an overview see Zhou (2003).

Section 4.7: A thorough analysis of the mean-risk problem can be found
in Mundt (2007) and Béuerle and Mundt (2009). There also the problem of
intermediate risk constraints is considered in the binomial financial market.
There is a growing number of papers which study different problems where
the trade-off between expected return and risk is treated. Runggaldier et al.
(2002) investigate the shortfall probability when a contingent claim has to
be hedged in a binomial model. The authors also consider the problem with
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partial information. Favero and Vargiolu (2006) extend this analysis to convex
and concave loss functions.

Section 4.8: Evolutionary heuristics for solving index tracking problems are
treated in Beasley et al. (2003) and variance-optimal strategies in Bergtholdt
(1998).

Section 4.9: The idea of indifference pricing is similar to the zero-utility
premium principle in actuarial sciences. Most papers on this topic deal with
continuous-time markets (a recent survey of theory and applications of indif-
ference pricing is Carmona (2009)). The presentation of this section is based
on Musiela and Zariphopoulou (2004). They present the recursive pricing
algorithm with the minimal entropy martingale measure.

Section 4.10: A thorough analysis of the approximating Markov chain ap-
proach can be found in Kushner and Dupuis (2001) (see also Prigent (2003)).
For an application to the Merton problem see Munk (2003). Discrete-time ap-
proximations of the dynamic programming equation using analytical methods
can be found in Bensoussan and Robin (1982).

There are also a number of papers which investigate the convergence of op-
timal portfolio strategies in a discrete-time optimization problem to optimal
portfolio strategies in a continuous-time problem. He (1991) considers optimal
consumption-investment problems and uses the martingale method whereas
in Fitzpatrick and Fleming (1991) viscosity solution techniques are used.
Duffie and Protter (1992) consider weak convergence of stochastic integrals
and apply it to the gain process in financial markets. Rogers (2001) compares
a classical continuous-time investor in a Black-Scholes-Merton market with
an investor who rebalances her portfolio only at times which are multiples of
h. His findings show that the difference is typically low.
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Chapter 5

Partially Observable Markov Decision
Processes

In many applications the decision maker has only partial information about
the state process, i.e. part of the state cannot be observed. Examples can be
found in engineering, economics, statistics, speech recognition and learning
theory among others. An important financial application is given when the
drift of a stock price process is unobservable and hard to estimate.

In contrast to the previous sections we cannot observe the complete state
directly. Thus it is natural to assume that the admissible policies can only
depend on the observed history. Since however the reward and the transition
kernel may also depend on the unobservable part of the state it is a priori
not clear how to solve the optimization problem. However, by introducing
an information process (filter) the problem can be reformulated in terms of
a Markov Decision Process with complete information and the theory de-
veloped in Chapter 2 can be applied. This approach works here since the
separation principle of estimation and control holds, i.e. the estimation step
is done first and then the optimization. The price one has to pay for this re-
formulation is an enlarged state space. More precisely, besides the observable
part of the state, a probability distribution enters the new state space which
defines the conditional distribution of the unobserved state given the history
of observations so far.

In Section 5.1 we introduce the Partially Observable Markov Decision Model.
In what follows the two important special cases of a Hidden Markov Model
and a Bayesian Model will be of particular interest. In a Hidden Markov
Model, the unobservable process is a Markov chain with finite state space
and in a Bayesian Model the unobservable process is simply a parameter
which does not change in time. In Section 5.2 we deal with the probability
distribution which enters the state space and derive a recursive formula which
is called filter equation. In Section 5.3 we explain the reformulation as a
classical Markov Decision Model (so-called filtered model) with enlarged state
space. In Section 5.4 we treat in more detail the Bayesian Model. In particular
we introduce the concept of a sufficient statistic here which enables us to
simplify in some cases the state space. This concept is well known in statistics.

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 147
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_5,
(© Springer-Verlag Berlin Heidelberg 2011
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Fig. 5.1 General evolution of a Partially Observable Markov Decision Model.

The key observation is that only a part of the observable history is necessary
to determine the conditional distribution of the unknown parameter. We close
this chapter with the investigation of two-armed Bernoulli bandits which is
a prominent example of Partially Observable Markov Decision Models.

5.1 Partially Observable Markov Decision Processes

We first define the ingredients of a Partially Observable Markov Decision
Model where we restrict to stationary data. For the evolution of such models
see Figure 5.1.

Definition 5.1.1. A Partially Observable Markov Decision Model consists of
a set of data (Ex x By, A, D, Q, Qq, 1, g, 3) with the following interpretation:

o ['x x Fy is the state space. We assume that Fx and Ey are Borel sub-
sets of Polish spaces. Let (z,y) € Ex X Ey. Then z is the observable
component of the state and y the part which cannot be observed.

e A is the action space. We assume that A is a Borel subset of a Polish
space.

eD C FEx x A is the set of possible state-action pairs. As usual,
D(x) = {a € A|(z,a) € D} is the set of feasible actions depending only
on the observable part x € Ex. We assume that D contains the graph of
a measurable function from Ex to A.

e () is a stochastic kernel from D x Ey to Ex X Ey which determines the
distribution of the new state, given the current state and action, i.e. if
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(z,y) € Ex x Ey is the current state, a € D(x) the action, we have that
Q(B x Clz,y,a)

is the probability that the new state is in the Borel set BxC C Ex X Ey.

e () is the initial distribution of Yj.

er: D x Ey — R is a measurable function. r(x,y,a) gives the one-stage
reward of the system in state (x,y) if action a is taken.

e g: Ex x Ey — R is a measurable mapping. g(z,y) gives the terminal
reward of the system.

e 3 € (0,1] is the discount factor.

The planning horizon of the system is N € N.

As in Chapter 2 we can define a Partially Observable Markov Decision Pro-
cess (X, Yy) on a common probability space (this will be done later in this
section). By (X,,) we denote the observable process and by (Y;,) the unob-
servable process.

In what follows it is convenient to introduce

QX(BLL',y,(I) = Q(B X Ey|x,y,a), B e B(EX) (51)

the marginal transition probability of the observable part. In our applications
the following special cases play a key role.

Ezample 5.1.2 (Hidden Markov Model). In this case (Y;,) constitutes a (sta-
tionary) Markov chain on a finite state space which can neither be controlled
nor observed but which influences the reward and the dynamics of our system.
Moreover, we assume that the transition of this Markov chain is independent
from the transition of the observable part. Thus, our general model specializes
in the following way: Suppose without loss of generality that Ey = {1,...,m}
is the state space of the Markov chain. If we denote by

pij = P(Yoq1 = j| Yo =)

the transition probabilities of the Markov chain, the transition kernel for the
state process is

Q(B X {]}|ZE, ia a) = pijQX(B|:L'a i7 a)
where QX still has to be specified. ¢

In order to define policies we have to introduce the sets of observable histories
which are denoted by

Hy = Ex,
H, =H,_1xAxEx.
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An element h,, = (z9, a0, 1,...,%,) € H, is called observable history up to
time n.

Definition 5.1.3. a) A measurable mapping f, : H, — A with the prop-
erty fn(hn) € D(z,) for h, € H, is called a decision rule at stage n.

b) A sequence m = (fo, f1,..., fn—1) where f,, is a decision rule at stage n
for all n, is called N -stage policy. We denote by ITy the set of all N-stage
policies.

Let 1 = (fo, f1,.-.,fn—1) € IIN be an arbitrary N-stage policy and let
r € FEx be an initial state. Then the initial conditional distribution Qg
together with the transition probability @ define a probability measure P}
on (Ex x Ey)N *1 endowed with the product o-algebra. This follows from the
Theorem of Tonescu Tulcea (see Appendix, Proposition B.2.5). More precisely
P7(-) = [ PL,(-)Qo(dy). For w = (z0,y0,...,2n,yn) € (Ex x Ey)N*! we
define the random variables X,, and Y;, in a canonical way by their projections

Xn(w) = Tn, Yn(w) = Yn-
If # = (fo, f1,.-.,fn—1) € IIy is a given policy, we define recursively

Ag = fo(Xo)
An = fn(X07AO7X1a e 7Xn)7

the sequence of actions which are chosen successively under policy 7. It should
always be clear from the context which policy generates (A,,). The optimiza-
tion problem is now defined as follows. For 7w € IIy and Xy = z denote

N—-1

Tna(a) = [ B2, | 3 87060 Yo A) + 5 (X, Yi) | Qo)
n=0

and

Jn(z) == sup Jyx(2). (5.2)

welln

Problem (5.2) is called an N-stage Partially Observable Markov Decision
Problem and the process (X,,Y,) is called a Partially Observable Markov
Decision Process. Note that the objective in (5.2) has a different form than
in Chapter 2. Here we have an additional expectation with respect to Qg. Fur-
thermore the admissible policies have to be independent of the unobservable
states. Hence we cannot use the results of Chapter 2 directly. But in Section
5.3 we will reformulate this optimization problem as a standard Markov Deci-
sion Process. In order to obtain a well-defined problem we assume throughout
this section:
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Assumption: For all x € E, it holds

sup / E7,
™

N—1
> B (X, Yo, An) + BN gt (XN, Yiv) | Qo(dy) < oo

n=0

5.2 Filter Equations

In the analysis which follows, the conditional distribution of the unobserved
state Y, given the information U(Xo, Ag, X1,..., An_1, Xn) will be crucial.
This conditional distribution can be computed recursively and this recursion
is called a filter equation. In this section we will derive this equation and give
some examples.

To begin with, let us denote by IP(Ey ) the space of all probability measures
on Ey. Note that if Ey is a Borel space, IP(Ey) is a Borel space, too. In
what follows we assume that the transition kernel @ has a density ¢ with
respect to some o-finite measures A and v, i.e.

Qd(z",y)|z,y,a) = q(a’, ¥z, y, a) A(dz")v(dy").

The key building block of the filter equation is the so-called Bayes operator
& : Ex x IP(Ey) x A x Ex — IP(Ey) defined by

Jo (J 4@ 2y, 0)p(ay) ) v(dy)

D(z, p,a,2")(C) =
Jo ([ 4@ y/1wy, a)pldy) ) vdy)

, CeB(Ey).

We will see in Theorem 5.2.1 below that if p is a (conditional) distribution
of Y, then &(z,p,a,z’) is a conditional distribution of Y, given p, the
current observation z, action a and the next observation .

Let us next define for hy,41 = (hn,an, Tny1) € Hpp1 = Hp X A X Ex and
C € B(Ey) recursively

po = Qo (5.3)
Nn+1(0 | N, anaxn—H) = @(In, /u'n( ‘ hn)a [ Zn—i—l)(c) (54)

This recursion is called a filter equation. The following theorem shows that .,
is indeed a conditional distribution of Y, given (Xo, Ao, X1,...,An_1, Xn).
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Theorem 5.2.1. For all m € IIy we have for C € B(Ey)

tn (C'| Xo, Ao, X1,..., Xn) =PF (Y € C' | Xo, Ao, X1, Xn).

For the proof we need the following lemma.

Lemma 5.2.2. Let v : H, X Ex x Ey — R be measurable. Then for all
h, € Hy, and a,, € D(z,) it holds:

/Nn(dyn|hn)/Q(d(xn—i-hyn-l-l) ‘ xnvynaan)v(hn,xn+17yn+l)
= /Mn(dynmn)/QX(d-Tn+1|$n7ynaan)
/Q(In;ﬂnaanaxn+1)(dyn+l)v(hn;xn+1,yn+1)

provided the integrals exist.

Proof. The left-hand side of the equation can be written as

/ i (dyalin) / Mdzmst) / (Aot 1)a(@ns 1, Yoot 1| s Yos @)
U<hn7 Tn+1, yn+1)~

For the right-hand side we obtain

/Mn(dynmn)/)‘(dffn-&-l)/V(dy)Q(xn-i-l»y‘xn»yman)
/(p(‘rna/~Ln7anaxn+1)(dyn+l)v(hn;xn+1ayn+1)~

Inserting the definition of the Bayes operator and applying Fubini’s theorem
we see that the right-hand side is equal to the left-hand side. O

Proof. (of Theorem 5.2.1) It follows by induction from Lemma 5.2.2 that
E;r[v(Xo, 1407 X1, ce ,Xn, Yn)] = ]E;r[’U/(Xo, Ao, Xl, ey Xn)] (55)

for all v : H, X Ey — R and v'(hy) := [ 0(hn, Yn)pin(dyn|hy) provided that
the expectations exist. For n = 0 both sides reduce to [ v(z,y)Qo(dy). For a
given observable history h,_; it holds:
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E7[v(hn-1, An-1, Xn, Yy)]
- /Mn—1(dyn—1|hn—1)/Q(d(xmyn)|$n—17y”—1’f"—l(h"_l))
v(hn—1, fae1(hn-1), Zn, Yn)

]E; [Ul(hnfl,An,th)]
- /Mnfl(dynfﬂhnfl)/QX(dxn‘xnflyynflafnfl(hnfl))
U/<hn—17fn—1(hn—1)a‘rn)~

Lemma 5.2.2 and the definition of u,, imply that both expectations are equal.
The induction step gives finally (5.5). In particular for v = 1gx¢ we obtain

P ((XO,A07X1, X)) EBY, € C)

= ]E;r [IB(X()’AO?XD cee 7Xn)ﬂn(C‘X0,A0,X1, cee 7Xn):|7

ie. ,un( - | Xo, Ao, X1, .. .,Xn) is a conditional P7-distribution of Y;, given
(Xo, Ao, X1, ..., Xp). 0

The next example shows what the Bayes operator looks like in the Hidden
Markov Model.

Ezxample 5.2.3 (Hidden Markov Model). Let us recall Example 5.1.2. We have
assumed that Ey = {1,...,m}. Thus,

P(Ey)={pe[0,1]™| Zpi =1}.

Moreover, let us suppose that the transition kernel Q% of the observable part
defined in (5.1) has a A-density ¢*. Then the Bayes operator for the Hidden
Markov Model is given by:

p(D)pirg™ (@' | 2,1, a)

NE

®(x, p,a,2")({k}) = *

M|

p(i)qX (' | z,1, a’)

i=1

and Theorem 5.2.1 implies for k=1,...,m:
/Ln({k} | X07A0,X1, ey Xn) = P;r (Yn = ]C|X0, A(),Xl, e ,Xn) 0

Often in applications the state transition depends on disturbances (Z,,) which
are observable, but the distribution of Z,,; depends on the unobservable
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state Y,,. The random variables (Z,,) take values in a Borel subset Z of a
Polish space. More precisely, it is assumed that instead of the transition
kernel @ a stochastic kernel Q%Y is given, where Q%Y (B x C|z,y, a) is the
probability that the disturbance variable Z, 1 is in B and the unobservable
state Y, 41 is in C, given the system state is (X,,Y,,) = (z,y) and action
a € D(z) is taken. In what follows we will denote by

Q?(Blz,y,a) := Q%Y (B x By|z,y,a), B € B(2)

the marginal distribution of the disturbance variable Z, 1. The new observ-
able state is then determined by a transition function Tx : Ex X AX Z — FEx
via
Tn4+1 = Tx (xn; A, Zn+1)-
The transition kernel @ of the Partially Observable Markov Decision Model
is defined for B € B(Ex) and C € B(Ey) by
QB x Cla.y,a) = Q%Y ({2 € ZITx(x,0,2) € B} x Cla,y,a).

Here it is now reasonable to introduce the sets of observable histories includ-
ing the disturbance by

HO = EX7
H,:=H, 1 xAx Z x Ex.

Elements are denoted by hy, = (20,G0,21,T1,- -+, 2n,Tn) € H,,. When we
suppose that Q%Y has a density with respect to some o-finite measures A
and v, i.e.

QP (d(z, ¢ ),y a) = 477 (2,9 |2, y, a)M(dz)v(dy')

then the Bayes operator can be written as
Jo (a7 oy, @)pldy) ) w(dy')
Joy (1027 (23 ke,y, 0)p(dy) )v(dy)

b(z,p,a,2)(C): , CeB(Ey).

(5.6)
Note that we use the same notation @ here (the meaning should always be
clear from the context). If we define for C € B(Ey)

po = Qo
M?L+1(C | ﬁmana Zn+17-73'n+1> = ¢<xna lf'n(' | Bn)a G,y Zn+1)(c)

then

i (C | Xoy ooy Zn, X)) =P5 (Y € C | Xoyo ooy Zn,y X))
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Note that g, (C’ | }Nln) = pn(C | ®o,a0, 21,21, .., 2n, T,) does not depend on
Zp. The following example contains an important special case.

Ezample 5.2.4 (Bayesian Model). In a Bayesian Model the process (Y,,) is
given by Y,, = 9 for all n, i.e. Q(B x Clz,0,a) := QF (B|z,a)dy(C). This
means that the rewards and the transition kernel depend on a parameter 6
which is not known despite its initial distribution ()g, which is called the prior
distribution of . In this case it is common to write Fy = ©. We suppose
that the observable part of the state is updated by a transition function
Tx : Ex x Ax Z+— Ex. The Bayes operator is here given by

[ (e, 0,a)o(d6)

T 0.
e

b(z,p,a,2)(C) = C € B(0). (5.7)

¢

The following example shows an important application where the sequence
(i) can be computed explicitly.

Ezample 5.2.5 (Kalman-Filter). This example is famous and can be found in
many textbooks. We suppose that Ex = R?, By = R! and the state transition
is given by

Yn+1 = BYn + En+1,
Xn+1 - CYn+1 + MNMn+1

with matrices B and C of appropriate dimension. Moreover, the system can-
not be controlled, i.e. D(x) is a singleton. As before, X,, is the observable
part of the state and Y,, is the unobservable part of the state at time n.
We assume here that Yy ~ Qo = N(0,S) where N(0,S) is the multivariate
normal distribution with expectation vector 0 and covariance matrix S and
that the disturbance variables €1,71,€2,72, ... are all independent and have
a multivariate normal distribution with

QE('|ZL',’IJ,(I):N(O,R), Q”(-\x,y,a):N(O,S)

where R and S are covariance matrices with RR’ being positive definite.
These assumptions together with the transition functions determine the
stochastic kernel @ of the Partially Observable Markov Decision Model.

It follows from the properties of the normal distribution that u,(-|h,) is a
multivariate normal distribution with mean my,(h,) and covariance matrix
XY, (which is independent of h,,), i.e.

Nn('|hn) = N(mn(hn)v Zn)~
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The mean and covariance matrix can be computed recursively by the follow-
ing Kalman-filter equations for n € N:

ZJn\nfl = BEn—lB/ + 5,

-1
Ky i= Zon1C' (CEupaC 4 R)
Yn = Zn\n—l - Kn02n|n—la
M (hn) 1= Bmy_1(hn—1) + K (20 — CBmy_1(hn-1))

where the recursion is started with Xy = .S and mg = 0. Using linear transfor-
mations, the filter can be extended to the case where Y,, has a deterministic
drift D, i.e. Y11 = BY,, + D +€p41. An illustration of the Kalman-filter can
be seen in Figure 5.2 with Y11 = 1.001Y,,+0.14¢,4+1 and X,, = 2Y,, +nn41
and independent and A (0, 1)-distributed random variables €, 7y,
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Fig. 5.2 Plot of a Kalman filter in the one-dimensional case.

A realization of the sequences (X,,), (Y,) and my,(hy,) is plotted. The upper
line of circles is given by the realizations of (X,,) which are observable. The

lower line of circles is given by the unobservable (Y,,). The line of triangles
consists of the estimates my, (hy,). ¢
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5.3 Reformulation as a Standard Markov Decision
Model

We introduce now a second problem which is a fully observable Markov De-
cision Problem as in Chapter 2 and which turns out to be equivalent to the
partially observable problem of the previous section. The idea is to enlarge
the state space of the problem by adding the (filtered) probability distribu-
tion of Y,, given the history of observations up to time n. This conditional
distribution pu, has been computed recursively by the filter equation (5.4). It
will be shown that p, contains exactly the relevant information in order to
derive optimal policies.

Now suppose a Partially Observable Markov Decision Model is given by the
data (Ex X Ey, A, D, Q, Qo,7,g,0) as described in Section 5.1. Let us define
the following stationary IN-stage Markov Decision Model.

Definition 5.3.1. The filtered Markov Decision Model consists of a set of
data (E,A,D,Q',r’, g, 3) with the following meaning;:

e F := Ex x IP(Ey) is the state space. An element is denoted by (z, p).
x is the observable part of the state of the Partially Observable Markov
Decision Model and p is the (conditional) distribution of the unobservable
state.

e A is the action space.

e D C E x A is the set of possible state-action pairs. D(z, p) := D(z) for
all (z,p) € E is the set of feasible actions in state (x, p).

e ()’ is a stochastic kernel which determines the distribution of the new
state as follows: For fixed (z, p) € F, a € D(z) and Borel subsets B C Ex
and C C IP(Ey) we have

QBxClepa)= [ [ 10w p.0)Q (W oy a)oldy).
e 7’ : D — R determines the one-stage reward and is given by
r'(x,p,a) = /r(%y,a)p(dy)
e ¢’ : £ — R is the terminal reward given by
g'(x,p) = /g(%y)p(dy)
e 3 € (0,1] is the discount factor.

The policies for the filtered Markov Decision Model are well-defined by the
general theory in Chapter 2. It is important to note that the policies m € IIy



158 5 Partially Observable Markov Decision Processes

which depend on the observable history and which have been introduced in
Section 5.1 are feasible for the filtered Markov Decision Model (see Section
2.2). Of course such a policy is in general not Markovian. On the other hand,
if (f§,..., fy_1) is a Markov policy for the filtered Markov Decision Model,
then (fo, ey fol) € Il where

Hence the set of all Markov policies for the filtered Markov Decision Model
can be identified as a subset of ITy. For the optimization we use initially the
larger class I1y of all history-dependent policies. The value functions for the
filtered Markov Decision Model are defined as in Chapter 2 and denoted by

Ine(z,p), mE N, (v,p) €E

and

In(x,p) = sup Jn(z,p), (2,p)€E.
welln

Now we are able to show that the filtered Markov Decision Model with value
functions Jj solves the Partially Observable Markov Decision Problem of
Section 5.1.

Theorem 5.3.2. Let w € IIx. Then for all x € Ex
']NTI'(x) = JJ/V‘n'(maQO)

and hence Jn(z) = Jy (2, Qo).

Proof. The filtered Markov Decision Model induces a probability measure
P;TQO on EN*! through 7w € IIy,x € Ex, the initial distribution Qo and the
transition probability QQ’. The expectation with respect to Pro, is denoted
by E7q,- We show that

E7[v(Xo, Ao, X1, ..., Xn, Ya)] = Epg, [v' (X0, Ao, X1, - - -, Xn, pin)] (5.8)

for all v : H, X By — R and v'(hn,p) := [v(hn,y)p(dy) provided that the
expectations exist. The proof follows along the same lines as the proof of
(5.5). Then we obtain immediately from (5.8) that

EZ [r(Xn, Yo, An)] = Egg, [r' (X, fn, An)] (5.9)

and
E] [g(Xn,Yn)] = EZq, [¢' (Xn. pn)] - (5.10)
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Now the first statement is true. For the second statement Jy (z) = J (:c, Qo)
it is important to note that the value of the filtered Markov Decision Model
is not improved if we use the larger class of policies ITy instead of Markov
policies, i.e.

sup Jyn(z,p) = sup  Jyn(z,p), (z,p) € E.
melln 7' Markov

(cf. Theorem 2.2.3). Then the proof is complete. O

Of course we can now solve the Partially Observable Markov Decision Prob-
lem with the methods developed in Chapter 2. Note that the Integrability
Assumption for the Partially Observable Markov Decision Model is equivalent
to (An) for the filtered Markov Decision Model. Let us define

QX(Bl,’E,p7G) = /QX(B X Ey|x7y,a)p(dy)

for B € B(Ex). In particular we obtain the following Bellman equation.

Theorem 5.3.3. Suppose the filtered Markov Decision Model satisfies the
Structure Assumption of Theorem 2.3.8.

a) Then the Bellman equation holds, i.e. for (x,p) € Ex X IP(Ey) :

Jo(z, p) = /g(w,y)p(dy),
J(xz,p) = sup {/r(xvy,a)p(dy)

a€D(x)
48 [ 2 @ 0 pra, ) Q¥ e,

b) Let f] be a maximizer of J),_, forn = 1,...,N. Then the policy
7 = (f§,..., [n_q) is optimal for the N-stage Partially Observable
Markov Decision Problem, where

fa(hy) = fJ/V—n(xm/Ln("hn))a hyn € Hp.

5.4 Bayesian Decision Models

In this section we consider the Bayesian Model which was introduced in
Example 5.2.4 in more detail, since the formulation of the filtered Markov
Decision Problem can be simplified considerably. It is also interesting to note
that the optimization problem (5.2) can in this case be interpreted as follows:
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Suppose the realization of ¢ is known and equal to 6 (i.e. the prior distribution
is concentrated in €). Then we have an ordinary Markov Decision Model with
disturbance distribution Q% (-|z,6, a) and we denote the corresponding value
function under a policy m € ITx by J¢, (z). Problem (5.2) is then equivalent
to
In(e) = s [ Jeo(@)Qo(do).
welln

Note that in general there does not exist a policy that is optimal for all § € .
In the Bayesian model the conditional distribution fi,,(- | h,) of ¥ given the
observable history h, = (x0,a0,21,21,-..,Tpn) € H,, admits the following
explicit formula which can be shown by induction.

Lemma 5.4.1. The posterior distribution pu, has a Qo-density, i.e.
JTTRZ0 0% (2 | ok, 0, 0x) Qo (d0)
C

- fHZ;S qZ<Zk+1 | xkaeaak})QO(d9>’
]

fin (C' | ) C e B(O).

This representation is very useful when properties of u, have to be shown.
Moreover, we obtain from Lemma 5.2.2 the following martingale property of
the filter process (posterior distributions) (u.,).

Lemma 5.4.2. For fized C € B(O) the process
M, = un(C\Xo,AO, Z1, X1,... 7Xn)
is a martingale, i.e. for all m and v € Ex:
E™

x

(Mo | Xo, Ao, 21, X1, Xn| = My, €N,
In the next subsection we will present some examples.

Sufficient Statistics

In order to compute i, (- | h,,) it is sometimes sufficient to know only a part
of h,, or a certain function (characteristics) of it.

Definition 5.4.3. Let a Bayesian Model be given and let I be an arbitrary
space endowed with a o-algebra Z. A sequence t = (t,,) of measurable map-
pings ¢, : H, — I is called a sufficient statistic for (), if there exists a
transition kernel ji from I to © such that

i (C'] }Nln> = ﬂ(C’ | tn(ﬁn))
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for all h, € H,,, C € B(O) and n € Ny.

Note that ¢, (izn) is independent of x,,, since i, ( |i~zn) is independent of z,, by
Lemma 5.4.1. In particular, to(z¢) = to. In the following examples we present
typical cases where simple sufficient statistics exist.

Ezample 5.4.4. (i) Suppose we have the special case that QZ(C|z, 0, a) does
only depend on 0, i.e. we have Q% (C|#). Moreover, we assume that the
disturbance variables are exponentially distributed with unknown param-
eter 0 € © =R, i.e. Q%(-| 0) = Exp(#). According to Lemma 5.4.1 we
obtain

ge" exp ( o, zk)Qo(dO)

g [0 exp (=05, 24) Qoldo)
e

Obviously depends on the history h,, only through > or_y 2k and n. If
we define t,(hy,) == (>p_y 2k, n), then for i = (z,n) € I := Ry x N we
obtain that g, (C|hy,) = (C’|tn(hn)) where

f 0" exp ( — 02)Qo(db)
f@"exp( 02)Qo(do’)

p(C 14) =

When Qo = I'(wa, ), i.e. the initial distribution of ¢ is a Gamma-
distribution with parameters a and 3, then f(:|z,n) = I'(a + n, 5 + z).

(i) As in example (i) we assume that QZ(C|z,60,a) does only depend on
f. Now suppose the disturbance variables are only zero or one, i.e.
Q%(- | 9) = B(1,0). According to Lemma 5.4.1 we obtain

[ OX =12k (1 — G) k=12 Qq(dB)

n C iLn = g n 14 .
H ( ‘ ) f 0> k=1 2k (1 — e)nizkzl = Qo(de)
(©]

Obviously depends on the history R, only through >°7_, z; and n.
Thus, if we define t,(h,) := (3r_, 2k, n), then for i = (s,n) € I :=
{(s,n) € N2|s < n} we obtain that j,(C|h,) = f1(C|tn(hy)) where
f@s (1—-60)""°Qo(de)
(C | 1) :
,U/( | Z) f@s TL gQO(dQ)

Note that in case Qo = U(0, 1), i.e. the initial distribution of ¥ is the uni-
form distribution on the interval (0, 1), then /i(:|s, n) is a Beta distribution
with parameters (s +1,n — s+ 1). ¢
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Definition 5.4.5. Let a Bayesian Model be given and suppose there is a
sufficient statistic (¢, ) given for (u,) with the property

tnt1 (iLn-i-l) = tn—i—l(flny Qn, Zn-i—l) = é(;{:n, tn(hn)7 An,, Zn+1)

fpr iLnH = (ﬁn,an,znﬂ,xnﬂ) € Hn+1 and for a measurable function
@ : Ex x I x Ax Z — I. Then the sequence (t,) is called a sequential
sufficient statistic.

Obviously we have in the Examples 5.4.4 also a sequential sufficient statistic.
If there exists a sequential sufficient statistic, then the formulation of the fil-
tered Markov Decision Model can be simplified. Instead of enlarging the state
space by the posterior distributions py, it is sufficient to include the infor-

mation state i, = t,(hy). The resulting information-based Markov Decision
Model is defined as follows.

Definition 5.4.6. Suppose a Bayesian Model with a sequential sufficient
statistic (t,) is given. The information-based Markov Decision Model is a
set of data (E, A, D, Z,T,Q%,#,§,3) with the following properties:

e [/ := Ex x I is the state space. Ex is the observable part of the state
space and [ is the space of information states.

e A is the action space.

e D C E x Ais the set of possible state-action pairs. D(z, ) := D(z) is the
set of feasible actions in state (z,1).

e Z is the disturbance space.

o7 : Ex xIxAxZ— Ex x1Iisameasurable transition function. More
precisely we define

(xn+1a inJrl) = T(.ﬁl}n, ina A,y Zn+l)

= (TX(xna gy Zn+1)7 Qg(xna iny Ap, Zn+1)) .

° QZ is a stochastic kernel which determines the distribution of the distur-
bance variable Z, 41 as follows: For fixed (z,7) € Ex x I, a € D(x) and
B € B(Z) we define

O7(Blz,i,a) = /QZ(B\a:,H,a)ﬂ(dG\i).

e 7: D x I — Ris the one-stage reward function

7(x,i,a) := /r(:z:,@,a)ﬂ(d9|i)

whenever the integral exists.



5.4 Bayesian Decision Models 163

e §: E x I — Ris the terminal reward function

3(a,1) = / o(x. 0)i(d6]s)

provided the integral exists.
e 3 €(0,1] is the discount factor.

This is a Markov Decision Model as introduced in Chapter 2. The value
functions for the information-based Markov Decision Model are denoted
by jm(m,i) for © € II, and jn(:z:,i), where II,, is the set of all poli-
cies 7 = (fo,...,fn—1) with measurable decision rules f; : H, — A,
fk(hk) S D(l‘k)7 k=0,....,n—1.

Theorem 5.4.7. Suppose 7 € IIy. Then it holds for z € Ex :

JN.,T(.T) = jNﬂ—(x,to) and JN(J?) = jN(.’lﬁ7t0).

The proof follows along the same lines as the proof of Theorem 5.3.2. Again
we can apply Theorem 2.3.8 to obtain:

Theorem 5.4.8. Suppose the information-based Markov Decision Model
satisfies the Structure Assumption of Theorem 2.5.8.

a) Then the Bellman equation holds, i.e. for (z,i) € Ex X I:

Jo(a,i) = / o, 0)(d]i)

a€D(x)

Jo(z,i) = sup {/r(m,ﬁ,a)ﬂ(d9|i)+
3 /jn_l(Tx(x,a,z),gis(x,i,a,z))QZ(dz|x,e,a)ﬂ(de|¢)}

b) Let fn be a mazimizer of Jne1 forn = 1,...,N. Then the policy
7 = (fg,.-., fx_1) is optimal for the N-stage Bayesian Model,
where ~ A ~ R B

f;:(hn) = fN—n(xnatn(hn))a hy, € H,.

Finally we note that information-based Markov Decision Models are more
general than Bayesian Markov Decision Models. This follows since a triv-
ial sufficient statistics for (i) is given by t,(hn) := pn(-|hn). In this case
I:=1P(O).
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Monotonicity Results

In order to apply Theorem 5.4.8, the structure assumption has to be satisfied.
In what follows we deal as an example with the ‘increasing case’. To ease the
notation we make the following simplifying assumptions:

Assumptions:
(i) ZCR, Ex CR?and © CR.
(i) Q?(:|z,0,a) is independent of z and has a density ¢Z(-|6, a) with respect

to a o-finite measure.
(iii) [ has a Qo-density p(8]i), i.e. (0]i) = p(6]i)Qo(dh).

Assumption (ii) implies that @ is independent of « and also & can be supposed
to be independent of x. In order to speak about monotonicity we have to
introduce a partial order relation on the state space Ex x I and on Z. Since
Ex c RY and Z C R we can use the usual componentwise partial order. On
I we define

i< e i) <u At

where <;,. is the likelihood ratio order, i.e.
p(oli")
p(0l7)

(see Appendix B.3). A function v : I — R is called increasing if

is increasing in 6

i<i = () <v().

We need the following preliminary results (for MT P, functions see the Ap-
pendix B.3).

Lemma 5.4.9. a) If ¢? (2|60, a) is an MT Py function in (z,0) for all a, then
(i,2) = &(i, 0, 2)

is increasing for all a € A.
b) Fiz a € A. We have ¢?(-0,a) <i» ¢Z(-|0',a) for all & < ¢ if and only if
q% (2|0, a) is an MT Py function in (z,0).

Proof. a) We have to show that (i,z) < (7, 2) implies (i, a, 2) < (i, a, 2),
ie.
(- |2(i,a,2)) <ir i - |97, a,2")).
Note that i,, = t,,(hy,) and by definition

A 18 (in, anyz0)) = A b1 (1)) = s (L)
é( : |:un(|hn)7 Qnp, Zn) = é( : |ﬂ('|in>7an; Zn)
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Hence it is equivalent to show that
o( - |a(-]i), a,2) <ir (- |0(-]i"),a,2"). (5.11)
By definition of the Bayes operator the distribution @( - |fi(:|i),a, z) has
the density
¢’ ( 10, a) p(0li)
[ 4% (210, a)p(01i)d8

Using the definition of the likelihood ratio order, (5.11) is then equivalent
to

g7 (210,a) p(01) ¢” (='10', a) p(O'i")
a7 (2|0 N0, a) (O A O']i) g7 (210 v 0", a) p(OV O'|i)

for 0,0' € ©. This is equivalent to ¢Z (2|6, a)p(f|i) being MTP; in (2,0, 7).
Now ¢Z (2|0, a) is MT Py in (z,6) by assumption, hence also in (z, 6,4). On
the other hand, fi(:|7) <; f1(-|¢') means that for i < ¢’ and 0,0 € © we
have
p0i) p(0']i") < p(O A O'|i) p(OV O'[i").
Hence p(0|i) is MT Py in (z,0,1). Since the product of MT P, functions is
MTP; (see Lemma A.3.4 part b)) the statement follows.
b) The statement follows directly from the definition. See also part a). ad

The previous Lemma is now used to prove the following monotonicity result
for the information-based Markov Decision Model.

Theorem 5.4.10. Suppose an information-based Markov Decision Model
with an upper bounding function b is given and

(i) D() is increasmg, i.e. x < ' implies D(z) C D(z'),

(ii) ¢Z (-0, a) <ir ¢Z(-|0',a) for all ® < 0" and a € A,
(iii) (z,2) — Tx(x,a,z) is increasing for all a € D(x),
(iv) (8,2) — T(G,x,a) is increasing for all a € D(x),
(v) (0,2) — g(0,x) is increasing,

(vi) for all increasing v € IB;' there exists a maximizer f € A of v.

Then the sets M := {v € B, | v is increasing} and A satisfy the Struc-
ture Assumption (SAN ).

Proof. We use the general Theorem 2.4.14 for increasing Markov Decision
Models to show the result. The crucial part is to prove the stochastic mono-
tonicity of the transition kernel since the state space is rather complicated
now. Let us check the conditions (i)—(v) of Theorem 2.4.14:

(i) D(-) is increasing by assumption.
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(ii) The function
(2,7) / / o(Tx (@, a, 2), B(i, a, 2)) g% (216, a)d=(d6])

is increasing for all increasing v € ]Bb+ .

The monotonicity in x follows directly, since T'x and v are both increas-
ing by assumption. Next for ¢ <4’ it is clear from Lemma 5.4.9 and our
assumption (ii) that

v(Tx(z,a,2), (i, a,2)) <v(Tx(z,a,2), (i, a,z)).

Now it remains to show that the expression
/ / o(Tx (2,0, 2), (7, 0, 2)) g% (216, a)d=ju(db)i)

is increased if fi(dfi) is replaced by [i(df|i'). For i < i’ we have by
definition fi(-|¢) <; fi(:]¢") which implies fi(-|7) <& [i(:|¢") (see Theorem
B.3.6). Thus, in view of Theorem B.3.3 we have to show that

0 /v(TX(:ﬂ,a,z),@(i',a,z))qz(z\ﬂ,a)dz

is increasing. But this follows since ¢Z(-|0,a) <;. ¢#(-|0',a) for 6 < ¢’
and .
Z U(TX(:C, a,z),®(i,a, z))

is increasing by Lemma 5.4.9 and our assumptions.

(iii) The function (z,) — [ (0, z,a)i(df|i) is increasing, since 7 is increas-
ing in « and 6 and [i(-]3) < f(-|i") (see (ii)).

(iv) As in part (iii) it follows that ¢ is increasing.

(v) The existence of maximizers is true by assumption. O

5.5 Bandit Problems with Finite Horizon

A nice application of Partially Observable Markov Decision Problems are
so-called bandit problems. We will restrict here to Bernoulli bandits with
two arms. The game is as follows: Imagine we have two slot machines with
unknown success probability 6; and 3. The success probabilities are chosen
independently from two prior Beta-distributions. At each stage we have to
choose one of the arms. We receive one Euro if the arm wins, else no cash
flow appears. The aim is to maximize the expected total reward over IV trials.
One of the first (and more serious) applications is to medical trials of a new
drug. In the beginning the cure rate of the new drug is not known and may
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be in competition with well-established drugs with known cure rate (this
corresponds to one bandit with known success probability). The problem is
not trivial since it is not necessarily optimal to choose the arm with the
higher expected success probability. Instead one has to incorporate ‘learning
effects” which means that sometimes one has to pull one arm just to get some
information about its success probability. In case of a finite horizon some
nice properties of the optimal policy like the ‘stay-on-a-winner’ rule can be
shown. In case of an infinite horizon (which is treated in Section 7.6.4) it is
possible to prove the optimality of a so-called index-policy, a result which has
been generalized further for multi-armed bandits.

The bandit problem can be formulated as a Partially Observable Markov
Decision Model as follows: Note that there is no observable part of the state,
such that Ex and the process (X,,) can be skipped. The remaining data is
as follows:

e Ey :=6 :=0,1]? where § = (61,02) € © denotes the (unknown) success
probabilities of arm 1 and 2,

o A:={1,2} where a € A is the number of the arm which is chosen next,

o D(:):=A,

e Z:=1{0,1}, i.e. we observe either success (z = 1) or failure (z = 0),

® QZ({l}‘(01’92)>a) =0,

e (Qo is the initial (prior) distribution of (f1,62). We assume that Qg is a
product of two uniform distributions, i.e. Qo = Be(1,1) ® Be(1,1),

o 7r(0,a):=0,,

e ¢g=0,

e 5e(0,1].

Note that the reward should be understood as an expected reward in the sense
of Remark 2.1.2. By using this definition we make sure that the expected total
reward is really the quantity we maximize.
Obviously we can apply Example 5.4.4 (ii) and obtain as sufficient statistic
the number of successes m, and failures n, at both arms a = 1,2, hence
x = (m1,n1, ma,ng) is an information state and I = N3 x N2. The conditional
distribution fi(-|x) of @ = (61, 62) is then the product of two Beta distributions
Be(mi +1,n1 + 1) ® Be(mg 4 1,n2 + 1). The operator & : I x Ax Z — T
which yields the sequential sufficient statistic is given by

S T+ eg,_1ifz=1

b(z,0,2) = { T+ey ifz=0
where e, is the a-th unit vector. The operator @ simply adds the observa-

tion (success/failure) to the right component. Altogether we obtain for the
information-based Markov Decision Model:

e F:=1=N32x N2 where x = (m1,n1,m2,n2) € E denotes the number of
successes m, and failures n, at arm a,
o A:={1,2} where a € A is the number of the arm which is chosen next,
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D(:):=A,

zZ = {0,1} where z =1and z =0 refer to success and failure respectively,
T(z,a,z) = ®(x,a,z).

The distribution of the disturbances is given by

mq + 1

Q*(W)fea) = [ Q7Y dBle) =~ (),
o i(x,a) = [r(0,a)p(dl|zr) = ety
e =0,
e (5€(0,1].

Note that the rewards are non-negative and bounded. In this section we will
consider the problem with finite horizon, in Section 7.6.4 the infinite horizon
problem is investigated.

It is convenient to introduce the following abbreviations for v : £ — R:

(Qav) () := pa()v(x + e20—1) + (1 = pa(@))v(x + €24), 2z € E.

Note that since E is countable and A is finite, the Structure Assumption
(SAy) is satisfied and we obtain with Theorem 5.4.8 that the following re-
cursion is valid (instead of fn we will simply write J,, for the value functions
of the information-based Markov Decision Model):

In(w) = max {pa(x) + B(QaJn—1) (@)}, w€E
where Jy = 0. We immediately obtain the following result.

Theorem 5.5.1. Let d,, := ps + BQ2Jpn_1 — p1 — BQ1Jn_1 for n € N. Then
it holds:

a) The policy 7™ = (f5, ..., [T) is optimal, where

ey J 2 ifda(2) 20
Ja (@) —{1 if do(z) < 0

1s the largest maximizer of J,_1.
b) The sequence (d,) satisfies the recursion

dy = p2 — p1,
dnt1 = (1 = B)d1 + BQad; — BQ:d,, .

c) Let B = 1. Then the ‘stay-on-a-winner’ property holds for the optimal
policy ™, i.e.

hi@)=a = fr(rz+en-1)=a.
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The interpretation of the last statement is as follows: First note that the
optimal N-stage policy is given by (fx.,..., fr). Hence, if it is optimal to
choose arm a in state = (i.e. f;;, () = a), and we observe a success (i.e. the
new state is & + eaq—1) then it is also optimal to choose arm a in the new
state (i.e. f¥(z+ ezq—1) = a).

Proof. a) Note that d,(z) = LJp_1(z,2) — LJp_1(z, 1) and hence the state-
ment follows directly.

b) Since Jy = 0 we get d; = pa—p1. For n > 2 we obtain with the abbreviation
Lov(z) := Lu(x,a)

dn+1 == L2Jn - Lljn == LZ(LIJnfl + d;’t) - LI(LZJnfl + d;)
= LoL1Jy—1 + BQ2d} — L1LaJ,—1 — BQ:1d,, .

Since Qaop1 = p1, Q1p2 = p2 and Q1Q2v = Q2Q1v for bounded v : £ — R,
it holds:

LoLyJp—1 — L1LaJy—1 = p2 + BQ2p1 — p1 — BR1p2
+0%(Q2Q1Jn-1 — Q1Q2Jn—1)
= (1 - 5)(1’2 —pl) = (1 - 5)d1

which implies the statement.

c) We show that f,,(x) = 1 implies f;;(z+e1) = 1. The statement for a = 2
can be shown in the same way. Let us consider the following partial order
relation on £ = N2 x N2:

zéz/:@{mlzﬂ/ﬁ,m2§ﬂféa

ny <Ny, N2 =Ny

i.e. state x’ is larger than state x if the second arm performs better and the
first arm performs worse compared with state x. It follows immediately
from part b) by induction on n that d,(z) is increasing in & with respect
to this order. Now assume that f; ,(z) =1 and f;;(x 4+ e1) = 2. The last
equation implies d, (x+e1) > 0. Since x + e; < x+ e and d, is increasing
this leads to d,(x + e2) > 0. Since 3 = 1 we obtain from part b) that

dny1(z) = (Qad)(2) — (Qudy,)(x)
= pa(x)d (x + e3) + (1 — pa(x))d} (x + ea)
= p1(@)d,, (x +e1) — (1 = p1(2))d, (z + e2)
= pa(a)d;} (x + e3) + (1 — pa(x))d;; (z + es) > 0.

This is a contradiction to the assumption f;;,;(z) = 1 and the statement
follows. O
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We consider now the special case where the success probability of arm 1 is
known, i.e. the prior distribution at arm 1 is concentrated on the point 8, =
p1 € (0,1). Then pi(x) = p;. Here obviously the state space reduces to
E := N2, where (m,n) denotes the number m of successes and n of failures
at arm 2. The Bellman equation reduces to

Jk(mv TL) = max {p1+/8Jk—1 (mv ’I’L), p(mv n)+/8(PJk—1)(mv n)}v (ma TL) S
with Jy = 0, and where we use the obvious change of notation:

(Pv)(m,n) :=p(m,n)v(m+1,n)+ (1 — p(m,n))v(m,n + 1),

m+1

for bounded v : N2 — R and p(m,n) := P B

For the next theorem we introduce the following partial order relation on
E=N3.

(myn) < (m/,n) <= m<m', n>n' (5.12)
Note that this order is equivalent to the likelihood ratio order for the corre-

sponding Beta distributions with parameters (m+1,n+1) and (m’+1,n'+1)
(see Example B.3.8). With this definition we are able to show:

Theorem 5.5.2. Suppose the success probability at arm 1 is known. Then
it holds:

a) The optimal policy 7™ = (fx,, ..., [T) has the property that f}(m,n) is
increasing in (m,n).
b) The stay-on-a-winner property for arm 2 holds, i.e.
friam,n)=2 = fi(m+1,n)=2.
¢) The stopping rule for arm 1 holds, i.e.
figi(m,n) =1 = fi(m,n) =1
d) The optimal policy is partly myopic:

p(m,n) >p1 = fi(m,n) =2, for allk € N.

The ‘stopping rule’ for arm 1 means that once we have decided to play the
arm with the known success probability we will continue to do so because we
do not gain any new information about the success probability of arm 2. The
converse of part d) is not true: There may be cases where p; > p(m,n) and
it is optimal to choose arm 2.

Proof. a) According to Proposition 2.4.16 it remains to show that LJ_; is
supermodular or equivalently
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di(m,n) = LJg_1((m,n),2) — LJx—1((m,n), 1)

is increasing in (m,n). This can be shown by induction on k. The fact
that dy(m,n) = p(m,n) — p; is increasing in (m,n) is easy to see. For
the induction step, in view of Theorem 5.5.1 b) we have to show that
the stochastic kernel P is stochastically monotone. But this means by
definition that (m,n) < (m/,n’) implies p(m,n) < p(m’,n’), which follows
directly from the definition of p(m,n).

b) First note that we have by definition the representation

dis1(m,n) = di(m,n) + B((PJy)(m,n) — Jp(m,n)).
On the other hand we know from Theorem 5.5.1 b) that
dk+1 (ma n) = (1 - ﬁ)dl(m7 n) + ﬁ(Pd;:)(Tnﬂ n) - 5dlz (ma TL)

Solving the first equation for d; and inserting this into the second equation
yields:
dit1 = Pdf —d;, — (1 = B)(PJy, — Ji).

Since it always holds that PJy > Ji we obtain
dk+1(m7 n) < (Pdﬁ)(m,n) - d;; (ma n)

Now let us assume that f;, ,(m,n) = 2 and f(m + 1,n) = 1. The last
equation means that di(m + 1,n) < 0. Since obviously

(m,n+1) < (m,n) < (m+1,n)

and dj,(m,n) is increasing in (m, n) we obtain that Pd; (m,n) = 0. Thus
we get d; (m,n) > 0 and this in turn implies dy1(m,n) < —d, (m,n) < 0.
From the last inequality we conclude that f;  (m,n) = 1 which is a
contradiction to our assumption.

c) It is easy to show by induction that dr < djy;. Hence we know that
di(m,n) < dgy1(m,n) from which we conclude that f;, ,(m,n) = 1 im-
plies fi(m,n) = 1.

d) The condition p(m,n) > p; implies that d;(m,n) > 0. We know from part
c) that d(m,n) > 0 which is equivalent to f}(m,n) = 2. O

5.6 Exercises

Exercise 5.6.1. Prove the explicit representation of the conditional distri-
bution of the unknown parameter in the Bayesian model given in Lemma
5.4.1.
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Exercise 5.6.2 (Conjugate Distributions). Let us consider the Bayesian
Model. A class of prior probability distributions Qg is said to be conjugate to
a class of likelihood functions Q% (-|0) if the resulting posterior distributions
tn(-|hy) are in the same family as Qp. The parameters of this class then
determine a sufficient statistic for p,,.

a) Suppose that QZ(:|§) = Poi(f), i.e. the disturbance variables are Poisson-
distributed with parameter § and Qo = I'(«, 3), i.e. the prior distribution
of # is a Gamma distribution with parameters o and 3. Show that iy, (-2, )
is again Gamma-distributed with parameters (a +3 0 a2k B+ n)

b) Suppose that QZ(:|§) = N(#,02), i.e. the disturbance variables are
normally-distributed with unknown mean 6 and known variance o2 and
Qo = N(uo,03), i.e. the prior distribution of 6 is a Normal distribu-
tion with parameters o and o3. Show that s, (-|h,) is again normally-
distributed with parameters

s Zim ) (L) g ()T
((78 + a? / ol + 02) ol + o2/
Exercise 5.6.3. Consider the binomial distribution B(n,p) and the Beta
distribution Be(a, ) (see Appendix B.3). Show:

a) B(n,p) <;r B(m,q) if n <m and p < gq.
b) Be(a, 8) <i» Be(,9) if a <~ and > 0.

Exercise 5.6.4 (Sequential Ratio Test). Suppose we can observe real-
izations of random variables (Y;,) which are independent and identically
distributed and depend on an unknown parameter 6. We want to test
Hy : 0 = 6y against Hy : 6 = 6;. There are three actions available:
a = ayp, i.e. we decide for Hy

a = ay, i.e. we decide for Hq

a = asg, i.e. we make a further observation.

For each observation we have to pay a cost ¢ > 0. Wrong decisions are also
punished: We have to pay c¢; if we decide for H; and Hy is correct and we
have to pay cq if we decide for Hy and H is correct.

a) Set this up as an information-based Markov Decision Model. Choose
I =1[0,1] where x € I is the probability that Hy is correct.
b) Show that the Bayes-operator is given by

xq(z|00)
xq(z|00) + (1 — x)q(2[61)

D(x,2) =

where ¢(z|6p) is the conditional distribution of ¥ given Hy is correct.
¢) Show that J,, is continuous and concave in x € I, J,(0) = J,(1) = 0.
d) Show that there exist ¥ and z* € I such that
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*k
ag, T > x,",
* _ *
f (LE)— a1,$§$n,
as, Ty <x < x*

is a minimizer of .J,_1.

5.7 Remarks and References

An early reference for sequential Bayesian Decision Models is Martin (1967).
For the reformulation approach in Section 5.3 we refer the reader in particular
to Rieder (1975a). Textbooks which contain material and historical remarks
on this topic are e.g. Hinderer (1970), van Hee (1978), Bertsekas and Shreve
(1978), Kumar and Varaiya (1986), Herndndez-Lerma (1989), Presman and
Sonin (1990) and Runggaldier and Stettner (1994). Sometimes Bayesian Deci-
sion Models are treated under the name Adaptive control model. More details
about models with sufficient statistics can be found in Hinderer (1970) and
Bertsekas and Shreve (1978). In DeGroot (2004) various families of conju-
gate prior distributions are given. Stochastic control of partially observable
systems in continuous-time have been investigated among others by Bensous-
san (1992). Recently Winter (2008) studied the optimal control of Markovian
jump processes with different information structures, see also the paper of
Rieder and Winter (2009). For a finite numerical approximation of filters and
their use in Partially Observable Markov Decision Problems see Pham et al.
(2005) and Corsi et al. (2008).

Structural and comparison results for partially observable Markov Decision
Models can be found in Albright (1979), Lovejoy (1987), Rieder (1991), Rieder
and Zagst (1994), Miiller (1997) and Krishnamurthy and Wahlberg (2009).
Zagst (1995) and Brennan (1998) discuss the role of learning in multistage
decision problems. Computational results for partially observable Markov De-
cision Models are given in Monahan (1982b), Lovejoy (1991a,b). Smallwood
and Sondik (1973) and Sondik (1978) investigate partially observable Markov
Decision Processes with finite and infinite horizon.

There are a number of textbooks on (uncontrolled) general filtering problems.
Most of the books treat the problem of filtering from a continuous-time pro-
cess which we do not investigate here. The references Bain and Crisan (2009),
Fristedt et al. (2007) and Elliott et al. (1995) also contain the discrete-time
case. The derivation of the Kalman filter in Example 5.2.5 can be found there.

Section 5.5: Structural results for bandit problems with finite horizon (like
the stopping rule and the stay-on-a-winner property) are derived in Benzing
et al. (1984), Kolonko and Benzing (1985), Kolonko (1986), Benzing and
Kolonko (1987) and Rieder and Wagner (1991), see also the books of Berry
and Fristedt (1985) and Gittins (1989). Applications to sequential sampling
procedures can be found in Rieder and Wentges (1991). In Section 7.6.4 we
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shall discuss Bandit problems with infinite horizon. There further references
on bandit problems are given.



Chapter 6

Partially Observable Markov Decision
Problems in Finance

All the models which have been considered in Chapter 4 may also be treated
in the case of partial information. Indeed models of this type occur somehow
natural in mathematical finance because there are underlying economic fac-
tors influencing asset prices which are not specified and cannot be observed.
Moreover, for example the drift of a stock is notoriously difficult to estimate.
In this chapter we assume that the relative risk return distribution of the
stocks is determined up to an unknown parameter which may change. This
concept can also be interpreted as one way of dealing with model ambiguity.
We choose two of the models from Chapter 4 and extend them to partial
observation. The first is the general terminal wealth problem of Section 4.2
and the second is the dynamic mean-variance problem of Section 4.6.

We consider a financial market with one riskless bond (with interest rate
in = %) and d risky assets with relative risk process (R,,). Here we assume
that the distribution of R, ; depends on an underlying stationary Markov
process (Y;,) which cannot be observed. In Section 4.4 (Regime-switching
model) the process (Y;,) is observable. The state space of (Y,,) is Ey, a Borel
subset of a Polish space. We assume that (R,,Y;,) is a Markov process and
moreover

P (Rn+1 € B,Yn+1 S C|Yn = y,Rn)
P (Rn+1 S B,Yn+1 S C|Yn = y) (61)
P (Rn+1 € B‘Yn = y) P (Yn+1 € C|Yn = y) = QR(B“/)QY(C‘:U)

for B € B(RY),C € B(Ey). QY is the transition kernel of the ‘hidden’ Markov
process (Y,,) and Q(-|y) is the (conditional) distribution of R,41 given
Y., = y (independent of n). In the following let R(y) be a random variable with
distribution Q% (-|y), i.e. P(R(y) € B) = Qf(Bly) = P(R,+1 € B|Y,, = y).
Given (Y,,), the random vectors Ry, Rs,... are independent, and given Y,,,
the random variables R,, 1 and Y, are independent.

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 175
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_6,
(© Springer-Verlag Berlin Heidelberg 2011
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6.1 Terminal Wealth Problems

We start with problems of terminal wealth maximization under partial ob-
servation. Suppose we have an investor with utility function U : dom U — R
with dom U = [0,00) or dom U = (0,00) and initial wealth > 0. Our in-
vestor can only observe the stock price and not the driving Markov process
(Y3,), i.e. the filtration (F,) to which portfolio strategies have to be adapted
is given by F,, := F2 = 0(S0,51,...,5) = o(R1,...,R,). The aim is to
maximize the expected utility of her terminal wealth.

The following assumption on the financial market is used throughout this
section.

Assumption (FM):

(i) There are no arbitrage opportunities in the market, i.e. for all y € Ey
and ¢ € R? it holds:

¢-Ry)>0P-as. = ¢-R(y) =0 P-as.

(ii) The support of R(y) is independent of y € Ey .
(iii) sup, E||R(y)|l < oo.

The second assumption guarantees that the support of R, 1 is independent
of Y,, and n. There are a lot of examples where this assumption is satisfied.
According to (3.1) the wealth process (X,,) evolves as follows

X1 = (1414) (Xn + ¢ - Rn+1)

where ¢ = (¢,) is a portfolio strategy such that ¢ is (F,)-adapted. The
partially observable terminal wealth problem is then given by

E, U(Xf\),) — max
(6.2)
¢ is a portfolio strategy and Xf, € domU P-as..

Recall that F,, = F2 i.e. the admissible portfolio strategies depend only on
the observable stock prices (S,,). Problem (6.2) can be solved by the following
stationary Partially Observable Markov Decision Model:

e FEx :=domU where x € Fx denotes the wealth,
e FEy is the state space of (Y;,), where y € Ey is the unobservable state,
o A:=R? where a € A is the amount of money invested in the risky assets,

D(z) == {a €R?| (1+i)(z+a-R(y)) € domU IP’—a.s.},

Z = [~1,00)¢ where z € Z denotes the relative risk,

TX(x,a,z) =1 +i)(x+a~z),

Q%Y (B x Clz,y,a) .= QE(Bly)QY (Cly) for B € B(Z),C € B(Ey),
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e () is the initial (prior) distribution of Yj,
o =0,

e g(z,y) =U(x),

e 5=1.

Note that in view of FM (ii) D(z) does not depend on y € Ey and hence D(x)
is well-defined. It is assumed (see Section 5.2) that there exist densities of Q*
and QY. The Bayes operator @ depends only on p € IP(Ey) and z € Z. From
Section 5.3 we know that we can solve problem (6.2) by a filtered Markov
Decision Model. Theorem 5.3.3 implies the following result.

Theorem 6.1.1. For the multiperiod terminal wealth problem with partial
observation it holds:

a) The value functions J,(x, p) are strictly increasing, strictly concave and
continuous in x € dom U for all p € IP(Ey).

b) The value functions can be computed recursively by the Bellman equa-
tion, i.e. for (x,p) € Ex x IP(Ey) it holds

Jo(z,p) =U(z
In(z,p) = Esgp // n— 1 1+Z Nz +a-z),2(p, ))QR(dZ\y)p(dy)-

¢) The mazimal value of problem (6.2) is given by Jy(x, Qo).

d) There exists a mazimizer f; of J,—1 and the portfolio strategy
(fo,---, [n—1) is optimal for the N-stage terminal wealth problem (6.2)
where

fn(hn) = f]t/'—n(mnvun(|hn))7 h’n = (IOaQOathla v Z’naz’ﬂ)'

Proof. Tt is easily shown by using Assumption (FM) that the stationary fil-
tered Markov Decision Model has an upper bounding function

b(z,p) =142z, (z,p)€ Ex xP(Ey)

(cf. the proof of Proposition 4.2.1). Then the Structure Assumption (SAy)
is satisfied with

M, = {v € B | x — v(z,p) is strictly increasing, strictly concave
and continuous for all p € IP(Ey)}
and A,, := F,. In particular the existence of maximizers follows along the

same lines as the proof of Theorem 4.1.1 in view of (FM). Part ¢) and d) are
implied by Theorem 5.3.2 and Theorem 5.3.3. a
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In the next subsections we will specialize this result to power and logarithmic
utility functions.

Power Utility

Here we assume that the utility function is of the form U(z) = %x'y with
x € ]0,00) and 0 < v < 1. For convenience we define

A:={aeR!|1+a- R(y) >0 P-as.}.

Since by Assumption (FM) the support of R(y) is independent of y, the set
A is independent of y. The proof of the next theorem is similar to the proof
of Theorem 4.2.6.

Theorem 6.1.2. Let U be the power utility with 0 < v < 1. Then it holds:
a) The value functions are given by

Tu(@,p) = (€8,)7du(p), (v,p) € Ex x IP(Ey)

where the sequence (dy) satisfies the following recursion

doEl
v
d, = su dn_1(P®(p, 2 a-2) 08 (dz dy). .
) 3// (@(p,2)) (1 + - 2) QR(d=ly)p(dy). (6.3)

b) The optimal amounts which are invested in the stocks are given by

fi(x,p) =k (p)r, >0

where ., (p) is the solution of (6.3). The optimal portfolio strategy is
given by (fo, ..., fn—1) where

f’ﬂ(hn) = f}:[,n(xn,,unﬂhn)), hn = (x07a07217x17' . 7:671)'

Remark 6.1.5. In the case of a power utility function U(z) = %x’y with v < 0
we can proceed in the same way (see Remark 4.2.7) and obtain an analogous
result. O

We consider now the special case of a binomial model with one stock and an
unknown probability for an up movement, i.e. we consider a Bayesian model
and assume

P(R=u[9=0)=0, P(R=dd=0)=1-6, 6c(0,1)=6
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where d < 1+ < u. Obviously Assumption (FM) is satisfied in this market.
Moreover, we exclude short-sellings now, i.e. we set A := [0,1]. Then we are
able to compare the optimal investment strategy with the optimal investment
strategy in the case of complete observation. More precisely the optimization
problem in (6.3) reduces to one which is linear in 6:

d(p) = swp {dr (@(p.@) [ 0p(a0) (L4 +alu=1-0)  (6.0)
0<a<l
+ dy—1(P(p, d)) 1—/9/) (d0)) (1 +i+a(d—1—1)) }(1—1—@')_'y
where @ := 1&“ —1land d := 1i 1. We can use Example 5.4.4 to show

that ¢, (hy) := (m,n) is a sufficient statistic where m is the number of ups.
Then we obtain

pn(C | h) = p(C | ta )) = i(C'| (m,n))
f9m —0)"""Qo(db)

f@/m 9/ n— mQO(dol)

where Qg is the given prior distribution of the unknown probability 6. We
define by
Dq, = {ﬂ(|m7n) | n € No,m < n}

the set of all possible posterior distributions. The next monotonicity result is
important.

Lemma 6.1.4. For p € Dg, it holds:

a) ®(p,d) <i B(p,u).
b)p<irp = dnlp) <du(p).

Proof. a) Let § € (0,1) and p,p’ € Dg,. We suppose that p = j(:|m,n)
and p/ = A(-m/,n’). It holds that p <;. p’ if and only if m’ > m and
n—m >n' —m’ (cf. equation (5.12) and Example B.3.8). This can be
directly seen by inspecting the ratio

In particular we have ®(p, d) = fi(:|m,n+1) <; a(-|m+1,n+1) = &(p, @).
b) The proof is done by induction. For n = 0 we have dy = % and there is
nothing to show. For convenience let us denote
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(@) =1+i+alu—1-1)" and c4(a):=1+i+ald—1-1))".
Suppose the statement is true for k = 0,1,...,n — 1. Since

?(p,d) <iy (p,a) <ir D(p', )

and ®(p,d) <; B(p',d) and p:= [0p(d) < [0p'(df) := p' we obtain for
arbitrary o € (0,1] (note that we have cu( ) > cq(a ) since o > 0):

(¢(ﬂ ))Pcu( )+ dn—1(2(p,d)) (1 — p)cal
= { @))cu(a) — dy ( )Cd }+dn 1 (2 (p,d))cd(a)

<p { @))cu(@) = dn-1 (@(p,d))ca@) } + du- 1( (p.d))ca(e)
< dn— (¢(p,U))PCu( )+dn 1( ; )(1 P)eal
which implies the result. O

Recall that o (p) is the optimal fraction of wealth invested in the stock
at time n when p is the posterior distribution of #. The case of complete
observation reduces to the special case p := dy, and in this case we write
o’ () instead of o (dp). As before let us denote p = [ p(df) € (0,1).

n

Theorem 6.1.5. For all n € Ny and p € Dg, it holds:

Proof. Let 0 < 7y < 1. By definition o (p) is a maximum point of (6.4). Then

o (p) is also a solution of (we use the same notation as in the last proof)
dn—l (@(p’ J)) 1-— ﬁ

dnfl(ds(pvﬁ)) ﬁ

sup {cu(oz) + cd(a)}. (6.5)

0<a<1

Let us define the function
h(a) := cy(a) + Acala)

and its maximum point (where we set § := (1 —v)71)

A1 4i—d) 0 —(u—1-14)"°
(u—1—49)"7 4+ (1+i—d)~79X9

a*(A) = (1+1)

whenever this point is in the interval (0,1) and o*(\) = 1 if the preceding
expression is larger than 1 and a*(\) = 0 if the preceding expression is smaller
than 0.
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Inserting
4 (20 D) (1- p)
dnfl(QS(p, ﬁ)) P

gives us «(p) and inserting (1 — p)p~—! gives us o (p). Hence we have to
determine whether a*(\) is increasing or decreasing in A. But this has been
done in Lemma 4.2.9: o*(\) is decreasing in A. Finally, it remains to show

that _
dn—1 (@([L d))

dn—1 (@(p, ﬁ))

But this follows by applying Lemma 6.1.4. For v < 0 note that d,(p) < 0

and hence we have _
dn—l(é(p7 d)) >1
dn—1 (dj(pa ﬂ’)) B

0< <1.

Remark 6.1.6. Theorem 6.1.5 tells us that we have to invest more in the stock
in the case of an unobservable up probability, compared with the case where
we know that p = [ 6p(df) is the up probability when v € (0,1). If v < 0
the situation is vice versa. A heuristic explanation of this fact is as follows.
Though in all cases our investor is risk averse, the degree of risk aversion
changes with +: The risk aversion measured by the Arrow-Pratt absolute
risk aversion coefficient is 1—;"1 and decreases for all wealth levels with . In
particular if v € (0, 1), the investor is less risk averse than in the logarithmic
utility case (7 = 0) and thus invests more in the stock (the logarithmic case
is treated in the next subsection). O

In Figure 6.1 we have computed the optimal fractions af(p) for p = U(0,1)
and 043(%) in the case of partial and complete observation for the following
data: N = 2,7 = 0,d = 0.95925,u = 1.04248, i.e. we have a two-period
problem and the prior distribution is the uniform distribution on (0, 1). The
parameters belong to a stock with 30% volatility and zero interest rate. Figure
6.1 shows the optimal fractions in the stock in the observed case ag(%) (solid
line) and in the unobserved case af(p), p = U(0, 1) (dotted line) as a function
of v. For v = 0 both fractions coincide. Note that af(7) is increasing in ~.

Logarithmic Utility

Here we assume that the utility function is of the form U(x) = log(x) with
x € dom U = (0,00) and we define

A={acR¥1+a-R(y) >0P-as.}.

We obtain the following statement:



182 6 Partially Observable Markov Decision Problems in Finance

ro.8

06

Fig. 6.1 Optimal fractions af = ag(y) invested in the stock (cross=unobserved,
solid=observed).

Theorem 6.1.7. Let U be the logarithmic utility. Then it holds:

a) The value functions are given by
In(x,p) = log(x) +dn(p), (x,p) € Ex x P(Ey)
where the (dy,) satisfy the following recursion
do(p) =0

dy(p) = log(1+i —l—sup{//log (1+a-2)Q%(dz|y)p (dy)}

a€cA
+ [ s, )@ @ l)ota), (6.6)
b) The optimal amounts which are invested in the stocks are given by

[z, p) =a*(p)z, >0
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where a*(p) is the solution of (6.6). The optimal portfolio strategy is
given by (fo, ..., fn—1) where

fn(hn) = fE—n(vaaMn('|h7L))7 hay = (-'17070407317-'1717 cee 7~rn)~

The proof is analogous to the proof of Theorem 4.2.13. Note that the optimal
amounts which are invested do not depend on n.

We consider now the binomial model with one stock and unknown probability
for an up movement, i.e. we consider the Bayesian model and assume

P(R=uly=0)=0, P(R=dld=0)=1-0, 0€(0,1)=0

and d < 1+ 4 < u. The optimization problem in (6.6) reduces to one which
is linear in 6.

sup{/&log(1+i—|—a(u— 1—14)) p(df)

acA

+/(1_9)1og(1+z'+a(d—1—i))p(da)}

= sup{/&p(d@) log(1+7+a(u—1—1))

ozefi
+(1 - /9p(de)) log (1+i + a(d — 1 —i)) }

The maximum point of the problem which represents the optimal fraction of
the wealth invested in the stock is given by

[6p(dd) 1- ep(d&))
1+i—d u—1-—1

(o= 1+

(cf. equation (4.12)). Thus, the optimal investment strategy is the same as
in a model with complete observation and with probability [ 6p(df) for an
up-movement of the stock. Hence we simply have to replace the unknown
probability in the formula (4.12) for the optimal invested fraction by its
expectation, i.e. o (p) = af(p) with p = [6p(df). This phenomenon is
called the certainty equivalence principle.

Note that a*(p) is the limit of the optimal fraction invested in the power
utility case for v — 0.

6.2 Dynamic Mean-Variance Problems

Let us investigate the dynamic Markowitz problem of Section 4.6 where
the relative risk distribution depends now on the Markov process (Y;,) as
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described at the beginning of this chapter. Since the discount factors 1 + i,
depend on n, the problem is not stationary. In Chapter 5 we restricted the
presentation of Partially Observable Markov Decision Models to stationary
models, however the extension to non-stationary models is straightforward
and we will use appropriate modifications of the theorems here. More pre-
cisely we consider the following Partially Observable Markov Decision Model:

e FEx := R where x € Fx denotes the wealth,
Ey is the state space of (Y,,) where y € Ey is the unobservable part of
the state,

A :=R? where a € A is the amount of money invested in the risky assets,
Du(a) i= A,
Z = [~1,00)¢ where z € Z denotes the relative risk,

Th x (m, a, z) =(1+ in+1)(l' +a- z),
Q%Y (B x Clz,y,a) := QF(B|y)QY (Cly) for B € B(Z),C € B(Ey),
Qo is the given initial (prior) distribution of Y.

The problem we want to solve is

Vary (Xn) — min

MV T
(MV) BT [Xy] > p
m e Iy

where ] is the probability measure on (Ex x Ey)"*! which has been
defined on page 150 and IIy is the set of history-dependent policies, i.e.
7 = (fo,.-., fn—1) € IIn with f,, : H, — A depends on the observable
history h,, until time n.

In order to obtain a well-defined problem we make the following assumptions
throughout this section (cf. Section 4.6).

Assumption (FM):

(i) sup, E[[R(y)|| < oo.
(ii) There exists a k € {1,...,d} such that E RE(y) > 0 for all y € Ey or
E R*(y) < 0 for all y € Ey.
(iii) The covariance matriz of the relative risk process

(Cov(Rj (y), Rk(y))) 1<j,k<d

18 positive definite for all y € Ey .
(iv) zoS% < p.

The second assumption implies that the discounted wealth process is not a
martingale. Hence the set of admissible strategies for (MV) is not empty, and



6.2 Dynamic Mean-Variance Problems 185

(MV) is well-defined. For |Ey| = 1 the Assumption (FM) reduces to the one
in Section 4.6.

We proceed as in the case of complete observation. In particular the formula-
tion as a Lagrange problem and the reduction to a Markov Decision Problem
follow the same lines as for the classical mean-variance problem. We refer the
reader to Section 4.6 for details. The key Markov Decision Problem we have

to solve is
E7, [(XN - b)2] — min

QP(b)

e lly.

In what follows define for p € IP(Ey) and n = 0,1,..., N the real-valued
functions d,,(p) by backwards recursion:

dn(p) =1,
dn(p) = dpyi1 (p) = Log1(p) Cria(p) ™ nia(p), (6.7)

where
4.(0) = [ [ dul@(p.2))Q elu)ot),
(o) = [ [ du(@(0.2)) Q" @ ly)ota).
Col) = [ [ n(@(p,2)22 Q el

The following lemma will be crucial for Theorem 6.2.3.

Lemma 6.2.1. For alln = 0,1,...,N — 1 and for all p € IP(Ey) it holds
that 0 < d(p) < 1.

Proof. We proceed by induction. For n = N — 1 we obtain

dn-1(p) = 1= In(p) " Cx (p)en (p).

First note that £y (p) # 0 due to Assumption (FM) (ii). By definition the
matrix

Sy = Cn(p) — In(p)ln(p)"

is the covariance matrix of a random vector with distribution [ Q% (-|y)p(dy).
In view of Assumption (FM) (iii) X'y is positive definite. Following the proof
of Lemma 4.6.4 it can now be shown that 0 < fnx(p) Cy'(p)ln(p) < 1
and thus 0 < dy_1(p) < 1. Assume now that the statement is true for
N —1,...,n+ 1. We can write
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_ Ci1(p) " [ Crs1(D)\ 1 gi (p)
dn(p)—dn+1(p)[1 4,(0) (dn+1(p)) dnﬂ(p)}. (6.8)

Our assumption implies that 0 < d,,,,(p) < 1. If £,,11(p) = O the statement
is shown. Now suppose £,,+1(p) # 0 and define the probability measure

[ dns1 (P(p, 2)) QT (dz|y)p(dy)
d,i1(p) '

Qp(dz) =

Note that dn_H((@(p, )) > 0 for all p, z by induction hypothesis. Thus we
can interpret L((Z% as the expectation of a random vector with respect to
1

Q,(dz). By definition the matrix

Cui1(p) a1 (p) bua(p) '

En 1=
+ dn+1(p) dn+1(p) dn+1(p)

is the covariance matrix of a random vector with distribution @,(dz). Due
to Assumption (FM)(iii) and since d,,+1 > 0, the matrix X, 41 is positive
definite. Following the proof of Lemma 4.6.4, the expression in brackets in
(6.8) is in (0,1). Thus, the statement holds. O

Then we obtain the following result (this can be compared with Theorem
4.6.5 where the LQ-problem is treated without partial observation).

Theorem 6.2.2. For the solution of the Markov Decision Problem QP (b) it
holds:

a) The value functions are given by

Viloon) = (%2 =b) dulo). (@.p) € Bx x B(EY)

where (dy) is defined in (6.7). Then Vo(xo, Qo) is the value of QP(b).
b) Let

i) = (2 = 2) Coli(asa(o), (2.) € Bx x P(EY)
Then the portfolio strategy ™™ = (fo, ..., fnv—1) is optimal for QP (b) where

fn(hn) = f;(mnaﬂn(|hn)); h'n = (x07zlax17 .. .,(En).

¢) The first and the second moment of X under m* are given by

E7, [Xn] = 20S%do(Qo) + b(1 — do(Qo))
]E;ro [XR] = (@0S%)*do(Qo) + b*(1 — do(Q0)).
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Proof. For part a) and b) we proceed as in Theorem 4.6.5 by induction using
similar sets for the structure assumption. We restrict here showing that the
V., satisfy the Bellman equation and that f;; is a minimizer. For n = N we
have Vy(z,p) = (z — b)? in which case the statement is true. Now suppose
the statement is true for k =n+1,..., N. The Bellman equation gives

Vil(z, p) = inf //Vnﬂ (L4 ins1) (@ +a-2),(p, 2)) QT (dz]y)p(dy).

acRd

Inserting the induction hypothesis and after some algebra we obtain

) S8
Valw,p) = inf, {()*(0%dr () + 2007 s (p) + 0" Crsa(p))

S 2
- 2(§)b(xc_ln+1(p) +alyy1(p)) +b dn+1(ﬂ)}-

n
The minimizer is given by

bS?
fitwp) = (gt = o) Cctr (P)busa o)

Inserting the minimizer into the Bellman equation above gives after some
lines of calculation

T 0
Vale.p) = (228 =) (o (0) ~ Lo () Oty (0}l ().

Hence, part a) and b) are shown. For the proof of part ¢) we show by induction
on n that

SO
E[X N[ X0, pn] = S_](\)]Xndn(un) +b(1 = dn(ptn))-

Since this is more cumbersome than in Theorem 4.6.5 we show the induction
step here:

]E;;r; [XN|X7L7 ,un] =E [IE[XN|X7L+17 ,un-ﬁ-lHXn, Nn}

" SR
= E, |t Kot 11 (n1) + b(1 = s (1n51) Ko,

Spi1
T S?V SS, -1
= ]Ezo [S_,OL (Xn + (%b - Xn)RnJrl : Cn+1(/Ln)fnJrl(ﬂn))dnJrl(ﬂnJrl)

+ 0(1 = dnt1(ptns1))| Xns pin
SR
= 5o Xndn(pn) +b(1 = dn(pin)).

The proof for the second moment can be done similarly. a
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In order to solve the original mean-variance problem (MV) we proceed as in
Section 4.6 and set

b = ET [Xn]+ X = p N

with
do(Qo)
1 —dp(Qo)
Note that 0 < do(Qo) < 1 due to Lemma 6.2.1. Altogether the solution of
the mean-variance problem with partial information is given by:

A = (4= 20S%)

Theorem 6.2.3. For the mean-variance problem (MV) with partial ob-
servation it holds:

a) The value of (MV) is given by

* d x 2
Varl [Xn] = % (n«:go [Xn] - xos?v)

where do(Qo) is given in (6.7). Note that ]Eg; [Xn] = p.
b) For (z,p) € Ex x IP(Ey) let

_ T 0 0 L
fitep) = ((FFRBEEE) S o) (o) 0

Then the portfolio strategy ©™* = (fo,..., fn—1) is optimal for (MV)
where

fn(hn) = f:; (xna,un(”ln))v hyn = (‘r07217x13 ce ,Zn,flin).

6.3 Remarks and References

Partially observable portfolio problems in discrete time are sparsely studied
in the literature. The models and results of this chapter seem to be new. Durst
(1991) investigates some Bayesian nonparametric problems. Binomial models
(with an unknown up-probability) have been considered by Runggaldier et al.
(2002) and Favero (2001). Recently Taksar and Zeng (2007) treat a Hidden-
Markov portfolio model with unknown drift and volatility. There are much
more interesting applications in finance which can be investigated in a similar
manner, e.g. mean-risk models, index-tracking and indifference pricing. It is
left to the reader to extend the models of Chapter 4 to the partially observable
setting.
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Continuous-time portfolio problems with partial observation are studied e.g.
in Sass and Haussmann (2004), Biuerle and Rieder (2007) and Bjork et al.
(2010). The comparison result in Theorem 6.1.5 is the discrete-time analogue
to a result in Rieder and Béauerle (2005).
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Chapter 7

Theory of Infinite Horizon Markov
Decision Processes

In this chapter we consider Markov Decision Processes with an infinite time
horizon. There are situations where problems with infinite time horizon arise
in a natural way, e.g. when the random lifetime of the investor is considered.
However more important is the fact that Markov Decision Models with finite
but large horizon can be approximated by models with infinite time horizon.
The latter one is often simpler to solve and admits mostly a (time) stationary
optimal policy. On the other hand, the infinite time horizon makes it neces-
sary to invoke some convergence assumptions. Moreover, for the theory it is
necessary that properties of the finite horizon value functions carry over to
the limit function.

The chapter is organized as follows. In Section 7.1 infinite horizon Markov
Decision Models are introduced where we assume that the positive part of
the rewards are bounded and converge. This formulation includes so-called
negative and discounted Markov Decision Models. A first main result (The-
orem 7.1.8) shows that the infinite horizon problem can indeed be seen as
an approximation of the finite time horizon problems, given a structure as-
sumption is satisfied. Moreover, the existence of an optimal stationary policy
is shown. A characterization of the infinite horizon value function as the
largest solution of the Bellman equation is also given. Analogously to Section
2.4, Section 7.2 provides some continuity and compactness conditions under
which the structure assumption for the infinite horizon problem is satisfied.
Section 7.3 deals with the favourable situation of contracting Markov Deci-
sion Models. In this case the maximal reward operator 7 is contracting on
the Banach space (By, || - ||») and if a closed subspace IM of 1B}, can be found
with 7 : IM — IM then Banach’s fixed point theorem can be applied and
the value function of the infinite horizon problem can be characterized as
the unique fixed point of 7. Section 7.4 deals with positive Markov Decision
Models. Here we make assumptions about the boundedness and convergence
of the negative parts of the rewards. The main problem is to identify optimal
policies in this case. A maximizer of the value function now does not neces-
sarily define an optimal policy. In Section 7.5 some computational aspects of

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 193
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_7,
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infinite horizon problems are treated like Howard’s policy improvement algo-
rithm, solution via linear programming and value iteration on a grid. Finally,
the last section contains four examples which explain the use of the devel-
oped theory. The first example treats a problem with random horizon. In the
second example the cash balance problem of Section 2.6 is revisited and now
treated as an infinite horizon Markov Decision Model. The third example
deals with some classical casino games and the last example with the infinite
horizon bandit.

7.1 Markov Decision Models with Infinite Horizon

Markov Decision Models with infinite horizon can be seen as an approxi-
mation of a model with finite but large horizon. Often the infinite horizon
model is easier to solve and its optimal policy yields a reasonable policy for
the model with finite horizon. This statement is formalized later in this sec-
tion. In what follows we always assume that a (stationary) Markov Decision
Model with infinite horizon is given.

Definition 7.1.1. A stationary Markov Decision Model with infinite horizon
consists of a set of data (F, A, D,Q,r,3), where E, A, D, Q,r and 3 are given
in Definition 2.1.1 (see also Remark 2.1.2 c¢) and Section 2.5). There is no
terminal reward, i.e. g = 0.

Let m = (fo, f1,.-.) € F* be a policy for the infinite horizon Markov Decision
Model. Then we define

Joor(z) :=E]

iﬂkT(Xkyfk(Xk))] , X € )

k=0

which gives the expected discounted reward under policy 7w over an infinite
time horizon when we start in state x. The process (X}) is the corresponding
infinite horizon Markov Decision Process. The performance criterion is then

Joo(T) == stTlrp Joor(2), x€E. (7.1)

The function J(x) gives the maximal expected discounted reward over an
infinite time horizon when we start in state x. A policy 7#* € F*° is called
optimal if Joor=(x) = Joo(z) for all z € E.
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In order to have a well-defined problem we assume throughout the
Integrability Assumption (A):

d(z) :=supEZ Zﬁkr+(Xk7fk(Xk)) <oo, z€E.
T k=0

Moreover, it is convenient to introduce the set
B :={ve M(E)|v(z) <i(z) for allz € E}.

Obviously, Joor € B for all policies 7. In order to guarantee that the infinite
horizon problem is an approximation of the finite horizon model, we make
the following convergence assumption throughout this chapter.

Convergence Assumption (C):

o0
nli_)néosgp]E;r ZﬁkT+(Xk,fk(Xk)) =0, z€kFE.
k=n

Below we discuss the convergence assumption and present some simple con-
ditions which imply (C). For this purpose upper bounding functions will be
important. An upper bounding function for a Markov Decision Model with
infinite horizon is defined as follows (cf. Definition 2.4.1).

Definition 7.1.2. A measurable function b : E — R, is called an upper
bounding function for the Markov Decision Model with infinite horizon, if
there exist constants c,, o, € Ry such that

(i) r*(z,a) < ¢.b(x) for all (x,a) € D.
(ii) [b(2")Q(da'|z,a) < apb(x) for all (z,a) € D.

Let us introduce the operator 7, by

Tov(z) = esg;() )ﬁ v(2")Q(dx'|z,a), x€E,

whenever the integral exists. The operator 7, causes a time-shift by one time
step, i.e. Tov(x) is the discounted maximal expectation of v(X;) when the
current state is x. In particular it holds

o0

5 8 (X, mxm)] s LR, )] = T

k=n

supE?
T
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The last equation is true since ¢ is the value function of a positive Markov
Decision Model (see Section 7.4) and Remark 2.3.14 applies. In particular if
v € BB then Tov < ¢§. The Convergence Assumption (C) can also be expressed
by the condition

lim 7'0(z) =0, z€kE.

n—00

In particular suppose now that the infinite horizon Markov Decision Model
has an upper bounding function b and recall the definition of the set

B = {v € M(E) | vt (z) < cb(x) for some ¢ € R+}.

If |6l < oo and 7J*b — 0, then the Integrability Assumption (A) and the
Convergence Assumption (C) are obviously fulfilled. Next let us define «p, by

e ay JMPIQ
(z,a)€D b(I)

Then we obtain

Tob(x) = sup
and by induction

Moreover we get

0(z) <er Z(ﬁab)kb(m‘).

k=0

These inequalities imply that (A) and (C) are satisfied when Sap, < 1. Such
a situation emerges in particular in the so-called discounted case, i.e. if the
reward function is bounded from above and § < 1. In this case we have
ap < 1.

Assumptions (A) and (C) are also satisfied for so-called negative Markov
Decision Models, i.e. if the reward function satisfies r < 0.

Remark 7.1.83. It can be shown that history-dependent policies do not im-
prove the maximal expected discounted reward. More precisely, let IT,, be
the set of history-dependent policies for the infinite horizon Markov Decision
Model. Then it holds:

Joo(@) = sup Joor(x) = sup Joon(x), z€E.
TEF>® wello
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For a proof see Hinderer (1970), Theorem 18.4 (see also Theorem 2.2.3). This
result is also valid for positive Markov Decision Models which are investigated
in Section 7.4. O

The convergence assumption implies the following (weak) monotonicity prop-
erties of the value functions

Inw i=Tyg, ... Ty, 0,
Jn = sup Jpr.

Lemma 7.1.4. For n,m € Ny with n > m it holds:

a) Jnﬂ' § JmTr + 7—om6
b) Jp < Jpm + 176

Proof. For part a) let @ = (fo, f1...) be an infinite-stage policy. By the
reward iteration (see Theorem 2.5.3) we obtain for n > m

Ine =15, ... Ty, _,0
n—1

S’Z}O"'Tﬂnflo—i_supEg/ Z ﬁkr+(XkﬂfI:Z(Xk))
g k=m

S Tf() M Tﬂnflo + 7;m6 = Jmﬂ' + 7;m5

Part b) follows by taking the supremum over all policies in part a). a0

In view of Lemma 7.1.4, the Convergence Assumption (C) implies in partic-
ular that the sequences (J,r) and (J,) are weakly decreasing. From Lemma
A.1.4 we deduce that the limits lim,, ., Jp» and lim,,_, ., J,, exist. Moreover,
for m € F*° we obtain from Theorem B.1.1

Joor = lim Jpr.

n—oo

We define the limit value function by

J(z):= lim J,(z) <dé(z), z€E.

n—oo

By definition it obviously holds that J,, < J, for all n € N, hence Joor < J
for all policies 7. Taking the supremum over all 7 implies

Joo(z) < J(2), =€ E. (7.2)

Note that in general J # J (see Example 7.2.4) and the functions J,,J
and Jy are not in IB. However J,, and J are analytically measurable (see
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e.g. Bertsekas and Shreve (1978)). The following lemma shows that the L-
operator and the limit can be interchanged.
Lemma 7.1.5. Assume (C) and let f € F. Then it holds:

a) lim LJ,(x,a) = LJ(x,a) for all (z,a) € D.
b) lim T;J,(z) = T5J(z) for allx € E.

Proof. First recall the definition of the operator L
Lv(z,a) :=r(z,a) + ﬁ/v(x’)@(dx’\x,a), (x,a) € D, v € B.

Due to the definition of 77 it suffices to prove part a). If the sequence (J,,)
is monotone decreasing, the statement follows directly from the monotone
convergence theorem. In the general case let

Wi () := sup Jn ()

n>m

for m € N. Obviously the sequences (wy,) and (Lw,,) are monotone decreas-
ing and hence lim,, . Wy, and lim,, .., Lw,, exist. Since by Lemma 7.1.4

Wi (¥) 2 () = wm(x) = 17"6(x)
Lwy,(x,a) > Ly (2z,a) > Lwy(x,a) — T"TH(x)
for all m € N, we obtain due to Condition (C)

lim wp(z) = lim J,(z) and lim Lwny(z,a) = lim LJ,(z,a).

m—00 m—00 m—00 m—00

Finally since w,, < J, we get with monotone convergence

lim LJp(z,a)= lim Lwp(z,a)=(L lim wpy)(z,a)=(L lim Jy)(z,a).

m—00 m—00 m— 00 m— 00

O

If f:= (f, f,...) € F™ is aso-called stationary policy, i.e. the same decision
rule is used at each stage, then we write

Jp = Jeofe = lim Tfn().

n—oo

From Lemma 7.1.5 we obtain the infinite horizon reward iteration.
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Theorem 7.1.6 (Reward Iteration).
Assume (C) and let m = (f,0) € F x F*. Then it holds:

a) Joor = TpJ oo
b) J; € B and J; = T J;.

As in Chapter 2 we formulate first a verification theorem in order to avoid
the general measurability problems. It states that candidates for the optimal
solution of problem (7.1) are given by fixed points of the maximal reward
operator 7.

Theorem 7.1.7 (Verification Theorem). Assume (C) and let v € B
be a fized point of T such that v > Joo. If f* is a maximizer of v, then
v = Joo and the stationary policy (f*, f*,...) is optimal for the infinite-
stage Markov Decision Model.

Proof. By assumption we obtain
v="Tpv="Tov<TL0+ T

Letting n — oo we conclude v < Jg« < Ju. Thus, the statement follows since
Joo < 0. O

In what follows we want to solve the problem in (7.1) and at the same time
would like to interpret it as a ‘limit case’, i.e. we want to have J = Jy. In
order to guarantee this statement we require a structure assumption (with
terminal reward g = 0, see Section 2.5). Unfortunately the Structure Assump-
tion (SAn) of Chapter 2 is not enough (see Example 7.2.4). In addition we
have to assume some properties of the limit value function J = lim, oo Ji-

Structure Assumption (SA): There exist sets M C IM(E) and A C F
such that:

(i) 0 M.
(ii) Ifv € IM then

Tov(x) ;= sup {r(m,a) + ﬁ/v(w’)Q(dm'|m7a)}, zeE
a€D(x)
is well-defined and Tv € IM .

(iii) For all v € IM there exists a mazimizer f € A of v.
(iv) JEM and J =TJ.

Note that conditions (i)—(iii) together constitute the Structure Assumption
of Section 2.5. Condition (iv) imposes additional properties on the limit value
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function. In Section 7.2 we will give important conditions which imply (SA).

Theorem 7.1.8 (Structure Theorem). Let (C) and (SA) be satisfied.
Then it holds:

a) Joo € M, Joo = TJs and Joo = J = lim,, . J,, (Value iteration).

b) Jso is the largest r-subharmonic function v in IM N IB, i.e Jo is the
largest function v in IM with v < Tv and v < 4.

¢) There exists a mazimizer f € A of J», and every mazimizer f* of Jx
defines an optimal stationary policy (f*, f*,...) for the infinite-stage
Markov Decision Model.

Proof. First recall that we always have J,, < J. The Structure Assump-
tion (SA) parts (iii) and (iv) imply that there exists an f* € A such that
Tr+J = TJ = J. Thus we obtain by iterating the operator 7y~ in the same
way as in Lemma 7.1.4:

J=T7J <T{L0+ T
for all n € N. Taking the limit n — oo yields
J < Jpe < o,
since always Jy« < Ju. Therefore we get
Joo = J = -

and the stationary policy (f*, f*,...) is optimal. This implies parts a) and ¢).
For part b) note that Jo € IM, Joo =7 J» and Jo < 0. Now let v € M N IB
be another r-subharmonic function. Then

v < T < T"0 + T8 = J,, + T8

for all n € N. For n — oo we obtain: v < J = J. O

The equation Jo, = 7 Jy is called the Bellman equation for the infinite
horizon Markov Decision Model. Often this fixed point equation is also called
the optimality equation. Part a) of the preceding theorem shows that J., is
approximated by J, for n large, i.e. the value of the infinite horizon Markov
Decision Problem can be obtained by iterating the 7-operator. This justifies
the notion wvalue iteration.

Remark 7.1.9. a) Part ¢) of Theorem 7.1.8 shows that an optimal policy can
be found among the stationary ones. Formally we have



7.2 Semicontinuous Markov Decision Models 201

Joo = sup Jy.
fEF

b) Under the assumptions of Theorem 7.1.8 the reverse statement of part c)
is also true: if f°° is optimal, then f is a maximizer of J.,. This can be
seen as follows: Suppose f*° is optimal, i.e. Joo = Jy¢. Since Jy = T¢Jy by
Theorem 7.1.6 it follows that T¢J = Joo = TJ, i.e. f is a maximizer
of J. O

7.2 Semicontinuous Markov Decision Models

As in Section 2.4 we present some continuity and compactness conditions
which imply the Structure Assumption (SA) and which are useful in applica-
tions. In what follows let £ and A be Borel spaces, let D be a Borel subset
of EF x A and define

D} (z) :=={a € D(z) | ais a maximum point of a — LJ,_1(x,a)}
for n € NU{oo} and = € E and define by

LsD;(z) := {a € A | ais an accumulation point of a sequence (a,,) with
an, € D} (z) for n € N}

the upper limit of the set sequence (D} (x)). The set D} (x) consists of the
optimal actions in state x for an n-stage Markov Decision Problem and D7_(x)
are the optimal actions for the infinite horizon problem. We can state the
following theorem (see also Theorem 2.4.6).

Theorem 7.2.1. Suppose there exists an upper bounding function b with
77'b — 0 for n — o0, ||6]|p < 0o and the following conditions are satisfied:

(i) D(x) is compact for all x € E and x — D(x) is upper semicontinuous,
(ii) (z,a) — [v(2")Q(da'|z,a) is upper semicontinuous for all upper semi-
continuous v € ]B,;|r ,
(iii) (z,a) — r(x,a) is upper semicontinuous.

Then it holds:

a) Joo € B;, Joo =T Js and Jo = J (Value Iteration).

b) If b is upper semicontinuous then Joo is upper semicontinuous.

¢) 0 # LsDi(z) C DX (x) for all x € E (Policy Iteration).

d) There exists an f* € F with f*(x) € LsD}(z) for all x € E, and the
stationary policy (f*, f*,...) is optimal.
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Proof. Assumption (C) is satisfied since § € IB;" and 7"b — 0 for n — oo.
Then let

D*(z) :={a € D(z) | a is a maximum point of a — LJ(z,a)}
for x € . We will first prove that
() # LsD;(z) C D*(z), =€ E.

Let « € E be fixed and define for n € N the functions v, : D(z) - RU{—o0}
by
vp(a) := LJp_1(z, a).

With Lemma 7.1.5 it follows that lim,,_. v,(a) = LJ(x,a) for all @ € D(x).
Theorem 2.4.6 and assumptions (i)—(iii) imply that v,, is upper semicontinu-
ous, since J,_1 € ]B;' and J,_1 is upper semicontinuous. From Lemma 7.1.4
b) we obtain for n > m

0(0) < L(Tmr + T 10)(2,0) < L (2, ) + T6(2)
= vm(a) + 7" (x).

Thus we can apply Theorem A.1.5 and obtain ) # LsD}(z) C D*(z) and

TJ(x)= sup lim v,(a)= lim sup vy(a)

a€D(z) " n—=XgeD(x)
= lim 7J,_1(x) = lim J,(x) = J(x).

The limit function J is measurable since J,, is measurable, thus J € IB. By
Theorem 2.4.6 there exist decision rules f* € F with f*(z) € D (x) for all
x € E and n € N. In view of the measurable selection theorem (see Theorem
A.2.3) there exists a decision rule f* € F such that

F*(@) € Ls{ fi(2)} € LsD(a) C D*(a).
Therefore f* is a maximizer of J and we obtain
J(x) =T J(x) < T/0(z) +1."6(x)
for all n € N. Taking the limit n — oo yields
J(@) < Jp(2) < Ja).

Thus we obtain J(z) = Joo(x) and D*(x) = D% (z) for all z € E, and the
stationary policy (f*, f*,...) is optimal.
Moreover, we obtain for n > m

In < T + T8 < Ty + T,
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for some ¢ > 0. Since J,,, and 7]"b are upper semicontinuous by Theorem
2.4.6, Lemma A.1.4 implies that J,, is upper semicontinuous. a

Suppose the assumptions of Theorem 7.2.1 are satisfied and the optimal
stationary policy f° is unique, i.e. in view of Remark 7.1.9 we obtain
D: (z) = {f(z)}. Now suppose (f;) is a sequence of decision rules where
f is a maximizer of J,_;. According to Theorem 7.2.1 ¢) we must have
lim,—oo fif = f. This means that we can approximate the optimal policy
for the infinite horizon Markov Decision Problem by a sequence of optimal
policies for the finite-stage problems. This property is called policy iteration.
If A C R and (f}) is a sequence of decision rules where f; is a maximizer
of J,_1 then among others, the stationary policies (liminf, ., f¥)* and
(limsup,,_, o f7)>° are optimal for the infinite horizon problem.

Corollary 7.2.2. Suppose the Markov Decision Model has an upper semi-
continuous upper bounding function b with oy < 1. If the conditions (i), (ii)
and (iii) of Theorem 7.2.1 are satisfied, then all statements a)—d) of Theorem
7.2.1 are valid.

The proof follows from Theorem 7.2.1 since oy, < 1 implies ||d]]p < co and
T7'b — 0 for n — oo. The convergence condition in Corollary 7.2.2 is true
for the discounted case (i.e. r is bounded from above and § < 1) and also for
the negative case (i.e. r <0).

Theorem 7.2.3. Suppose there exists an upper bounding function b with
720 — 0 for n — oo, ||d]]s < 0o and the following conditions are satisfied:

(i) D(z) is compact for all x € E,
(i) a — [o(z)Q(d'|x,a) is upper semicontinuous for all v € B, and
foradlx e E,
(iii) a — r(z,a) is upper semicontinuous for all x € E.

Then it holds:

a) Jx € IB;, Joo = TJs and J = Jo, (Value Iteration).

b) 0 # LsD}(x) C DX (x) for all x € E (Policy Iteration).

c) There exists an f* € F with f*(x) € LsDX(x) for all x € E, and the
stationary policy (f*, f*,...) is optimal.

Proof. The proof follows along the same lines as the proof of Theorem 7.2.1.
Note that the v,, are again upper semicontinuous but we do not need to show
here that J is upper semicontinuous. a

The preceding theorem gives conditions which guarantee that (SA) is satisfied
for the set B; . It is also possible to derive another set of conditions involving
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continuous functions (using Theorem 2.4.10) which imply the value and policy
iteration but since this is rather obvious we have skipped it here and will
present these conditions only in the contracting case (cf. Theorem 7.3.6).

Ezxample 7.2.4. This example shows that continuity and compactness condi-
tions are necessary for the value and policy iteration stated in Theorem 7.2.1.
We consider the following Markov Decision Model: Suppose that the state
space is E := N and the action space is A := N. Further let D(1) := {3,4,...}
and D(z) := A for > 2 be the admissible actions. The transition probabil-
ities are given by

q(all,a) =1,
q(2]2,a) := 1,
q(x — 1|z,a) :=1 forxz > 3.
All other transition probabilities are zero. Note that state 2 is an absorbing

state (see Figure 7.1). The discount factor is 3 = 1 and the one-stage reward
function is given by

r(z,a) == —dz3, (x,a)€ D.
Since the reward is non-positive, assumptions (A) and (C) are satisfied. How-

ever, the set D(z) is obviously not compact, but all other conditions of The-
orem 7.2.1 are satisfied.

m r(3,a)=—1

action a

Fig. 7.1 Transition diagram.

We will compute now J and J, and the corresponding sets of maximizers. Let
us first consider Jo. Since state 2 is absorbing, we obviously have J(2) = 0.
In all other states it is not difficult to see that under any policy we will pass
state 3 exactly once and will then be absorbed in state 2 which yields the
maximal reward Jo,(z) = —1 for x # 2. For state 1 the optimality equation
reads

Joo(1) = sup Joo(a)
a>3
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which yields the set D (1) = {3,4,...}. On the other hand we obtain for a
finite horizon n € N that

0, forxz=1,2
Jn(z) =< -1, for3<z<n+2
0, forx>n+2.

Since
Jn(]-) = sup Jn—l(a)
a>3
the set of maximizers is given by D} (1) = {n + 2,n + 3,...}. Thus, taking
the limit n — oo we get J(z) = 0 for x = 1,2 and J(z) = —1 for z > 3.
Altogether, we have

Jee(1) = —1<0=J(1),
LsD:(1) = 0 # DX (1).

We see that the value and policy iteration may no longer be true if D(z) is
not compact. Note that there exists an optimal stationary policy. ¢

7.3 Contracting Markov Decision Models

An advantageous and important situation arises when the operator 7 is con-
tracting. Here we assume that the Markov Decision Model has a so-called
bounding function instead of an upper bounding function which we have con-
sidered so far.

Definition 7.3.1. A measurable function b : £ — R, is called a bounding
function for the Markov Decision Model if there exist ¢, o € Ry such that

(i) |r(x,a)| < ¢:b(z) for all (z,a) € D.
(ii) [b(z")Q(dz'|z,a) < apb(x) for all (z,a) € D.

If b is a bounding function then (IBy, || - ||p) is a Banach space. The weighted
supremum norm || - ||, has been defined in Section 2.4. We recall its definition
here for v € IM(E)

[v(2)]

v||p := sup .
Il veE ()

Markov Decision Models with a bounding function b and Bap < 1 are called
contracting. We will see in Lemma 7.3.3 that Bay is the module of 7.

Remark 7.3.2. a) If r is bounded, then b = 1 is a bounding function. If more-
over 3 < 1, then the Markov Decision Model is contracting (the classical
discounted case).



206 7 Theory of Infinite Horizon Markov Decision Processes

b) For any contracting Markov Decision Model the assumptions (C) and (A)
are satisfied, since § € By, and there exists a constant ¢ > 0 with

lim supE" Z BEr T (X, fe(Xk)) | < e lim (Baw)"b(z) =0. O
T k:n n—oo

Lemma 7.3.3. Suppose the Markov Decision Model has a bounding function
b and let f € F.

a) For v,w € By it holds:

1T — Tywlls < Bas|lv —wl
1Tv = Twlp < Baw|lv — wlls.
b) Let fay, < 1. Then Jy = lim,,_,o 1'g for all g € By, and Jy is the unique
fized point of Ty in IBy.

Proof. a) For f € F we obtain

Trv(z) — Trw(z) < B sup / (U(m') - w(a?’))Q(dx’|x,a)

a€D(x)

< Bllv —w|p sup /b(x')Q(dx’|x,a).

a€D(x)

By interchanging v and w we conclude

Tyu(o) - Tyole) < Bl —wlh s [ b(a)Qd' 2.0
a€D(x)

Taking the weighted supremum norm yields
1750 = Trwllo < Baw v — wlls.

For the second statement note that for functions g, h : M — R it holds

sup g(w) ~ sup h(w) < sup (9(z) — h(z)).
xeM reM reM

hence

Tw(z) — To(z) < B sup /(v(x/) fw(x’))Q(dx'm,a).

a€D(x)

Proceeding the same way as for 7y we derive the second inequality.
b) In view of part a) the operator 7} is contracting on IBy,, and the statements
follow from Banach’s fixed point theorem (Theorem A.3.5). O
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For contracting Markov Decision Models we are able to give the following
slightly stronger version of the Verification Theorem 7.1.7.

Theorem 7.3.4 (Verification Theorem). Let b be a bounding function,
Bap <1 and v € By be a fized point of T : By — By. If f* is a mazximizer
of v, thenv = Js = J and (f*, f*,...) is an optimal stationary policy.

Proof. First we get v = Tjiv < 770 + 77" from which we conclude for

n — oo that v < Jg«. On the other hand, since by Theorem 2.3.7 and
Banach'’s fixed point theorem J < lim,,_,, 7"0 = v, we obtain altogether

Joo <J <0< Jpe < 0

Next we state the main result for contracting Markov Decision Models.

Theorem 7.3.5 (Structure Theorem). Let b be a bounding function
and Bay < 1. If there exists a closed subset M C By and a set A C F
such that

(i) 0 e M,
(il) 7 : M — M,
(iii) for all v € IM there exists a mazimizer [ € A of v,

then it holds:

a) Joo € M, Joo =T Js and J = J (Value Iteration).

b) Joo is the unique fized point of T in M.

¢) J is the smallest r-superharmonic function v € M, i.e. Jy is the
smallest function v € M with v > Tv.

d) Let g € IM. Then

n Baw)"
[Joo = T"gllp < uIITg —gllp-

T 1B

e) There exists a maximizer f € A of Js, and every mazimizer f* of Joo
defines an optimal stationary policy (f*, f*,...).

Proof. By Banach’s fixed point theorem (Theorem A.3.5) there exists a func-
tion v € IM with v = Tv and v = lim,_,s 7™0. Thus all assumptions of
Theorem 7.1.8 are satisfied. Parts b) and d) follow directly from Banach’s
fixed point theorem. For ¢) note that if v € IM is a solution of v > 7 v, then
by iteration we obtain v > 7"v — Jy, for n — 0o, and v > J follows. O

As in Section 7.2 we can impose continuity and compactness conditions which
imply assumptions (i)—(iii) of Theorem 7.3.5. Here it is assumed that E and
A are Borel spaces and D is a Borel subset of E x A.
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Theorem 7.3.6. Let b be a continuous bounding function and Bay < 1.
If the following assumptions are satisfied

(i) D(z) is compact for all x € E and x — D(x) is continuous,
(ii) (z,a) — [v(2")Q(da'|z,a) is continuous for all continuous v € By,
(iii) (z,a) — r(x,a) is continuous,

then it holds:

a) Joo 18 continuous, Jo € By and Joo = J (Value Iteration).

b) Joo is the unique continuous fized point of T in IBy.

¢) 0 # LsD(x) C DX (x) for all x € E (Policy Iteration).

d) There exists an f* € F with f*(x) € LsD}(x) for all x € E, and the
stationary policy (f*, f*,...) is optimal.

Proof. Theorem 2.4.10 implies that (i)—(iii) of Theorem 7.3.5 are satisfied
with the set M := {v € By, | v is continuous}. It remains to show that IM is
closed. Suppose that (v,) C IM with lim,,_, ||vn, — v||p = 0. By definition of
[|-[]6 it follows that % converges uniformly to 7. Thus, since % are continuous
by assumption, the limit ¢ is continuous which implies that IM is closed. The
policy iteration follows as in Theorem 7.2.1. O

7.4 Positive Markov Decision Models

Now we suppose that an infinite horizon Markov Decision Model is given
where the megative parts of the reward functions converge. This is in con-
trast to Section 7.1 where the positive parts are considered. Throughout this
section we make use of the following assumptions:

Integrability Assumption (A):

oo

Zﬂkr_ (Xk,fk(Xk))] <oo, z€E.

g(x) := sup E},
T k=0

Convergence Assumption (C_): Forz € E

lim supE7

n—oo g

i BEr~ (X, fk(Xk))] =0.

k=n

Such a Markov Decision Model is called (generalized) positive. Obviously in
the case r > 0 we have e(z) = 0 and (C_) is satisfied. Note that (C_) is not
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symmetric to (C) since we have a maximization problem in both cases. In
particular J(x) = oo is possible for some z € E.

If we define the operator 7; as in Section 7.1, then
sup B | > 8% (X, fu(Xk)) | = 8" sup Ef[e(X,,)] = T'e(w).
™ k:n ™

Hence the Convergence Assumption (C_) can also be expressed as

lim 7)'e(x) =0for z € E.

n—oo

Analogously to Lemma 7.1.4 we obtain now that the value functions are
weakly increasing.

Lemma 7.4.1. For n,m € Ny with n > m it holds that

@) Jpr > Jopr — T2e.
b) Jp > Jo — Toe.

This monotonicity of (Jnr) and (J,,) implies that

Joor = lim J,,, forallme F*™

n—oo

and
J(z):= lim J,(z), z€FE

n—oo

exist. Note that Jsr > —e. Again as in Section 7.1 we obtain the following
lemma by monotone convergence.

Lemma 7.4.2. Assume (C_) and let f € F. Then it holds:
a) lim LJ,(xz,a) = LJ(z,a), (x,a)€ D.

b) lim TyJu(z) = T;J (), € E.

c) };o:o T¢Js.

Theorem 7.4.3. Let (C_) be satisfied. Then it holds:

a) Joo =T Js and Joo = J (Value Iteration).
b) Jx is the smallest r-superharmonic function v with v > —¢, i.e. Jo i
the smallest function v with v > Tv and v > —¢.

Proof. a) We first prove that J = 7 J. Fix € F and define for n € N the
functions v, : D(z) — RU {400} by
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vp(a) := LJyp—1(z, a).
It is not difficult to show that for all n > m
vn(a) > vm(a) — T"e(x).
Theorem A.1.6 then implies

J(x)= lim Jy(z) = lim 7J,_1(z) = lim sup LJ,_i(z,a)

= sup lim LJ,_1(z,a) = sup LJ(z,a) =TJ(x).
a€D(z) "X a€D(x)

Note that we do not assume (SA) here, hence it is not clear why
Jn = T J,—1 holds. But this follows from general results of Markov Deci-
sion Process theory, see Remark 2.3.14.

Next we show that J = Jo,. From the monotonicity it follows Joo > Joor >
Jmn — T for all m € F*° and therefore Joo > lim, 00 J, = J. On the
other hand, we have J,, < J, for all n, hence Joor < J and Jo < J.
Thus, Jo = J.

b) From part a) we know that J, is a solution of Jo > 7 Js and Jo, > —e¢.
Let v be an arbitrary r-superharmonic function with v > —e. Then we
obtain for n € N that v > 7"v > 7"0 — 7'e and for n — oo we get
v > Jso-

O

The next example shows that for positive Markov Decision Models a maxi-
mizer of J, defines not necessarily an optimal stationary policy (cf. Theorem
7.1.8).

Example 7.4.4. We consider the following infinite horizon Markov Decision
Model: Suppose that the state space is F := Ny and the action space is
A :={1,2}. Further let D(z) := A. The transition probabilities are given by

q(0[0,a) :=1
gz + 1z,1) :=1
q(0]x,2) :=1 forz € N.

All other probabilities are zero (see Figure 7.2). The discount factor is 5 := 1
and the one-stage reward function is given by

1
1):=0 2)=1— —— No.
T‘(x, ) ) T(Ia ) Z‘—‘rl’ T € No
Assumption (C_) is satisfied since the reward is non-negative. Moreover when
we look directly at the problem, it is straightforward to show that J(0) =0
and Joo(x) =1 for € N. Since
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m action a=1

action a=2

Fig. 7.2 Transition diagram.

1

J(x) :rnax{.](erl),lfac—_i_1

}, reN

it is easy to see that f =1 is a maximizer of J, but Jy =0, i.e. f* is not
optimal. If the decision rule f is such that f(z) =1 forz =0,1,...,20 — 1
and f(zg) = 2 for some zyp € N, then Jy(z) = 1 — ﬁ Therefore, an
optimal stationary policy does not exist for this example. ¢

For positive Markov Decision Models we obtain the following optimality cri-
terion which is different to the criterion in Section 7.1 (see Theorem 7.1.8
and Remark 7.1.9 ¢)).

Theorem 7.4.5. Assume (C_) and let f € F. The following statements
are equivalent:
(i) f°° is optimal.
(ii) Jy is an r-superharmonic function.
(iii) Jy is a fized point of T, i.e. Jp =TJy.

Proof. (i) = (i¢it): If f°° is optimal then we have J; = J, and thus by
Theorem 7.4.3 we obtain Jy = T Jy.

(#91) = (i1): This follows by definition.

(13) = (¢): If J; is an r-superharmonic function then Theorem 7.4.3 implies
that Jy > Jo, i.e. f° is optimal. O

7.5 Computational Aspects

From Theorem 7.1.8 we know that the value and an optimal policy of the infi-
nite horizon Markov Decision Model can be obtained as limits from the finite
horizon problem. This so-called wvalue iteration already yields a first com-
putational method to obtain a solution for the infinite horizon optimization
problem. Other methods are discussed in this section.
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7.5.1 Howard’s Policy Improvement Algorithm

We next formulate Howard’s policy improvement algorithm which is another
tool to compute the value function and an optimal policy. It works well in
Markov Decision Models with finite state and action spaces.

Theorem 7.5.1. Let (C) be satisfied. For a decision rule f € F denote
D(z, f):={a € D(z) | LJf(z,a) > Js(x)}, z€E.

Then it holds:

a) If for some measurable Ey C E we define a decision rule h by

h(z) € D(z, f) fora € Ey,
h(z) = f(z) forxz ¢ Ey,

then Jy, > Jy and Jy(z) > Jy(x) for x € Ey. In this case the decision
rule h is called an improvement of f.

b)If D(z,f) =0 forallz € E, Jf >0 and T : B — B then J; = Jx,
i.e. the stationary policy (f, f,...) € F*> is optimal.

¢) Let b be a bounding function, Sap < 1 (i.e. the Markov Decision Model
is contracting) and T : By — By. If D(z, f) = 0 for all x € E, then
Jr = Jss.

Proof. a) From the definition of h we obtain
TnJg(x) > Jy(x)
if x € Eg and Ty Jf(x) = Jy¢(z) if © ¢ Ey. Thus by induction
Jp <TpJy < T, Jy < T 0+ 1%

where the first inequality is strict if we plug in x € Ey. Letting n — oo it
follows by Assumption (C) that Jy < Jj, and in particular Jy(x) < Jp(x)
for x € FEy.

b) The condition D(xz, f) = 0 for all z € E implies TJ; < Jy. Since we
always have TJy > T;Jy = Jy we obtain TJy = Jy. Since 0 < Jy and
T : B — B it follows that

I K T0OLT" ] =Jy
for n € N. Taking n — oo yields J < J; and thus we obtain
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which implies the result.

c) As in b) we get TJy = Jy. From Banach’s fixed point theorem we know
that 7 has a unique fixed point v € B, and v = lim,_.o, 7"0. Since
Joo < J < v =Jy < Jy the statement follows as in b). O

Remark 7.5.2. a) If F is finite (in particular if the state and action spaces
are finite) then an optimal stationary policy can be obtained in a finite
number of steps (see the algorithm below).

b) Obviously it holds that f € F defines an optimal stationary policy
(f,f,...) if and only if f cannot be improved by the algorithm.

Howard’s Policy Improvement Algorithm.

1. Choose fo € F arbitrary and set k£ = 0.

2. Compute Jy, as the largest solution v € IB of the equation v = Ty, v.

3. Compute fr4+1 as a maximizer of Jy, (where we set fyi1(z) = fi(z) if
possible). If fry1 = fx and if Jy, > 0 or the model is contracting then
Jr, = J and (fx, fx,...) is optimal. Else set k := k+ 1 and go to step 2.

Corollary 7.5.3. Let the assumptions of Theorem 7.5.1 be satisfied. In case
the algorithm does not stop, it generates a sequence of decision rules (f)
with Jg, > Jy, . If either Jg, > 0 for some k or the Markov Decision Model
is contracting then it holds

klim I = Jo-

Proof. The proof follows along the same lines as the proof of Theorem 7.5.1
b), ¢). Let J := limy_.oo Jy, then J < Ju . From the definition of the sequence
of decision rules (f) it follows that

']fk+1 > TJfk > Jflc'
Hence J = TJ. If Jf,. > 0 for some k, then J >0 and
J=T"J>T"0 — J, for n — oo,

ie. J=J=Jy.If the Markov Decision Model is contracting, then 7 has a
unique fixed point and J = J. a

Example 7.5.4 (Howard’s Toymaker). We revisit Example 2.5.5 to compute
the optimal infinite horizon value function with Howard’s policy improvement
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algorithm. Recall that 8 € (0,1). Before we start with the recursion note that
for arbitrary v : E — R with Av :=v(1) — v(2) it holds that

Lv(z,a) = r(z,a) + Bq(1|z, a) Av + Sv(2)
and thus we obtain for x € E:
Lov(z,1) — Lov(z,2) = 2 — 0.35Av.

Hence optimal stationary policies are either f{° with fi = 1 or f3° with

f2 = 2.
Let us start with f := f; and set k& = 0. The first step is to compute Jy which
can be done by solving v = 7v. This gives two equations:

() =r(z, f() + 8 Y alyle, f(@)o(y), e {1,2}.
yeE

The solution is given by

g 3 (20—175)
TT =m0 -p \136-10)

Now we compute a maximizer of Jy:

273
10-3

Thus, f := fi is a maximizer of J; if and only if LJy(x,1) — LJ¢(x,2) > 0,
which is the case if and only if 5 < %.

Thus we obtain altogether: If § < %, then f7° is an optimal stationary policy
and the value function is given by

o 3 20 — 174
e =I5 = =015 (13910

Ifp> %, then f5° is an optimal stationary policy and the value function is

given by

LJf(.%, 1) - LJf(x,Q) =2- 03/6)AJf =2-

o 2 20 — 11
=1 = e (452

7.5.2 Linear Programming

Markov Decision Problems can also be solved by linear programming. We re-
strict here to the contracting case. The key idea is to use the characterization
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of the value function as the smallest r-superharmonic function (see Theorem
7.3.5) and to express these properties as a linear programming problem. In
order to explain the technique we consider a contracting Markov Decision
Model with a bounding function b : E — R satisfying

(i b(xz) > 1 for all z € E.
(ii) [b(z)p(dx) < co where p is the initial distribution of Xo.

In the previous chapters we have assumed that p is concentrated on a certain
state. We are now interested in computing so-called p-optimal policies by
linear programming. A (Markov) policy m = (fy,) € F™ is called p-optimal if
it maximizes the functional

T Jgp = /Jooﬂ(w)p(dm).

The value J is well-defined and finite, since by assumption

Cr
Il <
| |717ﬂab

In what follows, let IM be a closed linear subspace of IB, and we assume that
b € M. Then we can formulate the following pair of linear programs:

J vdp — min
(P)] v(z) — B [v(@)Q(da'|z,a) > r(z,a), (z,a)€ D
ve M.

Note that the constraints in (P) are equivalent to v > 7Twv. For the dual
program let M, := {p measure on D | [bdu < oo} and define

J rdp — max
(D)4 [ (v(z) = B [v(@)Q(da'|z,a)) u(d(z,a)) = [vdp, ve M
wE Msy.

Important measures in M, are constructed as follows. For a policy = € F'*°
define the measure p, on D by

_ iﬁk PT ((Xk, Ap) € B)

k=0

> B 1(Xy, Ar)

k=0

i (B) := E]

for a measurable subset B of D. Then we obtain u, € My, since
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elD) < 3 0B [o00)] = [ bapetaton) < T2 < o
k=0

Note that we have used b > 1 for the first inequality. The measure p, is a
(discounted) occupation measure. Later in Theorem 7.5.6 it will be shown
that u, is indeed admissible for (D).

Remark 7.5.5. Problem (D) is not the dual program in the classical sense
of linear programming. In general, we have to use finite additive set func-
tions instead of the restricted set My (cf. Heilmann (1979)). For solving a
contracting Markov Decision Problem however, the proposed program (D) is
sufficient. O

In what follows we denote by
Zp = {v € M | v(z) — Lo(z,a) > 0 for all (z,a) € D}
2p = {ue M| [ (00) =5 [ o(a)Qd' . 0)) (s, 0)
- /vdp for all v € JM}

the feasible sets of the programs (P) and (D), and by val(P) and val(D) the
minimal and maximal value respectively.

Theorem 7.5.6 (Weak Duality). The feasible sets Zp and Zp are non-
empty and it holds: —oo < val(D) < val(P) < co.

Proof. a) Define

Cr
v(z) = = ﬂabb(x).
Then v € IM and we obtain
Baw
< =
Lvu(z,a) < ¢rb(x) + - erb(z) = v(x)

Thus, it follows
v(xz) — Lv(z,a) > 0

and v € Zp.
b) We will show that the occupation measures i, satisfy the constraint in
(D). For v € IM we obtain
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JACER: / o(@)Q(dx |z, @)) ix (d(z, @)
- Zﬂ’“( X0 - 55 | [ o' i, A1) )

- Zﬂk( Xe)) = B [o(Xi1)])

- / v(@)p(dz)

which implies that p, € Zp. Now let v € Zp and p € Zp. Then

o= [ (@) =5 [ o). 0)) a0
> [ vl autite,a) = [ rdn

which implies the last statement of the theorem. a

A direct consequence of complementary slackness in linear programming is
the following result.

Theorem 7.5.7. Let v € Zp and p € Zp. Then the following statements
are equivalent:

(i) v and p are optimal and val(P) = val(D).
(ii) v(x) = Lv(z,a) for u-almost all (xz,a) € D.

Proof. First note that if v € Zp then (ii) is equivalent to

/ (U(:v) - Lv(m,a)),u(d(x,a)) =0,

since v(z) — Lv(x,a) is non-negative.

(1) = (ii): By assumption we have [wvdp = [ rdp. Since p € Zp we obtain

[ @) =5 [ vte@sn.)ntdte,a)) = [ vdp= [ rd

This equation is equivalent to

/ (v(z) — Lu(x, a)) u(d(z,a)) =0,

and the first part is shown.
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(#9) = (¢) Similar to the first part, the equation

/ (v(x) - Lv(x,a))u(d(m, a))=0
can be written as
[ )= 5 [ elaQuae' ke, ), a)) = [

Moreover, since u € Zp we obtain that the left-hand side equals [ vdp.
Thus we have [wvdp = [rdp, and the statement follows from Theorem
7.5.6. O

The next theorem indeed shows that the linear programs (P) and (D) help
to find an optimal solution of the infinite horizon Markov Decision Problem.
More precisely, the values of both linear programs coincide and yield the
maximal value of the Markov Decision Problem.

Theorem 7.5.8 (Strong duality). Suppose the assumptions of Theorem
7.3.5 are satisfied for the closed subspace IM C IBy. Then the following state-
ments hold:

a) (P) has an optimal solution v* € M, v* = Jo and

val(P) = /Joo(x)p(dx) = val(D).

b) (D) has an optimal solution p* € My and there exists an f* € F such
that

val(D) = / rdy = / T (2)p(de).

In particular, the stationary policy (f*, f*,...) is p-optimal.

Proof. a) By Theorem 7.3.5 the function Jo, is the unique fixed point of 7
in M and thus by definition of (P) we have J € Zp. Let v € Zp be
arbitrary. Then v > 7v and by iterating the operator 7 we obtain

v>T" — Jy, forn— oo

le.v > Jy and [vdp > [ Joodp. Hence J is an optimal solution of (P).
b) By Theorem 7.3.5 there exists a maximizer f* € A of J. Let p* := py»
be the measure on D which is induced by the stationary policy (f*, f*,...)
(see the proof of Theorem 7.5.6). Then p* € Zp, and since Jo € Zp (see
part a)) and Joo(x) = LI (z, f*(x)), © € E we obtain by Theorem 7.5.7

/Joodp = /Td,u* = val(D).
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Moreover, we know from Theorem 7.3.5 that Jo, = Jy-. a

In what follows we consider the special case where the state and the action
spaces are finite. Recall that we write in this case q(y|z,a) := Q({y}|z,a).
Here the linear programs reduce to

erE v(z)p(xz) — min

(P)§ v(@) = B3, aylw,a)v(y) = r(x,a), (x,a) € D,

v(z) ER, z € E.

Z(ac,a)eD r(x,a)p(x, a) — max
(D)3 a0y (0o — Balylz, 0)) i, 0) = p(y), y € E,
p(z,a) >0, (z,a) € D.

We use for (P) the set IM of all functions v : E — R and it is sufficient for
(D) to require the equation for the functions v, (z) = 5y, 2 € E. Note that
in this case (D) is indeed the dual program of (P) in the usual sense. In the
finite case we get the following (somewhat stronger) result.

Theorem 7.5.9. Let E and A be finite and p(x) > 0 for all x € E. Then
the following statements hold:

a) (P) has an optimal solution v* and v* = J.

b) (D) has an optimal solution u*. Let pi* be an optimal vertex. Then for
all x € E, there exists a unique a, € D(x) such that p*(x,ay) > 0 and
the stationary policy (f*, f*,...) with f*(z) := a,, v € E, is optimal.

Proof. The existence of optimal solutions v* = Jo € Zp and pu* € Zp follows
from Theorem 7.5.8. In particular, u* € Zp satisfies

7 (dey — Balylr, ) p* (z,0) = p(y)

(z,a)€D

which is equivalent to

Soom -8 > qWlw,a)p’(z,a) = p(y).

a€D(y) (z,a)€D

Since p(z) > 0 for all z € E we must have } ) p"(z,a) > 0, ie. for
all = there exists at least one a € D(z) such that p*(z,a) > 0. If u* is a
vertex then there can be only | F| positive entries in the vector p*(x, @) which
implies that a¥ with p*(x,a%) > 0 is unique. Now define f*(z) := a%. From
Theorem 7.5.7 it follows that
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v*(z) = Lu(z,a}) = Lo(z, f*(x)), xz€FE

which means that v* = 7;«v*. On the other hand we know that v* = 7Tv*
which implies Tv* = Tp«v*. Thus, f* is a maximizer of v*, and the stationary
policy (f*, f*,...) is optimal. a0

Ezample 7.5.10 (Howard’s Toymaker). We revisit Example 2.5.5 to compute
an optimal policy with the dual program. The dual program (D) has the
following form

—6x17 — 4212 + 3791 + 599 — min

(1 — 0.5ﬁ)$11 + (1 - O.Sﬁ).ﬁlg —0.40x91 — 0.70x90 = 1
—O.5ﬂ$11 - O.Qﬂxlg + (]. - 06[3).%21 + (]. — 03[3).%22 =1
Z11,%21, %12, %22 > 0.

(D)

Using the well-known Simplex algorithm it follows that (z3,,0,z3;,0) is an
optimal vertex if § < 3—8 with

oo 1025

M (1= p)(10-p)
. (10

2T (1-6)(10-p5)

From Theorem 7.5.9 we conclude that f* = 1 determines the (unique) optimal

stationary policy. In case 8 > % then the vertex (0,235, 0,23,) is optimal

with

. 10+ 43
Tlg = T
2 (1-p/0-p)
. 10 — 64
Thy = ——————.
2 (1-p)(10-p)
and thus f* = 2 determines the (unique) optimal stationary policy. In
case B = % the dual linear program has four optimal vertices, namely
(x31,0,23,,0), (0,275, 235,,0), (271,0,0,25,), (0,275,0,25,) and thus all sta-
tionary policies are optimal. ¢

7.5.3 State Space Discretization

If the state space E is not discrete, then numerical results can only be ob-
tained when the state space is approximated by a discrete grid and the value
iteration is executed on the grid only. The value function in between has to be
obtained by interpolation. In this section we consider a contracting Markov
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Decision Problem with Borel spaces E and A, D a Borel subset of E x A and
with a bounding function b : E — R satisfying

(i) b(xz) > 1 for all z € E.
(i) b is uniformly continuous on E.
(iii) The Structure Assumption (SA) is satisfied for the set

M, = {v € By | v is uniformly continuous on E}.

We assume now that the state space is approximated by a grid G C E and
define the grid operator T on M. by

Tv(z), forxe G
Tov(z) == ¢ > MTv(ay), forx ¢ Gox =), Ay,
and x € G, A\, > 0,> 5, A\p = 1.

T coincides with 7 on G and 7¢ is a linear interpolation elsewhere. It is
easy to see that 7g : M, — IM.. Moreover, we define a different bounding
function bg : E — R4 by

b(x), forz e G
ba(x) =< > op Mb(zr), foraz ¢ Goo =", Apak,
and xx € G, A\ > O,Zk)\k =1.

Note that bg is again a bounding function for our Markov Decision Model,
thus for v € M. we may define:

|v(@)]

v||g := sup ——~.
Il ver ba(x)

If the mesh size h of the grid is small enough, the operator 7¢ is again a
contraction.

Proposition 7.5.11. The module ag is bounded by
ac < apm(h),
where m(h) — 1 if the mesh size h tends to zero.
Proof. Let us define m(h) := ||b—bg|| = sup,cp |b(x) — bg(x)|. Our assump-

tion implies that m(h) — 0 if the mesh size tends to zero. By definition we
obtain
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be Q(dy|r,a)

ag =

(a: a) bG( )
< sup Jo(y)Q(dy|z,a) + m(h)
(z,a) b((E) ( )
fb Q(dy|z,a)  b(x) m(h)
= —— tsup—————
(z a) b(!E) b(.’IJ) - m(h) T b(!E) - m(h)
< 1 N m(h)
=T ) T 1—m(h)
If we define A(h)
oap +m
m(h) = ————,
)
then m(h) — 1 for h — 0 and the statement follows. O

The next theorem states that our value function J,, can be approximated
arbitrarily well by the iterates of the grid operator.

Theorem 7.5.12. Suppose that Bag < 1. Then it holds for g € M,
1
1o = Tglle < 7—5—((Ba6)"1Teg = glle + o0 = Tawclic )
1-— 50&@

where || Joo — TaJo|lc — O if the mesh size h tends to zero.

Proof. Since fag < 1 the Tg-operator is contracting and has a unique fixed
point which we denote by Jg, i.e. Jo = TgJg. An application of the triangle
inequality yields

1Joo = T&9llc < Voo — Jalla + Ve — TE9lla
for all n € N. By Banach’s fixed point theorem we obtain

< Pag)"
- W) 70— glle.
|Je — 1&gl <7- Bog 1Tag — glla

Moreover, again by applying the triangle inequality we obtain

[Joo = Jclle < Voo — Tadlle + (| Tads — Tadclla
< ||Joo - TGJOOHG +ﬁCG||Joo - JGHG-
Solving this for ||Jo — J||¢ yvields the desired result. Note that by definition

of the Tg-operator, TgJoo(2) = Joo(x) for x € G . Since Jo is uniformly
continuous, we obtain ||Joo — TgJx|l¢ — 0 for h — 0. O



7.6 Applications and Examples 223

7.6 Applications and Examples

In this section we look at some simple applications to highlight the results of
the preceding sections. More applications can be found in Chapter 9.

7.6.1 Markov Decision Models with Random Horizon

Sometimes Markov Decision Models with infinite horizon appear in a nat-
ural way. For example when the time horizon is random and not bounded.
There may be situations where we do not know the horizon of the problem
in advance. For example, there may occur events (like bankruptcy of certain
companies) which lead to a termination of the project and these events occur
only with a certain probability. In this case it is reasonable to model the
horizon by a random variable 7 : 2 — N.

Now suppose a stationary Markov Decision Model (E, A, D, Q,r, g, ) is given
(see Section 2.5). We assume that the random horizon 7 is independent of
the state process (X,,). For a fixed policy m € F> let

T—1

Vi(x) =E] | Y B (X, fu(Xx)) + B79(X-) | - (7.3)

k=0

The stochastic optimization problem is then given by

V7(z) :== sup V] (z), z€E.

weF >

To simplify our analysis we assume that 7 is geometrically distributed, i.e.
P(r=n)=1-pp" ', neN and pec(0,1).

In this case we claim that the given problem with random horizon is equiva-
lent to an ordinary discounted Markov Decision Model with infinite horizon
and with a modified reward function and a modified discount factor. To
show this let us define the following infinite horizon Markov Decision Model
(E,A,D,Q,T,3) where

o 7(z,a) :=r(z,a)+ (1 —p) [ g(z")Q(d2'|x,a), (x,a) € D,

e 3:= [(p.
We assume that assumptions (A) and (C) are satisfied. For a fixed policy
© = (fo, f1,...) € F> it holds

Joor(z) = Vi (2)

and thus Jo () = V7 () for € E. This is true since
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g

3
&

|

=
83
(]2

(Bp)* (T(le fr(Xk)) +6(1 - p)Q(Xk+1)>]

LE=0

I
&
NE

Loty B (X, fo(Xe)) + Z 1[7—_k]5k9(Xk)]

k=1

=E7 BFr (X, fr(Xy)) + BT g(X-)
=0

1T
= O

— V7 (@)

K

=

where we use the independence of 7 from the state process (X,,) in the second
equation. In case the distribution of 7 is arbitrary, it is possible to proceed
in the same way by using the time dependent discount factors Gy := 1 and

_ BP(r >n)
/6”.— W, neN

instead of 3.

7.6.2 A Cash Balance Problem with Infinite Horizon

In this section we reconsider the cash balance problem of Section 2.6.2, but
now as an infinite horizon optimization problem. Recall the data of the cash
balance problem:

FE := R where z € E denotes the cash level,

A := R where a € A denotes the new cash level after transfer,

D(z) = A,

Z =R where z € Z denotes the cash change.

T(z,a,2) :=a— z,

Q7 (-|x,a) := the distribution of the stochastic cash change Z,1 (inde-
pendent of (z,a)),

e r(z,a):=—cla—x)— L(a),

e [€(0,1).

It is assumed (see Section 2.6.2) that c(z) := cyzt + cqz™ with cy,cq > 0
and L : R — Ry, L(0) = 0, z — L(x) is convex and lim|,|_o % = 00
Moreover we suppose that Z := Z; and EZ < oco. Note that assumptions
(A) and (C) are fulfilled since r < 0.

We treat this problem as a cost minimization problem, i.e. J, in the next
theorem is the minimal cost function over an infinite horizon, and we obtain
the following result.
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Theorem 7.6.1. For the cash balance problem with infinite horizon it holds:
a) There exist critical levels S_ and S4 such that
(S —x)ey, + L(S_) + PE J(S- — 2Z) ifex < S_
Joo(z) = L(z)+ PE Joo(z — Z) ifS_ <ax< Sy
(QJ*SJF)Cd‘FL(SJr)‘Fﬂ]E Joo(SJr 7Z) ZfﬁC > SJr.

Joo 18 convex and Joo = J = lim,_ o0 Jp.
b) The stationary policy (f*, f*,...) is optimal with

S_ ifx < S,
Fx)=4 = ifS.<z<§,, (7.4)
S+ foE > S+,

where S_ and Sy are accumulation points of the sequences (S,—) and
(Sn+) given in Theorem 2.6.2.

Proof. a) We prove this part with the help of Theorem 7.1.8. Conditions
(i)—(iii) of (SA) have already been shown in Section 2.6.2 with

M :={v: E — Ry |vis convex and v(z) < ¢(—x) + d for some d € R, }.
Indeed it is now crucial to see that M can be chosen as
M :={v: E— Ry |vis convex and v(z) < ¢(—x) + dp}
with fixed dp = %2 since for v € IM with v(z) < ¢(—z) 4+ dp we get

Tu(z) =c(—z)+ BEv(-2)
< c(—x)+ BEc(Z) + Bdy = c(—z) + do.
So it remains to show condition (iv) of (SA). J € IM is obvious. To show
that J = 7 J some work is required. Indeed it is crucial to see that the

set of admissible actions can be restricted to a certain compact interval
(cf. Remark 2.4.4). The arguments are as follows. Define

A= {a€R| —E|a|—|—L(a)§do}

where ¢ := max{cy,cq}. Note that this set is a compact interval due to
our assumptions on L and 0 € A. We claim now: If a ¢ A then for v € M
it holds

c(—x)+ PEv(-Z) <cla—2z)+ L(a) + BEv(a — Z).
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This means that when we consider the optimization problem 7 v, action
a = 0 is better than any action outside A. The proof of the claim is as
follows: First note that ¢(—x) < ¢(a — x) + ¢la| for all z,a € R and that
a ¢ A implies

—clal + L(a) > dy = BEc(Z) + dof.

This yields

c(—x)+ BEv(-Z) < c(a—x)+¢la| + Bdo + BEc(Z)
<cla—x)+ L(a)
<cla—z)+ L(a)+ Ev(a — Z),

and thus we can get 7v(x) = inf,_ z{c(a — x) + L(a) + BEv(a — Z)} for
v € IM. Theorem A.1.5 then implies that J = 7J and Theorem 7.1.8
finally yields the statement.

b) This part follows from the policy iteration in Theorem 7.2.1 d). Note that
by a) we know that D(z) can be replaced by the compact set A, thus
conditions (i)—(iii) in Theorem 7.2.1 are certainly satisfied. Moreover, S,
and S, € A for all n € N. Since A is compact the sequences (S,_) and
(S,,+) have accumulation points in A, and any such accumulation point
can be chosen for an optimal decision rule. a

7.6.3 Casino Games

Imagine a player who enters the casino and always plays the same game. The
probability of winning one game is p € (0, 1) and the games are independent.
The player starts with an initial capital x € N and can bet any non-negative
integral amount less than or equal to the current fortune. When the player
wins, she obtains twice her stake otherwise it is lost. The aim is to maximize
the probability that the player reaches the amount B € N before she goes
bankrupt.

The formulation as a (substochastic) stationary Markov Decision Model is
as follows. Since we want to maximize the probability of a certain event, we
define the one-stage reward as an indicator of this event. When the game
ends, i.e. if the player has lost everything or has reached a fortune of B, we
have to make sure that the process ends and no further reward is obtained.
Note that it cannot be optimal to bet more than B — x. We define

e F:={0,1,...,B} where x € E denotes the current fortune,
o A:=Nj where a € A denotes the amount the player bets,

e D(z):= {O,l,...,min{:c,B fx}},
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o ¢(z +alxr,a) :=pand ¢(x —alzr,a) :=1—pfor 0 < x < B and on the
boundary ¢(z|0,a) = q(z|B,a) := 0 for all x € E,

o r(z,a):=0forx # B and r(B,a) :==1, a € D(x),

o §:=1.

If we choose an arbitrary policy © = (fo, f1,...) € F*° it holds

Joor (x) = EZ [gr(Xk,fk(Xk))} =E; [él[xk—fs}]

:P;r(Xn:BforsomenENo), rekl

which is indeed the quantity we want to maximize. Obviously this is a positive
Markov Decision Model with finite state and action spaces. Thus condition
(C_) is fulfilled and e(x) = 0.
Let us first consider the special policy where the player bets only one Euro
per game. This policy is called timid strategy. Formally this stationary policy
is defined by (fx, f«,...) with

fe(x):=1, forxz>0 and f.(0)=0.

The value function Jy, (x) of this policy can be computed by solving the fixed
point equation Jy, = 7y, Jy,, which gives the difference equation

Jr(x)=pJp(z+ 1)+ (1 =p)Jp(r—-1), z=1,...,B-1

with boundary conditions Jy, (0) = 0 and Jy, (B) = 1. The solution is given
by

"

1—( =2
P 1
7p7é_
Jr.(x) = 1_(1—4)3 ?
1
5 P=73

It can be conjectured that if the game is favourable (i.e. p > %), then the
player can be patient and make use of the strong law of large numbers which
implies that in the long run she will win. We obtain the following theorem.

Theorem 7.6.2. If p > %, the timid strategy is optimal, i.e. it maximizes
the probability that the player will reach B before going bankrupt.

Proof. According to Theorem 7.4.5 it suffices to show that Jy, > 7T Jy,, i.e.

Jr. () > pJp (x4+a)+(1—p)Js.(x—a), 0<z< B, 0<a<min{z, B—z}.

x

Let us first consider the case p = Here we have Jy, (r) = % and the
1
5

1
5 .
inequality is fulfilled. Now suppose p > 3. Inserting the expression for Jy, ()
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from above and rearranging terms, the inequality is equivalent to

1 gp[(lgp)%r(lfp)“_l}, a € D(z).

For a € {0, 1} this is obviously true. By inspecting the derivative, we see that

) = (1) + ()

is increasing in y for y > 1 if p > % Thus, the statement follows. ad

Let us next consider the special strategy where the player bets all the time
her complete fortune or the part which is necessary to reach B. This strategy
is called bold strategy. Formally it is defined by (fix, fex,...) with

fax(2) := min{z, B—z}, for z > 0.

The value function Jy,, (z) of this strategy can be computed by solving the
fixed point equation Jy,, = Ty, Jy,, which gives the difference equation

Js..(x) =pJs,.(2z), z<B-z
Ji. () =p+(1—-p)J;.(2c—B), z2>B—ux

with boundary conditions J¢, (0) = 0 and Jy, (B) = 1. If the game is non-
favourable (i.e. p < %), then the player has to try to reach B as fast as

possible. We obtain the following theorem.

Theorem 7.6.3. If p < %, the bold strategy is optimal. i.e. it maximizes
the probability that the player will reach B before going bankrupt.

Proof. Let us denote Wy, (x) := Jny., (z), which is the probability that B is
reached before 0 until the n-th game under the bold strategy with initial
capital x. It follows from the reward iteration (Theorem 2.5.3) that for n € N
and fortunes 0 < z < B:

pWh—1(2z), r<B-x

wum—fmwzﬂ@—{p+u—mwaam—3%w>3—x

and W,,(0) = 0, W, (B) = 1. Moreover, we define W, = 0. We claim now that
for alln € Ng and z € E,a € D(z)

Wit (z) =2 pWa(z +a) + (1 = p)Wn(z — a). (7.5)

Since Jy., () = lim,, oo Wy, (x) the statement follows from Theorem 7.4.5 as
in the proof of Theorem 7.6.2.
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We show (7.5) by induction. The case n = 0 is clear. Now suppose the
statement holds for n € N. For the case n + 1 we have to distinguish the
following cases

Case l: z+a < g: Here we obtain with the reward iteration
Witi(z) —pWa(z +a) — (1 —p)Wa(z —a)
= p[Wn(2x) —pWho1(22 4 2a) — (1 — p)Wy—1 (22 — 2a) |,

which is non-negative by the induction hypothesis.
Case 2: z < % <z +a: Here we obtain with the reward iteration

Wos1(z) = pWa(z + a) — (1 = p)Wn(z —a)

[ 2 (22) —p— (1 =)W1 (22 + 2a — B) — (1 — p)Wy_1 (22 — 2a)}
—p) {an (42 — B) — pWy_1 (22 + 2a — B) — pWp_1(22 — 2a)}
[Wn (22 — 2) — pWn_1(22 + 2a — B) — pWy_1 (22 — 2a)]
H(a: a)

where we have used that 2x > x +a > % for the second equation and
2r — % < % for the last equation. Now since p < % we have

H(z,a) > (1-p) [Wn@x—g)_pwn,1(2x+2a—3)—(1—p)Wn,1(2x—2a)]

which is non-negative when we use the induction hypothesis with

T:=2x— % and a := 2a — g. If a < % we choose the inequality

H(z,a) > (1-p) [Wn(Zasfg)—(1—p)Wn,1(2:z:+2afB)prn,1(2:z:f2a)]

which is non-negative when we use the induction hypothesis with

i:z?xfgandd::gf&z.

Case 3: x —a < g < x: Follows analogously to the second case.

Case 4: % < x —a: Follows analogously to the first case. ad
If the game is fair (i.e. p = %), we know already from Theorem 7.6.2 and
Theorem 7.6.3 that both the timid and the bold strategy are optimal. Indeed,
in this case the wealth process is a martingale and every reasonable strategy
yields the same probability to reach the amount B.

Theorem 7.6.4. If p = %, then the maximal probability that the player

will reach B before going bankrupt is given by Joo(v) = %, v € E, and

every stationary strategy (f, f,...) with f(x) >0 for x > 0 is optimal.
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Proof. From Theorem 7.6.2 we know already that the maximal value is given
by Joo(z) = %. Now suppose (f, f,...) is an arbitrary stationary strategy
with f(z) > 0 for x > 0. We obviously have

]P’g; (Xn = B for somen € NO) + ]P’£ (Xn = 0 for somen € NO) =1.
Now since p = %7 we have due to symmetry arguments that
]P’_{; (Xn = 0 for somen € No) = ]P’éfm (Xn = B for somen € No)

i.e. the probability of reaching 0 before B when we start in x is the same as
the probability of reaching B before 0 when we start in B — x. Hence we have

Ji(z) =Pf (Xn = B for some n € No)
—1-Pf (Xn:OforsomeneNo) =1-J¢(B - 2).

On the other hand, we know that Jy(xz) < J(x) = % which implies that
Jp(x) = & for x € E, and (f, f,...) is optimal. O

7.6.4 Bandit Problems with Infinite Horizon

Let us now reconsider the bandit problem of Section 5.5. For definitions and
notations see Section 5.5. Here we investigate an infinite horizon bandit with
[ < 1 and assume that both success probabilities are unknown. In the infinite
horizon case we get some more structural results about the optimal policy. In
particular it can be shown that the optimal policy is a so-called Indez-policy.
For the model data we refer to Section 5.5.

First observe that since r is bounded (i.e. we can choose b = 1) and § < 1
we have a contracting Markov Decision Model. Moreover, the assumptions
of Theorem 7.3.5 are satisfied with IM = IB, and we obtain that the value
function J,, of the infinite horizon Markov Decision Model is the unique
solution of

Joo(2) = max {pl(x) + BQ1 T (@), pa(z) + 5Q2Jm(x)}, z e N2 x N2
and a maximizer f* of J, defines an optimal stationary policy (f*, f*,...).

Before we state the main result we have to do some preliminary work. A very
helpful tool for the solution of the infinite horizon bandit are the so-called
K -stopping problems. In a K-stopping problem only one arm of the bandit
is considered and the decision maker can decide whether she pulls the arm
and continues the game or whether she takes the reward K and quits. The
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maximal expected reward J(m,n; K) of the K-stopping problem is then the
unique solution of

v(m,n) = max {K, p(m,n) + B(Pv)(m, n)}, (m,n) € N2
where p(m,n) and Pv have been defined in Section 5.5. Obviously it holds

n)
that J(-; K) > K and if K is very large it will be optimal to quit the game,
thus J(m,n; K) = K for large K.

Definition 7.6.5. For (m,n) € N2 we define the function
I(m,n) :=min{K € R | J(m,n; K) = K}

which is called Gittins-indez.

An explicit representation of the index I(m,n) is as follows.

Theorem 7.6.6. Let ig = (mg,no) € N2 be fized, r(m,n) := p(m,n) and
(Xk) be the state process of the K -stopping problem. Then

By [ S50 00] B [5G 00

(L=B)E, |75 B =1 (1= B)E, | X7 4]

I(momo) =

where 7% = inf{n € N | I(X,,) < I(i9)} and the supremum is taken over all
stopping times T.

Proof. Tt holds for i = (m,n) (cf. Section 10.2) that

T—1
J(m,n; K) =supE; [Zﬁkr(Xk) + KﬁT]
T>1 =0

From the indifference property (see Corollary 7.6.8) we obtain

Ei, [ 75 857(X)]
(1= 8)Eq | 2755

I(mo,no) >

for all stopping times 7 > 1. For 7* defined above the equality holds. O

The value function J(-; K) of the K-stopping problem has a number of im-
portant properties which we collect in the next proposition.
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Proposition 7.6.7. Let (m,n) € N2 be fized. Then it holds:

a) K — J(m,n; K) is increasing, continuous and conver.
b) K — J(m,n; K) — K is decreasing.
¢) The value function of the K -stopping problem can be written as

o K, K > I(m,n)
I, i K) = {p<m, n)+ B(PT)(m,n; K), K < I(m,n).

In particular, it holds: K < J(m,n; K) < max{K, I(m,n)}.
d) K — J(m,n; K) is almost everywhere differentiable, the right- and left-
hand side derivatives exist in each point and

0 0
< — CK)Y <1 K — K is 1 ing.
0< aKJ(m,n, ) <1, — aKJ(m,n, ) is increasing

Proof. The properties in part a) and b) follow by induction from the value
iteration. For part c¢) note that by definition of the index J(m,n,I(m,n)) =
I(m,n). Now if K > I(m,n), then we conclude from part b) that it holds
J(m,n; K)— K < 0 which implies J(m,n; K) = K. If K < I(m,n) we obtain
J(m,n; K) > K hence

J(m,n; K) =p(m,n) + (PJ)(m,n; K) < I(m,n) = J(m,n;[(m,n)).

The last part follows from a), b) using properties of convex functions. a

Corollary 7.6.8. The Gittins-indices have the following properties:
a) The optimal stopping set for the K-stopping problem is given by

{(m,n) € N2 | J(m,n; K) = K} = {(m,n) € N2 | I(m,n) < K}.
b) The so-called indifference property holds, i.e.

I(m,n) = J(m,n;I(m,n)) = p(m,n) + B(PJ)(m,n;I(m,n)).
¢) The indices are bounded by

1
pimf,g) <I(m,n) < m

d) If the success probability p is known then

I(m,n) = lf;ﬁ (independent of (m,n)).
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Let us now consider the problem where we have three possible actions: either
pull arm 1, pull arm 2 or quit the game and receive the reward K. For K =0
this problem obviously reduces to our initial bandit problem. We denote the
value function of this problem by J(z; K) for z € NZ x N2 and obtain that it
solves

K — P\ (e 2 2
J(x; K) = maX{K, max {pa(z) + ﬁ(QaJ)(x,K)}}, x € Nj x Ng.
The value function .J(z; K) has similar properties as J(m,n; K).

Proposition 7.6.9. Let z € N} x N2 be fized. Then it holds:

a) K — j(a:, K) is increasing, continuous and convex.

b) K — J(z; K) — K is decreasing.

c¢) Let I(z) = max{I(my,n1),I(ma,n2)} for x = (mi,n1, ma,n2) and let
a* € {1,2} be the number of the arm where the mazimum is attained.
Then

Proof. The statements in a) and b) follow from the value iteration. We have
to show the statement in part ¢). The derivative of J(x;y) with respect to y
exists and it holds (for a proof see Tsitsiklis (1986))

0 - 0 0
a—yJ(%Q) = a_y‘](mhnl»y) : a—yJ(m27n2,y)~

By integration we obtain for K < Kj:

. . Ko 9 0

J(z; K) = J(x; Ko) — /K a—yJ(mlml;y) : a—yJ(mz,nz;y)dy
For Ky > ﬁ it holds j(:c, Ky) = Ky. Thus, we define the function

Ko

0 0
W(x; K) := K —/ —J(m1,n1;y) - —J(ma,no;y)dy, =€ E, K < K.
K 0y 0y

By partial integration we obtain with the notation P,(z;y) := %J(mb, Ny Y)
for b # a

K Ko
W (2 K) = Ko = Pa(@ig)J(ma,naiy)| |+ | - Jmasna; y)dPa(aiy).
K

According to Proposition 7.6.7 P,(x;y) has the following properties:



234 7 Theory of Infinite Horizon Markov Decision Processes

° 0< Py(z;y) <1,
e z+— P,(x;y) is increasing in z,
o P,(x;y)=1fory > I(x).

For Ky — oo we obtain
Wi ) = P K)o ) + [ T0ma s ) (),
Let us introduce the following functions
Aa(z; K) := W(z; K) = pa(z) — B(QaW)(z; K)
§(m,n; K) := J(m,n; K) — p(m,n) — B(PJ)(m,n; K).

It can be shown that they are related as follows:

Aa(l'Q K) = 5(maana; K)Pa(l'; K) + / 5(ma,na; y)dpa(x;y)'
K

From Proposition 7.6.7 we conclude that d(mg,nq; K) > 0 and that for
K < I(mg,ng) it holds §(mg,ng; K) = 0. From these relations we obtain

K>I(z)=W(xK)=K
K <I(mg+,ng) =1I(z) = W(z; K) = pa-(z) + B(Qu+W)(z; K).

Further Ay(x; K) > 0 and W(x; K) > K and
K > I(mgs,ng) =1(z) = K > r;leaz({pa(x) + 8(QoW)(x; K)}
K < I(mgs,ng) =1(x) = K < pa- () + B(QuW)(z; K).
From these conclusions we derive

W(z; K) = maX{K, Igleaj({pa(x) Jrﬂ(QaW)(z;K)}}, € N2 x N2, (7.6)

ie. W(x; K) is a fixed point of (7.6). Since the fixed point is unique we get

W (z; K) = J(x; K) which implies the statements. O

The main result of this section is the optimality of the Gittins-index policy.

Theorem 7.6.10. The stationary Index-policy (f*, f*,...) is optimal for
the infinite horizon bandit problem where for x = (m1,n1,ma,n2)

2 if](m27n2) Z I(m1,n1)
1 if I(ma,n2) < I(my,nq).

= {
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Remarkable about this policy is that we can compute for each arm separately
its own index (which depends only on the model data of this arm) and choose
the arm with the higher index. This is of interest for the computation of
the optimal solution since the dimension of the state space for the separate
problems is reduced dramatically.

Proof. From Proposition 7.6.9 c) it follows directly that a maximizer f} of

J(z; K) is given by

stop if I(z) < K

fi(z) = 2 ifI(mg,ng) =I(z) > K
1 ifI(my,n) =1I(z) > K.
Letting K — 0 the statement follows. ad

Using the partial order relation
(m,n) < (m',n') <= m<m/, n>n

it follows that x — J(z; K) is increasing. From the definition of the index we
can thus conclude that the index is increasing, i.e.

(m,n) < (m',n') = I(m,n) < I(m',n).

This now implies that the stationary Index-policy (f*, f*,...) has the stay-
on-a-winner property, i.e.

(m1,n1) < (mf,n}) and f*(m1,n1,ma,n2) =1 = f*(m},n},ma,ng) = 1.

Of course the analogous statement holds for the second arm. For correspond-
ing finite horizon results see Theorem 5.5.1. Finally we can characterize the
Gittins-indices as the unique fixed point of certain equations. These proper-
ties are very useful for numerical computations.

Proposition 7.6.11. Let ig := (mog,ng) € Ng be fized and define
JO(m,n) := J(m,n;I(io)) for (m,n) € N3. Then J is the unique solution of

v(m,n) = max{p(io) + B(Pv)(io), p(m,n) + B(Pv)(m,n)}, (m.,n)€ Ny

and it holds: I(mg,ng) = J%(mo,no).

Proof. We know already that

J%(m,n) = J(m,n;I(ig)) = max{I(ig); p(m,n)+ B(PJ)(m,n;I(ig))}
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and I (io) = p(io)+B(PJ)(io; I(i)). Hence JO is a fixed point of the preceding
equation. Since § < 1 uniqueness follows from Banach’s fixed point theorem
(see Theorem A.3.5). O

7.7 Exercises

Exercise 7.7.1 (Blackwell Optimality). Suppose a Markov Decision
Model with finite state and action spaces and § < 1 is given. In order to
stress the dependence of the value function on 3 we write J2 .

a) Show that for fixed 2 € E the function 8 — JZ () is continuous and

22(0) =y S

where Ps.(f) and P(() are polynomials in .

b) Denote M#? := {f € F|f> is optimal for 3}. Show that the function
B +— MP is piecewise constant, i.e. there exists a k € Ny and constants
Bo:=0<B1 <...<Br <1=:Lry1 such that 3 +— MP is constant on
the intervals (G, Bm+1)-

¢) Show that there exists a B9 < 1 and a stationary policy 7* = (f, f,...)
such that 7* is optimal for all 5 € (Bp,1). Such a policy is called
Blackwell-optimal.

Exercise 7.7.2 (Coin Game). In a game of chance you can decide in every
round how many of maximal 10 fair coins you would like to toss. The aim
is to get (at least) four times head (the ‘head’-tosses are summed up) with
minimal cost. If you decide to toss a coins in one round you have to pay a+ 1
Euro.

a) Formulate this problem as a Markov Decision Model.

b) Show that (SA) can be satisfied.

c) Show that the minimal expected cost J(z) when still € {0,1,2,3,4}
‘head’-tosses are needed satisfies: J(0) = 0 and for z > 0

J(@) = min {(2& — 1)1+ a)2° + wf (m ¢ y) J(y)] }

d) Determine an optimal stationary strategy.
e) Is the game favourable when you receive 11 Euros after completing the
task?

Exercise 7.7.3 (Controlled Queue). Suppose € Ny customers wait in
front of a queue. A server can be activated at cost d > 0. When the server is
active, the customer at the head of the queue will be served with probability
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p € (0,1] until the next time slot. Each waiting customer produces a cost
¢ > 0 in every time slot. The costs are discounted by a factor g < 1. What
is the optimal service policy that minimizes the expected discounted cost of
the system over an infinite horizon? The data of the Markov Decision Model
is given by:

E= NO7

A={0,1},

D=F x A,

q(y10,-) = doy, q(y|x,0) = day, q(ylz,1) = pdr—1,y + (1 = P)day,
for x € N,y € Ny (see Figure 7.3),

r(z,a) = —cx — dd1q,

o g<1.

Fig. 7.3 Transition diagram.

Let f =1 and g = 0. Show that

a) ¢ < L implies f°° is optimal.

p— 1-8
b) % > 1[1_[3 implies g is optimal.

Hint: Compare 7;7,v and 7,7;v, v € IB and show in part a) by induction
TrJ, > T4J, and in part b) 7,J, > T;J,. This is a so-called interchange
argument

Exercise 7.7.4 (Moving Particle). A particle is moving randomly on the
set {0,1,..., M} where the states 0 and M are absorbing. If Y}, is the place
where the particle is at time n, we assume that (Y;,) is a Markov chain and
for 0 <i < M:

PYpt1=i+1|Y,=4)=p

PV =i—1|Y,=i)=1—p
where p € (0,1). Now you are allowed to move the particle. You have initially
a ‘fuel reserve’ of T' € N and can decide at each time point to use the amount

t € Ny of your reserve to move the particle ¢ units to the right. The aim is to
maximize the probability that the particle gets to the state M.

a) Set this up as a Markov Decision Model.
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b) Show that every reasonable policy is optimal. (We call a policy reasonable
when it moves the particle to M if there is enough fuel and if in state 0 at
least one fuel unit is used to escape the trap.)

Exercise 7.7.5. Suppose we have a positive Markov Decision Model and
(C_) is satisfied. Let f be a maximizer of Jo. We know already that the
stationary policy (f, f,...) is not necessarily optimal. Show that (f, f,...) is
optimal if and only if lim,, o Ef[Joo (X,,)] = 0.

Exercise 7.7.6. Let an infinite horizon Markov Decision Model be given
which satisfies (C) and (SA) and let f,g € F be two decision rules. Show
that Jp(z) > max{Js(z), Jy(z)} if h € F is defined by

_ (1@, @) > gy (a)
o= {0 020, <n

b) h(z) is a maximum point on D(z) of the function

a— r(x,a)+ ﬁ/maX{Jf(x’), Jy(2")}Q(d2' |z, a).

(This exercise is taken from Ross (1983).)

Exercise 7.7.7 (Howard’s Policy Improvement). Consider Example
7.4.4. This is a positive Markov Decision Model and Howard’s policy im-
provement does not work here in general. Find out what happens if you start
the algorithm with fy = 0.

Exercise 7.7.8 (Howard’s Policy Improvement). Consider the following
Markov Decision Model:

e §={1,2},
o A=1{1,2},

e D(x)=A for all x,

e transition probabilities are given in Figure 7.4,
o r(1,1)=r(2,-)=0,r(1,2) =1,

o A=1.

action a=1 action ag{l,2}

() ()

action a=2

Fig. 7.4 Transition diagram.
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a) Show that (C) is satisfied.

b) Let f =1 and g = 2. Compute J; and Jy.

c¢) Start Howard’s policy improvement with fo = f and show that it is
important to choose fi(z) = fr—1(x) if possible.

Exercise 7.7.9 (Howard’s Policy Improvement). Suppose a Markov De-
cision Model with finite state and action spaces and 3 < 1 is given. We sup-
pose that |E| = n, hence T : R™ — R"™. Define F(x) := Ta — z for € R".

a) Suppose f is the unique maximizer of J. Show that

OF (z)
ox

=Pqr—1

where ¢; = (q(y|z, f(z))) € R"™™ and I is the n-dimensional identity
matrix.

b) Suppose Howard’s policy improvement algorithm yields a unique maxi-
mizer throughout. Show that the algorithm computes the same sequence
Jr. as the Newton method for solving F'(z) = 0 with initial point
o = Jfo'

Exercise 7.7.10. Consider the following Markov Decision Model:

S ={1,2},
A=1{1,2},

D(z) = A for all z,

transition probabilities are given in Figure 7.5,
r(1,1) =2,7(1,2) = 5,7(2,1) = 1,7(2,2) = 3,
8 =0.9.

action a=1 action a=2

0,75 0,25 0,25 0,75
O 078 m O 026 o
0,25 0,75
Fig. 7.5 Transition diagram.

Compute an optimal stationary policy by using

a) Howard’s policy improvement algorithm
b) Linear programming.
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Exercise 7.7.11 (K-Stopping Problem). Let us consider a K-stopping
problem with bounded reward function and 8 < 1. The value function satis-
fies:

J(z; K) :max{K7 r(x) +6/Q(dy|x)J(y;K)}.

a) Show that K — J(x; K) is increasing and convex for fixed x.
b) Show that K — J(z; K) — K is decreasing for fixed x.
c¢) Let 7* be the optimal stopping time, i.e. the first time one chooses K and
quits. Show that
0
0K
Exercise 7.7.12 (K-Stopping Problem). Let us consider a K-stopping
problem with 8 < 1. Now we assume that the reward is a random variable
and its density ¢(-|0) depends on an unknown parameter 6 (the Bernoulli
bandit is a special case). It is also assumed that ¢(z|0) is MT P,. The value
function satisfies:

J; K)=E, 3.

J(p;K):maX{K7 //(z+BJ(@(p,z);K))q(z|9)dzp(d9)}.

Show:

a) It is optimal to stop if K > I(p) where I(p) := min {K|J(p; K) = K}.
b) p <i p’ implies I(p) < I(p').

7.8 Remarks and References

In this chapter we consider infinite horizon Markov Decision Models with
Borel state and action spaces and unbounded reward functions under weak
convergence conditions. The weak assumptions on the reward functions were
introduced by Hinderer (1971). We use the Structure Assumption (SA) and
solve the infinite horizon Markov Decision Model as the limit of finite-stage
models. In particular, the policy and value iteration techniques are valid.
This approach goes back to Schéal (1975). A general framework for deriving
structural results of optimal policies and the value function is also provided
in Schél (1990) and Puterman (1994).

We note that there exists an interesting martingale characterization of opti-
mal policies. A policy is optimal if and only if it is value conserving (or thrifty)
and value equalizing (see Sudderth (1971) and Rieder (1976)). Thrifty poli-
cies are maximizers of the value function. Under (C) every policy is value
equalizing, but this is not true under (C_).

Section 7.5: The value iteration suffers from the curse of dimensionality.
There are a lot of different ways to speed up this procedure, to approxi-
mate it or to exclude suboptimal policies in advance. Accelerated Jacobi and
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Gauss-Seidel procedures as well as parallelization of the value iteration are
discussed e.g. in Kushner and Dupuis (2001) and Bertsekas (2001). Tests of
suboptimality and turnpike theorems can be found in Hernandez-Lerma and
Lasserre (1999) and Puterman (1994). Large Markov Decison Problems can
be solved by neuro-dynamic programming or reinforcement learning. The idea
here is essentially to step forward in time and use iterative algorithms to ap-
proximate the value function (e.g. by simulation). For these methods see e.g.
Bertsekas and Tsitsiklis (1996), Sutton and Barto (1998), Van Roy (2002),
Chang et al. (2007) and Powell (2007). The policy improvement technique for
Markov Decision Processes with finite state and action spaces was introduced
by Howard (1960). There is a strong relationship to the linear programming
approach, see Derman (1970), Kallenberg (1983), Filar and Vrieze (1997)
and Altman (1999). The linear programming formulation for solving Markov
Decision Processes with Borel state and action spaces is based on Heilmann
(1979) and also discussed in Klein-Haneveld (1986), Piunovskiy (1997) and
Herndndez-Lerma and Lasserre (1996). For a recent survey on this topic see
Hernéndez-Lerma and Lasserre (2002).

Section 7.6: Optimization problems with a random horizon are considered
e.g. in Ross (1970, 1983), Puterman (1994) and Iida and Mori (1996). For
remarks and references concerning the cash balance problem see the end of
Chapter 2. The classical casino games which have been presented here, were
extensively studied for the first time in Dubins and Savage (1965). Recently,
the problem was investigated under the presence of inflation. Surprisingly
Chen et al. (2004) found that the bold strategy is not necessarily optimal
for subfair casino games with inflation. For a recent positive result see Chen
et al. (2005).

The Bernoulli bandit with infinite horizon is a special case of the multiproject
bandit. In a multiproject bandit problem m projects are available which are
all in some states. One project has to be selected to work on or one chooses
to retire. The project which is selected then changes its state whereas the
other projects remain unchanged. Gittins (1979) was the first to show that
multiproject bandits can be solved by considering single projects and that
the optimal policy is an index-policy, see also Berry and Fristedt (1985), Git-
tins (1989). The method of proof we have used here is due to Whittle (1980).
For an extension to open bandit processes see Friis et al. (1993). Alternative
proofs can be found in Weber (1992), Varaiya et al. (1985) and Kaspi and
Mandelbaum (1998). Bertsimas and Nino Mora (1996) used a significantly
different proof via an achievable region approach, see also Biauerle and Stid-
ham (2001) for applications in fluid networks. Computational results for the
indices of the multi-armed bandit are given in Katehakis and Veinott (1987).
Further extensions are restless bandits where the other projects can change
their state too (see e.g. Whittle (1988), Weber and Weiss (1990), Glaze-
brook et al. (2002)), bandits with availability constraints (see Dayanik et al.
(2008)) and bandits in continuous-time (see e.g. Karatzas (1984), El Karoui
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and Karatzas (1994)). Bandit models with applications in finance are e.g.
treated in Bank and Follmer (2003).



Chapter 8

Piecewise Deterministic Markov
Decision Processes

In this chapter we deal with optimization problems where the state process
is a Piecewise Deterministic Markov Process. These processes evolve through
random jumps at random time points while the behavior between jumps is
governed by an ordinary differential equation. They form a general and impor-
tant class of non-diffusions. It is known that every strong Markov process with
continuous paths of bounded variation is necessarily deterministic. We assume
that both the jump behavior as well as the drift behavior between jumps can
be controlled. Hence this leads to a control problem in continuous-time which
can be tackled for example via the Hamilton-Jacobi-Bellman equation. How-
ever, since the evolution between jumps is deterministic these problems can
also be reduced to a discrete-time Markov Decision Process where however
the action space is now a function space. We can treat these problems with
the methods we have established in the previous chapters. More precisely we
will restrict the presentation to problems with infinite horizon, thus we will
use the results of Chapter 7. We show that under some continuity and com-
pactness conditions the value function of the Piecewise Deterministic Markov
Decision Process is a fixed point of the Bellman equation (Theorem 8.2.6) and
the computational methods of Chapter 7 apply. In Section 8.3 the important
special class of continuous-time Markov Decision Chains is investigated, in
particular for problems with finite time horizon.

8.1 Piecewise Deterministic Markov Decision Models

First we introduce the ingredients of a Piecewise Deterministic Markov De-
cision Model where we restrict to a stationary model with infinite horizon.

Definition 8.1.1. A Piecewise Deterministic Markov Decision Model con-
sists of the data (E,U, u, \, @, r, 3) with the following meaning:

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 243
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_8,
(© Springer-Verlag Berlin Heidelberg 2011
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e I is the state space. We assume that E is a Borel subset of R%. The
elements (states) are denoted by x € E.

e U{ is the control action space and is assumed to be a Borel subset of a
Polish space. Let

A :={a: Ry — U measurable } (8.1)

be the set of control functions. We write oy = «(t). We will not restrict
the set of control actions available at state z.

The stochastic evolution is given by a marked point process (T}, Zy),
where (T},) is the increasing sequence of jump time points of a Poisson
process with rate A > 0 and the marks (Z,) are the post jump states.
We set Ty := 0. Between the jump times 7, and T,4; the process is
described by a deterministic flow. More precisely, let u(z,u) € R? be the
deterministic drift between the jumps if the state is * € E and control
action u € U is taken. We assume that for all @ € A there exists a unique
solution ¢ (z) € FE of the following initial value problem:

dry = p(xg, op)dt, xyg=x € E.

Then ¢¢(x) is the state of the piecewise deterministic process at time
Tp+t < Thyq if Z, = z. It is assumed that ¢ (x) is measurable in (z, @)
(see below for a definition of a c-algebra in A) and continuous in t.

e () is a stochastic kernel from F x U to E which describes the distribution
of the jump goals, i.e. Q(B|z,u) is the probability that the process jumps
in the set B given the state x € E immediately before the jump and the
control action u € U at the jump time.

o7 : F xU — R is a measurable function, where r(z,u) gives the reward
rate in state z if control action wu is taken.

e 3 > 0 is the discount rate.

At time T,, the evolution of the process up to time 7,41 is known to the
decision maker who can therefore fix the control action «(t) for T,,+t < T}, 41
by some « € A. This leads to the idea of treating the continuous-time control
problem as a discrete-time Markov Decision Process where one now looks on
« as the action at time T,,. But then the action space is a function space!
It is known that A becomes a Borel space if A is endowed with the coarsest

o-algebra such that
o / t at dt

is measurable for all bounded and measurable functions w : Ry x4 — R (see
e.g. Yushkevich (1980)). Then f : £ — A is measurable if and only if there
exists a measurable function f : R4 x F — U such that

f(@)(t) = f(t,z) forteR .,z € E.
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In the sequel we will not distinguish between f and f .
A Markov policy (or piecewise open loop policy) m = (m;) is defined by a
sequence of measurable functions f, : £ — A such that

Ty = fn(Zn)(t — Tn) fort e (Tn7Tn+1].

In the sequel we restrict to Markov policies and write 7 = (m;) = (f,,) and

O 7 (Zn) = ¢ )(Z,,) for t € [T, T

Remark 8.1.2. The process (m¢) is predictable (cf. Definition B.2.9). The most
general form of a predictable control process (m;) is given by

T = fn(T07 Z(), A ,Tn, Zn,t — Tn) fort € (Tn, Tn+1]

for measurable functions (f,,). Due to the Markovian structure of the state
process, this larger class of policies does not increase the value of the control
problem (see Section 2.2). O

The piecewise deterministic process (X;) is given by
Xt = gb?_Tn (Zn) fort € [Tn, Tn+1).
Note that Z,, = X7,.
Given a policy m and an initial state x € E there is a probability space

(2, F,P7) on which the random variables T, and Z,, are defined such that
Xo = Zo = z and for all Borel sets B C E

PL (Toi1 — Tn < t,Zny1 € B| To, Zo, ..., T, Zn)
¢
= )\/ e_ASQ(B‘XTn+s,7TTn+s)dS
0

- /\/ e MQ(B|¢I(Zy), fu(Z0n)(s))ds.
0

We impose now the following

Integrability Assumption (A):

supE [/ eﬁtrJr(Xt,m)dt] <oo, z€E.
m 0

Then the expected discounted total reward is well-defined for all © by

Vi(z) := BT UOOO eﬁtr(Xt,m)dt} , z€E. (8.2)
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Moreover, the value function of the Piecewise Deterministic Markov Decision
Model is given by
Voo () :==sup Vi (z), z€E, (8.3)
™

where the supremum is taken over all Markov policies.

Remark 8.1.3. We restrict the presentation here to the problem of maximiz-
ing the expected discounted reward. This is usually done for Piecewise De-
terministic Markov Processes. However, the theory also allows to include
instantaneous rewards at the jump time points, i.e. to look at the objective

o0
Z e_Bka(XTM T, )]

E7 [/ e_ﬁtr(Xt,m)dt} +E7
0 k=1

where the measurable function 7 : E x U — R gives the reward for each
jump. Moreover, it is of interest (in particular in finance applications) to
consider optimization problems with a finite time horizon, i.e. to maximize
the objective

m— E7

A T(Xt,ﬁt)dt+g(XT)]

where g : E — R is the measurable terminal reward function. For a treatment
of these problems see Béuerle and Rieder (2010) and Sections 9.3 and 9.4. {

The optimization problem (8.3) is a continuous-time control problem. How-
ever, we can show that the value function V(z) can be obtained by a
discrete-time Markov Decision Problem. This point of view implies a num-
ber of interesting results. The first one is that under some conditions the
value function is a fixed point of the Bellman equation. Differentiability or
continuity of the value function is not needed in contrast to the classical
continuous-time stochastic control approach. Second, the existence of an op-
timal policy is rather easy to prove. Moreover, several different computational
approaches arise. Value iteration or Howard’s policy improvement algorithm
can be used to solve the continuous-time problem.

Remark 8.1.4. In order to outline the approach via discrete-time Markov De-
cision Processes we have chosen a fairly simple model. The Piecewise Deter-
ministic Markov Decision Model can be extended in various ways.

e [t is possible to extend the constant jump intensity to a state and action
dependent intensity A(x,u) (see e.g. Davis (1993)).

e As in Section 4.4 we can consider a regime switching model, i.e. the pa-
rameters are allowed to vary randomly. Suppose (I;) is a continuous-time
Markov chain with finite state space. We may assume that the jump time
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points (T7,) are generated by a Cox-process (N¢) with (stochastic) intensity
A(I3). Of course, in this case the discrete-time Markov Decision Process is
more complicated.

e We may assume that the Markov chain (I3) is ‘hidden’ and cannot be ob-
served by the controller. Using the methods of Chapter 5, it is again pos-
sible to solve this problem as a discrete-time Partially Observable Markov
Decision Process (see also Rieder and Winter (2009)). O

8.2 Solution via a Discrete-Time Markov Decision
Process

We introduce here a discrete-time Markov Decision Process which is equiva-
lent to the control problem of the previous section. The idea is to look at the
time points (T,) and choose actions « € A at time T,,, since the evolution of
the state process between jumps is deterministic.

Now suppose a Piecewise Deterministic Markov Decision Model is given as de-
scribed in the previous section. Let us define the following stationary infinite-
stage Markov Decision Model (E, A, D, Q’,r").

e F is the state space. A state x describes the state of the process directly
after a jump.

e A is given by (8.1). Recall that the function space A is a Borel space.

e D:=FE x A.

e For all Borel sets B C E, x € E and a € A, the stochastic kernel Q' is
given by

Q' (Blz,a) = A/OOO e~ MPIQ (Bl (), ) dt. (8.4)

This is obviously a substochastic transition law. In order to make it
stochastic, we may add an artificial cemetery state A ¢ E to the state
space and define

A

Q/<{A}|x,a) =1 EEDY

Q’({A}|A,a) = 1.
e The reward function 7’ is defined by
r(z,a) = / e~ TV (68 (), o), (8.5)
0
r'(z, A) :== 0.

e The discrete-time discount factor is given by 3’ = 1.
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In what follows we treat the Markov Decision Process as a substochastic
problem and skip the state A (see e.g. the discussion in Example 2.3.13). For
this discrete-time Markov Decision Model we define for a policy (f,):

Toot) (0) = B Y2020, ulZ)
n=0
Joo(®) = sup Joo(f,)(z), TEE

(fn)

where (Z])) is the corresponding state process of the Markov Decision Process
up to absorption in A. Note that Z! = Z, as long as the process is not
absorbed (cp. Exercise 8.4.2).

Theorem 8.2.1. For a Markov policy m = (f,) we have
Vﬂ-(w) = Joo(fn)(:c), z el

Moreover, it holds: V = Jy

Proof. Let Hy, := (To, Zo, - -, Tn, Zn). Then we obtain with Theorem B.1.1:
S Thi1
= Z E7 / e Phr(Xy, m)dt
n=0 T
o Tht1
= Z:]E;T e~ / eﬁ(tT")r(Xt,m)dt’HnH
T,

n

—ZE” T (Zo, fu( Zn))]

:Z]Eg -

[ e P00 (Z, f(Z0))
fzwfn "(Zns Fa(23))] = Joo(sa) ()

BTy ]Eg

k=1

since the transition kernel of (Z!) is given by (8.4) and ' by (8.5). The
statement V = J, follows directly from the definition. O

Remark 8.2.2. There is another equivalent discrete-time Markov Decision
Model with a state and action dependent discount factor f(z,a,z’) where
B(x, o, x’) is defined by

ﬁ(ZnaO‘naZn-‘rl) = ]Eg eiﬂ(T

n+1:|
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with oy, = fn(Z,) (see Forwick et al. (2004)). If ¢¢(x) = x then we have
ﬂ(Znaan;Zn+1):ﬁ~ O

Theorem 8.2.1 implies that Vi (z) can also be seen as the value function
of the discrete-time Markov Decision Model. Note that the integrability as-
sumption for the Piecewise Deterministic Markov Decision Process implies
the integrability assumption for the discrete-time Markov Decision Model.
The maximal reward operator 7 is given by

(Tv)(@) = sup {

a€cA

/OO e~ (B4 [r(qsg(x),at) +)\/v(z)Q(dz|¢§‘(x),at)]dt}.

0

From now on we assume that ¢/ is compact. In order to prove the existence
of optimal controls we need certain continuity and compactness assumptions.
To achieve this, we have to enlarge the action space and we introduce

R :={a: Ry — P(U) measurable} , (8.6)

the set of relazed controls where P(U) is the set of all probability measures
on U equipped with the o-algebra of the Borel sets, i.e. a; can be seen as a
randomized action. The problem is to define a topology on A which allows
for a compact action space and a continuous target function — two competing
aims. The set A of deterministic controls is a measurable subset of R in
the sense that for @ € A the measures a; are one-point measures on U. A
suitable topology on R is given by the so-called Young topology. The definition
and important properties of this topology are summarized in the following
remark. It can be shown that the set A of deterministic controls is dense in
R with respect to the Young topology. This means that a relaxed control
can be approximated by a deterministic control and given some continuity
properties of the value function, this carries over to the values of the controls.
This statement is also known as the Chattering Theorem (see e.g. Kushner
and Dupuis (2001), Section 4).

Remark 8.2.3 (Young Topology). The Young topology on R is the coarsest
topology such that all mappings of the form

Ro>a— / / w(t, w)ay (du)dt
o Ju

are continuous for all functions w : [0,00] x Y — R which are continuous in
the second argument and measurable in the first argument and satisfy

oo
/ max |w(t, u)|dt < co.
0 ueUu

We denote this class by Car(Ry x U), the class of so-called strong Cara-
théodory functions. With respect to the Young topology R is a separable
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metric and compact Borel space. In order to have well-defined integrals the
following characterizations of measurability are important:

(i) A function « : Ry — P(U) is measurable if and only if

tH/ w)ay (du)

is measurable for all bounded and continuous v : U — R5.
(ii) A function f : E — R is measurable if and only if

xr—>/R /uw(s,u)f(s,x;du)ds

is measurable for all w € Car(Ry x U).

Moreover, the following characterization of convergence in R is crucial for
our applications. Suppose (a,) C R and a € R. Then lim,,—, o o, = a if and

only if
lim / / w(t, w)ay (du)dt = / / w(t, u)ay (du)dt
nmeeJoo Ju o Ju
for all w € Car(Ry x U). O

Now we have to extend the domain of functions already defined on A. In
particular we define for « € R

407 (@) = [ w68 (@), w)aslduir, 65(2) = &.7)
r'(z, ) :/Oooe (B+A)t / (67 (x), u) g (du)dt,
QBle.c) =2 [0 [ Q(Blo @), w)artdu

where we again assume that a unique solution of (8.7) exists (according to
the Theorem of Carathéodory this is the case if e.g. p(z,u) is Lipschitz-
continuous in z uniformly in u). If « € A then the definitions of ¢, 7’ and @’
coincide with those we have used so far. In case « is a relaxed control there
is no physical interpretation of the model. The operator 7 has the following
form:

(Tv)(x) —sgg{/ooo S /[ (f (), u)
+ /\/U(Z)Q(dzM)to‘(z),u)}at(du)dt}.
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In the Markov Decision Model with relaxed controls the decision maker can
thus do at least as well as in the case without relaxed controls. When we
denote by J¢ the corresponding value function we obtain

JNx) > Joo(z) = Ve (x), z€E.

We will show that these value functions are equal under some conditions (cp.
Theorem 8.2.7). Next we introduce the notion of an upper bounding function
for the given Piecewise Deterministic Markov Decision Model.

Definition 8.2.4. A measurable function b : E — R, is called an upper
bounding function for the Piecewise Deterministic Markov Decision Model, if
there exist constants c,, cg, cs € R4 such that

(i) r+(at,u) < ¢b(z) for all (z,u) € E x U.
(ii) [ b(=) dz\at u) < cob(z) for all (z,u) € E x U.
(iii )\f ~OEDp (¢ (z ))dt < cgb(x) for all z € E,a € R.

If r is bounded from above then b = 1 is an upper bounding function and
co=1,¢c4 = ﬁ From properties (ii) and (iii) it follows

/b(z)Q’(dz|x7a) < Acg /00 e~ M (¢ (x))dt < cqegb(a).
0

Thus if b is an upper bounding function for the Piecewise Deterministic
Markov Model, then b is also an upper bounding function for the discrete-time
Markov Decision Model (with and without relaxed controls) and

(67 § CQCy-

The Integrability Assumption (A) and the Convergence Assumption (C) are
satisfied for the discrete-time Markov Decision Process (with and without
relaxed controls) if b is an upper bounding function and «;, < 1. Throughout
this section we make use of the following

Continuity and Compactness Assumptions:

(i) U is compact,

i) (t,z,a) — ¢t ( ) is continuous on Ry X E x R,

) (z,a) — [ e~ O+Atp(¢2(2))dt is continuous on E x R,

) (z,u) — 'u(z)Q(dz|:r,u) is upper semicontinuous for all upper semi-
continuous v € IB;",

(v) (z,u) — r(x,u) is upper semicontinuous.

(i
(iii

(iv

Lemma 8.2.5. Let b be a continuous upper bounding function and let (ii)
and (i) of the continuity assumptions be satisfied. Let w : E x U — R be
upper semicontinuous with w(x,u) < ¢,b(x) for some ¢, > 0. Then
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(z, »—>/ ﬁ“‘)t /w(qﬁ?(m),u)at(du))dt

s upper semicontinuous on £ X R.

Proof. First we prove that the function

W(z,a) = /000 e_(ﬁ+)‘)t(/w(gbta(x),u)at(du))dt

is bounded and continuous if w is bounded and continuous. Boundedness is
obvious. Now suppose (2", a™) — (x,a). Let ¢ := ¢ (,,) and ¢ := ¢ ().
We consider

a") = W(z,a)l

_‘/ —(B+x\)t / w(e},u)a ?(du)f/uw(gbt,u)at(du))dt’

S/‘Z(ﬁ“/"w% — w(ge, w)laf (du)dt +
+’/ 5“” /“’(¢’t’“)a?(du)—/Mw(qbt,u)at(du))dt‘.

The first term on the right-hand side can be further bounded by

/OO —(B+A) sup|w(¢)t,) w(¢t,u)|dt
0

ueU

which converges to zero for n — oo due to dominated convergence and
the continuity of ¢ and w. The second term converges to zero in view of
the definition of convergence w.r.t. the Young topology and the fact that
w is continuous. Now let w be upper semicontinuous with w < ¢,b. Then
w®(z,u) = w(z,u) — c¢,b(xr) <0 and is upper semicontinuous. According to
Lemma A.1.3 b), there exists a sequence (w’) of bounded and continuous

n

functions with (w?) | w®. From the first part of the proof we know that

Waoa) = [ e ([l (67 0, u)an(an)

is bounded and continuous and decreases for n — oo against
W) = e [ e (o ) de
0

which is thus an upper semicontinuous function. In view of (iii) the function
W is upper semicontinuous. O
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From Theorem 7.2.1 we directly obtain the main results for the control prob-
lem (with relaxed controls). Let us introduce the set

M, := {v € B/ | vis upper semicontinuous }.

Theorem 8.2.6. Suppose the Piecewise Deterministic Markov Decision
Process has a continuous upper bounding function b with ap < 1 and the
continuity and compactness assumptions are satisfied. Then it holds:

a) JI¢ € Mys. and JI& = T JIE.
b) There exists an optimal relaxed Markov policy ©* = () such that

”T: = f(Zn)(t - Tn)a te (Tann+1]

for a decision rule f : E — R.

Proof. Recall from Remark 8.2.3 that R is compact. Then it follows from
Lemma 8.2.5 that
(z,0) = 1'(z, @)

is upper semicontinuous and for v € M.

() — /v(z)Q'(dz|33, @)
is upper semicontinuous. Hence the statement follows from Theorem 7.2.1. O

Note that the optimal 7} takes values in P({/). In applications the existence
of optimal nonrelazed controls is more interesting. Here we are able to prove
the following result.

Theorem 8.2.7. Suppose the Piecewise Deterministic Markov Decision Pro-
cess has a continuous upper bounding function b with ap < 1 and the conti-
nuity and compactness assumptions are satisfied. If ¢%(x) is independent of
a (uncontrolled flow) or if U is convex, p(xz,u) is linear in u and

wr ) +A [ T 2)QUEL )

is concave on U, then there exists an optimal nonrelaxed Markov policy
7 = (n}) such that

77: = f(Zn)(t - Tn)a te (TnaTn+1]

for a decision rule f : E — A. Note that w; takes values in U and that
Vo = Joo = JIE. In particular, Va is a fived point of T .
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Proof. For v € IM,,s. define
w(z,u) = r(z,u) +)\/ Qdz|z,u), ze€E,uecl.

Then

(Lo)(z, 0) = / ~ (B / (60 (), ) e (du)dt

and

(Twv)(x) = sup (Lv)(z, ).
a€R

a) Let ¢f () be independent of v (uncontrolled flow). There exists a measur-
able function f : E — U such that

w(:z:, f(z)) =supw(z,u), xz€FE.
uel

Define f(z)(t) := f(¢u(x)) for t > 0. Then f: E — A is measurable and
it is easily shown (by a pointwise maximization) that for « € R

(Lo)(z, @) < / Oy (8 (), £(2) (1)) e
= (Lv)(z, f(z)), z€E.

Hence the statement follows as in the proof of Theorem 8.2.6.
b) Let u +— w(z,u) be concave on U. There exists a measurable function
frét: B — R such that (see Theorem A.2.4)

sgg(Lv)(x,a) = (Lv)(x,fml(x)), x e E.

Define f(x fuufrel x)(du) for x € E. Then f(z) € A since U is
convex, and f E — A is measurable. Moreover, since p(z,u) is linear in

u we obtain ¢ = ¢ where @y = [ uway(du). From the concavity of w(x, -)
we conclude

(Lv) () < / (40t (63 (), oy )t = (Lv)(x, &)

and hence

sup (Lv) (3, @) = (Lv) (2, f(z)), € B.

a€ER
For v = J2¢ the (nonrelaxed) control function f is a maximizer of JZ¢,
hence optimal and Vi (z) = JZ¢(z) (see Theorem 7.1.7). O

Sufficient conditions for the concavity assumption can be formulated by using
the results of Section 2.4 (in particular Proposition 2.4.18). Often it is easier
to check the concavity of
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u r(z,u) + A/v(z)Q(dzkv,u)

for all functions v in some function class which contains JZ¢ (cf. the applica-
tions in Sections 9.3 and 9.4). The fixed point equation is called the Bellman
equation. It is related to the Hamilton—Jacobi-Bellman equation in stochastic
control which can be seen as a local form of the Bellman equation.

The Hamilton-Jacobi-Bellman equation

We will briefly outline the classical verification technique. We assume that
the Piecewise Deterministic Markov Decision Process has a bounding function
b, i.e. there exists an upper bounding function b with r replaced by |r|. Note
that the generator of the controlled state process is given by

Av(z,u) = p(e, wvs + A / (0(y) — v(x)) Q(dylz, )

for a continuously differentiable v : F — R and z € E,u € U. The Hamilton-
Jacobi-Bellman equation (HJB equation) for problem (8.3) has the form:

21615 {Av(z,u) + r(z,u)} = Pv(z), =z €E. (8.8)

We call a decision rule f*: E — U a maximizer of the HJB equation when
f*(x) is a maximum point of

u— Av(z,u) +r(z,u), wel.

A decision rule f : E — U is called a feedback control function when f defines
a state process xy = (b{ (z) between two jumps as a solution of

dxy = u(xt, f(a:t))dt, To = T. (8.9)

We obtain the following result.

Theorem 8.2.8 (Verification Theorem). Let a Piecewise Deterministic
Markov Decision Process be given with a bounding function b, ap < 1 and
E7[e=P'b(X;)] — 0 fort — oo for all w, 2. Suppose that v € C*(E)NIBy is a
solution of the HJB equation and that f* is a maximizer of the HJB equation
and defines a state process (X[). Then v = Vo and w; = f*(X}_) is an
optimal Markov policy (in feedback form).

Proof. Let m = (m;) be an arbitrary predictable control process. We denote
by N7 the corresponding compensated counting measure, i.e.
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oo

N™(t,B) ==Y 1, <yliz,en) — / Q(B|X,,ms)ds

n=0
The It6 formula for jump processes implies for v € C*(E) N By, that

(Xy) = v(x) + /t e P <A’U(XS, Ts) — ﬁv(X5)>ds

0
n / e / (v(y) — v(X._))N™(ds, dy).

Since

oo

EL [ e /T ju(Xr,) — v(Xr, )|

n=1

gimg[ BTy(Z,)] + ZE”[ (G, 1, (Zam)

+ Z C¢Ozg 1b

the second integral is a martingale. Thus taking the conditional expectation
E7 and using the fact that v satisfies the HJB equation yields:

Mg

Il
-

n

ET [ ?tv(X,)] = v(z) + ET [ /O s (AU(XS, ) — ﬁu(xs))ds}
< v(z) — ET [/Ot e‘gsr(Xs,ws)ds].

Taking ¢t — oo this implies by our transversality assumption that

v(z) > ET {/OOO e_ﬁsr(XS,WS)ds}

for arbitrary . Inserting 7* yields equality and the statement is shown. 0O

8.3 Continuous-Time Markov Decision Chains

Continuous-time Markov Decision Chains with a countable state space E
are an important special case of Piecewise Deterministic Markov Decision
Processes. For a recent book on this topic see Guo and Herndndez-Lerma
(2009).

Instead of giving transition probabilities, continuous-time Markov Chains are
often described by transition rates which are assumed to be controllable here,
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ie. gzy(u),u € U. In what follows we assume that the rates g,,(u) € R are
conservative, i.e.

Zqzy(u) =0, z€FEuecl
yek

and bounded, i.e. A > —qo(u) forall z € E,u € Y. A continuous-time Markov
Decision Processes (X;) with such transition rates can be constructed from
a Poisson process (N;) with intensity A and a discrete-time Markov Decision
Process (Z,,) with transition probabilities

QU{y} |z, u) = { (), yte

14 $Gze(u), y = 2.

It holds that X; = Zx,. This representation is called a uniformized Markov
Decision Chain. In this case we have ¢f(x) = =, i.e. the flow between two
jumps is independent of «. This implies that we can restrict to control func-
tions « which are constant, i.e. ay = u. The discrete-time Markov Decision
Model of the last section has the form (E,U,Q’,r") with

o Q'({y}a,u) = FxQ{y}z,u),
o r(x,u) = ﬁr(w,u).

The maximal reward operator 7 is given by

1 A
(Tv)(z) = ﬁ+Ai§5{ z,u +y§5qzy }+mv(x).

The next result follows now directly from Theorem 8.2.6 and Theorem 8.2.7.
Note that F is countable. Moreover, we have here

A

RS

Theorem 8.3.1. Suppose the continuous-time Markov Decision Chain has
an upper bounding function b with o, < 1 and the following continuity and
compactness assumptions are satisfied:

(i) U is compact,

(ii) w > gay(u) is continuous for all x,y € E,
(ili) u = >°, e g b(Y)qay(u) is continuous for all x € E,
(iv) u +— r(x,u) is upper semicontinuous for all x € E.
Then it holds:

a) Voo € By and Vi is a fized point of T, i.e.

BV (x) = sup {r(:c,u) + Z qmy(u)Voo(y)}, rekFE. (8.10)

ueU yeE
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b) There exists an optimal Markov policy m* = (7)) such that
7'1';)IK :f*(Xt_)7 tZO

for a decision rule f* : E — U, where f*(x) is a mazimum point of

u r(z,u) + Z oy WV (y), uel.
yeE

Note that the fixed point equation (8.10) coincides with the Hamilton-Jacobi-
Bellman equation.

Problems with Finite Time Horizon

Continuous-time Markov Decision Chains with finite time horizon 7" are more
interesting, in particular as far as applications in finance and insurance are
concerned. Since the time horizon is finite we have to consider also the jumps
times T, besides the marks (post-jump states) Z,. The function space A is
here defined by

A :={a:[0,T] — U measurable }. (8.11)

Hence, a Markov policy (or piecewise open loop policy) m = (m;) is defined
by a sequence of measurable functions f,, : [0,7] x E — A such that

Tt = fn(Tna Zn)(t — Tn) for ¢ S (Tn,Tn+1].

Since we consider here control problems with a finite time period [0,7] we
have a measurable terminal reward g : £ — R. We impose now the following

Integrability Assumption (A):

sup E7
T

T
/ rT (X, ms)ds +g+(XT)] <oo, z€E.
0

Then the expected total reward when we start at time ¢ in state x is well-
defined for all 7 by

Vi(t,z) .= Ef,

T
/ r(Xs,ms)ds +g(XT)] , €K te|0,T]
t

where EY denotes the conditional expectation given that X; = . The value
function of the continuous-time Markov Decision Chain is given by

V(t,z) :=supVy(t,x), x€ E te|0,T] (8.12)
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where the supremum is taken over all Markov policies. It holds that
Va(T,2) = g(w) = V(T,2).

Using a similar embedding procedure as in Section 8.2 the value function
V(t,z) can be obtained by the following discrete-time infinite-stage Markov
Decision Model (E', A, Q',r"):

e F' =10,T] x E is the state space. A state (t,x) describes the time point
of a jump and the state of the process directly after the jump.

e A is given by (8.11). Recall that the function space A is a Borel space.

e For all Borel sets B C [0,T],y € E and (¢,2) € E’, o € A, the stochastic
kernel Q' is given by

T—t
Q' (B x {y}|t,z,a) := )\/ e M1p(t+s)Q({y}|z, as)ds.  (8.13)

0

This is obviously a substochastic transition law. In order to make it
stochastic, we may add a cemetery state A ¢ E’ to the state space and
define

Q ({A}t,z,a) == e M7 Q' ({A}A, q) = 1.

e The reward function 7’ : E' x A — R is defined by

Tt
r(t,z, ) = / e M1 (z, a5)ds + e M Hg(), (8.14)
0
r'(z, A) := 0.

In what follows we treat the problem as a substochastic problem and skip
the state A. For this discrete-time Markov Decision Model we define for a

policy m = (f»):

Tootg)(t2) = B | S0 (10, 2, ul T} 2))
n=0
Joo(t, ) = sup Jo (s, (L, 2), (t,x) € E

(f)

where (T}, Z),) is the corresponding state process of the Markov Decision
Process up to absorption in A. Note that (7)., 7)) = (Ty,Z,) as long as
T, <T.

Theorem 8.3.2. For a Markov policy m = (f,) we have
Vi(t,x) = Joo(p) (L 2), (L)€ E.

Moreover, it holds: V = Ju.
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Proof. Let H,, := (Ty, Zo, ..., Tn, Zy) and T,, < T. We consider only the time
point ¢ = 0. Arbitrary time points can be treated similarly by adjusting the
notation. We obtain:

Tra AT

Z / (X, ms)ds + 1, <T<Tn+1]g(XT)>]
T, AT

Tﬂ+1/\T
_ ZE” / (Xs,ws)ds’HnH

+ ZE:TEF [E;r [1[Tn§T<Tn+1]g(XT)|Hn]]

Vi

Tl'

= Z]E (T3 23, (T3 23)] = Too(£.)(0, )
since the transition kernel of (77, Z},) is given by (8.13) and 7/ by (8.14). O

The maximal reward operator 7 for the discrete-time model is given by

(Tv)(t,x) = sup {ef)‘(Tft)g(ac)

acA
T—t
+/ [ T, o) —1—)\2 (t+s,9)Q({y}=, as)}ds}
0 yeE
= e T Ng(x)
T—t
+/0 o—As 21615 [r(m, u) + /\y;;)(t + s, y)Q({y}\x, u)} ds.

The last equality follows by pointwise maximization. If b : E — R, is an
upper bounding function for the continuous-time Markov Decision Chain, i.e.
there exist c,, cq,cg € Ry such that

(i) r*(z,u) < c.b(z) for all (z,u) € E xU,
(ii) gt (x) < ¢gb(x) for all z € E,
(iii) ZyeE b(y)Q({y}z,u) < cob(x) for all (x,u) € E x U,

then it is easily shown that
b(t,z) = e’ T Vp(x), fory >0

is an upper bounding function for the discrete-time model and

ap < cQy, A (1 — e_O‘J”)T).

+

Hence we always have ap < 1 for v large.
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Theorem 8.3.3. Suppose the continuous-time Markov Decision Chain
has an upper bounding function b and the continuity and compactness
assumptions (i)—(iv) of Theorem 8.5.1 are satisfied. Then there exists an
optimal Markov policy m* = (7)) such that

mo=ft X)), tel[0,T]

for a decision rule f*: E' — U, where f*(t,x) is a mazimum point of

we (@) + Y Gy V(ty), uell
yeE

Moreover, V(t,x) is a fized point of the operator T in B;', i.e.
Vit2) = e T 0g(a)

+ /OTt e sup {T(az, u) + A Z V(t+s,9)Q({y}=, u)} ds.

ueU yeE

Proof. The proof is similar to the proof of Theorem 8.2.7 a). For v € B,
define

w(t,x,u) :=r(z,u) + A Z v(t,Y)Q{y}x,u), ze€Euel.
yeE

Then there exists a measurable function f* : E — U such that (see Theorem
A2.4)

w(t,z, f*(t,x)) = supw(t,z,u), (t,x)€ E.
ueU

Define f(t,z)(s) := f*(t + s,z) for s > 0. Then f : E/ — A is measurable
and by pointwise maximization

su v z,a) =e Mgz o e Muw S, T x)(s))ds
sup (Lo)(t,2,0) o)+ [ (t+ 5.2, f(t,2)(s)d
= (Lv)(t,z, f(t,z)).

For v = V the decision rule f is a maximizer of V. Then the policy 7* = (n})
is optimal, where for t € (T),, Ty, 1]

7= f(Tny Zo)(t — To) = f*(t, Zn) = f*(t, Xs_)

(see also the Verification Theorem 7.1.7). O
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Remark 8.3.4. If there exists a bounding function, then V (¢, z) is the unique
fixed point of 7 in IB,. In this case, 7 is a contraction. Moreover, V (¢, z) is
continuous in ¢ for all x € E. O

Remark 8.3.5. The Hamilton-Jacobi-Bellman equation for the continuous-
time Markov Decision Chain with finite horizon T" has the form

glw) = V(T,2)
0= Vi(t,2) + sup {r(z,u) + 3 V(t,9)uy (1)}

ueU yeE

where V; denotes the derivative w.r.t. time. A verification theorem can be
formulated as in the last section (see Theorem 8.2.8). O

8.4 Exercises

Exercise 8.4.1 (Relaxed Controls). Consider the controlled Piecewise
Deterministic Markov process which is given by: £ = R, U = {-1,+1}
and p(z,u) = u, Q(B|z,u) = d,(B), i.e. jumps cannot be controlled and are
only ‘virtual’ jumps. For a relaxed control 7 = (f,,) we have

q&f(m)er/O /uufn(s,x)(du)ds, teTn, Thy1).

E, [ / e—ﬁfxfdt] :
0

a) Let g = 0. Compute an optimal relaxed control.
b) Show that there does not exist an optimal nonrelaxed control.

The aim is to minimize

Exercise 8.4.2 (Killing at Rate /). Another way of looking at the re-
formulation as a discrete-time problem in Theorem 8.2.1 is to interpret the
discount factor as a killing rate. This enables us to write a modified problem
without discount factor which is then straightforward to describe as a Markov
Decision Problem. In order to explain this let U be a random variable inde-
pendent of the state process (X;) which is uniformly distributed over [0, 1].
Let
T::inf{t>0|€7BtSU}

and define the killed process (X;) by
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r Xt,t<7'
Xt{A, t>T.

If we set r(4,-) =0, show that

ET [/ eﬁtr(Xt,m)dt} = [/ r(Xt’,m)dt]
0 0

=Y B [(Z f(2)]

n=0

Exercise 8.4.3. Suppose a controlled Piecewise Deterministic Markov Pro-
cess as in Section 8.1 is given where the aim is now to maximize

Va(t,x) .= Ef,

/TT(XS,ﬂs)ds Jrg(XT)] , x€E, (8.15)

the expected reward over a finite time horizon. Find an equivalent discrete-
time Markov Decision Model to solve this problem.

Exercise 8.4.4. Formulate a Markov Decision Model which is equivalent to
the optimization problem in (8.3) with a state and action dependent discount
factor less than 1 as indicated in Remark 8.2.2.

Exercise 8.4.5. Consider the financial market introduced in Section 3.2 and
solve the problem of maximizing the expected utility of terminal wealth
EZ U(Xr), where U(z) = —e ",z € R and v > 0 and U(x) = logx,z > 0.

Exercise 8.4.6 (uc-rule). Consider a queueing system with two queues and
one server. Customers arrive at queue ¢ according to a Poisson process with
rate \; and need exponential service times with rates u;, i = 1,2. After
each departure of a customer, the server has to be assigned to the queues,
where the capacity of the server can be divided, i.e. if we assign the fraction
a € [0,1] to queue 1, then the first customer in this queue is served with rate
p1a and the first customer in queue 2 is served with rate po(1—a) (see Figure
8.1). Customers produce linear holding cost at rate ¢;, ¢ = 1,2. The aim is to
minimize the expected discounted holding cost over an infinite time horizon.

— 3| Queuel 'Q

—=»| Queue2 ’42

Fig. 8.1 Queueing system of Exercise 8.4.6.
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a) Formulate this queueing problem as a continuous-time Markov Decision
Chain.

b) Suppose the discount factor is 5 > 0 and let A = A1 + Ay + p1 + po be the
uniformization rate. Show that the Bellman equation has the form

A+ Bv(x1,x2) = 121 + coxo + Mv(w1 + 1, 22) + Aev(z1, 22 + 1)
+ min {mv((xl — 1)+,x2) + pov(x1,x2);
p2v (1, (w2 — 1)) + pv(zr, z2)}, 21,22 € Ny,

¢) Assume that pic; > poce. Consider the embedded discrete-time Markov
Decision Process with a finite horizon N. Show by induction that the
stationary policy #* = (f*,..., f*) with

[z, m2) = 12,50

is optimal. This means that queue 1 with the greater uic; has priority
over queue 2 and will always be served as long as a customer is waiting
there. This decision rule is called the uc-rule.

d) Use part ¢) to prove that the pc-rule is optimal for the infinite horizon
problem.

8.5 Remarks and References

A first systematic study of controlled Piecewise Deterministic Markov Pro-
cesses is done in Hordijk and van der Duyn Schouten (1984, 1985). The idea
of reducing the control problems of this type to a discrete-time Markov De-
cision Problem is due to Yushkevich (1980). For a recent paper on this topic
see Almudevar (2001). In Yushkevich (1987, 1989) optimality conditions are
given in a weak form based on a continuous-time approach. Davis introduced
the name Piecewise Deterministic Markov Process (see e.g. Davis (1984)) and
summarizes the state of the art in his book Davis (1993). Schél (1998) and
Forwick et al. (2004) extend the existing results to unbounded reward prob-
lems. They impose certain assumptions on the drift which imply (using a
time transformation) the existence of nonrelaxed controls. Relaxed controls
are known from deterministic control theory and allow to define a topology
on the action space (Young topology) which simplifies the task to have a
compact action space and continuous target functions at the same time. It
is well known that concavity conditions imply the existence of nonrelaxed
controls (see e.g. Dempster and Ye (1992), Béuerle (2001)).

There has been a renewed interest into these models recently, in particular
as far as applications in finance, insurance and queueing are concerned (for
references see Chapter 9).
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Continuous-time Markov Decision processes are investigated in Guo and
Herndndez-Lerma (2009). They also consider problems with unbounded re-
ward and transition rates.






Chapter 9

Optimization Problems in Finance
and Insurance

We will now apply the theory of infinite horizon Markov Decision Models
to solve some optimization problems in finance. In Section 9.1 we consider
a consumption and investment problem with random horizon which leads to
a contracting Markov Decision Model with infinite horizon as explained in
Section 7.6.1. Explicit solutions in the case of a power utility are given. In
Section 9.2 a classical dividend pay-out problem for an insurance company
is investigated. In this example the state and action space are both discrete
which implies that all functions on E'x A are continuous and we can work with
Theorem 7.2.1. Here the Markov Decision Model is not contracting. The main
part of this section is to show that there exists an optimal stationary policy
which is a so-called band-policy. In special cases this band-policy reduces to
a barrier-policy, i.e. it is optimal to pay out all the money which is above
a certain threshold. In Section 9.3 we consider a utility maximization prob-
lem in a financial market where the stock prices are Piecewise Deterministic
Markov Processes. This optimization problem is contracting and our results
from Chapters 7 and 8 allow a characterization of the value function and
some computational approaches which complement the classical stochastic
control approach via the Hamilton-Jacobi-Bellman equation. Some numeri-
cal results are also given. In Section 9.4 we study the liquidation of a large
amount of shares in so-called dark pools. This is a continuous-time Markov
Decision Chain with finite time horizon (see Section 8.3). Using the discrete-
time solution approach we are able to derive some interesting properties of
the optimal liquidation policy.

9.1 Consumption-Investment Problems with Random
Horizon

In this section we reconsider the consumption and investment problem of
Section 4.3. However, this time we assume that the investment horizon of the

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 267
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_9,
(© Springer-Verlag Berlin Heidelberg 2011
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agent is random (cf. Section 7.6.1). This is reasonable since there may be a
drastic change of the agent’s plan in the future with some probability. For
example the agent may need all her money because she was disabled due to
an accident.

A financial market with d risky asset and one riskless bond (with interest
rate i, = 0) is given as introduced in Section 4.2. Recall that F,, := f;f.
Here we assume that Rj, Ra, ... are independent and identically distributed
random vectors and that the following Assumption (FM) holds:

Assumption (FM):

(i) There are no arbitrage opportunities.
(i) E||Ri]| < oo.

The first assumption means that there is no arbitrage opportunity for any
finite horizon. The random horizon is here described by a geometrically dis-
tributed random variable 7 with parameter p € (0, 1), i.e.

P(r=n)=(1-p)p" ', neN.

It is assumed that the random horizon 7 is independent of (F,,). The aim is
to maximize the expected discounted utility from consumption and invest-
ment until time 7. The initial wealth is given by z > 0. In what follows
suppose that U.,U, : £ — R, are two continuous utility functions with
dom U, = dom U, := [0, 00) which are used to evaluate the consumption and
the terminal wealth. The wealth process (X,,) evolves as follows

Xn+l == Xn —Cp + an . Rn+1a

where (¢, @) = (¢, ¢p) is a consumption-investment strategy i.e. ¢, and ¢,
are (F,)-adapted and 0 < ¢, < X,,, for all n € N. The optimization problem
is then given by

E. [$720 8Uelen) + BTU,(X5)| — max

9.1
(¢, ) is a consumption-investment strategy and (9:.1)

X&% € dom U, P-as.

According to Section 7.6.1 we can formulate this optimization problem with
random horizon as a stationary Markov Decision Model with infinite horizon:

e E :=[0,00) where x € E denotes the wealth,

e A:=R, xR? where a € R? is the amount of money invested in the risky
assets and ¢ € R4 the amount which is consumed,

e D(x) is given by

D(z):={(c,a) e A|0<c<zandz—c+a- Ry >0P-as.},
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Z :=[~1,00)¢ where z € Z denotes the relative risk,
T(z,c,a,2):=x—c+a-z,

Q% (-|z, ¢, a) := distribution of R, (independent of (z,c,a)),

r(z,¢,a) == Uc(c) + B(1 — p) E[Up(T (2, c, a, R1))],

8 = Bp with g € (0,1].

The value Joo(x) is then the maximal value of (9.1) and an optimal policy
for the Markov Decision Models defines an optimal consumption-investment
strategy.

Next define A := {a € R* |1+ a-R; > 0P-a.s.}. The optimization problem

vo:=supE(l14+ a- Ry)
ozEA

has a finite value vy since A is bounded in view of (FM). It is not difficult
to show that b(z) := 14 x is a bounding function for the stationary Markov
Decision Model, and we obtain

l+z—c+a-ERy

Qp = sup

(@c0) I+
l+xz+za-ER; 1+ 2vg
= sup = sup = max{1,vp}.
xEE,aEA I+ zel 1+

If Bay, < 1 then the Markov Decision Model is contracting. The operator T
is given by

Tuv(z) = sup {r(z,c,a)+PpEv(zr—c+a-Ri)}, z€E
(c,a)eD(x)

for v € IB,. We obtain:

Theorem 9.1.1. For the consumption-investment problem with random hori-
zon and Bpay < 1 it holds:

a) Joo is increasing, concave and conlinuous.

b) Joo = limy oo Jn and Jo is the unique fized point of T in IBy.

¢) There ezists a mazimizer f* of Joo, and the stationary strategy (f*, f*,...)
s optimal for the consumption-investment problem with random horizon.

d) The policy iteration holds.

Proof. We show that the assumptions of Theorem 7.3.5 are satisfied with
M :={v € By | v is non-negative, increasing, concave and continuous}.

This in turn implies our statements. That 0 € IM is obvious and the fact
that 7 : IM — IM as well as the existence of maximizers of v € IM have been
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shown in Theorem 4.3.1. Since the bounding function is continuous, the set
DM is a closed subspace of By. Theorem 7.3.6 implies d). O

Ezample 9.1.2 (Power Utility). We consider now a financial market with one
bond and one stock and choose both utility functions as power utility func-
tions, i.e. Ug(x) = %sﬂ = U,(x) with 0 < 7y < 1. It is assumed that Spa;, < 1.
Then we get 7 : M — IM with

M :={veBy|v(zx)=dz” for d>0}.
This follows as in Section 4.3. Hence we obtain

lim J,(z) = Jo(2) = doo”

n—oo

for some dy, > 0. Let us now compute do, and the optimal strategy. As in
Section 4.3 we consider the problem

]E(1+oz-R1)7—>max
y (9.2)
a€A

and denote the value of this problem by wv.. By induction we obtain
Jn(z) = dpa” and the sequence (d,,) satisfies the recursion

Ay =7" - 0)
ntl =7 T+ + BpUocdn

B —p)v
=

with § := (1 —+)~! and dp = 0. Theorem 9.1.1 implies that de, = lim,, .o dy,
and do, is the unique solution d of the following equation

1—p)vso 6
=50+ (—ﬂ( Py + 6pvood) :
Y
Then a maximizer f* of Jy can be computed explicitly. Since

TJw(z) =27 - sup {%cua—cmﬁ(l—p)vm%+ﬂpvmdm>},

0<¢<1

the optimal investment and consumption decisions separate. The amount
invested in the assets is given by a*(z) = o* - (x — ¢*(z)) where o* is the
optimal solution of the problem (9.2), and the optimal consumption ¢*(z) is
given by (cf. proof of Theorem 4.3.6)

X
14+ (ﬁ(l - p)voo + ﬁpfyvoodoo)é.

c*(x) ==

Hence the strategy (f*, f*,...) with f*(z) := (a*(z), ¢*(x)) is optimal. Note
that ¢*(z) is the limit of the optimal consumptions ¢, (x) at time n
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" x
cr(x) = .
( ) 1+ (ﬂ(l _p)voo + ﬂpfyvoodn)g
Thus (f*, f*,...) is also obtained by policy iteration. ¢

Ezample 9.1.3 (Power Utility without Consumption). Here we consider the
same financial market as in Example 9.1.2, but now we maximize the expected
discounted power utility of the terminal wealth at the random time point 7
ie. Ue(z) =0,Up(x) = %x'y with 0 < v < 1. There is no consumption. It is
assumed that Opap < 1. As in the previous example we consider the set

M :={v e By |v(z) =dz” ford >0}

and obtain: Joo(z) = deox”™ for some do, > 0. In this case we can identify doo
as the unique solution d of the equation

1- o
d= M + Bpused.
0
This equation can be solved and we obtain
_ B(1 — p)veo
> 7(1 - /proo)

Note that Opvs, < 1, since v < ap and Bpap < 1. The stationary strategy
(f* f*,...) with f*(z) = a*x is optimal, where o* is the optimal solution
of (9.2). Thus when we compare Examples 9.1.2 and 9.1.3, we see that the
optimal relative asset allocation is independent from the consumption. ¢

9.2 A Dividend Problem in Risk Theory

The dividend pay-out problem is a classical problem in risk theory. There are
many different variants of it in discrete and continuous time. Here we consider
a completely discrete setting which has the advantage that the structure of
the optimal policy can be identified.

Problem and Model Formulation

Imagine we have an insurance company which earns some premia on the one
hand but has to pay out possible claims on the other hand. We denote by
Z, the difference between premia and claim sizes in the n-th time interval
and assume that Z1, Zo, ... are independent and identically distributed with
distribution (gx, k € Z), i.e. P(Z, = k) = g, for k € Z. At the beginning of
each time interval the insurer can decide upon paying a dividend. Of course
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this can only be done if the risk reserve at that time point is positive. Once
the risk reserve becomes negative (this happens when the claims are larger
than the reserve plus premia in that time interval) we say that the company is
ruined and has to stop its business. The aim now is to maximize the expected
discounted dividend pay out until ruin. In the economic literature this value
is sometimes interpreted as the value of the company.

We formulate this problem as a stationary Markov Decision Problem with
infinite horizon. The state space is F := Z where x € F is the current risk
reserve. At the beginning of each period we have to decide upon a possi-
ble dividend pay out a € A := Nj. Of course we have the restriction that
a € D(z):={0,1,...,2} when z > 0 and we set D(z) := {0} if z < 0. If we
denote by z the risk reserve change, then the transition function is given by

z—a+z if >0
x, if z<0.

T(z,a,2) = { (9.3)

The dividend pay-out is rewarded by r(z,a) := a and the discount factor
is B € (0,1). We summarize the data of the stationary Markov Decision
Problem as follows:

FE := 7 where x € F denotes the risk reserve,

A := Ny where a € A is the dividend pay-out,

D(z) :={0,1,...,2},2 >0, and D(z) := {0},2 <0,

Z =7 where z € Z denotes the change of the risk reserve in (9.3),
T(x,a,z) is given in (9.3),

Q7 ({k}|x,a) := qx (independent of (z,a)),

r(z,a) :=a, a € D(x),

Be(0,1).
When we define the ruin time by

7 :=inf{n € Ny | X,, <0}

then for a policy © = (fo, f1,...) € F* we obtain

Joor () = ET,

Ti:ﬁkfk(Xk)l ~

k=0

Obviously Joor () = 0if 2 < 0. In order to have a well-defined and non-trivial
model we assume that for Z := Z;

P(Z<0)>0 and EZ' < co.

Remark 9.2.1. Suppose we allow that A = Ry and D(z) = [0, 2] in the above
setting, i.e. we allow for an arbitrary, not necessarily integer dividend pay
out. In this case we would also have £ = R. However, it is not difficult
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to see (cf. Schmidli (2008), Lemma 1.9) that for initial risk reserve z € Ny
and an arbitrary policy 7 € F'* we can define a policy ' € F'* by setting
fi@) ==z — |z — fo(z)]| and f/ (z) := |z| — |x — fu(z)] for n > 1 such that
Joor < Joonr- Thus, we can restrict to the integer setting. O

Next we show that the Convergence Assumption (C) is satisfied for our infi-
nite horizon Markov Decision Model.

Lemma 9.2.2. a) The function b(z) :==1+z, >0 and b(x) :=0, x <0 is
a bounding function with

T;ngﬁ”(ﬂmﬁ), neN.

b) For z > 0 we obtain
BEZt

d(z) §$+m,

and hence § € IBy.

Proof. a) It is obvious that r is bounded by b and we get for > 0

/b(x’)Q(dz'hv,a) =1+ i (r—a+k)g <l+x+EZT (94)

k=a—x

which implies that b is a bounding function (the statement for z < 0 is
obvious). The second statement can by shown by induction on n. Note
that the statement for n = 1 is obtained by (9.4).

b) Now we consider the same problem with @ replaced by Q where g := qx

for £k > 0 and o
o := Z ks

k=—0o0

i.e. Q is concentrated on Ny. Since Q <4 @, all conditions of Theorem
2.4.14 are satisfied and it follows with Theorem 2.4.23 that

Jo(z) < Jp(z), z€E.
Since the Markov Decision Model is positive we obtain by taking limits
8(z) = Joo(x) < Joo().

For the problem with Q the stationary policy (f, f,...) with f(z) = zt,
is optimal. Therefore,

J(z) = Jg(z) ::C+B]EZ++52]EZ++...:37+ﬁI]EZ;
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which implies b). O

In view of Lemma 9.2.2 the Integrability Assumption (A) and the Conver-
gence Assumption (C) are satisfied since 7"b — 0 for n — oo, and IM := By
fulfills (SA). Moreover, Theorem 7.1.8 yields that lim,,_,c Jn, = Joo and

ac{0,1,...,z}

Jo() =T Joo(z) = max {a+ﬂ Z Jm(xa+k)qk}, x> 0.

k=a—x

Obviously, Joo(x) = 0 for < 0. Further, every maximizer of Jo (which
obviously exists) defines an optimal stationary policy (f*, f*,...). In what
follows, let f* be the largest maximizer of J. It will be convenient to define

G(z):=0 Z Joo(x + K)qe, x>0.

k=—x
Thus we can write
Jool) = _max {a+G(z—a)}, (9.5)
Joo(z) = f*(2) + G(z — f*(2)), x>0. (9.6)

The following theorem summarizes some basic properties of the value function
Jo and the optimal policy (f*, f*,...). Let ¢+ :=P(Z > 0).

Theorem 9.2.3. a) It holds for x > 0 that

+ +
BEZ <Joo(m)§x+ﬁ]EZ .

1—-Bq+ — 1-0

b) The value function Joo(x) is increasing and

T+

Proof. a) Since J(z) = d(x), Lemma 9.2.2 implies the upper bound. For
the lower bound consider the stationary policy f*° with f(z) := #™. Then

BEZT _ (@),

Ji@) =2+ PEZT+ ¢ EZ +.. . =x+ ——— <
1 - fBg+
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b) Theorem 2.4.14 directly implies that J,(z) is increasing for all n € N
and hence also J(z). Using the optimality equation (9.5) we obtain for
0<y<zx

Jm@%:%£%ﬁﬂ{a+G@—aﬂ

=max{G(x),...,.s —y—1+Gy+1), 2 —y+ Ju(v)}
>z —y+ Joo(y)-

c) It follows from (9.5) that Joo (2 — f*(2)) > G(z — f*(x)) which together
with (9.6) implies

Joo() = [7(2) < Joo (2 = f7(2)) < Joo(2) — f*(2).

The last inequality is obtained from part b) for y := x — f*(x) > 0. Thus,
we have shown the stated equation for J,. This equation implies now with
(9.6) that

Joo(z = f*(2)) =0+ G(z — [*(x)).

Comparing it with (9.5) gives f*(z — f*(z)) = 0. Note that in state
x — f*(x) the action a = 0 is the unique maximum point of (9.5). O

From Theorem 9.2.3 a) we immediately obtain the following corollary

Corollary 9.2.4. a) If P(Z < 0) =1, then Joo(z) = 2 and f*(z) = ™.
b) If P(Z > 0) =1, then Jo(z) =z + fg_g for x>0 and f*(z) =z,
Both statements have an easy explanation. If the random variables Z,, are
all non-positive with probability one, the company is certainly not profitable
and the best we can do is pay-out all the money in the beginning and stop
business. If the risk reserve changes Z,, cannot be negative, then there is no
risk of getting ruined and due to discounting it is optimal to pay-out the
money as fast as possible.

Structure of the Optimal Policy

In this subsection we show that the optimal stationary policy (f*, f*,...) is
a so-called band-policy.

Definition 9.2.5. a) A stationary policy f*° is called a band-policy, if there
exist numbers n € Ny and ¢, ...c,,dq,...d, € Ng such that dp —cp_1 > 2
fork=1,....nand 0< ¢y <di <c1 <dy <...<d, <c, and

0, ifx <cy
f@) = T —cp, ifcy <o <dgy
0, ifdy, <z <¢p
T —cp, ifx>c,.
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b) Suppose f* is a band-policy. The sets {cg_1, ..., dx} are called waves and
dy — cx_1 is the length of wave k.

f(x) |

“ 4 G d ¢ 5

Fig. 9.1 Example of a band-policy.

A stationary policy f°° is called a barrier-policy if there exists a number
¢ € Ny such that
0, ifz<c
@)= {Q:c, ifx > c.

Examples of a band-policy and a barrier-policy can be found in Figures 9.1
and 9.2.

0]

Fig. 9.2 Example of a barrier-policy.

A barrier-policy is a special band-policy with ¢, = ¢y = c¢. In order to identify
the structure of the optimal policy we need some preliminary results.

Proposition 9.2.6. Let £ :=sup{z € Ny | f*(z) =0}. Then £ < oo and

ffley=x—-¢ forallx>E¢.
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Proof. For x > 0 with f*(x) = 0 we obtain from Theorem 9.2.3

oo o +
Joo(z) = G(z) = Z Qrdoo(z + k) < B Z qk<x+k+ ﬂlE_Z@ )
k=—x k=—x
2 +
<Bx+BEZT + —51E? = Pz + BI]PiZﬂ
and BE Z+
Joo() = 2 + 1= Gq,

Hence it holds

FPEZT(1-q")

z < 5 ,

(1—p3)2(1 = Bqt)
and ¢ is finite. Moreover, f*(§) = 0.
Now let > £. From Theorem 9.2.3 we know that f*(z — f*(z)) = 0 which
implies by the definition of £ that f*(x) > x — &. Since x — f*(z) < & <z it
is admissible to pay out the dividend f*(x)— (z — &) in state £ and we obtain
by (9.6)

Joo(&) > [ () — (z — &) + Gz — [*(x))
= Joo(z) = (7 = &) > Joo(§)-

Thus, we obtain 0 = f*(&) > f*(z)—(x—¢). Together with the first inequality,
we obtain f*(z) = x — £ which concludes the proof. O

Remark 9.2.7. For > 0 it holds P/ (7 < o0) = 1, i.e. under the optimal
stationary policy (f*, f*,...) ruin occurs almost surely. The proof of this
statement is as follows. From Proposition 9.2.6 we know that the risk reserve
after dividend payment is always less than or equal to £. The probability that
there is a sequence of length £ + 1 of negative incomes is positive:

P;{*(Zl < 0,...7Z€+1 < 0) = (1 _q+)§+1 > 0.

But this will lead to ruin and the probability is one that such a sequence
occurs. 0

Proposition 9.2.8. Let xy > 0. If f*(x9) = ap and f*(xo + 1) > 0, then
f*(l‘o =+ 1) =ag+ 1.

Proof. Since f* is the largest maximizer of J, it holds that

>a+Gxg—a) fora=0,...,a9

>a+ G(xg—a) fora=ag+1,...,20. (9-7)

Joo(w0) = ap + G(xo — ao) {
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Moreover we get

Joo(x0 + 1) = 0<£Iéax>§+1{a +G(zo+1—a)}

- max{G(xo 1), max {a+1+Glao - a)}}.

The assumption f*(zo + 1) > 0 implies

G(zo+1) < max {a+ 1+ G(xg—a)}. (9.8)
0<a<zg

From equation (9.7) we conclude

a+14+G(xog—a)<ap+1+G(xog—ap) fora=0,...,a9
a+1+G(xg—a)<ap+1+G(xg—ag)fora=ap+1,...,20

and by shifting the index

a+Gxo+1—a)<ar+1+4+G(xg—ag)fora=0,...,a0+1 (9.9)
a+Glxo+1—a)<ap+1+G(xg—ag)fora=apg+2,...,20+ 1.

Note that the first inequality (9.9) also holds for ¢ = 0 since by (9.7) and
(9.8):

Glxzo+1) <1 —|—O£nzix {a+G(zg—a)} =1+ ag+ G(zo — ap)-

Now the last inequalities together with (9.6) imply f*(zo+1) = ao +1, since
f* is the largest maximizer. ad

Theorem 9.2.9. The stationary policy (f*, f*,...) is optimal and a band-
policy.

Proof. By Proposition 9.2.6 we have f*(z) =« — ¢ for all z > £. For z < &
we have to distinguish different cases. If f*(z) = 0 for all x = 0,...,¢, then
f* is a barrier-policy. If there exists an zg < £ such that f*(xz) = 0 for
x=0,...,20 — 1 and f*(z9) > 0, then by Proposition 9.2.8 f*(z) = 1. If
further f*(zg+m) >0form=1,...,£ —xy — 1 then by induction

ffleao+m)=f(ro+m-1)+1=...=f"(zg) + m=m+1.

If f*(xg + 1) = 0 we either have f*(x) = 0 for z = x9 + 1,...,£ or there
exists an x1 with g < z1 < € and f*(x1) > 0. Now we proceed in the same
way as with xg. After a finite number of steps we reach £. In any case the
constructed policy is a band-policy. O
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Theorem 9.2.10. a) If P(Z > —zy) = 1 for some zy € N, then the length of
the waves of f* is bounded by zg, i.e.

cry1 — di < 2.

b) IfP(Z > —1) = 1 then the stationary policy (f*, f*,...) is a barrier-policy.

Proof. a) Suppose that f* is a band-policy with parameters
0<cp<di<a<dy<...<d,<ecy,

and suppose there exists a kg < n — 1 such that dy,+1 — cx, > 2z0. We
consider now a history-dependent policy o = (go, g1, - - -) which is defined

as follows
0 iff(zpr+1)=0foralk<n
gn(Toy .oy Tp) =

f(zy) otherwise.
After some cumbersome calculations it is possible to show that
J(dro+1) < Jo(dig+1 —1) + 1.
Since J, < Jo we obtain
J(drot1) < Joo(drgy1 —1) +1

which in view of Theorem 9.2.3 b) implies that f°° cannot be optimal.

Hence the length of the waves of the optimal band-policy (f*, f*,...) is
bounded by zp.

b) Since the length of a wave is by definition at least 2 we obtain with part a)

that no wave can exist. Hence the optimal band-policy is a barrier-policy.

O

Remark 9.2.11. The problem where Z € {—1,1} was considered by de Finetti
(1957). The value function in this case is given by

Bp
, >0
1-08p

where p := P(Z = 1) € (0,1). From Theorem 9.2.10 we conclude that a
barrier-policy is optimal in this case. O

Joo(x) =2+
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9.3 Terminal Wealth Problems in a Pure Jump Market

In this section we will reconsider the financial market of Section 3.2. We
investigate a portfolio problem in this market which leads to a controlled
Piecewise Deterministic Process. Using the results of Chapter 8 it is possible
to solve the arising optimization problem by means of a discrete-time Markov
Decision Model with infinite horizon.

In what follows we will consider the classical problem of maximizing the
expected utility of terminal wealth at time 7' in the continuous-time jump
market of Section 3.2. Recall that the price processes are for ¢ € [0, T] defined
as follows:

e The price process (SY) of the riskless bond is given by
SV = eft,

where p > 0 denotes the continuous interest rate.
e The price processes (SF) of the risky assets k = 1,...,d are given by

dSy = Sy (urdt + dCY)

where p, € R and (CF) is the k-th component of the multivariate com-
pound Poisson process Cy := ZnN;1 Y., (see Section 3.2). The initial prices
Sk are assumed to be strictly positive.

By (F:) we denote the filtration which is generated by (S;) where
S; == (S},...,8F). Then it holds F; = F£. Recall that the support of the
distribution of Y;, is given by (—1,00)%. This implies that the stock prices
stay positive. Only those portfolio strategies are admissible which guarantee
that the wealth process is almost surely positive. As a consequence, in models
with jumps short-sellings are often prohibited, and we will also assume this in
our analysis. The amount of money a; := (a},...,af) invested in the stocks
when the current wealth is X;, has to satisfy

a; >0 and a;-e < X;.

In this situation the wealth process will always stay positive and it obviously
makes no difference whether a portfolio is given in terms of amounts which
are invested in the assets or in terms of fractions. In what follows we will
mainly focus on fractions, i.e. we define

k
k. Q¢
T = —.

X

Thus, the set of admissible fractions of wealth which can be invested in the
stocks is given by
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U= {ueRd|u20, u~e§1}.

Note that this set is compact. A portfolio strategy is given by an (F)-
predictable stochastic process m = (m) with values in Y where m; :=
(m},...,md) gives the fractions of wealth invested in the stocks at time ¢.
The quantity 1 — 7 - e is the fraction invested in the bond. The dynamics of
the wealth process is then given by

dX; = Xt_((p+7rt . (,ufpe))dtJrWtdC’t), (9.10)

see also equation (3.7).

The aim of the investor is now to maximize her expected utility of terminal
wealth (at time T'). Thus, we denote by U : [0,00) — R a strictly increasing
and strictly concave utility function and define for a portfolio strategy = =
(m) and (t,x) € E:=1[0,T] x Ry

Vr(t, x) = EE [U(X7)],

the expected utility of terminal wealth when X; = . The maximal expected
utility is given by
V(t, x) :=sup Vz (¢, ). (9.11)
™

Obviously it holds
Va(T,x) =U(z) =V (T, x).

Throughout this section we assume that E ||Y,,|| < co. Note that there exists
no arbitrage strategy in the class of admissible portfolio strategies.

Since (9.11) is a Piecewise Deterministic Markov Decision Problem we can
use the results of Chapter 8. However, this time we have a problem with finite
time horizon which implies that the time component will enter the state space.
We will first reduce the problem to a discrete-time Markov Decision Process.
Thus, let us define

A:={a:[0,T] — U measurable} . (9.12)

For a € A the movement of the wealth between jumps is then given by

of (x) = wexp (/Ot (p+as~(u—pe))ds>, t>0 (9.13)

since by (9.10) the drift has the form p(z,u) := z(p + u - (1 — pe)). The
function ¢¢(x) gives the wealth ¢ time units after the last jump, when the
state directly after the jump was 2. In what follows denote by (T7,) the jump
time points of the wealth (stocks) and let (Z,) be the post-jump wealths. As
in Chapter 8 a Markov portfolio strategy m = () is defined by a sequence of
measurable functions (f,) with f, : E — A such that
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e = fn(Tn, Zn)(t —T),) for t € (Ty, Try1].
We write m = (m) = (fn) and it holds

X = d)ngn(Zn) o fn(TmZﬂ')(Zn) fort e [TnaTnJrl)-

TVt=T,

Note that Z,, = X7,,. Given a strategy 7 and an initial wealth > 0 there is
a probability space (£2, F,P7) on which the random variables T,, and Z,, are
defined such that Xy = Zy = x and for all Borel sets C' C (0, c0)

P (T”Jfl —Tp <t,Zny1 € C|To, Zo,. .. ,TmZn)
- A/Ot e*As{/lc (¢’;(Zn)(1 + fulTny Z0)(5) - y))QY(dy)}ds.

We introduce now the following infinite horizon discrete-time Markov De-
cision Model in the same spirit as in Section 8.2. Since the time horizon is
finite, the state now contains a time component.

e The state space E = [0,T] X R4 is endowed with the Borel o-algebra. A
state (t,x) € E gives the jump time point ¢ and the wealth x of the process
directly after the jump. The state process of the Markov Decision Model

is denoted by (7., Z,). It coincides with the embedded process (T, Z,)
as long as T,, < T. Since we are only interested in the state process up
to time T', we fix some external state A ¢ E (cemetery state) and set
(T}, Z!) := A whenever T,, > T.

e The action space is given by A defined in (9.12). Recall that A is a Borel
space.

e For (t,z) € E, « € A and a Borel set B C E the transition probability
@ is given by

Q(Blt,z,0) :/\/Tte’\S[/lg(tJrs,qbg‘(:c)(l—l—as .y))Qy(dy)]ds

0
Q({A}t, z,a) = e M= =1 — Q(E|t, z, )

Q({A}A, ) = 1.
e The one-stage reward function is for (¢,z) € E and « € A defined by

r(t,x,a) = e_)‘(T_t)U(¢%—t($))v
T(A,oz) = 0.

Note that the reward function is non-negative and unbounded. A policy (f,)
for the discrete-time model consists of a sequence of decision rules f,, which
are measurable mappings f, : FU{A} — A (where we set f(A) := ag € A,
ap arbitrary) and we denote by F the set of all decision rules. The expected
reward of a policy (f,) is given by



9.3 Terminal Wealth Problems in a Pure Jump Market 283

[ee]
Joo(f)(t, @) = EY") Zr(T,;,Z,;,fk(T,;,Z,;)) , (t,x)eFE
k=0

and we define the value function of the discrete-time Markov Decision Model
by
Joo(t,z) := sup Jogp(t,x), (t, 7)€ E.
(fn)EF=

The continuous-time optimization problem with finite horizon T' can be solved
by the infinite-stage Markov Decision Model above (cp. Chapter 8).

Theorem 9.3.1. a) For a Markov portfolio strategy m = (7)) = (fn) we have
Vi(t,z) = Joo(s,)(t2), (t,2) € E.

b) It holds: V = Ju.

Proof. a) For a Markov portfolio strategy m = (m;) = (f) we have
Xt = ¢ 1, (Zy) for t € [Ty, Tiy1),

and (Tx, Zx) = (T}, Z;,) as long as Ty, < T'. The sequence (fy,) defines a
policy for the discrete-time Markov Decision Model. We consider here only
the time point ¢ = 0. Arbitrary time points ¢ can be treated analogously.
Using monotone convergence we obtain

Ve(0,2) = B [U(X7)] = E] | Y limo<rem,, U(X1)

k=0
=> EI {EE {1[TkST<Tk+1]U(¢?_Tk(Zk)) ‘ Ty <T, Zk”
k=0
=B | 30 (Th 2 (T 20) ) | = et (0,2)
k=0

since
EZ [ncren. U (670, (Z0)) | T < T, 2] = (T}, Zi fulT1, 24))
and the transition kernel is given by
B ((Tar. Zis) € B | T 24) = Q(B | T}, 24, ST}, 20)
for all Borel sets B C E.

b) For any (history-dependent) policy 7 there exists a sequence (f,,) of mea-
surable functions f,, : E"*! — A with 7, = f,.(To, Zo, - - - s T, Zn)(t — T)
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for t € (T, Ty41]. Due to the Markovian structure of the state process,
we obtain (see Bertsekas and Shreve (1978), p.216)

V(t,z)= sup Vi(t,z) =Jx(t,x), (t,x)€EE
= Markov

where the last equation follows from part a).
O

Hence we have reduced the continuous-time terminal wealth problem to a
discrete-time Markov Decision Model which will be solved with the theory
developed in Chapter 7. In the following we write & := max{u1,..., td,p}
and § := max{EY7,...EY,, 0} for the maximal appreciation rate of the
stocks and for the maximal expected relative jump height, respectively.

Proposition 9.3.2. a) The function b(t,z) := e’ T=Y(1 + z) is a bounding
function for the discrete-time Markov Decision Model for all v > 0.
b) We obtain

ay < /\(1—+y)_(1 - e—T”“—ﬂ)) —— (9.14)
YHA-L

In particular for v large enough, we have a, < 1 and the discrete-time
model is contracting.

Proof. Since U is compact there exists a c¢g > 0 such that
as - (u—pe) <cy, forallae A,s>0.

Moreover the concave utility function U can be bounded from above by an
affine-linear function ¢;(1 + x) for some ¢; > 0. Thus, we obtain

0<r(te,a) = e XTOU(5 () < XTI (el 0Fe)
< e MTD0, (14 2040 < c,b(t,2)
for ¢, large enough. Moreover, we have
b ds, dylt
o= sup JLEVQUs dylt 2, 0)
(t,z,a)€D b(t7 1’)
A fOTft e~ AsTy(T—s—1) (1 + gzbf(m)(l + o - fy V(dy)))ds
= sup

(t,z,0)€D 6’7(T_t)(1 + .’17)
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A fOT_t e~ s +7) (1 + zels(1+ gj))ds
< sup

(t,x)EE 1+z
_ \¢! +il7)_ <1 _ e—T('y-i-/\—ﬂ)) = a,.
YEA-L
This implies that b is a bounding function. Also part b) is shown. a

The operator 7 of the Markov Decision Model has the form

(To)(t,2) = sup {0V (65, (2)) (9.15)

+ A/OT_te‘“ [/v(t +5,08(2)(1+ s ) ) Qv (dy) | ds .

Proposition 9.3.2 implies that 7 : B, — IBp is contracting with module
op < ay < 1if v is large enough which we assume from now on. Later
we will see that the value function V(¢,z) is the unique fixed point of 7
in a certain subset of IB,. As in Chapter 8 we define for relaxed controls
a€R:={a:[0,T] — P(U) measurable}

Qg = / uas(du), s€[0,T].
u

Note that @ € A since U is convex, and ¢%(x) = ¢&(x) since the drift u(z,u)
is linear in u. Moreover, we obtain r(t, x, ) = r(t, 2, &). The transition kernel
Q@ of the Markov Decision Model is extended for a € R by

/v(s,y)Q(dS,dy | t,z, )
) / s / [ / o+ 5,65 @) (1 + - y) )os(d) | Qv (dy)ds

for all v € IBy. Finally, we consider the set

M., = {v € By | vis continuous, v(¢,x) is concave and increasing in x

and decreasing in t,v > U}.

Proposition 9.3.3. The sets M., and A := {f : E — A measurable} satisfy
the assumptions of Theorem 7.5.5.

Proof. First we remark that for v € M., we have

sup Lo(t,z, ) = sup Lo(t, z,«), (t,x) € E. (9.16)
aER acA
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This follows since Jensen’s inequality implies
Lv(t,z,a) < Lu(t,z,a), «a€R.

We have to check the conditions (i)—(iii) of Theorem 7.3.5. It is clear that
U € M,,. Here we can choose U instead of v = 0 since the Markov Decision
Model is contracting. If v € IM,,, then Tv > U and Tv(t,x) is increasing in
x and decreasing in t. This can be seen from the definition of 7.

Let us prove that x +— Tuv(t,z) is concave. So far we have worked with
portfolios in terms of fractions of invested wealth. Since our model guarantees
that the wealth process never falls to zero (given x > 0) we can equivalently
work with invested amounts a;. More precisely, the fraction o € A gives the
same wealth as the amount a; := ;¢ (z). Under a = (at), the deterministic
evolution between jumps is given by

¢
o7 (x) == et (a: —|—/O e Pas- (pu— pe)ds) .

The advantage is now that (x,a) — ¢¢(x) is linear. We show first that
(z,a) — Lv(t,z,a) is concave. The concavity of x — Twv(t,z) then follows
as in Theorem 2.4.19. Fix ¢ € [0,T], wealths 1,22 > 0, controls aq, a2 and
k € (0,1). Let & := kx1 + (1 — K)z2 and @ := kay + (1 — K)ae. Note that @ is
again admissible and that

e () = Kol (21) + (1 — k)52 (22).

Then we obtain
Lo(t,&,a) = e *T7OU(¢%_,(2))
T—t A
A / — / o+, 62(8) + s y) Qv (dy)ds
0
>k Lu(t,z1,a1) + (1 — k) Lo(t, 22, a2)

which is the desired statement.

Next we use Proposition 2.4.8 and Proposition 9.3.2 to show that 7v is
continuous for v € IM,,. For this task we use relaxed controls and the repre-
sentation of 7 by (9.16). Due to Remark 8.2.3 we know that R is compact
with respect to the Young topology. It remains to show that the functions

ExR> (t,z,a) —r(t,z,a) (9.17)
EXR> (t,z,a) — /v(s,y)Q(ds,dy|t,w,a) (9.18)

are both continuous for all v € M., . First we show that the function

(t, 2, ) — ¢ (x)
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is continuous. To this end, let (¢,,x,) C E and (ay,) C R be sequences with
(tn,xn) — (t,x) € E and a,, — @ € R. Since

wmrww%m([[}«u—mmwm@)

and the exponential function is continuous, it suffices to show the continuity
of the integral expression. To ease notation we define

o= [ = peiatdn) and = [ ue (o pejau)
u u
Thus we look at

tn t tn t t t
/ plds —/ peds / plds —/ urds| + ’/ weds —/ Lsds
0 0 0 0 0 0

Since u +— w(s,u) = u-(u— pe) for 0 < s < t and u — w(s,u) = 0 for
t < s <T are continuous, it follows from Remark 8.2.3 that the second term
tends to 0 for n — co. Obviously, the first term is bounded by é|t — ¢,,| which
also tends to 0 and the continuity of (¢, z, a) — ¢ (x) is shown.

Since U is continuous it follows from the continuity of ¢ () that the function
(9.17) is continuous.

The continuity of the function in (9.18) follows from the following auziliary
result which can be shown similarly as Lemma 8.2.5:

Let w : E x U — Ry be continuous with w(t,z,u) < ¢,b(t,z) for some
Cw > 0. Then

<

(t,m,a)H/OTt e*AS/[/w(t+s,¢g(x)(1+u-y),u)as(du)}¢gy(dy)ds

is continuous on E x R. Note that b(t, z) is continuous.
Altogether, we have shown condition (ii). Condition (iii) follows from Theo-
rem 2.4.6. Last but not least M., is a closed subset of IBy. a

The main results for the terminal wealth problem are summarized in the next
theorem.

Theorem 9.3.4. a) The value function V (t,z) of the terminal wealth prob-
lem satisfies
V=Jox=J€M,

where J :=lim, _,o, 7"U.
b) V(t,x) is the unique fized point of T in IM.,.
¢) It holds for g € M., that

n
A

[V —T"glly < . 179 — glle-
.
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d) There ezists an optimal Markov portfolio strategy m* = (w}) such that
77: = f*(Tna Zn)(t - Tn)a te (Tn7Tn+1]7

for a decision rule f* : E — A.
e) The policy iteration holds.
f) Howard’s policy improvement algorithm holds.

Proof. Part a)-d) follow from Proposition 9.3.3 and Theorem 7.3.5. Part e)
is deduced from Theorem 7.3.6 and the last statement follows from Theorem
7.5.1. 0

The optimal portfolio strategy m* is predictable and characterized by one
decision rule f*. Between two jumps 7; depends on the last jump time point
T,, X, and t —T,. For solving the terminal wealth problem we can use value
iteration, policy iteration or Howard’s policy improvement algorithm. More
computational aspects are discussed in the following section.

Computational Aspects

Now we want to solve the fixed point equation in some special cases or ap-
proximately. To this end, let us introduce the following notation for v € IBy

Lyt z,u) = )\/v(t,x(l +u-y))Qy(dy), (t,z) e E,u e U.

Then we can write the fixed point equation V = 7V (or Bellman equation)
for (t,z) € E in the following form:

T—t

V(t,z) = sup {e—MT—ﬂU(qs%,t(x)) + / e_)‘sﬁv(t—i-s,qﬁg(x),as)ds}.
acA 0

This is a deterministic control problem which can be solved explicitly for

special utility functions.

Ezample 9.3.5 (Power Utility). Let U(x) := x” with 0 < 8 < 1. In this case
we obtain the explicit solution:

Vit,z) = 2TV (t,z)e E
7 =u*,t e (0,T]

where u©* is the maximum point of

wm<u—pe>+A/<1+u~y>f’Qy<dy>
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onU and § := Bp — A+ Bu* - (u—pe) + A [(1 +u* - y)?Qy (dy). ¢

Uncontrolled Drift

Let us assume that p = p; for all i = 1,...,d which means that the deter-
ministic drift of all assets is equal to the drift of the bond (or u(x,u) = xp).
In this case we obtain ¢¢(z) = ze”?, and the fixed point equation reduces to:

T—t
V(t,x) = e MDY (2T 4 / e sup {€y (t + s, ve”, u) }ds.
0 ueld

Note that there exists an f* € F such that
fH(t,2)(s) = argmax, ¢, {lv (t + s,z u)}, (t,z) € E.

The stationary policy (f*, f*,...) defines an optimal portfolio strategy (see
Theorem 9.3.4 d)). In this case the value iteration is rather easy to execute
as the maximization problem boils down to a pointwise maximization.

Moreover, it is not difficult to obtain necessary and sufficient conditions for
the policy invest all the money in the bond to be optimal. Denote this decision
rule by fi. = 0. The corresponding value function is then

Jp (t,x) = U(ze!T=0).
We try a policy improvement for this strategy.

TJs (t,x) = e_A(T_t)U(acep(T_t))

o f e JU (et ) Qv an)as).

ueU

The maximizer is again f, if and only if for all time points s € [0,T — ¢] it
holds that

sup]EU<x6P(T7tfs)(1 L y)) < U(xep(Tftfs)).
ueU

This condition can be interpreted as a one-step-look-ahead rule. We com-
pare the utility of investing all the money in the bond after the next jump
with what we get under an arbitrary policy. Due to the concavity of U this
condition is always fulfilled if EY < 0, i.e. if the stocks are on average not
better than the bond, there is no incentive to invest in the stock for a risk
averse investor. Assuming moreover that the utility function is differentiable
we obtain:

Theorem 9.3.6. If U is continuously differentiable and U'(z + v - Y)Y is
integrable for all x > 0 and ||u| small, then ‘invest all the money in the bond’
s optimal if and only if EY < 0.
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Proof. Since the mapping
u—E U(xe”(T_t_s)(l +u- Y)) =: g(u)

is concave, u = 0 is a maximum point if and only if ¢’(0) < 0. Differentiating
g (the condition in the proposition is such that differentiation and integration
can be interchanged) and noting that U" > 0, it follows that ¢’(0) < 0 if and
only if EY < 0. O

Approximation of the Utility Function

Another possibility to approximate the value function is as follows. Suppose
that instead of the utility function U we take U which is somehow close to
U and the terminal wealth problem with U is simpler to solve. Then one
would expect that also the corresponding value function and optimal policy
are close to each other. In order to formalize this idea let U™ be a utility
function and define

Tu(t,2) = sup {eT0U™ (95, (@) + /v(s,y)Q(ds,dyIt,x,a)},

where we replace U by U™ in T for n € N. L") is defined in an obvious
way. Moreover, denote by V(™ the corresponding value function and by

At x) ={aeR| TV (t z) = LOVVO (¢ 2 a)}

A*(t,z) :={a € R|TV(t,x) = LV(t,z,a)}

the set of maximum points of the operator 7™ and 7 respectively. Then we
are able to state the following approximation result.

Theorem 9.3.7. a) If U and U are two utility functions with corresponding
value functions V and V', then
eTh

IV =Vl < |U =Tl

1

b) Let (U™) be a sequence of utility functions with lim, . |[U™ —U||, = 0.
Then it holds

0 # LsA} (t,x) C A*(t,x) for all (t,x) € E,

i.e. in particular, the limit f* of a sequence (f}) with f(t,z) € A% (t,x)

for all (t,x) € E defines an optimal stationary policy for the given model
(with utility function U ).

Proof. For part a) we obtain with Theorem 9.3.4
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IV =Vl =TV =TVl

i b(t, %
< ||U _ UHb sup ef)\(Tft) ( QST t(x))
(t,z,o)€D b(ta Z‘)

< U = Ullee™ + ap|[V — V.

+allV =Vl

Solving this for ||V — V||, yields the stated result.
Part b) is shown with the help of Theorem A.1.5. The functions v, ap-
pearing in this lemma are now v, (a) := LMV (t z a) for a fixed state
(t,z) € F and « € R. Since R is compact with respect to the Young topol-
ogy, and following the considerations in the proof of Proposition 9.3.3, the
mapping a — LMV ™ (¢ 2, «) is upper semicontinuous. It remains to show
that (v,) is weakly decreasing. Since lim,, . [|[U™ —U]||, = 0 by assumption
and lim,, o |V — V||, = 0 by part a), there exists a sequence (6,) C R
with lim,— . 0, = 0 such that for all n > m and (t,z) € E

U™ (x) < 8nb(t, x) + U™ (z)
VO (tx) < 8nb(t, ) + VM (L, ).

Using these inequalities we obtain

vp(a) = LMV (¢ z, 0)
< LUV (L) + 8 (b(8, 05, (2)) + Tob(t, 2))
= Um(a) + 5mC(t, x)

for some c(t, ) < oco. Thus the statement follows from Theorem A.1.5. O

Numerical Examples

Here we present some numerical examples for the results of the preceding
sections and compare the value iteration on a grid (cf. Section 7.5.3) with the
so-called approximating Markov chain method. In the approximating Markov
chain approach the state process is approximated by a discrete-time Markov
chain (see Section 4.10).

Though our results hold for general utility functions we have chosen a power
utility U(z) = %xﬁ with 6 = 0.5, since this allows us to compare the nu-
merical value with the true value function (cp. Example 9.3.5). We take one
stock, i.e. d =1 and p = p = 0. The density of the relative jump distribution
is given by

0.56_y1[y20] +0.5- 1_1<y<0]

The time horizon is one year, i.e. T' = 1. A straightforward implementation of
the approximating Markov chain approach with grid size h > 0 for the time
interval [0, 7] yields for N := L, Vn(z) :=U(z) and for n = N —1,...,0 the
recursion
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Va(x) := sup {G_M‘}nﬂ(ﬂﬂ) +(1—e ) /Vnﬂ(iﬁ(l + yu))l/(dy)} .

u€eU

Then V() is an approximation for V (0, z). Figure 9.3 shows Vo (lower dotted
line) and the result of one step of value iteration with the grid operator (upper
dotted line) J1 = ZgJp for t = 0 and for A € {40, 70}, where we have started
with Jy = U. The upper solid line shows the true value function V(0, z),
the lower solid line the utility function U. For both values of A and both
algorithms we have chosen the mesh size h = 0.01. It is remarkable that one
iteration step already yields such a good result! Obviously in both cases, the
implementation of the grid operator outperforms the approximating Markov
chain method using the same grid size. A key reason is that the approximating
Markov chain approach is a crude approximation of the time integral which
appears in the 7 operator. Moreover, a small mesh size h leads for small A to
a large probability e=*" of staying in the state which in turn leads to weak
contraction and slow convergence (see Fleming and Soner (1993) p. 374 for
a discussion). This problem is circumvented in our approach.

30
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Fig. 9.3 Functions V,U and Ji, Vo for A = 40 (left) and X = 70 (right).

Let us now start Howard’s policy improvement algorithm with the decision
rule f, = 0, invest all the money in the bond. The corresponding value func-
tion is given by
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Jp (t,x) = Uze!TV) = U(x).

In order to compute the first improvement we have to do exactly the same
step as for the one-step value iteration above. The first improvement is given
by f* := 27/40. It is easily verified that this stationary policy (f*, f*,...)
defines an optimal portfolio strategy.

9.4 Trade Execution in Illiquid Markets

Suppose we have an agent who wants to sell a large amount of shares during
a given time interval. Placing a large order in an order book will certainly
lead to a price impact. Moreover in traditional markets, other participants
may examine the order book and see the intention of the agent and then may
try to trade against her. As a consequence it is recently possible to trade in
dark pools where there is no order book and orders are matched electronically.
This reduces the risk of adverse price manipulations but on the other hand
may lead to lower liquidity since there is no market-maker.

We will set up a simple mathematical model to describe this situation. Sup-
pose that the agent has initially xg € N shares and is able to sell them in
blocks only at the jump time points of a Poisson process to account for illi-
quidity. The execution horizon is T'. All shares which have not been sold until
time T" will be placed at a traditional market and the order will be executed
at once. The cost of selling a shares is given by C(a) where C' : Ny — R
is strictly increasing and strictly convex and satisfies C'(0) = 0. Note that
strictly convex means that

C(zx)—Clx—1) < Clz+1)—C(z), zeN. (9.19)

The cost function C' can be interpreted as a market depth function. Obviously
this implies that it is better to sell small blocks, however if there are no trading
epochs arriving anymore this will yield a large amount of shares which have
to be liquidated at time T

Let us now formalize this optimization problem: Suppose N = (Ny) is a
Poisson process with fixed intensity A > 0. Denote by 0 =Ty < T} < Ty <
... the jump time points of the Poisson process and by (F;) the filtration
generated by N. A control process m = () has to be (F;)-predictable where
7 are the number of shares the agent would like to sell at time ¢, i.e. U = Ny.
The order is only executed if ¢ is also a jump time point of the Poisson process
(which is not known to the agent at the time point of decision). The state
process X = (X;) represents the number of shares which still have to be sold.
Thus, if (m;) is a control process we obtain

t
X =xp —/ Tsd N
0
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where m; < X; has to be satisfied for all ¢ € [0,T]. A control process with this

property is called admissible. The problem is now to minimize the function

T
Vit z) = EF, / C(ry)dN, + C(X7)| |
t

i.e. to find

V(t,z) :=inf V;(¢t,x), (t,x2)€[0,T]xNyg=:FE

where the infimum is taken over all admissible policies.

Obviously this is a controlled Piecewise Deterministic Markov Decision prob-
lem with finite time horizon, where here ¢¢(x) = z, i.e. the flow is uncon-
trolled. We will solve it by a discrete-time Markov Decision Problem along
the lines of the last section. Let us denote by

A :={a:[0,T] — Ny measurable } (9.20)

and by D(z) :== {a € A | a4 < x for allt € [0,T]}. As in the last section
we consider Markov strategies m = (m;) which are given by a sequence of
measurable functions (f,) with f,, : E — A such that

7t = fu(Tn, Zn)(t — Ty) for t € (T, Ty—1]

where Z,, = X, denotes the post-jump state (number of shares which still
have to be sold). We obtain for a Markov strategy = = (m:) = (f) that

Va(t, ) = Ef,

T
/ C(ms)dNs + C(XT)]

W
_]Et:v

oo
> imenClan,) + 1[Tk1<T<Tk]C(XTk1)]
k=1

EF, [o(Th, X1, (T, X1))]

M

=~
Il

1
with
T—t
c(t,z,a) == / e C(ag)ds + e M C(z). (9.21)
0

Thus the optimization problem can be seen as a continuous-time Markov
Decision Chain with finite time horizon (see Section 8.3) and with state
space Np, action space A defined in (9.20), the set D(z) of admissible actions,
the reward rate r(z,u) = —AC(u), terminal reward function g(z) = —C(x)
and transition kernel Q({y}|z,u) = 1 if y = & — u. Theorem 8.3.2 implies
that V(¢,z) is also the value function of a discrete-time Markov Decision
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Model. Moreover, the optimal policy for this discrete-time model determines
an optimal control process for the trade execution problem.

Proposition 9.4.1. The function b(t,z) := C(z) is a bounding function for
the discrete-time model and ap < 1—e M < 1, i.e. the discrete-time Markov
Decision Model is contracting.

Proof. First for (t,x,a) € D we obtain since a; < = that
T—t
le(t, z,0)| < / e 2C(z)ds + e NV C(z) = C(x).
0

Moreover, we have

_ J b(s,y)Q(ds, dy|t, x, o)
ap = sup
(t,z,0)ED b(t, J))
fT_t Ae M0 (z — ag)ds

0
= sup
(t,xz,a)€D C(.’E)

1—e M <1,

Properties of the value function V' which can immediately be seen are
Vt,x) < C(z), V(T,z) = C(x) and V(¢,0) = 0.

Now the dynamic programming operator 7 reads for v € IBy:

T—t

(Tv)(t,x) = inf / Ae s (C’(as)-l—v(t+s,x—as))d8+e_’\(T_t)C(x)
aeD(x)
0

T—t
= / Ae™™  min (C’(u) —|—v(t—|—s,:c—u))ds—ke*)‘(T*t)C'(a:).
0 uE{O,...,x}

Let us denote by
[, z) = argmin, e .y (C’(u) +o(t,z — u)), (t,z) e £ (9.22)
the smallest minimizer of the right-hand side. Define
M., = {1} € By | v(t,z) < C(x),v(t,0) =0, vis convex in z,
v is continuous and increasing in ¢, x}

Then we obtain the following statements for the trade execution problem:
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Theorem 9.4.2. a) The value function V (t,x) is the unique fized point
of T in IM,,.

b) There exists an optimal Markov strategy ©* = (n}) such that
mF = f*(t, X¢—) and f* satisfies f*(t,z) < f*(t,x+1) < f*(t,z) + 1,
and (X3) is the corresponding number of share process.

Proof. We show that 7 : M .,, — IM ., and that for v € M .,, the minimizer
f* as defined in (9.22) has the properties f*(t,z) < f*(t,x+1) < f*(¢t,z)+1.
Let v € M. Since v(t,0) = 0 we obtain 7v < C. That Tv(t,0) = 0 is
obvious. The continuity of (¢,z) — Tov(t,z) follows immediately from the
definition of 7. We next prove that 7v is increasing in z, i.e. Tv(t,z) <
Tu(t,x + 1), 2 € N. This can be seen since

Cla)+v(t+s,z—a) <Cla)+v(t+s,24+1—a), fora=0,...,x
C(z) +v(t+s,0) <C(x+1)+v(t+s,0).

Next we show that 7v is increasing in t. In what follows we write

G(t,z) == min (C(a) +o(t,x — a)).

a€{0,....z}

Let ¢t > t' and consider
Tt
To(t,z) —To(t',x) = / e (G(t +s,2) — G(t' + s, z)) ds
0

N /T—t’ Ne s (C’(x) — G(t' +s, x))ds.

T—t
Let a* = f*(t + s,x) then we obtain
Gt+s,2)—G({t'+s,2) > C(a*)+v(t+s,2—a*)—C(a*)—v(t'+s,2—a*) > 0
and we obviously have
C(z) — G(t' + s,x) > C(x) — C(x) —v(t' +5,0)=0

which implies that 7 v is increasing in ¢.

Next we show that f*(t,z + 1) < f*(¢t,x) + 1. If f*(¢,2) = x the statement
is clear, so suppose a* := f*(t,z) < x — 1. Now suppose there exists an
a > a*+ 1 with

Cla)+v(t,ze+1—a)<Cl@* +1)+ov(t,z+1—(a*+1)).

This implies
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Cla—1)—C(a") <C(a) —C(a"+ 1) <v(t,z —a") —v(t,z+1—a)
and hence
Cla—1)+v(t,z —(a—1)) < Cla*) +v(t,x — a¥)

which contradicts the definition of a*.

The remaining two statements 7v(t,y+1)—7Tv(t,y) > To(t,y) —Tv(t,y—1)
and f*(t,y+ 1) > f*(t,y) for y € N are simultaneously shown by induction
on y. For y = 1 we have

Tv(t,2) — To(t,1) > To(t,1) — Tu(t,0)

and f*(t,2) =1 = f*(t,1). Suppose the statement is true fory = 1,...,x—1.
Let a* = f*(t,x) > 1. Suppose there exists an 0 < a < a* (an easy argument
gives us that a = 0 cannot be optimal) with

Ca) +v(t,z+1—a) <C(a*) +v(t,x +1—a").
This implies that
Ca*)—=Cla)>v(t,z+1—a)—v(t,z+1—a") >v(t,z —a) —v(t,z —a")

where the last inequality follows from the induction hypothesis. Hence we
conclude that

Cla*)+v(t,z—a*) > Cla)+v(t,z — a)

which is a contradiction to the definition of a* and we obtain f*(t,z +1) >
f*(t,x). Now we have to show that Tv(t,x + 1) — To(t,z) > Tu(t,z) —
Tv(t,x — 1). Due to the convexity of C' the statement is true when

G,z +1) - G(t,x) > G(t,z) — G(t,x — 1).

Let us denote f*(t,z) =: a* > 0 and b* = f*(t,z—1). Then b* < a* < b*+1,
i.e. b* > a* — 1. We discern the following cases:

Case 1: f*(t,z + 1) = a*.

Thus we have

G(t,x) — G(t,z — 1) <wv(t,x —b") —v(t,z — 1 —b")

<
<o, x+1-a")—v(t,x—a*) =G,z +1) — G(t,x).

Case 2: f*(t,x +1) =a* + 1.
Here we have
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Part a) follows from Theorem 7.3.5 since M., is a closed subset of IBy,. For
part b) note that for v = V, the control function f: E — A defined by

flt,z)(s) := f*(t+s,x) for s >0

is a minimizer of V. Then by Theorem 7.3.5 the control process 7* = (7) is
optimal where for ¢ € (T},, T, 41]

71—: = f(TmZn)(t - Tn) = f*(tu Zn) = f*(tuXt—)'

Altogether the statements are proven. ad

Remark 9.4.3. In Bayraktar and Ludkovski (2011) it is also shown that
f*(t, ) is increasing in ¢ and jumps only by size one, i.e. there are thresholds
0 < t1(x) < ta(x) < ... < ty(z) such that if we have = € N shares, we try to
sell k between time t;_1(z) and t;(x). O

9.5 Remarks and References

Section 9.2: The dividend payout problem was first considered in the case
Z € {—1,1} by de Finetti (1957) and Shubik and Thompson (1959). Miya-
sawa (1962) proved the existence of optimal band-policies under the assump-
tion that the profit Z takes only a finite number of negative values. In this
paper also a detailed proof of Theorem 9.2.10 can be found. The general case
has been investigated in an informal way by Gerber (1969). Reinhard (1981)
treats this problem with regime-switching. The distribution of Z depends
here on an external Markov chain which represents the economic environ-
ment. Even in this case the optimality of a band-policy can be shown where
now the parameters depend on the environment process. Waldmann (1988)
treats (among others) the dividend payout problem under the constraint of
an acceptable minimal expected lifetime. However, in this paper only barrier-
policies are considered.

Other popular models in insurance consider the reinsurance and/or invest-
ment policies: Schél (2004) studies reinsurance and investment policies and
maximizes the expected exponential utility of the terminal surplus or min-
imizes the ruin probability. Schil (2005) controls the probability of ruin
by investment in a discrete-time financial market. For other applications
of Markov Decision Process techniques in insurance see Venezia and Levy
(1983), Martin-Lof (1994) and Schmidli (2008). Ruin problems can be found
in Asmussen and Albrecher (2010).

Section 9.3: This section is essentially based on Béuerle and Rieder (2009).
For applications of controlled Piecewise Deterministic Markov Processes in
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insurance see in particular Schél (1998) and the monograph Schmidli (2008).
Kirch and Runggaldier (2005) used the discrete-time approach to solve a
hedging problem in a continuous-time jump market. Their model is one with
uncontrolled drift. Applications in queueing can be found in Bauerle (2001)
and Rieder and Winter (2009). The latter reference studied the optimal con-
trol of Markov jump processes with partial information and applications to
a parallel queueing model. Portfolio problems with partial information and a
piecewise deterministic process are investigated in Bauerle and Rieder (2007).
Jouini and Napp (2004) considered approximations of the utility function in
a Black-Scholes-Merton market.

Section 9.4: The trade execution model is based on Bayraktar and Lud-
kovski (2011). In this paper also some extensions like order constraints, regime
switching and partial observation are treated. Applications of continuous-
time Markov Decision Chains in insurance can be found e.g. in Steffensen
(2006) and Kraft and Steffensen (2008).






Part IV
Stopping Problems






Chapter 10
Theory of Optimal Stopping Problems

A very important subclass of the Markov Decision Problems considered so
far are optimal stopping problems. There, a Markov process (X, )nen is given
which cannot be influenced by the decision maker. However, this process has
to be stopped at some time point n and a reward g, (X,) is then obtained.
Thus, the only decision at each time point is whether the process should be
continued or stopped. Once it is stopped, no further decision is necessary.
Sometimes costs have to be paid or an additional reward is obtained as long
as the process is not stopped. Of course the aim is to find a stopping time
such that the expected stopping reward is maximized.

In Section 10.1 we will first consider the simpler case of stopping problems
with a finite horizon. We assume that the decision maker has to stop at the
latest at time N. The problem is introduced using stopping times and it is
then shown how it can be formulated as a Markov Decision Problem. Due
to the simple action space it will turn out that the structure assumption in
this case is always satisfied with the set of all measurable mappings and we
immediately get a solution algorithm. In Section 10.2 we consider stopping
problems with infinite horizon. They are much more delicate than the finite
horizon case. We will treat them as limit cases of finite horizon Markov Deci-
sion Problems. In this case it is hard to identify optimal policies. Moreover,
the optimal policy obtained by the Markov Decision Problem may lead to
stopping times which are not admissible. However, in many applications we
encounter the so-called monotone case which is considerably easier to solve
and which is explained in the corresponding subsection. Finally in Section
10.3 some applications are given.

10.1 Stopping Problems with Finite Horizon

In this section we consider non-stationary stopping problems with finite hori-
zon N. Note that we always have to stop, i.e. if we have not stopped before

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 303
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_10,
(© Springer-Verlag Berlin Heidelberg 2011
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time N we must stop at time N. We assume that the state process is given by
a (non-stationary) Markov process (X,,) on a general state space E endowed
with a o-algebra € and by a sequence of transition kernels (Q:X). As long as
the process is not stopped, a measurable reward ¢, (X,,) is obtained which
depends on the stage n. If the process is stopped at time n, a measurable
reward g, (X,,) is received. We make no assumption on the sign of ¢, and g,
so they may likewise stand for reward or cost. As in any decision problem we
next have to define the information with respect to which the stopping time
is chosen. We assume here that the decision may only depend on the obser-
vation of the process (X,,). Thus, we denote by (F,,) the filtration generated
by the process (X,), i.e. Fn :=a(Xo,...,Xn)-

Definition 10.1.1. A random time 7 : 2 — Ny U {oo} is an (Fy)-stopping
time if for all n € Ny
{r <n}eF,.

This condition means that upon observing the process (X,,) until time n
we can decide whether or not 7 has already occurred. In discrete time the
condition is equivalent to {7 = n} € F, for all n € Ny. Since the filtration
will always be generated by (X,,) in our applications, we will not mention it
explicitly. Thus, if we choose a stopping time 7 with P, (7 < N) =1 for all
x € F, we obtain the reward

T—1

Ry = cp(Xp) + g (X5).
k=0

In order to have a well-defined problem we need the following general as-
sumption (cp. with (Ay) of Chapter 2):

Assumption (By): Forz € E

T—1
sup E,. Zc;(Xk)—ng(XT) <oo, 0<n<N.

n<t<N ben

When we write E,,,, (or E, short for Eg,), the expectation is taken with
respect to the probability measure induced by the Markov process (X,,) given
X, = x. The problem is to find the value

Vn(z) = SERIEE [R,] (10.1)

where the supremum is taken over all stopping times 7 with P,(7r < N) =1
for all x € E. A stopping time 7 < N is optimal if for all x € E
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Note that if we have a problem where it is admissible not to stop at all,
then this problem can be embedded into our framework by choosing a time
horizon of N + 1 and setting gn1 := 0.

We will now formulate the stopping problem as a (non-stationary) Markov
Decision Model. Obviously the state space is E' and the action space A con-
sists only of two elements which represent the actions ‘continue’ and ‘stop’.
Since no decision has to be made after stopping, the problem is an absorbing
Markov Decision Model: The decision process enters a ‘cemetery’ state after
stopping (see Example 2.3.13). Following Example 2.3.13 we will not list the
cemetery state explicitly but instead will consider the following substochastic
Markov Decision Model:

E is the state space of the (uncontrolled) Markov process,

A :={0,1} where a = 0 means continue and a = 1 means stop,

D, (z):=Aforall z € E,

Qn(B|z,0) := QX (B|x) and Q,(B|z,1) =0 for x € E and B € &, i.e. the
transition law in the case of continuation cannot be controlled,

rn(z,1) = gn(x) and r,(x,0) = cy(z) for z € E,

e gy is the terminal reward function.

Following the theory of Chapter 2 — given all relevant assumptions are sat-
isfied — the value functions of this Markov Decision Model can be computed
recursively (cf. Theorem 2.3.8). In order to establish the connection to the
stopping problem defined in (10.1), the following relation between stopping
times and policies in the Markov Decision Model is crucial:

Suppose that 7 = (fo, ..., fxv—1) is an arbitrary policy for the Markov Deci-
sion Model and define

T = inf{n € Ng | fn(Xn) =1} AN.
The random time 7, is an (F,)-stopping time because
{Tﬂ— = ’I’L} = {fo(Xo) = O7 ey fnfl(anl) = O, fn(Xn) = 1} S fn

By construction it is bounded by N. 7, is a so-called Markov stopping time
since m = (f,,) is Markovian.
On the other hand suppose that 7 is an (F,,)-stopping time. Then by defi-
nition there exists for all n € Ny a measurable function f, : E"™t — {0,1}
such that

l[T:n] = fn(XOa X1, .. >Xn)~

Thus, 7 can be represented by a history-dependent policy m = (fo, ..., fn-1)-
In particular it holds that

Te—1

‘/071—(1’) = ]Ex Z ck(Xk) + g'r,r(X'rﬂ) = ]EI[RTW] = ]ECE[RT]
k=0
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From Theorem 2.2.3 we know already that in Markov Decision Models the
optimal policy can be found among the Markov policies. Hence we can con-
clude here that the optimal stopping time, if it exists, can be found among the
Markov stopping times. Thus it follows that Vj := sup, Vo, (the value of the
Markov Decision model) is the same as V3 (the value of the stopping prob-
lem) and that an optimal policy 7* — if it exists — defines an optimal stopping
time. Moreover, this discussion reveals that Assumption (By) is equivalent
to the Integrability Assumption (Ay) for the corresponding Markov Decision
Model. Altogether we have shown the following theorem.

Theorem 10.1.2. It holds that

a) Vo(z) = Vi (x) for all z € E.
b) Suppose ™ = (f§,..., fA_1) is an optimal policy for the Markov Decision
Problem and define the stopping time

" :=inf{n € Ng | f3(X,) =1} AN,

then T* is optimal for the stopping problem (10.1).

Analogously it can be shown that V, is the maximal expected reward for the
stopping problem over the time period [n, N], i.e.

7—1

Vn(x) = SHPN]Em: |:Z Ck(Xk) + gT(XT):|
n<r< k=n

where the supremum is taken over all stopping times 7 which satisfy
Py(n < 7 < N) =1 for all x € E. In view of assumption (By) we have
Va(z) < oo. The theory of finite horizon Markov Decision Models now im-
plies the next theorem.

Theorem 10.1.3. Suppose a stopping problem with finite horizon N is
given. Then it holds:

a) Vn =gn and Vi, = Tp,Vppq forn =N —1,...,0 where
To(o) = max {g, (@), cale) + [ (@)@ (@' l0)}. o€ E.

b) Let fi(x) := 1 if Vo(x) = gn(x) and fi(x) := 0 otherwise. Then
(fe 1 - s fr_y) is an optimal policy and the stopping time

7" :=min{n € Ng | V,,(X,) = gn(Xn)}

is optimal for the stopping problem (10.1).
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Proof. Part a) follows from our main Theorem 2.3.8 when we can show that
the Structure Assumption (SAy) is satisfied. However since the action space
A consists of two elements only we obtain that (SAy) is satisfied with

T—1
M, = {v :E—R ‘ v(z) < nSsEIS)NIEm L;lc;(Xk) —|—gi(XT)], x € E}

and A,, = F being the set of all possible decision rules.

Part b) follows again from Theorem 2.3.8 and Theorem 10.1.2 since f is a
maximizer of V,, 1. Note that Vy = gy and thus P, (7* < N) = 1 for all
reE. ad

Remark 10.1.4 (Snell Envelope). If we define for n = 0,..., N the random
variables
Zn = Va(Xn),

then Zy = gN(XN) and
Ly = V:rL(Xn) = max {gn(Xn)a Cn(Xn) “V‘/Vn-',-l(x/)Qi(de'Xn)}
— max {gn(Xn), n(X0) +E [Znsi1 | Fo] }
The process (Z,) is called the Snell envelope. It is the smallest c¢,-super-

martingale which dominates the process (g, (X)), i.e. it is the smallest pro-
cess which satisfies

Zn > Cn(Xn) + E [Zn+1 |~7:n]

The value Zy = Vp(Xo) = V3 (Xo) is the value of the stopping problem and
the random time 7* := inf{n € Ny | Z,, = g,(X,,)} is an optimal stopping
time. %

If the stopping problem is stationary, i.e. (X,) is a stationary Markov pro-
cess with transition kernel QX the stopping reward is g, := "¢ and the
intermediate reward is ¢, := "¢ for a discount factor § € (0, 1], then the re-
cursive computation simplifies (cf. Section 2.5). Thus, we would like to solve
the problem

T—1
In(@) = sup B, |3 Be(Xi) + B7g(Xs) |, @€ E
T<N =0

where the supremum 1is taken over all stopping times 7 with
P,(r < N) = 1 for all x € E. As before, this problem can also be
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formulated as a Markov Decision Problem (along the lines of the non-
stationary case).

Theorem 10.1.5. Suppose a stationary stopping problem with finite hori-
zon N is given. Then it holds:

a)Jo=g and J, =T Jp—1 forn=1,..., N where

Tou(z) = max{ )+ 6/ Q™ (dz’ |x)} x € FE.

b) g < Jp < Jpy1 foralln 6 No
¢) Define d,,(x) = g(x) — =B [ Jp-1(2)QX (da'|z) forn=1,...,N.

Then we obtain the followmg recursion:
i (2) )= 5 [ dr @)@ o'k,

d) Let S} :={x € E| Ju(z) = g(x)} and define f}; := 1s-. Then S5 = E,
Sy ={r € E|d,(z) >0} and S}, C S;. The policy (s s f7) is
optimal and 7" := min {n € {0,1,...,N} \ X, € S§_,} is an optimal
stopping time.

The inclusion S}, ,; C S;; means that the tendency to stop is non-decreasing
as time goes by.

Remark 10.1.6 (Threshold or Control Limit Policy). If E is a completely
ordered space and x +— d,,(z) is non-decreasing, then either S* = 0,S* = F
or there exists a state zj, € F such that

o\ 1 ifx >y

Julw) = {0 if © < .
Note that «, := inf{z € E|d,(x) > 0}. If this is satisfied for all n then such
a policy is called threshold policy or control limit policy. O

Proof. a) Follows from Theorem 2.5.4 (stationary case) as in the non-statio-
nary case.

b) Since by part a) J,, is the maximum of g and some other function, the
statement J, > g is obvious. Since ¢ = Jy < J; and due to the fact
that the maximal reward operator is order preserving (Lemma 2.3.3 c)) it
follows that J,, < Jp41.

c¢) First note that

dy(z) = g(x) ﬁ/ NQ™ (d'|x).
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By part a) and the definition of d,, we have
In(@) = g(x) + d;; (z). (10.2)

Thus, we obtain

dr () = 3 / QX (d' )

_ g/ X(d'|) a/ X (da|)

and the statement follows.
d) This part follows again from Theorem 2.5.4 and the monotonicity result
in part b). O

10.2 Stopping Problems with Unbounded Horizon

Suppose a stationary stopping problem as in Section 10.1 is given. The reward
under an unbounded stopping time 7 is given by

T—1
R, = Z/Bkc(Xk) +(7g(X;) forT < 0.

k=0

We do not define a reward for 7 = oo since we will restrict to stopping times
with P, (7 < 00) =1 for all € E, i.e. we have to stop with probability one
in finite time. Throughout, we make the following general assumption:

Assumption (B): For all x € E it holds:

=l
sup E, Zﬁkc+(Xk)+ﬂTg+(XT) < oo and

T<00 —0

k
lminf B[Ry an] > Ex[R:] for allT < oo.

n—oo

The task is to find the value of the stopping problem

Vi (z) := sup E; [R/] (10.3)

T<0o0

where the supremum is taken over all stopping times 7 with P, (7 < c0) =1
for all z € E. Obviously, Assumption (B) implies that VX (z) < oo for all
x € E. A stopping time 7% is optimal if P,(7* < 00) =1 for all x € F and

Vi (z) = By [Rr-] .
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Remark 10.2.1. a) It follows from Fatou’s Lemma that Assumption (B) is
equivalent to: For all z € F it holds

T—1
sup E, Zﬂkch(Xk) + 879" (X,)| <oo and
T<00 k=0
lim B[R an] = Ex[R;] forall 7 < oo.

b) A sufficient condition for the second assumption in (B) is that

liminf B, [R,1j;5n] >0 for all 7 < oo.
n—oo

This condition in turn is satisfied if

limsupE.[R,, 1j;5n] =0 for all 7 < oo.

n—0o0

Hence the second part of (B) certainly holds if ¢ > 0 and g > 0. Condition
(B) holds in particular when (R,,) is bounded. O

Solution via Finite Horizon Stopping Problems

We will solve problem (10.3) with the help of Markov Decision Theory as
developed in Chapter 7. Here we consider the unbounded horizon model as
a limit of finite horizon stopping problems. As in the previous subsection we
have for n € N, a policy © = (fo, f1,...) and x € E

Jnr(z) = E, [Rnr/\n] and Jp(z) = sup Jpx(z).

The limit of (J,) for n — oo exists, since the sequence is increasing by
Theorem 10.1.5 b). We denote

J(x):= lim J,(x), x€E.

n—oo

Moreover, we define for = = (fo, f1,...)

Gr(z) :=liminf J,(z) and G(z):=supGr(x), x€E.
We obtain the following main result which states that the functions VZ,J
and G which have been introduced before are indeed equal. Note that (B) is
our standing assumption.
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Theorem 10.2.2. Suppose a stopping problem with unbounded horizon is
given. Then it holds:

a) Vi(z) = G(z) = J(x) for allz € E.
b) J=TJ, i.e. J(z) = max {g(m) z)+ B3 [ J(@)QX( dgg’|x)}, rzekFE.

c¢) J is the smallest c-superharmonic function which majorizes g, i.e. J is
the smallest function such that for all x € E

J(x) > c(z —|—ﬁ/ NQX(dx'|x) and J(z) > g(x).

Proof. a) From the discussion in the previous subsection we know already
that for all stopping times 7 with P, (7 < 0o) = 1 there exists a (possibly
history dependent) policy 7, such that for all n and = € E:

Inx, (37) =E, [RT/\n]-
Thus, by the second part of Assumption (B) we have

Gr.(x) =liminf J,,_(2) > E;[R;].

n—oo

This in turn implies
G(z) > E,[R;].
Thus we obtain

G(z) > sup E,[R;] = VL (x).

T<0o0

On the other hand, we obtain from Theorem 10.1.5 b) that

J(x) =sup sup Jnr(z) = supsup Jx(z) = supsup Jp. ()

n 7w Markov n g T n

and hence for a (possibly history dependent) policy =

n—oo

Gr(z) = liminf J, - (x) < sup Jpx(z) < J(z).
Altogether we have shown that
Vi(z) <Gx) < J(x), ze€kE.
Finally we get

Jn(z) = sup E4[R,] < sup E,[R;] = VL (x)

T<n T<00

which implies J(z) < V£ (z) and part a) is shown.
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b) This part follows from the monotonicity of (J,) and Theorem A.1.6.

c¢) By part b) J is obviously c-superharmonic and majorizes g. Now let v be
another c-superharmonic function which majorizes g. Then v > 7 v which
yields by iteration v > T"v > 7"g = J, for all n € N. Taking the limit
n — oo implies v > J. O

The last theorem characterizes the value function V. The next step is to
identify optimal stopping times. It seems to be reasonable that optimal stop-
ping times are Markov and stationary, and we want to identify them using
the Markov Decision Model. Thus, we are interested in stationary policies
(f,f,...) € F> and induced stopping times

75 :=inf{n € Ny | f(X,) =1}.

Again note that 7; might take the value co with positive probability and thus
may not be admissible for the given stopping problem. Recall the definition

Gy = liminf J,y = liminf’ffng <J

for f € F and the definition of d,, and S}, n € N in Theorem 10.1.5. The
following theorem gives conditions under which the maximizer of J defines
an optimal stopping rule.

Theorem 10.2.3. Suppose a stopping problem with unbounded horizon is
given. Then it holds:

a) The limit d := lim,,_, d,, ezists. Define S* := {x € E|d(z) > 0}, then
S*=n,Sk ={zx e E|J(x) =g(x)} and f* := 1g« is a mazimizer of
J.

b) If Gy» > TGy« and Py(14- < 00) =1 for all x € E, then

" :=inf{n e No | X,, € S*}

is an optimal stopping time and G« (z) = Ex[R.+] =V (z), x € E.

Proof. a) The existence of the limit d(z) follows from the monotone conver-
gence theorem. Note that J(z) = g(z) +d~ (x) by (10.2) which implies the
remaining statements.

b) Since P, (74« < 00) =1 for all x € E it follows from Assumption (B) and
Fatou’s Lemma (see Remark 10.2.1) that

Gye(x) = lim Jog+ () =K, [Rr+] < VE(2), z€E.

n—oo
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On the other hand since by assumption G ¢« is a c-superharmonic function
which majorizes g it follows from Theorem 10.2.2 that G- (z) > J(z) =
V% (z) for all z € E. Hence all statements are shown. O

Remark 10.2.4. Tt follows from Assumption (B) and Fatou’s Lemma that

Gr(z) = lim Jyr(z) =E.[R.], z€FE
when P, (7, < 0o) = 1forallz € E. If in addition 7 = (f, f,...) is stationary,
we derive Gy = T;G from dominated convergence. O

The following example shows that even though the reward is bounded and
the stopping problem is well-defined, the maximizer of J may not define
an optimal stopping rule, i.e. further conditions like in Theorem 10.2.3 are
necessary.

Ezample 10.2.5. Let us consider the following Markov Decision Model (cf.
Example 7.4.4): Suppose that the state space is E := N and the action space
is A := {0,1} where a = 0 means ‘continue’ and a = 1 means ‘stop’. Let
D(z) := A. The transition probabilities of the uncontrolled Markov process
are given by

¢ (z+1jz)=1, zeN.

For the reward function we assume that ¢ =0 and g(z) = 1— %_H for z € N.
The discount factor is assumed to be one. Since ¢ = 0 and g is bounded,
Assumption (B) is certainly satisfied. It is not difficult to see that the value
function of this stopping problem is given by VX (z) = 1 for € N. From
Theorem 10.2.3 a) it follows that

S* = {xeN‘VO’g(m) :g(x)} =0

and f*(z) = 0 is a maximizer of V. The stationary policy (f*, f*,...)
corresponds to the stopping time 7y« = oo, i.e. we never stop. But such a
stopping time is not admissible for the stopping problem. In this example no
optimal stopping rule exists. ¢

This example shows that it is not enough to determine a maximizer of J.
This maximizer also has to satisfy some extra conditions. The situation can
be compared with the case of positive Markov Decision Models in Section
74.

Since J is characterized as the smallest c-superharmonic function which ma-
jorizes g, the condition Gy- > TGy« is equivalent to Gy« = J. The next
corollary gives some sufficient conditions which imply that Gy = J or
P,(rp« <oo)=1forall x € E.
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Corollary 10.2.6. Suppose a stopping problem with unbounded horizon is
giwen and f* is a mazximizer of J. Then it holds:

a) If the corresponding Markov Decision Problem has a bounding function b
with Boy < 1, then G¢- = J. Moreover, if Py(14+ < 00) =1 for all z € E
then Tp+ is an optimal stopping time.

b) If sup,epc(x) <0, B =1 and Gp- = J, then Py(1p- < 00) =1 for all
x € IV and Tp- is an optimal stopping time.

c) If J — g is bounded from above and Py (1 < 00) =1 for all x € E, then
T+ 15 an optimal stopping time and G« = J.

Proof. a) Since f* is a maximizer of J we obtain 7;-J = 7J = J and

J(@) = Tfg(@) + B" Ex [(J = 9)(Xa)Lpr.
< Tf:g(2) + (Bew)" | ] = gllsb(a):

Taking the limit n — oo we obtain

J(z) <liminf 77t g(x) + 0 = Gy« () < G(x).

n—oo

Since by Theorem 10.2.2 G(z) = J(x) we obtain the statement with The-
orem 10.2.3 b).
b) Suppose that Py (74« = 00) > 0 for some « € E. Then
Gy« (x) = liminf E, [R.rf*/\n} = —o0.
Since Gy« (z) = J(z) > g(x) > —oo, this is a contradiction and the state-
ment follows again from Theorem 10.2.3.

c¢) By assumption there exists a constant d > 0 such that J(z) — g(z) < d for
all x € E. From part a) we know that

J(@) = Tl g(x) + B B, [(J — 9)(Xu)1}r,. >n]]
< Tiig(x) + dPy(rp > n).
Since by assumption lim,, o P, (7« > n) = 0 we obtain the statement as
in part a). O
The Monotone Case

Let us consider the following special class of stopping problems which is
known as the monotone case. Here the optimal stopping time can often be
identified explicitly.
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Theorem 10.2.7. Suppose a stopping problem is given. Let
Soi={v€E|g(@) 2 c(a +6/ Q¥ (da'|x)}

be closed, i.e. QX (So|z) =1 for all z € Sy. Then it holds:

a) The decision rule f* = 1g, is a mazimizer of J,, n € N and also of J.

b) Define 7% := inf{n € Ny | X,, € So}. Then 7 A N is optimal for the
N-stage stopping problem. If P, (7" < c0) =1 for all x € E, then 7* is
optimal for the unbounded stopping problem.

The decision rule defined in the last theorem is called the One-Step-Look-
Ahead Rule: Tt compares the reward which is obtained when we stop imme-
diately with the reward when we stop one step ahead.

Proof. a) We show by induction on n € N that

(g ,x €Sy,
Fnl@) = { c(x) + B [ Jn1(a")QX(da'|z) ,x & So.

For n = 1 the statement follows directly from the value iteration (Theorem

10.1.3 part a)). Now suppose it is true for k =1,2,...,n:
For x ¢ Sy we obtain

g(x) < c(z —i—ﬁ/ NQ™ (dx'|z) < c(x +5/J NQ* (dz'|x).

Hence Jy,11(z) = c(z) + B [ Jn(2)Q¥ (da'|x).
Ifx €Sy we obtam since Sy is closed and J,(x) = g(x):

g(z) > c(x +ﬁ/ NQX (dx'|x)
+ﬂ/ 1)1, (z")Q™ (da'|x) +6/ e (2")Q¥ (da'|z)
z)+ P / )QX (d' ).

Thus, Ju41(z) = g(x) for & € Sy. In particular we have S} = Sy for all

n € N and §* = 5. Hence f* = 1g, is a maximizer of J,, and also of J.
b) The optimality of 7* A N follows from part a). Theorem 10.2.3 implies the

last statement, since Tf’ig = J,, and hence lim,,_, Tf’ig =Gy =J. a

Corollary 10.2.8. Suppose E is a completely ordered space. Assume that we
are in the monotone case, i.e. the assumptions of Theorem 10.2.7 are satisfied
and that
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(i)  — g(x) is increasing,
(ii) & — c(x) is decreasing,
(iii) x — [ g(z")QX (dz'|z) is decreasing.

Let 7* be defined as in Theorem 10.2.7. If Pp(7* < 00) =1 for all x € E,
then the optimal stopping time is of threshold type.

Proof. From Theorem 10.2.7 it remains to show that the mapping
2o 9(a) — cfa) = 0 [ 9(a!)Q¥ (d']e)

is increasing. But this follows directly from our assumptions. a

10.3 Applications and Examples

In this section we consider a number of typical applications. Among them,
stopping of a sequence of independent and identically distributed random
variables, the quiz show problem, the secretary problem and some Bayesian
stopping problems.

10.3.1 A House Selling Problem

Imagine a person who wants to sell her house. At the beginning of each week
she receives an offer which is randomly distributed over the interval [m, M]
with 0 < m < M. The offers are independent and identically distributed with
distribution Q). The house seller has to decide immediately whether to accept
or reject this offer. If she rejects, the offer is lost and she has maintenance
cost of ¢ > 0. After N weeks the house has to be sold. Which offer should
she accept in order to maximize her expected reward?

This is a stationary stopping problem with the following data.

E := [m, M] where x denotes the current offer,

A :={0,1} where a = 0 means reject the offer and a = 1 means accept.
QX (-|z) := Q(-) distribution of an offer (independent of z),

c(x) = —c and g(x) =z,

B8 € (0,1].

Since the state space is compact, the stopping reward function g is bounded.
Together with the fact that ¢ < 0, Assumption (By) is satisfied. We can
use Theorem 10.1.3 to solve this problem. We have the following recursion:
Jo(z) =z and forn=1,...,N
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Jn () = max {x, —c+ 5/Jn,1(x’)Q(dx’)}, x € E.

Let us define ¢}, := —c+ [ J,—1(2")Q(dz’") which is independent of z. Thus,
the optimal stopping set is given by

Sr={zxeFE|z>c}.
The thresholds z}, := ¢}, can be computed recursively.

A different version of this problem is obtained when we use a utility function
U to evaluate the reward, i.e. we stop the process (X,,) with X,, = U(Y,,—nc)
where Y, is the random variable which gives the offer at time n and the Y,
are independent and identically distributed. Obviously the problem can be
solved as an non-stationary stopping problem.

Now suppose the house seller has no fixed date by which the house has to be
sold, i.e. we have a stopping problem with unbounded horizon. In this case
we assume [ € (0,1). Then Assumption (B) is satisfied.

Theorem 10.3.1. In the unbounded horizon house selling problem it is op-
timal to accept the first offer which exceeds the threshold x*, where x* is the
mazximum point of the function

= Q(lm,z)) + fzoo ' Q(dz")
1- ﬂQ([m,x))

on the interval E = [m, M] and x* < M.

Proof. According to Theorem 10.2.2 we obtain
J(x) = max {x, —c—|—ﬂIEJ(X)}, z e FE.

Since the expression z* := —c + SE J(X) is independent of x, a maximizer
of J is given by f* = 1g« with S* :={z € E'| x > 2*} and if we define

™ =inf{n € Ng | X,, > 2"}

then obviously 7* has a geometric distribution and P,(7* < oo) = 1 for all
x € E. Moreover, since ¢ > 0 and ) has bounded support we obtain that
J—g is bounded from above. Thus it follows with Corollary 10.2.6 a) that it is
optimal to accept the first offer which exceeds x*. Moreover, it is possible to
compute the corresponding maximal expected reward explicitly: Let f :=1g
with S = {z € S|z > x¢} be a threshold policy with threshold zq < M. Since
P, (5 < 00) =1 for all & we obtain Gy = 7;G and conclude:



318 10 Theory of Optimal Stopping Problems

]EGf Gf (d.%‘) -‘r/ Gf(x)Q(dx)

m

:/ (~e+0 [ Grmaan)au + [ sqa
— Q(m.a0) - c+ﬂ1EGf<X>) + [ st

Hence the expected reward is given by

—cQ([m, xo)—i—f xQ(dx)

EC (X0 = 1- ﬂQ([m,xo))

Maximizing the expression on the right-hand side over xy € [m, M| yields
the optimal threshold z* and also the maximal expected reward of the house
selling problem. Moreover it follows that z* < M. a

10.3.2 Quiz Show

A contestant in a quiz show has to answer questions. For each correct answer
she wins one Euro and she has the option of either leaving with her accumu-
lated fortune or continuing with the next question. However, with a wrong
answer she forfeits her complete fortune and has to quit the show. When
should she stop in order to maximize her expected reward?

We suppose that the contestant answers each question independently with
probability p € (0,1) correctly. Thus, the problem is stationary and has an
unbounded horizon. Besides the contestant’s own decision to stop, there is
an external event (wrong answer) which leads to an absorbing state. Thus,
the state space is Ng U {oo} where x,, € Ny denotes the current fortune of
the contestant and z, = oo indicates that she has answered incorrectly. The
transition probabilities are given by

X@+1z) =p, ¢ (clz)=1-p, €Ny

and ¢~ (0o|oo) = 1. The reward is g(x) = z if x € Ny and g(co) = 0. There
is no intermediate reward or cost, i.e. ¢ = 0 and there is no discounting. We
summarize the data of the stopping problem:

o E := NyU{oo} where z € Ny denotes the current fortune and z = oo

indicates that she has answered incorrectly,

A :={0,1} where a = 0 means continue and a = 1 means quit the game,
X(z + 1]x) :=p, ¢%(0o|z) := 1 —p for z € Ny and ¢ (cc|0) := 1,

¢ =0 and g(x) := z for x € Ny, g(o0) :=0,

G:=1.

e o o o
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Assumption (B) is satisfied which can be seen as follows. First note that
g > 0, thus the second part of (B) is satisfied (see Remark 10.2.1). Suppose
that 7 is the stopping time which gives the first time the contestant answers
incorrectly. Then 7 has a geometric distribution and

1
sup Ex[R;| <z +E[f]=2+ —— <00, z€N,.
T<00 1- p

Moreover, the conditions of Theorem 10.2.7 are fulfilled, i.e. we are in the
monotone case: It is easy to see that the set

So = {a: €E ‘ g9(x) > qu(ylx)g(y)}

= {xENOU{oo}’xZ:E*} with z* = [%]
—-bp
is closed (by [z] we denote the smallest integer greater than or equal to x).
Moreover, when we define

T = inf{n € Ny | X, € So}

then P, (7* < 00) =1 for all z € E. Indeed, it even holds for all x € E that
P, (7‘* < x*) =1.

Thus if the contestant starts with zero fortune, it is optimal for her to stop
after z* questions if she comes so far and her maximal expected reward is
given by V£ (0) = z*p® .

10.3.3 The Secretary Problem

The secretary problem is a classical stopping problem which can be found in
many textbooks. However in most books the problem is solved by martingale
methods. Here we use the solution technique of Markov Decision Models:
Imagine an executive who has to hire a new secretary. She has selected N > 2
applicants and interviews them one at a time. After an interview she directly
has to decide whether to accept or reject that particular candidate (no recall
is possible). The order in which the candidates appear is completely random.
However we suppose that after each interview the executive is able to rank
the candidate compared with her predecessors but of course no comparison
with the remaining candidates can be made. The objective of the executive
is to find a stopping time such that she maximizes the probability that the
best candidate is chosen.

In what follows we denote by Z,, the absolute rank of candidate number n. We
assume that N is the best rank and 1 the poorest and that (Z1,...,Zy) has
a uniform distribution over all permutations of the set {1,2,..., N}. In order
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to formulate the problem as a Markov Decision Model we need a Markov
process which has to be stopped: It is not difficult to see that it can only
be optimal to accept candidate number n > 1 if her relative rank so far is
maximal (in this case we say that the candidate is leading), because if the
relative rank is not maximal we can be sure that the candidate is not the best
one and it is better to wait for the next one. Thus, we consider the process
(X,,) with state space E :={1,2,..., N, N + 1} and the interpretation:

X, is the time point at which for the (n + 1)-th time a candidate is leading.

More formally we have Xg = 1 and set Xy := N + 1. Let us denote by R,
the relative rank of candidate n, i.e. R, € {1,...,n}. Then we define for
n=1...,N—-1

X, = inf{k > X1 | R = k}
where inf() := N + 1. If for example N = 10 and the candidates appear
according to the rank permutation (3,2,1,7,6,9,10,4,8,5) we have

Xo=1 X, =4, Xo0=6, X3=7, Xy =11=X5=... = Xy0.

For an illustration see Figure 10.1.

1 2 3 4 5 6 7 8 9 10
Xo Xy X X

Fig. 10.1 Absolute ranks and the process (Xn) for the example.

It can now be shown that (X,,) is a Markov chain with transition probabilities
(the calculation is indeed quite cumbersome; we refer to Schél (1990) Section
1.3 or Suhov and Kelbert (2008) Section 1.11 for details):
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qX(y|x):—)7 1§$<y§N7$7y€Ev

1
(N +1|2) = 1<x <N, (10.4)

X
N?
¢*(N+1N+1)=1.

All other probabilities are zero. Obviously N + 1 is an absorbing state of the
Markov chain. The aim is to maximize the probability that the best candidate
is chosen. For a fixed stopping time 7 on {0,1,..., N — 1} this probability is
given by

where g(N +1) := 0 and g(z) :=  forz =1,..., N. Thus, we have to solve
the problem
sup Eg(X;).
r<N-1
We summarize the data of the stopping problem:

e F:={1,2,...,N,N + 1} where z denotes the time point a candidate is
leading,

A = {0,1} where a = 0 means reject the candidate and a = 1 means
accept the candidate,

¢ is given by equation (10.4),

c(z) =0and g(N +1):=0, g(x) := 5 forz=1,...,N,

6:=1.

Since the problem is bounded, (By) is satisfied. Though the problem is sta-
tionary we choose the non-stationary formulation because at every time point
only a subset of the states are relevant. In particular, X,, takes only values
in the set {n+1,..., N + 1} with positive probability for n € {1,2,..., N}.
Thus, we obtain with Theorem 10.1.3 the recursion (note that we disregard
the state N + 1 since it is absorbing, cf. Example 2.3.13):

VN—l (l‘) =

9

=l

T

N
) Z —Vnﬂ(y)}, z=1,...,N.

Va(z) = max{ 2 o

=] =
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Note that V5(1) is the maximal probability for choosing the best candidate.
This problem can now be solved explicitly. For this instance, define the func-
tion 1 1 1
h(x) == — it ——
(@) x+m+1+ TN T
It is not difficult to show that the function A is decreasing and satisfies the
inequality h(1) > 1 > h(IN — 1). Denote by

r=1,...,N—-1.

k*:=inf{ke{l,...,N—2}|h(k) >1>h(k+1)}. (10.5)

Proposition 10.3.2. We claim now that forn=0,...,N — 1:

1, r=N
V(z) = g r=k*+1,...,N—1
%h(k*),x:n,...,k*.

Proof. We prove the proposition by induction. For n = N — 1 we obtain
obviously the assertion. Now suppose the statement is true for n+ 1. We will
show that it is also true for n. Let = € {n 4+ 1,..., N} be fixed. Then we
obtain:

N
x x
Va(z) = maX{N, y;ﬂ mvn+1(y)}
N
x N
= y max {1, y;l Y P— 1)Vn+1(y)}.
Now if & > k* 4+ 1 this yields due to the induction hypothesis:
T al N Y x T
n(?) = = 1, —_— = — 1, =—.
V() Nmax{ y;l o= 1)N} Nmax{ h(z)} N
In case x < k* + 1 we obtain
x { al 1 a k* }
Vo) = Zmax {1, Y L Y e
N =1 Syl - 1)
T - k*
= —max<1, h(k*) + —nh(k") .
~ max {1, h(k") y;ly(y—l) (k) }

Now note that
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ke

1 1 1
h(k*)k*(—* + 3 —) = Wk )k = > 1
koo Syl —1) z
which implies the statement. a

Proposition 10.3.2 now directly implies the solution of the secretary problem:

Theorem 10.3.3. The optimal stopping time for the secretary problem is
as follows: make interviews with the first k* candidates and reject them all
(where k* is given by equation (10.5) ). Afterwards, take the first candidate
who is better than her predecessors. The probability for choosing the best
candidate is then given by %h(k*).

Note that k* = k*(N) depends on N. It holds that

lim k() = 1
N—o0 N €

Thus, if the number of candidates is large, approximately the first 37% will
be rejected and the next one is accepted who is better than her predecessors.

10.3.4 A Bayesian Stopping Problem

In this section we consider the general problem of stopping a sequence of
independent and identically distributed random variables. A special case has
been solved in Section 10.3.1 (house selling problem). But this time we as-
sume that the distribution of the random variables (offers) Q(-|0) depends on
an unknown parameter § € © C R. It is assumed that Q(-|f) has a density
q(z|0). Thus, we have to use the theory of Bayesian Markov Decision Models
developed in Section 5.4 to solve the problem. In what follows we formulate
the problem by a filtered Markov Decision Model and derive some general
statements. We restrict to the N-stage problem and use a substochastic for-
mulation. The data is given as follows (for the definition of ¢ and /i we refer
the reader to Section 5.4):

e E :=R x I where a state (z,i) gives the current offer  and the relevant
information ¢ about the unknown parameter,

A :={0,1} where a = 0 means continue and a = 1 means stop the process,
Z := R where z denotes the offer,

T((a:, i),a,z) = (2, &(i, %)) is the transition function,

Q%(|z,i,a) = J Q(:|6)(d|i) (independent of (z, a))

Qo is the prior distribution of ¥,
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e ¢(z,i) = —c and g(z,i) := =z,

o J:=1.

In order to satisfy Assumption (By) we suppose that
sup/zQ(dz|9) < 0.
6co

It follows immediately from Theorem 10.1.5 that the n-stage value functions
satisfy the recursion

Jo(z,i) =
Tofayi) = max {z, —c-+ [ [ Juoa(z.00,2)Que0)iasli)
= max{x, ¢,(4)},

where
en(i) == —c+ / / Jn—1(2,9(1,2))Q(dz|0)fi(d6)i), i€ I
Thus, the optimal stopping sets are determined by
Sro= {(m,z) eEFE ‘ x> cn(z)}

and the policy (fy,...,ff) with f; := ls- is optimal for the N-stage
Bayesian stopping problem. Theorem 10.1.5 implies immediately that
c1(i) < ... < ¢cn(i) for all ¢ € I. The optimal policy can be interpreted
as a state-dependent threshold policy. Under some assumption it is possible
to prove the monotonicity of the threshold levels in the information state.
For this instance we use the same order relation on I as in Section 5.4:

i<it e ) <i Gl

where <;,. is the likelihood ratio order. Then we consider the following relation
on F:=R x T

(i) < (2',i') & ax<z’ andi<7

and conclude the next result.

Theorem 10.3.4. If the density q(z]0) is MT Py in z and 8, then the func-
tions (x,i) — Jn(z,i) and i — ¢, (i) are increasing for all n.

Proof. The monotonicity of J,(z,4) follows directly from Theorem 5.4.10.
Moreover in the proof of Theorem 5.4.10 we have shown that
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i|—>//v(z,gfi(i,z))q(z|9)dzﬂ(d9|i)

is increasing for all increasing v : E — R for which the integral exists. Now
the statement follows from the definition of ¢,,. a

Ezxample 10.3.5. In this example we consider the special case ¢ = 0 and ex-
ponentially distributed random variables (offers)

1 1
q(z|0) = gefyz, z>0,8€0:=(0,00).

Then t, (20, a0, 21, T1s - - -, A1, Zn, Tn) = (ZZ:l 2y, n) is a sufficient statis-

tic (cf. Example 5.4.4). Thus, we have I := Ry xNg and denote i = (s,n) € I.
Moreover, ((s,n),z) = (s + z,n + 1). It can be shown that the conditional
distribution of ¥ has the form

fi(df]s,n) o (%)n(f%Qo(dG)

if the information (s, n) is given (cf. Example 5.4.4). With this representation
it is not difficult to verify that (cf. Example B.3.8)

i=(s,n)<i'=(s'\n) & s<sandn>n'

Further, the family of densities ¢(z|0) is MT P, in z > 0 and 6 > 0, thus the
last theorem applies.

If we assume now a special prior distribution of ¢ then we can solve the
problem quite explicitly. We assume that the prior distribution @ is a so-
called Inverse Gamma distribution, i.e. the density is given by

Qo(ds) = - (1)a+1 ~5d9, 60
0 - I'(a)\0 ¢ ’
where a > 1 and b > 0 are fixed. The name relates to the fact that % has a

Gamma distribution with parameters a and b. Then the distribution QZ is
given by

(8 + b)nJra d
(z 4 s+ b)ntatl =

QZ(dz\s,n) = /Q(dz\é))ﬂ(dws,n) =(n+a)
Hence QZ is a special Second Order Beta distribution which is for z > 0 in

general given by

F(a+ﬁ) Za—l ’76 dZ
rr@) - (y+2)~

Be(a, B,7)(dz) =
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where we denote I'(a) = (a — 1)! for @ € N. Hence we can also write
QZ( - s, n) = Be(1l,a+ n,s+ b). The expectation is given by

R +0b
/ZQZ(dZ|S,TL) = #

Note that it is reasonable to start in the information state ¢ = (0,0). Then
in particular at stage k we can only have information states i = (s, k) and it
suffices to consider the value function Jy_x(x, (s,k)). Thus only the values
cN—k(s, k) are interesting.

Theorem 10.3.6. a) The functions cy_j separate in the variables. More
precisely:
en—k(s,k)=(0b+8)én—r, k=0,...,N—1

and the ¢ satisfy the following recursion:

. 1

T Nta-2
~ 1 ~ ~ k+a—1
CN—k+1 = m [(k +a— 1)CN7]€ + ((1 - Cka)+) :| .

Moreover, the ¢ are increasing in k and we can define
n* = n*(N) := max{k €{l,...,N} | én_pi1> 1}

where max () := 0.
b) The ¢ are decreasing in the time horizon N and n* is increasing in N.
¢) The optimal policy (f%,- .., f1) satisfies fr_, =0 for k=0,...,n* — 1.
d) The mazimal expected reward of the Bayesian stopping problem is given
by Jn(0,(0,0)) = bén.

Proof. a) We show the separation and the recursion by induction. First we
obtain

c1(s,N—-1) = fc+//zQ(dz|9)ﬂ(d0|(s,N -1))
Az s+b R
= /ZQ (dZ|(S,N— 1)) = m = (b+8)61.
By definition we obtain for k=N —1,...,1
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eN_pi1(s,k—1) = /max {z,en—i(s + 2, k) } Q% (dz|(s, k — 1))
- /max {2,(b+ s+ 2)en—i } Q7 (dz|(s,k — 1))
= /Ooo(k +a— 1)((5”& max {z, (b+ s+ 2)én—_i }dz

z+ s+ b)kta

®(k+a—1)(s+b)kte z zZ N\,
= 1 D — .
/0 GTsthie max{bJrS,( +b+s)CN K }dz

Now we change the variable z := 32 to obtain

CN7k+1(57 k — 1) = (5 + b) /0Oo % max {2, (1 + é)éka}dg
= (s+b) /Ooomax {z,(1+2)én_r}Be(l,k+a—1,1)(dz)
= (s +b)CN—k+1- (10.6)

In order to evaluate the integral we distinguish between the following two
cases.

Case 1:  éy—p > 1: Here it follows that Z < (1 + 2)ény—g is true for all
z > 0 and we obtain

O py1 = éka/ (14 %)Be(L,k+a—1,1)(d2)
0

CN—k

Case 2:  ¢y_p < 1: Let us denote dj, := T Here we obtain.

dy,
CN—k+1 = éN—k/ (1—|—2)Be(1,k+a— Ll)(di)
0

+/ ZBe(Lk +a — 1,1)(d3)
dy

k+a—1+ 1
k+a—-2 k4+a-—2

[(k +a—1)eén_p+ (1 - éka)kJ'_a_l] .

=Cnok
- 1
T k+a-—-2

k+a—1

(1—¢n—i)

Hence the recursion is shown.

The fact that ¢, < ¢xy1 follows directly from the preceding representation.
b) Suppose that N < N’. We have to show that é, ny > é; n/. For k =1
the statement is equivalent to ¢1(s, N — 1) > ¢;(s, N’ — 1) for all s > 0.
Now by Theorem 10.3.4 we know that ¢ (7) is increasing in ¢ which implies
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the result when we take into account the specific order relation on I. For
k =2,..., N the statement follows by induction from (10.6). The fact that
n* is increasing in N follows directly from its definition.

¢) By definition of & it is only possible to have s > z. Moreover, it holds for
i=(s,k)el

fn_k(z,(s,k)) =0 ifand only if z <ceny_k(s, k)= (b+ s)én_k.
Since ¢y > ... > éN_nt1+« > 1 and b > 0 the statement holds.

d) From a) we get that Jy_x(z, (s,k)) = max{z, (b + s)én_x} and hence
Jn (0, (070)) = bip. O

~

A
CN—k+ 1

Fig. 10.2 Values of éy_j4q for k=1,...,20.

In Figure 10.2 we see the values of ¢; in the case N = 20 and for the param-
eters a = 2,b = 1. Theorem 10.3.6 c) implies that there is always a training
sample of size n* where every offer is rejected. In Table 10.1 some values for
n*(N) are listed for different time horizons N.

N 5| 10| 20| 50 | 100 | 1000

n*(N)[ 1| 2 2 3 4 6

Table 10.1 Training sample n*(N).
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10.4 Exercises

Exercise 10.4.1 (Dice Game). You are allowed to throw a dice N times.
After each throw you can decide to obtain the number of pips in Euro and
quit the game or continue.

a) What is the optimal stopping time?

b) What is your maximal expected reward?

¢) Would you play the game if N = 3 and you have to pay 4.50 Euro to enter
the game?

Exercise 10.4.2 (Moving Particle). A particle moves on the set
E :={0,1,..., M} like a symmetric random walk with absorbing barriers,
ie g(z +1lz) = g(z — 1|z) = § for 0 < 2 < M and ¢(00) = g(M|M) = 1.
When you stop the particle at place x you receive the reward g(x) > 0.

a) Show that (B) is satisfied for this stopping problem.

b) Show that J is the smallest concave function v with v > g.

c) If S*:={z € E|J(x) =g(x)} show that 7* :=inf{n € Ny | X, € S*} is
an optimal stopping time.

d) Compute J and S* for the values M = 7, g(0) = 0, g(1) = 4, g(2) = 2,
9(3)=1,9(4) =2,9(5)=5,9(6) =17, g(7) = 0.

Exercise 10.4.3 (Urn Game). An urn contains initially wy white balls and
bo black balls. Balls are selected at random without replacement. For each
selected white ball the player receives one Euro and for each selected black
ball the player loses one Euro. When should the player quit the game in order
to maximize her expected reward?

a) Set this up as a stopping problem and write down the optimality equation
to solve the problem.

b) Suppose that a state is given by (w,b) where w and b are the number
of white and black balls which are still in the urn and suppose that it is
optimal to continue in this state. Prove or give a counterexample to the
following claims:

(i) it is optimal to play in state (w + 1, b)
(ii) it is optimal to play in state (w — 1,b),
(iil) it is optimal to play in state (w,b+ 1),
(iv) it is optimal to play in state (w,b — 1).

)

(This problem is taken from Ross (1983).)

Exercise 10.4.4 (Dice Game). A player is allowed to throw a dice arbi-
trarily often. The numbers are added and the player receives the sum in
Euro as gain. However, when the player throws a ‘one’ the game ends and
she receives nothing.

a) What is the optimal stopping time?
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b) What is the maximal expected reward?

Exercise 10.4.5 (Burglar’s Problem — Not for Imitation). A burglar
loots some house each day. The daily gains are independent and identi-
cally distributed on R, . However with a certain probability 1 —p € (0,1)
she will be caught and loses her fortune. She uses an exponential utility
U(z) :=1—e* a >0 to evaluate her fortune.

a) When should she stop?
b) What is her maximal expected reward?

Exercise 10.4.6 (Stopping Problem with Recall). Consider the house
selling problem of Section 10.3.1. Now suppose that offers are not lost but
a recall is possible. Show that the monotone case is on hand, i.e. Theorem
10.2.7 can be applied. What does the optimal stopping time look like?

Exercise 10.4.7 (Stock Selling). Suppose you own one stock which you
would like to sell before time V. Let us assume the financial market of Chap-
ter 3 with independent but not necessarily identically distributed relative
price changes R1, Ro, .. .. The price is evaluated by a power utility function
U(x) = x7,v € (0,1). What is the optimal selling time? Show that E R} is
an important quantity here.

10.5 Remarks and References

Most textbooks on optimal stopping problems use a martingale approach.
Classical textbooks on optimal stopping problems are Chow et al. (1971)
and Shiryaev (2008). The Markov Decision Process theory for non-stationary
stopping problems can be found in Rieder (1975b). Optimal stopping prob-
lems have various applications. A prominent one is the sequential proba-
bility ratio test, introduced by Wald (see Exercise 5.6.4). Because of its
importance some authors name the recursive equation in Theorem 10.1.3 the
Wald-Bellman equation. A recent textbook which contains optimal stopping
problems in discrete and continuous time is Peskir and Shiryaev (2006).
The examples which we have chosen here are quite classical and can be found
in many textbooks. The Markov Decision Process formulation of the secre-
tary problem also appears in Schél (1990). Moreover, many extensions of the
examples can be found in the literature. For example, an extension of the
quiz show and burglar problem is given in Haigh and Roters (2000). Ex-
tensions of the secretary problem are in Freeman (1983) and Bearden and
Murphy (2007). The house selling problem with a utility function is consid-
ered in Miller (2000). Partially observable stopping problems are considered
in Monahan (1980, 1982a) and Nakai (1983, 1985). The Bayesian stopping
problem treated in Section 10.3.4 is a modification of Tamaki (1984).



Chapter 11
Stopping Problems in Finance

Typical stopping problems in finance involve the pricing of American options.
It can be shown by using no-arbitrage arguments that the price of an Amer-
ican option is the value of an optimal stopping problem under a risk neutral
probability measure and the optimal stopping time is the optimal exercise
time of the option. In order to have a complete financial market without
arbitrage we restrict the first section on pricing American options to the bi-
nomial model. An algorithm is presented for pricing American options and
the American put option is investigated in detail. In particular also perpetual
American put options are studied. In Section 11.2 so-called credit granting
problems are considered. Here the decision maker has to decide whether or
not a credit is extended. In this context, a Bayesian Model is also presented.

11.1 Pricing of American Options

A classical application of optimal stopping problems in finance are American
options: In order to find the fair price of an American option and its optimal
exercise time, we have to solve an optimal stopping problem with finite hori-
zon N. In contrast to a European option, the buyer of an American option
can choose to exercise any time up to and including the expiration time N.
In what follows we will consider the binomial model as underlying financial
market (see Section 3.1) with the assumption d < 144 < w which implies no
arbitrage opportunities and the existence of a unique equivalent martingale
measure Q. This measure Q is used for pricing and is also called risk neutral
probability measure. Under Q, the probability for an up movement of the
stock is given by
14+i—d
 u-—d
We will first consider general American options with finite expiration date
and concentrate on the case of path-independent options.

(11.1)

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 331
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_11,
(© Springer-Verlag Berlin Heidelberg 2011
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American Options

We concentrate our analysis on path-independent American options, i.e. the
process (X,,) which has to be stopped is given by the stock price process X,, =
Sy, itself. A path-independent American option yields the payoff h(S,,) if it is
exercised at time n, i.e. the payoff function depends only on the current stock
price and not on its path. The expiration date is assumed to be N. However,
the option may never be exercised in which case the payoff is zero. Thus, it
is easy to see that it cannot be optimal to exercise when h(S,) < 0 and we
can equivalently choose h*(S,) as a payoff. Let us denote 8 := (1 +i)7!
The price of this option at time zero is then computed as

sup E2 [7h*(S,)]
T<N

where the supremum is taken over all stopping times 7 with P(r < N) = 1.
So = x is the stock price at time zero and the expectation is taken with
respect to the risk neutral measure Q. For example in the case of a European
put option with strike price K, the payoff function h is given by h(z) = K —z.
This stopping problem can be formulated as a stationary Markov Decision
Problem (see Section 10.1). The data of the stopping problem is thus:

e F:=R,, where x denotes the current stock price,
A :={0,1} where a = 0 means continue and a = 1 means exercise,

o QX(B|z) = q0pu(B) + (1 — q)d,4(B),xr € E for Borel sets B where q is
given by (11.1),

e g(z):=hT(x) and c(x) =0,

B:=(1+4)~! € (0,1] is the discount factor.

Note that when Sy is the initial stock price, then at time n in the binomial
model the only possible stock prices are given by

{Sourd"* |k =0,...,n}.

However, it is sometimes convenient to choose a continuous state space. As-
sumption (By) is satisfied since

T—1
gugNlE% > BFet (X)) + TR (X) | <EL, Zh* (X%) 1 < o0
nETS k=n

because X can only take a finite number of possible values with positive
probability for all k = 1,..., N. Moreover, the following value iteration holds
for this problem (cf. Theorem 10.1.5).
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Algorithm for pricing American options.
Suppose the payoff function is given by h.

1. Set n := 0 and define for = € {Sod"*uN =% |0 <k < N}:
Jo(z) == ht ().
Set fi(x) :=1if h(z) > 0 and f§(z) := 0 if h(z) < 0.
2. Set n:=n+ 1 and compute for all z € {Sod*u™N="""% |0 <k < N —n}

Jn(x) = max {h+(1')7 B(gJn-1(zu) + (1 — q)Jn_l(xd))}.

Set fi(x) :=1if J,(z) = h'(x) and zero else.

3. If n = N, then the value function Jy(Sp) is computed and an optimal
policy 7* is given by 7* = (f%,. ..., f1, f¢). Otherwise, go to step 2.
The price of the American option at time n is given by 7,,(Sy,) := Jn—n(Sn)

and an optimal exercise time for the time period [n, N] is

7o =inf{k € {n,...,N}| fy_p(Sk) = 1}.
Note that if we set inf@) := N + 1, then 7 = N + 1 means that the option

is never exercised. The following iteration is equivalent and yields the same
value.

:)k(
—~
8
~
I
g
Q
"
=

B(@), B(aTn1(aw) + (1 = @) Ju1(ad)) }.

From a numerical point of view it is important that at every time point n
only a subset of the stock prices in E can be attained and it is of course
reasonable to compute the value function only for those prices. This is done
in the algorithm. The immediate payoff h(z) which is obtained when we
exercise the option is called the intrinsic value of the option.

Example 11.1.1 (American Call Option). Let us consider the special case of
an American call option with strike price K. The payoff when exercised is
given by h(z) = x — K. Tt is well known that an optimal exercise strategy is
to wait until the expiration date N and then exercise the option if the stock
price is greater than K. Thus, the price is the same as for a European call
option where the choice whether or not to exercise is only given at time V.
Let us prove this statement in the framework of Markov Decision Models:
We state that forn =0,1,...,N — 1 and z € E:

ht (@) < B(aTn(zu) + (1 = q)Ju(2d))
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which then implies that fi(z) = ... = fx(x) = 0 is an optimal exercise
strategy, i.e. we do not exercise until time N. The inequality is true since

B(gTn(zw) + (1 = q)Ju(zd)) > B(gJo(zu) + (1 — q)Jo(zd))
> qJo(Bzu) + (1 — q)Jo(Bzd)
> Jo(qBru + (1 — q)Bzd)
= Jo(x) > h™* ()

where we use the convexity of Jy and the martingale property of the dis-
counted stock price under Q. ¢

Hedging strategy for an American option

Suppose we have an American option with payoff h and have computed the
prices 7r,, according to the previous algorithm. The hedging strategy for this
option is given as follows. Define for n =0,...,N — 1:

_ Tn+1 (usn) — TTnt1 (dSn)
N u—d

Cn = T (Sn) — ﬂ(qm+1 (uSn) + (1 = Q)T (dSn))~

anp -

As before, a, is the amount of money invested in the stock at time n and
¢y, 1s the amount which is consumed at time n. Note that it follows from the
algorithm that ¢, > 0. We consider now the (self-financing) strategy (c,, a,)
with initial wealth 704 (Sp). We obtain the following evolution of the wealth
process (W,,) under the consumption and investment strategy (¢, ay) :

Wo = 70(So)
- Sn+1 .
Wit = anS—n +(1+ z)(Wn —Cp — an>.

We claim now that for all n =0,..., N:
W, = 7,(Sn). (11.2)

The proof is as follows: For n = 0 the statement follows from the definition.
Now suppose it is true for n. We obtain for R, 1 := Sg“:

n

Wn+1 = aan+1 + (1 + Z) (Wn — Cp — an)

= anRpsr + (14 1) (ﬂ(qﬂ'n+1(u5n) + (1= )i (dSy)) — an).

Inserting the definition for a, into this expression and also the definition of
q we obtain
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Roi1—1—14
Wig1 = Tnpr (uSh) (q + —2 —4 Z)
Rpy1—1—i
i (d5,) (1- 0 - =H=5—)

= Ty (uS,) (%) + 70041 (dS,) (“‘—R"“)

Now we discern the two cases:

Case 1: Ry41 = w: In this case we obtain
vvﬁ+& ::7rn+1(UELJ-

Case 2: Rn+1 = d: In this case we obtain
LVn+1::7rn+l(d5n)-

Thus, in both cases we have W, 41 = T4 (Sn+1) and the statement (11.2)
is shown.

Since W,, = 7,(S,) > h*(S,) this portfolio strategy hedges a short position
in the American option and may further allow a consumption. However, this
consumption is only positive if the option buyer does not exercise in an
optimal way.

Path-dependent American options

Sometimes the payoff of an option depends on the history of the stock price
evolution. For example in a Look-back option typically the maximum or the
minimum of the stock price process plays a role: The payoff of a Look-back
call with strike price K when exercised at time n is given by

max (S — K) = max S, — K.
1<k<n 1<k<n

More generally, the payoff at time n is given by a function h,(So, ..., Sn)
and the task is to find

sup E2 [87hS (So,...,S:)]
TN

where the supremum is taken over all stopping times with P,(7 < N) =1.In
order to solve this stopping problem as a Markov Decision problem it is in gen-
eral necessary to define the stock price history as the current state, i.e. a state
at time n would be given by (so, ..., s,) € R’.. The pricing algorithm has then
to be modified accordingly. However, sometimes partial information about
the stock price history is sufficient. For example in the previous example of
the Look-back call it is sufficient to take X,, = (M, S,) as the state process,
where M,, = maxj<k<n Sk, since X, 11 = (maX{Mn, SnRn+1}, SanH) and
thus (X,,) is a Markov chain.
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American Put Options

In this section we consider the American put option in greater detail. In
particular we establish some price properties and have a look at the so-called
perpetual American put option.

Recall the pricing algorithm for an American put option with strike price K.

Jolw) = (K — )",
Jn(z) = max {(K —z)", BlgJp—1(zu) + (1 - q)Jn,l(xd))}

where 7, (2) = Jy_n(z) is the price of the American put option at time n
when the stock price is x at that time. Also recall that the equation

Jn(z) = max {K -, B(gn—1(zu) + (1 — q)Jn,l(xd))}

is equivalent. The price of an American put option has the following proper-
ties.

Proposition 11.1.2. The price ™, (x) := Jy—n(x) of an American put op-
tion has the following properties:

a) x — T, (x) is continuous.

b) x — T, () + x is increasing.

¢) ™, (x) is decreasing in n for all x € E.

d) There exist real numbers K =: xyy > ay_; > ... >z > 0 such that
the optimal exercise time

T :=inf{ne€{0,...,N} | X, <z}

18 of threshold type.

Proof. a) The statement follows easily by induction. Note that the maximum
of continuous functions is continuous.

b) We prove the statement by induction. For Jy = 7y the statement is
obvious. Now suppose it is true for J,_1. We will then show the property
for n. To this end note that by definition of ¢ we have Squ+ (1 —q)d =1
and thus:

Jn(z) + = max {K, B(q(Jn-1(zu) + zu) + (1 — ¢)(Jn—1(zd) + zd)) }

Now obviously the right-hand side is increasing in x by the induction
hypothesis and the statement follows.

¢) This follows from the general Theorem 10.1.5 b).

d) The existence of z follows from the monotonicity and continuity of J,
(cf. also Remark 10.1.6). More precisely we can define
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x; = inf {a: € E|B(q(Tns1(zu) + 2u) + (1 — ¢) (T i1 (zd) + zd)) > K}
Note that z3,_; < K since

Bq(Jo(Ku) + Ku) + 3(1 — ¢)(Jo(Kd) + Kd) > K.

The fact that the z, are decreasing follows from part c).
O

Proposition 11.1.2 implies in particular that the price of the put option is in-
creasing in the expiration date and that it is optimal to exercise if the stock
falls below a certain threshold which depends on the time to maturity and
which is increasing when we approach the expiration date.

Next we consider perpetual American put options. The prefix ‘perpetual’
refers to the fact that the put has no expiration date, i.e. our stopping problem
has an unbounded horizon. Options like this are not traded but serve as an
approximation for large horizons which appear for example when the Black-
Scholes-Merton model is approximated. The price of a perpetual American
put option at time zero is given by

P(x) == sup B2 [§7(K - S,)]

T<00

where the stopping reward for 7 = oo is equal to zero.

Theorem 11.1.3. a) The value P(z) of the perpetual American put option
with strike K and nitial stock price z > 0 s given by
J(z) = limy oo Jn(2).

b) P is a solution of the equation

P(e) = max {(K —2)*, f(aP(zu) + (1 - q)P(ed)) } = TP(x)

and 0 < P(z) < K forx € E.
c) P is the smallest superharmonic function which magorizes (K — x)", i.e.
P is the smallest solution of

P(z) > (K —x)", P(z) > B(¢P(zu) + (1 —q)P(zd)), =€ E.

d) Let E* :={zx € E|P(z) = (K —2)%} and f*(x) = 1g-(x). Moreover, let
Jpe = limy oo 7420, If Jp« > T Jpe then P(z) = Jp«(z) for z € E and

" :=inf{n € Ny | X,, € E*}

18 an optimal exercise time.
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e) There ezists a constant z* € [0, K] such that
Er={zxeFE|x<a*}

i.e. it is optimal to exercise the perpetual put option the first time the stock
falls below x*.

Proof. a) Analogously to the proof of Theorem 10.1.2 it is possible to show
that

P(x) = sup B [37(K — S;)"] = Joo ()

T<00

where Jo is the value function of the infinite-stage positive Markov Deci-
sion Model which is defined by the operator 7. From Theorem 7.4.3 part
a) it follows with h(x) = K — x that

Joo = lim 770 = lim T""'h* = lim J, =J.

b) This follows from part a) and Theorem 7.4.3 a). Since 0 < J,(z) < K, the
same inequality holds for P(z).

c¢) Again from Theorem 7.4.3 part b) we know that P is the smallest solution
of v > 7v which is equivalent to the statement.

d) Since P is the smallest solution of v > 7v we obtain by our assumption
that Jg« > P = J. Since we always have Jg < Jo = J we obtain
Jpr = Joo = P, ie. (f*, f*,...) is an optimal policy which is equivalent to
saying that 7* is an optimal exercise time.

e) Since z +— J,(z) + x is increasing by Proposition 11.1.2, we obtain by
taking the limit n — oo that x +— P(x) 4+ z is increasing and

P(z) + = max {K, B(q(P(zu) + zu) + (1 — ¢)(P(zd) + a:d))}
Thus we have E* = {z € E | x < 2*} where
o = inf {x € E|B(g(P(azu) + zu) + (1 — q)(P(xd) + xd)) > K},
and the statement is shown. ad
Remark 11.1.4. If the discount factor 8 = (1 +)~! is less than one, then
P = Jsx = J = Js-. In this case P(z) is the unique bounded solution of

P =T P. Moreover, the exercise time 7* is optimal, but note that 7* is not
finite in general. O
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Example 11.1.5. Let us consider a perpetual American put option with the
following specific data: i = 0.25,u = 2,d = % Thus we obtain

4 1
=(1+)t== ==
B=(1+1) 5 4=3

and we are in the discounted case. The fixed point equation in this example

K A P(x)
= Price of Put
Intrinsic value
Exercise
Region
>
K72 K Stock price

Fig. 11.1 Value and exercise region of a perpetual American option.

is

P(z) = max {K -, (P(2x) + P(%m)) }

(241 )

It is possible to verify that

K—x, forx <
P(z) =

2
K forx >

K
2
K= K
4z 2

is the unique bounded solution of the fixed point equation (see Figure 11.1).
Moreover, it is optimal to exercise when the stock falls below z* = % In this
special case the stock price process is given by

S, = So2%", neN

where Z, = Y0, Y; and Q(Y; = 1) = Q(Y; = —1) = 3, ie. (Z,) is a
symmetric random walk. Now
log x* — log S,
S, <t o 7, < BT T 0850
log 2
Since the symmetric random walk is recurrent this will happen with proba-
bility one. Hence the exercise time
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" =inf{n € Ng | S, < z*}

satisfies P, (7* < co) = 1forall z € E.

11.2 Credit Granting

Imagine a bank which has to decide whether or not a credit should be granted.
We suppose that the bank at time n has some information x,, about the bor-
rower (which could be the rating class if the borrower is rated). This rating-
class changes according to a Markov process (X,,) reflecting the changes in
the solvency of the borrower. If the credit is extended a reward is obtained
which depends on z,,. This reward can be seen as an expected payoff, antici-
pating the repayment behaviour of the borrower. If the credit is not extended,
i.e. the process is stopped, the contract ends. The maximal duration of the
contract is N. This is a stationary stopping problem with bounded horizon.
The data of the problem is given as follows:

e E := R where z denotes the information about the borrower (rating class),

e A:={0,1} where a = 0 means extend the credit and a = 1 means cancel
the contract,

e Q¥ is the transition kernel of the information process (X,),

e c¢(x) is arbitrary and g(z) =0,

e 3€(0,1].

We suppose that an upper bounding function b exists for the correspond-
ing Markov Decision Model, hence Assumption (By) is satisfied. Obviously
Theorem 10.1.5 can be applied and we obtain the following recursion for the
maximal expected discounted rewards.

Jo=0
Jn (@) = max {o, c(z) + ﬂ/Jn_l(y)QX(dy|x)}, z € E.

To obtain some more structure we make the following assumptions:

(i) = — c(x) is increasing,
(i) QX is stochastically monotone (for a definition see Section B.3).

With these assumptions we obtain the following structural results.

Theorem 11.2.1. For the credit granting model it holds:

a) Jn(x) is increasing in x and n.
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b) There exist thresholds x < ... <z} such that the set of states in which
the credit is cancelled is given by S} = {x € E|x < z}}. The optimal
credit policy (fx,..., 1) is defined by f := 1s:x.

Proof. a) That J,(z) is increasing in z follows easily from Theorem 2.4.14.
Note that by assumption x — [v(2/)Q*(dz’|z) is increasing for all in-
creasing v € B;r . The monotonicity in n is implied by the general Theorem
10.1.5.

b) The existence of thresholds x}, follows since by part a) and our assumptions

x> ofz) + ﬁ/Jn,l(x')QX(qux)
is increasing (cf. Remark 10.1.6). The thresholds can be defined by
z) =inf{z € E|c(z)+ 5/Jn,1(x')QX(dx'|x) >0}

where inf ) = oo. The fact that n — z is decreasing is again obtained
from part a). O

Let us now consider the following Bayesian version of the problem: Suppose
the borrower is not rated and the bank does not know the repayment prob-
ability p. It only has some prior information (distribution) uo and receives
a signal (either positive or negative) every period about the solvency of the
borrower. Following the Bayesian approach in Section 5.4, the posterior dis-
tribution of the repayment probability after n signals has the form

fidpls,n) oc p>(1 = p)"~* po(dp)

if s < n positive signals have been received (cf. Example 5.4.4). Thus, the
expected repayment probability at that time is given by

g(s.m) = L2 (L= D" po(dp)
T [ = p)n o po(dp)

The one-stage reward when the credit is granted is defined by

s<n

c(s,n) = Kiq(s,n) + Ko (1 — q(s,n)) (11.3)

where K7 > 0 is the reward which is obtained if the borrower pays and
Ky < 0 the loss when she does not pay. Thus, we have a Markov Decision
Model as in Section 5.4 with the following data:

e E={(s,n) € N3 | s <n} where (s,n) denotes number of positive signals
and total number of signals received,
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o A:={0,1} where a = 0 means extend the credit and a = 1 means cancel
the contract,

o ¢¥ ((5 +1,n+1)|(s, n)) = q(s,n) and ¢% ((s,nJr 1)|(5,n)) =1—q(s,n)
are the transition probabilities of the information process,

e c¢(s,n) is given as in (11.3) and g =0,

e (5e(0,1].

Obviously, Assumption (By) is satisfied and the value iteration is given by

Jo=0
Jx(s,n) = max {O, c(s,n) + Bq(s,n)Jyg—1(s + 1,n+ 1)

+8(1 = q(s,n))Jg—1(s,n + 1)}, (s,n) € E.

Again we can show the same properties of the value function and the optimal
stopping time. But this time we have to introduce a relation on the state
space first. We consider the following order relation on F

(s,n) < (s',n') &= s<sandn—s>n" -5

This means that an information state is larger if the number of positive
signals is larger and the number of negative signals is smaller. In what follows
a function v : E — R is called increasing if (s,n) < (s/,n’) implies v(s,n) <
v(s',n').

Note that it is reasonable to start in the state (s,n) = (0,0). Then at stage
k we can only have states (s,k) € E and it suffices to consider the value
function Jy_g(s, k).

Theorem 11.2.2. For the Bayesian credit granting model it holds:

a) Ji(s,n) is increasing in (s,n) and increasing in k.

b) There exist thresholds th < ... <t} such that the set of states in which
the credit is cancelled is given by Sy = {(s,N —k) € E | s < t;}. The
optimal credit policy (fx;, ..., f1) is defined by f; = 1s=.

Proof. a) We can mimic the proof of the previous theorem. That Jj is in-
creasing in k follows from the general stopping theory. For the other
statement we have to show that

e (s,n)+—c(s,n) = (K1 — Koy)gq(s,n) + Ky is increasing,
e ¢~ is stochastically monotone.

Since K7 — Ko > 0, it is sufficient to show that (s,n) +— ¢(s,n) is increas-
ing. But looking at the definition of ¢(s, n) it is possible to see after some
calculation that for 0 < s <n
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q(s,n+1) <q(s,n) <q(s+1,n+1)

which implies the first statement. The stochastic monotonicity of ¢*
indeed simpler. According to Definition B.3.13 and Theorem B.3.3 we
have to show that if (s,n) < (s/,n’) then (s+1,n+1) < (s'+ 1,7 +1)
and q(s,n) < q(s’,n’). The first one is easy and the second one has just
been shown. Finally Theorem 2.4.14 again implies the result.

b) The statement follows from part a) when we define
ty:==min{s € {0,1,...,N —k} | &x(s,N — k) > 0}
where min) := N —k+ 1 and

cr(s,n) :==c(s,n) + Bg(s,n)Jg—1(s +1,n+1)
+0(1 = q(s,n)) Jp-1(s,n + 1)

Then ¢x(s, N — k) < ¢t1(s,N — k) < Cgy1(s,N — k — 1) and hence

tor1 <t O

11.3 Remarks and References

The pricing algorithm in Section 11.1 for American options is very useful to
get a numerical computation scheme. In Ben-Ameur et al. (2002) it has been
used to price special Bermudan-American options with an Asian feature. In
Ben-Ameur et al. (2007) the price of embedded call and put options in bonds
are computed by a Markov Decision Problem. An application to installment
options can be found in Ben-Ameur et al. (2006). Allaart and Monticino
(2008) consider optimal buy and sell rules, i.e. multiple stopping problems.
For more numerical aspects concerning the pricing algorithm for American
options see Glasserman (2004), Section 8.

A discussion of the perpetual American option can be found in Shreve
(2004a). Example 11.1.5 is worked out in Shreve (2004a), Section 5.4.

In Rogers (2002) a dual approach for pricing American options has been
proposed. It is shown that the stopping problem is ‘dual’ to a problem where
one has to minimize over a class of martingales. This dual problem provides
in particular bounds on the prices.

The credit granting problem has been investigated by various authors. Wald-
mann (1998) treats the problem also with regime-switching and shows that
the optimal credit policy is of threshold type.
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Appendix A
Tools from Analysis

A.1 Semicontinuous Functions

In order to prove existence of optimal policies, upper semicontinuous func-
tions are important. For the following definition and properties we suppose
that M is a metric space. We use the notation R = RU {—o0, co}.

Definition A.1.1. A function v : M — R is called upper semicontinuous if
for all sequences (x,) C M with lim,, . z, = € M it holds

limsup v(z,) < v(z).

n—oo

A function v : M — R is called lower semicontinuous if —v is upper semi-
continuous.

A typical upper semicontinuous function is shown in Figure A.1.

Fig. A.1 Graph of an upper semicontinuous function.

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 347
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_12,
(© Springer-Verlag Berlin Heidelberg 2011
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Theorem A.1.2. Let M be compact. If v : M — R is upper semicontinuous
then the function v attains its supremum.

Proof. Let v be upper semicontinuous and denote a := sup,,;v(x) € R.
There exists a sequence (z,) C M with lim,_,o v(z,) = a. Since M is com-
pact there exists a converging subsequence (2, ) of (zy) with limy_,o0 zp, =
b € M. Thus, we obtain

a= lim v(z,) = lim v(z,,) = limsupv(z,,) < v(b).

n—0oo k—o0 k—o00

Hence b is a maximum point of v. a

If v : M — R is upper semicontinuous and v(z) < oo for all z € M, then v is
bounded on every compact subset of M and attains its finite supremum. The
next lemma summarizes some properties of semicontinuous functions (see e.g.
Bertsekas and Shreve (1978), Puterman (1994)). Note that semicontinuous
functions are also Baire functions and part a) is also called Baire’s theorem
on semicontinuous functions.

Lemma A.1.3. Let v: M — R be a function.

a) v is upper semicontinuous if and only if {x € M | v(x) > a} is closed for
all o € R.

v s upper semicontinuous if and only if {x € M | v(z) < a} is open for
all a € R.

b) v is upper semicontinuous and bounded from above if and only if there
exists a sequence (vy) of bounded and continuous functions such that
v | v.

c) Let v; : M — R be upper semicontinuous for all i € I (I arbitrary), then
inf;crv; is upper semicontinuous.

d) If v is upper semicontinuous and M’ is a metric space and w : M' — M
is continuous then v o w is upper semicontinuous.

e) v is continuous if and only if v is upper and lower semicontinuous.

In what follows we assume that b : M — R, is a measurable function and
B = {ve M(E)|vt(z) < cb(z) for some c € R}.

Lemma A.1.4. Let (vy,) and (0,,) be sequences of functions with vy, : M — R
and 0, : M — Ry Suppose that lim,, o 6, (x) = 0 for all x € M and

'Un(z)gvm(z)+5m(x)a reMn>m

i.e. (vy) is weakly decreasing. Then it holds:

a) The limit lim,, oo v, =: U exists.
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b) vanelB;' for allm € N andéoeB;', then v € By .
¢) If v, and 9§, are upper semicontinuous for all n € N, then v is upper
Semicontinuous.

Proof. a) The assumptions imply that

limsup v, () < vy () + 0m(x), €M

n—00

for all m € N. Since lim,,_,oc d;m(x) = 0 we thus obtain

lim sup v, () < liminf v, (x)

n—00 m— oo

and the limit exists.

b) Since v < wvg + g € IB; we conclude v € IB;’.

¢) The assumptions imply that v < v, + d,, for all m € N. Thus, we obtain
for a sequence (z,,) C M with z, — x € M that for all m € N

lim sup v(z,,) < limsup (vm (zn) + 5m(xn)) < v (x) + 0 ().

n—oo n—o0

Taking the limit m — oo we obtain

limsup v(z,) < v(x)

n—oo
and thus v is upper semicontinuous. ]
Now let (A,,) be a set sequence with A,, C M. Then we define by

LsA, :={a € M | ais an accumulation point of a sequence (a,) with
an € A, for all n € N}

the so-called upper limit of the set sequence (A;). The following theorem
shows that under some continuity and compactness assumptions it is possible
to interchange the limit and the supremum for a sequence of functions.

Theorem A.1.5. Let M be compact and let (v,) be a sequence of upper
semicontinuous functions v, : M — R. Moreover, there exists a sequence
(6r) C Ry with limy, o 6, = 0 and

vp(a) <vp(a)+6m, a€M,n>m.

Then the limit vo, := limw,, exists and Voo IS UPPET SEMICONLINUOUS.

a) Let Ay, :={a € M | v,(a) =sup,cp vn(2)} for n € N and n = oco. Then

() # LsA, C As.



350 A Tools from Analysis

b) It holds:

lim sup v,(a) = sup lim v,(a) = sup v (a).
=0 geM a€M "0 a€EM

Proof. The first statements follow directly from Lemma A.1.4.
Since v, is upper semicontinuous, we have A, # () and sup,c; vn(a) < oo
for n € N+ {oo0}. Obviously the assumption implies

sup vp(a) < sup vp(a) + o,
aeM a€eM

for all n > m. Hence lim, o SUp, ¢y vn(a) exists. Since M is compact we
have by definition that LsA, # (. Now let ag € LsA,, i.e. ag is an accu-
mulation point of a sequence (a,) with v, (a,) = sup,cy; vn(a) for all n. Let
us restrict to a subsequence (ay, ) such that limy_, an, = ag. For m € N it
holds

lim sup vp(a) = lim sup vy, (a) = lim vy, (an,)

n—o0 ge M k—ooqeM k—oo
< lim sup (U (@ny ) + 6m) < Um(ao) + 6.
k—o0

Since by assumption v < v, + 0, n € N we further obtain together with
the preceding inequality
SUp Voo (@) < lim sup v,(a) < lim (v,(ao) + dm)
aeM =0 geM m—0o0
= Uoo(ap) < Sup veo(a).
a€eM

This implies now that ag € As and that

SUp veo(a) = lim sup vy(a).
acM N aeM

Thus, the statements in a) and b) follow. O

The interchange of supremum and limit is easier when the sequence of func-
tions (vy,) is weakly increasing.

Theorem A.1.6. Let (v,) be a sequence of functions vy, : M — R and
(6r) C Ry with limy, o 6, = 0 such that

vn(a) > vm(a) — 0m, a€ M,n>m.
Then the limit voo := limv,, exists and

lim sup v,(a) = sup lim v,(a) = sup veo(a).
n—=0 ge M aeM "> aeM
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Proof. The existence of the limit follows similarly as in Lemma A.1.4. The
inequality v, (a) > vy, (a) — o, implies for all a € IM:

lim v, (a) > vm(a) — Om.

n—oo

Taking the supremum over all @ € M and letting n — oo yields

sup lim v,(a) > lim sup v, (a).
aeM'n*)OO n—oo aeM

On the other hand we have for all n € N

sup vp(a) > vy(a), a€ M.
acM

Taking the limit n — oo and then the supremum over all a € M yields

lim sup v,(a) > sup lim v,(a)
n—00 ge M agM o0

which implies the result. a

A.2 Set-Valued Mappings and a Selection Theorem

Here we suppose that F and A are Borel spaces. A set-valued mapping (also
known as a multifunction or correspondence) D(-) from E to A is a function
such that D(x) is a non-empty subset of A for all z € E. Here we consider
only compact-valued mappings = — D(z), i.e. D(x) is compact for z € E.
In the sequel let D :={(z,a) € E x A|a € D(z)} be the graph of D(-).

Definition A.2.1. a) The set-valued mapping x — D(z) is called upper
semicontinuous if it has the following property for all z € E: If x,, — =
and a, € D(x,) for all n € N, then (a,) has an accumulation point in
D(z).

b) The set-valued mapping x +— D(x) is called lower semicontinuous if it has
the following property for all € E: If a,, — x, then each point in D(z) is
an accumulation point of a sequence of points a,, € D(z,,) for all n € N.

c¢) The set-valued mapping x — D(x) is called continuous if it is upper and
lower semicontinuous.

Note that the definition of upper semicontinuity is slightly more restrictive
than other definitions appearing in the literature (cp. Hinderer (1970), p.113).
The next lemma provides some characterizations and examples for continuous
or semicontinuous set-valued mappings.
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Lemma A.2.2. a) The set-valued mapping x — D(x) is upper semicontinu-
ous if and only if each sequence (x,,a,) C D such that (x,) converges in
E, has an accumulation point in D. Then it follows:

D is compact = x — D(x) is upper semicontinuous = D s closed.

b) If A is compact, then x — D(x) is upper semicontinuous if and only if D
is closed.

¢) If A is compact and D(x) = A for all z, then x — D(x) is continuous.

d) If A =R and D(x) = [d(x),d(z)], then x — D(z) is upper semicontinuous
(continuous) if d : E — R is lower semicontinuous (continuous) and d :
E — R is upper semicontinuous (continuous).

The following selection theorem of Kuratowski and Ryll-Nardzewski (1965) is
basic for the existence of maximizers. For more selection theorems see Brown
and Purves (1973), Himmelberg et al. (1976) and Rieder (1978).

Theorem A.2.3 (Selection Theorem). Let x — D(z) be a compact-
valued mapping such that D := {(z,a) € E x A | a € D(x)} is a Borel
subset of E x A. Then there exists a Borel measurable selector f for D, i.e.
there exists a Borel measurable function f : E — A such that f(z) € D(x)
forallx € E.

From Theorem A.2.3 the existence of measurable maximizers can be derived.

Theorem A.2.4. Let x — D(z) be a compact-valued mapping such that
D :={(z,a) e ExA|aec D(x)} is a Borel subset of E x A. Let w: D — R
be Borel measurable. Then there exists a Borel measurable mazximizer f of w,
i.e. there exists a Borel measurable function f : E — A such that f(x) € D(x)
forallx € E and

w(z, f(z)) = sup w(z,a) =:v(z), z€E.
a€D(x)

Moreover, v(x) is Borel measurable.

A.3 Miscellaneous

Supermodular functions are useful when monotonicity properties of maximiz-
ers are studied. They appear under different names in the literature. Some-
times they are called L-superadditive or functions with increasing differences.
In what follows we denote for two vectors z,y € R?
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x Ay = (min{xi,y1},...,min{zq,yq}),
xVy:= (max{xi,y1},..., max{zq,yq}).

Definition A.3.1. A function f : R — R is called supermodular if

f@)+fy) < flxry)+ fzVy), z,yeR%

A function f is called submodular if —f is supermodular. Note that f is
supermodular if and only if all functions (z;,z;) — f(z) are supermodular
for i # j. Thus, an alternative characterization of supermodular functions is
given as follows: f is supermodular if and only if

A5 A f(x) >0, xeR?

foralli,j=1,...,d and £,0 > 0 where A¢ f(z) = f(x+¢ce;) — f(z) is the dif-
ference operator. Supermodular functions have the following useful properties
(see e.g. Miiller and Stoyan (2002) Theorem 3.9.3 or Bauerle (1997)).

Lemma A.3.2. a) If f is twice continuously differentiable, then f is super-
modular if and only if for all 1 <i,j <n

4 f(z)>0 €R?
x x .
8$i8$j =
b)If g1,...,94 : R — R are increasing and f is supermodular, then
folg,--.,94) is supermodular.

c) If f,g are supermodular and a,b > 0, then af + bg is supermodular.
d) If f,g: R — R, are increasing and supermodular, then f-g is increasing
and supermodular.

Next we introduce the concept of MT P, functions which is crucial when
dependence properties of random vectors are discussed (for details see e.g.
Miiller and Stoyan (2002)).

Definition A.3.3. A function f : R — Ry is called MT P, (multivariate
total positivity of order 2) if

f@)f) < fl@ay)f@vy), xyeR™

We obtain the following properties:

Lemma A.3.4. a) A function f: R? — R, is MTP; if and only if log f is
supermodular.
b) If f,g: RY — Ry are MTP;, then also the product fg is MT Ps.
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If f is a Lebesgue density of a random vector X = (X1, ..., Xy ), then f being
MT P, implies a strong positive dependence between the random variables.
In particular MT P, implies dependence concepts like conditional increasing,
association and positive orthant dependence.

Finally we state Banach’s fixed point theorem here since it will be important
in the analysis of infinite horizon Markov Decision Models (see Section 7.3).

Theorem A.3.5 (Banach’s Fixed Point Theorem). Let M be a complete
metric space with metric d(x,y) and T an operator which satisfies

)T :M— M.

(ii) There exists a number 3 € (0,1) such that d(Tv, Tw) < Bd(v,w) for all
v,w € M.

Then it holds:

a) T has a unique fized point v* in M, i.e. v* = Tv*.

b) lim,, oo 7™v = v* for allv e M.

¢) For v € M we obtain

671
1-p

d(v*, T"v) < d(Tv,v), neN.

In our applications M is a closed subset of
By :={ve M(E)||v|, < oo}

with metric d(v, w) := ||[v — w||p for v,w € M and 7T is the maximal reward
operator.



Appendix B
Tools from Probability

B.1 Probability Theory

In what follows we suppose that all random variables are defined on a com-
plete probability space (£2,F,P). The following classical results about the
interchange of expectation and limit can be found in every textbook on prob-
ability theory (see e.g. Billingsley (1995), Bauer (1996), Shiryaev (1996)).

e (Monotone Convergence) Suppose (X,,) is a sequence of random vari-
ables such that X,, T X, X,, > Y P-a.s. for all n and the random variable
Y satisfies EY > —oo. Then

lim EX, =EX.
n—oo
e (Dominated Convergence) Suppose (X,,) is a sequence of random
variables such that X,, — X, |X,,| <Y P-a.s. for all n and the random
variable Y satisfies EY < oco. Then

lim EX, =EX.

e (Fatou’s Lemma) Suppose (X,,) is a sequence of random variables such
that X,, <Y IP-a.s. for all n and the random variable Y satisfies EY < oo.
Then

limsup E X,, < E(limsup X,,).

n—oo n—oo

For the infinite horizon Markov Decision Models we need the following result
(see Hinderer (1970) Theorem A.3).

Theorem B.1.1. Suppose (X,) is a sequence of random wvariables with
E[ZZL X,j_] < 00 or ]E[Zkoil X, | <oo. Then

N. Bauerle and U. Rieder, Markov Decision Processes with Applications 355
to Finance, Universitext, DOI 10.1007/978-3-642-18324-9_13,
(© Springer-Verlag Berlin Heidelberg 2011
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n

lim E {ZX;C} —E [g)(k} _gmxk.

k=1

The concept of weak convergence is needed when continuous-time processes
have to be approximated by interpolations of discrete-time processes.

Definition B.1.2. Suppose that X, X1, Xs,... are random variables with
values in a separable metric space M. Then (X,,) converges weakly against
X if and only if

lim E f(X,) =E f(X)

for all continuous and bounded functions f : M — R.

B.2 Stochastic Processes

In what follows we summarize definitions and facts from discrete-time Markov
processes and martingales. For details on Markov processes we refer the reader
to Meyn and Tweedie (2009) and for more information on continuous-time
processes and predictability see e.g. Protter (2005).

Definition B.2.1. A family of random variables (X,,),en, on a probability
space ({2, F,IP) with values in a measurable space (E, €) is called a stochastic
process (in discrete time).

Definition B.2.2. Let (£2, F,IP) be a probability space.
a) A sequence of o-algebras (F,,) is called a filtrationif Fo C F,, C Fpy1 C F.

b) A stochastic process (X,,) on (2, F,P) is called (F,)-adapted if X,, is
Fn-measurable for all n.

If 7, = FX :=0(Xo,...,Xp), i.e. Fy, is the smallest o-algebra such that the
random variables X, ..., X, are measurable with respect to F,,, then (F,) is
called the natural filtration of (X,,). In this case (X,,) is trivially adapted to
(F»). Moreover, if a random variable Y is F;X-measurable then there exists
a measurable function h : E""t — R such that Y = h(Xo, ..., X,) P-as.

Recall the following definition from Chapter 2.

Definition B.2.3. A mapping @ : € x E — [0, 1] with the two properties

(i) B+~ Q(B|x) is a probability measure for all x € E,
(ii) z — Q(BJx) is measurable for all B € €,
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is called a stochastic (transition) kernel.

The second property implies that whenever v : E x E — R is measurable,
then

x - /v(m,m')Q(dm'\x)

is again measurable whenever the integral exists.

Definition B.2.4. A stochastic process (X,) is called a (discrete-time)
Markov process, if there exists a sequence of stochastic kernels (@) such
that

P(X,41 € B|F)) = P(Xy41 € B|X») = Qu(B|X0).

If (@) does not depend on n the process is called a stationary (or homo-
geneous) Markov process. The first equality is called the Markov property.

A stochastic process (X,) is a Markov process if and only if there exist
independent random variables Z1, Zs, ... with values in a measurable space
(Z,3) and measurable functions T,, : F x Z — E, n =0,1,2,... such that
Xy is given and

Xn+1 = Tn(Xru Zn+1), n = 0, 1, 2, e

If the state space E of the stationary Markov process (X,,) is finite or count-
able, the transition kernel is represented by a stochastic matrix
P = (pij)ijecE, ie. pi; > 0 and Zj pi; = 1 for all § € E and it holds

]P(Xn+1 = j|Xn = Z) = pij-

In this case we also call (X,,) a Markov chain.

Proposition B.2.5 (Theorem of Ionescu-Tulcea). Let v be a probability
measure on E and (Q,,) a sequence of stochastic kernels. Then there exists a
unique probability measure P, on E> such that

]PV(BQX.‘.XBNXEX...):/ QN_1(diEN|LUN_1)...Qo(dx1‘$0)l/(d$o)

Bo Bn

for every measurable rectangle set By % ... x By € ENtTL,

Definition B.2.6. A stochastic process (X,,) which is (F,,)-adapted and sat-
isfies E|X,,| < oo for all n is called an (F,,)-martingale if

E[X,+1|F.] = X, for all n € N.
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The process (X,,) is called an (F,)-supermartingale if

E[Xp41|Fn] < X, for alln € N.
The process (X,,) is called an (F,)-submartingale if

E[Xp+41|Fn] > X, for alln € N.

Note that the condition E[X,1]|F,] = X, for all n is equivalent to
E[X,,|F.] = X,, for all n < m. Often the filtration is not explicitly men-
tioned in which case we assume that it is the natural filtration of the process.

Definition B.2.7. a) A continuous-time stochastic process (V¢ )¢>o with val-
ues in Ng and Ny = 0 is called a homogeneous Poisson process with inten-
sity A > 0 if it has independent increments and for 0 < s < t the increment
N; — Nj is Poisson-distributed with parameter A(t — s).

b) A continuous-time stochastic process (Cy)¢>o with values in R% and Cp = 0
is called a compound Poisson process if it is given by

Ny
Ct = Z Yk,
k=1

where (NV;) is a Poisson process and Y7, Ya, . .. is a sequence of independent
and identically distributed random vectors with values in R? which is
independent of (Ny).

Definition B.2.8. A continuous-time stochastic process (W;);>o with values
in R and Wy = 0 is called a Wiener process or Brownian motion, if it has
almost surely continuous paths, independent increments and for 0 < s < ¢
we have W, — Wy ~ N(0,t — s).

Definition B.2.9. Denote by P the o-algebra in [0,T] x {2 generated by all
adapted processes with left-continuous paths. A function X : [0, 7] x §2 — RY
which is measurable with respect to P is called a predictable process. For
example any left-continuous process is predictable. O

B.3 Stochastic Orders

Stochastic orders are partial orders on a set of distributions. Here we consider
the set of all distributions of real-valued random variables. The multivariate
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case is more delicate since there are different reasonable extensions of the
univariate case. Stochastic orders are a valuable tool for obtaining bounds
on performance measures or for deriving sensitivity results. General books
on stochastic orders are Miiller and Stoyan (2002) and Shaked and Shan-
thikumar (2007). The focus of the latter one is on applications. A particular
view towards dependence issues can be found in Szekli (1995) and Nelsen
(2006). In Kaas et al. (1998) one can find applications concerning the or-
dering of actuarial risks. Monotonicity properties of stochastic systems have
been discussed extensively in Miiller and Stoyan (2002), Chapters 5 and 6.

Definition B.3.1. A binary relation < on an arbitrary set S is called a
preorder if

(i) z 2z for all x € S (Reflezivity),
(ii) if ¢ < y and y = z, then z < z (Transitivity).

If < is also antisymmetric, i.e. if v X y and y =<  imply « = y, then < is
called a (partial) order. (S, <) is called completely ordered if for any x,y € S
either x Xy or y < .

The Usual Stochastic Order

Definition B.3.2. The random variable X is called smaller than the ran-
dom variable Y with respect to the stochastic order (written X <g Y), if
P(X <t)>P(Y <t)forallteR.

In particular in the economic literature this order is often called first order
stochastic dominance and the symbol <pgp is used. Note that X < Y
implies P(X > t) < P(Y > ¢) for all ¢ € R, i.e. Y takes larger values
with larger probability. Since it follows from the definition that the order
relation depends only on the distribution of X and Y it is common to write
PX <, PY also.

Useful characterizations of the stochastic order are given in the next theorem.

Theorem B.3.3. Let X andY be two random variables. The following state-
ments are equivalent:

(i) X <aY.
(ii) For all increasing f : R — R, it holds that E f(X) < E f(Y'), whenever
the expectations exist.
(iii) There exists a probability space (£2, F,P) and random variables X, Y on

it such that X £ X, v LY and X(w) <Y (W) for allw € 0.
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Obviously X < Y implies EX < EY. Besides this, the stochastic order
has a number of important properties. We mention only some of them. For
examples see the next section.

Lemma B.3.4. a) The stochastic order is closed under convolution, i.e. if
X1 and X5 are independent random wvariables as well as Y1 and Ys and
X, <aq Y, fori=1,2, then

X1+ X0 < Y1 4+ Y5.

b) The stochastic order is closed under mixtures, i.e. if X,Y and Z are
random variables with P(X <t | Z=2)>P(Y <t|Z==z2) forallt eR
and P-almost all z then X <4 Y.

¢) The stochastic order is closed with respect to weak convergence, i.e. if
X <st Yy for alln and (X,,) converges weakly against X, (Y;,) converges
weakly toY, then X <4 Y.

Likelithood Ratio Order

The likelihood ratio order is stronger than the stochastic order and important
for comparison results in Bayesian models. Often it is easier to verify than
the stochastic order.

Definition B.3.5. The random variable X is called smaller than the random
variable Y with respect to the likelihood ratio order (written X <;, V), if X
and Y have densities fx and fy with respect to some dominating measure
such that for all s < ¢:

fx (@) fy(s) < fx(s)fy(t).

Note that the definition is valid for continuous as well as discrete random
variables or mixtures of both. In the multivariate case there are different
possibilities to define a likelihood ratio order.

Theorem B.3.6. If X and Y are random variables with X <;. Y, then also
X Sst Y.

The following characterization is important for the understanding of the like-
lihood ratio order and particularly useful in Bayesian settings:

Theorem B.3.7. Let X andY be two random variables. The following state-
ments are equivalent:

(i) X <, Y.
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(ii) For all events A with P(X € A) >0 and P(Y € A) > 0 we have

PX<t|XeA)>PY <t|YeA), teR.

Ezample B.3.8. a) The discrete density of the Poisson distribution Poi(\) for

A > 0 is given by
/\k
p(k) =e =, k€N
k!
It holds: Poi(\) <; Poi(u) if and only if A < p.
b) The discrete density of the Binomial distribution B(n,p) is for n € N,
p € (0,1) given by

p(k) = (Z)pk(l —p)" Tk k=0,...,n.

It holds: B(n,p) <i B(m,q) if n <m and p < gq.
¢) The density of the Exponential distribution Exp(\) for A > 0 is given by

f(il') = )\eiAml[mzo].
It holds: Exzp(\) <; Exp(p) if and only if A > p.
d) The density of the Beta distribution Be(a, 3) for «, 3 > 0 is given by
flx) oca® M1 = o) M jgcuey)-

It holds: Be(a, ) <; Be(v,6) if and only if @ <~ and 8 > 6. ¢

Convex Orders

Convex orders compare the variability of random variables (instead of the
size as done by the stochastic and likelihood ratio order). Remember that a
function f : R — R is called convez if for all a € (0,1) and for all 2,2’ € R:

flaz + (1 - )2') < af(@) + (1 — ) f(@').

f is called concave if —f is convex.

Definition B.3.9. Let X and Y be random variables with finite mean.

a) X is called smaller than Y with respect to the conver order (written
X < Y),HEf(X)<EFf(Y) for all convex functions f for which the
expectations exist.

b) X is called smaller than Y with respect to the increasing convex order
(written X <;., V), if E f(X) < E f(Y) for all increasing, convex func-
tions f for which the expectations exist.
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¢) X is called smaller than Y with respect to the increasing concave or-
der (written X <;., Y), if E f(X) < E f(Y) for all increasing, concave
functions f for which the expectations exist.

The <;., order is often called second order stochastic dominance in the eco-
nomic literature and the symbol <ggp is used, whereas the <;., order is
known as the stop-loss order <4 in the actuarial sciences. Moreover, it is not
difficult to see that X <;., Y is equivalent to —Y <;., —X, thus in what fol-
lows we restrict statements to the <;., case. Moreover, it follows immediately
from the definition that X < Y implies X <;., Y.

Theorem B.3.10. Let X and Y be two random variables. The following
statements are equivalent:

(i) X <. Y.

(ii) X <ier Y and EX = EY.

(iil) There exists a probability space (£2,F,P) and random wvariables X, Y
on it with X 2 X, v LY such that E[Y | X] = X P-a.s. and that
P(Y<t|X=z)>PY <t|X=2a)foralteR andz < '

Theorem B.3.11. Let X and Y be two random wvariables. The following
statements are equivalent:

(i) X Sicw Y.
(i) E(X —t)4 <E(Y —t)4 for allt € R. o
(iii) There exists a probability space (2, F,P) and random variables X, Y

on it with X £ X, Y £V such that E[Y | X] > X a.s. and that

PY<t|X=z)>PY <t|X=2a)forallt cR and x < 2'.

IN |

Since <;,. implies <;., all examples of the previous section can also be used
for the increasing convex order. Another interesting example is:

Example B.3.12. The density of the Normal distribution N(u,0?) for
uw € R,o0 > 0is given by

1 (z —p)?
——exp (- L R.
f@)= —=exp (= ). we
We have N(p,0?) <o N(v,72) if and only if p = v and 7 > 0. ¢

Stochastic Monotonicity of Markov Processes

Suppose (X,,) is a stationary Markov process with state space F C R? and
stochastic transition kernel Q(B|z).
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Definition B.3.13. The stochastic kernel ) is said to be stochastically
monotone if for all increasing v : E — R the function

T — /v(x’)Q(dm’kv)

is increasing whenever the integral exists. If Q) defines a Markov process (X,)
then we also say that (X,,) is stochastically monotone.

From the definition of the stochastic order it follows immediately that the
kernel @ is stochastically monotone if and only if x < 2/, z,2’ € E implies
Q(-|x) <s Q(-]2"). If the state space E = {1,...,m} is finite and the tran-
sition probabilities are given by P = (p;;) then the Markov chain (X,) is
stochastically monotone if and only if for all ¢,j € F with i < j

m m
> v <D pjy, keEE.
v=k v=k

If we denote by a € R™ the initial distribution, then aP™ is the distribution
of the Markov chain at time n € N and (X,,) is stochastically monotone if
for any initial distributions o and o', a <y o implies aP™ <, o/ P™ for all
n € N.

Ezample B.3.14. Suppose (X,,) is a discrete birth-and-death process with
state space E = {0,1,...,m}, i.e. pj i1 =plori=0,...,m—1,p;;—1 =¢
fori=1,...,m,po0=1—p, pmm =1—qfor p+¢=1andp € (0,1). Then
it is not difficult to verify that this Markov chain is stochastically monotone
by using the preceding criterion. ¢






Appendix C
Tools from Mathematical Finance

C.1 No Arbitrage Pricing Theory

In this section we summarize some facts from the fundamental no arbitrage
pricing theory and shed some light on the role of martingales in option pricing.
For details see Follmer and Schied (2004) Chapter 5. In what follows suppose
a filtered probability space (§2,F, (F,),P) is given where Fy := {0, £2}. On
this space there exist d 4+ 1 assets and the price at time n = 0,1,..., N of
asset k is modelled by a random variable S* (see Section 3.1 for a detailed
description of the financial market). Asset S° is a riskless bond which is used
as a numeraire.

Definition C.1.1. a) A probability measure Q on (§2, F) is called equivalent
to P if Q and P have the same null sets.
b) A probability measure Q on ({2, Fy) is called a martingale measure if the
k
discounted stock price process (%) is an (F,)-martingale under Q for all
k=1,...,d

The following characterization of no arbitrage is crucial.

Theorem C.1.2. The financial market is free of arbitrage if and only if there
exists an equivalent martingale measure.

Definition C.1.3. a) A contingent claim is a non-negative, Fy-measurable
random variable H.

b) A contingent claim is said to be attainable if there exists a self-financing
portfolio strategy ¢ which replicates the payoff H, i.e.

_ y?
H=Xy, P-as.
N. Bauerle and U. Rieder, Markov Decision Processes with Applications 365
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The portfolio strategy ¢ is called a replicating strategy or hedging strategy.

c¢) The financial market is called complete if every contingent claim is attain-
able.

Theorem C.1.4. Suppose the financial market admits no arbitrage oppor-
tunities. Then the market is complete if and only if there exists a unique
equivalent martingale measure.

Definition C.1.5. Suppose there are no arbitrage opportunities and H is
an attainable contingent claim. Its price 7t(H) is then defined as the initial
amount which is necessary to replicate it, i.e. if ¢ is a hedging strategy then

T(H) == ¢) + ¢o - €.

Theorem C.1.6. Suppose there are no arbitrage opportunities and Q is an
equivalent martingale measure. Then the price of an attainable contingent
claim H can be computed by

7(H) = Eq {%} .

If the contingent claim H is not attainable, then an interval of arbitrage-free
prices can be computed by

H H
inf Eg | = | , sup Eg | —— )
(dnt, e {S?J geo © [S%]
where Q is the set of all equivalent martingale measures.

Ezample C.1.7 (Binomial or Coz-Ross-Rubinstein Model). If the parameters
in the binomial model satisfy

d<l+i<u

then the market admits no arbitrage opportunities (see Example 3.1.7) and
is also complete. If we denote the sample space in this model by

.= {(wl,...,wN) | wi € {d,u}}

and R, (w) = wy, then the unique equivalent martingale measure Q is deter-
mined by
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~ 1+¢—4d
u—d
and the fact that the random relative price changes Ri,...,Ry are indepen-
dent under Q. ¢

C.2 Risk Measures

In what follows suppose that we have a probability space (£2, F,P) and we
denote by L'(£2,F,P) the (equivalence classes of) integrable random vari-
ables. A random variable X € L!(§2,F,P) is interpreted as a risk with the
convention that positive values are rewards and negative values are losses. A
risk measure p maps a risk X on a real number with the interpretation that
p(X) is the amount of money which is necessary to make the risk accept-
able. A theoretical foundation of the theory of risk measures can be found in
Follmer and Schied (2004) and Pflug and Romisch (2007). The latter book
also contains a number of applications.

Definition C.2.1. A function p : L'(2, F,P) — R is called a risk measure.
Let X1, X5 € Ll(_Q,f, IP)

a) p is called monotone if
X1 <Xy = p(X1) > p(X2).
b) p is called cash invariant, if for all ¢ € R
p(X + ) = p(X) —c.
c) p is called (positive) homogeneous, if for all A > 0
pAX) = Ap(X).
d) p is called subadditive if

p(X1+ X2) < p(X1) + p(X2).

Properties a)—d) are reasonable properties for a risk measure. If all are sat-
isfied, the risk measure is called coherent. Note that subadditivity rewards
diversification and that coherence implies p(0) = 0 and p(X + p(X)) =0. A
risk measure p is called convez if it is monotone, cash invariant and satisfies
pPAX +(1=NY) <Ap(X)+ (1= N)p(Y) for all X,Y € L' and X € (0,1).

Ezample C.2.2. a) Value-at-Risk: For X € L'(£2, F,P) the Value-at-Risk
of X at level v € (0,1) is defined by
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VaRy(X):=inf{x e R| P(z+ X <0) <1—~}.

The Value-at-Risk is the smallest «y-quantile of —X . For applications v has
to be large, e.g. v = 0.995 in the regulatory framework Solvency II. Note
that Value-at-Risk is monotone, cash invariant and homogeneous, but in
general not subadditive. Hence VaR is not coherent. The Value-at-Risk is
increasing in 7.

b) Average-Value-at-Risk: For X € L'(2,F,P) the Average-Value-at-
Risk of X at level v € (0,1) is given by

1 1
AVaR,(X) = 1—/ VaR,(X)du.
v

AVaR,(X) is continuous and strictly increasing in . It holds that

lim,_oAVaR,(X) = —EX and limy_; AVaR(X) tends to the worst
outcome. Moreover, it holds that

AVaR,(X) > VaR,(X), ~€ (0,1)

and AVaR,(X) is coherent. It is important to note that the Average-
Value-at-Risk can be computed as the solution of the following optimiza-
tion problem:

AVaR,(X) = inf

{b+ ﬁ]E[(X—kb)]}. (C.1)

The minimum is attained at b* = VaR,(X). ¢
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achievable region approach, 241
applications
K-stopping model, 230
bandit problem, 166, 230
burglar problem, 330
cash balance, 46, 224
consumption, 15, 17, 21, 25
consumption-investment, 93
with random horizon, 268
with regime switching, 100
credit granting, 340
dividend problem, 271
dynamic mean risk, 124
dynamic mean-variance, 117
with partial observation, 184
house selling, 316
Howard’s toymaker, 42, 53, 213, 220
index-tracking, 132
indifference pricing, 134
linear quadratic control, 50, 53, 120, 133,
186
machine replacement, 55
optimal stopping, 304
monotone case, 314
quiz show, 318
secretary problem, 319
smoothing problem, 50
terminal wealth, 79
with jump market, 280
with partial observation, 176
with transaction cost, 106
trade execution, 293
with random horizon, 223
approximating Markov chain approach,
140, 291
consistency condition, 141
arbitrage opportunity, 63, 65

Assumption
(By), 304
(B), 309
Continuity and compactness, 251
Convergence (C), 195
Convergence (C-), 208
Integrability (Ay), 17, 29, 39
Integrability (A), 195, 208, 245, 258
Structure (SAy), 23, 40
Structure (SA), 199

backward induction algorithm, 24

Bayes operator, 151

Bayesian model, 155

Bellman equation, 22, 41, 159, 200, 255,
288

binomial model, 60, 65, 86, 90, 114, 125,
178, 183, 331, 366

Black-Scholes-Merton model, 60, 69, 70, 87

Borel space, 14, 29

Brownian motion, see Wiener process

capital market line, see efficient frontier
cemetery subset, 26
certainty equivalence principle, 183
certainty equivalent, 71
complementary slackness, 217
complete financial market, 366
conjugate class, 172
consistency condition, 69
contingent claim, 134, 365
attainable, 365
control
feedback, 255
piecewise open loop, 245
relaxed, 16, 249
correspondence, see set-valued mapping
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Cox-Ross-Rubinstein model, see binomial Hamilton-Jacobi-Bellman equation, 243,
model 255
hidden Markov model, 149, 153
decision rule, 16, 150 history, 18
history-dependent, 18 observable, 149, 154
One-Step-Look-Ahead, 315 Howard’s policy improvement, 212, 238
discounting
random, 43 indifference property, 232
distribution interchange argument, 237
Beta, 167, 170, 172, 361
binomial, 161, 172, 361 linear program, 215
exponential, 161, 361
Gamma, 161 Markov chain, 357
inverse Gamma, 325 Markov Decision Chain
normal, 362 continuous-time, 256
Poisson, 361 Markov Decision Model
second order Beta, 325 absorbing, 26
disturbances, 15 Bayesian, 155, 159
Donsker’s invariance principle, 70 binary, 55
dual program, 215 comparison of, 38
concave, 34
efficient frontier, 124, 132 Continuo.us, 32, 208
contracting, 205
convex, 34
filter . discounted, 205
equation, 151 filtered, 157
Kalman, 155

finite horizon, 14
infinite horizon, 194
information-based, 162
measurable, 33
monotone, 34
negative, 196, 203
non-stationary, 14

martingale property, 160
filtration, 356

natural, 356
forward induction algorithm, 41
function

MTP,, 164, 325, 353

c-superharmc.)nic, 311 partially observable, 148
T'Subharmomcﬂ 200 Piecewise Deterministic, 243
r-superharmonic, 207, 209, 211 positive, 208, 338

additi\./e set, 216 semicontinuous, 29, 201, 203
bounding, 205 stationary, 39

cost-to-go, 28 substochastic, 26, 226, 305
L-superadditive, see supermodular terminating, 56

Lagl.range, '119, 126 Markov Decision Process, 17, 194
semianalytic, 34 partially observable, 149
semicontinuous, 29, 201, 203, 347 Markov process, 357

strong Carathéodory, 249 birth-and-death, 363
superharmonic, 337
supermodular, 35, 352

piecewise deterministic, 66, 243, 280
stationary, 357

upper bounding, 28, 40, 195, 251 stochastic monotonicity of, 105, 363
uniformized, 257
game Markov property, 17, 357
card, 44 martingale, 82, 118, 126, 132, 357
casino, 226 c-supermartingale, 307
Gauss-Seidel procedure, 241 submartingale, 358
Gittins index, 231 supermartingale, 358

grid operator, 221 martingale measure, 365
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equivalent, 65, 137, 366

minimal entropy, 137, 140
martingale method, 142
maximal reward operator, 19, 40
maximizer, 21

bang-bang, 37

continuous, 32

monotone, 35
Merton ratio, 87, 93
Merton-line, 85
multifunction, see set-valued mapping
multinomial model, 60

neuro-dynamic programming, 241
Newton method, 239
norm

weighted supremum, 28

occupation measure, 216
optimality equation, see Bellman equation
option

American, 331

Anmerican call, 333

American put, 336

intrinsic value, 333

path dependent, 335

perpetual, 337

Poisson process, 244, 358
compound, 66, 280, 358
policy
N-stage, 16, 150
band, 275
barrier, 276
Blackwell optimal, 236
Gittins-index, 234
history-dependent, 18, 305
Markov, 18, 245
myopic, 84, 170
optimal, 18
p-optimal, 215
randomized, 16
stationary, 198
threshold, 308
policy iteration, 201, 203, 208
Polish space, 14
portfolio, see trading strategy
price of risk, 124
principle of dynamic programming, 25
prospect theory, 74

reinforcement learning, 241
relative risk process, 63
reward iteration, 20, 40, 199

Riccati equation, 54
risk aversion, 70
Arrow-Pratt, 72, 181
constant absolute CARA, 72
hyperbolic absolute HARA, 72
risk measure, 367
Average-Value-at-Risk, 125, 368
Value-at-Risk, 367

saddle point, 119
separation principle, 147
sequential ratio test, 172
set

completely monotone, 35
set-valued mapping, 351
Snell envelope, 307
stay-on-a-winner property, 168, 170
stochastic order

concave, 38

convex, 38, 361

increasing concave, 104, 362

increasing convex, 361

likelihood ratio, 164, 324, 360

usual, 38, 359
stochastic process, 356

predictable, 67, 358
stopping problem

Bayesian, 323

bounded horizon, 303

monotone case, 314

unbounded horizon, 309
stopping rule, 170
stopping time, 304

Markovian, 305

optimal, 304, 309
strategy

N-stage, 16

bold, 228

hedging, 334, 366

replicating, 366

self-financing, 62, 67

timid, 227

trading, 61, 67
suboptimality test, 241
sufficient statistic, 160

sequential, 162
system function, 15

Theorem
Banach’s fixed point, 207, 354
chattering, 249
Tonescu-Tulcea, 17, 150, 357
selection, 30, 352
strong duality, 218
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structure, 23, 41, 200, 207 value function, 18
turnpike, 42, 241 limit, 197
two-fund, 124 value iteration, 200, 201, 203, 208, 209

verification, 22, 199, 207

weak duality, 216
training sample, 328
transition function, 15
transition kernel, 357

Wald-Bellman equation, 330
weak convergence, 70
weakly decreasing, 348
weakly increasing, 350

L Wiener process, 140, 358
upper limit of a set sequence, 201, 349

utility function, 70
homogeneous of degree, 107 Young topology, 249
von Neumann-Morgenstern representa-
tion, 70 zero-utility premium principle, 134
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