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Abstract

We consider three problems in stochastic control and differential game theory, arising
from practical situations in mathematical finance and energy markets.

First, we address the problem of optimally exercising swing contracts in energy
markets. Our main result consists in characterizing the value function as the unique
viscosity solution of a Hamilton-Jacobi-Bellman equation. The case of contracts with
penalties is straightforward. Conversely, the case of contracts with strict constraints
gives rise to stochastic control problems where a non-standard integral constraint is
present: we get the anticipated characterization by considering a suitable sequence
of unconstrained problems. The approximation result is proved for a general class
of problems with an integral constraint on the controls.

Then, we consider a retailer who has to decide when and how to intervene and
adjust the price of the energy he sells, in order to maximize his earnings. The
intervention costs can be either fixed or depending on the market share. In the first
case, we get a standard impulsive control problem and we characterize the value
function and the optimal price policy. In the second case, classical theory cannot
be applied, due to the singularities of the penalty function; we then outline an
approximation argument and we finally consider stronger conditions on the controls
to characterize the optimal policy.

Finally, we focus on a general class of non-zero-sum stochastic differential games
with impulse controls. After defining a rigorous framework for such problems, we
prove a verification theorem: if a couple of functions is regular enough and satisfies
a suitable system of quasi-variational inequalities, it coincides with the value func-
tions of the problem and a characterization of the Nash equilibria is possible. We
conclude by a detailed example: we investigate the existence of equilibria in the case
where two countries, with different goals, can affect the exchange rate between the
corresponding currencies.






Riassunto

In questa tesi vengono considerati tre problemi relativi alla teoria del controllo
stocastico e dei giochi differenziali; tali problemi sono legati a situazioni concrete
nell’ambito della finanza matematica e, pili precisamente, dei mercati dell’energia.

Innanzitutto, affrontiamo il problema dell’esercizio ottimale di opzioni swing nel
mercato dell’energia. Il risultato principale consiste nel caratterizzare la funzione
valore come unica soluzione di viscosita di un’opportuna equazione di Hamilton-
Jacobi-Bellman. Il caso relativo ai contratti con penalita puo essere trattato in
modo standard. Al contrario, il caso relativo ai contratti con vincoli stretti porta
a problemi di controllo stocastico in cui € presente un vincolo non standard sui
controlli: la suddetta caratterizzazione e allora ottenuta considerando un’opportuna
successione di problemi non vincolati. Tale approssimazione viene dimostrata per
una classe generale di problemi con vincolo integrale sui controlli.

Successivamente, consideriamo un fornitore di energia che deve decidere quando
e come intervenire per cambiare il prezzo che chiede ai suoi clienti, al fine di mas-
simizzare il suo guadagno. I costi di intervento possono essere fissi o dipendere dalla
quota di mercato del fornitore. Nel primo caso, otteniamo un problema standard di
controllo stocastico impulsivo, in cui caratterizziamo la funzione valore e la politica
ottimale di gestione del prezzo. Nel secondo caso, la teoria classica non puo essere
applicata a causa delle singolarita nella funzione che definisce le penalita. Delineiamo
quindi una procedura di approssimazione e consideriamo infine condizioni piu forti
sui controlli, cosi da caratterizzare, anche in questo caso, il controllo ottimale.

Infine, studiamo una classe generale di giochi differenziali a somma non nulla e
con controlli di tipo impulsivo. Dopo aver definito rigorosamente tali problemi, forni-
amo la dimostrazione di un teorema di verifica: se una coppia di funzioni e sufficien-
temente regolare e soddisfa un opportuno sistema di disequazioni quasi-variazionali,
essa coincide con le funzioni valore del problema ed e possibile caratterizzare gli
equilibri di Nash. Concludiamo con un esempio dettagliato: indaghiamo l'esistenza
di equilibri nel caso in cui due nazioni, con obiettivi differenti, possono condizionare
il tasso di cambio tra le rispettive valute.
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Introduction

Due to recent liberalizations, in the last years many new operators entered the
market of energy. As a consequence, the competition is fierce and new financial
products appeared. Hence, there is the need to refine the existing pricing techniques
in order to adapt them to a continuously evolving framework and to design new
models to address the recent issues of the market: for a researcher in mathematical
finance, energy markets represent a fruitful source of new and stimulating problems.

Of course, it is not possible to briefly describe the active research areas in energy
finance, so we now just outline a couple of examples to provide a flavour of the
problems one can deal with. First, consider a contract which gives the holder the
right to buy energy at a fixed price, but with some local and global constraints; the
seller of such contract wants to estimate the arbitrage-free price, whereas the buyer is
interested in the optimal exercise policy: both these issues correspond to a stochastic
control problem with some constraints on the controls. As another example, we can
consider an energy retailer who has to decide when and how to intervene to adjust
the final price he asks to his customers; we still deal with an optimization problem,
but only a discrete number of interventions is here possible, so that impulse controls
represent the best model in this case. Finally, as the market is highly competitive,
in order to bring the models closer to reality one may also consider the presence of
other players; consequently, we no longer deal with one-player control problems and
we rather consider two-player stochastic games.

From a mathematical point of view, as anticipated in the previous examples, we
often deal with topics in stochastic control and differential game theory. However,
due to the particular constraints of the problems, the classical theory sometimes
does not apply and suitable adaptations (or, if not possible, different procedures)
are needed. In particular, in this thesis we focus on three problems, which we now
briefly introduce.

Chapter 1: optimal exercise of swing contracts. To hedge against the
risk of sudden rises in the price of energy, swing options are traded in the market:
these contracts fix the price of energy and allow a certain amount of flexibility to
the buyer, but they also give the seller the guarantee of a minimal purchase.

More in detail, the holder of a swing contract with penalties has the right, for
each s € [0, 7], to buy energy at a fixed unitary price K; however, the instantaneous
purchase intensity us has to belong to a fixed interval [0, u] and a penalty must be
paid if the total bought quantity Zy = fOT usds does not belong to a fixed range
[m, M]. The penalty usually depends on Zr and Pr, where P is a continuous-
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10 Introduction

time process which models the market price of energy. The problem of pricing such
contracts, as well as the problem of optimally exercising them, relies in the following
continuous-time stochastic control problem:

T ~
sup E {/ e " (Py — K)us ds — e " ®(Pr, Z7)| , (0.1)
ueA 0

where A is the set of [0, u]-valued progressively measurable processes u = {us}seo,77-
Classical theory - see, for example, [20] - here applies and we can characterize the
value function as the unique viscosity solution with quadratic growth of the corre-
sponding Hamilton-Jacobi-Bellman (HJB) equation, with suitable boundary condi-
tions. Moreover, some regularity and monotonicity results can also be proved.

A slightly different version of the option in (0.1) is also present in the market:
swing contracts with strict constraints are similar to the previous ones, but now
the holder is forced to respect the global condition Zp € [m, M]. In this case, the
optimization problem reads

T
sup E{/ e " (Ps — K)us ds|, (0.2)
0

ue Aadm

where A2I™ is the set of controls satisfying the final condition Zr € [m, M]. Unlike
the case in (0.1), here classical theory does not apply, due to the non-standard
integral constraint on the controls. Indeed, even if problems with an upper bound
on the integral of the controls have been studied in the literature, we here have both
an upper and a lower bound: to the best of our knowledge, such double constraint
has never been considered before.

This led us to consider a general class of integral-constrained stochastic control
problems in the form

T
sup E{/ e " L(s, Py, Zs,ug)ds + e "L ®(Pr, Z7) |, (0.3)
0

u€ Aadm

where Zg = [ g(r,u,)dr and A2™ g the set of controls u such that Zp € [m, M].
Since a simply adaptation of classical proofs is not possible, we use a penalty method:
the problem in (0.3) is the limit of appropriate unconstrained problems, where the
constraint has been substituted by a penalization in the objective functional. We
finally apply these general results to the problem in (0.2) and characterize the value
function as the unique solution of the HJB equation with quadratic growth.

Chapter 2: optimal price management in retail energy markets. We
consider a retailer who buys energy in the wholesale market and re-sells it to final
consumers. While the wholesale price can be modelled as a continuous-time process,
the final price is a piecewise constant process, due to binding clauses in the contracts.
Hence, the retailer has to decide when to intervene in order to change the price he
asks to his customers and how to set the new price.

Denote by X; the retailer’s unitary income form the sale of energy at time %,
i.e. the spread between the retail price and the wholesale price. In our model X;
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is a Brownian motion with drift and the retailer’s market share is given by ®(X,),
where ® € [0,1] is a truncated linear function: for every € R we set

®(z) = min {1, max{0, —1/A(z — A)} },

with A > 0 a fixed parameter. When setting his price management policy, the
retailer has to consider several elements: the profit by the sale of energy (corre-
sponding to X;®(X})), the operational costs (which we assume to be a quadratic
function of the market share) and the intervention penalties (here assumed to consist
in a fixed part and in a variable part, directly proportional to the market share).
If w = {(7%,0k)}x>1 denotes the retailer’s policy, i.e. the intervention times and
the corresponding shifts in the price process, we deal with the following stochastic
impulsive control problem, where b, ¢, A\ are non-negative parameters:

sng[/oo e (XiB(X,) - g<b(Xt)2)dt ~Seen (e A@(X(Tk)_))} |

0 E>1

In the case A = 0, classical results - see, for example, [32] - can be applied.
More precisely, we show that the standard formulation of the verification theorem
can here be used: we start from the classical quasi-variational inequalities for the
value function V, we define a candidate V for V and we finally show that V actually
corresponds to the value function, provided that a solution to a system of algebraic
equations exists. In the case where X; is modelled by a (scaled) Brownian motion,
we show that a solution to such system actually exists and we prove some properties
for the limit case ¢ — 0". In particular, this is the first time, to our knowledge,
that an asymptotic estimate for the continuation region is provided in the case of
impulse control problems.

The previous procedure does not apply in the case A > 0: the candidate value
function presents some singularities, so that the standard verification theorem, which
requires functions of class C!'(R), cannot be used. Hence, we try to approximate the
value function by a sequence of problems with smooth coefficients. However, even
if the approximation procedure is possible, this is still an open problem, due to the
concavity of the market share function in a singular point. Nevertheless, we finally
outline a way to circumvent the problem, provided that stronger conditions on the
controls are required.

Chapter 3: non-zero-sum stochastic differential games with impulsive
controls. Let us come back, for a moment, to the problem in Chapter 2. As energy
markets are highly competitive, we introduce a second retailer in our model and
assume that the market share of each player depends on the difference between the
final prices they ask. In so doing, we now consider a two-player stochastic game.
More precisely, let X? denote the unitary income of player i € {1,2} from the sale
of energy. Then, player ¢ wants to maximize

E { /O Tt (X;’@(X;’—Xg') —%@(Xf—Xf )Q)dt—;e_’”’i (Ci“i‘I’(Xfr@—‘X{fz;)—m ’
(0.4)
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where j € {1,2} with j # i and {7} }; are the intervention times of player i. Hence,
we deal with a non-zero-sum game with impulse controls.

Even if control problems and differential games have been widely studied in the
last decades, the case of non-zero-sum impulsive games has never been considered,
to the best of our knowledge. Indeed, related former works only address zero-sum
stopping games [21], the corresponding non-zero-sum problems [4] (with only one,
very recent, explicit example in [13]) and zero-sum impulsive games [14]. Hence,
motivated by the example above and the corresponding lack in the literature, we
here consider the non-zero-sum impulsive case: we provide a rigorous framework,
introduce Nash equilibria and prove a verification theorem for this class of problems.

More in detail, we consider a problem where two players can affect a continuous-
time stochastic process X by discrete-time interventions which consist in shifting
X to a new state (when none of the players intervenes, we assume X to diffuse
according to a standard SDE). Each intervention corresponds to a cost for the in-
tervening player and to a gain for the opponent. The strategy of player i € {1,2}
is determined by a couple ¢; = (A;,&;), where A; is a fixed subset of R? and &; is
a continuous function: player ¢ intervenes if and only if the process X exits form
A; and, when this happens, he shifts the process from state x to state &(x). Once
the strategies ¢; = (A4;,&;) and a starting point x have been chosen, a couple of
impulse controls u;(x; v1,v2) = {(Tik, 0ik) Fi<k<ns, is uniquely defined: 7,y is the
k-th intervention time of player i and ¢; x is the corresponding impulse. Each player
aims at maximizing his payoff, defined as follows: for every x € S C R" and every
couple of strategies (¢1, ¢2) we set

. s
J' (@501, 92) = E, [/ e 7 fi(Xs)ds + § e Pk g, (X(n,k)* ’ 5i,k)
0

1<k<M;: Ti,k<TS

+ Z e PiTikq)y (X(TM)— ) 5j,k) + e P75 hy (X(Ts)‘) ]l{Ts<+OO}} , (0.5)

1Sk‘§MJ 1T E<TS

where 4,7 € {1,2}, i # j and 7g is the exit time from S. The couple (¢7,p3) is a
Nash equilibrium if J*'(z; ¢}, ©5) > J' (501, 3) and J? (503, 05) > J* (@190}, 2),
for every strategies 1, 2.

Let us consider the following quasi-variational inequalities (QVI), where i,j €
{1,2} with j # i and M;, H; are suitable operators:

‘/;: = hia in 85,
M;V; = V; <0, in S, (0.6)
HiVi = Vi =0, in {M;Vj = Vj =0}, ‘

max {AV; — piV; + fi, MiV; = Vi} =0, in {M;V; —V; <0}

The main result of this chapter is the Verification Theorem 3.8: if two functions
Vi, with i € {1,2}, are a solution to (0.6), have polynomial growth and satisfy the
regularity condition

Vi e CQ(Dj\aDZ‘)ﬂCl(Dj)ﬂC(S), (0.7)

where j € {1,2} with j # ¢ and D; = {M;V; —V; < 0}, then they coincide with the
value functions of the game and a characterization of the Nash strategy is possible.
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We remark the importance of (0.7). When imposing the regularity conditions,
one usually needs to solve a system of algebraic equations, as the candidate solutions
to the QVI problem are piecewise defined. In general, if the regularity conditions are
too strong, the system may have more equations than parameters, with no possibility
to apply the verification theorem. This is the main weakness of [4]: indeed, the only
application of [4] is [13], where relaxed conditions are needed. In our case, the system
is formally solvable (same number of equations and parameters, as we will see): an
important contribution in this chapter consists in providing regularity conditions
which allow to practically apply the verification theorem.

In the final part of the chapter we apply the verification theorem in a detailed
example. The problem in (0.4) presents, as a matter of fact, a complicated structure
and is currently subject of ongoing research. So, we here provide a simpler one-
dimensional example. More precisely, we consider two countries which can affect
the exchange rate between their currencies: the countries have different goals and
we investigate the existence of Nash equilibria for this problem.
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Chapter 1

Optimal exercise of swing
contracts in energy markets

Based on [3]: M. Basel, A. CESARONI, T. VARGIOLU, Optimal ezercise of swing

contracts in energy markets: an integral constrained stochastic optimal control prob-
lem, STAM J. Finan. Math. 5 (2014), no 1, 581-608.

Abstract. We characterize the value of swing contracts in continuous time
as the unique viscosity solution of a Hamilton-Jacobi-Bellman equation with
suitable boundary conditions. The case of contracts with penalties is straight-
forward, and in that case only a terminal condition is needed. Conversely, the
case of contracts with strict constraints gives rise to a stochastic control problem
with a nonstandard state constraint. We approach this problem by a penalty
method: we consider a general constrained problem and approximate the value
function with a sequence of value functions of appropriate unconstrained prob-
lems with a penalization term in the objective functional. Coming back to the
case of swing contracts with strict constraints, we finally characterize the value
function as the unique viscosity solution with polynomial growth of the HJB
equation subject to appropriate boundary conditions.

Keywords: swing contracts, energy markets, stochastic control, state constraints,
penalty methods, dynamic programming, HJB equation, viscosity solutions.

1.1 Introduction

Energy is traded in financial markets, in its various forms (electricity, coal, gas, oil,
etc.), mainly through two types of contracts, namely forwards and swings. Forward
contracts are obligations between two parts to exchange some amount of energy, in a
specified form (electricity or some fuel) and for a prespecified amount of money: once
settled, this contract is strictly binding for both the parts, giving no flexibility to
them. Conversely, swing contracts give a certain amount of flexibility to the buyer,
while also giving the seller a certain guarantee that a minimum quantity of energy
will be bought. This is due to the fact that energy storage is costly in the case of

15



16 Optimal exercise of swing contracts

fuels and almost impossible in the case of electricity; moreover, energy markets are
influenced by many elements (peaks in consumes related to sudden weather changes,
breakdowns in power plants, financial crises, etc.). As a consequence, the price of
energy is subject to remarkable fluctuations, so that flexibility is much welcomed by
contract buyers.

The flexibility in swing contracts is implemented in this way (we here follow the
approach in [5] and model the contract in continuous time): for a fixed contract
maturity 7' (usually one or several years), the buyer can choose, at each time s €
[0, T, to buy a marginal amount of energy u(s) € [0, u] at a prespecified strike price
K, thus realizing a marginal profit (or loss) equal to (P(s) — K)u(s), where P(s) is
the spot price of that kind of energy. This gives to the buyer the potential profit (or
loss)

T
/0 "5 (P(s) — K)u(s) ds,

with r > 0 the risk-free interest rate.

However, the energy seller usually wants the total amount of energy Z(T) =
fOT u(s) ds to lie between a minimum and a maximum quantity, that is Z(7T) €
[m, M]. This is implemented in two main ways. The first way is to impose penalties
when Z(T) ¢ [m, M], i.e. to make the buyer pay a penalty ®(P(T), Z(T)), where
®(p, z) is a contractually fixed function, null for z € [m, M] and convex in z. The
second way is to impose the constraint Z(7T') € [m, M| to be satisfied strictly, i.e. to
force the buyer to withdraw the minimum cumulative amount of energy m and to
stop giving the energy when the maximum M has been reached.

We are interested in the problem of optimally exercising a swing contract in both
the cases. This problem can be modelled as a continuous time stochastic control
problem: our aim is to study the corresponding value function and to characterize
it as the unique viscosity solution of the related Hamilton-Jacobi-Bellman (HJB)
equation. Swing contracts are treated either in discrete time [1, 2, 17, 24] via the
dynamic programming principle and Bellman equations or in continuous time [5, 19]
only by reporting a verification theorem for a smooth solution of the HJB equation,
without reporting existence or uniqueness results for that. Besides, we also extend
the approach in [5, 19], which only treat the case m = 0, to the case when m > 0,
which is the most relevant case in practical applications (in fact, [28] reports that
typically m € [0.8M, M]). We also refer to [12], where swing contracts in continuous
time are treated in continuous time with multiple stopping techniques, and [6],
where swings are priced using a discrete-time backward scheme for solving BSDEs
with jumps.

In the case of swing contracts with penalties, we get a standard stochastic control
problem, as the maximization of the final expected payoff for a buyer entering in
the contract at a generic time ¢ € [0, 7] is given by

~ T ~
V(t,p,z) = sup Ky, [ / e (P(s) — K)u(s) ds — e " T0®(P(T), Z(T))| ,

u€ A t
(1.1)
with (¢, p, z) € [0, T]xR2, where A; is the set of [0, u]-valued progressively measurable
processes u = {u(s)}set,r)- Thus, in this case classical theory (see [16, 18, 20]) can
be applied: see Section 1.2.
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Conversely, swing contracts with strict constraints give rise to a stochastic control
problem with integral constraints in the control:

T
V(t,p,z) = sup Etpz[ /t e " (P(s) — K)u(s) ds|, (1.2)

ueA2dm

with (¢, p, z) in a suitable domain D C [0, T] x R?, where A2I™ is the set of processes
u € Ay such that Pyy.-a.s. Z05U(T) = z + ftT u(s) ds € [m, M]. Due to the presence
of the constraint on Z%%%(T), here classical theory does not apply.

This motivates us to consider in Section 1.3 a more general class of integral
constrained stochastic problems in the form

T
V(t,p,z)= sup K, [ / e "GV L(s, P(s), Z(s), u(s))ds+e " TDO(P(T), Z(T))|.
ueApdm t
(1.3)

with (£,p,2) in a suitable domain D C [0,7] x R" x R, where A2I™ is the set of
processes u € A; such that, Pyy.-a.s., Z(T) = z + ftTg(s,u(s)) ds € [m, M].

Control problems with integral constraints are classical in control theory, for
instance they naturally arise in applications: e.g. control problems with bounded LP
norm of the controls, control problems with prescribed bounded total variation or
total energy of the trajectories, control systems with design uncertainties. However,
the dynamic programming approach presents several technical difficulties. The main
one relies on the fact that the dynamic programming principle is not satisfied directly
by the value function and the problem has to be attacked differently. As for the case
of deterministic systems, we refer to [30, 34] and references therein. As for the case
of stochastic controls, the upper bound Z(7T') < M is analogous to the constraint of
the so-called finite fuel problems, which are optimal control problems with an upper
bound on the integral of the absolute value of the controls (see e.g. [20, Chapter
VIII] for an introduction to the problem, [29] and references therein). Instead, the
lower bound Z(T') > m is nonstandard. In the particular case of Equation (1.2), and
only with m = 0, such a bound has been studied (treated in [5] and generalized in
[19], still with m = 0). However, we already said that this case is quite unrealistic,
as the seller wants to be sure to sell some amount of energy, so typically m > 0.

Note that the control problem in (1.3) can be interpreted as a state constraint
control problem in the following way. First of all, the integral constraint on the
control can be written as a terminal constraint on the state variables (P(s), Z(s)):
they have to satisfy a.s. (P(T),Z(T)) € G, where G is a closed set in R"*. In our
case G = R" x [m, M]. Then, we introduce the set of points such that G is reachable
from (t,p, 2), i.e.

D = {(t,p.2) € [0,T] x R" x R : 439" £ 0},

Thus, we can rewrite the value function as

T
V(t,p,z)= sup Etpz{/ e_’"(s_t)L(s,P(s),Z(s),u(s))ds—i—e"’(T_t)(I)(P(T),Z(T)) ,

u€AMm t

with the constraints that (P(s), Z(s)) € D a.s. for all s € [t,T].
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Note that here D is not given explicitly, but it is defined by a stochastic target
problem. In [8], a similar stochastic control problem has been considered, with
G ={(p,z) € R" xR | g(p,z) > 0} and g(p,-) increasing and right continuous.
In this case, though, differently from our case, the set D can be described as the
epigraph of a continuous function, that is D = {(¢,p, z) | w(t,p) > z}. We also refer
to [7] where reachable sets for state-constrained controlled stochastic systems have
been studied.

To study our problem, we adopt a classical penalization method. We introduce
the set D C D (which is the set of points such that the interior of G is reachable
from (¢, p, z), for precise definition we refer to Section 1.3.1) and we show that in D
the function V' in Equation (1.3) is the limit of the value functions V¢ of suitable un-
constrained problems, where the constraint has been substituted by an appropriate
penalization in the objective functional. This convergence result is obtained under
a technical assumption, see Assumption 1.9, ensuring that, roughly speaking, given
a control in A™ we can modify it in order to steer the trajectory in the interior
of GG, not paying too much in the cost functional. This result is contained in The-
orem 1.11 and Corollary 1.12. In Propositions 1.15 and 1.16 we prove that, under
suitable assumptions, the function V(t,-, z) is Lipschitz continuous and a.e. twice
differentiable. In Section 1.3.4 we show that Assumption 1.9 is satisfied in the cases
g(s,v) =wv and g(s,v) = |[v|P (p > 1), if f and o satisfy appropriate conditions.

In Section 1.4 we apply these general results to the problem in (1.2). In this case
stronger results will be achieved, since it can be proved directly that the value func-
tion is continuous not only in D C D but in the whole domain D (Proposition 1.19
and 1.21). Thus, V can be characterized as the unique continuous viscosity solution
with polynomial growth of the HJB equation under suitable boundary conditions
(Theorem 1.22). As for the regularity of the value function, besides the above cited
general results about the variable p (Proposition 1.23), we prove that V(t,p,-) is
concave and study its monotonicity (Proposition 1.24).

The structure of the paper is as follows. In Section 1.2 the evaluation problem
for a swing contract with penalty is studied. Section 1.3 deals with a general class of
constrained control problems, as in Equation (1.3). Finally, in Section 1.4 we deeply
analyze the problem, outlined in (1.2), of the optimal exercise of swing contracts
with strict constraints.

Notations. By || - ||« we denote the sup-norm. If B € M;;(R) (i.e. a real ¢ x j
matrix), B! denotes the transpose of B and tr(B) denotes its trace. By B(z, R) we
mean the closed ball in R” with center z and radius R. If O C R" and k € N, we
denote by CF(O) (resp. C}’;(O)) the set of functions of class C*(O) whose derivatives
up to order k are bounded (resp. are polynomially growing). If 4 is a function from
(t,p,z) € ACRXR"” xR to R, by 94,1, we mean the derivatives with respect to ¢
and z and by Dy, DZ¢ we mean the Jacobian and the Hessian matrix with respect
to the variable p.

1.2 Swing contracts with penalties

In this section we consider the problem of the optimal exercise of swing contracts with
penalties described in the Introduction: to this purpose, we formalize a continuous
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time model to which we apply classical results in stochastic control.

Let 7' > 0 and fix a filtered probability space (Q, Fr, {Fs}scjo,7]; P) and a real
{Fs}s-adapted Brownian motion W = {W(s)}scjo,r- Let t € [0,T] and p > 0. We
model the price of energy through a stochastic process { P*P(s)} selt,r) Which satisfies
the SDE

dP"P(s) = f(s, P"(s))ds + o (s, P"P(s))dW (s), s € [t,T], (1.4)
with initial condition P*?(t) = p. We assume
f,0eC([0,T] x R; R),

R 1.5
|f(t,p) — f(t, @) +|o(t,p) —o(t,q)| < Clp—q| Vp,q €R, Vte[0,T], (15)

where C' > 0 is a constant.

In each s € [t,T], the holder can buy energy at a fixed unitary price K > 0
and with purchase intensity u(s) € [0,u], where @ > 0 is a constant: this gives
a net instantaneous profit (or loss) of (P*?(s) — K)u(s). Let A; be the set of all
[0, u]-valued progressively measurable processes u = {u(s)} e, (i-e. all the possible
usage strategies of the contract). Let z be the amount of energy purchased until
time ¢ and let u € A; be an exercise strategy from time ¢ on; for each s € [¢t,T] we
denote by Z%#%(s) the energy bought up to time s:

Zt,z;u(s) =5 _|_/ u(T)dT, S € [t,T].
t

If the globally purchased energy Z%%%(T) does not fall within a fixed range
[m, M] (m, M € R, with m < M), the holder must pay a penalty ®(PY?(T), Z4%4(T)),
where ® is a function from R? to R. In the typical case (see, for example, [1, 2, 18])
the penalty is directly proportional to P“?(T)* and to the entity of the overrunning
or underrunning: this is obtained by setting

P(p,z) = —Ap*(z = M)* — Bp™(m — 2)*,

for all (p, z) € R?, where A, B > 0 are suitable constants. In several practical cases,
A = B. However, other kind of penalties are possible (see e.g. [24]): typically p*,
representing the spot price at the end T of the contract, is replaced either by an
arithmetic mean of spot prices (thus requiring another state variable in the problem)
or by a fixed (high) penalty. In the light of the above discussion, we assume that,
for all p € R,

O(p,z) =0, Vz € [m, M],

®(p, ) is concave,

|®(p+ h,z) — B(p,2)| < Ch(1+2]), V2 €R,h >0,

|B(p, 2 + h) — B(p,2)| < Ch(1+ |p|), Yz € R, k>0,

where C > 0 is a constant.
Let » > 0 be the risk-free rate. We get a stochastic optimal control problem,
with the following value function:

V(t,p,z) = sup J(t,p, z;u), (1.7)
uG.Az
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for each (¢,p, z) € [0,T] x R?, where

~ T ~
J(t7p, z;u) = Etpz [/ efr(s—t)(Pt,p(s) _ K)u(s)ds + efr(Tft)q)(Pt,p(T)’ Zt’z;“(T))
t

and by E,, we denote the mean value with respect to the probability P (subscripts
recall initial conditions).

Problem (1.7) belongs to a widely studied class of control problems: by well-
known classical results, summarized in Theorem 1.1, the value function is the unique
viscosity solution of the corresponding Hamilton-Jacobi-Bellman equation subject
to appropriate conditions (we refer to [15] for the definition of viscosity solutions).

Theorem 1.1. Under assumptions (1.5) and (1.6), the function V is the unique
viscosity solution of

~ ~ ~ 1 ~
- ‘/t(t)p’ Z) + ’I”V(t,p, Z) - f(t’p)‘/p(t7p7 Z) - 502(t7p)‘/1!7p(t7p) Z)

+ min [o(Va(tp,2) +p = K) =0, Vi(tp2) € [0.TXE?, (1)
vel0,a

with final condition

V(T,p,z) = ®(p,2), Y(p, z) € R?, (1.9)
and such that
V(t,p,2)| < COL+pf* +|2[*),  V(t,p.2) €[0,T] x R?,
for some constant C > 0.

Proof. See Theorem 1.10, of which this theorem is a particular case. O

We now list some properties of the function V with respect to the variables p
and z. Let us start by proving regularity results with respect to the variable p.

Proposition 1.2. Under assumptions (1.5) and (1.6), for each (t,z) € [0, T]xR the
function V(t,-, 2) is Lipschitz continuous, uniformly in t. Moreover, the derivative
Vio(t,p, 2) exists for a.e. (t,p,2) € [0,T] x R? and we have |V,(t,p, z)| < My(1+|z|),
for some constant My > 0 depending only on u, T', C' and on the constants in (1.18)
and (1.21).

Proof. Let (t,p,z) € [0,T] x R?, h > 0 and u € A;. By estimate (D.8) in [20,
Appendix D] we have

|J(t,p+ h, z;u) — J(t,p,z;u)|
T
< Egpe [/ |PPPH(s) — PYP(s)| Ju(s)|ds + C|P"PH(T) — PYP(T)| (1 + | Z8*(T)])
t

< TaEys [| PP () = PUP()]|oo] + CBep: [ PP () = PYP() o) (1 + |2] + aT)
< Mi(1+|2])h, (1.10)

where M > 0 is a constant. Since (1.10) holds for each u € A;, we get

\V(t,p+h,z) = V(t,p,2)| < Mi(1+ |z[)h. (1.11)
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The function V(t, -, z) is therefore Lipschitz continuous, uniformly in ¢, and then
a.e. differentiable by the Rademacher theorem (see [23]). By standard arguments
(see [23]) it is possible to prove that the set of points where ‘7p(t, p, z) does not exist
is measurable in [0,7] x R? then by Fubini theorem it follows that Y~/p(t, D, ) exists
for a.e. (t,p, z) € [0,T] x R2. The estimate on the derivative immediately follows by
(1.11). O

In the following proposition we collect some results about smoothness and mono-
tonicity of the function V' with respect to z.

Proposition 1.3. Under assumptions (1.5) and (1.6), for each (t,p) € [0,T] x R
the function V(t,p,-) is

- Lipschitz continuous, uniformly in t. Moreover, the derivative Vz(t,p, z) exists
for a.e. (t,p,z) € [0,T] x R? and we have HN/Z(t,p, 2)| < Ma(1+ |pl|), for some
constant Ms > 0 depending only on u, T, C' and on the constants in (1.18)
and (1.21).

- concave and a.e. twice differentiable;

- non-decreasing in | — oo, M — (T' — t)u] and non-increasing in [m,+oc[. In
particular, if M — (T — t)u > m then the function V(t,p,-) is constant in
[m, M — (T — t)u] (they all are mazimum points).

Proof. Item 1. Let (t,p,z) € [0,7] x R?, h > 0 and u € A;. Recall the following
estimate from [20, Appendix DJ: for each k& > 0 there exists a constant By > 0,
depending only on @, 7', C' and on the constants in (1.18) and (1.21), such that

Ep: [ P74 (-)lI5] < Br(1+ [pl®). (1.12)
By this and the Lipschitzianity of ®(P'?(T),-) we have
[Tt 9,2 + hyw) = J(t,p, 230)] < CByps[(1 + |[PYP(T)]) [ 287H4(T) — 255(T)]
< Ch(L+ Eep:[| PPP(T)]]) < Ma(1 + [p)h,

where My > 0 is a constant. Then argue as in Proposition 1.2.
Item 2. Let (t,p) € [0,T] X R, 21,20 € R and wuj,us € A;. Notice that (u; +
UZ)/2 € A; and that
Ztzu (T) + AR (T)

(T) = . . (1.13)

z1+z29  ujtug
’ 2

Zb 3

By the concavity of the function ®(P!?(T),-) and by (1.13) we have

J(t,p,z1;u1) + J (L, p, 22; u2) <f<tp 21+22.U1+U2> <V<tp Z1+2’2)

2 2 2 2
(1.14)
Since (1.14) holds for each uy,us € A, we get

V(t,p,z1) + V(L p, 22) <7 <t 21 + Zz)

2 2
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and then the concavity of the function V (t,p,-). The a.c. existence of the second
derivative follows from the Alexandrov theorem.

Item 3. Let (t,p) € [0,T] xR, 21 < 29 < M — (T — t)u (the case m < z1 < z9 is
similar) and u € A;. Since

T
Zt,z1;u(T) < Zt722§U(T) = 29 + / u(s)ds < 2+ (T - t)a < M
t

and since the function ®(P?(T), ) is non-decreasing in ] — co, M] (as it is concave
and null in [m, M]), we have that

J(t,p, z15u) < J(, p, 22;u). (1.15)
As inequality (1.15) holds for each u € A, we get
V(tap7 Zl) < V(tvp’ ZQ)‘

The second part immediately follows, since | — oo, M — (T —t)a]N[m, +oo[= [m, M —
(T — t)u). O

The monotonicity result in Proposition 1.3 is described in Figure 1.1.

%

M} non-increasing
Vit p, )

m
0 / L
M-L‘JT/ v

non-decreasing
Vit p, )

Figure 1.1: monotonicity of V(t,p, )

The third part of Proposition 1.3 implies in particular that for suitable ¢ and for
all p, the function V' (¢, p,-) is constant in an interval. As a matter of fact, this was
foreseeable: it is easy to check that if M —(T—t)u > m and z € [m, M —(T—t)u] then
Z454(T) € [m, M] for each u € Ay, so that the penalization term in the objective
functional vanishes and the initial value z does not influence the value function.

Remark 1.4. As observed in [5, Equation (3.9)], by (1.8) a candidate optimal
control policy is

a i Vit,p,2) >p— K,

v (1.16)
0  ifVit,p,2) <p— K.

u(t,p, z) = {

Notice that by Proposition 1.3 the candidate in (1.16) is a.e. well-defined. Moreover,
since V' 1is concave in z, for each fized (t,p) there exists Z(t,p) € [—o0, +00] such
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that Vz(t,p, z) < p— K if and only if z > Z(t,p): for t fixed, the function zZ(t,-)
(which in [5] is called exercise curve) can be used to write u as

_Ju if z < Z(t,p),
ult,p,2) = {0 if z > Z(t,p). (1.17)

1.3 Integral constrained stochastic optimal control

Let us now consider the problem, outlined in the Introduction, of optimally exercis-
ing swing contracts with strict constraints. Due to the presence of the constraint,
in this case it is not possible to argue as in Section 1.2 and use classical results in
control theory. This motivates us to study a more general class of stochastic opti-
mal control problems with integral constraints, of which swing contracts with strict
constraints will be a particular case.

1.3.1 Formulation of the problem

Let d,I,n €N, r>0,T >0 and m, M € R with m < M. Let U C R! be nonempty
and f,o,g,L,® be functions satisfying the following assumptions:

Assumption 1.5. i) U is a compact subset of R!;

ii) f € C(0,T] x R* x U;R™), 0 € C([0,T] x R* x U; M,,q(R)) and there exists
a constant C' > 0 such that

[f(t,p,v) = f(t,q,0) < Clp—ql, Vp,q €R", V(t,v) € [0,T] x U,

1.18
0(t,p,0) — o(t,0,0)| < Clp—al, Vp g €RY, Y(t0) € [0,7) x U; )

iii) g € C([0,T] x U;R);

w) L € C([0,T] x R" x R x U;R), ® € C(R" x R;R) and there exist constants
C,k > 1 such that

|L(t,p,z,v)| < C(1L+ |p|* +|2|%), ¥V(t,p,z0v)€[0,T] xR" xR x U,

B(p, 2)| < C(1+Ip/* +|2["),  V(p,2) €R" xR,
(1.19)

Moreover, for each compact subset A C R*T1 there exists a modulus of conti-
nuity w4 such that

|L(t,p, z,v) = L(t, ¢, y, v)| S wr(lp —ql + [z = yl), (1.20)
for all (t,v) € [0,T] x U and for all (p,z),(q,y) € A.

Notice that conditions (1.18) implies that

ftpo) <CA+1pl),  V(tp,v)€[0,T] xR* x U, (1.21)
o(t,p,v C’ '

o(t,p,0)| <C(A+pl),  V(t,p,v) €[0,T] xR" x U,

where C' > 0 is a constant.
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Let (Q, Fr,{Fs}sepo,r); P, W) be a fixed filtered probability space where a d-
dimensional {F}s-adapted Brownian motion W = {W(s)}scjo,r) is defined. If
t € [0,7T], let A; denote the set of all U-valued progressively measurable processes
u = {u(s)}sep, 1) (controls) such that for each p € R™ the n-dimensional stochastic
differential equation.

PP (s) = f(s, P'P"(s), u(s))ds + o (s, PP (s),u(s))dW (s), s € [t,7],

(1.22)
with initial condition
PrEn(t) = p, (1.23)
has a pathwise unique strong solution.
Let t € [0,T], z € R, u € A; and let
S
ZV50(s) = 2 +/ g(T,u(r))dr, s€t,T]. (1.24)
t

A control u € A; is called admissible if the process Z»*% a.s. reaches the interval
[m, M] at the final time 7"

-A?Sm = {U e A Zt’Z;u(T) € [m, M] ]P’tpz—a.s.}.

We will often write P* and Z%, in order to shorten the notations.

Given (t,z) € [0,7] x R and A C R, we say that A is reachable from (t,z) if
there exists a Borel measurable function u from [t, 7] to U (notice that then u € A;)
such that ZH%%(T) € A. Let D,D,D? (for 0 < p < (M —m)/2) denote the subsets
of [0,7] x R™ x R defined by

D ={(t,p,z) € [0,T] x R" x R : [m, M] is reachable from (¢, z)},
D= {(t,p,2) € [0,T] x R"™ x R : |Jm, M| is reachable from (¢,z)},
DP ={(t,p,z) € [0,T] x R" x R : [m + p, M — p] is reachable from (t,z)} .

Notice that |J 0 DF=DCD. Itis easy to prove that these sets are nonempty.

Lemma 1.6. The sets D,ﬁ,D"’ are nonempty.

Proof. Let 0 < p < (M —m)/2. As D* C D C D, it suffices to show that D? # @.
Since g([0,T] x U) = [£1, &), for suitable (Z,2) € [0,T] x R we have that ZH%%(T) €

Z+&(T—1),2+&(T —t)] C [m+ p, M — p] for each Borel measurable function u
from [t, T] to U, and thus (¢,p, Z) € D” (arbitrary p € R). O

If (t,p,z) € D, by Eyp. we denote the mean value with respect to the probability
Py, = P (subscripts recall initial data). We can now define the value function.

Definition 1.7. We set
V(t,p,z) = sup J(tp,zu), (1.25)
uE Apdm
for each (t,p, z) € D, where
T
J(t,p, 2 u) = Etpz [/ e—r(s—t)L(S’ Pt’p;“(s), Zt’Z;“(s),u(s))ds
t

+ e TIDe(PEPY(T), Z55(T)) | .
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Let us prove that the value function (1.25) is well defined.

Lemma 1.8. The expectations in (1.25) are well posed, V(t,p, z) < oo and
V(t,p,2)| <T(1+ p|* + 2", (1.26)

for each (t,p,z) € D, where k is as in (1.19) and I' > 0 is a constant depending only
onU, T, C, C, C and maxg. Moreover, D is the maximal set in which expression
(1.25) makes sense.

Proof. First of all, notice that A™ # & if and only if (¢,p, z) € D for each p € R™.

Recall estimate (}.12): it can be shown that Bj, depends only on the set U and on
constants T', C, C' (see [20, Appendix D]. By (1.19) and (1.12) we have

T
]Etpz [ ’/ e"’(s_t)L(s, Pt’p;"(s), Zt’Z;u(S),U(S))dS + e—r(T—t)q)(Pt,p;U(T)’ Zt,z;u(T))H
t

T
< CEype [/ (14 [PUPu(s)|F 41255 (5)|F)ds + (1 + [ P2 (T)|* + Zt’z;“(T)lk)}
t

< CiEgpe[1+ [ PP + 1255 () 1]
< Cy(1+|pl* + [2[7), (1.27)

for suitable constants Cy,Cy > 0. O
We also require the following assumption to hold.

Assumption 1.9. Given 0 < p < (M —m)/2 and a compact subset A C DP,
there exist & > 0 and a function 0 < n < (M — m)/2, both depending only on
p, A, T and U, with the following property: for each 0 < ¢ < &, (t,p,z) € A,
u € AM™ there exists @ € Ay such that |J(t,p,z;u) — J(t,p, z;4)| < € and that

tz

a.s. ZV5YT) € Im +n(e), M —n(e)].

In Section 1.3.4 we will give two examples of wide classes of problems satisfying
Assumption 1.9.

1.3.2 Approximating problems

We would like to obtain for the problems of Section 1.3.1 the standard results in
unconstrained control theory: continuity of the value function and characterization
of the value function by the Hamilton-Jacobi-Bellman (HJB) equation. A straight-
forward approach is not possible, since condition u € A?Sm prevents from simply
adapting classical proofs.

The idea is then the following: to define suitable unconstrained problems which
approximate our constrained problem and then to obtain the properties of the value
function (1.25) through a limiting procedure. The construction of the approximating
problems is based on the idea of penalizing the case Z%*“(T) ¢ [m, M] by adding a
suitable term in the objective functional. In particular, we need, as a key point in
the proof of Theorem 1.11, that lim, ®¢(m) = lim. ®¢(M) = —oo and that definitely
®¢(z) = 0 for each z €]m, M|[; for this reason we choose the following penalization
functions.
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Given ¢ > 0, let ®¢ be the function from R to R defined by

(R (=P

for each z € R. Let the assumptions of Section 1.3.1 hold and consider the following
unconstrained problem:

VEe(t,p, z) = sup J(t,p, z;u), (1.29)
ue Ay

where (¢,p,z) € [0,T] x R" x R,

T
JO(t, p, 23 u) = By, [ / e T L(s, PYPU(s), Z55Y(s), uls))ds
t

+ efr(Tft)(I)(Pt,p;u(T)7 Zt,z;u(T)) + efr(Tft)(I)C(Zt,z;u(T))

and this time the maximization is performed over the set A; of all controls.

Problem (1.29) is a classical unconstrained stochastic control problem; therefore,
by classical results, the function V¢ is characterized by the HJB equation. Here is
the precise statement.

Theorem 1.10. Let the assumptions of Section 1.3.1 hold and let ¢ > 0 and k as
in (1.19). Then V¢ is the unique continuous viscosity solution of

-Vt p,z) +rVe(t,p, z) + Hél[l]l [—f(t,p, v) - DpVE(t,p,z) — g(t,v)Vi(t,p, 2)

—%tr(a(t,p,v)at(t,p, v)DﬁVC(t,p, z))—L(t,p,z,v)} =0, VY(t,p,2) € [0, T[xR"xR,
(1.30)

with final condition

VT, p,z) = ®(p,z) + ®°(2),  V(p,z) € R", (1.31)
and such that

Ve(t,p,2)] < CL+[pl* +|21%),  ¥(t,p,2) €[0,T] x R xR,

for some constant C > 0.
Proof. The value function is a viscosity solution of (1.30) by a standard result in
unconstrained control theory (the proof, for instance, can be achieved by slightly

modifying the arguments in [20, Chapter IV]). As for uniqueness, see [16, Thm. 3.1].
O
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1.3.3 Properties of the value function

We now prove the central result of this paper: the value functions V¢ in (1.29)
converge, uniformly on the compact subsets of each D”, to the value function V'
in (1.25). On one hand, this results provides an approximation of V' (recall the
characterization of the functions V¢ in Theorem 1.10); on the other hand, in such a
way V inherits continuity from the functions V°.

Theorem 1.11. Let the assumptions of Section 1.3.1 hold. Then, as ¢ — 400, the
functions V¢ converge to V' uniformly on compact subsets of D, for each 0 < p <
(M —m)/2.

Proof. Let 0 < p < (M —m)/2, A be a compact subset of D? and R > 0 be such
that B(0, R) O A. For each ¢ > 0, we have to prove that there exists § > 0 such
that

sSup Jc(t7p7z;u) — sup J(t,p,Z7U) < g, (132)
uc Ay ugAzdm
for each ¢ > ¢ and (t,p, z) € A.

Step 1: lower bound for V¢ in A. By definition of D, for each (¢,p,z) € A let
Up. be a Borel measurable function from [¢,7T] to U such that Z"“»+(T) € [m +
p, M — p]. Since [m + p,M — p| C [m + 2, M — c_%] for ¢ > p~2, notice that
JE(t, p, z; uspz) = Kyp. for a suitable constant Ky, for all ¢ > p~2. By estimates as
in (1.27), it is easy to show that, for a constant C; > 0 and for k¥ > 0 as in (1.19),
we have |Ki,.| < C1(1+ [p|¥ + |2/*) < C1(1 + 2RF) for each (t,p,z) € A, so that
K :=inf, )ea Kip. € R. Therefore,

Ve(t,p,z) > J(t,p, 25 uspz) = Kip, > K, (1.33)
for each (¢,p,z) € A and ¢ > p~2.

Step 2: new formulation of (1.32). Let (t,p,z) € A. For each n € N we set

1 1
B’ZPZ = {'LL S At : T < Ptpz(Zu(T) ¢ [m,M]) < } .
n

1 n

Let ¢ > p~2, n € N and u € BP*. By noting that ¢ < 0 and that d¢(z) < —4/c for
x ¢ [m, M] and by estimates as in (1.27), we have

Jo(t,p, z5u) = J(t,p, 23 u) + Eps [e”’(T’t)@C(Z“(T))}

< J(t,p, z3u) + Egp. [G_T(T_t)q)c(zu(T))]I{Z“(T)gé[m,M}}
< Co(1+ [pl* + [21%) — e Ve Py (ZH(T) ¢ [m, M)

< (1 +2RY) — T Y 1.34
b(1+ 209 — T VE (139
for a suitable constant Co > 0. By (1.34) it follows that for each n € N there exists
c(n) > p~2 such that
J(t,p, z;u) < K,

for each ¢ > ¢(n) and u € B?, with K as in Step 1. By (1.33) we thus get

sup J¢(t, p, z;u) = sup J(t, p, 2 u), (1.35)
u€A UEANU psemic(iy<e} prz



28 Optimal exercise of swing contracts

for each ¢ > p~2. The sequence {c(n)}, is obviously increasing; hence, there exists
a function m from [p~2, +o0[ to N such that {i € N: c(i) < ¢} = {1,...,m(c)} for
each ¢ > p~2. As a consequence, we can rewrite (1.35) as follows:

sup J(t,p, z;u) = sup J(t,p, z; u). (1.36)
uEAt UE.A \Um(c Btpz

Notice that m(-) is increasing and that m(c) — +oc.
Let € > 0. By (1.36), for ¢ > p~2 inequality (1.32) is equivalent to

—e< sup J(t,p,z;u) — sup J(t,p,z;u) <e. (1.37)
UEAt\U?;(f) B;_tpz ueAzdm

Therefore, we have to prove that there exists § > p~2 such that (1.37) holds for
each ¢ > § and for each (¢,p,z) € A. In Step 3 we will prove the right inequality in
(1.37), while in Step 4 the left inequality will be proved, thus concluding the proof.

Step 3: right inequality in (1.37). Let us show that there exists 1 > p~2 inde-
pendent of (¢,p, z) € A such that

sup J(t,p,z;u) < sup J(t,p,z;u) + €, (1.38)
u€ANURY BIP* ueAF™

for each ¢ > ;. Since J¢ < J, by (1.38) we get the right inequality in (1.37).
Let ¢ > p~2, (t,p,2) € A, u € .At\Um(C fpz We set

" ={Z*(T) ¢ [m, M]};

notice that 0 < Py, (II*) < 1/(m(c) +1). Let @ be the process defined in the
following way: @ coincides in II* with the process which assures the reachability of
[m+ p, M — p] (see the definition of D?), and @ = uw in Q\ II*. A simple check shows
that @ € A; and that

ZUT) € [m, M] Pip.-a.s. (1.39)

By recalling that @ = u in Q\ II%, by the Holder inequality (twice) and by estimates
as in (1.27), we obtain that

_ w1 CO3(1+2R*

m(c) + 1)%
for some constant C3 > 0. Then, by (1.40) and (1.39) it follows that

. (1.40)

k k
J(t,p,z;u) < J(t,p,2;0) + M < sup J(t,p,zu) + w.
(m(c) +1)2  ueagm (m(c) +1)2
This inequality holds for each (¢,p,2) € A and u € A; \ Uini(f) prz. Since m(c) —
+o00, for sufficiently large ¢ (and this choice is independent of (¢, p,z) and u), we
have that C3(1 + 2R¥)/(m(c) + 1)% < g, thus obtaining (1.38).

Step 4: left inequality in (1.37). We still have to prove the left inequality in
(1.37), i.e
sup J(t,p,z;u) < sup J(t,p, z;u) + €, (1.41)
ue Azdm ueAt\Um<c) szz



Optimal exercise of swing contracts 29

for ¢ > 5, with o > p~2 independent of (¢,p, z) € A.
Let ¢ > p~2, (t,p,2) € A and u € AX™. By Assumption 1.9, let @ € A; be such
that

| J(t,p, z3u) = J(t,p,z;0)| < ¢ (1.42)

and with the property
ZUT) € [m+n(e), M —n(e)] Pyp.-a.s. (1.43)

First of all notice that
i€ Apm c AN\ UMY B (1.44)

By (1.42) we obtain that

| J(t,p, z3u) — J°(t, p, z; )|
= |J(t,p, z50) = J(t,p, 23 0) — By [e T TIS(ZHT))]| < &+ B [|9°(Z%(T))] ]

Notice that by (1.43) the second term equals zero for ¢ > 7(g)~2 (in fact ®° = 0 in
[m + c_%, M — c_%]); by recalling (1.44), we therefore have that

J(t,p,zu) < J(t,p,z;0) + € < sup J(t, p, z3u) + €,
ue A\ B

for each ¢ > max{n(e)~2, p~2}. Since this inequality holds for each (¢,p,z) € A and
u € AMM we get (1.41). O

tz

Corollary 1.12. Let the assumptions of Section 1.3.1 hold. Then the functions V°
converge pointwise to V in D and V is continuous on D.

Proof. 1t follows immediately from Theorem 1.11 (recall that J,D? = D). O

Corollary 1.13. Let the assumptions of Section 1.5.1 hold. Then the function V
is a viscosity solution of Equation (1.30) in D.

Proof. Due to Theorem 1.10, the functions V¢ are viscosity solutions of the same
equation, that is

- V;C(tapa Z) + TVC(t,pv Z) + Hglljl [_f(t’pvv) : Dpvc(t’pv Z) - g(tav)v;c(tapa Z)
v

1
—5tr(o(t,p,v)o" (t,p,v) DVt , Z))—L(t,p,z,v)} =0, Y(t,p,z) € [0, T[xR"xR.
(1.45)

Moreover by Theorem 1.11 for each 0 < p < (M — m)/2 the functions V¢ locally
uniformly converge in D? to the function V. So the conclusion follows by the stability

property of viscosity solutions with respect to the uniform convergence and the fact
that D = , D7 O

Remark 1.14. We have proved that the value function in the set D is the locally
uniform limit of the functions V¢. In some particular cases, stronger conclusions

can be achieved: the value function is characterized in its whole domain D by the
HJB equation. See Section 1.4.
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We now face the problem of the regularity of the function V. In control theory,
regularity results are usually achieved by passing to the supremum in estimates on
quantities such as |J (¢, p', z;u) — J (¢, p", z;u)| or |J (¢, p, 2';u) — J(t, p, 2”75 u)|, so as to
obtain the corresponding inequality for V. In the case of constrained problems, this
approach cannot be applied to V (¢, p, -). In fact, consider |J (¢, p, 2'; u)—J (¢, p, 2”5 u)|:
on one hand such a quantity is defined only for u € A?Sm N A?S,’?l, on the other
hand the supremum should be with respect to different sets (precisely, A?S,m and
A?SF). Of course, in particular cases some regularity results can be achieved also
for V(t,p,-), see Section 1.4. The only case when that approach still works regards
estimates on V(¢,-, z), given that, fixed ¢ and z, the set of admissible controls does

not depend on p. Hence, as for V (¢, -, z) we can follow this approach.

Proposition 1.15. Let the assumptions of Section 1.3.1 hold. Assume that there
exists a constant C' > 0 such that

|L(t,p,z,v) — L(t,q, z,v)| < Clp—q, |®(p,z) — ®(q,2)] < Clp—q|, (1.46)

for each p,qg € R, t € [0,T], v € U and z € R. Then the function V(t,-,2) is
Lipschitz continuous, uniformly in (t,z). Moreover, the gradient D,V (t,p, z) exists
for a.e. (t,p,z) € D and we have |D,V (t,p,z)| < My for some constant M; > 0
depending only on U, T, C' and on the constants in (1.18) and (1.21).

Proof. Let (t,p,z) € D, h > 0, { € R" with [{| = 1 and u € A;. In order to avoid
ambiguity, we will omit the subscripts in the notation of the mean value (initial data
are different, but the probability is obviously the same). By (1.46) and estimates
(D.8) in [20, Appendix D] we have

IN
Qi

T
E [/ ‘ptm;u(s) — Pt’p+h£;u(8)|d5 + ‘pt,p;U(T) — pt,p+h§;u(T)‘
t

< O(T — t+ DE[| P () — PLrthein ()]
<C1C(T+ 1)|p — (p+ hé)|
= Clé(T-i- l)h, (1.47)

for some constant C7 > 0. Estimate (1.47) holds for each u € Ay; thus, it follows
that

[V(t,p,z) = V(t,p+h¢, 2)| < Moh, (1.48)

where My := C1C(T + 1). The function V(¢,-, 2) is therefore Lipschitz continuous,
uniformly in (¢, z), and then a.e. differentiable by the Rademacher theorem. By
classical results it follows that D,V (t,p, z) exists for a.e. (t,p,z) € D. Finally, if
the gradient exists and e; € R™ is a vector of the canonical basis (i = 1,...,n), by
(1.48) we get

(DV(tp. )il = tim [L(B2:2) =V p+hes, 2)]
V4 s 1y 1| —

< M,
h—0+ h =0

and then the estimate on the gradient immediately follows. O
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Proposition 1.16. Let the assumptions of Section 1.8.1 hold. Assume that ¢ €
C?(R™1), that the functions f(t,-,v), o(t,-,v), l_)(t, -, -, v) are of class C? for each
(t,v) € [0,T] x U and that there exist constants C >0, j € N such that

Dy f(t,p,0)| + D5 f(t,p,0)| + | Dpo (¢, p, v)| + |Dyo(t, p,v)| < C,
| D2y LA, , 2,0)| + | D, ) L{t, p, z,0)] < C(1+ |pl? + |2]),
[Dp,y@(p, 2)| + |DE, ) ®(p, 2)| < C(1+ [p? + |2]),

for eachp e R", t € [0,T], v € U and z € R. The function V(t,-,z) is then locally
semiconvex, uniformly in t, and a.e. twice differentiable.

Proof. Since ® € Cg(R"H), it is possible to rewrite the problem so that ® = 0 (see
[20, Remark IV.6.1]). By arguing as in the proof of [20, Lemma IV.9.1] (with minor
modifications: the assumptions are slightly different), we get

V(t,p+hé, 2)+V(t,p—hE 2) —2V(t,p,z) > —Mo(1 + |p|/)R?,

for each (t,p,z) € D, h > 0 and £ € R™ with [{| = 1, where Ms > 0 is a constant.
The function V(¢,-, z) is therefore locally semiconvex, uniformly in (¢, z), and then
a.e. twice differentiable by the Alexandrov theorem. O

1.3.4 Examples

We now show two wide classes of problems satisfying Assumption 1.9. We first
consider problems where U is a compact interval of R and ¢(s,v) = v, so that the
constraint is z + ftT u(s) € [m, M].

Proposition 1.17. Let a,b € R, with a < b. Let the assumptions of Section 1.3.1
hold, with U = [a,b] and g(s,v) = v. Moreover, assume that there exist T',1 > 0
such that for & = f,o the following condition holds:

1€(s,p,v") — E(s,p,0")| ST (1 + |p))|v" = v"|',  V(s,p) €[0,T] x R", Yo', 0" € U.
(1.49)
Then Assumption 1.9 is satisfied.

Proof. For the sake of simplicity, in this proof we assume [ = 1 (for the general case,
in the definition of @ it suffices to substitute 6 by &°, where i > 1/1).

Let 0 < p < (M —m)/2, A be a compact subset of D?, R > 0 be such that
B(0,R) D A, e > 0. Fix (t,p,2) € A and u € A3™,

Let v > 0 (it will be afterwards precisely defined). Since the functions L and @
are continuous, there exists 6 = §(g,7) > 0 such that

IL(s,p, #,0)) = L(s,p", 2" 0")| < — and  [®(p/, ) — B(p, 2")| <

< (1.50)

€
4’
for each s € [0, T, for each p/, p"” € B(0,v) with |[p'—p"| <4, for each 2/, 2" € [m, M]
with |2/ — 2"| < T and for each v/,v" € U with |v/ — "] <.

We now define, starting from u, a suitable process 4. Let IIM = {w e 0

Z%(T) €]M — p/2, M]} and in TIM let @ be defined in the following way:

i(s) = u(s) — 6%, ifs€FE,
= u(s), ifse[t,T]\ E,
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where E = E(w) = {s € [t,T] : u(s) — 6% €]a,b[} = {s € [t,T] : u(s) > a + 6*}. Let
I, ={w e Q: Z%T) € [m,m + p/2[} and in II,, let @ be defined in the following
way:

~Ju(s)+02, ifseF,
(s) {u(s), it s € [t,T]\ F,

where F = F(w) = {s € [t,T] : u(s) + 6% €la,b[} = {s € [t,T] : u(s) < b — 6*}.
Finally, in Q\ (ITM UTL,,) let

U= u.

We will show that such a process @ satisfies the required properties.
Step 1. We prove that

Z55(T) € [m+n(e), M —n(e)]  Pips-as., (1.51)

for a suitable function 0 < n < (M — m)/2 depending only on p, T, R, a, b.
Consider the case w € ITM | i.e.

ZU(T) €]M — p/2, M]. (1.52)

Let us first of all notice that

T T
ZUT) ==z +/t u(s)ds = z + /t u(s)ds — 6*p(E) = Z%T) — *u(E), (1.53)

where p denotes the Lebesgue measure in R. We now look for an estimate for pu(F).
By definition of E, we have

T
/ u(s)ds = / u(s)ds + / u(s)ds < bu(E) + (a+ 6*)(T —t — u(E))
¢ E (6, T\E

and then

[ u(s)ds — (a + 62)(T —t)

E t

T —t

C [”/bQ__jT,T] , (1.54)

where the inclusion follows by z + ftT u(s)ds > M — p/2 (since w € TIM) and
z2<M—p—a(T—1) (since (t,p, z) € D?). By possibly decreasing ¢ (and the choice
depends only on a, b, p,T'), we can assume that the lower bound in (1.54) is positive.
Recall (1.53): by (1.52) and (1.54) we get

§2p)2 — 83T
—a

82p/2 — 83T

7 P 2
Z4(T)e |M — = — 6T, M — ,
(T) 2 b—a

<]

where the inclusion follows by M — p/2 > m + p/2 and by assuming § sufficiently
small. This estimate holds for each w € IIM: by arguing in the same way, for each
w € I, we get

ZUT) e

2 53
_ [m+5p/2 5T,M p[‘
b—a 2
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Finally, in Q\ (ITM UTL,,) we have Z% € [m+p/2, M — p/2]. To summarize, condition
(1.51) is verified with

n(e) = min {;’ o, W)Qp/bZ_—acs(s, )3 T} |

Step 2. We still have to prove that
|J(t,p, z;u) — J(t,p, z;0)| < e. (1.55)
Let II C Q be defined by
0= {[|PC)| <% PO <7, [I1PH() = PHO)| < 6%

first of all, we set for brevity

T - ~
L(t,p,zu,a) = /t |L(s, P“(s), Z"“(s),u(s)) — L(s, P“(s), Z"(s),u(s))|ds

+[@(P(T), 2(T)) — 2(PU(T), Z*(T))l,

and notice that

|J(t,p,z;u) — J(t,p, z;0)| < Eupz[L(t, p, 250, @) 1) + Ep [T'(E, p, 25w, @) I11e]. (1.56)
As for the first term in (1.56), for s € [¢t,T] we have

|Z%(s) — Z%s)| < (s — )62 < T6 and |u(s) —a(s)| < 62 <6,
so that by (1.50) it follows that
T ¢ € € €
Eupe [L(t, p, 2: ) 1] < (/0 s+ 4) Pye(l) = P < 5. (157)

We now consider the second term in (1.56). By (D.8) in [20, Appendix D], by (1.49)
and (1.12) we get i
Eup:[||[P*(-) = P*()l] < C1(1 + [p])8?, (1.58)

for a suitable constant C1 > 0. By the Markov inequality, (1.58) and (1.12) we then
get,
Pty (119) < Egpa[[|P* (ool ™ + Eepe [l P () lloc]y ™ + Eep [l P*(-) = P*()lloc]0 ™
< Co(1+[ph(y ™" +9), (1.59)

where Cy > 0 is a constant. By the Holder inequality (twice), estimates as in (1.27)
and (1.59), we obtain that

Il'—-‘:z‘,pz [F(ta b,z u, ZNL):IlHC]Q S Etpz [F(tv D,z u, ﬂ)2]Ptpz(Hc)
< Ca(1+ [pl** + |21 + ) (v ! + 6(,7))
< Cu(1+ R* )y + Cu(1 + R*5(e, ),

with C3,C4 > 0. First by choosing a suitable « and then by possibly taking a less &
(and these choices depends only on R and ¢), we get

Eips [T(t, p, 2;u, i) I1ze] < g (1.60)

Estimates (1.56), (1.57) e (1.60) imply (1.55), thus ending the proof. O
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Let us now consider problems where U is a closed ball of R! and g(s,v) = |v]P,
so that the constraint is z + ftT lu(s)P € [m, M], with p > 1.

Proposition 1.18. Let p > 1 and b > 0. Let the assumptions of Section 1.3.1

and (1.49) hold, with U = B(0,b) C R! and g(s,v) = |v|P. Assumption 1.9 is then
satisfied.

Proof. The proof is similar to the one of Proposition 1.17, with the following modi-
fications:

- In the definitions of E and F replace u(s) by |u(s)|. Process @ in E is now

u(s)
Ju(s)|

Notice that |i(s)| = |u(s)| — 62. Similarly in F.

a(s) = u(s) — 6°

- It is easy to check that
(=8P <P =6, for (>0
(C+0%)P > (P +6%,  for ¢ >0.

By the first estimate, in I we have that
_ T
ZT) ==z +/ |a(s)|Pds
t
=z+ / (|u(s)| — 6*)Pds +/ lu(s)Pds
E t,T\E

T
<t [ lulslds - #7u(E)
t

and then we can argue as in the proof of Proposition 1.17. As for II,,, use the
second estimate and the same argument.

O]

1.4 Swing contracts with strict constraints

We now use the results of Section 1.3 to study the problem of optimally exercising
swing contracts with strict constraints (see the Introduction). In this case we will
obtain results stronger than the general ones proved in Section 1.3.3.

1.4.1 Formulation of the problem

Let T > 0, (Q, Fr, {Fs}tsepo), P), U, Ay, PP and Z"%" be as in Section 1.2. If
(t,p,z) € [0,T] x R? and s € [t,T], recall, in particular, that P"P(s) models the
price of energy at time s and that Z»%%(s) represents the energy bought up to time
s, where u € Ay is the usage strategy from time ¢ on.

Given m, M > 0 with m < M, here we ask the following constraint to hold:

ZVENT) € [m, M) Pyy.-as.
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The problem of the optimal exercise of this contract (i.e. to find a process u sat-
isfying all the conditions and providing the maximal expected earning) is clearly a
constrained stochastic optimal control problem as described in Section 1.3.1 (here
P does not depend on u), whose value function is

T
V(t,p,z) = sup Ey, [ / e (PEP(s) — K)u(s)ds| .
t

uEA;‘Sm

In this problem the sets D, D, D are formed by all points (¢,p,z) € [0,T] x R?
such that (t,z) belongs, respectively, to the marked surfaces in Figure 1.2.

z z

z
M Mf=mmmm e m M
M-p
m+p
m m m
,/
,/
t ’ t t
0 0 -
T L7 T 0/ T
) ) ,/ m-GT+_p
m-aT m-aT}h m-aT

Figure 1.2: the sets D,ﬁ,DP

More in details, we have
D={(t,p,2) €[0,T] xR*:m —a(T —t) <z < M},
D={(t,p,z) € [0,T] xR? :m — (T —t) < z < M},
D ={(t,p,2) €[0,T) xR*:m+p—a(T —t) <2< M- pl.

Notice that these sets include initial data that are inconsistent with the practical
problem: in fact, our mathematical formulation admits negative starting values for
p and z.

The functions V¢ are here defined by

T

Ve(t,p,2) = sup Eqp. [ / e (P (s) — Kyu(s)ds + e T D20 (T)) |
uc€ Ayt t

for each ¢ > 0 and (¢, p, z) € [0, T] x R?, where ®¢ is defined in (1.28). This has also a

nice economical interpretation: in fact, here we are approximating a swing contract

with the strict constraint Z(T') € [m, M] with a sequence of suitable contracts with

increasing penalties for Z(T) ¢ [m + ﬁ, M — ﬁ}

The HJB equation for the function V¢ is

1
- ‘/tc(t’pa Z) + er(t,p, Z) - f(t7p)vzpc(tﬂp7 Z) - 50-2(t7p)v;7cp(tapa Z)

+ min [o(VE(tp) +p— K] =0, (t.p) € [0.TIXRE, (161)
vel0,u
with final condition

VE(T,p,2) = ®°(z),  V(p,z) € R%
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1.4.2 Properties of the value function

The problem described in Section 1.4.1 belongs to the class treated in Proposition
1.17. Therefore Theorem 1.11, Corollary 1.12 and Corollary 1.13 hold, but it turns
out that in this case we can strengthen such results.

We set for brevity

a={(t,p,z)€D:z=M}, B={(t,p,2)€D : z4+u(T—t)=m}, v={T}xRx[m, M],

so that D\ D = a U S.
Let us first consider Theorem 1.11 and adapt it to our problem, as here something
about D \ D can also be said.

Proposition 1.19. Let the assumptions of Section 1.4.1 hold. The functions V¢
converge to V uniformly on compact subsets of D . Moreover, if (t,p, z) € a we have
V(t,p,z) =0. Finally, if (t,p,z) € 5 we have

T
V(t,p,z) = uEp, [/t e T(s—t) (P"P(s) — K)ds| =: £(t,p). (1.62)

Proof. As for the first part, notice that each compact subset of D is contained in
some D and use Theorem 1.11. Second and third items: in o U 3 there exists a
unique admissible control, respectively u = 0 and u = . 0

Notice that the boundary condition ¢ in (1.62) is continuous and can be computed
in many models used in practice (see [5]). N

Corollary 1.12 assures continuity of V' on D. We now prove that in this case a
stronger result holds, i.e. the value function is continuous on the whole domain D.
For this, we first need a technical lemma (see [20, Appendix D] or [27]), where we
give a bound for the mean distance between solutions of (1.4) starting from different
data.

Lemma 1.20. Let the assumptions of Section 1.4.1 hold. Let t1,t2 € [0,T] with
t1 <ty and p1,p2 € R™. Then

E[| P17 (s) — P2#2(5)[] < M[Jps — pa| + (t2 — 1) 2 (1 + )],

for each s € [ta,T], where E denotes the mean value with respect to the probability
P and M > 0 is a constant depending only on T,U and on the constants in (1.18)
and (1.21).

Proposition 1.21. Let the assumptions of Section 1.4.1 hold. Then V is continuous
on D.

Proof. As Corollary 1.12 holds, we have to prove that V' is continuous on D\ D=
aUpB.

Step 1: continuity on a. Let (f,p,%) € a.. Since in this case the only admissible
control is u = 0, we have to prove that

lim  V(tp,2) = V(E,5,%) = 0. (1.63)
(t7p7z)ﬁ(t7ﬁ72)
(t,p,2)€D
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Let (¢,p,2) € D and u € A™. Given arbitrary v > 0, we first of all observe
that

e |( [ " Pta(s) - Klu(s)ds ) 1oy

< (y+ K)Eyp. [/tTu(s)ds} <(y+ K)(M —z2), (1.64)

where in the last passage we have used condition Z“(T) < M. By the Hoélder
inequality (twice), estimates as in (1.27), the Markov inequality and (1.12) we get

T
Etp- K /t |PYP(s) — K IU(S)dS> ﬂ{npw-)w}]

T 2 1 3 1
< TEy. [ / (P'(s) - K>2u<s>2ds] Pos (IP7()]| > 7)% < Co(1 + o) 3y,
(1.65)

for some constant C; > 0. By (1.64) and (1.65) it follows that

[N

T 3
sup  Eip. [/t e_r(s_t)(Pt’p(S)—K)U(S)dé’] < (V+HE)(M —2)+Ci(1+[pl)27>.

ueAzdm

(1.66)
Inequality (1.66) holds for each v > 0 and for each (¢,p,z) € D. We get (1.63)
by passing to the limit first as (t,p, z) — (,p,2) (recall that 2 = M) and then as
v — o0.
Step 2: continuity on 3. Let (f,p,%) € 3. Since in 8 function V is as in (1.62),
we have to prove that

T
hm~ V(t7p7 Z) = V(f,];, 2) = Q]Efﬁg |:/ 67T(87t) (Pt’p(S) — K)dS . (167)
(t7p7z)_>(t7ﬁ’2) E

(t,p,2)€D

From now on, we will omit the subscripts in the notation of the mean value (the
initial data are different, but the probability is clearly the same). Let (¢,p,z) € D
(notice that necessarily ¢ < t) and fix u € A™; for simplicity we will write P = P'P

and P = PP, Since for s € [f, T] we have

e "C(P(s) — K)u(s) — e " (P(s) = K)u
e " CTO(P(s) = P(s))uls) — e "7 (P(s) — K)(— u(s))

— (e — e (P(s) - K)a,

[N
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let us first of all observe that
E[ /t " o0 (P(s) — K)u(s)ds — /t "ot (P(s) - K)ds ]
gE[ / ﬁP(s)—K\u(s)d5]+E[ / T\e—ﬂs—t)(P(s)—K)u(s)—e—“s—f)(ﬁ(s)—K)ayds]

<E [/|P — Klu(s ds] [/uﬂ ()ds]

+ IE[ /t |P(s)—K|(u — u(s))ds] +IE[ /t T(e—ﬂs—f) — e )| P(s) — Kla ds} .
(1.68)

Consider the first term in (1.68). By estimates as in (1.27) we have that

[/ 1P(s) — Klu( )ds] < Coli— 1)1 + Ip]), (1.69)

for some constant Cy > 0. As for the second term in (1.68), by the Fubini-Tonelli
theorem and Lemma 1.20 we get

T ~ ~ 1
E[/t [P(s) — P(S)IU(S)dS] < Cslp —pl + (T = )2 (1 + [p])], (1.70)

where C3 > 0 is a constant. Let us now estimate the third term in (1.68). Given
arbitrary v > 0, we observe that

2 [([176) - KIa— u)as) 1m0 ] < 04 00 [ @ - utonas]

T
= (v +K)E [u(T—t)—/t u(s)ds} <(y+K)(@(T—t)—m+z), (1.71)

where in the last passage we have used condition Z*(T) > m. By arguing as in
(1.65), we get

- K/tT IPls) = Kl = u(s))ds ) e )>7}] <Ci(l+[p)iy7E, (172)

for some constant Cs > 0. We finally consider the fourth term in (1.68). By local
Lipschitzianity of the exponential function and by estimates as in (1.27) we obtain

r £ ~ ~
E[/t (767D — e 6=D) | P(s) — K|ud5] < Cs(f—t)(1+|p)), (1.73)

where C5 > 0 is constant.
By estimates from (1.69) to (1.73), it follows from (1.68) that

sup E[ /t ' eI (P(s) — K)u(s)ds] - UE[ /t Te*“sff)(ﬁ(s) - K)ds]

ueAzdm

< Co(f—t)(1 + |pl) + Ca[lp — Bl + (T = )2 (1 + [p])] + C5(f — )(1 + |])

1

+(v+ K)(W(T —t) —m+z) + Ca(1+ |p|)2y" 2. (1.74)
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Estimate (1.74) holds for each v > 0 and for each (¢,p,z) € D. We get (1.67) by
passing to the limit first as (¢,p,z) — (£,5,%) (recall that 2 + @(T — t) = m) and
then as v — oc. O

Let us now consider the HJB equation and prove a result which is stronger than
Corollary 1.13: in this case the value function is, in its whole domain D, the unique
viscosity solution of the HJB equation with polynomial growth and the boundary
conditions given below. Thus, we get another characterization of the value function,
in addition to the one of Proposition 1.19.

Theorem 1.22. Let the assumptions of Section 1.4.1 hold. Then the function V is
the unique continuous viscosity solution of Equation (1.61) in the domain D\ (a U
B U7), with boundary conditions

V(t,p,z) =0, Y(t,p,2) € a,
V(tapa Z) = €(t7 2)7 \V/(t,p, Z) € Ba (175)
V(T,p,z) =0, V(p,z) € R x [m, M],
such that
V(t,p,2)] < C(L+ |pf* +|2]*), Y(t,p,z) €D, (1.76)

for some constant C > 0.

Proof. In this problem, & = 2 in (1.26). Thus, by (1.26), Corollary 1.13 and Propo-
sition 1.19, the function V' is a viscosity solution of problem (1.61)-(1.75)-(1.76).
Moreover it satisfies in viscosity sense the boundary conditions (see [15]).

We now need a uniqueness result. By the following change of variables
_ z—M
S M —-m+a(T —t)

=t p=p 7 +1,
problem (1.61)-(1.75) becomes

a(z' —1)
M —m+u(T —t)

1
+rV (', p, )= f )V (', 0,2 — 502(t’,p’)Vp/p/ t,p',2)

- ‘/;‘/ (t/7p/7 Z/) - ‘/Z' (t/7p,7 Z,)

1
. _ ‘/Z/ t/ /! / K —
= i |- (s )+ - )| =0
v(t',p',2") €10, T[xRx]0,1][,
with boundary condition
V(T,p,2") =0, V(p',2') € R x [0,1],
V(t,p',1) =0, V(t',p) €[0,T] x R,
V(' p',0) =&, ), v(t',p') €[0,T] x R.

Moreover the polynomial growth (1.76) is preserved and the domain is [0, T[xRx]0, 1[.
We can adapt to the case of bounded domain the comparison principle stated in [16,
Thm. 2.1], which is based on the standard argument of doubling the variables in
viscosity solution theory. This argument is easily extended to deal with boundary
conditions in the viscosity sense. From this we get uniqueness of the solution. [
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The previous result generalizes an analogous result in [5], valid in the case m = 0.
We now turn to prove some properties of the value function with respect to the
variables p and z. As for V(t,-, z), Propositions 1.15 and 1.16 hold.

Proposition 1.23. Let the assumptions of Section 1.4.1 hold. Let (t,z) € [0,T] xR
be such that (t,p,z) € D for each p € R. Then

- the function V(t,-, z) is Lipschitz continuous, uniformly in (t,z). Moreover,
the derivative Vi (t, p, z) exists for a.e. (t,p,z) € D and we have |Vy(t,p,z)| <
My, for some constant My > 0 depending only on T, @ and on the constants
in (1.18), (1.21) and (1.46).

- if f(s,),0(s,:) € CER), uniformly in s € [0,T], the function V(t,-, 2) is
locally semiconvex, uniformly in t, and a.e. twice differentiable.

Proof. The first part follows from Proposition 1.15 (notice that function p — (p —
K)v is Lipschitz continuous). As for the second item, it suffices to rewrite Proposi-
tion 1.16 (notice that the function p — (p — K)v is of class C*°(R), with bounded
derivatives). O

Let us now consider the function V' (¢, p, -). Recall that its domain is [m — a(T —
t), M].

Proposition 1.24. Let the assumptions of Section 1.4.1 hold. For each (t,p) €
[0,T] x R the function V (t,p,-) is

- concave, Lipschitz continuous and a.e. twice differentiable;

- non-decreasing in [m — (T — t)u, M — (T — t)u] and non-increasing in [m, M].
In particular, if M — (T — t)u > m then the function V(t,p,-) is constant in
[m, M — (T — t)u] (they all are mazimum points).

Proof. Item 1 (this is an adaptation of [5, Prop. 3.4], which takes into account only
an upper bound on Z“#“(T)). Let (t,p) € [0,T] x R, 21,29 € [m — (T — t), M],
up € AN e uy € A7IM. By (1.13) the process (u1 + uz2)/2 belongs to the set of

admissible controls for initial point (¢, (21 + 22)/2). By the linearity of the function
v+ (PYP(s) — K)v we have

J(t,p, z1;u1) + J (L, p, 22; u2) :J<t ) 21“!‘22'“1"‘“2) <V<tp Z1+zg>

2 2 72 2
(1.77)
Since (1.77) holds for each u; € AX™ and up € AX™, it follows that
V(t7p7 21) —; V(tapv 22) < Vv (t,p, Z1 ‘; ZQ) :

which implies the concavity of the function V (¢, p, -). Local Lipschitzianity is a well-
known property of concave functions (and here the domain is a compact set), while
the a.e. existence of the second derivative follows from the Alexandrov theorem.
Item 2. Let (t,p) € [0,T] x R. If m < z; < 29 < M, it is easy to check that
Agdm - gadm g6 that V(t,p,21) > V(t,p,22). Similarly, if m — (T — t)u < 2 <

2o < M — (T —t)a, we have A7d™ C A2™ and then V(¢,p, 22) < V(t,p,21). The

second part immediately follows, since [m — (T — t)u, M — (T' — t)u] N [m, M| =
[m, M — (T — t)u]. O
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The monotonicity result in Proposition 1.24 is described in Figure 1.3.

z
M
non-increasing
V(t, p, )
const.
m Vit p, o)
ol £ -

. /non-decr.
M -aT Vit p.)

Figure 1.3: monotonicity of V (¢, p,-)

As in Section 1.2, it was foreseeable that the function V(¢,p,-) is constant in
an interval: if M — (T — t)u > m and z € [m, M — (T — t)@] then A2™ = A,
(i.e. all controls satisfies the constraint), which implies that the initial value z does
not influence the value function. This generalizes an intuitive result in [5, Lemma
3.2]: for (t, z) such that the volume constraint is de facto absent, the value function
V' does not depend on z.

Finally, also in this case Remark 1.4 holds: by Proposition 1.24 the candidate in

(1.16-1.17) is well-defined.

1.5 Conclusions

We characterize the value of swing contracts in continuous time as the unique vis-
cosity solution of a Hamilton-Jacobi-Bellman equation with suitable boundary con-
ditions. More in details, swings can be divided in two broad contract classes, those
with penalties on the cumulated quantity of energy Z(T') at the end T of the contract,
and those with strict constraints on the same quantity: usually these constraints and
penalties are meant to make Z(T') belong to an interval [m, M] with m > 0 (in real
contracts usually m > 0.8M, see [28]).

In Section 2 we treat the case of contracts with penalties, which results in a
straightforward application of classical optimal control theory, and in that case only
a terminal condition is needed. For swing contracts with penalties, we prove that
their value is the unique viscosity solution of the HJB equation (1.8), and that is
Lipschitz both in p (spot price of energy) as in z (current cumulated quantity), with
first weak derivatives with sublinear growth. We also prove that the value function
is also concave with respect to z, non-increasing for z < M — (T — t)u, where ¢ is
the current time and # is the maximum marginal energy that can be purchased,
and non-decreasing for z > m. In this, we extend and generalize previous results of
[5], which were proved only for swing contracts with strict penalties. These results
make the candidate optimal exercise policy in Equations (1.16-1.17) well defined.

Conversely, the case of contracts with strict constraints gives rise to a stochastic
control problem with a nonstandard state constraint in Z (7). In Section 3 we



42 Optimal exercise of swing contracts

approach a suitable generalization of this problem by a penalty method: we consider
a general constrained problem and approximate the value function with a sequence
of value functions of appropriate unconstrained problems with a penalization term
in the objective functional, showing that they converge uniformly on compact sets
to the value function of the constrained problem.

In Section 4 we come back to the case of swing contracts with strict constraints:
in this case the penalty functions used in Section 3 turn out to be penalties of
suitable swing contracts, so that we also have the economic interpretation that
a swing contract with strict constraints can be approximated by swing contracts
with suitable penalties. In this context we succeed in strengthening the results of
Section 3, by characterizing the value function as the unique viscosity solution with
polynomial growth of the HJB equation (1.8) subject to the boundary conditions
in Equation (1.75). As for the smoothness of the value function with respects to p
and z, we find exactly the same results as in Section 2, extending previous results
of [5] to the case m > 0. These results make the candidate optimal exercise policy
in Equations (1.16-1.17), i.e. the same as in Section 2, again well defined.
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Chapter 2

Optimal price management in
retail energy markets

2.1 Introduction

In energy markets, retailers first buy energy on the wholesale market and then
resell it to final consumers. The wholesale price is assumed to be a continuous-time
process, as energy is traded almost instantaneously. Conversely, it is reasonable to
model the final price by a piecewise-constant process, since all the customers have
to be informed before each price adjustment, due to specific clauses in the contracts.
The retailer has to decide when and how to intervene to change the price he asks, in
order to maximize his earnings; in this chapter we address this problem by means
of impulse control theory.

When setting the final price to ask to his customers, a retailer has to consider
several elements. For example, he has to decide if he prefers to set a high price, so
as to have high unitary incomes from a small market share, or to keep low prices, so
as to have many customers but low unitary incomes. Moreover, he has to consider
the operational costs, which are proportional to the market share and can be greater
than the incomes from selling energy, to the point that acquiring new customers may
correspond to a loss. Finally, if the retailer realizes that the price he is currently
asking is too low, he can clearly intervene and raise it, but this implies the payment
of a possibly high intervention cost, so that he has to carefully decide whether it is
actually worth intervening.

More in detail, we denote by X; the spread between the final price and the
wholesale price of the commodity (i.e. the unitary income of the retailer when selling
energy) and we assume the market share to be a function of X;, which we denote by
& = &(Xy). The retailer’s payoff consists in the income from the sale of energy and
in the operational cost to be paid, here assumed to be a quadratic function of ®(X;).
Moreover, we assume the intervention penalty to be the sum of a fixed part and a
variable part, the latter being directly proportional to the market share. Hence, if
u = {(7k,0k) }x>1 denotes the retailer’s intervention policy (the intervention times
and the corresponding shifts in the price process), we deal with the following impulse

43



44 Optimal price management in retail energy markets

control problem:

supl | |7 et (X6 - GO de = T e (4 20(Xery )

u 1<k<M

Our procedure to study this problem is the following one: we start from the
corresponding quasi-variational problem (classical results are here recalled in Section
2.2.2), we build a candidate and we finally apply the verification theorem: we give
a semi-explicit expression for the value function and we characterize the optimal
controls, provided that a solution to a system of algebraic equations actually exists.
In the particular case where the penalty is constant and the process is a scaled
Brownian motion, we can prove an existence result for the system and provide some
properties of the limit case ¢ — 07. In particular, we prove an asymptotic estimate
for the continuation region; to the best of our knowledge, this is the first time that
such an estimate is provided for an impulse control problem.

We separately consider the case with fixed penalty (i.e. A = 0) and the case
with variable penalties (i.e. A > 0). In the first case we can use standard results
to tackle the problem, whereas in the general case an approximation procedure will
be necessary, as the penalty function presents some singularities which prevent us
from applying the standard theorems. In the latter case the procedure still presents
some open problems and we present the current state of our work; however, we also
show how the problem can be circumvented by imposing stronger conditions on the
controls.

Impulsive problems represent quite a recent development in control theory. The
main advantage of impulse controls, which consist in discrete-time interventions
by the controller, is that they provide models which can be, in some cases, closer
to reality with respect to classical controls, which are based on continuous-time
interventions. A complete introduction to impulse control theory is [32, Chap. 6].
Classical examples of impulsive problems are [11], [22], [25], [26], [31] and [35]. More
recent papers are [9], [10] and [33].

The structure of this chapter is as follows. In Section 2.2 we give a precise defi-
nition of the problem and recall the formulation of the classical verification theorem.
In Section 2.3 we study the problem in the case with constant penalty, whereas in
Section 2.4 we outline the open problem of adapting the procedure if a variable
penalty is also present.

2.2 The price management problem

We here describe the problem we are going to consider (Section 2.2.1) and recall the
classical verification theorem for impulsive control problems (Section 2.2.2).

2.2.1 Formulation of the problem

Let us consider a retailer who buys energy (electricity, gas, gasoline) on the wholesale
market and resells it to final consumers. We address the problem of investigating the
retailer’s optimal strategy in setting the final price and we model it as an impulsive
stochastic control problem.
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As anticipated, the retailer buys the commodity in the wholesale market. We
assume that the continuous-time price of the commodity is modelled by a Brownian
motion with drift:

St =5+ pt + oWy, (2.1)

for t > 0, where s €]0,+o0] is the initial price and p > 0,0 > 0 are fixed con-
stants. Notice that the retailer has no control on the wholesale price: in most of the
cases, i.e. when the company is not too big, this is a reasonable assumption. After
buying the energy, the retailer sells it to final consumers. According to the most
common contracts in energy markets, the retailer can change the price only after a
written communication to all his customers. Then, we model the final price by a
piecewise-constant process P. More precisely, we consider an initial price p > 0 and
a sequence {7y }5>1 of non-negative random times, which correspond to the retailer’s
interventions to adjust the price and move P to a new state. If we denote by {0 }x>1
the corresponding impulses, i.e. oy = Pr, — P(;,)-, we have

T <t

for every t > 0. Let us denote by X the difference between the final price and the
wholesale price. In other words, X represents the retailer’s unitary income when
selling energy (we do not consider, for the moment, the operational costs he faces).
By (2.1) and (2.2), we have

Xt:Pt—St:x—ut—aWt+Z5k, (2.3)

Tt

for every t > 0, where we have set x = p —s. We remark that, when the player does
not intervene, the process X satisfies the following stochastic equation:

We assume that the retailer’s market share at time ¢t > 0 is a function of X,
which we denote by ® = ®(X;). In our model, we set

1, <0,
P(z) =4 —%x(xz—A), 0<z<A, (2.5)
0, x> A,

for every z € R, where A > 0 is a fixed constant. In other words, the market
share is a truncated linear function of X; with two thresholds: if X; < 0 all the
customers buy energy from the retailer, whereas if X; > A the retailer has lost all
his customers.
At each t > 0, the retailer’s income from the sell of the energy is given by
X ®(X¢), but he also has to pay an operational cost, which we assume to be a
quadratic function of the market share ®(X;); hence, the instantaneous payoff is
given by
b

R(z) = 2®(z) — 3

®(z)?, (2.6)
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where x is the current state of the process. Moreover, there is a penalty to pay when
the retailer intervenes to adjust P. We are going to consider two situations: the
case when the penalty simply consists in a fixed cost ¢ and the case where, besides
¢, we also have a variable cost, directly proportional to the market share. To include
both the cases in the same notation, we set

K(z) = c+ A0(2), (2.7)

where = € R is the state of the process before the intervention and ¢ > 0, A > 0 are
fixed constants. Finally, let p > 0 be the discount rate.
To sum up, we here consider the following impulsive stochastic control problem.

Definition 2.1. Throughout the chapter, the following definitions hold.

- A control is a sequence u = {(7x, 0x) }1<k<nr, where M € RU{+o00}, {7 hi<k<m
are non-decreasing non-negative stopping times (the intervention times) and
{6k h1<k<mr are real random variables (the corresponding impulses).

- For each x € R and u control, we denote by X** the process defined in (2.3).

- Let x € R and K as in (2.7); we say that a control u is admissible in x if

Ex[ Z e_mK(XEET;:),) < 00 (2.8)
1<k<M

and we denote by Uy the set of the controls which are admissible in x.

Definition 2.2. The function V' (value function) is defined, for each x € R, by

V(z) = sup J(z;u),
uEMz

where, for every u € U, we have set

J(z;u) = E, [/ e PPR(X]M)dt — Z e*pT’“K(X(?k)_) , (2.9)
0 1<k<M

where the functions R and K have been defined in (2.6) and (2.7). If there exists
u* € Uy such that V(x) = J(z;u*), we say that u* is an optimal control in x.

Notice that the functional J in (2.9) is well-defined, as the sum of the penalties
is integrable by (2.8). Since R is bounded, a corresponding integrability condition
on the payoff is not necessary. To shorten the notations, we will often omit the
dependence on the control and simply write X.

We conclude this section with some remarks about the payoff and the penalty
of our problem: these properties will be useful in the next sections.

e An explicit expression for the running cost R and the penalty K is

x—0/2, ifx<0, A+ec, if x <0,
R(z) =< f(x), if0<z <A, K(z) = —%x%—)ﬂ—c, if0<z <A,
0, if x > A, c, if x > A,
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for every z € R, where we have set

1 b b

f(z) = —az?®+ Bz —7~, a:Z—l—W, B:1+E, 7:% (2.10)
In particular, we remark that we have R(x) > f(x), for every x € R.
e The function f in (2.10) is a concave parabola:
fla) = —a(z = 2,)* + o, (2.11)

where « is as in (2.10) and the vertex v = (x, ) has the following expression:

A(A +b) A2

To =N Yo = fxy) = AT (2.12)

From the retailer’s point of view, Equation (2.11) says that z, is the state
which maximizes the payoff R(z), the optimal income being y,. Notice that
the optimal share ®, = ®(x,) is given by

A

In particular, if b = 0 the optimal share is 1/2.

e Moreover, we notice that

bA
2A+b

f(z) > 0if and only if = € [x,, A], where z, = (2.14)

Equivalently, the payoff R(X}) is positive if and only if X; € [z,, A]. In other
words, if we want the income from the sale of energy to be higher than the
operational costs, we need the spread between the wholesale price and the final
price to be greater than x,.

e Finally, if we consider x,, y,, ., ®, as functions of b, we notice that

x,(b) € [A/2,A] x,(0) = A/2, Ty (F00) = A, x>0,

yu(b) € ]0,A/4], yo(0) = A/4, Yo (+00) =0, y; <0, (2.15)
z,(b) € ]0, Al x,(0) =0, x,(+00) = A, 2, >0, '
d,(b) €]0,1/2], ®,(0) =1/2, O, (+00) =0, P <0

Some intuitive properties of the model are formalized in (2.15): as the opera-
tional costs increases, the optimal spread z, increases, the maximal instanta-
neous income vy, decreases, the region where the payoff is positive gets smaller
and the optimal share decreases. In particular, we remark that ®, €]0,1/2[:
for any value of b, it is never optimal to have a market share greater than 1/2.
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2.2.2 Classical verification theorem

In control theory, verification theorems provide sufficient conditions for the value
function by considering suitable differential problems. The main drawback of such
theorems is that they require strong regularity assumptions.

We now recall the statement, in our particular case, of the classical verification
theorem for impulsive stochastic control problems.

Definition 2.3. Let V' be a function from R to R with supV € R. The function
MYV is defined, for every x € R, by

MV (z) = ggﬁ{‘/(m’ +9)—c—AP(z)} =supV — ¢ — A\®(x). (2.16)

Proposition 2.4 (Verification Theorem). Let the assumptions and notations
of Section 2.2.1 hold. Let V be a function from R to R satisfying the following
conditions:

V' is bounded and there exists * € R such that V (z*) = max,er V(z);
- D ={MV —V <0} is a finite union of intervals;
-V eC?*R\0D)NCHR) and the second derivative of V is bounded near OD;

- V is a solution to
max{AV — pV + R, MV -V} =0, (2.17)
where AV = (62/2)V" — V' is the generator associated to Equation (2.4).

Let x € R and let u*(x) = {(75:(2), 05(2)) }1<k<oo, where the variables (1}5,6;) (we
omit the dependence on x to shorten the notations) are recursively defined by

7 = inf {t > (MV — V)(X;rsUZ> = 0}7

* * Tiuy,
6k =T — XT}: k,
for k > 1, where we have set 75 = 65 = 0 and uy () = {(77,67) h1<j<k- Assume that
u*(z) € Uy. Then,

u*(x) is an optimal control in x and V(x) = J(z;u*(x)).
Proof. See [32, Thm. 6.2]. O

Practically, when dealing with a control problem, one first guesses the form of the
continuation region and gets a candidate for the value function by solving Equation
(2.17); the final step consists in trying to actually apply the verification theorem to
such candidate.

Remark 2.5. If the parameter c is very high, the retailer may lose all his customers
without intervening, as the intervention cost would be higher than the loss he is
experiencing. However, such situation is clearly not practically admissible (if the
costs are too big, a retailer does not even enter the market). So, in order to keep the
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model close to reality, we will always require the continuation region to be a subset
of 10, A[:
{MV -V <0} C]0,A[. (2.18)

As a consequence, when dealing with the continuation region, we can consider Ryjg o] =
f as the running cost of the problem (clearly, we cannot substitute R with f in (2.17),
as such equation must hold for each x € R).

The key-stone of Proposition 2.4 is Equation (2.17), which implies
AV —pV + R =0, in {MV -V <0}.

We now provide an explicit solution to such equation. By (2.18) we can replace R
with f; hence, we are interested in solving
2

g
Ap—pp+f=5¢"—pe —pp+ f=0 (2.19)

The general solution to (2.19) is given by
PAL,A (ZU) = A1e™T + Age™? — /€2$2 + ki1x — ko, (2_20)
where A1, As € R and we have set

=t/ 2+ 2po?

2

o

« 20 +ac?  2au?
k2:7a klzé_‘_Tlu? kozl_‘_ﬁu + a

P PP p p? P>

mi2 =

)

(2.21)

with «, 8,7 as in (2.10). Notice that, when p = 0, we have

2
—k2I2 + k:lsc — k?o = @ — %
P P
Hence, the polynomial part in (2.20) is, in this case, a concave parabola with vertex
in z,, with z, as in (2.12); as a consequence, by (2.11) we also have the following

representation:
payA,(x) = A1’ + Age " — ky(x — y)® + ks, (2.22)

where, to shorten the notations, we have set

/2 _ f@)  ad®  f(z) 2k
0= 0_27 k3 — P) p2 = P 02 . (223)

We underline that the representation in (2.22) holds only in the case p = 0.

2.3 The case with fixed penalty

In this section we consider the problem in Section 2.2 in the case of fixed intervention
costs, i.e. with A = 0. In particular, the problem now reads

V(x) = sup J(z;u) = sup E, {/Ooo e Pt <Xt<I>(Xt) - S<I>(Xt)2> dt — cZe_ka].

uEUy UEUz %
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We will show that the classical verification theorem (Proposition 2.4 above) can be
applied, so that a semi-explicit expression for the value function and the optimal
control is possible.

More in detail, in Section 2.3.1 we consider the case 4 = 0 and build a candidate
V for the value function V, whereas in Section 2.3.2 we apply Proposition 2.4 to
such candidate; finally, in Section 2.3.3 we consider the case with a non-zero pu.

2.3.1 Looking for a candidate for the value function
We here consider the following case:
A=0, =0, c<é, (2.24)

where ¢ will be specified later. Since our goal is to use the Verification Theorem 2.4,
we first try to find a solution to (2.17), in order to get a candidate V for V.

It is reasonable to assume that the retailer’s continuation region (i.e. when he
does not intervene) is in the form C' = |z, Z[ and included in |0, A[ by (2.18). As a
consequence, the real line is heuristically divided into:

R\|z, z[= {MV —V = 0}, where the retailer intervenes,
Jz, z[= {MV —V < 0}, where the retailer does not intervene.

Then, the QVI problem in (2.17) suggests the following candidate for V:
V(ID) — SO(‘T)’ lf T e ]'l:’j"[77
MV (z), if x € R\]z, z],
where ¢ is a solution to the equation (recall that |z, Z[C]0, A[, where R = f)

Ap —pp+ [ =0,
and the function MV (see Definition 2.16) is given by

MV (z) = ggﬂg{f/(l‘ +0)—c} = zlelﬁ{f/(y)} —c

Heuristically, it is reasonable to assume that the function V has a unique maximum

point z*, which belongs to the continuation region |z, Z[ (where V = ¢):
max{V(y)} = max {o(y)} =p(z*), where ¢'(z*)=0, ¢"(z*)<0, z<z*<2.
yeR y€lz, 3

We recall that an explicit formula for ¢ has been provided in Section 2.2.2: in

particular, since we are considering the case p = 0, we can use the formula in (2.22).

Moreover, we recall that the parameters in V' must be chosen so as to satisfy the

regularity assumptions of the verification theorem: V has to be continuous and
differentiable in z,Z. To sum up, the candidate is as follows.

Definition 2.6. For every x € R, we set

V(z) = {*"A“‘Q(xi’ el
90A1,A2(5U ) — ¢ m R\]E’ x[v
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where YA, A, 15 as in (2.22) and the five parameters (A1, As, x,Z,x*) satisfy
O<z<z"<z<A, (2.25)

and the following conditions:

(‘P/Al,AQ (z*) =0 and cp’f/h#% (x*) <0, (optimality of z*)
a4, (2) =0, (C*-pasting in )
©'ay,4,(T) =0, (CY-pasting in z) (2.26)
A4 (T) = oAy 4,(T7) — ¢, (CO-pasting in )

(P A1,45(T) = pa,,4,(z%) — c (CO-pasting in )

In order to have a well-posed definition, we first need to prove that a solution to
(2.26) actually exists.

Since the system cannot be solved directly, we try to make some guesses to
simplify it. Consider the structure of the problem: the running cost is symmetric
with respect to z, (see Section 2.2.1), the penalty is constant (as A = 0 here), the
uncontrolled process is a scaled Brownian motion (recall that ;4 = 0). Then, we
expect the value function to be symmetric with respect to x,, which corresponds to
the choice Aje’® = Ase™v. The same argument suggests to set (z + Z)/2 = x,.
Finally, as a symmetry point is always a local maximum or minimum point, we
expect z* = x,. In short, our guess is

Ay = Ae o, Ay = AePor, (x4 7)/2 = zy, T = @y, (2.27)
with A € R. In particular, we now consider functions in the form
pa(x) = AP ) 4 Ae™0@™m) o (3 — 2,)? + ks,

where A € R and the coefficients have been defined in (2.21) and (2.23).

Indeed, an easy check shows that z* = z, is a local maximum for ¢4 (so that
the first condition in (2.26) is satisfied) if and only if A > 0. Then, under our guess
(2.27), we can equivalently rewrite (2.26) as

©'a(T) =0,
©A(T) = palzy) — ¢,
with A > 0 and & > x,. Explicitly, we have to solve
APl Tm0) — AQe0@=T0) _ oy (7 — 2,) = 0,
Aef@=z0) 4 Ae=0@—20) _ o (7 — ,)2 — 24+ ¢ = 0.

In order to simplify the notations, we operate a change of variable and set § = T —x,,.
We now deal with

A0 — ABe™% — 2kyyy = 0, (2.28a)
Ae% + Ae7% — ki —2A + ¢ =0, (2.28b)

where A > 0 and y > 0. Finally, recall the order condition (2.25), which now reads

J< A=z, (2.29)
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So, to prove that V is well-defined it is enough to show that a solution to (2.28a)-
(2.28b)-(2.29) exists and is unique.

In Lemma 2.7 we focus on the first two conditions, whereas in Lemma 2.8 we
consider the third one.

Lemma 2.7. A solution (A,y) € ]0,+oc[? to (2.28a)-(2.28b) ezists and is unique.

Proof. First step. Let us start by Equation (2.28a). For a fixed A > 0, we are
looking for the strictly positive zeros of the function h4 defined by

haly) = AGe® — Afe=% — 2kyy, (2.30)
for each y > 0. The derivative is

A% (eM)? — 2k () + A2

_ 2 6 2 —6 _
Ra(y) = A0%e™ + A0%e™ % — 2ky = By

We need to consider two cases, according to the value of A. Let

ke o%(2A+0b)
A= g =" (2.31)
If A> A we have h/y > 0 in ]0, 00[; hence, since h4(0) = 0, Equation (2.28a) does
not have any solution in [0, +oc[. On the contrary, if A < A we have h/; < 0 in
10,y and A’ > 0 in |7, oo], for a suitable § = (A) > 0; hence, since h4(0) = 0 and
ha(+00) = 400, Equation (2.28a) has exactly one solution § = y(A4) > 0 (notice
that y(A) > g(A)). In short, we have proved that, for a fixed A > 0, Equation
(2.28a) admits a solution g €]0, oo| if and only if A €]0, A[; in this case the solution
is unique and we denote it by § = y(A).
Finally, we remark that
lim g(A) = +o0, lim g(A4) =0. (2.32)

A0+ A A~

The first limit follows by y(A) > §(A) and lim 4_,o+ y(A) = +oo (this one by a direct
computation of ), whereas the second limit is immediate. B
Second step. We now consider Equation (2.28b). For each A €]0, A[, we define

g(A) = =AM _ 4709 4 52 (A) + 24, (2.33)
where 7(A) is well-defined by the first step. We are going to prove that

lim g(A) = 400, lim ¢g(A4) =0, g <. (2.34)

A—0t A—A—

This concludes the proof: indeed, if we assume (2.34), it follows that the equation
g(A) = ¢, which is just a rewriting of (2.28b), has exactly one solution A €]0, A[. It
is then clear that the couple (A, g(A)) is a solution to (2.28a)-(2.28b) (the unique
one, since uniqueness holds for (2.28b)).

For the first claim in (2.34), by (2.28a) we can write A as a function of g,

%k g4

4 0 e99(A) — ¢—05(A)’

(2.35)
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so that g also reads

2k 99A) 4 e=09(A) _ 2

_ =2 _ 7
which we rewrite as
2y (P94 — 1)2
_ —2 _ 2 ~ .

then, by (2.32) we have

2y (9% —1)2
. o . 2 2 -
Alglol+ g(A) = le}I_’l_’l <k22 0 (@)E-1 17 = “+00.

As for the second claim in (2.34), it is immediate by the definition of g and by (2.32).
We finally show that the third claim in (2.34) holds. Notice that

§(A) = =D = 0D 49— (A0 — A0 — 2k ) ' (A).

By (2.28a), the coefficient of §'(A) is zero; thus, we have

(69:1](14) o 1)2

"(A) = —ef¥(A) _ —05(A) - _
g(A)=—e e +2= A

<0, (2.38)

which concludes the proof. O

We now focus on the order condition (2.29). As already noticed in (2.35), by
(2.28a) we can write A as a function of g: for every § > 0 we have

2ko ]

AW = 5 o

(2.39)
We are going to consider the function £ := g o A, where g has been defined in (2.33)
and A is as in (2.39). In (2.37) we have already computed an expression for £, which
we here recall: for every § > 0 we have

697 _1)\2
€0 = (g0 A)) = kot~ 2 (s (2.40)

Lemma 2.8. Let (A, ) be as in Lemma 2.7 and let ¢ = £(A%/(2A + b)), with € as
in (2.40). Then, the condition in (2.29) is satisfied if and only if ¢ < ¢.

Proof. Let g be as in (2.33) and assume, for the moment, that the function A in
(2.39) is decreasing. Then, since g is decreasing by (2.34), we deduce that £ = go A is
increasing. Hence, we have § < A—z, if and only if £(y) < £(A—z,). The conclusion
follows since £(7) = g(A(y)) = ¢ by (2.28b) and since A — z, = A?/(2A + b) by
(2.12).

So, we just need to prove that § — A(y) is decreasing. A direct differentiation
in (2.39) leads to an expression whose sign is not easy to estimate. Then, we write
A = A(y) in (2.28a) and differentiate with respect to y. We get

A'(§)0(% — =) + A@)6* (e + e) — 2k = 0,
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so that, after rearranging, we have

o A(R)02 4 A(5)02e — 2y Mo (@)

o _ y

Alg) = 000 — ¢ 7) = e — o) <0, (2.41)
where in the numerator we have recognized h;‘(g) (), with h4(g) as in (2.30), and we
have h’A(g)(gj) > 0 since hy(y) is increasing in [f, +00[> ¥ (see Lemma 2.7). O

All the previous results are summarized in the next proposition: we have proved
that our candidate V is well-defined.

Proposition 2.9. Assume ¢ < &, with ¢ as in Lemma 2.8. Then, the function V in
Definition 2.6 is well-defined. More precisely, there exists a solution

(Al, As,x, T, w*)
to System (2.26), which is given by

Ay = Ae 070, Ay = Al

* _ _
T = Ty, =Ty —Y, w:xv‘f'i%

where x, is as in (2.12) and (A,7) is the unique solution to (2.28a)-(2.28b)-(2.29).

2.3.2 Application of the verification theorem

In this section we apply the verification theorem (Proposition 2.4) and show that
the candidate V defined in the previous section actually corresponds to the value
function. Moreover, we characterize the the optimal price management policy: the
retailer has to intervene if and only if the process hits  or  and, when this happens,
he has to shift X to the state z*.

We emphasize the importance of carefully checking all the assumptions: this
passage is often omitted, but it can be no trivial at all, as we will see here and,
above all, in the next section.

Lemma 2.10. Let (2.24) hold and let V be as in Definition 2.6. Then, for every
z € R we have

MV (z) = pa(x™) —c.
In particular, we have
{Mf/—f/<0} =z, 7], {Mf/—f/:0} =R\ |z, z[. (2.42)
Proof. First of all, recall that Vis symmetric with respect to ™ and notice that:

- V is strictly decreasing in ]z*, Z[ (since we have V = ¢4 by definition and
¢’y < 0in |z*, Z[ by the proof of Lemma 2.7);

- V is constant in [Z, +o0[ by definition of V, with V = @4(z*) — c.
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Then, we deduce that

maxV(y) = V(") = pal@”),  minV(y) = pal”) —c (2.43)

As a consequence, for every z € R we have

MV (z) = max{V (z +0) - ¢} = max V(y) —c=pa(a*) —c.

By the definition of V, we have
MV(z)=V(z)=0,  inR\]z, z[.

Moreover, as ¢ 4(%) = pa(z*) —c by (2.26) and ¢4 (%) = min|, 5 ¢4 by the previous
arguments, we have

MV (2) = V(2) = pa(a") — ¢ — pa(r) = pa(@) — palr) <0,  in]z,7],
which concludes the proof. O

Proposition 2.11. Let (2.24) hold and let V be as in Definition 2.6. For every
xr € R, an optimal control for the problem in Section 2.2 exists and is given by
u*(x) = {(7, 0}) hi<k<oo, where the variables (7}, 0;) are recursively defined by

i = inf {t >Th gt th;u; € {C,ﬂ,:ﬁ}},
e (2.44)
5](} =T — XT;: N

for k > 1, where we have set 7 = 65 = 0 and uy = {(7},67) h1<j<x. Moreover, V
coincides with the value function: for every x € R we have

V(z) = V(z) = J(z;u" ().

Proof. We have to check that the candidate V satisfies all the assumptions of Propo-
sition 2.4. For the reader’s convenience, we briefly report the conditions we have to
check:

(i) V is bounded and max,cr V (z) exists;

)
(i) V € C?*(R\ {z,z}) N C'(R);

(iii) V satisfies max{AV — pV + R,MV -V} =0;

(iv) the optimal control is admissible, i.e. u*(x) € U, for every x € R.

Condition (i) and (ii). The first condition holds by (2.43), whereas the second
condition follows by the definition of V.
Condition (iii). We have to prove that for every = € R we have

max{ AV (z) — pV (z) + R(z), MV (z) — V(z)} = 0. (2.45)

In ]z, z[ the claim is true, as MV —V < 0 by (2.42) and AV — pV + R = 0 by
definition (recall that here we have R = f and V = ¢4, with Ap4 — ppa + f = 0).



56 Optimal price management in retail energy markets

As for R\]z, Z[, we already know by (2.42) that MV —V = 0. Then, to conclude
we have to prove that

AV (z) — pV(z) + R(z) <0, Vr € R\|z, Z[.

By symmetry, it is enough to prove the claim for x € [#, +oo[. By the definition of
V(x) and (2.26), in the interval [z, +oo[ we have V = p4(z*) — ¢ = ¢(Z); hence,
the inequality reads

—ppa(T) + R(z) <0,  Va € [z, +oo.
As R is decreasing in [z, +00] 2 [Z, 400, it is enough to prove the claim in z = z:

—ppa(T) + R(Z) < 0.

Since Apa(Z) — ppa(Z) + f(Z) =0 and f(z) = R(Z), we can rewrite as

which is true as Z is a local minimum of ¢4 € C*°(R), so that ¢’} (z) > 0.
Condition (iv). Let © € R; recall (2.8): we have to show that

]Eac |:Z epT]::| < 00.
k>1

When acting according to the optimal control u*, the retailer intervenes when the
process hits z or z and shifts the process to z* € |z, Z[. As a consequence, we can
decompose each variable 7 as a sum of suitable exit times from |z, Z[. Given y € R,
let Y denote the exit time of the process y + oW, where W is a real Brownian
motion, from the interval |z, Z[; then, we have 7 = (* and

k—1
=0+ 0,
=1

for every k > 2, where the variables Cl"”* are independent and distributed as ¢*". As
a consequence, we have

E, [Z e—ﬂﬂi] ~E, [Z P (S oty cf*)] _ [ oy H e—pcf*]_
k>2 k>2 k>21=1,...k—1
By the Fubini-Tonelli theorem and the independence of the variables:

sl T o] mim)y 1 nle]

k>21=1,..., k>2 1=1,.

As the variables g‘f* are identically distributed with Cf* ~ (*", we can conclude:
1

> 1T Em[e—pcf*} =Y B[] <o,
k>2

k>21=1,....k

which is a converging geometric series. O
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The value function in Definition 2.6 clearly depends on the parameter c. Up to
now we have always assumed c¢ to be a constant; we now consider V' as a function
of ¢ and investigate the limit case ¢ — 07. To stress the dependence on ¢, we will
write V¢, x(c), z(c), u*(z,c).

When the fixed cost ¢ decreases, it is clear that the player intervenes more
frequently and that the continuation region |z, Z[ gets smaller. In the limit case
¢ = 0 (which corresponds to a problem with no intervention cost) we guess that
x =T = z* = x,: the continuation region collapses in the singleton {x,}. Hence, we
expect the value function to equal the value of the game in the static case (i.e. when
the process is constant), that is

Paie _ o [ / ~ eptR(:c)dt] —maxR(x)/p = f(z,)/p.  (246)

z€R zeR

where max R = f(x,) by (2.11). Proposition 2.13 makes this guess rigorous.

We start by proving a stronger result: we provide an estimate for z(c), Z(c) as
¢ — 07. To our knowledge, this is the first time that an asymptotic estimate for the
continuation region of an impulse control problem is provided.

Proposition 2.12. Let (2.24) hold and let x(c),z(c) be as in Definition 2.6, for
¢ > 0. The following asymptotic estimates hold:

‘Z(C) ~es0t Lu — C%v ‘%(C) ~e—0t+ Ty C%, (2'47)

where we have set C = /6/(k26?).

Proof. Recall by Proposition 2.9 that for each ¢ > 0 we have
z(c) =zy —Y(A(),  z(c) = 2y + Y(A(c)), (2.48)

where the function § has been defined in the proof of Lemma 2.7 and A(c) € ]0, A]
is the unique solution to g(A4) = ¢, with g as in (2.33) and A as in (2.31). Hence,
we have to estimate §(A(c)) as ¢ — 0.

Let us start by the expression of g in (2.36):

2 — Okai?(A) (6917@4) _ e—H?J(A)) — 2ko7j(A) (6037(A) + e 09(A) _ 2)
9(A) = 0(e05(A) — ¢~05(A)) ’

for every A €]0, A[. Recall by (2.32) that §(A) — 0 as A — A~; hence, by the
Taylor series we have

T _ o=05(4) — 9(gg(A)) + %(9.@(14))3 +o(g(A)"),

2+ o(5(4)%),

_ - 2
A —0g(A _
VA 4 =084 — 9 4 o1 (65(A))

which leads to the following approximation:

ks (A) (205(4) + °5(4)/3) — 2kai(4) (625%(4) )
0(205(A)) ’

g(A) ~AA-
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after rearranging the terms, we get

g(A) ~ a4~ TQ (A). (2.49)

Now, since A is the inverse function of g (as reminded above) and since g(A~) = 0
by (2.34), we deduce that

lim A(c) = A. (2.50)

c—0t

Hence, by (2.49) we have

But g(A(c)) = ¢ by the definition of A(c), so that we deduce that

_ 6
y(A(c)) ~emot ¥ W %7

which concludes the proof. O

Proposition 2.13. Let (2.24) hold and let V¢ be as in Definition 2.6, for ¢ > 0.
Then, we have

z'(c) <0, 7'(c) >0, lim z(c) = lim Z(c) = zy, (2.51)

- c—0Tt c—0t

for ¢ > 0. As a consequence, the following punctual limits hold:

lim Ve(z) = Veiatic. Jim x50 = g (2.52)

c—0t c—0+

for every x € R and t > 0, where V%% s the constant defined in (2.46).

Proof. Let us start with (2.51). The limits immediately follow by Proposition 2.12;
moreover, by symmetry it is enough to prove that z’'(c¢) > 0 for ¢ > 0. By (2.48) we
have

(0) = 7 (A(0) A'(0), (2.53)
for every ¢ > 0, where the functions g, A are as in Proposition 2.12. The function
A+ §(A) is the inverse function of A, with A as in (2.39) (we have written A instead

of A not to create confusion with the map ¢ — A(c) we have previously used). Since
A" <0 by (2.41), it follows that

1
- A (g(Ae)

for every ¢ > 0. Similarly, the function ¢ — A(c) is the inverse function of g, with g
as in (2.33). Since ¢’ < 0 by (2.34), it follows that

7 (A(c)) <0, (2.54)

=—— <0, (2.55)

for every ¢ > 0. By (2.53), (2.54) and (2.55) we conclude that z’(c¢) > 0.
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Let us now consider (2.52). Recall that, thanks to Proposition 2.11, we have a
semi-explicit expression for V¢; in the notations of this proof, it reads

Ve(e) = {m@@), z € Jz(e), 7(c)], (256)

PA(c) (ij) —¢ TE R\]x(c)a j(c)[,
for z € R and a fixed ¢ > 0. We now rewrite V¢ so as to focus on the parameter c.

Since we have proved that z(c), Z(c) are monotone and converge to x,, by (2.56) it
follows that for every fixed z € R\ {z,} we have

v) & 07 c )
VC(CC) _ PA(c) (ZC ) ¢, cE ]~ C(ZE’)[ (257)
PA(c) (x)a ce [0(55)7 +OO[,
where ¢ > 0 is a suitable function, while in the case x = z, we simply have
VE(xy) = pae)(z0),  c€]0,+00[. (2.58)

By (2.57) and (2.58) it follows that for every € R and ¢ > 0 we have

lim VE(z) = lm @) (20) = 0 1(T0),

c—0t c—0t

where A(0T) = A, as proved in (2.50). Recall now the expression of 5 in (2.22),
the definition of A in (2.31) and the value of k3 in (2.23): we have

"y 2k2 f(ajv) 2k2 f(xv)
@A(xv)=2A+k3:0—2+ P *072: 2

which proves the first claim in (2.52).
Finally, as X%%"(#:9) lies by definition in the continuation region, i.e.

z(c) < XTW @0 < 7(e),
the second claim in (2.52) immediately follows by passing to the limit as ¢ — 07. [

Clearly, even if the value function is well-defined in the case ¢ = 0, an impulse
optimal policy does not exist in this case, as it would consist in continuous inter-
ventions by the player. Indeed, the situation would be as follows: at the beginning
of the game the process is immediately shifted (with no penalty, as ¢ = 0) to the
optimal state x, and then the retailer instantaneously intervenes to keep the process
constant.

We now investigate the monotonicity of the value function with respect to c.
When the intervention cost decreases, the retailer can intervene more frequently
to shift the process to the optimal state x,, so that we expect a bigger value for
the problem. In other words, given a fixed z € R, we expect V¢(x) to increase as
¢ — 07, which is equivalent to (dV¢/dc)(z) < 0 (since ¢ approaches 0 from the right,
a maximal value in 0 corresponds to a decreasing function). In particular, the value
function should be always smaller than the static value of the game.
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Proposition 2.14. Let (2.24) hold and let V¢ be as in Definition 2.6, for ¢ > 0.
For every x € R and ¢ > 0 we have

d
Ve 0: 2.59
dc (w) < Y ( )

in particular, the value functions are always smaller than the static maximum:
V() < Vet (2.60)
for every x € R and ¢ > 0, where V1% js the constant defined in (2.46).

Proof. First of all, the inequality in (2.60) is an immediate consequence of (2.59)
and Proposition 2.13. Then, let us use the notations of Proposition 2.13 and focus
on (2.59). Recall the definition of ¢ 4):

P (@) = A(e)e? ™) + A(e)e @) — ky(z — 24)* + ks,

for every ¢ > 0 and x € R. Then, by (2.57) and (2.58) we have

ave 2A'(c) — 1 0,¢
V()= {240 oo . ¢ € 10, ea)] (2.61)
de Al(c) (@) e=0l=)) - ¢ € [E(x), +o0],
for every € R\ {z,}, whereas in z = z,, we have
ave
P (1) = 24'(c), c €10, +o0]. (2.62)
The inequality in (2.59) follows since A’ < 0, as proved in (2.55). O

Finally, we study the robustness of the value function with respect to ¢ in a
(right) neighbourhood of zero. The problem is as follows: how sensitive is the value
function to small changes in ¢ around zero? Clearly, we have to estimate (dV¢/dc)(x)
as ¢ — 07, with z € R.

It has been shown that intervention costs in the form ¢+ A|d| often imply a value
function V¢ which is not robust with respect to ¢ = 0, i.e. such that (dV¢/dc)(x)
diverges as ¢ — 0, for every x € R. Practically, given a very small value of c, a
slight change in the intervention cost does not correspond to a proportionally slight
change in the value function: the difference explodes as ¢ — 0%. Clearly, such a
behaviour is extremely problematic when performing numerical experiments. This
property has been first noticed in [31], in a specific case, and then generalized in
[33] for a class of problems with quadratic payoff and XA > 0. Our problem does not
belong to the the class studied in [33], as we here have A= 0; however, we can prove
that such behaviour is present in our case as well.

Corollary 2.15. Let (2.24) hold and let V¢ be as in Definition 2.6, for ¢ > 0. For
every x € R, we have

5 ave

c—1>r‘§1+ dc
Proof. By (2.61) and (2.62) we just have to prove that A'(07) = —oo. As already
noticed in (2.55), for each ¢ > 0 we have A’'(¢) = 1/4¢'(A(c)) < 0, with g as in (2.33);
by using the expression for ¢’ in (2.38), it is immediate to deduce that ¢'(A~) = 0,
so that A’(0") = —oo. O

(x) = —o0.
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2.3.3 Extension to processes with non-zero drift

We now extend the results of the previous sections to the case where the process
has a non-zero drift term. Hence, we no longer assume y = 0 and we consider the
problem in Section 2.2 with

A=0. (2.63)

By arguing as in Section 2.3.1, in this case the candidate for the value function
is as follows.

Definition 2.16. For every z € R, we set

f/(:ﬂ) _ {SOA1,A2($)? m ]@'7

S|

[

PALA (I'*) -G n R\] aj[a

18

where v, 4, 15 as in (2.20) and the five parameters (Ai, Az, z,Z,x*) satisfy the
conditions (2.25)-(2.26).

The only difference with respect to Definition 2.6 relies in the function @4, a,:
as we now consider a generic value for u, we can no longer use the expression in
(2.22) and we have to use the generic expression in (2.20).

In Section 2.3.1 we managed, by using a symmetry argument, to simplify the
conditions in (2.26) and to deduce an existence result for (2.25)-(2.26). This pro-
cedure cannot be replicated here, due to the presence of a drift: the process is no
longer symmetric, so that the value function cannot be symmetric either. Hence, it
is not possible to simplify (2.26) and a general existence result is not available for
this system. So, we have to assume that a solution actually exists.

Assumption 2.17. We assume that a solution to (2.25)-(2.26) exists. Moreover,
we assume that there exist T1,2o, with x < T1 < x* < Z9 < T, such that go’Awb <0
m ]:fl,i‘g[ and wfill,Az >0 in ];L‘,:fl[U]i’Q,i'[.

We remark that the conditions on the second derivative are, heuristically, always
satisfied by a solution to (2.25)-(2.26): since z* is a local maximum and we need
a Cl-pasting (with slope equal to zero) in z and Z, we expect to have two changes
in the convexity of ¢4, 4,. Moreover, we do not need to require uniqueness for the
solution: this is an immediate consequence of the verification theorem.

If a candidate solution actually exists, i.e. if Assumption 2.17 holds, the same
arguments as the ones in Proposition 2.11 show that it coincides with the value
function; moreover, we can characterize the optimal control.

Lemma 2.18. Let (2.63) and Assumption 2.17 hold and let V be as in Definition
2.16. Then, for every x € R we have

MV(ZL‘) = pa;,4,(2") —c
In particular, we have

{MV -V <0} =]z,z2[, {MV -V =0}=R\]z, 7.

Proof. The proof is similar to the one of Lemma 2.10. First of all, let us study the
monotonicity of V:
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- V is constant in | — 0o, z] and [7, +oo[ by definition, with V = a4, 4,(z*) — ¢;

- V is strictly increasing in ]z, z*[ (by (2.26) we have ¢y, 4, (2) = ¢y, 4,(z*) =
0 and by Assumption 2.17 the function go;h 4, 1s first increasing and then
decreasing in ]z, z*[, so that V' = ©s, 4, > 0in ]z, z*[) and strictly decreasing
in Jz*, z[ (by similar arguments).

From now on, the proof is like in Lemma 2.10; for the reader’s convenience, we
briefly recall the arguments. By the previous arguments, we deduce that

I:Lljleafé(‘?(y) = V(l’*) = PA;,A (l‘*), 15161]1%‘7(3/) = PA;,A (l‘*) -G,

As a consequence, for every z € R we have

MV () = max{V(z +6) — ¢} = max V(y) — ¢ = pa, 4,(z") — c.
deER yeR

By the definition of V, we have

MV (z) =V (z) =0, in R\]z, z[.

Moreover, as PALA (f) = YA, A (x*) —c by (2'26) and PALLA (j:) = min[@,f] PALA
by the previous arguments, we have

MV($) *V(l‘) = PA1,A (l‘*) —C— YA, Ay (SU) = YA, A (SE) —PALA (33) <0, in ]‘L j[?
which concludes the proof. ]

Proposition 2.19. Let (2.63) and Assumption 2.17 hold. Then, for every x € R
an optimal control u*(x) for the problem in Section 2.2 exists and is given by (2.44).
Moreover, V' coincides with the value function: for every x € R we have

V(z) =V(z) = J(z;u'(z)).

Proof. The same as Proposition 2.11: adding a drift term does not change any
passage in the proof. ]

In short, if a drift term is present in the process, we no longer have an analytical
existence result for (2.26), so that we need to assume it. Under this further assump-
tion, we can argue as in Sections 2.3.1 and 2.3.2 and characterize the value function
and the optimal control.

2.4 The case with variable penalty
In Section 2.3 we have studied the case A = 0. In this section we study the problem

in the case A > 0, which means that, besides the fixed cost ¢, a variable intervention
penalty is also present.
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2.4.1 A generalization of the procedure

Exactly as we did in Section 2.3.1 and Section 2.3.3, let us start from the QVI
problem (2.17) to define a candidate for the value function. In this case, the function
V has the following form:

V() - {*”AI’AQ("””Z’ poelnl
©A, Ay (%) —c— AO(x), if x € R\|z,Z],

where ¢4, 4, is a solution to (2.19) and the parameters satisfy the usual conditions,
which will be detailed later. First of all, we notice that in this case we face a
regularity problem: the function ®, defined in (2.5), is not differentiable in {0, A} €
R\]z, Z[ (recall that 0 < z < & < A), so that here we cannot apply Proposition 2.4
(recall that it requires the candidate V to be everywhere differentiable).

Since classical results cannot be used in this case, we need another approach to
tackle the problem. The procedure we are going to use is as follows.

1. We approximate ® by smooth functions ®,, and we show that, by substituting
® with ®,, in the penalty, we get value functions V,, which converge to the
original value function V' (and such that classical results can now be applied);

2. We look for candidates Vj, for V,, and V for V, with the property V, > V:

3. by using the classical verification theorem, we prove that actually V,, =V, and
we deduce that V =V.

We now develop in detail these steps. We anticipate that this procedure presents,
at the moment, some open problems which are currently subject of ongoing study:
we here summarize the current state of the work.

First step. By a standard procedure, we can approximate the function ® by
smooth functions ®,,; consequently, we define a sequence of control problems with
smooth penalty functions.

Lemma 2.20. There exists a sequence {®p}nen € C*(R) such that

ILm Hq)n - <I)”oo =0, (2-64)
¢, =® in R\ K, where K,, = [—-1/n,1/n|U[A —1/n,A+1/n]. (2.65)

Proof. Standard mollification theory. The convergence is uniform everywhere, not
only on compact subsets, as the functions ®,, differ from ® only in a bounded subset.
Moreover, by choosing symmetric mollifiers we have (2.65). O

Definition 2.21. Let the constants ¢, A be as in Section 2.2. For every n € N and

T € R we set
K, (x) = c+ AP, (x),

with the function ®, as in Lemma 2.20, and

Vao) = sup Juasu) = sup .| [ e ROG)I - Y e, (06,)],
uGZ/{m ’ueu:c 0 k

with the set Uy, the constant p and the function R as in Section 2.2.
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Notice that in V,, the mollified function ®,, has been used only in the penalty
function. Indeed, we have no need to use ®,, also in the running cost R, as we have
seen that the regularity problem just relies in the singularities of the penalty K.

We now show that the functions V,, converge to V', as n — co. The convergence
result is preceded by a technical lemma, where some estimates are proved.

Lemma 2.22. Let V' as in Definition 2.2 and let V,, as in Definition 2.21, with
n € N. The following estimates hold.

1. The functions Vy,, V' are bounded from below by a polynomial: for every n € N
and x € R we have
Va(2),V(z) = p(x), (2.66)

where p is a second-degree polynomial whose coefficients depend only on A, b, p.

2. For everyn € N, z € R and every control u € U, we have
| (@3 u) — J(z;0)] < N|®p — ®|ocEa [Ze—m} : (2.67)
k

where the expectation in the right-hand side is finite.

Proof. Estimate (2.66). Let z € R and let u® € U, be the control corresponding to
the policy with no interventions. By the definition of V' and as R > f, see Section
2.2.1, we have

oo oo
V(z) > J(@ud) = K, [ / e_ptR(Xt)dt] > E, [ / et f(Xt)dt].
0 0
By the definition of f in (2.10) and the Fubini-Tonelli theorem, we have
[e.e] oo
.| [T e = [T e -aB X3+ B L] - )t
0 0
As X, corresponds to the process with no interventions, we have
Xe=a—put—oWy,  Eu[Xy]=2—put, E X =(z—ut)+c%.
As a consequence, by integrating by parts it is immediate to see that
o
/ e~ (—aBy[X7] + BE.[X] — 7)dt = p(a),
0

where p is a second-degree polynomial. The result holds for V,, as well, since the
functions V' and V,, differ only in the penalty part, which plays no role in this proof.
Estimate (2.67). Let n € N, z € R and u € U,. By definition, we have

| Jn(z;u) — J(2;u)| < E, [Ze_ka\Kn(X(Tk)) - K(X(Tk))|]
k

= AE; [Ze—pm ‘(I)”(X(Tk)_) - (I)(X(Tk)_){] S|P — | ooEs [Z e_ka] .
k k
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To conclude the proof we have to show that the expectation is finite. Since u is
admissible, by (2.8) we have

Ex[Ze_pT’“ ()«I)(X(Tk))Jrc)} = \E, [Ze—m@(xm))]ﬂ& [Ze—m] < 00,

k k k

so that both the terms in the right-hand side are finite. O

Notice that the expectation in (2.67) depends on x and u: a key-point when deal-
ing with (2.67) is then to remove such dependence. We now prove the convergence
of the value functions V.

Proposition 2.23. Let V as in Definition 2.2 and let V,, as in Definition 2.21,
with n € N. The functions V,, converge to V. as n — oo, uniformly on the compact
subsets.

Proof. Let x € R. By the definition of V(x), for each € > 0 there exists a control
u® = u®(x) € Uy such that V(z) —e < J(x,u®). Since the function R is bounded
from above and since K (-) > ¢, we first notice that

J(z,uf) = E, [/ e M"R(Xy)dt - e—PTkK(X(Tk)_)} < C —cE, [Z e—PTk] :
0 e k

for a suitable constant C' > 0. Then, by the definition of u* and by Estimate (2.66)
we have

o |
Q|

[Z] J(O— (@) < (O=V(@)+e) < L(C—pla)+e) = qla) +e/e.

where ¢(z) = (C' —p(z))/c is a second-degree polynomial. Hence, by estimate (2.67)
we get,

J(z,u®) < Jn(x,u€)+>\||<1>n—<1>||ooIEx[Ze_m] < V() + M| @), — | 0o (q(x) +€/0).
k

Finally, as e — 0" we have
V(z) < Va(z) + Aq(2)[|Pn — P|oo- (2.68)

Let now n € N. By arguing exactly as in the first step (we just switch V,, with V'
and J,, with J), we get

Va(@) < V() + Aq(@) ][5 — @] oo (2.69)
As Estimates (2.68) and (2.69) hold for every x € R, we finally get
[V = Voo < Aq(2)[[®n — @|oo,

which concludes the proof. O
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Second step. We now try to build candidates for V' and V,,. As usual, the
starting point of this procedure is the QVI problem in (2.17).
A natural candidate for V is

(90’(1’*) _ 07 s0//(%*) < 0’
; p(x), in ]z, 7, 90’@ = *MI”(:{),
v = {cp(x*) —c—A0(z), inR\|z,z], where () = —22(Z),

where the function ¢ = @4, 4, is as in (2.20) and we ask 0 < z < 2* < Z < A.
Similarly, a natural candidate for V,, is

(¢/(a3) =0, ¢"(x}) <0,
5 (,0((17) in ]IIZ‘ 7 [ SO,('I’H) = _A(D;L(‘Zn)a
Vn(:c):{ *, . 2. i _mx n% where { @' (Z,) = =P, (Zy,),
(p(l’ ) )\‘I’n( )7 R\]_na n[a @(@n):@(x*)—c—)\@n(@n),
0(Tn) = (") —c= APy (Ty,),
(2.71)

where the function ¢ = par a7 is as in (2.20) and we ask 0 < z,, < ) < T, < A.
The conditions on the coefficients in (2.70) and (2.71) are very close to each
other. Indeed, since 0 < z < * < & < A, for n big enough (say n > N) we have

z, 2", 7 € [1/n,A—=1/n[ C {y:2(y) = Pu(y)}-
It follows that, for n > N, we have
D(y) = Puly) = —(y — A)/A,  ¥(y) =P,(y) =-1/A,  ye{z,a", 7}
As a consequence, if the 5-uple (Aj, Ao, z*, 2, %) is a solution to (2.70), then it is
also a solution to (2.71), for n > N. In short, we have seen that, given a candidate
for V, we immediately have a candidate for V,,. We summarize these arguments in

the following definition.

Definition 2.24. For each n € N and x € R, we set

f/(:L') _ {SOA17A2($)’ 7’” ]'L*’Z’[v ) (2.72)
PALA2 (l‘*) —Cc— )\CI)(J’), m R\]Z:v l‘[,

V() = {‘p"‘l"‘b(x)’ in o, (2.73)
‘:OAl,Az(x*) _C_ACDTL(:E)v mn R\]l'vl'[a

where A, A, 15 as in (2.20) and the five parameters (A1, Az, x,Z,x*) satisfy

O<z<az"<z<A (2.74)
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and the following conditions:

P4, (@) =0 and ¢ 4, (a%) <0, (optimality of x*)
QP,ALAQ (z) = M/A, (C*-pasting in )
Yh,.4,(T) = A/A, (CY-pasting in z) (2.75)
©ay 4, (T) = pa, 4, (@) —c+ A/ A(z — A), (C°-pasting in z)
©A1.4,(Z) = oA, 4,(T%) —c+ A/A(Z — A).  (C°-pasting in T)

Third step. As anticipated, the problems V,, have smooth penalty functions,
so that it seems plausible to use the classical verification theorem. Assume for
a moment that in this way one proves that Vj, actually corresponds to the value
function, i.e. that V,, = V,. Then, by passing to the limit, it immediately follows
that V = V and we also know the optimal control, as shown in the next lemma.

Lemma 2.25. Assume that there exists n € N such that Vi, = V,, for n > N, with
Vi, as in Definition 2.21. Then, the function V is the value function of the non-
smooth problem: V =V, with V as in Definition 2.2. Moreover, an optimal control
exists and is given by (2.44).

Proof. Since V;,, — V by Proposition 2.23 and V;,, — V by Definition 2.24, from the
assumption V,, = V,, it immediately follows that V = V.

As for the second part, let € R and let u*(z) be defined as in (2.44). Since
X#u"(#) ¢ |z, Z] by the definition of u*(z) and since V =V € C(]z, Z[), one can
apply It6’s formula and argue as in the standard verification theorem to prove that
u*(z) is the optimal control. For the reader’s convenience, we here briefly report
such arguments. To shorten the notations, we write u* = u*(z) and X = X* (#),
by applying the It6 formula, we get

V(z) =E,; [/ e PHAV — pV)(Xy)dt + Z e Pk (V(XT;) - V(X(@)J) ] .
0 k
By the definition of u* we have

(AV—pV+f)(X:) =0 and V(X)) = MV(X(rr)-) = V(@) —c=2A@(X (7))

Since X+ = x* (the process has just been shifted to the optimal value), we finally
have

V(z) =E; [/000 e PLf(Xy)dt — Ze"’ﬂ: (c+ A@(X(T;)—)) = J(z,u"),
k

as R(X;) = f(Xy) since X €|z, Z[, which concludes the proof. O

Finally, we just have to prove that V;, = V;, by using the Verification Theorem
2.4. Unfortunately, this is still an open problem, as we explain in the next section.
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2.4.2 Penalty functions and concavity: an open problem

As anticipated, in this section we explain why the claim V,, = V,, is, at the moment,
an open problem.

Proposition 2.26 (Tentative). There exists N € N such that V,, = V,, forn > N.

Proof. (Tentative). As seen in Proposition 2.11, the key-point is to show that Vj, is
a solution to } . 3 .
max {AVn —pVu+ R, MV, — Vn} =0.

Let us focus on the first term: we need to prove that

o? - ~ ~
AV, (z) — pVi(z) + R(x) = ?Vé’(az) — pVi(z) — pVp(z) + R(z) <0,

for each x € R. Let us consider, in particular, the case z € [~1/n,1/n]. For n big
enough, by definition here we have V,,(z) = ¢, 4,(*) — ¢ — A®,(x), so that we
have to prove that

o2
— )\TCIDZ(JJ) + @), () — p(pa,,a,(z") — c = A0y (2)) + R(z) <0, (2.76)

for every x € [—1/n,1/n]. Now, the functions ®,, have the following properties in
z =0

®,(0) € [1—A/n, 1], ®’ (0) € [-1/A,0], lim " (0) = —oo0, (2.77)

where the first two properties are immediate and the third one follows by ®//(0) < 0
(immediate, as ® is concave in a neighbourhood of 0) and the Lagrange theorem:

A=, (1/n) = @, (=1/n)| < sup |D7|(2/n).
[—1/71,1/71]

Since (2.77) holds, it is clear that (2.76) cannot be true in x = 0. Hence, in the
present framework we cannot apply the verification theorem to our candidate. [

In short, our candidate V,, does not satisfy the assumptions of the verification
theorem. We now collect some remarks about this issue.

e [Importance of a rigorous procedure] When dealing with verification theorems
in control theory, one first builds a candidate and then checks if it really
satisfies all the assumptions of the theorem. Although this final passage is
usually omitted and considered as obvious, we underline that it should not be
underestimated. On the one hand, the proof presents, even in standard cases,
some non-trivial parts and may require further conditions on the coefficients
(see Proposition 2.11); on the other hand, we have provided an explicit example
where the candidate value function, built by starting from the verification
theorem, does not actually satisfy the assumptions of the theorem itself.

e [Singularities successfully overcome] We underline that our issue consists in ap-
plying the verification theorem to V;,, which is a problem with smooth penalty.
Indeed, the approximating procedure has worked and we have been able to
overcome the singularities in the penalty function.
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e [Research area: non-standard penalty function] In the literature, all the explicit
examples of stochastic impulsive problems have constant or linear penalty
functions. However, it is clear that many practical models need penalties
with a more complicated structure (for example, one can consider truncated
penalties, like in our case). To the best of our knowledge, this is the first time
that a non-standard penalty function is considered, and we have seen that the
situation is not straightforward.

We are currently working on this open problem, according to the remarks above. In
particular, we focus on the properties required to penalty functions.

2.4.3 A way out by stronger conditions on the controls

We here show a way to circumvent the problem outlined in the previous section,
provided that stronger conditions on the admissible controls are required. More
precisely, if we force the retailer to keep the process X in the interval 0, A, the
singularities of the penalty no longer belong to the set where the value function is
defined and the standard arguments can be applied. We now detail this procedure.
From now on, let us assume that the following condition is also required to
admissible controls u € U, (besides the ones in Definition 2.1), with = € R:

X, e ]0,A] vt > 0. (2.78)

Practically, (2.78) forces the retailer to intervene (at least) every time his market
share hits 0 or 1; in other words, we do not admit situations where the retailer has no
customers or where he holds the monopoly of the market. Indeed, this assumption
is quite strong, but realistic and reasonable as well.

In this new framework, it makes sense to define the value function V only in the
interval ]0, A[; explicitly, for each € ]0, A[ we have

V(z)= sup Ez[ /Ooee_pt<Xt<I>(Xt)—l2)<I>(Xt)2>dt—Ek:e"’Tk<c—2<X(Tk)_—A>>].

u €Uy s.t.
XTvel0,Al

We underline that the second term in the intervention penalty is non-negative by

(2.78). The candidate V is now defined as follows.
Definition 2.27. For each x € |0, A[, we set

V(o) = {“"Al’“(xi’ i
SDALAQ(‘T ) —c+ )\/A((E - A)? mn }07 A[\]$7x[7

where @A, 4, s as in (2.20) and the five parameters (Aq, Az, x,Z,2*) satisfy the
conditions (2.74)-(2.75).

As in Section 2.3.3, the system in (2.74)-(2.75) is not tractable analitically; hence,
we have to assume that a solution actually exists.

Assumption 2.28. We assume that a solution to (2.74)-(2.75) exists. Moreover,
we assume that there exist T1, %o, with x < 1 < x* < T9 < T, such that ‘pzh,Az <0
in |21, Z2[ and ¢, 4, > 0 in |z, 31[U]Z2,Z[. Finally, we assume v < & < I, where
we have set & = x, — (p\)/(2aA).



70 Optimal price management in retail energy markets

As anticipated, now the penalty has no singularities in the set where V' is defined,
so that apply the standard theory and argue as in Section 2.3.

Lemma 2.29. Let (2.78) and Assumption 2.28 hold and let V be as in Definition
2.27. Then, for every x € 0, A[ we have

MV (@) = o, 1,(a") — ¢+ A (2 = A).

In particular, we have
{MV_V<O}:]$7£'[7 {MV—V:O}:]OvA[\]'Zaf[

Proof. The proof is similar to the one in Lemma 2.18, with some modifications due
to the presence of the variable term in the penalty. First of all, let us study the
monotonicity of V:

- V is strictly increasing in |0, z[ and |Z, A[ by definition;

- V is strictly increasing in ]z, z*[ (by (2.75) we have ¢!y 4, (@), ¢y, 4,(z") >
0 and by Assumption 2.28 the function go;h 4, 18 first increasing and then
decreasing in ]z, z*[, so that V' = @', 4, > 0in ]z, 2*[) and strictly decreasing

in Jz*, z[ (by similar arguments).

It follows that sup]oyA[f/ e {V(z*),V(A™)} and that inf]oA[f/ e {V(0H),V(z)}.
By (2.75) it is immediate to see that V(z*) > V(A~) and that V(0%) < V(Z), so
that we finally have

ygﬁg[wy) = V(") = pa, 1, (z%), yei}réfA[V(y) = a4, (") —c— Al

As a consequence, for every = € |0, A[ we have

MV (z) = MT&%A[{V@ +8) —c+ MA@ —A)} = pa,a,(") —c+ A Az — A).

By the definition of V, we have

MV(z)—V(z)=0,  in]0,A\z,z[.

Moreover, as @, A,(Z) = YA, 4,(¢") —c+ X/A(z — A) by (2.75) and @4, 4,(z) =
ming z| ¥4,,4, by the previous arguments, we have

MV (z) = V() = pay, 4, (%) — ¢+ A Az = D) = pa, ()
= (¢A17A2(l:) - @Al,fh(‘r)) - )‘/A(‘Z - x) <0, in ]5£7§7[7
which concludes the proof. O

Proposition 2.30. Let (2.78) and Assumption 2.28 hold. Then, for every x €]0, A
an optimal control u*(x) for the problem in Section 2.2 exists and is given by (2.44).
Moreover, V' coincides with the value function: foe every x € R we have

Viz) = V(x) = J(z;u"(x)).
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Proof. First of all, the condition in (2.78) does not change anything in the proof
of the verification theorem, which still holds. Hence, we can use exactly the same
arguments as the ones in Proposition 2.11, with minor modifications.
The only difference, due to the presence of the variable part in the penalty, is in
the proof of
AV (z) — pV(z) + R(z) <0, vV €]0, A[\]z, Z].

We prove the claim for x € [7,A[, the case z € |0,z] being similar. Since for
x € [Z,A] we have V(z) = ¢a, 4,(2*) — c+ A/A(x — A) by the definition of V(z),
the inequality reads

_%ﬂ — () —c+ %(x —A))+ R <0, VeelzAl

As ©a,,4,(Z) = pa, a,(2") —c+ A/A(Z — A) by (2.75), we can rewrite as

A A
~ = p(aa@ + S @ =) + R@) <0, VrelrAl
The function z +— R(z) — pA/A is decreasing in [z, A[ by Assumption 2.28 (imme-
diate check on the derivative); then, it is enough to prove the claim in z = z:
A

A T PPALA () + R(z) <0.

Since Apa, 4,(Z) — ppa, a,(T) + f(Z) =0 and f(z) = R(Z), we can rewrite as

o,

A 5 PALA (Z) + ppls, 4,(T) <0;

as 'y, 4,(%) = A/A by (2.75), we finally have

0.2

_3901{{17142 ('i') S 07

which is true since cpffh, Ay (z) > 0 by Assumption 2.28. O

In short, if we impose the condition in (2.78) to admissible controls and if As-
sumption 2.28 holds, we can bypass the problem related to the singularities of ®
and characterize the value function and the optimal control.






Chapter 3

Non-zero-sum stochastic
differential games with impulse
controls

3.1 Introduction

In this chapter we provide a general framework for non-zero-sum stochastic games
with impulse controls. Within this setting, we investigate the notion of Nash equi-
librium through the corresponding quasi-variational inequalities. To the best of our
knowledge, this class of games has not been addressed in the literature yet.

The theory of optimal stopping games dates back to the seventies: two players
are present and each one decides when to intervene and stop the game. In the zero-
sum case such problem has been studied in [21], whereas the non-zero-sum case was
treated in [4]. To our knowledge, the only explicit application of the techniques in
[4] is a very recent paper: see [13]. Conversely, if we consider games with iterate
interventions by means of stopping times, i.e. with impulsive controls, the references
in the literature are very few and exclusively related to the zero-sum case, see [14].
The goal of this chapter, as anticipated, is to address the non-zero-sum impulsive
case: more precisely, we provide a rigorous framework for such problems, introduce
Nash equilibria, define a suitable system of quasi-variational inequalities (QVI) and
prove a verification theorem. We anticipate that the QVI problem in [14] can here
be obtained as a particular case. Finally, a practical example will be provided.

More in detail, we consider problems where two players can affect a continuous-
time stochastic process X by discrete-time interventions. Each intervention, which
consists in shifting X to a new state, corresponds to a cost for the intervening player
and to a gain for the opponent. When none of the players intervenes, we assume X
to diffuse according to a standard SDE. In our model, the action of player i € {1,2}
is determined by the couple ¢; = (4;,&;), where A; is a subset of R™ and ¢; is a
continuous function: player ¢ intervenes if and only if the controlled process exits
from A; and, when this happens, he shifts the process from the state x to the state
&i(x). Let S be a fixed subset of R and let = € S be the starting state of the game;
the goal of player i is to maximize his payoff .J?, defined as follows: for each 1, 2

73
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and i € {1,2} we set

. TS
J (@301, 02) =Eq [/ e P fi(Xs)ds + § e Pk g, (X(Ti,k)_ ) 51}/%‘)
0

1Sk§Mz :Ti,k:<TS

+ Z e PiTikap; (X(Tj,k)_ g 5j,l<:) +e P h; (X(TS)_) H{TS<+°°}} JUCRY

lngMj 1T k<TS

where j € {1,2} with j # 4, the exit time from S is denoted by 7g, the variable 7; j, is
the k-th intervention time of player i and §;  is the corresponding impulse (so that
wi = {(Tik, % k) }1<k<n, is the impulse control collecting player i’s intervention).
The Nash equilibria for problem (3.1) are defined in the usual way.

Let Vi(z) and Va(z) denote the value of the game with starting state z € R, in
the case where a Nash equilibrium exists. We consider the following QVI problem,
where M; and H,; are suitable operators:

‘/i = hi, in 83,
M;V; = V; <0, in S, (32)
H;Vi — Vi =0, in {M;V; —V; =0}, '

maX{AVi —piVi + fi, MiV; = Vi} =0, in {M;V; —V; <0}

The main result of this chapter is the Verification Theorem 3.8: if two functions
Vi, with ¢ € {1,2}, are a solution to (3.2), have polynomial growth and satisfy the
regularity condition

Vi € C*(D; \ dD;) N C*(D;) N C(9), (3.3)

where j € {1,2} with j # ¢ and D; = {M;V; —V; < 0}, then they coincide with the
value functions of the game and a characterization of the Nash strategy is possible.

Practically, one first tries to solve the last equation in (3.2), then sets the pa-
rameters so as to meet the regularity conditions in (3.3) (it will be clear during the
chapter that this corresponds to a system of algebraic equations) and finally applies
the verification theorem. In general, if the regularity conditions are too strong, the
system may have more equations than parameters, so that there is (almost) no pos-
sibility to apply the verification theorem. In our opinion, this is the main weakness
in [4]: indeed, we have found only one explicit application of [4], see [13], and relaxed
conditions are needed. In our case, a practical example will show that the system
is formally solvable. In short, an important contribution in this chapter consists in
(3.3): it is the right condition for our problem, in the sense that it allows to prove
the verification theorem but it also makes possible to practically apply this theorem.

As anticipated, besides developing a general theory for this class of problems, we
show how to apply the verification theorem to a practical example. We consider a
problem where two countries can affect the exchange rate between their currencies.
The countries have different goals and we investigate the existence of Nash equilibria
for this problem, which can be modelled in the form (3.1).

The chapter is structured as follows. In Section 3.2 we give a rigorous formal-
ization to the problem in (3.1), define the equation of the QVI problem and prove
the verification theorem. In Section 3.3 we apply the general theorem to the specific
example outlined above.
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3.2 Non-zero-sum impulsive games

In this section we consider a general class of two-player non-zero-sum stochastic
differential games with impulse controls: after a rigorous formalization (Section
3.2.1), we define a suitable differential problem for the value functions of such games
(Section 3.2.2) and prove a verification theorem (Section 3.2.3).

3.2.1 Formulation of the problem

Let (2, F, {Fs}tsepo,00; P) be a filtered probability space and let {W} (0,00 De @
k-dimensional {F;}s-adapted Brownian motion; let S be an open subset of RY. For
every t € [0,00[ and y € S we denote by Y¥ a solution to the problem

QY = b(Y[)ds + o (VIV)AW,, s € [t,00], (34)

with initial condition Ytt’y =y, where b : R — R? and o : R — R¥F are given
continuous functions. We will later provide precise conditions ensuring that the
process Y'Y is well-defined.

Two players, indexed by ¢ € {1,2}, are present. Equation (3.4) models the under-
lying process when none of the players intervenes; conversely, if player 4 intervenes
with impulse § € Z;, the process is shifted from the present state x to the new state
I'(x,0), where T : R? x Z; — S is a continuous function and Z; is a fixed subset of
R!, with I; € N. Each intervention corresponds to a cost for the intervening player
and to a gain for the opponent, both depending on the state z and the impulse §.

The action of the players is modelled by discrete-time controls: an impulse con-
trol for player i is a sequence

u; = {(Ti ks Oik) P <k <M, (3.5)

where M; € NU {oo}, {7; 1}, are non-decreasing stopping times (the intervention
times) and {d; . }x are Z;-valued J,  -measurable random variables (the correspond-
ing impulses).

As usual with multiple-control games, we assume that the behaviour of the play-
ers, modelled by impulse controls, is driven by strategies. In this paper, the definition
is as follows.

Definition 3.1. A strategy for player i € {1,2} is a couple p; = (A;, &), where A;
is a fized subset of R and & is a continuous function from R? to Z;.

Strategies determine the action of the players in the following sense. Once the
couples ¢; = (A4;,&;) and a starting point = € S have been chosen, a couple of
impulse controls, which we denote w;(x; @1, p2), is uniquely defined by the following
procedure:

- player ¢ intervenes if and only if the process exits from A;,
in which case the impulse is given by &;(y), where y is the state;

- a contemporary intervention is not possible: if both the players want  (3.6)
to act, player 1 has the priority and player 2 does not intervene;

- the game ends when the process exits from S.
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In the following definition we provide a rigorous formalization of the controls asso-
ciated to a couple of strategies and the corresponding controlled process, which we
denote by X%¥1:#2,

Definition 3.2. Let x € S and let ; = (A;,&;) be a strategy for player i € {1,2}.
Let 7o = 0,29 = 2, X" = Y%O’mo,ag = oo and consider the conventions inf ) = oo
and (0o, 00[= 0; for every k € N we define, by induction,

ag = inf{s > Te_1: )A(:f*l ¢ O}, [exit time from O C RY]

~ A A S ~ . ) .
T = (ak LA ak2 A O‘k)ﬂ{%k,1<oaf_1} + Tk_lﬂ{f'k71=af_1}7 [intervention time/

my = H{aAl <af2} +2 ﬂ{aA2<aA1}, [index of the player interv. at 7i]
kS k<%

< vk—1 .

B = (K5 L5y o). fimpuise]

xp ="k ()Z'%_l, Sk) Il{;_k<oo}, [starting point for the next step]

Xk = Xk_lﬂ[o’;k[ + Y TRk Lz, o0 [contr. process up to the k-th interv.]

Let k € NU {00} be the index of the last significant intervention, and let M; €
NU {oo} be the number of interventions of player i:

k= sup {k € N: Py(7y = af)) < 1 and Py (7, = 00) < 1},
M; = Z1gkz§/} ﬂ{mk:i}(k)'

Fori € {1,2} and 1 < k < M;, let n(i,k) = min{l € N : >3 ) L=y = K}
(index of the k-th intervention of player i) and let -

Tik = To(ik)» Sike = Op(ip)- (3.7)

Finally, the controls u;(z, p1,v2), i € {1,2}, the controlled process X*¥1:¥2 and
the exit time from S are defined by (with the convention inf () = co)

w1 02) 1= (i) i shens
X-T#Plv‘PQ = XE,
7o PP = inf{s > 0: XJ¥1¥2 ¢ S}

To shorten the notations, we will simply write X and 7g. Notice that player 1
has priority in case of contemporary intervention (i.e. if afl = af2). In the following
lemma we give a rigorous formulation to the properties outlined in (3.6).

Lemma 3.3. Let x € S and let ¢; = (4;,&) be a strategy for player i € {1,2}.

- The process X admits the following representation (with convention [0o,00[=):
k—1 ) i
X = Z Ysrkwkﬂ[;—kﬁ’kﬂ[(s) + }/STIWIIC:H_[%E’OO[(S), (3.8)
k=0

- The process X is right-continuous. In detail, X is continuous and satisfies
Equation (3.4) in [0,00[\{Tix : iy < o0}, whereas X is discontinuous in
{Tik : Ti < 00}, where we have

Xojp = r (X(Tz‘,k)_’(sivk)’ Oik = &i (X(Ti,k)_)’ X~ € 94 (3.9)
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- The process X never ezits from the set A1 N As.

Proof. We just prove the first property in (3.9), the other ones being immediate.
Let i € {1,2}, 1 <k < M; with 7, < co and set o = 7(i, k), with 7 as in Definition
3.2. By (3.7), (3.8) and Definition 3.2, we have

)

) =T (X(f'a)_vgl’) =T (X(Ti,k)_’éivk)’

XTi =Xz, = ot = Lo = FZ(Xﬂg:l

_ rif{vo—1
=T'(X0. )

k

0o
00

which concludes the proof (we have used the continuity of the process X°1 in
[Ty_1,00[ and the fact that X°~! = X in [0, 7,[). O

Each player aims at maximizing his payoff, consisting in four discounted terms: a
running payoff, the costs due to the player’s own interventions, the gains due to the
opponent’s interventions and a terminal payoff. More precisely, for each i € {1,2}
we consider p; > 0 (the discount rate) and continuous functions f; : R — R
(the running payoff), h; : R? — R (the terminal payoff) and ¢; : R? x Z; — R,
¥; : R4 x Z; — R (the intervention penalties/gains), where j € {1,2} with j # i;
the payoff of player ¢ is defined as follows.

Definition 3.4. Let z € S and let (¢1,p2) be a couple of strategies. For each
i € {1,2}, provided that the right-hand side exists and is finite, we set

. TS
J' (@501, p2) = E, {/ e P fi(Xs)ds + > e Pk gy (X(n,k)*v‘si»k)
0

1<k<M;: Ti k<TS

+ Z e~ PiTikq); (X(TM), ) 5j,k) + e P75 h, (X(TS))]l{TS<+OO}] , (3.10)

ISkSM] T E<TS

where j € {1,2} with j # i and {(7ix, 0i k) }1<k<wm, is the impulse controls of player
1 associated to the strategies @1, @s.

As usual in control theory, the subscript in the expectation recalls the starting
point. Notice that we do not consider stopping times which equal 7g: indeed, since
Tg is the final time, we would pay exercise penalties without changing anything.

In order to have a good definition in (3.10), we now define the set of admissible
strategies in x € S.

Definition 3.5. Let x €S and p;=(A;, &) be a strategy for player i€{1,2}. We use
the notations of Definition 3.2 and say that the couple (p1,p2) is x-admissible if:

1. for every k € NU {0}, the process Y% exists and is uniquely defined;

2. fori € {1,2}, the following variables are in L' (£2):

TS
/0 e Sl ds, e TS | (X)),

D e PTGl (X - Ok, D e TR (X gy - 0ik);

Ti k<TS Ti k<TS

(3.11)
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3. for each k € N, the process || X |0 = sup;>q |X| is in L*(Q):

E,[| X 5] < oo; (3.12)

4. if Ti g = Tigy1 for some i € {1,2} and 1 < k < M;, then 7, = Tj 41 = Ts;
5. if there exists limy, 7; 1, =: 1 for some i € {1,2}, then n = 75.
We denote by A, the set of the x-admissible couples.

Thanks to the first and the second conditions in Definition 3.5, the controls
ui(w; 1, p2) and the payoffs J'(z; 1, @2) are well-defined. The third condition will
be used in the proof of the verification theorem. As for the fourth and the fifth
conditions, they prevent each player to exercise twice at the same time and to
accumulate the interventions before 7g.

We conclude the section with the definition of Nash equilibria.

Definition 3.6. Given x € S, we say that a couple (¢, ¢3) € Ay is a Nash equilib-
rium of the game if

(301, 93), Vo1 s.t. (1,95) € Ay,
(757, @2), V2 s.t. (@7, p2) € Ag.

I (@501, 95) > I
T (2597, 03) 2 J?
Finally, the value functions of the game are defined as follows: if x € S and a Nash
equilibrium (¢}, %) € Ay exists, we set Vi(z) = J'(z; 0%, 05) fori € {1,2}.

3.2.2 The quasi-variational inequality problem

We now introduce the differential problem satisfied by the value functions of our
games: this will be the key-point of the verification theorem in the next section.
Let us consider an impulsive game as in Section 3.2.1. Assume that the corre-
sponding value functions Vi, V5 are defined for each x € S and that the following
property is satisfied: for i € {1,2} there exists a function ¢; from S to Z; such that

{6i(x)} = ar(%enzlgx {Vi(T(,6)) + ¢5(x,6)}, (3.13)

for each x € S. We define the four intervention operators by

MVi(z) = V;(T(z, 6;(x))) + ¢5(z, 6;(x)),

. (3.14)
H;Vi(x) = Vi(f‘J (x, 5](56))) + 5 (:E,5j(93)),

forz € S and 4,5 €{1,2}, with i#j. Notice that M;V;=maxs{V;(T*(-,0))+¢i(-,9)}.
The functions in (3.13) and (3.14) have an immediate practical interpretation.
Let x be the current state of the process; if player i (resp. player j) intervenes with
impulse 0, the present value of the game for player i can be written as V;(I'(z, 6)) +
#i(x,6) (resp. Vi(TV(z,0)) + v;(x,d)): we have considered the intervention cost
(resp. gain) and the value in the new state. Hence, 0;(x) is the impulse that player
i would use in case of intervention. Similarly, M;V;(z) (resp. H;Vi(z)) represents
the value of the game for player ¢ under the additional assumption that player
i (resp. player j) immediately intervenes. Notice that, as a consequence, player i
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should intervene (with impulse §;(z), as already seen) if and only if M;V;(x) = V;(x):
we have an heuristic formulation for the Nash equilibria, provided that an explicit
expression for V; is available. Indeed, the verification theorem will give a rigorous
proof to this argument. However, in order to practically apply this idea, we first
need to characterize the value functions V;.

Assume Vi, Va € C?(S) (weaker conditions will be given later) and define

AVi=b-VV; + %tr (00'D?*V;) ,

where b,o are as in (3.4), o' denotes the transpose of o and VV;, D?V; are the
gradient and the Hessian matrix of V;. We are interested in the following quasi-
variational inequalities (QVI) for Vi, Vo, where 4, j € {1,2} and i # j:

Vi = hy, in 95, (3.15a)
M;V; = V; <0, in S, (3.15b)
H;V; = V; =0, in {M;V; —V; =0}, (3.15¢)
max{AVi—pZ‘Vi—i-fi,MiV;—V}} =0, in {M;V; —V; <0} (3.15d)

Indeed, there is a small abuse of notation in (3.15a), as V; is not defined in 05 (the
domain is the open set S): we mean limy_,, Vi(y) = h;(z), for each x € 9S.

We now heuristically explain why the conditions in (3.15a)-(3.15d) actually rep-
resent the right differential problem for V;; once more, the verification theorem will
provide a rigorous proof to this claim. First of all, the terminal condition is obvious.
Moreover, as M ;V; represents the value of the game under an additional assump-
tion, we also expect M;V; —V; < 0: indeed, this is a standard condition in impulse
control theory. Now, if player j intervenes (i.e. M;V; —V; = 0), by the definition of
Nash equilibrium we expect that player ¢ does not lose anything: this is modelled by
H;Vi — Vi = 0. On the contrary, if player j does not intervene (i.e. M;V; —V; <0),
then V; behaves according to the PDE of a standard one-player impulse problem,
that is max {AVi —piVi+ fi, M;V; = V;} = 0. In short, the latter condition says that
AV; — piVi + fi <0, with equality in case of non-intervention (i.e. M;V; —V; < 0).

We remark that the functions V; can be unbounded. Indeed, this is the typical
case when the penalties depend on the impulse: when the state diverges to infinity,
one of the player has to pay a bigger and bigger cost to move the process to the con-
tinuation region, which corresponds to a strictly decreasing value function (whereas
the value of the game is strictly increasing for the competitor, who gains from the
opponent’s intervention). As a comparison, we recall that in one-player impulsive
problems the value function is usually bounded from above. Finally, we notice that
the operator AV; appears only in the region {M;V; —V; < 0}; as a consequence,
the function V; needs to be of class C2 only in such region (indeed, this assumption
can be slightly relaxed, as we will see). Again, we remark the difference with the
one-player case, where the value function is asked to be twice differentiable almost
everywhere in S, see [32, Thm. 6.2].

A verification theorem will be provided in the next section. Here, as a preliminary
check on the problem we propose, we show that we are indeed generalizing the
sufficient condition provided in [14], where the zero-sum case is considered. To do
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so, we prove that, if we assume

fi=fi=—fo, d:=0¢1=—v, =91 =—¢2, h:=h =—hy,

L, e o (3.16)
L =Z1=4y, I:=1"=T% V.=V =-V,

then the problem in (3.15) collapses into the one considered in [14]. To shorten
the equations, we assume p; = pa = 0 (this is possible since in [14] a finite-horizon
problem is considered). First of all, we define

MV (z) = sup {(V(I'(2,0)) + ¢(z,0)},

HV (z) = inf {V((2,0)) + (2, 0)},
for each x € S. It is easy to see that, under the conditions in (3.16), we have

MVi =MV,  MoVa=—HV, H\Vi=HV, HaVo=-MYV,

so that problem (3.15) writes

V =h, in 85, (3.17a)
MV <V <HY, in S, (3.17D)
AV + f <0, in {V =MV}, (3.17¢)
AV 4+ f =0, in {MV <V <HV}, (3.17d)
AV + f >0, in {V=HV}. (3.17¢)

Simple computations, reported below, show that problem (3.17) is equivalent to

V =h, in 95, (3.18a)
MV -V <0, in S, (3.18D)
min{max{AV + f, MV — V}, HV — V} =0, in S, (3.18¢)

which is exactly Cosso’s problem, as anticipated. We conclude this section by proving
the equivalence of (3.17) and (3.18).

Lemma 3.7. Problems (3.17) and (3.18) are equivalent.

Proof. Step 1. We prove that (3.17) implies (3.18). The only property to be proved
is (3.18c). We consider three cases.

First, assume V = MV. Since AV + f < 0 and MV -V = 0, we have
max{AV + f, MV — V} = 0, which implies (3.18c) since HV — V > 0. Then,
assume MV <V < HV. Since AV + f = 0 and MV —V < 0, we have max{AV +
1 MV — V'} =0, which 1mphes (3.18c¢) since HV -V > 0. Fmally, assume V = HV.
Since AV + f > 0 and MV —V <0, we have max{AV + f, MV — V} > 0, which
implies (3.18c¢) since HV — V = 0.

Step 2. We prove that (3.18) implies (3. 17) The only properties to be proved

are (3.17c), (3.17d) and (3.17¢). We assume MV < HV (the case MV = HV being
immediate) and consider three cases.
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First, assume V = MV. Since HV — V > 0, from (3.18¢) it follows that
max{AV + f,0} = 0, which implies AV + f < 0. Then, assume MV <V < HV.

Since min{max{a, 8},7} € {a, 8,7} for every a, 3,7 € R, and since MV -V <0<
HV — V, from (3.18¢) it follows that . AV + f = 0. Finally, assume V' = HV. From

(3.18¢) it follows that max{AV + f, MV — V} > 0, which implies AV + f > 0 since
MV -V <0. ]

3.2.3 A verification theorem
We finally prove a verification theorem for the problems formalized in Section 3.2.1.

Theorem 3.8 (Verification theorem). In the assumptions of Sections 3.2.1, let
i € {1,2} and let V; be a function from S to R. Assume that (3.13) holds and set
D;={M;V; = V; < 0}, with M;V; as in (3.14). Moreover, foric{1,2} assume that:

- Vi is a solution to (3.15);
- Vi e C3(D; \ 0D;) N CY(D;) N C(S) and has polynomial growth;
- 0D; is a Lipschitz surface and V; has locally bounded derivatives near OD;.
Finally, let x € S and assume that (7, ¢3) € Ay, where
¢; = (Di,0;),
with i € {1,2}, the set D; as above and the function 6; as in (3.13). Then,
(%, %) is a Nash equilibrium and Vi(x) = J*(z; 0%, p5) fori € {1,2}.

Remark 3.9. Basically, we are saying that the Nash strategy is characterized as
follows: player i intervenes if and only if the controlled process exits from the region
{M;V;—V; <0} (equivalently, if and only if M;V;(x) = Vi(x), where x is the current
state); when this happens, the impulse is 0;(x).

Remark 3.10. In the case of such (candidate) optimal strategies, we notice that
the properties in Lemma 3.3 read as follows (indeed, the notations are a bit heavy,
but in the proof it is fundamental to have explicit indexes in every parameter):

(MiVi — V1) (X599 <o, (3.192)
(MaVh — Vo) (XT9172) < (3.19b)
sreier 51< X7 il;fi@ > (3.19¢)

SIELEE = 5, <XI ﬁljfi? ) (3.19d)

(MiVy — ( ’iﬁ;‘f; ) =0, (3.19¢)

(M2Vy — V) ( xiljfz% ) =0, (3.19f)

for every 1,2 strategies such that (¢1,93), (1, p2) € Az, every s € [0,00[ and

<p1 P5 TP ,p2
every T; » Tike < 00.
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Proof. By Definition 3.6, we have to prove that
Vile) = T (z:01,93),  Vile) = JH(zo1,93),  Va(z) = T2 (2501, 92),

for every i € {1,2} and (g1, ¢2) strategies such that (¢1, ¢3) € Ay and (¢7, ¢2) € A,.

We show the results for V; and J!, the arguments for V5 and J? being symmetric.
Step 1: Vi(z) > JY(w;¢1,¢3). Let o1 be a strategy for player 1 such that

(p1,¢5) € Ag. In this step, the shortened notations have the following meaning:

_ vToLek L TPp5 _ sTp1,05
X = X%t (’02, Tik = Tk , 5“{ —(SZ»JC .

Thanks to the regularity assumptions and by standard approximation arguments, it
is not restrictive to assume V3 € C?(Dy) N C(S): see [32, Thm. 3.1]. For each r > 0
and n € N, we set

Trn = TS N Tp AN,

where 7, = inf{s > 0 : X; ¢ B(0,r)} is the exit time from the ball with radius
r. We apply Itd’s formula to the function (t, X;) — e P1'Vi(X;), integrate in the
interval [0, 7,,] and take expectations (the initial point and the stochastic integral
are integrable, so that the other terms are integrable too by equality): we get

Vi(z)=E, [— / U AV —p V) (X )ds — 3 e (Vi (Xn0) Vi (X(r,-))
0

T1,k<Tr,n

= Y e (VX)) = i(X o)) + epm’nvl(X”‘")]’

T2,k <Tr,n
(3.20)
We now estimate each term in the right-hand side of (3.20). As for the first term,
since (M3aVa — V5)(Xs) < 0 by (3.19b), from (3.15d) it follows that

(AVI = p1V1)(Xs) < —f1(Xs), (3.21)

for all s € [0, 75]. Let us now consider the second term: by (3.15b) and the definition
of MV in (3.14), for every stopping time 71 < 75 we have
Vi(Xr ) 2 MiVi(X(r, )

= sup {Vi(T'(X(r,,)-,0)) + 61 (X7, -1 0) }
60€Z1

> Vi(TH (X5, ) 01)) + 61 (X )5 O1k)
= V1 (XTl,k) =+ qbl (X(lek)_,dl,k). (322)
As for the third term, let us consider any stopping time 75 < 7g. By (3.19f) we
have (MsV; — ‘/2)(X(7-2,,€)—) = 0; hence, the condition in (3.15c), the definition of
H1 Vi in (3.14) and the expression of 3, in (3.19d) imply that
Vi(X(ry)-) = HaVi (X, )-)
= Vi(T*(X(ry )=+ 02Xy 1)) + 91 (X ry )= 02( X, )-))
= Vi(T*(X(r, )=+ 02,8) ) + 01 (X(r, ) O21)
= V1 (Xny,) +91(X(ry ) 02.k)- (3.23)
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By (3.20) and the estimates in (3.21)-(3.23) it follows that

Vl(gE)ZEx[/ SO AXds YD TG (X, - 60
0

7—1,k<7—r,n

+ Z e P12k (X(T2,k)_752,k’) +e V(X L) |

72,k <Tr,n

Thanks to the conditions in (3.11), (3.12) and the polynomial growth of V;, we can
use the dominated convergence theorem and pass to the limit, first as » — oo and
then as n — oco. In particular, for the fourth term we notice that

Vi(X

Tr,n

) S CA+|X, M) < CA+(IX]%) € L), (3.24)

for suitable constants C' > 0 and k € N; the corresponding limit immediately follows
by the continuity of V; in the case 79 < oo and by (3.24) itself in the case 7 = 0o
(as a direct consequence of (3.12), we have || X%, < oo a.s.). Hence, we finally get

TS
Vi(z) > E, [/ e "o f1(Xs)ds + Z e_plTqubl(X(Tl)k)_?51,k>
0

T1,k<TS

+ Z e P12k (X(Tz,k)_a(slk) + e_plTShl(X(Ts)_)]l{Ts<+Oo} - Jl(:x; #1,93)-

T2,k <TS

Step 2: Vi(z) = J(z; 0%, p5). We argue as in Step 1, but here all the inequalities
are equalities by the properties of ¢7. O

3.3 An example: optimal interventions on the exchange
rate

In this section we provide a detailed application of the Verification Theorem 3.8 by
considering a practical problem: we look for the Nash equilibria in the case where
two countries intervene to adjust the exchange rate between their currencies.

3.3.1 The problem

Let X denote the exchange rate between two currencies. The central banks of the
corresponding countries (denoted as players, from now on) have different targets for
the rate: player 1 needs a high value for X in order to gain, whereas the goal of
player 2 is to have a low rate. More precisely, if x denotes the current value of the
rate, we assume that the payoff of the two players is given by

f@)=(z=s1)°  fal2) =(s2-2)%,  s1<s,

where s1, s9 are fixed constants.

Each player can influence the rate according to its own preferences and intervene
to shift X from state x to state x + §, with § € R. When none of the players
intervenes, we assume that X is modelled by a (scaled) Brownian motion. In short,
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if # denotes the initial state and u; = {(7; %, 0; ) }x>1 collects the intervention times
and the corresponding impulses of player i (with ¢ € {1,2}), we have

T I M S

kit k<s k:To r<s

for s > 0, where W is a standard one-dimensional Brownian motion and ¢ > 0 is
a fixed parameter. To shorten the notation, we will simply write X. Finally, as
player 2 aims at lowering the level, we can assume that his impulses are negative:
0o 1 < 0, for every k € N. For the same reason, we require ¢; , > 0, for every k € N.

Affecting the exchange rate clearly implies a penalty to be paid by the intervening
player and it is reasonable to assume that there is a corresponding gain for the
opponent. In our model the intervention penalty consists in a fixed cost and in a
variable cost, assumed to be proportional to the absolute value of the impulse. In
other words, if ¢; denotes the intervention penalty for player ¢ and 1; denotes the
corresponding gain for player j, we have

¢i(8) = —1;(8) = —(c+ Ald]),

where ¢, A\ > 0 are fixed constants and ¢ € R is the impulse corresponding to the
intervention of player i. Finally, we assume the discount rate, denoted by p, to be
the same for both the players.

This problem clearly belongs to the class described in Section 3.2, with

d=1, S=R, TI'(z,0)=x+96, pi=p, Z=]0,00[, Zy=]—00,0],

and with f;, ¢;,1; as above. In short, if p; = (4;,&;) denotes the strategy of player
i, we deal with the following functions:

TN (x5 01, 02) i =E, [ / e-p8<xs—sl>3ds—2e‘pﬁﬁk(c+xwl,kr>+2e‘”%(eﬂ\az,kw}
0

k>1 k>1
J2(z;01,02):=E, [/ e*ps(SQ—Xs)gds—Z e Pk (c+)\\52,k|)+z e PTLk (c+)\\61,k|)}
0 k>1 k>1

where {(7;x,0ix)}k>1 denotes the impulse controls of player ¢ associated to the
strategies ¢1, p2. As already outlined, the players have different goals: we are going
to investigate if a Nash equilibrium for such a problem exists. Indeed, since s1 < so
both the players gain in the interval [s1, s2], so that it seems that there is room for
a Nash configuration. If a Nash equilibrium exists, we denote by Vi(x), Va(z) the
corresponding value of the game with starting state = € R.

3.3.2 Looking for candidates for the value functions

Our goal is to use the Verification Theorem 3.8. Hence, we now try to find a solution
to the problem in (3.15), in order to get a couple of candidates V7, V3 for Vi, Va.
We start from the equations in the QVI problem (3.15), which we recall for the

reader’s convenience (S = R in this problem):
HV; — Vi =0, in {M;V; —V; =0},
max {AV; — pVi + fi, MiV; = Vi} = 0, in {M;V; —V; <0

Vi
Vi }
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for i, j € {1,2}, with i # j; this suggests the following representation for V;:

Vi
V;(SC) = gpi(l‘), in {./\/llf/l — f/z < O,Mj j—V; < 0},
/Hlf/l(x)’ in {MJV] - ‘7J
for i € {1,2} and x € R, where ¢; is a solution to
2

g
Api = ppi+ fi = 5@ —poi+ fi = 0.

Notice that an explicit formula for ¢; is present: for each x € R, we have

o1(z) = cpf“’AlZ (x) = A1 + Ajpe % + ks(x — 31)3 + ki(x — s1),
o) = 932122 (@) = Ao1e” + Agpe™" + kig(so — 2)° + ki (52 — @),

where A;; are real parameters and we have set

2 1 302
0=1/L k==, k=2
o? p p?

In order to go on, we need to guess an expression for the intervention regions. As the
goal of player 1 is to keep a high rate, it is reasonable to assume that his intervention
region is in the form | — oo, Z;1]. For a similar reason, we expect the intervention
region of player 2 to be in the form [Zs, +o00[. Since s1 < s9, we guess that T; < To;
as a consequence, the real line is heuristically divided into three intervals:

| — o0, z1] = {M Vi — Vi =0}, where player 1 intervenes,
1Z1, To[= {M1 Vi — Vi <0} N {MyVs — V5 < 0}, where no one intervenes,
[T, +o00[= {Mgf/g — Vo= 0}, where player 2 intervenes.

By the representation above, this leads to the following expression for V; and Va:

MVi(z), ifze]— o0,z HoVo(z), ifz€]—o0,Z],
Vi(z) = ¢ o1(2), if x € |71, T2, Va(z) = < wa(x), if € |71, Zo],
H\Vi(z), if z € [T, +00], MaVa(x), if € [T, +00].

Let us now investigate the form of M,V and H;V;. Recall that the impulses of
player 1 (resp. player 2) are positive (resp. negative); then, we have

./\/11171(33) = sup{f/'l(x +9)—c— Ao} = sup{Vl(y) —c— ANy —x)},

>0 y>z
MaVa(z) = ggg{ffz(w +0) —c—AN—6)} = igg{ffz(y) —c— Nz —y)}

It is reasonable to assume that the maximum point of the function y — Vi(y) — Ay
(resp. y — Va(y) + Ay) exists, is unique and belongs to the common continuation
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region |Z1, Z2[, where we have Vi = 1 (resp. Vy = ©v2). As a consequence, if we
denote by z} the maximum point of ¢; in |Z1, Zo[, that is

p1(z7) = max [{wl(y)—ky}, Le.  oi(a]) = A, ¢f(a]) <0, <] <y,

ye|r1,r2

pa(a3) = max {pa(y)+ My}, e @h(a3) = —A @h(ah) <O, B <3<y,

YE€JT1,Z2[
the functions M,V;, H;V; have the following (heuristic, at the moment) expression:
MiVi(z) = p1(a]) — ¢ — Az} — ), MoVa(x) = pa(a3) — ¢ — Az — a3),
HiVi(z) = @1(25) + c+ Az — 3), HoVa(z) = @a(}) + c+ Az} — 2).

As for the parameters involved in Vi, Vs, they must be chosen so as to satisfy the
regularity assumptions in the verification theorem, which here write

Vi € C*(] — 00,21 U )71, 2] ) N C*(] = 00,72[) N C(R),
Vo € C*(]z1, T2 U |22, +oo[ ) N C (121, +oo[ ) N C(R).
Since V; and Va are, by definition, smooth in | — oo, Z1[ U ]#1, T2 U |72, +oo, we
have to set the parameters so that V; is continuous in Z1, T9 and differentiable in Z;
(we underline that V; and V5 may be not differentiable in, respectively, Zo and 7).

Finally, to summarize all the previous arguments, our candidates for the value
functions are defined as follows.

Definition 3.11. For every x € R, we set

o1(a) —c— Awi — ), ifze]—oo,m)
Vi(z) = { ¢1(@), if © € |1, T,
e1(23) +c+ ANz — %), if x € [T, +00],
pa(a]) + e+ A} —x), if v €]—o0,T,
Va(z) =  pa(a), if x € |21, T2,
pa(x3) —c— N —ab), if x € [Ta,+00|
where o1 = 4,0’14“”412, P9 = cpAQl’AZQ and the eight parameters involved
(A1, A1z, Ao1, Ao, Ty, To, 27, 73)
satisfy the order conditions
T < x] < Za, T < x5 < Ta, (3.25)
and the following conditions:
Oi(xt) =X and ¢f(x}) <0, (optimality of z7)
o (T1) = (C*-pasting in T, ) (3.26)
gol(jzl) = gol( N —c—Aat —71), (C°-pasting in 1)
(p1(T2) = gpl(acQ) + e+ M@y — %), (C°-pasting in T2)
(goé(a; )= and ©h(x3) <0,  (optimality of x3)
0h(Zg) = /\, (CY-pasting in %) (3.27)
©2(T1) = @o(x}) + c+ Azt —71), (C°-pasting in 1)
02(T2) = ala8) — ¢~ MF2 — 25). (CO-pasting in T2)




Non-zero stochastic differential games with impulse controls 87

In order to have a well-posed definition, we need to show that the equations in
(3.25)-(3.26)-(3.27) actually admit a solution. To solve such a system is clearly very
complicated and existence results are not easy to achieve. Hence, we first try to
simplify the equations.

We notice that the running costs f; are symmetric with respect to (s + s2)/2;
indeed, the global structure of the problem seems to satisfy such a property. This
suggests us to consider candidates with the following property: the couples (z7}, z3),
(Z1,Z2), (1, p2) are symmetric with respect to (s; + s2)/2, that is

Ti=s1+s2—13  T1=s1+s -T2  pi1(r) =pAs1+s2—x), (3.28)
for each x € R. Notice that the last condition in (3.28) is clearly equivalent to
AH = AQQG_(SI+S2), A12 = A216(81+52). (329)

As Ty < Ty, we remark that 71 < (s1 + s2)/2 < Zo. It is easy to see that, under
condition (3.28), the systems in (3.26) and (3.27) are independent and equivalent. In
other words, the 4-uple (A11, A12, Z1, x7) solves (3.26) if and only if (Aa1, A2z, o, ),
defined by (3.28)-(3.29), is a solution to (3.27). Hence, we just need to solve one of
the two systems of equations. We decide to focus on (3.27), which now reads

90/2(333) =—-A and 902(5”2) <0,
2) =

#a(@ . B . (3.30)
@2(81 + 82 — 562) ©2(s1 + s2 — x3) + ¢+ ATz — 5),
p2(T2) = pa(x3) — ¢ — MT2 — x3),
where ¢y = goAQl’Azz We now have a system of four equations in four variables

(instead of the eight variables of the starting conditions). Also recall the order
condition (3.25), which now reads

|:E§ — (51 + 52)/2‘ < Ty — (51 + 82)/2. (331)

As System (3.30)-(3.31) cannot be treated analytically, we need to assume that a
solution actually exists.

Assumption 3.12. We assume that a solution to (3.30)-(3.31) exists. Moreover,
we assume that there exists & €|as, To[ such that ¢y < 0 in |Z1,Z[ and ¢4 > 0 in
%, Z2[. Finally, we assume To < so — \/Ap/3.

We remark that the conditions on ¢/ (we are going to use them in the next
section) are, heuristically, always satisfied by the solutions to (3.30). Indeed, as z¥
is a local maximum, 3 must be concave in a neighbourhood of z3; moreover, as we
need a C'-pasting in Z, with a straight line with slope —\, a change of concavity
is needed in |x3, Z2[. Moreover, notice that we do not require the solution to be
unique, as this would be a direct consequence of the verification theorem.

We summarize the previous arguments in the following proposition.

Proposition 3.13. Let Assumption (3.12) hold. Then the functions Vi,V in Def-
inition 3.11 are well-defined. More precisely, let (Aa1, Aga, x5, T2) be a solution to
(3.30)-(3.31); then, there exists a solution

— — * *
(A1, A2, A1, Ao, 1, To, 27, 3)

to equations (3.25)-(3.26)-(3.27), which is given by (3.28)-(3.29).
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3.3.3 Application of the verification theorem

We now apply the Verification Theorem 3.8 and prove that the candidates f/l, Vs
in Definition 3.11 actually coincide with the value functions Vi, Vs of the problem
described in Section 3.3.1. We refer the reader to Section 3.2.2 for the definition of
the functions d1, d2, used in the following lemma.

Lemma 3.14. Let Vi,V be as in Definition 3.11. Then, for every z € R we have

1 () = {xf —x, in]—oo,zi], o) = {0, in] — oo, 5], (3.32)

- * k N *
0, in JoT, +00l, T — w3, in (25, +ool.
Moreover, for every x € R we have

MaoVy(x)= {‘:/2(@_52(1')’ in | —o0, Ty,

Va(), in [Tz, +00l,

lex):{x:/l(x), in | —o0, 1],

‘/i(x)_gl(x)7 mn ]jl) +OO[7
where &1, & are strictly positive functions. In particular, we have

MiVi =V <0, {MVi —V; <0} = |31, +oof, {M1Vi — Vi =0} = ]—00, 7],

MgVQ-VQﬁO, {MQ%—%<O}:}—OO,:E2[, {MQVQ—VQZO}:[LZ‘Q,—FOO[.
(3.33)

Proof. We here consider do and M2‘72, the arguments for §; and MV, being the
same. For every x € R, we have

MoVs(z) =max{Va(x+02) —c—A|02|} =max{Va(y) —c—A(z—y)} =max{Ts(y) } —c— Az,
62<0 y<wz y<z

where for each y € R we have set
Ta(y) = Va(y) + .

As we are interested in max,<; I'2(y), we now study the monotonicity of I's. By the
definition of Vi, we have I'y(z3) = IT',(Z2) = 0; moreover, we notice that:

- T, =01in] — oo, Z1[, by the definition of Va;

- T > 0in |z, 23], as T'y(23) = 0 and I', is here decreasing (since, by Assump-
tion (3.12), we have I') = ¢ < 0 in |Z1, 23[);

- T, < 0 in |zb, o[, as T4 (z5) = 'y (Z2) = 0 and T, is here first decreasing and
then increasing (since, by Assumption (3.12), I'j = ¢ is negative in |a3, Z[
and positive in |z, Ta[);

- T, = 0 in ]Z9, +oo[, by the definition of V5.
As a consequence, the function I'; has a unique global maximum point in x5, so that

Iy(z), in]—oo,z3],

ysz FQ(:B;)a in ]$§7+OO[§

max ['2(y) = {
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therefore, by the previous computations, we have

‘72(33)—0, in | — oo, 3],
p2(25) —c— Mz —23), in a3, +oof,

MQ%(JJ) = {

as Va(x3) = pa(x3), since a3 €]&1, Z2[. By the definition of Vs, this can be written as

M2‘72(«T) - {‘:/2(33) B 52(:6)’ in ] B Oova[a

Va(z), in [Zg, 00,
where, for each z €] — oo, Z2[, we have set
c, in | — oo, 23],
o) = * o ] o 5l
p2(x) — pa(a5) + ¢+ A(x —a5), in [23, 2],

To prove the positivity of &, recall by (3.27) that ¢2(Z2) = pa(25) — ¢ — AN(Z2 — x3);
then, if x € [x3, To[ we have that

P2(x) — p2(25) + ¢+ Az — 23) = p2(x) — p2(T2) — A(F2 — x) = I'2(x) — 2(22) > 0,
as I'g is decreasing in [z3, Z2[. Finally, by the previous arguments it is clear that

{{0}, in ] — oo, 3],

argmax{Va(a +82) = = Afal} = {x — a3}, in ]z}, +oof
— 4oy, 29 ’

62<0
which implies (3.32). O

Proposition 3.15. A Nash equilibrium for the problem in Section 3.53.1 exists and
is given by the strategies (A%, &7), (A5, €5) defined by

A7 = |—o00,11], §i(y) =21 —,
A5 = [@2, +o0, &(y) =y — 3,

with y € R and x7,7; (i € {1,2}) as in Definition 3.11. Moreover, the functions
V1, Vo in Definition 3.11 coincide with the value functions Vi, Va:

Vi=W and Vo = Vs,

Proof. We have to check that the candidates Vi, Vs satisfy all the assumptions of
Theorem 3.8. We prove the claim for V5, the arguments for V; being the same.
For the reader’s convenience, we briefly report the conditions we have to check:

(i) Va € C?(JZ1, +oo[\{Z2}) N C(|Z1, 4+00[) N C(R) and has polynomial growth;
(ii) MaVa — V3 <0;

)
)

(iit) in {M;Vi — Vi = 0} we have Vo = HoVh;

(iv) in {M1V; — Vi < 0} we have max {AVs — pVs + fo, MoV — Vo} = 0;
)

(v) the optimal strategies are z-admissible (see Definition 3.5) for every = € R.
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Condition (i) and (ii). The first condition holds by the definition of Vs, whereas
the second condition has been proved in (3.33).
Condition (iii). Let x € {M;V} — Vi = 0} =] — 00, T1]. By the definition of

HoVs in (3.14), by (3.32) and by the definition of V5 we have
HaVa(z) = Va(x + 61(2)) + ¢ + Ao (2)| = Va(a}) + ¢ + Az} — 2) = Va(a),

where we have used that Va(x1) = @o(xt), since 2% €71, Zo|.
Condition (iv). We have to prove that

max {AVQ — pVQ + f2,M2‘72 — ‘72} =0, in {./\/l1f/1 — ‘71 < 0} =]z, +o0].

In |Z1, To[ the claim is true, as MoV — Vs < 0 by (3.33) and AV — pV + fo = 0 by
definition (in ]Z;, Zo[ we have Vi = ¢, which is a solution to the ODE). In [Z3, 00|
we already know by (3.33) that M3 Vs —Vy = 0. Then, to conclude we have to check
that

AV (x) — pVa(z) + fo(z) <0, Vi € [Zg,00].
As Va(z) = @a(23) — ¢ — Mz — 23) by the definition of Va(z), the inequality can be
written as

—p(p2(23) —c— Mz —23)) + fo(x) <0, Va € [z2,00[.
Since pa2(Z2) = @a(z5) — ¢ — (T2 — x3) by (3.27), we can rewrite the claim as
—p(@g(fg) — Az — 572)) + fa(z) <0, YV € [Tg, 0.

By Assumption (3.12) the function x — A\px + fo(z) = Apx + (s2 — x)? is decreasing
in [Zg,+o00o| (immediate check on the derivative); then, it is enough to prove the
claim in x = Zo:

—pp2(Z2) + f2(22) < 0.
Since Apa(Z2) — ppa(T2) + f2(T2) = 0, we can rewrite as

2
a”

_7902(‘%2) <0,

which is true since ¢4 (Z2) > 0 by Assumption 3.12.

Condition (v). Let x € R. We have to show that all the conditions in Definition
3.5 are satisfied by the optimal strategies, which are basically described as follows:
player ¢ intervenes when the controlled process X hits Z; and shifts the process to
the state «7 € |Z1,Z2[. As an immediate consequence, we have

X € ]i‘l,i'g[ U{l‘};

hence, condition (3.12) holds. It is easy to check that all the other conditions of
Definition 3.5 are satisfied; the only non-trivial proof is the integrability of the
intervention costs: as it is quite technical, we postpone it to Lemma 3.16. ]

Lemma 3.16. Let x € R. For i € {1,2}, let uf = {77,,0],}r be the controls
corresponding to the optimal strategies defined in Proposition 3.15. Then, for i €
{1,2} we have

E. [Ze%’ik(w Aozl < oo (3.34)
k>1



Non-zero stochastic differential games with impulse controls 91

Proof Recall the optimal strategies: When the process hits Z;, player ¢ shifts it to

. This suggests to re-write the times 7% as sums of independent exit times.

To start, let us assume that the 1n1t1al state is either ] or x3. First of all, we
re-label the indexes and write {7, }; 1 as {0 };, with 0 < 041 for every j € N (this
is possible: see Definition 3.2). Denote by p; the exit time of the process 7 + oW
from |z1, o[, where W is a real Brownian motion; then, each time o} can be written
as o = Z?Zl (r, where the (i, are independent variables which are distributed either
as (11 Or as .

We can now start with the estimates. As 67, € {Z2 — 23,27 — 21}, we have

[ Z Ze PTik c+/\|5zk|)] (c+Amax{To—z5, 27 —71}) E [ Z Ze PTzk]_
i€{1,2} k>1 i€{1,2} k>1
By the definition of {¢;}; and the decomposition of o; we have
E, [ Z Z e—pn",k} =E, [Z epoj] =F, [Z P Xl Cz] —E, [Z H epCz:| ‘
ie{1,2} k=1 j>1 j>1 j>11=1,...,j

For i € {1,2} and j € N, let m;(j) be the cardinality of the set {1 <1 <j:{ ~ u;}.
By the Fubini-Tonelli theorem and the independence of the variables (; we get

Emliz H e_PCl:| :Z H Em[e—PCL] :ZEz[e—p;u]ml(j)Ez[e—puz]mg(j).

j>11=1,....j j>11=1,....j j>1
Since mq(j) + ma(j) = j, we finally have
ZEw[e_p“l]ml(j)Ew[e_”“?]m?(j) < Z (max {Ex[e_p“l],Ex [e—pm]})],

j21 j=1

which is a converging geometric series. To sum up, we have shown that

[Z > e k(e + Ao, )]

ie{1,2} k>1

which clearly implies (3.34).

The general case with initial state x € R can be treated similarly: we have
oj =n+ Z{Zl (i, where 7 is the exit time of x + oW from [Z1, Z2], and the argument
can be easily adapted. O
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