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ASYMPTOTICALLY OPTIMAL DYNAMIC PRICING FOR
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A dynamic pricing problem that arises in a revenue management
context is considered, involving several resources and several demand
classes, each of which uses a particular subset of the resources. The
arrival rates of demand are determined by prices, which can be dy-
namically controlled. When a demand arrives, it pays the posted price
for its class and consumes a quantity of each resource commensurate
with its class. The time horizon is finite: at time 7" the demands cease,
and a terminal reward (possibly negative) is received that depends
on the unsold capacity of each resource. The problem is to choose a
dynamic pricing policy to maximize the expected total reward. When
viewed in diffusion scale, the problem gives rise to a diffusion control
problem whose solution is a Brownian bridge on the time interval
[0,7]. We prove diffusion-scale asymptotic optimality of a dynamic
pricing policy that mimics the behavior of the Brownian bridge.

The ‘target point’ of the Brownian bridge is obtained as the so-
lution of a finite dimensional optimization problem whose structure
depends on the terminal reward. We show that, in an airline rev-
enue management problem with no-shows and overbooking, under a
realistic assumption on the resource usage of the classes, this finite
dimensional optimization problem reduces to a set of newsvendor
problems, one for each resource.

1. Introduction. In this paper we consider a dynamic pricing prob-
lem that arises in a revenue management context. The revenue management
problem involves several resources, each with finite capacity. There are sev-
eral demand classes, each of which uses a particular subset of the resources.
(The interpretation of this subset of resources as a route motivates our de-
scription of this multiple resource setting as a network.) The demands arrive
in independent Poisson processes whose rates are determined by prices, one
for each class, that can be dynamically controlled. When a demand arrives,
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it pays the posted price for its class and consumes a quantity of each re-
source commensurate with its class. The time horizon is finite: at time T
the demands cease, and a terminal reward (possibly negative) is received
that depends on the unsold capacity of each resource. The problem is to
choose a dynamic pricing policy to maximize the expected total reward (=
total revenue from demand arrivals + terminal reward). This is a canonical
problem in revenue management, and falls into the category of price-based
revenue management as delineated by Talluri and van Ryzin [17].

This problem can be formulated as a Markov decision process, but even
with a single resource the continuous time version has an uncountable state
space because the remaining (or elapsed) time must be included in the state.
There are some structural results available for the single resource case. For
example, Zhao and Zheng [18] show that for a fixed time the optimal price
decreases with remaining capacity. They also provide a sufficient condition
under which the optimal price decreases over time for a given remaining
capacity level. To the best of our knowledge there are no structural results for
price-based revenue management in the network (multiple resource) setting.

Gallego and van Ryzin [6, 7] consider dynamic pricing, with [6] restricted
to a single resource and a single demand class, while [7] treats the network
setting. Rather than provide exact results, they investigate the asymptotic
behavior of such a system as the resource capacities and demand rates grow
large. They show that using a fixed price, which can be determined by
solving a particular nonlinear program, is asymptotically optimal in the
sense that the ratio of the expected revenue produced by their fixed price
scheme to the optimal expected revenue converges to unity. Seen another
way, if we let n be the scaling parameter, their result shows that the expected
revenue loss from using their policy is o(n). Their result is a consequence
of the strong law of large numbers, and the type of asymptotic optimality
that they prove has come to be called ‘fluid scale asymptotic optimality’.
Although the fixed price rule obtained in [6] and [7] is simple, it is perhaps
too simple: It is ‘open-loop’ and does not respond to fluctuations of the
demand from its expected value. In this paper we examine the asymptotic
behavior of dynamic pricing in network revenue management on the more
sensitive ‘diffusion’ scale, based on a (functional) central limit theorem. In
particular, we define a simple feedback based dynamic pricing policy that
we call the ‘bridge policy’, for reasons explained below, and show that it
is asymptotically optimal on diffusion scale: the expected revenue loss from
our policy is o(y/n).

When the processes involved in the dynamic pricing problem are viewed
at diffusion scale, one may take formal limits, and by doing so one obtains a
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simple control problem involving diffusion processes, that can be solved in
a relatively easy way. The benefit of solving the diffusion control problem
is not that it automatically produces a solution to the prelimit problem in
any sense, but that, as often occurs, understanding the former helps propose
good control policies for the latter. In fact, a solution to the diffusion control
problem turns out to be of the form of a Brownian bridge. Particularly, the
scaling limit of the process representing demand is a diffusion that hits a
certain target at time 71" with probability one. Our proposed policy for the
dynamic pricing problem thus mimics the dynamics of the Brownian bridge.
As in the case of the Brownian bridge, the policy steers the demand process
so that at time 7' it hits a level close to the target. One of the main technical
issues dealt with in this paper is obtaining estimates showing that the level
hit by the demand process is indeed sufficiently close to the target.

In a recent paper, independent of ours, Jasin [8] considers a discrete time
version of the dynamic pricing problem of [6] and [7] (with no terminal
reward) and introduces a simple improvement to the static price control
given in those papers. Translated into the notation of this paper, it is shown
in [8] that the revenue loss is O(log(n)). When our result is specialized to
the situation with no terminal reward, which we present in Section 3.1, our
proposed policy is essentially the same as that of [8], modulo the difference
between discrete and continuous time.

Other recent work related to the pricing problem of Gallego and Van
Ryzin [6, 7] has focused on the situation where the demand function is
unknown and must be estimated. Besbes and Zeevi [1] consider a single
product setting, while Besbes and Zeevi [2] consider a multiple product
case. They provide combined demand estimation and pricing algorithms
that achieve fluid scale asymptotic optimality.

There is another category of network revenue management problems,
termed quantity-based revenue management in [17]. (The problem consid-
ered in this paper is in the category termed price-based revenue manage-
ment.) In that setting each customer class has an associated pre-determined
price, and the control consists of accept/reject decisions at arrival epochs. A
simple (open-loop) fluid scale asymptotically optimal policy for this prob-
lems, which entails solving a linear program, was identified by Cooper [3].
A modification of that policy, which involves also solving a second linear
program (at a judiciously chosen time) was shown to be asymptotically op-
timal on the diffusion scale by Reiman and Wang [14]. Jasin amd Kumar [9]
further showed that sufficient repeated re-solving can reduce the expected
revenue loss (relative to an upper bound on expected revenue) to a constant
that is independent of the problem size.
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The notion of re-solving has also been considered in the context of price-
based revenue management. In particular, Maglaras and Meissner [11] inves-
tigate re-solving in a single resource multi-product context, while Gallego
and Hu [5] introduce a stochastic (non-zero sum noncooperative) game as
a model for competing suppliers selling over a finite horizon, and exam-
ine the use of re-solving in this game. Maglaras and Meissner [11] show
that continuously re-solving the fixed price problem yields a control that is
asymptotically optimal on fluid scale. Note that re-solving in this manner
yields a feedback based policy. Gallego and Hu [5] introduce the notion of an
‘asymptotic Nash equilibrium’ (which is a fluid scale notion) and show that
re-solving yields an aymptotic Nash equilibrium for their stochastic game.

Given the above work on re-solving it seems natural to ask what the
relationship is between the bridge policy and re-solving. A key point is that
the bridge policy does not involve re-solving. The bridge policy actually
has a very simple form. Based on the solution of two finite dimensional
optimization problems (one for fluid scale and the other for diffusion scale),
target values are set for the total number of arrivals in each class. The prices
are then adjusted to yield arrival rates such that the expected number of
arrivals will enable the target to be hit at T". Note that, although this involves
continually readjusting prices/arrival rates, it does not involve re-solving
the two optimization problems. The re-solving heuristic of [11], on the other
hand, requires repeatedly re-solving the fluid scale problem to obtain an
updated ‘fixed’ price. This re-solving is likely to yield arrival rates that do
not match those arising in the bridge policy (especially considering that the
bridge policy utilizes the solution to a second optimization problem that is
not part of the fluid scale analysis), so it seems that typically the policies
will not match.

Readers desiring more background on either theoretical or practical as-
pects of revenue management should consult [17].

The rest of this paper is organized as follows. In Section 2 we provide
a more detailed description of the model and describe our main results. In
Section 3 we discuss two applications of our results to models introduced in
[7]. Section 4 contains proofs of the main results as well as some supporting
lemmas.

We conclude this section by defining some notation. For a positive integer
d and = € R? we let ||z|| denote the Euclidean norm. If A is a d x d matrix,
||A|| denotes the corresponding operator norm of A (||A| := max{||Az| :
r € R? with ||z]| < 1}). We denote by D(R?) the space of functions from
R, to R? that are right continuous on R, and have finite left limits on
(0,00) (RCLL), endowed with the usual Skorohod topology. For X € D(R?)
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and ¢t > 0 we write || X||} := supg<,<; [ X(s)]| and AX(¢) = X(¢) — X(t—).
Finally, [-] is the floor function: [z] is the largest integer that is not larger
than z.

2. Setting and main results.

2.1. The model. The network we consider consists of L resources, where
L is a positive integer. The capacity of resource [ is C}, 1 < [ < L. There
are J customer classes, where class j customers need an integer amount
Aj; > 0 of resource [. Naturally, it is assumed that every class uses at least
one resource and every resource is used by at least one class:

L J
(2.1) S A= =10, Y A;>1,1=1,... L
=1 7=1

Let (£2,F,P) be a complete probability space, supporting all processes
defined in this paper. Following [7], the demand of each class j is modeled as
a point process with intensity \;, and the vector-valued process of demand
intensities A = (\1,..., ) is regarded as a control process. To this end
we let m;, 7 = 1,...,J be independent standard Poisson processes with
right-continuous sample paths, and let

(2.2) Dy(t) =, ( /0 t )\j(s)ds>

represent the number of class j customers arriving up to time ¢. Set D =
(D1,...,Dy). Let also X = (Xy,...,X), where

J
(2.3) Xi(t)=C =Y AyD;(t), 1=1,...,L,
7j=1

denotes the capacity of resource [ remaining at time .

We define admissible controls via the martingale formulation. This ap-
proach has proved to be very useful in control theoretic frameworks; see eg.
[10]. To this end, denote by {ej,j = 1,...,J} the standard basis in R’, and
forvERi andf:Z;]_—ﬂR, let

J
LOf(x) =Y vi(fl@+e) - f), weZi.
j=1
We say that an ]Ri—valued process A on [0, 7] with sample paths in D(R7),

satisfying

(2.4) esssup || A||7 < oo,
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is an admissible control if, for every bounded function f : Zi — R,

¢
FD@®) - [ 95 (D)ds
0

is an {F;}-martingale, where F; is the P-completion of 0{D(s) : s < t}, and
D is the corresponding process from (2.2). Note that by this definition we
are allowing the controller to observe the demand process D. We denote by
A the class of all admissible control processes. We also consider a setting in
which the process X is required to satisfy a positivity constraint. We say
that X is an admissible control for the problem with positivity constraints, and
write A € A4, if A € A and the corresponding process X satisfies X (7') > 0
a.s., where, throughout, 7' € (0, 00) is a fixed terminal time.

We are given a function p : ]Ri — R;’r, where for A € ]Ri, e; - p(A\) repre-
sents the price (per usage) for using route j, when the demand vector is A.
We also let r: R;’r — Ry, 7(N\) := X p()\) represent the revenue rate associ-
ated with intensity of demand A. The function r is assumed to be concave
and twice continuously differentiable on R, with r(0) = 0. (These are sim-
ilar to the assumptions on r made in [7]. We require more smoothness than
in [7] but do not impose the requirement that any unconstrained maximizer
of r be bounded. Perhaps most importantly, [7] allows the demand-price re-
lationship to vary over time, while we do not. Assumption 3 below imposes
additional, more technical conditions on r, as does Assumption 6 for the
second example that we consider.) A function g : Ri — R represents the
terminal reward associated with D(7'). The total reward is given as

I =E[ [ (7)) -aD(s)] + Elg(D(T))
(0,77

= E[/OTT(A(S))ds} +Elg(D(T))], e A,

where the dependence of D on A is via (2.2). The above identity follows from
the fact that f[o T}p()\(s)) - (dD(s) — A(s)ds) has mean zero as a stochastic

integral with respect to the process D — fo A(s)ds, which is a martingale by
the definition of admissible controls and the boundedness of A assumed in
(2.4). The assumptions on r and A make the first expectation well defined
and finite. We assume that the second expectation is also well defined. This
must be checked for each application. A sufficient condition for this is that
g is bounded from either above or below. The dynamic pricing problem
consists of maximizing the reward over all admissible controls. We have two
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notions of value, corresponding to the two versions of the problem:

V =supJ(\), V = sup J(A),
AeA AeAL
where we use the same letter for both; the distinction between the two
versions of the problem will be made by referring to them as the problem
with or without positivity constraints.

REMARK 1. An important element of our model is the function p that
represents the price given demand. Perhaps a more natural viewpoint in
price-based revenue management is to start with a function A that represents
the demand rate for each given price and obtain p as its inverse. To be more
precise, assume a function A : D — R;]r is given, where D C ]Ri. A standard
assumption, made for example in [7], is the existence of a so-called null price.
This null price assumption takes one of two forms. In the first form, for each
J C {1,...,J} there exists a price p*7 € ]Ri such that \;(p*/) = 0
for all j € J. In the second form, for every J C {1,...,J} there exists
a sequence of prices {p"7 k > 1}, with p*7 ¢ Ri for k > 1, such that
limy 00 Aj (p7) =0 for all j € J. In either case this implies the existence
of a price at which any subset of the J arrival processes can be turned off.
In the first case this price is finite. In the second case it is infinite. (In both
cases the null price assumption can be viewed as an assumption that the
service provider can simply block the various customer classes.) If A, which
represents demand given price, has an inverse p that maps R;]r into ]Ri, then
the first form of the null price assumption holds. In this case p may serve in
our model. However, situations where the second (but not the first) form of
the null price assumption hold are also natural. Thus one would like to allow
for a function \ having a well-defined inverse p as a function from (0, 00)”
to }Ri. We would like to make the point that such a scenario can also be
treated by our model, as follows. Consider the function p alluded to above,
defined on (0,00)”, and define 7(\) on all of R by

r(N) = > Api(N),  AeRL
Jix;>0

Note that in (0,00)” this gives A - p()\), and that on the boundary this
definition is consistent with the convention 0 x oo = 0. Of course, r must
satisfy our assumptions. (Particularly, its continuity on the boundary cor-
(n)
J

A € (0,00)7 is a sequence converging to a point A* with A7 =0.)

responds to an assumption on p, namely that A pj()\(")) — 0 whenever
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2.2. Fluid scaling and a fluid optimization problem. We next describe
how an appropriately scaled version of the model leads to what we refer to
as a Fluid Optimization Problem (FOP). We consider a scaling of the model,
indexed by a parameter n € N. A superscript n will be used to denote the
dependence on n in the notation of all stochastic processes, as well as the
filtration {F/'} and the classes A", A’}. The capacity of resource [ is scaled
as C' = [nCy] with 0 < €} < oo fixed constants. The scaled version r™ of r
is defined by the relation

r(nA) =nr(\), \€RL.
(This arises under the common scaling A"(p) = nA(p). In particular, the

equality A" (p) = nA(p) implies that p™(nA) = p(A), so that r™(nA) = nr(A).)
In the problem associated with n we let

J
(2.5) XP(t)=Cf = AyDi(t),
j=1

where

(2.6) D(t) = < /0 t A;L(s)ds> ,

A" is an admissible control, and, with an appropriate terminal reward ¢",
let

T
(2.7) T = E [ /O r"()\"(s))ds] + Eg"(D™(T))].

The following assumption guarantees that the scaling of the functions ¢" is
consistent with that of the other quantities in our model.

ASSUMPTION 1. One has
(2.8) n~'g"(ny) = gly) asn— oo,

on either Dy = {y € R] : 23]:1 Ajy; < Cp, 1 <1< L}, or RY (for the
problem with, and, respectively, without positivity constraints), where g is a
continuous function.

Next, write X"(t) = n= 1 X"(t) and \"(t) = n~'A"(t). The fluid model is
obtained as limits are taken formally, assuming that X" and A" converge,
and denoting by X and, respectively, A their limits. The fluid model analogue
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of (2.5) takes the form
(2.9) Xl(t) = Cl — ZAU/ )\(S)dS.
=1 0

We thus obtain the following fluid scale functional (deterministic) optimiza-
tion problem:

choose a deterministic RY -valued path {\(s),0 < s < T}
T T
(2.10) to mazimize / r(A(s))ds + g </ A(s)ds) :
0 0

In the problem with positivity constraints, one adds to the above the con-
straint X (7T') > 0. Observe that the argument of g in (2.10) depends on
A only through fOT S\j(s)ds, 1 < j < J. Moreover, due to the concavity of
r, given that fOT Aj(s)ds = yj, 1 < j < J, the first term is maximized by
choosing \;(s) = y;/T for 0 < s < T and 1 < j < J. As a result, the
unconstrained and, respectively, constrained version of the above functional
optimization problem can be transformed into the following finite dimen-
sional fluid optimization problem (FOP):

choose y € ]Ri [respectively, y € D4 Jto mazimize f(y),

where

(2.11) fy) =Tr(T ")+ g(y).

We restrict our attention to cases where the maximum in (2.11) is attained
at a finite value of y. For the problem with positivity constraints the max-
imum is over D, which is compact by (2.1), so the maximum in (2.11) is
attained in this case. For the problem without positivity constraints attain-
ment of the maximum in (2.11) is not guaranteed, so we impose the following
assumption.

ASSUMPTION 2.  For the problem without positivity constraints, the mazx-
imum maxg.s f is attained.

Let y denote a point where the maximum of f is attained (we use the
same notation for both versions of the problem).

Denote A = Ty, 7 = r(A\) and # = lim._04 V(A + €1). Let also
7 = C — Ay. By (2.11) these quantities satisfy

(2.12) f@) =T7 +g(y).
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The solution of the functional optimization problem (2.10) is obtained di-

rectly from the solution of the FOP: M(s) = A, 0 < s < T, and yields
X*(t) =C — AXt.

2.3. Diffusion scaling and a diffusion control Aproblem. We begin by
defining some ‘second order’ quantities. First, let X"™ be defined by centering
(using the solution of (2.10)) and normalizing X™:

(2.13) X" (t) = n~Y2(X(t)—nX*(t)) = n~V2(C"— AD™(t) —nC+nAXt),
for 0 <t < T'. Similarly, for admissible \", let

(2.14) ut(t) = n T VPO —nd), 0<t<T,

and define second order versions of the reward and value as

(2.15) JHAM) = n TR = nf ()],

Vr = sup j"()\"),
)\neAn

or with supremum over A, in the case of the problem with positivity con-
straints. For y € ]Ri, let

Ty)={1<j<Jy; =0} Ty :={1<j<J:y; >0}
Let also

Lo={1<I<L:3;=0}, U:={uecR :u;>0,5¢T°)},
and
(2.16) J* = #{j 1 ; = 0} and L* := #{l : 1, = 0}.

In the case without positivity constraints we define D=U , and in the case
with positivity constraints we define

(2.17) D={ueR’:u; >0, j€J%%),(Au), <0,l € L*}.

Second order corrections for the running and terminal rewards are defined
as

P (u) = n Y20 (A + n'?u) — ni), uwel,

§"(d) =n""[g" (ng + n'/?d) — ng(y)], d € D.

We make the following assumption regarding 7.

(2.18)
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ASSUMPTION 3. There exist finite positive constants b, ¢, and 6, such
that the Hessian D*r of r satisfies

—c||z|]? < ' D*r(N)z < —b2|?, zeR’,

where the first inequality holds for all X satisfying |\ — \| < 6., and the
second inequality holds for all .

Note that it follows from the above assumption that A +— r(\)+2 [ A—X||?
is concave, and, as a result, the function

A~

(2.19) o"(u) =" (u) — 7 - u, ueld
satisfies

n bT 2 y
(2.20) o"(u) < —5—7=llull¥, uel.

NG

The inequality (2.20) is used in the proof of Theorem 1(i) (in Section 4.2)
to show that policies that are not well behaved in a certain sense do not
perform well. The left hand inequality of Assumption 3 is used in the proof
of Theorem 1(ii) (in Section 4.1) to obtain a uniform bound on o".

ASSUMPTION 4. For some continuous function g,

(2.21) " — § as n — oo, uniformly on compact subsets of D.
Denote

(2.22) h(d) =7 -d+g"(d), deD,

and

(2.23) hd) =7-d+g(d), deD.

Note that & is continuous by Assumption 4.
Let W™(t) = (W[ (t),...,W7}(t)) be defined as
(2.24) WI(t) =n"2(mi(nt) —nt),  j=1,...,J, t>0.

With an abuse of notation, we sometimes write

(WP (M), - WH(A))
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as W"(\). Define

(2.25) Wn(t) = W" (/Ot A”(s)ds) .

Note that an immediate consequence of the definition of admissible controls
via the martingale problem is that

(2.26) E[W™ ()] =0,
whenever A" € A™. Let
(2.27) D™(t) = n~Y2(D™(t) — nAt).

By (2.6), (2.14) and (2.24),
(2.28) D™(t) = W"(t) + /O u"(s)ds.

By (2.7), (2.15), and (2.27) one can write

~ T ~
(2.29) JrOm) = B [ /0 f"(un(s))ds} + B[ (D™(T))].

Thus by (2.19), (2.29), (2.26), and (2.28),

o =8 [[@ )+ o] + 5 g onm)
(2.30) = E[h"(D™(T))] + E [ /0 ' g"(u"(s))ds} .

We restrict our attention to cases where h attains a maximum over D.
This is imposed in the first part of the next assumption. The second part of
the assumption imposes a uniform growth rate on A" that is used to prove
uniform integrability of h"(D"(T)).

ASSUMPTION 5. . The function h attains a global maximum at some
point d* € D.
1. There exists a constant c, independent of r and n, such that

[ ()] < (1 + ).

Denote C™ = n~/2(C™ — nC), and note that

(2.31) C™ — 0 as n — oo.
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By (2.5), (2.13) and (2.27),
(2.32) X"(t) = C™ — AD™(¢).

Because " satisfies (2.20), the last term of (2.30) serves as a penalty for
using large values of ||u"||, and this will later allow us to argue that large
values of | D"(T)|| are also penalized (in Section 4.2).

Toward obtaining a diffusion control problem, we take limits formally. By
differentiability of r, the function ¢” converges pointwise to zero as n — oo.
We will thus drop the last term in (2.30) in the diffusion control problem
formulation.

Note that Wiconverges to a standard Brownian motion. To obtain a
formal limit for W™ we substituting the quantity \; (from the FOP) for 5\?()
in the definition (2.25) of this process. On some complete filtered probability
space with filtration (F}), let W be a J-dimensional (F};)-standard Brownian

motion and denote W = (Wq,..., W), where Wj = 5\]1-/2Wj. Note that for

je T ), Wj vanishes. The diffusion control problem is to maximize
E[h(D(T))],

where
(2.33) D) = /0 u(s)ds + W (1),

over all processes u that are (F})-progressively measurable and such that
D(T) € D a.s. This problem has a simple solution, as one can find u for
which D(T) = d* a.s. Indeed for j € J*(5), let D; be the Brownian bridge
from 0 to dj, given as the unique strong solution to the SDE

) . 4 — Dj(t) A
(2.34) dD;(t) = dW;(t) + jTTdt, t<T, D;(0) =0,
and let
dt — Dj(t
(2.35) u;(t) = JT_;(), t<T
For j € J°(y), set
. dit d
(236) Dj(t) = ?7 uj(t) = T) te [07T]

Then (2.33) holds and D has a continuous extension to [0,7] satisfying
D(T) = d* a.s. [13, pp. 243-245]. Observe that equations (2.34)—(2.35) can
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be used to describe the solution (ﬁj, uj) even for j € J°(y) (in which case
Wj vanishes), because in this case the solution to these equations is precisely
(2.36). This point of view will be useful in the next subsection.

One checks that equation (2.34) is solved as

. t tAW(s)
2.37 Di(t)==di+ (T —t) | ———= t<T.
(237) j0 =5 +T—0 [ FEL <

2.4. Asymptotically optimal controls. Analogy to the diffusion control
problem suggests to define u” in such a way that the following set of equa-
tions is satisfied:

R o td*,n _ ﬁn(s)

D™(t) = Wn(t ———Zds,
(2.38) " ()+K; T e in

un(t) = n_1/2()\"(t) _ 775\) _ d’T_i—Dt(t)’

for a sequence d*"™ — d*. However, care must be taken to assure \"(s) > 0,
namely u"(s) > —nl/2), and in the problem with positivity constraints, that
X"™(T) > 0. To achieve these goals, we define (A", X™) in two steps. We first
define a triplet (A", A™ =) in place of (A", D™, X™), for which (2.38) holds,
but the constraints alluded to above are not necessarily met. Consider the
set of equations

af —7;(fy A7(s)ds)

(2.39) AR (t) = j=1,....J, tel0,7T),

T—t '
where
aj = n1/2d;’n +nTM,,
that, given 75, j = 1,...,J, clearly has a unique solution A" = (A}, ..., A%)

on [0,7"). Let the constants d;’" be chosen in such a way that

(2.40) " —di <nTVP =1,

and at the same time aj are nonnegative integer numbers. Note carefully that

the fact that aj are nonnegative integer numbers assures that the solution
/1;-‘ to (2.39) never becomes negative. That is, we always have A;‘(t) > 0.
Let A™ be defined via (2.6) with (A", A™) in place of (D™, A\"), let =™ be
defined via (2.5) with (2™, A™) in place of (X", D™), and U™ be defined via
(2.14), with (U™, A™) in place of (u™, A™). Fix a constant « such that

(2.41) 0< <.
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Let

(2.42) ™ =inf{s € [0,T) : |U"(s)]| > an'/?} A(T —n7Y),
and, with A := max;; Aj, let

™ =inf{s € [0,T) : |U"(s)|| > an'/?}
(2.43) Ainf{s € [0,T) : min 57'(s) < A} AT —n™h),

for the problem without, and, respectively, with constraints. At the second
step, for t € [0,7"), we set \"(t) = A™(t), D"(t) = A"(t), X"(t) = E"(¢)
and u™(t) = U™(t). Finally, we set

(2.44) Nt =0, telrmT]

and let D"(t), X™(t) and u™(t) be defined via (2.6), (2.5) and (2.14) for
te [T

By construction, \" satisfies (2.39) on [0, 7"). Using equations (2.5), (2.6),
(2.14), (2.25), (2.27) and (2.28), one checks by direct calculation that (2.38)
holds on this interval. The constraint A"(¢) > 0 is met because, as argued
above, A™ are nonnegative. Also, in the problem with positivity constraints,
by (2.43), X"(t) > 0 for t < 7"; and by (2.5) and (2.44), X™ does not
vary on the time interval [7",T] and so X™(7T) > 0 holds a.s. Furthermore,
the boundedness assumption (2.4) holds by construction. Hence, to show
that the constructed processes A" are admissible controls, it only remains to
prove the martingale property. This result is standard, and for completeness
we have included it at the end of Section 4.4.

Since the construction is based on an imitation of the Brownian bridge
dynamics, we will refer to the admissible controls \” and corresponding
processes (D™, X™) just constructed, as the bridge policy.

THEOREM 1. . Suppose that Assumptions 1-5 hold. Assume moreover
that there exists a constant ¢y, independent of x and n, such that

(2.45) () < e1(1+ 012 2]])12.

Then R
limsup V" < h(d").

n— o0

1. Suppose that Assumptions 1-5 hold. Then, under the bridge policy,

(2.46) lim inf J™(A™) > h(d*).

n—oo
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The following result shows that, under certain regularity conditions, there
is a simple open loop control policy that achieves asymptotic optimality,
except that in the problem with positivity constraints, service is stopped
when the boundary is reached. See Section 4.3 for the proof.

COROLLARY 1. Suppose that Assumptions 1-5 hold, that y; > 0 for
1 < j < J, and that for the problem with positivity constraints, (Ay); < C
for1 <1 < L. Assume moreover that g is differentiable at §. Finally, assume
that the function § is given by

(2.47) G(d) =Vg(g)-d+b, de R/,

where b is a constant. Then h(d) = b for d € R?. Moreover, for the problem
without positivity constraints, the open loop control using u™(t) = 0 for all
0<t<T,n>1, satisfies

(2.48) lim J"(A") = b.

n—oo
Furthermore, for the problem with positivity constraints, the control that sets
u(t) =0 fort < o™ and \" =0 fort > o™, where 0" is defined by

(2.49) o" =inf{s € [0,T) : mlinXl"(s) =0},
achieves the same asymptotic upper bound, (2.48).

3. Examples. We present two examples in this section, both of which
were treated, at the fluid level, in Gallego and van Ryzin [7].

3.1. Gallego and Van Ryzin’s basic network model. This example has a
positivity constraint (X(7") > 0) and no terminal reward (g(z) = 0,z >
0). This model, considered in [7], corresponds to an airline context where
cancelation, no-shows, and overbooking do not occur.

Since ¢"(z) = 0, * > 0, n > 1, the reward J()\) is well defined and
Assumption 1 holds trivially with g(x) = 0, = > 0. The FOP is thus to
choose y € R to maximize f(y) = Tr(T~'y) subject to y € D. As noted
in Section 2.2, Assumption 2 is not needed with positivity constraints (since
D, is compact): There exists § € D, where the maximum is attained. By
Kuhn-Tucker theory (cf. [16], Section 28), a Kuhn-Tucker vector y € RE
exists ([16], Cor. 28.2.2) such that, if for y € D, we define the Lagrangian
as

L(y,v) = f(y) +~(C — Ay),
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then
oL . s . _ . 0/~
(31) -7 =0, j€J (y)and lim —=(5+eje,7) <0,5 € T(y).
Y e—0 j
Note that ;
oL 9
@:%—ZVZAM 1<j<J
j j

so that (3.1) yields

L L
(3.2) =Y Ay, 5 €T, and 7 <> Ay, § € TD).
=1 =1

Furthermore, if L* < L then v, = 0 for [ ¢ L£*.

Since g"(x) = g(z) = 0, & > 0, we also have §"(d) = 0, d € D, where D is
defined in (2.17). Thus Assumption 4 trivially holds with g(d) = 0, d € D.
Furthermore, h"(d) = h(d) = 7 - d,n > 1, d € D, so that using (3.2) we
have h(d) < vAd. Recall that v; = 0 for [ ¢ L£*, and by the definition of
D,(Ad); < 0, 1 € L£*. Thus h(d) < 0 for d € D. Note that 0 € D and
h(0) = 0, so d* = 0 maximizes h over D, and Assumption 5(i) clearly
holds. Assumption 5(ii) holds since ||h"(2)|| = ||/ z|| < (maxi<j<s 7})|z||.
Finally, (2.45) holds because, as mentioned above, h™ = h is bounded above
by zero. So Theorem 1 can be applied here: The bridge policy with d* = 0
is asymptotically optimal.

A natural ‘enhancement’ of the above example would be to include a non-
negative salvage value for unsold capacity. This salvage value would consti-
tute a terminal reward, and it is reasonable to take the salvage value to
be concave and non-decreasing. Although it seems intuitively clear that the
solution to the FOP with this terminal reward would be no larger than that
without it, there may still be resources that are fully sold: (Ay); = C; for
some [. If, however, (A7), < C;, 1 <1 <L, §; >0, 1 <j < J, and the
terminal reward is differentiable at 7, then things may simplify substantially.
In particular, if we scale so that " (nz) = ng(z), which seems natural in this
context, then g(x) = g(z) and we have §(d) = Vg(y) - d for d € R’. Corol-
lary 1 shows that a ‘nearly open loop’ policy in which v"(¢) =0, 0 <t < o™,
and \" =0, o" <t <T, n>1, where 0" is defined in (2.49), is asymptot-
ically optimal on diffusion scale. (Strictly speaking this is not an open loop
policy, because it uses information about ¢"; however, as the proof shows,
the probability that 6™ < T tends to zero, and so roughly speaking it is open
loop.) The next section treats an example with a terminal reward arising in
a different context.
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3.2. Gallego and van Ryzin’s no-shows and overbooking model. We now
consider a modification of the above model where some customers are no-
shows. In response to this possibility, the service provider may overbook by
selling more of certain resources than is actually available. This can lead,
in turn, to not being able to satisfy all customers that do show up, which
leads to denied boarding charges. As we show below these denied boarding
charges represent a penalty to the service provider that we formulate as a
(negative) terminal reward. The analysis of this case is more involved than
that of the basic model considered in Section 3.1. The rest of this section is
organized as follows. In Section 3.2.1 we introduce the model for no-shows
(which is the same as in [7]), and derive expressions for the revenue and ter-
minal reward. We introduce and solve the fluid optimization problem (FOP)
in Section 3.2.2, and show that Assumptions 1 and 2 hold. We also intro-
duce a ‘modified” FOP and obtain relations satisfied by the Kuhn-Tucker
vector of this problem that help to simplify the diffusion scale analysis. In
Section 3.2.3 we begin the diffusion scale analysis by deriving § and showing
that Assumptions 4 and 5(ii) hold. The diffusion scale analysis is completed
in Section 3.2.4 where we show (under some additional assumptions) that
Assumption 5(i) holds, along with (2.45), a hypothesis of Theorem 1. We
show how the maximization of h can be translated into the maximization
of a separable function. Maximizing this separable function gives rise to a
variant of the classical ‘newsvendor’ problem, which has an explicit solution.

3.2.1. Model and cost structure. We use the cost structure introduced
in Section 6 of [7]. When a class j customer that paid p for a ticket is a
no-show, the customer pays a penalty of f;p + ¢;j, where 0 < 3; < 1 and
c¢; > 0. Thus the refund to the customer is p(1— ;) —¢;. (The parameters (3;
and c¢; should be such that p(1 — ;) —¢; > 0. We address this issue below.)

Each class j customer shows up with probability 1 — g;, where 0 < ¢; <1
(and hence is a no-show with probability ¢;), 1 < j < J. We assume that
all of these no-show events are independent. We can express the expected
revenue rate of class j customers straightforwardly. To do so we need to
slightly modify our notation. Let R;(A) = A\;p;(A),1 < j < J, and define
ri(A) == (1 = q;(1 = B;))R;(N) + gjcjA;. We assume that R(A) = Ri(X\) +
-+ + Rj(\) satisfies the conditions previously imposed on r(\). Then our
newly defined r(\) satisfies these conditions as well.

The no-show penalties imposed on the customers have been absorbed into
the revenue rate r(\). Thus the denied boarding charges imposed on the ser-
vice provider constitute the terminal reward. Recall that D;(7") denotes the
number of class j items sold. Let ¢ = (¢1,...,4q7), m = (mq,...,my), and
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Z(va) = (Zl((]l,ml), ce ,ZJ((]J,?TLJ)), where Zl((]l,ml), ce ,ZJ(QJ,mJ))
are independent random variables, and Z;(g;,m;) has a binomial distri-
bution with parameters ¢; and m;,1 < j < J. Then Z(gq,m) represents
the number of no-shows for all J classes with m arrivals. Thus D;(T") —
Z;i(qj, Dj(T)) is the net number of class j seats sold. Let

=Ci— ZAzJ Zj(aj, D;(T)), 1 <1< L,

denote the remaining amount of resource [. Note that we can (and often
will) have 7; < 0, indicating that there is not enough of resource [ to satisfy
all demand.

As in [7] we assume that the total denied boarding charges (paid by the
service provider) consist of the cost of acquiring the additional resources
needed to satisfy all demand, and that additional capacity on resource [
can be obtained at a unit cost of 1,1 <1 < L. (Thus the denied boarding
charge for a route is simply the sum of the denied boarding charges for all
resources in a route, with multiplicity if applicable.) The total of the denied
boarding charges paid by the service provider is thus — Zlel vy (m A 0), and
the terminal reward is

9(y) = EL:VMMOID (T) = y]
l

=1
(33) = -B[Yu (Z Aylys — Zitagup) - @),
=1 =

where z1 := max(z, 0).

3.2.2. The fluid optimization problem. The terminal reward in the n'”
system is

ZWE{ [Z Aij(ny; = Zj(aj,ny;)) — q"r}.

Since n_le(qj,nyj) — qjyj a.s. as n — oo by the strong law of large
numbers, the dominated convergence theorem yields

L
(34)  nlg"(ny) = gly) = - v [Z Ay(1 - g5) C'z] :

=1

so Assumption 1 holds.
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The FOP in this case is to maximize

(3.5) fly) =Tr(T™'y) + g(y).

The function f is continuous and concave, and the maximization is over Ri:
there are no further constraints. On the other hand, f is not differentiable
over all of ]Ri. Nonetheless, in order for y € ]Ri to be an optimal solution it is
necessary and sufficient that g is a local maximum for f. Let £ := {1,..., L},
and fllj = Aj(1 —¢qj),1 <j < J1<1< L. Fix a fluid optimal solution
Yy e Ri, and define

J

(3.6) £to= {z €LY Ayg; > Cz},
j=1

(3.7) L = {l eL: Zflljgj < él},
j=1
J

(3.8) 0= {1eL:d Ay =af.
j=1

Let L0 := #{l : 1 € £°}. If LY = 0 then f is differentiable at 7 and the
standard stationary point condition for a local maximum holds:

(3.9 @) = 0. jeT)
(3.10) lim ﬁ(g+eja) < 0, jeJ%).

e—0+ ay]

However, if LY > 0, which will be true in cases of practical interest, then
f is not differentiable at 7. (Roughly speaking, the resources [ € LY are
neither over or under provisioned. We take the sizing of the resources as
given. A proper sizing should lead to most, if not all [ € £°.) Although f is
not differentiable at g, it is simple to write down the first order expansion
of f at §. For z € D and ¢ small,

(3.11)

J J J
fy+ez)—f(y) = EZ Fizj—€ Z v Zflljzj—a Z v [Z Aljzj]Jr o(e).
J=1 lect  j=1 leco  j=1

Thus, a necessary and sufficient condition for ¢ to be a local maximum of f
is that, for any z € D with |z]| =1,

J J J
(3.12) Z 7;»2]‘ - Z 14/ ZANUZJ' - Z 14 [ZAUZ]‘]—F < 0.
j=1

lect j=1 leLo Jj=1
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By considering z = +e;,1 < j < J, (3.12) gives rise to the easier to check
necessary conditions

(3.13) =Y Ay = 0,j€T()
leL+

(3.14) 7 — Z n Ay — Z Ay < 0,1<j<J.
leL+ leLo

We now verify that f, as defined in (3.5), satisfies Assumption 2. We
need to impose a condition on the penalty and denied boarding charges. In
particular, we assume that

L
(3.15) qic; < Zyllelja 1<5<J

=1
The left hand side of (3.15) is the expected value of the fixed part of the
penalty paid by a class j customer, while the right hand side is the expected
cost for the service provider to buy resources to accommodate a class j cus-
tomer. Thus (3.15) indicates that the service provider cannot profit, due
purely to the fixed penalty cost, by overbooking. We also impose the follow-
ing assumption on R.

ASSUMPTION 6. 4. For any ¢ > O there exists an M < oo such that, if
Aj > M then G(A) <e, 1<j<J.
1. p: Ri — Ri is a differentiable function.

The existence of a finite maximizer for f is an immediate consequence of
the following lemma, whose proof is given in Section 4.4.

LEMMA 1. Suppose that R satisfies Assumption 6(i), and that (3.15)
holds. If y*) e ]Ri,k; > 1, and ijl y](-k) — 00 as k — oo, then f(y*) —
—00 as k — 0.

Finding a global maximum of h (and hence solving the diffusion con-
trol problem) is greatly simplified by using properties of the solution of
the FOP. The key relationships arise through the solution of the following
modified FOP:

choose y € Ri

J
to maximize fa(y) := Tr(T 'y) — Z 2 [Zfiljyj — Cl} !

1,0 7=1
J ¢

(3.16) subject to Zzzlljyj <Cpleld
j=1
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We now verify that the ¢ chosen above as a solution of the FOP is also
optimal for the modified FOP. By the definition of £% in (3.8), 7 satisfies
(3.16) and is thus feasible. Let

J
DO .= {y € Ri : Zjljyj <(C,le ﬁo}.
j=1

Note that, if y € DY then f(y) = fa(y). Thus, since § € D, § maximizes
f(y) over D°, so it is optimal for the modified FOP.

We can apply Kuhn-Tucker theory to the modified FOP. In particular, by
Corollary 28.3.1 in [16], a Kuhn-Tucker vector v € Rio exists such that, if
for y € RJJF we define

L(y.7) = fuly)+ Y ulCi— ZAl]yj

leLo
then
or o oL o
. P — = — : < .
(3.17) a9, (5,7) =0, j € T (y) and 613& a9, (I +eje,y) <0, j €T (7)

Note that at y = g, (using (3.6) and (3.7)),

oL  _
8—yj =7 — Z v A — Z YA,

leLt leLo

so that (3.17) yields

F;. = Z Vllelj + Z ’YIlelja J€ j+(ﬂ),

0
(3.18) , leL+ i lel ) ‘ .
P< Y vA+ Y Ay, i€ ).
leL+ leLo

The relation (3.18) will prove useful in maximizing h.

We now deal with an issue left open above and show that the refund for
all customers is positive. Recall that the refund to a no-show customer of
class j that paid p is p(1 — ;) — ¢;. Let p = p(\), where A = 3j/T and ¥ is
a solution to the FOP (3.5). We assume that

Dj > 1<j<J

Gj
1-p5;’
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By Assumption 6 (i), p is locally Lipschitz at M. Thus writing p;(t) for
p;(A™(t)), there exists a K < oo such that

(3.19) pi(H) — 3] < Kl 01/ V.

Recall from the construction of {U"(t),0 <t < T} that

(3.20) sup |[u™(t)]| < ay/n.
0<t<rn

In addition, since A"(t) = 0 for 7" < t < T, the price in this interval is
irrelevant: with probability 1 no customers will arrive during [r",T]. Let
e = mini<j<s(p; — ¢;/(1 — B;)) > 0. Combining (3.19) and (3.20) yields
Ipj(t) — pj| < Ka. Recall from (2.41) that we can choose « as small as we
want, as long as it is positive. So let & = ¢/(2K). This assures that (almost
surely) the refund for all customers is positive.

3.2.3. The diffusion scale terminal reward. We now derive the diffusion
scale limiting terminal reward §. Recall that

_lZi; [Z::Al] 1—gqj)y C’l}

and, for n > 1,

ZmE{ [Z Ayi(ny; — Zj(q5,ny5)) — Clnrr}

Thus
" (ny++v/nd) = ZV{E{ [ZAU (nyj++v/nd;—Z;(q;j, ny;+v/nd;))—C ]+}
=1 j=1
so that

(3.21)
§"(d) = 2" (ng + f d) — ng (7))

_1/2[ EL:VlE{ [ZAU ng; + vnd; — Zj(q;,ng; + v/nd;)) — Clnr}

=1 =

L J 4
—I—nZVl<ZAl]1—qJ C’l> }

=1 j=1
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Let

Ky = Zfiljgj -,
J
and note that [ € £, £* according to whether x; = 0,> 0, < 0. Let
(3:22) Z2(d;) = n~?[Zi(q5,ny; + V/nd;) — q;(ng; + V/nd,))],

be mutually independent, and write Z"(d) for the (column) vector

Write A; for the vector (A4;;,7 =1,2,...,J), and define gl similarly. Then
g" of (3.21) can be written as §"(d) = >, 119;'(d), where

(323)  p(d) = ~B{[dd— A2"(@) + Vs + O +} VK

By the central limit theorem Z"(d) 4 7, where Z = (Z1,...,Z5),
Z1,...,Z; are independent, mean zero, normally distributed random vari-
ables, and Z has variance ;q;(1 — ¢;). Note, in particular, that Z =0 for
je Jg). Let

(3.24) g(d) = = > uB(Ald - AZ2)" =Y yAjd.

leLo leLt

We now show that
(3.25) gt =g 1.0.C.,

which verifies Assumption 4. To prove this, let us consider arbitrary d
in a fixed, bounded set. Then by Cramér’s theorem, for a given a > 0,
P(|Z;‘(d])| > an'/?) < c1e7®", where ¢; and ¢y are positive constants de-
pending on @ (and on the fixed set of d). Since \Zjn(d])] < ¢y/n, we obtain
forle L™,

97 (d)] < ev/me™" +|CP.

Similarly, for [ € LT,
197 (d) + Ajd| < ev/ne™ + |CT.

For | € £° let N
au(d) = —B{[Aa - 4i2]"}.
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In this case we prove a stronger claim than (3.25), namely

(3.26) lim sup |gf'(d) — au(d)| =0,

O |dl|<ne

for a fixed o € (%, %) (this strong form is required later, for our proof of

(4.27)). To this end, note that
(3:27) 47 (d) — () = B [~ 412" (d) + O +} ~ B{[da - 47] +}.

The estimate (3.26) is based on bounding the r.h.s. of (3.27) using the
following lemma, whose proof is given in Section 4.4.

LEMMA 2. Let U;, 1 = 1,2,...,7r be mutually independent r.v.s and let
Vi, i =1,2,...,r be mutually independent r.v.s. Assume that the first mo-
ment of each U; and V; are finite. In addition, assume that, for each 1,
|P(U; < x) — P(V; < z)| < ajh(z), where o are constants and h is a
function satisfying fR h=v < oo. Then

£($0)] - £[(59)] < 5

Let By, be i.i.d. Bernoulli(q). With m; = m;(n,d) = ng; + /nd;, Z;‘(d])
is equal in distribution to n=%/23"," (By — q). We can couple Z"(d) and
Z™(0) so that

m;
Zp(d)=n""* (Bx —q)
k=1

ny; m;
7 J
k=1 k=ng;

with ‘Ehe convention that, if d; < 0 then we interpret >~ - (B — q) as
—SY ; (Br — q). With this notation, using (3.27), we have

k=m

(@) — @) < |B{ [Ad - 41270} - B{ [Ala— 4i2] Y]
+ cE|A}| + |C
= 4+ rP 4+ |CP.



ASYMPTOTICALLY OPTIMAL DYNAMIC PRICING 257

To estimate 7], we use Lemma 2 with » = J + 1, where the first collection
of rv.sis

(A;d7 _AIJZ;L(O)vj = 1727 s 7J)7

and the second collection is
(Ajd, — A1 Z;5 = 1,2,...,J).

To verify the assumptions of the lemma we invoke Theorem 5.16 of [12] on
the rate of convergence in the CLT, by which
(3.28)

‘P(n_l/2 Z(Bk—Q) <z)—P(N <z)| <ein V2(1+|z))3, zeR,neN,
k=1

where N ~ N(0,¢(1 — ¢)) and ¢; is a constant not depending on n, x or q.
Since Z; is equal in distribution to ,/y; N, we obtain from (3.28)

P(Z}(0) < 2) — P(Z; < 2)| < en™V2(1+ [a]) %,

where ¢ does not depend on n or . We conclude by Lemma 2 that r" <
en~1/2. Next, if ||d|| < n® then by the Cauchy-Schwarz inequality

13 < e(B[(A]))? < en”iT5.

Since av < 1/2, we have ' +r% — 0. This proves (3.26). Claim (3.25) follows.
We next show that

(3.29) [ ()] < (1 + ),

where ¢ is independent of x and n. This is Assumption 5(ii). To show this,
note that it suffices to prove that [§"(d)] < ¢(1 + ||d||) for a constant c
independent of d and n. For [ € £, it is clear that

(3.30) 97 (@) < e(1 + ||d]| + ElIZ™(@)]).

For | € L7, use the inequality F{[X — a]T} < E[XT], a > 0, in (3.23)
(with @ = y/nlk]), to argue that (3.30) is still valid. A use of the inequality
|E{[X +a|T}—a| < E[|X]], a > 0, shows that (3.30) is also valid for [ € LT.
Now, using Jensen’s inequality and a calculation of the second moment of
Z"(d), we have E||Z™(d)|| < ¢(||g||+n~Y2|d|)*/2. Claim (3.29) thus follows.
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3.2.4. The diffusion control problem. 'The function to be maximized for
the diffusion control problem is

J J J
(3.31) h(d) =7 -d— > uBQ_ Ayd; > AyZ)" = > wY_ Ayd,
j=1 J=1

leLo lect j=1
and the domain to maximize over is D = Y. Let J* := J — J*. For con-
venience (and without loss of generality) we assume that £° = {1,..., L%}

and Jt(7) = {1,...,J1}. Substituting (3.18) into (3.31) yields, for d € U,

LO
(3.32) h(d) < h(d) == [nAjd — v E(Ajd — AjZ)™].
=1

If L = 0 then h(d) < 0 for all d € U. Since h(0) = 0, d* = 0 is an optimal
solution here. Thus Assumption 5(i) holds in this case. We verify (2.45)
below, allowing us to conclude that in this case using the bridge policy with
d = 0 is asymptotically optimal on diffusion scale. If, in addition to L% =0
we also have J* = 0, then by (3.4) and (3.24) we have §(d) = Vg(y) - d for
d € R’. Thus, by Corollary 1 the open loop control using u"(t) = 0 for all
0<t<T,n>1isasymptotically optimal on diffusion scale.

Henceforth we assume that L° > 0. We also assume that the columns
of {ij,l <1< I%1 <j<J} span RL’. Under this assumption the
determination of d* simplifies dramatically. A simple sufficient condition
for this is that, for every resource [, there is an associated class j(I) with
Uja) > 0, such that A;;q) > 0 and Ag;q) = 0,k # [. This corresponds, in an
airline context, to each link having a route (with nonzero usage in the fluid
limit) which uses only that link, and this should typically hold in practice.
Let U° = {u € R’ : u;j = 0,7 > JT}. Under this assumption, for any
w e RLO, there exists a d € 4 such that

Jt
wy =Y Ayd;, 1 <1< L.
j=1

We now show that, for 1 < k < Lo,yk < vp. Fix k with 1 < k < L°. Let
d®) = (dgk), . ,dsk)) € R’ be such that dg.k) =0,7 > Jt and Ad®) = ¢, so

that
AN (k) 1 ifl=k
ZIA”‘ZJ' :{o itk
‘]:
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Since § solves the FOP, we have, for € such that 3 + ed®) e Ri (recall that
g; > 0,1 < j < J*, by assumption), that f(7+ed®) < f(3). By (3.11),

J
FG+ed®) —fg) =cr - d® —e S Y Ayd

lect  j=1
J
—€ Z v [Z flljdg-k)} ! + o(e)
lecd  g=1

= e(yk — v) + o(e),

S0 Vg < V.
For 1 <1< LY, let

J
Zl = Z Alij-
Jj=1

Then Z; = N(O,Z}-]:1 A%jgjqj(l —q;),1 <1< L° but (Zy,...,7Z10) are
not independent. Let 57 := 23-]:1 A%jyjqj(l —q;),1 <1 < L Define, for
w E RLO,

LO

U(w) =Y [yw —nE(w — Z)*].

=1
Then, if w; = 23-]:1 Ayd;,1 <1< L0 U(w) = h(d). We can maximize
U over }RLO, and, once we have found a maximizer w’i € R such that
V(w*) = sup, pro{¥(w)}, we can then choose d* € U° such that w =
Ejzl flljd;, 1 <1< L° This d* will then be a maximizer of h. Note that,
for d € U°, h(d) = h(d). Since d* € U°, h(d*) = h(d*), and hence d* also
maximizes h.

The function ¥ is separable. In particular, we can write

0
\If(w) = Z¢l(wl), where lel(wl) = yw; — I/lE[(wl — Zl)+], w; € R.
=1

We can thus maximize each 1; separately. This is a slight variant of the
classical ‘newsvendor’ problem from inventory theory. Under the condition
~; < v; the optimizing w; is obtained by straightforward differentiation to
find the unique stationary point of the concave function ;. This yields w; =
5l<1>_1(;ii), where ®~1(+) is the inverse of the standard normal distribution
function. A straightforward calculation yields

P(wy) =15 (%ﬁ) — 0y {¢(‘I>_1 (ﬂ>) +o! (ﬂﬂ,

v v
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where ¢ is the density of the standard normal distribution function. If v; = y;

then there is no maximizing wy: sup,, cg ¥i(w;) = 0, and y(w;) — 0 as

w; — 0o. Thus, if v < 1,1 < k < LY, then Assumption 5(i) holds.
Finally, we show that (2.45) holds. We have, using (3.18) and (3.23),

(3.33) h™(d) <> G Ajd—unE{[Ald— A Z"(d)+n?k+CPT 40! Py
l

A= ,1,0 when 1 € £°, LT, L7 resp.
For I € £, the Ith term in (3.33) is given by

wAjd — v E{[Ajd — A\ Z"(d) + CPT}.

By the inequality ya — v[a — )" < v|b| (which holds for a,b € R, provided
0 <~ <), this term is bounded by ¢(E|Z™(d)| + 1).
For [ € L7, the Ith term is

— E{[A)d — A, Z™(d) + C + n'/?k)] 7Y,

which is nonpositive.
For | € LT, the Ith term is

v Ad — yE{[A)d — A Z"(d) + CP + 025} + 0 20
With s = s(n,d) = Vlfl;d + nY2yk,; this can be written as
Efs — [s —uAjZ"(d) + CPT} < v AJE|| Z™(d) + 1,
where the inequality a — [a — b]T < b was used. We have thus shown that
(3.34) h'(d) < (B Z™(d)|| +1).
Calculating the second moment of Z"(d) directly from (3.22) gives
E[|Z*(@)|PP) < e(1 +n~ "2 d]).

Combined with (3.34), h"(d) < ¢(1 + n~2||d||)"/2. This shows (2.45), and
concludes the verification of all assumptions of Theorem 1.

4. Proofs. We first present the proof of part (ii) of Theorem 1, in Sec-
tion 4.1. The proof of part (i) relies on part (ii), and is therefore presented
afterwards, in Section 4.2. Section 4.3 contains the proof of Corollary 1.
Finally, Section 4.4 contains the proofs of some of the Lemmas.
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4.1. Proof of Theorem 1(ii). We use c to represent a constant, indepen-
dent of n and ¢, that can vary from appearance to appearance. We prove the
result by showing, in steps 1-4 below, that the first term in (2.30) converges
to h(d*), and, in step 5, that the second term in (2.30) converges to zero.

Note that to handle the first term in (2.30), it suffices to show uniform
integrability of A"(D"(T)) and

(4.1) D(T) = d*.

Indeed, by (2.21), (2.22), (2.23) and continuity of g, assertion (4.1) implies
R™(D™(T')) = h(d*). By uniform integrability, (4.1) implies ER™(D™(T)) —
h(d).

It will be useful to note that, by construction, D™ does not vary on [r", T,
and therefore by (2.27),

(4.2) DMT) — D" (") = —n'/2(T = ™).

Also note that, as in the case of the diffusion control problem, in which
the solution is given by (2.37), we can solve (2.38) as

(4.3) Dr(t) = %d*’" (T —-0Q), <

where

tAT™ de
Qn(t) _ /0 T _(j) )

In the first four steps below we prove (4.1) and the uniform integrability
alluded to above.
Step 1: We show

(4.4) E[(|D"|z)*] < e,

where ¢ < oo does not depend on n. We remind the reader of the Burkholder-
Davis-Gundy (BDG) inequality, which states that for any local martingale
M and p > 1,

BE{(IM[})"} < e BIM, MJ?}, # € [0,00),

where the constant ¢, depends only on p, and [M, M] is the quadratic vari-
ation process defined by [X,X] = X? — 2 [ X_dX (see [13] p. 58, and p.
175); if X has piecewise smooth sample paths, null at zero, then [X, X]; is
given by > ., AX(s)? (see for example [13], Theorem 22(ii), p. 59).



262 R. ATAR AND M. I. REIMAN

Since W™ is a martingale, so is Q". The martingale Q" is piecewise smooth
and Q"(0) = 0 and so [Q",Q"](t) = > ., |AQ™(s)||?. Let N™ denote the
counting process that counts jumps of W"( A 7). An application of the
BDG inequality with p = 2 yields

fo 2
BQ ) < By | A1)

s<t

= n_lE/Ot(T— 5)T2dN"(s).

By construction, |[u”(s)|| < an'/? for s < 7". As a result,
A(t) = A+ n" V2 () < X+ ad.
Thus EN"((t1,t2]) < cn(te — t1) and we have
B(IQ")? < cn—lEZ . (T~ 5)2AN" (s)
s<t: (T—s)/Te(27+—1,277]}

<en”! Z (12720127
0<i<logy 7

(4.5) <e(T—t)7!

In step 3 we will also use the following estimate, that is based on the BDG

inequality with p = 4, and proved in a similar manner. Namely, with [, =

{s:(T —s)/T € (271,271},
BRI < en 2B [( [ (= 0)2ans >)2}
<en? Z / / —5) —u)2dN"(5)dN"(u)

0<i,j<logy 7

<en”? Z (27) 72277 2E[N™(1;)N"™(1;)]

0<i,j<logy 7

(4.6) <c (%)2 +en? (%)3,

where on the last line we used the fact that, since A\ is bounded above, we
have for disjoint intervals I = (t1,t2] and J = (t3,t4], to < ts,
EN"(I)N"(J) = E[N"(I)E[N"(J)|F},]] < cE[N"(I)]n(ts — t3)
§ C’I’L2(t2 — tl)(t4 - tg),

whereas E[N"(I)?] < c[n(ta — t1) + n?(t2 — t1)?].
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By (4.3), E[(|D"[[5)?] < 2]ld*"|]2 + 2B[supyc,n R" ()], where

R"(t) = (T —t)*|Q"(1)|I>
Fori € Zy let I; = (27171,27%]. Let S” denote the event that i is the smallest
nonnegative integer k for which
sup R"(t) = sup R"(t)
t<tm t<rtn:(T—t)/Tel}

(note that, for each n, there is a finite number of such integers k, because
™ < T —n~1). Using (4.5) we therefore have

o0
E[(|D"7:)] < 2[d™"|* +2 ) Ellgp sup{R™(t) : (T —)/T € L}]
i=0
s .
<ot ¢S 2 HB(IQ I y_yi1))?)
i=0
0 . .
<ct+e) 272 <,
i=0
where ¢ does not depend on n. (4.4) follows.
Step 2a: Consider the case of the problem with positivity constraints. We
will show that there exists a constant ¢ such that
(4.7) E(T —7")?*<en™.

Let ET denote the event that 7" is incurred by having =7 ‘hit’ A for some
[ (cf. (2.43)). On ET one necessarily has X]'(7"—) < 2A for some [, hence
min ming<,,, X;'(t) < 2A. If X]*(t) < 24 for some [, ¢, then by (2.13), the

identity ANT = C' — Z, and nonnegativity of #; and (A));, we have
X7 (t) < 2An~ Y2 — 20 4+ nM2 (AN t
= 24An~12 — 12z — nM2(AN) (T — 1)
< 2An7Y2 — 1 2(z; + (AN),T)(1 — t/T)
(4.8) = 2An~ Y2 — 201 — t)T).
In particular, on ET, X{’(T"_—) < 24n~Y%2 —n!/2C)(1 — 7/T) for some .
Using the positivity of min; Cj,
nB((T =) 1ep] < nB(T =" Lo mpccaogz)n)]
< eB[(1+ X720
< cB[(1+ [ D"50)?)

7—7L

—~
o~
=)

SN—

IN

&
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for a suitable constant ¢ > 0, where in the secondA last inequality we assumed
n is sufficiently large, and used || A|[|[D™(¢)|| > || X™(¢)||—1, that follows from
(2.31) and (2.32) for large n. In the last inequality we used step 1. Next,
recalling that for ¢ < 77, u™(t) has the form (2.38), and using (2.43),
TLE[(T — Tn)21(E’il)c:|
S nE[(T — Tn)2 (1{||u"||*n>an1/2—1)} + 1{Tn:T_n71})]

1

=nt RS- ) R

On the event in the indicator function above, one has
2 * ~ *

n(T —7")? < U™+ 1D™[3)%,

provided n > 4/a?. Thus
2 N - 1

(4.10) nB((T — ") 1(gp)e] < S Bl + 1D™[[3)%] + P

for a suitable constant, where we used step 1. Combining (4.9) and (4.10)
yields (4.7).

Step 2b: Consider now the case of a problem without positivity con-
straints. In this case 7" is defined via (2.42), and therefore the estimate
involving ET is not needed, and the estimate involving (ET)¢ holds true.
Consequently, (4.7) is valid.

Step 3: We show (4.13) below. Note first that by (4.7), for a suitable
constant ¢ > 0,

(4.11) P(r" < T(1 —n~Y4) < en™/2,
Using (4.5), (4.6) and (4.11)
E[(T = )?1Q(r")II?]
< ZE[ reny et 2 T2 (1Q i)
<c Z 9=Hp(T — " > Tp~l/4)1/2 |:E(||Qn||;“(1_27i—1))4:| 1/2

i:2=1>2p—1/4

e S 2 PE(IQ )

i:27t<2n—1/4
< en—1/4 Z 9-2i[9% 4 p~19¥]1/2 | ¢ Z o—i
i<logy nl/4—1 i>log, n'/*—1
(4.12)
< cn_1/4.
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Combining (4.3), (4.7) and (4.12),
(4.13) E||D™(t") — d*"||? < cE(T — )% + en™ Y4 < en™V/4,

Step 4a: Consider first the problem with positivity constraints. In view of
(4.13) and (4.2), to show (4.1) it suffices to show that

(4.14) (T — 1) = 0.

Clearly, the estimate (4.11) is not good enough. However, we can redo step
2a more carefully, using now the improved estimate (4.13) of step 3 in place
of (4.4) from step 1. Let ¢ > 0 be given and consider the event 7" <
T(1—en~1/2). By (2.39), a jump of A\ occurring at time ¢ is of size (T —t) ™!,
thus by (2.38), that of u™ is n~'/2(T — t)~!. As a result, by the definition
of 7 (2.43), if 7" < T(1 — en~/?) occurs but not E? then one must have
|u™(7"=)|| > an'/? — (Te)~'. Thus we have from (2.43),

(4.15) P(r" < T(1 —en™Y?)) < pi(n,e) + pa(n,e),
where
pi(n,e) = P(" < T(1— En_l/z), |u" (" =) > anlt/? — (Ta)_l),

pe(n,e) = P{m" <T(1— En_l/z)} NET).

Now,

‘d*,n o Dn(Tn_)

pi(n,e) = P(T" <T(1- En_1/2), T

H > an'/? — (T&?)_1>
< P(ID"(" =) = d*"|| = ce),

provided n is sufficiently large, where ¢ > 0 is a constant not depending
on n and e. By (4.13), p1(n,e) — 0 as n — oo. Next, on the event {7" <
T(1 —en~'/2)} N E}, there exists | such that (cf. (4.8))

Xln(Tn_) S 2121”_1/2 - ’I’Ll/zi‘l — (AS\)lT€ § —nl/zcl{b]f} — Cg,

where ¢ > 0 does not depend on n and ¢, and we used the notation (2.16)
for L*. Combining this with (2.32), we conclude

pa(n,e) < P<mlin {C’f — (AD™(7"=)); + cn1/21{1>L*} + cs} < 0).

By (4.13) and the fact that ||[AD"|| < en~Y2, we have D"(r"—) = d*.
Using (2.31), the expression in curly brackets in the above display converges
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weakly to +oo for [ > L*, and it converges weakly to (—Ad*);+ce for | < L*.
But since d* € D, (—Ad*); > 0 for | < L* (see (2.17)). We conclude that
p2(n,e) — 0 as n — 0o. As a result,

P(r" <T(1—en"%) 50 asn — oco.

Since ¢ is arbitrary, (4.14) follows.
Having established (4.14), (4.1) now follows using (4.2) and (4.13).
Now, writing

DMT) = D"(+") + (D™(T) — D*(+")),

we have by step 1 that the first term in the above display is uniformly
integrable, and by (4.2) and (4.7) that so is the second term. By the assumed
bound |h™(z)| < ¢(1 4 ||z||) (Assumption 5(ii)), it follows that h™(D"(T))
are uniformly integrable. Thus by the discussion following (4.1),

(4.16) E[R™(D™(T))] = h(d*) as n — cc.

Step 4b: In the problem without positivity constraints, the estimate (4.15)
is valid without the term po, and therefore (4.14), and in turn, (4.1) and
(4.16), follow as above.

Step 5: In view of (2.30), it remains to show

(4.17) lim E ' o™ (u"(t))dt = 0.

n— oo 0

Note first that the bound on the Hessian of r imposed by Assumption 3,
and the definition of " (2.18), (2.19), implies 0 > " (u) > —%n_1/2\|u||2,
provided that ||u|| < §,n'/2. By (2.41) and (2.42), [lu"(t)[] < 5,n'/? for all
t € [0,7™). Also, for t € [7™, T, u™(t) = —)\nl_/2, and it follows from (2.18),
(2.19) and the assumption 7(0) = 0 that ¢"(—An'/?) = (7 -A—7)n'/2. These
considerations show
(4.18) 0" (@ (@) < en (0], 0<t<T.
Hence given ¢ > 0 and denoting ,, = en~/2,

T T

B [ ooyt <n 2B [ ©lFde < qp + a3 + 63 + i
0 0

where
~1/2 2
it =B sy [ )]
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@& =n"Y2eP(r" > T — &,) ney,

& =0 B[l cr ey [ (0P

g =n V2B cqe yn(T — 7).
We will prove (4.17) by showing that

4
(4.19) limsup Y g < ce.

To this end, note that by (4.3),

(e - = (-0 - T0), rs

hence using (4.5),
(4.20)

E[an(t)—d*v"\|21{t<7n}} < (T—t)2(T—t)"'+1) < e(T—t), 0<t<T,

where ¢ does not depend on ¢ (or n). Thus by (2.38),

dt

A /T E[[D(£) — |21y ey
= 0 (T —1)?

<cn —— =cn [logT—log€+—logn — 0,
0 T—t 2

as n — oo. Similarly,

n - n_1/2 /T_an E[Hﬁn(t) _ d*7nH21{t<T"}]
= 0 (T =)

dt — 0,

as n — 0o, arguing as above.
Also,
gy < n12ene,, = ce,

whereas
q; < n1/2cE[T —7"].

By (4.7) (see also Step 2b) and (4.14) (see also Step 4b), the random variables
n'/2(T — ™) are uniformly integrable and converge to zero in distribution
as n — oo. Consequently, the r.h.s. of the above display converges to zero.
We have shown (4.19). Since € > 0 is arbitrary, this shows (4.17), and
concludes the proof of part (ii) of the theorem. O
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4.2. Proof of Theorem 1(i). Part (i) is proved in three steps. The first
step uses the result of part (ii) of the theorem, along with (2.45), to show that
policies under which || D™(T)| is large do not perform well. More precisely,
it shows there exists a constant ¢ such that

(4.21) whenever A" € A}, one has E[||D™(T)||] < ¢v/n under A",
where A7 = {\ € A" : J*(\) > V™ — 1}. In Step 2 it is shown that
(4.22) limsup sup E[h"(D™(T))] < h(d").

n—00 A€A}

Step 3 uses (4.22) to conclude the proof. )
Step 1: Assume A" € A7, that is, J"(A") > V" —1. Using (2.20) in (2.30),
we have, under \",

V" —1< B[R(DMT))] ~

Q%E[ / " jun(s))2as].

Denote y, := E[||D"(T)||?]. Since by Theorem 1(ii) V™ is bounded below,
using the bound (2.45), we have

T A
B[ [ I (s)Pas] < ev + emEL1+ D))

< ev/n+ ey/n{E[2 + 207 D™(T) |2}/
(4.23) < ev/n + en' Ayl
Next, using (2.28),
N T
(424) i < 2B(T D+ 28] [ (o)]ds].
0
Recall the process N™ introduced at Step 1 of the proof of Theorem 1(ii).
Recalling that W™ is a martingale and applying the BDG inequality the way
it is used in that proof yields, for a universal constant c,
N T
E[|W™(T)|?] < cn_lE[N"(T)] = cn_lE[/ 1- )\"(s)ds}.
0
Since n~ A" (s) = A + n~/2u"(s), we have

E[[W™(T)|? < CT1/2{E[/T(1 SERTLR u"(s))%zs} }1/2
0

_ T 1/2
(4.25) < CT1/2{2JT||A\|2+2Jn—1E[/ Jur(s)Pds] }
0
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(For the first inequality, let 7 be uniformly distributed on [0, 7], and
(=1-A+n"Y21u"(7).

An application of the Cauchy-Schwarz inequality, followed by Jensen’s in-
equality with f(x) = y/z yields the inequality.) The proof of the following
lemma appears in Section 4.4.

LEMMA 3. Let a, 8,7,c1 be nonnegative reals and let n > 1. Suppose

(@) a<eanl’? 4 enl/ig/A,
(4.26) (b) B<aa+cay,
(¢) v<c(l+a/m)/

Then o+ B < con'/? and v < c9, where co depends only on ¢y (particularly,
not on n).

Applying the lemma with

(B[ [ WspiPas]. 110 oy, B0 )

for (o, 8,7), based on (4.23), (4.24) and (4.25) shows (4.21).
Step 2: We now show that (4.22) holds. To show (4.22), it suffices to prove
that, for any sequence \,, € A7,

(4.27) limsup E[R™(D™(T))] < sup h,

where D" corresponds to A,. To show (4.27), let us fix a sequence \,, € A7.
Write A,, for D™(T'). We have by Step 1 that E|A,||?> < en'/2. Thus, using
the assumption (2.45),

E[W"(An)Ljanzney] < {BL + 072 AL 2P| Anl] = n®)}?
< B[ +nT AP HP(| ARl 2 0}
(4.28) < (14 n~ VYY1 2p=20)1/2 5 g,
as n — oo, where we used the fact that o > 1/4. Hence

limsup Eh"(A,) < sup h(d) + limsup sup |h"(d) — h(d)|
n d n [|d||<ne

+ limsup E[h" (An)1(a, |>ne}]

< sup h(d),
d

where we used (3.26) and (4.28). This shows (4.27). Thus (4.22) holds.



270 R. ATAR AND M. I. REIMAN
Step 3: By (2.20) and (2.30), J*(A") < E[h"(D™(T))], whenever A" is an
admissible control. Hence

V"< sup E[R"(D™(T))),
A€ AT

and part (i) of the Theorem follows from (4.22).

4.3. Proof of Corollary 1 . Under our assumptions D = R”. Our as-
sumptions further imply that 7 is a stationary point of f, so that

of . 99 i}
== =7+ -—=0at g,
dy; 7 Oy /
and
(4.29) Vi(y) = =Vr(\).

Thus, by (2.23), (2.47) and (4.29) we have h(d) = b,d € R’.

Consider first the problem without positivity constraints. With «™(¢) = 0,
we have 7"(u™(t)) = 0 so that o"(u"(t)) = 0as well, 0 <t<T,n>1.In
addition, by (2.28), D™(t) = W"(t), 0 <t < T,n > 1. Thus, by (2.30)

J*(A") = E[R"(W™(T))),
where, by (2.25) we have W™(T) = W"(AT). The central limit theorem

for the Poisson random variable yields W”(T ) LN W(T ), a J dimensional
normal random vector with mean 0 and diagonal covariance matrix whose
4" diagonal entry is S\j, 1 < 5 < J. The continuous mapping theorem
thus yields h™(W"(T)) 4, Denoting by 7(n) a Poisson random variable
with parameter n, one calculates that E[(m(n) —n)?/n] =1 for all n. This
shows that {W™(T),n > 1} is uniformly integrable. Combining this with
|h™(z)] < (1 + ||#||) from Assumption 5(i) shows that {h"(W™(T)),n > 1}
is uniformly integrable, yielding the desired result that lim,_e J"(\") = b.

Next, for the problem with positivity constraints, recall that u™(t) = 0
for 0 < t < o and note that u™(t) = —An'/? for 6™ < t < T. As in the
argument leading up to (4.18) we have ¢"(—An'/2) = (7 - X — F)n'/?, so
that we obtain the bound |o"(u™(t))| < en!/? for t € [0,T]. Now, on the
event o™ > T, o"(u™(t)) = 0 for all ¢, as in the previous paragraph, hence
by (2.30) and the bound |h"(z)| < c¢(1 + [|z]]),

Jr = JnOR) > B (D)L ggnszy] — Bl + [D(T))1 o <r]
—en'?P(e™ < T)

. In n n
= J{' —¢e] —¢&,.
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To estimate €7, %, let us first show that |[D™(T)|| < ¢y/n. By (2.5) and the
fact that the control sets \™ = 0 when one of the components of X™ hits
zZero, Z}I:l Ay D}(T) < Cp for all 1. Thus by (2.1),

ZD;L <ZAUD" <ZCl<cn
j

By (2.27) (and D™(T) > 0) we therefore obtain ||[D™(T)| < ¢y/n. Now, by
the fact that (Ay); < C; for every [, using (2.5) and (2.6), on the event
o™ < T one necessarily has that

i (A T)

n

where € > 0 is a constant. Thus, by straightforward application of Cheby-
chev’s inequality to the Poisson r.v., P(o™ < T) < e~ “" for some constant
¢; > 0. Combined with the bound on D™(T'), this shows that 7, €} converge
to zero.

Finally we show that jln — b. Under the event ¢” > T, as argued for
the case of no constraints, lj"( T) = W"(/_\T) Hence the argument for the
case of no constraints, that J2 := E[h*(W™(AT))] — b, is valid here. Thus
it suffices to show that |.JI* — J3| — 0. But

[T = J3| < B[R (D™(T))1gn<ry] < € = 0.
This shows JI' — b.

We have thus shown that lin} inf, J" > b. Since the upper bound from
Theorem 1(i) is valid, we have J" — b. O

— /_\jT > ¢, for some j,

4.4. Proofs of Lemmas.

PROOF OF LEMMA 1. We can write, for y € R,

J L J
- _ 1+
fly) = Z[(l —q;(1 = B;))TR, (T y) + aicy5] — Z < [ZAljyj - Cl}
Jj=1 =1 j=1
Then
J J L
Z 1—gq;(1 ) + Z {q]c] ZulAl]}y] + Z v C.
j=1 7=1 =
Let A := —maxi<;<s[gjc Zl Ay By (3.15), A > 0. Thus, since

0<(1-gqi(1-5)) <1,

L J
(4.30) fly) STR(T ')+ uCr— A ;.

=1 j=1
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Set e = A/2 in Assumption 6(i), and using the M from that assumption,
for y € R let Ju(y) == {j : y; > TM}. Consider y € R such that
Ju(y) # 0, and define y° by yjo- =y; AN(TM), 1 <j<J Forje Tuy)let

o=( Y w-Tan) -1,

i€Tm(y)

and let oij = 0 for j ¢ Jr(y). Parametrize the line from y° to y as y* + zq,
with 0 <z <37 07, (¥ — TM) := z. We can then write

-1 _ —1 — 0
R(TYy) = R(T +/0 Y aka)\ 0 + za))d,
keI (y)
(4.31) < R(T%W)+T7'Az/2.

Using (4.30) and (4.31) we thus have

L J
fly) < TR(T‘lyO)JrZVz@er% Yoy —TM)-AY y,
- =1

JE€EIM(Y)
432) < ZVICI__ >y
JE€EITM(Y)

As zj 1Y — oo the first term stays bounded and the second term is

constant, while —5 Ay jeTuy) Yi = —00. The conclusion of the lemma thus
follows. O

PROOF OF LEMMA 2. For any a € R, a use of the identity E[XT] =
fo (X > z)dz gives
(4. 33)

El(a+Ug) - E[(a+V;)t] < /000 |P(a+Uy > z)—P(a+Vy > x)|de < yay.

(S0 el
() ) #l(Se )
EK;;UZ-HA)T —E[(ET:UZ'—FVI +V2>+]

1=3
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(I SONEEPON

S (S ST 3 e 3 )y

We may assume, without loss of generality, that the {U;} and the {V;} are
mutually independent. Hence the k-th term in the above sum over k£ may
be written as

Ok = B[(Ck + Up)"] = E[(Cr + Vi) ™],

for some r.v. Cf, that is independent of U and V. Conditioning on C} and
using (4.33) shows d; < yag. Summing over k gives the result. O

PrOOF OF LEMMA 3. We write ¢ for constants that depend on ¢ only,
but may change from line to line. By (4.26)(b) and (c),

ﬂQ < 2c%a2 + 20%72 <ca®+c+can”t.
By (4.26)(a), o® < 2ctn + 2c¢2n!/231/2. Thus
B2 < en + en'/?BY2 4 en~3/481/4,

Thus 4?/3 is bounded above by either cn, ent/28Y2 or en=3/48Y4, In all
three cases once has 8 < ¢n'/2. The result follows. O

PROOF THAT THE MARTINGALE PROPERTY HOLDS FOR THE BRIDGE POLICY.
We use here notation specific to this proof. Denote J = {1,...,J}. Let A
be the policy defined in the beginning of Section 2.4, and let D denote
the corresponding demand process (the superscript n is omitted). Write the
relations between D and A (cf. (2.2) and (2.39)) as

@) D0 =m( [ M), MO = st DO e,

where 7 = 7" is as in (2.43). We show that, given any bounded function
f:Z] - R,

mezﬂmm—AEWVwmw
=ﬂmm—zﬁxmww@+W—ﬂmmm

is an {F;}-martingale.
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Fix i € J and let g(x) = e; - z. We first show that this property holds for

N(t) = N'(t) = M(gt) = Dy(t) — /0 Ni(s)ds.

The argument uses a multiparameter optional sampling theorem [4, Theorem
2.8.7]. The reader is referred to Section 2.8, p. 84 of [4] for the notion of a
filtration indexed by a partially ordered set, a stopping time, a martingale
on such a filtration, and a filtration stopped at a stopping time. Denoting
I:Ri,wewriteugvforu,vGI,ifuj <wjforall j € J. Foru € 7,
denote m(u) = (mi(ur),...,ms(us)), and let G, denote the completion of
o{r(v) : v <wu}. Let N(u) =e; - (m(u) —u), u € Z. It is easy to see that N
is a {G, }-martingale. Also, we have

(4.35) N(t) = N(R(t)), t=>0,

where R(t) = (f(;t A1(s)ds, ... ,fot As(s)ds). We show that, for a given ¢ > 0,
R(t) is a stopping time on {G,}. Indeed, R(t) < u if and only if fot Aj < u;
for all j € J. By (2.43), and since U(s) and =(s) can both be written as a
function of (s, D(s)), it is seen that {7 > t} is measurable on G,. Hence by
(4.34), so is the event {fg Aj(s)ds < wuj, j € J}. This shows that R(t) is a
{G. }-stopping time. Given 0 < s < ¢, we argue by [4, Theorem 2.8.7] that

(4.36) E[N(R(t))|Grs)] = N(R(s)).

To this end, recall that by (2.42)—(2.44), the process A is bounded, and
consequently, for some finite constant w (that may depend on t), we have
R(t) < x with probability one, where z = (w,...,w). Hence conditions [4,
(8.16), (8.17)] hold with u,, = (0, ...,0) and v,, = z. Moreover, E|7rl(f0t Ai)—
fg Ai| < oo by boundedness of A;. The hypotheses of [4, Theorem 2.8.7] thus
hold, and we conclude that (4.36) is valid.

Given « € R, k € J, B € [0, s], we have for all u € Z,

(Di(8) ga}ﬂ{R(s)gu}:{ﬂk</oﬁ)\k> ga}m{/osxjguj ¥} €.

This shows that Fs C Gp(s). Therefore by (4.35) and (4.36), E[N(t)|Fs] =
N(s), and we conclude that N is an {F; }-martingale.
For any bounded f, note that

J . .
M(f;t) = J(s—)dN7 (s
(f:1) ;/Mw )N (s)
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where ¢’(s) = f(D(s) + ¢j) — f(D(s)). Each of the terms is a stochastic
integral with respect to an {F;}-martingale, hence a local martingale itself

13,

Theorem I11.17]. Since ¢ is bounded, we have E|M||; < oo for every ¢,

and therefore M is an {F;}-martingale. O
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