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Abstract

We study the notion of Nash equilibrium in a general nonzero-sum impulse game for two
players. The main mathematical contribution of the paper is a verification theorem which pro-
vides, under some regularity conditions, the system of quasi-variational inequalities identifying
the value functions and the optimal strategies of the two players.

As an application, we propose a model for the competition among retailers in electricity
markets. We first consider a simplified one-player setting, where we obtain a quasi-explicit
expression for the value function and the optimal control. Then, we turn to the two-player
case and we provide a detailed heuristic analysis of the retail impulse game, conducted along
the lines of the verification theorem obtained in the general setting. This allows to identify
reasonable candidates for the intervention and continuation regions of both players and their
strategies.

Keywords: stochastic differential game, impulse control, Nash equilibrium, quasi-variational
inequality, retail electricity market.

1 Introduction

In this article, we study a general two-player nonzero-sum stochastic differential game with im-
pulse controls. More specifically, after setting the general framework, we investigate the notion of
Nash equilibrium and identify the corresponding system of quasi-variational inequalities (QVIs).
Moreover, we propose within this setting a model for competition in retail electricity markets and
give a detailed analysis of its properties in both one-player and two-player cases.

Regarding general nonzero-sum impulse games, 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 intervening player and to a gain
for the opponent. The strategy of player ¢ € {1,2} is determined by a couple ¢; = (4;,&;), where
A; is a fixed subset of R? and &; is a continuous function: player i intervenes if and only if the
process X exits from A; and, when this happens, she shifts the process from state x to state & ().
Once the strategies p; = (A4;,&), i = 1,2, and a starting point x have been chosen, a couple of
impulse controls u;(x; ¢1, v2) = {(Ti,k, 0i,k) }1<k<n, is uniquely defined: 7; j is the k-th intervention
time of player 7 and d; j is the corresponding impulse. Each player aims at maximizing her payoff,
defined as follows: for every = belonging to some fixed subset S C R™ and every couple of strategies
(1, p2) we set

J' (@501, p2) = E, {/ e " fi(Xs)ds + Z e Tk g, (X(n,k)*,(si,k)
0

1<k<M;:7; x<Ts

Y (X k) €T (X(Ts))]l{‘rs<+00}:|’ (1.1)

1§k§Mj (T k<TS
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where 4,7 € {1,2}, i # j and 7g is the exit time of X from S. The couple (¢, ¢3) is a Nash
equilibrium if J(z; 0%, ¢3) > JH(z;01,05) and J2(z; 0%, 03) > J%(z; 07, p2), for every couple of
strategies @1, @a.

The game just described is connected to the following system of QVIs, where 4, j € {1,2} with
j # i and M,, H; are suitable intervention operators defined in Section [2:2}

‘/izh'h inas,
M;V; = Vi <0, in S, .
WV, = Vi =0, in {M,V; - V; =0}, (12)

max {.AVZ — piVi + fi, MV — Vz} =0, in {MJVJ -V < O}.

The main mathematical result of this paper is the Verification Theorem if two functions V;,
with 7 € {1, 2}, are a solution to (1.2]), have polynomial growth and satisfy the regularity condition

V; € C*(D; \ 0D;) N CH(D;) N C(S), (1.3)

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. We stress here
that even if stochastic differential games have been widely studied in the last decades, the case
of nonzero-sum impulse games has never been considered, to the best of our knowledge, from a
QVI perspective. Indeed, related former works only address zero-sum stopping games [I0], the
corresponding nonzero-sum problems [2] (with only two, very recent, explicit examples in [7] and
[9]) and zero-sum impulse games [8]. We notice that the QVI formulated in [8] for zero-sum impulse
games are obtained as a particular case of our frameworkﬂ Ouly the two papers [5, [6] deal with
some nonzero-sum stochastic differential games with impulse controls using an approach based on
backward stochastic differential equations and the maximum principle.

The second contribution of our paper is an application of the general setting to competition in
retail electricity markets. Since electricity market deregulation started twenty years ago, electricity
retail markets have been mainly studied from the point of view of the regulation: Joskow and Tirole
[11] study the effect of the lack of hourly meters in households on retail competition, while von der
Fehr and Hansen [13] analyse the switching process of consumers in the Norwegian market.

Here, we are interested in the rationale behind the price policy of electricity retailers for which
an illustration is given in Figure in the case of the UK electricity markets. Retailers tend to
increase the household price when the wholesale price increases and to decrease the household price
when the wholesale price decreases. Since retailers change their price nearly at the same moment
(moments differ only by a few weeks), one can wonder if these changes are optimal or result in a
non-competitive behaviour. This question is the reason why the British energy regulator launched
an inquiry on energy retailers in 2014El

In this paper, we propose to model the competition between two electricity retailers within the
general setting of nonzero-sum impulse games, where it is rational for the retailers to increase or
decrease their retail prices at discrete moments depending on the evolution of the wholesale price
and of the competitor’s choice.

In our model, we assume that retailers buy the energy on a single wholesale market without
distinguishing the purchases on the forward market from those on the spot market. Moreover, we
suppose that retailers have the same sourcing cost (the price of power on the wholesale market)
but may have different fixed cost (i.e. different amount of commercials). We also suppose, for
tractability reason, that the structure cost of each retailer is quadratic in her respective market
share. Finally, retailers sell electricity to their final consumers at a fixed price (possibly different
for each retailer). Both retailers’ objective is to maximize their total expected discounted profits.

INotice that, within the subclass of zero-sum impulse games, the results in [8] are more general than ours as they
hold true under much less regularity assumptions, requiring the use of viscosity solutions.

2The headline findings of the assessment were: (...) Possible tacit co-ordination: The assessment has not found
evidence of explicit collusion between suppliers. However, there is evidence of possible tacit coordination reflected in
the timing and size of price announcements and new evidence that prices rise faster when costs rise than they reduce
when costs fall. Although tacit coordination is not a breach of competition law, it reduces competition and worsens
outcomes for consumers. Published on Ofgem website on June 26th, 2014, at the address: www.ofgem.gov.uk/press-
releases/ofgem-refers-energy-market-full-competition-investigation.



Retail Electricity Bill vs. Wholesale Price
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Figure 1.1: Retail electricity bill compared to wholesale price in the UK (source Ofgem). Retail
electricity bill is given by the average bill of a household consuming on average 3.3 MWh per year.

Their instantaneous profits are composed of three parts: sale revenue (market share times retail
price), sourcing cost (market share times wholesale market price), and structure cost. The whole-
sale market price evolution is assumed to follow an arithmetic Brownian motion for the sake of
simplicity. This is also partly justified by the fact that negative spot prices for electricity are more
and more frequent on various national European markets.

A last important feature of our model is that retailers cannot transfer continuously the variations
of their sourcing cost to their clients. Instead, they can only change their prices in discrete time.
Whenever a retailer changes her price, she faces a fixed cost. Indeed, each time a retailer decides
to change her price, she has to advertise it and to inform all her actual clients about that change.
Therefore, the problem naturally formulates as a nonzero-sum stochastic impulse control game.

Under the guidance provided by the verification theorem established in the general setting,
we provide a detailed analysis of Nash equilibria of the retail impulse game. We focus on Nash
equilibria where each retailer keeps her price constant as long as the spread between her price and
the wholesale price belongs to some region in the plane (called non-intervention or continuation
region). We conjecture that the non-intervention region of retailer i consists of a ribbon in the
plane, which is delimited by two curves. When the difference between her retail price and the
wholesale price hits the boundary of the non-intervention region, the optimal intervention policy
consists in instantaneously changing the retail price in order to come back to the interior of this
region. Within this class of Nash equilibria, we obtain a system of algebraic equations that the
parameters characterizing the equilibrium have to satisfy.

The outline of the paper is the following. Section [2] rigorously formulates the general impulse
stochastic games, defines Nash equilibria, provides the associated system of QVIs and the corre-
sponding verification theorem. In Section [3.I] we consider the retail management problem in a
simple one-player framework, while in Section we study the two-player model. Finally, Section
A concludes.

2 Nonzero-sum stochastic impulse games

In this section we consider a general class of two-player nonzero-sum stochastic differential games
with impulse controls: after a rigorous formalization (see Section [2.1)), we define a suitable dif-
ferential problem for the value functions of such games (see Sectio and prove a verification
theorem (see Section [2.3).



2.1 Formulation of the problem

Let (R, F, {Fi}1>0, P) be a filtered probability space whose filtration satisfies the usual conditions
of right-continuity and P-completeness. Let {W;};>¢ be a k-dimensional {F;};>o-adapted Brow-
nian motion and let S be an open subset of R?. For every ¢t > 0 and y € S we denote by Y*¥ a
solution to the problem

ALY = (YL ds + o (VM)W s> 1, @1)

with initial condition Yf’y = y and where b : R — R? and o : R* — R%** are given continuous
functions. We will later provide precise conditions ensuring that the process Y%V is well-defined.

We consider two players, that will be indexed by i € {1,2}. Equation models the under-
lying process when none of the players intervenes; conversely, if player ¢ intervenes with impulse
§ € Z;, the process is shifted from its current state x to a new state I''(z, ), where I'" : 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 via discrete-time controls: an impulse control for player
1 is a sequence

w; = {(Ti ks i k) h<k<ns (2.2)

where M; € NU {oco} denotes the number of interventions of player ¢, {7; 1 }r are non-decreasing
stopping times (the intervention times) and {0;x}x are Z;-valued F, ,-measurable random vari-
ables (the corresponding impulses).

As usual with multiple-control games, we assume that the behaviour of the players, modelled
by impulse controls, is driven by strategies, which are defined as follows.

Definition 2.1. A strategy for player i € {1,2} is a pair p; = (A;,&;), where A; is a fized open
subset of R% and & is a continuous function from R to Z;.

Strategies determine the action of the players in the following sense. Once ¢; = (A4;,&;),
i € {1,2}, and a starting point z € S have been chosen, a pair of impulse controls, which we
denote by 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;
- if both the players want to act, player 1 has the priority;
- the game ends when the process exits from S.

(2.3)

In the following definition we provide a rigorous formalization of the controls associated to a pair
of strategies and the corresponding controlled process, which we denote by X*%¥1:92. Moreover O
denotes a generic subset of R%.

Definition 2.2. Let x € S and let ¢; = (4;,&;) be a strategy for player i € {1,2}. Let 7y =
0,20 =z, X9 = YT0:%0 ozg = 0o and consider the conventions inf ) = co and [oo, co[= 0. For every
ke Nk > 1, we define, by induction,

Ozko = inf{S > Tp_1: )?571 ¢ O}, [ezit time from O C RY]

TR = (a,?l A\ a?Z AN as)]l{?k—1<af,1} + ;k—ll{?k—lzaf,l}’ [intervention time]

my = ]l{a;h <a?} + 2 ]l{a,22<a;\1}, [index of the player interv. at Ty ]

gk =&m, ()?%_1) IFEAPIS [impulse]

xp =M ()?_712:1, gk) 17 <o0)s [starting point for the next step]

XP = X M gz + Y% 1 oo [contr. process up to the k-th interv.]

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

k:=sup{k € N:P(7, = ap) <1 and P(7, = o0) < 1},
M; = Z1gk§i’c ]]'{mk:i}(k)'



Forie {1,2} and 1 <k < M;, let (i, k) =min{l € N: >, ; 1y,—iy = k} (index of the k-th
intervention of player i) and let o

Tisk *= Ty(i,k)s Oi = gn(i,k)~ (2.4)

Finally, the controls u;(x; p1,92), i € {1,2}, the controlled process X™¥1:%2 and the exit time from
S are defined by

wi(z; o1, 92) = {(Ti,k, i k) hi<k<n,
X TPLP2 . )}E’
TTPUP Zint{s > 0 : XTR19 ¢ 5

To shorten the notations, we will simply write X and 7g. Notice that player 1 has priority

in the case of contemporary intervention (i.e., if a?l = a?z). In the following lemma we give a

rigorous formulation to the properties outlined in (2.3)).
Lemma 2.3. Let z € S and let p; = (A;,&;) be a strategy for player i € {1,2}.
- The process X admits the following representation (with the convention [0o,00[=):

k—1
Xo =Y Y™ U, 7 1(8) + YT Lz ooq(s), (2.5)
k=0

- The process X is right-continuous. More precisely, X is continuous and satisfies Equation
in [0,00[\{Tik : Tix < 00}, whereas X is discontinuous in {7; : T,k < 00}, where we
have ‘

Xriﬁk =I" (X(Ti,k)*a(si,k)a §i,k = fl (X(Ti,k)*)a X(le)* S aAz (26)

- The process X mever exits from the set A1 N As.

Proof. We just prove the first property in (2.6]), the other ones being immediate. Let i € {1,2},
1 <k < M; with 7, < oo and set 0 = (i, k), with n as in Deﬁnition By (2.4)), (2.5) and
Definition we have

Xr =Xz, =Y0" =2, =TH(XZ71,5,)

Tik 7~_a
i(yo—1 % i N i
=T (XT )2 00) = T (X7, 00) = T (X7 )= Gik),
where in the fifth equality we have used the continuity of the process X lin [To—1,00[ and in the
next-to-last equality we exploited the fact that X°~! = X in [0, 7,[. O

Fach player aims at maximizing her payoff, consisting of four discounted terms: a running
payoff, the costs due to her interventions, the gains due to the opponent’s interventions and a
terminal payoff. More precisely, for each ¢ € {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
¢ :RYx Z; - R, ¢; : RY x Z; — R (the interventions’ costs and gains), where j € {1,2} with
j # 1. The payoff of player i is defined as follows.

Definition 2.4. Let x € S, let (1, ¢2) be a pair of strategies and let Ts be defined as in Definition
. For each i € {1,2}, provided that the right-hand side exists and is finite, we set

Plaveren) =B [Ter s S et (X o)
0

1<k<M; : 75 1 <Ts

Y (X k) e (X(Ts))]l{‘rs<+00}:|’ (2.7)

1<k<M;: Tjk<TS

where j € {1,2} with j # i and {(Ti k, 0i k) Fi<k<m, @5 the impulse control of player i associated to
the strategies 1, 2.



As usual in control theory, the subscript in the expectation denotes conditioning with respect to
the available information (hence, it recalls the starting point). Notice that in the summations above
we do not consider stopping times which equal 75 (since the game ends in 7g, any intervention is
meaningless).

In order for J* in to be well defined, we now introduce the set of admissible strategies in
zeS.

Definition 2.5. Let x €S and v;=(A;,&;) be a strategy for player i€{1,2}. We use the notations
of Deﬁnition and we say that the pair (¢1,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 random variables are in L*(Q):

TS
/ e8| fi| (X )ds, e P hil (X (7)),
0

—piT o (2.8)
D e PTG (X )= Gk, D e TR (X r, ) 6ik);
Ti k<TS Ti k<TS
3. for each k € N, the random variable || X||oc = sup,sg |X:| is in LF(€):
Ex [ X115] < oo; (2.9)

4. if Tig = Tipt1 for some i € {1,2} and 1 < k < M;, then T, ) = Ti p41 = Ts;
5. if there exists limy_y o0 Ti ) =: 0 for some i € {1,2}, then n = 7g.
We denote by A, the set of the x-admissible pairs.

Thanks to the first and the second conditions in Definition the controls u;(x; @1, ¢2) and
the payoffs J¢(z;p1,¢2) are well-defined. The third condition will be used in the proof of the
Verification Theorem [2.9] 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 and value functions for our
problem.

Definition 2.6. Given x € S, we say that (o3, ¢5) € A, is a Nash equilibrium of the game if
T w01, 95) > TH @ 01,95),  Ver st (01,93) € Ag,
T (x501,95) > T2 (2391, 02), Voo st (91, 02) € As
Finally, the value functions of the game are defined as follows: if x € S and a Nash equilibrium
(¢}, 03) € A, exists, we set for i € {1,2}
Vi(z) = J' (307, 03).

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 impulse game as in Section [2.I] Assume that the corresponding value
functions Vi, V, are defined for each x € S and that for ¢ € {1,2} there exists a (unique) function
0; from S to Z; such that

{6:;(x)} = ar[sgerélgx {Vi(T¥(2,6)) + ¢5(x,6)}, (2.10)

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

M Vi(z) = Vi(T¥(z,6;(x))) + ¢i(z, 05(2)),

, 2.11
HiVi(x) = Vi(T (x,6;(x))) + ¢i(x,6;(x)), 21



for z € S and i, j € {1, 2}, with i#j. Notice that M;V; =maxs{V;(T'*(-,8)) + ¢i(-,0)}.

The functions in and have an immediate and intuitive interpretation. Let x be the
current state of the process; if player i (resp. player j) intervenes with impulse J, the present value
of the game for player i can be written as V;(T'%(x,8)) + ¢i(x,8) (vesp. Vi(T9(x,6)) + 1:(z,9)): we
have considered the value in the new state and the intervention cost (resp. gain). Hence, ;(z) in
is the impulse that player ¢ would use in case she wants to intervene.

Similarly, M;V;(z) (resp. H;V;(x)) represents the value of the game for player ¢ when player
i (resp. player j # i) takes the best immediate action and behaves optimally afterwards. Notice
that it is not always optimal to intervene, so M;V;(z) < V;(z), for each z € S, and that player 4
should intervene (with impulse d;(x), as already seen) if and only if M,;V;(z) = V;(z). Hence, we
have an heuristic formulation for the Nash equilibria, provided that an explicit expression for V; is
available. The verification theorem will give a rigorous proof to this heuristic argument. We now
characterize the value functions V;.

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

1
AV, =b-VV; + §tr (aotDZVi) ,
where b, o are as in (2.1]), o' denotes the transpose of o and VV;, D?V; are the gradient and the

Hessian matrix of V;, respectively. We are interested in the following quasi-variational inequalities
(QVIs) for V1, Vs, where 4,5 € {1,2} and i # j:

Vi = hy, in 95, (2.12a)
M,V; = V; <0, in S, (2.12b)
HVi—Vi=0, in {M;V; —V; =0}, (2.12¢)
max {AV; — p;V; + fi, M;V; = V;} =0, in {M;V; —V; <0} (2.12d)

Notice that there is a small abuse of notation in , as V; is not defined in 95, so that
means lim,_,, Vi(y) = hi(x), for each x € 08S.

We now provide some intuition behind conditions —. First of all, the terminal
condition is obvious. Moreover, as we already noticed, (2.12b]) is a standard condition in impulse
control theory. For 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 equivalent to H;V; —V; = 0. On
the contrary, if player j does not intervene (i.e., M;V; —V; < 0), then the problem for player i
becomes a classical one-player impulse control one, hence V; satisfies max {AVZ- —piVi+ fi, M;V; —
Vi} = 0. In short, the latter condition says that AV; — p;V; 4+ f; < 0, with equality in case of
non-intervention (i.e., M;V; —V; < 0).

Remark 2.7. 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 player has to pay a bigger and bigger
cost to push the process back to the continuation region. This 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 impulse 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}, so that V; needs to be of class C* only in such region (indeed,
this assumption can be slightly relazed, as we will see). This represents a further difference with
the one-player case, where the value function is asked to be twice differentiable almost everywhere
in S, see [18, Thm. 6.2].

2.2.1 A reduction to the zero-sum case

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 system of QVIs provided in [§],
where the zero-sum case is considered. We show that, if we assume

f=fi=—fo, ¢=¢1=—v, Y= =—¢a, h:=h=—hs,

oy ol 2 L (2.13)
Z:=01 =20y, D:=T'=T2% V.=V,=—V5,



then the problem in (2.12]) collapses into the one considered in [8]. To shorten the equations, we
assume p; = pg = 0 (this makes sense since in [§] a finite-horizon problem is considered). First of
all, we define

MV (2) := sup {V (T(,0) + 9(x,0)}
HV (2) = inf {V(I(x,0)) + (z,0)},
for each z € S. It is easy to see that, under the conditions in (2.13)), we have
MVi =MV,  MyVa=-HV, H\Vi=HV, HyVo=-MY,

so that problem (2.12) writes

V =h, in 98, (2.14a)
MV <V <HYV, in S, (2.14b)
AV + f <0, in {V =MV}, (2.14c)
AV + f =0, in {MV <V <HV}, (2.14d)
AV + f >0, in {V =V} (2.14e)
Simple computations, reported below, show that problem ([2.14)) is equivalent to
V =h, in 05, (2.15a)
MV -V <0, in S, (2.15Db)
min{max{AV + f, MV =V}, HV -V} =0, in S, (2.15¢)

which is exactly the problem studied in [§], as anticipated. We conclude this section by proving

the equivalence of (2.14) and (2.15)).
Lemma 2.8. Problems (2.14) and (2.15)) are equivalent.
Proof. Step 1. We prove that (2.14) implies (2.15)). The only property to be proved is (2.15c). We

consider three cases. . .

First, assume V' = MV. Since AV + f < 0and MV -V = 0, we have max{ AV + f, MV -V} =
0, which implies (2 since HV — V > 0. Then, assume MV <V < 7:ZV. Since AV + f =0
and MV —V < 0, we have max{AV + f, MV — V} =0, which implies (2.15) since #V —V > 0.
Finally, assume V = HV. Since AV +f > 0 and MV —V < 0, we have maX{AV—i—f,MV V} >0,
which implies (|2 since HV V=0.

Step 2. We prove that ( 1mphes . The only propertleb to be proved are ,
(I2 14d|) and (I2 14e|) We assume ./\/lV <HV (the case MV = HV being immediate) and con81der
three cases.

First, assume V = MV. Since HV — V >0, from it follows that max{AV + f,0} =
which implies AV + f < 0. Then, assume MV < V < ’HV Smce mm{max{a B}, v} € {a, B, *y}
for every «, 8,7 € R, and since MV -V <0< HV - V, from it follows that AV + f = 0.
Finally, assume V = HV . From it follows that maX{AV +f, MV —V} >0, which implies
AV + £ > 0 since MV — V < 0. O

2.3 A verification theorem

We provide here the main mathematical contribution of this paper, which is a verification theorem
for the problem formalized in Section [2.1}

Theorem 2.9 (Verification theorem). Let all the notations and working assumptions in Section
be in force and let V; be a function from S to R, with ¢ € {1,2}. Assume that (2.10) holds and
set D;:={M;V; = V; < 0}, with M;V; as in (2.11)). Moreover, for i€ {1,2} assume that:



- Vi is a solution to (2.12a))-(2.12d]);
- Vi € C3(D; \ 9D;) N CH(D;) N C(S) and it has polynomial growth;
- OD; is a Lipschitz surface and V; has locally bounded derivatives near 0D;.

Finally, let x € S and assume that (o7, p3) € Ay, where
¢; = (Di, 6;),
with i € {1,2}, the set D; is as above and the function §; is as in . Then,
(01, ¢3%) is a Nash equilibrium and Vi(x) = J'(z; 0%, 03) fori e {1,2}.

Remark 2.10. 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) = V;(x), where x is the current state). When this happens, his impulse is

Remark 2.11. In the case of such (candidate) optimal strategies, we notice that the properties in
Lemma imply what follows (the notation is heavy, but it will be crucial to understand the proof
of the theorem):

(MyV; — V) (X5¥1%2) < o, (2.16a)
(MoVa — Vo) (X ”’1’“”2) 0, (2.16b)
XTI
(e ) 200
( . "
(M V) — ( ””ilq;“f; ):o, (2.16¢)
(MaVs — 13) ( ):o, (2.166)
for every w1, o strategies such that (p1,¢3), (07, 02) € A, every s > 0 and every Tx "01’%,
TZIZP’{,W < 0.

Proof. By Definition [2.6] we have to prove that
Vilz) = J'(z01,05),  Vi(e) = TN w01, 95),  Va(z) > J*(z507,92),

for every ¢ € {1,2} and (g1, p2) strategies such that (¢1,¢3) € A, and (¢, p2) € A,. We show
the results for Vi and J', the arguments for V5 and J? being symmetric.

Step 1: Vi(z) > J'(x;01,93). Let 1 be a strategy for player 1 such that (¢1,95) € A,. Here
we will use the following shortened notation:

; 5 301,05 x5 5
X — Xvw,sﬂl,soz7 Tik =T, P1,Po 5i,k — 51’,]:717902'

Thanks to the regularity assumptions and by standard approximation arguments, it is not re-

strictive to assume V3 € C?(D2) N C(S) (see [12, Thm. 3.1]). For each r > 0 and n € N, we
set

Trn =TS AT AN,

where 7, = inf{s > 0 : X; ¢ B(0,r)} is the exit time from the ball with radius r. We apply
It6’s formula to the function (¢, X;) — e ***V;(X}), integrate in the interval [0, 7,,] and take the



conditional expectations (the initial point and the stochastic integral are integrable, so that the
other terms are integrable too by equality): we get

Vi(x)=E, [—/ AV =) (X )ds = > e (Vi (X ) <V (X))
0

T1,E<Tr,n

_ Z e P17k (V1 (sz,k) - (X(Tz,k)_)) + e T (XTr,n):| .

T2,k <Tr,n

(2.17)

We now estimate each term in the right-hand side of (2.17]). As for the first term, since (MoVs —
Va2)(Xs) < 0 by (2.16b)), from (2.12d) it follows that

(AVL — p1 V) (X,) < —fi(Xo), (2.18)

for all s € [0,7g]. Let us now consider the second term: by (2.12b)) and the definition of M;V; in
(2.11)), for every stopping time 71 < T7g we have
Vi (X(Tl,k)_) > MWy (X(Tl,k)_)
= sup Vi (X7, 1)-50)) + 01(X(ry 1)+ 0) }
1

> Vi(TH (X ) 018)) + ¢1 (X7, ) 18)
=V1(Xr ) + 01 (Xry - 01k)- (2.19)

As for the third term, let us consider any stopping time 72 < 7g. By (2.16f) we have (MaVa —
Va) (X(Tz,k)—) = 0; hence, the condition in |i the definition of H;V; in (2.11)) and the expres-

sion of d5 1 in imply that
Vi(X(ry)-) = H1Vi (X(ry)-)
= Vi (P (X (ra)- 02 (X 0-))) + 01 (X3 10— 02 (X7, 00-)
=W (F2 (X(Tz‘k)’ ) 52,k)) + (X('rg,k)* ) 62,1@)
= Vl (X‘Fz,k) +'¢1 (X(TQ,k)’7527k)' (220)

By (2.17) and the estimates in (2.18])-(2.20) it follows that

vl(x)ZEm{ / CePA(X)ds+ Y e PTG (X - O1)
0

T1,E<Tr,n

+ Z 6fpm,kwl(X(T27k),,527k)+e*pm,nV1(Xn,n).

T2,k <Trn

Thanks to the conditions in ([2.8)), (2.9) and the polynomial growth of V;, we can use the dominated
convergence theorem and pass to the limit, first as 7 — oo and then as n — co. In particular, for
the fourth term we notice that

Vi(X

Tr,n

) < CA+ Xy, I°) <O+ [X]%) € L), (2.21)

for suitable constants C' > 0 and k € N; the corresponding limit immediately follows by the
continuity of V; in the case 75 < oo and by ([2.21)) itself in the case 7 = oo (as a direct consequence
of (2.9)), we have || X||%, < co a.s.). Hence, we finally get

TS
vmz&{ / e fi(X)ds+ Y e TR (X, )5 O1k)
0

T1,6<TS

+ Z e_plm'kwl(X(Tz,k)_a52,k)+€_p1Tsh1(X(Ts)_)]l{‘rs<+OO} :Jl(x“pl’@;)’

T2,k <TS

Step 2: Vi(x) = J1(x; 0%, 05). We argue as in Step 1, but here all the inequalities are equalities
by the properties of 7. O

10



When solving the QVI problem, one deals with functions which are piecewise defined, as it will
be clear in the next sections. Then, the regularity assumptions in the verification theorem corre-
spond to suitable pasting conditions, leading to a system of algebraic equations. If the regularity
conditions are too strong, the system has more equations than parameters, making the application
of the theorem more difficult. Hence, a crucial point when stating a verification theorem is to set
regularity conditions which allow such a system to actually have a solution. In [, Section 3.3] a
simple example shows that the regularity conditions we impose lead to an algebraic system with
as many equations as parameters, so that a solution exists, at least formally.

Moreover, we observe that, unlike one-player control impulse problems, in our verification the-
orem the candidates are not required to be twice differentiable everywhere. For example, consider
the case of player 1: as in the proof we always consider pairs of strategies in the form (1, p2), by
the controlled process never exits from Dy = {MyVa — V5 < 0}, which is then the only
region where the function V; needs to be (almost everywhere) twice differentiable in order to apply
1t6’s formula.

3 Competition in retail energy markets

We now address the optimization problem of energy retailers who wants to maximize their expected
profits, by increasing or decreasing the price they charge their customers for the consumption of
electricity. In Section [3.1] as a warm-up, we consider a simpler but enlightening one-player version
of the problem. In Section we will turn to a two-player competitive market and we will focus
on a nonzero-sum impulse game, that can be embedded in the setting presented in Section [2] so
that results therein will serve us as a guide to perform our analysis.

3.1 The one-player case

The problem we study in this section has a long tradition (see [3]) and it is in particular very similar
to the one in [4] (see also the references therein). Nevertheless, we give all the mathematical details
(most of them in the Appendix) in order to keep this section self-contained. More precisely, the
article [4] solves an optimal control problem of an inventory where the state variable is a mean-
reverting process, the running cost is quadratic in the state variable and the switching costs are
piecewise linear in the impulse size. Our problem could be seen as a limiting case of theirs when
both the proportional switching costs and the mean-reverting part of the state variable tend to
zero. We also notice that the running cost in our model is more general than in [4].

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 impulse
stochastic control problem.

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=s+ut+0Wt7 (31)

for t > 0, where Sy = s > 0 and p > 0,0 > 0 are fixed constants. The standard Brownian motion
W is defined on a probability space (2, F,P), which is equipped with the natural filtration {F; }:+>0
generated by W itself and made P-complete (hence right-continuous).

Notice that the retailer has no control on the wholesale price. 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 her 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 {74}r>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 {dx}r>1 the
corresponding impulses, i.e., 0y = Pr, — P(7,)-, we have

P=pt Y 6 (3.2)

T <t

11



for every t > 0. Let us denote by X the difference or spread 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 she faces). By (3.1) and (3.2), we have

Xt:Pt*St:l"*Ht*UWt+Z5k, (33)
Tkgt

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 differential equation:

dXy = —pdt — odW,. (3.4)

We assume that the retailer’s market share at time ¢ > 0 is a function of X;, which we denote
by ® = &(X;). In our model, we set

1, z <0,
CI)(‘T): 7%(1’7A)7 0<‘T<Aa (35)
0, T > A,

for every x € 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 (in which case the final price of the retailer is
lower than the wholesale price) all the customers buy energy from the retailer, whereas if X; > A
the retailer has lost all her customers.

At each time ¢ > 0, the retailer’s income from selling the energy is given by X;®(X;), but she
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

R(z) = 2®(x) — gqﬂ(x), (3.6)

where x is the current state of the process and b is a positive real constant. Moreover, there is a
constant penalty ¢ > 0 to be paid when the retailer intervenes to adjust P. Finally, we denote by
p > 0 be the discount rate.

To sum up, we consider here the following stochastic impulse control problem.

Definition 3.1. A control is a sequence w = {(7x, 0x) }1<k<rr, where M € RU{4o00}, {mphi<k<nms
is a non-decreasing non-negative family of stopping times (the intervention times) and {0y b1<k<mr
are real random variables (the corresponding impulses) such that &y is Fr, -measurable for all 1 <
k < M. We denote by U the set of admissible controls, that is the set of controls u such that

E[ Z e_m} < 0. (3.7)
1<k<M
For each x € R and u € U, we denote by X" the process defined in (3.3)).
Definition 3.2. The function V (value function) is defined, for each x € R, by

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

where, for every u € U

J(z;u) =, [/OOO e PR(XTMdt—c Y e_”T’“}, (3.8)

1<k<M

and the function R has been defined in (3.6)). If there exists u* € U such that V(x) = J(x;u*), we
say that u* is an optimal control in x.

Notice that the functional J in is well-defined, as R is bounded and holds. To shorten
the notations, we will often omit the dependence on the control and simply write X.

We now list some remarks about the payoff and the penalty of our problem: these properties
will be useful for stating and proving our results.

12



An explicit expression for the running cost R is

2 —b/2, ifx<0,
R(z) =< f(x), if0<z <A,

0, if x > A,
for every z € R, where we have set
1 b b
— 2 _ _ _
f(z) = —az” + Bz — 7, a=xN T2 5*1+K7 T=5 (3.9)

In particular, we remark that we have R(z) > f(z), for every x € R.
The function f in is a concave parabola:

f(@) = —ale — x,)* + v, (3.10)
where « is as in and the vertex v = (z,,y,) is given by:

A(A +b) B A
e AC T oy A

Ty = (3.11)
From the retailer’s point of view, Equation (3.10]) says that x, is the state which maximizes
the payoff R(x), 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.
Moreover, we notice that

bA

S0 . _ .
f(z) > 0if and only if x € [z,, A], where z, SA T b

(3.13)

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

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

z,(b) € [A/2,A], 2,(0) = A/2, Ty (+00) = A, xl, >0,

Yyu(b) € ]0,A/4], Y0 (0) = A/4, Yy (+00) =0, y; <0, (3.14)
z,(b) € ]0, A, z,(0) =0, z,(+00) = A, x>0, ’
o,(b) €]0,1/2[, ©,(0)=1/2,  ®,(+oc)=0, @, <0.

Some intuitive properties of the model are formalized in : as the operational costs
increase the optimal spread z, increases, the maximal instantaneous income ¥, 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.

Before stating the verification theorem in our one dimensional setting, we introduce the inter-
vention operator M.

Definition 3.3. Let V : R — R with sup,cg V(u) € R. The function MV is defined, for every
x €R, by

MV (z) = (b;lelg{V(Ji +9) —c}. (3.15)

We are now ready to state the verification theorem, which is a classical result in impulse
stochastic control theory providing sufficient conditions for the value function. The following
proposition is a special case of Theorem 6.2 in [I2]. Its proof is therefore omitted.

13



Proposition 3.4 (Verification Theorem). Let the assumptions and notations of this section
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*) = maxzer V (2);
- D={MV =V <0} is a finite union of intervals;
-V e C?(R\ dD)NCL(R) and the second derivative of V is bounded near OD;

- V is a solution to
max{AV — pV + R MV -V} =0, (3.16)

where AV = (02 /2)V" — uV' is the generator associated to Equation (3.4).

Let x € R and let u*(x) = {(7;:(x), 6;(2)) h<k<oo, where the variables (15, 05) (we omit the depen-
dence on x to shorten the notations) are recursively defined by

= inf {t >y s (MV - V)(X7) =0},

*
* ok TiUp
61€ =T XTZ 5

for k > 1, where we have set 7§ = 65 = 0 and uy(z) = {(7},07) h1<j<k. Assume that u*(z) € U.
Then,
u*(x) is an optimal control in x and V(x) = J(x;u*(x)).

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 (3.16[). The final step
consists in actually apply the Verification Theorem to such a candidate.

Remark 3.5. If the parameter c is very high, the retailer may loose all her customers without
intervening, as the intervention cost would be higher than the loss she is experiencing. However,
this 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 model close to reality, we will always require the
continuation region to be a subset of 10, A[:

D={MV -V <0} C]0,Al (3.17)

As a consequence, when dealing with the continuation region, we will consider as the running cost
of the problem the restriction of the function Rjjo a; = f (clearly, we cannot substitute R with f in
(13.16), as such equation holds for each x € R).

The key-stone of Proposition is Equation (3.16]), which implies
AV — pV + R =0, in {MV -V < 0}.

We now provide an explicit solution to such an equation. By (3.17) we can replace R with f in D;
hence, we are interested in solving
02 1 /
Ap—potf="5¢" —up —pp+ f=0. (3.18)

The general solution to (3.18]) is given by
©a,.A,(T) = A1e™ T + Aze™" — kox® + kyz — ko, (3.19)

where A1, As € R and we have set

wE A/ %+ 2po?

mi2 = 2 )
@ B 2au ’ v Bu+ac?  2au? (3:20)
]{52:*7 k1:*+727 k():*“‘ ) + 3
P P P P P P
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with «, 5,7+ as in (3.9). Notice that, when p = 0, we have

2
—k2$2+k1$—]€0 = M_OZLQ
p p

Hence, the polynomial part in (3.19)) is, in this case, a concave parabola with vertex in z,,, with
x, as in (3.11)); as a consequence, by (3.10)) we also have the following representation:

Py, (x) = A1e?" 4+ Aye™ " — ky(x — 2,)% + ks, (3.21)

where, to shorten the notations, we have set

_ 2% _ f(@) ao® _ flzo) 2k

We stress that the representation in (3.21)) holds only in the case yu = 0.

The solution in the case p = 0. We will show that the classical verification theorem (Propo-
sition above) can be applied, so that a semi-explicit expression for the value function and the
optimal control is available. First, we build a candidate for the value function, then, we show that
the verification theorem actually applies to such a candidate.
We focus on the following case:
w=0, c<eé, (3.23)

where ¢ will be specified later in Proposition Since our goal is to apply Proposition (3.4} we
first try to find a solution to , 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 inter-
vene) is in the form D = |z, Z[ and it is included in ]0, A[ (recall Equation ) As a consequence,
the real axis is heuristically divided into:

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

Then, the QVI problem suggests the following candidate for V:
Via)= {j%)(m) ﬁﬁ 2 g\’]ﬁ[jm[,
where ¢ is a solution to the equation (recall that |z, Z[C]0, A[, where R = f)
Ap —pp+f =0,
and where the function MV (recall Definition is given by

MV (z) = igg{f/(w +0) —c} = ?elg{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 {p(y)}=p(z*), where ¢'(2*)=0, ¢"(2*)<0, z<z*<Z.
yeR y€lz, 7|

We recall that an explicit formula for ¢ has been provided before in this section: in particular,

since we are considering the case yu = 0, we can use the formula in . 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, . To sum up, the candidate is as follows:
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Definition 3.6. For every x € R, we set

‘7(%) _ PALA (wzv Z’Il ]lv j[a )
PALLAz (x ) —c, inR ]gvx[a
where @A, 4, 15 as in (3.21) and the five parameters (A1, Az, z, T, z*) satisfy
O<z <o’ <z <A, (3.24)

and the following conditions:

©ay.a, (@) =0 and oy, 4,(x*) <0, (optimality of x*)
©a, a4,(@) =0, (C-pasting in x)
©la,,4,(@) =0, (C*-pasting in ) (3.25)
A4, (T) = pa, a,(7") —c, (C°-pasting in x)
Pa1,4,(T) = pa, 4,(z") —c. (C°-pasting in )

In order to have a well-posed definition, we first need to prove that a solution to 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 the formulas
and ), the penalty is constant, the uncontrolled process is a scaled Brownian motion
(recall that g = 0). Then, we expect the value function to be symmetric with respect to ,, which
corresponds to the choice A;e?®v = Aye=%*». The same argument suggests to set (x + T)/2 = x,,.
Finally, as a symmetry point is always a local maximum or minimum point, we expect x* = z,,.
In short, our guess is

Ay = Ae 97, Ay = Aed® (x4 7)/2 =y, ¥ = Ty, (3.26)
with A € R. In particular, we now consider functions in the form
pa(z) = AP0 4 Ae™0E=20) ko (2 — 2,)? + ks,

where A € R and the coefficients k2 and ks have been defined in (3.20]) and (3.22]).
Indeed, an easy check shows that * = x,, is a local maximum for ¢4 (so that the first condition
in (3.25)) is satisfied) if and only if A > 0. Then, under our guess (3.26)), we can equivalently rewrite

the system as
{sog(x) =0,
pa(®) = palz) —c,
with A > 0 and & > x,. Equivalently, we have to solve
{A969<Hv> — Afe0@=) _ 9k (T — x,) = 0,
Ae?@=0) 1 Ae=0@—20) _ ko (% — 2,)2 — 244 ¢ = 0.

In order to simplify the notations, we operate a change of variable and set § = T — z,,, so that we
have

{ A0’ — ABe™% — 2k = 0, (3.27a)
Ae% 4+ Ae™% — kyy® —2A 4+ ¢ =0, (3.27b)

where A > 0 and y > 0. Finally, notice that the order condition (3.24)) now reads
J<A—uwm,. (3.28)

So, in order to prove that V is well-defined it suffices to show that a solution to (13.27al)-(3.27b)-
(3.28)) exists and is unique. The proof of the following proposition is in the Appendix.
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Proposition 3.7. Assume c < ¢, with ¢ = £(A%/(2A + b)), where € is a suitable function defined
in (A.11). Then, the function V in Definition is well-defined, namely there exists a solution

(Al,A27£,i',.’IJ*)

to System (3.25)), which is given by
Al _ Aefexv’ A2 — Aeaz”,

T = Ty, T =y —Y, T=2Ty+Y,

where x, is as in (3.11) and (A,7y) is the unique solution to ([3.27a)-([3.27b)-(3.28).

We conclude this section with an application of the verification theorem in Proposition
which yields that the candidate V' defined in the previous section actually corresponds to the value
function. Moreover, we characterize the optimal price management policy: the retailer has to
intervene if and only if the process hits x or  and, when this happens, she has to shift X back to
the state z*. The proof of the next result is postponed to the Appendix.

Proposition 3.8. Let (3.23)) hold and let V be as in Definition . For every x € R, an optimal
control for the problem in Deﬁm’tz’on exists and is given by u*(x) = {(7},0}) }1<k<oo, where the
variables (775, 0F) are recursively defined by

¢ =inf {t > T X,‘ZC;“’*c € {z, 53}},
. (3.29)
* * Tiu
6]6 =T — XT]: k,
for k > 1, where we have set 75 = 65 = 0 and uy = {(7},07)} 1<j<k. Moreover, V coincides with
the value function: for every x € R we have

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

Remark 3.9. For more details and results on the one-player model including the nonzero drift
case (i # 0) as well as the asymptotic analysis of the value function and the optimal strategy as
¢ — 0 we refer to [1].

3.2 The two-player case

We now extend the one-player model in Section [3.I] to a competitive two-player energy market
model, getting a nonzero-sum stochastic game with impulse controls, which is a special case of the
general framework in Section After setting the model in Section [3.2.1] we provide in Section
[3:2:2] a system of equations to be solved in order to fully determine the value function.

3.2.1 Formulation of the problem

The one-player model in Section[3.I]has the advantage of being mathematically tractable. However,
it does not fully reproduce the fierce competition which characterizes modern deregulated energy
markets: the interaction between opposing retailers is only implicitly considered (the player’s
market share decreases as her price rises). Motivated by this fact, we now modify our model by
introducing a second player.

Hence, we assume that the retail market is made up of two opponent players, indexed by
i € {1,2}. Similarly to Section each retailer buys energy at the wholesale price S, with S as
in , and resells it to her customers at a final price P?, with P’ resembling :

Sy = s+ pt + oWy, Pl =pi+ Y 6 (3.30)
‘rigt

for each ¢ > 0, where s is the initial wholesale price, ;4 and o are fixed constants, W is a one-
dimensional Brownian motion, p; is the initial retail price and {r},d:}; is the impulse control
corresponding to the retailer’s interventions on the final price, as in Section [3.1} Notice that the
retailers buy the energy from the same provider and that they do not influence the wholesale price.
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In order to have a realistic model, the market share of player i € {1,2} depends on the price
she asks (as in the one-player case) and on the opponent’s pricing choices as well. In particular, if
the two retailers fix the same final price then both market shares are equal to 50%, whereas a lower
price with respect to the competitor should correspond to an increase in the number of customers.
Let i,j € {1,2}, with i # j, and let A > 0 be a fixed constant. In our model we assume that the
market share of retailer i at time ¢ > 0 is ®(P} — P/), where

1, < —A,
P(x) = —5x(z—A), —A<z<A, (3.31)
0, x> A,

for every x € R. In other words, the market share of player i is a truncated linear function of
P} — P/, with two thresholds: if P} < P/ — A the retailer has the monopoly of the market, whereas
if P/ > P} + A the retailer has lost all his customers.

Remark 3.10. Notice that the market share function ® in (3.31)) is not the same as in the case
of one player (recall Equation (3.5))). This is clearly due to the presence of a second market actor,
which leads to an expansion of the domain (from (0,A) to (—A,A)) where ® takes values in ]0,1][.

Extending (3.6 to the present situation, the running payoff of player ¢ € {1,2} at time ¢t > 0 is

bi

(P = S)®(P} = P) = 5 ®(P) = P{)* = X;®(X; — X]) = 5 ®(X] = X})* = Ry(X;, X7), (3.32)

where b; > 0 is a fixed constant and the process X*, introduced in order to reduce the dimension
of the problem, represents the retailer’s unitary income when selling energy:

X =P —8 =z —pt—oW,+ > _ 6, (3.33)

T <t

for every ¢t > 0, where we have used (3.30)) and we have set x; = p; — s. In particular, we remark
that in the strip {(z1,22) : —A < 1 — x2 < A} the payoff R; is a second-degree polynomial in the
variables x1, xo:

(Ri)p = fi, (3.34)

f‘( )__@_F E‘FE ._ﬁ S+ L—FL . iﬁ‘i 2 _ bz 2
LT = TN T2 )T A T\ gaz Tan ) i T \gaz Toa )T T gaz i

Finally, let p > 0 be the discount rate and let ¢; be the fixed intervention cost for player i € {1, 2}.
It is clear that we are dealing with a nonzero-sum impulse game, belonging to the class studied
in Section [2| with (on the left-hand side we use the notations in Section

S =R?, Z' =7 =R, Fl(($1,$2);5):($1+(5,l‘2), FQ(($1,(E2);6>:($1,$2+6),
fi= R, h; =0, i = —cy, P =0,

and with the following functional to be maximized:

J (21,2501, 92) = By, 1 U e Pt (Xg‘@(Xg‘ - X)) - @@(Xg‘ — Xg)2>dt — ci< Z epﬂi)] ,
0 2 1<k<M

(3.35)
for every initial state (z1,z2) € R? and for every strategy (¢1,p2) (recall Definition .

3.2.2 Looking for a solution

Our goal is to apply the Verification Theorem to the nonzero-sum game in (3.35)). Hence, we
now try to heuristically find a solution to the corresponding QVI problem, in order to get a pair
of candidates Vq, V5 for the value functions Vi, V5.
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Candidates. We start with the two equations in (2.12)), which we recall for reader’s convenience
(we do not have any terminal condition as S = R?):

HiVi = Vi =0, in {M;V; —V; =0},

S o SO (3.36)
max {.AVi —pVi+ Ry, M;V; = V;} =0, in {M,;V; —V; <0},

for 4,7 € {1,2}, with i # 5.

Remark 3.11. [t is reasonable to assume that a Nash equilibrium does not correspond to a situation
where one of the players exits the market. In other words, we heuristically assume that both the
continuation regions {M; V V- < 0}, i € {1,2}, are included in the strip {(z1,22) : —A <

x1 — 29 < A}, so that in we can replace R; by f;, thanks to

Now, recall that {M;V; — V; = 0} corresponds to the region where player i € {1,2} intervenes
and remember that, in the case of contemporary intervention, player 1 has the priority. As a
consequence we have {M; V V <0, M;V; —V; =0} = {M,V; — V; = 0}. Then, the equations

in can be equlvalently rewritten as

MV, in {M,V; — V; = 0},
Vi={@i, i {M;V; = V; <0,M;V; - V; <0}, (3.37)
HVi, in {M,;V; =V, =0},

for i,7 € {1,2} and i # j, where ¢; is a solution to

Api = ppi + fi = —11(Day + Ouy )i + %02(% +02,)%0i — ppi + fi = 0. (3.38)
We now conjecture an expression for the three regions in . It is reasonable to assume
that player 1 intervenes if and only if her unitary income X} exits from a suitable interval, whose
boundaries depend on the state variable X7 controlled by her opponent. We denote this interval by
|z, (X2), £, (X2)[, where z,,Z; are suitable functions. Hence, we guess that {M;V; — Vi = 0} (the
intervention region of player 1) is given by {(z1,%2) : 21 €]z, (22), Z1(22)[}. A symmetric argument
for the intervention region {MyVs — V4 = 0} of player 2 leads to {(z1,22) : 3 Elzy (1), T2(21)[},
but we have to exclude from such region the points where player 1 already intervenes (in case of
contemporary intervention, player 1 has the priority). Finally, the common continuation region
{/\/l V1 V1 < 0, M2V2 — Vg < 0} is just the complement of such sets. In short, see also Figure
we have

{MiVi = Vi =0} = {(21,22) : 21 €] — 00,2 (22)] U [F1 (22), +o0[} =: R,
{M2‘72 — V= 0} = {(xl,mg) c 21 €]z (22), T1(x2)[, 22 €] — 00, 25(21)] U [Z2(x1), }
{./\/ll‘~/1 — V<0, MaVo— Vs < 0} = {(xl,xg s 21 €]z (22), T1(x2)|, T2 €]as(x1), Ta(z1 [} =
We recall once more the interpretation: R is the region where player 1 intervenes (red area in the

picture), B is the region where player 2 intervenes (blue area in the picture), W is the region where
no one intervenes (white area in the picture). By (3.37) we then get

H,Vi, in B, MV, in B,
Vl = ©1, in VV7 V2 = »2, in VV7
MiVi, in R, HoVo, in R.

To go on, we need to estimate ¢; and the operators M, H;. Let us start with ;. The only
differential operator in is Oy, + Oa,, which suggests the change of variable y; = x1 + x5 and
Yo = X1 — T2, so that the PDE becomes a second-order linear ODE in the variable y;, which is
easily solvable for each y5 € R fixed. Then, after reintroducing the original variables, we get the

following solution to ([3.38):

Qi(21,32) = Aj 4 (21 — 22)e™H T2 1 A (31 — 20)e™ 1) 4 (21, 20),
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Nobody intervenes

Figure 3.1: Partition of the domain in the three regions R (red), B (blue), W (white) depending
on possible players’ interventions.

where A; ; ,_ are suitable real functions, m,,_ are the two roots of %02m2 —um —p=0and @,
(the particular solution to the corresponding ODE) is

. b; 7 b; o 1 b; I
pena) =~ (55 9) + (85 500 +35) =~ (85 * 38
b; 1 b, 1N 5, b
" <4A2p " E) T <8A_"’p " E) VP

We now estimate MJZ and Hﬁ/i, where the operators M,, H; have been defined in (2.11). Let
(z1,22) € R? and let us start from the functions d; in (2.10): the definition here reads

{01(z1,22)} = argmaxf/l(xl + 91, x2), {62(x1,22)} = argmax ‘72(1'1,:82 + d2).
51 ER J2€R

Heuristically, it is reasonable to assume that the function ‘71(, x2) has a unique maximum point
x%(z2) and that this point belongs to the continuation region (where, by definition, V; = ¢1); we
can argue similarly for Va(x1,-). Thus we get

ry + 61 (21, 1) = 27 (22), where {21 (22)} = argl%aXSOl(y,m),
yE

X2 + 02(x1,m2) = x5 (21), where {z5(z1)} = arg Iﬁax wa2(z1,y).
ye

Then, by the definition in (2.11)) we have

M1‘71($17w2) =¥1 (ﬁ(@)#ﬁz) - C1, H1‘71(x1,332) =¥ (961’903(581)),
MoVa(z1,22) = o (21, 23(21)) — c2, HaVa(z1,22) = (2 (22), 22),

for each (z1,72) € R%. We finally get the following (heuristic) candidates for the value functions:

_ ‘P1($1ax§($1))a in Ba _ ()02($17x§(l‘1)) — C2, in B7
‘/]-(x17w2) =43 %1 (.271,(22), in W’ ‘/2(1’.1"/1’.2) =4 ¥2 (xlaxZ)v in W7
@1 (23 (22),22) — 1, in R, @2 (77 (22), 22), n R.

Notice that the derivative of zo — 1 (x’{(xg), xg) —¢1 (that is 171 in the region R) is

(%) (27 (x2), 22) - (xf)/(xz) + (g—i;) (23 (2), 22). (3.39)
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Conditions. We now collect all the conditions the candidates ‘71,172 have to satisfy. We just
write the equations for Vi, the ones for V5 being symmetric. More in detail, we need to set the
optimality condition for x7 and to impose the regularity required in the assumptions of Theorem
that is (D; is the continuation region of player )

Vi € C%(Dy \ 8D1) N CH(Dy) N CO(R?).

Let A, B,C,D be the intersections of the four curves z,,7;, as in Figure As for the C°
condition, we have to set a C%-pasting in the boundaries between the three regions, that are the
curved segments AD, BC and the two vertical curves. As for the C'! condition (Ds is the central
horizontal strip), we have to add a C'-pasting in the segments AB and CD. As for the C?
condition, it is satisfied by definition.

Optimality of x5. As xi(x2) is by definition the maximizer of z1 — ¢1(z1,x2), for each
9 € R we have the following first-order condition:

0 .
(a—ii) (xl(xg),xg) =0, r9 € R.

Continuity. We first set the continuity on the curve z1 = z;(x2) (left vertical curve in the
picture). The function Vi has two different expressions in the central vertical strip, one in
the white region W and one in the blue region B, so that we need two separate continuity
conditions, one in the segment AB and one outside such segment:

Wl(ﬁ(@)’xz) —C = @1(&1(552),3?2)7 T2 € [JC?,JJQB],

1 (@3 (), w2) = e1 = o1 (2 (22), @3 (2 (22)) ), 72 € R\ [2f,05].

Similarly, for the continuity on the curve x; = Z;(x2) (right vertical curve in the picture):

1 (x’{(;vQ),xg) - = 901(9?1(552)&2), T2 € [!JCQDJEQC},
o1(27 (22),22) — €1 = 1 (551(962), 5 (ﬂh(xz))), zs €R\ [28,27].

We now set the continuity on the segment AD, which belongs to the curve o = z,(x1) (lower
horizontal curve in the picture):

o1 (1,25 (1)) = o1 (21, 25(21)), 21 € |, 2l
Similarly, for the continuity on the segment BC, which belongs to the curve zo = Zo(x1)
(upper horizontal curve in the picture):

<P1(5€1790§(171)) :ﬁﬂl(xhb(ﬂ?l)), 1 e]xlB,xf[.

Differentiability. We now set a C'-pasting on the segment AB, which belongs to the curve
21 = x4 (22) (left vertical curve in the picture). As ¢ is a two-dimensional function, we need
to set one condition for each derivative (for 9/0x2 we use and notice that the first
term is zero because of the optimality condition):

(%)@1(@)’@) =0, x5 € [24,2F],
(%) (21 (x2), 2) = (%) (2 (2), 22), s € [4,25].

Similarly, for the C'-pasting on the segment DC, which belongs to the curve z; = Z(x2)
(right vertical curve in the picture):

(%) (£1(1'2)71'2) =0, = [xg,xzc],
(%)(a’n(m),m) = (%)(Jf{(axz),m), s € [2D,25].

21



We can finally collect all the conditions our candidate function ¢; must satisfy:

(gii)@ﬂ%)v%) =0, T3 € R,

o1 (27 (22), 22) = 1 (2 (22), 22) + 1, z € [23', 28],

#1(21(@2),22) = @1 (21 (02), 05 (21 (02)) ) + 01, @2 € RN [, 2F],

o1 (21 (22), 22) = @1 (Z1(22), 22) + c1, xs € [2D,25],

1 ($T($2)a $2) =¥ (531($2)a$§ (501(332))) +ec1, my R\ [ﬂch,ng],

o1 (z1,25(21)) = @1 (21, 25 (21)), xy € o, 2P,

o1 zl,xg(xl)) =1 (:cl,jg(xl)), T1 € ]z{a,xlc[,
% (z4(z2),22) =0, z € [24), 2F],
88 ) (2 w2). m2) = (%22 (@i (@2), 22), w5 € [24, 28],
gii (fl(l‘z),l’z) =0, To € [xf,a:ﬂ,
8—‘5; (Z1(z2),22) = (gf;)(xf(xg),x2)7 zo € [2D,25].

Then, we have to consider the 11 equations above, along with the corresponding ones for s.
Therefore if a solution to such system exists, then we have a well-defined candidate and we can
safely apply the verification theorem, as we did in the one-player case.

This problem remains still open. In particular, concerning the above system for ¢, we consid-
ered the three test cases when Z1(-),z;(-) and x7(-) are: constant, linear and quadratic functions
of x5. In none of these case we could find a satisfactory answer to our problem, which would most
probably require the use of viscosity solutions as in [8] in order to go beyond the case of smooth
value functions. This is postponed to future research.

3.2.3 The case of a stubborn competitor

We focus here on the case when one of the two players, say player 2, never changes her retail price
(in this sense she is a stubborn competitor). Therefore her retail price is constant, i.e. P? = py
for every t > 0. This can be artificially seen as a particular case of the two-player retail game of
the previous section, supposing that player 2 has an infinite intervention cost, co = 4+00. In other
terms, player 2 intervention cost is so high that it is never optimal for her to change the retail
price. Moreover, in order to base our intuition on the results we obtained in the one-player case,
we assume that the wholesale price is driftless, i.e. = 0.
In this situation the objective functional of player 1 (recall Equation ) is given by

[e') b 1
JHzy,29;61) = Eg o [/ e Pt (X,}cb(xg — X?) — Elqﬂ'(xg —Xf))dt— 1 § e’”k}
0

1<k<M

for every initial state (z1,x2) € R? (recall that x; = p; —s) and every strategy ¢; (recall that player
2 does not intervene). Equivalently, choosing as state variables P! and S, the above functional
reads

e} b 1
Ponsion) = Bl [Tert (- spawri - m) - Gor - p))it-a 3 e

1<k<M

for every initial state (p1,s) € R?, where p; = P} and s = Sy, every strategy ¢; and where py = Pg.
The problem is clearly simplified, since only one market actor is playing the game. Nevertheless,
the setting is still bi-dimensional, since the state variables are P! and S. Notice that the impulses
of player 1 modify only the state P?.

Remark 3.12. From now on we consider only the maximization problem of player 1. Since there
18 no ambiguity about which player is optimizing her objective, we drop both the subscript and the
superscript 1 from the notation.
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For every (p, s) € R?, player 1 value function V (p, s) is defined as the supremum of J(p, s; ¢) over
all admissible strategies ¢. Analogously to the heuristics in the previous section, it is reasonable to
assume that the continuation region is included in the strip {(p,s) : p2 — A <p < pa + A, s € R}
and the candidate V for the value function V' is (recall that player 2 never intervenes because she
has infinite intervention cost):

V= {Mf/’ n {M‘:/_‘:/ZO}, (3.40)
o, in {MV -V <0}
where MV (p,s) = SUPscRr V(p+6,s) — ¢ and where ¢ solves
Ap —pp+ f = %(728%@ —pp+ f=0, (3.41)
with ) b ,
fp,8)=—5x(p=8)(p—p2 = A) = o5 (0 —p2 = A)". (3.42)

Hence we expect ¢ to be of the form

¢(p,s) = A(p)e™* + B(p)e™™ + &(p, 5),

where A and B are suitable real functions, m = \/2p/o and @(p, s) is a particular solution of the
ODE (B.11).

We conjecture that the continuation region is D = {(p,s) € R? : p €]p(s),p(s)[}, for suitable
functions p,p. This means that whenever player 1 retail price P; exits the interval |p(S;),p(S:)],
she intervenes to push her retail price towards a target price p*(S;), where p*(s), for s € R, is
obtained as the maximizer of the function p — f(p, s) in since, being p = 0, the optimizer
of V(-, ) is the same as the maximiser of f(-,s) (compare to Proposition. It is also reasonable
to assume that this maximum point is unique and it belongs to the continuation region, so that
we have _

{6(p,s)} = ar% Iféax V(p+9d,s) and p+d(p,s) =p*(s).
€

A simple computation gives

P (s) = 4A2A+ ) [(22 + 1) (ps + A) + s} . (3.43)

Essentially, each time her price falls outside the continuation region D, she intervenes to push the
price towards the target p*(s). Moreover, intervention costs being fixed for player 1, we guess that
p(s) and p(s) are equidistant from p*(s) in D as in the one-player case (see Proposition 3.7), hence
[p*(s) — p(s)] = |p*(s) — P(s)| in the continuation region.

Now, notice that p*(py + A) = py + A and that the point A := (py + A, ps + A) belongs to the
boundary of the intervention region. Moreover for any price p > ps + A the market share of player
1 is zero, so that the set {(p,s) : p > ps + A} is contained in the intervention region. Since p and
P are equidistant from p* at all point in the continuation region, they have to be equidistant from
p* at the point A as well, which implies that p = p = p* at the point A.

This situation is summarized in Figure 7 where p and p intersect at the point A, the contin-
uation region is in white (W) and the intervention area is in red (R).

More precisely, we have:

{M‘N/ —V< 0} = {(p,s) :p €]p(s),p(s)[, s < sA} =W,
{MV -V =0} =R=W",
where we set s4 := p» + A. So, the candidate function V is (notice that ?(p*(s),s) —c =
@(p*(s),s) — c):

~ _ Je(p*(s),s) —¢, inR
Vi) = {ma, 5, in W.
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p2 + A P2 p2 + A

Figure 3.2: Partition of the domain in the two regions R (red) and W (white) depending on possible
player 1 interventions in the case of a stubborn competitor.

The regularity conditions of the value function required by the verification theorem are: V &
C?(R?\ D) N C*(R?), so that it suffices to ask optimality of p*(s) and a CY and a C'-pasting at
the frontier of D: for all s < s4 = ps + A we have

e(p*(s),8) —c=p(p(s), ),

o(p (8)75)—C=<P(13(8)75),
(%ﬁ) = (%ﬁ)(p*(S)»S) =0,
(%ﬁ) = (%)(p*(S)»S) =0,
(5) @0):9) = (52) 09,
(52)#9:5) = (3) (" 0))

As the points (p*(s), s) belong to the continuation region for each s < s4, we have

V(p*(sa-),54-) =@ (54-),84-)-

Moreover, as the point A = (p*(s4), s4) belongs to the intervention region, we have V(p*(s4),s4) =
w(p*(sa),sa) — c. Since @ is continuous by definition, we deduce that V' is not continuous at A,
giving one more argument urging the use of viscosity solutions for a rigorous treatment of such
models.

Remark 3.13. From an economical point of view, this situation makes sense: by keeping her
retail price constant when the sourcing cost increases, player 2 forces her opponent (player 1) to
increase unilaterally her price and thus to lose a bigger and bigger market share until she exits
the market. This is a strategy that could be implemented by financially sound players (i.e. able
to endure financial losses due to a retail price lower than the sourcing cost) to push their weak
competitors out of the market.

4 Conclusions

In this paper we consider a general two-player nonzero-sum impulse game, whose state variable
follows a diffusive dynamics driven by a multi-dimensional Brownian motion. After setting the
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problem, we provide a verification theorem giving sufficient conditions in order for the solutions of
a suitable system of quasi-variational inequalities to coincide with the value functions of the two
players. To the best of our knowledge this result is new to the literature on impulse games and
it constitutes the major mathematical contribution of the present paper. The general setting is
motivated by a model of competition among retailers in electricity markets, which we also treat
in both one-player and two-player cases. While in the one-player case we gave a full rigorous
treatment of the impulse control problem, in the two-player case we provide a detailed heuristic
study of the shape of the value functions and their optimal strategies. Making the heuristics fully
rigorous would most probably require the use of viscosity solutions, which looks far from being an
easy extension of the methods employed in [§] for zero-sum impulse games. This is left to future
research.
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A Auxiliary results for the one-player case in the retail en-
ergy market model

In this appendix we have gathered all auxiliary results and proofs that have been used in the
one-player Section [3.1] Proposition follows from Lemmas and
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Lemma A.1. A solution (A,y) € |0, +00[? to (3.27a)-(3.27b) exists and it is unique.

Proof. First step. Let us start by Equation (3.27a). For a fixed A > 0, we are looking for the
strictly positive zeros of the function h 4 defined by

haly) = A — Afe™% — 2kyy, (A1)

for each y > 0. The derivative is

A0 (e9%)% — 2k (V) + A2

— Ap2.0 2 —0 _
Ry(y) = AG%e”Y + AG%e™ Y — 2ky = 7

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

— kg O'2 (2A + b)

A= 7 T apAr (A.2)
If A> A we have b’y > 0 in ]0, oc[; hence, since h4(0) = 0, Equation does not have any
solution in [0, +oco[. On the contrary, if A < A we have Ay < 0 in ]0,y[ and A/, > 0 in |y, oo],
for a suitable ¥ = y(A) > 0; hence, since h4(0) = 0 and ha(+00) = 400, Equation has
exactly one solution § = §(A) > 0 (notice that §(A) > y(A)). In short, we have proved that, for a
fixed A > 0, Equation admits a solution 7 €]0, oo if and only if A €]0, A[; in this case the
solution is unique and we denote it by § = g(A).

Finally, we remark that

lim g(A) = lim %(A) = 0. A3
Jim g(A) = oo, Jim_5(4) (A.3)
The first limit follows by §(A) > y(A4) and lim4_,o+ ¥(A) = 400 (this one by a direct computation

of §), whereas the second limit is immediate. -
Second step. We now consider Equation ([3.27b)). For each A € |0, A[, we define

g(A) = — A" — Ae=0A) | k5 (A) + 24, (A.4)
where §(A) is well-defined by the first step. We are going to prove that

lim g(A) = +o0, lim g(A) =0, g <O0. (A.5)

A—0t A—A—

This concludes the proof: indeed, if (A.5)) holds, it follows that the equation g(A) = ¢, which is just

a rewriting of (3.27b)), has exactly one solution A €]0, A[. It is then clear that the pair (A, §(A))
3.27a)

is a solution to ( -(3.27b|) (the unique one, since uniqueness holds for (3.27b})).
It remains to check (A.5)). For the first claim in (A.5), by (3.27al) we can write A as a function

of g,

e 2ks y(A)

=0 A — A (A-6)
so that g also reads
2]{; eeg(A) _|_ efeg(A) — 2
_ =2 2 _
g(A) = ke (A) - 7 eOU(A) _ o—07(A) y(A)a (A7)
which we rewrite as 6904) )
i 2ko (P9 —1)%
_ 2 2 .
g(A) = kay"(A) — TWZI(A)’ (A.8)

then, by (A.3) we have

. . 2k2 (eez — 1)2
_— 2 —_——_—— =
A11m0+g(A) = 11m+ (kzgz 6 (P2 = 1% +o0.

As for the second claim in (A.5]), it is immediate by the definition of g and by (A.3). We finally
show that the third claim in (|A.5|) holds. Notice that

g (A) = =) _ =09(4) 9 (Aﬂeey — Afe™ % — 2k2y) ' (A).
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By (3.274)), the coefficient of §'(A) is zero; thus, we have

_ _ 05(A) _ 1)2
g/(A) _ 76011(‘4) _ 6797;(14) + 2 — 7(669T)) < 0, (Ag)
which concludes the proof. O

As already noticed in (A.6)), using (3.27a) we can write A as a function of g: for every y > 0

we have
RN

We are going to consider the function ¢ := g o A, where g has been defined in and A is as

in . In we have already computed an expression for £, which we recall here: for every

iy > 0 we have

2k‘2 (eeg — 1)2 _
o (P2 —1"

Lemma A.2. Let (A,7) be as in Lemma and let ¢ = £(A%/(2A + b)), with & as in (A.11).
Then, the condition in (3.28)) is satisfied if and only if ¢ < ¢.

() = (90 A)(H) = k2§ — (A.11)

Proof. Let g be as in and assume, for the moment, that the function A in is decreasing.
Then, since g is decreasing by , we deduce that £ = g o A is increasing. Hence, we have
g < A —z, if and only if £(g) < £&(A — x,). The conclusion follows since £(y) = g(A(y)) = ¢ by
and since A — z, = A%/(2A +b) by (3.11).

So, we just need to prove that § — A(g) is decreasing. A direct differentiation in (A.10) leads
to an expression whose sign is not easy to estimate. Then, we write A = A(g) in and
differentiate with respect to . We get

A0 — =) + A (T +e07) — 21y = 0,
so that, after rearranging, we have

- A(7)02€%7 + A(5)02e 7 — 2k, Wy (@)
Al(y) =~ ey =~ 5 ) < 0, (A.12)

where in the numerator we have recognized h;‘(g) (), with h 4y as in (A.1]), and we have h;‘(g) (g) >
0 since h4(y) is increasing in [y, +00[> 7 (see Lemma |A.1)). O

Lemma A.3. Let (3.23)) hold and let V and z* be as in Definition . Then, for every x € R we
have
MV (z) =pa(z") —c.

In particular, we have
MV -V <0} =]z,z[, {MV -V =0}=R\]z,z[. (A.13)
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 Jz*, 7|
by the proof of Lemma [A.1));

- V is constant in [Z, +oo[ by definition of V, with V = ¢4 (2*) — c.

Then, we deduce that

maxV(y) = V(@') = al@”),  minV(y) = pa(a’) —c. (A.14)

As a consequence, for every x € R we have

MV (z) = rgleaﬁc{f/(m +6)—c} = max V(y) —c=pa(z*) —c.
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By the definition of ‘7, we have
MV(z) = V(z) =0, inR\]z, z[.

Moreover, as ©4(Z) = pa(2*) — ¢ by (3.25) and p4(Z) = ming, z ¢4 by the previous arguments,
we have

MV () = V(@) = pa(a”) = c = pa(@) = 0a(@) — pale) <0,  inlz,zl,
which concludes the proof. O
We conclude this appendix with the proof of Proposition |3.8

Proof of Proposition[3.8 We have to check that the candidate V satisfies all the assumptions of
Proposition [3.:4] For the reader’s convenience, we briefly report these conditions:

(i) V is bounded and max,eg V (z) exists;
(i) V e C*(R\ {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 (4). The first condition holds by (A.14)), whereas the second condition follows

by the definition of V.
Condition (iii). We have to prove that for every x € R we have

max{AV (z) — pV (z) + R(z), MV (z) — V ()} = 0. (A.15)

In ]z, Z[ the claim is true, as MV -V < 0by (A13) and AV — pV + R = 0 by definition (recall
that here we have R = f and V = @g4, with Apa — ppa + f = 0). As for R\]z, Z[, we already
know by (A.13)) that MV —V = 0. Then, to conclude we have to prove that

AV (z) — pV(z) + R(z) <0,  Vz € R\]z, z[.

By symmetry, it is enough to prove the claim for z € [z, +o00[. By the definition of V(z) and (3.25)),
in the interval [Z, +oo[ we have V = p4(2*) — ¢ = pa(Z); hence, the inequality reads

—ppa(z) + R(z) <0, Vo € [z, +o0[.
As R is decreasing in [x,, +00o[ D [Z, +o0], it is enough to prove the claim in = = Z:
—ppa(Z) + R(z) < 0.
Since Apa(Z) — ppa(Z) + f(Z) =0 and f(Z) = R(Z), we have

—ppa(®) + f(7) = ——¥a(Z) <0,

which is true as Z is a local minimum of p4 € C*°(R), so that ¢/} (Z) > 0.
Condition (iv). Let € R and recall (3.7)): we have to show that

E. [Z e’””:} < oo0.
k>1

When using 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 (¥ denote the exit time of the process y + oW,
where W is a Brownian motion, from the interval |z, Z[. Then, we have 7 = (* and

k—1
=) G
=1

28



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

E, [Z e—mz} =E, [Z ol Cf*)} _ [ ey H ’ pcf*] .
E>2 k>2 E>21=1,.
By the Fubini-Tonelli theorem and the independence of the variables:

e L

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

As the variables CZT are identically distributed with Cl”” ~ (¥, we can conclude:

k-1

3 H E. e ] =SR] <o,
E>21=1,. k>2
which is a converging geometric series. O
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