Probability in the Engineering and Informational Sciences, 21, 2007, 477-495. Printed in the U.S.A.
DOI: 10.1017/50269964807000095

STOCHASTIC OPTIMAL CONTROL OF
ATO SYSTEMS WITH BATCH ARRIVALS
VIA DIFFUSION APPROXIMATION

WanvyanGg Dai anD QiaN JIANG

Department of Mathematics, Nanjing University, Nanjing 210093
People’s Republic of China
E-mail: nan5lu8@netra.nju.edu.cn

We study the stochastic optimal control for an assemble-to-order system with
multiple products and components that arrive at the system in random batches and
according to renewal reward processes. Our purpose is to maximize expected
infinite-horizon discounted profit by selecting product prices, component
production rates, and a dynamic sequencing rule for assembly. We refine the
solution of some static planning problem and a discrete review policy to batch
arrival environment and develop an asymptotically optimal policy for the system
operating under heavy traffic, which indicates that the system can be approximated
by a diffusion process and exhibits a state space collapse property.

1. INTRODUCTION

An assemble-to-order (ATO) system is a system to hold inventories of components
that can be rapidly assembled into a wide variety of end products in response to cus-
tomer orders. With the rapid development of global supply chains, such systems
become widely accepted models in the manufacturing industry and lead to an
active area of research (readers are referred to Song and Zipkin [12] and Plambeck
and Ward [8] for a review of the literature on ATO systems). In an ATO system,
pricing, capacity management, and dynamic execution are very challenging.
Authors such as Kushner [7] and Plambeck and Ward [8] proposed resolving
these stochastic control and optimal control problems in an integrated fashion
through diffusion approximations for the systems under heavy traffic, which is in
contrast to most of the research in this area, by assuming that the inventory of each
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component is managed independently without regard for the inventory positions of
other components.

The current article deals with a more practical and general ATO system, which
incorporates batch demand and supply into the framework of [8]. The main objective
of the article is to show how to set product prices, component production capacities,
the dynamically sequencing rule for assembly and to manage component inventory, in
order to asymptotically maximize expected infinite-horizon discounted profit in the
batch demand and supply environment. Our asymptotically optimal policy is
designed by refining a static planning problem and a discrete review scheduling
rule developed in [8] to the system with batch arrivals. In showing that our policy
is asymptotically optimal, we need to refine functional limit theorems and justify a
uniformly integrable property related to certain extreme value processes for a
sequence of scaled and centered renewal reward processes. Then, by employing
these results, we can establish a state space collapse property, a heavy-traffic limit
theorem, and, finally, prove the asymptotical optimality of our proposed policy
along the line of [8].

The rest of the article is organized as follows. In Section 2, we describe our model.
In Section 3, we design our asymptotically optimal policy and present our main
theorem, which are justified in Section 4. Finally, in the Appendix, we provide the
proof of a lemma.

2. THE MODEL

In our ATO system, there are J different components that are assembled into K
different products. Product k € {1, ..., K} requires a positive, integer amount of
type j € {1,...,J} components equal to a (a; >0 for at least one j).
Assembly is instantaneous, given the necessary components. At time ¢ = 0, the
product price vector p = (p1,...,px) and the component production capacity
vector y=(yy,...,v;) are chosen. Then, for the given p, orders for product k
arrive in the system in random batches and follow a renewal reward process; that
is, the cumulative number of orders for product & that arrive before time ¢ can be
denoted by

Ny (@)

O =Y &, k=1, K, (2.1
=1
where N;(¢) is a renewal process with rate Ay = Ai(p),
N{ (1) = max{m > 0, x,(m) < At}, X (m) = Xm:xk(i), 2.2
i=1
and {x(i),i=1,2,...} (k=1,...,K) are K independent i.i.d. (independent and

identically distributed) sequences of mean 1 nonnegative random variables
having Var(xk(l))zo?vn’k. The distributions of xi(1) (k=1,...,K) are all
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assumed to have an increasing failure rate (IFR), which implies that the nth moment
of any of the random variables is finite. &Fin (2.1) denotes the size of the ith arrival
batch. For each k, the integer-valued random sequence {§,-k, i=1,2,...}isiid,
with mean e} and variance vik. We further assume that 1 < & < u{ and the batch
sizes are independent among different products.

For components of type j, there is an associated unit production cost ¢; > 0 paid
upon the delivery of the component and a physical holding cost #; > 0 per unit
time (we assume that component inventory incurs a linear physical holding cost).
Components of type j arrive in the system also in random batches and obey a
renewal reward process; that is, the cumulative number of components of type j
that arrive before time ¢ can be denoted by

N
GO=>nl j=1,....J, 2.3)
i=1

where Nj-'(t) is a renewal process with rate v;; that is,

m

NE() = max{m > 0, V,0m) < yt},  Yiom) = _ (i), 2.4
i=1

and {y;(0),i=1,2,...} (j=1,...,J) are J independent i.i.d. sequences of mean 1
nonnegative random variables having Var(y;(1)) 20‘12\, j» the distributions of y;(1)
(j=1,...,J) are all assumed to have an IFR. n7 in (2.3) is the size of the ith
arrival batch. For each j, the integer-valued random sequence { nhi=12... }is
i.i.d., with mean ¢j and variance v? - We further assume that 1 < n{ < u; and that
the batch sizes are independent of the arrivals of orders and other components.

Now, we will dynamically determine when and in what sequence to assemble out-
standing product orders (where we assume that orders leave the system not in batch,
but in product). For orders of different products, we will adopt some priority sequen-
cing rule for assembly that will be elaborate later, and for orders of the same product,
they will be filled on the basis of first-in first-out (FIFO). Thus, if Ai(r) denotes the
cumulative number of type k orders assembled in [0, 7], the order queue lengths at
time ¢ is given by

Oi() = On(t) — Ar(®), k=1,... K, 2.5

and the component inventory levels at time ¢ are
K
(0 =G =) agh@, j=1,...J. 2.6)
k=1

The objective for the above system is to maximize the below expected infinite-horizon
discounted profit by choosing an admissible policy u = (p,, V., A,) under the
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condition of high production volume:

K 00 J o
1= ; Jo pre® dAD =Y L e (G dCin) + hylindn,  2.7)

J=1

where an admissible policy u = (p,, Y., A,) specifies the product prices, component
production capacity, and the sequencing rule for assembly. We require that p,, and 1y,
be nonnegative vectors. Also, the process A, is integer-valued, nondecreasing, and
nonanticipating and has A,(—¢) = 0 for all > 0.

A high-volume condition is defined according to a sequence of systems that are
indexed by n € {1, 2,...}: Batch arrival rates tend to infinity in a manner that pre-
serves the structure of the batch demand functions; that is,

Xp) =nh(p), k=1,...,K.

In the sequel, when we wish to refer to any process or other quantity associated with
the ATO system having batch arrival rate function A", we superscript the proper
symbol by n, such as IT". An admissible policy refers to an entire sequence, u =
(Pus v A (with Ay, = Af(p))) that specifies an admissible policy for each n.
Therefore, our objective is to find such a policy that maximizes the expected II
defined in (2.7) asymptotically in a certain sense as n — 0.

3. THE ASYMPTOTICALLY OPTIMAL POLICY AND MAIN THEOREM

Our asymptotically optimal policy can be proposed through two stages: solving a
static planning problem to yield a first-order approximation to the optimal prices
and production capacities, and designing a discrete review policy that minimizes
instantaneous financial holding costs at each review point by distributing components
to product orders.

3.1. The Static Planning Problem

In our proposed policy, optimal prices and production capacities are determined based
on the solution of the following static programming problem:

K J
mO) = max ;pm@)ek - ;c,yje,-, 3.1
subject to
K
> aghplel < (v + e, j=1,....J, 3.2)
k=1

for a fixed § € R”.
To discuss the existence and uniqueness of the solution of the problem described by
(3.1) and (3.2), we need a few standard assumptions on the batch demand function A.
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First, A(p) is a continuously differentiable function, and the Jacobian matrix [OA(p)/
OPwlicom=1. ... x 1s nonsingular everywhere. Second, batch demand for any one
product is strictly decreasing in the price of that product but is nondecreasing in
the price of any other product; so, O\(p)/Opr <0 and IN(p)/Op,, > 0, m # k.
Third, batch demand for each product decreases when all products’ prices increase
by the same amount; so > k_; OA(p)/Opm <0, k=1,...,K. Hence, we can
further assume that the revenue rate

K
r) =Y hpeNeg 33)
m=1

is strictly concave, where p is the unique inverse function of A by Lemma 1 in [8].

LemMA 3.1: If 0 =0, there is a unique solution (p*, ¥") to the static programming
problem (3.1)—(3.2), which satisfies

J
pr > Zakjcj >0 foreveryk=1,...,Kandy" > 0.
J=1

If 6; < v for j=1,...,J, the perturbed problem (3.1)—(3.2) has a unique optimal
solution (p*(0), y*(0)) such that

J
PO =p, YO =y -0 ad mO-m=> ¢,
J=1

where 7= 7(0).

Lemma 3.1 is a generalization of Lemma 2 in [8] and its proof is provided in the
Appendix.

3.2. The Discrete-Review Policy for Assembly

The discrete-review policy employed for assembly release orders at review time
points I, 2/, 31, ... and does nothing at all other times, which can be described as
follows: Given the number of orders assembled by time (i — 1), A«((i — 1)/) with
A«(0) = 0, and the shortage of each component S;(il) with the corresponding shortage
process defined as

K K
i)=Y agout) = Ci(t) = > ayQu(t) = (), j=1,2,....J.  (34)
k=1 k=1

Then at each review time point il fori € {1, 2, ...}, we allocate available inventory to
product orders in order to minimize instantaneous holding costs, where we assume
that assembly is instantaneous. Concretely, at time point ¢ = il, we solve the following
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linear program:

pomin 8 Z PrO(t) + Z hLi(t) 3.5)
subject to
K
(1) = Zakak(t) -5 =0, j=12,....J, (3.6)
k=1
0@ — Q1) =2 A.(i — DD 3.7

to get a suitable optimal solution (Q*(¢), I"(¢)), as explained in [8]. Then, the assembly
policy at time point i/ can be proposed recursively as follows:

A (i) = Ol — Q*(SUD, O, A (G — D), i=1,2,... 3.8)
In the sequel, we assume that the vector ( p] + Zf:] hay, ...,pc + Zle hjag;) is
not parallel to the vector (ayj, ..., ax;) forany j =1, ..., J; hence, there is a unique

solution (g*(S), i"(S)) to the linear program (3.5)—(3.6) for every feasible S (see [8]
for more discussions).

3.3. The Proposed Asymptotically Optimal Policy and Main Result

Let By be a J-dimensional Brownian motion with drift 6 and covariance matrix I’
whose (i, j)th entry is given by

K
Uiy =" awag(o? + (@) Ly, (3.9)
k=1
where of = \/)\k 0k+(ei)2()\k) Ooir T \/y]*vz + (€€ )2(%*)30,%,L.J, and A*=

A(p"). Define the limiting cost of queuing and holding inventory as follows:

J (Zm%®m+2hwm»ﬂ (3.10)

H(O) =E

and find a maximizer

J
6" = argmax (51 > it - H(G)) : (3.11)

=1

The existence of such a maximizer is guaranteed due to Lemmas 5 and 6 in [8].
Under the high-volume condition and in the nth system, if prices are exactly p”,
component production capacities are y* — n~ "6, and the discrete-review policy



STOCHASTIC OPTIMAL CONTROL OF ATO SYSTEMS 483

Al corresponds to the review period length
I'= /[P, (3.12)
with || being the Euclidean norm, then the policy * = (p*, y* — n~ 26", A") is

asymptotically optimal in high volume, which can be described in the following
theorem.

THEOREM 3.1: For a policy u, define

B I — 871 =
=2 "7 (3.13)
N
Then the policy * having
~ J
EI") — 67! Z cj6; — H(6") (3.14)
=1
is asymptotically optimal under the high-volume condition in the sense that
lim inf E(1") > lim sup E(IT") (3.15)

n—o0 H—s00

for any other admissible policy u.

4. DEMONSTRATING THEOREM 3.1

Under the high-volume condition and a policy u = (py, vu. Ay, we recall
the definitions of product and component cumulative arrival processes for
the nth system—that is, Ojx(-) and C,;(-) with associated renewal processes as
follows:

Ny¢ (1) = max{m > 0, x,(m) < A, 1},
| @.1)
NEA(E) = max{m > 0,y,m) < ny 1},

Moreover, we define the following scaled and centered processes:

0, k() — ne i (py)t
N

Cuj ) — nej v,

Jn

0 (1) = = V™00 — (P, (4.2)

6;;’ 0= = Va(n™'Cp () — €5y D). @.3)
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4.1. A Uniformly Integrable Property

For a policy u with p;, — p*, define A* = lim,_, A(p") since A(p) is continuous
in p.

Lemma 4.1: For a policy u with p;, — p* and vy, — ¥" as n — o, we have
0, (== o(B},  Ci )= 0/B;, 4.4)

0,1 (1) G /()

— epALL, — €Yt, u.o.c.as. 4.5)
where By (k=1,...,K) and B (j=1,...,J) are K+ J independent standard
Brownian motions, = denotes weak convergence, and o, and oy are defined in (3.9).

Proor: The weak convergence claimed in (4.4) can be proved by applying the
renewal reward Functional Central Limit Theorem (see, e.g., Whitt [13,
Thm. 7.4.1]) and the Random Change of Time Theorem (see, e.g., Billingsley [1,
Sect. 17]). For the convergence stated in (4.5), due to (4.4), it follows from the
Skorohod representation theorem (Whitt [13] or Ethier and Kurtz [5]) that there
exists a common supporting probability space such that O () — o¢B, u.o.c. a.s.
Since Brownian motion almost surely has continuous sample paths, we conclude
that Oy 4(t)/n — €{Ait, v.o.c. a.s. The second part of (4.5) can be explained in the
same way. Hence, we finish the proof of the lemma. |

ProposITION 4.1: For a policy u with pj, — p* and vy,, — " as n — 00, we have that

{J e ™ sup |07 (s)| dt,n > 1} and {J e sup |C} ()| dt, n > 1}
. ,

0<s<t 0 0<s<t

are uniformly integrable families for each k=1,...,K and j=1,...,J.
Furthermore, as n — 00, we have

(t) dt — 0. 4.6)

uj

EJ e 0" () dt — 0 and EJ e cn
0 ’ 0

Proor: We only establish that the conclusions for O}(f) and the arguments for C~‘7 (3]
are similar. To simplify, we suppress the subscript indicating the policy u. For any
k=1,...,Kand >0, let

N:.n %) |

1
BN @O) = 2= (€ =€, B0 = = GO0 = nkin).
i=1
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Then we have
Op(1) = I ((NJ"(0) + I, (0. “.7)

To prove the uniform integrability, it suffices to prove (see, e.g., the explanation in
Billingsley [1, p. 1])

00 2
supE(J e sup |0}(s)| dt) < 0. 4.8)

n>1 0 0<s<t

Moreover, note that

2

00 2 00
E(J e sup |Og(s)|dt> < ZE(J e sup Ifk(NkO’”(s))|dt)
0 0 0<s<t

0<s<t

00 2
+2E(J e sup |15 (s)| dt) .
0

0<s<t

Therefore, we only need to prove that

00 2 o0 2
E(J e sup |I} (N"(5)) dt) and E(J e sup |13 (s)] dz) 4.9)
. :

0 0<s<t 0<s<t

are uniformly bounded in z. It follows from Lemma 4 in [8] that the claim for the
second part in (4.9) is true. For the first part in (4.9), note that

sup |I{’7k(N,i”’1(s))\ < 3 sup [I7 (N (s) + D). (4.10)
0<s<t 0<s<t

Since Ey(m) = S0, (E5 — ) isa square integrable martingale in terms of the mul-
tiparameter filtration F= {F,, = o( &%, ... &8 x(D), .. xm), m=1, 2,...}
and N?"(r) + 1 is a F,,-stopping time (see, e.g., Dai and Dai [4] or Williams
[14]), it follows from the [ maximum inequality (obtained from Doob’s
Submartingale Inequality (Theorem 70.1) and Lemma 52.3 in Volume 1 of
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Rogers and Williams [10]) that

2
E( sup |17 (N;"(s) + 1)|> 4.11)

0<s<t
4 = o,n 2

< ﬁE\zk(Nk’ N+ 1) 4.12)
4

= ;E(gﬁ — eD?EWNY" (1) + 1) 4.13)
4

= —E(&) = EQeN{" () + 1)) @.14)

4
= ;E(é’f — eOPEMM(PME + xe(NU"(8) + 1) — ni(p")1)

4
< ZE(é’f — e (M)t + EQa (1)), 4.15)

where we have used the I maximal inequality in (4.12), Wald’s second moment
identity in (4.13) (see, e.g., Chow and Teicher [3, Thm. 3]), Wald’s first moment iden-
tity in (4.14), and Lorden’s inequality in (4.15) (see, e.g., Gut [6, pp. 99—100]).
Notice that A(p") — A(p™) = A" as n — oo; thus, by (4.10)—(4.15), we conclude that

2
E( sup |I;’7k(s)|> <cit+o 4.16)

0<s<t

for large enough n, where c¢; and ¢, are some positive finite constants that are inde-
pendent of n and 7.

Now by the Functional Law of the Iterative Logarithm (see, e.g., Chen and Yao
[2, Thm. 5.13]), we can conclude that, for each n and almost surely,

sup |I’1’,k(s)\ < c3(w, n)t
0<s<t

for large enough 7, where c5 is some positive constant that is independent of ¢ but

might depend on n and sample path w. Thus, for each n, we almost surely have

J e sup |IT,(s)| dt < oo. 4.17)
. ,

0<s<t

Hence, by (4.16) and (4.17), it follows from Jensen’s inequality and the Tonelli
theorem (see, e.g., Royden [9]) that

00 2 0o
E(J e sup 1} ()] dt) < J e (et + ¢) dt
0 0<s<r ' 0

is uniformly bounded in 7. Therefore, the uniformly integrable property claimed in
the lemma is true.
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Finally, as to the convergence property (4.6) stated in Proposition 4.1, it can
be proved by employing the previous Lemma 4.1 and a similar proof used in
[8, Lemma 4.1]. Hence, we finish the proof of the proposition. |

4.2. State Space Collapse

In this subsection, we show that the employed assembly policy exhibits a certain state
space collapse property that reduces the problem dimension from K + J to J since
queue lengths and inventory levels are, with a very high probability, deterministic
functions of the shortage process. Here we remark that the assumption having
bounded batch sizes is only required by the following lemma.

LemMA 4.2: Under any policy u with pj, — p™ and vy, — " as n — o0, and for any
finite constant ., there exists a constant 3 such that

P(,Omaig | max_ |04((i + DI") — O1GI") — g (phinl"| < an1/3> >1—Bn /0

(4.18)
P<_ max - max |CH(( + DI — CHGIY) — €5y nl”| < an1/3> >1—pBn /e,
i j=1,..., . . .

4.19)

where I'" = 1/I"].

Proor: It is sufficient only to establish (4.18), similar arguments yield (4.19). First,
notice that for every n,

P(A_Omalyﬁ | Jmax |0} (i + DI") — OFGI"y — ef M(plnl®| > an1/3>

where A} = |efAd pinl” 4+ an'| and AP~ = [ pionl” — an'*]. Moreover,
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let A" = A /uf|; then we have

NG+
Pl Y g
m=N{"(il")+1

P(O}((i + DI") — O™ > AY™)

P(NJ™(G+ DI = NG > A Juf)
< P(NJ"((i+ DI"y = NJ"GI") > AP
P(x(APY) < n(pI). (4.20)

The last equation in (4.20) is obtained from basic renewal theory (more explanations
can be found in [8]). Note that ¢{ > 1; then the right-hand side of (4.20) is bounded by

POGAYD)/uf = A < n (ol Ju — AF)
< P(Xk(AZ’+)/uz — AZ"+ <2 - an1/3/uz>

< P(Da@p /g = Ay > an'ljup - 2)
A 3

E|> " ((m)/ug — 1)

m=1

(an'/3 /ug —2)5

5/2
Ak

o > Gam)/u — 1)
m=1
(90\/4:1> (an'/3 Jug — 2y

(M) /g A; [P+

5 5/2 5 -5/6
OYIE|x (1) /ug — 1
< 90\/5 a/up) (1) /g 5| n , 4.21)
4 (a/ug —2n=1/3)

where we used Markov’s inequality to get the third inequality in (4.21),
used Burkholder’s inequality to get the fourth inequality, and used the following fact
for the fifth inequality: for zx(m) = (x(m)/uy) — 1, any &, > 0, and any integer M >
0, E|> 0 zi(m)|(+e1) < M'HE(E|z4(1)]®T2#7), which is proved in Lemma 3 of [8].

IN
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Similarly, due to the assumption that the interarrival time distribution is IFR, we have
P(OL(G+ D"y — 04l < AFT)

< P(NY™(( 4 DI") = NO"GIY) < AR)
= P(eDx(Ap ™ + 1) > nefA(piI")

5
< 90\ﬁ @M@/ INI = @ PElegu() =170
- 4 (@ —2n1/3)3 .

Then, it follows from (4.20)—(4.22) that

negs ny im0 LA 1/3
P(i_$%1 k§3§K|Ok((1+ DIy — OGI") — eg\(Pinl| > an )

K

<I"Y {POGATT) < nh@I) + PO (AF™ + 1) > n(ih}
k=1

S Bn71/6’

where we used the fact that I = O(n*>) and B s a positive constant that depends only on
Af. . AL @, Elx(1)/uf — 1, and E|egx(1) — 1]°. Hence, we finish the proof. M

ProposITION 4.2: Under any policy u with pi, — p* and v, — " as n — oo, there
exists a constant 3 such that under the proposed assembly policy,

PQ'GI") = ¢*(S"GI") foralli=1,2,...,1"y>1— Bn'/°.

Proor: Note that ¢" is a Lipschitz continuous function (see, e.g., Schrijver [11, Thm.
10.5] and more explanations in [8]) and there exists some positive constant  such that
for any Sl, = RJ,

kool x| < 1 _ 2
kgf{leqk(S) qk(S)I_Kjgf}éfle, S|

Next, for each fixed n, define

0 ) *
. e
a = min Tk

k=1,...K 273 K ;
2|A7| Bl1+k max [ 1+ ayg
J=lennd et
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furthermore, let A and B denote the sets

A= {w: _max - max_ |O%(( + DI — O (il — eg M(pinl| < an1/3},

= . nei; n_'-n_LA'nAn<l/3.
5= {or oy s IG/G+ D) =G — il < an' |

Then, for a sample path o € A U B,eachk=1,...,K,andeachi=1,...,I", we
have

OpGl") — g (§" (") = Ap((i — DI,

which can be proved by mathematical induction similar to the procedure used in [8,
Prop. 1], and only need to replace Ax(ph)/|A*|* by egAu( pl)/|A*|*? in related steps of
their proof. Thus, constraint (3.7) is not violated at gx(S"(il")). Then we have

Q"(il") = Q" (§"(il") = q*(S"(il")).

Therefore, it follows from Lemma 4.2 that the claim in the proposition is true. Hence,
we finish the proof. |

4.3. A Heavy-Traffic Limit Theorem

Define the capacity imbalance of the nth system under a given policy u as follows:

K
0= aghples — i e, j=1,...,J.
k=1

ProposITION 4.3: Let By be a Brownian motion with drift 0 and covariance matrix I
defined in (3.9). Under a policy u= (pl, vu, A%) satisfying

Vny  — 0, j=1,...,J, (4.23)

asn — oo, and p,, = p*(6,) and v;, = v'(6,)) so that p,, and 7y}, solve the perturbed
static planning problem in (3.1)—(3.2), and A’} is defined in (3.12), then as n — o,

($", 01"

NG => (By,q"(By),i"(Byp)), 4.24)
J

E(ITY) — &7 Z ¢j0; — H(0), 4.25)
j=1

where I is defined in (3.13) and H(0) is given in (3.10).
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Proor: We first prove (4.24). Note that

Siit) &
\,,[ ZakJO"(t) — Cl(t)+ v/nb) 1. (4.26)
By condition (4.23), 6,; < ; when n is large enough It follows from Lemma 3.1
that, for large enough n, p “(0,,) =p" and y'(6,;) = v" — 6, ;. Therefore,
pp—0r" Y=, /\(pZ) — A 4.27)

Thus, by Lemma 4.1, the continuous mapping theorem, and the Cramer—Wold device
(Billingsley [1]), we have

n

NG —B, (4.28)

as n — oo, where By is a J-dimensional Brownian motion with drift 6 and covariance
matrix I" defined in (3.9).

Due to the discrete-review policy, we adopt arguments analogous to those in the
proof of Proposition 2 in [8]; we have that

sup [n72Q(t) — g (S"(1)/ /)|

0<r<1
NE70)]
—1/2 ny _
S MmO ( vn )’
* s"<[<r/z">z"1>> - (s"m)‘
v suplai (ML) i (U

1 . n 1 Aeg
T o |0} + DI") — 0Ll — egni I + —7< PITWEE |2/3

converges to zero in probability as n — oo by Lemma 4.2, Proposition 4.2,
the observation that for any S € R, ¢"(n~"2S) = n~"4*(S), and the fact that il",
i=0,1,..., (l”)fl, becomes dense in (0, 1). Then it follows from the continuous
mapping theorem that

QV!

—==>q"(By).

7

Moreover, by (3.6) and the continuous mapping theorem, we get

In

— = i"(By).

NG i*(By)

Since ¢ and i* are deterministic functions, we get (S", Q", I")/\/n = (B, ¢"(By),
i"(Bp)).

Now we proceed to prove (4.25). It follows from the integration by parts theorem
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for the Riemann—Stieltjes integral that
~ 00 K B J 5
= J Se ¥ (Z a0 = ¢iCo J.(t)> dt
0 k=1 j=1
0 K Qn (l‘) J Vi (t)
—ot n u,k u,j
—| e o) p, + > h dt
Jo < kz:; * Vn ; ! NG

K J
+6'n (Z Pl — Z iy e — 7-r> . (4.29)
k=1 j=1

By (4.23) and Lemma 3.1 (one can always decompose 6,,; into (6,,;/ej)e; to be
consistent with the lemma), as n — 0,

K J J J
NG (Z PaPer = > civpes — W> =n (Z c;0) j> = . (4.30)
k=1 j=1 j=1 j=1

Due to the discrete-review policy, one can use a procedure similar to that in the proof
of Proposition 2 in [8] to get

J (K
op(n < Z{Z ayg 0sup |0y (s) — neg Mi(ps| + |CF () — ”e;ﬁ,/ﬂ}
j=1 Lk=1 Ssst

173 € AP

J
+ nt 0" +2 sup |O}(s) — ne \(p™)s| +n .
j:Zl u.,j OSSIS)I‘ k( ) k k(pu) | |/\*|2/3

Thus, it follows from Proposition 4.1 and (4.23) that { [§ ¢ n” "2Qi(t) dt, n > 1}
forms a uniformly integrable family for each j =1, ..., J. Also, because

o< aer([ifr) - ([i)r)

13 eyl
+ 2 sup |Cl(s) — neSyis| +n /2
0§52t| J J YI | ‘)\*|2/3’

K
S} (6) = ﬁ(; agQi(n) — € (f)> +nt6,,

we conclude that { [ ef‘s’nfmlj'-l () dt, n > 1} is a uniformly integrable family for

each j=1, ...,J. Thus, it follows from (4.24), the continuous mapping theorem,
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and the now proved interchange of mean and limit that

E[re—‘*’% dt} —>EU°O - *(Bg(t))dt} k=1,....K,
0

vn 0
EU:M’ i/(ﬁ) }—>EU: 5”(390))4 i=1,...,J,

as n — 0. Hence, by Proposition 4.1, (4.27), and (4.30)—(4.32), we have
R J
E(T) — 871 ¢t — H(O).
j=1

Thus, the proof of the proposition is completed.

4.4. Proof of Theorem 3.1

493

4.31)

4.32)

There are two stages involved: obtaining an upper bound on limiting expected
infinite-horizon discounted profit, centered and scaled, under any admissible policy
u, and showing that the policy # achieves this upper bound. For an admissible
policy, note that IT/} can be expressed in the form of (4.29), and by Lemma 3.1, the

following inequality is true:

J
Zpuk)\k(pu)ek chy” & — < al)— 7= chﬂ;’j,
=1

@.33)

where the vector 6 has component 6! ;= 0.;/¢;. Then it follows from (4.29), (4.33),

and Proposition 4.1 that

n—oo n—o00

AR5 55)

- N
limsup E {HZ] < limsup 5 Z ¢ —
=

Then, by applying Lemma 3.1 and the same procedure as in the proof of Theorem 1 in

[8], we conclude that

lim supE[ ’d < sup <8 Zc] ’H(@))

n—oo HERJ

J
=8> ¢ —H(O).

J=1
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Finally, it follows from Proposition 4.3 that the policy * achieves the upper
bound in (4.34); therefore, * is an asymptotically optimal policy. Hence, we finish
the proof. |

APPENDIX
Proof of Lemma 3.1

Note that the static problem (3.1)—(3.2) is equivalent to the following maximization
problem:

J
m(0) = max r(A) - >y (A.1)
j=1

>0,y>0

subject to the constraint (3.2). Since r(A) is assumed to be strictly concave, the above
maximization problem is equivalent to a minimization convex program and, hence,
has a unique optimal solution ( p*(8), y*(0)) forall 6 € R /. The Lagrangian function
for the above problem, when equivalently considered as a minimization problem, is

J J K
LA, y,u) = —r(A) + Z cjyje; — Z u;j (e;(yj +6) — Z akj)\kez> . (A2)
=1 =1 k=1

Then it follows from the Karush—Kuhn-Tucker (KKT) conditions that

oL 00N <
A= +;amjuje;;,=o, m=1,... K, (A.3)
oL . .
6_%:(9'_”1)6;':07 j=1,...,J, (A4)
K
> aghe] — (v + 0)es <0, j=1,...,J, (A.5)
k=1
K
u; (Z aghre] — (v + @)ef) =0, j=1...,J, (A.6)
k=1
u>0. (A7)

From (A.4), we have that #; = ¢; > 0. Then it follows from (A.3) that

J K
Z Or(d) Z Ipr(A)
0< - aijje; = 8/\”1 = 2 /\k 8)\m eZ —|—pm()\)€ﬁ17

and, moreover, by Lemma 1 in [8], (Opx(A)/OA,,,) < 0. Hence, p,,(A) > ZJJ: 1 Gmic; > 0
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m=1,...,K). If =0, it follows from (A.5) that

K
'y; = Zakj)\,tez /e; >0,
k=1

because p(A) > 0 implies A(p) > 0. If 6> 0, conditions (A.3)—(A.7) are satisfied
when A"(0) = A" and v;(6) = y; — 6, j =1, ..., J. Thus, it follows from the KKT
theorem that (A*(6), v*(6) = (A", ¥" — 60)) is a global maximizing point for (A.1)
and (3.2), which implies that (p*(6) = p(A*(6)), v"()) is a global maximizing
point for (3.1)—(3.2) and that

J
w(0) = 7= e
=1
Thus, we complete the proof.
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