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ABSTRACT. We introduce the class of multistage stochastic optimization problems with a random
number of stages. For such problems, we show how to write dynamic programming equations and
how to solve these equations using the Stochastic Dual Dynamic Programming algorithm. Finally,
we consider a portfolio selection problem over an optimization period of random duration. For
several instances of this problem, we show the gain obtained using a policy that takes the ran-
domness of the number of stages into account over a policy built taking a fixed number of stages
(namely the maximal possible number of stages).

Keywords: Stochastic programming and Random number of stages and SDDP and Portfolio
selection.

AMS subject classifications: 90C15, 90C90.

1. INTRODUCTION

Multistage Stochastic Programs (MSPs) are common in finance and in many areas of engineering,
see for instance [44] and references therein. These models are useful when a sequence of decisions
has to be taken over an optimization period of T stages knowing that these decisions must satisfy
almost surely random constraints and induce some random costs [44, 35, 36, 41, 39]. To the best of
our knowledge all MSPs considered so far in the literature have a known (finite in general) number
of stages. However, for many applications, the number of stages, i.e., the real optimization period,
is not known in advance. It is easy to name a few of these applications:

e A company may want to determine optimal investments over its lifetime [31, 28, 45, 30]. In
this situation, the optimization period ends when the company disappears either because it
goes bankrupt, or because it is bought by another company, or because it decides to stop
its activities [9]. These three stopping times, which determine the number of stages T', are
indeed random.

e A fund manager can decide to stop his investments when the fund reaches a given target.
This stopping time is again random, depending on the random returns of the investments
and of the investment strategy.

e Multistage stochastic portfolio optimization [10, 2, 12]: an individual may invest his money
in financial assets until his death or until he obtains a given amount used for covering some
expense [4]. Again, both stoppping times are random.

e An hedge fund may have to deal with longevity risk [32, 8, 42, 27|, with payout ratios for a
given set of individuals spreading over random time windows .
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The examples above are examples in finance but in many other areas, for instance logistics [6], power
management [33, 34, 19, 15], and capacity planning and expansion [5, 11, 25], MSPs with a random
optimization period could be useful, especially for long-term optimization [13] when the optimization
period depends on the lifetime of individuals or companies.

It is therefore natural to consider multistage stochastic programs having a random number of
stages. The study of these problems passes through two successive steps: (i) a modelling step to
define a policy and (ii) an algorithmic step to build a policy, i.e., a solution method allowing us to
compute decisions on any realization of the uncertainty. Guided by the fact that there exist efficient
solution methods for MSPs based on dynamic programming equations (for instance Stochastic Dual
Dynamic Programming (SDDP) [34] and Approximate Dynamic Programming (ADP) [40]), our
goal is to write dynamic programming equations for a multistage stochastic program with a random
number of stages. The paper is organized as follows. In Section 2, we define multistage stochastic
optimization problems with a random number of stages and show how to write dynamic programming
equations for these problems. We show in particular, that compared to the case where the number
of stages is fixed, two new features appear: first we need to add an extra state variable, denoted
by D;_; for stage t, allowing us to know if the optimization period is already over or not and
second for each stage instead of just one cost-to-go function we have two cost-to-go functions, one
if the optimization period is already over (this is the null function) and another one when there
remains additional stages for the optimization period. In Section 3, we write dynamic programming
equations for a slightly larger class of MSPs, still having a random number of stages, but where the
cost function for the last (random) stage and the cost functions for the remaining stages are taken
from two sets of functions. We provide a portfolio selection model as an example of such problems.

In the case when the underlying stochastic process &; neither depends on its past (£1,...,&-1)
nor on D; and D; only depends on D;_ 1, Section 4 describes a variant of the SDDP algorithm
to solve the dynamic programming equations written in Section 2. This variant of SDDP, called
SDDP-TSto, is very similar to the variants of SDDP presented in [37, 29] where the underlying
stochastic process depends on a Markov Chain (process (D) in our case) and a value function is
used for each stage and in each state of the Markov chain. Finally, in Section 5, we consider a
portfolio problem with a random optimization period and the corresponding dynamic programming
equations, given in Section 3. We detail the SDDP algorithm applied to these equations and present
the results of numerical tests which compare for several instances the performance of a policy that
takes the randomness of the number of stages into account with the performance of a policy built
taking a fixed value for the number of stages, namely the maximal possible value.

2. DYNAMIC PROGRAMMING EQUATIONS FOR MULTISTAGE STOCHASTIC PROGRAMS WITH A
RANDOM NUMBER OF STAGES

Consider a risk-neutral multistage stochastic optimization problem with Ty, known stages of
form

Tmax
(1) inf Egzw,ngax [; ft(xtyl't—laft)}
¢ € Xy(wi—1,&t) a.s., xy Fe-measurable, ¢t =1, ..., Tax,

where z is given, & is deterministic, (ft)tT;"gx is a stochastic process, F; is the sigma-algebra
Fi:=0(&,j <t), and X;(z,_1,&) is a subset of R”. In the objective, the expectation is computed
with respect to the distribution of &5, ..., &7, We assume that the problem above is well defined.
We will come back in Section 4 to the necessary assumptions for problem (1) to be well defined and
to apply SDDP as a solution method.



Our goal in this section is to define multistage stochastic optimization problems where the number
of stages (Tiax in (1)) is not fixed anymore but is stochastic, and to derive dynamic programming
equations, under several assumptions, for such problems.

We will assume that

(HO) the number of stages T is a discrete random variable taking values in {2,. .., Tax}-

Assumption (HO) is necessary to apply our SDDP-TSto algorithm (described in Section 4) which
is a solution method for our Dynamic Programming equations. The number of stages T, or stopping
time, induces the Bernoulli process Dy, t = 1,...,Thax (& “Death” process), where D; = 1ps; is
the indicator of the event {T > t}:

0 if the optimization period ended at ¢ or before,

(2) Dy = 17> = { 1 otherwise.

Therefore T' can be written as the following function of process (D):
(3) T:min{lgthmax;Dt:o},

Clearly, Dy, t = 1,. .., Tmax, are dependent random variables and the distribution of D; given D;_ 1
is known as long as the distribution of 7' is known. More precisely, since we have at least 2 stages,
D, takes value 1 with probability 1. Next, denoting p; = P(T =t) and ¢ = P(D; = 0|D;—1 = 1),
we have qa = P(T' = 2) = po, and for t € {2,..., Tnax} We get

t—1
p=P(T =t)=P(Dy=1;D3=1;...;D,_1 =1;D, =0) = ¢, H(1 — k).
k=2
Therefore transition probabilities g;,t = 2,3, ..., Tmax, can be computed using the recurrence
(4) qt:%vt:?’a"'vaaxv
H (1 —qr)
k=2

e = 1)

By definition of Dy, we also have P(D; = 0|D;_; = 0) = 1 or equivalently P(D; = 1|D;_; = 0) = 0.
We represent on the top left plot of Figure 1 the scenario tree of the realizations of Dy, Do, ....Dr,_ .
(for an example where Ty,.x = 5), as well as the transition probabilities between the nodes of this
scenario tree. In this scenario tree, realizations are indicated at the nodes of the tree while transition
probabilities between two nodes are given above the arrow linking these nodes. Observe that for a
node with label 0 all future transition probabilities are 1 and all descendant nodes have label 0. In
the case when the number of stages is stochastic, the decision x; for stage ¢ is not only a function
of the history £ = (£1,&2,...,&:) of process (&), as in (1), but also depends on the history of
process (D;). Therefore, we come to the following definition of a risk-neutral multistage stochastic

optimization problem with a random number T of stages:

starting from ¢ = py (note that ¢r,

T
(5) inf Egz""‘meax ,Da,..., Dryyax |:Z ft ('Ttv Ti—1, gt)i|
=1
¢ € Xi(xe1,&) a.s., xy Fr-measurable, t = 1,..., Thax,

where F; is the sigma-algebra,
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FIGURE 1. Scenario trees (assuming that &; does not depend on (§;_17, Dy)).

FIGURE 1. Scenario trees (assuming that & does not depend on (f;—1j, Dy)).

and where T is the function of (D;) given by (3). Note that in the objective of (5) the expectation
is computed with respect to the distribution of &o,...,¢r,..., Do, ..., Dr.. . Plugging (3) into (5),
problem (5) can be written

inf Be, 6D D { Z fe(z, xt—hft)}
(7) 71§t§min{1§T§TmaX:D.,.:0}
xt € X¢(x4-1,&) as., xy Fr-measurable, t = 1,... Tax.

To write dynamic programming equations for (7) we now define the state vectors. The state vector
at stage t is given by z;_; (decision taken at the previous stage) and the relevant history of processes
(§¢) and (Dy). Though all the history Dy_1; = (D1, .., Dy_1) of process (D) until stage t — 1 may
be necessary, we argue that it is enough to put in the state vector for stage ¢t past value D;_1 of
(Dy). Indeed,
e if D, 1 =1 then the whole history of (D;) until ¢ — 1 is known: we know that D; = 1 for
1<j<t-1
e on the other hand, if D;_; = 0 then whatever the history of (D;) until ¢ — 1, we know that
the cost function is null for stage t because the optimization period ended at ¢t — 1 or before.
Consequently the state vector at stage ¢ is (z¢—1,&}—1], Di—1) and we introduce for each stage
t=2,...,Tmax, two functions:
o (i1, e—11> Di—1, &, D;) which is the optimal mean cost for the period ¢,t+1, ..., Tax,
starting at ¢ from state ($t717§[t—1], D;_1) and knowing the values & and D; of processes
(&) and (Dy) at t;



e O, given by
(8) Qi(wi—1,84-1) Di-1) = E¢, D, [Qt(zt—lvf[t—l]a Dy 1,8, D¢)|Di—1, &pe—1p |
i.e., Qi(wt—1,&}—1), Di—1) is the optimal mean cost for the period ¢,t+1,..., Thax, starting
at t from state (zy—1,&p—1], Di—1)-

We also set O, . +1(T 70> E[Tan]s PTinax) = 0. With these definitions, clearly for ¢ = 2,..., Tiyax,
we have

9) Qu(w¢-1,&-1),0) = 0.

Next, for t =2, ..., Tinax, functions Q;(, -, 1) satisfy the recurrence

(10) Qi(wt—1,&—115 1) = Be, 0, [Qe(wi—1,&p—1), 1, &, Di) D1 = 1,y
where

(11) Qi(@e-1, €11, 1,6, 0) = inf{ fo(e, -1, &) = 20 € Xe(we-1,80) )
and

(12) Qt(xt—hg[tflb 1a§t7 1) = iznff{ft(xtvxt—hgt) + Qt-i—l(xtag[tfl],é\fm 1) T € Xt(xt—l7£t)}-

The reasons for equations (10)-(12) are clear:

o Qi(x4-1,€—-1], 1,&:,0) is the optimal mean cost for the period ¢,t+1, ..., Tiyax, knowing that
the optimization period ends at ¢ and that & is the value of process (&) at stage t. Therefore
it is obtained by minimizing the immediate stage ¢t cost while satisfying the constraints for
stage t.

o Q¢(x4-1,¢[-1],1,&:, 1) is the optimal mean cost for the period ¢, + 1,..., Tiyax, knowing
that the optimization period continues after ¢ and that & is the value of process (&;) at stage
t. Therefore it is obtained by minimizing the immediate stage ¢ cost plus the future optimal
mean cost (which is Qy1(2t, &), Di) = Qiq1(we, &1, &, 1) since Dy = 1) while satisfying
the constraints for stage t.

We observe that equations (9)-(12) can be written under the following compact form: for ¢t =
2, Tax, Qi(xe—1,&t—1], Di—1) is given by (8) where
(13)

Qt(xtfhg[tfl]a thlué-tht) = iiltf{thlft(xhxtfhgt) + Qt+1($taf[t]a Dt) S Xt(“/'tflagt)}-

Setting Dy = 1, recalling that D; = 1 and that F; is given by (6), it is straighforwardly seen that
the optimal value of (7) can be expressed as

(14) iillf{Dofl(xl,wmfl) + Qa(21,&1, D1) = @1 € Xa(20,&1)},
and that (8)-(13) are dynamic programming equations for the problem
Tmax
i~ inf Bey.cn pr or [tzl Dy fulaze1,6)]
e € Xi(xe1,&) as., xy Fe-measurable, t = 1,. .., Thhax,

which is an equivalent reformulation of (7).

The impact of the randomness of T on the dynamic programming equations is clear from reformu-
lation (15) of problem (7). In this reformulation, the number of stages is fixed and known: it is the
maximal possible number of stages Ti,ax for T'. Therefore, it takes the form of a “usual” multistage
stochastic optimization problem where random variable T' was replaced by the interstage dependent
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random process (D;) and the cost function f; at stage ¢ was replaced by the random cost function
D;_1 f;. Indeed, when the optimization period ended at ¢t — 1 or before, the cost function is null for
stage t or equivalently can be expressed as D;_1 f; since D;_1 = 0 in this case. On the other hand,
if the optimization period did not end at t — 1 then D;_; = 1 and again the cost function for stage
t can be expressed as D;_1f; (= f; in this case).

Note that in these equations, (&, D;) can depend on {;_yj. Clearly D; depends on D; ; but
(&, Dy) can be independent on {;_yj. In this situation, {;;_y) is not needed in the state vector at
t and the dynamic programming equations simplify as follows: Or . 11(x7,.. , Dr,...) = 0 and for
t=2,...,Tmax, we have

(16) Qi(wi—1,Dy1) = Ee¢, p, [Qt(mt—h D 1,8, Dy)| Dy
where

(17) Qi(xp—1,Di—1,&, Dy) = igff{Dt—lft(xtaxt—hft) + Quy1(ze, D)+ mp € X1, &)}

Finally, let us consider the case when

(H1) & does not depend on (&[;—1), Dt), has discrete distribution with finite support, and D; only
depends on D;_1.

(H1) will be needed for the solution method SDDP-TSto described in Section 4. In this setting,
(Dy) is an inhomogeneous Markov chain with two states: an absorbing state corresponding to the
case when the optimization period is over and a second state where the optimization period is still
not over. We assume that the distribution of & is discrete with finite support {1, ..., &, } with
Pty = P(ﬁt = ftj). The scenario trees for (gl, . ,meax) and ((Dl, 51)7 (Dg, 52)7 ey (DTmax’ ngax))
(nodes and transition probabilities) are represented in Figure 1 (right and bottom left plots) on an
example where Ty« = 3 and where & has two possible realizations for all t = 2, ..., Tax.

With these assumptions dynamic programming equations (16)-(17) can be written as follows:
Qa1 (BT D) = 0,

(18) Qt(xtfho) =0,t=2,..., Thax,

and
M, M,

(19) Quwi—1,1) = (1—q) > _ P Qw1 1,65, 1) + a0 Y pijQulwi-1,1,&;5,0),
Jj=1 j=1

where ¢; is given by (4),

(20) Qe(w4-1,1,&;,1) = iiltf{ft(l'taxtflagtj) + Qe 1) t 2y € Xy(wi—1, &)},
and
(21) Qi(re-1,1,&5,0) = iggf{ft(mtaxt—lagtj) sxp € Xo(we-1,&5) )

Remark 2.1. Observe that the dynamic programming equations above correspond to a model that
minimizes the expected cost with respect to the distribution of (&1,&a,...,¢é1,..., D1,Da,..., D1, ).
From the Law of Large Numbers, this model is useful when the corresponding policy is repeatedly
applied by individuals sharing the same distribution of the number of stages T. An example would

be a group of companies sharing the same distribution for their lifetime, see [9] and Section 5.2.



3. DYNAMIC PROGRAMMING EQUATIONS FOR MORE GENERAL MODELS

3.1. Dynamic programming equations. In the previous section, we considered models where
the cost functions for stages ¢ < T are taken from the collection of functions (f;), namely f; for
stage t as long as t < T. It is possible to write dynamic programming equations for more general
risk-neutral stochastic programming models having a random number 7' of stages where the cost
function for stage t = 1,...,T — 1, is taken from collection of functions f;(x:,z¢—1,&:) and for t =T
the cost function is f,(z¢, z¢_1,&). In this situation, recalling definition (2) of Dy, the cost function
for stage t can be written

(22) Dy fe(ze, w4-1,&) + (Di—1 — Dp) f (24, 261, &)
Indeed,
e if t < T we have D;_1 = Dy = 1 and Dy fe(xs, x1—1,&) + (Di—1 — Di) f(ze, 2-1,&) =
fe(ze, 2e-1,61); .
e if t =T we have D;—1 = 1,Dy = 0, and Dy fe(x4, 21-1,&) + (Di—1 — D) fo(@e, 20-1,&) =
fe(we, xe1,8);
e if ¢ > T no costs are incurred, we have D;_y = Dy = 0 and Dy fe(zs, x4-1,&) + (Dio1 —
D) fi(xs,x4-1,&) = 0;
as required. In the next section we present a simple portfolio problem modelled by a MSP of this
type. Therefore, for the class of problems we are dealing with now, with cost function (22) for stage
t, we obtain the multistage stochastic program

Trnax

(23) inf B¢, er . Do.Dr,.. [Z Difi(xe,we-1,&) + (Dim1 — Do) (e, w4-1, &)
t=1
xs € Xe(x4-1,&) a.s., x4 Fr-measurable, t = 1,. .., Thax,

where F; is the sigma-algebra given by (6). Observe that when
Felwe,zio1, &) = filze, 2021, &),

we are back to the stochastic programs considered in the previous section, i.e., problem (23) becomes
problem (15). We obtain for (23) the following dynamic programming equations:

Ot 1 (T T ETman]s Do) =0
and for t = 2,..., Tiax,

(24) Qt(xs—1,&—11, Di—1) = E¢, b, Dt(xt—laf[tfl]vDt—lvftaDt”Dt—lvg[tfl]}
where Qt(xtflag[tflthfhgta Dt) is given by
(25) infy, Dyfi(wy,xi-1,&) + (Di—1 — Di) folze, @1, &) + Qg (e, €y, De)

xy € Xe(e—1,&)-

3.2. Example: a simple portfolio problem. We consider the portfolio selection problem with
direct transaction costs given in [22]. When the number of stages is random we obtain a problem
from the class of problems introduced in the previous Section 3.1. We first recall the dynamic
programming equations for this model when the number of stages Ti,ax is fixed and known. We
refer to Table 1 for the list of corresponding parameters and decision variables. Let x:(i) be the
dollar value of asset ¢ = 1,...,n+ 1, at the end of stage t = 1, ..., Ti1ax, where asset n + 1 is cash;
let & (i) be the return of asset i at ¢; let y¢(i) be the amount of asset i sold at the end of ¢; let
z¢(i) be the amount of asset ¢ bought at the end of ¢ with 7,(¢) > 0 and v4(¢) > 0 the respective
proportional selling and buying transaction costs at t. Each component zq(i),i =1,...,n+1, of xg
is known. The budget available at the beginning of the investment period is Z?:f &1(1)zo (i) and



z¢(7) Dollar value of risky asset ¢ at end of ¢
Decision variables Y (1) Amount (in dollars) of risky asset 4 sold at end of ¢
z4(1) Amount (in dollars) of risky asset ¢ bought at end of ¢
xe(n + 1) Amount (in dollars) held in cash at end of ¢
Stochastic parameters &(1) Return of risky asset i for stage ¢
&(n+1) Cash return for stage ¢
u(?) Maximal proportion of capital invested in risky asset i
Deterministic parameters 7:(2) Selling transaction cost for risky asset i stage ¢
v (1) Buying transaction cost for risky asset ¢ stage t
T Initial portfolio

TABLE 1. Parameters and decision variables for the portfolio problem.

u () represents the maximal proportion of capital that can be invested in asset i. For ¢t = 1,..., Tax,
given a portfolio z;—1 = (4-1(1),...,2:—1(n),zt—1(n + 1)) and &, we define the set X;(x:—1,&) as
the set of portfolios (z¢,ys, 2¢) € R"MxR™xR™ satisfying

2 +1) = Gln+ Do+ 1)+ 3 (1= m)e@) — (14 m(0) 200

(

(i) = <nfm>—y4>+a<>£:anm

5(i) < ()Z&AM%N)ZM)<&U%1@Z=L~wm
()>Oyt()>0zt()20i:l,...,n

With this notation, the following dynamic programming equations of a risk-neutral portfolio model
can be written: for ¢t = Ty,.x, we solve the problem
(26)

&

n+1
inf Tr = [ ;
Qr(wr 1 En ) = F s (T P01 ET3000) 2 &t 1 (1) ()

XTax € X (U015 €T )
while at stage t = Tinax — 1,..., 1, we solve
(27) Qi (24-1,&) = nf{Qry1 (v1) + 2 € Xy(4-1,81) },
where
(28) Qi(wi—1) = E¢, [Qs (w1-1,&)], t =2,..., Tinax-
Now for t =1,..., Tiax, define

n+1

(29) fe(wp,2-1,&) = 0 and fy(ze, 201, &) = [thﬂ DEAC }
Since the number of stages is fixed to Tinax then Dy = 1,t = 1,...,Tnax — 1, D7, = 0 almost

surely, and the porfolio problem we have just described is of form (23) with f;, f, as in (29) and
Dy =1,t=1,...,Thax — 1,Dr, .. = 0 almost surely, i.e., we obtain the portfolio problem

(30) inf E€27~--,§Tmax [?Tmax (xTxnax » LTmax—15 ngax )}
e € Xi(xe—1,&) a.s., vy Fy-measurable, t = 1,. .., Thax.
With this model, we minimize the expected loss of the portfolio (or equivalently maximize the mean

income) taking into account the transaction costs, non-negativity constraints, and bounds imposed
on the different securities.
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Now assume that the number of stages is random with discrete distribution on {2,..., Tihax}
and define D; by (2). We obtain the portfolio problem (23) with f;, f, as in (29). If & does not
depend on ({13, D¢), D; only depends on D;_1, and the distribution of &; is discrete with finite
support {&:1 ..., &, }, denoting p; = P(§ = &), we can write the following dynamic programming
equations for the corresponding portfolio problem: Qr . ti(zr, .. ,0) = Or. . +1(z7,..,1) =0, for
t=2,...,Tmax, Qt(x1—1,0) =0 and for t = 2,..., Tynax, we have

M, My
(31) Qi(wi-1,1) = (1 — q1) Zptjﬂt(xt—l, L&, 1) +a Zptjﬂt(ift—h 1,&:5,0),
j=1 j=1
where ¢, is given by (4),
(32) Qi(wp-1,1,65,1) = iiltf{QtH(iEt’ 1) = 2y € Xe(xe-1,85) )
and
(33) Qi (z4-1,1,&;5,0) = igf{—JE[gtﬂlxt] tmp € Xo(m-1, &)}
In the case when the number of stages is Tinax (deterministic) then ¢ = 0 for ¢t = 2,..., Tiax — 1,

qr.... = 1 and dynamic programming equations (31), (32), (33) become, as expected, (26), (27),
(28) (with the notation Q,(z,_1) instead of Q;(xi—1,1), Q¢(x1—1,&; ) instead of Q(xi—1,1,&,1),
and O, (¥7,,,.-1, T, ) Instead of Q. (27,1, 1, €1, 0))-
4. SDDP FOR MULTISTAGE STOCHASTIC RISK-NEUTRAL PROGRAMS WITH A RANDOM NUMBER
OF STAGES

4.1. Assumptions. Consider optimization problem (15) and let assumptions (H0), (H1) hold. Re-
call that (HO) and (H1) mean that & does not depend on ({;;_1), D¢), Dy only depends on D;_1,
and the distributions of T and & are discrete: the support of T is {2, ..., Timax} and the support of
& is ©p = {&, ., &, b with py = P(& = &) > 0,4 = 1,..., M;. In this context, equations (18),
(19), (20), (21) are the dynamic programming equations for (15). We can now apply Stochastic
Dual Dynamic Programming (SDDP, [34]), to solve these dynamic programming equations as long
as recourse functions Qq(-,1) are convex. SDDP has been used to solve many real-life problems
and several extensions of the method have been considered such as DOASA [38], CUPPS [7], ReSA
[23], AND [3], risk-averse ([20, 21, 26, 37, 43, 44]) or inexact ([18]) variants; see also [16, 24] for
adaptations to interstage dependent processes and [46] for extensions for integer stochastic programs.

SDDP builds approximations for the cost-to-go functions which take the form of a maximum of
affine functions.

To ensure convexity of functions Q;(-,1), we need convexity of functions fi(-,-,&;) and of mul-
tifunctions X;(-, &) for almost every £;. We will consider two settings: linear and nonlinear programs.

Linear problems. In this setting, fi(z¢,xi—1,&) = c?xt is linear,
(34) Xe(we—1,&) = {xy e R" : Aywy + Bpwy—q = by, x> 0},

and random vector & corresponds to the concatenation of the elements in random matrices A, By
which have a known finite number of rows and random vectors b, ¢;. We assume:

(H2-L) for every stage t = 1,...,Tiax, the set X;(z:_1,&;;) is nonempty and bounded whatever be
the feasible decision x;—; for the previous stage and the realization &;; of &,.
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Nonlinear problems. In this case, fi(-,-,&:;) is nonlinear convex for all j,
(35) Xi(wy—1,&) ={xe €R" 12y € Ay, ge(we,w0-1,&) <0, Ay + Brwg1 = by},

and &; contains in particular the random elements in matrices Ay, By, and vector b;. Of course, as
a special case (and as is often the case in applications), the nonlinear problems we are interested in
can have nonlinear cost and constraint functions for stage ¢ that do not depend on x;_1, namely of

form fi(xs, &) and gi(a¢, &t).

We assume that for ¢t = 1,...,Thax, there exists ¢; > 0 such that:

(H2-NL)-(a) X; is nonempty, convex, and compact.

(H2-NL)-(b) For every j = 1,..., M, the function f,(-,-,&;) is convex, lower semicontinuous,
and finite on Xy x X', where Xt = Xy + {x € R™ : ||z]]2 < &t}

(H2-NL)-(c) for every j =1,..., My, each component g;;(-,-,&;),4=1,...,p, of the function

9¢(+, -, &) is convex, lower semicontinuous, and finite on X x X" ;.

(H2-NL)-(d) For every j =1,..., M, for every z;_1 € X", the set X;(x¢_1,&;) is nonempty.

(H2-NL)-(e) If t > 2, for every j = 1,..., My, there exists

Tt = (Tejs Tejp—1) € 1i(X)x Xy Nri({ge (-, - &) < 0})
such that ft,j,t € Xt(:ft,j,t—ly Etj)-

Assumptions (H2-NL)-(a),(b),(c) in the nonlinear case imply the convexity of cost-to-go functions
Q:(-,1). The assumptions above also ensure (both in the linear and nonlinear cases) that SDDP
applied to dynamic programming equations (19), (20), (21) will converge, as long as samples in the
forward passes are independent, see [38, 17, 14] for details.

4.2. Algorithm. We now describe the steps of SDDP applied to dynamic programming equations
(18), (19), (20), (21). We denote by SDDP-TSto this SDDP method for solving (15)*. For linear
problems, SDDP-TSto is similar to the variant of SDDP presented in [37, 29] where the underlying
stochastic process depends on a Markov Chain and builds on [17] in the nonlinear case. Similarities
and differences between SDDP-TSto and the variants of SDDP from [37, 29, 17] are given below:

e Similarities: Asin [37, 29] SDDP-TSto applies an SDDP type method to solve a stochastic
program whose underlying stochastic process is a Markov chain. For nonlinear problems,
the cuts for the recourse functions are based on Lemma 2.1 in [17].

e Differences and peculiarities: In [37, 29] SDDP is applied to linear problems which have
a fixed number of stages whereas SDDP-TSto applies to DP equations written for linear and
nonlinear problems having a random number of stages. For SDDP-TSto, for every stage ¢,
the underlying Markov chain has only two states and in one of them , which is an absorbing
state (when D;_; = 0), the recourse function is known (it is the null function). Therefore,
the goal of SDDP-TSto is to approximate the cost-to-go function in the other state (when
D;_; = 1) for all stages, i.e., cost-to-go functions Q¢(-,1),t = 2,...,Tjhax. Moreover, in
the forward passes of SDDP-TSto, when we enter the absorbing state we only need to find
feasible points until Ti,,x instead of solving optimization problems.

In the end of iteration k, the algorithm has computed for cost-to-go functions Q(+,1),t = 2, ..., Tiax,

the approximations QF(-,1),t = 2, ..., Tinax, which are maximum of k+1 affine functions called cuts:
(36) O (w4-1,1) = G 0ax, 07 + (B, z1-1)-

ITSto in acronym SDDP-TSto refers to the fact that this SDDP method solves stochastic programs with T°
stochastic, T being the number of stages.
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At iteration k, a realization of the number of stages and a sample for (&)i<¢<T,.., are generated.

ax?

Decisions z¥,t = 1,..., Thhax, are computed on this sample in a forward pass replacing (unknown)
function Q;(z;_1,1) by QF !(x,_1,1). In the backward pass of iteration k, decisions z¥ are then
used to compute coefficients 05, BF ¢ = 2, ... Tiax-

SDDP-TSto, Step 1: Initialization. Fix an integer N > 1. For t = 2,..., T, take for
QY(-,1) a known lower bounding affine function 69 + (8Y,-) for Q;(-,1). Set the iteration count k to
lLand Q) (1) =9% . ,(0)=0, Q)(-,0)=0,t =2,..., Tnax. Fix a parameter 0 < Tol < 1
(for the stopping criterion). Compute g, t = 2, ..., Tmax using (4) starting from ¢ = P(T = 2).

SDDP-TSto, Step 2: Forward pass. We generate a sample
(&1, DY), (&5, D5), ., (&, DF,L)):
from the distribution of
7k = ((gf’Dllc)a (553 D§)7 ceey (gév"maxv D’?“max)) ~ ((517 Dl)a (527 DQ); cey (ngax’ DTmax))7

with the convention that éf =&, D =1.
Cost = 0. t + 1.
While Df = 1, we compute an optimal solution z¥ of

(37) xigﬁgn{ft(xt,xf,l,ff) + O (@, 1)+ wp € Xo(af 1, €))

where 2§ = .
Costy, < Costy, + ft(zf,xf_1,§f)~

t+t+1.
End While
We compute an optimal solution xf of
(38) Iigﬂgn{ft(xtaxf—uéf) s mp € Xo(whop, )}
Costy, + Costy + fi(al, x|, €F).
t—t+1. R
While (¢t < Tipax — 1), we compute a feasible point f in X,(zF_;,£F).2
t+t+1.
End While

Upper bound computation: If £ > N compute

k E
_ 1 1 _
Costy, = N Z Cost;, 63 = N Z [Cost; — Costy]?
j=k—N+1 j=k—N+1
and the upper bound
- — 0
Uy = Costy, + Nk IN-1,1-a

where tn_11_¢ is the (1 — a)-quantile of the Student distribution with N — 1 degrees of freedom.

SDDP-TSto, Step 3: Backward pass. Let Qf(xt,l,Dt,l,ft, D;) be the function given by
(39) QF(x4-1,Dt—1,&,Dy) = iﬂ{lf{Dt—lft(xtaxt—laft) + OF (24, Dy) + mp € Xy(a-1,&)}

2For instance minimizing the null function while satisfying the constraints z+ € Xt (xffl, éf)
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Set Ql:crmax+1('a 1) = Ql%max+1(‘70) =0.
For t = T},ax down to t = 2,
Set QF(-,0) = 0.
For j=1,..., M,
Compute Qf(mf_l, 1,&:5,1) using representation (39) of Qf, compute

Qt(xitp 17&]'»0) = igf{ft(xtvxfflagtj) I € Xt(quyftj)},

compute a subgradient ij of Qf(, 1,&5,1) at 2F_; and a subgradient 'yfj of
(-, 1,&5,0) at Ty

End For
Compute
M,
0 = (1—a) Zptj (Qf(xf—h 1,&;,1) — </ij7$§—1>>
M, =
(40) ae Yo (Qul@k1,1,65,0) = (0l 2k,
= M, M,
sy = (1—a) Zptjﬂfj + g Zptj/%fj'
j=1 j=1
End For

Lower bound computation: compute the lower bound L, on the optimal value of (15) given
by
L, = inf{fi(x1,20,&) + Q5 (x1,1) : 1 € X1(0,61)}-
1

SDDP-TSto, Step 4: If K > N and U%i_f" < Tol then stop otherwise do k < k£ + 1 and go to
Step 2.

We now show that the cuts computed by SDDP-TSto are valid, that L, is a lower bound on the
optimal value of the problem and that the sequence of approximate first stage problems optimal
values converges almost surely to the optimal value of (15).

Theorem 4.1. Consider optimization problem (15) and assume that (H0) and (H1) hold. In the case
of linear problems (X as in (34)) assume that (H2-L) holds and in the case of nonlinear problems
(X as in (35)) assume that (H2-NL)-(a)-(e) holds. Consider the sequences (z§)g>1,t =1,..., Tiax
and (QF(-,1))k>0,t = 2,...,Tmax, generated by SDDP-TSto to solve the corresponding dynamic
programming equations (18), (19), (20), (21).

Assume that samples in the forward passes are independent: the sample

(€. D1), (&, D5). -, (4,..- D)

in the forward pass of iteration k is a realization of random vector

7k = ((gf’ le)? (557 DIZC)v cey (géc“max’D%nax))
which has the distribution of ((&1,D1), (&2, D2), ..., (&1,
Then
(i) fort =2,...,Tmax + 1, for all k >0, Q¥(-,1) is a lower bounding function for Q;(-,1): for
all ;1 we have Qy(x;_1,1) > QF(x;_1,1) almost surely.
(ii) Ly computed in Step 8 of SDDP-TSto is a lower bound on the optimal value of (15).

Dz, ) and v*,~2,... are independent.
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(iii) Almost surely the limit of the sequence (fi(z¥,x0,&1) + Q5 (a%,1))k>1 is the optimal value
of (15).
Proof. (i) The proof is by induction on k and ¢t. For k = 0, we have Q;(-,1) > QJ(-,1),t =
2, ..., Thmax + 1. Now assume that
(41) Qt(71) 2 Q?il('71)7t:27-"7Tmax+17

for some k > 1. We show by backward induction on ¢ that Q;(-,1) > QF(-,1),t =2, ..., Tnax+1. For
t = Trax+1 we have Q;(+,1) = QF (both functions are null). Now assume that Q;11(-,1) > OF (-, 1)
for some t € {2,..., Tax} (induction hypothesis). We want to show that

(42) (1) = Qi( 1),
The induction hypothesis, together with the definitions of Q; and Qf imply that forall j = 1,..., M;:
(43) Dt('71a§tj71) ng('7la§t]’71)'
Therefore, we get
(19) o o
(1) = (1-q) Zptjﬂt(‘a L&, 1) +a Zptjﬂt('a 1,&;,0),
j=1 j=1
(43) M, . M,
> (1-aq) Zptjgt (1,&,1) + Zptjgt('a 1, &5, 0),
j=1 j=1
(44) M,

Z (l_qt)zptj [gf(‘rf—hLEtjal)_'_ </Bf]a_zf—1>:|
j=1

My
+qt Zptj {Dt(xf—la 17€tja 0) + <71§7 t ‘rf—1>:| 3
=1

j
= 0F + (BF,.) by definition of 6, BF,

where for the second inequality we have used the subgradient inequality and the definition of ﬁfj, ’yfj.
Combining (41), (44), and the relation QF(-,1) = max(QF~1(-,1),0% +(8F,-)), we obtain (42), which
achieves the induction step and the proof of (i).

(ii) Tt suffices to observe that the optimal value of (15) is the optimal value of (14) and that, due
(i), Qo(x1,1) > Qk(x1,1) (recall that under our assumptions Qs does not depend on &1).

(iii) can be proved following the convergence proofs of SDDP from [38] in the linear case and from
[17] in the nonlinear case which apply under our assumptions. O

to

In the steps of SDDP-TSto above, we have not detailed the computation of ﬁfj and vfj. In the
linear and nonlinear settings mentioned above, the formulas for these coefficients are given below.
When & = &;, we will denote by Ayj, Byj, and by, ¢y the realizations of A, By, and b, ¢, respec-
tively.

Computation of ij and vfj in the nonlinear case. Formulas for cuts computed by SDDP
when X; is of form (35) are based on Lemma 2.1 in [17]. We recall these formulas below. For the
optimization problem

inf:ct ft(xta 13?_17 ftj) + Qf+1(xt? 1)
Atj-rt + Btjxf_l = btjv [/\fgl]

gt(zta If—la ft]) S 07 [:ufjl]
T € Xt,

Q?(xf—la 1a€tj7 1) =
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denote by xfjl an optimal solution, consider the Lagrangian

L(xta )‘7 12 mffla gtj) = ft(xta xffla gt]) + Qf+1 (xta 1) + )‘T(btj - Atj.’Et - Btjxffl) + l’LTgt('rh xf;la gtj>7

and optimal Lagrange multipliers (Af}, uf}). Similarly, for the optimization problem

inf:rt ft(xtv leffh ft])

Agjxy + Byjxf | = by, [)\?]2]
k2]

gt($t7$?71a§tj> S 07 [/j/t]
T € Xt,

Qt(xf—lv 17§tj70) =

denote by xff an optimal solution, consider the Lagrangian

L(xtv A;U;xf—lagtj) = ft($t7$f_1,§tj) + )\T(btj — Atj-Tt - Btjxf_l) =+ N“Tgt(xtaxf_l,ftj),
and optimal Lagrange multipliers (/\sz7 ij?),
Let f{yxkl(xfjl,xﬁhgtj) (resp. f{,zt,l(wff,xf,h&j)) be a subgradient of convex function
ft (xfjl’ K gtj) (resp. ft (513%2, K gtj)) at xf_l' Let gé:ivl’t—l (‘Tfjl’ zf—h ftj) (resp gt 1,Xp 1 (.’Esz, xf—h&ti))
be a subgradient of convex function gt,i(xfjl, -, &5) (resp. gt,i(wsz, &) at xt71~ With this notation,
setting

k k k
ﬂtg = fi Ty 1(mt]’xt—17£tj BT}‘ 1+Z/‘ gtzz, 1(xt]13xt 156t3)5
(45)
k k k k
'ij = ft/,a:t,l(xt]axtfl’gtj BT/\ 7+ Z:“ gt e 1(xtj2’$t 1:6t5)

then 5@- is a subgradient of Qf(, 1,&5,1) at zf_; and fytj is a subgradient of Q;(-,1,&:;,0) at zf_;.

Computation of ij and ’yfj in the linear case. Formulas for the cuts in the linear case are
well known and they can be seen as a special case of formulas (45). Indeed, in the linear case, we
have no functions g, functions f;(z¢, zi—1,&;) = cz;-xt do not depend on x;_1, and due to (H2-L)
there is no duality gap for the primal and dual subbproblems solved along the iterations of SDDP-
TSto. Therefore, we can still apply Lemma 2.1 in [17] on which formulas (45) are based and using
the notation of the previous paragraph we see that in the linear case, formulas (45) specialize to

(46) BE = —BEA and ~f, = —BEAR?

tj
which means that in the linear case, for ,Btkj and %kj given by (46), we have that ,ij is a subgradient
of Qi‘(, 1,&;5,1) at z¥ | and %kj is a subgradient of Q;(-, 1,&;,0) at zh

Simulation of SDDP-TSto policy. After running SDDP-TSto algorithm, we obtain approx-
imations Q,(-) of functions Qy(-,1) which define a policy which can be used to compute feasible
decisions on any trajectory (&) of (&) and realization of T' as follows. Recall that a realization of
random variable T induces a realization (D;) of stochastic process (D;) given by (2) with distribu-
tion given by (4). Starting from stage ¢ = 1 and while realization D, of Dy is not null, given decision
x¢—1 computed for the previous stage, we compute decision x; for stage ¢ solving (recall (20)):

iglﬁltf{ft(fl?t, xi-1,&) + @t+1(xt) Dxy € Xolwi1, &)}

When we reach the first stage ¢ where realization D; of D, is null, we are at the final stage and
compute z; solving

i;ltf{ft(lﬂt,,ft_l,gt) S Xt(zt—hgt)}'
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5. NUMERICAL EXPERIMENTS: PORTFOLIO SELECTION WITH A RANDOM INVESTMENT PERIOD

5.1. SDDP-TSto for the portfolio problem. We consider the portfolio problem given in Section
3.2 and the corresponding dynamic programming equations (31), (32), (33) when the number of
stages is stochastic. We now specialize the SDDP-TSto algorithm applied to these DP equations.
In particular, we explain how to compute coefficients "ytkj and ﬁfj for this problem.

In the forward pass of SDDP-TSto, problem (37) becomes

(47) inf {OF M(wy,1) ¢ mp € Xy(ah_ |, ER)}

xiER™

while problem (38) specializes to

n+1
(48) Jinf (B> & (an(@)] = @ € Kol 1, ).

The backward pass is given below.

Backward pass of SDDP-TSto for the portfolio problem. Set Ql%maxﬂ(" 1) =0.
For t = T,ax down to t = 2,
For j=1,..., My,
Solve the optimization problem
n+1
inf{—E[Y &1 (D (i)] : w0 € Xa(wf_y, &)},
i=1
with Lagrangian L(xy, y, 2¢, A1, 41, 01) given by
n+1
. . —Yt + 2¢
_E A , -
[1‘; S (D (0] + < 16t 0 Tt—1 — Tt ¥ { (e — nt)Tyt —(e+ Vt>TZt ]>

+ (1, ye — & (1 n) o1 (1;m)) 4 (61,201 n) — (Efme—1)u)

where e is a vector in R™ of ones, \; € R"*! 11,8, € R”, and for vectors z, y,
the vector = oy has components (z o y)(i) = z(i)y(i) and (z,y) = 2Ty.

For this Lagrangian, let (A}, ufy;,61;;) be optimal Lagrange multipliers.
Solve the optimization problem

inf{Q?Jrl(xtv 1)z € Xt(mfflvgtj)},

with Lagrangian L(xy, y, ¢, A2, fi2, d2) given by

k —Yt + 2t
Ty, 1)+ ( Aoy & 0me 1 —x +
Qt+1( t ) 2 gtg t—1 t (e_nt)Tyt_ (e+Vt)TZt :|>

+ (p2,yr — &i(1:n) oxe—q(1;n)) + (02, 2¢(1 : ) — (55%—1)“)

where e is a vector in R™ of ones, Ao € R"*1, 115, 5, € R”.
For this Lagrangian, let ()\étj, uétj7 5§tj) be optimal Lagrange multipliers.
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Compute?
k k T sk Hlf j
Vi = (Altj —(u 51tj)e - [ Otj } ) o &y,
k
Btkj = (/\gtj - (U’Tégtj)e - [ M(Q)tj } ) o &,

where e is a vector in R™*! of ones.

End For
Compute*
M, M
0F =0 and BF = (1 — q) Zptjﬁtkj +qt Zptj'ij-
j=1 Jj=1
End For

5.2. Numerical results. Our goal in this section is to compare SDDP run on an optimization
period of Thax stages (i.e., where we assume that the number of stages is known and fixed to Tpax)
and SDDP-TSto on the risk-neutral portfolio problem with direct transaction costs given in Section
3.2. All subproblems in the forward and backward passes of SDDP and SDDP-TSto were solved
numerically using the interior point solver of the Mosek Optimization Toolbox [1] and the Matlab
code was run on a Xeon E5-2670 processor with 384 GB of RAM. The following parameters are
chosen for our experiments.

Distributions of T' and of returns (&;). We consider two distributions for random variable
T: a uniform distribution over the set {2,3,...,Thmaxt and a truncated exponential discretized
distribution. The reason for choosing this latter distribution for a portfolio problem is motivated by
reference [9], where the lifetime of more than 25 000 publicly traded North American companies, from
1950 to 2009, was analyzed. It was shown that mortality rates are independent of the company’s age,
the typical half-life of a publicly traded company is about a decade, and the exponential distribution
is a good fit for the lifetime of these companies on this period. Therefore, for such companies,
the exponential distribution makes sense for the duration of an optimization period of a portfolio
problem. However, since the number of stages is almost surely in the set {2, ..., Tihax }, instead of an
exponential distribution, we take for T" a translation of a discretization of an exponential distribution
conditioned on the event that this exponential distribution belongs to [%, Trnax — %} In what follows,
we call that distribution truncated exponential discretized.> More precisely, let X ~ £()\) be the
exponential distribution with parameter A = 0.15 with expectation E[X] = % ~ 6.67. Setting
Y = X|A where A is the event A = {w: 1 < X(w) < Tyyax — 3} and defining the random variable
T by T=t+1if and only if ¢t — % <Y <t+ % fort =1,...,Tmax — 1, then the distribution of the

3In the notation of the previous section, —By; = (Diag({tj); [Diag(&;(1 : n)),0[; —ufz;) and therefore using (46),
we get

’ij = Diag(ftj)Alftj - (uTélftj)Etj - { Diag(&; ((1) OIS }

Yo
= </\Iftj - (uT(S’ft].)e - [ Bt] :| ) 0&3‘,

and similarly for ij.

40bserve that the intercept for the cuts is zero for that application.

5Considering the values chosen for the realizations of the returns and today’s “usual” asset returns, we can consider
that a stage corresponds to a few years and that the maximal duration of the optimization period Timax = 10 is a few
decades.
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FIGURE 2. Histogram of the distribution of T with support {2,...,Tmax} =
{2,...,10} and density of 2 + £(\) (in dotted line) on the interval [2,10] with
A =0.15.

number of stages T is given by

1 1 Pt—3i<X<t+l) e M3 e t+3)
P(T=t+1)=P(t 2§Y<t+2)— A = T T
fort =1,...,Timax — 1. The histogram of the distribution of T" when T}, = 10 is represented in
Figure 2 together with the graph of the density of 2+ X over the interval [2, 10].

The return of the risk-free asset n + 1 is 1.01 for every stage. Returns &,t = 2,...,Thax,
have discrete distributions with M; = M realizations, each having probability % and realizations
&1 :m), &1 (1 : m),...,&m(1 : n) obtained sampling from a normal distribution with mean and
standard deviation chosen randomly in respectively the intervals [0.9, 1.4] and [0.1,0.2].

Remaining parameters of the portfolio problem. The initial portfolio o has components
xo(i),i = 1,...,n + 1, uniformly distributed in [0,1000] (vector of initial wealth in each asset).
Transaction costs are known with v4(7) = u:(7) obtained sampling from the distribution of the ran-
dom variable 0.08 + 0.06 cos(2:Ur,,,.) where Ur,,, . is a random variable with a discrete distribution

over the set of integers {1,2,...,Tmax}. The largest position in any security is set to 80%, i.e.,
u(i) =08 fori=1,...,n.

Parameters of SDDP and SDDP-TSto methods. Using the notation of the previous sec-
tion, SDDP and SDDP-TSto are run with parameters N = 400, a = 0.05, and Tol=0.05.

Comparing SDDP and SDDP-TSto policies on Monte-Carlo simulations.

We consider 6 instances of the portfolio problem with random number of stages T' that we have
just presented where the distribution of T is either the truncated exponential discretized distribution
given above or the uniform distribution on the set {2. .., Tyax}. For each distribution of T', we take 3
values for (Tinax, 7, M) given in Table 2. This defines 6 instances for which we compute two policies.

The first policy, denoted by SDDP, is obtained running SDDP on the portfolio problem assuming,
as has usually been the case so far in applications of stochastic programming, that the number of
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stages is fixed. Since we need a policy defined for all possible stages from ¢ = 1 to ¢t = T}ax, this
SDDP policy is obtained running SDDP on a portfolio problem with a deterministic number of
stages fixed to Tiax-

The second policy is obtained running the SDDP-Tsto algorithm from Section 4.2 on the portfolio
problem with random number of stages T'. With a slight abuse of notation, we call the corresponding
policy SDDP-TSto.

For each instance, we then simulate SDDP and SDDP-TSto policies on 5 000 scenarios for
((D1,&1), (D2,&),.. (D1, s €T, ). For each instance, the empirical mean income with both
policies on these 5 000 scenarios is given in Table 2. We see that, as expected, the mean income is
larger (sometimes much larger) with SDDP-T'Sto. We also report in this table the p-value of the
paired Student t-test

(49) Hy : E[Igppp] > EUSpDP-TStol against Hi : E[lspppl < E[Isppp-TStol,

computed using the 5 000 realizations of income of SDDP-TSto and SDDP policies. In this test,
Igppp and Igppp-TSto are the income with respectively SDDP and SDDP-TSto policies. We
observe that for the three instances the p-value is small. More precisely, on four instances the p-
value is less than 5% meaning that at the significance level 5%, we accept for these instances the
hypothesis Hy, i.e., the hypothesis that the mean income with SDDP-TSto is greater than the mean
income with SDDP policy. For the remaining two instances, the p-values are 6.8% and 7.2%, i.e., we
accept for these 2 instances the hypothesis that SDDP-TSto income is higher than SDPP income at
any significance level above 7.2%.

Remark 5.1. We performed the same Monte Carlo simulations on several other instances with
larger values of n and M. For all our experiments, the empirical mean income with SDDP-TSto was
higher than the empirical mean income with SDDP but the p-value of paired t-test (49) could be as
high as 0.4. From these experiments, it seems that the larger the size of the deterministic equivalent
(in particular the larger n and M), the larger the standard deviation of the income and therefore
the less paired t-test (49) will accept (at the significance level 5%) the hypothesis that SDDP-TSto
income is higher.

Comparing the empirical distribution of the solution time for SDDP and SDDP-TSto.

When we face a multistage stochastic program with a random number of stages T with support
the set of integers {2,3,...,Tmax}, wWe also expect SDDP-TSto policy to be computed quicker than
SDDP policy, recalling that the latter is obtained running SDDP assuming the number of stages is
fixed and equal to Tax. Indeed, in the forward pass of iteration k of SDDP-TSto, once we reach the
first stage to such that Dfm = 0, for subproblems of subsequent stages t > ¢, the objective function
is null, i.e., all that the trial points have to satisfy is to be feasible. In the case of our portfolio
problem, we can even obtain a drastic reduction in the time needed to compute SDDP-TSto policy
as can be seen on Figure 3 which reports the empirical distribution of the computational time needed
to solve instances of the portfolio problem (with truncated exponential discretized distribution for
T) 10 times with SDDP and SDDP-TSto. Accross the 10 runs, the time needed to compute a given
policy does not vary much and the computational bulk with SDDP-TSto is around 10 times inferior
to the computational bulk with SDDP.

Summary of the advantages of the proposed methodology and solution method.
So far, to our knowledge, stochastic programs with a random number of stages had not been

considered in the stochastic programming community. Therefore, in the presence of a multistage
stochastic program with a random number T of stages upper bounded by Ti,.x, the traditional
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Empirical mean Empirical mean
Distribution of T Thmax | 0 | M income income p-value
SDDP-TSto SDDP
Uniform 10 |10 50 14 973 14 563 0.035
on 2,...,Thax
Truncated 10 |10/ 50 12 466 12 138 0.002
exponential discretized
Uniform 10 |20 50 34 410 33 875 0.072
on 2,...,Thax
Truncated 10 |20/ 50 32 783 31 121 6.5%10-
exponential discretized
Uniform 10 | 10| 100 12 977 12 797 0.068
on 2,...,Thax
Truncated 20 |10 20 24 181 23 700 0.040
exponential discretized

TABLE 2. Empirical mean income for SDDP-T'Sto and SDDP policies on 6 instances
of the portfolio problem with a random number of stages and p-values of the test
Hy - ElIsppp] = EISDDP-Tstol against Hi : Ellsppp] < ESppDP-Tsto] for
these instances, on the basis of samples of size 5 000 of the income of SDDP-TSto
and SDDP policies. In Hy and Hy, Igppp and Igppp.-TSto are the income with
respectively SDDP and SDDP-TSto policies.

approach would be in fact to ignore the stochasticity of T', to assume that the number of stages
is fixed to Tmax so that a policy can be defined for all possible stages t = 1,2,...,Thax, and, as
long as the problem is convex, a popular approach to solve such a problem would be to use SDDP.
Compared to this approach, the tools proposed in this article offer the following advantages:

e The Dynamic Programming equations written in Section 2 define the appropriate Bellman
functions for the problem under consideration, which, obviously, yield an optimal cost lower
than the one obtained using Bellman functions defined by Dynamic Programming equations
for a problem with Ty, fixed stages. Observe also that the model and Dynamic Program-
ming equations of Section 2 do not require any assumption of convexity.

e If the stochastic program is convex and as long as SDDP-TSto algorithm given in Section
4 and SDDP (run on the Dynamic Programming equations with Ti,.x fixed stages) are run
for a sufficient amount of iterations to satisfy a stopping criterion with small values of a and
Tol, SDDP-TSto policy will be better (and can be much better) than SDDP policy, see the
experiments reported in this section on the portfolio problem.

e We expect SDDP-TSto policy to be computed quicker than SDDP policy (the latter being
run on a problem with Tj,.x stages). For our portfolio problem with a random number of
stages, SDDP-TSto was computed up to 10 times faster than SDDP, see Figure 3.

6. CONCLUSION

We introduced the class of multistage stochastic programs with a random number of stages. We
explained how to write dynamic programming equations for such problems and detailed the SDDP
algorithm to solve these dynamic programming equations. We have shown the applicability and
interest of the proposed models and methodology for portfolio selection.

As a future work, it would be interesting to consider more general “hybrid” stochastic programs
with transition probabilities between objective and cost functions, meaning that at each stage not
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only parameters but also cost and constraint functions are random, possibly depending on past
values of parameters and cost and constraint functions. Other possible extensions could consider
stages of random durations or problems where decisions are only taken at random times driven by
an exogenous stochastic process. The random times at which these decisions would be taken could
also depend on previous decisions. Finally, it would be interesting to use the proposed models and
methodology for other applications, for instance Asset Liability Management or the applications
mentioned in the introduction.
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