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This is the first of the two companion papers which treat an infinite time horizon heredi-
tary portfolio optimization problem in a market that consists of one savings account and
one stock account. Within the solvency region, the investor is allowed to consume from the
savings account and can make transactions between the two assets subject to paying capi-
tal gain taxes as well as a fixed plus proportional transaction cost. The investor is to seek an
optimal consumption-trading strategy in order to maximize the expected utility from the
total discounted consumption. The portfolio optimization problem is formulated as an
infinite dimensional stochastic classical-impulse control problem. The quasi-variational
HJB inequality (QVHJBI) for the value function is derived in this paper. The second pa-
per contains the verification theorem for the optimal strategy. It is also shown there that
the value function is a viscosity solution of the QVHJBL.
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1. Introduction

This is the first of the two companion papers (see [1] for the second paper) which treat
an infinite time horizon hereditary portfolio optimization problem in a financial market
that consists of one savings account and one stock account. It is assumed that the savings
account compounds continuously with a constant interest rate r > 0 and the unit price
process, {S(t), t = 0}, of the underlying stock follows a nonlinear stochastic hereditary
differential equation (see (2.5)) with an infinite but fading memory. The main purpose
of the stock account is to keep track of the inventories, (i.e., the time instants and the
base prices at which shares were purchased or short-sold) of the underlying stock for
purpose of calculating the capital gain taxes, and so forth. In the stock price dynamics,
we assume that both f(S;) (the mean rate of return) and g(S¢) (the volatility coefficient)
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depend on the entire history of stock prices S; over the time interval (—oo,t] instead
of just the current stock price S(¢) at time ¢ > 0 alone. Within the solvency region ¥
(to be defined in (2.29)) and under the requirements of paying fixed plus proportional
transaction costs and capital gain taxes, the investor is allowed to consume from his sav-
ings account in accordance with a consumption rate process C = {C(t), t = 0} and can
make transactions between his savings and stock accounts according to a trading strategy
T ={(z(1),(()), i = 1,2,...}, where 7(i), i = 0,1,2,... denotes the sequence of transac-
tion times and {(i) stands for quantities of the transaction at time 7(i) (see Definitions
2.4 and 2.5).

The investor will follow the following set of consumption, transaction, and taxation
rules (Rules 1-6). Note that an action of the investor in the market is called a transaction
if it involves trading of shares of the sfock such as buying and selling.

Rule 1. At the time of each transaction, the investor has to pay a transaction cost that
consists of a fixed cost ¥ >0 and a proportional transaction cost with the cost rate of
u = 0 for both selling and buying shares of the stock. All the purchases and sales of any
number of stock shares will be considered one transaction if they are executed at the same
time instant and therefore incur only one fixed fee x¥ > 0 (in addition to a proportional
transaction cost).

Rule 2. Within the solvency region ¥, the investor is allowed to consume and to borrow
money from his savings account for stock purchases. He can also sell and/or buy back at
the current price shares of the stock he bought and/or short-sold at a previous time.

Rule 3. The proceeds for the sales of the stock minus the transaction costs and capital gain
taxes will be deposited in his savings account and the purchases of stock shares together
with the associated transaction costs and capital gain taxes (if short shares of the stock are
bought back at a profit) will be financed from his savings account.

Rule 4. Without loss of generality, it is assumed that the interest income in the savings
account is tax-free by using the effective interest rate r > 0, where the effective interest
rate equals the interest rate paid by the bank minus the tax rate for the interest income.

Rule 5. At the time of a transaction (say ¢ > 0), the investor is required to pay a capital
gain tax (resp., be paid as a capital-loss credit) in the amount that is proportional to the
amount of profit (resp., loss). A sale of stock shares is said to result in a profit if the current
stock price S(t) is higher than the base price B(t) of the stock and it is a loss otherwise. The
base price B(t) is defined to be the price at which the stock shares were previously bought
or short-sold, that is, B(t) = S(¢t — 7(t)) where 7(¢t) > 0 is the time duration for which
those shares (long or short) have been held at time t. The investor will also pay capital
gain taxes (resp., be paid as capital-loss credits) for the amount of profit (resp., loss) by
short-selling shares of the stock and then buying back the shares at a lower (resp., higher)
price at a later time. The tax will be paid (or the credit will be given) at the buying back
time. Throughout the end, a negative amount of tax will be interpreted as a capital loss
credit. The capital gain tax and capital loss credit rates are assumed to be the same as § > 0
for simplicity. Therefore, if [m| (m > 0 stands for buying and m < 0 stands for selling)
shares of the stock are traded at the current price S(t) at the base B(t) = S(t — 7(t)), then
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the amount of tax due at the transaction time is given by
|m|B(S(t) — S(t —7(1))). (1.1)

Rule 6. The tax and/or credit will not exceed all other gross proceeds and/or total costs of
the stock shares, that is,

m(1—p)S(t) = fm|S(t) = S(t—(t)) |, ifm=>0,
(1.2)
m(1+u)S(t) < Bm|S(t) - S(t—7(1))|, ifm<0,

where m € R denotes the number of shares of the stock traded with m > 0 being the
number of shares purchased and m < 0 being the number of shares sold.

Convention 1. Throughout the end, we assume that g+ f < 1.

Under the above assumptions and Rules 1-6, the investor’s objective is to seek an opti-
mal consumption-trading strategy (C*,J *) in order to maximize

EH: e“”%(t)dt], (1.3)

the expected utility from the total discounted consumption over the infinite time hori-
zon, where § > 0 represents the discount rate and 0 < y < 1 represents the investor’s risk
aversion factor.

Due to the fixed plus proportional transaction costs and the hereditary nature of the
stock dynamics and inventories, the problem will be formulated as a combination of a
classical control (for consumptions) problem and an impulse control (for the transac-
tions) problem in infinite dimensions. A classical-impulse control problem in finite di-
mensions is treated in [2]. In this paper a quasi-variational Hamilton-Jocobi-Bellman
inequality (QVH]JBI) for the value function together with its boundary conditions is de-
rived. The second paper (see [1]) establishes the verification theorem for the optimal
investment trading strategy. In there, it is also shown that the value function is a viscosity
solution of the QVHJBI (see (QVHJBI ()) in Section 4.3.4). Due to the complexity of
the analysis involved, the uniqueness result and finite-dimensional approximations for
the viscosity solution of (QVHJBI ()) will be treated separately in a future paper.

In recent years, there has been extensive amount of research on the optimal
consumption-trading problems with proportional transaction costs (see, e.g., [3-6], and
references contained therein) and fixed plus proportional transaction costs (see, e.g., [7])
within the geometric Brownian motion financial market. In all these papers, the objec-
tive has been to maximize the expected utility from the total discounted or averaged con-
sumption over the infinite time horizon without considering the issues of capital gain
taxes (resp., capital loss credits) when stock shares are sold at a profit (resp., loss). In dif-
ferent contents, the issues of capital gain taxes have been studied in [8-15], and references
contained therein. In particular, [9, 10] considered the effect of capital gain taxes and
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capital loss credits on capital market equilibrium without consumption and transaction
costs. These two papers illustrated that under some conditions, it may be more profitable
to cut one’s losses short and never to realize a gain because of capital loss credits and cap-
ital gain taxes as some conventional wisdom will suggest. In [8] the optimal transaction
time problem with proportional transaction costs and capital-gain taxes was considered
in order to maximize the long-run growth rate of the investment (or the so-called Kelley
criterion), that is,

lim %E[log vl (1.4)

where V(1) is the value of the investment measured at time ¢ > 0. This paper is quite dif-
ferent from ours in that the unit price of the stock is described by a geometric Brownian
motion, and all shares of the stock owned by the investor are to be sold at a chosen trans-
action time and all of its proceeds from the sale are to be used to purchase new shares of
the stock immediately after the sale without consumption. Fortunately due to the nature
of the geometric Brownian motion market, the authors of that paper were able to obtain
some explicit results.

In recent years, the interest in stock price dynamics described by stochastic delay equa-
tions has increased tremendously (see, e.g., [16, 17]). To the best of the author’s knowl-
edge, this is the first paper that treats the optimal consumption-trading problem in which
the hereditary nature of the stock price dynamics and the issue of capital gain taxes are
taken into consideration. Due to drastically different nature of the problem and the tech-
niques involved, the hereditary portfolio optimization problem with taxes and propor-
tional transaction costs (i.e., ¥ = 0 and y,» > 0) remains to be solved.

This paper is organized as follows. The description of the stock price dynamics, the
admissible consumption-trading strategies, and the formulation of the hereditary port-
folio optimization problem are given in Section 2. In Section 3, the properties of the con-
trolled state process are further explored and corresponding infinite-dimensional Mar-
kovian solution of the price dynamics is investigated. Section 4 contains the derivations
of the QVH]JBI together with its boundary conditions (QVHJBI ()) using a Bellman-
type dynamic programming principle.

The verification theorem for the optimal consumption-trading strategy and the proof
that the value function is a viscosity solution of the (QVHJBI ()) are contained in the
second paper [1].

2. The hereditary portfolio optimization problem
Throughout the end, we use the following convention.

Convention 2. Ift > 0 and ¢ : R — R is a measurable function, define
¢r:(—00,0] — R by ¢:(0) =p(t+0), 6 (—,0]. (2.1)
2.1. Hereditary price structure with infinite memory. Throughout the end of this pa-

per, let p: (—c0,0] — [0, o) be the influence function with relaxation property that satisfies
the following conditions.
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Condition 1. p is summable on (—0,0], that is, 0 < f?wp(e)dﬁ < 00,

Condition 2. For every A < 0, one has

= p(O+1) - p(6)
K(1) =ess su <K< o, K(A) =ess su < o, (2.2)
96(75,0] p(0) 96(75,0] p(60+A)

Under Conditions 1-2, it can be shown that p is essentially bounded and strictly posi-
tive on (—o0,0]. Furthermore,

91im 0p(0) = 0. (2.3)
The following are two examples of p : (—c0,0] — [0, 00) that satisfy Conditions 1 and
2:
(i) p(6) =€,
(i) p(0) =1/(1+6?), —00 <6 < 0.
Let R x L3(~00,0) (or simply R X Lj for short) be the history space of the stock price
dynamics, where L} is the class of p-weighted Hilbert space of measurable functions ¢ :
(—0,0) — R such that

0
| 1o@p6)d0 < . (2.4)

For t € (-0, 0), let S(t) denote the unit price of the stock at time . It is assumed that
the unit stock price process {S(t), t € (—o0,00)} satisfies the following stochastic heredi-
tary differential equation with an infinite but fading memory:

dAS(t) = S| £(S)dt+g(S)dW(D)], t=0. (2.5)

In the above equation, the process { W(t), t > 0} is one-dimensional standard Brownian
motion defined on a complete filtered probability space (Q, %, P;F), where F = {&(t), t >
0} is the P-augmented natural filtration generated by the Brownian motion {W (), t >
0}. Note that f(S;) and g(S;) in (2.5) represent, respectively, the mean growth rate and the
volatility rate of the stock price at time ¢ > 0. Note that the stock is said to have a hereditary
price structure with infinite but fading memory because both the drift term S(#) f(S;) and
the diffusion term S(¢)g(S;) in the right-hand side of (2.5) explicitly depend on the entire
past history prices (5(£),S;) € R x L} in a weighted fashion by the function p satisfying
Conditions 1-2.
Note that we have used the following notation in the above:

Ri=[0,0), L ,={pcL|¢(0)=0V0e (-0} (2.6)

It is assumed for simplicity and to guarantee the existence and uniqueness of a strong
solution S(t), t = 0, that the initial price function (S(0),Sy) = (¥(0),y) € R, X L§,+ is
given and the functions f,g: Lﬁ — [0,00) are continuous, and satisfy the following Lip-
schitz and linear growth conditions (see, e.g., [18-22] for the theory of stochastic func-
tional differential equations with an infinite or a bounded memory).
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Assumption 2.1 (linear growth condition). There exists a constant ¢; > 0 such that

0= [¢(0)f(§)+¢(0)g(¢)| <cr(1+[[(¢(0):9)I]) V($(0),¢) €Ryx L7, (27)

Assumption 2.2 (Lipschitz condition). There exists a constant ¢, > 0 such that

[4(0)f () —9(0)f(9) | + |$(0)g(¢) — 9(0)g(9) |

(2.8)
< al[(¢(0),9) = (9(0),9)[| ¥ (4(0),), ((0),9) € R X L,
where
0
160,601 = 190"+ [_19(0) "p(eras. 29)
Assumption 2.3. There exist positive constants « and ¢ such that
0<r<f(¢)<a, 0<o<g(¢), ngeLfM. (2.10)

Note that the lower bound of the mean rate of return f in Assumption 2.3 is imposed
to make sure that the stock account has a higher mean growth rate than the interest rate
r >0 for the savings account. Otherwise, it will be more profitable and less risky for the
investor to put all his money in the savings account for the purpose of optimizing the
expected utility from the total consumption.

Although the modeling of stock prices is still under intensive investigations, it is not the
intention of this paper to address the validity of the model stock price dynamics treated
in this paper but to illustrate the hereditary optimization problem that is explicitly de-
pendent upon the entire past history of the stock prices for computing capital gain taxes
or capital loss credits. The term “hereditary portfolio optimization” is therefore coined in
this paper for the first time. We, however, mention here that stochastic hereditary equa-
tion similar to (2.5) was first used to model the behavior of elastic material with infinite
memory and that stochastic functional differential equations with bounded memory have
been used to model stock price dynamics in option pricing problems (see [16, 17]).

It can be shown that, for each initial historical price function (y(0),y) € R, X Lf,’ o
the price process {S(t), t = 0} is a positive, continuous, and F-adapted process defined on
(Q, %, P;F) but it is not Markovian with respect to any filtration that makes sense. For this
reason, we frequently consider the corresponding R, X Lf,) +-valued process {(S(¢),S;), t =
0} instead of the real-valued process {S(t), t > 0}. However, following approaches similar
to that of [20, Section 3], it can be shown under Conditions 1-2 and Assumptions 2.1-2.3
that the R, X Lf,, +-valued process {(S(1),S;), t = 0} is strong Markovian with respect to
the filtration G, where G = {%4(¢), t = 0} is the filtration generated by {S(¢), t = 0}, that
is,

G(t)=0(S(s), 0<s<t)(=0((S(s),S5), 0 <s<t)), Vt=0. (2.11)

We also note here that, since security exchanges have only existed in a finite past, it is
realistic but not technically required to assume that the initial historical price function
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(y(0), ) has the property that

y(0)=0 V6 < 6 <0 for some 0 < 0. (2.12)

2.2. The stock inventory space. The space of stock inventories, N, will be the space of
bounded functions & : (—0,0] — R of the following form:

[

£(0) = > n(=k)1iz-k (), O € (=00,0], (2.13)
k=0

where {n(-k), k =0,1,2,...} is a sequence in R with n(—k) = 0 for all but finitely many
k,

—co< - <7(=k)<---<1(-1)<7(0) =0, (2.14)

and 1;,(_g); is the indicator function at 7(—k).

Note that the function & : (—c0,0] — R defined above denotes the inventory of the
investor’s stock account. In particular, when 6 = 7(—k), £(6) = n(—k) is the number of
shares of the stock purchased (resp., short-sold) if n(—k) > 0 (resp., n(—k) < 0) at time
7(=k), of course £(0) = 0if 0 +# (k) forall k = 0,1,2,....

Let || - |ly (the norm of the space N) be defined by

I1€llNn = sup]lf(e)l, VEEN. (2.15)

fe(—,0

As illustrated in Sections 2.3 and 2.5, N is the space in which the investor’s stock in-
ventory lives. The assumption that n(—k) = 0 for all but finitely many k implies that the
investor can only have finitely many open positions in his stock account. However, the
number of open positions may increase from time to time. Note that the investor is said
to have an open long (resp., short) position at time 7 if he still owns (resp., owes) all or
part of the stock shares that were originally purchased (resp., short-sold) at a previous
time 7. The only way to close a position is to sell what he owns and buy back what he
owes.

If : R — R is a bounded function of the form

nt) = > nk)luy(t), —o<t<oo, (2.16)
k=—co
where
—c0<---<7(=k)<---<0=1(0)<7t(1)<---<T(k) < -+ <00, (2.17)

then for each t > 0, we define, using Convention 2, the function #; : (—,0] — R by

n:(0) = n(t+6), 0 € (—o0,0]. (2.18)
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In this case,

0 Q(t)
n(0) = > n()lggy(t+60) = > n(k)liwy(0), 6€(—,0], (2.19)

k=—c0 k=—c0

where Q(t) = sup{k =0 | 7(k) < t}.

2.3. Consumption-trading strategies. Let (X(0—),Np_,S(0),S0) = (x,&,¢(0),y) € R X
N x R, X LIZJ) .+ be the investor’s initial portfolio immediately prior to ¢t = 0. That is, the
investor starts with x € R dollars in his savings account, the initial stock inventory,

[eY]

£0) = > n(—k)1i -k (0), 6€(-,0), (2.20)

k=0

and the initial profile of historical stock prices (y(0),¥) € R, X L/ZJ,+’ where n(—-k) >0
(resp., n(—k) < 0) represents an open long (resp., short) position at 7(—k). Within the
solvency region & (see (2.29)), the investor is allowed to consume from his savings account
and can make transactions between his savings and stock accounts under Rules 1-6 and
according to a consumption-trading strategy 7 = (C,J ) defined below.

Definition 2.4. The pair m = (C,7) is said to be a consumption-trading strategy if
(i) the consumption rate process C = {C(¢), t = 0} is a nonnegative G-progressively
measurable process such that

T
I C(t)dt< o P-as. VT >0; (2.21)
0

(it) T = {(7(9),{(i)), i = 1,2,...} is a trading strategy with (i), i = 1,2,..., being a
sequence of trading times that are G-stopping times such that

0=70)<7(l)<---<7(i)<-"~, lim7(i) = o P-as., (2.22)

1— 00

and foreachi=0,1,...,
(@) =(....,m@i—k),...,m(@i—2),m(i — 1),m(i)) (2.23)

is an N-valued 9(7(7))-measurable random vector (instead of a random variable in R)
that represents the trading quantities at the trading time 7(i). In the above, m(i) > 0 (resp.,
m(i) < 0) is the number of stock shares newly purchased (resp., short-sold) at the current
time 7(i) and at the current price of S(z(i)) and, for k = 1,2,..., m(i — k) > 0 (resp., m(i —
k) < 0) is the number of stock shares bought back (resp., sold) at the current time 7(i) and
at the current price of S(7()) in his open short (resp., long) position at the previous time
7(i — k) and at the base price of S(7(i — k)).

For each stock inventory & of the form expressed (2.13), Rules 1-6 also dictate that the
investor can purchase or short sell new shares and/or buy back (resp., sell) all or part of
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what he owes (resp., owns). Therefore, the trading quantity {m(—k), k =0,1,...} must
satisfy the constraint set R(£) C N defined by

R(E) = {( EN|{=D> m(=k)1z(-ky, —00 <m(0) < oo,
k=0
either n(—k) >0, m(—k) <0, n(—k)+m(—k) = 0 (2.24)

or n(—k) <0, m(—=k) =0, n(—k)+m(—k) <0 fork > 1}.

2.4. Solvency region. Throughout the end of this paper, the investor’s state space S is
taken to be S = R X N X R, X Lgﬁ. An element (x,&,w(0),y) € S is called a portfolio,
where x € R is investor’s holding in his savings account, & is the investor’s stock inventory,
and (y(0),¥) € Ry X Lf), + 1s the profile of historical stock prices. Define the function
H,:S — R as follows:

Hi(x,&,v(0),¥) = max {G,(x,&,v(0),¥), min{x,n(—k), k =0,1,2,... }}, (2.25)

where G, : S — R is the liquidating function defined by

Me

[ min{(1 —u)n(=k),(1+wn(-k)}y(0)
0 (2.26)

—n(=k)B(y(0) —y(r(=k)))].

Ge(%,&Evw(0),¥) =x—x+
k

In the right-hand side of the above expression,

x — x = the amount in his savings account after

. . 2.27
deducting the fixed transaction cost «; ( )

and for each k =0,1,...,

min {(1 — p)n(—k),(1+u)n(—k)}y(0)
= the proceed for selling n(—k) > 0 or buying back n(—k) <0

shares of the stock net of proportional transactional cost;

= n(=k)B(y(0) - y(z(-k)))
= the capital gain tax to be paid for selling the n(—k)

shares of the stock with the current price of ¥(0) and base price of y (7(—k)).
(2.28)

Therefore, G¢(x,&,¥(0),y) defined in (2.26) represents the cash value (if the assets can
be liquidated at all) after closing all open positions and paying all transaction costs (fixed
plus proportional transactional costs) and taxes.
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The solvency region & of the portfolio optimization problem is defined as
Fe=1{(65y(0),y) €S| He(x.§,y(0),y) = 0}

(2.29)
= {(x.&y(0),y) €S| Ge(x,&y(0),y) =0} US,,

where S; = R, X N; X R, ><M§,Jr andN; = {£eN|&(0) =0, VO € (—»,0]}.
Note that within the solvency region &\, there are positions that cannot be closed at all,
namely, those (x,&,y(0),¥) € ¥ such that

(%,&,v(0),y) €84, Gy (x,&,v(0),v) <0. (2.30)

This is due to the insufficiency of funds to pay for the transaction costs and/or taxes, and
so forth. Observe that the solvency region ¥, is an unbounded and nonconvex subset of
the state space S. The boundary 0¥ will be described in detail in Section 4.3.

2.5. Portfolio dynamics and admissible strategies. Attime ¢ > 0, the investor’s portfolio
in the financial market will be denoted by the quadruplet (X(#),N;,S(¢),S;), where X ()
denotes the investor’s holdings in his savings account, N; € N is the inventory of his stock
account, and (S(¢),S;) describes the profile of the unit prices of the stock over the past
history (—oo,t] as described in Section 2.1.

Given the initial portfolio

(X(O_))N07>S(0):SO) = (x,f,l//(()),l//) €S (231)

and applying a consumption-trading strategy 7 = (C,J) (see Definition 2.4), the portfo-
lio dynamics of {Z(t) = (X(#),N:,S(t),S), t = 0} can then be described as follows.

Firstly, the savings account holding {X(¢), t = 0} satisfies the following differential
equation between the trading times:

dX(t) =[rX(@)-C)]dt, (i) <t<z(i+1), i=0,1,2,..., (2.32)
and the following jumped quantity at the trading time 7(i):

X(r(i)) =X(r(i) —) —x

[Me

m(i—k)[(1 = w)S(z (i) - B(S(r(D))

=~
Il
(=]

= S(7(i = k))) |1 in(i—k)>0, ~n(i—k) <m(i—k)<0} (2.33)

Me

m(i—k)[(1+w)S(z(i)) - B(S(z(7))

k=0

—S(7(i—k))) |1 1n(i—k)<0,0<m(i—k) <—n(i-k)} -

As a reminder, m(i) > 0 (resp., m(i) < 0) means buying (resp., selling) new stock shares
at 7(i) and m(i — k) > 0 (resp., m(i — k) < 0) means buying back (resp., selling) some or
all of what he owed (resp., owned).
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Secondly, the inventory of the investor’s stock account at time ¢ > 0, N; € N, does not
change between the trading times and can be expressed as the following equation:

Q(t)
Ni=Niiy= > n(k)lyp, ifr(i)<t<z(i+1),i=0,1,2..., (2.34)
k=—o0

where Q(t) = sup{k = 0| 7(k) < t}.
It has the following jumped quantity at the trading time 7(i):

Nty = Negi— @ (i), (2.35)

where Ny(;)— ® {(i) : (—0,0] — N is defined by

) i j (2.36)
+ Z [n(i—k)+m(i— k)(1{n(ifk)<O,Osm(i—k)sfn(i—k)}
k=1
+ Ln(i—k)>0, ~n(i~k) <m(i—k) <0} )]
Lir(i—ky (7() +0), 0 € (=0,0].
Thirdly, since the investor is small, the unit stock price process {S(¢), t = 0} will not be

in anyway affected by the investor’s action in the market and is again described as in (2.5).

Definition 2.5. If the investor starts with an initial portfolio,
(X(0-),No-,5(0),80) = (x,&y(0),y) € Fx. (2.37)

The consumption-trading strategy 7 = (C,J) defined in Definition 2.4 is said to be ad-
missible at (x,&,y(0),y) if

(()) € R(N.y-), Vi=12,...,
(2.38)
(X(£),N,S(1),S:) € Fy  VE=0.

The class of consumption-investment strategies admissible at (x,&,y(0),y) € &, will be

denoted by WU, (x,&,w(0),v).

2.6. The problem statement. Given the initial state (X(0—),No—,S(0),So) = (x,&,y(0),
y) € Sy, the investor’s objective is to find an admissible consumption-trading strategy
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* € Uyk(x,&,¥(0),y) that maximizes the following expected utility from the total dis-
counted consumption:

0

[ s CV(2)
. — &y 0)ysm ot
Je(x,&,9(0),y;7) = E H = dt] (2.39)

among the class of admissible consumption-trading strategies U, (x,&,y(0),y), where
EXSvOwm[ .. ] is the expectation with respect to PX&V(O¥57{. ..} the probability mea-
sure induced by the controlled (by ) state process {(X(t),N;,S(t),S:), t = 0} and condi-
tioned on the initial state

(X(0-),No-,8(0),50) = (x,§,¥(0), ). (2.40)

In the above, § > 0 denotes the discount factor, and 0 < y < 1 indicates that the utility
function U(c) = ¢"/y, for ¢ >0, is a function of HARA (hyperbolic absolute risk aver-
sion) type that was considered in most of optimal consumption-trading literature (see,
e.g., [3-5, 7, 6]) with or without a fixed transaction cost. The admissible (consumption-
trading) strategy m* € WU (x,&, ¥ (0), y) that maximizes J(x,&, ¢ (0), y; ) is called an op-
timal (consumption-trading) strategy and the function Vi : ¥, — R, defined by

Vi@ &y 0hy) = sup  J(n&w(0),y57) = T &y (0 ysm) g 4y
€U (x,,y(0),y) -

is called the value function of the hereditary portfolio optimization problem.
The hereditary portfolio optimization problem considered in this paper is then for-
malized as follows.

Problem 1. For each given initial state (x,&,y(0),y) € ¥, identify the optimal strategy
7* and its corresponding value function V. : ¥, — R,.

3. The controlled state process

Given an initial state (x,&,y(0),y) € ¥, and an admissible consumption-investment
strategy 7 = (C,J) € Uy (x,&,9(0),y), the Fy-valued controlled state process will be de-
noted by {Z(t) = (X(¢),N:,S(),S:), t = 0}. Note that the dependence of the controlled
state process on the initial state (x,&,¥(0),y) and the admissible consumption-trading
strategy 7 will be suppressed for notational simplicity.

The main purpose of this section is to establish the Markovian and the Dynkin formula
for the controlled state process {Z(t), t = 0}. Note that the R, X Lf,, ,-valued process
{(S(¢),S¢), t = 0} described by (2.5) is uncontrollable by the investor and is therefore
independent of the consumption-trading strategy 7 € Uy (x,&,(0),y) but is dependent
on the initial historical price function ((0),So) = (y(0),y) € Ry X L7 ..

3.1. The properties of the stock prices. To study the Markovian properties of the R, x
Lf,);valued solution process {(S(¢),S;), t = 0} where S;(0) = S(t+0), 8 € (—0,0], and
(5(0),S0) = (¥(0),y), we need the following notation and ancillary results.
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Let (R X L;)* be the space of bounded linear functionals (or the topological dual of
the space R x L7) equipped with the operator norm || - [|* defined by

D(¢(0
[®I* =  sup M, € (RxL2)™ (3.1)
@wo.0+00 [[(@0),8)]l

Note that (R X Lg )* can be identified with R x Lf, by the well-known Riesz representation
theorem.

Let (R X Lf,)Jr be the space ofbounded bilinear functionals @ : (R x L7) X (R x L7) —
R (Le., @((¢(0),9), (), D((+,-),($(0),¢)) € (R x L3)* for each (¢(0 ) ¢) € Rx L),
equipped with the operator norm || |t deﬁned by

*

t_ _
1o (¢(of;l)z<o,o) || 0),9)]| ($(0),4)#£(0,0) [|(4(0),9)]| ’

(3.2)

Let ®:R x le) — R. The function O is said to be Fréchet differentiable at (¢(0),¢) €
R x Lj if for each (¢(0),9) € R x L7,

D((4(0),¢) + (¢(0),9)) = D($(0),¢) = DD ($(0),4) (¢(0),9) + 0 (|| (¢(0),9) 1)

(3.3)
where DO : R x L7 — (R x L;)* and 0: R — R is a function such that
o([[(€0),9)1])
SURPEDLPI 0 as [|(9(0),0)|| — O (3.4)
100, )] [|((0),9)]l

In this case, DO ($(0),¢) € (R X Lf,)* is called the (first-order) Fréchet derivative of @
at (¢(0),¢) € R x L;. The function ® is said to be continuously Fréchet differentiable if
its Fréchet derivative DO : R x L; — (R X L;)* is continuous under the operator norm
I - [I*. The function @ is said to be twice Fréchet differentiable at (¢(0),¢) € R x Lf) if
its Fréchet derivative D®($(0),¢) : R X L, — R exists and there exists a bounded bilinear
functional D*®(¢(0),¢) : (R x L7) x (% x L;) — R where for each (¢(0),9),(5(0),¢) €
R X Lf,,

20 ((0),¢) ((+5-), (9(0),9) ), D*D($(0),8) ((5(0),),(+,-)) € (RXL2)™,  (3.5)
and where

(DD (((0),8) + (9(0),9)) — DD($(0),¢)) ((0),¢)

(3.6)
= D*®($(0),9) ((5(0),6), (¢(0),9)) +o(][(s(0), )], | (¢(0), ) ]).
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Here, 0: R X R — R is such that

o(-]1(¢0),9)[])
[(9(0),9)]]

o(|[(¢(0),9)]],-)
I[(9(0),0)]]

— 0, as||(¢(0),9)|| — 0,
(3.7)
— 0, as||(¢(0),9)|| —o0.

In this case, the bounded bilinear functional D*®(¢(0),¢) : (R X L) x (R x L7) — R is
the second order Fréchet derivative of @ at (¢(0),¢) € R x Lf).

The second-order Fréchet derivative D*® is said to be globally Lipschitz on ® x L7 if
there exists a constant K > 0 such that

ID*®($(0),4) = D*®(9(0),9)['
< K[[(4(0),¢) — (9(0), @) [, ¥V ($(0),),(9(0),¢) € R x L.

(3.8)

Assuming all the partial and/or Frechet derivatives of the following exist, the actions of
the first-order Fréchet derivative DO(¢(0), ¢) and the second-order Fréchet D*®(¢(0), $)
can be expressed as

D (¢(0),4) (9(0),9) = 9(0)dg0)P($(0),¢) + Dg®(¢(0),$) 9,

D (¢(0),9) ((¢(0),9), (s(0),¢))
= 9(0)05) P (¢(0),$)5(0) +¢(0)9(0) Dy @ ($(0),$) ¢
+ ¢(0)D¢3¢<o>®(¢(0),¢) (9,¢) + D3 (¢(0),¢)s,

(3.9)

where dg(0)® and ai(o)d) are the first- and second-order partial derivatives of ® with re-
spect to its first variable ¢(0) € R, Dg® and DéCD are the first- and second-order Fréchet
derivatives with respect to its second variable ¢ € L7, d(0)Dg® is the second-order de-
rivative first with respect to ¢ in the Fréchet sense and then with respect to ¢(0), and so
forth.

Let C**(R x L) be the space of functions ®: R x L7 — R that are twice contin-
uously differentiable with respect to both its first and second variables. The space of
® € C**(R x L) with D*® being globally Lipschitz will be denoted by Clzlpz (R X Lj).
3.1.1. The weak infinitesimal generator T. For each (¢(0),¢) € R x Lﬁ, define (Z: (—o0,
o0) — R by

$(0), forte[0,0),

$(t) = { (3.10)
(1), forte (—c0,0).
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Then for each 6 € (—,0] and t € [0, ),

(0), fort+6 =0,

o ~ ¢
¢:(0) = p(t+ 9){ (3.11)
¢(t+0), fort+6<0.

A bounded measurable function @ : R X Lg — R, that is, ® € C,(R X Lﬁ), is said to be-
long to %(T'), the domain of the weak infinitesimal operator T, if the following limit exists
for each fixed (¢(0),¢) € R x le):

D (¢(0),¢:) — P($(0),9)
. :

[(@)($(0),9) = lim (3.12)

Remark 3.1. Note that @ € Clzii)2 (R x L}) does not guarantee that ® € %(T). For example,

let 6 >0 and define a simple tame function ® : R x L2 — R by
D((0),¢) = ¢(—0)  V(¢(0),¢) € R X L. (3.13)

Then it can be shown that ® € Cﬁﬁ(% x L;) and yet ® & %(T).
It will be shown in the proof of Theorem 3.5, however, that any tame function of the
above form can be approximated by a sequence of quasi-tame functions that are in %(T).
Again, consider the associated Markovian R x Lf,—valued process {(S(t),S;), t =0}
described by (2.5) with the initial historical price function (S(0),Sy) = (¥ (0),y) € R X

L;. We have the following result for its weak infinitesimal generator A +T (see, e.g.,
[18, 21, 22]).

THEOREM 3.2. If D € Cﬁ’Pz(‘R x L) N 9(T), then

i ELP(S(1,51) = D (y(0),y)]
to t

= (A+T)D(y(0),y), (3.14)
where

AD(y(0),y) = %ai(o@(v/(oxw)wz(O)gz(w) +y@(y(0),y)y(0)f(y),  (3.15)

and T'(®)(y(0),y) is as defined in (3.12).

It seems from a glance at (3.15) that A®(y(0),y) requires only the existence of the
first- and second-order partial derivatives dy (o ® and GZW(O)CD of ®(y(0),y) with respect
to its first variable y(0) € R. However, detailed derivations of the formula reveal that a
stronger condition that ® Cﬁi,z (R x Lf,) is required.

We have the following Dynkin formula (see [20-22]).

THEOREM 3.3. Let ® € Clzi’pz(‘R x L) N 9(T). Then

E[e ¥ ®(S(1),S,)] = ((0),w) +E[ J e (AT - SI)CD(S(t),St)dt], (3.16)
0

for every P-a.s. finite G-stopping time T.
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The function ® € Chp (R x L2) N 9(T) that has the following special form is referred
to as a quasi-tame function:

D(¢(0),¢) =¥ (m(¢(0),9)), (3.17)
where
m($(0),4) = (400 f 11 ($(6))1(8)d6,..
(3.18)
J (¢ )d@) V($(0),9) € R x 12,

for some positive integer n and some functions m € C(R X Lﬁ;‘R”“), ni€ C°(R), A €
C!'((—00,0]) with

91}r_n Ai(0) =Li(—0) =0 (3.19)

fori=1,2,...,n,and ¥ € C*(R"*!) of the form ¥(x, y1, ¥2,.. ., Yn)-
We have the following Ito formula in case ® € R X L} is a quasi-tame function in the
sense defined above.

THEOREM 3.4. Let {(S(¢),S;), t = 0} be the R X Lg—valued solution process corresponding
to (2.5) with an initial historical price function (y(0),y) € RX L. If ® € C(R x L) isa
quasi-time function, then ® € D(A) N D(T) and

e T ®(S(1),S;) = D (w(0),y) + Jre’5f(A+ L =8O (S(t),S;)dt
0
(3.20)

; jfe*%x(suxst)&t) F(S)dW(8)
0

for every finite G-stopping time T, where I is the identity operator.
Moreover, if © € C(R X L}Z,) is of the form described in (3.17)-(3.18), then

(A+D)O(y(0),y) = > ¥y, (m(y(0),y))
i=1

% (my) f n(y(©)1(60)do)

S (m(y(0)y) WO f () + %wxx<m<w<o>,w))w%mg%w,
(3.21)

where ¥y, ¥,,, and ¥y, denote the partial derivatives of ¥(x, y1,...,yn) with respect to its
appropriate variables.

Proof. The Ito formula for a quasi-tame function ® : R x L?>([—h,0]) — R for the R x
L*([~h,0]) solution process {(x(t),x;), t > 0} of a stochastic function differential
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equation with a bounded delay 4 > 0 is obtained in an unpublished dissertation by Ar-
riojas [18] (the same result can also be obtained from [21, 22] with some modifications).
The same arguments can be easily extended to the infinite memory stochastic heredi-
tary differential equation (2.5) considered in this paper. To avoid further lengthening the
paper, we omit the proof here. O

In the following, we will prove that above Ito’s formula also holds for any tame func-
tion @ : R X C — R of the following form:

(¢(0),¢) =¥ (m(¢(0),9)) =¥ ($(0),¢(—01),....4( = 0n)), (3.22)

where C is the space continuous function ¢ : (—o0,0] — R equipped with uniform topol-
0gy, 0< 6 <6<+ <6, <00, and ¥(x,y1,..., yn) is such that ¥ € C*(R"H).

THEOREM 3.5. Let {(S(¢),S;), t = 0} be the R X Lf,—valued process corresponding to (2.5)
with an initial historical price function (y(0),¥) € R X Lf,. IfO:RXC— R isa tame
function defined by (3.22), then ® € 9(A) N %(T) and

e 0" (S(1),S(t = 61),...,S(t = 6,))

=¥ (y(0),y(—61),...,y(—6,))

+Jre*5t(A— S (S(£),S(t—8,),...8(t — 6,))dt (3:23)
0
+ [ e S0, 00 5= 0))S) £ (S)dW (D)
0
for every finite G-stopping time T, where
(A+T)¥ (w(0),y(—601),...,w(—6,))
=\I’x(1//(0),1//(—91),...,1//(—9n))1//(0)f(1//) (3.24)

(YO (= 00),. oy (- 008 (),

with ¥y and ¥y, being the first- and second-order derivatives with respect to x of ¥ (x, y1,...,
Vn)-
Proof. Without loss of generality, we will assume in order to simplify the notation that
¥:R xR — R with ¥(x, y) and there is only one delay in the function \I’(gb(O),q,’)(—@))
for some fixed 0 € (0, ).

We will approximate the function ‘I’((/)(O),gb(—@)) by a sequence of quasi-tame func-
tions as follows.

Throughout the end of this proof, we define for each ¢ Lf, and each k = 1,2,... the
function ¢ (—6;h) by

— O —
OB =k | hk-B-0)9(0)ds (325)
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where h: R — R, is the mollifier defined by

0, if ¢| =1,
h(¢) = 1 ' (3.26)
cexp‘s“g'z_l}, if [¢] <1,

and ¢ > 0 is the constant chosen so that [~ h(¢)d¢ = 1.
It is clear that

lim ¥ (¢(0),¢ (=6 h)) = ¥ (¢(0),$(~0)), (3.27)

k—oo

since limy_. gb(k)(—@;h) = ¢(—@). Moreover,

¥ ($(0),6(~6:h))

— - 0 — 0+6
=Y, (¢4(0),—¢(0 0)kh(—k0)— 2k* 0)h(k(60+0 = de
1 (9(0), >)(¢>< KKE)=28 | p(@mKEr0) s )
(3.28)
and by the Lebesque dominating convergence theorem, we have
lim [P (¢(0), ¢ (~651)) = 0. (3.29)

Therefore, for any finite G-stopping time 7, we have from Theorem 3.4 and sample path
convergence property of the Ito integrals (see [23, 24]) that

e 0" (S(1),8(1 - 9)) = Ilim e oW (S(1), 8% (—0;h))

— 00

= lim [\P(w(o),tp(k)(—@;h))

+ J e % (A+T =S¥ (S(s),S® (—0;h)) ds

0

; jTe-&wx<S<s>,s§k>(—E;h)>8<s>f(ss)dW<s>]

0

=¥ (y(0),y(-0)) + LT e % (‘I’x (S(5),S(s — 0))S(s) £ (Ss)
+ %‘I’XX(S(S),S(S —8)S2(s)g? (SS)>ds

i J 0, (S(5),S(s — B))S(s) £ (S:) dW ().
’ (3.30)

This proves the theorem. O
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3.2. Dynkin’s formula for the controlled state process. Combining the above results in
this section and results for general jumped processes (see [25, 26]), we have the following
Dynkin formula for the controlled (by the admissible strategy ) &,-valued state process
1Z(t) = (X(1),Ni,S(1),S1), t = 0}:

Ele " (2(r))] = 0(2(0-) +E| [ e #5000 (2(1)dt]

0
(3.31)

+E[ S e (@(Z(1)) —cD(Z(t—)))},

O<t<t

forall @ : R x N x R x L; — R such that ®(-,&,y(0),y) € C'(R) for each (§,y(0),y) €
N xR x L and ®(x,E,-,-) € Cﬁg(‘R x L) N %(T) for each (x,§) € R x N, where

‘EBCCD(X’ f) W(0)> 1//) = (A+ -0+ (rx - C)ax)q)(x>f’ l//(()), 1//)’ (3-32)

and A and T are as defined in (3.12) and (3.15).

Note that E[- - - | in the above stands for EX$¥ @[ .. ],

In the case, ® € C(R x N x R x L) is such that ®(x,&,-,+) : R X [ — R is a quasi-
tame (resp., tame) function on R X Lf, of the form described in (3.17)-(3.18) (resp.,
(3.22)), then the following Ito formula for the controlled state process {Z(t) = (X(t), N,
S(1),S;), t = 0} also holds true.

THEOREM 3.6. If ® € C(R X N X R X L) is such that ®(x,&,-,-) : R X L] — R is a quasi-
tame function (resp., tame) on R X L2, then

e "D(Z(1)) = (Z(0-)) + er-éfsec“@(zu))dt
0

+[ e Ta0ezmsnsis)aw (333)

n [ S e (@(Z(1)) - q»(zu—)))],

O<t<t
for every P-a.s. finite G-stopping time T.

Moreover, if ©(x,&,v(0),v) =Y (x,&m(y(0),y)) where ¥ € C(R X N x R"1) and
m(y(0),y) is given by (3.17)-(3.18) (resp., (3.22)), then

PO (x,&,9(0), ) = (A+T — kI + (rx — €)0,) ¥ (x, &, m(y(0),y)) (3.34)

and (A+T)¥(x,&,m(y(0),v)) is as given in (3.21) (resp., (3.24)) for each fixed (x,§) €
R X N (and of Theorem 3.6)
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4. The quasi-variational HJB inequality

The main objective of this section is to derive the dynamic programming equation for
the value function in form of an infinite-dimensional quasi variational Hamilton-Jacobi-
Bellman (HJB) inequality (or QVHJBI) (see (QVHJBI ()) in Section 4.3.4).

4.1. The dynamic programming principle. The following Bellman-type dynamic pro-
gramming principle (DPP) was established in [6] and still holds true in our problem
by combining it with that obtained in [27-29] for optimal classical control of stochastic
functional differential equations with a bounded memory. For the sake of saving space,
we take the following result as the starting point without proof for deriving our dynamic
principle equation.

ProrosiTioN 4.1. Let (x,&,y(0),y) € &y be given and let O be an open subset of ¥y con-
taining (x,§,y(0),y). For m = (C,T) € WUse(x,§,y(0), y), let {(X(£),Ny,S(£),S1), t = 0} be
given by (2.5), and (2.32)—(2.36). Define

T=inf{t >0 (X(t),N,,S(t),S;) & O}, where O is the closure of O. (4.1)

Then, for each t € [0, ), the following optimality equation holds:

tAT y
Ve(x,Ep(0),9) = sup EU 0 C1S) 4
mE€WU, (x,&,y(0),y) 0 Y

T Linrcore DV (X(E A7), Nons S( A r),sm)],
(4.2)

where the notation a A b = min{a, b} for a,b € R is used.

4.2. Derivation of the QVHJBI. In this section, we will derive the Hamilton-Jacobi-
Bellman (HJB) quasi-variational inequality (see (QVHJBI (%)) in Section 4.3.4) based
on the dynamic programming principle described in Proposition 4.1. We emphasize here
that it is not our intension to rigorously verify every step involved in the derivations since
the rigorous verification is to be done in [1], the continuation of this paper. To derive
(QVHJBI ()) in Section 4.3.4, we consider the effects on the value function when there
is consumption but no transaction and when there is transaction but no consumption.

4.2.1. Consumptions without transaction. Assume first that there is no transaction then
the corresponding state process {Z(t) = (X (£),N, S(t),S¢), t = 0} satisfies the following
set of equations:
ds(t)
dX(t) = [rX(t) - C(t)]dt, t= O,W = f(S))dt+g(S)dW(¢r), t=0, (4.3)
Nt = f) t= O) (44)

with the initial state (X(0—),Np—,S(0),So) = (x,&,y(0),¥) € Fy.
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In this case, V,(X(t),N:,S(1),S;) = V(X(t—),N;—,S(¢),S;) for all t > 0, since there is
no jump transaction. Assume that the value function Vi : ¥, — R is sufficiently smooth.
From Proposition 4.1 and (4.4), we have

-3t _ t
O > hmE[e VK(X(t)rNtas(t))St) VK(x’€> W(O)a 1l/)] +11rn 1E|:J‘ 6755 CY(S) d$:|
t10 t to t 0 y

E[e ® (Vi (X (£),NuS(1),S;) = Vie (%, &, 9(0),9)) ]

=lim
tl0 t
+1lim [ 1) Vil &,y(0) )] +lim 1E[ re*‘ss ) ds]
to t tlo t 0 4
i L7 Jo (A+T = (7X (1) = C(1)) 35) Vi (X (1), NioS(1), )t ]
tl0 t
1 b 5 CY(s)
_6VK(x,E,1//(O),1//)+ltllr(1)1 tE[JOe ) ds]
= (A+T+ (rx—c)dxy — 8) Vi (%, &, y(0),y) + Vc=0.

(4.5)

This shows that
0= AV (8 y(0),) = sup SV (0. E,p(0)y) + ;)

= (A+T+rxdy — 8) Vi (x,&,9(0),¥) + sup (——ca Vi (x,&,v(0), )) (4.6)

c=0

= (A+T+7rx0x — 8) Ve (5, &, y(0), ) + ;V(av)y/“(x,f,w(ow),

since the maximum of the above expression is achieved at

= (0 Vi) "V (5, &, 9(0), w). (4.7)

Note that the Fréchet differential operators A and I are defined in (3.12) and (3.15),
respectively.

4.2.2. Transactions without consumption. We next consider the case where there are trans-
actions but no consumption. For each locally bounded @ : ¥, — R, and each (x,&,y/(0)
y) € ¥ define the intervention operator

~ ~

O (x,&,y(0),y) =sup {O(%,§,9(0),¢) | { € R(E) — {0}, (%,£,9(0),¥) € S},
(4.8)
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where (%, ¥(0), ) are as defined as follows:

X =x—x— (m(0)+u|m(0)|)y(0)

= 2 A+ wm(=k)y(0) = Bm(=k) (y(0) - y((~k)))]

k=1

“1in(—k)<0,0<m(—k)<—n(—k)} (4.9)
Z (1= wm(=k)y(0) — Bm(=k)(y(0) -y (z(-k)))]

 Lin(—k)>0,—n(—k)<m(—k)=<0}>

and for all 8 € (—,0],

E(0) = (E@)(0) = m(0)1z0);(0)

+ > (n(=k) + m(=k) [1n(-k)<0,0<m(—k)<—n(~k)} (4.10)
k=1

+ 1 in(—k)>0,—n(—k) <m(-k) <0} ] ) L{z(=k)3 (6),

and again
(#(0),9) = (y(0),y). (4.11)
(&,6,5(0),9) & S, for all { € R(E) — {0}, we set MD(x,E,y(0),y) = 0. If for all
(x, f 1//( ), ) € ¥ there exists (X, E ¥(0),¥) € ¥, such that
M (x,E,9(0), y) = D(2,€,9(0), ), (4.12)
then we set
C(nEy(0),9) = (o (xE,y(0),y) = (2.£1(0),9) € R(). (4.13)

Note we let Z (x,&,¥(0),y) denote a measurable selection of the map

(6,6,9(0),y) — (%,&7(0),9) (4.14)

defined in (4.13).
We make the following technical assumption regarding the existence of a measurable
selection:

{6 Ew(0),9) = &, (x,6,9(0), v) (4.15)
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for the value function V. : &, — R, that is, there exists a measurable function {y, : ¥, —
R such that

VK(Z\(x’ E) V/(O)r l//)) = ‘A/LKVK (X,f, 1/1(0), 1/’) v (X,f, 1/’(0)’ 1/]) € gk- (4-16)

Assumption 4.2. For each (x,&,w(0),y) € ¥y, there exists a measurable function fVK :
F« — R such that (4.16) is satisfied for every (x,&,w(0),y) € S

Assume without loss of generality that the investor’s portfolio immediately prior to
time ¢ is (X(#—),N¢-,S(8),St) = (%, &9(0),y) € F¢. An immediate transaction of the
amount { € R — {0} without consumption at time ¢ (i.e., C(t) = 0) yields that (X (¢), Ny,
S(1),S:) = (%,&,3/(0),), where %, &, and §/(0), ¥ are as given in (4.9)—(4.11). It is clear
that

V(6,6 9(0),9) = MV (x,8,9(0),y),  V(x,5y(0),y) € P (4.17)
Combining Sections 4.2.1 and 4.2.2, we have the following inequality:
max {AV, MV, -V} <0 on¥;, (4.18)

where &2 denotes the interior of the solvency region ¥y.

Using a standard technique in deriving the variational HJB inequality for stochastic
classical-singular and classical-impulse control problems (see [30, 31] for stochastic im-
pulse controls, [2, 7] for stochastic classical-impulse controls, and [28, 29] for classical
and singular controls of stochastic delay equations), one can show that on the set

{66 ¥(0), ) € I 1 M Vie(x,§,9(0),9) < Vi (x,&,(0),9) } (4.19)
we have AV, = 0 and on the set
{(6,Ew(0),y) € Ly | AV (x,&,9(0),y) <0} (4.20)

we have M, Vy = V. Therefore, we have the following QVHJBI on ¥:

max {AV,, MV, -V} =0 on¥;, (4.21)
where
Y
AD = (A+F+rxax78)®+sup<%fcaxd)), (4.22)
c=0

M D is as given in (4.8), and the operators A and I are given as follows.

4.3. Boundary values of the QVHJBI.

4.3.1. The solvency region for k = 0 and y > 0. When there is no fixed transaction cost
(i.e., k = 0 and u > 0), the solvency region can be written as

Fo={(x%&y(0),y) | Go(x,&y(0),y) =0}, (4.23)



24 Journal of Applied Mathematics and Stochastic Analysis
where Gy is the liquidating function given in (2.26) with « = 0. This is because
x=0, n(-i)=0 Vi=0,1,2,... = Go(x,&w(0),y) > 0. (4.24)

In this case, all shares of the stock owned or owed can be liquidated due the absence of a
fixed transaction cost k¥ = 0.

4.3.2. Decomposition of 0F. For I ¢ 8 = {0,1,2,...}, the boundary 0¥, of ¥, can be
decomposed as follows:

agfx = U (af,lgjxuahlgjk)) (425)

ICR
where

0_ 1S =0-11FcU0_12F,

a+,I&P;c = a+,l,157px U a+,l,237kr

0+11Fx = { (& 9(0),¥) | Ge(x,&,v(0),y) =0, x>0,

n(—i)<0viel,n(-i)>0Vi¢l},

9412 = {(x,&v(0),¥) | Ge(x,&,9(0),y) <0, x>0,

(4.26)
n(—i)=0Viel, n(-i)=0Vi¢I},
0-11%c = {(x,&9(0),9) | Ge(x,&y(0),y) =0, x <0,
n(—i)<0Viel, n(-i)=0Vi¢I},
af,l,zyx = {(X,E,W(O),l//) | GK(X,E,V/(O),V/) < O, X = 0)
n(—i)=0Viel, n(—i)>0Vi¢Il.
The interface (intersection) between 9,11 and 0,1, F is denoted by
Q+,I = {(-x)f)l//(o)) ll/) | GK(-x)E)l//(O)) ll/) = 0) X = 0)
(4.27)
n(—i)=0viel,n(-i)>0Vi¢& I}.
Whereas the interface between d_ ;15 and d_ ;¥ is denoted by
Q—,I = {(O,rf, 1/1(0)71//) | GK(O7E>V/(O)) l//) = O) X = Oy
(4.28)

n(—i)=0Viel,n(-1)=0Vi&l}.
For example, if I = K, then n(—i) <0 Vi=0,1,2,... and

G (6,Ew(0),¥) > 0= x>« (4.29)
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In this case, 0_ yFx = & (the empty set),
01Tk = {(6,Ev(0),¥) | Ge(x,&y(0),y) =0, x>0, n(—i) <0 Vi € R},
dixaFic = {66 9(0),9) | Ge(x,8,9(0),y) <0, x= 0, n(=i) =0 Vie R}  (4.30)
={(x%,0,¥(0),¥) | 0 < x < x}.
On the other hand, if I = @ (the empty set), that is, n(—i) = 0 for all i € K, then

0+.01Fx = {(6,E1(0),v) | Ge(x,&v(0),y) =0, x>0, n(—i) >0 Vi€ R},

0+.02% = {(6,Ev(0),¥) | Ge(x,&v(0),y) <0, x>0, n(—i) = 0 Vie &},
(4.31)
0- 0.5 = L(6Ew(0),v) | Ge(x,Ew(0),¥) =0, x<0, n(—i) =0 Vie R},

0-.02% = {(x,Ev(0),v) | Ge(x,&w(0),y) <0, x =0, n(—i) > 0 Vi € &}

4.3.3. Boundary conditions for the value function. Let us now examine the conditions of
the value function Vi : ¥, — R, on the boundary 0 of the solvency region &, defined
in (4.25)-(4.26).

We make the following observations regarding the behavior of the value function V.
on the boundary 0.

Lemma 4.3. Let (x,&v(0),y) € ¥, and let X, £ and (¢(0),¥) be as defined in (4.9)—
(4.11). Then

Go(%,&1(0),9) = Go(x.&,y(0),y) — &. (4.32)

Proof. Suppose the investor’s current portfolio is (x,&,¥(0),y) € ¥ then an instanta-
neous transaction of the quantity { = {m(—k), k =0,1,2,...} € R(&) will facilitate an
instantaneous jump of the state from (x,&,(0), ) to the new state (x,&,%(0),¥).

The result follows immediately by substituting (¥,&,¥(0),¥) into Gy defined by (2.26).
This proves the lemma. O

LEmMA 4.4. Ifthere is no fixed transaction cost (i.e., k = 0 and yu > 0) and if (x,&,y(0),y) €
81,193(), that is,

Go(x,&,y(0),y) =0, (4.33)

then the only admissible strategy is to do no consumption but to close all open positions in
order to bring his portfolio to {0} X {0} X My | after paying proportional transaction costs
and capital gain taxes, and so forth.

Proof. For a fixed (x,&,y(0),¥) € %o, letI c 8 = {0,1,2...} be such that

iel = n(-i)<0, i¢gl = n(—i)=0. (4.34)
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To guarantee that (X(¢),N;,S(1),S;) € ¥, we require that
Go(X(t),N:,S(t),S:) =0 Vt=0. (4.35)
Applying Theorem 3.5 to the process {e " Go(X (), Ny, S(t),S:), t = 0} we obtain
e ""Go(X(1),N;,8(1),8:) = Go(x,€,9(0),y)

+JT B+ A+T) [e"Go (X(£),N,, S(1), S:) | dt
J a rtGO (t)’Nt)S(t)ast)]S(t)f(st)dw(t)

+L 3y e Go (X (1), N S(1), 8,) | (PX (1) — C(1)) it

+ 2, e "[Go(X(1), N, S(8),S) = Go(X (=), Ne-, S(),5:)],

O<t<t

(4.36)
for every almost surely finite G-stopping time 7, where X (¢) and N; are given in (2.32)-
(2.36) with k = 0.

Taking into the account of (2.5) and (2.32)—(2.36) and substituting them into the func-
tion Gy, we have

GO (X(t))Nt)S(t))St) = GO (X(tf))Ntfas(t%St)' (437)

Intuitively, this is also because of the invariance of liquidated value of the assets with-
out increase of stock value. Hence (4.36) becomes the following by grouping the terms
n(Q(t) —i) accordingtoi€ I andi & I:

d[eirtGO (X(t)>Nta S(t)’st)]

:efrr[ (6)+ D (1+p = B)n(Q(E) =) S (f(S:) = 7)

i€l

+ 5 (1—p—Pn(Qt) — i) S (f(S) — 1)

il

— B> n(Q(t) —i)S(z(Q(t) —i))
icl (4.38)

— B3 QM) — )S(x(Q) ~1)) | dr

il

+e‘”[Z(l Fu—BIn(Q() — i)

i€l

+ X1 - pr(Q) - ) |sg(s)aw .

i¢l
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Now fix the first exit time 7 (7 is a G-stopping time) defined by
T=1AInf{t=0]n(Q(t) —i)S(z(Q(t) —i)) &
the interval (n(—i)y (7(—i)) — 1,0) fori €1,

n(Q(t) —i)S(7(Q(t) —i)) ¢
the interval (0,n(—i)y(7(—i))+1) fori ¢ I}.

(4.39)

We can integrate (4.38) from 0 to 7, keeping in mind that (x,&,y(0),v) € 91, %0 (or
equivalently, Go(x,&,y(0),y) = 0), to obtain

0 <e "Gy (X(%),N2,S(7),5z)

:L [ C(s)+ > (1+u = Pyn(Q(s) = )S(s) (£ (S) —7)

iel

+> (1=p—P)n(Qls) —i)S(s) (£ (Ss) = )

i€l

— B> n(Q(s) = 1)S((Q(s) — )
< (4.40)

—rBS n(Q(s) - )S(r(Qs) - i))]ds

i¢l

+ Lre"‘ [ D> (L+p—P)n(Qs) — i)

i€l

+> (1= p—PBn(Q(s) - i)} S(s)g (Ss)dW (s).

i¢l

Now use the facts that 0<u+p <1, C(t) =0, a = f(S¢) >r >0, n(—i) <0 fori € I and
n(—i) = 0 for i ¢ I and Rule 6 to obtain the following inequality:

< e7"7Gy(X(7),Nz,S(7),S7)

< [len| Sa-u-pmiaw -istoia-n o

i¢l
(4.41)

+ LT e”[Z(l +u—PIn(Q(t) — i)

i€l

+S - An(QL) —z>] ()(S) AW (s)

il
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It is clear that
E[L e”(Z(l +u—B)n(Q(s) — 1)) S(s)g(Ss)dW(s)} =0. (4.42)
iel
Now define the following process:

~ a—r
W= s

t+W(t), t=0. (4.43)
Then by the Girsanov transformation (see [23, 24]), {W(t), t > 0} is a Brownian motion

defined on a new probability space (Q, %, P;F), where P and P are equivalent probability
measures, and hence

E[J(:ers(z(l —u—PIn(Q(s) —i)S(s)(a — r))ds

i¢l
+ JOT e ( D (1—u—PBn(Qs) - i)S(S)g(Ss)dW(S)) ] as)
i¢l
- Eﬁ“fers<2(l —pu—PBIn(Q(s) - i))S(s)g(SS)dW(S)] —0
0 i¢l
Therefore
[JT o7 ( > (1—v=P)n(Qs) - k)S(s)g(Ss)dW(s)>} =0 P-as, (4.45)
0 kel

by Assumptions 2.1-2.3.
Since Go(X(¢),N¢,S(t),S;) = 0 for all t > 0, this implies that 7 = 0 a.s., that is,

(X(7),N,8(7),8z) = (x,&,v(0),y) € or1Fo. (4.46)

We need to determine the conditions under which the exit time occurred.
Let k be the index of the shares of the stock where the state process violated the condi-
tion for the stopping time 7. In other words, if k € I, then

n(Q(7) —k)S((Q(7) —k)) & ((n(=k)y(=k)) —1,0) (4.47)
or
ifk 1, thenn(Q(?)—k)S(r(Q(7)—k)) & ((0,n(—k)y(—k))+1). (4.48)
We will examine both cases separately.

Case 1. Suppose k € I. Then
cither n(Q(7) — k)S(1(Q(?) — k) < n(~K)y (r(~k)) — 1
or n(Q(7) - k)S(7(Q(7) —k)) = 0.

(4.49)
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We have established that
(X(‘?),N?,S(?),S?) € aI,lgf()’ (450)

and this is inconsistent with

both n(Q(7) — k)S(7(Q(7) —k)) < n(=k)y(—k) - 1

(4.51)
and n(Q(7) —k)S(7(Q(7) —k)) >0.
Therefore, we know n(Q(7 — k)) = 0.
Case 2. Suppose k & I. Then
either n(Q(7) — k)S(7(Q(7) —k)) = n(—k)y(—k)+1
(4.52)
or n(Q(7) —k)S(r(Q(7) —k)) < 0.
Again, since
(X(:[\)’N?)S(:[\))S?) € aI,lym (453)

we see that n(Q(7) — k) = 0. We conclude from both cases that (X(7),N;) = (0, {0}). This
means that the only admissible strategy is to bring the portfolio from (x,&,¥(0),y) to
(0,0,¥(0),y) by an appropriate amount of the transaction specified in the lemma. This
proves the lemma.

O
We have the following result.

THEOREM 4.5. Let k >0 and y > 0. On 01, ¥ for I C R, then the investor should not con-
sume but close all open positions in order to bring his portfolio to {0} X {0} X R X L/2,’+. In
this case, the value function Vi : 01,15« — R satisfies the following equation:

(M D — @) (x,&,9(0),y) = 0. (4.54)

Proof. Suppose the investor’s current portfolio is (x,&,y(0),y) € 9,1 F for some I C X.
A transaction of the quantity { = {m(—k), k =0,1,2,...} € R(&) — {0} will facilitate an
instantaneous jump of the state from (x,&,y(0),y) to the new state (?c,fA ,¥(0),¥) as given
in (4.9)—(4.11).

We observe that, since { = (m(—k), k =0,1,2,...) € R(§) — {0}, n(—k) <0 implies
n(—k) = n(—k) + m(—k) < 0 and n(—k) >0 implies n(—k) = n(—k) + m(—k) > 0 for k =
0,1,2,....

Taking into account the new portfolio after a transaction (X, f ,7(0),¥), we have from
Lemma 4.3 that

Go(%,€,9(0),%) = Go(x,&w(0),y) — k. (4.55)
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Therefore if (x,&,(0),y) € 01,1 for some I C X, then

~

GK(X,€,W(O), l//) = GO (X,f,l//(()), l//) —k=0= GO (2’53 @(0))¢) (456)

This implies (%, 5 ,¥(0),v) € 91,1%0. From Lemma 4.4, we prove that the only admissi-
ble strategy is to make no consumption but to make another trading from the new state
(%, EA,I/A/(O),I/A/) € 91,1%. Therefore, starting from (x,&,¥(0),y) € 91,1, we make two im-
mediate instantaneous transactions (which will be counted as only one transaction) with
the total amount specified by the following two equations:

0=x—x+ > [n(=)y(0)(1—p—pB)+pn(—i)y(r(~i)]

ielc

(4.57)
+ 2. =Dy () (1 +p = ) +Br(=iy(r(=D)],
i€l
0=¢o(, (4.58)
to reach the final destination (0,0, (0),y). This proves the theorem. O
We conclude from some simple observations and Theorem 4.5 the following.
Boundary condition (i). On the hyper plane
a—,@,zyx = {(0,{,1//(0),1//) € 801{ | GK(O,E,l//(O),l//) < O’ ﬂ(—i) = O Vl}’ (459)

the only strategy for the investor is to do no transaction and no consumption, since x = 0
and G,(0,&,y(0),¥) < 0 (hence there is no money to consume and not enough money
to pay for the transaction costs, etc.), but to let the stock prices grow according to (2.5).
Thus, the value function Vi on 0_ g, satisfies the equation

PO = (A+T - 8+rx0) D=0 (4.60)

provided that it is smooth enough.

Boundary condition (ii). On d;1F for I C R, then the investor should not consume but
buy back n(—i) shares for i € I and sell n(—i) shares for i € I of the stock in order to bring
his portfolio to {0} X {0} x R, x L7, after paying transaction costs and capital gains
taxes, and so forth. In other words, bring his portfolio from the position (x,&,¥(0),y) €
01,15« to (0,0,1(0),y) by the quantity that satisfies (4.57)-(4.58). In this case, the value
function Vi : 0,1 F« — R, satisfies the following equation:

(qu) - (D) (-x>€’ 1//(0), 1//) =0. (4.61)

Note that this is a restatement of Theorem 4.5.
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Boundary condition (iii). On 04+, for I C R, the only optimal strategy is to make no
transaction but to consume optimally according to the optimal consumption rate func-
tion c*(x,&,v(0),y,) = (aV,/9x)V~V (x,& y(0),y) which is obtained via

*(x,&v(0),v) = argr?zzi()x{iﬁcVK(x,f,l//(O),t//) + %}, (4.62)

where &¢ is the differential operator defined by
FO(x,&,v(0), ) = (A+T — 8P+ (rx — ¢)9,D. (4.63)

This is because the cash in his savings account is not sufficient to buy back any shares
of the stock but to consume optimally. In this case, the value function V, : 04,5 — R
satisfies the following equation provided that it is smooth enough:

AD = (A+T — &) + rxd, D + Lyy (9,0)" 7 = 0. (4.64)

Boundary condition (iv). On 0_;,%, the only admissible consumption-investment
strategy is to do no consumption and no transaction but to let the stock price grow as
in the boundary condition (i).

Boundary condition (v). Ondyx2F = {(x,&y(0),¥) |0 <x <k, n(—-i)=0Vi=0,1,...},
the only admissible consumption-investment strategy is to do no transaction but to con-
sume optimally like in boundary condition (iii).

Remark 4.6. From boundary conditions (i)—(v), it is clear that the value function V is
discontinuous on the interfaces Q,; and Q_; forall I C x.

4.3.4. The QVHJBI with boundary conditions. We conclude from the above subsections
that the QVHJBI (together with the boundary conditions) can be expressed as follows:

max {A4P, M, D - D} =0 on P,
AD =0, on Ujcy 0+,125 %
QVHJBI () = 1 (QVHJBI ())
$0® = 0, on UICN af,I,ZSfK)
(M@ — D=0 on Urex 91155

where A®, L0 (LD with ¢ = 0), and M, are as defined in (4.64), (4.63), and (4.8),
respectively.

As mentioned earlier, the second paper (see [1]) establishes the verification theorem
for the optimal consumption-trading strategy. It is also shown there that the value func-
tion defined in (2.41) is a viscosity solution of (QVHJBI ()) defined above.
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