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In this paper we study a class of stochastic control problems in which
the control of the jump size is essential. Such a model is a generalized ver-
sion for various applied problems ranging from optimal reinsurance selec-
tions for general insurance models to queueing theory. The main novel point
of such a control problem is that by changing the jump size of the system,
one essentially changes the type of the driving martingale. Such a feature
does not seem to have been investigated in any existing stochastic control lit-
erature. We shall first provide a rigorous theoretical foundation for the control
problem by establishing an existence result for the multidimensional structure
equation on a Wiener—Poisson space, given an arbitrary bounded jump size
control process; and by providing an auxiliary counterexample showing the
nonuniqueness for such solutions. Based on these theoretical results, we then
formulate the control problem and prove the Bellman principle, and derive the
corresponding Hamilton—Jacobi—Bellman (HJB) equation, which in this case
is a mixed second-order partial differential/difference equation. Finally, we
prove a uniqueness result for the viscosity solution of such an HIB equation.

1. Introduction. In this paper we are interested in a class of stochastic control
problems in which the dynamics of the controlled system take the following form:

t t
(1D Yo=x+ [ b m)ds+ [ o( mu)dxt,  r=0,
0 0
where X" is a martingale that satisfies the so-called structure equation:
t
(1.2) [X”]tzt—i-/ usdX{, t>0.
0

In the above [ X*] denotes the quadratic variation of X*, and u is some predictable
process. It is easily seen that the process u “controls” exactly the jumps of X",
whence that of Y. We note that a martingale X" satisfying the structure equa-
tion (1.2) must satisfy (X"); =1, that is, it is a so-called normal martingale (cf.
Dellacherie, Maisonneuve and Meyer [8]). In fact, it is known that if a normal

Received December 2006; revised June 2007.
lSupported in part by NSF Grant 0204332.
AMS 2000 subject classifications. Primary 93E20; secondary 60G44, 35K55.
Key words and phrases. Normal martingales, structure equation, Bellman principle, HIB equa-
tion, partial differential/difference equation, viscosity solution.

632


http://www.imstat.org/aap/
http://dx.doi.org/10.1214/07-AAP467
http://www.imstat.org
http://www.ams.org/msc/

STOCHASTIC CONTROL FOR NORMAL MARTINGALES 633

martingale X" has the so-called representation property, then it must satisfy the
structure equation (see, e.g., Emery [10] or Section 2 for more detailed discus-
sions). Typical examples of normal martingales satisfying structure equation in-
clude Brownian motion, compensated Poisson process and Azéma martingale, etc.

A stochastic control problem with control being the jump size can be seen from
the following example, which more or less motivated our study. In an optimal
reinsurance and investment selection problem, the dynamics of the risk reserve of
the insurance company can be described, in general, by a stochastic differential
equation (SDE) of the following form (see, e.g., [16]):

t t
Yt=y+/ b(n,as<-),ns>ds+f o () dW,
(1.3) 0 0

t ~
_// os(x) £ (s, )N (dx, ds),
0 JRy

where W is a standard d-dimensional Brownian motion, representing the uncer-

tainty of the underlying security market; S; 2 % Jr, f (s,x)N(dx,ds), with N
being a compensated Poisson random measure, denotes the accumulated incoming
claims up to time ¢; the random field « is the “reinsurance policy” (or “retention
ratio”) and w = (w', ..., ") is the usual investment portfolio. If we consider only
those reinsurance policies «(-) for which there exist predictable processes § and u
such that the following equation holds:

t t -
(1.4) X?’”é/o ’Bdes—i_/o/];g as(x) f(s,x)N(dx,ds),

where X9 satisfies the structure equation (1.2), then, noting that the Brownian
motion W itself satisfies the structure equation with (# = 0), we can then rewrite

equation (1.3) as the general form of (1.1), in which X* 2 (W, X%T is now a
(d + 1)-dimensional normal martingale. In fact, if the probability space is prop-
erly chosen, then one can show that (see Section 2 for details) for any bounded
predictable process u, there are always such o« and .

We remark that the special nature of the normal martingale gives rise to a finan-
cial market model that is complete, but with jumps (cf. Dritschel and Protter [9]).
This is based on an Ocone—Haussmann—Clark type formula for normal martingales
established in Ma, Protter and San Martin [17]. We should also note that as a spe-
cial class of normal martingales, the solutions to structure equations are interest-
ing in their own right, and have been studied by many authors (see, e.g., Attal and
Emery [3, 4], Taviot [21] and, very recently, Emery [11]; for the two-dimensional
case, see also Attal and Emery [3, 4] and Kurtz [14]). However, this is a subject
that has not been explored fully. In fact, to our best knowledge, there has not been
any general result regarding the well-posedness of such equations in higher di-
mensional cases. In this paper we show that, in a Wiener—Poisson space, the issue
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becomes much more tractable. In fact, we shall derive a necessary and sufficient
condition for a (multidimensional) normal martingale to satisfy a structure equa-
tion in such a space. This characterization theorem will then lead to the existence
theorem of the (multidimensional) structure equation in a Wiener—Poisson space.
An interesting observation, however, is that such a solution is not unique, even in
the sense of law(!). We shall provide a counterexample in the Appendix for the
interested reader.

As the first step toward the full understanding of this new type of stochastic
control problem, we shall first establish the dynamic programming principle and
study the corresponding HIB equation. Several technical difficulties arise imme-
diately. For example, the nonuniqueness of the solution to the structure equation
requires a careful formulation of the control problem. For this reason, we formu-
late the control problem over the canonical Wiener—Poisson space. Also, since the
control actions actually change the type of the system (as a semimartingale), we
need a general 1t6 formula that covers all possible cases in a unified form. Fur-
thermore, it is necessary to validate the Bellman principle in this new setting so
that all our arguments will have a rigorous theoretical foundation. It should also
be noted that in this case the HIB equation takes a new form which we shall name
as a “mixed second-order partial differential/difference equation,” depending on
whether or not the jump part of the control is present. To our best knowledge, such
a type of HJB equation is novel. As the main results of this paper, we prove that
the value function is the unique viscosity solution of the HIB equation.

The rest of the paper is organized as follows. In Section 2 we give necessary
background theory on normal martingales and, in particular, the properties of mar-
tingales satisfying structure equations in general Wiener—Poisson spaces. In Sec-
tion 3 we formulate the control problem and prove the continuity of the value
function. In Section 4 we prove the Bellman principle, and in Section 5 we verify
that the value function is a viscosity solution to the HIB equation. In Section 6 we
prove the uniqueness of the viscosity solution. A counterexample that shows the
nonuniqueness of the solution of the structure equation is given in the Appendix.

2. Preliminaries. Throughout this paper, we denote by (2, , P; F) a fil-

tered probability space, and we always assume that the filtration F 2 {Ft}i>0 sat-
isfies the “usual hypotheses” (see, e.g., Protter [20]). The following notation will
be used frequently in the sequel. Let (U, B8(U), m) be a generic measure space,
with the o-finite measure m, and [E be a general Euclidean space with Lebesgue
measure. For any 1 < p < 0o, we denote Lg([O, T] x U,dt x dm;E) to be the
space of all random fields ¢ : [0, T] x 2 x U + K such that:

(i) for fixed u € U, ¢(, -, u) is F-progressively measurable;
(i1) it holds that

T
@.1) E [ 10yt < ov.
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When p = 2 and the random fields are actually F-progressively measurable
processes, the space is denoted by L%([O, T];E) as usual. We shall denote
,M% (F, R?) to be the space of all R?-valued, square integrable martingales X de-
fined on (2, ¥, P; F) such that X = 0.

2.1. Normal martingales and structure equations. We first recall from [8] that
a square integrable martingale X is called “normal” if (X); = t. Here (X) is the
conditional quadratic variation process of X, or the compensator of the bracket
process [X]. Since the processes [X] and (X) differ by a martingale, if X also
has the “representation property,” then it is readily seen that there exists an F-
predictable process u such that

t
(2.2) [X]t—t=/ usdXs vt > 0.
0

Equation (2.2) is called the structure equation driven by u and solved by X, and
was first studied by Emery [10]. Examples of normal martingales satisfying the
structure equation include the following: Brownian motion (# = 0), compensated

Poisson process (1 = « € R* 2 R\ {0}), in which case X = o (Nyjg2 — t/a?),
where N is a standard Poisson process, as well as the Azéma martingale (u; =
—X;—) and the “parabolic” martingale (u; = —2X;_), etc.

The general results of existence of the solution to the structure equation have
been studied by several authors, but mostly restricted to the one-dimensional case.
For example, in Emery [10] it is proved that for any continuous function f:R — R
there exists at least one X € M(Q) (F; R) defined on a suitable filtered probabil-
ity space (2, ¥, P, F), which solves the structure equation with u; = f(X;—),
t > 0. Moreover, in Emery [11] it is also shown that if f:R + R is a more gen-
eral deterministic function, and u, = f(¢), t > 0, then the solution to the struc-
ture equation (2.2) exists, and it is unique in law. Other references regarding the
well-posedness of structure equations can be found, for example, in Meyer [18];
Kurtz and Protter [15], Azéma and Rainer [5] or, more recently, Phan [19]. We
should note that to date neither the uniqueness nor the multidimensional existence
has been thoroughly explored. In fact, in general, even in a very special Wiener—
Poisson space, for a given predictable process u, the solution to the structure equa-
tion (2.2) may not be unique, not even in law(!). We shall provide a counterexample
in the Appendix to clarify this issue.

To end this subsection, we list some properties of the solution of a structure
equation, which will be useful in the sequel. If X € M%(F, R) is a solution to the

structure equation (2.2) driven by the process u, we denote A X, 2 X; — X;_,and
for each w € 2, let Dy (w) 2 {t > 0; AX;(w) # 0}. Then:

(i) For P-a.e. w € Q, it holds that AX; = u,, for all r € Dy (w);
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(i) The continuous and the pure jump part of the martingale X, denoted by X¢
and X9, satisfy respectively,

(2.3) dX¢=1y,—0)dX, and dX?=1y,20dX,,  t>0.
Finally, we recall that for any X € M2(F, P), it holds that
n—1
(24) [XIi= D0 (AX)?+ (X = lim 3 (X = X,)%,
O<s<t i=0

. .. . A
where 71:0 =1y < --- < t, =t is any partition of the interval [0, ¢], and || =
sup; |ti+1 — t;| denotes the mesh size of 7. Further, the limit in (2.4) is in proba-
bility.

2.2. The Wiener—Poisson space. Since the well-posedness of the structure
equation is essential in a control problem, we shall first take a closer look at this
issue, in a special probability space: the Wiener—Poisson space. To be more pre-
cise, let (2, ¥, P) be some probability space on which is defined a d-dimensional
standard Brownian motion B = {B;:¢t > 0} and a (time-homogeneous) Poisson
random measure u, defined on [0, 7] x R. We assume that B and u are indepen-
dent, and that the Lévy measure of 1, denoted by v, satisfies the standard integra-
bility condition

2.5) /R*(l A x2)v(dx) < +oo,

where R* 2 R\ {0}. For simplicity, we assume that v({0}) = 0. We denote
FB.1 = {?’,B’“ }t=0 to be the natural filtration generated by B and p, that is,
?’,B’“ =0o{B;, u([0,5] x A);0<s <t, A e B(R*)}, t >0, and denote by F the
augmented version of F2#, Then F satisfies the usual hypotheses. In the rest of
the paper we shall content ourselves to this probability space without further spec-
ification.

One of the most important features for the Wiener—Poisson space defined above
is the following martingale representation theorem (see, e.g., Jacod and Shiryaev
[13]): for any X € M2(F; R?) such that X = 0, there exists a unique pair of
processes («, B) € L%([O, T1; R4xd) x L%([O, T]1 x R*;dt x dv;R?) for each
T > 0, such that

t t
2.6) Xt:/o asst+/O /R B.(0)jii(dx,ds),  1>0.

Here ji(dt dx) 2 u(dtdx) —v(dx)dt, (t,x) € [0,00) x R*, is the compensated
Poisson random measure. In what follows we call the pair («, 8) in (2.6) the “rep-
resentation kernel” of X.

We now give a result that describes the necessary and sufficient conditions for a
square-integrable martingale to satisfy the structure equation in a Wiener—Poisson
space, which will play a crucial role in our future discussions.
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PROPOSITION 2.1. Let u = {u;};>0 be a bounded, F-predictable process tak-
ing values in RY; and let X € M%(F; R?) that has a representation kernel (a, B)
in the sense of (2.6). Then, X satisfies a structure equation

dIX'], =dt +uldX!, 1<i<d,

2.7 A=
7 {d[X’,Xf]z=0, I1<i<j<d,t>0,

if and only if there are random sets A\"Y e BR"QRF;,s>0,1<i<d, such that:
@) Zk loz’k Jk—S,]I{ i—0)> dt x dP-a.e.;
(i1) ﬁt (x)= uﬁlA;(x), dt x dv xdP-a.e.

; j ) e 1 ) ) ..

(iii) v(A;] ﬂA,)l{u#o,u#O} _8,,](14.)21{”#0}, dt xdP-a.e.,1<i,j<d.

In the above, “§;;” is Kroneker’s delta.

PROOF. Let X € MZ(F;RY) be given and let (o, B) € L([0, T]; R ®

L%(([O, T x R*; dt x dv); R?) be defined by (2.6). Then, the quadratic covariation
process of X’ and X/, for 1 <i, j <d, is given by

o d et t _ _
(X', X/, = Z/O a;’kaj’kds+/0 /R* Bi(x)B! (x)p(dx, ds)

(2.8) A !];a kaJk—I—/R* 5§(x)5sf'(x)u(dx)}ds
NI\
+ [ il as)

Here we should note that

¢ . .
i J
E[ /0 /ﬂ; IBIBY () Ind, ds)}

t . .
_ i J
_E[/O fR*ms(x),Bs (x)|v(dx)dsi|

={e[[ [ sicorvanas))”
X {E[/ot/R* |,st(x)|2v(dx)ds]}1/2 < 0.

Therefore, the last integral process in (2.8) is well defined, and it is a martingale ob-
tained by compensating the stochastic integral fé Jr ,8;: (x)B{ (x)u(dx, ds), t > 0.

Now suppose that X satisfies (2.7). Then, plugging X with the form (2.6)
into (2.7) and comparing it with (2.8), the uniqueness of the predictable semi-
martingale decomposition then leads us to the following identities:

(2.9)
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(@) u (a))at](a)) 0 fordt x dP-ae. (t,w); 1 <i,j <d,

(b) Z?leat (@)} (@) + [ BI (x, ) B! (x, 0))v(dx) = 8; ;. for di x d P-
ae. (t,x,w),1<i,j<d;

(©) Bi(x,w)B! (x,w) =8 ;- ulBi(x,w), for dt x dv x dP-ae. (t,x,w), 1 <
i,j<d.
Clearly, (a) implies that a;.’j(a))l{u;(w#o} =0, fordt xdP-ae. (t,w), 1 <,

Jj <d. Also, if we define Ai 2 {(x,w) € R* x Q:ﬂ; (x, w) # 0}, then it follows
from (c) that

2.10) Bi(x,0) =up(@)1i(x, ),  di xdvxdP-ae. (t,x,0), | <i<d,

proving (ii). Now, setting i = j in (b) and using (2.10), we have, dt x d P-almost
surely,

1_Z| 21u_0}+/ 1Ly (r)v(d)
@.11)

d
. , ,
=> o} |21{u;:0} + |u Pu(AD.
k=1

Multiplying 1 (ui=0) and 1 (ui0) ON both sides above, respectively, one can easily
see that °¢_, |a/|2 =1 on {u! =0} and v(Al) = . l|2 on {ul £0}, 1 <i<d,
dt x d P-a.e. On the other hand, setting i ## j in (b) we have, for dt x d P-a.e.,

0= Za’k Iy / Bi () (0w (dx)
k=1
2.12
:l;oz;’ o l{u;:07ut,-:0}+u;u{v(A;ﬁA,J).

We can then easily check that v(Ai N Aj) =0 on the set {ui #0, u,j # 0}, hence,
(iii) holds. This then further implies that Zk 10{' ok tj k =0, dt x dP-a.e., prov-

ing (i).
Conversely, if X € M(Z) (F; R?) has the form

t t
Xz=X0+f asst+// Boi(dx,ds),  1=0,
0 0 JR*

with (a, B) satisfying (i)—(iii), then a straightforward calculation starting from
(2.8) shows that it satisfies the structure equation (2.7). The proof is now com-
plete. [

As a direct consequence of Proposition 2.1, we can now prove an existence
result for the structure equation on the Wiener—Poisson space. We note that a Lévy
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measure can have at most countably many atoms, we shall focus on the continuous
part of the Lévy measure. In other words, denoting the set of all atoms of v by I,
thus, the “continuous part” of v, denoted by v°, is defined by

V(A =vA)— > v({z) VAe B[R, 0¢4,
zel'NA

where A is the closure of A in R. We have the following existence result for a
(possibly) multidimensional structure equation.

THEOREM 2.2. Assume that v¢([—1, 1]) = +o00. Then, for any bounded, F-
predictable process u; = (utl, R ufl), t > 0, the structure equation (2.7) has at
least one solution in the Wiener—Poisson space (2, ¥, P, F, B, 1).

PROOF. For each ¢ > 0, let us define random times | =70 > 7}/ > ... > 74 >

0 inductively as

i—1 i—1 i—1 N ;
(2.13) Tti _ S?Eir <t (=7, =1Vl T 7)) = () 2}, u; £0,

Tt ’ M; = O
This is always possible because v¢([—1,1]) = +o00. Clearly, all r,i’s are ¥;-
measurable. Moreover, the mapping (¢, w) — t/(w) is jointly measurable on
R* x €. In light of Proposition 2.1 we see that, for a given bounded, F-predictable

process u = (u', ..., u?), we can construct a solution X to the structure equation
(2.7) with the form of (2.6) by simply setting
Al=[(=t7 —1uld, ¢/~ H]nre,  1<i<d,
(2.14) o
i ) .
atj =5i,j1{u;’:0}a ﬂ;(x):u;lAi(x),

1<i,j<d,xeR*t>0.
It is easy to check that the conditions (i)—(iii) in Proposition 2.1 are satisfied, hence,
the conclusion follows. [

To conclude this section, we give an It6 formula for processes that satisfy an
equation of type (2.7).

PROPOSITION 2.3. Let u = {u;; t > 0} be a bounded ¥-predictable process
with values in R? and X € M% (F; RY) a solution to the associated structure equa-

tion (2.7). Then, for any function ¢ € CY2([0, T] x RY), the following formula
holds:
d et .
0t X) — (0,00 =) fo A pl(s, X,y dX!
(2.15) = ,
[ (G0 X0+ Zifis X0 ) ds,
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forallt €0, T], with

@(s,x +u'e;) — p(s, x)
ut ’

. 0
o, [pl(s, x) = Lii o) T @(s, x) + Lz
l

d 1 92
(2.16) zu[go](s,m:Z( a3 5,305
i=1

pGs,x +uie) — p(s,x) — (s, x))
+1 i O 2 9
{u'#0} (ui)?

where {eq, ..., eq} is the canonical orthonormal basis in R,

PROOF. We first apply the general 1t6 formula to get, for all ¢ € [0, T'],

@(t, X;) — ¢(0, Xo)

:/0 — (s, X)ds—i—Z/ —go(s X, )dX!
(2.17)

1 d t 82 - g
5 Z _/0 ox; axj(p(s,Xs)d((X) (X)),

49 .
+ Z (‘p(sa Xs) — (s, X5—) — Z 5(,0(.9, Xs_)AX;,).

i=1

Since AX'AX/ = A[X?, X/] =0, whenever i # j, we see that at any given time
at most one coordinate of X can jump. Furthermore, note that the jump size of the
process X' is determined by AX! = u, whenever AX' # 0. Thus, by a standard
calculation using (2.7) and relation (2.4) for each X I 1<i<d,we canrewrite the
last sum on the right-hand side of (2.17) as

d L el X tuie) — (s Xoo) — sre( Xoduy
> 2 Lux )2 (AXS)
S

i=10<s<t

(s, Xs— +uber) — p(s, Xso) = g (s, Xs-)ul

d_
=E /1 i -
{us#0} 2
i=170 ()3

Finally, note that [X’, X/]=0, forall 1 <i < j <d. We see that ((X)¢, (X/)¢) =
0, for i # j, and the result follows easily. [



STOCHASTIC CONTROL FOR NORMAL MARTINGALES 641

3. The stochastic control problem. In this section we formulate our control
problem and give some preliminary results. Due to the technical subtleties involved
in the solutions of the structure equation as we indicated in Section 2, we find it
more convenient to work on a canonical Wiener—Poisson space, which we now
describe.

Let T > 0 be an arbitrarily given finite time horizon. Forany 0 <s <t < T, we
denote Ql to be the space of all continuous functions from [s, ¢] to R4 starting

from 0, endowed with the sup-norm. We define {BO %(Q +) to be the topologi-
BY).
Next, we denote Qf,’, to be the set of all N-valued measures g on ([s,t] x

R*, B([s,t] x ]R*)) and denote £§) to be the smallest o-algebra to which all
mappings g € Q2, — g(A) € ZT U {oo}, A € B([s,t] x R*), are measur-

cal o-algebra of Q! , and let P , be the Wiener measure on Q!

s,t° s,t°

s,t
able. Let us/(q,-) 2 q(-) € Q to be the coordinate random measure de-
fined on (QS . BY), and denote Pszt to be the probability under which
is a Poisson random measure with Lévy measure v satisfying (2.5) and that
v¢([—1, 1]) = +00. We note that the second condition is merely technical, which
will guarantee the existence of solutions to the structure equation, thanks to Theo-
rem 2.2.

Wenowdeﬁne foreach05s<t§T, Qs,,éQ ,xQ”, s,_P ®

s ;s and B, = !80 ® 32 " , the completion of £(1) ® 32 with respect to the
probability measure Py ;. The canonical Wiener—Poisson space is then defined
as (Q,F,P) 2 (Qo 7, Bo.r, Po.r). We shall denote the generic element of

Q,F,P)byw= (a)l wy), where w; € 820 r- i =1,2; and we define

B (w) = w1 (1), p(w, A) = wr(A)
Viel0, T]l,weQ, AeAB(0,T] x R*).

Clearly, under the probability P, the process B is a standard Brownian motion,
and p is a Poisson random measure with Lévy measure v, and they are indepen-
dent.

Finally, for ¢ € [0, T'], we shall denote F' = (F);¢[0,7] to be the filtration on
[, T'] in the following sense:

Fl20(B —Bu(A):AcB(t,r] xR, 1<r<s), 1<s<T,

and ?S’ is a trivial o-field for all s < t. We assume that all F'’s are augmented

by P-null sets. In particular, we set F 2 F°, and ¥, = JTSO, for all s € [0, T']. Fur-
thermore, we denote by M?(F;RY) the set of all R?-valued, square-integrable
F-martingales X on (2, ¥, P; F).
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We are now ready to describe our control problem. Let U; and U¢ be two non-
empty compact sets in R and R, respectively, and set U = U; x U?.

DEFINITION 3.1. Forall t € [0, T], we say that a triple (7, u, X) is a “control
at time ¢” if the following properties hold:

(i) (7, u) is a pair of F’-predictable processes with values in U;
(i) X € M*(F; R?) satisfies
. t . .
[X’],=t+/u§,dX§, 1<i<d,te[0,T],
0

(X, X/, =0, l<i<j<d,tel0,T],
X, — X, L F, Vs > t.

Here “_L1” stands for “independent of.” We denote by U(¢) the set of all controls
at time ¢.

3.1

The following proposition gives two basic properties of U(z).

PROPOSITION 3.2. (i) For any t € [0,T] and any U-valued F'-valued
predictable couple of processes (m,u), there exists X € M>(F;RY) such that
(m,u, X) € U();

(ii) For any 0 <t <t < T, it holds that U(t") C U(z).

PROOF. The proof of (i) is quite straightforward. For any ¢ € [0, T'], we first
apply Theorem 2.2 to obtain a solution to the structure equation (2.7) on [0, t],
denote it by ' X. We then apply Theorem 2.2 again to find a square integrable, F’-
martingale {X g, s € [t, T]} that solves the structure equation on the interval [¢, T].
We now define a process

"X, s e€[0,1),

XS={X§—X§+fX,, selt, Tl

One can easily check that X satisfies (3.1).

To see (ii), first note that, for all s > 0, J’-‘st/ C F/. Thus, if (7, u) is F'-
predictable, it is also F’-predictable. Now, let u be a U?-valued F’,—predictable
process and X be the corresponding solution of (3.1). Since F’ "is trivial before ¢/,
u must be a.s. deterministic, and equation (3.1) restricted to [0, #'] has a solution
X of the form

_ s , s .
X :/0 1{u§:0}dB;+/0 /]R* u’rlAi(x)u(dx,ds), s €[0,1],

where Al is defined as the one in the proof of Theorem 2.2. In fact, this solution
is unique in law, since u is deterministic on [0, 7']. It then follows that the process
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{Xy, s €[0, t']} is of independent increments. Hence, X; — X; 1L %, fors € [z, 1'].
In particular, we have X, — X; LL ¥;. Finally, for s € (¢/, T], we write
Xy =X =(Xs — X))+ (X — Xp).

Since Xy — X is independent of £,/ by definition, whence of ¥;, we conclude that
X — X; is independent of ¥;, proving the proposition. [J

We now describe the main ingredients of our control problem. Given any initial
data (¢, y) € [0, T] x R™ and a control @ = (;r, u, X) € U(t), we assume that the
controlled dynamics Y"V'¢ =Y satisfy the following SDE driven by the normal
martingale X:

s s
32 Yy=y +/ b(Yy, wr,uy)dr +/ oY, mr,u)dXy, selt, T],
t t

and we make the convention that Y = y, for all s < ¢t. We consider the following
cost functional for the control problem:

(33) J@,y;@) 2 Elg(Yy" )], (1) €[0, T xR",
and therefore, the value function is given by

. t,y,a m
(3.4 V(t’y)_aé%f(t)E[g(YT )1, (t,y) €0, T] x R™.

Throughout this paper we shall make use of the following assumptions on the
coefficients b, o and g.

(H1) The functions 5:R” x U — R and ¢ :R” x U — R"™*4 are uniformly
continuous in (y, , #) and Lipschitz in y, uniformly with respect to (i, u).
(H2) The function g :R"™ — R is bounded and continuous.

It is well known that, under the assumptions (H1) and (H2), for any given con-
trol a € U(0), there exists a unique F-adapted continuous solution to (3.2), that
we denote by Y4 = (Yst’y’a)sz,, or Y'Y for simplicity. If a € U(t), then Y'Y
is F’-adapted. A simple application of It6’s formula (Proposition 2.3) yields the
following result regarding the second-order operator associated with the process
Y’Y. We state it as a ready reference, but omit the proof.

PROPOSITION 3.3. Let a = (m,u, X) € U) and Y = Y'Y be the unique
solution of equation (3.2). Then for any ¢ € C12([0, T1 x R™), it holds that

(s, Ys) — o, y)

d s ) )
(3.5) =Y [ A 00 V)X,
i=1"!

+/S<i<p(r, Y)) + L, 101, Yr)) dr, — selt,T],
t as



644 R. BUCKDAHN, J. MA AND C. RAINER

where
AL [pl(r, )

=1 Vy(r, y)o' (v, 7, u)

p(r,y+uloi(y,m,u)) —o(r,y)
+ 1iui o) ” ;
gﬂ,u[ﬁﬂ](r, y)

= Vyo(r, y)b(y, 7, u)
d . .
+ Z(l{ui=0}%(D§y<ﬂ(s, yo'(y,mu), o' (y, w,u))
i=1
+ Loy ((r y +u'o’ (.7, 1)) — (s, y)

_ uivygp(l", y)o*i (y,m, u))/(ui)z).

Above, o' denotes the ith column of the matrix o. [
We now give a useful result of the value function.

PROPOSITION 3.4. Assume (H1) and (H2). Then, the mapping (t,y) —
V(t,y) is continuous on [0, T] x R™.

PROOF. It suffices to show that, for any M > 1, V(-,-) is continuous on
[0, T] x Bp(0), where Bjs(0) denotes the closed ball in R™ centered at 0, with
radius M.

To this end, let 0 <t <¢ < T and y,y € By(0). Recall from Proposi-
tion 3.2(ii) that U(z") C U(r). One can deduce by standard arguments that, for
some C > 0, depending only on the coefficients b, o and g, the following inequal-
ities hold forall0 <t <t < T and y, y' € R™:

sup E{ sup |X:’y|2\%}sca+|y|2>,

acU(t) s€lt,T]
(3.6) sup E{ sup |YS”y—Y;/’y,|2‘5~“,}
acU(t) se[t’,T]

<C(A+ P+ P —=t1+1y—=y17),

where Y'Y and Y'Y are the solutions of (3.2) starting from (¢, y) and (¢/, y’),
respectively.

Now, for any € > 0, there is some a = (7, u, X) € U(t) depending on (z, y),
such that

(3.7) V(t,y) > E[g(Y7")] —e.
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Also, applying (3.6), we can find, for the given ¢ > 0, some N = N > 1 such that

;o 2C(1 + M?
(3.8) sup P{|Y}’y|v|Y}’y|2N}f¥f
acU(t) N

N | ™

Since g is bounded and continuous, thanks to (H2), for the given ¢ > 0 and N =
N¢ > 0, there exists § = §(¢, Ng) > 0 such that |g(z) — g(z/)| < &, whenever z, 7' €
By (0) and |z — 7’| < 8. Consequently, we have

E{lg(Yk") — (i)

(39) <eliglloo + E{lg(¥7") — g (Y7 )11,

" 7\
Y7 I<N.1Yp =}

<e(l+lglloo) +2lglloc P{IYy — Y77 | > 8).
Combining (3.9) and (3.6), we obtain that

E{| t,y t',y 2 2 / 72
g(Y7 ) —g(Yy )I}S8(1+||g||oo)+5—2||g||ooC{(1+2M Ne—t'|+|y—y'|7}

Since V/(r', y') < E{g(Y2"")} always holds, it follows that
Vit,y)= V(' y"
(3.10) > E{g(Yy") — g(Vp ")) —¢

2
> —£(lIglloo +2) — S—ZIIgIIooC(l +2MA){jt =1+ 1y — '),

Taking liminf over (¢, y), (', y') € [0, T] x By;(0), we obtain that

3.11 liminf Vi, y)=V(E',y) =0.
G.11) ocp_impinf V@) =V Y)) 2

It is clear that to prove the continuity of V it suffices to prove the following
inequality:

(3.12) lim sup (V(t, y) = V(' y/)) <O0.
0<t'—t\0,|y—y'|—0,

We again follow a more or less standard procedure. Namely, we first choose a’ =
(', u', X") € U(') so that

V(' y) = Elg(p? )] —e.
Then, following the same estimates as was done for (3.10), we can derive that
Ve, y) =V, y)
(3.13) < E[g(Yj")] - E[g(¥;")] +e

1 2 / /12
se(llglloo+2)+2||g||ooC5—2((1 +2MA)|t =1+ 1y = y'°).
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Taking limsup for (¢, y), (¢, y') € [0, T] x By (0), we derive (3.12).
Combining (3.11) and (3.12), we see that, on [0, 7] x Bps(0) the limit exists
and

3.14 li Vi, y)—=V(E',y)) =
(3.14) Ost/_t\&rg_y/lﬁo’( (t,y) =V, y")

It then follows that

lim Ve, y) = V(' y)l
|t/ —t|+]y—y'|—0,
(3.15)

= i V(s,2) —V(',Z)) =
0y’ —A\lon|1z z|—>0( (s,2) (s',2))

where s =t A, s =tVvt',(z,7) = (y,y)ift <t and (z,7') = (y/, y) otherwise.
Consequently, V is continuous on [0, T'] x Bys(0), and the proposition follows. [

4. The Bellman principle. In this section we prove the following “dynamic
programming principle” (Bellman principle) for our control problem (3.2)—(3.4).

PROPOSITION 4.1 (Dynamic programming principle). Assume (H1)
and (H2). Then, for any (t,y) € [0, T] x R™ and 0 < h < T —t, it holds that

4.1 V(t,y)= inf E[V({+h, YN
4.1) @, y) aélﬁ(z) (Ve +h Y. ,)]

PROOF. WefixO0<t<t+h<T,yeR"anda=(m,u,X)ec U(t). We de-
note the corresponding solution to equation (3.2) with initial data (¢, y) and control
a by Y"Y. Foreachn > 1, we set I'" = {k27"; k € Z™}, and for each z = k27" €
I'", we consider the m-dimensional cube I (z) := [/ [(k; — D27", k;27").

Obviously, for any € > 0, n > 1, and z € I'"*, we can find some control a* =

(%, u*, X*) € U(t + h) such that the associated solution Y* 2 y!th.2.a" gatisfies
(4.2) E[g(Y{)] = E[g(Y; ") <Vt +h.2) +e.

Then we define the new control pair:

i o oy, ifse (it
@3 @)=\ (zz,u3),  itY), el(z)ands elt+h, T,

and the process

X, 1fse[0 t+h),

44) X,= {Xz+h + (X=X, ), if Y, eI(z) and s € [t + h, T,

where z runs over all I'”". It is not hard to check that the process X is a solution
of the structure equation (2.7) driven by u; and (7, u, X ) is a control in U(z). Let
us denote by Y the corresponding solution to equation (3.2) with initial data (¢, y).
Since the processes {(my, us, X5),s € [t,t + h]} and {(7$, ul, X7 — z+h) s €



STOCHASTIC CONTROL FOR NORMAL MARTINGALES 647

[t + h,T],z € T}, are independent, so are the solutions {(f/\s),s € [t,t + h]}
and {(Y{),s € (t + h, T}, z € T'". Furthermore, the uniqueness of the solution

to SDE (3.2) implies that Yy = Y{*¥, for all s € [¢, ¢ + h]; and for s € [t + h, T,
P-a.s. on the set {Y[tjryh € I(z)} it holds that

s S = -~ -~ -
Yo — Y= (Y,tjryh —-2)+ /+h(b(Y,, Tr Uy) —b(YE, 7 Uy)) dr
t

~

s R
+ ‘/-+h(0(Yr, Ty Up) — U(ers Ty, ”r)) dX;.
t

Thus, with some standard estimates and using the fact that X is a normal martin-
gale, as well as Gronwall’s inequality, we obtain that there is some constant C > 0
(depending only on the Lipschitz constants of the coefficients b and o), such that

(4.5) E{ sup > |¥— Y5|21,(Z)(Y[3h)} <Cm4™".
se[t+h,T] zelrn

Consequently, from (3.6) and the continuity and boundedness of the function g,
we can deduce that, for some n, > 1 and all n > ng,

(4.6) E{ > lg(Fr) - g(Y;)|11<z)(Yffh)} <e.

zel™

. 9 t, .
Moreover, since the Y;.’s and Y, +yh are independent, for every n > N (¢), we have

E(g(Y7)} < E[ Z g(Yf)ll(z)(Yttjryh)} +e

zel’n

=Y E{g(YPIP{Y eI} +e

zel™

<N (Va+h2)+e)P{Y ), el@}+e

zel™

=Y Va+h )PV, e 1@} +2

zel’n

=E{ > V(I +h )l +2e.

zel’™

Letting n — 400 and applying Proposition 3.4, we obtain from the bounded con-
vergence theorem that

V(t,y) < E{g(Yr)} S E{V(t +h, Y[} +26.

Finally, since a = (7, u, X) € U(¢) is arbitrary, we conclude that
V(t,x)< inf E{V(t+h, Y 2.
( x)—aé%@) (Ve+h Y. 5}
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To prove the converse inequality, we borrow some idea of [12]. Namely, we shall
split the canonical probability space into two, and patch up the desired control.

First recall that each canonical space €2;; is the product of the canonical
Wiener space and the canonical space of the Poisson random measure, thus, we
can identify the probability spaces (2, F, P) = (0,7, Fo.7, Po,7) with (0,41 X
Qi+n.7,Fo.i4n @ Frin.1, Por+n ® Pryn, ) by the following bijection p: Qo 1 —
Q0,t4n X Qin,1. Forw = (w1, w3) € Qo1 = Q(l)’T X Q%’T, we define

A
@0,1+h = (@11[0,14+h]> @21[0,1+1]) € 0,14+
A
wrh, 7 = (01 — @1t + W) |{14n,71, ©21[14h,T1) € Qush, T,
A
p(@) = (@0,1+h> ©r+h,T)-

Now, for ¢ > 0, let a = (7, u, X) € U(¢) such that
E[g(Y7 )<Vt y) +e.

For all wo ;+n € Q0.1+1, We define a process on ;4 1 by

—1
(T (wo,t4h> ), (@0 140y I (@rn, 1) = (7T, u) 0 p~ (@W0,14h> Or4h,T)-

For Py ;ip-almost all wg s+n, ((wo t+h,-), u(@o r+4,-)) is a version of an
F; 4y, T-predictable process and, following the construction of Proposition 2.1, we
can prove that, if X solves the structure equation (2.7) driven by u on [0, T'], then
X(@0.14h,) = X o p~N@o.14n, -) solves (2.7) driven by u(wo ;+4, ) on the time
interval [t + &, T].

. A

We now consider the control process a(wo,i+n, ) = (T(@0,144 ) U(@0,1+h,
), X(@o,1+h,)). For each wo,4n € 20,40, we denote &(wor+n) =
Yf;_yh’a[pfl(wo,prh, I € R?. We note that Ytz_’g};.” is F7yp-measurable, thus, & de-
pends only on wy ;5. Next, we denote the solution of (3.2) on [t + A, T] X Qrqn.T

with initial condition &(wo ;14) by Y& (w1 411) () 2 yr+hE@on)a@orn)
Then, as in [12], one shows that for Py ;+p-almost all wg +4 € 20,144, the paths of
Y5Y4[p~Ywo,s4n, -)] coincide with those of YTJFh*é’“(a)o,Hh)(-), P45, 7-almost
surely. Moreover, for Py ;1,-almost every w s+, it holds that

E{g(Yy " DNFL ™ (@0, 4n, )

t4+h,z,a(00,1+1>7)
= Eo.+n{g(Yr e )}|Z:Y,[’+yh’00p_1(wO.t+ln‘)’

P45, 7-almost surely. Now, for any given g € U1, we put
_ A
(@0, t+h> ) = 70L10,14h) + 7T (@0,14h5 ) Ajr4n, 171,

_ A
u(wo,1+hs ) = u(wo,r4+h> )i+, 715

V@0, 1+h A

X = Bljo,1+n) + (X (@0,144, *) — Xt4n(@0,1+1, *) + Bt)Ljs4h,1]-
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Then, clearly @(wo,1+4, ) = (FT(@0,1+h, ) W@0,14h ), X ") € U(t + h). Con-
sequently, by definition of V (¢ 4+, z), we have for all z € R™ and Py ;4-a.s. every
wO,t—i—h,

E[g(vy ") = Elg (v NN > V (a4, 2).
This implies that
V(t,y) +e> E[E[g(Y;")IF 1]
(4.7) > E[V(t+h.2) _yrval = EIV( +h, Y7 )]

> inf E[V(t+h, Y"1

z [V(E+h, Y77 )]
Since this is true for all € > 0, we get the second inequality. This completes the
proof. [

5. The HJB equation. In this section we apply the Bellman principle of
the previous section to derive the corresponding Hamilton—Jacobi-Bellman (HIB)
equation for our control problem. To be more precise, we shall prove that the value
function is a viscosity solution of the following fully nonlinear partial differential-
difference equation (PDDE):

0
——V(@,y)— inf % ,[VIE, y) =0, t, 0, T R™,
.1) a5 V() m3d7nﬂ[u y) (t,y) €[0,T] x

V(T,y)=g(y), yeR™,
where the second-order operator %7 ,, is of the form (3.6),
gﬂ,u[(p](ta y)
= Vyﬁ”(ta y)b()’»ﬂ'a M)

d
(5.2) + Y iz 3 (D30, y)o' (v 1), 0 (v, 7, 1))
i=I

+ 1{14’7&0} ((p(t’ y + “iai(y, T, I/l)) - (p(ta y)

—u'Vyo(t, y)o' (v, m,u)) /)],
(5.3) @ e Cl2([0, T] x R™).

Here again, o' denotes the ith column of the matrix o. We shall refer to equa-
tion (5.1) as the HJB equation in the sequel. We should note that such a second-
order PDDE has not been studied systematically in the literature, therefore, in what
follows we give some detailed investigation regarding the viscosity solution to such
an equation. We begin by introducing the notion of viscosity solution, following
the approach by Barles, Buckdahn and Pardoux in [6] (see also Alvarez and Tourin
[1] and Amodori, Karlsen and La Chioma [2]).
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DEFINITION 5.1. A continuous function V : [0, T'] x R™ — R is called a vis-
cosity subsolution (resp. supersolution) of the PDDE (5.1) if:

(1) V(T,y) <(resp.>)g(y), y € R™; and
(i) for any (z,y) € [0, T) x R™ and ¢ € C12([0, T] x R™) such that V — ¢
attains a local maximum (resp. minimum) at (¢, y), it holds that

d
(5.4) =5 9 y) = inf .22 [V, 9l(t, y) < (resp. >) 0,

(r,u)elU

for all sufficiently small § > 0, where
L2 V.91t y)

A
= Vyo(t, y)b(y, 7, u)
d . .
+ ) Lz 3 (Dh0(t, y)o' (v, u), o' (v, 7, 1))
i=1
+ Lo i<y (@t y +u' o’ (v, w)) — @(t, y)

— U Vyp(t, y)o' (v, 7, w)/(u')?

(5.5) Flias (VL y +u'o' (y,m,u) = V(E, y)

(5.6) —u'Vy(t, y)o' (v, m,u))/w')?},
@ € CH2([0, T] x R™).

A function V is called a viscosity solution of (5.1) if it is both a viscosity sub-
solution and a supersolution of (5.1).

REMARK 5.1. We note that the last two second-order difference quotients
in (5.5) are designed to take away the possible singularity at u = 0 when V is not
smooth. Such an idea was also used in [6].

In the general theory of viscosity solutions one can often replace the local max-
imum and/or minimum in the definition above by the global ones. We shall verify
that this can be done in our case as well. The proof follows largely the idea of [6],
Lemma 3.3.

LEMMA 5.1. In Definition 5.1 one can consider only those test functions
¢ € CL2([0, T x R™) such that V — ¢ achieves a global maximum (for a vis-
cosity subsolution) and a global minimum (for a viscosity supersolution), respec-
tively, at (t,y). Furthermore, the operator gj‘fﬁu[V, ©](t,y) can be replaced by
Lrulel(t,y) defined by (5.2).
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PROOF. We shall prove only the supersolution case. The proof of the subsolu-
tion case is similar, but easier. We leave it to the interested reader.

Let us first assume that V is a supersolution of (5.1) in the sense of Defini-
tion 5.1. Fix any (¢,y) € [0, T) x R™, and assume that ¢ € CL2([0, T] x R™)
is such that V — ¢ attains its global minimum at (¢, y) [i.e., V(s,z) — ¢(s,2) >
V(t,y) — @(t,y) for all (s,z) € [0, T] x R™]. Then, for all (w,u) € U, and
i=1,...,m,itholds that

V(t,y+u'c'(y,m,u) = Ve, y) = oty +u'c' (v, m,u) — 9(t, y).
Plugging this into (5.5), we obtain
L2 V.01t y) = Lrulelt,y),  (m,u)eU.
Moreover, since V is a supersolution in the sense of Definition 5.1, we have
0 .
__(P(I,Y)_ lnf_gn,u[‘ﬂ](t,Y)
ot (mw,u)elU
5.7 5
= =0t y) - inf .22 [V,9](t,y) >0,

(r,u)el

for all § > 0. Namely, (5.4) holds when QC;SW[V, @] is replaced by L ,[¢].

We now prove the converse. Let (¢, y) € [0, T) x R™ be fixed, and let ¢ €
C12([0, T] x R™) be such that V (s, z) — ¢(s,z) = V(t, y) — @(t, y) for all (s, z)
in some §p-neighborhood of (¢, y) in [0, T'] x R™. We define a new function

A
Y(s.2) = 0(s,2) — (9t y) = V(. y)) = pl(s,2) — (&, I,
(5,2) €[0, T] x R™,

for some p > 0 sufficiently small. By changing this function outside the §¢/2-
neighborhood of (¢, y) if necessary, we can assume without loss of generality that
v, y)=V(,y),and

V(s,20) 29 (s, +pl6s,2) — &, »IY Y(s,2) €0, T] x R™.
Noting that (£, Vy, D2)¥ (1, y) = (£ Vy. D3)e(t. y), we have

L2 IV Y1, y) — L2 1V, 9l (2, )

IS

Z (0<ui | <6) l)2|(z/f<zy+u’ oy =y (t,y))

(5.8) o
— (et y+u'c") — o, )]

< Ca(1+1|y)*ds?p,

whenever § < W’ where C, > 0 is such that |o| = |o(y, m,u)| < Cs(1 +
lyD, (m,u) € U.
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Next, let x € C*([0, T] x R™) be a nonnegative function with supp(x) C
{(s,2) € [0,T] x R™:|(s,z) — (T/2,0)| < 1}. Since V is continuous, for any
£ >1, we can find v, € (0, ﬁ) such that, for all (s, ), (s',Z') € [0, T] x R™ with

|(S5Z) - (tay)| Vv |(s,azl) - (t7 )’)| §£+ 1’ |(S5Z) - (S/,Z/)| = Vy,
it holds that

IV =9¥)(s,2) = (V = ¥)(s", )| 50(26)4-

We now set x¢(s, z) = ﬁx(i(s, 2)), (s,2) €[0, T] x R™, and define
4

V.= 6.0+ [ (V<sﬁz’> YD —p
[0,T]1xRm
(5.9) ‘1,

)
2ot
(57,2 = (1, )| €l 7. £+11)

X xe((s,2) = (s',2)) ds’ d7.

It can be easily verified that the sequence {¢}¢>1 C C*°([0, T] x R™) enjoys the
following properties:

(i) Ye(s,z) = ¥(s,z), for all (s,z) € [0,T] x R™ with |(s,z) — (£, y)] ¢
(7. L +2);
(i) V(s,2) > We(s,2) = ¥ (s, 2), forall (s, 2) € [0, TTx R™ with § < [(s,2) —
<t
(i) Ye(s,z) = V(s,z) — pZ_4, for all (s,z) € [0,T] x R™ with |(s,z) —
(t, Yl €. €.

We observe that these properties imply, in particular, the uniform convergence
of ¥y to V on all compacts in [0, T] x R™. Moreover, due to our assumption, the
fact that V — 1/, achieves a global minimum at (¢, y) implies that, for all £ > 1,

0 .
—5%3(& y)— inf 5 e(t,y) > 0.

(m,u)elU

Hence, we can find for every £ > 1 a control state (¢, u;) € U such that

0
(5.10) 5 Ve y) — L et y) = =1/

By extracting a subsequence if necessary, we can assume without loss of generality
that the sequence {(my, u¢)}e>1 converges to some (7,u) € U (recall that U is
compact). Now,

d
(5.11) Ly WA, ) = Ve (t, )b(y, w0, ue) + ) O,

i=1
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where
ol A 1., L p2 i i
! — {ull:()}i( yyw(t7y)o' (}’»TFZ,MZ),U (y’ﬂeauﬂ))
+ 1{0<|u%|§5}(wf(t’ y+ Mzai(y, Ty, M()) —y(t,y)
(5.12) — upVyyr(t, o' (v, e, up)) /(uf)?
+ 1{|u2|>5}(‘//£(fv y+ uzai(y, Ty, uﬁ)) —Y(t,y)

—ub VY (e, y)ol (v, e, ug))/ (uh)?.

Now, since i, converges to V uniformly on compacts, it follows that

V(f,)"i'uiffi(y’mu)) - V(t5y) —l/liVyW(l’, y)ai(y,ﬂ,”)
(ui)? ’

Jlim 0) =1 | ju’| > 0;
—00 . .
DR o (30, 07 3, w),

if there is an infinite subsequence of u} with u} = 0.

Note that the term in (5.12) that involves 1;_,i|<5, does not necessarily have a
limit, but since vy, > 1, we can at least conclude that, forall 1 <i <d,

lim inf ©} > 1,0y 3 (D3, ¥ (1, )0 (v, 7, 0), 0" (3, 70, )

A+ Lo puij<sy (W (£, y + u'ol(y, m,u)) —y(t,y)
(5.13) —u' VY (t, Yo (v, ww) /(u')?

+ 1) (V6 y +u'o" (v, 70, w) = V (3, y)

—u'Vyy(t, y)o' (v, ow) /(')
Thus, in light of (5.11) we obtain that liminfy_ oo L, 4, Ve(t,y) >
Z2 [V, ¥1(t, y). Combining with (5.10) and (5.8), we have
9
0<——y(.) -2V, y)

d
= o0ty - L8 AV, 01, y) + Co(1+|yD)* dps?,

3o
2Co (1+yD -~

mum over all control states (7, u) € U, we see that V is a viscosity supersolution.
0

whenever § < Therefore, first letting p — 0 and then taking the infi-

Our main result of this section is the following:
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THEOREM 5.2. The value function V (t, y) defined by (3.4) is a viscosity so-
lution of (5.1).

PROOF. We first show that V (-, -) is a subsolution. Let (¢, y) € [0, T) x R™
be fixed. Given an arbitrary deterministic constant control (7, u) € U, we consider
a=(mw,u, X) € U(t) and denote by Y'Y the corresponding solution to SDE (3.2),
as usual. From Proposition 4.1 we see that, for all 2 > 0 with ¢ + 7 < T, it holds
that

(5.14) V(t,y) < EMV(+h Y}

Now let ¢ € C 1’2([0, T1 x R™) be such tat V — ¢ achieves a global maximum at
(t,y). Then, by 1t6’s formula, one has

0< EMV(t+hY) =V, )} < EMe@t+h Y2 — o, y)}

t+h
_ Eu{/ (059 (s, YV) + L ul] (s, Y!*y>)dS}
t

t+h
- / E*{8,0(s, Y'™) + Lo alpl(s, Y1)} ds.
t

Since the process Y'Y has right-continuous trajectories, we see that the map-
ping s — E*{d;¢(s, Yst’y) + L ulel(s, Yst’y)} is right-continuous. Hence, divid-
ing both sides of the above inequality by / and taking the limit as / tends to zero,
we obtain that

9 _
—Efﬂ(h V) = Zrup(t,y) <0 V(r,u)eU.

It then follows from Lemma 5.1 that V is a viscosity subsolution.

We now prove that V (-, -) is a supersolution. Again, let (¢,y) € [0,T) x R™
and ¢ € C12([0, T) x R™) be such that V — ¢ attains a global minimum at (¢, y).
Since the value of %% ,¢(t, y) depends only on the values of ¢ in a C(1 + |y|)-
neighborhood of (¢, y), which does not depend on (7, u) € U, we can change the
values of ¢ outside of this neighborhood without changing inf, , % ,¢(t, y). Fur-
ther, since V is bounded, we can also assume without loss of generality that the
functions ¢, as well as all its derivatives are bounded and such that, for some con-
stant C, | (s, 2)| < C(1+1z])72, (s, 2) € [0, T] x R™, with ¢ = 8¢, V0, Diygo,
respectively. In particular, we see that, for some C > 0,

|- ulel(s, 2)| < C, (s,2) €10, T] x R™, (ru)eU.

On the other hand, from the continuity of the mapping (s, z, 7, u) — aa—sq)(s, 7))+
Zrulel(s, 2), it follows that for an arbitrarily given € > 0 there is some § > 0 such
that

(5.15)  |(359(s, 2) + Lrul@l(s, 2)) — (3s0(t, ¥) + Lrulelt, y))| < e,
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for all (s, z) € [0, T] x R™ with |(s, z) — (¢, y)| <26, and for all (7, u) € U.

Let i € (0, §). By the Bellman principle (Proposition 4.1), for any ¢ > 0, we can
find a control a® = (7%, u®, X*) € U(¢) such that the associated dynamics Y'Y
satisfy that

(5.16) V(t,y)+he = E[V(t +h, YS5)].

“E

For notational simplicity, in what follows we shall drop the superscript from
each element of the control a®, when the context is clear. Thus, following the same
argument as in the subsolution case, one can show that

t+h
.17 sh> E{ / (350(5, V') + o 10105, Y;*y»ds}.
t

. A .
Moreover, if we denote Ag 5.0 = {SUPsc(s 4] vy — y| = &} for the given con-
stants ¢, 8, h > 0, then we can find some constant C > 0 such that

8 d ik i t 2 i
PlAcsal =B\ Y [ 10" (0 ) Parx’l,
i=l1

2h t+h
+8—2E{ft |b(Y§’y,ns,us)|2ds}

8 dct+h )
(5.18) =k Z/t ! (Y5, 705, us) | ds
i=1
2h t+h ; )
+8—2E{‘/t. |b(Y_g,yanS7uS)| ds}

1
<Cc(+ |y|2)5—2h.

This, together with (5.15) and (5.17), yields, for 0 < h < 4,

t+h
ez ' [ G+ Lo loD 0,V ds L, | = CHP(A )
, .
. 1
= h(Bpe )+ it Zol0)(3) ) ~he = C(L+ P
(m,u)eU 8

In other words, it holds that

d , , 1
(5.19) —o@,y)+ inf _Zr,e y)<2e+CA+|yl")Fh
ot (r,u)eU 8

Finally, first letting # — 0 and then & — 0 in (5.19), we derive the desired inequal-
ity, hence, the result follows. [J
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6. The uniqueness of the viscosity solution. In this section we discuss the
uniqueness issue regarding the Hamilton—Jacobi—-Bellman equation (5.1). For no-
tational simplicity, we assume that d = 1. We should note that, given the special
form of the HIB equation, its Hamiltonian, defined by

H(t,y,v,p,S)

A .
= inf Z; ,[el(t, y)
(7T, u)

= inf (pb(y, T, u)
(7,u)
(6.1)

d
+Z{l{ui=0}%(50i(y,rr,u),ai(y,n, u))
i=1
+ Ly 2oy (0(t, y + u'a'(y, m, u)) — o(t,y)
—u'pa’(y,m, u))/(u">2}),

is not continuous in the variables (p, S). This in fact causes some fundamental
difficulties in the uniqueness proof. We shall nevertheless prove a uniqueness result
under the following extra assumption on the control set U.

(H3) There exists a compact set U1 C R such that:

(i) 0¢Us;
(i) U=UjorU ={0}UUj.

REMARK 6.1. The assumption (H3) amounts to saying that there exist posi-
tive constants 0 < §o < C, such that every admissible control u satisfies
u#0 — 0<dp=<|u;|<C vt €[0,T], P-as.

Such a restriction is not unusual. For example, in the insurance applications the
lower bound ¢ could be thought of as the “deductible,” while the upper bound C
the “benefit limit,” of an insurance policy.

Our main result of this section is the following theorem.

THEOREM 6.2. Assume (H1)-(H3). Then the value function V :[0,T] x
R™ — R defined by (3.4) is the unique viscosity solution of (5.1) among all
bounded, continuous functions.

PROOF. We begin with a slight reduction. Let y > 0 be any given constant,
and for any function V (¢, x), define V(t, x) 2 e?T=DY(T —t,x). Then, it is easy
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to check that V is a viscosity solution of (5.1) if and only if Visa viscosity solution
of the following equation:

a A A ~

—Vit,x)+yV(t,x)— inf L,V(, x)=0,

(62) ot (mw,u)elU
(t,x)€[0,T] x R™,

V(O,x)zeVTg(x), x e R™,
We now consider two functions V, W € C,([0, T] x R), with V being the sub-
solution of (6.2) and W the supersolution of (6.2). As usual, we shall prove the
uniqueness of the solution of (6.2) [hence, of (5.1)] by showing that V < W. To
this end, let us suppose that

(6.3) 02  sup  (V(t.x)— W(t,x) >0,
(t,x)€[0,T1xR
and look for a contradiction.
For any ¢, @ > 0, we consider the auxiliary function

o
We o (t,x,5,9) = V(t,x) — W(s,y) — 5(|x|2 +1y%)

o ( 1 n 1 ) 1 | |2 1 | ,

2\T —t T —s 2¢e Y 2e
Since W tends to —oo as ¢, s — T or x, y — 00, one concludes that for any ¢ and
o there exists (7, £, §, 9) = (fe.q» Xe.a» Se.0 Ye.or) € ([0, T) x R)Z, such that

2
|=.

A A A A A
(6.4) ‘Vs,a(f,x,s,y)= max \Ds,a(t,x’& y)=M8,Ol'
([0,T1xR)2

Further, by (6.3) and the definition of the supremum, we see that, for all n > 0,
there exists a pair (7, x,), 0 <1, < T, x; € R, such that

(6.5) V(ty, xy) — W(ty, xp) = 6 — /2.

Combining (6.4) and (6.5), we can find «;, such that, for all @ € (0, «y), it holds
that
1

T —1,

1
>0—1.
T—t,7>_ 1

Mgy > V(tn, xn) - W(tns xn) - 01|x,7|2 —a
(6.6)

>0 -1/ —a(lx, +
In other words, if o < «;), then one must have
£ — 31> +18 — 1)
2¢&

C R+ 5P “( : : >>9
——(|x e ~)>6—n.
2 Y \T—-7 T—3 1

(6.7)
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Now, for fixed o > 0, letting ¢ — 0, we see that
(6.8) £ =3P +1§ =7 —>0,  |F*+ 3 < Ca.

Therefore, possibly along a subsequence, still denoted by (7, %, §, ), the fam-
ily (7,%,5,9) converges to (fy, Xq, ty, Xo) for some (fy, xy) € [0, T] x R. Con-
sequently, we have

V(f» )2) - W(§9 )A)) - V(toc, xa) - W(tot, xa) >0.
Here, the last inequality is due to the definition of 6 [cf. (6.3)] and that

) 1 . . " A o, .
6.9) hmsup(%ax P15 = 1) + S (P + |y|2)) <n.

e—0

We can now apply Ishii’s lemma [7] to obtain that, for all p > 0, there exists
(X, Y) € R¥ such that

F—3§ 1 t—79 _ .
( T y+ow?,X)e{P]’2’+V(t,x),
(6.10) & 2T-n> e
t—§ (o4 1 2 _)A) A~ Y) EJHLZ’_W(A A)
- A ) — ) sa 9
e 2(T—352 & Y Y
and

X 0 2 . _1 I, -1, I, O
<O _Y>§A+pA W“hA_§<—1m Im)+oz<0 Im>,

where P TV (7, ) [resp. P2 W (7, %)] denotes the “parabolic superjet” (resp.
“subjets”), as defined in [7]. Choosing p = min(e, é) < % yields

2 m m m

Now, using the definition of a viscosity subsolution (for V') of (5.1) via the superjet
(resp. supersolution for W via the subjets), we obtain that, for all (¢,s,x,y) €
[0, T1? x R?" and (a, p, S) € P21V (1, x) [resp. (b, q,S") € P12~ W(t, x)],

a+yVi(, x)

— inf_(pb(x, T, U)
(m,u)elU

n V(t,x+uo(x,m,u))—V(t,x) —upo(x,m,u)

0 Liuzo}

1m0y (S0 (x, 7, 1), 0 (x, 7, u>>) <0
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and
b+yW(s,y)
— inf_(qb(y, T, U)
(,u)elU
W(s,y+uo(y,m,u)) —W(s,y) —uqo(y,m,u)
+ Ljuzo)

I,t2
+ l{uzo}(S/a(y, m,u),o(y,n, u))) > 0.

Indeed, for all (a, p, S) € J)LZ’JFV(t, x), there is some ¢ € C1’2([O, T]xR™) such
that V. — o < V(t,x) — ¢(t,x) and (a, p,S) = (%gﬂ(t,x), Vo(t, x), D2<p(t,x))
(see [12]). Then the above relation follows from Definition 5.1 with & less or
equal to dp from Remark 6.1. A symmetrical argument gives the above relation

for (b,q,S) € P12~ W(t, x).
Combining the above, we get
0>a—b+y(V(t,x)—W(s,y))

(6.12) + inf_{gb(y, 7, u) — pb(x,m,u)
(m,u)elU

(6.13) + Loy 2 (W (s, y +uo (v, w,u)) — W(s, y)
—V(t,x +uo(x,m,u))+ V(t, x)
+u(po(x,m,u) —qo(y, 7, u)))
+ 1=y ((S'0 (v, 7, u), o (y, 7w, u))

— (So(x,m,u),0(x, 7, u)))}.

Now, in light of (6.10), we can find two sequences:

A
Un = (tn, Xn, Qn, Pn, Sn)

<fAf—§+a 1 £—§+ AX)
— , X, - s ox, )
e 2(T —1)? ¢

A
Vo = (Sns Yns by qns S;,)

e (S,y,

A

f—§ « 1 xX—39
2(T -5)2 ¢

—aﬁ,Y),

as n — oo. Here, for all n e N, u,, = (an, pn, Su) € 5’1’2’+V(t,1,x,,) [resp. v, =
bu,qn, Ty) € PL2=W (s, yn)]. We now apply (6.12) to each pair (u,, v,) and
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then try to take the limit. Note that the special form of U, thanks to (H3), guaran-
tees that at least along a subsequence, again denoted by itself, it holds that

0>3< L )+ (VE ) - WE, $))
“o\@ = T —sz) TV T
(6.14) + inf_{x — Y (b, u) — b 7 0)

(m,u)eU £

+a(Xb(X, 7T, u) + yb (P, 7, u))

+ l{u;ﬁo}u_z(W(S:’ 5) + MO'(j}, T, M)) - W(S\’ 5))

>

(6.15) —V(

+uf

X +uo (X, m,u))+ V(i X)

&>

-y

(c(X,m,u) — oy, u))

+a(xo X, u)+ yo (3,7, u))))
+ 1= ((Yo (3, 7, u), 0 (9, 7, u))
—(Xo(x,m,u),o(x,m, u)))}.

Now, applying (6.11), we have
(Yo (,m,u),0(), 7, u)) — (Xo(X, 7, u),0(%,7,u))

=o', 1, W)Yo, m,u) —o! &, 7, u)Xo (X, 7, u)
(6.16)

2 N 2
= _gld(vaT?M) _O’(yJT,uN

1
— 2<a + ;)(IG(}?, T +1o(, 7, u)|2).

Recalling the definition of (7, X, §, $), we have
\IIS,(x(fv)e’*e’j}) Z \Ijgya(f,)?+MO'(£,7T,M),§,57+MU(57,7T,M)).

Using relations (6.14) and (6.16), we get, after some simple straightforward calcu-
lations,

~ A . R . 1 . .
ozy(va,x>—W<s,y))—Ca(1+|x|+|y|)—cg|x—y|2,

where C is a constant depending only on the bound and Lipschitz constants of
b and o. Sending ¢ — 0 and then @ — 0 in the above (taking the “limsup” if
necessary), and noting (6.9), we obtain that

n=>yo.
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Since n can be arbitrarily small, we see that this is a contradiction. The proof is
now complete. [J

APPENDIX: COUNTEREXAMPLE

We now construct an example to show that in general equation (2.7) may not
have a unique solution. Let us consider the case d = 1 and assume that the Lévy

measure is of the form v(dx) 2 xizl{po}.

Suppose that on some probability space we are given a Brownian motion B and
a Poisson random measure © whose Lévy measure is v. We assume that B and
w are independent, define the stopping time § = inf{r > 0, B, = 1} and set u; 2
1(5,+00)(s). We shall construct two pairs of coefficients («;, B;) and (arf, B)), such
that the corresponding normal martingales X and X’ associated by (2.6) satisfy
both (2.7) but are not identical in law.

To this end, let us set o; = 1jo,51(t), o; = —1j0,51(t) and B;(x) = B;(x) =
14,(x), where

A _{@, on [0, ST,
7111, 00), on [S, +00).

Clearly, the process N; 2 fé 1+°° uldsde) = u(0,t] x [1,00)), t >0, is a stan-
dard Poisson process independent of B. Now, define N, 2 Ny —t,t > 0. Applying

Proposition 2.1, we see that both processes

X, = Bsps + Ny — Ngar,
X;:_BS/\Z+NI_NS/\Z’ t>0,

satisfy the structure equation for the above defined process u. We now argue that
X and X’ are not equal in law. Indeed, we write the stopping time S as S = inf{r >

0, X; =1} and set S’ =inf{r > 0, X; = 1}. Then, it is readily seen that X D xrif
and only if (X, $) 2 (X', 5").

Now consider the stopped processes X 2 Xgn; and (X/)f/ 2 (XNsins, t = 0.
If X 2 X', then X5 2 (X')" as well. But clearly X is continuous, while (X")*
has jumps on the set {S < S’}, which obviously has a strictly positive probability,
a contradiction.
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