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Hedging under an expected loss constraint
with small transaction costs *

Bruno Bouchard® Ludovic Moreau * H.Mete Soner 8

September 11, 2014

Abstract

We consider the problem of option hedging in a market with proportional
transaction costs. Since super-replication is very costly in such markets, we replace
perfect hedging with an expected loss constraint. Asymptotic analysis for small
transaction costs is used to obtain a tractable model. A general expansion theory
is developed using the dynamic programming approach. Explicit formulae are
obtained in the special cases of exponential and power utility functions. As a
corollary, we retrieve the asymptotics for the exponential utility indifference price.

Keywords: Expected loss constraint, hedging, transaction cost, asymptotic expansion.
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1 Introduction

As well known, in a complete market with no frictions, every contingent claim can be
replicated by continuous trading of the underlying asset. These replicating strategies
however typically yield portfolio processes that are of unbounded variations. Hence, any
size of transaction cost renders this portfolio to have an infinite trading cost. Indeed, it
has been shown that, generically, the cheapest super-replicating portolio is the simple
buy and hold strategy leading to a prohibitive cost [50, 42, 15, 19, 23, 37, 40, 41].

Theoretically almost sure replication is an appealing concept which has been ex-
tensively studied in the literature. Firstly, it provides the initial building block for the
utility maximization problems by providing the exact description of the wealth processes
that enter into the maximization. Also it provides complete risk aversion agreeing with
all other approaches and in incomplete markets it yields the pricing intervals. When
this interval is tight, it can also have practical uses. However, since this is not the case
in markets with transaction costs, one has to consider instead expected loss criteria
related to the risk attitude of the investors.

In the frictionless Black-Scholes market Follmer and Leukert [27, 28] studied the
quantile and expected shortfall by exploiting the deep connection to the Neyman-
Pearson lemma, which applies to general complete markets. A more general approach
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for Markovian settings was then developed in [12, 9, 44, 13] for diverse markets includ-
ing jumps and several loss criteria. A particular application of this approach is the
utility indifference as introduced by Hodges and Neuberger [34] in which the hedging
constraint is given through the maximum utility that one may achieve without the lia-
bility. However, in the general formulation of hedging with expected loss, one can place
more than one constraint [16] and consider markets with general dynamics as well as
frictions.

In this paper, we follow the problem formulation of [12] and develop a coherent
asymptotic theory for hedging problems under an expected loss criterion, when the
transaction cost is small. Asymptotic analysis allows for more tractable formulae. Our
methodology is robust enough to treat models with general dynamics and many loss
criteria. For modeling the financial market, we follow the seminal papers [43, 17] and
the rigorous mathematical approaches of [22, 24, 49]. For further information on utility
maximization under transaction costs, we refer the reader to the book [38] and the
references therein.

On the technical side, we build upon the similar theory that was developed in the
case of the classical utility maximization. For this problem, an extensive theory is
now available starting with the appendix of [49]. There are now many rigorous results
[1, 3, 6, 7, 32, 35, 45, 48, 53] as well as interesting formal derivations [2, 33, 54]. The
partial differential equation (PDE) technique that we use has its origins in a recent
paper [53]. It is based on the theory of the viscosity approach to homogenization of
Evans [26]. This methodology allows for a flexible asymptotic theory that applies to
markets with multiple assets [48], fixed transaction costs [1] and market impact in factor
models [45]. A related asymptotic analysis is carried out for stochastic volatility models
with different time scales [30, 31], and for utility maximization asymptotics [29]. They
also use viscosity solution tools, but their methodology is different.

The asymptotic expansion is derived directly using the PDE characterization of the
expected loss based price. This equation follows from the stochastic target formulation
with controlled expected loss as in [12]. In the frictionless case, the problem described
in subsection 2.2 is

7(t, s,p) := inf {z eR:E [\II (Z%s’z’ﬂ - g(S%s))} > p for some ¢ € U(t, s, z)} ,

where W is the given expected loss function, p is the given desired threshold, g is option
pay-off, U(t, s, z) is the set of admissible controls and the process Z%*#7 is the value
of the portfolio with initial stock value s, initial wealth value z and control process
9. The diffusion type dynamics of Z%%%% and the exact description of the admissible
class U(t,s,z) are given in section 2 below. Then, with the help of the martingale
representation, [12] converts this problem into a standard stochastic target problem
introduced in [51, 52]. The model with transaction costs is introduced in Section 2.1
and the corresponding dynamic programming equation is a quasi-variational inequality
(2.7).

The main result of the paper, outlined in Section 3, is the asymptotic expansion
(3.1). It is proved under the hypothesis of Theorem 3.7 and states that the loss due
to frictions is proportional to the 2/3 power of the proportional transaction cost and
the coefficient of the first term in the expansion is characterized. Although our result
is proved for a single risk criteria, it can be generalized to the multi-criteria case by
exactly following the steps of [16]. This extension naturally increases the dimension of
the corresponding PDE but does not introduce any additional technical difficulties.

In the case of exponential and power utility functions, ¥, explicit formulae are
available. We collect them in Section 4. In Section 7, we also explain how to construct
almost optimal strategies.



In particular, if one chooses the threshold p to be the value function of the same
utility maximization problem with transaction costs but without any liability, one re-
covers the utility indifference price and its asymptotics. In this context this price was
first studied by [21]. In the case of an exponential utility, they obtained the price as
the difference of two functions. These functions are related to the maximum utility
of two similar problems whose solutions are described through a nonlinear parabolic
equation with gradient constraints. Related asymptotic formulae were formally derived
in [54] and only recently were proved rigorously by Bichuch in [5]. Later [46] used an
approach similar to ours for this problem. As discussed above, the problem we study is
equivalent to hedging the option not perfectly but with a prescribed expected loss. As
a consequence, our results described in Section 4 yield the asymptotic formula of [5].

The paper is organized as follows. The next section describes the model and its fric-
tionless counterpart. In Section 3, we state the main theorem and our assumptions. We
illustrate this result in the cases of exponential and power utilities in Section 4. Section
5 is devoted to the proof of the main theorem and Section 7 verifies the assumptions in
the examples. In Section 6, we prove several technical estimates.

Notations: Given O C R and a smooth function ¢ : (¢,2!,...,2%) € [0, T]x O — R,
we write ¢; and @, for the partial derivatives with respect to ¢ and z°. Second order
derivatives are denoted by ¢,i,;, and so on... We use the notations Dy and D?p
to denote the gradient and the Hessian matrix with respect to the space component
(x1,...,2%). If we want to define them with respect to a subfamily, say (z!,---,2%), we

write D1 iy and D(le . @. When ¢ depends on only one variable, we simply

. ,Ii)
write ¢’ and ¢ for the first and second order derivatives. Any element of R¥ is viewed
as a column vector, and | denotes the transposition. For an element ¢ € R* and r > 0,
the open ball of radius 7 > 0 centered at ¢ is denoted by B,.(¢). We let B and Int(B)
denote the closure and the interior of B. Assertions involving random variables have to
be understood in the a.s. sense, if nothing else is specified.

2 Partial hedging under expected loss constraints and
pricing equations

As usual, we let (Q, F,P) be a complete probability space supporting a one dimen-
sional Brownian motion W, F := (F;)i<7 be the right-continuous augmented filtration
generated by W and T > 0 be the fixed time horizon.

2.1 Controlled loss pricing with proportional transaction costs

We consider a financial market which consists of a single risky asset .S, called stock
hereafter. For ease of notations, we assume that the risk free interest rate is 0. Given
initial data (¢,s) € [0,T] x (0,00), we let S** describe the evolution of this asset, and
we assume that it follows the dynamics

St’S:er/ Si’su(T,S?S)dT+/ Syoa(r, S*)dW,, (2.1)
t t

in which

(t,s) €[0,T] x (0,00) = (su(t, s),so(t,s)) € R x (0,00) (2.2)

is Lipschitz continuous in s and continuous in .

The latter condition implies the existence and uniqueness of a strong solution.



Transactions on this market are subject to a proportional cost! described by a pa-
rameter € > 0. We use the notation € because we will be interested by the asymptotic
€ — 0. The scaling €? is just for notational convenience, as it will be clear later on.

As usual in the presence of transaction costs, a portfolio process has to be described
by a two dimensional process (Y, X) in which Y denotes the cash account and X denotes
the amount of money invested in the stock. We therefore call (y,z) € R? an initial
endowment at time t if y is the position in cash and z is the amount invested in the
stock at time ¢. Then, a financial strategy is an adapted process L with bounded
variations. The quantity L, — L;— must be interpreted as the cumulated amount of
money transferred on the time interval [¢,7] from the cash account into the account
invested in the stock. It admits the canonical decomposition into two non-decreasing
adapted processes L = Lt — L~. We denote by £ the collection of trading strategies.

Given an initial endowment (y,z) at time ¢, the portfolio process (Yt¥-¢L xt@s.L)
associated to the strategy L € £ evolves according to

yhvel =y / (1+e*aL; +/ (1—€*)dL; ,
t t

' dSts ’ ’
xtesL — 4 +/ X,ﬁ’z’s’L% +/ dL,,J.r — / dL>.
t Sr t t

In order to rule out any possible arbitrage, we restrict the set of admissible strategies
to the elements of £ such that the liquidation value of the portfolio is bounded from
below, i.e. L € L is admissible if there exists ¢y, > 0 such that

ytvel 4opextesly > _cpoon [t,T], (2.3)

where
CireRer—Erl.

We denote by £¢(t, s,y, ) the set of admissible strategies associated to the initial data
(s,y,x) at time t.

We now consider a trader whose aim is to hedge a plain vanilla European option with
payoff function ¢ : r € (0,00) — g(r) € R. Hereafter, g is assumed to be continuous
with linear growth. In general, super-hedging in the presence of proportional transaction
costs is much too expensive to make sense in practice, see [20, 42, 50], and [15] for the
multivariate setting. We therefore introduce a risk criteria under which the pricing and
the hedging of the option will be performed. It is specified through a map ¥ : r €
R+ ¥(r) € (—o0,0], which we call loss function. We assume that ¥ is concave?, non-
decreasing, continuous on its domain, that Im(¥) := {¥(r), r € R s.t. U(r) > —oo} is
open and that

E [U(—g(Sp%)] > —oo  forall (t,5) € [0,T] x (0, 0).

The hedging price associated to the loss function ¥ and a threshold p € Tm(¥) is
then defined by

ve(t, 8, p, ) := inf {y eR:3LeL(ts,y,x) st E [\II (Aifyz)} > p} , (2.4)

where
Ay = Yp" O+ (X — (S5

t,5,9,%

ISee [38] for a general presentation of models with proportional transaction costs.

2We make this assumption to obtain the representation in Proposition 2.2. This representation is
then used to verify the assumptions. Hence, the main result applies to general loss functions provided
the assumptions are verified.



The value v¢(t, s, p, ) is the minimal initial price at which the option with payoff g(S;S)

should be sold in order to ensure that the expected loss, as evaluated through ¥, is not
below the threshold p. Note that the assumption that ¥ is bounded from above is rather
natural since we consider here a risk criterion, i.e. one should not have the possibility
of compensating losses by unbounded gains. From the mathematical point, it could be
relaxed up to additional integrability conditions ensuring that the corresponding opti-
mization problem Max IE[\II(AisLyI)] over L € £5(t, s,y, ) is well-posed, see e.g. [8] and
the references therein. Also note that this problem is of interest even in the degenerate
case g = 0. Then, v¢ represents the threshold under which the cash account should not
go in order for the terminal wealth to satisfy the requirement in (2.4). This threshold is
a building block for the analysis of optimal investment problems under risk constraints,
see [10, 14].

The problem (2.4) is a stochastic target problem with controlled loss in the termi-
nology of [12]. In order to obtain a pde characterization, the first step of their analysis
consists of increasing the dimension of the state space and of the set of controls in order
to turn the target problem under controlled loss in (2.4) into a target problem with
P-a.s. terminal constraint in the form of [51, 52]. Namely, v¢ admits the equivalent
formulation

ve(t, s,p, ) = inf {y eR:3(L,a) € £°(¢t, s,y,x) x As.t. U (A;SLyI) > P%’p’a} ,(2.5)

where 2 denotes the set of a.s. square integrable predictable processes such that
PUP =y —|—/ a,dW, is a martingale on [¢,T]. (2.6)
t

One direction follows by taking expectation, the other one is just a consequence of the
martingale representation theorem applied to \I/(AESLyI) Since Im(T) is convex, by
the continuity of ¥ on its domain, it is not difficult to see that we can even restrict the
martingale PP to take values in Im(¥), see [12, 44].

Note that this reformulation is natural. Indeed, the expectation in (2.4) has to be
understood as a conditional expectation given the (trivial) information at the starting
point t. The conditional expectation evolves as time passes, and has no reason to stay
above the initial threshold p. The martingale process PP is here to take this evolution
into account and turns the problem into a time-consistent one: it describes the evolution
of the conditional expectation of \P(Agfy$)

A geometric dynamic programming principle for problems of the form (2.5) was
first obtained by [51, 52]. In the present framework, in which controls are of bounded
variation, it was further studied by [9]. Up to slight modifications, see the Appendix, it
follows from the analysis in [9] that v¢ is a (discontinuous) viscosity solution on ® x R

of

max{—ﬁsxgo — KAP‘SX@ , =+ 1+, ——(1+ gom)} =0 onD.r xR, (2.7)
V(p+z—elz|—g)=p onDr xR,

in which we use the notations

Der:=1[0,T) x (0,00) x Im(¥) , Dp:={T} x (0,00) x Im(¥) , D:=DrUDr,
and

‘Cg\sx(to = %a(ﬁa + 6O)TD9013 )
Losxep = inf{Lyxp:a€Rst. G, Dp =0},
Loxp = @i+ i Do+ $Tr [505 D¢]



where D¢, is vector of the derivatives of the partial derivative ¢, and for a given point
(t,s,2,a) € [0,T] x (0,00) X R x R,

su(t, s) so(t,s)
ity s,x) == | zu(t,s) and d4(t,s,x) == | wzo(t,s) . (2.8)
0 a

Theorem 2.1. Assume that v¢ is locally bounded. Then, it is a discontinuous viscosity
solution of (2.7).

The above characterization can be exploited to compute the pricing function v¢
numerically. However, it should be observed that the operator LA',P‘SX involves an opti-
mization over the unbounded set R, which makes it discontinuous, and possibly difficult
to handle numerically. Moreover, except if v¢ is smooth, the above pde does not allow
to recover the associated hedging strategy.

In this paper, we follow the approach of [53], and try to provide an expansion
of v¢ around € = 0, i.e. for small values of the transaction costs. For ¢ = 0, the
financial market is complete and the problem can be solved explicitly by tools from
convex analysis as described in the next subsection. We can therefore hope to obtain an
explicit expansion, or at least a characterization of the different terms in the expansion
which will be more tractable from the numerical point of view.

2.2 The frictionless benchmark case

We now consider the frictionless case which will be used to provide an expansion of v€.
We refer to [27, 28] for a general exposition of quantile and loss hedging problems in
this context, see also [11].

Let U denote the set of R-valued progressively-measurable and a.s. square integrable
processes. Elements of U will be interpreted as amounts of money invested in the risky
asset S. Given an initial allocation in amount of cash z at time ¢ and ¥ € U, the
corresponding (frictionless) wealth process Z%%%? evolves according to

70 st [ 0,asp /st
¢
and the analog of v°(t, s,p,0) in (2.4) is
7(t,s,p) := inf {z eR:E [\Il (Z;S’Z’ﬁ — g(S;S))] > p for some ¥ € U(t, s, z)} ,
in which U(t, s, z) is the restriction to controls ¥ € U such that

Z69%% > _ o on [t, T] for some ¢y > 0.

Because this frictionless financial market is complete, one can describe 7 explicitly
under mild regularity and integrability conditions. We provide the proof of the following
in the Appendix for completeness.

Proposition 2.2. Fiz (t,s,p) € ©. Assume that the function ¥ : R — Im(¥) is
invertible, and that its inverse ® is C'(Im(¥)). Assume further that ® : Im(¥) —
(0,00) admits an inverse I. Finally assume that \»* := (u/o)(S"*) is square integrable
and that the process QU* defined by

L ,
Qb = exp{§/ |)\i’s|2d7+/ )\i’deT}
t t



satisfies
E [I((thT’S)] =p for some >0,
and
g(SE) + @ o I(¢QY°) € LN(QM®) where dQ"*/dP =1/Q%°.
Then,

(t,s,p) = E¥" [g(SE*) + ® o I(§Q%")] . (2.9)

As for the case with frictions, one can also obtain a characterization of 7 in terms of
a suitable Hamilton-Jacobi-Bellmann equation, see [12] and the Appendix. As in [53],
it will be used to obtain an expansion of v¢ around ¢ = 0. We state it in terms of the
function

v:(ts,px)eDxR—n(ts,p) —x, (2.10)

which is the analog of v when the initial amount x invested in the stock is non-zero. We
note that formally v°, obtained by setting € to zero, is equal to v. In the following, we
restrict to the case where v is smooth, increasing and strictly convex in the p parameter
(the monotony and convexity just follow from the monotony and concavity of ¥). A
similar result in the sense of viscosity solutions can be found in [12].

Theorem 2.3. Assume that m € CY2(Do7) and that min{m,, 7,,} > 0 on D 7. Then,
v(t,x,p,x) = w(t,s,p) — x is a strong solution of
—L v — ﬁp‘sev =0 on Der xR and V(v+2x—g)=p on D X R, (2.11)

where

Efv\se@ = 2_1a(59,a + 59,0)TD9019 )
Losotp i= inf{L% ¢ :a€R s.t. 5;7@D30 =0},

1
Lsop = 1 + [ig Dy + 5T 56,059 0D%¢]

with, for (t,s,p) € D,

su(t, s) so(t, s)
fo(t,s) == | O(t, s,p)u(t,s) and Goq(t,s,p):= | Ot s,p)o(t,s) |, (2.12)
0 a
E - 3
o(t, s, p) = <s7rs+ @M> (t,5,p) . (2.13)
o Tpp

Remark 2.4. For later use, note that

. X By, — osv
Lpisov = Ly 5,0 With @ := —g oDv /v, = =2 (2.14)
’ Upp
and
0 = smy + mpa/o . (2.15)



3 Small transaction costs expansion

It follows from Proposition 2.2 that the value function v associated to the frictionless
case is known, or at least can be computed easily. Since it should identify to v¢ for
e = 0, we seek for an expansion of v as € — 0 in which v is the 0-order term. From
[53], one can expect to obtain an o(e?)-expansion if we introduce a second and a fourth
order term, the last one depending on a fast variable, £ below. Namely, we seek for
two functions uw and w such that

V(Cx) = 0lCx) + u(Q) + w0 £(Cox) o) for (Cx) €D xR, (31)
in which, for a map w: ((,£) € D x R — w((, &), we set

= 0(0)

€

(woéé)(<7x) = w(gaée(Caz))5 Wlth gé(Caz) = (32>
Note that when w has sub quadratic growth in &, the term e*cwo &.(¢,x) in (3.1) is in a
lower order than €2 and plays no role in the expansion. We will show that this is indeed
the case. However, at least at the formal level, the second derivative of €*w o £.(¢, )
is exactly of order €2 and this observation is crucial in deriving the corrector equations.
Also, in the context of formal matched asymptotics, one may recognize (3.1) as in the
inner expansion.

Remark 3.1. In the case where the domain of ¥ is bounded from below, the conver-
gence v¢ — v can not hold except if ¢ is linear. Indeed, assume that the domain of ¥
is bounded by —k € R, i.e. ¥ = —oc0 on (—o0,—k). Then, it follows from [15] that
ve(t, 8, p,2) > g(s) —x —k for all (¢, s,p,x) € Do x R, where § is the concave envelope
of g. On the other hand lim;_,rv(t,s,p,x) = g(s) —z — k + ¥~ 1(p) + &, by (2.11),
where W1 is the left-continuous inverse of W. If g is not concave, i.e. if {§ > g} is
non-empty, we therefore obtain that v does not converges to v on a non-empty subset
of {(t,s,p) € Der : G(s) > g(s) + Y71(p) + k}. Hence, we need to assume that g is
concave, i.e. § = g. It can actually neither be strictly concave on any interval of (0, c0).
Otherwise, there will be (t,s) such that E2"’ [g(S?S)] =: T(t,s) < g(s) and therefore
v(t,s,p,z) < g(s) —x+P1(p) = g(s) —x — k+ V¥ 1(p) + Kk, since adding —z + ¥~ 1(p)
to 7(t, s) allows to hedge Z7 := g(S%°) + ¥~1(p) which satisfies ¥(Zr — g(S%°)) = p.
By choosing p such that W=1(p) + & is close to 0, we again obtain that v¢(t, s, p,z) does
not converge to v(t, s, p,x) even if g = g °.

Our main result provides a precise characterization of the functions v and w under
the assumption that v¢ converges at a rate O(e?). We shall see that this is true in typical
examples of application in Section 4 below?.

Assumption 3.2. For any ((,,x,) € © X R, there exists r,,€, > 0 such that

sup {ue(c,x) = V(e 2) ;U(Qx), (¢, ) € By, (Cor 7o) N (D x R), € € (O,eo]} < 0.

‘ (3.3)

3When the lower bound is zero, the boundary of the natural domain of the problem is given by the
super-replication cost. We believe that in this case there is a boundary layer near this boundary.

4This assumption states that the expansion in the small parameter e starts with a quadratic term.
In other words, we assume that the order of proposed expansion is “correct”. Under this and other
regularity assumptions, we prove the expansion and derive formulae for the coefficients in the expansion.
Indeed this assumption holds in many examples. However, in the case discussed in the Remark 3.1
we believe that there is a boundary layer and this assumption would only hold away from the super-
replication cost.



It allows us to give a sense to the relaxed semi-limits

u* (¢, x) = limsup (¢, 2") and u.(¢,2) := lim inf u (¢’ 2",  (3.4)
€l0,(¢",x")=(¢,m) €l0,(¢",2" )= (¢ x)

which will be the main objects of our analysis. More precisely, we shall show that
u* = uy, =: u does not depend on the z-variable and is a viscosity solution of

—He—h=0 on®D.p,
(3.5)
=0 on O,
where
L 59 L2 - K
He = ¢+ 508 Pss + 5 (@) ppp + o8Py — ;agap, (3.6)

in which & is defined in (2.14), and (w, h) are the solution of the so-called first corrector
equation, i.e. for each ((,§) € D x R:

(5175028 4 Q) — 51l € ~1 4 el 6 1~ =e(C ) =,
' (3.7)
where
917
0:=80s— 60+ — (0 — sms). (3.8)

Tp

In order to construct the pair (co, h), we need some smoothness and non-degeneracy
conditions on the value function 7 of the frictionless problem.

Assumption 3.3. The functions 7,0 and § are C**(D) and (mp, AT, A|S]) > 0 on D.

Lemma 3.4. Let the Assumption 3.3 hold. Then, there exists a locally bounded function
h on ® and a non-negative function w on ® X R such that, for all { € D, the map
EeR— w((,€) is C2(R) and solves (3.7) on R. Moreover, it satisfies

(i) @w(-,0) =0 on D.
(ii) we CH?(D x R) and |we| <1 on D x R.
(ili) There exists a continuous function ¢ : ® — R such that

1+ ¢

+ (|| + | Dw| + |D*@|)(-,€) < 0 on D, V£ ER. (3.9)

(iv) There exists a continuous positive function € on ® such that, for all (¢,€) € D xR,
we(¢,€) = —1 & £ <€) and we((,€) =1 & £2(C).

The proof of this result is postponed to Section 6. In that section, we also derive
explicit expressions for w, h and £ in terms of 7 and its derivatives, see (6.5), (6.3) and
(6.4) below.

Remark 3.5. It follows from Lemma 3.4 that we indeed have |w(-,&)| < [¢] for all
& € R. This is a straightforward consequence of (3.7) and (i).

In order to fully characterize v as u* = u,, we also need a comparison principle on
(3.5).



Assumption 3.6. There exists a set of functions C which contains u* and u,., and
such that uy > us on ® whenever uy (resp. us) is a lower semi-continuous (resp. upper
semi-continuous) viscosity super-solution (resp. sub-solution) of (3.5) in C.

Under the above conditions, we will prove in Section 5 that the expansion announced
n (3.1) holds.

Theorem 3.7. Let the Assumptions 3.2, 3.3 and 3.6 hold. Then, (3.1) holds with w
as in Lemma 8.4 and u given by the unique viscosity solution of (3.5) in C. Moreover,
U=u" = U.

Proof. This is an immediate consequence of Propositions 5.5, 5.7 and 5.8 below, com-
bined with Assumption 3.6. |

As explained above, the function 7 is explicit or can be computed easily, and so is v,
while w is given in (6.5) below in terms of 7 and its derivatives. As for w, it solves the
linear equation (3.5) which can be solved numerically whenever the function a defined in
(2.14) and ap/o are Lipschitz on ©. Note that, in this case, it admits the Feynman-Kac
representation

u(t,s,p) =E

T

/ h(r,54°, Pbor) dT] ,
t

in which S%* solves (2.1) with z = 0, and

phar=p - / (ap/o)(r,Sp*, Pr*P)dr + / a(r, Sp%, PEAP) AW
t t

If the probability measure Q"* of Proposition 2.2 is well defined, this is equivalent to

T
u(t,s,p) = EQ" [/ h (7‘, Sk, Pﬁ’s’p) dT] ,
t

in which _
P impt [ a(r,Si P,
¢
In the examples of Section 4, all these quantities are known, as far as one can compute
the price and the greeks of a plain vanilla European option in the Black and Scholes
model.
Note also that the functions 7 and £ can be used to construct almost optimal strate-
gies in the original problem (2.7). This will be explained later on in Section 7 for the
exponential and the power risk criterias.

Remark 3.8. We restrict here to the case of a single stock mainly for ease of notations.
The arguments contained in Section 5 can essentially be reproduced in the multidimen-
sional case. The main difficulties will come from the construction of w in Lemma 3.4,
see [47], and from the existence of a solution to the Skorohod problem in the proofs of
Section 7.

4 Examples

In this section, we discuss two typical examples of application in which Assumptions
3.2, 3.3 and 3.6 are satisfied, and therefore the expansion result of Theorem 3.7 can be
applied.
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4.1 The exponential risk criterion in the Black and Scholes model

We first specialize the discussion to the case where the loss function ¥ is of exponential
form:

U(r):=—e ", reR, (4.1)

for some 1 > 0, and the stock price S follows the Black and Scholes dynamics
St =g +/ Ao Stidr —|—/ oSbEdW, | (4.2)
t t

for some (A, 0) € R x (0, 00).
In this case, the pricing function 7 can be derived explicitly. This is an easy conse-
quence of Proposition 2.2. We recall that h and £ are given in (6.3) and (6.4) below.

Proposition 4.1. For all (t,s,p) € D :=[0,T] x (0,00) X (—00,0),

w(t,s,p) = 7(t,s)+ 7(t,p), (4.3)
where )\2(T H o1

w(t,p) = _T - Eln(_P)
and

7(t,s) = EQ [g(S%)] with dQ/dP = e~ T= Wr,
Moreover, if # € C%2([0,T] x (0,00)), then

(4.4)

They are well-defined under the conditions of Assumption 4.2 below. Note in par-
ticular that

0,6, h and & only depend on (¢, s). (4.5)

Moreover, the second corrector equation (3.5) can be written as

2
—p — %02525055 — ’\7p2<ppp + oAsppsp + )\ngpp —h=0 on®D.r, (46)
p=0 on Or.

If h is bounded, which will be the case under Assumption 4.2 below, it follows from
standard arguments that

T
@: (t,s) €[0,T] x (0,00) — E@ l/ h(r, Sﬁ’s)dT] , (4.7

is the unique viscosity solution of (4.6) in the class of functions having polynomial
growth, see [18].
We now impose conditions under which Assumptions 3.2, 3.3 and 3.6 of Theorem

3.7 hold true. In particular, they are similar to the assumptions used in [5, Assumptions
3.1 and 3.2]. °

Assumption 4.2. The following holds:

5These assumptions can be verified directly using the frictionless equation and assumptions on g.

11



a. 7€ CH(D).
b. There exists K > 0 such that
9| + 1875 | + [8* s + 07+ [0:] + |s°0ss] <K on D.
Note that these conditions imply in particular that 4, € C?(D), see (4.4) and

(6.5) below for the exact expression of w.

Proposition 4.3. Let U be as in (4.1) and S as in (4.2). Then, Assumption 4.2 implies
Assumptions 3.2, 3.8 and 3.6 of Theorem 3.7.

The proof of this proposition is postponed to Section 7.

Remark 4.4. [¢>-optimal strategies] In the course of the proof of Proposition 4.3,
we shall explain how to construct strategies which are optimal at the order O(e?), or
o(e?) under an additional regularity assumption, for the problem with transaction costs,
and which only depends on the knowledge of v, 4, w and #. See Propositions 7.1 and
7.2 below.

Note that, as a by-product, our expansion allows one to recover the result of [5] on
the Hodges and Neuberger indifference price. More precisely, let V¢ be defined as

Vitys,ga) = s B[ (VEROR 4 e (XEE) - g(sh))]
Lege(t,s,y,z)

and let V¢ be defined similarly but for g = 0. Then, the indifference price associated to
the market with transaction costs is given by

¢“(t,s,y,z) = inf{geR:V(t,s,y+q.z)>V(tsy,z)}

It is easy to see that, for the exponential risk criterion, ¢¢ does not depend on the
y-variable and that

1 Ve (t
f@&@5m<%%%%%>f@@L@?@@L@,

in which o€ is defined as v¢ but for g = 0. Under the assumptions of Proposition 4.3, it
then follows that

T
¢ (t,s,z) = 7(t,s) + 2E2 / Ah(T, SE%)dr | + o(€?) ,
t

3\ 5 o LA
Ah(t,s) = (1_6) o3 <|5(t, s)|3 — ‘0_77‘ )

4.2 The power risk criterion in the Black and Scholes model

in which

ol

‘We now consider the case
U(r):=—(r+ m)*ﬁl{wn} —oolfr<py, TER, (4.8)
with 8,k > 0. For this risk function, Proposition 2.2 implies that 7 = 7 + 7 with
1

#(t,s) = E%[g(Sy")] and #(t,p) :== —k + (—p) P m(t) (4.9)

for (t,s,p) € D, in which m is a C}([0,T7) positive function satisfying m(7") = 1.

12



In view of Remark 3.1, we can however not expect to have v — v if g is not linear.
Since any linear payoff is hedged perfectly by the same buy-and-hold strategy in the two
models, this boils down to considering the case g = 0 up to an initial shift of x and z, at
the costs of an additional € term. We therefore restrict to the degenerate case g = 0.
Recall from Section 2.1 that the problem remains of interest, as v¢ is a building block
for the analysis of optimal investment problems under risk constraints, see [10, 14].

Proposition 4.5. Let U be as in (4.8), S as in (4.2) and g = 0. Then Assumptions
3.2, 3.3 and 3.6 of Theorem 3.7 hold.

The proof is postponed to Section 7.

Remark 4.6. [¢>-optimal strategies] As in the exponential case, we produce in the
course of the proof of Proposition 4.5 a strategy which is optimal at the order o(¢?) for
the problem with transaction costs, and which only depends on the knowledge of v, i,
w and 0. See Remark 7.3 below.

5 Derivation of the small transaction costs expansion

5.1 Preliminaries

We start with the derivation of easy estimates that will be of important use in the
sequel.

Remark 5.1. Observe that, for (¢,z) € © x R, the initial dotation in cash and amount
of stock (v¢(¢, x) +z +€®|z|,0) can be turned into (v¢(¢, x),x) by an immediate transfer
AL = x, while the initial dotation (v¢((,0)—x+€%|z|, z) can be turned into (v¢(¢,0), 0)
by an immediate transfer ALy = —z. By the definition of v¢, this implies that

v¥(¢,0) — €l < v(¢,2) + o < v¥(,0) + €. (5.1)
Remark 5.2. Tt follows from the same arguments as in [15, Proposition 6.1] that v > v.
Lemma 5.3. (i) The functions u* and u. are independent of the x-variable;

(ii) Moreover, for all ¢ € D, we have

uw*(¢) = limsup u*(¢’,0(¢")) and us(¢) = liminf uS(¢,0(¢"), (5.2)
€l0,¢'—¢ €l0,{’—=¢

in which u®* and v denote the upper- and lower-semicontinuous envelopes of uc.

Proof. We only show the result for u*, the same reasoning can be used for the relaxed
semi-limit u,. Fix ( € ® and x € R. By the definition of u*, there exists a sequence
(e, Te)e>0 such that

(Com) 2 (Co) and w(Gom) —y (G, (5.3

Fix also a sequence (2])c>0 going to ' € R as e — 0. By Remark 5.1 and the definitions
of u and v in (3.3) and (2.10), we have

G(Cea O) - 63|-Te| < €2U€(Ce; $€) + W(Cﬁ)

v
v(Ce, 0) = €] < €u(Ce ) +7(C)

so that
—e (x| + [27]) < u(Ceswe) = u(Ces wp) < e (lael +[ae]) -

13



Sending € — 0 and using (5.3) then leads to

lim u®((e, 2L) = u*(¢, x).

e—0

This shows in particular that u*(¢,2") > u*(¢,z). By arbitrariness of x,2’ € R, the
reverse inequality holds as well, showing that u* does not depend on its z-variable.
Moreover, applied to z = 2’ := 0(¢) and z. := 0((.), the above implies that

limsup u*(¢",0(C")) = w*(¢,0(¢)) = limsup  w({’,2).
€0,¢'—¢ €0,(¢.a")>(¢.0(6)

To conclude the proof of the left hand-side of (5.2), it remains to show that

lim sup u (¢ 2) = lim sup u (¢, '), (5.4)
€l0,(¢"2)—(¢,0(¢)) €l0,(¢"2)—=(¢,0(¢))

and to use the inequality

lim sup u™ (¢, ") > limsup v (¢, 0(¢")).
€10,(¢"2)—(¢,0(0)) €l0,{'—=¢

To see that the above holds, note that the continuity of v, see Assumption 3.3 and recall
(2.10), implies that for (¢,£) € ® x R and € > 0 we can find ({, &) € © x R such that
(v° —0)((,€) < (v —v)((,€) < (v° —v)(C, &) + €. Recalling the definition of u€ in
(3.3), this proves (5.4).

|

In view of the above result, we shall from now on omit the z-variable in the functions
u* and ..

5.2 The key expansion lemma

We now provide the following key lemma, which is the counterpart of [53, Remark 3.4,
Section 4.2].

Lemma 5.4. Assume that m,0 € CY?(D.r). For ¢ > 0, and two CY?(D.r x R)
functions ¢ and w, define

Y = v+ ¢+ twt with we = wo&,. (5.5)

Set D! := (Dr x R) N {5 > 0} N{e*p), + e*w, > vmy} for some v > —1. Then,

. 1 . 1
€ (Lox + Los)* = 5%0%3 + (M + L3y5p) 6 + 50°0% (wee 0 &) + Re on D, (5.6)
Tp
where
4 1
ﬁ?{\spd) = 50—292¢II + 0'259(;551 + eUdgf)pm

with a defined in (2.14), and where R, is a continuous map defined on D" such that:

(i) For each bounded set B C D, there exists ez > 0 such that {¢ 'R.((,x) : (¢, z,
& (¢, ) € B, e € (0,ep]} is bounded.

(i) Let B C D! be a bounded set. Assume that ¢ € Cp°(B) and that w satisfies (3.9).
Then, there exists eg > 0 and Cp > 0 such that

[Re(C,2)| < C(1+ elée| + €| (¢, 2)
for all € € (0,ep] and (¢,x) € B.
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Proof. All over this proof, we work on D! and omit the argument for simplicity.
Step 1: We first provide an expansion for Lsx1p€. The first term follows from the relation
=0+ e

Lsx (U + 62¢) = Lg (U + 62¢) — e + GQRE )

with

2

Ri = 655 (M(bgg + % ((29 + €§€)¢mm + 25¢ms)) .

Then, we use the fact that & = & /e and the definitions of &, and 7, in (2.8) and
(2.12) to obtain

2
€
Esx(e4w5) = §(w55 o fe)Df;rﬁ‘Qé'ngl + 62R§
2
€
= Slwgo &) DE 69,054 o DéL + € RS,
where
RS = € (Lsw) o +e((weo&)Loxbi + 257070581 (wee 0 &)
and
2
€ _ € U_ T 0 8656
RB = RQ + 9 (wgg ofe)(D(s,m)fl) ( sef. Oef + (555)2 )D(s,z)fl

€ 02 T 0 S
= Byt eber(wee o &) (Disnét) | g4 €. D5 )€1
Combining the above expansions leads to

2

€
Lot = Lso (v + €°6) — epée + 75 (wee 0 &) DE[ 50,004 0D + (R + RE).  (5.7)
Step 2: We now focus on the operator LA',P‘SX applied to ¥°. Since 1, > 0 on Dy, we have

—&] Dy~ 1

A e _ pat ¢ ith af :— .
Lpsxt [,P‘leb W1 a Tp x 1+ 626p(¢ + 62“}6)/77'1)

(5.8)
a. We first provide an expansion for ¢ around & defined in (2.14). We start by
performing a first order expansion on the right-hand side of (5.8) to obtain

—&4 D¢ y

Tp

at =

(1 —€*0p(¢ + €w)/m,) + RS, (5.9)

where Rj is a continuous map satisfying

€ |6TD1P€| 2 € 2 L
|R4| S OW (1 + L)3 |€26P(¢ + 62’LU )/ﬂ-;D| on De
P
_ . 2
_ |59 DY| 2 62@ _ 639P(WE o&) e (wp 0 &) _
o L+ ] m Tp Tp

Then, we obverse that

—G9 DY = —G, Dv—aq D(€%p + ¢*w")
= fﬁér,ODv + 0€€e — Toree. 0 D(20 + *we).
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By the definition of & in (2.14), dividing the above by m, = v, implies

—ag DY _ o T gy ee. 0 D(€0 + 'w)

Tp Tp Tp

Recalling (5.9), this leads to

ol 2 6J&D¢

a® = a+e——e——+R;, (5.10)
Tp Tp
of ot \’
(a)? = (a)°+2ea—= + ¢ <—) —2a6q ,D¢/m,| + R , (5.11)
Tp Tp ’
where
=T € ~T
Rg — RZ o 62 65 U¢P + O—ﬁﬁeaOD(ﬁ T 64& —a — 65 i + 62 0—9+65670D¢
(7p)? Tp Tp Tp Tp
~T €
Ogte e,OD’w € Qb _
P i T (1 — 628p(¢ + Ew )/ﬂp) + 64—}270'J+E§€70D¢ ,
Tp 2
~T 2 _T
oy D g, D
R, = <e2 0509 +Rg> + 2aRS + 5% (3 02100 + R;) .
Tp Tp Tp

b. We now plug the expansions (5.10) and (5.11) in the left-hand side equality in
(5.8) to obtain

ﬁp‘sxdf = Eg‘sev +€ [wppdg—ée + 0'287T5p§:| (5.12)
Tp Tp

1 o€ 2 . 5;aD¢ ‘_70T,aD¢ a
+€ (5771717 [(W—p) —2a<T — 05T - + L3509

1
+é? (5(“’55 0 &)DE) (59,204 4 — §9,004 9)Dé1 + R?) ;

with
1 1 ~ € € A €
Ry = §Rg77pp + R5osmep + 5((‘16)2 - (G)Q)(€2¢pp + 64wpp) +os(a® — a)(€2¢sp + 64w5p)
+[(a® — a)(e€e +0) + aeelodpe
3
€.
+5(a)2 (ewpp — 20pwpe — Oppwe) o &

+e3ao (eswsp — sOpwse — SOswpe — sOspwe + Gwpe) 0 Ee.

Step 3: It remains to combine the results of Steps 1 and 2. We first observe that (2.11)
and the definition & implies that

L0 + Eg‘sev = LU + ﬁp‘sev =0.
Second, we use (2.14) and the identity v = 7 — x to obtain

I3 _
STy — OSTps

which leads to



and

~T
Oy,

D9 44D a
)O’ST(SP 9771_ = Esed)ﬁLEg\se(ﬁ* ga—;&D(b

Tp P

Lso® + ﬁg\se‘b - prd <
= (H + ﬁi‘sp)fﬁ-
Finally, we use the identities & = 0 — z and 6 = (0 — smy)o /7y, recall (2.15), to obtain
0?6* = D& 69,009 0D& + DE (66,009 4 — 56,009 o) Dé1,

where ¢ is defined in (3.8). The above identities combined with (5.7) and (5.12) leads
to (5.6) for R, defined as

R. = R + RS + R, (5.13)

Step 4: The estimates on R, follow from direct computations. o

5.3 Viscosity subsolution property

Proposition 5.5. Let the conditions of Theorem 3.7 hold. Then, u* is a viscosity
subsolution of (3.5).

Proof. Let (, € D7 and p € C2(D 1) be such that

max(strict)(u* — @) = (u* — ©)({o)-

Dot

By Lemma 5.3, there exists (¢%).>o satisfying

CE — Co, €= 9(46) — 9((0) = To,

(e x® e * :joe € € (514)
u (¢ ) ot (Go) and A= u (5 3%) = 9(¢) 2 0.

Assumptions 3.2 and 3.3 entail the existence of 7, > 0, 0 < r, < 7, and €, > 0 such
that
m = sup {u (¢, z), (¢, x) € Bo, € € (0,6} < o0,

and
0 € By (z,) on By (C), (5.15)
where B, := B, ((,) X Br,(z,). After possibly changing ¢,, we can also assume that
ICF — G| V|2 — x| < %O and |A] <1 foralleec(0,¢6). (5.16)
We have
u™ <m on B, for €€ (0,¢,), (5.17)

and, by Assumption 3.3,
Tpp Ap > ton By, ((,), for some ¢ € (0,1). (5.18)

Step 1: We first construct a suitable test function for ve, for e € (0,¢,).
Since the function ¢ is continuous,

sup {2+ — ¢(¢) s ¢ € By, (Co)} = M < +oc.
On the other hand, (5.16) implies that there is 4 > 0 such that

IC=C1" >y for ¢ € B, (C)\Bze (Co)- (5.19)
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We choose a strictly non-negative constant ¢, satisfying co(y A (%)*) > M and define
for e € (0,1)

6 (Gx) €D xR ¢ (16— ¢ 4 |2 = 0(Q)"

N———

Consider now the following subset of B,:
B, = {(C,:I:) €B,s.t. C€ BTTO(QO) and x € B%o(xo)} .
It follows from (5.19), (5.15) and the choice of ¢, that

¢ >2+m—¢ on B,\B, (5.20)

1.
2
We now define, for n € (0, 1],
V= v+ € (At o+ ) + e (L +nw ok,

where the function &, is defined in (3.2) and w is given in Lemma 3.4.
Step 2: Given € € (0,¢,] and n € (0,1], we now show that v* — " admits a local
mazimizer (C¢, %) in B,.

Note that, a-priori, this local maximizer should depend on 7. We shall not emphasize
this to alleviate notations but will come back to this point at the end of the proof. We
set

I = u™ — A —p— ¢ — E(1+n)woke.

Combining the fact that w(-,0) = 0, see Lemma 3.4, (5.16) and the definitions of z¢,
A, and ¢¢, we obtain

sup 1" > sup 197 > I97(¢¢, 2¢) = 0.
B, B

0,

[N

On the other hand, by (5.16), (5.17), (5.20), the fact that w > 0, see Lemma 3.4, and
the defnition of m, we have

I <y —m—1-(1+nwoé <0 on B,\B

after possibly changing ¢g. Also %" is upper-semicontinuous. Hence, we may find a

maximizer (C¢, 7€) € Bo,% C B, which satisfies

191(,3) 20 and e, 5| v [CF = G| <71 (5.21)
for some constant ;1 > 0. We recall that
e€e((4, ) = 3 = 0(C°). (5.22)
Step 3: We now prove that there exists €, < €, such that for all € € (0,€,] we have
—€(C7) < £e(C7,7°) < E(CY), (5.23)

where é 18 giwen in Lemma 3.4.
We only prove the right hand-side. The other inequality is proved similarly. We first
observe that Theorem 2.1 and step 2 imply that

—® 4+ 14 en (ggz) <0. (5.24)

Recalling the definitions of ", v and ¢¢, direct computations lead to

L (8,3°) = 4, (59) 4 1+ m)me o £(E,39),
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so that we may rewrite (5.24) as

—e+e(1 + ) 0 £(C4, ) < —de, (ege(&, :zﬁ))g . (5.25)

Assume now that the right hand-side of (5.23) does not hold for all € > 0, small enough.
Then, there exists a sequence (ex)x>1 satisfying ¢, — 0 as k — oo such that

€ (Cox,5) 2 € ().
Recall from Lemma 3.4 that this implies that
we 0 €, (C*, %) =1 and &, (C*, %) > 0.

Combined with (5.25) the later leads to a contradiction since ¢,, 7, €, > 0.
Step 4: We now prove that there is & € R such that

0 > <%%o’2€2 — H(p — 30252(1 + U)wff(ag)> (CO) . (526>

Recall that £ is a continuous functions. In view of (5.23) and (5.21), it follows that
(CC, 3%, 6.(C5, 5))o<e<e, is bounded. (5.27)
We can then find a sequence (e,)n>1 C (0,&] such that ¢, — 0 as n — oo and

(Cm @ & (Cm ) = ((,1,6) e D xR X R as n — oo. (5.28)

Moreover, classical arguments show that

(Caj) = (Co,xo)- (529)

Observe for later use that
—£(C) < E<EG), (5.30)
by (5.23) and the continuity of é By Step 2 and Theorem 2.1 again, we have
{—ESXW"*" - EP‘SXWW} (gz) <0 foralln>1. (5.31)

Moreover, (5.27), (5.18) and Lemma 3.4 imply that we can apply Lemma 5.4 to ¢,
For n large enough:

™ . a . 026%(1 + n)(wee 0 &, S e
02(— w0262 gt — £ o~ T (e 08 )+Ren> (G i),

2 (mp 2

where

@Eﬂ = Aen + o+ d)env
and R, (", @) — 0 as n — co. Sending n — oo and using (5.22), (5.28) and (5.29)
provides (5.26).

Step 5: We can now conclude the proof. By the construction of w as a solution of the
first corrector equation (3.7) and by (5.30), we have

1
2

(T2302) (G + 5(0%67)(Co) e (6o ) = h(Go)

(WP)Q
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which plugged into (5.26) gives

“H(G) < )+ n50%8(Co) e (Cond) (53)

Finally we note that, although £ as constructed in Step 4 above depends on 7, (, does
not depend on this parameter, and therefore |wee((o,)| is bounded by Lemma 3.4.
Sending 7 — 0 in the above inequality leads to

*H(P(go) S h(Co)

5.4 Viscosity supersolution property

For sake of completeness, we report here [47, Lemma 5.4] that will be used in the proof
below.

Lemma 5.6. For alln € (0,1), there exists ¢, > 1 and a smooth function b, : R — [0, 1]
satisfying by, =1 on [—1,1], b,y =0 on [—cy, ¢y]® and
lz[[oh (@) <n, and  [al[hy(2)] < 2C7, (5.33)

for some constant C* > 0 independent of 0.

Proposition 5.7. Let the conditions of Theorem 3.7 hold. Then, u, is a viscosity
supersolution of (3.5).

Proof. Let (, € D7 and p € C2(D 1) be such that

min (strict) (u. — @) = (us — ¢)() = 0.

Dot

By Lemma 5.3 and the continuity of ¢, there exists ((¢)¢>o such that

Ce ﬁ Coa €= 9(46) — 9((0) =:1Zo ,

€ € € CCJ/OE € € (5'34)
ug (¢4, %) 5) ux(Co) and A := ug (¢4, %) — o(C9) $> 0.
Let r, > 0 and ¢, € (0, 1] be such that
ICF = ¢o| < % and |A] <1 foralle< e (5.35)

Step 1: We fix € € (0,¢€,] and construct a first test function for ut.
Since ¢ is smooth, there exists a constant M < oo such that

sup {‘P(§> ; § € Bro (Co)} S M —4. (536)

By (5.35), there exists a finite d > 0 such that | —(¢|* > d for all ¢ € IB,,((,). We fix
¢, > 0 such that ¢,d > M and define

(0) = @(Q) + Ac — o (IC— ¢
It follows from (5.35), (5.36) and the choice of ¢, that
—¢°>3 on 9B, (). (5.37)
Observe for later use that

(ug — ¢°)(C29) =0, (5.38)
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by the definition of A..
For n € (0,1), we now set

PO = v 4 €29 + ¢* (1—n)(wH,) o0&,

in which

H,:£€R b, (?) :
for some &, > 1 to be chosen later on, see (5.49) in Step 6, and where b, is as in Lemma
5.6.

Step 2: Let Q, := B, ((,) x R and fiz € € (0,¢,]. We now show that, for each n > 1,
there exists (C&™, ™) € Int(Q,) satisfying

N 1
Jen ( e,n’ Ae,n) < inf 7" —, 5.39
C t - lélo + 2n ( )

i which
I°" = 2 (vS — ) = ul — ¢° — (1 — n)(wH,) o &. (5.40)

Note that & (¢¢,z¢) = 0 since z¢ = 0(¢¢). Recalling that w(-,0) = 0 by Lemma 3.4,
(5.38) implies that
I97(C¢,a¢) = 0. (5.41)

On the other hand, (5.40) combined with Remark 5.2, Remark 3.5 and Lemma 5.6
implies that

I > =gt = (1= {lEcL e <e e} = —0° — €(1 - n)eyke.
In particular,
17 > —¢° —1 if e<ei=eA((1— n)cnf*)_%. (5.42)

The set B, ((,) being compact, the inf over B, ({,) of the right-hand side is finite,
which proves our claim.

Step 3: Forn € (0,1),e € (0,¢,] and n > 1, we now construct a C* function y"" and
(¢om, xe™) €lnt(Q,) such that

min(u* — 1) = (0F — IR, 250,

o

Let f € Cg°(R) be an even function satisfying 0 < f < 1, f(0) = 1 and f(z) = 0
whenever |z| > 1. We set

2
¢e,n,n(., 1.) = 1/}6777(.750) + %f (.CC — ;ivfyn)

and ) 1
5 (0 =) () = I(e) = —f (2 = 3°7).

By (5.39) and the identity f(0) =1,

197" (- x) =

. . 1 1
R (S e e e (G B T (5.43)

n Qo 2n

Moreover, by the definition of f,

17" =17 on Q,\QF, where QF :={((,x) € Q, s.t. |x — 2" < 1}.
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Since (C&", 29") € QF, the later combined with (5.43) implies that

inf 7" < inf 1" < inf " = inf %77
Qr (o) Qo\QF Q,\ Q7

so that
inf 1™ = inf 1©™™.
Qo oy

By the lower semi-continuity of "™ and the compactness of QF, we can then find
(¢, ™) € Q, which minimizes I7™ on Q,. It remains to show that it belongs to
Int(Q,). Indeed, the left hand-side of (5.35), the property f > 0, and (5.41) imply that

JEmn (Ce,n, xe,n) < JEmn (Ce’xe) < Jen (Ce, $5) _ 0’

whereas by (5.37), (5.42) and the fact that —f > —1, we have
1 1
S >IN —>92- =50  ondQ, =8B, (C) x R. (5.44)
n n

Step 4: Given n € (0,1) and € € (0,¢,], we now show that there exists N, > 1 such
that
- (ESXU€ + Kp‘sx) PO, 2") >0 forn > Ne . (5.45)

In view of step 3 and Theorem 2.1, it suffices to show that
max {—63 + 1S —e — (14 wi’"’")} (¢ 2™ <0,
or equivalently that
|1 _i_l/];,n,n' (Ce,n’xe,n) < 63.

Recalling that f € Cp°(R) is even, we first compute

2
€ SEMN
LU (et = (L= m)(@Hy)e o & (¢ ) + S (2 = ).

Since f € Cp°(R) is constant outside [—1, 1], there exists 0 < ¢5 < 400, which does not
depend on € nor n, such that

€ n €, €,n €,n €, 620
1+ 95mm (¢, 29™)| = (1 — 1) (lweHy| + |@H)|) 0 & (¢, z5™) + —L.

In view of (3.7), (ii) of Lemma 3.4, Remark 3.5 and the fact that |H,| < 1 by Lemma
5.6, this implies that

2
1w e = - (1 B ) (£)) e + 2

Recalling from Lemma 5.6 that |z|[h; (z)| < 7 for x € R, we finally obtain

2
|14 S (¢o™, 25™)| < (1 —n?) + %<63 for all n> 1+ :—]; =: N .
! (5.46)
Step 5: We now show that {£(C™, ") ; € € (0,€,],n > Nep} is uniformly bounded.
We first appeal to Lemma 5.4, recall Assumption 3.3, Lemma 3.4 and that (¢",
n>1, e € (0,€)]) is bounded, see step 3. Since ¢ does not depend on the a-variable,
this implies

. 17 1-
7672(53)( + Ep\sx)"/)em’n = *5 ( PT)’Q O'2 62 - ’HQZ/)E - —2 770'252(WH)££ o 55 + R" ,
Tp
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at the point (¢=™, 2%™), in which, by (ii) of Lemma 5.4,
[RE™ < Cy(1 + el€e] + €2IE*) (¢, am), (5.47)

for some C),, > 0 independent on n and e. By (5.45), we then have

(l Tpp £e> (Ce,n,ze,n) . |Re,n| < <H¢€ 77 252(WH>§§ ° £e> (Ce,n,ze,n).

(5.48)
We first consider the last term of the previous inequality. By Lemma 3.4 and the
boundedness of (¢“",e € (0,€,],n > 1), we can find C,, > 0, independent on n, € and
n, such that such that |wee 0 &|((“",2™) < C. The same Lemma and Remark 3.5
also imply that |we 0 £&[((“",2%™) <1 and |w o &|(¢™, x9™) < [€(¢™, 29™)|. Using
Lemma 5.6, and the fact that £, > 1 and n < 1, it follows that, at the point ({&", z%™)

2 (”p) 2

)

[(@Hy)eel 0 & =

o0&

€e Eel | (&
255 / fﬁ fﬁ 1 55
=Gt <§|*>l “" (?)‘ N (|§*>|2 & (?)’

2
<C, +£ (n+C*)
<Cp+2(1+C*) =:C,.

Plugging this result into (5.48) leads to

1 _1—

—_pp 252 (Ce n e,n) o |Re,n| < — </H¢EC 770_252> (Ce,n,ze,n).
2 (”p) 2

The later combined with Assumption 3.3, (2.2), (5.47) and the fact that both (©™ and

¢€ lie in By, ((,), and the identity e£.(¢5™, z™) = z&™ — 0((*™), allows us to find a

constants K, > 0, independent on n and ¢, such that

(€ = 16y (1+ letel + |e&cP) | (¢ am) < 0.

This proves our claim.
Step 6: We are now in position to conclude the proof.

By the previous step, for all € € (0,¢,], we may assume, after possibly passing to
a subsequence, that (¢&7, 297 &(CO™, 29™)) — (C5,0(C9), &) € D x R? as n — oo.

Classical arguments then show that (C¢,&¢) — (go,g) for some bounded ¢ € R, and
therefore 6(¢¢) — 0(¢,) = w,, as € — 0, after possibly passing to a subsequence.
Moreover, (i) of Lemma 5.4 now implies that R“™ — 0 as n — oo and then € — 0.

Hence, sending n — oo and then € — 0 in (5.48) provides

L Tpp o £2
5 <WU ) ()€™ < —Hep(Co) —

The same arguments as in step 5 then shows that

52§< wa—ﬁ <2 >/2>( ).

2 ()20

L 282 H e } (o ).
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We now choose &, > 1 defined by

()2 =22 (‘H*D o0 C/ ) () (5.49)

1 Tpp 2 :
2 ()0

Note that all the quantities on the right-hand side are given a-priori. Then, |«§ | <&. In
particular, H, =1 in a neighborhood of £, see Lemma 5.6, and the above then implies
that

L Tpp o £2 1=n, 90 £
5 <(7Tp)2‘7 ) (Co)&™ < —Hop(Co) — 9 (U 4 wEE) (Cmg) .

Since w is solution of (3.7), it follows that

Hio(Go) < —h(Go) + 505 Fec(Con ).

It remains to let n — 0 and recall from Lemma 3.4 that |wee (Co, -)| is bounded.

5.5 The Terminal condition
Proposition 5.8. Let the conditions of Theorem 3.7 hold. Then, u* = u, =0 on Dr.

Proof. The fact that u.(T,-) > 0 follows from Remark 5.2. In the following, we prove
that u*(T,-) < 0. We assume to the contrary that we can find (7T} s, po) := (, € D1
such that

u*(¢,) > 4k for some k>0 (5.50)

and work towards a contradiction.
Step 1: We construct a test function ¥ for v* and show that v* — ¢ admits a local
mazimizer (I, 3¢, pe,@c) = (Cor@e) € Dep X R.

By Lemma 5.3, there are ((.)e~0 C © and 2, € R such that

Ce 3 Cos e :=0(C) 3 0(¢) =12, and u™((e,we) 5) u*(¢) (5.51)

in which (¢, s¢,pe) := (.. Note that, after possibly passing to a subsequence, one can
assume that

Cc € Dp forall e >0. (5.52)
Indeed, Theorem 2.1 and Theorem 2.3 imply that
u (¢, x) < elz| forall (¢,z) € Dr x R,

which would lead to a contradiction of (5.50) if (5.52) was not satisfied, at least along
a subsequence, since, by (5.51), (e, Ze)eso is bounded.

Combining arguments similar to those of the proof of Proposition 5.5 (Step 1) with
(5.50), (5.51), Assumptions 3.2 and 3.3 allow us to construct 0 < r, < 7., €, € (0,1],¢, >
0 and ¢ > 0 such that, for all € € (0, ¢,],

(Ceswe) € B, r and u™ (e, ze) = 2k, (5.53)
T, > 20 on B, (5.54)
u™ = (5 86,pe) <O on B,\B, 1, (5.55)
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where B, := [T — 14, T]| X By, (50,p0) X Br,(x,),
B, 1= {(g“,ac) €B,st. Ce[T— T—;,T] X B%o(so,po) and z € B%o(xo)},
(5('; Seape) : (ta S, P, :C) EDXxRr— ¢, <|SE - 5|4 + |p6 *p|4 + |:C - Q(t, S,p)|2) .

Recalling (5.52) and Assumption 3.3, we may then define, for each e € (0, ¢,], the smooth
function 9 := v + €2¢° with

T—t
¢ (t,s,p,2) €D XR}—M%T—t + o(t,5,p,7; 5¢, pe)-

By the upper semi-continuity of v*, we deduce from (5.53) and (5.55) that v — ¢*

admits on B, a local maximizer ({,Z) € B, 1 for every € € (0, ¢,], and that moreover

1
2
uﬁ*(é, Ze) > K.

By the argument used above, this implies that C~€ € D for all € € (0,¢,] after possibly

choosing a subsequence.

Step 2: We now show that (fe(é, Te))ee(0,e,] 18 uniformly bounded.
We fix € € (0,¢,]. The previous step and Theorem 2.1 imply that

max {—(zsx b L)t — S 1Yl —€S —1— w;} (G, 7) < 0. (5.56)

Straightforward computations based on the gradient constraints give

1
2¢,

<E(Ce,@e) < (5.57)

- 2¢,
Step 3: We can now conclude the proof.
We fix € € (0, ¢, and focus on the second order operator in (5.56). It follows from
(5.54) that ¥ (Ce, %) > ¢ > 0, after possibly changing €,. Hence, Step 2 and (i) of
Lemma 5.4 imply that

1 Tpp 242 3 a € 6 ~
2 - - <
( 2 (my 20 b THO T Lyt R (Certe) <0,

where sup (g, [ (Ce,@c) < oo. Recalling (5.57), the fact that (., € € (0,¢,]) is
bounded, that ¢ = €& ((.) + 0(¢.), and Assumption 3.3, we finally deduce that

K L pp o 1 a yy e\ (7 = =
_ . <
77 S (2 2% 1@ + (H+ L3 5p) o( ,se,pE)JrR) (g:c) < Cforalle€ (0,6],

for some constant C' > 0 (independent of €). As t. — T, we obtain a contradiction. O

6 Explicit resolution of the first corrector equation

In this section, we prove Lemma 3.4. We follow the steps of [53]. Namely, we look for a
solution of the first order equation (3.7) with an additional condition at the boundary
& =0. We fix ¢ € © and simply write w(&) for w((, ). We recall that we work under
Assumption 3.3.

It is natural to search for a solution of the form

kab* + kol? + k1€ & <E< &,
wl@) = —{+ks £E<&1,
§+ ko £>¢&,
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for some real numbers ky, ks, k2, k1, ko and & < &. Since the fourth order polynomial
solves the second order equation, we find

1 h

7552 (ﬁp)Q and kQ = W (61)

ky =

If we now assume that wg¢ is continuous at the point & and &1, we have
12k4(€0)? + 2k = 12k4(£1)* + 2k = 0,

that is )
(@) = (€)? =25 < 2L

Tpp
which, by the fact that m,, > 0, implies that A > 0 and

2
Emgy =6 = (2%x@>

N

Tpp

Assuming now that we is continuous at the point & and & leads to

4@(?2 + 2kl + k=1, (6.2)

—4ky(€)% — 2kol + by = —1,
which gives k; = 0. By substituting (6.1) into (6.2),

e N 6h -
g2 (ZZ)Q )+ 55E =3

Since, by the above,

we obtain

Tpp

£= (gM) N (6.4)

The remaining constants kg and ks are obtained by assuming the continuity of w at the
points &y and &;. Gathering the above terms together, we finally obtain

St s gsest
w@) =9 - % ¢<—¢, (6.5)
e-% £2¢.

The remaining properties stated in Lemma 3.4 are straightforward under Assumption
3.3.

7 Verification of the assumptions in the examples

In this section, we provide the proofs of Propositions 4.3 and 4.5. We also explain how
to construct an explicit almost optimal strategy.
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7.1 Exponential case

We provide here the proof of Proposition 4.3.

Proof of Proposition 4.3 First note that (4.3) together with Assumption 4.2
imply Assumption 3.3. Under the boundedness condition b. of Assumption 4.2, the
function h is bounded, see (4.4). It follows that the map defined in (4.7) is bounded.
Moreover, standard arguments show that comparison holds in the viscosity solution
sense for the above equation in the class of functions with polynomial growth, see [18].
Then, Assumption 3.6 will hold if one shows that there exists C > 0 such that

0<u((,x) <C(1+e€|z|) forall (¢,2z) e® xR and €€ (0,1], (7.1)

in which the left-hand side inequality is already a consequence of Remark 5.2. This will
also imply Assumption 3.2. The following arguments aim at proving the right-hand side
inequality of (7.1).

Step 1. We restrict to 0 < e < 1. Set

Ve(t, 8,p,x) = v(t, s, p,x) + ' o & (t,s,2) for (t,s,p,x) €D xR, (7.2)

in which @ is the solution of (3.7) as constructed in Section 6 but for § = ¢ = 1 and
775 /mpp = 1. For later use, observe that it takes non-negative values. We denote by £
the corresponding é and h the corresponding h. Then, £ and h are constant, and
depends only on £. Let us also define

a€ — _6-JD¢€
Tp
= npo |(0 —2)(1 — Ewe 0 &) + e Ofe(giﬁ — §Mss) = Uin
and
Je = {(t,;s,2) €[0,T] x (0,00) x R: =&(t,s) < &(t,s,2) <E(t,5)}

= {(t,s,2) € [0,T] x (0,00) x R: —e &(t,5) < x — O(t,s) < e&(t,s)}, (7.3)

recall Proposition 4.1 and (4.5). Lemma 3.4 allows one to characterize the boundaries
of this domain in terms of the function w:

0TF == {& =F&} C{weo& =F1}. (7.4)

For later use, note that Assumption 4.2 implies that

(t,s,z) € J. = {|z| < Ck and [p~'a‘(t,s,z,p)| < Ck forall p <0}, (7.5)

in which Cgk denotes from now on a generic positive constant which depends only on
the constant K > 0 of Assumption 4.2, and that may change from line to line.

We now fix (t,, S0, Z,) in the closure of J.. The general case will be discussed in the
last step of the proof. We define (X€, L€) as the solution of the following Skorokhod

problem
€ . edS‘f . e+ . €—
Xe=z,+ | Xe—Z 4 [ dLsF — [ dLS,
to S‘F t t

o o

(,59,X) € J. dt®dP-ae. on [t,,T], (7.6)

e+ et
L :/t X{(r.5,.x)eo75y L7

o

in which S = Ste®e and L¢ = LT — L~ where LT, L~ are continuous and non-
decreasing. To see that the above admits a solution, first observe that Assumption 4.2
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ensures that we can find x € R such that —£ + 6 > x on [0,7] x (0,00). Hence, the
process X ¢ satisfies the above if and only if X¢ — x > 0, in which case

X~k =(x, — K)exp (/ (,u—%aQ)dT—i—/ dWT—i—/ dfjfr—/ dl_/i) on [t,, T],

to to to to

with dL* = dL*/(X¢ — k). Thus, solving (7.6) is equivalent to finding the solution
(X¢, L) of the Skorohod problem

Xezln(xofn)Jr/(u—%UQ)deL/ dWT+/ d!ifrf/ dLS |

to to to to

U <X°<U" dt®dP-ae. on[t,,T],

t

o

in which

U* i=In(—r+ (£e&+0)(-9)).

Existence now follows from [39, Lemma 6.14], see the constructive proof for the fact
that the solution is adapted.
We next define (Y€, P€) as the solution of

Y=y, / (1+€*)dLst + / (1-€%)dLy™ , P =p,+ / a* (r, 8-, Pf, X7) dW, , (7.7)
t

o t to

in which p, < 0 and y, 1= ¥ (to, So, Do, Lo) + ¢ for some ¢ > 0 to be chosen later on.
The existence of a unique strong solution to (7.7) follows from (7.5), the process P€ is
a martingale.

Step 2. We now apply It6’s Lemma to °. The definition of a¢ and the above
dynamics lead to

T
Yr — we(T, ST, P},X%) =c— / (ESX + EP‘SX) e (T, Sr, Pr, Xﬁ) dr
to
T
= [l ) s (s P X2 L
to
T
[ 0= &) v S P XD L
to
T A~
> C_/ (ﬁsx +£P\SX) P° (Ta STaP-faX-,e—) dr
to
T
- 63/ [1+ e o0& (7,5, X&) dLET
to

T
+e3/ [—14+ e o0& (1,5, X5)]dLs.
to

We next appeal to (7.4) and the characterization of L¢T, L¢~ in (7.6) to provide a lower
bound to the last expression:

T
Yr]ew — ’lpe(T, ST, P;w, Xr%) Z C— / (KSX + ﬁp\sx) ’lpe (T, S-,—, Pﬁ,X,[E.) dr =:c — €2E€.(7.8)
to

We first consider the left-hand side term. The definition of ¢ and the identities
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o(T, s,p,x) = g(s) —x — %1n(fp), see Proposition 4.1, lead to
1
Vi +9(X7) — g(S7) + Eln(—Pf) > Y; =T, 57, Pp, Xp) + (T, Sr, Pp, X7)

1
+(X 1) — g(ST) + Eln(—P%)

> Y§ — (T, Sr, Ps, X5) + e o &(T, Sr, X5)
—e?|Xg.

Recall that @ > 0. We also know from (7.5) and (7.6) that |X$| < Ck. Hence, we
deduce from the above that

1
Y+ £(XF) g(S7) + SW(-Pf) = Vi v*(T.Sr. Pp.XF) - Cke'. (79)

We now consider the right-hand side term in (7.8). Since 7, > 0 and <o do not depend
on p, one can apply the expansion of Lemma 5.4. It implies

T 2 2
E. = / (%7756(7, ST) X;)Q + %62(ﬁ55 © 56)(7-) ST) qu—) + Re(Ta ST) P:; X-,e—)) dr
to

(7.10)
in which the map R, is given by (5.13) for ¢ := 0 and w := 5.

Direct computations based on condition b. of Assumption 4.2, the specific forms of a
and 7, and (7.5) lead to | R.| < Ck on the closure of J,, and therefore: |R.(-, S, P, X)| <
Ck. It also follows from Assumption 4.2, (4.4) and (7.3) that |&(-, S, X€)| < Ck. Fi-
nally (6.5) above for the coefficients entering in the definition of o provides a uniform
bound for the remaining term. Therefore

|Ee| < Ck. (7.11)

Combining (7.8), (7.9) and (7.11) leads to
1
Y5+ (X5) — g(St) > ¢ — 5111(47;) — Cgé’. (7.12)

Recall that C depends only on K but not on ¢. Hence, we can choose ¢ = (O +1)e2,
and obtain from the previous inequality that

U (Y5 + (X)) — g(S7)) > Phe™™
so that
E[W (Y5 + ((Xg) — g(S1))] = poe™ ", (7.13)

since P€ is a martingale.

Step 3. Note that the strategy L€ does not satisfy the admissibility condition (2.3).
However, in Step 4, below we overcome this by replacing L€ by an appropriately stopping
it (see definition (7.15)). Towards this goal we start by proving below that the latter
inequality implies that

sup E [\I](Ae,L)] > Do, (7.14)
LEL(to,50,Yo0,To)

in which we abbreviate notations by setting

Ak = Yyt ol (X ) — g (S,
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Hence,

Yo = U(to; Soapo) + 64@ © fe(to; Sos Po xo) + (CK + 1)62
> Ue(tm SosPos 1'0)7
and therefore
uﬁ(t07 507p07 SCO> = 6_2 (’Ue - ’U) (tov SOapov :CO)

< 50 &(to, S0 Pos To) + (Ci + 1).

Recall that Assumption 4.2 implies that ez o £ has linear growth in z, uniformly in its
other variables and in 0 < € < 1, see Remark 3.5. The latter leads to the right-hand
side inequality of (7.1).

Step 4. We now prove our claim (7.14). Recalling (7.5) and the fact that g is
bounded, (7.12) implies that

T
Yi+ €(X5) 2 ~Cuc = [z,
t

o

for some predictable process ¢ which satisfies |y¢| < Ck for all 0 < ¢ < 1. Then, it
follows from [36] that

T
YO 2 —Cx— B[ W]
to
2 *CK + ME;

in which M€ := — [ y£dW; satisfies E [eQUS“P[to,T] ‘Mﬂ < Okg.
Given k > Ck, we now denote by 75 the first time after ¢, such that V¢ 4 ¢¢(X€) =
—k. Set

Lok = L°

ATE

(7.15)
Then, L€ being continuous, L% € £¢ (to, S0, Yo, o) for all k > 1. Moreover, since ¥ < 0,
W(ASE) — WAL < (k)1 (g <ry < —W(—K)Lisup, o |Me|2h—Crc)-

We next use (7.13) and the Markov’s inequality to obtain
Poe™ " <E [\IJ(A@”)} <E [\P(Ae’“’k)} —U(—k)C /e?™ = E [\P(Ae’“’k)} +Cre ™.
Then, taking

k:=—n"'ln (po(e_"€2 - 1)/CK) +1 (7.16)

leads to (7.14), recall that p, < 0.

Step 5. It remains to explain how to consider the general case (t,, s, Zo) € [0,T] x
(0,00) x R. First note that an immediate transfer allows one to pass from the initial
position (y,, z,) to (y.,z)) with

Yo = Yo+ L(xy— 1), (7.17)
xl = o+ [—€&(to, 50) + O(to, 50) — o] T — [26 — € E(to, 50) — O(t0, 80)]T. (7.18)

By Remark 5.1, one has

< 0 (to, S0y Por T) + T, — o + € |4 — )|

< Ue(t07507p07$/0)+x/07$o+53(CK+|1'0|) )

V(to, Sos Pos To)
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in which the last inequality follows from Assumption 4.2. Hence,

(0 = 0)(tor S0, Por 25) + To — Ty + ¥, — 2o + (O + |2o])
(0° = 0)(tor 50, por ) + € (Cic + ).

(Ue - U)(toa Sos Pos -To) <
<

Since (to, S0, ) belongs to the closure of 7., we can apply the analysis of the preceding
steps to conclude. O

A by-product of the above argument is the explicit construction of a strategy L€
which is O(€?)-optimal for the problem with transaction costs. The constant C in the
following proposition can be recovered in terms of the constant K of Assumption 4.2.

Proposition 7.1. Let the conditions of Proposition 4.3 hold. Then, there exists a
constant Cr > 0 such that the following holds: Fix (to, So,To,po) € [0,T] x (0,00) %
R x (—00,0), e € (0,1), let

Yo = V(to,50,Po,To) + ¢ (Ck +1),

where ¢ is defined as in (7.2), (y.,z)) be defined as in (7.17)-(7.18), LE* be given
by the solution of (7.6)-(7.15)-(7.16) for the initial condition (t,, So, x5, y.), and L :=
Le* 4o/ — x,, then

E | (AgE )| = po and yo = v (to, S0, Pos o) + O(?). (7.19)

t0,80,Yo0,To

Proof. We first prove the left-hand side inequality of (7.19). When (¢,, s,, 2,) belongs
to the closure of J. defined in (7.3), then (z],y)) = (x0,¥,) and this is an immediate
by-product of the construction made in the proof of Proposition 4.3. The general case
is treated as in Step 5 of the proof of Proposition 4.3, observing that

1/}E(t07 Soapmxo) = 1/}E(to; S05 Pos ZL'/O)+SC/O*SCO+63|:L'07£C/O| = 1/}E(t07 Sos Pos 1'/0)766(1'071'/0);

by Proposition 4.1 and (6.5).
To prove the right-hand side identity in (7.19), it suffices to use Proposition 4.3 and
to recall (6.5):

(7/}6 - UE)(th S0, Po, zo) = (7/}6 - v)(tm S0y Pos zO) + (v - Ue)(tm 507]707550) = 0(62)'

O

Under an additional regularity conditions, one can obtain a strategy which is optimal
at the leading order €.

Proposition 7.2. Let the conditions of Proposition 4.3 hold. Assume further that
|52555| < K on®. Then, there exists Cx > 0 such that the following holds: Fix
(toy SoyToy Do) €10, T] X (0,00) X R x (—00,0), € € (0,1), set

Yo = (vt e+ e'wo&)(to,50,00,%0) + € (O +1),

let (y.,x!) be defined as in (7.17)-(7.18) with € in place of &, L be given by the solution
of (7.6)-(7.15) for J. defined with & in place of & and for

k:=-n"'ln (po((f7763 - 1)/CK) +1

and the initial condition (to,s,,2),y.), and set L€ = L% + 2! — x,, then

t0,80,Yo0,To

E W(A67L€ )] >po and yo, = ve(tm Soapmxo) + 0(63)'
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Proof. We only sketch the proof since it is a straightforward adaptation of the proof of
Proposition 7.1, see also the proof of Proposition 4.5 below.

We follow line by line the arguments of the proof of Proposition 7.1 but with ¢ and
Je defined by

V¢ = v+ i+ elwok.,
Je = {(t,s,2) €[0,T] x (0,00) X R: —&(t,5) < Ec(t, s, ) < E(t, )}

The fact that @ is a classical solution of (3.5) while w solves (3.7) implies that the
counterpart of (7.10) is

T
EE - / RC(TaS‘HP:?X‘IE')dTa
to

where R, is given by (5.13) for ¢ := @ and w := w. Observe that (7.5) remains in force
since neither @ nor @ depend on p and siis and swy 0 {1 7 are bounded. Under our
additional assumptions, it is easy to check from the proof of Lemma 5.4, see (5.13), that
|E| < eCk: the additional assumption that s20, is bounded allows to control the term
Lsw in RS whereas the other terms are bounded by Assumption 4.2.

7.2 Power case

We now provide the proof of Proposition 4.5. Since it is very close to the one of
Proposition 4.3, we focus on the differences.

Proof of Proposition 4.5. We only show that, for any compact subset B, C
(—00,0), there exists ¢,, €, > 0 such that

u(C,z) < co(l+elz|) forall (¢,x) €[0,T] x (0,00) x By xR , €€ (0,¢,]. (7.20)

From now on, we fix a compact subset B, C (—00,0). We also fix another compact set
B C (—00,0) such that B, C Int(B), and denote by Cp > 0 a generic constant that
depends at most on B, and that may change from line to line. It will be clear later on
that B can be chosen in terms of B,.

Step 1. We first deduce from (4.9) that, for (t,p) € [0,T] x (—o0,0) one has

G(tap) = 2(717:{12) (_p)iﬁ ) 5(tap) = e(tap)(g-(%kﬁ) - 1) ) &(
Bt,p) = 5 25 (6 p)E D), &t p) = ($0(t,p)> 22

=
[
iy
+

Let (w, h) be defined as in Lemma 3.4 and note that (w(-,£), k) depends only on p, for
& € R. Let 4 be the solution of (3.7). It is not difficult to deduce from (7.21) that one
has

f(t7p> = f(ta 71)(*1))_% with f(v 71) € Cl?o([ovTDv f € {9,5,&, h,’&} (722)

We set

¢ = v+eu+etwol, | afi= ;%pre ,
(2
and
Je = {(t,p,z) €[0,T] x (—00,0) x R: —&(t,p) < &(t,p,x) < &(t,p)}. (7.23)
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We now fix (t,, S0, x,) in the closure of 7, the general case being handled as in Step 5
of the proof of Proposition 4.3. We let p, € B and

Yo :=C+ wﬁ(to; Soapoawo) ) (724)

for some ¢ > 0 to be chosen later on. We next define (Y€, X, S, L, P¢) as in the proof
of Proposition 4.3 but with (o, ) in place of (¢7,§), namely

Pﬁ—po+/ a (1, Sy, P, X5) dW,

=z, 4+ / / dLST — / dLS™
t (7.25)

o

(P, X% e T dt®dIP’—ae on [ty, T],

et ‘ et
L :/t X{(r,Pe,x5)ea721 AL

and
Y= Yo 7/ (1 +€3)dL$'+ +/ (1 - eg)dLs-i y Yo 1= C+w€(t05507p07$0)'
to t

We claim that a solution exists and that, for all ¢ > 0, there exists C'5 > 0, which
depends only on B and ¢, such that

sup (|Pt6|q + |Pt€|7q)
te(to,T)

sup E < C%. (7.26)

e€(0,1]

This will be proved in Step 3 below. Since 4,w > 0, and @ does not depend on z, the
same arguments as in Step 2 of the proof of Proposition 4.3 leads to

Y4 09X) > c+9(-, S, P0) — B () > c+u(-, S, P,0) — 2E,, (7.27)

where

C 2 o2
E. = X Jr/ (J (Wp§2£2 —52(w55 o&) JFH&JFRE) (1, X5, Pr)dr
to

= X +/ Re(7,S7, PS, X6)drT,
to
in which the second equality follows from the fact that @ and w solve (3.5) and (3.7)
respectively, and R, is defined in (5.13) for ¢ := @ and w := w. Observe that all the
functions in the definition of R, are powers of the p-variable multiplied, at least, by e.
Moreover, the definition of X¢ combined with (7.23) and (7.21) implies that X€ is also
controlled by a polynomial in |P€|. Namely, we can find gg, Cz > 0, which only depend
on 3, such that

t
/ |Re(7, 87, PE, XE)|dr + | X{| < Tf i= Gy sup (1 + | P|™% + |P¥|%) , t € [t,T).
to [to,t]

(7.28)

5/2

We now take ¢ = 3¢°/. Since v > —&, (7.27) implies

Y I(X) > —k+2%4 /21— €210,

Let 7 be the first time such that Y€ + £¢(X ) is equal to /2 — k. We let (Y, X€) be
defined by the strategy in which we follow L€ on [t,, 7¢[ and liquidate the position at 7,
ie.

(Y X) = (VS X rentp + Vo ars (XD ar ) rent, 1)

33



Note that this strategy is admissible by construction. Set A, := {e2I's, < 1}. The
inclusion A, C {7 > T} follows from the last inequality and the fact that I'° is non-
decreasing. We then obtain

E [q/(f/; + zﬁ(fc;))} > E [\1:(265/2 + @(P;))lAe} _ | W(2 — R)[P[AS]

Y]

E(Pf] - (E[PFP]? +19(e52 - w)]) P[42)?

po— (E[PEPYY + |02 - ) PLAZE , (7.29)

in which we used the fact that P¢ is a martingale by (7.26). We now appeal to (7.26)
and (7.28) to obtain

E[|P§?] <Cp , |B(&/? — k)| = and P[AS] < STPE [[T5|2 1107 < &P 0peC.

1
€58/2
Combining the above shows that, for some ¢ > 0, which only depends on B,

E [W(¥F + £(X5)] = po — cé®,

and therefore, by (7.24), our choice ¢ = 3¢*/2, the fact that @, w satisfy (7.22) and that
v is non-decreasing in p,

ve(tm S0yPo — &Bfgv 550) < v(tm S0y Po zO) + 5365/2, (7-30)

for some constant ¢z > 0 that only depends on B.
Step 2. Since ¢p does not depend on p, € B, the above is true for any p € B in
place of p,. Set u(p) := p + €/2 for p € B,, recall that B, C Int(B). Then,

5/2

0> u(p) —épe* =p+e’?—ége* >p forallpe B,and 0 < e < ep,

for some ep € (0, 1) such that p + 6%/2 € B for all p € B,. For the rest of the proof, we
assume that p, € B,. Then, (7.30) applied to ¢(p,) in place of p, and the fact that v*
is non-decreasing in p imply that

Ue(toa Sos Pos wo) < Ue(toa So, L(po) - 6363; wo) < 'U(toa So, L(Po), -To) + 6B65/2-

We now use (4.9) to obtain

52|75 L
'Uﬁ(toa Soapoaxo) < U(to; SosPos wo) + 65/26_1|m(t0)| Po + 6B/ ’ + 5365/2-

This proves (7.20).
Step 3. It remains to prove our claim. Using (7.22) and (6.5) below, we obtain that
a¢ is locally Lispchitz on J. and that there exists a function f € C5°([0,7]) such that

()" 1
) ’70’564’6 orwe 0 & (t,p,x)|, (t,p,x) € [0,T] x (—o0) x R.

S (¢ c_ =P
It follows from (7.22) and (ii) of Lemma 3.4 that
|a“(t, p, )| < Crlp|  for (t,p,2) € T, (7.31)

and for e small enough with respect to f and m. In particular, the existence to the
system (7.25) will automatically imply (7.26). For p > 0, set B, := [—e”, —e~?] and
let a“” be a Lipschitz function such that a“* = a“ on [0,7 + 1] x B, x R and a“” =0
on [0,7 + 1] x B5, x R. Here all functions are extended to [0,7" + 1] by taking their
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values at T on [T, T + 1]. The set J? := ([0,T + 1] x (B2,)® x R) N J. is bounded and
it follows from [25] that there exists a strong solution (P, X“?) to (7.25) with a°°
in place of a°. Let 7/ be the first time after ¢, when P*” reaches the boundary of B,,.
For p > | In(—p,)|, (X<?, P*) solves (7.25) on [t,, 7/ A T]. It follows from (7.31) that
7P N (T + 1) converges to T + 1 in probability as p — oco. Hence, after possibly passing
to a subsequence (7£7),,>1, it converges almost surely to 7'+ 1 as n — oo. Let us set

(X, Pe):= (.To,po)l{to} + Z 1]]7'57"71/\T,7—£"AT]] (X &P, PoPn)

n>1

with the convention 770 := ;. Since (X ©Pn, PPn) = (X Ptk PSPntk) on [t,, 787 ATT,
for all k£ > 1, it solves (7.25) on each [to, 77 AT], n > 1. Since (7" A (T + 1))n>1
converges almost surely to 7'+ 1 as n — oo, (X¢, P¢) solves (7.25) on [t,, 1. O

Remark 7.3. The same arguments as in the proof of Propositions 7.1 and 7.2 show
that the above allows to construct a strategy L€, based on the sole knowledge of v, ,

w and 0, satisfying E [\II(AC’H )| = po for

to,50,Y0,%o

Yo = (U+€2a+€4wo§6)(toasoapoa$o)+C€5/2
= Ue(toasoapoaxo)+0(62)a

where C' > 0 can be computed explicitly.

Appendix

We provide here the proofs of Theorem 2.1, Theorem 2.3 and Proposition 2.2 for com-
pleteness. These results are essentially known but our framework requires some slight
adjustments.

Proof of Theorems 2.1 and 2.3: We focus on the proof of Theorem 2.1. Theorem
2.3 is proved by combining the following arguments with the results of [12] instead of
[9]. The arguments of [9] can not be applied per-se to obtain Theorem 2.1 because their
Standing Assumption 4 may not hold in our context. We explain briefly how to modify
it. First, this does not alter the proof of (GDP1) in [9, Corollary 2.9], which in turn
leads to the viscosity supersolution property by the same arguments as in [9, Section 5.
Similarly, the proof of the subsolution property [9, Section 5] can be reproduced once
(GDP2) stated in [9, Corollary 2.9] is valid. It is the case, by [9], if one imposes the ad-
ditional constraints Yt¥:&L 4 ¢¢(Xt%5L) > —con [t, T], with ¢ > 0 fixed independent of
the control L. Their standing Assumption 4 is then satisfied, see [36, Lemma 3.3] which
imposes a uniform L? bound on the admissible controls L. Then, the corresponding
value function v©¢ satisfies that its upper-semicontinuous envelope v=¢* is a viscosity
subsolution of (2.7) on {v® *(t, s, p, x)+£°(x) > —c}, by [9, Section 5]. The sequence of
corresponding operators converges to the one of (2.7) as ¢ — oo. By standard stability
results for viscosity solutions, see e.g. [4], this implies that the relaxed semi-limit v *
defined by v *(t, s,p, ) 1= UM SUDP (. 1/ o 1 27)—s (00 t,s.p0) V7 " (Es 8", P, 2) is a viscos-
ity subsolution of (2.7). Note that v*>* > v* by monotonicity. It remains to check
that the converse inequality holds. But the admissibility constraint entering in the defi-
nition of £¢ means that, for all © > 0, we can find ¢, > 0 such that v&% < V€41 < v * 4.

O

Proof of Proposition 2.2: Let us first fix z > 7(¢,s,p). Then, we can find (J,«a) €

U x A such that W(Z5*7 — g(Sh*)) > PLP® Recall from the discussion after (2.6) that
we can restrict P}’p " to take values in the image of ¥, and therefore in the domain of
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definition of ®. Since ® is non decreasing, it follows that Z%S’Z’ﬂ >y (S%S) +d (P%’p’a) .
Then, the convexity of ® and the fact that ®" o I is the identity imply

2y 2 g (Sy7) + @ I(GQy") + @ 0 I(QF) (P — 1dQ7)

= 9(SK) + o IGQF) +4Q5 (PP — I4QE").

We conclude by taking expectation under Q%*. Since Z%%%7 is a Qt*-supermartingale,
as a local-martingale bounded from below, and P%P® a P-martingale, the definition of
G and Q"* lead to y > v + ¢(p — p) = v, where v denotes the right-hand side term in
(2.9). This shows that 7 (t,s,p) > 7.

To see that the reverse inequality holds, just observe that our integrability condition
imply that we can find 9,, € U(t, s, z,,) such that

Zp* " = Hy = (g(S5°) + @ 0 1(4Q7) V (—n),

in which z, := EQ"°[H,] | v as n — co. Then, E [¥(H, — g(5%*))] L E[1(4Q%")] = p,
by monotone convergence and definition of §. O
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