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1 Introduction
1.1 Motivations

This paper studies the optimal investment and consumption problem for spread mod-
els during a fixed time interval [0,7]. In this case, we do not define the individual
dynamics of the asset itself but the difference (spread) between assets so that the
underlying idea is to take long/short positions to get profit from deviations in the
asset valuations. This approach has been proposed for nearly three decades in Wall
Street by Nunzio Tartaglia’s quantitative group at Morgan Stanley investment bank
and financial services company. The spreads are used also to study precious metals
markets, oil markets, electricity and gas markets, etc. (see, for example, [18,7,3] and
the references therein). However, although the idea of pairs trading is widely used,
academic researches are still small [6]. The spread (or pairs trading) strategy aims
to gain profits from misprizing of two assets. This means to go long for one asset
and go short on the other depending on the deviation from their long-term mean. By
doing this consistently, the investor will gain profit from the opportunities generated
by the divergence. To use the spread technique, assets must be jointly co-integrated,
which means that the difference in their prices must be described by a stationary pro-
cess, usually, an autoregressive process in discrete time, which corresponds to a stable
Ornstein-Uhlenbeck (OU) process in continuous time. This model is a particular case
of the affine processes widely used in risky asset modeling [5, 10]. It should be noted
here that, there exist other spread models based on the Brownian bridge process (see,
for example, [15]) but with additional conditions on the markets.

1.2 Main contribution

In this paper, we develop finance portfolio optimization methods for power utility
functions for the OU spread markets. Firstly such problems were considered sepa-
rately only for pure optimal investment or only for a special optimal consumption
(see, for example in [2,8]). Unfortunately, in these papers, the authors find strategies
that only maximize the main part in Hamilton—Jacobi—-Bellman (HJB) equation. Usu-
ally, these strategies are optimal, but this should be proven in each case. In addition,
which is most important for financial applications, it is necessary to find conditions
under which these strategies will be optimal. The HIB maximization is not sufficient,
this is just a necessary condition, but to construct optimal strategies one needs to
maximize the objective functions not only the HIB equation. This means that the
question of constructing optimal strategies for spread markets has not been studied
even for pure optimal investment problems without consumption. In this paper, we
study optimal investment and consumption problems in the classical mathematical
economics setting and, probably for the first time, on the basis of the stochastic pro-
gramming approach we give the solution for these problems in the complete form
through the verification theorem method. The challenge here is that we could not
use the HIB analysis method from [2,8] which was due to the additional strongly
nonlinear term corresponding to the consumption. Moreover, it turns out that con-
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trary to the Black—Scholes market, the HIB equation for the spread model has an
additional variable corresponding to the risky asset. It should be noted, that the same
situation is observed in the stochastic volatility case when the HIB equation contains
additional variables corresponding to the volatility random generator. It should be
noted that in stochastic volatility mar- kets the HIB solution is bounded with respect
to the additional variables and can be studied directly using the variable separation
technique (see for example, [20,1,12]). For spread models the HJB solution is un-
bounded, moreover, it has an explosive exponential form and, unfortunately, cannot
be studied by the methods previously developed for financial markets. In order to
find optimal financial strategies in this paper, we develop special analytical methods
to find conditions for market models which provide the uniform integrability prop-
erty for the HIB solution calculated on the optimal wealth process (see, Condition D)
in Section 3). It should be noted that this is the main condition to construct optimal
strategies using verification theorem methods. In this paper, we study the HIB equa-
tion through the corresponding Feynman — Kac (FK) mapping and we show that the
HIB solution coincides with the fixed point of this mapping in a special metric space
in which this mapping is contracted. Using this property, we study the convergence
rate of numerical methods for calculating optimal strategies.

1.3 Main tools

First note, that even in the pure investment problem, (see, for example, in [2]) the HIB
solution is extremely explosive, i.e. it goes to infinity in a squared exponential power
rate (= e"sz) as the spread variable (s — o) for some v > 0. This means that if we
replace the variable s with a gaussian random variable, we can obtain a nonintegrable
random variable which can block the construction of the optimal strategies. It should
be noted here, that there exist some special cases of the financial markets for the pairs
trading where the HIB solution has not explosive form (see, for example, in [14, 16,
19]) and for this case, one can use the verification theorem methods developed for
the Black — Scholes models. In this paper, we study the explosive HIB solution and
we find conditions under which we provide the portfolio optimization solution for
the power utility functions. In this case, the optimal strategies depend on the solution
of a nonlinear partial derivative equation of parabolic type. We study this equation
through the Feynman—Kac (FK) representation. It should be noted that for the first
time this method was proposed in [4] for the optimal investment and consumption
problem for the stochastic volatility markets with jumps. It turns out that the HIB
solution coincides with the fixed point of the corresponding FK mapping. Later in
[1] and [12] this approach was used for the Black-Scholes models with random co-
efficients and, moreover, it was found the convergence rate of the approximations
for the fixed point which is super - geometric. This property is very important for
practical implementations. Unfortunately, we can’t use these results here since we
can’t represent directly HIB solution through the FK mapping. For spread models,
the HJB solution has an exponential form of a solution of some quasi-linear equation
of parabolic type which can be found through a corresponding probability representa-
tion, i.e. FK mapping, which is completely different from the FK mappings used early
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for optimization problems. For spread models, this mapping is much more compli-
cated and, in particular, it depends nonlinearly on the partial derivatives of functions.
Therefore, one needs to develop new special analytic tools to study FK mapping. To
this end, we introduce a special metric space in which it is contracted. Taking this
into account, we show the fixed point theorem for this mapping and we show that
the FK fixed point coincides with the classical solution for the HIB equation in our
case. Then we find an explicit upper bound for the approximation accuracy of the
constructed iterative sequences and we get the convergence rate for both the value
function and the optimal financial strategies. It turns out that in this case, as in [1, 12],
the convergence rate is super geometric, i.e. more rapid than any geometric one. The
discovered “super geometric rate effect” significantly increases the speed of informa-
tion processing and decision-making for practical problems of portfolio optimization
in spread markets.

1.4 Organization of the paper

The rest of the paper is organized as follows. In Section 2 we introduce the Ornstein—
Uhlenbeck financial market. The HIB equation and the optimal strategies are defined
in Section 3. In Section 4 we describe the probability method for the analysis of the
HIJB equation. We state the main results of the paper in Section 5. In Section 6 we
present the main plan of this paper. Thereafter in Section 7, we study the properties
of the FK mapping. In Section 8 we study the properties of the fixed point function.
The stochastic optimal control method is given in Section 9. The Cauchy problem
is stated in Section 10. The proofs of the main results are given in Section 11 and
numeric simulations are presented in Section 12. Finally, in Section 13 we summarize
our work. The auxiliary technic results are given in Appendix.

2 Ornstein—-Uhlenbeck model

Let (2,%;,(Z,)p<;<7,P) be a standard filtered probability space with (%, )y<,<r
adapted Wiener processes (W,)o<;<7- Our financial market consists of one bond (risk-
less asset) with the interest rate » > 0 and risky spread asset (S,)y~,~7 defined by the
stable Ornstein - Uhlenbeck process o

ds, = —kS,dr + cdW,, (1)

where the initial value S, is some fixed non random constant, k¥ > 0 is the market
mean-reverting parameter from R and ¢ > 0 is the market volatility. We assume
that the bond’s interest rate 0 < r < k. Let now (X, )y« be the wealth process,
o, be the investment position in risky assets (stocks) at the moment 0 < ¢ < T and
the consumption rate is given by a non-negative function (¢,),<7. Using the self
financing principle with the consumption from [11] we get o

dX, = r(X, — ,S,)dr + ¢, dS, — c,dt.
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Replacing here the differential dS, by its definition in (1), we obtain the following
stochastic differential equation for the wealth process

dX, = (rX, — xS, — ¢,)dt + o, 0dW, , 2)
where k; = K+ r. Now we need to define all possible admissible strategies.

Definition 1 The financial strategy u = (u,),, <7 withu, = (¢, , ¢,
sible on the time interval [t, T] if itis (%, ,),<,<r progressively measurable stochastic

process, where ﬁr,v = o{W,—W,,t <s <v}, such that

c,) is called admis-

T T
/ o dv < oo, / ¢, dv<oo  as. (3)
vt Jt
and the equation (2) has a unique strong nonnegative solution. We denote by <7 the
set of such admissible financial strategies.

For any admissible strategy u € o7, we introduce the objective function on the interval
[t,T] as

T
J(x,s,t;u) ;= E</ cdv+@(Xy)"X, =x, S, = s), 4)
t

where 0 < Y < 1 and @ > 0 are some fixed constants. Our goal is to maximize this
objective function on the interval [0, 7], i.e.

sup J(x,s,0;u), )
ues

where &7 = 27,. To do this we use the dynamic programming method, according to
which we need to study for any 0 <t < T the value function

U(x,s,t) = sup J(x,s,z;u). (6)
ued,

Remark 1 Note, that the problem (4) is optimal investment and consumption problem
in classical setting for power utility functions (see, for example, [11] and the refer-
ences therein). The coefficient 0 < @ < oo explains the investor preference between
consumption and pure investment problem.

3 Hamilton—Jacobi-Bellman equation

In this section we introduce the Hamilton—Jacobi—-Bellman (HJB) equation for the
problem (6). Denoting by ¢, = (X,,S,), we can rewrite equations (1) and (2) as,

dg, :a(gt7uz)dt+b(gzaut)dwlm @)

where u, = (@, ¢,),
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According to the dynamic programming method (see, for example, in [11] p. 130),
for any 0 <t < T and any two times differentiable R x R — R function z we set the
Hamilton operator as

Hignad)i= s (d(radss Ju(06d%) +) . ®)

u€ERXR

where the prime / denotes the transposition,

Z Z Z
aZ — X and 822 _ XX xs )
2 sx  Lss

To construct optimal strategies for the problem (6), firstly one needs to study the HIB
equation which is given by
4(6:1)+H(G,1,02,0%) =0,  1€[0,T],
€))
(¢, T) = @x7, ceR, xR.

Note that, in this case the Hamilton function H = 4o if z,,. > 0 or z, <0, and for
Z <0and z, >0,

H(g,t,dz, 82z) =d'(g,t,uy)0z+ %tr (bb/(g,t,uo)azz) + Cg,

where the optimal value uy = (&, ;) is defined as

K82 Z 2\ 7!
o = % — = mi%:<ﬁ : (10)
o Zxx ZX)C /}/

Using this in (9), we can represent the HIB equation as

Y

2, _ i 2 2 71

Z,+(G sz2 1st) +G Lss +rxzx_xszs+(1—y) (Zx) =0,
20 |Zxx| 2 Y (] 1)

(¢, T) = ox?, ceR, xR.

We will find a solution of this equation in the following exponential form

§2
z(x,8,1) :wxyexp{zg(t)+Y(s7t)} . (12)
Here g is the solution of the ordinary differential equation

&) =218+ 1’ (M +n1 =0,  g(T)=0, (13)

where the coefficients ¥; are defined as

2
YK

(1-y)c>

o’ YK
}’1*m7 Yzfjﬂr’f and 3=
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Moreover, the function ¥ = Y (s,¢) in (12) is a solution of the non linear equation of
parabolic type

1
(5.0)+ 5 0%u(5.0) 4 5(ng(t) — B (5.0) + F (s.0.7.7,) =0,

(14)
Y(s,T)=0,
where F' is the non negative function defined as
N3
F(S7taylay2):gO(t)+TZ+le(satvyl)7 (15)

go(t) =0%g(1)/2+ry. @ = (1— )@/~ and

G(s,t,y):exp{—lly (s;g(z)+y>}. (16)

To find optimal strategies for the problem (6) one needs to calculate the optimal
control variables (10) for the HIB solution (12), i.e. we obtain that

oy (x,s,1) = Qy(s,t)x, and cg(x,s,1) = cy(s,1)x,
where the fractional coefficients are given as

o2sg(t) + 6%, (s,t) — sk
o*(1-7)

To define the optimal wealth process we set

&y (s5,1) = and  Co(s,1) = @7 1G(s,0,Y (s,1)). (17)

A*(s,1) =r— K sQ(s,t) —¢y(s,t) and B*(s,t) = 6 0(s,1). (18)
If we use in the equation (2) the strategy (17), then we obtain the following stochastic
differential equation for the wealth process

dX = a*(1)X"dt +b* (1)XdW, , (19)

t
where a*(t) = A*(S,,t) and b*(¢) = B*(S,,t). Taking into account that the processes
a*(t) and b*(¢) are continuous, and using the It6 formula we obtain that

t ! 1
X' =xexp { /0 b*(v)dw, —l—/o (a* (v)— 2(b*(v))z> dv} , (20)
i.e. it is positive almost sure. Now, using this process, we set

w=(o,¢), o =0(S, )X and ¢ =cy(S, )X (21)
Note that the processes (0 (S,,7))g<;<7 and ¢y(S;,t))o,<7 are the fractional invest-
ment and consumption strategies respectively. To show that the strategy (21) is op-
timal we will use the verification theorem method. To this end we need to impose
some additional technical condition of Dirichlet type (see, for example, in [17]) for
the optimal HIB process z7 = z(X",S,,?).
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D) Forallx>0,s € R and0 <t < T the family (z:) e is uniformly integrable
7t

with respect to the conditional probability P (|Xt* =x,S8 = s), where ./, is the set
of all stopping times with the values in [t,T].
The condition D) plays a crucial role in the proof of the verification theorem.

Remark 2 Note that, the HIB solution for a pure investment problem given in [2] is
the particular case of the (12) with the function ¥ = 0. One can check that directly,
that the solution for pure investment problem can be obtained from (21) as @ — oo.

4 Probability representation

In this paper we study the equation (14) on the basis of the probability representation
method. First, for any 0 <t < T and s € R, we introduce the process (n;” )tgugT as
the solution of the following stochastic differential equation

dn® = g, (u)n*'du+ cdw,, n=s, (22)

where g, (t) = 7,8(t) — 1, g is defined in (13) and (Wu)uzo is a standard Brownian
motion. It is clear that 75" ~ A (s it (u,1), 67 (u,1)), with

u u
w(u,t) exp{/ gl(v)dv} and Glz(u,t) :62/ p(u,z)dz.  (23)
t t
To obtain the probability solution for (14) we set for any 4 € C>!(R x [0, T])
T
2= %50 = [ BHMd, Hlso) = F(seh(so).hsn). @
t
where the function F is defined in (15). This operator is called the Feynman—Kac
(FK) mapping (see, for example, in [1]).
Now, we need to introduce some special metric space in which we will find the
solution of the equation (14). To do this we denote by Cio (R x [0, T]) the set of

positive functions from C'*(R x [0,7]), i.e. the set of continuous R x [0,7] — R,
functions having the continuous partial derivatives in s. Using this we set

@ = {h e CYORx[0,7]) : Suph(s,) By, suplh(5,1)] < B, } . (25
s, s,

where B = (yk,/2+ry+ @, +¥,B2/2) T and

-, _ <1_ 16T>

' 26y2T

Here (x) , = max(x,0). Now, for some » > 1, which we will precise later, we intro-
duce the metric

1
oY

p(f.h)y= sup Ty (s,1), (26)

SER 0<I<T
where Y} ) (s,1) = |h(s,t) — f(s,0)| + | hy(s,1) — f,(s,1)].
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Proposition 1 The space (2°,p) is a complete metric space.

This proposition is shown in the same way of Proposition 5.1 in [1]. Now we can
provide a probability solution for the equation (14).

Proposition 2 For any 0 < r < K in the model (1) the equation (14) has at least one
bounded solution in C*'(R x [0,T]) which coincides with the FK fixed point h, i.e.
h=%,. Moreover, any FK fixed point h from & is a solution of the equation (14).

This proposition is shown in Appendix 14.1.

Remark 3 It should be noted, that we can’t apply the usual methods to show the
uniqueness of the classical solutions for the equation (14) since the coefficient of the
partial derivative Y; is not bounded in R (see, for example, Theorem 8.1 on the p. 495
in [13]).

Remark 4 As we will see later, under some additional conditions the optimal strate-
gies can be represented through a FK fixed point 4 from 2 .

5 Main results

First of all we study the strategy (21).

Theorem 1 Assume that the condition D) holds, then the equation (14) has the unique
bounded solution and the value function (6) is given by

2
Ul(x,s,t) =J(x,s,t,u") = ©x" exp{sz(g(t) —|—Y(s,t)} ) (27)

where the optimal strategy w* = (Q,c}), <7 is defined in (21).

Remark 5 1t should be noted that Proposition 2 and Theorem 1 hold true for more
general condition when 0 < r < k/ /Y which provides the representation of the func-
tion g in the form (32). In the case when r > k/,/7 one needs to add additional
conditions on the coefficients of the markets (1) to resolve this equation. Indeed, it
is not necessary to consider the case in which the interest rate r is large. We can al-
ways to reduce this rate including the corresponding part in the consumption for the
problem (5). Indeed, in practice the interest rate r is sufficiently small, contrary to the
coefficient k¥ which cannot be small, since for small coefficient the model (1) tends
to the Brownian motion which cannot be a good model for the spread markets based
on the difference of the co-integrated assets. So, the condition that 0 < r < Kk is very
natural for the model (1).

Now we need to discuss the cases for which the condition D) holds true. In the fol-
lowing proposition we give some simple sufficient condition for this.

Proposition 3 Assume that @ > (16T /7)' =Y. Then for the wealth process (19) de-
fined through the FK fixed point h from 2" the condition D) holds.
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This proposition is shown in Appendix 14.2
Now we have to study the FK fixed point function 4. To this end we define the iterative
sequence (h,),~ as

B hy=%, , n>1 (28)

and hy, is an arbitrary function from 2", for example, & = 0.

Theorem 2 Assume that @ > (16T /)' =7, then the solution of the the equation (14)
coincides with the FK fixed point function from Z . Moreover, the sequence (28) goes
to this function such that for any 0 < 6 < 1/2

lim n®" || h—h, ||=0, (29)
n—soo

where || f [|= sup g supy_, 7 (If(s,0)[ + [ £5(s,0)]).

To calculate the optimal strategies, we use the approximations (28) in the fractional
strategies (17), i.e. we set

- 1 d
O (5,1) = (-7 <stg(f) +0'2$hn(s,t) - Kls>

and 1
Con(s,1) = BTTG(s,1,h,(s,1)).

iyt

Theorem 2 and the definitions of o4, and ¢, in (21) imply the following result.
Theorem 3 If @ > (16T /7)' =7, then for any 0 < § < 1/2,

lim n%"sup sup (‘&O(S,Z) — &o,n(&f)’ + ‘Z‘O(SJ) —Con(s,1)]) =0.
n—ee sER 0<t<T :

Now using these approximations we set
o (1) = B, (S, 0K (1) and () =, (DX (1), (30)
where
dX>(¢) = (r(X, (¢) — o, (1)S,) —c,(t))dt + o, (1)dS,, X*(0) =x.
Finally, we can obtain the approximations for the optimal strategies (21).
Theorem 4 If @ > (16T /7t)'~7, then for any 0 < § < 1/2,

P— lim n®" sup (| () = | + |ci(t) = ¢ |) = 0. 31
n—eo 0<t<T
Theorems 1, 2 and 4 are shown in Section 11.

Remark 6 Note that, similarly to [1] the convergence rate for the iterative scheme is
super geometric, i.e. more rapid than any geometric ones.

Remark 7 Note that the condition of this theorem @ > (167 /x)' =7 means that we
study the optimization problem for large @, i.e. the optimization problem in which
the capital value is more preferable. Note also, that if

@< (16T/m)"" ie. T>o""x/16:=T,,
then one needs to divide the interval [0,7] in m parts 0 =1, <t,... <1, = T with

max, < j,(t; —t;_;) < T, and to use the strategy (21) on each interval [t;_,].
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6 Key ideas

In this paper, we find the optimal strategies by the following plan.

1. We consider the problem (6) in a framework of the optimal stochastic control and
to resolve this problem we use the stochastic dynamical programming method,
according to which we need to study the corresponding HIB equation (11). To
this end, we search the solution in the form (12), where the function Y satisfies
the quasi - linear parabolic equation (14) for which we use the Ladyzenskaja -
Solonnikov - Ural’ceva method (Theorem 6).

2. To construct the optimal strategies we develop the verification theorem method
for the problem (6):
(a) we use the verification theorem method for a general optimal stochastic con-
trol problem for the positive utility functions;

(b) we show the verification theorem for the spread markets by checking all con-
ditions stated in the general optimal stochastic control problem.

3. To calculate the HIB solution, we use the probabilistic representation for the
equation (14) on the basis of the FK mapping (24). To this end we develop the
fixed point method for the FK mapping:

(a) we construct a special complete metric space in C'*(R x [0,77]);

(b) we show that in the introduced space the FK mapping is contracted;
(c) we represent the HIB solution through the fixed point of the FK mapping.

4. We conduct the following numerical analysis for the application of the constructed
optimal strategies:
(a) using the contraction properties of the FK mapping we find the upper bound
in the explicit form for the approximation accuracy of the iterative scheme;

(b) minimizing the obtained upper bound we establish the super geometric rate
of the convergence for the iterative scheme.

7 Properties of the FK mapping

Now we need to study some properties of the mapping (24). To do this note, that for
0 <r < k/,/7 the solution of the equation (13) can be represented as

2192(191 — 192)

=09 -9 — ,
8(0) = -% O, — O + (B + By)e2%n (=)

(32)

where ¥, = %, /¥, and ¥, = /9% — 13/7. It is clear that this function is decreasing,
i.e., maxy,<7 g(¢) = g(0). Moreover, taking into account that 0 < r < Kk, we get that
97 > 1/7 + (1—7)*x?/c* and, therefore,

7K12 YK

<O -0, < <
80 <%= S e a0 = o

(33)
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From here we can obtain directly that the function g, defined in (22) can be bounded
from above as g, (t) < 7,£(0) — 7, < —«k. Therefore, from (23) we can conclude that

ol (u,t) > o’ p(u,t)(u—t) for u>t. (34)
Now we study the main properties of the mapping (24).
Proposition 4 [f@ > (16T /1), then £, € X foranyhe X', i.e. £,: 2 — X

Proof First, note that we can represent the function ., (s, ) as
7 (s,1) / g (u du+YIE/ R (S u du+&51E/ G u,h(nS' u))du,

1
where g,(t) = 62g(t)/2+ry and @, = (1 — y)@ 7. Using the inequality (33) and
the bounds B, and B, defined in (25), we obtain

2
2.0 < ZgOT -0+ BRI )+ rr(T 1)+ @, (T 1) < By (39)

2
Then by taking the derivative in s, we get
a 3
S (1) = 2asE/ h(n du+wlaE/ G u,h(nS u))du.

From Lemma 2 in Appendix 14.5 and as 0 < G(s,t,y) < 1, we have

t)Berafl%\/z(Tn_t).

Taking into account the definition B, in (25) we obtain,
0
= Z)(s,1)

‘ gﬁ EB%+@13 Zl:]}l.
ds AR AR

So, we get that £, € Z". Hence Proposition 4. []

J "
_ < 1
‘&Y%’(s’t)‘ - o

Proposition 5 Forall f € 2, foralls e Rand 0 <t <T,

%ff(&t) = [T </RF(z7t7f(z7u)7fs(zau)) ¢ (s,fyzau)dZ> du.

Here the function F is defined in (15) and

0
0, (s,t,z,u) = a(p(s,t,z,u) =v O(s,t,z,u), (36)
where

2

e z—sp(u,t

o(s,t,7,u) = W() and v=v(s,t,z,u) = (yl(‘;(t))
1\ R
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The proof is given in Appendix 14.3. Now we set
1
r*:max<1,<1+\ﬁ/6) (lel—FCD'i')) (37)

where the coefficient B, is given in (25).

Proposition 6 For any » > rz in the metric (26) the mapping £ is contraction in
X, ie forany h,f € Z,

p(Z L) < Ap(hf) and A= —

(38)
V4

Proof Using the definition (24), we obtain that for any 4 and f from 2,

T
-2y =1 [ (a0 20
t

T
+0§1E/ (G(n;”,u,h(n;’t,u)> —G<nj’,u,f(n§’ﬂu)>>du-
t

Taking into account that the function (16) is lipschitzian, i.e. for any y;, >0andy, >0

1
|G(s.1,y1) = G(s,1,y2)| < ﬂm =2l

we obtain that

g -z <h TE R u) — 2>, u) )d
| h f|— 2 s(nu ,M) -}i(nu au) u
Jt

e E/ N, u) —f(n;”,u)‘du. (39)

Recall that f and & belong to 2", i.e. the difference for the squares of their derivatives
can be estimated as |12 (z,u) — f*(z,u)| < 2B |hy(z,u) — f,(z,u)|. Therefore,

T
Li”h(w) —.Zf(s,t)\ < Bz/ Th*f(u) ¢ T=) T=0) g
L h
1
where B, = 7B, + @7 " and Y;l*f(t) =Sup g 1, £(y,1). Using here (26) we get

L(s,1) — ZL(s,1)| <B Me/t(T—t)
! 2

x
Moreover, using Proposition 5, we obtain that

J /”hzz, — (z,u)

|$ st’—

&
Ly (s,t) — 3%

+ @, (Glz,,h(z,1)) — Gz, £ (z,1)) ) 9y 5.1, 2,w)dzdu.
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Now note, that in view of the bound (34), for u > ¢

sup [ |@y(s,t,z,u)|dz < \/7 . (40)
seR ‘ ! ‘ \/l'tf

It should be noted also, that

‘7’1 hz (z,u) — fZ(Z,u))+(,51(G(z7u,h(z7u))—G(Z,u,f(Za”))’ SBZY}*h( ).

Thus, the bound (40) implies

B 2 *h(u)
<B u , dzdu < 2\/7 1 ]fA,
2/ h )/|¢1(S,[,Z,Ll)| 2du =~ — ; \/71‘

Using again here the definition (26) and the fact that /7 = f0+°° e 377 1/2dz, we get

—Z(s,1) — 8 (s,1)

d
8

ds

d B, /2 T gH(T—u)
< =4/ —
‘a “ls1) = asff(”)‘— c n”(ﬂh)/, md”

B2 2 e #(u— 1) \[BZ e%(Tft)
gc\/;p( / — 5 PULh) T

Therefore, for any » > 1 we get p(%,,. %) < (r,/\/2)p(f,h) where the coefficient
r, is defined in (37). Hence Proposition 6. [

Proposition 7 Assume that @ > (16T /x)' =Y. Then for the mapping £ there exists
a unique fixed point h in X', i.e. £, = h. Moreover, for any n > 1 and » > ri the
approximation sequence (28) satisfies the following inequality

2(B0+Bl) n _ r,
-1 A" and A=

p(hh,) < <1, (41)

N

where the coefficients By, B, and r, are given in (25) and in (37) respectively.

Proof Indeed, Proposition 6 implies p(h,,h, 1) = p(Z, ., ) < Ap(h,_y,h,).
Therefore,

p(hyhiy) SAP(EL, ) <A (hy_gihy 1) < oo S A"p(hoshy).

Note that from the definitions (25) and (26) we can obtain directly that for any 4 and
hy from 2" the metric p(hy,h,) < 2(By+B,). So, for m > n,

oo

PUyhy) < 2By + B (A" + A" 4+ A7) <2(By+ B YA

i=n

Therefore, in view of Proposition 1 there exists an unique fixed point 2 € 2~ for the
mapping .Z which satisfies the inequality (41). Hence Proposition 7. O




Optimal investment and consumption for Ornstein-Uhlenbeck spread financial markets 15

8 Properties of the FK fixed point function

In this section we study some regularity properties for the function 4. First we study
the smoothness with respect to the variable s.

Proposition 8 Ifh € 2 is a FK fixed point, i.e. h = %), then for any 0 < € < 1,

|hs(slvt) _hs(s27t)|
sup  sup <

0<I<T s,.5,€R |51 = 5,/

Proof In view of Proposition 5 and the definition (24) the partial derivative of & can
be represented as

pa T
a—h(s,t) :/ /'Ph(z,u) 0, (s,t,z,u)dzdu,
s t JR

i.e.

d d
ah(slvt) - %h(sbt)

T
< [ [ Ml loyor.t. 20 — gy (521,200 dedue
t

Note that for any & from 2~ the function ¥, (z,u) is bounded, i.e.

Wosp  sip ()] <o @)
he 2" zeR,0<u<T

Therefore, if A = |s; —s,| > 1 then, using the bound (40), we get

14

J T
— | = - < P*
A€ ash(slat) ash(sbt)‘—ql/t /R|(p1(s1,t,z,u)|dzdu

T
+lp*/ /|‘P1(Szaf7Z,u)|dzdu < oo,
r IR

Let now 0 < A < 1. Then,

1
A€

d

J )
&h(slvt)_gh(sbt)‘ Sl}’ I(A)7 (43)

where

T t — t
I(A):/ / |(p1(sl7 7Zau)Ae(Pl(S2a ’Z’M)|dzdu.
t R

Then for A; = A% we can rewrite it as

A€ A€

o t — t T t — t
I(A)Z / l/R |§DI(S1, ’Z7u) (pl(s27 ’Z’u)|dzdu + /R|(P1(S1’ 7Z7”) (Pl(s27 ’Z’u)|
Jt t

dzdu,
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where t; =1+ A,. So,
| "
18)< 55 [ [ loiGitznldzt [ oz m]dc |du
AgJ, R R

1 T
+7/ / |(p1(S17t,Z,u)7(P1(S2,I7Z,M)|dzdu.
A® t /R

Taking into account again the bound (40), we estimate the integral /(A) as

< 4 /2 1 T
I(A)fg 7r+A€/,] /R|‘P1(51»fa1a”)—(P1(52J717“)|d2d“~

4 /2 1 (T 2 ¢
1(A) < — ——&-—/ / / O,(s,t,z,u)| dzdsdu,
) cVrnm AS.,I.SI.RIZ( )|

Then

where

u?

d
O, = a(pl(satazau) - \/2771'013

e#(v2—1> and VZiz—su(u,I)
oy (ut)

Thus, on view of the lower bound (34)

. 2 . 2
M / 2 ¥ 2
s.tzu)ldz < Vil)eddvs ——
/R|(P2( Z )| Z /727170'12 ]R( ) 62(u—t)

and, therefore,

1 /2 2 T 1 1 /2 2
1(A) < —y/ = +—2A1*8/ du< —\/= +=5A"%(|InA; |+ |InT]).
ocVrnr o . uU—t ocVmw o©

1

Hence Proposition 8. [J
Now, we study the smoothness properties for the function / with respect to 7.

Proposition 9 Let h = 2, withh € 2. Then, forall N > 1 and 0 < € < 1/2,

‘h(sJZ)_h(s7tl)|+|hs(s7t2)_hs(s7t])’ oo
sup sup (ty—1) )¢ < oo,
0<1;<t,<T |s|<N 2 1

Proof Firstly, note that

T* . n
h(s,t):/ ¥, (s,t,u)du and W, (s,t,u) = /R Y, (z,u)@(s,t,z,u) dz.
t .

Therefore, forany 0 <t <t, <T

T , _ Iy _
h(s,ty) —h(s,t) :/ (‘Ph(s,tz,u)du—‘I’h(s,tl,u)>du— 2‘Jf’h(s,tl,u)du.
12

2 I
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Letnow A =1, —t; and A} = A€ for some 0 < € < 1/2. Talking into account that
the function ¥,,(s,#,u) is bounded, we obtain that for some 0 < ¢* < e

1

F\h(s,rz)—h(s,zl)\ <c* (Algl(A)—i—A‘S), (44)

where I(A) = ftzT J @(z,u)dzdu and @(z,u) = |@(s,t,z,u) — @(s,t;,z,u)|. We repre-
sent this term as I(A) =1, (A) +1,(A), where

1y +A, T,
1,(4) = / / @z u)dzdu and L(A) = / / @(2,u)dzdu.
J, IR Jty+a, IR

Since [, @(z,u)dz <2, we get [;(A) < 2A,. To estimate I,(A) note, that

_ o)
Ble) = (st zo) = pls.ty, 2| < [ [o,(s.0.z,)d6,

1

where

%o

(s,t,2,u) o (s,t,2,u) % + w e
12, =3, 12, = )
i o’ 2V2rn o V2mo,

the dote "is the derivative with respectto ¢, 6, =S and s = 612. Note, here that

s z—su . st Vo,
0} o} 1

Moreover, using the inequality (34) and taking into account, that f1 and o, are bounded,
we obtain that for some ¢* > 0 and u > ¢

0 (V4 |v[+1) 2 (V4 |v[+1) 2
—_ t <c*(1 2 T e T <M1 -~ e 7.
oz < 14) e L e B et
Therefore, for some ¢* > 0
d c*(1+]s])
— t dzr<< ——— 2
f ot am]ae< =I5

and we get

I(A)] < ¢ (1+]s) / (

T
/ du | de
th+A U™ 0

r d
gc*(1+|s|)A/ !
nh+a W=D

<c* (1+]s))A|In4,].

Therefore,
limsup - sup [52) ~h:1)|
A—0 A ser 1+ |s]
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Now through Proposition 5 we obtain that

0 0 1 ﬁ
gh(s,t) = gﬂh(s,t) N (/ Y, (z,u)ve 7d ) du, (45)

i.e. this derivative can be represented as

v

9 sy = [ A /lp 6V, 1)V 72dvd
95 8 ~ ) o RSHT OV, u)v \/—7r u

) (E ‘I’,,(Su(u,t)+61(u,t)§7u)§>d’4/j%(ﬁ“)%(ﬁ“)du,

B + O (MJ)

where & ~ A (0,1, (1, ) = EE %) (s (1) + 0, (u,1)E ) and (1, 0) = p u,1)/ 0 ().
Setting now q5(u) = q, (t5,u)q, (8, u) — q, (¢;,u)q, (¢, ,u), we obtain that

9 9 s = [ ay(udu— [ d
Gohtos) = gitsn) = [ s [Py aanle

Moreover, note that the inequality (34) implies, that for u > 1,

t) = .
A (1:1) o,(u,t) — oJu—t

Now we recall, that the function ¥, is bounded. Therefore, we get that for some ¢* > 0

/’q3 |du+/
l‘

* A *
where I7(A) = t2+ ! |q )|d“ and I;(A) = f;2T+Al |q3(

du<I “(A)+I;(A)+2¢" VA,

d
ah(s,tz) S tl

u) ’du. First note, that

12+A1 1 1
1*(4)9*/ + du < 4e* /4,
1 A <w/u—t2 ,/u—zl> !

To study I;(A) we use the bound (46) which implies that for any u > 1,

a5 0)] < ¢ ( Jaat:12) — @y (a0)| + ——— o () — @y (1) ).
i h

u
From the definition of q,, we can obtain that for some ¢* > 0 and any u > ¢,
"2 1 A
| =€), e =y
Therefore,

A 1
‘q3(”)’§c*( n T T
(M*tz) / M*tl

’%(”»tz)—(h(”vfl)!) :
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Note that the definition (15) and Proposition 8 imply that for any 0 < € < 1
LACHEL ACHIETPETS (“7)

where ¢* is some positive constant. So,

|q1(”,f2) _‘I1(”»f1)| <ct(1+]sl%) (|l~1(”»f2) — p(u,t))|* + |‘71(”J2) - Gl(”»t1)|€) .

It should be noted here also that for some ¢* > 0

st sl _
0y (1) + 0y (u,1) ~ u—t

|0y (u,1,) — 0y (u, 1)

ie,fort, <u<T

1 ) < c*(1+s))A®

’ql (u,t) _ql(u,t1)| <cf(1+ |s|5)A£(l + (u—tz)g/z (u_tz)g/Z

This implies directly that

* * ! A Ag
L(A)<c (1+|SD/ (u—1y)2 * (u—1,)(EF1)/2 e

thy+A4,

A
1

and, therefore, for any 0 < € < 1/2

+A8(A1)(18)/2> :C*(l—f— ‘S|) <A18 +A2882>

. 1 I[(A)+1(A)
imsup — sup ——————
A0 Afyer 1ALl

Hence, Proposition 9. [

9 Stochastic optimal control

Now we give the verification theorem from [1]. Consider on the interval [0, T], the
stochastic control process given by the n - dimensional It process

dg =a(g,t,u,)dr +b(1, 6w, )dW, , (48)

where (W, )o<;<r is a standard k - dimensional Brownian motion and the initial value
o is non random and belongs to is some convex set & C R". We assume that the
control process u takes its values in some convex set @ C R?. Moreover, we assume
that the coefficients a and b satisfy the following conditions:

A,) Forallt € [0,T] the functions a(.,t,.) and b(.,t,.,) are continuous on R" x ©.
A,) For any fixed nonrandom vector 6 € © and any x € £ the stochastic differential
equation (48) foru, = 0 has a unique strong solution belonging to =.
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Now we introduce admissible control processes for the equation (48) on the time
interval [t,T] for any 0 <r < T. To this end we set the family F, = (.%, ,),<,<y With
Frs=0{W,,t <v<s} S

A stochastic control process u = (u,),<,<7 is called admissible on [t,T] if it is
F, - progressively measurable with values in ©, and for any x € E the equation (48)
on the time interval [¢,7] with ¢, = x has a unique strong a.s. continuous solution

(6,)i<v<r belonging to = such that

T
[ Galg ) +1b(s,mu,) Py <o as..
t

We denote by .7 the set of all admissible control processes on the time interval ¢, T].
Moreover, let f and h be continuous utility = x [0,7] x ® — [0, o) functions. For any
0 <t < T we define the cost function by

T
J(xJ,ll) =E </ f(gv7v7uv)dv+h(gT7T?“T)th :x> :
!

Our goal is to solve the optimization problem

supJ(x,z,u). (49)
uc?

In order to find the solution to (49) we investigate the HIB equation
7(6:t) +H(G,t,25,2,) =0, t€[0,T],

7(¢,T)=h(g), ¢eR",

(50)

where

1
. / /
H(G,t,2¢,2.c) = sup (a (6 1,u)zg + Strlbbi (g1, u)ze ] +f(g,t,u)) :
Here, z, = z,(g,t) denotes the partial derivative of z with respect to #, z. = z.(6,?)
the gradient vector with respect to ¢ in R" and z.. = zgg(g,t) denotes the matrix
of the second order partial derivatives in the variables g. We assume the following
conditions hold:

H,) There exists a R" x [0,T] — (0,00) function z from C%!(R" x [0,T]), which
satisfies the HIB equation.

H,) There exists a measurable R" x [0,T] — © function uy, = uy(g,t) such that for
allc e R"and0 <t <T,

1
H(G:1,25,2¢¢) = d'(Gt,up)zg + 5T (bb’(g,t,uo)Zgg) +1(5,1,u)
H;) There exists a unique strong solution to the It6 equation

dg’ = ay(g ,t)dt +by(g ,1)dW,, ¢y =x, t>0,

t

where a(g,t) = a(g,t,uy(¢,1)) and by(g,1) = b(g,t,uy(¢,1)).
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H,) Forallx€R"and0 <t <T the family (z(¢;,7)),_ , is uniformly integrable,
T

where ., is the set of all stopping times with the values in [t,T].

Theorem 5 Assume that conditions H, )- H,) hold, then for any 0 <t <T the process
(W),<5<7 is a solution for the problem (49), i.e;

supJ(x,r,u) = J(x,t,u”)
uc?

and z(x,t) = J(x,7,u*).

10 Cauchy Problem

In this section we give the existence theorem from [13] for the following Cauchy
problem:

U= Y jen @i (5,1, "‘)“x,—xj +a(x,t,uu,) =0,

(5D
ul;—o = u(x,0) = Yo (x).
We assume that there exists some functions (a;,a,,...,q,), such that
‘9‘1‘(xat7ua17)
aj‘(.X,l‘,Lt,p)E : . (52)
J 3pj

Using these functions we set
n n
A(x,t,u,p) = a(x,t,u,p) — ; %pi —E{ (;Zj .

Moreover, for any N > 1 we define the following set

Iy ={(x,1) : x| <N,0<r <T}.
We introduce the following conditions for ensuring the existence of at least one solu-
tion u(x, ) for the problem (51).

C,) There exists € > 0 such that for all N > 1,

Volx) € HE(L) and  max | () |< oo,
xe n
C,) There exists & > 0 and some R, — R, function &, such that for all x € R",
uceRandforall0<¢<T,

dt
o(7) = o0, (53)

A(x,1,u,0)u > —®(|ul)|u| —b, and /
0

C;) Fort € (0,T] for arbitrary x, u, p € R", and any & = (,,&,,...,&,) € R", there
exists 0 < v; < Vv, such that

Y a(xntu,p)§E; >0 and vl < a;j(x.t,u,p)§&; < v,lE .

1<i,j<n
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C,) The functions a;(x,t,u, p) and a(x,t,u, p) are continuous, the functions (a;),<;<,
are differentiable with respect to x,u and p € R" , and for any N > 1
8a,~ (9(1,'
! (el + ‘%D(l +Ipl) + X4 = |ij| +al

sup sup sup < oo,
(50) < [u]<N peR” L+pl?

Cs) Forall N > 1, and for all (x,t) € Iy, |u| <N and |p| < N, the functions a;, a,
da;/dp;, partiala;/du, and da;/dx; are continuous functions satisfying a Holder
condition in x, t, u and p with exponents €, €/2, € and € respectively for € > 0
from the condition C,).

Theorem 6 ( See Theorem 8.1, p. 495 of [13]) Assume that the conditions C,;)—-Cs)
hold. Then there exists at least one solution u(x,t) of Cauchy problem (51) which is
bounded in R" x [0, T] and for any N > 1 belongs to > &1 1€/2(T},).

11 Proofs
11.1 Proof of Theorem 1

To proof this theorem we use Theorem 5, i.e. we need to check the conditions Hl)
— Hs) of this theorem for the problem (6). As to the first condition, note that using
Proposition 2 one can check directly that the solution of the equation (11) can be
represented in the form (12), where the functions g and Y satisfy the equations (13)
and (14) respectively. Moreover, using the HJB solution (12) in (10) we calculate the
optimal control variables (17). Hence H,). Then, using these variables in the wealth
process (2) we obtain the optimal wealth process represented by the stochastic differ-
ential equation (19) which can be resolved through the Ito formula and represented
in the form (20). This implies H;). Note also, that the function Y in (12) is bounded,
therefore, the condition D) yields the condition H,). So, Theorem 5 implies that the
strategy (21) is optimal and the function (12) coincides with the value function (6).
This means that a solution of the equation (14) can be represented through the value
function which is unique. Therefore, the equation (14) has the unique solution in
C>!(R x [0,T]). Hence Theorem 1. [J

11.2 Proof of Theorem 2

We set A, (v,1) = h(y,t) — h,(,¢). So, in view of Proposition 7 for any s > (r,)?
0A, (y,t ) AT
sup (18,0001+1 22520 ) < T pinn,) < 2B+
yER,0<r<T dy 1-1

where A =r,/\/>, By and B, are defined in (25). Therefore, If we take in this upper
bound s = n(r,)?> and A = 1/+/n, then for the norm defined in (29) we obtain that
Al = O(n=9") as n — oo for any 0 < & < 1/2. Hence Theorem 2. []
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11.3 Proof of Theorem 4

First note that, from the definition of the process X; in (30) we deduce that
X (1) = a ()X (1)de + b7 ()X (1)dW,, - X*(0) =x, (54)

where a(t) = r — 15,0 ,(S,,1) — ¢,(S;,1) and b (1) = &) ,(S,,). Similarly to
(20), , through the Ito formula we obtain that

X*(1) = xexp { /0 b (u)dw, + /0 ' (a:(u) - ;(b:(u))2> du} 59

Note now that for any L > 0 on the set {maxy,<7 |S;| < L} this process coincides
with the preess X, () defined in (55) by replacing the coefficients a* («) and b* (1) with
d,(u) =a (uNoyp), b,(u) = bY(unoy) and oy =inf{r >0 : |S,| > L} AT. Taking
into account that the functions d, () and b, (1) are bounded, i.e. for a nonrandom
constant C the upper bound sup, | maxg,<7 (|, (t)|+|b,(t)|) < C, we can obtain,
that for some constant C > 0

%0 <cen{ [ B, [ 602} i=cab).

Note that if (M, )7 is a square integrated martingale, then through the Doob in-
equality
E sup M> <4EM;. (56)

0<t<T

It should be noted that in this case the stochastic exponential &; (b) is martingale and,

Y

moreover, sup, _; E&2(b) < oo. Therefore, sup, _, E max,; X>(t) < c. Moreover,
using the fact that lim; .. P(c;, < T) = 0 we get

lim sup P( max X*(1) > N) =0. (57)
N—oo,>  0<I<T

Note now, that to show this theorem it suffices to check that for any 0 < § < 1/2

P— lim n% max |A,(t)] =0, where A, (f)=X"(t)—X". (58)

n—yoo 0<r<T n !

To this end we set

T,y =inft{t >0 [X7(1)|+|X7| > N} Aoy.

n

It is clear that the property (57) implies that

lim supP(z, y <7)=0. (59

N—yoo n>1
Therefore, to show (58) we have to provide that for any N > 0

P— lim n%" max |4, (1) =0. (60)

n—oo 0<t<7t, 5
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Indeed, from (19) and (54) it follows that on the set {t < 7, v }
dAn(t) :Zl,n<t)dt+z2,n(t)dvvta An(o) 207 (6])
where Z, , (1) = (a, (1)X,; (1) —a(1)X;") % (1) and Z, ,(¢) = (b, (1) X, (1) = b* (1) X)) x (1)

and x(¢) = Lj<q - Itis easy to see, that if we set

v, =sup sup (|G(s,t) — 0y, (s,1)| + |co(5,2) = Cou(s,0)])
seR 0<t<T

then |Z, ,(t)|+|Z,,,(t)| < Cy (v, +[A,(t)| () for some constant Cy > 0. Note now,
that from the equation (61) we get

't u 2
max Af(t) < ZT/O le7n(t)dt—|—2 max (/0 Z27n(v)de> .

0<t<7t, 5 0<u<t

Setting p,, (1) = Emaxo<,</p AZ%(u) and using here the inequality (56) we obtain
that '

t
pu0) < Cyr v+ [[pywan) . 0<r<T.
’ 0

Thus by the Gronwall - Bellman lemma p, (7)) < Cy 7 el Cnr V,,. Theorem 3 implies
the limit (60). [

12 Numerical example
In this section we calculate the strategy (21), (20) through the Python soft, using the

following parameters: c =1, y=1/2,r=1/20, k =1/2 T =1 and @ = 10. The
Feynman—Kac mapping is calculated as

T
$1(57[):/ /R'Ph(z,t)(p(s,t,z,u)dzdu, (62)

where the function ¥, is defined in (15) and

[N]

e T z—su(u,t)
S, 0, U) = —— and v=v S, t,7,U) = ——————.

The function u defined in (23) can be calculated in the explicit form

27,9, _ 2y, %,u\ P
o —Yﬁ —t e C2€
L(,1) = e N B21) (62% e §21> 63)
where
¢ = 27, %,(% —v,) o= %~ and p = G
Y+, Y+ 2¢, %1

In Figure 1 we calculated the fixed point function £ for n = 4.



Optimal investment and consumption for Ornstein-Uhlenbeck spread financial markets

25

090

E4
0
k=

0.01
©

Fig. 1: The fixed point function function &

In the table below we study the convergence for the functions (#,,),~; calculating the
approximation accuracy as

611 = sup|hn(s’t) _hnfl(sat” .

st

numerically.

We observe that §; ~ 0,07, 8, ~ 1073, 8 ~ 1077 and §, ~ 10~°. Therefore, one
can conclude, that in this example the “’super-geometric” effect is well confirmed

n | 1 2 3 4
5, | 0,071 | 0,00026 | 6,4-10°7 | 1,15-107°

Table 1: The accuracy 0, at each iteration

Figures 2 and 4 below represent the fractional strategies (17). Figures 4 and 5 repre-
sent the optimal strategy (21) with the initial value x = 10.
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Fig. 2: The fractional investment strategy
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Fig. 3: Investment strategy
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Fig. 4: The fractional consumption strategy
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(a) Fig. 5(a): Optimal wealth

(b) Fig. 5(b): Consumption
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It should be emphasized that the numerical algorithm (30) synthesizing the optimal
strategies can be implemented very quickly, i.e. we need only four iterations to cal-
culate the fixed point 4 in Figure 1 and to construct the strategy. Then note, that the
investment strategy explicitly shows in Figure 3 how mach spreads should be bought
and sold. As one can see in Figures 5 (a) and 5 (b) the consumption strategy shows
in this example, how much the investor can consume to increase its terminal capital
with respect to the initial one, in particular, in this case the terminal capital is X ~ 16
and the initial X = 10. As to the fractional strategies (17) presented in Figures 2 and
4 we note that in this case the investment increases for the negative spread values
and decreases for the positive ones. As to the consumption strategy, we note that the
maximal consumption value corresponds to the small spread value for this market.
This example numerically illustrates the practical value for the obtained theoretical
results.

13 Conclusion

In conclusion, emphasize that in this paper, probably for the first time, the investment
and consumption problem for the spread financial markets is studied completely, i.e.
we provide the sufficient condition D) under which the optimal strategies are con-
structed through the verification theorem. It should be noted that this condition is
very closed to the necessary, since without the uniform integrability property, gener-
ally it is not possible to show that the strategies constructed on the basis of the HIB
solution are optimal. In this case, we obtained the new HJB equation for this problem
and we found the form for its solution in (12). The main difficulty is that we can’t use
the usual methods developed for the Black—Scholes or stochastic volatility markets
to analyze the HJB solution. To this end, we develop the probability methods based
on the corresponding Feynman - Kac representation and the fixed point technique in
a special metric space and, as a consequence, we establish the convergence rate of
a numerical scheme for the optimal strategies which is super geometric. As to the
practical point of view the discovered ’super geometric rate effect” makes it possi-
ble to realize numerical optimal financial control algorithms possessing to increase
essentially the speed of information processing and decision making. As a result this
will significantly improve the efficiency of using the developed optimal methods for
practical investment portfolio calculations under conditions of stochastic financial
uncertainty. The economic significance of the obtained results lies in the fact that it
is described the financial market conditions under which the optimal investment and
consumption strategies are obtained, and the numerical algorithms for their practical
implementation are provided. Moreover, in Remark 7 we explain how one needs to
use the optimal strategies in the spread markets for large time intervals.
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14 Appendix
14.1 Proof of Proposition 2

First, using the definition of ¥ (s,¢) in (24) and putting u(s,7) = Y(s,T —1), the
equation (14) can be rewritten as

2 2
o ~ hu o
utfiussf‘ggl(t)usi 2& 8 (64)

2
u|t=0 =0,

2 (1)

where g;(t) = g;,(T —t) and K(s,t) = @; e 20-7. Note, that we can represent the
equation (64) in the form (51) with n = 1, a,(s,t,u, p) = 6>p/2 and

2
~ hrt -~ ~ -
A(s,t,u,p)Za(s,t,u,p)zsgl(t)p— 12 _gO(t)_gl(s7t)e 7.

Taking into account that 0 < K(s,7) < @, we obtain that for any u € R
A(s,t,u,0)u> —a,|u| and a, =0%g(0)/2+ry+m,.

So, we obtain the condition C,) with the function ¢ = a, and b = 0. Taking into
account that the conditions C5)—Cs) can be checked directly we obtain through The-
orem 6 that the equation (14) has a bounded solution. By using this solution and
applying the Itd formula to the process (22) we can obtain that

T, o2
Vi) == [ () + e vyt + ¥ () du
t

L
- [ W,y ),
1

where 7, =inf{u >1: || > n} AT. Taking into account equation (14), we obtain
that

Ty (N ~
Y(s,1) = / ¥y (" u) du —/ Y, u) W, +Y (1,,n3).
! t n
As ELTH Ys(n;’tﬂfl) qu = O, we obtain
Tn
Y(s,t) = E/ % (ny',u) du+EY (z,,n3").
t n

Note here that Y is bounded. So, by Dominated Convergence theorem and in view of
the boundary condition in (14)

limEY(n¥',7,) =ElimY(n!',t,) =EY(n;',T) =0.
n—ro0 n n—oo n
Reminding here, that ¥, > 0, the Monotone Convergence theorem yields

T, T
Y(s.0)=Elim [ "% (0’ u) du=E / W, (3 u)du = % (s.1),
t

n—e0.J;
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i.e. Y (s,7)is a fixed point for .£. Moreover, let & be an another FK fixed point function
from 2. Consider now the following equation

o2 fy(s:1)

fls.n+ T

+sg1(t)fs(s7t)—|—‘Ph(s7t):O7 f(s,T)=0, (65)
where g,(f) = 7,8(t) — v, and ¥,(s,7) is given in (15). Similarly to (64) denoting
u(s,t) = f(s,T —t), we can rewrite the previous equation as

2
t
u,(s,1) — O-M%(s’) +a(s,t,uu;) =0, u(s,0)=0, (66)

where a(s,t,u,p) = —sgi(t)p — W¥,(s,T —t). Note here, that using the bound (42)
we get a(s,t,u,0)u = —¥,(s,T —t)u > —P*|u| and, therefore, the condition in (53)
holds with @(r) = ¥* and b = 0. In view of Propositions 8 and 9, the function ¥,
satisfies the Holder condition Cs) for any 0 < € < 1/2. By using Theorem 6 we obtain
that equation (66) has a bounded solution. Therefore, there exists a bounded solution
for the equation (65) also. and similarly to the first part of this proof we can obtain
that f = %), = h, i.e. any fixed point for . from .2 is a solution of the equation (14).
Hence Proposition 2. [J

14.2 Proof of Proposition 3

First of all note, that Propositions 3 and 7 imply that the equation (14) has an unique
solution in 2~ which coincides with the fixed pint / of the mapping (24), i.e. the
functions Y (s,t) and Y,(s,7) are bounded. Therefore, taking into account the form
(12) and the bound (33) we note, that to show this proposition it suffices to check that
there exists § > 1 such that forany x >0,sc Rand0<¢ < T

5
sup E | (x)Pr P2a% |X, = x,8, =5 | <o, (67)
TeM,

where 3, = By and 3, = Byk, /2.

Indeed, using the optimal wealth process (19) and the It6 formula we get

Xt* = xefé « (e (g}OJ(b*) ) £’0t = &Xp { / b (u)dw, — 2 / (b7 2du}

ie.
1
—xexp{/ a; du+/ b*(u)qu},
0

where a} (u) = A}(S,,u) and A?(s,1) = A*(s,1) — (B*(s,1))* /2. Therefore, for T € .4,

E(( X {B, 2}

x,S, — B S’Z‘T
=s | =x"Eexpq B/, +ﬁ2? ;o (68)
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where /, , = [ ait(u)du—i—frv by (u)dW,, aj ,(u) =a; (u) - (bF (1))?/2, a; (u) = A*(S, ,,u),
by (u) = B*(S, ,,u) and for u >t

u
Su=e¢ T s+0E, and &, = e*'“‘/ evaw,.
) t

Note here, that Proposition 1.1.5 from [9] implies that for any N > 0

sup EeMol < oo (69)
€M,

Therefore, we can write that S* /6% = éz + St .» where the process (S, Wi<u<T Sat-
isfies the property (69). Moreover taking into account that

dg?, = —2k&2 du+du+2¢ ,dW, and &, =0

tu

the exponential power in the left side of the equality (68) can be represented as

Ly =Bl +B 5 =L, +5, (70)
and
o= [ Bt )+ 28,5 JaW,+ [ (Bra () 2B + Bo)d:
Note here that, from the definitions of A*(s,#) and B*(s,) in (18), we get that

@;(1) = T ROIEL 400 and B0) = — T g(E, +h (),

where g(v) = 1 — 62g(v)/K;, b,(v) is bounded and @, (v) is such that for any N > 0,

T
Eexp{N/ |a,(v)dv} < . (1)
t

Note here, that the upper bound (33) implies directly that 1 —y < g(v) < 1.
Therefore, we can rewrite the term (70) as

4% vV —~
0= [ G@EaW+ [ e+ T,
1 t
where

ﬁ1’<12§() ﬁ1 ()

and  §5(z) =

Bl Klg/)(/ ) 72ﬁ2 ) (72)

and the process iv is such that for any N > 0

sup Ee Tt < oo,
TEM,
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We fixe now p > 1 which will be chosen later. Then taking into account that

sup Eexp{ /Cl )& AW, — 2/ Cl 2dz}
TeM,

we obtain through the Holder inequality with ¢ = p/(p — 1), that for any 7 € .#,

Eexp {1, .} < (Eexp{q/tT (CQ(Z)+§C12(Z)> IZ,ZdZ"_th,T})]/q.

Using here the definitions (72) we get that

6(@)+ 5832 = —n @) +ndl)n,
where

- (1-pBi)Bix; P Bk

R R T
We chose now p > 1 such that py < 1, for example p = (1 +7)/(2y). Then, taking
B =1/py, we obtain ; = yB =1/p and B, = (Byk,)/2 =K, /(2p) and

60+ 353 = L2

(ky—2pB,) and t3=2B,(pp,— k).

<0

and we come to Proposition 3. [

14.3 Proof of Proposition 5

Firstly, note that from the definition (24) we get that for any —1 < 6 < 1,

5 5
L (s+8,1) = ZL,(s,1) //(‘Ph ( o(s+ ,t,zu(; (p(s’t’z’u))dz>du,

where ¢ is given in (36). Now from (36) we obtain that

o,t t
Ols+9,6,5u) —9(s,t2u) _ 5/ 1(0,t,2,u)d0 = @, (s,t,z,u) + Ds(s,t,z,u),

6
where D (s,t,7,u) = 5! _fSHS ((pl(G,t,z,u) —0,(s,t,2, u))dG. So, this yields

(S+5t6) 7 (8,1) / /%1zu¢1(s,t7z u)dzdu+ Gy,

where G5 = ftT Jg iz, u)Dg(s,1,z,u)dzdu. Now we have to prove that Gg — 0 as
0 — 0. As the function ¥, (s,7) is bounded for & € 2, therefore,

s+\5\
|G5|§‘P*/ / eudedu<lp*/ L (u)du
: 18] Jiys
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where ¥* = sup, _ ,- sup_cg o<;<7 |'¥ (2, u)], Ly(u) = max_|5<g< |5/ L(0,u) and

L(6,u) = / 10,(8,1,2,1) — @ (s,1,2,0)|dz.
R

From (34) and (36) we can obtain, that

42
sup L(u) < V2

—1<6<1 N Gx/ﬂ(u—t).

Moreover, it is clear, that for any N > 1

limsupLj(u) <2 sup / |@,(6,1,z,u)|dz.

6—0 s—1<O0<s+1
|z2|>N

Using the bound (34) we get, that forany s —1 < 0 <s+1and u > ¢

. 1 X 2
/ |(P1(6,I,Z7M)|dZ§ B / |V‘€77dV
o/ 2n(u—t)
|z[>N |6 v+ou|>N

1 v
< vie  Zdv,
T oy/2m(u—1) / v

[V[>N

where Ny = (N — (|s| + 1)) /o,. Thus, for any fixed s€e Rand 0 <t <u < T we
get that limg_,,L5(u) = 0. So, by the Lebesgue dominated convergence theorem,

j;T L5 (u)du — 0 as 6 — 0. Hence Proposition 5. [J

14.4 Grownwall - Bellman lemma

Lemma 1 Let p be a non negative bounded R — R function and for some constants
C,>0andC, >0and forany0<t <T

P <C+C, [ plud.

Then
1) <, &l | 73
Organgp(L 1€ (73)

Proof Let now K > 0 be a some constant such that sup,_,_,. p(t) < K. Then by the
induction method we can show that for any n > 2 o

n!

1
S
~

Passing here the limit as n — oo, we get the upper bound (73). Hence Lemma 1. (.
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14.5 The smoothness properties of the process (22).

Lemma 2 For any bounded function Q in 2 and for T >t

2 [ B0 wa
25 ), N> u)du

Proof First note, that

< and Qr =sup sup |Q(z,u)].

z€ER t<u<T

207 [2(T —1)
oV =

st _ 1 _ (Z_S.u(uvt))z
EQ(m,u) = V276, (1,1) /RQ(Z’”) eXp{ 262 (u,1) }dz'

Using here Lebesgue’s dominated convergence theorem we can get that

a (T 1 (u —su(u 1) (z—sp(u,1))

— | E u)du = / / — : dzd
Js /, O, " u)du = Q@) =507y P 207(uwr) S

—/ \/EO' ) /qu u,t)+vo, (u,t),u)ve 24y du.
1

Using here the bound (34), we obtain that

9 [T t o [T du r 20" [2(T—1)
s, < t vi/24,, — t )
’as/, EQ(, ’M)du‘ - 27r0'/t \/E/RME @ c T

Hence Lemma 2.
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