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ABSTRACT. In this article, we consider a modification of the Karatzas-Pikovsky model
of insider trading. Specifically, we suppose that the insider agent influences the
long/medium term evolution of prices of the Black-Scholes type model through the
drift of the model. We say that the insider agent is using a portfolio leading to a
partial equilibrium if the following three properties are satisfied: a) the portfolio used
by the insider leads to a stock price which is a semimartingale under its own filtration
and its own filtration enlarged with the final price b) the portfolio used by the insider
is optimal in the sense that it maximizes the logarithmic utility for the insider when
its filtration is fixed and c) the optimal logarithmic utility in b) is finite. We give suf-
ficient conditions for the existence of a partial equilibrium and show in some explicit
models how to apply these general results.

1. INTRODUCTION

Lawful insider trading is a financial empirical fact which can be studied from various
points of view. In the literature, one may find empirical studies, financial economic
theoretic studies and recently studies in mathematical finance. These studies try to
give an explanation to the basic puzzle of why there is trading in the stock market if
there are traders that are better informed than others.

The Karatzas-Pikovsky model for insider trading considers the Black-Scholes model

dS(t) = pS(t)dt + oS(t)dW (t), S(0) = So,

where (2, F, P) is a standard Wiener space and W is the canonical Wiener process in
this space. An insider trader is modeled as an investor which uses a bigger information
stream for trading. That is, his/her portfolio policies are adapted to a filtration G O F.
Usually G = F V o(S(T')) where o(X) stands for the sigma algebra generated by the
random variable X and V stands for the minimal filtration satisfying the usual conditions
which contains F and o(X).

In this setting, Karatzas-Pikovsky found the optimal utility for the insider, which
blows up at time T" and leads to the conclusion that the optimal utility of the insider is
infinite. From the mathematical point of view is important to note that in order to make
sense of the wealth process of the insider, one needs to have that W is a semimartingale
in the filtration G, which is the case in the Karatzas-Pikovsky model.

This model has been carefully studied from a mathematical point of view in recent
years showing that this blow up effect is present in various other situations (see for
example Imkeller [12], Imkeller et. al. [13]). From the financial economics point of
view, regardless of the simplicity of the above set-up, this model has not attracted much
attention essentially because the utility of the insider is infinite which is at contradiction
with the reality of lawful insiders.
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On the other hand, many generalizations of the Karatzas-Pikovsky model have been
undertaken by Prof. @ksendal ’s research group !. In particular, they have considered
(jump type) models where the drift and diffusion coefficients may be anticipating and
depend on the portfolio of the insider agent under a general filtration set-up. In par-
ticular, example 1 considered in section 5, was first considered in [6] where existence of
the optimal portfolio was obtained for a fixed filtration G.

Still, in the opinion of the authors, the domain lacks a greater variety of explicit
examples where the optimal insider portfolio can be explicitly written, the filtration
have a strong relationship with the information carried by stock prices and the utility of
the insider agent is finite. The goal of the present article is to present a set-up where the
insider has an effect on the price dynamics, its logarithmic utility is finite and a partial
equilibrium condition is satisfied. In an accompanying paper, we have also considered
another two examples which fall in the class introduced here (see [10]).

In this article, we study the following model. Let (2, F, P; (F¢)t>0) to be a complete
filtered probability space with the augmented Wiener filtration (F;):>0 generated by the
1-dimensional Wiener process W.

On this probability space, we define a financial market with one risk-free asset with
price S° given by

dsp = rSpdt, Sy >0,

and one risky investment, whose price S; = ST is described by

t
(11) dSy = S { (,U, + am — b/ H(t,u)ﬂudu> dt + O'th} , So > 0.
0

Herer > 0,u,a, b€ R, H(t,u) > 0 for all t € [0,T] and 7 := (m¢)¢>0 is the proportion of
the insider agent wealth invested in the risky asset, an element of the set of admissible
strategies

(1.2) Ase = {(m)e=0; (mt)reor) € L7}

where Egp is the totality of S™-progressively measurable processes m on the time interval
[0, T] such that E [f(;[ W?dt} < oo. Here,

(1.3) SF=0(S™(s); s<t)Vo (m(s”(T)) L oW (T — 8)%); s < t) ,

where W' is a 1-dimensional Brownian motion independent of W and 6 > 0.

Clearly the proposed model can be considered as a perturbation of the Karatzas-
Pikovsky model (a = b =0).

Furthermore, note that in (1.1), if @ # 0 or b # 0, then the insider influences the
stock price dynamics through his/her strategy. The minus sign in front of b can be
interpreted as a term which offsets the influence of the insider by considering variations
of the strategy of the insider with respect to past time averages of its own strategy.

Now we explain the condition (1.3). W' is a dynamic perturbation of the information
generated by the insider so as to assume that this agent does have some uncertainty on
the information used for trading.

Furthermore, W' and 0, characterize the fact that the information of the insider is
dynamic and changes through time. In Corcuera et al. [3], it was proven that if § < 1

lsee e.g. http://folk.uio.no/oksendal /publications.html
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then the insider has finite optimal utility. That is, if the rate at which the insider
improves his views on future events is slow enough then the optimal utility is finite.

Clearly, the stochastic integral (1.1) is not well defined in general. Therefore we
assume that this integral can be defined as a semimartingale integral in the filtration
S72,

Finally, our goal is to prove that there exists a portfolio 7* € Ag-+ such that W is a
semimartingale in the filtration 8™ and 7* is an optimal portfolio when the filtration
is fixed to be 8™ . Furthermore its corresponding optimal logarithmic utility is finite.

The model presented here can be considered as a large trader model. These models
have been studied for a long time and the current discussion in that area if much farther
and complicated than the goal of this article. Within various models, the model closest
to the one considered here is the model of Cuoco-Cvitanic [4].

In that model, only the drift of the model depends on the strategy of the large trader.
This model has been extended to insider trading models by Grorud-Pontier [9]. In both
cases the representative example is given by the “pressure on rates” example. That is,
as the portfolio policy of the insider increases it creates a bounded reduction on the rate
of growth. This case is clearly different from the situation we consider here.

This difference creates a qualitative mathematical difference in both models. While
in the large trader model, concavity properties appear, in our case these properties are
not satisfied. This in turn, introduces complications when one wants to use duality
theory to solve the optimization problem.

Finally, some of the algebraic proofs and accessory results appear in the Appendices.

2. EXISTENCE AND UNIQUENESS OF OPTIMAL PORTFOLIOS FOR FIXED ENLARGED
FILTRATIONS

Our objective in this section is to consider a logarithmic utility optimization problem
for the model (1.1), where m := (m)¢>0 is the proportion of wealth that the insider
invested in the risky asset. m an element of the set of admissible strategies

Ag = { (m)izoi (m)icio.m € L©O)7 )

where c(g)% is the totality of (G;)-progressively measurable processes on the time in-
terval [0, T] such that E [ fOT W?dt] < 00. G is a fixed filtration satisfying G O F and we

assume through this section that on the filtration G, W is a semi-martingale on [0, 7]
with the decomposition

A~

(2.1) szwm+ﬁm@mwm

where g € L?[0,T] is a deterministic strictly positive function, « is a G-adapted inte-
grable process and W is a Wiener process in the filtration G3.

We consider the maximization of the logarithmic expected utility function
(2.2) U(T) = sup J(m),

Te€Ag

20ne may also use the forward integral. Although this would give greater generality, it will also
increase the technicality of the proofs.
3This particular type of compensator is used in order to allow easy application of Proposition 9.1
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where J(7) is defined by
J(rm):=FE [log(f/{f)} .
Here V7 is given by
(2.3) AV = m V7871 dS,, Vi =1.

Here S denotes the discounted stock price defined by §t = e~ "S;. Note that the explicit
solution of equation (2.3) is given by

R t U 1 t
V7 = exp [/ {Wu (u —r4am, —b H(u,v)mdv> — 50 T } du + / WuUqu] .
0 0 0

Theorem 2.1. Consider a filtration G O F such that (W, G) is a semimartingale with
the decomposition (2.1), where « is a G-adapted process and gy is a deterministic function

such that E [fOT |g1(s)a(s)]2ds} < 00. Assume

(2.4) 0<a< % for K(T) = (/OT /Ot H(t, u)dudt) 1/2.

2
If T € Ag satisfies the optimality equation
t
(2.5) —r 4 (2a — o®)7(t) — / H(t,u)m(u)du
Yog(t —bE[/ H(u, )7 du‘gt]—()

then 7 is an optimal portfolio for the problem (2.2). Furthermore, there exists at most
one solution for equation (2.5) in the space L*(2 x [0,T]).

Proof. First, we rewrite J(m) as

J(r)=E [/OT {Tr(t) (M —r+an(t) — b/ot H(t, u)m(u)du + og; (t)a(t)>
(2.6) —0227r(t)2} dt] :

and notice that by the Cauchy—Schwarz inequality

(2.7)

/Htu u)dudt

<</0T7r(u)2 )1/2</ </Htu du> dt)
<K(T) < /0 T7r(u)2du> .

Next we prove that J(m) is concave. That is,
J(am + (1 —a)m) > aJ(m)+ (1 — a)J(m2); a€0,1],m,m € Ag.
A straightforward calculation shows that

J(am + (1 — a)m) — aJ(m) — (1 — a)J(m2) = a(l — a)N (7 — m2),

1/2
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N(r) = E UOT {02 - 20 204 + bre(t) /Ot Ht, u)w(u)du} dt] |

From (2.4) and (2.7), we see that N(m; — m2) > 0 and therefore J(m) is concave. Now
to prove (2.5), consider the directional derivative

Dy J(x) = lim J(m+ev) — J(m)

e—0 €

where

, U, T E.Ag.

Using Fubini’s theorem, one obtains that

J(m+ ev) — J(m)
T t
—eE [ / {M S /0 H(t, u)r(u)du + og1 (£)alt)

—bEU H(u, t)r du(gt]} )dt] N (v).

Therefore, we obtain that

DUJ(W):E[/T{M—T+(QG—U —b/Htu u)du + g1 (t)a(t)

—bE[/ H(u, t)7 du}gf}} )dt]

and that D, J(7*) = 0. Noting that J(m) is concave, for all v,m € Ag and € € (0,1), we
have

J(m+ev) — J(m) > (1—6)J<1_6) +eJ(v) — J(m)

(2.8) :J<1716>—J(7r)+e{J(v)—J<17ie>}.

Now, with i =1+ 17 we have

liml{J< m >_J( )}_1 T{J(W+177r) J(x)} = D ().

e—0 € 1—c¢ n—0

Combining this with (2.8), we get for v, 7w € Ag
DyJ(r) = lim J(m+ ev) — J(m)

e—0 €

> DiJ(m)+ J(v) — J(m).
In particular, applying this to 7 = 7* and using that D,J(7*) = 0, we get
J(w) = J(7*) <0 forall ve Ag,

which proves that 7 is optimal. For the uniqueness is enough to note that in fact for
7 # 0 one has that N(m) > 0 therefore J is strictly concave which gives the uniqueness
of solutions.

Note also that (2.6) and the conditions 7* € Ag and E[fOT\gl(s)a(s)Pds < oo imply

that J(7*) < oo. O



6 HIROAKI HATA AND ARTURO KOHATSU-HIGA

We remark here that the condition (2.4) is essential in order to interpret the model
correctly. In particular, this condition states that the volatility has to be big enough (or
the coefficients a, b and the function H small enough) so as to allow for the concavity
of J. In strategical terms, this means that volatility has to be big enough to allow the
insider to “hide” his behavior within the movements of the volatility. Also the fact that
T can not be too big means that this type of insider behavior can not continue for long
periods of time (for b # 0). From now on, condition (2.4) will be assumed.

3. CHARACTERIZATION OF OPTIMAL PORTFOLIOS AND OPTIMAL UTILITY FUNCTION
UNDER AN EXPLICIT FILTRATION

In Theorem 2.1 we have given general conditions that an optimal portfolio should
satisfy in order to maximize the logarithmic utility for a general fixed enlarged filtra-
tion. In order to obtain optimal portfolios as explicitly as possible, we use a particular
filtration of the type

(3.1) Gi=F Vo (W’(u) — W ((T - t)9) cue [(T—1), TG])
T (T—t)?
Vo < /t 1(s)dW (s) + /O gg(S)dW’(S))
(3.2) =FVo(l(s); s<t),
where

T (T—t)?
I(t) :/0 gl(s)dW(s)+/0 go(8)dW'(s),

for two fixed deterministic strictly positive functions g1, g2 € L%[0,T] and W' another
one dimensional Wiener process independent of W.
In fact, the equality (3.2) is satisfied because g9 is strictly positive and therefore

o (W/<u) W ((T - t)e) cue [(T— t)a,Tg]) _ </((TS)9

g2(u)dW'(u); s < t) .
T—t)0

We obtain the explicit semimartingale decomposition of the Wiener process W in this
filtration as well as some related properties of its compensator process in Proposition
9.1. In particular, this filtration satisfies the hypotheses in the previous section. Also,
the property that the Radon-Nikodym derivative of the compensator is square integrable
is important to obtain the finiteness of the utility as we have seen in Theorem 2.1.

Our objective in this section is to characterize the solution of the optimality equation
(2.5) and the corresponding optimal value W(T") of the optimization problem (2.2) using
classical stochastic control methods.

In order to obtain an optimal portfolio, 7*, as explicitly as possible we concentrate
on the decomposable case H(t,u) = hi(u)ha(t)~!. This allows the characterization of
optimal strategies through the use of techniques of stochastic control. This explicit
representation is obtained in Theorem 3.1 which then requires the solution of certain
Ricatti type equations.

ASSUMPTION (A): H(t,u) = hi(u)ha(t)~L, hi(t), ha(t) > 0 for all ¢ € [0, T] and
g1, 92, hi1 and hy € Cl([O,T)).

From now on, this assumption is in force. To characterize the optimal portfolio sat-
isfying (2.5), we need to introduce the following Ricatti and linear ordinary differential
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equations. This procedure will also be needed to characterize the optimal logarithmic
utility. We will use the following general structural notation. We say that Z is a solution
of a (Z1, Za, Z3)-Ricatti equation if it is a solution of the following ordinary differential
equation :

{ Z(t) + Z1 () Z2(t) + Zo(t) Z(t) + Z3(t) = 0,
Z(T) = 0.

Similarly we say that Z is a solution of a (Z;, Z2)-linear ODE if it is a solution of the
linear ordinary differential equation

{ Z(t) + Z1() Z(t) + Za(t) = 0,
Z(T) = 0.

With this notation we now set P to be the solution of a (Z¥, ZI’| ZI)-Ricatti equation
with

(3.3) zEt) =b

b m(t) ()  ha(t)
Zy (t) = 2a — o2 hy(t) hi(t) a ha(t)’
b hi(t)

23 (t) = (2a — 02)? ho(t)’

and @ to be a solution of a (Z?, ZQQ)—linear ODE with

(3.4) Z9t) = b (

Z&w=—o¥§2mw+mu%P@.

Similarly L is a solution of a (ZL, ZF)—linear ODE with ZL = Z% and

(3.5) Zy (t) = —525:22 <2a i o2 T P(t)> Z;Eg
Furthermore, we define X € L?(Q x [0,T]) by
(3.6)
B o hi(u) . h (u)
X !091(0)01(0) +/0 o H bhl(u)Q( ) + <g1(u) + g1(u) hj(u)) } a(u)
hi(u)
2 (1) - 225 o [ aadata)].

where 7, 1 = ZlQ (t) or more explicitly

(3.7) M = exp [/0 {b <2a i o2 + P(u)> Z;EZ% a 2253 } dUI )
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Theorem 3.1. Assume (A), (2.4) and that the (ZT,Z¥ ZF)-Ricatti equation has a
solution. Then, ™ € L2(Q2 x [0,T]) defined by

1

38 0= (grga t PO) X+ Qa0 + (20~ 20

is the unique solution of the optimal equation (2.5).

In fact, in order to obtain the above formulas one plugs (3.8) into the optimality
equation (2.5) obtaining the corresponding equations for P, ) and L as the deterministic
coefficients corresponding to X, « and the non-random term. The explicit steps of this
proof are carried out in Appendix 10.

The above theorem characterizes the optimal portfolio for an insider where the en-
larged filtration is fixed to be (3.1). This result also shows that under such a filtra-
tion, « retains some Markovian properties which are used in the proof of Theorem 3.1.
Therefore, classical stochastic control techniques can still be applied. This also leads
to the definition of a value function associated to this problem which will be denoted
by v(t,x,«). This is the maximal logarithmic utility value when the problem is con-
sidered in the interval [t,T] and the driving process (X(s),a(s))se,m departs from
(X (), a(t) = (=, ).

In order to proceed with the characterization of the optimal logarithmic utility
U(T') = J(m*) we define the following ordinary differential equations. R is a solution of
a (ZF, ZF)-linear ODE with:

ho(t)  Tu(t)

(3.9) 200 = 128
2E(0) = - P Q0 + 20 { P+ gl<t>} Q)

M is a solution of a (ZM, Z3)-linear ODE with:

_ha(t)  ha(t)
Coha(t)  ha(t)’

2 (1) = "0 (L(t) he ) Q) +o { ha®) ) )+ m(t)} o)

(3.10)  zZM(t)

C2a—o0
and N is a solution of a (Z}, Z)V)-linear ODE with:

~ha(t)  ha(t)
oha(t)  ha(t)’

2
20 =55 (10 50— 0s)
N gi(t) +0(T — )" '3 ((T — 1)°) {
G2(t)

(3.11) Z{N(t)

—G2R(WP(1) + 01 (DQ() + R(1)}

Then, we obtain the following result which characterizes the optimal logarithmic utility
of the insider.
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Theorem 3.2. Assume (A), b#0 and E [fOT lg1(#)au(t)|?dt| < oo. Define

a — 0'2
o(t,z,0) = 2 . ng; {—;P(t)xZ +Qt)za + %R(t)oﬁ +L(t)e + M(t)a + N(t)} ,

where Q, R, L, M and N are solutions of the respective (Z{, Z£)-linear ODE’s for F =
Q,R,L,M, N equations and P is a solution of the (Z¥, ZL Zf)—Ricatti equation. If g1
s a continuous positive function and the conditions of Theorem 3.1 are satisfied and if

Ev(t, X, at)] —0ast — T,
then the optimal value of the problem (2.2) is finite and
U(T) = J(7*) = E[v(0, Xo, 2(0))] -

Proof. From the proof of Theorem 2.1, we have that for any admissible portfolio 7 € Ag,

Jx) < E [/OT (ﬂ(t)(u 4 og(alt) — %(02 9 2|b\K(T))7r(t)2) dt]

IN

1 T
2(0% — 2a — 2|b|K(T))E [/0 (w—r+ Ugl(t)a(t))th] < 00

Recall that from (3.6), using the It6 formula for the product ha(t)X:, we have that X;
satisfies

ha ()
ha (1)

X0 {(2a )) Xi = Q(t)a(t) - <L(t) ~ 5= ;2) } “

+o (gl( )+ g1t )h ) a(t)dt + ogi(t)da(t).

(3.12) dX; + 2 Xydt

Using It6’s formula, Proposition 9.1 and (3.12), we have for s < T
(3.13) v(s, X5, a(s)) —v(0, Xo, a(0))

0

—m(s) + 2 > o /0 “he®) b Xy ()t

ha(t)
where
a—o? [*
m(s) =257 [T QX0 + Ria(t) + 210t
Foau(1) (=P(X (1) + Q(D)alt) + L(1)} do).
and

1(t,x, ) Z Aij(t)z .
0<i+5<2
Here, the coefficients A;; have explicit expressions (see Section 11) depending on
P,Q,L,M,R,gi,hi and hy. Furthermore from Proposition 9.1 and (3.6) the continuity
of @, R, M, g1, P and L it follows that m is a G martingale in [0, 7).
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On the other hand, using (3.8)

(3.14) J(r) = B [/OT {2“;’2(7#@))2 TP Xt)w*(t)} dt}
_ [/OT {2“;"22?&2 Rt X, a(t))} dt] ,

Fy(t,z,a) := Z Bij(t)z'ad.
0<ity<2

where

Here B;; can also be written explicitly as A;; (see Section 11). Then if we con-
sider Fi(t,z,a) + Fp(t,z,) and in particular A;; + B;; we see that these coeffi-
cients corresponds to each of the ODE’s defining P, @, R, M, N and L. Therefore
Fi(t,z,a) + Fa(t,z,a) = 0 (see Section 11). Next, as Ev(s, Xs,a(s))] > 0as s — T
then applying these results into (3.13), we obtain that E [v(0, Xo, «(0))] = J(7*). O

The following section describes the sufficient conditions so that the filtration G be-
comes the insider’s filtration and therefore the optimal portfolio obtained in the previous
theorem corresponds to the optimal portfolio for the insider. Later we prove that such
a portfolio leads to a finite utility.

4. THE PARTIAL EQUILIBRIUM EQUATION

Up until this point the filtration is fixed to be (3.1). In order to make it coincide with
(1.3) we introduce the optimal portfolio characterization obtained in Theorem 3.1 into
(1.3) and equal this result to (3.1). This gives an equation which may be rightly called
a “partial equilibrium equation” which is obtained in Theorem 4.1.

We will show that there exists a portfolio 7* satisfying the following properties.

Definition 4.1. A portfolio m* is called a partial equilibrium if it satisfies the fol-
lowing three properties

1. The portfolio ™ leads to a filtration S™ where W is a semimartingale* the model
(1.1) and the wealth equation (see (2.3)) makes sense as a linear stochastic differential
equation driven by a semimartingale.

2. If the filtration ST s fized (and therefore the resulting price process S is well
defined by condition 1.) then ™ = 7* is the optimal portfolio for the logarithmic expected
utility function within all portfolios in the class SF . That is,

(4.1) ™ = argmaz{E[log(VE)]; T € Agr},

where V™ is the discounted wealth process defined in (2.3).
3. The logarithmic utility obtained using 7" is finite.

Heuristically speaking, partial equilibrium means the following. Supposing that the
insider has the above information and that there is an extra cost/risk for changing
strategies (or that he is only able to carry out local optimization procedures), he will
not have much of a technical reason to change strategies although there may be other
portfolios which perform better than the one above.

ATherefore by Stricker’s Theorem, S™ is also a semimartingale under its own filtration. See Theorem
4, page 57 in Protter [19]
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In this section, we will establish our main theoretical result which states that the
optimal portfolio 7* obtained in Theorem 3.1 can be characterized as a policy obtained
from the filtration S™ for some particular type of function g;. Finally we characterize
the optimal value function for the problem in Theorem 3.2.

In order to introduce our main result, we first define the following processes:

0! = [ ) FE s
T (T—t)?
U2 = /0 g1(s)dWV (s) + /0 ga(s) AV (),

ks (u) = _/: {_a <2aig2 —|—P(v)> + 1}mdun;1bZ;EZ§ +a,

1
Ag(u) := ks(u) {Q(u) -0 <2a—02 + P(u)) gl(u)} , ue0,s],
A [ Ar)
s Gu) o G(u)
Theorem 4.1. Assume (A), (2.4) and that Q and L are solutions of the respective

(ZF, ZF)-linear ODE’s for F = Q, L equations and P is a solution of the (Z¥, Z¥ Z1)-
Ricatti equation. Let g1(t) = g2((T —t)?) be a strictly positive solution of

F(t,s)=1-—

Y Ap(s)
o G(s)

(4.2) g1(t) = g1(t) ds+o, t €[0,T).

Moreover assume that fOT ‘\g/%ds < oo, infycpq[F(t,t)] > c > 0 and
S
SUpPg<s<i<7 |OLF (t,5)] < o0. Then

gt == ‘SZT*7
where 7 is given by (3.8).

Note that the partial equilibrium equation (4.2) of Volterra type is non-linear in gy
as P and @ depend on ¢; as well, through their characterizing equations. It is also clear
from the above equation that A(u) is a continuous function for u € [0, s] and therefore
g1 € CH([0, 7).

Note that as G(T') = 0, solving equation (4.2) appears to be difficult in general and
this degeneracy problem will appear in some of the examples where we have been able to
prove existence of solutions for (4.2) using relative compactness arguments. As equation
(4.2) means that there is a stability in the flow of information, we call it the partial
equilibrium equation in what follows.

Proof. In the proof we use the symbol o for two different purposes, one for o—fields
and the other for the volatility coefficient. As their roles are clearly differentiated there
should be no confusion.

First, note that X;, defined in (3.6) satisfies

bt
(4.3) X =i /0 b () () + g1 () a(t).
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If we consider the solution of (1.1) in the filtration G with the portfolio process 7*
defined in (3.8) and using (4.3) one has that
(4.4)
. t 1
o(ST (t) =0 </ <—a ( + P(s )) + 1) X(s)+ (aQ(s) — ogi(s))a(s)ds + 0W(t)> .
0

2a — o2

On the right hand side of the above equality, we have deleted the deterministic terms, as
it clearly does not change the o—field. This property will be used again without further
mention.

Now, we replace X given by (3.6) in (4.4) and applying the integration by parts
formula, we have

/0 "o g1 (w)dadu) = 17 g (s)als) — g1 (0)a(0)

s h 1 h . _
[ e )i

together with Fubini’s theorem, we obtain that

7r —O'(/ At du—i—aW())
Using (9.2) and the stochastic Fubini theorem, we rewrite f; Ai(u)a(u)du so that
t s
* At(u)
T(t) = d
o(S7 (1) = </O <gl(s) [ a> W(s)

| G (vt fLaaen)

T° T—st/0 At(u) ,
+ /(T_t)e g2(8>/0 G dudW (s)> .

Therefore as g1 is a solution of (4.2), we have that

(4.5) a(SW*@))—a(/ (W) + [ (o) /Oswczudms)

(2 G /Otm(s)dW(s))

At(u) /
+/(T_t)9 gg(s)/O G dudW (s)) .

Similarly, as go((T — t)?) solves (4.2), we obtain that

(4.6) o (1og (S”* (T)) FoW'((T — t)9)>

T° T—st/0 A (u)
=0 2 S T U ! S .
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Finally,
(A7) ST =a(s7 (s)is <)V (log (S7(T)) + oW/ (T~ 5));s <)
= o(S™ (s)is < 1) Vo (log (ST (1)) + oW/((T — 1))
Vo (W) = W(T = )")iu > (T = 1))

Using (4.5) and (4.6) and after some linear operations on the processes in (4.7) one
obtains that

Sf =0 (Uls<t)Vo(U)Vo (W’(s) ~W((T = 1)");s > (T - t)9> :

Now we concentrate on the process U'. Applying Theorem 4.4 in Hida-Hitsuda [11]
page 69, we will prove that o (U Ls< t) = JF;. According to that theorem, the result
will hold if the trivial solution z = 0 is the only solution to the characteristic equation

/t F(t,s)x(s)ds = 0.
0

In fact, first differentiate the equation with respect to ¢ to obtain

x(t)F(t,t) + /Ot O F(t,s)x(s)ds = 0.

As |F(t,t)] = ’1 - J‘Lg(g“;) du‘ > ¢p > 0 then z is a continuous function and and if

SUpg<s<t<t [OtF (t,5)] < oo then by Gronwall inequality = 0. From here the result
follows. O

Remark: 1. From the proof of Theorem 4.1, one can give a financial interpreta-
tion of G in (3.1). In fact, o (W'(u) — W/((T —¢)?); (T —t)? < u < TY) is generated
by the insider signal noise in the interval [0,¢]. Next, given this o-field one sees that
o (log (S™ (1)) + oW'((T —t)?)) is the sigma field ¢(1(0)). Finally, given these two
o-fields then o(S™ (s); s < t) reduces to F;. Again, given these o-fields one also obtains
that o(1(0)) becomes o(I(s); s <t).

Therefore, loosely speaking, o (ftT g1(s)dW (s) + fO(T_t)G gg(S)dW’(S)) , represents

the insider information. J; represents the price information and
o (W’(u) W ((T - t)9) cu e [(T— 1), T"])

represents the insider information noise. But this interpretation is only valid when all
these o fields are considered together.

2. Considering the elements in the proof above, one may interpret the elements of the
partial equilibrium equation (4.2) as follows. The left side of the equation (4.2) appears
due to the type of information set up in (3.2). The first term on the right side of (4.2)
appears due to the insider effects in the price model (1.1) (in fact, if @ = b = 0 this term
vanishes) and finally, the second term on the right side is the volatility of the model.
Therefore this equation states that the insider information structure, its leverage on
the price and the volatility in the model have to combine in order to achieve partial
equilibrium.

3. Observing the previous proof, one understands that there may be other portfolios
satisfying the conditions in the definition of partial equilibrium.



14 HIROAKI HATA AND ARTURO KOHATSU-HIGA

The following lemma provides an easy way to check the conditions required on F' in
the previous theorem.

Lemma 4.1. Assume that P, Q, hi, ho and g1 are bounded functions, 0 <1 and that
there exists a positive constant ¢ such that infycjo ) min{ha(t), g2(t)} > c. Then there
exists a constant co such that inf,ejo ) [F(t,t)] > co > 0 and supg< <1< |0 F (¢, 5)| < 0.

Proof. If gi(t) < C then we have that

i) = glczt) - %’

OF (1) = {—a <2a_102 + P(t)> + 1} " : W {Q(u) . (2a_102 + P(u)> gl(u)} du
LGB /tT {—a <2a_102 + P(u)> + 1} nudunt_le:Eg {Q(t) 5 (2(1_102 + P(t)) gl(t)} |

The proof finishes by noting that G(t) > (T — t)°. O

In the remaining sections we consider some representative examples.

5. EXAMPLE 1: AN INSIDER WITH LONG TERM EFFECTS

Before we start studying in detail the examples, we give a detailed description of the
model interpretation.

t dST
0 ST

tion of the portfolio process 7, we have that YZ,?J”S—YTZr = fOT(a—bfsT H(u,s)du)dsds. Y
measures the change from a Black-Scholes type structure. The above calculation allows
us to give some interpretation on the influence of perturbations in the insider portfolio
composition in the model. Let’s start discussing some particular examples.

The case a > 0, b = 0 stands for an insider with long term effects on the stock price
dynamics. In fact, then in the previous difference taken at time 7', we see that the same
weight is given to a change in portfolio composition at time T and at time O.

Another way of explaining this effect is as follows. Suppose that the insider invests
his money on the stock during a time interval [d, e] and then takes his money out of the
market. Then the stock price for large time 7 has a drift 7"+ a(e — d). Then if T is
large then the effect of a(e — d) can be neglected. That is, the asymptotic rate of return
is u+a(e—d)/T. So when T approaches infinite the effect of the large trader dissipates.

Similarly, the case a > 0, b > 0, stands for an insider with medium term effects
on the stock price dynamics. In fact, in that case we see that through an appropriate
determination of H and b the effects of change of portfolios near time 0 can be weakened.
In fact, H represents a weighting average function of the past wealth proportions of the
agent. Taking the differences between the current wealth proportion with a weighted
average of the past strategy allows to weaken the long term dependence of the price
drift on the strategies of the insider. Note also that in general, this should allow more
flexibility on insider strategies as his/her portfolio strategies will have less effects on
stock prices.

5.1. Model interpretation. Consider Y = —ut—oWy. Then if § is a perturba-
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5.2. Model specification, optimal portfolios and optimal utilities. In this sec-
tion, we assume

(5.1) a>0, b=0, hi(t)=1, and ho(t)=1.
Namely, we consider the following insider model:
dS; =S¢ {(u + amy) dt + odWy}, Sy > 0.

Moreover, we assume that

2

(5.2) 0<a< %

Therefore hypotheses (4.2) and (A) are immediately satisfied.

Although this model has very simplistic features it shows various aspects that we
can expect in the next example to follow. First, we give a Lemma whose proof is
straightforward.

Lemma 5.1. Assume (5.1) and (5.2). Then, (2.4) is satisfied and

ac
As(t) = o 2agl(t), t €0, s].
From the above lemma, we can rewrite the equilibrium equation (4.2) as
o aogi(s)
A4 t) =g1(¢ ———d .
(5.4 0) = () [ I ds 4o

In the next theorem, we study the existence of solutions for the partial equilibrium
equation (5.4). In particular, we note that here the value of 6 becomes of importance
to determine if the utility is finite or not. As it is discussed in [3] this is related with
the speed of transmission of information into the market.

Theorem 5.1. Assume (5.1), (5.2), and that
(5.5) 6 <1.

Then ,
91(t) = oexp (/Ot (U;(T —s)+ (020_2261)@ - 8)9> ds)

is the unique solution of the equilibrium equation (5.4) which is bounded and strictly

positive. Furthermore fOT |gé,((?)‘2ds < o0 if and only if 0 < 1.

Proof. First we note that from (5.4) one obtains that ¢1(0) = o, ¢1(¢) # 0 and that
g1(t) # 0 for all t € [0,T]. Therefore we have that dividing (5.4) by ¢1(¢) and differen-
tiating we obtain

agi(s)®
5.6 " = G(s).
>0 -2
If we differentiate again the above equation, we obtain

ot o) v
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Now, we perform the change of variables G1(s) = g1(s)(gj(s))™'. Then the above
ordinary differential equation becomes

g 2+ (Cua)) = 1 oT -

From here, one obtains that for a fixed to € [0, 7] and some suitable constants C' and
C1, the solution is

91(t) = Crexp (/t: <C—?+@<(T—S)G—T0))_lds>.

In order to determine the constants we take ty = 0, then one obtains that C7; = o due
to the initial condition g1 (0) = o. Next, suppose that the above integral exists and

o # T ((72 ; 2a)

then ¢1(7") # 0 and ¢} (T") # 0 but this is a contradiction with (5.6) as G(T') = 0.
Therefore C' = Z I G _2a) T?. From here, we obtain that

g1(t) = o exp (/ (‘f@ T2 8)9>‘1ds>

G(t) = agi(t)* <02(T— t) + M(T _ t)9> )

02—2a \ a a

Then one has that for 6§ < 1

stT g1 (8)? (T — s)
Similarly, for 8 > 1 we have that
G(s) _ o?

li = .
T g1(s)2(T'—s) o0%2—2a

and therefore one easily concludes that [, T loy (s))|2ds < oo if and only if § < 1. 0

From the characterization of g; obtained in the previous Theorem we obtain the
optimal portfolio.

Theorem 5.2. Assume that (5.1), (5.2) and (5.5) are satisfied. Then, (3.8) can be
written as

(5.7) 7(s) =
Moreover, we have
(5.8) G =

Proof. Using (5.3), we obtain from (3.6) that X (¢) = og1(t)a(t). Applying this to (3.8)
then (5.7) follows at once. We note that clearly the conditions of Lemma 4.1 are satisfied
therefore we obtain (5.8) from Theorem 4.1. O

w—r—+ogi(s)a(s)
02 —2a '
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Note that as a — 0 the model converges to the Black-Scholes model and the portfolio
tends to the solution of the Karatzas-Pikovsky problem.

The portfolio (5.7) can be fully interpreted. The first part, 5=, corresponds to
the Merton optimal portfolio where the volatility is modified from the usual o? into
0% —2a. That is, the effective volatility for the insider is reduced due to his effect on the
market. The second term corresponds to the insider effect (information advantage) in
the market which is characterized by the Radon-Nikodym derivative of the compensator
of the semimartingale decomposition of W in the enlarged filtration.

The variance of the second term in the expression (5.7) is of the order (T — t)
therefore the requirement that 6 < 1 becomes important in order to obtain that

E[fOTTF(S)2dS] < oo which leads to finite utility for this strategy.

Theorem 5.3. Assume that (5.1), (5.2) and (5.5) are satisfied. Then, the policy given
by (5.7) is a solution for the problem (4.1) and the maximal expected log utility of the
insider in partial equilibrium is given by

1 T o?du
wuv=x&uaw{““”yT+A ‘ﬂ<T—u%HT—uV}'

02—2a

Furthermore, the above utility is finite if and only if 6 < 1.
Proof. Using (2.6) and Proposition 9.1 gives that

T 1
J(#)=E [/ {fru (=7 + afy + ogi(u)ay) — 2027%3} du]
0

1 2 2 g gt (u)
= — )T du ¢ .
2w2mw{w T G ™
Therefore, the result clearly follows from Theorem 5.2. 4

Note that the above maximal expected log utility is increasing with respect to a.
That is, that the higher the price impact the higher the maximal expected log utility
becomes. Furthermore, the case a = 0 corresponds to the Karatzas-Pikovsky model®.

6. EXAMPLE 2: AN INSIDER WITH MEDIUM TERM EFFECTS AND A WEIGHTED
AVERAGE

In order to attenuate the influence of the agent we consider in this section a model
which satisfies

(6.1) a>0, b>0, h(t)=eca, and ha(t) = ed.

t
dS; = S, { <u + am — b/ ei(“—%udu) dt + ath} , So>0.
0

That is, the insider creates an effect on the drift through the variations of his strategies
with respect to a past time weighted average. Values closer to present time have a
bigger weight. And the past time weighted average seems to allow the insider to hide
his trades.

We only state the main results here and give the proofs in Appendix 12. First, by
direct calculations we obtain the following preliminary result.

5We thank a referee for this remark
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Lemma 6.1. Besides (6.1), we assume that

0% —2a > 0,
and
(62 (700 =) o) =0
where D is defined by
bo
D:i=——+——>0.
avo? —2a

Then, we obtain the following explicit formulas for P,Q,L,n, As and X :
ror_ (ePT=1) — =DT-0))

(6.3) P(t) = Y Ty <r_, where

1(c2-a o
= — + >0
" a{02—2a 02_2(1} ’

D(T—t) _ ,. ~—D(T—t)
rye r_e . .
(6.4) n = P —— > 0, and n is decreasing,
(6.5)
_ or4T— _ (.D(T—t) _ . —D(T—t)
Q(t) 7’+€D(T_t) _ T_e_D(T_t) [ (e € ) g1 (t)
T T
+b/ (eD(Tfu) _efD(Tfu)> gl(u)du+D/ (eD(Tfu) _i_efD(T u)) 91( )du:| ’
a Jy t
w—r
6.6 L(t) =
(6.6) (t) (02 = 2)? (ryePT—0 —y_o~D(T-0)
X { Vo?—2a <e§(T - efg(T*t)y -0 (eD(Tft) - eD(Tt)>} )
_ oks(t)
(6.7) As(t) = P 2aB(t),
where
1
B(t) = q1(t) —

(0% — 2a) (r ePT=1) —y_e=D(T-1))

b T T
X {/ (eD(T’“) - e*D(T’“)> g1(u)du + D/ (eD(T*“) + e PI= “)> g1(u )du} ,
aJt t

L a (T+eD(T—s) _ ,r_e—D(T—s))
ks(t) = 7.+eD(T—t) —r_e—D@T-t)

t t
and X = ogi1(t)a(t) —/ c1(t,u)a(u)du —/ co(t,u)du,
0 0
where c1(t,u) and ca(t,u) are defined by
bo (r+eD(T_t) - r,e_D(T_t))

Cl(ta u) - = (02 — 20,) (7’+€D(T_“) — T’_e_D(T_“)) B(u)a
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and
(t,u) b —r) (r+eD(T—t) _ r,e_D(T—t))
ca(t,u) : =
ac(c? — 2a)% (ryeP(T—u) — 74_efD(T—u))2
< {20+ (/o Zat 0® — )P T — (5 /oT 30— o+ a)e DI
respectively.

Therefore, the equilibrium equation (4.2) can be rewritten as

t AT(S)

(68) g1 (t) =491 (t) 0 G(S) ds + g,
o
Ar(t) = — T kn()B(0),
20 D(T—1) _pr—t)\ !
kr(t) := N rie —r_e )

Here we note that g;(t) = go((T — t)?).

Theorem 6.1. Assume (6.1) and the following conditions

(6.9) a<min{; [02—\/2ab <T—|—;b(e_2baT—1)>] ,032}7
(6.10) 6 <1,
(6.11) -0 L= 0" =20)

2a

Then the following assertions are satisfied.

1. kr(t) € (0,a] and the equation (6.8) has a strictly positive solution in such that (6.2)
is satisfied, g1(0) = o, g1(t) > 0 and is bounded fort € [0,T].

2. Define

(6.12) #(t) = — (1 + P(t)> Xy + Q(tal(t) + (L(t) il ) .

2a — o2 20— 02
Then 7 € Ag+ and furthermore
G =S

3. The strategy given by (6.12) is a strategy satisfying (4.1) with finite utility and its
value 1s

E [v(0, Xo,(0))],

where

2a — o2

b

o(t, x, ) = {—;P(t):nQ + Q(t)za + %R(t)o[" + L(t)z + M (t)a + N(t)} .
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Here P,Q and L are given by (6.3), (6.5) and (6.6) respectively. Moreover, R, M and
N are the solutions of the following (0, Z1")-linear ODEs, F = R, M, N

280 =00+ 20 (L0 + (1)) QL)

230 = b (20) - =05 Q)+ (2a0+ni0) 20,

2a—0
(6.13) —r
z'0 = (L“) B
2 _ 1\6-—-1
s 1+ gg) D @)P() + o (DQ) + RO}

For the proof, see Appendix 12. Note that if we assume (6.9), (2.4) is satisfied. Hence,
we can use the results in Sections 2 — 4.

Although the restriction (6.11) may not be optimal, it seems reasonable that some
kind of restriction of this type should appear. In fact, if the effect of the agent on the
prices dissipates quickly in the dynamics of the underlying the possibility of creating
arbitrage increases. In short, this restriction states that this kind of insider effect can
not happen over large periods of time.

7. CONCLUSIONS

The method to prove the existence of solutions to the partial equilibrium equation in
Example 2 is quite intricate as the non-linear ordinary differential equation character-
izing the partial equilibrium, (4.2), degenerates at time 7. Therefore we have resorted
to an approximative argument in order to study the relative compactness of the family
of solutions with respect to a small parameter that makes the system non-degenerate.
We then characterize the strategy for the insider and the utility which is finite as § < 1
is assumed.

We have also treated two additional examples (@ > 0, b > 0 and a = 0, b < 0 with
hi = hy = 1) in a related article [10]. The techniques used in those cases resemble the
ones used in Example 2.

There are many obvious criticisms to the present modeling, such as why the influ-
ence of the insider does not appear in an non-bijective way in the volatility. Another
interesting aspect is the relation of the insider investor with the small investor. In our
setting this relation is only established under the restriction that markets do not blow
up. That is, the optimal portfolios 7* lead to a finite utility and therefore optimization
and non-existence of arbitrage for the small trader can be carried out. In Appendix 8, we
also prove that a model where the effect of the insider is measured through the amount
of money invested in the stock will explode for all times with positive probability.

Undoubtedly this is a first attempt and we hope that many other articles discussing
other approaches appear in the future.
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8. APPENDIX: INVESTOR’S OPTIMAL POLICY EXPLODES FOR DRIFTS DEPENDING ON
THE TOTAL AMOUNT OF MONEY INVESTED

Here we consider the situation where the stock price is influenced through a power
function of the amount of money invested by an agent in the underlying. That is, our
model is

dSt = St {(,u +a (ptSt)a)dt + O’th} s S() > 0,

where p denotes the number of shares that the agent invests in the underlying and
a,a > 0.

In this model there is no insider characteristics and for simplicity we assume that the
interest rate r = 0. We furthermore simplify the setting considering the particular case
that the investor invests all his wealth in the underlying. In such a case the discounted
wealth process satisfies the equation

av, =V, [{u+ a (@)a}} dt + oV, dW,.
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If we transform the above equation using Y; = 1og(‘7t) we obtain that Y; satisfies the
equation

dY; = (o + ae®?) dt + oW,

where we assume that pug =y —r — %2 < 0. This equation can be analyzed using the
methodology of Engelbert-Schmidt (see Karatzas-Shreve [16] Section 5.5). In that case
the scale function is given by

p(x) = /: exp {—20_2 /j(,uo + aeac)dg} dg.

Here, ¢ is any positive constant. From the properties of the exponential function we
have that p(+00) < oo and p(—oc0) > —oo0 as pg < 0. As p is a strictly increasing
function, its inverse ¢ exists on (p(—o0),p(+00)). According to Proposition 5.5.13 in
Karatzas-Shreve [16] we have that Y = p~1(Z) where Z is the solution of the equation

dZy = 6(Zy)dWr,
where

a(y) = 1(y < p(+o0))p'(q(y))o.

Note that there exists two positive constants ¢ and ¢; such that 0 < ¢ < p'(q(y))o < c1.
Therefore the function & has a jump at p(+00).

The Engelbert-Schmidt result also provides through a time change of the Brownian
motion, an almost explicit weak construction method for Z. In fact, let B be a Brownian
motion, define

s+
0 U(ZO+BU)2
Ay = inf{s > 0; Tg > t},

then Z, = Zy + By,. Clearly, as P(Ty = +o0) > 0 for all s > 0 then P(As = Ax) >0
for all s > 0. This is equivalent to P(Zs > p(4+o00)) > 0 for all s > 0. This clearly
implies that P(Ys = +o0) > 0 for all s > 0 and therefore in such a model the agent’s
best policy implies that the wealth process (and therefore the price process) is infinite
in finite time with positive probability.

This shows that the setting in Cuoco-Cvitanic may lead to infinite utilities and price
explosion if the drift is not decreasing in p.

9. APPENDIX: AN ENLARGEMENT OF FILTRATION PROBLEM

In this section we treat an enlargement of filtration problem which will be used in
the calculations. It is related to the insider problem with a fixed enlarged filtration.
The goal is to obtain the compensator of W under the filtration G defined by (3.1).
Here, for g1, g2 € L?[0,T] strictly positive functions, we define G(t) := ftT g1(s)?ds +

O(T—t)9 92(8)2d5 > ( for all t € [0, 7).
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Proposition 9.1. Suppose that f(;[ Lg/g%ds < o0, then {W (t);t € [0,T]} is a semi-

martingale in the filtration G and the semimartingale decomposition of W is given by

t
(9.1) Wy = Wt—i—/o g1(s)a(s)ds,

T (T—s)?
(92)  als) = G}S) (/ g1 (w)dW () + /0 gQ<u>dW/<u>>;s<T,

where {W(t);t € [0,T)} is a G-Wiener process and o is a Gaussian G-martingale in
[0,T) with quadratic variation given by

t 2 T 2
91(5)> / <92(5))
o)y = ds + ds.
o= (55 -0 \GL)
Proof. First, note that by the joint law of increments for the Brownian motion, we have
that for s <u <t

E[W(t) = W(u)|Gs] = E|W(t) = W(u)

T (T—s)?
/ gl(r)dW(r)—F/O gg(r)dW’(r)]

t 1 T (T*S)g ,
_ /u 9 () g ( / a1 (F)dW (1) + /O go(r)dIV @«)).

Here we have used that for a Gaussian random vector (X,Y’), we have that E[X|Y] =

E[XY]
)

—=5+Y. Then (9.1) follows from a direct calculation. In fact,

E[Y?]
t r T (T—r)?
W (t) — W(s) - / 28 ( / g1(u)dW (u) + /O gg(u)dW’(u)> dr

t 1 T (T*S)g ,
_ / 0 ()i g ( / g1 ()W (1) + /O g (r)dW (r))

[T alr)
s G(r)

E

E

T (T—r)?
/ g1 (w)dW () + /O 9o ()W (1)

QS] dr.

The proof finishes because we have that for » > s

J

T (T—r)?
/ g1 (u)dW () + /0 g2 )V (1)

T (T—r)?
E /T gl(u)dW(u)+/0 go(u)dW' (u)

=F

T (T—s)?
/ g1 (u)dVV () + /0 gz<u>dW’<u>]

B G(’I“) T (T—s)? ,
=) (/s g1(uw)dW (u) +/0 g2(u)aw (U)> .

Therefore the process a is a G-martingale and W defined by (9.1) is a G continuous
martingale and therefore by Levy’s characterization of Brownian motion one obtains
that W is a Brownian motion for any interval [0,¢] for ¢t < T. Note that the condition

T 191(s)|
fO G(s)

ds < oo is used to guarantee the integrability of the compensator. That is,
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using the Gaussian property for the sum of two stochastic integrals with deterministic

integrands, we have for some positive constant C

s (T—s)?
E Tas) </Tgl(u)dW(u) +/0 gg(U)dW’(u)) ds

0 (s)

Therefore W is well defined in [0, T).

V@)

10. APPENDIX: PROOF OF THEOREM 3.1

Proof of Theorem 3.1
Proof. Using (3.7), (3.8) and (3.12), we obtain an expression
d(hg(t)Xt) = —bhy (t)ﬂ'* (t)dt + ad(91 (t)hg (t)a(t)).

Noting that Xy = 0g1(0)a(0), we obtain (4.3).

Define
F(m) ==p—71+ (2a — o*)7(t) — hgb(t) /0 hi(uw)m(u)du
T n(u
+ogi(alt) — bhy () E [ /t = <(u)> du‘gt} .

Using (3.8) and (4.3), we have

(1)

h2 (u)

T
F(r*) = (2a — 0*) {=P(t)X; + Q(t)a(t) + L(t)} — bh(t)E [/t

Since « is a G-martingale, we have that

T e e P

+a(®) TQ(u)du+/tT = (L(u) “_’“>du.

¢ ha(u)

Furthermore, using (3.6) for u > t,

E[X,|G:] = nunt_lXt

o ( G {—b%%@(v) +o (gm) + 91(”2223) } dv) a(t)
“hy(v -7
- bnu/t hiﬁvg%_l <L(U) - 25_ J2) dv.

Therefore, we rewrite F'(7*) as

F(r*) = {=n; "Mx (t)X (t) + Ma(t)a(t) + M ()} ha (1),

du‘gt] .

T gi(s)]
< C/o 7(S)ds < oo.

0
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where

(20— 0?) ]?1’“; h2 <2a_02+P(u))%
. ( / ny! {4228@@) +o <91(v) +gl<v>zzgzg) } dv) . tT Z% N
o= a0 [ (gt P
' {/tu Zlggm‘l (L(v) 25_ g ) dv}du— b/tT h;u) (L(u) — 25:;) du.

Note that as P is a solution of the (2}, ZL', ZF)-Ricatti equation with coefficients given
n (3.3), we see that Mx satisfies

M(t) :

. (1—0'2 +
Mx (1) :M[ ()+bz Ei;Pz(t)

hi(t)  hat) b hy(t)
{ 24— o? h,2 ) hg(t)}P(tH_ (2a—02)2h2(t)]
=0

for all ¢ € [0,T]. Noting that Mx(T') = 0, we see that Mx(t) =0 for all ¢ € [0,T]. In
a similar fashion and using that My (t) = 0 for all ¢ € [0,7] we obtain that M(t) =0
and M(t) = 0 for all t € [0,T]. Therefore, since M, (t) = 0 and M(t) = 0 hold for all

€ [0,T], we conclude the proof as F(7*) = 0 implies that 7* is the optimal portfolio
by Theorem 2.1. O

11. APPENDIX: PROOF OF THEOREM 3.2

Proof. Here we prove that
Fi(t,z,a) + Fy(t,z,a) =0, forte[0,T].

By direct calculations we can observe that

Pyt a) = ) [{P%) _ (1} 22— 2P()Q(H)wa + QX(t)a

_2{(1“7“2+p(t)L(t)}x+2Q(t>L(t)a+L2(t)—( a—_ )2]

2a — o2
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and

F ta ) =3
1t z,0) 2 a—o

L b + {Qb (2 L +P(t)> ha(t)  ha(t)  ha(t) } P(t)

+lom + {b ( st 2P(t)> Z;Eg ’“EQ } Q) —o (gl(t) + Zig gl(t)) P za
+ i + (Zgg - Zg;) R(t >+2{ B o (glw + ,jg;gl(t)) } Q(t)] o?
i+ f s +370) 0 U=,
o o (G - 53 oo

v {_zijEgQa:) to (m(t) 1, <t>> } L0+ S Q(t)] a
o (it - i) w0 i (20—

2 _4\0-1 2 _+\0
AU @00 2 0p () + o000 + RO}

Using the ODE equations satisfied by P, @, L, R, M and N, we see that Fi(t,z, ) +
Fy(t,z,a) = 0. O

12. APPENDIX: PROOFS OF SECTION 6

Proof of Lemma 6.1 ,
If hy(t) = ea’ and hy(t) = ea’ holds, the ODE’s for P, Q and L become:

Py +oP2() - 227 =) pyg by
(12.1) (1) +BP7() = a(o? — 2a) B+ (02 —2a)2 7
P(T) =0,

(122) { t+b{ e} -o{Law +aw} o o
=0,

(12.3)

{ { o’—a }L(t)—bés_;)z <2a102+P(t)>:0,

=0.

Suppose that P(t) # r+. Then we can rewrite (12.1) as

P(t) P(t)

Pl —r. P —r 2P

(12.4)
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Integrate (12.4) on [¢,T]. Then we get

P(t)—r- _ T —2D(T-1)

P(t)—ry 1y ’
which leads to (6.3). Moreover, from (3.7) and after some calculations one obtains (6.3).
Furthermore, we have

i DT+eD(T—t) L e D(T-1)

n reD(T—1) — p_e=D(T—1)"

Integrating the above equality on [0, ¢], we get (6.4).
Note that from (3.4), (3.5) and (3.7) and as hy = hy then ZlQ = ZF = ;b and
therefore

QY = o { Zan(0) + n(6) | PO

We integrate the above equality on [¢t,T] and use (6.2), (6.3) and (6.4). Then we obtain
(6.5). For L, we similarly have

ey =5 (P~ g )

02 —2a

Therefore, we obtain (6.6).
From (6.3) and (6.5) we have

(125) Q) - (PO - 5 ) ) = 75 B(0)

Using (12.5) and (6.4), we have (6.7).
Finally, if we note that if we perform an integration by parts on the stochastic integral
in (3.6) we have the following alternative expression for X

(126) X = oqa(talt) —mb [ et alw) {aw - ont) (5,2 + ) batw

ha(u) 20 — o

p—r
L(u) — d
+L(u) 50— 02] u,
then the expression for X in the statement of Lemma 6.1 follows from (6.4), (6.6), (12.5),
(6.3) and (6.5).

Proof of Theorem 6.1: Proof of 1. The proof that kr(t) € (0,a] is straightfor-
ward. Also note that kp(T) = a. To study the existence of solution to the partial equi-
librium equation (6.8), we introduce the following approximating equations for n > 2,
te[0,T7:

(12.7) 4a(t) = gu(t) / A5(s)

n(s)
Gutt)i = [ {1+e Tout ) 1}gn< i+ 920,

(12.8) Ap(t) = kr (t) Bn(t),
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1
(02 — 2a) (ryePT=H) — p_e=D(T-1)

T
« {b/ (eD(T—u) _ e—D(T—u)) w)du + D/ D(T=w) 1 e_D(T_u)> gn(u)du} :
aJy

First, assuming g¢,(T) = xo > 0, we shall show that there exists zp > 0 such that
gn(0) = 0. Then, if g, satisfies (12.7) then we have that g, (t) > 0. Next, we divide the
equation (12.7) by g¢,(t) and differentiating both sides of the equation we have

. gn(t)* AR(t)
12. n(t) = —/—=——F+"+—-.

(12.9) inlt) = 2

Now we will use (12.9) in order to find a bound for g, (T") — g, (). In fact, kr(t) < a and
By (t) < gn(t) give that A%L(t) < %”() To this fact we add that Gy (t) > gn(t)*(T —1t)?

and the temporary assumption that gn is increasing in an interval Iy = (to, 7] to obtain
that for t € Iy

By (t) = gn(t) —

a T U
(12.10) gn(T) = gn(t) < Uéqn_(:gl/t (Tciu)e
aT =%, (T)

= (02 —=2a)(1—-10)
Therefore from the assumption (6.11), we see that g,(t) > g”( ) > 0fortelp.
By contradiction, assume that B, (t) > 0 for ¢ € (to, T and B, (tg) = 0. Then, since
gn is continuous and increasing on [to, 1], we have from (12.7) and (6.9)

1 1 b [T by DT
0= By(to) > gn(T) | = — / (e —e )du
to

2 (02 —2a)(ryePT—t0) —y_e=D(T—t0)) {a

T
+D (eD(T—u) + e—D(T—u))du}]

to
_ gn(T) —
= 2@0’(0’2 _ 20,) (T+eD(T—to) _ T_e_D(T—to)) [4am

+O'(o'2 —3a) (eD(Tfto) _ efD(Tft0)> i (02 B Za)% (eD(T—to) N e*D(T*to)>}

> 0.

This is a contradiction. Repeating similar arguments, we see that B,(t) > 0 and
gn(t) > 0 for ¢t € [0,T]. From here it also follows that

0

T . axon
(12.11) 50 < gn(t) <o, and 0 < gu(t) < — = 5

for t € [0,T]. From (12.7) we shall construct a system of ordinary differential equations.
For this, we introduce the following auxiliary function

gn(t)
20

(12.12) My (t) ==

and note that

daxon? 1\?
(12.13) 0< My(t) < > T+ [T+ - )

02 —2a
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Then, using (12.9), we have

(12.14) My(t) =

Setting w(t) := log gn(t),v(t) := log gn(t) and m(t) := log M, (t). From (12.12) and
(12.14), we obtain the following system:

w(t) w(T) log zo
u(t) | = ft,wt),o(t),m), |o@) | =[ls(sz5) |,
m(t) m(T) lOg O—gf%a
where
(12.15)

ev(t)—w(t)

¢+ 2ev()—w(t) | {1 + ko (t) +0 (T— t+ %)9*1}ev(t)—m(t) _ a(?gf;)a)ew(t)—m(t)

02—2a )
¢+ :;;(g)(lev(t)—m(t) _ a(ljfgfg)a) ow(t)—m(t)

s gy R @) eI e DAY
¢=cr(t) = k() re oD@ — y_ o DI—0)’

Noting that (12.11) and (12.13) and repeating the application of Picard’s theorem, we
see that this system has a unique solution for ¢ € [0,7T]. Moreover, since for ¢ € [0, 7]
gn(t) is continuous on xg and % < g,(t) < o for ¢ € [0,T], by the intermediate value
theorem, there exists xg > 0 such that g,(0) = 0. Next, we shall prove the boundedness
of g. For that, from (12.9), we have

1—-6

(12.16) 0 < ga(t) < oce@T 200 fort e [0,T).

Here we have used that ¢,(0) = o and g, is increasing for ¢ € [0,T]. Furthermore, we
see that {g,(t)}, is equicontinuous. Indeed, in a similar way to (12.10) we have, for all
n

a o du
(1) = 90(9)| < 5™ [ 2
aoc 79

= =201 0)

e (02—2a)(1-0)

(T — )0 — (T — 1) 7.

Therefore, there exists a uniformly convergent subsequence {gn, (t)}x, and g(t) :=
limy_yo0 gn,, () solves the equation (12.7) by using bounded convergence theorem. Fur-

thermore g satisfies (12.16) and g(t) < % follows from the same arguments
used in obtaining (12.10).

Proof of 2. All the necessary properties are stated in Theorem 6.1 therefore the
result follows from Theorem 4.1.
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Proof of 3. Note that we want to apply the result of Theorem 3.2. Therefore we
obtain the following estimate.

(12.17) Ellv(t, Xp, (1)) < Kr [{|P(#)] + Q)| + |L(t)|} E[X7]
+{1QW| + [R®)| + [M®)[} E[o ()] + [L(t)| + [M ()| + [N ()] ,

(12.18) Ela2(t)] < 02(7}_00

(12.19) E[X2] < Ky {1 + (T_lt)g +(T— t)l_e} .

Moreover using Lemma 6.1, (6.13) and |§1 ()| < we can observe the following:

T t)67
(12.20) [P(t)] < Kp(T' —t), Q)] < Kr(T —t), |L(t)| < Ko (T - 1),
[R()] < Kr(T — )7, |M(t)| < Kr(T — )™, |N(t)| < Kp(T — )"

From (12.17), (12.18), (12.19) and (12.20) we can get E[|v(t, X;, a(t))|]] - 0 ast — T.
Therefore the proof finishes using Theorem 3.2. |



