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Abstract We study a stochastic optimal control problem for a delayed Markov regime-
switching jump-diffusion model. We establish necessary and sufficient maximum
principles under full and partial information for such a system. We prove the existence—
uniqueness theorem for the adjoint equations, which are represented by an anticipated
backward stochastic differential equation with jumps and regimes. We illustrate our
results by a problem of optimal consumption problem from a cash flow with delay and
regimes.
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1 Introduction

Stochastic optimal control problems for regime-switching models have been studied by
many authors (cf., e.g., [1-4]). A main reason that regime-switching models received a
lot of attention by the researchers is the ability of these models to capture the different
modes of the financial market easily. The shifts from one regime to another may be
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activated by a change in economic policy, e.g., an exchange rate policy or by a major
event, e.g., the bankruptcy of Lehman Brothers in September 2008.

Moreover, in the real world, investors tend to look at the historical performance of
risky assets. This leads us to consider the time delay in the model, which may represent
the memory in the dynamics of the system or the inertia in the financial market. A
very complete treatment of the theory of the stochastic differential delay equations
(SDDE's) can be found in the monograph by Mohammed [5]. On the other hand, the
results of the modern theory of regime-switching models with delay are presented in
the monograph by Mao and Yuan [6].

Optimal control of the SDDEs have already been studied by various authors; see,
for example, @ksendal and Sulem [7], Larssen [8] and Elsanosi et al. [9] and ref-
erences therein. A stochastic maximum principle of a forward-backward delayed
regime-switching diffusion model has been given by Lv et al. [2]. The stochastic
maximum principle is one of the main approaches of stochastic optimal control the-
ory. It is the stochastic extension of the Pontryagin’s maximum principle, which is
used for the optimal control of deterministic dynamic systems; here we refer to, for
example, the monographs by @ksendal and Sulem [10], Yong and Zhou [11]. More-
over, to solve optimal control problems by the tools of the maximum principle, it is
well known that one needs the adjoint equations represented by backward stochastic
differential equations (BSDEs) (cf., e.g., [12—15]). One can find a different perspec-
tive for BSDEs in [15], which studies BSDEs just on Markov chains. Moreover, if one
studies on an SDDE, he has to consider a new form of BSDE:s for the adjoint equations,
which are called the anticipated (time-advanced) BSDEs (ABSDEs). Peng and Yang
[16] developed the duality between SDDEs and ABSEDs and provided some main
results related to ABSDEs. @ksendal et al. [17] and Tu and Hao [18] extended the
existence—uniqueness results of ABSDEs for jump-diffusion models. To the best of
our knowledge, our work shows the first extension of the stochastic maximum princi-
ple for a Markov regime-switching jump-diffusion model with delay (SDDEJR) and
the existence—uniqueness theorem of the ABSDEs with jumps and regimes.

The paper is organized as follows. The model setup and optimal control problem
are presented in Sect. 2. In Sect. 3, we prove the existence—uniqueness theorem for
ABSDE with jumps and regimes. In Sects. 4, 5, 6 and 7, sufficient and necessary
maximum principles are developed under full and partial information, respectively.
An optimal consumption problem from a cash flow with delay is studied in Sect. 8.
The final section is devoted to the conclusions.

2 Model Setup and the Control Problem

Throughout the paper we work with a finite time horizon 7 > 0, which is the matu-
rity time. Let (N(dz,dz) : ¢t € [0,T],z € Rp) be a Poisson random measure on
([0, T] x Rg, B([0, T]) ® Ayp), where Ry := R\ {0} and %, is the Borel o-field
generated by open subset O of Ry, whose closure does not contain the point 0. Let
N(dt, dz) := N(dr,dz) —v(dz)dt be a compensated Poisson random measure, where
v is the Lévy measure of the jump measure N (-, -). Furthermore, let (W (z) : ¢ € [0, T'])
be a Brownian motion and («(z) : ¢ € [0, T]) be a continuous-time, finite state and
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observable Markov chain. Let (22, F, .%;, IP) be a complete filtered probability space
generated by the Brownian motion W(-), the Poisson random measure N (-, -) and
the Markov chain «(-). Let F = (%; : t € [0, T]) be a right-continuous, P-completed
filtration. We assume that the Brownian motion, the Markov chain and the Poisson
random measure are independent and adapted to [F.

The finite state space of the Markov chain « (), S = {e1, e2, ..., ep}, is called
a canonical state space, where D € N, ¢; € R and the jth component of ¢; is
the Kronecker delta §;; for each pair of i, j = 1,2,..., D. We suppose that the
chain is homogenous and irreducible. The generator of the chain under PP is defined
by A :=[Ajjlij=12,.,p. Foreachi, j =1,2,..., D, };; is the constant transition
intensity of the chain from each state e; to the state e; at time ¢. Fori # j, A;; > 0
and Z?:] Aij = 0; hence, A;; < 0. We suppose that foreach i, j = 1,2,..., D, with
i ;éj,)\.ij > Oandkii < 0.

Elliott et al. [19] obtained the following semimartingale representation for the
chain «o:

t
a(t) = a(0) + / Ala(u)du + M (1),
0

where (M () : t € [0, T]) is an RP-valued (F, P)-martingale and AT represents the
transpose of the matrix.
Let us introduce a set of Markov jump martingales associated with the chain «.
Foreachi, j =1,2,...,D,withi # jand? € [0, T], let Jij(t) be the number of
the jumps from state e; to state e; up to time 7. Then,

Ji@)y = Y (abs—). a)(as). ;)

O<s<t
= > fals—).e) (als) —als—). e))
O<s<t
t
=/0 (a(s=), e} (da(s), ¢)

t

t
=/ <a<s—),e,~>(ATa<s),e,~)ds+/ ((s—), ei) (AM(s), e;)
0 0
t
=)»ij/ (a(s—), e;) ds +m;;(2),
0

where m;;’s are (I, P)-martingales and called the basic martingales associated with
the chain «. For each fixed j = 1,2, ..., D, let ®; be the number of the jumps into
state e; up to time ¢. Then,

D
(1) = Y JY@

i=1i#j

D : }
= > A,-j/ (a(s—), e;)ds + @;(1).
0

i=1,i#j
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- D D
Letusdefine ®(r) := > m;j(r)andr;(1) ;== Y A;j f(; (a(s—), e;) ds; then
i=1,ij i=1,ij

foreach j =1,2,..., D,
() = (1) — rj(1)

isan (F, P)-martingale. Let O@t) = (D;(t), Pa(t), ..., Pp)T represent an integer-
valued random measure on ([0, T'] x S, ([0, T]) ® As), where Ay is the o-field of
S. Let & be the predictable sigma field on 2 x [0, T'].

Let us represent the controlled Markov regime-switching jump-diffusion with
delay:

X(@)=b(t, X@), Y1), A(t), a(t), u(t))ds
+o(t, X (@), Y(), At), a(t), u(t))dW(t)

+/ n(t, X (@), Y1), A(t), a(t), u(t), )N (dt, dz)
Ro

+y(t, X(0), Y (1), A1), a(r), u(t))d®(r), te€[0,T], 1)
X(t) = x0(2), t e[-4,0],

where
t
Y(t) =Xt —38) and A(t):/ e P X (dr, 1 e[0,T].
t—48

Furthermore, let xo be a continuous and deterministic function, p > 0 be a constant
averaging parameter and § > 0 be a constant delay.
Let us introduce:

b:[0,TIxRxRxRxSx%Z — R,
g:[0,TIXRxRxRxSx%Z — R,
N[0, TIxRxRxRxS8§x%Z xRy— R,
y:[O,T]xRxRx]RxSx%—)RD,

where for all x,y,a € R, ¢ € S, u € %,z € Ry and t € [0,T],
b(t,x,y,a,ej,u),o(t,x,y,a,e,u), n(t,x,y,a,¢,u,z) and y(t,x,y,a,e;,u)
are given .%;-measurable, ¢ -functions with respect to x, vy, a, u such that for all
Xi =X,y,a,u,

T
0
an
(€. X @), Y (1), A@®), a(t), u(t), 2)

<.
Ro 0x;

db :

do 2
a_x,-(t’ X (1), Y(0), A(@®), a(t), u(?))

2
v(dz)
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2
—(t X (1), Y(1), A(r), a (1), u(r))

Aj(0) §dt | < oo.

2l

Let % be a non-empty, closed and convex subset of R. An admissible control is a
U -valued, .#;-measurable and cadlag process u(t), t € [0, T], such that (1) has a

unique solution and
T
E [/ Iu(t)lzdt] <00
0

We denote by .7 the set of all admissible controls.
Let us define the performance criterion (objective functional) as follows:

T
J(u)=E [/0 F @, X(@0), Y (), A@®), ae(2), u(r))dt +g(X(T),Ol(T))}

forallu € o/, where f : [0, T]xRXxRXxRxSx%Z - Randg:Rx S >R
are ¢! -functions with respect to x, y, a, u such that for all x; = x, y, a, u,

2
[/ (1f(r, X(0), Y (1), A1), (1), M(t))|+'—(t X (1), Y (), A(t), (1), u(1))| )dr

+ [g(X(T), a(T))| + ng(X(T),Ol(T))IZ} < 0o.

Our problem is to find the optimal control i € <7 such that

J (@) = sup J(u). 2)
N4

Now let us define the Hamiltonian as follows:
H:0,TIXxRxRxRxSxZ xRxRxZxRP >R,

H(t,x,y,a,ej,u,p,q,r,w)= f(t,x,y,a,ej,u)+b(t,x,y,a,e,u)p
+o(t,x,y,a,e,u)q

+/ n(t,x,y,a,e,u z)r(t, z)vdz)
Ro

D
+Y v x, y,a, e ww! (D), 3)
j=1

where Z denotes the set of all functions r : [0, T] x Ry — R, for which the integral
in (3) converges.

Associated with H, the adjoint, unknown and adapted processes (p(t) e R: ¢t €
[0.T]),(qt) eR:t € [0, T)), (r(t,z2) e Z:t€[0,T],z € Rp) and (w(t) eRP
:t € [0, T']) are given by the following ABSDE with jumps and regimes:
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dp(t) = E[u()|.Z:1dt + q(1)dW (1) +/ r(t, 2)N(dt, dz) + w(t)d®d(r), (4)

Ro
p(T) = g(X(T), a(T)),
where
0H
u(t) ==— g(t, X (@), Y (1), A(t), (1), u(t), p(1), q(1), r(t, ), w(r))

- %(r +8, X(t+8), Yt +8), A(t +8), a(t + 8), u(t +3), p(t +9),
t+46 OH

gt +8),r(t+8,-), wt +8)j.r-s(1) — e (f 9a & XY,
t

AG), a(s), us). ps). g(s). 7 (5. ) w(s)e 1o, 71(s) ds) ' ®

Note that () in (5) contains future values of X (s), a(s), u(s), p(s), g(s), r(s, -) and
w(s) for s < t + §; hence, the BSDE (4) is anticipative (or time-advanced). In the
following section, we will prove the existence—uniqueness theorem for an ABSDE
with jumps and regimes in a general setting and then, we will apply it to a constant
delay case, 6 > 0, for the rest of the work.

Moreover, the derivatives of b, o, n and y with respect to x, y and a are bounded.
By this assumption, it is easy to check that x in (4)—(5) satisfies Lipschitz condition
(A1) for p, ¢q, r, w and their future values.

Note that by the aforementioned integrability conditions on the derivatives of
b, o, n, y and f, A2 in Theorem 3.1 is satisfied by u in (4)—(5), please see pp. 7-8.

Furthermore, note that p(T) = g, (X(T), «(T)) (see [4)] corresponds to £(-) in
Theorem 3.1; hence, it has to satisfy E[|g, (X (T), a(T))?] < oo, cf p. 8.

We will use the subsequent notations and introduce Banach spaces of measurable
and integrable variables and processes as follows:

L*(Zr; R) = {R-valued, .Z7-measurable random variables such that E[|¢|*]

oo},

L*(%y; R) = {R-valued, Zy-measurable random variables such that ||¢||3

iy 19@I7 v(d2) < o0},

L?*(%s; RP) = {RP-valued, Zs-measurable random variables such that || ¢ =
12

Y@ a0 < oo},

L2(Fr x Bo; R) = {R-valued, .Z1 x Zy-measurable random variables such that

E[ g, 1$()I* v(d2)] < oo},

L2(Fr x Bs: RP) = (RP-valued, .Zr x ZBs-measurable random variables such

2

that E[Y"F_; @7 | 1;(0)] < oo},

L%(O, T; R) = {R-valued, .%;-adapted stochastic processes such that F| fOT|¢>(t)|2

dt] < oo},

S2(0, T; R) = {cadlagprocessesin L2 (0, T; R) suchthat E[sup, o 7 l¢(1)]*] <

oo},

A
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%%2(0, T;R) = {R-valued, & ® %By-measurable stochastic processes such that
e, = ELfy ll¢0)1% dr] < oo},

//113(0, T:RP ) = {RD -valued, & ® %As-measurable stochastic processes such
that [ ()12, = ELfy llo@)3dr] < oo},

3 Existence and Uniqueness Theorem
We consider a generalized form of the BSDEs as follows:

—dY (@) = f . Y (@), Z(t), Q0), V(1), Y (t + 81(2)), Z(t + 82(1)),
Ot +83(1)), V(t +64()), a(t))ds — Z(t)dW (¢)

— oft, 2)N(dt, dz) — V()d (1), t €10, T], (6)
Ro

Y1) =§@), Z) =y (@), Q) =¢@), V() =0(@), t € [T, T + K].

Let8;(-),i = 1,2, 3,4, be an RT-valued continuous function on [0, T'] such that:

(i) There exists a constant K > 0 such that forallz € [0, T]andi = 1, 2, 3, 4,
t+6i(t) <T+K.

(ii) There exists a constant L > 0 such that foreach ¢ € [0, T'] and for any non-negative
integrable function g(-),

T T+K
f g(s 4+ 8i(s))ds < L/ gs)ds for i=1,2,3,4.
t t

Assume that forallt € [0,T]ande; € S, f(t,y,z,q,v,§,¥,¢,9,¢e;) : [0,T] x
R xR x L2(%y; R) x L*(ABs; RP) x L2(Z,; R) x L*(Fp; R) x L2(F: x Bo; R) x
L2(F; x Bs;RP) x § — L*(Z;; R), where r, r*, 7,7 € [t, T + K].

Furthermore, f satisfies the following conditions:
Al There exists a constant C > O such that forallr € [0, T], ¢; € S, y, vy, z,7
€R, q.q' € LX(Bp; R), v, v € L2(Bs; RD), £, & ¢,y e L2(t, T + K; R),
0,0 e AP, T+K;R), 0,0 € M3, T + K;RP)and r, r*, 7,7 € [t, T + K],
we have

|f (. 2.4, 0. E(), Y (r), £(7), 9 (7). €))
— .y, 2 g VL E ) ). L)) e
sCy=yl+le=2+]a=q'|, + v+ E[EC) & @)
+ W) = |+ e =B, + @ =B | g1 7]) -

A2 E [ £(1,0,0,0,0,0,0,0,0,¢p) dr] <00, foralle; €.
Let us give the main result of this section.

Theorem 3.1 Suppose f fulfills Al and A2 and fori = 1,2,3,4, §; satisfies (i)
and (ii). Then, for any given terminal variables &(-) € SHZ,(T, T+ K;R), ¥() €
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LA(T, T+ K;R), () € HHT, T +K;R) and 9(-) € MZ(T, T + K; RP), the
ABSDE (6) has a unique solution, i.e., there exists a unique 4-tuple of %,-adapted
processes (Y, Z, Q,V) € SF(O T+K:;R)x L2 70, T+ K;R) X%2(0 T+K;R)
X%Z(O T + K; RP) satisfying (6).

Proof We fix B = 16C%(L + 1)(T + 1), where C is the Lipschitz constant of f given
in A1l and introduce a norm in the Banach space SI% 0, T+K;R)x LIZF 0, T+K;R)
x A0, T + K; R) x #42(0, T + K; RP) as follows:

T+K
||<Y(r>,2<r>,Q(r),vm)nfg=E/O Iy + 120
D . 2
+/ |Q(r,z>|2v(dz)+z(vf<z)\ aj(0) | dr
Ry o

It is more convenient to use the equivalent S-norm for applying Banach fixed point
theorem. We pose the problem,

—dY (@) = f(@, y(@),z(), q@), v(1), y(t + 81(1)), 2(t + 82(2)), q(t + 83(1)),
v(t+84(t)),oz(t))dt—Z(t)dW(t)—/ O(t,z)N(dt,dz)—V ()d® (1), t €0, T],
Ro

Y)=§8@®), Z@®O) =¥ (@), Q@) =¢@ and V(1) =0(), t€[T,T+K]
Let us define:

h:SEO, T+K;R) x L0, T+K;R) x J620, T+K; R) x 420, T + K; RP)
— S2(0, T+K; R)x LE(0, T+K; R) x #2(0, T+ K; R) x 42 (0, T+ K ; RD).

According to the existence—uniqueness results of the BSDEs with jumps and regimes
(see Propositions 5.1 and 5.2 by Crépey and Matoussi [20]), the aforementioned equa-
tions have a unique solution; hence, & is well defined.

Now we will prove that / is a contraction mapping under the norm ||-|| g.

For two arbitrary elements (y(¢), z(t), g(t), v(t)) and (¥'(2), 7' (t), ¢’ (¢), V/(¢)) in
§2(0, T+K; R)xLZ(0, T+K; R)x 420, T+K; R)x.#2(0, T+K; RP), letus set
h(y(1), z(1), q (1), v(t)) =¥ (®), Z@®), Q), V(1)) and h(y'(1), 2'(1), ¢' (1), v'(1)) =
Y'(®),Z'®), 0'(1), V'@®)).

Let us define their differences by (y(t) z(t) q(t) v(t)) = (y(t) — y' (), z(t) —
2 (1. q(t) —q'(t), v(t) —v' (1) and (Y (1), Z(1), Q(1), V(1)) = (Y (1) = Y (1), Z(t) —
Z'(t), Q1) — Q'(1), V(1) = V'(1)).

Let us apply the integrating by parts for regime-switching jump-diffusions (cf.
Lemma 3.2., by Zhang et al. [3]) and take the expectation:
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T D
Elef (P (1)1 +E [f ef‘S( Z(s)‘2+f 06, z)‘2 v(d)+Y ‘Vf(s)‘zx,(s)) ds:|
t R =1

T
=E [/ e <2Y(S) (f(s,¥(s),2(5), g(s), v(s), y(s + 81(5)), z(s + 82(s)),
t
q(s 4 83(5)), v(s 4 84(s)), ae(s)) — f (s, ¥'(5),2'(5), ¢"(5),V'(5), y'(s + 81(s5)),
25+ 820), 45 + 839, V(5 + 4(5)), ()] = B ()?) s |

We note that the terms Zfot ePsY () Z(s)dW (s), 2f0’ ePSY (5)O(s, z)N(ds, dz) and
2 fot efsy (s) V(s, 2)d®(s) are uniformly integrable martingales. Let us show this:

1

E (/OT iezﬂf ‘?(z)‘z ‘Vj(t)’zkj(t)dt) j
=1

0<t<T

a A 2 a r b 5 2 )
<3E OZ?ET)Y@)‘ +3E fo g(v (t)‘ Jj (0t | ;

T D 2 %
<aE| sup ’?(r)’ (/0 Z’V-/(t)‘ Aj(t)dt)
j=I

since I?(t) € Sﬂ% (0, T; R) and \7(t) € //Z]Fz (0, T: RP), the associated stochastic inte-
gral is a uniformly integrable martingale with null expectation. The others can be
obtained similarly.

By the aforementioned equality, conditions A1 and (ii) and the inequality 2ab <
(a? + b?), we continue:

T .2 A
sEU efs (—ﬂ\Y(s)\ +2¢| 76| ([36)] + 2|+ [a@], + |66 ¢
t

+ E[[36s + 81| + |26 + 8260 + | G5 + 8360,
+ || D(s + 84(5)) ||5 | 75])) ds]

T .2 r .
sE[/ ) >ds}+EU e | P )| (56| + @]+ [a®],
t t

T
+0@ ) ds] + E U ef*2C \Y(s)\ (I9Gs 4+ 8160 + |2(5 + 82(5)) |
t

+ (s + 83|, + [0 + 8a(s)] ) ds]
T
<E [/ e (—B ‘)}(s)‘z)ds]
t
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_ T 2
+E f e (g )?(s)2+%(|9(S)’+‘2(S)‘)2>d5:|
LJ 1

T R 2 4c2
e[ [Me (B1rof + 2daol, + o)) o]
t

T R 2 4c2 ) R )
+E / e (— Y (s) +7(|y(S+51(S))| + 265 + 8200 )dS}
t

T (B~ 2 4C% . . 2
e[ JA(-Y0>-+7;qm@+»ﬂnw,+nmS+&@»h>)m}
t

8C?
< E |:/ CﬂST(’}A’(S)‘Z + |2(S)|2 + ”é(S)Hi +
t

B(s) ”i)ds:|

ro.8c? . . .
+E / eﬂA7(|y<s+81<s)>|2+|z(s+62<s))|2+||q(s+63(s))||3
t

+ 65 + da(n [ s |

8C* [T 41 : . X
<k [/ S+ E + @] + ||v<s>||§>ds]
t

8C2L
B

SCZ T+K ) N R .
= L+ DE [/O (5 + 20 + a7 + ”v(s)”i)ds} .

T+K Bs 1arnl2 o [arn|2 A 2 A 2
+ E e (‘y(s)| + |Z(S)| + ||q(s)||1 + ||v(s)HS)ds
t

In particular,

E |:e’3’

T
E|:/ eft
0

T 8C? o A A
ol dr] < 5 LAD]O0.20.40. O] P

8C2T

A 2
70l dr] < L+ 1[G 200.40. 5D .-

Hence,

E {/”K N (‘?(r)’2+‘2(t)‘2+f
0 Ro

_ 8C2(L 4+ 1)(T + 1)
- B

. 2 b e
0(,2)| vida) + Y [V )| x,-(t)) dt:|
j=1

SIORIORTORION

Since B = 16C%(L + 1)(T + 1), we obtain,

1

(7.2.0.)] =

=5 l62a0),.

S
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Hence, h is a contracting mapping on S3(0, T+ K; R) x L2(0, T+ K; R) x #7(0, T
+K;R) x ///H% 0, T+K; RD ). Then, by Banach fixed point theorem, (6) has a unique
solution (¥, Z, Q, V) € S3(0, T + K; R) x L3(0, T + K; R) x J42(0, T + K; R)
x ME0, T + K; RP). o

Note thatif §; =8 € R foralli = 1, 2, 3, 4, then one can omit (ii) in the proof and,
hence, in Theorem 3.1 itself.

4 Sufficient Maximum Principle

In this section, we present the sufficient maximum principle and show that under
concavity assumptions, maximizing the Hamiltonian provides us the optimal control.
We will use the following abbreviations:

A

s 0 N N o
ar ()= —H(, X)), Y1), A@t), a(t), p(1), q(1),7(t,2), (1)),
X 0x

b(r) = b(t, X(1), Y (1), A1), (1), p(1), §(1), 7 (1, 2), 0(1)),
b(t) =b(t, X (1), Y (), A@®), x(t), p(t),q (), r(t, 7), w(t)), etc.

Theorem 4.1 Letu € <7 with corresponding state processes X (1), IA’(t) and A(t) and
the adjoint processes p(t), q(t), 7(t, z) and w(t) assumed to satisfy the SDDEJR (1)
and the ABSDE with jumps and regimes (4), respectively. Suppose that the following
assertions hold:

1.
T
E /0 p(0)? (U(t)—5(t))2+/R(n(t,z)—ﬁ(t,z))2v(dz)
0
D . .
+ 3 0 = P00 | di | < 0o
j=1
and

T D
E / (X(1)—X(1))? c}z(t)+/ Pt 2)v(dz) + Y (@) (0)a;(1) pdt | < oo,
0 Ro

j=1
2. For almost all t € [0, T],
H(t, X(1), Y (1), A(t), a(r), i(r), p(0), G(0), 7(z, -), b(r))
=m%H&hmﬂ&Amﬂ®mﬁmﬁ®i¢%®M)
UEY
3. (x,y,a,u)y— H(t,x,y,a,e,u, p(t),q),rt, ), w(t))is a concave function

foreacht € [0, T] almost surely and e; € S.
4. g(x, e;) is a concave function of x for each e; € S.
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Then, i(t) is an optimal control process and X (1), I?(t) and A(t) are the corre-
sponding controlled state processes.

Proof Let J(u) — J(u) = I} — I, where

T A A A
h=E [ [ {rexo.vo. 40000010, 20 70, do0w, ﬁ(z))}dr]
and
b= E [g(X(T).a()) = g(R(T). a(1)] .

By the concavity of H, we have

T
LI =E {/0 : H@, X(@),Y (@), A@), a@), ut), p(t), (1), 7z, ), w(t))

— H(t, X(1), Y (1), At), a(r), i(r), p(), G(0), 7(z, -), b(r))
— (b(t) = b(1)) p(t) — (o (t) — 6(1)§ (1)

—/ (n(t, 2) — n(t, 2))7(t, 2)v(dz)
Ro

D
VARSNGB jm} dz}

j=1

T 19l . H .
<E {/ :a—(t)(X(t) X))+ —OX@)—-Y@)
0 X dy

H . H . A
+ %(t)(A(t) —A()) + E(I)(u(t) — (1)) — (b() — b(1))p(t)

- (G(I)—&(t))ci(t)—/R (n(t,2) = (t, 2))7 (t, 2)v(dz)
0

D
= @) =PI (0re) pdr | e
j=1

By applying integrating by parts and by concavity of g, we obtain:

98 -
L <E| =(T)X(T)— X(T))]
| 0x

= E[p(Dx(1) = (1))

T

T
—E /0 PAX (1) — R (1) + /0 X (1) = RO)dp@©)
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T
+/0 i (G(t)—3(t))c?(t)+/R (n(t,2) = 7(t, 2)F(t, 2)v(d2)
0

D
+ Y @) = o) () J-(r>} dr}

j=1

T
=E [/; p() { (b(t) — b())dt + (o (t) — 6(1)dW (1)
+/R (n(t. 2) — A, 2))N(dr, dz) + (y (1) — ?(I))d&’(l)}
0

T
+/ (X(t)—)?(t)){E[/l(t)L%]dt—ké(t)dW(t)+/ 7(r, 2)N(dt, dz)
0

Ro

T
+1I)(t)d<f>(t)} +/0 i (o(t) — 5(t))c}(t)+/R (n(t, 2) — 7t 2))F (¢, 2)v(dz)
0
+ @) = Pl (02, (r)} dt:| . @)
j=1
Note that X (1) = X (1) = xo(t) for all € [—8, 0]. Then, by (7)~(8), we have
~ T ah ~ oH R oH
Jw) = J@) < E / - (OX O = X0) + ——OF () = V©) + —— ()
0 X ay da

A

A oH A
XA =A@+ O W) - u(n) + (X — X(t))/l(l)} dl}

T+ | 5H OH R
= f B_(t—5)+_(f)l[O,T](t)+M(t_8)
5 x dy
. T 9H .
x (Y() = Y(¢))dr +/0 W(l)(A(t) — A())dt

T 9H .
+/ i (t)(u(t)—u(t))dt]- )
0 u

Substituting r 1=t — §, we get

T 31:1 R T 8[‘} s R
/ ——(5)(A@t) — A(s))ds =/ —(s)/ e POT(X (r) — X(r))drds
0 da 0 da s—8
T r+48 31_} ~
= / / %(s)efml[oj](s)ds e’ (X (r) — X(r))dr
0 r

T+6 t 3[:1 R
:/ / ——(s)e P 1jo.7(s)ds | eIV (X (1 — 8) — X(t — 8))dr. (10)
5 1—s da
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By combining (9)—(10), we obtain

. T+ oA oH .
J) - J@) < E f =+ Ol + i - 8)
5 x dy

! a[:I —ps p(t=38) %
+ /;_5 %(s)e 1i0.71(s)ds | e (Y(2) = Y(2))dt

Tl .
+ — () (u() —u(r))ds
0 ou
Tl )
=F — ) (() —u)de | <0.
o Oou

Since /i(f) maximizes H (t, X (), Y (1), A(1), a(t), u, p(t), §(t), F(z, ), W(r)), the last
inequality holds (see Proposition 2.1 by Ekeland and Temam [21]). Then, we obtain
that () is an optimal control for problem (2).

One of the key facts in this proof is that concave and differentiable functions are
bounded above by their first-order Taylor approximation. Concavity assumptions on
H with respect to x, y, a, u and on g with respect to x for all ¢; € S have been used
in this sense. Furthermore, Proposition 2.1 by Ekeland and Temam [21] works under
concavity condition of H with respect to u.

In the next section, we present necessary maximum principle, by which one can
determine the candidate optimal control processes, but for verification the concavity
condition is necessary. O

5 Necessary Maximum Principle

Let u# be an optimal control process and 8 be any other control process, satisfying
i+ B =:v € . Since % is a convex set, for any v’ € o7, the perturbed control
process u® = it +s(v' — i), 0 < s < 1, is also in .«7. The directional derivative of
the performance criterion J (-) at i in the direction of 8 is given by:

J(@+sp) — J (@)

d
—J (it —o:= li
s @+ sB)ls=0 S_l>1})1+ p

Since # is an optimal control, a necessary condition for optimality is
d .
—J @+ sB)ls=0 = 0.
ds

Let us assume that the derivative process £ (t) = %X utsB (1) |s—o fort e [0, T]exists
and it is defined as follows:

t
dé(r) = { %(r)sa) - %(r)gu -8+ %(n / e PUE(r)dr
ox ay da —s
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ob do do oo r (t—r)
+— (B} dr + —(t)E(t)Jr—(t)é(t—8)+—(t)/ e’
au ax ay da —s
XE(F)dr + g—a(t)ﬂ(t)} AW (o) + / { M, 06w + i e — o)
u Ro 0x 8y
t
+8—”<t,z> / e_”(’_’)é(r)dr+a—n(t,z)ﬂ(t)} N(dt,dz)+{ a—yms(r)
da —s au dax

t
+ 2 mea -9+ X / e P EGdr + a—ya)ﬂ(r)} ad (),
ay da 1—8 u
(11

where we know that

d d
aw’“ﬂ (1)]s=0 = EX"W (t — 8)ls—0 = &(1 — 8),

d d !
aAu—i—sﬂ () ]s=0 = a </ 5 e—Pt=r) yu+sp (r)dr) ls=0
t_

t d t
= / e P X" ()| j—odr = / e Pe(rdr,
t—8 ds t—8

and we have used the following abbreviations:

ab ab

_(t) = _(ta X(t)v Y(t)v A(t)v a(t)v M(t)), etc.

X ox

Note that £(r) = 0 for all r € [—3, 0].
Theorem 5.1 Letii € o7 be an optimal control of problem (2) subject to the controlled

system (1) and let (p(t), q(t),7(t, z), w(t)) be the unique solution of (4). Moreover,
let us assume that,

r 96 96 96
E[fo ﬁzm{( ) (1)E (r)+( y) (1)é (r—8>+( “) )

Y op-ng AL > 31 -
X (/ P é(r)dr> + (—) "B (t)—i-/ (—) (t, 2)&°(1)

-8 R 0x

an\ 2 3 t . 2
+< y) (t, )€t —5>+( ) (t,2) ( / e_p(’_r)é(r)dr>
z—é

2 ay 3y
(t, 2)B*(1) v(dZ)+Z < > (1) (t)+< ) &> (1 —6)

37\ . 2 a7\ ?
+ ) (1) (/ e_p(’_')é(r)dr> +( ) "B A1)t dr | < oo
da -5 ou

and

an 2

+
u
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T D
E { f Q0! [ @) + f (f)%z)v(dz)+Z<wf)2<t)xj<t)} dr} < o0,
0 Ro

j=1

Then, for any v € %, we have

OH A~ A oA
a—u(t, X (), Y(@), A@t), a(t), u(t), p(t), (1), 7 (t,-), () (v —i(t)) <0

dt —a.e, P—a.s.

A

Proof For simplicity of notation, letbe i =u, X = X, Y =Y, p=p.G=q.F =r
and @ = w. Then,

0= L+ 580
ds
d T
= F [ / £, X"P @), Y P (), AYTP (1), a(r), u(r) + sB)dr
0

+g(X" (T, a(T))}

s=0
T t
=E [ f {%msm + %ms(t -8+ %m / e PUTE(r)dr
o |ox dy da -8
d 0
+a—f(t)ﬂ(t)} dr + 22.(x(1T), a(T))é(T)]
u 0x

loH ab do an
=E / —— O — —@O)pt) — —)q() —/ — (1, 2)r(t, 2)v(dz)
0 ax dax ax Ry 0X

D .
v . Tl oH ob a
=Y Lo anot sour [ 50~ Zapo -0
P 0 y dy dy
D

J .
- A;{O g—Z(t, 2r(t, 2)v(dz) — Z %(t)wf(t)xj(t)} E(t — &)dt

j=1

T1oH ab do an
+ / S0 - S 0p) — S (0q(0) - / M, e, yvidz)
0 a da da R, 0a

D j ! T
-> aalj(rmf (z)xj(n} ( / ef’(’”s(r)dr) dr + f {88—H(r>
= a —8 0 u
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ab oo an
- B—(I)P(t) - —(0q@) —f —(t, 2)r(t, z)v(dz)
u ou ou

Ro

D Byj ; ag
=D 5 OW k@) 1 e+ (X (T), a(T)ET) |- (12)
i ou ox
By (11) and integration by parts, we get

a
E [%(X(T),G(T))E(T)] = E[p(T)&(T)]

T

r r do do
=E[ f pOE@) + | EMdp() + / q(r){—(r)s(r>+—<z>s<r—a>
0 0 0 dx dy
do Lt do T an
+—<r)/ e’ E(r)dr+—(t)ﬂ(t)} dr+/ f r(t,z){—(t,z)é(t)
da t—8 ou 0 Ro ax
t
+g—”<t, DEE —8) + ﬁ(r) / e PTE(r)dr + @mﬁ(r)} v(dz)dz
+ / Zw’(f){—(t)é(t)+—(t)é(t—5)+—(t) f e "E(r)dr
ay
+8—(t),3(t)} Aj(z)dt] (13)
u

By (12)—(13), we obtain

d
0> —J(u+sB)ls=o0
ds

T t
=E / {E(z)é(twﬂ(t)s(t—awﬁ(r) / e PUE(rydr
LJo | ax dy da " Jis

oH
+E(t)ﬂ(t) +E(t)E[u(t)|<%]} dt}

[T OH OH OH
=E /o S(t){ —(l)— —(l)— —(l+5)1[0T 51(1)

+5 r
—ePt (/ aa—H(s)e_psl[o’T(g](S)dS>} dr + / a_(t)g(t — 8)dr
+ a o dy

T K T
+/ (/ e"(“)g(t)dt) ﬁ(s)ds +/ ﬂ(t)ﬁ(t)dt}
0 5—8 da o Oou

T OH
ZE[/ S(t){ —a—(l+3)1[o,T—a](I)
0 y

148 r
—ePt (/ aa—H(s)e_psl[o’T(g](S)dS>} dr + / a_H(t)é(t — 8)dr
+ a o dy
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p T 48 9 o T oH
te / / 2o e Lo r-si(9)ds ) §(D)dr + / ——Op@)dr
0 . a 0 ou

[ TaH
=F / —(t)ﬁ(t)dt]
0 ou

Let B(t) = v/(¢) — u(¢). Since u(r) is optimal, we have

d , TaH
—J+ s —u))ls=0 = [/ — @O @) - u(t))dt] <0.
ds 0 ou

Let us define,

/(t) . v, OHB X (t07t0+h)v
v " lu(®), otherwise,

for any deterministic element v € %/ and for any element B of .%;. Then,

T oH to+h oH
E |:/ — @) - u(t))dti| =F [/ —(®)(v — u(t))let:| .
o Ou 0 du

Dividing by /4 and taking limit, we obtain

1
lim — F |:
h—0h

oth 9 H
/ — O - u(t))let]
P au

0

oH
=F |:—(to)(v — M(to))lB] <0 a.e.
du

for all B € .%,,; this implies that

dH
E [_a (to) (v — u(to))lc%o} <0.
u

Since the quantity inside the conditional expectation is .%;,-measurable, then the
inequality in Theorem 5.1 holds dt — a.e., P — a.s., forallv € % . O

6 Sufficient Maximum Principle Under Partial Information

In this section, we establish a maximum principle of sufficient type under partial infor-
mation. Under the assumptions of Sect. 2, this theorem is the extension of @Jksendal
et al. [17] to a Markov regime-switching model.

Let us introduce &; C %, t € [0, T], the subfiltration of {.%},c[9.7}, Which
represents the information available to the controller, who decides on the value of u(¢)
at time ¢. For example, we may consider & = .%#,_z)+ for some given d > 0.
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Let <7¢ be a given family of admissible control processes u(t), t € [0, T'], included
in the set of cadlag, &-adapted and %/ -valued processes such that (1) has a unique
solution.

Theorem 6.1 Let i € oz with corresponding state processes X (1), I?(t) and A(t)
and the adjoint processes p(t), q(t), F(t, z) and W(t) assumed to satisfy the SDDEJR
(1) and the ABSDE with jumps and regimes (4), respectively. Suppose that the following
conditions hold:

1.

T
E /0 P | (1) —6(1))* + /R (n(t,2) — 7(t, 2))*v(dz)
0

2

D
+3 I -7 @ | Andr | < oo
j=1

and

T
E / (X(1) — X(1))* {1 §%(1) + / #2(t, 2)v(dz)
0

Ro
D
+ > @H20x(1) tdr | < oo
j=1

2. Foralmostallt € [0, T],

E[H@ X0, ¥ @), Aw). a0, 20, 0,40, 71, ), ()14 ]

= max £ [H X0, 1), A0, 0,14, 50,40, 7., D)4 ]

3. (x,y,a,u) — H(t,x,y,a,e,u, p(t),q), 7, ), w(t)) is a concave function
foreacht € [0, T] almost surely and e; € S.
4. g(x, e;) is a concave function of x for each e; € S.

Then, u(t) is an optimal control process and X (1), I?(t), A(t) are the corresponding
controlled state processes for problem (2).

Proof By the methods of Theorem 4.1, we obtained (9)—(10). For the sake of com-
pleteness, we give the rest of the proof. Then,

: { T aHA : }
Jw)—Ju) < E / —— O (u(r) —u(r))de
o Ou

; .
=K [f E [%(t)(u(t) — ﬁ(t))léi} dt]
0 ou
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, .
=E [/ E [ﬁ(t)léi} (u(t) — ﬁ(t))dt}
0 3I/t

<0.

Since (1) maximizes E [ H(t, X(), ¥(1), A(), (), u, p(0), 40, 71, ), (1)1,
the last inequality holds. Hence, #i(¢) is an optimal control. O

7 Necessary Maximum Principle Under Partial Information

In this section, we will give the necessary maximum principle under partial informa-
tion, which is the extension of @ksendal et al. [17] to a Markov regime-switching
model. Let us represent the technical assumptions as follows:

B1. For all u € ¢ and all bounded 8 € g, there exists € > 0 such that
u—+sp e deforalls €] — ¢, €l.

B2. For all tp € [0, T'] and all bounded &;,-measurable random variables v, the
control process S(t), defined by

ﬂ(t) = vl[l(),T](t)a re [09 T]s (14)

belongs to .@e.
B3. For all bounded 8 € /¢, the derivative process

E(t) = X““ﬂ(r)u -0

exists as described by (11).
Theorem 7.1 Let i € e with corresponding solutions )A((t), f/(t) and A(t) of (1)

and p(t), q(t), 7(t,z) and w(t) of (4) and corresponding derivative process &(t)
given by (11). Moreover, we assume that

A2 95 i
E /0 0 ( ) ()6 (r>+< ) ()6 (r—6>+< ) 0
t 2 5 7\
. ( | e—ﬂ“—”é(r)dr) +<8—“> oF 0+ | {(8—") (1, 98()
=5 ou Rg 8x

AN 2 A 2
+ <3—”> (t,2)E>(t — &) + (8 ) (t,2) (/ —P“—”é(r)dr)
dy r—8
5 N
(g—u) (1. 2B (r)} v(dz)+Z{ (a j) &)
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. NN ; 2
+ <M> OE*(t — 8) + (M> (t) ( / e—P“—’)é(r)dr)
ay da 1—8

—) ®OB=)p Aj(t) ¢ dt| < oo
ou

2

+

N

and

T D
E /(é)z(t) (c})z(t)+/ #)2(t 2)v(d2) + Y _@H20Or;(0) ¢ dr | < oo.
0 Ro

j=1

Then, the following equations are equivalent:
(iti) For all bounded B € g,

d .
d—J(u+Sﬂ) ls=0=0.
S

(iv) Forallt € [0, T],

oH 4 5 A A A N A
E I:E(t, X(@),Y(@),A(t), u, a(t), p(t),q ), r(t,-), w(t))|éa}:| =0a.s.

u=Ii(t)

Proof By the methods of Theorem 5.1, we obtained (12)—(13). For the sake of com-
pleteness, we give the reminder of the proof. In fact,

d T 9H
0=—Jw+sB)|s=0=FE [/ —(t),B(t)dt] .
ds 0 ou

Let us consider B(t) = v(w)l,71(¢) in (14), where v(w) is bounded and &) -
measurable, s > 9. Hence, we get

T 9
E [/ —H(t)vdtj| =0.
s Ou

Differentiating with respect to s, we get
a
E|—H@$s)v| =0
ou
for all s > g and for all v. Hence, we obtain
E 9 H(tp)|6;, | =0
£y 0 o | = Y-
This shows that (iii) implies (iv).
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Since every bounded § € 7¢ can be approximated by linear combinations of
controls f of the form (14), i.e, by so-called simple processes having the form of step
functions, we can reverse the above steps and show that (iv) implies (iii). O

8 An Application to Finance

Let b(t, a(t)), o(t, a(t)), n(t,a(t), z) and y (¢, a(t)) be given bounded and adapted
processes. Let us consider a cash flow X°(r) with the dynamics,

dXO(t) =X —938)[b(t,a(t))dt + o (¢, a(t))dW(z)
+/ n(t, a(t), 2)N(dt, dz) + y(z,a(t))dé(t)} ., 1€[0,T],
Ro

X%ty =xo(t), 1 e[-8,0],

where x((?) is a given continuous, non-negative and deterministic function.
A consumption rate c(t) > 0 is a cadlag, .%;-adapted process satisfying

t
E [/ |c(t)|2dti| < 0.
0

Hence, the dynamics of the net cash flow X (1) = X(¢) is given by

dX (@) = (X (@ =8)b(t,a(t)) —c(t))dt + X(t — S)o(t, a(t))dW(t)
+X(t—8)/ n(t, (), z)N(dr, dz)
Ro
+ Xt =98y, a()dd (1), t €0, T], (15)
X(t) = xo(1), t e[-4,0].

LetU(t,c,ej,w): [0, T] xRt x Sx Q2 — Rbea given stochastic utility function
ateachi = 1,2, ..., D, that it is a slightly more general way of modeling, here; U
also depends on w, whose notation will be suppressed. Furthermore, U satisfies the
following conditions:

t— Ult,c,e)is F-adapted foreach ¢ > O and ¢; € S,
oU
cr—> Ult,c,e)is €' and a—(t, c,e;) > 0foreache; €S,
C
U . . .
cH> a—(t, ¢, ej) is strictly decreasing for each e¢; € S,
c

oU
lim —(t,c,e;) =0forall (¢t,¢;) € [0,T] x S.

c—0o0 JcC
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Let vy(t, e;) := %—lcj(t, 0, ¢;) and we define,

0, ifv > vo(t, €),
ALt e (), if0<v <t e).

I(t,v,e) = {

We want to find the optimal consumption rate ¢ such that

J(@) = sup J(c)
cedd

T
=sup E [/ Ut, c(t), a(t))dt + g(X(T), a(T))i| :
0

cedd

In this case, the Hamiltonian takes the form:

H(t,x,y,a,ej,c,p,q,r(-),w) =U(t,c,e;)) + (b(t,e;))y —c)p + yo(t, ei)q
D

+y/ n(t, e, Dr(t, Hv(dz) +y Y v/ (¢, enw! ()h;.
Ro ot
(16)

Here we observe that maximizing H with respect to ¢ gives

ou .
a—(t,C(t),Ol(l)) = p().
c
The ABSDE for p(t), ¢(t), r(t, z) and w(t) is, by (4),
dp(t) = — E[(b(t + 8, a(t +6))p(t +3)
+o(t+8,a(t+8)g(t+9)

+ / n(t+6,a+98),2)r+ 48, z)v(dz)
Ro

D
+ > yd(talt + 8w (t + 8)hj (D)o, 7-s1(1) . F1de
Jj=1

+g(t)dW(r) +/ r(t, 2)N(dt, dz) + w(t)d®(r), 1 € [0, T1, a7

Ro

p(T) = g (X(T), a(T)).

We solve (15) inductively in the following way:
Step 1. If t € [T — 8, T], the corresponding adjoint equation takes the form:

dp(t) = q@)dW (1) +/ r(t, z)ﬁ(dt, dz) + w()dd (1), te[T —46,T],

Ro

p(T) = gx(X(T), a(T)),
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which has the solution

p(t) = Elgx(X(T), (T)|F],  tell —6,T],
with corresponding g (¢), r(t, z) and w(z) obtained by the martingale representation
theorem for regime-switching jump-diffusions, by Crépéy and Matoussi [20].

Step 2. Ift € [T —26,T — 8] and T — 26 > 0, we get:

dp(t) = — E[(b(t +6,a(t +8)p(t +0) +o(t+8,a(t +8))q(t +6)

+ / n(t+38,a( +38),2)rt+38,z)v(dz)
Ro

D
+ Yy A+ 8 ot + 8w (t + 82 (1)), 75y (1) Fi)dt
j=I1
+q@dW (@) + / r(t, 2)N(dt, dz) + w(@)d®(t), t € [T — 28, T — 8],
Ro

with the terminal value p(T — §) known from Step 1. When we follow the intervals,
it is seen that p(t + 8), q(t + 5), r(t + 8, z) and w(t + §) are known by Step 1.
Therefore, this BSDE can be solved for p(t), ¢(¢), r(t,z) and w(t) in the interval
[T — 268, T — 5]. We continue in the same way and by induction, we obtain a solution
p(t) = px(1).ar) () of (17).

If 0 < p(r) < vo(t, a(r)) forall ¢ € [0, T], then the optimal consumption rate ¢(z)
is given by

) = Ey ey aery® = 1t (1), o), 1[0, T]. (18)

Proposition 8.1 Let p(t), q(t), r(t, z), and w(t) be the solution of (17) and suppose
that 0 < p(t) < vo(t, a(t)) holds for all t € [0, T). Then, the corresponding optimal
terminal wealth X (t) and the optimal consumption rate ¢(t) are given implicitly by
(15) and (18), respectively.

To obtain a more explicit solution, let us assume that b(t, e;) = b(¢t) is deterministic
and g(x,e¢;)) =kx, k>0,i=1,2,..., D.Letus continue our study with the utility
function U(t, ¢, ¢;) = ¢(t,e;)In(l +¢) foralli = 1,2, ..., D, where ¢(t, ¢;) is an
R*-valued, cadlag and .%;-adapted function such that

E Ut |¢(t,a(t))|2dti| < oo.
0

If we consider (17), since k is deterministic, we can choose ¢ = r = w = 0. Hence,
the BSDE becomes a deterministic equation:

dp(t) = =b(t + 8)p(t + 8)1jo,7—s1(2)dt, t<T,
p(t) =k, tel[T —6,T].
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To solve this, we introduce
h(t) = p(T —1), tel0,T].
Then, we obtain a differential delay equation:

dh(t) = —dp(T —t) =b(T —t+8)p(T —t +68)dt = b(T —t + 8)h(t — 8)dt,
tels, T],
h(t) = p(T —t) =k, t €[0,4].

Hence, we can determine /(¢) inductively on each interval as follows:
If A(t) is known on [(j — 1)6, j§], then

t t
h(t) =h(jé) + / K (s)ds = h(j8) + / b(T —t+38)h(s —8)ds  (19)
Jjs Jjs

fort e[j§,(j+ 15l j=1,2,...

If we substitute the utility function U (¢, c, ¢;) = ¢ (¢, ¢;) In(14+c), i = 1,2, ..., D,
in (16), then we have proved the following theorem. Furthermore, since # depends on
the constant delay § and by the coefficient ¢ (¢, «(¢)), Theorem 8.1 clarifies the effects
of memory and different states of economy on optimal consumption rate.

Theorem 8.1 The optimal consumption rate ¢(t) under the above construction is
explicitly given by
c@) = 1(t, hs(T — 1), a(Dla@y=e;)

o if hs(T —1) = ¢, ),
T RS - i 0<hs(T—1) < gt ),

where h(-) = hg(-) is determined by (19).

9 Conclusions

In this paper, we study a stochastic optimal control problem by the tools of maximum
principle and prove the necessary and sufficient maximum principles for a delayed
jump-diffusion with regimes under full and partial information. We develop the general
analytic model setting and methods for the solution of such a model and apply our
results to an optimal consumption problem from a cash flow with delay and regimes. In
our setting, under the given conditions, one may prefer any stochastic utility function
based on the information about the investor. In this work, we present the optimal
consumption rate for a specific stochastic utility function explicitly.
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