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1 Introduction

One fundamental problem in mathematical finance is the problem of portfolio selection,
i.e., an agent invests in a market trying to maximize the expected utility of his or her
terminal wealth [21]. For a complete market this problem was solved in [27, 28], deriving
a nonlinear PDE (Bellman equation) for the value function of the optimization problem,
i.e. the utility of the optimal portfolio.

The maximization of expected utility from terminal wealth in incomplete markets has
been studied in [23, 25]. The author in [25] considers an arbitrage-free continuous time
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market model with unrestricted trading and a fixed time horizon, i.e. t € [0,T]. The
market consists of a riskless bond, d risky assets and d’ non-tradable state variables and
hence is incomplete. Examples for such state variables are credit risks of a bank or an
employee’s personal income, which usually cannot be traded. The optimization problem
is to find a portfolio strategy which maximizes the expected utility from terminal wealth
over the set of self-financing portfolios with initial capital x > 0 and non-negative wealth,
denoted by X(x) = {X(t) > 0: X(0) = x}, using isoelastic utility functions with constant
relative risk aversion,

p
UP)(z) = sgn(1 —p)x—, U(z) = Inu,
p

with z > 0 and exponent p ¢ {0,1}. The optimal value function of this problem is defined
by
v(z) = sup E[U(p)(X(T))].
XeX(x)
Solving this optimization problem with p < 1 is an approach for finding portfolios of
optimal expected growth [20, 21, 23]. For p = 2 the problem is related to the mean
variance hedging problem [17, 24, 30].

Following a stochastic duality approach, the existence of an optimal (locally efficient)
portfolio is proved in [25]. The relationship between the optimal portfolio and the optimal
martingal measure for the dual problem is characterized by a backward stochastic differ-
ential equatlon For a Markovian market with d price processes S and d’ state variable

processes St satisfying the stochastic differential equations

dS()
dStJ)

(s d+ oS AW, i=1,d

tt

where VVt(n and VVt,(j ) are correlated Wiener processes, the following quasilinear parabolic
PDE for the logarithm of the optimal value function has been derived in [25]:

d d’
Oyu — % Zcij(u)@aju — % Z ¢ (u) 0,0 u
i,j=1 tj=1
:,u-Vu—I—;/-V'u—i—q(,u—rS)-Vu—gﬁ(u)Q—Fpr in Q% (0,7), (1a)
+ ﬁ(VU)TC(u)Vu (V) @) T
u(S, S',t) =un(S, ', t) on 0 x (0,T), (1b)
u(S,5",0) =uy(S, S in €, (1c)

where u = u(S, S',t) is the logarithm of the optimal value function, either Q=QxQ C
R? x R? is a bounded domain or ) = R? x R? and T > 0. We use the notations
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Oy =0/0t and V = (01,...,04), V' = (04,...,0) with the partial derivatives 0; = 0/05;,
0. = 0/0S;. Furthermore,

o C=(c;j(S.t,u))i;: 2x(0,T)xR — R™¥ and " = (¢};(S",t,u));; : ' x(0,T)xR —
R >4 are the symmetric and positive definite covariance matrices of the risky assets
and the non-tradable state variables, respectively;

o 1(S,1):Qx(0,T) —R%and p/(5,t) : ¥ x (0,T) — R are the expected returns;
o (S,5,t): Qx Q' x(0,T) — R is the riskless interest rate;

o 3(S,5 t,u)? = (u—rS)TC(u —rS) is the square of the risk premium;

e p & {0,1} is the exponent of the utility function and ¢ € R is given by 1/p+1/¢ = 1.

In the case p = 0, which relates to the logarithmic utility function U°(x) = Inz, the
optimization problem is also known as maximizing the Kelly criterion [16, 19, 21]. Note
that if p = 0, the quadratic terms in (1a) can be removed by an exponential transformation.

The solution u of (1a) allows to construct the optimal portfolio 7*. Indeed, the optimal
portfolio strategy is given by H(S,S’,t) = (1—p) ' (A—Vu) [25] (where A = C~}(u—7S)),
and the optimal portfolio equals 7* = H - S. The components of the vector H(S,S’,t) are
the shares of the underlyings in the portfolio. Recall that for Merton’s model it holds
H(S,S,t) = (1 —p)~*X\ [29], and the portfolios coincide if u is constant with respect to
the asset prices. This is the case if, for instance, the expression pr — ¢3%/2 and the initial
data ug is constant in € x (0,T) since then, equation (1a) has the solution u(S, S’ t) =
(pr — qB*/2)t + u.

Up to now, the question of well-posedness of problem (1) has not been studied in
the literature. The main aim of this paper is to prove the existence and uniqueness of
generalized Sobolev solutions to the initial-boundary-value problem (1) and to the Cauchy
problem (1a), (1c) in Q = R? x R

The main mathematical difficulty is the treatment of the terms with the quadratic
gradients. In order to show the existence of solutions usually an approximate problem
is solved (for instance, with linearly growing gradient terms) and appropriate a priori
estimates independent of the approximation parameter are derived. In the mathematical
literature there are two approaches to obtain uniform a priori estimates. The first idea
is to establish L bounds (for instance, from a maximum principle) which lead to H*
bounds [7, 8, 9, 10, 13, 14, 18, 26]. The second idea is to derive H' bounds directly
without L> bounds if a sign condition of the form f(u, Vu)u > 0 (where f is a function
with quadratic growth) is fulfilled [2, 5, 6, 31]. Another interesting work [22] studies the
connections of backward stochastic differential equations and partial differential equations
with quadratic growth of the gradient similar to (1) (and their viscosity and Sobolev
solutions). However, the results presented here are not covered by those in [22], as we
consider nonlinear covariance matrices.

We adopt some of the methods of the literature mentioned above and generalize them
slightly to deal with our problem. Clearly, our results can be extended to more general
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equations fulfilling similar regularity and growth conditions, but the emphasis of this work
is placed on studying the particular problem (1).

We prove the existence of generalized solutions by first proving uniform L* bounds for
an approximate problem. In fact, it is easy to see that smooth solutions of (la) attain
their extremal values on the parabolic boundary of the domain if —¢3?/2 + pr = 0. Using
Stampacchia’s truncation technique, we show L* bounds for generalized solutions of (1a).
Then uniform H' bounds are derived using nonlinear test functions of the type sinh(\u)
for sufficiently large A > 0. The uniform H' bounds only imply weak convergence in H' of
the sequence of approximating solutions. However, the quasilinear structure of the problem
requires that the sequence converges strongly in H'. This is achieved by employing the
monotonicity method of Frehse [15], originally used for elliptic problems, which we extend
to parabolic equations (section 2). Moreover, we show the existence of solutions to the
whole-space problem (1a), (1c) which is the original formulation in [25] (section 3). Note
that, although the sign of one of the quadratic terms depends on whether p < 1 or p > 1,
the proofs of these results hold for arbitrary values of p and, in fact, do not rely on the
sign of (1 — p) at all.

Our second main result is a proof of the uniqueness of generalized solutions to (1).
The uniqueness proof has to overcome the difficulties arising from both the quadratic
gradient terms and the quasilinearity. In order to deal with the quadratic gradients, the
uniqueness of solutions of often shown in the space of functions whose gradient lies in a
smaller space than L? (for instance in L>°) [11, 33]. Quasilinear terms can be handled using
duality methods [1]. However, there are much less uniqueness results (and techniques) for
problems with both difficulties. We are only aware of the paper of Barles and Murat
[3], where the uniqueness of weak solutions to general elliptic problems is proved under
a structure condition on the nonlinearities. We adapt their method in order to show the
uniqueness of generalized solutions to (1) either if the covariance matrices C' and C” do
not depend on S and S’, respectively, or if p < 1 and some (smallness) conditions on the
derivatives of C' and C’ with respect to u are satisfied (section 4). Notice that we do not
need regularity assumptions on the solution.

Finally, we present some numerical results by solving problem (1) with a finite element
method for two risky assets and one state variable (section 5). The experiments are showing
that the optimal value function varies only slowly with respect to the state variable.

2 Existence of solutions

In this section we prove the existence of (generalized) solutions to (1). Let Qr = QO x (0,7).
We call u a (generalized) solution of (1) if u—up € L*(0,T; H3(Q)), v € H'(0,T; H*(Q)),

A

u fulfills the initial condition (1c) in the sense of L?(£2) and

T
/ (ug, @) dt + % / (Vo) C(u)Vu d dt + % / (V'¢) ' C'(w)V'u du dt
0 Qr Qr
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:/(u Vu+py' - V'u+qlp—rS) Vu— gﬁ(u)2 + pr)¢ dx dt (2)
Qr

+ ﬁ@/ (Vu)"C(u)Vue dr dt — %Q/ (V'u)"C'(w)V'ue dx dt

2 @Oy - u @e ) Vg e
Qr

holds for any ¢ € L>(Qr)NL*(0,T; Hl( )). Here, u; = Oyu, (divC')(u) denotes the vector
with components ((divC)(u)); ZZ L 0c;;(u)/0S; (analogously for div'C’(u)) and (-, -) is
the dual product between H~1(Q) and H}(€). The notion of solution for the whole-space
problem is analogous.

The basic hypotheses for the initial-boundary-value problem are as follows:

(H1) Domain: Q = Q x @ € R? x R? is a bounded domain with boundary 9Q € C*,
d>1,d >0.

(H2) Coercivity: Ja,a’ > 0:VE € R"\{0}:V S, 5 t,u:

ETC(S tu)é > a and £7C(S tu)é > o

(H3) Symmetry: c;; = cj; for all i, 5 € {1,...,d} and ¢j; = ¢j; for all i, 5 € {1,...,d'}.

(H4) Data: C(-,-,u), C(-,-,u) € L>(0,T; Wh>(Q)) for allu € Rand C(S,t,-), C"(S',t,-) €
CHR) N W (R) for all S, 5,1,
p € R\{0,1}, pp € L>(0,T; L=()), ' € L=(0,T; L=(Y)), r € L=(0,T; L>=( ),
up € L*(0,T; H*(Q)) N L0, T; L>(Q)) N HY(0,T; LY()), up € L=(Q) N HY(Q).

First we prove that there exists a solution of a truncated approximate problem. Define
sk = max(—Ky, min(s, K7)) for s € R, where

K=K @) =0t+1)M, Ky=K{t)=@t+1)M

and

M: maX{SUPUOa sup uDaMQ(T7ﬁ7p)}v M:mln{lr}fUOa AiIlf uDaMl(T7ﬁ7p)}v
Q o1x(0,T) Q 0% (0,T)

with
q ' 2 '
Ml(Tvﬁ7p) = — Sup (iﬁ(sasatvu) —pT(S,S,t)>,

M2(T7ﬁ7p) = — inf (gﬁ(S,S’,t,u)z—pT(S,S’,t)).
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Consider the approximate problem

T
/ (us, @) dt + % / (Vo) C(uf)Vus dw dt + % / (Vo) C'(uf)V'uf da dt
0

Qr Qr
= [ (u-Vu+p - V'u +q(p—rS) Vu® — %B(ua)2 + pr)¢ dx dt
Qr
1 (Vuf) T O (uf) Vs,
dx dt
o1 | T et )
Qr

1 (V') TC"(uf) V'u,
- = dx dt

2 / eV O

Qr

1

-5 /((div C)(uf) - Vu© + (div'C")(u®) - V'u®) ¢ dx dt

Qr

for any ¢ € L*(0,T; H(Q)) and € > 0 subject to boundary and initial conditions (1b),

(1c).

Lemma 1 There exists a solution u® of

t (3), (1b), (1c) such that v —up € L*(0,T; H} ()
and u® € L*(0,T; H*(Q)) N H'(0,T; L*(€2)).

)

Proof. We use a fixed point argument. For given w € L2(0,T; H'(Q)) we consider the
linear equation

Qr Qr

T
/ (s, o) dt + % / (Vo) C(w)Vu dadt + % / (Vo) C'(w)V'us d dt
0

(p-Vus+p' - V'u® 4+ q(p—rS) - Vu© — gﬁ(w)2 +pr)¢ drdt
Qr
N 1 / (Vw) " C(w)Vwg
2p—1) ) 1+e(Vw) C(w)Vw

_1/ (V'w)TC'(w)V'w
14+ e(Vw)TC'(w)V'w

¢ dz dt

. ¢ dz dt

T

- % / ((div O)(w) - Vuf + (div'C")(w) - V'u)¢ da dt (4)
Qr

for any ¢ € L2(0,T; HL(Q)) subject to the boundary and initial conditions (1b), (1c).
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Since

(Vw)"C(w)Vwg
1+ e(Vw)C(w)Vw

(V'w)TC'(w)V'w
14+ e(V'w)TC(w)V'w

1 1
<=, < -, 5
< - S ()
(4) is a linear parabolic equation with bounded coefficients and bounded inhomogeneity. By

standard results [12], (4) admits a unique solution u® such that u® —up € L*(0, T H (),
u® € L*(0,T; H*(2)) N HY(0,T; L*(£2)). Thus the fixed point operator

S L*0,T; H'(Q) — L*(0,T; H'()), w— v,

is well defined and S(L2(0,T; H'(Q))) € L*(0,T; H*(Q)) N H'(0, T; L2(?)). The following
estimate holds [12]

[l 20720y + 1 | oo @y + Uil 202200y < 6
where in general ¢ > 0 is a generic constant depending on ¢, the data and on the in-
homogeneity. Here, in fact, the inhomogeneity is bounded independently of w. Thus
¢ only depends on ¢ and the data, but not on w. In view of the compact embedding
L2(0,T; H*(Q))NHY0,T; L*(Q))) € L2(0,T; H'(Q)) [32], S is compact in L2(0, T; H'(<2)).
Standard arguments show that S is continuous. The hypotheses for Schauder’s fixed point
theorem are fulfilled and (3), (1b), (1c) admits at least one solution u°. =

The existence proof for the original problem is based on the following uniform a priori
estimates.

Lemma 2 Let u® be a generalized solution to (3), (1b), (1c) in (0,T). Then there exist
constants K, K > 0 (independent of €) such that

K <u <K,

where K = minoStST K2 (t), F = MaXp<t<T Kl(t)

Remark 3 The sign of one of the quadratic terms depends on whether p < 1 orp > 1.
Without truncation in the quadratic terms it is easy to obtain upper or lower L™ estimates
for p < 1 and p > 1, respectively, using standard test functions, but it is not possible to
obtain the missing lower (upper) estimate in this way. Our proof does not rely on the sign
of (1 —p), since by truncating the solution and choosing appropriate test functions, these
terms vanish completely.

Proof. Let o(u®) := uf — Ky (t). Using o(uf)* := max(0, p(uf)) € L2(0,T; HL(Q)) as a test



function in (3) yields, in view of Vu§.o(u®)* =0,

% / (p(uf) T (8)* = (uf)*?) do + % / (Vo(u®)N)TC(uf)Vus da dt
Q =0 Qr

1
+3 /(V'(p(ua)Jr)TC’(ua)V'ue dx dt
Qr
— [0 9 4V gl = 1S) -Vt (LY pr o+ TD) p(u)” dad

-~

Qr >0

— % /((div C)(u®) - Vu© + (div'C") (u®) - V'u®) p(u®) dx dt
Qr
< [0 Vol + i V) + alp = rS) - Tlu)) ) dvde

-5 [ (@O - Tew) + (div'C)(w) - V'plw)) ) d
Qr
=:1.

We use Young’s inequality and (H4) to estimate the right hand side:
1< [0Vt P+ 819'6w) P 4+ (o)) dad,
Qr

B. Diiring, A. Jiingel

where 6 > 0, and ¢ > 0 is a constant independent of £ and varying in the following from

occurrence to occurrence.

We use the coercivity (H2) of C' and C” to estimate the left hand side of (6) from
below. Then the gradient terms on the right hand side can be controlled, for sufficiently

small § > 0, by the left hand side. More precisely, we obtain

%/(so(ufﬁ(t)f d“%/(oz— 20) [Vip(u)*|* da dt
A Qr 20
45 [ @ =2Vl P

2
QT >0

2c
<= [ (olwy)? dr,
Qr

which implies
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and applying Gronwall’s lemma yields u¢ < K; < K a.e. in 2 x (0,7).
In order to derive the lower bound set p(u®) := u® — Ky. Using ¢(u®)
€ L*(0,T; H}(Q)) as a test function in (3) yields

1/((SO(ME)(L‘))Q - gp(ug)’z) dr + % /(Vg@(uE))TC(uE)Vu€ dx dt

~ :=min(0, p(uF))

2 ———
Q =0 Qr
+ % / (V'p(u®)™) " C'(wf)V'uf d dt
Qr
= /(u VU 4 g VU + g —1S) - VuE — (Z8wf)? — pr+ M)) o(u®)” dxdt
Qr ~ 20
- % /((div C)(u®) - Vus + (div'C")(u) - V'u®) p(u®)” dxdt
Qr
< [0 Vo) ul Vo) gl rS) - Viplu) ) plu) dad
Qr
— %/((div C)(uf) - Vo(u®)™ + (div'C")(u®) - V'p(u®) ™) o(u®)~ dxdt.

Qr

We can estimate similarly as above and applying Gronwall’s lemma yields u® > Ky > K
a.e. in 2 x (0, 7). =

Lemma 4 Let u® be a weak solution to (3), (1b), (1c). Then there ezists a constant k > 0

(independent of €) such that
HUEHLQ(O,T;Hl(Q)) < k.

Proof. Inspired by [15], we use sinh(Au®) — sinh(Aup), A > 0, as a test function in (3) to

obtain

1
(uf, sinh(Au®) — sinh(Aup)) dt + 3 / A cosh( M) (Vu®) " C(uf)Vus du dt
Qr

Ot~

+ %/)\cosh()\ue)(V'ue)TC"(ue)V'us dx dt
Qr
= /(u VU 4V +q(p—1rS) - V' — %ﬁ(us)z + pr)(sinh(Au®) — sinh(Aup)) dx dt
Qr
1 (Vue) T C(uf) Vue . .
h(Au®) — sinh
+ 20— 1) / T+ e (Vo) Clur) Ve (sinh(Au®) — sinh(Aup)) dx dt

T
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1 / (V'ue) T C'(uf)V'uf
2 ) 1+e(Vue)TC'(uf)V'us

— % /((div C)(uf) - Vus + (div'C")(uf) - V'u®)(sinh(Au®) — sinh(Aup)) dx dt
Qr

+ % / Acosh(Aup) [(Vup) " C(u)Vus + (V'up) ' C'(u*)V'u®] dz dt.
Qr

(sinh(Au®) — sinh(Aup)) dx dt

Since uf is uniformly bounded in L*(Qr) and |sinh(z)| < cosh(z), 2 € R, we obtain

% / A cosh( ) [(VUE)TC’(UE)Vua + (V’uE)T(J’(ua)V'uE} dz dt
Qr
< / (- Vu© + p' - V'u® + q(p—rS) - Vu®)(sinh( M) — sinh(Aup))| dz dt

Qr
4 / \gﬁ(uE)Q — pr|(cosh(Au®) + cosh(Aup)) dz dt
Qr

-~

<L

+ ﬁ /(VUE)TC(uE)VUE (cosh(Au®) + cosh(Aup)) dx dt
Qr
+ % /(VIUE)TC/(UE)V/UE (cosh(Au®) 4 cosh(Aup)) dz dt
Qr
+ % / |(div C)(u®) - Vu© + (div'C") (u®) - V|| sinh(Au®) — sinh(Aup)| dz dt
Qr

1
+ a/ACOSh()\uD) [(Vup) ' C(u)Vus| + |(V'uD)TC"(u5)V'u€|] dx dt
Qr
1
+ X / | cosh(Au®)(t) — cosh(Aug)| dz + / |u® cosh(Aup)up | dedt.
Q Qr

-~ -~

<Ls <Ls

N

Here we use the assumption that up € H'(0,T; L'(2)). Choosing A sufficiently large and
using Young’s inequality for some 6 > 0, we can further estimate

% / (A cosh(Au®) — P (cosh(Au®) 4 cosh(Aup))) (V) " C(uf)Vus dx dt

Qr ~~
=:k>0
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+ % /S)\ cosh(Auf) — (cosh(Au®) + cosh(Aup)))(V'u®) " O (u)V'u® da dt

i

g

QT =:k'>0

<L +L2+L3—|—/ |- Vu +p' - V'u® + q(p—rS) - Vu|| sinh(Au®) — sinh(Aup)| dz dt

Qr
+ % / |(div C)(u®) - Vu® + (div'C") (u®) - V'u®|(cosh(Au®) + cosh(up)) dz dt
Qr
+ % / A cosh(Aup) [ | (WD)Tg(uf)vuj +] (v’uD)ch*’(ua)v’uﬂ] dz dt
Qr <IICl2[Vup|[Vus| <[1C |2V up [V us]
<L +L2+L3+/(5|Vu5\2 + g(cosh(kus) + cosh(Aup))?) dz dt
Qr
+ /(5|V'u6|2 + g(cosh()\ue) + cosh(Aup))?) du dt
Qr
+ /(5(|Vu5|2+|V'u5|2) + %(|div C(u®)P+]div'C"(u®)|*)) (cosh(Au®) + cosh(Aup)) da dt
Qr

1 1 oL, e
+3 / A cosh(Aup) [chz(SWuD\? + 3V ) + [|C|o(5 |V up | + 8]V |2)] dz dt,
Qr

where [|-[|2 denotes the matrix norm defined by [|C|[| = supy,_; [Cz| and |-| is the euclidian
norm. For sufficiently small 6 > 0 the gradient terms on the right hand side can now be
estimated by the left hand side using the coercivity (H2) of C' and C":

1
3 /{om — 6[2¢ 4 2 cosh(Au®) + 2 cosh(Aup) + A||C||2 cosh(Aup)] }\V'zﬂz dx dt

Qr

1
+3 /{0//4 — 8[2¢ + 2 cosh(Au®) + 2 cosh(Aup) + A||C’[|2 cosh(Aup)] }\V’UE\Q dx dt

Qr
2
<L+ Lo+ L3+ / g(cosh(/\ua) + cosh(Mup))? dx dt
Qr

+ / %(|(div CY(u®)]? + |(div'C") (uf) [*) (cosh(Au®) + cosh(Aup)) dx dt,
QT

1 1 1
—|—5/)\cosh(AuD)[HCHgg\VuDF+HC||25|VUD\2 dx dt
Qr
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By Lemma 2, the right hand side is bounded and we conclude

/ﬂVﬁP+W%TNMﬁ§b
Qr

Due to Poincaré’s inequality we obtain the desired H'-bound. =
The main result of this section is the following theorem.

Theorem 5 Let (H1)-(H4) hold. Then there exists a solution u of (1) such that u—up €
L>=(0,T; L(Q)) N L*(0,T; Hy () and uw € H*(0,T; H1(L2)).

Proof. Let u® be a solution of (3), (1b), (1c). In view of Lemma 4, |[u|| 2 7510y 18
uniformly bounded and we can extract a subsequence u® (not relabeled) such that, as
e — 0,

u® —u in L2(0,T; H(Q)), (7)

using, e.g., [34, Theorem 21.D]. Since also [|uf|[ ;2o 7, z-1(qy) s uniformly bounded, again
for a subsequence which is not relabeled,

ué — uy in L*(0,T; HH(Q)). (8)
By Aubin’s lemma [32] we obtain
uf —u in L2(0,T; L*(2)), (9)

In order to pass to the limit as ¢ — 0 in the quadratic gradient terms of the truncated
approximate equation (3) we need the strong convergence of u¢ — wu in L(0,T; H'(Q)).
The proof of this result is the main step of the proof.

To establish the strong convergence of u® — u we use the so-called monotonicity method
of Frehse [15], extended here to parabolic problems. Let @° = u® —u and choose sinh(\a®),
A > 0, as a test function in the approximate problem (3):

(uf, sinh(\@®)) dt + % / A cosh(Aa®)(Va®) " C'(uf)Vus dx dt
Qr
/ A cosh(Aa®) (V@) T C" (uf)V'u® da dt
Qr
= /(u VU + V' +q(p—1rS) - Vu' — gﬁ(us)z + pr) sinh(\a®) dz dt
Qr

St~

_|_

DO | —

+ sinh(Au®) dx dt (10)

1 / (Vuf) " C(uf) Ve
2(p—1) ) 1+&(Vue)TC(us)Vue

T
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1 (V'ue) T C'(u)V'uf . e
5 / T4 e (V) O () Ve sinh(Aa®) dx dt

- % / (div C) () - Vi + (div'C")(uF) - V') sinh(AG) da dt.
Qr

The left hand side of this equation can be written as follows:

T T
/ut,smh (\af) dt+/ ug, sinh (Au®) dt—f-%//\COSh(/\ua)(VUE)TC(UE)Vua dz dt
0 0 Qr
+ % / A cosh(A@®)(V'a®) ' C'(uf)V'a® dx dt (11)
Qr
+% / A cosh(\i®) [(Vaf)TC(ua)Vu+ (V"&E)TC’(ua)V’u} dz dt.
Qr

We claim that the first term is non-negative. Indeed, let u’ € C([0,T]; H(Q)) be
sequence such that u® — win L2(0,T; HY(Q))NHY(0,T; H~1(Q)) as § — 0 and u’(0) =

Then
/T / (uf — u®); sinh(A(uf — u®)) dt

and letting 6 — 0 shows that

T
/ut,smh (Aa)) > 0.
0

The quadratic gradient terms on the right hand side of (10) can be estimated as

(Vud) T C (uf)Vue
1+ e(Vue)TC(uf) Vue
(V)T Cu)VEE + (Vu) " Cwf)Vu + (Va©) T O(wf)Vu + (Vu) " C(uf) Vi
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and likewise for the V' terms. Taking the modulus and choosing A sufficiently large, (10)
and (11) become

% / (- ﬁ) cosh(Na®) (Vir®) T C(uf) Vi da dt
Qr
+ % /()\ — 1) cosh(\a®) (V'@ " C' (uf) V"0 du dt
Qr
< / (- V@ +p' - V'@ + q(p—rS) - Vi) sinh(Aa)| dz dt
Qr
+ / (- Vu+p' - V'u+q(p—rS) - Vu— gﬁ(u€)2 + pr) sinh(\a®)| dx dt
Qr
+ 2|p1— 1 /|[(Vu)TC(u€)VuE + (V) " C(uf) Vu] sinh(A\af)| dx dt
Qr

1
+3 / [(V'u) O (uf)V'uf 4 (V'uf) T O (uf) V'] sinh(Aa®)| da dt
Qr

1
+

Y /|(VU)TC(u€)VU sinh(A\@®)| dx dt
Qr
+ % / |(V'u) " C'(uf)V'u sinh(\a®)| da dt

2lp

Qr

+ % / [[(div C)(u) - Va© + (div'C")(u®) - V'@®] sinh(\a®)| dz dt
QT

+ % / [[(div C)(u) - Vu + (div'C")(uf) - V'u] sinh(\a®)| dz dt
QT

1
3 / Neosh (A [| (Vi) TC(u) Vul + (Vi) ')V dir di
Qr

T
—|—/|<ut,sinh()\u5)>| dt
0

=14+ I, (12)

where we have used again |sinh(x)| < cosh(z), z € R.
We need to show that the right hand side of (12) converges to zero. In view of (9) and
since @¢ is uniformly bounded in L*(Qr), it holds

sinh(A@°) — 0 in L*(0,T; L*(Q)), (13)
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sinh(A@) — 0 in L*(0,T; HY(Q)),
which implies that Io, I5, Ig, Is, [1g — 0 as ¢ — 0. In view of (7) and (13), we obtain
Il — 0.

The treatment of the integrals I3, I, I; and Iy is more. delicate. In view of (9) and
since @° € L>(Qr) uniformly, cosh(Aa®) — 1in L*(0,T; L*(?)) and a.e. in Q7. Since Va*
is uniformly bounded in L?*(0,T; L*(2)), it holds for a subsequence (not relabeled),

V cosh(A\@®) — Vz in L2(0,T; L*(Q))
for some z. From identifying z = 1 it follows

V cosh(\a®) — 0 in L2(0,T; L*(2)).
Thus

/ (Vu) " C(uf)Vus sinh(\a®) d dt

Qr
:§ /(VU)TC(Ua)VCOSh(AUE) dz dt + /(VU)TC’(ua)Vu sinh(\a®) dx dt
QT QT

— 0 ase— 0.

All terms in I3, I, I; and Iy can be treated similarly showing that the right hand side of
(12) converges to zero as € — 0.
Employing the coercivity (H2) of C,C” and choosing A > 0 sufficiently large, we obtain

1in(1)/(|V7?f\2 + |V'@|?) dxdt < 0.
Qr

Thus we obtain
Vi© — 0, V'a® — 0 in L*(0,T; L*(Q)) as ¢ — 0,

which implies
uf —u in L*(0,T; H'(2)) as € — 0.

We can pass to the limit as ¢ — 0 in (3) and obtain the existence of a solution u of problem
(2). =

Remark 6 As the solution of (1) lies a posteriori in the space L>®(Qr), the regularity
assumptions on the covariance matrices with respect to u can be relaxed. Indeed, by

using a truncation argument by Stampacchia, it is not difficult to see that the hypothesis
C(S,t,-),C'(S,t,-) € CH(R) for all S,S’,t is sufficient.
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3 The Cauchy problem

We consider the Cauchy problem (1a), (1c) in Ry = R*% x (0,T). The L™ bound for the
solutions of problem (1) of section 2 depends on p — rS which is not bounded if S € R?.
Therefore, we need the following assumption.

(H5) I M > 0: sup(sg sery |1(S:t) — (S, 5, 1)S| < M.

This assumption can be interpreted as follows: the relative return p/.S tends to the riskless
interest rate r for large asset prices. This is known to be the case if the economic model
consists of a representative investor with decreasing relative risk aversion or of multiple
heterogeneous investors all of whom have constant relative risk aversion [4].

In the proof of Lemma 4 we made use of Poincaré’s inequality to obtain the H' esti-
mates. Since Poincaré’s inequality is of no use now, we still lack an L? estimate for an H*!
estimate independent of Q. It is provided by the following lemma.

Lemma 7 Let (H1)-(H5) hold and let u be a weak solution to (1) such that up = 0. Then
there exists a constant L > 0 (not depending on u) such that

||U||Loo(o,T;Lp(Q)) <L Vp<oo.

Proof. As u € L(Qr) and the L bound is independent of Q (because of (H5)) it suffices
to prove that

<c (14)

HUHLOO(O,T;Ll(Q)) 5

for some ¢ > 0, since then the result follows from interpolation. The idea of the proof of
(14) is to use a smooth and monotone approximation of the sign function sign(u) as a test
function in the weak formulation of (1).

Let 1 be convex and smooth such that

n(0) =0, 7(0)=0, n(z)=Iz[-05 for|z]>1

and define for § > 0

By construction of 7,
ns(u) < |u| and ns(u) — |u] a.e. in Qr.
Using dominated convergence this implies

ns(u) — |u| in L2(0,T; L'()) as 6 — 0.
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Use njs(u) as a test function in (2) to obtain

T
1 1
" @r 26 QT ;o
:/<“ Vut s Vit g(u = rS) - V) ny(u) dedi - /(%ﬁ(u)2 —pr) mi(w) dedt (15)

Qr o

! 1
by [ 0Oy i) et ) [ (T )

— Mu) Clw)vu ( g ]

Qr  <|IC(w)|2|Vul? Qr <0 w)|2|V"u)?
1
) /((div C(u)) - Vu + (div'C'(u)) - V'u) n5(u) dz dt.
QT

Since u € L2(0,T; H'(Q)) N L™(Qr), u; € L*(0,T; H~1()) and 1} is smooth it holds [34,
Prop. 23.20]

i(utaﬁé(u» dr = /Ué(U(T)) dr — /U&(Uo) dr.

Since |n;(u)| < 1, the right hand side of (15) is bounded independently of ¢ (and ) and
we obtain, after letting § — 0,

/|u(T)| dx — / lug| dz < c.

O 0

This yields (14) for some constant ¢ = ¢(7'). =

We are now able to prove the following theorem.

Theorem 8 Let (H1)-(H5) hold. Then there exists a solution u of the Cauchy problem
(1a), (1c) such that v € L*(0,T; H'(R“¥))) N L>(Ry) and w € H'(0,T; H~ (R¥)).

Proof. Let (Q”)n be a sequence of domains with smooth boundaries o satisfying Q" c
Ot and tending to R*? in the set-theoretical sense as n — oco. By theorem 5, in each
of the cylinders Q% := Q" x (0, T) there exists a solution u" € L*(0,T; HL(Q™)) N L>®(Q%)
satisfying u™(0) = wug|g.. Under the additional assumption (H5) the constants ¢ in the
proof of Lemma 2 are independent of Q”, implying that these solutions are uniformly
bounded in L*°, i.e., it holds
[u" ]| =@z < K

where K > 0 is independent of n € N. Furthermore, the estimates in the proof of Lemma
4 are independent of Q" if (H5) holds. In view of Lemma 7 we have for n > m

1™ L2072 @0my) < € (16)
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with ¢ independent of n, m.

We can extract a subsequence (u™™) of (u") that converges weakly to some u(™ ¢
L2(0,T; HY (™)) NL™(Q1) as n — oo. Following the lines of the proof of Theorem 5 we
can see that in fact u™™ — u(™ strongly in L(0,T; H} (™)) and therefore also a.e. in
Q7. We have the following diagonal scheme

utt ot W, . = = ulgy
u? w2 . u® = u|Q2T

3,3 3) _
uds, L = ul®) = ulgs,

More precisely, there exists a subsequence u™' of u™ that converges strongly to some u)
in L2(0,T; HY(Q")) (and a.e. in QL). Furthermore, from this subsequence, we can select
a subsequence u™? that converges strongly to some u® in L2(0,T; HL(Q2)) with u(2)|Q1T =
uM), etc. The diagonal sequence u™" tends to some u € L2(0,T; HL(R™)) N L>(Ry)
which is a solution to the Cauchy problem. m

4 Uniqueness of solutions

In this section let either Q C R4 be a bounded domain or ) = R+,

Lemma 9 Assume (H1)-(H4) and one of the following additional assumptions:
(H6) the matrices C = C(S,t), C' = C'(S',t) do not depend on u,
or

(H7) p < 1, the matrices 0C/0u, 0C"/Ou are positive semi-definite, the derivatives
I(divC)/du, d(div'C")/Ou are uniformly bounded with respect to S,t and S',t, re-
spectively, and ||0C/0ul|2, [|0C"/0u||2 are sufficiently small (more precisely, we as-
sume that (23) holds; see below).

If © = R we also assume (H5). Then the problem (1) has a unique solution in the
space of generalized solutions.

Proof. Let u be a solution of (1). We introduce the transformation u = p(v) = — In(e=E4v+
1/K)/A for some constants A, K > 0, which are chosen later. Using the test function
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¢ = 1p/¢'(v) for arbitrary ¢ € L2(0,T; HE(Q)) N L>(0,T; L>(Q)) in (2) yields

t

0= [t} di+ 5 [[(V0)Clot)Vo+ (4)Co(0) V'] dode

) o
_ %QZ [9;((;’)) (Vo) TC(p(0)) Vo + Z((:j)) (v’v)TO’@p(v))V'U]w dz dt

—QZ w’iv) [u Vo) + ' - Vip) +q(p —rS) - V(v) — %ﬁ(w(@f + pr} Y dx dt
- 2(p1_ DQ[ @,iv) (Ve ()T Clp(v) Viplv)  da di

; g@/ @,}v) (Vo))" C(0(0))VVip(v) ¥ dr it

" %Q/ ﬁ«div O)(e)) - Vip(v) + (div'C") (p(v)) - Vip(v)) ¥ da .

The transformed problem is of the form

—divg(a((S, 5, t, v, (Vo, V'v))) + b((S, 5"), t, v, (Vo, V'v)) = 0, (17)
with
: Clp()e
.08 = (e
b(3..0,8) =[~ AT Clp0) ~ (=) - 52 €T Clp(0) + v Clel)
+[- ;‘;,({;)) &7 o)) — i+ EeT o) + Saiv o) ¢
q
@( (3862 = 7).

where S = (5,97, £ = (£,¢)7 and divy = (dive,dive) is the vectorized divergence
operator.

Let uy,us be two solutions of (2) satisfying the same initial condition (1c) and set
u = u; —up and u = p(v). Using (v7)" = (max(0,v))", n € N, as a test function in the
equations satisfied by u; and us, respectively, and subtracting these two equations we get

0= / (vp, (V)" dt

0
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+ /n(v+)”_1(Vv+, V'or) - [a(S, L, ur, (Vuy, Viuy)) — a(S, £, ug, (Vug, V'ug))] da dt
Qr

+ /[b(g, t,uy, (Vuy, Viug)) — b(S, t, ug, (Vug, Viug))) (05" dz dt. (18)
Qr

The difference in a can be expressed as

(S t,uy, (Vug, V) — a(S, ¢, us, (Vug, VVug))

/

S tyruy + (1= 7)ug, (V(rur + (1 — 7)ug), V'(Tur + (1 — 7)ug))) dr

or
1 da IoNT
S t,ur, (Vur, Viu,))v + 85(5 t,ur, (Vur, Vu,))(Vo, Vo) ' | dr,

where u, = Tu; + (1 — 7)us and similarly for the difference in b. Using these expressions
n (18) we obtain

/(vt, ) dt +// Vit [@U + 8_(3 (Vo, V)T | dr dxdt
ov o€

Qr 0

// _“+ (Vo, Vo) ]('zﬁ)" dr dx dt = 0,

Qr 0

omitting the arguments, where 0b/ 85 is the vector containing the partial derivatives of b
with respect to £ and £’. Using (H2) this leads to

1
n+1

/ () (t) da

// )t a\V'UﬂQ + | VT2 + (Vol, Vo) - %v) dr dz dt
Qr 0

o [l

Qr 0

V'v*)] (vH)" dr dw dt < 0.
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Employing Young’s inequality with ¢ = min(a, a’)/2 we get

o / i des [ a0t - e+ o o]

-~
Qr 0 >0

/ n+1/ _c% )2_1_ ‘8b2+iﬁ2
ov 26 o 2en 0 2en | O¢’
0

T ~ /

] dr dx dt (19)

= (S7S,=t7£7§/=7-)

The idea now is to show that F(S,S’,t,&, &, 7) is bounded. This idea has been first
used by Barles and Murat [3]. In the case (H7) with covariance matrices depending on
u, we will make explicit use of the sign of (1 — p) to obtain the necessary estimates. A

computation leads to

0b
—(8,t,v,(Vv,V'v))
v
1og'y (Vo) O Velw) | (Vo) C'le() Vie(w)
=—5(Z)of EI0E ’ EIOE )
197 (TN EONT) | (Vo) ) ol
2¢ ¥'(v)? ¢'(v)?
P (5 (Telo) Clee) Tl + (Vo)) €0 Te(0)) (20)
- 5 (T G ()Telr) — (Vo) G (0 V()
(A o)) Wioto) + 2D () g0
+ 200 =19)" el r8) = s (Batet0)? — ).

recalling the definition 5%(p(v)) = (u — rS)"C~(¢(v))( — rS), and

e (5.8.0.90) == Z@)CI) Vo - 5= alp = 78) =~ Cle0) Tle)

23 ¢’
1
+ §div Cp(v)), (21)
ob . / 90” / / / l / 1. Il
a—é,(S,t, v, Vo) = — ?(U)C (p()V'v =+ Cp(0))Vip(v) + Sdiv T (p(v))
We want to obtain expressions in terms of the original variable u. Using
" /N 1
! — K — Au gp_ :_AAu g :_AQAU
Hlo)= K=t D)= —A () ) os = - Ak,
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we obtain from (20)

%(S, t,v,(Vov,V'v))
eAu 2 T I N\T Y ! TaC
:m [A ((Vu) C(u)Vu+ (V'u) C'(u)V u) + A((Vu) %(u)VU
+(vm)ﬁgguovmf-;%74vufcmnvu—(v@)%ﬂ@gvmy
+ %(ﬁ(VU)Tg—g(u)VzL + (V’u)T%—i(u)V’u + a(d(;zc) (1) Vi + a(dg’uc ) ()V'n)
)T () r9) + e (D) — o)
eAu
Zg}izgﬁﬂA”—E%TMVMWXMVU+@¥—JMV%VCWMV%
+mva%%va+mvmf%%wﬂmhm}
% 8(d;;0) (u)Vu + % 76(di({;/u0’) (u)V'u,

for some ¢ > 0 and using (H7) (in particular, we use here p < 1 since then 1/(1 —p) > 0).
For the last two terms we use Young’s inequality, for some § > 0:

1 a(div C) LaAv'ey, b
- it Sk > _
5 5u (u)Vu + 5 50 (u)V'u > 4:(|Vu| + [V'ul?) — ¢(9), (22)

where ¢(0) > 0 is a constant which depends on § and the L* norm of d(div(C')/0u and
d(div'C")/Ou. Now choose A? > max{1,1/(p — 1)}. In view of (H2) and (H6) or (H7),
respectively, we can estimate for sufficiently large K > 0 and sufficiently small § > 0,

b, .
a_(Sa t,v, (VU, vlv)) > 77|VU|2 + 77/|vlu|2 —C
v
for some n =n(a, K, A,d), 7 =n'(¢/, K, A,0) > 0 and ¢ > 0. Notice that u € L>®(Qr).

The derivatives (21) in the original variable

b, ¢ Ae 1 1,
a—g(S,t,v,VU) = K_eAuC(u)Vu—,u—q(u—rS) — EC(U)VU+§(d1VC)(U>,
ob 4 / Aet / / / / / L. el

a—gl(S,t,v,Vv) = K_eAuC(u)Vu—,u +C(U)VU+§(d1V ") (u)
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can be estimated as follows:

ob 2+ @
23 o¢’
e2Au 1 o2Au
< 2 2 - / 21w/, |2
_((K o oo 1>2>||(J(u)||2|Vu| + ((K e+ I @ EIV"ul
1 3 / 1 s ! /
+ (lpf? + ¢l —rSP” + Z\dWC(U)V) + (W) + 7 |dv'C (w)]*)
<Ly(|Vul® + [V'ul?) + Ly,

2

~

o2 (9,1,0,6) (8,t,v,€)

for some positive constants Ly = Li(A, K, p,||C||2,||C"||2) and Ly = La(A, K, q). Further

we can estimate
2
oo | (5 < | o+ |22 o

This implies

ac’
F(S,81,6,€,7) <~ Vul? — |V + e+ (| 0w + | S| 9a)
1 2 !
+ %—H(Ll(wm + V) + LQ).
Choosing n > L1 /(2¢ min(n,n’)) and assuming that
2 !
H @ B E HaC 2577 L;’ 23)
n

we conclude that F(S,5",t,£,&',7) < Ly/(2en) + ¢ and applying Gronwall’s lemma in (19)
yields v < 0 in Q7. This implies that u; —us = u < ¢ 1(0) = —In(1 — 1/K)/K A for all
sufficiently large K > 0. Thus, after letting K — oo, u; —uy < 0 in Q7. In a similar way,
we can use the test function (min(0,v))" for odd n € N to prove that u; — uy > 0 in Qr.
Hence u; = us in Q7 which completes the proof. m

Combining Lemma 9 and Theorem 5 yields the following theorem.

Theorem 10 Let (H1)-(H{) and either (H6) or (H7) hold. If Q@ = R™ we assume addi-
tionally (H5). Then there exists a unique solution to (1) such that u—up € L*(0,T; Hy (%))
NL>(0,T; L>(Y)), u € HY(0,T; H1(Q)).

5 Numerical illustration

In this section we present a numerical example showing the influence of the non-tradable
state variables on the value function. We consider the case d = 2 and d’ = 1, i.e. two
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risky assets Si, So and one non-tradable state variable S’ = S3. Thus we have to solve a
three-dimensional parabolic problem. We consider the following covariance matrices

~( 0.0457  —0.015,5, Vo )
51, 52) = (—0.018152 0.00552 ) C'(85) = (0:0555)

The returns are defined as the Ornstein-Uhlenbeck-type drifts

p1(Sh) ((6 —S1) +0.2)8
p2(S2) | = [ ((4—52) +0.1)5 |,
13(S3) ((4—53)+0.3)55

and the interest rate is set to zero. As an initial condition we choose ug(Si, S2,S3) = 0
which corresponds to the initial capital x = 1. The risk aversion parameter is taken to be
p = 0.5. We use quadratic finite elements and a standard Runge-Kutta time discretization
as provided by the FEMLAB package for MATLAB to compute the numerical solution.
We choose our computational domain as [2,10] x [2,6] x [2,12] and the time horizon as
[0,0.8]. We used approximately 23,000 3D elements to solve the problem (1).

Figure 1 shows the contour plots of the solution at times ¢ = 0.1,0.4,0.8 for various
values of the state variable S3. The solution (S7,.S2) — u(S1, Se, S5) has a local minimum
at S* = (57,9;) = (6.2,4.1), since the expected return of investments in the two assets is
zero at this point and the interest rate vanishes. The qualitative behavior of the solution
in the variable Si, S5 is similar for different values of S3. The variation with respect to
S is of the order of several percent. More precisely, for the values shown in Figure 1, the
maximal relative difference to the minimum S5 = 4.3 at time ¢t = 0.8 equals

sup |U(Sl, SQ, Sg, 08) — U(Sl, SQ, S;, 08)| ~ { 95% . Sg =2
(S1,52)€(2,10)x (2,6) |u(S1, S2,55,0.8)] 18% :S3=12.

For asset prices larger than S* the returns are increasing and hence the solution u, which
relates to the utility of the optimal portfolio, too. In that region the partial derivatives of u
with respect to S; and Sy are positive. Thus the optimal portfolio strategy H (S, Se, S3) =
(1 — p)~*(A — Vu) (the shares of the underlyings S; and Sy) has negative components for
sufficiently large asset prices. This indicates short selling for the optimal portfolio, which
is permitted in the model.

For asset prices smaller than S* the partial derivatives with respect to S; and S, are
negative and thus, the optimal portfolio strategy H has increasing components. This gives
informations on how to change the shares of the portfolio consisting of the two assets and

the bond.
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