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Abstract

‘We study the optimal financing and dividend distribution problem with restricted dividend
rates in a diffusion type surplus model, where the drift and volatility coefficients are
general functions of the level of surplus and the external environment regime. The
environment regime is modeled by a Markov process. Both capital injection and dividend
payments incur expenses. The objective is to maximize the expectation of the total
discounted dividends minus the total cost of the capital injection. We prove that it is
optimal to inject capital only when the surplus tends to fall below 0 and to pay out
dividends at the maximal rate when the surplus is at or above the threshold, dependent
on the environment regime.
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1. Introduction

The optimal dividend strategy problem has gained extensive attention. In the diffusion sett-
ing, many works concerning dividend optimization use the Brownian motion model for the
underlying cashflow process. In [1] the author extends the basic model by assuming that the
drift coefficient is a linear function of the level of cashflow, and in [2] the authors use the mean-
reverting model and solve the optimization problem. The authors in [6] considered the optimiza-
tion problem under the model where the drift coefficient is proportional to the level of cashflow
and the diffusion coefficient is proportional to the square root of the cashflow level. See [11],
[13], [18], and the references therein for optimization problems for the general diffusion model
where the drift and diffusion coefficients are general functions of the cashflow level.

An interesting and different direction of extension is to include the impact of the changing
external environments/conditions (for example, macroeconomic conditions and weather condi-
tions) into modeling of the cashflows. A continuous-time Markov chain can be used to model
the state of the external environment condition, of which the use is supported by observation in
financial markets. The optimal dividend problem with regular control for Markov-modulated
risk processes has been investigated under a verity of assumptions. In [14] the authors solved
the dividend optimization problem for a Markov-modulated Brownian motion model with both
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the drift and diffusion coefficients modulated by a two-state Markov chain. In [17] the author
solved the problem for the Brownian motion model modulated by a multiple-state Markov chain.

The optimality results in all the above works imply that distributing dividends according
to the optimal strategy leads almost surely to ruin. In [3] the authors proposed to include
capital injections (financing) to prevent the surplus becoming negative and therefore prevent
ruin. Under the Brownian motion, the authors in [10] investigated the optimal dividend and
financing problem, and in [5] the authors studied the problem with risk exposure control through
control of the reinsurance rate. The optimality problem with control in both capital injections
and dividend distribution in a Cramér—Lundberg model was addressed in [12]. In [16] the
authors solved the problem for the dual model with transaction costs.

The purpose of this paper is to investigate the optimal financing and dividend distribution
problem with restricted dividend rates in a general diffusion model with regime switching.
Under the model, the drift and volatility coefficients are general functions of the level of
surplus and the external environment regime, which is modeled by a Markov process. Similar
to the ‘reflection problem’, the company can control the financing/capital injection process (a
deposit process) and the dividend distribution process (a ‘withdrawal’ process). Both capital
injections and dividend payments will incur transaction costs. Sufficient capital injections must
be made to keep the controlled surplus process nonnegative and the dividend payment rate is
capped. This paper can be considered as an extension of the existing work on the dividend
optimization problem with restricted dividend rates for the diffusion models with or without
regime switching. The model considered is more general as it assumes that the drift and
volatility are general functions of the cashflows, and the model risk parameters (including drift,
volatility, and discount rates) are dependent on the external environment regime.

The rest of the paper is organized as follows. We formulate the optimization problem in
Section 2. An auxiliary problem is introduced and solved in Section 3. In Section 4 we
present the optimality results. A conclusion is provided in Section 5. Proofs are relegated to
Appendix A.

2. Problem formulation

Consider a probability space (2, ¥, P). Let {W;; ¢t > 0} and {&; t > 0} be respectively a
standard Brownian motion and a Markov chain with the finite state space 4 and the transition
intensity matrix Q = (g;;)i jes. The two stochastic processes {W;;t > 0} and {&;7 > 0}
are independent. We use {¥;; ¢t > 0} to denote the minimal complete o-field generated by the
stochastic process {(W;, &); t > 0}. Let X, denote the surplus at time ¢ of a firm, in the absence
of financing and dividend distribution. Assume that X is Fo-measurable and that X; follows
the dynamics, dX; = u(X;—, &) dt +o(X;—, &) dW; fort > 0, where the functions (-, j)
and o (-, j) are Lipschitz continuous, differentiable, and grow at most linearly on [0, co) with
w(0, j) = 0. Furthermore, the function w(-, j) is concave and the function o (-, j) is positive
and nonvanishing.

The firm must have nonnegative assets in order to continue its business. If necessary, the
firm needs to raise money from the market. For each amount of money raised, it includes an
amount ¢ of transaction cost and hence leads to an increase of 1 — ¢ in the surplus through
capital injections. Let C; denote the cumulative amount of capital injection up to time ¢. Then
the total cost for capital injection up to time ¢ is C; /(1 — ¢). The company can distribute part
of its assets to the shareholders as dividends. For each amount of dividend received by the
shareholders, there will be an amount d of cost incurred to them. Let D; denote the cumulative
amount of dividends paid out by the company up to time ¢. Then the total amount of dividends
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received by the shareholders up to time ¢ is D; /(1 +d). We consider the case where the dividend
distribution rate is restricted. Let the random variable /; denote the dividend payment rate at
time s with the restriction 0 < I; < I, where /(> 0) is constant. Then D, = f(; Iy ds. Both C;
and D; are controlled by the company’s decision-makers. Define &# = {(Cy, D;); t > 0}. We
call  a control strategy.

Taking financing and dividend distribution into consideration, the dynamics of the (con-
trolled) surplus process with the strategy = becomes

dX;T = (M(X;T_, El—) — l[)dt + U(X;T_, El—) th + dCl, t > 0.
Define Pre() = P( | Xo = .8 = i).Eqpl] = E[ | Xo = x.& = il F() =

P(- | & = i), and E;[-] = E[- | & = i]. The performance of a control strategy  is measured
by its return function defined as

Ry(x,i) =E. /Ooe_"’ i dt—/ooe_A’LdCt, x>0,ied, (2.1
’ 0 1+d 0 | -

where A; = fot 8¢, ds with 8¢, representing the force of discount at time s. Assume that
8 >0,i € 4.
A strategy m = {(C, Dy); t > 0} is said to be admissible if

(1) both {Cy; ¢t > 0} and {Dy; t > 0} are nonnegative, increasing, cadlag, and {¥;; ¢t > 0}-
adapted processes,

(ii) there exists an {¥;; r > 0O}-adapted process {/;; t+ > 0} with [, € [0, 1] such that D; =
Jo Is ds, and

(iii) X7 > Oforallt > 0.

We use IT to denote the class of admissible strategies.

Since {C;; > 0} is right-continuous and increasing, we have the following decomposition:
C; = C; + C; — Cy—, where {Cy; t > 0} represents the continuous part of {C;; t > 0}.

For convenience, we use X, X7, &, and (X™, &) to denote the stochastic processes {X;; t >
0}, {X7;t > 0},{&;t = 0}, and {(X], &); t > 0}, respectively. Note that for any admissible
strategy 7, the stochastic process X7 is right-continuous and adapted to the filtration {F;; t > 0}.

The objective of this paper is to study the maximal return function (value function)

V(x,i) = sup Ry(x,i), 2.2)

mell

and to identify the associated optimal admissible strategy, if any. Following the standard
argument in stochastic control theory [4], we can show that the value function fulfills the
following dynamic programming principle:

V(x,i) = sup B /tﬂdz—/t e dC, + e MV (XT, ET)
ren  LJo 1+d o 1—c T

for any stopping time 7.
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3. An auxiliary optimization problem

Motivated by [8], which introduced an auxiliary problem where the objective functional is
modified in a way such that only the ‘returns’ over the time period from the beginning up to
the first regime switching are included plus a terminal value at the moment of the first regime
switching, we start with a similar auxiliary problem. The optimality results of this problem
will play an essential role in solving the original optimization problem.

Throughout the paper, we define § = minjesd;, gi = —gi;, and oy = inf{r > 0: & # &o}.
Here, o1 is the first transition time of the Markov process &. For any function g: Rt x$ - R,
we use g’(+) and g”(-) to denote the first-order and second-order derivatives, respectively, with
respect to the first argument. We start by introducing two special classes of functions.

Definition 3.1. (i) Let C denote the class of functions g: Rt x 8 — R such that for each
j €4, g(, j)isnondecreasing and g(-, j) <[/§(1 +d).

(i) Let D denote the class of functions g € € such that for each j € 4, g(-, j) is concave and
(g(x, j) =gy, jN/(x—y) =1/(1 —c)for0 < x < y.

(iii) Define the distance || - || by || f — gl| = maxy>0,ies | f(x,i) — g(x,i)| for f, g € D.
Lemma 3.1. The metric space (D, || - ||) is complete.

Define a modified return function and the associated optimal return function by

. o] ltefA, o] efA, B
Rf,n<x,z)=E(x,i)[/0 C i [ —acite Amf(Xgl,sgl)},

x>0,ied, 3.1

Vi(x,i) = sup Ry (x,i), x>0,1i€4. 3.2)
mwell

Lemma 3.2. Forany f € C, V,Vy € C.

Note that the uncontrolled process (X, &) is a Markov process. Forany f € C andanyi € 4,
the following Hamilton—Jacobi—Bellman equation for the modified value function V¢ (-, i) can
be obtained by using standard arguments in stochastic control: for x > 0,

2 .
max{max (‘7 WD) e iy 4 e VA i) — 8 Vi (x i)—l—l(; Vi i)))
eon\ 2 T A A I+d 177))
’ . 1
Vf(x,z)— l—c}
—0.

Now we define a special class of admissible strategies, which has been shown in the literature
to contain the optimal strategy for the original optimization problem if there is one regime
only. Since the return function of the modified optimization includes the dividends and capital
injection in the first regime only, this problem can be considered as a problem to maximize the
returns up to an independent exponential time for a risk model with one regime. It is worth
studying the special class of strategies mentioned above to see whether the optimal strategy of
the modified problem also falls into this class.
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Definition 3.2. Forany b > 0, define the strategy 70l = {(C?’b, D?’b); t > 0} in the way such
that the company pays dividends at the maximal rate / when the surplus equals or exceeds b,
pays no dividends when the surplus is below b, and the company injects capital to maintain the
surplus at level O whenever the surplus tends to go below 0 without capital injection.

We now investigate whether a strategy 7%? with an appropriate value for b is optimal or not
for the modified optimization problem We start by studying the associated return functions.
For convenience, we write X*? = X 7’ throughout the rest of the paper.

Remark 3.1. (i) It is not difficult to see that 7%? is admissible and that both 7% and X% are
Markov processes.

(ii) For any function f € C and any i € 4, by applying the comparison theorem used to prove
the nondecreasing property of V (-, i) and V¢ (-, 7) in Lemma 3.2, we can show that the function
Rf,no,b(y i) is also nondecreasing on [0, 00).

Forany f € C,i € 4, and b > 0, define the operator + £ ,, by

o) ,

Afipg(x) = >

&) + (ux, i) = Dg'(x) — (5 +ql)g<x>+H—d+§qz,f<x )

The following conditions will be required for the main theorems.

Condition 3.1. The functions (-, i) and o (-, i) are the ones such that for any given function
f € D and any giveni € &, the ordinary differential equation Ay ; pg(x) = 0 with any finite
initial value at x = 0 has a bounded solution over (0, 00).

A sufficient condition for Condition 3.1 to hold is that both the functions w(-,i) and o (-, 1)
are bounded on [0, 00); see [9, Theorem 5.4.2]. However, this is far away from necessary.
For example, when (-, i) is a linear function with positive slope and o (-, 1) is a constant,
Condition 3.1 also holds, see [18, Section 4.4].

Condition 3.2. The function i/ (x,i) < 8; forallx > Oandi € 4.
Define for any function f € C andi € 8§,

LA +d)+ 34 f (00, ))
qi +6; '

fi = (3.3)

Lemma 3.3. Suppose that Condition 3.1 holds. For any function f € D, anyi € 4,

(1) the function Ry o0b(-, 1) for any b > 0, is a continuously differentiable solution on

[0, c0) to
% ")+ u(x, g () = 8 +a)g() + Y _qi f(x, ) =0, 0<x<b,
” (3.4)
(2 i) ") + (u(x, i) = Dg'(x) — (8 + qi)g(x) + ;q,-jf(x, =17
x>b, (35
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and .
g0+ = ——, lim g(x) < oo, (3.6)
1—c¢ X—00
and is twice continuously differentiable on (0, b) U (b, 00);
(ii) the function hy,;(b) := R}’no,b (b, i) is continuous with respect to b for 0 < b < oo.

Throughout the paper, we use (d~/dx)g(x, i) and (dT/dx)g(x, i) torepresent the derivatives
of g from the left- and right-hand side, respectively, with respect to x.

Corollary 3.1. Suppose that Condition 3.1 holds. Forany f € D,i € 8, andb > 0,

i) R fx00 (1) Is increasing, bounded, continuously differentiable on (0, 00), and twice
continuously differentiable on (0, b) U (b, 00) with

. 1 |d” . .
Ry 050+, 1) = l_—c|:d R, os(x, l)} T lim R 0p(x.0)
x=
and

d+ . 1 .
dx fJTOb(-x i) bzy?;Rf,no,b(xvl)Q
xX=

Gi) if R’ b(b i) =1/(1 +d) then Ry 705 (x, i) is twice continuously differentiable with
respect tox atx = b.

\;Ve use Ri 05 (0, 1) and R” L05(0,0) to denoteR 05 (0+.1) and R” 05 (0, ), respec-
tively.

Lemma 3.4. Suppose that Conditions 3.1 and 3.2 hold. For any fixed f € D, i € 4,
and b > 0, we have Rf 000+,1) < 0, and in the b > 0 case, Rf 0p(O0+,0) < 01if
R ou(b,D) < 1/(1=0)

Lemma 3.5. Suppose that Conditions 3.1 and 3.2 hold. Forany f € D andi € 4,

(1) R” L00(x,1) = 0 for x > 0, and in the b > 0 case, R”f.no.b(x,i) <O0forx > 0if
ﬂo.b(b» i)=1/(14d), and

(ii) for b > 0, ifR}’nov,,(b, i)>1/1+4d),
fﬂo,,(x i) <0 forxel0,b) and Rf 0s(b—,0) <0.
Let 1 be the indicator function. Define for any fixed » > 0 and any fixed = € II,

= inf{r > 0: X" > b}, (3.7)

Wiep(x, i)

T Aoy / T Aoy 1
= sup E¢ i |:/ L N P / e As
well 1 + d 0 1—c¢

+ e b anOb(X Ty 50)1{117 <o1} + e_Aal f(X(fl ’ Eﬂl)l{alfrg}]- (38)
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Theorem 3.1. Suppose that Conditions 3.1 and 3.2 hold. For any f € D, anyi € 4§, and

anyb > 0, if R'._,,(b,i) > 1/(1+d) then R',_,,(x,i) > 1/(1+d) for0 < x < b and
Fiad fomY

Rf,ﬂ(),h(x, i) = V{fﬁ;,(x, i) forx > 0.

We show in the following theorems that if b is chosen appropriately, the return function for
the strategy 7% coincides with the optimal return function of the modified problem.

Theorem 3.2. Suppose that Conditions 3.1 and 3.2 hold. For any f € D and anyi € 4,
(1) ifR/f,jTo,o((H‘» i) < 1/(1 +d) then Vy(x,i) = Ry 00(x, i) for x > 0; and
(ii) if for a fixed b > 0, R}.’ﬂo_b(b, i) =1/(1 +d) then Vy(x,i) = Ry ros(x, i) for x = 0.

Lemma 3.6. Suppose that Conditions 3.1 and 3.2 hold, f € D, andi € 8. Let R} 70,0 0,1)
denote R}JO,O (0+, 0). IfR/f,no,b (b,i) > 1/(1 +d) for all b > 0 then ’

Vi(x,i) = blgglo Ry op(x,i) forx =0.

Again we use R} 100(0, ) to denote R} 100(0+, 7). Define for any f € £ andi € 4,

00 if R/fﬂo,b b,i) > forall b > 0,

(3.9)

1
inf{b >0: R}’noyh(b, i) < l—f-_d} otherwise.

We show in the following that the strategy no'bif is optimal for the modified problem.
Theorem 3.3. Suppose that Conditions 3.1 and 3.2 hold. For any f € D and anyi € &,
(i) 0 < b/ < oo; and
(i) Vy(x,i) = Rf,y-[o’bif (x,1) forx = 0.

4. The optimality results

We use the obtained optimality results for the modified optimization problem to address the
original optimization problem. The starting point is to note that the optimal return function of
the original optimization V¢, when the fixed function f is chosen to be the value function of
the original optimization, coincides with the value function V.

Theorem 4.1. If Conditions 3.1 and 3.2 hold,
(i) Ved;
(ii) b/ <ooand V(x,i)= R, opy(x,0).
T

Theorem 4.2. Define ™ to be the strategy under which the dividend pay-out rate at any time t
is 11 xr*y» and the company injects capital to maintain the surplus at level O whenever the
surp}u§ tends to go below 0 without capital injection. If Conditions 3.1 and 3.2 hold then
V(x,i)= V™ (x,i),i € 8, and the strategy 7* is an optimal strategy.
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5. Conclusion

We have addressed the optimal dividend and financing problem for a regime-switching
general diffusion model with restricted dividend rates. Our conclusion is that it is optimal
to inject capital only when necessary and at a minimal amount sufficient for the business to
continue, and to pay out dividends at the maximal rate / when the surplus exceeds the threshold
dependent on the environmental state. This result is consistent with the findings for similar
problems under a simpler model configuration in the literature. For example, the optimal
strategy with restricted dividend rates is of the threshold type for the Brownian motion [15],
the general diffusion [18], and the regime-switching Brownian motion [17].

Appendix A. Proofs for Sections 3 and 4
For any i € 4 and b > 0, define the operator B by

2 .
. 0°(x, i) . . . .
Bg(x, i) = ———g"(x, D) + plx, Dg'(x. 1) = Sig(x. D).
Proof of Lemma 3.1. Consider any convergent sequence {g,;n = 1,2,...} in O with

limit g. Itis sufficient to show that g € O. Asforany fixedi and n, g, (-, i) is nondecreasing and
concave, so is the function g(-, 7). The inequality g(-, i) < ] /8(1 + d) follows immediately by
noting that g, (-, i) < 1/8(1+d). Itremains to show that (g(x, i) —g(y,i))/(x—y) < 1/(1—c)
for0 < x < y. Weuse proof by contradiction. Suppose that there exist xg, yo with0 < xo < yo,
and j such that (g(xo, j) — g(y0, j))/(xo — yo) > 1/(1 — ¢). Define

. ._l(g(xo,j)—g(yo,j)_ 1 )

_2 X0 — Yo 1—c

Clearly, &9 > 0. As g, converges to g, we can find an N > 0 such that for alln > N,
llgn — gll < eo(yo — x0). Therefore,

lgn (Yo, ) — &(yo, ) < eo(yo —x0) and |gu(x0, j) — g(x0, j)| < €0(yo — X0)-

As aresult,

&n(¥0, J) — gn(x0, j) = g0, j) — €o(yo — x0) — (g(x0, j) + €0(yo — X0))
= g(y0, j) — g(x0, j) — 2e0(yo — X0)
Yo — X0
l1—c

On the other hand, we have (g, (y0, j) — gx(x0, j))/(yo — x0) < 1/(1 —¢) (due to g, € D),
which is a contradiction. ]

Proof of Lemma 3.2. Noting that [, < [ and that o is exponentially distributed with mean
1/gi, and As = §;s for s < o7, the upper-bounds follow easily from (2.1), (2.2), and (3.2).

Fix x and y with y > x > 0. Let {X{;¢ > 0} and {Xty;t > 0} denote the surplus
processes in the absence of control with initial surplus x and y, respectively. We use 7* =
{(C}, Df): t = 0} with D} = fot [} ds to denote any admissible control strategy for the
process {X;;¢t > 0}. Noting that {C}'; ¢ > 0} is right-continuous and increasing, we have
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the following decomposition: C} = f(; ey ds + 2 o<, (Cy — C5_). Define §o = 0,41 =
inf{s > 0: Cy —C;{_ > 0or& #&_},and {41 = {s > £: Cf —C_ > Oor& # &_}
forn =1,2,.... Note that §; = &, fort € [¢,, {n41) and, hence,

dX7™ = (X g — F e dt + o (X7 E,) AW,
and

AX)™ = (X" ) — I+ eN)dt + o (XD &) dW,

fort € (&, ¢n+1),n = 0,1, .... By noting that Xx’nx =Xy =x<y= Xy = Xy’nx and
applying the comparison theorem for solutlons of stochast1c differential equat10ns (see [7D),
we can show that with probability 1, X" < X} ™ fort e [0, ¢1). Further, note that any
discontinuity of a surplus process is Caused by a jump in the associated process C* at the same
time and, hence,
Xo" =Xpl +(CL —CL <X T +(CL -G =X

with Probabﬂltxy 1. As aresult, by applying the comparison theorem on (1, £2), we can see that
X" < p.& o fort € (1, £2) with probability 1. Repeating the same procedure we can show
that Xx ™ < X; Y7 fort € (&ns Cn41] with probability 1. In conclusion, X < X; y,7 for all
t > 0 with probablhty 1. Therefore, 7* satisfies all the requirements for belng an admlss1ble
strategy for the risk process X* and, hence, Rfx(y,i) < Vy(y,i) and Ryx(y,i) < V(y,i).
Using this and (3.1), we can show that R 7~ (x,1) < Ry zx(y,1) < Vy(y,i). Similarly, we can
obtain Ryx(x,i) < V(y,i). By the arbitrariness of 7, we conclude that V¢ (x,1) < V¢(y,i)
and V(x,i) < V(y,i)for0 <x < y. O
LemmaA.l. Forany f € Cand i € 8, suppose that the function wy;: R x 8§ — R with
wgi(, j) = f(C,J)if j # i is bounded, continuously differentiable, and piecewise twice
continuously differentiable with respect to the first argument on [0, 00), and the function

wy,; (-, i) satisfies (3.4) and (3.5). Then for any w € I, there exists a positive sequence of
stopping times {t,; n = 1,2, ...} with lim,_, o T, = 00 such that

- “A
wrix, i) = E(x,i)|:e MANW i (XT noy ars Etanorar)
TAAG| AL A
+ f e Swfl(X,,,MW,sww)ds]
0

—E(x,i)[ Do e (X7 E) —wpi (X7 E0)

0<s<t,AO|AL

Ty NOINE A ~
+ /0 e (X7, ss_>dcs}.

_E ‘ Ty NOI AL —Asl X 1 1 d Al
(x,0) o wf,( &) — T+d (x7_>pyds|. (A.1)

Proof. The result follows by applying 1td’s formula to e ™A o174 (X ALl STaAGIAL)
The full details of the proof can be found in [19]. O

https://doi.org/10.1017/apr.2016.7 Published online by Cambridge University Press


https://doi.org/10.1017/apr.2016.7

A general diffusion model with regime switching 415

Proof of Lemma 3.3. (i) The existence of a [0, co)-continuously differentiable and [0, b) U
(b, 00) twice continuously differentiable bounded solution to (3.4), (3.5), and (3.6) can be
proven by constructing a general form of the solution from the sets of independent linear
solutions to (3.4) and (3.5), respectively, and then specifying the coefficients of the general
form using the continuity and differentiability of the solution at b and letting the solution satisfy
(3.6). Denote the solution by g ; (x). It suffices to show that Rf’,,o,b (x,7) = gp,i(x) forx > 0.
This can be done by defining wy,; by wy,; (x, j) = gp,i(x)if j =i,and wy,; (x, j) = f(x, j)
if j 5 i, and then applying Lemma A.1 with 7 there being set to 7%-? and using the properties
of the strategy 7%-?. The full details of the proof can be found in [19].

(i1) Note that, by (3.1),
Jim g i(x) = Hm Rpzon(x, i) = Ay,

where the second last equality follows by noting that given Xg = x, X?’h — 0o asx — 00
and, hence, C?’b — 0 as x — 00, and the last equality follows by noting that, given (Xg, &) =
(x, i), o1 is exponentially distributed with mean 1/g;, and using the definition of A 7; in (3.3).
So the constants K, K>, K3, and K4 are solutions to

Kivi(b; i) + Kava(b; i) + B1(b; i) = K3vs(b; i) + Kqva(b; i) + Ba(b; i),
K1v)(b; i) + Kavy (b i) + B(b; i) = K3v5(b; i) + Kavy(bs i) + By(b; i),
1
Kivi(0; 1) + Kovy (03 1) = 7=, K3v3(00) + K4v4(00) + Ba(00) = A

Note that the coefficients of the above system of equations are either constants or continuous
functions of b. Hence, K1, K, K3, and K4 are continuous functions of b, denoted by K (b),
K>(b), K3(b), and K4(b) here. As a result, the function hr;(b) = g,’%l.(b) = K1 (b)vy(b) +
K> (b)v5(b) + Bj(b; i) is continuous for 0 < b < oo. O

Forany f € C,i € 4, and b > 0, define the functions 4 and h by

hyipn(x) = (& +qi)Ry06(x, 1) — plx, i)R}Jo_h(x, i) — Z‘b’jf(xa J)

i
_ 1 , .
-1 T5d R 06 (X, 1) J1x=p), (A2)
hyin(x) = 8 +qi) R fp00(x, i) — pix, i)R/f’nO,b(x’ i) — Z%‘jf(x, J)
J#i

/1 _
- l(l—}—_d - R/f),,o‘b (x, l))l{x>b}-

Proof of Corollary 3.1. (1) The proof follows as a result of of Remark 3.1 and Lemma 3.3(i).
(i1) By Corollary 3.1(i) and Lemma 3.3(i), we have
d- , . 2hyip(b, Q) d+ . . 2hfipb, 1)
—_R , = lim —2>——=, —_ R , = lim —L—"" 7
|:dx 20 ”Lzb b o2(b, i) ax Rpa0 D] = 26,0
Noting that R},nﬁ«b(b’ i) =1/(1 4+ d), we obtain

] ' (x, 1) ] ! (x, 1)
R X, = R X, .
X frt? x=b X frt x=b
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For any sequence {y,}, define

f(ynﬂ.])_f(XV.])
Yn —X )

O

kpp(e, iz n]) = B + i — 1/ (e DR, o (6, D) = gy lim
J#i
Proof of Lemma 3.4. Throughout the proof, we assume that f € D,i € 4, and b > 0,

unless stated otherwise. We use proof by contradiction. Suppose that R”. 20, »(0+,0) > 0.
Since Ry o0(-, 1) is bounded, we can find a large enough x such that Rf 00(x,1) <

1/(0 —¢) = R, 20, o (0+, i), where the last equality is by Lemma 3.3(i). Hence, there exists
an x > 0 such that R/f’ 00(x,1) < 0. In the b > 0 case, note that R/f op O+, 1) = 1/(1 —

c) > R O,,(b i). So for b > O there exists an x € (0, b) such that R”, 0,,(x i) <0.
Define x| = inf{x > 0: R/; o0s(x,7) < 0}. Then x; > Oin the b = O case andx1 € (0,b) in
the b > 0 case, and for b > 0,

R;ﬁynO,h(xl, i)=0, R;ﬁ’n()‘b(x, i)>0 forx e[0,x)). (A.3)

As aresult, for b > 0,
. . 1
R/fﬂo,b(xv i) > R/f’no.b(o-i-, i) = T2 for x € (0, x1]. (A.4)

Write Rf’no,b,i(x) = Rf’no,b (x, 7). By Lemma 3.3, it follows that, for b > 0,
Af,i,be’ﬂo,b’i(x) =0 forx >0.
Therefore, by (A.3) and (A.2), it follows that, for b > 0,

2
hpip(x) =2 (;’Z)R; op(x,i) >0 for0 <x <ux,
2
o°(x1,1)
hyip(x1) = TR" 06 (x1,1) = 0.
Hence, for b > 0, we obtain
hrin(e,i) —hpip(xn,i
i@ 0 Zhpip@ )y (A5)

X — X1

Note that x; > b in the b = 0 case, and that x; < b in the b > 0 case. Therefore, we can
find a nonnegative sequence {x1,} with b < xy, < x; inthe b = 0 case, x1, < x; < b in
the b > 0 case, and lim, . o X1, = X1 such that lim,— oo (f (X151, j) — f(x1, )/ (X1n — X1)
exists. By replacing x in (A.5) by x1, and then letting n — oo on both sides of (A.5), we obtain
kpp(x1, 15 {x1n}) — (ux1, ) — 1p= 0})Rf o (x1, i) < 0, which combined with (A.3) implies
that

(X1ns J) = f(x1, /) . . .
(ZCIU nll)oof e J) 2 S0 _QiR}’no,h(xl’l)> + (W1 1) = 8) R op(x1.1) 2 0.

Xln — X1
J#

By this inequality, R f op(x1,0) > 1/(1 —c) (see (A.4)), and
lim f(-xln».])_f(xls.]) < (duetOfGJD)
n—o00 X1n — X1 l1—c

it follows that (u'(x1,i) — (Si)R}.’no’b (x1,7) > 0, which combined with (A.4) implies that
w'(x1,i) — 8 > 0. This contradicts the assumption that p'(x1, i) < §;. O
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Proof of Lemma 3.5. We consider any fixed f € O and i € 4 throughout the proof. We
first show that there exists a positive sequence {x,} with lim,,_, o, x, = oo such that, for b > 0,

R;«/»’ﬂo,b (xn,1) <0. (A.6)

Suppose the contrary: for some M > 0, R’ 0,,(x i) > 0 for all x > M. This implies
that R’ Oh(x i)> R 0,,(M+1 i)> R E),,(M i) >0 for x > M + 1, where the last
1nequa{1ty follows by tlfle increasing property of R fa0b (D) (see Corollary 3.1(i)). As aresult,
Ry 06(x,i) > Ry o0 (M +1,10) —i—R} opM+1,i)(x —M —1) for x > M + 1, which
implies that limy—.oc Ry 706(x,i) = oo. This contradicts the boundedness of R 05 (-, 1)
(Corollary 3.1(1)).

Write R 700 ;(x) = R ros(x,i). By Lemma 3.3, it follows that

AfibRy 0 (x) =0 for x > 0. (A.7)

(1) By Lemma 3.3 and Corollary 3.1, we can see that R fa0b i () is twice continuously dif-
ferentiable on [0, co) with the differentiability at 0 referring to the differentiability from the
right-hand side. By noting that Rf 0b, (b) 20.b b,iy=1/1+d)<1/(1—c)forb >0
and Lemma 3.4, we have

R/;',no.b,i(0+) <0 forb=>0. (A.8)

We use proof by contradiction to prove the statement in (i). Suppose that the statement
in (i) does not hold. Then there exists a » > 0 and a yo > 0 such that R;ﬁ os ;(0) =
R 206 (0, 1) > 0. Let {x,} be the sequence defined as before We can find a posmve integer
N such that xy > yo. By noting that Rf 0b, (xN) f 0 (XN, 1) < 0 (due to (A.6)), (A.8),

and the continuity of Rf L0 ; (), we can ﬁnd ¥1, y2 with 0 < y1 < yo < y2 < xn such that
R;’no,h()ﬁv i) =0, R;’no.b()’z, i)=0, f 0s(x,0) >0 forx € (y1,y2). (A9)
Hence,
R}’no,b’i()@) > R},ﬂo,b’i()’l)- (A.10)

From (A.7) and (A.2), it follows that — (o2 (x, i)/2)R;Q 20 l.(x) =hygp,i(x) for x > 0. Note
that for x > 0, 1{x>p) = 1{x>p} in the b = O case, and that in the b > 0 case, 1/(1 +d) —
R’f iy (b, i) = 0 and, hence,

- 1 1 .
l(—l T4 fn(”’(x l))l{x>b} = l(l +d }’UO,b(x’ 1)>1{x>b} for x > 0.

Therefore, forx > 0, (62(x, i) /2)R 20.b (x,i)=nh £.i,b(x), which combined with (A.9) implies
that, for x € (y1, y2),

_ o2(y1, i) o2(x,i)

hrip(y1) = +R//ﬂ0h()’l, i)=0< T~ fn()b(x i) = hfl b(x), (A.11)
2 . 2

— o“(y2,1) . o(x,i)

b2 = TSR] (i) = 0 < TZERY oy i) =hpip(). (AL2)

Let {y1,} and {y>,} be two sequences with yy, | y; and y>, 1 y» as n — oo such that

. SO, ) — fOr, J) . S J) — fO2, )
lim and lim
n—>0o0 Yin — )1 n—>00 Yon — Y2
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exist for all j € 4. It follows by (A.11) and (A.12) that

hiibin) — hpin(yn) - 0> hgib(yan) — Ef,i,b(yZ)‘
Yin — V1 Yon — Y2
By letting n — 00, we obtain
krp(y1, i {yin}) — m(y1, i)R},,o,b(yl, i)+ I_R;’ﬂo_b(yla D1y >py =0,
kpp(2, i {yan)) = w2, DR o, (v2.0) + IR 04 (32, )1{yy5) < 0.
Therefore, by noting that R Los(1, 1) =0= R nOb(yz, i) (see (A.9)), we have

kf,b(}’l» Ay} =0 = kpp(y2,is {yan}). (A.13)

On the other hand, note that 0 < §; +¢q; — ' (y1,1) < & +¢q; — 1/ (y2, i) (due to the concavity
of u(-, i), R},no,b()’l, i) < R;c’n—(),b(yZv i) (see (A.10)), and

. f(ylna.l)_f(ylvj) . f()’vaJ)_f()’Z’J)
lim > lim
n—>00 Yin — Y1 n—00 Y2n — Y2

(due to the concavity of f(-, j)). Asaresult, kzp(y1,i; {y1n}) < kysp(y2,1; {y2n}), whichis a
contradiction to (A.13).

(i1) We distinguish two cases:

(a) R;’n(),h(b_‘_’ i)>0;

(b) R o, (b+, 1) <0,
(a) Suppose that R Los(b+,i) > 0. By (A.6), we can find N > O such that xy > b
and Rf o (XN, 1) < O Then by the continuity of the function Rf 0 (-, 1) on (b, 00) (see
Corollary 3.1(i)) we know that there exists a y» € (b, xy] such that R;ﬁ 0 (¥2,7) =0 and
R” 105 (x, 1) > 0 for x € (b, y2). We now proceed to show that R 405 (b—, 1) < 0. Suppose

the contrary, i.e. Rf o (b—, i) > 0. By noting that R’}f o0 (0+, l) < 0 (see (A.8)), it follows

that there exists a y; € (0, b) such that R? 0s(1,1) =0, and Rf op(x,7) > Oforx € (y1, b).
In summary, (A.9) holds for x € (y1, y2) — {b}. Repeating the argument immediately below
(A.9) in (i), we obtain a contradiction.

(b) Suppose that R;ﬁ 0 (b4,1) < 0. By (A.7) and the assumption Rf 0p (b, 1) > 1/(1+d),
it follows that

2h i ’ ] . 2h [ N |
RN nOb(b i) =lim M M

1
xth o2 (x, i) xlb 02(x,i) = R} 04 (b+,1) <0. (A.14)

We now show that R”. L0b (s 0) = 0forall x € [0,b). Suppose the contrary. That is, there
exists some x € [0, b) such that R;ﬁ 0. (x, i) > 0. Then by noting that Rf 05 (04, 0) <0 (see
(A.8)) and R;ﬁ 0 (b—,1) < 0 (see (A.14)), we can find y; and y, with 0 < y; < y» < b such
that R” 0o, 1) =0, Rf 0s(¥2,1) =0, and R;ﬁ’novb(x, i) > 0 for x € (y1, y2). Repeating
again the argument immediately after (A.9) in (i), we obtain a contradiction. O

From now on, define forany f € Candi € 4 the functionwy;: Rx 8 — Rby wy;(-,i) =
Rf;”o,b(-,i) andwy,; (-, j) = f(, jif j #i.
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Proof of Theorem 3.1. Note that 7] = 0 given X7 > b. Hence, it follows from definition
(3.8) that

Wip(x,i) = sup B[R 706(XG . 80)] = Ry po6(x,i) forx>b, b=0. (A.l5)
mell

We consider the b > 0 case. By Lemma 3.5(ii) we know that R”, L0p(X, 1) < 0 for x € [0, b),
and R; 0 (b—, i) < 0. Therefore, by Corollary 3.1(i), it follows that

1 . . . 1
e R’fﬂoyb(O—}—, i) > R/f’no_,,(x, i) > R}’no,b(b, i) > T34 forO <x <b. (A.16)

By Corollary 3.1(i) and Lemma 3.3, we know that w; (-, j) satisfies the conditionsin LemmaA.1.
Then by applying Lemma A.1 we know that for some positive sequence of stopping times
{ty;n = 1,2,...} with lim,,_, o 7, = 00, (A.1) holds. By letting ¢ in (A.1) be tlf A t,
noting that X7 — XI = Cy; — Cy— > 0, and that given (Xo, &) = (x, i), X7_ € [0, D), and
wi (X7, &) = Ry 700 (X7_.,i)fors <oy AT, we have

X7 — X7 rnAol/\rlfAt e_Af B rn/\zrlArIfAt e_AS
Y e M .- | ac.
1—c 0 1—c 0 1—c

0<s<THACIAT] At
Using (A.16), we derive that forany 7 € I1, 7 > 0,and 0 < x < b,

Ty ATIAT) AL lse—AJ T ATIAT) AL e As
Eq i ds — dcC
() Uo 1+d /0 I—c °

—A b4
te TR AT AT)y AL w; (in/\a]A‘[gAt’ é‘[n/\o’l/\‘[g/\t)}
< Rfyno,b (x,1). (A.17)

Note that the functions R f,jTO,b(', j)and f(-, j), j € 4 are all bounded. Hence, the functions
wi(-, j), j € 4 are also bounded. By letting 7, — oo and t — oo on both sides of (A.17),
using the monotone convergence theorem, the dominated convergence theorem, and noting that
due to & = &g for 0 < s < o1, we have

—A7 gy
E(X»i)[e b lwf,i(X;TbﬂAgla ’gr}’fmn)]

=Nz _
= IE(x,i)[e b Rf,novb (b’ ";:0)1{1'1’; <o} +e Aoy f(Xol s fal)l{dlgr,f}]
and that 7 is an arbitrary admissible strategy and (3.8), we can conclude that
Wirp(x, i) < Ry ron(x, i) forO <x <b. (A.18)

Note that { (X?’b, &);t = 0} is a strong Markov process and that by the Markov property, it
follows that

TZO’b/\Ul l_e—As ‘L’;]TO’b/\U] e—Ax
Rf’n(),b(x,l) ZE(X’i)['/O\ ml{X?be} ds —\/0 1 _chs

0,b
—8(t " Aop) 0,b
+ e %% Rf’n.O.b (Xr,’fo’bmr. , Er,fo’b not )i|
< Wgp(x,i) forx >0, (A.19)

where the last inequality follows by noting that 7% € T and definition (3.8). Combining
(A.15), (A.18), and (A.19) completes the proof. O
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Proof of Theorem 3.2. We first show that

1
R},no,b(x, i) < R}’no,b(b, i) = 174 forx > b, b > 0. (A.20)
By Lemma 3.5(i), it follows that R/f’ 0.0(x,1) < 0forx > 0. Asaresult, (A.20) holds forb = 0.
Now suppose that b > 0. By Lemma 3.3(i), we know that R ,,(O-i- i)=1/(1 —c¢). Since

f 0s(b, 1) = 1/(1+d), it follows by Corollary 3.1(ii) that R JELC i) is twice continuously

differentiable on [0, 0o) and by Lemma 3.5(i) that R’ 0, »(x, 1) < 0forx > 0. Hence, (A.20)
also holds for b > 0, and

O+,i) > R (x,i)> R (b,i) = L forx € [0,b]. (A.2])

1—¢ f()b fOb f(”” 1+d

Using (A.20) and (A.21), and noting that I> Il; for s > 0, we obtain, for b > 0,
T / T 1 T
ll{X;’zh} Rf’ﬂ(),b(Xs—vl)_ l—i—_d — 1 an()h(Xy_’l)

= = I)Uxz=p R op (X7, 0) —

l_—lsl o ] s
1+d X207 17y 1+d
I
__ b A22
1+d (A.22)

[ g LT =b) — s xg <o) R 0 (X7 1)
l

=<

Lixz>p) — Lixz <p)

By (1 LZO) agaill, we ()btall‘l
| b4 ) < >— A.23
f’ 0,b (;(5 l) — 1 c fOI b 0, X > b. ( )

Further, note that for » > 0 and any ¢ > 0,

E(X,i) |:/ _A Rf Ob(X;Tv &) dés
O<s<o|At

+ Y C_As(Rf,nOJ’(X;TV%-S)_Rfvﬂo’b(X;T’Ss))}

O<s<o|At

(71/\),‘ —
<Eun» [f Xf)]
0

O<s<oAt

—A

e N
= E(x,”[ > — dCS:|, (A.24)

O<s<o|At

where the last inequality follows from (A.21), (A.23), dC, > 0, X —XF =C;—C4- =0,
and dC; = dCs + C; — C—

From Corollary 3.1(i) and Lemma 3.3 we know that the conditions in Lemma 3.3 are satisfied
by w; (-, j). By applying Lemma A.1 we know that for some positive sequence of stopping
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times {t,; n = 1,2, ...} with lim,,_, 5, T, = 00, (A.1) holds for any 7 € I, any b, t > 0, and
any n € N. By using (A.1), (A.22), and (A.24) (setting t =t A T1,), We arrive at

OIALAT, lqe_AS OIALAT, e_AA'
R: os(x,i) > E(; - ds —
prsateii) = B | 7 B [

—A T
+ e TanAm W{i (Xo'] ALAT,? 50'] /\IAT,I)} for b > 0.

dC,
1—c¢

By noting that the functions R ;0»(-, i) and f(-, j), j € & are bounded, letting 7 — oo and
then n — o0, and then using the monotone convergence theorem for the first two terms inside
the expectation and the dominated convergence theorem for the last term, we obtain, for b > 0,

) o1 lse_As o1 e_AX A
Rf’n(),b(x,l) zE(x,i)[/o 74 ds—/o I dCs +e “lwf,i(Xgl,EU,)].

By noting that wf,(XJ] €0 = f(XU1 ,€5,) given & = i, the arbitrariness of 7, and the
definition of V¢ in (3.2), we conclude that Rf’no,b (x,i) = Vy(x,i) for x > 0. On the other
hand, R For0b (x,i) < Vy(x,i) for x > 0 according to the definition (3.2). Consequently,
Ry qop(x,i) = Vy(x, i) for x > 0. O

Proof of Lemma 3.6. Recall that ;' is defined in (3.7). By Theorem 3.1, it follows that for
any large enough b and any x > 0,

Rf’ﬂo,b (x,1)
= Wgp(x,i)

OIAT) l e—A: SN C_AS
= sup . )[/ i ds —/ dcy
well +d 0 I—c¢

+ e rb Rf 710b(b %_0)1{'(,, <ot} + eiAﬂl f(Xo'l 5 501)1{0151’;’}}

5 TINT, lxe—AX TINT, e—As A, .
= =L Ta &), TG e (G f )bz |-

Note that limj_, o 7j/ = oo and that f is bounded. By letting b — oo on both sides, then
using the monotone convergence theorem twice, and then the dominated convergence theorem,
it follows that

gl lse*As a1 e*AV A
li fR > E ds — dC “he f(XT
1m1n frn(x,1) = ;22 (x,)|:/0 i /(; - +e " f(XT, EGI)}

=Vr(x,i) forx >0.

This combined with the fact that R £w0b (x,i) < Vy(x,i) for x > 0 completes the proof. [

Proof of Theorem 3.3. (1) That bf > 0 is obvious by the definition. We need just to prove
that b < 00. Suppose the contrary Then by (3.9), we have R’f op (b, i) > 1/(1 +d) for
all b > 0. Hence, it follows by Lemma 3.6 that V¢ (x,i) = hm;,_>OO R o5 (x, 1) for x > 0.
For any b > 0, by Theorem 3.1, we know that R’ op(x, 1) > 1/(1 +d) forx € (0, b], which
implies that Rfﬂob(x i) > anob(o i+x/(1 +d) for x € (0, b]. Hence, for any x > 0,
we can find a b > x such that V¢(x, i) = Ry op(x, i) > Ry 05(0,i) +x/(1 4 d). Hence,
limy 00 Vy(x, i) = +00, which contradicts Vy(x, i) < 1/8(1+d) for x > 0 (see Lemma 3.2).

(i1) This follows as a result of the proof of Theorem 3.3(i) and Theorem 3.2. O
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Proof of Theorem 4.1. (i) Define an operator by #(f)(x,i) = R r(x,i). By apply-
fom
ing the results about R obf obtained in Section 3, we can show that # is nondecreasing and
ST i

a contraction on the complete space (D, || - |[|). Using the monotonicity of & and the fixed
point theory, we can show that lirnn_zoo P (gr) =V = limy_ 00 P (g1) = limy— 0 P"(g2),
where g1(x,i) = 0 and g2(x,i) = [/8(1 + d). As aresult, V € D. The full details of the
proof can be found in [19].

(ii) The results follow from the proof of Theorem 4.1(i) and Theorem 3.3. (Il

Proof of Theorem 4.2. Note that bl.V < oo forall i € 4. We now define an operator @ by
A(f)(x,i) = Rf osv (x,1). We can show that @ is a contraction on (C, || - ||), and both V
T i

and R+ are fixed points in (C, || - ||). By the fixed point theory, we conclude that V = R .
The full details of the proof can be found in [19]. O
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