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Abstract

We study a renewal theory approach to perpetual two-state switching problems with
infinite value functions. Since the corresponding value functions are infinite, the prob-
lems fall outside the standard class of problems which can be analyzed using dynamic
programming. Instead, we propose an alternative formulation of optimal switching the-
ory in which optimality of a strategy is defined in terms of its long-term mean return,
which can be determined using renewal theory. The approach is illustrated by examples
in connection with trend-following strategies in finance.
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1. Introduction

Optimal switching theory treats the problem of finding an optimal sequence of switching
times for a stochastic process with different regimes. In the classical formulation of optimal
switching theory, the performance of a switching strategy is calculated as the expected value
of the sum of its future (discounted) revenues, and a strategy is optimal if no other strategy
performs (strictly) better. Most studies of Markovian stochastic optimization problems rely on
the dynamic programming principle, so that the value function is expected to satisfy the cor-
responding Hamilton—Jacobi-Bellman equation. However, use of the dynamic programming
principle requires a finite value function, which is not always the case for optimal switching
problems exhibiting mean reversion. One way to guarantee a finite value function is to impose a
finite time horizon; see, e.g., [9] and [8] for studies of trend-following strategies in this setting.
While a finite horizon is justifiable in many applications, the assumption leads to (coupled)
parabolic variational inequalities which lack explicit solutions. Another common approach is
to impose large discount rates as in, e.g., [3], [6], and [10]. One should note here that, from a
financial point of view, these large discount rates do not necessarily represent the loss of value
due to depreciation of one unit of currency, but should rather be viewed as a way to model the
opportunity cost of an investment, or, alternatively, to model the utility of the optimizer.
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2 E. EKSTROM ET AL.

In the present paper we propose a scheme based on renewal theory to study optimal strate-
gies in two-state switching problems with infinite value. Since the value is infinite, optimality
of a strategy cannot be defined in terms of the value function. Instead, we define optimality
in terms of the growth rate of the expected value of the corresponding value function. The
scheme is suitable for perpetual problems which exhibit time homogeneity, thereby allowing
the search for optimal strategies to take place in the subclass consisting of time-homogeneous
strategies. Given such a time-homogeneous strategy, renewal theory allows us to calculate the
limiting growth rate, as the horizon tends to infinity, of the value function in the finite horizon
problem. A strategy is then referred to as optimal if it yields the maximal limiting growth rate.

The maximization of long-term growth rates has been studied in various stochastic opti-
mization problems. In the seminal paper, Kelly [13] introduced the exponential rate of growth
of capital as a measure of the performance of a gambler’s strategy. The fraction of wealth that
should be bet in order to maximize the exponential rate of growth is now known as the Kelly
strategy or the Kelly criterion. In [7], the long-term growth rate of a portfolio choice problem
under incomplete information about the underlying model is optimized, and in [1] a portfolio
problem with transaction costs is studied with a similar performance criterion. In [4] and [12],
stationary versions of the stochastic control problem to track a Brownian motion by a process
of finite variation were considered. An optimal switching problem arising in connection with
pairs trading has been studied in [16], where renewal theory was used to determine optimal
stationary strategies.

In the current paper we consider the maximization of long-term growth rates of two-state
switching problems; here it is natural to distinguish between two different quantities. Firstly,
we consider switching problems in which the objective is to maximize the growth rate of
the expected value of the underlying strategy; these are connected with a problem in two-
dimensional multiplicative renewal theory. To the best of our knowledge, the renewal theory
approach to such problems has not been used before. One contribution of the current paper
is to show that the growth rate for a given strategy can be determined using exponential
martingale theory. Secondly, we also consider switching problems in which the objective is
to maximize the expected growth rate generated by the underlying strategy as in [16]; these
are closely connected with classical additive renewal theory, in which the long-term expected
growth rate is simply given as the quotient of the expected performance over one cycle and the
expected length of a cycle. This additive version of these switching problems is typically more
explicit than the multiplicative version; moreover, the additive version serves as a bound for
the multiplicative case.

The paper is organized as follows. In Section 2 we introduce ideas by discussing a switching
problem in connection with a trading problem in the presence of a mean-reverting exchange
rate. In Section 3 we describe the general procedure of our scheme from a renewal theory point
of view. In Section 4 we return to the example with a mean-reverting exchange rate, and in
Section 5 we study switching problems appearing in trend-following models under incomplete
information. Finally, in Section 6 we make a few concluding remarks about the renewal theory
approach to optimal switching.

2. A motivating example: trading in a mean-reverting exchange rate

In this section we introduce and discuss a motivating example of an agent trying to maxi-
mize her profits from trading in a mean-reverting exchange rate. This example naturally leads
to a multiplicative and an additive version of a problem in two-dimensional renewal theory,
which are studied in Section 3.
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2.1. A switching problem in connection with mean-reverting exchange rates

Assume that the exchange rate between domestic currency and foreign currency is given by
U(t) = eX", so that the cost of buying one unit of foreign currency at time 7 is U(). Here, X is
a mean-reverting Ornstein—Uhlenbeck process satisfying

dX(t) = —BX(1) dt + o dW(7)

for some constants 8 > 0 and o > 0 and a standard Brownian motion W. Moreover, assume that
a multiplicative transaction cost (slippage cost) € € (0, 1) is paid each time foreign currency is
bought, whereas domestic currency can be bought free of charge.

Remark 1. The assumption that the level of mean reversion of X is 0 is made without loss of
generality. Indeed, if instead U(f) = X with

dX (1) = (a — BX(1) dt + cdW(r),

then the cost U(¢) := e~*/ U(t) of buying e~*/# units of foreign currency is of the form spec-
ified above. Consequently, this more general setup is included in the analysis after a simple
scaling argument. Similarly, the assumption of asymmetric slippage costs is imposed only for
notational simplicity and can easily be relaxed.

We consider an agent who has an initial wealth 1 in the domestic currency, and who wishes
to maximize her profit by trading in the foreign currency. The agent follows a trading strat-
egy given by a sequence 0 =:y) <711 <y <170 <y <--- of stopping times (with respect
to X), with the interpretation that the agent has all her capital invested in domestic currency
between y;—1 and 1z, and all her capital in foreign currency between tx and y,. Denoting by
n(T) = max{k : yx < T} the number of completed cycles before time 7', the expected outcome,
measured in domestic currency, of this strategy is

n(T)

U
Ttk )2, T) = E[l{r,,mﬂmﬂ "D 1] Jre)
k=1

U(t)

oy UMD f—Tf U(n)}_
Utury+1) ;) Ut

Here, the first term in the expected value corresponds to the situation in which the agent has

her capital in domestic currency at 7, and the second term corresponds to the case when all

capital is in foreign currency.

Using standard methods involving dynamic programming, the problem of finding an opti-
mal strategy can be reduced to the study of a related system of coupled variational inequalities.
Since the only time dependence is through the time left to 7', one expects switching boundaries
that flatten out as the time horizon T increases. Due to the parabolic nature of these variational
inequalities, however, there is little hope of finding an explicit solution, and one has to resort
to numerical methods to determine these boundaries and their limits (if they exist). Also note
that a perpetual version of the above switching problem would have an infinite value. Indeed,
for any pair (a,b) witha<band b —a > In ﬁ, the strategy given recursively by

+ 1{Tn(T>+| ST}(I -

v0=0,
o :=inflr = v, 1 X(1) < a), (1
v = inf{r > ¢ : X(t) > b}, )
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k> 1, gives a multiplicative reward (1 — &)e?~? > 1 over a cycle of the process X from a to
b and back to a, and since the number of such cycles is infinite, the value of the perpetual
problem would be infinite.

As aremedy to the problem with an infinite value function, we instead suggest looking for a
strategy that maximizes the growth rate of the expected value. Utilizing the time-homogeneous
nature of the problem, it suffices to optimize over time-homogeneous strategies of the form
{(z2, yk“h Mo |» Where r,fh and y,fb are defined as in (1) and (2). For such a strategy, define the
corresponding value V?(T) of the switching problem with horizon T by

n(T)

ab
V“"(T)::E[ (e, — ey H U(V )}
k=1

nab (TH

ab T

nl_([) U(Vkab):|
U(zf®)

( "b(T)+l) k=1

a u((r
+E[1{Tab <T}(1 )n b(T)-’rl ( )

ab(r)+1

_ ab
E[l{r (@ — )y <T>]
”b<T>+1

+E[ 1,

nab (T)+1

1) ((1 = )=y D1 — g)eXDa ],

where n®(T) = max{k : y,fb < T}. Due to the multiplicative nature of the problem, it is rea-

sonable to believe that the value V*(T) grows exponentially in T, and we define A% :=
ab

lim7r_ 00 M to be the asymptotic growth rate (if it exists). The optimal growth rate of

the expected value is then defined as A :=sup,_, A and solving the switching problem
amounts to finding both A and a pair (a, b) such that A = A%,

2.2. The expected growth rate

As arelated problem, one may also consider the problem of maximizing the expected growth
rate. In the exchange rate example, the expected growth rate of a time-homogeneous strategy
(T, v, s

nab(T)
(T .= ?E[ ; (In (1 — &) + X () — X(z{))
+ l{rll‘?b(T)+l<T}( ln (1 - 8) +X(T) X(T ab(T)+l))]
_In(l—&)+b—

[ ab(T)] + E[l{ gy (n(l _8)+X(T)_a)] 3

T na (T)+1—
and we define A% :=limy_, oo A%?(T) (again, if it exists). To solve the problem of maximizing
the expected growth rate, we need to determine both A :=sup,_,, A0 and a pair (a, b) such that
A =29,

In both problems described above, if the difference b — a is large, each cycle of the process
X yields a large reward (a multiplicative reward (1 — £)e?~% in the first case, and an additive
reward In (1 — &) + b — a in the second case), but, on the other hand, it will take a long time
to complete each cycle. Hence, the agent faces a trade-off between size of rewards and time
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between them when constructing an optimal strategy. In the sections below we give the solution
of the above problems using renewal theory.

Remark 2. We assume that all money at each time point is either in domestic currency or
in foreign currency. This assumption is no restriction in the first problem described above
(maximization of the growth rate of the expected value) since an optimal strategy would auto-
matically be of this type. However, in the second problem (maximization of the expected
growth rate) this is a simplifying assumption and a full treatment of the problem, allowing
for any fraction of the wealth being invested in the two currencies, would yield a different (and
larger) expected growth rate.

3. Some background on renewal theory

In this section we provide details of two problems in two-dimensional renewal theory. For
the multiplicative version, we have not been able to find appropriate references in the existing
literature, and we thus provide a full proof of the main result, Theorem 1, based on martingale
theory. We also discuss the additive version, which is well understood (see [11] or [2]), but for
the convenience of the reader we state the result that we need in Theorem 2.

3.1. The multiplicative version

Assume that {(Ag, Yx)}72, forms an independent and identically distributed (i.i.d.) sequence
of two-dimensional random variables (we allow for dependence within a pair (Ag, Y;)) with
Ax >0 and Y; > 0 almost surely, E[A;] < 0o and 1 < E[Y}] < 00, and set Tp =0 and T} :=
ZLl A;. With the interpretation that Y represents a multiplicative reward between Ty_1 and
Tk, the number n(T) = max{k : Ty < T} represents the number of rewards received until time
T, and ]_[ [ Yk represents the total (multiplicative) reward until time 7. Moreover, the growth
rate of the expected reward up to time 7 is defined by

n ({110 )

A(T) =

To determine A :=lim7_. o A(T), i.e. the long-term growth rate of the expected reward, define
r > 0 as the unique value such that

E[Yie ] =1. 4)

Note that the existence of a positive r satisfying (4) is clear since we assume that E[Y;] > 1
and Ay > 0. Also note that the process M defined by My =1 and

n
My=e T [T¥%  n=1,

is a discrete-time martingale.

Theorem 1. The long-term growth rate of the expected reward, A :=lim7_, o A(T), exists and
satisfies A = r, where r is defined in (4).

Proof. We first claim that

®)

lim
T— 00

[HH(T)Y] 0 ifa>r,
T edl oo ifa<r.
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To prove (5), approximate (Ag, Yx) by (AC, ch) =(ArANC, YV %), where C > 0 is a large
constant (to be further specified below), and define r¢ > 0 so that E[ch e’ ’c A ] = 1. Then r¢

is non-increasing in C, r¢ > r, and r¢c — r as C — oco. Consider the martingale ME defined by
MOC =1and

n
_7C
MS:e reTy HYkC, n>1,
k=1

where TnC =Y A€, n> 1. For a given constant a > r, choose C large enough so that a >
rc > r. Then, with t(T) :=n(T) + 1,

w(T) w(T)
E[ I1 Yk] < E[ I1 ch]
k=1 k=1
o(T)
= cE[ []¥]
k=1

= CB[MEpe" "]
< CE[ME(T)CFC(T-FC)]

< Cerc(T+C) ,

where the last inequality follows by optional sampling (7v(7) =min{k: Ty > T} is a stop-
ping time and M€ is a lower-bounded martingale, hence a supermartingale if time n = oo is
included). Since a > rc, this proves the first part of (5).

To prove the second part of (5), let D > 1 be a large constant, and define YkD =Yy AD. Let
rp be the constant defined by E[YPe™"?21] =1, and note that rpp < r. Let the martingale M”
be defined by MP =1 and

n
Mfl) —¢ 0T 1_[ YP, n>1.
k=1

For a given a < r, we take D large enough so that a < rp <r. Then, again considering the
stopping time t(7T) :=n(T) + 1,

n(T) n(T)
7] (1
k=1 k=1
L D
D
= 5[ T177]
k=1
er[)T D eI’DT
) E[MT(T)]:_D ;

where the equality comes from an appropriate version of the optional sampling theorem (see,
e.g., [2, page 362, Corollary 4.1]). Since rp > a, this finishes the proof of (5).
Finally, we check that (5) implies

Tlirréo AT)=r. (6)

https://doi.org/10.1017/jpr.2019.74 Published online by Cambridge University Press


https://doi.org/10.1017/jpr.2019.74

Two-state switching problems with infinite value 7

To do that, let a > r and note that (5) implies that

which implies

Since a > r was arbitrary, we find that

InE [HZ(:TB Yk]

lim sup <r. (7N
T—o0 T
A similar argument gives
InE []_[Z(:T LY k]
liminf ————= >r,
T— o0 T
which together with (7) proves (6). This completes the proof. U

3.2. The additive version

Assume that {(Ag, Z;)}72, forms an i.i.d. sequence of two-dimensional random variables
such that A >0 almost surely, E[Ax] < 0o, and E[|Z|] < co. Setting 7o =0 and T} :=
Zle A, and with the interpretation that Z; represents an additive reward between time Ty_
and T, the number n(T) = max{k : T, < T} represents the number of rewards that have been

received until time 7', and ZZ(:TI) Zy represents the total reward until time 7. We denote by

LD
MT) = ?E[ sz]
k=1

the growth rate of the expected reward up to time 7.
The following result is the so-called renewal reward theorem (see, e.g., [15, Theorem

3.6.1]).
Theorem 2. The long-term growth rate of the expected reward A :=limy_, oo MT) exists and
is given by
_ElZ]
E[A:]

Remark 3. Note that Theorems 1 and 2 also hold if the first pair (A1, Y1) ((Ay, Z1), respec-
tively) has a distribution different from, but independent of, the one common for (A, Yx)
((Ak, Zy)), where k > 2. This situation arises, for example, if we start observing the process at
a time different from a renewal time, and results in a so-called delayed renewal reward process.
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3.3. Comparison between the additive version and the multiplicative version

In the examples in Sections 2, 4, and 5 we consider both the additive versions and the mul-
tiplicative versions of two trend-following problems. In these examples, we have the relation
Yy = e%, where Z; represents the additive reward and Y represents the multiplicative reward
during the kth period.

Proposition 1. Assume that Y = e%. Then the additive growth rate A and the multiplicative
growth rate A satisfy A < A.

Proof . 1t is immediate from Jensen’s inequality that

n(T) n(T)
MD)=ZE[ Y 7] = M — A(T)
k=1

for all 7, and hence A < A. O

4. Optimal currency trading

In this section we continue to study the motivating example of Section 2. Thus we
assume that an exchange rate is given by U(r) = eX"), where X is a mean-reverting Ornstein—
Uhlenbeck process satisfying dX(r) = —pX(¢)dt + ocdW(t) for some constants B >0 and
o >0, and that a multiplicative transaction cost ¢ € (0, 1) is paid each time foreign currency
is bought. Moreover, a trader following the strategy (a,b) makes the multiplicative profit
Y% = (1 — £)e?~ for each cycle of X from a to b and back to a again.

4.1. Maximizing the growth rate of the expected value

We first continue the study of the multiplicative version introduced in Section 2.1 above.
As before, denote by A the cycle time from a to b and back to a again. By Theorem 1 and
the remark following Theorem 2, the growth rate of the expected value for the strategy (a, b) is
given by A®’, which is implicitly defined by the relation

a ai 1
Ea[efA b A b] _ _ef(bfa). (8)
1—¢
The optimal growth rate is then obtained by optimizing A% over strategies (a, b), i.e. A =
SUP (4, 5) A% We also introduce the maximal symmetric growth rate as A% :=sup, A~b?,
and note that A > AS™,
In Lemma 1 below we provide conditions under which, for a given distance k = b — a and
L > 0, the function
_ a,a+k
fl@):=Eq[e™H 4] ©)

attains its maximum for a = —k/2, i.e. for a symmetric strategy (—b, b).
Lemma 1. For any L > B, the function fin (9) attains its maximum for a = —k/2.

Proof. For a given L > 0 (we will restrict to L> § below), let ¥ : R — [0, co) be the
increasing fundamental solution of

o2

7\11” — BxV — LW =0,
see [5, pages 18—19]. The function W is then unique if we also let W (0) = 1. Moreover, the

corresponding decreasing fundamental solution is given by ®(x) = W( — x).
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By independence,

_ 1 AG.a+k _ —
Eu [e LA ] — Ea [e L‘L’a+k]Ea+k [e L‘L’l,]7
where 1, and 7,4 are the first hitting times of the levels a and a + k, respectively. Therefore,

V() Pla+k) V()V(—a—k)
Va+k ®@  Va+hV(—a)

fla)=
Introducing v(x) := In W(x), we thus want to prove that
via+k)—va)+v(—a)—v(—a—k)>=2wk/2) —v(—k/2)); (10)

by symmetry, it suffices to prove (10) for all a > —k/2.
However, by Lemma 2 below, the function V' is convex provided L > 8. Therefore,

Vix+a+k/2)+V(x—a—k/2) > 2V (x). (11

Integrating (11) over the region —k/2 <x < k/2 gives (10), completing the proof. O
Lemma 2. Assume that L > B. Then the function V' is convex.

The proof of Lemma 2 is given in the Appendix.

A consequence of Lemma 1 is that if there exists az least one strategy (a, b) for which A%’ >
B, then A = ASY™_ In particular, if ASY™ > B, then A = A®Y™. In view of this, we now restrict
our attention to symmetric strategies of the form ( — b, b). Whether the equality A = ASY™
holds or not for A < g is left for future studies.

Consider now the function f(L, b) defined by

Jo7 u! exp{—abu — u?/2} du 1,
f(L’ b) = o0 5 B - 1— € -,
Jo ub=exp{abu — u?/2} du €

where @« = /28/0 and § =L/8.

Theorem 3. Given b > % In ﬁ, there is a unique L= L(b) such that f(L, b) =0, and L(b)
has a maximum at some point in (% In 11Tg’ oo) Denote the point at which L(b) is maximal
by b*. Then the strategy ( — b*, b*) is the optimal symmetric strategy, and A™ = L(b*) is

the corresponding optimal symmetric growth rate. Moreover, if L(b*) > B, then A = ASY™ =
L(b™).

Proof. Denoting by 7;, the first hitting time of b, it is well known (see, e.g., [5, pages
18-19]) that
Y(x)
x <b,
E, [e—Lrb] _ v
x> b,

T W)
U(—b)

where
Jo7 u’ =" exploxu — u?/2} du

‘-I—[(x) = ]Ooo u&_le_MZ/z u
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0 05 1 1.5 225 3 35 4

FIGURE 1: A plot of A~bb (left) and 0P (right) for ¢ =10, 0.01, 0.05, 0.10]. The parameters are
B =0.5and o = 2. Note that AY™ > B in this setting and hence A = ASY™,

By independence,
I R R O (e

and relation (8), which implicitly defines the growth rate A~"? associated with a strategy
(— b, b), therefore simplifies to F(A™"P by =0. Since

L D) =E [t = | e,
1—e¢
f is strictly decreasing in L. Since f(0, ) > 0 and f(oco, b) < 0 for b > % In %, there exists a
unique L = L(b) such that f(L(b), b) = 0.
Also note that L(b) is strictly positive on ( % In ﬁ, oo). It is straightforward to check that
f(O, In ﬁ) =0 and that L(% In ﬁ) = 0. Moreover, for any L > 0,

p¥(=b) _ W0
i)y — v
B fooo Wle/2 dy
e [o7 ub= exp{abu — u?/2} du
fooo Wle—1?/2 4y

<
T e [ ub=! explobu — u?/2} du

ehE,b[e_L”’] =¢

2
fooo u&*lefu /2 du

—0
= b [ 5 Ta—ul)2
eb [ i udlem"/2du

as b — oo, which implies that L(b) — 0 as b — oco. Hence, by continuity, L(b) attains its
maximum at some point »* € (3 In 11—, 00), which finishes the proof of the first part.
Finally, the last statement is an immediate consequence of Lemma 1, which completes the
proof. ]
For a graphical illustration of how the symmetrical growth rate A~>? varies with b for
different transaction costs, see Figure 1 (left). Figures 2 (left) and 3 (left) show how the optimal
threshold b* and the optimal growth rate A vary with the slippage cost ¢, respectively.
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€ €

FIGURE 2: The optimal threshold »* for the multiplicative version (left) and for the additive version
(right) as a function of the slippage cost €. The remaining parameters are as in Figure 1.

0.7 04
osol 0395 |
039}
0.68 1 0.385|
£ 067} 1 <038}
<
0661 0375}
037}
0.651 0365 |
0.64 s s s s s s s s s 0.36 s s . . . . . . .
0 001 002 003 0.04 005 0.06 007 008 009 0.1 0 001 002 0.03 004 005 006 0.07 0.08 0.09 0.1

€ €

FIGURE 3: The optimal growth rate A (left) and the optimal expected growth rate A (right) as a function
of the slippage cost €. The remaining parameters are as in Figure 1. The graphs support the findings of
Proposition 1.

4.2. Maximizing the expected growth rate

We now continue the study of the additive version suggested in Section 2.2. Denote by
A% the time it takes for the process X, started at a, to reach b and then return to a. Then
E[A®] =E,[1p] + Ep[14]. Next, let

u(x) ;= / / @dz dy,
0o 9(2)

where ¢(y) = exp { BY*/ 0’2} , and note that

2

ﬁu”—ﬂxu/+1=0, x<b,
u(b) = 0

It is then straightforward to check that u(x) =E,[7,] (with a similar result for E,[z,]).
Consequently,

E[A?] = = / f @dzd +i / g"—(y)dzdy (12)
0o ¢(2) aJy 9@

__// o0 4 _2ﬁ/l’ d
- o BV 8 ), O
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where we used that

R 2
/ e dx= /7.

—00

By (3) and Theorem 2, the long-term expected growth rate of a strategy (a, b) is given by

_In((1—&)e" In(l—g)+b—a

29 = = 13
E[A“b] E[A“b] (13)
Theorem 4. Let b* be the unique positive solution of
b
2/0 e(y)dy=(2b+In (1 — £)p(b), 14
and set
.. _oJB
C2/meb")

Then the strategy (a, b) := ( — b*, b*) is optimal in (13), and X is the corresponding optimal
expected growth rate.

Proof . Tt is clear from (12) that for a given distance k > 0 between a and b the mean

cycle time A% = AP~ is minimized at b =k/2. Consequently, the quotient A%? in (13) is
maximized for a = —b, and we are thus left to maximize
2b+1In(1—
2y i b = IV P h n(—e)
4\/5 /() () dy

over b > 0. Note that A(0+ ) = —o0, A(c0) =0, and A(b) > O for all b > % In ﬁ, so by con-
tinuity, A(b) has a maximum. Moreover, the first-order condition A'(b) = 0 gives the equation
(14). Equation (14) has a unique positive solution since the function

b
fb):= 2/0 () dy — (2b+In (1 — &))p(b)

satisfies f(0)> 0, f/(b)>0 for b (0, 11n ﬁ) and f(b) <0 for be (% In ﬁ oo) with
f'(b) - —o0 as b — oco. Hence the solution of (14) gives the maximal expected growth rate.

Finally, the maximal expected growth rate is given by

0BV +In(1—¢)  oB

)“(b*) = h* - * )
47 [y @) dy 2/mp(b*)
where (14) is used for the second equality. (|
Remark 4. As ¢ | 0 we have b* | 0, and the maximal expected growth rate tends to A = %f

In the limit, switching will thus happen infintely many times in any finite time interval when
the underlying process is at 0, and the obtained expected growth rate is closely connected with

the concept of local time.
For a graphical illustration of how the expected growth rate A~ varies with b for different

slippage costs, see Figure 1 (right). For the dependence in the optimal strategy on the slippage
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cost, see Figure 2 (right), and for an illustration of how the maximal expected growth rate
decays, see Figure 3 (right).

5. Trend-following trading

In this section we apply our scheme to a more involved problem with an asset price which
exhibits trends. More precisely, we model the asset price by the stochastic differential equation
dS(t) = u(t)S(¢) dt + o S(r) dW(r), where o > 0 is a constant, W is a Brownian motion, and the
drift (¢) is a continuous-time Markov chain, independent of W and taking values in {1t1, na},
where (] < 0 < . We denote by A; > 0 the intensity with which the Markov chain p jumps
from state u; to u3—;, i =1, 2, and denote by 7 = P(u(0) = u») the initial probability that p
starts in the second state.

Following [9] and [8], we assume that the model, including the value of all parameters o,
L1, L2, A1, Ao, and 7, is known to the agent, but the current state ((¢) is not directly observable.
However, through continuous observations of the asset price S, information about the drift
may be inferred. In fact, by filtering theory, see [14, Theorem 9.1], the conditional probability
I, :=Plu(t) = o | ]-"[S] and the asset price satisfy

dI1(t) = (A (1 = T0) — A200,) di + wIT,(1 — I1,) dW,

and dS(1) = A(1)S(1) dt + oS(t) dW(1), where @ := (1 — p1)/o, Q) = 1 + (2 — DI,
and the innovation process

n 1 4
)= fo (u(s) — A(s) ds + W)

is a standard Brownian motion. Thus, in terms of the innovation process, we have

t 0_2 R
S(f) = S(0) exp {/ fi(s) ds — 7rJrch(z)}
0

t 2
= S(0) exp {fo 1+ (2 — p)II(s) ds — %rw%)} :

We assume that any amount can be invested in the asset, and we consider an investor who at
each instant has all her money invested either in a bank account with zero interest rate or in
the asset. Moreover, a proportional transaction cost ¢ € (0, 1) is charged each time stocks are
bought, but nothing when they are sold.

Remark 5. As in the exchange rate example of Sections 2 and 4, the asymmetry in the trans-
action cost is of no significance and is only imposed for notational convenience. Furthermore,
the assumption that the bank account pays no interest is also made only for notational conve-
nience. In fact, after a change of numeraire, the more general case of a non-zero interest rate
can be reduced to our setting.

Being a time-homogeneous problem, we consider strategies of the following form. If the
current estimate IT for the probability of the larger drift drops below some level a, then the
agent switches her position from the asset to the bank account; the first time the estimate
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exceeds some level b (with a < b), she switches back to the asset again. The multiplicative
gain over the first such cycle is then

Ta 0.2
be:(l_e)eXp{/ u(t)dt—7t0+GWfa}
0
Ta 0‘2 A
=(1—€)€Xp{/0 M1+(M2—M1)H(t)dt—Tfa—i-GWfa},

where 7, :=inf{t > 0: (¢) = a}.

5.1. Maximizing the growth rate of the expected return

In the multiplicative version we look for A = A“ satisfying

Ta 2 N 1
Ea[exp{—Arb}]Eb[exp{ / ll(l‘)df—%fa-l-GW(Ta)—Afa”:1 -
0 —

cf. Theorem 1. By a Girsanov change of measure, this is equivalent to finding A such that

Ea[exp{—Arb}]l:Z;7 [exp {fra a(r) dr — Al'a}:| =1 ! , (15)
0

— &

where IT now satisfies
dT1(t) = (A1 (1 = T1) — A TT, + o wTT(H)(1 — T1(1)) df + wIT,(1 — T1,) dW ()

and W is a Brownian motion under a new measure P.

We have not been able to find explicit expressions for the two expected values on the left-
hand side of (15). Instead, the optimization problem is solved numerically. To treat the first
expected value in (15), note that for each fixed b € (0, 1), the function u(rr) :=E, [ exp{—A1p}]
is the unique solution of the ordinary differential equation

I Gy — (hy +A)md — Au=0, 7 € (0, b),
u(b) =1, (16)
A’ (0) = Au(0)

(here, the boundary condition at 7 = 0 is obtained by inserting 7w = 0 in the ordinary differen-
tial equation). However, rather than solving the system (16) for each b and A, we instead solve

ST L Gy = G+ 2T — Av=0, 7€ (0, 1),
v(0)=1,
A1V (0) = Av(0)

for different A and note that u(x) = %. A similar remark applies to the second factor on the
left-hand side of (15).

For a graphical illustration of the level curves of the function A = A%, see Figure 4 (left).
For an illustration how the optimal A depends on the slippage cost ¢, see Figure 5 (left).
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FIGURE 4: Level curves of A = A’ (left) and of A =A% (right). Here the parameters are pu; = —1,
ur=1,A1=x1=2,0=0.2,and e =0.01.
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FIGURE 5: The optimal growth rate A (left) and the optimal expected growth rate A (right) as a function
of the slippage cost ¢. The remaining parameters are as in Figure 4.

5.2. Maximizing the expected rate of return

In view of Theorem 2, in order to maximize the expected rate of return we need to find
a < b which maximizes

In(1— &)+ Ep[ [ a(r)ydi — %oz,
Ep[ta]l + Eals]

A=2" =

0'2 _ .
In(1 —8)—1-[: fxl —M_Ti((y’? p1)y exp{ [? %dz} dy dx

=75 1 b
I e s en {7 B de} dvde+ [ 5 ot oxp { f7 53 de} dy

0'2 _ N
_ln(l—a)—i-fabfx1 %Wexp{f;%dz}dydx

1 b ) '
Jo aty Jd exo { [} 53 de} dxdy

A7)

where 8(z) =A; — (A1 + A2)z and a(z) = a)zzz(l — z)2/2. We cannot find any symmetries, so
we believe that the optimization problem is inherently two-dimensional.

For a graphical illustration of the optimization in (17), see Figure 4 (right) and Figure 5
(right), in which the level curves of A% and the optimal growth rate A = A(¢) are plotted.
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6. Discussion

The purpose of the current paper is to introduce a renewal theory approach to switch-
ing problems. A full mathematical treatment would also need theoretical results connecting
the approach introduced here with the standard techniques based on dynamic programming.
We end this article by listing a few theoretical issues that, in our opinion, deserve further
attention.

e For the corresponding switching problems with finite horizon, the standard approach
using the dynamic programming principle would lead to a coupled system of variational
inequalities. As the time left to maturity tends to infinity, would the optimal switch-
ing boundaries of that problem converge to the optimal strategy for the corresponding
perpetual problem, where optimality is defined in terms of growth rates?

e Could it be the case that, as T — oo, there exists a sequence of optimal strategies for
the finite-horizon problem with a limiting growth rate strictly exceeding the optimal
time-homogeneous one? We do not believe this, but we have also not been able to rule
this out.

e As mentioned in the remark at the end of Section 2, we implicitly assume that all money
is invested in only one of the two possible assets at each time. A full treatment of the
additive versions, which are equivalent to problems in which the agent maximizes the
logarithmic utility, should allow for the agent to invest in both assets simultaneously.

Appendix A. Proof of Lemma 2
First, note that ¢ :=V =¥’/ W > 0 and

, \II// \I]/ 2
=y \v) 7"

(in fact, this last expression is «” times the variance of a distribution with density
Cu®~ ! exp{oxu — u?/2} du for u > 0, where C = (fooo ud =l expfoxu — u?/2) du)_1 is a nor-
malizing constant). Furthermore, ¢ satisfies the ordinary differential equation (ODE)

o2

2
T+ g — prg — L=0
2 2 '
Now assume that L > B (the case L = f then follows by continuity).
Claim 1: ¢ > Zaizx

To see that Claim 1 holds, first note that there is nothing to prove for x < 0. Therefore, let
xo=inf {x>0:p(x) < %} and assume that xy < oo. Then, by construction, ¢(xo) = 28x0/0>
and ¢’ (xp) < 28/0°2. On the other hand, using the ODE we find that

02 O‘2
5 ¢ 0= —7052()60) + Bxop(xo) + L=L> B,

which is a contradiction. Consequently, xo = 0o, which proves the claim.
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Claim 2: ¢' < %

To see that Clalm 2 holds, note that if ¢’ > 28 at some point, then there must exist a point
xo with ¢'(xp) = and ¢ < (7'3 in a left nelghborhood of xo. At that point, ¢''(xg) > 0; on the
other hand, dlfferentlatlng the ODE gives that

02

59 = —02pd + Bxog’ + P
_ 02 , O’2 ’
= (ﬂXO — 745)?5 + (ﬁ - 7¢> )fi’
2
= (ﬂxo - %v>¢’ <0

at xo by Claim 1. This is a contradiction, which proves Claim 2.

Now assume that there exists a point with ¢’’ < 0. Then there must exist a point xo with
¢"'(x9) =0 and v > 0 in a left neighborhood of xy. Consequently, ¢""’(xp) < 0. On the other
hand, differentiating the ODE once more yields

¢”’ 284" + Bxog — o2 (¢)* — o2’ = (2B — %' )¢’ >0

at xp by Claim 2, which is a contradiction. Therefore ¢’’ > 0, which completes the proof of
Lemma 2.
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