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Abstract

In this paper we study a utility maximization problem with both optimal control and opti-
mal stopping in a finite time horizon. The value function can be characterized by a variational
equation that involves a free boundary problem of a fully nonlinear partial differential equation.
Using the dual control method, we derive the asymptotic properties of the dual value function
and the associated dual free boundary for a class of utility functions, including power and non-
HARA utilities. We construct a global closed-form approximation to the dual free boundary,
which greatly reduces the computational cost. Using the duality relation, we find the approx-
imate formulas for the optimal value function, trading strategy, and exercise boundary for the
optimal investment stopping problem. Numerical examples show the approximation is robust,
accurate and fast.
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1 Introduction

There has been extensive research in utility maximization. Two main approaches are stochastic
control (dynamic programming, HJB equation) and convex duality (static optimization, martingale
representation). For excellent expositions of these two methods in utility maximization, see Fleming
and Soner (1993), Karatzas and Shreve (1998), Pham (2009), and the references therein.

A variant of utility maximization of terminal wealth is that investors may stop the investment
before or at the maturity to achieve the overall maximum of the expected utility, which naturally
leads to a mixed optimal control and stopping problem. The early work on this line includes
Karatzas and Wang (2000) and Dayanik and Karatzas (2003) for properties of the value function at
the initial time, Ceci and Bassan (2004) for existence of viscosity solution of the variational equation,
Henderson and Hobson (2008) for equivalence of the value function in the presence of a Markov chain
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process and power utility. None of the above papers discusses the free boundary problem. Jian et
al. (2014) apply the dual transformation method to convert the nonlinear variational equation with
power utility into an equivalent free boundary problem of a linear PDE and analyse qualitatively
the properties of the free boundary and optimal strategies. The work is further extended in Guan
et al. (2017) to a problem with a call option type terminal payoff and power utility.

It is well known that finding the free boundary of a variational equation is a difficult problem,
see Peskir and Shiryaev (2006). One good example is American options pricing problem. The
free boundary separates the exercise region from the continuation region and satisfies an integral
equation which can be hardly solved, see Detemple (2005). Finding the free boundary is much more
difficult for the optimal investment stopping problem than for the American options pricing problem
as the former has a nonlinear PDE in the continuation region and a non-Lipschitz continuous utility
function and may have one or more free boundaries whereas the latter has a linear PDE in the
continuation region and a Lipschitz continuous payoff function and a unique free boundary. The
dual transformation in Jian et al. (2014) and Guan et al. (2017) is a step in the right direction to
simplify the primal nonlinear variational equation into the dual linear variational equation, however,
finding the free boundary remains a challenging and open problem.

In this paper we study an optimal investment stopping problem for general utility functions with
a requirement that the wealth is above a threshold value which could be a liability or the minimum
living standard, called portfolio insurance. Using the dual transformation approach as in Jian et
al. (2014) and Guan et al. (2017), we convert the primal variational equation into an equivalent
free boundary problem of a linear PDE and show there exists a unique smooth free boundary that
satisfies some integral equation for a class of utility functions, including power and non-HARA
utilities, see Theorems 3.3 and 3.7. We then apply the asymptotic analysis to characterize the
limiting behaviour of the free boundary as time to maturity tends to zero and to infinite, see
Theorems 3.8 and 3.9. We construct a simple function that has the same property as the free
boundary with matched limiting behaviour and use it as a global closed-form approximation to
the free boundary, which is inspired by Xie et al. (2014) for a mortgage payment problem with a
simple time-only, state-independent payoff and known initial value of the process, in contrast to our
non-Lipschitz state-dependent payoff and unknown initial value of the dual process. Finally, using
the duality relation, we recover the primal value function and the corresponding free boundary, see
Theorem 3.11.

The main contribution of this paper is that we give a global closed-form approximation (GCA)
to the free boundary of an optimal investment stopping problem for a class of general utility
functions. There are several decisive benefits of the GCA: it provides a simple analytic formula for
separating the stopping region and the continuation region, it gives the dual value function a semi
closed-form integral representation which makes possible finding the optimal trading strategy in
the continuation region, and it leads to fast and efficient computation. The key to this success is
the explicit characterization of the asymptotic properties of the free boundary for the dual optimal
stopping problem. To the best knowledge of the authors, this is the first time such results are
reported in the literature for optimal investment stopping problems. Numerical tests show that
GCA is accurate and fast, compared with the binomial tree method which itself is practical and
efficient in solving optimal investment stopping problems, see Example 4.2.

The remaining of the paper is organized as follows. In Section 2, we introduce the optimal
investment stopping problem, convert the HJB variational equation into an equivalent dual vari-
ational equation, show the existence and uniqueness of the dual solution and its properties, and
establish the corresponding results for the original problem. In Section 3, we present the main
results of this paper for a class of utilities which include power and non-HARA utilities, Theorem
3.7 shows the free boundary is monotone and smooth and satisfies an integral equation, Theorems



3.8 and 3.9 characterize the asymptotic behaviour of the free boundary when time to maturity is
close to zero or infinite, Theorem 3.11 constructs a GCA to the free boundary. We also give two
examples (Examples 3.4 and 3.6) to illustrate the fundamental difference of utility maximization
with portfolio insurance and without. In Section 4, we perform some numerical tests to compare the
results derived with the GCA and with the binomial tree method and show the suggested GCA is
accurate, fast, and robust. In Section 5, we give the proofs of the main results. Section 6 concludes.
The appendix provides the proof of Theorem 2.3 for the convenience of the reader.

2 Optimal Investment Stopping Problems

We consider a complete market equipped with a probability space (2,.%, P) together with a
natural filtration (.%#;) generated by a standard Brownian motion W, satisfying the usual conditions.
It consists of one riskless savings account with interest rate » > 0 and one risky asset satisfying the
following stochastic differential equation (SDE)

dSt = [LStdt + O'Stth,

where p > 0 is the stock growth rate, and o > 0 is the stock volatility.
Let (X¢)o<t<T denote the wealth process and 7; the amount of wealth an investor holds in risky
asset at time ¢. With continuous self-financing strategy, the wealth process (X;)o<t<7 evolves as

dXt = T‘Xtdt + Uﬂt(edt + th), (21)

pu—r
o

measurable and satisfies F| fOT |72 dt] < o0.
The optimal investment stopping problem is given by

where 6 = is the market price of risk and (7¢)o<¢<7 the portfolio process that is F;-progressively

sup £ [e_'BTU(XE’g”’7r - K)|, (2.2)
™, T

where U is a utility function, 7 € [0, T] is an .#;-adapted stopping time, § > 0 the utility discount
factor, K > 0 the minimum wealth threshold value. If K = 0 then the problem is a standard
utility maximization with investment and stopping. It turns out that K > 0 and K = 0 would
lead to completely different optimal trading strategies for non-HARA utility, which indicates that
one cannot simply change a portfolio insurance problem into a standard utility maximization by
setting K = 0 to get a seemingly simplified and equivalent problem, see Remark 2.2, Examples 3.4
and 3.6 for detailed discussions.

Assumption 2.1. U € C? is an increasing and strictly concave function on [0,00), satisfying
U(0) =0, U(co) = o0, U'(0) = o0, U'(c0) =0, U(z) < C(1+aP) forz >0, whereC > 0,0 <p <1
are constants, and U(zx) = —oco for x < 0.

Define the value function as

V(t,2) = sup E [e‘B(T_t)U(Xﬁ’“T — KX, = :1:}

T,T

for (t,x) € (0,T) x (K,00). Then V satisfies the following HJB variational equation (see Guan et
al. (2017)):

min{—%‘z—s&pf”[V],V—U(:):—K)}:O (2.3)
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for (t,z) € (0,T) x (K, 00), where
1
LTV =raVy — BV +m(p—r)Vy + §7T202Vm,

V. denotes (%V(t, x), V and V,,, are defined similarly. The boundary and terminal conditions are
given by

V(t,K)=0, te (0,T), V(T,2)=U(z—K), z € (K,o0). (2.4)

Suppose that V(t,-) is strictly concave, then the maximum of £ [V] is achieved at

0V,
x_ U Yz 2.
Trt O-Vxx’ ( 5)
and (2.3) is equivalent to
, ov. 6?2 V2
mln{—at—FQ‘/Ix—Tl'Vm—i-ﬁ‘/, V—U(IE—K)}:O (26)

for (t,z) € (0,T) x (K, 00).
We use the dual method to solve the variational equation (2.6). The dual function of U(- — K)
is defined by

UK(y) = sug [U(x — K) —xy] = Uo(y) — Ky, y>0,
x>

where Up is the dual function of U. It is easy to check that Uk is continuously differentiable,
decreasing, strictly convex, U (0) = oo and

Ky < Uk(y) < C+ CyrT — Ky, (2.7)

where C' = max {C’, (C’p)zﬂ%l[p_1 — 1]}
Define the dual value function as

V(ty) = swp B e D0 (V)Y = y) |
t<r<T

where (Y;)o<t<7 is a dual process satisfying the SDE
Y, = (B — r)Yidt — Y, dW;. (2.8)
Then the dual value function satisfies the following variational equation (see Guan et al. (2017)):

. v 6 - - - & =
min g ===~ 5y Vyy— B =r)yVy + B8V, V-Uk =0 (2.9)

for (t,y) € (0,T) x (0,00), with the terminal condition given by

V(T,y) =Uk(y), y€(0,00).



Remark 2.2. One might think that the constant K > 0 is redundant and one could simply set
K =0 by a transfrom
Xi=X;,—K,0<t<T,

with the initial condition Xog = Xg— K = x — K =: T > 0, which would transform the optimization
problem (2.2) to
sup £ [6_BTU()_(I)|)_(0 =7z|.

T

One could then solve the problem using the known results in the literature with K = 0. We now
show this is a false simplification. Since (Xt)o<t<t satisfies the SDE (2.1), the transformed process
(Xt)o<t<T satisfies the following SDE:

dX; = (rK +rX;)dt + om(0dt + dW;), 0 <t < T. (2.10)

We may define the value function by

u(t,7) = swp B [ePTOU(KE)|X, = 7]

T t<r<T

for (t,z) € (0,T) x (0,00). The corresponding HJB variational equation is given by

) ou 6% u2 _ _
mm{—at—i-2%—(rK+7’x)ux+ﬁu, u—U(az)} =0 (2.11)
with the terminal condition u(T,z) = U(Z). The dual value function is defined by

a(t,y) = sup E|:TK/ =y, ds 4+ e P00 (Y, )m_y}

t<r<T

for (t,y) € (0,T) x (0,00), where (Yi)o<t<r is a dual process satisfying the SDE (2.8). The dual
value function satisfies the following variational equation:

~ 2
min {_?; 92 Y2 iy, — (B — r)yiy + Bt — rKy, - UO} =0 (2.12)
with the terminal condition W(T,y) = Uy(y). Note that the state process equation (2.10), the HJB
equation (2.11), the dual HJB equation (2.12), and the dual optimal stopping problem all depend on
K > 0. Although K disappears in the objective function after the transform, but all other equations
are no longer the standard equations and cannot be solved by the known results in the literature (see,
for example, Choi et al. (2004)) unless K = 0 in the first place, but K is a positive constant in our
paper. Therefore, it is impossible we can use the transform X; = X; — K to remove K > 0 and get
an equivalent model with K = 0. Ezxamples 3.4 and 3.6 will illustrate the fundamental differences
of optimal trading strategies between K > 0 and K = 0.

Define
2

2 =logy, 7= S (T~1), ofr,2) = V(1)

Then v satisfies the following variational equation:

min {L[v], v —g} =0 (2.13)



for (1,2) € Qp = (0,0°T/2) x R, with the initial condition given by v(0,2) = g(z) for z € R},
where

L[U] = VUr — Vzz + KU, + pU, g(z) = UK(ez), (2.14)
and constants v, p, k are defined by
2r 2/
Vzﬁ, pzﬁ, k=v—p+1

The next result shows the existence of a unique solutlon of the variational equation (2. 13) with
monotonicity properties for each variable. Denote by Wp (QT) the Sobolev space and W oo C(QT)

the local Sobolev space defined by W' loc(QT) = {v e W,?(Q), ¥Q cC Qr}.

Theorem 2.3. Problem (2.13) has a unique solution v € C(Q7) N W;lQOC(QT) for 1 <p < +oo,
satisfying
9(2) Su(r,2) < CTTFI7 4 1), (r,2) € Or, (2.15)

where B = |(L1) — k3l —pl+1 and C = max{C’, (C’p)ﬂj[l/p — 1]} Furthermore, v satisfies
v, <0, —v,+v,,>0, v,>0, (7r,2)€Qr. (2.16)
Proof. See Appendix. O

Since f/(t, y) = v(T, z), using Theorem 2.3, we can easily derive the corresponding results for V.
Corollary 2.4. Problem (2.9) has a unique solution V € C([0,T] x (0, 00)) ﬂW;fOC([O, T) % (0,00))
for 1 < p < +o0, satisfying

Uk (y) < Vit,y) < CPTy5 1 4+1), (ty) € 0,T) x (0,00),

where By = B0?/2 and B, C are given in Theorem 2.3. Furthermore, V is decreasing in t and
decreasing and strictly convex in y, satisfying

lim —V,(t,y) = +o0, lim —V,(t,y):=a < K, t € (0,T). (2.17)
y—0 Y—>00

Proof. See Section 5. O

Remark 2.5. We can easily find a strong solution V' to the variational HJB equation (2.6) with
conditions (2.4) by defining

V(t,x) = ;I;f [V (t,y) + xy] (2.18)

fort e (0,T) and x € (K,00), and V is strictly increasing and strictly concave in x, see Jian et al.
(2014) for details.

3 Main Results

In this section, we consider the dual utility function of the form

J

~ 1 ]
Uk(y) =Y ——y% — Ky, (3.1)
= b

where 1 < g2 < --- < qy < 0.



Example 3.1. If J = 1 and ¢1 = ﬁ with 0 < v < 1, then Up(y) is the dual function of the

power utility U(zx) = %x'y. If J=2 and g1 = -3, ¢ = —1, then Uo(y) is the dual function of the
non-HARA utility

1
Ulr) = S H(w) + H (&) + oH (),
where H(x) = (%m)lﬂ, see Bian and Zheng (2015).

Define ¢ := L[g], where L is defined in (2.14). Direct computation gives
J
¢(2) = Llg)(z) = Y Aje"* —vKe?, (3:2)
j=1

where A; = q; — k — p/q;. Note that A1 < Ay <--- < Aj.

Define the continuation region in z-coordinate to be C, = {(7,2); v(7,2) > ¢(2),0 < 7 <
62T/2} and the exercise region to be S, := {(7,2); v(7,2) = g(z), 0 < 7 < 62T/2}. We need the
following assumption for our main results.

Assumption 3.2. The parameters of the model satisfy K > 0 and A; > 0.
Now we can prove the existence of the free boundary.

Theorem 3.3. Let Assumption 3.2 hold. Then there exists a unique free boundary z(T) defined by
2(1) := inf{z; v(7,2) > g(2)}, 0 < 1 < 0*T/2. (3.3)

such that the continuation region C, and the exercise region S, can be written respectively as

C.={(r,2); 2> 2(1), 0 <7 < 02T/2} (3.4)
and

S. ={(r,2); 2 < 2(1), 0 <7 < 6°T/2} . (3.5)
Proof. See Section 5. O

Example 3.4. In this example, we consider non-HARA wutility (J =2, g = =3, ¢ = —1 in (3.1))
for K > 0. Since A1 < As, we discuss the following three cases.

Case 1: A1 > 0. There exists a unique free boundary z(T) defined by (3.3).

Case 2: A1 <0< Ay and A% +4A1vK > 0. There ezist two free boundaries z1(7) and z2(T)
defined by
21(7) = inf{z; v(7,2) = g(2)}, 0 <71 < 0°T/2, (3.6)

and
2o(7) = sup{z; v(7,2) = g(2)}, 0 < 1 < 0°T/2, (3.7)

such that the continuation region and the exercise region are given by
C.={(1.2); 2 < 21(7) or z > 25(7), 0 < 7 < 6°T/2} (3.8)

and
S, ={(r,2); 21(1) <2 < 29(1), 0 < 7 < 6°T/2} . (3.9)



Moreover, z1(T) is increasing and zo(T) decreasing with limits

1 Ay JAZTAAK
2 g+ 2R (3.10)

T
and S
. - 1 —A2+\/A2+4A1KI/
llg(l) zo(T) = —5 log oA . (3.11)

Case 3: Ay <0 or A1 <0< Ay and A% + 4A1vK < 0. There is no free boundary and it is
not optimal to stop before the maturity.

Since the proof is slightly technical, we leave it in Section 5. Figure 1 (a) - (c) illustrates the three
cases discussed above with C, the continuation region and S, the exercise region.

Remark 3.5. For Example 3.4, simple algebra shows that A; = a;8 + b;, i = 1,2, where a1 =
8/(30%), az = 4/60%, by = —2(2+7/6?), by = —2(1 +r/0?). Denote by

S R —_22_ 2
Bl a1 2 + 4T7 BQ as 9 +

1

—7r.

2

Then A1 > 0 is equivalent to 8 > (1 and Ay < 0 is equivalent to B < 5. For the case A1 < 0 < A,

or By < B < B1, we need to check the sign of A3+ 4A1vK, which requires a more detailed but still
stmple analysis. Denote by

4 1 4 2
B3 = P2+ \/TK <392 + 37“) + §7"2K2 - gTK7

4 1 4 2
By = f2-— \/rK (392 + 3r> + K2 — oK.

It is easy to check that B4 < Ba < B3 < P1. It turns out that A3 + 4A1wvK < 0 is equivalent to
Bs < B < B3. Combining the discussions above, we conclude that the parameter condition of Case
1 in FExample 3.4 is equivalent to B > (1, that of Case 2 to B3 < B < B1, and that of Case 3 to
0 < B < Bs. Recall that B is the utility discount factor. We see that when (B is small (8 < fB3),
there is no free boundary; when (B is in the middle (8 € (Bs,51)), there are two free boundaries;
when B is large (B > 1), there is one free boundary. The threshold values B3 and 1 are critical
in deciding different optimal trading strategies.

The next example is to characterize the optimal exercise and continuation regions for the non-
HARA utility discussed in Example 3.4 when the portfolio insurance value K is set to be 0.

Example 3.6. We assume K = 0 and the same non-HARA utility as in Example 3.4. In this case
we have B3 = [Bs.

Case 1: Ay > 0 (equivalently B > (1). There is no free boundary and it is optimal to stop
immediately.

Case 2: A1 <0 < Ay (equivalently Ba < B < B1). There exists a unique free boundary defined
by
2(7) = inf{z;v(7,2) = g(2)}, 0 <1 < 6>T)2. (3.12)



T T
(a) (b)
S, // 0
N C, N C.
T T

(c) (d)

Figure 1: (a) K > 0, A1 > 0; (b) K > 0, A1 < 0 < Ay, A2 + 4A1vK > 0; (c) K > 0,
AgSOOI‘Al<0<A2,A%+4A11/K§0; (d)KZO,A1<O<A2.

Moreover, z(T) is increasing with limits

) 1 Ay

llg(l) z(1) = 5 log ( — A—2>, (3.13)
lim z(7) = oo. (3.14)
T—r00

Case 3: Ay < 0 (equivalently B < (B3). There is no free boundary and it is not optimal to stop
before the maturity.

We leave the proof in Section 5. Figure 1 (d) illustrates the Case 2 discussed above with C, the
continuation region and S, the exercise region.

Examples 3.4 and 3.6 show that there is a fundamental difference on optimal trading strategies
with K =0 and K > 0. For example, when A; < 0 < Ajs, there exists a unique free boundary for
K = 0 whereas there exist either two free boundaries or no free boundary for K > 0, which implies
that one has to use different optimal trading strategies in the presence of portfolio insurance K > 0
and cannot simply set K = 0 to reduce the problem into a standard utility maximization problem.

With Assumption 3.2, we can directly verify that ¢(z) defined by (3.2) is strictly decreasing
and there exists a unique zy € R such that

¢(20) = 0. (3.15)

Theorem 3.7. Let Assumption 3.2 hold. Then the free boundary z(7) defined by (3.3) is strictly
decreasing with liI%Z(’T) = 20, where zq is defined by (3.15), and z(T) € C[0,0°T/2)NC>(0,6%T/2).
T
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Furthermore, z(T) satisfies the following integral equation

/ G(1,2(1) — y)o(y)dy + /0 G(1 — 5,2(1) — 2(8))p(2(8)) 2 (s)ds = 0, (3.16)

where G is the Green function defined by

1 (z — KT)?
G(t,2) = T exp (—47 - pT) : (3.17)
Proof. See Section 5. [

In the following, we conduct the asymptotic analysis of the free boundary and construct the
global approximation for the dual problem. We investigate the asymptotic behaviour of the free
boundary near the expiry by using the integral equation (3.16).

Theorem 3.8. Let Assumption 3.2 hold. Then the free boundary z(7) defined by (3.3), for 0 <
T << 1, satisfies approximately

2(7) ~ 29 — 2AV/T,

where A is a positive solution of the following equation

I 42 \F 2/ a2 30 4’
1 VT A4+ A (il 3.18
2 ) IRk (3.18)

The numerical solution of equation (3.18) is A ~ 0.56292056798247.
Proof. See Section 5. O

The next result gives the asymptotic property of the free boundary z(7) defined by (3.3) as
time to maturity 7 tends to infinite.

Theorem 3.9. Let Assumption 8.2 hold and z* be the unique solution of the equation
o
Z ——(qj — Nelw D2 _ (1 - )\) =0,
=1 Y

where A\ = %(/1 — /K2 +4p). Then the free boundary defined by (3.3) satisfies

. %
TILH;OZ(T) = z*

Proof. See Section 5. [

Example 3.10. Simple calculation shows that, for power utility (J =1 in (3.1)), we have

1 o Kv . 1 o Kq(1-))
=T =
gAl g1 —1 & A—q

and, for non-HARA utility (J =2, ¢ = —3, g2 = —1 in (3.1)), we have

1 —Ag—l— \/A —|—4A11/K
og

zZ0 — —51

. 1 —(@2 = A —l—\/qg— q1 A1 =2A)

z = —710 .
2 (g — )\)

By Assumption 3.2 and ¢; — X >0, j = 1,2 (see (5.28)), we can verify that the expressions inside
the above logarithmic functions are positive.
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Now we seek a simple approximation formula for z(7) defined by (3.3) such that (i) it has
asymptotic expansion zy — 2A4+/7 for small 7 and (ii) it approaches z* for large 7. For this, we seek

an approximation of the form
1 — e b7
24(T) := 29 — 2A —

where b > 0. To make it match with the large 7 behaviour, we need b = %.

closed-form approximation of the free boundary z(7) defined by (3.3) is given by

4A*
2:(7) =20 — (20 — 2)V1—e V7 b= ———. (3.19)

(ZO _ Z*)2

Hence, the global

The next result presents a global closed-form approximation of the free boundary for problem
(2.6) with conditions (2.4).

Theorem 3.11. Let the dual utility function be given by (3.1) and Assumption 3.2 hold. Let
z+(7) in (3.19) be the global closed form approzimation (GCA) to the free boundary z(T) defined
by (3.3). Then the unique free boundary of problem (2.6) with condition (2.4) is strictly decreasing
and approximately determined by

z(t) = —Up (exp (2:(0*(T —t)/2))), 0<t < T.

Furthermore, the primal value function is given by

Vit,z) = V(t, I(t,2)) + xI(t, ),

and the optimal feedback control is given by
0 .
7 = 1) Ty (8,16, 2)), (3:20)

where V is the dual value function, approzimately given by

Vit,y) =Uk(y) — /OT 0(0) G (1 —s,Iny — w) ¢p(w)dwds, (3.21)

T =0%T —t)/2, and y = I(t,x) is the unique solution of the equation V,(t,y) +x =0 for z > K.
Proof. See Section 5. ]

Remark 3.12. In the continuation region, the optimal feedback control m* can be computed either
with (2.5) using the primal value function or with (3.20) using the dual value function. The two
methods would produce the same optimal trading strategy due to the strong duality relation. It is
in general more difficult to find the primal value function than to find the dual value function as
the former satisfies a nonlinear PDE in the continuation region whereas the latter a linear PDE.
The dual value function has an integral representation which makes possible computing the optimal
control, provided the dual free boundary is known. This is where the GCA plays a pivotal role. It
would be virtually impossible without the GCA to determine the optimal control in the continuation
region as both the primal and dual value functions depend on unknown free boundaries.
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4 Numerical Examples

In this section, we compare the numerical results derived using the global closed-form approxi-
mation (GCA) and the binomial tree method (BTM). We now briefly explain to use BTM to solve
our problem. BTM cannot be directly applied to solve the original investment stopping problem,
however, it can be used to solve the dual optimal stopping problem which is essentially an American
options pricing problem with one additional difficulty, that is, one has to find the initial value y of
the dual process from the equation f/y(t,y) + 2 = 0 while V is to be determined. To circumvent
the problem, we use the following procedure.

First, we fix an arbitrary yg > 0 and build a binomial tree for the dual process Y up to time T’
and then use the dynamic programming method to solve the dual optimal stopping problem and
find the value V,,(0,y0) at time 0. We then check the sign of V},(0,0) + 2: if positive, we decrease
the value of f/y((), yo) by setting y1 = yo/10; if negative, we increase the value of ffy (0,y0) by setting
y1 = 10yo. Repeat the process and get V,(0,y1). If V,(0,41) + x and V,(0,yo) + = have the same
sign, we set yo = y1 and repeat the process above; if they have different signs, we have found an
interval, bounded by yo and y;, that contains a solution to the equation Vj(t,y) +x = 0. We
then use the bisection method to find y with linear convergence. Once the initial value y for the
dual process is determined, we can get easily the value ‘7(0, y) and the free boundary for the dual
problem. Finally, using the dual relation, we can find the optimal value and the free boundary for
the primal problem.

Example 4.1. We discuss the free boundary and the optimal strategy of the optimal investment
stopping problem (2.6) with conditions (2.4) for power utility and non-HARA utility defined in
Ezxample 3.1.

The parameters used are p = 0.1, 3 =0.1, r =0.05, c =03, K =1, vy=0.5,T = 1. The
number of time steps for binomial tree method is N = 700, which gives 4 decimal point accuracy.
These parameters satisfy Assumption 3.2.

In Figure 2 we plot the optimal exercise boundaries for power and non-HARA utilities using
both the global closed-form approximation (GCA) and the binomial tree method (BTM). It is clear
that the GCA and the BTM produce the free boundaries with the same shape and very small gaps.
In Figure 8 we depict the sample paths of the optimal wealth and the corresponding optimal trading
strategqy using the GCA for power and non-HARA utilities. We can see that the optimal trading
strateqy becomes zero after time 1y, the first time the optimal wealth process hits the free boundary
before the terminal time T, and 1y is the optimal stopping time of investing in risky assets and the
optimal wealth becomes X; = XTOe”(t_TO) formp <t <T.

Example 4.2. In this example, we compare the optimal values and the optimal strategies obtained
by the closed-form approximation and the binomial tree method at the initial time.

(i) For power and non-HARA utility, we compare the numerical results between GCA and BTM.
The parameters used are p = 0.1, § = 0.1, r = 005, c =03, K =1, vy = 0.5, T =1,
t = 0, initial wealth xo = 1.5, number of time steps for binomial tree approach N = 700. The
numerical result is shown in Table 1.

(ii) In Table 2, we give the mean and standard deviation of the absolute and relative difference
between BTM and GCA for power and non-HARA utility. We fix K =1, T =1, t = 0, initial
wealth Ty = 1.5, and number of time steps for binomial tree approach N = T700. The rest
parameters are selected randomly: 10 samples of u from the uniform distribution on interval
[0.05,0.15], r on [0.02,0.08], 5 on [0.05,0.15], o on [0.10,0.40], v on [0.2,0.6]. We also require
the parameters satisfy Assumption 3.2.
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strategy for non-HARA utility.



From the numerics in Table 2, we observe that the difference between the GCA and BTM optimal
values is very small, whereas the computational time for GCA is much less than that for BTM. The
GCA is shown to be correct and fast. Compared to the optimal values, the error for computing the
optimal strategies using both the BTM and GCA is bigger. This is not surprising, as the optimal
strategies are computed with the derivatives of the value functions.

Table 1: Comparison between GCA and BTM for Example 4.2 (i).

Power utility Non-HARA utility
Optimal value Optimal strategy Optimal value Optimal strategy

GCA value 1.4128 0.6558 1.5094 0.6776
BTM value 1.4031 0.7454 1.5116 0.6846
Difference 0.0096 0.0899 0.0022 0.0069
Relative difference 0.0069 0.1206 0.0015 0.0101
Time for GCA 22.7s 10.9s 11.4s 5.6s

Time for BTM 1683.2s 1664.2s 2777.6s 2744.6s

Table 2: Comparison between GCA and BTM for Example 4.2 (ii).

Power utility Non-HARA utility
Optimal value Optimal strategy Optimal value Optimal strategy

Avg difference 0.0074 0.0969 0.0034 0.0281
Std difference 0.0050 0.1495 0.0062 0.0462
Avg relative difference 0.0050 0.0745 0.0022 0.0630
Std relative difference 0.0033 0.1145 0.0045 0.0919
Avg time for GCA 23.2s 8.2s 23.0s 9.3s

Avg time for BTM 2640.9s 2609.6s 2878.6s 2844.2s

5 Proofs

In this section we give detailed proofs of the results of the paper.

5.1 Proof of Corollary 2.4

Proof. Everything is a straightforward translation of Theorem 2.3. We only need to show (2.17)
holds. For some fixed yp > 0 and y < yo, using Ux (0) = oo and the convexity of V' in y, we have

. V(t —V(t V(t -U
Vy(t, y) S ( 73/0) ( 73/) S ( 73/0) K(y)7
Yo — Y Yo — Y

which gives liH(l) (—%(t,y)) = 4o00. Similarly, for some fixed yo > 0 and yo < y, using (2.7), we
Yy—

obtain

_Vity) = Vity) Uk =V(ty) - —Ky-V(ty)

0< —V,(ty) <
Y—1Yo Y—Yo Y—Y

14



which gives lim (—Vy(t,y)) =a < K. O

Yy—00

5.2 Proof of Theorem 3.3

Proof. In the exercise region, we immediately have v, = g,. In the continuation region, since
v:(0, 2) = g, and v,(7, 2) = g, for (1, 2) € OC,, and by Assumption 3.2 and ¢; < 0, we have

J
Lig:] = ¢'(2) = Z Ajqiel* — Kve® <0.
j=1

On the other hand, in the continuation region it holds that L[v.] = 0. So we have L[v, — g.] > 0
in the continuation region. By comparison, we obtain that

v, — g, > 0.
As a consequence, if (7,21) € C;, i.e., v(7, 21) > g(21), then for any zo > 21,
v(T,22) — g(22) = v(7,21) — g(21) > 0,

from which we infer that (7, z2) € C,. This indicates each 7-section of C, is connected. The existence
of the free boundary z(7) now follows. We obtain (3.3) and (3.4). Moreover, (3.5) follows from
(3.4). O

5.3 Proof of Example 3.4

Proof. Case 1: If A; > 0, from Theorem 3.3, we know there exists a unique free boundary z(7)
defined by (3.3). If A; =0, then Ay > Ay = 0, Theorem 3.3 implies that there exists a unique free
boundary z(7) defined by (3.3).

Case 2: We now prove (3.6) - (3.9). Denote that A := {(7,2); z21(7) < 2 < 23(7), 0 < 7 <
62T /2}. Since A} < 0 < Ag, A3+ 4A1vK > 0 and ¢(2) = e*(A1e™** + Aze™?* — vK), then there
exists two roots for equation ¢(z) = 0. We denote the two roots by z;, z;; with z; < z77. By a
direct computation, we have

B 1 1 —Ay — A% +4AKv
Rl = ) 0og 24, )

. 11 —A2+\/A%—|—4A1KI/
ZI1 = 2 0og 24, .

Then from the definition of the exercise region S, = {(7,2); v(,2) = g(z), 0 < 7 < 6?>T/2} and
the variational equation (2.13) , we have L[v] = L[g] = ¢(z) > 0 for (7,2) € S,. This implies that

S, C {(T,Z); #(2)>0,0<7< 92T/2} = {O <7< 92T/2, zr <z < zn}.

This shows that the T-section {z; v(7,2) = g(z), 0 < 7 < 62T/2} of the exercise region S, is
bounded. Therefore, z1(7) and z2(7) in (3.6) - (3.7) are well defined. By the definitions of z;(7)
and z2(7), we obtain that S, C A. Now, we prove that

ACS.. (5.1)
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Since
{(r,2); z=21(T)orz = 22(7), 0 < 7 < 0*°T/2} C S, C {(7,2); #(2) > 0,0 < 7 <6°T/2},

we have A C {(7,2); ¢(2) > 0,0 <7 < 6°T/2}. Assume that (5.1) is false. Then there exists a
non-empty subset 4" = C, N A and the parabolic boundary 9,4 C Qr — C,. Here Q7 denotes the
closure of Q7. Thus

L] =0, (1,2) € A,
Llgl = ¢(2) > 0, (1,2) € A,
v=g, (T,2) € OpN.

By the comparison principle, v < g in .4, which implies that .#* = (). Hence the contradiction
arises. Therefore, (5.1) holds. So A = S, i.e., (3.9) holds true. (3.8) follows from (3.9).

Next, we prove the monotonicity of the two free boundaries. If zi(7) is not increasing, there
exist 71 < 79 such that z;(71) > z1(72). Since v; > 0 (see (2.16)), we have

9(21(72)) = v(72, 21(72)) > v(71, 21(72)) > 9(21(72)),

which is a contradiction. Hence, z1(7) is increasing. Similarly, z5(7) is decreasing.
Finally, we prove (3.10) and (3.11). If

lim 21 (1) > 27,
7—0

then for any z satisfying

lim 21 (1) > z > 27,
7—0

and 7 = 0, we have

0 = vy — Uy + KU+ pv
= v+ ¢(2) >0,

where the last inequality follows from the fact that v, > 0 and ¢(z) > 0 for z; < z < z77. This is
a contradiction. Hence, (3.10) holds. By a similar argument, we can obtain (3.11).

Case 3: In fact, if Ay <0or A] <0 < Ag, A3+ 4A1vK <0, then L[g] = ¢(2) = e*(A1e ™ +
Ase™? — vK) < 0. Hence, g is a subsolution of problem

Llv] =0, (1,2) € Qr, (5.2)
v(0,2) = g(2), z € R

Denote the solution of the problem (5.2) - (5.3) by ©. Then by comparison, we obtain that
5 —g>0in Q.

Therefore, ¢ is also the solution of problem (2.13). O
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5.4 Proof of Example 3.6

Proof. Case 1 and Case 3 can be easily proved as follows: Since K = 0, we have L[g] = ¢(z) =
Are™3 4 Age™* > 0if A1 > 0 or ¢(z) <0 if A3 < 0 due to the relation A; < Ay. If ¢(z) < 0, then
by the same argument as in the proof of Example 3.4, we conclude that there is no free boundary
and it is not optimal to stop before the maturity. If ¢(z) > 0, then v = g is the solution to problem
(2.13), which implies that there is no free boundary and it is optimal to stop immediately.

Next we prove Case 2. We can show (3.12), (3.13) and monotonicity of z(7) following a similar
argument as in the proof of Example 3.4. We only need to prove (3.14). If z(7) is bounded, then
we have lim z(7) < co. Denote lim z(7) := a.

T—00 T—00

We rewrite problem (2.13) as

Llv] = It.>.(ry9(2), (T,2) € Qr,
v(0,2) = g(2), z €R,

where 14 is the indicator function of set A. By Green’s identity, we have
v = [ Gtz [ [ Gz —vowvas
where G is the Green function defined by (3.17). We set
1

Al(T) = g

Al T " ) 9
Ag(r) = he 30 [ g=341s e " dnds
\/7 z(t—s)—z(1)+(k+6)s ’
71' 0 < : ¢
NG

A T )
As(T) = e_Z(T)/ e 25/ e T dnds.
ﬁ 0 2(775)7;(\}'5)#»(&4»2)5

Since v(T, 2(7)) = g(2(7)), we have

6—3Z(T)—3A1T + C_Z(T)_A2T,

A1 (7) + No(7) + As(7) = g(2(7)).

By dominated convergence theorem, we have

lim Ax(r) = ket [T [T gy
im Ao(1) = —=e e e s
T—00 2 ﬁ 0 (n-&-g)\/g nas,
oo 2
_ it 0 s e TP gt < 0.

BN

Since A1 < 0 < As, we have

T—00

lim As(7) < Age_“/ e 42545 < oo,
0
lim Aq(7) = 0.

T—00

As ILm g(z(1)) = g(a) < oo, this leads to a contradiction. Hence, we obtain that z(7) is increasing
and unbounded, i.e., (3.14) holds. O
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5.5 Proof of Theorem 3.7

Proof. From Theorem 3.3, the variational problem (2.13) can be written as

L[v] = 0 for z > 2(7), 0 < 7 < *T/2, (5.4)
v(T,2) = g(z) for z < (1), 0 < 17 < 6°T/2, (5.5)
v.(7,2(1)) = g(2(7)), 0 < T < 0*T/2, (5.6)

v(0,2) = g(z), z € R,

where L and ¢ is defined as in (2.14).
Firstly, we claim that z(7) is non-increasing. Otherwise, there exists some 0 < 79 < 71 such
that z(7p) < z(71). Then since v, > 0 (see (2.16)), we obtain that

0= w(r,2(11)) = g(2(71)) = v(70, 2(71)) = 9(2(11)) >0,

where the second inequality follows from the definition of the free boundary z(7). This leads to
contradiction. Then we claim that
2(1) < zo for 7 > 0. (5.7)

Let v = v — g. We rewrite the variational problem (2.13) as

min{L[?] + ¢(2), v} =0, (7,2) € Qr, (5.8)
5(0,2) =0, z € R, (5.9)
where ¢(z) is defined by (3.2).
Let U be the solution to
LU} = =¢(2), (7,2) € :={(7,2) € Q13 2 > 20}, (5.10)
U(r,2z) =0, (1,2) € 0,22, (5.11)

where 0,(2 is the parabolic boundary of (2.

Since ¢(z) is strictly decreasing and z > zp, by (3.15), we have L[U] = —¢(z) > 0 in Q. By
the maximum principle (see (Lieberman, 1996, Theorem 2.7)), we have U > 0 in . Then Hopf’s
lemma (see (Lieberman, 1996, Lemma 2.8)) leads to U,(7,29) > 0 for 7 > 0. By (5.8) - (5.11), we
have L[v] > —¢(z) = L[U] and v(7,2) > 0 = U(r, 2) for (7, 2) € 0,Q2. By the comparison principle
(Lieberman, 1996, Corollary 2.5), we see that © > U > 0 in . This implies that z(7) < zp.
Otherwise, there exists some 21 € (20, 2(7)) such that o(r,21) = 0.

If there exists some 79 > 0 such that z(79) = 29, then we have

(70, 2(10)) = U(70, 2(10)) = 0.
Hopf’s lemma (see (Lieberman, 1996, Lemma 2.8)) implies that
U, (70, 2(10)) > U, (70, 2(70)) > 0.

Since v,(7, z(7)) = 0, for any 7 > 0, this leads to contradiction. So (5.7) is proved.
Hence, we have limz(7) < 2. If limz(7) < 2o, then for some z € (lim z(7), 29), by (5.4), we
7—0 70 7—0
have
L[v]|7=0 = [vr — vzz + KU, + p]|7=0 = 0.

This leads to
UT|T:0 = [Uzz — KUz — PUHT:O = _¢(Z) <0,
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where the last inequality follows from ¢ is strictly decreasing, ¢(zp) = 0 and z < zp. This contradicts
with the fact that v-(0,z) > 0 (see (2.16))

We now prove that z(7) € C[0,62T/2]. If this is not true, then there exists some 79 € [0, 62T/2)
such that

21 < z9, where z; = lim z(7), 20 = lim z(7).
T—Tg T=Ty

By (5.7), we have z1, 22 < z. For any z € [z1, 22], by (5.4), we have
L{v]|7=r, = [vr = V22 + KUz + pV][r=r, = 0.
For any z € [21, 22|, this leads to
Urlr=ry = [Vzz — KUz — pV]|7=7y, = —¢(2) <0,

where the last inequality follows from ¢ is decreasing, ¢(zp) = 0 and z1, 22 < zp. By (2.16), this
means ¢(z) = 0 for any z € [z1, 23], while ¢ is a strictly decreasing function. The contradiction
arises. Therefore z(7) € C[0,0°T/2] is true. Furthermore we can use the bootstrap argument
developed by Friedman (1975) to conclude that z(7) € C*(0,6%T/2].

To prove the rest of the results in this theorem, by (5.5), we have

v(1,2(1)) = g(2(1)), 7> 0. (5.12)
Differentiating (5.12) in 7, by (5.6), we obtain
v (7, 2(1)) = 0. (5.13)
Furthermore, (5.4) implies
Lv)(7, 2(7)) = v (7, 2(T)) — v22(T, 2(7)) + kv (T, 2(T)) + pv(7,2(T)) =0,
which leads to
022(T, 2(7)) = £g=(2(7)) + pg(2(7)), 7> 0. (5.14)
By (5.13) and Theorem 2.3, we derive

Llv;] = 0 in continuation region,
v (7, 2(1)) =0, 0 < 7 < 6°T/2,
v7(0,2) >0, z€R.

Hopf’s lemma and the maximum principle imply that v, > 0 in the continuation region and v, > 0
at (7,z(7)). Differentiating (5.6) in 7, we have

Urz (7‘, Z(T)) + Vzz (7‘, Z(T))ZI(T) = gzz(Z(T))Z/(T)'

By (5.14),
Vo (1, 2(7)) = —p(2(7))2' (1) > 0, (5.15)

Since ¢ is strictly decreasing, by (5.7), we derive that
—¢(2(7)) < —¢(20) =0, 7> 0.
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Therefore, we obtain 2/(7) < 0.
The standard method for finding an integral equation of the free boundary starts with the Green
function G defined by (3.17), which satisfies

Denote by u(r,z) = v-(7, z) and
I(z,71,5) = / G(T — s,z —y)u(s,y)dy. (5.16)
z(s)
Note that li_1>nG(7'—s, z—1y) = §(z—y), where § is a Dirac delta function, therefore for any z > z(7),

sh_r}ri I(z,7,5) = u(T,2).

With this in mind, we can relate the solution u(7, z) to the initial condition by integrating Is(z, 7, s)
between s =0 and s = 7.
Differentiating (5.16), also noting u(s, z(s)) = vs(s, z(s)) = 0 (see (5.13)), yields

o

(z,7,5) / G (T —s,2z—y)u (s,y)dy+/ G(T — s,z —y)us(s,y)dy.

z(s)

Simple computation, using integration by parts, gives

G(T — 5,2 —y)us(s,y)dy
z(s)

= /: G(T — s,z — y) [uzz — Kuy — pu] (s,y)dy
= —G(1—8,2—2(5))us(s,2(s)) + /:O) (G — kG, — pG](T — s,z — y)u(s,y)dy

= G — 5,2 — 2(3))us(s, 2(s)) + :Gw—s,z—ym(s,y)dy.

Hence,
Ii(z,7,8) = =G(T — 8,2 — 2(8))uz(s, 2(s)).

Integrating Is(z,7,s) from s = 0 to s = 7, we obtain
u(T, 2) / G(7,z — y)u(0,y)d / G(T — 8,2 — z(s))uz(s, z(s))ds. (5.17)

Now we calculate u(0,y) for y > zp. By (5.4), we have

u(0,y) = v-(0,y) = v2:(0,y) — £v2(0,y) — pv(0,y) = —L[g] = —¢(y).

Also u,(s,2(s)) = vrx(s,2(s)) is given by (5.15). Since u(7, 2(7)) = v-(1,2(7)) = 0 (see (5.13)),
letting z = z(7) in (5.17), we have (3.16). O
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5.6 Proof of Theorem 3.8

Proof. We postulate that
2(1) = 20 — 2AVT + o(\/T), T — 0. (5.18)
A direct computation shows that the first term in (3.16) is given by

J

h L gy — 2(7) + (k — 2¢;
- / G(r, () — o (y)dy = ;—zAje%AJ +qj<>erfc<zo z<T>2 f< W)

20— 2(T)+ (v —p—1)T

2y

1
+ iz/Ke_'”Jrz(T)erfc <

) . (5.19)

where erfc(z) is the complementary error function defined by

2 2
erfe(z) = — e " dn.
7

By Taylor’s expansion and (5.18), we have
i AiT+4;2(T) O(WVT)+4;(20—2Av/T+0(v/7))

970(1 — 25 AVT + o(V7)) (5.20)
e = e (1 = 244/7 + o(V/7)).

Similarly, Taylor’s expansion gives

K —22%' ﬁ) = erfc (A(1+0(1))) —

Kk — 2q;

N e VT+o(vT)  (5.21)

erfc <A(1 +o(1)) +
and

erfe(A(1+ o(1) + 2L L /7y — erfe(A(L + 0(1)) = Ll o2 o(vF). (5.22)

2 v
Since ¢(zp) = 0, by (5.19) - (5.22), we derive that
| - oty

0
J

— ; _%Aje%'zo [1—2¢;AVT + o(\/T)] [erfc(A(l +0(1))) — ’“‘?ﬁque—f‘zﬁ + o(ﬁ)}
+ %uKeZO [1— 247+ o(\/7)] [erfc(A(l +0(1))) — "_\;’;r_le—ﬂﬁ + o(ﬁ)}

_ f%gb(zo)erfc(A(l +o(1))) — ]ZJ; %Ajewo [(quAﬁ)erfc(A(l +o(1))) — ”“ﬁf%’e—f‘?ﬁ]
+ %VK@ZO [(—2Aﬁ)erfc(A(1 +o(1))) - ”‘j{le—“ ﬁ] +o(\/7)

_ (A erfe(A(1 + o(1))) — \/17?6_A2) N sz;qJAjeqj'Zo - uKeZO} +o(y/7). (5.23)

21



We use the transformation ¢ = (7 and denote ¢ = 1 — . Then the second term in (3.16) can be
calculated by

/07- G(t —s,2(1) — Z(S))é(z(s))zl(s)ds

J T 1 [2(1)—z(1—t)—rt]2
— 34 / L 0o g rt) gy
= o V4wt

T 1 [z(‘r)fz(ﬂ'ft)fﬂt]2

- I/K/ e at P () dt
o V4wt

_ () —2(Cn)—nr¢r)?

J 1 _
1 _ _
= g A\ﬁ/ ——e acr PTG S (ErYd¢
s ! 0o V4r(¢ )

Kf/l 1 _Lm=@noncr® pery () /(Er)de
-V T e T z2((T
0o Var¢

= (Term 1) + (Term 2).

Using the expansions
Z((r) = —A(CT) (1 +0(1)),
eGP = 20 (1 — 2 4g;7/Cr + o(v/7)),

we derive that

J 1 ; 2
) 1 _ [z =2(¢r) —r(T] —
(Term 1) = E Ajeqﬂoné/O e e Z(Cr)d¢
j=1

Var¢
/ . L] RAVG—vDtoyn?
— ZAAjquZO/ e acr
=1 0o v4r¢

(14 o(1) (- 24g;\/Cr + o(v7)) ()24

Similarly, one can obtain that

1 = 2
1 _ () =z(Cr)=rlr]” —
(Term 2) = —Z/Keon;/O ?Ce 4T 2 (¢T)d¢
1 = 2
1 [2A(/Cr—vD)+o(v7)]
+AuKeZ°/ e acr
0o VA4r¢

(11 o(1)) (—2A G+ ow) GRE S

Since ¢(zp) = 0, this leads to

J
(Term 1) + (Term 2) = 242 Z qjAjeli® —vKe®

=1 (5.24)
L1 RANG -V Ho(vn)?
-(1+o(1))ﬁ/0 \/We acr d¢ + o(\/T).
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By (3.16), (5.23) and (5.24), we derive that

1 e 2/1 1 _eAWG—vor?
—e — Aerfc(A) =2A e 4T d
VT (4) 0 VATC

s

By the transformation n = NG A, we derive

1 4 24 A3 =)

R e [ 529

A
Let F(A) = —L-e 4" — erfe(A) — 2 e_”2Md17 By a direct computation, we have

VrA© VT J, (A% 422
1 (=643 + 2A4n°)n?
Fl'(A) = ——— dn <0,
(4) A2 we \f/ (A% 4 n?)3 =
with F(0) = 400 and F(+o00) = —1. This implies there exists a unique solution to the equation
00 A
(5.25). Finally, (3.18) follows from /A e dn = @ —/0 e~ dn and (5.25). O

5.7 Proof of Theorem 3.9

To prove Theorem 3.9, we need the following lemma.

Lemma 5.1. There exists some z* € R such that

. _ *
Tlgr()lo z(1) = 2%

Proof. Firstly, we consider the following problem
—U"(2) + k¥ (2) + p¥(2) = 0 for 2z > a,
U(z) = g(z) for z < q,
¥'(a) = g'(a), (5.26)
zlggo U(z)=0.
Denote

p() = 32 = (g — e D% K(1- ), (5.27)

where A = =V 2T°° ”§2+4p. By Assumption 3.2, and 41 < Ay < ... < Ay, we have k?+4p—(k—2¢;)? =
—4q;A; > 0, which leads to

qj—A:V“erQ RS, (5.28)
This implies that p'(z) <0, lim p(z) = —K(1—=)\) <0, and lim p(z) = co. Hence, there exists a
Z—00 Z—— 00
unique a € R such that
p(a) = 0. (5.29)

Now the solution to problem (5.26) is given by

U(z) = g(a)e**= for z > a,
U(z) = g(z) for z < q, (5.30)
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where a is defined by (5.29).
We shall prove that the function ¥(z) defined by (5.30) satisfies the following variational equa-
tion
min{—V" + k¥ + p¥, ¥ — g} =0, 2 € R. (5.31)
Firstly, for any z > a, since W is the solution to problem (5.26), we only need to verify ¥(z) > g(z).
Denote ®(z,c) = g(c)e**=¢). Differentiating ®(z, ¢) in ¢ we have

where p(c) is defined by (5.27). This implies that ®(z, -) is strictly increasing in (—oo, a) and strictly
decreasing in (a, z). Hence, we have U(z) = ®(z,a) > ®(z,2) = g(z) for any z > a. Consequently,
U satisfies (5.31) for any z > a.

Secondly, for any z < a, since ¢(zp) = Z}le A;eli? —Kpe® =0,k =v—p+1, ¢ — >0 (see
(5.28)), we have

ve®p(zg) = ve*p(zo) — P(z0)

J
- ¥ 90— (q; — \) — Aj] + AKve™
=1 %

J
= D (a =N+ (A= 14
j=1 J

J

1 .
= D~ VIR~ 20) + (<24 205)V/62 - dp + gy — 4
j=1 J
< 0.

Since p(z) is strictly decreasing and p(a) = 0, we derive that zp > a. This leads to
—¢" 4+ kg + pg = Llg] = ¢(2) > 0 for z < q,

where the last inequality follows from the fact that ¢ is strictly decreasing, ¢(zp) = 0, and a < zp.
Thus U satisfies (5.31) for any z < a.
Now the variational inequality (5.31) implies that

min {L[V], ¥ — g} =0, (7,2) € Qr,
U(z) > g(z) =v(0,2), z € R.

By the comparison principle (see Lemma A.1), we have v(7,z) < ¥(z) for (7,z) € Qp. Then we
derive that z(7) > a. Otherwise, by the definition of z(7) (see (3.3)) and (5.30), there exists some
z € (2(7),a) such that

v(1,2) > g(z) = ¥Y(2).
The contradiction arises. Since z(7) is decreasing (See Theorem 3.7 ) and has a lower bound, there
exists some z* € R such that lim z(7) = 2*. O

T—00

We can now prove Theorem 3.9.
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Proof. We only need to show that z* = a, where a is defined in (5.29).
We rewrite problem (2.13) as

Llv] = Iu<.(rp0(2), (1,2) € Qr,
U(O7 Z) = g(Z), z €R,

where 1,4 is the indicator function of set A. By Green’s identity, we have

S T rz(t—s)
o(r,2) = / G(r, 2 — y)g(y)dy + /0 / G5,z — y)é(y)dyds,

where G is the Green function defined by (3.17). Since v(7,2(7)) = ¢g(2(7)) on the free boundary
(1,2(7)), a direct computation shows that

g(=(r)) =/ G(r, () — v)g dy+//”) G(s, 2(7) — y)é(y)dyds

J
_ Z i eqj()+qj / exp[ (y - ()+I€T—2QJ)}dy
= o 4t
[e's) 2
- z2(1)—vT _ (y - Z(T) T KT — 27—)
K rm_e /_Oo exp{ pp }dy

z(T—s 2
erZ(T)+Q_7Aj5/ ( )eXp [_ (y = 2(7) ZKS = 245) }dyds
—o0 s

+ZA/

0 47s

2(T—5) _ _ 2
VK/ S/ exp[—(y 2(T) + ks — 2s) }dyds
47TS

oo 4s

= Z qeqy()+quT Ke*(M—v
=1

+ZA / L +quSN( (T—s)—z\(/%—i-/is—qus)ds

—5)— — 9
K Z(T)*I/SN (Z(T 8) Z(T) + Ks ) d ’
v /0 e o s

where N(-) is the cumulative distribution function of a standard normal variable. Letting 7 — oo,
by the dominated convergence theorem and the integration by parts, we have

J
A —2g;s < Ks — 28
) = SA [ ews +%AJSN<“8J>ds—yK/ & ”SN< )ds
9(=") ]Zzl ]/O Vi 0 V25

J 1 K — 2q; 1 K—2
L (1) (A2 )
]Z; 2q; VEZ+4p 2 VK2 +4p

Simple algebraic computation gives p(z*) = 0 = p(a), where p is defined in (5.27). Hence,

lim z(7) = 2* = a. O
T—00
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5.8 Proof of Theorem 3.11

Proof. Define the continuation region in y-coordinate to be C, = {(t,); V(t,y) > Ux(y), 0 <t <
T}, and the exercise region to be S, = {(t,v); V(t,y) = Uk (y), 0 <t < T}. The exercise boundary
in y-coordinate is defined by y(t) := inf{y; V(t,y) > Uk (y)} for 0 < t < T. Then one can derive
the global approximation of y(t) by

y(t) ~ exp (2:(7)) = exp (2* (02(T - t)/2)) .

From the dual transformation, we know that V; y(t,y) = —x. On the free boundary, we have
V, (t,y(t)) = Ul (y(t)). Combining the above relations, we find the approximate free boundary

a(t).
From (5.17), also noting u(0,y) = —¢(y) and u.(s, 2(s)) = —¢(z(s))2'(s), we have

o

ur(r,2) = = [ G(1,2 = y)o(y)dy + /T G(1 — 5,2 — 2(s))$(2(s))2'(s)ds

20

_ / G(r. 2 — w)p(w dw+/Gn,z—2(7—77))¢(Z(T—n))Z'(T—n)dn

20

-2 /0 /Z(Tn)sz—w)ww)dwdn]

Integrating the above equation from 7 = 0 to 7 = 7 and noting v(0, z) = g(z), we have

v o) = = [* [ Gz wetwyddy

= - /T /OO G(T — s,z — w)p(w)dwds,
0 Jz(s)

where ¢ is defined in (3.2). We approximate the free boundary z(7) by the global closed-form
approximation z,(7) in (3.19) and get the approximation of the dual value function V' (¢,y) as (note
z=logy and 7 = %(T— t))

V(t,y) ~ Uk / G (1 —s,Iny — w) p(w)dwds. (5.32)
zx(8)
By Corollary 2.4, there exists a unique solution y* = I(¢,z) to the equation Vy(t, y) +x = 0 for

x > K. Then the primal value function is given by

V(t,z) = ;I;f(V(t, y) +xy) = V(t, I(t,x)) + zI(t,z)

by (5.32) for any (¢,z) € [0,T) x [K,+00). Finally, we calculate the optimal strategy ;. Since

1
Ve=y"=1(t,x), Vpr(t,2) = —=————,
V@y(taf(tax))

we derive that 0
T = ——— = 7I(t7 ﬂj)f/yy(t) I(t’ $))
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6 Conclusions

This paper provides a rigorous analysis of the optimal investment stopping problem using the
dual control method. The analysis covers a class of utility functions, including power and non-
HARA utilities. The approximate formulas for the optimal value functions and optimal strategies
are derived by developing the approximate formulas for the dual problems. For non-HARA utility,
if Assumption 3.2 does not hold, then there may exist two free boundaries or no free boundary
for the dual problem and we cannot use the method developed in this paper to characterize the
limiting behaviour of the free boundary as time to maturity tends to zero or infinity, which makes
impossible to find a global closed-form approximation to the free boundary. We leave this for the
future work.

Acknowledgments. The authors are very grateful to two anonymous reviewers whose constructive
comments and suggestions have helped to improve the paper of the previous two versions.
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A Appendix: Proof of Theorem 2.3

Theorem 2.3 is considered a known result in the PDE theory, but for the convenience of the
reader, we give a proof. Note that the payoff function for vanilla American option is Lipschitz
continuous, but the function ¢ in (2.14) is not Lipschitz continuous in the infinite region. So the
analysis is different from that of Liang et al. (2007).

Firstly, we prove the following comparison principle:

Lemma A.1. Let vy, vg € W;’ZZOC(QT) N C(Qr) be functions satisfying |v;| < C(e®* + e~ %) for

some positive constants C,a,y, i = 1,2, and

where Fv] := min{L[v], v —g}. Then
Ul(T7 Z) > UQ(Ta 2)7 (7-7 Z) € QT-

Proof. Note that on the set Q = {(7,2) € Qr; va(7,2) — g(2) < Lva]}, we automatically have
v1(7,2) — g(2) > Flv1] > Flva] = va(r1,2) — g(z), so that vi(7,z) > va(7,2). On the set Qy :=
{(1,2) € Qp; va(7,2) — g(2) > L[va]}, we have L[v1] > Flvi] > F[vs] = L{va].

We are now in a situation where L{v1] > Llvg] for (7,2) € Qo and vi(7,2) > wva(r7,2) for

(1,2) € Qr — Q3. We can apply the maximum principle (see (Lieberman, 1996, Theorem 2.7)) on
Q9 to conclude that vy (7, 2) > vo(7, 2) on Q. O

To prove the existence of the solution of problem (2.13), we construct a penalty function S.(t) €
C?(R') satisfying (see Friedman (1982))

Be(t) <0, Be(0) = =Cy (Co > 0),
Be(t) =0, t > ¢,
Bit) = 0, B(t) <0,
Be(t) =0, ift >0, e—0,
(t) —
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where C is a constant to be determined.
Since system (2.13) lies in an unbounded domain, we apply a bounded domain to approximate
it:
min { L[vT], v* — g} =0, (7,2) € QF := (0,6°T/2) x (-R, R), (A1)
of(1,2) = g(2), (1,2) € 9,08, (A.2)

where 9,Q% is parabolic boundary, the operator L and g(z) is defined in (2.14). Consider the
penalty problem of (A.1) - (A.2):

L] + Be(vef — g) = 0, (7,2) € QF, (A.3)
voR(1,2) = g(2), (1,2) € 9,04 (A4)

By (Friedman, 1982, Theorem 8.2), For fixed € and R, problem (A.3) - (A.4) has a unique solution
v=0F e W, (QF), 1 <p < +o0.

Lemma A.2. For any fired R > 0, there exists a unique solution v® € C(QF) N W,}’2(Q¥) of
problem (A.1) - (A.2), 1 < p < +00. Moreover

g(2) < vP(r,2) < CET7T7 1), (1,2) € OF, (A.5)
where C is defined as in (2.7), B = |(p%1)2 — K5 —pl+ 1.

Proof. By (Friedman, 1982, Theorem 8.2), we immediately obtain that there exists a unique solution
defined by vf := lime,0v5® of the problem (A.1) - (A.2) and v € C(QF) N Wp1’2((2¥). The
variational inequality (A.1) implies the first inequality in (A.5).
To obtain the second inequality in (A.5), denote w(r,z) = C(1 + eBT+P%12). By (2.7), we note
that ,
w—g=w-—Ug(e?) >w— (C(1+er17) - Ke*) > Ke* > Ke ' > ¢

for small € and (7,2) € Q. By the definition of j, this implies that

Be(w —g) =0.

Hence, by choosing B = |(Z%)2 — k385 — pl+ 1, we have

~ Br+-t-z b 2 p ~
— = - —_ >
L[w] + fe(w — g) = Ce” ™ 1 (B (p—1> +p_1/£+p>+0,0_0.

The last inequality above follows from the definition of A and B. By the comparison principle, we
obtain
v < w in QF

Now by letting ¢ — 0, we complete the proof. O
We can now complete the proof of Theorem 2.3.

Proof. By setting R=n (n € Z") in (A.1) - (A.2), we rewrite the variational problem (A.1) - (A.2)
as

L[Un] = f(T’ Z)’ (Tv Z) € 9%7
v"(1,2) = g(2), z € 0,7,
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with
f(Tv Z) = I{vzg}L[g](z)v

where 14 is the indicator function of set A. Combining (A.5), we deduce that for any fixed £ > 0,
the following Wp1 2 interior estimate holds for n > &:

anHWpl’2(Q§~) < C§7 (A6)

where C¢ is a constant depending on £ but not on n, and || -

space Wpu(QfT)
Letting £ = 1in (A.6). By the weak compactness and Sobolev embedding, there is a subsequence
{v?l)} of {v™} such that

||Wp1,2(QgT) is the norm in the Sobolev

v(yy = v(1) weakly in me(Q%)
and
vy = vy leoary = 0-
Letting £ = 2 in (A.6) with subsequence {vﬁ)} instead of {v™}. By the weak compactness and
Sobolev embedding, there is a subsequence {v&)} of {v?l)} such that

U5y —* v(z) weakly in WZ}2(Q2T)

and
HU?Z) - U(2)HCO(Q2T) — 0.
Moreover, we have
’U(Q) = 1}(1) in Q%v

By induction, we conclude that there exists a subsequence v?m) of v?m_l) on {07 such that

n

V() = U(m) Weakly in W;%Q?)

and
V() = V(m) lcomy — 0.
Moreover, ‘
Vim) = V(j) In Qp, 1 <5 <m—1.

We define v = v, if (7,2) € QF for any m > 0. We consider the sequence vzﬁn)

any N > 0, since v?:n) is a subsequence of v?}\,) if m > N, we derive that

in diagram. For

V() = V() = v weakly in W;Q(Qg)

and
100y — vllco@y = 190y — vy llco(@y = 0

Letting m — oo in the system

min{L[v;)], vy — 9t =0, (7,2) € QF,
Um0, 2) = g(2), 2 € 007,

we find that v is the solution of problem (2.13).
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The inequality (2.15) follows by letting R — oo in the inequality (A.5). Lemma A.1 and (2.15)
imply the uniqueness.
Finally, we prove (2.16). In the exercise region S,, we have

v,(1,2) =g'(2) = 0%(62)62 <0and —v,(7,2) + v.(7,2) = U}’((ez)e% > 0.

Note that the above inequalities also hold at time 7 = 0 and at the boundary of C,. Since L[v] =0
in C,, we have L[v,] = 0 and L[—v, +v,;] = 0 for (7, 2) € C,. The maximum principle implies that
v, <0and —v, +v,, >0 for (1,2) € C,.

To prove v, > 0, we define

w(r,z) =v(r + 9, 2), for small § > 0.
From (2.13), we know that w(7, z) satisfies

min{L{w], w — g} =0, (1,2) € Qp := (0,60°T/2 — &) x R,
w(0,2) = v(6,2) > g(z) = v(0,2), € RL

Applying the comparison principle (Lemma A.1), we obtain that
w(r,z) =v(r+6,2) > v(r,2), TE (O,QQT/Q — (5) , zeRL

Thus we have v, > 0. ]
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