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Preface

This is an introduction to stochastic control theory with applications to
economics. There are many texts on this mathematical subject; however,
most of them are written for students in mathematics or in finance. For
those who are interested in the relevance and applications of this power-
ful mathematical machinery to economics, there must be a thorough and
concise resource for learning. This book is designed for that purpose. The
mathematical methods are discussed intuitively whenever possible and
illustrated with many economic examples. More importantly, the math-
ematical concepts are introduced in language and terminology familiar
to first-year graduate students in economics.

The book is, therefore, at a second-year graduate level. The first part
covers the basic elements of stochastic calculus. Chapter 1 is a brief
review of probability theory focusing on the mathematical structure of
the information set at time #, and the concept of conditional expecta-
tions. Many theorems related to conditional expectations are explained
intuitively without formal proofs.

Chapter 2 is devoted to the Wiener process with emphasis on its ir-
regularities. The Wiener process is an essential component of modeling
shocks in continuous time. We introduce this important concept via three
different approaches: as a limit of random walks, as a Markov process
with a specific transition probability, and as a formal mathematical defini-
tion which enables us to derive and verify variants of the Wiener process.
The best way to understand the irregularities of the Wiener process is to
examine its sample paths closely. We devote substantial time to the zero
sets of the Wiener process and the concept and examples of stopping
times. It is the belief of the author that one cannot have a good grasp of
the Wiener process without a decent understanding of the zero sets.

Xiii



xiv Preface

In Chapter 3 we define the stochastic integrals, discuss stochastic dif-
ferential equation, and examine the celebrated Ito lemma. The Ito in-
tegral is defined as the limit of Riemann sums evaluated only at the
left endpoint of each subinterval and hence is not a Riemann integral.
However, this formulation fits economic reasoning very well, because
under uncertainty future events are indeed nonanticipating. It is similar
to the discrete-time formulation in which an economic agent makes a
decision at the beginning of a time period and then subjects herself to
the consequences after the state of nature is revealed. These mathemat-
ical tools enable us to study the Black—Scholes option pricing formula
and issues related to irreversible investment. To make the presentation
self-contained, we include a brief discussion of the heat equation and
Euler’s homogeneous equation. More importantly, we caution the reader
throughout the chapter that some of results and intuitions cherished by
economists may no longer be true in stochastic calculus.

The second part of the book is on the stochastic optimization meth-
ods and applications. In Chapter 4 we study the Bellman equation of
stochastic control problems; a set of sufficient conditions, among them
the transversality condition, for verifying the optimal control; and the
conditions for the existence and differentiability of the value function.
We guide the reader through a step-by-step argument that leads to the
Bellman equation. We apply this solution method to many well-known
examples, such as Merton’s consumption and portfolio rules, demand
for index bonds, exhaustible resources, the adjustment-cost theory of in-
vestment, and the demand for life insurance. We also derive the Bellman
equation for a certain class of recursive utility functions to broaden the
scope of applications to models with variable discount rates. Most of all,
we wish to show that setting up the Bellman equation for a stochastic
optimization problem in continuous time is as easy as setting up the La-
grange function in a static, constrained optimization problem. We hope
applied economists will find this powerful tool readily accessible.

In Chapter 5 we discuss various methods of finding a closed-form
representation for the value function of a stochastic control problem. In
many economic problems, the functional form of the value function is
absolutely essential to ascertain the optimal policy functions. We present
the commonly employed methods systematically, from brute force to
educated guess. Some of the problems are solved using more than one
method so that the reader can compare the method’s strengths and weak-
nesses. We also introduce the inverse optimum methodology that enables
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us to ascertain the underlying economic structure from the observed pol-
icy functions. The chapter title, “How to Solve It,” which is borrowed
from Polya’s book, summarizes the spirit of the presentation. We hope
researchers will find this chapter useful.

In Chapter 6 we investigate two classes of economic problems related
to the boundaries of a controlled diffusion process. The first class of
problems relates to the nonnegativity constraint, which is not addressed
in the mathematical literature. Specifically, the mathematical solution to
a controlled diffusion process assumes values on the whole real line,
while the economic variables such as consumption and capital-labor
ratios cannot be negative. We introduce several approaches to address
this issue. As an example, we employ a reflection method to show that
the capital-labor ratio in the stochastic Solow equation can never become
negative. The second class of problems uses the optimal stopping time
technique. We show the reader how to formulate and solve this type of
problem through two well-known economic models: precautionary and
transactions demand for money, and the tree-cutting problem. We also
show that, even though the optimal policy function is implicitly defined,
comparative dynamics can still be performed if we do the mathematics
right.

The book includes many exercises, which follow immediately after
each topic so that the reader can check and practice their understanding
of the subject matter. Many of them are provided with useful hints; those,
however, should be used only after an honest attempt has been made.
Notes and suggested readings are provided at the end of each chapter for
more relevant references and possible extensions. The “Miscellaneous
Applications and Exercises” in the Appendix provide the reader with
more applications to economics and can also be used as review exercises
on stochastic optimization methods.
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Probability Theory

1.1 Introduction

In this chapter we introduce probability theory using a measure-theoretic
approach. There are two main subjects that are closely related to eco-
nomics. First, the concept of o -algebra is closely related to the notion
of information set used widely in economics. We shall formalize it. Sec-
ond, the concepts of conditional probability and conditional expectation
are defined in terms of the underlying o -algebra. These are background
materials for understanding Wiener processes and stochastic dynamic
programming.

We keep proofs to the bare minimum. In their place, we emphasize
the intuition so that the reader can gain some insights into the subject
matter. In fact, we shall go over many commonly employed theorems on
conditional expectation with intuitive explanations.

1.2 Stochastic Processes

1.2.1 Information Sets and o -Algebras

Let Q2 be a point set. In probability theory, it is the set of elementary
events. The power set of 2, denoted by 2%, is the set of all subsets of Q.
For example, if the experiment is tossing a coin twice, then the set 2 is
{HH,HT,TH, TT}. It is easy to write down all 24 = 16 elements in
the power set. Specifically,

2% — (@ (HH),{HT), {TH),{TT},{HH, HT}, {HH, T H),
(HH, TT)},{HT,THY,{HT, TT),{TH, TT),{HH, HT, T H},
(HH,HT,TT),{(HH, TH, TT},{HT, TH, TT}, Q).

1



2 Probability Theory

In general, the cardinality of the power set is 2/, where || is the
cardinality of the set 2. Power sets are very large. To convince yourself,
let the experiment be rolling a die twice, a rather simple experiment. In
this simple experiment, |€2| = 36 and the cardinality of the power set is
236 = 6.87 x 10'°. It would be impractical to write down all elements in
this power set. What we are interested in is subsets of the power set with
certain structure.

Definition 1.1 A class F of subsets of Q, i.e., F C 2%, is an algebra (or
a field) if:

(i) A € F implies A° € F, where A€ is the complement of A in Q2.
(ii) A, B € Fimply that AUB € F.
(iii) Q € F (equivalently, @ € F).

Conditions (i) and (ii)) imply 4N B € F, because 4N B =
(A° U BY)“.

Definition 1.2 A class F of subsets of Q2 is a o-algebra if it is an
algebra satisfying

o0
(iv)ifdieF,i=1,2,...,then | JA; € F.
i=1

The Greek letter “o” simply indicates that the number of sets forming
the union is countable (including finite numbers).

Any A4 € F is called a measurable set, or simply, an F-set. We use
F to represent the information set, because it captures our economic
intuition. Conditions (i) through (iv) provide a mathematical structure
for an information set.

Intuitively, we can treat a measurable set as an observable set. An
object under study (w € 2) is observable if we can detect that it has
certain characteristics. For example, let 2 be the set of flying objects and
let 4 be the set of flying objects that are green. Then A€ represents the set
of all flying objects that are not green. Condition (i) simply says that if, in
our information set, we can observe that a flying object is green (i.e., 4
is observable), then we should be able to observe that other flying objects
are not green. That means A€ is also observable. Another example is this:
if we were able to observe when the general price level is rising, then
we should be able to observe when the general price level is not rising.
Formally, if 4 € F, then A € F.
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Condition (ii) says that, if we can observe the things or objects de-
scribed by characteristics A and those described by characteristics B,
then we should be able to observe the objects characterized by the prop-
erties of 4 or B. Thatis, 4, B € F imply 4 U B € F. For example, if
we are able to observe when the price level is rising, and if we are able
to observe the unemployment level is rising, then we should be able to
observe the rising of price level or rising unemployment. The same ar-
gument applies to countably many observable sets, which is condition
(iv). These mathematical structures make o-algebras very suitable for
representing information.

It is clear that the power set 2 is itself a o -algebra. But there are lots
of o -algebras that are smaller than the power set. For example, in the ex-
periment of tossing a coin twice, F; = {Q, I, {HH},{HT, TH, TT}}
and F, = {Q, 3, {HH, TT},{HT, T H}} are both algebras. The infor-
mation content of F) is this: we can tell whether tossing a coin twice
ends up with both heads or otherwise. The information content of F; is
this: we can tell whether both tosses have the same outcome or not. The
reader should try to find other algebras in this setup. An obvious one is
to “combine” F; and F,. See the exercise below. We will return to these
two examples in Example 1.12.

Exercise 1.2.1
(1) Verify that F\ and F, are algebras.
(2) Show that Fy U F,, while containing F| and JF, is not an algebra.
(3) Find the smallest algebra G that contains F| and JF, in the sense
that for any algebra H which contains F| and F,, then G C 'H.

Definition 1.3 A4 set function P : F —R is a probability measure if P
satisfies

iHO0<P(A) <1forall4eF;

(ii) P (&) =0and P () = 1;

(iii) if A; € F and the A;s are mutually disjoint, then
P(UZ 4r) = 22, P(40).

Property (iii) is called countable additivity. The triplet (2, F, P) is
used to denote a probability space.

Example 1.4 (Borel Sets and Lebesgue Measure) When Q =R (the
whole real line) or Q = [0, 1] (the unit interval), and the o-algebra
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is the one generated by the open sets in R (or in [0, 1]), we call this
o -field the Borel field. It is usually denoted by 3. An element in the Borel
field is a Borel set.

Examples of Borel sets are open sets, closed sets, semi-open, semi-
closed sets, F; sets (countable unions of closed sets), and G sets (count-
able intersections of open sets). When Q = [0, 1], B is the o-algebra,
and P(A) is the “length” (measure) of A € F, we can verify that P
is a probability measure on B. Such a measure is called the Lebesgue
measure on [0, 1].

However, not all subsets of R are Borel sets, i.e., not all subsets of
R are observable. For example, the Vitali set is not a Borel set. See, for
example, Reed and Simon (1972, p. 33). For curious souls, the Vitali set
V is constructed as follows. Call two numbers x, y € [0, 1) equivalent if
x — y is rational. Let V be the set consists of exactly one number from
each equivalent class. Then V is not Lebesgue measurable.

A single point and, therefore, any set composed of countably many
points are of Lebesgue measure zero. The question then is this: Are sets
with uncountably many points necessarily of positive Lebesgue measure?
The answer is negative, and the best-known example is the Cantor set.

1.2.2 The Cantor Set

Since the Cantor set contains many important properties that are essen-
tial to understanding the nature of a Wiener process, we shall elaborate
on this celebrated set. The construction of the Cantor set proceeds as
follows. Evenly divide the unit interval [0, 1] into three subintervals. Re-
move the middle open interval, (1/3,2/3), from [0, 1]. The remaining
two closed intervals are [0, 1/3] and [2/3, 1]. Then remove the two mid-
dle open intervals, (1/9,2/9) and (7/9, 8/9), from [0, 1/3] and [2/3, 1]
respectively. Continue to remove the four middle open intervals from
the remaining four closed intervals, [0, 1/9], [2/9, 1/3],[2/3, 7/9], and
[8/9, 1], and so on indefinitely. The set of points that are not removed is
called the Cantor set, €.
Any point in the Cantor set can be represented by

o0 .

lVl .
E e where i, = 0 or 2.
n=1
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For example,

7 2 0 2 2 2

SRR R TR TR VE R
te., 7/9=(2,0,2,2,2,...). Similarly, 8/9=(2,2,0,0,...), 0=
0,0,0,...), 8/27=(0,2,2,0,0,0,...),and 1=(2, 2,2, ...). There-
fore, the cardinality of the Cantor set is that of the continuum. Since the
Lebesgue measure of the intervals removed through this process is

o 2n—l

2+i-4+---=z =1,

1
HCRRY, 3n

1
3 n=1
the Cantor set must be of Lebesgue measure zero.

The main properties that are of interest to us are three. First, here is a
set with uncountably many elements that has a zero Lebesgue measure.
Second, every point in the Cantor set can be approached by a sequence of
subintervals that were removed. In other words, every point in the Cantor
setis a limit point. Such a set is called a perfect set. Third, for any interval
I [0, 1], it must contain some subinterval that was eventually removed,
i.e., we can find a subinterval J C [ such that J and the Cantor set € are
disjoint: J N € = &. That is, € is nowhere dense in [0, 1]. These three
properties are the basic features of the zero set of a Wiener process, as
we shall see later.

1.2.3 Borel-Cantelli Lemmas

Definition 1.5 The limit superior and the limit inferior of a sequence of
sets {A,} are

DL
(@

limsup 4, = Ay,
n—00 n=1 k=n
o0 o0

11,,‘2}2“" = U ﬂAk.

3
Il
—
=
Il

n

Simply put, x € limsup,_, ., 4, means x belongs to infinitely many
Ap. In contrast, x € liminf,,_, o, 4, means x belongs to virtually all 4,
in the sense that there exists NV such that x € A; fork > N. Since Fisa
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o-algebra, limsup,_, ., 4, € F and liminf, .o 4, € F if 4, € F. By
definition, liminf,, _, o 4, C limsup,_, ., 4,.

Exercise 1.2.2 Let

y [0,1—|—%] if n is even,
" [0,2+ﬂ if n is odd.

Show that liminf 4, = [0, 1] and limsup 4, = [0, 2].

n— 00 n—>00
Exercise 1.2.3 Let

4 [0,%] if n is even,
" [—l 0] if n is odd.

Show that liminf 4,, = limsup 4, = {0}.

n—0oo n—00

Exercise 1.2.4 Let A and B be subsets of Q2. Define

4 = A ifnis even,
" |B ifnisodd.

Show that liminf 4, = AN B, limsup 4, = AU B.
n— oo

n—oo

Theorem 1.6 Let A, € F. Then we have the following inequalities:

p <lim iann> < liminf P (4,) < limsup P (4,) < P(lim sup An>.
—00

n—00 n n—00 n—00

Proof. See Billingsley (1995, Theorem 4.1). W

Corollary 1.7 If liminf, , 4, = limsup,_, ., A, = A4, then lim,_, «
P(A4,)=P(A),ie,if A, —> A, then P(A,) — P (A).
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Theorem 1.8
(i) (The First Borel-Cantelli Lemma):

o0
Y PU) <o = P(limsupAn> - 0.
n=1

n—oo

(ii) (The Second Borel-Cantelli Lemma) Suppose A, are independent
events. Then

iP(A,,):oo - P(limsupA,,):l.
n=l1

n—oo
Proof. See Billingsley (1995, Theorems 4.3 and 4.4). W

Example 1.9 (Value Loss Assumption and Asymptotic Stability of Op-
timal Growth) While the Borel-Cantelli lemmas may appear abstract,
they have interesting economic applications. Recall that a standard
model in first-year graduate macroeconomics is the discrete-time
optimal growth problem: Let ¢, k;, B, and f (k) be, respectively, per
capita consumption, capital-labor ratio, subjective discount factor, and
production function. Then the problem is to find an optimal consumption
program {c;} that solves

r?ca;(Zﬂ’_'u(ct), st k= flki—1) — ¢y,
"=l t=1,2,..., givenky > 0.

The value loss assumption is employed to ensure the asymptotic stabil-
ity of optimal growth. By asymptotic stability we mean that the difference
between two optimal growth programs under two different initial stocks
will converge to zero. To prove such a strong result (independent of the
initial stock), a value loss assumption is employed. Specifically, we assign
a minimum value loss 8 > 0 to each time period in which the two optimal
programs are parted by a distance at least ¢ > 0. The value loss assump-
tion makes it impossible to have infinitely many such periods (otherwise,
the program is not optimal), so that the asymptotic stability is possible.

To extend this theorem to stochastic cases, the first Borel-Cantelli
lemma comes in handy. Given ¢ > 0, let A, be the set of points in Q
such that, at time n, the difference between the realizations of these two
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optimal programs is at least ¢ > 0. We shall assign for each w € A4, a
minimal value loss § > 0. Then the expected value loss at time n is at
least § P(Ay), and the total expected value loss is at least § Y .- | P(A,).
This being an optimal program, the expected value loss cannot be
infinity. That is to say, the premise of the first Borel-Cantelli lemma
is valid: Y > | P(A,) < oo. It follows that P(limsup,_, ., 4,) = 0. In
words, the probability of those w € Q that belong to infinitely many
Ay is zero. Thus, the time path of the difference between two optimal
programs converges to zero with probability one. The interested reader
is referred to Chang (1982) for more details.

1.2.4 Distribution Functions and Stochastic Processes

Definition 1.10 Let (2, F, P) and (2, F', P') be two probability
spaces. Then T : (2, F, P) — (2, F', P') is measurable if T~'(B) €
F for all B € F'. In particular, if Q' = R, F' = B (Borel field), and P’
is Lebesgue measure, then T is a random variable.

The term T~'(B) represents the preimage of B, or the pullback of set
B. Recall that continuity of a mapping between two topological spaces
is defined as follows: the pullback of any open set in the image space
must be an open set in the domain. The concept of a measurable function
is defined similarly, i.e., the pullback of a measurable set in the image
space is a measurable set in the domain. A random variable is simply a
special case of measurable functions.

Definition 1.11 The distribution function of a random variable X, de-
noted by F (X), is defined by

F(x)=P({weQ: X(w) <x})=P[X =<x]
(following Billingsley’s (1995) notation) or, for any Borel set A,
FA) =PX '(4)=P(weQ: X(w) e 4)).
Clearly, F () is defined on Borel field with image in R. Such a function
is called a Borel function.

Given a random variable X, there are many o -algebras that can make
X measurable. For example, F is one. The o-algebra generated by X,
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denoted by o (X), is the smallest o-algebra with respect to which X is
measurable; that is, o (X) is the intersection of all o -algebras with respect
to which X is measurable. For a finite or infinite sequence of random
variables {X1|, X»,...}, 0 (X1, X5, ...) is the smallest o-algebra with
respect to which each X; is measurable.

Example 1.12 (7ossing a coin twice) Let
0 if heads in both tosses,
X = .

1 otherwise,

Y — 0 if same occurrence in both tosses,
27 )1 otherwise, ’

Then o (X)) =F ={Q,9,{HH},{HT,TH, TT}} and o (X;) =
Fr={Q,8,{HH, TT},{HT,TH}}. It is easy to show that
o (X1, X)) =FUVRU{HH,HT, TH} ,{TT}}. For example, if
A={HH}e F, and B={HH,TT} e F,, then ANB={TT} e
o (X1, X3). In words, if the result is “same occurrence in both tosses”
but not “heads in both tosses,” then it must be “tails in both tosses.”

Exercise 1.2.5 Let the experiment be rolling a die twice. Let X be the
random variable of the sum of the two rolls.

(1) Describe the probability space (2, F, P), i.e., spell out 2, find
the smallest algebra F which makes X measurable, and let P be the
usual probability.

(2) Write down the distribution function F (x), and find F (A) when
A ={3,4}.

(3) Let Y be the random variable that designates the larger of the two
rolls. Repeat (1) and (2).

Hint. In (1), first find X-Y{i}), i =2,3,...,12, and then choose
F = o (X) = the smallest algebra generated by X.

If the distribution function F (x) has a derivative f (x), which is called
the density function of X, then f (x) satisfies the equation

F(A):fAf(x)dx.
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Definition 1.13 A stochastic process{X (t) : t € 1}isafamily of random
variables, where I is the index set. If [ = 7 (integers), then{X (¢t) : t € I}
is called a discrete (time) stochastic process, a time series, or simply a
stochastic sequence. If [ = [0, c0)or [0, 1], then{X (¢) : t € I}iscalled
a continuous (time) stochastic process.

A stochastic process can be thought of as a function defined on 7 x €2,
ie, X:IxQ — R such that X : (¢, w) = X (¢, w) = X; (w). For a
given t € I, X;(-) : 2 — R is a random variable. For a given w € Q,
X (-, w) : I — R is a function mapping from the index set / to R. Such
a function is called a sample function (a sample path, a realization, or a
trajectory). The range of the random variable X is called the state space,
and the value X (¢, w) is called the state at time ¢ for a given draw w € Q.
Thus, a sample function describes the states at different times for a given
draw w € Q. Sample functions play an important role in understanding
the nature of a Wiener process.

Recall that the distribution function F (x) of a random variable X is
defined by F (x) = P [X < x]. Similarly, the finite-dimensional distri-
bution function of a stochastic process {X (¢) : ¢t € I} is given by

Fopot, (1,2, ...,x,) = P [Xt1 <x, Xy <x2,..., X, < xn]

=P|:ﬁ{weQ:Xti§x,»}i|.

i=1

In short, given a stochastic process, we can derive the entire family of
finite-dimensional distribution functions and there are uncountably many
ofthem. Is the converse true? That is, given a family of finite-dimensional
distribution functions, {F}, 4, + (*1,X2,...,X,) : t; € [, n > 1}, satis-
fying some regularity conditions (symmetry and compatibility), can we
reconstruct a stochastic process and the underlying probability space such
that the distribution functions generated by the reconstructed stochastic
process are the ones originally given? The answer is affirmative and is
formulated as Kolmogorov’s existence theorem. See Billingsley (1995,
section 36).

There is another issue here. Two stochastic processes {X (¢) : t € I}
and {Y (¢) : t € I} are stochastically equivalent if, forall t € I, X (t) =
Y (t) w.p.1, where “w.p.1” stands for “with probability one.” The
problem is: even with Kolmogorov’s theorem, we may come up with
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two stochastically equivalent processes possessing the same finite-
dimensional distribution functions such that one has continuous sam-
ple functions while the other has discontinuous sample functions. For
example, let / x 2 = [0, 1] x [0, 1] and

1 ifo=t,
Xt w)y=0,Y(t, w)= { 0  otherwise.
In other words, it takes more than finite-dimensional distribution func-
tions to determine the sample paths of a stochastic process. A concept of
separability is in order. The reader is referred to Billingsley (1995) for
details.

Mathematically, separability means countability. A stochastic process
is separable if a countable set of points of time in / (which is a continuum)
can determine the properties of the process. An important mathematical
result is that any stochastic process has a stochastically equivalent, sep-
arable process. Thus, for any family of finite-dimensional distribution
functions, there exists a separable process having the given family as its
finite-dimensional distribution functions. Unless otherwise specified, we
are dealing only with separable stochastic processes.

Last, but not least, we would like to know what ensures the continuity
of sample functions of a separable process. A sufficient condition is given
in the following

Theorem 1.14 (Kolmogorov—Centsov). A stochastic process {X(t) : t €
[0, T'1} has continuous sample functions w.p. 1 if there exist positive num-
bers a, b, ¢ such that

E[X, — Xl <clt —s|'**
forall0 <s,t <T.
Proof. See Karatzas and Shreve (1991, p. 53). R

Arnold (1974, p. 24) called this theorem the criterion of Kolmogorov.
It will become useful later when we try to show that a Wiener process
has continuous sample paths w.p.1.
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1.3 Conditional Expectation

Given a probability space (2, F, P), the conditional probability of an
event 4 € F underacondition B € FisP(A|B)= P(4AN B)/P(B).
What we shall study in this sectionis P[4 | £]and E [X | £] for a given
o-algebra & C F.

1.3.1 Conditional Probability

We begin with a heuristic discussion. What kind of mathematical object
is a conditional expectation? First, we recognize that, in the end, we want
to make sense of expressions like E [E [X | &1] | £;], where £ and &,
are two o -algebras contained in F, and X is a random variable. If we
denote Y = E[X|&], then E[E[X|&]|&]=E[Y|&]. Thus, if
E[E[X|&] & ]isdefined, Y = E [X | €] has to be arandom variable.
That is, the conditional expectation is a random variable. Second, we
recognize that expectations and probabilities are connected through the
indicator function

1 ifwe A,
Latw)= {o ifw¢ A

More precisely, E[I4]= P(A4). We would expect E[I4]|&]=
Pl[A|&ENIFE[14]&]is arandom variable, then so must be P[4 | & ].

Formally, the definition of conditional probability is defined as follows.
Let 4, Bbetwoevents,i.e., 4, B € F.Suppose we can observe w € B or
w € B¢, butnotwitself. (Thisis referred to as having partial information.)
Then we can ask the question: What is the probability of event 4 taking
place, given the observation B? That is, what is P (A4 | B)? Similarly,
what is P (A4 | B¢)?

We begin with the smallest o-algebra £ = {Q, @, B, B°}. We can
define

_[P(41B) ifweB,
P[A|g](w)_{P(A|BC) ifw e B,

Even though we do not observe the realization of w € Q itself, we can
calculate the random variable P [A4 | £]. Conversely, given P [A4 | £], we
know either w € B or w € B based on the value of P[4 | £]. The only
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exception is when P (4| B) = P (A | B°), but then, 4 and B are inde-
pendent.

In the formulation above, events B and B¢ represent a partition of 2.
The formulation can be extended to a family of events { By, B>, ...} that
partitions 2. Let £ be the o-algebra generated by {B;, B,, ...}. Then
the conditional probability of 4 € F given & is

P[A|E](w)= P (A]|B)) if w € B; for some i.

In this way, P[4 | £] : @ — [0, 1] is a random variable.
It is easy to verify that the conditional probability thus defined satisfies

0<P[4]|€]1=<1 w.p.1

and

o0 o
P |:UA,, | 8:| = ZP [4,1&] if the 4,’s are mutually disjoint.
n=1

n=1
Proposition 1.15 P [A4 | £] is E-measurable and integrable, satisfying
/BP[A|E]dP=P(AﬂB) forall B € &. (1.1)
In particular,
/QP[A |E1dP = P(A4).

Proof. For a formal proof, the reader is referred to Billingsley (1995). We
shall sketch the proof here. The measurability of P[4 | £] comes from
the fact that the preimage of any interval (a, b) C [0, 1] is the union
of countably many (including finite number) B;’s. Since each B; € £,
that countable union of B;’s is also in £. To understand (1.1), we begin
with the simplest case, B = B; for some i. In that case, w € B; implies
P[A4]E](w) = P (A]| B;). Next, we assume B is the disjoint union of
B, and B;. Then

/P[A|8]dP:P(A|BI)P(Bl)+P(A|Bz)P(Bz)=P(AﬂB),
B
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where the last equality is obtained by invoking Bayes’s theorem. The
argument can easily be extended to the case that B is a countable union
of {B;}. Finally, a special case of (1.1) can be seen from the fact that if
& = {Q, g}, the smallest o -algebra, then P[4 | E] = P (A), because 2
is the only nonempty measurable set. W

An event 4 € F is independent of £ if 4 is independent of B for
all B € £. Similarly, two o-fields £, and &, are independent if, for all
A € & and for all B € &, 4 and B are independent.

Proposition 1.16 Event A is independent of £ if and only if P[4 | E] =
P (A), a constant, wp.1.

Proof. Assume P[A|E]= P (A4), a constant. Integrating both sides
with respect to any B € £, and using (1.1), we have

P(AﬂB):/

P[A|E]dP:fP(A)dP:P(A)-P(B).
B B

Conversely, assume A is independent of £. Given any B € £, P (4) -
P(B)= P (AN B).Using (1.1), we have

/P[AlS]dP:P(AﬂB):P(A)-P(B):fP(A)dP.
B B

Since the choice of B is arbitrary, we must have P[4 |E] = P (A)
wp.l. W

Definition 1.17 A, and A, are conditionally independent with respect
to & if

P4 N A |E] = P[A4,|€]- P[42]€].

Notice that, in this case, the random variable P [4; N A, | £]is decom-
posed into a product of two random variables P [A4; | €] and P[4, | £].
Recall that

o (X; :i € I) = the smallest o-algebra generated by {X; :i € [}.
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We shall use the following notation:

PlA|X;:iell=Pl[A|o(X;:iel).

1.3.2 Conditional Expectation

Now we are ready to define £ [X | £]. As with the concept of integra-
tion, the intuition comes from step functions. As we have seen earlier,
E[I4]€&]i1s defined as P[A|&]. Then, for B € £, we have

/E[I“E]dP:/ P[A|5]dP:P(AﬂB):/IAdP.

B B B

This equation relates the integral of the conditional expectation of the
random variable /4 to the integral of the random variable itself.

A “step” random variable (a.k.a. a simple random variable, because it
has a finite range) is

X = Xn:CiIA,.,
i=l

where {41, ..., 4,}isapartition of 2. Define the conditional expectation
of a step random variable X = ) "_,c; 14, by

E[X|&] = Zc, [4; | €]. (1.2)

Then, for any B € &,

/ [X|E]1dP = Zc,/P[A |E1dP = ZC,P(A N B)
B

=) ¢ 1,dP=/ c,-1,.dP=/XdP.
> [t = [ (S )ar = [

More generally, we have the following

Definition 1.18 Suppose X is an integrable random variable on (2,
F, P)and £ is a o-algebra in F. Then the conditional expectation of X
given &, denoted by E [ X | £], is E-measurable and integrable satisfying
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the functional equation
/E[X|5]dP:/XdP forall B € &. (1.3)
B B

Proposition 1.19 If X is E-measurable, then

E[X|El=X  wpl (1.4)

Proof. Clearly the difference of two £-measurable functions,
Y=E[X|E]— X,

is £-measurable. Then from (1.3), fB YdP =0 for all B € £. Thus,
Y = 0 w.p.1; otherwise, there would exist B € £ such that P (B) > 0 on
which Y # 0, which implies [, Yd P # 0, a contradiction. M

As a random variable, E [X | £] is £-measurable. This means that
all of the information content in & is fully absorbed in E [X | £]. Any
attempt to squeeze out more information by taking the conditional expec-
tation of £ [X | £] with respect to £ is futile, because E [E [X | E] |€] =
E[X|€&].

For easy reference, major properties of conditional expectations are
summarized in the following

Proposition 1.20

(1) For any constants a and b and conditional expectations E [X | £]
and E[Y | €],

ElaX+bY|E]1=aE[X|E]+DELY|E].
2) If X =0wp.1, then E[X|E] = 0wp. 1
) IfX<Ywpl then E[X|E]<E[Y|E]lwp.1.

(4) If X = b, a constant, then E [X | E] = b, for any E.
(5) The triangle inequality holds:

E[X|E] < ETIX]]€].

(6) Let {X,} be a sequence of random variables satisfying
lim, o X, = X wp.l and |X,| <Y, where X, Y are random variables
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and Y is integrable. Then lim,_, o, E [| X, | €] exists and satisfies

n—oo

lim E[Xn|8]=E[X|5]:E[1im Xn|6’].
n— 00

(7) If € ={Q, 3}, then E[X | E] = E [X].
(8) If X is E-measurable, and Y and XY are integrable, then, w.p.1,

E[XY|E] = XE[Y|€£].
(9) Let & and &, be two o-algebras in F such that £, C &,. Then
E[EX|&]&]=E[XI&]=E[E[X|&] &]. (1.5)

(10) Let X and & be independent in the sense that o (X) and & are
independent. Then E [X |E] = E [X].

Proof. See, Billingsley (1995). For (1)—(6), see Theorem 34.2; for (8),
Theorem 34.3; and for (9), Theorem 34.4. The rest are obvious. W

Property (1) is self-explanatory. Properties (2) and (3) are equivalent;
both can be seen from setting ¢; > 0 in simple random variables. Property
(4) is a direct application of (1.4), because a constant function is always
E-measurable. Property (5) can be obtained by taking absolute values on
both sides of (1.2) . Specifically,

|E[X €]l =

éciP[Ailf]‘ SélcilP[Ai|5]=E[|X|I5]-

Property (6) is the so-called conditional dominated convergence theo-
rem, which presents the conditions under which we can move the limit
sign from outside the conditional expectation to inside, i.e., the limit of
conditional expectations is the conditional expectation of the limit.

Property (7)isbasedon P[4 |E] = P (A), sothat E[X |E] = E [X]
is true for simple random variables. An alternative explanation is more
instructive. The concept of expectation has the effect of averaging things
out. Similarly, the conditional expectation E [X | £] has the effect of
averaging out everything in 2 except what is contained in the information
set £. If the o-algebra is trivial, £ = {2, &}, then everything in Q is
averaged out. Thus, we have (7).
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The averaging concept applies to (8) as well. Let X be £-measurable,
i.e., X has fully absorbed what is contained in the information set £. Then
the attempt to average everything in 2 except what is in £ would leave
the X-component untouched. In other words, in the process of averaging
with respect to £, X can be treated like constants. Thus we can pull X
out from under the expectation sign.

The intuition behind property (9) is still the averaging concept. Since
E [X | £] averages out everything except what is in £, repeated averaging
leaves only the smaller o -field untouched. This gives the first equality
in (1.5). The second equality comes from the fact that £ [X | £] is &;-
measurable, and therefore, £-measurable. Then (1.4) is directly appli-
cable, i.e., E[E [X|&1]1&] = E[X]| & ] wp.1. Finally, property (10)
canbe seen from X = ) '_, ¢;14,, where A4; are o (X)-measurable. Then
independence implies that P [4; |E] = P (4;).

Exercise 1.3.1 Let £ C F be a o-algebra in the probability space
(Q,F,P).

(i) Verify EIE[X|E]] = E[X].

(ii) Verify EIE[X|E]Y |E1=E[X|E1ELY | €]

(iii) Whatis E [ X | F1? Simplify it. Then compare it with property (4).
(Hint. X is F-measurable.)

The following proposition says that if £, is “more informative” than &,
in the sense that & C &,, then the dispersion of X about the conditional
mean of &, is smaller than that of £;. In other words, repeatedly updating
information will reduce the conditional variance. The proof is a good
exercise in the aforementioned properties.

Proposition 1.21 If € C & and E [X?*] < oo, then
E{(X — E[X|&)°) < E{(X — E[X | &1, (1.6)
and the equality holds if E [X | &] = E [X | &].

Proof. LetY = X — E[X|&;], so that the right-hand side of (1.6) be-
comes E [Y?]. Taking the conditional expectation of ¥ with respect to
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&,, we obtain
E[Y|&]=E[X|&]-E[E[X|&E] 1&E]=E[X|&E]-E[X]E].
It follows that

X-EX|&]=X-EX|&Q]-{EX|&E]-EXE]
— Y- E[Y|&].

The left-hand side of (1.6) becomes E {(Y — E[Y | 52])2}. Notice that
E{Y-E[Y|&E) & =E? & —EY & < E[Y?|&]
Taking the expected values on both sides, we are done. The inequal-

ity of (1.6) vanishes if E[Y |&;] =0, which is exactly E[X | &] =
E[X|&]. |

An immediate corollary of the above proposition is the so-called Rao—
Blackwell theorem. In fact, if we choose & to be the smallest o -algebra
& ={Q, I}, and & = o (Y) for some random variable Y, then we have

E{(X — E[X|Y])*} < E[(X — n)1,

where u = E [X]. Denote by cr} the variance of X, the Rao—Blackwell
theorem is simplified as

U%[)ﬂ = 0%
Exercise 1.3.2 Verify the following equality: if u = E [X], then
E[(X = u’]=E{X — E[X|YD} + E{(E[X|Y] - w)}.
Hint. It suffices to show that
E{(X - E[X|YD(ELX|Y] - w) =0.
For this, you need to show

E{XE[X|Y]}=E(E[X|Y])’}.
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To complete the proof, you should recognize that
E{XE[X|Y]}=E{E[XE[X|Y] Y]}
and that E[X | Y] is o (Y)-measurable, implying

E[XE[X|Y]|Y]1=E[X|Y]-E[X]|Y].

1.3.3 Change of Variables

Next, we turn our attention to the case of change of variables. By defini-
tion, the expected value of a random variable X is E (X) = | o Xd P when
we follow the measure-theoretic approach. But, in statistics, economists
typically write it as £ (X) = [, x d F(x). What is the justification?

Given two probability spaces (2, F, P)and (', F', P'),letT : Q —
2’ be ameasurable transformation from F to F'. We can define ameasure
PT~! on F' by way of P as follows:

(PT (4= P(T'4) forall 4’ € F'.

Theorem 1.22 (Change of Variables) Suppose | is a F'-measurable,
real-valued function on Q' such that f'T is F-measurable on Q. Then f
is integrable with respect to PT~" if and only if T is integrable with
respect to P, and

| raordo = [ seierhae,  aer
In particular; if 4' = ', we have
| o pas = [ 1@ @rdo)
Proof. See Billingsley (1995, Theorem 16.13). W

In the event that 7 = X (a random variable), Q' = R, 7' = B, and
f : R—R is the identity function ( f (x) = x), then

E[X]=fQX(w)P(dw)=/Rx(PX—‘)(dx)
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Recall that the distribution function is ' (x) = P [X < x]. Then

dF(x)=F(x+dx)— F(x)=P[X <x+dx]— P[X <x]
=Plx <X <x+dx]=(PX ") (dx).

Thus, we have
E[X] =/X(a))P(dw)=/xdF(x).
Q R
This is the theoretical justification. Proceed in the same way and define
Plx <X<x+dx|E]=dF(X|€),

to arrive at

E[X|€&] :/RxdF(le).
Exercise 1.3.3 Verify that, for a nonnegative random variable X > 0,

E[X|S]:/OOOP[X>x|S]dx.

Hint. This conditional expectation is a natural extension of

E[X] :/OOOP[X>x]dx,

a useful expression to compute the first moment. Notice that
P[X>x]=1-F(x),

and fooo P [X > x]dx is the area above the distribution function F (x).
We shall verify the equality for the case that X has discrete and positive
values, i.e, X =Y 2| ¢ily,, ¢; > 0. Then

E [X] = iciE[[Af] = iC[P(A[) = iciP [x = C,‘] .
i=1 i=1 i=1

Geometrically, c; P [x = c;]is arectangle with base c; and height P [x =
¢;]. Ranking c; s in ascending order, we see that Zﬁl ¢; P [x = ¢;], which
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Plx =c,]

‘ ) 3

Figure 1.1: Expected value as an area.

is made up of rectangles, is the area above the distribution function. See

Figure 1.1.
The extension to an arbitrary X, not necessarily nonnegative, is

straightforward. In fact, we have

[} 0
E[X]:/ P[X>x]dx—/ P[X <x]dx.
0 —00
The interested reader is referred to Cinlar (1975, pp. 24-26).
Example 1.23 (Life Expectancy) It is usually assumed that the length of
life, T, is a random variable and that there is a maximal date T beyond

which no one will live. Assume the probability that one dies at age t is
7 (t). Then the distribution function

F(t)=/:n(s)ds

stands for the probability that one dies at or before time t. Clearly, F(t)
satisfies F(T) = 1. By definition,

PIT>tl=1—F(t)=S()

is the survival function, i.e., the probability that one lives at least t years.
Then the life expectancy is

T _ T T
E(T):/O zn(z)dt=—t5(t)|g+/o S(t)dt:/o S(t)dr.
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In other words, the life expectancy can be represented by the area above
the distribution function F (t).

A finite T makes backward induction possible in many economic prob-
lems. However, a finite T can become logically inconsistent with the
notion of uncertain lifetime when we do the comparative statics of in-
creasing survival. Specifically, in a discrete-time model, if all conditional
survival probabilities except in the last period are improved to unity, then
there is nothing uncertain about the last period. With this consideration,
allowing T — oo may be more desirable. In this case,

E(T):/OOOS(t)dt=/OOOP[th]dt.

For more details, the reader is referred to Chang (1991).

1.4 Notes and Further Readings

Section 1.2 contains rather standard and rather selected subjects in prob-
ability theory. There are many good references, e.g., Arnold (1974),
Billingsley (1995), Chung (1974), Cinlar (1975), Karatzas and Shreve
(1991), Malliaris and Brock (1982). The last two also provide valuable
historical development of the subjects in their notes. Besides Chang
(1982), there are other stochastic versions of the value loss assumption,
e.g., Brock and Majumdar (1978). For more applications of the Borel—
Cantelli lemma to economics, the reader is referred to Joshi (1997a,
1997b, 2003).

Section 1.3 draws heavily from Billingsley (1995). What we emphasize
here, however, is the intuition.



Wiener Processes

2.1 Introduction

In this chapter we introduce the concept and the major properties of
a Wiener process. This stochastic process is essential in building the
theory of stochastic optimization in continuous time. Unlike Chapter 1,
we provide proofs for most of the theorems, because going through the
proofs will enhance our understanding of the process under study.

We begin with a heuristic approach to the Wiener process. Specif-
ically, the Wiener process can be generated as the /imiting process of
the random walk by letting the time interval go to zero. Then we intro-
duce Markov processes, a subject familiar to economists. The purpose
is to show that a Wiener process is a Markov process with a normally
distributed transition probability. That gives us another perspective on
Wiener processes. Finally, we formally define a Wiener process and show
its major properties, using a measure-theoretic approach. Section 2.4.1
shows various ways to generate more Wiener processes from a given
one. We stress that the understanding of the zero set is crucial to have
a good grasp of this special stochastic process. We also stress that the
sample path of a Wiener process is everywhere continuous and nowhere
differentiable.

2.2 A Heuristic Approach

2.2.1 From Random Walks to Wiener Process

Recall that a random walk is a stochastic process such that, at each time
interval At, ittakes a step forward with probability p, and a step backward

24
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with probability 1 — p, and such that all steps are mutually independent.
Let S be the magnitude of each step. Then the random variable that
represents each step Z can be characterized by
Pr(Z=4S8S)=p and Pr(Z=-S)=1-p=qg.
Notice that Z is a Bernoulli trial with mean E (Z) = (p —¢) S and
variance V (Z) = 4pq S?.
Suppose the time elapsed is T'. Evenly divide time interval [0, 7] into n

subintervals, each having length At = T/n. That is, there are altogether
n = T /At steps taken, and the total displacement (the partial sum) is

n
X, = Z Z:, where Z; ~ Z,
i=1

where the summation represents the independent sum of Z;’s. Thus,
X, (T) is a Binomial process with

T
E(X,(T)=nE(2)= = (p—)
and
T 2
V(Xu(T)=nV(Z)= A—t4pq5 .

Suppose a limiting process can be generated from this Binomial pro-

cess by letting At — 0 (orn — 00) so that it has a mean x and a variance

o? in unit time 7, i.e., suppose

EX,(T)) —» uT and V (X,(T)) — o>T.

That is, in the limit (with the understanding that A¢ is arbitrarily small),
we have the following equations

T T
—(p—q)S = uT, —4pgS* = o>T, and =1.
At(p q) w ~ pd o p+gq

Solving these equations (squaring the first equation and adding it to the
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second equation), we obtain
§? = (n A1) + 02 At ~ o2 At,

since At is quite small. This leads us to choose, assuming p > ¢,

1 NIN; 1 VAt
S =0 At, p:—(l—}—u ), and q=§(1—u )
o

2 o

2.1)

An important message falls out from this exercise. The size of each step
S is of order 4/At. Recall the “big O ” notation in elementary calculus.
We write S = O(J/At) if

) S
lim — =% for some constant k.
At—=0 /At
This means that, as At — 0, S — 0, but it goes to zero only at the rate

of /At. Then the velocity S/ At is of order O(1/4/At), which goes to
oo as At — 0. This means that the instantaneous velocity

lim —

At—0 At
does not exist. That is, in any finite interval, the realization of the limiting
process has infinitely many spikes and therefore is not differentiable. As
will be seen later, this limiting process is nowhere differentiable with
probability one.

To verify that such a limiting process is normally distributed, let us

compute the moment generating function (m.g.f.) of the limiting process.
Since Z is Bernoulli, X, (T') is Binomial with

My, 1) (0) = (pe”® +qe*%)", n=-—.

Using the equations in (2.1), we have

1 o —bo JIRNIANS - Py &
My, r)(0) = {5(69 VAL 4 e m)+7(e9 VB _ =0 m)} .
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Recall that

n

o0
eng .
1

n=0 """

=

N

Then

T
1 ar
My, ry(0) = {1 + <,u9 + 59202> At + O(At)} ,

where o (At) is the usual “little 0”, which represents terms converging
to zero faster than Az, i.e.,

o(At)
im =0
At—0 At

b n
hm<L%J =,
n—00 n

Since At = T'/n and

as At — 0 we have
I , \T "
MX,,(T) @) =314+ no+ 59 o ; + o (At)

— exp |:<,u9 + %9202) T] , (2.2)

which is the m.g.f. of a normal distribution with mean 7" and variance

o?T. The limiting process thus derived is called the Wiener process

W (T) (or the Brownian motion) with drift u and instantaneous variance
2

o”.

2.2.2 Some Basic Properties of the Wiener Process

If we change the time elapsed, then the Wiener process W (T') is defined
for all T'. To follow the standard notation, we shall hereafter write it as
W (t), using a lowercase ¢. Notice that the above derivation depends only
on the time elapsed, ¢, not on the initial time (which was set at 0). In
other words, if we start at s instead of 0, then

W(s+1t)— W(s)~ N (ut, o).
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(W (s) stands for the initial position.) Equivalently,
W(t)— W (s)~ N (ut —s), 0% (t —s)).

More importantly, from the properties of the random walk, the incre-
ment in displacements W (t) — W (s) is not influenced by the increment
W (s)— W (0). In other words, W (t) — W (s) and W (s) — W (0) are
independent. This is the so-called independent increments property. In
particular, {AW,} = {W (t + 1) — W (¢)}, for integer ¢, are identically
and independently distributed (i.i.d.).

We have just shown that the Wiener process is the limiting process of
the random walk. However, that is not the only way to obtain it. As is
well known, the Wiener process can also be approximated by a stochas-
tic sequence other than the random walk. In the time series literature,
economists are interested in discrete processes that are not i.i.d. but ap-
proximate the Wiener process.

Proposition 2.1 A standard Wiener process (u = 0, o = 1) has contin-
uous sample functions w.p. 1.

Proof. From (2.2), the moment generating function is
M@®)=E (eé)AX) _ eezm/z‘
A direct computation shows that

M (0) = M (9) At,
M"(0) =[1+60>At] M (0) At,
M" (0) =[3+6>At]OM () (A1),
MW () = [3 + 60% At + 0* (A TM (0) (A1),
with M@ (0) = 3 (Ar)*. Hence,

E[IX, — X" =31t —s/. (2.3)

By the Kolmogorov—éentsov theorem, the proposition is proved if we
choosea =4, b=1,andc=3. R
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Example 2.2 Show that the covariance of a standard Wiener process
X (¢) (with X (0) = 0) is

E[X (s) X (£)] = min {s, 1} . 2.4)

This is a direct application of the independent increments property. As-
sume without loss of generality that 0 < s < t. Then, by independence,

E[X ()X ()] = E{X(s)[X (1) — X ()]} + E[X (5)°]
=E[XOIE[X(@)— X))+ E[X(5)?]=0+s =s5.

We can continue to study the further properties with this Wiener pro-
cess W (t) by investigating the associated forward and backward equa-
tions. However, we shall not pursue this avenue, because the major pur-
pose of this section is to provide the reader with an overview of Brownian
motion and to show how it is linked to the familiar random walk. Many
of'its important properties are natural outgrowths of an elementary prob-
abilistic exercise, as we have just demonstrated.

2.3 Markov Processes

2.3.1 Introduction

Let {X; : ¢ € I} be a stochastic process with state space R. Let [ =
[#0, T] C [0, 00), the nonnegative real numbers, which are regarded as
“time.” Usually, 7o = 0. Denote

Fiomm =0 (X, it €[ty, 2]),
where [#1, 1] C [to, T]. When t; = 1y, we simply write
Fi=0(Xs:5 €[to, t]), tel.

Clearly, {F; : t € I} is a family of increasing o-algebras, i.e., F; C
F: C F if s < t. Besides {F;}, there are other (and larger) families
of increasing o-algebras that contain the information embedded in
{o (Xs s €[to, 1]}

In his celebrated paper, Fama (1970) argues that capital markets are
efficient, because prices “fully reflect” the available information. To
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characterize information sets, he calls the information set the weak form
if it is generated by past prices alone; the semi-strong form if it is gener-
ated by past prices and all publicly available information; and the strong
form if all private information is included.

Example 2.3 (Weak Form Information) How do we estimate the expected
stock price based on the information about past prices? Specifically, for
h > 0, we try to find

E{ Xl Xo=po Xi =pi, Xo=ps, ..., Xs = pi},

where Xy = po, X1 = p1, ..., Xy = p; are the observed past prices. We
can characterize the o-algebras {F;} as follows. Let Ay = X, ! (po) -
Clearly, Ay and A5 =2 — A form a partition of 2, ie, Fy=
{2, T, Aoy, AG). The cardinality of Fy is 22, Next, let A| = Xl_l (p1)
Cll’ldA()l = Ao N Al. Then Ao - Ao], A1 - A()l, A()l, and Q2 — (Ao U Al)
form a partition of F\. The cardinality of F) is 2* if Ay # 3. By induc-
tion, we can in principle spell out all elements in F;, which has cardinality
2" where n is the number of mutually disjoint events that form a partition
of Q. Clearly, {F; : t = 1,2, ...} is an increasing sequence.

Definition 2.4 A stochastic process {X, : t € 1} defined on a probability
space (2, F, P) is Markov if one of the following conditions is satisfied.:
foranys,tsuchthatty <s <t <T,

(1) P[X, € B|F;]=P[X, € B|X,], where B is a Borel set;

(2) P[A|F]=P[AIX;] for A € F;

3) E[Y|F]=E[Y|X], where Y is F,-measurable and inte-
grable;

(4) P[A 1 ﬂA2|X,] = P[Al |X,] . P[A2|Xt], where A] € .7:,1,
Ay e Flymandty <t <tp <T; and

(5) for any Borel set B and any {t;} such that t) <t] <th <--- <
th <t <T,P[X,eB|X;, Xy,,.... Xs ]=P[X; € B| X,].

All five conditions hold w.p. 1.

For a formal proof of equivalence, the reader is referred to Chung
(1982, p. 3) or Doob (1953, pp. 80—-85). Conditions (1) and (2) are equiv-
alent if we identify A4 as the preimage X, ' (B). Both say that only the
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information at time s is useful. Information before time s is “forgotten.”
This is the “lack of memory” property. Condition (3) says the same thing
except that it is expressed in the conditional expectation form. Condi-
tion (4), on the other hand, clearly spells out an important property: that,
given the information set of the present, events occurring in the past and
those occurring in the future are independent. Condition (5) is a weaker
form of (1) in that there are only a finite number of )X, in the information
set. To prove (1) from (5), however, we need Kolmogorov’s existence
theorem.

2.3.2 Transition Probability

Recall that the distribution function of a random variable is defined as
the probability of the preimage of a Borel set, i.e., F (B) = P (X~!(B)),
and F(B) is a Borel function. The conditional distribution function can
be defined similarly. Specifically, for any random variable X and Borel
set B,

F(B|&)=P[X e B|€&] for a given o-algebra £ C F.

The conditional distribution function thus defined is a random variable
with domain Q. If X = X, and £ = o (Xj), then the conditional distri-
bution function of B given X becomes

F(B|Xs)=P[X, € B|X].

This enables us to define the transition probability P (s, X;,t, B) as a
conditional distribution function.

Definition 2.5 The transition probability of a Markov process
{(X;:tel}is

P(s,X,,t,B)=P[X, € B|X,]  wp.l

When a particular value of X, is observed, i.e., when the event
[X; = x] is given, we can define the transition probability as a func-
tion of four arguments s, x, ¢, B (with s < t) such that

P(s,x,t,B)=P[X, € B| X; =x].
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This transition probability can be viewed from two different angles. First,
by construction, P (s, x, ¢, -) is a probability measure on a Borel field.
Second, P (s, -, ¢, B) is a Borel function, because the information set on
which we are conditioning is X! (4), for any Borel set 4.

Proposition 2.6 (Chapman—Kolmogorov Equation) Given a Markov
process {X; 1t € I}, and s < u <t, the equation

P(S7XY7t7 B)Z/P(u9y9th)P(S$XS’u7dy) (2"5)
R
holds wp.1.

Proof. With probability one,

P (s, X;,t,B)=P[X, € B|X,] =P[X, € B|F]1=E [y | F]
= E[E[Ly5) | Fu] |F] = ELP[X, € B|F]IF]
=E[P[X, € BI|X, ]I F]=E[P[X, € B| X,]| X{]
= E[P(u,X,,t,B) | X;].

Using the notation X, = y (X,, assuming value y), we have, w.p.1,
P(s, X5, t, B) = / P(u,y,t,B)Pldy| X;]
R

= / P(u,y, t,B)P(s, X;,u,dy),
R
and the proposition is proved. W

A Markov process {X;:t € I} is stationary if P(s+ u,x,t-+
u, B)y= P(s,x,t, B). In particular, if u = —s, then P(s,x,?, B) =
P (0,x,t —s, B),which depends only on three arguments: ¢ — s, x, and
B. We simply denote it by P (¢ — s, x, B). What we are interested is a
special case of stationary Markov processes.

To set up the next definition, we denote by N (x, ¢) the normal distri-
bution with mean x and variance ¢, and by §, (-) the delta function,

|1 ify=x,
‘Sx(y)_{o ify # x.
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Definition 2.7 The Wiener process {W, : t € I} is a stationary Markov
process defined on [ = [0, 00) with stationary transition probability
P(t,x, )~ N(x,t)fort >0, and P(t,x,-) =8, () for t =0. More
precisely, fort > 0,

1 Iy—xV}
PZ,X,BZ €X - d9 26
wxw=[ men| -2 e 2o

and fort = 0,

Pesn =y g

Proposition 2.8 The Wiener process defined above satisfies the following
three properties. For any ¢ > 0, we have

1
lim | — dy) = .
z%(r) /ly_x|>8P(t,x, ) =0, 2.7)
lim <l> / (y—x)P(t,x,dy)=0. (2.8)
120N ) Jly—x|<e
and
. 1 2 _
,h_% <;) ‘/;_les (y—x)"P(t,x,dy)=1. (2.9)

Proof. For any ¢ > 0, and for any y satisfying |y — x| > ¢,

by —x’] _ &’
X —_—— X —_— (.
P 2w [P T
Then

1 1 1 W—xﬁ}
- P(t,x,dy)=|- / ex {— d
(t> /y—x|>a ( y) (t) ly—x|>¢ 2wt P 2t 4

</ ! 1732 e p: Sz}d
< — Xpy—— ¢ dy.
ly—x|>¢ V27 2t
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Hence,

1
<—)/ P(t,x,dy)— 0 ast — 0.
t ly—x|>e

This proves (2.7). Next, for any ¢ > 0,

1 _ _ [ _|y—x|2}
(t) /ly—xSE(y x)P(t7x’dy) B xX—& l‘m exp{ 2t dy

y=x+e

1 { ly —XIZ}
= — X —
2t P 2t

y=x—¢

This proves (2.8). Finally, for any ¢ > 0, using integration by parts, we
have

1 x+e 1 5 |y _ x|2
— — — d
<l)/x_5 \/Zm(y %) exP{ 2t } Y
=) { |y—x|2} e
expy ——
2wt P 2t J—

x+e 1 |y _x|2}
+ exp { — d
v/xla \/27Tt p{ 2t 4

e . 82 x+e 1 |y _ x|2
=———1"ex {——}-i—/ exp | — d
27 P 2t x—s 27t P 2t Y
Notice that

/m ! { |y_x|2}d | {0
exp { — — ast —
x—e \/ZJTZ P 2t Y

because the variance, o%¢, is going to zero, so that the support of the
density function lies entirely inside the interval (x — ¢, x + ¢). It follows
that

1
(;)/ (v —x) P(t,x,dy) = 0+1 ast — 0.

This proves (2.9). B
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The three properties in the proposition are the building blocks for a
diffusion process.

2.3.3 Diffusion Processes

Definition 2.9 4 Markov process {X; : t € I} with state space R and
continuous sample functions, w.p.1, is called a diffusion process if its
transition probability P (s, x, t, B) satisfies

lim
t—>st —8

/ P(s,x,t,dy)=0; (2.10)
ly—x|>¢

there exists a real-valued function w (s, x) such that

lim
t—>st —§

[ o-orerid)=pen: @
ly—x|=<e
and there exists a real-valued function o (s, x) such that

lim
t—>st —§

/ (v —x)?P(s,x,t,dy)=0>(s,x). (2.12)
[y—x|<e

Clearly, the Wiener process defined above is a diffusion process with
w =0 and o = 1. The functions (s, x) and o (s, x) are called the
(local) drift and the (local or instantaneous) variance respectively. In
higher-dimensional cases, u (s, x) is a vector, while o2 (s, x) becomes
the covariance matrix X. In that case, the factor (y — x)° stands for the
matrix product (y — x)" (y — x), where (y — x)7 is the transpose of the
row vectory — X.

Notice that equation (2.11) is a truncated instantaneous first moment,
because it is defined only on |y — x| < &, not on R. Similarly, (2.12)
is a truncated instantaneous second moment. In general, even if these
truncated moments exist, the true instantaneous moments may fail to
exist. The next proposition says that if an instantaneous moment of order
greater than 2 exists and equals zero, then (2.11) and (2.12) become true
moments.
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Proposition 2.10 [f there exists § > 0 such that

1
lim——F [lXt X |2+(S |Xs = X]

t—st—g
_}l—rgt—s/b} x*P P (s, x,t,dy) =0, (2.13)

then
}i_r)rgt_sE[Xz—leXq=X]=M(S,X), (2.14)
lim —E[(X, ~ X7 [ X, =x] =0’ (5,0, (219

and (2.10) holds as well.

Proof. To prove this, we observe that
/ ly —kaP(s,x, t,dy)
R
:/ |y—x|kP(s,x,t,dy)+/ |y—x|kP(s,x,t,dy),
ly—x|<e ly—x|>¢

and that, for k =0, 1, 2,
/ ly —x|* P(s,x,t,dy)
ly—x|>¢
= / ly —xIF272 |y —=xPP P (s, x, 1, dy)
ly—x|>¢

gh=27 / ly —xI** P(s,x,t,dy).
R

The latter, after dividing by # — s, converges to zero as ¢ — s. This shows
that, for £ = 1, 2, the truncated moments are the true moments. In the
event k£ = 0, the above inequality implies (2.10) immediately. W

Example 2.11 Fora Wiener process, we shall show that the third moment
is zero (i.e., we choose § = 1) to ensure the existence of the first two true
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moments. This is because, using (2.6) and integration by parts,

lim ——E[| X, — X[’ =x]
I B e Pl wp{_@—xf}d
=5t =5 J oo 21 (t —5) 2(t —s)
e

® 20— { @—xf}@

) T ) 20—y
_ _i a2 _(y_x)z y:w
=0 m(f s) exp{ 2(t—S)}y=oo 0.

The instantaneous moments (2.14) and (2.15) have very intuitive inter-
pretations. Equation (2.14) represents the mean velocity of {X; : t € I},
ie.,

XI_XY

lim E[X,—Xleszx]zlimE[

t>st — 8 t—s

stxi|:u(s,x).

Similarly, (2.15) represents the instantaneous rate of variance. In fact,
they can be expressed as

E[X, — X, | Xy =x]=pu(s,x)t—s)+o(—s),
E[(X, — X, | Xy =x] = 0(s,x)(t =)+ o(t —9),
and (2.10) can be written as
P[|Xt _Xsl > 8|Xs =x] ZO(t_S)’

which has the interpretation that large changes in X; over a short period
of time elapsed are improbable, and are dominated by the time elapsed.

Since the increments W; — W, of a Wiener process are distributed as
N (0, t — s), we can write

Xt_Xs ZM(S,X)(I—S)‘FU(S»X)(Wt - WY)+O(Z_S)‘
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Letting t — s, we arrive at the following stochastic differential equation:
dX, =u(s,x)ds +o (s, x)dW;. (2.16)

That is, we have heuristically demonstrated that a diffusion process { X}
satisfies (2.16). It can be shown that every solution to (2.16) is also a
diffusion process, if u (s, x) and o (s, x) are continuous in (s, x). See
Friedman (1975, p. 115).

Finally, we look at the density function of W,

exp {—M} 2.17)

S x,y)= >

1
N2t
It is clear that

fx+z,y+2z)=f(t,x,y) Vz.

Thus, a standard Wiener process is stationary both in time and in
space. The transition probability of a Wiener process is, by definition,
p(s,x,t,y)= f(t —s,x,y). Then, a direct computation shows that
p (s, x, t, y) satisfies the following backward equation:

ap(s,x,t,y) n 13%p(s,x,t,y) _
s 2 0x2 B

0 for fixed r and y. (2.18)

Mathematically, we can learn all about the Wiener process through this
backward equation.

Exercise 2.3.1 Using the density function f(t —s,x,y) of W; — W;
and using integrations by parts repeatedly, show that (2.3) is valid.

2.4 Wiener Processes

We have shown that a Wiener process is a stationary Markov process
with transition probability (2.6) for ¢ > 0 and §, () for + = 0. It has
a density function in the form of (2.17). We have also shown that, as
a diffusion process, the standard Wiener process (© = 0, o = 1) satis-
fies W, — Wy ~ N (0, t — s). That is, the density function of W, — W; is
f(—s,x,y)asdefined in (2.17). Such a process has several important
properties:
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(1) Itis a process with continuous sample functions w.p.1.

(i1) It satisfies the independent increment property. Specifically, if
(s,t) N (u,v) = &, then W; — W and W, — W, are independent.

(i) Wy — Wy ~ N(0,t —s), with density f(t —s,x, ).

(iv) The initial value Wy = 0 w.p.1.

As it turns out, all these properties are the defining conditions for a
(standard) Wiener process.

Definition 2.12 A standard Wiener process is a stochastic process sat-

isfying (i)—(iv).

2.4.1 How to Generate More Wiener Processes

There are lots of Wiener processes. Given one Wiener process, there are
ways to generate more. The following proposition summarizes them all.

Proposition 2.13 If{W; : t € I} is a Wiener process, then so are

(@) {cWy e it €1}, ¢ #0,
(b) {Wiys — Wy : t € 1}, s fixed,
(c) {t Wy : t > O}, with the definition tWy;,, = 0att = 0.

Proof. For a formal proof, the reader is referred to McKean (1969, p. 9)
or Billingsley (1995, p.504). R

The transformation in (a) is known as Brownian scaling. It says that
if we want to double the value of the process then we should reduce
the time interval to one-fourth its value. This is because the variance
of a Wiener process is linear in time and because doubling the value
of the process will quadruple the variance. Formally, let X; = cW, ..
Notice that the transformation, ¢/c?, simply rescales the time inter-
val from [s, 1] to [s/c?, t/c*]. Since E (W, — W) = 0, we must have
E(Wt/cz — Wv/cz) =0. Thus,

E (X, — Xy) = CE(VVI/L‘Z - Wv/cz) =0.
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Similarly,

V(X = Xy) = V(W e — cWy)] = EV(Wyje — Wy 2)

The rest of the conditions, such as the continuity of sample functions and
Xo = 0 w.p.1, are obvious.

The transformation in (b) is known as the differential property of
the Brownian motion. It is a translation of the process {W; : t € I} in
the (¢, W; (w)) coordinates, i.e., it simply shifts the starting point of the
sample function from (0, W (w)) to (s, Wy (w)). There is no rescaling or
changing the value of the process.

The last case, (c), is quite interesting and important. The following
geometric description of case (c) will be useful. In terms of sample
functions, Z; = Wy, is nothing but an inversion of W, with respect
to ¢t = 1. That is, the value of Z; at time ¢ € (0, 1] is identified with
the value of Wy,,, where 1/t € [1, 0o). Similarly, the value of Z; with
t € [1, oo) is identified with the value of W;,,, where 1/t € [0, 1]. This
makes (1, W) (w)) a fixed point of the inversion. However, this is not the
only thing happening in case (c). The inverted values are multiplied by
time ¢. Still, the point (1, W] (w)) remains the fixed point under inversion
and multiplication, ¢ Wy ;.

To simplify the notation, let Y, = tWy,;, t > 0, and define Yy = W,
w.p.1. Again, inversion and multiplication will offset each other in com-
puting the variance of ¥; — Y|, because the variance of the Wiener process
W, is linear in time. Formally, it is useful to write, for s < ¢,

Yi =Y =tWyy —sWiys =@ —s) Wi —s (Wig — Wipe).

Since 0 < 1/t < 1/s, the differences Wy,; — Wy, and Wy, (= Wiy —
Wy) are independent. It follows that E [Y; — Y] = 0. Similarly,

VI =Y ]=VI[iWyy —sWy] =V It =)Wy —s(Wiys — Wiyl
= (t — sy VWi ]+ s>V Wi — Wi

=(t —s)? <;>+s2(§—;) =t—s.
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It is also quite obvious that Y; has continuous sample functions for all
t > 0.

It remains to show the continuity of ¥; at # = 0. In fact, this property
drives many of the important properties of the Wiener process. Ast — 0,
the variance of W, is 1/t , which approaches oo. Therefore, Wi/, is
unbounded. However, the standard deviation of W, is only O(1/ /1) as
t — 0. Thus,ast — 0, Wy, (w) is dominated by ¢ for “most” of w € Q
in the sense that

tWi;: — 0 in probability ast — 0.
This observation is equivalent to
(1/t) W; = 0  in probability ast — o0.

This result can be formulated as the well-known weak law of large num-
bers, because

t
W= (Wi — W)
i=1

if # is an integer.

Proposition 2.14 (Weak Law of Large Numbers) For the Wiener process
W,, we have

1
lim P H;W,

—00

28:|=0.

To complete the verification that case (c) is also a Wiener process, we
need to prove P[lim,_otWi;; = 0] = 1, notjusttW;,, — 0 in probabil-
ity as ¢t — 0. This requires, among other things, the first Borel-Cantelli
lemma. The interested reader should consult Billingsley (1995, p. 504)
for further details.

The next proposition follows from the fact that case (c) is indeed a
Wiener process.
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Proposition 2.15 (Strong Law of Large Numbers) For the Wiener pro-
cess W;, we have

1
P[lim -W; =Oi| =1.

t—oo f

Proof. 1t follows immediately from the fact that Y, = ¢Wy,,, ¢t > 0, and
Yo = Wy w.p.1isalsoa Wiener process. Then, by the continuity of sample
functions,

P[lith =o] - P[lithl/[ =o] ~1,
t—0 t—0

which is equivalent to P [limy_, o %Ws = 0], using the change of vari-
abless =1/¢t. A

Exercise 2.4.1 Show that (2.4) is satisfied for all three cases in Propo-
sition 2.13. In fact, McKean (1969) uses (2.4) as part of a definition for
the standard Wiener process.

2.4.2 Differentiability of Sample Functions

By inversion and multiplication, we have a new Wiener process
Y, =tW. Rewrite it as (1/¢)Y; = Wi;;. The quantity (1/1)Y, =
(1/t)(Y; — Yp) is the slope of Y; relative to Yy = 0. As t — 0, it be-
comes the derivative of Y; att = 0, if the limit exists. To study the nature
of this derivative, it suffices to look at the behavior of W;,, as t — 0 or
the behavior of W, as t — o0.

Is W, bounded w.p.1 as t — o0? If so, then the set

B = {a):supIWt(a))l < oo}

must be of probability one, if it is measurable. However, B may not be
measurable, because it is the supremum over a continuum of #. We can,
however, replace it with a measurable one by starting with a separable
version of {W, : t € I}. Specifically, let D ={t; :i = 1,2, ...} be the
countable dense set of points of time in [0, 00), and let

A= {w : sup |W,i (a))| < oo}.
tieD
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The set A is measurable, because it can be written as countable union
and/or intersection of measurable sets, viz.,

e |, (@) <a}.

1 i=

:J;
C8

—_

a

Then the difference between 4 and B is contained in a set of probability
zero. In this way, the question becomes: Is P (4) = 1?

The next proposition says that P (4) = 0. Since D is dense in [0, 00),
we may assume #; — oo as i — 0o. With this notation, we shall prove
the following:

Proposition 2.16 With probability one,

i?th,. =—o00 and supW, =4ooc. (2.19)
i t;

Proof. Assume, without loss of generality, that 1 € D. Using Brownian
scaling, for each time ¢, we choose the scale c to be 1/4/f in X, = cW¥, /e
and study the random variable X ;. That is,

s (= ()

This establishes a relationship between X and W, namely, W, = /1 X,.
An immediate implication of this relationship is that whether W, is
bounded or not is determined by +/f and a fixed random variable X.
Then

= {o: Wy (0)] < a) = { A (@) = f}

Since #; — oo asi — oo, we have P (4¢) — 0 asi — oo. Obviously,

P(N2,49) < P(AY) for all i. It follows that P((;2, 4%) = 0 for all a.
By the subadditivity of the probability measure P (-), we have

P(A):P(Ej ﬁA?) < P(OoAf‘) =0.
a=1 i=1 a=1 i=1

M2
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In other words, we have shown

sup|Wt,.| =400 w.p.l.
ti

Now look at the following two sets:

= {a):supW,,. :+oo}
ti

and

F, = {a) : iItlfVV,i = —oo.} = {a) ssup(—W,) = +oo}.
i t;

Since {—W, : t € I} is a version of {W, : t € I}, F; and F, differ by a
set of probability zero. From the fact that

FFCQ—-ACFHUPF, i=1,2,
and the fact that P (2 — 4) = 1, we have
PF)<PQ-A)=1=<PFUF)=P(F).

Hence, P(F))=P(F)=1. 1

Exercise 2.4.2 Why can we assume, without loss of generality, 1 € D?
Hint. Otherwise let b € D. Choose ¢ = /b/t in Brownian scaling.
Show that W; = /t/bXp.

Now we can address the differentiability issue. Using (2.19), we can
conclude that the slope of Y, = tW;,,is (1/t) Y, = W, ;, which diverges
as t — 0. That is to say, the Wiener process {Y; : t € I} is not differ-
entiable at t = 0 w.p.1. (The divergence can be obtained by picking a
subsequence {#;}). Similarly, for any given s > 0, {W;,, : t € [} is not
differentiable at s w.p.1 (by using the differential property of the Wiener
process W,.s — W;). In other words, we have just shown that, for any
t > 0, there exists a set B; with P (B;) = 0 such that for all w ¢ B,
W, (w) is not differentiable at 7.

This is a pointwise (in time) statement. To extend it to “W; is nowhere
differentiable w.p.1,” we need to find a set B with P (B) = 0 such that,
for all w ¢ B, W, is not differentiable at all 7.
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Proposition 2.17 The sample paths of a Wiener process are, w.p.1, ev-
erywhere continuous and nowhere differentiable.

Proof. See Billingsley (1995, Theorem 37.3). B

Exercise 2.4.3 “Nowhere differentiability w.p.1 can easily be proved if
we choose B = | J, B;.” True or false?

2.4.3 Stopping Times

Definition 2.18 Let {F;} be an increasing family of o-algebras with
respect to the Wiener process {W; : t € 1}. The stopping time T (with
respect to {F;}) is a random variable T : Q — I such that the sets
[t <t] e F; forallt.

For each w € 2, the random variable t effects a choice of time for the
process W; to “stop”. The following quotation from Chung (1974, p. 259)
should be helpful: the stopping time “is usually rather a momentary pause
after which the process proceeds again: time marches on!”

Proposition 2.19 The random time t is a stopping time if and only if
[t <t]le F: forallt.
Proof. For necessity, we note that
o0 1 o0
[‘[St]:ﬂ[f<t+;j|€m -7:t+l/n:-Ft'
n=1

n=1

Conversely, if the stopping time is defined by [t < ] € F; , then

o 1
[r<t]=nL;Jl|:‘c§t—;:|ef,.

This proves the equivalence. W

In the proof we assume the increasing family of o-algebras is right
continuous in the sense that 7, = [, F;. For related topics, the reader
is referred to Karatzas and Shreve (1991).
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Example 2.20 (Constant Time) Let t = ty for some ty. This is a stopping
time, because

Q  ift > 1,

[T<t]:{®, if't <.

A constant time is a stopping time.

Example 2.21 (First Passage Time) Given b, let
T, =min{t > 0: W, =b}.

That is, T, is the first time the process W, hits state b. Since Wy = 0
w.p.1, the continuity of sample functions ensures that W; is always less
than b until time t,. Afterwards, it can go either way.

To verify that the first passage time is indeed a stopping time, we need
to show that [T, < t] € F; for allt. By definition, for any € [t < t],
there exists a unique s (the smallests), s < t, such that Wy (w) = b. That
is, we have

[t <f]l= | {o: W (@) =5}

<t

s:smallest
Each{w : Wy (w) = b} isin Fs and hence is in F,. However, [t < t]may
not be F;-measurable, because it is written as the uncountable union of
measurable sets. To overcome this problem, we partition the time interval
[0, £] by points t(n) =tk/2", wherek =0, 1, ...,2", and define

As a countable intersection—union of F,-measurable sets, A € F;.

Our claim is [t, < t] = A. First, we show that A C [t < t]. By the
definition of A, w € A means for any integer m, there exist k and n such
that the state Wi (w) is at least b — 1/m. This means that there is
a point in time, denoted by k/2" < t, at which the corresponding state
Wi () is greater than Wy = b — 1/m. With m — 00, Wiy (w) must
reach b before time t.

Next, we show that [t < t] C A. Let w € [t < t], and let s be the
first passage time associated with w. Then there are k and n such that s is
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in the interval [(k — 1) /2", k/2"]. In fact, by the continuity of the sample
function, we shall pick k and n to make the interval [(k — 1) /2", k/2"]
quite small in the sense that, for a given m > 0,

[Wijon (0) — W ()| < 1/m.
Then
Wi (@) > Wy (w) —1/m =b—1/m.
This proves [ty < t] = A and T} is a stopping time.

There are many economic applications of the first passage time. We
shall mention two in the following examples.

Example 2.22 (Transactions Demand for Money) The classical
Baumol-Tobin model shows that the time path of money is of sawtooth
type and the economic agent replenishes her money stock whenever she
uses up cash. The optimal transactions demand for money minimizes the
sum of the transactions costs and the cost of foregone interest earnings.

In the stochastic case, if we assume the stock of money follows a Wiener
process with a negative drift, then the time path of money is no longer
of sawtooth type. The first time her real cash balance reaches M, = 0 is
the time for her to go back to the bank. Such a model is of great interest
in studying the elasticities of money demand due to precautionary and
transactions motives. See Frenkel and Jovanovic (1980), Chang (1999),
and Chapter 6.

Example 2.23 (Wicksellian Tree-Cutting Problem) The classical Wick-
sellian tree-cutting problem can be summarized as follows. A tree (asset
value) has a given growth pattern. The question is when to cut the tree
(or retire the asset) so that the net present value is maximized. Given
the growth pattern, the timing is related to the size of the tree. Thus, the
question is the optimal cutting size of a tree. The problem becomes a
Faustmann problem when there are rotations, i.e., when there are cutting
and replanting. In the stochastic case, we shall assume the growth of a
tree follows a Wiener process with positive drift. The first time the tree
reaches the optimal cutting size is the time to cut (and replant if it is a
rotation problem). Details are in Chapter 6.
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Example 2.24 (The Explosion Time) Let T, = min{t : W; = n} be an
increasing sequence of stopping times. Define the explosion time as the
limit of stopping times, i.e., Too = lim,_, o T,,. This is a stopping time,
because, if the first time the process reaching value n + 1 occurs before
time t, then its first time reaching value n must occur before time t, i.e.,
[the1 <t] Clty <t]. Then

[Too <t]=ﬁ[rn < 1]
n=1

is clearly F;-measurable.

An application of the explosion time to economics is the following
example.

Example 2.25 (Steady State Distribution of Stochastic Optimal Growth)
The stochastic version of the Solow growth equation, which will be stud-
ied extensively in the next few chapters, is a stochastic differential equa-
tion of the form (2.16). The solution of the equation is known to exist
up to the explosion time. With uncertainty, it is possible that the growth
process derived from the stochastic Solow equation may explode in fi-
nite time with a positive probability. Chang and Malliaris (1987) showed
that, under certain reasonable conditions, the explosion time is co w.p.1,
and that the optimal growth process neither explodes nor degenerates to
zero in finite time, so that a nontrivial steady state is ensured. Details are
in Chapter 6.

Exercise 2.4.4 Is the last leaving time — the opposite of the first passage
time, max {t : W, = b} — a stopping time? Why? The answer should be-
come transparent after we cover the zero set of the Wiener process. The
term “last leaving time” comes from McKean (1969, p. 10).

Let F; (the stopping time o -algebra) be the o-algebra consists of all
measurable sets 4 suchthat 4 N [t < ¢] € F; forall t. Roughly speaking,
JF. is the o-algebra generated by {W, : t < t}, i.e., it is the information
set of W, up to time 7. For a formal proof of this intuition, the reader is
referred to Protter (1990, p. 6, Theorem 6).

Lemma 2.26 The stopping time o-algebra F is indeed a o-algebra.
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Proof. Suppose 4 € F,, i.e., AN[t <t] € F, for all t. We shall first
show that 4 € F;. Using the fact that [t < ¢]° = [t > ¢], we have

ANt <t]={A4°N[t <t]}u
={AN[r =P U{[r >]N[r =¢]}

={A°Ut >INt <t]={4An[t <t]}N[r <¢].

Since A N[t <t] e F, for all £, we must have {4 N[t <]} € F,
for all ¢. By the definition of stopping time, [t < ¢] € F;. Hence, 4° N
[t <t] € F; for all ¢t. Similarly, if 4, B € F7, then

(AUB)N[r <t]={AN[rt <tJU{BN[r <tl} e F,

for all #. The argument extends to countable unions of sets. Finally,
QN[t<t]=[t <t]le Fforalr. W

Example 2.27 (The Stopping Time o-Algebra of a Constant Time) Sup-
pose T is a constant time, T = ty, for some ty. Then

_ e ift =,
[TSt]_{g ift <ty.
Then Ae F, & AN[t <tl€ F forallt &

ANQ=AecF ift >,
ANG =0 e F, ift <.

In other words, we have A € F; for all t > ty. Therefore,

Fe=() F-

=1y
Since {F;} is an increasing family, F, = F,.

This example shows that F is a stochastic version of F; , which makes
the intuition that F; is the information set up to time 7 plausible.

Exercise 2.4.5 Suppose t and t’ are stopping times. Show that, if T <
' wp.1, then F, C Fy.
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Hint. First note that
[t/ <t]C[r <t] ift <t w.p.l
Then show that, if A € F;, then
AN[t' <tl=AN[t <N’ <t]leF  forallt.

The following theorem on stopping times is of fundamental impor-
tance in theory and in applications.

Theorem 2.28 (Dynkin—Hunt) If T is a stopping time, then conditional
on T < 09, the process defined by (W} = {W,yr — Wi} fort > 0isa
Wiener process independent of F=, i.e., c({W/ : t > 0}) is independent
of Fr.

Proof. See McKean (1969, p.10) or Billingsley (1995, Theo-
rem 37.5). A

The Dynkin—Hunt theorem says that Wiener process begins afresh
at any stopping time. It reduces to the differential property of Proposi-
tion 2.13(b) when we have a constant stopping time. This theorem is also
known as the strong Markov property. We shall return to stopping times
in Chapter 6.

2.4.4 The Zero Set

Now we are ready to study the Wiener process at close range through the
so-called zero set. Let Z (w) = {t : W, (w) = 0} be the set of zeros for
a given w € Q. In words, Z (w) is the set of times at which the sample
path of the Wiener process W; crosses the time axis. The set Z (w) is
nonempty, because, by definition, Wy = 0 w.p.1, i.e., 0 € Z (w) w.p.1.
For the purpose of exposition, we shall break the argument into seven
parts.

(1) There are infinitely many zeros. These zeros are unbounded.

From (2.19), there is a set B with probability zero such that, for all
o ¢ B, inf; W; = —oo and sup; W; = +o0co. We can find a sequence of
i’s such that WW; — +oo. Similarly, we can find another sequence of
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Jj’s such that W; — —oo. In fact, the j’s can be so chosen that each
is nested between two i’s. In particular, W; < 0 and W; > 0. Thus, as
i - ooand j — oo the sample function of the Wiener process changes
sign infinitely many times. By the continuity of the sample function, it
must have crossed the time axis infinitely many times. Hence, there are
infinitely many zeros. By construction, these zeros are unbounded.

(2) t = 0isthe limit point of other zeros, i.e., there are infinitely many
zeros “near” t = 0.

To show this, we examine a sequence Y¥; =iWy,;, i =1,2,....As
shown earlier, ¥; is a Wiener process and therefore satisfies (2.19).
That is, there is a set B with probability zero such that, for all w ¢ B,
inf; ¥; = —oo and sup; ¥; = +00. Again, we can find a sequence of i’s
such that ¥; — 400, and another sequence of j s, each of which is nested
between two i’s, such that ¥; — —oo. It follows that #;,; <0 and
Wi/i > 0.Thus,asi — ooand j — oo (i.e.,as1/i — Oand1/j — 0),
the sample function of the Wiener process changes sign infinitely many
times near ¢ = 0. By the continuity of the sample function, it must have
crossed the time axis infinitely many times. Thus, we have infinitely many
zeros near ¢ = 0. In other words, ¢ = 0 is a limit point of other zeros.

(3) Forany r > 0, let t = inf{t : # > », W; = 0}. Then 7 is the limit
point of other “larger” zeros, i.e., there are infinitely many zeros to the
right of 7.

By definition, 7 is the first zero following ». Using the Dynkin—Hunt
theorem, the process {W;} = {W;;.. — W:} is also a Wiener process.
As discussed in connection with the differential property of the Wiener
process, what we have done is to move the origin of a particular realization
from (¢, W, (w)) = (0, 0) to (7, 0) and translate the coordinates parallelly.
The point (z, 0) becomes the new origin, and the argument that “ = 0
is the limit point of other positive zeros” can be extended to “t is the
limit point of other larger zeros.” Such a statement is valid for all v ¢ B,
with P (B,) = 0, where B, exists for each r. Again, this is a pointwise
statement on the limit point property of zeros.

(4) All zeros are limit points of other zeros.

Formally, what we would like to have is that, w.p.1, all zeros are limit
points. That is, there is a set B with P (B) = 0 such that, for all v ¢ B



52 Wiener Processes

and for any ¢ > 0, if t € Z (w), then ¢ is a limit point of other points in
Z (w). For this purpose, we simply choose B = | | B For then

r:rational

P(B)< ) P(B)=0.

r:rational

The proof goes as follows. If ¢ is the limit of smaller points of Z (w),
i.e., the points are coming from the left, then we are done. If not, we
should be able to find some rational number » with » < ¢ such that ¢ is
the first zero following . Since w ¢ B implies that w ¢ B,, this ¢ is the
limit point of larger points in Z (w), as we have shown earlier.

(5) The zero set is nowhere dense, i.e., there is enough space to sepa-
rate any two zeros.

Let a and b be any two zeros. Since the sample function of a Wiener
process is nowhere differentiable, it is impossible that W, (w) = 0 on
[a, b]. (Otherwise, the sample function would be differentiable with
derivative zero.) We may assume without loss of generality that there
issome t € (a, b) with W;(w) > 0. Then, by continuity, there is a subin-
terval [c,d] C (a, b) such that W,;(w) > 0 on [c, d]. That is, we have
found an interval [c, d ] with Z(w) N [c, d] = &. This shows that Z(w)
is nowhere dense in [0, oo].

(6) The cardinality of the zero set is that of the continuum.

The mathematical definition of a perfect set is most appropriate in
describing the zero set. A set S is perfect if all points in S are limit points
of S. Formally, S is perfect if (i) S # &, (ii) S is closed (so that the
limit point stays in ), and (iii) if x € S, then for any ¢ > 0, there exists
some y € § such that 0 <| x — y |< ¢. Statement (4) says that Z () is
a perfect set. It is well known that a perfect set has the cardinality of the
continuum. See Hausdorff (1962, p. 156).

(7) The zero set is of Lebesgue measure zero.

A nowhere dense set is thin. The following proof should be instructive.
Let X be the Lebesgue measure on /. To prove step (7), we first treat the
Wiener process W, (w) as a mapping from the product space / x Q2 to
R,ie., W(t,w): 1 x Q2 — R. We also invoke a fact that this mapping



2.4 Wiener Processes 53

is measurable with respect to the product measure A x P. Let
A={(t,w): W(t w)=0}.

Next we show that set A is very thin in the product space. By the Fubini
theorem, we have

f/]Ad(kx P)=fOOP({w: W, (w) = 0})dt = 0,
0

IxQ2

where the last equality is obtained because W; (w) has a normal distri-
bution at any given ¢ and therefore, P ({w : W; (w) = 0}) = 0. In other
words, we have (A x P)(A) = 0. But then the thinness of set 4 in the
product space implies the thinness of the zero set. More precisely, the
Fubini theorem implies that

/k(Z(a)))P(da)) = f/ I4d (A x P)=0.

Q IxQ

Hence, A (Z (w)) = 0, w.p.1.
To summarize, we have

Theorem 2.29 The set of zeros, Z (w), is, w.p.1, perfect, unbounded,
nowhere dense, and of Lebesgue measure zero.

The above theorem says it all about the special characteristics of the
Wiener process as seen from the zero set. We have already learned that
the sample function has infinitely many spikes in any time interval,
however small. Look at the points of time at which the sample func-
tion crosses the line W, (w) = 0 (or any other horizontal line) in the
(t, W; (w))-plane. If we see one, we shall see a cluster of them (perfect
set property). On the other hand, when they take off, we shall not see
them for a while (nowhere dense property). Furthermore, there are lots
of them, in fact, there is a continuum of them (perfect set property). Yet,
the set is so thin that it contains no intervals (Lebesgue measure zero
property). With all these properties put together, we have a Cantor set in
action.
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2.4.5 Bounded Variations and the Irregularity of the
Wiener Process

In this subsection we shall revisit the irregularity (the sample function is
everywhere continuous and nowhere differentiable) of the Wiener pro-
cess through the concept of bounded variations. Recall that the varia-
tion with respect to a given partition {z;} of time interval [s, #], where
S=fhh<ti<b<- -+ <tly_| <ty=t,Is

Z|m, W, .|

W, is of bounded variations if all variations (with changing partitions) are
bounded. A function of bounded variations is necessarily differentiable
almost everywhere, i.e., at all points except a set of measure zero. Since
W, is nowhere differentiable, W, cannot be of bounded variations. Then,
there exists a sequence of partitions {t,i") } of the time interval [s, ¢] in the

form 1" = s + (t —s)k/2", k=0, 1, ..., 2", such that
Z|Wn—W,M|—>oo asn — o9, w.p.l.

That is, a finer partition of the time interval will increase the values of
variations without bounds.

This irregularity of the sample function could raise objections to a
common practice in economics: we often derive the sample path by con-
necting the two adjacent observed points with a line segment. Such a
practice is questionable if the underlying stochastic process is a diffusion
process, because it would turn a nowhere differentiable sample function
into a piecewise infinitely differentiable function.

2.5 Notes and Further Readings

Section 2.2 is largely taken from Cox and Miller (1965). Section 2.3
basically follows Arnold (1974). Section 2.4 is a mixture of McKean
(1969) and Billingsley (1995). The terms “Brownian scaling” and
“differential property of the Brownian motion,” among others, are bor-
rowed from McKean (1969). These books treat both one-dimensional
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and higher-dimensional Wiener process. However, we focus only on one-
dimensional Wiener processes.

The definition of stopping time follows McKean (1969). A stopping
time is also known as a Markov time or an optional time. See, for
example, Billingsley (1995), Bhattacharya and Waymire (1990), and
Chung (1982). Karatzas and Shreve (1991), however, make a distinction:
the condition [t < ] € F; is associated with a stopping time, while the
strict inequality [t < ¢] € F; is associated with an optional time. The
two concepts coincide if the filtration is right-continuous. The interested
reader should consult that book for details. On the implementation of
Wiener processes and the econometric methods using discrete-time
data, the reader is referred to Hansen and Scheinkman (1995) and Duffie
and Glynn (1996).

Besides the aforementioned (Arnold (1974), Billingsley (1995), Cox
and Miller (1965), and McKean (1969)), there are many good texts on
Wiener processes. For example, any of the following books gives a com-
prehensive treatment on the subject: Bhattacharya and Waymire (1990),
Chung (1982), Friedman (1975), Karatzas and Shreve (1991), and Knight
(1981). For a good summary of the basic properties of Wiener processes,
the reader is referred to Fleming and Rishel (1975) and Malliaris and
Brock (1982).



Stochastic Calculus

3.1 Introduction

In many economic models, the dynamics of a given variable are typically
characterized by a differential equation

X =pu(tx). 3.1
This equation can also be expressed in differential form,
dx = u(t,x)dt.

It seems natural that we can extend this differential equation to a stochas-
tic differential equation

dX, = u(t, X,)dt +o(t, X,)dW,, (3.2)

where W, is a Wiener process. However, it should be noted that this
stochastic differential equation is not the same as the result of adding a
random shock to (3.1), because, if we divide (3.2) by d# on both sides,
the right-hand side contains an expression, d W; /dt, which is undefined.
Thus, the stochastic differential equation does not represent the derivative
of the state variable X, with respect to time. What then is the meaning
of (3.2)?

A differential equation can be interpreted as an integral equation. For
example, equation (3.1) is equivalent to

t
X, — Xo :/ wn(s,x)ds.
0

56
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In the same vein, the stochastic differential equation (3.2) is associated
with a stochastic integral equation

t t
-, = [(nexds+ [oeadm 63

) to

in the sense that a solution to (3.3) is taken as a solution to (3.2) and vice
versa, provided that the second integral of (3.3) is defined.

In the next section, we shall provide a heuristic approach to the stochas-
tic integral. We begin the study of stochastic integration with two exam-
ples that highlight the difference between the classic integral and the
stochastic integral. Then we make an educated guess as to what mathe-
matical conditions are important in stochastic integration. In section 3.3,
we formally define an Ito integral and the class of functions on which the
Ito integral is defined.

The celebrated Ito lemma is presented in two steps, with economic ap-
plications that follow directly from our formulation. First, we present the
Ito lemma when the transformation is a time-independent (autonomous)
function of an autonomous stochastic differential equation. The presenta-
tion begins with the one-dimensional Ito lemma, in which we emphasize
the dos and the don’ts of stochastic calculus. It is followed by the two-
dimensional Ito lemma when the two random shocks may be correlated.
Then we present a multivariate Ito lemma with multiple sources of uncer-
tainty for a time-dependent function, which has applications to Black—
Scholes option pricing theory and to irreversible investment. The chapter
concludes with a presentation of a vector-valued multivariate Ito lemma.

3.2 A Heuristic Approach

321 Is fto o (s, X;) d W; Riemann Integrable?

1

For the moment, let us assume that the second integral of (3.3) is defined
as a Riemann integral. That is, the integral is the limit of Riemann sums.
Recall that, for a given partition ty < ¢} < --- <t,_1 <t, = T of the
time interval [fy, T'] with §, = max; {t; — t,_;}, the Riemann sum S,
with intermediate points 7; (t;_; < 7; < ;)18

n

S, = Zo (fi,Xr,-) (W,,. — ti—l)‘

i=1
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Then o (s, X;) is Riemann integrable if, as n — oo and §, — 0, S,
converges w.p.1.

Example 3.1 Leto (t, W;) = 1 wp.1. Then S, = Wr — W,, for any par-
tition. Clearly, S, converges to Wr — Wy, as n — 0o, and the integral
becomes

T
/ th = WT - Wl()'
to

It behaves just like what elementary calculus would have suggested.
Before we present the next example, we need the following

Definition 3.2 A4 sequence {C,} converges to C in mean square if
E[lCn—C|2]—>O asn — oo.
Lemma 3.3 Let {t;} be a partition of [ty,T], and let &, =

max; {t; — t;_1}. Then we have

n

C, = Z (W, — W,H)2 - T —1 in mean square (3.4)
i=1

asn — oo and s, — 0.

Proof. By definition, (3.4) means that, as n — oo and §, — 0,
E{[C, — (T — 1)’} — o.

Since

n

E [C”] = ZE I:(Wt,- - Wti—l)z] = Z(ti - ifl) =T —t,
i=1

i=1
equation (3.4) is equivalent to having the variance of C,, convergent to
0. It suffices to show that

n

2
E[C?] = [zw,.—mﬂy} T

i=1
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To this end, we expand C? as follows:

C2= Z( ~ W) +Z Wy =W, ) (W, — W, ).

i=1 i#j

As shown in Chapter 2, the fourth moment of the Wiener process is
e{m -, )} =36 —n0?.

Since (W, — Wti_])2 and (W, — Wtj_l)2 are independent if i # j,

E[C?] _3Z(t,—t, 1) +Z(t, ti1) (8 — tj-1)

i#]

_ZZ(t —t_ 1) +ZZ(i — i)t —tj—1)

i=1 j=
<26, 2(6’ —ti1)+ Z(ti - [ifl)zl(tj —tj1)
= 1= j=

=28, (T — to) + (T — t)* — (T — 1)

as 8, — 0. Notice that the inequality in the derivation follows from the
factthat (1; — t;_1)? <8, (t; — t;i_1). W

Example 3.4 Let o (¢, W;) = W,. According to elementary calculus,

! Lo o
/to xdx = E(XT_XIO)‘
Is it true that
1
[ =L orz - wi:

Notice that the Riemann sum with intermediate points T; is

Se=Y W (W, —W,.,).
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If the Riemann integral exists, then S,, converges w.p. 1. Since the integral
is independent of the choice of t;, the difference between the Riemann
sum evaluated at the right endpoint t; of each interval [t;_, t;],

A,, = Zl: th- (th- - mi—l) ’

and the Riemann sum evaluated at the left endpoint t;_| of each interval
[ti-1, 4i],

B, = Zl W, (W, —Ww,.),

should converge to the same limit wp. 1. In other words,

Co=dAy—B,=> (W, =W,) =0  wpl
i=1

But is it true? From (3.4), we know that C,, — T — t( in mean square.
By the Riesz—Fisher theorem, if a sequence {C,} converges to T — t;
in mean square, then there is a subsequence of {C,} that converges to
T — ty wp.1. Therefore, C,, — 0 w.p.1 is false.

This example clearly demonstrates that the integral f,OT o (t, Xy)dW,
cannot be a Riemann integral, because it is #not independent of the choice
of the intermediate points of a partition of [z, 7'].

3.2.2 The Choice of 7; Matters

Having shown that ftoT W, dW; is not Riemann integrable, we shall
demonstrate that the choice of 7; dictates the value of S,,. To see this, we
rewrite S, as

n

n
Sp = Z (Wr,- - Wt,;l) (Wt,- - Wfi—l) + Z Wi (VVtr - Wt"*l) ’

i=1 i=1

3.5)
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using W, = (Wr, = W,_,) + W,_,. Using (3.4) and the fact that

1 (W, +W,)— (W, —w,_)],

Wt[—l = 2

the second term of (3.5) becomes

n

1 & 1
E (thz - thzfu) - E Z (W,, - sz‘—l)z
i=1 i=1

1
(w; —w) — (T — fp) in mean square,

as n — oo and §, — 0. It should be obvious to the reader that, un-
less the first term of (3.5) converges to (T — ty) /2, this Riemann sum
will have a result very different from the one implied by classical
integration.

The first term of (3.5) involves t;, #;_1, and ¢;, which suggests that we
should use a finer partition {...,#_y, T;, %, Tit1.ti+1, ...}, instead of
the original partition{. .., #_1, #;, t;41, . .. }. Thatis, theterm W,, — W, _|
will be broken into (W;, — Wr,) + (W, — W,,_,). Define

n

D'l = Z (WTi - VVfi—l) (VVI, - WTi)

i=1

Z(WT, W) (W, = W,.) =D, +Z —W,.)

Repeating the proof of (3.4), mutatis mutandis, we have

n

n
> (e, - w,.) - > (ti—ti_1)  inmean square.
i=1

i=1

Similarly, by the independent increments property, we have E(D,) = 0
and

= i(fi —ti-) (ti = Ti) < 68y i(h‘ — 1) =8, (T —10),
i=1 i=1

which converges to 0 as §, — 0. In short, D,, — 0 in mean square.
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To summarize, we have, in mean square,
1, 5 ) 1 u
Si— 5 (W3 —w?) - (T —t)+ Y (i —tio1).
i=1

The value to which S, converges is dictated by the choice of 7;. Dif-
ferent choices of t; define different stochastic integrals. More pre-
cisely, since t,_; < 1; <t;, we can set 7; = At; + (1 — A)t;,_;, where
0 < A < 1. Then, in mean square,

1 1
S, — E(W%— w2) + (k— 5)(T—zo).
The choice of the parameter A clearly determines the limit of S,.

Example 3.5 (Ito Integral) Let A = 0, i.e., we choose the left endpoint
of the interval [t;_1, t;]. Then, in mean square,

1 1
S, — 5(VV%—W,ﬁ)—E(T—rO).

In symbols,

T 1 1
o) [ W, =5 (=W =S (T-w). GO
t

Example 3.6 (Stratonovich Integral) Let . = 1/2, i.e., we choose the
midpoint of the interval [t;_1, t;]. Then, in mean square,

1
Sy — 5(W%— w2).

In symbols,

T
1
(Strat)/ W,dW, = 3 (Wi —w}).
t

Notice that Stratonovich integral preserves the classical integration rule

b 1.5 2
/adeZE(b —a).
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Example 3.7 (Backward Integral) Let . = 1, i.e., we choose the right
endpoint of the interval [t;_, t;]. Then, in mean square,

1 1
Sy —> = (W; = W)+ = (T —t9).
2 o2
In symbols,

T,
/WthVt ==
to

Notice the upper and lower limits of integration are written on the left.
This notation follows McKean (1969).

1
(W3~ W2) + 2T~ 1),

N —

Henceforth, we shall concentrate only on Ito integrals, unless other-
wise specified.

3.2.3 In Search of the Class of Functions for o (s, w)

The above examples illustrate some of the difficulties in the development
of stochastic integrals. Having decided on the left endpoints of subinter-
vals is only the first step. The next step is to decide the class of functions
that can be used as integrands in f o(t, X;)dW;. Since o(t, X;(w)) is
a function of (¢, w), we shall continue to denote it by o (¢, w). In what
follows we shall present a bird’s-eye view of the theory of stochastic
integration. The argument is heuristic.

We begin with a deterministic o (¢, w), i.e., o : [to, T] x 2 > R
is independent of w. McKean (1969) calls it a sure function. Let
> ;0 (ti, w)dW, be the Riemann sum of frOT o dW associated with a
given partition. Then

2
E <Zo(ti, a))th[> —E {Z (o (t;, ®)) (dW,,,)Q}

+E {Za (ti, w) o (t;, ©) (d W) (thj)} :

i#]
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The assumption of a sure function enables us to pull o (%, w) and
o(t;, ) outside the expectation operator, i.e.,

E [Z (o (1, )’ (th,,)z} =) (o) E [(@w.)’]
=Y (o (6, w) dt,

and

E |:Za (t;, w) o (t;, w) (dW,,) (th,)}

i#]

=Y ot o, @) E[(dW,) (dW,)] =0,
i#]

using the independent increments property of {th. } Taking the limit,
we arrive at the following isometry

2
E|:</TadW>:|=E|:/T02(t,a))dti|, (3.7)

if o (¢, w) is deterministic and square integrable on [z, T].

However, sure functions are not the only class of functions that enables
us to pull (¢, w) and o(¢;, w) outside the expectation operator. All we
need is that (1) {7} is an increasing family of o -algebras, i.e., F;, C F;,
if ; <t;, and (2) the integrand o (¢, ) is F;-measurable. Given these
two conditions, we can conclude that both o (#;, w) and o (¢;, ) are F; -
measurable, since #; < ¢;. Then

9

—E {Z(a (tr, ) E [(dW,[)z(ﬁ]}

= Z (0 (t;, ) dt;

E [Z (o (1, ) (th,.)z} =E {E [Z(a (b, @) (d1,)°
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and

E |:Za (t;, w) o (t;, @) (dW,) (dW,j.)}

i#j

=2E {E [Za (t;, w)o (t;, ) (dW,) (dW,)

i<j

9

=2E {Zd(t;,a))o(r,w)E [(sz,») (de/)|‘7:f/]} =0.

i<j

Then (3.7) is reestablished.

Let us summarize what we have found. First, the underlying infor-
mation structure {F,} is an increasing family of o -algebras. Second, the
integrand o (¢, -) is F;-measurable, for all ¢. Third, the norm of the class
of functions is the L? norm. In this way, we have established isometry
(3.7) for o(t, w) € M*([ty, T] x ), a set to be defined below. These
three conditions are the basic building blocks for stochastic integrals.

3.3 The Ito Integral

The probability space (€2, F, P) is given.

Definition 3.8 A family of o-algebras {F; : t € I} is called a filtration,
i.e., an increasing family, if Fs C F; C F whenever s < t.

Example 3.9 (Standard Filtration) Let {W,} be the Wiener process. Then
the o-algebras generated by {W,} for all t,

Fi=oWs:s <1),

form a filtration.

Usually, we take {F; : ¢t € I} to be something “larger” than the stan-
dard filtration {o (W : s < t}. Let F be the smallest o-algebra on 2
containing all events in F;, i.e., if 4 € F; for some ¢, then 4 € F.
Clearly, oo C F.
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Definition 3.10 A filtered probability space is a probability space
(2, F, P) together with a filtration {F, : t € I} such that Fc = F.

From now on, we assume that the probability space is a filtered prob-
ability space.

Definition 3.11 A stochastic process{X, : t € I}isnonanticipating with
respect to a given filtration {F, : t € 1} if X, is F,-measurable.

The term nonanticipating is self-explanatory in characterizing the re-
lationship between the stochastic process {X; : ¢ € I} and the filtration
{F; : t € I}. Anonanticipating process is also known as an adapted pro-
cess. Formally,

Definition 3.12 A stochastic process {X; : t € I} is adapted to the fil-
tration {F; : t € 1} if, for all t, X, is F;-measurable.

Definition 3.13 4 function o (t, w) : I x 2 — R is nonanticipating (or
nonanticipative, according to Fleming and Rishel (1975)) if o (t, ®) is
Fi-measurable for all t.

We can view {o (¢, -) : t € I} as a stochastic process. As a stochastic
process, {o (t,-) : t € I} is adapted to {F;}. A sure function o (¢) is
always nonanticipating, because it is a constant function with respect to
w and constant functions are always measurable.

3.3.1 Definition

Now we shall formally define the class of functions on which the Ito
integral is defined. Let M ([#y, T] x €2) be the set of nonanticipating
functions such that

T
/|o(t,w)|2dt<oo wp.l.

fo

Thatis, o (t, w) € My ([ty, T] x 2) means that (i) for a given ¢, o (¢, w)
is F;-measurable (nonanticipating) and (ii) for a given w, the sample
function o (¢, ®) is square integrable. Let M? ([ty, T] x §2) be the subset
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of My ([ty, T] x 2) satisfying

T
E |:/ |o (t,a))lzdti| < 0.

The extension from M? ([ty, T] x ) to M? ([0, 00) x ) is straight-
forward. Notice that if [a,b] C[c,d] then M?>([c,d] x Q) C
M? ([a, b] x Q). Therefore, we define

M ([0.00)x )= [ M (a.b]xQ),

[a,b]C[0,00)

ie, M?([0,00)x ) is the smallest set contained in all
M?([a,b] x Q). In what follows we stay with M? ([ty, T] x Q)
for our definition of an Ito integral.

Exercise 3.3.1 Show that M? ([ty, T] x Q) C Mg ([ty, T] x Q).
Hint. Show that

T T
E [/ Ia(t,a))lzdt] <00 = / lo (t, w)|*dt <oo wp.l.
fo

to

Definition 3.14 A function o (t, w) is called a step function (or a simple
function, or a simple process) if there exists a partition of [to, T], ty <
th<---<t,=T, such that o (t,w) =0 (t;, w) for all t € [t;, ti11),
wherei =0,1,2,...,n— 1.

It is important to recognize that, for each w € €2, the sample function
of a step function (as a function of #) behaves just like a step function in
elementary calculus. Moreover, the sample function is right-continuous,
possibly with jumps. It is also important to recognize that the partition
{t;} is independent of w. In fact, the step function can be written as
> ;0 (ti,w) Iy, .,). We may think of this step function as follows. We
partition / x €2 into many strips {[#, ;1) X €2} . Inside each strip, the
whole line segment (of fixed w and varying ¢), {(¢, ) : t € [t;, t;+1)},
is assigned the functional value o (¢;, ), the functional value of the
left endpoint of the line segment. For different line segments (i.e., for
different w), the assigned functional values are generally different. That
is, if w # &', then o (¢;, ) # o (¢;, @) in general.
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Denote by
5% = {0 e M?([ty, T]1 x Q) : o is a step function}

the set of step functions.

Definition 3.15 The [to integral of a nonanticipating step function
o (t,w) is defined as the Riemann sum evaluated at the left end-
points,

T n—1
I(o)(w>=/ o (tw)ydW (1) =Y 0 (. o) [W (1) — W (1)].
fo i=0

Notice that the Ito integral thus defined is itself a random variable, i.e.,
[(0): 22— R

Proposition 3.16 Major properties of Ito integrals are:

(1) Ifo(t,w) € S% g(t,w) € S, and a and b are constants, then
T
/ [ao (¢, w) + bg (t, )] dW ()
to
T T
:a/ o(t,w)dW (1) + b/ g(t,w)dW(¢).
fo to

(2) Fora <b <c, and o (t, w) € S?,

c

c b
/ a(t,w)dW(t):/ a(t,a))dW(t)—i—/ o(t,w)dWw(t).
a a b

(3) Ifo (t,w) € S?, then

T
E[I(0)|F,=E [/ o (t,w)dW (t)

EO] =0 wp.l.  (3.8)
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) Ifo (t,w) € §% g(t,w) € S%, then

T T
E |:(/ J(t,u))dW(t)) (/ g(t,a))dW(t)) ’.7-}0}

T
=/ Elo(t.0)g(t,w)| F,]dr. (3.9)

In particular, when o = g,
T
E (/ o(t,w)dW(t))
to

Proof. Properties (1) and (2) are trivial. To prove (3), we note that if
Ath. = W(ti+1) — W(tj) , then
1

E[o(t;, 0) AW, | F]

2

T
f,(,] =f E[o(t, )| F,]dt.
(3.10)

E[I(0)|F,]

n—1
E|:Zo(ti,a))AW,,.

i=0

3
|

3
|
- o

E{E[o(t,0) AW, | F]| ).

Il
S

Since o (f;, w) is F; -measurable,

E{E[U(tlaw)AWf: |‘7:t!:| |‘7:t°}
= F {O’(fi,a))E[AWti |‘/,:}z] |f’0}:0’

using the fact that £ [A w;, | .7-},.] = 0 w.p.1. Thus,

E[I(o)|F,]=0.
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To prove (4), we note that

n—1 n—1
(Za(t,-,wmwz,.) (Zg(ri,wmwn)
i=0 i=0

—1
—Za(t w)g(t, a))(AW, —I—Za(z‘ a))g(t a))AWtAW,j

=0 i<j

+Y o (1), ) g(ti, ) AW, AW,

l<]

Then the left-hand side of (3.9) is

E [(EO’(I‘,’,Q))AVV[[) (Sg(h‘,w)AWn) ‘}"ZO:|

i=0 i=0

n—1

= ZE {E [o(ti,w)g(t[,w) (AVIG,.)Z ‘-7:;,»] “7::0}

i=

+ E{E[o (. 0)g (tj. @) AW, AW, | F, ]| Fo}

i<j

+> E(E g (ti, ) AW, AW, | F | Fo )

i<j
Since o (t;, w) g (t B a)) AW, is F -measurable, we have

S E(E[o (o) (iy.0) aW,aW, | ]| F,)

i<j

= ZE {U(ti,a))g(tj,a))AW,l,E [AW,/. |]-'t/] |-7'-10} =0.
i<j

Similarly,

Y Efo (i, 0) g, 0) AW,E [ AW, | F ]| F} =0.

i<j
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Thus,

E [(/Ta(t,w)dW(t)> (/Tg(t,a))dW(t)> ‘]:,Oi|

= ZE {a(t,-,w)g(tnw)E [(AWff)z ‘ff] )f’“}

=) E{o(tw) gt o)At | F,}
i=0

T
:/ E[a(t,w)g(t,w)lfto]dt.

fo

When o = g, (3.9) becomes (3.10). W

Property (3) is the so-called martingale property or zero-expectation
property. The term martingale will be defined later. The special case of
(4) given by equation (3.10) is the isometry mentioned earlier.

Next, we extend the definition of Ito integrals from S to all o (¢, w) €
M2 ([ty, T] x Q). Recall from elementary calculus that the integral of
a function f is defined as the limit of integrals of the step functions
that approximate f. In the same vein, if we know that S? is dense in
M2 ([ty, T] x ), then the Tto integral of o (¢, @) can be defined as the
limit of integrals of step functions that approximate o (¢, w). To this end,
we need the following lemma.

Lemma 3.17 For any o (t, w) € M?([ty, T] x Q), there exists a se-
quence of step functions {o, (t, )} in S? such that

T
lim E [/ lon (t, w) — o (¢, a))lzdti| =0
n—0o0 fo

and as n — 00

T T
/ o, (t,w)dW; — / o (t,w)dW, in mean square.
fo to

Proof. See Arnold (1974, Lemma 4.4.12). H
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Definition 3.18 Assume a family of step functions {o,, (t, w)} converge in
mean square to o (t, w) € M?* ([ty, T x Q). Then there exists a random
variable, the Ito integral, denoted by I (o) = fOT o (t,w)dW (t), such
that, as n — 00,

2

j| — 0.

dl
Remark 3.1

(1) It goes without saying that the Ito integral thus defined sat-
isfies the properties listed in Proposition 3.16 with S* replaced by
M2 ([ty, T] x Q). For a formal proof, the reader is referred to Fried-
man (1975, Theorem 2.8).

(2) The stochastic integral can also be defined on Mg ([ty, T] x Q),
a larger class of functions. Assume a family of step functions {o, (t, w)}
satisfies

T T
/an(t,a))dt—/ o (t,w)dt

to to

T
/ lon (t, w) — o (t, w)|* dt — 0 in probability

fo
and plim,,_, . ftOT 0, (t, w)dW (t) exists and is unique; then we define

T
[(o)=plim | o,(t w)dW ().

n—00 J,

In this case, however, the statement for isometry requires an additional

condition:
T
E U Ia(t,a))lzdt} < oo.
)

As mentioned earlier, a stochastic differential equation such as (3.2)
is defined in terms of a stochastic integral equation (3.3). Now we can
provide a formal definition.

Definition 3.19 Let {X, : t € I} be adapted to {F; : t € I}. Suppose
there exist o (t, w) and | (t, ®), where o (t,w) € M?>([ty, T] x ),
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{n(t, o)t €1} is adapted to {F; : t € I}, and (¢, w) is integrable
wp.l, ie.,

T
/ lu(t, w)|ds < oo wp.1,

to

so that

t t
Xt:XtO—i—/ ,u(s,a))ds—l—/ o (s, w)dW;.

fo fo
Then we say that
w(t, wydt+o(t,w)dWw
is the stochastic differential of the process { X, : t € I}, and we denote it

by d X;. Such a process is also called an Ito process.

3.3.2 Martingales

Given an Ito integral ftOT o(u,w)dW (u), where o (u,w)e
M2 ([ty, T] x ), define a new stochastic process

t T
X,=/ o(u,w)dW(u):/ Iiyno (u, w)dW (u). (3.11)

fo )

Notice that I, 1o (4, w) € M? ([ty, T] x €2). Similar to (3.8) , we have

T
E [Xt |.7-",0] =FE |:/ Iiy.no (u, w)dW (u)

)

fto:| =0 w.p.1.
Furthermore, forty <s <t < T,

t T
XI—XS:/ a(u,a))dW(u):/ Iis.no (u, w)dW (u).

to
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Then, the zero-expectation property
E[X,— X, | F]=0 w.p.1
implies that
E[X | F]l=E[X,|Fs] =X, w.p.1. (3.12)

A stochastic process satisfies (3.12) is known as a martingale. The
whole derivation tells us that the stochastic process {X;} generated by
the Ito integral is a martingale. Notice thatifo (v, w) = 1, then X, = W,.
This shows that the Wiener process is a martingale.

Martingales play an important role in the theory of stochastic processes
and in economics. A formal discussion will be useful.

Definition 3.20 Given a filtration {F; : t € I}, a stochastic process { X;}
is a martingale if {X,} is adapted to {F,}, is integrable (i.e., E (| X,|) <
o), and is such that

X, = E[X;]| F] forty<s<t<T.
1t is a submartingale if the equality is replaced by

X < E[X;|Fy] forty<s <t <T,
it is a supermartingale if the equality is replaced by

Xy > E[X;|F] Jorty<s<t<T.

The notion of a martingale is closely related to gambles. According
to Elliot (1982, p. 16), a martingale is a part of a horse’s harness which
prevents the horse from raising its head too high. Through horse racing
the word became a gambling term. A martingale means a fair game in
the sense that the expected return from gambling, E [ X, | F;], will be
the same as keeping what you currently have, X;. In submartingale, the
expected return is greater than what you have now. A supermartingale is
the opposite of a submartingale: the expected return is lower than what
you have now. If you are risk-neutral, you should continue to bet if the
game is a submartingale; if it is a supermartingale, however, you should
quit while you can. This intuitive explanation makes it easier to memorize
the direction of the inequality — it is “super” to quit gambling.
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Proposition 3.21 (Major Properties of Martingales)

(1) Let {X;} and {Y;} be two martingales. Then so is {aX; + bY,},
where a and b are constants. In particular, {X, — Y;} and {—X,} are
martingales too.

(2) {X;}is a submartingale if and only if {—X,} is a supermartingale.

(3) If {X:} is a martingale and X, € L?, p > 1, then {IX,IP} is a
submartingale, while { — | X7 } is a supermartingale.

(4) If{X,}is a martingale, then {X,Jr} and {X,’} are submartingales,
where

X, = max (X;, 0), X7 = —min(X;, 0) = max (—X;,0).

Proof. Properties (1) and (2) are evident. To prove (3), we first note that
¢(x)= x|, p=>1, is a convex function. Then by (the conditional)
Jensen’s inequality for convex functions,

E[p(X)[E]1= 9 (E[XIED),
we have
E[IX|7| F] = |E[X, | F]IP = |X,17.
Thus, {|.X;|”} is a submartingale. Using (2), { — | X;|”} is a supermartin-

gale. To prove {X,Jr } is a submartingale, we note that the function
¢ (x) = max (x, 0) is a convex function because, for 0 < A < 1,

max {Ax + (1 — 1)y, 0} < Amax {x, 0} + (I — A)max{y, 0}.

Then apply Jensen’s inequality as before. To show {X . } is a submartin-

gale we simply notice that {— X} is also a martingale. W
Exercise 3.3.2 Suppose X; is defined by (3.11). Show that:

(1) One has

min(s,?)
ELXXIF]= [ ElowP| 7] du

to
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in particular,

E[1X?| 7] :ftE[a(u)2|f,0]du.

t

2) Ifto<s<t<v<u<T,then
E[(X, — X)) (X, — X\) | F, ] = 0.

Hint. For (1), let s < t. Then X, X, = X, (X; — XS)-i-XSZ. For (2),
show that Ijs 1 - Iy = 0 wp. 1.

Example 3.22 (Consumption Is a Submartingale) In his celebrated pa-
per, Hall (1978) argued that the time path of consumption is a random
walk. The result is attractive because current consumption helps predict
future consumption. His reasoning can be summarized as follows. Let
p, 1, and ¢, be, respectively, the subjective discount rate, the market in-
terest rate, and consumption at time t. The standard discrete-time utility
maximization condition is the Euler equation:

1
E/fu' (cop)] = (1%’) ‘(cr).

Under certain conditions, the Euler equation can be transformed into
E [CT+1] = )"Cl‘i

where A is determined by taste parameters and the market interest rate.

We shall show that consumption is a submartingale (. > 1)ifp =r.In
this case the Euler equation implies that E,[u’ (¢;+1)] = u' (¢;), i.e., the
time path of marginal utility of consumption is a martingale. Now assume
u"” > 0, so that u’ is convex. As we shall see in Chapter 5, u"" > 0 is a
necessary condition for a utility function to exhibit decreasing absolute
risk aversion. In the (c, u'(c)) plane, the graph of u' (c) is downward
sloping and convex to the origin. Since the inverse function is the mirror
image of the original function with the 45° line as the mirror, the graph
of ')~V is also strictly decreasing and convex to the origin. Thus, (u')~"
is a convex function. By Jensen s inequality, we obtain

e = W) U ()] = W) ME[u (crr)]}
< Et{(”/)_l[u/(ct+l)]} =FEcit1.
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Notice that the equality holds (i.e., consumption is a martingale) if u' is
linear, or if u is quadratic.

3.4 Ito’s Lemma: Autonomous Case

When the drift and the instantaneous variance of (3.2) are independent
of time ¢, the corresponding stochastic differential equation is called
autonomous and is written as

To understand the rules of stochastic differentiation, we begin with au-
tonomous case.

3.4.1 Ito’s Lemma

The easiest way to remember Ito’s lemma is as the stochastic version of
the chain rule for differentiation. Recall that in the deterministic case, if
x satisfies a differential equation X = f (x), then any transformation of
x,say y = h(x), where % is a differentiable function, satisfies another
differential equation,

d d

= = LWl =H @ =1 @) f ().
The key to this result is that the first-order approximation applies, i.e.,
dx = f'(x)dt, and hence d [k (x)] = A’ (x) f (x)dt. In terms of “little

0” we have
AR(X)] =1 (x) f(x) At +0o(AL).

The question which Ito’s lemma addresses is this: If X, satisfies (3.13),
what is dY,, where Y, = h (X;)?

Since dX;/dt does not exist in the stochastic case, the first-order
approximation of AY; is certainly inappropriate. The question is to how
high an order of the Taylor series expansion we should go. To investigate,
we expand AY; to get

1 1
AY, = I (X)) AX, + Eh” (X)) (AX,) + gh’” X)(AX) +---.
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Then
E[AY,] = I (X) E[AX,] + %h" (X)) E[(AX,)]
B ) E[(AX)] +-

Since

(AX,) = (LAt + o AW, = P2 (At +2u0 AtAW, + o> (AW,),
(AX,) = 1’ (A1) + 3pP0 (ALY AW, + 3po (At) (AW,)
+a(am)?,

and recalling that Wiener process W, satisfies E[AW,]=
0,E[(A Wt)z] = At,and E [(A W,)k] = o (At) for k > 3, we have

E[AY] =1 (X)) (X)) At + %h” (X)o? (X)) At + o (At).

In the limit, all higher-order terms of Ar vanish, i.e., 0 (At) — 0 as
At — 0. Thus,

EWY] =W (X) i (X)dt + 0" (X0 (X)) di
= [h/(Xf)M(Xt) + %h// (X)o? (Xt)i| dr.

The second term on the right-hand side of the above equation,
%h” (X,) o2dt, highlights the difference between the deterministic dif-
ferentiation rule and the stochastic differentiation rule. The drift of dY;
isnot 4’ (X;) i (X;), but &' (X)) u (X;) + %h” (X;)o? (X;). This leads
us to the following

Theorem 3.23 (Ito’s Lemma) If h (-) is twice continuously differentiable,
then Y; = h (X;) satisfies the following stochastic differential equation:

dy, = [h/(Xt)M(Xt) + %h// (Xt)az (Xt)j| dt +h' (X))o (X)) dW,.
(3.14)
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Proof. See, for example, McKean (1969, pp. 32-35), Gikman and Sko-
rohod (1969, pp. 387-389), Arnold (1974, pp. 96-99), and Friedman
(1975, pp- 81-84). W

It is easier to remember Ito’s lemma through a direct computation up
to the second order,

dY, = I (X)) dX, + $h" (X)) (dX,)’
=h (Xo) [u (X)) dt + o (X;)dW;]
+%h” (X)) [n(X)dt +o (Xt)th]2 )

and then using the following “multiplication table”:

X ‘ daw dt
dw | dt 0 (3.15)
dt 0 0

Example 3.24 (Polynomials) In elementary calculus, d(x")=
nx"~'dx, n > 2. In stochastic calculus, if X, satisfies (3.13), then

d(X7) =nX"'dX, + in(n — ) X172 (dX,)

2
= [WX?‘ + %n(n - 1)X72] dt +nX'dw,.

1t is different from the elementary calculus unless, of course, o = 0.

Example 3.25 (Fundamental Theorem of Calculus) In elementary cal-
culus, the fundamental theorem of calculus is

b
h(b)—h(a)= / h (x)dx.
In stochastic calculus, it becomes

hom=n(m) = [ womaw 43 [ nonas

fo fo
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When h (x) = x?/2, we have

t 1 t
(W} —w?) =/ W,dW, + Ef ds,
fo to

N —

which is (3.6).

Example 3.26 (Rate of Change) Traditionally, we use d log x to repre-
sent the rate of change in x, because

d
dlogx = —x,
X

by using elementary calculus. This is no longer valid in the stochastic
case. Indeed,

dx 1 [(dx\?
dlogx:—x——<—x) .
X 2\ x

Certainly, we should not use d log y/d log x to represent an elasticity in
the stochastic case.

Example 3.27 (Exponential Function) It is straightforward to verify
that, if X; satisfies (3.13), then

de® = eXd X, + %eXl (dXt)z = X [dX; + %(dX,)z]
=" [(u+02/2)dt + o dW] # e¥dX,.

Again, de® = eXd X, ifo = 0.

3.4.2 Geometric Brownian Motion

Definition 3.28 An autonomous stochastic differential equation with
w(X;) =alX, and o (X,) = bX,, where a and b are constants, i.e., an
equation of the form

XmzaXtdt+bXtth, (316)

is called a geometric Brownian motion.
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Proposition 3.29 There is a closed-form solution to (3.16), which is of
the form

X(t) = X(0)exp {(a — b*/2)t + bW (1)}
= X (0)exp {(a — b*/2)t} exp {bW (1)}, (3.17)

and the sign of the solution X (t) is, w.p. 1, dictated by the initial condition
X(0).

Proof. Let y (t) = log X (). By Ito’s lemma,

dX () 1[dX ()]
X)) 2 X@)?
= (a — b*/2)dt + bdW.

1
dllog X (t)] = =(adt + bdW)— zbz dt

Integrating both sides, we have

log X () — log X (0) = /Ot(a — b*/2)ds + /Otde
=(a—b*/2)t +bW(t).

Taking exponential on both sides and wusing the fact that
log[X (¢) /X (0)] = log X (t) — log X (0), we arrive at (3.17). Since
exponential functions are always positive, X (¢) has the same sign as
X(©0). m

Remark 3.2

(1) Notice that the initial condition X (0) is in general a random vari-
able, although in most economic problems it is treated as a constant.

(2) Even though the diffusion process W (t) is unbounded, X (t) can
become bounded on one side. For example, if X (0) > 0 wp.1, then
X (t) > Owp. 1. Inthis case, the process is bounded from below. This will
be useful when a nonnegativity constraint on the variable is required. It
should be noted that X (t) > 0 even if a and b are negative. A similar
argument applies if X (0) < 0 wp. 1.

(3) It is instructive to compare (3.16) with the discrete-time counter-
part

Xir1 = +a)X; +bXie41.
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If e, 1 is normally distributed, there is no way we can prove X; > Ow.p. 1.
Even if X is large, there is still a positive probability, albeit very small,
that X| < 0, because € is not bounded from below. If the nonnegativity
constraint of the variable becomes an issue, then the normal distribution
may not be an appropriate assumption to make.

Proposition 3.30 If X (¢) is a geometric Brownian motion, then so is
X (t) fori > 2.

Proof. If X (¢) is a geometric Brownian motion satisfying (3.16), then,
by Ito’s lemma,

. . 1 .
d(X') =iX'"ldX + i (i = 1) X' (dX)’
1 : 4
= [ia + zi(z’ — 1)b2} X'dt +ibX'dw

for all i > 2. This shows that X’ (¢) is also a geometric Brownian
motion. W

Proposition 3.31 The mean and variance of a geometric Brownian mo-
tion are, respectively,

E[X ()] =X (0)e"
and
VIX(@0)] = X2 (0)e (P —1).
Proof. From (3.17),
E[X(0)] = X (0)exp {(a — b*/2)t} E [exp (bW ()],
since exp {(a —b? /2) t} is a real number independent of w. Next, we
recognize that exp {bW (¢)} has alognormal distribution, whose moments

are well known. In particular, if X is a normal distribution, then

E[eX] = exp (E [X]+ V [X]/2}. (3.18)



3.4 Ito’s Lemma: Autonomous Case 83

It follows that
E[X ()] = X (0)exp {(a — b*/2)t} exp {(b7/2)t} = X (0) ™.

To find the variance, let Y () = X2 (t) . As shown before, Y (1) = X? (1)
is another geometric Brownian motion satisfying

dY (t) = a + b*)Y(t)dt +2bY(t)dW ().
Therefore,

VIX ()] = E[X* (0] — {E [X O]} = X?(0) e — [X (0) "
= X2 (0)eX (& —1). ]

Example 3.32 (Higher Moments of a Geometric Brownian Motion)
Given a geometric Brownian motion (3.16), we can compute all moments
of X (1) as follows. Since X'(t) is also a geometric Brownian motion, we
have, fori > 2,

. 1 . .
d(X') = |:ia + Ei (i — 1)b2] Xidt +ibX dw.
Integrating both sides,
X (1) — X (0)
1 to ro
= |:ia+§i(i — 1)b2]/ X' (s)ds + ib/ X (s)dW (s).
0 0

If we assume X' (s) € M*(I x Q) for all s, i.e., lffot E [Xzi (s)] ds <
00, so that E [fot X (s)dW(s)] =0, then

E[X' ()] =E[X 0]+ [ia + %i (i — 1)1;2} /t E[X'(s)]ds.
0
Lety(s)=E [X i (s)] . Then the above equation reduces to

—0'1"1b2t d
y0 =3+ [ia+ 306 - 02| [y oas
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or the first-order differential equation
N U >
dy = |ia + 5! i—1)b"|ydt.
The solution is well known (by separation of variables):

E[X )] =y() =y(0)exp”ia + %i(z’ - 1)b2} t}
= E [X'(0)] exp{[ia + %i(i — l)bz]t}.

Notice that all moments (i > 2) shown above approach oo ast — 00 as
long as the expected growth rate a is nonnegative. On the other hand,
ifia + %i (i —1)b* <0, then E [Xi (t)] — 0ast — oo. For example,
when i = 2, the condition for stochastic stability is a + %bz < 0.

Example 3.33 (Forward-looking vs. Backward-looking) We know that
the Ito integral is different from other stochastic integrals because it is
forward-looking (right-continuous). In the deterministic case, the rate
of change of X(t) can be computed as [ X (t + At) — X (¢)] / X (¢) or as
[X()— X (@ — At)] /X (¢) with At > 0. That is not so in the stochastic
case. We shall use geometric Brownian motion to make the point. From
(3.17), the forward-looking rate of change of process X is

X(t+00)—X (1) X(t+ A
X (t) X

=exp{(a —b*/2) At +bAW,} — 1

Then, by (3.18),

X+ At)— X (1)
I

= exp {(a — b*/2) At} exp {(b*/2) At} — 1

=exp{a At} — 1.
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Hence,

1 X+ At)— X (1)
At—0 At |:

lim — X0

fx]=a,

as expected. In contrast, the backward-looking rate of change is

X (t + At) — X(1)

X(t+ Ar)
X (@) L P B

Then,

X+ At)— X(2) F

H X (1 + A1) }

=1—exp{—(a — b*/2) At} exp {(b*/2) At}

=1 —exp{—(a —bz)At}.
Hence,

. 1 X+ A2t)—X()
lim —F;
At—0 At X (t+ At)

]—}}:a—bz.

3.4.3 Population Dynamics

Let X; (¢) be the number of offspring, net of deaths, from person i at time
t. Let & be the length of time elapsed, and # be the expected growth rate of
the population, the same for all i. At time # + /4, person i will be subject
to two types of shocks: system-wide shocks and idiosyncratic shocks,
both of which have zero mean and satisfy the independent increment
property. Moreover, system-wide shocks and idiosyncratic shocks are

independent. Formally,

X (t +h) = nh+on(t, h) + vie: (¢, h)
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satisfying
E (n)=E:(¢)=0, E(n*) = E, (8,2) =h,
E;(nei) = Ei(eig;) =0, E (n(t, h)n(t + kh, h)) =0,
k==£1,£2,...

where n, o and v; are constants. Denote the total population at time ¢ by
L (¢). Given L (¢) = L, the change in population is

L
Lt+h)—L@t)=Y_ X;i(t+h)
i=0
L
=nhL +on(t.h)L+ ) v (t.h).
i=0

It is easy to show that

1

ZE[L(t+h)—L(t)|L(z):L] =nlL,
and that

%V[L(H—h)—L(l)lL(f):L]

L 2
=% (an(t,h)L—l—Zv,-(t,h)s,-) Lit)=1L

i=0

L
— o224y 02
i=0

Under the assumption that all v;’s are bounded and approximately the
same size,

L L
va = (%Zv?)L < (max{vf})L =0(),
i=0 !

i=0

which is dominated by o2 L? for large L. Thus,

%V[L(t%—h)—L(t)lL(t):L]—>02L2 ash — 0.



3.4 Ito’s Lemma: Autonomous Case 87

This is the second moment of a diffusion process. The independent in-
crement conditions

E,t, n(t+kh h)=0, k==%1,+2,...,

enable us to approximate the discrete-time dynamics as a diffusion pro-
cess. In summary, we have

dL =nLdt +oLdW. (3.19)

Equation (3.19) shows that population growth follows a geometric
Brownian motion whose population growth has expected rate » and in-
stantaneous variance o. If the initial condition L (0) > 0 is given, then

L(t)=L0)exp{(n—0?/2)t}exp{o W (1)} > 0.

Notice that, even though the Wiener process W (¢) assumes unbounded
negative values with positive probability, the size of the population is
positive w.p.1 at all times, as it should be.

3.4.4 Additive Shocks or Multiplicative Shocks

Equation (3.19) shows that the rate of growth of population is a diffusion
process with constant drift and variance:

dL
T:ndt-l—adW.

This is, the shock to population is a multiplicative shock. If, on the other
hand, we assume the shocks are on the absolute magnitude of population,
not the rate of growth, i.e., if we assume shocks are additive,

dL =nLdt+odW,

then
L(t):L(O)+n/tL(s)ds+aW(t).
0

Given the normality of a Wiener process, viz., W (¢t) ~ N (0, t), popu-
lation could become negative with positive probability, however small.
The choice of additive or multiplicative shocks in economic modeling is
crucial.
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Example 3.34 (Windfalls) In the deterministic case, the wealth dynam-
ics of a consumer is

A=rAd—c,
or
dA =(rA—c)dt,

where A, r, and c are, respectively, the wealth, the interest rate, and
consumption. If the source of shocks is windfalls as Friedman (1963)
defined them (i.e., unexpected gains or losses that have nothing to do
with your wealth level), then it seems reasonable to set

dA=@FA—c)dt+odW.

But then the problem of negative wealth with positive probability arises.
On the other hand, if we model wealth uncertainty as a multiplicative
shock, i.e., shocks are proportional to wealth,

dA=(A—c)dt+oAdW, (3.20)

then wealthy people are subject to a larger windfall than the poor. Such
an equation makes windfalls indistinguishable from fluctuations in the
stock market, as we shall see later.

Example 3.35 (The Ornstein—Uhlenbeck Processes) The historically
oldest example of a stochastic differential equation is this:

dXt - —OlX,dt—{—O’dVVt,

where a and o are constants. The solution is easily obtained by a stan-
dard technique in differential equations. Specifically, convert the above
equation into

e (dX; +aX,dt) = e o dW;,
which becomes

d(e¥X;) =e"odW,.
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Integrating both sides from 0 to t, we have
t
X, =e Xy + / e g dW,.
0

A version of the Ornstein—Uhlenbeck process has been used in economics
for modeling the price of oil (and the prices of other raw commodities)
in the mean-reversing form

where X, is the price at time t and X* is the long run marginal cost of

production. The solution to this mean-reversing process is

t
X;=e'Xo+(1—e ') X* + / e o dw;.
0

The argument for employing this process is that in the long run the price
of o0il should be drawn back to the marginal cost of production. (See,
Jfor example, Dixit and Pindyck (1994).) While this process may be more
realistic, the price could be negative with a positive probability, at least
theoretically.

A question naturally arises. Is geometric Brownian motion the only
stochastic process that assumes positive value w.p.1? The following ex-
ample should make the point.

Example 3.36 Assume the diffusion process is of the form
dX, = 1dt + VX, dW,.
Then X7 = O0wp.l forany T > 0, if Xo > 0. To prove it, consider
dyX, = 1x,712adx, - Lx, 77 dx,)>

=L X7V (dx, - Ydr) = 1x;V? (VX d W)
= 1dW,.

Integrating it from 0 to T, we have

vXr :\/)?O‘F%WT-
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Or, wp.1,
2
Xr = (VXo+1mr) z0.

3.4.5 Multiple Sources of Uncertainty

Multiple sources of shocks are not uncommon in economics. For exam-
ple, there are monetary shocks, and then there are real shocks due to
technological changes or population growth. Some of them are indepen-
dent, but many are not. The case in which shocks are not independent is
commonly used in economic applications. In what follows we shall set
up the notation and make it easy to apply.
Assume there are n mutually independent Wiener processes {W; }
i =1,2,...,n. By mutual independence we mean
; ; dt ifi =],
(thl)(thj): { 0 ifi;éj'.
Assume there are k shocks in the model, each of which can be written as
a linear combination of { W/}

dzy =Y N (tw)dW, i=12.. k

=1

For easy computatizonl, gve assume each dzj' has unit norm, i.e., we assume
{ Y e [)‘le (t, a))] } e Obviously, if the model does not have unit

norm for some dz}, we can always normalize them and redefine the terms.
This normalization makes the notation much simpler. To see that, let

MW =300t o) (1 o), i,j=12,...k,
(=1

be the correlation coefficient of dz! and dz] in the sense that

; ; Aidt ifi # j,
(dzt)(dz{)z{ PR (3.21)
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Notice that the coefficient '/ satisfies A/ | < 1, because, by the Cauchy—
Schwarz inequality,

n n

< Yol Y Mool =1

(=1 (=1

2”:% (t, w) ké (t, w)

=1

In short, we have the following “multiplication table”:

X dz! dz? e dzF dt
dz'' | dt  A%dr - - - A%4r o0
dz2 | A¥de  dt - - - Adr 0
dzF | AHdr ARdr - - . dt 0

dt 0 0 e 0 0

When k = 2, we often abbreviate A'? as A.
Next, we define the Ito integral of o (¢, w) subject to independent
shocks {W;} i=1,2,...,n Let

n T T n
1(0)(w):Z/ a(r,w)dW;:f o(t.w)y dW.
i=1 Y fo i=1

This deﬁnitiop can be extended to a vector-valued stochastic integral
subjectto {W' (¢¥)},i =1,2,...,n. Let
fl
f=1: e, T] x  — R™
f}’”

such that /7 € M2 ([ty, T] x ). Then

Sl o) dw (@)
1@ = [ :

to

T n
f(t.0) Y dW (1) = ‘
. Sy "t @) X0 AW (1)
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Again, Proposition 3.16 is satisfied. In particular, we have
Proposition 3.37 Let [f| = /> I, |fi|2, the Euclidean norm.

(1) If f1 e M?([ty, T] x Q), then

T
E [/ £(t, w)dW (1)

to

.7:,0:| =0 wp.1.

(2) If £(t, w) and g(t, w) are nonanticipating (vector) processes,

then

T T

E |:(/ f(z, a))dW(t)> . (/ g(t, w)dW(t)) '.7-",0]
to to
T
= [ Elte.o) g0 7 ]dr

to

where ““ - stands for the dot product of two vectors. In particular,

E [(ff f(z, a))dW(t))2 ‘ ]—',0} — [T E[(@, ) | F,)d.

Exercise 3.4.1 Assume
dX = uXdt + 0,Xdzy + 0,Xdz;,

where each z; is a standard Wiener process satisfying (dz,) (dz;) = L dt.
That is, the state variable X is subject to two possibly correlated shocks
dzy and dz,. Show that X (t) > 0 w.p.1 at all times if X (0) > 0.

Hint. Show

2
x exp {o1z1 (1)} exp {0222 (1)} .

2 2
X() = X(O)exp{(u _01t+2h050, +c72) t}

Henceforth, we shall use z, to denote the standard Wiener process
when there is only one source of uncertainty. When there are two or
more shocks in the model, we shall use z/ in the context of (3.21) or the
associated multiplication table. We keep the notation { 7' (¢)} only for
a family of independent Wiener processes.
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3.4.6 Multivariate Ito’s Lemma

Now let W, be another Wiener process satisfying (dz;) (dz;) = \dt,
where A is the correlation coefficient of dz, and dz;.

Theorem 3.38 (Ito’s Lemma) Suppose X; follows (3.13) and Y, follows
dY, =v(Y)dt +0 (Y,)dz,. If Z, = h (X, Y;), where h is twice contin-
uously differentiable, then

dZ, = [phy + vhy + (67/2) hxx + Ao0hxy 4 (6%/2) hyy]dt
+ohxdz, + 6Ohy dz,. (3.22)

Proof. See, for example, McKean (1969, pp. 32-35), Arnold (1974,
pp. 96-99), and Friedman (1975, pp. 81-84). A

The derivation is straightforward using the aforementioned method:
1
dZ; = hyxdX, +hydY, + Shyx @dX,)* + hyy (dX,)(@Y,)
1 2
+ EhYY ar,)”".

What we have presented here is the case of two diffusion processes,
which happens to be the most commonly used in economics. Ito’s lemma
for three or more diffusion processes can be done similarly. The formal
presentation is at the end of this chapter.
Example 3.39 (Integration by Parts) Suppose X, follows

dX, = u (X)) dt + o1 (X,)dz,
and Y; follows

dY, = i, (V) dt + o5 (Y) dz).,
with (dz;) (dz;) = MAdt. Assume Z = h (X, Y) = XY. Then

d(XY)=YdX+ XdY +dXdY
= (Y + u, X + Aoj02)dt + 01Y dz, + 02X dz,.
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Notice that this differs from the integration by parts (or the product rule)
in elementary calculus,

d(XY)=YdX + Xdy,

by theterm d X dY = Ao 0, dt. If, however, one of the stochastic differ-
ential equations is deterministic, i.e., if 61 (X;) =0 or o, (X;) =0, or
if they are independent, i.e., A = 0, then the old rule of integration by
parts applies.

Example 3.40 (Real Cash Balance) Let M and P be the stock of money
and the price level respectively. In the deterministic case, we have the
following equation:

d(M/P) dM dP

(M/P) M P’

That is, the rate of change in real cash balances is the difference between
the money growth rate and the inflation rate. However, this formula is no
longer valid in the stochastic case, because

dM M dM)(dP
_%[dM dP  dMdP (d_P)z}

M
+ 537 (dP)

P P

so that

d(M/P) dM dP dMdP (d_P>2

M/P M P M P P

To illustrate, let dM; = u,M;dt + o, M,dz; and dP, = 7w P, dt +
o, P, dztz. Then there is an extra term
dP\* dMdP
(?) — 7? = (O‘% — )\.0102) dt
in the drift. The old rule will remain true if the inflation rate is non-

stochastic, i.e., 6, = 0, which, however, is the least interesting case. On
the other hand, if dP/P = dM/M (i.e., superneutrality), then the real



3.4 Ito’s Lemma: Autonomous Case 95

cash balance remains constant over time, just as in the deterministic
case.
Another implication is that the quotient rule in elementary calculus,

d(M)— PdM — MdP

P P2 ’

does not hold in the stochastic case except in the case of superneutrality
oro, =0.

Example 3.41 (Rate of Change) In general,

M dM/P
d10g<F> < %

This is because

M
dlog <?> =d(logM —log P) =dlogM — dlog P

_dM 1 (dM\} dp 1 dP\’
M 2\ M P 2\P
dM dP dMdP (dP)2 _d(M/P)

AP et = MP

P
The difference between the two is
M\ d(M/P 1 (dM dP\’
dlog| — —M=—— — —— =0,
P M/P 2\ M P

which, again, goes away under the assumption of superneutrality.

Example 3.42 (Stochastic Solow Equation) The capital accumulation
equation is

dK = [F(K,L)— 8K — Cldt,

where the production function, F (K, L), is homogeneous of degree one
in K and L, and § is the depreciation rate. Assume the population dynam-
ics follows (3.19) . Treat the capital-labor ratio k = K /L as a function
of K and L, ie, k=h(K,L)=K/L. Since hgy =1/L, hxg =0,
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hy =—KQ/LY hyy =2K (1/L), and hg, = —(1/L)*, we have

dk =d (%) aK _ de _@rdl) |

7 2 (dL)

Let c = C/L be the per capita consumption, and let f (k) = F(K/L, 1)
be the per capita output. Since (dK)(dL) = o (dt),

2
dk:[F(K,L)—aK—C} KdL K(d_L)

e —
L AR A

= [f (k) — 8k — cldt — k (ndt + o dW) + ko dt
=[fk)—(n+8—0*)k—c]dt —okd:z.

Notice that when o = 0, we have the classical Solow equation
k= fk)—(n+8)k—c.

From these examples, we can see that the differentiation rules in el-
ementary calculus — such as the product rule, the quotient rule, and the
chain rule — are no longer valid in stochastic calculus. The addition rule
and the subtraction rule, however, remain true.

Example 3.43 (Ito Integral Revisited) Suppose dX; = pu(X;)dt+
o (X;)dz,. Then

d (X*) =2XdX + (dX)* = 2X (udt + o dz) + odt
= (2uX +0?)dt + 20X dz.
In particular, if 1 = 0 and 0 = 1, then we have X; = z; and
d (ztz) =dt+2z,dz,

which is equation (3.6).

Exercise 3.4.2 Is the solution to the geometric Brownian motion (3.16)
unique for a given X (0)?

Hint. Let Y (t) be another solution. Then, using (3.22), show that
d(Y/X) = 0wp.l. The initial condition ensures that (Y / X)(0) = 1 and
hence (Y/X)(t) =1 wp.1.
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3.5 Ito’s Lemma for Time-Dependent Functions

Now assume X; satisfies (3.2). Let C'? ([0, oo) x R) be the class of
functions that are continuously differentiable in the first argument and
are twice continuously differentiable in the second argument. Assume
Y, = H(t, X;), where H (¢, X;) € C'? ([0, 0o) x R). Using the method
developed earlier,

1
dH (t,X,) = Hdt + Hyd X + 5 Hx (dX)? + o(dr)

1
= (]_]t + uHy + 502HXX) dt + o Hydz + o(dt).

Thus, we have

Theorem 3.44 (Ito’s Lemma) Let H (t, X,) € C"2? ([0, 00) x R), where
X; satisfies (3.2). Then

1
dH (t, X)) = (Ht + uHy + E(;ZHXX) dt + o Hydz,.  (3.23)

Proof. See, for example, McKean (1969, pp. 32-35), Gikman and Sko-
rohod (1969, pp. 387-389), Arnold (1974, pp. 96-99), and Friedman
(1975, pp. 81-84). W

That is, if the stochastic differential equation is not autonomous, then
there is an extra term H; dt in [to’s lemma. A more general case is shown
at the end of the chapter.

3.5.1 Euler’s Homogeneous Differential Equation and
the Heat Equation

Euler’s Homogenous Differential Equation
The linear homogeneous differential equation

xny(n) + blxn—ly(n—l) + bzxn—Zy(n—Z) 4t bny =0
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is called Euler’s homogeneous differential equation. A particular solution
can be found by substituting y = x”* to obtain / (1) x* = 0, where

I} = Xn:bn,ik(k— D--(A—i+ 1= Xn:bni(?>i!
i=0 i=0

(with by = 1) is the indicial equation. Thus, x* is a solution to Euler’s
differential equation if A satisfies / (A) = 0. Note that / (A) is a polyno-
mial of degree 7 in A. If A is a double root of 7 (1) = 0, then both x* and
x* log x are solutions. When n = 2, the indicial equation is

AA=1D+bir+b,=0,

and the solutions are

1— by + /(1 —b))* —4b,

AL = 3 ,
1 —by—/(1 =5 —4b,
Ay = 3 .

Therefore, the general solution to this case of Euler’s equation is of the
form A;x* + A,x’.

On the Heat Equation

The heat equation, also known as the diffusion equation, is one of the most
important equations in applied mathematics. It governs the diffusion of
temperature in a (physical) body in time and space. Its canonical form is

of _, % 9 o
ar  \9x2 92 9z2 )’

where f(¢,x,y,z) measures the temperature at time ¢ and place
(x, y, z), and the coefficient £ is called the diffusivity.
What we are interested is the one-dimensional equation

fi=kfoe,  k>0.
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The closed-form solution to our equation is

g(t,x) )
ft,x)= / e "du,

—00

where

X
gt x)= Z—JE

To verify this, we note that

Then from
fi=e g, fi=eFg, and g, =0,
we have
koo = —2kge™ (g) =¥ g = f.

There are variants of the heat equation that can be obtained through
transformations. Two are of particular interest. If 4 (¢, x) = "'f (¢, x) ,
then &,, = €' f, and

hy =re'f(t,x)+e"fi =rh + khy,.

Notice that v/ is added to the equation.
Next, if y = blogx, then ¢ (¢, x) = f (¢, blog x) satisfies

¢ = fr, ¢ =bfix7", Gux =D fryx 2 = bfyx 2,
and hence the equation
b_zk [x2¢xx + x¢x] = d)t'

Notice that the transformed heat equation now contains a component of
Euler’s homogeneous differential equation, x*¢, , + x¢,.
Combining these two transformations, we zero in on

o, x)=e D f(a(t—T),blog(x/c)+a(t—T)),
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for some constants 7" and c. Then ¢ satisfies

a k aky ,
gr=re+ |1+ Jxon+| 57 )X 0 (3.24)
Notice that the right-hand side of (3.24) is a second-order Euler’s differ-
ential equation.

3.5.2 Black—Scholes Formula

This subsection presents the celebrated formula for option pricing due
to Black and Scholes (1973).

Consider the case of a European (call) option that gives one the right
to buy one share of common stock at the time of maturity. The price that
is paid for the stock when the option is exercised is called the exercise
price. Assume that the short-term real interest rate is constant over time
(i.e., there is a bond market) and the stock price X follows a geometric
Brownian motion

dX = pXdt +oXdz, (3.25)

with constant u and o. Assume further that there are no transactions costs
intrading, no dividends or other distributions paid, no indivisibilities (i.e.,
we can buy or sell a fraction of an option), and no penalty for short selling.
Let V (¢, X) be the value of the option, as a function of time and the
stock price. Consider the portfolio that, for every share of stock long, the
investor has z units of option short. Then the value of the portfolio at any
point of timeis X — n V. The adjustment is done continuously in the sense
that, throughout the time interval [¢, t + dt), we short n (¢, X;) units of
the option. Similarly, we short z (t + dt, X,14;) units of the option in the
whole interval [t 4 dt, t + 2 dt), and so on. All the while the stock price
and the value of the portfolio vary with time. Then the change in the
value of the portfolio from ¢ to ¢ + dt is d X — n dV. By Ito’s lemma,

1
dv = (14 - 502)(2 VXX> di + VxdX.
Thus, the change in the value of the portfolio becomes

1
dX —ndV =dX —nVydX —n <14 + 502)(2 VXX> dt.
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Notice that —n (V; + %JZX2 Vxx) dt isrisk-free, i.e., it contains no dz
terms. Therefore, if we choosen = 1/ Vy,i.e,n(t, X;) = 1/Vx (¢, X;),
then the first two terms on the right-hand side of the above equation cancel
each other and there is no dz term in d X — (1/ Vx)d V. In other words,
the portfolio of holding one unit of X and shorting 1/ Vy units of V', when
the adjustment is done continuously, is risk-free. A standard argument in
finance (arbitrage) then implies that the return to this portfolio must be
the same as its return from the bond market, or

! V+12X2V dt = (rdi) (X Ly
v\ A ra Jat =1 Ve )

Rewrite this equation as
1 5
Vi=rV —rXVy— 2° X Vxx. (3.26)

This is the fundamental partial differential equation for option pricing,
which is of the form (3.24). The value of the option can be obtained by
solving the partial differential equation (3.26).

To complete the description of the problem, let ¢ be the exercise price
and T be the maturity date. Then the value of this call option is

X—c ifX>c
V(T,X):max{X—c,O}z{O FX =
This equation serves as a boundary condition for (3.26).

Equation (3.26) is similar to (3.24) if we choose

ko2 k
_ar_ 9 3(1+5>:_r, and k=1
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This shows that the solution to the Black—Scholes equation (3.26) is of
the form

2\ 2 2
et (-5 (-5 o-n (-3

2
X |:log£— (r—a—)(t—T)i|).
c 2
This is equation (9) of Black and Scholes (1973).

Exercise 3.5.1 Assume the stock price follows
dX = /Lth +01Xdzy +0,Xdzs,

where each z; is a standard Wiener process with (dz) (dz,) = A dt. That
is, the stock price is subject to two possibly correlated shocks. Show that
the heat equation for option pricing is

1
Vi=rV —rXVy — E(U%+20102+G%)X2VXX‘

3.5.3 Irreversible Investment

The Value of Investment Opportunity

This line of research assumes that many, if not most, investment projects
are irreversible in that there are sunk costs. To avoid bad investment, one
will wait for the right time to invest, if one invests at all. In this sense,
the opportunity to invest is just like an option that gives you the right to
“exercise” (invest). This investment opportunity, therefore, commands a
value, which is analogous to the value of a financial option. What then is
the value of this investment opportunity?

Let X be the price of an investment project that follows a geometric
Brownian motion (3.25), which is analogous to the stock price in the
Black—Scholes model. Let V' (X) be the value of the investment opportu-
nity, which is analogous to the value of the option in the Black—Scholes
model. The risk-free portfolio can be obtained as follows. For each in-
vestment opportunity long, we short # units of the project (or any asset
that is perfectly correlated with X) so that the net value of the portfolio is
V' — nX, and the adjustment is done continuously. The change in value
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of the portfolio in the time interval [¢, ¢ + df) is
dV —ndX = V' (X)dX + %ozsz” (X)dt —ndX.
Obviously, if we choose n = V' (X), then
dv — V' (X)dX = %azXz V" (X)dt,

which contains no dz terms, i.e., it is risk-free. This risk-free portfolio
must have areturn [V — V' (X) X] (r dt) for the duration of time dt, i.e.,

1
502X2 V'(X)dt =V — V' (X) X](rdt).
Thus, the value of investment is governed by the following equation:

1
502)(2 V' (X)+rXV' (X)—rV =0.

If the project carries dividends, then the change in value in the time
interval [¢#, ¢ + dt) must allow for the loss in dividends in shorting z units
of X. That is, if § > 0 stands for the dividend rate, then

1
AV — V' (X)dX = 502){2 V' (X)dt — 8V’ (X) Xdt.
Inthat case, the equation for the value of investment opportunity becomes
1
Eaz)ﬁ V'(X)+ @ =8 XV (X)—rV =0,

which is an Euler’s homogeneous differential equation of the second
order.
The associated indicial equation is

20:-9)7, 2
xz—[l—g}X—lzo.
o

It is straightforward to verify that the discriminant of the quadratic equa-
tionis positive. This implies that there are two real roots. Since the product
of the two roots is negative (A A = —2r /0> < 0), one of the roots is
negative. However, this negative root can be ruled out by the boundary
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condition ¥ (0) = 0 (the value of investment opportunity is zero if the
underlying investment has no value). The positive root is

1 2(r —6) 200—8)71 8

Thus, the general solution is of the form V (X) = A4;X*'. For further
discussion on this subject the reader is referred to Dixit and Pindyck
(1994).

The Value of an Investment Project

Assume an investment project will produce a fixed flow of output. To
simplify the argument, we assume that for each project there is exactly
one unit of output produced per unit of time, i.e., we normalize it. The
output price {X;} follows a geometric Brownian motion (3.25) . Assume
there is no operating cost. What is the value of the project?

Let the value of the investment project be V' (X). Form a portfolio as
follows. The project holder will short 7 units of the output it produces, i.e.,
the portfolio is V' (X) — n.X. Again, the adjustment is done continuously.
In the time interval [¢, ¢ + dt) the project receives revenue Xdt and pays
dividends (§ dt) (nX), so that the net revenue is (1 — nd) Xdt. In the
same time interval, the capital gain is

1
dV —ndX =V' (X)dX + 502)(2 V'(X)dt —ndX.

The total change in the value of the portfolio is the sum of net revenue and
the capital gains, (1 — né) Xdt +dV — ndX.Ifwe choosen = V' (X),
then the total change in value of the portfolio is

1
[1—8V'(X))Xdt + EGZXZ V" (X)dt,

which is risk-free. Therefore, it is equated to (r df) [V (X) — V' (X) X].
Thus, we have the following equation:

%azXzV”(X)—i—(r — )XV (X)—rV(X)+ X =0.
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A particular solution to this differential equation is V), (X) = X/§, so
that the general solution is of the form

X
V(X)= 3+ AL XM+ A XM

The particular value of the firm, X/§, is called the fundamental value.
Again, for further discussion on this subject the reader is referred to Dixit
and Pindyck (1994).

3.5.4 Budget Equation for an Investor

This example does not involve Ito’s lemma. We present it here because
we shall apply the same kind of argument employed in the previous two
applications.

Suppose there are n assets, and the price of each asset follows a geo-
metric Brownian motion

dP;(t) = u, P, (t)dt + o P, ()dz: (1), i=12,...,n.

Assume at time ¢ the investor owns J; (¢) units of asset i. Then the total
wealth is

W= N@P®.
i=l

Similarly to the previous two examples, the portfolio {N; (#)} remains
unchanged over the time interval [¢, ¢ + d¢). Then the change in wealth
over that time interval is

AW =3 NP 0),
i=1

ifthere is no consumption. Assuming the consumption pattern is constant
ininterval [z, t 4+ dt) inthe same way as for portfolio selection, the budget
equation becomes

dw (1) = Z N; (£)d P (1) — ¢ (t)dt. (3.27)
i=1
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An alternative way of deriving this budget equation is this: The wealth
at the beginning of time ¢ is the result of investment in the previous
period:

W)=Y N —d P ().
i=1

From this wealth the consumer spends ¢ (¢) d¢ on consumption and pur-
chases N; (¢) units of asset i, i.e.,

W(t) = Z N; (1) P () + c(t)dt. (3.28)
i=1

Then the wealth at the beginning of time ¢ + d¢ is

Wt +dt) = Z N: (1) P (t +dt). (3.29)

i=1

Subtracting (3.28) from (3.29), we have (3.27).
Lets; (t) = N; (¢t) P; (t) / W (¢), the share of wealth in asset i, with

n

Y s =1

i=1

Then the budget equation (3.27) can be written as

dW (t) = Xn:si () i, W (£)dt — ¢ (t)dt + isi () o W (t)dzi (1) .
i=1 i=1

(3.30)
When n = 1, the budget equation reduces to
dW = (uW —c)dt + o Wdz,

which is of the form (3.20).
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Suppose the n-th asset is risk-free (i.e., o, = 0) with constant rate of
return u, = r > 0. Then the budget equation becomes

n—1

AW (1) = s (0) (; —r) W (D) dt + [ W (1) — ¢ ()] dt

i=1
n—1

+ s (00 W (1)dzi (1),
i=1

This is a useful budget equation, as we shall see in the next two chapters.

Letu (c(¢), t) be the period utility function at time ¢ (with discount),
and B (W7, T) be the bequest function. Then the optimization problem
for the investor is

T
Jmax E {/0 u(c(t), t)ydt + B(W(T), T)} st. (3.30).

The solution to this problem is the well-known consumption—portfolio
rule. We shall deal with this problem in the next two chapters.

3.5.5 Ito’s Lemma: General Form

In this subsection we examine Ito’s differentiation rule when there are sev-
eral underlying stochastic processes with multiple sources of uncertainty.
The theorems may look complicated, but they are simply the second-
order Taylor series expansion in elementary calculus, from the viewpoint
of application. For real-valued functions, the gradient vector and the
Hessian matrix are, respectively, the representations of the first and sec-
ond derivatives. For vector-valued functions, the Jacobian matrix is the
representation for the first derivative.

Real-Valued Functions

Now suppose X, = (X}, ..., X" e R"; W, = (W}, ..., WmT, the
mutually independent Wiener processes; and gt = (u', ..., "), where
superscript 7" stands for the transpose of a matrix. That is, all vectors are
column vectors. Let

m

dX; = p' (t.X)dt +) o' (6. X)dW/!,  i=12....n,

J=1
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— in matrix form,

dXx! w! ol ol aw!
S I A K : :
dX:l M" OJII U:l” nxm dWIm mx1
or, in a compact notation
dX, = p(t,X,)dt + = (¢, X,) (dW,), (3.31)

where ¥ = (0}) is an n x m matrix.
Let H (t,X;) € C'2 ([0, 00) x R"). Denote by H; = dH/dX". The
quadratic expansion of d H (¢, X;) is

1
dH (t,X,) = Hdt + VxH -dX, + 3 dX)" Hxx (dX,),

where VxH 1is the gradient vector of H, Hxx is the Hessian ma-
trix of H, the dot in VxH - dX; means the dot product, and the term
(dX,)" Hxx (dX,) represents the quadratic form of the second deriva-
tive. The first derivative is

VXH . dX[
=3 (s 3ot an?
i=1 =1
n ) n m ) i
=3 e+ 33 Hoaw,
i=1 i=1 j=I

= (VxH - p)dt + (VxH)" T (dW,).

In spelling out the quadratic form, we note that

(dX,)" Hyxx (dX,) =Y Y HydXidX].

i=1 j=1
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Since (d W) (dW/) = 0ifi # j,

dX'dx] = (M" dt+) o} de) (;u’ dt+) o} de)

k=1 k=1
m .
_ i _J
= E 0,0y dt,

by ignoring the o (dt) term. Let

m
2327 = (0V) = (Z a;ﬁi) :
k=1 nxn

which is a n x n matrix. Then the second-order term becomes

n

(dX))" Hxx (dX,) =Y Y Hyo'dt = tr (257 Hxx) dt

i=1 j=1

= tr (Hxx2Z") dt,

where tr (A4) stands for the trace of the matrix 4, i.e., if 4 = (ai j)nxn’
then tr (4) = ) _"_, a;;, the sum of the entries on the diagonal.

Theorem 3.45 (Ito’s Lemma) Let H € C'2 ([0, 00) x R"), and X, sat-
isfy (3.31). Then

dH (t,X,)

n n

(Hz ZHMZ-F;Z
+iZHadek

i=1 k=

(Ht+ZHM + = ZZH,,aU) dz+2n:ZHade"

i=1j i=1 k=

m
ZHuakUk)

1 j=1 k=1
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or
dH (t,X,) = [H, + VxH - p+ %tr(EZTHXX)} dt
+(VxH)" 2 (dW,)
= [H, + AH]dt + (VxH)" T (dW,),
where

n 9 1< n y 82
A=) Woy +5;;GU@XI'8XJ

Jj=1

is the backward operator.

Proof. See, for example, McKean (1969, pp. 32-35), Arnold (1974,
pp. 96-99). A

In stochastic analysis, the backward operator is a useful shorthand
when we study the stochastic dynamic programming method.

Vector-Valued Functions
There is a straightforward extension from a real-valued function to a
vector-valued function. Let

H=(H' ...,H" :[0,00) x R">R".
Then Ito’s lemma becomes

dH (1, X)) = Hydt + (DxH), ., dX, + % (o [Z37 Hyx]) o 91,

1

where (DxH),,, stands for the Jacobian matrix of H (¢, X,) with respect
to X;, i.e.,
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Then, for j =1, 2, ..., ¢, the j-th coordinate of (DxH),, ., dX; is

> H/ (M"dt + Zo;de‘) =Y Hp'dt+Y > Hlojdw}.
i=1 k=1 i=1 i=1 k=1
For the second-order term, we note that ¥ is of dimension n x m, X7 is

of dimension m x n, Hyy is of dimension n x n, and hence X7 Hiy
is of dimension n x n.

3.6 Notes and Further Readings

The example in section 3.2 comes from Arnold (1974). The setup in
section 3.3 is influenced by McKean (1969), Gikhman and Skorokhod
(1969), and Arnold (1974). We keep the term “nonanticipating” in the
presentation, even though it is being replaced by the term “adapted,”
because we think it is intuitive. Sethi and Lehoczky (1981) provided an
interesting comparison of the Ito integral with the Stratonovich integral
when applied to finance theory.

We touch on martingales only briefly. For more on martingales, semi-
martingales, and/or their relationship to stochastic integration, the reader
is referred to Chung (1982), Elliot (1982), Protter (1990), and Billingsley
(1995).

McKean’s (1969) influence on the presentation of Ito’s lemma is trans-
parent. Besides McKean, Arnold (1974) and Friedman (1975) have de-
tailed proofs for Ito’s lemma. For the historical development of Ito integral
and Ito’s lemma, the reader is referred to Malliaris and Brock (1982).

The solutions of linear stochastic differential equations are known.
See, for example, Arnold (1974, Chapter 8) and Karatzas and Shreve
(1991, Chapter 5). We solve two of the most well-known stochastic
differential equations: geometric Brownian motion and the Ornstein—
Uhlenbeck process. The presentation of Euler’s homogeneous differen-
tial equation follows Birkhoff and Rota (1978) and Hartman (2002), al-
though most differential equation textbooks have a nice treatment of the
subject. Our discussion on the heat equation, however, follows the setting
in Marsden and Tromba (1976, p. 389). We make up the transformations
so as to pave the way for a better understanding of the Black—Scholes
option pricing formula.

The stochastic Solow equation was first developed by Merton (1975);
related issues were addressed in Chang and Malliaris (1987) and Chang
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(1988). There are many good texts for Black—Scholes formulation; we
recommend Duffie (2001). The presentation here follows Black and
Scholes’s original Journal of Political Economy paper. Their economic
argument for forming a risk-free portfolio is of fundamental importance
to economics. As an illustration, we present the valuation of the op-
portunity to invest and the value of an investment project. For more on
irreversible investment, the reader is referred to Dixit and Pindyck (1994)
for a comprehensive coverage.

The budget equation for the consumption—portfolio rule is based on
Merton (1971). However, we do not follow his derivation, because it
implicitly assumes Ito’s lemma. We give two derivations, one of which
is borrowed from Karatzas and Shreve (1991).



Stochastic Dynamic Programming

4.1 Introduction

To solve a static, constrained optimization problem, we typically employ
the Lagrange multiplier method. The solution to the problem is charac-
terized by the first-order conditions of the Lagrange problem. To solve a
stochastic, intertemporal optimization problem, the optimal control pol-
icy is characterized by the first-order conditions of the Bellman equation.
In this chapter we shall introduce this method of dynamic optimization
under uncertainty. One of the objectives is to make the reader feel as
comfortable using the Bellman equation in dynamic models as using the
Lagrange multiplier method in static models.

The chapter begins with a one-sector optimal growth model. We go
through the derivation of the corresponding Bellman equation step by
step to convey the mathematical reasoning behind this powerful tool
using a real economic problem, not an abstract mathematical formu-
lation. Then we examine the mathematical structure of the stochastic
optimization problem, including the existence of the optimal control, the
differentiability of the value function, the transversality condition, and
the verification theorem. More importantly, we summarize the Bellman
equation in a cookbook fashion to make it easy to use. To illustrate,
we apply the Bellman equation to several well-known models, such as
portfolio selection, index bonds, exhaustible resources, adjustment costs,
and life insurance. To make the presentation self-contained, we provide
a brief introduction to each topic.

Then, we extend the method from time-additive utility functions with
a constant discount rate to a class of recursive utility functions. This
class of utility functions has the characteristic that the discount fac-
tor is a function of past consumption. It is included in the presentation

113
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because the corresponding Bellman equation is just as easy to use as the
constant-discount-rate case. It broadens the applicability of the method.
To illustrate its usefulness, we present a steady state analysis of a de-
terministic optimal growth model with recursive preferences. Through
the phase diagram, we can see clearly how the recursivity (the degree of
impatience) affects the steady state analysis.

4.2 Bellman Equation

4.2.1 Infinite-Horizon Problems

An Optimal Growth Problem

We begin with a one-sector neoclassical growth model in the tradition of
Solow (1956). Let the per capita production function f (k) be twice con-
tinuously differentiable, strictly increasing, and concave in k. As shown
in the previous chapter, the stochastic Solow equation is

dk, = [f(k,) —c — (n — 02) kt] dt — ok, dz,. 4.1

It states that the capital-labor ratio k; (the state process) evolves accord-
ing to a stochastic differential equation, once the consumption pattern ¢,
(the control law) is chosen. For a different control law, the state process
follows a different law of motion. A stochastic differential equation that
admits control variables in the drift or the variance is called a controlled
stochastic differential equation, and the corresponding state process is
called a controlled diffusion process. The control process is a feedback
control in the sense that ¢, = ¢ (¢, k). The formal definition of an admis-
sible control will be given later. For the moment, we assume that c (¢, k;)
is continuous.

If the uncertainty is due to technology, not population growth, then
the corresponding Solow equation can be derived as follows. Assume
population growth is nonstochastic, following dL/L = ndt, and the
technical progress is Harrod-neutral (labor-augmenting), so that the ef-
ficiency unit of labor is L* (¢) = A4 (¢) L (¢). Assume further that A4 (¢)
follows a geometric Brownian motion

dA=aAdt+bAdz,
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where a and b are constants. Then the dynamics of the efficiency unit of
labor is

dL* = LdA+ AdL = (a +n)L*dt +bL* dz.

Let k* = K /L* be the capital per efficiency unit of labor and ¢* = C/L*
be the consumption per efficiency unit of labor. Then the stochastic Solow
equation becomes

di; = [f (k}) —cf — (a+n —b*) k] dt — bk}'dz,. (4.2)

Notice that the maintenance requirement is (a + n — b*)k*, whereas the
maintenance requirement for (4.1) is (n — 02) k. Except for changing
parameters and interpretations, there is no structural difference between
equations (4.2) and (4.1).

Let U (c) be the instantaneous utility function, which is of class C?,
and p be the discount rate. The optimal growth problem is

o0
maxE/ e "'U (c,)dt st. (4.1), with kg = k given.  (4.3)
0

{e}

A similar problem can be formulated if the underlying dynamics is (4.2).
For the purpose of exposition, we shall only work on (4.1) in what
follows.

It is useful to introduce some notation that will greatly simplify the
presentation. The operator E; stands for the conditional expectation
given that k; = k and the control {c;} is used over the time interval of
interest. In fact, we shall denote it by Ej j, if the control {c,;} and the
underlying dynamics remain unchanged throughout the time interval
(assuming there is no danger of confusion). If s = 0, then we further
simplify it to Ey.

Let the current value of the indirect utility function (or the value
function) at time s be

J(s,k)zn{la}xES,k / e PUIU(e)dt st (4.1).

Ct s
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Lemma 4.1 The value function J (s, k) is independent of time s, and
depends only on the initial condition k.

Proof. By the change of variables T = ¢ — 5. Subject to (4.1),

o0 o0
J(s, k) = 11{1ax Es,k/ e_”(’_s)U(c,)dt = max Ek/ e P U(Coqr)dT
s 0

(3] Cs+1

oo
= maxEk/ e P"U(cy)dr = J(0, k),
0

t33}

where the third equality is obtained by relabeling {c;1.} as {¢;}. W

The lemma says that the value function (in current value form) depends
only on the initial condition k; = k. Subsequently, the (current) value
function is simplified to J (k).

Derivation of the Bellman Equation

Recall that the fundamental concept in control theory is the principle of
optimality, which usually appears in the form of a recurrence equation.
For intertemporal optimization problem (4.3), the principle of optimality
states that

At
J(k) = max Ek{/ e ""U(c,)dt
0

23}
0<t<At

o0
+ max EAt,k+Ak/ e‘P’U(c,)dt}, 4.4)
}

{er At
At<t<oo

where k + Ak = k(At) . Using the intermediate value theorem, the first
integral of (4.4) can be simplified as, w.p.1,

At
/ e P U (¢))dt = e PP Ulcyns) A, (4.5)
0

where 6 = 0 (w)and0 < 6 < 1suchthatdAtr € [0, At]and cgp, — cas
At — 0. Using the change of variables s = ¢t — At¢, the second integral
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of (4.4) becomes

o0
max EAt,k+Ak/ e U (¢;)dt
A

{ce} t
At<t<oo

oo
= max Ek+Ak/ e P (cyynr) ds

{cs4ar} 0
0<s<o0

o0
= e 2 max Ek+Ak/ e U (cg)ds = e P2 J (k + Ak).
{es 0
0<s<o0

The second equality of the above equation is obtained by relabeling
{cs1nat} as {cg}. Now we can rewrite (4.4) as

0= max Ei{e U (con)) At +e P2 J (k+ Dk)— J ()}
{er}
0<t<At

(4.6)
For sufficiently small At, we have e **' =1 — pAt + o (At). Thus,
e PR T (k + Dk) — J (k)
=(1—pAt)J (k+ Ak)— J (k) 4+ o(At)
=[J(k+Ak)—J k)] —p At J(k+ Ak)+o(At).
Notice that if the value function is of class C2, then, by Ito’s lemma,
J(k+ Ak) — J (k) = J (k) Ak + % J" (k) (AkY? + o (At).
Taking the conditional expectation, we have
Ei[J (k+ Ak) — J (k)]
= {J’(k)[f(k) —c—(n—oHkl+ %J”(k)oZkz}At +o(At). (4.7)

We first divide (4.6) by At, and then let A — 0. Since, w.p.1, we have
k4 Ak — k, e P92 — 1, and cgn, — cas At — 0, (4.6) is simplified
as the following Bellman equation:

0 =mcax{U(c)—pJ(k)+[f(k)—c—(n — o) k] J (k)

+ %02k2JN (k)} ,
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or, simply
0= mglx{U(c) — pJ (k) + A°J (k)}, (4.8)

where A° is the backward operator for a given c:

AT (k) = %E |:J’ (k)dk + %J” (k)(dk)2j| .

In short, we have proved the following:

Theorem 4.2 Assume the value function J (k) exists and is of class C?.
Then a solution to (4.3) is a solution to the Bellman equation (4.8) .

The Bellman equation of a well-defined discounted infinite-horizon
maximization problem such as (4.3) can be written down directly as fol-
lows. First, we write down the objective function U (c). Next, we add
—pJ (k). Then, we apply the backward operator to J (k), where Ito’s
lemma is employed. Finally, we maximize the entire expression over all
feasible control ¢ and set the resulting value equal to zero. This yields the
Bellman equation of a discounted infinite-horizon maximization prob-
lem.

Remark 4.1 A neat result about continuous-time models under uncer-
tainty is that the Bellman equation is, in effect, a deterministic differential
equation because the expectation operator disappears. As a result, we are
solving a (nonstochastic) differential equation. By contrast, in a discrete-
time model under uncertainty, the Bellman equation for optimality is

J (k) = max E;j, {U (¢r) + max Eiii ki Z ,BSU(CtJrs)dt}
¢t Ct+s =1
= max {U(co) + E1 BJ (kiy1)} (4.9)

where B is the discount factor. This Bellman equation is a stochastic
difference equation. In general we cannot get rid of the conditional ex-
pectation operator in (4.9).
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General Formulation

Two factors are responsible for equation (4.8). One is the very nature
of continuous time, which enables us to take the limit as At — 0, i.e.,
w.p.1,

At

— e ""U(c;)dt — U(c)  as At — 0.
At Jo

The argument is valid if ¢; and U (-) are continuous. The other factor is
equation (4.7) (and, implicitly, Ito’s lemma), which enables us to get rid
of the conditional expectation operator Ey, since

AitEk [J(k+ 0k) — T ()] — AT (k) as At — 0

if J (k) is of class C?. These two factors remain valid when we move to
higher-dimensional problems.

Based on the aforementioned two factors, we can extend our Bellman
equation in two directions. First, we allow the law of motion governing
the dynamics of the problem to be multidimensional, since the underlying
reasoning is the application of Ito’s lemma. Specifically, we let

dk[ - u(k;,ct)dt-i-Z(kt,C,)dZt, (410)

i.e., both the drift and the covariance matrix are functions of k; and ¢;.
Second, we allow the objective function to be a function of the state
variable and the control variable, i.e., it is of the form F (k;, ¢;), where
Kk, is the state variable, and ¢, is the control variable. We also assume it
is time-homogeneous, i.e., F' (k;, ¢;) does not depend on time ¢. Usually,
F (k;, ¢,) is assumed to be continuous and integrable, i.e.,

[e¢]
Ek/ e_ptF(kt,ct)dl < Q.
0

However, economists tend to make F (k;, ¢;) smoother. Then a typical
infinite-horizon optimization problem can be formulated as

maxEk/ e P'F(k,¢)dt s.t. (4.10). (4.11)
0

{e/}
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Similar to the backward operator defined in Chapter 3, let the backward
operator of a given feedback control {c;} be

n ) 8 1 n n - 82
A = "k,e) — + = Y (k, P
;“( c)akz“Lz;;G ® ) San

Theorem 4.3 Assume the value function J (K) exists and is of C*. Then
a solution to (4.11) is a solution to the Bellman equation

0 = max {F (k, ¢) — pJ (K) + AJ (K)}. (4.12)
Cc
Proof. See, for example, Kushner (1971, pp. 336-337). R

There are two main questions that need to be answered: When is
the value function J(k) of class C>? When is the solution to (4.12) a
solution to (4.11)? These questions and the transversality condition at
infinity (TVCy,) will be discussed along with the verification theorem in
the next two subsections.

Dynkin’s Formula
Let

o (k)= E; /‘00 e "'U (c,)dt
0

be the discounted expected utility of a given control policy {c;} subject
to (4.1). Note that ® (k) may not be the optimal expected utility. Assume
® (k) € C%. Applying Ito’s lemma to @ (k), we have

do = {[f(k) = c* — (n — o) k1D (k) + %szCD”(k)} dt — ok®'(k)dz
= A°D (k) dt — ck®' (k)dz.

Integrating both sides of the above equation from 0 to # and then taking
the conditional expectation, £}, we arrive at

Ex® (k) — @ (k) = Ek/OI [A°D (ky)} ds. 4.13)
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Equation (4.13) is the well-known Dynkin’s formula, in current value
form (at time ¢). The significance of the formula is that we can replace
the average at a fixed time, E;® (k;), by the average over a fixed time
interval, the right-hand side of (4.13).

The present value form of Dynkin’s formula can be derived as follows.
Since the present value of the expected utility is e ** ® (k;),

d[e™” @ (k)] = e [dD (k) — p® (k) ds].

Integrating both sides from time 0 to ¢, and taking conditional expectation
E;, we have

Ele” " @ (k)] — @ (k) = E /Ote_‘” {A°D (k) ds — p@ (ky)} ds.

Notice that a discount factor e~ applies to the right-hand side. On the
left-hand side, the expected value of ® (k;) is discounted by a factor of
e~"'. Notice also that an extra term, —p® (k), is added to the right-hand
side of the formula. If ® (k) = J (k) the optimal discounted expected
utility, then we have

Exle™ J (k)] — J (k) = Ex /Ot e "{A°J(ks)ds — pJ(ks)} ds.

In this case Dynkin’s formula provides us a formula to compute the
discounted expected utility at time 7, E[e™ "' J (k,)].

Theorem 4.4 (Dynkin's formula) Let
o0
d (k) = Ek/ e ""F(k;, ¢ )dt
0
for a given control {¢,} subject to (4.10) , and ® (K) be of class C?. Then

Exe ' ® (k)] — ® (k) = i fo P AP () — p (k)] ds.
(4.14)

Proof. For a formal proof, see, for example, Knight (1981, p. 53) and
Fleming and Soner (1993, p. 146) A
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4.2.2 Verification Theorem

The first-order condition for (4.8) is
U)=J k). (4.15)

That is, in current values, the marginal utility of instantaneous consump-
tion equals to the marginal utility of the capital-labor ratio. Most impor-
tant, consumption is a function of wealth, i.e., ¢* = ¢* (k) . The conditions
under which such an optimal control {c;} exists will be discussed later.

For the moment, we assume {c/} exists. Given this optimal control,
we can find the value function through the differential equation

0=U(c") — pJk)+ J (K fk) — c* —(n — aP)k] + %J”(k)o%z.
(4.16)

Since ¢* = ¢* (k), equation (4.16) is a differential equation in %.

The Solution to (4.16) is the Expected Utility
As shown before, Dynkin’s formula (4.13) is

Eed (k) — J (k) = Ex /0 A ) ds
= £ [ [od k)= U(e)] s

where the last equality is obtained by using equation (4.16). Define a
new function V (¢) = EJ (k;). Then the above equation becomes

V(t)— V (0) =/0 [pV () — ExU(c))] ds,

which is an integral equation. Convert the integral equation into a differ-
ential equation:

v
o= pV (t) — ExU(c}). (4.17)
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Equation (4.17) is a first-order ordinary differential equation whose so-
lution (by the method of separation of variables) is of the form

t
V(t) =e"V(0)— e / e_psEkU(c;‘) ds.
0
Therefore, V' (0) satisfies
t
V(0)=e"V(t)+ / e P EU(cY) ds.
0
This is true for all ¢. It must be true for ¢t — o0, i.e.,
t
V(0)= [lim e PV () + rlim / e P EU(c}) ds,
—00 > Jo
if the limits exist. Assume TVCq,
lim Ei[e " J (k)] = lim e ”V (t) =0,
—0o0 t—00
is satisfied. Then
(o]
V (0) = E; / e P U(ct)ds.
0
By definition, V (0) = E}J (k) = J (k). Thus, we have
(e}
J (k) = Ek/ e_pSU(cj) ds.
0

That is, the solution to (4.16) is indeed the optimal expected utility. This
finding serves as a prelude to the verification theorem.

Verification Theorem

This theorem concerns the sufficiency of optimality for (4.11). The ques-
tion is this: Suppose we have solved the Bellman equation (4.12) and
obtained an optimal consumption path {c;'}. How do we verify that the
consumption function thus obtained is indeed the optimal control policy
for the control problem (4.11)? In the process of verification, we are also
asking another question: How do we know that the solution to the dif-
ferential equation (4.12) is the maximal expected utility? The answer to
these questions is the verification theorem, which involves, among other
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things, TVCy:
lim Ey [e_"’J(kt)] =0. (4.18)
t—00

Theorem 4.5 (Verification Theorem — Infinite-Horizon Case) Let J(K),
which is of class C?, be the solution to (4.12) satisfying the transversality
condition (4.18). Then:

(a) For any admissible feedback control {c;} , we have
J(k) > Ex /Ooo e "'F (k,¢/)dt.
(b) If there exists an admissible feedback control {c}} such that
¢ € argmax{F (k, ¢;) — pJ (ky) + A°J (ky)}
<
forall s, then
J (k) = Ex /Ooo e P'F(k, c)dt.
Thus, {c}} is optimal.
Proof. From Dynkin’s formula, we have
Erle " J(k)] — J (K) = Ej /0[ e P AT (ky) — pJ (K)]ds.

Since F (ky, ¢5) — pJ (k) + ASJ (k) < 0 for any admissible {c,}, we
have

J (k) = Ei /t e " F (ky, ¢;)ds + Ex[e"J (k)] (4.19)
0

Then (a) follows from (4.18).
To prove (b), we note that, by the definition of ¢,

Fk.€)) —pJ (k) + A T (k) =0 V¥s.  (4.20)
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Then Dynkin’s formula implies that
t
J(K) = Ek/ e PF (ks, cj) ds + Ei[e " J (k)]
0
Again, (4.18) implies (b). W

Thus, to ascertain that a control is optimal, three conditions are to be
verified: that there is a solution to the Bellman equation (4.12), and that
the equality (4.20) and the transversality condition (4.18) are satisfied.
In other words, the verification theorem reduces the optimal stochastic
control problem to two other problems and one assumption. The first
problem is to solve the differential equation (4.12) for J (k), and the
second is to find the optimal control ¢} so that equality (4.20) holds. The
latter is usually obtained from the first-order conditions of the Bellman
equation. The assumption is TVCy,. Note that TVC,, is sufficient, but
not necessary for optimality. Making it a necessary condition has been
one of the major research goals in the area. See, for example, Benveniste
and Scheinkman (1982), which makes TVC,, a necessary condition in
the deterministic case. See also Michel (1982, 1990), Leung (1991), and
Kamihigashi (2001).

4.2.3 Finite-Horizon Problems

Now suppose the problem is of the form

T
maXE/ e ""U(c,)dt + B(T, kr) s.t. (4.1), with ky = k given,
0

{er}

where T is the planning horizon and B (7, kr) stands for the bequest
function at the end of the planning horizon 7.

The derivation of the Bellman equation mimics the infinite-horizon
case. Let the present value of the indirect utility function at time ¢ be

T
J(t, k) = n{la}x E. / e U (cs)ds + B(T, kr) s.t. (4.1).
Cs ‘

The nice result in an infinite-horizon model (that the value function of
the optimization problem is independent of #, and depends only on the
initial stock) is no longer valid in the finite-horizon case. This is because
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changing variables will also change the length of the horizon. In fact,
some texts prefer the notation J (T — ¢, k) for the value function, because
it emphasizes the actual length of the horizon, T — ¢. See, for example,
Kushner (1971, Chapter 11).

Again, invoking the principle of optimality, we have, in present value

{cr4s)
0<s<At

t+At
J(t, k)= max E, / e U (¢cs)ds
t

T
+ max EH—At,k[—Q—Ak/ e ”Ul(cs)ds +B(T, kr) ¢.
t

{cras + At
At<s<T—t

Using the intermediate value theorem
t+A1
/ e U (¢;)ds = e PUT2DU(ciponr) At
t

we arrive at

0= max E, {ef”(HQA”U(CHeAt) At
{cris)

0<s<At
I+ ALK+ D)~ T (k) ). (421)
By Ito’s lemma,
J(t+ At kg + Ak — T (8, ky)
= J, At + J Ak + %Jkk (MK 4 o (A1),

where J;, Ji, and Ji; are partial derivatives of J (, k;) . Substituting
the above equation into (4.21), dividing (4.21) by At¢, and then letting
At — 0, we have

0 = max{e "'U (¢;) + J; (t, k;) + AT (¢, k,)}. (4.22)

The counterpart of TVC, is the boundary condition
J(T,kr) =B (T, kr).

In the absence of a bequest motive, the model assumes J (7T, k7) = 0.
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Remark 4.2 It may appear that the only difference between the finite-
horizon Bellman equation and the infinite-horizon Bellman equation is
that J; replaces —pJ in the infinite-horizon case. The truth is more sub-
tle than that. To solve the optimization problem, we have to solve the
corresponding Bellman equation. Notice that equation (4.22) is a par-
tial differential equation, while equation (4.8) is an ordinary differential
equation. It is generally harder to find a closed-form solution to a partial
differential equation than an ordinary differential equation. If solvabil-
ity is an issue, then an infinite-horizon model may be preferred. On the
other hand, a discrete-time finite-horizon model makes backward induc-
tion possible, but an infinite-horizon model does not. For example, the
classical demand for life insurance a la Fischer (1973) is obtained by
using backward induction.

The general formulation of a finite-horizon problem goes as follows.
Let the controlled diffusion process be

dkt - I,L(t,kt,ct)dt'i‘z(t, kl’ ct)dZ,, (423)

i.e., both the drift and the covariance matrix are functions of time. Let
the time-dependent backward operator of a given feedback control {c,}
be

n ) 8 1 n n B 82
AC = ! 7kwcs T ~ Y 7kY7cY PYEPY R
*) ;”(S * )akt+2;;‘7 (e ) ot
Then the finite-horizon optimization problem becomes

T
n{la}x Ex / F (s, kg, ¢,)ds + B(T,ky) s.t. (4.23), (4.24)
¢, t

S

where the objective function F (¢, k;, ¢;) is continuous in all variables
and is integrable. The fact that the time component enters F (¢, k;, ¢;)
allows the model to go beyond the case of a constant subjective discount
rate.

Theorem 4.6 Assume the value function J (t, k) exists and is of class
C'2. Then a solution to (4.24) is a solution to the Bellman equation

0= mcax{F t, ke, e)+ J, (8, k) + A (1) J (¢, k). (4.25)
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Proof. See Kushner (1971, p. 334). &

Theorem 4.7 (Dynkin's Formula) For a given control {c,}, let
T
®tk) = En [ Flokec)ds +B(T k)
t
subject to (4.10), and ® (¢, k) be of class C'2. Then, for s < t,
t
B (1K) = (6.0 = Eoi [ [0: (0. k) + A°(0) @z ko).

Proof. For a formal proof, see, for example, Knight (1981, p. 53) and
Fleming and Soner (1993, p. 128), or do it as an exercise. W

Theorem 4.8 (Verification Theorem— Finite-Horizon Case) Let J (¢, k),

which is of class C'2, be the solution to (4.24) satisfying J (T, kr) =
B(T,Kkr). Then:

(a) For any admissible feedback control {¢;} , we have
T
J(t, k) > Ex, / F (s, k,¢,)dt + B(T,ky).
t
(b) If there is an admissible feedback control {¢}} such that
¢; € argmax{F (s, Ky, ¢;) + J; (s, ky) + A (s) J (s, k{)} Vs,
<
then
T
J(t, k) = E;x, f F(s, Ky, ¢)ds + B(T,kr).
t
Thus, {c}} is optimal.
Proof. See Fleming and Rishel (1975, pp. 159-160). H

4.2.4 Existence and Differentiability of the Value Function

Admissible Controls
To set up a static optimization problem, the set of choice variables must
be specified so that we can choose the “best” solution within the set. For
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example, in the consumer problem we have the budget set. The optimal
solution and the indirect utility function would be different if the budget
sets were different. Similarly, to set up a control problem, we need to
specify the set of admissible controls such that the stochastic differential
equation (4.23) (or (4.10) if autonomous) has a solution.

Definition 4.9 A function f (X) is called Lipschitzian on a subset S of
R”" if there is a constant M such that for all X,y € S

f ) —fWI=Mix—yl.

By definition, a Lipschitzian function is continuous. A differentiable
function with bounded derivatives always satisfies the Lipschitz condi-
tion. However, a Lipschitzian function may not be differentiable. The
best-known example is f (x) = |x|.

Theorem 4.10 (Ito) Suppose that the stochastic differential equation
dXt == IL(Z, Xt)dt+0'(t, X,)dzt (426)

with an initial distribution Xy = a is given, where . (t, X;) and o (t, X;)
satisfy the following two properties: there exists a constant M such that

(@) ¥Vt € [0, T], Vx € R", and Vy € R”",
(@, x) —pn@ Yl +lo@x)—o(,yl<Mx—yl,
(b)Yt € [0, T] and Vx € R",
(6. 0P + o (2,01 < M1+ [xP).

Then equation (4.26) has, on [0, T], a unique solution X,, which is
continuous w.p. 1 and satisfies the initial condition X = a. It is unique in
the sense that any other solution would have the same continuous sample
paths w.p.1.

Proof. See Arnold (1974, pp. 106-111). H

Conditions (a) in Ito’s theorem is a Lipschitz condition, while condition
(b) is called the growth condition. The latter assumption bounds u (¢, X)
and o (¢, x) uniformly with respectto ¢ € [0, 7] and allows at most linear
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increase of these functions with respect to x. In the case of an autonomous
stochastic differential equation, Ito’s theorem is valid if

@) —pn@l+lox -0yl =Mlx—yl,

i.e., we need only the Lipschitz condition. (See Arnold (1974, Corollary
6.3.5)).

Before we formally define an admissible control, we need the following
setting. Let (2, F, P) be a filtered probability space with filtration {F;}.
Assume the state variables take values in G C R” and assume the control
variables take values in U C R”. The state process is such that k, is
adapted to {F;}, that the sample paths of k, are right-continuous and
have left-hand limit, and that ky = k.

Definition 4.11 A control process ¢; = ¢(t, K;) is admissible if it is
adapted to {F;} and satisfies a Lipschitz condition on the closure of
[0,T] x G.

Let V be the class of admissible controls. It is shown in Fleming
and Rishel (1975, p. 156) that, for a given admissible control, the con-
trolled stochastic differential equation (4.23) (or (4.10) if autonomous)
with ko = k has a unique solution. Formally, our optimization problems
discussed earlier should be maximized over {¢,} € V.

One-Dimensional Controlled Processes

One-dimensional controlled processes deserve a special mention. Math-
ematically, taking advantage of the specific nature of one-dimensional
processes, we have stronger results than in the multidimensional case.
Economically, many applied models are set in one dimension. These
stronger results should be useful.

Let u (k, ¢), o (k, ¢), and F (k, ¢) be real-valued functions withc € U
and k € (—oo, 00). Assume u (k, ¢), o (k, ¢), and F (k, ¢) are bounded
and satisfy a Lipschitz condition. In addition, the controlled process is
uniformly nondegenerate, i.e., o (k, ¢) > § on R x U for some constant
8 > 0. Then we have the following theorem.

Theorem 4.12 Suppose the initial conditionk € [a, b] . Under the afore-
mentioned assumptions, the value function J (k) exists and is of class
C?[a, b], and J" (k) satisfies a Lipschitz condition on [a, b]. For all
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k € [a, b), the Bellman equation

0 = max {Fk,e)— pJ (k) + p(k,©) J (k) + 1o (k,e) J" (k) }
(4.27)

is satisfied. Furthermore, J (k) is the unique solution of (4.27) in the
class of functions C* [a, b].

Proof. See Krylov (1980, pp. 24-32). R

It should be emphasized that the control variable is included in the
instantaneous variance o (k, ¢). The only requirement is that o (%, ¢)
be nondegenerate. This result does not extend to higher-dimensional
cases, especiallyn > 3. The problem arises from the solvability of higher-
dimensional differential equations. For details and references, see Krylov
(1980, p. 43).

The condition o (k, ¢) > § on R x U is employed to ensure that the
coefficient of J” (k) is bounded away from zero, so that the Bellman
equation (4.27) is nondegenerate, i.e., there is no singularity. Thus, the
theorem has its limits. For example, a geometric Brownian motion would
fail this condition. In that case, we cannot quote the theorem directly, but
must derive the value function using other methods, as we shall see in
the next chapter.

Multidimensional Controlled Processes
Let Q =[0,T] x G, Qo = [0, T] x R”, and Q stand for the closure of
Q. The major assumptions are:

(1) G is bounded, and its boundary is a manifold of class C2.

(2) U is compact.

(3) The objective function F (¢, k;, ¢;) is of class C'(Qy x U).

(4) The bequest function B (T, kr) is of class C*(G).

(5) The drift (¢, k,, ¢,) is of class C'(Qy x U).

(6) The covariance matrix X (¢, k;) is of class C'2(Qy) and is invert-
ible for all (¢, k) in Q.

Theorem 4.13 Under assumptions (1)—(6), the value function J (t, k)
exists uniquely and is of class C'? (Q) and continuous on Q. Moreover,
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there exists an optimal feedback control law ¢* satisfying

¢, € argmax{F (t,k,, ¢,)+ J; (¢, k) + A (1) J (¢, k,)} Vit
<

almost everywhere in Q.

Proof. See Fleming and Rishel (1975, Chapter 6, Theorem 6.1 and
Theorem 6.3). W

Most economic models assume the underlying parameters are smooth.
In that context, assumptions (3)—(6) are mild. On the other hand, assump-
tions (1) and (2) are problematic. In financial economics, the assumption
that the control variables take values in a compact set is a big issue. This
is because the capital market is assumed frictionless in the sense that
there are no transactions costs and no taxes and an investor can buy or
sell as many shares as she pleases. In other words, the control variable
is unbounded, which violates the compactness of U. To overcome this
difficulty, Cox and Huang (1989) developed a martingale representation
method that transforms the portfolio problem into a static optimization
problem. The interested reader is referred to their paper.

As in the one-dimensional case, condition (6) ensures that the coef-
ficient of the second-order term of A€ (¢) J (¢, K) is bounded away from
zero, so that the differential equation (4.25) has no singularity. Notice that
the diffusion coefficient of (4.25), X (¢, k;), is assumed not to depend
on the control variable ¢,. In other words, the control variable enters the
drift only. This means that if your economic model has more than two
state variables, and if the control variable also appears in the variance
term, then you can not be sure that the value function with the desired
properties actually exists.

Finally, we note that the control ¢; in Theorem 4.13 may be discontin-
uous, which presents problems for economists, especially when we try
to do comparative dynamics. To ensure continuity, we need additional
assumptions:

(7) The set U is convex.
(8) The drift is linear in ¢; :

/J'(t? ktact) = a(takt)+b(ta kf)nxm ¢
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(9) The objective function F (¢, k;, ¢,) is of class C?, and the eigenval-
ues of the Hessian matrix of F (¢, k;, ¢;) with respect to ¢, are bounded
from above by some constant —y, where y > 0.

Theorem 4.14 Let Q' = [0, T'] x G', where T’ < T and G’ is bounded,
and J(t, K) be of class C'*(Q') . Under assumptions (1)—(9), the optimal
feedback control ¢ (t, -) satisfies a Lipschitz condition on G', uniformly
fort € [0, T'].

Proof. See Fleming and Rishel (1975, Chapter 6, Theorem 6.4). W

The constant y in condition (9) plays two roles in the proof. First,
it says that the Hessian matrix is negative definite because it has only
negative eigenvalues. This implies that the objective function is strictly
concave. Second, it is shown to be a component of the Lipschitz constant
for ¢ (¢, k). It is interesting to note that many economic problems, either
by nature or by design, do satisfy the conditions that U is convex and
that the drift is linear in the control variables. Therefore, this result is
quite natural to economists as long as Theorem 4.13 holds. For more
mathematical details, the reader is referred to the discussion in Fleming
and Rishel (1975, p. 172).

4.3 Economic Applications

In what follows we concentrate on the application of the Bellman equation
to various economic problems. Questions related to the functional form
of the value function, however, are deferred to the next chapter.

4.3.1 Consumption and Portfolio Rules

An Infinite-Horizon Model

This is based on Merton (1971). The presentation here, however, is set in
an infinite-horizon framework. Assume there are n — 1 risky assets and
one risk-free asset. The risk-free asset pays a constant rate r, while the
the return of i-th risky asset follows a geometric Brownian motion

dP, = p; P;dt 4+ o;P; dz;, i=1,2,...,n—1,
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with (dz;) (dz;) = 0ifi # j. Lets; be the share of wealth invested in the
i-th risky asset. As shown in Chapter 3, the consumer’s budget equation
is

n—1 n—1
dw = |:Zsi (i —r)W+(rW—c):| dt + ) sio;Wdz;. (4.28)

i=1 i=1

Then the consumer—investor’s problem is

o
r{na)}(E/ e U (c,)dt s.t. (4.28) with Wy = W given.
C,Si 0

Denote the current value of the value function by J (#). The Bellman
equation is

n

1
0 = max {U(c) —pJ (W) + |:Zsl- (Wi =)W+ W — c)] J (W)

i=1

ln_l 2 2m2 1
+ E;Siai weJ" (W)t .

1

It should be noted that if «; or o; are functions of P, i.e., u; = u; (P)or
o; = o; (P), then the value function is a function of (W, Py, ..., P,_1).
In that case, more terms will be added to the Bellman equation.

The optimal consumption/portfolio rules are governed by

U'(c)=J (W) (4.29)
and
(Wi —rYWJ (W) +s;a?W>J" (W) =0, i=1,2,...,n—1.

The first equation says that consumption is so chosen that, in current
values, the marginal utility of consumption equals the marginal utility of
wealth, which is a standard result. The second equation determines the
optimal ratio for each risky asset:

Mi_”[ J (W) ]

ol | wJarw)

S = i=1,2,....,n—1. (4.30)

The term in the bracket is the reciprocal of the Arrow—Pratt relative risk
aversion. Thus, the equation says that, if the indirect utility function has a
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constant relative risk aversion, then the optimal share of wealth invested
in the risky asset is constant over time. We shall study in the next chapter
if and when the indirect utility function exhibits constant relative risk
aversion.

Wealth Effect

Is consumption an increasing function of wealth? To answer this question,
we need the following

Lemma 4.15 [f'U (c) is concave in c, then J (W) is concave in W.
Proof. This mimics the proof in the basic consumer theory, because the

budget equation is linear in the state and control variables. However, it
is easier to use the budget equation

dw (t) = Xn:Ni (t)dP, (1) — c(t)dt

than (4.28). Let ({c/(1)}, {Nl.j (1)}) be the optimal solution to the portfo-
lio problem when the initial wealth is W/, j =1,2.For0 < <1, let
Wh =W + (1 — A)W?2. Since ({c/ (1)}, {N/ (1)}, j = 1,2, is a solu-
tion to a portfolio problem, it satisfies the budget equation

AWI0) = N 0dP, (1) — ¢ ().
i=l1

Let ¢*(t) = Ac'(t) + (1 — A)c2(¢) and N (t) = AN (1) + (1 — A)NA(2).
Then the control variables (c*(¢), {N}(¢)}) satisfy the budget equation

dW*(t) =Y N} (t)d P, (t) — c* (t)dt.
i=1
Therefore,
oo
E/ e "'U (re} + (1 =) c)dt < JWH) = JOIW + (1 — »)W?).
0

Since U (c) is concave,

U(re] +(1=2)c}) =AU (¢]) + (1 = 1)U (c}).
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It follows that
JOW' + (1 —0W?) = E /OOO e " [AU (¢]) + (1 =) U (c})] dt
=AJ(WYH + (1 = J(W?).
This proves the concavity of J (/). R

Then, from (4.29), we have
ac
U// IR J// W .
© 5 =" )

The concavity of J (W) implies that dc/d W > 0: consumption is posi-
tively related to wealth. From (4.30), the wealth effect on the share of
each risky asset is zero if the indirect utility function exhibits constant
absolute risk aversion. It becomes positive if the indirect utility function
exhibits decreasing absolute risk aversion.

Mutual Fund Theorem

More can be said about the optimal portfolio (s, s2,...,s,). From
> s; = 1 we know that (sy, 52, . .., 5,,) lies in a hyperplane in R”. If, in
addition, the indirect utility function exhibits constant relative risk aver-
sion «, then we can prove a mutual fund theorem. Let g; = (u; —r)/ af.
Then equation (4.30) becomes

Si:(l/a)gia i:1,2,--.,n—1.
By definition,

n—1 n—1
s,,:l—Zs,-:l—éZgi.
i=1 i=1

Then the algebraic identity

1 n—1
(S17S27-"5Sn)=(0705 "'707 1)+ - (gl?gZa "'7gn17_2gi> 9
o i=1

tells us that the vector (sy, 52, ..., s,) is spanned by two linearly inde-
pendent vectorse, = (0,...,0, 1)and (g1, 22, ..., &1, — Zl'.':_ll gi). In
other words, (s1, 52, . . ., 5,) lies in a two-dimensional plane! Since each

vector is a mixture of assets, it is a mutual fund. The finding says that the
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optimal portfolio can be formed from a linear combination of only two
funds.

4.3.2 Index Bonds

This is based on Fischer (1975). The issue Fischer raised was that, at
that time, no index bonds were available in the United States. Inflation-
indexed bonds provide insurance against sharp surges in prices. In the
decade of high inflation rates, the absence of index bonds in the U.S.
market is puzzling. To explain this phenomenon, it seems appropriate to
study the demand for index bonds. It should be noted that, in the 1990s,
inflation-indexed bonds were offered in the U.S. In the presentation,
we focus on a positive quantity of index bonds, in contrast to Fischer’s
analysis, which assumes the optimal demand for index bonds was zero.
A major question is this: Is it true that index bonds, as insurance against
inflation, command a premium over nominal bonds?

A Three-Asset Model

Assume the consumer can invest in three assets: index bonds, equity, and
nominal bonds. The general price level follows a geometric Brownian
motion

dP

?:ndt+aldzl. (4.31)
The index bond (asset 1, indexed by Q1) guarantees a real rate of return
71 so that the nominal rate of return is

d dP
é:rl-i-—:(7‘1-i-?'[)dl‘-i-o'ldzl = R dt +0,1dz,

O P
where Ry = r; 4 7 is the expected nominal rate of return. Assume the
nominal return on equity (asset 2, indexed by Q,) follows

d
% =Rydt +0,dz;,

2
with (dz;)(dz;) = A dt, where A is the correlation coefficient of dz;
and dz,. Finally, assume the nominal return on nominal bonds (asset 3,
indexed by O3 with a specified nominal rate R3) follows

@ = R;3 dt.
Q

3
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By Ito’s lemma,

P Qs PP PP QO P\P

d(g)_digs Q;dP dePdQ3+g<d_P)2
> ,

which implies, using (d P) (d 03) = 0,

d(Qs3/P) dQ; dP (dP

2
Q/P = Q P > :(R3—7T+U%)dl—0’1d21.
3 3

In other words, the real rate of return to nominal bonds is
2
r3 = R3 — 7T+ o7.

Note that the real rate of return is not just the difference between the
nominal rate and the inflation rate, Ry — 7.
Let s;, i = 1, 2, be respectively the shares of wealth invested in the
index bonds and in equity. Then the consumer’s budget equation becomes
2 2
dW:[ZSI(RI—R3)W+R3W—PCC|G’1+ SiainZi-

i=1 i=1

(4.32)

And the consumer—investor’s problem is

r{na>}(E/ e U (c,)dt s.t. (4.31) and (4.32), with Wy = W given.
c,s; 0
Let the indirect utility function be J (W, P). Then the Bellman equa-
tion is
2
0 = max {U(c) —pJ (W, P)+ (Zs,» (Ri — R) W + R W — PC)
o i=1

XJy +aPJp + % (slzaf + 2A8518,0 10, + 3220"%) W2 JTyw

+ %O’%PZJPP + (S[O% —|—)\.S20'|02) WPJWP}
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The first-order conditions are
U'(c)=PJy (W, P),
(R — R3) Jw + (5102 + Asr0102) Wlyww + 03 PJyp =0, (4.33)
and

(R2 — R3)JW + (Szo'g + )»S]O’]O'z) WJWW + O'[O'z)»PJWp =0.
(4.34)

Optimal Portfolio Rules

To work out the portfolio rules, we notice that, even though the indirect
utility function is a function of nominal wealth W and price level P,
the indirect utility function should be a function of real wealth W /P,
i.e., there is no money illusion. In other words, it is economics, not
mathematics, that enables us to argue that the indirect utility function
should be homogeneous of degree zero in W and P. Then Euler’s theorem
implies

WJiw+ PJp =0.
Differentiating this with respect to W, we have
Jw + WIyw + PJwp =0,

or

Plyp=—Jdw — Wlyw.
Substituting it into (4.33) and (4.34), we obtain

(R1 — R3 — 0%) Jw + (slaf + s0101 — 0%) Wlyw =0
and
(Ry — Ry —01020) Jyw + (Szo’% + 5101021 — 0102)\) W Jww = 0.

The solutions to this pair of equations are

1 [ R, — R; A(Ry — R3) 1}
o

— 1+ -
51 @ lo2(1=232)  oroa(l — 12
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and
_I[RZ—R3 A(RI—R3)]
Calod1 =2 ooyl =23
where @« = —W Jyw/Jw is the Arrow—Pratt relative risk aversion. The

reader should refer to Fischer (1975) for more detailed implications.

In the next chapter, we shall prove, using the method of symmetry, that
there is indeed no money illusion if the utility function U (c¢) exhibits
constant relative risk aversion.

Insurance Premium

Is it reasonable to assume that there is a premium for index bonds in the
sense that the expected real rate of return to index bonds is smaller than
the expected real rate of nominal bonds, 7| < r3? To answer this question,
we concentrate on the case that A = 0. If the model has a solution, then
0 < s; < 1, which means

o*%(l —a)< R — R 50%.
Therefore,
—ao% <r—-r=<o, (4.35)

i.e., there is indeed an insurance premium 7| < r3. It is interesting to
point out that the opposite may occur for nominal rates: R; > Rj3 if
0<a<l.

Our result is a special case. The assumption A = 0 is stringent but not
totally out of line. If we take the position that inflation is a monetary
phenomenon, i.e., dz; is a monetary shock, and that the shock to equity
(dz,) is a real shock, then it is conceivable that these two shocks are
independent.

Exercise 4.3.1 Show that the real rate of return to equity is

d P
M=(Rz—JT-f—O’%—O'le)L)dt—Olel+C72d22.
0,/P

In particular, vy # Ry — mw. Evenif .. = 0 (the two sources of uncertainty

are independent), the expected real rate of return to equity is Ry — w +

o, which still depends on o3.
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Exercise 4.3.2 Show that

1z { (Q3/P)(t + At) — (Q3/P) (1)
(Q3/P) (1 + A1)

This result shows that the expected rate of return, in backward-looking
computation, is the difference between the nominal rate and the inflation
rate.

Hint. Use the example in Chapter 3 on forward-looking vs. backward-
looking computation.

lim
At—0 At

E}:Rg—f[.

4.3.3 Exhaustible Resources

The problem of exhaustible resources was first studied by Hotelling
(1931). It became popular in the 1970s due to the energy crisis. The
Review of Economic Studies in 1974 devoted a special issue to the sub-
ject, Symposium on the Economics of Exhaustible Resources. We begin
with reviewing a standard but much simplified model of Dasgupta and
Heal (1974) focusing on the rate of extraction. Then we extend it to
the stochastic case. Finally, we discuss the published paper by Pindyck
(1980).

Dasgupta and Heal (1974)
Dasgupta and Heal (1974) used the Hamiltonian method to solve the
deterministic exhaustible resources problem. We, however, shall use the
Bellman equation to derive the costate equation.

Let R (¢) be the proved reserves (or published estimates) of an ex-
haustible resource, and ¢ (¢) be the consumption (or the rate of extraction)
at time ¢. Then the planning problem is

1{1;1(2}))}4/000 e "u(c() s.t. R(1) = —c(¢) with R (0) = R.

The Bellman equation is
0 = max{u(c) —rJ (R) —cJ' (R)}.
The first-order condition is

W' (©) = J'(R).
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The optimal extraction rule satisfies
u)—rJ(R)—cJ' (R)=0
and hence (by the envelope theorem)
—rJ (R)—cJ"(R) = 0. (4.36)

Define the costate variable p = J' (R), which is the shadow price of
exhaustible resources, or the spot price of consumption. Then we have
the costate equation

p=J'(RR=—cJ"(R)=rJ (R)=rp, 4.37)

where the third equality is obtained by using (4.36). It follows immedi-
ately that

p)=p0)e":

the spot price of consumption grows exponentially at the rate of interest.
Next, we derive the Euler equation as follows. From p = u’(¢) and
the costate equation (4.37), we have

u'()e=p=rp=ru(c),

which becomes the following Euler equation:

¢__, [_ “/(6)]2_ A (4.38)

c cu” (¢) a(c)

where 1/ (c) > 0 is the elasticity of intertemporal substitution. Clearly,
consumption declines with time.

If the utility function exhibits a constant elasticity of intertemporal
substitution, « (¢) = «, then consumption declines exponentially with
time

c(t) = c(0)e "/,

The reserve at time ¢ 1S

R(t) =R — /(;tc(s)ds =R+ %(O) (e—(r/oz)t _ 1) )
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The condition lim,_, o, R (¢) = 0 provides a guide to the choice of the
initial consumption, ¢ (0) = (r/a) R. This is their Proposition 3. There
are two immediate implications. First, an increase in the initial estimate R
increases ¢ (0) and raises the entire consumption profile {c (¢#)}. Second,
anincrease in7 (or 1 /«) increases the initial consumption ¢ (0) and makes
the downward-sloping consumption profile {c (¢)} steeper.

Stochastic Extension
Suppose the reserves at time ¢, R (¢), follow

dR =—qRdt +0oRdz, (4.39)

where g stands for the rafe of extraction. Formulate the exhaustible re-
source problem as

o
n{la}xE {/ e ""u(qR) dt} s.t. (4.39), with R (0) = R given.
q 0

Then the Bellman equation is

0 = max{u(gR) — r J(R) — gRJ'(R) + (c%/2)R2J"(R)}.
q

Clearly, the first-order condition is that the marginal utility of consump-
tion is equal to the marginal utility of reserves:

u' (gR)=J' (R).

Assume the utility function exhibits constant relative risk aversion

xlfot

, O0<ua <.
]l -«

u(x)=

Assume also that we know the value function is of the form

aR'—™
l—a’

J(R) =

for some constant a. (The method will be discussed in the next chapter.)
The first-order condition implies

a=gq
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Substituting it into the Bellman equation, the optimal extraction rate is
given by

2
r o

g="+% (1 -w,
o 2

which is constant over time. Clearly,

a—q>0, 8—q<0, and 3—q>0.

or da 002
The first two effects are the natural stochastic extension of the determin-
istic case. (When o2 = 0, we have ¢ = /o and ¢ (0) = gR = (r/a) R.)
It is interesting to point out that the extraction rate rises with the uncer-
tainty.

Since ¢ is independent of R, the stochastic process of reserves (4.39)
is a geometric Brownian motion, and so is ¢ R. This proves that R (¢) >
0 and c(¥) =qR(¢) > 0 for all # > 0. Furthermore, the instantaneous
expected growth rate of consumption is

. 1 [qR(t-l—At)—qR(t)]
lim —E;
gR (1)

At—0 At
which is reduced to (4.38) when o> — 0. Thus, expected consumption
declines over time as before. Here, we obtain a new result: that the ex-
pected growth rate of consumption is negatively related to o2.

=—q <0,

The Model in Pindyck (1980)

In addition to the shocks to resources, there is another source of uncer-
tainty in this paper: demand shock. Another difference is that the paper
focuses on profit-maximizing firms, not the representative consumer. We
shall address only the extraction rules and the price dynamics. The reader
should refer to Pindyck’s paper for other issues addressed therein.

The Model. Let R (¢) be the proved reserves (or published estimates)
of an exhaustible resource, and x (¢) be the extraction at time 7. Assume
the total extraction cost is linear in x of the form C (R)x (¢), where
C (R) is a function of the proved reserves satisfying C’'(R) < 0. As
such, C (R) is the average cost and the marginal cost of extraction. We
shall also assume C” (R) > 0, so that the marginal cost of extraction, as
a function of the proved reserves, is decreasing and convex in R. The
inverse demand for exhaustible resources is given by y (¢) p (x) such that
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p(x) >0, p (x) <0,and y satisfies
dy = uydt+o1ydzy, (4.40)

where z; is a Wiener process. Since the shock to the inverse demand is
multiplicative, the inverse demand is positive w.p.1. Assume reserves are
subject to fluctuation over time according to

dR = —xdt +o0,dz,, (4.41)

where z; is another Wiener process satisfying (dz;) (dz;) = 0. Then the
problem of optimal extraction is

I'I{la}XE fole " (1) p(x)x — C(R)x]dt
s.t. (4.40), (4.41) with R(0) = R > 0 and y (0) = y given.

It should be mentioned that Pindyck’s original model is set in a finite
horizon.

Comments on the Modeling. Notice that equation (4.41) has a solu-
tion

R(t) = R (0) —/0 x(s)ds + 0222 (1).

As mentioned in Chapter 3, we know that reserves could be negative
with a positive probability. In contrast, our equation (4.39) ends up with
R (¢) > 0 for all # > 0. One might think that changing (4.41) to dR =
—x dt + o, R dzy will help. While d R = 0, R dz; has a positive solution
w.p.1, adding the term —x d¢ could still lower the value of R from positive
to negative, unless x = 0 at all times; but then there is no extraction at
all. A stopping time v = min {# : R () = 0} may be needed to ensure
R(t) = 0. However, we shall follow Pindyck by ignoring this compli-
cation in what follows.

Solution to the Problem. Let J (y, R) be the current value of the value
function of the extraction problem. Then, the Bellman equation is

2
o
0= max :y(t)p(x)x —CR)x —rJ +uyJ, —xJr + leszy

2

+22
B RR( -
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The first-order condition is

yOpx)—CR)+xy(t)p' (x)—Jr=0.

P ax

Lete =239 = demand elasticity. Then the optimal extraction rule is

Jr =y<z>p<x>(1 _ é) _cm).

The first term on the right-hand side is the marginal revenue of extraction;
the second term is the marginal cost of extraction. Thus, the optimal
extraction rule says that the shadow price of the exhaustible resource,
Jr, equals the marginal profit of extraction.

Price Dynamics. Note thatif the market is competitive,i.e., p(x) = p
and ¢ = oo, then the Bellman equation is linear in x and therefore we may
have indeterminacy. Following Pindyck’s argument (p. 1208), if Jz <
y()p — C(R), then all firms will produce at the maximal capacity;
if Jg > y(t) p — C (R), then they will produce nothing. Thus, market
clearing implies that Jz = y () p — C (R) as well.

The price dynamics for the competitive case is given by

dp(t)= pdy(t) = puypdt +o,ypdz,

where p(t) = y (t) p. To compute the drift of the price dynamics, we
proceed as follows. Let x be the solution to the Bellman equation, so that

2

0=y(t)px — C(R)x —rJ + puyJ, g+ 3 2Jyy+ 2J

Differentiate this equation with respect to R and use the envelope theorem
to obtain

2
—C/(R)X—I”JR-f—MyJR—xJRR-l— y Jny+ JRRR—O

From Jg = y (¢) p — C (R), we have JyR =p,Jgr = —C'(R), Jny =
0, and Jrrr = —C” (R). Then the above equation reduces to

2
—r[p) = C(R+pnyp — —C” (R) =0.
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Therefore, the drift of the price dynamics is [his equation (15)]

N R o 3
Jim A—tE [dp )] =wpyp=rlp)—CR)]+ %C (R). (4.42)

This method of differentiating the Bellman equation with respect to the
state variable R and then applying the envelope theorem will be repeat-
edly used in other examples.

Equation (4.42) says that, given a positive marginal profit p(¢) —
C (R) > 0, prices are expected to rise over time. It also says that the drift
of'the price dynamics is positively related to the interest rate, the marginal
profit, and the variance of the proved reserves. The last dependence says
that the expected price increase is larger if the reserves are subject to
a greater fluctuation. This is an interesting result. Another interesting
result is that the term cr% does not enter equation (4.42).

Exercise 4.3.3 (Monopoly Case) Show that the dynamics of the marginal
revenue, MR = y (t) p (x) (1 - %) , satisfies

N o3
Jlim = E[d(MR)] = [MR — C (R)] + 22" (R).

4.3.4 Adjustment Costs and (Reversible) Investment

The significance of introducing adjustment costs in the theory of supply
is best articulated in Lucas (1967). Basically, the traditional Viner—Wong
cost curve, which we teach in undergraduate courses, cannot explain the
size distribution of firms. Moreover, firms do not respond to demand
change in a one-shot adjustment; rather, the adjustment is staggered.
For example, it takes time to learn, to coordinate after installing new
machines. In other words, there are adjustment costs beyond the purchase
price. The early contributions are by Lucas (1967), Gould (1968), and
Treadway (1969, 1970). Nickell (1978, Chapter 3) has a nice presentation
on the subject. Hayashi (1982) provides a good theoretical piece that links
the theory of adjustment costs to Tobin’s g-theory of investment.

User Cost
In the theory of the firm, we show that the true cost of investing one dollar
in capital is » + §, where 7 is the interest rate and § is the depreciation
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rate. Thus, if the purchase price of one unit of capital is v, then the user
cost of capital isv (r + 8) . Letqg = F (K, L) be the production function
with inputs: capital K and labor L. If the wage rate is w and the inverse
demand is p = p(q), then the firm’s problem is

r}(l’a}{p(q)q —wlL —v(r+3)K}.

The first-order conditions are
d[p(g)q]

TP = u ana SERN =1,

i.e., the marginal revenue product of labor equals the wage rate, and the
marginal revenue product of capital equals the user cost. This is standard.

Dynamic Model without Adjustment Costs
In a dynamic and deterministic model, the firm’s capital evolves accord-
ing to

dK = (I — 8K)dt, (4.43)

and the problem is

oo
max/ e ""[p(g)g —wL —vI]dt s.t. (4.43).
. Jo

The corresponding Bellman equation is

0 :rrLlaIX{p(q)q —wL —vl —rJ+{ —8K)J (K)}.

Hence, the demand for labor and the demand for investment are, respec-
tively,

dlp(g9)q]

i =w and J' (K)=v.

The question is this: What is the optimal investment rule in the steady
state? Using the method developed earlier, i.e., differentiating the Bell-
man equation with respect to K and applying the envelope theorem, we
have, for optimal ¢,

_dlp(g)ql]
3K

0 —(r+8)J (K)+ (I —38K)J"(K).
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At the steady state £ = 0, or / — §K = 0, we have

d[p(g)q]

5K =r+8)J K)y=vF+96).

This dynamic problem without adjustment costs is equivalent to the static
user cost problem. A simple static user cost model will be sufficient for
this purpose.

Adjustment Costs

Adjustment costs can be introduced in two ways. The first to introduce
an installation function G (K, I') that measures the effective capital stock
out of gross investment /. That is, only G (K, I) units of capital stock are
derived from /. We assume G (K, /) satisfies G (K,0) =0, G, (K, ) >
0 and Gy; (K, I) < 0. Then the problem is

o0
1{1L1al>§/ e "[p(q)g —wL —vI]dt st. K =G(K,I)—8K.
1 Jo

The corresponding first-order conditions are

dlp@al _

L and G;(K,DJ (K)=v.

Recall that Tobin’s marginal g is defined as J' (K) /v. Therefore, Tobin’s
marginal ¢ equals 1/G;.

The second is to introduce an adjustment cost function C (/), as a func-
tion of gross investment /, satisfying C (0) =0, C’' (/) > 0,C" (1) > 0,
in a dynamic, deterministic model as follows:

oo
I{ILlal)§/ e""[p(g)g —wL —vl — C(I)]dt s.t. (4.43).
1 Jo

This is the one we shall follow. The presentation basically follows Gould
(1968). The difference is that we take the Bellman equation approach,
not the Hamiltonian method.

The Bellman equation for the adjustment cost problem is

0=nLla[X{p(q)q —wL—vI—-C()—rJ+(—-38K)J (K)}.
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The first-order conditions are

% =w and J(K)=v+C'(]).

Using the same method developed earlier, the optimal L and 7 satisfies

_dlp(9)ql]

0= =2 o~ +8)J (K) + (I = 8K) J" (K).

Let 2 = J’ (K) be the costate variable. Then the costate equation is

dlp(q)q]

A’.: 8)\-_ )
(r +9) 5K

(4.44)

and the Euler equation (derived from v + C’ (/) = J' (K)) is

alp(@)q]l
oK

C"(NI—@F+8)CU)—F+8v+ 0.
This Euler equation is in general not a linear differential equation.

Assume quadratic adjustment cost function C (/) = a; + a»1°. The
corresponding Euler equation becomes linear:

[8 [p(9)q]

. 1
I — 8+ —
(r+d6) 1+ 5K

-+ (a1 + v)] =0.
202

Thus, the gross investment grows at the rate » 4+ §. Gould examined an
interesting case of constant prices and linearly homogeneous production
function ¢ = F (K, L) for a competitive firm. In this case, the optimal
quantity of labor satisfies

w=pF (K,L)=pF,(K/L,1),

i.e., K/L is a function of w/p. Denote it by K /L = ¢ (w/p). It follows
that

d[p(q)q]

ok~ PF(K. L)=pFx(K/L.1) = pFg($w/p).1).

which is a constant given constant prices. Then the Euler equation is
simplified to

i—(r+6>1+2ia2[pFK<¢(w/p>, D)= (- +8) (a1 +v)] = 0.
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Assuming the transversality condition, Gould found that the solution to
this first-order differential equation is a constant

pFx (¢ (w/p), 1) —(r +d) (a1 + v).

1= 2a> (5 + 9)

In other words, the competitive firm’s optimal investment rule is constant
over time, if prices are constant over time and the production function is
linearly homogeneous.

The Model in Pindyck (1982)

Now assume there are adjustment costs and the source of uncertainty
is demand shock. Suppose the inverse demand facing a firm is given
by p = p(q,0) > 0, where g is output produced and 6 is a stochas-
tic element, satisfying pg > 0 and p, < 0. If the firm is a competitive
firm, p, = 0 and the inverse demand becomes p = p (6) . Let the adjust-
ment cost function be C (1) with C’ (1) > 0, C” (I) > 0, where [ is the
gross investment. Obviously, C (1) includes the quadratic cost function
as a special case. The law of motion for capital is (4.43). Assume the
stochastic element follows

df = o (0)dz. (4.45)
Then the investment problem of the firm is

max £ Jo e p(q.0)g —wL — vl — C(D)]dt,

s.t. (4.43) and (4.45) with K (0) = K.

Let J (K, 0) be the value function of the investment problem. Then
the Bellman equation is

Oznga[x{p(q,@)q—wL—v]—C([)—rJ

2
(T —8K)Jx + [0(29)] Jge}.

Denote by ¢ = —g g_g the elasticity of demand for output. The first-order
conditions are

dlp(q,0)q] 1 _
T_p<1_E>FL_w
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and
v+ C/([) = Jg.

The former says that the marginal revenue product of labor equals the
wage rate, while the latter says that the marginal cost of investment, v +
C’ (1), equals the marginal benefit of investment (the return to capital,
Jk). To derive more results, we need an explicit functional form for
J (K, 9), which will be discussed in the next chapter.

4.3.5 Uncertain Lifetimes and Life Insurance

In a finite-horizon model, the terminal date 7' is given. If we treat the
terminal date as the age of death and let it be stochastic, then we have
an uncertain lifetime. In this case, the age of death becomes a random
variable, 7. Inthe literature, it is usually assumed that there is a maximal
date, T, beyond which no one will live. As mentioned in Chapter 1,
allowing T — oo may be more desirable. What we shall show is that,
with the aid of a survival function, the problem of uncertain lifetimes
can be greatly simplified.

Survival Function
Assume the probability that one dies at age 7 is 7 (¢). Clearly,

fOT 7 (t)dt = 1. The distribution function F (¢) is the probability that
one dies before age ¢. Let the survival function at time ¢, i.e., the proba-
bility that one lives ¢ years or more, be

T
SO%:/;NO&:]—FU)

By definition, S(0) =1, S(7) =0, and §'(¢) < 0. The hazard rate
(intensity rate, instantaneous failure rate or force of mortality) is de-
fined as

_r_ 4
Am_?@‘ T log S (0).

Thus, the survival function is of the form

S = exp{—/otk(s)ds}.
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Within this framework, the expected utility from consumption can be
written as

T T t
E/O e Pu(c,)dt :/(; (1) [/0 e Pu (cs)ds] dt,

where p is the discount rate derived from factors other than lifetime
uncertainty. Using integration by parts and S’ (¢) = —x (¢), we have

7
E / e Pu(c,)dt
0

= —-S(t) [/Ot e Pu(cy) dsj|

T
= / S@) e " u(c,) dt
0

t=T

T
—pt
+/0 St)e u(c,)dt

t=0

T t
:/ exp :—,ot —/ A(s)ds} u(cy)dt. (4.46)
0 0

In the case that there is no maximal date of life, we have

f [ee] t
E/O e_p’u(c,)dt:/0 exp{—pt—/o‘ A(s)ds}u(ct)dt

if

lim S (¢) [/t e u (cs)ds] = 0.
t—00 0

From (4.46), the total discount factor at time ¢ is exp{—pt —
fot A(s)ds}, and the survival function plays the role of a discount factor
due to lifetime uncertainty. If A (s) = A for all s, i.e., if the distribution
is exponential with Poisson parameter A, then the total discount factor
becomes e~(»**) and the total discount rate is p + A.

Example 4.16 (Life Expectancy) Assume T = oo. Let the distribution
be Weibull, i.e., the survival functionis S (t) = e ™", y > 1. To compute
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the life expectancy, we recall that the gamma function is defined by

[ () =/ x* e ™ dx,
0
which satisfies
MFNa)=(a—1)T'(x—-1).

Using the change of variables: x = M\ tV, the life expectancy becomes

E[f]:/ooosmdz:/oooe—x <$> (;)%_ldx
O [ (0
(Y-

A reduction in A increases life expectancy. When y = 1, the distribution
is exponential and

<=

~ 1 1
E[T]1=T(@) (X) =,

since I' (n) = (n — 1)! for integer n.

Is More Information Better? An Anecdote

Consider two regimes: regime 1, in which all individuals are born with
a common probability density that determines the length of life; and
regime 2, in which individuals are informed at birth of a specific length
of life that is drawn from the same distribution. Which is better? In other
words, will the knowledge of one’s length of life before birth make one
better oft?

To make the story simple, let 4 > 0 be the asset endowed at birth, and
let the interest rate and the subjective discount rate be zero, » = p = 0.
We further assume one’s earnings over time are constant, denoted by y,
and that the annuity market is perfect so that one’s expected expenditure
equals expected earnings. Then the individual in regime 1 solves

T T T
ma}x/O S u(c)dt s.t./O S(t)c,=A+/0 S@®)y.

{cr
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The first-order condition (u’ (¢;) is a constant for all ¢) implies that
¢ =y+A/E[T] Wi,
using fofS (Hydt =E [YN’ ]. Thus, the maximized expected utility in
regime 1 is
E[T Ju(y + 4/E[T ).

In regime 2, if an individual’s announced lifetime is 7', then that indi-
vidual solves

T T T
max/ u(c)dt s.t./ c,:A—l-f y=A+Ty.
0 0 0

{cr}

It is easy to verify that the optimal consumptionis ¢, = y + 4/ T for all
¢t and the maximized utility is

U(T):Tu(y—i—%).

Ex ante, the individual can expect

- T
E[U(T)] = /0 S(T)U(T)dT.

Now we are ready to compare the two regimes. Notice that the maxi-
mized expected utility in regime 1 can be written as U[E(T )]. Since

A\ A?
1 _ ”
U'(T)=—u <y+F)F>0,
U (T) is convex in T. By Jensen’s inequality,
ULE(T)] = E[U(T)]

Conclusion: Ignorance is preferred. As pointed out by Barro and Fried-
man (1977), the key element that produces this interesting result is that
the consumer’s ability to buy insurance gives her the same expected life-
time utility as she would have if her lifetime were known with certainty
to be of length £ (f ). On the other hand, they also pointed out that there
are “planning benefits,” with regard to human capital investment, that
derive from knowledge of the time of death. Then the consumer could
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be made better off with more information. The interested reader should
consult their paper for this result.

Life Insurance

As in most standard models, the demand for life insurance is derived
from a bequest function. First, we assume there is a risky asset and a
risk-free asset as in Merton’s model. However, the budget equation has
to be modified due to the presence of life insurance. Let the insurance
premium for age ¢ be 6, per dollar of coverage. If the amount of insurance
purchased is @, then the insurance premium is 6 Q. Then the budget
dynamics becomes

dVI/[ = [St ([L — I’) W[ + (I” W[ — C[) — QtQt] dt +St0 Wl‘ dZt. (447)

Should one die at age ¢, the wealth left behind plus life insurance will go
to heirs. Assume the bequest function is of the form B (¢, Z;), where

Zl‘ = Wt+ Q[.

Extending this formulation to the case of n — 1 risky assets is straight-
forward and is left as an exercise.

Given an uncertain lifetime T , with a density function 7 (¢), the con-
sumer’s expected utility is

T t
/ 7 (¢) [/ e "u(c)ds + B(t, Z,)} dt.
0 0

Using integration by parts as before, we can formulate the problem as

T
{ maé } / [e”'S(t)u(c)+m(1)B(t, Z,)]dt s.t. (4.47).
s, 06 Jo
Notice that there are two different sources of uncertainty in this prob-
lem, one comes from the risky asset and the other comes from lifetime
uncertainty.

For easy computation, let the value function be of the form
S(t)J(t, W;). Since  (t) = A (¢) S(¢), the Bellman equation is

0= max {e7?"u(c)) + M0)B(t, Z,) + J; — Mt)J

CtsSt, Ut

+ s — MW, + (Wi — ) — 0,0, 1w + (02 /2) s W2 Ty ).



4.4 Extension: Recursive Utility 157

Then the first-order conditions are

e u(c) = Jw (t, W),

StWrZM_r - Jw ,
Wi Jww

and
AMO)Bz(t, Z)=06(t) Jy. (4.48)

Clearly, the optimal consumption and portfolio rules remain the same
as in Merton. The new result is equation (4.48) . In the next chapter, we
shall show how to find the value function given the functional form of
the utility function and the bequest function.

4.4 Extension: Recursive Utility

So far we have assumed the discount rate is constant over time. This
assumption of a fixed rate of impatience can have strange results. Ac-
cording to Hicks (1965), successive consumption units are supposed to
be complementary. An additively separable (in time) utility function im-
plies that the marginal rate of substitution between lunch and dinner is
independent of the type of breakfast one had that morning or expects to
have the next morning. See Wan (1970, p. 274).

Additive separability also blurs the distinction between risk aver-
sion and intertemporal substitution. See Epstein and Zin (1989) for the
discrete-time case and Duffie and Epstein (1992) for the continuous-time
case. For example, if U (¢) = ¢! ™%, then « is the degree of relative risk
aversion and 1/« is the elasticity of intertemporal substitution. The ef-
fect of @ on the optimal policy ¢, dc/da, has two different economic
interpretations.

Last but not least, if the rate of interest is constant, as typically as-
sumed, then a consumer with a constant subjective discount rate will save
without limit or borrow without limit unless the two rates are identical.
Furthermore, when there are heterogeneous agents, then, in the long run,
the most patient consumer (the one with the smallest discount rate) will
own all the capital, while all other agents consume nothing and pay back
their debts with all their labor income. See Becker (1980).
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One way to avoid this problem is to allow the discount factor to change
with the underlying consumption path {c; : # > 0}. The basic concepts
of recursive preferences are easier to understand in a discrete-time set-
ting. Let C = (cy, ¢, . .. ) be a consumption profile, S be the (right) shift
operator so that SC = (¢, ¢3,...), and V' (C) be the utility of the con-
sumption profile C. The notion of recursive utility is that the utility of
the profile C is a function of the utility of current consumption, U (c;),
and the utility of future consumption, V' (SC). Formally,

V(C)=V(c1,$C) =W (U (c1), V(SC)),

where W (c, y) is called the aggregator.
For example, if

Wic,y)=Ul(c)+ By,
where 8 is the discount factor, then
V(C)=U(c1)+ BV (SC) = Uler) + BlU(c2) + BV (S7C)] = - --

=) B7'U(),

=1
which is the constant-discount-rate case. If
Wi, y)=—1—-yexp{-p(c)},
then

V(C)=—(1—V(SC)e ") = —{1+[1 — V(S*C)le "} etV

= _e—Pl) _ g=lplen+p(e)] + V(SZC)e—[p(Cl)-i-/J(Cz)] _ ...
00 t

==Y exp{—> plc)i-
t=1 i=1

which is the Epstein—Hynes (1983) functional. If

Wi,y)=U(c)+yexp{—p(c)},
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then

V(C)y=U/(c))+ V(SC) e Pl
=U(en)+ [U (c2) + V(Szc)e—p(Cz)] Pl — ..

- Zexp{—Zp(ci)} Uler).
t=1 i=1

What we are interested in is the continuous-time version of this class
of functions, which is obtained by changing summations to integrals, i.e.,

/ooo P {_ /0’ p (cs)ds} U (c,)dt.

This class includes as special cases the constant-discount-rate case
(p (¢y) = p) and Epstein—Hynes functionals (U (¢;) = —1). It also in-
cludes Uzawa (1968) functionals if p (c;) is a monotonically increasing,
strictly convex transformation of U (c;).

Define the discount factor D(¢) at time ¢ as

D (1) = eXp{—/Otp(cs)ds},

where p(c;) >0, p'(cs) >0, and p”(¢;) < 0. The strict inequality
0" (cs) > 0 is referred to as increasing marginal impatience in the lit-
erature. See, for example, Lucas and Stokey (1984) and Epstein (1983).
The discount factor thus defined clearly depends on the underlying con-
sumption path {c, : ¢ > 0}. Moreover, D (t) is decreasing in time with
values in (0, 1], since

D' (t)y=-D(@)p(c;) <O. (4.49)
Clearly, D (0) = 1 and D’ (0) = —p (co). Notice that p (¢;) must have
a dimension of “per unit of time” to make D (¢) a bona fide discount

factor. Then the objective functionis D () U (¢, ), and the optimal growth
problem with a recursive preference is

maxEk/ D) U (¢c)dt s.t. (4.1). (4.50)
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4.4.1 Bellman Equation with Recursive Utility

Again, we invoke the principle of optimality

At
J (k)= max Ek{/ D) U (¢;)dt
fer} 0

'
0<t<At

fer} ¢
At<t<oo

+ max EAt,k+Ak/ D(f)U(Ct)df}-
A

Using the property of the exponential function, for any given consump-
tion path {¢; : t > 0} and small Az > 0, we can decompose the discount
factor D (¢),t > At, as

t
D (t) = D (At)exp {—/ 0 (cs)ds} .
At
Since D (At) is Fa,-measurable,

max EAt,kJrAk/ D) U (c;)dt

fer}
At<t<oo At

o0 t
= D (At) max EA,,HM‘/ exp {—/ ,o(cs)ds} U(c)dt
A t

fer}
At<t<oo t A

— D(AD) T (k + Ak).

The above equation shows that past consumption, {c; : t < At}, while
affecting future decisions through the discount factor, can be factored
out and separated from future consumption. Then Bellman’s principle of
optimality can be written as

At
0= max E {/ DU (¢))dt + D (A1) J (k + Ak) — J(k)} ,
0<t2Ar 0

4.51)

which is similar to (4.6). Equation (4.51) highlights the fact that the
optimization problem (4.50) retains the analytic tractability of a constant-
discount-rate model as developed earlier.
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Formally, when At — 0, one has

1 At
EEk DU (¢,)dt — D(0)U (¢) =U o),
0
by the intermediate value theorem and ¢y = c. Next, we note the algebraic
identity

D (A1) J (k+ Ak) = [D(Af) — 11J (k + AK) + J (k + Ak).

By the mean-value theorem, [D (At) — 1] = D' (0 At) At, where 6 =
0 (w) and 0 < 6 < 1. Then, using (4.49),

iEk{ [D (A1) = 11J (k+ Ak) ) = Ei[D' (0 (w) At) J (k + Ak)]
— D'(0)J (k) = —p(c) J (k),

since k + Ak — k. Finally, by Ito’s lemma,

1
~ Ei[J (k+ Ak)— T (k)] — AT (k).
Thus, the Bellman equation for the optimal growth problem with recur-
sive utility (4.50) is

0= mcax{U(c) —p()J (k) + AT (k)}. (4.52)

Equation (4.52) differs from (4.8) in that the constant discount rate p is
replaced by the variable discount function p (c).
The first-order condition of (4.52) is

U'(¢) — p'(c) J (k) — J' (k) = 0. (4.53)

The extra term, p’ (¢) J (k), requires some explanation. An increase in
consumption would increase the discount rate by a factor of p’ (¢) . Since
the indirect utility was J (k) , the change in the total utility due to a change
in consumption is p’ (¢) J (k) at the margin. Therefore, the full cost of
current consumption U’ (¢) is the marginal utility of wealth plus the loss
in utility due to future discounting arising from current consumption. In
the constant-discount-rate case, p’ (¢) = 0, and there is no loss in utility
due to consumption.
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4.4.2 Effects of Recursivity: Deterministic Case

How does the introduction of recursivity affect the optimal consumption
path? In what follows we shall concentrate on the deterministic case,
o = 0, so that we can use the phase diagram analysis and compare the
results with the well-known phase diagram when p (¢) = p.

Costate Equation
With o = 0, equation (4.52) is reduced to

0= mc'flx{U(c) —p(@J (k) +[f (k) —c—nk]J (k)}. (4.54)

Let ¢ be the optimal consumption, which satisfies
Ue)=p(©)J (k) +[f (k) —c —nk] J' (k) =0.
By the envelope theorem,
[f' (k) —n—p@)J (k) +[f (k) —c—nk]lJ"(k)=0.  (4.55)
Let the costate variable be p = J’ (k). Then we have

_dp _dJ (k)

p=—r=—— =S Wk=11k)—nk—clJ" (k)

where the last equality is obtained from the state equation
k= f(k)—c—nk, (4.56)
Using (4.55), we have the costate equation

p=-plf k)—n—p)] (4.57)

Remark 4.3 This is a good place to derive the costate equation using
the Hamiltonian method, because the problem is general enough. Let the
Hamiltonian function be

Hk,e,t)=D@)U )+ D) p@t)[f (k) —c — nk].

Then the costate equation is

d oH
2, [ POpO]=——=-D0)p() [f" (k) = n].

Since D' (t) = —D (t) p (c), we arrive at (4.57).
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Exercise 4.4.1 Use the Hamiltonian method to verify costate equations
(4.37) and (4.44).

Euler Equation

Typically, the phase diagram of an optimal growth model is analyzed
through the state equation and the Euler equation, not the costate equa-
tion. To this end, we differentiate p = U’ (¢) — p’ (¢) J (k) with respect
to ¢ to obtain

P wlU@=p@JKB] U =p" K, )k

P U@ @K U@ @Ik

Using the costate equation (4.57) , we arrive at the following Euler equa-
tion

b(k,C)g =fk)—n—p@—p' ©Lf (k) —c—nkl, (4.58)

where

c[U"(0) — p" (0) J (k)]
U'(c) = p' () J (k)

To ensure that the coefficient b (k, ¢) is always positive so that (4.58)
would be nondegenerate, we assume the second-order sufficient condi-
tion of (4.54), U" (¢) — p” (¢) J (k) < 0, is satisfied. Then b (k, ¢) > 0,
because the denominator is the shadow price p, which is positive. Notice
that the sign of the change in consumption (the sign of ¢) is independent
of'the utility function U (c). Typically, we use equations (4.56) and (4.58)
to study the steady state.

In the event that p (¢) = p, we have b (k,c) = —cU” (¢) /U’ (¢) and
the classical Euler equation for growth models,

bk, c)=—

cU’(c)]¢e
|:— U © ] o= f(k)—n—np. (4.59)

If U(c) = —1, then b (k,c) = —cp” (c) /p’ (c) and the Euler equation

becomes
[_ cp” (c)
p'(c)

}f=f’(k)—n—p(c)—p’(c)[f(k)—c—nk].

C
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Phase Diagram

First, we briefly review the phase diagram analysis of the optimal growth
model with a constant discount rate p. The steady state analysis is
obtained by studying the pair of equations (4.56) and (4.59) in the
(k, ¢)-plane. Let & be the maximal sustainable capital-labor ratio, i.e.,
f(k) = nk, and let (ko, co) be the steady state solution to the growth
problem satisfying £ = ¢ = 0, i.e.,

fk)y—c—nk=0 (4.60)
and

fk)y—n—p=0. (4.61)

The curve defined by (4.60), denoted by k = 0, is of inverted-U shape
with k-axis intercepts 0 and k. The curve defined by (4.61) is a vertical line
with f” (ko) = n + p. Since f (k) is strictly concave in k, we have ¢ < 0
ifk > ko, and ¢ > 0ifk < ky. This determines the vertical arrows in the
entire phase diagram. Similarly, if ¢ is above k=0,ie,c> f (k) — nk,
then £ < 0, and if ¢ is below & = 0, then £ > 0. This determines the
horizontal arrows in the entire phase diagram. Combining them, we have
Figure 4.1.

Now we return to the recursive utility case. The steady state, if it
exists, is denoted by (k*, c*). By definition, (k*, ¢*) satisfies k = ¢ = 0,

0

Figure 4.1: Steady state: constant-discount-rate case.
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fiK)-—n-p=0

fk)—c—nk=0

: k
0 Kk

Figure 4.2: Existence of steady state: recursive utility case.

i.e., (4.60) and

f(k)y—n—p()=0. (4.62)

The curve defined by (4.60) is of inverted-U shape with k-axis intercepts
0 and k, which is the same as the constant-discount-rate case. The curve
defined by (4.62) satisfies dc/dk < 0 due to the strict concavity of f and
o' (¢) > 0.Its k-axis interceptis (/') "' (n + p (0)) = k;. The intersection
ofthe two curves defines (k*, ¢*). See Figure 4.2. If the constant discount
rate p is defined as p (0), then k* < ky = ko and ¢* < ¢j. That is, the
steady state consumption and capital for recursive utility are lower than
the ones for constant discount rate.

The phase diagram can be obtained as follows. The horizontal arrows
are the same as in the constant-discount-rate case, i.¢., if ¢ is above k = 0,
thenk < 0, and if ¢ is below k£ = 0, then £ > 0. It remains to characterize
the vertical arrows.

Let the curve defined by ¢ = 0 be R (k, ¢) = 0, where

R(k,c)=f'(k)—n—p(c)—p (c)[f (k) — c — nk].
By the implicit function theorem, & is a function of ¢ and has a derivative

dk  Re  p'(Lf (k) —c—nk]
dc o Ry - f//(k)_p/(c)[f/(k)_n]
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Note that we treat k£ as a function of ¢, rather than ¢ as a function of
k, mainly for ease in characterizing the curve ¢ = 0. Specifically, since
the denominator is negative on k < k and since p” (c) < 0, the “slope”
of the curve R (k, ¢) =0, dk/dc, has the same sign as f (k) — ¢ — nk
or k. That is, k is decreasing in ¢ in the region & < 0 and is increasing
in ¢ in the region £ > 0; in particular, dk/dc = 0 at ¢*. Thus, the curve
¢ = R (k, ¢) = 0is of inverted-C shape and is tangent to the line £ = k£*
at (k*, ¢*).

Now we are ready to determine the vertical arrows of the phase di-
agram. Since Ry (k,c) < 0 on k < k, we have ¢ = R (k, c) > 0 in the
region to the left of the curve R (k,c) =0, and ¢ = R (k, ¢) < 0 in the
region to the right of R (k, ¢) = 0. Hence, c is increasing in the region to
the left of ¢ = 0, and ¢ is decreasing in the region to the right of ¢ = 0
on k < k. Combining all arrows, a complete phase diagram is drawn in
Figure 4.3.

The differences between the two cases are obvious. In the constant-
discount-rate case, ¢ = 0 is a vertical line, whereas in the recursive utility
case, ¢ = 0 is of inverted-C shape. The direction of vertical arrows and
that of horizontal arrows remain unchanged. Thus, the steady state of
optimal growth with a recursive utility is a saddle point, which can still
be reached either by accumulating or by decumulating both capital and
consumption.

0 k* k

Figure 4.3: Steady state: recursive utility case.
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Exercise 4.4.2 Show that an increase in recursivity, defined as replacing
p(c) by p(c)+ p, (c) with p, (c) = 0 for all c, lowers the steady state
consumption and the steady state capital-labor ratio.

Exercise 4.4.3

(1) Show that a decrease in the population growth rate or Hicks-
neutral technical progress increases the steady state consumption, but
the effect on the steady state capital-labor ratio is ambiguous.

(2) Compare the results in (1) with the standard constant-discount-
rate case.

4.5 Notes and Further Readings

The derivation of the Bellman equation evolves from Chang (1988) with
supplements from Kushner (1971) and Krylov (1980). Most of the math-
ematical texts derive the Bellman equation through a cost minimization
problem. In that setting, the Bellman equation has the minimum or infi-
mum, not the maximum or supremum, in its formulation. We stay with a
maximization problem throughout to make it easy for economic applica-
tions. Dynkin’s formula is standard in most mathematics texts. For more
on this subject, the reader is referred to Knight (1981) and Fleming and
Soner (1993).

The section on the verification theorem draws heavily from Fleming
and Rishel (1975) and Fleming and Soner (1993). The transversality
condition in those books is weaker than the one we used, equation (4.18),
which assumes the limit exists. In contrast, they require only liminf or
limsup in the formulation. We assume the stronger version to make it
easy to use.

We define admissible controls by way of the Lipschitz condition for its
simplicity and for the reason that economists often assume smoothness
in the model. There are other, weaker conditions. The interested reader
should refer to Fleming and Rishel (1975, p. 156) and Fleming and
Soner (1993) for more details. We mention that a Lipschitzian function is
continuous but not always differentiable. It should also be mentioned that
it is a well-known mathematical fact that a locally Lipschitzian function
is differentiable at almost every interior point of its domain. See Fleming
and Rishel (1975, p. 85).

The existence of the value function comes from existence theorems
from the theory of second-order partial differential equations. Fleming
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and Soner (1993) refer to them as “classical solutions” as opposed to
a more powerful solution technique known as the “viscosity” solution,
which will be discussed in Chapter 6.

The portfolio model by Merton (1971) has become a standard ex-
ample in stochastic analysis. It even appears in several mathematics
books, e.g., Fleming and Rishel (1975), Karatzas and Shreve (1991), and
Fleming and Soner (1993). The original paper has some typos, which
were corrected in Merton (1973) and in Merton (1990). Karatzas,
Lehoczky, Sethi, and Shreve (1986) provides, perhaps, the most com-
plete study of this portfolio problem. There are many extensions of this
model. In Chapter 6, we shall study Vila and Zariphopoulou (1997),
which extends Merton’s model to one with borrowing constraints.

Borch (1990, Chapter 4) provides a nice review of the early develop-
ment of life insurance since the Middle Ages. Life insurance in its current
form started about the 16th century. The uncertain-lifetime discussion is
based on Chang (1991); the anecdote is based on Barro and Friedman
(1977), while the demand for life insurance is from Richard (1975). The
technique of reducing an uncertain-lifetime problem to a deterministic
model by way of a survival function is standard. For more on survival
functions, the reader is referred to Elandt-Johnson and Johnson (1980).

Our discussion on discrete-time recursive utility follows Becker and
Boyd (1997), a comprehensive text on the subject. The class of recursive
utility functions discussed in this chapter and the corresponding Bell-
man equation are available in Krylov (1980). Our presentation is based
on Chang (1994). The Bellman equation for a more general class of
recursive functions is shown in Duffie and Epstein (1992). Finally, the
phase diagram of the optimal growth with a constant discount rate is
standard. See, for example, Intriligator (1971, p. 441).



How to Solve it

5.1 Introduction

We have shown in Chapter 4 that the Bellman equation enables us to
derive the equations that govern the optimal control policies. However,
to have a better understanding of these behavioral functions we often need
to know the functional form of the value function. For example, if the
indirect utility function is of constant relative risk aversion in Merton’s
consumption and portfolio model, then we have shown that the share of
wealth invested in each risky asset is constant over time. In this chapter
we study the methods that determine the functional form of the value
function of a stochastic, intertemporal optimization problem.

By definition, the value function depends on the specification of the ob-
jective function and the underlying controlled diffusion process. Chang-
ing the objective function or the controlled diffusion process would
change the functional form of the value function and, hence, the optimal
control.

We shall divide economic problems into four different classes of prob-
lems. The first class is the one in which the diffusion equation is linear in
both state and control variables and the objective function is quadratic.
This is the so-called linear—quadratic problem in control theory. The sec-
ond class is the one in which the controlled diffusion process is linear
in both state and control variables and the objective function exhibits
hyperbolic absolute risk aversion (HARA). This class of functions con-
tains most of the commonly employed objective functions and therefore
deserves a special mention. The third class is the one in which the con-
trolled diffusion process remains linear in state and control variables, but
the objective function is concave and generally not of HARA form. The
fourth class is the one in which the controlled diffusion process is not

169
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linear and the objective function is concave. The best-known example is
the optimal growth problem.

We begin the chapter with a discussion on HARA functions. Then we
introduce several methods of finding the closed-form representation of
the value function. We illustrate each solution method with examples
from the aforementioned four classes of problems. We also include the
inverse optimum methodology in the discussion, because it is the func-
tional form of the behavioral function (the optimal control) that is of
interest to economists, not necessarily the specific functional form of the
underlying utility functions.

5.2 HARA Functions

5.2.1 The Meaning of Each Parameter

We now consider a class of utility functions frequently used in eco-
nomics. By definition, a HARA function, U (c), is one whose absolute
risk aversion is hyperbolic, i.e.,

U" (c) 1
_ — -
Ul) ac+b

0 for some constants @ and .  (5.1)

In the financial economics literature, the reciprocal of the absolute risk
aversion is called the risk tolerance. Therefore, HARA functions are
linear risk tolerance functions. In what follows we shall assume ¢ > 0,
since we are not interested in negative consumption. This additional
assumption makes our formulation different from that in Merton (1971).
However, it makes the classification simpler, as we shall see next.

From (5.1) we have

d < U’ (c)) . -a

dc U)) (ac + b)*
Since ac + b > 0, the sign of the derivative is the same as the sign of
—a. In the event a < 0 (necessarily b > 0) we have the class of increas-
ing absolute risk aversion (IARA) functions. When a = 0 (necessarily
b > 0), we have the class of constant absolute risk aversion (CARA)

functions with constant 1/b. Similarly, if a > 0, then we have the class
of decreasing absolute risk aversion (DARA) functions. In short, the
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sign of the parameter —a determines the rising or falling of absolute risk
aversion.
The relative risk aversion of a HARA function is defined as

cU’(c) ¢
U) ac+b

Ifa = 0 (necessarily b > 0), then we have the class of increasing relative
risk aversion (IRRA). If a # 0, then we shall rewrite the relative risk
aversion as

cU"(c) 1 b

Uf() a a’c+ab

If b > 0, then we have IRRA functions. (Note that the sign of @ does
not matter as long as ac + b > 0.) If b < 0 (necessarily a > 0), then
we have the class of decreasing relative risk aversion (DRRA) func-
tions. If b = 0 (necessarily a > 0), then we have the class of constant
relative risk aversion (CRRA) functions with constant 1/a. In short, the
sign of the parameter b determines the rising or falling of relative risk
aversion.
In summary, the HARA functions are classified as follows:

b\« | + 0 _
+ DARA & IRRA CARA & IRRA TARA & IRRA
0 DARA & CRRA Undefined Undefined
- DARA & DRRA Undefined Undefined

It is obvious from the table that, if the utility function does not exhibit
DARA, then the utility function must exhibit IRRA, i.e., if ¢ < 0, then
b > 0. Similarly, if the utility function does not exhibit IRRA, then the
utility function must exhibit DARA, i.e., if » < 0, then a > 0.

5.2.2 Closed-Form Representations

Solving the differential equation (5.1) for U’ (¢), the general form is
found to be

U'(c) = A(ac+b)""", 4 >0 constant ifa # 0,
Ae=*, 4 >0 constant ifa =0.
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Thus, the general form for HARA functions is, unique up to a linear
transformation,

Ulc) = a_l(ac+b)‘*% ifa#0anda #£1, (52
U(c) = —be ifa =0, (5.3)

or
U(c)=log(c+b)  ifa=1. (5.4)

Equation (5.3) is a CARA function with absolute risk aversion 1/b. As
a reference, Merton (1971) presented his equivalent of (5.2) as

11—y ( Bc 4
U(C)=—( +n>, B>0 y#0, y#1.
y \l-vy
Some comments on the class of IARA functions (b > 0) are in order.
From (5.2), we have

1
U@O)= ——b""4s£0
a—1
and
U 0)=5b""" < 0.

Such a function implies that we can still derive positive utility if a > 1
by consuming nothing (¢ = 0) and that the Inada condition U’ (0) = oo
is violated. This could present problems for some economic models, be-
cause we cannot rule out the possibility that zero consumption (¢ = 0)isa
choice. Then it is possible that the optimal consumption path may include
an extended period of zero consumption, particularly when one’s wealth
is running low. This becomes an issue if lifetime uncertainty is involved,
because we typically model death as the state of zero consumption.

DARA and IRRA (@ > 0,5 > 0)

This class of functions presents an interesting case. Its risk aversion is
decreasing in wealth in one measure, but is increasing in another. It
renders the term risk aversion ambiguous unless we clarify whether it
is the absolute measure or the relative measure that is involved. This
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class of functions was made popular by Arrow (1965) in his portfolio
selection model. Specifically, a risk-averse investor with initial wealth w
is choosing between investing in a risk-free asset with a constant rate of
return » > 0, and in a risky asset with a random rate of return ¢. Let a
be the amount of wealth invested in the risky asset, so that the value of
the portfolio becomes

w=w-a)(l+r)+a(l+e)=0+r)w+a(e—r).
The investor’s problem is
max E [u(w)].

Arrow showed that the risky asset is a normal good (da/dw > 0) if the
utility function exhibits DARA. This is a standard example in many of
the first-year graduate texts in price theory. Arrow also showed that if the
utility function exhibits IRRA, then the wealth elasticity of the risk-free
asset is greater than unity:
d(w—

_w dw=a) (5.5)

w—a dw
Thus, the risk-free asset is a luxury good. In other words, “security is a
luxury good” if the utility function exhibits IRRA.

Exercise 5.2.1 Prove the inequality (5.5).
Hint. See Arrow (1965) or Arrow (1984, Chapter 9).

CARA (a = 0, b > 0) — Exponential Utility Functions

Functions of the form (5.3) are CARA (and IRRA) with a absolute
risk aversion 1/b. The exponential utility function is popular because
we can take advantage of its functional form. For example, in a static
model, if wealth ' is normally distributed with mean p and variance
o2, then the utility of wealth U (W) = — (1/y) e~ 7" is lognormally dis-
tributed. As shown before, the expected value of a lognormal distribution
becomes

E[UW) =—(1/y)exp{—yu+y*c/2}.

Thus, the expected utility reduces to a mean—variance form, and the
problem is greatly simplified. The shortcoming of this function in our
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dynamic setting is that the first-order condition could imply negative
consumption, as we shall see later.

IARA and IRRA (¢ < 0,6 > 0)
For this class of functions, ac + b > 0 implies that ¢ < b/ (—a). A typ-
ical example is the popular quadratic utility function

U(c)=—(b—c) /2, 0<c<b. (5.6)

Without this upper bound ¢ < b, the function would violate the nonsatia-
tion assumption in price theory. This function is employed often because
its marginal utility is linear in consumption, which makes the model more
tractable whenever the expected utility is involved. This is especially true
in discrete-time models. In this case

Et[U/(ct+l)] =b— Eiciq1,

and the Euler equation of marginal utilities can be translated directly into
an equation of consumption.

CRRA (a > 0,6 =0)
This class of CRRA (and DARA) functions with a constant relative risk
aversion « can be written (up to a linear transformation) as

L= ife >0,

U@e)=1"" 5.7
logc ifa =1. -7

This class of utility functions is perhaps the most commonly employed
in the literature. As we pointed out in the previous chapter, « is the
degree of relative risk aversion and 1/« is the elasticity of intertemporal
substitution.

DARA and DRRA (g > 0,5 < 0)

For this class of functions, ac + b > 0 implies that ¢ > (—b) /a > 0.
In other words, there is a “subsistence” level of consumption for these
functions. They are usually written in the form

U(c) = (c—h)'™, c>h, a>0, ao#l.

1l -«
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Exercise 5.2.2 Show that if U (c) is of class C* and exhibits DARA, then
U"” (c) > 0.
Hint. Show that U" (¢) U’ (¢) > [U” (¢)]*.

5.3 Trial and Error

The essence of this approach is to guess a functional form for the value
function. From this guesswork we can derive a closed-form solution for
the optimal control policy. To see whether we have guessed correctly,
we must verify that the hypothesized value function and the associated
optimal controls indeed satisfy the Bellman equation. If they do not, we
try again. Over the years, researchers have found some classes of utility
functions that do have closed-form solutions. How do we know which
function will work? In general, it comes from trial and error guided
perhaps by “immortal hand or eye” or, as Professor William A. Brock
called it, “divine revelation.”

5.3.1 Linear—Quadratic Models

This is a commonly employed model in which the dynamics is linear in
state and control variables and the objective function is quadratic. Let x
be the state variable and ¢ be the control variable. For positive constants
a, b, and o, the problem is

o0
n{ia}x E, / e P! [—ax,2 — bcf] dt st.dx;, =c;dt +ox,dz;.
Ct 0

Then the Bellman equation is
o2
0 = max {—ax2 —bc? — pJ (x) +cJ (x)+ 7)62]” (x)} .

We shall try
J (x) = Ax?, A <O.

Ifthere is a solution for the parameter 4 such that the trial function solves
the Bellman equation, then this J (x) is a solution. Given this functional
form, the Bellman equation is simplified to

0= max{—axz — bc? — pAx? +24xc + Ao’x?).

c
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The first-order condition is

1.e., the control variable is /inear in the state variable. The second-order
condition of the Bellman equation is —2b < 0. Substituting ¢ = (A4/b) x
into the Bellman equation, we have the following quadratic equation

%A2+(az—p)A—a =0.
Since (62 — p)*> + 4a/b > 0, both roots are real. Then we choose the
coefficient 4 to be the negative (real) root of the quadratic equation.

The most commonly employed example of linear—quadratic model
is in the theory of consumption functions. It is employed mainly for its
tractability. Specifically, we assume the utility function is of the quadratic
form (5.6). Then the consumer’s problem is

o
n{la}xEW/ e P'U (¢, dt st.dW, =W, —c;)dt + oW, dz,.
Ct 0

Guess that the functional form of J (W) is

2r +o02—p b 2 o2 b \*
JW)=— -w — .
() 2 |:(r+02 ) + i <r+02>

The first-order condition becomes

b
(2r+62—p)(r+02—W>:b—c,

or

c=Qr+o’—p) W~ r = p).

7+ o2
To ensure ¢/ (W) > 0, or J” (W) < 0, we need
2r+02—p>0.

Given the standard assumption that » > p, we need a relatively large
initial wealth to ensure ¢ > 0. When » = p, the optimal consumption
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isc=(+0?) W >0if W > 0.1f, in addition, 6> = 0, then ¢ = r W,
which is consistent with the permanent-income theory.

There are, however, serious problems with this immensely popular
model. Under the assumption of » = p, the condition b — ¢ > 0 implies

b
we< 2
~r4o?

i.e., wealth is bounded from above. On the other hand, the dynamics of
wealth is a geometric Brownian motion

AW = —o*Wdt + o Wdz,

which is always positive and unbounded from above w.p.1. The model is
thus self-contradictory, and its applicability is certainly limited.

Exercise 5.3.1 Find the value function of the following linear—quadratic
problem:

max £ {5 e [—ax? — Bc? — y]dt}
s.t. dx; = (6x, + ne)dt + ox,dz,,
where «, B, vy, 8, n are all positive constants.

Hint. Try J (x) = Ao + A1x + A>x?, and then try to solve for Ay, A,
and Aj. Verify that Ay = 0. Or guess

J)=ax - L.
0

Then find A.

5.3.2 Linear—HARA models

We shall use Merton’s (1971) consumption—portfolio model presented
in the previous chapter as our example. For simplicity, assume there is a
risk-free asset with interest rate ». Assume the price of the risky asset 7,
i=1,2,...,n—1, follows a geometric Brownian motion, i.e.,

dP) = ;P dt + o, P} dz!, i=12,...,n—1, (5.8)

with (dzﬁ)(dz{ )=0ifi # j. Let s; be the share of wealth allocated to
asset ;. Recall that the consumer’s wealth follows the controlled diffusion
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process

n—1 n-1
dw = |:Zs,- (u; —r)W+(rW—C):| di+ ) sio;Wdz', (5.9)

i=1 i=1

and the consumer’s problem is formulated as
oo
I{na>}<E/ e "'U (c,)dt s.t. (5.9), with Wy = W. (5.10)
C,S; 0

Then the Bellman equation of the problem (5.10) is

n—1
0= ncleslx{U(c) —pJ(W) + [Zs,-(u,. W+ W — c):| J (W)

i=1
ln_l 2 271172
+5 i}:l:si o 2WRI(W) L (5.11)

From the first-order conditions of (5.11), we have

Ul)y=J W) (5.12)
and
_ M= J (W) _ .
S; = of [— WJ”(W)]’ =1,2,...,n—1. (5.13)

Utility Function of the Form (5.2)
If the utility function is of the form (5.2), then the marginal utility
function is of the form U’ (¢) = (ac + b)"Y* , ifa # 0. Try

J(W):A(Ll)(Wer’)‘—%, (5.14)
a p—
where 4 and b’ are to be determined. Clearly,
J(Wy= AW +b) e
Then (5.12) and (5.13) imply that

ac+b =AW +b")
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and

W = (“i . r) a(W+b).
o
This shows that, if (5.14) is a value function, then ¢ and each s; W are
linear functions of 7.

It remains to find 4 and b’ so that (5.14) is a solution to the Bellman
equation. To this end, we notice that

Hi —r

2
i (i — 1) WJ’(W)=( ) Aa (W + b))~

i

2
= (Mi r) A”a(ac—i—b)l*%

(o8

and

Hi—7r

2
s202WR)" (W) = — ( ) Aa (W +b)~s

i

2
—_ (“i r) A% (ac + b)'

o

are opposite in sign. In fact, all terms in the Bellman equation, except
possibly the term (r W — ¢)J’ (W) , have a common factor (ac + b)l_i.
Since J' (W) is of order (ac 4+ b)~/%, it suggests that we should choose
b’ in such a way that r W — ¢ is proportional to ac + b. To this end, we
choose b’ = b/ (ar) so that

1
rW—c=r(W+5b)—rb —c=rA%ac+b)— —(ac +b).
a

Substituting them into the Bellman equation and dividing it by (ac +
b)!~«, the Bellman equation is of the form WA* + & = 0, viz.,

1 1 0 12 rw =\
i — — d —lad?® =0.
a—1 a+|: a—l+2;( o +a “

If there is a solution for 4 to the above equation, then we are done. To
ensure its existence, however, we need ¥ ® < 0. Additional restrictions
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on the parameters are thus needed. Since that is rather straightforward,
we shall leave it as an exercise.

CARA Utility Functions
Assume the utility function is of the form (5.3). For notational conve-
nience, we shall denote it by

U()=—(/a)e ™, a >0,

with the degree of absolute risk aversion . An educated guess would be
that the value function is also of constant absolute risk aversion,

JW)=—(4/a)e ", A4>0,

because consumption ¢ should be related to permanent income » W. This
value function has a constant absolute risk aversion 7. Then, from (5.12),
the optimal consumption is

c=rW —(1/a)log(r4), (5.15)

and, from (5.13), the optimal portfolio rule is

siW = (“" ;r) <i> (5.16)
Ui or

It is interesting to point out that it is the absolute amount, s; W, not
the relative share of wealth invested in the risky asset, that is constant.
Substituting (5.15) and (5.16) into the Bellman equation and dividing it
by (4Ar/a)exp {—ra W}, we have

n—1 2
p 1 Hi—r 1
1 A—1+—+ = —_ ~)=0.
O +22,~=1< - ) ()
This determines the constant 4, i.e.,
1 o 12 /u—r\*/1
A=- 1—=—= - - 0.
r exp { r 2 ; < o; r =

Since log (r 4) # 0 in general, it is possible that, from (5.15), negative
consumption may occur. This will happen, for example, if W is very small
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and log (r A) > 0. Itis interesting to note that if » = p, thenlog(r 4) < 0
and there is no danger of negative consumption.

CRRA Utility Functions

Let the utility function be of CRRA, as represented by (5.7) . This class
of utility function is frequently employed in the literature and hence
deserves a discussion by itself. As with (5.14), we shall try the following
value function:

—a

A
J(W) = wi-e, A4>0,
— o

i.e., J (W) is also isoelastic. From (5.13),

wi—r
:—2 N

ao;

Si

i.e., each s; is a constant. From equation (5.12), we have
c= AW,

i.e., consumption is proportional to wealth. It remains to determine the
parameter A. Substituting ¢ and s; into the Bellman equation and dividing
itby A=*W1=% we have

A p 1 (= 1)
- —A+-) ———=0.
l -« 1—a+r +2; ao?

Thus, the Bellman equation is satisfied if we choose

_p_l—a (Mz—r)
4= [ Z } (5.17)

To ensure that 4 > 0, we need

p>(1—ot)|:r+ Z(“’ r)} (5.18)

This equation is also needed in Merton’s finite-horizon model. (See his
equation (47).)
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Logarithmic Utility Functions
Now suppose U (c¢) = logc as a special case of (5.4). The degree of
relative risk aversion is 1, i.e., « = 1. Then we choose

J(W)y=(1/A4)log W + B.

Notice that we have two coefficients 4 and B to be determined. In this
case, the share of each risky asset, s; = (u; —r)/ af, is still a constant,
and consumption, ¢ = AW, is still linear in wealth. Substituting ¢ and s;
into the Bellman equation, we have

log A + log W — (%>logW—pB

LI =)
+Z|:5272+1’—A =0.

=1 i

Clearly, we should choose 4 = p to get rid of log W terms, and

1 {1 (=)
B=-11 Sl [P N A A .
p{Og,0+p|:2Z o? tres

i=1 i

Exercise 5.3.2 Show that, if there is only one risky asset, then U (c) is
of HARA class if and only if ¢ and sW are linear in W.
Hint. See Merton (1971).

5.3.3 Linear—Concave Models

The best example of a linear law of motion and a strictly concave objective
function is the model of adjustment costs discussed in Chapter 4. The
value function of the adjustment cost model as set up in Pindyck (1982)
has no known closed-form solution. In order to obtain such a solution,
we examine a special case in which the market is competitive and the
production function is of Cobb—Douglas form. This example is due to
Abel (1983). Our presentation, however, is based on Chang (1993).

Competitive Firm
Suppose the inverse demand follows

dp=opdz, (5.19)
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i.e., the price follows a geometric Brownian motion with zero drift. Thus
p > 0 w.p.1 at all times. The investment equation is

dK = (I — 8K)dt. (5.20)

Let F(K,L)=K'"®L% 0 < a < 1. Then the problem is

I{I%E /Ooo e [pK'"LY —wL —vI — C(I)]dt
s.t. (5.19) and (5.20).
The corresponding Bellman equation is
0= max {pK'™*L* —wL —vI — C(I) —rJ(K, p)
+(I = 8K)Jk (K, p) + 3 0°p*Jpp(K. p)}.

The first-order conditions are

Jk (K, p)=v+C'(I) (5.21)
and

w = pa(K/L)™",

which implies
1%
L= <@> K.
w
Then the maximized short-run profit is
f=r
pKl—aLa_wL:(l—a)plla<_) K:hpﬁ[{,

where
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And the Bellman equation can be simplified as

0 = max {hpTe K — vl — C(I) —rJ(K, p)

+(I —8K)Jx(K, p)+ 1 o*p*J,p(K, p)}.

How to Guess the Solution

Mussa (1977, p. 171) showed that the market value of a competitive firm
is a linear function of the firm’ current capital stock if the production
function is linearly homogeneous in capital and labor. In other words, the
value function of the adjustment cost problem is linear in K, that is, the
shadow price of capital is independent of the level of the capital. This
suggests that an educated guess for the value function in the stochastic
case should have a similar form:

J(K,p)=G(p)K + H(p), (5.22)

so that Jx (K, p) is independent of the level of capital, K. It has the
interpretation that the expected market value of a firm is the expected
return from the existing capital, G (p) K, plus the expected value of
the firm’s capacity to create newly installed capital, H (p). The pres-
ence of price uncertainty, on the other hand, affects only the shadow
price of capital, Jx = G (p), and the expected value of new installment,

H(p).
Substituting (5.22) into the Bellman equation and comparing terms
(those with K and those without K'), we obtain

hpﬁ —(r+38)G(p)+ %02p2G”(p)=0 (5.23)
and
IG(p)—vI—C)—rH(p)+ %ozsz” (p)=0. (5.24)

The equation made up of the last two terms of equation (5.23) is

r+8)G(p)+ %azsz” (p) =0. (5.25)



5.3 Trial and Error 185

Equation (5.25) takes the form of an Euler’s homogeneous equation
whose solutions are of the power function form. Moreover, since Jg > 0,
we must have G (p) > 0 forall p. This suggests that a particular solution
to (5.23) should be of the form

G (p) = ahpTe,

for some constant a > 0. It is easy to verify that a satisfies, from (5.23),

o? 1 1
ool )

That is,

O'2 o

1
R S :
a 2 (1 -w)f

Some comments are in order. Since G (p) > 0, we must have a > 0
or

O’2 o

r+6>— .
2 (1 —a)

Equivalently, o2 has an upper bound. Though we have obtained a closed-
form solution, the model may not be applicable if the environment is very
volatile, i.e., if the variance is very large. We shall, however, assume this
inequality is valid in what follows.

Implications
An interesting implication of this closed-form solution is the effect of
uncertainty on investment. Specifically, from (5.21),

al aG (p) 1 da
/" p— p— —
C (I)a 2= g2 = hp1 (a 2)>()‘

Since C” (I) > 0, we have 3//3d0? > 0. We conclude that investment
rises with the degree of uncertainty. Another result is that our guess
Jxk (K, p) = 0 implies

I=(CYN (G (p)—v)=(C) " (ahpTs —v).
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Clearly, the optimal investment, /, is independent of K. Moreover, under
the assumption of constant prices, / is constant over time. Thus, we have
reestablished Gould’s result shown in Chapter 4.

To find an explicit solution for H (p), we need to spell out the
functional form of C (/). Once C (/) is given, we can solve for the
optimal investment, /, in terms of G (p). For example, if C (/) =
I'"P/(1+B), B >0, then I =[G (p) — v]"/# . Substituting G (p) =
ahpﬁ into (5.24), we can in principle find a solution for H (p).

Exercise 5.3.3 Show thatif C(I) = yI?, B > 1, and v =0, then

B/(B—=1)
G
B-17(52)
H(p) = — Bl—atap)o>
2(1—ay’ (1)’

5.3.4 Nonlinear—Concave Models

A closed-form solution for the value function for this class of problems is
generally difficult to obtain because of the nonlinearity of the controlled
diffusion process. The best example in this class is the optimal growth
model.

An Optimal Growth Model

To present this method, we have to be more specific about the concave
utility function and the concave production function. Let the utility func-
tion be of the form

1
U()= ', 0<a<l,
l -«

and the production function be of Cobb—Douglas form such that
f (k) = 4k*, 4> 0.

Notice that the production elasticity is the same as the degree of risk
aversion. Recall that the stochastic Solow equation is

dk, = [f(k)) — ¢, — (n — 0*) k,]dt — ok, dz,, (5.26)
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which is nonlinear. Then the Bellman equation becomes
0= mgx{ﬁclw — pJ (k) + [Ak* — ¢ = (n — 02 K] J'(k)
+ 1022 (k)|

How to Guess the Solution
The first-order condition of the Bellman equation is

= J k). (5.27)

Then the Bellman equation

o l—a

0= [J' ()] = pJ (k) +[f(k) — (n — o) k]J' (k)

l -«
1 272 g1
+ 7 k°J" (k) (5.28)
involves J(k) and its derivatives. Suppose we remove the production
function f'(k) from (5.28), 1i.e., suppose we look at the following equation:

o

0=

- [J ()] = — pJ (k) — (n — o) kJ' (k) + %azsz” (k).

(5.29)

The homogeneous component of (5.29) is Euler’s homogeneous equation,
whose solution is a power function of k. It is easy to verify that a ~'k'=,
for some constant a, isa solutionto (5.29). The presence of the production
function may still be manageable if the term f (k) J’ (k) is a constant.
This suggests that the problem can be solved if the production function
has a constant production elasticity .

Indeed, we shall guess the value function to be of the form

Jk)y=0—-a) ta k' +b. (5.30)

Then (5.27) implies that the optimal consumption is /inear in the capital—
labor ratio, i.e.,

c=a'’.

It remains to show that the value function (5.30) is legitimate. Since
J' (k) =a 'k and J” (k) = —aa"'k~*~!, every term in the Bellman
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equation is either of the form k'~ or of the form k°. A straightforward
calculation shows that the coefficients for A'~* and k° are, respectively,
governed by

%a(l_“)/o‘ ~1 iOl,oa_1 —(n—0%al- %20551_1 =0

and

Aa=' — pb =
Therefore,

[ e
o 2 o

and

b=p '4a7".

This example is obviously a very special case. Even a mild modifi-
cation of the model may not have known solutions. For example, if the
production function is still of Cobb—Douglas form but the production
elasticity is different from the degree of relative risk aversion, then equa-
tion (5.30) can not be a solution to the problem. As mentioned earlier, it
is the nonlinearity of the Solow equation that makes the problem hard.

5.4 Symmetry

What is a symmetry? Loosely speaking, it is a transformation so that
the transformed geometric object is the same as the original object. For
example, given a square, a rotation of 90°, 180°, 270°, . . . about its center
will leave the square invariant. Any of these transformations is a symme-
try. Similarly, any rotation of a circle about its center is a symmetry. A
sine curve is invariant under a translation of 2k, where £ is an integer.
Higher-dimensional geometric objects also have their symmetries, e.g.,
a rotation of a sphere about its axis.

A typical intertemporal optimization problem has two components:
the objective function and the law of motion governing the dynamics of
the model. In stochastic control problems, the dynamics is summarized
by a controlled diffusion process. The set of solutions to the controlled
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diffusion process is a geometric object in the space of the state and control
variables. A transformation (change of variables) of the original control
problem changes the objective function and the dynamics, and gives
rise to a new value function. However, some changes of variables may
have left the dynamics invariant. Such a transformation, if it exists, is a
symmetry, because it represents the same law of motion. If the objective
function is preserved in some ways, then the new value function can be
related to the original value function. Then it is possible to ascertain the
functional form of the value function.

It would be instructive to apply this idea to some well-known results
in standard consumer theory. A typical consumer problem has two com-
ponents: tastes and opportunities. The former is described by the prefer-
ence structure and the latter is characterized by the budget equation. The
budget equation represents the budget line, the geometric object in this
problem. By definition, the indirect utility function is

V (P, I)=m§1x{U(X):P-X=I}.

Suppose U (X) is homogeneous of degree « > 0 in X. We shall show
that the indirect utility function is homogeneous of degree « in /, using
the symmetry method. The symmetry we are looking for is

o (P, I,X) =P, yl,yX), y >0,

because the budget line {X : P- X = [} is identical to {X: P - (yX) =
y I}. While the budget equation remains unchanged, the objective func-
tion is changed into U (y X) = y“U (X). Therefore, the new value func-
tion V' (P, y 1) is related to the original V' (P, 7) by a factor of ¢, i.e.,
we have the equation

VP, yl)=y*V(P,I).

Hence, V' (P, I) is homogeneous of degree « in /. Incidentally, this
proposition is often used to illustrate the law of diminishing marginal
utility of income if ¢ < 1.

Itis useful to compare this symmetry argument with the standard proof
in price theory for this proposition. The standard proof goes as follows.
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Using the change of variables, Y = y X,
VP, yl)= m‘z{ix{U(Y) PY=yl}= m}z(lx{U(yX) P (vX) =y}

= y“m)?x{U(X):P-X:I} =y*V (P, I).

This makes the point that the method of symmetry is not new to
economists, and certainly is not a “fearful” one.

Exercise 5.4.1

(1) Suppose U (X) is homogeneous of degree a in X. Show that
V (P, I) is homogeneous of degree —a in P.

Hint. The symmetry is

P, 1L,X)=wP, I,(1/y)X).

(2) Suppose U (X) is homogeneous of degree o in X. Show that
V (P, I) is homogeneous of degree zero in (P, I).
Hint. The symmetry is

P, 1,X)=(yP,y[,X).

5.4.1 Linear—Quadratic Model Revisited

This is the simplest case. The law of motion is

dx =cdt +oxdz.

If we change the state variable from x to yx, for some y > 0, and change
the control variable from ¢ to y ¢, the law of motion remains unchanged.
In other words, the transformation

®(x,c)=(yx.yo)

is the symmetry we are looking for. Then, the transformed objective
function is

E/ e P[—a(yx)* —b(yc)]dt = yzE/ e P! [—ax? — bc*]dt.
0 0
This says that the indirect utility function satisfies the following equation:

J(yx) =y2J (x), y > 0. (5.31)
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It is well known that a real-valued function that is homogeneous of
degree 2 must be of the form

J (x) = Ax?,

as shown earlier. The constant A can also be solved as follows. Substi-
tuting ¥ = 1/x in (5.31), we have J (1) = (l/x)2 J (x), which implies
J (x) = J (1) x2. Thus, the constant A4 has the economic meaning J (1).

There is a new result using this approach. Under “divine revelation,”
we try J (x) = Ax?, and it works. Thus J (x) = Ax? is a solution. Un-
der symmetry, however, we show that the value function has to be of
this form. Hence, J (x) = Ax? is the solution in the class of C? func-
tions. The constant A4 is uniquely determined by the Bellman equation,
as demonstrated before.

5.4.2 Merton’s Model Revisited

Merton’s consumption and portfolio selection model provides a nice con-
trast between the symmetry method and the “divine revelation” method
of the previous section.

CRRA Utility Functions

Let U(c)= tc'""* a > 0, a # 1. For a symmetry to be useful,
we have to be able to exploit the nature of this utility function, specifi-
cally, that it raises consumption to its (1 — «)-th power. It suggests that
the symmetry will be in some multiplicative form. Suppose we dou-
ble wealth at all times. Intuition tells us that consumption at all times
should also be doubled. Suppose that is the case. Now look at the bud-
get equation (5.9) . If all wealth and consumption are doubled, and if the
share of the risky asset remains unchanged, then the new budget equation

becomes

i=1

n—1
d(yW) = [Zsi (=YY W)+r(yw) - 7/6} dt

n—1
+ ) sioi (yW)dz'. (5.32)
i=1

Notice that equation (5.32) is the same as equation (5.9) multiplied by y .
Then both equations should describe the same dynamics. In other words,
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the transformation
CD(W, CyS1yenns S,,_l) = (]/ w, YC, Sty ...,y Sn—l) (533)

is a symmetry.
Using this symmetry, the transformed utility is

1 —o —a
Uye) = m (J/Cz)l = J/l Ulc).

We can pull the factor '~ outside the maximization problem. What
remains then is a problem that maximizes the original utility function
subject to a law of motion, which is identical to the original law of
motion. Other than the extra term y ! =, the rest is the same as the problem
(5.10) . Therefore, the value function associated with the initial wealth
yW,J (y W), can be equated to the value function associated with (5.10)
as follows:

JyW) =y Jw). (5.34)

This says that the value function is homogeneous of degree 1 — «. Setting
y = 1/ W, we have

JWy=JQ)yw'.

Again, this is the only functional form for the problem. The determination
of J (1) will proceed as before.

Let U (¢) = logc. A major property of logarithmic functions is that
the logarithm of the product equals the sum of the logarithms, i.e.,
logab = loga + logb. This again suggests that the symmetry we are
looking for is also of multiplicative form. Indeed, it is similarly veri-
fied that transformation (5.33) is a symmetry. Using this symmetry, the
transformed utility is

U(yc)=log(yc)=logy + U (c).

Then the objective function becomes

o0 oo 1
E/ e P'U (ye)dt = E/ e P'U (c;)dt + —logy.
0 0 Y
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Thus, we have

JyW)=JW)+(1/p)logy. (5.35)
Setting y = 1/ W, equation (5.35) leads us to

JWy=({1/p)logW + J(1).

The constant J (1) can be determined as before.

CARA Utility Functions
Let the utility function be of constant absolute risk aversion, U (¢) =
—e~*, It should be obvious to the reader that the symmetry (5.33) does
not work in this case. This is because we cannot separate U (¢) = —e™*¢
from U (yc) = —e "¢ = —(e7*“)” in an additive or a multiplicative
form. We must look for a different symmetry. In contrast to the case
of logarithmic utility function, the exponential functions satisfy that the
exponential of a sum is the product of exponentials, e?*? = e?e?. This
suggests that the desired symmetry is of additive form.

Suppose wealth goes up by y at all times. Assume ¢; is transformed
to ¢, and s, is transformed into s;. Then we have a new budget equation

n—1

d(W +y) = {Zs;(m — W+ ) +r(W +y) - } dr
i=1

n—1

+ ) slo(W +y)dz'. (5.36)

i=1

The left-hand side of (5.36) satisfies d (W; + y) = d W,. For the budget
equation (5.36) to be the same as the budget equation (5.9), we need the
following two equations:

n—1

D sl =W +y)+r(W +y)—c

i=1

n—1
= silw, =W +rW —c (5.37)

i=1
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and
n—1 n—1
Zsl-/ai(W+y)= ZsiaiW. (5.38)
i=1 i=1
Equation (5.38) is satisfied if
W
S=—— i=1,2,...,n—1. (5.39)
W+y

Substituting (5.39) into (5.37), we have
d=c+ry. (5.40)

Equation (5.40) is actually quite intuitive. It says that if wealth goes
up by an amount y, then consumption will go up by the corresponding
permanent income ry. To summarize, the symmetry we are looking for
is

CD(W ) W—l— + S1W Sn_lW
L Cy STy ey Spo1) = ,c+ry, e, .
! ! v V' wiy W+ y
(5.41)

Using this symmetry, the utility function is
U, +ry)=—e @tV = =7 (¢,),
and the value function satisfies the equation
JW+y)=e "I (W).
Setting y = — W, we arrive at
JW)=J(0)e ", J(0) < 0.

It shows that the value function has a constant absolute risk aversion ar.
Using this value function, the optimal consumption is

c=rW —(1/a)log[—rJ (0)],

which is (5.15), except that the constant 4 may be interpreted as —J (0).
Similarly, the share of wealth invested in the risky asset is given by (5.16).
The determination of J (0) is straightforward.
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5.4.3 Fischer’s Index Bond Model

This example shows that sometimes we have to use more than one sym-
metry to solve the problem. As mentioned in the previous chapter, there
are three assets in this model: index bonds (asset 1), equity (asset 2),
and nominal bonds (asset 3). Recall that the general price level follows
a geometric Brownian motion

dP
?Zﬂdt—f—ale. (542)
Let 51,5, be the share of wealth invested in index bonds and equity

respectively, and let R; be the nominal return to asseti, i = 1, 2, 3. Then
the budget equation is

2 2
AW = {Zsi(zei — RYW + Ry — Pc} di+ ) soWdz'. (543)
i=1 i=1

Assume the utility function is of constant relative risk aversion, U (c¢) =
=/ (1 —a), a > 0. Then the consumer’s problem is

o) 11—«
max Ey / e S gt st (5.42) and (5.43).
{e.s1,82} 0 l -«

The first symmetry is similar to the one from Merton’s model,
o (W, P,c,s1,8) =W, P,yc,s1,52).
Under this symmetry, the value function satisfies
J(yw,P)=y'"=J (W, P).

This equation says that the value function is homogeneous of degree
1 — « in W. Thus, we may write

JW,P)y=J(1, P)w'. (5.44)

An immediate corollary is that J (W, P) exhibits constant relative risk
aversion in wealth.
There is another symmetry

Sy (W, P,c,s1,8)=(yW,yP,c,s1,5).
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Under this symmetry, the value function satisfies
JyW,yP)y=J(W,P). (5.45)

This equation says that the value function is a function of real wealth,
not nominal wealth. Moreover,

J,PYWI ™ =J(W,P)=J(yW,yP)=J(1,yP)y'ew',

implies that
J,yP)y'™*=J(, P).
Setting y = 1/ P, we have
J(,P)=J(1,1)(1/P)™.
Consequently, the value function is of the form
JW,P)=J(1,1)(W/P)™. (5.46)

This value function should come in handy in solving for the demand
for the index bond problem. Recall that, in the previous chapter, we
assumed that the value function is homogeneous of degree zero in W
and P, based on the assumption of no money illusion. Here we proved
that there is indeed no money illusion.

Exercise 5.4.2 Let the utility function be logarithmic, U (c¢) = logc.
Show that the indirect utility function for Fischers index bond problem
is of the form J (W, P)=J(1,1)+ log(W/P).

5.4.4 Life Insurance

As discussed in Chapter 4, we can convert an uncertain-lifetime problem
into a deterministic optimization problem by using the survival function

S(t) = ftT 7 (t) dt. Assume there is only one risky asset, and recall that
the budget dynamics is

th = [St(//l/ — V)Wt + (V Wl‘ — Cl‘) — 9, Ql‘] dt + S0 Wt dZt, (547)
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where 6, is the insurance premium per dollar of coverage, and Q; is the
amount of insurance purchased at age ¢. Let the bequest function be of
the form B (¢, Z;) , where Z; = W, 4+ Q, is the contingent bequest. Then
the problem of life insurance purchase is

T
Jnex / [e”'S(t)u(c)+ 7 (1) B(t, Z,)]dt s.t. (5.47).
¢S, Y1 J )

Recall that, for easy computation, we have set the value function to be
of the form S (¢) J (¢, W;) with hazard rate A (t) = 7 (¢) /S (¢).

To apply the symmetry method, let both the utility function and the
bequest function be isoelastic with the same elasticity «, i.e., fora > 0,

1

clfoz
l —«a

u(c) =

and

1
B(t,Z)= l—e_"”Zl_“.

Then

S We,covse, Q) = (v Wi yer, s, v Qr)
is a symmetry. Thus, the value function satisfies
J,yWy=y'"""J@, w).
Then the value function is of the form

S J(t, W)= %S(t)J(t, Hw-,

—

where J (¢, 1) is to be determined from the Bellman equation. From the
Bellman equation

0= max {e "u(c,)+ M0)B(t, Z,) + J — M(t) J

¢S, Q1

+ s =)W, + (W — ;) — 0,01 JIw
+(0?/2) st Wi dww )}
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the first-order conditions are

e (cr) = Jw,

—r\ 1
SIWIZ(M 3 )— Vt,
o o

and
)\(Z) Bz (f, Zt) =6,Jy.

Thus, the optimal consumption is

Pt e
c(t)= [J(t, 1)} W),

and the optimal quantity of bequest is

1

A(t) e Pt =
Z(t)= [ 6, (. 1)} W(t).
In addition to the standard results from Merton’s model that consumption
is linear in wealth and the share of wealth invested in the risky asset is
constant, we also have the result that the optimal quantity of contingent
bequest is proportional to wealth. This is in line with the standard result
on life insurance a la Fischer (1973). Richard (1975) noted that in the
case of Z(¢) < W(t), the consumer becomes the seller, not the buyer, of
life insurance.

5.5 The Substitution Method

The essence of this method is this: Since the first-order conditions enable
us to express all control variables as functions of state variables, a direct
substitution will turn the Bellman equation into a differential equation in
state variables alone. Then the value function can be solved for, at least
in principle, through this differential equation. To do so, we assume the
value function is smooth enough to have continuous n-th order derivatives
if necessary.
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To illustrate, we return to the optimal growth model. Recall that the
stochastic optimal growth problem is

oo
maxEk/ e "'U (c,)dt s.t. (5.26),
0

{er}

and the Bellman equation is

0= m?x{ U(c) — pJ(k) + [ f(k) — ¢ — (n — aD)k]J (k)

Lo ;//(k) } (5.48)
The corresponding first-order condition is
U'(c)=J (k), (5.49)
which implies
c = U)W J (k). (5.50)

Substituting this ¢ into the Bellman equation, we have the following
equation:

U((U) (' (k) = pJ (k) + [ f (k) — (U (J' (k) — (n — 0 7)k] J (k)
+10%32J"(k)=0. (5.51)

Notice that equation (5.51) is a second-order, nonlinear ordinary differen-
tial equation in J (k). The presence in it of f(k)J'(k), U((U")~'(J'(k))),
and (U")~1(J'(k))J' (k) makes it difficult to find a closed-form solution.
Thus, numerical estimation may be useful after an honest attempt has
been made. In addition, we need some initial conditions to ensure the
uniqueness of the solution.

On the other hand, if the utility function is of isoelastic form, U (¢) =
"=/ (1 — a), then U’ (c) = ¢~ and hence (U’)~! (x) = x~!/*. Then

1
U(WH (W) = T 1,
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and
U NI (k)T (k) = [J' (k)] =,

Hence, equation (5.51) can be simplified to (5.28). As shown before, we
can find a closed-form solution to this equation.

5.6 Martingale Representation Method

The method of martingale representation is to change the probability
measure so that the original problem is transformed into something more
manageable. This is another change-of-variables method. However, the
emphasis is on transforming the probability measure, whereas the em-
phasis of the symmetry method is on keeping the underlying dynamics
invariant.

The method was developed by Cox and Huang (1989, 1991). Recall
that the existence theorem for an optimal policy requires that the ad-
missible set of controls be a compact set. For the consumption—portfolio
problem in which the purchase of securities is supposedly without limit,
this compactness condition could be problematic. At the very least, it
makes the existence of a solution an issue, if we employ the dynamic
programming method. Their objective was to find an alternative way of
solving a more general consumption—portfolio problem. A by-product is
an alternative way of finding the value function, to which we now turn.

Recall that in calculus, when transforming one vector-valued function
to another, we pay attention to the Jacobian matrix, which represents its
vector-valued derivative. There is a similar result in transforming prob-
ability measures. The derivative in question is called a Radon—Nikodym
derivative. Formally, a probability measure Q is absolutely continuous
with respect to another measure P (alternatively, Q is dominated by
P) if for each 4 € F, P (4) = 0 implies Q(A4) = 0. According to the
Radon—Nikodym theorem, if Q is dominated by P, then there exists a
measurable function (Radon—Nikodym derivative), denoted by d 0 /d P,
such that

d
0(4) = /A C apw).

The Girsanov transformation to be discussed below shows us how to
identify dQ/d P.
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5.6.1 Girsanov Transformation

To motivate the Girsanov transformation, we begin with the following
stochastic differential equation:

dX = —(0%/2) dt + 0 dz,

where 6 is a measurable, adapted process to be formally defined later.
Ito’s lemma shows that

1
de* = eXdX + EeX (dX)? = e*0dz.
In integral form, if we assume X (0) = 0, then

t
X =1 —}—/ X009 (s) dz.
0

If 6 (¢) is w.p.1 uniformly bounded, as assumed in Cox and Huang (1991),
then 6 (s) ¥ is square integrable satisfying the zero expectation prop-
erty of the Ito integral. Hence,

t
E[eX“>]=1+E[ / e’“”@(s)dz]zl vi<T.
0

The line of reasoning extends to
t 92
E["V|F] = E{exp{/ (—E>dt+9dz} fs} =1,
O0<s<t<T,

if X(s) =0.
Let

n(t,@)=exp{/0t—(62/2)dr+9dz}. (5.52)
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Then

E[n(.0)|F]

s 2 t 2
=E|:exp{/0 (—%)dr%—@dz}exp{K <—%)dr+9dz} ]—"S]
t 2
=n(s,9)E|:exp{/ (—%)dr—f—@dz} fs]zr](s,é).

That is, {n (¢, )} is a martingale.

The above heuristic argument is valid under certain conditions. For-
mally, if 6 (¢) is a measurable, adapted process satisfying (i) 0 (¢) €
My ([0, T, Q), i.e.,

T
P[/ Q(t)zdt<oo}:1, 0<7T < oo,
0

and (ii) the Novikov condition

E[exp{%/le(r)zdr” < 00,

then {7 (¢, )} defined in (5.52) is a martingale. See Karatzas and Shreve
(1991, section 3.5).
Define a new probability measure by

Q(A)=E[n(T,9)1A1=/n(T,e)dP(w),
A
1e.,

40 (@) = 1(T.0)dP (@).

Thus, the Girsanov transformation plays the role of d Q/d P.
Once the probability measure is changed from P to O, we define a
new stochastic process

dz* =dz —0dt. (5.53)

It can be shown that z* is a standard Wiener process with respect to the
new probability measure, Q. See Karatzas and Shreve (1991, p. 191).
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5.6.2 Example: A Portfolio Problem

The relevance of the Girsanov transformation can be seen from the fol-
lowing reformulation of the consumption—portfolio problem. The objec-
tive function is the standard

T
E / e u(c(t)dt +e TV (W (T)), (5.54)
0

which is similar to the life-cycle theory of consumption with bequest
motive. The interesting part is the budget equation.

To keep the presentation simple, we consider only two assets: one
risky, the other risk-free. The risky asset carries dividends, which have
an instantaneous return § (S, ¢). More precisely, if S (¢) is the price of the
risky asset (security) at time ¢, then the dividend at time ¢ is

D)= /OtS(S,s)ds.

Assume S (¢) + D (t) = G (¢) follows a diffusion process (not necessar-
ily a geometric Brownian motion)

dG =dS+8@)dt = u(S,t)dt + o (S, t)dz. (5.55)

We shall refer to G (¢) as a gain process. It is useful to note that if
3(t)=0,u(S,t)=puS, and o (S, t) = oS for all ¢, then G(¢r) = S (¢)
is a geometric Brownian motion, the case we have covered before.

In contrast, the price of the risk-free asset (bond) follows the simple
equation

dB (1) =r(t) B (t)dt.

The gain process measured in units of bonds is G*(t) = G (¢) /B (¢) . If
we consider the standard case that (1) =r V¢ < T, then B (t) = €"*
and G* (t) = e "G (¢) /B (0) . If, in addition, we use the period 0 bond
price as the numeraire, i.e., B (0) = 1, then we have G* (1) = e "' G (¢),
which is the discounted gain process.

Let o and 8 be, respectively, the number of shares of bonds and of the
risky asset. By construction, the wealth at time 7 is

WO =a@)B@)+B1)G@).
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Similar to Merton’s model discussed in Chapter 3, the wealth equation is
dW @) =a@t)dB @)+ B(t)dG(t) —c(t)dt, (5.56)

with initial wealth W (0) = « (0) B (0) + 8 (0) S(0). In integral form,
Ot(t)B(t)+ﬁ(f)[S(t)+D(t)]+/ c(s)ds
0
=a(0)B(0)+B(0)S(0) +/0 [ (s)7 (s) B(s)+ B (s) (S, s)]ds

+/l/3(s)cr(S, s)dz. (5.57)
0

The left-hand side of (5.57) is the value of the portfolio at time ¢ plus
the accumulated consumption up to time t, while the right-hand side is
the initial value of the portfolio plus the accumulated capital gains (or
losses). This is related to the consumer’s budget equation. To complete
the budget constraint, we note that the boundary condition for time 7 is

W(T)=a(T)B(T)+ B(T)S(T). (5.58)

This last equation is needed because the sample functions are right-
continuous with left limit. It ensures that borrowing to consume without
paying back is not admissible.

In summary, the problem is

T
max E e Puc@t))dt +e TV w(T
{a(t), B(t),c(t), W(T)} W"/o (c@) (WATY)

s.t. (5.57) and (5.58).

The consumption—wealth pair (c (¢), W (¢)) in (5.57) and (5.58) is said
to be financed by the trading strategy (o (t), B (1)).

5.6.3 Which 0 to Choose?

By Ito’s lemma, the normalized gain process satisfies

dG (1) G(1dB ()
B (1) B(t)’

dG*(t) = d (%) (t) =

R a(S,1)
= B—(t)[M(S,t)—r(t)G(t)]dt+ 30)

dz.  (5.59)
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We choose our 8 (¢) to be the mean—variance ratio of the above equation,
6(1)=—0 (S, )" [n(S, ) —r ()G ®)]. (5.60)

The factor o (S, t)f1 stands for the reciprocal of o (S, ¢). It goes without
saying that in the case of multiple risky assets, o (S, )" is understood
as the inverse matrix.
It is useful to observe that if § (1) = 0, w (S, ) = uS, and o (S, t) =
oS forall ¢, then G (t) = S(¢), and
uS—rS  pu—r

@)= oS o

is constant over time. Thus, (5.60) is a natural extension of the simple
case.
Now we are ready to study the dynamics of G* (¢). From (5.59),

e (G, 0@a(S,t) o(S1)
dG(t)_d(B)(t)_ 50y T B

. o (S,1) _ o (S,1)
=30 [dz —06(t)dt] = B0

dz*,

by (5.53). This is the most interesting result, because the drift is zero,
i.e., the “denominated” gain process G* (¢) is “detrended” with respect
to the probability measure Q.

While dG* has zero drift, the drift of dG is nonzero. Again from
(5.59),

dG = B(t)dG* + % =0 (S, 0)dz* + G()r (1)dt
=0 (S, 0)dz" +[u(S,t)+6)o (S,1)]dt,
using (5.60). Thus, if we denote
pr (S, 1) =p(S,0)+60@)o (S, 1),
then
dG = u* (S, t)dt + o (S, t)dz*.

Mathematically, this is known as Girsanov’s theorem. By changing
the probability measure, we can convert a given Ito process into another
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Ito process with an arbitrary drift. Put differently, if we consider the
gain process under two different probability measures as two different
stochastic processes, they must have the same sample functions. This
last part is important because we want to change the probability measure
without changing the underlying gain process.

5.6.4 A Transformed Problem

Now we shall convert this dynamic optimization problem into a static
one. Using (5.53), (5.55), (5.56), (5.59), (5.60), and Ito’s lemma, we
have

W (1)
'(70)
AW W(®dB@)
 B(®) B(t)
_a()dB)+B1)dG (1) —c(t)dt
B B (1)
@B+ B0 GO (1)dt
B (1)
_ w(S,)ydt+o(S,t)dz _c(t) B r(l)G(t)
"3(’)[ B ) } 50" P00
_B@ (S, ) —r ()G @)]dt n B()o(S.1)dz  c(1) Jt
- B (t) B(t) B (1)
_BOO@) (S, t)dt N BWo(S.0dz @)
B(t) B (t) B (1)
_B@)o (S, t)d C(t)
=—" " “dz* dt.
B (1) B (1)
In integral form,
W) ’C(S) B(0) S (0) "B(s)o(S,s)
T T iRy Tl e T

This is a budget equation measured in units of bonds. Taking the expec-
tation of the above equation with respect to the transformed probability
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measure Q, and denoting it by £*, we have

T
E*{W(T)+/ ¢(s) ds}:a(O)-i—ﬁ(O)S(O)— W
0

B )y Bes) 3oy B O

Notice that the control variables « (¢) and B(¢) are not in the equation.
Then the problem becomes

T
E* —pt O)dt +e TV (W (T 1. (5.61).
O IT) /0 e Pu(c() e (W(T)) s.t. (5.61)
(5.62)

According to Bayes’s rule, the expectation with respect to the trans-
formed probability measure can be transformed back to an expecta-
tion with the old measure. See Karatzas and Shreve (1991, Lemma 5.3,
p. 193). That is, equation (5.61) can be written as

E{w+/TMd¢}—@ (5.63)
0

B(T) B() :ION

Then the value function J (W) for the optimization problem

T
—pt 7,0T
{C(glha%(T)EWO/O e "t )ulc@)dt+e " n(T,0)V (W(T))

st.(5.63)  (5.64)

is the same as the value function for (5.62). The problem (5.64) is a
standard Arrow—Debreu uncertainty problem, which in principle is much
easier to solve.

For easy reference, the commonly employed special case of () =
r V¥Vt < T and B (0) = 1 would simplify equation (5.61) to

T

E*{e—’TW(T)+/ e_rsc(s)ds} =W (0). (5.65)
0

Then Bayes’s rule implies

T
E{e‘rTn(T,Q)W(TH-/ e‘r’n(tﬁ)C(t)df} = W(0).
0



208 How to Solve it

Example 5.1 Considerthecased(t) =0, u(S,t) = uS,0(S,t) =08,
BO)=1,andr(t)=r forallt. Then G(t) =S(t), and 0 (t) =60 =
—(u —r) /o is constant over time. Then the Girsanov transformation
is

t 2 2
n(t,0)= exp{/(; (—%) dr —|—0dz} = exp{—%t+92(t)},

and the budget equation (5.63) becomes

T
E {e(rJrez/z)Teez(T)W(T) +/ e*(r+€2/2)te€z(t)c (t) dt} = W(O)
0

Clearly,
D (W,c) =W, c)

is a symmetry. Therefore, if u(c (t)) and V (W (T)) are isoelastic, then
so is the value function J (Wy). This is consistent with Merton s result.

5.7 Inverse Optimum Method

The methods mentioned above have a common theme: Given the prefer-
ence structure and the budget equations, we try to find the value function,
from which we can ascertain the observable policy functions. These ob-
served behavioral functions are then put to empirical tests or used to
derive policy implications. The goal of solving an optimization prob-
lem is to enhance our understanding of the observed behavioral func-
tions.

There is another way to better understand these behavioral functions.
Any constrained optimization problem has three components: an objec-
tive function, constraints, and policy functions. The standard optimiza-
tion can be described as: given the first two (objective function and con-
straints), find the third (policy functions). The inverse optimum method
is the “inverse” of the standard approach in the sense that given the third
and one of the first two, we find the other one. If there is a solution to
this inverse problem, then we can say that the given behavioral func-
tions are consistent with the economic theory of optimizing behavior.
This approach can also be used to check compatibility among the three
components.
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A good example of an inverse optimum problem is the integrability
problem in consumer theory, which can be stated as follows. Suppose
we have a system of demand functions in hand. The question then is
this: Can we find a utility function such that the solution to the utility
maximization problem (subject to the budget constraint) is indeed the
given system of demand functions? In other words, we are to find the
preference structure given the policy functions and the budget equation.

The dynamic version of the integrability problem in the context of
optimal growth is called the inverse optimal problem by Kurz (1969).
Formally stated, given an observed saving function and the Solow equa-
tion, we are to find a preference structure (a utility function and a discount
rate) such that the observed saving function is the optimal policy func-
tion of an optimal growth problem. Our presentation, however, follows
Chang (1988), which covers both deterministic and stochastic cases.

The economic significance of the solvability of the inverse optimal
problem is related to the equivalence principle (the dynamic equiva-
lent of welfare theorems). The equivalence principle says that a perfect-
foresight competitive equilibrium solves the optimal growth problem,
and conversely, the solution to the optimal growth problem is supported
by a perfect-foresight competitive equilibrium. Then, the solvability of
the inverse optimal problem ensures us that the observed policy function
is supported by a perfect-foresight competitive equilibrium.

5.7.1 The Inverse Optimal Problem: Certainty Case

Assume we observe ¢ = ¢ (k), which is a continuously differentiable
function of k with ¢’ (k) > 0. If this observed consumption function is an
optimal policy function of the optimal growth problem, then it satisfies
the Bellman equation,

0=U(c)— pJ (k) +[f (k) —nk —c]J (k).
Differentiating the Bellman equation with respect to k, we have
0=[f" ()= (n+p)]U () +Lf (k) = nk —clc' () U" (c), (5.66)
by using the first-order condition

U=J k)  fork>0
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and
U’ () (k) =J" (k) for k > 0.

The solution to (5.66) solves the inverse optimal problem with two de-
grees of freedom: the choice of U (¢y) and U’ (¢p) . It simply says that
we need two initial conditions; that is, the optimal policy function is
invariant under a linear transformation of the utility function.

The solution to the one-dimensional, deterministic inverse optimal
problem is well known and is summarized in the next two propositions.

Proposition 5.2 Assume there is no steady state to the Solow equation
k = f (k) — nk — c. Then the inverse optimal problem for any continu-
ously differentiable consumption function satisfying ¢’ (k) > 0 is solvable

if and only if f' (k) > n for all k.

Proof. Sufficiency: Since there is no steady state, £ > 0. Then (5.66)
can be written as

U () +g (k) U (c) = 0, (5.67)

where

el LD =0+p)
[f (b = nk = e (k)

Equation (5.67) is a first-order differential equation with solution

U'(c) = U’ (co) exp {— / g(c! (x))dx}. (5.68)
Co

The exponential form of U’ (¢) says that U’ (¢) > 0 if U’ (cp) > 0. To

ensure U” (c¢) < 0, we need g (k) > 0 for all k. The stated condition,

f" (k) > n for all k, will be sufficient. In this case, we choose any p

satisfying 0 < p < " (k) — n for all k.

Necessity: If there exists p > 0 and a concave utility function U (c)
such that a C'-class consumption function ¢ = ¢ (k) with ¢’ (k) > 0 is
the optimal policy function, then (5.66) (and (5.67)) is satisfied. Since
U >0,U"<0,c (k) > 0,andk > 0, it must be the case that g (k) > 0,
ie, fflk)y>n+p>n. N
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This proposition says that, in the case of no steady state, the inverse
optimal problem is solvable if and only if the production function never
crosses the population maintenance line (f’ (k) > n). The next propo-
sition deals with the case when there is a nontrivial steady state £*. At
k*, k = f (k) — nk — ¢ = 0. Then the coefficient of the U” (¢) term in
(5.66) vanishes at £*. In this case, equation (5.66) has a singularity at k*.
However, this singular point is a removable singularity and can be made
a regular singular point. Consequently, the problem can still be solved.

Proposition 5.3 Assume there is a steady state, k*, to the Solow equation
k = f(k) — nk — c. Then the inverse optimal problem for any continu-
ously differentiable consumption function satisfying ¢’ (k) > 0 is solvable
ifand only ifn < f'(k*) < n 4+ (k%).

Proof. Sufficiency: Suppose there is a steady state £* and an observed
continuously differentiable consumption function ¢ = c (k) satisfying
¢’ (k) > 0. Recall that the costate equation is

p=-plf (k)= (n+p)

At the steady state, p = 0, f’ (k*) = n + p. The stated condition, n <
1" (k), enables us to choose p = f’ (k*) —n > 0. It remains to find a
concave U (c).

Since k = 0 at k*, equation (5.66) has a singular point of order one
at k*. However, we shall turn this singular point into a regular singular
point. To this end, we first factor out £ — £* from (5.66) to obtain

Gk (k)yU" (c)+ H(k)U' (c) =0, (5.69)
where
_ fk)—nk—c .
and
=000 e

Next, we define G (k*) and H (k*). By I’Hopital’s rule, we define
Gk*=f (k*)—n—c (k*) and H (k*) = " (k*) < 0, so that G (k)
and H (k) are continuous for all k. Then equation (5.69) is defined for
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all k. It is straightforward to verify that H (k) < 0 for all k. To ensure a
concave U (c¢), we must have G (k) < 0 for all k.

The stated condition, f’(k*) < n + ¢’(k*), implies that G(k*) < 0,and
hence the concavity of U(c) in the neighborhood of k*. In that neigh-
borhood, ¥ > 0 fork < k* and k < 0 for k > k*. Since k* is unique, this
local property (k > 0 for k < k* and k < 0 for k > k*) is also global,
which implies that G(k) < 0 for all £. Hence, U(c) is concave for all k.
Then we set g(k) = H(k)/[G(k)c'(k)] and choose U(c) by way of (5.68).

Necessity: Suppose the solution to the inverse optimal problem (p >
0 and concave U (¢)) is given. Since £* is the steady state, f” (k*) =
n + p > n. The concavity of f (k) implies H (k) < 0 for all k. Then,
from (5.69), G (k) < 0 for all &, by the concavity of U (c¢) . In particular,
0>GKkY=fkY—n—-C k). N

Itis bestto decomposen < [/ (k*) < n + ¢’ (k*) into two inequalities.
The firstisn < f’ (k*), that the marginal product at the steady state is not
less than the population growth rate. This is quite obvious. The second
is

J1 k") = (k") <n,

which says that, at the steady state k*, the savings function, f (k) —
¢ (k), crosses the population maintenance requirement line m = nk from
above.

5.7.2 The Inverse Optimal Problem: Stochastic Case

Assume we observe ¢ = ¢ (k), which is a twice continuously differen-
tiable function in k£ with ¢’ (k) > 0. Ifthis observed consumption function
is an optimal policy function of the optimal growth problem, then it sat-
isfies the Bellman equation,

0=U(c)— pJ(k) + [ f(k) — c — (n — o*)k]J (k) + % o*k> " (k).

In particular, the control variable is a function of the state variable ¢ =
c(k) through the first-order condition (5.49). Our objective is to find
a utility function U(c) and a discount rate o (and implicitly the value
function J(k)) that satisfy the above equation.

The problem will become more manageable if we can express the
above equation exclusively in terms of U (c) (or J (k)) and its derivatives.
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To this end, we differentiate the Bellman equation with respect to the state
variable, using the first-order condition (5.49) and the envelope theorem,
to arrive at

0 = y(k)J'(k) + M(k)J"(k) + L o2k2" (), (5.70)
where
y(k)=f'(k) = (n+p —0?)
and
M(k) = f(k) — c(k) — (n — 26°)k.

Notice that (5.70) is an ordinary, linear differential equation of the second
order (in J' (k)).

Exercise 5.7.1 Show that the fundamental equation, expressed exclu-
sively in terms of U (c) and its derivatives, is

0=y k) U (©)+ MKk (k) + 3 o*k*c" (k)}U" (c)
+ 1 02k [ ()PU" () . (5.71)

Hint. Use the first-order condition (5.49) and its derivatives

J'(ky=U"(c)c'(k) and J"(k)=U"(c)[c k)] + U"(c)c" (k).

Notice that equation (5.71) is expressed in terms of variables ¢ and k&
instead of expressing k& as a function of ¢. That is to remind the reader
that the production function f(k), the consumption function c(k), and
their derivatives are exogenously given in this inverse optimal problem.
Once these observed functions are substituted in the equation, the entire
equation is expressed exclusively in terms of ¢. When o = 0, equation
(5.71) is reduced to (5.66).

Existence Theorem
The theorem has lots of technical details. For expository purposes, we
shall only outline the structure.
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Issues. First, we have to make sure that equation (5.70) has no singu-
larities, i.e., £ # 0. In fact, we need that the capital-labor ratio will never
degenerate to zero (k (z) > 0 for all ). This problem will be addressed
in the next chapter. For now we shall assume that is the case. That is, we
assume 17 (0) < oo, ¢’ (0) < oo, and

1 (00) = klirgo f'(k)y <n—0o%/2, (5.72)

so that equation (5.70) is well defined on (0, 0o). Notice that n > ¢2/2
follows from (5.72).

Second, we need to know when equation (5.70) has a solution. The
answer is a well-known mathematical fact: that a second-order linear dif-
ferential equation such as (5.70) has a unique solution if the coefficients
are continuous and two initial conditions are given. It is the so-called
initial value problem. This part is trivial from an economic perspective.

Third, while it is true that the solution exists, the mathematical theorem
does not guarantee that the solution U (c) or J (k) acquires the desired
concavity of the preference structure. The concavity of U (c) is essential
because the second-order necessary condition of (5.48) requires U” (¢) <
0. More structural restrictions are in order. This is the main focus of the
existence theorem.

How to Find p. Assume

71(0)— ¢ (0) > n —c?)2. (5.73)

This says that the savings function, f (k) — c (k), is sufficiently steep at
the origin so that the marginal propensity to save is greater than the slope
of the maintenance line m = (n — 0'>/2)k. Choose the discount rate p
such that

¢ (0) < p < (0)+02)2.
This choice of p (p < ¢’ (0) + 2/2) implies
y(©0) = f'(0)~(n+p—0®) = ['(0) = c'(0) — (n — 0/2) > 0.

Notice that the assumptions (5.73), ¢’ (0) < oo, and f” (0) < oo together
imply that the savings function, f (k) — ¢ (k), has a finite and positive
slope at k£ = 0. The condition ¢’ (0) < p is used to show M’ (0) > 0 in
the proof.
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J (k) is Concave. Suppose the solution to (5.70) is obtained. Let us
plot the solution in the (J'(k), J”(k))-plane, the so-called Poincaré phase-
plane. Our goal is to show that the solution lies in the fourth quadrant
and never crosses the axes, if the initial point is in that quadrant. Then
J' (k) > 0 and J” (k) < 0 for all k, and we are done. To this end, we
shall transform the second-order equation (5.70), through a new func-
tion, v (k) = —J" (k) /J' (k), to a first-order, but nonlinear, differential
equation

/ 2\ MEvk) (2 yk)
V' (k) =[O ~ (;) — 5 T (;) ER L)

Equation (5.74) is a Riccati equation. Note that this is a first-order dif-
ferential equation in the absolute risk aversion function v (k). It suffices
to show that the solution of the Riccati equation satisfies v (k) > 0 on
(0, 00). In other words, the absolute risk aversion must be positive at
all k.

Finally, we need

f'(00) — ¢’ (0) < n — 2072, (5.75)

This says that the savings function is sufficiently flat at infinity that it
crosses from above another maintenance line, m = (n — 20-*)k. When
o = 0, the two maintenance lines become one, m = nk. If, in addition,
the saving rate is constant, then inequalities (5.73) and (5.75) become
the well-known Solow conditions (sf” (0) > n, sf’ (00) < n) in the de-
terministic growth model, which ensure a nontrivial steady state.

The main theorem of the inverse optimal problem can be stated as
follows.

Theorem 5.4 Let the production technology f (k) and the consumption
function c (k) be twice continuously differentiable and monotonically
increasing with f’(0) < oo and ¢’ (0) < co. Under the assumptions
(5.72), (5.73), and (5.75), the inverse optimal problem under uncer-
tainty has a solution.

Proof. See Chang (1988, pp. 157-160). B

Unlike the deterministic case, the conditions imposed in Theorem 5.4
are only sufficient. More importantly, unlike the deterministic case, the
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solution to the inverse optimal problem has more than two degrees of
freedom. More precisely, besides U (cg) , U’ (¢) we also have the choice
of U” (¢y). But we do not have three full degrees of freedom either,
because U” (cy) must be constrained to ensure the concavity of U (¢).
This plethora of solutions emerges as a result of applying Ito’s lemma.

The required condition f”(0) < oo in the existence theorem outlaws
Cobb—Douglas production functions in the stochastic inverse optimal
problem. The next two examples allow [’ (0) = oco.

Example 5.5. Keynesian Consumption Function

Let c(k) =1 —s) f(k), where s < 1 is a constant representing the
savings rate. The term Keynesian refers to the fact that consumption is
a function of current income y = f (k). Then the fundamental equation
(5.71) becomes

o\ (k"N 2, sf 2 (K
(5)(F) v “’”{[T(’“‘” ()

2 2 ¢en
+ (%) <k; ) }CU’/(0)+ [f/(k)_(n+p—(72)]U/(C):O_

(5.76)

A Special Case with ' (0) = oco. The intuition is this. If the consump-
tion function is Keynesian, then f”(0) = oo implies that the marginal
propensity to save at k =0 is oo. It takes a utility function with
U’ (0) = oo to prevent the consumption path from degenerating to zero
in finite time.

Assume further that the production function is of Cobb—Douglas form,
f (k)= Ak*, witha < 1, A > 0. Then equation (5.76) is simplified as

2 2
%azczU”’(c) + {[sAk"“l —(n—20)]a + %a (@ — 1)} cU" (¢)

+ [adk® ' —(n+p—0H]U'(c)=0. (5.77)
The strategy to solve this equation is to break it into two parts. The first
part is related to the production technology:

sa Ak*eU" (¢) + a Ak* U’ (¢) = 0,
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which can be simplified as
scU" () +U'(c) = 0. (5.78)
The second part is independent of the technology:
o? o?
7oﬂczu”’(c) + {—(n —20%)a+ 7oe(oz — 1) tcU’(c)
—(n+p—0*)U'(c)=0. (579)

Equation (5.78) suggests that the utility function should be of constant
relative risk aversion, —cU"” (¢) /U’ (¢) = 1/s > 1. Equation (5.79) is an
Euler’s homogeneous differential equation whose solution has a constant
relative risk aversion. If we choose —cU” (¢) /U’ (¢) = 1/s > 1 and

_n(@—s) (a —5)(a —2s)0?
N s + 252

El

then the inverse optimal problem is solved. The coefficient p > 0, if
2s < «; when 0 = 0, we need only s < «. Notice that the family of
utility functions thus obtained is invariant under linear transformations.

Compatibility. The utility function obtained above has a constant rel-
ative risk aversion greater than unity. How restrictive is this? Could log-
arithmic functions, which are of unit relative risk aversion, be solutions
too? After all, they also satisfy Euler’s homogeneous differential equa-
tion (5.79). It is interesting to point out that the Keynesian consumption
function ¢ (k) = (1 — s) f (k) is not supported by any logarithmic utility
function if the production function is of Cobb—Douglas form. To see
this, let U (¢) = B logc + B,, where By, B, are constants. Then equa-
tion (5.77) becomes

(1 —s)ak®! + constant terms = 0.

Since @ > 0 and s < 1, the above equation has no solution for any & >
0. In other words, the Keynesian consumption function, Cobb—Douglas
production function, and logarithmic utility function are not compatible.

Caveat. The aforementioned example highlights the difference be-
tween continuous-time models and discrete-time models. Normally, we
connect the two models by letting the time intervals shrink to zero. Some
economists treat them as if they were always equivalent and the choice of



218 How to Solve it

continuous-time or discrete-time models were more a matter of personal
taste than anything else. That is not so in this example. In a discrete-time
Ramsey problem, a logarithmic utility function together with a Cobb—
Douglas production function implies that the optimal consumption func-
tion is indeed a function of current income. See Mirman and Zilcha
(1975) for a popular example in the macroeconomic literature. However,
that is not true in continuous time.

Example 5.6. Consumption is Linear in &

The intuition is similar to Example 5.5. The marginal propensity to save
atk = 01is 0o iff'(0) = oo Thus, we are once again looking for a utility
Sfunction with U’ (0) = oo to prevent the consumption path from degen-
erating to zero in finite time.

By assumption, ¢ = ¢ (k) = bk for some b > 0. Clearly, ¢” (k) = 0,
and equation (5.71) is simplified as

0=[f(k)—(n+p—aH)U (c)+ [% —(n+b— 202):| cU"(c)

+ (6%/2)*U"(c).

Using the separation method, we divide the above equation into two
equations: the one with production,

U)K
U Sk

and the one without,
(0%/2)*U"(c) —(n+ b —20%)cU"(c)—(n+p — > U'(c) = 0.

The first equation suggests that, if the production function is of Cobb—
Douglas form, i.e., f (k) = k%, 0 < o < 1, then we should choose (up
to a linear transformation)

Ue)=c'.

This functional form works for the second equation as well. Moreover,
the choice of p is given by

p=(02/2)1 —a)2 —a)+ [ba — (1 — a)n].
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Note that p > 0 if and only if

b= [l—a} |:n_02(2—05)] -0,
o 2

The constant (1 — «) /o is the ratio of wage share to rental share,
F; L/FxK. The problem is solvable if n > 02 (2 — «) /2.

Exercise 5.7.2 Show that the Keynesian consumption function, logarith-
mic production function, and logarithmic utility function are not com-
patible.

Hint. Show that equation (5.76) is simplified to

n+p—ot= 1TS + (function of logk).
Exercise 5.7.3 Solve the inverse optimal problem when the production
function is of Cobb—Douglas form and the consumption function is the
Cambridge consumption function, ¢ (k) = f (k) — kf'(k), i.e., one con-
sumes all wage income.
Hint. The Cambridge consumption function is a Keynesian consump-
tion function when the production technology is Cobb—Douglas.

5.7.3 Inverse Optimal Problem of Merton’s Model

Classical Formulation
The inverse optimal problem of Merton’s (1971) consumption and port-
folio rules can be stated as follows. Assume the price of each risky asset
follows a geometric Brownian motion (5.8). Given the observed con-
sumption function and the observed percentage of wealth invested in
each risky asset s;, find a utility function U (c) and a discount rate p such
that the observed policy functions mentioned above are the solution to
the associated optimization problem (5.10).

The solution method is similar to that for the inverse optimal problem.
If these policy functions are optimal, then they satisfy the maximized
Bellman equation (5.11),

n—1

0= {U(C)—pJ(W)Jr [Zsi (1t —r) W+(rW—c)} J (W)

i=1

1 n—1
+ EZsfoszJ”(W) }
i=1
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Recall that these policy functions are functions of the state variable .
Differentiating the above equation with respect to W, we have

n—1
0= [Zsi (W —r)+r —p} J (W)
i=1

+ [
i
n—1

I 2 2772 1/
+5;siaiWJ w). (5.80)

1

(si(y —r)+ ;o) W+ W — c)j| J" (W)
1

Solving this fundamental equation, we have a value function J (W) from
which the utility function can be derived.

For example, assume the consumption function is linear in wealth,
c = AW, A > 0, and the share of wealth invested in each risky asset, s;,
is constant. Then equation (5.80) is an Euler differential equation, and
hence the solution is of CRRA. Write J' (W) = W%, for some a > 0.
Then equation (5.80) implies

n—1 n—1
1
o= —oz)|:g si(u; —r)+r — E(x E sizoiz:| +aAd.
i=1 i=1

Ifs; =(u; —7r) /(aaf), then the above equation is simplified to (5.17).
Notice that logarithmic functions can be solutions if @ = 1. In that case
J(W)y=1/W and p = A.

General Formulation

He and Huang (1994) present a more general form of the inverse optimal
problem of Merton’s consumption and portfolio rules. Assume that there
is only one risky asset. First, they relax the assumption that the price of
the risky asset follows a geometric Brownian motion, because accumu-
lating empirical evidence does not support it. They replace (5.8) with a
more general diffusion process

dPt ZMI(PI)PZ dt+0t(Pt)PtdZt. (581)

The classic case is the one in which u, (P;) = u and o, (P) =0,
for some constants p and o. They assume that stochastic differential
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equation (5.81) has a solution, which requires among other things that
the drift and the instantaneous variance of (5.81) satisfy a linear growth
condition and a local Lipschitz condition. They also assume that this gen-
eral price process maintains the nice property that P, > 0 with probability
one.

Next, they assume the consumption function ¢; (W, P) and the abso-
lute amount of wealth invested in the risky asset a; (W, P) are continu-
ously differentiable functions of two state variables W and P. At each
period, the consumer allocates her wealth between the risky asset and
the risk-free asset. Then the consumer’s wealth follows the following
controlled diffusion process:

aw, = {a(W:, P, (P) —r]+rW, —c(W,;, P)}dt
+a; (W;, P)o, (P)dz,. (5.82)

Some regularity conditions, such as smoothness of the value function,
are imposed on (5.82) so that the budget equation has a unique so-
lution. Suppressing the subscripts and recognizing that ¢ = ¢ (W, P),
a=a(W,P),u=u(P),o = o (P),theassociated Bellman equation
is

0 =max{U(c)—,0J+ la(w—r)y+rW —clJw+ uPJp
+1a*0Jww +ac?PJyp + 102 P> Jpp}.  (5.83)

For given policy functions ¢ and a, the tastes (represented by a utility
function and a discount rate) and opportunities (represented by bud-
get equations) must jointly satisfy the Bellman equation, (5.83). It says
that only some preferences and some opportunity sets will be solu-
tions to the inverse optimal problem. They presented a set of neces-
sary and sufficient conditions for the inverse optimal problem with given
c(W, P)and a (W, P). For more details, the reader should consult their

paper.

An Explicit Example
In this example, we are to ascertain the price dynamics given the utility
function and the observed consumption—portfolio rules.

Suppose the utility function is of constant relative risk aversion
U'(c) =c™, a > 0. Suppose the observed behavioral functions are
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such that the marginal propensity to consume is linearly proportional to
the stock price, in addition to being proportional to wealth, and that the
amount of investment in the risky asset is a decreasing function of the
stock price. More precisely, suppose we have

c(W,P)=yPW

and

a(W, P) = [,43 R T A2P] w, (5.84)
oo

where y > 0,0 > 0, A; > 0, A, > 0 are all constants. If, in addition,

A3>L2+\/A,
oo

then a (W, P) > 0 when the stock price is low, and a (W, P) < 0 when
the stock price is high. In the latter case, the investor short-sells the risky
asset.

What can we say about the budget equation and the price process,
(5.81)? The constancy of o in (5.84) suggests that we should take o (P) =
o. It remains to determine wu (P).

The demand for the optimal investment in the risky asset is given by

az(M(P)—V>( JW)_PJWP' (5.85)

o2 Jww Jww

From the functional form of the utility, we have Jy (W) = U’ (¢) = ¢,
It follows that

Jw c c

Jww dcw Ol)/P ;

which implies that the indirect utility function has a constant relative risk
aversion «, and that

PJWP _ PCp . P]/W_ W
Jww cw yP '
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Thus, from (5.85), a is linearly proportional to wealth, i.e.,
P) —
a(W, P) = [L)zr — 1] w.
ao
Comparing this equation to (5.84), we have

P_
oo

ao?

Hence, we conclude that the price process is

dpt:aJZ[A3+1—\/A]+A2Pt:|Ptdt+O-PtdZt.

Exercise 5.7.4 Formulate an inverse optimal problem for a profit-
maximizing firm with adjustment costs.

Hint. Suppose we have observed the demand for labor (L) and the
investment function 1. Find the installation function G (K, I).

5.8 Notes and Further Readings

The HARA class of functions was introduced by Merton (1971). We
rewrite this class of function so that each parameter has its economic
interpretation. The simple portfolio selection model of Arrow (1965) is
standard in the price theory texts. See, for example, Varian (1992) and
Jehle and Reny (2001).

The method of symmetry on which our presentation is based is due
to Boyd (1990). The idea of symmetry is germane to the conservation
theorems in the theory of differential equations. For applications of sym-
metry principles to sciences, the reader is referred to Rosen (1983). It
should be mentioned that the applicability of symmetry method is broader
in discrete-time models. The interested reader should consult Boyd
(1990).

The martingale representation method basically follows Cox and
Huang (1989, 1991) with the help from Karatzas and Shreve (1991).
Their emphasis is different from ours, as discussed in the text. The subject
is somewhat mathematically involved. Instead of proving every lemma
and losing the flow of argument, we outline the main results by invoking
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mathematical theorems wherever appropriate. The quoted theorems are
followed immediately by references.

The inverse optimum method is based on Chang (1988). The issues
had been discussed extensively by many, in particular, Hahn (1968) and
Kurz (1968, 1969). Kurz (1969) solved the deterministic inverse optimal
problem using the Hamiltonian method. In a related study, Brock (1975)
found necessary and sufficient conditions for dynamic integrability prob-
lems. In solving the deterministic inverse optimal problem, we employed
a technique in differential equations for removing singular points. For
more on singular points, especially regular singular points, the reader is
referred to Birkhoff and Rota (1978) and Hartman (2002).



Boundaries and Absorbing Barriers

6.1 Introduction

In this chapter we shall discuss some issues related to the boundaries of
a stochastic optimization problem. We begin with the important issue of
the nonnegativity constraint, which is usually overlooked in the literature.
Mathematically, the controlled stochastic differential equation that rep-
resents the law of motion is defined on the whole real line. The solution
to such an equation cannot rule out the possibility that the state variables
and/or the control variables are negative at some times on a set of positive
probability. Economically, these variables typically represent consump-
tion, stocks of capital, capital-labor ratio, or exhaustible resources. It
makes no sense to have negative values for these variables. Since the
nonnegativity constraint is not part of the mathematical solutions, more
work needs to be done.

To address this issue, we use the optimal growth problem as our ex-
ample. Our question is this: Is it possible that, with positive probability,
the solution to the stochastic Solow equation explodes in finite time or
has a negative capital-labor ratio at some point in time? We point out
the major difficulties of this problem, and then discuss some methods
to tackle it. Among them, we include the comparison theorem, which
enables us to compare the solution of one differential equation with the
solution of another differential equation that has some nice properties.
Then we introduce a reflection method developed by Chang and Malliaris
(1987) to solve this nonnegativity problem of optimal growth. Finally,
we extend the discussion to include constraints on state and control vari-
ables in dynamic optimization problems. Specifically, we work out a
portfolio problem with borrowing constraints. We discuss the associated
Kuhn—Tucker conditions and the related viscosity solution technique.

225
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On the other hand, there are economic problems in which the boundary
should actually be reached. We use the transactions demand for money
to exemplify this class of problems. We first extend Baumol and Tobin’s
static money demand model to an infinite-horizon optimization problem
in which money is replenished once it is reduced to a certain level. Then
we point out that the amount of money holding dictates the timing of visits
to the bank, and conversely. Under uncertainty, the choice of timing is an
optimal stopping time problem. Another example in which the boundary
should be reached is the classical rotation problem, in which the timing
to cut (and replant) a tree is chosen to maximize the discounted net gain.
Again, we point out that the choice of cutting time is the choice of cutting
size, given the pattern of tree growth. Naturally, its stochastic version is
an optimal stopping time problem. Finally, we work out the optimal
investment timing problem when the project value follows a geometric
Brownian motion. We show that this problem is essentially a tree-cutting
problem.

Aswe shall see, the key to these stopping time problems is the expected
discounted factor of a stopping time. We shall go through the mathematics
of how to compute these expected discounted factors in as much detail
as possible. Furthermore, these economic problems usually do not have
a closed-form solution. The method of doing comparative dynamics of
an implicit function will also be discussed in this chapter.

6.2 Nonnegativity Constraint

6.2.1 Issues and Problems

Let us return to the stochastic optimal growth problem. Recall that the
stochastic Solow equation is

dk, = [f (k) — ¢; — (n — oD k,]dt — ok, dz;, (6.1)

and the problem is

oo
r?a}x Ek/ e U (¢;)dt s.t. (6.1). (6.2)
Ct 0

When solving an optimization problem such as (6.2), it is imperative that
the constraint set be nonempty. From the first-order condition U’ (¢) =
J' (k), it is obvious that consumption per capita is a function of the
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capital-labor ratio, i.e., ¢ = (U")"' (J' (k)) = ¢ (k). Thus, the stochastic
Solow equation (6.1) is a stochastic differential equation in k. To ensure
that the constraint set is nonempty, we must show that equation (6.1) with
¢ = c¢ (k) has a solution. A standard existence theorem is Ito’s theorem,
which was discussed in Chapter 4. It requires among other things the
Lipschitz condition and the growth condition. Even if these conditions
are satisfied, there is still another problem.

Is k; > O for all > 0 w.p.1?

Although the solution to (6.1) exists, it is defined on the whole real line.
In other words, while this mathematical theorem assures us a solution,
it also allows for the possibility of negative capital-labor ratios at some
times on a set of positive probability. But, we are only interested in the
nonnegative capital-labor ratios. Therefore, the theorem is not directly
applicable.

Standard Approach

Traditionally, we approach this problem by first ignoring the nonnegativ-
ity constraint and proceeding to solve the problem. Once we obtain the
optimal control of the problem, we substitute it into the Bellman equation
and verify that the solution to the Bellman equation (in state variables)
is indeed nonnegative. If so, the nonnegativity constraint is no longer
binding and the problem is taken care of.

For example, consider Merton’s model of consumption and portfolio
rules. Since short selling is allowed, there is no nonnegativity constraint
on shares. However, there is such a constraint on consumption. As long
as the optimal consumption is proportional to wealth (C = a W) and the
optimal portfolio is constant over time, the dynamics of wealth follows
a geometric Brownian motion. In that case wealth is positive at all times
w.p.1, and so is consumption.

Unfortunately, this approach does not work for the stochastic optimal
growth problem. To see this, and to set up the notation, define the savings
rate (as a function of k) by s (k) = 1 — c (k) /f (k). Assume 0 < s (k) <
1 or f (k) > c(k) > 0. The admissible control in this case, instead of
the usual consumption function ¢ (k) , is the savings rate s (k). Then the
saving function is s (k) f(k) = f (k) — c (k), and (6.1) becomes

dk = [s (k) f (k) — (n — o>k dt — ok dz. (6.3)
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This is an autonomous stochastic differential equation in k. Since f (k)
is strictly concave, the saving function is in general not linear in wealth.
Therefore, the trick of converting the equation to a geometric Brownian
motion does not apply.

A natural approach to tackle the nonnegativity problem is to trans-
form equation (6.3) into another equation so that the solution to the new
equation, if it exists, will imply positive capital-labor ratios. Specifi-
cally, we shall make the transformation x = log k. Using Ito’s lemma,
the transformed equation is

dx=_[<n_"_2) _M}dt—adz. (6.4)
2 e*

Then the solution to this equation, x € R, impliesthatk = ¢* > 0, which
should take care of the complexities. Still, there is a problem.

The problem arises from the fact that not all standard growth models
satisfy the growth condition for (6.4). For example, any model with a
Cobb—Douglas production function and a constant savingsrate s (e*) = s
(known as Denison’s law) will violate this condition. To see this, let

f (k) = bk*, b>0, 0<a<l.

Then the growth condition for (6.4) is

2
(-5) 2 e m o

for some constant M. It is obvious that this condition can never be satis-
fied, because of the term

sfE) _

e

be ¥ 5 0o asx — —o0.

There is no way Ito’s theorem is applicable. The capital-labor ratio may
explode in finite time or become negative with positive probability.

In the counterexample, the growth condition fails because s f (k) / k —
oo as k — 0. The issue here concerns the behavior of the saving function
at k = 0. It suggests that the solution to the stochastic Solow equation
might exist if the saving function is reasonably well behaved at £ = 0.
There are two ways to handle this problem. One is to solve the equation
case by case, taking advantage of a specific functional form of production
and employing other mathematical theorems. See, for example, Jensen
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and Wang (1999). Another is to find a sufficient condition for the ex-
istence of the solution that applies to many cases without an explicit
functional form of production. It is the latter approach that we shall take.

Some Useful Theorems

For one-dimensional, autonomous stochastic differential equations with
continuously differentiable drifts and variances, there are more powerful
theorems than the Ito theorem. We shall conclude this subsection with
two such theorems, one of which will be used later. Let i (x), o (x) €
C'(R), which are standard assumptions in many economic models.

Theorem 6.1 (Bounded Slope Theorem) If n and o are of bounded slope,
ie, | leo < 00 and ||o'|lec < 00, then

dX, = u(t, X)dt +o (t, X)) dz (6.5)

has a unique solution for t > 0.
Proof. See McKean (1969, section 3.2). H

Theorem 6.2 (Nonexplosive Theorem) If there exists a constant b such
that

wr+o? <b(l+x?), (6.6)

then (6.5) has a unique solution for t > 0.

Proof. See McKean (1969, section 3.3). It is obtained by combining his
theorem in section 3.3 and Problem 1 of that section. His theorem in
section 3.3 states that (6.5) has a unique solution up to the explosion
time. Recall that if 7, = min{z : |k;| = n}, then the explosion time is
Too = lim, o T,. His Problem 1 of that section states that (6.6) implies
that 7o = cowp.l. B

6.2.2 Comparison Theorems

To motivate, we return to the inverse optimal problem. Recall that the
absolute risk aversion function v (k) = —J" (k) /J' (k) satisfies a Riccati
equation. To complete the proof, we need to find conditions to ensure
that v (k) > 0 for all £ > 0 given v (ky) > 0. In other words, we must
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show that the boundary v = 0 cannot be reached. However, solving the
Riccati equation is no simple matter. When a differential equation can-
not be solved in terms of elementary functions, a common technique is
to compare the unknown solution of a given equation with the known
solution of another. Results of this type are referred to as comparison
theorems; they are sometimes discussed under the heading of differen-
tial inequalities. This comparison theorem is another tool to handle the
boundary problem.

Ordinary Differential Equation
Proposition 6.3 Let F satisfy a Lipschitz condition on any closed subin-
terval of x > a. If [ satisfies the differential inequality

ff@)<F(x, f(x)  forallx >a,
and if g is a solution of
y'=F(x,y)

satisfying the initial condition g (a) > f (a), then g(x) > f (x) for all
X >a.

Proof. See Chang (1988, p. 157) or Birkhoff and Rota (1978, p. 26). R

The intuition is this: A head start and a consistently higher speed will
keep one ahead at all times. Put differently, for any two functions, one
that is endowed with a larger initial condition and a larger slope must
have a larger functional value than the other everywhere to the right of
the initial point.

An immediate corollary of this proposition is the next one.

Proposition 6.4 Let F satisfy a Lipschitz condition on any closed inter-
val [b, a], where 0 < b < a. If f satisfies the differential inequality

S (x) S F(x, f(x)) on (0, a],
and if g is a solution of
Y =F(x.,y)

satisfying the condition g (a) < f (a), then g (x) < f (x), on (0, a].
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Proof. See Chang (1988, p. 157). N

It is easier to understand this proposition by regarding the condition
g(a) < f(a) as the terminal condition at point a, and interpreting the
slope to the left of point a as the rate of reduction if we move the coor-
dinate leftward. Then the intuition is this: At the terminal point, the one
running faster, yet still behind, must have started behind. Put differently,
given any two functions, the one that is endowed with a higher value at
point a and a smaller rate of reduction must have a higher value than the
other everywhere to the left of a.

These two propositions provide us comparison theorems to the left
and to the right of a given point. They were used to prove v (k) > 0 given
v (ko) > 0. For details, the reader is referred to Chang (1988, pp. 157—
160).

The propositions just mentioned are tailored for the inverse optimal
problem. A standard mathematics theorem, however, is the following:

Theorem 6.5 (Comparison Theorem). Let [ and g be solutions of the
differential equations

vV =F(kx,y) and z =G(x,z)
respectively, where F (x,y) < G (x, y)in the stripa <x < b, and F or

G satisfies a Lipschitz condition. Let also f (a) = g(a). Then f (x) <
g(x)forall x € [a, b].

Proof. See Birkhoff and Rota (1978, pp. 26-27). R

Corollary 6.6 In Theorem 6.5, assume that F, as well as G, satisfies
a Lipschitz condition and, instead of f (a) = g (a), that f (a) < g (a).
Then f(x) < g(x) forallx > a.

Proof. See Birkhoff and Rota (1978, p. 27). B

Stochastic Differential Equation
There is a similar comparison theorem for one-dimensional stochastic
differential equations (SDEs).
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Theorem 6.7 (Comparison Theorem for SDEs). Let (2, F, P) be a fil-
tered probability space with a filtration {F;}, and let z, be the standard
Wiener process. Suppose we have two stochastic differential equations

dX, = (t,X})dt +o (t,X})dz;, 0=t < o0,
fori =1,2. We assume that

(i) the coefficients o (¢, x) and ; (¢, x) are continuous, real-valued
functions on [0, 00) x R,
(ii) the coefficient o (t, x) satisfies the inequality

lo(t,x) —a () < h(lx =yl

for every 0 <t < o0 and x,y € R, where h : [0, 00) — [0, 0) is a
strictly increasing function with h (0) = 0 and

1
/ — du = o0 Ve > 0,
©,6) [h (u)]

(iii) X§ < Xgwp.1,

(iv) puy(t,x) < puy(t,x) vVt € [0,00), x € R, and

(v) either pu, (t,x) or u, (¢, x) satisfies a uniform (in time) Lipschitz
condition, i.e., there exists a constant K such that

Iy (1, %) = 1, (6, ) | < K Jx =yl

Then X! < X? forall 0 <t < oo, wp.1.
Proof. See Karatzas and Shreve (1991, pp. 293-294). R

Most of the conditions are nothing but smoothness, which is typically
assumed in economic models. The only concern is the function 4 ().
According to Karatzas and Shreve (1991), we may take A tobe / (1) = u®
with @ > 1/2. In our growth model, o (¢, x) = ox. We may simply take
h(u)=ou.

It should be emphasized that the two stochastic differential equations
under comparison must have identical variance function. The difference
between them can only come from the drift component, just as in the
deterministic case. If nonnegativity is at issue, then we may want to
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compare the equation with a geometric Brownian motion or an equation
like d X, = i dt + /X dz;, as shown in Chapter 3.

Corollary 6.8 Theorem 6.7 remains valid under the same conditions
except that condition (v) is dropped and condition (iv) is strengthened to
strict inequality.

Proof. See Karatzas and Shreve (1991, p. 294). R

Exercise 6.2.1 Show that the solution to the stochastic differential equa-
tion

dX = (aX + b)dt + o Xdz,

withb > 0 and given Xy > 0, uniquely exists and w.p. 1 has only positive
values.

Exercise 6.2.2 Show that the solution to the stochastic differential equa-
tion

dX = (a + %) dt + 0\/)—(dz,

witha > 0 and given Xy > 0, uniquely exists and w.p. I has only positive
values.

6.2.3 Chang and Malliaris’s Reflection Method

This method (Chang and Malliaris, 1987) applies to any economic prob-
lem in which the (economic) variable is defined only on the set of non-
negative real numbers. We continue to use the optimal growth problem
as our example.

Extending (6.3) to the Whole Real Line

Recall that equation (6.3) is defined only on £ > 0. We propose to extend
it to the whole real line by reflection. However, care must be taken to
ensure the coefficients of the extended equation are of class C' (R) so
that the nonexplosive theorem is applicable. To this end, we first extend
the production function f (k;) to a new function defined on the whole
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real line as

= | S (k) ifk, > 0,
S k) = {—f(—kt) ifk, < 0.

In other words, f (k;) is obtained by first reflecting f (k;) with respect
to the vertical axis and then reflecting the image with respect to the
horizontal axis. Then ]7 (k;) is an odd function defined on R, which is
invariant under a 180° rotation with respect to the origin. Next, we extend
the saving function s (k) to the whole real line by setting

~ _ N (kt) 1fkt = 07
s (k) = {s (—k,) ifk <O.

In other words, 5'(k;) is obtained by reflecting s (k;) with respect to the
vertical axis. Then s (k;) is an even function. Let

F k) =5k f (k) = (n — o) ki,
G (k) = —ok,.

By definition, ' and G are odd functions on R. Clearly, G (k;) is of class
C'(R).

If s (k) and f (k) are continuously differentiable on k£ > 0, then F (k)
is of class C' (R), except possibly at the origin. Since F (k) is an odd
function, we must have F (0) = 0 to maintain continuity at the origin.
For this purpose we shall assume f (0) = 0. We also need a finite slope
of F (k) at k = 0 to make the reflection possible. Formally, we need
f7(0) < oo and

d
2 .
n—o° < kll)r{)l+ T s (k) f (k)] < oo. (6.7)
Then the value of F’ (0) is determined by the one-sided limit
FI(0) = lim F' (k) = lim = [s () £ ()] — (n — o)
k—0 k—0+ dk

with 0 < F’(0) < oo, because F (k) is an odd function. Therefore, the
stochastic differential equation

dk, = F (k)dt + G (k)dz,  with ko given (6.8)
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is an extension of equation (6.1) in the sense that any solution to (6.8)
with k; > 0 for all £ > 0 is a solution to equation (6.1) and that any
solution to (6.1) solves (6.8).

Existence and Uniqueness Theorem

In what follows we shall first demonstrate the existence and uniqueness
of the solution to equation (6.8). Then we show that the solution thus ob-
tained is everywhere positive (k; > 0 for all # > 0) if the initial condition
is positive (kg > 0). Therefore, equation (6.1) has a unique solution.

Theorem 6.9 (Existence and Uniqueness). If the production function
f (k) is strictly concave and continuously differentiable on [0, co) and
satisfies {(0) =0, f7(0) < 00, (6.7), and limy_, . ' (k) < 1, then there
is a unique solution to (6.1).

Proof. First, we extend (6.1) to (6.8). Since f (k) is strictly concave,
f(0) =0, and lim;_, o /" (k) < 1, there exists k| # 0 that solves the
equation f (k) = k, unless f (k) < k for all £ > 0. Then, the bounded-
ness of the savingsrate, 0 < s (k) < 1, implies that there exists a constant
By > 0 such that

o~ By for |k| <k,
SOOI {|k| for |k| > ki.

Then
~ ~ 2 ) 2
[S(k) f (0)|" < B§ + Ik| Vk > 0.

Notice that if k; does not exist, i.e., f (k) < k for all £ > 0, then the
above inequality is automatically satisfied. Choose

B = max {233, 6(n— 02)2, 3072, 6}.
Using a standard algebraic formula, (¢ — b)* < 2[a® + b?], we have
F?+ G =[5 (k) [ (k) — (n — oDk + 0k

< 2[5 k) F k)] + [0 = 2k '} + 02K
<255 428 4 20 0% + 0

B B B
sB+§ﬁ+§ﬁ+§H§BU+Hy
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Thus, the solution to (6.8) exists and is unique by the nonexplosive
theorem.

It remains to show that the solution thus obtained is positive w.p.1. To
this end, we note that the Solow equation without saving,

dk = —(n — o®)kdt —okdz (6.9)
is a geometric Brownian motion, whose solution is of the form
k, = koexp{—(n — 0>)t — oz} > 0 wp.1, (6.10)

since the initial condition is kg > 0. The addition of 5 (k;) f (k;) dt, when
k; > 0, to (6.9) will simply shift the stochastic process (6.10) upward.
Consequently, a zero capital-labor ratio is an inaccessible boundary, and
hence, the solution to (6.8) is everywhere positive provided ko > 0. B

The condition f” (0) < oo rules out Cobb—Douglas production func-
tions. However, CES (constant elasticity of substitution) production func-
tions with the elasticity of substitution less than unity would satisfy
f(0)=0, f/(0) < oo, and limj_, f’ (k) < 1 in Theorem 6.9. This is
because for any CES production function

F(K,L)=A[aK™ +(1 —a) L7777,

where 4, o, and y are constants with 4 > 0,0 <a <1, y > —1, and
y # 0, we have

fk)y=A[(0 —a)+ak "]V,

Note that the elasticity of substitution is & = (1 + ). It is understood
that the Cobb—Douglas case is associated with y = 0 (and ¢ = 1). Then,

from
kY 1/y
S=4 [a +(1 - oz)kV:|

and
1 1+1/y
1/ (k) = Aa [a—m _a)ky} :

we see thatif y > 0 (oro < 1), then f(0) =0, lim;_, » /" (k) = 0, and
f(0) = Aa~'/7 < oco. Those CES functions with ¢ > 1 are ruled out
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because when o > 1 (or y < 0) we have f(0) = A(1 — a)fl/y >0,
which violates the assumption f (0) = 0. In summary, we have

Corollary 6.10 There is a unique solution to (6.1) for all CES functions
with elasticity of substitution less than unity.

For easy reference, we set « = 1/2 and 4 = 1 to obtain

y=—l(oro=00) f(k)=23(+k)
y=-3 £ =51+ VR’
y=0(ro =1) f k) =k

y=1 S (k) =2k/(1+k)
y =00 (oro =0) f (k) =min {1, k}

Exercise 6.2.3 The condition (6.7) is not listed in the existence theorem
of the inverse optimal problem. Why not?

Hint. Notice that (d/dk) [s (k) f (k)] = [’ (k) — ¢’ (k). The conditions
required for solving the inverse optimal problem include f' (0) — ¢’ (0) >
n—o?/2.

6.2.4 Inaccessible Boundaries

From the proof of the theorem, we can see that k£, = 0 is not accessible,
because k, > 0 for all z. Thus, the theorem demonstrates that the solution
to (6.3) will not degenerate to zero in finite time. We have also shown
(indirectly) that k&, = oo is not an accessible boundary. To see this, we
first recall that the boundary k;, = oo is accessible if there is a positive
probability of the capital-labor ratio k; exploding (i.e., k; = 00) in finite
time. If k£, = oo is accessible, then equation (6.3) is not defined after the
explosion time. Our proof shows that the nonexplosive theorem is valid,
which suggests that the explosion time 7 o, is 00 and hence k; = oo cannot
be an accessible boundary. In short, the nonexplosive theorem and the
reflection method together imply that &, = 0 and k, = oo are inaccessible
boundaries.

In contrast, Merton (1975) formally proved the inaccessibility of
boundaries k, = 0 and &k, = co by way of the existence of a steady
state distribution. It involves several conditions, and the proof is much
more complicated. One of those conditions, however, deserves a spe-
cial mention. Recall that, in a deterministic growth model, the condi-
tion f”(0c0) = limy_. f’ (k) < n ensures the existence of a maximal
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sustainable capital-labor ratio, and hence the steady state. Similarly, un-
der uncertainty, we need a condition that relates the production function
to the population dynamics to ensure the capital-labor ratio will not, with
positive probability, go to infinity in finite time. Specifically, we need the
following assumption on the maintenance requirement:

f'(00) < n —a?)2. (6.11)

Since f/(00) > 0, (6.11) implies n — 0>/2 > 0, which is one of the
sufficient conditions for the existence of a steady state in Merton (1975,
p- 379). This observation is particularly useful in that it is a restric-
tion only on the dynamics of population growth and is independent of
the preference structure. Furthermore, equation (6.10) helps us see that
n —o2/2 > 0is necessary for the existence of a steady state distribution;
otherwise, n < o2/2, the drift of (6.9) is positive, and, from (6.10), k;
grows exponentially with time.

When o = 0, (6.11) is the deterministic condition discussed above.
Furthermore, given a production function, the population growth rate,
n, must be greater than f’(co) + o2/2. That is, in comparison with
the certainty case, we need a larger expected population growth rate
to balance shocks (i.e., n > o2/2) if the Inada condition f”(c0) = 0 is
assumed.

6.3 Other Constraints

The standard method for a static constrained optimization problem
is to apply the Kuhn-Tucker conditions to solve the problem. Is
there something similar for dynamic models? What would happen
if we “mechanically” include the constraints in the formulation of a
continuous-time stochastic optimization problem? Can we derive a simi-
lar Bellman equation with the associated constraints? Can we be sure that
the solution to the constrained Bellman equation is the value function,
1.e., can we be sure that the verification theorem holds? In what follows
we shall use concrete examples to discuss these issues.

6.3.1 A Portfolio Problem with Borrowing Constraints

General Setting
Recall Merton’s consumption—portfolio model with two assets, one of
which is risk-free. Let W;, ¢;, s;, r, |1, and o> be, respectively, wealth,
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consumption, the share of wealth invested in the risky asset at time ¢,
the return to the risk-free asset, the expected rate of return to the risky
asset, and the instantaneous variance of the risky asset satisfying u > r.
As shown before, the budget equation is

AW, =[s;(u—rYW, +@W, —c;)]dt + os, W, dz,. (6.12)

Now we impose nonnegativity constraints on the state and control vari-
ables: W; > 0, ¢; > 0, and s, > 0. The last nonnegativity constraint is,
of course, the no-short-sale constraint. To make the discussion more
interesting, we include a borrowing constraint:

ssWy < Wi+ L, or s, <1+L/W,

where L > 0 is a given constant. The product s; W; represents the abso-
lute magnitude of investment in the risky asset, whereas L represents the
absolute maximum a person can borrow at any time. Notice that when
L =0 (ors; < 1), no borrowing is allowed, and when L = oo, the prob-
lem is exactly Merton’s model in which you are allowed to have unlimited
borrowing.

LetR, = (0, c0). The utility function U (c)is of class C* (R..), strictly
increasing and strictly concave in c. In addition, lim._,o U’ (¢) = oo and
lim,_, o, U’ (¢) = 0. Then the consumer’s problem can be formulated as

{erosi}

(o]
max EW/ e "'U (c,)dt s.t. (6.12) and W, > 0.
¢;>0,0<s,<1+L/W; 0

(6.13)

This problem differs from the one discussed in the previous chapters in
that the admissible set of controls is different and that the state variable
has a nonnegativity constraint. Let the value function of this problem be
J(W).

Properties of the Value Function. Several properties of the value
function J (W) of this constrained optimization problem (6.13) can be
easily derived.

(1) As in the proof in Chapter 4, we can show that J (W) is strictly
concave in W.

(2) Since(c, s) = (r W, 0)is admissible, the value function is bounded
from below: J (W) > U (W) /p.
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(3) Let J* (W) be the value function associated with Merton’s model.
Since the set of admissible controls for the problem (6.13) is smaller than
the set for Merton’s problem, the value function is bounded from above
by J (W) < J* (W), provided J*° (W) < co. An obvious example of
J® (W) < oo is when the utility function is of HARA class. In what
follows we shall assume J*° (W) < o0, so that the value function J (W)
is bounded.

(4) The value function J (W) is uniformly continuous on [0, 00), and
is strictly increasing in W. In particular, J (0) = U (0) /p. The proof is
in Zariphopoulou (1994, p. 63).

Major Difficulty. What makes this portfolio problem difficult is that
the value function J (W) may not be smooth because of the presence
of the constraints. A few comments are in order. We have just shown
that J (W) is strictly concave. As pointed out in Howe (1982), a concave
function is differentiable almost everywhere, i.e., it is differentiable ev-
erywhere except for a set of measure zero. In addition, he showed that
any concave function can be approximated arbitrarily closely by a smooth
(even analytic) concave function. (Functions that have power-series ex-
pansions about all points in the domain are called analytic. By definition,
an analytic function is a C*° function.) Even with these results, it turns
out that proving J (W) € C?(R,) is a major task, which will be dis-
cussed later. An immediate corollary of J (W) being of class C? (R ) is
that under the assumption of i > r, the no-short-sale constraint s, > 0
is no longer binding and can thus be removed.

Bellman Equation. Following the lines of derivation in Chapter 4, if
J (W) is of class C? (R, ), then the Bellman equation (on suppressing
the subscripts) is, for W > 0,

0= czo,g?-):L/W{U(c) —pJW)+[s(u —r)W + (W —c)lJ' (W)

+ 15202 W2I (W)} (6.14)

with J (0) = u (0) /p. This Bellman equation looks familiar except for
the constraints. We shall see that its economic implications are quite
novel.

The Bellman equation (6.14) can be rewritten for W > 0, as

— _ ! 1 22172 11
pJ (W) _Sgrlr}raﬁw{s(u YWJI (W) + 302 W2J" (W)}

+max{U (c) = cJ (W)} +rWJ (W), (6.15)
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with J (0) = u (0) /B. The firstis a static constrained maximization prob-
lem with borrowing constraint s < 1+ L/W. The second is another
static maximization problem, with nonnegativity constraint ¢ > 0. In
short, the problem (6.13) is reduced to two static constrained optimization
problems. Thereupon, Kuhn—Tucker conditions are readily applicable.

Kuhn—Tucker Conditions. Let A be the Lagrange multiplier for the
first constrained maximization problem. Then the Kuhn—Tucker condi-
tions are

(w—r)YWJ W)+ sW>J"(W)—x1 =0,
AMlI+L/W—5)=0,
A =0,
and
1+L/W—s5>0.
Ifs <1+ L/W,then A =0and

w—r J(W)
o2 WJ'(W)

=s<14+L/W.

Ifs =1+ L/W,then
(w—rYWJ (W) +so?W>J" (W)= x>0,

which can be written as

—r JWw
_orpryr iy ft=r LD (L
o2 WJ'(W)
It follows that
L —r JWw
oLy por SO

— =s5< —_ .
WS et W (W)

Thus, we have

, 6.16
o2 WJ' (W) w (6.16)

) : w—r J(W) L}
S =min{ — — 1

This last equation reflects the effect of the borrowing constraint on port-
folio selection.
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Similarly, the second optimization problem’s Kuhn—Tucker condition
is simplified to

U'(¢)— J (W) =0,

because of the assumption lim._,o U’ (¢) = oo. Thus, the optimal con-
sumption is

c(W) = U '[J (W) (6.17)

To summarize, the solutions to the consumption and portfolio selection
problem with borrowing constraints are given by (6.16) and (6.17).

Example: CRRA Utility Functions

Let U(c)=c'""%/(1 —a), @ > 0, a # 1. The coefficient « is the de-
gree of relative risk aversion. As shown in Chapter 5, if there is no
borrowing limit (L = 00), then

c= AW,
w—r
§ = —,
ao?
and
A—(X
J(W) = wi—e, 4>0,
l -«
provided that

2 «ao?

2
p>(l—a)|:r+lu:|,

which ensures

2
Aze_L:zP+1%;QJ>Q
2 ao?
Now suppose L = 0 (no borrowing is allowed). As long as s < 1 or
w —r < ac?, the borrowing constraint is not binding and the solution
derived in Chapter 5 remains valid. The interesting question raised by
Vila and Zariphopoulou (1997) is this: What if u — r > ao?
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From (6.16),

It can be verified that the optimal consumption function is
c=BW

and the value function is

—a

B
J(W) =

—

wi-e, B >0, (6.18)

where

Again, we need

2
p>(1—a)<u—%)

to ensure that B > 0.

Exercise 6.3.1 Verify that the value function is of the form (6.18) and the
optimal consumption is c = BW, when the utility function is of CRRA
class.

Hint. Since s = 1, the Bellman equation becomes

0 = max {U)—pd W)+ (W —c)J (W) + 30> W2J" (W)} .

Exercise 6.3.2 Find the value function and the optimal policy functions
for the portfolio problem when there is no borrowing (L = 0) and U (c) =
log c.

6.3.2 Viscosity Solutions

In our derivation and application, we assume that the value function
J (W)isofclass C? (R4). In fact, J (W) is the unique C? (R, ) solution to
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the Bellman equation (6.15), which is the central result of Zariphopoulou
(1994) and Vila and Zariphopoulou (1997). So, what are the mathematical
issues?

To begin with, the value function J (W) as defined by the problem
(6.13) may not be smooth enough to satisfy the Bellman equation. As
we have discussed in Chapter 4, the instantaneous variance term must
be uniformly nondegenerate, i.e., 15202 > > § for some constant 8, to
ensure that the value function J () as defined by (6.13) is of class C?
satisfying the Bellman equation. Because 1s°02 72 may become zero,
this theorem is not directly applicable to our problem. Obviously, we
have to show that s W is bounded away from zero in R .

The method taken by Vila and Zariphopoulou (1997) is the so-called
viscosity solution technique. This concept was first proposed by Crandall
and Lions (1983) for deterministic Bellman equations. “The name refers
to the ‘vanishing viscosity’ method used in the existence results, and was
chosen for want of a better idea” [Crandall and Lions (1983, footnote
2)]. Lions (1983) introduced the viscosity solution technique for optimal
control of diffusion processes and the Bellman equations. The idea is
to introduce a more general solution concept, which makes the classical
solution, i.e., J (W) € C?(R), a special case.

To introduce the definition, we begin with a second-order differential
equation

F(W,J,J,J')=0. (6.19)
For example, if we define

F (W, J, ,]/, J”)
= omax,  AU@=pJ ) +Is(w=r) W +@W =0l J ()
Faet WD), (6.20)

then solving the Bellman equation becomes solving the differential equa-
tion (6.19). Crandall and Lions (1983) gave a nice motivation for the def-
inition of a viscosity solution for first-order equations F (W, J, J') = 0.
The interested reader should consult their paper. The following definition
for the second-order equations (6.19), however, is taken from Vila and
Zariphopoulou (1997).
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Definition 6.11 Suppose F :[0,00) x R x R x R — R is a continu-
ous function and is decreasing in its last argument. A continuous function
J 1 [0, 00)— R is a viscosity solution of the equation (6.19) if and only
if for every C? function ¢ the following conditions hold:

(i) for each local maximum point Wy of J — ¢, we have
F(Wo, J(Wo), ¢ (W), ¢" (Wo)) <0, (6.21)
(ii) for each local minimum point Wy of J — ¢, we have

F(Wo, J (W), ¢' (Wy), ¢" (Wy)) = 0. (6.22)

We first show that every classical solution is a viscosity solution. Sup-
pose Wyisalocal maximum pointof J — ¢p. Then J' (W) — ¢ (Wy) = 0,
and J" (Wy) — ¢” (W) < 0. Since J (W) is a classical solution of (6.19),
we have

F(Wy, J(Wy), J' (W), J" (Wy)) = 0.

Substituting ¢’ (W) for J' (W) and ¢” (Wy) for J” (W) , and using the
fact that F' is decreasing in the last argument, we have (6.21). Simi-
larly, (6.22) can be proved. Thus, viscosity solutions generalize classical
solutions.

A natural question is this: When is a viscosity solution a classical solu-
tion? The answer: Every C? viscosity solution is a classical solution. To
see this, we choose ¢ = J so that J — ¢ = 0 in the whole domain. Then
every W is a maximizer and a minimizer of J — ¢, and therefore (6.21)
and (6.22) are satisfied for all W. Consequently, F (W, J (W), J (W),
J" (W) =0.

When a more general solution concept is introduced, the uniqueness of
the solution is often an issue. As pointed out in Crandall and Lions (1983),
however, one of the advantages of the viscosity solutions is that they have
the uniqueness theorem as well as the existence theorem. Moreover,
there is a stability theorem, which says roughly that, if J,, € > 0, is a
viscosity solution of F (W Je, J, Ja”) =0,andif F, — FandJ, — J,
as ¢ — 0, on compact subsets of the domain of F, then J is a viscosity
solution of F (W, J, J', J”) = 0. In short, the limit of viscosity solutions
is also a viscosity solution. See Lions (1983, Proposition 1.3).
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Vila and Zariphopoulou (1997) solved the portfolio problem with bor-
rowing constraint by approximating the problem (6.13) with a sequence
of optimization problems such that the Bellman equation of each problem
in the sequence is nondegenerate. The value function of each constructed
problem in the sequence is well behaved and is the viscosity solution to
the corresponding Bellman equation. Then, using the stability theorem
and the uniqueness theorem of viscosity solutions, they prove that J (W)
is the unique C? (R..) solution of the Bellman equation (6.14). The proof
is quite elaborate, and the interested reader should consult their paper for
more details.

There is no doubt that the viscosity solution technique is a power-
ful tool for solving dynamic optimization problems. It has been shown
that the technique is quite useful for extending Merton’s portfolio prob-
lem to the ones with various constraints. For example, Fleming and
Zariphopoulou (1991) solved the portfolio problem when the borrow-
ing rate is greater than the lending rate; Duffie, Fleming, Soner, and
Zariphopoulou (1997) solved the portfolio problem when the investor
is endowed with stochastic income. See the references cited therein for
other extensions. Unfortunately, as pointed out in Vila and Zariphopoulou
(1997), there is no general framework for this class of problems, and each
case requires a specific analysis. Given that these extensions are some-
what technical, collaboration between the two professions, mathematics
and economics, is highly recommended.

6.4 Stopping Rules — Certainty Case
6.4.1 The Baumol-Tobin Model

Square-Root Rule

Baumol and Tobin used the well-known inventory model to determine
the elasticities of money demand. Their model is static and is described
as follows. Assume an economic agent, be that a business firm or a
household, that spreads out its purchases over time from a fixed income.
For simplicity, the rate of spending is constant over the period. Except
at the end of the period, it holds some asset, the yet unspent portion of
its income, which has an opportunity cost of foregone interest earnings,
say from bonds. On the other hand, going to the bank to get cash incurs
a transactions cost of exchanging bonds for cash. The agent faces two
different types of costs: foregone interest earnings and the transactions
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cost. The problem is how much cash it should hold, or how many trips to
the bank it should make, so that the total cost is minimized. Notice that
the time path of money holding follows a sawtooth pattern.

Let M, r, C, and Y be, respectively, the money holding, the interest
rate, the transactions cost, and the income in a given period. The aver-
age money holding between trips is M/2, and therefore, the foregone
interest is » (M /2). The number of trips to the bank is Y/ M, so that the
transactions cost is C (Y /M). Then the problem is

. M Y
miny7|{—)+C—=)¢-
il (3) < (@)
The first-order condition implies the well-known square-root rule,

2CY
M = .
r

In this case the income elasticity, the transactions-cost elasticity, and the
absolute value of the interest elasticity of the money demand are all 1/2.

Optimal Scheduling

Why is the classical sawtooth pattern of demand for money optimal? The
argument goes as follows. Suppose we plan to make 7 trips to the bank.
We shall show that the timing for transactions should be evenly spaced
over the given time period. Then the problem is reduced to finding the
optimal number of trip as we just did. The following argument is based
on Tobin (1956).

Let Y be the income in a given period [0, 1], which comes in cash.
This income will be exhausted at the end of the period. Since income is
dispersed at a constant rate, the available income for transactions at time
t €[0,1]is T'(¢) = (1 — t) Y. The optimal scheduling can be obtained
as follows. Since the number of trips is exogenous, the total transactions
cost is given. Therefore, the scheduling should be the one that gives rise
to the maximal interest earnings. Let the scheduling be {#, #;, ... ,t,}
with the understandingthat0 < ¢ < #, < --- < t, < t,41 = 1. Atty, the
economic agent goes to the bank and purchases 7'(¢;) dollars of bonds
and begins to earn interests. At each following #;_1, i > 3, the economic
agent goes to the bank and converts from bonds to cash. In other words,
attime ¢;_1, i > 2, the economic agent holds 7'(¢;) dollars in bonds, and
T(ti_1)—T ()= ( —t;_1)Y in cash. The interest earning from #;_,
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to ¢; 1s
rti—ti-)T W) =rt—ti-)(1—4)Y,

where 7 is the interest rate. Then the optimal scheduling is the solution
to the problem

r?g}x;rm — (1 =1)Y = rYrggn}x;a,- — i) (1= 1),
The first-order conditions for optimal scheduling are
A—=t)—t; —tic)— (1 —t;41) =0, i=2,3,...,n—1,
and
(I =) =ty — ts-1) = 0.
They can be formulated as (recalling ¢,,1 = 1)
2t = ti—1 + tit1, i=2,3,...,n.

It means that each ¢;, except #1, is the midpoint of the two adjacent points.
That is, the transaction times are evenly spaced. Formally,

 — 1
h=th4+—(—1), i=23,....n
n
It follows that
1 .
fi—l‘l',lz—(l—fl), 1=2,3,...,n,
n

and the total interest earning is
. n—i+1 )
rY (t—ti_)(l—t)=rYy ——— (A —1)".

Hence, #; = 0 is necessary for maximizing interest earnings.
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Integer Constraint?

In the Baumol-Tobin model, the number of trips to the bank is Y/ M.
What happens to the theory if it is not an integer? Barro (1976) provided
an answer to this question. However, the problem can be looked at from
a different angle. Since the choice of the length of time is arbitrary,
why choose one month or one year? Why not make the problem truly
dynamic? In the next subsection, we shall examine this possibility.

6.4.2 A Dynamic Model of Money Demand

Let the money demand at time ¢ be M,. Assume money is spent at a
constant rate u, i.e.,

dM, = —pdt, (6.23)

or M; = My — ut, where My > 0 is the initial money holding. The pa-
rameter u represents the rate of disbursement or cash expenditure and has
units of dollars per unit of time. It is related to the volume of transactions
in the Baumol-Tobin model. If the dynamic model of money demand is
obtained from extending the Baumol-Tobin model to infinite horizon,
then the time path of money should go as follows. When ¢ = M,/pu,
the stock of money is exhausted and another M, is replenished. After
the first adjustment, money holding continues to follow equation (6.23)
until time ¢t = 2 (My/u) . The replenishment takes place again and the
process continues. This gives rise to the usual sawtooth profile of money
depletion.

Optimal Scheduling
Is this sawtooth profile of money demand optimal? Let M, be the amount
of money replenished at time ¢;, where ¢ € {#y, #1, f, . .. }, with the un-
derstanding that 7y = 0 and M is the initial holding. Our objective is to
show that At; = t;,1 — t; isa constant, fori =0, 1,2, .. ..

By definition, M; = pu (t;+1 — t;) = p At;. This says that the choice
of the timing for transactions dictates the extent of money holding, and
conversely. At any ¢ € [, t;11), the money holding is

M, =M, —p(t—t;)=ptiy1 —1).
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The foregone interest of holding money in time interval [f;, ;1) dis-
counted to time #; (i.e., in current value) is

tit1 liy1
/ e "Tp M, dt = f ey (i — t)dt.
1, t;

i

Using integration by parts and the change of variables s = — ¢;, we
have

tit1
/ ey M, dt
ti
At;
= f e ru (At —s)ds
0
At A
= —e "u(rt; — s)|0 ' —/ e ds
0
At; I,L
= uAt; — (—)(1 — e A
r

()Gl

Thus, the current value of foregone interest of holding money is a function
of M,, = u At;. Denote it by

lit1
I (M) =1(uiy)= / e " Wp M, dt.
1,

i

By definition, 7 (0) = 0. The total cost of money holding has two com-
ponents: adjustment cost and foregone interest earnings. Assume the
interest rate » > 0 is constant and, for the moment, the adjustment cost
(the brokerage fee), C > 0, is also constant. Then the problem is to
minimize the present value of the total cost:

o0

r{li}n e "I (uAt)+C]. (6.24)
KL

Lemma 6.12 At optimum, t; = it;, i =2,3,....
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Proof. Let t; = Aty (or My) be optimally chosen. Using the change of
variables s; | = t; — t; (which satisfies so = 0 and As;_| = Af;) and
j =i —1, the current value of the total cost of money holding from #,
onward is

o0 o0
; —r(ti—t1) — mi —rSi-1
min e I (uAt;) + C] = min e I(nwAsi_))+C
nit ;_1 [/ (nAt) +C] it i§=1 [7 (uAsi—1)+ C]

o0

1}11? e "[I(nAsj)+Cl,
S —0

J
which is identical to (6.24). Thus, the corresponding first adjustment
time must be the same as that in (6.24), i.e., s = #;. Hence, the optimal
t, must satisfy #, — ¢, = s; = #1, or t, = 2¢;. The lemma is proved by
induction. H

Formulation of Money Demand

From the lemma we have M, = M, for all i, and t, = M,/ . It follows
that the current value of foregone interest earning in each evenly divided
time interval is

1<Mo)=Mo—§<1—x>,

where

Note that A = exp {—rt;} is the discount factor at time #; = My/u.
Since replenishment takes place at time t; =ity =i - (My/u), where

i =1,2,..., the present value of the total cost of holding M, is
e =, I(My)+C
_ rt; _ i
G(Mo)—;e [1(M0)+C]—[[(Mo)+c];x ==
My+C
BE L - (6.25)
11— r

The dynamic, deterministic transactions demand for money is obtained
by choosing an M, so that G (My) is minimized. That is, the problem
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becomes

My+C
max { 0t o } . (6.26)
Mo 1—A r

It is instructive to derive (6.25) from another angle. The principle
developed here will make the stochastic case easier to follow. Let G (M)
be the current value of the total cost of holding money. The present value
of the total cost of holding money M, from the first adjustment time
onward is

e MG (M) = e " MIWG (My) = 1G (My).

The present value of the total cost of holding money has three com-
ponents: the initial installment cost, the foregone interest up to the first
adjustment and the present value of the total cost from the first adjustment
onward, i.e.,

G (M) = C + I (My) + AG (Mp) .

Simplifying this equation, we have (6.25).
The first-order condition on the money demand is

1 =) —(My+C) (%) A =0. (6.27)

1 <I"M0>
S‘ = — = eXp R .
A 2

Then the first-order condition can be rewritten as
r rM
(My+C) ; +1=¢c=exp 7 . (6.28)

The optimal demand for money is implicitly defined by (6.28).

Define

Properties of Money Demand

The solution to (6.28) always exists and is unique. The following graphic
argument, setin (My, y) coordinates, will be helpful. The left-hand side of
(6.28) is a straight line with slope »/u and y-intercept 1 + C (/) > 1.
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y =exp{(rju)Mop}

N\

Dy =1+ (u)C + (Huw)M,
1+ (u)C Ey ()€ + (rlu)My

M. M,

Figure 6.1: Money demand: existence and uniqueness.

The right-hand side of (6.28) is an exponential curve with y-intercept 1.
The intersection of the straight line with the exponential curve uniquely
determines the optimal demand for money. Denote it by M,. See Fig-
ure 6.1.

From

it is easy to verify that

” r/u
G"(M,) = Y > 0.
Since M, is uniquely determined, the local minimum is also global.

It is easy to see from Figure 6.1 that an increase in C shifts the line y =
(My + C)(r/pe) + 1 upward while leaving y = exp (»r My/ 1) invariant,
and hence dM,./0C > 0.

The optimal demand for money is a function of three variables: the
transactions cost C, the disbursement p, and the interest rate 7. Although
the function M, = M, (C, u, r) may not be readily available in closed
form, the central properties of this function are not difficult to obtain
from equation (6.28). Specifically, M, (C, u, r) is homogeneous of de-
gree one in the first two variables C and u, because a doubling of C
and u followed by a doubling of M, leaves equation (6.28) unchanged.
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Similarly, M, (C, w, r) is also homogeneous of degree zero in the last two
variable p and r, since equation (6.28) is invariant under a doubling of
and r. It is equally straightforward, albeit less obvious, that M, (C, u, r)
is homogeneous of degree one in the first variable C and the reciprocal
of the last variable, 1/r. This is because doubling 1/r is the same as
cutting the interest rate » by half; then, doubling C and 1/7 followed by
a doubling of M, leaves equation (6.28) unchanged.

Let n (M, x) be the elasticity of money demand with respect to pa-
rameter x. Using Euler’s theorem, the above homogeneity conditions are
summarized in the following

Proposition 6.13 Let n(M,, C), n(M,,r), and n(M,, i) be respec-
tively the transactions-cost elasticity, the interest elasticity, and the trans-

actions elasticity of demand for money in a dynamic inventory model.
Then

n(M*v C)_ U(M*a’”) = 1’
n (M, C)+n (M, n) =1,
n(My,r)+n(My, u) = 0.

Notice that, although there are three equations here, any two of them
imply the third. Thus, these three elasticities have only one degree
of freedom: the determination of one implies the other two. Proposi-
tion 6.13 is germane to the sum-of-elasticities property of Milbourne
(1988).

The above analysis can be extended to the case in which part of the
transactions cost is proportional to the quantity of money handled. That
is, the transactions cost is of the form C + kM, with constant £ > 0. It
is easy to verify that the associated first-order condition is

uw rMy C
M, chH(— 1= —, C = —_.
(Mo + )<r>+ exp{ m } Tk

Substituting C’ for C in the analysis, the homogeneity conditions remain
valid.

There are many more interesting results of this money demand. How-
ever, we shall defer discussing them, since they can be treated as a special
case of the stochastic money demand.
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What happens if the money stock follows a diffusion process? Clearly,
the adjustment time is not #{ = M, /u, but some stopping time 7. An
educated guess is that the discounted factor A = e~ will be replaced by
some expected discounted factor E[e™""]. As we shall see, the stochastic
version of the money demand model is indeed obtained by replacing A
with E[e™""] in (6.26).

6.4.3 The Tree-Cutting Problem

The tree-cutting problem is an example of Austrian capital theory. That
school of thought is associated with the Swedish economist Wicksell
as well as the Austrian economists Bohm-Bawerk and Hayek. Usually
known as the tree paradigm, it analyzes the optimal timing of cutting a tree
to maximize the net present value of the tree. The paradigm can also be
used to address the schooling problem. That is, if we treat human capital
like a tree, then the question is this: When is the best time for a student to
quit school and enter the job market? If, however, there is replanting after
cutting, then the problem is usually known as the rotation problem and
is a renewable resources problem. The rotation problem was pioneered
by a German forester named Faustmann and made popular through his
formula.

Let X (¢) be the size of a tree at age . Assume X (0) = 0 (just for
convenience; this assumption will be changed in the stochastic case),
X' (t) > 0, and X" (¢t) < 0. The growth of a tree can be represented by a
differential equation

dX () = f(0)dt,

with f(¢) > 0 and f’(¢) < 0. This representation will be most useful
when we extend the model to the stochastic case. This type of growth
is known as the age-dependent tree-cutting problem. In contrast, if the
growth pattern follows

dX(t) = f(X)dt,
then it is called size-dependent. For example, the deterministic Solow

equation without consumption satisfies the above equation. We shall,
however, discuss mainly age-dependent problems.
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Without Rotation

Assume tree-cutting is a one-time business. If we keep the tree, its value
will grow. If we cut the tree at a cost ¢ > 0, we have the opportunity of
selling it at a price p > 0 and depositing the profit in the bank, where
it grows at the rate of interest » > 0. The question then is this: When is
the best time to cut the tree so that its net present value is maximized?
Formally, the problem is

mtax{e_” [pX (t) — cl}.

The first-order condition is
X@®)=r[X@) —c/p]. (6.29)

It says that, measured in terms of the size of a tree, the marginal benefit of
keeping the tree, X’ (¢), is equal to the marginal cost of keeping the tree,
which is measured in terms foregone interest earnings, » [ X (¢) — ¢/ p].

A diagrammatic analysis in (¢, y) coordinates will be most helpful. If
X" (¢t) = 0, then, plotted against ¢, y = X’ (¢) is horizontal, while y =
r [X (¢t) — ¢/ p] is linear with slope > 0. They must cross each other.
See Figure 6.2.

If X7 (t) < 0, then, as functions of ¢, y = X’ (¢) is downward sloping,
while y = r [X (¢t) — ¢/p] is upward sloping and strictly concave in .
They cross each other unless both are asymptotic to some straight line

y =rlX(®) - clp]

y=X'(

t
P

t

Figure 6.2: Optimal cutting time: linear growth case.
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y = rlX(®) - cip]

y=X'()

t
*

t

Figure 6.3: Optimal cutting time: concave growth case.

y =m > 0. But then X’ (¢) > m would imply y =r[X () —c¢/p] is
rising at a rate greater than m, which is impossible. See Figure 6.3.

In either case, the two curves cross at a unique point, ¢*, the optimal
time of cutting the tree. The second-order sufficient condition is

e {[pX'(t) — rpX(t) + re](=r) + pX"(t) = rpX' (D)} li=r
= pe "'[X"(1*) —rX'(t*)] < 0.

It is straightforward to verify that X’ (¢) > 0 and X" (¢) < 0 are sufficient
for the second-order condition. Since the crossing is unique, this local
maximum is also global.
It is straightforward to verify that

ot* ar* ot*

— <0, — >0, — < 0.

ar ac ap
In fact, an increase in r (an increase in p, or a decrease in ¢) shifts
the marginal cost curve y = r [X (¢) — ¢/ p] upward, while leaving the
marginal benefit curve y = X’ (¢) unchanged. In other words, we have
the following

Proposition 6.14 Anincrease in the interest rate, an increase in the price
of lumber, or a decrease in the cutting cost lowers the optimal cutting
time t*.
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Alternatively, the first-order condition can be written as

d

—log[pX(¢t) —c]l=r.

- log[pX (1) ]

It says that the growth rate of the net value of the tree, % log[pX (1) — c],

is equal to the market interest rate r, the opportunity cost of keeping the

tree. This representation may be referred to as the Faustmann formula

(without rotation). When X (¢) = ut, the optimal cutting size b = X (t*)

satisfies

c . u
-

b="+ (6.30)
p

With Rotation
Let the initial time be 0. Let ¢ be the cutting and seedling cost. Suppose
the cutting times are {¢1, t,, . .. }. Then the rotation problem is

max T pX(t; —ti_)) — 6.31
na ; [pX (6 —ti1) — ] (631)

with the understanding that 7o = 0. As in the proof that money demand
follows a sawtooth pattern, we can show that cutting times must be evenly
spaced as well, i.e., t; = it,. Then, the problem is reduced to finding the
optimal “first” cutting time #,. For notational convenience, we shall drop
the subscript 1 from #;. Then the problem (6.31) can be simplified as

max 2 e pX(t)—c] = max pIX (i)__e(i/rf)] e ) (6.32)
The first-order condition is
(X1 = &) = r[X() — e/ plhpe™' (1 =) 2 =0,
which implies
X (= "KO=¢/pl (6.33)

1 — efrf

This says that, again measured in terms of the size of a tree, the marginal
benefit of keeping a tree, X’ (¢), must equal to the marginal cost of keeping
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the tree, which is the present value of all foregone interest earnings from
cutting and replanting a tree.
To ensure the existence of a solution, we assume X’ (¢) satisfies

d X e r
Elog[X(t)—c/p] = X0 —c/p >e <1 _ert>,

so that the right-hand side of (6.33) is an upward-sloping curve, whereas
the left-hand side is obviously downward sloping. That is, if there is
a lower bound for the growth rate of the net value of the tree, then
the optimal cutting time of a tree with rotation is uniquely determined.
Denote it by 7*.

The second-order sufficient condition for the local optimum #* is

(X' = r X ()] (1= e ) pe (1 =) <.

Clearly, a concave X (¢) will suffice. Since ¢* is uniquely determined, the
optimum is global.

By comparing (6.33) with (6.29), we see immediately that the optimal
cutting time is shortened when there are rotations, which is most intuitive.
The comparative dynamics are similar to the case of no rotation. An
increase in ¢ (or a decrease in p) lowers the marginal cost of keeping
a tree; meanwhile the marginal benefit remains invariant. Hence, it will
delay the cutting of the tree. Using the fact that

el >14rt vt > 0,
we can show that g(r) = (1 — e™"")~! satisfies
gdr)=(1—e" 21 —e" —rte™) > 0.

Hence, an increase in 7 would raise the marginal cost curve, the right-hand
side of (6.33) and hence lower the optimal cutting time. In summary,
at* at* ot*
— <0, — <0, — > 0.
or ap dc

An alternative expression for the first-order condition is

d X0
Grloe X0 —e/pl= o =

(6.34)
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This is the Faustmann formula. Rewrite (6.34) as

F[X(f)—C/P]'

X (t)=r[X({)—c/p]+ ol 1

In comparison with (6.29), this equation has an extra term, the second
term on the right-hand side. In the literature of forestry, this term is known
as the site value.

If the tree is growing at a fixed rate, say, X (¢) = ut, then finding the
optimal cutting time is the same as finding the optimal cutting size. In
fact, the optimal cutting size b = X (¢*) = ut*, from (6.34), satisfies

b+ (E) e "bIn — < + ﬁ (6.35)
r p r
This equation is analogous to (6.30).

Exercise 6.4.1 For the problem (6.31), show thatt; = it;, i =2,3,....
Hint. It is similar to Lemma 6.12.

What happens if the tree growth follows a diffusion process, say,
dX =pndt+odz?

A plausible approach is to find the optimal cutting size. But then the
corresponding cutting time is a random variable, a stopping time 7. Like
the problem of stochastic money demand, the rotation problem under
uncertainty could be solved by replacing the discount factor A = e~
with the expected discounted factor E[e™""] in (6.32). What then is
Ele7]?

6.5 The Expected Discount Factor
In this section, we shall formally derive the expected discount factor of a
stopping time 7. Since a Wiener process is unbounded, we know the set

[t <oo]={weQ:1(w) <o}

is of probability one. Our objective is to find E [e™"" : T < oo] when T
is a stopping time of a stochastic process {X;} with Xy = x. When there
is no danger of confusion, we shall abbreviate it as £, [e™""].
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Our approach has three steps. First, we introduce the Wald martin-
gale. Second, by invoking the optional stopping theorem that relates the
expected value of a martingale to its initial condition, we can evaluate
the expected value of the Wald martingale, from which an equation for
E[e™""] canbe derived. Finally, we present different formula of £, [e "]
for different types of absorbing barriers.

6.5.1 Fundamental Equation for E,[e™"7]

Wald Martingales

Suppose we have a Wiener process {X,} with drift u and instantaneous
variance o2. By Ito’s lemma, the stochastic process {¥;} = {1}, for
any dummy variable a, is a geometric Brownian motion

2
dY; = (ua + %a2> Yidt +oaY;dz; = q(a) Y;dt +oaY; dz,,

where

2

o
q(a) = pa + 7612.

As shown in Chapter 3, the first moment of a geometric Brownian motion
is

ETY, | Fs] = Ysexpig (a) (t — s)}.

Then

Y; _
E [W ‘ fs] = Yyexp{—q (a)s},

and hence
Elexp{aX, —q(a)t}| Fi] = exp{aX; —q (a)s}.
In other words,
Va(t) = explaX; —q(a)t}

is a martingale. Such a martingale is known as a Wald martingale with
dummy variable a.
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Our next step is to evaluate E, [V, (7)]. The objective is obvious.
If we know E, [V, ()], then we can derive the formula for E [e™""].
Specifically, if we set g (a) = r, then

E [V, (v)] = E [exp {aX, —rT}] = e E[e7],

if the value of X is nonstochastic. Then E,[e™" ] can be evaluated if we
know the value of E, [V, (t)]. In the case of money demand, the stopping
time takes place when money is depleted and therefore X, = 0. In that
case, E,.[e7"T] = E [V, (?)].

The method of finding E,[V, ()] is well-known in mathematics. In
what follows we shall briefly summarize the results.

Optional Stopping Theorem
Recall that a martingale is a fair game, in that the expected return from the
gamble is no different from its current return. Can the gambler improve
her expected return by suitably choosing the time to quit? If the game is
truly fair, we would expect that the answer is negative. This is the essence
of the optional stopping theorem.

To formalize the theorem, we define a stopped process
{X( AT); t >0} fora given stopping time T by

X(@) ift<r,
X(tAat)= .
( ) {X (r) ift>r.
Notice that in our money demand model such a stopped process corre-
sponds to the stochastic version of one sawtooth.

Theorem 6.15 (Martingale Stopping Theorem). Let (2, F, P) be a fil-
tered probability space, T a stopping time on this space, and X (t) a
martingale with right-continuous sample paths. Then the stopped pro-
cess {X(t AT); t > 0}is also a martingale.

Proof. See Harrison (1985). W

An immediate corollary of the martingale stopping theorem is the
following
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Corollary 6.16 Let (2, F, P) be a filtered probability space, T a stop-
ping time on this space, and X (t) a martingale with right-continuous
sample paths. Then E[X (t A t)] = E[X(0)] foranyt > 0.

Theorem 6.17 (Optional Stopping Theorem). Let (2, F, P) be afiltered
probability space, T a stopping time on this space, and X (t) a martingale
with right-continuous sample paths such that

(i) P(t <o0)=1,
(i) E[|X(@)|]] < oo, and
(iii) E[X(t AT)] = E[X ()] ast — oo.

Then
E[X ()] = E[X(0)]. (6.36)

Proof. See Bhattacharya and Waymire (1990, p. 53) or Harrison (1985,
p- 130). &

Since P ([t < o0]) =1, we have X(t At) > X (7) wp.l as t —
oo. To satisfy condition (iii), Harrison added a condition that
{X({tAT); t >0} is uniformly bounded so that the dominated con-
vergence theorem is applicable. In our case, we shall concentrate on
q(a) > 0. Then {V,(t AT); t >0} is uniformly bounded. Hence,
(6.36) is applicable, i.e.,

Ey [Va (T)] = E, [Va (0)] ’ (637)

if the initial state is X (0) = x > 0. Equation (6.37) is the fundamental
equation for E[e”""].

6.5.2 One Absorbing Barrier

A boundary that confines a diffusion process is called a barrier. The most
useful type of barrier for economists is called an absorbing barrier. An
absorbing barrier is like a black hole — the process is absorbed once it
hits the barrier. In what follows we shall work out E,[e™" "] for different
types of absorbing barriers.
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One Absorbing Barrier: X () =0

If X () = 0, then the stopping time is the first passage time 7, where
the subscript stands for the barrier. For notational convenience, however,
we shall continue to use 7 unless there is confusion or a need to highlight
the barrier. From equation (6.37) and X (0) = x > 0, we have

E, [e—q(a)r] — %

We shall identify g (@) by 7 and look for the proper a such thatq (a) = r,
or the solution to the equation

(0?/2)a* 4+ pa —r =0. (6.38)

There are two real roots, opposite in sign. Since E,[e”""] < 1, we shall
choose the negative one, a;, where

_ 1y — 2 2 2
o= RV ETT (6.39)
o

Then
E e ] = e . (6.40)

Equation (6.40) will be used to formulate the stochastic money demand
model.

Expected Discounted Cost Up to a Stopping Time
Assume B (x) is the instantaneous cost of holding x > 0. In the case
of money demand it will be the instantaneous foregone interest earning

B (M;) = rM,. Our objective is to evaluate E, [ [, e B (X,)dt]. To
facilitate the presentation, let

F(X)= /oo e "B (X;)dt.
0
and

h(x)=E, |:/00<> e'B (X,)dti| =E,[F(X)]. (6.41)
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Proposition 6.18 Assume X; follows d X = p dt + o dz with constants
wando, Xo = x, X; = 0and any continuous function B : R — R such
that | B| is bounded by a polynomial. Then

E, |:/OO e ""B(X)dt;t < oo] =EJe”"";1 <o0]h(0), (6.42)
and
E. |:/T e ""B(X)dt;t < oo] =h(x) — h(0)e"* (6.43)
0

Proof. Note that

E, UO e”B(Xt)dt]

=Ex|:/0 e B(Xz)dt:|—Ex[/r e B(X,)dt;r<oo].

(6.44)

The first term on the right-hand side of (6.44) is simply % (x). To compute
the second term, define a new stochastic process on [t < 0],

X[*:XT+Z" f207

i.e., X is a translation of X; by the random variable 7. By the Dynkin—
Hunt theorem, { X7} is a Wiener process with starting state Xj = X; =0
and is independent of ;. Note that, on [t < o0],

o0 oo
/ e "B (X,)dt =T / e "I B (X)) dt
T T
o0
=e_”/ e "B (X;ys)ds
0

=e " /00 e ™ B (X*) ds
O s *
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Let P, (A) be the conditional probability of event 4 when the initial state
x is given. Then the second term on the right-hand side of (6.44) is

E, |:/ e ""B(X)dt;t < oo]

o0
=E, [e‘”f e""B(X])dt;T < oo]
0

oo
= / [e” / e'B (X)) dt} dP,
[t<o0] 0

o0
= / E[e / e "' B (X7)dt Fr}dPx
[t <o0] 0
o0
= / e”Ex|: / e B (X)) dt .7-",} d Py
[t<o0] 0

_ / ¢ TTEL[F (X*) | Fi]d Py = / e h(X.)d P,
[t<o0]

[T<o0]

=h(0) e ""dP, =h(0)E.[Je""; T < o0].

[t <o0]

This proves (6.42). In the derivation we have used the strong Markov
property that

E.[F(X*) | F]=h(X5) =h(X;) on [t < od].
Since E [e”"7] = ", equation (6.43) follows immediately. W

Equation (6.43) will be used to compute the present value of foregone
interest of money holding up to the first stopping time.

One Absorbing Barrier: X (t) = b, b > x

If X (t) =b > x, then the stopping time is the first passage time 7.
Again, we shall continue to use t unless there is confusion or a need to
highlight the barrier. From equation (6.37) we have

Ex [e—q(a)r] — e—a(b—x)'
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Then we choose the positive root

—+ /1?4 2ro? 0
= >
2 b
o

a» (6.45)

so that E,[e”""] < 1. Hence

E e "] = e @b, (6.46)
Equation (6.46) will be used to formulate the stochastic rotation problem.
It should be noted that in applying this formula we allow the state variable,
which follows dX = pudt 4 o dz, to assume negative values at some
points in time. In many economic applications, however, this condition

could be problematic.

Example 6.19 Let v = inf{r : X (¢) = b}. If X (¢) is a standard Wiener
process (W= 0,0 = 1) with X (0) = 0, then a; = «/2r and hence

E.[e7] = etV

Exercise 6.5.1 State and prove a proposition corresponding to Proposi-
tion 6.18 for X (t) = b, b > x.

6.5.3 Two Absorbing Barriers

Two Absorbing Barriers 0 and b, with 0 < x < b
Now consider the case

T=ToNTp= min{l'(), 7,'1,} y

i.e., the process stops at whichever barrier is hit first. Partition the set
[t < oo]by [ty < oo]and [T < o0]. Define

E, [Z;A]szdPx — E[Z | APy (4).
A

By definition,

E et <o0] = Ex[e7™ X, = 0] + E [e 7™ X, = b].
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From (6.37), for any dummy variable a,

e = Ex [Va (O] = Ex [Va ()]
=E; [Va (T);Xr = 0] + E, [Va (T);X‘[ = b]
=E, [ X, = 0]+ E, [e" "™ X, =b].  (647)

Replacing a by a; and a, in (6.47), we have

e = E [ X, = 0]+ " E[e7 T X = b]
and

e = E, [ X, = 0] + e E, [e7™; X, = b].
Solving this pair of equations, we have

ehr e—az(b—x)ealb

E, [e_ 0. X, = O] = [ pabgarb (6.48)
and
o efaz(bfx) _ ealxefaQb
Ec[e™; X: =b] = T — (6.49)
Thus,

Ec[e7 ;T < 00]

efaz(bfx) 4 et¥ _ ealxefazb _ efaz(bfx)ealb

- 1 —en b e—azb
While the formula is relatively simple, its application to economic prob-
lems, especially the comparative dynamics with respect to i and -2, may
not be straightforward.
The next example shows that the expected discount factor of a stopping
time with two barriers can be quite simple in some special cases.

Example 6.20 Let T = inf{¢ : | X (¢)| = b}. Show that if X (t) is a stan-
dard Wiener process with X (0) = 0, then E,.[e”""] = 1/ cosh (b/2r).
First, we note that

t=inf{t: | X@)| =b}=tp AT_p =min{rp, T_p}.
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With i = 0 and o> = 1, the choice of a for Ty is ay = ~/2r. The choice
of a for t_y is obtained from the equation

Ex [e—rr] — e—a(—b—x) — ea(b+x)'

Clearly, we must choose the negative solution of (6.38), which is a; =

—\/2_}’. Then

1= = E [V, (0)]
= E[Va(v); Xe = b] + Ex [Va () ; Xo = —b]
=FE, [e“b_””;Xt =b| + Ex [e_“b_”*b;Xt = —b].

Substituting a, and a; for a in the above equation, we have

1= eb@Ex [e_””;Xr = b] + e_b@Ex [e_”‘b;XT = —b]
and

l=e ™Y E [e7™ X, =b] + "V E [e ™ X, = —b].
Therefore,

(ebﬁ + e*b«/ﬂ) {Ex [efrrb;Xr = b] + E; [eirLbQXt = _b]} =2.

By definition,
E, [e‘”;t < oo] =FE, [e‘”o;Xr = O] + E, [e_””;Xr = b]
_ 2 _ 1
eI etV cosh (b«/2_r)

Expected Discounted Cost with Two Barriers with 0 < x < b
A result similar to Proposition 6.18 can similarly be derived. First, we
decompose

E, |:/ e ""B(X,)dt;T < oo:| =E, |:/ e ""B(X)dt; X, = 0:|
T T

oo
+E, [/ e "B (X,)dt; Xy = b} .
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Then follow an argument made earlier that
E, [[ e ""B(X)dt; X, = 0]
=FE, |:€”/ e "'B (X;k) dt; X, = O]
0

E, [eE { [ e e ff} X, =0]
0

X _ e—az(b—x)ealb

Ei[e7" X, =0]h(0) =

1 _ ealbe—azb

where the last equality is obtained by using (6.48) and 4 (x) is defined in
(6.41) . Similarly,

o0
E, [/ e B(X,)dt; X, = b]

e—az(b—x) _ ealxe—azb

—E. [e"; X, = b]h(b) = h(b),

1 _ ealbe—azb

where the last equality is obtained by using (6.49). Thus, the expected
cost is

E, |:/ e ""B(X)dt;t < oo:|

[ealx _ e—az(b—x)ealb] h (0) + [e—az(b—x) o ealxe—azb] h (b)
1 — ealbe—azb :

The formula should be helpful in solving two-barrier problems.

6.6 Optimal Stopping Times

6.6.1 Dynamic and Stochastic Demand for Money

Absorbing Barrier

Now assume the depletion of the money stock is stochastic. Instead of
having a sawtooth shape, the sample function fluctuates about the old
sawtooth path. The money stocks follow a stochastic differential equation

dM, = —pdt + o dz,, (6.50)
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where u > 0,0 > 0, and M, is given. In other words, the money stock at
time ¢ is normally distributed with mean My — ut and the variance o*¢.
With a normal distribution, the probability of hitting M, = 0 at any point
of time is positive. Starting from Mj > 0, each sample path will w.p.1
hit M; = 0 in finite time. The time at which the money stock hits zero,
M; = 0, is a first passage time of the stochastic process (6.50) . Denote
it by

to=1inf{t > 0: M, =0}.

The sample path from the initial time # = 0 to the first hitting time 7 is
a stochastic version of one sawtooth.

Once the absorbing barrier is reached the money stock is replenished.
By the strong Markov property, the replenished money stock

M} = My + My,  t=0,

which is independent of F;,, follows the same Ito process (6.50) until it
hits the absorbing barrier again. Call this stopping time ré. Once again
we replenish the money stock, and the process continues. This gives rise
to a family of stopping times {zJ, 7}, 73, ...}, with the convention that
1) =0wp.l and 7} = 7,.

The rule that the money stock will be replenished once depleted is a
natural stochastic extension of the deterministic case. In the literature,
it is known as an (s, S) rule, where s stands for the trigger (a level that
triggers response) and S stands for the target. Therefore, it is also called
a trigger—target rule. Our demand for money example is a (0, My) rule.
The problem then is this: What is the optimal level of money stock that
minimizes the expected present value of the total cost of holding money?

Formulation of the Demand-for-Money Function

We shall extend our dynamic model of money demand to the stochastic
case in the following three steps. First, we must be able to compute
the expected foregone interest earnings up to the first passage time 7,
which is again denoted by 7 (M) for easy reference to the deterministic
case. Second, we add the initial cost of installing M|, which is C. Then
C + I (M) is the present value of the cost of holding money up to the
first passage time. Third, we compute the expected present value of all
costs following the first passage time 7, i.e., the stochastic version of
LG (My).
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The expected present value of foregone interest earnings due to money
holding from ¢ = 0 up to the first passage time 7, given the interest rate
r, 1s

70
I(Mo) = EMO |:/ e_”rM, d[:| .
0

This can be obtained by using Proposition 6.18 and B (M;) = rM,.
Specifically, we have

h(My) = Ey, [ /0 S e, dt} : (6.51)

By Fubini’s theorem, (6.51) becomes

oo

h (My) =/ e "rEy, (M) dt =/ e "'r (Mg — ut)dt = My — il
0 0 r

Using (6.40) and (6.43), we have

To
](MO) = EM0 |:/ e*r’th dt:| = MO — % + (%)EMO[eirTO],
0

For notational convenience, we shall heretofore write « = E g [e™"°].
Let G (M)) be the expected present value of the total cost of holding
M, with stopping times {t{, T}, T3, ...}. Then

i=0

G (Mo) = En, {Z e~ (1 (M) + C)} .

Since the stochastic process {M]} is a Wiener process with initial state

M, and is independent of JF,, the set of stopping times {t{ — 7o,

T3 — 79, ...} conditional on F, is equivalent to {r{, 7}, 73, ... }. It



6.6 Optimal Stopping Times 273

follows that
G (M)

S o () (1 (M) + C)
i=1

)
/)

=1 (My) + C+ Ey, :EMO |:€_”0

o0

= I (Mp)+ C + Ey, {e—”OEM0 [Ze—’(fﬁ—“) (I (My) + C)

i=1

=1 (Mo)+ C + Ep,{e "™ G (Mp) }
=1 (Mo)+ C + G (Mo) Engy[e™™].

Thus,
G (My) = I (Mo) + C + aG (Mo)
=M0—ﬁ+(ﬁ)a+c+aG(Mo),
r r
or
My +C
G(My) = 0 tC 1 (6.52)
]l -« r

Notice that this objective function is identical to (6.25) if A is replaced
by «.
From

EM [e—l“[()] — e—d(O—Mg) — e[lM()

0 ’

we must choose the negative solution to the quadratic equation
(02/2) a*—pa—r =0.

This equation differs from (6.38) because the drift in (6.50) is —u, not
W, which accounts for the sign change. The choice of a is

w— /1?2 +2ro?

o2

az =

It is interesting to note that a3 = —a,.
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For easy comparison between « and A = exp {—r (My/u)}, we shall
define

—+ /1?4 2ro? =0

§ = ua; = =y

(6.53)
Then

—rt § Mo
a = Eyle”""] =exp _T .

Notice that § plays the role of 7 in the stochastic case. In fact, § is the
stochastic extension of 7 in the sense that if o2 is arbitrarily small, then &
is approximately 7. To see this, we recall Newton’s binomial series: For
|x| < 1, and any real number y,

1 1
(1—|—x)y=1+yx+§y(y—1)x2+§y(y—1)0/—2)x3+---.

If x = 2ro?/u? < 1, then

3 3 202\ ?
pw*+2ror =p(l+—
u
B 12ro?  1(Q2ro?)? 1 2ro?)}
- 2 8 ud 16w’

For givenr and ., we have 2ro? < 2 for arbitrarily small o-2. Therefore,

_ —u+/n?+2ro? _ 17202 N )

) 0(02)—>r aso’ — 0.

r
o2/ 2 u?

The firm’s problem is to minimize (6.52). Let 8 = 1/«. Then the
first-order condition can be rewritten as

My

My +C) <é> +1=8=cexp (8—> . (6.54)
% W

The optimal demand for money is implicitly defined by (6.54). Notice
that (6.54) differs from (6.28) only in that § replaces . Then, using the
same diagram as in Figure 6.1 with » replaced by §, it becomes obvious



6.6 Optimal Stopping Times 275

that the solution to (6.54) always exists and is unique. In short, (6.54) is
a natural extension of the deterministic (6.28).

Properties of the Money Demand
As with other demand functions, we are interested in the elasticities
of money demand with respect to exogenous parameters. It is not nec-
essary to have a closed-form money demand function to derive useful
results. Here we shall demonstrate that ordinary implicit differentiation
and mathematical reasoning can go a long way. Even though the optimal
demand for money is only implicitly defined by (6.54), we shall show that
the elasticities of money demand can be directly analyzed. In particular,
the properties of the interest elasticity enable us to draw conclusions on
financial innovations and the efficacy of monetary policies.
Homogeneity. The optimal demand for money is a function of four
variables: the transactions cost C, the disbursement w, the interest rate
r, and the uncertainty factor o2. Again, even though the closed-form
function M, = M,(C, u, r, %) is not known, we can still derive the
central properties of this function as before. Specifically,

M(C, u,r, 02) = M*(C, w, 8 (u,r, 02)).

Since & (1, r, 02) is linearly homogeneous in » and 1/02, and M, is
linearly homogeneous in C and 1/§, we have, for 6 > 0,
M (0C, 1. 8 (n,r/0,00%) = M (0C, 1, (1/0)8 (1,7, 0%))

= QM*(C’ M’ 6 (/-’l/a ra 02))
That is, M.(C, u, 8 (u, r, %)) is homogeneous of degree one in C, 1/,
and o2. Similarly, since 8(u, , 0'2) is linearly homogeneous in all three
variables and M, is homogeneous of degree zero in © and §, we have,
for6 > 0,

M,(C,0u,8©Op,0r,00%) = M,(C,0u, 05 (1,7, 0%))
= M*(Ca Ma 5 (My ra 02))7

i.e., M.(C, u, 8 (u,r o)) is homogeneous of degree zero in u, r, and
o2. Thus, we have
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Proposition 6.21 Let n(M,, o2) be the uncertainty elasticity of demand
for money in a dynamic inventory model. Then

n (M., C)—n(My,r)+n(M,,0%) =1,
n(Ms, ) + 1 (M. r) +n(M,,0%) = 0,
(M, C)+ n (M, ) + 2 (M, 0%) = 1,
n(My, C) —n(My, u) —2n (M, r) = 1.

(6.55)

Proof. We have already proved the first two. The last two are obtained
by algebraic manipulation of the first two. W

It is easy to verify that the results of Miller and Orr (1966) and Whalen
(1966) that n(M,, C) = —n(M,, r) = n(M,, 0*) = 1/3 satisfy the first
equation of (6.55), and that the results of Baumol (1952) and Tobin
(1956) that n (M, C) = —n (M,,r) = n(M,, 1) = 1/2 satisfy the last
equation of (6.55).

Money Demand as a Function of Transactions Cost. While there
are four elasticities of money demand, there are only two degrees of
freedom. By homogeneity, the determination of any two elasticities im-
plies the remaining two. Therefore, to study the transactions elasticity
and the interest elasticity of money demand, we shall first examine the
transactions-cost elasticity and the uncertainty elasticity of money de-
mand. The following proposition shows that, while money demand is
defined only implicitly, it does possess nice properties.

Proposition 6.22

(a) As a function of transactions cost, the demand-for-money function
satisfies the Inada conditions: M, (C) > 0, M (C) < 0, with M, (0) =
0, lim¢c_, o M, (C) = 00, M, (0) = 00, and lim¢_, M, (C) = 0.

(b) The transactions-cost elasticity of money demand, n(M,, C), is a
decreasing function of C satisfying 0 < n(M,, C) < 1/2. In particular,
we have lim¢_, oon (My, C) = 0 and lim¢_on (M, C) = 1/2.

Proof. (a) From (6.54), we have (by implicit differentiation)

oM, 1 PM, _ (S/w)B

aCc ~ p-1 aCZ__(ﬂ—1)3<O’
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This proves M, (C) > 0 and M} (C) < 0. From Figure 6.1 (with r re-
placed by §), an increase in C produces a parallel shift of the line y =
(My + C)(u/r) + 1. Thus, the optimal M, is obtained by tracing the ex-
ponential function y = 8 = exp {(§/u) My}. Therefore, M, (0) = 0 and
lime_, oM, (C) = 00. As C — 0, we have § — 1 and M, (C) — oo.
As C — o0, we have § — oo and M, (C) — 0.

To prove (b), we first note that the transactions-cost elasticity is given
by

n(M,,C)= ¢/ M*. (6.56)
B—1

By differentiating 75 (M,, C) with respect to C, we see that
on (M, C)/9C < 0 if the inequality

- < )

holds. Assume (6.57) is valid for now. Note that

a[M.(B—1)] _Hﬁlogﬁ
aC B B—1"

(6.57)

By repeatedly applying 1’Hopital’s rule to (6.56) and using the facts that
C — oo implies § — oo and that C — 0 implies 8 — 1, we have

1
li M., = =
CI_?gQT]( ©) 1+ lim ﬂ;’;oglﬂ 0
B—o00
and
1 1

li M, C)=—— = —.
Clir})n( ) 1 + lim ﬂﬁkﬁﬁ 2
B—1

This proves the range of the elasticity.
Now we return to (6.57). To simplify the notation, let x = §C/pu,
y =38M,/un. Then B = e”, and the inequality (6.57) can be written as

)7
y(ey—1)<x{1+ e }
ey —1
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The first-order condition becomes x = ¢’ — y — 1. Substituting this
x into the inequality above, we have

(e — 1) > y2e’. (6.58)

To prove (6.58), we set g(y) =e” — 1 — ye?/?. Since ¢ > 1+ z for
all z > 0, we have g’ (y) = &*/? (ey/2 —-1- y/2) > 0. Thus, g(y) is a
strictly increasing function of y. Given the initial value g (0) = 0, we
have g (y) > 0 for all y > 0. The inequality (6.58) is obtained when this
function g () is multiplied by a positive function e’ — 1 4+ ye’/2. R

The Interest and Transactions Elasticities. Our ultimate concern is
with the interest elasticity and the transactions elasticity. To complete the
analysis, we need the following two propositions.

Proposition 6.23 The transactions-cost elasticity of money demand,
n (M., C), is an increasing function of .

Proof. See Chang (1999, pp. 728-729). B

Proposition 6.24 The uncertainty elasticity of money demand,
n(M.,, o?), is increasing in C and satisfies 0 < n(My, 0%) < 1/2.

Proof. See Chang (1999, p. 729). R

Proposition 6.25

(a) The transactions elasticity of money demand, n (M., |v), is increas-
ing in C and decreasing in %, and satisfies 0 < n(M,, ) < 1.

(b) The interest elasticity (in absolute value) of money demand,
—n(M,,r), is increasing in C and decreasing in o, and satisfies
1/4 < —np(M,,7r) < 1.

Proof. See Chang (1999, p. 724). R

This proposition has some implications for financial innovations. Re-
call that a rise in the interest elasticity weakens the control of monetary
authorities over the financial system and impedes the effectiveness of
monetary policy. Does the process of financial innovation hinder the effi-
cacy of monetary policy? New cash management techniques are directed
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either toward lowering the cash flow uncertainty or toward lowering trans-
actions costs. By Proposition 6.25 (b), the former increases the interest
elasticity (in absolute value), while the latter decreases the interest elas-
ticity (in absolute value). The answer to the question thus depends on the
types of financial innovation.

Exercise 6.6.1 Show that, if 0> =0, then 1/2 < n(M,, ) <1 and
1/2 < —n(M,,r) < 1.

6.6.2 Stochastic Tree-Cutting and Rotation Problems
Consider the simplest case of linear growth

dX =udt+odz,

where u and o are constants. Assume we cut the tree when it grows to
the size b. Then the timing of cutting is the first passage time

T, = inf{t > 0: X (¢) = b}.

It should be mentioned that even though the probability of a negative
tree size is nonzero in this setting, d X = p dt + o dz is one of the most
commonly studied cases. Usually the justification, valid or not, is that
we are looking at the forest, not a tree.

Without Rotation

The problem is to maximize the present value of cutting a tree. Assume
the initial size of the tree is x and the cost of cutting is ¢, measured in
terms of the value of a tree. Formally, the problem

max E[(X (7)) — c)e™"™"] = max {(b—c)Ec[e™]}.

Since the triggeris X (t;) = b > x, the expectation £, [e~""] is defined
by (6.46), i.e.,

Ex [e—rr/,] — e—az(b—x)’
where a, is defined in (6.45). The first-order condition is

e ) _ (b — ¢)aze ) =,
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or simply
1 o? 1%
b=c+—=c+ =c+ —,
a — 4/ u? 4 2ro? 8

where § is defined in (6.53). As shown before, § — » when o2 — 0.
Thus the above equation is the stochastic extension of (6.30).
It is straightforward to verify that

ab ab ab ab

— <0, — >0, — >0, and — > 0. (6.59)

or ac o 902
We note that an increase in the interest rate or a decrease in the cutting
cost lowers the cutting size, i.e., lowers the cutting time — a result that
is clearly a stochastic extension of the deterministic case. The positive
effect of the drift u upon b means that if the tree is expected to grow faster,
then we should not cut the tree until it becomes taller. The uncertainty
effect — that an increase in uncertainty may allow the tree to grow taller —
is interesting. However, such a positive effect of uncertainty is quite
common in stochastic analysis, as we have seen.

Exercise 6.6.2 Prove the inequalities in (6.59).
Hint. The following inequality should come in handy:

w4 ro > pu/p? + 2rol.

With Rotation

With rotation, ¢ stands for the cost of cutting and replanting, sometimes
known as the seedling cost. The initial size x is the seedling size. As-
sume 0 < x < c¢. Let G (b) be the total (current) value of tree-cutting
at size b with rotation. Just as in the money demand model, G (b) is
the sum of the net value up to the first cutting—replanting time 7, and
the discounted value thereafter. In other words, G (b) must satisfy the
following equation:

G(b)=E,[(X(tp) —c)e ™)+ E[e"™]G (D).
Rearranging terms, we have

(b—c)E[e"™] (b—c) ea2(b=v)
1 — E [Je"™] T ] = e—ab—x)

G (b) =
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Thus, we can formulate the stochastic rotation problem as

{(b —¢)e @) }
max | ———— G 1

1 — efaz(bfx)

which is the stochastic version of (6.32).

Using
Je—n(b—x) _ _aze—”Z(b—x)
b ’
the first-order condition is simplified as
1 + are — aph = =20~ (6.60)

Again, a diagrammatic analysis setin (b, y) coordinates would be helpful.
As a function of b, the left-hand side of (6.60), y = 1 + a;c — ayb, isa
straight line with a negative slope —a, and a positive y-intercept 1 + asc.
In contrast, the right-hand side of (6.60), y = =% is decreasing and
convex in b and is asymptotic to the b-axis with a positive y-intercept
e Aslong as 1 4+ ayc > e%¥, the optimal b* is uniquely determined.
See Figure 6.4.

1+ asc

y=1+ayc—axh

/

expfapx}

y=exp{—axb-x)}

l

Figure 6.4: Optimal cutting time: stochastic case.
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It is straightforward to verify that the second-order condition evaluated
at the optimal b is

” _efaz(bfx)
G (b) = -

—atn <0

Thus, the solution is the maximum, since we have proved that it is unique.
It is instructive to rewrite the first-order condition as

1
PR, _ —ax(b—x)
b—rc _a2 [1 e ] .

Since a;u = §, it becomes

’

Hogso—im — o H
b+ 5 e =c+ 5
which is the stochastic version of the Faustmann formula (6.35).

The comparative dynamics of increasing ¢ is straightforward, since
it shifts the line y = 1 + a;¢ — a,b upward and leaves the other curve
y = e~®=%) unchanged. Thus, an increase in the seedling cost would
raise the cutting size, i.e., db/dc > 0. Formally,

b 1

9 T—eato

To study the comparative dynamics of the other three parameters, we
note that

day _ 1 (4 ® 0
—_— = — —_ —_— < s
i  o? Vi +2ro?

day N/t +2ro? — (u? +ro?)
= <0,

902 (02)* /u? + 2ro?

and
8612 1

A
or vt +2ro?

Once the sign of db/da, is determined, so are the signs of 9b/dr, b/,
and db/d02.

0.

Exercise 6.6.3 Show thatb — x asc — x, and b — o0 as ¢ — 0.
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Exercise 6.6.4 Show that 0b/da, < 0. Hence, we have the comparative
dynamics
ab ab

ob
— <0, — >0, and — > 0.
or o 902

Hint. First, show that

b c—b+(b—x)e @b

dar [1 — ea-)]

Then, let f(c)=c—b+(b—x)e ™ Show that f(x)=0 and
1 (¢) < 0toconclude that f (c¢) < 0 forall c > x. Compare your results
with Miller and Voltaire (1980, p. 139).

Exercise 6.6.5 There are homogeneity conditions embedded in (6.60).
Can you find them?

6.6.3 Investment Timing

The model of investment timing was first developed by McDonald and
Siegel (1986) and was extensively discussed in Dixit and Pindyck (1994,
Chapter 5). The problem is this: A firm must decide when to invest in
a project, whose value is stochastic, given that the investment cost is a
constant /. Assume that the value of the project at time ¢, V' (¢), follows
a geometric Brownian motion

dV = uvVdt +oVdz, (6.61)

where ¢ and o are constants, and 7 (0) > 0 is known. For convenience,
we shall assume V' (0) = 1. As we discussed in Chapter 3, the value of
investment opportunity is an option, which is governed by a differen-
tial equation. Dixit and Pindyck (1994) pointed out that, because of the
analogy with financial options, the opportunities to acquire real assets
are sometimes called “real options.” In fact, they mentioned (p. 7) that
their book on irreversible investment could be titled “The Real Options
Approach to Investment.” They solved this investment timing problem
using the real option approach and the dynamic programming method.
We shall solve this problem using the optimal stopping method de-
veloped in this chapter. The firm waits for the right time to maximize
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the expected present value of the project, E[(V (1) — I)e™""]. In this
respect, this problem resembles the tree-cutting problem. Finding the
optimal time to invest is analogous to finding the optimal time to cut
the tree. Therefore, the investment timing problem is to find the critical
value of the project such that the firm will invest the first time that value
is reached.

Let

T =min{r: V() =b)

be the first passage time — the time the value of the project reaches b.
Then the problem can be formulation as

mlfle [(V()—De "] = m]?x(b —DE[e],

subject to (6.61).
To apply the formula for E[e™""] developed earlier, it is useful to
change variables. Let X = log V. Then (6.61) is transformed to
dX = (u—0°/2)dt + o dz, (6.62)
with initial condition x = log V' (0) = 0. If b is the critical value for V,
then log b is the critical value for X, at which the firm will invest. In other
words,
T =min{t: X(t) = logb}.
The choice of a is to satisfy the equation (recall x = log V' (0) = 0)
E [e—rr] — e—alogb — b
Since V' (0) = 1 and b > V' (0) = 1, we shall choose the positive root of

(c72/2)a2 + (u —02/2)a —r =0,

i.e., we choose

—(1 = 02/2) + (i — 02/2) + 2r0”
_ v

as

> 0. (6.63)



6.6 Optimal Stopping Times 285

Then the investment timing problem becomes
— Db},
ml?x {(b )b }
The first-order condition is
e [1 - % b — 1)] —0.

Hence, the critical value of the project is

I I
p=-H_ _ 4 : (6.64)
a4—1 a4—1

Obviously, we need a4 > 1, or, equivalently, » > w. Similarly, the ex-
pected value of the investment is

(b o= (<L ) (el ) e 0
- as — 1 as — 1 - aZ“[““‘l '

The second-order condition, evaluated at the optimal b, is

which is obviously true.
The comparative dynamics of the optimal investing size are done in
two steps. First, from (6.64), we have

0 8a4
Then, from (6.63), we have
3614 8614 8614

— <0, — >0, and — <O.
ou or 902
Thus,
ab b ab ab
— <0, — >0, — >0, and — > 0. (6.65)
or ol ou 902

The last inequality is of particular interest. It says that the investment
timing is positively related to the volatility of project values. Using
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numerical analysis, Dixit and Pindyck (1994, p. 153) showed that 4 in-
deed increases with o2, Here we prove it.

Exercise 6.6.6 We assumed above that r > , or, equivalently, aq > 1.
Show that this is indeed the case. Then explain why the model must have
F> .

Hint. V (¢t) follows a geometric Brownian motion; or see Dixit and
Pindyck (1994, p. 138).

Exercise 6.6.7 Verify (6.65).

6.7 Notes and Further Readings

The section on the nonnegativity constraint draws from Chang and
Malliaris (1987). In constructing an extension of the Solow equation
from the half line to the whole real line, we mention odd functions
and even functions. Some remarks are in order. A function is odd if
f(—=x)=—f(x);itisevenif f(—x) = f(x). It is well known that all
odd functions have Taylor polynomials with only odd terms, and all even
functions have Taylor polynomials with only even terms. For example,
the Taylor polynomial for the sine contains only odd terms, with alter-
nating signs, while the Taylor polynomial for the cosine contains only
even terms, again with alternating signs. See, for example, Hubbard and
Hubbard (1999). The discussion of CES functions borrows from Wan
(1970, pp. 39-40), which includes a nice geometric representation for
each parametric value. There is a “Feller’s test for explosions” that can be
used to ensure nonnegativity conditions. The interested reader is referred
to Karatzas and Shreve (1991, pp. 342-351) for more details.

The discussion on other constraints, especially the portfolio selection
problem with borrowing constraints, is based on Zariphopoulou (1994)
and Vila and Zariphopoulou (1997). As mentioned in the main text, the
difficult part is to prove the smoothness of the value function, which
requires the viscosity solution technique. There are many good texts
and references on this subject. Besides the references cited in the main
text, we also recommend the User s Guide by Crandall, Ishii, and Lions
(1992), and Fleming and Soner (1993). Since our Bellman equation is
autonomous, this type of equations is referred to as elliptic. If the model
is of finite horizon so that the Bellman equation includes the term J;, then
it is referred to as parabolic. To learn more about viscosity solutions of
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parabolic equations, the reader is referred to Fleming and Soner (1993,
Chapters 4 and 5).

We present a simple version of the comparison theorem for first-order
ordinary differential equations, which is related to our economic mod-
els. It should be noted that there are comparison theorems (for example,
Strum’s theorems) for certain second-order ordinary differential equa-
tions. The interested reader should consult Birkhoff and Rota (1978)
and Hartman (2002). In contrast, the study of comparison theorems for
stochastic differential equations is relatively recent. Karatzas and Shreve
(1991, p. 395) provides a brief review of the literature. The reader may
also want to consult Protter (1990) for more results.

The stochastic money demand model was first developed by Frenkel
and Jovanovic (1980). Their seminal work has generated a literature. Our
presentation is based on Chang (1999). We add the deterministic case to
make it more intuitive. The mathematical preliminaries for computing
E[e "] draw heavily from Harrison (1985) with the help of Bhattacharya
and Waymire (1990). There is a more general optional stopping theorem,
sometimes known as the optional sampling theorem, which applies to
submartingales as well. For more on this subject, the reader is referred
to Bhattacharya and Waymire (1990), Billingsley (1995), and Karatzas
and Shreve (1991). For the optimality of the (s, S) policy, the reader is
referred to Scarf (1960) for the deterministic case and to Constantinides
and Richard (1978) for the stochastic case. In fact, the latter also provide
results for two triggers.

Clark (1990) provides a nice review of the tree-cutting problem and the
rotation problem. For the stochastic tree-cutting and rotation problems,
the reader is referred to Brock, Rothschild, and Stiglitz (1989), Chang
(2003), Malliaris and Brock (1982), Miller and Voltaire (1980, 1983),
and Willassen (1998). For analyses of age-dependent and size-dependent
harvest decisions, the reader is referred to Clarke and Reed (1989) and
Reed and Clarke (1990). We use optimal stopping techniques to solve
the rotation problem. Willassen (1998) argued that the “impulse con-
trol” method would be more powerful because it provides more tools for
potentially more results. For more results on the method of solving op-
timal switching problems, the reader is referred to Brekke and @Qksendal
(1994).



APPENDIX A

Miscellaneous Applications and Exercises

1. FARMLAND INVESTMENT

A farmer often faces many risks from production, from prices, and from
investments. Hertzler (1991) discussed several agricultural economics
problems that use stochastic control techniques. In what follows, how-
ever, we concentrate only on the investment issue.

A farmer uses farmland L and input x to produce grains. Let f(x)
be the nonstochastic production function of grains per hectare. Denote
by P, P,, and P, respectively, the price of farmland, the price of input,
and the price of output (grains). No physical degradation of farmland
is assumed. Then the profit per hectare is Pf (x) — Py x. If the farmer
invests in L hectares of farmland, then the total profit is

m(x)=[Pf(x)— Px]L.

At each point in time, the farmer can invest his wealth W either in
bonds B or in farmland, i.e., we have

W=B+P,L.
As usual, a bond earns a constant interest rate », or
dB =rBdt.

The price of farmland, however, is subject to fluctuations. This is the only
source of shocks in this model. Assume the price of farmland follows a
geometric Brownian motion

dPL :MPLdt+UPLdZ,
288
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where 1 has the interpretation of the expected appreciation rate of farm-
land. The objective function of the farmer is the typical

E / e "u(c;)dt,
0

where p is the subject discount rate and ¢, is the consumption at time 7.
Let P, be the price of the consumption good. Then the farmer’s problem
is to maximize the discounted expected lifetime utility subject to a wealth
equation. The wealth equation can be obtained by including the farmer’s
consumption and the profit from production in the computation. It is
achieved in the same way as in the derivation of the wealth equation in
Merton’s model discussed in Chapter 3.

(1) Show that the wealth equation is
dw =W +u—-r)P,L+[Pf(x)— Px]L — P.c}dt +oP,Ldz.

(2) Derive the Bellman equation of the farmer’s problem.

(3) Find the demand for farmland.

(4) If the utility function u (c;) is of CRRA form, then use the sym-
metry technique to find the value function.

(5) Find the wealth effect and the increased uncertainty effect of
farmland prices on the demand for farmland.

2. FUTURES PRICING

This exercise is based on Brennan and Schwartz (1985).

Most agricultural commodities are produced seasonally by farmers.
Oranges are picked during the winter, and potatoes are dug out mainly in
the fall. Between harvests the commodities are stored. Since output price
fluctuations are substantial in natural resource industries, producers as
well as processors who are risk-averse would like to insure against the
possibility of a low price. This is accomplished through the medium of
a futures contract. A futures contract is a legal commitment to deliver a
specified good at a specified future date for a specified price. People who
buy or sell futures contracts are called speculators.

There are benefits from holding a physical commodity instead of a
futures contract. For example, should there be a sudden drought, the
owner of wheat would be able to profit from temporary shortages of
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wheat. The profit may rise either from the price increase or from the ability
to maintain a production process as a result of ownership of an inventory
of raw material. The value of this benefit is called the convenience yield of
holding a physical unit. A major assumption in Brennan and Schwartz’s
paper is that the marginal net convenience yield Y (S) depends only on
the spot price S of the commodity.

Assume S follows a geometric Brownian motion

dS=uSdt+oSd:z.

Let F (S, 7), where t = T — ¢, be the futures price at time ¢ mature at
time 7'. Another major assumption they made is that the interest rate »
is nonstochastic. How do we price F (S, 7)?

(1) Form a portfolio composed of the commodity and its futures
contract such that the resulting portfolio is risk-free. Specifically, form
S —nF.Findn.

(2) Show that, in time interval [¢, ¢ + dt), the return to this risk-free
portfolio, dS — n d F, plus the convenience yield Y (S)dt should have
a return equal to »Sdt, since entering the futures contracts involves no
receipt or outlay of funds.

(3) Show that F (S, 7) is governed by the following differential equa-
tion:

(02/2) $?Fss (8. 7) = Fs (S, ) [Y(S) = rS] = F: (S, 7) = 0.
This equation and the boundary condition
F(S,0)=S.
Determine the futures price.
(4) Suppose Y (§) is proportional to S, i.e., Y (S) = aS. Prove that
the closed-form solution for F (S, t) is of the form

F(S,1)=8e! =",

Notice that this futures price is independent of the stochastic process of
the spot price.
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(5) Show that the change in the futures price can be expressed in terms
of the convenience yield and the change in spot price:

dF = Fs[(wu—r)S+ Y]dt + 0 F,Sdz.

3. HABIT FORMATION AND PORTFOLIO SELECTION

Our problem is based on Sundaresan (1989) and Constantinides (1990).
The basic structure is similar to Merton’s portfolio selection problem
except that the utility function is not additively separable in time. The
utility function of the investor at time ¢, u(c;, x;), is dependent not only
on current consumption ¢; at time ¢, but also on the weighted average of
past consumption, x;, where xo = x and

t
X, =e x4+ b/ e~ dr,
0

forsome a > 0, b > 0. Assume u.(c;, x;) > 0, uy(c;, x;) <0, uc(ce, x;) +
ux(ch xt) 2 Oa ucc(ct’ xt) < Oa and ucc(ctv xt) ”xx(ctv xt) - [”cx(ch xt)]z >
0. Then the problem is to maximize

E |:/0‘00 e "y (ct,xt)dti|

subject to the budget equation

n—1 n—l
dW:|:Zsi(m—r)W+(rW—c)j|dt+ sioiWdz,,

i=1 i=1

given the initial wealth W and the initial past consumption x. As usual,
(dZi)(de) = )\ij dt.

(1) Show that x, satisfies
dx, = (bc; — ax;)dt.
Verify that Merton’s model corresponds to a = b = 0.

(2) Derive the Bellman equation.
(3) Find the first-order conditions.
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(4) Suppose that there is only one risky asset and that
u(cs, x;) = (¢, — x)%/a, where o < 1.

The utility function is defined only on ¢; > x,. The past consumption x;
represents the subsistence level of consumption, or the “floor” level as
Sundaresan (1989) called it. Assume » 4+ a > b and

X

W> —.
>r+a—b

Show that the value function is of the form

JW,x)=B(Ww Y
, X) = - 4 ’
r+a—>b
for some constant B.
(5) Show that the optimal policy functions are

C=x+A(W_;),
r+a—>5b

w—r X
sW = W — ,
(1—-a)o? r+a-—=»n
for some constant A. Determine the constant A. In contrast to Merton’s
model, the optimal consumption ¢ under habit formation is a linear com-
bination of current wealth W and past consumption x. The share of risky
asset s converges to a constant if wealth W converges to infinity. Find

that constant, and compare it with Merton’s model.
(6) Show that, if a = b, then x; satisfies

dx;
— =b(c; —x) > 0.
7 (e —x¢)
This is an interesting result in that it shows that the subsistence level is

endogenous, increasing with time and rising with wealth.

4. MONEY AND GROWTH

Rebelo and Xie (1999) extended the classical model of money and growth
by Brock (1974) to the stochastic case. Their objective is to show that
interest rate smoothing is optimal: the optimal monetary policy requires
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a constant nominal interest rate. In addition to capital £ and the corre-
sponding Solow equation, there are other assets in their model. Money is
introduced through a cash-in-advance constraint. The agent would invest
her nominal wealth /¥ in bonds B, which yield a nominal interest rate »
(i.e.,d B = r B dt), and in money holdings M. Let P be the general price
level, which is conjectured to follow a geometric Brownian motion

dP
— =ndt —odz.
P

Notice that the coefficient for dz term is negative. Assume money supply
expands at a constant rate w. Let v be the lump sum transfer in real terms.
Then the budget constraint in real terms is

dM dB
dk—{—T—F?—(Ak—c)dt+k0dz+vdt+—dt

At any point in time, the real wealth is

W _ ML B
=P TETPE TP

The change in the agent’s real wealth is, by definition,

o=o(5)=asa(£) ()

The objective function of the agent is
oo Cl—A
E/ e P L __dt, p>0A>0.
0 11—

(1) Use Ito’s lemma to derive, in real terms, the budget equation for
dw. Specifically, let s; = k/w and s, = (B/P) /w be, respectively, the
share of capital and bonds in wealth, all in real terms. Show that the
budget equation is

dw = [Aslw —c+ (1l —spw (—7‘[ + 02) +v —|—rszw] dt +owdz,
and the cash-in-advance is

c=(1—-s5—5)w.
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(2) Keep in mind that there is an evolution of per capita wealth in the
economy, w, which is outside the control of an individual agent. Assume

diw = g(W)dt + h (W) dz.

Formulate the agent’s problem, and derive the corresponding Bellman
equation. Make sure that the state variables are w and w and the control
variables are s; and s,.

(3) Find the first-order conditions for the Bellman equation. The
optimal s; = s;(w, w) are functions of (w, w). Then show that » =
A+m —o2.

(5) Let the Solow equation be

dk = (Ak* — ¢)dt + ko dz.

Find the value function and the solution to the optimal growth problem.

Note. Rebelo and Xie (1999) went on to conjecture a closed-form
representation of the value function:

_b(w+ )

J (w, B) e

for some constants b and g, and

g(@) = As (@, B) W — (1 —s (@, W)W (1 +7 —0?) + v,

h(®) = 0.

Then by comparing the coefficients of w and w in the Bellman equation
they arrived at, in equilibrium, a relationship between 7 and w:

—(1=x14

1
+-(1—x)o>.
S(1=2)
It shows that whenever the rate of money growth w is constant, the
nominal interest rate is also a constant. The interested reader should
consult their paper for these results.
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5. A STOCHASTICALLY GROWING MONETARY MODEL

In a stochastically growing monetary model, Grinols and Turnovsky
(1998) address the problem whether the government debt should be fi-
nanced by short-term bonds or long-term bonds. In so doing, they set
up a four-asset model, similar to Fischer’s three-asset model, to study
the demand for assets. The four assets are: money, M; short-term bonds,
Bg; long-term bonds, B;; and equity claims on capital, K. Money has
a zero nominal return; short-term bonds pay a nominal return i, i.e.,
dBs = i Bsdt; and long-term bonds pay a fixed coupon of one unit of
one dollar over the instant d¢. The general price level, P, is assumed to
follow a geometric Brownian motion

dP=nPdt+o,Pdz.
Suppose the price of long-term bonds at time ¢ is Py, which follows
dP; = U(f)PL dt +o0,P; dz,,

with p;, = (dz)) (dz;). The flow of new output, dY, is produced from
capital by means of a stochastic constant-returns-to-scale technology

dY = aK dt +OZK(I3 dZ3,

with p,3 = (dz3)(dz3) and p3 = (dz1)(dz3). The government tax in-
come is

dT =tdY

from the consumer in period [¢, t 4 dt), where T represents the tax rate.
The wealth at time ¢ is derived from investment in these four assets in
the time interval [t — dt, t):

_ M@  Bs() Pr()BL()

W)= P(t) P(1) P (1)

+Y ).

The objective function of the consumer is the money-in-utility function
in the tradition of Brock (1974):

oo_t M
E ePu|C, —)dt.
0 P

Our question is a partial equilibrium exercise of their model.
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(1) Show that the rate of return to the long-term bonds is

dB 1
=L = .
B; Py
Then show that the real rates of return on money, on short-term bonds,
and on long-term bonds are, respectively,

d(M/P
%:(—n —l—o%)dt—aldzl,
d(Bg/P
%:(i—n—{—o%)dt—aldzl,
and
d(P.BL/P)

1 2
= | — t) — dt
P;Br/P (PL (0 71’—}—,01201024—01)

+o0,2dzy —o1dzy.

(2) Derive the wealth equation after including consumption and tax.
More precisely, from

M BS PLBL
dw =d | — d| — d dY —Cdt —dT,

come up with an equation of the form
AW =W —C)dt + Y\ Wdz, + Y, Wdzy, + Y3 Wdzs.
Specify ¢ and ¢,, i = 1,2, 3, in terms of the exogenous parameters.

Make sure that the variables

M/ P
S1 = ——, §2
W

_ Bg/P

__ P,B,/P
w o

W ’

53 Sq4 =

K
w
are in your formulation.

(3) Formulate the consumer’s problem. Be specific about the state and
control variables.

(4) Find the Bellman equation.

(5) Find the demand for each asset.
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(6) If the utility function is of the form

M (1) M
UlC@), —=)=0logC(t 1-0)1 — |,
( (1) P(t)> og C (1) +( )0g<P(t))
then find the value function of the consumer problem. In this case the
symmetry technique ought to be applicable. Specifically, show that the
value function satisfies

1
JOW)=J(W)+ —logA.
0
Also simplify the demand for each asset.

Note. The interested reader should consult Grinols and Turnovsky
(1998) to see how they close the model, determine the macroeconomic
equilibrium, and analyze the effects of debt financing.

6. GROWTH AND TRADE

This exercise is based on Jensen and Wang (1999). It is a two-factor, two-
sector growth model in which a small country trades in both commodities.
Assume commodity 1 is an investment good, and commodity 2 is a
consumption good. The question is this: What is the corresponding Solow
growth equation?

Let K;, L; and Y; be, respectively, the capital, labor employed, and
output produced in sector i, i = 1, 2. The production function in each
sectoris F;(K;, L;) = Y;, which exhibits constant returns to scale. Denote
by ki = K;/L; and ¢; = L;/L. Then we have

Y  Fi(Ki, L) K;

= —=——"""=F|—,1)=fi(k).
4 L; L; (Li ) Ji ()

Assume f; (k;) is a strictly increasing and strictly concave function. Let
P; be the price of output i, i = 1, 2. Assume full employment of factors
so that

K =K+ K, L=L+ Ly,

be the total capital and labor in the country. Assume the relative price
p = P/ P, is confined to the zero-profit price interval. Let § be the
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depreciation rate of capital, s = P;Y;/Y be the expenditure share of
investment good, and y = Y/L be per capita output. Then the capital
accumulation equation is

dK = (Y, — 8K)dt = [Ls (y/P) — 8K]dt.

To motivate the Solow equation, we begin with the deterministic case.
Assume population grows geometrically, i.e., dL/L = ndt.

(1) Show that, if k = K /L, then

k=5t +(2/p) 2] — (n + 8) k.

(2) Now consider the stochastic case. There are two sources of uncer-
tainty. First, assume L follows geometric Brownian motion:

dL =nlLdt+ oL dz,.

Then assume there is a shock to the depreciation rate so that the capital
accumulation equation is

dK =[Ls(y/Py)—$6K]dt — 0,Kdz,,

where (dz,)(dz2) = p dt. Show that the stochastic differential equation
for dk satisfies

dk = {s [t + (32/p) ] — [n + 8 — (o7 + po102) ] k} dt

—o1kdz; —oskdz,.
(3) Show that the equation without savings component,
dk=—[n+8— (0] +poi0;)]kdt —o1kdz — o2k dzs,
satisfies £ > 0 w.p.1.

Note. For the nonnegativity of k with savings, the interested reader is
referred to Jensen and Wang (1999).
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7. INTEGRABILITY PROBLEM OF ASSET PRICES

The problem is this: given asset prices, can we find a subjective discount
rate and a concave utility function such that the corresponding optimiza-
tion model reproduces the asset price in equilibrium? This exercise is
based on Wang (1993), which combines Lucas’s (1978) discrete-time
asset pricing model with the solution technique of Chang (1988). In the
tradition of Lucas (1978), the optimal consumption is only an interme-
diate variable that links the asset price with consumer preferences in
equilibrium.

Before we solve the inverse optimal problem, we shall briefly describe
the optimal problem. Consider a closed economy with one asset and one
consumption good. The asset pays dividends. Let y; be the dividend at
time z. Assume y, follows

dy, = pn(y)yidt +o (y) yedz,.

The asset price is a function of y;, and is denoted by p(y;). The gains
from holding one unit of the asset from time 0 to time 7 is

t
Gtzp(yt)Jrf Vs ds.
0

Let 6, be the number of asset held at time 7. Then the wealth at time 7 is
W, = p (y:)8;, and the wealth equation is

dlp(y)0:1=0,dG; —c,dt.

The representative consumer’s problem is to maximize

o0
E / e "u(c;)dt,
0
subject to the wealth equation and
lim E[p(y)6,] =0,
=00
by choosing {(c;, 6,)}.

For simplicity, let the supply of asset share be unity. In equilibrium,
¢; = y, and the wealth is p(y;). Under certain conditions, Wang showed
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that the equilibrium asset price is given by

p() = E; |:/; e P t)z Eﬁ;y ds:| .

Now, given the asset price p(y,) as defined above, find the preference
structure that implies p(y;). The method is similar to the one used for the
inverse optimal problem discussed in Chapter 5: converting the problem
to a differential equation problem.

(1) Let

()= E, [/ e " () s dS} :
t

with y; = y. Find Dynkin’s formula for £, [¢ (y,)], s > ¢.
(2) Show that the solution to the equation

YN/

0= —0 2"+ M ye' (1) — pe () +u' (¥)y

is ¢ (y) defined in (1). You should assume the transversality condition is
satisfied.
(3) Let o (y) = p(y)u’' (). Show that, if p € C?> and u € C?, then

0= 30" 1)y ”’(y)+[u(y>+yp ((y)) 2<y)] il ()
") ' () vy } /
[2 20) )+ (y)u(y)+p(y plu (y).

This is a second-order ordinary differential equation in u’(y), which is
linear in u'(y) given p ().
(4) Show that the solution to the differential equation in (3) exists.
(5) Find the conditions under which the solution to the differential
equation in (3) is increasing and concave.

Note. Part (5) is nontrivial. The interested reader is referred to Wang
(1993) for details.
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8. ENTRY AND EXIT

In undergraduate textbooks, the entry and exit of competitive, profit-
maximizing firms are dictated by the crossing of the marginal cost curve
with the average cost curve and with the average variable cost curve—the
so-called zero-profit point and the shutdown point. Dixit (1989) used the
real options theory to provide a better explanation.

An idle firm can become active by paying a lump sum ., from which
it can produce one unit of output with a variable cost w. An active firm
can suspend the operation and exit the market by paying a lump sum exit
cost £. Once exited, the firm has to pay another & to reenter. Let p be the
firm’s discount rate. Assume the market price for the output produced is
P, which follows a geometric Brownian motion

dP = uPdt+oPd:z.

If the firm is active, then the problem is when to exit. Similarly, if the
firm is idle, then the problem is when to enter.

Let V5 (P) be the value of the idle firm poising to enter, if optimal
policies are followed. Similarly, let V;(P) be the value of the active firm
poising to exit, if optimal policies are followed. What then are the optimal
policies?

(1) Start with the idle firm. Show that the expected capital
gain E[Vy(P +dP)— Vy(P)] in the period [¢,t 4+ dt) must equal
pVy(P)dt.

(2) Derive the differential equation governing Vy (P):

(0%/2) P*V§ (P)+ wPVi(P) = pVy (P) =0,

which is an Euler’s homogeneous equation.

(3) Now consider the active firm. Show that the expected capital gain
plus dividend, E[V (P + dP) — V1(P)] 4+ (P — w)dt, in period [z, ¢t +
dt) must equal p V' (P)dt.

(4) Derive the differential equation governing Vi(P):

(02/2) P*V'(P)+ uPV{(P)— pVi (P)=w — P.

The homogeneous part is again an Euler’s homogeneous equation.
(5) Solve the two equations in (2) and (4), keeping in mind that
Vo(P) > 0 and Vi(P) > 0 and that we can get rid of one of the
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homogeneous solutions by economic reasoning. Let B be the coefficient
for the homogeneous solution of Vy(P), and A be that of V;(P).

(6) Let Py be the entry price and P, be the exit price. At Py, the firm
pays k and receives V( Py ). Thus, we have the so-called value-matching
condition

Vo (Pu) = Vi (Pu) — k.
Similarly,
Vi(PL)=Vo(PL)— L.
Assume the so-called smooth-pasting conditions:
Vo(Py)=V{(Py) and Vy(PL)=V|(Pr).

Write down the value-matching conditions and the smooth pasting con-
ditions using the results in part (5). These four equations govern the
variables A4, B, Py, and P;.

(7) Show that

Py>w+pk and P, <w— pf.

Note. Part (7) is nontrivial. Our hint is to examine G(P) =
V1(P) — Vo(P). For a discussion of this uncertainty effect and its proof,
the reader is referred to Dixit (1989).

9. INVESTMENT LAGS

In the previous exercise, once the entry decision is made, the project
is supposed to begin immediately. Bar-Ilan and Strange (1996) pointed
out that most investment takes time. An obvious example is the time lag
between a construction permit and the completion of a building. How
does this time to build affect the entry and exit decision is the focus of
their paper. Their model is an extension of Dixit (1989) in that, besides
the idle firm and the active firm, there is another state, in which the project
has started at time ¢ and will begin generating revenues and incurring
cost k at time ¢ + A. This means that the entry cost at time ¢ is ke *".
The time /4 is the time to build.

Let 7 be the remaining time to build, T € (0, #]. Let V' (P, 7) be the
value of the firm which is in the process of construction and will pay
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k to enter the market at time 7 + 4 (or T = 0), if optimal policies are
followed.

(1) Show that the expected capital gain in period [¢, ¢ 4 dt), satisfies
E[V(P+dP,t—dt)y—Vy(P,t)]=pV (P, 1)dt.

(2) Derive the differential equation governing V (P, t):

(0%/2) P2 Vpp (P, T)+ uPVp (P, 1) — pV (P, T)— V; (P,7) = 0.

(3) An alternative way of deriving the differential equation for
V (P, t) is to show that V' (P, ) satisfies

V(P,7)=E[e " V(P+dP,t —dt)].

Compare this equation with equation (11) of Bar-Ilan and Strange (1996).
(4) Solve the differential equation in (2).

Note. The differential equation in (2) is a variant of the heat equation
discussed in Chapter 3. For the effect of introducing the time to build on
Py and Pp, the interested reader should consult Bar-Ilan and Strange
(1996).

10. BOND PRICE DYNAMICS

Consider a zero coupon (no default) bond with a finite maturity date.
Denote by P (¢, T) the price at time ¢ of a bond maturing at 7. Let the
instantaneous forward rate at time ¢t be

dlogP(t,T)

f@.1)= T

The spot rate at time ¢, r (¢), is the instantaneous forward rate at time ¢
maturing at ¢, i.e., 7 (t) = f(¢,¢). Let (W1 (¢), ..., W, ()} be a family
of independent Wiener processes. Heath, Jarrow, and Morton (1992)
postulated that the forward rate follows the stochastic process

df (t,T) = a(t, T)dt + ioi(t, TYdW;.

i=1
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In integral form,

£, T)= (0, T)+/O a (v, T)dv-i—Z/o oi (v, T)YdW; (v).
i=l1

As pointed out in Heath, Jarrow, and Morton (1992), the only substantive
economic restrictions are that the forward rate processes have continuous
sample paths and that they are subject to a finite number of shocks across
the entire forward rate curve.

(1) Normalize P (7T, T) = 1. Show that
T
P, T)=exp {—/ f(t,s)ds} .
t

(2) Show that the dynamics of the spot rate is

t n t

r(t)y= f(0,1) +/ a(v,t)dv+ Z/ o; (v, t)dW; (v).
0 i=1 Y0

(3) Define

T
a; (t, T, w) = —/ o;(t,v,w)dv,
t

T 1 n
b(t, T,a))z—/ a(t,v,a))dv-i-EZai(t, T, w).
! i=1
Show that

log P (¢, T) = log P (0, T)+/t[r(v)+b(v, T7)]dv
0

1 n t n t
Y [aeriary [awndne
i=170 i=1 70

(4) Show that the bond price P (¢, T') satisfies the following stochastic
differential equation:

dP(t,T)=[r(t)+b(t, T)] P (t, T)dt +ia,- (t, T)P(t, T)dW; (t).

i=1
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The nicety about this bond price dynamics is that it is in general
non-Markov, since the drift and the instantaneous variance can depend
on past history.

Note. Part (3) is nontrivial. Our hint is this: From part (1), we have

T ¢
logP(t,T)=—/ |:f(0,s)+/oz(v,s)dv
t 0

+Z;/o o (t,s)dW; (v)i| ds.

Then use Fubini’s theorem. The details are in Heath, Jarrow, and Mor-
ton (1992). In fact, they used the method of martingale representation
discussed in Chapter 5 to find a probability measure to price any interest-
sensitive contingent claims.

11. ROTATION PROBLEMS AND GEOMETRIC GROWTH

Now suppose the tree growth follows
dX, = uX,dt +oX,dz,,
instead of
dX, = pndt +odz.

This geometric Brownian motion of tree growth has the advantage (in
economics) that X; > 0 w.p.1. Recall that ¢ is the seedling cost, x is the
seedling size, and the first passage time 7, is defined by

T, = min{t : X (¢) = b},
Then the rotation problem is

(b—c)E[e™]
et

max
b

(1) Find E [e7"™*].
(2) Find equation that governs the optimal cutting size.
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(3) Find the upper and lower bounds for the optimal cutting size. The
bounds should be in terms of the given parameters of tree growth, interest
rate, and cutting cost.

(4) Find the upper and lower bounds for the optimal value of the
rotation. Again, the bounds should be in terms of the given parameters
of tree growth, interest rate, and cutting cost.

Note. Compare your results with Willassen (1998) and Chang (2003).

12. ENDOGENOUS SEEDLING COST

The stochastic rotation problem discussed in the text and the previous
exercise all assume that the seedling cost is exogenous. In practice, the
seedling cost should be endogenous. For example, the seedling size x
is positively related to the seedling cost ¢, i.e., x = x(c) with x’(¢) > 0.
This is what Sgdal (2002) called the “seed production” function. Then
the seedling cost (and the seedling size) can be chosen optimally. What,
then, is the optimal investment rule?

To motivate the problem, we return to the simplest case that tree growth
follows

dX,=pndt+odz.
Then as shown in the text
Ex [e—rrb] — e—az(b—x)‘
If x = x(c), then clearly

Er [e—rrb] — e—az(b—x(c))

is a function of b and c.
Sedal (2002) assumes that in general E[e™""?] is a function of b and
¢ and can be written as

E[e™™] = f(b.c)
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with f; (b, ¢) < 0and f. (b, ¢) > 0. Then the stochastic rotation problem
with endogenous seedling cost is

max{(b—C)f(b,C)}
be | 1= f(bo) |

(1) Find the first-order conditions.
(2) Denote by n (f, 0) the elasticity of f with respect parameter 6, i.e.,

0 of

n(f,0) = 7@

Show that the optimal investment rule satisfies

Jo (b, )+ fe(b,c) =0,
which has a nice economic interpretation,

b n(f.b)

c  n(fio)

(3) Show that, if the tree growth is geometric, the expected discounted
factor f (b, c) is given by

f&@=[%?y,

where

— (1= 0?2+ (1 — 02/2) + 270>
)/: 0_2 >

(4) Show that, if the tree growth is geometric, the optimal investment
rule satisfies

c ox

c
b =n(x,c)= X 9c
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sources of, 90
technology, 114115
o-algebras, 1-4, 8-9, 12-13, 45
stopping time, 48
0 (X), the smallest o-algebra generated
by X, 9
o(X; :i € I), the smallest o-algebra
generated by X;, i € I, 14
simple function, 67
simple process, 67
simple random variable, 15
singular point, 211
site value, 260
smooth-pasting conditions, 302
Solow equation, 95-96, 111, 114, 186,
226, 293
speculator, of future contracts, 289
spot rate, 303
square integrable, 64, 66
square-root rule, 246247
(s, S) rule, see Trigger-target rule
state space, 10
static money demand model, 226
static optimization problem, 206208,
246-247
stationary Markov process, 32-33
steady state analysis, 164-167
step function
definition of, 67
nonanticipating, 68
step random variable, 15
stochastic differential, 73
stochastic differential equation
autonomous, 77
comparison theorem for, 231-233
controlled, 114
description of, 38, 56-57, 270-271
Ornstein—Uhlenbeck processes,
88-89
stochastic integral
class of functions used as integrands,
63-65
description of, 57
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heuristic approach, 57-65 t;,
60—63
integrands, 63—65
Ito, see Ito integral
vector-valued, 91
stochastic integral equations, see
Stochastic differential equations
stochastic processes
adapted, 66
Borel-Cantelli lemmas, 5-8
Cantor set, 4-5
definition of, 10
distribution functions and, 8—11
information sets, 1-4
nonanticipating, 66
separability of, 11
o -algebras, 1-4
stochastic sequence, 10
stochastic Solow equation, 95-96, 111,
114, 186, 226
stochastically equivalent processes,
10-11
stochastically growing monetary model,
295-297
stopping theorem
martingale, 262263
optional, 262
stopping times
constant time, 46, 49
definition of, 45, 55
description of, 45
explosion time, 48
first passage time, 46—47, 271, 279
investment timing, 283-286
money demand, 270-279
optimal, 226, 270287
o -algebra, 48
tree-cutting problem, 279-283
Stratonovich integral, 62
strong form information, 30
strong law of large numbers, 42
strong Markov property, 50
see also Dynkin-Hunt theorem
submartingale, 74—77
subsistence, of consumption, 292
substitution method, 198-200
sunk cost, 102
supermartingale, 74
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superneutrality, of money, 94-95

sure function, 63—64, 66

survival function, 152—154

symmetry
definition of, 188
description of, 223
Fischer’s index bond model, 195-196
life insurance, 196198
linear—quadratic model, 190—191
Merton’s consumption and portfolio

selection model, 191-194

standard consumer theory and, 189
value function, 192—-197

system-wide shocks, 85-86

T
Taylor polynomials, 286
technical progress
Harrod neutral, 114
Hicks neutral, 167
theorem(s)
Bayes’s, 14
bounded slope, 229
calculus, 79-80
comparison, 225, 229-233
conditional dominated convergence,
17
Dynkin—-Hunt, 50-51
Euler’s, 139, 254, 275-276
existence, 200, 213-216, 235-237
Fubini’s, 272, 305
Girsanov’s, 205-206
Ito’s, 227
Kolmogorov—éentsov, 10-11, 28
martingale stopping, 262-263
mutual fund, 136-137
nonexplosive, 229
optional stopping, 262
Rao—Blackwell, 19
uniqueness, 235-237
verification, 122-125, 167
time series, 10
time to build, 302
time-additive utility functions, 113,
157
time-dependent functions, 97-111
Tobin’s g-theory, 147
trajectory, of a stochastic process, 10
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transactions cost, demand for money as
function of, 276278

transactions elasticity, 278

transformation of measure, 20

transition probability, 31-35

transversality condition, 113, 120,
123-126

tree-cutting problem, 47, 255-260,
279-283

triangle inequality, 16

trigger-target rule, 271

TVCy, see Transversality condition

U
uniqueness theorem of inverse optimal
problem, 235-237
user cost, 147-148
utility functions
additively separable, 157
constant absolute risk aversion,
180-181, 193-194
constant relative risk aversion, 181,
191-193, 217, 221, 242-243
HARA, 178-179
indirect, 115-116, 169, 190, 222
instantaneous, 115
isoelastic form, 157, 199
logarithmic, 182
quadratic, 172, 174
recursive, 113, 157-159
time-additive, 113
Uzawa functionals, 159

\%
value function

constrained optimization problem,

239-240

definition of, 115
value loss assumption, 7
value matching condition, 302
variables

change of, 20-23

random, see Random variable
vector-valued functions, 110—-111
verification theorem, 122—-125, 167
Viner—Wong cost curve, 147

Index

viscosity solutions, 225, 243-246
Vitali set, 4

w
Wald martingale, 261-262
weak form information, 30
weak law of large numbers, 41
wealth effect, 135-136
wealth equation, 289
Weibull distribution, 153—-154
Wicksellian tree-cutting problem, 47
Wiener processes, see also Brownian
motion
bounded variations of, 54
Brownian scaling, 39—-40
covariance of, 29
differential property of, 40
definition of, 38-39
description of, 24, 27
differentiability of sample functions,
42-45
generating of, 39-42
heuristic approach to, 24-29
independent increments property,
28-29, 61, 64
irregularity of, 54
Markov process and, 33-34
as martingale, 74
mutually independent, 90
notation, 92
properties of, 27-29, 38-39
random walk, 24-25, 28
stationary, 38
stopping times, 45-50
zero set for studying, 50—53
windfalls, 88
with probability one, 10
w.p.1, see With probability one

V4
zero drift, 183
zero-expectation property, 71, 74, 201
zero set
definition of, 24
Wiener process studied using,
50-53
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