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WITH JUMPS AND APPLICATIONS TO CONSTRAINED
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Abstract. In this paper, we, for the first time, establish two comparison theorems for mul-
tidimensional backward stochastic differential equations with jumps. Our approach is novel and
completely different from the existing results for the one-dimensional case. Using these and other
delicate tools, we then construct solutions to coupled two-dimensional stochastic Riccati equation
with jumps in both standard and singular cases. In the end, these results are applied to solve a
cone-constrained stochastic linear-quadratic control problem and a mean-variance portfolio selection
problem with jumps. Different from no-jump problems, the optimal (relative) state processes may
change their signs, which is of course due to the presence of jumps.
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1. Introduction. The study of backward stochastic differential equations (BS-
DEs) can be dated back to Bismut [3], who studied the linear case, as an adjoint
equation in the Pontryagin stochastic maximum principle. The general Lipschitz con-
tinuous case was later resolved in the seminal paper of Pardoux and Peng [29]. Since
then, BSDEs have attracted strong interest of many researchers and found wide ap-
plications in partial differential equations, stochastic control, stochastic differential
games, and mathematical finance; see, e.g., [6, 8, 9, 10, 12, 17, 31]. In particular,
the solvability of quadratic BSDEs in the one-dimensional case was first obtained in
Kobylanski [21], and then generalized to the multidimensional case by [11, 16, 26, 39].

BSDEs driven by a Brownian motion and a Poisson random measure, which are
called BSDE with jumps (BSDEJ) in this paper, were first tackled by Tang and Li
[38], then followed notably by Barles, Buckdahn, and Pardoux [2], Royer [34], and
Quenez and Sulem [33] in the Lipschitz case. Quadratic BSDEJs and their applica-
tions in utility maximization problems have also been investigated; see, e.g., Antonelli
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and Mancini [1], Kazi-Tani, Possamai, and Zhou [18], Laeven and Stadje [22], and
Morlais [27, 28], among many others. Please refer to Papapantoleon, Possamai, and
Saplaouras [30] for a synopsis of these topics.

BSDEs arising from stochastic linear quadratic (LQ) control problems, called the
stochastic Riccati equations (SREs), form an important class of BSDEs. In these BS-
DEs, the first unknown variable appears on the denominator and the second unknown
variable grows quadratically in the generator. These features distinguish them from
those well-studied BSDEs with Lipschitz or quadratic growth generators, so that they
have to be studied by new methods.

Bismut [4] first found that an optimal control in form of linear state feedback for
a stochastic LQ control problem is available, provided that its associated SRE admits
a solution in some suitable space. Unfortunately he could not show the existence
of such a solution in general. Nowadays much progress has been made in solving
SREs. Kohlmann and Tang [20] resolved the existence and uniqueness issues for
one-dimensional SREs, then Tang [36, 37] resolved the matrix-valued case using the
stochastic maximum principle and the dynamic programming method, respectively.
Sun, Xiong, and Yong [35] studied the indefinite case. Inspired by Tang’s [37] dynamic
programming method, Zhang, Dong, and Meng [40] established the existence and
uniqueness of solutions to SREs with jumps (SREJs). Li, Wu, and Yu [23] studied
the indefinite case using a so-called relax compensator.

Motivated by the mean-variance (MV) portfolio selection problem with no-
shorting constraints, Hu and Zhou [17] studied the cone-constrained stochastic LQ
problem and found that the optimal control takes a piecewise (0 is the unique seg-
ment point) linear state feedback form. The associated SRE is a two-dimensional,
but decoupled, BSDE. Hence it can be treated separately as two one-dimensional
BSDEs. The solvability was established with the aid of quadratic BSDE theory and
truncation techniques. The decoupling phenomenon lies in the fact that the op-
timal state process will not change its sign (namely not cross 0), i.e., it will stay
positive (resp., negative) if the initial state is positive (resp., negative). Dong [7]
generalized the model in [17] to incorporate a jump by the enlargement of filtration
framework. The corresponding SRE is a coupled two-dimensional BSDEJ, whose solv-
ability is obtained by solving two recursive systems of BSDEs driven only by Brownian
motions. This decomposition approach works only in the filtration enlargement the-
ory; see also Kharroubi, Lim, and Ngoupeyou [19] and Hu, Shi, and Xu [14] for the
unconstrained or regime switching case. Czichowsky and Schweizer [5] extended the
cone-constrained MV model to a general semimartingale framework, but they cannot
solve the two-dimensional SREJ. They claimed that “finding a solution by general
BSDE techniques seems a formidable challenge” in [5, Remark 4.8].

This paper is intended as an attempt to cope with the formidable challenge indi-
cated in [5]. Our main contribution is to resolve the solvability of a two-dimensional
coupled SREJ in the Wiener—Poisson world via pure BSDE techniques. Although
one can consider the more general semimartingale framework, we will focus on the
Wiener—Poisson world as SREJ in this case takes more concrete structures for presen-
tation and illustration. We establish the solvability for both standard and singular
cases, containing the SREJ emerging in the cone-constrained MV problem as a special
example. Since the existing approximation procedures in Kohlmann and Tang [20]
and our previous work [13] cannot be applied to the present problem, we provide a
new approximation procedure to achieve the goal.

A crucial and novel tool used in the approximation approach is our new compar-
ison theorems for BSDEJs. We establish two comparison theorems which seem to be
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the first ones for the multidimensional case. The first one requires a locally Lipschitz
condition for one generator (see Remark 2.3) and works for bounded state processes,
whereas the second one requires the globally Lipschitz condition for both generators
and works for square integrable state processes.

Most existing comparison theorems for BSDEJs require the condition v > —1 (see
Remark 2.2) or even stronger v > —1+¢ in order to utilize the Girsanov theorem; see,
e.g., Barles, Buckdahn, and Pardoux [2] and Royer [34]. To the best of our knowl-
edge, Quenez and Sulem’s [33] comparison theorem is the only one that relaxes the
condition to v > —1. Without resort to the Girsanov theorem, they used the condi-
tional expectation representation of one-dimensional linear BSDEJs to establish their
comparison theorem. Nevertheless, all of these existing comparison theorems for BS-
DEJs can only deal with the one-dimensional case. In our approximation procedure,
however, the SREJ is a fully coupled two-dimensional BSDEJ, therefore comparison
theorems for multidimensional BSDEJs are strongly appealing. It is worth pointing
out that the conditional expectation representation method used in [33] cannot be
applied to multidimensional BSDEJs. In this paper, we propose a completely differ-
ent approach to establish our comparison theorems for multidimensional BSDEJs for
the first time. We achieve the goal by directly analyzing ((Y;)")? with the aid of
the Meyer—Ité formula and utilizing a tricky elementary inequality (Lemma 2.1) that
works for v > —1. Note one cannot expect to extend the results to the case v < —1
since counterexamples do exist in this case; see [2, Remark 2.7].

With the help of the new comparison theorems for multidimensional BSDEJs, we
can construct solutions to the two-dimensional coupled SREJ in both standard and
singular cases. We then apply the result to solve a cone-constrained stochastic LQ
problem with jumps and obtain the efficient portfolio for an MV problem with jumps.
It is worth pointing out that even without the cone-constraint, MV problems with
jumps have not been investigated thoroughly. Lim [24] studied such a problem, but
he assumed all the coefficients are predictable with respect to (w.r.t.) the Brownian
filtration, and rendered the corresponding SRE exactly the same as that in the model
without jumps. On the other hand, Zhang, Dong, and Meng [40] examined stochastic
LQ problems with jumps, but they assumed the control weight in the running cost
is uniformly positive so that their result cannot solve the corresponding MV problem
where the control weight is 0. We will not only solve the MV problem with jumps,
but also incorporate a convex cone-constraint, especially covering the famous no-
shorting constraints. By adding a cone-constraint, the associated SREJ becomes a
fully coupled two-dimensional BSDEJ, thus causing notably nontrivial difficulty in its
solvability.

The rest of this paper is organized as follows. Section 2 is devoted to proving
two comparison theorems for multidimensional BSDEJs. In section 3, we study a
cone-constrained stochastic LQ control problem with jumps and prove the existence
and uniqueness of solution to the associated SREJ. In section 4, we solve a cone-
constrained MV problem.

2. Comparison theorems for multidimensional BSDEJs. Let (92, F,P) be
a fixed complete filtered probability space equipped with a standard n-dimensional
Brownian motion Wi = (Wiy,...,W,4) . Let &€ C R"\ {0} be a nonempty Borel
subset of the (-dimensional Euclidean space R and let N (dt,de) be a Poisson random
measure on R} x & induced by a stationary Poisson point process which is independent
of the Brownian motion W. and whose stationary compensator (intensity measure)
v(de) dt satisfies v(€) < 0o. We let F = {F;,t > 0} be the filtration generated by the
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Brownian motion W and the Poisson random measure N(dt,de) and augmented by
all P-null sets, i.e., F; 1= (W, N([0,s] x A):s€[0,t], A€ B(E)) VN, where B(£) is
the Borel o-algebra of £ and A is the totality of all the P-null sets of F. We use an
increasing sequence {7, }nen to denote the jump times of the underlying Poisson point
process. The compensated Poisson random measure is denoted by N (dt,de). For ease
of notation, we only consider one-dimensional Poisson random measure, although the
results of this paper can be generalized to the multidimensional case without essential
difficulties. Let T be a fixed positive constant and P be the F-predictable o-field on
Q x [0,T]. We will denote by E,[-] = E[-|F;] the conditional expectation w.r.t. F;.

We denote by Rﬂ the set of vectors in R® whose components are nonnegative, by
R™ the set of £ x n real matrices, and by S™ the set of symmetric n X n real matrices.
Therefore, R’ =R*!. For any vector Y, we denote Y; as its ith component. For any
matrix M = (m;;), we denote its transpose by M " and its norm by |M| = i mfj
If M € S™ is positive definite (resp., positive semidefinite), we write M > (resp., >)
0. We write A > (resp., >) B if A,B € S" and A — B > (resp., >) 0. We use the
standard notation xt = max{x,0} and 2= = max{—=z,0} for € R and define a set
M ={1,2,...,0}. We will use the elementary inequality |a"b| < &|a|? + % for any
a,beR"™ ¢> 0 frequently throughout the paper without claim.

We use the following spaces throughout the paper:

L% (R) = { Q—-R ‘ ¢ is Fr-measurable, and E|¢|* < oo},
LE (R Q=R ‘ & is Fpr-measurable, and essentially bounded},

L#(0,T;R Q% [0,T]—-R ‘ ¢ is P-measurable and EfOT |pe|? dt < oo},

L (0, ;R QO x[0,T]—-R ‘ ¢ is P-measurable and essentially bounded}7

L7 (R

¢:E-R ‘ ¢ is B(&)-measurable and essentially bounded w.r.t. dl/},

)=
)=
)
L*"(R)
(R)
)=

{e
{o
{o
{ LESR ’ ¢ is B(€)-measurable and ||¢||2:= [, \¢(e)\2u(de)<oo},
{o
LZY(0,T;R {

Q% [0,T] x &SR ’ ¢ is P ® B(E)-measurable
and B [7 [ |64(e) Pv(de) dt < oo},
LEY(0,T;R) = {(b Q% [0,T]xE—=R ’ ¢ is P ® B(E)-measurable and
essentially bounded w.r.t. dP® dt ® du},
S2(0,T;R) = {(b Q% [0,T] =R ‘ (¢t)o<t<r is cad-lag, F-adapted
and Esupg<,;<r |pe]? < oo},
Sp°(0, T;R) = {d) QO x[0,T]—>R ‘ (¢1)o<i<r is cad-lag, F-adapted
and essentially bounded}.

These definitions are generalized in the obvious way to the cases that R is replaced
by R, R, or S™. Arguments s, ¢, and w, or statements “almost surely” (a.s.) and
“almost everywhere” (a.e.), may be suppressed for simplicity in many circumstances
when no confusion occurs. We shall use ¢ to represent a generic positive constant which
can be different from line to line. All the equations and inequalities in subsequent
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analysis shall be understood in the sense that dP-a.s. or dv-a.e. or dP ® dt-a.e. or
dP ® dt ® dv-a.e., etc.

In this paper, any ¢-dimensional BSDEJ (on [0,T]) is characterized by a pair
(&, f), in which £ : Q — R’ is called the terminal value which is an Fp-measurable
random vector, and f:Q x [0,T] x R x R™*¢ x L2¥(R") = R is called the generator
which is a P@B(R") @ B(R™**) @ B(L>¥ (R"))-measurable process. We say a generator
f is Lipschitz in (y, z, ¢) if there exist constant ¢ > 0 such that

[f(w.t,y,2,0) = f(w,,5.Z,0)| < c(ly =yl + |2 = 2| + ||¢ — ¢l|,) P @ di-a.e.

holds for all (y,z,9), (¥,%,9) € R x R x Lg’”(RL]). The case that f is Lipschitz
only in (y,z) or y can be defined similarly. We call the BSDEJ ¢-dimensional as
its state process is R'-valued. We often rewrite it in its component form for ease of
presentation.

2.1. Comparison theorem for bounded processes. We first prove a com-
parison theorem where the state processes are essentially bounded.

THEOREM 2.1. Suppose, for every i€ M,
(Y, Zi,@,), (Y3, Z:, ®;) € S°(0,T; R) x L§(0, T;R™) x L3"(0, T3 R),
and they satisfy BSDEJs

T
Y;,tzgi"'_/ fi(saysfazi,sa(bs>d5

(2.1) - / T dw, — / / is( N(ds,de) dP @ d -a.e.,
¢

and
— T* — — —
Yi,tzfi / f(s YS 7Z1s7(1))d

(2.2) —/ Z SAW, — // i.s(€)N(ds,de) dP @ dt-a.e.
t

Also suppose that, for alli€ M and s €[0,T],
H(1) & <&

H(2) there exists a constant ¢ >0 such that
fZ(SY; 7Z7;87¢157 .. (I)isa q>£s)
f1(3 Y,_ 7Z7.87@1 59+ 157 CDZS)
gc/(@i’s(e) D, ¢ v(de) + /|<I>” —®, s(e)|v(de);
£
H(3) there exists a constant ¢ >0 such that
fi(sﬂ 1/877 Zi,sa ¢1,S7 LR 761',57 ey (DZ,S) - fi(s7?87771—,8768)
S C(‘Yvi,sf - ?i,sf‘ + Z(ij,sf - ?j,sf)—i_ + |Zi,s - 7i,s|
J#i
+ Z/ (Yis—+®js(e) =Y —Ej’s(e))ﬂ/(de)); and
J#i
H(4) fi(sa?8—77i 5763) S?i(S,YS_,Zi)‘g’ES).

)
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Then P{Y;: <Y, Vt€[0,T]} =1 for all i€ M.
To prove this theorem, we need the following critical elementary result.

LEMMA 2.1. For all (x,y) ER xR and ¢ > —1, we have
[(z+y)" ] = (@) 21+ )aty > —( v )(=™)*

Proof. There are three cases:
o If x <0, then

[+ )] = (@) =21+ )aty =[(z +y) TP >0=—(* v 1)(z")*
e If y <0, then, since ¢ > —1,

[(@+y) " = (27) =201 + c)ay

e If x>0 and y >0, then

(z+y) )= (@) =200+ )Ty =y — 2cxy = (y — cx)? — *a?
> —(AV1)rt=—(AVv1)(ah)2

The proof is complete. ]
Proof of Theorem 2.1. For t € [0,T] and i € M, set
Yir=Yi1 =Y, 6Zi1=Zi1—Ziyg, 6Pi1=P; 4 — Py y.
Applying the Meyer-It6 formula [32, Chapter IV, Theorem 70] to (§Y; )", we get
d(0Ys)t = —Lgsvi, oy [fi(6, Ve Zig, @) — (6, Y 1, Zi g, By di

) 1
—‘r/[((SY;,t_ + 5(I)i,t(€))+ _ ((5}/;,25_)"' — 1{5Yi,t7>0}5¢’i7t(€)]l/(d€) dt + §dLi7t
&
+ 1{5n,t—>0}6Z’i—l:t th + / [(5}/1‘7t_ + 5¢)i,t(€))+ - (6}/7;7t_)+]]v(dt, de),
&

where L; ; is the local time of §Y;; at 0. Since 0Y; . dL; =0, applying Itd’s formula
to ((3%,.1)+)? yields

d((6Y;,0) 1) = =2(6Y )T [fi(t,Yee, Zit, 1) — (.Y o, Zi 4, @) dt
Lo o0t [[(0ian +0040(6) ) = (63102
— 2(6Yi4-) 6@, 4 (e)]v(de) dt + 2(8Y;,—)T62,], AW,
(2.3) [0V, + 5302 = (%, )DPIN a, o).

Using the condition H(4) and inserting two zero-sum terms, we get

[it Yoo Zig, @) — Fo(t,Y =, Ziy, @y)
< filt, Yoo Zig @) — fi(t, Yo, Zig, Dy)
= [fi(tan—vzi,hq)t) - fi(t,Yt—,Zi,ty ¢1,t7 .. '7¢)i,t7 .- ~7¢€,t>]

+ [fi(tay;f—a Zi,ta¢1,t; .- '7(I>i,ta .- 'a(bé,t) - fi(tv?t—77i,t76t)]~
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By the condition H(2), the first difference on the right-hand side (RHS) in the above
is upper bounded by

[ etersvaemae)
£
where
c if 60, ;(e) > 0;
Yie(€) = . +(e)
1 i 8Dy, (e) <0.

By the condition H(3), the second difference on the RHS is upper bounded respectively
by

c<|5yi,t_|+2(5y-¢ +\6Z”|+Z/ (8Yj i +6®;4(e)) zx(de)).

J#i J#i
Using these estimates and v(€) < oo, we deduce that

(24) ( [fl(t Y;f ’Zl t’q)t) ?i(t’?t—aii,tﬁgt)]

)"
¢
<c Z ((0Y5e—) Jr]-{(SY” >0}|5Zzt|

F g, 0 Y / (0Y54 + 6D, 4(e))H)2w(de)

J#i

2(8Y; )t /g 7i,t(€)0®; 1 (e)v(de).

Integrating from ¢ to T in (2.3), taking conditional expectation, and using (2.4), we
obtain

((0Y3,)%)?

SEt/ (CZ ((0Yi,s-) "’1{6Y,S >0}Z/ (0Yjs— +6%j5(e)) )QV(d€)> ds

J#i
~E / e 60,02 - (¥
= 21+ 71,5(€))(0Y;,5-) 0D ()| w(de) ds,
Because ; € L% (0,T;R) and ; > —1, it follows from Lemma 2.1 that

(2.5) = [((0Yism +0Pis(e))T)? = ((6Yi,6-)")? = 2(1 +7i,6(€)) (8Yi6- ) 65 5 (e)]
< ('Vi,s(e)2 v 1)((5}/i,s—)+)2 < C((51/i,s—)+)2'

Combining the above estimates and using v(€) < oo, we obtain
(2.6) (6Yi) ") <cBy [ Y ((6Yi)")?ds

+ZEt/t /g<<6YJ o 00;.4(e)) ) v (de) ds,
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where the constant c is independent of ¢, T', and 1.

Note that
]Et/ /((53’3;57 +6D;5(e))")*v(de)ds
/ / ((0Yj s— + 6@ s(e et ) N(ds,de)
=E, > ((6Yr,— 462, (AUTH)V)Q}
neN, t<T, <T
(2.7) =E, > ((5Yj,Tn)+)21,
neN, t<T, <T

where Uy := fot JeeN(ds,de), and AUy, := Ur, — Ur, — (recalling that {T},}nen de-
notes jump times of underlying Poisson point process). Substituting (2.7) into (2.6)
yields

(6%i)")? < cEy / Z((an,s>+>2ds+ZEt[ > <<6Yj,T,L>+>2].
1 JF neN, t<T,<T

Since the jumps of 6Y are countable, we can replace dY; ;_ by 6Y; s in the above
integral to get

(2.8)  ((0Yis)" <cIEt/ 5§Q’S)+)2ds+ZEt
jti

> ((5Yj,Tn)+)21-

neN, t<T, <T
For any constant h € (0,77, set

M(h):= ess sup ((5Yi’t)+)2,
(t,8)E[T—h,T]x M

which is finite since §Y is bounded. For any t € [T’ — h,T], we obtain from (2.8) that

(6Yia)* <c/ (h)ds+Z]Etl 3 M(h)]

j#i neN, t<T, <T

= /M (h)(T —t)+ M(h ZEt/ /1N ds, de)

J#i
= clM(h)(T — t) + M(h)(£ — D)v(E)(T — 1)
<(cl+ (l—1w(&))M(h)h.

Taking essential supreme over (t,7) € [T'— h,T] x M on both sides leads to
(2.9) M(h) <(cl+ (£—-1)v(E))M(h)h.

Set h = min{1/(cf + (¢ — 1)v(€) + 1), T} from now on. It then follows from above
that M (h) =0, thus dY;; <0 for all ¢t € [T'— h,T]. Similarly, using 0Y; r_p <0 and
repeating the above argument on [0V (T"— 2h),T — h], one can get 6Y;; < 0 for all

€ [0V (T —2h),T — h]. Repeating this procedure, the desired comparison result
follows. ]
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Remark 2.1. If the inequalities in the conditions H(1) and H(4) are reversed, then
so is the conclusion.

Remark 2.2. Tt is not hard to see that the condition H(2) is equivalent to that
there exists a process v; € L%"7(0,T;R) with 7; > —1 such that
fi(sa}/;—a Zi,sa q)l,sy ctc q)i,xsa st (I)Z,s)
- fi(sv YS—; Zi,sa (I>1787 s 76i,87 CRRX q)f,s)

< /g 7i.2(€) (1 4(€) — By o)) (de).

Most existing comparison theorems for BSDEJs require the condition v > —1 or
even stronger v > —1 + ¢ in order to utilize the Girsanov theorem; see, e.g., Barles,
Buckdahn, and Pardoux [2] and Royer [34]. Our requirement, namely v > —1, is the
same as Quenez and Sulem’s [33]. But all these existing comparison theorems work
for one-dimensional BSDEJs only.

Remark 2.3. The condition H(3) holds if, for every K > 0, there exists a constant
¢> 0 (depending on K) such that

fi(87y7zv¢) - fi(87?727a)

<C<yz il + (v —7;) +|Z—Z|+Z/ —y; T o5(e) - ¢j(€))+V(d€)>
J#i J#i

holds for all (y, z,¢) and (7,%, ¢) € R* x R" x L>¥(R") satisfying ¢; = ¢, and |y|+[7] <
K. Since |y|+|y] < K, it is a locally Lipschitz condition w.r.t. y. The condition implies
fi is nondecreasing w.r.t. y; and ¢; for every j #1.

Remark 2.4. The condition H(3) holds if

(1) fi(s,y,z,¢) is Lipschitz only in (y, 2);

(2) there exists a constant ¢ > 0 such that

fi(8,Ysr, Zi 5, @160, i1 6, Pi s, Pirs, .-, Prs)

- fz(s ?1.3—7"' ?i—l S—a}/i S—7?’L+1 S—99 ?Z S—aZi,S—aES—)
Sc(Z(Y] e =Y. +Z/ Vi +®.(e)-Y; 3_—@j7s(6))+v(de)>.
J#i J#i

Remark 2.5. In (2.5) the condition v € L”(0,T;R") can be replaced by the
following weaker one: there exist constants 0 < h,e <1 such that

TA(t+h)
ess supEt/ / Ivs(e)Pr(de)ds <1 —e.
t€[0,T) t &

This condition is satisfied, for instance, when [, |.(e)[*v(de) € Lg°(0,T;R). Indeed,
the above condition implies, for ¢ € [T — h,T],

T T
E, / (8Yiu)*)? /g (1,5(6)2 V 1)v(de) ds < M(h) B, / /g (71.5()? + 1)v(de) ds

<MMR)(1—e+hv(€))<(1—¢e/2)M(h),

by choosing h small enough. This together with (2.3) and (2.4) will lead to an estimate
similar to (2.9) in the above proof.
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2.2. Comparison theorem for square integrable processes. Theorem 2.1
requires the state processes to be bounded, which may be too restrictive for appli-
cations. The following result relaxes this assumption to square integrable processes,
but we have to, in addition, assume that both f and f are globally Lipschitz.

THEOREM 2.2. We shall use the same notation as in Theorem 2.1. Suppose, for
allie M,
(Yi, Zi,®;), (Yi, Zi,®;) € S2(0,T;R) x L2(0, T;R™) x L3"(0,T;R),

and they satisfy the BSDEJs (2.1) and (2.2). Also suppose that, for every i € M,
(1) the conditions H(1), H(2), H(3), and H(4) hold;
(2) fi(-,0,0,0) and f,(-,0,0,0) € L2(0,T;R);
(3) both f; and f, are Lipschitz in (y,z,¢).
Then Y; <Y, for all i€ M.

Proof. For each m > 1 and i € M, we denote

é.;n:gz]-|§|+|g|§m7 firn(tyvzad)):fi(tayaZ7¢)1\f(t,0,0,0)\+\?(t,07070)\5m7
= o _
& :fil\gmg\gm, fi (tayazv¢):fi(tay7Z7¢)1\f(t,O,O,O)\—H?(t,O,O,O)\Sm'
Note that &, Ezn, fi"(+,0,0,0), andjg(-,O,i),O) are bounded by m and the
generators f™ = (f{",..., f;*) and = (f1 ,...,fzn) are both Lipschitz in (y, z, ¢)

with the same Lipschitz constant as f and f. It then follows from [38, Lemma 2.4] or
[2, Theorem 2.1, Proposition 2.2] that the BSDEJs

T
Y”z:aw/ (s, Y 2 ) ds

—/ Tdw, — // N(ds,de) dP @ dt-a.e., i € M,
t

T
Vi=E [ TV

and

—/ (Zis) Taw, — // is( N(ds,de) dP @ dt-a.e., i € M,
t

admit unique solutions (Y™, Z™, ™) and (?m,fm,@m), respectively, such that

(Y, zm em), (Y, Z, @) e S2(0,T;R) x L2(0,T;R™)
x L%Y(0,T;R) for all i € M.
We temporally suppose that
(2.10) Y™ Y, € 88°(0,T;R) for all i € M.
Then applying Theorem 2.1 leads to
(2.11) Y™ <Y," for all i € M.

From [2, Proposition 2.2], we know there is constant ¢ > 0 independent of m such that
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E| sup [V, —Y"?

0<t<T

<cE

T
|§_§m|2 +/ | (t Yt7Zta ) fm(t Yt’Zh )|2dt]7
0

El sup |V, =Y,

0<t<T

T
S CE l|£_€m|2 +/0 |?(t77t37t76t) _ffm<t7ytaZt7q)t)|2dt‘| .

These estimates together with the definitions of gm,Zm, fm,fm and the dominated
convergence theorem lead to

lim E| sup |Y; =Y+ sup |?t—?;n|2 =0.
0<t<T

m— o0 l0<t<T

Applying the elementary inequalities (z7)? <2(y*)? +2(x —y)?, (v +y)? < 222 + 2y?
for z, y € R and (2.11), we have

l sup Z it ]2

O<t<T

<E|2 sup it — Y, 2 +2 sup i Ylm—i—Y —Yi)?
O<t<TZ Vi) O<t<TZ b 2

=E|2 sup Z = Y4+ Y Vi)

0<t<T %
4‘)’L
<E|4 sup it — Y) 244 sup r
O<t<TZ Y 0<t<TZ

Sending m — oo in the above, we get the desired result Y; <Y; for all i € M.
It remains to establish (2.10). To this end, let 5 > 0 be a large constant to be
chosen later. Applying Ito’s formula to e?!(Y; )2 for each i € M, yields

T
AP B e (B 2 + 1972 ds
t
T
BT+ B [ 2V LY 20 ) ds

s 'LS’
T
SmQBBTJrEt/ 27|V | (s, Y, Z, ) — £ (5,0,0,0)| ds
t
T
+Et/ 26P5 [V || (5,0,0,0)| ds
t
<mt e m, [ 2oV 12 o) ds
t
T T
P[P [ (s,0.0,0P ds
t t

T
5 1
<P T)ET 4B [ (VP |2+ gl ) ds
t

where the last constant ¢ does not depend on ¢, 8, and i. Canceling the common

s . m 12
terms involving | Z!",|*, we get
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T
B [ (B 4 en ) ds

t

T
1
<t T)ET 4B [ (Y gl ) ds.
t
Summing ¢ from 1 to ¢ gives
T
SR B [ (B (a2 ds
t
T
<mPUT)ET 4B, [ (VP 4072 ds
t

T
= tm*(1+T)e” +Et/ e’ (d\Y;”F + \|c1>;”|\3) ds,
t

where the last equation is due to the fact that the jumps of Y are countable. By
setting 8 = ¢f and canceling the common integrals in the above estimate, we obtain
Y™ e §2°(0,T;RY). The assertion for (Y ,Z,; ,®; ) in (2.10) can be similarly proved.
This completes the proof. 0

3. A stochastic LQ control problem with jumps and the related two-
dimensional BSDEJ.

3.1. Cone-constrained stochastic LQ control with jumps. Consider the
following R-valued linear stochastic differential equation (SDE):

dXt = [AtXt_ + Bt—rut] dt + [CtXt_ + Dtut]—r th
(3.1) + [¢ [Ei(e) Xe— + Fi(e) Tue] N(dt,de), t € [0,T],
XO =,

where A, B, C, D are all P-measurable processes, E(:), F(-) are PQB(E)-measurable
stochastic processes of suitable size, and x € R is known.

Let II be a given closed cone in R™, so if w € II, then Au € II for all A > 0. It is
used to represent the constraint set for controls. The class of admissible controls is
defined as the set

U= {u € LE(0,T;R™) |uy €I, dP ® dt—a.e.}.

Ifueld and A, B, C, D, E, F are bounded, then (3.1) admits a unique solution X.
And we call (X,u) an admissible pair.
The cone-constrained stochastic LQ problem is stated as follows:

(3.2)

Minimize  J(x,u)
subject to (X, u) is admissible for (3.1),

where the cost functional is given as the following quadratic form:

(3.3) J(z,u) :=E .

T
/ (QtXtQ +u) Reug + 2X,S,) ut> dt + GX2
0

The associated value function is defined as

V(z):= 52{, J(x,u).
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Problem (3.2) is said to be solvable (at x) if there exists a control u* € U such that
—oo < J(z,u*) < J(xz,u) forallueld,
in which case u* is called an optimal control for problem (3.2), and the optimal value is
V(z)=J(x,u").

Our aim is to solve problem (3.2).
We put the following assumptions on the coefficients in this section.

Assumption 3.1 (bounded coefficients). It holds that
A€ LE(0,T;R), Be LF(0,T;R™), C € LF(0,T;R™),

DEL%"(O,T;R”XM), EEL%O’V(O,T;R), FEL%O’V(O,T;Rm),
QGL%O(O7T7R+)7 RELI?‘O(OvTvgm)a SEL]I?“O(OaTaRm)v GEL?—‘OT(QaR+)

Assumption 3.2 (standard case). It holds that (SEr S) > 0, and there exists a
constant 0 > 0 such that R > §1,,, where 1,, denotes the m-dimensional identity
matrix.

Assumption 3.3 (singular case). It holds that (SRT g) > 0 and there exists a
constant 6 >0 such that G>6 and DD + [, F(e)F(e) v(de) > 61,,.

3.2. Coupled SRE with jumps. Nowadays, it is well-known that solutions to
stochastic LQ problems depend heavily on the solvability of the related SREs. We
now introduce the associated SRE for our problem (3.2).!

For (w,t,v, P;,A,T;) € Q x [0,T] x II x R x R™ x L>®"(R), ¢ = 1,2, define the
following mappings:

Hy(w,t,v, Py, Py, A\T1,Ty):=v" (R+ PID " D)yv+2(P(B+D"C)+ DA+ 5) v

+/€ (P +Ta() (1 + B+ FToyt)? - 1)

— 2P (E+F'v)

+ (P4 Ta(e) (L+ B+ Fv)7)?|(de),
Hy(w,t,v,P1, Py, A\T1,Ty):=v" (R4+ P,D"'D)v—2(Py(B+D"C)+D'A+S) v

e —1- Tv)7)2 =

+ [ [Posraten (1= B+ FToy ) 1)

+ 2Py (—=E + F )

+ (P + T (e)D((~1 = B+ FTo)*)2|w(de),

and set

(34) Hr(wvt7P17P27A1F17P2) = inlf_.IHl(wvtavvplvPZaAarlaFZ)a
ve

(35) H;(w,t,Pl,PQ,A,Fl,FQ) = iggHg(w,t,v,Pl,Pg,A,Fl,Fg).

IPlease see Appendix A in our arXiv version [15] for a heuristic derivation of the SRE. See also
Dong [7] for a special SRE with single jump that stems from the theory of filtration enlargement.
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Remark 3.1. Similar to [17, Remark 3.1], Hy (w,t, Py, P2, A,T1,T2) and Hj (w,t, Py,
Py, A,T',T5) have finite values if R+PD'D>0, P,+T1>0, R+P,D"D >0, and
P,+15>0.

The associated SRE for our problem (3.2) is given as follows:

(3.6)

dP ;= — [(2A +CTCVPL4— +2C A +Q+ Hi(t,Pry—y Poy— A1 4, Ty, Fz,t)] dt
+AL AW+ [ T1e(e)N(dt, de),

APy =~ [(24+CTC)Poy +20T Mo+ Q + H (b Pru—, Paa—y Ao, T1,T2) |
+AJ AW + [ To,(e)N(dt, de),

Pir=G, Br=G,

R+ P D"D>0, Py +T1:>0, R+ P,y D"D>0, Py;_ +15,>0.

This is a new two-dimensional coupled nonlinear BSDEJ.

Remark 3.2. Hu and Zhou [17] studied a cone-constrained LQ problem without
jumps; the associated SREs [17, equations(3.5) and (3.6)] are decoupled, so that one
can solve P; and P, separately. As is well-known, P; and P, correspond to the optimal
value with positive and negative initial state. When there is no jump in the model, the
optimal state process does not change sign, so that only one of P; and P is involved.
Therefore, they are decoupled.

Things become notably different in models with jumps. Because of jumps, the
sign of the optimal state process may switch between positive and negative values,
so P; and P, are coupled together and one cannot treat them separately. So our
SRE (3.6) is actually a system of coupled BSDEJs whose solvability is far from trivial
compared to the decoupled BSDEJs in [17, equations (3.5) and (3.6)].

If all the coefficients in Assumption 3.1 are predictable w.r.t. the Brownian fil-
tration, then I'y = I'y = 0 and the SRE becomes a two-dimensional coupled BSDE
without jumps. Even without jumps, the BSDE is still new and cannot be covered
by existing results on multidimensional BSDEs; see, e.g., Fan, Hu, and Tang [11] and
Hu and Tang [16].

Remark 3.3. If II is symmetric, namely, —v € IT whenever v € II, then
Hik(w7t7P17P27A7F17F2) :H;(watvPQaP17A7F27F1)7

and (3.6) will degenerate to one equation since (Py,A1,I'1) = (P2, A2, T'2). In particu-
lar, if there is no control constraint, that is, IT = R™, then both H; and Hj are equal to

/((P+F(e))E2 + 2T (e) E)v(de) + (P(B +D'C)+DTA+S
&
.
+/((PJrF(e))EJrF(e))FV(de))
&
X <R+PDTD+/(P+r(e))FFTu(de)>
&

X (P(B+DTC)+DTA+S+/
&

((P+T(e)E + F(e))FV(de)) .
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Under IT=R"™, Zhang, Dong, and Meng [40] addressed the solvability of the matrix-
valued SREJ under the assumption R > §1,, and S = 0. By contrast, we will solve
the BSDEJ (3.6) in both standard and singular cases for general cone II.

DEFINITION 3.1. A stochastic process (Py,Pa,A1,A2,T1,T9) € S§°(O7T;R2) X
L2(0,T;R*™) x LY (0, T;R?) is called a solution to the BSDEJ (3.6) if it satisfies the
first and second equations of (3.6) as well as the third (the terminal conditions) and
fourth constraints of (3.6). A solution is called nonnegative if P; , >0 for all t € [0,T]
and called uniformly positive if P,y > ¢ for all ¢t € [0,T] for some deterministic con-
stant ¢c>0, 1=1,2.

3.3. Existence of solution to the BSDEJ (3.6). Dong [7] constructed a
solution to an SRE with single jump using two recursive systems of BSDEs driven
only by Brownian motions. His decomposition approach is tailor-made in the filtra-
tion enlargement framework, hence fails in the Poisson random measure model which
accommodates probably countable jumps.

Crichowsky and Schweizer [5] characterized the optimal value process of a cone-
constrained MV problem in terms of a coupled system of BSDEs [5, equation(4.18)] in
a semimartingale model. They claimed in [5, Remark 4.8] that “Due to the coupling
term coming from b, the BSDE system (4.18) is very complicated. It has a nonlinear
non-Lipschitz generator plus a generator with jumps, so that finding a solution by
general BSDE techniques seems a formidable challenge.” We now respond to this
formidable challenge in the Wiener—Poisson world by providing a proof of the existence
of solution to (3.6) by pure BSDE techniques.

THEOREM 3.1 (existence in standard case). Suppose Assumptions 3.1 and 3.2
hold; then the BSDEJ (3.6) admits a nonnegative solution (P, Py, A1,A2,T1,T3).

Proof. For k=1,2,..., define maps

(37) Hf(t7P17P2;AlaF1aF2) = 1_}1’|1f‘<kH1(t,’U,P1,P2,A17F17F2)7
vell,jv|<

(3.8) HY(t, Py, Py, A9, Ty, T5) := r}rllkaHz(t,U,P1,P2,A27F17F2)-
vell,|v|<

Then they are uniformly Lipschitz in (Py, Py, A1, A2, T'1,T'2) and decreasingly approach
to Hy (w,t, Py, Po,A1,T1,T9) and Hj(w,t, Py, P2, Ao, T'1,T9), respectively, as k goes to
infinity.

For each k, the BSDE

(3.9)

AP}, = ~[(24+ CTC)PE,_ +2CTAY  +Q + HE(t, P, Py, A%, TE . TS,) | dt
AT )T AW + [T ()N (dt, de),

dPf, = ~|(24+ CTC)PE,_ +2CT AL, +Q+ H(t, P, Py A, T, TS )|t
~6—(A’§7t)T dW + fg F%jt(e)l\/(dt7 de),

Plk,T:Gv ng,T:Ga

is a two-dimensional BSDEJ with a Lipschitz generator, so by [38, Lemma 2.4], it
admits a unique solution (Pf, P¥, A% Ak Tk T%) such that

(PF,AF,TY) € SR(0,T;R) x Lg(0, T;R") x LE”(0,T;R), i=1,2.
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From the definition of HF, we have
HY(t, Py, Py, A1, Ty, To) = HY(t, Pr, Py, Ay, Ty, )

< swp [ (LB +FTo) (P Tale) - Py~ The)vlde)
vell,|v|<k JE

<er [ (Po+Tae) = P} = () "w(do)
£
and
H{C(tv-PhPQvAlaFluFQ) - H{C(tv-PlaPQuAhF/lvFQ)
<  sup /(I‘l(e) — I"l(e))(((l +E+FTo)h)?2 - 1)u(de)

vell,|v|<k JE

< sup /g(rl(e)—r’l(e))((1+E+FT v(de) + /|r1 e)|v(de)

vell,|v|<k
<oy / (Ts(e) — T (e)) v(de) + / Ty (¢) — T (¢)lw(de),
£ £
where ¢, < 0o is defined as

cp= esssup |1+ E+ Fo?, dP®dt ® dv—a.e.
vell,|v|<k

Similar estimates for HS can be established. Hence according to Theorem 2.2, PF is
decreasing in k for i =1, 2.

Next, we will show that the sequence {Pik}k:1)27,,, is nonnegative and uniformly
bounded from above for i =1, 2.

From Assumption 3.1, there exists a constant ¢ > 0 such that

2A+CTC+/E v(de)<e, Q<e¢, G<ec.
It is easy to check that (Py, Ay, T;) = ((c+1)e*T=t —1,0,0) is the unique solution to
the one-dimensional BSDEJ

{dPt —(cPy +c)dt + &, AW, + [, Ty(e)N(dt, de),

3.10 —
( ) PT =C.
By the definition of HF, we have

HE(t,P,, P,,0,0,0) < Hy(t,0,P,, P,,0,0,0)

_E/E

(2A+CTC)P,+20T Ay + Q + HY(t, Py, Py, Ay, Ty, T)
=(2A+CTC)P, +Q+ HF(t, Py, P,0,0,0)
<cP; +c.

SO

Similarly, we have

(2A+CTC)Pt+20TAt+Q+H2(t Pt,Pt,At,Ft,Ft)<cPt+c
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With the above two inequalities in hand, applying Theorem 2.2 to BSDEJs (3.9) and
(3.10), we have for i =1,2, k=1,2,...

(3.11) P <P <M,

where M := (c+ 1)e‘T — 1.
On the other hand, notice that (P, ;,A; ;,I'; ;) = (Py, Ay 4,9 ) == (0,0,0) sat-
isfies

dP=A"dW + [, T(e)N(dt,de),
BT_ 9
and

(2A4+CTC)P, +2C A, +Q + HF(t,P,,P,,A,,T,,T,)

>Q+ inf (v TRv+28Tv)=Q—-STR™1S >0,
1)6 m
thanks to Assumption 3.2. Hence, by Theorem 2.2 again,
(3.12) PF,>P,=0,i=1,2k=12,....

Notice, for i =1, 2,

T
]E/O /1{Pkt 4Tk, (e)<O}V (de)dt=E / /l{Pk +TE, (e) <0}N(dt de)

> Lipr, +F5TH<AUTH><0}]
neEN,T,<T

DT B

neN, T, <T

=E

where U; = fg JeeN(ds,de) and AUz, =Ur, — Ur, -, hence,
(3.13) PF,_+TF,>0.
Similarly, we can establish
(3.14) PF,_+TF <M.
Now we obtain
~M<-PF,_<T{,<M-PF,_<M.

Hence, T'¥, k=1,2,..., are uniformly bounded by M and thus belong to LZ"(0,T;R).
i

Since Pf is decreasing w.r.t. k, we can define P;; := limy_, Rkt7 =1,2.

Combining (3.11) and (3.12), it follows that
0< P, <M, i=12te[0,T].
Applying It6’s formula to (Pf;)?, we deduce that
d(Pk,)? = { —opk [(2,4 +CTO)PE,_+2CTAE, +Q
FHE( Py, Py AF T TS )|+ [AR2 + [T (e)%v(de) | dt

+2PF (AT AW + [[(PF,_ +T% ,(e)? — (PF,_)?IN(dt,de),
(Pl"fT)2 =G2.
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Since 0 < PF PF +TF < M,i=1,2, and
HF S/ [(Pl + Fl(e))(((l +E)")? - 1) — 2P E 4 (Py +Ta(e))((1+ E)7)?|v(de) <,
&

by taking expectation on both sides in the above and integrating over [0, 7], we have

1 /T T
(3.15) (PﬁO)Z + §E/ |AR12ds + E/ /F’f(e)Qu(de) ds<cg,
0 0o Je

where ¢ > 0 is a constant independent of k. Therefore, the sequence (AY T%),
k =1,2,..., is bounded in L(0,T;R"™) x L%’V(O,T;R), and thus we can extract a
subsequence (which is still denoted by (A¥,T'¥)) converging in the weak sense to some
(A1,T4) € LE(0, T;R™) x L?D’”(O, T;R). Similar considerations applying to (P§,)? yield
some (A2,T'2) € L2(0,T;R") x L%”(O,T;R) which is the weak limit of (A5, T%).

Following Kobylanski’s argument [21, Proposition 2.4] (see also Antonelli and
Mancini [1, Theorem 1] and Kohlmann and Tang [20, Theorem 2.1]), we can establish
the following strong convergence.?

LEMMA 3.1. It holds that
T T
(3.16)  lim IE/ |AF — A;|?dt =0, lim IE/ /|Ff—Fi|2y(de)dt:O, i=1,2.
k—o0 0 k—o0 0 <

Furthermore, (Py, Pa, A1,A2,T1,T2) is a nonnegative solution to the BSDEJ (3.6).
This completes the proof. 0

THEOREM 3.2 (existence in singular case). Suppose Assumptions 3.1 and 3.3 hold;
then the BSDEJ (3.6) admits a uniformly positive solution (Py, Py, A1, A3, T'1,T2).

Proof. Similar to the proof of Theorem 3.1, one can show the existence of a
nonnegative solution (Py, Pa, A1, A2,I'1,'2) to the BSDEJ (3.6), so we omit the details.
We only give a sketch on how to find a uniformly positive lower bound for such a
solution.

Under Assumptions 3.1 and 3.3, there exists constant co > 0 such that

2A+CTC + / E(e)*v(de) -6~ B+D'C+ / E(e)F(e)v(de) ’ > —ca,
£ £

where § is the constant in Assumption 3.3.

Notice that (P,,A;,L,) = (de=°2(T=1 0,0) is the unique solution to the one-
dimensional BSDEJ

(3.17)

dP = —(—coP)dt + AT dW + [, [(e)N(dt,de),

2Please refer to Appendix B in our arXiv version [15] for the proof.
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By the definitions of H, we have
Hi (t, P, P,0,0,0)
> inf Hi(t,v,P,P,0,0,0)

— veER™

> inf [UTRU+25TU:| +B/E(e)2u(de)
£

T veR™

: T/inT T T !
Jerle%fm [v (D DJr/gF(e)F(e) V(de))v+2(B+D C+/€E(6)F(e)u(de)) v]

(SRT g) >0, DTDJr/EF(e)F(e)TV(de)ZMm

B+DTC+/E(e)F(e)y(de)
£

>-Q +P[ /g E(e)v(de) — 671

where we used

in the last inequality. So
(24+CTC)P,+2CTA +Q+Hf(t,P,,P,, A, T,.T,)
=(2A+CTC)P, + Q+ H{(t, P, P,,0,0,0)
> _CQBt'
Similarly, we have

(2A+CTC)P, +2CTA, +Q+ H5(t,P,, P, A, T, T,) > —co P,

Then applying Theorem 2.2 to BSDEJs (3.9) and (3.17), we have for i = 1,2, k =
1,2,...,

Pk, > P, =de7T"D > 5e T te0,T],
which leads to the desired lower bound. 0

3.4. Solution to the LQ problem (3.2). In this subsection we will present
an explicit solution to the LQ problem (3.2) in terms of solutions to the BSDEJ (3.6).

For P; >0, A; € R", T'; € L>¥(R) satisfying R+ P,;D"'D >0, P,y +T;;,>0, i=
1,2, we define

131(157P1,P2,A17F1,F2) = argminHl(t,v,Pl,PQ,Al,Fl,Fg),
vell

(318) ﬁQ(t7P1,P2,A27F1,F2) = argmian(t,mPl,PQ,A271"1,1"2).

vell

THEOREM 3.3. Let (P;,A;,T;) € Sg°(0,T;R) x LZ(0,T;R™) x LY (0, T;R), i =
1,2, be a nonnegative (in the standard case) or uniformly positive (in the singular
case) solution to the BSDEJ (3.6). Then the state feedback control

u*(t, X)) =01(t, Pra—, Poy— Ave, D10, Do) Xi& 4 02(t, Pry—, Pog—, Av g, Tre T Xy
is optimal for the LQ) problem (3.2). Moreover, the optimal value is
V(z) = Pro(x)? + Pag(z™)>

As a by-product of Theorem 3.3, we have the following uniqueness of the solution
for BSDEJ (3.6).
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THEOREM 3.4. Suppose Assumptions 3.1 and 3.2 (resp., Assumptions 3.1 and 3.3)
hold; then the BSDEJ (3.6) admits at most one nonnegative (resp., uniformly positive)
solution.

The proofs of Theorems 3.3 and 3.4 are standard and thus omitted here; please
see [17, Theorems 5.1, 5.2] or [40, Theorems 5.1, 5.2] for the standard verification
argument. It seems a challenging task to prove Theorem 3.4 by pure BSDE techniques.

4. Application to mean-variance portfolio selection problem. Consider a
financial market consisting of a risk-free asset (the money market instrument or bond)
whose price is Sy and m risky securities (the stocks) whose prices are Si,...,S,. And
assume m < n, i.e., the number of risky securities is no more than the dimension of
the Brownian motion. The asset prices Si, k=0,1,...,m, are driven by SDEs,

dS()’t = ’I"tS()’t dt,
S0,0 = S0,

and

dSk,t = Sk ((Mk,t Fr)dt+ Y onge AW + [o Fio(e)N(dt, de)) ,
j=1
Sk,0 = Sks

where, for every k =1,...,m, r is the interest rate process, and py, o 1= (0k1,- -+, 0kn),
and Fj, are the mean excess return rate process and volatility rate process of the kth
risky security.

Define the vectors pu= (pt1,...,ptm) ", F=(F1,...,F,)" and matrix

o1
o= = (Okj)mxn for each i € M.
Om
We shall assume, in this section, as follows.

Assumption 4.1. The interest rate r is a bounded deterministic measurable func-

tion of t,

e LE(0,T;R™), o € L¥(0,T;R™ ™), Fe L™ (0,T;R™),
and there exists a constant § > 0 such that oo + [ F(e)F(e) Tv(de) > 61y, for all
te[0,77.

A small investor, whose actions cannot affect the asset prices, will decide at every
time ¢t € [0, 7] the amount 7;; of his wealth to invest in the jth risky asset, j =1,...,m.
The vector process 7 := (71,...,7,) | is called a portfolio of the investor. Then the
investor’s self-financing wealth process X corresponding to a portfolio 7 is the unique
strong solution of the SDE:

(1) {dXt = [reXo 4 7] ] dt + ) 0, AW, + [ 7] Fy(e)N(dt, de),
' X() =2xT.

The admissible portfolio set is defined as

U= {71' € L3(0,T;R™) ’ mell dP® dt—a.e.}7
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where IT € R™ is a given closed convex cone. For instance, IT =R™ means there is no
trading constraint, while I = R'}" means shorting is not allowed in the market. For
any ™ € U, the SDE (4.1) has a unique strong solution. Different from the previous
sections, in this section we request the constraint set II to be convex in order to apply
the dual approach below.

For a given expectation level z > zelo T ds_the investor’s MV problem is to

Minimize Var(X7)=E[X2 — 27|,

E[XT] =z,
(4.2) s.t. {7‘(‘6[/{.

Remark 4.1. Lim [24] studied an MV problem with jumps without portfolio
constraints, i.e., II=R™. In his model, all the coefficients in (4.1) are assumed to be
predictable w.r.t. the Brownian motion filtration, so no jump term has entered into
his SRE, which is exactly the same one as in the model without jumps.

We shall say that the MV problem (4.2) is feasible for a given level z > zelo meds
if there is a portfolio 7 € U which satisfies the target constraint E[Xr] = 2. An
optimal portfolio to (4.2) is called an efficient portfolio corresponding to z and the
corresponding (1/Var(Xy), z) is called an efficient point. The set of all efficient points,
with z > zelo T ds_is called the efficient frontier.

Define the dual cone of II as

ﬁ::{yeRm‘xTngforalleH}.

The following result gives an equivalent condition for the feasibility of (4.2). The
proof is exactly the same as [13, Theorem 5.3], so we omit it.

THEOREM 4.1 (feasibility). Under Assumption 4.1, the MV problem (4.2) is
T
feasible for any z > zelo " if and only if

(4.3) /OTP(,M ¢ T0)dt > 0.

For the rest of this section, we will always assume (4.3) holds.

The way to solve (4.2) is rather clear nowadays. To deal with the constraint
E[Xr] = 2z, we introduce a Lagrange multiplier —2X € R and obtain the following
relared optimization problem:

(4.4) inf  J(z,m, A\ 2) =E[(X7 — A)?] — (A —2)?,
s.t. mwel.

Denote its optimal value as
A;z) = inf A 2).
V(z, X 2) = inf J(z,m, A 2)
According to the Lagrange duality theorem (see Luenberger [25])

4.5 inf Var(Xr) =supV (x, \; 2).
( ) TeU,E[XT]=2 ( T> /\E]Ig ( )

So we can solve the problem (4.4) by a two-step procedure: First determine V(x, A; z)
for every A, and then try to find a \* to maximize A — V (z, A; 2).
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The relaxed problem (4.4) is a special stochastic LQ problem (3.2) studied in
section 3, where

(4.6) A=r, B=pu, C=0, D=0¢", E=0, Q=0, R=0, S=0, G=1.

The associated BSDEJ (3.6) becomes

AP, = — [QTPM, +H; (t,PM,,ngt,,ALt,I‘l,t,Fg,t)} dt+ AT, dW
+/£F1,t(e)ﬁ(dt, de),

(4.7) APy =— [27”P2,t7 +H5(t, Py, Poy— Aoy, Ty, Fz,t)} dt + A;t dw

Jr/FQ,t(@)N(dtad@)a
£
Pir=1, PBr=1,

where Hy, Hj, 01, 09 are defined as in (3.4), (3.5), and (3.18) with coefficients given
in (4.6):

Hl(t,’l)7P1,P2,A1,F1,F2) :P]_’UTO'O'T’U + 2(P1M+O'A1)TU
+/ {(Pl +F1(e))<((1 +FTo)h)2 - 1) — 2P FTv
£

+ (s + Ta(e)) (14 FT0) ™) w(de),
Hy(t,v, Py, Py, Ay, T, T5) = Pow'oo v— 2(Pop + JAQ)TU
+/§ {(Pz + Fz(e))(((fl +FTv)7)? - 1) +2P,F Ty
+ (P +Tu(e)((~1+ FTv) )] w(de).
Clearly, Theorems 3.2 and 3.4 can be applied to the BSDEJ (4.7) to ensure that

it admits a unique uniformly positive solution (Pi, P, A1,A2,I'1,I'2). Accordingly,
Theorem 3.3 leads to the following solution to the relaxed problem (4.4).

THEOREM 4.2. Let (Py, Py, A1,A2,T1,T'2) be the unique uniformly positive solu-
tion to (4.7). Then the state feedback control given by

™ (t, X) :@l(t,Pl,Pg,Al,rl,rQ)(Xt_ _ /\efftTrsds)+
(4.8) + Oa(t, P1, Pay Ag, T, T2) (Xt— — e S dS)_
is optimal for the LQ) problem (3.2). Moreover, the optimal value is
V(z,A\;z)=Pig [(x e J ds) +]2  Pro KI e ST ds)—} 2 )2

This resolves the first step problem. To solve the second step problem, i.e., to
maximize A +— V(x, A; z), the following result is critical.

LEMMA 4.1. Assume Assumption 4.1 and condition (4.3) hold. Then

(4.9) Pyoe2Ja mds _1 <0, Pyge 2l meds 1 <.
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Proof. Applying 1t6’s formula to Pg’te_thT rsds on [0,77], we have

T
(4.10) 1-— PQ,Oe—QfoT rsds _ —IE/ e 2 s SH(t, Pay Moy, Toy, Py, Ty y)dt.
0

Since Hy(t,Poy— N2y, T2y, Pry—,T1;) < 0 by its very definition, it follows
Pg,oe’QfoT rsds _ 1 <0. Similarly, we can prove that PLOe*QfDT rsds _ 1 <.

It remains to prove the strict inequality Pgﬁoe_QfoT rsds _ 1 < 0. Suppose, on the
contrary, P27Oe’2f0T rsds _1=0. It then follows from (4.10) that

(411) H; (t,P17t_,P27t_,A27t,F17t,F2,t) =0 dP X dt—a.e.

Thus we deduce, from the uniqueness (Theorem 3.4) of solution to the BSDE (4.7),
T
that Py = e2fi s ds Ay =0, and I'y; =0.
On the other hand,

(4.12) (A—FTo)")242FT0o—1<(1—=F"0)2+2F v —1=|FTv|%.

Since F' € L37°(0,T;R™), there exists ¢; > 0 such that |F(e)| < ¢; for almost all e € £.
Hence

(4.13) 1-FTv>0ifvelland |v|<cpt

Combining (4.12) and (4.13), we have

Hj(t,P1,P5,0,T'1,0) = inf
vell

PQ’UTO'O'T’U—QPQILLT’U—F/
£

P, (((1 - FTU)+)2+2FT’U—1)

+ (PLAT(e)(1-Fv)7)?

V(de)]

< inf Py’ <aaT + / FFTu(de)> v—2Pypu" v
vell,|v]<ep £

(4.14) <P, inf (c|v|2 - 2,[1;).
veH,|v\§cf1

1

Note (4.3) implies that there exists a P-measurable set O C Q x [0,T] satisfying
fOT Jo 1wpeoP(dw)dt > 0 such that p ¢ IT on O. For each (w,t) € O, there exists
vo(w,t) € II such that p (w)vg(w,t) > 0. Clearly, vo(w,t) # 0, so we can set vy (w,t) =
e(w, t)vo(w,t)/|vo(w,t)| with

{ _1 20 (@)vo(w,t) }

1.
e(w,t)=-min{ ¢, o@D

2

Note 0 < e(w,t) < ¢y *. Since IT is a cone and vg(w,t) € T, we have v (w,t) € IT and
|v1(w,t)] < ¢t Hence,
inf <c|v|2 —2u (w)v) <clvy(w,t)]* = 2p (W)v1 (w, )
'UGH,|U\§CI_1
.
t
= ce(w,t)? — 25(w,t)7ut (w)vo(w, )
[vo(w, t)]

2017 (@)vo(w, 1)
llemlely o

=ce(w,t) (€(w>t) - clvg(w, t)|
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This together with (4.14) and P, > 0 implies
Hj(w,t, Py, P,0,I'1,0) <0 for each (w,t) € O.
Since O has a positive measure under dP ® d¢, it contradicts (4.11). Therefore,
T
P2,06_2f0 rsds _ 1 <0, ]

To find a A* to maximize A — V(z, A; z), we do some tedious calculation (using
(4.9)) and obtain

P 2
max V(x, X 2) = V(2,\"; 2) = 20— (w—zem )
A 1— P270€72 Jo Teds

where

T
z—xPspe” Jo rsds

A*
= .
1 P2’06—2f0 rsds

The above analysis boils down to the following solution to the MV problem (4.2).

THEOREM 4.3. Let (Py,A1,T'1, Pa, Ao, T'y) be the unique uniformly positive solu-
tion to (4.7). Then the state feedback portfolio given by

T, g +
7 (1 X) = in(t, Py, Po, Ay, Ty, Ta) (X — A S 7o)
(415) + ’lAjg(t,Pl,Pg,Al,Fg,F2) (Xt— —Ne™ ftT T ds),
is optimal to the MV problem (4.2). Moreover, the efficient frontier is determined by

T
P2 0672 fo rsds

Var(Xr) =
( T) 1_ P2,0672f0T reds

(E[XT] —zelo s ds)z,

where E[X1] > zelo Tsds,

Remark 4.2. In the constrained MV model without jumps studied in Hu and
Zhou [17], the efficient portfolio only takes the second term on the RHS of (4.15), i.e.,
the optimal wealth X; will never exceed \*e™ Jfreds on [0,T], and it only depends
on (P2,As) as 02 does. But in our cone-constrained MV problem with jumps, the
optimal wealth X; will probably cross the bliss point A*e™ Jfreds,
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