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Abstract We consider the optimal control problem for a linear conditional McKean-
Vlasov equation with quadratic cost functional. The coefficients of the system and
the weighting matrices in the cost functional are allowed to be adapted processes with
respect to the common noise filtration. Semi closed-loop strategies are introduced,
and following the dynamic programming approach in (Pham and Wei, Dynamic
programming for optimal control of stochastic McKean-Vlasov dynamics, 2016),
we solve the problem and characterize time-consistent optimal control by means
of a system of decoupled backward stochastic Riccati differential equations. We
present several financial applications with explicit solutions, and revisit, in particu-
lar, optimal tracking problems with price impact, and the conditional mean-variance
portfolio selection in an incomplete market model.
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Introduction and problem formulation

Let us formulate the linear quadratic optimal control of conditional (also called
stochastic) McKean-Vlasov equation with random coefficients (LQCMKYV in short
form). Consider the controlled stochastic McKean-Vlasov dynamics in R given by

dX,=h(XhEMAW%ﬂJdr+m(XhEMAW%aJdW
+ o (X ELXAWOL o ) dW, 0<1<T, Xo =& ()

Here W, W0 are two independent one-dimensional Brownian motions on some
probability space (2, F, P), FO = (.F?)oftfr is the natural filtration generated by
WO F = (F1)o<t<r 1s the natural filtration generated by (W, wO), augmented with
an independent o-algebra G, & € LZ(Q ; Rd) is a square-integrable G-measurable
random variable with values in Rd,E[X,|W0] denotes the conditional expecta-
tion of X; given the whole o-algebra f? of W9, and the control process « is
an FO-progressively measurable process with values in A equal either to R” or to
L(R?: R™) the set of Lipschitz functions from R4 into R™. This distinction of the
control sets will be discussed later in the introduction, but for the moment, one may
interpret roughly the case when A = R™ as the modeling for open-loop control
and the case when A = L(R?; R™) as the modeling for closed-loop control. When
A = R™, we require that « satisfies the square-integrability condition L>(2x [0, T']),

ie., E [fOT oy |2dt] < 00, and we denote by A the set of control processes. The coef-

ficients b;(x, x, a), oy (x, X, a), Uto(x,)?, a),0 <t < T,are Fo—adapted processes
with values in RY, for any x, x € R4, a € A, and of linear form:

b(x. .a) = {W+Bﬂ+@i+aa ifA=R"
T b + B,x + B,x + Cra(x) if A = L(RY; R™)
o (x. Foa) = y,+D,x+@ti+Fta ifA=R"
i Vi + Dix + D& + Fia(x) if A = L(RY; R™) 2

o0(x. %.a) = ytO+D9x+D_?)E+Ft0a ifA =R"

ree y0 + D% + DPx + Fla(x) if A = L(R?; R™),
where b, y, y© are F0-adapted processes vector-valued in R?, satisfying a square-
inwgnmﬂnyconmﬁoanazx[o,TD:E[jgﬁbA2+wb?P—kh@F-+|yPFdﬂ < 00,
B, B, D, D, D°, DY are essentially bounded Fo—adapted processes matrix-valued in
Rdxd ,and C, F, FO are essentially bounded Fo—adapted processes matrix-valued in
R4*™ For any a € A, there exists a unique strong solution X = X to (1), which is
[F-adapted, and satisfies the square-integrability condition S>(2 x [0, T1):

E[ sup |X?|2} < Cu (1+E|so|2) < oo, 3)
0<t<T

for some positive constant Cy, depending on o: when A = R™, C,, depends on « via
E [fOT |at|2dt] < 00, and when A = L (Rd; R’") , Cy depends on « via its Lipschitz
constant.
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The cost functional to be minimized over o € A is:

J(@) = E[/()Tf, (X;",IE:[X;HWO],a,)dt+g(x';,1E[X‘;|W0])],
- V= aigﬁ\](oe),

where {f;(x,Xx,a),0 <t < T}, is an Fo—adapted real-valued process, g(x, X) is a
I-{T)—measurable random variable, for any x, X € ]Rd, a € A, of quadratic form:

fx%a) = xTQ,x+)ETQ,)?+M,Tx+aTN,a ifA=R"
A Al XTQx + M!x +a(x)"Nia(x) if A = LR R™) (4)
gx,x) =xTPx+Xx"Px+ L7x,

where Q, Q are essentially bounded F°-adapted processes, with values in S the set
of symmetric matrices in Rdxd P, P are essentially bounded f-’%—measurable random
matrices in S¢, N is an essentially bounded Fo-adapted process, with values in S”, M
is an F0-adapted process with values in R¢, satisfying a square integrability condition
L3(2 x [0, T]), Lis an ]-'g-measurable square integrable random vector in R?, and
T denotes the transpose of any vector or matrix.

The above control formulation of stochastic McKean-Vlasov equations provides
a unified framework for some important classes of control problems. In particular, it
is motivated in particular by the asymptotic formulation of cooperative equilibrium
for a large population of particles (players) in mean-field interaction under common
noise (see, e.g., (Carmona and Zhu 2016; Carmona et al. 2013)) and also occurs when
the cost functional involves the first and second moment of the (conditional) law
of the state process, for example in (conditional) mean-variance portfolio selection
problem (see, e.g., (Basak and Chabakauri 2010; Borkar and Kumar 2010; Li and
Zhou 2000)). When A = L(R?; R™), this corresponds to the problem of a (represen-
tative) agent, using a control o based on her/his current private state X; at time ¢, and
of the information brought by the common noise .7-"t0 , typically the conditional mean
E[X,|W0], which represents, in the large population equilibrium interpretation, the
limit of the empirical mean of the state of all the players when their number tend to
infinity from the propagation of chaos. In other words, the control & may be viewed
as a semi closed-loop control, i.e., closed-sloop w.r.t. the state process, and open-loop
w.r.t. the common noise W, or alternatively as a FO-progressively measurable ran-
dom field control o = {at x),0<t<T,xe€ ]Rd}. This class of semi closed-loop
control extends the class of closed-loop strategies for the LQ control of McKean-
Vlasov equations (or mean-field stochastic differential equations) without common
noise W9, as recently studied in (Li et al. 2016) where the controls are chosen at any
time ¢ in linear form w.r.t. the current state value X; and the deterministic expected
value E[X,]. When A = R™, the LQCMKY problem may be viewed as a special par-
tial observation control problem for a state dynamics like in 1 where the controls are
of open-loop form, and adapted w.r.t. an observation filtration F/ = FO generated by
some exogenous random factor process I driven by W9, In the case where o = 0,
we see that the process X is F-adapted, hence E[X;|W"] = X;, and the LQCMKV
problem is reduced to the classical LQ control problem (see, e.g., (Yong and Zhou
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1999)) with random coefficients, with open-loop controls for A = R™ or closed-
loop controls for A = L(R?; R™). Note that this distinction between open-loop and
closed-loop strategies for LQ control problems has been recently introduced in (Sun
and Yong 2014) where closed-loop controls are assumed of linear form w.r.t. the cur-
rent state value, while it is considered here a priori only Lipschitz w.r.t. the current
state value.

Optimal control of McKean-Vlasov equation is a rather new topic in the area
of stochastic control and applied probability, and addressed, e.g., in (Andersson
and Djehiche 2010; Bensoussan et al. 2013; Buckdahn et al. 2011; Carmona and
Delarue 2015; Pham and Wei 2015). In this McKean-Vlasov context, the class of lin-
ear quadratic optimal control, which provides a typical case for solvable applications,
has been studied in several papers, among them (Hu et al. 2012; Huang et al. 2015;
Sun 2015; Yong 2013) where the coefficients are assumed to be deterministic. It is
often argued that due to the presence of the law of the state in a nonlinear way (here
for the LQ problem, the square of the expectation), the problem is time-inconsistent
in the sense that an optimal control viewed from today is no more optimal when
viewed from tomorrow, and this would prevent a priori the use of the dynamic pro-
gramming method. To tackle time inconsistency, one then focuses typically on either
pre-commitment strategies, i.e. controls that are optimal for the problem viewed at
the initial time, but may be not optimal at future date, or game-equilibrium strate-
gies, i.e., control decisions considered as a game against all the future decisions the
controller is going to make.

In this paper, we shall focus on the optimal control for the initial value V; of
the LQCMKY problem with random coefficients, but following the approach devel-
oped in (Pham and Wei 2016), we emphasize that time consistency can be actually
restored for pre-commitment strategies, provided that one considers as state variable
the conditional law of the state process instead of the state itself, therefore making
possible the use of the dynamic programming method. We show that the dynamic
version of the LQCMKY control problem defined by a random field value function,
has a quadratic structure with respect to the conditional law of the state process, lead-
ing to a characterization of the optimal control in terms of a decoupled system of
backward stochastic Riccati equations (BSREs) whose existence and uniqueness are
obtained in connection with a standard LQ control problem. The main ingredient for
such derivation is an Itd’s formula along a flow of conditional measures and a suit-
able notion of differentiability with respect to probability measures. We illustrate our
results with several financial applications. We first revisit the optimal trading and
benchmark tracking problem with price impact for general price and target processes,
and obtain closed-form solutions extending some known results in the literature. We
next solve a variation of the mean-variance portfolio selection problem in an incom-
plete market with random factor. Our last example considers an interbank systemic
risk model with random factor in a common noise environment.

The paper is organized as follows. “Preliminaries” section gives some key pre-
liminaries: we reformulate the LQCMKYV problem into a problem involving the
conditional law of the state process as state variable for which a dynamic program-
ming verification theorem is stated and time consistency holds. We also recall the
1t6’s formula along a flow of conditional measures. “Backward stochastic Riccati
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equations” section is devoted to the characterization of the optimal control by means
of a system of BSREs in the case of both a control set A = R and A = L(Rd; R™).
We develop in “Applications” section the applications.

We end this introduction with some notations.

Notations. We denote by P, (R?) the set probability measures 1 on R, which are
square integrable, i.e., ||;L||§ = fRd |x|>u(dx) < oo. For any p € P, (R?), we denote
by LfL(Rq) the set of measurable functions ¢ : RY — RY, which are square integrable

with respect to u, by le@ «(R7) the set of measurable functions ¥ : R? x R — RRY,

which are square integrable with respect to the product measure © ® u, and we set
n(p) = /¢(X) u(dx), pi = /xu(dxx n® u) = /w(x, xp(dx)u(dx’).

We also define Lff(Rq) (resp. Ll‘f® . (R?)) as the subset of elements ¢ € Li(Rq)
2

(resp. L}, (R7)) which are bounded p (resp. 4 ® ) a.e., and ||| is their essen-
tial supremum. For any random variable X on (2, F, P), we denote by L(X) its
probability law (or distribution) under P, by £(X|W?) its conditional law given
]-'9, and we shall assume w.l.o.g. that G is rich enough in the sense that P, RY) =

(L&) : & € L2(G:RY).

Preliminaries

For any o € A, and X = (X{)o</<7 the solution to (1), we define pf* = E(Xf‘|WO)
as the conditional law of X{ given ]-'g for 0 < ¢t < T. Since X is F-adapted,
and W° is a (P, F)-Wiener process, we notice that p%(dx) = P[X¥ € dx|F2]
=P [Xf‘ € dx|}_t0], and thus {,ol?‘, 0<tr< T} admits an Fo—progressively measur-
able modification (see, e.g., Theorem 2.24 in (Bain and Crisan 2009)), that will be
identified with itself in the sequel, and is valued in P, (R?) by (3), namely:

E[ sup ||p;"||§] = Co (1+Elg0l?). 5)

0<t<T

Moreover, we mention that the process p* = (p;')o<;<7 has continuous trajec-
tories as it is valued in P,(C([0, T']; R?) the set of square integrable probability
measures on the space C ([0, T']; R4 ) of continuous functions from [0, T'] into R4,

Now, by the law of iterated conditional expectations, and recalling that & € A is
FO-progressively measurable, we can rewrite the cost functional as

f?]der]E[g(x‘;‘,pOT‘)u?H

_E /OTp,“ (fi (. 5% ) dt + p% (g (-,ﬁ%))]

r pT
J@ =E /O E[ £ (x¢. pf o)

T
=E f ﬁ(pf‘,al)derg(p%)], (6)
LJO
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where we used in the second equality the fact that { f;(x, X, a), x,x e R, a € A,0 <
t < T}, is a random field F0-adapted process, g(x) is ]’?-measurable, and the FO-

adapted process { f,(u, a),0<t < T], the ]-'g-measurable random variable g(u),
for u € P,(RY), a € A, are defined by

{ﬁ(w) = w(filo @) = [ filx, i, a)u(dx)
gy = @l a) = [gk, puldx).

From the quadratic forms of f, g in (4), the random fields f,(u,a) and
g(w), (t, u,a) € [0, T] x P,(R?) x A, are given by

Var(p, Q) + va2(u, Qr + Or)

+ v (u, My) +a™N;a ifA =R"

Var(u, Q1) + va(u, Qr + Q1) (N
+ vi(u, My) + f[a(szN,a(x)],u(dx) ifA=1L (Rd; Rm) ,

g(u) = Var(u, P) +va(u, P+ P) +vi(u, L),

where we define the functions on P, (R?) x S¢ and P, RY) x R4 by:

fiGu,a) =

Var(u, k) = / (x = kG — ), e P, (RY), kes?,
v, 0) = AT, peP, (Rd>, tesd

vi(n,y) =y,  weP, (Rd) , y eRY.

We shall make the following assumptions on the coefficients of the model:
(H1) Q, Q + Q, P, P + P, N are nonnegative a.s.;

(H2) One of the two following conditions holds:

(1) N is uniformly positive definite i.e. N; > §1,,,,0 <t < T, a.s. for some § > 0;
(ii)) P or Q is uniformly positive definite, and F is uniformly nondegenerate, i.e.
|F;|>68,0<t<T,a.s., for some § > 0.

Let us define the dynamic formulation of the stochastic McKean-Vlasov control

problem. Forany r € [0, T], £ € L? (g - R4 ), and o € A, there exists a unique strong
solution, denoted by {Xﬁ’g’a,t < s < T}, to the Eq. 1 starting from & at time f,
and by noting that X*$¢ is also unique in law, we see that the conditional law of
Xé’é’a given ]-'? depends on & only through its law L£(§) = L (S | WO) (recall that G

is independent of W°). Then, recalling also that G is rich enough, the relation
phi = [ (X?E""|W0), t<s<T, w=LE),

defines for any t € [0, T], u € P, (R?), and « € A, an FO-progressively measur-

able continuous process (up to a modification) {p‘ﬁ’“ CYr<s< T}, with values in

P, (R?), and as a consequence of the pathwise uniqueness of the solution {Xé’s’a, t <
s < T}, we have the flow property for the conditional law (see Lemma 3.1 in (Pham
and Wei 2016) for details):

) Springer Open
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t,pf,a

pf =p", 1<s<T,acA ®)

‘We then consider the conditional cost functional

T
Ji(u, o) =E U fs (o2 ay)ds +§ (o)
t

which is well-defined by (5) and under the boundedness assumptions on the weight-
ing matrices of the quadratic cost function. We next define the FV-adapted random
field value function

v = essinf S, @), 1€[0,T) peP, (R,
acA

]-‘?} , t€[0, T,peP,(RY), ac A,

so that
Vo = aingL\J(a) = vo(L(%0)), )

which may take a priori for the moment the value —oo. We shall see later that the
Assumptions (H1) and (H2) will ensure that Vj is finite and there exists an optimal
control. The dynamic counterpart of (9) is given by

VY = essinf J;(p, B) = v(pf), t€[0,T], o€ A, (10)
BeA: (@)

where A;(a) = {B € A : B; = a5, s < t}, and the second equality in (10) follows

from the flow property (8) and the observation that pf = p{ for B € A;(a).
By using general results in (El Karoui ) for dynamic programming, one can
show (under the condition that the random field v(w) is finite) that the process

{v,(,of‘) + fotfs(p?‘, ag)ds, 0 <t < T} is a (P, FO)-submartingale, for any « € A,

and o* € A is an optimal control for Vj if and only if {v, (,of‘*)—i—f(;f; (,of‘*, af)ds, 0 <
t < T}is a (P, FO)-martingale. We shall use a converse result, namely a dynamic
programming verification theorem, which takes the following formulation in our
context.

Lemma 2.1 Suppose that one can find an FO-adapted random field {w; (), 0 <
t<T,neP, (RY)} satisfying the quadratic growth condition
lwi()| < Cllpll; + 1, peP,RY, 0<1<T, as. (11)

for some positive constant C, and nonnegative F-adapted process I with
E [supg<; <7 |1:]] < 00, such that

O wr(w) =gw, neP, (RY;
(ii) {w, (o) + fotfs (pg, as) ds,0<t < T} is a (P, FY) local submartingale, for
any o € A;
(iii) there exists @ € A such that {wt(pt&) + f(;f: (,o‘;‘ &s> ds,0<t< T} is a
(P, F9 local martingale.

Then & is an optimal control for Vy, i.e. Vo = J (&), and

Vo = wo(L(&o)).
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Moreover, & is time consistent in the sense that
vE =y, (p;*,&), Vo<t <T.

Proof By the local submartingale property in condition (ii), there exists a nonde-
creasing sequence of FO-stopping times (t,),, 7, /' T a.s., such that

E[wfn (p?n)+/0 nfz(pf‘,a;)dt} > wo (p§) = wo(L(&)), VYaeA (12)

From the quadratic form of f in (4), we easily see that for all n,

Tn .
E[/ fi (p?,a,)dt} < Cq (1+E[ sup IIpf‘IIfD,
0 0<t<T

for some positive constant C,, depending on « (when A = R™, C, depends on « via
E [fOT |a,|2dt] < 00, and when A = L(Rd; R™), Cy depends on « via its Lipschitz

constant). Together with the quadratic growth condition of w, and from (5), one can
then apply dominated convergence theorem by sending r to infinity into (12), and get

T T
wo(£(50)) sE[wT (p%)+f0 ft(p,“,a,)dr] = E[ﬁ (p%)+fO ft(p;’,at)dr] =J(@

where we used the terminal condition (i), and the expression (6) of the cost functional.
Since « is arbitrary in A, this shows that wo(L£(&p)) < Vy. The equality is obtained

with the local martingale property for & in condition (iii).

From the flow property (8), and since p,ﬁ = pf‘ for B € A,(&), we notice that the

local submartingale and martingale properties in (ii) and (iii) are formulated on the
interval [¢, T] as:

. {ws (pﬁ’pfa’ﬂ) + [* fu (p;'p?'ﬂ,ﬁu> dut <s < T} is a (P, %) local sub-
martingale, for any 8 € A, (&);
. {ws (p?”’“ ) + S o (pf;‘"“ &u) dut <5< T} is a (P, ) local martin-

gale.

By the same arguments as for the initial date, this implies that V& = J, (pf‘, &) =

wy (pf‘), which means that & is an optimal control over [¢, T'], once we start at time ¢
from the initial state p?, i.e., the time consistency of &. O

The practical application of Lemma 2.1 consists in finding a random field
{wt (w), u P, (Rd), 0<t< T}, smooth (in a sense to be precised), so that one can

apply an Itd’s formula to {w, (o) + f(;fs (,0;7‘, as) ds,0<t < T}, and check that

the finite variation term is nonnegative for any o € A (the local submartingale con-
dition), and equal to zero for some & € A (the local martingale condition). For this
purpose, we need a notion of derivative with respect to a probability measure, and
shall rely on the one introduced by P.L. Lions in his course at College de France
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(Lions 2012). We briefly recall the basic definitions and refer to (Cardaliaguet 2012)
for the details, see also (Buckdahn et al. 2014, Chassagneux et al. 2015). This notion
is based on the lifting of functions u defined on P, (R?) into functions U defined on
L%(G; R?) by setting U (X) = u(L(X)). We say that u is differentiable (resp. C') on
P, (R?) if the lift U is Fréchet differentiable (resp. Fréchet differentiable with con-
tinuous derivatives) on L2(g ; Rd). In this case, the Fréchet derivative viewed as an
element DU (X) of L2(G; R?) by Riesz’s theorem can be represented as

DU(X) = 9,u(L(X))(X),
for some function d,u(L£(X)) : RY — R?, which is called derivative of u at u =
L(X). Moreover, d,u(u) € L2(RY) for u € P,(RY) = {L(X) : X € L*(G: RY)}.
Following (Chassagneux et al. 2015), we say that u is fully C? if it is C', the mapping
(u, x) €P, (R?) x RY > 9, u(p)(x) is continuous and

(i) for each fixed u € P, (R?), the mapping x € R? > duu(p)(x) is differentiable
in the standard sense, with a gradient denoted by 9,9, u (1) (x) € R?*4 ands.t.
the mapping (i, x) € P,(R?) x RY > 9,9,u(1)(x) is continuous;

(i) for each fixed x € RY, the mapping u € P,(RY) > 8,u(n)(x) is differen-
tiable in the above lifted sense. Its derivative, interpreted thus as a mapping
x eRY > i [auu(u)(x)] (x") € R¥*d jn Li(RdXd), is denoted by x’ € R?
[ Bﬁu(,u)(x,x/), and s.t. the mapping (u, x,x’) € P2(Rd) x R x R4 >
Bﬁu(u) (x, x’) is continuous.

We say that u € Cj(P,(RY)) if it is fully C%, 9,0, u(n) € L RI), 02u(u) €
L;’f@u (R4*4) for any u € P, (R9), and for any compact set X of P, (R?), we have

sup [/ |3uu(u)(x)‘2u(dx)+ |85l +| aiu(u)llm} - .
uek L/RE

We next need an It6’s formula along a flow of conditional measures proved in
(Carmona and Delarue 2014) for processes with common noise. In our context, for
the flow of the conditional law pf*,0 <t < T, a € A, it is formulated as follows. Let
ue C'l%(P2 (R?)). Then, for all t € [0, T'], we have

t
u(p?) = u(L&o)) + /O of (L u(p)) + pf ® pff (M7 u(pf)) dt

t
+ /0 o (D u(p)) dwy, (13)

where for (¢, u,a) € [0, T] x P, (RY) x A, Léu(w), Dfu(w) are the ]-',O-measurable
random functions in Li (R) defined by

_ 1 _
L{u(n () = by, i, @), () + 5t (90,00 @) (0107 + 0P @7 ) (2. @)
D u(i)(x) = duu(p)(x)To) (x, L, a),

and M%u(u) is the F-measurable random function in L?

R (R) defined by

1
Mu(u)(x, 2) = S (a0 5, . @) @)
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The dynamic programming verification result in Lemma 2.1 and Itd’s for-
mula (13) are valid for a general stochastic McKean-Vlasov equation (beyond
the LQ framework), and by combining with an It6-Kunita type formula for ran-
dom field processes, similar to the one in (Kunita 1982), one could apply it to
{wt(,o;") + fOIfAS (pf‘ ozs) ds,0 <t < T} in order to derive a form of stochastic
Hamilton-Jacobi-Bellman, i.e., a backward stochastic partial differential equation
(BSPDE) for w;(u), as done in (Peng 1992) for controlled diffusion processes with
random coefficients. We postpone this general approach for further study and, in
the next sections, return to the important special case of LQCMKYV problem([s] for
which we show that BSPDE][s] are reduced to backward stochastic Riccati equations
(BSRE) as in the classical LQ framework.

Backward stochastic Riccati equations

We search for an FO-adapted random field solution to the LQCMKYV problem in the
quadratic form

wy(u) = Var(u, K;) +va(p, Ar) +vi(i, Yo) + X (14)

for some IFO-adapted processes (K, A, Y, x), with values in S? x §¢ x R x R, and
in the backward SDE form

dK, = K;dt + ZKdW?, 0<t<T, Kr =P
dA; = Adt + ZMNdW?, 0<t<T, Ar =P+ P
dY, = Yidt +Z2Ydw?, 0<t<T, Yr=1L
dye = o+ Zfdw?, 0<t<T, xr=0,

15)

for some FO-adapted processes K, A, ZK, Z» with values in S¢, Y, Z¥ with val-
ues in R?, and yx, ZX with values in R. Notice that the terminal conditions in (15)
ensure by (7) that w in (14) satisfies: wr () = g(u), and we shall next determine
the generators K, A, Y, and x in order to satisfy the local (sub)martingale condi-
tions of Lemma 2.1. Notice that the functions Var, vy, v; are smooth w.r.t. both their
arguments, and we have

duVar(u, k)(x) = 2k(x — 1), 9x0,Var(u,k)(x) = 2k = —8§Var(u,k)(x,x/),
Var(u, k) = Var(u) = [(x —@)(x — @) u(dx)
o, O)(x) = 202, 32, O)(x) = 0, Zva(w, O)(x,x") = 2¢,
deva(p, £) = pp’

i, y) =y, dduvi(,y) = 0 = 8ivi(w, Y)(x,x), dyvi(,y) = fi.

(16)

Let us denote, for any « € A, by S% the IE‘O-adapted process equal to S¥ =

wy(pf) + fotfs(pf‘, ag)ds,0 <t < T, and observe then by Itd’s formula (13) that it
is of the form

ds® = DYt + X2dW),
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with a drift term DY = D; (,of‘, o, Ki, As, Yl) given by

Dy a, k,€,y) = fi(p, @)+ p (L¢Var(e, k) + L va (e, €) + L vi (i, y))
+p ® p (M Var(u, k) + Méva(u, £) + Moy (e, y))
+tr (9 Var(u, )TK;) + tr (deva (i, OTAL) + 9yvi (1, »)TY0 +
e (B (D Var(e, )T ZE) + (e (Df w2, 0)7 Z7)

+dyu (Dfvy (e, 0)T 2/

forall € [0, T], u € P, (RY) k., £ €S?, y € R?, a € A. (The second-order deriva-
tives terms w.r.t. k, £ and y do not appear since the functions vy, Var and v are linear,
respectively, in k, £ and y, respectively). From the derivatives expression of Var, v,
and v in (16), we then have

Dy a k.6, y) = fiu.a) + / by (x, i, @) [2k(x — ) + 2671 + v] p(d)

+ [ foute ey hontr. o) + 06 ko . )| )

+ (/ o?(x,ﬂ,am(dm) €—k (/ cr?(x,ﬂ,am(dx)) an

+ Var(u, Ki) + va(u, A + i1, ¥) + K
+ fa?(x, a7 278 6= )+ 220+ 2] | nax).
We now distinguish between the cases when the control set A is R (LQCMKV1)
or L(R?; R™) (LQCMKV?2).
Control set A = R™
From the linear form of b;, oy, O’to in (2), and the quadratic form of f, in (7), after
some straightforward calculations, we have:
Di(u,a, k. € y) = Var (11, & (k. ZF) + Ko ) + 2 (0, W1 (k. €, Z0) + Ay)
+ V1 (Mv ®t <k7 ea Z[A9 y7 Zty> + YI) + AI (ks K? yv Zty> + XI

+aT Tk, Oa + 207 (k6 Z0) o+ Ry (k. €.y, 2] )] a

with
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@, (k, 2K) = Q;+ BTk +kB; + D]kD; + (D?)" kD? + (D?)" zK + zX D?
(k. €, Z2) Q1+ Oy+(Di+Dr) k(D + Dy) + (DY + DY) ¢ (Df + DY)
+(Bi+B)TE+ (B, + B)+ (D9+15?)T ZM+ZA (D? + 139)
M, + (B, +B,)Ty+26b° +2(D; + D)) Tky,+2 (D? + 15,0)T 0
+ (D +DP)" 2 +220 )

YO+ yTky + (v0) Ty + (2)T

Oy (k. €, ZP y. z))

A (k, ey, Z))

Ty (k, £) = N, + FkF, + (F?)" ¢F?
Up (k6. Z8) = (Di+ DTkE; + (DY + DY) LF +€C, + Z)FY
Ri(k,t,v.Z)) =2Fky+2(F)" ey +CTy+ (FY)" zY.

(13)
Then, after square completion under the condition that I'; (k, £) is positive definite
in S™, we have

Dy, a, k, £, y) = Var (u, @, (k, Z,K> + K,)
vz (W (k. € Z0) = Us (k. € Z2) T 6, OUT (k6 Z0) + Ay
+ 1 (04 (k. €. 205, 2)) ~ Ui €. ZN)T ( OR (K € v, 2T 1Y)

1
+ A (k63 Z)) = SRT (kb ZD) T G O (ko €v, 2] ) + 5

+ ([l —&t(ﬂ,k7£7 )’))T Ft(kvz) (a _&t(ﬂkae’ y))a

where
~ e -1 T A\ - 1 Y
(ko ty) = T U0 | UF (ko 6 Z0) 4 SR (o3, 2) ) |
Therefore, whenever

K, + @, (K,, ZK) -0,

A+ (Ko A, Z2) = Uy (Kiy Mgy ZB) TN K ADUT (Ko, Ary Z2) = 0,
Y+ 0 (Ko A 20 Yo, 2)) = U (Ki A Z) TN (K AR (Ko AL Y, Z) ) = 0,
1
fut (Ko A Vi, 2] )= 2 RT (Ki A Y ZY) T (K A YD Ry (Ko A Y, 2)) = 0,
holds forall 0 <t < T, we have
D;Y = Dt(pgaataKt»Atht) (19)

= (Olr —a (/5;)[, K, Ay, Yt))T [ (Ke, Ar) (Olt —a (/5?7 K, Ay, Yt)) ,
which implies that D > 0,0 < ¢t < T, for all @ € A, ie. S = w,(pf) +

f(; f5(p%, a5)ds,0 <t < T satisfies the (P, FY)-local submartingale property for all
a € A. We are then led to consider the system of BSDEs:
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dK, = =@, (K;, ZK)dt + zKaw?, 0<t<T, Kr=P

dA, = — [lD,(K,, A ZMY = Uy (Kiy Ay Z2) T Ky, ADUT (Koo A, Z;\)]dt
+zZhaw?, 0<t<T, Ar=P+P

ay, = —[@,(K,,A,,Z,A,Y,,Z}’)—U,(K,,A,,Z{‘)F[l(K,,A,)R,(K,,At,Y,,Z}’)]dr
+zXaw?, 0<t<T, Yr=1L,

dy, = —[A,(K,,A,,Y,,ZtY)—%R,T(K,,A,,Y,,ZtY)Fl_l(K,,At)R,(K,,At,Yt,Z,Y)]dt
+ZFdw?, 0<t<T, xr=0.

(20)

Definition 3.1 A solution to the system of BSDE (20) is a quadruple of pair
(K, Z%), (A, ZM), (Y, ZY), (x, ZX) of FO-adapted processes, with values, respec-
tively, in S x §4,84 x 4, RY x RY, R x R, respectively, such that fOTIZ,KI2 +
|ZtA|2 + |Zty|2 + |z} |>dt < oo a.s., the matrix process T'(K, A) with values in S™
is positive definite a.s., and the following relation

K = P+ [l dy(K,, ZE)ds — [T ZzKaw?,

A, =P+P+ ftT\I/S(KS, Ag, ZD) + Us (Ksu Ag, Z2) T H(K, ADUYT (Ks, A, Z2) ds
— Jl zbaw?,

Y, = L+ftT®S(K5,AX,Z§\, Y5, ZY)—Us(Ks, As, ZM)T7 UK, AR (Ko A, Y5, ZY) ds
— [Tz¥aw?,

Xt :ftTAS(KS,A_Y, Yo, ZY) — 1R (Ky, Ay, Y, ZY )T UK, ARy (K, Ay, Yy, ZY )ds
— [ zkaw?,

is satisfied for all t € [0, T'].

The following verification result makes the connection between the system (20)
and the LQCMKV1 control problem.

Proposition 3.1 Assume that (K, ZX), (A, Z™), (Y, Z), (x. Z*) is a solution
to BSDE (20) such that K, A, r-! (K, A) are essentially bounded, ZA lies in LZ(Q X
(0. 71, e B[ o 1ZPdt ] < oo, ¥ lies in S x [0, T)), i.e. E[| suppo, <1 1YiI]
< o0, and x lies in SY(Q x [0, T]), i.e. E [| SUPg<;<T |X,|] < o0 Then, the control
process

of =4 (E[x;1W°], Ki A Vi) 21)

1
I (Ki, Az)I:UzT(Kz» A ZNE[XIWO 4 SR (Ki A Yo ZIY)}, 0<1=T,

where X* = X" is the state process with the feedback control a;(., K;, Ay, Y), is an
optimal control for the LOCMKV 1 problem, i.e., Vo = J(a*), and we have
Vo = Var(L(&o), Ko) + v2(L(0), Ao) + v1(L(o), Yo) + Xo0-
Proof Consider (K, ZX), (A, Z™), (Y, ZY), (x, ZX) a solution to the BSDE (20),

and w as of the quadratic form (14). First, notice that w satisfies the quadratic
growth (11) since K, A are essentially bounded, and (Y, x) € 82(9 x [0,T]) x
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S x [0, T]). Moreover, we have the terminal condition wr(u) = g. Next, by
construction, the process DY = D;(pf, o, Ki, As,Y;),0 <t < T, is nonnegative,
which means that S = w; (o) + fotf; (pd,a5)ds,0 <t < T,is a (P, F9%)-local
submartingale. Moreover, by choosing the control «* in the form (21), we notice
that X*, the solution to a linear stochastic McKean-Vlasov dynamics, satisfies the
square integrability condition: E[supy, <7 |X,*|2] < 00, thus E[f0T|a;k|2dt] < 00,
since U(K, A, Z%) inherits from Z* the square integrability condition L>(Q x
[0, 7)), l"_l(K, A) is essentially bounded, and so o* € A. Finally, from (19) we
see that D* = 0, which gives the (P, F¥)-local martingale property of S, and we
conclude by the dynamic programming verification Lemma 2.1. O

Let us now show, under assumptions (H1) and (H2), the existence of a solution
to the BSDE (20) satisfying the integrability conditions of Proposition 3.1. We point
out that this system is decoupled:

(i) One first considers the BSDE for (K, ZX) whose generator (k, z) € S? x S¢
> ®,(k,z) € S? is linear, with essentially bounded coefficients. Since the
terminal condition P is also essentially bounded, it is known by standard results
for linear BSDEs that there exists a unique solution (K VA4S ) with values in
S x84, s.t. K is essentially bounded and ZX lies in L?(2 x [0, T']). Moreover,
since P and ®,(0,0) = Q, are nonnegative under (H1), we also obtain by
standard comparison principle for BSDE that K, is nonnegative, for all 0 <
t<T.

(i) Given K, we next consider the BSDE for (A, Z*) with generator: (¢,z) €
S x S > W,(K;, £, 2) — Up(K;, €, )TN (K;, OUT (K;, €, 2) € S, and ter-
minal condition P + P. This is a backward stochastic Riccati equation (BSRE),
and it is well-known (see, e.g., (Bismut 1976)) that it is associated with a
stochastic standard LQ control problem (without McKean-Vlasov dependence)
with controlled linear dynamics:

df(l = I:(Bt + BZ)XI + Ct(xt] dt + I:(D? + D?) X[ + Ftoat] dW[O,
and quadratic cost functional
~ T ~ ~ ~ ~ - ~
K@) = EU (X,TQ,KX,+atTN,Kat+2XtTM,Kat>dt 4 X}(P—i—P)XT]
0
where Q;K =0+ Qt + (D + D,)TKZ(D, + Dt), N,K =N;+ FtTKtFt’ M[K

= (D; + D;)"K; F;. Under the condition that NX is positive definite, we can
rewrite this cost functional after square completion as

T - _ .
J @) =E UO (Xt oKX, + &,TNIK&,) dt + X3.(P + P)XT} ,
o —1 - -1 =
with OF = Of — MK (NF) ™ (MF)T 6 = o + (NS) ™ (M) X, By
noting that 0K > 0, + Q,, it follows that the symmetric matrices OK and P+

P are nonnegative under condition (H1), and assuming furthermore that N X
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(iii)

(iv)

is uniformly positive definite, we obtain from (Tang 2003) the existence and
uniqueness of a solution (A, Z*) to this BSRE, with A being nonnegative and
essentially bounded, and Z* square integrable in L(2 x [0, T']). This implies,
in particular, that T~!(K, A) is well-defined and essentially bounded. Since
K is nonnegative under (H1), notice that the uniform positivity condition on
N is satisfied under (H2): this is clear when N is uniformly positive definite
(as usually assumed in LQ problem), and holds also true when F' is uniformly
nondegenerate, and K is uniformly positive definite, which occurs when P or Q
is uniformly positive definite from comparison principle for the linear BSDE
for K.

Given (K LN, Z A), we consider the BSDE for (Y VA ) with generator:
(,2) € R x R 5 Gi(y,2) = O(Ky, Ay, ZR, v, 2) — Uy (Kiy Ay, ZP)
F;l (K¢, AR (K;, As, y, z) with values in R4, and terminal condition L. This
is a linear BSDE and {G,(0,0),0 < ¢ < T} lies in L%(Q x [0, T]) (recall
that b°, y, and y° are assumed square integrable). By standard results for
BSDEs, we then know that there exists a unique solution (Y 4 Y) s.t. Y lies in
S2(Q2 x [0, TY), and Z lies in L2(Q2 x [0, T]).

Finally, given (K, A, Y, Z"), we solve the backward stochastic equation for
which is explicitly written as

T
Xt = ]E|:/ Ag <Ks,A_r’YSsZ,yY)
t

1
—ZR;(KS, Ao Yo, ZY)TT K AOR(K o A, Yy, Z))ds

f?], 0<r<T,

and y satisfies the S'(Q x [0, T]) integrability condition.

To sum up, we have proved the following result:

Theorem 3.1 Under assumptions (H1) and (H2), there exists a unique solution
(K, Z%), (A, ZM), (Y, ZY), (x, Z*) to the BSDE (20) satisfying the integrability
condition of Proposition 3.1, and consequently we have an optimal control for the
LOCMKV1 problem given by (21).

Control set A = L(R4; R™)

From the linear form of b;, oy, 0,0 in (2), and the quadratic form of f, in (7), the
random field process in (17) is given, after some calculations by

Di(u,a, k. €. y) = Var (s, & (k. ZF) + Ko ) + vz (. W1 (k. €, Z0) + Ay)

o1 (1,00 (k6. 20,0, 20 ) 4+ 7)) + & (K 6,3, Z)) + 5
+ Var(a x u, Ti(k, k) +axpu Tk, Daxp

+ 2/(x — DV, (k Z,K) a(x)u(dx)

+ |:2UIT (k, e, ZtA) [L =+ R[ (k, e, y, ZIY>]T ax [,
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forallt € [0, T], n € P, (Rd) k0 eS?, y € RY ae L(]Rd; R™), where a x u €
P, (R™) denotes the image by a of p,

axp =/a(X)M(dX), Var(a x p, k) = /(a(X)—a * )Tk (a(x)—a* ) p(dx),
and we keep the same notations as in (18) with the additional term:
Vi (k. ZK) = DIkF; + (Df) kF + kC: + ZE FY. (22)

Then, after square completion under the condition that I'; (k, £) is positive definite
in S™, we have

DG, a.k, €,y) = Var (i, @ (k. 2K) = v, (k. ZE) 77 e oV (k. 2F) + K,
+ v (u, W, (k, €, Z2) = U (k, €, ZM) D7 K, OUST (ko €, Z0) + A,)
+ (1.0 (k6,20 3. 2)) = U, €. ZNT 1k OR (K. €.y, 2] ) +1)

1 _

A (k,z, y, Zty)—ZR,T (k,e, y, z,Y) Ik, OR, (k,Z,y, z )+ e
+ Va-r ((Cl - ﬁ[)(~s ﬂa ks £7 y) * ,LL, F[(k7 k))
+@—a)(, k€ y)*pu Tyk, O)(a—a)(, Lk, €, y) x i

where 4, (., ji, k, £, y) : R? — R is defined by

A . — T _
iy x, ks € y) = =T K0V (K, ZF) @ = o)

1
—T7 'k, e)[U,T (k.. Z) i+ 5 R, (k, t.y, Z,Y)} , xeR%

We then consider the system of BSDE:s:

dK, = —[cp, (Ki, Z2K) =V, (Ko, ZE) T (Ko, KO VT (K ZL )]df
+ZKdW,0, 0<t<T, Kr=P

dny = =W (Ki A Z0) = U (Ki, A, Z) T (K ADUT (K2, A, Z0) | di
+ZMW?, 0<t<T, Ar=P+P

dy, = [@, Kio A, ZD, Y, ZD) = Ui (Ko, Ary ZD) Fl_l(Kt,A,)R,(Kt,At,Yt,Z,Y)]dt
+2zYdwd, 0<t<T, Yr=1L,

dy; = [A, Ki, A Ve, ZY) = LRT (Ko, A, Y, ZY) ,_](Kt,A,)Rt(Kt,At,Y,,Z,Y)]dt
+ZFdW?, 0<t<T, x7 =0,

(23)
and by the same arguments as in Proposition 3.1, we have the following verification
result making the connection between the system (23) and the LQCMKV?2 control
problem.

Proposition 3.2 Assume that (K, ZX), (A, Z"), (Y, Z¥), (x. Z*) is a solution
to the BSDE (23) such that K, A, T~V (K, A) are essentially bounded, Y lies in
S2(Q2 x [0, T1), and x lies in S'(2 x [0, T1). Then, the control process a* with
values in L(R?; R™) and defined by
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o () =a (v E[ X} IWO]. Kio A 1))
= I YK,. K)V, (K,, Z,K)T (x —E [X;“|W°])
-1 T A * 0 1 Y d
— 7Y K, AD|UT (Koo A, Z )JE[X,|W ]—I—ER,(K,,A,,Y,,Z,) xeRI0<r<T,

where X* = X" is the state process with the feedback control a,(., ., K;, A;, Yy), is
an optimal control for the LOCMKV?2 problem, i.e., Vo = J(a™), and we have

Vo = Var(L(&o), Ko) + v2(L(%0), Ao) + vi(LEo), Yo) + xo-

Let us now discuss the existence of a solution to the BSDE (23) satisfying the
integrability conditions of Proposition 3.2. As for (20), this system is decoupled. The
difference w.r.t to the LQCMKV1 problem is in the BSDE for (K VA ), where the
generator (k,z) € S x S¢ > ®,(k,z) — Vi(k, )T (k, )V (k, z) € S is now
of the Riccati type. In general, it is not in the class of BSREs related to LQ control
problem, but existence can be obtained in some particular cases:

(1) The coefficients B, C, D, F, DO, FO, 0O, P, N are deterministic. In this case, the
BSRE for K is reduced to a matrix Riccati ordinary differential equation:

_ dK;

dt

= &,(K;,0) — V,(K;, O, (K;, K)V,"(K;,0), 0<t<T, Kp = P.

This problem is associated to the LQ problem with controlled linear
dynamics

df(t - (Bt)?l‘ + Ct&t)dt + (D,f(t + Ft&,)dW, + <D?Xt + Fto&t) thO,

where the control process & is an F-adapted process with values in R™, and the
cost functional to be minimized over & is

T
J@ =E U (X,TQ,X, + &[N,&t> dr + X}PXT} .
0

It was solved in (Wonham 1968) under assumption (H1) and the condition
(H2)(i) that N is uniformly positive definite, and this gives the existence and
uniqueness of K € C! (10, T1; Sd), which is nonnegative.
(2) D = F = 0. In this case, the BSRDE for (K, ZX) is associated to the LQ
problem with controlled linear dynamics

d)}t - (Bt)zt + Ct&t)dt + <D§))}t + Fto&t> tho,

where the control process & is an F0-adapted process with values in R, and
the cost functional to be minimized over & is

T
j@ = E[/ (X,TQ,X, +&;N,&,) dr+X}P5{T].
0

It is then known from (Tang 2003) that under assumptions (H1) and (H2)(i),
there exists a unique pair (K, ZX) solution to the BSRDE, with K nonnegative,
and essentially bounded.
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(3) N =0, P is uniformly positive, m = d, and F is invertible with F ~! pounded.
In this case, the BSDE for K is reduced to the linear BSDE:

dK; = — [CDt (K,, Z,K) — (ClFt_lDZ)T K, + K, (C,F;‘D,)

— DJK,Di—K.C; (FTK,F,)™' C,TK,]dt—l—Z,KdW,O, 0<t<T, Kr =P,

for which it is known that there exists a unique solution (K, ZX), with K
positive, and essentially bounded.

It is an open question whether existence of a solution for K to the BSRE (23) holds
in the general case. Anyway, once a solution K exists, and is given, the BSDEs for
the pairs (A, ZA) , (Y, ZY) , (x, Z%) are the same as in (20), and then their existence
and uniqueness are obtained under the same conditions.

Applications
Trading with price impact and benchmark tracking

We consider an agent trading in a financial market with an inventory X, i.e., a
number of shares held at time ¢ in a risky stock, governed by

dX[ = a[dt,

where the control «, a real-valued FO-progressively measurable process in L2(2 x
[0, T']), represents the trading rate. Given a real-valued F°-adapted stock price pro-
cess (Sy)o<i<r In Lz(Q x [0, T]), a real-valued ]Fo—adapted target process (I;)o</<T
in L2(2x [0, T1), and a terminal benchmark H as a square integrable fg—measurable
random variable, the objective of the agent is to minimize over control processes « a
cost functional of the form:

T
J@) =E [/ (a, (S, + na) + q(X, — 1[)2) dt + M(X7 — H)Z} 24
0

where n > 0, g > 0, and A > 0 are constants.

Such formulation is connected with optimal trading and hedging problems in pres-
ence of liquidity frictions like price impact, and widely studied in the recent years:
when § = = 0, the cost functional in (24) arises in option hedging in presence of
transient price impact, see, e.g., (Almgren and Li 2016; Bank et al. 2015; Rogers
and Singh 2010) and is also related to the problem of optimal VWAP execution (see
(Cartea and Jaimungal 2015; Frei and Westray 2015), or benchmark tracking, see
(Cai et al. 2015). When ¢ = 0, the minimization of the cost functional in (24) cor-
responds to the optimal execution problem arising in limit order book (LOB), as
originally formulated in (Almgren and Chriss 2000) in a particular Bachelier model
for S, and has been extended (with general shape functions in LOB) in the litera-
ture, but mostly by assuming the martingale property of the price process, see, e.g.,
(Alfonsi et al. 2010, Predoiu et al. 2011). By rewriting the cost functional after square
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completion as

T T S2
J@) =E U (n&? +q(X, — It)z) dt + A(X7 — H)2:| ) U —dt]
0 0o 47

witho; = oy + 5—’, we see that this problem fits into the LQCMKV 1 framework (with

b? 5 , without McKean-Vlasov dependence but with random coefficients), and
Assumptions (H1), (H2) are satisfied. From Theorem 3.1, the optimal control is then
given by

N 1 . Y Sy
of = —— |AMX[+—|——, 0<t<T, (25
n 2] 2
where A is solution to the (ordinary differential) Riccati equation
A2
dA; = — (q——)dt 0<t<T, A7 = A, (26)
n

and Y is solution to the linear BSDE
dy, = [2qll+—S,+—Yl:|dt+ZYdW° 0<t<T, Yr = —21H. (27)
n n

The solution to the Riccati equation is

f_ \/—n\/q/n sinh(v/q/n(T — 1)) + A/ncosh(v/q/n(T — 1)) <t <T
A/nsinh(Vq/n(T — 1) + /g/ncosh(Jq/n(T —1))" ~— =
while the solution to the linear BSDE is given by

_ (T As s Ay A
Y, = —ZE[e J nd“AH+/ —Ji <qls+—sSS>ds ’f?] 0<t<
t n

By integrating the function A /7, we have

0B _ A/n alneosh(Vg/i(T = ) + A/nsinh(Jg/0(T — 5)
Va/n a/msinh(/q/n(T — 1) + &/ cosh(v/q/n(T — 1))

_ A alusinh(Valn(T — ) + 2/neosh(aln(T —)

As Vafnsinh(Ja/n(T = 0) +x/neosh(Ja/n@ =0y = 7

and plugging into the expectation form of Y, the optimal control in (25) is then
expressed as

e Acfoy oy, 1 Aot T)
= n(X’ I’)+20<E[/t w6, T )Sduto] )

=o 4o, 05t<T, (28)

A
=

where
T
H_ [ |:a)(t, TYH + (1 — w(t, T))/ LK, s)ds ’]—',O]
t

with a weight valued in [0, 1]

Al

,T) = - s
T = e S Ja i (T — 1) + A cosh(JaTn (T — 1)
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and a kernel

q/ncosh(/q/n(T —1))+A/nsinh(/q/n(T —t))
IC = ./
) =N (@ /(T =)+ A /n(osh(Ja T —)—1) ==

The optimal trading rule in (28) is decomposed in two parts:

(i) The first term o*# prescribes the agent to trade optimally towards a weigh-
ted average [ rather than the current target position /. Indeed, I is a convex
combination of the expected future of the terminal random target H, and of a
weighted average of the running target / (notice that K(z, .) is a nonnegative
kernel integrating to one over [¢, T']). The rate towards this target is at a speed
proportional to its distance w.r.t the current investor’s position, and the coeffi-
cient of proportionality is determined by the costs parameters 7, g, A and the
time to maturity 7 — ¢. We retrieve the interpretation and results obtained in
(Bank et al. 2015) in the limiting cases where A = 0 (no constraint on the termi-
nal position), and A = oo (constraint on the terminal position X7 = H). In the
case where g = 0, we have A,/n = 1/(n + MT — 1)), I/' = E[H|F}], and we
retrieve, in particular, the expression o™/ = —X ¥ /(T —1), of optimal trading
rate when H = 0, and A — oo corresponding to the optimal execution problem
with terminal liquidation X7 = 0.

(i) The second term a*S related to the stock price, is an incentive to buy or sell
depending on whether the weighted average of expected future value of the
stock is larger or smaller than its current value. In particular, when the price
process is a martingale, then

S St a/n

T Ty Jafncosh(Ja (T — 1) + A/nsinh(Vg/n(T — 1)

which is nonpositive for nonnegative price S;, hence meaning that due to the
price impact, one must sell. Moreover, in the limiting case where A — oo,
i.e., the terminal inventory X7 is constrained to achieve the target H, then
a®S is zero: we retrieve the result that the optimal trading rate does not
depend on the price process when it is a martingale, see (Alfonsi et al. 2010;
Predoiu et al. 2011.

On the other hand, by applying It6’s formula to (25), and using (26)-(27), we have

s 1
d <at* + ﬁ) - %(X,* — Ids — ZZ,YdWSO,

which implies the notable property:

t_{-———/(X*—I)ds 0 <t <T, isamartingale.
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Conditional mean-variance portfolio selection in incomplete market

We consider an agent who can invest in a financial market model with one bond of
price process S and one risky asset of price process S governed by

ds? = S%r(I,)dt
ds; = S$;((b+r)Updt + o (l)dWy),

where I is a factor process with dynamics governed by a Brownian motion W9,
assumed to be non correlated with the Brownian motion W driving the asset price
process S, and r the interest rate, b the excess rate of return, and o the volatility are
measurable bounded functions of I, with o (I;) > ¢ for some & > 0. We shall assume
that the natural filtration generated by the observable factor process I is equal to the
filtration FO generated by W°. Notice that the market is incomplete as the agent can-
not trade in the factor process. The investment strategy of the agent is modeled by a
random field Fo-progressively measurable process « = {;(x),0 <t < T,x € R}
(or equivalently as a FO-progressively measurable process with values in L(R; R))
where o, (x) with values in R, is Lipschitz in x, and represents the amount invested
in the stock at time ¢, when the current wealth is X; = x, and based on the past
observations ]-',O of the factor process. The evolution of the controlled wealth process
is then given by

dX; = r(I)Xdt+a(X)(bI)dt +o (I;)dW;), 0<t < T, Xo=x0 € R. (29)

The objective of the agent is to minimize over investment strategies a criterion of
the form:

J@ = E [%Var (XT|WO> —E[XTIWOH :

where A is a positive ]-”?—measurable random variable. In the absence of random
factors in the dynamics of the price process, hence in a complete market model,
and when A is constant, the above criterion reduces to the classical mean-variance
portfolio selection, as studied e.g. in (Li and Zhou 2000). Here, in presence of the
random factor, we consider the expectation of a conditional mean-variance criterion,
and also allow the risk-aversion parameter A to depend reasonably on the random
factor environment. By rewriting the cost functional as

A

A2 0\’
J@ =E|3X} -3 (]E[XT|W ]) —xr|,
we then see that this conditional mean-variance portfolio selection problem fits into
the LQCMKYV?2 problem, and more specifically into the case (3) of the discussion

following Proposition 3.2. The optimal control is then given from (24) by

o (x) = —% (x—E [X;‘|W0])—% [A,E [X;"|W0] T %Y,] . (30)
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where X* is the optimal wealth process in (29) controlled by «*, K is the solution to
the linear BSDE

A
21

bA(I
dK, = () —2r(ly) | K.dt +Z,KdW,°, 0<t<T, Kr=
o2(Iy)

A is solution to the linear BSDE
dA; = [&M — 2r(It)A,:| dt +zZ2aw?, 0<t<T, A7 =0,
Uz(lt)Kt ! ! !
and Y the solution to the linear BSDE

bE(I)A
dy, = [L—r(lt)} Ydt +ZYdw?, 0<t<T, Yr=—1.

o2(I)K;
The solutions to these linear BSDEs are explicitly given by
T 2
K, =E [% exp (/t 2r(ly) — iz((ii))ds> ‘]'—toi| , (31)
A =0, and
T
Y, = -E |:exp </t r(IS)ds> ‘}‘,0] 0<1<T. 32)

From (29) and (30), the conditional mean of the optimal wealth X* with portfolio
strategy o™ is governed by

b*(1,) Y,
dE [X?‘ IWO] - [r(lt)E [X;k 'WO] - 202((}))7[] ar
t t

hence explicitly given by

t p2
E [X*|W0] = xoef(;r(mds —f MEefstru”)d“ds, 0<t<T.
f 0 20%(I) K; T
Plugging into (30), this gives the explicit form of the optimal control for the
conditional mean-variance portfolio selection problem:

b(l) it 1 /’ b2Us) Y5l i 1Y,
*X*z rss_X* - st fsrdw)du ol 33

“ =2 [WO AV T bt )] G
forall0 < ¢ < T, with K and Y in (31)-(32). When b, o, and r do not depend on I,
we retrieve the expression of the optimal control obtained in (Li and Zhou 2000), and
the formula (33) is an extension to the case of an incomplete market with a factor 7
independent of the stock price.

Systemic risk model

We consider a model of inter-bank borrowing and lending where the log-monetary
reserves X', i =1, ..., n, of n banks are driven by

. 1) < . I . .
dx! = "(n’) Z(X{—X;)dt—i—a;dt—i—a(lt) (,/1 —pz(lt)dW,’—i—p(I,)dW,O), i=1,..., n,

Jj=1

) Springer Open



Probability, Uncertainty and Quantitative Risk (2016) 1:7 Page 23 of 26

where 1, is a factor process driven by a Brownian motion W°, which is the com-
mon noise for all the banks, W, i =1,..., N, are independent Brownian motions,
independent of WO, called idiosyncratic noises, p(l;) € [—1, 1] is the correlation
between the idiosyncratic noise and the common noise, « (;) > 0 is the rate of mean-
reversion in the interaction from borrowing and lending between the banks, o (I;) >
0 is the volatility of the bank reserves, and compared to the original model introduced
in (Carmona et al. 2015), these coefficients may depend on the common factor pro-
cess I. Each bank i can control its rate of borrowing/lending to a central bank via the
control o in order to minimize

T n n
. 1 . 1 .
1
J’(a,...,a”):IE /Oft Xj. =Y x| divg | Xp -3 X7 ) .
=1 j=1

where

fitc.foa) = 1a —g(pat -5 + ”( —0P g ®) = SR

Here ¢(I;) > 0 is a positive FO-adapted process for the incentive to borrowing
(ol > 0) or lending (! < 0), n(I;) > 0 is a positive F0-adapted process, ¢ > 0 is a
positive .Fg—measurable random variable, for penalizing departure from the average,
and these coefficients may depend on the random factor. For this n-player stochas-
tic differential game, one looks for cooperative equilibriums by taking the point of
view of a center of decision (or social planner), which decides on the strategies for
all banks, with the goal of minimizing the global cost to the collective. More pre-
cisely, given the symmetry of the set-up, when the social planner chooses the same
control policy for all the banks in feedback form: ! = & (t, Xi, ,ll I X 7, I,), i
=1, ..., n, for some deterministic function & depending upon time, private state of
bank i, the empirical mean of all banks, and factor /, then the theory of propagation
of chaos implies that, in the limit n — 0o, the log-monetary reserve processes X'
become asymptotically independent conditionally on the random environment W°,
and the empirical mean - Z =1 X; J converges to the conditional mean E[X;| W07 of

X, given W9, and X is governed by the conditional McKean-Vlasov equation:

dX, = [K(I,) (E [X,|W0] - xt) +a (;, X, E [X,lWO] , 1,)] dt

+a(ly) <\/ 1 — p2(I)dW,; + p(h)dW,") . Xo = x €R,

for some Brownian motion W independent of W°. More generally, the representative
bank can control its rate of borrowing/lending via a random field F-adapted process
o = {o;(x), x € R}, leading to the log-monetary reserve dynamics:

dX, = [K(I,) (E [X,|W0] — Xt> n a,(X,)] di

+ o) (,/1 — p2(I,)dB; + p(l,)dW,0> . Xo = xgeR, (34)

and the objective is to minimize over «
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J@) =E [/OTf, (X,, E [XI|WO] ,a,(x,)) dt+g (XT, E [XT|WO]>} .

After square completion, we can rewrite the cost functional as

J@ =E UOTG@(X:)%% (JE [x,|wo]—xt)2> dt—i—%(IE [XT|WO]—XT)2] ,

with @, (X;) = a;(X;) — g(B[X,|WO°] — X,). Assuming that g < , this model fits
into the LQCMKV?2 problem, and more specifically into the case (2) of the discussion
following Proposition 3.2. The optimal control is then given from (24) by

af(x) = — QK, +q(I)) (x _E [X;‘|W0]) _2AE [X:‘|W°] —Y,, (35

where X* is the optimal log-monetary reserve in (34) controlled by a*, K is the
solution to the BSRE:

1
dK, = [2(:< +q)(1t)1(t—21<,2—E (n—q2> (It)]dt—f—Z[KdWO, 0<i<T, Ky = %

A is the solution to the BSRE
dA; = 2A2dt + ZMdW?, 0<t1<T, A7 =0,
and Y is the solution to the linear BSDE
dy, = [ZA,Y, - 20(1,)p(1t)zf] dt +2Ydw®, 0<t<T, Yy =0.

The nonnegative solution K to the BSRE is, in general, not explicit, while the
solution for (A, Y) is obviously equal to A = 0 = Y. From (35), it is then clear that
Ela/f (X)) WO = 0, so that the conditional mean of the optimal log-monetary reserve
is governed from (34) by

dE[X[|W'] = o (I)pI)dW,.

The optimal control can then be expressed pathwise as

t
o (X7) = =K, + q(1y)) <X;* — X0 —/O o(ls)p(mdw?), 0<r<T.
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