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Abstract

In Delong [8] we investigate an exponential utility maximization problem for an insurer
who faces a stream of non-hedgeable claims. We assume that the insurer’s risk aversion
coefficient consists of a constant risk aversion and a small amount of wealth-dependent
risk aversion. We apply perturbation theory and expand the equilibrium value function
of the optimization problem on the parameter € controlling the degree of the insurer’s
risk aversion depending on wealth. We derive a candidate for the first-order approx-
imation to the equilibrium investment strategy. In this paper we formally show that
the zeroth-order investment strategy 7 postulated by Delong (Math Methods Oper
Res 89:73-113, 2019) performs better than any strategy wp when we compare the
asymptotic expansions of the objective functions up to order O(1) as € — 0, and the
first-order investment strategy 7 + 7€ postulated by Delong (Math Methods Oper
Res 89:73-113, 2019) is the equilibrium strategy in the class of strategies 7; + 7€
when we compare the asymptotic expansions of the objective functions up to order
O(e?) as € — 0, where € denotes the parameter controlling the degree of the insurer’s
risk aversion depending on wealth.

Keywords Wealth-dependent risk aversion - PDEs - Perturbation theory -
Asymptotic optimality - Nash equilibrium

Mathematics Subject Classification MSC 49K20 - 49N90 - 91G80

This research was supported with grant KAE/S19/12/19 from the Ministry of Science and Higher
Education in Poland.

B Lukasz Delong
lukasz.delong @sgh.waw.pl

Collegium of Economic Analysis, Institute of Econometrics, SGH Warsaw School of Economics,
Niepodlegtosci 162, 02-554 Warsaw, Poland

@ Springer


http://crossmark.crossref.org/dialog/?doi=10.1007/s00245-020-09657-4&domain=pdf
http://orcid.org/0000-0002-6609-0462

650 Applied Mathematics & Optimization (2021) 84:649-682

1 Introduction

In Delong [8] we investigate an exponential utility maximization problem for an insurer
who faces a stream of non-hedgeable claims. We assume that the insurer’s risk aversion
coefficient changes in time and depends on the current insurer’s net asset value (the
excess of assets over liabilities). Since the optimization problem is time-inconsistent,
we follow the game-theoretic approach developed by Ekeland and Lazrak [10], Eke-
land and Pirvu [11], Bjork and Murgoci [4] and Bjork et al. [3]. We use the notion of
an equilibrium strategy and derive the HIB equation for the equilibrium value func-
tion. In order to solve the HIB equation, we use perturbation theory. We assume that
the insurer’s risk aversion coefficient consists of a constant risk aversion and a small
amount of wealth-dependent risk aversion. The equilibrium value function is expanded
on the parameter € controlling the degree of the insurer’s risk aversion depending on
wealth. We derive candidates for the first-order approximations to the equilibrium
value function and the equilibrium investment strategy.

Delong [8] proves a lot of results which are essential to characterize the first-
order approximation to the equilibrium investment strategy and justify the choice of
his investment strategy as the first-order approximation. However, the order of the
error of approximating the true equilibrium investment strategy with the candidate
first-order approximate solution has not been proved. In this paper we formally study
an asymptotic optimality of the investment strategy postulated by Delong [8]. More
precisely, we show that the zeroth-order investment strategy 7 postulated by Delong
[8] performs better than any strategy w9 when we compare the asymptotic expansions
of the objective functions up to order O(1) as € — 0, and the first-order investment
strategy 77§ + 7€ postulated by Delong [8] is the equilibrium strategy in the class
of strategies 7r; + 1€ when we compare the asymptotic expansions of the objective
functions up to order O(e?) as € — 0, where € denotes the parameter controlling the
degree of the insurer’s risk aversion depending on wealth. From mathematical point
of view, the results complete the results from Delong [8] and give a more rigorous
justification for the strategy derived in Delong [8]. From economic point of view, the
proof that the candidate strategy from Delong [8] is optimal (in some sense) is crucial
for applications and conclusions derived from the model.

The assumption of constant risk aversion is best known in economics, finance
and insurance. However, many empirical studies suggest that agents’ risk attitudes are
correlated with their wealth, see e.g. Shaw [21], Wik et al. [22], Anderson and Galinsky
[1], Bucciol and Miniaci [5], Courbage et al. [6]. Consequently, we should use wealth-
dependent risk aversion coefficients to model, and understand, economic decisions
of investors and insurance companies in risky environment. In practice, insurance
companies implement investment strategies for asset and liability management in
order to pay random claims and earn a profit. In this paper we study an optimality
of an investment strategy for a risk-averse insurer with a time-varying risk aversion
depending on the available wealth. The framework with stochastic risk preferences
should better reflect the risk attitude of an insurer trying to make optimal decisions in
financial markets. The investment strategy, which we derive in our theoretical model,
can be used as a reference point for developing investment strategies for asset and
liability management in real life.
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To the best of our knowledge, there are only two papers by Dong and Sircar [9] and
Delong [8] which study exponential utility maximization problems for investors with
wealth-dependent risk aversion coefficients. Moreover, the first-order approximation
to the equilibrium investment strategy postulated by Delong [8] is a new investment
strategy and its properties are worth investigating.

Perturbation techniques have been popularized in financial mathematics by Fouque
et al. [13], Fouque et al. [14], Fouque and Hu [12], Fouque et al. [15]. In particular, an
asymptotic optimality of a candidate strategy in the class of strategies given by o+ €
is investigated by Fouque and Hu [12] in a model where an investor maximizes an
expected utility in a market with stochastic volatility. The idea to study the asymptotic
expansions of the objective function up to orders O(1), O(¢), O(e?) as € — 0 and
an asymptotic optimality of the candidate strategy in the class of strategies given by
1o + € is taken from Fouque and Hu [12]. However, the techniques which we use
in this paper are different from the techniques used by Fouque and Hu [12], since the
models are different. Moreover, we deal with an equilibrium strategy, which is not the
optimal strategy in the Bellman’s sense, and we introduce a new asymptotic criterion
for the equilibrium in order to formalize our asymptotic results.

In Sects. 2 and 3 we briefly recall the model and the main results from Delong [8]
for reader’s convenience. The results from Delong [8] are used in the proofs in this
paper. In Sect. 4 we present the main result of this paper and we study the asymptotic
optimality, in an appropriate sense, of the investment strategy from Delong [8]. The
proofs can be found in Sect. 5.

In the sequel, the conditional expected value will be denoted by E[-] = E[-|Y (¢) =
y] where Y denotes the stochastic process which is used in the conditional expected
value. We will use functions of order O (e?). Let us recall that

@)~ 0 ase >0 if |2°(x) <Ke’, 0<e<e, (1.1)

for some €g > 0, where K is independent of ¢ but may depend on (x, €q).

2 The Financial and Insurance Model

We deal with a probability space (§2, F, IP) with a filtration F = (F;)o<;<7 and a
finite time horizon T < oo. On the probability space (§2, IV, P) we define a standard
two-dimensional Brownian motion (W, B) = (W(t), B(t),0 <t < T) and a cadlag
(right-continuous with left limits) counting process N = (N(¢),0 <t < T). We
assume that

(A1) The filtration 7 = (.o (FV:E v FN), 0 <t < T, where 7V'F =
o(W), Bu),u € [0,1]), FN = o(N@),u € [0,1]). Moreover, F,""? and
FN are independent.

The filtration F is right-continuous and completed with sets of measure zero.

The financial market consists of a risk-free deposit D = (D(¢),0 < ¢ < T) and
two risky indices: S = (§(¢),0 <t <T), P = (P(t),0 <t < T). The value of the
risk-free deposit is constant, i.e.:
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Dit)y=1, 0<tr<T. 2.1

The prices of the risky indices are modelled with correlated geometric Brownian
motions:

ds()
Sy —HdttodW@, 0<r<T,
S0) — 5. 2.2)
dP(t) 2
po = adi +b(pd W) + V1= p%dB()), 0=t =T,
PO = po, (2.3)

where u, a, o, b are positive constants which denote drifts and volatilities, and p €
[—1, 1] denotes the correlation coefficient between the log-returns of S and P. The
insurance company can invest in the deposit D and in the index S. The index P is not
available for trading. The index P is the underlying investment fund for the insurance
contracts sold by the insurance company, see below for a detailed description.

The insurance company keeps a homogeneous portfolio consisting of n unit-linked
policies. The counting process N is used to count the number of deaths in the insur-
ance portfolio. We assume that the lifetimes of the policyholders are independent and
exponentially distributed, i.e. we assume that

(A2) (N(t) - fé(n — N(s=))Ads, 0 <t < T) is an F-martingale, where A > 0.
Parameter A denotes the mortality intensity in the population of the policyholders. We
will use the process

J#)=n—-N@#), 0<t<T,

which counts the number of policies in force in the insurance portfolio. We remark
that (A1) means that we assume that the insurance risk is independent of the financial
risk under the real-world measure [P.

The insurer faces a stream of non-hedgeable claims which is modelled with the
process C = (C(t),0 <t < T) given by the equation

t t
C(t) = / J(s—=)a(P(s))ds +/ B(P(s))dN(s)
0 0
+I(Mn(P(T)li=r, 0=t=T. 24)
Each policyholder in the insurance portfolio is entitled to three types of benefits:
annuity « paid as long as the policyholder lives, life insurance benefit 8 paid if the
policyholder dies and endowment benefit 5 paid if the policyholder survives till the

terminal time 7. The benefits «, 8, y are contingent on the non-tradeable index P.
We assume that

(A3) the functions «, B, 1 : (0, 00) > [0, 00) are bounded and Lipschitz continuous.
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In order to fulfill the future liabilities, the insurer must hold a reserve. The reserve
is set for the policies in force. The reserve is defined by

Fii, p) =EZ [C(T) - ().

(t, p,k) €0, T] x (0,00) x {0, 1,...,n}, (2.5)

where Q denotes a pricing measure for C. Here, by reserve we mean an amount of
money which the insurer sets aside to cover the future claims. In practice, the insurer
can use best estimate, market-consistent or first-order assumptions to calculate the
reserve, see e.g Chapter 2 in Mgller and Steffensen [18]. The pricing and reserving
assumptions are reflected in the measure @, under which the real-world dynamics of
the risk factors are modified in accordance with the assumptions. We don’t make any
assumptions on the pricing measure Q in (2.5). However, we assume that

(A4) Fk(t, p) = kF(z, p), (t, p,k) € [0, T]1x(0, 00)x{0, ..., n}, and the function
F':10,T] x (0, 00) — [0, 00) is C12([0, T] x (0, 00)).

In most cases, the insurance risk would be assumed to be independent of the financial
risk under the pricing measure @ If (A1) also holds under Q, then (A4) is satisfied.
In the sequel, the reserve for one policy in force F! is simply denoted by F.

For a detailed description of the financial and insurance model and a motivation for
the optimization problem we refer to Delong [8].

3 The Optimization Problem and the Candidate First-Order
Approximate Strategy

Letw := (7 (¢),0 <t < T) denote an investment strategy which specifies the amount
of money that the insurer invests in the index S. The wealth process of the insurer,
denoted by X™ = (X7 (1),0 <t < T), satisfies the SDE:
dX7 (1) = n(t)(,udt T UdW(t))
—J(s—)a(P(s))ds + B(P(s)dJ(s), 0<t<T,
X(0) = x. 3.D

where x > 0 denotes the initial wealth. The survival benefits 1 are subtracted from
X7 (T) at the terminal time 7.
We study the time-inconsistent optimization problem:

SupE[ B e-r(xn(z)—J(z)F(z,P(z)))»(xn(T)—J(T)n(mT)))m], 0<i<T. (32
T

where I" denotes a time-varying risk aversion coefficient which value at time # depends
on the process

RO)=X"(t)—J@®)F(t, P(t)), 0<t<T.
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The process R is interpreted as the insurer’s net asset value - the excess of the insurer’s
assets over his liabilities. By the liability we mean the value of the reserve (2.5). The
optimization problem (3.2) is called an exponential utility maximization problem with
wealth-dependent risk aversion. We assume that the risk aversion coefficient in (3.2)
satisfies the condition:

(A5) I' : R+ (0, co) is bounded, decreasing, Lipschitz continuous and C>(R).

Let us introduce the set of admissible investment strategies for our optimization
problem (3.2).

Definition 3.1 A strategy 7 = ((z),0 < r < T) is called admissible, 7 € A, if it
satisfies the following conditions:

1. 7 : [0,T] x 2 — R is an F-predictable process determined with a measur-
able mapping 7 : [0, T] x R x (0,00) x {0,...,n} — R such that n(¢) =
nj([_)(t’ Xﬂ(t_)’ P(t))’

2. The process ( f; ()W (5), 0 <1 < T) isa BM O (F)-martingale,

3. The stochastic differential equation (3.1) has a unique solution X7 on [0, T'],

4, E[e‘F O (X7 @)=I @ (T)))U-',] < oo, forallt € [0, T]andall 7 € R, including
I'(—00) = sup,cg I'(r) and I' (4-00) = inf,cg I"(r).

We can now define the objective function for (3.2):
VBT (1, x, p)
—Erv., k[ _ o (x—kFap) (X”(TH(T)n(P(T)))]
(t,x,p,k) €0, T] xR x (0,00) x {0, 1,...,n}, m € A. 3.3)
We will also need the auxiliary objective function:
whT (1, x, p,r)
—E.., k[ _ e—r(r)(X”(T)—J(T)n(P(T)))]

(t,x,p,r,k) €[0,T] x Rx (0,00) x Rx{0,1,...,n}, m € A. (3.4)

Due to time-inconsistency caused by the wealth-dependent risk aversion, we cannot
find a strategy 7 which maximizes the objective function (3.3) and is optimal in the
Bellman’s sense. We look for the sub-game perfect Nash equilibrium in the game with
the reward given by (3.3), see e.g. Bjork et al. [3].

Definition 3.2 Let us consider an admissible strategy 7* € A. Fix an arbitrary point
(t,x,p, k) €0, T)xRxRx{0, 1,...,n}and choose an admissible strategy 7 € .A.
For § > 0 we define a new admissible strategy

5oy — 1 TG), T=s <1+,
”(s)_{n*(s), t+8<s<T.

@ Springer



Applied Mathematics & Optimization (2021) 84:649-682 655

If

. 1 k,r* kb
g%g(v @, x, p)—v>" (1, x, p)) >0, (3.5)

forall (¢, x, p,k) € [0, T)xRxRx{0,1,...,n}andallw € A, then * is called the
equilibrium strategy and v¥7" is called the equilibrium value function corresponding
to the equilibrium strategy 7 *.

We consider a special structure of the wealth-dependent risk aversion coefficient
I". We choose

r'ry=yw+y@ye, reR, e=>0. 3.6)

In this paper we assume that the insurer’s risk aversion coefficient I" consists of a
constant risk aversion yp > 0 and a small amount € > 0 of wealth-dependent risk
aversion y1. Similar to (AS5), we impose the condition:

(A6) The function y; : R — R is bounded, decreasing, Lipschitz continuous and
C2(R). Moreover, y;(0) = 0.

The assumption (3.6) allows us to apply perturbation theory and find the first-order
approximation to the true solution to the optimization problem (3.2) for small € > 0.

We can apply perturbation theory since our problem (3.2) can be formulated by
adding a small term to parameter of a related and exactly solvable problem. In our
case, the exactly solvable problem is (3.2) with I"(r) = yp. We expect that the solu-
tion to the time-inconsistent exponential utility maximization problem (3.2) with the
wealth-dependent risk aversion coefficient I" (r) = yo+ y1 ()€ should be expanded in
powers of € around the solution to the time-consistent exponential utility maximization
problem with the constant risk aversion yy.

Let us describe the first-order approximate solution to (3.2). For details we refer to
Delong [8]. We consider two systems of PDEs:

k _ HbpN g Lo ok _ w _ka
hi (2, p) + (a - )php(t,p)Jr S0P hpy(t. p) +ka(p) 07y
hk71 ,
eVB(P) gy h™ = (1. p) )
14
1 212 21k 2
+§V(1_p )b p (hp(tvp)) =09 (tsp)e[o’ T)X(O’ OO),
W (T, p) =kn(p), pe(0,00), kef0,...,n} (3.7)

and

ubp 1
g, p)+ (a = == 4y = b phG, p))pg',‘,(t, p)+ b Py, (¢, p)

_ e (Bt ep=it ) ok )
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2
M 1 2v22 2k 2
— 4+ (1 - b h' (¢,
+5g72 T3 (1= PP (r (2, p))
o PO DK D) (3 (B 4+ N, p) — b p)) 1) 1
+ 3 kA
Y
oy (PO DI D) 3 k10 )y =0, (1, p) € 0,T) X (0, 00),
(T, p)=0, peo00), kel0,... n) (3.8)

By Proposition 5.1 presented in the next section, there exist unique solutions
(h*, g5 _y € C([0, T1 x (0, 00)) NC12([0, T) x (0, 00)) to (3.7)~(3.8). We assume
that

(A7) There exist mixed derivatives (hfp)zzo e C([0, T) x (0, 00)).

We define the strategies:

k,
wo W7 p)bpp

Ty (1 p) = —— + (3.9)
Y0 o
K,
ko pwyi(x —kF(t, p) gy, p)yi(x —kF(t, p)bpp
Tt x, p) = — > + ,
o2y; o
(3.10)
and the functions:

vk (t, x, p) = —e WD), 3.11)

vi(t, x, p) = yi(x —kF(t, p))
X (X — W51, p) = yogt (@, P))e—Voxeyohk-yo(t,P)_ (3.12)

We remark that 2670 gK:70 in (3.9)—(3.12) denote the solutions to the PDEs (3.7)—(3.8)
with y = .

Theorem 3.1 (Theorem 6.1 from Delong [8]) Let (A1)—(A7) hold. Let us introduce the
investment strategy

#5%(t,x, p) = 751, p) + 7 (1 x, e, (3.13)
and the function
~k % _ .k k
VUE(t, x, p) = vy, x, p) + i, x, ple. (3.14)

1. For a sufficiently small € > 0, the investment strategy (3.13) is admissible, i.e.
¥ = (ﬁk'*)zzo e A
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2. The investment strategy (3.13) and the function (3.14) are candidate asymptotic
first-order approximations, respectively, to the equilibrium investment strategy
and the equilibrium value function for the optimization problem (3.2) with the
wealth-dependent risk aversion coefficient I'(r) = yo + y1(r)e as € — O.

4 The Main Result: Asymptotic Optimality of the Candidate
First-Order Approximate Strategy

First, we specify the class of investment strategies in which we show that the investment
strategy (3.13) is asymptotically optimal for our optimization problem (3.2) with the
wealth-dependent risk aversion coefficient I"'(r) = yg + y1(r)e as € — 0. Next, we
formalize and explain what we mean by the asymptotic optimality of (3.13) in our
optimization problem. Finally, we present the main result of this paper.

Definition 4.1 Let us consider the utility maximization problem (3.2) with the wealth-

dependent risk aversion coefficient I'(r) = yp + y1(r)e with € > 0. A strategy

= (mw(t),0 <t <T)isinthe class B if

1. 7 : [0,T] x £ — R is an F-predictable process determined with a measur-
able mapping 7 : [0, T] x R x (0,00) x {0, ...,n} — R such that = (r) =
77U (¢, X7 (t—), P(t)) and 7 has the representation:

nk(t, X, p)= n(’)‘(t,x, p)+ n{‘(t,x, P)E,
(t,x,p, k) €[0,T] xR x (0,00) x {0, 1,...,n}, “4.1)

2. The mappings x +— n!‘ (t, x, P(t, a))) satisfy the Lipschitz conditions:

|7k (t. x, P(t,0)) — nf (t,x', P(t,w))| < H(t,w)|x —x'|, i=0,1,
(t, x,w, k), (t,x',w, k) €0, T] xR x 2 x{0,1,...,n},

where H : [0, T] x £2 + [0, 00) is a continuous process, adapted to the filtration
o(P(u),u € [0, T]),suchthat (fé H(s)dW(s),0 <t < T)isa BM O-martingale
and

H(t,w) < K(l + P(t, a))), (t,w) €[0,T] x £2,

3. The mappings x — rrik (t, x, P(t, a))) satisfy the growth conditions:

|7k (t,x, P(t,0))| < H(t,0), i=0,1,
(t,x,w,k) €0, T] xR x £2 x{0,1,...,n},
where H : [0, T] x 2 — [0, 00) is~a continuous process, adapted to the filtration
o(P(u),u € [0, T]),suchthat (fot H(s)dW(s),0 <t < T)isa BM O-martingale

and

Hit,0) <K(1+P(t,0), (t,0)el0,T]x £,
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4. E[e*“r)(x”"”Hm”(””))m] < oo, forall € [0, T]andallr € R, including
I'(—00) = sup,cg I'(r) and I (4-00) = inf,cg I"(r).

We remark that the amount of 7; added to 7, in order to define the admissible
strategy (4.1), is controlled with the parameter € which represents the degree of the
insurer’s risk aversion depending on wealth. If we choose 71 = 0, then we can consider
strategies independent of the parameter € within the class 3. Finally, the processes
H and H, which appear in the Lipschitz and growth conditions, may depend on the
strategies 1o, 1.

Since we use perturbation techniques, the idea of which is to expand the true solution
in powers of the small parameter €, it is natural to consider the investment strategies
of the form (4.1) in point 1 of Definition 4.1, see also Fouque and Hu [12]. Points 2—4
from Definition 4.1 are closely related to points 2—4 from Definition 3.1. Points 2-3
from Definition 4.1 describe in more details the measurable mapping (¢, x, p, k) —
7¥(t, x, p) which characterizes the investment strategy. In particular, points 2—3 from
Definition 4.1 imply that points 2-3 from Definition 3.1 are satisfied. They are rather
standard in the theory of stochastic differential equations and backward stochastic
differential equations with BM O-martingales, see Chapter V.3 in Protter [20] and
Ankirchner et al. [2]. Finally, since we add a small amount € of 7 to 7¢ in order to
define the strategy w € B in (4.1), we expect that point 4 from Definition 3.1 should
only be needed for g (which is point 4 from Definition 4.1). In Proposition 5.2 below,
we show that B C A and the candidate first-order approximation to the equilibrium
strategy 7% € B for a sufficiently small € > 0. Although Definition 4.1 may look
technical, we believe that it describes a very reasonable class of investment strategies
which are important for our exponential utility maximization problem (3.2) with a
small amount € of wealth-dependent risk aversion and does not exclude any relevant
strategies.

We now present the main theorem of this paper.

Theorem 4.1 We assume that (A1)-(A7) hold. The strategies my = (71(])"*)2’:0, Tl =
(nf’*)zzo are given by (3.9)—(3.10), and the functions (v(/j)zzo, (v’l‘)Z:0 are given by
(3.11), (3.12). Let (vlg’”)zzo and (w’;’”)zzo denote the objective functions (3.3)—(3.4)
for the utility maximization problem (3.2) with the wealth-dependent risk aversion
coefficient I'(r) = yy + y1(r)e with € > 0 when the strategy m is applied. We
allow for strategies m = (nk)’,::() € B such that (vlg’”)zzo e C(0,T] x R x
(0,00)) NCL22([0, T) x R x (0, 00)) and (wk™)?_, € C([0, T] x R x (0, 00) x
R)NCLH222([0, T) x R x (0, 00) x R). We fix (¢, x, p, k) € [0, T) x R x (0, 00) x
{0,1,...,n}

(i) For any strategy mo, we have the asymptotic zeroth-order approximation to the
objective function:

Vb1, x, p) = VET(t, x, p) + O(e), € — 0, 4.2)

where V570 denotes the objective function for the time-consistent optimization
problem (3.3) with I' (r) = yo under the strategy m.
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(ii) The strategy m§ performs better than any strategy mo when we compare the
asymptotic approximations to the objective functions up to order O(1), i.e.

lim (v£™ (1, x, p) — V5701, x, p)) > 0. (4.3)
e—0

The equality in (4.3) holds only for my = 7.
(iii) For any strategy m + 1€, we have the asymptotic first-order approximation to
the objective function:

ks +mie
Ve

(t,x, p) = vi(t,x, p) + Vi (1, x, p)e + O(?), € —0, (4.4)

(iv) The strategy m + m{€ is the equilibrium strategy in the class of strategies
my + m€e when we compare the asymptotic approximations to the objective
functions up to order O(€?), i.e.

kl+mie k,i+nde
1 o ! 1, x, - o ! t,x,
lim = lim 2 (.. p) — ve CEPY oo @)
5—068 \ e=0 62
where, for § € [0, T — t], we define
S, Jmi(s), t<s=<t+3,
Ti(s) = {n’f‘(s), t+8<s<T. (4.6)

The equality in (4.5) holds only for nf =

Remark 4.1 (a) The function vf ™0 depends on € since we use I'(r) = yy + y1(r)e.
k, o+ €

The function v depends on € since we use 1 = mg + i€ and I'(r) =
Y0 + v1(r)e. The subscript € in (vf )ZZO will be omitted in the sequel.
(b) If we use I'(r) = yo, then 7 is the optimal investment strategy for the

time-consistent exponential utility maximization problem (3.2) with the constant
risk aversion coefficient yy, and the functions (v’o‘)}z:0 define the correspond-
ing optimal value function, see Proposition 5.1 in Delong [8]. We note that
Wii_y € C(0,T] x R x (0, 00)) N C"22([0,T) x R x (0, 00)) by Propo-
sition 5.1 below.

(c) The objective function VET in (4.2) is given by

By point b above, sup,, . 4 VET(t, x, p) = vk (¢ x, p) = v’o‘(t, X, p).

(d) We consider a class of strategies which is potentially smaller than the class B
since we require that the objective functions (3.3)—(3.4) are smooth for the strate-
gies considered in Theorem 4.1. This assumption is reasonable since in this paper
we work with smooth (classical) solutions to HIB equations and PDEs. In Theo-
rem 3.1 we assume that the equilibrium value function (i.e. the objective function
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for our optimization problem for the equilibrium strategy) is a smooth solution to
HIJB equations. In Proposition 5.1 below we prove that the candidate first-order
approximation to the equilibrium value function is a smooth solution to PDEs.
Finally, Remark b shows that the optimal value function for the time-consistent
optimization problem with constant risk aversion (i.e. the objective function for
our optimization problem with € = 0) is also smooth.

Theorem 4.1 gives a more rigorous justification for the investment strategy derived
in Delong [8]. The assertions (i)—(ii) from Theorem 4.1 are intuitively clear in the
view of Remark 4.1.b. The zeroth-order investment strategy 7 postulated in Theo-
rem 3.1 and by Delong [8] performs better than any strategy mo when we compare
the asymptotic expansions of the objective functions up to order O(1) as € — 0. If
we want to study investment strategies which are series expansions in powers of €,
then, by perturbation theory and Remark 4.1.b., it is natural to consider expansions
around the strategy 715‘. The most interesting are the assertions (iii)—(iv) from Theo-
rem 4.1 where we show that the first-order investment strategy 7§ + 7€ postulated
in Theorem 3.1 and by Delong [8] is the equilibrium strategy in a reasonable class of
strategies 7 + 771 € when we compare the asymptotic approximations to the objective
functions up to order O(€?) ase€ — 0. The criterion (4.5) is a modification of the well-
established criterion (3.5) for the equilibrium in continuous-time models. In (3.5) we
compare the objective functions for the exponential utility maximization problem with
the risk aversion coefficient I (r) = yy + y1 (r)e for the strategies 7 * and 0. In (4.5)
we use the asymptotic expansions (4.4) of the objective functions for the exponential
utility maximization problem with the risk aversion coefficient I"(r) = yg + y1(r)e
for the strategies 775 + 7)€ and 7§ + nfe and compare the terms in these expansions
up to order O(e2). To the best of our knowledge the criterion (4.5) is new and has
not been investigated in the literature. We point out that (4.5) is not related to e-
equilibrium.

5 The Proof of the Main Result

First, we introduce operators associated with the continuous parts of the processes
(X™, P, R).

Definition 5.1 Let £} and M denote second order differential operators given by

1
LTP(t, x, p) = ¢u(t,x, p)(Tp — ka(p)) + St x, p)rio?
1
+pe(t, X, PYTbpop + ¢p(t,x, Pap + 5¢pp L, x, pb?p?,
MPp(t,x,p,r)=L7o, x, p, 1)

1
6, (1., p.r) (T — ka(p) = KE,(t. p) = KF,(t. p)ap = SkFpp(t. p)b*p?)

1
+ 3t x. p.r) (w707 + (KFy(t. p)*6p? = 27kFy(t. p)bpop)
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+@rp(t, x, p, r)(nbpop —kFpy(t, p)b2p2)
+ ¢, x, p, r)(ﬂ’chz —wkF,(t, p)bpo,o).
The operators £7 and M7 are defined, respectively, for ¢ € C1>2([0, T] x R x

(0,00)) and ¢ € C1222([0, T] x R x (0, 00) x R). The operator Ly, x,p,r)
only acts on (¢, x, p) and r is kept as a constant.

Next, we briefly recall some results from Delong [8] which we will use in the sequel.

Proof of Theorem 3.1 By Theorem 3.1 from Delong [8], the equilibrium strategy and
the equilibrium value function for (3.2) are characterized with the system of HIB
equations:

vf(t,x, p) + sup {Eka(t,x, p) — MZwk(t,x, p,x —kF(t, p)
s

+ Lk, x, pox = K p) |+ (V7 1 x = Bp), p) = R0 %, p) )i
+ (vt x = B(p). pox —kF (1. p)

—wk e x = B(p). pox = B(p) — (k= DF (1, p)) Jkr =0,
(t,x,p)€[0,T) xR x (0, 00),
vk(T,x, p) = _e—F(x—kﬂ([?))(X—kﬂ(l?)), (x, p) € R x (0, 00),

7 = arg sups | L7 %, p) = Mt x, pox = KE (@ p))

+ LFwk (e, x, p.x = kF (@, p)).

(t,x,p) € [0, T] x R x (0, 00), (5.1)
and

wh@x, por) + L8 Twk L x por)
(0t x = Bp). por) =kt x, pory ) =0,
(t,x,p)€[0,T) xR x (0,0), r €R,

wh(T, x, p,r) = —e TOEkP) - (x hy e R x (0,00), r eR, (5.2)

fork € {0, 1, ..., n}. If we assume the risk aversion coefficient I"(r) = yy + y1(r)e

with small € > 0, then we can postulate the following first-order expansions for the
solutions to the HIB equations (5.1)—(5.2):

vk(t,x, p) = vlé(t,x, p) + U]f(t,x, p)e + (’)(62), e — 0,
(t,p, k) €[0,T] x (0,00) x {0, 1,...,n}, (5.3)
wk(t,x, p,r) = wg(t,x, p) + wll‘(t,x, p,r)e+ (9(62), € —> 0,
(t,x,p, k) €[0, T] xR x (0,00) x {0, 1,...,n}. (5.4)
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We also assume that derivatives of (v Vi—o> (wk )i— satisfy the first-order expansions
of the same form (5.3)—(5.4). From equation (5.1), we can now deduce the first-order
expansion for the equilibrium strategy:

k@, x, p) = ng’*(t,x, p) + n{"*(t,x, pe+ 0O, € —0,
(t,x, p. k) €10, T] x R x (0,00) x {0, 1,...,n), (5.5)

where
(s UG (12 PYU G, (8%, pYbpOp
Ty (X, p)=—— Z : 3 , (5.6)
vo’xx(t,x, p)o
s v(’g,xu, x, pu+ vé,px (t,x, p)bpop
T x, p) =

(Vx5 X, P20
x(v’f’xx(t,x, p) — w]f,rr(t,x, p,x —kF(t, p)) — 2w]f,xr(t,x, p,x —kF(t, p)))

(v’f,x(t, X, p)— w’f,,(t, x,p,x —kF(, p)))y,

vg’xx (t,x, p)a?

<vll"px(t, X, p)— wll"pr(t, x,p,x —kF(t, p)))bpo,o

Vg o (15 X, o2
(wh 0, pox = KF @ p) + w4, pox = KF (@, p) )KFp (. plbpop

v](ixx(t, x, p)o2

(5.7)

We substitute the expansions for (vk)Z:O, (wk)Z:O and (nk**)zzo into the system of
HIB equations (5.1)—(5.2). We collect the terms of order O(1), O(e), O(e?) and set
them to zero. We can derive the system of PDEs:

k,*
véyt(t,x, p)+ [IZO vg(t,x, p)+ (vg_l(t,x - B(p),p) — vlé(t,x, p))kk =0,
(t,x,p) €10, T) x R x (0, 00),
vg (T, x, p) = —e 0RIP) - ( p) € R x (0, 00), (5.8)

k,x k,x
v/f’t(t,x, D) —l—ﬁzo vlf(t,x, D) — MZO w’f(t,x, p,x —kF(t, p))
k%
+L00 whex, pox = kF @ p) + (o7 x = B p) = v v, p) i
+(wh™ @ x = B, pox = KF (@, p))

—wh e, x = B(p), pox — B(p) — (k= DF (1, p)))kx =0,
(t,x,p) €0, T) x R x (0, 00),
(T, x, p) = y1(x — kn(p)(x — kn(p)e 0ER1PD - (x p) e R x (0, 00), (5.9)

k,x
wé’t(t,x, p) + CZO wlé(t,X, p)+ (wl(;—l(z,x — B(p), p) — w(’;(t,x, p))kk =0,
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(t,x,p) €10, T) x R x (0, 00),
wi (T, x, p) = —e WOTRIPD = (x p) € R x (0, 00), (5.10)

k., *
w/f’t(t,x, p,r)+ EZO w]f(t,x, p,r)
+(wf = x = By, por) = wh 0 )kr =0
(t,x,p) €[0,T) xR x (0,00), r € R,
Wi (T, x, p.r) = ()& — kn(p)e PRI (¢ p) e R x (0, 00), 7 € R,
(5.11)

for k = 0,1,...,n. We can find the solutions to the PDEs (5.8)—(5.11). These
solutions are given by

vi(t, x, p) = — e WX MO (tp) (5.12)
wh(t, x, p) = —e WE D) (5.13)
vi(t, x, p) = yi(x —kF (1, p))

X (x — B5 (1, py — gk, p))efyoxe”ohk'm(t’p), (5.14)

whex, p.r) = 1) (x = K7, p) = yogh (@, p))e D (5,15

where the functions (hk)Z:O and (gk)zz0 solve the PDEs (3.7) and (3.8). The first-
order approximation to the equilibrium strategy (5.5) is determined with (3.9)-(3.10).
O
Proposition 5.1 (Propositions 5.1-5.4 from Delong [8]) Let (A1)—(A3) hold.
1. There exist unique solutions (h*)7 _, € C([0, T1x (0, 00))NC12([0, T) x (0, 00))
to the system of PDEs (3.7). Moreover, the functions (hk)z=0 1[0, T] x (0, 00) >
R are uniformly bounded in (t, p), and Lipschitz continuous in p uniformly in t.
2. In addition, assume that

(A7) There exist mixed derivatives (h]t‘p)zz0 e C([0, T) x (0, 00)).
There exist unique solutions (gk)zz0 € C([0, T]1x (0, 00))NC"2([0, T) x (0, 00))
to the system of PDEs (3.8). Moreover, the functions (gk)Z:0 1[0, T] x (0, 00) >

R are uniformly bounded in (t, p), and Lipschitz continuous in p uniformly in t.
3. Let us define

Z@w) =Y WS PO)POII(—) =k}, 0<1<T,
k=0

Z(t) = Zg’;(t, P)OPH1{J(t—) =k}, 0<r<T.
k=0

The processes (fot Z($)dW(s),0 <t < T), (fot Z($)dW(s),0 <t < T) are
BM O-martingales.
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4. There exist solutions (v’é, vll‘, wg)’,::() € C([0, T] x R x (0, 00)) NC-22([0, T) x
R x (0, 00)) and (w¥)?_, € C([0, T] x R x (0, 00) x R)yNCH22([0, T) x R x
(0, 00) x R) o the PDEs (5.8)—(5.11) given by (5.12)—(5.15).

We are now heading towards the proof of our main result. We prove Theorem 4.1
by using series of lemmas and propositions.

Proposition 5.2 Let us consider the utility maximization problem (3.2) with the wealth-
dependent risk aversion coefficient I' (r) = yo+y1(r)e with a sufficiently small € > 0.

(1) Any strategy m = o + w1€ € B is in the class A.
(ii) The strategies wy and 7* = mj + '€ are in the class B.

Proof Assertion (i) We choose m = 7o + 1€ € B from Definition 4.1. We will show
that all points from Definition 3.1 are satisfied. Point 1 is obvious. Point 2 follows
from the growth conditions for 77y and 1. Point 3 can be deduced from Theorem V.7
in Protter [20] since mg and | are process Lipschitz. We are left with point 4. Let us
introduce the process

T MZ w 1 5
Y ()= J(Tn(P(T)) — (2 5— — J(s=)a(P () + =Zi(s) — 5¥(Za2(s))
! oy o 2
oV BPENTOG) _
- J(s—)k)ds
14

T T T
—/ Z1(s)dW(s) —/ Z>(s)dB(s) —/ Q@s)dN(s), 0<t<T. (5.16)
t t t

The process Y is used to define the solution to the exponential utility maximization
problem (3.2) with the constant risk aversion coefficient I"(r) = y9 = y, see Theorem
5.1 in Delong [8]. We can show that

ot x. p) = —e XM D) = TR YO g, (5.17)

where vlg (t, x, p) is the optimal value function for the time-consistent exponential
utility maximization problem for the initial point (¢, x, p, k).

We choose r € R and set y; := y;(r). We choose ¢ € [0, T]. We have the following
decomposition:

(o +ne)(X™(T) — J(T)n(P(T)))

T T
= y()(X” (1) +/ o (s)uds +/ mo(s)odW (s)
T t T [
- [ searends + [ peedse - )
t t
T T
([ memds + [ meoawe)e
t t
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T
tne(xm @+ [ o)+ ms)euds
t
T
+ / (7o (s) + m1(s)e)adW (s)
t

T T
- [ semarends + [ BPENIE) ~ IO )
t t
= G0+ NOXTW) — Y ()

T T

([ mwds + [ mwodwi

t t

T T
~ [ semaends+ [ peedse - @ - van)
t t

T T

+e<f ﬁ(s),uds+/ fr(s)odW(s)>
t t

T T
—ne( f J(s=)a(P(s)ds - / BP($)dJ () + I (TIn(P(T)),
t t
(5.18)

where we introduce the strategy
7(s) = yimo(s) + (yo + yie)mi(s), 0<s<T.

From point 3 from Definition 4.1 and (A6), we deduce that the process
(fo T(s)dW(s),0 <t < T) is a BM O-martingale, and

T 2
| 7oaweol,,,

T 2 T 2
(| f i | [ s, ) <o
(5.19)

We now study the expected value:

]E[e—m) (x7(D)=s@)n(P(T)) m]
— e~ Wnax” <r>+on(r)E[e—yo(X”0(T)—X”o 0= (T)=Y (1))
e € ( /IT ﬁ(s)uds—&—ftr ﬁ(s)crdW(s))

wer1e( [ 16=aPends—[] BT+ D)), ft]. (5.20)
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By Holder’s inequality and boundedness of «, 8, n, we can derive
E[efm) (x7(M)=s@nP(TY) IJ’;]
1
< Ke~0tnoXT0+nY® (E[e—yoql (X”o<T)—X”0<t>—(Y(T>—Y(z)>)|fl])ﬂ

1
« (E[e—qfe(ftT ﬁ(s)uds+f’T ﬁ(s)adW(s)) |]_~t]) af , (5.21)

for a sufficiently small g; > 1 and its conjugate g{ > 1. We can choose a sufficiently
small g1 > 1 such that ypq1 = yo + y1(r)e = I'(r), if a sufficiently small € > 0 is
used. Consequently, by point 4 from Definition 4.1, the first expected value in (5.21)
is finite. As far as the second expected value is concerned, we introduce the process

M(s)=e I gier WodWw)—1 [° lafet@olPdu 4 ¢ < T

The process M is an exponential martingale generated by a BM O-martingale since
(5.19) holds. Consequently, applying Holder inequality and reverse Holder inequality
to the exponential martingale, see Theorem 3.1 in Kazamaki [19], we get
E[eque(ff F)uds+ ] 7(s)odW(s)) Ifz]
1

= (E[m()1217]) ™

1
1 (T - 2 T -
X(]E efft a3 lgien(s)o|*ds— [, qé‘qi‘en(s)u.dsw:t])q;

IA

1
K (E[e% I a3lateq o Pds— [ a3ated (s)uds |]-',]) q, (5.22)

for a sufficiently small go > 1 and its conjugate g5 > 1. We remark that the constant

q> depends on H fOT gien(s)odW(s) H MO Finally, for a sufficiently small €, we have
the inequality

E[e% ftT q§|qTeﬁ(S)o‘2ds7ftT q;qi“eﬁ(s)/tdx |‘7:l:|

< KIEI:eKZEthT |7~T(S)\2ds|}—t:|
K

IA

< 00, (5.23)

2
1-K 2” T 5 (s)dW
2| [ xawe|

by (5.19) and John—Nirenberg inequality, see Theorem 2.2 in Kazamaki [19]. Collect-
ing (5.21) and (5.23), we can conclude that the expected value (5.20) is a.s. finite and
our strategy 7 satisfies point 4 from Definition 3.1. Hence, # € 5 implies that 7 € A.
Assertion (ii) Point 1 from Definition 4.1 is obvious. Points 2-3 can be deduced from
(A6) and the properties specified in Proposition 5.1. In particular, the properties that
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the mapping p +— h¥(z, p) is Lipschitz continuous on (0, oo) uniformly in 7 € [0, T]
and i € C([0, T1x (0, 00))NC2([0, T) x (0, 00)) imply that the derivative (¢, p) >
h’; (t, p) is uniformly bounded and jointly continuous on [0, T") x (0, 00). In the defini-
tion of the investment strategy (3.13) we choose the left limit lim;,, 77— h’;(r, P(t, w))
and we have a continuous, finite mapping ¢ +— hll‘, (t, P(t,w))P(t,w) on [0, T] for
a.a w. The same arguments hold for gf, (t, p). We have to prove point 4. In fact, we
only have to prove that the first expected value in (5.21) is finite if 7§ is used. By
Remark 4.1.b. the strategy 7 is the optimal investment strategy for the optimization
problem (3.2) with constant risk aversion, see also Theorems 5.1, 6.1 in Delong [8].
From properties of the optimal value function (5.17) for the time-consistent exponen-
tial utility maximization problem (3.2) with the constant risk aversion I" (r) = yp, we
can deduce that

Ms) = e WETOXTO-o-rm) o7

is an exponential martingale generated by a BM O-martingale, see eq. (8.12) in Delong
[8] or a general theory in Hu et al. [16]. Hence, by reverse Holder inequality, we can
choose a sufficiently small g; > 1 such that

E[IM(D)|"F] < K. (5.24)

We can now use the same arguments as in the first part of the proof. O

Lemma5.1 Let 1 € A denote an admissible strategy for the utility maximization
problem (3.2) with the wealth-dependent risk aversion coefficient I' (r) = yo+ y1(r)e
with € > 0, and let (vé, v]f, wg, w'f)Z:o denote the solutions to the PDEs (5.8)—(5.11).
The families

iviJ(T) (T,X™(T), P(T)), TisanF — stopping time, T € [0, T]},
{wij(T) (T, X™(T), P(T), R(T)), T is an F — stopping time, T € [0, T]},

{wij(T)('T, X" (1), P(T),r), TisanF — stopping time, T € [0, T]}, r e R,

are uniformly integrable, fori = 0, 1.

Proof The solutions to (5.8)—(5.11) are given by (5.12)—(5.15). By Proposition 5.1,
the functions (hk)zzo, (gk)Z:O are bounded in (¢, p, k). Since y; is bounded by
(A6), it is sufficient to prove that {¢=X D) T is an F — stopping time} and
(e X" D X7 (T), T isan F — stopping time} are uniformly integrable for any
e A

We choose 7 € A. Points 2 and 4 from Definition 3.1 and the assumption (A6) that
y1(0) = 0 imply that the family {e"")X”(T), TisanF—stopping time} is uniformly
integrable, see Remark 8 in Hu et al. [16]. We now consider the second family. We
choose a sufficiently small ¢ > 1. We have the inequality
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sup E[|6_V0XﬂmX” (1) |q]
t€[0,7T]

5( sup E[e—)/okqx"(t)])
t€[0,T]

1

(g aror) oo

= |—

where we choose a sufficiently small k > 1, and «* denotes its conjugate. Since
we can set yokqg = Yo + y1(r)e = I'(r) for some r € R and sufficiently small
€ > 0,k > 1,q > 1, the first term in (5.25) is finite by uniform integrability of
{e70xaX" (D) T isan F — stopping time} (by points 2 and 4 from Definition 3.1
and the arguments from above). As far as the second term in (5.25) is concerned, let
us recall the dynamics (3.1) for the process X”. For any «* > 1 and g > 1, we have
the inequalities

7]
“)
“)

< K(l + H /()Tn(s)dW(s))‘i[;Z]Jrz) <00, (5.26)

tes[gPT]E[|X”(t)|K*q] < K(l +EU/OT 72 (s)|2ds

—HE[ sup ’/Otn(s)dW(s)

te[0,T]

< K(l —HEH /OT 7(s)[2ds

where we use the Burholder-Davis—Gundy inequality and the energy inequality (see
e.g. page 29 in Kazamaki [19]. O

Lemma5.2 Let 7 € A denote an admissible strategy and (v, wk'")Z:0 denote
the corresponding objective functions (3.3)—(3.4) for the utility maximization problem
(3.2) with the wealth-dependent risk aversion coefficient I'(r) = yy + y1(r)e with
€ > 0. The families

{vJ(T)’” (T, X™(T), P(T)), T isanF — stopping time, T € [0, T]},
le(T)’”(T, X™(T), P(T), R(T)), T is an ¥ — stopping time, T € [0, T]],
{wj(T)’”(T, X™(T), P(T),r), TisanF — stopping time, T € [0, T]}, r e R,

are uniformly integrable.

Proof This is a modification of a well-known result which concerns uniform integra-
bility of conditional expectations. We choose 7w € A.

Step 1 Let us consider the family

w! D7 (T, X (T), P(T), R(T)) = E[e—”Rm)(x”<T>—J<T>"<P<T>>) |fT], (5.27)
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indexed with stopping times 7. We can observe that

o TRON(XTD=I@mPT)) . =0ty (=00)e) (X7 (D)= (TIn(P(T)

Te~ oty (+09)e) (X™(T)—=J (T)n(P(TY) . _ U, (5.28)

where y1(—00) = sup,g ¥1(r) and y(+00) = inf,cR y1(r). From point 4 from
Definition 3.1, we conclude that E[{/] < co. We can establish the first property:

sup E[w’ D™ (T, X™(T), P(T), R(T))]
T

_ SupE[efF(R(T»(X”(T)fJ(T)n(P(T)))] < B[] < . (5.29)
T

Step 2 By Markov’s inequality and (5.29), we derive the inequality

Pr(wJ(T)’”(T, XT(T), P(T), R(T)) > c)

_ E[w’ D7 (T, X™(T), P(T), R(T))] _ El]
= C - Cc

Consequently, for any § > 0, we can choose a sufficiently large C such that
Pr(wJ(T)’”(’T, X7 (T), P(T), R(T)) > c) <5

Step 3 Since the random variable I/ defined in (5.28) is trivially uniformly integrable,
then for any 89 > 0, we can choose § such that

Pr(A) < 6 = E[U14] < do.
By Step 2, for any dp > 0, we can choose § and C such that
Pr(wJ(T)’”(T, X™(T), P(T), R(T)) > c) <8=
E[U1, 105 (7 x (7)., R(TY>C] < 0.

Step 4 By (5.27)—(5.28) and the property of conditional expectations, we get the
inequality

E[w/ D™ (T, X™(T), P(T), R(T)Lys(Trn (T x7 (T, P(T).R(TY)>C )

= IE[Z’{lw]('r)“('T,X”(’T),P('T),R('T))>C:|'

Consequently, by Step 3, for any §p > 0, we can choose § and C such that
Pr(w (T, X(T), P(T), RT) > C) <5 =
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E{w’ T (T, X™(T), P(T), RO yston (1 x7(T).p(T).R(Ty>C) < 00-

We conclude that the family w” (D (T, X™(T), P(T), R(T)) indexed with stopping
times 7 is uniformly integrable. The remaining families of random variables can be
studied in the exactly the same way. O

Proposition 5.3 Letw € A. We consider functions (ﬁk)zzo € C([0, T1xRx (0, co))N
Ch22([0, T) xR x (0, 00)), (9*)7_, € C([0, T1xRx (0, 00) x RYNC1222([0, T) x
R x (0, 00) x R) such that the families

{ﬂJ(T)(T, X™(T), P(T)), TisanF — stopping time, T € [0, T]],
{(/)J(T)(Qj X™(T), P(T),R(T)), T isanF — stopping time, T € [0, T]],

{goJ(T)(T, X™(T), P(T),r), TisanF — stopping time, T € [0, T]}, reRR,

are uniformly integrable, and (9*)1_,, (¢*)}_, satisfy the PDEs:

ok, x, p) + LTO*(t, x, p) — MEQ (1, x, p,x — kF(t, p))
HLTGE (. x, pox = KF( p) + (95711 x = B(p). p) = 951, x, p) )k
+(¢*1x = B). pox — KF (1, p)

—* 0 x = B(p). pox — B(p) — (k= DF(, p)) )k

+wk(t,x, p,x —kF(t, p)) =0,
(t,x,p) €[0,T) xR x (0, 00),

98T, x, p) = ®*(x, p,x —kF(t, p)), (x,p) € R x (0, 00), (5.30)
and
k Tk
go,(t,x,p,r)—i—ﬁkgo (t»xa Pv”)
+(¢ " x = Bp) ) = @ aox pon) Jlr+ W x por) =0,
(t,x,p) €[0,T) x R x (0,00), r € R,
o"(T,x, p.r) = ®*(t,x,r), (x,p) eRx (0,00), r €R, (5.31)
for k € {0,1,...,n}. Moreover, we assume that the functions (lI/k)ZZO, (ch)Z:O

satisfy the integrability conditions:
T
IE[/ w7 (s, X7 (s), P(s),r)|ds] <00, reR,
0
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T

E[/ W) (s, X7 (), P(s),R(s))|ds] < 0,
0

E[|¢J(T>(X”(T), P(T), r)}] <00, rekR,

E[|o? D (x™ (1), P(T), R(T)|| < o0,
We have the representations:

(pk(ts X, P» r)
T
- E,,x,p,k[cp”)(xﬁ(n, P(T),r)+ / v/ (s, X (s), P(s), r)ds],

t

(t,x,p, k) €[0,T] xR x (0,00) x {0, 1,...,n}, r € R,
and

ok, x, p) = ¢*(t, x, p. x —kF (1, p)),
(t,x,p, k) €[0,T] xR x (0,00) x {0, 1,...,n}.

Proof Let (Tm)f;lo:o denote a localizing sequence of stopping times for (X7, P, R).
We fix (¢, x, p,k,r) € [0,T) x R x (0,00) x {0, ...,n} x R and choose 7 € A.
Applying It&’s formula to ¢, with r fixed, and using equation (5.31), we can deduce
that

Eyx.pi[0” ™ (T, X7 (2, P(tm), )] — @ (t, x, p, 1)

Tm
:Et,x,,,,k[—/ q/m)(s,x’f(s),P(s),r)ds].

t

We take t,, — T. Since the jumps of the process J are totally inaccessible, then
J(T—) = J(T), a.s.. By uniform integrability and dominated convergence theorem,
we derive that

o*(t, x, p, 1)

T
= By pu| e IO OnED) / w75, X7 (s), P(s), )ds .
t

Applying It6’s formula to ¥ and using equation (5.30), we can show that

Er v p k[0 @, X7 (o). P(tm))] — 0% (2, x, p)
Tm
- E,,x,p‘k[/ {M’}(S)goj(s) (5. X7 (5), P(s), X (5) — J(s) F (s, P(s)))
t
—L7 0" (s, X7 (5), P(s), X" (5) = J(5)F (5, P(s)))

(77 5, X7 (5) = BP(5)), P(), X™(5) = J()F (s, P(5)))
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—¢! O™ 5, X7 () = BP($)), P(s), X (5) = BP(s) = () = DF (s, P(s)) ) (5)>

—lI/J(S)(s, XT(s), P(s), X" (s) — J(s)F (s, P(s)))}dS].
Since the PDEs (5.31) also hold for r = x — kF (¢, p), we conclude that

Er . p i[9 (@ X7 (Tn), P(ta))] = 95 (2, x, p)
=i pi| [ [ (5, X7 (), P(5), X7(5) = W) F (s, P(s)
+ M 07O (s, X7 (5), P(5), X7 (s) = J () F (s, P(s)))
+(<p’<”*1(s, X7 (s) — B(P(s)), P(s), X" (s) — B(P(s)) — (J(s) — DF(s, P(s)))
—¢! (s, X7 (), P(), X™(5) = J()F (5, P(s))) ) ()2 }s |

= Er v pic[07 T (T, X7 (Tn), P(t), R(t))] — @F (2, x, p, x — kF (1, p)),

where the last term follows from It6’s formula applied to ¢. We take 7,, — T. By
uniform integrability, we arrive at ﬁk(t, X, p) = <pk (t,x, p,x —kF(t, p)). ]

Proof of Theorem 4.1 First, we present detailed proofs of the assertions (iii) and (iv).
At the end, we give a sketch of the proof for the assertions (i)-(ii). Let €9 denote
a sufficiently small positive constant. We consider € € (0, ¢p]. By K we denote a
constant which may change from line to line.

Step 1 We choose 1 so that 1 = m] + mje € B. By Proposition 5.2, 7 € A.
Let (V™ Vi—o (wkm )i—o denote the corresponding objective functions (3.3)-(3.4)
for the optimization problem with the wealth-dependent risk aversion (3.6). By our
assumption, (v*™)7_ € C([0, T] x R x (0, 00)) N C1>2([0, T) x R x (0, 00)) and
Whkmyr_, € C([0, T1 x R x (0, 00) x R) N C"222([0, T) x R x (0, 00) x R). We
will use the following four properties:

Step 1a From (3.3)—(3.4) we deduce that v*7 (¢, x, p) = w7 (¢, x, p, x —kF(z, p)).
We have the following relations for the derivatives:

VBT (1, x, p) = whT (e, x, pox — kF (2, p)) + whT (2, x, p,x — kF(z, p)),

v];},”(t, x,p)= w];},” (t,x,p,x —kF(t, p)+ wfl’,”(t, x,p,x —kF(t, p))
—wkT (2, x, p,x — kF(t, p))kF,(t, p)
—wi" (. x, p.x —kF(t, p)kF,(t, p).

v’;f(t, X, p) = wﬁ;c”(t, x,p,x —kF(t, p)) + wf}”(l, x,p,x —kF(t, p))
+2wk T (1, x, p, x — kF(z, p)). (5.32)
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Step 1b Since 7 is determined by (5.6) and v’é(z, X, p) = wg(t, x, p) [see (5.12)—
(5.13)], we can also use the strategy

wg (&, x, p)p 4w, (&, x, p)bpop

k
Wo ey (1, X, p)o?

k,*
Ty (¢, x,p)=—

’

and the equation

wl (6, x, P+ wf_, (1. x, pbpop + 15" (1. x, pywk . (1. x, p)o? = 0. (5.33)

The terms on the left hand side of (5.33) can be added to any equation without changing
this equation. It is obvious that (5.33) also holds if we replace w’é with v’(§ .

Step I1c We claim that the mapping € > X ToHT€ (., w) is continuous in the topology
of uniform convergence on [0, €9] x [0, T] for a.a. w. By Theorem V.7 from Protter
[20] and points 2—3 from Definition 4.1, there exists a unique solution X0 t71€ to the
SDE (3.1) for any € € [0, €0]. We have the dynamics:

d(Xng-‘rT[]E(t) _ XT[S“-HT]E/(t))
= {0 XTI, P@) = 7] XTI @), P()
e X, P - 7], X 1), Pay))
+(e— &) D, xTmE ), P(z))] (Mdt + adW(t)).
Let us recall the continuous processes H and H from points 2—3 of Definition 4.1 and

we define the stopping times 1, = inf{r € [0, T] : H(t) + H(t) > n} forn € N.
Standard estimates for SDEs lead us to the inequality:

]EI: sup |X7T$+7T|€(t) _ Xﬂg+ﬂlg’(t)|(1:| < KEO,}’I|€ _E/|q’ q> 9.

1€[0,7,]

By Kolmogorov’s lemma, our claim holds on [0, €9] x [0, 7,,] for a.a. w. The continuity
of the mapping € X”5+”1€(., w) on [0, €g] x [0, T'] for a.a. w follows from the
arguments from the proofs of Theorems V.7 and V.37 in Protter [20].

Step 1d We improve the estimates (5.20)—(5.23). Let us choose sufficiently small

g > 1,k > 1,0 > 1, and let g*, «*, * denote their conjugates. We introduce the
martingales:

M(t) = e WEXTO-YO) g <f<T.
M(t) = e—fot q/(*eyoﬂl(s)adW(s)—%f(; |qK*E)/()711(S)(T‘2dS’ 0<t<T.
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We note that

T T
H f g enm@odw | <k f m 6 W)
0 0

BMO BMO’

for all € € [0, €], and the constant K is independent of €. Consequently, by Theorem
3.1 from Kazamaki [19], for all € € [0, €p] we can find a universal, sufficiently small
t > 1 such that all stochastic exponentials of f(; gr*eyomi(s)odW (s) satisfy the
reverse Holder inequality with the common power ¢. The reverse Holder inequality
gives us the estimate

E[[M®)|] < K.

all € € [0, epl, and the constant K depends on ¢ but is independent of €. Using the
arguments from the proof of Proposition 5.2 together with Doob’s inequality, we can
now conclude that

1

E[ sup |e—po”5<+”15(t)IQ] EKI(E[ sup ’M(t)|qk:|)%(]E|: sup }1‘4(2‘)‘1])E

t€(0,T] te[0,T] te[0,T]
1
x(E[eF Ji o)
K
< 63
(1 _ KQGZH I m(s)dW(s)H )
BMO

withsomer > 1, forall € € [0, €]. The constants K1, K>, r in (5.34) are independent
of €. We show, in this step and in the sequel, that our constants are independent of
€ since in Steps 3—4 we prove that the approximation error is of order O(e?), where
O(€?) is defined by (1.1) and the constant K for the approximation error in (1.1) must
be independent of €.

We also improve the estimate (5.26). Let us choose any ¢ > 1. Applying Burkholder—
Davis—Gundy inequality as in the proof of Lemma 5.1, we can show that

IE[ sup |X”3+”15(t)|‘1]§l((1+e’
1€[0,T]

T r
/m(s)dW(s)HBMO>, (5.35)
0

with some r > 2, forall € € [0, €p]. The constants K, r in (5.35) are independent of €.
We remark that the constants in (5.34) depend on H fOT w1 (s)dW (s) H SO However,

the dependence of constants on the applied strategies will not be pointed out if this
dependence is not needed for the proof.

Step 2 Let us introduce the functions:

Qk(ts-xa P, r) = wk’n(t3x1 pvr) - w(];(tv-xv p) - w]]((tv-xv p,r)é,
Uk(t, x, p) = o5 (1, x, p) — vb(2, x, p) — v (2, x, pe.
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The functions quantify the approximation errors which we want to study. In this step
we derive probabilistic representations for (Q")Z:0 and (U k)zzo. Since Lemma 5.2
holds and we assume that (v*™)?_, € C([0, T] x R x (0, 00)) N C1>2([0, T) x
R x (0,00)), (wb™)i_; € C(0,T] x R x (0,00) x R) N C">22([0, T) x R x
(0, 00) x R), we can apply Proposition 5.3 and derive PDEs for (vk’”)zzo, (wk’”)Z:O.
Using the PDEs (5.8)—(5.11) for (v’g, vlf, w’g, w’f)zzo, we can next derive the PDEs
for (QF)7_o, (UMI_y:
0f.x. por) + L7 0t x. p. 1) + (@ (o x = B(p). por) — QM3 pur)

+(LF - EZ")(wé(z, x, p) + wk@, x, p, re) =0,
Qk(T, X, p.r)= — e~ T =kn(p))
e ol—kn(p) _ () (x — kn(p))efyo(xfkn(p))a (5.36)

and
Uk, x, p) + LZU @, x, p) — MZT O (t, x, p,x — kF(t, p))
+ LT O e x, pox = KF Gt p) + (Ut x = B(p). p) = UGt x, p) )k
+ (0" x = Bp), pox —kF (1, p))
—0" (1, x = B(p). pox = B(p) = (k= DF(t, p)) )k

+ (L - EZS)(vg(t,x, p) + vi(t, x, p)e)

—(MT = LT = M° + L)k (t, x, p,x —kF(t, p))e =0
Uk(T, x,p) = —e~ Fa=kn(p)xe=kn(p)) | ,=rvo(x—kn(p))

—y1(x — kn(p)(x — kn(p))e PE—knPI¢, (5.37)

Recalling Definition 5.1, the strategy 7 = 7 + 7€ and using (5.32)—(5.33), we can
show that

(cF - EZO)(wS(t, x,p)+ wll‘(t, X, p,r)e)
= 7k, x, p)(wlé’x(t, x,p)+ w]f’x(t, X, P, r)e),u

k,
— 7, @, x, p)(wg’x(t,x, p) + w]f’x(t,x, D, r)e)u
1
+ Elﬂk(t, X, p)lz(wé,xx(t, x,p)+ w'f,xx(t, X, p, r)e)02
[
=5l x, P (Wl i (1. x, p) + Wi (. x, p,r)€)o?
+71k(t, X, p)(wg’px (t,x, p)+ wlf’px(t, X, p, r)bpa,oe)bpap
k
_ ”0’*07 X, p)(wé’px(t, x,p)+ w]f’px(t, X, p, r)bpope)bpop

b x ) (wh o, P
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+ wl&px(l, x, p)bpop + ng’*(t, X, p)wl(ixx(t, X, p)az)e
= n{‘(t, X, p)(w’f’x (t,x,p,r)u+ wlf‘px(t, X, p, r)bpap)e2

+n§’*(t,x, p)rr{‘(t,x, p)wll‘,xx(t, X, p, r)c7262

+ %|n{‘(r,x, PP (W (2, x, p) + wh . (1, x, p,r)e)o’e?

= kTG x pr), (5.38)
and
(cr - Ezg)(vg(t, x,p)+ v]f(t, X, pe)

—(MZ - L7 — MZO + Ezo)wll‘(t, x,p,x —kF(t, p)e
=vhT (1, x, p,x = KF (1, p)). (5.39)
We investigate the function &% We can calculate derivatives of wé, w’l‘ since the
explicit solutions (5.13), (5.15) are available. By the properties of (hk)zzo, (gk);cl:0

specified in Proposition 5.1, point 3 of Definition 4.1 and (A6), we can derive the
estimates:

i (. x, p.r)| < Ke 7 (L4 [x]), w6 x, p.r)| < Ke (1 + |x)),
Wi o (tx, pr)| < Ke (1 [x]), wg . (t,x, p)| < Ke 7%,

k
Iy ", x, p)| < K(1 + p),
which lead us to the following estimate for the function ¥*-71:

\wET (e, x, p, 1)
< K(|n{<(t, X, p)Re M ke, x, p)le (14 1x])(1+ p)>62
+K |7k, x, p)Pe (1 + |x])€
< Ke (14 |x|)(1 4 p)’ (e +€%), (5.40)

Applying Holder’s inequality and using (5.34)-(5.35) together with

E[ sup |P(1)|?] <00, forallg=>1, (5.41)
te(0,T]

we can deduce that
T
E[/ ! O (s X7 P(s),r)|ds] < 0,
0
T
E[/ (@O (5. X7 P(s), R(s))|ds] < 0. (5.42)
0
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Finally, using the above results, Proposition 5.1, Lemmas 5.1-5.2 and the assumption
that (W57)?_, € C([0, T1 x R x (0, 00)) NC122([0, T) x R x (0, 00)), (wh™)r_, €
C([0, T]1xR x (0, 00) x R)NC"222([0, T) x R x (0, 00) x R), we can apply Proposi-
tion 5.3 and establish probabilistic representations for the functions (Qk Vieo (U k)Z:O.
We derive the key representation for the approximation error:

U (. x, p) = Eyx.p k[ _ o= T —kn(p) (X7 ()= (T (P(T))
Lt (X @—smnp)

—y1(x = kn(p) (X (T) — J(T)n(P(T)))e—VO(X”T)—’(T)"(P(T”)e]

T
| / IO (5, X7 (5), P(s), x = KF (1, p))ds |
t

= UKt x, p) + U, x, p), (5.43)

where U lk (t, x, p) denotes the first expected value in (5.43), and Ué‘ (¢, x, p) denotes
the second expected value in (5.43). In Steps 3—4 below we derive estimates for the
functions U{C (t,x, p), Ué‘ (t, x, p), and for the approximation error Uk(t, X, p).

Step 3 We fixt € [0, T)and § € [0, T —t]. From now on, we consider m = 71(’)“ —i—nfe,
where nf is defined in (4.6). We choose 771 so that n(’)‘ —i—nfe € Bforany§ € [0, T —¢].
By Proposition 5.2 and point 3 from Definition 4.1, we note that

|[ ol
t

< 2(” /tTnl*(s)dW(s)

2

T 2
/ 71(s)dW (s) )5 K. (5.44)
; BMO

+|

BMO

for all 6 € [0, T — ¢]. The constant K in (5.44) is independent of §.
We study the first expected value in (5.43). Let y1 := y1(x — kn(p)). We investigate
the random variable

e~ 0tna (XTI MnPT)) | =no(XT D)= Tn(P(T))
(X7 (D) = S (@m(P(Ty)e (XTI Emea)

1
_ _ylz/ X7 (T) — J(T(P(Ty) e (X @=1 )
0

x e (XTI OMPD) (1 _ e (5.45)

Let us choose z € [0, 1]. As in the proof of Proposition 5.2 and Step 1d of this proof,
we can observe that
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¢~ e (XM= DmPITD) _ =00+ne X O+mY O \ g (T M (T)

o eniez(f TsmaP)ds= [ BPs)AI )+ (Tn(P(T))

where we introduce the strategy
72(5) = yizmg () + (vo + i€l (s), t<s<T,

and the exponential martingales

Ms) = e W(XTO-XTO-o-rm)

M(s) = o< Fomaus [ moaww) o g

By point 3 from Definition 4.1, Proposition 5.2, the properties (5.44) and (A6), we
have the estimate

T 2
H/t ﬁz(s)dW(s)HBMo <K, (5.46)

for all z € [0,1], € € [0,¢9] and 6 € [0, T — t]. Moreover, the constant K is
independent of (z, €, §).

We choose g = 1, or a sufficiently small ¢ > 1, and a sufficiently small ¥ > 1. Using
(5.44), (5.46) and the same arguments which led us to (5.20)—(5.23), (5.34)—(5.35)),
we can deduce the estimate

B[ |X7 (@) = SRy e tmoned (6 =s )

< (Bvepu X7 (1) - J(T)n(P(T))\zq'(*D%* (E[e_q"(y‘)“"”)(X”(T)_J(T)”(P(T)))]>%

Ki(1+e [T 2 dw)yo)”
< ( fr 1 BMO) (547)

T
(1 =i ﬁz(s)dW(s)ngMo) 3

withsomer; > 2,rp > 1,r3 > 1,forall z € [0, 1], € € [0, €¢], 6 € [0, T — ¢]. The
final constant K in (5.47) is independent of (z, €, §). Let us remark that in Step 1d we
concluded that the constants in (5.34) depend on the investment strategy. However, due
to (5.44), (5.46), we can indeed conclude that the constants in (5.47) are independent
of (e, 8), but they depend on 7| used for nf.

By Fubini’s theorem and (5.45)—(5.47), we can write

1
Ui, x, p) = —v{ /0 Epoepk| [ XTT) = 1D (P(T)

.e—<V0+V1€Z>(X”3+”f€<T>—J<T>"<P<T)>)](1 —2)dze?. (5.48)
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From (5.47) we conclude that
UL, x, p)| < Ké?, (5.49)

foralle € [0, €g], § € [0, T — ], and the constant K is independent of (¢, §). By Step
1c, Lebesgue’s dominated convergence theorem and uniform integrability (justified
with (5.47)), we can prove the limit:

. Uft,x,p)
lim -5
e—0 €
1 < i
VB p k[ [X7 D) = S Py [P (DI ne ),

(5.50)

where the right hand side of (5.50) only depends on 7}, and is independent of nf .

Step 4 We study the second expected value in (5.43). Recalling (5.38), we deal with
whT (e x, p,r) = W, x, p, )R + U1, x, pL e, (5.51)
where

k.
v (e, x, p,r) = wh(t, x, p)(w'f,x(t, X, p.r)w+wh . (6, x, p,r)bpop
1
k,
7y (1, x, p)w'f,xx(t,x, D, r)oz) + —Iﬂ{‘(t,x, p)lzwé,xx(t,x, p)o?,

k,my [
v, (t,x, p,r) = §|JT1 (t, x, p)| w1 ot x,p, r)a

Let us choose ¢ = 1, or a sufficiently small ¢ > 1. Using the upper bound (5.40), the
estimates (5.34), (5.35), (5.41) and (5.44), we can deduce the estimate:

s *
Erepi| sup |97 (s, X0 (5), P(s), x = kF(t, p)']
selt,T]

K (14 el T T AW )
§ _ <k (5.52)

(1 — K2€?|| f, S(S)dW(S)”BMO)T

with some r; > 2,1, > 1,r3 > 1, forall € € [0, ¢9], 5 € [O T t]. The constant K

is independent of (e, §). We have the same estimate for lI/ m . Consequently, we can
conclude that

Uk, x, p)| < Ké2, (5.53)
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for all € € [0, €9],8 € [0, T — t], and the constant K is independent of (¢, §). By
(5.51)-(5.52), we can also calculate the limit:

Uk t, X,
Jim 2% P) . p)
e—0 €

=K [ ! J(S)’nla 79
=Epi| [ 9T 6 X @), P,k kF @ pds|. (554
t

where we use the property that (wo)k o € C(0,T] x R x (0,00) x R) N
Ch222(10,T) x R x (0,00) x R), wk)i_, € C([0,T] x R x (0,00) x R) N
01’2’2'2([0, T) x R x (0,00) x R), point 2 from Definition 4.1 and similar argu-
ments which led us to the limit (5.50). We note that the right hand side of (5.54)

. k)
depends on 7§ and 71, since ¥, ' depends on nf .

Step 5 Assertion (iii) follows from (1.1), (5.43), (5.49), (5.53) and § = T —t. We
prove assertion (iv). Recalling (5.50), (5.54) and the definition of 7115 , we have to study
the limit:

1 R T «
lln}) (Etxpk[/ lpl ' I(S»Xno(s)v P(S),x_kF(t, p))ds
t
T pIOm g
- ] (s, X™0(s), P(s),x —kF(t, p))ds|).
t

By (5.52), Lebesgue’s dominated convergence theorem and differentiation theorem,
we derive

1 )t «
s (Ef %, k[/ W (5, X0 (s), P(s), x — kF(t, p))ds
t
t+6
[ e X0, o).~ kE . pyas))
t

=" (1 x, p x —kF _ gkm _kF 5.55
- 1 ’ 7p1x (tvp)) 1 (tsxapa-x (tap)) ( M )

Since wS’” (t,x, p) < 0by(5.13),wecan find nf which maximizes llllk’”' (t,x, p,x—
kF(t, p)). The optimal strategy takes the form

w t,x,p,x —kF(t,
~k*(tx ) = —ﬂg(t,x ) ]1cxx( P (t, p))
Wy o (&, X, p,x —kF(t, p))

wlx(t x,p,x —kF(t, p)p + wf ot x, pox —kF(, p))bpap

woxx(t x,p,x —kF(t, p))o?

Using (5.6) and (5.32), we can confirm (5.7). Consequently, the optimal frf’*, which
maximizes lI/]k’”l (t,x, p,x — kF(t, p)), is given by (3.10) and coincides with nf’*
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Hence, we conclude that
llllk’nl (t7x9 p’x _kF(ty p)) - llllk’nl(t’-xv p’x _kF(t7 p)) Z Oy

and the equality holds only for n{‘ = nf **. Since the limit (5.55) holds, the assertion
(iv) is proved.

Step 6 We prove assertions (i)—(ii). We consider the PDEs (5.8) and (5.10) where we
replace 7§ with g € B. By Remark 4.1.c, the objective functions (Vk’”")’,::0 satisfy
the PDEs:

k
Vo Ot x, p) + L0 VETO1, x, p)

+(VE o x = Bp). p) = VT X p) Jka =0,
(t,x,p) €[0,T) xR x (0, 00),
VEI(T, x, p) = —e 00RO (x, p) € R x (0, 00),

We proceed in the same way as in Steps 1-4, and we can establish the zeroth-order
expansion:

VROt x, p) = vk, x, p)+O(), € — 0.

By Remark 4.1.b, the strategy 7 is the optimal strategy for the time-consistent expo-
nential utility maximization problem. Consequently, V& (¢, x, p) < VK7 (1, x, p)
and the equality holds only for 7o = 7j. We can now show that

lim (vk‘ﬂg (t, x, p) — VP, x, p))
e—0

= lim (VA0 (1, x, p) — VE™ (1, x, p) + O(e)) > lim O(e) = 0,
€E—>

e—0

and the equality holds only for 7o = 7. O
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