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A MAXIMUM PRINCIPLE FOR CONTROLLED STOCHASTIC FACTOR
MODEL

VIRGINIE KONLACK SOCGNIA! AND OLIVIER MENOUKEU PAMENZ342

Abstract. In the present work, we consider an optimal control for a three-factor stochastic factor
model. We assume that one of the factors is not observed and use classical filtering technique to
transform the partial observation control problem for stochastic differential equation (SDE) to a full
observation control problem for stochastic partial differential equation (SPDE). We then give a sufficient
maximum principle for a system of controlled SDEs and degenerate SPDE. We also derive an equivalent
stochastic maximum principle. We apply the obtained results to study a pricing and hedging problem
of a commodity derivative at a given location, when the convenience yield is not observable.
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1. INTRODUCTION

The use of stochastic factor model in stock price modeling has increased in the recent years in the financial
mathematics’ literature (see for example [4,7,9] and references therein). This is due to the fact that the dynamics
of the underlying commodity (stock) could depend on a stochastic external economic factor which may or may
not be traded directly. Let us for example consider the hedging problem of a commodity derivative at a given
location that faces an agent, when the convenience yield is not observed; see for example [4]. It may happen
that there is no market in which the commodity can be traded directly. Hence the agent needs to trade similar
asset and thus faces the basis risk which may depend on factors such as market demand, transportation cost,
storage cost, etc. The presence of the risk associated to the location and which cannot be perfectly hedge
makes the market incomplete. In this situation, it is not always possible to have an exact replication of the
derivative. One way to overcome this difficulty is through utility indifference pricing. The method consists of
finding the initial price p of a claim IT that makes the buyer of the contract utility indifferent, that is, buying
the contract with initial price p and with the right to receive the claim II at maturity or not buying the
contract and receive nothing. Due to the unobserved factor, the above optimisation problems can be seen as
problems of optimal control for partially observed systems. There are three existing methods to solve such
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problem in the literature: the duality approach, the dynamic programming and the maximum principle; see
e.g., [1-3,9,15,19,20,23,25,26] and references therein. When using dynamic programming, the value function
satisfies a non-linear partial differential equation known as the Hamilton—Jacobi—Bellman which does not
always admits a classical solution. Moreover, it does not give necessary condition for optimality unless the value
function is continuously differentiable.

In this paper, we use the stochastic maximum principle to solve an optimal control problem for the given
stochastic factor model when the factor is not observable. The factor is replaced by its conditional distribution
and we use filtering theory to transform the partial observation control problem for (ordinary) stochastic differ-
ential equation to a full observation control problem for stochastic partial differential equation (for more details
on filtering theory see for example [1,2]). Since the state (or signal process) and the observation process are
correlated, the diffusion operator in the derived unnormalized density depends on its first order derivatives. This
leads to a degenerate controlled stochastic partial differential equation and the sufficient stochastic maximum
principle obtained in [22,23] cannot directly be applied in this paper. Tang in [25] also studies a problem of
partially observed systems using stochastic maximum principle. However, he uses Bayes’ formula and Girsanov
theorem to obtain a related control problem while here we use an approach based on Zakai’s equation of the
unnormalized density. In addition, the value function in [25] only depends on the signal process. Our setting
also covers that of [22] since we have a more general controlled stochastic partial differential equation for the
system in full information. Our setting is related to [26], where the author derives a “weak” necessary maximum
principle for an optimal control problem for stochastic partial differential equations. The author shows existence
and uniqueness of generalised solution of the controlled process and the associated adjoint equation. In the same
direction, let us also mention the interesting book [17], where the authors solve a “strong” necessary maximum
principle for evolution equations in infinite dimension. The operator is assumed to be unbounded and in con-
trary to [26], the diffusion coefficient does not depend on the first order derivative of the state process. Our
result can be seen as a “strong” sufficient stochastic maximum principle, since we assume existence of strong
solution of the associated degenerate controlled stochastic partial differential equation. Conditions on existence
and uniqueness of strong solutions for such SPDE can be found in [8]. In fact, assuming some regularity on
the coefficients of the controlled processes, the profit rate and the bequest functions of the performance func-
tional, there exists a unique strong classical solution for the backward stochastic partial differential equation
representing the associated adjoint processes; see e.g., [5] and references therein. Note that the particular setup
identified by [26] (or [17]) can be derived from our setup as well and in this case, the resulting Hamiltonians
are the same, and so are their associated adjoint processes. The sufficient maximum principle obtained in this
work is used to solve a problem of utility maximization for stochastic factor model.

The sufficient maximum principle presented in this paper requires some concavity assumptions which may not
be satisfied in some applications. To overcome this situation, we also present an equivalent maximum principle
for degenerate stochastic partial differential equation which does not require concavity assumption.

The paper is organised as follows: In Section 2, we motivate and formulate the control problem. In Section 3, we
derive a sufficient and an equivalent stochastic maximum principle for degenerate stochastic partial differential
equation. In Section 4, we apply the obtained results to solve a hedging and pricing problem for a commodity
derivative at a given location when the convenience yield is not observable.

2. MODEL AND PROBLEM FORMULATION

2.1. A motivative example

In this section, we motivate the problem by briefly summarizing the classical Gibson-Schwartz two-factor
model for commodity and convenience yield (see for example [4,7] for unobservable yield). Let us fix a time
interval horizon [0, T]. Let (.Q,]-" AF e ,}P’) be a complete filtered probability space on which are given

two correlated standard Brownian motions W(¢t) = {W'(¢),t € [0,T]} and W2(t) = {W?2(¢),t € [0,T]} with
correlation coefficient p € [—1,1].
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We consider the replicating and pricing problem of an agent in a certain location who wishes to buy a
contingent claim written on a commodity and that pays off IT(S,) at time T. Here S, denotes the commodity
spot price. Unfortunately there is no market for derivatives written on S, and there can only be bought over-the-
counter. One way is then to price and hedge the claim on a similar traded asset. However, using the corresponding
traded asset exposes the agent to the basis risk, which can be seen as a function of several variables such as
transportation cost, market demand, etc. One can think of the basis risk as a non traded location factor.
Therefore, the claim depends on the commodity (traded asset) price S and the non-traded location factor B,

that is I = U(S(T), B)‘
We assume that the dynamics of the convenience unobserved yield Z(t) = {Z(t),t € [0,T]} and the observed

spot price S(t) = {S(t),t € [0, T]} are respectively given by the following stochastic differential equations (SDEs
for short)

dS(t) = (r(t) — Z(t)) S(t)dt + oS(t)dW (1) (2.1)

and
dZ(t) = k(0 — Z(t)) dt + vdW?>(2). (2.2)

From now on, we will often use Y (¢) = log S(t), then (2.1) and (2.2) become respectively

Ay (t) = (r(t) _ %UQ - Z(t)) dt + odW (1), (2.3)
dZ(t) =k (0 — Z(t)) dt + pydW(t) + /1 — p2ydW(2), (2.4)

where W(t) = {W=(t),t € [0,7]} is a standard Brownian motion on (Q,f, {Fi}iciom ,IP’) independent of
W(t). Let r(t) = {r(t),t € [0,T]} denote the short rate and assume that it is deterministic. Then the price of
the riskless asset S°(t) = {S°(t),t € [0,7]} satisfies the following ordinary differential equation

dsO(t) = SO(t)r(t)dt. (2.5)

Denote by u(t) = {u(t),t € [0,7]} the amount of wealth invested in the risky asset. We assume that u(t)
takes values is a given closed set U C R. It follows from the self-financing condition that the dynamics of the
wealth X (t) = {X(¢),t € [0,T]} evolves according to the following SDE

ds(t) dso(t)
AX(2) = ult) s + (1 ul0) g
that is
dX(t) = (r(t) X (t) — Z(t)u(t)) dt + ou(t)dW (), X(0) = x. (2.6)

Using (2.3), the above equation becomes

dX(t) = <r(t)X(t) - <7‘ - ;ﬁ) u(t)) dt + ou(t)dY (t). (2.7)

Recall that in this market, we are interested on a replicating and pricing problem of an economic agent
who wishes to buy a contingent claim that pays off II(T) at time T > 0 in a given geographical location. The
dependence of the claim IT on the location factor B makes the market incomplete and therefore perfect hedging
is not possible. In this situation, the optimal portfolio can be chosen as the maximiser of the expected utility of
the terminal wealth of the agent and the initial price of the claim can be derived wvia utility indifference pricing.
The utility indifference price is given as follows: fix a utility function U : R — (—00, 00). The agent with initial
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wealth z and no endowment of the claim will simply face the problem of maximizing her expected utility of the
terminal wealth X®*(T); that is

Volw) = sup E[U(X””’“(T))} - IE[U(X“‘(T))}, (2.8)

where 4 is an optimal control (if it exists) and U,q is the set of admissible controls to be defined later. The
agent with initial wealth = and who is willing to pay p® today for a unit of claim IT at time T faces the following
expected utility maximization problem

Vir(z —p*) = sup E [U (XI*P’“(T) n H(S(T), B))]

uEUq

=E [U (X"”"“%T) + H(S‘(T), B))] (2.9)

The utility indifference pricing principle says that the fair price of the claim with payoff IT (S (1), B) at time

T is the solution to the equation
Vi (z —pb) = Vp(). (2.10)

We assume in this paper that the claim is a concave function. Example of such claims are forward contracts. Let
FP =0(S(t1),0 < t; <t) be the o-algebra generated by the commodity price, the set of admissible controls is

given by
T
/ u?(t)dt| < oo,
0

X*®"(t) > 0, P-as. for all ¢t € [0,7T]}. (2.11)

Uaa ={u(t) : u is Fs -progressively measurable ; E

Assumption A1l. The basis B = B(Z(T)) + B, where B is a smooth function and B is a random variable
independent of Fr.

Since B is independent of Fr, we can rewrite (2.9) as follows:

Vir(z) = sup E [/R U (XW(T) ny (S‘(T)7 B(Z(T)) + b)) dIP’B]

uEUGq

—E UR U (Xﬁ’””(T) I (S'(T), B(Z(T)) + b)) d]P’B] , (2.12)

where

dlnS(t) = (r(t) - 302 — Z(t)) dt + odW(t),
AdX (1) = (r(t) X (t) — Z(t)u(t)) dt + ou(t)dW(t), (2.13)

dZ(t) = k(0 — Z(t)) dt + pydWL(t) + /1 — p2ydWL(2).
Let us mention that the agent only has knowledge of the information generated by the observed commodity
price; that is the information given by the filtration F* = {F }>0. Since the convenience yield is not observed,
the above problem can be seen as a partial observation control problem from a modeling point of view.

Let us also observe the following: the drift coefficient in the dynamic of the observation process Y () = In S(t)
is affine on the unobserved factor Z(t) but is independent of Y (¢) whereas the drift of the unobserved factor
Z(t) (see (2.13)) is only affine in Z(¢). The drift of the wealth is affine on the wealth process itself. Their
diffusions are independent on the processes. In the sequel, we consider a more general model for the commodity
and unobserved convenience yield prices that include the above one as a particular case. Filtering theory will
then enable us to reduce the partial observation control problem (2.12)—(2.13) of systems of SDEs into a full
observation control problem of a system of SDEs and SPDE.
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2.2. From partial to full information

As already stated earlier, in this section, we use the filtering theory to transform the partial information
control problem (2.12) to a full information control problem. For this purpose, we briefly summarize some
known results (see for Example [1,2,4]); in particular, we follow the exposition in [4].

In the following, we consider a general model of both the observed and unobserved factor that includes the
above example. Let W+ and W be two independent m-dimensional Brownian motions. Let us consider the
subsequent general correlated model for observed and non-observed process Y and Z, respectively. We assume
that Y(¢t) = {Y(¢),t € [0,T]} and Z(t) = {Z(t),t € [0,T]} are n and d-dimensional processes whose dynamics
are respectively given by:

AY () = h(t, Z(t), Y (£)) dt + o (£, Y (£)) dW (t); Y (0) = 0, (2.14)
and
AZ(t) = b(t, Z(t), Y (1)) dt + a (t, Z(£), Y () AW (£) + v (t, Z(1), Y (£)) AW (1); Z(0) = e, (2.15)
We further make the following assumptions (compared with [4,8]):

Assumption A2.

e h:[0,T] x RY x R™ — R™ is globally continuous and of linear growth (in z and y).

e 0 :[0,7T] x R* — L(R™ R™) is uniformly continuous and has bounded C3(R™) -norm and satisfies the
following: oo’ > X for all y and t, for some constant A > 0 (uniform ellipticity condition). Here I denote
the transposition.

e a:[0,7T] xR x R® — LR, R™) and 7 : [0,T] x RY x R* — L(RY R™) are uniformly continuous, and o
1s uniformly elliptic.

e b:[0,7] x R x R" — RY are uniformly continuous in z and y and C?-bounded.

Remark 2.1. As pointed in [4], although our model does not have bounded drift, one can use localization
argument to take into consideration linear-growth coefficient.

In the sequel, let FY = o{Y(s),0 < s <t} be the o-algebra generated by the observation process Y (¢). The
above o-algebra is equivalent to the one generated by S. Recall that an admissible control must be adapted
to FY. Hence, in order to obtain such control, the unknown parameter Z(t) is replaced by its conditional
expectation with respect to FY in the optimal control problem (2.12).

Next, assume that D(t) = D (¢,Y(t)) := oo’ (¢,Y (t)) is symmetric and invertible and define the process

dp(t) = —p(Oh " (. Z(8),Y (£)) D™ (£, Y (£)) AW (1), (0) = 1. (2.16)

Here “T” denote the transpose of a matrix. Under Assumption A2, since h satisfies the linear growth condition,

one can show (see for example [1], Lem. 4.1.1) that ¢(t) is a supermartingale with E[p(t)] = 1 for all ¢ € [0, 77,
that is ¢(t) is a martingale. Define the new probability measure P on F;,0 < ¢ < T by

dP := o(t)dP on F;,0 < t < T. (2.17)
Using Girsanov theorem, there exists a Brownian motion W under P such that
dY (t) = o (t, Y (t)) AW (t) (2.18)
and
dZ(t) = (b (t, Z(1),Y (1) — T (t, Z(t), Y () hT (t, Z(), Y (¢)) D’l/Q(t)) at
+a' (t,Z(t),Y () D~YV2()dY (t) + v (t, Z(t), Y (t)) AW (2). (2.19)
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Define the process }
dY (t) :== D™Y2(t)dY (¢). (2.20)

Then dY (t) is a Brownian motion under P. One can also show (see [1]) that dY and W+ are two independent
Brownian motions. Moreover, since D(t) is invertible, F} = FY . Define

K(t) = Xp{ hT (s, Z(s),Y (s)) D~Y2(s)dW s)
%/0 h' (s (s))D—l(s)h(s,Z(s),y(s))ds}
_ {/0 BT (s, Z(s), Y (s)) D~1(s)dY (s)
%/0 BT (s (s))D1(s)h(s,Z(s),Y(s))ds}. (2.21)

Then K(t) is a martingale. Assume that there exists a process ®(t, z) = d(t, z,w), (t,z,w) € [0,T] x R? x 2
such that

E[/(Zt)K(t)

Y] = | 1)9(1,2)dz, [ € CF(RY), (2.22)

where C§° (Rd) denotes the set of infinitely differentiable functions on R% with compact support and E denotes
the expectation with respect to P. The process @(t,z) is called the unnormalized conditional density of Z(t)
given FY .
Let Lz denotes the second-order elliptic operator associated to Z(t), then Lz is defined by
32
Lz —Zgz (82,9) 5-+3 Z aa’ +977), (s,9,2) . (2.23)

,J

Denote by L* its formal adjoint. By applying It6’s formula to K(t)f (Z(t)), taking expectation and using
integration by parts, one finds that the process @(t, z) satisfies the following Zakai equation

{dqﬁ(t,z) = L*®(t, z)dt + M*®(t, z)dY (t), t € [0,T],
(2.24)

®(0,2z) =¢&(2),
where £(2) is the density of Z(0) and

M*®(t,z) = h(t,z,y) — Za (ai(tyz,y) - P(t,2)) .

Remark 2.2. Assuming that the initial condition £(z) is adapted, square integrable and smooth enough, one
can show under Assumption A2 that the SPDE (2.24) has a unique FY -adapted strong solution in an appropriate
Sobolev space; see for example ([8], Prop. 2.2).

Assume in addition that the wealth process X (t) = {X(¢),t € [0,T]} satisfies the following SDE

AX(t) = h(t, Z(t), X (), u(t)) dt + & (t, X (), u(t)) AW (); X(0) = z, (2.25)

where the coefficients h and & are such that the above SDE has a unique strong solution. For example, such
unique solution exists if the coefficients satisfy for example global Lipstichz and linear growth conditions.
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Applying once more Girsanov theorem, we obtain
ax(t) = (A (6, Z(0), X (), u(t) = &7 (1 X (1), u() BT (¢, Z(), Y (1) D72(1)) at
+57 (X (D), u(t) DAY (1)
= (B (& 2(0), X(0),u(t) = &7 (L, X (0, u®) BT (4 2(1), Y () D7V2(1)) at
+&7 (6, X (t),u(t) dY (1) (2.26)

Combining (2.12) and (2.22), we can tranform the partial observation control problem for SDE to a full obser-
vation control problem for SPDE

sup E URU (X®(T) + I (exp{Y(T)}, B (Z(T) +b))) dpg]

UEULq
= sup E [// U (X®™(T)+ II (exp{Y(T)}, B (z+b)))d]P’Bs15(T,z)dz} , (2.27)
UEUL R4
where X () and &(t, z) are given by (2.26) and (2.24), respectively. Here S(t) = exp{Y (¢)} is given by

d8(t) = 5(t) (%

Note that the control only affects the wealth process X** and not the commodity price process S (T') nor
the density @(t, z). We summarize the full observation counterpart of the model described in Section 2.1 in the
following remark.

Remark 2.3. In our model Y = log S and dY (t) = D~'/2(t)dY (t) = 1ds(t). It follows that

D(t)dt + Dl/Q(t)dif(t)).

a3(t) = %ozé‘(t)dt + 5(H)ed¥ (8),

dX®u(t) = (r(t)X(t) — (r(t) - ;&) u(t)) dt 4 u(t)odY (t), (2.28)

do(t, 2) = (;’y > git %) + % (k(8 — 2)2(t, ))> dt + ( (t) — %Ug —z _p,yB@étz,z)) dy (t),

where Y (t) is a standard Brownian motion under P.
2 52
Define £&(t, 2) := ?%Q)(t z) and b(t, 2, D(t,2),P'(t,2)) := —kP(t,z) + k(0 — 2) P'(t, ) so that
0P(t, )
0z
0P(t, z) 0P(t, z)
0z 0z

dd(t, z) = {2@@, 2)+b <t, 2, &(t, 2), a@gz’z)) } dt

+o <t, 2, ®(t, 2), W) dy (t), t € [0,T). (2.30)

Let us observe the following: in the above SDEs for S and X, the coefficients are affine in their parameters.
The drift coefficient of the SPDE depends on a linear differential operator, whereas its diffusion coefficient is
affine in the first order derivative of the SPDE. In the next section, we use a model that has the above one
as a particular case and present general sufficient and equivalent stochastic maximum principles to the above
optimal control problem (2.27).

L*®(t,z) = £P(t,2) + b (t, z,P(t, z), (2.29)

1
and define M*®(t,z) = o(t, 2z, D(t, 2), ) i=12(t) — 502 —z—py . Then we obtain
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3. STOCHASTIC MAXIMUM PRINCIPLE FOR FACTOR MODELS

In this section, we consider a more general framework. We assume a more general form of the processes
X(t),Y(t) and D(t,z). We first derive sufficient maximum principle for the optimal control (2.12)—(2.30).
Second, we derive an equivalent maximum principle.

Let T > 0, be a fixed time horizon. Let (Q,f, {ft}te[o,T],]P’) be a filtered probability space on which is
given a one dimensional standard Brownian motion W (t). In the previous section setting, this probability space
corresponds to (Q,]-', {f{}te[m,@) with the Brownian motion Y. For clarity of the exposition, we work in
one dimension, extension to the multidimensional case follows similarly. The state process is defined by the
triplet (Y'(¢), X (t), D(t, z)) whose dynamics are respectively given by:

dY () = b1 (£, Y (¢), u(t)) dt + o1 (¢, Y (2), u(t)) AW (t), Y(0) = yo, (3.1)

AX () = by (, X (1), u(t)) dt + oo (t, X (1), u(t)) AW (t), X(0) = zo, (3.2)

Ad(t, z) = (qu(t, 2) +bs (t, 2, ®(t,2), 8¢§i’z),u(t)>) dt

0y (12 0(t,2), 22552 u(t, 2) ) AW (1) (3.3)
®(0,2) =&(2);z € R
hmHzH—)oo @(t, Z) =0,te [O, T],
where L is a linear differential operator acting on x; by, bs, b3, 01, 02, 03 are given functions satisfying conditions
of existence and uniqueness of strong solution of the system (3.1)—(3.3); see for example ([4], Lem. 4.1) (see
also [8,12-14,26]) for (3.3) and [10,21] for (3.1)—(3.2)). Let f and g be given C! functions with respect to their
arguments. We define

J(u) =E

/R[/OT/Rf(t,z,X(t),Y(t),gb(t,Z)7b,u(t)) dodt

+/Rg (2, X(T),Y(T), (T, 2),b) dz} d]P’B} (3.4)

We denote by U,q the set of admissible controls contained in the set of F;-predictable control such that the
system (3.1)—(3.3) has a unique strong solution and

E

/ VT/ ‘f(t,z,X(t),Y(t),@(t,z),g,u(t)) ‘dzdt+/ ‘g(z,X(T),Y(T),@(T, 2),b) ‘dz] dIPB] < 0.
R 0 R R

We are interested in the following control problem
Problem 3.1. Find the maximizer 4 of .J, that is find 4 € U,q such that

J(4) = sup J(u). (3.5)

uEUq
3.1. Sufficient stochastic maximum principle

We first define the Hamiltonian H : [0,7] X RXRXxRXxR xR xUXxRXxRXxRXxRXxR xR — R by
H(@ZﬂcaZl/>¢7¢/>U7P17Q1aP2aCI2aP37QB) :/f(t,z,x7¢,la,u) dPB+b1 (t7yau)p1 +01 (tvy7u) q1
R

+ b2 (t,x,u)pg + o2 (t,x,u) q2

+ b3 (taza¢a ¢/) D3 + g3 (t727¢7¢/) qs3, (36)
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0
where ¢/ = a—d) Suppose that H is differentiable in the variable x,y, ¢ and ¢’. For u € U,q, we consider the
z

adjoint processes satisfying the system of backward stochastic (partial) differential equations in the unknowns
p1 (ta Z)7 q1 (tv 2)7p2(t7 Z)a Q2(t7 z)vp?)(tv 2)7 qd(ta Z) eR

0 )

dp1(t, 2) - —ng""dt +qu(t, 2)dW (2)

pi(T, 2) = Aagézg)dPB

dpa(t, 2) - f%dt + go(t, 2)dW (1)

p2(T, 2) - /R 59((;;, ) dP5 (3.7)
dps(t, 2) = —(Lopslt,2) + m{(;;;z) - % <M(;(;;Z)) dt + gs(t, 2)dW (1)

p3(T, 2) = /R 8922 B)d]P’B

i pa(T>2) =0,

where L* is the adjoint of L and we have used the short hand notation
9(z) = g(z, X(T),Y(T),d(T, 2),b) and

H (tv Z) =H (tvZvX(t)aY(t)vu(t)7¢(tvz)7@/(t7Z)apl(t7z)aQ1(t7Z)7p2(t7Z)»QQ(t’Z)7p3(tvz)7QS(t7Z)) .

Remark 3.2. If one assumes for example that the coefficients of the controlled processes, the profit rate and
the bequest functions of the performance functional are smooth enough, then there exists a unique strong
classical solution for the system of BSDEs and BSPDE representing the associated adjoint processes; see for
example [5,11] and references therein.

Next we give the sufficient stochastic maximum principle.

Theorem 3.3 (Sufficient stochastic maximum principle). Let & € U,q with corresponding solutions

Y(t),X(t),@(t,Z), (pAl(taZ)anl(t?Z));(ﬁQ(tvz)7(jQ(taz));(pA3(tvI)7qA3(tax)) Of (31)7(37) Suppose that the fol—
lowings hold:

(i) The function (z,y, ) — g(z,z,y,d) is a concave function of x,y, ¢ for all z € R.
(ii) The function

Fﬁ(xvy7¢7 ¢/) = S%{p H(t727x7y7u7¢7 qb/,{D\l(t,2)7El\l(t72)7]/?\2(t,2),6\2(t72)7ﬁ3(t72),a\3(t,2)>~ (38)
UEUad

exists and is a concave function of x,y,d, ¢’ for all (t,z) € [0,T] X R a.s.
(iii) (The maximum condition)

H (ta Z, X(t)a Y(t)a ﬁ'(t)v @(tv Z)v @/(ta Z)?ﬁl (tv Z)a (/1\1 (tv Z)aﬁ2(tv Z)a ?1\2(15, Z)vﬁi%(tv Z)v Z]\S(tv Z))

= sup H (£, X (), ¥V (5),0,8(t,2), 8/ (1, 2), 51 (£,2), 61 (1 2), Ba(1,2), ot 2), Ba(1,2), Gt 2) ) . (3.9)
velaa
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(iv) Assume in addition that the following integral conditions hold

el [ [ (o @afﬁm@+ﬁm@ﬁma¢waamamm@ww]<w
and
//“{ ) - X)) #2074 7 20 X (0, ur)
(V0= F0) 802+ B 2030 Y (0,00) f draz] < o0

for all u € Uygq.
Then 4(t) is an optimal control for the control problem (3.1)—(3.5).

Proof. We will prove that J(@) > J(u) for all u € Uyq. Choose u € Upg and let X (t) = X“(¢),Y (t) = Y*(¢) and
&(t,z) = P“(t, Z) be the corresponding solutions to (3.1)—(3.3). In the sequel, we use the short hand notation:

bi(t) =bi (£, Y (), u(t), ba(t) = bu(t, Y (t), (1)),
o1(t) =01 (1, Y (), u(t)), 61(t) = or(t, Y (1), a(t)),
ba(t) =ba (£, Y (1), u(t)), ba(t) = ba(t, Y (t), a(t)),
0a(t) = o2 (1, Y (8),u(t), Ga2(t) = oa(t, Y (2), (1)),
bs(t, z) =bs(t, z, B(t, 2), D' (t, 2),u(t)), bs(t,z) = bs(t,z,B(t, 2), P (t,2),0(t), ete.

Since [, f(t, 2 b)dPg does not depend on py(t,z), ¢ (¢, ), p2(t, 2), ¢2(t, 2)), P3(t, 2) and gs(t, 2), we can write
[ F(t 200y = A1(2) = b1 (2) = 10 (02) = Ba(Oa(t,) = (1)1, )

— b3(t7 Z)ﬁg(t, Z) — 6’3(t, Z)ng(t, Z)

and

/Rf(t» 2,0)dPg = H(t, z) — by(t)p1(t, z) — o1 (t)Ga(t, 2) — ba(t)Pa(t, z) — 02(t)Ga(t, 2)
— bg(t, Z)ﬁg(t, Z) — O'g(t, Z)(jg(t, Z)

Using the above and (3.6), we have

// /f B) — f(t, z,b))dzdtdPp +E[//gzb 9(z,b))dzdPy

=1, + I, (3.10)

J(@) —
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with

=E /OT /R {H(t,z) —H(t,z) — (51(t) —b (t))ﬁ1(t) - (&1(75) — al(t))ﬁl(t)

= (Balt) = 2(8) ) 2lt)  (62(6) = 02(8) ) o (1)
- (Bs(t’ z) — bs(t, Z)> p3(t) — (63(t,2) — 03(t, 2)) qg(t)}dzdt] ,

I, = ]E[// (2,b) — g(z,b) dzdIP’B]

Now, using the concavity of (z,y, @) — g(z,z,vy, qi) and the Itd’s formula, we get

// {ag = b X(1)) +a§’(;y’b)(?(T)— Y(T))& +agé;b) (@(T7z)—¢(T7z))}dzdIF’B
-E| / {p(T,2) (X(T) - X(T)) +p(T2) (V(T) - Y(1))

it (045070

=E /R{ploz( O))+/T( )dpl(tz)

+ [ i )+ [ a6

(X - Xt
+ia(0.2) (V0= v(©0) + [ (P - Y(0) dar2) + / (e (V) - V(1)

I, >E

)) + — oy (t))dt
+ /OT Ga(t, 2) (G2(t) — o2(t)) dt + p3(0, x) (5(0@) - @(O,x))
+ /0 ! (éﬁ(t,z) - @(t,z)) dps(t, 2) + /0 ' Pa(t, 2)d (éa,z) - qs(t,z))

+/o 43(t, ) (53(t,2)—03(t,z))dt}dz]

=7 { / " () - () 2D g / ") (ba(0) - (o)
t [ w60 —oaoya- [ (v - vim) 2y,
b [ 0.2 (b0 bt [ a9 (300 - )t
[ o 52 (o)
+ /O "t 2) (L((t,2) — (t,2)) ) + (balt,2) — bs(t,2) )t
+ / " a(.2) (63(t2) — o3(t.2)) dt}dz] . (3.11)
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Since limuzu_}oo(dg(t, z) — D(t, 2)) = lim |50 P3(T, ) = 0, we have

/R (B(t.2) — (1.2)) Lpa(t, )z = /R palt.2)L ((t,2) — 8(1.2)) d. (3.12)
Combining (3.10), (3.11) and (3.12) we get

: P ) - Ma(;,z) (X(t) —X(t))

(2 o)) ) o]

—E UR /OT { (Ait.2) — H(t.2)) - aggi’z) (X - x()

- 8%2’2) (f/(t) - Y(t)) - aﬁg;’” (zis(t, 2) — ot z))
OH(t,z) [ 0B(t,z) Od(L,2)
- —5¢ < s > }dtdz]. (3.13)

One can show, using the same arguments in [6] that, the right hand side of (3.13) is non-negative. For sake
of completeness we shall give the details here. Fix ¢ € [0,7]. Since ﬁ(x,y,¢,¢’) is concave in x,y, ¢, ¢, it
follows by the standard hyperplane argument that (see e.g. [24], Chapt. 5, Sect. 23) there exists a subgradient
d=(dy,ds,d3,ds) € R x R xR xR for h(z,y, ¢, ¢') at 2 = X(t), y = Y(t), ¢ = B(t,x), ¢/ = P(t,z) such that
if we define i by

i(LL', Y, ¢7 ¢/) Z:E(.I, Y, gbu ¢/) - I:I(t7 Z) - dl(x - X(t)) - dZ(y - ?(t))
ds(¢ — B(t,7)) — da(¢/ — &' (t,2)), (3.14)

then i(X (1), Y (t),®(t,z), ¥ (t,x)) = 0 for all X,Y,d,d.
It follows that,

b =2 0). V()8 0.2). 8 1.)),
x
Oh o/ o n >
dy =5 (X (), Y ()0 (t,2). &' (¢, 2)).
Oh oo~ 3
dy =52 (X(0).Y ()8(t,2). /(1. 7)),
Oh o, o~ %
di =50 (X (1), Y ()9(t, 2), & (t,2).
Substituting this into (3.13), using conditions (ii) and (iii), we conclude that J(u) > J(u) for all u € Unq. This
completes the proof. )

In the next section, we present an equivalent maximum principle which does not require the concavity
assumption.
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3.2. Equivalent stochastic maximum principle

The concavity assumption sometimes fail to be satisfied in some interesting applications. In this case one may
need an equivalent maximum principle to overcome this difficulty. In order to derive such maximum principle,
we need the following additional conditions

(C1) The functions by, by, b3, 01,02,03, f and g are C? with respect to their arguments .y, ®, u.
(C2) For all 0 < t < r < T all bounded Fi-measurable random variables «, and all bounded, deterministic
function ¢ : R — R, the control

B(s,2) = a(w)X[,(5)¢(2),0 < s < T and (s,2) € 2 xR (3.15)

belongs to U,q.
(C3) For all u € Uyq and all bounded S € Uaq, there exists » > 0 such that

U+ 0B € Ung (3.16)

for all § € (—r,r) and such that the family

{gf (t, 2, X T8 (), VU8 (1), TP (¢, 2), by, u(t, 2) + 6B(t, 2),w) %X“+5B(t)
X

f (t, z, XutoB (1), yutos (1), Putos (t,2),b1,u(t, z) + 48(¢, 2), w) iY’”“w (t)

8 dé
—j; (t, 2, X OB (), YO8 (1), 0" OP (¢, 2), by, u(t, 2) + 6B(t, ), w) %@“Mﬂ(t,z)
gf (8,2, XUEO0 (), Y00 (1), 502 (1, 2), ult, 2) + (¢, 2), w) 5(t,z>}
d€(—r,r)

is A X P x p-uniformly integrable;

{ ag ( Xu+65( ), YqutS,B (T), @u+5,3 (T, Z)) %Xqu&B (t)

ox
dg utd8 ut+d8 utd8 d u+é88
3 d
( XquzW (T), Yu+5ﬁ (77)7 ¢u+5ﬁ (T, Z)) 7@u+55 (t, Z)}
5)(;5 dé se(—r,r)

is P x p-uniformly integrable.
(C4) For all u, B € Uyg with 8 bounded, the processes

d
— B8 —_ u+4d8
N =1/t = Y| .
d
— B4y — u+643
o) = 1(t) = X0
d
F Fﬁ d;qu&ﬁt
(t,2) = L) = 29" (0,2)] |
exist and d
_ = u+53
LIy(t,2) = L& (t,z)‘ézo,

Aly(t,z)  d <6¢“+‘m(t,z)>

0z A 0z

6=0



508 VIRGINIE KONLACK SOCGNIA AND OLIVIER MENOUKEU PAMEN

Moreover, the processes I (), Ix(t), I'3(t, z) satisfy

ary(t) = (6%1; D0 11y 4 210, z)) at + (a‘gy(t) N + %ﬁﬂ(t,z)) aw,  (317)
dry(t) = (algg) i+ 20, z)) dt + (a‘g";” ) + 220 g0, z)> aw (1), (3.18)

ATy (t, 2) :(LFg(t,z) + 8b3(t’z)r(t,z) 4 26(t,2) Falt,2) | 8b‘°’(t’z)ﬁ(t,z)>dt

¢ 0z o’ ou
dos(t, 2) OIs(t,z) Oos(t,z) = Oos(t,z)
+ (agﬁpg(t, o)+ 5 o6t gu P z))dW(t), (3.19)

with
In(0) =0, Ix(t) =0, I'5(0,2z) =0 for all zand lim I3(¢,2)=0,t€][0,T],

[l =00

where we used the short hand notation

bi(t) = by (£, Y (1), u(t)), o1(t) = o1 (£, Y (), u(t)),  ete.
We have the following theorem

Theorem 3.4 (Equivalent stochastic maximum principle). Retain conditions (C1)-(C4). Let u € Uaq with
corresponding solutions X (t),Y (t), D(t, z), (p1(t, 2), 1 (t, 2)), (p2(t, 2), q2(t, 2)); (p3 (¢, 2), q3(t, 2)), 1 (t), [2(t) and
Is3(t, z) of (3.1)—(3.3); (3.7); (3.17)—(3.19). Under some integrability conditions that guaranty the use of the
It6’s product rules, the following are equivalent:

(i)
d—J(u + sP) 0= 0 for all bounded B € Usq. (3.20)
S s=

(i)

0H ,

% (t7 Z, X(t)7 Y(t)7 U(t), ¢(ta 2)7 b (ta Z>7p1 (t7 Z)7 q1 (ta Z),pg(t, Z>7 qQ(ta Z)ap?)(ta Z)a q3(t7 Z)) =0 (321)

for allt € [0,T] and almost all z € R.
Proof.
. .. d
(i) = (ii). Assume that d—J(u + s8) = 0. Then
s 5=
0= diJ(u + sﬁ)

[/{// tX Y(#), (t72)767U(t»2)+Sﬁ(t,z))dzdt

+/g(z7X(T),Y(T),q5(T,z),B) dz}dIP’B]
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T Of (t,z,b Of (t,z,b Of (t,z,b
// / Stz )Fl(t)+ Itz )Fg(t)+ Itz )Fg(t,z) dzdtdP5
RJO JR Jy Ox

99
Traf(t zb) )
/R/O /R ou B(t, z)dzdtdP5

dg (z, 13) dg (z, b) dg (z, b)
/R/R{ ay I(T) + o I(T) + 90

=1 + Iy +I5. (3.22)

=E

+E

+E

Fg(T, Z) }dZdPB

Using the notation in the preceding section, we have

_ g OH(t,z) ai(t) Do (1)
L =E /R/O {F1(t) ( oy pl(t,z)iay q1(t, 2) oy >

+13(0) (2 - e 220 - e 220
+ I3(t, 2) ((Q)Ha(:;z) — ps(t, Z)%ZZ) —q3(t, 2) 80‘?3(;’ Z)) }dtdz} . (3.23)

On the other hand, using It6’s formula, we have

B dg (z, l_)) dg (z, l_)) dg (z, b)
I3—El/R/R{ oy I(T) + I(T) + 99

=E [/Rpl (T, 2) I (T) + po(T, 2) Io(T) + p3(T, 2) I3(T, Z)dz}
T
El/R (/0 { - aHa(Z Lrw +m 00 abal;t) +p1(t,z)ﬂ(t,z)al§fbt)

+ait,2) (8"1“) ey + 220 g4, z)> bat

I3(T, z) } dzdIP’B]

ou

+/OT{_ HUA) 1 g,y 0220 s 350,220

ol 2) (832;” o+ 220 z)> Lat

+ /OT { - (L*ps(t,z) + aHa(;’Z) - % (ahgiﬁz)))ﬂg(t,z)

+ palt,2) (LI“S (t,2) + T, 2) ab%(; 2 ab?’a(;j DO 4 (g, ) 2 Z)>

+gs(t2) (Fg(t, 2 8038((7; z) n 80(393;/, ) Bfggz, 2) + A, Z>W> }dt) dz] ) (3.24)
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Combining (3.24) and (3.23) yields

/ /{ (rgtszg(t z) — rg(t,z)% (%))

b
) O o, + P2 0080

+ (pl(t,z) algl(tt) +aq(t, 2) 805,15) +p2(t, 2) 812? +a(t2) 80325)

+ ¢3(t, 2) Obs(t, 2) + qs(t,z)aa3(t’z) + af(t’z)>ﬂ(t,z)}dzdt

L +1,+13=E

+p3(tv Z)LF3(ta Z) +

ou ou ou

A / { (ps (t,z)LI5(t, z) + %(t z) <5b:38§;z)p3(t,z) + aCr?)g,’Z)q?,(t,z)>>

ar‘}t’ 2) (abg((;j 2 bt 2) + ao—g((;, 2 ga(t, 2)

+ pB(tv Z)LF3(ta Z) +

4 6H(t Z)ﬁ( )}dzdt

_E[/ /ﬁ aH b Z)d dt]. (3.25)

This holds in particular for 8(t, z,w) € Uaq of the form
Bt z,w) = aw)x(s,7(t)¢(2); t € [0,T]

for a fixed s € [0,T), where a is a bounded Fi-measurable random variable and ((z) € R is bounded and

deterministic. This gives
8H t,
l/ / 2) ¢(2)dtdz a] =0. (3.26)

Differentiating with respect to s, we get

E [ /R %C(z)dzd « oz} ~0. (3.27)

Since this holds for all bounded Fs-measurable o and all bounded deterministic ¢, we conclude that

E laH(t’Z) ]-"t] =0 for a.a., (t,2) € [0,7] x R.
ou
Hence SH(t
% =0 for a.a., (¢t,2) € [0,T] x R,

since all the coefficients in H (¢, z) are Fr-adapted. It follows that (i)=-(ii).
(ii) = (i). Assume that there exists u € U,q such that (3.21) holds. By reversing the argument, we
have that (3.27) holds and hence (3.26) is also true. Hence, we have that (3.25) holds for all 8(¢,z,w) =

O‘(W)X[S,T] (t)¢(z) € Uaq that is
H
// OH(2) o yardz x a| =0
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for some s € [0,T], some bounded F,-measurable random variable o and some bounded and deterministic
¢(2) € R. Hence the above equality holds for all linear combinations of such . Using the fact that all bounded
B € Uaq can be approximated pointwisely in (¢, z,w) by such linear combination, we obtain that (3.25) holds
for all bounded S € U,q. Therefore, by reversing the previous arguments in the remaining part of the proof, we
get that

gJ(u + s8) .= 0 for all bounded S € Uaq

and therefore (i) = (i). O

Remark 3.5. Example of systems not satisfying concavity assumption are regime switching systems; see for
example [16,18].

4. APPLICATION TO HEDGING AND PRICING FACTOR MODEL FOR COMMODITY

In this section, we apply the results and ideas developed in the previous sections to solve optimal investment
problem and pricing for convenience yield model with partial observations. The model is that of Section 2.
We consider the following partial observation market:

(Riskless asset) dSY(t) = S°(¢)r(t)dt, (4.1)
(observed spot price) dS(t) = (r(t) — Z(t)) S(t)dt + oS (t)dW(t), (4.2)
(unobserved yield) dZ(t) = k (0 — Z(t)) dt + pydW(t) + /1 — p2ydW(2). (4.3)

where W(t) = {W=(t),t € [0,T]} is a standard Brownian motion on ([27]:, {7t ieo.m 7}P’) independent

of Wt(t) and r(t) = {r(t),t € [0,T]} is the short rate assumed to be deterministic. Let u(t) be a portfolio
representing the amount of wealth invested in the risky asset at time ¢. Then the dynamics of the wealth
process is given by

AX (1) = (r)X(t) — Z()u(t)) dt + out)dW(t), X(0) = . (4.4)

A portfolio u is admissible if u € U,q as described in (2.11). The problem of the investor is to find 4@ € Uyg
such that

sup E [U (va“(T))} —E [U (XM(T))} (4.5)

UEUL
and
sup E[U (X””"”“(T) + H(ﬁ(T), B))] —E [U (Xw—P»ﬂ(T) + H(S(T), B))}, (4.6)
UEULq
where U(z) = —e~?* is the exponential utility, I7 is the contingent claim on the commodity price and B is the

basis risk. (4.5) (resp. (4.6)) represents the performance functional without contingent claim (respectively with
claim).

We know from Section 2 that the partial observation control problem for SDE (4.1)—(4.6) can be transformed
in a full observation control problem for SPDE. In this situation, we replace the process Z(t) by its unnormalized
conditional density ®(t,z) given F . Then again from Section 2 the equations for the dynamics of X, S and &
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are given by

dX(t) = (r(t)X(t) - (r(t) - ;&) u(t)) dt + u(t)odW (1), (4.7)

dS(t) =5(t) ( o?dt + odW (t )) (4.8)
{ V2D (t,2) — kdD(t,2) + k(0 — 2)P/(t, z)} dt
+

{r(t) _ %2 —z— py®'(t, 2)} dw ()

= L*(t, 2)dt + M*®(t, 2)dW (1), (4.9)

where ’ represent the derivative with respect to z and W is a Brownian motion.
Recall that the objective of the investor is: find @ € U,q such that

J(4) = sup J(u), (4.10)
UEULq
with
J(u) =E { /R U(XI’“(T))QS(T,z)dz} , or (4.11)
—R [/R /R U (X“pb’“(T) 1T (S(T), B(2) + 5)) o(T, z)dzdIF’B} . (4.12)

In the sequel, the performance functional (4.12) will be used in solving the optimisation problem (4.10)
and the solution to the utility maximisation without claim will follow by setting IT = 0 = p®. Let us observe
that in the controlled state system (4.7)—(4.9), only the process X depends on the control u. In addition, the
coefficients satisfy condition of existence and uniqueness of strong solutions of system (4.7)—(4.9). We wish to
apply Theorem 3.3 to solve the above control problem.

We start by writing down the Hamiltonian

02)“) p2 + ougs

N | =

o 1, i
H(t,Z,Z‘,S,b,’U,,(b, ¢/ap17QI7p27q2ap3aq3) = 5025]71 + (18] + (’I"Z‘ - (T -

+ (=k¢ + k(0 — 2)¢") ps + (r - %72 —z— mcb') qs, (4.13)

where the adjoint processes (p1(t, 2),q1(t, 2)), (p2(t, 2), q2(t, z)) and (ps(t, ), q3(t, z)) are given by

dpy(t, 2) = %a pi(t, 2) + oa(t, z)) At + qu(t, 2)dW (1)
27 i ] ) (4.14)
(T, 2) = / A5g (S(T),B(z) + b) e MXM+I(STD).B&+)) (T, 2)dP,
R
dpa(t, 2) = —rpa(t, 2)dt + ¢2(t, 2)dW (t)
pQ(T, Z) _ )\/ )\(X T)JrU( T),B(z)+ B))@(T Z)d]P)B7 (415)
R
and L &
dps(t, z) = —572%& + gs(t, 2)dW (t) (416)

ps(T, 2) = /ef)\(X(T)+H(S‘(T)7B(z)+B))dPB.
R
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The generators of the BSDEs (4.14) and (4.15) are linear in their arguments and thanks to [8, Proposition 2.2],
the final condition belongs to a Sobolev space. Hence, there exists a unique strong solution to the BSDE (4.14)
(resp. (4.15)) in an appropriate Banach space. Furthermore, the BSPDE (4.16) is classical and thus has a unique
strong solution; see for example [22].

Let 4 be candidate for an optimal control and let X , S, @ be the associated optimal processes with correspond-
ing solution p(t, z) = (p1(t, 2), P2(t, 2), P3(t, 2)), (¢, 2) = (41(¢, 2), G2(t, 2), G3(t, 2)) of the adjoint equations.

Since U and IT are concave and H is linear in its arguments, it follows that the first and second conditions
of Theorem 3.3 are satisfied. In the following, we use the first order condition of optimality to find an optimal
control.

Using the first order condition of optimality, we have

1
(r - 502) Pa(t, 2) = 0dalt, 2). (4.17)
Since the BSDE satisfied by (p,§) = (p2, g2) is linear, we try a solution of the form

_ % eftT r(s)ds & >
palt,2) = —e Ne© W (8,5(),B(t, ))))7 (4.18)

< nd o T (s s
where ¥ is a smooth function. For simplicity, we write S = S. Let X(t) = e~ AX @]t T iy oy using It6’s

formula, we have

dX(t) - _ )\e—)\f((t)eft,T T(s)dsd (X(t)eftT r(s)ds) + %)\26—/\X(t)eftT T(S)dsd<X(.)ef_T r(s)ds>t

T < I r(s)ds 2 T
= — Nl T dsg=AX (Bl 7 { (UZ - r(t)) u(t)dt + u(t)odW(t) — %)\eft T(S)dsu2(t)a2dt}
T ~ 2 T
= — el TGV x (1) { (((’2 - r(t)) u(t) — %)\eft 7'(s)dsu2(t)02> dt + u(t)odW(t)} . (4.19)

On the other hand, applying the It&’s formula to the two dimensional process (S, @), we have

d (G—M(t,su)@(t,z)))

1
= = e MW USOLEDAD (1, S(1), B(1, 2)) + NP ESOLEDAW (1, S(1), B, 7))

- )\e_’w(t’s(t)"p(t’z)){!Pt(t,S(t), (t,2))dt + g—g(t S(t), o(t, z))S(t)(%ant—i— adW(t))

2
b3 o (680,80, 2) S (D)t + 9o (1, S(0), D1, )L Bt =)

agp . 10%w . 9
8@5 —(t,S(t),P(t,2)) M @(t,z)dW(t)+§@(t,5(t),¢(t,z))(M D(t,z))°dt

foa'% .
+ 9gag (b S0 8t 2))oS()M @(t,z)dt}
+ %)\QQ*AW(t,S(t)@(tZ {gg(t S(t),d(t, 2))S(t)o + Zg(t,S(t)’@(t,z))M*Q(t’Z)} &

— = AeTAESD () ({%(t,S(t),qs( D)+ 5 o (4, S(0), B(1,2)S (1)
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+ %%(t, S(t),d(t,2))S%(t)o* + %@’ S(t),®(t,2))L*D(t, 2)
1 9%y . , 0w .
+ 5 gz (b S(0). Bt 2) M B(t,2))* + 5o (b, 5(1), D(t,2))o S ()M B¢, 2)
- %)\ <gi(t, S(t), ®(t, 2))S(t)o + g—g(t, S(t), ®(t, z)) M*d(t, z)) }dt
+ {‘g‘;(t, S(t),d(t,2))S(t)o + %(t, S(t), d(t, z)) M*d(t, z)} dW(t)) . (4.20)

Combining (4.19) and (4.20) and using product rule, we have

dpa(t, 2)

10¥

=X (t)Ae N (E5P) <{Wt(t, S(t),o(t,2)) + 5%(15, S(t), d(t, 2))S(t)o>

10w
2052
102w . )

(t,S(t), d(t, 2))S*(t)o* + g—g(t, S(t),d(t,2))L*D(t, 2)
0w
0P0S

(t,S(t),P(t,2))oS(t)M*P(t, z)

- %A (gi(t, S(t),8(t, 2))S(t)o + g—“;(t, S(t), B(t, 2)) M*(, z)) }dt

+ {gg(t, S(t), P(t,2))S(t)o + g—g(t, S(t),D(t, z)) M P(t, z)} dW(t)) (4.21)

e ESO):2(82)) ) I ()ds K (4 { <(202 — r(t)) u(t) — %)\eftT T(S)dsuz(t)c72> dt + u(t)adW(t)}

— A2eJi ()8 X (1) AT (LS(.2(L2) gy (1) {gg(t, S(t), d(t,z))So + g—g(t, S(t), D(t, z)) M* (¢, z)} dt.

From this, we get

10v

dp2(t, Z) = )\p2(t7 Z) [{Wt(tv S(t)a ¢(t7 Z)) + iﬁ(t’ S(t)v @(ta Z))S(t)0'2

1 0% YR’ 4 .
5w(t,S(t),ng(t,z))s (t)o? + %(t,S(t),gﬁ(t,z))L &(t,2)
162w . 02w

+ 5@(t,S(t),¢(t,z))(M D(t,2))? + 5585

2

— %)\ (‘;g(t, S(t),d(t, 2))S(t)o + g—g(t, S(t), D(t, z)) M*d(t, z))

ow ow .
55 (1 S(0). (1, 2)S0 + 52 (1, S(1), B(t,2)) M @(t,z))

(t,S(t), P(t,2))oS(t)M*P(t, z)

_ eftT T(S)dSAU(t)U (

+ el r(s)ds ((;oi — r(t)) u(t) — ;)\eftTT(s)dsu2(t)a2> }dt (4.22)

+ {?g(t, (1), B(t,2))S(0)0 + o (1, (1), (1, 2)) M D(1,2) + effr(s)dsu(t%f} dW(t)] ~
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Comparing (4.22) and (4.15), we get that ¥ must satisfy the following differential equation:

—A{wt<t,s<t>,¢<t,z>> b3 (1 S(0), #(1,2))S )0

10%w 2 ov .
5o (6,50, 9(1,2)) ()% + o (1, 5(0), B, ) LD, 2)

b3 080, D, M 2)) o

2 0P2
3 (550.50.9(0.2)500 + Sr (050,200, 2)2r°0.2)

(t,S(t),P(t,2))oS(t)M*P(t, z)

— el s\ (1) (gg(t, S(t),d(t, 2))So + g—l‘;(t, S(t), D(t, z)) M*d(t, z))

+ el r(e)ds <<;U2 - r(t)) u(t) — %)\eftT T(S)dsu2(t)02> } (4.23)

with )
![/(T7 S’7 @) = _X In ()\/GAH(S(T)’B(Z)+b)@(T7 Z)d]P)B>
R

and

o

n(t.2) = = alt, ) { G 0.5(0).9(0, )00 + G

s, o, z))M*@(@z)+effr<s>d5u<t>0}- (4.24)

Substituting (4.24) into (4.17), we get

(r(t) — %02) _ {gﬁ (t, S(), B(t, 2)S (D)o + g—g(t, (1), B(t, 2)) M B(1, 2) + eftTT(S)dsu(t)a} ,
a(t) =a(t, 2)

— e ST r()ds {1 (T(t) _— ) + ‘;g(t S(t), d(t, 2))S(t) + igg(t,S(t),é(uz))M*@(t,z)}. (4.25)

Hence the total value invested is the cost invested in the risky asset and another cost due to partial observation.

Remark 4.1. Assume that there is no claim, then

do(t) = do(t, z) =e~ Ji m()ds {012 <r(t) - "2) + 1 gz (t, ®(t, ))M*éﬁ(t,z)}. (4.26)

We have shown the following:

Theorem 4.2. The optimal portfolio 4 € A.q, to the partial observation utility maximisation control prob-
lem (2.1)—(2.9) (resp. (2.1)—(2.8)) is given by (4.25) (resp. (4.26)).

Assume that the interest rate is constant. The terminal wealth with initial value x can be expressed as

T T
X7(T) = ze'T — / (™= (7" _ 302) w(t)dt + / T (1)od W (1) (4.27)
0 0
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and the wealth with initial value z — p® is given by

T T
1
X:z:*pb (T) — 2T _ pberT o /O er(T—1) <,r, o 20,2> u(t)dt +/0 er(Tft)u(t)o,d”r(t). (428)

Since the wealth process is the only process depending on the control in the utility maximisation prob-
lems (2.8)—(2.9), we have the following result for the utility indifference price.

Theorem 4.3. Assume that the interest rate is constant. The price indifference p® for the buyer of the claim

I = H(S’(t),B(z) + B) is given by

efrT
Pt =— In

A
E [/R/Repr (/OT o (T—1) (r — ;g2> Qo (t)dt — /OT er(TtmO(t)adW(t)) o(T, z)dzdIP’B]
/R/]Rexp)\ (/OT or(T=1) (r — 302) a(t)dt — /OT e”(Tt)zl(t)adW(t)> e MIG(T, z)dzdPB]

where & and Gg are given by (4.25) and (4.26) respectively.

X . (4.29)
E

5. CONCLUSION

In this paper, we have derived a sufficient and equivalent stochastic maximum principle for an optimal
control problem for partially observed systems. The existence of correlated noise between the control and
the observations systems lead to a degenerated Zakai equation and hence the need of results on existence of
unique strong solutions of such equations. Based on the existence results, we are able to give a sufficient and
equivalent “strong” maximum principle. The results obtained are then applied to study a hedging and pricing
problem for partially observed convenience yield model. The coefficients of the controlled and observation
processes studied in this paper are time independent and it will be of great interest to consider time dependent
coefficients due to seasonality factors. Furthermore, dependence of jumps of the commodity price has recently
been studied, hence extension to systems with jumps is necessary and will be the object of future research. Using
a more general system could also lead to optimal control depending on adjoint equations and hence the need of
numerical implementation of BSPDE with jumps to find values of the optimal portfolio and utility indifference
price when the parameters are known.
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