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MAXIMUM PRINCIPLES FOR OPTIMAL CONTROL OF
FORWARD-BACKWARD STOCHASTIC DIFFERENTIAL
EQUATIONS WITH JUMPS*
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Abstract. We present various versions of the maximum principle for optimal control of forward-
backward stochastic differential equations (SDE) with jumps. Our study is motivated by risk min-
imization via g-expectations. We first prove a general sufficient maximum principle for optimal
control with partial information of a stochastic system consisting of a forward and a backward SDE
driven by Lévy processes. We then present a Malliavin calculus approach which allows us to handle
non—-Markovian systems. Finally, we give examples of applications.
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1. Introduction and motivation example. The purpose of this paper is to
discuss solution methods of the maximum principle type for the optimal control of
systems of forward-backward stochastic differential equations driven by Lévy pro-
cesses. One of the motivations of this study is the problem of finding risk minimizing
portfolios in finance, where the risk is represented in terms of g-expectations. We now
explain this in more detail.

Let n(t) = n(t,w); t > 0, w € Q be a Lévy process on a filtered probability space
(Q, F,{Fi}it>0, P). Let F be a family of Fr-measurable random variables F' : Q@ — R,
where T > 0 is a fixed constant. We interpret F' € F as a financial position of a trader
in a financial market driven by the Lévy process 7(t).

For simplicity we assume that

E[n?(t)] < o0 for all ¢ > 0.

This implies that 7n(t) has the representation

(1.1) n(t) =at+bB(t)+/Ot/R zN(ds,dz); >0,

where a, b are constants, B(t) is an F;-Brownian motion, Ry = R\ {0} and

N(dt,dz) = N(dt,dz) — v(dz)dt

is the compensation of the jump measure N(-,-) of n(-), v being the Lévy measure of

n(-).
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We refer, for example, to @ksendal and Sulem [(JS2] and Applebaum [A], for
more information about the stochastic control and calculus of processes driven by
Lévy processes.

Let R denote the set of all functions k : Rg — R. In the following we fix a convez
function

g:RxR xR —R,

and we consider the backward stochastic differential equation (BSDE)

)  [IXO=—oXO.Y QKDY OaB6) + | K, )N (dt, d=)
. Ro
X(T)=F

in the three unknown Fi-predictable processes X (¢),Y (), and K(t,z). We assume
that this equation has a unique solution, which we denote by (X[ (¢), Y[ (t), K} (t, 2)).
BSDEs of this form are related to the concept of convex risk measures, described as
follows.

Risk measures. Let F = LP(Fp,P) (p € [1,00]) represent the family of all fi-
nancial standings at time T. A convex risk measure is a map

p:F—=R

satisfying the following conditions:
(1.3) (convexity) p(AF+(1-XN)G) < Ap(F)+(1-X)p(G) for all F,GeF, Ae (0,1);
(1.4) (monotonicity) F <G = p(GQ) < p(F); F,G €F.
(see, e.g., Frittelli and Rosazza—Gianin [FR1], Féllmer and Schied [FS], and Biagini
and Frittelli [BF]).

Intuitively, p(F') may be interpreted as the amount the agent has to hold to cancel
the risk associated with his risky position F, that is, p(F + p(F)) =0 (see [BE]).

There are several useful representations of convex risk measures. One of them is
the following.

THEOREM 1.1 (Frittelli and Rosazza—Gianin [FR1], Féllmer and Schied [FS]).
Every convex risk measure, p : F — R, which also satisfies the translation invariance

property

(1.5) p(F+a)=pF)—a;VFeF, aecR

is of the form

(1.6) p(F) = sup{Eq[—F] - ¢(Q)}; F €F
QeP

for some family P of probability measures absolutely continuous with respect to P and
some convez “penalty” function ¢ : P — R.

For example, if P is the set of all probability measures, Q < P, and ( is the
relative entropy

(1.7 (@ =r|3n (5] -Her.

then

(1.8) p(F) = sup {Eq[-F] - H(Q, P)}
QLP

is called the entropic risk measure.
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If one uses the representation (1.6) for the convex risk measure and wants to
find the portfolio that minimizes the risk of the corresponding terminal wealth, one
arrives at a stochastic differential game. This approach has been studied recently by
Mataramvura and @ksendal [M@]. A corresponding risk indifference pricing method
is studied in @ksendal and Sulem [@S1].

In this project we study the risk minimization problem by using another represen-
tation of the convex risk measure, namely the representation in terms of g-expectations
(see, e.g., Peng [P], Rosazza—Gianin [R]).

DEFINITION 1.2. The risk p(F') = pg(F') (associated with the convex function g)
of a financial position F € F is defined by
(1.9) p(F) =& [-F]:= X;7(0) € R,
where Xg_F(O) is the value at t = 0 of the solution X(t) of the BSDE (1.2) with
terminal value —F.

Remark 1.3. The number X ¥ (0) = £,(—F) is called the g-expectation of —F. In
the Brownian motion case this concept has been studied extensively in the literature.
See, e.g., Peng [P] or Frittelli and Rosazza—Gianin [FR1] for more information about
g-expectations and their relation to convex risk measures. In this paper we extend
this concept to the Lévy process case, and we use it to study risk minimization in
financial markets.

Remark 1.4. One can show that since g is convex, the function p, : F — R is
indeed a convex risk measure. The function g may be regarded as a measure of risk
aversion. For example, one can show that (see Coquet et al [CHMP])

9<G= py(F) < py(F): FEF.
If the function g does not depend on z, i.e., if

g($7y7 k) = g(ya k)a

then py also satisfies the translation property (1.5) and then g is related to the penalty
function ¢ in the representation (1.6). For example, if we choose v = 0 and

1
g(z,y, k) = §y2 ; x €R,
then

pg(F) = Eg[-F] = Sir;{EQ[—F] - H(Q, P)}

coincides with the entropic risk measure. See Barrieu and El Karoui [BE] for more
information.

Risk minimizing portfolios. Suppose we have a financial market with the following
two investment possibilities:

(1.10) A risk-free asset, with unit price So(t) =1 for all ¢t € [0, T].

(1.11) A risky asset, with unit price S(t) at time ¢ given by

ds(t) :S(t*)[a(t)dt—i—ﬁ(t)dB(t)—i— i o(t, 2)N(dt,dz)|;  S(0) >0,
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where «(t), (t) and 0(t, z) are Fe-predictable processes such that 6(t,z) > —1+ ¢ for

some € > 0 and
T
/0 {|a<t>| LB+

Suppose we are given a subfiltration

92(t,z)u(dz)} dt <oo as.
Ro

8t Q ./—"t for all ¢ S [0, T]

representing the information available to the trader at time ¢. This means that the
portfolio w(t) of the trader, representing the fraction of the total wealth invested in
the risky asset at ¢, is required to be &-predictable. The wealth process A(t) = Ax(?)
corresponding to the portfolio 7(¢) is given by

(1.12) dA(t) = A(t™)m(?) [O‘(f)dt +B(t)dB(t) + 5 0(t, z)N (dt, dz)}

A(0) =a > 0.

We say that the portfolio 7 (t) is admissible and write 7 € Ag if 7 is &-predictable
and

T
/0 {|a(t)7r(t)| + 72 ()52 (t) +72(t) | 03¢, z)u(dz)} dt < oo as.

Ro

The risk minimizing portfolio problem is to find the portfolio 7* € Ag which minimizes
the risk of the terminal wealth, i.e.,

(1.13) it py(A(T)) = py(Are (T).

In view of (1.9), this is equivalent to

(1.14) Jnf X, AD(0) = x4 D(0),

where X;A”(T)(t) = X(t) is given by (1.2) with F = —A,(T). This is an example
of a partial information stochastic control problem of a system of forward-backward
stochastic differential equations (FBSDEs) (1.12)~(1.2), driven by Lévy processes.

In section 2 we study the general partial information optimal control problem for
FBSDEs, and we prove a partial information sufficient maximum principle for such
problems. In section 3 we prove a partial information necessary maximum princi-
ple. More precisely, we prove the equivalence between being a critical point for the
performance functional of a partial information FBSDE problem and being a condi-
tional critical point for the associated Hamiltonian. A drawback of the methods of
the previous sections is the assumption of the existence of solutions of the BSDEs of
the adjoint processes. In section 4 we present a method based on Malliavin calculus,
where this assumption is not needed. Moreover, this approach allows us to handle
non—Markovian systems. Finally, in section 5 we apply our general results to the risk
minimization problem mentioned in the introduction, and we find explicit expressions
for the minimal risk in special cases.
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2. A maximum principle for optimal control of forward-backward
SDEs. In this section we present a general sufficient maximum principle for opti-
mal control with partial information of a stochastic system consisting of a forward
and a backward SDE driven by Léuvy processes. Such a maximum principle is also
studied by Bahlali [B] and Shi and Wu [SW] in the complete information case (and
[B] with the Brownian motion case only), and their proofs differ from ours. Related
earlier results are Framstad, QOksendal, and Sulem [F@S] (maximum principle for (for-
ward) jump diffusions), Baghery and @ksendal [BQ] (partial information case (2007)),
and Meyer—Brandis, @ksendal, and Zhou [M@Z] (partial information, non—Markovian
system, Malliavin calculus for Lévy processes). See also [PW].

For simplicity we present the one-dimensional case only. Suppose the state
(A(t), X (t)) of our system is described by the following coupled forward-backward
system of SDEs.

Forward system in the controlled process A(t):
dA(t) = b(t, A(t), u(t))dt + o(t, A(t), u(t))dB(t)

(2.1) + [ At A, a0, V@t do): e 0.7)
Ro
A(0) =a €eR.

Backward system in the unknown processes X (t), Y (¢), K (¢, 2):
dX(t) = —g(t, A(t), X(¢),Y (t),u(t))dt + Y (t)dB(t)

(2.2) +/ K(t,z)N(dt,dz); t€]0,T]
X(T) :RCOA(T), where ¢ € R\{0} is a given constant.
Suppose in addition that we are given a subfiltration
& C Fy t€0,7]

representing the information available to the controller at time ¢. For example, we
could have

& = Fi—s)+ (6 > 0 constant)

meaning that the controller gets a delayed information flow compared to F;.

Let Ag denote a given family of controls, contained in the set of &-predictable
controls u(-) such that the system (2.1)—(2.2) has a unique strong solution. If u € Ag
we call u an admissible control. Let U € R be a given convex set such that u(t) € U
for all t € [0,T] a.s., for all u € Ag.

Suppose we are given a performance functional of the form

T
(2.3) Ju)=FE /0 flt, A), X (1), Y (t), K(t,-),u(t))dt

+h1(X(0)) + ha(A(T)) |5 u€ As,

where E denotes expectation with respect to P and f, hy, hy are given functions such
that

T
E /O (8, A), X(8), Y (1), K (¢, ), u(t)|dt + [h1 (X (0))] + [h2(A(T))]| < oc.
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The problem we consider is the following.
Problem 2.1 (Partial information optimal control of forward-backward SDEs).
Find ®¢ € R and u* € Ag¢ such that

(2.4) O = sup J(u) = J(u").
ucAg

The Hamiltonian
H:0,T]xRxRxRxL*v) xUxRxRxRxL*v) - R
is defined by
(2.5) H(t,a,z,y,k,u, \,p,q,7(.))
= f(t,a,z,y, k,u) + g(t,a,z,y, u)\ + b(t,a,u)p

—I—U(t,a,u)q—i—/R v(t,a,u, 2)r(z)v(dz).

We assume that H is Frechet differentiable (C!) in the variables a, z,y, k (see Remark
2.2 below). To this problem we associate a pair of forward-backward SDEs in the
adjoint processes \(t), (p(t), q(t),r(t,-)) as follows.

Forward system in the unknown process A(t):

2.6
( di(t) = %—Z(t,A(t),X(t),Y(t),K(t, (), M), p(b), g(), r(t, )dt
+%—I;(taA(t),X(t)7Y(t),K(t,-),u(t),,\(t),p(t),q(t),r(t,.))dB(t)
+ [ VRH AW X0, Y (1) K(t)u0). M), p(0). a(0) (8 )N (dt. d2)
0= (X)) (= T O))

Backward system in the unknown processes p(t), q(t), (¢, -):

dp(t) = _%_Ij(tv A(t)v X(t)v Y(t)v K(tv ')v /\(t)vp(t)a q(t)v T(tv ))dt
(2.7) +q(t)dB(t) + / r(t, 2)N(dt,dz); te0,T]
R

p(T) = eMT) + hy(A(T)).

Remark 2.2. Let V be an open subset of a Banach space x and let F': V' — R.
(i) We say that F has a directional derivative (or Gateaux derivative) at x € V in
the direction y € y if

DyF(z) := lim 1(F(gc +ey) — F(x)) exists.

e—0 €

(ii) We say that F'is Fréchet differentiable at x € V if there exists a linear map

L:x—R
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such that

lim —— HhH |F(x+h)— F(z) — L(h)| =0.

hex

In this case we call L the Fréchet derivative of F at x, and we write

L=V_,F.
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(iii) If F is Fréchet differentiable, then F has a directional derivative in all directions

y € x and

D,F(z) = V. F(y).

THEOREM 2.3 (Sufficient conditional maximum principle). Let @ € Ag with cor-
responding solutions A(t), X (t),Y (t), K(t, z), A\(t),p(t),{(t), and 7(t,z) of equations

(2.1), (2.2), (2.6), and (2.7). Suppose that

(Concavity) The functions x — h;(z) ; i = 1,2 and

(a,z,y, k,u) = H(t a,,y, k,u, A(t), p(t), 4(¢), #(t, -))
(2.8) are concave for all t € [0,T).

(The conditional maximum principle)

rglea(;cE[H(t,A(b‘),X(t%?(t%K(ta-)7075\(0715(75),61() Pt ) | &
(2.9) = BH(t, A(t), X(¢), Y (1), K(¢,-), a(t), A1), 5(¢), 4(1), 7(¢,-)) | €.

Moreover, suppose that for all u € Ag the following growth conditions hold:

) ]
(2.10) l/ X2( {( )) +/R |Vkﬁ(t,z)||2y(dz)}dt

(2.11) E

/OT At)? {y2(t) + s K2(t,z)1/(dz)} i@t

/OT A%(t) {dz(t) + /R A(t, 2)21/(dz)} dt—

(2.12) E

(2.13) E

< 0

/OTﬁ(t)2 {gz(t) +/RO ,yz(t,z)y(dz)}dt] < o0,

where A(t), X (t),Y (t), K(t, z) are the solutions of (2.1), (2.2) corresponding to u, and

we are using the notation

oH d
— (7
) -
and similarly with Vi H(t, z).
Then 4(t) is an optimal control for Problem 2.1, i.e.,

J() = sup J(u).
uEAg

dy (t A( ) ( ) va(tv '),fb(t), ;\(t)vﬁ(t)vtﬂt)v":(tv ))U:Y(t)



2952 BERNT OKSENDAL AND AGNES SULEM

Proof. Choose u € A with corresponding solutions A(t), X (t),Y (¢), K(t,"),
A(t),p(t),q(t), r(t,-). In the following we write (see (2.5))

H(t) = H(t, A(t), X (), V(£), K (t.), a(t), A®), (1), 4(2), /(8. )
= F(tAW®), X0,V (0), K(t,-),a(t) + g(t, A1), X (1), Y (1), a(t)A(D)

+ b(t, A(t), a(®)p(t) + ot A, a(D)a(t) + | At Alt), a(t), 2)7 (¢, 2)v(dz)
H(t) = H(t, A(t), X (), Y (t), K (£, ), ut), A(), (0), 4(¢),

= F(tAW®), X (1), Y (6), K (L), ult) + g(t, A(t), X (1), Y (£), u(t)) A1)
+memmmm+dmﬂ><mm+47wmmmmamzww>

and similarly f(t) = f(t, A(t), X (¢),Y (t), K(t,-), a(t));
K(t,),u(t)) ..., etc. Then

=
s
—~
~
=
|
s
—~
~
b
—~
~
=
Ja
~
=
~
—~
~
=

(2.14) J(@) — J(u) = 1) + I,

where

T ~
(2.15) L=FE /0 {f(t) - f(t)} dt}
and
(2.16) Iy = B [ (X(0)) = (X (0)) + ha(A(T)) ~ ha(A(T))]

By the definition of H we have

T
h:EEA{ﬁW—HW—@W—MmMU
— (b(t) — b)A(E) — ((8) — o (1))

(2.17) —/R (¢, z) — ’y(t,z))f(t,z)l/(dz)} dt] .

Since hi is concave, we have
(2.18)  hi(X(0)) — ha(X(0)) > (X(0) — X(0))h1 (X (0)) = (X(0) — X(0))A(0).
Since hso is concave, we have

(2.19) ha(A(T)) = ha(A(T)) = (A(T) — A(T))hy(A(T)).
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By the It6 formula and (2.2) and (2.7) we get
B (X0~ X(O0)AO)] = B |[(X(T) - X(T)AT)]

)

TA . TA .
/(Xm—xmmxwa/A@axm—Xm>
0 0

T

o
%—H(t)o?(t) _ V()i + / V(L) (R (1 2) — Kt z))y(dz)dt]
0 Y 0 JRo

= B[(A(T) = A(D))(5(T) — Wy(A(T)))]

T oH <
- B /O {(X(t) - X(t))%(t) = A)(9(t) —g(t))
OH . R R
+8—y(t)(Y(t) —Y () + A ViH(t, 2)(K(t, 2) — K(t, z))l/(dz)} dt

T T .
/ (A@t) — A(1))dp(t) +/ P()d(A(t) — A(t))
0 0

T T
—|—/0 (6(t) — o(t)d(t)de —I—/O /Ro (A(t, z) — (¢, 2))7(t, 2)v(dz)dt
T .
- {dﬂ)—xa»%g@w—xw@m—@@»

+(Y(t) - Y(t))a—y(t) + i ViH(t, 2)(K(t,2) — K(t, z))l/(dz)} dt]

— B [(A(T) - A(T)Ry(A(T)] .

T
=E /O {(E(t) —b(0)p(t) + (6(t) — a(t))q(t)

<+Agwaa—wwwﬁ@¢wwa—@aw_A@»EE@

oit

—(X(1) - X(1) 5 () T A)(§(t) — g(t)
—(Y(t) — Y(t))%—f;[(t) - /. ViH(t, 2)(K(t,2)) — K(t, z))l/(dz)} dt}
(2.20) — B [(A(T) - A(T)Re(A(T))] .

Combining (2.14)—(2.20) we get

J(@) = J(u) =1 + I
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~(Y(t) - Y (1))

T
/E
0
OH

(2.21)  —(Y(t) ~ Y(b‘))a—y(t) -

%—H(t) — ViH(t,2)(K(t, 2) — K(t, z))l/(dz)} dt]
Yy Ro
. o0H A OH

=5 {H(t) ~ HH) ~ (A(1) = AW®) 5 (1) — (X)) = X(0) 5 ()

ViH(t, 2)(K(t, z) — K(t,z))u(dz)} | 5}] dt} :

Ro
Since the function

(a, 2, y, kyu) — H(t,a,z,y, k,u, Nt), (), 4(t), 7(t, )
is concave, we have

oH .

ﬁ(t) —H(t) > —a(t)(/i(t) —A(t)) + %(t)(X(t) —X(t)
=S - v+ [ V&) - K
(2.22) + %—Z(t)(ﬂ(t) —u(t)).

Since u = 4(t) maximizes

u— E[H(ta A(t)v X(t)a Y(t)v f((tv ')v U, )‘(t)aﬁ(t)v (j(t)v f(tv )) | Et]a

we deduce that

%E[H(t,fl(t),f((t),f’(t),f((t, SR
), (1), (), 7(t, ) | Etumage (@(t) — u(t)) >0,
ie.,
(2.23) E %—Z(t)(ﬁ(t)—u(t)) | & >0.

Combining this with (2.21) and (2.22) we conclude that
J(0) — J(u) > 0.

Since this holds for all u € Ag, @ is optimal. 0O

3. A partial information equivalence principle for forward-backward
SDEs. A drawback with the result in the previous section is that in many applications
the concavity condition may not hold. In this section, we prove a version of the
maximum principle which does not need this assumption. Instead, we assume the

following:

(A1) For all s € [0,7) and all bounded &s;-measurable random variables 6(w) the

control B defined by
Bs(t) = 0(w)x(s,m(t) 5 t € 10,T]

isin Ag.
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(A2) For all u, 8 € Ag where § is bounded there exists § > 0 such that the control

u(t) +yB(t); t €[0,T]

belongs to Ag for all y € (=4, 9).
THEOREM 3.1 (Partial information equivalence principle).
Suppose v € Ag with corresponding solutions A(t), X(t), Y(t), K(t, z), A1),
p(t), q(t), and r(t,z) of (2.1), (2.2), (2.6), and (2.7). Assume that (2.10)-(2.13)
hold. Then the following are equivalent:

(i) diJ(u +yB) ly=0=0 for all bounded § € Ag.

(11) E 88 (t A( ) ( )vY(t)vK(tv -),u,)\(t),p(t),q(t),r(t, ))u:u(t) | & =0

Proof. Define
d
d Au+y5( ) |y:0
d
f(t) d u+y,6’(t) |y:0
d
= - Virusl®) Lo
d
C(t,z) = d_yKquy,@(taZ) |y:0 :

Note that
d
a(0) = d_yAu+y/3(0) |y:0: 0
and
d 1d 1
o(T) = d_yAu+yﬁ(T) |y:0— _d_Xu+y5(T) |y:0: Ef(T)

With this notation we have,

8—2@) 21, A1), u(t) et
(6= { Saltatt) + 50500 | a
{Z— Z—(tw(t)} aB(t)
(3.1) +/ {8—7( z)a(tH%(t,z)ﬂ()}N(dt dz),

de(0) = { ~52(0alt) - S100E0) - F om0 ~ 52050 o

(3.2) +n(t)dB(t) + g(t 2N (dt, dz).
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Assume that (i) holds. Then

d
0=g,/(+uB)ly=o

=B

[ 8 watr + 2w + o + vre i) + Lo ) a

(3.3)
+ R4 (X(0))E(0) + ho(A(T))e(T)] -

By the It formula,
E[h} (X (0))€(0)] = E[A(0)£(0)]

T T
AT)E(T) - / A(t)de(t) — / £(t)dA(t)
T

T
8—H(t)n(t)dt—/o A VkH(t,z)C(t,z)u(dz)dt]

=F

T
— 50 - [0 {-Fwat - e

T
- S om(®) - %(t)ﬂ(t)}dt— / €0 g (0

T T
- / o0 2L yar / VeH(E, 2)C() z)z/(dz)dt].
0 0 Ro

Similarly, by (2.7),
E[R,(A(T))a(T)] = E[(p(T) — eX(T))ex(T))]
= Elp(T)a(T)] = EINT)S(T))]

(3-5) — ENT)E(T)].
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Combining (3.3), (3.4), and (3.5) we get

/O ’ {%(t)a(t) + %(t)f(t) + g—z(ﬂn(ﬂ

+ Vi f(t, 2)C(t, z)v(dz) + %(t)ﬁ(t)

Ro
200 (Fa00) + 2060 + Sh0mto) + S50 )

0=F

#010) (Gol0a) + 52050)) - G 0alt)

+alt) (Goat) + 5 0500
+ /R r(t, 2) <%(t,z)a(b‘) + %(t,z)ﬁ(t)) V(dz)} dt] .

Collecting the terms with «(t), &(t), n(t), ((t,2), and B(t), the above can be
written

T
[0+ Swn + Seon + 22 0aw

+ (5w + S - Go ) e
of  dg OH
(G + Sann -5 w) a0
+ / (Vif(t,z) = VeH(t, 2))((t, 2)v(dz)
Ro
+ (5w + S + Seow + 520at)
(3.6) + A %(t, z)r(t,z)u(dz)) ﬁ(t)} dt] =0.

By the definition of H the coefficients of «(t), £(t), n(t), and ((t) are all 0, and
we conclude that

T om

(3.7) 2l 5

(t)ﬁ(t)dt] =0; p € Ag bounded.

In particular, this holds for all 8 € Ag of the form
(38) ﬁ(t) = Bs(tvw) = e(w)X[s,T] (t) ;te [OaT]

for a fixed s € [0,T"), where 8(w) is a bounded &s;-measurable random variable.
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5| [ S ona] -

Differentiating with respect to s we arrive at

E P—H(s)e] = 0.

This gives

ou
Since this holds for all bounded &;-measurable random variables 0, we conclude that
oOH
. E
(3.9 Giele] o

This proves that (i) = (ii).

Conversely, since every bounded 8 € Ag can be approximated by linear combi-
nations of controls 8, of the form (3.8), we can prove that (ii) = (i) by reversing the
above argument. d

4. A Malliavin calculus approach. A major difficulty with the maximum
principle formulations in sections 2 and 3 is that they involve the adjoint processes
p(t), q(t), and r(t, z). They are defined in terms of BSDEs, which are usually hard to
solve. In this section we propose a new approach based on Malliavin calculus. With
this approach the adjoint processes above are replaced by processes p(t), ¢(t), and
7(t, z), which are given directly in terms of the parameters and state of the system,
not by BSDEs. Moreover, this approach allows us to handle non-Markovian systems.
Our method is an adaptation of the method in [M@Z] to our setting of stochastic
control of forward-backward SDEs.

We keep the setup and notation in (2.1)-(2.4) above, except that now we allow
the coefficients to be non—-Markovian, i.e., we have

b(t, A(t), u(t)) = b(t, A(t), u(t),w),
a(t, A(t), u(t)) = o(t, A(t), u(t), w),
Yt At), ult), 2) = (t At), ult), 2,w),
g(t, AQ), X (1), Y (1), u(t)) = g(t, A(t), X (1), Y (1), u(t), w),
F@tA), X (@), Y (1), K(t, ), u(t)) = f(£, AQt), X(2), Y (1), K(2,-), u(t),w)

and
ha(A(T)) = ha(A(T), w),

where w — b(¢, a,u,w) is Fy-measurable for each constant a,w, and similarly with o,
v, g, and f.

In the following, D, F' denotes the Malliavin derivative with respect to B(-) (at t)
of a given (Malliavin differentiable) random variable F' = F(w); w € Q. Similarly,
D; . F denotes the Malliavin derivative with respect to N(-,-) (att,z)of F. We let D o
denote the set of all random variables which are Malliavin differentiable with respect
to both B(:) and N(-,-). We will use the following duality formulae for Malliavin

derivatives

T T

(4.1) E F/ w(s)dB(s)| = E / w(s)DsFds
0 0
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T } T
(42) E F/0 A U(s,z)N(ds,dz)| = E /0 A Y(s,z)Ds . Fr(dz)ds| ,

valid for all Malliavin differentiable F' and F;-predictable processes ¢ and 1 such
that the integrals on the right converge absolutely. We also need the following basic
properties of Malliavin derivatives.

If F' € Dy is F,- measurable, then

(4.3) DiF =D; F=0forallt>s

(Fundamental theorems)

T T
(4.4) Dy </O w(S)dB(8)> =/O Dyp(s)dB(s) + ¢(t)

T ~ T R
(4.5) Dy, </0 A w(s,y)N(ds,dy)> :/0 A Dy (s, y)N(ds,dy) +¢(t, 2),

provided that all terms involved are well defined. We refer to [D@P] for more infor-
mation about the Malliavin calculus for Lévy processes and its applications.
We now define modified adjoint processes p(t), ¢(t), 7(t, z), A(t) as follows:

T
(4.6) p(t) = k(t) + t %(S)G(t,s)ds
(4.7) q(t) = Dep(2)
(4.8) 7(t,z) = Dy.p(t),
with
/ 5 Tof
(4.9) K(t) = ho(A(T)) 4 eA(T) + t %(s)ds

Hy(s,a,z,u) = k(s)b(s,a,u) + Dsk(s)o(s,a,u)

(4.10) + . Dy .k(s)Y(s, a,u, 2)v(dz) + g(s, a, z, u)A(s).

Above and in the following, we wuse the shorthand notation Hy(s) =
HO(Sv A(S)v X(S),Z,L(S))
The process A(t) is given by the similar (forward) equation as in (2.6) but with
p,q,r replaced by p, g, 7
(4.11)
- OH v - - -
0H SN N gy =

[ T A@L XY (0K (0, 0(0). 50, 50.3(0).7(¢.2),2) V(. )
te0,7]

M0) = hi(X(0)),
with the Hamiltonian H defined in (2.5).
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We can now state and prove the main result of this section. We first introduce
the notation:

G(t,s) = exp </ts{%(r) —% (%(T))Z}dr—i—/ts%(r)dB(T)
i i (1 ; %7«,2)) N(dr, dz)
w200 - B i

(4.13) F(T) := h(A(T) —I—c)\( )
(4.14) a(t,5) = 20 (5)G(1 ).

THEOREM 4.1. Let u € A, with corresponding solutions A(t), X (t),Y (1), K(t, 2),

and A(t) of (2.1), (2.2), and (4.11). Assume that the random variables F(T), %(t),
and ®(t,s) belong to Dy o for all0 <t < s <T and that

| [ o) o+ (50)

LG Z))zz<s>+ (22000) Yot} ] <
el [ [ {(ps(—@)))ﬂfﬂ% (DS,Z%@)))QV@@}M}<OO
p|[ [ {ime AO<DT,Z@<t,s>>2u<dz>}drds]<oo.

Then the following are equivalent:

(i) di:lyJ(u +yB) ly=0=0 for all bounded 8 € Ag.

(11) E [%H(tv A(t) X(t)a Y(t)v K(tv ')v u, S‘(t)aﬁ(t)v (j(t)v F(tv z))u:u(t) | 5t:| =0
for a.a. (t,w) €[0,T] x Q.
Proof. (i) = (ii): Assume that (i) holds. Then, as in (3.3),

d
0=g,7(+uB)ly=o

(4.15)

_ of of of
=& | [ {00+ Lwew+ Lomo + [ viscema)

Ro

(4.16) +%(t)ﬂ(t)}dt+h’1(X(0))§(0)+ (WS (A(T)) + eA(T) — eX(T))e(T) | .

By (3.1) and the duality formulae (4.1), (4.2) we have, with F(T') defined in (4.13),
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N /R {%(f, 2alt) + %(t, z)ﬂ(t)} N(dt, dz))

=& | [ {ro [0+ Rwsw] + e [Fwa + S wa0]

(417)  + /R 0 Dy . F(T) [%(t,z)a@s) + %(f,z)ﬁ(t)} V(dz)} dt} .

Similarly we have, using the Fubini theorem,
tof

0 3@
Tof L b

oo ([ {6+ 5rwse |

L (0o do
{%(s)a(s) + %(5)5(5)} dB(s)

E

(t)oz(t)dt]

{ s tae +
[ (/] {5
+ D; (g—z(t))

+ [ Do (o) [Fhs 210+ Ghs 20300 i) s ) o
/OT { ( ST %(t)dt)
. ( / " b, (520 dr) | Gotora + G500

v/ ( / "p.. (%u)) dt) ?( Sas) + LG, zw(s)] u(dz>} ds] .

Changing the notation s <+ ¢, this becomes

/OT {( tT %(S)ds> :%(t)a(t) + %(t)g@]
+ (/tT D, <%(S)) ds) [%(t)a(t) + %(t)ﬁ(t)}

ww ([ (B) ) [Fhernrs S2am0] van fa.

SL(s.03(0) | N(as.d2)) |

o, b
Sasa's) + 51300

=F

|
[+ st

5 (B)als) + 5-(5)8(s)

=F
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Combining (4.17) and (4.18) and using (4.9) we get

E

[ {8 o)+ Zws i+ meamya

K(t) | o~ (H)a(t) + == (t)5(1)
§ ol ZZ |
+ Dyk(t) [% }

dy

+ Dt,zm[%(t,z) () + 510,218 + T 60 |

Ro ou
(4.19) — E[XN(T)&(T)) using that ca(T) = &(T).

=F

Then by the It6 formula and (4.11),

E[R}(X(0))£(0)] = E[A(0)£(0)]
/)\ )dE(t) /5 d)\

| 8—y(t)n(t)dt - /0 s Vi H(t,2)((t, z)l/(dz)dt]

=F

T
sem) - [ a0 {2 wat - e

—g—gw - @uww} dat - / e 2T
T
_/0 n(0)%, dt—/ | V(2 (dz)dt]

Now

OH _ of . g, -
%(t) = %( ) %( )A
OH . Of .
8_y(t) 3y ==(t) + A
VkH(t, Z) = ka(t, Z)

Hence, the above simplifies to
Bl (X(0)6(0)] = BAT)E(T)
w [ {30 [Zarato + Zarsw] - 2ioew - L omo

(4.20) — | Vif(t, 2)C(t, z)u(dz)} dt] .
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Combining (4.16), (4.19), and (4.20) we get

0= LI+ yB) lyeo

dy
T
= 5| [ {x0| G 0at + SL50)] + Do) | T 000 + G 0500
0y 0y af
+ [ Ducwte) gLt 2hale) + Gt 22500 vl + S

+A(t) [%(i)a(t) + %(i)ﬁ(t)} }dt]
do

/OT { [n(t)%(t) + thi(t)%(t)

50+ 3032 0)] s ar

This holds for all 8 € Ag. In particular, if we apply this to
Bo = Bo(s) = 0(w)X(t,e+n(5),
where 6(w) is &-measurable and 0 <t <t+h < T, we get, by (3.1),
a:a(ﬁs)(s):0f0r0§s§t

and (4.21) can be written

(4.22) Li(h) + La(h) = 0,
where
= ! KJS%S K ao HS@SZV z
120 = 2 | [ {50520+ D0 520+ [ Duc) Zh st
(4.23) —l—)\(s)%(s)} (s)ds]
and
_ e % /4;58—0-5 KJS@SZVZ
o) = £ [0 [ {0 5200) + D) 5200+ [ Donls) 5 s 2wtd)
@21) 9 A s )}ds] .
Note that with a(s) = a(#)(s) we have, for s >t + h,

(4.25) da(s) = a(s™ ){22( )ds + g—”( )dB(s)+/R %(S,Z)N(ds,dz)}.
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Hence, by the Ito formula

(4.26) a(s) =at+h)G(t+h,s); s>t+h,
where G is defined in (4.12). Note that G(¢,s) does not depend on h. Then
T
H
(4.27) Lih=E Q(s)a(s)ds] ,
. Oa
where Hj is defined in (4.10). Differentiating with respect to h at h = 0 gives
d 9, d T 0Hy
4.28) L' (0)= ~F 2l g 0Ho
@28 140 = 58| [ Gha(ds i / o 7 |

Since a(t) = 0 we see that

d th oH,
(4.29) —F / ——(s)a(s)ds =0.
dh da o
Therefore, by (4.26)
T
o)=L OHo (ot + R)G(t + h, )ds
dh t+h 8a heo

_ /tT o [8;{0( Yt + )Gt + h,s)ds} as

r dH,
) = —FE | —=——(5)G(t, s)a s.
(4.30) /t dhE[aa (5)G(t ) (t+h)L_Od
By (3.1) we have

trho(op do oy -
alt + h) _e/ { (e + G ()BG) + [ %(T,Z)N(dr,dz)}
t+h o ~
(4.31) —|—/t a(r” ){SZ( )dr + g—( )dB(r) + A %(T,Z)N(dr, dz)}
Therefore, by (4.30) and (4.31)
(4.32) L4 (0) =T +Ty,
where
T t+h o
r, :/t C%E laHO 9/ { r)dr +g—( VAB(r)
oy ~
(4.33) + —(r,z)N(dr,dz) 1 ds
/RO Ou } h=0
and
t+h t+h o
- [ e | GRees [ ae { Lo+ Smase
@ r,z V r,az S
(4.34) L 5o (r.2)N (dr.d )Hh_od .
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By the duality formulae (4.1), (4.2) we have, using (4.14)

T d Hh o ob oo
Fl = l %E 0[ {%(T)(I)(t, S) + %(T)qu)(t, S)
+ @(r, z2)D, ,®(t, s)l/(dz)} dr] ds
Ro ou h=0
T b oo
_/t E [9{%@)@(@8) + 22 (DBt )
v
(4.35) —|—/ —(t,2) Dy, ®(t, s)v(dz) ¢ | ds.
Ro 3u
Since a(t) = 0, we see that
(4.36) Iy =0.
We conclude from (4.32)—(4.36) that
(4.37) L)(0) =T.
Moreover, we see directly that
1(0) = o 9o
Ly(0) =F [6‘ {/i(t) 9 (t) + Dik(t) 9 (t)
Al of 5099
(4.38) + s szﬁs(t)%(t, 2)v(dz) + %(t) + /\(t)%(t)] .

By differentiating (4.22) with respect to h at h = 0, we thus obtain the equation

r T
9{<W) “] q’(t"%) 5D+ Dy (ﬁ(ﬂ + [ o 8)ds> )
(4.39)

r Oy of 109 _
—I—/RO Dy, (K:(t) —|—/t D(t, 8)d8> %(t,z)u(dz) + %(t) + )\(t)%(t)}] =0.

E

Using (4.6), equation (4.39) can be written

E [9(% {f(t,A(t), X (1), Y (t), K(¢t,-),u)

+ p(t)b(t, A(t), u) + A(t)g(t, A(t), X (t), Y (t),u)

(4.40) + Dip(t)ol(t, A(t),u) + A Dy .p(t)y(t, A(t), u, z)l/(dz)} ] =0.
0 u=u(t)

Since this holds for all £;-measurable 8 we conclude that

(4'41) E %H(th(t)vX(t)vy(t)vK(ta')auvi)(t)vq(t)vf(tvz)v:\(t))u:u(t) |8t:| =0.

(ii) = (i): Conversely, suppose (4.41) holds for some u € Ag. Then we can reverse
the argument to get that (4.22) holds for all 8 = 8y. Then (4.22) holds for all linear
combinations of such y. Since all bounded 5 € Ag can be approximated by such
linear combinations, it follows that (4.22) holds for all bounded 8 € Ag¢. Hence, by
reversing the remaining part of the argument above, we conclude that (ii) = (i). O
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5. Applications in finance.

5.1. Risk minimizing portfolios. To illustrate our results, we now apply them
to study the risk minimizing portfolio problem stated in the introduction. Note that
the Malliavin calculus approach in section 4 does not require that the system is
Markovian. So we assume that the wealth process A(t) = A,(t) corresponding to
the portfolio u is as in (1.12), i.e

dA(t) = u(t™) |a(t)dt + B(t)dB(t) + [ 6(t, z)N(dt,dz)| ,
(5.1) Ro
A(0)=a>0

where «, 8, and 6 are given predictable processes. Here u(t) = m(t)A(t™) is the
amount invested in the risky asset at time t.

The corresponding BSDE for X (¢) = X, (), Y(t) = Y, (¢), and K (¢, z) = K,(t, 2)
n (1.2) becomes

52) dX (t) = —g(t, X (t),w)dt + Y (t)dB(t) + | K(t,z)N(dt,dz)
. Ro
X(T) = —Au(T),

where g : [0,T] x R x 2 — R is a given function such that (¢,w) — g¢(t,z,w) is
Fi-predictable for each given .
The performance functional J(u) in (2.3) simplifies to

J(u) = Xu(0),
i.e., we have
(5.3) f=0, hi(z)=2x and hy = 0.
Moreover, here we have
-1

b(t,a,u,w) = ua(t w) = ua(t)
o(t,a,u,w) =uf(t,w) = upf(t)
v(t, a,u, z,w) = ub(t, z,w) = ub(t, z), for short.

Therefore, the Hamiltonian becomes (dropping the w in the notation for simplic-
ity)

H(t,a,z,y,k,u,p,q,7(.), \,w)
(5.4) = Mg(t,x) + ua(t)p) + uB(t)q + /R ub(t, z)r(z)v(dz).

The modified adjoint processes are given by

(5.5) p(t) = k(t) + t %(S)G(t,s)ds =-\T)

(5.6) q(t) = —D\(T)
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A(t) is given by (4.11), i.e.,

(5.8) {;i( éﬂ - i(t)gl(t’ X (8))dt

0
where ¢'(t,z) = %g(t,x). The equation (5.8) has the solution

t
(5.9) A(t) = exp (/ g’(s,X(s))ds) ;0<t<T.
0
The condition (ii) in Theorem 4.1 for an optimal control 4(t) is
(5.10) E {a(t)S\(T) + BE)DNT) + | 6(t,2)Ds NT)(dz) | &| = 0.
Ro

Equation (5.10) is a (linear, homogeneous) partial information, Malliavin-
differential type equation in the unknown random variable A(T"). In the Appendix,
we solve this equation and then extend the solution to the in-homogeneous equation.
An equation of this type was also encountered and solved in [M@Z] in the case when
E =Frand v =0.

From now on, we assume that

(5.11) & =F foralltel0,T].

By Theorem A.1 we get,
MT) = E[NT)] exp (/0 o(s)dB(s) — 5 /0 o?(s)ds

n /OT /R In(1 + (s, 2)) N (ds, dz)

T
(5.12) +/ {In(1 +~(s, 2)) — (s, z)}y(dz)d8>
0o JRe
for some Fi-predictable processes o(t) and 7(t, z) such that
(5.13) alt) +Bt)a(t) + | 6(t 2)v(t, 2)v(dz) = 0 for a.a. t,w.
Ro

Remark 5.1. Note that condition (5.13) is saying that the measure @) defined by
AT)

(5.14) dQ(w) = ]

dP(w) on Fr

is an equivalent local martingale measure (ELMM) for the process A(t) given by (5.1).
(See Dksendal and A. Sulem [@#S2, Theorem 1.31]).

In particular, if o and ~y satisfy the Novikov condition
(5.15)

Blow (s [ t {2+ [ 100= (s 2) (1 = (5, 2) (s pas) | < .

then @ is an equivalent martingale measure (EMM) (see [KS, p. 408]).
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We now study some special cases in more detail.
LEMMA 5.2. Suppose the driver g(t,z,w) satisfies the equation

(5.16) mzg' (t,z) — g(t,z) + c1(t)x + co(t) =0

for some constant m > 0 and some bounded predictable processes c1(t), co(t). Define

(517) A0 =l = e | t 5. X(9)d5).

where X (s) = X,(s) is as in (5.2). Then

T
A(T)™ exp </0 cl(s)d8> A(T)

(5.18) _ /O ™ exp < /O t cl(s)ds> colt)dt

Proof. Assume that g(¢,x) has the form

X(0)=-E

(5.19) g(t,x) = h(t,z)x + co(t)

for some predictable processes h(t, ), co(t). Then the equation for X (t) becomes
dX(t) = —h(t, X (£)) X (t)dt — co(t)dt + dM(¢),

where

dM(t) =Y (t)dB(t) + | K(t,z)N(dt,dz).
Ro

This can be written

where
(5.20) J(t) = exp (/0 h(s,X(s))ds) .
Hence,
T
(5.21) J(MX(T)=X(0)+ /0 J(s)[—co(s)ds + dM(s)].

In particular, if
(5.22) h(t,x) = mg'(t,x) + c1(t),

where m > 0 is a constant and ¢;(¢) is a predictable process, then

J(t) = exp <m /Ot g'(s, X (s))ds + /Ot 01(8)d8>
(5.23) — ()™ exp < /O t cl(s)ds> .
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Therefore, by (5.21),
T
AT)™ exp </0 cl(s)ds> X(T) =

~ X(0) - OT AB)™ exp < /O t cl(s)ds> co(s)ds + /O " (e)dn(s).

Taking expectation and noting that

we obtain
T
X(0)=E |-X\T)™exp </0 1 (s)ds) A(T)
T t
(5.24) —|—/O A(t)™ exp (/0 cl(s)ds) co(s)ds]
as claimed. |

LEMMA 5.3. The general predictable solution g(t,z,w) of (5.16) is as follows:
(i) If m =1, then

(5.25) g(t,x) = —c1()xlnx + co(t) + c(t)z,

where c(t) is an arbitrary predictable process.
(ii) If m # 1, then

Cl(t)
m—1

(5.26) g(t,z) = — z+ colt) + c(t)zm,

where c(t) is an arbitrary predictable process.
Proof. The proof is straightforward and hence omitted. O
In particular, if we choose m =1 and ¢o(¢) = 0 in (5.16), we get the driver

(5.27) g(t,x) = —c1(t)zlnx + c(t)z.

This gives the following result.

THEOREM 5.4. Suppose g(t,x) is as in (5.27) and that c1(t) is deterministic
and & = F;. Let N(T) be the solution of (5.10) as given by (5.12) and suppose o,
satisfies (5.15). Then the minimal risk X (0) satisfies the equation

A T ~
(5.28) X(0) + aexp (/0 cl(s)ds> ENT)] =0.

Proof. By Lemma 5.2
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By Remark 5.1 it follows that the measure ) defined by
MT)
(5.29) dQ(w) == —= dP(w) on Fr
ENT)]

is an EMM for A(t). Hence, Eg[A(T)] = a and

A~ T ~
X(0) = —aexp (/0 cl(s)ds> E[NT)]. a

Remark 5.5. The remaining problem is that we only know A(T) up to a multi-
plicative constant (see Theorem A.1).

As a second example, suppose we choose m =1 and ¢;(t) = 0 in (5.16). Then by
(5.25) we get the driver

(5.30) g(t,x) = co(t) + c(t)z,

where co(t) and c(t) are given predictable processes. In this case we are able to find
explicitly the minimal risk X (0) as follows.
THEOREM 5.6. Suppose the driver g(t,x) = g(t,z,w) is given by (5.30). Suppose

& = F; and that
T T
exp (/0 c(s)ds) (1 —|—/O | co(s) | ds)] < 0.

Suppose an optimal control @ exists. Then the minimal risk is

exp < /O ! c(s)ds> + /O "g [co(t) exp ( /O tc(s)ds)] dt,

which is attained at u = u = 0.
Proof. In this case we get

) = e | t o5 xu(eas ) s ( [ t (5)is)

Hence, by (5.18) we have, for u € A,

E

(5.31)  X(0) = —aE

X,(0) = —E

T
A(T)Au(T) — /O /\u(t)co(t)dt].

In the optimal case u = @, we have A\g(T) = A(T), and by Remark 5.1 and (5.29) we
get
T ~
/ Ao () dt
0

T~
/ )\(t)co(t)dt]
0
T~
/ )\(t)co(t)dt]
0

exp ( /0 ' c(s)ds> + /0 ‘B [co(t) exp ( /0 tc(s)ds)] dt.

X(0) = Xa(0) = —E[MT)AL(T)] + B

= —E[\NT)]Eq[Aa(T)) + E

= —aENT)+E

=—aF
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By direct computation we see that this value is attained by using v = 0, which
therefore is optimal. d

Remark 5.7. If g is as in Theorem 5.6, then the BSDE for X, (¢) is linear and we
can solve for X,,(t) as follows:

(5.32) Xyu(t) = F | Xu(T)exp </tT c(s)ds) + /tT exp (/ts c(r)dr) co(s)ds | ft] .

In particular, if we put ¢ = 0 and take expectation we get

Xu(0) =E | X, (T)exp </OT c(s)ds) + /OT exp </OS c(r)dr) co(s)ds]

(5.33) :—Ef%@mW<Ai$0ds+R
where ]
(5.34) R—FE AT@m(Kfqﬂm>cagw

Therefore, to minimize X, (0) is the same as maximizing

T
Ay (T) exp (/0 c(s)ds)
T
/ a(t)u(t)dt})
0

(5.37) a(t) =0 for a.a. t,w € [0,T] x .

(5.35) Jo(u) :=E

If ¢(s) is deterministic we see that

T
(5.36) Jo(u) = exp </0 c(s)ds) <a +FE

which has a finite maximum if and only if

And if (5.37) holds, an optimal control is

(5.38) =0 for a.a. t,w
and hence
R T
(5.39) X(0) =Xo(0) = —a exp(/ c(s)ds) + R
0

as obtained in Theorem 5.6.

However, we cannot get this conclusion from the above argument if ¢(s) is stochas-
tic. Theorem 5.6 states that it also holds in this case (provided an optimal control
exists at all).

Remark 5.8. In (5.11) and the remaining part of section 5 we have assumed that
the controller has full information, i.e., that & = F; for all ¢ € [0,7]. However, it
is possible to do a similar analysis also in some partial information cases, e.g., when
& = Fi_s for some positive constant §. In this case one can solve the correspond-
ing partial information Malliavin—differential type equation (5.10) by using that the
process n(t) := n(t — §) is a Lévy process with respect to Fi_s.
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5.2. Utility optimization under risk constraint. Our general forward-
backward control formulation also covers the situation when one wants to maximize
(over all admissible portfolios) the expected utility of the terminal wealth, subject to
the constraint that the risk must not exceed a given threshold.

To explain this, consider again the forward-backward system (5.1)—(5.2).

Let U : [0,00) — [—00,00) be a given utility function and let py be given real
number. The risk constrained maximal utility problem is the following.

Maximize E[U(A,(T))] over all u € Ag, subject to
(5.40) p(Au(T)) < po-

As before, the risk p is interpreted as

We can use the Lagrange multiplier method to study this problem.

Fix y > 0 and consider the unconstrained problem to maximize
(5.41) E[U(AL(T))] + y(po — Xu(0)).

This is of the form (2.1)-(2.3), with ¢ = =1, f = 0, he(a) = U(a) ; a > 0, and
hi(z) = —yx; z € R.

Let the optimal control (portfolio) corresponding to y be denoted by @) and
let X®)(0) be the corresponding risk. Suppose we can find y* > 0 such that the
corresponding minimal risk X @) (0) satisfies (5.40) with equality, i.c.,

X(0) = po.
Then v* := 4" is an optimal control for the constrained problem because
sup  E[U(Au(T))] < sup E[U(Au(T))] + ¥ (po — Xu(0))]
w: X, (0)<po U
[U(Au- (T))] + " (p — X¥7(0))
[U(Au(T))]
< sup  E[U(ALY))].

u: X (0)<po

We conclude that it suffices to study the problem to maximize (5.41) for each
given y > 0 without constraints. For this we can proceed as in subsection 5.1.

Appendix A. Solution of linear Malliavin differential equations.

We first consider the homogeneous equation (5.10). We assume & = F;. Let a(t),
B(t), and 6(t, z) be given F-predictable processes. We want to find all Fp-measurable
Malliavin differentiable random variables Z = Z(w) > 0 such that

a(t)E[Z | Fi]+ B()E[D:Z | Fi]

(A1) + | 0t 2)E[D.Z | FJv(dz) =0; t €0,T].
Ro



MAXIMUM PRINCIPLES FOR FBSDEs WITH JUMPS 2973

THEOREM A.1. The general solution Z > 0 of the homogeneous equation (A.1)

has the form
T 1 (T
Z =cexp / o(s)dB(s) — —/ o?(s)ds
0 2 Jo

T ~
+ /0 /RO In(1 + ~(s, 2))N(ds, dz)
T

(A2) [ ) - os,2) u(dz)ds>
0 JRg
for any constant ¢ > 0, where o(s) and (s, z) are any predictable processes such that
(A.3) alt)+ Bt)a(t) + | 0(t 2)v(t, 2)v(dz) =0 for a.a. t,w.
Ro

Proof. Let Z € Dy » be Fr-measurable. By the It6 representation theorem there
exist JF;-predictable processes o(t) and (¢, z) such that

T T
(A.4) Z:E[Z]+/O ao(s)dB(s)+/0 /R Yo(s, 2)N(ds, dz).

This gives

(A.5) E[Z | F] = E[Z] +/ o0(s)dB(s) +/0 /R Yo(s, 2)N(ds,dz),

0

ED,Z |F])=E

T T
oo(t) + /t Dyoo(s)dB(s) + /t 5 Dt’yo(s,z)N(ds,dzH}'t}
(A.6) = oo (t),

and

(A7) E[D.Z|F])=F

T

PYO(ta Z) + / Dt7z’70(87 C)N(dsa dC) | J—_.t‘| = A/O(ta Z)
t Ro

Substituting (A.5)—(A.7) into (A.11) we get

a()E[Z | Fil + B(t)oo(t) + [ 0(t, 2)70(t, 2)v(dz) = 0

Ro
or
(A.8) a(t) + B(t)a(t) + 5 0(t, 2)(t, z)v(dz) = 0,
where
(A.9) o(t) = =200 nd (2 = 2olb2)

ElZ | F] ElZ|FR]
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Substituting (A.9) into (A.4) we get
T T R
(A.10) Z = E[Z] —|—/ o(s)E[Z | Fs]dB(s) +/ / v(s,2)E[Z | Fs-]N(ds, dz).
0 0 JRo

Therefore, if we define

(A.11) Z(t) = ElZ | F],
we have
(A.12) dZ(t) = Z(t7) [a(t)dB(t) +/]R v(t, z)N(dt,dz)} .

This stochastic differential equation has the solution
t 1 [t
Z(t) = E[Z]) exp </ o(s)dB(s) — 5/ o?(s)ds
0 0
t
—|—/ / In(1 4 (s, z))N(ds, dz)
0 JRg
t
(A.13) —|—/ / {In(1 +~(s, 2)) — (s, z)}u(dz)ds) .
0 JRg

That completes the proof of Theorem A.1. |

We proceed to study the inhomogeneous equation.

Let «(t), B(t), ¢(t), and 6(t, z) be given Fi-predictable processes. We want to
find all Fp-measurable Malliavin differentiable random variables Z = Z(w) such that

a(t)E[Z | Fi] + B)E[D: Z | F]

(A.14) + [ 0(t,2)E[D.Z | FiJv(dz) = ((t) for a.a. (t,w) € [0,T] x Q.
Ro

THEOREM A.2. Suppose Z = Z(T) € Dy 2, where Z(t) is a solution of the SDE
aZ(t) = (€(t) + o(6)Z(2))dB(?)
(A.15) +/ (n(t,z) +~y(t,2)Z(t7))N(dt,dz) ; Z(0) € R.
Ro

Then Z is a solution of (A.14) if the processes £(t), o(t), n(t,z), and y(t,z) are
Fi-predictable and satisfy the equations

(A.16) a(t) + B(t)o(t) + A 0(t, 2)y(t, z)v(dz) =0, a.a. (t,w)
and
(A.17) B(t)E(t) + A 0(t, 2)n(t, 2)v(dz) = ((t), a.a. (t,w).

Proof. We proceed as in the proof of Theorem A.1. With Z as in (A.4) we get,
by substituting (A.5)—(A.7) into (A.14),

(A.18) a(t)E[Z | Fi] + B(t)oo(t) + A 0(t, 2)0(t, 2)v(dz) = ((t).
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Now choose processes o(t), £(t), v(t, z), and 7(¢, z) such that

(A.19)
and

(A.20)

oo(t) = o () E[Z | Fi] +&(t)

Yo(t,2) =t 2)E[Z | Fi] +n(t, ).

Then (A.18) becomes

(A.21)

[a(t) + B(t)o(t) + A O(t, z)y(t, z)v(dz)| E[Z | F]

+B@EE) + [ 0(t 2)n(t, 2)v(dz) = ((?).

Ro

We conclude that the random variable Z = Z(T') with Z(t) = E[Z | F] defined
by (A.15) satisfies (A.14) for any choice of g, &, v, and 1 such that (A.16) and (A.17)

hold.
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