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Abstract This paper is concerned with an optimal control problem for stochastic system with regime switching and mean-
field interactions in an infinite horizon. The discounted framework is adopted to ensure the stability of the state equation and
the well-posedness of the cost functional. By choosing an appropriate discount factor, we first, as a preliminary, establish
the global solvability for infinite horizon conditional mean-field (forward and backward) stochastic differential equations
with Markov chains and the asymptotic property of their solutions when time goes to infinity. Then, we prove a sufficient
stochastic maximum principle for the infinite horizon optimal control problem by means of a dual approach under some
convexity condition of the associated Hamiltonian function. Finally, the maximum principle is applied to solve a cash flow
management problem of an insurance firm, which turns out to be a linear quadratic optimal control problem. An explicit
optimal premium policy and the minimum cost are obtained based on two algebraic Riccati equations and an additional
linear equation. Numerical experiments are reported to illustrate the theoretical results.
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1 Introduction

It is well known that the maximum principle is one of the fundamental approaches in optimal control
theory, which originated from the pioneering work by Pontryagin et al. [1] on deterministic systems. The
maximum principle provides a set of necessary conditions in the sense that any optimal control together
with the corresponding optimal state trajectory must solve the so-called Hamiltonian system plus a
maximum condition of the Hamiltonian function. Bensoussan [2] and Peng [3] first studied maximum
principles for stochastic systems, where they utilized the convex variation and spike variation techniques
to establish the stochastic maximum principles in local and general forms, respectively. Then, various
versions of stochastic maximum principles for different problems, settings, or contexts were obtained;
see [4-6]. On the other hand, there has been an increasing interest in finding the sufficient conditions for
optimal control problems since the middle of 1990s, which can be used to identify or construct directly an
optimal control. Zhou [7] derived the first sufficient stochastic maximum principle with certain convexity
conditions on control domain and Hamiltonian function. Following this work, many extensions and
generalizations were motivated and conducted; see [8-10]. It is worth mentioning that most (no matter
necessary or sufficient) stochastic maximum principles focus on finite time horizon problems, while there
are very few works on infinite time horizon problems.

Historically, mean-field stochastic differential equations (SDEs) can be traced back to the so-called
McKean-Vlasov SDEs, which were first suggested and studied by Kac [11] and McKean [12]. In the
dynamics of a mean-field SDE, one replaces the interactions of all the particles by their average or mean
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to reduce the complexity involved. In the last decade, optimal control problems for mean-field SDEs have
attracted considerable attention from the control and systems community. Note that the adjoint equation
of a controlled mean-field SDE is a mean-field backward stochastic differential equation (BSDE), so it is
not until Buchdahn et al. [13,14] introduced the mean-field BSDEs that the stochastic maximum principle
for mean-field optimal control problems has become a popular topic; see, for example, [15-20]. Another
feature of this paper is the utilization of regime switching model, which exhibits a hybrid characteristic
in the sense that continuous and discrete dynamics coexist. Compared with traditional diffusion models,
regime switching model has two distinct advantages: one is the capacity to depict the discrete events
that have greater impact on long-term system behavior, the other one is the tractability that enables
advanced mathematical analysis and feasible numerical schemes to be developed. For these reasons,
regime switching model enjoys a wide range of applications; see, among others, [21-26].

It is somewhat unexpectedly that the study of mean-field optimal control problems with regime switch-
ing, which blends the above two research areas of recent interests together, is still in an early stage. The
main obstacle may be the lack of a proper formulation for such kind of problems. Recently, Nyugen et
al. [27] established the theory of mean-field SDEs with regime switching, where, quite differently, the
mean-field term is characterized as the conditional expectation of the state process given the history of
the underlying Markov chain; in this sense, the Markov chain serves as a common noise. This work paves
the way for treating complex dynamic systems with mean-field interactions and regime switching. Based
on this finding, Nyugen et al. [28,29] developed stochastic maximum principles for mean-field optimal
control problems with regime switching in local and general forms, respectively. Gutiérrez et al. [30] in-
vestigated the well-posedness of mean-field forward-backward stochastic differential equations (FBSDEs)
with Markov chains. They also solved a linear quadratic (LQ) nonzero-sum stochastic differential games
and obtained an open-loop Nash equilibrium via the FBSDE theory; see also Lv et al. [31] for a closed-loop
Nash equilibrium via Riccati equations. Lv et al. [32] studied an LQ leader-follower stochastic differential
game and derived an open-loop Stackelberg equilibrium and its state feedback representation. Jian et
al. [33] considered the convergence rate of N-player linear quadratic Gaussian game with a Markov chain
common noise towards its asymptotic mean-field game. Note that all the above studies are, once again,
concerned with the problems on a finite time horizon.

As a further step along this research direction and motivated by many infinite horizon optimization
problems in finance, economics, and management (see [34-36]), in this paper we consider the mean-field
optimal control problem with regime switching on an infinite horizon and in a discounted framework.
An appropriate discounted factor is introduced to treat the issue of system stability, and our objective
is to establish a sufficient stochastic maximum principle for optimal controls. To this end, we first,
as a preliminary and also of particular interest in their own rights, establish the global solvability of
infinite horizon mean-field SDEs and BSDEs with Markov chains (as state equation and adjoint equation,
respectively) and asymptotic property of their solutions when time goes to infinity, which are crucial to
the well-posedness of the corresponding Hamiltonian system and the proof of our maximum principle.
Then, the sufficient stochastic maximum principle, is established based on a dual approach under some
certain convexity condition on the associated Hamiltonian function. As an application, we apply the
maximum principle to solve a cash flow management problem of an insurance firm. It is essentially an
LQ problem, and two algebraic Riccati equations (AREs) and an additional linear equation will arise in
this procedure, based on which we are able to construct an explicit feedback optimal control or optimal
premium policy. Numerical examples are also conducted to illustrate the theoretical results.

The rest of this paper is organized as follows. Section 2 formulates the optimal control problem.
Subsection 3.1 establishes the solvability of infinite horizon mean-field SDEs and BSDEs with Markov
chains. Subsection 3.2 proves the sufficient stochastic maximum principle. Section 4 applies the maximum
principle to solve a cash flow management problem and provides some numerical tests. Finally, Section
5 concludes the paper with some further remarks.

2 Problem formulation

Let R™ be the n-dimensional Euclidean space with Euclidean norm |- | and Euclidean inner product (-, ).
Let R™** be the space of all (n x k) matrices. f, and f,, denote the first and second order derivatives
of a function f with respect to x, respectively.

Let (92, F, P) be a fixed probability space on which a 1-dimensional standard Brownian motion W,
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t > 0, and a Markov chain a4, t > 0, are defined. The Markov chain « takes values in a finite state space
M ={1,...,m}. Let @ = (N\ij)ijem be the generator of a(-) with A;; >0 for i # j and >,y Aij =0
for each i € M. Assume that W and « are independent. For ¢ > 0, we define 7}V = o{W(s) : 0 < s < t},
Fr=ocf{a(s) :0< s < t}, and Fy = o{W(s),a(s) : 0 < s < t}.

For the Markov chain «f(-), associated with each pair (4,j) € M x M with i # j, define

t
[Mi](8) = > Lagsmy=it L{a(s)=j}» <Mz‘j>(t)—/0 Aijlia(s—)=iyds.

0<s<t

It follows that the process

Mi;(t) = [Mig)(t) — (Miz)(t)
is null at origin and is a purely discontinuous and square-integrable martingale with respect to Fi*
(see [28,29]). In fact, the processes [M;;](t) and (M;;)(t) are the optional and predictable quadratic
variations of M;;(t), respectively. For convenience, we define M;;(t) = [M;;](t) = (M;)(t) = 0 for each
1 € M. From the definition of optional quadratic covariations (see Lipster and Shiryayev [37]), we have
the following orthogonality relations:

[Mi;j, W] =0, [M,;, M, =0

for (i,7) # (p,q), where [M;;, W] and [M;;, M,,] are the optional quadratic covariations of the pairs
(M;;, W) and (M;j, M,,), respectively.

Let 7 > 0 be the discounted factor, which will be determined later. Let L;’T (0, 00; R™) be the set of all
R"-valued Fi-adapted processes X on [0, 00) such that

EU e”|Xt|2dt} < .
0

00; R™) be the set of all collections of R"-valued F;-adapted processes (K;;(+))i jem on [0, 00)
) =0 for each i € M and

Let K% (0, o0;
such that K; (¢

> E[/ _Tt|Kij(t)|2d[Mij](t)] < 0.

i,jeEM

For convenience, we also define K () = (K;;(+))i jem and

/OtK(s) Z/KJ s)dM;;(s), K(s) = 3 Kij(s)dMy(s).

i,jEM i,jEM

Moreover, we define H2" (0, 00; R™) = (L£%"(0, 00; R™))? x K%' (0, 00; R™).
In this paper, we consider the following controlled system, which is an infinite horizon conditional
mean-field SDE with regime switching:

(1)

dXt = b(Xt, E[Xt|]:ta], g, ut)dt + U(Xt, E[Xt|]:ta], g, ut)th, t 2 0,
Xo=z € R", ag=1€ M,

where X is the state process with values in R™, u is the control process with values in a convex subset
UCRF, and b,o: R" x R" x M x U + R™ are two given functions. The cost functional is defined as

J(a,iu) = E / e (Xy, EX|F2, e, (2)
0

where f: R" X R® x M x U — R is a given function. We aim to find an optimal control u* € U,q to
minimize (2):
J(x,i;u") = inf J(z,i;u),

u€EUqq

subject to (1), where the admissible control set Uyq is defined to be L;’T (0,00;U).
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Remark 1. In fact, SDE (1) is obtained as the mean-square limit as N — oo of a system of interacting
particles in the following form:

N N

1 1

axi™ =b (Xi’N, 72 XﬁvN,at,zﬁ) dt + o (th’N, ) Xf’N,at,uff) awl, t>0,
=1 =1

XN =zeR", 1<I<N, ay=ieM,

where {W'}¥ | is a collection of independent standard Brownian motions and the Markov chain « serves
as a common noise for all particles, which leads to the conditional expectation rather than expectation
in (1).

Intuitively, since all the particles depend on the history of «, their average and thereby its limit as
N — oo should also depend on this process. This intuition has been justified by the law of large numbers
established by Nguyen et al. [27, Theorem 2.1], which shows that the joint process (4 Zl]\;l XEN() al4)
converges weakly to (uq(+), a(-)), where (uq (t), a(t)) = (E[X (t)|F7], a(t)) and X (+) is exactly the solution
to SDE (1).

On the other hand, there is also another framework to treat mean-field games with many particles
and regime switching, which requires to have an idiosyncratic Markov chain for each particle (see Wang
and Zhang [38]). Thus, there are as many Markov chains as that of particles and all of these Markov
chains are independent. Within this framework, Zhang et al. [39] studied a mean-field control problem
including regime switching and Poisson jump. In both [38,39], it is the expectation E[X;], rather than
the conditional expectation FE[X;|F{], to represent the mean-field limit of finite population of weakly
interacting particles.

In this paper, we impose the following assumptions on the coefficients b, o, f.

(A1) The functions b(x,y,i,u) and o(x,y,i,u) are continuously differentiable and have linear growth
w.r.t. (z,y,u), and the partial derivatives of b and o w.r.t. z,y are bounded. More precisely, for ¢ = b, o,
there exists a constant x, > 0 such that

|(pm(x7yuiuu)| < '%907 |90y($7y7i7u)| < '%807
lo(x, y, 4, u)| < Kp(1 + |2| + [y] + |ul).

(A2) The function f(x,y,i,u) is continuously differentiable w.r.t. (x,y,u), and the partial derivatives
of f w.r.t. (x,y) have linear growth in (z,y,u). More precisely, there exists a constant £y > 0 such that

[fe(@,y, 6 u)| < mp(U+ [z + [yl + |ul),  |fy (@, 0u)] < rp(1+ [z 4 [y] + |ul).

Remark 2. Other than the mean-field formulation adopted in this paper, where the mean-field term is
represented by the conditional expectation F[X;|F}] of the state process, there is another more general
mean-field formulation in the literature, i.e., the mean-field term is represented by the conditional law Py,
of X; given F7¥; in this connection, we refer to [15,28,29,39] for the former formulation, and to [40-43]
for the latter one.

Moreover, if one adopts the former formulation, then E[X;|F}] takes values in R"™ and the Hamiltonian
function H(x,y,4,u,p,q), where the position y stands for the mean-field term, maps (z,vy,4,u,p,q) €
R" X R" x M x U x R" x R" to R. In this case, the derivative of H with respect to y, denoted by H,,
is defined in the usual sense as a function from R" to R.

On the other hand, if one adopts the latter formulation, then Pg, belongs to Pa(R™), i.e., the space
of all probability measures p on (R™, B(R")) with finite second moment [, [z[?p(dz) < co. In this
case, the differentiability of H with respect to y will be defined in the sense of the so-called L-derivative
based on the technique of lifting of functions and the notion of Fréchet differentiability; see Carmona and
Delarue [41, Chapter 5.2] for details.

The key aim of this paper is to develop the conditional mean-field framework (in the presence of
a Markov chain as common noise) recently established by Nguyen et al. [27-29] to the infinite horizon
context. In order to display our main idea more clearly, we adopt the former (relatively concise, compared
to the latter one) mean-field formulation in this paper.
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3 Stochastic maximum principle

3.1 Conditional mean-field SDEs and BSDEs

In this subsection, we prove the global solvability of infinite horizon mean-field SDEs and BSDEs with
Markov chains, and the asymptotic behavior of their solutions in the infinity. Note that the mean-field
terms in these two equations become conditional expectations due to the inclusion of the Markov chain
(as a common noise), and the infinite horizon feature needs to be carefully treated within a discounted
framework. For convenience, we define X, = E[X;|F?] for a stochastic process X in this paper. In the
sequel, we shall define by C' a generic constant, which may vary from line to line.

Theorem 1. Let (A1) hold and r > 4k, + 4k2. For any u € Uaq, SDE (1) admits a unique strong
solution X € £%"(0, 00; R™). Moreover, for any € € (0, (r — 4x2 — 4k3)/3), we have

(r —4Kk2 — 4y — 35)E[/ e”|Xs|2ds} <z + QE{/ e "5 (1 + |us|?)ds|, (3)
0 € 0
and
lim Ele™"7|X7|?] = 0. (4)
T—o0

Proof. By classical SDE theory, under (Al), SDE (1) admits a unique solution X on [0, 00); see Wei
and Yu [44]. In what follows, let us show that such a solution X belongs to the space L?_lr (0,00; R™) (i.e.,
the estimate (3)) and its asymptotic behavior at infinity (i.e., the limit (4)).

For any T > 0, applying Ito’s formula to e~"%| X|? over [t, T], we have

T

T X2 :e_”|Xt|2+/ T [ r| X2 4 20X, b(Xs, Ko, e, 1)) + [0( Xy Ko, e, 1)[2]ds
t

(5)

-~

T
+ 2/ e "N X, 0(Xs, X, as, ug) ) dWs.
¢

Taking expectation on both sides of (5) and using Jensen’s inequality E[|X,|?] = E[|E[X|F]?) <
E[E[|X,[*|F]] = E[|Xs|?], together with the elementary inequality 2ab < ea® 4+ 1b% for any e > 0, it
follows that

Ele | Xr|?
T A~
=F |e "X, ? —i—/ e " [—r| X7 4 |o( X, Xs, s, us) — 0(0,0, ag, ug) + (0,0, o, us)|*]ds
t
T A~
+E / eirs[2<X55b(X57XSao‘55uS) _b(0507a57u5)> +2<X57b(0507a57u5)>]d8
t
T BN 252
<B e+ [ e (X P4 4 91X 4 RE) + (14 22) 00,0, 00w )ds
t
T > 1
+E / e " <2/-;b|XS|2 + 255 | X o] | X | + €| Xo)* + g|b(0, 0, as,u5)|2) ds
t
T C T
<E e "™ X4|* 4 (4K2 + drp + 3 — r)/ e " X |%ds | + ?E / e "5 (1 + |us|?)ds|
t t
Therefore,

Ele ™| X7|)] + (r — 4kp — 4K2 — 3¢)E

T
/ e”|XS|2ds]
t

T
/ e "1+ |u5|2)ds] .
t

Choosing r > 4ky, + 4k2 and 0 < & < (r — 4k, — 4k2)/3, taking ¢t = 0 and sending T — oo, and then
applying the monotonic convergence theorem, it follows that the estimate (3) holds and the solution X
to (1) belongs to the space £%" (0, 00; R™).

(6)
—rt 2 C
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Next, substituting 7" with Ty and ¢ with T} in (6), we obtain

|Ble™ X1, [*] = Ble™" | X1,

Ts
< gE / e " (1 4 |us|?)ds
T

+ (r — 4rp — 4K2 — 3¢)E
e

T>
/ e " X% ds

T

In view of X € £L2(0,00; R") and u € L£3"(0,00; R¥), it follows that the map T~ Ele~"T|X[?] is
uniformly continuous, and then E[ [~ ¢™"*[X|?ds] < oo implies that limy o Ele™" 7| X7 [?] = 0.
The Hamiltonian of the discounted optimal control problem is given by

H(I, y7i7u,p7 q) - <b(x7y, /l:, u)7p> + <U(I’ y7i7u), q> + f(x, y7i7u) - T<I,p>7 (7)
and the adjoint equation reads
ie.
AP, = — [by(t)P, + 04, (t)Q¢ + fo(t) — rP)dt — E[by, (t) P, + 0, (t)Q¢ + f,(t)|Fdt
+ QedW; + Ky @ dM;, t 20,

where we define
G (t) = G( X, BIXe|FP]s o ue)

for ( =b,0, f and z = x,y, and

Hy(t) =Hy(Xe, B[X¢|FP], o, ue, Pr, Q)
=by(Xe, B[Xa| FP, oy ue) Py + 00 (X, B[X4| F, o, ue) Qs
+ fx(Xt; E[Xt|‘Fta]7 O, Ut) - TPt;
and
Hy(t) =Hy(Xy, E[X¢|F7], oy ug, Pry Q)
=by (Xe, E[Xe|FP], oy ue) Py + 0y (X, E[X|F ], oy ue) Qe
+ fy(Xt7 E[Xt|]:g]7 ataut)a
where the triple (P, Qt, Kt) € H%T(O, o0; R™) denotes the solution to the adjoint equation (8). Recall
that the martingale term K, e )M, is defined as 3, ;c v K;(t)dM;;(t), which appears due to the Markov

chain involved. Also note that there is no terminal condition given in advance in (8).
To proceed, for notational simplicity, we also define

F(t,P,Q, ) = by (t)P + 0,(t)Q + E[by(t)P + 0, (t) Q| F;],
p(t, ar) = fa(t) + E[fy () FF]-

Then, the adjoint equation (8) can be rewritten as the following form:
—dPt = [F(t,Pt,Qt,Oét) —rPt—i-go(t,at)]dt—Qtth—Ktoth, t} 0 (9)
Noting that the partial derivatives of b and o in (z,y) are bounded (see Assumption (A1l)), we have

|F(t7P17Q17at) - F(t7P25 QQ;at)|

o o (10)
< Kp|Pr — Po| + k6 |Q1 — Q2| + ko E[| Py — P2||FP] + ko E[|Q1 — Q2| FY.

2.

o)

Moreover, it is easy to verify that ¢ € E;’T (0,00; R™) for r > 4kyp, + 4k2; in fact, from the Assumption

(A2) and the well-posedness of X in Theorem 1, one has
E{/ e_”|<p(s,as)|2ds] < 16/@?(1 + E[/ e (| X + |us|2)ds]> < 0.
0 0

The following lemma provides a priori estimate for the solution (P, @, K) to (9) in Hfgr (0, 00; R™).
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Lemma 1. Let (A1) and (A2) hold and 7 > 4k 4 4r2. Let (P,Q, K) € H2"(0,00; R") be a solution
to BSDE (9), then
lim Ele""|Pr|?] = 0. (11)
T—o00

In addition, for any ¢ € (0, (r — 4k, — 4k2)/3), we have

E

00 T
3
L A < e ==eel XA T L -d[Mh]

4 (12)
< 25| [Teiets an

Proof.  In the form of forward SDE, the BSDE (9) becomes

t t t
P, =P, — / [F(s, Ps,Qs,s) — rPs + (s, as)]ds +/ QsdW, +/ K,edM,, t>0.
0 0 0
Similar as the proof of Theorem 1, for any 7% > T3, there exists some constant C' > 0 such that
|Ele™""|Pr,[*] — Ble™" |Pr, [°]

T>
[ e R+ 1P + fets, 0 Pyas +

T1 Tl

T>
<C

e K| e d[M]S] .

It follows from P, Q, ¢ € L3 (0,00; R") and K € MZ%"(0,00; R") as well as the uniform continuity of the
map T +— E[e~"T|Pr|?] that Eq. (11) holds.

Next, we establish the priori estimate (12). Applying Itd’s formula to e~"!|P;|? yields
e—rT|PT|2
T
:|P0|2+/ eiTs[_T|PS|2_2<PSaF(57PSaQSaas)_TP5+<P(Svas)>+|QS|2]dS (13)
0
T T T
—|—/ e " K,|* o d[M]s + 2/ e " Ps, Qs)dWs + 2/ e " (P, K5 0 dMy).
0 0 0
Taking expectation on both sides of (13) leads to

T T
E||Rf? +/ e [r|P|? + |Qs|2]ds+/ e UK |? 0 d[M]

0 0

T
=K e7TT|F)T|2 +2/ eirsKPSaF(SvPsaQSao‘s) _F(SaonSaas)>]dS (14)
0
T T
+2F / e (P, F(s,0,Qs,as) — F(s,0,0,a5))ds| + 2F / e " Py, (s, a5))ds| .
0 0
From the Lipschitz condition (10) on F, for any € > 0, one has
2(Ps, F(s, Py, Qs, as) — F(s,0,Qs, a5)) < 265 (|Ps|* + | Ps| B[| Ps|| F2)),
2

2(Pa, (5,0, Qur ) — F(5,0,0,0,)) < 2262 + )| P + 55 =—(1Qu[* + [E(|Qu[| F2]P), (15)

2k 4+ ¢
2(Ps, (s, ) < el Pl + L]oo(s, o)

Substituting (15) into (14) and using the fact that

E(|P|B[|PJIF < ElP?,  |BIQSIFI? < ElQSP],
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it follows that

E

2kZ +¢

T T
R+ [ e”[<r—4nb—4n§—3a>|a|2+ : |Qs|2]ds+ / e”|Ks|2-d[M]S]
0 0

1 T
SB[ TIPP 2 [ e (s ands
0

By letting 7' — oo and noting that limz_,o, Ele~"7|Pr|?] = 0, we obtain the desired result (12).

Based on Lemma 1 and similar to Peng and Shi [45] (see also Yu [46] and Wei and Yu [44]), we have
the following existence and uniqueness results for BSDE (9).

Theorem 2. Let (A1) and (A2) hold and r > 4k, + 4k2. Then, the adjoint equation (9) admits a
unique solution (P, Q, K) € H?T (0,00; R™).

Proof.  The uniqueness can be obtained immediately from the priori estimate (12). We now prove the
existence of a solution to (9) via three steps.

Step 1: truncation and finite horizon solution. For each natural number NV, let the truncated version
of ¢ be defined as pn(t,ar) = @(t,a¢)1jo,n](t). Consider the following finite horizon mean-field BSDE
with regime switching:

dP™) = —[F(t, PN, Q™) ay) — rPy + on (t, an))dt + PNV awy + KN e dMy, € [0, N,
P =o. 1)

From Nguyen et al. [29, Theorem 2.6], the BSDE (16) admits a unique solution (P), QN), K(N)) for
each N.

Step 2: extension to infinite horizon solution. For ® = P,Q, K, we extend the finite horizon solution
to an infinite horizon solution in the following way:

@N) = ‘ng)l[o,N] (),

and it is straightforward to verify that the triple (ﬁ(N ), @(N ), KW ) satisfies the following infinite horizon
mean-field BSDE with regime switching:

dPt = —[F(t, Pt, Qt, Oét) — T‘Pt + (pN(t, Oét)]dt + Qtth —|— Kt L] th

In the next, we establish the convergence in norm of the sequence {(P™), QN K(M)1se
Step 3: convergence. From Lemma 1, there exists a constant C' > 0 such that, for any positive integers
N and L large enough,

E[/Oooe”[

<CE [/ e "on(t ar) — @L(t,atﬂ?dt]
0

NVL
/ ot o) Pdt|

NAL

I?gN) _ I"(it(L)

~ ~ 2 ~ ~ 2 o
Pt(N) _ Pt(L)’ + ’Q&N) _ EL)‘ }dt_'_/o efrt

‘e d[M]t]

=CLE

which yields that {(P™), Q) K(M))}20_ s a Cauchy sequence and hence admits a limit (P,Q, K) in
2,r ny\
H%"(0,00; R™), in other words,

lim E{/ e_TS[Pt(N) —Pt} + ‘Qim —Qt‘ }dt—k/ ot
N—o0 0 0

Finally, for any 7' > 0 and N > T, by letting N — oo in the following equation:

KM _ K,

“ d[M]t} =0.

T
B B 4 [ [P (5B, 0.) = P+ s,
t

T T
—/ QgN)dWS—/ KN e dM,, te]0,T),
t t

it follows that the limiting triple (P, @, K) solves the adjoint equation (9).
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3.2 Sufficient stochastic maximum principle

In this subsection, we establish the sufficient stochastic maximum principle (SMP) for our infinite horizon
discounted optimal control problem. The proof is based on a duality method together with the asymptotic
property of solutions to the state equation and adjoint equation.

Theorem 3. Let u* € Uy,q and (X*, P,Q, K) be the corresponding solution to the state equation (1)
and adjoint equation (8). Suppose that
(i) H(X, E[XF|F, o, uf, P, Q) = mingey H(X[, E[X[|FY], auu, P, Qy), ae. t € [0,00), P-a.s.;
(ii) (x,y,u) — H(x,y, o, u, Pr, Q) is a convex function, a.e. t € [0, 00), P-a.s.
Then we have u* is an optimal control.

Proof.  Let u be an arbitrary element in U,q and X be the corresponding solution to (1). On the one
hand, in view of the forms of the cost functional (2) and the Hamiltonian (7), we have

J(x,i5u) — J(x,i;u)

= [ e [FC0 LX) an ) - FOG BT ) de
0

:E/ e_Tt[H(XtuE[Xt|]:g]7at7utuptth) - H(X:7E[Xflfg]uataurutht)
0

— (b(Xe, BIXo|F oy ue) = (XS, BIX[|FY] anyuy), Pr)
- <U(Xt7E[Xt|]:ta]ao‘t5ut) - O'(Xt*vE[X:|]:ta]ao‘tvur)a Qt> + T<Xt - Xt*vptﬂ dt.

On the other hand, for any 7" > 0, applying It0’s formula to e "*(X; — X}, P;) on [0, T], we obtain

T
Ele™™(Xy — X}, Pr)] =E / e = (X — X[, P)
0

+ <b(Xt,E[Xt|ff‘],at,ut) — b(Xf,E[Xf|ff‘],at,uf),Pt>

* Q (18)
+ <Xt — X, —H,(t) — E[Hy(t)| 7 ]>
+ <U(Xt,E[Xt|]:£x],at,ut) — U(X:,E[Xtﬂ]:g],at,’U/:),Qtﬂdt .
From (4) and (11), it follows that
1 1
|E[e™" (X1 — X7, Pr)]| < §E[e_rT|XT — X512+ 5E[e—TT|PT|2] -0, T — oo.
Letting 7' — oo in (18), we get
0 :%LIEOE[&TT(XT — X7, Pr)]
B / e[~ r{X, — X7, D)
0
+ (b(X4, B[X4|F&, s ug) — b(X;, BIXF|FR), e, uf), Pr) (19)
+ <Xt — Xy, —Hy(t) — E[Hy(t)|ff‘]>
+ <U(Xt7 E[Xt|]:ta]7 Qg ut) - O'(Xt*v E[Xt*|]:ta]a Qi u:)a Qtﬂ dt|.
Combining (17) and (19), we have
J(x,i;u) — J(x,i;u)
:E/ ef’”t[H(Xt,E[Xt|ff‘],at,ut,Pt,Qt)—H(X;‘,E[Xﬂff‘],at,uI,Pt,Qt) (20)
0

+(X¢ — X[, —H,(t) — E[H,(t)|F])]dt.
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The convexity condition (ii) implies that

H(Xy, B[X|F], o ug, Pr, Qi) — H(XY, E[X|FE, o, uy, Pry Q)

> <Xt - X aHx(t)> + <E[Xt - X{|F ]aHy(t)> + <ut - ut,Hu(t)>,
and the minimization condition (i) yields
(ue —ug, Hu(1))
. 1 * * o * * 16 *
:ggl%)g[H(Xt 7E[Xt |]:t ]5at7u§7Pt7Qt) - H(Xt 5E[Xt |]:t ]7at,ut,Pt,Qt)] (22)
20,
where uf = Ou; + (1 — 0)uf = uf + 0(us — u}) € Uyg for any 6 € [0, 1].
Moreover, we note that
E[(E[X; = X{ |77, Hy (1)) = B[(Xe = X7, E[Hy (0)F7])] (23)

From (20)—(23), we have
J(x,i5u) — J(x,i;u*) =0, Yu € U,

which means that v* is an optimal control.

Remark 3. Indeed, we can still obtain the expression (22) and the conclusion of Theorem 3 without
the differentiability assumption of the coeflicients with respect to u. The alternative theoretical tool is
the so-called Clarke’s generalized gradient (see Lemma 2.3 of Section 3 in Yong and Zhou [47] for its
precise definition) when the functions are non-smooth in u. Then, we can prove Theorem 3 by following
exactly the proof of Theorem 5.2 of Section 3 in Yong and Zhou [47]. Here, we adopt the differentiability
assumption of the coefficients with respect to u just for simplicity of presentation.

4 Application to an optimal premium problem

4.1 Model and solution

In this subsection, we will formulate and solve an optimal premium problem of an insurance firm in a
regime switching market (it is an LQ problem in nature), by means of the sufficient SMP established in
the previous section. An optimal premium policy in a feedback form is obtained with the help of two
algebraic Riccati equations and an additional linear equation.
Let X € R be the cash flow process of an insurance firm and v € U = R be the premium policy of the
firm. The cash flow process X is described by
dXt = [A(Oét)Xt + A(at)E[Xt|]:f‘] + B(at)ut]dt + O'(Clt)th, t 2 0, (24)
Xo=z € R, ag =1 €M,
where A(i), A(i), B(i), o(i), i € M, are given constants. The insurance firm aims to minimize the
following cost functional:

J(z,i;u) = %E/OOO e " R(ou) (X — c(at))2 + N(at)uf]dt, (25)

where the positive constants ¢(i), i € M, are some preset cash levels (as a benchmark), and R(i) > 0
and N(i) > 0, i € M, are given weighting coefficients. Note that in this problem the insurance firm
has two objectives: one is to minimize the deviation between the cash flow process X and the dynamic
benchmark, and the other one is to minimize the cost of premium policy u over the infinite time horizon.

It is also mentioned that the above formulation of cash flow model and optimal premium problem is
motivated by Huang et al. [48] and Wang and Wu [19]. Tt is modified in this paper by incorporating
the conditional mean into consideration. In the formulation, the Markov chain «, as a common noise,
is usually used to represent the market trend (for example, bull market and bear market), and the
conditional mean provides a more realistic model to allow the cash flow process to depend on its average;
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such a model has been commonly adopted in finance and economics to describe the so-called systematic
risk of inter-bank borrowing and lending (see Carmona et al. [49]).

In the following, we will utilize our sufficient SMP to get a closed-form solution for this problem. At
first, note that in this example,

rp = max{|A(i)], [A@)}, ke =0.

From Theorems 1 and 2, the discount factor is set to be

> 4Ky = 4max{|A( B |A( )}

to guarantee that the state equation (24) and adjoint equation (26) admit unique solutions, respectively.
The associated Hamiltonian is given by

Hw,y,iu,p,0) = [AG)x + A0y + Bli)ulp + 0(i)a + 3[RG)(@ — c(i)” + N(i)u?] — rap.
It follows that

H, = A(i)p+ R(i)(z — c(i)) = rp, H,=A(i)p, H,=B(i)p+ N(i)u.
Then, the corresponding adjoint equation reads

dPt == — [A(O[t)Pt + R(O&t)(Xt - C(Oét)) - TPt]dt - A\(O[t)E[PA]:ta]dt

(26)
+Qtth+Kt.th7 t 2 0,
and the (open-loop) optimal control turns out to be
uf = —N ") B(ay)P;. (27)

By the four-step scheme developed by Ma et al. [50] to decouple an FBSDE, it is natural to guess the
adjoint process P and the state process X has the following linear relationship:

Py = (o) Xy + ¢(au) B[ X | F] + (o) (28)

for some deterministic functions (i), ¢(4), (i), ¢ € M, which will be determined later.
R On the one hand, taking conditional expectation on both sides of (24), we have (recall that we define
Xy = E[Xi|F)) A P

dX; =[(A(ow) + A(a)) Xt + Blow)ug)dt.
Then, applying It6’s formula to P; defined by (28), we obtain (in what follows, the subscript ¢, the argu-
ment «;, and the martingale terms of dW and dM are sometimes dropped for simplicity of presentation)

dpP = K<p(AX +AX + Bu)+ ) Aat,ﬂp(j)x)

JEM (29)
(¢[(A +A)X + B+ > Ao, o)) > > Aari () ]
jeM jeEM
From (27) and (28), the optimal control has the following state feedback form:
ut = —N"'B(pX + X + ). (30)
Inserting (30) into (29), we get
dP = [(Asa ~NT'B?+ > Aat,jw(j)>X
JEM
((A+ A)p+ Ap— N7'B*@? +200) + Y Aa,j0()) ) (31)

jeM

+ ( ~NT'Bp+ )b+ > Aat,jw(j))]dt

jeEM
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On the other hand, inserting (28) into (26), it follows that
dP = — [(—1 + A) (X + ¢X + ) + R(X — ¢) + A[(p + )X + ]| dt
== [((r+ D+ R)X + ((=r + Ao + Ale + )X (32)
+ ((—r + A+ Ay — Re)]dt.

Comparing the coefficients of X and X and the nonhomogeneous terms in (31) and (32), we obtain the
following two algebraic Riccati equations (AREs):

—rp+24p — N71B2p? + Z)\Ugo +R=0, ieM, (33)
JjeEM
and
—r¢+2(A+ A)p+ 240 — N7 B (¢ +200) + > Aijéli) ieM, (34)
JEM

and the following linear equation:

(—r+A+A)p—NT'BXp+ o)+ Y \ijth(j) —Re=0, ieM. (35)
JEM

In particular, if we define A=A+ Aand © = ¢+ ¢, then ¢ satisfies

13+ 245 - NT'B2F+ Y A;B()) + R=0, ieM, (36)
JEM

which takes a similar form as (33) with the only difference that the coefficient A becoming A; so we can

treat (33) and (36) instead of (33) and (34). Then, it follows from the so-called elimination method intro-

duced in Ding et al. [51, Appendix B] that the ARE (33) (respectively, (36)) admits a unique non-negative

solution ¢ (respectively, @) under the condition r > 2A (respectively, r > 2;1), which holds naturally in

view of that the discount factor in this example is assumed to be r > 4k, = 4 max;—1 2{|A(7)|, |A(i)|}.
Finally, we compute the minimum cost of the optimal premium problem. Note that

1 1 o
d(§e_thp(at)Xt2> = 56_Tt [ —rpX? + 20X (AX + AX + Bu*) + Z Nae (1) X2 + cpaz] dt.  (37)

JjEM
Similarly,
d( 5000 R7 ) = 2ot — 16X 4 20R[(A+ DX + BT+ Y Aay sl 38
5 ; 5 at,] ( )
JEM
Moreover,
d(e—rtw(at))?t) = |: - T’Q/JX + ¢[(A + A X + Ba* Z )‘Olr,]w :| (39)
JjEM

Combing (37)—(39) and recalling the definition of the cost functional (25), we have
1
J(x,i5u )——gp:z: ——gbx — Yz
1 = A~
Havizw) +E [ ( () XE 4 5o 000 R + e (R )

1
:§E/ e "po? + Rc* — N~ B%)?|dt,
0

i.e., the minimum cost is given by

1 1 [
J(z,i;u*) = 5@:1;2 + Yz + 5E/ e "[po? + Rc® — N1 B%*y?dt.
0
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Table 1 Values of model parameters.

Parameter =1 =2
A7) 0.1 0.4
A(4) —0.4 —0.1
B(4) 1 2
o (i) 0.6 0.4
R(1) 0.5 0.5
c(7) 3 5
N(i) 0.4 0.4

Table 2 Solutions to Riccati equations and linear equation.

»(1) ©(2) [Ae] o(1) ?(2) |Ad| ¥(1) ¥(2) |AY|

e=1 0.205 0.177 0.028 —0.039 —0.013 0.026 —0.596 —0.712 0.116
e=0.1 0.191 0.185 0.006 ~0.026 —0.020 0.006 —0.646 ~0.671 0.025
€=0.01 0.188 0.187 0.001 —0.023 —0.022 0.001 —0.658 —0.661 0.003

4.2 Numerical experiment

In this subsection, we provide a numerical example to illustrate the optimal premium policy as well as
the optimal (conditional) cash flow process. In this example, we consider a two-state Markov chain «,
which means that the market trend switches between two regimes 1 (“bad” or “bear”) and 2 (“good” or
“bull”). Let the generator of the Markov chain be given by

1]1-11

where the small parameter ¢ > 0 is introduced specially to display the fast and slow time scales; the
smaller the ¢, the faster the transition of a (or the transition of the market trend). In this example, we
will consider and compare three cases: ¢ = 1,0.1,0.01, and explore not only the effect of the switching
of the market trend but also the influence of different time scales on the solution (i.e., optimal premium
policy) of the problem.

In this example, the discount factor is taken to be r = 2, and the values of the other model parameters
for i = 1,2 are listed in Table 1. Note that the appreciation rate of the firm A(7) and the benchmark level
¢(i) in a bull market (i = 2) are supposed naturally to be bigger than those in a bear market (i = 1).

First, we check that

iy = max{|A(0)], JA@)|} =04, ke =0, 7=2>4r,+4r2 = 1.6.

So the stability condition is satisfied. The solutions to Riccati equations (33) and (34) and the additional
linear equation (35), as well as their differences between i = 1 and i = 2 (denoted as Ap, A¢, Avy) for
€ =1,0.1,0.01 are computed and presented in Table 2. Then, the simulation results of X*, )A(*, u*, a for
e =1,0.1,0.01 are plotted in Figure 1. It turns out as follows.

(i) The cash flow process X* will be brought to and eventually stabilized at the benchmark level under
the optimal policy u*. Moreover, since the benchmark level in a bull market ¢(2) = 5 is bigger than that
in a bear market ¢(1) = 3, the optimal policy u* in a bull market should also be bigger than that in a
bear market in order to bring X* to ¢(i) more quickly; it can be seen from each sub-figure in Figure 1
that u* displays a sharp change immediately the Markov chain jumps from state 1 to state 2, and vice
versa. On the other hand, when X* approaches ¢(i), u* will then decrease towards 0 to save cost.

(ii) Table 2 shows that the differences |Apl|, |Ag|, |A)| between ¢(1) and ¢(2), ¢(1) and ¢(2), (1)
and 1(2), respectively, converge to zero as ¢ tends to 0. This phenomenon reflects that as the two states
switch more and more rapidly, they are becoming more like a single state; actually, it is the so-called
two-time-scale approximation (see Yin and Zhang [23]).
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Figure 1 (Color online) Simulations of X ™, X*, u*, a for e = 1,0.1,0.01.
5 Concluding remarks

There are several interesting questions that deserve further investigation. Firstly, it is natural to proceed
to establish the necessary SMP for the infinite horizon optimal control problem considered in this paper,
which needs delicate variational techniques, moment estimations, and duality analysis. Secondly, as an
application of our sufficient SMP, we provide a cash flow management problem in Section 4, which is a
special LQ problem in nature. In the next step, we can continue to study such an LQ problem in the
general setting. The key difficulty should be the solvability of the corresponding AREs. Thirdly, this
paper considers the limit problem of an original N-agent game problem in the sense of Remark 1. In the
future, we will study the convergence of N-agent game towards its asymptotic mean-field game (as well
as related numerical experiments) within the framework of, e.g., [52-54], which not only has important
mathematical significance, but also enjoys many potential applications in practice.
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