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Abstract

We study the stochastic optimal control problem for fully coupled
forward-backward stochastic differential equations (FBSDESs) with jump diffu-
sions. A major technical challenge of such problems arises from the dependence
of the (forward) diffusion term on the backward SDE and the presence of
jump diffusions. Previously, this class of problems has been solved via only the
stochastic maximum principle, which guarantees only the necessary condition
of optimality and requires identifying unknown parameters in the correspond-
ing variational inequality. Our paper provides an alternative approach, which
constitutes the sufficient condition for optimality. Specifically, the original fully
coupled FBSDE control problem (referred to as (P)) is converted into the ter-
minal state-constrained forward stochastic control problem (referred to as (P’))
that includes additional (possibly unbounded) control variables. Then (P’) is
solved via the backward reachability analysis, by which the value function of
(P’) is expressed as the zero-level set of the value function for the auxiliary
unconstrained (forward) control problem (referred to as (P”')). Unlike (P), (P”)
is an unconstrained problem, which includes additional control variables as a
consequence of the martingale representation theorem. We show that the value
function for (P”) is the unique viscosity solution to the associated integro-type
Hamilton-Jacobi-Bellman (HIB) equation. The viscosity solution analysis pre-
sented in our paper requires a new technique due to additional control variables
in the Hamiltonian maximization and the presence of the nonlocal integral
operator in terms of the (singular) Lévy measure. To solve the original problem
(P), we reverse our approach. Specifically, we first solve (P”’) to obtain the value
function using the verification theorem and the viscosity solution of the HIB
equation. Then (P') is solved by characterizing the zero-level set of the value
function of (P”"), from which the optimal solution of (P) can be constructed. To
illustrate the theoretical results of this paper, applications to the linear-quadratic
problem for fully coupled FBSDEs with jumps are also presented.
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1 | INTRODUCTION

We first state the notation used in this paper. The precise problem statement and the detailed literature review are then
provided.

1.1 | Notation

Let R" be the n-dimensional Euclidean space. For x,y € R", x" denotes the transpose of x, {x,y) is the inner product,
and |x| := (x,x)!/2. Let S" be the set of n X n symmetric matrices. Let Tr(A) be the trace operator for a square matrix
A € R™" Let || - ||r be the Frobenius norm, that is, ||A||r := Tr(AAT)!/2 for A € R™". Let I, be an n X n identity matrix.
In various places of the paper, an exact value of a positive constant C can vary from line to line, which mainly depends on
the coefficients in the assumptions of this paper, terminal time T, and the initial condition, but independent to a specific
choice of control.

Let (Q, F,P) be a complete probability space with the natural filtration F := {F;, 0 < s <t} generated by the fol-
lowing two mutually independent stochastic processes and augmented by all the P-null sets in F: (i) a p-dimensional
standard Brownian motion B defined on [¢, T] and (ii) an E-marked right continuous Poisson random measure (pro-
cess) N defined on E x [t, T], where E := E \ {0} with E C R is a Borel subset of R! equipped with its Borel o-field
B(E). The intensity measure of N is denoted by A(de,dt) := A(de)dt, satisfying A(E) < co, where {N(A4, (t,s]) := (N —
(A, (t,s]) } see.7) 1S an associated compensated F-martingale random (Poisson) measure of N for any A € B(E). Here,
A is a Lévy measure on (E, B(E)), which satisfies A(E) < oo and fE(l A le|>)A(de) < co. We introduce the following
spaces:

o LP(Q, Fs;R"), s € [¢, T], p > 1: the space of Fs-measurable R"-valued random vectors, satisfying ||x||;» := E[|x|P] < oo;

. E*;(t, T;R"), t€[0,T], p>1: the space of [F-predictable R"-valued random processes, satisfying |[|x|| VARES
EL/ |, [Pds]? < oo;

« G*(E, B(E), »;R™): the space of functions such that for k € G*(E, B(E), ;;R"), k : E — R" satisfies |k||c: :=
(/5 k(@7 A(de)): < co;

. g%(t, T,A;R"), te€[0,T]: the space of stochastic processes such that for ke QﬁF(t, T,ARY, k: Qx|[t,T] X
E - R" is an P X B(E)-measurable and R"-valued F-predictable stochastic process, which satisfies ”k”% 1=
E[ flT /E |ks(e)|2/1(de)ds]§ < o0, where P denotes the o-algebra of F-predictable subsets of Q X [0, T];

o C([0, T1 x R™): the set of R-valued continuous functions on [0, T] X R";

» Cp([0, T]xR™), p > 1: the set of R-valued continuous functions such that f € C,([0, T] x R") holds |f(t,x)| < C(1 +
|x17);

. Cf)’r([O, T]x R™) L, r > 1: the set of R-valued continuous functions on [0, T] X R" such that for f € C’([0, T] x R"), af

and D'f exist, and are continuous and uniformly bounded, where 0£f is the Ith-order partial derivative of f with respect
tot € [0, T] and D'f is the rth-order derivative of f in x € R".

1.2 | Problem statement

Let Uir := E‘;(t, T; U) be the set of admissible controls, which is the set of square integrable F-predictable U-valued
processes, where U C R! is compact. The aim of this paper is to minimize the following objective functional over
ue ’U't,Tl

T
(P) J(t,a;u>:E[ / 15, X1, (5), U(S), Y14, (5), ZLo (9), / K, (5. ©)A(de))ds + m(X!,(T)| . 1)
t E

subject to the constraint given by
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dXtha(s) = f(s, Xi(s=), u(s), i, (s-), Z} (s), fE K (s, e)A(de))ds
+o(s, Xt'fa(s—), u(s), Yt"‘a(s—), Z;fa(s), fE K;fa(s, e)A(de))dB(s)
+ fE x(s, e, Xl'fa(s—), u(s), Yl"‘a(s—), Z;fa(s), Kt’fa(s, e))N(ds, de)
dth‘a(s) = —g(s,Xt'fa(s—), u(s), Yt’fa(s—), Zt(s), fE Kza(s, e)A(de))ds

+Z}' (s)TdB(s) + [, K}',(s,e)N(ds, de)
Xt =a, Y/ (T) = h(X}! (T)).

()

Here, (2) is known as the (controlled) fully coupled forward-backward stochastic differential equation (FBSDE) with
jump diffusions. In (2), the quadruple (X, Y, Z, K) are (R" X R™ x RP*" x R™)-valued stochastic processes, which define
the solution to (2). Note that u € U;r in (2) is the corresponding control process. We mention that in (2), X is the
forward process with the initial condition, while (Y, Z, K) the backward process with the terminal condition. In fact,
“the fully coupled” means that the diffusion part of X (¢ in (2)) explicitly depends on the backward SDE (BSDE)
(Y,Z,K).

Assumption 1. The fully coupled FBSDE in (2) is well posed, that is, (2) admits a unique solution.

Remark 1. We mention that there are several different conditions for Assumption 1, which can be found in Ref-
erences 1-7 and the references therein. In our paper, we do not need specific conditions for Assumption 1, as
the standard Lipschitz-type and linear growth conditions in Assumption 2 given below are sufficient to solve (P’),

the equivalent forward problem of (P) defined below. In general, Assumption 1 is stronger than Assumption 2
(see Remark 5).

Remark 2. Based on the formulation, (P) is known as the stochastic control problem for (fully coupled) FBSDEs with
jump diffusions. Since (2) involves coupled forward and backward parts, it is difficult to solve (P) directly. Below, we
convert (P) into the forward optimization with the terminal state constraint.

Let Zil% = E%(t, T; RP*"™) and ICEl% = Q]ZF(t, T, A;R™). Consider the minimization the following objective functional
over (u,z,k) € Uir x 245 x KL

T
(P J(ta,biu,z,k)=E [ / (5. X175 (5), u(s), Y5%(), 2(9), / k(s, e)A(de))ds + m(X“# (1)) , 3)
[ , ,

E

subject to

dX5(s) = £5, X (=), u(s), Y5 (5=, 2(5), [ k(s, €)A(de))ds

+0(8, X5 (5=, u(s), Y, (5-), 2(9), [ k(s, e)A(de))dB(s)

+ [y x(s, e,Xt'f(’f’k (s—), u(s), Y:‘l;z’k (s-),2(s), k(s, €))N(ds, de) @
dY,57(s) = —g(s, X} (5-), u(s), Y55, 2(5), [ k(s, €)A(de))ds

+2(5)TdB(s) + [, k(s, e)N(ds, de)

X2 = a, Y510 = b,
[ ,

and the terminal state constraint

2
PN, YD) = R (T) = YA =0, P-as. (%)

This problem is referred to as (P’). Notice that unlike (2), (4) has only initial conditions, which corresponds to the the
forward SDE (with jump diffusions) with the control process (u,z,k) € Ui r X ZEI% X IC?T) While (1) has only one opti-

mization (decision) variable u € U} r, the minimization of (3) is taken with respect to (u,z,k) € U} r X Zil% X IC?T), where

(z,k) € Z% X ICflT) can be regarded as additional (possibly unbounded) control variables induced due to the conversion

from (P) to (P’) discussed below.
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Remark 3.

(i) Itis easy to see that (P) is embedded in (P’) in that if (u*, 2%, k*) € U}t X Z;.r X K1 is the optimal solution of (P’),

(ii)

then u* is the optimal solution of (P) with (Z,K) = (z*, k*) in (2). By (5), the forward process (4) with (u*, Z,K) =
(u*,z*, k*) becomes equivalent to the FBSDE in (2). Note that (P’) is the forward optimization problem, where the two
martingale terms (Z, K) in (P) become the additional control processes. The additional terminal state constraint in
(5) is induced due to the terminal condition of the FBSDE in (2). Indeed, (P’) can be regarded as a class of stochastic
control problems for jump-diffusion models with the (terminal) state constraint.

Since (P) can be analyzed through (P’), we study (P’). Although (P’) is the forward optimal control problem,
the standard optimal control technique cannot be applied directly due to the (terminal) state constraint and addi-
tional (possibly unbounded) control variables. Our paper develops a new approach to solve (P’) via the backward
reachability analysis.

Remark 4. Note that the terminal state constraint (5) can be replaced by one of the following equivalent constraints: (i)
k k .. k k 1
Y:’,lz;z’ (T) = h(XZc’zz, (T)), P-.a.s; (i) H‘Ygéz,k(T)zh(Xz_f,k(T)) =1, P-.a.s; and (iii) E“Y;fl’,z’ (T) — h(X[zi,lz, (T)|?]z = 0.

Assumption 2.

G f:[0,TIXR"x U xR™x RP*™ x R™ —» R", o : [0, T]xR" x U x R™ x RP*" x R™ — R"™P, x [0, T] %

EXR"XUXR™ x RP*™ x G(E, B(E), ;;R™) > R", and g:[0,T]xR"XUXR™xRP" xR™ - R™.  For
any s€[0,T], x,x’ €R", y,y) € R", and (u,z,k) € U X RP*" x R™, there is a constant L >0 such that
If (s, x,u, 3,2, k) = f(s, X", u, Y, 2, 0| S L(Ix =X'| +ly=Y']), lo(s,x,u,,2,k) —o(s,x,u,y', 2, k)| < L(Ix = x| + |y -
YD, (s xuy,2,k) — x(s,x' u,y, 2, k), < Lx =X'| + |y =YD, 18(s,%,9,y.2.k) — g(s, X"y, y.2, k)| < L(|x -
X+ y =y If6s.x,u,y.2.0] +|o@s,x,u,y,2, 0| + | (s, x, u, ¥, 2, k)lg, < L1 + |x| + |y]), and |g(s,x,y,y,2,k)| <
LA+ |x] + |y];

() 1: [0, TIXR"XUXR" xR x R™ - R, m : R" -» R, and h : R" - R™, For any s € [0, T], x,x' € R", y,y' €

R™, and (u,z,k) € U x RP" x R™, there is a constant L > 0 such that |I(s,x, u,y,z, k) — I(s,x',u,y’,z, k)| < L(|x —
X+ 1y =YD, Im(x) — m(x")| + [h(x) — h(x")| < L|x —X'|, and [I(s,x, u,y,z. k)| + |mx)| + [h()| < LA + |x| + |y]);

(iii) [ and m are nonnegative functions.

Remark 5.

®

(ii)

Lemmal. Assume that Assumption 2 holds. Then for any (a,b) € R"™" and (u,z,k) € Uy X ZEI% x Kt

We note that Assumption 2 along may not guarantee that the existence and uniqueness of the solution to the FBSDE
in (2) for the whole interval [0, T]. That is, in some situations, Assumption 2 guarantees the well-posedness of the
FBSDE in (2), but in most cases we need additional assumptions in addition to Assumption 2. This is why we impose
Assumption 1 for (P). In fact, much stronger assumptions than Assumption 2 are needed in Assumption 1 for (2). We
should note that Assumption 1 requires additional assumptions in addition to Assumption 1 (e.g. the monotonicity
assumptions), where different sets of additional assumptions needed in Assumption 1 can be found in References
1-7 and the references therein.

The main purpose not introducing specific conditions in Assumption 1 for (P) is that in our paper, only Assumption 2
is sufficient to solve (P’), since the converted forward SDE in (4) admits a unique (strong) solution (X,Y) on
[0, T] under Assumption 2 only. This implies that (P’) can be solved under Assumption 2 only, which provides the
equivalent optimal solution of (P), provided that Assumption 1 holds.

T there is a unique

F-adapted cadlag (strong) solution of (4). Furthermore, for any (a,b),(a’,b’) € R™™, (u,z,k) € Uyr X Z(tl} x KV and

tt

(i)

LT
€ [0, T] with t < ', there exists a constant C such that (i) E[sup,, |Xt'fc’f’k(s) — X;fc’f,’k(s)lz] <C(a-d]>+|b-V|?,
Elsupyey, 1 |Y1574s) = Y52 ()21 < C(la — o' + |b - '],

(iii) E[supye( 1 1X;52(s) - X;,‘j”‘(s)ﬁ] < C1 + |al> + |b»)|t - t|, and (iv) limy_, E[|1/t"‘l;z’k(T) - Y[‘,‘:Z’k(T)H =0fort €

[0, T].
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N T
Proof. LetX[”f;Jk(-) = [Xf(’f’k(-)T Yt“l;z’k(-)T] € R™™_Then (4) becomes the n + m-dimensional (forward) SDE with jump

diffusions, where the triple (u,z,k) € Ui r X Zil} X IC% is the corresponding control process. By Assumption 2 and (Ref-
erence 8, theorem 6.2.3; see also theorem 1.19, Reference 9 and Reference 10), (4) admits a unique F-adapted cadlag
(strong) solution. The estimates in (i)-(iv) can be shown via Assumption 2 and the Burkholder-Davis-Gundy inequality
(see References 8-11 and the references therein).

We now prove (iv). Without loss of generality, we assume that ¢’ > ¢. Consider

T
YT - YR = - / [9(s, X} (=), u(s), Y, (s=), 2(9), / k(s. e)A(de))
t E
— 8(5, X, % (s=), u(s), Y, #5(s-), 2(9), / k(s, e)A(de))]ds
’ E

t/
- / 8(s. Xy % (s=), u(s), Y} ¥ (s=), 2(s), / k(s. e)A(de))ds
t ’ ’ E

t t
+ / z(s)TdB(s) + / / k(s, e)N(ds, de).
t t E

Notice that as (z, k) € Zil% X IC%’

t 2 t
E l|/ z(s)"dB; ] <E l/ |Z(S)|2dS] —-0as ' >t
t t

and similarly using Kunita’s formula (theorem 4.4.23 of Reference 8),

t 2 t
E | / / k(s, e)N(de, ds)| <E / / |k(s,e)|*A(de)ds| — 0as t' — t.
¢ JE ¢ JE

Then using the estimates in (i)-(iii), the Burkholder-Davis-Gundy inequality, and the Gronwall’s inequality, (iv) follows.
This completes the proof. n

Remark 6. Based on the estimates in Lemma 1, we can easily show that ||z||i2 < C( + |a]® + |b|?) and ||k||é2 <C+
F F
|a|? + |b|?). Specifically, note that by (4),

T T T
/ 2(s)"dB(s) + / / k(s, e)N(ds, de) = Y“#5(T) - b + / 8(s, XK (s=), u(s), Y (s-), 2(9), / k(s. e)A(de))ds.
t ¢t JE ’ t ’ ’ E

By Assumption 2 and the Burkholder-Davis-Gundy inequality, together with the Kunita’s formula (theorem 4.4.23 of
Reference 8) and the fact that B and N are (mutually) independent stochastic processes, we can show that

217, + NKIIG, <€ <1 +[bI* +E [ sup |X;57(9)]°

s€(t,T]

+E [ sup |Yt”1’f’k(s)|2] ) )

selt,7] ©

Since Assumption 2 and Lemma 1 imply that E [supse[t,n |Xt‘!‘;f’k(s)|2] <CQA+la>)and E [supse[t’ﬂ |Yt”lf’k(s)|2] <Ca+

|b|?) (see corollary 6.2.4 of Reference 8) and section 3 of Reference 11), we have ||z||i2 < C(1+ |a|?®+ |b]?) and ||k||z2 <
F F

C(1 + |a]? + |b|?). This shows that the additional control variables can be restricted to be E]zF X Q%F bounded controls.

Under Assumptions 1 and 2, we define the value function of (P’), where V : [0, T] x R* x R™ — R,

Vitab)= inf  {Jtabuzk | PG YT) =0, P-as). (6)
uelir ’ ’
@heZyxkyy
Remark 7. Under Assumption 1, according to Assumption 2(iii), we have J > 0, which implies V' > 0. Due to the terminal
state constraint, V' might be discontinuous.
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The main results of this paper can be summarized as follows:

a. The first main result (see Theorems 1 and 2) shows that by using the backward reachability approach, the value func-
tion of (P’) in (6) can be expressed as the zero-level set of W, that is, V(t,a,b) = inf{d > 0 | (a,b,d) € R(t)} = inf{d >
0| W(t,a,b,d) =0, (a,b,d) € R*™+1} where R is the backward reachable set and W is the value function of the aux-
iliary unconstrained (forward) control problem with jump diffusions (referred to as (P”) in (11)). Although (P”) is the
unconstrained control problem, it includes additional martingale control variables, as a consequence of the martingale
representation theorem. Hence, the standard optimal control theory cannot be applied to solve (P”'). We show that W
is continuous (see Lemma 5), which implies that V, the (possibly discontinuous function) value function of (P’), has
the continuous representation in terms of W. Since (P”) is the unconstrained forward control problem and its value
function W is continuous, the characterization of W is more beneficial than the direct characterization of (possibly
discontinuous function) V in (6).

b. The second main result provides the approach for the explicit characterization of W, the value function of (P")
(see Theorem 3). Specifically, we prove that W is the unique viscosity solution to the associated (integro-type)
Hamilton-Jacobi-Bellman (HJB) equation (see (12)). Unlike the viscosity solution analysis established in existing
literatures, our paper requires a new approach, since the (integro-type) HIB equation in (12) has four different
additional (possibly unbounded) Hamiltonian maximizing variables (z,k, a, f) € RP*™ x G*(E, B(E), A; R™) x RP x
G?*(E, B(E), A; R) due to the structure of (P”") and the nonlocal integral operator in terms of the (singular) Lévy measure.
We also provide the verification theorem for (P”) (see Theorem 4), which constitutes the sufficient condition for opti-
mality (P”), provided that the corresponding HIB equation admits a unique solution. Hence, the verification theorem
(Theorem 4)), together the viscosity solution property of W (Theorem 3), provides the explicit characterization of the
value function W for (P").

Based on the main results given in the statements of (a) and (b), it is possible to solve the original (fully coupled)
FBSDE control problem (P) (see Remark 15). Specifically, as stated in the statement of (b), we first solve (P”) to obtain
the value function W using the verification theorem (Theorem 4) and the solution to the (integro-type) HIB equation
(Theorem 3). Then by Theorem 2, one can solve (P’) by characterizing the zero-level set of W, the value function of (P")
(see the statement of (a)). Finally, using the optimal solution of (P’) and the conversion method discussed in Remark 3,
the optimal solution of (P) can be constructed. We note that this approach is demonstrated through the linear-quadratic
(LQ) problem for FBSDEs. In particular,

a. In Section 4, we apply our theoretical results (see the statements in (a) and (b)) to the LQ problem for FBSDEs. That is,
we first convert the original LQ problem (LQ-P) into the equivalent forward problem (LQ — P’) as well as its equivalent
unconstrained version (LQ — P”). Then we apply the main results of the paper (see the statements in (a) and (b)) as
well as the conversion method (see the preceding discussion and Remark 15) to characterize the optimal solution of
(LQ-P) (see Proposition 2).

1.3 | Literature review and organization of the paper

The stochastic differential equation (SDE) given in (2) is known as a class of forward-backward SDEs (with jump
diffusions), since the forward process X with the initial condition is coupled with the backward SDE (BSDE)
(Y,Z,K), and the terminal condition of the BSDE depends on the whole path of the forward process X. Since
the pioneering works in the works,'>!? various types of FBSDEs have been studied extensively in the literature,
as they have strong connection with applications in engineering, mathematical finance, science and economics
(see References 14-22 and the references therein). For example, FBSDEs can be used to model the coupled
nature between the stock price (forward process) and the wealth process (backward process) in mathematical
finance.!*1%2> Moreover, FBSDEs can be used to describe interacting particle systems in mean-field type prob-
lems.?*?6 Various recent theoretical develops for FBSDEs can be found in the works!72%27-30 and references
therein.

Concerning stochastic control problems for FBSDEs, the LQ problems were studied in various literature (see Ref-
erences 1,31-40 and the references therein). In most of LQ problems for FBSDEs, the monotonicity assumption of the
coefficients for FBSDEs (e.g. References 1,39,40) is crucial to construct and verify the proposed optimal solution using
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the stochastic maximum principle. In fact, for LQ control of FBSDEs with the monotonicity assumption, the approach
is similar to that for classical LQ problems of forward SDEs (e.g. Reference 18), since the monotonicity assumption sim-
plifies the duality analysis between variational and adjoint processes in the stochastic maximum principle. Without the
monotonicity assumption,*¢-3 established the completion of squares method, which essentially requires the additional
restriction on the corresponding objective functional to obtain the optimal solution. This restriction is quite similar to the
convexity condition of the objective functional. As mentioned below (the statement in (c)), we note that the LQ result of
this paper (see Section 4) needs neither the monotonicity assumption for the FBSDE nor the additional restriction on the
objective functional.

We note that (P) is regarded as a general nonlinear stochastic control problem for FBSDEs. A major technical chal-
lenge of such problems arises from the dependence of the (forward) diffusion term on the BSDE and the presence
of jump diffusions. Previously, for such problems, only stochastic maximum principles have been established, which
in general constitute only the necessary conditions for optimality in terms of variational inequalities (see References
34,39-51 and the references therein). The notable result of the stochastic maximum principle for control of FBSDEs
was obtained in Reference 41. Specifically, the work*' converted the original problem into the forward problem as in
(P’) and then obtained the stochastic maximum principle of the converted (forward) problem using the Ekeland’s vari-
ational principle. However, due to additional control variables in the forward problem (e.g. (z,k) € Z(tl} X IC% in (P")),
the stochastic maximum principle in Reference 41 requires identifying unknown parameters. Hence, it is practically
not implementable. The results of the work*! were extended to the case of jump-diffusion models,*’ the risk-sensitive
framework,* the problem with state constraints,** and the mean-field type problems.*** Moreover, when the FBSDE is
not fully coupled, the stochastic maximum principle was also obtained in References 34,45. Recently, References 43,46
considered the different approach of the stochastic maximum principle for FBSDEs, where unlike the work,* the varia-
tional inequalities in Reference 43,46 do not contain unknown parameters. However, the problems in Reference 43,46 are
simplified in that their BSDEs are defined as objective functionals, and their FBSDEs are restricted to one-dimensional
processes. We also mention that the work® considered the stochastic control for fully coupled mean-field type FBSDEs
with jump diffusions, and the work™ studies the partially observed risk-sensitive control for FBSDEs. Moreover, the
work*® considered the stochastic control problem for mixed FBSDEs, where the “mixed” means that there are determin-
istic and random controllers. The approaches in References 39,49,50 are also closely related to the stochastic maximum
principle framework. However, the control spaces in References 39,49,50 are restricted to be convex sets, and the mono-
tonicity condition is imposed in Reference 39 for the corresponding FBSDE. In addition, the sufficient conditions of
the stochastic maximum principle in Reference 39,49,50 require additional convexity assumptions for the coefficients
of the corresponding FBSDEs. Note that the FBSDE in Reference 49,50 is not fully coupled in that the forward SDE
does not depend on the backward SDE. Moreover, the convex control space assumption in References 39,49,50 sim-
plifies the duality analysis of the optimality condition, with which only the first-order variational analysis needs to be
considered. We also mention that @ksendal and Sulem in Reference 51 studied the sufficient condition of the stochas-
tic maximum principle with partial information for optimal control problems of FBSDEs with jumps. However, the
FBSDE in Reference 51 is not fully coupled in that the forward SDE does not depend on the backward SDE, and the
additional convexity assumptions on the FBSDE and the control space (or the additional assumption on the set of admis-
sible controls) are imposed. Moreover, under the similar convexity assumptions of the coefficients and the control space
(as well as the monotonicity assumptions), Wang and Xiao in Reference 40 obtained the sufficient condition of the
stochastic maximum principle with partial information for optimal control problems of fully coupled FBSDEs without
jumps.

The main comparison of this paper with the existing literature is stated as follows:

(i) As mentioned above, the existing approaches mentioned above (see References 34,39-51) are closely related
to the stochastic maximum principle framework, which in general guarantee only the necessary condition for
optimality. In some situations, they are also sufficient. However, the sufficient condition for the stochastic max-
imum principle requires additional convexity assumptions as well as the additional conditions in the problem
setting.

(ii) Different from existing literatures mentioned above, our paper provides an alternative approach based on the DPP
and HJB theories, which constitutes the sufficient condition for optimality of (P) (see the statements of (a) and (b)).
In fact, unlike the existing literature mentioned above, our approach requires neither the convexity assumption on
the control space nor the convexity condition for the coefficients of the FBSDE in (2). Note that our approach allows
to characterize of the optimal solution for control of FBSDEs in (P), which are developed based on the backward
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reachability approach, the viscosity solution analysis of the associated HIB equation, and the verification theorem
(see the statements in (a) and (b)). To the best of our knowledge, the sufficient condition for control of FBSDEs
using the DPP and HJB theories has not been studied in existing literatures. We address this problem in the context
of general jump-diffusion models given in (P).

(iii) We also note that unlike the existing results on LQ control for FBSDEs mentioned above (see References 1,31-40),
our LQ results (see the statement in (c)) need neither the monotonicity assumption for the FBSDE nor the restriction
on the objective functional. In fact, our paper provides the sufficient condition to characterize the optimal solution
to the LQ problem for FBSDEs without such additional assumptions.

Our paper is organized as follows. The characterization of V via the zero-level set of W is given in Section 2. In
Section 3, we study the characterization of W by showing that W is the unique viscosity solution of the associated
(integro-type) HIB equation. Section 4 studies the example of (P), which is the LQ control problem for fully coupled
FBSDEs with jump diffusions. The proofs of the results in Section 3 are provided in Section 5. We conclude this paper in
Section 6. Appendices A-F are required for the proofs in Section 5. Appendix G is needed for Section 4.

2 | CHARACTERIZATION OFV

In this section, we characterize (6) as the zero-level set of the value function for the auxiliary unconstrained stochastic
control problem with jump diffusions. The results of this section are summarized in the statement of (a) in Section 1.2.

2.1 | Characterization of V via backward reachable set

We introduce another (forward) SDE with jump diffusions

t.a,b,d t.b

Z.k.a,
et = d,

{dg“""*“’ﬂ (8) = —I(s. X} (s=), u(s), Y%K (s-). 2(5), [, k(s. e)A(de))ds + a(s)TdB(s) + /,, A(s. e)N(ds, de) @

where d € R is the initial condition and (a, §) € Ziz; X ICEZT) with Ziz; = Eé(t, T;RP) and lcf} = QIZF(t, T, A;R) can be
viewed as additional control variables. Note that (7) captures the objective functional of (2). Let 7V := (z,a) € Z?T) X
ZizT) =: H?T) and 7% :=(k,p) € IC?% X ]Ciz% =: H?T). The following results hold, where the proof is similar to that of

Lemma 1.

Lemma 2. Suppose that Assumptions 1 and 2 hold. Then for any (a,b,d) € R™™! and (u, zV, z7®) € U1 x Hgl} X

ng% there is a unique F-adapted cadlag (strong) solution of (7). In addition, for any (a,b,d),(a’,b’,d") € R™"+! gnd

. (e 1) 72
(u, 7V, 7y € Vi r X Hgl% X 1'[52% there exists a constant C > 0 such that E[supsc(, 7 |C;,lfb, PO gt'i’l‘f:l’)’/ ? d;”( )21 < C(la -
. 1) (2 1) (2
a>+b=b'1? +|d - d'|*) and limy_ E[|¢7, © (D) = &7, 7 (DI = 0 for ' € [0, T).

Remark 8. We may impose bounds on additional control variables. Specifically, let us define J(t,a,bu,z,k) :=
flTl(s,Xt’fl;Z‘k(s), u(s), Y54 (s), 2(5), [, k(s, ) A(de))ds + m(X;“**(T)). Note that we have J(t,a, b; u.z, k) = E[J(t, a, b;u,z. k)].
SinceJ € L3*(Q, Fr; Rj, it follows from the martingale representation theorem (see theorem 5.3.6 of Reference 8) that there
are unique (a, f) € ZEZ% X ICiZT) such that

T T
/ a(s)"dB(s) + / /ﬁ(s, e)N(ds,de) = J(t,a, b;u,z,k) — J(t,a,b;u,z, k)
t t E

T
= / (s, X;5%5(s), u(s), Y}52(s). 2(s), / k(s, e)A(de))ds + m(X;s>(T))
t ’ E

T
-E [ / (5. X2(s), u(s), Y4#(5), z(s), / k(s, e)A(de))ds + m(X (1)) | .
t ’ E ’
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YANG AND MOON W] LEY 9

By Assumption 2 and the Burkholder-Davis-Gundy inequality, together with the Kunita’s formula (theorem 4.4.23 of
Reference 8) and the fact that B and N are (mutually) independent stochastic processes (see Remark 6), we can show that

lellZ, +1811% <C <1 +E [ sup |X;j;f”‘<s)|2] +E [ sup |Yt”l;z”‘<s>|2]) :
F F SE€([t,T] se(t,T] ’

Then by Lemma 1 (see Remark 6), we can easily show that ||oc||i2 < C( + |a]? + |b]?) and ||,B||é2 < CA + |al® + |b]?).
F F
Analogous to Remark 6, the additional control variables are restricted to be Eé X QIZF bounded controls.
We define the epigraph of m: Epi(m) := {(a,d) € R" xR | d > m(a)}. Then the following result holds:

Lemma 3. Suppose that Assumptions 1 and 2 hold. Then V in (6) is equivalent to

V(t,a,b) = inf{d > 0 | 3(u, 2V, 2?) € V7 x I') x 1'%} such that

XA, ¢4 (1)) € Bpi(m) & YAPHT) = h(PHT), P-as.). ®)
Proof. By (6) and (7), it is straightforward to see that

V(t,a,b) = inf{d > 0 | 3w, 7V, 2?) € Vyr x 1) x I1%). such that

d > J(t,a.b;u,z. k) & Y*(T) = h(X\"FX(T)), P - as.}. ©)

Then it is necessary to prove the equivalence of the following two statements: (a) 3(u,z,k) € Ui r X Zil% X IC?T) such that

d > J(t,a,b;u,z.k) and Y*2K(T) = h(X"24(T)), P-as. and (b) 3(u, 7V, z?) € Uy r x 1) X [, such that {550 (T) >

m(Xt‘fj’k(T)) and Yt‘fl;z’k(T) = h(Xt‘fl’f’k(T)), IP-a.s. We can easily observe that (b) corresponds to (8), while (a) is equivalent
to (9).

By the martingale representation theorem in theorem 5.3.6 of Reference 8 and the definition of J in Remark 8, there
are unique (@, f) € ZEZ% X ICizT) such that

T T
](t,a,b;u,z,k)=J(t,a,b;u,z,k)+/ d(s)TdB(s)+/ /ﬁ(s,e)N(ds,de).
¢ JE

t

Since J > 0, it follows that

T T
d>J(ta,bu,zk) — / @(s)"dB(s) — / /ﬂ(s, e)N(ds,de) > 0, P —as.
¢ JE

t

This implies that C[”f;)kf’ﬁ (T > m(Xff’k(T)). Moreover, from (a), we have Yt”,f’k(T) = h(Xt”l’f’k(T)), P-a.s. Hence,
(a) implies (b).

Note that (b) is equivalent to that there exist (u, 7V, 7¥) € U} 1 x Hﬁl% X Hﬁ such that Yt“l;z’k(T) = h(Xt'ff’k(T)), P-a.s.
and

T
d> / (s, X;2(5), u(s), Y5%(s), z(s), / k(s, e)A(de))ds + m(X (T))
t , ,

E

T T
- / a(s)TdB(s) — / /ﬁ(s, e)N(ds, de), P — a.s.
t t E
As the stochastic integrals above are Fy-martingales, by taking the expectation, (b) implies (a). We complete the proof. m

We define the backward reachable set associated with the epigraph and the (terminal) state constraint in (5):

R(t) :={(a,b,d) € R™™ | 3w, 7V, z?) € Uy r x II!") x 1%} such that

@1

¥/ ,71'(2) . e 3&ss.
X;j;"‘(T),cjj‘;,b’ J(T) € Epi(m) & p2(Y;ij"(T),X;jj"(T)) =0, P—as.}).

85UB01 7 SUOWWOD BAIER.D 3(qedljdde ay) Aq peusencb a.e s9olLe VO ‘88N JO S9INJ 10} A%IqiT8UIIUQ A1/ UO (SUOTIPUOD-PUR-SWBILID" A3 1M ALeIq 1 pul|Uo//Sdy) SUONIPUOD pue WIS 1 84} 88S *[£202/T0/80] U0 Ariqiauluo Ao ‘Ariqi Aisieaiun BueAueH Aq 09621200/200T 0T/I0p/W0D" A8 1M Aeiq 1 Bul|UO//Sdny Wol) pepeojumod ‘0 ‘¥TSTE60T



10 Wl LEY YANG AND MOON

Then by Lemma 3, we state the following result:
Theorem 1. Let Assumptions 1 and 2 hold. Then fort € [0, T] and (a,b) € R™™ V(t,a,b) = inf{d > 0 | (a,b,d) € R(t)}.
Remark 9. Theorem 1 shows that the original value function V' can be expressed in terms of the backward reachable
set. The next subsection focuses on the characterization of the backward reachable set via the auxiliary control problem
penalized by the (terminal) state constraint.
2.2 | Characterization of backward reachable set via auxiliary control problem
We introduce the auxiliary objective functional

ta,bd

3t a, b, dyu, 7V, 2?) = F(t,a, b, diu, 7k, a, ) = E [max{m( XUAK(T)) = L4 (T), 0} 4 p2 (XU (T), Y"Zk(T))], (10)

where p is defined in (5). We may use the other equivalent terminal constraints given in Remark 4.

Remark ~ 10. By  definition,  pP2(X“*%(D),Y2X(T)=0 if and only if  Y*¥T) = h(XA(T)),

P-ass., and pZ(thi’lz’k(T) Y“’z’k(T)) >0 otherwise. Moreover, it follows from Lemma 1 that
Ellp (X4, Y52 4T) - p (X;‘;’%T) YST)IE < Cla-a'|+1b-b])  for  (ab).@.b)eR™™  and

lim_, E[|p? (X“"(T) YAK(T)) — 2T, YK (T))E = 0 for ¢ € [0, T).

We define the auxiliary value function for (10):

(P"y W(t,a,b,d) = inf Jt,a,b,d;u, 70, 7?@), (11)

ueu, r
1 2 (1) (2)
(7D 7 ( ))Eﬂ[‘Txl'[l’T

where W : [0, T] x R**™*+1 — R, Note that (11) is the unconstrained (forward) stochastic control problem, which is
penalized by the terminal constraint.

Theorem 2. Let Assumptions 1 and 2 hold. Suppose that there exists an optimal control that attains the minimum of
(P"). Then (i) For t € [0, T], R(t) = {(a,b,d) e R" x Rx R | W(t,a,b,d) = 0} and (ii) for t € [0, T], V(t,a,b) = inf{d >
0| (a,b,d) € R(H)} =inf{d >0 | W(t,a,b,d) =0, (a,b,d) € R*m+1},

Remark 11. Inview of Theorems 1 and 2, V, the value function of (P’), can be expressed as the zero-level set of the value
function of (P”). As shown in the next subsection, W is continuous. This, together with the discussion in Remark 3, means
that instead of seeking for a possibly discontinuous function V, we can use W to solve (P’) as well as (P).

Proof of Theorem 2. Note first that (ii) follows from (i) and Theorem 1. Hence, we prove (i) by showing that R(t) C 7A€(t)
and R(t) 2 R(t), where R(t) := {(a,b,d) e R" x RxR | W(t,a,b,d) =0, (a,b,d) € R™"*}.
We take (@, b, d) € R(t). Then by definition, there exist (i, 70, z®) € Uj 1 x 1'[(1) X H(z) such that

max{m(X;*(T)) - g” o ’(T) 0} =0, PAX (), Yt”{‘k(T)) —0, P—as.

This shows that W(t a, b, 3) 0 for t € [0, T]. Hence, (a, b, E) S 7A€(t) which implies R(t) C 7A€(t)
Let (a, b, d) S R(t) and (4,2, k a, ﬁ) € Uir X H(l) X 1'[(2) be the optimal solution to (P)”, whose existence is assumed
by the statement of the theorem. This leads to

W, ab,d) =E [max{m( X22K (7)) - gﬁi;_f@ﬁ

CEEN(T), 00 + AN, YD) | = 0

Then max{Xa:z@(T)—Ct E; D), O}+p( ﬁ N),Y ai (T)) <0 is not possible due to the definition of p, and

max{Xf’_zk(T) C”Eaaﬂ( ),0} + 2(X"‘_Zk(T) ﬁg (T)) > 0 is not possible, as it contradicts W(t, a, b, d) =
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This implies that
uzk azka.p, 2 vk azk _
max{m(X, ;" (T)) = ¢ "22"(T), 0} + p~(X, (1), Y (1)) = 0, P —as.
ta tabd ta th
As p is nonnegative, by the definition of the epigraph,

(mOEERT), (P2 (1)) € mpi(m) & YEEK(T) = hOGEH(T), P - as.

This proves that (@, E, 3) € R(t), which leads to 7A€(t) C R(D). =

2.3 | Properties of W

We state the dynamic programming principle (DPP) of W. Note that since (P”) is the Mayer stochastic optimal control
problem, that is, (P"") does not have the running cost, the DPP of (P”) is simplified.”!%>2

Lemma 4. Suppose that Assumptions 1 and 2 hold. Then for any t € [0,T] and (a,b,d) € R*™"™+1 it holds that
W(t,a,b,d) =E [W(t + o, XK 4 1), YR 1), R (14 f))].
The next result shows the continuity of W.

Lemma 5. Assume that Assumptions 1 and 2 hold. Then for any t € [0, T}, there is a constant C such that (i) for t € [0, T]
and (a,b,d), (a',b',d") € R*™+ |\W(t,a,b,d) — W(t,a',b',d")| < C(la—a'| + |b-b'| + |d — d'|) and (ii)) W is continuous
inte[0,T].

Proof. We prove (i). Note that | inf f(x) — inf g(x)| < sup |f(x) — g(x)|. From Assumption 2, Lemmas 1 and 2 and Hdélder
inequality,
|W(ta a, b7 d) - W(t’ a’? b’? d/)|
<C  sup  (E[mOCET) - mEFHT)P )E + EIXSEHT) - X)) )3
uel, ; ’ ’ ’ ’

1 2 (1) 2)
(7D, 7€ ))Eﬂ[_Txl'[LT

+E[Y74T) = YD 1 + BGS (D = ¢y (D17} < Cla—d'| + b= b'| +1d — d')).

Note that the last inequality is due to Remarks 6 and 8. Hence, (ii) follows.
To prove (ii), using the similar technique as in (i), together with Lemmas 1 and 2, we have

|W(t+,a,b,d) — W(t,a,b,d)|
<CridkCosup (EIYTLD = Y (DR 1 + BUG D = & (DF 1),
uel, ¢ ’ ’ T Y

(e e 1Y
Recall from Lemmas 1 and 2 that

. uzk uz.k 241 . uzk.a.p uzk.a,p 2% _
B[ Y24(T) - YA 1 = 0, HmB{leieel(r) - Cked (1 = .

t+7,a,b,d ta'bd
Therefore, (ii) holds. This completes the proof. m

The boundary conditions of W can be stated as follows:

Lemma 6. Suppose that Assumptions 1 and 2 hold. Then (i) for (a,b,d) € R*"™*+ W(T,a,b,d) = max{m(a) — d,0} +
p*(a,b)and (i) ford < 0, W(t,a, b, d) = Wy(t, a, b) — d, where W, is the value function of the unconstrained stochastic control
problem:
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12 Wl LEY YANG AND MOON
Wo(t.a,b) :=  inf {J(t, a,biu,z,k) +E [pz(x;‘;f”‘(T), Y“’Z’k(T))] } .
uel, ¢ E t.b
b2kt

Proof. Note that (i) follows from the definition of W in (11). To prove (ii), using the definition of W,

Wtabd >  inf  EmXD) = G5 (M + g KD, YD)

1 2 1) (2)
(7D, 7( >)€Ht_T><1'I[YT

> inf  EmXEAT) - d+ D), YD)

uel, b
(zhezHxkl)

T
+ / (s, X} (s=), u(s), Y15¥*(s—), 2(9), / k(s, ) A(de))ds] = Wo(t, a,b) — d,
t ’ E

where we have used the fact that the stochastic integrals with respect to B and N are Fs-martingales.
On the other hand, note that since d < 0, and [ and m are nonnegative, it follows that

max{m(X;:*(T)) - {150(T), 0)

T
= mX;*M(T) —d + / (5. X225 (s=), u(s), Y5#(s-), 2(9), / k(s,e)A(de))ds > 0, P — as.
t ’ E

Then we have
W(tabd<  inf E[max{m(X;"*(T)) — ¢452(T), 0} + p*(X)5#(T), Y42 (T))]

t.a,b,d
t,T
@K)EZIxKL)

= inf  E[max{mX?(T)) — d + p*(X}2(D), Y1)

uel, E E b
(ahoez i

T
+ / I(s, X;5% (5=, u(s), Y}5#5(s=), 2(9), / k(s, e)A(de))ds] = Wo(t,a,b) — d.
t ’ E

We complete the proof. n

3 | CHARACTERIZATION OF W VIA VISCOSITY SOLUTION OF
(INTEGRO-TYPE) HJB EQUATION

Asstated in Remarks 3 and 11, the original (fully coupled) FBSDE control problem (P) can be solved via the unconstrained
forward optimization problem (P”). This section focuses on solving (P”') by showing that W, the value function of (P"),
can be characterized by the viscosity solution of the associated (integro-type) HIB equation. The results of this section are
summarized in the statement of (b) in Section 1.2.

Letf(u,z,k) :=f(t,a,u,b,z, fE k(e)A(de)) and the similar notation applies to g, I, o, and y. Define

fuz, [, ke)Ade)

fu,z,k) :=ft,a,u,b,z.k) :=|-g(u,z, [ k(e)A(de))
— l(u,z, [, k(e)A(de))
o(u,z, [, k(e)A(de))
ocu,z.k,a) :=0(t,a,u,b,z,k,a) := z!
(ZT
x(e,u,z,k(e))
x(e,u,z,k(e), f(e)) := x(t,e,a,u,b,z,k(e), fe) := k(e)
p(e)
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YANG AND MOON W] LEY 13

We define a := [aT b7 d|', O =[0,T)x R™™" x (0,00, O = [0, T X R™™ x [0,0), GV := GX(E, B(E), 4;R™), and
G? := G(E, B(E), 4;R). Moreover, by a slight abuse of notation, 7 := (z,a) € RP*" x R? =: [V and z® := (k, ) €
GO % G@ = I®.

We introduce the integro-type HIB equation

— o, W(t,a) + H(t,a,(W,DW,D*W)(t,a)) = 0, (t,a) € O

W(T,a) = max{m(a) — d,0} + p*(a,b), (a,b,d) € R™"™ x (0, o) (12)
W(t,a,b,0) = Wy(t,a,b), (t,a,b) € [0,T) x R"™

where H : [0, T] x R+l x R x R+ x S+m+1L _, R s the Hamiltonian defined by

H(t,a,(W,DW,DW?)(t,a)) := sup fi(¢, a, (W, DW, DW?)(t, a)), (13)

UeU (71, 7))V xI1?
with H given by

Ht, a, (W, DW, DW)(t, a); u, z0, z?)
:= —(DW(t,a),f(u,z, k)) — %Tr(DWz(t, a)oo' (U,z,k,a))

- / [W(t,a+ x(e,u,z, kie), f(e))) — W(t,a) — (DW(t,a), x(e, u,z, k(e), f(e)))] A(de). (14)
E

Note that the boundary conditions in (12) are due to Lemma 6.

Remark 12. The (integro-type) HIB equation in (12) is a class of nonlinear second-order partial differential equations
(PDEs). Note that (12) also includes the nonlocal integral term in terms of the Lévy measure due to the jump-diffusion
process. When there are no jumps (i.e., y = 0in (4)), the HIB equation in (12) becomes the local nonlinear second-order
PDE.

The notion of viscosity solutions for (12) is given as follows:!1+33->*
Definition 1. A real-valued function W € C(@) is said to be a viscosity subsolution (resp. supersolution) of (12) if
(1) W(T,a) < max{m(a)—d,0} + p*(a,b) (resp. W(T,a) > max{m(a)—d,0} + p*(a,b)) for (a,b,d) € R*" x (0, c0)
and W(t,a, b,0) < Wy(t, a, b) (resp. W(t,a,b,0) > Wy(t,a, b)) for (t,a,b) € [0, T) x R**™,

(ii) For all test functions ¢ € Cllj’3((_9) N C5(0O), the following inequality holds at the global maximum (resp. minimum)
point (t,a) € O of W — ¢b:

- ald)(t’ a) + H(t’ a, (d)’ Dd)’ Dzd))(t’ a)) < 0 (resp' - at¢(t7 a) + H(t7 a, (¢9 Dd)’ Dzd))(t’ a)) > 0)

A real-valued function W € C(@) is said to be a viscosity solution of (12) if it is both a viscosity subsolution and a
viscosity supersolution of (12).
We state the main result of this section, whose proof is given in Section 5.

Theorem 3 (Existence and uniqueness of viscosity solution of (12)). Suppose that Assumptions 1 and 2 hold. Then W
defined in (10), the value function of (P"), is a unique viscosity solution of the integro-type HIB equation in (12).

Remark 13. Theorem 3, together with Theorem 2, implies that the solution of the HIB equation in (12) and its zero-level
set characterize V, that is, the value function of (P’).

Another main result is the verification theorem, which constitutes the sufficient condition of (P"). Its concise proof
is given in Section 5.
Theorem 4 (Verification theorem). Let Assumptions 1 and 2 hold. If W € C;'3(5) N C»(O) solves the HIB equation in
(12), then for any (t,a) € o,
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14 Wl LEY YANG AND MOON

Wi(t.a) <T(t,a;u, 70, 7?), Y(u, 70, 2?) € Vi p x Iy X 110).

In addition, assume that for t € [0, T] almost everywhere, the following holds for (i, 70, 7?) = (1,2, @, E [f) € Vir X HflT) X
H(2) .
LT

H(t,a, W, DW,DW?)(t, a); i1, 20, 7#?) = H(t, a, (W, DW, DW?)(t, a)). (15)

Then (@, 7V, 7®) = @,2,8.k, ) € Uir X H(l) X H(z) is the optimal solution of (P") and W(t,a) = J(t, a; I, 7V, 7®) is the
corresponding value function.

Remark 14. Under the same assumption as in Theorem 4, the verification theorem can be extended to the nonsmooth
case when the HJB equation in (12) admits only the viscosity solution in C(@); see for a related discussion in theorem 4.1
of Reference 52. Note that by Theorem 3, the (integro-type) HIB equation in (12) admits the unique viscosity solution.
Hence, we can still apply the nonsmooth verification theorem to obtain the optimal solution of (P”) as in Theorem 4.

Remark 15. In this remark, we discuss the construction of the optimal solution of (P) through (P"") and (P’):

(i) Based on Theorems 3 and 4 (see also Remark 14), we solve (P”"), where W, the (smooth or viscosity) solution to the
integro-type HIB equation in (12), is the value function of (P");

(ii) By Theorem 2, one can solve (P’) by characterlzlng the zero-level set of W obtained from (i), where we have to
find (a, b, d) € R+l guch that V(t, a, b)=d=inf{d > 0| W(t,a, b, d) = 0} (see Remark 16 for the approximated
construction of V as well as the triple (a, b, d))

(iii) Finally, using the solution of (P’) in (ii) with (a, b, d) € R™™+1 and the conversion method discussed in Remark 3,
the optimal solution of (P) can be constructed, where (a, b) € R""™ ig the given initial condition for the (forward)
SDE in (4) controlled by the optimal solution of (P’') (see Remark 3).

In summary, we can easily see that through steps (i)-(iii) and using the conversion method discussed in Remark 3,
the optimal solution of (P) can be constructed.
The following remark states the construction of the approximated solutions in Remark 15(ii).

Remark 16. Under the conditions of Theorem 2, the approximation of V and the triple (a, E, d) e R™™m+1 can be obtained
by the following construction:

V(t,.a,b)=d :=min{d €[0,d] | W(t.@,b,d)= min W(abd), (16)
(a,b,d)eDx[0,d]

where D c R™"™ is a sufficiently large compact subset, and d>0is also a sufficiently large constant. To see this, by
definition of (P"") and Assumption 2, for any t € [0, T1, (a,b) € R and d > 0, it follows that

W(t,a,b,d) = inf J(t,a,b,d;u, 70, 7?) > 0.

uel, r
(20,7@)en)x1?)

Note that since W is continuous on D X [0, d] by Lemma 5 and D X [0, d] is compact, by the Weierstrass extreme value

theorem, the triple (a, l_) d’) € Dx |0, d] exists such that W(t, a, E d’) = min(a b.d)eDx[0.d] W(t,a,b,d) > 0. Hence, the triple

@@,b,d) € R™m+1 in 1 (16) always exists, which implies that (16) is the valid approximation scheme for Remark 15(ii).
Note that if W(t,a,b,d) = 0, then V and the triple (a, b, d) € R™m+1 gbtained from (16) are the (exact) solutions of
Remark 15(ii).

4 | AN EXAMPLE:LQ CONTROL FOR FULLY COUPLED LINEAR FBSDES

We study an example of (P), the LQ problem of (P), to demonstrate steps (i)-(iii) in Remark 15. Specifically, we con-
sider the LQ control problem of (P), which is referred to as (LQ-P). As noted, (LQ-P) is embedded in (LQ — P’)
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YANG AND MOON W] LEY 15

(that will be defined below). Then by Theorems 1-4, (LQ — P’) can be analyzed via (LQ — P”) using the back-
ward reachability analysis and the associated HJB equation. Finally, (LQ-P) can be solved using the solutions of
(LQ — P’) and (LQ — P”) as stated in Remark 15. The results of this section are summarized in the statement of (c) in
Section 1.2.

The linear fully coupled FBSDE with jump diffusions, (X, Y, Z,K) € R" x R” x RP*™ x R™, is given by

'dX(s) = [A1X(s—) + Biu(s) + Ay Y (s—) + B2 Z(s)" + AB3K(s)| ds
+ [C1X(s=) + Dyu(s) + C2Y(s—) + D2 Z(s)" + AD3K(s)| dB(s)
1+ [EiX(s—) + Fiu(s) + E;Y (s—) + F2Z(s)" + F3K(s)| dN(s) (17)
dY(s) = — [G1X(s—) + Hiu(s) + G2 Y (s—) + HZ(s)" + AH3K(s)| ds + Z(s)TdB(s) + K(5)dN(s)
X(0) = X, Y(T) = MxX(T),

and the objective functional of (LQ-P) is as follows

T
J(t,X;u) = %E[/ [(X(5), QuX(5)) + (Y (5), Q2Y(5)) + (u(s), Ryu(s))
t

+(Z(s)T,RZ(s)") + A(K(s), R3K(s))]ds + (X(T), M1 X(T))]|.

In (17), we assume p = 1, that is, B is the one-dimensional Brownian motion, and E = {1}, that is, the Poisson process N
has jumps of unit size. It should be noted that this restriction is only for notational convenience, and we can easily extend
the result of this section to the general situation.”

Remark 17. Asin Assumption 1, we assume that there is a unique solution of (17), which requires the additional mono-
tonicity assumptions for the coefficients of (17) in addition to Assumption 2313335 (see Remarks 19 and 21). We should
mention that (LQ — P’), which is the equivalent forward problem of (LQ-P) defined below, does not need such additional
monotonicity assumptions. This remark is closely related to Remarks 1 and 5.

Based on (17) and (P), we consider (LQ — P’), an LQ version of (P’), that is, the minimization of

T
J (X, Y u,2,k) = %E[/ [(X(5), QX(8)) + (Y(5), QY (5))
t

+ (u(s), Riu(s)) + (z(s) ", Roz(s) ") + A{k(s), Rsk(s))]ds + (X(T), M1 X(T))|, (18)
subject to the forward controlled state process (X,Y) € R" x R™:

(4X(5) = [AX(5-) + Biu(s) + A (s-) + Baz(s)T + ABsk(s)]ds

+[C1X(s=) + D1u(s) + C,Y(s—=) + D,z(s)" + ADzk(s)]dB(s)

3 +E1X(s=) + Fru(s) + E; Y (s—) + F2z(s) " + F3k(s)]dN(s) (19)
dY(s) = —[G1 X (s—) + Hiu(s) + G, Y (s—) + H2z2(s)" + AH3k(s)]ds + z(s)"dB(s) + k(s)dN(s)

X=X, YO =Y,

and the terminal state constraint’
2
Y(T) - MbX(T)| =0, P—a.s. (20)
The value function of (LQ — P’) is defined by

(LQ-P) V(X,Y) = uie%f {(J'(t,X,Y;u,z,k) | (20) holds P — a.s.}. (21)

@h)EZHXKL])
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Remark 18.

(i) Itis easy to obtain (LQ — P”) from (LQ — P’), where (LQ — P") can be regarded as the LQ version of (P”) in (11),
that is, the unconstrained LQ stochastic control problem with additional control variables.

(ii) It should be noted that in (LQ-P"), Theorems 1-4 can be applied to solve (LQ-P’). Then by Remark 15, the results
of (LQ — P") and (LQ — P’) can be used to construct the optimal solution of (LQ-P).

Assumption 3. In (18) and (19), A;, C;, E;, G;, Qi, M;, i=1,2, and B;, D;, Fj, Hj, R;, j=1,2,3, are t-dependent
(time-dependent) deterministic matrices with appropriate dimensions, which are continuous and bounded. We assume
that M,, Q;, i =1,2,and R;, j = 1,2, 3, are positive definite for all ¢ € [0, T].

Remark 19. Note that under Assumption 3, (18) and (19) hold Assumption 2.
By using the associated HIB equation for (LQ — P”) and applying Theorem 4, we can state the following result:
Proposition 1. Suppose that Assumption 3 holds and that %(X , M X) > d. Then thevalue function of (LQ — P"') is given by

.
L1x X

WX, Y,d) =2 P(t) +C(td
2ly Y 22)

W(T.X,Y,d) = %(X, MX) —d+ |MxX - Y%, (X,Y,d) € R x (0, c0)

W(t?X’ Y’ O) = Wo(t’X’ Y)’ (t?X’ Y) E [O’ T) X Rn+m’

Pu()  Pu()
Pra()" Pl
given in (G1) of Appendix G, and C € Risa continuous and bounded process on [0, T] with C(T) = —1. Moreover, the optimal

solution of (LQ —P"), (1I,Z, k) € Uir X ZEIT) IC(D with arbitrary (a, f) € Ziz% K2, can be written as

where P(+) = [ with P11 € S" and P, € S™ is the solution to the S""™-valued matrix differential equation

t,1°
X(t “ X(t
i(t) = o, [P(1)] ® , 20" = dL[P(1)] X , k() = A5[P(1)] ® , (23)
Y(®) Y(®) Y()
provided that
—COR + D Pu)D + D" Pia(t) + Poa(t) + AF T PL(O)F + APL(1) > 0, (24)

where the coefficients in (24) and of;, i = 1,2, 3, are defined in Appendix G.

Proof. The HIB equation of (LQ — P”) with the corresponding Hamiltonian can be obtained from (12) and using the coef-
ficients in (18) and (19). Consider the quadratic function W in (22). Note that %(X ,M1X) > densures that W(T,X,Y,d) >
0in (22). Then it is easy to obtain that

.
X M, +2M'M, —-—2MT| [X
W(T,X,Y,d) = P 2 ~d>0. (25)

2|y —2M, 21 Y

Hence, based on the conditions of the proposition, P(-) has to satisfy the terminal condition P(T) given in (G1) of
Appendix G. Then under (24), we can show that (23) is the unique maximizing solution of the Hamiltonian of (LQ — P"),
where the explicit expression of ¢/;, i = 1, 2, 3, can be obtained from Appendix G. By substituting (23) into the same Hamil-
tonian, P in Appendix G can be obtained. Hence, W in (22) solves the HIB equation of (LQ — P"). This, together with
the verification theorem in Theorem 4, implies that (23) is the optimal solution and W in (22) is the value function of
(LQ-P”). This completes the proof. n

Remark 20. Similar to the forward indefinite LQ control problems (see References 18,56,57), (24) is needed to get the
unique optimal solution of (LQ — P""). We also mention that the condition %(X ,M1X) > d in Proposition 1 is essential to

85UB01 7 SUOWWOD BAIER.D 3(qedljdde ay) Aq peusencb a.e s9olLe VO ‘88N JO S9INJ 10} A%IqiT8UIIUQ A1/ UO (SUOTIPUOD-PUR-SWBILID" A3 1M ALeIq 1 pul|Uo//Sdy) SUONIPUOD pue WIS 1 84} 88S *[£202/T0/80] U0 Ariqiauluo Ao ‘Ariqi Aisieaiun BueAueH Aq 09621200/200T 0T/I0p/W0D" A8 1M Aeiq 1 Bul|UO//Sdny Wol) pepeojumod ‘0 ‘¥TSTE60T
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construct the quadratic value function W of (LQ — P”) in (22), which, together with C(T) = —1, ensures that the terminal
condition of W at T (see (22)) satisfies (25). Without this condition, the quadratic form of the value function W as in
(22) cannot be guaranteed, and we may have to rely on numerical techniques (see References 14,18,58 and the references
therein) to solve the integro-type HIB equation of (LQ — P").

Based on Theorem 2 and Proposition 1, (21), the value function for (LQ — P’), can equivalently written as for ¢ € [0, T,
V(t,X,Y) = i%f (J'(t,X,Y;u,z,k) | (20) holds P — a.s.}
ue LT
@keZiaxKy]

=inf{d>0| W(X,Y,d) =0, (X,Y) € R""} =: d, (26)

where W is the value function of (LQ — P”) in (22). Let (X, Y) € R"*™ be the argument of W such that W(t,X,Y, 3) =0
in (26). Hence, under (24), in view of (23) and Proposition 1, the optimal solution of (LQ — P’) can be written by

X=<(t
U=(t) 1= 00| .z = L1 [PO]] 3 lyf’fit;]
XY
Xz (t
1207 =207 3 = SLAPD] 3 lYfiEtj @27)
XY
k=(t) :=k(t)| ,_5 = 3P| 3 l Y ] ,
\ d d=d d=d Y)—m—,(t)

where |,_- means that (4%, k) are evaluated at d = d in (26), that is, &, i = 1,2, 3, are evaluated at d = d. In (27), the
subscript pair (X,Y) indicates that the initial condition of (19) is (X, Y) € R"*™. We note that with (27), the terminal state
constraint in (20) is satisfied (see (26)).

By Remark 15 and (26), under (24), the optimal solution to the original linear (fully coupled) FBSDE control problem
(LQ-P) can be written as

Xo(t
() i= 0y(t) = PO 5 lYX’Y( )] , (28)
z7(0)

where by defining Z* :=7%; and K* := /IEE, the corresponding optimal FBSDE with jump diffusions for (LQ-P) in (17)
controlled by the optimal solution (28) is given by

-

dXz7(5) = [Ai Xz (=) + Biu*(5) + A Yz 5(5—) + BoaZ*(s)" + AB:K*(s)] ds

+ [C1 Xz 3(s—) + D1u*(s) + CoYg 3(s—) + D2Z*(5)" + AD3K*(s)] dB(s)
1 + [ExXz3(5—) + Fiu*(s) + B2 Yy 3(s—) + F2Z*(5)" + F3K*(s)] dN(s) (29)
dYz7() = — [CiXzp(s—) + Hiu*(5) + Gy Yg p(s—) + HoZ*(5)" + AH3K*(5)] ds + Z*(s)TdB(s) + K*(s)dN(s)

‘X)—(’}—,(t) =X, Y)—(’?(T) = MZX)—(,}—,(T).

The preceding analysis shows that by following the steps in Remark 15, one can construct the optimal solution of (LQ-P).
In summary, we state the following result:

Proposition 2. Assume that the conditions in Proposition 1 hold. Then (28) is the optimal solution of (LQ-P), where (29)
is the optimal FBSDE of (LQ-P) controlled by (28).

Remark 21.

(i) Unlike existing literatures on LQ optimal control for FBSDESs studied in References 1,31-33,35,39, (LQ-P) does not
need any additional assumptions. In fact, Assumption 3 is standard in various (indefinite) LQ control problems. Note
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that in the earlier results on LQ control for FBSDESs, the additional monotonicity assumptions for the coefficients of
the FBSDE are crucial to construct and verify the corresponding optimal solutions.!:31-33:35.39

(ii) As mentioned in Section 1.3, the previous approaches to solve (LQ-P) is the maximum principle or the completion
of squares method (see References 1,31-33,35-39 and the references therein), where the former is only the neces-
sary condition, while the latter requires additional restrictions on the objective functional. On the other hand, the
approach of this paper provides the sufficient condition to characterize the optimal solution of (LQ-P), which does
not require any additional restrictions of the objective functional.

5 | PROOF OF THEOREMS 3 AND 4

This section proves Theorems 3 and 4.

5.1 | Proofof Theorem 3: existence

The existence result in Theorem 3 can be stated as follows.

Lemma 7. Suppose that Assumption 2 holds. Then W defined in (10) is the viscosity solution of the (integro-type) HIB
equation in (12).
Proof. We first prove that W is the viscosity subsolution of (12). By Lemma 5, W € C(©). Also, based on Lemma 6, W
satisfies (i) of Definition 1.

To prove (ii) of Definition 1. let ¢ € CII)’3 (5) N C2(5) be the test function of W such that (W — ¢)(t,a) = max;z oW —
$)(t,a). Without loss of generality, we may assume that W(t, a) = ¢(t, a). This implies W (t,a) < ¢(t,a) for (t,a) € O and
(t,a) # (t,a).

Then from Lemma 4,

b(t.a) = W(t,a) = E [W(t XU 4 0), YR ), 0 (4 T))]

<E [+ r. X0+ 0, Yk e+ 0.0 e o)
By applying Itd’s formula of Lévy-type stochastic integrals (theorem 4.4.7 of Reference 8),

PCIe)

t+r t+r
- E[ / Oup(s, XL 25(5), Y12K(s), 47 7 ())ds] — EI / (D(s, X152 (5), Y2 K(s), &7 7 (). f)ds]
t t

1 the PN M 7@
- SEl / Tr(66 T D* (s, X, (5), Y75, €17, 5 (5)))dis]
t
E e Xu,z,k Yu,z,k k u, 70, 7? Xu,z,k Yu,z,k u, 70, 7?
- [t E[¢(s, o &)+ (@, Y 77(s) +k(e), ¢ ry i~ () + B(e) = (s, X, ;77 (), Y, 77 (8). &y i (8))

1) ()
— (Dp(s, X;7(s), Y1 (5), 617 7 (), x(€))]x(de)ds] < 0.
Here, we have used the fact that the expectation for the stochastic integrals of B and N are zero, since they are
Fi-martingales.

Multiplying % above and then letting = | 0, it follows from (14) that

— op(t, a) + H(t, a, (¢, Dy, D*¢)(t.2); u, 2V, 2?) < 0.
By taking sup with respect to (u, 7V, 7?) € U x IV x TT® and using (13),
— dp(t,a) + H(t, a, (¢, Db, D*$)(t,2)) < O, (30)

which shows that W is the viscosity subsolution of (12).
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We now prove, by contradiction, the supersolution property. Again, notice that W satisfies the boundary inequalities
in (i) of Definition 1.

_Let ¢ e Cll)’3 (O) N C5(O) be the test function of W satisf_ying the _followinig property: (I/If —¢p)(t,a)= min(;:a)e@(W -
¢)(t,a). Again, we may assume W(t,a) = ¢(t, a). Hence, W(t,a) > ¢(t,a) for (t,a) € O and (t,a) # (¢, a).

We assume that W is not a viscosity supersolution. Then there exists a constant > 0 such that

— 0,¢(t, a) + H(t, a, (¢, Dp, D*P)(t, a)) < —9 < 0.

Recall the definition of H in (14) and H < sup, .o eneusmoxme H = H. Then for any (u, 7V, z?) € U x IV x [1®, we
have

- a[¢(t7 a’) + ]:/H\:[(t’ a, (¢7 D¢7 D2¢)(t7 a’)? u, ”(1)’ 7[(2)) S -9 <0. (31)
On the other hand, Lemma 4 implies

$(t.a) = W(t,a) = W(t + 7, X250+ 1), Yt + 0,87 7+ 1)

1) ()
> p(t+ 7. X171 + 1), Y['fl;z’k(t +1), 605 T+ 7).

By the regularity of the test function, for each ¢ > 0, there exist (u,, ﬂél), 7:22)) € Uir X 1'[51% X HizT) such that

@ ()
e < (t,a) — Pt + 7. X, (4 1), Y (4 o), T T (7). (32)

Similar to the viscosity subsolution case, by applying Itd’s formula to (32). We then multiply % Note that (31) holds
for any (u, 7V, z®) € U x IV x II®. Then by letting = | 0 and noticing the arbitrariness of e (we also use the fact that
stochastic integrals are Fs-martingales), it follows that

0 < aip(t,a) + i, a, (¢, Dp, D*)(t, a); u, 70, 7?) < =9 < 0,
which is the desired contradiction due to (31). This implies that W is the viscosity supersolution of (12). This, together
with (30), shows that W is the continuous viscosity solution of (12). We complete the proof. n
5.2 | Proof of Theorem 3: uniqueness

The comparison principle for viscosity subsolution and supersolution of (12) is stated as follows.

Lemma 8. Suppose that Assumption 2 holds. Let W € C(O) be the viscosity subsolution of the HIB equation in (12), and
We C(@) the viscosity supersolution of (12), where both W and w satisfy the linear growth condition in (a, b) € R"*"™. Then

W(t,a) < W(t,a), V(t,a) € O. (33)
Proof. Forn,v > 0, we define
Wit @) 1= W (t,2) — W(t,a) — 2ne (1 + |al* + |b]* + d),
where 4 will be determined later. We will prove that
¥,.,.(t,a) < 0. (34)
In fact, by letting # | 0 and then v | 0, this implies (33), which is the desired conclusion.

Below, we prove (34) by contradiction. Assume that (34) is not true, that is, ¥,., ;(t,a) > 0 for some (t,a) € ©. We
consider
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¥, E3) =¥, adb,d = max¥,, (t,a) > 0. (35)
(t,a)eO®

Note that (£,3) depend on (v, 7, 1), i.e., (£,3) := (f,.,.1, dvy.2)- Indeed, (7, 2) exist, since W, W and the log function satisfy

the linear growth condition, and e~* is decreasing.
Iff = T, then in view of the terminal condition of W and W,

¥,.,.(T,2) = W(T,3) — vlog(1 + d) — W(T, ) — 2ne~*T(1 + |a|* + |b|* + d) < 0.
Hence, it contradicts (35), which implies 7 < T. Similarly, when d=o0,
Wa(t, @, b,0) = W(t,d,b,0) — (T — ) - W(t,d,b,0) — 2ne™ (1 + |a|* + |b|*) < 0.

which also contradicts (35). Hence, d > 0. Therefore, (f,2) € O.
After doubling variables of W, for ¢ > 0, we define

W (had) =¥, (Labdabd =P, a8 - éa(a, %), (36)
where
Pt ad) 1= W (t,a) - W(t,a) —ne (1 +|al® + [b]? + d) — ne (1 + |a]* + b + d)
- ”e;t (la—al*+1b-bl*+(d-d) - %

0(a.4) ;= % (la—d|2+ Ib—b? + |d_a|2).

|t — 77

We can easily see that ‘f’v;n,/l(t, a,a)<V¥,,,(ta)and ‘f‘vm, 1(1,2,2) =¥, 1(1,2). Then from (35), it follows that

v, (£3a) = max¥,, ,(t,.a) = max P, ,(t. a,a). 37
v,n,l( ) (ta)e0 v,n,ﬂ( ) (La)e® v,n,l( ) ( )
Consider,
e ! al 5 = e ' dbd. B’ a’ o ¢ o 19 o 38
vin A(té'? A, ) = vin A(tea A¢, De, A, g, D, 6) - H}aX v;n,}»(t’ a, a) - (as a) 5 ( )
My My (t,a,t,a)eOx0O €

where the maximum points (t/, a’, &) exist by (37) and the fact that 6 is coercive. Then by proposition 3.7 of Reference

59, it follows that

a1 ) x5!

161_r>r01;0(a€,a€ =0

; oA " ~ 5 ~

hm‘Pi.n Sl ala) =V, (t',a',a) = max ¥, ,(t,a,a) = max ¥,,,;(t,a,a)
e—0 o f(a,a)=0

limo(al. &) = 0(a’, &) = 6@, b',d'.&'.b,d) = 0.

This and (37) imply thatas e | 0, al, 4. — aand t. — i, thatis,ase | 0,

v/ v/
|a2‘_a2‘|25 |bé_b€|2’ |dé_d€|2 _)0
1 o 1 v/ 1 4
“lag —a;l?, Z|be = be|?, Zldi —de|* >0 (39)
~ . - N ~ & ~
tt -1t ad,d —-a,b,b.—b, d.d.—d.

€

: s ool SN e — (¢ ol % : PSRN I TRV R A AN RS RN TRV I A 4
For simplicity, we let (t',a’,a") := (¢, al, a.). Equivalently, (¢,a’,b’,d',d’,b ,d ) := (t.,al,b.,d.,a., be, d.).
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Define
8ya(t.2) 1= ne (L + a? + b +d) + 2|t = #2 + = (la - al® + |b - B> + (d - d))
Spa(t,8) 1= ne (1 + |a]? + |b|* + d)
0.a.8) := L (la—af + b—bP +|d—dP).
For 8, 5 and 6, and their derivatives (see Appendix F), we use the superscript/ when they are evaluated at (¢, a’, &), for

example, 5 =§,,(t',a’) and D, 6’ 1= Dy, (', a).
By def1n1t10n of ¥¢ v I (36), we have

¥, (ta,d) = (W, (t.a) - 6,.(t.2)) — (W(t.&) + 5,.4(t. 2)) — b.(a, &). (40)
Then based on Crandall-Ishii’s lemma in theorem 8.3 and remark 2.7 of Reference 59, there exist

q + q = 0[9, =0
—1,2,
(q+ 0,8 n/l’ 3(5/ +6.),P+ D2, 5' DEP +Ev(t’,a’) (41)
—1,2,—— o
(_q - at 11,/19 _Da(éﬂ,l + 02), _P - Daaén,/l) € P W(t/’ a/)9

such that with P, P € Sr+m+1,

B é lIn+m+1 0n+m+1] < l p O"+vm+1‘| < g lIn+m+1 _In+m+1] . (42)
€

€ 0n+m+1 In+m+1 0n+m+1 p - In+m+1 In+m+1
From Lemmas 9-11 in Appendix A and Lemma 12 in Appendix B, there exists ¢ € C11)’3(5) N Cz(a) such that

Sup  {AT(Qy(f.2'.(q + 8, ,. Da(8), + 01). P+ D%b! ) 1.2, k)

(u,2,k)EUXRPMxGD)
+ sup (HEV(7,a', (¢, Do), a");u,z. k, f) + HE(,a', W (¢',a), D W, + Oz K P} < —g
peG®

and

sup  (AY(Q, (Y, &, (=4 — Aidy 1, —Da(5y + 61), P — D28, )3 1,2, k)
(u,z,k)eUXRPMx GO
+ sup {HV(t', &, (6. DO)( . & ).z, k. f) + HEP (¢, &' W(H' &), ~Da(8y1 + 01w 2.k, f)}} > 0.
pEG®

We can show that

YO £ Y® 4 y® > Y
z 3
where
YU i= sup  (ARQu (. (=8 = 08y DSy + 00, —P = D75, 0 w2, k)
(u,z,k)EUXRP*mx G(1)
— N*(Qu (1. (g + 013 ;. Da(8),, + 0. P+ D8} )i . 2. K)))
Y® = sup {Hfl)(t’,i',(qﬁ,Dzb)(t' &) u.z k. p)

(1,2,7@)eUxRPxmxI1?
~HE(t,a, (¢, D), a");u, 2.k, f)}
Y3 = sup (H (& W, &), -Ds(8,,; + 60L); u. 2.k, p)

(U,2,7®)eUXRPMXIT?

—H(¢,a', W (f',a), Da(8), , + 00); u.2. k., )}
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It is shown in Appendices C-E that for a specific choice of 4,

Y < limlimlim{Y® + Y® + Y®} <0, (43)
8 710 €l0 k10

which leads to the desired contradiction, since v > 0 (see Lemma 12 in Appendix B). This implies the comparison principle
in (33). Indeed, (C1), (D2) and (E1) imply (43) for A > max{C;, C; + C4}, where C;, C3, and C, are defined in Appendices
C.0.1-C.0.3. This shows (33); thus completing the proof of Lemma 8. (]

Proof of Theorem 3. We note that by Lemma 7, the auxiliary value function W defined in (11) is a viscosity solution
of (12). This implies the existence. Note also that from Lemma 5, W satisfies the conditions in Lemma 8. Suppose
that W and W’ are viscosity solutions of (12). This implies that W and W’ are both viscosity subsolutions and super-
solutions of (12). Then in view of Lemma 8, it follows that W = W’, which implies the uniqueness. We complete the
proof. m

5.3 | Proof of Theorem 4

Proof of Theorem 4. We provide a concise proof of Theorem 4, as it resembles the proof of the standard
(smooth) verification theorem®!%°2 (see corollary 4.1 of Reference 52). Specifically, we first apply the Itd’s for-
mula of Lévy-type stochastic integrals (see theorem 4.4.7 of Reference 8) to W(s,XZ(’f’k(s),Y[',‘l’f’k(s), C;f(;f;i;”(Z)(s)),
and then integrate it from ¢ to T. By taking the expectation, the stochastic integrals with respect to B
and N are eliminated, since they are F,-martingales. By the fact that (@, 70,720y = (1,2, 4k, B € Vir X
H?T)xl'lizT) attains the supremum of H (see (15)) and H > H for any (u,z®,z®)e U},TxHST)foT), we can
show that W(,a) = J( a; 0, 70, 7®) < T, a;u, 7V, 7?) for (u,n(”,ﬁ(z))eU},TXHS%XHE,Z%. This completes
the proof. [

6 | CONCLUSIONS

In this paper, we have studied the stochastic optimal control problem for fully coupled FBSDEs with jump dif-
fusions. By using the backward reachability approach, the original (fully coupled) FBSDE control problem is con-
verted into the (terminal) state-constrained forward stochastic control problem, where the value function of the
latter problem can be expressed by the zero-level set of the value function for the auxiliary unconstrained (for-
ward) stochastic control problem. The auxiliary unconstrained (forward) stochastic control problem includes addi-
tional control variables as a consequence of the martingale representation theorem. We show that the value function
of the auxiliary unconstrained (forward) stochastic control problem is a unique viscosity solution to the associ-
ated integro-type HJB equation that includes the nonlocal integral operator in terms of the (singular) Lévy mea-
sure and the additional Hamiltonian maximizing variables. We have applied the theoretical results of this paper to
the LQ problem, for which the explicit optimal solution is obtained by solving the corresponding integro-type HJB
equation and then characterizing the zero-level set of the auxiliary value function (the solution of the integro-type
HIB equation).

In addition to the LQ problem of this paper, it is possible to apply the theoretical results of this paper to various
examples of optimal control problems for fully coupled FBSDEs. For example, as in References 40,51, one may study the
utility maximization problem, the risk minimization problem, and the cash management problem using the theoretical
results of this paper, where the main technical challenge would be to construct the (smooth or viscosity) solution of the
corresponding integro-type HIB equation and to characterize its zero-level set (see Remark 15). These problems can also
be considered within the LQ framework of this paper and are currently under studying, which we leave for the future
research problem.

We believe the assumption that [ and m are nonnegative functions can be relaxed. Indeed, one may consider the
situation that I, m > —M with M > 0. Then by letting [ = [ + M and 7z = m + M, we may obtain the same results of this
paper by little modifications in the proofs. Studying the problem of this paper under other possible weaker assumptions
of I and m would also be an interesting potential future research problem.
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ENDNOTES

*We mention that when E = {1}, {N((0,t]) := (N — A')((0, t]) };c(0.7] is the corresponding compensated Poisson process, where A'(df) := Ad¢
and 4 > 0is the intensity of N.%° This implies that /. ¢(s, ©)N(ds, de) = ¢(s)dN(s) and [, ¢(s, e)A(de)ds = A¢(s)ds .

fSee Remark 4 for other equivalent terminal constraints.

# Assumption 2(iii) holds when we take the sufficiently large compact subsets in R” and IR™ that include X and Y; see chapter 6 of Reference
55 for a related discussion.
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APPENDIX A. EQUIVALENT DEFINITIONS OF VISCOSITY SOLUTIONS

To prove Lemma 8, it is necessary to decompose the nonlocal integral operator into singular and nonsigular parts. This
appendix introduces the equivalent form of the HJB equation in (12) as well as the equivalent definition of viscosity
solutions.

Recall the integro-type HIB equation in (12):

— 0;W(t,a) + H(t,a,(W,DW,D*W)(t,a)) =0, (t,a) € O
W(T,a) = max{m(a) — d,0} + p*(a,b), (a,b,d) € R*™ x (0, ) (A1)
W(t,a,b,0) = Wy(t,a,b), (t,a,b) € [0, T) x R**™,

where DW € R™"*1 and D*W € S"*"*! can be decomposed by

D,W DLW DALW D*W
DW =|D,W |, D’°W = D2 W' D W D2 W (A2)
2 T 2 2
DyW D:WT D2W D:W

with D,W € R", D,W € R™,D4W € R,D?,W € S”,Dflb € R"X'",DZdW € R",DibW € Sm,DidW € R™, and DfidW eR.
Then the HJB equation in (A1) is equivalent to

(uzk)eUxRPXMxGM) | aeRP G2

sup { supHW(¢, a, (9,W, DW, DW?)(t,a); u,z,k, @) + sup H® (¢, a, (W, DW)(t,a); u,z, k, ﬂ)} =0, (t,a) € O
(A3)
W(T,a) = max{m(a) — d,0} + p*(a,b), (a,b,d) € R*™ x (0, c0)

W(t,a,b,0) = Wy(t,a,b), (t,a,b) € [0, T) x R™™,

where
H®Y(t, a, (0,W,DW,D*W)(t,a); u,z, k, a) := —0,W(t,a) — (D,W(t, ), f(u,z.k)) — (D, W(t, a), —g(u, 2. k))
— (DaW(t,a), ~l(u, 2. k) — %Tr(mﬂ(u, 2. k)DZW(t.2)) - %Tr(szDsz(r, a))
- %Dg Wt a)a a - Trz"o(u,z,k) D2, W(t, a))

—(a,0(u,z,k)" D2, W(t,a)) — (a,zD; ,W(t, ),

and
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HP(t,a, (W,DW,D*W)(t,a);u,z.k, f) 1= — / [(W(t,a+ y(e,u,z k(e), fle)) — W(t, a)
E

— (DW(t,a), x(e,u,z, k(e), f(e)))] A(de).
Let (for simplicity (¢, a) is omitted)
X 1= —0W — (DyW.f(u,z,k)) = (DyW,—g(u,z.k)) — (DaW(t, a), —l(u, z, k))
- %Tr(ao-T(u, 2, kD2, W) — %Tr(szDibW) —Tr( o, 2, k) D2, W)
~ 1 " 17 .. 1 ~ 1 ~ T
§:=-Souz b DW= [Sl Sp] L5 i=— Dy W. Bi=—2Dp W= [b1 bp] :

We define

% w(@(@® +§>T]
w(dS+B)  wAdEI,

Q,(t,a;0,W,DW,D*W;u,z,k) := l .
where y : [0, 00) — (0, c0) are continuous nondecreasmg functions. Note that Q,, € Sp+,
Remark 22. In the proof of Lemma 8, w(d) := 45 0ford € [0, ).

Lemma 9. H® can be expressed by

supHY(z, a, (9;W, DW, D*W);u,z,k, @) <0 < AT(Q,(t,a; (9, W,DW,D*W);u,z,k)) <0,

acRP

where AT(A) = Sup), =1 |Av|, that is, the largest eigenvalue of A € Sn.

Proof. We first consider the situation with y = 1. It follows that

supHY(t, a, (9,W,DW,D*W);u,z,k, @) <0 < sup {2 +2(a,S) + 2(a, B) + §|a|2}

acRP acRP

D A~ J PN D 52
= sup { +22aé—sl 22% i+ S Z ol }
a a 1 1

aERPHQ, #0 i=1 i=1 i=1

p P
= sup {aff +2) @ + zZalambi +5) a7, }
i=1 i=1 i=1

@ERPH G #0,[@]=1

= sup a'0i(t,a;0,W,DW,D*W;u,z,k)a

@ERPH G, #0,[3]=1

= AY(Qy(t,a;0,W,DW,D*W;u,z,k)) <O0.

Hence, the result holds when y = 1. Since w(d) > 0ford € [0, co) (equivalently,y : [0, ) — (0, o)) and X is independent
of @, using a similar approach as above, we can show that

AY(Qi(t,2:0,W, DW, D*W; 1, 2,k)) <0 < sup {£+ 2a,S) + 2(a, B) +§|a|2} <0

acRP

=N sup
deRrp, 2 5—1 40

{ s 2 W(d)amAl s 2 w(d)alm i y (d>al+l }

=1

< sup
o +1 81 al=
acRpP ,W(d);éo,lal 1
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P p P

{aff +2) W (@RS + 2 Y w(d)ardia by + ssz(d)aiil} <0
i=1 i=1 i=1

s sup a'Q,(t,a;0,W,DW,D*W;u,z,k)@ <0

GeRP+H. 40 161=1
aeRpH, 10,12

& AY(Q,(t,a;(0,W,DW,D*W);u,z,k)) <O0.

This completes the proof. m
We decompose of H® in (A3) into singular and nonsingular parts. Specifically, for k > 0,let E5; := {e € E | |e| < «};
hence, E = E, U EC. We then define

H(t,a,(W,DW)(t,a); u,z, k, B) := HV(t,a, (W,DW)(t,a); u,z. k, f) + H*? (t,a, (W, DW)(t,a); u, 2, k, B),

where

HEV(t,a, (W, DW)(t,a);u,z, k, f) := — / [W(t,a+ x(e,u,z.k(e), f(e)) — W(t, a)| A(de)
E.

K

+ [ (DW(t,a), x(e,u,z, k(e), f(e))A(de),
EA‘

and

H?(t,a,(W,DW)(t,a); u, 2, k, f) = — / [W(t,a+ y(e u,z k(e), f(e) — W(t,a)]A(de)
B

+ / (DW(t,a), x(e.u.z. k(e), f(e)) A(de),
e

By Lemma 9 and the above decomposition, we rewrite the HIB equation in (A3) as follows:

-

sup {A*(Q,(t,a; (o,W,DW,D*W)(t,a); u, z, k))

(u,z.k)eUXRPMm X GL)

+sup (HCV(t, a, (W, DW)(t, a); u, 2.k, f) + HEP(t, a, (W, DW)(t, a); u, 2.k, )} } = 0, (t,a) € O
3 peG® (A4)

W(T,a) = max{m(a) — d,0} + p*(a, b), (a,b,d) € R™" x (0, o)
W(t,a,b,0) = Wy(t,a,b), (t,a,b) €[0,T)x R**™,

Remark 23. In the proof of Lemma 8, we use the equivalent HIB equation in (A4).

Based on References 53,54 (see proposition 1 of Reference 54), the first equivalent definition of Definition 1 is as
follows:

Lemma 10. Suppose that W is a viscosity subsolution (resp. supersolution) of the HIB equation in (A4). Then,

(i) W(T,a) < max{m(a)—d,0} + p*(a,b) (resp. W(T,a) > max{m(a) — d,0} + p?(a, b)) for (a,b,d) € R™"™ x (0, c0)
and W(t,a,b,0) < Wy(t,a,b) (resp. W(t,a,b,0) > Wy(t,a,b)) for (t,a,b) € [0, T) x R*"*™;

(ii) Forall k € (0,1) and test functions ¢ € Cll)’3(5) N C2(5), the following inequality holds at the global maximum (resp.
minimum) point (t,a) € O of W — ¢:

sup {A*(Qy (t, a; (9, Do, D*)(t, a); u, 2, k))

(u,z,k)eUXRP*Mx G

+ sup {(HCV(t,a, (¢, D)L, a); u, 2, k, f) + HEP(t,a, (W, D)(t, a); u, 2.k, f)} } < 0
pEGD

(resp. sup {A*(Qy (¢, a; (019, D, D*$)(t, a); U, 2, k))

(u.2,k)eUXRP*Mx GD

+ sup {HCV(t,a, (¢, DY)t a); u, 2, k, f) + HEP(t,a, (W, Dg)(t, a); u, 2.k, f)} } = 0).
EG@
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The definition of parabolic superjet and subjet is given as follows:*

Definition 2.
(i) For W, the superjet of W at the point of (t,a) € O is defined by

PL2rW(t,a) := {(q,p,P) € Rx R 5 §™mHl |y a'y < W(t,a)+ q(t' —t) + (p,a’ —a)

+ %(P(a’ —a)a —a)+o(f -t + |2’ —a])).
1. The closure of P12+*W(t, a) is defined by

P Wt a) i= ((q,p, P) € R x R*™1 x S+ | (g, p, P)
= 1im (qn, pn, P) With (qn, Pn, Pn) € P> W(tn, @) and lim (¢, an, Wk, an)) = (1,2, W(t, a))}.
n—o00 i

2. For W, the subjet of W at the point of (¢, a) € @ and its closure are defined by
—1,2,— —1,2,+
PL2=W(t,a) := —PY2T(=W(t,a)), P W(ta) :=-P (=W(t,a)).

In view of Definition 2 and Lemma 10, the second equivalent definition of Definition 1 can be stated as follows (see
also lemma 3.5 of Reference 60 and proposition 1 of Reference 54):

Lemma 11. Suppose that W is a viscosity subsolution (resp. supersolution) of the HIB equation in (A4). Then,

(i) W(T,a) < max{m(a) —d,0} + p*(a,b) (resp. W(T,a) > max{m(a) — d,0} + p*(a, b)) for (a,b,d) € R™"™ x (0, )
and W(t,a,b,0) < Wy(t,a,b) (resp. W(t, a, b,O_) > WO(E a, b)) for (t,a,b) € [0, T) x R*™;

(ii) For all x € (0,1) and test functions ¢ € C;’3((9) N C2(O) with the local maximum (resp. minimum) point (t,a) € O
of W=, if (q.p.P)EP Wit a) (resp. (. p,P) € P~ Wi(t,a)) with p = D(t,a) and P = D*¢(t, ), then the
following inequality holds:

sup {A*(Qy(t,a;(q,p,P);u,z,k)) + sup
(u,2,k)EUXRP*mMxGD) PEG?D
(HZV(t,a, (¢, DP)(t, a); u, 2, k, f) + HZ(t,a, W(t,a), p; u, 2.k, f)}} <0

(resp. sup
(u.2,k)EUXRP*mx GD

{A*(Q,(t,a;(q, p, P); u, 2, k) + sup (HZV(t, a, (¢, DP)(t, a); u, 2, k, ) + H? (¢, a, W(t,a), p; u, 2, k, f)}} > 0).
pEG@

Remark 24. Lemma 11 is required due to the presence of the singularity of the Lévy measure in zero, appearing in the
nonlocal operator Hffl). In the proof of Lemma 8, we will use the regularity of the test function to pass the limit of Hffl)
with respect to k¥ around the singular point of the measure.

APPENDIX B. STRICT VISCOSITY SUBSOLUTION

Lemma 12. Suppose that W is the viscosity subsolution of (A4). Define
W (t,a) 1= W(t,a) + vy(t,d),

where for v> 0, y(t,d) := —(T —t) — (1 — e%). Then W is the strict viscosity subsolution of (A4) in the sense that < 0 is
replaced by < —é in Definition 1 (equivalently Lemma 11).

Proof. Notice that W (T,a)= W(T,a)— vlog(l +d) < max{m(a) —d,0} + p*(a,b) and W (t,a,b,0) = W(t,a,b,0) -
V(T —t) < Wy(t,a,b). Hence, W satisfies the boundary inequalities of the viscosity subsolution.
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Let ¢, € Cll)’3(5) be the test function such that
W, —¢))(t,a)= max (W —¢,)({t,a).
— (taheo —V
It is necessary to show that

sup {A*(Qy (t,2; (v, Dby, D*¢,)(¢, a); U, 2, k)

(u,z,k)EUXRPXmx GL)
+ sup (HZV(t,a, (¢, D )(t, ) u, 2.k, f) + HP (L, a, (¢, D, (L, a); . 2, k. )} } < _g. (B1)
peG@

We define ¢t a) 1= —vy(t, d) + ¢, (t,a), where it can be seen that (XS C;’3 (O). Notice that W, —¢)(t,a) = W(t,a)—
(vy(t,d) + (8, @) = (W — ¢)(t, a). This implies that

max (W —¢,)(¢,a") =W, —¢)(ta) =W -¢)ta) = ([,rralﬁ)léo(ﬂ - ), a). (B2)

(a)eo —Vv

By the linearity of H® in D¢, and the triangular inequality property of A*, it follows that

sup {A*(Q, (¢, a; (919, Dy, D*¢))(t, 2); U, 2, k)

(u,z,k)EUXRP*Mx G

+ sup {HEV(t,a, (¢, Dp,)(t, a); u, 2, k, ) + HZ? (¢, a, (¢, D)L, a); u, 2, k, f)}}
pEG®

< FO + F(Z),

where
FO .= sup {A*(Q,(t.a; (0:¢, D, D*¢)(t, a); u, 2. k) + sup {HZ'(t,a, (¢, Dp)(t, a); u, 2. k. f)
(u,z,k)eUXRPmx GD) - - - pEG@ - -
+HP(t,a, (9. DP)(t.a): u.2.k. f)} }
F?:=v  sup  {A*(Qy(t,a;(dy,Dy,D*y)(t,a);u,z.k) + sup
(u,z2,k)EUXRP*MXGD) pEG®

{HZV (8 a, (v, Dy)(t @), u, 2.k, B) + HZ2(¢ a, (7, Dy)(t, 2); .2, k, B)) ).
Since W is the viscosity subsolution of (A4) and ¢ is the corresponding test function by (B2), we have
FV <. (B3)

Regarding F@, since d € [0, o), we can show that for any (u,z, k) € U x RP*™ x G,

sup HZV(¢,a, (7, Dy)(t, a); u, 2.k, ) = sup / [(1 = e @) — (1 — ™) —e7p(e)] A(de) <0
pEG® peGc® JE

K

sup HP?(t,a, (r, Dy)(t. 2w,z k. f) = sup | [(1—e @) — (1 —e?) — e p(e)] A(de) < .
ﬂeG(Z) ﬂGG(Z) ES

1
Moreover, recall w(d) = %eid in Remark 22. By definition of Q,,,

—1-e¢u,zk) 0

Q,(t,a;(dy, Dy, D*y)(t,d); u, 2, k) = e
0 -1,

Since [ is nonnegative and d € [0, ), we have —1 — e %(u,z, k) < —1. Hence, we have
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* L wiLey —

F? < —%v. (B4)
(B3) and (B4) lead to the desired result; thus completing the proof. [

APPENDIX C. ESTIMATE OF Y®

By linearity of Q,,, we denote

o . < < < < =) 22 =)
Q,(t'.&', (=4 — 0,6y.1, —Da(dy.1 + 00), =P — D6y ):u.2.k) = Q, + 9, +Q,

where
= (1) ! V, o /
Qll/ = Ql[/ ( ( q - _ataq As — 5(5,1,,1 + 96)’ 0)’ u,z, k)
e) 5
9, :=0,(,4,(0,0,-P);u,z k)
=~ (3) 5 y
9, =9, ( o x <_Eat5,,,i,0, —Dgéa,,,o -, z,k) ,
Similarly,
Qw(t a’ ,(q+ at A2 ;;1(5:’,/1 + Hé),P + D§a5,,7,,1)§ u,z, k)= Q$) + Qx(i) + Q(S),
where
Ql(,}) = Qv/ <t/,a,, (q+ ()[ nA® a(5 +9é),0> ;u,z,k)
Ql(,f) = Qw(t,, a’,(0,0,P);u,z, k)
oy =9, (.2, (%aﬂs;,ﬂ,o,ngaa;,i) 2wz k).
We then have
YO = sup {A+(Q + Q(2> + Q ) AtOD + 0@ 4 Q(”)} < YD 4 y(2) L y(3)
(u,z,k)EUXRPXmx G v v v W v v < ,
where
~ (1)
YW= sup AT, -0))
(u,z,k)eUXRPxmx G
= (2)
Y(lz) = Sup (QW Ql(ﬁ))
(u,2,k)EUXRPXMxGD)
= (3)
Ya3) . — sup (Qw Q$))-
(u,z,k)EUXRPXmMx GV

In Appendices C.0.1-C.0.3 below, it is shown that for A > max{C,, C3 + C4}, where C;, Cs, and C, are defined in
Appendices C.0.1-C.0.3,

limlimlimY® < limlimlim{Y® + Y12 4 Y19} < 0. (C1)
7nl0 €l0 |0 nl0 €l0 «|0

C.0.1 Estimate of Y
By definition of Q,, and A* and noting that § + g = 0 from (41),

YW= sup max| %a,(SZM 48]0+ (Da(Bp+ 00,8 (0, 2.00) + (Da(8] ; + 60, (. 2.80),0 }

(u,2,k)EUXRPXMxGD)

where f'(u,z,k) :=f(t,a’,u,b’,z,k) and tv’(u, z, k) =1, d",u, 13/, z, k) (see the notation in Section 3).
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Using the derivatives given in Appendix F, it follows that (note that (¢,a’ ,4) 1= (t’,al,a.), that is,
vl v/ vl o/
t,ad,b,d,da,b,d):=(t,a.,b.,d.,d., b, d.); see the statement below (39))

%at(éfm +8,) = =2 A+ 1@ P + (B +d) - Lae ™ A+ 1d' P+ b+ d)

—At 5 5
+ (- - ”’12 (I —al+ b b +(d — d)
— —nie @+ |a* + |b|* + d) as € | 0 due to (39). (C2)

Moreover, from Appendix F and Assumption 2 and using Cauchy-Schwarz inequality (note that (¢, a’,d") := (., a’, a,),

vl v/ vl o/
ie,,d,b,d,d,b,d):=(t,al,b.,d., a.,b.,d.); see the statement below (39)),

(Da(8y1 + 00, £ (1, 2,0)) + (Da(8,, + 00, (u,2,k)
< (2078 = 2@ = &) + 2neE
=2 =Bl Ine = 2@ — )+ 1|+ [B)
+(2ne M d + e M (d - a')+ %(a’ —d)| + [2ne 'Y
e — b))+ %(b’ —B)+ |§ne—“’
+ %(d’ —dA+ 1|+ V] = Cine A +1a? + b2 +d) as € | 0 due to (39).

Hence,

lif{)ﬂ(“) < max{(—=A+ Cpne *(1 + |a|> + |b|* + d), 0},
and for any A > C; with 4 > 0, we have lim.;, Y < 0.

C.0.2 Estimate of Y1?
In (42), P, P € S"™*"+1 where

PH P12 P13 Pll 1312 P13
o o T o M
pP= PL Py, Py, P= Py Py Py
v T v T v
Pl, P}, Py Py3 Py Ps3

Note that the dimension of P; and Pij is the same as those of D?W (see (A2) in Appendix A). Let ¢'(u,z,k) :=
ot',a',u,b',z,k)and ' (u,z,k) :=o(t',d',u, 5/,2, k).

By definition of Q,,,
> (2,11) v (2,12)
3@ _ [ Q)T o |t @)
Qu/ | 5212) ~(2,22) > Qlll - Q(2,12) Q(z,zz) ’
4 v v w
where

> 1 5 (5" 2 1 TH Tt T%
Ql[/ = ETI'((T (6") (u,z,k)Pr1) + ETI'(ZZ Py) + Tr(z' &' (u,z, k)" Pr12)
«(2,12) o 1, w“ o1 s v (2,22) o1y
QW = W(d )EGI(M,Z’ k)TP13 + W(d )Ezp237 78 = WZ(d )5P33Ip

QR 1= —%Tr(a’(a’)T(u,z, k)P1;) — %Tr(zzTPzz) —Tr(z" o' (u,2, k)" P12)

1 1 1
QP = —w(d)50' (.2, 0) Py — y(d) 32Pas, Qr* = —w*(d)Pxlp.
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We define
o'W,z Opm  Op &z, 07 Opxm  Op
A = Opxn zZ Op , A = Opxn 3 Op
of on  w(d) o] o, wd)

Note that A, A € R@P+Dx(n+m+1) Then for any r € R?+!, it follows from (42) and Assumption 2 that

y P 0 AT 1L - AT
T [A A] n+vm+1 lr< érT [A A] n+m+1 n+m+1 ~ | (C3)
On+m+1 P A € - In+m+1 In+m+1 A
<2A- KRR < C2a ~ P4 b ~B P+ 1 - d P (C3)
€ €
where we use the Cauchy-Schwarz inequality to get the second inequality.

We define ), i € {1, ... ,p}, by

T
0 ERP, r, € R.

ith component

~t
S

.
T R P fe =l -
Yo 1= [r(l.) oy rl] eRPT, T ¢ [O 0

Using (C3), it can be shown that

1 T e P On+m+1 AT
2" [A A]l b ] lAT o)

On+m+1
= %iz(a’(u, 2. k) P16’ (U, 2, k) + &' (u, 2, k) P16 (U, 2, k) + 2P0z’ + 2P0z’ i
+ 76" (U, 2, k) "P1az i + (5" (U, 2, k) " P1az i
+ Hy (d)PLo" (1,7, k) + w(d)PLe" +i(d)Piss (u,2, k) + p(d )Pz’ Yiri + %rf(W(d’)ng +52(d)Ps3)
<C(la =P+ | =B+ 1d = d PIFP + 20

where (-); denotes the ith row and ith column of the square matrix, and (-); indicates the ith element of the vector.
We define

R 7 - T
V:=[7' r] ERP"',r::[rl Fy v rp] e RP,

Then using the definition of the trace operator,

AT, 42 DA =2, 242,11 2,11 ~ 1 (2,12) 2,12)\= , =T ,(2.22) 2,22)\=
0, - =10, -l +2KQ, T - o +7 (Q, T - QTP

p
1 - . v o
=3 Z{"Z(U’(u, 2,k) P11’ (u, 2, k) + &' (u, 2,k) " P116" (U, 2, k) + 2P0z’ + 2P0z i
i=1
+ (0" (U, 2, k) "P1az" i + (6" (u, 2, k) " Praz " it}

p
vl o vl o
+ Y F(@d)PLo 2. k) + y(d)PLE" + g )P1as (w2, k) + yr(d )Pz imy
i=1

)4
1 ool x
+ 5 2w )Pss + 0 (d )Pss)
i=1
3 o/ of D 3 o o’ ~
<Co(la &P+ b =B+ |d —d ) Y72 + 20l < C-(a’ — &' P+ | = b P +1d' —d P)plf).
i=1

(C4)
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By the arbitrariness of 7, r; € R and (u, z, k) € U x RP*™ x GW, it follows from (C4) that
sup sup?T(Qf,f) - Qf,,z))’f = sup A+(Q$) - Qf,f)) < Ci(la’ —d' )P+ b - Iv)/l2 +|d — El,lz)p.
(U2 k)EUXRPMX GO |r|=1 (U2 k)EUXRPMXGD 2e
Hence, by (39), we have lim,;, Y!? < 0.
C.0.3 Estimate of Y®
By definition
Y3 = sup max{ %a,(s;,a +8) )+ ne " (Te(3' (8" (u, 2, k) + Tr(z"2)

(u,z,k)eUXRP*mx GV

+ %ne‘“' (Tr(e’(6") " (u, 2, k)) + Tr(z"2)), 0}.
Notice that by (C2),

%al(s,’,,ﬁ +6) )~ —nae (1 +al? + [BI? +d) as e | 0 due to (39).

vl v/ vl v/
Moreover, by Assumption 2 (note that (¢, a’,d") := (¢.,a’, a,), thatis, (¢,a’,b’,d’,&,b ,d ) := (t.,al,b.,d.,d., b, d.); see
the statement below (39)),
3’,’6—/”’
2

<Cone A+ |dP+ VP +|&P+ 1012 = Cane (1 + 1a)> + |B|?) as e | 0 due to (39).

Tr(o"(6") " (u, 2, k))

ne ' Tr(3' () (u, z,k)) +

Finally, by Remark 6 (note that (¢/,a’,&") := (¢, al,&.), that is, (¢',a’,b',d’, &, b ,d) := (¢, al, b, d., &, b, d,); see the
statement below (39)),

ne %Tr(sz) +THE )| < Cane ™ A+ | P+ P2+ 1@ 2+ 1B 12 = Cane= (1 +|al® + |bJ?) as € | 0 due to (39).
For A > C3 + Cy4, this leads to
Y3 < max{((Cs + Cs) — Ve (1 + |a|*> + |b|* + d),0} < 0.
Hence, lim, ;o Y < 0.
APPENDIX D. ESTIMATE OF Y?®
By definition of Y® and H?Y,

Y? < sup YD 4 sup Y22,
(u,z,7@)EUXRPXm X (u,2,7@)eUXRPxmxI1?

where
Y® =~ / [p(t, 2" + ¥'(e,u,z, k(e), f(e))) — (t', ") A(de) + / (Dagp(t,8"), X' (e, u, z, k(e), fe))) A(de)
E, E,

Y@ = / [p(t',a" + x'(e, u,z, k(e), f(e))) — p(t',a")]A(de) — / (Dagp(t,a"), x' (e, u, 2, k(e), fe))) A(de),
E, E,
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where y'(e,u,z, k(e), f(e)) := x(t'.e.a’,u, b,z k(e), f(e)) and ¥’ (e, u,z, k(e), f(e)) is defined similarly. It follows from the
standard result of the Taylor series expansion and the Cauchy-Schwarz inequality that

1
Ym)s/ / (a-o)
g Jo

Then the regularity of the test function and Assumption 2 imply

Déd(t' ' + 7' (e. .2, k@), @) (11 (e.u.z. k(@) + k@] + 1B@DAde). (D)

Y < ¢ / A+ [d'] + [V ]})Ade) )7 + C( / Ik(e)|2A(de) )7 + C( / 1B(e)1A(de) )3
E, E, E,

By Remarks 6 and 8, lim, ;o Y?? < 0. Similarly, we can show that lim, o Y@ < 0. This implies
133)11(@) <o. (D2)
APPENDIX E. ESTIMATE OF Y®
By definition of (40),
W (t,a) — W(t, &) = ¥, ,(t,a,4) + 5,(L, 2) + 5,.4(t, &) + 0.(a, &).

Then due to the fact that (', a’,a’) is the maximum point of P i by (38), it follows that

Y® < sup {YCD 4 YD 4 Gy

(u,2,7D)eUxRP*m X1

where

YOV = / [6,2(¢',@" + x'(e,u,z, k(e), f(e)) — 8,4(t',a") — (Dad, ;. x' (e, u,z k(e), f(e)))1(de)
E

ale)

YO = / [6,.4(¢, & + X' (e, 1,2, k(e), f(©))) — 8,.4(t', &) — (Daby 1, ¥'(e,u,2, k(e), f(e)))1A(de)
EC

K

YOV 1= [ [0 + x'(e.u.z, k(e), f(0), & + X' (e,u, 2, k(e), f(e)))
EY

— (Dabe(@', &), x'(e, u,z, k(e), f())) + (Dzf(a’, &), X' (e, u,z. k(e), f()))1A(de).

Using the derivatives in Appendix F and the approach analogous to get (D1),

X e, 00
YD = / / A=t 0 3ne, 0|x () (e uz k@), Be)) < Cn+mme (1 + a2 + '),
EC Jo
" 0 0

and similarly,
YD < C(n+ mye (1 + &' 12 + |B 2.

Furthermore, using the derivatives in Appendix F and Assumption 2,

Y6 = i / |2/ (e.u.z. k(e), (@) — ¥'(e,u.z. k(e), fe)I*A(de) < icua’ ~&|+|b' ~b'P) — 0as ¢ | 0 due to (39).
EC€
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By the above estimates, it follows that

limlimlimY® < 0. (E1)
nl0 €l0 k|0

APPENDIX F. DERIVATIVES OF 6, 5 AND 6,

‘We compute
Oi5y.a(t.2) = —nAe (L + |al? + b + d) + (t =) — == (la - al® + |b— b]? + (d — d))
0:8,.4(t, &) = —nAe (1 + |a| + |b|* + d)
2ne~*'a +ne~*(a - a) 2neg
Dab, a(t,a) = | 2ne=*b + ne=*(b — b) |, Dab,.(t,4) = | 2ne*b
%'13_1[ ne= M
] 3ne I, 0 0 2ne 1, 0 0
DLouata)=| 0  3pe I, 0|, D2Suta)=| 0  2ne M, 0
0 0 0 0 0 0
(- ()
Dabe(a,d) = | 2(b—b) |, Dabe(a, &) =|—-(b-D)|.
2(d-d) ~Ld-d

\

As mentioned, for §, §, and 0. and their derivatives, we use the superscript / when they are evaluated at (¢, a’,4"), for
example, 6}’11 :=6,,(t',a") and Da&;/1 1= Dy, (', a).

APPENDIX G. EXPLICIT EXPRESSION OF P, AND ;i =1,2,3,IN PROPOSITION 1

Let us define

A A B, B, B Q 0 R 00
A= [Gl Gz]’]gz lHl Hz AHZ]’@:[OI Q]’fg: 0 R, O
1 G 1 H» 3 2 0 0 IR
C= [01 CZ], D= [Dl D, /ng], £= [I+E1 Ez]
- 0 0 0
A PN ~ E1 E2 ~ Fl F2 F3 A~
F=[F1 F, F3],5=l ],F= ],pzz(')=0 Pn() O
0 O 0o 0 I
- 0 0 0
. 0 0 0 0 0
D ’ Pu() 0 ' 1
Pia(-) = [0 Pia(v) 0] > Py () o ol Pp()=10 0 0 [, Pp00=0 0
- 0 O pzz(') 0 pZZ(')
The optimal solution in Proposition 1 can be written as
u(t A1 [P(H)]
! ® | [xo 1[P(@) X
20T | = —R[P(1] BIP(1)] =| o,[P®)] ,
A Y(t Y
k(t) A3[P(0)]
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RPO)] := —COR + D PLit)D + DT Pry(t) + Pas(t) + AF T Pu(OF + APL(t)
BIPW)] := POB+CTPu®D + C Pia(t) + AT PL(OF + APLW®T — FTP ().

Here, P in Proposition 1 (see (22)) holds the following S"*™-valued matrix differential equation:

- _dﬁit) = ATP(t) + POA - C(t)Q + CTPy(t)C + AETPL(HE — AP - 1ETP®E) — APOE — BIPO1R[P®)] B[P
py M MM, —2M]

—2M, 21

(G1)
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