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Abstract

Building on [4] and [2] we consider the problem faced by a Central Bank to optimally control the exchange
rate, whereby the control is composed of a direct impulse control intervention and an indirect, continuously
acting intervention given by the control of the domestic interest rate. Similarly to [4] and [2] we formulate
the problem as a mixed classical-impulse control problem and the approach is based on a quasi-variational
inequality by considering a specific class of the optimal value functions and controls. As in [2], but differently
from [4], we consider a finite horizon that makes the problem time inhomogeneous and we do not have to
impose a smooth fit condition so that a fully analytical solution is possible. With respect to [2] we generalize
the problem by letting, more realistically, the drift in the dynamics of the exchange rate to be time varying
or even unobservable so that it has to be filter-estimated from observable data. Numerical illustrations are
presented as well.

Keywords: Exchange rate control, partial information, stochastic filtering, impulse control, quasi-variational
inequalities.
JEL Classification: C61, D81, F31, G15, E58

1 Introduction

The control of the foreign exchange rate by a Central Bank has been the object of several studies in the literature,
in particular also in the stochastic control literature. The setting is that of a so-called managed float or dirty
float regime. The actual exchange rate fluctuates from day to day and may achieve unacceptable levels. One
of the purposes of a Central Bank is therefore to intervene in order to keep the exchange rate at an acceptable
level. Following [4] and [3], which generalize previous studies on the subject, we assume that the Central Bank
can control the exchange rate by two non-excluding tools: direct intervention in the foreign exchange market
by buying and selling currencies, and indirect intervention through determination of the domestic interest rate
level. Interest rates have in fact an effect on the exchange rate through the attraction or deflection of foreign
capital. In choosing the intervention, the Central Bank has to aim at achieving a specified goal. According
to the idea of a target zone regime, the Central Bank has to guarantee that the exchange rate, as well as the
domestic interest rate, stay within a given band or, more specifically, stay as close as possible to a given target
that is usually established at higher levels of authority as result of negotiations or for political reasons and is
considered to be sustainable for a given period. Consequently it is reasonable to assume, as we shall do it here,
that these target levels are given as known constants or known time varying functions. On the other hand, any
type of intervention is costly with the cost that is increasing with the level of the intervention. Since, in order
to be effective, actual interventions are not frequent but of relatively large size (see e.g. [5]), as in [3] and [4]
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we consider both fixed and proportional costs with parameters that can be assumed to be relatively easy to
identify and to quantify.

The control of the interest rate is of the type of a continuously acting control, while the direct intervention on
the exchange rate is of the type of an impulse control. The problem thus concerns a mixed classical-impulse
stochastic control problem and the authors in [4] aim at determining this control in order to balance the purpose
of keeping the exchange rate as close as possible to the given target level and on the other hand to minimize the
expected total cost of the intervention. The control of the exchange rate as a purely impulse control problem
had been studied previously. One of the first such studies appears to be [8] which was then further developed
in [9]. Within a more general context of impulse control, the problem had more recently also been studied in
[11] (see [7] as well) over an infinite horizon and with a long-term average cost criterion. An additional indirect
intervention by using the control also of the interest rate, as we do it here, has been considered in [12].

As mentioned, without interventions the exchange rate fluctuates from day to day. Assuming small investors,
whose decisions do not affect the evolution of the exchange rate, following [15] and [3] we model its evolution
between intervention times as a geometric Brownian motion (see (1) below) with three parameters: i) the
parameter o in the stochastic volatility that we assume to be known (can be estimated from historical data).
ii) The parameter K that represents the influence of the interest rate on the level of the exchange rate. In this
paper we assume it to be a given exogenous constant; our procedure works however equally well (see Remark 1
below) if it is a known time varying function and also if it is random and expressed as a known (time varying)
function of past and present values of the exchange rate. iii) There is finally the drift parameter u; that, at
the generic time t, represents the exogenous economic pressure on the level of the exchange rate and that in
the literature has so far been considered as constant and known. Here we consider it, as it appears to be
more natural, to be time varying or even not directly observable. In the latter case we apply filtering techniques
whereby the unobserved drift is filter-estimated on the basis of the past and present observations of the exchange
rate itself. In both cases one has thus a time varying drift, which complicates the approach in the sense that
the strategic boundaries that, as we shall show, determine the impulse control interventions, will depend not
only on time, but also on the current values (either observed or estimated) of the drift. Furthermore, the state
space in the optimization problem becomes three-dimensional (time, exchange rate, filtered drift) whereby the
pair (exchange rate, filtered drift) is Markov. In setting up the filter model, we shall for the sake of generality
introduce a prior dynamic evolution model for the drift x4 in the form of a diffusion process with given drift
and diffusion parameters. We may however put all these parameters equal to zero so that the drift becomes
an unknown parameter and the filter reduces to a Bayesian-type updating of this unknown parameter (for a
pure impulse control problem with Bayesian parameter updating see e.g. [1]). The model thus depends on
various parameters. Some are assumed to be exogenously given and a justification for this has been presented
above; others are determined endogenously. Determining a solution for a given set of exogenously determined
parameter values, can then also allow for a sensitivity analysis of the solution with respect to the individual
parameter values. It also allows to investigate various scenarios and to understand up to what degree of precision
one should determine the values of the exogenous parameters.

The approach in [4] builds on the notion of a quasi-variational inequality (QVI). The control horizon in [4]
is infinite, which leads to a time-homogeneous solution and the authors search for such a solution within a
specific class, for which the value function has to be C!' throughout and C? except for the boundary points.
They end up with six conditions on four parameters, which makes the problem difficult to solve analytically,
but they nevertheless come up with a solution by using partly a numerical approach. The results in [4] have
been generalized in [2] in two directions:

i) The value function is not required to be C! throughout (the numerical results in section 6 below show in
fact that on the boundary of the continuation region it is in general not C!). This allows one to avoid a
smooth fit condition and to end up with only four conditions on the four parameters thus leading to an
analytic solution.

ii) The horizon is finite, which appears to be more natural in economic-financial applications, where one
wants to achieve a goal within a finite, foreseeable amount of time; at the end of the planning period the
problem may have to be reformulated anew. This is for example relevant in our context where, as it was



done mostly in the relevant literature, we limit ourselves to two currencies: the given domestic one and
one specific foreign currency. This specific foreign currency may in fact be of interest only over a given
horizon, after which the interest may shift to another one thus changing the problem. On the other hand
a finite horizon causes the problem to become time inhomogeneous and therefore more complex.

As in [4], also in [2] the solution is obtained within a specific class of value functions and controls. It consists in
an indirect intervention through a continuously acting control of the domestic interest rate when the exchange
rate is in a specific interval, namely the continuation region that in the finite-horizon case depends on the current
time. On the other hand, the impulse control intervenes when the exchange rate reaches either one of the two
boundaries of that interval, namely when it enters the intervention region. At that point the Central Bank is
supposed to intervene directly by pushing the exchange rate to yet another interval, the preferred region.

Here we follow this latter line and consider a restricted form of impulse control where the determination of the
control action reduces thus to the determination of the boundaries of the continuation region and of the amount
by which the exchange rate is pushed back when it reaches either one of the two boundaries. More precisely,
the solution is supposed to be given by four continuous functions a(-) < a(-) < 8(-) < b(-) with 8(-) > 0, where
a(-) and b(-) represent the boundaries of the continuation region, while «(-) and 3(-) represent the boundaries
of the preferred region, namely the values to which the exchange rate is shifted when it reaches a(-) or b(-)
respectively. We shall call these functions “strategic boundaries”. For an infinite horizon setup as in [4] these
functions reduce to constants, in the finite horizon setup of [2] they become time varying functions. Notice also
that in much of the previous target zone literature the boundaries were chosen exogenously, while here they will
be determined endogenously.

Finding a fully optimal solution within the specific class mentioned above is still not possible in a purely
analytical way and this is why in [4] the solution was obtained by a combination with a numerical approach.
In the search for a completely analytical solution, in [2] the authors make a further assumption, namely that
the value function is given, within the continuation region, by a quadratic solution of the implied HJB equation
and is linear outside this region. They also show that this assumption is well motivated, in particular it is
consistent with the solution obtained in [4] for the infinite-horizon case. In the present paper we also make
this quadratic Ansatz for the solution of the implied HJB equation. We want to point out however that, by
restricting the solution of the HJB equation within the continuation region to be a quadratic function, implies
that our optimal solution may actually be only an upper bound to the true optimal solution; it leads however
to an explicitly computable value function as well as controls. The true optimal solution, even with controls in
the specific class, may have a very complicated structure within the continuation region and we do not know of
any result to this effect in the literature.

In the next Section 2 we formulate the model and the problem, building mainly on [4] and [2]. In Section 3 we
describe the specific class of value functions and controls. In Section 4 we compute the optimal value function
and controls within the specific class by assuming that the solution satisfies a given weak quasi-variational
inequality (QVT). Finally, in section 5 we prove the optimality, within the given class, of the solution derived in
section 4. This is done in two steps: in subsection 5.1 we prove, via a verification theorem, that the candidate
solution is an optimal solution if it is a weak QVI solution. Then, in subsection 5.2 we show that the candidate
is indeed a weak QVI solution. Finally, some numerical illustrations are provided in section 6.

2 The model and problem setting

Our model corresponds to that in [4] and [2] that we recall in this section. Let (Q, F,{F:}i>0,P) be a filtered
probability space and W be a one dimensional F;-Brownian motion. Consider a given foreign currency (e.g. the
Dollar) and a domestic currency (e.g. the Euro) and define, for each ¢ € Ry the exchange rate at time ¢ as

X; := units of domestic currency for one unit of foreign currency.



Suppose that X = (X;) is an adapted stochastic process satisfying the following dynamics that are slightly
different from [4] and [2], namely

t t oo
X, =z+ / (us + Kus) Xods+ 0’/ X dW, + Z Lr,<t1ns (1)
0 0

n=1

where the various quantities have the following meaning: x is the initial value of the exchange rate. The process
= (pt) represents the exogenous economic pressure on the level of the exchange rate so that p; > 0 indicates
a pressure towards a devaluation of the domestic currency, while u; < 0 indicates the opposite situation. The
continuously acting control u; := (X;)~! log =, where r; is the domestic interest rate and the constant 7 is its
target, measures the ratio with respect to the current value X; of the log-relationship between the interest rate
level set by the Central Bank and the target 7. We shall consider the control u; to be admissible if (see also
Definition 1 below) it is adapted and mean square integrable (in Lemma 7 below we shall show that the optimal
continuously acting control 4, is indeed mean square integrable). The parameter K € (—o0,0) represents the
influence of the interest rate on the level of the exchange rate. As mentioned in the Introduction, here we assume
it exogenously given (see however Remark 1 below). Finally, the constant o € (0, c0) is the exogenous volatility
of the exchange rate. Coming to the impulse controls, 7, is the time of the n-th intervention of the Central
Bank and &, represents the amount of the n-th intervention. Below we shall work with the process z; = log X}
(see (2)) so that X; > 0a.s. implying that, if r, > 7, then u; is positive thus pushing X; downwards while, if
r¢ < 7, then the opposite happens. The justification for this is given by the fact that 7 is perceived as a natural
equilibrium rate on the long run (long-term sustainable rate) and deviations from this rate make the domestic
assets more or less attractive.

One difference of the above model with respect to [4] and [2] is that u; is here the ratio of log 2t with respect
to X;. In this way X; becomes a factor in the drift in (1) which implies that the solution X; of (1) is positive
between two successive impulse times. We can thus pass to logarithms of X; thus simplifying some of the
derivations below and allowing the filtering problem to be solved more easily. The main difference however is
that we allow the drift p; to be time-varying or even not directly observable. We shall thus consider two possible

situations for u; according to
Assumption 1. The process u; is supposed to be either one of the following

i i)  an observable adapted process
He 1) unobservable and has to be estimated from observable data.

It is in fact realistic to assume that the drift u; may not be directly observable. In view of estimating (filtering)
1 from observations of the exchange rate X; itself, consider the dynamics of the latter between two successive
intervention times by putting z; := log X;, namely

2
d.’ﬁt: (|:ut—2:| +K’I,Lt) dt+0th = (mt—i—Kut) dt+0th (2)

and thereby defining implicitly my = p; — %z Whether observable or not, we assume that the factor process
my is a diffusion given by

dmy; = (Amy 4+ a)dt + AdBy, mg a given Gaussian r.v. (3)

where A = (A1, A2) and By = (B¢, W:)" with ; a scalar F;—Wiener process, independent of W, and so there is
correlation between the two driving Wiener processes W; and B;. As already mentioned in the Introduction, in
our filtering context (see the filter model (5) below), that can be interpreted as a dynamic version of Bayesian
statistics, the dynamics in (3) can be seen as prior dynamics for m; (the posterior dynamics are given by the
dynamics of iy, in (6) below) with the coefficients some prior constants that are exogenously given. It is not
necessary to assign a full prior dynamics for m; by putting all the parameters in (3) equal to zero, the prior
process m; reduces to the random variable mg, whose Gaussian distribution becomes (from a Bayesian point of



view) the prior distribution of the constant but unknown drift (even if m; is a priori a constant, a posteriori it
is always the process 7;, adapted to the filtration generated by the observations ;).

With some abuse of notation we shall now denote by the same &, the amount of intervention on z; = log X4,
ie. & = x;,+ —x,, and by the same x the initial value zo. Rather than on (1) we shall thus base ourselves on
the following dynamic model

t [e%¢)
Ty :x—i—/ (ms—i—Kus) d5+0Wt+Zl{rngt}fn- (4)
0

n=1

In the case when m; is observable we can determine the strategy u, 7, and &, using information coming from
observing x; and m;. When pu;, and thus m; is not directly observable, but only x; is observable then, defining
Fr=o0{zxs, 0 < s <t}, weneed to decide our strategy us, 7, and &, on the basis of the information F}. This
means that u; has to be an F"-adapted process, 7, an F-stopping time and &, an F; -measurable random
variable. To distinguish for the moment the control w; in the full and partial information setting, we denote it
by @; in the latter case. We can now consider the following filter model

dmy = (Amy+a)dt+AdB;, mg agivenr.v. 5)
dIEt (mt+Kﬂt)dt+O'th, Tro=2.

Given the assumption of mean square integrability of u;, the above system is a well defined stochastic system.
Always with this assumption, the system (5) becomes a linear, conditionally Gaussian filter system to which
one can apply an extended form of the Kalman filter to obtain the dynamics of the conditional mean m; :=
E{m; | F7}, and conditional variance Iy := E {(m, —1)? | F7'}. Theorem 12.1 in [10] leads in fact to the
following solution

ding = (Amg+a)dt+ (Ao +1t) duy,  1hg =my

ar, = (2 [A—22] T, 4 A2 - 1;—) dt, To=Var(mo), (6)

where the filter variance I'; can be computed off-line and therefore considered to be a deterministic time function,
while
dvy := o~ [day — (g + K 1) dt] (7)

is an F C F; Wiener process called innovations process.

Remark 1. An important fact is that, in our setup, the filter solution does not depend on the continuously acting
control u;. According to Theorem 12.1 in [10] we could apply the extended Kalman filter for the conditionally
Gaussian case to our model also when the parameter K is unobservable with a given prior Gaussian distribution.
Instead of the dynamics only for the posterior filtered process 1, we would then obtain also a dynamic equation
for K; .= E {K | FF}. The problem with this is that then the entire filter solution becomes dependent on the
continuously acting control u; which is not acceptable since the control in turn depends on the filter (see (19)
and (22), (23) below). This problem arises in general when the control affects the observations; it does not
happen in the case of an impulse control when, as in our case, after the impulse the filter can be re-initialized
at its pre-impulse value (see the second bullet of Remark 4 below). An analogous situation occurs also in [1]
where the control is only of the impulsive type. While we cannot allow K to be unobservable, we could however
allow it to be an Fj’-adapted process that is observable; also in this latter more general case the filter would be
independent of the control.

From the preceding development and considering also Section 3 in [14], we have the following immediate

Lemma 1. The filtered drift process 1m; and the observed log-exchange rate process z; satisfy

d’ﬁ'lt = (Aﬁlt+(l) dt + (AQ—F%) dl/t7 mO =my
dl‘t (Tht+K’ELt)dt+0’th, To=2x.



Notice that the models (5) and (8) are completely analogous, only the volatility for the factor process changes.
In what follows we shall therefore study in a possibly unified way both the cases when m; is observable and
when it is not, where in the latter case it is replaced by 7;. For this purpose we shall use the notation m? with
j € {f,p}, where f stands for “full information” (of m;) and p for partial information, so that mf = my and
my = my. Also set u{ = u; and u} = 4. Similarly, we shall also denote various other quantities with a sub- or
super-script j depending on whether they refer to the situation when m, is observable and when it is not (when

it matters we shall also write z7).

Definition 1. A mized classical-impulse stochastic control with j = f,p is a triple
(u, T, = (s 7, 73, 7,70, ... €, €, €,...,€6,..).

Here u’ is as described previously and represents a classical stochastic control, namely u/ : Ry x Q — R
is an F7-adapted stochastic process that we have already assumed to be mean square integrable and where
Fl = U(xs,mS,O < s < t)and F} = o(zs,0 < s < t). Furthermore, the pair (7,£)7 is an impulse control,
namely 0 < 7 <73 <7 <...<7J...is an increasing sequence of stopping times and {&/ },en is a sequence
of random variables such that & Q —+ R is ]-'] -measurable. The Central Bank (the controller) decides to
act at time 77 adding the quantity & to the value of the log—exchange rate at that moment of time, namely

gcJTn+ =al + &), where a7 is the process z; with control (u, T, £)7.

Remark 2. From the results below it will follow that the optimal controls are of the Markovian type, namely
functions of (a:t,mt) It then follows from (5) and (8) that, with Markovian controls, both (z7,m{) = (zI,m;)
and (z¥,m}) = (x], ;) are Markov.

Next we introduce a cost functional to be minimized with respect to the controls (u, 7§ 7. We consider a finite
planning horizon T' > 0 so that 77 < T and call generically admissible the mixed classical-impulse stochastic
control (u, T, &)’ as specified so far and denote their class by A97. For the given horizon T > 0, and assuming
that we stand at a generic time ¢ € [0, 7] with values (27, m?) of the Markov process (x§7 mt) define as cost-to-go
function for a given control (u, T ,£)? the following

. T
y T8 (t,z,m) := Et,z,m{ / e_A(s_t)f(xg, uﬁ,) ds + e_’\(T_t)h(xZ[)
t

J
Jrz e t)g fj) {tSTTjLST}}’

where j € {f,p}, A > 0 is a discount factor, f(x,u) is a running cost penalizing both the quadratic deviation of
7 from a given target p > 0 as well as v in the square, namely

(9)

flz,u) = (x —p)? +ku? (k>0). (10)

Analogously, h(r) is a terminal cost, also of the quadratic form h(x) = £ (z — p)?, and g(£) represents a cost for
the amount £ of the intervention that, similarly to [4] and [2], we assume to be of the form

C+cé if&>0
g(&) := {min(C, D) ifé=0, (11)
D—d¢ if¢£€<0

where k, ¢, )\, p,C,c, D,d are positive constants. Notice that k penalizes the use of the continuous control uy;
the fact that in (10) we consider its square, implies that deviations of 7, from 7 are penalized equally, whether
they exceed or fall short of 7. On the other hand, C' and D denote fixed intervention costs for a push upwards
or downwards respectively and ¢, d are proportional costs. Notice, furthermore, that a penalization by (X — p)?,
with X the actual exchange rate, is not equivalent to (z — p)?, with 2 = log X, even if we put p = logp. In
a sense, (z — p)? may be preferable since, when x and p are close to one, as it may often be the case, then



the squared difference (X — p)? becomes negligible and therefore not significant, while (log X — log p)? is not.
Finally, as pointed out in [7], an exchange rate is not an asset and so the functions f,h,g do not represent a
tangible cost leaving a discount factor without a clear economic interpretation. We still keep the discount factor
here just for the sake of generality.

Remark 3. Since all the entries in the cost-to-go function in (9) are F{-adapted, the value function for the
full and partial information cases, i.e. for both j = f, p, are the same and this further justifies the possibility of
studying the full and partial information problem in a unified way.

An optimal control is now a control (u*,T*,ff)j, for the moment in A9, for which at the initial time ¢t = 0
with values z,m of the Markov process (x7,m7)

Ji(0,z,m) = Vj(u*’T*’E*)j (0,2, m) := ( iﬁfg)l/}(“’fr’f)j(o,x,m) ;o jed{f.n} (12)
uw,T, J
In its full generality as described above, the problem of choosing (u, T, £)7 in A9 to minimize Vj(u’T’g)j (0,2,m),j

f,p is very difficult to solve and so, as in [2], we shall look for an optimal solution within a subclass of strategies
and value functions that is however still rather general, contains the optimal solution in [4], and above all admits
an analytical solution. This subclass is the subject of the next section.

3 Specific class

3.1 The specific class of value functions and admissible controls

As suggested by the results in [4] and generalizing to the model of the present paper the class considered in [2],
we conjecture that, for j = f, p, the optimal value function

Vilta,m) = int VT (1 m) (13)

has the following structure: for given continuous functions
a(t,m) < ol (t,m) < B (t,m) < b (t,m) (14)
that below we shall call “strategic boundaries” let
®I(t,al (t,m),m) + C +c(a?(t,m) —z) if z <a’(t,m)
Vi(t,z,m) =<{ ®I(t,x,m) if a?(t,m) <z < b/ (t,m) (15)
®I(t, 37 (t,m),m) + D +d(x — §7(t,m)) if x> b (t,m)
where, for j = f,p, the ®I(t, 2, m) satisfy the HIJB-type equation

(O] + £5 @) (t.a,m) + f(w,@7) = @ (t.a,m) + inf {£597 (t,2,m) + f (w,u) | =0

) u€R (16)
OI(T,z,m) = h(z) =l (z — p)°
with @/ a control achieving the inf on the right hand side in (16). According to (5) (respectively (8)), the
generator L} is, for a sufficiently regular function ®7: [0,T] x R? — R, given by

LY®I(t,x,m) := (m+ Ku)®L(t,x,m) + (Am+ a)®,(t,2,m) + %@gﬁ(t,x,m) )
17
+51 (1) D (¢, 7, m) + T(1) B

mm

(tazvm) - A(I)](tvxam)



where the subscripts in ®7(-) denote partial derivatives and where

. A2 A2 .
; A forj=f ; 52 forj=f
Sy =14 72 J . Y(t) = 2 L2 18

10 { oAy +Ty forj=p 2(1) (At2) forj=p (18

Due to the quadratic structure of f(z,u) the optimal continuous control 4/ exists and is, for j = f,p and for
each t € [0, 7], given by

y K . o

where xi has here to be considered as the process z; in (2) corresponding to the continuous control 12{ . Conse-
quently, the corresponding optimal interest rate is

. Kil o
fi =T exp <_ ta @;(twg,m{)) ) ]: f7p (20)

With u = @/ as in (19), the HJB-equation (16) becomes

] (t,w,m) + m &L (t,z,m) + (Am +a) (1,2, m) + G @, (t,2,m) — 5 (B1(t,2,m))”
_ +X(t) @4, (t, z,m) + X5(t) D4, (t, m,m) — X®I (t, 2, m) + (x — p)> =0, (21)
O/ (T, x,m) = L(x — p)?.

i

Concerning the impulse control, given always the continuous functions a’(-) < a?(:) < 87(+) < b/(-), we let the
impulse part (7,€&) of the control be, for j = f, p, of the form

Aot {t> | ol ¢ (@m) YD)} (5 =0 2

J ) J — BI(+T 4d o
. =x = Trom’ )1,
)+ e +§n 6 ( n’ 7'771) {bj("'vjumi]

)}(xii) + aj(Tg,miz) 1{aj(757mij)}(xi£). (23)

n

Since, modulo a slight adjustment, the optimal solution obtained by [4] belongs to the class described above,
we shall restrict the original class of generic admissible controls 497 to the subclass A7 of admissible controls
according to the above specifications and search for an optimal solution within this class, namely

Definition 2. We say that for each j = f, p, a mixed classical-impulse stochastic control (u, T, &)’ is admissible
if u/ is of the form as in (19) and there exist four continuous functions a’(-) < o/ (-) < B%(-) < b/(-) such that

(22) and (23) are satisfied. Furthermore, Vj(u’T’g)j (t,z,m) defined in (9) has to be finite. We shall denote by
AJ this class of admissible mixed classical-impulse stochastic controls for the process .

We shall show below (see Remark 6) that, for our model and the class of controls as specified above, Vj(u’T’g)j (t,z,m)
is indeed finite.

Limiting ourselves to the class of solutions as specified above, we shall consider, for each j = f, p, as “continuation
region” the subset C7 of the state space ¥ := {(t,z,m) € [0, 7] x R?} defined as

Cl={(t,z,m) €L : d(t,m) <z <V (t,m)} (24)

and, consequently, the intervention region Z7 is then its complement in X.

Given the quadratic form of the cost functions we shall make a quadratic Ansatz for ®/ (¢, z,m) as solution of
the HJB equation (21), more precisely we make the following

Assumption 2. The optimal value function V7 (¢, z,m) is supposed to be given, for each j = f,p and within
the continuation region C7, by VI (t,z,m) = ®J(t,z,m) where ®/(t,z,m) is a quadratic function of the type

O (t,2,1m) = Py (t) 2 + Pl ()10 + Pl (8) m® + L () & + i () 1+ P (1) (25)

where, here, the pedices do not denote partial derivatives, but are simply indexes.



Remark 4.

e Thanks to the particular structure of our class of admissible impulse controls, namely by defining them
through the strategic boundaries a’(-) < a/(-) < B7(-) < b/(-) as well as to the structure of the value
function in (15), in the proof of the verification result in Proposition 1 below we do not need to use Ito’s
formula on the entire state space. We only need to apply it in the open interval (a?(t,m]), b’ (t,m})),
which allows us to avoid having regularity throughout as required by the smooth fit condition in general
stopping and impulse control problems (see e.g. [13]).

e In the case of partial information we apply the filter in (6) that is initialized by 79 = mf = mg, 'y =
Var(my). This filter is run up to the first impulse intervention time 7{, where z* . is pushed to ¥ »+ .
Both 71 and &} are F¥ —adapted with FY = F} the observation filtration, with respect to which the filter
is determined. In particular, by (22) and (23), they depend on F; via m¥ that, see (6), between impulse
times does not depend on the continuously acting control u;. The control u; does therefore not change
the observation filtration 7} and so at every intervention time 77 we therefore re-initialize the filter with

the values (77,»,1",») that are obtained from (6) at time 72.

3.2 (Weak) Quasi-variational inequality

As in [4], also our methodology builds on the notion of a quasi-variational inequality (QVI) that we use here
in a weaker form. First we introduce the minimal cost operator M that we define for each continuous function
¢:X — Ras

Mo(t,z,m) ;= inf{d(t,z +n,m) + g(n) | n € R}, (26)

where g(+) is the cost function for the impulse interventions as defined in (11).

Definition 3. We say that, for j = f, p, a function v : ¥ — R satisfies the (weak) quasi-variational inequality
(QVTI) for the problem specified in Section 2 if

i) ve(t, x,m) + inf,er {E}Lv(t,x, m) + f(z,u)} >0

YVt € [0,T), m € R, z € (a? (t,m), ¥ (t,m)),

and v(T,z,m) = h(z) Ym € R, x € (a/(T,m), v’ (T, m)),
1) Mo(t,z,m) —v(t,z,m) > 0 everywhere.

Furthermore, at least one of the two inequalities in i) and ii) holds as an equality.

Notice that equality in point i) may also hold in the intervention region Z7.

We shall choose the strategic boundaries (see Section 4.2 below) in such a way that the optimal value function
V(t,x,m) satisfies QVI. The continuation region C’ in (24) can then, for j = f,p, also be expressed as

CJ = {(t,x,m) eX | VIit,z,m) < MVI(t,z,m), th(t,x,m) + in%{E?Vj(t,x,m) —i—f(x,u)} = O},
ue
while the intervention region then becomes
77 = {(t,x,m) € | VI(t,x,m) = MVI(t,z,m)}.
In sub-section 5.1 below we shall show by a verification result that a certain value function V7 (¢, z, m) is optimal
by assuming that it satisfies the QVTI of Definition 3. We shall thus also have to verify that the candidate solution

satisfies QVI and this will be done in sub-section 5.2; on the other hand the QVI property turns out to be useful
in determining the optimal strategic boundaries as will be shown in the next Section 4.



4 Computing the optimal value function and strategic boundaries

We first study the solution ®7(¢,xz,m), j = f,p of the HJB equation (21) that will give us (see (15) and
Assumption 2) the optimal value function in C7. This will be the subject of subsection 4.1. In subsection 4.2 we
shall then determine the strategic boundaries so that the value function V7 (t,z,m) in (15) is a QVI solution.
Finally, in subsection 4.3 we derive some estimates that will be crucial in the verification results in section 5

u, T, J
Vj( €) (

and will also guarantee that 0,7, m) is finite for all admissible strategies (u, T, £)7.

4.1 Solution of the HJB equation

Recall from sub-section 3.1 that, for the optimal continuous control as given in (19), the function ®7 (¢, z,m) has
to satisfy, for each j = f,p, the Cauchy problem in (21). On the other hand, by Assumption 2 it follows that
the coeflicients in (25) have to satisfy the system of equations in (28) below that is obtained from computing the
various derivatives of ®(-) in the form of (25), plugging them into (21) and putting equal to zero the coefficients
of the resulting 2nd order polynomial in (z,m). We have in fact

Pl (t) = B2 (0L, (1)% = ApL, (1) + 1 =0, P (T) =",
Phon(t) + (A= A= 529, (1)) Pyn (t) + 203,(1) = 0, Pn(T) =0,
Bhum (8) + (24 = NPl (8) + Pl (8) = 52 (9, ()% = 0, Phm(T) =0,
PAE) — (A + K202, (0)) PL(E) + apd (1) — 20 =0, Pi(T) = 20,
B (t) + (A= X) o (8) + PL(E) + 2Py, (8) — S50l (DPL(E) = 0, Ph(T) =0,

B (1) = AP (8) + apl, (1) + 0°pL (1) = S5 (DL (0)% + D (Opha (8) + 254 (O (8) + > =0, P (T) = Ep?.

(28)
These are first order linear ODEs, for which an analytic solution may be obtained as described in Section 4.1 of
[2]. However, for our purposes below and, in particular, for the numerical results it suffices to obtain a numerical
solution after a discretization of the various equations. We shall nevertheless recall here from Section 4.1 of [2]
the solution of the first, a Riccati equation, namely

. k [(—=A—A A
J (1) = — 29
Pt = 53 (T + o) (20)
where A := /)2 —i—4KT2 and C7 := <K22A — 1> e AT For the given solution one can obtain a lower
PEVEBWN

bound that is derived in the next lemma and that will be useful later on.

Lemma 2. One has

) > min |6, | >0 =1 (30)

where £ corresponds to the terminal cost h(z) = £ (z — p)? and A is as in (29).
Proof. First of all notice that C; > —1. If C; > 0 then pJ (¢) is non-increasing in ¢ so that pl (t) > pi (T) = /.
If Cy € (—1,0], then pl (¢) is non-decreasing so that, for ¢ € [0, 7],

k (—)\—A A > EA=X  k A?—) 2

J > pl = = — "~ = __ = >

2 1
2A A

10



where we have used the definition of A, which also implies that A > A. Combining the two cases of positive
and negative C] we obtain the result. O

4.2 Determining the strategic boundaries

We have already seen that, in order that the optimal value function V7(t,z,m) is a QVI solution, in the
intervention region Z7 it has to satisfy, for j = f,p, point ii) of Definition 3 as an equality which implies that

VI(t,z,m) = inf{VI(t,x +n,m) + g(n), n€R}. (31)

On the other hand, from (15) and (22) as well as (23) we have that, for x < a’(¢,m), the inf in (31) is obtained
for x +n = o’ (t,m), while for z > b/(¢,m) it is obtained for & +n = $7(t,m). This allows us to determine the
optimal strategic boundaries as shown in the next two lemmas.

Lemma 3. For any ¢t > 0 and m € R, the strategic boundaries o’ (t,m) and 37 (¢, m) have to satisfy, for j = f, p,

j _f —c¢ for z< aj"(t,m)
Vi(t,w,m) = { d for z>b(t,m) (32)
and, given the quadratic Ansatz for ®/(¢,z,m) in (25) of Assumption 2, they are explicitly given by
. c+pl(t)+mpl,, (t ; d—pi(t)—mpl,,(t .
o (tm) = — <220 O pittm) = L2l O i=tr (33

2% (1) 2% (1)
Proof. As mentioned before the statement of the lemma, for z < a’ (¢, m), the minimal value of x +17 is obtained
for x +n = a’(t,m), while for x > b’(t,m) it is obtained for = +n = (37(t,m). Both lie in the interior of
the continuation region C7, where V7 (t,z,m) = ®J(¢,z,m) and is thus differentiable. A necessary condition is
therefore that, for all x < a/(t,m),

0 . ) )
0= 3777 [V] (t,x4n,m) + 9(77)] In=ad (t,m)—z VIt o (t,m),m)+c,

where we have taken into account the structure of the cost function g(n) in (11). Analogously for 37 (¢,m).
This and the structure of V7(t,z,m) in (15) then gives us (32). Form here and, again, from the structure of
VI(t,x,m) as well as from the quadratic Ansatz in Assumption 2 one then obtains immediately also (33). O

Lemma 4. The optimal boundary functions a’(t,m) and b’(t,m) are, for j = f, p, given by

| (34)
W (t,m) = LB VDD iy ) [P
Proof. The structure given by (15) to V7 (¢, z,m) leads, for j = f,p, to
OI(t,a’(t,m),m) = ®I(t,al(t,m),m)+C+c(a’(t,m) — o’ (t,m)),
®I(t,b7(t,m),m) = ®I(t,BI(t,m),m)+ D +d(b(t,m) — B (t,m)). )

Since the case of b’(t,m) is completely analogous to that of a’(t,m), we present the details only for the latter.
For convenience we also put

G (t,m) = pi(t) + m pl (1),

11



Due to the quadratic structure in (25) of ®7(¢,x,m), the first relation in (35) then implies that
(a7 (t,m)) pla(t) + @’ (t,m) G (t, m) + @’ (t,m) ¢
—(ad(t,m))?pi (t) — oI (t,m) G/ (t,m) — o’ (t,m) c — C = 0.

For given o/ (t,m) this then leads to the following two possible expressions for a?(t,m) that are the solutions of
the above quadratic equation

(G (t,m) + 0) £ /I(GI(E,m) + 0) + 209 (6, m)pls (1)) + 4C Pl (1)
ng;gg (t) .

Substituting for o’ (t,m) its expression from (33), we end up with

(Gg(t’m)ﬂ)ﬂ\/m:aj(t’m)i c (36)
N0 Pra(t)

ajl,Q(tv m) =

ajl,Q(t’ m) =

which is well defined since C' and (see (30)) pi,,(t) are positive. To conform with the requirement that a’ (¢, m) <
a’(t,m), one has to choose the minus sign on the right of (36). O

Remark 5. The relations (33) and (34) determine completely the optimal strategic boundaries, which are
continuous as assumed in (14). Notice also that the analytic form of the strategic boundaries is a consequence
of the Assumption 2 of a quadratic Ansatz for the solution of the HIB equation (21).

4.3 Resulting estimates

Having obtained the solution of the HJB equation and the analytic expressions for the strategic boundaries, we
shall now derive in the form of lemmas some estimates that will be important for the verification result in the
next Section 5. In the lemmas below we use the fact that all the coefficients in the quadratic expression (25)
as well as the solution I'; of (6) are continuous and thus bounded on [0,7]. For simplicity we shall also write

generically z; and u; instead of z] and u.

Lemma 5. For the process m{ satisfying (5) for j = f and (8) for j = p we have

T Lk T 1k Sk
E{/o e dt}gE{/o ’mgj dt}SCk (1+E{‘m6‘ })<oo

for all A > 0, all positive integers k for which for the initial condition m? = mq one has E {|m€)|k} < oo and

where C}, is a constant depending on k and T as well as on the constant A in equations (5) and (8).

Proof. Since the drift in equations (5) and (8) has linear growth, from Theorem 4.2 in Chapter 5 of [6] we have

oAy (or il }),

_ T, Lk K
where Cj, depends on k, T and A. This implies that E {/ ’m{ dt} is finite for each k for which £ {’mg)’ } <
0

0. Since |m?| > 0, a.s., we can apply Fubini’s Theorem concluding that

T 1k T, ik _ ik
E{/ e_’\t‘mg’ dt}<E{/ ‘mg dt}<TCk<1+E{’m{)’ })
0 0

and thus obtaining the statement of the lemma for Cy, := T C. O

12



Below we shall assume that Lemma 5 holds at least for k£ < 4. It is in fact reasonable to assume that mg = mq
has finite moments up to at least k = 4.

T
Lemma 6. We have £ {/ zfdt} < 00.
0

Proof. By (34), (30) and the fact that pi (t), p?,,(t) are continuous in ¢, we have for all t € [0,T] and j € {f, p}

+ C
Pra(t)

c+pi(t)

217;7; (t)

. . : J(t
@ (¢, md) | < jmi| | Pemlt)
20%a(t)

] Kml|+H a.s.

IN

for some positive constants K and H and, analogously, for [b/(¢,m?)|. Since z; € {aj(t, ml), b (t, m{)}, it then
also follows that o -
|z < K|ml|+ H a.s. (37)

so that, for suitable and positive constants K1, Ko, Hy one has E{z2} < KoE{(m?)2} + K1E{|mI|} + H;. The
result then follows from Lemma 5 using again Fubini’s theorem. O

T
Lemma 7. For the optimal control i, given in (19), we have E {/ afdt} < 00.
0

Proof. The continuous control 4 is acting only in the continuation region C’, j = f,p, where

K ./ . . K
nl— |2 @i ~d i) —
e} ‘ o5 o (t’x“mt)‘ 2%k

for K3, K4 > 0, so that

T T T
E{/ afdt} <3K2E {/ (:ag)zdt} +3K§E{/ |mt|2dt} +TK2
0 0 0

which is bounded by Lemmas 5 and 6 (in this latter lemma for x; = mg with j = f,p). O

2610 (0) + i (8) + P4(0)| < Kalaf| + Kalmi] + Ko as.

Notice that by Lemmas 6 and 7 we also have

T T
E {/ e/\tosfdt} <oo; FE {/ e/\tﬂfdt} < 00.
0 0

Remark 6. From the definitions of the cost function in (10) we have
[f(z,w)] < 2(2® +p?) + ku®, |h(2)] < 20(2* + p?)

Furthermore, since &, is either equal to a7 (77, mi];) —al (1], mi];) or bi(td,m?,) — B (Tg,mii), from (11) and

™
(34) and using the inequality (30) we obtain
max|[C, D]

9(6)] < max[C, D] + maxfe, d]|e] < max[C, D] + maxle,d]y | L2 -
A

Finally, from Lemma 8 below we have F {22021 e_)‘T"l{TngT}} < 00. Lemmas 6 and 7 then imply that for all

controls in the specific class, which in Definition 2 we have denoted by A7, we have that Vj("’T’g)J (t,z,m) in (9)
is finite. The class A’ consists therefore indeed of admissible controls according to the Definition 2.

13



Lemma 8. WehaveE{Ze {TJ<T}}<OO for j=f,p.

n=1

Proof. Recall that the generic n—th impulse time 77 was defined in (22) as
le':inf{t>rn Ll ¢ (o (t,m]), b (t,m ))}7 (73 =0)

where the optimal strategic boundaries a(t,m]), b (t,m]) are as given in (33) of Lemma 2 and can therefore
be represented in the form

(Oym] + H'(t) 5 b (t,;m) = K7 (tym] + H (1)
(t), H?(t). We can then rewrite 7J as

a’(t,ml) = KI
for suitable functions K (t), H (t), K7
= inf {t >l el <KI()ml + HI(t) or 2l > K7 (t)m] + ﬁj(t)}

Consider next, for j = f, p, the stopping time

74 = inf {S > 0| 24 < K7 (s)m? + H’(s) or 2d > K¥(s)m? +I_{j(s)}
Then, since x] and m] are diffusion processes, we have v/ . := P{t < 79 < T} < 1 for all t € [0,T]. And,
sz,T < ﬂyghT < 73,71 < 1 for t; < ta.

Returning to the sequence of impulse times 0 < le < Tg <. < 7)< ... we then have P{Tf <T}= 'yg’T <1

d
an P{r] <T}= E{l{TgST}} = E{E{l{TgST} | T{'}} - E{E{1{T{<ng} | T{}}

, . , N
=E {71{7T1{le§T}} <vwrP{r <T}= ('YgJ,T)

. . n—1
Proceeding by induction, assume that P{r} |, <T} < (%,T) . We then have
Pl < Ty = B{E {1y | mia}) = B{E {10 cieny | T}

j j n—1 j n
=FE {’Y j Tl{rilgT}} < Yo,r (’YO,T) = (’Yo,T)

Th—1>

so that, for all positive integers n, we have P{r] < T} < ( T) with 'Vo o+ < 1. It follows that

hm P{Tj <T}= lim ( )

n—oo

and that

{Ze 1 7<T}}<E{21{T7<T}} ZP{TJ<T}<Z( )":;j«xa

n=0 L =9,

thus concluding the proof of the lemma. O

5 Verification Theorem and optimality of the solution

In this section we present a verification result proving that the solution described in sections 3 and 4 is indeed
optimal for our problem. In subsection 5.1 we present some preliminaries and show a first verification result
assuming that the candidate solution is a QVI solution in the weak sense of Definition 3. In subsection 5.2 we
then present the main verification theorem showing that the candidate solution is indeed such a QVI solution.
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5.1 A preliminary verification result

We start with a couple of preliminary lemmas.

T, . SN2
Lemma 9. For j = f,p, we have F {/ (Vg(t,mg,mi)) dt} < 00
0

Proof. By the boundedness, over [0,T7], of p?_(t), p?,,(t), pi(t) and the fact that in C? one has V7(-) = ®J(-),
from (25) one first has |V, (¢, ¢, §)| < cpl|we] 4+ ealml| + ¢3, ¢; > 0 so that, using also (37),

. .\ 2 . _ . _ .
(Vi(tzemi))” < (exlae] + ealmd] +e)” < [en(K fmi |+ H) + esbm | + 5] < L) + Ml + N

for suitable constants L, M, N > 0. The proof can now be concluded by using Lemma 5 O

E{/T (atV (t, xt7m{))2dt} < 00
0

T 2
E / (Vrfz(t,xt,m{)) (A§+A§)dt} for j=f,
0

gy xy,mi “ar b =
E{/O <Utvm(t’ )) dt} B /OT (Vp(t :ct,mt)<A2—|—r2t)> dt} for j=p.

Proof. Analogously to the proof of the previous Lemma 9, since in €/ we have V) (-) = ®J,(-), from (25) it
follows that |V (¢t,z¢,m])| < di|xs| + dajm]| +ds, d; > 0 (i = 1,2,3) with (see (37)) |z;] < K |m]| + H.
Furthermore, since I'; is solution of a Riccati equation and therefore continuous in [0, 7], we have I'y < T' for
t € [0,7] and with T > 0. One can thus conclude that there exist positive constants dy,ds, ds such that

T . .\ 2 T . T .
E{/ (oY (b2, i) dt}SE{dlj Pt + d |m§|dt}+d3, j=f.p.
0 0 0

where the right hand is finite by Lemma 5. O

Lemma 10. For j = f,p we have

where

We come now to the preliminary verification result, namely

Proposition 1. For j = f,p, let ®/(¢, 7, m) be a solution of the HJB equation (21) and let (u, T, £)? be a mixed
classical-impulse control according to (19) as well as (22), (23), where a’(-),a?(-), 87(-),b;(+) satisfy (33) and
(34). Then V7(¢,z,m) defined according to (15) is the optimal value function for our problem and (u, T, &) is
an optimal control provided V7 (t, z,m) is a weak QVI solution according to Definition 3.

Proof. Given an arb1trary integer n > 0 and ¢t € [0,T], we first derive, for j = f,p, an expression for

e ATV (¢ A T Tenrd V (0,2, mj) for which, analogously to the proofs of the classical verifi-

)+ (t/\Tn)+)
cation theorems, we apply the It6 formula to the function e~V (¢, xt,mt) but only between two successive
impulse shifts, thereby obtaining

Vj(t/\TTJl',x(MT{;) -)) — V(0,2,mj)

J
m
+7 (AT,

t/\7’iJ . ) EAT
/ ) (Vf—i—ﬁ}‘SVJ) (s,xi,m])ds—i—a/t Vi (s, 2, md) dwl

i=1 tAT! 1 /\7'1 1 (38)
tar . o
m Jod i
+/ GV (s, 2, mi) | + E 1, 7<t} SR ) = V(] 2l ml )],
tAT] Ti g g
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where
Wi — Wy for j::f b — B, for j:f 5 — A - for j=7f
t ve for j=p ° 7t vy for j=p ° °t A+ for j=p
with B, and W the original Wiener processes in (5) and v; the innovations Wiener process in (7).

Next we use the assumption that V7(-) is a QVI-solution. Inequality i) in Definition 3 implies
(VP + £y v ) (bl md) = —f(ad,uf) on (@ (t,m) b (t,m))
Furthermore, inequality i) in Definition 3 implies

VIl ol ) =V as,ml) = MV (]l oml ) = VIl m?) = g(€]) = —g(g]) VieN.

Therefore, for each ¢ € [0,T] and n € N we obtain

efA(t/\'rﬁ;)Vj(t AT x - V(0,z, mé)

J J
AT+ m(tAr£)+)

n tAT] ) ) tAT] ] , ] ,
>y / e sadad)ds bo [ VG i) dl
t

J J
i=1 AT 1 AT

t/\T
—|—/ IV (5,23, ml)d
t

/\‘rl 1

IV
=2 g 9(E):
=1

This inequality is an equality for the control specified in the statement. From Lemma 8 we deduce that

n— oo

_ IVt rd ; o . .
e MATIVIE AT 2 e MVI(t, 2], m,) a.s..

) Jj
(tATH)+? m(t/\-,—,JL)+)

Taking expectations, we obtain

. ) ) ) o0 t/\‘rij
Vj(oa a:,m%) —E {e_AtVJ(t,ngr, ngr)} < E{ Z/ _)\qf(mj uj)
t

1=1 /\Tz 1
n

t/\Ti ) ) ) ) t/\‘ri ) ) ) . . . X
+o / e V(s 0l md) dwl + / | e-“o—;m(s,x;m@db@—Zl{{T..f<t}}e‘”fg<sg>}.
t i=1 T

J J
AT; 4 tAT; 4

with equality for the control described in the statement. Lemmas 9 and 10 imply that both e V7 (¢, :c{ , m{ )
as well as e Ma]VJ (t, ], m]) are in £2([0,T] x ). Therefore

tAT] _ o _ tAT] o o _
E { N e“v;<s,x;mz>dwg} ~E { N e“a;ws,mz,m;)db;} ~0
tAT] tAT]
Consequently
V7(0,2,m)) — E {e_)‘tV] (t,xly, ngr)} <E /0 e f(ad, ul)ds + Z 1{{Tg-§t}}e_)”i g(&) ¢y,
i=1

with equality for the control described in the statement. Finally, substituting 7" for ¢ and recalling that
VI(T, z,m) = h(x), we get

T T . .
VJ(O,:r,m%) SlnfE{/O ASf('T’?s?uj)dS—i_e )\Th +Z]‘{{7J<T}}e )\Tng(gg)} :\7]’(071‘,777%)7

with 7;(0, z, mé) as in (12) and where one has equality for the control described in the statement. The conclusion
then follows. O
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5.2 Main verification result

Before mentioning our main theorem, we introduce some more notations: based on (33) let

d — p(t) — mpl,, (1)
QPJM (t)

c+p]¥<t)+mpgm(t) — o A (Hm I (t,m) =
2. (t) = o (t) + ad(tym, BI(t,m) =

o (t,m) = — =: B(t) + B3 ()m

We can now state and prove our main verification result, namely

Theorem 1. Let, for j = f,p, the function V7(t,2,m) satisfy (15). Let the continuous and differentiable
functions a’ (¢, m), o/ (t,m), 57 (t, m), b (t,m) be given by (33) and (34). Let the control (u,T,£) be given by
(19) as well as (22), (23). Then VI (t,z,m?) is, for j = f,p, the optimal value function of our problem, namely
it is optimal among the value functions that are quadratic in the continuation region and such that (see (12)
and (13))

VIi(0,z,m?) = inf {Vj(u’T’g)j (0,2,m?) : (u,T,€) € Aj}. (39)

Furthermore, the above strategy is optimal in the sense that it achieves the infimum in (39).

Proof. (In the proof we shall simply write m for m?). Given Proposition 1, we have to show that VI (t,z,m), j =
f,p, satisfies the QVI conditions i.e., see (27) in Definition 3, that for all ¢ € [0,T], m € R and all z €
(a’(t,m), b (t,m)), }

V7 (t,z,m) + igf [LUVI(t,z,m) + f(z,u)] >0 (40)

as well as _ _
MV (t,z,m) — V7 (t,z,m) >0 V(t,x,m) (41)

We start from (40) recalling that, for x € C7 = (a’(t,m), b (t,m)) we have that V7 (t,z,m) = ®I(t,z,m) and so
it satisfies the HJB equation (21), namely

‘/;J(t7x’2m) + ll’lf [EuVj(t T m) + f( )] = ( ) + % () + Zjlva:jm() + Z%V#@m() (42)
— A VPO +mVIC) + (Am+a) V() = AVI() + (x = p)* =0

where (+) stands for (¢,2,m).

It remains to show that also (41) holds. To this effect notice that, by the convexity of ®/(¢,z,m) in x for each
(t,m) and and by (32) in Lemma 3, we have that

< —c for z < a?(t,m)
@ (t,z,m) € (=c,d) for x € (o/(t,m),H (t,m)) (43)
>d for x > BI(t,m).

Given that for z in the continuation region C7 = (a’(t,m), b’ (t,m)) we have VI (t,z,m) = ®J(t,z,m), this also
implies that, for the minimal cost operator MV (¢, z,y) (see (26)), we have

O (t, 0l (t,m),m) + C +c(a?(t,m) —x) if 2 < al(t,m)
MVI(t,z,m) = ®J(t,z,m) + min(C, D) if z € (ad(t,m), b (t,m)) (44)
®I(t, 37 (t,m),m) + D +d(x — B (t,m)) if x> BI(t,m)

Taking then into account (15) and (44), we immediately have that (41) holds outside of the intervals (a’ (¢, m), o/ (t,m))
and (B7(t,m),b’(t,m)). Concerning these two intervals, we consider here just the case of (a’(t,m),a?(t,m))
since the case of (87(t,m),b’(t,m)) is completely analogous.

We first recall that on (a(t,m), a (t,m)), which is part of the continuation region, the function V7 (¢, z, m) and
the operator MV7(t,z, m) are, for j = f,p, given by (see (15), (25))

VI(t,@,m) = 2°ply () + m Pl (t) + xmpl, (1) + 2 pL(t) + mpl, () + 17 (t),
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MVI(t,x,m) = (o (t,m))*pl, (t) +m>pl,,, (t) + o (t, m)ym pj,,,,(t) + o (t,m) pj(t)
+mpl (t) +p?(t) + C + c(a? (t,m) — x).
It follows that
Vi(t,x,m) — MVI(t,z,m) = (2% — (a7 (t,m))?) pl,(t) + (M}, (t) + pL(t) + ¢)(z — o (t,m)) = C
— (@ — a3 (t,m)) 2Pl (£) + (209 (t,m) phy(t) + Ml (1) + P(E) + )z — ad (t,m)) — C

= (27)?pl, (t) + 27 (207 (t,m) P, () + mpl,, (1) + PL(E) + ¢) = C

where we have put 27 := x — o/ (t,m). Taking now into account the expressions for o (t,m) and a’(t,m) in
(33) and (34), by which a?(t,m) — o’ (t,m) = — ij(t), we have that the range of 27 is 27 € [— pjc(t),()}

and that 207 (t,m)pl,.(t) + mpl,,(t) + pi(t) + ¢ = 0. It follows that, on (a’(t,m),a?(t,m)), the difference
Vi(t,z,m) — MVI(t,x,m) can be expressed as the function

VIt 7)) = (7)pl.(t) - C
This latter function is defined on 2/ € [7, /ij(t), O], where the derivative is negative, and so its maximum is

achieved in — p,-c(t). It thus follows that

Vi(t,z,m) — MVI(t,z,m) < VI [t — jC =0
Pra(t)

showing that (41) also holds in the interval (a?(t,m), o’ (t,m)) and, by analogy, also in (57 (t,m), b’ (t,m)).

Finally, since in the continuation region C? = (a’(t,m), ¥’ (t,m)) we have

V7 (t,z,m) + inf [L“VI(t,z,m) + f(z,u)] =0

and in the intervention region Z7 (its complement) we have M V7 (t,z,m) = VI (t,x,m), at least one among the
(40) and (41) hold as equality. O

6 Numerical Illustrations

In this section we present some numerical results to illustrate the characteristics of the optimal solution obtained
from our approach. The results are grouped into four sub-sections. Subsections 6.1 and 6.2 are intended to
convey an idea of the behavior of the optimal strategic boundaries and of the optimal continuous control
respectively. Subsections 6.3 and 6.4 then describe the behavior of the value function and of the optimal log-
exchange rate as well as of the drift (factor) process for the cases when the drift m; is fully observed and when
it is not and thus replaced by its filtered value m;. This allows one to see differences that arise between the full
and partial information cases.

For the numerical calculations we had to choose numerical values for the various parameters and they are given
in Table 1 below. In our simulations we use a (backward) Euler approximation for a uniform time discretization
with step 0.01 to obtain numerical solutions of the ODEs (28) with their terminal conditions. Furthermore,
to simulate the sample paths in subsection 6.4, we use the Euler approximation for ODEs (28) and the Euler-
Maruyama approximation for the SDEs (5) with time discretization step 0.005.

6.1 Optimal strategic boundaries

First we discuss our strategic boundaries a’ (t,m), o’ (t,m), B%(t,m),b’(t,m) given by (33) and (34). As one
can easily see from (33), (34) and (28), the structures of these optimal strategic boundaries are completely
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Table 1: parameters

| parameter notation | size |

target interest rate 7 0.04
coefficient of continuous control K —0.51
volatility of exchange rate o 1
drift of factor A -0.1
drift of factor a 0.01
volatility of factor A= (A1,A2) | (1.5,2)
target level of log-exchange rate P 2
coefficient of running cost k 6
penalty of impulse (fixed cost for lower bound) C 0.24
penalty of impulse (proportional cost for lower bound) c 1.5
penalty of impulse (fixed cost for upper bound) D 0.5
penalty of impulse (proportional cost for upper bound) d 3
coefficient of terminal condition l 1.5
discount factor A 0.05
maturity T 1
variance of initial value of factor Var(mg) 0.5

the same in the two cases of full and partial information. In fact, for j = f,p, all coefficients of the first five
equations in (28) are the same while the coefficients 37 (¢) and 33(f) of the last equation in (28) are different
in the two cases. However, the solution of the last equation in (28) is not used for the strategic boundaries
a’(t,m), ol (t,m), B (t,m),b(t,m) given in (33) and (34). Hence the values of the optimal strategic boundaries
differ in the two cases only because the value of m is different. In the case of full information we insert the
observed factor value for m, in the case of partial information we insert instead its filtered value .

The features of the strategic boundaries are shown in Figure 1. One of typical characteristics of the strategic
boundaries is that for a fixed ¢, they are linear and parallel in the factor value m. This can be seen from the
Figure but it follows also from (33) and (34). Another characteristic is that, since the coefficient £ = 1.5 in the
terminal cost is not very large, the central bank does not try too hard to push the exchange rate to its target
level by using the interventions. The width between a’(t,m) and ¥’ (t,m) becomes thus wider as time progresses
to the maturity ¢ = 1.

Figures 2, 3, 4 are extracts of a part of Figure 1, namely for m = —1, 0, 1 respectively. From these Figures
we find that, when the factor values are neutral, i.e. m = 0, the upper strategic boundary b’(t,m) is further
away from the target level of the exchange rate p than the lower strategic boundary a’(t,m) and this is due to
the fact that the fixed cost D for an upper intervention is larger than that for the lower intervention, namely
C. However, this is not always true when the factor values are not zero, that is, the exchange rate has a trend.
For example, in Figure 4, the upper strategic boundary ¥’ (t,m) is closer to the target level of the exchange rate
than the lower strategic boundary a(t,m) since the trend of the exchange rate is strongly positive and, in order
to keep the values close to the target level of the exchange rate, the central bank needs to intervene more often
in the market when the exchange rate becomes larger. From Figures 2, 3, 4, one might guess that the strategic
boundaries have a monotonicity property, but this is not always the case.
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6.2 Optimal continuous control

In this subsection, we show some characteristics of our optimal continuous control ﬁg given in (19) with (25):
when a (t,m7) < z; <V (t,m]),

i =~ ()] + (O] + (1)) (45)

Analogously to the behavior of the strategic boundaries as functions of ¢ and m, also the structure of the optimal
continuous control is completely the same in the two cases of full and partial observation of the drift factor. As
shown in subsection 6.4, the differences will however appear from the values of the controlled process x; and
of the factor process given by the observed drift m; or its filtered value 7; respectively. Figures 5, 6, 7 show
graphs of u] as functions in ¢ and # when m = —1, 0, 1 respectively. From the graphs and (45), we find that
the function is linear in x, but non-linear in ¢. Also from (45) this function turns out to be linear in m. We
furthermore find that the slope in = at the maturity ¢ = 1 is not sharper than the one at the beginning in ¢t = 0
in all the figures since, as mentioned in the previous sub-section, the coefficient of the terminal cost ¢ = 1.5
for the exchange rate is not large in comparison with the running cost, and so we find that the central bank
does not try to control too strongly the exchange rate towards the target level neither by using the continuous

control.
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Figure 5: Optimal continuous control at m = —1 Figure 6: Optimal continuous control at m = 0

6.3 Value functions

In this subsection, we consider the shapes of our value functions. Unlike the previous two sub-sections, the
value functions in the two cases of full and partial information have some differences since they depend on
the function p’(t) for which in equation (28) the parameters ¥} (¢) and ¥2(¢) are different in the two cases.
Figures 8, 10, 12 show the features of the value functions under full information at the times t = 0, 0.5, 0.9
respectively. Figures 9, 11, 13 show instead the features of the value functions under partial information at
the same times ¢t = 0, 0.5, 0.9 respectively. In all the figures, the features of the value functions outside of
the strategic boundaries a’(t,m) and b’(t,m) are, in line with their formulas, linear in x, while between two
boundaries, they have quadratic forms in x.

The slope on the outside of the upper strategic boundary is shaper than that on the outside of the lower strategic
boundary since in our parameter set the proportional cost d for the upper intervention is larger than that for
lower intervention, namely ¢. Comparing the two value functions at each time ¢ (it might be difficult to see it
from the following figures), the value function under full information is naturally lower than that under partial
information. As time progresses, the values of each value function become gradually smaller at each point.
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6.4 Sample paths

Finally, in this subsection we present sample paths of the log-exchange rate x;, of the strategic boundaries, of the
factor process, namely the drift of z;, and of the optimal continuous control in the two cases of full and partial
information and look at their fluctuations. Figure 14 shows sample paths of the log-exchange rate and of the
four strategic boundaries under full information together with the points where an intervention occurs. Figure
15 shows the same for the partial information case. Figure 16 shows sample paths of the factor process, namely
of the drift m; and of the corresponding filtered process m;. Figure 17 shows sample paths of the continuous
controls in both cases.

From Figure 14 we find that, in the case of full information, the fluctuations of the strategic boundaries are
larger than those of the exchange rate due to the values of each volatility. Note that the fluctuations of the
factor process can be seen from Figure 16. On the other hand, in Figure 15, the fluctuations of the strategic
boundaries under partial information are small due to small fluctuations in the filtered values given in Figure 16.
Due to the difference of the controls, the fluctuations of the exchange rate in the two cases are rather different
and also the intervention times are different. From Figure 16, we find that the fluctuations of the filtered process
are smaller than those of the factor process since the filtered value is given as the conditional expectation of
the factor process, so that their fluctuations are reduced. This reduction of fluctuations has an impact on the
fluctuations of the strategic boundaries in Figure 15 and of the continuous controls in Figure 17. In Figure 16
and 17, the fluctuations of the factor process and of the filtered process as well as the shape of the fluctuations
of the continuous controls in the two cases are very different, however their values do not have great differences.
The filtered values and the continuous controls under partial information seem to be the averaged values of the
factor values and the continuous control under full information respectively.
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Figure 14: Sample paths of exchange rate and bound- Figure 15: Sample paths of exchange rate and bound-
aries under full information aries under partial information
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