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On the Optimal Management of Public Debt:
a Singular Stochastic Control Problem”

Giorgio Ferrarif

December 29, 2017

Abstract. Consider the problem of a government that wants to reduce the debt-to-GDP
(gross domestic product) ratio of a country. The government aims at choosing a debt reduction
policy which minimises the total expected cost of having debt, plus the total expected cost of
interventions on the debt ratio. We model this problem as a singular stochastic control problem
over an infinite time-horizon. In a general not necessarily Markovian framework, we first show
by probabilistic arguments that the optimal debt reduction policy can be expressed in terms of
the optimal stopping rule of an auxiliary optimal stopping problem. We then exploit such link
to characterise the optimal control in a two-dimensional Markovian setting in which the state
variables are the level of the debt-to-GDP ratio and the current inflation rate of the country.
The latter follows uncontrolled Ornstein-Uhlenbeck dynamics and affects the growth rate of the
debt ratio. We show that it is optimal for the government to adopt a policy that keeps the
debt-to-GDP ratio under an inflation-dependent ceiling. This curve is given in terms of the
solution of a nonlinear integral equation arising in the study of a fully two-dimensional optimal
stopping problem.

Key words: singular stochastic control; optimal stopping; free boundary; nonlinear integral
equation; debt-to-GDP ratio; inflation rate; debt ceiling.

MSC2010 subject classification: 93E20, 60G40, 91B64, 45B05, 60J60.
JEL classification: C61, H63.

1 Introduction

Controlling the debt-to-GDP ratio (also called the “debt ratio”) and keeping it below some
desirable level is of fundamental importance for all countries. It has been shown by different
authors by means of different statistical and methodological approaches, that high government
debt has a negative effect on the long-term economic growth. The usual outcome is that when
government debt grows, private investment shrinks, and future growth and future wages lower
(see, e.g., [46]). In [39] it is shown that high government debt hurts growth even in the absence
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applications” is gratefully acknowledged.
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of a crisis. This negative effect on economic growth from high debt levels has been observed in
18 different advanced economies (see [§]).

In this paper we propose a continuous-time stochastic model for the control of the debt-
to-GDP ratio. The problem we have in mind is that of a government aiming to answer the
question: How much is too much Following classical macroeconomic theory (see, e.g., [9]), in
any given period the debt ratio stock grows by the existing debt stock multiplied by the difference
between real interest rate and GDP growth, less the primary budget balancdg. We assume that
the government can reduce the level of the debt-to-GDP ratio by adjusting the primary budget
balance, e.g. through fiscal interventions like raising taxes or reducing expenses. We therefore
interpret the cumulative interventions on the debt ratio as the government’s control variable,
and we model it as a nonnegative and nondecreasing stochastic process.

Uncertainty in our model comes through the GDP growth rate of the country, and its inflation
and nominal interest rate which, by Fisher law [21], directly affect the growth rate of the debt
ratio. We first assume that they are general not necessarily Markovian stochastic processes
whose dynamics is not under government control. Indeed, the level of these macroeconomic
variables is usually regulated by an autonomous Central Bank, whose action, however, is not
modelled in this paper (see, e.g., [I0] and [25] for problems related to the optimal control of
inflation).

Since high debt-to-GDP ratios can constrain economic growth making it more difficult to
break the burden of the debt, we assume that debt ratio generates an instantaneous cost/penalty.
This is a general nonnegative convex function of the debt ratio level, that the government would
like to keep as close to zero as possible. However, at any time the government decides to intervene
in order to reduce the level of the debt ratio, it incurs a cost which is proportional to the amount
of the debt reduction. The government thus aims at choosing a (cumulative) debt reduction
policy minimising the sum of the total expected cost of having debt, and of the total expected
cost of interventions on the debt ratio.

We model the government’s debt management problem as a singular stochastic control prob-
lem (see [44] for an introduction), i.e. a problem in which the control processes may be singular,
as functions of time, with respect to the Lebesgue measure. In our general not necessarily
Markovian setting we are able to link the solution of the control problem to that of a suitable
optimal stopping problem. In line with [2], [I5] and [31], among others, we show that the opti-
mal stopping time 7* of an auxiliary optimal stopping problem defines the optimal control v* of
the original singular stochastic control problem: v* is directly related to the generalised inverse
of 7*. The proof of this result is fully probabilistic, and no regularity of the value functions of
the control and optimal stopping problems is needed. Indeed, it relies on a change of variable
formula for Lebesgue-Stieltjes integrals.

The link to optimal stopping is then exploited to characterise the optimal debt reduction
policy in a Markovian two-dimensional setting. Here the state variables are the levels of the
debt ratio and of the inflation rate, while the nominal interest rate and the GDP growth rate are
kept constant (see also Remark [ below). Assuming that the inflation rate Y evolves according
to a one-dimensional Ornstein-Uhlenbeck process, guided by our previous findings we relate the

Lef. The Economist, June 3rd 2015.

2A government budget balance is the overall difference between government revenues and spending. The
government budget balance is further split into the primary balance and the structural balance. The primary
budget balance equals the government budget balance before interest payments.
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singular stochastic control problem to a suitable fully two-dimensional optimal stopping problem.
In the optimal stopping problem the state variables are the inflation rate process Y and its time-
integral Z. It is well known that (Z,Y) is a time-homogeneous, strong Markov process, whose
first component is of bounded-variation (being a time integral). It therefore turns out that
the free-boundary formulation of the optimal stopping problem involves a second-order linear
partial differential equation of (local) parabolic type. Relying on almost exclusively probabilistic
arguments, we show that the optimal stopping rule is triggered by a curve gy uniquely solving
(within a certain functional class) a nonlinear integral equation. Such characterisation of ¢
finally gives rise to a complete caracterisation of the optimal debt reduction policy. Indeed, at
each time t, the latter prescribes to keep the debt ratio X; below an inflation-dependent level
b(Y;), with the curve b being related to the (generalised) inverse of the free boundary §. The
explicit form of the optimal debt reduction strategy allows us also to obtain interesting economic
conclusions (see Section [Hl).

It is worth noticing that the number of papers characterising the optimal policy in multi-
dimensional singular stochastic control problems is still limited (see [15] for a recent contribu-
tion). In some early papers (see, e.g., [9], [36], [43] and [45]) fine analytical methods based
on the dynamic programming principle and the theory of variational inequalities are employed
to study the regularity of the value function of multi-dimensional singular stochastic control
problems, and of the related free boundary. However, a characterisation of the latter is not
obtained in these works. More recently, assuming that the control acts only in one dimension,
two-dimensional degenerate singular stochastic control problems motivated, e.g., by questions of
optimal (ir)reversible investment under uncertainty have been solved via different methods: the
related free boundary has been characterised through a suitable equation, and the value function
has been explicitly determined. We refer to [19], [20], [22] and [37], among others. However, the
setting of those papers is different with respect to ours. In fact there the dynamics of a purely
controlled state, modelling the production capacity of a firm, is independent of an uncontrolled
diffusive process, representing the demand of a produced good or other factors influencing the
company’s running profit. As a consequence, in those papers the linear part of the dynamic
programming equation for the problem’s value function takes the form of an ODE (rather than
a PDE), so that in the inaction region the value function depends only parametrically on the
variable associated to the purely controlled state. In the Markovian formulation of our problem
we have instead a coupling between the components of the state process (see egs. (4I]) and
([£2) below), and this makes our framework fully two-dimensional. However, by exploiting a
nontrivial connection to optimal stopping, and performing an almost exclusively probabilistic
analysis, we still obtain a complete characterisation of the control problem’s value function and
of the optimal strategy. To the best of our knowledge, this is a novelty in the literature on
singular stochastic control. We also believe that the detailed analysis of the free boundary that
we obtain in this paper contributes to the literature on optimal stopping, since examples of
solvable two-dimensional optimal stopping problems are quite rare (see [12], Section 3 in [I5],
and [29)] for recent contributions).

As we comment on in Section (£.2] our debt management problem shares a similar math-
ematical structure with other optimisation problems arising in economic theory/mathematical
finance, which might then be tackled through the approach and techniques of this paper. This is
the case of problems of capacity expansion [17] with (a possibly stochastic) depreciation in the
capital stock (see [41], among others), and problems of optimal consumption under intertemporal
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preferences a la Hindy-Huang-Kreps (cf. [3], [26] and references therein).

Our interest in stochastic control methods for public debt management started reading the
recent [6] (see also [7]), which, to the best of our knowledge, is the only other paper dealing
with a mathematical rigorous analysis of the debt reduction problem. In [6] the debt ratio
evolves according to a linearly controlled one-dimensional geometric Brownian motion, and the
government aims at minimising the total expected costs arising from having debt and intervening
on it. Although the government cost functional we consider in this paper is similar to the one in
[6], the Markovian formulation of our singular control problem is fully two-dimensional, whereas
that of [6] is one-dimensional. This implies that our optimal debt ceiling is a curve, whereas
that of [6] is a constant.

The rest of the paper is organised as follows. In Section [2] we set up the model and introduce
the control problem. Section [3is devoted to establishing, in a general not necessarily Markovian
setting, the link between the singular stochastic control problem and an auxiliary optimal stop-
ping problem. In Section [l we restrict our attention to a Markovian framework so to obtain a
complete characterisation of the optimal debt reduction policy (Subsections and 3]). Some
economic conclusions and comments on related problems can be found in Section [ whereas
Appendix [A] collects some proofs, and Appendix [B] contains some auxiliary results.

2 The General Model and the Control Problem

Within a not necessarily Markovian setting, in this section we provide a general formulation of
our model and of the control problem.
Let Xy be the level of public debt-to-gross domestic product (GDP) ratio at time ¢ > 0; that
is,
x, . 8ross public debt at time ¢
b GDP at time ¢ ’

According to classical macroeconomic theory (see, e.g., [5]), in any given period the debt stock
grows by the existing debt stock multiplied by the difference between real interest rate and GDP
growth, less the primary budget balance. By Fisher law [2I] the real interest rate is given by
the difference of the nominal interest rate and the inflation rate. In reality these variables are
all time-dependent, stochastic and interrelated. We therefore assume that they are described by
not necessarily Markovian real-valued processes on a given complete filtered probability space
(Q, F,F,P), with filtration F := {F;,t > 0} satisfying the usual conditions. F is the flow of
information available to the government. We denote by g := {g;,t > 0} the real-valued GDP
growth rate, by 0 := {d;,¢ > 0} the nonnegative nominal interest rate, and by Y := {Y;,¢ > 0}
the real-valued inflation rate. We take all of them F-progressively measurable and such that the
process 3, defined by

Bri=0—Yi—gi, t=0, (2.1)

satisfies fot |Buldu < 0o a.s. for any t > 0.
The dynamics of X then takes the form

dXt = ((St — Y;g — gt)Xtdt — th, t> 0, X(]f =T > 0, (22)

where 14 is the cumulative primary balance up to time ¢. The primary balance is the variable
that the government can control, e.g. through fiscal interventions, in order to reduce the debt
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ratio level. We observe from (2:2]) that the nominal interest rate, the inflation rate and the GDP

growth rate directly affect the dynamics of X. However, they are not under government control.

Inflation rate and nominal interest rate are indeed usually regulated by an autonomous Central

Bank, whereas the growth rate typically depends on the business cycles of the economy.
Equation (2.2]) can be explicitly solved yielding for any ¢ > 0 and x € (0, c0)

t t E]
X! = eJo Bsds [m — / e Jo Bududys] ) (2.3)

0

In (2.3)) above and in the rest of this section we shall write X* to account for the dependence
of X on the control policy v. Moreover, we will write X** when there will be the need to stress
the dependence of X* on the initial level z € (0,00) as well. The admissible policies that the
government can employ to decrease the level of debt ratio are drawn from the set

A:={v: QxRy — Ry, (n(w) := v(w,t))i>0 is nondecreasing, right-continuous,
F-adapted, such that X; >0 P —a.s. Vit > 0}. (2.4)

In the following we set vp— = 0 a.s. for any v € A. Notice that in (Z4) we do not allow for
policies that let the debt ratio become negative, i.e. that make the government a net lender.
This is somehow a realistic requirement, as a situation with negative debt is less relevant in real
world economies.

The government aims at reducing the level of debt ratio. Having a level of debt ratio X; at
time ¢ > 0 the government incurs an instantaneous random cost h(w, t, X;(w)), w € . This may
be interpreted as a measure of the resulting losses for the country due to the debt, as, e.g., a
tendency to suffer low subsequent growth (see [§], [39], [46], among others, for empirical studies).
The randomness of the cost function captures the possible dependency of the country’s losses on
other exogenous factors, as the overall economic situation. Regarding such instantaneous cost
we make the following assumption.

Assumption 2.1. h: Q xRy x R— Ry is such that
(i) (w,t) — h(w,t,x) is F-progressively measurable for any x € R;

(ii) x — h(w,t,x) is strictly convex, continuously differentiable, nondecreasing on Ry, and
such that h(w,t,0) =0 for any (w,t) € Q x Ry ;

(iii)
E[/OOO h(w,t,X?(w))dt} +E[/OOO X2 (w)hg(w, t, X2 (w))dt| < oo.

In the previous assumption, and in the following, X" denotes the solution of ([Z2)) when we
take v = 0. For notational simplicity, from now on we will drop the w-dependence in the cost
function and in all the stochastic processes when it is not necessarily needed.

Remark 2.2. Notice that the requirement h(t,0) = 0 is without loss of generality, since if
h(t,0) = f(t) > 0 then one can always set h(t,x) := h(t,x) — f(t) and write h(t,x) = h(t,z) +
f(t), so that the optimisation problem (cf. [Z8) below) remains unchanged up to an additive
constant.
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Whenever the government decides to reduce the level of the debt ratio, it incurs an inter-
vention cost that is proportional to the amount of the debt reduction. Fiscal adjustments as
raising taxes or reducing expenses may generate such a cost. The marginal cost of intervention
is described by a positive stochastic process x satisfying the following requirements.

Assumption 2.3. k: Q xRy +— (0,00) is F-adapted with continuous paths, and it is such that
{ Xk, t > 0} is of class (D)E

The government’s goal is to choose a policy v* € A minimising the total expected cost

T (V) = E[/OOO h(t, X;7")dt + /OOO ntdut], x € (0,00). (2.5)

For any v € A, J,(v) is well defined but possibly infinite. For z € (0,00) the minimal cost is
therefore

V(z) = l}relJf‘ljgg(u) (2.6)

Notice that V' is finite since for any « > 0 one has V(z) < J,(0) < oo, where the last inequality
is due to Assumption 2T}(iii).

Problem (2.6]) takes the form of a singular stochastic control problem, i.e. of a problem in
which control processes may be singular with respect to the Lebesgue measure, as functions of
time (see [44] for an introduction; [30] and [31]] as classical references in Markovian settings; [2],
and [I1], among others, for studies in not necessarily Markovian frameworks).

Remark 2.4.

1. Given the finiteness of V', there is no loss of generality in restricting the class of admissible
controls to those belonging to A and such that J,(v) < oo. Then, by strict convezity of
h(t,-), and the affine nature of X*" in v, it follows that J( ) is strictly convex. Therefore
the solution of the government’s debt management problem, if it exists, is unique.

2. Problem (28] shares a common mathematical structure with problems of optimal consump-
tion under Hindy-Huang-Kreps (HHK) preferences (cf. [3], [26] and references therein),
and problems of stochastic irreversible investment (see Chapter 11 in [I7] for a review)
with (stochastic) depreciation of the capital stock (see [{1|], among others, for a problem
of irreversible investment with constant depreciation of the capital stock). More details on
these classes of optimisation problems and on their relation to problem (2.6l can be found

in Section [5.4.

3 A Probabilistic Verification Theorem

In this section we provide a general verification theorem for the singular stochastic control
problem (Z€). We show that its solution is related to that of an auxiliary optimal stopping
problem formulated in terms of the marginal cost of having debt, h,, and the marginal cost of
intervention on the debt ratio, k. In the optimal stopping problem the government decides when

3A process £ is of class (D) if {£&;, T < 0o a stopping time} defines a uniformly integrable family of random
variables on (§2, F,P). We refer the reader to Definition 1.6 at p. 124 of [40] for further details.
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to reduce the debt ratio level by one additional unit in order to minimise the associated total
expected marginal cost.
Recall (21]), for any given z € R set

t t
Ctw, z) := / 2t o Bu(w)ds ha(w, t, e*tlo Bu@)duy g 4+ ey (w) e?TJo Puw)du, (w,t) € AxR4, (3.1)
0

and introduce the optimal stopping problem

Uy(z) := esTSZi?fE[CT(z) ! Fi], t>0, (3.2)

where the optimisation is taken over all F-stopping times 7 > t. In ([8.2]) we use the convention

(cf. [42], Ch. 3)
T t
kor €20 Budi . — Jiminf g, e o Pude o {1 = o0}.
tToo
Denoting by U(z) a cadlag modification of (~]t(z), under Assumptions2.Iland 23l the stopping
time

T (2) == inf{t > 0: Us(z) > (%)}, z€R, (3.3)

is optimal for problem (B.2)) by Theorem D.12 in Appendix D of [32]. Notice that since h,(t, -)
is a.s. increasing, then z — 77%(2) is a.s. decreasing (see Lemma in Appendix [B] for a short
proof). Such monotonicity of 7*( - ) will be important in the following as we will need to consider
the generalised inverse of 7*(In(-)).

Letting U(z) := Uy(z), for any = > 0 define

=R In(z)
V(z) ::/_ U(z)dz. (3.4)

Since we can also write V(z) = Iy 1U(In(z))dz, > 0, where

1 T ]
EU(In(m)) = ir;%E {/ eo Psds (¢, welo B\ At + ki elo Bsds | (3.5)
T2 0

for any z > 0 one has that 0 < V(z) < E[kglz < oo, where the last inequality is due to
Assumption 231

Moreover, for any x > 0 set o*(z) := 7*(In(x)), and introduce the nondecreasing, right-
continuous process

v} i=sup{a € [0,z] : 0" ((x —a)+) < t}, t>0, v =0, (3.6)
and then also the process
t S
Vi = / elo Pudvg 1 >0,y =0. (3.7)
0
Notice that 7* is the right-continuous inverse of o*( - ).

The proof of the next theorem is fully probabilistic, and it relies on a change of variable
formula already used in the context of singular control problems (see, e.g., [2], [15], and [18§]).
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Theorem 3.1. Let V be as in BA4) and V' as in [26). Then one has V =V, and v* is the
(unique) optimal control for problem (2.6]).

Proof. Step 1. Let x > 0 be given and fixed. For v € A, introduce the process v such that
Uy = fot e~ Jo Budu gyt >0, and define its inverse (see, e.g., Chapter 0, Section 4 of [40]) by

(q) == inf{t >0 | z —7; < e}, q < In(z). (3.8)

The process 77(q) := {77(q), ¢ < In(x)} has decreasing, left-continuous sample paths and hence
it admits right-limits

mH(q) =f{t >0z -7 <},  ¢<In(z). (3.9)

Moreover, the set of points ¢ € R at which 77(g)(w) # 77(¢)(w) is a.s. countable for a.e. w € Q.
Since 7 is right-continuous and 77(q) is the first entry time of an open set, it is an (F4)-

stopping time for any given and fixed ¢ < In(z). However, (F;)¢>0 is right-continuous, hence

77(g) is an (F;)-stopping time. Moreover, 7% (¢) is the first entry time of the right-continuous

process 7 into a closed set and hence it is an (F;)-stopping time as well for any ¢ < In(z).
With regard to ([B.4]) we can then write

=N In(z) In(z) TV (q)
V(z) = / U(q)dg < / IE[/ e+ o Bsds ha(t, ertlo Bsds) i
0

—00 —00

(q)
+ K7 (g) edtlo ! ﬁst] dq, (3.10)

and we now consider the two terms in the last integral above separately.
We have

In(z) @D 5 ds z P 5 44
/ E |:I€T7(q) e‘H—fo Bs ] dq — / E [Krg(ln(g)) efo Bs d§

o 0

:E[/ iy eJo Bsds dﬁt} :E[/ Kt dut], (3.11)
0 0

where the first step is due to the change of variable £ = e, and the second step follows from
Tonelli’s theorem and the change of variable formula in Chapter 0, Proposition 4.9 of [40], upon
observing that 7¥(In(€)) = inf{t > 0 |7, > z — £}.

On the other hand, notice that for any ¢t > 0 one has t < 77(q) if and only if 7, < x — e4.
Therefore, by applying Tonelli’s theorem we have

In(z) ™ (q)
/ E [/ o0+ Jo Bsds ha(t, e+ Jo Bst)dt] dgq
0

—00

r roo In(z) : :
B /0 </ et ? Sdshm(t,eq”oBsds)]l{t@(q)}dq)dt]

— 00

[e.] 1H($) +ft6 ds +ft6 ds
:IE/O </ e+l Bsds . a+ o Bs )]l{eq<$_;t}dq)dt (3.12)

: oo ;L-efé Budu N
— E _/0 <A hl’(ta y) ]l{y<ef3 Budu (:Bfﬁt)} dy) dt:| = ]E|:/0 h(t’ Xt s )dt:| ,
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where the last equality follows from (23]) and the fact that h(¢,0) = 0.

Combining 311 and @FIZ) we thus have from @I0) that V(z) < Ju(v). Hence, since v
was arbitrary

V(z) <V(z), z>0. (3.13)

Step 2. To complete the proof we need to show the reverse inequality. To this end we
preliminary notice that v* € A since it is nondecreasing, right-continuous and such that X} >0
a.s. for all ¢ > 0. The latter property follows from (23]) upon observing that, for any x > 0 and
t > 0, one has by definition 7} < z a.s.

Also, the process v* is such that for any ¢ > 0 and ¢ < In(x), x > 0, we can write (cf. (3.6])

and (3.9)

() <t = T >r—el <= o(el) <t = T(q) <t

Then recalling that 77 (q) = 77 (¢) P-a.s. and for a.e. ¢ < In(z), we pick v = v* (equivalently,

v =), BI0) becomes an equality, and (311) and (1) yield V(z) = J,(v*). Thatis, V =V
by (B3] and admissibility of v*. Therefore v* is optimal (it is in fact the unique optimal control
in the class of controls belonging to A and such that J,(v) < oo by strict convexity of J,.(-)).
O

A direct byproduct of Theorem B]is the following.

Corollary 3.2. The identity Vy(z) = U (In(z)) holds true for any = > 0.

"

This result is consistent with the fact that problems of singular stochastic control with
performance criterion which is either convex or concave with respect to the control variable are
related to questions of optimal stopping. In particular, the derivative of the control problem’s
value function in the direction of the controlled state variable equals the value of an optimal
stopping problem. We refer to [2] and [31], among others, as classical references.

4 Characterisation of the Optimal Policy in a Markovian Setting

4.1 Embedding the Control Problem in a Markovian Framework

Theorem [B] shows that in order to solve control problem (28] it suffices to solve optimal
stopping problem ([B.2]). Indeed the right-continuous inverse of (an appropriate transformation
of) the optimal stopping time of ([3.2]) gives the optimal control for (Z6]). Moreover, a suitable
integral of the value of the optimal stopping problem (B.2]) gives the value of the original singular
control problem (2.6]).

In order to obtain a complete characterisation of the optimal debt reduction policy, we
now restrict our attention to a Markovian framework, and we reduce the dimensionality of the
problem. The following setting will be kept in the rest of the paper.

We take (Q,F,P) rich enough to accommodate a one-dimensional Brownian motion W :=
{Wy, t > 0}, and we let F := {F;, t > 0} be the Brownian filtration, as usual augmented by
P-null sets of F. In this paper we focus on the role of the dynamic inflation rate in the public
debt management problem, and in (2.2)) we therefore keep the nominal interest rate and the



PuBLic DEBT CONTROL 10

GDP growth rate constant (see also Remark 1] below); that is &, = ¢ > 0 and ¢t = g € R, so
that (cf. @d) pr =0 —g—Y:, t >0, and

AXY = (6 — g — Y)XVdt —dv,, t>0, Xi =z >0. (4.1)

Supported by empirical evidence (see, e.g., [34] and references therein), we model the inflation
rate Y as a stationary and mean-reverting process. In particular, it evolves as an Ornstein-
Uhlenbeck process

dY; = (a — 0Yy)dt + odWy, Yo =y € R, (4.2)

where a/0 € R is the equilibrium level, o > 0 the volatility, and the parameter § > 0 is the
speed at which Y asymptotically converges in average towards its equilibrium.

In the rest of this paper we will often write (X*¥" YY) to account for the dependence of
(X,Y) (cf. (@d) and (£2])) on the initial levels (z,y) € (0,00) x R and on the control policy
v. Also, we will stress the dependence of the set of admissible debt reduction policies (Z:4]) on
the initial levels (z,y) € (0,00) x R, and we will denote it by A(z,y). Finally, we shall also
denote by E(, .y the expectation under the measure on (2, F) P, () = P(- |X§ = 2, Yy = y),
and equivalently use the notation E[f(X;"*", V)] = E(, ) [f(X{,Y;)] for any Borel-measurable
function for which the expectation is well defined.

Within this setting the solution to ([&J]) and ([£2) is for any ¢ > 0, (z,y) € (0,00) x R and
ve Alz,y)

t
o, (4.3)

g(1 — e ) 4 ge? / AW,

Y;y _ yeﬂ% +
0 0

Remark 4.1. It might be interesting to introduce a stochastic dynamics for the nominal interest
rate and for the GDP growth rate. For example, one might let § follow a diffusive mean-reverting
dynamics correlated with the inflation rate, and g be described by a Markov regime switching
model a la Hamilton [Z])], so to capture business cycles in the GDP dynamics. This would
lead to a more intricate optimisation problem with three-dimensional state space and regime
switching, and the mathematical analysis of the problem will become much more challenging.
We leave such interesting extension for future research.

For suitable p > 0, we set
h(w,t,z) :=e PC(x), and m(w):= re (w,t,z) € A x Ry xR, (4.4)
where x > 0, and the instantaneous cost function C' : R — R satisfies the following assumption.

Assumption 4.2. (i) z — C(x) is strictly convex, continuously differentiable, and such that
it is nondecreasing on Ry and C(0) = 0;

(ii) there exists v > 1,0 < K1 < K and Ky > 0 such that

Kilz™]" = K < C(z) < K(1+ [z|") and |C'(x)| < Ko(1 + |27 1),
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where (-)T denotes the positive part of a real number. A quadratic loss function C(z) = %xQ

clearly satisfies Assumption
In the rest of this paper we make the standing assumption that the government’s discount
factor p is sufficiently large.

Assumption 4.3. Let v as in Assumption[{.2(ii) and p, > 4 {5 —g—5+ 29%2} V0. Then

2 2
o> movafsa= e ) va a8 0507
Remark 4.4. Assumption [{.3 is reasonable in light of the fact that usually governments run
only for a finite number of years and are therefore more concerned about present than future.
Mathematically, Assumption [{.3 takes care of the infinite time-horizon of our problem, and it
ensures in particular that both the cost and the marginal cost associated to the admissible policy
“never intervene on the debt ratio” are finite.

The proof of the next proposition can be found in Appendix [Al

Proposition 4.5. Under Assumptions[{.2 and[{.3, let k; and h be as in [@4). Then they satisfy
Assumptions [21] and [2.3, respectively.

Within such Markovian setting, we define the government’s value function as

vew)= ) it T0). (@) €O, (45)

where we have set O := (0,00) x R, and where

Tey(V) :=Eqy [/ e PO(XY)dt + /{/ e_ptdut} (4.6)
0 0

is the total expected cost of having debt and of intervening on it.
Under Assumption [£3] we can prove an upper bound for the value function v. This is shown
in the next proposition, whose proof can be found in Appendix [Al

Proposition 4.6. Set © :=p — 7[6 -g—5+ ;%22] > 0. Then for any (x,y) € O one has

1 a
0<wv(z,y) < K(— + @715676%'?475') N K. (4.7)
p
Moreover, v(0,y) = 0 and the mapping x — v(x,y) is convex for any y € R.

4.2 The Auxiliary Optimal Stopping Problem

Guided by Theorem Bl in this section we introduce and solve the optimal stopping problem
linked to problem (H]). In particular we characterise its solution in terms of an optimal stopping
boundary ¢( - ) that will be shown to be the unique solution (within a certain functional class) of
a nonlinear integral equation. In Section we will then prove that the optimal debt reduction
policy is of threshold type, and it is triggered by a boundary which is closely related to g( - ).
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Let YV as in (43]) and define

t t
ZpY =2+ / Budu =z + (6 — g)t — / YYdu, (z,y) € R% (4.8)
0 0

Properties of the two-dimensional stochastic process (Z*¥, YY) := {(Z;Y,Y}),t > 0} are
collected in the following lemma. Their proof can be easily obtained from p. 287 of [33].

Lemma 4.7. The process (Z*Y, YY) :={(Z7Y,Y}!),t > 0}

(i) is strong Markov, time-homogeneous, and its infinitesimal generator is given by the second-
order differential operator

1, 0? 0 0
Lzy = -0~ +(a—0y)-—+ (0 —g—y)

27 Oy? oy 9z’ (4.9)

(ii) has transition density

pi(z,y50,u) :=P((Z,Yy) € (dv,du)| Zo = 2,Yy = y) /dvdu
1 62 1 0t 2
p— —_— _ _ —_— h JEE— —
21/ By eXp{ 2(t — 2 tanh(%)) [UJF (0= g)t =2 = gtanh (- (u+y a))}
0
C1—e O

(u—e "y~ a))Q}, (4.10)

where we have set Ay := #(1 — e 20 (t — %tanh(%)).

In the following we denote by E(, ,) the expectation under the measure on (2, F) P(, ,y(-) =
P(-|Zy = 2,Yy = y), (z,y) € R%2. Moreover, in the rest of this paper we will equivalently
use the notation E[f(Z¥,Y)] = E(, ,[f(Z,Y3)], for any Borel-measurable function for which
the expectation is well defined. Before introducing the optimal stopping problem associated to
problem (@), we have the next technical lemma whose results will be useful in the following.
Its proof is provided in Appendix [Al

Lemma 4.8. One has

li?’Tl;nf e P2 =, P, — a.s. (4.11)
and
E(z,y) |:/0 epS+ZsCl(eZs)dS:| + KE(z,y) |:/(; B*PS+ZS |5 —g—p— }/s|d5:| < 0. (412)

In light of Theorem [B.I] we introduce the optimal stopping problem with value function
u(z,y) = ir>1% E(.y) [/ e P2 (e70)dt + ne_pﬂrzﬂ, (z,y) € R?, (4.13)
T 0

where the optimisation is taken in the set of F-stopping times. We denote such set by 7. In
([AI3) we also make use of the convention (cf. [42], Ch. 3)

e PTTZr . h?Tl infe P2t — (0 on {T = +OO}. (4'14)
00
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An integration by parts gives
.
e P = % / e PitZ (6 —g—Y,—p)dt, Pry) —a.s., (4.15)
0
for any 7 € T, and ({I3) may be rewritten as

— z . 4 7pt+Zt 1 o _ _
u(z,y) = ke +£%E(z,y) [/0 e <C’ (e“)+r(d—9g—Y; p))dt} (4.16)

In this paper we will make use of both the equivalent representations ([LI3]) and ([LI6). Notice
that by (ZI2) the family of random variables { [ e "'t 2 (C"(e?) + k(0 —g— Y, —p))dt, T € T}
is uniformly integrable under P, ,, (z,y) € R*.

It is easy to see that u(z,y) < ke® for any (z,y) € R?. As usual in optimal stopping theory
(see, e.g., [38]), we can define the continuation region

C:={(z,y) €R*: u(z,y) < re*}, (4.17)
and the stopping region
S:={(z,y) €R?: u(z,y) = re*}. (4.18)

Because y — YV is increasing (cf. ([43])), the mapping y — Z*Y is decreasing (cf. (£8]). It thus
follows from ([LI3)) that y — u(z,y), z € R, is decreasing and therefore

C:={(z,9) eR:: y > 4(2)}, S:={(z,y) eR?: y < (2)}, (4.19)

for g defined as
9(z) = inf{y € R: u(z,y) < €e*}, z€R, (4.20)

with the convention inf ) = oo.

Proposition 4.9. The value function u of [@I3) (equivalently, of [AIG)) is such that (z,y) —
u(z,y) is continuous on R2.

Proof. Take (z,y) € R? and let {(2,yn),n € N} C R? be a sequence converging to (z,y). For
e >0 let 7¢ := 7%(z,y) be an e-optimal stopping time for u(z,y). Then we can write

S T€

U(2n, yn) —u(z,y) < e+ E[/ e PHETT N AT Yt — / eI O (A dt
0 0
+xE [epT& (eZigyyn - eréy>]

=c+r(e™ —e*)+ E[/ e Ptz <C/(6thn’yn) - C/(eztz’y)>dt]
0
—i—E[/ eiPtC'(erZ’y)<ethn’yn - erZ’y)dt} (4.21)
0
+I€E[/ e "6 —g—p) <ethn’yn — eth’y)dt]
0

—KZE|:/ o P2 (Y;yn _ Y;y) dt] + HZE|:/ e Pty Y (er’y _ er"’y”>dt],
0 0
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where the equality follows upon using (I35 and employing simple algebra. Then, by Holder
inequality we can write from (£2]])

w(zn, yn) — u(z,y) < e+ r(e* —€*)
0 Zn,Yn % 0 Zn,Yn Z2,912 %
—HE[/ e P22 dt} E[/ e_pt|C'(er ) — C' (e )| dt}
0 0
o 2y |2 2 & Znyyn 2,9 2
—HE[/ e_pt{C'(eZt ){ dt] E[/ e_pt{ezt — e ‘ dt}
0 0
o0 zZn,Yn zY
+Kl0 —g— p|E[/ efpt|eZt p— ‘dt}
0

0 Zn,Yn % 0 2 %
+I£E|: / e P dt] IE[ / e Py — Y| dt] (4.22)
0 0

1

& 2 % > Zn,Yn Zn,Yn |2 2
+/<;E[ / e "YY| dt] E[ / e e — e dt] .
0 0

Now, if we can apply the dominated convergence theorem, and if

(a) thHPE[/ e_”t“ztzn’yndt} < 00, (b) E[/ e_pt{C'(eZtZ’y){th] < o0;
ntoo 0 0

(c) E[/ ept‘Yﬂth] < 00,
0
by taking limits as n T oo on both sides of ([@22]) we can conclude that

lim sup u(zn, yn) < u(z,y) + €. (4.23)
ntoo
On the other hand, let 75 := 7%(z,,yn), € > 0, be an e-optimal stopping time for u(zy,, yn),
and evaluate u(z,y) — u(z,, yn) by employing estimates analogous to those used in (A.2T])-(@.22])
so to find
lim inf u(zp, yn) > u(z,y) — ¢, (4.24)
ntoo

whenever the dominated convergence theorem applies and (a)-(c) hold true. By letting € | 0 in
(@23) and [@24]), we find that w is continuous at (z,y), and we therefore conclude since (z,y)
was arbitrary in R2.

To complete the proof it thus remains to prove (a)-(c) above, and that we can actually use
the dominated convergence theorem. Using Tonelli’s theorem, the results collected in Lemma
[B1] and Assumption we find for any (z,,y,) € R?

o0
IE[ / e—ﬂt“Zf"’y"dt] < K et g5, (4.25)
0

for some K > 0. Equation (£28]) in turn implies (a). On the other hand, by using the assumption
on the growth of C’(+) (cf. Assumption 2} (7)), and repeating the arguments leading to (28]
above, we have for any (z,,7,) € R?

E [/ e*pt‘C/(etho’yo)

0

24 < K (14 20 DG ), (4.26)



PuBLic DEBT CONTROL 15

for a suitable K > 0. Then (b) follows. Finally, (c) holds because for any y, € R one has
E[[y° e[y 2dt] < K(1 + |yo|*) for some K > 0.

To verify the assumptions of the dominated convergence theorem it suffices to consider
{(zn,yn),n € N} C (z—n,24+n) X (y —n,y+n), for a suitable n > 0. By recalling the convexity
of C(-) we then have a.s. for any ¢t > 0

z+n,y—n
zZ;mn

[C'( ) = (P < 2|0 PHIC@P]L =Y <y ol <,

and

{eztzn,yn . eZtZ’y ‘2 S 9 [ezztz‘Hl’y*n + ezztzyy] .

All the quantities on the right-hand sides of the three equations above are integrable with respect
to the product measure P@e*!dt thanks to [{25) and ([26]). It thus follows that the dominated
convergence theorem can be applied, and this completes the proof. ]

From Proposition [£9] it follows that the stopping set S of ([@IS) is closed, and the contin-
uation region C of ([@IT) is open. Recalling [@I9]), thanks to Lemma 8 we have by Theorem
D.12 in Appendix D of [32] that the stopping time

™(z,y) =inf{t >0: (ZY, VYY) e S} =inf{t >0: VY <4(ZY)} (4.27)

is optimal for problem (I3]). In the next proposition we rule out the possibility that the
stopping set S is empty.

Proposition 4.10. The stopping region S of (&I8]) is not empty.

Proof. Assume by contradiction that S = {(z,y) € R? : u(z,y) = ke*} = (). This would imply
that for any (z,y) € R? one has (cf. (ZI4)

ke > u(z,y) = E(. ) [/0 e_ththC/(eZt)dt] > B(zy) [/0

> P K > 0y K
> K\E e P4t — — = K1e7*E e PV qE | — — (4.28)
(z9) 0 P 0 P

o0

e_ptC(eZt)dt]

where we have used the convexity of z — C(x), the fact that C'(0) = 0, and Assumption [L.2} (7).
It thus follows from ([A.28)) that

Ke™*
P

[ee]
K > e('yl)zKlE[/ epH'YZ?’ydt] — (4.29)
0

Since the expected value on the right-hand side of (4.29]) is finite by Assumption [4.3] recalling
that v > 1 we therefore reach a contradiction in (£29]) by taking z sufficiently large, for any
given and fixed y € R. O

Some properties of § are collected in the following proposition.

Proposition 4.11. Let g be defined as in ([A20). Then the following properties hold true:

(i) 5(2) < CE 45— g— p for any 2 € R;

K
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(ii) z — y(z) is nondecreasing;
(iii) z — §(z) is right-continuous.

Proof. We prove each item of the proposition separately.

(i) From (ZLI6]) one can easily see that it is never optimal to stop the evolution of (Z,Y") in
the region U := {(z,y) € R? : C'(e*) +k(§ —g—y—p) < 0}. That isd C C. Hence S C U and
g](z)ﬁ@—{—&—g—pforanyzéﬂ%.

(i) Let (z1,y) € S be given and fixed, take an arbitrary zo > 21, and let 7¢ := 7°(z2,y) be
e-optimal for u(z2,y). Then we have from (ZI6])

0> u(z2,y) — ke > E[/ Ptttz (C/(eZQJrZS’y) +r(6—g—p— Yf’))dt] —€
0
_ E|:/T efpt+z1+Z?’yez27z1 <C/(ez1+Z?’yez27z1) + 5(5 —g—p— Y;y))dt] —e
0

£

> ez2z1E|:/ e*PtJthZl’y <Cl(ethl’y) + /€((5 —g—p— Y;y)>dt:| — e
0

> 274 (u(zl,y) — /iezl) — &= —¢,
where we have used that 7¢ is suboptimal for u(z1,y) and that x — C’(x) is nondecreasing
by convexity. It thus follows by arbitraryness of ¢ > 0 that (z2,y) € S for any zo > 21, and
therefore that z — ¢(z) is nondecreasing.

(i4i) By continuity of w it follows that ¢(-) is upper semi-continuous, hence it is right-
continuous since it is nondecreasing by (ii). O

We now continue by improving the regularity of the value function (£I3]). Namely, we now
show that the well known smooth-fit principle holds, by proving that u € C*(R?). The proof
relies of an application of an interesting result obtained by S.D. Jacka in [27] (cf. Corollary 7 in
Section 4 of [27]).

Proposition 4.12. The value function u of @I3) (equivalently, of {I6l)) is such that u €
C(R?).

Proof. First of all we notice that an application of strong Markov property allows to write

U(Z,y) :HBZ—{—g(Z,y) _f(zay)? (430)
where we have set
9(z,y) =E() [/ e A <C'(62t) +r@—g—p— Yt))dt] , (4.31)
0
and
o) = sup By e 77 9(20, Y] (432

Hence, the C' property of u reduces to check that for g and f.
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By (£I0) we can write
9(z,y) = / e (/ e’ (C'(e") + k(6 —g— p—u)) pe(z,y;v,u) dvdU> dt
0 R2

and an application of dominated convergence theorem shows that g € C''(R?).
It thus remain to check for the C! property of f. With regard to the notation of [27] we set
gt = (Zta YE)?

Xp o= e "g(&) = E[/OO et (C'(eZS) +H(0—g—p— K))ds‘ft] :

t

and we can write X; = M; + A; where,

My :=E [/OOO e PstZs <C’(ez$) +r(6—g—p— K))ds‘ft]

and
t t
A= — / e (Ce) 4 w(6 — g — p— ¥a) ) ds = / (dAT + dAT).
0 0

Notice that M is a uniformly integrable martingale thanks to (£I2]) of Lemma 8] and dA™
and dA~ above are given by

:F
dAE .= e=PstZs (C'(eZS) +r(0—g—p— Y;)) ds,

which are clearly absolutely continuous with respect to Lebesgue measure dms := dt. Moreover,
the set 9D in [27] reads in our case as {(z,y) € R?: y = §(2,y)}, which has zero measure with
respect to dmy := dzdy. Finally, the process £ := (Z,Y") has density with respect to m; which
has spatial derivatives uniformly continuous in R? x [tg, 1], for any 0 < to < t; < oo (see (EI0)).
Hence, Corollary 7 in [27] holds and the proof is complete. U

We now exploit the fact that the process Z is of bounded variation to obtain additional
regularity for u. A similar idea has been recently employed in a different context also in [29],
Corollary 14.

Proposition 4.13. One has that u € CY2(C), where C := {(z,y) € R?: y > §(2)}.
Proof. The proof is organized in two steps.

Step 1. Here we show that u € C1? inside A := {(z,y) € C: 6§ — g —y # 0}. We accomplish
that by showing that u € C!? inside the two sets A_ = {(z,y) € C: § —g —y < 0} and
At :={(z,y) €C: 0 — g —y > 0}, that are clearly such that A = AL UA_.

Let (z0,v0) € A_ be given and fixed. Then take ¢ > 0, 21 < 2, < 22 and define the
rectangle R_ = (z1,22) X (Yo — &,Yo + €) such that its closure cl(R_) C A_. Denote by
OoR- = 0R_\ [{22} X (Yo — €,Yo + €)] the parabolic boundary of this rectangle, and consider
the Dirichlet problem

9 _ V(2
-+ (e (F ) ) = R
[ =u on 0,R_.
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Notice that the first equation in ([4.33)) is equivalent in R_ to the more familiar partial differential
equation (Lzy — p)u(z,y) = —e*C’(e?).

Since all the coefficients in the first equation of (£33)) are smooth and bounded in R_, the
volatility coefficient is uniformly elliptic in R_ as [§ —g—y| ' > |6 —g— v, — |71 >0, and u is
continuous, by classical theory on parabolic PDEs (see, e.g., Chapter V of [35]) problem (Z33])
admits a unique solution with f, f,, f,, continuous.

We now show that f coincides with v in R_. For (z,y) € R_, define the stopping time
¥ :=1inf{t > 0: (Z,Y) € O,/R_}, P(.y)-as., and set ¥, := J An, n € N. Then by Dynkin’s
formula

O
f(z,y) =By [e_pﬁ”f(ZﬁR,Yﬁn) +/ 6_p8+ZSC,(€ZS)dS]-
0

Letting n T oo on both sides of the previous equation, and noticing that |f (Z;;Ly, Yé’n)| < C, for
some constant C' > 0 independent of n, we obtain

9
F(2y) =Epoy) [e%(zﬂ,m -/ eﬂs”sc/(eZs)ds] — (), (4.34)
0

where the last equality follows from the subharmonic property of u (cf. [38], Ch. I, Sec. 2, Th.
2.4), upon recalling that ¢ < 7* P(, ,)-a.s. since R_ C C. Hence f =u on R_. By arbitrariness
of R_ we conclude that u € C12(A_), and there it uniquely solves the first equation in ([Z33));
that is, (Lzy — p)u(z,y) = —e*C’(e*) on A_.

By analogous arguments one can show that u € C12(A,), and therefore conclude that
u € CH2(A) and solves

%Uzuyy(z,y) = pu(z,y) = (a—=0y)uy(2,y) = (0 —g—y)u.(z,y) —e*C'(e*),  (z,y) € A. (4.35)

Step 2. Notice that the right-hand side of (£33l involves only w, its first derivatives and other
continuous functions, and it is therefore continuous on C by Proposition Since A is dense
in C, Uy, admits a continuous extension to C, that we denote by Uy -

Then taking an arbitrary (z,,¥,) € C we can write

Y
Uy(ZO,y) = uy(zoayo) + / ﬂyy(zo,g) g, Vy > ﬂ(zo),

and the latter yields u, € C%1(C). Since we already know that u € C1(R?) (cf. Proposition
ET2), we therefore conclude that u € C%2(C).

O
From the results collected above it follows that u solves the free-boundary problem
(Lzy — p)u(z,y) = —e*C'(e?), y>14(z), z€R
u(z,y) = Kke?, y<9y(z), zeR (4.36)
uy(z,y) = ke?, y=19(z), z€R
uy(z,y) =0, y=19(2), z R,

with v € C? inside C. We now show that the boundary 4 is in fact a continuous function.
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Proposition 4.14. The optimal stopping boundary § is such that z — §(z) is continuous.

Proof. Thanks to Proposition [LIT]it suffices to prove that g( -) is left-continuous. We do that by

employing a contradiction scheme inspired by that in [I4]. This is possible since the process Z is

of bounded variation and therefore it behaves as a “time-like” variable. Assume that there exists

some z, € R such that §(z,—) < 9(z,), where we have set §(2,—) := lim. o §(2, — ). Such limit

exists by monotonicity of §(-). Then we can choose y1,y2 such that §(z,—) < y1 < y2 < 9(20),

21 < 2z, and define a rectangular domain with vertices (zo,v1), (20,%2), (21,¥1), (22,92).
Noticing that (z1,2,) X (y1,y2) C C and {25} X [y1,y2] C S, from (L30) u solves

{ (LZ,Y - ,o)u(z,y) = —e*C'(e?), (z,9) € (21,20) X (y1,92),

(4.37)
u(Zan) = ke®, yE [y17y2]7

Denote by C2°(y1,y2) the set of functions with infinitely many continuous derivatives and
compact support in (y1,y2). Pick an arbitrary ¢ > 0 from CZ°(yy,y2) such that fyy12 Y(y)dy > 0,
multiply both sides of the first equation in (L3T) by 1, and integrate over (yi,y2) so to obtain

Y2 Y2
—/ e*C' () (y)dy :/ (Lzy — p)u(z, )¢ (y)dy, =z € [21, 2). (4.38)
y1 y1
Then recalling (49]), integrating by parts with respect to y the terms in the right-hand side of
(4.38) which involve the first and the second derivatives in the y-direction, one finds

Y2

- /@,2 O (e )Y(y)dy = /y2 (L) (y)u(z, y)dy +/ (0 —9—y)Wu:(zy)dy, (4.39)

1 1 Y1

for z € [z1, 2,), and where L} is the second-order differential operator which acting on a function
f € C*(R) yields
1 ,0%f 0
Lif:==-0?—% ——((a—¥0 —pf.
Yf 20 8y2 ay ((a y)f) pf
Taking limits as z 1 z, on both sides of ([@39) above, invoking dominated convergence
theorem and recalling continuity of u, on R? (cf. Proposition E12)) one has

Y2

- / " o0 (oY (y)dy = / " (L30) Wtz v)dy + / (6= g — 1) 0(y)us (20 y)dy. (4.40)

Y1 Y1

Since u,(zo,y) = ke* = u(z,,y) for any y € [y1,y2], then rearranging terms in (L40) gives

- z I( z b2 z 1 2821/} 9
— e —g—p—y) + vy = [ ke | 5o S () - ((a - 09)w) (v)] dy.
v " 2 Oy dy
Because y2 < 4(2,) < d—g—p+ @ (cf. Proposition [AIT]) and ¢ > 0, the left-hand side of the
last equation is strictly negative. On the other hand, an integration reveals that the right-hand
side of the latter equals zero because ¥ € C°(y1,y2). Hence we reach a contradiction and the
proof is complete. O

The next result provides the integral representation of the value function u of problem (£I3]).
Such representation will then allow us to obtain an integral equation for the stopping boundary
g (cf. Theorem [LT6] below).
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Proposition 4.15. Let §(-) be the stopping boundary of [@E20). Then for any (z,y) € R? the
value function uw of [EI3) can be written as

u(z, y) = E(z7y) [/0 6ps+ZSCI(€ZS)]l{ys>g(zs)}d5:| (4.41)

—E(.y) [ /0 e Pt R(0—g—p— K)“{Ysgmzs)}d% -

Proof. The proof is based on an application of a generalised version of It6’s lemma. Let R > 0
and define 7p := inf{t > 0 : [Y;| > Ror|Z/| > R} under P(,,). Since u € C*(R*) and
Uyy € L2 (R?) (cf. Propositions and [L.13]), we can apply a weak version of It6’s lemma (see,

loc

e.g., [4], Lemma 8.1 and Theorem 8.5, pp. 183-186) up to the stopping time 7p A T, for some
T > 0, so to obtain

TRNAT
u(z’ y) = IE(Z,y) 6_p(TR/\T)u(Zﬂ'R/\Ta YTR/\T) - / e’ (LZ,Y - p)u(ZSa sz)ds . (4'42)
0

The right-hand side of ([{42) is well defined, since the transition probability of (Z,Y") is abso-
lutely continuous with respect to the Lebesgue measure (cf. Lemma E7) and (Lzy — p)u is
defined up to a set of zero Lebesgue measure.

Since u solves the free-boundary problem ([36]) we have

(]Lz,y — p)u(z,y) = —ezC’(ez)]l{y>g(z)} +r(0—g—p— y)ez]l{ygg(z)} for a.a. (z,y) € R2,

and using again that the transition probability of (Z,Y") is absolutely continuous with respect
to the Lebesgue measure (cf. (£10)) equation ([A42]) rewrites as

TRAT
u(z,y) = B2y [ep(TRAT)u(ZTRAT, Yronr) + /0 epS+ZSC"(eZS)]l{ys>g(zs)}ds] (4.43)

TRNAT
—ps+2g
—E(2y) [/0 e Ptk —g—p— Ys)]l{yssy(zs)}dS] :

By taking limits as R 1 oo and T' 1 oo in ([£43]), and employing Lemma [B.3] of Appendix [Bl we

conclude that (4.41]) holds true. O
Setting
H?Q(Za y) = ezcl(ez)]l{y>z}(z)} - H((S —g9—pP— y)ez]l{yﬁg}(z)}a (Za y) € RQ? (444)

it follows that (£.41]) takes the form
o0
u(z,y) = E(.y) [/ e PPHy(Zs,Ys)ds|. (4.45)
0
Since [Hy(z,y)| < e*C'(e*) + k|6 — g — p — yle?, (z,y) € R?, it is a consequence of (@IZ) in

Lemma (A8 that Hy(Z,,Ys) € Ll(IP)(Z7y) ® e~ P*ds). This fact, together with the strong Markov
property and standard arguments based on conditional expectations applied to representation
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formula (@A4T]) (equivalently ([@4H])) allow to conclude that for any stopping time 7 € T and
(z,y) € R?

o0

e PTu(Z2Y, YY) + / e_png(Zj’y,Y;y)ds:E(zvy)[ / e_"SHg(ZS,Y;)ds‘.FT]. (4.46)
0 0

In particular,

¢
{e*ptu(ZtZ’y, YY)+ / e PPHy(Z2Y,YY)ds, t > 0} is a uniformly integrable F;-martingale,
0
(4.47)

and for any stopping time 7 € T
o
e—pTu(Z:,y’ YTy) < E(z,y) |:/ e_pS|HQ(ZS7 Ys)|d3‘-7:7] ) (Za y) € R?. (448)
0

Hence the family of random variables {e ?"u(Z7Y, YY), 7 € T} is uniformly integrable.
We now continue our analysis by providing the integral characterisation of ().

Theorem 4.16. Recall (Z10) and let

M = {f : R — R continuous, nondecreasing, dominated from above by
C'(e?)
9(z) = T+5—g—p}.

Then the boundary (- ) is the unique function in M solving the nonlinear integral equation
ke* :/ ept(/ e”C"(e”)]l{u>f(v)}pt(z,f(z);v,u)dudv) dt
0 R2

_ / e </ ke’ (6 — g — p — W)l pypi(z, f(2); v, “)d“d”> dt. (4.49)
0 R2 -

Proof. The proof is organised in several steps. It follows arguments similar to those recently
employed in [I5] for a two-dimensional elliptic problem, and it extends to our two-dimensional
setting the arguments presented in [38], Section 25.

Step 1. To show existence of a solution to ([£49]) it suffices to show that y of ([@.20]) solves it.
To see this we notice that § € M by Propositions 11l and .14l Moreover, evaluating both sides
of (Z41) at y = y(z), z € R, one finds ([@49]), upon using that u(z,y(z)) = ke® and expressing
the expected value as an integral with respect to the probability density function ([@I0]) of the
process (Z,Y).

We now move to proving uniqueness and we argue by a contradiction scheme by supposing
that there exists another function b € M solving (£49]). In the following steps we will show that
actually §(z) < b(z) for any z € R (cf. Step 2), and also that §(z) > b(z) for any z € R (cf. Step
3). To accomplish that for (z,y) € R? we define

w(z,y) = B y) [/0 e P Hy(Zs,Ys)ds |, (4.50)
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where

Hy(z,y) = e*C"(e* ) yysp)y — 60 — g — p— )Ly,  (2,9) € R2. (4.51)

Noticing that |Hp(z
has that Hy(Zs, Yy)
verify that

,y)| < e*C'(e*) + ke*|6 — g — p — y|, by equation ([II2) of Lemma g one
€ Ll(IP)(Z7y) ® e~ P5ds) under Assumption Due to this fact one can then

t
{e_ptw(ZtZ’y, YY) +/ e PHy(Z2Y,YY)ds, t > O} is an Fy-martingale. (4.52)
0
In particular, it is an F;-uniformly integrable martingale. Moreover, for any stopping time 7 € T
o
e Tw(Z2Y, YY) <E.y [/ e—ps|Hb(ZS,1g)\ds‘]-;], (4.53)
0

and therefore the family of random variables {e ?"w(Z7Y,Y”), T € T} is uniformly integrable.
Finally, in Lemma [B.4] in Appendix [Bl we show that u < w on R2.

Step 2. We here prove that g(z) < b(z) for any z € R. Suppose that this is not true and
that there exists a point z, € R such that b(z,) < §(z,). Then, taking y < b(z,) and setting
0= 0(20,y) =inf{t > 0: Y, > 9(Z)}, Pz, )-as., with regard to (£50) and ([£52) one finds

E(zo,y) e*pow(ZO_’ YU)] = ’U}(ZO, y) — E(zo,y) |:/ e*psHb(ZS’ Y;)dS:| . (454)
0

The latter equality is due to an application of the optional stopping theorem (see Th. 3.2 in Ch.
IT of [40]), thanks to the uniform integrability of martingale (£52). On the other hand, (444
together with (Z47)) imply (cf. again Th. 3.2 in Ch. II of [40])

E(zo,y) eipou(ZU7 YU)] = U(ZO, y) - E(zmy) |:/(; e*ps+ZSH;(5 —qg—p— n)d$:| . (455)

Substracting (£54)) from (L55), noticing that w(z,,y) = ke* = u(z,,y) by Step 2 of Lemma
B4 in Appendix [Bl since y < b(z,) < §(2,) by assumption, and considering that u < w on R?
(cf. again Lemma [B4]in Appendix [Bl) we find

0> B,y [ (u(Z0, Vo) — 0(Z0,0)]
= E(zo,y) |:/0 e_PseZs (C/(BZS) + /{(5 —g—p— YVS))]l{b(ZS)<YS<g)(ZS)}d5 . (456)

However, o > 0 P, y-a.s. due to continuity of (Z.,Y’) and continuity of §(- ), the set {(2,y) €
R? : b(z) < y < §(2)} is open and not empty because of the continuity of ¢(-) and b(-), and
g(z) < @ + 0 — g — p. Hence the right-hand side of the latter is strictly positive and we reach
a contradiction. Therefore, §(z) < b(z) for any z € R.

Step 3. Here we prove that §(z) > b(z) for any z € R. Assume by contradiction that there
exists a point z, € R such that g(z,) < b(z,). Take y € (9(2,),b(2,)) and consider the stopping
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time 7% 1= 7%(20,y) = inf{t > 0: Y; < §(Z)}, P(,, )-a.s. This is optimal for u(z,,y). Then by
(£44) and ([@43), an application of Th. 3.2 in Ch. II of [40]

E(z, ) [e*pT*u(ZT*, YT*)] — u(z0,y) — Eis, ) |:/OT* Pt 7s C’(eZS)ds— ’ (4.57)

whereas by ([A50) and ([£52]) it follows -
E(z0.9) [epr*w(ZT*,YT*)] = w(20,Y) = E(z,y) [ /0 " e’psHb(Zs,Yg)ds—. (4.58)

Notice that we can also write -
E(z0) [e—f”*u(zﬂ, YT*)] = KE(;, ) [e—m*%*] — K.,y [e—PT*w(ZT*,YT*):. (4.59)

Here the first equality follows from the uniform integrability of {e *"u(Z,,Y;),7 € T}, together
with standard localisation arguments, and the optimality of 7* for u(z,,y); the second equality
is due to Step 2 of Lemma [B.4] in Appendix [B] (since by Step 2 of this proof we already know
that g(-) < b(-)), and again to a localisation argument exploiting the uniform integrability of
{e P"w(Z;,Y;), 7€ T}.

Then, substracting (@58)) from ([@57), and taking into account (E5J) and that u < w on R?
(cf. Lemma B4 in Appendix [B]), we find

*

0> E(zo,y) [/0 e P3eZs <CI(GZS) +r(0—g—p— n))ﬂ{g(Zs)<Ys§b(Zs)}ds . (4.60)

Now 7* > 0 P(,, ,y-a.s. by continuity of (Z.,Y.) and of §(-). Moreover, the set {(z,y) € R? :
9(z) < y < b(2)} is open and not empty because of the continuity of y(-) and b(-), and
b(z) < @ + 9 — g — p since b € M by assumption. The right-hand side of (@60 is therefore
strictly positive and we reach a contradiction; that is, §(z) > b(z) for any z € R.

Step 4. By Step 2 and Step 8 we conclude that § = b on R and we thus complete the
proof. O

Remark 4.17. Defining

K(Z’é-’va O[) = /Oo 6pt</oo e’ <Cl(ev) + I{((S —9—p— u))pt('zag;v’u)du) dt
0 «
and -
f(z,6) = /0 ept</RQ ke’(0 — g — p—u)p(z,&v,u)du dv> dt,

integral equation [LA9) can be rewritten by Fubini’s theorem as

e J( () = [ K f)o. f(0))do

The latter reformulation shows that ([L49]) belongs to the class of nonlinear Fredholm equations
of second kind (see, e.g., [16] or [23]). Since the state space of (Z,Y) is unbounded, (Z49)
s actually a so-called singular nonlinear Fredholm equation of second kind. Classical textbooks
offering a survey of numerical methods for equations of this kind are [1] and [16)], among oth-
ers. However, being any of these methods certainly non trivial, we believe that such numerical
computation falls outside the scopes of our work.



PuBLic DEBT CONTROL 24

4.2.1 Asymptotic Behaviour of the Free Boundary

Here we provide the asymptotic behaviour of the free boundary . The results of this section
will allow us to obtain in Section B.] interesting economic considerations on the optimal debt
reduction policy (see in particular (ii) in Section [5.1]).

To perform our analysis we need to introduce the one-dimensional optimal stopping problem
with value

w(y) := inf E[/ e~ PHHO=9)t=fo YSdeC,(O)dt + /<;<e_p7+(6_9)7_f07 Yilds _ 1) dt} , yeR. (4.61)

720 0

Notice that the process Y appears in (£61]) only in the discount factor through its time time-
integral. However, being Y real-valued, such random discounting cannot be seen as an additive
functional of Y, and techniques from, e.g., [I3] cannot be applied. The following result charac-
terises the optimal stopping rule for problem (GI]). Its proof can be found in Appendix [A] and
is based on a direct probabilistic analysis of the value function w.

Proposition 4.18. For w as in {61 let y* := sup{y € R : w(y) > 0}, with the convention
sup() = —oo, and set o*(y) := inf{t > 0:YY < y*}, y € R, with the convention inf() = +oo.
The following holds true:

(i) if C'(0) > 0, then y* is given by the unique y € (—00,0 — g — p) solving
E[ / Pt (0—g)t= [ Y¥ds <C'(0) + k(6 —g—p— Yﬁ))]l {Yty>y}dt] =0, (4.62)
0

and the a.s. finite stopping time o*(y) := inf{t > 0 : Y}Y < y*}, y € R, is optimal for

(61D,

(ii) If C'(0) = 0, then y* = —oo0 and o*(y) = 400, y € R. In particular, w(y) = —k for any
y € R.

Proposition 4.19. For y* as given in Proposition [{.1§ one has:
(i) lim 1400 §(2) = 00;
(it) lim,| o §(2) = y*.

Proof. We prove each item separately.

(i) We follow a contradiction scheme. Set lim 4o (2) := 9o, Which exists by monotonicity,
and suppose J < 00. Then take any z € R, y2 > 41 > U0, and for arbitrary y € (y1,y2) set
To(y) :== inf{t > 0:YY ¢ (y1,92)} a.s. Notice now that 7,(y) < 7*(z,y) a.s. (cf. (@27)) and
(z,y) € C, and employ the subharmonic characterisation of the value function (ZI3)), together
with Th. 3.2 in Ch. IT of [40] due to ({12, so to write

7o (y)’

7o(y) . . 7o(Y) .
> E[/ e P2 ’yC/(eZt y)dt} > E[/ e PLC (2 y)dt].
0 0

To(y) 2, 2,
Kke® > u(z,y) = E[/ e yC’(eZt y)dt 4 e_pT"(y)u(ZZ’y YTy(y))] (4.63)
O o
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Here the fourth step is due to the nonnegativity of u, whereas the last one follows by convexity

of C and the fact that C(0) = 0. By using now Assumption .2} (i7) we get from (LG3])

Ke™*
p

for any y € (y1,y2) and for any z € R. Recalling that v > 1 we then reach a contradiction by
taking z sufficiently large, and we therefore conclude that lim o §(2) = o0.

To(y)
B o T
0

(ii) The proof of this last property is more involved, and it is organised in three steps.

Step 1. Let y* as defined in Proposition I8 Here we show that lim,4_o 9(2) > y*. This
is clearly true if C’(0) = 0, hence we now consider only the case C’(0) > 0. Notice that from

(13]) we can write

e “(u(z,y) — ke*) = ir;%E[/ e*pt‘LZ?’yC/(eth’y)dt + n(e*pﬂrzg’y —1)dt
=z 0

.
> inf E[ /O e P N0Vt + k(e T2 — 1) dt| = w(y), (4.65)
where we have used that C’( - ) in nondecreasing by convexity of C(-). It thus follows that for any
z € R the z-section of S, i.e. S, := {y € R: u(z,y) = re*} is such that S, O {y € R : w(y) = 0}.
Because by Proposition £I8 {y € R: w(y) =0} = {y € R:y < y*}, we conclude that g(z) > y*
for any z € R, and therefore that lim,| ., 9(z) > y*.

Step 2. We now prove that lim,| o e *(u(z,y) — re*) = w(y). By [@GL) (which holds if
C'(0) > 0) we clearly have liminf,| o e *(u(z,y) — ke*) > w(y). On the other hand, recalling
that o*(y) = inf{t > 0:Y;Y < y*} is the optimal stopping time for w(y) (with the convention
inf ) = +00) we can write

*

a*(y) . 0,
e “(u(z,y) — ke*) < IE[/ eiPHZ’?’yC’(eHZ?’y)dt + k(e W20 1)].(4.66)
0

Taking limit superior as z | —oo on both sides of ([A.66]), invoking the monotone convergence the-
orem we find limsup,| ., e *(u(z,y) — ke*) < w(y), which finally implies lim_| o, e™*(u(z,y) —
re®) = w(y).

Step 3. Here we prove that §_o = lim,|_~ y(z) = y*. Since we already know by Step 1
that §_o > y*, we argue by contradiction and we suppose that §_o, > y*. Then take y1,yo
such that y* < y1 < y2 < J—oo, st Q :={y € R: y € (y1,y2)} and note that Q@ C C,, = {y €
R : w(y) < 0}. Then noticing that {(z,y) € R?: y € Q} C S we have by Step 2

0= Em e “(u(z,y) —re*) =w(y), yeQ. (4.67)

—00
However, w(y) = 0 is not possible on Q, because Q C C,,. Hence we reach a contradiction, and
we have thus proved that lim,| . 9(2) = y*. O

4.3 The Optimal Cumulative Primary Balance and the Minimal Cost

In this section we provide the optimal debt reduction policy. This takes the form of a threshold
policy, where the boundary triggering the optimal intervention rule is closely related to the
stopping boundary g completely characterised in the last section.
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4.3.1 The Action and Inaction Regions
Recall that O := (0,00) x R and define

Z:={(z,y) € O | u(ln(z),y) <z} and Z¢:={(z,y) € O | u(ln(x),y) = x}. (4.68)

The sets Z and Z¢ are respectively the candidate inaction region and the candidate action region
for the control problem (43). When the state variable belongs to Z¢ it should be optimal to
reduce the level of debt ratio, as it is too high. On the other hand, a non intervention policy
should be applied in region Z. This will be verified in the following.

Thanks to Proposition [£.9] Z and Z¢ are open and closed, respectively. Moreover, it is clear
that they can be expressed also as Z = {(z,y) € O | Lu(ln(z),y) < 1} and Z¢ = {(z,y) €
O | Lu(In(z),y) = 1}, where a simple calculation from (I3) reveals that

%u(ln(m), y) = 1I>1%E [ /T efpt+(5fg)tff0t Ysydsc/(xe(éfg)tffot Ysyds) + e—PTH(—9)T—[q Y ds , (4.69)
T 0

for any (z,y) € O.

It follows from ([69) that y — Lu(In(z),y) is nonincreasing and = — Lu(In(z),y) is non-
decreasing. The latter property implies that for fixed y € R the region Z is below Z¢ and we
define the boundary between these two regions by

b(y) :=sup{z > 0: u(ln(z),y) < z}, y € R, (4.70)
with the convention sup() = 0. Then Z and Z¢ can be equivalently written as
I=A{(z,y) €0 |z<by)} and I°={(z,y) €O |z =0by)} (4.71)
From the previous and from (@I7), (£I8]) and (£I9) we also have
eF < bly) = u(z,y) < & = y > 9(2), (z,9) R (4.72)

Hence, for any y € R, b of [0 can be seen as the pseudo-inverse of the nondecreasing (cf.
Proposition [£1T]) function z — g(z) composed with the logarithmic function; that is,

b(y) =sup{z >0 |y >y(n(z))}, yekR (4.73)

It thus follows that the characterization of ¢ of Theorem [£.10Glis actually equivalent to a complete
characterization of b thanks to ([AL73)).

Recall y* of Proposition The next proposition collects some properties of b, and its
proof can be found in Appendix [Al

Proposition 4.20. The boundary b of [@TQ) is such that
1.y b(y) is nondecreasing and left-continuous;
2. C'(b(y)) = kly =6+ g+p";

3. b(y) =0 for any y < y*, whenever y* > —oo.
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4.3.2 The Optimal Control
For b as in ([L10) (see also ([L13)) introduce the nondecreasing process

7 = [ac — inf <b(1gy)e—(5—9>s+fos v d“)] Vo, t>0, T =0, (4.74)
0<s<t

and then the process
t

v = / eO=9s= g Yidugpx — p >0, =0. (4.75)
0

Theorem 4.21. Let v(x,y) := fln(gﬁ)

— o ulq,y)dg, (z,y) € O. Then one has v =v on O, and v*
as in ([@TH) is optimal for the control problem (A.5l).

Proof. By the proof of Theorem Bl (upon noticing that in our Markovian setting one has
u="U and v = ‘7) it suffices to show that the right-continuous inverse of the stopping time
™(q,y) = inf{t >0 | Y < g(ZF)} (which is optimal for u(q,y), cf. E27)) coincides (up to a
null set) with 7*.

Then, recall B9) from the proof of Theorem B.] fix (x,y) € O, take t > 0 arbitrary, and
note that by (£27) and (£72]) we have P-a.s. the equivalences

™(q,y) <t <= Y/ <g(Zy?) for some 0 € [0,1] <~

b(Yy) < A H(=g)0— [ Yds o o0 e 0,t] — [az - 0i<nf<t (b(Ysy)67(575’)“40S Y’?d”)] VO>az—el

= T >ar—ele= 77 (q) <t
Hence, Tf(q) = 7%(q,y) P-a.s., and 7* is the right-continuous inverse of 7*(-,y). Since 7} < x

a.s. for all t > 0, and ¢t — 7} is nondecreasing, it does follows from (LT75]) that v* is admissible.
By arguing as in Step 2 of the proof of Theorem B.I] the claim follows.

O
5 Economic Conclusions and Related Problems
5.1 Some Economic Conclusions
In this section we provide some comments about the economic implications of our findings.
From the first equation of ([43]), and recalling (£75]), we can write
* t
XV = el0ma)t=o Yeds [ _ pt]
which, with regard to (@74]), shows that
0< XMV <b(YyY), t>0, P—a.s. (5.1)
Moreover, it is easy to see that we can express 7* of (LT as
X$7y70 —b Yy
U = sup <81—0(8)) V0, 75 = 0. (5.2)
0<u<t XY

Equations (7)), (5I) and (5.2) allow us to draw some interesting conclusions about the
optimal debt management policy suggested by our model.
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(i) If at initial time the level of the debt ratio x is above b(y), then an immediate lump-sum
reduction of amplitude (x — b(y)) is optimal.

(ii) When the cost of any additional unit of debt to the zero level is strictly positive (i.e.
C’(0) > 0), and the initial level of the inflation rate is sufficiently low (namely, y <
y*, y* > —o0), the optimal action is to immediately reduce the debt ratio to zero (cf.
Proposition 201(3)). This fact might be explained as follows. Negatively affecting the
growth rate of the debt ratio, a low inflation increases the real burden of debts, and thus
have bad effects on the economy. Then, if the economy faces low inflation (or deflation),
and if the country is penalised by any, even small, level of debﬂ, according to our model
it is optimal to immediately bring the debt ratio to zero, rather than waiting for an higher
inflation rate.

(iii) At any ¢ > 0, employing the optimal primary balance policy, the government keeps the
debt ratio level below the inflation-dependent ceiling b.

(iv) If the level of the debt ratio at time ¢ is below b(Y}), there is no need for interventions.
The government should intervene to reduce its debt generating fiscal surpluses only at
those (random) times ¢ for which X; > b(Y;), any other intervention being sub-optimal

(ct. E2).

(v) The optimal cumulative debt reduction ([A74]) is given in terms of the minimal level that the
inflation-dependent debt ceiling, suitably discounted, has reached over [0, ¢]. The discount
rate is dynamic and does depend on the history of inflation. It is indeed [ (§ — g — Yi{)du.

5.2 Two Related Classes of Problems

Problem (2.6]) shares a common mathematical structure with other optimisation problems arising
in economic theory/mathematical finance, like problems of irreversible investment [I7] with
(stochastic) depreciation in the capital dynamics [41], and optimal consumption choices under
Hindy-Huang-Kreps (HHK) preferences (cf. [3], [26] and references therein). In this section we
provide an informal brief introduction to these problems, so to highlight their similarities with
the problem treated in this paper.

Let (2, F,F,P) be a given complete filtered probability space. In stochastic irreversible
investment problems, the manager of a firm producing a single good aims at expanding the com-
pany’s production capacity, e.g., in order to meet an exogenous demand of the produced good.
However, increasing the production capacity level, the firm incurs costs that are proportional to
the amount of capacity expansion that has been made. Mathematically, the problem amounts to
find an F-adapted nondecreasing cadlag process I* minimising the total expected cost functional

[e.e] o0
() = E[/ e~ f(Dy, X1)dt + n/ e—f’td[t} (5.3)
0 0
In (B3) f: RxR~ Ry is a suitable convex instantaneous cost function; D := {Dy,t > 0} is the

random demand of the produced good; k > 0 is the marginal cost of investment; p > 0 is the
manager’s discount factor, and X/ denotes the level of production capacity at time ¢ when the

*indeed, by convexity, if C'(0) > 0 then C(¢) > C’(0)e > 0, for any ¢ > 0.
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irreversible investment plan [ is followed. Assuming that the capital depreciates at a stochastic
depreciation rate n := {m,t > 0}, the dynamics of the production capacity can be modelled as

dX] = -y Xldt +dI,, t>0, XY =z >0. (5.4)

Setting h(w,t,x) := e P! f(Dy(w), ) and k¢ := ke P, it is clear that the problem of minimising
(53] over all suitable irreversible investment plans I’s, shares a similar structure with problem
[28). In fact, the only difference lies in the fact that in (5.4]) the production capacity is increased,
whereas in (2.2]) the level of debt ratio must be reduced.

In the literature on optimal consumption with HHK preferences (see [3] for details and refer-
ences), an economic agent aims at maximising her intertemporal expected utility by investing an
initial wealth w > 0 in the financial market over a given time period. Following [3], we suppose
that the agent can invest in at least one risky security and in a money market account with
interest rate r. Assuming further that the market is complete, and denoting by ¢ := {1,t > 0}
a state-price density, the optimal consumption plan C* (if it does exist) then solves the problem

o0
supE[/ U(t,XtC)dt], (5.5)
C 0

where the optimisation is taken over all the F-adapted, nondecreasing and cadlag processes such
that E[[;° ¢dCy] < w. Here E[[;° 1;dCy] is the minimal capital needed to finance a given
consumption plan C. In (53] the instantaneous felicity function U(t,-) is a suitable concave
function of the agent’s current level of satisfaction

dXC = —0,XCdt+dC;, >0, X =a>0, (56)

for some process ¥ := {;,t > 0} measuring the decay rate of satisfaction. As we have already
noticed for (B.4]), the main difference between the controlled dynamics (5.6]) and (2.2]) is that
in (B.0) the level of satisfaction is increased by consumption, whereas in ([2.2]) the level of debt
ratio is reduced. In [3] it is shown that the Lagrangian functional associated to such problem

reads - -
L(C) ::E[/ Ut, X)dt —A(E[/ wtdct} —w>, (5.7)
0 0
for a suitable Lagrange multiplier A > 0. Given A > 0 and setting h(w,t,x) := —U(t,x) and
Kt := —A, maximising (5.7)) over all admissible irreversible consumption plans C’s relates to

the minimisation problem (Z2.6]).

From the previous discussion it thus follows that the approach that we have followed in this
paper might be suitably adopted to solve problems of optimal consumption choice under HHK
preferences, and problems of stochastic irreversible investment plans with depreciating capital
stock. In particular, once these problems are formulated in suitable Markovian settings, their
optimal investment/consumption policy might be expressed in terms of the free boundary of an
associated optimal stopping problem. We leave such interesting study for future research.
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A Some Proofs

Proof of Proposition [{.]]

The proof is organised in two steps.

Step 1. We start showing that the deterministic process x; := ke ?, Kk > 0, satisfies
Assumption It is clearly progressively measurable (being deterministic), positive and with
continuous paths. Let (z,y) € (0,00) x R be given and fixed and recall X% from ([@3). It

then remains only to prove that the process {re ?*X"¥? ¢ > 0} is of class (D).
Thanks to an integration by parts, for any ¢t > 0 one has

Ke thJC’yO—/me pi+(0—g)t—fo Y/ d“—mv(l—i—/ e P (=)= [y Vi d“(5 g—Yy— )ds), P—a.s.,
0

so that if E[[;" e —pt(E=g)t=[g de“‘& g—Y? —,0|d8 < oo then the process {re L X0 ¢ > 0}
is of class (D).

By (B-3) and (B-4)), simple estimates and Assumption imply that there exists 0 <
K1 (y) < oo such that

E[/w o= PsH20-g)t=2 [} de“ds] < K1(y).
0

Then Hoélder inequality with respect the product measure P ® e~ Pdt gives

ot (—g)— [T YVd X ptr2(5-g)t—2 [TYVd ?
E/ e’ I=Jo w5 — g — p—YY|dt gE/ e’ g o Tudtdrl x
0 0

1 1
0 2 0 2
E[/ e”t!5—g—p—Yty\2dt} < Kl(y)E[/ e”t\5—g—p—Yf’\2dt}
0 0

Since by the second equation of {3) one has E[[;* e |6 — g — p — Y |?dt] < Ka(1 + |y|?), for
some Ko > 0, the proof is complete.

Step 2. We now prove that if C' satisfies Assumption L2] then h(w,t,z) := e ?'C(z) fulfills
Assumption 211 It clearly verifies (i) and (7i) of Assumption [ZI1 We now prove that (i) of
Assumption 2] holds true as well.

Let (x,y) € (0,00) X R be given and fixed. By Assumption [£.2] one has

E(m,w[ /0 h(t,XtO)dt] :E(Ly)[ /0 e“’tC(XtO)dt} < /O K (14 By [(XP)]) dt, (A1)

where the last step follows by Tonelli’s Theorem. To evaluate the expectation in the right-hand
side of (A=) notice that by (3] we can write for any ¢t > 0

By [(XP)1] = 27 exp {1(6 - g)t —7E| /0 t Ydu| + %ZVar [ /0 t vdul }, (A-2)

where the formula of the Laplace transform for the Gaussian random variable fg Y./ du has been
employed. Plugging (B-3) and (B=4) of Lemma [B.1l into (A=2]), simple algebra and standard
inequalities yield

Y0 a o
Bl [(X0)] < 22l Hlexp { = 9t(G = 35 ~ 3 +9) | (A-3)
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Employing the inequality above in (A=T]), by Assumption @3l we conclude E, [ [ h(t, X{)dt] <
oo. Analogously, by Assumption we have that

E(z.y) [ /0 Xtohx(t,X,?)dt] :E(xvy)[ /0 e‘thtOC’(X,?)dt]

o0
< / P K (B ) [XP] + Bp ) [(XD)7] ) dt < o0, (A-4)
0
where the last step is due again to Assumption The proof is then completed. O
Proof of Proposition [.6]

We start obtaining the two bounds of (7). From (), it is easy to see that J,(v) > 0
for any v € A. Hence v(z,y) > 0. On the other hand, being the admissible policy v = 0 a priori
suboptimal, we have by Assumption

[ee] 1 [e%¢)
v(m, y) S E(J},y) |:/0 e_ptC(XtO)dt:| S K |:; + A B_ptE($7y) [(Xt())’\/] dt 5 (A—5)

where the last step follows by Tonelli’s Theorem. By using ([A-3]) the claim follows by a simple
integration. The bound v(z,y) < sz follows by noticing that the policy “immediately reduce
the debt ratio to 0” is a priori suboptimal.

The property v(0,y) = 0 for any y € R is due to the fact that A(0,y) = {vr = 0} and
therefore v(0,y) = Jo,4(0) = 0.

Convexity of x — v(z,y) follows by standard arguments employing the convexity of the set

of admissible controls, the linearity of ([2.2)), and the convexity of C'(-). O
Proof of Lemma [].§
As for the limit, by nonnegativity of e ?/*%t t > 0, we can invoke Fatou’s lemma and obtain
o —pt+ 7 P —pt+2
0 <E(y [hﬁlgonf e ] < h?%gonf B e, (A-6)

and the proof is complete if we show that liminfeo E(, ) [e*pHZ’f] = 0. To this end, notice
that by ([A8) we can write

E(z,y) [e—pt-‘,-Zt] _ eze—(p—6+g)tE |:e— f(f Ysyds]

:ezexp{—(p—5+g)t—E[/0tYsyd5] +%Var</0t}/'syds>}, (A-7)

where we have used that for any given ¢t > 0 the random variable fg Yy ds is Gaussian (cf. Lemma

[B.I). Then, employing (B=3)) and (B-4) in (A-7) one has

- z a 0'2 a 1—6_0t
Biple 4] < cen{ — (p—d+g+ - 22— - D)),

which clearly converges to zero as t T oo by Assumption 3l
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To prove (£12), recall (3] and (£4]), and notice that for any ¢t > 0, (z,y) € (0,00) x R and
z € R one has

z, ez z, €Z
Zi = — X0 and then ke PHZT = — ke XY
T T
Then arguing as in the proof of Proposition one can easily obtain the claim. O
Proof of Proposition [{.20

1. The first claim follows from the fact that the mapping y — fu(In(z),y) (cf. @E5I)) is
nonincreasing. This indeed implies that if (x,y1) € Z, then (x,y2) € Z for any y > y;. Also, by

([#72]) one has
{yeR:z<by)} ={yeR: u(ln(x),y) —z < 0}, (A-8)

for any given > 0. The set on the right-hand side above is open since it is the preimage of an
open set via the continuous mapping y — u(In(x),y) — = (cf. Proposition [L9)). Hence the set
on the left-hand side of (A-8) is open as well and y — b(y) is therefore lower-semicontinuous.
Hence b( ) is left-continuous since it is nondecreasing.

2. This claim follows from ([@72]) and the fact that y(z) < CIE:Z) +0—g—pforany z € R
(cf. Proposition [.1T]).

3. For y* > —oo, the fact that b(y) = 0 for any y < y* follows by definition of b, upon
noticing that g(-) > y*. O

Proof of Proposition [{.1§

(i) Suppose C’'(0) > 0. Because for any arbitrary stopping time 7 the mapping y —
E[f, e—PtH0-9)t=[; Yds 01 (0)dt + k(e PTHE=9)T=[g Y¥ds _ 1)) is continuous, it follows that 1y —
w(y) is upper semi-continuous (being the infimum of continuous functions). Recall then that ¥
is positively recurrent and therefore it hits any point of R in finite time with probability one.
Hence denoting by C,, := {y € R : w(y) < 0} and Sy, := {y € R : w(y) = 0}, if S,y # 0 the
first entry time of Y into S, is an optimal stopping time (cf. [38], Ch. 1, Sec. 2, Corollary 2.9).
Notice that in fact S,, # 0. Indeed, if not, one would obtain from (LGI]), by using (£I4]), that
for any y € R

0 1—e 0t to
0> w(y) = E[/ e PHO—t—y(=5—)=Jo Zds o (0)dt | — k,
0

where we have set =, 1= %(1 — e~ %) + oe ™% IN et dW,, s > 0. Taking limits as y | —oo in
the last expected value above, and invoking the monotone convergence theorem, we reach a
contradiction and we conclude that S,, # (.

From (46T]) it is easy to be convinced that y — w(y) is nonincreasing. Then setting y* :=
sup{y € R: w(y) > 0} we have

Co:={yeR:y>y"} and S, ={yeR:y<y*},

and o*(y) := inf{t > 0: Y} < y*} is optimal for [@BI]). Also, using [EI5) in (LE1) it is clear
that {y e R: d —g—p—y < 0} C Cy, and therefore S, C {y e R: y < 6 — g — p}; ie

y*<o—g—p.
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By standard arguments (that we skip here in the interest of lenght), it is possible to show
that limsupeww <0< liminfgww. Hence w(-) € C*(R), and then

g
Wyy(-) is locally bounded at y*. As a consequence, the probabilistic representation

wly) = E[/OOO —pt+(5—g)t— [y Yi'ds (c/( Y+ k(G —g—p— ny))n{yty>y*}dt] (A-9)

holds by Ité-Tanaka’s formula. Since (A-9) holds for any y € R, then by evaluating (A-9)
for y = y*, one easily finds that y* solves ([{G2]). Finally, arguments similar to (but simpler
than) those employed in the proof of Theorem show that ([A62]) admits a unique solution
n (—OO,5—g—p).

(i1) If C'(0) = 0, by (£I4) it is clear that it is never optimal to stop in finite time in (Z6T]).
The claim thus follows. O

B Auxiliary Results

Lemma B.1. Let Y be the Ornstein-Uhlenbeck process of [@2)). Then for any t > 0 one has
E[Y!) = ye™ + Z(1— ™) (B-1)

and

a O'2
50— e ")) + 31—, (B-2)

Moreover, the integral process { fg Y/ du,t > 0} is Gaussian and such that

E[/:Yj’du} = St (v- 0) (%) (B-3)
Var [/Otygdu] = —;—;(1 e 012 +6—§ ( - (1_Te_gt>> (B-4)

Proof. (B-1)) and (B-2)) are easily obtained from ([2]). On the other hand, for (B=3) and (B-4)
we refer to page 122 of [28]. O

E[(Y)%] = (ye " +

and

Lemma B.2. Recall B3]). One has that z — 7*(z) is a.s. decreasing.
Proof. By employing the definitions ([B.]) and (3.2), it is easy to see that one has a.s.

{t >0: Ui(2) > G(2)}
:{tZO essmfIE / elo Pul@)ds p (w, t, e* o Pul) WY ds + kp(w) et Pulw)du

}"t] > mt}

The latter equivalence and the fact that x — h,(t,z) is strictly increasing finally yield the
claimed monotonicity of 7( ). O
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Lemma B.3. Take R > 0, let u as in [@I3]), and define 7 := inf{t > 0: |Y;| > R or |Z;| > R}
under P, ,y. Then one has

TRAT
%lglo }%lglo E(.4) [ep(TRAT)u(ZTR/\T,YTR/\T) +/0 6pS+ZSC'(€ZS)]1{Ys>g(zs)}d5]

TRNAT P
o ]E(Zvy) |:A e—PS‘f’ SI{((S —9—pr- }/s)]l{ysgg(zs)}dS:| (B_S)

=E(.y) { /0 e PHACN (e )y, 5 g2,y ds — /0 e P k(6 —g—p— K)ﬂ{yssmzs)}dé’] :

Proof. Preliminary notice that T AT 1T when R 1T co. We now analyse the three addends of
the expectation in the left-hand side of (B-3l) separately.

(i) Notice that 0 < e*p(TRAT)u(ZTR/\T,YTR/\T) < ke PURND)+Zrpar P(. y)-a.s., because 0 <
u(z,y) < ke® for any (z,y) € R?, and that

TRNAT
e~ PUTRAT)+Zrpnr o —p(TRAT) (ez + / ‘ e”s (5 —9— YS)dS)’
0

by an integration by parts. Combining these two facts, denoting by L > 0 a suitable
constant independent of R and T, and recalling Assumption we can write

TRNAT
0< E(z,y) e_p(TR/\T)u(ZTR/\Ty YTR/\T)] < KE(z,y) |:e_p(TR/\T) <ez + / eZS (5 —g9— Y;)ds):|
0

< re’E(,

- _ TRAT
) e PTRAT) | 4 KE(. 4 |:6(PP0)(TR/\T) / a e~ Po(TRAT) 0 —g— Y oZs ds}
L . 0

. - TRNAT
< keE(z ) e PRAD | 4 KE(; ) [e(pp")(TRAT) / e Po%l0 — g — Y| eZSds} (B-6)
: / 0

1
1

- - 1 o]
< KR (s y) e D 4 KB (zy) [672(pip0)(TRAT)} 2H"T‘(Zuy) [/ e 0= Ys|4d5}
L . 0

1

S 1
X E(z,y) |:/0 e Pos Az dS:| )

where for the last step we have used Holder inequality with respect to the measure P, ),

pl e P°%ds, and again Holder inequality, but

o

Jensen inequality with respect to the measure

now with respect to the measure P, ,) ® p—loe*POSdS-

From the second equation in ([3]) it is easy to see that

1

0 1
E(e) { /0 e "% —g - Ys!4ds] < Ki(y), (B-7)

for some 0 < Ki(y) < co. On the other hand,

o —pos+47¢ _ o — P08 47
]E(Z,y)|:/(; g PosT ds} —/0 e P E(z7y)[e ]ds

e E /Ooo exp{ — pos +4(0 —g)s — 4E[/Os deu} + 8 Var [/OS deu} }ds (B-8)

S KQ(Zay)’
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for some 0 < Ks(z,y) < oo, independent of R and T'. The last inequality above is due the
fact that p, > 4[6 —g—§ + 29%2] V0 (cf. Assumption 3], upon using (B=3]) and (B-4) from
Appendix [Bl and employing simple estimates.

Thanks to (B=1) and (B-=8]) we can then continue from (B-6) by writing

N

0<E.,y e_p(TR/\T)u(ZTR/\TaYTR/\T)] < ke"E, ) [e_p(TRAT)} + K3(2,9) E(. ) [e_p(TRAT)} ;

for some 0 < K3(z,y) < oo independent of R and T. Taking now limits as R 1 oo, and
invoking the dominated convergence theorem we have from the latter

0 < Imsupgpe Bz y) [e_p(TRAT)u(ZTR/\Ta YTR/\T)} < we*e T + Ks(z,y)e 27, (B-9)

(ii) By the monotone convergence theorem it follows that

TRNAT T
Hm Bz ) [ / e’MZSC/(QZS)]1{Ys>y‘(zs)}ds] =E(y) [ / eps+ZSC'(€ZS)1{Ys>y(zs>}d3]-
00 0 0
(B-10)
(iii) Also, writing (6—g—p—Y;) = ((5—g—p—Y;)Jr —(0—g—p—Y,) , s >0, recalling ([Z12)

of Lemma 4.8, and applying the monotone convergence theorem to each of the resulting
two integrals we find

TRNAT P
Hm Bz g) [/0 e (0 —g—p— K)ﬂ{yssy(zsnds]

T

Then taking limits as R 1 oo in the expectation on the left hand-side of (B=H)) and employing

(B=9), (B-I0) and (B=11)) yield
T T
Ez.) [/0 e PO (e )y, 5 2.))ds — /0 e P g(6—g—p 5@)]1{1@3@(23)}653}
T
<u(zy) < refe T+ Ky(z,y) e 2T + By [/ 6ps+ZSC/(€ZS)]1{Ys>g(zs)}d8] (B-12)
0

T
—E(.y) { /0 e PR —g—p- Ys)]l{ysgg(zs)}dS] :

Finally, taking also limits as 7' 1 oo in (B-12]), and arguing as in (ii) and (iii), we conclude that
(B=5) holds true. O

Lemma B.4. Let w be defined by ([£44]) and let u be given in terms of representation (L45]).
Then u < w on R2.
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Proof. The proof is organised in four steps.

Step 1. Since by assumption b solves integral equation ([A49]), then w(z,b(z)) = ke?, z € R,
and therefore

w(z,b(z)) = ke* > u(z,b(2)), ze€R. (B-13)

Step 2. Here we show that w(z,y) = ke® for any y < b(z) and z € R. This fact clearly
implies that
w(z,y) = ke* > u(z,y), y<b(z), ze€R. (B-14)

Let z € R be given and fixed, take y < b(z) and notice that by definition of Hj (cf. (@51]))
one has
Hy(Zs,Ys) = k(6 —g—p—Yy)e?, V¥s<o P, —a.s.

where we have defined o := inf{t > 0: Y; > b(Z;)}, P, ,y-a.s. Then the martingale property of
{e=P'w(Z;,Yy) + [, e P Hy(Zs,Ys)ds,t > 0} (cf. [@52) and the optional sampling theorem (cf.
Ch. II, Theorem 3.2 in [40]) yield

aAn
w(z, y) = IE:(z,y) [ﬁ6p0+za]l{a<n} + eipnw(Zm Yn)]l{ozn} + /0 eipsHb(ZSa Yts)dsj| ) (B'15)

fory < b(z), z € R. Sincenow E, o) [e™""w(Zy, Vo) lioony] = By [Liosny [ € P Hy(Zs, Ys)ds]
and Hy(Z,,Ys) € LY(P(, ) ® e P*ds), we can take limits as n 1 oo in (B=I5) and obtain
U)(Z, y) - HE(z,y) |:epo+Zg - / eips+ZS ((5 —g—p— Y;) d8:| = nez, (B—16)
0
for y <b(z), z € R, and where the last equality is due to (£I5]). Hence, (B-14) follows.
Step 3. Here we show that
U](Z,y) 2 U(Z,y), y > b(Z), z € R. (B_17)

Let z € R be given and fixed, take y > b(z) and consider the stopping time 7 := inf{t > 0:
Y, <b(Z1)}, P, y-a.s. Then, arguing as in Step 2 we find

w(z,y) = E(zy) [G_WZT +/0 e P2 (74 ds| > u(z,y). (B-18)

Step 4. Combining Step 1, Step 2 and Step 3 we conclude that w > u on R2. O
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