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We consider the problem of optimal consumption from labor income and
investment in a general incomplete semimartingale market. The economic
agent cannot borrow against future income, so the total wealth is required to
be positive at (all or some) previous times. Under very general conditions, we
show that an optimal consumption and investment plan exists and is unique,
and provide a dual characterization in terms of an optional strong super-
martingale deflator and a decreasing part, which charges only the times when
the no-borrowing constraint is binding. The analysis relies on the infinite-
dimensional parametrization of the income/liability streams and, therefore,
provides the first-order dependence of the optimal investment and consump-
tion plans on future income/liabilities (as well as a pricing rule).

1. Introduction. Optimal investment with intermediate consumption and a stream of
labor income (or liabilities) is one of the central problems in mathematical economics. If
borrowing against the future income is prohibited, the main technical difficulty lies in the
fact that there are infinitely many constraints. Even in the deterministic case of no stocks and
nonrandom income, a classical approach is based on the convexification of the constraints
that leads to a nontrivial dual problem formulated over decreasing nonnegative functions.

Borrowing constraints imposed at all times not only affect the notion of admissibility,
leading to more difficult mathematical analysis, but also change the meaning to fundamental
concepts of mathematical finance such as replicability and completeness. The latter is for-
mulated via the attainability of every (bounded) contingent claim by a portfolio of traded
assets. For a labor income/liability streams that pays off dynamically, there is no a priori
guarantee that such a replicating portfolio (if it exists at all) is admissible, that is, satisfies the
constraints. Thus, in the terminology of [18], even a complete market becomes dynamically
incomplete under the borrowing constraints. The analysis of such a problem (in otherwise
complete Brownian settings with a corresponding unique risk-neutral measure), is performed
in [18] and later in [16]. The nonnegative decreasing processes (that parametrize the dynamic
incompleteness mentioned above) play an important role in the characterizations of optimal
investment and consumption plans. The analysis in [18] and [16] is connected with optimal
stopping techniques from [22].

Incomplete markets with no-borrowing constraints have been analyzed only in specific
Markovian models in [14] and [13] based on partial differential equations techniques. The
goal of the present paper is to study the problem of consumption and investment with no-
borrowing constraints in general (so, non-Markovian) incomplete models. This leads to hav-
ing, simultaneously, two layers of incompleteness. One comes from the many martingale
measures, the other from a similar class of nondecreasing processes (as above) that describe
the dynamic incompleteness. We refer to [28] for the examples of market incompleteness in
finance and macroeconomics.
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In contrast to [18] and [16], our model not only allows for incompleteness, but also for
jumps. Mathematically, this means we choose to work in a general semimartingale frame-
work. As in [18] and [16], our approach is based on duality. One of the principal difficulties
is in the construction of the dual feasible set and the dual value function. It is well known that
the martingale measures drive the dual domain in many problems of mathematical finance.
On the other hand, the convexification of constraints leads to the decreasing processes as the
central dual object as well. We show that the dual elements in the incomplete case can be
approximated by products of the densities of martingale measures and such nonnegative de-
creasing processes. This is one of the primary results of this work (see Section 5) that leads
to the complementary slackness characterization of optimal wealth in Section 6, where it is
shown that the approximating sequence for the dual minimizer leads to a nonincreasing pro-
cess, which decreases at most when the constraints are attained. In turn, the dual minimizer
can be written as a product of such a nondecreasing process and an optional strong super-
martingale deflator. In the case of complete Brownian markets, a similar result is proved in
[18] and [16].

In order to implement the approach, we increase the dimensionality of the problem and
treat as arguments of the indirect utility not only the initial wealth, but also the function
that specifies the number of units of labor income (or the stream of liabilities) at any later
time. This parametrization has the spirit of [19], however, unlike [19], we go into (infinite-
dimensional) nonreflexive spaces, which gives both novelty and technical difficulties to our
analysis. Also, our formulation permits to price by marginal rate of substitution the whole
labor income process. This is done through the subdifferentiability results in Section 4. Note
that the subdifferential elements (prices) are time-dependent, so infinite-dimensional, unlike
in [19].

Another contribution of the paper lies in the unified framework of admissibility outlined
in Section 2. More precisely, we assume that no-borrowing constraints are imposed starting
from some prespecified stopping time and hold up to the terminal time horizon. This frame-
work allows us to treat in one formulation both the problem of no-borrowing constraints at
all times (described above) and the one where borrowing against the future income is permit-
ted with a constraint only at the end. The latter is well studied in the literature; see [7, 19,
24, 37] and [32]. In such a formulation, the constraints reduce to a single inequality and the
decreasing processes in the dual feasible set become constants.

Among the many possibilities of constraints, [6] considers the problem of investment and
consumption with labor income and no-borrowing constraints in Brownian market, even al-
lowing for incompleteness. The dual problem cannot be solved directly (in part because for
these constraints the dual space considered is too small) but the primal can be solved with
direct methods. An approximate dual sequence can then be recovered from the primal. We
generalize [18] and [16] (complete Brownian markets) and [6] (possibly incomplete Brown-
ian markets) to the case of general semi-martingale incomplete markets. Our dual approach
allows us, at the same time to obtain a dual characterization (complementary slackness) of the
optimal consumption plan (not present in [6]), similar to the complete case in [18] and [16]
and the possibility to study the dependence on labor income streams, through the parametriza-
tion of such streams.

Embedding path dependent problems into the convex duality framework have been ana-
lyzed in [29, 36], [30], Section 3.3, whereas without duality but with random endowment it is
considered in [34], in the abstract singular control setting the duality approach is investigated
in [1]. Our embedding does not require any condition on labor income replicability, which
becomes highly technical in the presence of extra admissibility constraints. Even in the case
where the only constraint is imposed at maturity, in this part our approach differs from the
one in [19], where nonreplicability of the endowment (in the appropriate sense) is used in the
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proofs as it ensures that the effective domain of the dual problem has the same dimensional-
ity as the primal domain. Note that even if the labor income is spanned by the same sources
of randomness as the stocks, the idea of replicating the labor income and then reducing the
problem to the one without it, does not necessarily work under the borrowing constraints; see
the discussion in [18], pages 671-673.

Some of the more specific technical contributions of this paper can be summarized as
follows:

e We analyze the boundary behavior of the value functions. Note that the value functions
are defined over infinite-dimensional spaces.

e The finiteness of the indirect utilities without labor income is imposed only, as a necessary
and sufficient condition that allows for the standard conclusions of the utility maximization
theory; see [31].

e We show existence-uniqueness results for the unbounded labor income both from above
and below.

e We observe that the “Snell envelope proposition” ([27], Proposition 4.3) can be extended
to the envelope over all stopping times that exceed a given initial stopping time 6.

e We represent the dual value function in terms of uniformly integrable densities of mar-
tingale measures, that is, the densities of martingale measures under which the maximal
wealth process of a self-financing portfolio that superreplicates the labor income, is a uni-
formly integrable martingale; see Lemma 3.11 below.

Organization of the paper. In Section 2, we specify the model. We state and prove exis-
tence, uniqueness, semicontinuity and biconjugacy results in Section 3, subdifferentiability is
proven in Section 4. Structure of the dual domain is analyzed in Section 5 and complimentary
slackness is established in Section 6.

2. Model. We consider a financial market model with finite time horizon [0, T] and a
zero interest rate. The price process S = (S")fl:1 of the stocks is assumed to be a semimartin-
gale on a complete stochastic basis (2, F, (F;):ef0,7], P), where Fy is trivial.

Let (e)s¢[0,1) be an optional process that specifies the labor income rate, which is assumed
to follow a certain stochastic clock, that we specify below. Both processes S and e are given
exogenously.

We define a stochastic clock as a nondecreasing, cadlag, adapted process such that

2.1 ko =0, Plkr >0]>0 and «kr <A

for some finite constant A. We note that the stochastic clock allows to include multiple stan-
dard formulations of the utility maximization problem in one formulation; see, for example,
[31], Examples 2.5-2.9. Let us define

(2.2) K :=El[xs], tel0,T]

REMARK 2.1. The function K defined in (2.2) is right continuous with left limits and
takes values in [0, A].

We assume the income and consumption are given in terms of the clock «. Define a port-
folio IT as a quadruple (x, g, H, c¢), where the constant x is the initial value of the portfolio,
the function ¢ : [0, T] — R is a bounded and Borel measurable function, which specifies the
amount of labor income rate, H = (Hi)f: | 1s a predictable S-integrable process that corre-
sponds to the amount of each stock in the portfolio, and ¢ = (¢;)s¢[0,7] is the consumption
rate, which we assume to be optional and nonnegative.
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The wealth process V = (V;):c[0,1] generated by the portfolio is

t t
w=x+f0 Hsdss+/0(qses—cs)dxs, 1 €10, 7).

A portfolio IT with ¢ =0 and g = 0 is called self-financing. The collection of nonnegative
wealth processes generated by self-financing portfolios with initial value x > 0 is denoted by
X (x), that is,

t
X(x):= {XZO:X,zx—i—/ HstS,te[O,T]}, x>0.
0

A probability measure QQ is an equivalent local martingale measure if QQ is equivalent to [P
and every X € X' (1) is a local martingale under Q. We denote the family of equivalent local
martingale measures by M and assume that

(2.3) M#o.

This condition is equivalent to the absence of arbitrage opportunities in the market; see [9,
11] as well as [23] for the exact statements and further references.

To rule out doubling strategies in the presence of random endowment, we need to impose
additional restrictions. Following [10], we say that a nonnegative process in X (x) is maximal
if its terminal value cannot be dominated by that of any other process in X' (x). As in [10],
we define an acceptable process to be a process of the form X = X’ — X”, where X' is a
nonnegative wealth process generated by a self-financing portfolio and X" is maximal.

Our unified framework of admissibility is given by a fixed stopping time 6. The no-
borrowing constraints will hold starting at this stopping time until the end. Let ® be the
set of stopping times that are greater or equal than 6.

LEMMA 2.2. Let ql and q2 be bounded, Borel measurable funct{ons on [0, T], such
that ¢" = 2, dK -a.e. Then the cumulative labor income processes Jodiesdks, i =1,2, are
indistinguishable.

The proof of this lemma is given in Section 3.1. Following [19], we denote by X (x, g) the
set of acceptable processes with initial values x, that dominate the labor income on ®:

X(x,q):= {acceptable X :Xo=x and

T
X: —i—/ gses dig > 0,P-as. for every T € ®}.
0

Let us set
K:={(x,q): X(x,q) # o}.

Let K denote the interior or K in the R x L.°(dK)-norm topology. We characterize K in
Lemma 3.2 below that in particular asserts that under Assumption 2.5, IC # &.
The set of admissible consumptions is defined as

Ax,q) = {optional ¢ > 0 : there exists X € X (x, g), such that

T T
/ csd/cst,—l—f gsesdig, forevery 1 € ®¢, (x,q) € K.
0 0

Note that ¢ = 0 belongs to A(x, g) for every (x, q) € K.
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REMARK 2.3. The no-borrowing constraints can also be written as

t t
]P’(/ csd/csfxt—i—/ qsesd/cs,foreveryeoftfT):l.
0 0

We write the constraints in terms of stopping times 7 € ® as we use the stopping times 7 € ©
(and the corresponding decreasing processes that jump from one to zero at these times) as the
building blocks of our analysis.
REMARK 2.4. It follows from Lemma 2.2, for every x € R, we have
X(g") = X(r.q?) and Alx.q") = A(x.q).

where some of these sets might be empty
Hereafter, we shall impose the following conditions on the endowment process.

ASSUMPTION 2.5. There exists a maximal wealth process X’ such that
X; > |es|, foreveryre[0,T], P-as.

Moreover, Assumption 2.5 and (2.3) imply that all the assertions of Lemma 3.2 hold.

REMARK 2.6. If 6y = {T'}, then Assumption 2.5 is equivalent to the assumptions on
endowment in [19] (for the case of one-dimensional random endowment).

The preferences of an economic agent are modeled with a utility stochastic field U =
U(t,w,x):[0,T] x 2 x [0,00) > R U {—o0}. We assume that U satisfies the conditions
below.

ASSUMPTION 2.7. Forevery (¢, w) € [0, T] x L, the function x — U (¢, w, x) is strictly
concave, increasing, continuously differentiable on (0, co) and satisfies the Inada conditions:

limU'(t,w,x) =00 and lim U'(t,w,x) =0,
x40 X—>00

where U’ denotes the partial derivative with respect to the third argument. At x =0 we
suppose, by continuity, U (¢, , 0) =lim, o U (¢, ®, x), which may be —oo. For every x > 0,
the stochastic process U (-, -, x) is optional. Below, following the standard convention, we
will not write w in U.

The agent can control investment and consumption. The goal is to maximize expected
utility. The value function u is defined as

T
2.4) u(x,q):= sup ]E[/ U, c,)dK,:|, (x,q) e K.
ceA(x,q) 0

In (2.4), we use the convention

T T
E[/(; U, c,)dlc,} = —00 ifE[/o U_(t,c,)d/c,} = 0.

Here and below, W~ and W denote the negative and positive parts of a stochastic field W,
respectively.

We employ duality techniques to obtain the standard conclusions of the utility maximiza-
tion theory. We first define the convex conjugate stochastic field

(2.5) V(t,y):= su[())(U(t, x)—xy), (t,y)€[0,T]x [0, 00),
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and then observe that —V satisfies Assumption 2.7. In order to construct the feasible set of
the dual problem, we define the set £ as the polar cone of —X:

T
(2.6) L:= {(y,r) eR x L'(dK) :xy—i—/ qsts dKg > 0 for every (x, q) G/C}.
0

REMARK 2.8. Under the conditions (2.1), (2.3) and Assumption 2.5, the set L is
nonempty. By definition, it is closed in R x L.! (dK)-normand o (RxL! (dK), R xL*®(dK))
topologies. Also, as shown later, the set £ = (— K)?, that is, the polar of K.

By Z, we denote the set of cadlag densities of equivalent local martingale measures:
dQy '
2.7 Z = {cadlag Qe M.
dP; ) 0.

Let us denote by LY = .°(dk x P) the linear space of (equivalence classes of) real-valued
optional processes on the stochastic basis (€2, F, (F;):efo0.7], P) which we equip with the

topology of convergence in measure (dx x P). For each y > 0, we define
28 Y(y) :=cl{Y : Y is cadlag adapted and
' 0<Y <yZ(dk x P) a.e. for some Z € Z},

where the closure is taken in .. Now we are ready to set the domain of the dual problem:

Y(y,r):= {Y :Y € Y(y) and

T T
2.9) E[/ chsdxs}sxw f gsrs K,
0 0

for every (x,g) € K and ¢ € A(x, q)}.

Note that the definition (2.9) requires that every element of V(y, r) is in Y (y), y > 0. Also,
forevery (y,r) € L, Y(y,r) # @, since 0 € Y(y, ).
We can now state the dual optimization problem:

T
(2.10) v(y,r):= inf E[[ Vi, Y,)d/{,], (y,r) €L,
YeY(y,r) 0

where we use the convention:

T T
ELL VO,E)dQ}:z&) EEEA V*U,E)dm}:

v(y,r):=00 for(y,r)eRxL'(dK)\ L and
u(x,q):=—oo for(x,q) eRxL¥WK)\K.

With this definition, it will be shown below in Theorem 3.1 that u < oo and v > —oo every-
where, so u and v are proper functions in the language of convex analysis. Let us recall that
in the absence of random endowment, the dual value function is defined as

Also, we set

2.11)

T
w = inf IE[/ VY szi|, >0,
) ot EL (t, Yy) y

whereas the primal value function is given by

(2.12) wx):=ulx,0), x>0.
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3. Existence, uniqueness and biconjugacy.

THEOREM 3.1. Let (2.1) and (2.3), Assumptions 2.5 and 2.7 hold true and
3.1) w(x) >—00 foreveryx >0 and w(y)<oo foreveryy>0.

Then we have:

(1) u is finite-valued on K and u < oo on R x L°(dK). The dual value function v
satisfies v > —o0 on R x LY(dK), and the set {v < 00} is a nonempty convex subset of L,
whose closure in R x LY (dK) equals to L.

(i1) u is concave, proper and upper semicontinuous with respect to the norm-topology of
R x L®(dK) and the weak-star topology o (R x L®(dK), R x L1 (dK)). For every (x, q) €
{u > —o0}, there exists a unique solution to (2.4). Likewise, v is convex, proper, and lower
semicontinuous with respect to the norm-topology of R x L1 (dK) and the the weak topology
ocR x LI(dK),R x L®(dK)). For every (y, r) € {v < 00}, there exists a unique solution to
(2.10).

(ii1) The functions u and v satisfy the biconjugacy relations

T
u(x,q)= inf (v(y,r)—i—xy-i—/ rsqdes>, (x,q9) €K,
(y,r)el 0

T
v(y,r)= sup (u(x,q)—xy—/ rsqdes>, (y,r)eL.
(x,q)ek 0

LEMMA 3.2. Let (2.3) and Assumption 2.5 hold. Then we have:
(1) for every x > 0, (x,0) belongs to K (in particular, K #+ 0),
(i1) for every g € L®°(dK), there exists x > 0 such that (x,q) € K,
(i) supgen EQLSy les] diy] < oo,
(iv) there exists a nonnegative maximal wealth process X", such that
T
X% > /(; les|drs, P-a.s.,

(V) there exists a nonnegative maximal wealth process X", such that

1t
X/ 2/ les|dks, tel0,T],P-a.s.
0

PROOF. First, via [21] and (2.1), Proposition 1.4.49, we get

T T T
/ les| dis S/ X; dkg = _/ Ks— dX; + KTX/T
0 0 0

T T
< —f ks—dX. + AX}; = AX| +/ (A —ks—)dX,.
0 0
Therefore, the exists a self-financing wealth process X, such that
T -
| et < X
0

Consequently, [10], Theorem 2.3, asserts the existence of a nonnegative maximal process X",
such that

T
/0 les| dics < XU,
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that is, (iv) holds. Therefore, (iii) is valid as well, by [11], Theorem 5.12.
Relation (iv) and (2.3) imply (v). To prove (i) and (ii), without loss of generality, we will
suppose that in (v), X (/)’ >0.Letg € L°*°(dK) and & > 0 be fixed. Let us define

x(q) := (IgllLe@x) +2¢) Xg.
We claim that (x(g), q) € K. Let us consider arbitrary

(3.2) | <eand g’ € LXWK) g [poog) <&
and set
(3.3) X; = (lglliewx) +2¢ +x)X/, 1€[0,T].

Then, by item (v), we have

t
> (Igllie@r) + €)X = (Iglliows) +¢) fo les] dics

t
_/(; (q‘v +CI;)|6’s|sz-

We deduce that X € X'((||g lLe@k) + 28 +x") Xy, g +¢'). In particular,
X((lgllowr) + 26 +x')Xg. g +q) # 2.

As x" and ¢’ are arbitrary elements satisfying (3.2), we deduce that (x(q), ¢) € K. This proves
(ii).

In order to show (i), first we observe that X is a convex cone. Therefore, it suffices to prove
that, for a given ¢ > 0, we have
(3.4) (2¢X(,0) e K.
Again, let us consider x” and ¢’ satisfying (3.2) and X satisfying (3.3) for ¢ = 0. Then for
every t € [0, T], we have

XIZEX;/ES/ les| dis = — /qslealdm

Thus, X' ((2¢ 4+ x")X{, q") # @. Consequently, as x” and ¢’ are arbitrary elements satisfying
(3.2), (3.4) holds and so is (i). This completes the proof of the lemma. [J

REMARK 3.3. A close look at the proofs shows that the conclusions of Theorem 3.1
also hold if instead of Assumption 2.5, we impose any of the equivalent assertions (iii)—(v)

of Lemma 3.2.

3.1. Characterization of the primal and dual domains. The polar, A°, of a nonempty
subset A of R x L®(dK), is the subset of R x L!(dK), defined by

T
= {(y,r) eR xL'(dK): xy +/ qsrs dKs <1, forevery (x,q) € A}.
0
The polar of a subset of R x L' (dK) is defined similarly.

PROPOSITION 3.4. Under Assumption 2.5 and conditions (2.1) and (2.3), we have:

(i) Let (x,q) € R x L*®°(dK). Then c € A(x, q) (thus, A(x,q) # @ so (x,q) € K) if and
only if

T T
E[/ cs Yy d/(s} <xy —i—/ qsrsdKs forevery (y,r) € LandY € Y(y,r).
0 0
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(ii) Likewise, for (y,r) € R x LY(dK) we have (y,r)eLandY € Y(y,r) if and only if
T T
E|:/ cs Yy dl(si| <xy+ / qsrsdKg  forevery (x,q) € K and c € A(x, q).
0 0

We also have K = (—=L)° =cl IOC, where the closure is taken both in norm R x LY (dK) and
o(R x L®(dK),R x L1(dK)) topologies.

REMARK 3.5. It follows from Proposition 3.4 that for every (x, ¢) € K, A(x,q) # @ as
0 € A(x, q). Likewise, for every (y,r) € L, Y(y,r) # @ as 0 € Y(y, r). Moreover, for every
(x,q) € I&, each of the sets A(x, ¢) and U(y,r)eﬁ:xy+f0T regsdKs<1 Y(y, r) contain a strictly
positive element; see Lemma 3.14 below.

The proof of Proposition 3.4 will be given via several lemmas. Let

M’ be the set of equivalent local martingale measures, under which

X" (from Lemma 3.2, item (v)) is a uniformly integrable martingale.

Note that by [10], Theorem 5.2, M’ is a nonempty, convex subset of M, which is also dense
in M in the total variation norm.

REMARK 3.6. Even though the results in [10] are obtained under the condition that §
is a locally bounded process, they also hold without local boundedness assumption; see the
discussion in [20], Remark 3.4.

Let Z’ denote the set of the corresponding cadlag densities, that is,

d
(3.5) z = {cédlég Z:7, = E[d% ‘]—"t}, tel0,T],Qe M/}.
We also set
(3.6) Y= {l10.(t),1 €[0,T]: T € O}

LEMMA 3.7. Let the conditions of Proposition 3.4 hold, Q € M', Z = Z? be the corre-
sponding element of Z', and A € Y. Then there exists r € L' (dK), uniquely defined by

t t
3.7 f rsdKg :E[] AsZges d/cs], tel0,T],
0 0

such that (1,r) € Land ZA = (Z; A¢)iejo,11 € V(1,1).
PROOF. Let (x,q) € K and ¢ € A(x, q). Then there exists X € X'(x, g), such that
(3.8) /Or codry < X; + /(;r gsesdks forevery T € ©.
In particular, (3.8) holds for the particular 7, such that A; = 1j9 1(¢), t € [0, T']. Let G, :=
Jo(gses)Tdky, t € [0, T1, where (-)T denotes the positive part. By [33], Theorem II1.29,

page 128, fé Gs_dZg, t €0, T], is a local martingale, so let (0,),en be its localizing se-
quence. Then by the monotone convergence theorem, integration by parts formula, and the
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optional sampling theorem, we get

T
E[/() Zs (qS€S)+AS sz]

op AT
= lim IE[/ Zs dG]

— 1im E[Zo,p:Goy ne] — lim E[ /
n—0o0 n—oo 0

O AT

G.-dz,]

= 1im E[Zo,r:Goynr]l = lim EQ[G,nr ] =EY[G,],
n—o00o n—00

where in the last equality we used the monotone convergence theorem again. Here, finiteness
of EQ[G.] = EQ[ 7 (gses) T di] follows from Assumption 2.5 via Lemma 3.2, part (iii). In
a similar manner, we can show that

T T
— _ Q —
E|:/0 (gses) Zs Ay d/cs} =K |:/0 (gses) d/csi| < 00,

T T
E[/ csZg Ny d/cs} =EQ [/ Cs d/cs] < 0.
0 0

[19], Lemma 4, applies here and asserts that X in (3.8) is a supermartingale under Q. There-
fore, from (3.8), using (3.9) and (3.10), and taking expectation under QQ, we get

(3.10)

T T
(3.11) E[/ csAsstKs}fx—i-E[/ qsesZsAdes].
0 0
Let us define
t
R, :=E[ [ 85z dxs], 1 €10.7].
0

Using the monotone class theorem, we obtain

T T
(3.12) IE[/ gsesZg A d/cs:| =/ gsdR; forevery g € L°(dK).
0 0

We claim that d R is absolutely continuous with respect to d K . First, using the w — A theorem,
one can show that for every Borel-measurable subset A of [0, T'], we have

T T
K(A):E[/O lA(t)d/ct:| and R(A):E[/(; lA(t)AtZ,e,dK,:|.

Thus, if for some A, K (A) =0, then fOT 14(t)dk; =0a.s. and K,A = fé 14(s)dkg, t €0, T],
satisfies Kf‘ =0a.s. and fOT ANt Z e d/ctA = fOT A Ze14(1)di; =0 as.

As dR is absolutely continuous with respect to dK, there exists a unique r € L' (dK),
such that (3.7) holds. Since the left-hand side in (3.11) is nonnegative and since (x, g) is an
arbitrary element of C, we deduce from the definition of £, (2.6), that (1, r) € L. Finally, it
follows from (3.11) and (3.12) that ZA € Y (1, r). This completes the proof of the lemma.

O

REMARK 3.8. The natural convexification of the set T consists of nonnegative left-
continuous decreasing and adapted processes D such that Dy, = 1. In the context of utility-
maximization constraints (and for 6y = 0), this follows from [18] and [16]. We investi-
gate convexification of the constraints in the later Sections 5 and 6, where we will extend
Lemma 3.7 to a more general set of decreasing processes than A that drives the dual domain
and that allows for the multiplicative decomposition of the dual minimizer.
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COROLLARY 3.9. Let the conditions of Proposition 3.4 hold, Q € M’, Z be the cddldg
modification of the density process E[% |F:1, t € [0, T. Then there exists r € L' (dK), such
that Z € Y(1,r), where

t t
/ rdes=IE|:/ Zsesd/cs], tel0,T],
0 0

and (1,r) € L.

PROOF OF LEMMA 2.2. Letus fix Q € M’ and let Z € Z’ be the corresponding density
process. As in Lemma 3.7, we can show that there exists » € L' (dK), such that for every
bounded and Borel measurable function g on [0, 7] we have

t t
(3.13) /qsrdes=EU qszs|es|dxs], te[0, 7],
0 0

Let g :=|g' —¢?|, thenas § =0, dK -a.e., we get

T T
E[/ Gsles|Zs dxs} :/ GoredK =0,
0 0

Therefore, using integration by parts and via (3.13), we obtain

T T T
0= / ésrde=EU qszs|es|dK.V}:E@[/ qs|es|d:<s].
0 0 0

Consequently, fOT gsles|dis = 0, Q-a.s., and by the equivalence of Q and P, also P-a.s. As,
by construction fot gsles|dks =0, t € [0, T], is a nonnegative and nondecreasing process,
whose terminal value is 0, [P-a.s.; we conclude that it is indistinguishable from the 0-valued
process. The assertions of the lemma follows. [J

LEMMA 3.10. Let the conditions of Proposition 3.4 hold, (x, q) € K, and c is a nonneg-
ative optional process. Then ¢ € A(x, q) if and only if

T T T

(3.14) E[/ CsAsstKs] §x+]E|:/ qsesAsstKsi| :x—l—/ qsrsdKg,
0 0 0

forevery Z € Z' and A € Y, where r is given by (3.7).

PROOF. Letc € A(x, q). Thenforevery Z € Z'and A € T, the validity of (3.14) follows
from the definition of A(x, ¢), integration by parts formula and supermartingale property of
every X € X (x, ¢) under every Q € M’, which in turn follows from [19], Lemma 4.

Conversely, let (3.14) holds for every Z € Z’ and A € Y. Then we have

T
(3.15) E[/ (cs — qses)Zs N dlcs} <x,
0

which, in view of the definition of T in (3.6), localization and integration by parts, implies
that

T
sup E@[ f (cs — qses)d/cs] <x.
QeM’,1e® 0

For X” given by Lemma 3.2, item (v), let us denote

t
(3.16) i = i@ X! + /0 (cs — gse) dics, 1 €[0,T1.
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It follows from Assumption 2.5 and item (v) of Lemma 3.2 that f is a nonnegative process.
We observe that the proof of [27], Proposition 4.3, goes through, if we only take stopping
times in ® and measures in M. This proposition allows to conclude that there exists a non-
negative cadlag process V, such that

(3.17) Vi= esssup EQf|F] te€[0,T],
1€0:1>1,QeM’

which is a supermartingale for every Q € M’. Therefore, by the density of M’ in M in the
norm topology of ! (P) and Fatou’s lemma, V is a supermartingale under every Q € M.
Moreover, V| satisfies

Vo <x + llgllLewx) X

by (3.17), (3.15), and by following the argument in the proof of Lemma 3.7.

We would like to apply the optional decomposition theorem of Félmer and Kramkov, [17],
Theorem 3.1. For this, we need to show that V is a local supermartingale under every Q, such
that every X € X' (1) is a (Q-local supermartingale. However, M is dense in the set of such
measures in the norm topology of ! (P), by the results of Delbaen and Schachermayer; see
[11], Proposition 4.7. Therefore, the supermartingale property of V under every such Q fol-
lows from Fatou’s lemma and supermartingale property of V under every Q € M established
above. Therefore, by [17], Theorem 3.1, we get

Vt:VO+H'S[—A;, Z'G[O,T],

where A is a nonnegative increasing process that starts at (. Subtracting the constant
gl @x) X, from both sides of (3.16), we get

T
fo (cs — gses) dics = fe — IqllLow@rr Xe < Ve — gl X

=Vo—llqllLewxyXo + H St — A <x+H-S;, 1€0O,

where x + H - S is acceptable, since V is nonnegative. Consequently, ¢ € A(x, g). This
completes the proof of the lemma. [J

PROOF OF PROPOSITION 3.4. The assertions of item (i) follow from Lemma 3.10. It
remains to show that the affirmations of item (ii) hold. Fix a (y,r) € L. If Y € Y (y, r), (i)
follows from the definition of ) (y, r). Conversely, if (ii) holds for a nonnegative process Y,
then since (x, 0) € K for every x > 0, we have

T 1
E|:f CSYSdKSi| <1 foreveryceA(—,O).
0 y

Via [31], Proposition 4.4, we deduce that Y € Y(y) and is such that (ii) holds. Therefore,
Y eY(y, r).o

We have IC # &, where the interior is taken with respect to the norm-topology. According
to Proposition 3.4(i), we have also KC = (—L)°. The set K, as the polar of L, is convex and
closed both in (strong) R x L>®°(dK) and o (R x L®(dK), R x L' (dK)) topologies. Having
nonempty strong interior, we obtain K = cl K where the closure is in the strong-topology.
Since K is also closed in the weaker o (R x L®(dK), R x L1 (dK)) topology, we obtain that

K=(-£)°=clK,

where the closure is taken in both topologies. [J
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3.2. Preliminary properties of the value functions, in particular finiteness. Let L(_)F be the
positive orthant of LO. The polar of aset A C L9r is defined as

T
A = {c € Lg :E[/O ¢ Yy d/cs} <1,forevery Y € A}.
We recall that the sets Z and Z’ are defined in (2.7) and (3.5), respectively.

LEMMA 3.11. Under the conditions of Theorem 3.1, we have

(3.18) (27 =Y1)
and
~ . T
(3.19) w(y):;ngg/IE[/O V(t,yYS)dKS] <00, y>0.

PROOF. It follows from [10], Theorem 5.2, that Z’ is dense in Z in LY. It follows from
Fatou’s lemma that

(2')° = 2°.

Therefore, [31], Lemma 4.2 and Proposition 4.4, imply (3.18).

One can show that Z’ is closed under countable convex combinations, where the martin-
gale property follows from the monotone convergence theorem and the cadlag structure of the
limit is guaranteed by [12], Theorem VI.18; see also [26], Proposition 5.1, for more details
in similar settings. Now, (3.19) follows (up to a notational change) from [31], Theorem 3.3.
This completes the proof of the lemma. [

LEMMA 3.12. Under the conditions of Theorem 3.1, for every (x,q) € K and (y,r) € L,
we have

T
u(x,q) <v(y,r)+xy +f0 reqs dK.

PROOF. Fix an arbitrary (x,q) € clKC, c € A(x,q) as well as (y,r) e L, Y € Y(y,r).
Using Proposition 3.4 and (2.5), we get

T T T
E[f U(t,cs)d/cs] 51[*1[] U(t,cs)d/cs] +xy+/ rsqs dKs
0 0 0

T
— E[[ cs Yy dKSj|
0

T T
§E|:/ V(IaYs)sz] +x))+/ rsqs dKy.
0 0

This implies the assertion of the lemma. [

For every (x, ¢) in I, we define

T
B(x,q):z{(y,r)eﬁrxwr/ rsqdessl},
(3.20) 0
Dix,q):= |J Y0u.n.

(y,r)eB(x,q)

The subsequent lemma established boundedness of B(x, g) for (x, g) in KinR x L! (dK).
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LEMMA 3.13. Under the conditions of Theorem 3.1, for every (x,q) € K, B(x, q) is
bounded in R x L' (dK).

PrROOF. Fixan (x,q) € K. Then there exists & > 0, such that for every
(3.21) IX'|<e and [q'|p~ =<e,
we have (x +x’, g + ¢') € K. Let us fix an arbitrary (y, r) € B(x, ¢). Then for every (x’, ¢')
satisfying (3.21), by the definitions of £ and B(x, ¢), respectively, we get

T T
xy_i_f() quSdKS+x/y+/(; Q;rdesZO,

T
xy+/ qsrsdKg <1,
0

which implies that

T T
(3.22) —x'y—/o q.rs dK §xy+/0 gsrsdKy < 1.

Taking
x'=—¢ and ¢’ =0,

we deduce from (3.22) that y < % Also, by the definition of £ and Lemma 3.2, item (i),
y > 0. In turn, setting

x'=0 and ¢ =-—clyso +elp<o),
we obtain from (3.22) that ||r||;1 < é This completes the proof of the lemma. [
I;EMMA 3.14. Let the conditions of Theorem 3.1 hold and (x, q) be an arbitrary element
of K. Then we have:

(1) A(x, q) contains a strictly positive process.
(i) The constant y(x, q) given by

1
x| + llgllLe k) supgens EQLSy les|dics]’

(3.23) y(x,q) =

takes values in (0, 00) and satisfies
(3.24) J(x,q)Z' S D(x,q).

In particular, for every z > 0, zD(x, q) contains a strictly positive process Y such that
T
(3.25) E[/ Vs, Ys)d/cs] < 00.
0

PROOF. In order to show (i), we observe that the existence of a positive process in
A(x, g) follows from the fact that (x — 8, g) € K for a sufficiently small §. Now the constant-
valued consumption §/A > 0, where A is the constant that dominates the terminal value of
the stochastic clock « in (2.1), is in A(x, g).

In order to prove (ii), let us consider y(x, g) given by (3.23). It follows from Lemma 3.2,
item (iii), that y(x, g) € (0, 00). For this y(x, ¢g), using Corollary 3.9, one can show (3.24).
This and Lemma 3.11 (note that finiteness of w follows directly from (3.1)) imply that for
every z > 0, there exists a positive Y € zD(x, q), such that (3.25) holds. U
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LEMMA 3.15. Under the conditions of Theorem 3.1, for every (x, q) € K we have
—00 < u(x,q) < oo.

andu < oo on R x L*(dK).

PROOF. Let us fix an arbitrary (x, g) € K. Since K is an open convex cone, there exists
A€ (0,1), (x1,91) € K, and x > 0, such that

(x,q) =A(x1,q1) + (1 = 2)(x2,0).
Note that (xp,0) € K by Lemma 3.2. By (3.1), there ¢ € A(x3, 0), such that
T
(3.26) IE[/ Ult, (1 — )\)ct)d/c,} > —00.
0

As A(x1, q1) # D (see Remark 3.5), there exists ¢ € A(x1, q1). As U(t, -) is nondecreasing,
we get

u(x,q) ZE[/OT U(t, ¢+ (1 —)\)C;)thi|

> E[/OT Ul(t, (1 —Acy) d/{,] > —00,

where the last inequality follows from (3.26). This implies finiteness of u on K from below.
In order to show finiteness from above, let us fix a process ¢ € A(x, g), such that

T
E|:/(; U, c,)d/c,] > —00.

By Lemma 3.11, there exists Y € Z’, such that

T
(3.27) E|:/ Vi, Yt)d/q] < 00.
0

It follows from Lemma 3.7 that Y € Y(1, p) for some (1, p) € L. Therefore, by Proposi-
tion 3.4, we get

T T T
E[/ U(s,cs)d/cs}fE[/ U(s,cs)dlcs}-i-x—i-/ pegs dK,s
0 0 0
T
(3.28) —EU chsdxs}
0

T T
< E[/O Vs, Y»dm] b +/0 psgs dKs.

As Y satisfies (3.27), we conclude that u(x, g) < co. Moreover, for (x, g) € IC, as A(x, q) #
& by Remark 3.5, every ¢ € A(x, q) satisfies (3.28) (with the same Y). This implies that
u < oo on K and, therefore, by (2.11), on R x LL°°(dK). This completes the proof of the
lemma. [J

We recall that, for every (x, q) € I, D(x, q) is defined in (3.20). Let ¢/D(x, q) denote
the closure of D(x, ¢) in L%(dk x P). The following lemma proves a delicate point that, for
(x,q) € K, by passing from D(x, g) to c/D(x, q), we do not change the auxiliary dual value
function.
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LEMMA 3.16. Let the conditions of Theorem 3.1 hold and (x, q) € K. Then, for every
z > 0, we have

T

—00 < inf E[/ V(s,zYs)d/cs}
YeclD(x,q) 0

(3.29)

T
= inf E[/ V (s, zYs)d/q} < 00.
YeD(x,q) 0

PROOF. Finiteness from above follows from Lemma 3.14. To show finiteness of both
infima in (3.29) from below, by Lemma 3.15 we deduce the existence of ¢ € A(x, ¢g), such
that

(3.30) EUOT U(s,cs)d/cs] > —00.

LetY eclD(x,q) and let Y" € Y(y",r"), n > 1, be a sequence in D(x, ¢) that converges to
Y in LO(dk x P). By Fatou’s lemma, Proposition 3.4 and the definition of the set B(x, ¢) in
(3.20), we get

T T
E[/ Yic, d/cs] < liminfE[/ Yicq d/cs]
0 n— oo 0

T
< sup(xy” +/0 riqs dKS) <1.

n>1

Therefore, we obtain

T T T
E[/O U(s,cs)dxs}fE[/o U(s,cs)dlcs]—f—l—E[/O YsCdesi|

T
< IE[] Vs, Ys)d/csi| +1,
0

which together with (3.30) implies finiteness of both infima in (3.29) from below.
Let us show equality of two infima in (3.29). It follows from Lemma 3.14 that for every
z > 0 there exists a process Y € zD(x, q), such that

E[/(;T V (s, Ys)d/cs] < 0Q.

Let us fix z > 0 and let Y e clD(x, g). Also, let (Y"),en be a sequence in D(x, g) that
converges to Y (dk x P)-a.e. Let us fix § > 0, then by Lemma 3.11, there exists Z' € Z’,
such that

T
E[/O V(t,8y(x,q)Z)) d/ct] < 00,

where y(x, ¢g) is defined in (3.23). Note that y(x, g)Z’ € D(x, g) by Lemma 3.14 (see (3.24)).
Therefore, using Fatou’s lemma and monotonicity of V in the spatial variable, we obtain

inf EUOT V(. (z+ (S)Ys)d/cs:|

YeD(x,q)

T
< limsupE[f V(t,zY]! + 8y (x, q)Z;)d/cs}
0

n—oo

T _
§E[/ V(t,zYv—l-Sy(x,q)Z;)d/cs]
0

T
SE[/O V(t,z?s)d/cs].
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Taking the infimum over Y € clD(x, y), we deduce that
T T
(3.31) inf IE[/ Vi, (z +(S)Ys)szi| < inf E|:/ Vi, ZYS)dKS:|.
YeD(x,q) 0 YeclD(x,y) 0

Let us consider
T
= inf E V(t,zYs) dkg |, 0.
b= inf [/O (t.2Y) Ks] ¢>

By the first part of the proof (finiteness of both infima), ¢ is finite-valued on (0, co). Con-
vexity of V in the spatial variable implies that ¢ is also convex. Therefore, ¢ is continuous.
As (3.31) holds for every § > 0, by taking the limit as § | 0 in (3.31), we conclude that both
infima in (3.29) are equal. This completes the proof of the lemma. [

Let us define
(3.32) E:={.reLl: vy, r) <o}

LEMMA 3.17. Under the conditions of Theorem 3.1, for every (y, r) € L, we have
v(y,r) > —oo.

Therefore, v > —oo on R x LY(dK). The set £ is a nonempty convex subset of L, whose
closure in R x LY (dK) equals to L, and such that

(3.33) E=[Jxre.

A>1

PROOF. Let us fix (y,r) € L, then finiteness of v(y, r) from below follows from (3.1)
and Lemma 3.12. To establish the properties of £, we observe that the convexity of £ and
(3.33) follow from convexity and monotonicity of V, respectively.

In remains to show that the closure of £ in R x L!(dK) contains the origin. In (3.20), let
us consider (x, g) = (1, 0) € K. In this case, we have

D(L,0O= |J Yo.ncyq,
(y,r)eLl:y<l

where the last inclusion follows from the very definition of Y(y, r)’s in (2.9). As, by (2.8),
V(1) is closed in LO(dk x P) and D(1,0) € Y(1), we deduce that

(3.34) clD(,0) € Y().

By Lemma 3.14, Z' € D(1,0), as y(1, 0) = 1. Therefore, by the bipolar theorem of Brannath
and Schachermayer, [3], Theorem 1.3, we get

(3.35) (2)° CclD(1,0).
On the other hand, Lemma 3.11 asserts that
(3.36) (2 =Y).

Combining (3.34), (3.35) and (3.36), we conclude
cD(,0)=Y(1).

Therefore, the sets c1 D(1, 0) = V(1) and .A(1, 0) satisfy the precise technical assumptions of
[31], Theorem 3.2, which, for every x > 0, grants the existence of ¢(x) € A(x, 0), the unique
maximizer to w(x), where w is defined in (2.12). For every x > 0, we set

Y.(x):=U'(-,¢.(x)), (dk xP)-ae.
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By [31], Theorem 3.2, for every x > 0, Y (x) satisfies

T
Y(x) ew'(x)clD(1,0) and E[./o V(t, Yi(x)) d/c;] <00, x>0,
where by [31], Theorem 3.2, w is a strictly concave, differentiable function on (0, co) that
satisfies the Inada conditions. Therefore, as w’(x) can be arbitrary close to 0 (by taking x
large enough and by using the Inada conditions) and by Lemmas 3.14 and 3.16, we conclude
that the closure of £ in R x L.!(dK) contains origin.

In order to prove that the closure of £ in R x L!(dK) equals to £, let (y,r) € £\ (0, 0)
be fixed. Let us take & > 0. We want to find (y, 7), such that

(3.37) |y =y + 17 = rlipiak) <&,

and

(3.38) (y,7)€E.

As the closure of £ in R x ! (dK) contains origin, we can pick (¥, r®) € £, such that
(3.39) YO+ 170k < /3

and Y € Y(y°, r9), such that

T
(3.40) E[/O Vi, Yt)th:| < 00.

Let us fix @ > 1, such that

+ |r
[y[+l ||L1(d1<)§8
o

and set ¢’ := 1 € (0,1). By (3.33), (), ar®) € £. Let

(3.41) /3

yi=(1—¢)y+eay’, Fi=(1—-¢)r+ear
Then
- ~ y 0 o 4 0
Iy =Fl+lr = Flipigx) =€'a|= =y | +ea| - —r
L!(dK) a a LK)

I+ lrllp gk
< 7() + 0+ ||”0||L1(dK)

where in the last inequality we have used (3.39) and (3.41). Thus (¥, 7) satisfies (3.37). Fur-
ther, as 0 € Y(y, r), by convexity of £ and using Proposition 3.4, we get

Y=(1-¢&)0+¢aY e V7,7,
which by (3.40) implies (3.38). This completes the proof of the lemma. [J

3.3. Existence and uniqueness of solutions to (2.4) and (2.10); semicontinuity and bicon-
jugacy of u and v.

LEMMA 3.18. Under the conditions of Theorem 3.1, the value function v is convex,
proper and lower semicontinuous with respect to the topology of R x L1(dK). For every
(y,r) € &, there exists a unique solution to (2.10). Likewise, u is concave, proper and upper
semicontinuous with respect to the strong topology of R x L°°(dK). For every (x, q) € {u >
—00}, there exists a unique solution to (2.4).
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PROOF. Let (¥, ") ey be a sequence in £ that converges to (y,r) in R x L(dK).
Passing if necessary to a subsequence, we will assume that

. [/ A T n _n
(3.42) nll)ngov(y T )_lhrggéfv(y ).
Let Y" € Y(y",r"), n € N, be such that

r 1
(3.43) E[/ V(t,Y,”)dK,} <v(y",r")+—-, neN.
0 n

By passing to convex combinations and applying Komlos’-type lemma (see, e.g., [9],
Lemma Al.1), we may suppose that Y e conv(Y", Y"t! . ), neN, converges (dk x IP)-
a.e. to some Y.

For every (x, q) € K and ¢ € A(x, g), by Fatou’s lemma, we have

EUT oY d/c,} < 1iminfﬂ«:[/Tc,?;’ dlc,} <xy+ /qurdes.

0 n— oo 0 0

Therefore, by Proposition 3.4, Ye Y(y,r). With y :=sup,.; y", we have (Y")en C V().
Therefore, by [31], Lemma 3.5, we deduce that V™ (z, 17[’), n € N, is a uniformly integrable
sequence. Combining uniform integrability with the convexity of V in the spatial variable,
we get

T

T -
v(y,r)gE[/o V(t,Yt)dK,}flliP_l)iO%fE[/o V(z,Y,")dK,]

(3.44) .
< limianE[/(; Vi, Y,”)d;c,} = liminfv(y", r"),

n—oo

where in the last equality we have used (3.42) and (3.43). Since (y", ¢"*) was an arbitrary se-
quence that converges to (y, r), lower semicontinuity of v in strong topology of R x ! (dK)
follows. Since L is closed and v = oo outside of £, we deduce that v is lower semicontinuous
on R x L'(dK). The function v is proper by Lemma 3.17. Note that (3.44) also implies that
£ defined in (3.32) is R x L!(dK)-norm closed. For (y, r) € &, by taking (y", r") = (y, 1),
n € N, we deduce the existence of a minimizer to (2.10). Strict convexity of V results in
the uniqueness of the minimizer to (2.10). Convexity of v follows. Upper semicontinuity of
u with respect to the norm-topology of R x L°°(dK) can be proven similarly, first prov-
ing semicontinuity on K by a Fatou-type argument, then using the closedness of X and the
definition of u outside it. [J

COROLLARY 3.19. Under the conditions of Theorem 3.1, —u and v are also lower
semicontinuous with respect to the weak topologies o (R x L*°(dK), (R x L*°)*(dK)) and
o(R x L1(dK), R x L®(dK)), respectively.

PROOF. The assertions of the corollary is a consequence of [2], Proposition 2.2.10; see
also [15], Corollary 1.2.2. [

We recall that c1D(x, ¢) denotes the closure of D(x, g) in LO(dk x P).

LEMMA 3.20. Under the conditions of Theorem 3.1, for every (x, q) in K, and a non-
negative optional process c, we have

ce A(x,q) ifandonlyif

T
E[f cs Yy d/cs} <1 foreveryY eclD(x,q).
0
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PROOF. Let (x,q) in K,cisa nonnegative optional process such that
T
(3.45) E[/ Yy d/cs] <1 foreveryY e€clD(x,q).
0

Consider arbitrary Z € Z’ and A € Y. Let the corresponding r be given by (3.7) and we set

T
yi=x +/O qsrs dK;.

If y/ =0, then yAZ € D(x,q) for every y > 0. Thus, by (3.45), we obtain that
E[fOT csYAsZg dig] < 1. Taking the limit as y — oo, we get

T T
E[/ CSASZSdKS]=0:x+/ qsrs dK;
(3.46) 0 0

T
=x +E|:/ gses NsZy d/cs},
0

where in the last equality we have used (3.7).
If y/ > 0, then %AZ € D(x, ¢) and thus by (3.45), we obtain

"ol I gsrsdK
IEI:/ CS_/ASZS sz:| < 1= Xt fO q,srs K
0 y y

1 T
:—/<x+E|:/ qsesAsstKs}),
y 0

where in the last equality, we have used (3.7) again. Consequently, we deduce

T T
E[f CSASZSdKSi| §x+E[/ gses N Zg d/cs],
0 0

which together with (3.46), by Lemma 3.10, imply that ¢ € A(x, g).
Conversely, let (x,q) € K, c € A(x,g) and Y € cl D(x, ¢g). Then there exists a sequence
Y" e Y(y",r") convergent to Y, (dk x P)-a.e., where (y",r") € B(x, q). As

T
E[/ cSYS”dKS]Sl, neN,
0

by Fatou’s lemma, we get

r T
IE[/ oY, d/cs} < limianE[/ o Y" d/cs] <1.
0 0

n—oo

This completes the proof of the lemma. [

LEMMA 3.21. Under the conditions of Theorem 3.1, for every (x, q) in K, we have

T
(3.47) u(x,q)= inf (v(y,r)+xy+/ rsqs sz>.
(y.neL 0

PROOF. Let us fix (x,q) € K. By Lemma 3.14, A(x, g¢) and clD(x, ¢) contain strictly
positive elements. Therefore, using Lemma 3.20 we deduce that the sets A(x,q) and
clD(x, g) satisty the assumptions of [31], Theorem 3.2. From this theorem, Lemma 3.16
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and the definition of the set B(x, ¢g), we get

T
u(x,q) = inf( inf E[/(; Vi, ZYS)dKS:| + Z)

z>0\YeclD(x,q)

T
= inf( inf E|:/ Vi, ZYs)d/cs} +Z)
z>0\YeD(x,q) 0

= inf inf v(y,r)+z
Z>0((y,r)€zB(x,q) (.7 )

T
> inf (v(y,r)—i—xy—l—/ qsrdes>.
(y,r)el 0

Combining this with the conclusion of Lemma 3.12, we deduce that (3.47) holds for every
x,g)ek. O

Before proving the biconjugacy relations of item (iii), Theorem 3.1, we need a preliminary
lemma. Essentially, following the notation in [15], we define

T
V)= inf (v(y, N+ [ qsrdes),
(3.48) (y,r)eRxL1(dK) 0
' (x,9) e R x L™®(dK),
T
v (y,r) = sup (v*(x, q) —xy— f qsTs dKS),
(3.49) (x,q)eRXL®(dK) 0

(y,r) eR x L' (dK).

REMARK 3.22. In [15], conjugate convex functions are considered on general spaces
V and V* supplied with o(V, V*) and o(V*, V) topologies, which in our case are V =
R x L'(dK), V* =R x L®(dK). Thus, the starting point of our analysis is v, not u. We
remind the reader we have already proved that the dual value function v is convex, proper
and lower-semicontinuous on the space V =R x LYdK).

LEMMA 3.23. Under the conditions of Theorem 3.1, we have
(3.50) v =,

(3.51) v (x,q) =—00 forevery(x,q) e R x L*K)\ K.

PROOF. To show (3.50), we observe that by Lemma 3.18, v is lower semicontinuous in
the R x Ll(d K)-norm topology (and, therefore, by [15], Corollary 1.2.2, also in the weak
topology o (R x LY(dK),R x L®(dK))). As a result, by [15], Proposition 1.4.1, we get
(3.50).

The proof of (3.51) will be done in several steps.

Step 1. Let (x, g) € RxL*°(dK)\ K. According to Proposition 3.4, there exists (y,r) € L,
such that

T
C:=xy +f qsrs dK < 0.
0
Therefore, as L is a cone, for every a > 0, (ay, ar) € L, and we have

T
(3.52) xay + / gsarsdKs =aC < 0.
0
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Note that 0 € Y(ay, ar), a > 0.
Step 2. Let us consider Z € Z’, such that

(3.53) E[/OT V(t, %zt) dx,} < 0.

The existence of such a Z is granted by Lemma 3.11. Further, by Corollary 3.9, there exists
p e LI(dK), such that (1, p) € £, Z € Y(1, p), and

t t
/ pangzE[/ Zsesd’(s:|, te[0,T].
0 0
Let us set
T
DZ=X+/ q‘ypdeseR'
0

Step 3. In (3.52), let us pick
DI +1
—-C

> 0.

Then we have
(3.54) aC+D=—-|D|+D—-1<0.
Step 4. Let us define

(3.55) =1z retay el and = lar g ]
. == == — n = — —0.

2 y 2ay 7 a r 2ar 2,0
Then by (3.53), we obtain

T
(3.56) E[/ Vi, Y,)d/c,} < 00.
0

As Z € Y(1, p) and 0 € YV(ay, ar), by convexity of £ and Proposition 3.4, we have
(3.57) YeY(y'.r),

where y’ and r’ are defined in (3.55). Now, it follows from (3.56) and (3.57) that (y',r') € £
(where £ is defined in (3.32)). Therefore, we obtain

T T
2<xy/ +f0 qsry dKS> = (ay + 1)x +/O (ars + ps)gs dK

T T
:a<xy+/0 qudes) —I-X—l-/(; Clspdes

=aC+ D <0,

where the last inequality follows from (3.54). To recapitulate, we have shown the existence
of (y', r’), such that

T
(3.58) (y',r')e& and xy/—i—/ gsridKs <O.
0

Step 5. For y’ and r’ defined in (3.55), as v(y’,r’) < oo and xy’ + fOT gsridKs < 0 by
(3.58), from the monotonicity of V, we get
oo >v(y,r)y>v(ry,ar), rA>1.
As ;1 (Ay', Ar") C L, we conclude via (3.58) that

T
v*(x,q) < lim (v()»y/, ')+ A(xy' —i—/ qsr. dKS)> = —00.
A—00 0

Therefore, (3.51) holds. This completes the proof of the lemma. [
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LEMMA 3.24. Under the conditions of Theorem 3.1, we have

T

(3.59) v(y,r) = sup (u(x,q)—xy—f rsqdes), (y,r)e L,
(x,g9)ek 0
T

(3.60) u(e.q)= inf (v(y,r)+xy+ / qsrdes), (x.q) € k.
(y,;r)el 0

PROOF. Lemma 3.21 and (2.11) imply that on K, for v* defined in (3.48), we have
(3.61) v =u.

By Lemma 3.23, v* = —oo on R x L*®(dK) \ K. From [15], Definition 1.4.1, and
Lemma 3.18, respectively, we deduce that both v* and u are upper semicontinuous in the
topology of R x L°°(d K). Consequently, from (3.61), using [15], Corollary 1.2.1, we get

(3.62) v =u onR xL*®dK).
As a result, with v** being defined in (3.49), for every (v, r) € R x L' (dK), we obtain
(3.63) u*(y,r) = sup (u(x, q) —xy— /T qsTs dKS> =v**(y,r).
(x,g)ERXL®(dK) 0
Therefore, from (3.50) in Lemma 3.23 and (3.63), we get
v=u* onR x L'(dK).
As aresult, applying Lemma 3.23 again and since u = —oo outside of K by (2.11), we deduce

T
v(y,r) = sup (u(x,q) —xy—/ rsqdes)
(x,q)eRXL>®(dK) 0

T
= sup <u(x,q) — XYy —f rstsz>v (y,r)eL.
(x,q)ek 0

Thus, (3.59) holds.
In turn, from (3.62) using (2.11), we conclude that

T
uGr,q)=  inf (v(w) syt [ qsrdes),
(y,r)eRxL1(dK) 0

T
= inf <v(y,r)+xy+f q‘vrdes>a (x,q9) ek,
(v,r)el 0

which proves (3.60) and extends the assertion of Lemma 3.21 to the boundary of K. O
PROOF OF THEOREM 3.1. The assertions of item (i) follow from Lemmas 3.15 and 3.17,

item (ii) results from Lemma 3.18, whereas the validity of item (iii) come from Lemma 3.24.
This completes the proof of the theorem. [

4. Subdifferentiability of u. In order to establish subdifferentiability of u#, we need to
strengthen Assumption 2.5 and to impose the following condition.

ASSUMPTION 4.1. There exists an a.s. bounded away from 0 and oo process ¢, such
that

de(w)=¢dK forP-ae. we.
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Let
4.1) P:={p:(,p)eL}

REMARK 4.2. ‘P defined in (4.1) needs to be uniformly integrable with respect to the
measure d K in order for the proof of subdifferentiability of u to go through. Assumption 2.5
through Lemma 3.2 only implies that 7 is .! bounded. A stronger condition on the stochastic
clock and income stream is therefore needed to obtain uniform integrability.

The following theorem characterizes subdifferentiability of u over K, where we are look-
ing for an R x L' (d K)-valued subgradient. Under our assumptions, we can find elements of
the subgradient which both belong to the effective domain of v, £, and are bounded, that is,
in R x L*(dK).

THEOREM 4.3.  Let the conditions of Theorem 3.1 and Assumption 4.1 hold. Then for
every (x,q) € IC, the subdifferential of u at (x, q) is a nonempty and contains an element of
E, that is,

4.2) du(x,q)NE £ 2.

Moreover, for (x,q) € K and (y,r) €L, (y,r) € du(x, q) if and only if the following condi-
tions hold:

4.3) lv(y, r)| < oo,
thus, (y,r) € €,
T _ T
(4.4) E[ [ Fo.nec. q)dxz} =+ [ g,
(4.5) Yi(y.r)=U'(t.G(x.q)), (dx x P)-ae.,

where ¢(x, q) and Y (y, r) are the unique optimizers to (2.4) and (2.10), respectively.
4.1. Uniform integrability of P.

LEMMA 4.4. Let the conditions of Theorem 4.3 hold. Then P is L.°°(d K )-bounded and,
therefore, a uniformly integrable family.

PROOF. Step I. For an arbitrary ¢ : [0, T] — [0, 1], let us define

T
@)= sup E@[f gslesldi | = sup E@[/O qs|es|dxs]

. QeM,te®
Note that by Assumptlon 2.5, we have

r T
p@)= swp B9 [ qs|es|d/<s}
QeM LJO

r T
< sup EQ/O quédes]

< | g5 sup EQ[CX!]dK,
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where C € R is such that |p| < C. It follows from [27], Proposition 4.3, and [17], Theo-
rem 3.1, that there exists a nonnegative cadlag process V = B(g) + H - S, such that

T
Vi > esssup EQ |:/ qsles| drg
QeM,1e€®, 1>t 0

.7:t1|, tel0,T].

Consequently, V satisfies

T T
Vi Z/ gsles|dis Zf gsesdks, P-as.,t€0,
0 0

and thus, (8(q), —q) € K. As a result, from the definitions of £ and P, we get
T
B(q) > sup | gspsdKs.
peP JO

One can see that for every p € P, we have p < f := CX{,, dK -a.e.
Step 2. For an arbitrary ¢ : [0, T] — [—1, 0], let us set

B(q) = 62}\)4 o [/OT qs(—lesl)d'fs]

As in Step 1, we can construct a cadlag process V = (q) + H - S, s.t.

d

y T
V, >  esssup EQ[/ gs(—les|) dks
QeM,1€®,t>t 0
7|

T
> esssup EQ[/ gses dKs
QeM,1€0,t>t 0

This implies that (,3 (g¢), —q) € cl K. Therefore,

T
,3((])2/0 qgsps dK; forevery p € P.

Similar to Step 1, one can see that p > — f, dK-a.e. for every p € P.
Step 3. In view of Steps 1 and 2, uniform integrability of P under dK follows from the
integrability of f underdK. [

LEMMA 4.5. Let the assumption of Theorem 4.3 hold and (x, q) € K. Then

{r:(,reBx g9}
is L>®-bounded, so a uniformly integrable subset of L' (dK).

PROOF. By Lemma 3.13, we deduce the existence of a constant M > 0, such that
y<M forevery (y,r) € B(x,q).
‘We conclude that

{r:.neBx.plc |J AP,
0<A<M

and thus by Lemma 4.4, {r : (y,r) € B(x, ¢)} is a uniformly integrable family. [
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4.2. Closedness of D(x, q) for every (x,q) € K.

LEMMA 4.6. Under the conditions of Theorem 4.3, for every (x, q) € K, the set D(x,q)
is closed in LO(dk x P).

PROOF. Let (x,q) € K and Y be an arbitrary element of cl D(x, ¢). We claim that there
exists (y,r) € B(x,q), such that Y € Y(y,r). Let Y" € Y(y",r"), n > 1, be a sequence
in D(x, g), such that lim,,» Y" =Y, (dk x P)-a.e. Since (y",r"),>1 C B(x, q), which is
bounded in the sense of Lemma 3.13, Komlos’ lemma implies the existence of a subsequence
of convex combinations (3", 7") € conv((y", r"), ("1, r"*1),..), n > 1, such that (5"),>1
converges to y and (#"),>1 converges to r, d K -a.e. Lemma 4.5 implies that ("), > is uni-
formly integrable. Therefore, (#""),>1 converges to r in L'(dK). Note that the corresponding
sequence of convex combinations of (¥Y"),>1, (17”),12 1 converges to Y, (dk x P)-a.e. Then
we have

T T
1> lim <x§”+/ qsf?sz> =xy+/ gsrs dK;.
n—oo 0 h 0

Therefore, (y,r) € B(x, q).
Let us fix an arbitrary (x/, ¢") € K and ¢ € A(x’, ¢’). Using Proposition 3.4, Fatou’s lemma
and Lemma 4.5, we obtain

T T
051@7[/ Yscsds] sliminfE[/ chsds]
n—oo 0 -

T
< lim (x/y”+/ q.rr dK):x/y—i—/O q.rsdKs,

n—oo

where the uniform integrability of B(x, ¢) in needed once again in the last equality. From
Proposition 3.4, we conclude that that Y € Y(y,r). U

PROOF OF THEOREM 4.3. Let (x,q) € K, ¢(x, g) be the minimizer to (2.4), whose ex-
istence and uniqueness are established in Lemma 3.18. Let us also set

Y, :=U'(t,¢(x,q)), (t,w)e[0,T]xQ and

4.6) T R
: :=E[/ a(x,q)stKs]
0

Note that theAsets A(x, q) and c1D(x, g) satisfy the conditions of [31], Theorem 3.2, which
implies that Y € zclD(x, g) is the unique solution to the optimization problem

T T ~
inf E|;/ V{t, Ys)d/cs} =E|:f Vi, Ys)sz} €eR,
YezclD(x,q)

where finiteness follows from Lemma 3.16. Note that by Lemma 4. 6,Ye) (zy,zr) for some
(y,r) € B(x, g). It follows from the definition of Y in (4.6) that for ¢(x, g) and Y we have
the following relation:

Ut e, @) =V, YD+, @)Y, (1,0) e[0,T]xQ,
which together with Lemma 3.21 implies that
T
u(x,q) =v(zy,zr) + Z(xy + /0 qsTs sz>,

?(zy, zr) = Y, (drk x P)-a.e.,

“4.7)
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where ¥ (zy, zr) is the unique minimizer to the dual problem (2.10). By (4.7), (zy, zr) € £.
Equation (4.7) and [15], Proposition 1.5.1, assert that (zy, zr) € du(x, g). In particular, we
get

du(x,q) NE# 3,

that is, (4.2). Note that even though, for example, [2], Corollary 2.2.38 and Corollary 2.2.44,
imply that du(x, g) % @, over the interior of the effective domain, its elements are in R x
(L°°)*(dK). Relation (4.2) shows that du(x, g) contains at least a bounded element of £ C
LcRxLY(dK).

Let (x,q) € K and (y, r) € L. Suppose that (4.3), (4.4) and (4.5) hold. Then by conjugacy
of U and V, we get

T
4.8) 0=v(y,r) —u(x,q) +xy +f0 gsrs dKy.

Lemma 3.24 and [15], Proposition 1.5.1, imply that (y,r) € du(x, g) N £. Conversely, let
(x,q) € K and (y,r) € LN du(x, q). Then by [15], Proposition 1.5.1, and Lemma 3.24, we
deduce that (4.8) holds. Lemma 3.15 implies the finiteness of u(x, g), which together with
(4.8) results in the finiteness of v(y, ), thus (4.3) Eolds and (y,r) € £. By Lemma 3.18, there
exists a unique optimizer ¢(x, g), for (2.4), and Y (y, r), for (2.10), respectively. Therefore,
from conjugacy of U and V, Proposition 3.4, and (4.8), we obtain

T R R
0< EUO (V{1 Ty (v, 1) = U1, (3, ) + T (v, M@, q))dxl}

T
SN%ﬂ—M@ﬂ%%W+/‘%H¢&=O
0

This implies (4.4) and (4.5). This completes the proof of the theorem. [

S. Structure of the dual feasible set. By Assumption 4.1, there exists at most countable
subset (sg)ken of [0, T], where x has jumps. We define D’ the set of nonincreasing, left-
continuous and adapted processes D that start at 1 and with the property that Dg, =1, D7 >0

and that there exists some n € N such that D is constant off the discrete grid 7, := U?nz sy
(%£T,k=0,...,2"}.

LEMMA 5.1. Let G':={ZD = (Z;D)iejo.11: Z € Z', D € D'}. Assume the conditions
of Proposition 3.4 hold. Then G’ is convex.

PROOF. Let Z' D! and Z2D? be the elements of G’ and let A € (0, 1) We need to show
that A\Z' D'+ (1 —1)Z?D? = ZD forsome Z € Z’ and D € D'. There exists n € N, such that
D' and D? decrease at most on 7T,. Let #;.’s be the elements of 7, arranged in an increasing
order. Let us define Zp = Do =1 and for every k € {0, ..., 2" — 1}, with

Ar=AZy D/ + (=02, D},

AZ} D] ' ©Z} .
t At {A:#0} )\Ztlk + (1 _ )\)thk {A,=0}
(note that A, = 0 if and only if both D} =0 and D? = 0) we set
z z;
Zy=Zy\og+—-7 + A —ayq) -5 | fort € (b, tiy1l,
(5.1) “i Zis

A
Dl‘ = et

fort € (t, tx+1].
Tk
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One can see that ZD = AZ'D! + (1 — 1)Z2D? and that Z € Z’; see, for example, [17, 25,
35] and [5] for discussions of the sets of processes with similar convexity-type properties to
the one given in (5.1). To show that D € D', for k > 1, we observe that

Agt
Dyt = Z”;
k
_ AZyDi + (1 =NZp Dy
- Zy, Ziy
Zl‘k_l (atk_l—l-zl— + (1 - al‘k_l—i-)zz—)
k-1 k—1
_ AZ\D} + (1 —-1Z:D}]
- Zi Zi
Ztk_l(atk_1+zl— + (1 - atk_1+)zz—)
k-1 k-1

AZ} D} + (1 —21Z] D}

1 T 72 2 2 {Ay_+>0}
5 D | -z D 7
fk—l( Zz )

1
A[k7|+ Ztk_l Atk*l"' f—1

+0-1ia, =0
Ay 4 A2y Dy + (1= 2)Zp Dy,

- {A; 0}
Zy, ADLZ)+ (1 —nDLz} T
Al‘k_1+ 1

- Ztk7 {Atk_1+>0}

=D,,.

Above, the inequality follows from the monotonicity of D' and D?. Therefore, D is nonin-
creasing. Also, clearly D is nonnegative. Thus ZD € G'. [

The following lemma is an extension of Lemma 3.10 and amounts to a first layer of con-
vexification of the set T, that is, of the budget constraints.

LEMMA 5.2. Let the conditions of Proposition 3.4 hold, (x, q) € K, and c is a nonneg-
ative optional process. Then ¢ € A(x, q) if and only if

T T
E[/ CststKs] §x+E|:/ qseststKs}
0 0

foreveryZ € Z' and D € D'.

(5.2)

PROOF. The idea is to use the assertion of Lemma 3.10 and to approximate a given
D € D’ by (finite) linear combinations of the elements of Y, where Y is defined in (3.6).
For a stopping time 7, let us denote
A" = lior1e Y,

and fix D € D'. Then there exists [ € N, such that D has has jumps at most on {tg, t1, ..., #;}
for some increasing #;’s. For every j € {0, ...,[}, k € {0,...2"}, and n € N, let us set

A { D, (@) » 0 thj+(w)e<k—1 k“
== : D (w) >0 an a0 e
kg i Dy, (@) o on

k.on,j.__ .
T = TlAk,n,j + tj lAi,n,j'
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Note that Do = 1 by definition of D', A, ; € F4;, and

k—1

k_lATknj . —211 OnAk’n,j,

2n c
0 on A, ;.

By construction, we have
2}1
k 1 k,n,j

. k.

Dtj+ _Dt] llpgol; on ti+

where the sequence

Kl =) S Ay’ nel,
k=1

is increasing on {D,j > 0}, that is,

n Dt./’+
K+ lip,;>0p 1 D—tjl{Dt_,.>0}-
Thus, for an arbitrary j € {0, ..., [}, we have constructed a sequence of elements of ', whose

D
finite linear combinations monotomcally increase to

~ on {D;; >0} (ie.,if j <[, we have
approximated D on the interval (¢, ¢;41]). .

In order to construct a sequence that approximates D at every point of its potential jumps,
we first observe that for two stopping times t and o, we have

ATA? =110.01110.61 = 1[0.cr0] = AT

Therefore, for every n € N,

n =4 k—1 k,n,j Z k—1 kn]+1 o nz On,i
(5.3) IR D B el | DI A Zk .

k=1 k=1

for some finite sequences of stopping times (an,,-)?il and [0, 1)-valued constants (A”’i)?il
Here, A" are such that for botht =tj and t =t;,1 on {ij+l > (0}, we have

z Dy
. n,i A %ni __
nh_pgo E MPEAY = o

i=1 !
Similarly, with r(¢) := max{i : t; < t}, let us define

r(t)
" :]‘[K;’j+1{D,j>0}, tel0,T],neN.
j=0

As in (5.3), for every n € N, D" can be written as a finite linear combination of A’s, such

that D}, 1 Dy forevery ¢ € {19,...,1}.
Finally, (5.2) can be obtained from Lemma 3.10 by the approximation of D by D"’s as
above and via the monotone convergence theorem (applied separately to (e;)™ and (e;)™).
O

COROLLARY 5.3. Let the conditions of Proposition 3.4 hold. Then, for every pair Z € Z'
and D € D', there exists r2P € LY (dK), such that ZD € Y (1, r%P), where (1,r%P) € L.
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PROOF. The existence of 42, such that ZD € Y(1,r%P) follows from Lemma 5.2
(equation (5.2)) and the approximation procedure in Lemma 5.2 (again, applied separately
to (e;)™ and (e;)”) combined with the monotone convergence theorem. As, the left-hand
side in (5.2) is nonnegative, (1,r%?)e £. O

For a given Z € Z’ and D € D/, let us recall that 74P is given in Corollary 5.3. We set
B'(x,q):={(y, yrZD) €B(x,q):y>0,Ze€Z',DeD},

G(x,q) :={yZD € D(x,q): (v, yr*?) e B'(x,q)}, (x,9) €k,

LEMMA 5.4. Let the conditions of Proposition 3.4 hold, then for every (x,q) € K, the
closure of the convex, solid hull of G(x, q) in L° coincides with c1D(x, q).

PROOF. Let (x,q) € K be fixed. Along the lines of the proof of Lemma 3.20, one can
show that

(G(x,q))" = A(x, q).

Therefore,

(G(x, )" = (A(x,q))” =clD(x, q),

where in the last equality we have used the conclusion of Lemma 3.20. As G(x,qg) C
clD(x, g), the assertion of the lemma follows from the bipolar theorem of Brannath and
Schchermayer, [3], Theorem 1.3. [

COROLLARY 5.5. Let the conditions of Proposition 3.4 hold and (x, q) € K. Then for
every maximal element Y of c1D(x, q) there exists y" >0, Z" € Z', D" € D', n € N, such
that (y"Z" D"),eny C G(x, q) and

1 n—n nn _
Y—nlgrgoy Z"D", (dk x IP)-a.e. and on LJNE
ne

PROOF. The (dx x P)-a.e. convergence follows from Lemma 5.4. By passing to subse-
quences of convex combinations, we also deduce the convergence on | J,,cy 7. U

REMARK 5.6. It follows from Corollary 5.5 and Fatou’s lemma that the maximal el-
ements of clD(x,q) are strong supermartingales. Moreover, every maximal element of
clD(x, g) is an optional strong supermartingale deflator, which is optional strong super-
martingale Y, such that XY is an optional strong supermartingale for every X € X (1). We
refer to [12], Appendix 1, for a general characterization and to [8] for results on strong, op-
tional supermartingales as limits of martingales. The following section gives a more refined
characterization of the dual minimizer.

6. Complementary slackness. For better readability of this section, we recall some no-
tation and results that will be used bqlow. Throughout this section, (x, g) € K will be fixed,
¢ =c(x, q) is the optimizer to (2.4), V is the corresponding wealth process, that is,

(6.1) V:x+/ﬁvdsv _/‘.z'\sd/(s +/‘Qsedes,
0 0 0

where H is some f—integrable process, Y be such that ?t =U'(t,¢), (dc x P)-ae., Lhat
§. We recall that Y is the optimizer to (2.10) for some (y,r) € £ N du(x, q), that is, ¥ =
Y(y,r) € Y(y,r). We also denote, similar to the proof of equation (4.3) by

T —~
Z:E[/ aYtdkt:|
0
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From Corollary 5.5, we know that Y can be approximated by a sequence y"D"Z", n € N,
where y” is a nonnegative constant, D" € D', and Z" € Z’, n € N, such that

T
(6.2) y'D"Z" € y(y”, rn)’ xy" +/() gsry dKs <z.

Above, r" is given by Corollary 5.3 (which has a similar interpretation to Lemma 3.7) by
t t
/ rtdKs = y"E[/ Z{D}es dKS:|, tel0,T].
0 0

We would like to point out that, unlike in Lemma 3.7 or Corollary 5.3, here, the value of y"
has to be taken into account. In what follows, for any right-continuous increasing process A
satisfying

Al‘=0’ O_St590_7 AT:17

that is, for any probability measure d A on the closed interval [0y, T] (extended to [0, T']) we
will associate a process D which is left continuous and decreasing

Di:=1—-A,_=dA([t,T]), 0<t<T.

One can also think that D7, = 0, although this is not necessary. It is clear that such A <> D
are in bijective correspondence. Below, all processes A’s and D’s (with indexes) will be in
such bijective correspondence, except for the case of the limiting process A (which is right
continuous) and the limiting process D (that may be not left continuous). This will be in a
similar but more subtle correspondence. More precisely, we have the following.

THEOREM 6.1.  Let the conditions of Theorem 4.3 hold and fix (x, q) € K. Let V be the
optimal wealth process, C the optimal conﬁumngion and Y; = Q’(I,E}), (dk x P)-a.e. Then
there exists an (y,r) € du(x, q) suchthat Y =Y (y,r), thatis, Y € Y(y,r),

T _ T
E[/O V(t,Y,)dK,}z inf E[/O V(t,Y,)dK,],

Yey(y.r)
such that Y can be decomposed as
Y =yZD,
where Z is a strong supermartingale Z =1limy_ o0 Z" (for Z, € D', where the limit is in the
sense of [8]) and a right-continuous increasing process A with
A=0 VO—<1<6—, Ar=1,

and a decreasing process D with D, =1,0<t <6y and satisfying the complementary slack-
ness condition

P(D, €[l — A, 1—A,_1,¥0g<t<T))=1,

]P’(f Lo oo dZ):O.
oy Vim#0.Vi0y ¢4

The proof of the Theorem 6.1 is aligned in several results.

(6.3)

LEMMA 6.2. Let the conditions of Theorem 4.3 hold. With

T P
zzzE[/ astks},
0



778 0. MOSTOVYI AND M. SIRBU

there exist y"* >0, Z" € Z' and D" € D', such that y"Z"D" € zG(x, q), n € N and
Y = lim Y'Z'"D", (dk x P)-a.e.,
(6.4) e
" r")—> (y,reLl, y=>0,

where the last convergence is weak in L' and

T —_~ _~
Z=xy+/0 qsrsdKs, (y,r) €odu(x,q), Y=Y(,r).

For A", n € N, being in relation to D" exactly as described before Theorem 6.1 we have
T _ T _
6.5) EU V2" dA?} =E[Z?f thA?} 0.
6o o

PROOF. Optimality of Y and Corollary 5.5 imply the first convergence in (6.4). Accord-
ing to Lemma 4.5, the sequence (r"),cn is uniformly integrable, so it is relatively compact
in the weak topology of L!(dK), by the Dunford—Pettis theorem. According to the Eberlein-
*Smulian theorem, it has a further convergent subsequence. As an immediate consequence
of the same Lemma 4.5 and the very definition of B(x, ¢), we also obtain that the sequence
(y")nen is bounded. Altogether, we have a further subsequence such that (y",r") — (y,r)
where the convergence in the second component is in the weak L'-sense. Now, using almost
identical arguments as the proof of Theorem 4.3 and Lemma 4.6 from (6.2) we obtain the
whole conclusion of the lemma, expect for the relation (6.5) that we prove below. By (4.4)
and Fatou’s lemma, we get

T _ T
(6.6) Z=E[/ YCs d/cs} < liminfy"E[/ Z!DYcs d/cs]
0 n—0o0 0

Let us fix n € N and consider E[ fOT 77! D¢, dkg]. Using localization and integration by parts
(along the lines of the proof of Lemma 3.7), we have

T r T
E[/O ZYDYcs dlcsi| =E Z'T’/O D¢, dICs:|

r T
_E z';fo (I—A?_)Esd/cs]

—E_Z”(fTﬁdK —/TA” E‘d/c)}
- T s N s—Cs N
L 0 0
=E_Z¥(/T’cfvdlcs—A'}/‘Tasz
L 0 0
T / rt
#f) () e )ant)]
0 0
n T ! n
—E|z / (/ ’c}d/cs)dA }
[ 'Jo \Uo !

The latter expression, using (6.1) and with X := ||g lLoo@x)X"” (where in turn X” is given by
the assertion (v) of Lemma 3.2), we can rewrite as

T r _ t - ~
6.7) E[Z%/ ((x —I—/ H,dS, + X,) + (/ gsesdis — X;) — V;) dA;’]
0 0 0
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T r _
T ::E[z’;[ <x+f H,dS, +X,) dAf’},
0 0
T/t -
T, ::E[Z?/ (/ gsesdicg — X,) dA;’].
0 0

It follows from nonnegativity of V in (6.1), Lemma 3.2 and nonnegativity of ¢ that

Let us denote

r _ t _ t
X +/ HgdS; + X, 2/ Cydrs + X; _/ gses dkg
0 0 0
(6.8) ,
= Xt _/ gsesdiks >0, te[0,T],
0

that is, the integrand in 7 is nonnegative. Let Q" be the probability measure, whose density
process with respect to Pis Z". As (x + J H,d Sy + X) and X are local | martingales under Q"
by [33], Theorem II1.27, page 128, A" - (x + J, H;dSy+ X) and A" - X are local martingales.
Let (tx)ken be a localizing sequence for both A” - (x + H dSs; + X) and A" - X. By the
monotone convergence theorem and integration by parts, we get

= hm EY [/ (x+f H,dS, +Xt)dA”}
= lim (E@” U (—A';)d<x+/ ﬁsts+)_(,>
k— 00 0 0
Tk _
+ A} (x+/0 H,dS, +x,k)D

n Tk ~ _
= lim EQ [A';k(H/O H,dS; +ka>]

k—o0

(6.9)

Let us consider 7>. With £7 := [, gses dks, Lemma 3.2 implies positivity of El — X, te
[0, T'], which in turn allows to invoke the monotone convergence theorem, and we obtain

7, =EY UT(S‘I X,)dA"]

= lim EY [/ gl dAT — / XtdA”]
k—)oo
By positivity of X and the monotone convergence theorem, we have
W[ [T - W T -

lim E¢ U X,dA:’] =EC [/ X,dAf’]

k—o00 0 0
Therefore, limy—, oo EQ'[[7* & dA71 = EQ'[ ] & d A"]. We deduce that

Q" Tk _ n Q" n - - n Q'rg n
E [/0 XtdAt] —EY (A" §), + Ko AT ] =EY R, A" ]

Whereas, in the other term in 73, we get

EQ [/ £ dA”] EY'[£4An — (A" . £9),.]

—E'[¢f — (4" -£7),]

=EV[(1- A7) £);]
=BV [(D"-£7),].
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Using integration by parts and localization, as in the proof of Lemma 3.7, we can rewrite the
latter expression as

T
E[/ D?Z?%es d’(si|'
0

We conclude that

W T
T =— lim E¥'[X A" ] +E[/O D{Z{qses sz:|-

k— 00

Combining this with (6.9), we obtain
T
T\ + T = E[f D} Z%qses d/cs]
0

7 rk —~ —_
+ lim E© [A';k (x + / HydS, + er)]
k—o00 0
— lim E¥'[A” X ].
k—o00 k
As both limits in the right-hand side exist and by positivity of (x + fOT “HydS;+ X ) estab-

lished in (6.8), we can bound the difference of the limits as

. Tk _ . -
lim EY [Aﬁk <x + fo H,dS, +X,k>] — lim EY'[A” X, ]

k— 00 —00
n Tk -~ - n -
< lim E© [x + / H, dS; +X,k] — lim E¥'[A” X, ]
k— 00 0 k— 00 k
n Tk n -
< lim E© [x+/ Hsts] + lim EY[(1 - A" )X, ].
k—o00 0 k—o0 k

By definition of M’, X is a uniformly integrable martingale under Q". Therefore, as (1 —
Aﬁk) is bounded, we can pass the limit inside of the expectation to obtain limg_, EQ [(1—

A’;k))_( 71 =0.Inturn x + [, ﬁs dSy is a supermartingale under Q" (see the argument in the
proof of Lemma 3.7). We conclude that

T T
T+ T gx—HE[/ D;’Z;’qsesdlq}zx-i-/ gspy dKs,
0 0

for some p”, which is well defined by Corollary 5.3, and such that y*(1, p") € zB(x, q),
since y"Z" D" € zG(x, q). Thus, from (6.6) and (6.7), we get

T T _
z=< (x+/(; qsp;‘sz)y”—nl_i)rroloy”E[Z’;/o V,dA’;]

By optimality of Y, 2> (x+ fOT gspy dKy)y™ > 0. Therefore, by nonnegativity of E[Z] x
fOT Vid A7], and since y" converges to a strictly positive limit, we conclude that

T o~
lim E[z';/ V,dA;’] —o0.
0

n— 00

Applying integration by parts and localization, we deduce the assertion of the lemma. [

REMARK 6.3. We emphasize again that d A" are probability measures on [6y, T'], which
can have mass at the endpoints, and Dy =1 — A} ,600 <t <T, D7, =0.
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In the subsequent part, we will follow the notation of Lemma 6.2 and we will work with a
further subsequence, still denoted by n, such that y, — y > 0,

o~

Y
(6.10) Z"D" — —, (dk xP)-ae.,
y
and
o.¢] TA 2—n
6.11 E Z"/ VdA"i|< ,
6.11) > [T [ Viaar]) <=

where the existence of a subsequence satisfying (6.11) follows from (6.5). The next result
is a Komlos-type lemma, largely based on the results in [8], applied to the double-sequence
of processes (Z", (D™)~!). We observe that the process (D")~! takes values in [1, co] is
increasing, left-continuous and satisfies

(D) '=1, 0<t<6.

LEMMA 6.4. Let the conditions of Theorem 4.3 hold. In the notation of Lemma 6.2, for
each n, there exist a finite index N (n) and convex weights

N(n)
an,k209 k:na"'aN(n)v Zan,k:19
k=n

and there exists a strong optional supermartingale Z and a nondecreasing (not necessarily
left-continuous) process D with D; =0, VO <t < 6y, such that, simultaneously:

1. 72" = Z,iv:(':l) an,ka — Z in the sense of [8], that is, for any stopping time 0 <t <T
we have
A

and
2.

N(n)
P(Z an k(D)™ > (D)~I Vo<1 < T+> =1
k=n

We have set Dt = D]}Jr =0.
Furthermore, with the notation
(6.12) A=1-D;y, 0<1<T, Ag_ =0,
we have the probability measure d A on [60, T'] such that
P(D, €[l — A, 1—A,_1,¥0g <t <T))=1.
Denoting by

_ N(n) 1 -1 N(n) 1 -
Bt (Lant-a) =1-(Lannoh))
6.13) = k=n

0<t<T, A} =0,
the pointwise convergence in time (at all times where there is continuity) additionally implies
dA" —~ d;l\, P-a.e.

in the sense of weak convergence of probability measures on [0y, T].
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PROOF. The proof reduces to applying the Komlos-type results in [8] to the sequence Z”"
and [4], Proposition 3.4, to the sequence (D")~!, simultaneously. We observe that:

1. First, no bounds are needed for D~!’s since we can apply the unbounded Komlos
lemma in [9], Lemma Al.1 (and Remark 1 following it) to the proof from [4], Propo-
sitions 3.4, and this works even for infinite values (according to Remark 1 after [9],
Lemma Al.1). Also, predictability can be replaced by optionality, without any change to
the proof.

2. The Komlos arguments can be applied to both sequences Z" and D" simultaneously,
with the same convex weights. In order to do this, we first apply Komlos to one sequence, then
replace both original sequences by their convex combinations with the weights just obtained,
and then apply Komlos again for the other sequence, and update the convex weight to both
sequences. [J

COROLLARY 6.5. Let the conditions of Theorem 4.3 hold. In the notation of Lemma 6.4,
we have the representation

Y= y?ﬁ, (dk x P)-a.e.
PROOF. Consider an observation that, for nonnegative numbers ai, by, k =n, ..., N(n),

we have
N
k=n,..Nm)\br/) — ZN(n) an,kbk ~ k=n,...N(n) \ by ’

k=n

We apply this to a; = Z¥, by = (D¥)™!, to obtain

N
Zk:(’:l) On k zk

min (Zka)< —=7"D" < max (Zka),

k=n,...N(n) - ;CV=(',11) o (D}~ k=n,....N(n)
pointwise a.e. in the product space, where D" = NGO 1 Since

Yo ek (DF)=1
(z'D"), oy — Y/y, (dk xP)-ae.,
we conclude that both

. k ok k k
(k:nr’r}'l’l}v(n)(z D ))neN and (k= max (Z*D ))neN
converge to % (dx x P)-a.e., therefore,

o~

~ o~ Y
(6.14) Z"D" — —, (dk xP)-a.e.
y

Using (6.10) above, if we did not plan to identify the limit Zasa strong-supermartingale, but
only as a (dk x P)-a.e. limit in the product space, we could only apply Komlos arguments
to the single sequence D™, to conclude convergence of the other convex combination Z” to

;Y»De, defined up to a.e. equality in the product space.
With our (stronger) double Komlos argument, we have that, in addition to (6.10) we have

(6.15) Z:D; =P- lilgn Z"D"  for every [0, T]-valued stopping time

(where Z is a strong supermartingale, and D is well defined at all times).
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It remains to prove that ?/ y= ZD, (dk x P)-a.e. We point out that the convergence (6.15)
is topological. Let us consider an arbitrary optional set O C €2 x [0, T'] and fix an upper bound
M. It follows from (6.14) that

-~

.~ Y
lomin{Z"D", M} — 1o min{—, M}, (dk x P)-a.e.
y
Therefore, we get

[/ 1o(t,-) min{Z" D} }d/ct]

— ]E|:/ lo(t, -)min{%, M}d/{,].
0

Recall that the stochastic clock has a density dk; = ¢; d K; with respect to the deterministic
clock d K;. For each fixed ¢, from (6.15) we have

lo(t, )y min{Z" D}, M}g, — 10(z, ) min{Z, D,, M}p, in —P.
Recalling that E[¢;] < oo we have, for fixed ¢, that
M x E[g,] > E[1o(t, ) min{Z" D", M}g,] — E[10(t, ) min{Z, D, M}g,].

We integrate the above with respect to the deterministic clock d K; to obtain

T -
E[f 1o(t, -)min{Z;’D;’,M}d/q]
0

(6.16)

T o
:/ E[1o (. ymin{Z" D!, M} ] dK,
(6.17) OT
_>/ E[lo(,-) min{Z,D,, M}g,]|dK,
0

T —~ o~
= IE[/ lo(t,-)min{Z,;D;, M} dK,]
0
Together with (6.16), we have

T Y, T L
E[/ lo(t,-)min{Tt,M}d/{t} :E[/ lo(t, -)min{Z,D,,M}th],
0 y 0

which holds for any optional set O and any bound M, therefore, Y = y? D, (dx x P)-ae.
O

PROOF OF THE THEOREM 6.1. Since
N(n)

> i (D' > (D)~!, tel0, T,

recalling that A was defined from D and (6.13), as the processes A", therefore, A" only
increase by jumps. Therefore, we get

AA" = ! !
s = N N
Dk (71) Un,k le PR (n) D%c
(6.18) N(n) On,k i AAk 1
= Z N X N .
il SR —,; Df sl enpy

<1 <1
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On k
As W <1 and Z;iv:(?,) an,kﬁ > 1, we can bound the latter term in (6.18) by
k=n %n.k ok 5
s+
k
Z,ivz(’,’l) ADf}:' for s € [0, T]. We deduce that
_ o ONm A gk
AAT <Y o SEl0.TI.
k=n s

Therefore, we have

ro N(n) L[~
/VudAZ§ > (D)™ / V.dAk, refo,T],
0 k—n 0

and thus, we obtain

N@)

t L _ r
(_min (z0h) [ Viady <y @pHoh)™ [ Viaal
=n,...,N(n) 0 k—n 0
(6.19) N
t
=Y ZF | VudAL, te[0,T]
k=n

Since the process

R k

L} =) 7 A V,dAY, 0<t<T
k=n

is a nonnegative right-continuous submartingale, the maximal inequality and (6.11) together
imply

1
IP’( sup L' > —) <nE[L}]<27",

0<t<T n

SO

(6.20) sup L — 0, P-as.

0<t<T

Since Z" D" — %f/\ > 0, (dx x P)-a.e., consequently

- kpky_, Lo
min  (Z*D")—> -Y >0, (dk xP)-ae.,
k=n,....N(n) y

we obtain from (6.19) and (6.20) that the increasing RC process
~ .
L} ::/0 VidAj,, 0<r<T,

converges to zero in the product space. Denoting by O C Q2 x [0, T'] the exceptional set where
convergence to zero does not take place, and taking into account that L" are increasing, we
have that for

TO () =infl0<t<T:(w,1) €0},
we have

(r°,T]CO.
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Now
(drk x P)(0) =0,

implies that 7€ > T, P-a.s. (here used an assumption that T is the minimal time horizon
in the sense that the deterministic clock K is such that K; < K7, for every t € [0, T), this
assumption does not restrict generality). Thus, there exists a a set Q* of full probability
P(2*) = 1 such that, for each w € Q* and t < T we have

/O D) dA™ (@) — 0.

Let us fix a w € * and such that, for this w, the probability measure d A" () converges
weakly to d A (w) over the interval [6p(w), T']. The set of such w’s still has probability 1. The
Skorokhod representation theorem asserts that there exists a new probability space Q¢ and a
sequence of random times (" (w)),en as well as 7(w) such that the distribution of " () is
d A", the distribution of fw)isd A (w) and

(@) = t(w), P%-as.

on the new, artificial, probability space. Fix ¢ < T. We have
—~ t ~ ~
B[V (@ wrzn] = | V(@) dAi(@) 0.
0

One can see that
§(w) :=liminf Vin (@) (@) € {Vitoy— (@), Vi) (@)}, P?-as.

and

L)<ty = L <non{t(w) <t}, P”-as.
Therefore, applying Fatou’s lemma on 2%, we obtain

E[§ (@)1 fw)<n] =0.
We recall that both V(a)) and V_ (w) are nonnegative, and consequently we have
0 < min{ Vi) (@), Vi (@)} < (@),

and, therefore, we get

E*[min{ Vi) - (@), Viw) @)} 17w <n] =0.

This means that the distribution of 7(w) over the interval [#y(w), t) only charges the comple-
ment of the set of times

{u<t:V,_(®)=0or V,(w) =0}.

By taking ¢+ — T, one completes the proof. [J
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