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Abstract

We study a financial market where the risky asset is modelled by a geometric Itd-Lévy
process, with a singular drift term. This can for example model a situation where the asset
price is partially controlled by a company which intervenes when the price is reaching a
certain lower barrier. See e.g. Jarrow and Protter (J Bank Finan 29:2803-2820, 2005) for an
explanation and discussion of this model in the Brownian motion case. As already pointed
out by Karatzas and Shreve (Methods of Mathematical Finance, Springer, Berlin, 1998) (in
the continuous setting), this allows for arbitrages in the market. However, the situation in the
case of jumps is not clear. Moreover, it is not clear what happens if there is a delay in the
system. In this paper we consider a jump diffusion market model with a singular drift term
modelled as the local time of a given process, and with a delay 6 > 0 in the information flow
available for the trader. We allow the stock price dynamics to depend on both a continuous
process (Brownian motion) and a jump process (Poisson random measure). We believe that
jumps and delays are essential in order to get more realistic financial market models. Using
white noise calculus we compute explicitly the optimal consumption rate and portfolio in
this case and we show that the maximal value is finite as long as & > 0. This implies that
there is no arbitrage in the market in that case. However, when 6 goes to 0, the value goes to
infinity. This is in agreement with the above result that is an arbitrage when there is no delay.
Our model is also relevant for high frequency trading issues. This is because high frequency
trading often leads to intensive trading taking place on close to infinitesimal lengths of time,
which in the limit corresponds to trading on time sets of measure 0. This may in turn lead
to a singular drift in the pricing dynamics. See e.g. Lachapelle et al. (Math Finan Econom
10(3):223-262, 2016) and the references therein.

This research was carried out with support of the Norwegian Research Council, within the research project
Challenges in Stochastic Control, Information and Applications (STOCONINF), project number
250768/F20.

B<d Nacira Agram
nacira.agram @Inu.se

Bernt Bksendal
oksendal @math.uio.no

Department of Mathematics, Linnaeus University, SE-35195 Vixjo, Sweden

2 Department of Mathematics, University of Oslo, Box 1053 Blindern, NO-0316 Oslo, Norway

Published online: 25 November 2020 @ Springer


http://crossmark.crossref.org/dialog/?doi=10.1007/s11579-020-00284-9&domain=pdf

Mathematics and Financial Economics

Keywords Jump diffusion - Financial market with a local time drift term - Arbitrage -
Optimal portfolio - Delayed information - Donsker delta function - White noise calculus

Mathematics Subject Classification 60HO5 - 60H40 - 93E20 - 91G80 - 91B70

1 Introduction

It is well-known that in the classical Black-Scholes market, there is no arbitrage. However,
if we include a singular term in the drift of the risky asset, it was first proved by Karatzas and
Shreve [11] (Theorem B2, page 329), that arbitrages exist. Subsequently this type of market
has been studied by several authors, including Jarrow and Protter [10]. They explain how a
singular term in the drift can model a situation where the asset price is partially controlled
by a large company which intervenes when the price is reaching a certain lower barrier, in
order to prevent it from going below that barrier. They also prove that arbitrages can occur
in such situations.

The purpose of our paper is to extend this study in two directions:

First, we introduce jumps in the market. More precisely, we study a jump diffusion market
driven by a Brownian motion B(-) and an independent compensated random measure N G, ")
with an added singular drift term, modelled by a local time of an underlying Lévy process
Y (-). In view of the unstable financial markets we have seen in recent years, and in particular
during the economic crises in 2008 and the corona virus crisis this year, we think that jumps
are useful in an attempt to obtain more realistic financial market models.

Introducing jumps in the stock price motion goes back to Cox and Ross [5] and to Merton
[12].

Second, we assume that the trader only has access to a delayed information flow, represented
by the filtration F;_p, where 6 > 0 is the delay constant and F; is the sigma-algebra generated
by both {B(s)}s<; and {N (s, -)}s<;. This extension is also motivated by the effort to get more
realistic market models. Indeed, in all real-life markets there is delay in the information flow
available, and traders are willing to pay to get the most recent price information. Especially,
when trading with computers even fractions of seconds of delays are important. We represent
the singular term by the local time of a given process and show that as long as 8 > 0 there is
no arbitrage in this market. In fact, we show that this delayed market is viable, in the sense
that the value of the optimal portfolio problem with logarithmic utility is finite. However, if
the delay goes to 0, the value of the portfolio goes to infinity, at least under some additional
assumptions.We emphasize that our paper deals with delayed information flow, not delay in
the coefficients in the model, as for example in the paper by Arriojas et al [2]. There are many
papers on optimal stochastic control with delayed information flow, also by us. However, to
the best of our knowledge the current paper is the first to discuss the effect of delay in the
information flow on arbitrage opportunities in markets with a singular drift coefficient. We
will show that by applying techniques from white noise theory we can obtain explicit results.
Specifically, our model is the following:

Suppose we have a financial market with the following two investment possibilities:

e A risk free investment (e.g. a bond or a (safe) bank account), whose unit price So(7) at
time ¢ is described by

{dSo(t) =r()So(t)dt; te[0,T], (1.1

So(0) = 1.
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e A risky investment, whose unit price S(¢) at time ¢ is given by a linear stochastic differ-
ential equation (SDE) of the form

dS(t) =S@™) [M(t)dl+a(t)st+a(t)dB(t)+fR0y(t,;)ﬁ(dt,d{)]; t €0, 7],
S©O) =0,
(12)

where Rg = R\{0}. Here B(-) and N = N(dt,d¢) — v(d¢)dt is a standard Brownian
motion and an independent compensated Poisson random measure, respectively, defined on
a complete filtered probability space (2, F, P) equipped with the filtration F = {F;};>0
generated by the Brownian motion B(-) and N (-). The measure v is the Lévy measure of the
Poisson random measure N, and the singular term L; = L;(y) is represented as the local
time at a point y € R of a given F-predictable process Y (-) of the form

¢ ! .
Y (1) =/ ¢ (s)dB(s) +/ f Y (s, {IN(ds, dg), (1.3)
0 0 JRg

for some real deterministic functions ¢ : [0, T] — R, ¢ : [0, T] x Ryp — R satisfying

T
0</ {¢2(r)+/ wz(t,g')v(dg)}dt <ooas. forallr €[0,T]. (1.4
t Ro

The coefficients r(t), u(t), a(t), o(¢t) > 0 and y (¢, ¢) > 0 are given bounded F-predictable
processes, with o (¢) bounded away from 0.In this market we introduce a portfolio process
u : [0, T] x Q — R giving the fraction of the wealth invested in the risky asset at time ¢, and
a consumption rate process c : [0, T] x @ — R™ giving the fraction of the wealth consumed
at time 7. We assume that at any time ¢ both u(¢) and c(¢) are required to be adapted to a
given possibly smaller filtration G = {G;};¢[0,7] with G; € F; for all ¢. For example, it could
be a delayed information flow, with

Gt = Fmax(0,i—6), t =0, for some delay 6 > 0. (1.5)

This case will be discussed in detail later.
Let us denote by Ag the set of all admissible consumption and portfolio processes. We
say that ¢ and u are admissible and write ¢, u € Ag if, in addition, u is self-financing and

IE[ fOT w2+ c(t)z)dt] < 00, where [E denotes expectation with respect to P. Note that if

¢, u are admissible, then the corresponding wealth process X (t) = X“*(¢) is described by
the equation

dX(t) = X@OHIUA —u@)r@) +u@pu@) —c@®)ldt + u()a(t)dL,
+u(t)o(t)dB(t) + u(t) flRo y(t, ;)]V(dt, do)l. (1.6)
For simplicity, we put the initial value X (0) = 1.

The optimal consumption and portfolio problem we study is the following:

Problem 1.1 Leta > 0, b > 0 be given constants. Find admissible c*, u*, such that

J(c*, u*) =sup J(c, u), (1.7)

c,u
where

T
J(e u) = IE[/ aln(c() X (1))dt + bln(X(T))]. (1.8)
0
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Our results are the following:

Using methods from white noise calculus we find explicit expressions for the optimal con-
sumption rate c*(¢) and the optimal portfolio u*(¢). Then we show that the value is finite for
all positive delays in the information flow. In particular, this shows that there is no arbitrage
in that case. This result appears to be new.

We also show that, under additional assumptions, the value goes to infinity when the delay
goes to 0. This shows in particular that also when there are jumps the value is infinite when
there is no delay, in agreement with the arbitrage results of Karatzas and Shreve [11] and
Jarrow and Protter [10] in the Brownian motion case.

Remark 1.2 In our problem we are using the logarithmic utility function, both for the con-
sumption and for the terminal value. It is natural to ask if similar results can be obtained for
other utility functions. The method used in this paper is quite specific for the logarithmic
utility and will not work for other cases. This issue will be discussed in a broader context in
a future research.

2 Preliminaries

As we have mentioned above, we will use white noise calculus to find explicit expressions for
the optimal consumption and the optimal portfolio. Specifically, we will define the local time
in the terms of the Donsker delta function which is an element of the Hida space of stochastic
distributions (S)*. A brief introduction to white noise calculus is given in the Appendix. For
more information on the underlying white noise theory we refer to Hida et al. [9], Oliveira
[14], Holden et al. [8] and Di Nunno et al. [7] and Agram and Bksendal [3].

2.1 The Donsker delta function

We now define the Donsker delta function and give some of its properties. It will play a
crucial role in our computations.

Definition 2.1 Let Y : @ — R be a random variable which also belongs to the Hida space
(S)* of stochastic distributions. Then a continuous functional

Sy() i R = (S)* @2.1)

is called a Donsker delta function of Y if it has the property that

/R g)dy(dy = g(¥), as. (2.2)

for all (measurable) g : R — R, such that the integral converges.

Explicit formulas for the Donsker delta function are known in many cases. For the Gaussian
case, see Section 3.2. For details and more general cases, see e.g. Aase et al. [1].

In particular, for our process Y described by the diffusion (1.3), it is well known (see e.g.
[6,7,13]) that the Donsker delta functional exists in (S)* and is given by

1 t . -
Sr) = 5 /R exp® [ /O [ (@0 - ). doy
0

t
+ / ixp(s)dB(s)
0
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t
+/ { (V6O 1 ixy(s, O)v(de)
0 Ro

L) ds —ixy|d 23
> y|dx, 2.3)

where exp® denotes the Wick exponential.
Moreover, if 0 < s < t, we can compute the conditional expectation

E[8y (W1 Fs]

272’ exp / / ixy(r, {)N(dr d{)—i—/ ixp(r)ydB(r)

t
+ / (VO 1 —ixy(r, O)(dE)dr — / —x%¢*(r)dr — ixy:|dx. (2.4)
s JRo s 2
Note that if we put s = 01in (2.4), we get

1
Eldyn ()] = 5/ exp / ¢*(r)dr

t
+/ @V 1 —ixy(r, O))v(d)dr — ixy)dx < o0.
0 JRg
Putting v = 0 in (2.4), yields

i/ReXp[/: ixp(r)dB(r) — fst %x2¢2(r)dr _ ixy]dx
_1 s dB _ 2
= (27Tf3’¢2(r)dr) 2 exp ( _ (fo ‘z(}’t)d)z((:))dr y) >’ 2.5

where we have used, in general, fora > 0, b € R, that

/ g2y [T 2 (2.6)
R a

In particular, applying the above to the random variable Y (¢) := B(t) for some ¢t € (0, T]
where B is Brownian motion starting at 0 , we get for all 0 < s < ¢,

B 2
Blsu ()] = e =) e - S22 @)
We will also need the following estimate:
Lemma 2.2 Assume thatQ <s <t < T. Then
_1
Eldyi()IF] < (27 [/ {90) + [, v20r v@) | ar) . 28)

Proof From (2.4) we get, withi = /—1,

1 ‘ ‘
[ELSy () (DIF5]I < —/ exp [/ / Re(e ™V -0
2 R s Ro

t
—1—ixy(r, O))v(do)dr — %f x2¢2(r)dr] dx
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1 |: ! 155 L[ 2.2
< — [ exp / / ——x“Y(r, o)v(de)dr — f/ x“¢“(r)ydr | dx
21 R s Ro 2 2 K

= ok fexp [~ 22 [$0) + fo, 20 o) | dr | dx

t 1
(2n (/ {¢2(r)+/R W(r,;)v(d;)}dr)) g

2.2 Local time in terms of the Donsker delta function

In this subsection we define the local time of Y () at y and we give a representation of it in
terms of the Donsker delta function.

Definition 2.3 The local time L,(y) of Y (-) at the point y and at time 7 is defined by
1
Li(y) = lim —({s € [0,1]; Y (s) € (y — €,y + ),
e—0 2¢

where 1 denotes Lebesgue measure on R and the limit is in L2(A x P).

Remark 2.4 Note that this definition differs from the definition in Protter [15] Corollary 3,
page 230, in two ways:

(1) We are using Lebesgue measure dA(s) = ds as integrator, not d[Y, Y];.
(i) Protter [15] is defining left-sided and right-side local times. Our local time corresponds
to the average of the two.

If the process Y is Brownian motion both definitions coincide with the standard one. We
choose our definition because it is convenient for our purpose.

There is a close connection between local time and the Donsker delta function of Y (¢), given
by the following result.

Theorem 2.5 The local time L;(y) of Y at the point y and the time t is given by the following
S*-valued integral

t
Li(y) :/0 Sy (s)(¥)ds, (2.9

where the integral converges in (S)*.

Proof In the following we let xr denote the indicator function of the Borel set F, i.e.

lifx € F,
- 2.10
X () [Oifx ¢F. (2.10)

By definition of the local time and the Donsker delta function, we have
t
Li(y) = lim /0 3 X(y—e.yte (Y (5))ds

. ! 1
:élir}) A (/RZ}(('\,_G,y.t,.g)(x)5y(s)(x)dx)ds

= lim | -ty @ (o v (s )dx = [ Sy (0)ds,

because the function y — 8y 5)(y) is continuous in (S)*. ]
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3 Optimal consumption and portfolio in a market with a local time drift
term under partial information

We now return to the model in the Introduction. Thus we consider the optimal portfolio and
consumption problem (1.7)—(1.8) of an agent in the financial market (1.1) and (1.2). The
agent has access to a partial information flow G = {G,};>0 where G, € F; for all 7. It is
known that if G = F, i.e. G; = F; for all ¢, and if there are no jumps (N = v = 0), then
the market is complete and it allows an arbitrage. See Karatzas and Shreve [11] and Jarrow
and Protter [10]. It is clear that our market with jumps is not complete, even if G = F.
However, we will show that if G, = F;_g for some delay & > 0, then the market is viable
(i.e. the optimal consumption and portfolio problem has a finite value) and it has no arbitrage.
Moreover, we will find explicitly the optimal consumption and portfolio rates. If the delay
goes to 0, we show that the value goes to infinity, in agreement with the existence of arbitrage
in the no-delay case.

First we need the following auxiliary result.

Lemma 3.1 Suppose that E[8y)(y)|G;] € L2(P) and that
(@) —r(t) +a@®ESy ) (MG ] > 0.
Then there exists a unique solution u(t) = u*(t) > 0 of the equation

* 2
(a+D)a*Ou' ) +aT =0 +b] | D v

= (a(T —t) + b)[u(@) — r (1) + a(OE[8y ) (»)|G:]].
Proof Define

2
uy“(t,¢)
F = — " v(d?), >0,
w0 “‘”+“2/Rol+w(n;)”( 0, uz

where a; = (a + b)o%(t),ar = a(T —t) + b. Then

2
F') = a1 +ar /RO T or ;«2»2 v(dg) > 0,
and
F0) =0, Ilim F(u)= ooc.
U—00
Therefore, for all @ > 0 there exists a unique u# > 0 such that F(u) = a. O

We can now proceed to our first main result:

Theorem 3.2 (Optimal consumption and portfolio) Assume that o and y > 0 are G-
adapted and that

El8y 1y (1)1G:1 € L*( x P) and E[pu(t) — r(1)1G,] + «(OESy 1y (1)IG/] > 0, forall t € [0, T].

Then the optimal consumption rate is

a

() =c"(t) = m,
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and the optimal portfolio is given as the unique solution u*(t) > 0 of the equation

* 2
PVl « T— b woy .o o
(a+b)E[o”(0)|G u™ (1) + (a(T — 1) + D) . l—l—u*(t))/(t,g’)v( 9

= @(T =0+ b)(El() = r01G] + ¢ELBy 1 (1)1G11)

In particular, if there are no jumps (N = v = 0), the optimal portfolio will be

@(T = 1) +b)(EL1 (1) = r(1)IG,] + «(OELy () ()161])

u*(t) = (a + b)E[c2(1)|G;]

Proof By the Itd formula for semimartingales, see e.g. Protter [15], we get that the solution
of (4.2)is

t
X(t) = exp(/ u(s)o (5)dB(s)
0
t
+ / {r(s) + [(s) — r(s)lu(s) — c(s) — %az(s)uz(s)} ds
0
t t
+ fo u(s)a(s)dLy + /0 fR (1 + u()y (5. ©)) — u(s)y (s, OW(dE)ds
0

t ~
[ [ mis . o) Fas. o).
0 JRy

Since o and y are bounded and u € Ag the stochastic integrals in the exponent have
expectation 0. Therefore we get

t 1
ElIn(X(1)] = E[ /O {r(s) + [1(s) — r()u(s) — c(s) — Eaz(s)uz(snds

t t
+ /O u(s)a(s)dLs + /0 /R {1n<1+u(s>y(s,;>)—u(s)y(s,o}v(dc)ds].
0
3.1)

Formulas (4.2) and (1.8) and the 1t6 formula, lead to
T
J(c,u) = IE|:/ aln(c(t) X ())dt + bln(X(T)):|
0
T
- IE[/ {aln(c(t)) +aln(X(1))
0
+ b(r(r) + () = r(Ou() — () — %oz(t)uz(t)> }dr
T
+ b/ u(t)a(t)dL;
0

T
+b/0 /]‘g {ln(l‘i‘u(t))/(t,;))—u([)y(t7;)}v(dé.)dt:|
0
Substituting (3.1) in the above, gives
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T
J(c, u) :]E[/ [aln(c(l))
0
t
+a [ 6416 =@l = e = Ja7 0l o)ds
t
+/ u(s)o(s)dLy
0
t
+/ {ln(l+u(s)y(s,§))—n(s)y(s,{)}v(d{)ds)
o Jr,
T
+b</0 {r(t) L) — r(Ou) — () — %az(z)uz(z))}dt
T
+/ u(t)a(t)dL,;
0

T
[ [ s u e on - uo e onioar) |
0 JRg

Note that in general, we have, by the Fubini theorem,

/T (/th(s)ds)dz - /T (/Th(s)dt)ds
0 0 0 K

T T
= / (T —s)h(s)ds = / (T —t)h(t)dt,
0 0

' th(s)dLS dt = ! Th(s)dz dLy
0 0 0 K

T T
= / (T —s)h(s)dLs = / (T —t)h(t)dL;.
0 0

and

Therefore, using that
dL; = dL(y) = dy)(y)dt,

we get from the above that

T 1
T(e,u) = IE[/O E“a(ln(c(r)) (T = O{r @) + () — r(O)lu() — e(t) — 5az(t)uz(t)
+ (T = Hu@)a(t)dy @) (y)

+ (T =0 [ {In(l+u@®)y@.0)—u@)y(, C)}U(df))dt

Ro

1
+b(r(®) + [0 = FOl() = ct) = 507 OuA D)} + U8y ()

+ [0+ u @y )~ u@y @ OWED)|

Ro

g,]dt]. 32)

Using that ¢, u, « and y are G-adapted, we obtain

T
J(c.u) = E[ fo [a(new) + @ = nEr®IG]
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+ E[p(t) — r()|GJu(t)
1
—c(t) — 5JE[az(mgt]uz(r)}
+ (T — u®aESY (1)(y)|G:]

+ (T =0 | {In(l+u@)y(, ) —u@)y(, {)}v(dg“))

Ro
1
+ b(E[r(tngt] +Elp(®) — r(0)|Glu(t) — (1) — EE[oz(mg,]uZ(r)
+ u®)a(OE[Sy ) (»)|G:]

+ | {In(l +u@)y . 5) —u@)y, Z)}U(d§)> }dl}- (3.3)

Ro

This we can maximise pointwise over all possible values ¢, u € Ag by maximising for each
t the integrand. Then we get the optimal consumption rate

a
(1) = braT—0
and the optimal portfolio is given as the unique solution «*(¢) > 0 of the equation
(a + D)E[o?(1)|G Ju* (1)
+1a(T — 1)+ b] fp, 120000 )
= @(T = 1) +b)[El() — r(1)[G]

+aOEBy() (1G]].
In particular, if there are no jumps (N = v = 0), we get
(@(T = 1) +B)[Elu() = r0G,] + a0 Ely o (016

(a + b)E[02(1)|G;]

ut(t) = .
3.1 ThecasewhenG; = F;_ 9, t>0
From now on we restrict ourselves to the subfiltration G, = F;_y, t > 0 for some constant

delay 6 > 0, where we put F;_g = Fo for ¢+ < 6. In this case we can compute the optimal
portfolio and the optimal consumption explicitly. By (2.4) we have the following result:

Lemma 3.3 Assume that o and y > 0 are Gg-adapted, where Gy = {F;_g}1>0. Fort > 0
we have

1
E[(SY(I)()’N]'—FG] = E/}R
-6 N )
exp [/ / ixl/f(r,()N(dr,d{)—i—/ ixgp(r)ydB(r)
0 Ro 0

13
+/ (eixW(hi) — 1 —ixy(r,0))v(dt)dr
t—60 JRo
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" Lwrivar i
x“¢-(rydr —ixy|dx. (3.4)
-0 2
In particular, if v = 0and ¢ = 1, we get Y = B and (see also (2.7))

(Bt —0) —y)z]

T (3.5)

1
El5) ()| Fi-a] = 276) T exp| —
Then by Theorem 3.2, we get

Theorem 3.4 Suppose G; = F;_g with 6 > 0. Then the optimal consumption rate is given
by

a
b+a(T —1)’

and the optimal portfolio is given as the unique solution u*(t) > 0 of the equation

* 2
(a+bDE[o” ()| Fi—olu™(t) + (a(T —1) + D) . —1+u*(1)y(1’{)v( 9

= (a(T = 1) + b)(E[n(t) — r(1)|Fi—p] + a(OE[Sy (1) ()| Fi—p])-

In particular,

c*(t) =

sup J(c,u) = J(c*, u*) < o0,

c,u

and there is no arbitrage in the market.

4 The limiting case when the delay goes to 0

In this section, we concentrate on the delay case and with optimal portfolio only, i.e. without
consumption. Thus we are only considering utility from terminal wealth, and we puta = 0
and b = 1 in Theorem 3.2. Moreover, we assume that ¢ = 1 and ¢ = 0, i.e. that

Y(t)=B(); te][0,T] 4.1)

Also, to simplify the calculations we assume that r = 0 and u(t) = pu > 0,a(t) = o >
0,0(t) = o > 0 are constants, and y (¢, ) = y(¢) is deterministic and does not depend on
t. Then the wealth equation will take the form

dX () = X(@)[u(t)udt + u(t)adL,
+u®odB(t) +u() fp, vON@EL AL t€[0,T], XO0)=1, (42)

where the singular term L; = L,(y) is represented as the local time at a point y € R of B(-).
The performance functional becomes

Jow) = Elln X"(T)]; u € Ay,

where Ay denotes the set of all 7;_y -predictable control processes. This now gets the form
T
1
Jow) =] / () = S22 ) + w8y 0)1Fi-0)
0

T /R (In(1 +u()y ) = u @Oy (o) fdr] (43)
0

Our second main result is the following:
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Theorem 4.1 Suppose in addition to the above that
f Yy (g < o’
Ro

Then

lim sup Jo(u) = oo.
-0t ueAy

In particular, if there is no delay (6 = 0) the value of the optimal portfolio problem is infinite.

Proof For given 6 > 0 choose

u~+aR
ug(t) = — 75—,

where we for simplicity put
R = Rg = E[5p1) (W) Fi-ol.
Then we see that

ey V2 ©Ov@ED)
2

1
Jotug) = FELGu+aR))(1
o

) = CIEl(1 + aR)?] = C2 + CSE[R?),

since, by (2.8), E[R] < oco. Here Cy, C,, C3 are positive constants.
It remains to prove that

E[R2] — oo when 6 — 0.

To this end, note that by (2.5) we have

EIR}] = ElGs0) (0IFi-0)*] = @n6) " 'E[ exp (- W)] (44)
By formula 1.9.3(1) p.168 in [4] we have, with k > 0 constant,
Efexp(—k(B(t — 0) — y)?)] = m exp ( - 1'3;8(;_9)0)) 4.5)
Applying this to k = % we get
2 1 y?
E[R;] = mexp(— 2t—9) — 00, (4.6)
when 6 — 0. O

5 The Brownian motion case

In the case when Y (t) = B(t) the computations above can be made more explicit. We now
illustrate this, assuming for simplicity that y = 0. Then by Theorem 3.4 the optimal portfolio
u(t) is given by

) = LEIAO,
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where
B(t — 6)?
A1) = E[8p()(0)| Fr_g] = (20) "2 exp [ - %] =)
1
A = . 0<r<6. 5.1
(=——i 0= .1)

By (4.3)and (5.1) we see, after some algebraic operations, that the corresponding performance
Jo = J(0,7)is

- T 1 R )
To =E[ / (uﬁ(r) — —o272(p) +7T(t)ozA(t)>a't M ]
0
=A1+ Ay + A3,
where
2 - ) )
=502 =% - % 2
A= 20,2T, Ay = Uz]EI:/; A(t)dl‘]7 Ay = ZUZ]E[/O A (t)dt].

Using the density of B(s), we get

E[exp ( — B;és))] = /Rexp (—;;) \/2177s exp <—§> dy

1 1
(—*y (7 + ;)) dy. (5.2)

T
f exp(—ay®)dy = | =,
R a

we conclude, by putting s =t — 6 in (5.2), that

g [ e [T

Finally we use similar calculations to compute

ol T
Az = —@Qn0)™ (9 +/ \F(t)dt) ,
20 0

where, putting t — 0 =,
(s)2>] B B
1) = ex e e =d
Y1) = [ p ( R s y

( 2L +1))d 1 b 1
Y = T, 1 :
2 s\ gtn 24

In general we have, fora > 0,

q:“"

This gives

Az =

—(—+ - ds
202 \ 2 2025 + 0

We have proved the following:

a® (1 r=o 1 ol V2T =6 — /o
(] )- ( )
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Theorem 5.1 The optimal performance with a given delay 0 > 0 is given by
> oW 0 2ua(VT—\0) o? V2T=0—/0
Jo=sal ot T nm tTaa )

In particular, Jy — oo when 6 — 0.

Corollary 5.2 (i) For all information delays 0 > 0 the value of the optimal portfolio problem
is finite.
(i) When there is no information delay, i.e. when 6 = 0, the value is infinite.
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6 Appendix

In this section we give a brief survey of the underlying theory of white noise analysis used
in this paper. For more details see e.g. Di Nunno et al. [7] and Holden et al. [8] and the
references therein.

Definition 6.1 Let S(IR) be the Schwartz space consisting of all real-valued rapidly decreasing
functions f on R, i.e.,

| l‘im |x”f(k) (x)| =0; for all integers n, k. 6.1)
X|[— 00

Example 6.2 For instance C*° functions with compact support, f(x) = e’xz, fx) =

e‘x4, ... are all functions in S(R).

For any n, k > 0, define a norm |||, x on S(R) by
Ik = sup(1+ x| £ P ). (6.2)
xeR

Then the Schwartz space S(R), equipped with the topology defined by the family of semi-
norms

{ll-ln.k, n, kK > 0} is a Fréchet space.

Let S'(R) be the dual space of S(R). S'(R) is called the space of tempered distributions. Let
B denote the family of all Borel subsets of S(R) equipped with the weak topology.From now
on we will use the notation (a, b) that means a acting on b.

Theorem 6.3 (Minlos) Let E be a Fréchet space with dual space E*. A complex-valued
Sfunction ¢ on E is the characteristic functional of a probability measure v on E*, i.e.,

60 = / SN gy y ek, 63)
E*

if and only if it satisfies the following conditions:
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1. $(0) =1,
2. ¢ is positive definite, i.e.

n
Z Zjzkp(a; —ax) = 0 forall zj,z € C,aj, ar € E,
k=1

3. @ is continuous.

Remark 6.4 The measure v is uniquely determined by ¢. Observe that ¢ (0) = v(E*). Thus
when condition 1 above is not assumed, then we can only conclude that v is a finite measure.

6.1 White noise for Brownian motion
6.1.1 Construction of Brownian motion
Let ¢ be the function on S(R) given by

1
b)) = exp(—5|s|2>; £ €SM),

where | - | is the L2(R) norm.

Then it is easy to check that conditions 1-3 above are satisfied.

Therefore, by the Minlos theorem there exists a unique probability measure P on S’(R) such
that

ew(5l6R) = [ e@farwr ge s 64
2 S'(R)

Definition 6.5 The measure P is called the standard Gaussian measure on S’(R). The prob-
ability space (S'(R), B, P) is called the white noise probability space. In the following we
will use the notation 2 = S’(R) and the elements of 2 are denoted by w. The expectation
with respect to P is denoted by E[-],

Note that from (6.4) it follows that
E[{w, &)] =0 forall £ € S(R) and (6.5)

E[(w, £)?] = |&|* for all £ € S(R) (The Itd isometry). (6.6)

Using the It6 isometry we see that we can extend the definition of (w, &) from £ € S(R) to
all ¢ € L2(R) as follows:

(@, ¢) = lim (w, &) (limitin L*(P)),
n—oo
for any sequence &, € S(R) converging to ¢ in L>(R).
Thus for each r we can define B(r, -) € L2(P) by
B(t,®) = (o, xj0.1(-); t=0,0€Q.

Then the process {B(t, w)};>0,0en has stationary independent increments of mean O (by
(6.5)), and the variance of B(t) is ¢ (by (6.6)). Moreover, by the Kolmogorov continuity
theorem the process has a continuous version. This version is a Brownian motion. This is the
Brownian motion we work with in this paper.
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6.1.2 The Wiener-It6 chaos expansion
Let the Hermite polynomials 4, (x) be defined by

dn
he(x) = (=D)e2 L (73, n=0,1,2,...
dx"
The first Hermite polynomials are
hox) =1, hi(x) =x, ha(x)=x>—1, hy(x)=x>—x, ...
Let e be the kth Hermite function defined by
er(x) = a (k= D) Ze 2 Iy (V2x); k=1,2,... 6.7)

Then {ey }x>1 constitutes an orthonormal basis for L*(R) and ¢, € S(R) for all k. Define

Ok (@) = (w, ex) = / ex(x)dB(x,w); w e Q. (6.8)
R
Let 7 denote the set of all finite multi-indices ¢« = (1, 02, ...,qy),m = 1,2,..., of
non-negative integers ;. If &« = (a1, ..., ay) € J,a # 0, we put
m
Hy() = [ [ ha; 0 (@)): o € Q. (6.9)
j=1

By a result of 1t6 we have that

1n(€®) = [ he, 6)) = Ha, (6.10)
j=1

where [, denotes the m-iterated It6 integral, defined below.We set Hy := 1. Here and in the
sequel the functions eg, ez, ... are defined in (6.7) and ® and ® denote the tensor product
and the symmetrized tensor product, respectively.

The family { H, }yc 7 is an orthogonal basis for the Hilbert space L>(P). In fact, we have the
following result.

Theorem 6.6 (The Wiener-1to chaos expansion theorem (I)) The family {H,}a € J con-
stitutes an orthogonal basis of L*>(P). More precisely, for all Fr-measurable X € L*(P)
there exist (uniquely determined) numbers c, € R, such that

X =) coHy € L*(P). (6.11)
aeJ
Moreover, we have
||X||32(P) =Y ale. (6.12)
aeJ

Let us compare the above Theorem to the equivalent formulation of this theorem in terms
of iterated Itd integrals. In fact, if Y (#1, 12, . . ., t,,) is a real deterministic symmetric function
in its n variables 1, ..., t, and ¥ € L2(R"), that is,

T ::fR Wt o) Pdndsy .. dt,
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then its n-iterated It0 integral is defined by

L) = / YdB®"
]Rn

oo In In—1 n
:n!/ // / Yty  ta, ..., t,)dB(t))dB(t2) ...dB(t,),

where the integral on the right-hand side consists of n-iterated It6 integrals.
Note that the integrand at each step is adapted to the filtration F. Applying the It isometry
n times we see that

2
E| ( i 1/de®”> | =112 - (6.13)
For n = 0 we adopt the convention that
lo(y) = /R JVdB® =y = ¥l 2oy,

for ¥ constant. Let 12 (R™) denote the set of symmetric real functions on R”, which are
square integrable with respect to Lebesgue measure.Then we have the following result:

Theorem 6.7 [The Wiener Ité chaos expansion theorem (II)]For all fT— measurable X €
L2(P) there exist ( uniquely determined) deterministic functions f; € L2(R") such that

o0 [o.¢]
X = Z/ f2dB® =" Li(fy) € LA(P). (6.14)
n=0’R" n=0
Moreover, we have the isometry
o0
X132 0py = D n Sl 2y (6.15)
n=0

The connection between these two expansions in Theorems (6.6) and (6.7) is given by

fo = Z cae?m@ei@az@...@egam, n=0,1,2,...

aed,|al=n

where |@| = a1 + a2 ...+ oy fora = (ay,...,apn) € T, m=1,2,...

Recall that the functions ey, 2, . .. are defined in (6.7) and ® and &® denote the tensor
product and the symmetrized tensor product, respectively.
Note that since Hy = I,,(e®¥), fora € 7, |a| = m, we get that

m!||e® = al, (6.16)

2
“ ”L2(Rm)

by combining (6.12) and (6.15) for X = X, .

6.1.3 Stochastic distribution spaces

Analogous to the test functions S(R) and the tempered distributions S’ (R) on the real line R,
there is a useful space of stochastic test functions (S) and a space of stochastic distributions
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(8)* on the white noise probability space. We now explain this in detail:In the following we
use the notation

eN* =] [en, (6.17)
j=1

if o« = (g, an, ...).We define
e® =(0,0,...,1,...),
with 1 on the kth place. Thus we see that
Ny = 2.
The Kondratiev Spaces (S){, (S)_; and the Hida Spaces (S) and (S)*

Definition 6.8 Let p be a constant in [0, 1].

e Let k € R. We say that f = ZQEJ agHy € L*(P) belongs to the Kondratiev test
function Hilbert space (S),  if

I, =D az@)*@N)** < oo (6.18)
aeJ
e We define the Kondratiev test function space (S),, as the space
)y =) Skp
keR

equipped with the projective topology, that is, f,, — f,n — oo, in (S), if and only if
Il fn = fllk,p — 0, n — oo, forall k.

e Let g € R. We say that the formal sum F = )", 7 ba Hy belongs to the Kondratiev
stochastic distribution space (S)—g4,—p if

L2y —p =D ba(ah)'"P2N)"* < oc. (6.19)
aeJ
We define the Kondratiev distribution space (S)_, by
S =JS g
geR

equipped with the inductive topology, that is, F, — F,n — 00, in (S)_, if and only if
there exists g such that | F, — F||—4,—, — 0,n — oo.
o If p = 0 we write

(S)o = (S) and (S)— = ()"

These spaces are called the Hida test function space and the Hida distribution space,
respectively.

e IfF=)", c.7 ba Hy In (S8)—_1, we define the generalized expectation E[F] of F by
E[F] = by. (6.20)
(Note that if F € L2(P), then the generalized expectation coincides with the usual

expectation, since E[H,] = 0 for all « # 0).
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Note that (S)_; is the dual of (S); and (S)* is the dual of (S). The action of F =
Y wegbaHy € (S)—10n f =3, ;a,Hy € (S); is given by

(F.f) =Y alagb,.

‘We have the inclusion

(8)1 C(S) C L*(P) C (S)* C (S)-1.

Example 6.9 Since

B(t) = (o, xj0.1) = Y _(ex, xi0.1) (@, ex)
k=1

0 t
= Z </ ek(s)ds> H ),
k=1 W0

we see that white noise B(t) defined by

o0

. d
B = B =) _e®)Hw,
k=1

exists in (S)*.

6.1.4 The Wick product

In addition to a canonical vector space structure, the spaces (S) and (S)* also have a natural
multiplication given by the Wick product:

Definition 6.10 LetX =), ;a,HyandY = Zﬁe] bg Hg be two elements of (S)*. Then
we define the Wick product of X and Y by

Xo¥ = Y awbgHarp= Y | Y  aubp|H,.
a.ped yeJ \a+p=y
Example 6.11 We have
B(1) o B(1) = B*(1) — 1,

and more generally

< / ¢(s)dB<s>> o ( / wmdB(s))
R R
_ ( / ¢(s)dB(s>>.< / w(s)dms)) - / ()W (5)ds.
R R R

forall ¢, ¥ € L2(R).

Some basic properties of the Wick product. We list some properties of the Wick product:
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X, YeSh=XoY (5.

X, YeS)1=>XoY e(S-1.
X, Ye(S)=>XoY e€(S).
XoY=YoX.
XoYoZ)y=(XoY)oZ.
XoY+2)y=XoY+XoZ
I (fn) © Ln(gm) = In+m(fn®gm)~

In view of the properties (1) and (4) we can define the Wick powers X°" (n = 1, 2, ...) of
X e (S)_jas

Nk v =

X" :=XoXo...0oX (ntimes).

We put X°° := 1. Similarly, we define the Wick exponential exp® X of X € (S)_; by

1

< - o yon
exp” X = Z n!X € (S)_1.

n=0

In view of the aforementioned properties, we have that
X+ =X24+2X0Y + Y2,
and also
exp’(X +Y) =exp® X oexp® Y,

for X,Y € S_j.Let E[X] denote the generalized expectation of an element X € (S). It
coincides with the standard expectation if X € L'(P). Then we see that

E[X ¢ Y] = E[X]E[Y],

for X,Y e (S)-1. Note that independence is not required for this identity to hold. By
induction, it follows that

E[exp® X] = expE[X],

for X € (S)_1.

6.1.5 Wick product, white noise and It6 integration

One of the spectacular results in white noise theory is the following, which combines Wick
product, white noise and It6 integration:

Theorem 6.12 Let ¢(t) € L2([0, T1 x ) be F-adapted. Then the integral fOT p(t)o é(t)dt
exists in (S)* and

T T .
/ e(t)dB(t) = f @(t) o B(t)dt. (6.21)
0 0

Remark 6.13 Heuristically, we can see that we obtain this result by using that B(7) = % B(1).
If we work in (S)* this argument can be made rigorous.
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6.2 White noise for Lévy process
6.2.1 Construction of Lévy processes

The construction we did above for Brownian motion can be modified to apply to other
processes. For example, we obtain a white noise theory for Lévy processes if we proceed as
follows (see [7] for details):

Definition 6.14 Let v be a measure on Rq such that

/ 2v(de) < oo. (6.22)
R
Define
h(p) = exp ( / \If(go(x))dx); ®€(S), (6.23)
R
where
U (w) :/(e““ — 1 —iwo)v(de); weR, i=+—I (6.24)
R

Then h satisfies the conditions (i)—(iii) of the Minlos Theorem 6.3. Therefore there exists a
probability measure Q on Q = &'(R) such that

]EQ[e“W] ::/S2ei(“’"”>dQ(w):h(ga); 0 € (S). (6.25)

The triple (€2, F, Q) is called the (pure jump) Lévy white noise probability space.

One can now easily verify the following

e Eol(,)l=0; ¢e(S)
o Eol(9)?1=K [ *(0)dy; ¢ € (S), where K = [ ¢?v(d?).

As we did for the Brownian motion, we use an approximation argument to define
70 =7t @) = (o, xp0.1):  a.a.t, ) €[0,00) x Q. (6.26)
Then the following holds:

Theorem 6.15 The stochastic process 7(t) has a cadlag version. This version n(t) is a pure
Jjump Lévy process with Lévy measure v.

6.2.2 Chaos expansion

We assume that the Lévy measure v satisfies the following condition:
For all ¢ > 0 there exists A > 0 such that

/ exp(A |V (d?) < oo. 6.27)
Ro\(~&.6)

This condition implies that the polynomials are dense in L?(p), where
p(dg) = ¢?v(do). (6.28)

Now let {{} =0 = {1, 11, 2, ...} be the orthogonolization of {1, ¢, ¢, ...} with respect to
the inner product of L?(p). Define

i@ =Lt 2 Gi1@) =12, (6.29)
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and |

2
m = (/R czv(d;)) = ol 2y = 1l2¢p) - (6.30)
0

In particular,
1) =my'cor ¢ =mapi(¢). (6.31)

Then {p; (;“)}j>l is an orthonormal basis for L?(v).
Define the bijection k¥ : N x N — N by

k@, j)=j+@+j—2)G+j—1)/2. (6.32)

ey @ @& O

e —> o ® - ®© —>
3G v OV
© v
()
s
Let {e; (¢)};> be the Hermite functions. Define
S (. &) = ei(D)p;(L). (6.33)

If @ € J withindex(a) = j and |a| = m, we define §%% by

8 (1, L1y vty L)

=67 ® .. @8 (1, 1t )
= 51017 {1) T '5l(ta1, ;al) e '(Sj(tm—ozj+17 g-m—a,'+l) tees '8j(tm» gm)-(6-34)
a factors a; factors

We set 81‘80 = 1. Finally we let 88 denote the symmetrized tensor product of the & 's :

~ A &a;
8, Q1 ety Gn) =87 @ @8, (1, 1 s ) (6.35)

For a € J define )
Ko =l (6%) (6.36)

Theorem 6.16 Chaos expansion Any F € L?(P) has a unique expansion of the form

F = Z cuKa. (6.37)
aeJ
with ¢y, € R. Moreover,
112200y = D atlc2. (6.38)
aeJ
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6.2.3 The Lévy-Hida spaces
(i) Let (S) consistof all ¢ = Zaej au Ky € L*(P) such that

leli; =) aZal@N)** < oo forall k € N, (6.39)
aeJ

equipped with the projective topology, where

eNY* =[], (6.40)

jzl1

ifa=(x1,02,,...)€J.
(i) Let (S)* consist of all expansions F = Z(XEJ by K such that

IFI%, = bial2N) 4% < oo for someg € N. (6.41)
aed

endowed with the inductive topology. The space (S)* is the dual of (S). If F =
Y wesbuKo € (S)*and g =), 7 ay Ky € (S), then the action of F on ¢ is

(F.@) =) aabyal. (6.42)
aeJ

(i) FF=), c7 oKy € (8)*, we define the generalized expectation E[F] of F by
E[F] = ag.

Note that E[K] = O for all @ # 0. Therefore the generalized expectation coincides with
the usual expectation if F € L>(P).

We can now define the white noise r’](t) of the Lévy process

t ~
n() :/ / ¢N(dt,dE).
0 JRy

and the white noise 1\~/(t, Z) of ]V(dt, d¢) as follows.

L Nt dg) . -
=— (R -Nik . 4
N(t,¢) dr x v(d?) (Radon-Nikodym derivative) (6.43)

Also note that 7.7 is related to N by

h) = / Nt 0)v(do). (6.44)
Ro

6.2.4 The Wick product

We now proceed as in the Brownian motion case and use the chaos expansion in terms of
{Kq}e s to define the (Lévy-) Wick product.
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Definition 6.17 Let F = ), ;aqKy and G = Zﬁej bgKpg be two elements of (S)*.
Then we define the Wick product of F and G by

FoG= Y awbpKaip=Y | D aubs|K,. (6.45)

o,ped yeJ \a+B=y

6.2.5 The Wick product, white noise and Skorohod integral

Theorem 6.18 (i) Let Y (t) be Skorohod integrable with respect to n. Then Y (t) © r.](t) is
dt—integrable in the space (S)* and

/Y(t)&n(t):/ Y (1) o n(t)dt. (6.46)
R R

(ii) Let X(t, ) be Skorohod-integrable with respect to N(,-). Then X(t, Z) o N, g) is
v(d¢)dt—integrable in (S)* and

// X(t,;)ﬁ(&t,d{):// X(r,;)oﬁ(z,;)u(d;)m. 6.47)
R JRy R JRy
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