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SINGULAR CONTROL OF THE DRIFT OF A BROWNIAN SYSTEM

SALVATORE FEDERICO, GIORGIO FERRARI, AND PATRICK SCHUHMANN

ABSTRACT. We consider a standard Brownian motion whose drift can be increased or decreased
in a possibly singular manner. The objective is to minimize an expected functional involving the
time-integral of a running cost and the proportional costs of adjusting the drift. The resulting
two-dimensional degenerate singular stochastic control problem is solved by combining techniques of
viscosity theory and free boundary problems. We provide a detailed description of the problem’s value
function and of the geometry of the state space, which is split into three regions by two monotone
curves. Our main result shows that those curves are continuously differentiable with locally Lipschitz
derivative and solve a system of nonlinear ordinary differential equations.

Keywords: singular stochastic control; Dynkin game; viscosity solution; free boundary; smooth-
fit; Brownian motion; ordinary differential equation.
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1. INTRODUCTION

Consider a system whose position or level is subject to random fluctuations and can be corrected
by acting on its drift. The latter can be increased or decreased, and the actions affecting the drift’s
dynamics do not need to be performed at rates; also impulses or singularly continuous forces can be
applied. The objective of the decision maker is to minimize a total expected functional consisting of
the time-integral of a running cost and of the proportional costs of adjusting the drift.

We model this problem as a two-dimensional singular stochastic control problem (see, e.g., [20],
[24], [25], and [39] as classical contributions to the theory of singular stochastic control). The system’s
position/level X evolves as

¢
(1.1) Xt:a:+oz/ Ysds +nWy, z €R,
0

for some positive constants a,n and for a given standard Brownian motion W, and the drift Y is
such that

(1.2) Vi=y+& —&, yeR

Here, & (respectively, &) are the cumulative increase (respectively, decrease) of the drift up to time
t > 0 and, as such, {7 and £~ are nondecreasing processes, and £ := £T — £~ has finite variation.
The process X might be thought of as a random demand/level of sales whose instantaneous trend
Y can be affected via production, according to supply and demand rules, or through an inventory
management policy (see, e.g., the review [38]). Alternatively, X could be the position of a satellite
which is subject to random disturbances and can be adjusted by properly acting on its velocity. The
decision maker aims at picking a control rule £ that minimizes an expected cost functional. This
consists of a term measuring the total cost of acting on the system, which is proportional to the
total variation of &, and of a term involving a running convex cost function f of the current values
(Xt,Y:). For example, if X is a satellite position and Y its velocity, the decision maker might want
to keep the satellite as close as possible to a given target level, say 0, while minimizing the system’s
kinetic energy; in such a case a possible choice of f might therefore be f(x,y) = 22 + y2.
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Our problem might be seen as a generalization of the bounded-velocity control of a scalar Brownian
motion introduced by V.E. Benes in 1974 [2], which has stimulated a subsequent large literature
allowing for different specifications of the performance criterion and incorporating also other features
like discretionary stopping and partial observation (see [1], [3], [21], [22], [23], [28], among many
others). However, while in the previous papers the decision maker tracks the position of the Brownian
system by choosing the value of its drift within a bounded set (hence the term bounded-velocity
control), in our problem the Brownian motion is only indirectly affected by the controller’s actions
that, in fact, can unlimitedly increase and decrease the Brownian’s drift at proportional costs. As a
result, in our case the optimal control rule is expected to be of singular type (see Section 6.1 below),
rather than of so-called bang-bang type (cf. [2], [21], [22], [23], among others).

In [37] the optimal correction problem of a damped random oscillator is studied. Differently to us,
in that paper the velocity is subject to random disturbances and it is linearly controlled via a process
of bounded variation, while the oscillator’s position is not affected by noise. The authors formulate
the problem as a (cheap) degenerate two-dimensional singular stochastic control problem and a
thorough study of the related dynamic programming equation is performed via analytic methods. In
[11], it is provided a numerical analysis of the non-cheap linear version of the control problem of [37].

The two papers that are perhaps closest to ours are [26] and [18]. In [20] a singular stochastic
control problem with monotone controls and with finite-fuel constraint is considered. The problem is
motivated by the issue of irreversible installation of solar panels, where the price of solar electricity is
mean-reverting, with drift affected by the cumulative amount of installed solar panels. The authors
solve the problem via a guess-and-verify approach and characterize the free boundary as the unique
solution to a first-order ordinary differential equation (ODE) complemented by a boundary condition
directly implied by the finite-fuel constraint. In [18], it is studied a two-dimensional singular stochas-
tic control problem with controls of bounded-variation and interconnected dynamics. The problem’s
characteristic is that the mean-reversion level of the diffusive component of the state process is an
affine function of the purely controlled second component.

As in [18], the full degeneracy of our setting where the drift component is purely controlled, allows
us to provide a detailed study of the value function and of the geometry of the problem’s state space.
In particular, we argue as in [13], and following a direct approach employing techniques from viscosity
theory and free-boundary problems we show that: (i) the value function V' is differentiable with first
derivatives that are (locally) Lipschitz, and its y-derivative identifies with the value of an optimal
stopping game (see also [9]); (ii) the state space is split into three connected regions (continuation and
action regions) by two monotone curves (free boundaries); (iii) the expression of the value function
in each of those regions is provided; (iii) the second order derivative V,, is continuous in the whole
space (second-order smooth-fit); (iv) the free boundaries solve a system of integral equations.

Furthermore, because the uncontrolled process is a Brownian motion (rather than a more complex
Ornstein-Uhlenbeck process as in [18]) here we are able to push the analysis of [18] much further (see
Sections 5 and 6 below). As a matter of fact, we can show that the limit of the third derivative Vi,
at the free boundaries along any sequence of points belonging to the (interior of the) continuation
region exists and is nonzero. This allows us to suitably apply the implicit function theorem and to
show that the free boundaries are locally Lipschitz functions of the y coordinate. Then, by exploiting
such a property and differentiating the integral equations solved by the free boundaries, we can prove
that the latter satisfy a system of (explicitly computable) first-order ODEs. The regularity of the
forcing term appearing in the ODEs finally implies that the free boundaries are actually continuously
differentiable with locally Lipschitz derivative (see Theorem 6.3). To the best of our knowledge, in the
context of a fully degenerate two-dimensional singular stochastic control problem with interconnected
dynamics, a similar result appears here for the first time.

Unfortunately, providing boundary conditions complementing the ODEs still remains an open
problem. Indeed, it seems hard to identify a relevant value of y for which the values of the free
boundaries can be determined, as well as some kind of asymptotic growth that might restrict the
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functional class where to look for uniqueness of the ODEs’ system. However, in Section 6.1 we
propose a conjecture about the derivation of a Cauchy problem involving the first derivatives of
the free boundaries with respect to the parameter « (cf. (1.1)), rather than y. A discussion on the
structure of the optimal control is also presented in Section 6.1.

The rest of the paper is organized as follows. Problem formulation and preliminary results are
provided in Section 2, while preliminary properties of the free boundaries in Section 3. Section 4
contains the structure of the value function and the second-order smooth-fit property, and most of the
results of this section follow from them in [18]. Further important properties of the free boundaries
- as their (locally) Lipschitz continuity - are proved in Section 5, while the system of ODEs for the
free boundaries is finally obtained in Section 6.

1.1. Notation. In the rest of this paper, we adopt the following notation and functional spaces. We
will use | - | for the Euclidean norm on any finite-dimensional space, without indicating the dimension
each time for simplicity of exposition.

Given a smooth function h : R — R, we shall write h’, h”, etc. to denote its derivatives. If the
function h admits & continuous derivatives, k > 1, we shall write h € C*(R;R), while h € C(R;R) if
such a function is only continuous.

For a smooth function h : R? — R, we denote by h,, Iy, haz, hyy, ete. its partial derivatives. Given
k,7 € N, we let C’k’j(RZ;]R{) be the class of functions h : R? — R which are k-times continuously
differentiable with respect to the first variable and j-times continuously differentiable with respect
to the second variable. If k = j, we shall simply write C*(R?;R). Moreover, for a domain O C RY,

d € {1,2}, we shall work with the space C{Z’FP(O;R), k > 1, which consists of all the functions
h: O — R that are k times continuously differentiable, with locally-Lipschitz kth-derivative(s).
Also, for p > 1 we shall denote by LP(O;R) (resp. L (O;R)) the space of real-valued functions

loc

h : O — R such that |h|P is integrable with respect to the Lebesgue measure on O (resp. locally
integrable on ©). Finally, for & > 1, we shall make use of the space W*?(O;R) (resp. VVIIZf((’); R)),
which is the space of all the functions h : O — R that admit kth-order weak derivative(s) in LP(O;R)
(resp. LY (O;R))).

loc
2. PROBLEM FORMULATION AND PRELIMINARY RESULTS

Let (2, F,F := (F¢)t>0, P) be a complete filtered probability space rich enough to accommodate
an F-Brownian motion W := (W;);>0. We assume that the filtration F satisfies the usual conditions.
We introduce the (nonempty) set

A:={: Q xRy — R: (&)>0 is F-adapted and such that t — & is a.s.
(2.1) cadlag and (locally) of finite variation},
and for any ¢ € A we denote by £ and £~ the two nondecreasing F-adapted cadlag processes
providing the minimal decomposition of &; that is, such that £ = ¢+ — ¢~ and the (random) Borel-
measures induced on [0, 00) by £ and £~ have disjoint supports. In the following, for any £ € A, we
set 53[_ =0 a.s. and we denote by [£|; := & + &, t > 0, its total variation.
For £ € A, (z,y) € R?, and a > 0, we then consider the purely controlled dynamics

(2.2) Y =yref—g, t20. Y=y,

as well as the diffusive

23) {d)ifvivf = aYPEdt + ndWy, >0,
Xo’y’ = .

The unique strong solution to (2.3) is given by

t
(2.4) XPVE = g4 a/ YYS ds + Wy, VEE A, t>0.
0
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The parameter o measures the strength of the interaction between the processes X and Y. Clearly,
for a = 0 the two dynamics are decoupled and X is a Brownian motion with volatility n > 0.

Remark 2.1. It is worth noticing that the restriction a > 0 is not necessary for the subsequent
analysis; in fact, all the results of this paper (up to obvious modifications) can be still deduced with
the same techniques also in the case a < 0. We have decided to consider only the case a > 0 just in
order to simplify the exposition.

Controlling the dynamics (X,Y’) gives rise to an instantaneous cost that is proportional — with
marginal constant cost K > 0 — to the total variation of the exerted control. Moreover, the controller
faces also a running cost depending on the current levels (Xy,Y;). The aim is therefore to choose a
control ¢ € A such that, for any (x,y) € R?, and for a given p > 0, the cost functional

(25) o€ = €| [T emeri i [Terka)]
0 0

is minimized; that is, to solve

(2.6) V(z,y) = inf J(@,4:6),  (w,y) €R

In (2.5) and in the following, the integrals with respect to d|¢| and dé* are intended in the
Lebesgue-Stieltjes’ sense; in particular, for ¢ € {|£],£7,£7}, we set [7(-)d¢ == f[os )d¢; in order
to take into account a possible mass at time zero of the Borel (random) measure d¢{. The function
f:R? = R™ satisfies the following standing assumption.

Assumption 2.2. There exists constants p > 1, and Cy,C1,Cy > 0 such that the following hold
true:

(i) 0 < f(2) < Co(1+ |2])", for every z = (z,y) € R%;
(ii) for every z = (x,y), 2" = (2/,y') € R2,
£(2) — FE) < L+ £() + 1) o]z — 2
(iii) for every z = (x,y),2' = (2/,y') € R? and X € (0,1),

0. M)+ (1= NS — FOhs + (1= X)) < CoA(1 = N1+ 1) + f) (72 | —
(iv) & — fy(z,y) is nondecreasing for any y € R.

Remark 2.3. (i) By Assumption 2.2-(iii), f is conver and locally semiconcave; then, by |7,
Cor. 3.3.8],
f e OuFP(R%ER) = WES(R%R).

(ii) A function f satisfying Assumption 2.2 is, for example,
fl,y) =z — 2P +ly — 9P,
with p > 2 ad for some Z,7y € R.

We now provide some preliminary properties of the value function, whose classical proof exploits
the linear structure of the state equations.

Proposition 2.4. Let Assumptwn 2.2 hold and let p > 1 be the constant appearing in such assump-
tion. There exist constants Co, C’l, CQ > 0 such that the following hold:

(i) 0<V(z2) < Co(l + \z|p), for every z = (x,y) € R%;

(ii) for every z = (x,y), 2 = (¢',y') € R?,

V(2) = V()] < Cr(1+ |2+ |Z)" 1z = 2/);
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(iii) for every z = (z,y),2' = (2/,4') € R? and X € (0,1),
0<AV(2)+ (1= MV(Z) = V(Az+ (1 = N)2') < CoA(1 = A)(L+ 2| + |2/])@2D 7|z — /2.
In particular, by (iii), V is convezx and locally semiconcave, hence, by Corollary 3.5.8 in [7],

V e CLFP(R%R) = WE (R R).

oc

Proof. Due to (2.2) and (2.3), the properties of f required in (ii) and (iii) of Assumption 2.2 are
straightly inherited by V' (see, e.g., the proof of Theorem 1 of [10], that can easily adapted to our
infinite time-horizon setting, or that of Theorem 2.1 in [3]). O

3. THE DYNKIN GAME AND PRELIMINARY PROPERTIES OF THE FREE BOUNDARIES

In this section we show that Vj, identifies with the value function of a suitable Dynkin game (a
zero-sum game of optimal stopping), and we derive preliminary properties of the two curves (free
boundaries) that delineate the region of the space where the |V,| < K. In order to simplify the
notation, in the following we write X%¥ instead of X*¥C  to identify the solution to (2.3) for £ = 0.
Most of the results of this section are close to those in Section 3 of [18], and their proof will be
therefore omitted for the sake of brevity.

Theorem 3.1. Let (z,y) € R%. Denote by T the set of all F-stopping times, and for (o,7) € T x T
consider the stopping functional

TNO
Wo i) i=€| [ (0000 + @V 0)) at
0

(31) - e_pTKﬂ{T<a} + 6_pgK:ﬂ‘{T>O'}:| s

where Vy, is the partial derivative of V' with respect to x (which exists continuous by Proposition 2.4).
One has that the game has a value, i.e.

inf sup¥(o,7;x,y) = sup inf ¥(o,7;2,7),
UGTTG}; ( v) TE'I7)—G€T ( 2

and such a value is given by

(3.2) Vy(z,y) = inf sup ¥(o, 7;2,y) = sup inf ¥(o,7;2,7).
o€T 7T TeT o€T

Moreover, the couple of F-stopping times (7*(x,y),0*(x,y)) := (7%, 0%) such that
(3.3) o :=inf{t >0: V(X y) > K}, 7 :=inf{t>0: V(X" y) <-K}
(with the usual convention inf ) = +00) form a saddle-point; that is,

VreT V(o*, 1y <Vy(z,y) =V(c",m%5z,y) <¥Y(o,75z,y) YoeT.

The proof of Theorem 3.1 can be obtained by arguing as in the proof of Theorem 3.1 of [18]
(see Appendix A therein). In particular, it follows from Theorems 3.11 and 3.13 in [9], through
a suitable (and not immediate) approximation procedure needed to accommodate our degenerate
setting. Details are omitted.

From (3.2) it readily follows that —K < Vy(z,y) < K for any (z,y) € R?. Hence, defining

Z:={(z,y) eR?*: Vy(z,y)=-K},
(3.4) C:= {(:E,y) eER?: —K < Vy(z,y) < K},
D= {(azjy)GRQ: Vy(az,y):K},

we have that those regions provide a partition of R2.
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By continuity of V}, (cf. Proposition 2.4), C is an open set, while Z and D are closed sets. Moreover,
convexity of V' provides the representation

C={(z,y) €ER?: by(z) <y < ba(x)},
IT={(z,9) eR*: y<bi(2)}, D={(z,9) eR*: y>by(a)},
where the functions b; : R — R and by : R — R are defined as

(3.5) bi(z) :=inf{y e R |V, (z,y) > —K} =sup{y e R | Vy(z,y) = —K}, z€R,
(3.6) ba(x) :==sup{y e R | Vy(z,y) < K} =inf{y e R | Vy(z,y) = K}, z€R,
(with the usual conventions inf () = oo, inf R = —o0, supf) = —o0, supR = o).

Equation (3.2), together with the fact that x — V,(x,y) is nondecreasing for any y € R by
convexity of V' (cf. Proposition 2.4) and = — f,(x,y) is nondecreasing by Assumption 2.2-(iv), easily
imply the following result.

Lemma 3.2. V(-,y) is nondecreasing for all y € R.

We now move on by obtaining preliminary properties of b; and bs. Its proof can be obtained by
exploiting the continuity and the monotonicity of V;, and easily adjusting the arguments of the proof
of Proposition 3.3 of [18] to the present setting in which Vj(-,y) is nondecreasing.

Proposition 3.3. The following hold:
(i) b1 : R = RU{—0o0}, by : R - RU {o0};
(ii) b1 and by are nonincreasing;
(iii) bi(x) < ba(z) for all z € R;
(iv) by is left-continuous and by is right-continuous.

Let us now define

(3.7) by :=supbi(z), by :=inf by(z), be:=supba(z), by:= inf by(z),
z€R zeR z€R xR

together with the pseudo-inverses of b; and bs by
(3.8) g1(y) :=sup{x € R: b1(z) >y}, g2(y) :=inf{z € R:be(x) <y}

(again, with the usual conventions inf () = oo, inf R = —o0, sup ) = —oo, sup R = c0).
Also the next proposition can be proved by easily adapting to our setting the proof of Proposition
3.4 in [18].

Proposition 3.4. The following holds:
(i) g1(y) =inf{x e R: Vy(z,y) > =K}, ¢2(y) =sup{z €e R: V,(z,y) < K};
(ii) the functions g1, g2 are nonincreasing and gi(y) < g2(y) for any y € R;
(iii) If by < o0, then ga(y) = —oo for all y > by and if by > —oo, then g1(r) = oo for all y < b;.

4. THE STRUCTURE OF THE VALUE FUNCTION AND THE SECOND-ORDER SMOOTH FIT

In this section, we exploit the results of the previous section in order to determine the structure
of the value function V, and to show that V,, is continuous on the whole state space (second-order
smooth-fit property).

For any given and fixed y € R, denote by LY the infinitesimal generator associated to the uncon-
trolled process X*¥. Acting on g € C?(R;R) it yields

2
(£79) (@) = Lo (a) + ayg (), = € R

Any solution S(-,y) to the second-order ordinary differential equation (ODE)
(£YB(,y))(x) — pB(z,y) =0, z€R,
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can be written as
B(z,y) = Aly)v(z, ay) + B(y)p(z,0y), xR,
where the strictly positive functions ¢ and ¢ are given, for any z € R, by

(4.1) P(z, 2) = er1(2)z o(z,2) = 67‘2(2).’17’
with
_ 2 20n2
(4.2) n(s) == ;2 TP s,
VR 2 20n2
(4.3) ro(2) = z \/;’2-1‘7,0?7 <0

Notice that (-, ) is strictly increasing while ¢(+, z) is strictly decreasing for any z € R.
By the dynamic programming principle, we expect that V identifies with a suitable solution to
the following variational inequality

(4.4) max{ —vy(z,r) — K, vy(z,r) — K, [(p— LY, y)](x) — f(x,y)} =0, (z,9) <R

We now show that V' is a viscosity solution to (4.4). Later, this will enable us to determine the
structure of V' (see Theorem 4.5 below) and then to upgrade its regularity (cf. Theorem 4.7) in order
to derive necessary optimality conditions for the boundaries splitting the state space (cf. Theorem
6.1).

Definition 4.1.
(i) A function v € C°(R%;R) is called a viscosity subsolution to (4.4) if, for every (z,y) € R?
and every B € C*1(R2%;R) such that v — B attains a local mazimum at (x,vy), it holds

max { By(ay) — K, Bylay) — K. pBery) — 1LV809)](2) — fla, y>} <0,

(ii) A function v € CO(R%;R) is called a viscosity supersolution to (4.4) if, for every (z,y) € R?
and every B € C*1(R?%;R) such that v — B attains a local minimum at (z,vy), it holds

max { By(ay) — K, Bylay) — K, pBery) — 1L9809)](2) — fla, y>} >0,

(iii) A function v € CO(R?;R) is called a viscosity solution to (4.4) if it is both a viscosity subso-
lution and supersolution.

Following the arguments developed in Theorem 5.1 in Section VIIL5 of [19], one can show the
following result (see also Proposition 4.2 in [18])

Proposition 4.2. The value function V is a viscosity solution to (4.4).

Remark 4.3. Recall that by Proposition 2.4-(iii) our value function V' lies in the class Wl%fo (R%R).
Hence, by Lemma 5.4 in Chapter 4 of [10] it is also a strong solution to (4.4) (in the sense, e.g.,
of [5]; see the same reference also for relations between these notions of solutions); that is, it solves
(4.4) in the pointwise sense almost everywhere.

We have decided to employ the concept of viscosity solution since our analysis will later make use
of the variational inequality (4.4) on sets of null Lebesgue measure (reqular lines) (see Proposition
4.4 and Proposition 4.7 below). Because the viscosity property holds for all (and not merely for a.e.)
points of the state space R2, the concept of viscosity solution is still able to provide information on
V' on regular lines.
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For later use, notice that the function

(4.5) D(0,y) = T(2,9,0) = E[ [ e dt], (e,9) € R,

is finite by Assumption 2.2-(i) and standard estimates, and continuously differentiable with respect
to y and x, given the assumed regularity of f, and f, in Assumption 2.2-(iii). Moreover, for any
given and fixed y € R, we introduce the scale function density of the process X*¥

2
(4.6) Sz(z, 2) == exp {—nzf} , T€eR,

the density of the speed measure

2
4.7 (2, 2) = 57, R,
it el = gy S
as well as the positive constant (normalized) Wronskian between ¢ and ¢
T/Jz(vaZW(ZU’Z) —(,Ox(ZE,Z)¢(l',Z) 2
4. = R-.
(4.8) w S,(@.2) , (x,2) €
Then, letting
Tz, u)o(z,u), <z,
(4.9) Gz, z,u) =Wt Ve, u)plzu)
p(x,u)ip(z,u), ==z,
be the Green function, we have that V admits the representation (cf., e.g., Ch. 2 of [1])
~ Foo
(110) Vo) = [ He)G s apma (s ands (o) € R
—00

that is, using (4.1) and (4.7),

(4.11) ‘/}($7y) = 2LW [eTl(ay)l'/ 6—r1(ay)zf(z’y)dz + eTg(ay)z/
17 T — o

T

e Wz g (s y)dz} .

By direct calculations, it thus follows from (4.11) that V identifies with a classical particular solution
to the inhomogeneous linear ODE

(4.12) (LY = p)B(y)l(x) + f(z,y) =0, zeR

Recall now the regions C, 7 and D from (3.4), and that V;, = —K on Z, while V, = K on D. The
next proposition provides the structure of V inside C. Its proof can be obtained by arguing exactly
as in the proof of Proposition 4.4 of [18] (see also Remarks 4.3 and 4.5 therein), and it is therefore
omitted.

Proposition 4.4. Recall (3.7) and let y, € (b, b2).

(1) The function V (-,y,) is a viscosity solution to
(4.13) B, o) = (L% B(,y0)l(2) = f(2,90) = 0, & € (91(%0), 92(¥o))-

(i1) V(- 50) € Cp™ ((91(40), 92(10) ) R).
(iii) There exist constants A(y,) and B(y,) such that for all x € (91(Yo), 92(Yo))

V(. 50) = Alyo) ¥ (z, o) + Blyo) e, ago) + V(. 0).
where the functions 1 and ¢ have been defined in (4.1) and V is as in (4.5).

We can now determine the structure of the value function V. The proof of the next proposition
is completely analogous to that of Theorem 4.6 in [18]; however, we provide it here since it will be
useful in the proof of a subsequent result (cf. Proposition 5.8).
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Proposition 4.5. Define the sets
(4.14) O1:={zeR: bi(x)>—o0} Oy:={zecR: by(x)<oo}.
There exist functions

A, B e Wzifo((blvi’ﬁ?R) = C}(;fip((bl,l?z);ﬂ%), 212: 010 = R

such that the value function defined in (2.6) can be written as

A(y)d(x, ay) + B(y)p(x,ay) + V(z,y) onC,

(4.15) V(z,y) =< z1(z) — Ky on Z,
zo(x) + Ky on D,

where C denotes the closure of C,

(4.16) z1(z) :=V(z,b1(z)) + Kb1(z), x€ Oy

and

(4.17) zo(x) := V(x,ba(x)) — Kba(z), x € Os.

Proof. We start by deriving the structure of V' within C. Using Lemma 4.4, we already know the
existence of functions A, B : (by,b2) — R such that

(4.18) V(z,y) = Ay)e(z, ay) + Bly)p(z,ay) + V(z,y), (z,y) €C.

Take now y, € (by,b). Since g1(y) < g2(y) for any y € R (cf. Proposition 3.4-(ii)), we can find =
and Z, x # Z, such that (z,y), (Z,y) € C for any given y € (y, — €, y, + €), for a suitably small € > 0.
Now, by evaluating (4.18) at the points (z,y) and (Z,y), we obtain a linear algebraic system that we
can solve with respect to A(y) and B(y) so to obtain

(Vi) = V(z,y)e@ ay) — (V(E,y) - V(Z,y)e(, ay)
(4.19) Alv) = b ay)p(E, ay) — $(E op) 9@, op) ’
(420) B(y) — (V(i‘vy) - ?(jay)w(l‘,ay) - (V($7y) - V(%Q)W(faal/) )

Y(z, ay)p(T, ay) — (&, ay)p(z, ay)

The denominators of the last two expressions do not vanish due to the strict _monotonicity of ¢ and
v, and to the fact that x # Z. Since y, was arbitrary and V, V Vy, and V are continuous with

respect to y, we therefore obtain that A and B belong to VVIOC ((by,b2);R) = CllocLZp((bl, b2);R). The
structure of V in the closure of C, denoted by C, is then obtained by Proposition 4.4 and by recalling
that V is continuous on R? and that A, B, and V are also continuous.

Given the definition of z; and z9, the structure of V inside the regions Z and D follow by (3.4)

and the continuity of V. U

Remark 4.6. Actually, by (4.19) and (4.20) one has that A and B belong to W up to by (resp.
ba) if by (resp. ba) is finite (cf. also Remark 4.7 in [18]).
Notice that
Vie(z,y) =0 V(z,y) e R*\C.
The next result shows that one actually has continuity of V,, on the whole R2. Tts proof can be

obtained by following that of Theorem 5.1 in [18] (see also Proposition 5.3 in [17]), upon recalling
that in our setting Vj(-,y) is nondecreasing (cf. Lemma 3.2).



10 FEDERICO, FERRARI, AND SCHUHMANN

Proposition 4.7. One has that
(4.21) lim Vyz(z,y) =0 V(z0,y,) € OC.

(z,y)% (-73072}0)
(z,y)eC

Hence, Vy, € C(R%R).
Lemma 4.8. It holds Vyz € L (R x (by,b2); R).

loc
Proof. Notice that by (4.1) one has .. (z,ay) = ri(ay)(z, ay), vz, ay) = ri(ay)e(z, ay),
and ¢zmx(x7ay) = xrll (ay)T%(ayW(%ay)y (szr(x7ay) = xr’z(ay)r%(ay)go(x,ay). Moreover, Vymx €

L5, (R?) by direct calculations on (4.11), and Ay, By € Wli’coo((bl,gg);R) by Proposition 4.5. Hence,
Vi € LS (R % (b1, b2); R) by (4.15). O

5. FURTHER PROPERTIES OF THE FREE BOUNDARIES

In this section we move on by proving further properties of the free boundaries under additional
mild requirements on f.

Assumption 5.1.
(1) limg—too fa(z,y) = Lo0.
(ii) fyz exists continuous.
(iii) One of the following holds true:
(a) x> fy(z,y) is strictly increasing for any y € R;
(b) fyz =0 and f(-,y) is strictly convex for any y € R.

Remark 5.2. The functions f discussed in Remark 2.3 satisfy the previous assumptions.

Under these assumptions, we will show that g;, i = 1,2 are locally Lipschitz functions (cf. Propo-
sition 5.8 below). We start by studying the limiting behavior of the functions b; and some natural
bounds for g;.

Proposition 5.3.
(i) Let Assumption 5.1-(i) hold. Then

b = 1ﬁm bi(z) =00, by= liTm ba(z) = —o0;
hence, by Proposition 3.3-(iii), one also has b; = —co and by = 0o.

(ii) Define
G(y) :==sup{z € R: —aVy(z,y) — fy(2,y) — pK >0}, yeR,

C(y) :=nf{z e R: —aVa(z,y) — fy(z,y) + pK <0}, yeR.
Then, for any y € R, we have

g1(y) < Ci(y) < Q(y) < g2(y)-

Proof. Proof of (i). Here we show that lim, |, b1(z) = co. The fact that limgqo, b2(2) = —o0 can be
proved by similar arguments. We argue by contradiction assuming b; := lim, 1—oo b1(z) < 00. Take
Yo > b1, so that 7% = 7*(x,y,) = oo for all € R, the latter being the stopping time defined in (3.3).
Then, take x, < g2(y,) such that (z,,y,) € C. Clearly, every x < x, belongs to C, and therefore, by
the representation (4.15), we obtain that it must be B(y,) = 0; indeed, otherwise, by taking limits
as © — —oo and using (4.1), we would contradict Proposition 2.4. Moreover, since for any y € R one
has ¥z (z,ay) — 0 when z — —oo (cf. (4.1)), we then have by dominated convergence

oo
(5.1) lim Vi(z,y0) = lim Vy(z,y,) = lim E [/ e_ptfx(th’y",yo)dt = —00.
Tr—r—00 Tr—r—00 r—r—00 0

Now, setting
Gy i=inf{t > 0: XY > x,},
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for z < x,, we have by monotonicity of fy(-,y) (cf. Assumption 2.2-(iv))

—-K < Vy(z,y,) = ing_E[/ e~ Pt (aVz(vayo’yo) + fy(thvyo?yo)) dt + e_PUK]
(S 0

(52) <E [/ e—pt (OZV:U(Xf’yOa yo) + fy(xov yo)) dt + K:| .
0
The latter implies

2K + M > —aE[/ eiPth(th’y",yo) dt} = —aE[/ e PV (z + ayot + Wi, o) dt].
p 0 0

Hence, letting x | —oo, using (5.1), and invoking the dominated convergence theorem we get a

contradiction.

Proof of (ii). The fact that for any y € R we have ¢1(y) < (1(y) and g2(y) > (2(y) can be obtained
as in the proof of item (ii) of Proposition 6.1 in [18], by employing the proved regularity of Vj(-,y)
and the semiharmonic characterization of [32] (see equations (2.27)—(2.29) therein, suitably adjusted
to take care of the integral term appearing in (3.2)). Moreover, (1(y) < (2(y) for any y € R by
definition. It thus remains to show that one actually has ¢1(y) < (1(y) and g2(y) > (2(y) for any
y € R.

We only prove that go(y) > (2(y) for any y € R, as the other case can be treated similarly.
Suppose that there exists some y, such that g2(y,) = (2(¥o). Then Vj,(¢2(¥o),y0) = K. Let now
7 := 7%(C2(Y0), Yo) be the optimal stopping time for the sup player when the Dynkin game (3.2)
starts at time zero from the point ((2(ys),¥o), and for € > 0 define

Ge = q-(Ca(Yo), yo) 1= inf{t > 01 X2WIVo > )0y ) 4 ¢}

Then by using that f,(-,y,) + aVi(-,y,) is nondecreasing and locally Lipschitz by Assumption
2.2-(iii) and Proposition 2.4(iii), we have from (3.2) for some constant C(y,) > 0

T*Nqe
K = Vy(CQ(yo)yyo) < E[/ e (fy + avx)(ng(yo)7yoayo>d3:|
0

FE[Ke T gy — Ke P T cgy]
< (fy + aVa) (G(vo) + ¢, yo);E [1 — e*P(T*Aqs)}
<= [(fy + Vi) (C2(Yo), Yo) + 5C’(yo)} E [1 _ e—prqE)}

P
+E _KequE]l{T*Nk} — Kepr*]l{T*<qE} .

Using now that, by definition of (s, it must be (f, + aV4)(¢2(¥o), ¥o) = pK, and rearranging terms,
we get that

C(yo x R
(5.4) 0<t E)y )E[l e NIE)} - QKE[e_pT Lirecqy -
Notice now that (cf. eq. (4.3) in [13], among others)

Y(C2(Yo), ¥o)(C2(Yo) + €, o) — PV(C2(Yo) + €, a¥o) 9(C2(Yo) 5 o)
Y(91(Yo)s a¥o)0(C2(Yo) + €, a¥o) — ¥ (C2(¥o) + €, a¥0) (91 (o), Yo)

Ele ™ Lca| =
and

Y(91(Y0)s 20)0(C2(Yo), Yo) — ¥ (C2(o), Yo) (91 (Yo), o)
Y(91(Y0), o) 2(C2(Yo) + €, o) — 1 (Ca(Yo) + €, o) (91 (Yo), Yo)

e L s =
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Then, because

1 — e P(T"AGe) — 1 _ e*PT*]l{T*<qE} — e P gy,
using the last two formulas in (5.4) and performing a first-order Taylor’s expansion around £ = 0
of the terms on the right-hand side of (5.4), one finds that the first term on the right-hand side
of (5.4) is positive and converges to zero as ¢ | 0 with order €2, while the second term is negative
and converges to zero with order . We thus reach a contradiction in (5.4) for € small enough, and

therefore it cannot exist y, at which g2(yo) = (2(¥o)- O
The next result readily follows from Proposition 5.3-(i).

Corollary 5.4. Let Assumption 5.1-(i) hold. Then the functions g1, ga defined in (3.8) are finite.

Proposition 5.5. Let Assumption 5.1 hold. Then the functions b1, by are strictly decreasing.

Proof. We prove the claim only for b1, since analogous arguments apply to prove it for bs.

Case (a). We assume here that item (a) of Assumption 5.1-(iii) holds, i.e. that z — f,(z,y) is
strictly increasing for any y € R. By Proposition 4.5, we can differentiate the first line of (4.15) with
respect to y and get by Proposition 4.4-(i) that Vj, solves inside C the equation

(5.5) %nszm(I’?/) + ayVyI(ﬂ:,y) - pVy(I’y) = —fy(337y) —aVy(z,y).

By continuity, (5.5) also holds on C, i.e.

1 _
(5.6) 3 Vi (2,9) + ayViu (2,) = pVy(2,9) = = fy(@,9) = aVal(w,y), ¥(z,y) €C.

In particular it holds on 9'C := C N Z. Assume now, by contradiction, that the boundary b; is
constant on (x,,x, + ¢), for some z, € R and some € > 0. Then, setting y, := b1(z,), we will have
Viyaz (Y0) = Viya (-, ¥0) = 0 and Vy (-, 90) = —K on (x,, 2, + €). Hence, we obtain from (5.5) that

(5'7) - pK = fy(x7yo) + a‘/;c(xvyo)a Vo € ($07$0 + 5)7
and thus
(5'8) - fy:v(xa yo) = avzx(xa yo)a Vo € (xmxo + 5)-

But now aVyz(x,y,) > 0 for any = € (z,,x, + €) by convexity of V(-,y,), while, by assumption,
fyz must be strictly positive on a subset of (x,, z, 4+ €) with positive measure. Hence a contradiction
is reached.

Case (b). We assume here that item (b) of Assumption 5.1-(iii) holds, i.e. that f,, = 0 and that
f(-,y) is strictly convex for any y € R. In such a case the claim can be proved by employing the
same arguments of the proof of Proposition 6.3 in [18]. O

From the result above, it immediately follows the following corollary.
Corollary 5.6. Let Assumption 5.1 hold. Then the functions g1, go defined in (3.8) are continuous.

The next result will be of fundamental importance to show the locally Lipschitz property of g;,
1= 1,2 and, in the next section, to determine a system of differential equations for those curves.

Proposition 5.7. Let Assumption 5.1 hold. Then
(5.9) 3 lim Vyaz(2,y) #0 YV (20,Y0) € OC.

(zy)— (To,y0)
(z,y)eC
Proof. We provide the proof only for any (z,,v,) € 9°C := C N'D, as the other case can be treated
similarly.
First of all, we notice that the limit in (5.9) exists since, by Proposition 4.5, the function V' : C — R
can be differentiated twice with respect to x and once with respect to y with continuity up to the
boundary 0C.
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Case (a). We assume here that item (a) of Assumption 5.1-(iii) holds, i.e. that x — f,(z,y) is
strictly increasing for any y € R. Suppose, by contradiction, that for some y, € R one has

5.10 lim Vo2, 1) = 0.
(510 e o) Y]
(z,y)eC
Then taking limits as (z,y) = (92(¥o), o) for (z,y) € Cin (4.13) we find, using that V., (92(vo), Yo) =
0 by Proposition 4.7 and that V;(g2(vo), ¥o) = K,
(5'11) - pK + fy(QQ(yo)7 yo) = _an(92(yo)a yo)‘

Since g2(yo) > (2(yo) by Proposition 5.3, and by definition of (2, it must be

—pK + fy(x,90) = —aVa(z,90) V2 € (C2(Yo), 92(¥0))
which also implies that —aVy, (2, yo) = fyz(x, o) for any = € (¢2(vo), 92(Yo)). We then conclude as
in Step 1 of the proof of Proposition 5.5.

Case (b). We assume here that item (b) of Assumption 5.1-(iii) holds, which implies that there
exists ¢ such that f,(x,y) = q(y) for any (z,y) € R% Suppose again, with the aim of reaching a
contradiction, that for some y, € R one has (5.10). Then taking limits as (z,y) — (92(¥o), Yo) for
(x,y) € Cin (4.13) we find, using that V,;(92(vo), ¥o) = 0 by Proposition 4.7 and that V},(92(¥o), ¥o) =
K7

—pK + q(yo) = —aVa(92(Yo), Yo)-
As before, because g2(y,) > (2(y,) by Proposition 5.3, and by definition of (2, it must be

—pK + q(yo) = —aVi(z,90) YV x € ((2(¥0), 92(Yo));

that is, V' is an affine function of = in that interval. However, using the latter and (4.13), we also
have

éayo (PK = q(yo)) — pV (2, 50) = —f(2,50) ¥z € (C2(¥0), 92(¥0)),

and we reach a contradiction since f(-, y,) is strictly convex by assumption, while V' (-, y,) is affine. O
Proposition 5.8. Let Assumption 5.1 hold. Then the functions g1, go are locally Lipschitz.
Proof. Define the function

(5.12) V(.y) = Ay (e, ay) + Bz, ay) + V(z,y), (r.y) € R,

where A, B are the functions of Proposition 4.5. Then, one clearly has that V € C*'(R?%R), and
V =V in RZNC. Moreover, the mixed derivative Vyz exists and is continuous, and standard
differentiation yield

(5.13)

Vya (@) = Ay()¥u(2, o) + By(y)pa(z, ay) + a(AW) ¥z (@, ay) + B(y)pza(@, ay)) + Vya(z,y).

Since A, and B, are locally Lipschitz by Proposition 4.5, and 1 and ¢ are smooth (cf. (4.1)), we
deduce that Vi, (z,-) is locally Lipschitz.

Let now y, € R. Then, for any given x, € R such that (x,,y,) € 9C, we know by Proposition
5.7 that Vyzz(20,Y0) # 0, while Vy(20,y,) = 0. By the implicit function theorem (see, e.g., the
Corollary at p. 256 in [12] or Theorem 3.1 in [30]) we therefore gain that for any ¢ = 1,2 there exists
a unique continuous function g; : (yo — 8, yo + 0) — (x, — 0’,x, + &), for suitable 4, > 0, such that
Vyx(gi(y), y) =01in (yo, — 6,yo + 0). Also, the aforementioned properties of Vyxy and Vym imply that
there exists C'(y,) > 0 such that

19i(y2) — 9i(y1)| < Cyo)lyz —y1l, Yy1,92 € (Yo — 0,90 + 9).
Recalling now that V. (gi(y),y) = 0, we can identify §; = ¢;, i = 1,2, in (y, — 6,y, + ) and

therefore g; is locally Lipschitz therein. Given the arbitrariness of the point (z,,y,) the proof is
complete. O
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6. A SYSTEM OF DIFFERENTIAL EQUATIONS FOR THE FREE BOUNDARIES

In this section we derive a first-order system of nonlinear differential equations for the free bound-
aries g1 and go, i.e. we will be able to write

91 (y) = G1(g1(y), 92(¥), v),
95(y) = G2(91(y), 92(9), v),

for some explicitly determined maps G1, G2, whose regularity will allow also to establish a CLP
regularity for gi,gs. To the best of our knowledge, for a two-dimensional degenerate singular sto-
chastic control problem with interconnected dynamics as ours, a similar result appears here for the
first time.

We first move on by establishing four equations relating g1, g2 and A, B. Recall (4.6), (4.7), and
(4.9). We also denote by p the transition density of X*¥ with respect to the speed measure; then,
letting A — Pi(z, A,y), A € B(R), t > 0 and y € R, be the probability of starting at time 0 from
level z € R and reaching the set A € B(R) in ¢ units of time, we have (cf., e.g., p. 13 in [1])

(61) Pila Auy) = [tz g)ma (e, )
A

The density p can be taken positive, jointly continuous in all variables and symmetric (i.e. p(t, z, z,y) =
p(t, z,2,9)).
Theorem 6.1. Let Assumption 5.1 hold. Recall (4.1), (4.15), and for any (x,y) € R? define
(6.2) H(z,y) = fy(z,y) + aVy(z,y).
Moreover, for z € R let
(6.3) A(z) ==/ 22 + 2pm2,
and fory € R, 4,5 =1,2, j # 1,

9 [92(y)
(64) %) ==~ e (u, ) + Vi (u, ) dut Kri(ay) (75090 4 mrlenon)),

91(y)
The free boundaries g1 and g as in (3.8), and the coefficients A and B are such that

_ (=W (1), 0y) o a(g2(y), ay)
(65) 0 - /gl(y) 1/}(27 Oéy)H(Z, y)mm(z7 ay) dZ KSz(gl (y)7 O[y) KSx(QQ(y), Oéy) 9
_[eW o), 0y) o ea(g2(y), o)
(6.6) 0= /gl(y) o(z,0y)H (2, y)ma(z, o) dz KSm(gl(y),ay) KSx(gz(y%ay),

A' ()b (91(y), o) + B (1) 02(91(1), oy) + Vi (91 (1), y)

(6.7)
+a[AW) Yz (91(y), ay) + B(y)eza(91(y), ay)] =0
63) A'(y)a(92(y), ay) + B' (1) 02(92(), 0y) Vi (92(v), )
' a[AY)za(92(y), ) + B(y) =2 (92(y), ay)] = 0.
Hence
69) Ay TN y) | 1) (T - T - Bl ) — )

8ap sinh? (A 2 (ga(y) —gl(y))> - (Aﬁy) (92(y) — gl(y)))2
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(6.10) N ,
5 Ao SAMa [’
o r(em)A(a) ~aly )( (e)g2(y) _ o2 M y)gl(y)) _ W(QZ(Q) _ 91(31))
= 8 ] o 2 )
ap sinh? (A(nQy) 92(y) — g1(y))> - ( ( y) (92(9) — g1 (?J)))
2 2ay
/ 1(y) (y)7 gQ(y)a y)
(6.11) A'y) = Lrl (aw)( (y)) — er2(ay)(g2(y)—g1(¥))
2 2cxy
, L () 91(Y), 92(y): v)
(6.12) B(y) = L” (09 (g2(0)— (y)) —er2(en)(e@—g1®) |’
where

M(z1,22,y) = r2(ay) (O™ Ty (22, y) — 2OV2T, (21,7))
+ ad(y)rs (ay)ra(ay) (o0 tralonn (v~2<ay>m 1) = WO (o (ay)ay + 1))
+ aB(y)r3(ay)rh(ay)e @) () — gy)

and
N(z1,22,y) = 7“1(619)(6”(%)@‘7%(:761,y) raney (z,, y))
+ aB(y)ry(ay)r ay) (e evrtralone (r2<ay>x1 1) = enlenmErens (1, (ay)z, + 1))
— aA(y)ri(ay)r] (ay)e V@) (g — ),

Proof. To obtain equations (6.5) and (6.6) we exploit the proved regularity of V' (-, y) (cf. Propositions
2.4, 4.7, and Lemma 4.8) in order to follow the proof of Theorem 6.5 in [15]. This is based on an
application of the local time-space calculus of [31] to the process (e *V,(Xs,y))s>0 and the use of
the Green function (4.9), the transition probability (6.1), and Fubini’s theorem. Alternatively (and
equivalently) they can be derived from (4.15) by imposing that V;(-,y) and V. (-,y) are continuous
on JC and proceeding via the more analytical direct approach of the proof of Proposition 5.5 in [17].
In particular, the second-order smooth fit Vi, (g:(v),y) =0, i = 1,2, easily gives (6.7) and (6.8).

We now move on by deriving (6.9) and (6.10). Notice that, given ¢g; and g2, and exploiting (4.15),
one has from (6.5) and (6.6) that A and B solve the linear system

A(y) [a /glg:?)w(zaay)%(%ay)mx(z,ay) dZ} + B(y) {a /::j) (2, ) e (2, 0y )ma (2, ay) dZ]

(6.13)
a a 2(y) N
= |ty | e ) (f0) + T )
g

Se(91(y), ay)

92(y)

Ao / " (s au)azr0p)me (. 01) | + B o /

1

o ©(z, ay)pz(z, ay)me (2, ay) dZ]
1y

(6.14) .
_ (1 (v),ay) 0 (92(y), ay) B 92(y
N K[Sx(gl(y),ay) - Sx(gz(y),ay)] /gl(w

By using expressions for ¢, ¢, Sy and my (cf. (4.1), (4.6) and (4.7)) one can explicitly evaluate
the integrals appearing on the left-hand sides of (6.13) and (6.14). Then, solving the latter two
equations with respect to A and B one finds after some simple but tedious algebra (6.9) and (6.10).

oz, ay) (fy(zy y) + aVi(z, y)) ma(z, o) dz.
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Notice indeed that the denominator appearing in (6.9) and (6.10) is nonzero since g1 # g2 and one
has sinh?(z) — 22 > 0 for any z # 0.
In order to find (6.11) and (6.12) we solve (6.7) and (6.8) with respect to A’(y) and B'(y), and
use (4.1), (4.2), (4.3), and (6.3).
O

Remark 6.2. In [18] a system of equations like (6.5) and (6.6) has also been obtained (see egs.
(6.11) and (6.12) therein). However, in [18] the uncontrolled process is of Ornstein-Uhlenbeck type
and this made it not possible to determine explicit expressions for A(y) and B(y) as in (6.9) and
(6.10) above. Indeed, the complex form of the functions 1 and ¢ associated to the Ornstein- Uhlenbeck
process does not allow to conclude that the determinant of the coefficients’ matrix arising when one
tries to solve (the analogous of ) (6.13) and (6.13) with respect to A(y) and B(y) is nonzero.

We can now state the main result of this paper.

Theorem 6.3. Let D := {(z1,72,y) € R® : z1 # 29} x R. There exist explicitly computable*
functions G; € C’O’LZP(D;R), i = 1,2 such that

loc

91(y) = G1(91(y), 92(y), y)
(619) {gé(y) = G2(91(y), 92(y), ).

In particular, g; € Cl’Lip(]R;]R) fori=12.

loc

Proof. Recall Theorem 4.5 and (6.2). In particular, for any (z,y) such that g1(y) <z < ga(y) — i.e.
for any (z,y) € C — we have by (4.15)

Va(2,y) = Ay)ia(z, ay) + B)es(r, ay) + Va(z,y),
with A, B belonging to WQ’OO(R; R). Defining then the function

loc

H(z,y) = fy(z,y) + a(AW)ve(@, ay) + By)ps(z, o) + Valz,y)), (z,y) € R,

one has H = H on C.
Introduce now ®; : D — R defined as

(6.16) O (21, x2,y) = /wz V(z, ay)H(z,y)ms(z, ay) dz

_Kp /_ Oz, ay)ma(z, ay) dz — Kp / (2, ay)ma (2, ay) dz

(6.17) Dy (1, w2, y) = /QU2 o(z,ay)H(z,y)ms(z, ay) dz

Z1
o]

+Kp/ o(z, ay)maz(z, ay) dZ+Kp/ (2, ay)my(z, o) dz.

2 1

Observing that (cf. Chapter II in [1])

——t =p Y(z,ay)mg(z,ay) dz, ——F==—p p(z,ay)mg(z, ay) dz,
Sx('7ay) —00 ( ) ( ) S:D('aay) : ( ) ( )
one can readily see that, by (6.5)-(6.6), for any y € R one has

(6.18) ®1(91(y), 92(y),y) =0 and  P2(g1(y), 92(y), y) = 0.

Thanks to Assumption 2.2 and Theorem 4.5, one has that H € CIIO’EP(RQ;R). Hence, for any
i = 1,2, the map (x1,22) — ®;(1,22,y) belongs to C?(D;R) for each y € R and the map y

1Cf. Remark 6.4.
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D, (21, x2,y) belongs to Clloflp(D R) for each (z1,72) € R?. Recalling Proposition 5.8 we can take
the total derivative on both terms appearing in (6.18) we obtain for a.e. y € R that
o] o]
5 (919),9:(0),9) T (91(0), 92():w)\ (91(v)
(6.19) —_

T2(01v),92(9).9) T2 (91(v),92(v),9)) \95()

=:A(91(y),92(y),y)

&2 (91(9): 92(v),y)

&22(91(y): 92(v),y)

The determinant of the matrix A, denoted by |A|, is given by
[Al(91(), 92(v), y) =(H(91(y),y) + Kp) (H(92(v),y) — Kp)ma(91(y), ay)ma(g2(y), ay)-
(6.20) - ((92(0); W) (91 (v). ) = Y{91 (). ay)el92(y), @) ).

We now aim at showing that |A|(g1(y), 92(y),y) does not vanish for any y € R under Assumption
5.1-(iii). On the one hand, if item (a) of that assumption holds, i.e. z — fy(x,y) is strictly increasing,
then we have that z +— H (z,y) is such as well. Since H = H on C and g2(y) > C2(y) > C1(y) > 91(y)
by Proposition 5.3-(ii), we have

H(g1(y),y) + Kp <0, H(g(y),y)—Kp>0,

and

V(92(y), ay)e(91(y), ay) — V(91(y), ay)e(g2(y), ay) > 0;

therefore, |A[(g1(y), 92(y),y) < 0. On the other hand, if item (b) of Assumption 5.1-(iii) holds, i.e.
if fyz = 0 and f(-,y) is strictly convex for any y € R, we can argue by contradiction as in Case
(b) of the proof of Corollary 5.6. To this end, suppose, for example, that H(g1(v,), o) + Kp =
H(91(Y0), o) + Kp =0, for some y, € R. Denoting f,(x,y) = ¢(y) it then follows that

—pK +q(yo) = —aVu(z,90) V2 € (91(¥0),C1(Yo))s

by definition of (; (cf. Proposition 5.3); that is, V' is an affine function of x in that interval. However,
using the latter and (4.13), we also have

éayo (PK = q(yo)) — pV (2, 50) = —f(x,50) ¥ = € (91(¥0): C1(¥0)),

and we reach a contradiction since f is strictly convex in x by assumption while V is affine. The
same argument also implies that H(g1(y,), o) + Kp # 0. We have then proved that in any case one
has |A|(g1(v), 92(y), y) # 0 under Assumption 5.1-(iii).

We can therefore invert the matrix A appearing in (6.19) and obtain that for a.e. y € R

o 1 0P 0Dy 0Py 0D, B
RO = Hor 020030 om0y~ Bas 5y )91 220)9) = G1(010).2(0).9)

(6.21)

o 1 0By 0Dy OBy OBy B
QQ(y) - |A|(g1(y)792(y),y) {(9331 8y - Ox1 82/ }(gl(y)ng(y%y) - GQ(Ql(ZJ),QQ(fU),y)

Observe now that, given the aforementioned regularity of gj?, i,7 = 1,2, and of %‘I)i, 1=1,2, we
J Y
have G; € CO Llp(D R); hence, g; € CLMP(R; R). O

loc

Remark 6.4. Notice that the right-hand sides of (6.21) are indeed functions only of (g1(y), g2(y),y).
To see that, it is enough to feed (6.9) and (6.10), and (6.11) and (6.12) in the right-hand sides of
(6.21), upon noticing that for any i,j = 1,2, % depend on A(y), B(y), while, for anyi=1,2, 8({;1;

depend on A'(y), B'(y).
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Remark 6.5. In the proof of Proposition 5.6 of [17] (see page 2213 therein; see also Step 4 in
the proof of Lemma 7 in [29] and the proof of Proposition 6 in [11]), a system of ODEs for the
free boundaries is determined with the aim of proving that the free boundaries belong to C* and are
strictly monotone. In our problem, proving strict monotonicity of g1 and go would require to establish
a strict sign for G1 and Go (cf. (6.21)). However, the interaction between our dynamics — and the
consequent dependency of ¥, @, and m, on y — makes the partial derivatives Qdi;i appearing in (6.21)

much more complex than the analogous quantities in [17] or [29], and this in turn makes it unclear
that G; < 0, i = 1.2 (although expected).

6.1. A Discussion on Theorem 6.3 and on the Optimal Control.

6.1.1. On Theorem 6.3. Given the full degeneracy of our setting, the fact that the free boundaries
gi, ©+ = 1,2, belong to the class C’llo’?p(R;R) is, to the best of our knowledge, a remarkable result.
Indeed, the lack of uniform ellipticity of the diffusion coefficient makes it already difficult to obtain
a preliminary (locally) Lipschitz property of g;s by invoking results from PDE theory ([6] and [33],
among others) or techniques as those in [34], [35], and [36]. Also the probabilistic approach developed
in [15] is not directly applicable since our free boundaries are associated to a Dynkin game rather
than to an optimal stopping problem.

It is also worth stressing that Theorem 6.3 not only provides regularity of the free boundaries,
but also a system of ODEs. To the best of our knowledge, a similar result appears here for the first
time. Clearly, in order to provide a complete characterization of g;s, (6.15) should be complemented
by boundary conditions. The determination of those is a non trivial task. As a matter of fact,
we have not been able to identify a relevant value of y for which the values of the free boundaries
can be determined. The only information available is that the free boundaries diverge for large (in
absolute value) levels of y; but this is clearly not enough. Even enforcing a finite-fuel constraint like
y < Yty’5 < 7 a.s. for any t > 0 would not help in order to obtain boundary conditions. Indeed,
differently to the case with monotone controls (see [20]), here the drift process Y can be pushed back
into (y,y) once any of the boundary points of that interval is reached. Also, it is not clear to us how
to obtain some kind of asymptotic growth of the free boundaries in order to restrict the functional
class where to look for uniqueness of (6.15).

A possible way to obtain a complete implementable characterization of the free boundaries might
be the following. Instead of thinking of g1 and go as functions of y, for a fixed parameter «, one could
look at those as functions of «, for any given and fixed y. Bearing this in mind, one might try to prove
that a — g;(a; y) are (at least) locally Lipschitz on [0, c0), and then follow the approach developed in
this section in order to obtain a system of ODEs involving dng;(c; ), i = 1,2, rather than dyg;(; y).
Those ODEs would then be complemented by a natural boundary condition since, by continuity,
91(0+;y) and g2(0+;y) would coincide with the free boundaries uniquely determined in Proposition
5.5 of [17]. However, it is not straightforward to prove the aforementioned Lipschitz regularity of
a +— gi(a;y); indeed, a preliminary analysis shows that this is related to that of o — V. (x,y; @),
and how to prove the latter is not clear to us. The investigation of such an interesting conjecture is
therefore left for future research.

6.1.2. On The Optimal Control. The following picture provides an illustrative description of the
expected behavior of the optimal control rule £*. This should be such that the jumps of the two-
dimensional process (X}’ ’y’f*, Yty’g*)tzo are induced by the optimal control only at initial time, if the
initial data (z,y) lie in the interior of Z or D, or at those times at which the process meets jumps of
the free boundaries. The size of those interventions should be such that the process is immediately
brought to the closest point on JC, from where it evolves according to (2.2) and (2.3) and in such
a way that it is kept inside the closure of C in a minimal way. Mathematically, this amounts to
construct (XY V%" ),50 as a (degenerate) diffusion that is reflected at 9C.
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The latter is per se an interesting and not trivial problem, whose solution in multi-dimensional
settings strongly hinges on the smoothness of the reflection boundary itself; sufficient conditions can
be found in the seminal papers [16] and [27]. Unfortunately, our information on C do not suffice to
apply the results of the aforementioned works since we are not able to exclude horizontal segments
of the free boundaries g; and ga (cf. Case (1) and Case (2) in [10]). Indeed, although we can provide
explicit formulas for the maps G; and Gy appearing in (6.15), their complex expressions makes it
hard to show that they are strictly negative (see also Remark 6.5). On the other hand, also the more
constructive approach followed in Section 5 of [9] seems not to apply in general to our case, unless
we assume (as the authors of [9] do) a linear growth of the free boundaries b;, i = 1,2, or further
requirements on f leading to a weak solution to the reflection problem as in Proposition 7.3 of [15].
We therefore leave for future research the general study of the intricate and intriguing problem of
constructing the optimal control.
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