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Abstract: This work considers the infinite horizon discounted risk-sensitive optimal control problem
for the switching diffusions with a compact control space and controlled through the drift; thus, the
the generator of the switching diffusions also depends on the controls. Note that the running cost of
interest can be unbounded, so a decent estimation on the value function is obtained, under suitable
conditions. To solve such a risk-sensitive optimal control problem, we adopt the viscosity solution
methods and propose a numerical approximation scheme. We can verify that the value function of
the optimal control problem solves the optimality equation as the unique viscosity solution. The
optimality equation is also called the Hamilton-Jacobi—Bellman (HJB) equation, which is a second-
order partial differential equation (PDE). Since, the explicit solutions to such PDEs are usually difficult
to obtain, the finite difference approximation scheme is derived to approximate the value function.
As a byproduct, the e-optimal control of finite difference type is also obtained.
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1. Introduction

The past few decades have witnessed the emergence and development of optimal
control problems with risk-sensitive criteria. The reason why risk-sensitive criteria are often
desirable is that they can capture the effects of higher-order moments of the running costs
in addition to their expectations. To the best of our knowledge, refs. [1,2] are the earliest
works concerned with risk-sensitive optimal control problems. Since then, there has been a
lot of research on risk-sensitive optimal control problems. For the discrete time controlled
Markov chains, the risk-sensitive criteria have been studied in [3,4]; for the continuous
time Markov chains with risk-sensitive criteria see [5-8] and the reference therein; for
piecewise deterministic Markov decision processes see [9] and the reference therein; for the
controlled diffusions with risk-sensitive criteria, we refer the readers to [10-13]. Besides the
theoretical improvement, it has also has found applications in Q-learning [14], finance [15],
insurance [16], missile guidance [17], and many other applications.

As to controlled switching diffusion, it has been paid much attention in theory and
application in recent years. The state of such process consists of a continuous part and
a discrete part at the same time. Usually, the discrete part of the state is modelled by a
continuous time Markov chain with finite states. So much effort has been spent to learn
more about the properties of the processes, for instance [18,19] and the reference therein.
Much of the study originated from applications arising in manufacturing systems [20,21],
filtering [22], and financial engineering [23]. For more general theory on such hybrid
systems, we refer the readers to [24,25]. While [24] concerns the case when the generator
of the continuous time Markov chain is independent of the continuous part of the state,
and [25] studies the case when the generator of the continuous time Markov chain depends
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on the continuous part of the state. Such models can be widely used in many practical
applications. For example, [26] applies the switching diffusions to the ecosystems and let
the discrete part of the state represent the random environment. Within the framework of
financial applications, the discrete part of the state is usually used to capture the market
environment, say bull or bear, see [27].

However, to the best of our knowledge, there is little literature on controlled switching
diffusions with risk-sensitive criteria. The risk-sensitive optimal control problem to the
controlled switching diffusions is of interest and such an issue has not received so much
attention, which motivates us to consider such topics. In this work, we are going to
study the infinite horizon discounted risk-sensitive optimal control problem based on
the controlled switching diffusions. To be specific, we work on the process (X(t),a(t))
with X(f) being the continuous part of the state and a(f) being the discrete part, which is
governed by (1) and (2). Based on the controlled switching diffusion (X(t), «(t)) defined
above, we are going to minimize

106, %0, u(-)) = ;log{E{exp (9 /0°°ePfc(X(t),a(t),u(t))dtﬂ }

with 6 € (0, 1] being the risk factor and p > 0 being the discount factor. Define the value
function as follows,
V(0,x,a) = ir(1f)](9, x,0,u(+)).
ul-

Our aim is to find the optimal control u*(-) such that V(6, x,a) = J(6, x,«, u*(+)). Since the
logarithm function is increasing, to simplify the calculation, we only need to minimize the
following functional

1(0,x,0,u(-)) = E {exp (9/ e Ple(X(t), a(t), u(t))dt) ] ,
0
The corresponding value function is

W(0,x,a) = ir(lg 100, x,0,u(+)).

Similarly, if there exists a control u*(-) such that W(0,x,a) = I(6,x,a,u*(-)), we call it
optimal. It is easy to know that if u*(-) such that W(6,x,a) = I(6, x,«, u*(+)), then we can
also obtain V (6, x,a) = J(6, x, &, u*(-)), and vice versa. Therefore, it is sufficient to work on
the optimization problem with exponential utility.

To solve such problem, similar to the risk neutral case, see [20,27], we should find
suitable characterizations to the value function W(6, x, «) and the optimal control u*(-). Due
to the dynamic program principle, such characterizations are usually given via the asso-
ciated optimality equation, or the HJB equation. Thus we formally derive the associated
HJB equation and rigorously prove that the value function W(6, x, «) of the optimization
problem solves the associated HJB equation as the unique viscosity solution. We will see
that such equation is a second-order partial differential equation. The viscosity solution is
one of the commonly used weak solutions for this kind of equation; we recommend [27-29]
and the reference therein for readers who are not familiar with the concept of viscosity
solutions. In particular, the development of viscosity solutions is briefly introduced in
reference [28].

As is well known, explicit solutions to such H]JB equations are usually difficult to
obtain, so we turn to study the numerical solutions. Finite difference approximation scheme
is a tool of commonly used. Moreover, associated with the viscosity solution method, we
can also give the convergence analysis to the finite difference approximation scheme. As a
byproduct, through the convergence analysis of the approximation scheme we can obtain
the e-optimal control of finite difference type.
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This work has the following contributions: (a) We propose a suitable condition to
give a decent estimation on the value function of concerned with unbounded running cost.
Unlike in [10], we do not need the near-monotonicity condition as the structural assumption
on the running cost function. Further, compared with the assumptions adopted in [10],
under our assumption we can also drop the requirement that the coefficients of the systems
should be bounded. (b) We construct an appropriate truncation function to reduce the proof
of the global comparison theorem to the local case. To be specific, the difficulty of verifying
the uniqueness of viscosity solution is to prove the corresponding comparison theorem,
and the large obstacle of proving the corresponding comparison theorem is to construct
the corresponding truncation function. (c) We construct a finite difference approximation
scheme to approach the value function, and as a byproduct, we can obtain the existence of
e-optimal control of finite difference type. This kind of idea can be extended to treat the
optimal control of controlled (switching) diffusions with other criteria.

The rest of the work is organized as follows: In Section 2, we introduce the mathemati-
cal background and arise the optimization problem. In Section 3, we derive the associated
HJB equation and show that the value function to the optimization problem solves the
associated H]B equation as the unique viscosity solution. In Section 4, we construct the
finite difference approximation scheme and give its convergence analysis, as a byproduct,
we also show the existence of e-optimal control of finite difference type.

2. The Model

In this work, the underlying process (X(t),a(t)) is defined on the complete filtered
probability space (Q, F, { F; }+>0, P) and governed by the following system,

dX(t) = b(X(t),a(t),u(t))dt +o(X(t),a(t))dB(t), (X(0),a(0)) = (x,a), (1)

Pa(t+06) = jla(t) =i, X(s),a(s),s < t) = q;;(X (), u(t))d +0(5), i#j (2
with 6 > 0 arbitrarily small. (X(t),a(t)) € R" x M, with M = {1,2,--- ,m} be a finite
set. b(+,+, ) :R"x M xU— R'and o(+,) : R" x M — R"*" are drift term and diffusion
term, respectively. Q(x, u) = (g;(x,u)) € R™*™ is the generator of the process of Markov
regime switching. The control process {u(t)};>¢ is taking value in U, which is a given
compact metric space. B(t) is a standard Brownian motion.

Remark 1. The probability space (Q), F,{Fi }+>0, P) mentioned above is constructed in the follow-
ing way. Firstly, for fixed x € R’, define

_ 2
P(t/xfy) = (27-[1.)—7/2 exp{xziw}’

fory e R, t >0.If0 < t) < tp < --- < by, define a measure vy, 1, on R by

Uty (FL X - X Fy)
f]:lx...xpk p(t1, x, x1)p(ta — t1,x1,x2) -+ - p(tg — b1, X1, X )dxq - - - dxy,

where F;,i = 1,2,--- ,k, are members of B(R"), the Borel o-field of R". Additionally, we use
the convention that p(0,x,y)dy = 6x(y). Then by verifying that vy, 1, satisfies the consistent
properties and the Kolmogorov’s extension theorem (see [30] (p. 11, Theorem 2.1.5) and the reference
therein), there exists a probability space (Q8, FB, PB) and a stochastic process {B(t)};>0 on QB
such that

PB(B(tl) ek, - ,B(tk) S Fk) = th/"'/tk(Pl X oo X Fk)-

In fact, { B(t) }+>0 is a standard Brownian motion.
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Moreover, Let A be the Lebesgue measure on (R x R, B(Ry x R)) such that A(dt x dz) =
dt x m(dz), where m is the Lebesgue measure on R. For arbitrary A € B(Ry x R) and A(A) < oo,

let
m(n)ze‘”“%, n=0712"--.
IfFA(A) = oo, then let

It is easy to know that p 4 is a probability measure on Z = Z, U {co}. Moreover, for each k €
Z:/{0}, A; € B(Ry x R), and A(A;) < oo, (i =1,2,--- ,k)andi; € Zy, (j =1,2,--- k),
define the following finite dimensional distribution on (Z )

Pay (it i) =TIh_ipa, (i)

Then by verifying the above finite dimensional distribution admits several consistent properties, the
existence theorem of Poisson random measure (see in [31] [Chapter 11]) ensures that there exists a
probability space (OO, FP, P¥) and a process of Poisson random measure p(dt,dz) defined on QOF
with intensity dt x m(dz), where m(dz) denotes the Lebesgue measure on R, such that, for each
ke Z,/{0}, A; € BRy xR)and A(A;) < oo, fori=1,2,---,k,

Pp(p(A]) = l]’] = 1’2’. o ’k) = PAl,“-,Ak(il/. o /ik)'

Then by letting (Q), F, P) := (QF x QF, FB x F?,PB x PP) and F; = o{B(s),p(E,F), (E,F) €
B([0,s)) x B(R),0 <'s < t}, we have actually constructed the complete filtered probability space
(Q, F,{Ft}i>0, P). Throughout the work, we assume that the Poisson random measure p(dt,dz)
is independent of the Brownian motion B(-).

In order to get convenient compactness property, we introduce the notion of relaxed
control. Let IT = {n(t) € P(U),t > 0}, with P(U) being the space of all probability
measures defined on the control space U. In particular, u(t) is equivalent to J,,;), with &
be the Dirac measure, for each t > 0. To proceed, we also need the following definition of
admissible control.

Definition 1. We say that a relaxed control 7t € 11 is admissible if 7t(t) is F-adapted measurable
and the o-fields F]* and ]-'ﬁ’:;) are independent, with F[* = o{n(s),s < t} and ]-'[f':;) =
o{B(s) — B(t),p(E,F),E € B([s,»)),F € B(R),s > t}.

Denote by I1,4 the collecton of all admissible controls. Furthermore, if 71(t) =
¢(X(t),a(t)) for a measurable function ¢ : R" x M — P(U), the admissible control
m = {n(t),t > 0} is called a stationary Markov control. We use Ilgy to represent the
family of all stationary Markov controls. Moreover, we call u(-) or 71(-) = §,,(.) the non-
randomized stationary Markov control, if u(t) = ¢(X(t),a(t))and ¢ : R" x M — U is
measurable for all t > 0. Denote all such controls by I1pys. Obviously, I1py C gy C
14 CIL

In order to guarantee that the system (1) and (2) admits a unique solution, we need
the following assumption.

Assumption 1.

@ Qx,u) = (qij(x,u)) € R™™ with q;;(x,u) > 0(i # j), forall (x,u) € R" x U, and
Yt 9ij(x,u) = 0 forall i € M. Additionally, q;;(x,u) is bounded continuous function for
alli,j e M

(ii) The drift term b(-, -, -) and the diffusion term o (-, -) are continuous functions. Moreover, both
of them are Lipschitz continuous in their first component, uniformly foralla € Mandu € U,
with Lipschitz constant kg > 0.
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(iii) The system is non-degenerate, i.e., ool >kl for suitable constant ki > 0, where I € R™"
represents the identity matrix.

Associated with the assumptions above, we can get the following conclusion.

Theorem 1. Suppose that the Assumption 1 holds, then the system (1) and (2) admits an unique
strong solution (X(-),a(-)) for a given control 7w € Tlgp, which is a Feller process and the
associated operator is given by

L7f(x,0) = /UE”f(x,zx)n(du|x,a), 7 € Irpm
where

r X r 2 X a m
£rfw) = Rlran 2 0 7 a0 43 gymnfn), O
= ]

k=1 axlaxk i1

with a(x,a) = o(x,a)0’ (x,a) € R and f € C*O(R" x M), which is the space consisting
of all real-valued functions, which are twice continuously differentiable with respect to x and
continuous with respect to «.

Proof 1. As well known, the Markov regime switching process «(-) can be represented by
the stochastic integral with respect to the forementioned Poisson random measure p(dt, dz)
as given is Remark 1. Then for 7 = {7t(t),t > 0} € Ilgy, (1) and (2) have the following
equivalent form

dX(t) =b(X(t),a(t), (t))dt + o(X(t),a(t))dB(t),
da(t) :/Rh(X(t),tx(t—),n(t),z)p(dt,dz), @

with initial state (X(0),«(0)) = (x,«). For more details, we refer the readers to [25,32],
[Chapter 2] and the reference therein. Thus the result follows by ([20] Theorem 2.1). O

The Risk-Sensitive Criterion

Now, we are going to introduce the risk-sensitive criterion. For 6 € (0,1] and p > 0,
define

J(6,x,a, ) = ;log{E [exp <6 /Ooo e*ptc(X(t),oc(t), n(-))dtﬂ },

where c(x,a, 71(-)) := [y c(x, &, u)m(du|x, ) for all control 77 € ITgyy, 6 is the risk-sensitive
parameter and p is the given discount factor. We are going to minimize J(6, x, a, 71) over
ITgpm. Let the value function be defined as follows,

V(0,x,a):= inf J(6,x,a, ).

ellrpm

The aim is to find a suitable control 7t* € TIgy such that V(0,x,a) = J(6, x, &, %), we call
such 77* the optimal control. As mentioned in the introduction, to simplify the calculation,
we need to work with the following auxiliary functional

1(0,x,a,1) = E {exp (6/ e*ptc(X(t),zx(t), n(-))dtﬂ,
0
The corresponding value function is

W(0,x,a)= inf I(6,x,a, ).

ellppm
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Since the logarithm function is an increasing function, thus the optimal control to the
auxiliary problem is also optimal to the original risk-sensitive problem. Henceforth, we
only need to work with W (6, x, a).

To proceed we need the following assumption to ensure that the value function W is
well defined, which means that it admits a certain property of boundness.

Assumption 2. Suppose that the following conditions hold.

(i) The running cost function c(x, x, u) is continuous in (x,a,u), and sup _|c(x,a, 71(-))| <
Mow(x, &), for suitable My > 0, where w : R" x M — R™ is a given positive function
and twice continuously differentiable in x € R” for each « € M, and w(x,x) > 1, for all
(x,a) € R" x M.

(ii) There have two constants A, A > 0 such that p > A > 0 and

1 dw(x,a) dw(x, ) -
<
Lhwo(x,a) +5 Z ap(x, a) o xS Aw(x,a) + A.

lk1

(iii) And assume that
E{exp E /O ” (e_Asaw(X(s),a(s))U(X(s),(x(s)))zds]} < oo, 5)

with (dw(x,a)o(x,a))r = Y|4 aw(x ) ok (%, ).

Henceforth, we denote dw(x, a)o(x, ) or its suitable variants dw (X (s), «(s) ) o (X(s), «(s))
by dwo, for simplicity.

Remark 2. Since the function w can be unbounded, thus c(x,«, u) can also be unbounded. Unlike
in [10], we do not need the structural assumption on the running cost function, which is known as
near-monotonicity, and we also do not assume the cofficients of the diffusion to be bounded.

Under the assumption above, we can show that the value functions are well defined.
In fact, we can obtain the following conclusion.

Proposition 1. Under the Assumption 2, we have
W(0,x,a) < My exp{Maw(x,a)},

with M, = exp{p]\_/IOA} and My = Zmax{ Mo MoA }

p—Aplp—4)
Proof 2. Let f(t,x,a) = e~4*w(x, a), then by using the Itd’s formula we have

e‘Atw(X(t), a(t))

= w(x,a) +/t A [LUw(X(s),a(s)) — Aw(X(s),a(s ))]ds+/ e 459w - odB(s)
— wine +/ W(X(s),a(s)) — Aw(X(s), a(s))]ds + / (0w - o) ds
4 / 453w - cdB(s) ; t( ~Asyg. a)zds
< w(xw +/ AsAds—i—/ ~A59w - 0dB(s) — t(e’Asaw-U)zds
Thus ©

A
(M —1) 4 ez, )

w(X(8),a(t)) < eAtw(x,oc) + "
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with
Zt:/ e 9w - ¢dB(s 2/ e 9w - 0’ ds (8)
0

In addition, we have

Ed expl6 /0 Ooe_Ptc(X(t),rx(t),n(~))dt}
< Eqexp -9/0006pt|C(X(t),DC(i‘),7T(-))|dt }
< Eqexp -/Ooo e P Mow (X (t), a(t))dt } (by Assumption 2(i) and 6 < 1) )

< E{exp j/ooo e P My (eAtw(x,zx) + %?(e/” - 1))dt} }

E{exp [/Ooo e P My (eAtZt)dt} }

Furthermore, note that p > A, by direct calculation, we can derive that

E{exp {/Ooo e P My (eAtw(x,tx) + %(eAt — 1)>dt] }

p—A"  plp—A)

< Myw(x,a) (byw(x,a) >1),

0

with M» ::2max{ Mo MoA }

p—A"p(p—A4)
Moreover, by letting v(dt) := (o — A)e~(°=A)dt, and noting that it is a probability
measure on [0, %), we can derive that

Ed exp /O " e Pt M, (eAtZt)dt} }
Ed exp /0 ~ pAfOAZtv(dt)}
Mo Azt}v(dt)
_ /Oooexp{A/IOA}E[eZ*]v(dt).

IN
™
S—
3
[¢]
X
ae]

Thus we have

E{exp [/Ooo e P Mp(e Afzt)dt“ - exp[p]\_/IOA] = M.

Therefore, we can conclude that
W(0,x,a) < My exp{Maw(x,a)},

My MoA
p—A"plp—A)

for all 6 € (0,1], with M; = exp {pNI_OA] and M, = Zmax{
done. O

}. We are
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Let @(x, ) = exp{ Mpw(x,a)}. Now, we can introduce the @-norm and the definition
of @ bounded. A function ¢ : (0,1] x R" x M — R, is called @-bounded if

(0, x, )|
o= su Al < oo
”lpH (Qxa)GIE’XM w(x (X)

Then, we can see that W is a member of By ((0,1] x R" x M), the collection of all @-
bounded real valued functions defined on (0,1] x R" x M, which is a Banach space. Thus,
the value function W is well defined. For simplicity, henceforth, let Qp := (0,1] x R" x M,
then By ((0,1] x R” x M) can be simply denoted by B (Qp).

To proceed, we need to illustrate that the set of models which satisfy Assumptions 1
and 2 is nonempty. We show this fact by giving a representative example.

Example 1. For simplicity, we consider the one-dimensional Ornstein—Uhlenbeck type process
with regime switching. Let (X(t),a(t)) € R x M, with M = {1,2}, and

AX(E) = (u(w()) + u(B)X(Odt + o(a())dB(E) (10)
g —gn(xu)
Qe = (b el ) ()

with q;; < 0,]q;i| < 00,i =1,2and U = [0, Uy, and consider the functional

1(6,x,0,7t(-)) = E {exp (9 /Ooo e Ple(X(t), a(t), n('))dt)],
with c(x, 0, u) = x +a+u, and p > pp + Uy, with opy = max{c(1),0(2)}, pp = max{u(1),

w2)}-

It is obvious to know that Assumption 1 holds and by taking w(x,a) = x +a + 1,
it is easy to verify that Assumption 2 (i) and (ii) also hold with A = up + Uy < p,
A = max{|q11],|922|} and My = max{Up, 1}. Now it remains to verify that Assumption 2
(iii) also holds. In fact,

Efexp 5 [ (¢ 0(x(5) a(s)e(x(s),a(9) s |

= E{exp[; (e=24s D((S))zd5:|}

s [ei

= exp < oo.

M
4A

Therefore, Assumption 2 (iii) has been verified.
To conclude this section, now we formally derive the HJB equation for W. For any
T > 0 and given Markov control 7t € Ilgy, it is easy to know that

W(6,x,u)
= inf I(0,x,ua, )
wellpm T .
= neuﬁiME{exp 6/0 e ptc(X(t),a(t),n(~))dt+0/T eptc(X(t),oc(t),n(-))dtﬂ

— érﬁiME{exp(e/()Te Ptc(X(t),zx(t),n(-))dt)
[exp(ee oT ooePtc(X(t),oc(t),n(~))dt)]}.

0
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Thus, formally we have

W(0,x,a) = inf E{exp(e /OTe_Ptc(X(t),zx(t),n(-))dt)W(Ge_PT,X(T),vc(T))}, (12)

ellrpm

then by using Itd’s formula for exp (0 fOT e Ple(X(t), a(t), 7T(~))dt) W(6e=PT, X(T), a(T)),
and letting T approach 0, we obtain

W) | inf {ac(x,n,0)W(6,%,2) + LW(O, x,0)} = 0. 13)

—9p a0 uecl

Remark 3. In fact, (12) is the direct consequence of the multiplicative dynamic programming
principle, whose proof can be find in [12] and the reference therein.

Later in this work, we will show that the value function W is the unique viscosity
solution to the associated HJB equation and construct a decent approximation scheme to
such equation. As a byproduct, we can also obtain the existence of the e-optimal control of
finite difference type.

3. The Main Results
3.1. The Optimality Equation And Viscosity Property

One of the main result of this work is to verify that W is the unique viscosity solution
of the following optimality equation, also called the HJB equation:

op(0, x,a)

T

+ in{J{Gc(x, a,u)p(0,x,a)+ L4P(0,x,a)} = 0. (14)
ue

Before giving the definition of viscosity solution, we introduce two notations, C(Qp) the set

of all continuous real-valued functions on Qp, and C*%(Qy) the collection of all real-valued

functions on Qy, which are continuously differentiable, twice continuously differentiable

and continuous with respect to its corresponding components.

Definition 2.
(i) Ifw(6,x,a) € C(Qp) N Bu(Qo) such that

aw(QOr X0, “0)

BT,

+ igufj{ec(%, x0, a0) (0o, X0, 0) + L*9P(00, X0, a0) } > 0,
u
at every (0o, xo, o) € Qo which is a maximum of w — P, with w(6y, xo, xo) = P(6o, X0, xp),
whenever ¥(6,x,a) € CV20(Qy) and lim;_,c0 P(0e P!, x, &) = 1, then we say that w is a
viscosity subsolution of (14) on Qy.
(i) Ifw(8,x,a) € C(Qo) N Ba(Qo) such that

M + inf{@c(HO, xo,ao)lp(eo, X0, Déo) + £ulp(90, X0, 060)} <0,

_GP 20 uel

at every (6, xo, o) € Qo which is a minimum of w — ¥, with w(6y, xo, x9) = P (6o, X0, x0),
whenever ¥(0, x,a) € CY20(Qy) and lim;_,co (0P, x, &) = 1, then we say that w is a
viscosity supsolution of (14) on Q.

(iii) We say that w is a viscosity solution of (14) on Q if it is both a viscosity subsolution and a
viscosity supsolution of (14).
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In order to show that W (6, x, «) is the unique viscosity solution to the corresponding
HJB equation, we define the following operator on C(Qp) N Bs(Qo),

Tep(0,x,a) = min ET ){exp(e/Ote—PSc(X(s),zx(s),n(s))ds)gb(ee—ﬂf,X(t),zx(t))},

ellrpm

where E(;’“)U(X( ),a(t))] = E[f(X(t),a(t))] for every bounded function f on Q, with
E E; Q) be the expectation operator with respect to PZ; 2’ the probability law deduced by

(X(t),a(t)), the process corresponding to control 7t and initial state (x, a). E is the expecta-
tion operator with respect to the given probability measure P.
To proceed, we first need to verify that the operator has the following properties. Set

H (6, x,a, ¥, Dgtp, Dytp, D2yp) = _GPW + gﬂfj{Gc(x, o, u)P(0,x,a) + LU0, x,a)}.

Lemma 1. If Assumptions 1 and 2 hold, then we have the following conclusions:

(i) Top(0,x,a) = ¢(6,x,a), forall ¢ € C(Qp) N Ba(Qo);
(i) Tip(0,x,a) < Tep(6,x, ), if ¢ < ¢, with ¢, € C(Qo) N B (Qo);
(iii) and for each P(0,x,a) € C*9(Qy) N By (Qo), we have

hin (TIP(B x,a) — P(8,x,0)) = H(6,x,a,p, Doy, Dxp, D21p).

Proof 3. The conclusions (i) and (ii) are obvious by the definition. Now, the verification of
conclusion (iii) remains. For fixed u € U, let 77(-) = J,(+), thus by definition, it is easy to
obtain that

ST (0,3,0) = (6, %,0))
< et [ee (o [ e retxis)ae) s )y, x(n),a00)] - pioxa) |

Let f(r, X(r),a(r)) := exp(0 [y e Pc(X(s), a(s), u)ds)p(0e ", X(r),a(r)), by Itd’s formula,

we have

E[f(r,rX(f),“(f))] — (0, x,a)
_ E{/O L?Sf(s,X(s),oc(s))+£“f(s,X(s),u)}ds}

= E{/Orexp(e/osePtc(X(t),oc(t),u)dt> [6(_p)epsaaelp(geps,X(S),tx(s))
+1p(0e7%, X(s),a(s))0ePc(X(s), a(s), u)
+£“l/)(96"JS/X(S)rw(S))]dS}'

Thus, we have

hin (Tlp(Q x,u) — (6, x,a))
< 6(—p)£lp(0, x,0) + (6, x,a)0c(x,a,u) + LYP(6, x, ).

Moreover, we have

11in (TIP(Q x,0) — (6, x,a))

< 9(—9)%%9, x,a) + 11}16%1{1,0(9, x,0)0c(x,a,u) + LY (0, x,a) }.
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On the other hand, let {r, } be a sequence of positive numbers, such that r, < r,, forn > m
and lim,_,e 7, = 0. Obviously, for given r,,, we have a control 7, (-) := 7, (-) € Ilgpm
such that

Tru (0, x,0) + (rn)?
> E{exp(@ /0 ’ e_Psc(Xn(s),ocn(s),nn(s))ds>4)(96‘97",Xn(rn),an(rn))},

with (X, (+), ax(-)),n > 1 be the process corresponding to the control 77 (-) and initial state

(x,a).
Let 7t,(0) = 6, for all n > 1, with u arbitrarily taken from U and assume that {77, (-) }
convergents to 7T := 7o € IIgyy, With 7T (0) = . Then we can derive that

%(7;”1,0(9, x,0) — (6, x,a))
% E{exp (9 /;n e*PSC(Xn(S)/“n(S)r nn(g))ds)tp(GePrn,Xn(rn), lxn<7”n))}

—(0, x,a)} —Tn.

v

By It6’s formula, we have

E{exp (0 [ e c(Xa(s), 10 (5), o (5))s ) (0, X, ), an<rn>>}—¢<e,x,a>

= E{ /; exp(G / e Ple(Xy(t), an(t), mu(t)) dt)[ ple P — w(Qe_Ps,Xn(s),zxn(s))
+p(0e7F, Xi(s), an(s))0e™c(Xn(s), an(s), 7tn(s
—l—ﬁ”"t[;(@e‘f’s,Xn(s),acn(s))} ds}.

Since ¢ € C'*(Qy) NBa(Qo), and the fact that , > 0 small enough, there exists a
&n € [0, ry) such that

lim ;E{ /0 " exp (9 /O e Pe(Xo (), an(b), nn(t))dt)
[9(P)€_ps;9¢(9€_ps/ Xn(s),an(s)) +p(0e™, Xn(s), an(s))0e P c(Xu(s), an(s), wn(s))

+ L™ (0%, X, (s), ay (s))] ds

= tim E{ enp (0 [ e e, E0) (@) )

0 p)e P (0P, X, (E), 0 (6)
(0, X (), on(Gn))0e P (X (En), an (En), 0n ()
L (0P, X, (6), 00 6|

= 9(—p)aa—91/)(9, x,0) + (0, x,a)0c(x, 0, u) + L4P(0, x, ).

So we have

lim — (Tlp(f)xoc) (6, x,a))

0 Ty
6(—p)£lp(6, x,a) + (6, x,a)0c(x, o, u) + L*P(6, x, x)

9(—9)%%9, X, o) + 11}161%}{1,0(9, x,0)0c(x, a,u) + L6, x, )}

v

v
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[1(6,x,a, ) —
< |I(6,x,a, ) —

Thus, the result follows. O

Now we can give one of the main results of this work.

Theorem 2. Under Assumptions 1 and 2, the value function W (0, x, a) is the unique positive
viscosity solution of the H|B Equation (14).

Proof 4. Firstly, we should show that the value function W is continuous in (6, x,«). It
should be pointed out that the continuity of W with respect to « is in the topological
sense. Let

IM(G, x,a,7m) = E {exp <6 /Ooo e PHe(X(t),a(t), (-)) A M)dtﬂ,

for given 7t(-) with ¢(x, &, u) A M := min{c(x,«, 1), M}. By the estimation in Proposition 1,
there is no doubt that lim_, IM (0,x,a, 1) = I(6, x,a, 7). By the Feller property of the
process (X(t),a(t)), it is obvious that IM(6, x, a, 77) is continuous in (6, x, ) for given 7.
Then, associated with the following inequality

1(8,y,a,m)|
IM(G,x,oz,n)| + |IM(9,x,tx,7t) - IM(G,y,tx,n)| + |IM(9,y,¢x,7r) —1(6,y,a, )|,

we conclude that I(6, x, a, 7) is continuous in (6, x, a), for given 7. Then, it follows that
W(6, x, a) is continuous in (6, x, &).

Now, we can verify that W solves the H]B Equation (14) as a viscosity solution. Let
P € CY?9(Qp) and lim;,e (B, x,a) = 1. Denote by (6o, x, o) the maximizer of
W — ¢, with W(6y, xo, 00) = (60, X0, %9). Then, ¥(6,x,a) > W(6,x,«), and associated
with Lemma 1 and (12), we can derive that

Tp0,x,0) > TW(O,x,0) = W(O,x,a).

Furthermore, we can obtain that
o1
H (60, x0, 0, P, Do, Dxtp, D39p) = 17%1 ~ (Trg(60, X0, 0) — (80, x0,20)) = 0,

thus, W is the subsolution of the HJB Equation (14). Similarly, we can also verify that W is
also a supsolution of the HJB equation. Then we conclude that W is a viscosity solution of
the HJB equation.

As to the uniqueness, it is the direct consequence of the following comparison result. [

3.2. Comparison Result

In order to prove the uniqueness, we need some more preparations as follows. Let
& = [v,1] X Br x M, where By is the open ball in R" with radius R and v > 0is arbitrarily
small. Suppose that w(8, x,a) € C*Y(Qy) is a classical solution of the HJB equation, i.e.,

—GpM + inf {fc(x, &, u)w(6, x,a) + L*w (0, x, )} =0, (15)
a0 ucl
Let ¢R(0,x) € C2([v,1] x BR) the space of all real-valued functions defined on [v, 1] x Bg,
which are continuously differentiable with respect to 6 and twice continuously differ-
entiable with respect to x. Further, we assume that &R > 0, for all (8,x) € [v,1] x Bg,
with v arbitrarily small. Moreover, img o, &X(6,x) = 1 for all (,x) € [v,1] x Bg and
limg 00 ER(6,x) = 0 forall (6,x) € [v,1] x 9Bg. Set

(0, x,a) = Rw(6,x,a), (6,x,4) € (0,1] x Bg x M.
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Let (Dg¢, Dx¢p) = (¢o, Py, -+, ¢x,) and D3¢ = (Pxix;), 1,7 =1,2,---,r,with¢ = gR,w
or . Then, we can directly calculate that

— C(I;w + nge, Z'Dxl, — Cwai + gﬁw,

and
A R R R R
Dxyx; = ¢ Wax; + §xiwx]. + §xijl. + §xixjw

Multiplying the HJB Equation (15) by &R (6, x) we have

9
—9pgR(e,x)7w(gbx"") + inf (2R (6, ) 0c(x, 0, u)w (0, x,0) + L'w(6, x,a)]} = 0. (16)
ue

Note that

Rwy = wp — wif, Rwy, = by, — wEX,
and < < <

(:waix]- = Z@xl-x]- - wé{xix]- - gxl - gJC'wxi
R
. PG 5 é'x] R §x/
= Wxix; — w':xix; o giR (;IR x + 2w R

we can derive that

—9pM + inf {08(x, &, )@ (6, x, &) + LD (6, x, )} = —OpfKw, (17)
20 uel
with
r 1 r
¢:=c(x,a,u)— (Zbl(x o, U ffx, + 3 Z an(x, gxlxk>
g 1=1 Lk=1
and
u = J 1y aZ
LV = l;bl(x,zx,u)a—xl + ilkX::1al'k( )ax,axk + ;q“] x,u),
where

bi (x, o, ) = by (x, 1) CR Zalk X, )85 -

In order to show that the value function W is the unique viscosity solution of the HJB
Equation (14) in Qp, we only need to show the following comparison result. To proceed, let
¢(x,a) :=W(1,x,a),(xa) € R" x M.

Theorem 3. Assume that Assumptions 1 and 2 hold. Let w,v € C(Qp) (N By (Qo) be the viscosity
subsolution and viscosity supsolution of the HJB Equation (14) in Qy, respectively. And suppose
that w > 0and v > 0 forall (6,x,a) € Qo withw(1,x,a) = v(1,x,a) = ¢(x,a). Then, we have

sup(w —v) = sup (w(1l,x,a)—ov(1,x,a)).
QO R x M

Proof 5. Set .
R, ) — 2_ p2 o
N (x) = exp{R} exp{|x| R }, X € Bg.

Then it is easy to note that R € C2( r) and R > 0, for all x € Bg with v arb1trar11y small.
We can also verify that limg .o, {8 (x) = 1, for all x € Bg and limg o, {R(x) = 0, for all
X € dBg. Denote

wR (6, x,a) = 7R (x) exp{—K;Q}w(G,x,zx), K; > 0.
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Suppose that R (6, x,a) € CV2Y(Q%) N Bo(Q%) and limy 0 limg_e YR (0!, x,a) = 1
forall (6, x,&) € Qg,and wk — R has a maximum at (8, xo, ag) € Qr with wR (8, xo, xg) =
¥R (00, x0,a0). Let (6, x,0) = PpR(6,x,a) exp{%}/gR. Thus it is easy to verify that
(6, x,a) € CH*0(Q%) N Br(Q%) and limy—e0 p(Be !, x,a) = 1 for all (6, x,a) € Qg, and
w — ¢ has a maximum at (6, xo, ag) € Qr with w(6y, xo, x9) = P (6o, X0, xg). Since w(6, x, «)
is a viscosity subsolution of the HJB Equation (14), by definition we have

9yP(6o, x0, x0)

T

+ irelufj{f?t‘(@o, x0, &0) (0o, X0, «0) + L P(60, x0,x0) } >0,
u
Note that YR (6, x,a) = ¢R exp{ — %9 }1/1(9, x, ), and the calculations preceding the theo-
rem, we can verify that
oY~ (6o, xo, A .
—pr + 12{8{90(90, x0,0) ¥R (80, x0, o) + L1pR (80, x0,0) }
u
K,0
> 0p exp{—;}w(eo, Xo, ao)%gR > 0.

Since the constant K, > 0, we conclude that wR is the viscosity subsolution of the the
following modified HJB equation

NWOX8) 4 i t0e(0, x, ) p(6,x,0) + Lop(6, %)} =0, (18)

_Gp 20 uecl

on Q. Similarly, we can also verify that

R =R exp <91§>v(6, X, ),

with given constant K3 > 0, is the viscosity supsolution of the modified HJB Equation (18)
on Q. Then, by Lemma A1, we obtain that

sup(wR - vR) = sup (wR - vR), (19)
% 0

with 0*Qf = ([v,1] X 9Br) U ({1} x Br). Note that wR,vR approach w, v uniformly on
bounded subsets of Qg as R — oo, respectively. Moreover, since limg_, { R(x) =0, for all
X € 0Bg, we have

lim sup wR—of < lim M(|w|e + [o]lo)ZR(x) =0,
R—o0 [v,1]x 9By R—o0

for a suitable constant M. Since v > 0 can be arbitrarily small, the result follows by letting
R approaches to infinity in (19). O

4. The Approximation Scheme

In order to solve the HJB equation numerically, we are going to introduce the finite
difference approximation scheme. For numerical purpose, we only need to work on the
case with the cutoff as follows,

™(0,x,a,7) = E {exp <9/ e Pe(X(t),a(t), () A M)dtﬂ,
0
for given 7t(+), and we can also define

WM(Q,x,zx): inf IM(Q,x,oc,n).

ellrpm
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By the estimation in Proposition 1, we can conclude that WM — W, as M — 0. This
means that it is enough to work with WM when constructing the approximation scheme.

To proceed, we set
WM(G, x,0) — WM(G —h,x,u)

—wM
AG W = h 7
ATWM — WM(B, x + de;, ) — WM(G,x,zx)/
i 0
M _ WM _ Sp.
A;WM _ WY(0,x,a) — WY (0, x 5el,rx)’
i )
A2 WM WM (0, x + be;, ) + WM(0, x — de;, ) — 2WM (9, x, )
Xj - 52 ’
AL WM
M(G x,0) + WM(6, x 4 be; + dej,a) + WM (6, x — de; — bej, )
- 262
WM(0, x + bej, ) + WM(6, x — dej, o) + WM (6, x + dej, ) + WM (6, x — bej, )
; 262 '
- wM

x,‘X]‘

2WM (0, x,a) + WM(B, x + be; + e;, ) + WM(B, x — e; — §ej,tx)

4

242
N WM(0, x + bej, ) + WM(6, x — dej, o) + WM (6, x + dej, a) + WM(6, x — bej, )
242

Replacing the derivatives by their corresponding finite difference quotients, and rearrang-
ing the terms we have the following approximation scheme

W,%(G,x,ac)
.
= ig{j {C(h, 8, x,0,1u) ! {zW%(G —h,x,a) + Z <C1+ (h,é,x, oc,u)Wfl\f;(G,x + bey, )
u =1
a
+C; (h, 6, %, 0, u)W5(60, x — ey, a) + 5 1; |2(’5’;| Ws(6, x + be; + dey, )
a .
4= Z |2(15k2| WM — be; — (Sek,vc)> + Z qaj(x,u)W,fl/f;(G,x,])] },
27 iu
with
C(h,d,x,a,u) = Wp O(c(x,a,u) AM) — Gua
i by (x, &, u | lan(x,a)] Lk |ag (x, )|
= 5 262 ’
e () ()
b (x,e,u) ap(x,e) L lan(x,
+ I n(x, ) Lkl
G (h,8,x,0,u) := 5 252 252 ,
_ by (x,u) ap(x,a) e law(x, )|
1 11\A, #l
C (hd,x,a,u) = 3 + 52 T 252 .

To proceed, we should first show that the above approximation scheme makes sense. To
show this, for given 11,6 > 0, we need to verify that C(h,d,x,a, 1) # 0 for all (x,a, u). We
also need the following assumption.
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Assumption 3. Supposing that

ay(x,a) = Y lag(x,a)| > 0.
kAl

Then under Assumptions 1 and 3, we can derive that C(h, 6, x,a, u) # 0. In fact, by
Assumption 1 (i) and the fact that g, < 0, we have M > —guq(x,u) > 0 for suitable
constant M and all x and u. Additionally, by Assumption 3 we conclude that

L (x e, )| ag(x, )] Yk la(x, )]

I=1

Moreover, if we choose that I = W then it is easy to have c(x,a,u) AM < % =

M +1, thus %P —0(c(x,a,u) A M) > 0, for all x,«, u. Based on the statement above we
conclude that
C(h,8,x,a,u) > 0.

Thus, the approximation scheme constructed above is well defined. Furthermore, we also
know that the value of i can be chosen such that # — 0, as M — co. Moreover, we can also
choose the value of ¢ such that 6 — 0as M — co. Then h, 6 — 0 is equivalent to M — oo.

Let
S(h,6,0,x,a,t,0)
0
= in{J{ —C(h,é,x,a,u)t + [h (0 —hx,a)+ ) (Cl+ (h,6,x,0,u)v(0, x + de;, )
ue
=1
+C; (1,8, x,0,u)v(6,x — dej, o) + = Z ‘alk x, Gl v(6, x + de; + ey, )
2
Z o (x )] T~ 0(0,x — be; — 5ek,zx)> + ) qaj(x,u)0(6, x,j)} }
2 2‘5 jFa

Then the approximation scheme can be rewritten as
S(h,6,6,x,a, W5 (6, x,a), W) =

Because of Assumption 3, it is easy to derive that the coefficients of v is positive. Thus, we
can easily verify that S(h, 5,60, x, a, t, v) is monotone in v, i.e., for arbitrary t € R, 1,6 € (0,1),
(0,x,a) € Qy,

S(h,6,0,x,a,t,0) <S(h6,0,x,ua,tw),

witho < wand v,w € C(Qp) N B (Qo). In addition, we can also verify that S(h, 6, 6, x, «, t,v)
is consistent which means that

li S(h,5,60,x,a,0(,¢, :
€—>0,h¢0,5lfor,1§—>9,§—>x ( x,a,0(C,6,a) +€,0+€)

= H(0,x,a,0(0,x,a),Dyv(0,x,a), Dyv(6, x,a), D%v(@, x,))

Now we are going to verify the stability. Let Oy, 5 : (C(Qp) N Bw(Q0))™ — (C(Qo) NBa(Q0))™,
such that

On5(0(0,%,1),++ ,0(0,%,m)) = (G} 0(6,%,1), -, GJr50(6,x,m),
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with
Gh,s0(0, %, )
.
= inf {C(h,(i, X, zx,u)*l {60(0 —h,x,a)+ Z <C+(h,(5, x, o, u)v(6, x + dej, )
uel h =1
_ la(x, )
+C; (h,6,x,a,u)v(0,x — dej, &) + 5 Z — v(0, x + be; + dey, )
k;él 26
a(x, o) )
+2 Z | lk252 — Se; — ey, ) ) + Z qaj(x,u)v((), x,])} }
k;él jFu

If we claim that Oy, 5 is a strict contraction mapping, the stability can be verified. Thus we
need to show that there exists a constant « € (0,1) such that

10),50 — Oy 50| < k|| —w||,
forallv,w € C(Qp) N Bw(Qo). Note that

|Op 50 — (’)hr5w|2 < |Q,1/(5v(9, x,1)— gﬁ’{sw((?, )P+ + |Gy.s0(8,x,m) — Glsw(0, x, m) 2,

and
Gt (6, %,0) — G 50(6, %, a)
.
= in{J{C(h,(S,x,zx,u)_l [20(9 hx,a)+ Z <C+ (h,6,x,a,u)v(0,x + de;, a)
ue
_ |alk
+C; (h,6,x,0,u)0(6, x — bey, ) Z 252 v(0, x + de; + ey, )
Z'alk x —de; —bep,a0) | + Y qaj(x,u)0(6, x, )
252 1 ks %] ’ X ]
k;él ];éa
— iné{c(h,é,x,a,u) ng (0 —h,x,u +Z ( (h,8,x,0,u)w(6, x + dej, )
ue
_ |alk
+C; (h,0,x,a,u)w(0, x — ey, a) ,; 252 w(6, x + de; + bey, )
an(x, a) .
Z | lk w(6,x — de; — dey, ) + Y qaj(x, u)w(6, x,])] },
k;él ju
thus
1G1,0(6,%,0) — G g0(6,%,00]| < max{Fy (0, 10) o — w]a@(x,0),
u
with

%—FZ?:l(Cl*(h,(S,x,tx,u) +C(h 6, x,0,u) + Y5, M)

Fio (%, 2, 10) = C(h,é,x,a,u)

Since we can choose that h = MLH, thus it is easy to know that

b
ﬁ <5 (c(x,,u) N M),
for all (x, &, u). Furthermore, we can derive that

max{Fy s(x,a,u)} <1.
uclU
Thus, let x = max,cy{F;s(u)} we have

0,60 — Opswlo < x|l —wla,
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forall v, w € C(Qp) N By(Qp). This means that Oy, 5 is a strict contraction mapping. Then,
there is a unique fixed point to O}, 5, by the Banach fixed point theorem. We denote it by
vy, 5. Moreover, we define

v*(0,x,a) = lim supu,s(l,&a
O 08) = ) SP Vs (.60,

and

* 9/ 7 1
o0 %,0) = 22 N0 sl 9 nall8).

Note that 1,6 — 0 is equivalent to M — co. If we can verify that v* and v, are sub-
and supersolutions of the HJB Equation (14), respectively, then the result that follows is
associated with the comparison result. In fact, as in [27], we can show that

H(QOI X0, X0, @(90/ X0, [XO)/ DG@(GOI X0, ‘XO)/ qu)(e(]/ X0, “0)/ Dych)(e()/ X0, “0)) 2 0/

for any test function ¢ € C>0(Qy) N Bz (Qp) such that (8, xo, &) is a strictly local maxi-
mum of v* — ¢ with v* (6, xo, x9) = ¢(60, X0, x0). Since the proofs are alike, we omit the
details. Based on the statement above, we can obtain the following conclusion.

Theorem 4. The solution vy, 5 of the approximation scheme S converges to the unique viscosity
solution of the H]B Equation (14).

4.1. Existence of e-Optimal Controls of Finite-Difference-Type

In this section, we will first introduce the definition of the so-said e-optimal control
and talk about its existence. Let

Hwﬂg(e,x,a,u)
.
= C(h,6,0,x,a,u)”" th" 0—h,x,a)+ Z( h&@xocu)wh"(G X+ ey, )
1=1
_ ho 1 e (x, )| o
+C; (h,0,0,x,a,u)W, 1 (0, x — dej, ) E Z o W]vi (0, x + de; + dey, )
kAl
a )
o5 2 0, - b)) + X g WL 0,3,
k;él jFa

with W]'f/'l‘s such that S(h, 6,0, x, a, W’X;I‘S(G, x,0), Wj}\l/'f) =0.

Definition 3. We call uj, (6, x, a) the e-optimal control, if there exists a pair of constants (he, c)
such that h < he, 6 < 6¢ and
HW%(G, X, 0, U 5) = JQ{J{HW% (6, x, ac,u)}.
Now, we first illustrate why such controls are called e-optimal controls. Note that
h,6 — 0 is equivalent to M — oo and uj, 5(6, x, &) is corresponding to W °(0,x,a). By
Theorem 4, we know that for arbitrary € > 0, there exists a constant My > 0 such that for
all M > My,
Wi — W] < e.

Thus, it is understandable to say that u;, ;(6, x, a) is the e-optimal control.

Lemma 2. Under Assumptions 1-3, there always exist e-optimal controls.
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Proof 6. If Assumptions 1-3 are all satisfied. Then it is easy to find that H 0,x,a,u) is

o
M
continuous in u, for given (1, 4,0, x, «). Note that we assume that U is compact. Thus it is

obvious that there exist a control uj, ;(6, x, &), such that

_ [
HWM(G,x,a,uh,(;) = Jgé{HW%(H,x,w,u)}.

Thus the result follows. [

4.2. Numerical Simulation

In order to demonstrate our theoretical results, we will give a numerical simulation
example in this section. We consider the one-dimensional stochastic process with regime
switching given in Example 1. Let (X(t),a(t)) € R x M, with M = 1,2, and

dX(t) = (u(a(t)) +u(t))X(t)dt + o (a(t))dB(t), (20)
_( mlnu)  —au(xu) )
Qlxu) = ( —qn(x,u)  qu(xu) )’ b
with q;; < 0, |g;i] < c0,i=1,2and U = [0, Up], consider the functional
106,50 7)) = Elexp(® [ #e(X(0) () 7)), @)
with c(x,a,u) = x+a+u, and p > pp + Uy, with oy = max{c(1),0(2)}, um =

max{p(1), u(2)}-

Previously, we have verified that the model in Example 1 satisfies the assumptions
proposed in this paper, so based on the approximation scheme in the previous section,
for the one-dimensional example mentioned above, we can obtain the following iterative
format of the value function with a,j = 1,2 and & # §,

h
+C; (h,0,x,a, u)W,%(G, x—06,ua)+ qajW,ff;(Q, x, )]}

W%(G, xX,0) = Lfg{fj{C(h, 8, x,0,1) ! [QW%(Q —h,x,a)+ C,*(h, J,x, uc,u)W,%(@,x +4,a)

(23)

with
C(h,é,x,a,u) = % —0(c(x,a,u) AM) — qua + |b1(x,(soc,u)| + |a”(§;,oc)|/ (24)

+

Cr(hé,x,a,u) = by (x(,soc,u) a”gézx), (25)
Cr (1,6, 3,0,) = L) nloe), 26)

and
by(x, a,u) = (u(a(t) +u(t))X(t), ay(x,a) = o(a(t)) (27)
b (x, 0, u) = max{b(x,a,u),0}, b (x,&,u) = max{—b;(x,a,u),0} (28)

Furthermore, we choose the appropriate parameters for this example as follows,
0 =01 h=01, M =5, u(1l) = —02, u(2) = 0.2, c(1) = —0.1, ¢(2) = 0.1, p = 0.8,
u e U=[0,Up] = [0,0.5], thus the following condition p > s + Up holds. The interval of
6 is selected as [0,1], and we set 11 = —u, 12 = U, o1 = 2u, goo = —2u.

According to the iterative format and parameter settings mentioned above, we conduct
the numerical experiments by using the Matlab software (latest version R2023b) to obtain
the following results:
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In Figure 1, we can observe that the value function decreases with respect to X, and
increases with respect to 6, and it can also be observed that the value function at state 2 is
significantly larger than the value function at state 1.

22

a
a=2,0=0.6
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02 . . . . . . .
1 15 2 25 3 3.5 4 4.5 5
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Figure 1. Optimal value function W.

Figure 2 shows that the e-optimal control p remains almost constant with the change
of X, and the control in state 2 is larger than that in state 1.

0.5
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04r
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Figure 2. e-optimal control .

5. Discussion

This work considers the controlled switching diffusions with infinite horizon dis-
counted risk-sensitive criterion. The associated HJB equation has been derived. Since
the explicit solution to such an equation is not easy to obtain, we figure out a numeri-
cal approximation scheme through the finite difference method. However, there is still
an open problem. As to the existence of optimal control, in the risk-neutral case [20,27],
the occupation measure method is usually used. By introducing the occupation measure
method, one can pose the risk-neutral optimal control problem as a convex optimization
problem. Moreover, as in [29] (Chapter 2, Section 5), except for the conditions similar to
Assumption 1, by supposing that the pair of functions, consisting of the coefficients of the
dynamic system and the running cost, maps the control space U into a convex set, one
can show the existence of the optimal control for the controlled diffusion model. Such a
technique can also be extended to deal with the risk-neutral optimal control problem within
the controlled switching diffusion model. However, it seems that such methods can not be
directly used to handle the risk-sensitive case. Thus, we need to find other ways to show the
existence of optimal control to the risk-sensitive optimal control problem to the controlled
switching model. Open problem: We guess that u;, 5(6, x, «) is the approximation of the
optimal control when h, § approach 0, under suitable conditions.
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Appendix A

To complete the proof of the comparison result in Theorem 3, we also need the
following result. Before going further we need to introduce the following notions. Such
notions are original from [28]. We modified them for our own purpose. Let S be the set of
all » x r symmetric matrices.

Definition Al. Let w € C(QY), with QY% as given in Theorem 3.
(i) The set of second-order superdifferentials of w at (6, x) € [v,1] X B for each « is
D12 w (6, x, 1)
= {(q,p,A) ERxR xS§":

. w(0+h,x+y) —w(t,x) —gh—py — 34y -y
hhm sup T+ 2 <O}.
(hy)—0 (6+h,x+y)eQk y

(ii)  The set of second-order subdifferentials of w at (6,x) € [v, 1] x Bg for each a is
D=2 w(8, x, a)
= {(q,p,A) eERxR x§":

6+h, —w(t,x) —gh—py— Ay -
lim o 2Ot hxty) —w(tx) zq py — 34y yzo}.
(hy)—0 (0+h,x-+y)e QY |h| + |y|

We also need the closure of the set of second-order subdifferentials and supdiffer-
entials for the continuous functions. That is, for w € C(Q%) and (6,x) € [v,1] x Bg,
(q,p,A) € cD*(1,2)w(0, x, «) if and only if there exist sequences (6, x,) € [v,1] x Bg and
(Gn, pn, An) € DF02w(0,, x,, &) — (q,p, A), with a fixed.

If we assume that w € C'29(QY), (6,x) € [v,1] x Bg and fixed a,

cDHl'z)w(Q, X, o) 2w(@, x,a), Dyw(6, x,oc),Dchw(G, x,a)+ B ‘B >0y,

a0

D~ 12w(0,x,a) = (6, x,a), Dyw(6, x,a), D2w (6, x,&) — B ‘B >0

9w
a0
Now, also assume that w € C1>0 (Qi}’a) is a classical solution of the HJB Equation (14) in

QRr. Since for every semidefinite matrix B > 0

trlooT (x,a)B] > 0.
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Then the above characterization of the second order sub- and supdifferentials yields

—0pg+ H(0,x,a,p, A,w(0,x,2)) >0, VY(gq,p,A)E cD+(1'2)w(9, X, 0),
—6pg+H(O,x,a,p,A,w(6,x,a)) <0, V(g,p A)E CD*(LZ)w(G, X,0),

with
m
H(,x,a,p, A, 9(0,x,a)) = in{j{@c(x, o, u)p+bp + %tr(mr’)A + Z q,xj(x,u)tp(Q, X, 7))}
ue :
j=1

Now we can give the comparison result in the local case.

Lemma Al. Let w € C(Q%) be a viscosity subsolution of the HJB Equation (14) in Qg, and
v € C(QY) be a viscosity supsolution of the H|B Equation (14) in Qg, with Q% as given in
Theorem 3. Then

sup(w —v) = sup (w —v),

%R " Qr

with 0* Q% := ([v,1] x 9Bg) U ({1} x Bg).
Proof Al. Suppose the contrary of the conclusion holds, i.e.,

sup(w —v) — sup (w —v) > 0.

And for B1, B2 > 0, consider the auxiliary function
(0, x,y,0) = w(6,x,a) —v(0,y,0) — prlx —y[* — p2(0 — 1),

for 6 € [v,1],x,y € Bg. Note that w, v are continuous on QY We can verify that for fixed «
and any (0,x) € [v,1] x Bg,if (g,p, A) € cD+(1'2)w(9, x,a) and ||(0,x,p, A, w(0,x,a))|| <M,
for every M > 0, there exists a constant C = C(M) such that g < C(M). Also, if (g,p, A) €
cD~(12)w(9,x,a) and ||(6,x,p, A, w(6,x,&))|| < M for every M > 0, there exists a con-
stant C = C(M) such that g > —C(M). Moreover, since we suppose that supg—lva(w —v) —

supa*Q—y{(w —v) > 0, we can derive that for each given «,

sup  ®(0,x,y,a) > sup (6, x,y,a),
[V,l]XBRXBR a([v,l]xBRxBR)

when choosing suitable constants f1 and B;. For fixed g, let (6, %, i) be a local maximum of
®. Then, by the Crandall-Ishii maximum principle (see [28] (p. 216, Theorem 6.1) and [33]
(Theorem 8.3)), we can derive that there exist symmetric matrices A and B such that

(q,p,A) € cDHl'Z)w(é, %, 0),

and
(4,p,A) € CD*(LZ)U(Q, 7,a),

where p = 2B1 (% —7) and g — § = ¢+(6,%,7) = B2, with ¢(6,x,y) = p1]|x —y|*+ p2(6 — 1),

nd I 0 A 0 I 0
_6[%1{0 I}S{o —3}56/31[0 1] (A1)

Furthermore, the viscosity properties of w and v imply that

—0pq+H(,%,a,p,A) >0,
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and
—0pq + H(8,7,a,p,B) <0.

Recall that g — § = B, and A, B satisfy (Al). Hence

Bo=9g—§<=—(H xuap A —H®@O7uapB)).

Sk

If we claim that H(6, -, a, p,-) is continuous with respect to x, then we have
H,%,a,p, A)—H(0,7,ap B) <e,

for |x — §j| < 4. Since € can be arbitrary small, it contradicts with the fact that g, > 0. Now
it remains to verify that H @,-,a, p,-) is continuous with respect to x. Note that
H(0,%,a,p, A)—H(,7,a,p,B)
< sup{fc(x,a,u)p(0,%,a) —0c(y,a,u)Pp(6,7,a)}

ucl

+ 525{(17(9?/ a,u) = (g, a,u))2p1 (% —7)}

+% sup{tr(c(x,a)ol (z,a)A) — tr(o(7,&)0T (7,a)B)}
uclU

n sug{i] (90 (5 10)P(0, %, ) — 4 (7, ) p(6, 7, 1))}
ue ]:

Note that ¢, b, ¢, g, are all continuous with respect to x. Therefore, we only need to

verify that
tr(o(x,a)c’ (%,a)A) — tr(o(7,a)0’ (7,a)B)
is also continuous with respect to x. In fact, set D(%) := o(%,a) and D(y) := o(i,«),
by (A1), we have
tr(o(x,a)0t (%,a)A) — tr(o(7,a)0" (7,4)B)
AR
_ %)DT(x %)DT(y 0
(] DT DEDT) (])[ o s )
D(x)D*(x) D(x)D"(y I -1
< opan DGID() Dlo)DT(H =)

IA
0
=i
I
<i
o

Thus, the result follows. O
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