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Abstract

We study optimal strategies for a borrower, who services a debt in an infinite time
horizon, taking into account the risk of possible bankruptcy. In a first model, the interest
rate as well as the instantaneous bankruptcy risk are given, increasing functions of the
total amount of debt. In a second model only the bankruptcy risk is given, while the
interest rate is determined from a Nash equilibrium, in a game between the borrower and
a pool of risk-neutral lenders. This yields a non-standard optimal control problem for the
borrower, where the dynamics involves all future values of the control. For this model,
optimal repayment strategies are constructed, in open-loop form. In addition, for optimal
strategies in feedback form, our analysis shows that the value function should satisfy a
new kind of nonlinear, degenerate elliptic equation.

1 Introduction

This paper is concerned with problems of optimal debt management, in an infinite time hori-
zon. Denoting by z(t) the total amount of debt at time ¢, we seek optimal repayment strategies
which minimize a total cost, exponentially discounted in time. A key feature of our models is
the possibility of bankruptcy. When this happens, the borrower incurs in a very large cost B,
while the lenders lose part of the money they invested.

As it is well known, there is no way to predict with certainty the time 7; when bankruptcy
occurs [11]. We thus regard T} as a random variable. Its probability distribution is described
in terms of a instantaneous bankruptcy risk p(x), depending on the total amount of debt.
Roughly speaking, the probability that the borrower goes bankrupt within the time interval
[t, t + €] is measured by € p(z(t)) + o(e), where o(¢) denotes a higher order infinitesimal as
e —0.

In most of the literature [3, 5, 6, 7, 9], the interest rate is either given a priori, or modeled
as a random variable. A distinguished feature of our model is that the interest rate on new



loans is determined by the competition among a a pool of risk-neutral lenders. In this game-
theoretical setting, the current rate is thus affected by the anticipation of the bankruptcy risk
over the entire future. This yields a highly non-standard optimal control problem, where the
dynamics in the state space depends not only on the instantaneous value of the control, but
also on all of its future values.

In Section 2 we first consider a model where both the bankruptcy risk and the interest rate
are given functions of the total amount of debt. As the debt increases (measured as a fraction
of the yearly income of the borrower), so does the bankruptcy risk. In turn, this forces an
increase of the interest rate charged by lenders, to offset the possible loss of their capital. For
this model, the problem of minimizing the expected cost to the borrower can be formulated
as a deterministic optimal control problem in infinite time horizon, exponentially discounted
in time.

A detailed description of the optimal feedback control is provided in Section 3. Toward this
goal we analyze the Hamilton-Jacobi differential equation for the value function, constructing
its unique viscosity solution, with the appropriate boundary conditions.

In Section 4 we introduce a further model, where only the bankruptcy risk is exogenously
given. Here the two state variables are the total amount of debt X and the average interest
rate A payed on the various portions of this debt. We assume that the borrower announces
in advance his entire repayment strategy t — u(t). Here u(t) € [0, 1] describes the portion of
the borrower’s income which is allocated to servicing the debt, at time ¢ € [0, +oo[. In turn,
the interest rate I(7) charged on new loans initiated at time 7 is determined by the perfect
competition within a pool of risk-neutral lenders. This will depend on the bankruptcy risk
p(X(t)) at all future times t € [r,+o0[. As a consequence, the time derivatives X (1), A(7)
depend not only on X(7), A(7) and u(7), but also on all future values of the debt, i.e. on the
function t — X (t), for t > 7.

Given initial conditions
X(0) = X, A0) = Ay, (1.1)

our analysis shows that, contrary to what happens for standard control systems, in general the
control function u(-) does not uniquely determine the future evolution of the state. Indeed,
for the same repayment strategy u(-), the competition among lenders may produce infinitely
many Nash equilibrium solutions. In connection with the financial model, this fact can be
interpreted as follows. If lenders regard their investment as being risky, they will charge a
high interest rate. In turn, this will push up the size of the debt, and hence the chances of
bankruptcy. In other words, the widespread belief that the investment is risky makes high
risk a reality. On the other hand, given the same initial amount of debt, a widespread belief
that the investment is safe will result in a lower interest rate, thus reducing the actual chances
of bankruptcy.

In Section 5 we prove that, for any given initial data (1.1), there exists a control u*(-) and a
corresponding solution (X(+), A(+)) which minimizes the expected total cost to the borrower.

Section 6 contains a more detailed analysis of the set of solutions (X, A) corresponding to a
given control function u(-). Thanks to a monotonicity property of the ODEs for the variables
X and A, we show that a unique minimal solution (X, A,) can be singled out. For every
time ¢t > 0, X, (t) provides the pointwise minimum among all debt sizes X (¢) that can be
achieved for the same control and initial data. By selecting this minimal solution we obtain a



deterministic optimal control problem for the borrower.

As proved in Theorem 3, under natural conditions, this minimal solution provides the smallest
expected cost to the borrower. However, in some exceptional cases where the bankruptcy cost
is small compared with the cost of servicing the debt, we show that the minimal solution is
not the most advantageous for the borrower.

In Section 7 we observe that the optimal strategy for the borrower may not always be time-
consistent. More precisely, let ¢ — u*(¢) be an optimal control and let ¢ — (X™*(t), A*(t)) be
the corresponding optimal trajectory. For any 7 > 0 one can consider the new optimization
problem with initial data

X(0) = X*(7), A(0) = A*(7).

A dynamic programming principle would imply that the control ¢t — u*(¢ — 7) is optimal for
this new problem. However, this is not true in general. Indeed, in a game-theoretical setting,
it is well known that optimal Stackelberg solutions may not be time-consistent [2].

Modeling the evolution of the debt as a game between the borrower and a pool of lenders, in
Section 7 we seek Nash equilibrium solutions in feedback form. Formal computations show
that, if a smooth value function V(X, A) exists, it satisfies a second order, highly nonlinear,
degenerate elliptic equation. Unfortunately, PDEs of this kind do not fall within the known
theory. Their properties will be the topic of a future investigation.

For the basic theory of optimal control and viscosity solutions we refer to [1, 4].

2 The infinite horizon optimal control problem

The model includes the following constants:

e r = discount rate,

e B = bankruptcy cost to the borrower,
and the variables

e = time, measured in years,
e 1 = total debt, measured as a fraction of the yearly income of the borrower,
e u € [0,1] = payment rate, as a fraction of the income,
e «(z) = interest rate payed on debt at a given time,
e p(z) = instantaneous risk of bankruptcy,
e L(u) = cost to the borrower for implementing the control w.
We regard u as the control variable for the borrower. Observe that, in this model, both o and

p are given functions of x. If the total debt is large, so is the bankruptcy risk and thus the
interest rate charged by lenders. The following assumptions will be used.



(A1) The discount rate is a constant r > 0. The functions «, p are continuously differentiable
for z € [0, M| and satisfy

a,d >0, p.p >0, for all x € [0, M], (2.1)
mgﬁ_a(:n) = mgﬂ_p(x) = + 0. (2.2)

Moreover, L is twice continuously differentiable for u € [0,1] and satisfies

L(0) =0, L'>0, L">0, lim L(u) = + . (2.3)

u—1—

In (2.2) the large constant M denotes a maximum size of the debt, beyond which bankruptcy
immediately occurs. Calling T the random time at which bankruptcy occurs, its distribution
is determined as follows. If at time 7 the borrower is not yet bankrupt and the total debt is
x(1) =y, then the probability that bankruptcy will occur shortly after time 7 is measured by

Prob.{Tb € [r, T+ €] ‘ Ty >71, (1) = y} = p(y) -+ o(e), (2.4)

where o(e) denotes a higher order infinitesimal as ¢ — 0. As long as the total debt remains
strictly smaller that M, the probability that the borrower is not yet bankrupt at time ¢ > 0
is thus computed as

Prob{T, >t} = exp {— /Ot p(z(T)) dT} . (2.5)

Notice that this depends on the function 7 +— z(7). If debt is maintained at a higher level,
then the probability of bankruptcy increases. This reflects lack of confidence in the ability of
the borrower to eventually repay the debt. In turn, a higher bankruptcy risk determines a
higher interest rate « asked by the lenders, to offset the possible loss of capital. This motivates
the assumptions in (2.1).

The last assumption in (2.3) is motivated by the fact that a borrower needs at least part of
his income to survive. Therefore, the cost L(u) approaches infinity as u — 1—.

For a given initial value of the debt
2(0) = y > 0, (2.6)

the optimal control problem for the borrower can be formulated as follows.

(OCP) Optimal control problem with bankruptcy risk. Given the initial size y of the
debt, find a control t — u(t) € [0, 1] which minimizes the expected cost

Ty
KN —rt —rTy
J = E[/O e L(u(t)) dt + Be | | (2.7)

subject to
o(t) = a(z(t) x(t) — u(t), z(0) =y, (2.8)

and with the constraint
x(t) >0 forall ¢>0.



Here and in the sequel, an upper dot denotes a derivative w.r.t. time. The ODE in (2.8)
accounts for the increase of the total debt, depending on the interest rate «, minus the rate u
at which it is payed back.

Remark 1. One can modify the model, assuming that the income (say, a gross national
product) is not constant, but grows at an exponential rate . To handle this more general
case, we introduce the variables
d(t) u(t)
d(t) = total debt g(t) = yearly income x(t) = —= Ut) = —=.

’ ’ g(t)”’ g(t)
It is reasonable to assume that the bankruptcy risk p and hence the interest rate o depend on
the ration x = d/g, while the cost function L depends on U = u/g. The evolution equation
for the total debt (as a fraction of the yearly income) is then expressed by

) = L2~ W)d‘“;;g‘d”g = (ala(t) - 7))a(t) — U().

We thus obtain an optimization problem having exactly the same form as (2.7)-(2.8), simply
by replacing «(z) with a(x) — 7.

We now study the optimal control problem (OCP). Given an initial condition y < M and a
control t — wu(t) € [0, 1], by (2.8) one obtains a unique trajectory t — x(t). Call

™ = sup {t>0; 2(t) <M} (2.9)

One can think of TM as the first time when the debt reaches M. In this case the interest rate
becomes infinite and bankruptcy occurs instantly. Of course, one may well have TM = +o00.

Remark 2. The time 7™ €]0, +-00] is uniquely determined by the initial condition and the
control u(-). On the other hand the time 7, when bankruptcy occurs is random. By (2.4), the
probability that at time ¢ the borrower is not yet bankrupt is computed by

XP 4 — t x(T))dr i M
P(t) = Prob{Ty >t} = { p{ /op( () } toE<T, (2.10)
0 if t>1TM,

M
Notice that, if 7™ < oo and fOT p(x(t))dt < oo, then there is a positive probability that
bankruptcy occurs exactly at time 7M. However, if TM < 0o and

/Mde = + o0, (2.11)

then with probability one the bankruptcy must occur before time 7M. To see this, choose
x1 €y, M| so large that a(xi)xz; > 1. In this case, when z > 1, by (2.8) the debt is
monotonically increasing in time, hence the inverse function t = ¢(z) is well defined. Calling
t1 = t(x1) the time when the debt reaches the value x1, we have

/oTM pla(t))dt > /tTM plz(t))dt = /IM = = /xM aé)g;W o= e

) - a(z)z — u(t(z)) )

5



Hence eXp{ - fOTM p(x(t)) dt} =0.

We also remark that, if 7™ = +oc0, then one may have [ p(x(7)) dr < co. In this case there
is a positive probability that bankruptcy never happens.

Assuming that (2.11) holds, the expected cost in (2.7) can now be written as

J = /OOO p(x(t)) exp {—/Otp(ac(s))ds} {e—”B +/0t e—"SL(u(s))ds} dt

_ /OTM exp{—rt— /Otp(x(s))ds} {p(x(t))B+L(u(t))}dt.

(2.12)

Notice that the term p(z(t))exp {— fg p(z(s)) ds} dt yields the probability that bankruptcy

occurs within the time interval [t, ¢ 4+ dt]. Moreover

e "B = discounted bankruptcy cost, at time ¢,

t
/ e " L(u(s))ds = total cost of repayments, up to time ¢.
0

Using (2.12), the optimization problem (2.7)-(2.8) can now be reformulated as a deterministic
optimal control problem in infinite time horizon, with exponential discount.

T]W
minimize: J(u) = /0 e "z(t) - {p(:p(t))B + L(u(t))} dt, (2.13)
for the control system with dynamics and initial conditions
a(t) = ale(t))(t) —u(t), z(0) = o,
it) = —pla(t)=(t) 2(0) = 2 = 1.

In (2.13), the integral ranges up to the time T™ = T™ (2, u(-)) defined at (2.9).

(2.14)

3 Structure of the optimal feedback control

Aim of this section is to give a detailed description of the value function and of the optimal
feedback control, for the infinite horizon optimization problem (OCP). The main result is
summarized in Fig. 1. Calling W (y) the expected cost of the strategy that keeps the debt
constantly equal to y, we prove that the value function admits the representation

Vv = min Z
(v) = min Z(z,y),
where A is a suitable subset of [0, M] and Z(-,y) is the cost of a suitable strategy that steers

the debt asymptotically to the value y. Each Z(-,y) can be found by solving a specific ODE,
with boundary values Z(y,y) = W(y) if y < M and Z(M,y) = B if y = M. In a generic
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Figure 1: The value function V for the optimization problem (2.7)-(2.8) is obtained as the minimum of
solutions Z(-,y) to suitable ODEs. Here Z(-,y) is the cost of a strategy steering the debt asymptotically
to the value y (or producing bankruptcy in finite time, if y = M).

situation, the set A contains finitely many points. Hence the problem is reduced to the solution
of a small number of ODEs.

Call V (o, 20) the value function for the problem (2.13)—(2.14). Then V provides a viscosity
solution to the Hamilton-Jacobi equation

rVi(z,z) = m[g)nl} {TN/QD(:L", 2) - (al@)z —u) — Va(z, 2) p(z)z + Z(p(:E)B + L(u))} . (3.1
ue|0,

Observing that the above equations are linear homogeneous w.r.t. the variable z, we can

introduce the reduced value function

Viz) = V(z,1). (3.2)
Using the identities

Vae(z,z) = 2Vy(x),

Viz,z) = V(x),

from (3.1) we obtain
1

V(z) = Tp(w)-H(x,V'(x)), (3.3)
where
H(z,£) = wga[;gu{w—s-w+s-a<x>m+p<m>3}. (3.4)

The corresponding optimal feedback control is

U = argwgl[glu {L(w) - & w}. (3.5)



Observe that, for each x > 0, the map §& +— H(x,§) is the minimum of a family of linear
functions, hence it is concave down. Moreover, if a(z)x < 1, then

61320 H(z,£) = —oc.
Differentiating w.r.t. £ one obtains
He(w.€) = 5 (LU(©) ~ € U© +¢-alwls + (@) B) = al@)s-U©). (39
Therefore, the map & — H(z,£) attains its maximum at a point £%(z) satisfying
0 = He(z, & (x)) = a(z)z - UE (). (3.7)
By the optimality condition L'(U(§)) = &, this yields
) = I'(UE @) = Ula(a)). (3.8)

To compute the value function V'(-), we first consider the functions

71 .
T+ p(y)

ma:c(

H™(y) = mng(y,é’), W(y) = Y)-

Notice that T (y) is expected cost achieved by the (constant in time) control uf(y) = a(y)y
which keeps the debt constant: x(t) =y for all ¢ > 0. Using (2.12), we obtain

W(y) = /Ooo e~ p(y) B + Lia(y)y)|dt = T+1p(y) | B+ Liaw)]. 39

The function W is defined on a maximal interval [0, z*[, where z* €10, M| is implicitly defined
by the identity a(z*)z* = 1. Moreover, W (y) — oo as  — x*—. For convenience, we also
define W(y) = +o0o for y > z*.

We regard (3.3) as an implicit ODE for the function V. For every = € [0, 2*[, when V' > W (x),
this equation does not determine any value of V’. On the other hand, when

p()B < (r+p()V < H™(x)
the implicit ODE is equivalent to the differential inclusion
Ve {F— (z,V), F*(z, V)} , (3.10)

where V' = F~ and V' = F'* are the two solutions of the equation (3.3).

e The value V! = F*(z,V) > ¢¥(x) corresponds to the choice of an optimal control such
that © < 0.

e The value V' = F~(2,V) < & (x) corresponds to the choice of an optimal control such
that > 0.



For any yo € [0,2*[, we consider the Cauchy problem

Ft(z,Z) if yo<uz<z¥,
Z'(x) = Z(yo) = W(yo)- (3.11)
F~(x,7) if 0<z<uyo,

We shall denote by x — Z(x,yg) the solution to this Cauchy problem. Since the functions
(x,V) — F*(x,V) are smooth for V' < W (x) but only Hélder continuous w.r.t. V near the
curve where V' = W (z), and not defined for V"> W (z), the definition of Z(-, yo) requires some
care.

For € > 0, we denote by Z. the solution to the ODE in (3.11) with initial datum

Ze(yo) = Wiyo) — €.

This solution is uniquely defined on a maximal interval [a(yo), be(yo)], where a., b are points
where Z. = W. By a comparison argument, for any 0 < & < & we have

Ze(90) < Ze(+90), ac(yo) < a=(yo) < yo < be(yo) < br(yo)- (3.12)

We can thus define the lower solution to the Cauchy problem (3.11) by setting

Z(xz,y0) = lim Z.(x,yo), x € [Supae(yo) , inf be(yO):| :
e—0+ e>0 e>0

If the initial size of the debt is & € [a(yo),b(yo)], we think of Z(Z;yo) as the expected cost
achieved by the feedback strategy

. . 0Z(x,yo)
Yo - 290/
u¥ () ar%jgéﬁ] {L(w) o w} . (3.13)

With this strategy, the debt has the asymptotic behavior z(t) — yo as t — oc.

Adopting the convention that

Z(x,yo) = W) if = ¢ ayo), byo)];
the map (z,y0) — Z(z,y0) € [0, +00] is then lower semicontinuous.

Next, we consider the equation (3.3) for x € [x*, M[. Notice that in this case the borrower
has no way to reduce the debt, and bankruptcy must occur within a finite time.

When z € [z*, M, the map £ — H(x,€) is increasing and satisfies

H(z,0) = p(x)B, 5lim H(z,§) = +o0.
— 00
Therefore, for every V > f J(r:(;)(g, there exists a unique value F~(x, V') such that
V= —Y  H@F(@V)
-+ p(2) ’ .

We observe that
lim F~(z,B) = 0.

z—M



For = € [z*, M[, the implicit equation (3.3) is equivalent to the ODE
Vi(z) = F~(z,V(x)). (3.14)

Observing that the function V +— F~(x,V) is uniformly Lipschitz continuous, the Cauchy
problem
V'(z) = F~ (z,V(z)), V(M) = B (3.15)

has a unique backward solution, defined on some maximal interval [a(M), M[. This solution
will be denoted by = +— Z(xz; M).

Concatenations of FT-solutions and F~-solutions provide admissible viscosity solutions as
long as, at each point y where V' is discontinuous, one has

V'y=) = V'(y+). (3.16)
In other words, trajectories should not tend to the point y with positive speed from both sides.

For any initial datum xy (and zy = 1), it is clear that the minimum cost in (2.13)-2.14) cannot
be greater than B. Indeed, the trivial control u(t) = 0 achieves a cost < B.

H(x,¢)

m
" ?))(() (THPX)NV [ 3
(t+p(X)V ‘
p(x)B p(X)B
: 3 3 g | £
FxV) £t F'(xV) F V)

Figure 2: Left: the case where < z*. For (r+ p(z))V > H™**(z) the equation (3.3) has no solution.
At a point where (r + p(z))V < H™**(x), it determines two distinct values F~, F* for V'. Right: the
case where > z*. For any (r + p(z))V > p(z)B, the equation (3.3) determines a unique solution
VI=F (z,V).

The main result in this section characterizes the value function for the optimization prob-
lem (OCP). We recall that Z(-;yp) is the solution of (3.11), defined on a maximal interval

[a(yo), b(yo)]-

Theorem 1. Let the functions «, p, L satisfy the assumptions (A1) together with (2.11). Let
W be the function in (3.9) and consider the set

A= {yelo.m: Wiy = L)y | uio.nm}. (3.17)
Then the value function for the optimization problem (2.7)-(2.8) is given by

V(z) = Inin, Z(x;90)- (3.18)

10



\% W(x)

Z(X,yo)

§Z(x,M)

Figure 3: For yo > 21 and every z € [yo, M] we have Z(z,yo) > Z(x, M).

Proof. 1. As in Fig. 3, let 21 €]0,2*[ be the point where
W(l‘l) = B.
Consider the function

Z.(z) = inf ACTOF 3.19
(z) B (75 90) (3.19)

we claim that

Z.(x) = ' Z(z390) . 3.20
(v) et (x5 90) (3.20)

Indeed, by the lower semicontinuity of the map (z,v0) — Z(z,yo), for every x € [0, M] the
minimum in (3.20) exists.

If Z.(z) = Z(x,yo) for some yy > x1, then two cases can arise

o If x > yg > x1 then

Z(x,y0) = Z(yo,o) = Wi(y) >B = Z(x,M).

o If © < yp, then again Z(z,y9) > Z(x, M) because the maps Z(-,yp) and Z(-, M) are
solutions to the same ODE, namely Z = F~(x,Z). Moreover, at x = yg one has
Z(yo,90) = W(yo) > M = Z(yo, M).

This proves (3.20).

2. Fix ¢ € [0, M], we claim that

Z*(x()) = V(xo) (3.21)

11



For any yo € [0,21] U M such that ¢ € [a(yo),b(¥o)], Z(z0,y0) is the expected cost achieved
by a feedback strategy for which the debt has the asymptotic behavior z(t) — yo as t — oo,
with initial data z(0) = zo. Hence Z(zo,yo) > V(x¢). This implies

Z, — i Z(ziyo) > Vo).
(7o) ot (x5 90) (o)

It now remains to show that Z.(xo) < V(xp). For any control ¢t — u(t) € [0, 1], let z(-) be
the solution of (2.8) associated with control u(t) and initial debt xq, and let 7™ € [0, +-00] be
the first time when the debt reaches the value M, as in (2.9). We claim that

Zu(z0) < /0 . {—rt _ /0 oe(s) ds} {p(()B + L(u(t) } dt. (3.22)

For every 7 € [0, 7], define
U (r) = /OT exp {—rt — /Ot p(x(s)) ds} {p(x(t))B + L(u(t))} dt
+ exp {—7‘7’ — /OT p(z(s)) ds} - Zy(x(7))

Observe that Z, is uniformly Lipschitz in [0, M], while the map 7 — ®%(7) is absolutely
continuous.

At any point x € [0, M| where Z, is differentiable, one has
(r+p(@)) Zi(z) = H(z, Z.(z)).
By (3.4) this implies
(r+p(x) - Ze(z) < L(u) + p(x)B+ Z.(z) - (a(x)r — u) for all uw € [0,1]. (3.23)

We can now find a set V' C [0, 7] of measure zero such that, for every 7 ¢ N,

(i) 7 is a Lebesgue point of u(-),

(ii) either &(7) = 0 or else Z, is differentiable at x(7).
For 7 € [0,T™] \ N, we compute

d BU(7) = exp{—rr — Tp(a;(s))ds -{p(a:(T))B + L(u(7))
0

dr
+ Z0(x(7)) - (alz(r)z(r) — u(r)) = (r + p(x(7)) - Z*(:U(T))} > 0.
Therefore the map 7 +— ®%(7) is non-decreasing on [0, 7M]. In particular,

Zi(zg) = ®“0) < lim ®%(r)

T—TM—

- [ e {ri [ atnas otz s v b 20

12



Indeed, since Z, is uniformly bounded, in both cases T™ < 400 or T™ = 400 by the second
assumption in (2.2) together with (2.11) one has

lim exp{—rT—/OTp(x(s))ds}-Z*(aj(T)) ~ 0.

TTM—
This proves our claim (3.22).
3. To complete the proof, we show that the minimum in (3.20) is attained for some yy € A.

Denote by V4 the right hand side of (3.18). By the definitions of Z,, V4 and by the previous
analysis, it is clear that

Z(z) < Va(x) for all z € [0, M],

Z(x) = Valzx) = Z(z,M) for all z € [x1, M].
To prove the identity Z, = V4, it thus remains to show that

Z(x) > Va(x) forall z€]0,z]. (3.25)

Figure 4: Proving that the minimum in (3.20) cannot be attained when yo ¢ A. Left: the case
W'(yo) > & (yo). Right: the case W'(yo) < & (o)-

Assume Z,(Z) = Z(x;yp) for some yy € [0,21], yo ¢ A. We claim that this leads to a
contradiction. Two cases will be considered.

CASE 1: W'(yo) > €*(yo) = L'(a(yo) o). Then Z(-,y0) is defined only for = > yo. By
continuity, we can find 2’ < yq sufficiently close to yo such that Z(-;2’) is defined on [2/, |
and

Z(yo;x') < Z(yo,y0) = W (o).

Since Z(-;yo) and Z(-;2') satisfy the same ODE, namely Z' = F*(z, Z), with different initial
data, this implies
Z(x;2") < Z(x;y0)., for all z € [yo, .

In particular, Z(z;2") < Z(Z;y0) = V (&), reaching a contradiction.
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CASE 2: W'(yo) < €*(yo) = L'(a(yo) o). Then Z(-;y0) is defined only for = < yo. By
continuity, we can find 2’ > yo sufficiently close to yo such that Z(-;2') is defined on [z, 2/, ]
and

Z(yo;a') < Z(yoiyo) = W(yo)-

Since Z(+;y0) and Z(-;2') satisfy the same ODE, namely Z' = F~(z, Z), with different initial
data, this implies
Z(z;2') < Z(x;y9) for all x € [z,y0].

In particular, Z(z;2") < Z(Z;y0) = V (&), reaching a contradiction.

The previous arguments show that (3.25) holds, completing the proof. Ol

4 A game-theoretical model

In the previous model, both the instantaneous bankruptcy risk p(z) and the interest rate a(z)
were functions of the total debt z, given a priori. We now consider a model where only the
bankruptcy risk is assigned a priori, while the interest rate is determined endogenously, a
result of the competition among several lenders.

In an accurate description of a debt resulting from several different loans, one should keep
track of (i) the size, (ii) the interest rate, and (iii) the expiration date of the each loan. In a
continuum model, the state of the system at any time ¢ should thus be described by a density

function ¢ = ¢(I, 1), where
Ia 12
/ / o(I,7)dldr
I Jm

yields the total amount of loans at interest rate I € [I1, Is], expiring during the time interval
[T1,72]. This would lead to a very complicated optimization problem, where the current state
of the system is described by a density function depending on two variables: ¢ = ¢(I, 7).

We consider here a highly simplified model, where at any given time the “state” of the system
is described by two scalar numbers: the total amount of debt X and the average interest rate
A payed on this debt.

To achieve a consistent model, we assume that in every loan the principal is payed back at
a fixed exponential rate A. In other words, if at time ty the borrower receives a loan in the
amount K, by time ¢ > ty the remaining size of the loan will be e =) K At all times
t > to, the borrower pays a running interest I on the remaining part e *¢=%) K of the loan.
This interest rate I = I(tp) is negotiated at the initial time and never changes.

We claim that this model yields a closed system of ODEs for the two state variables X, A,
independent of the detailed structure ¢ of the debt. Indeed, let X (¢) is the total amount of
debt at time ¢ and let u(t) the instantaneous payment rate, regarded as the control function
chosen by the borrower. Then the total amount of debt satisfies

X(t) = ABD)X(t) — ul(t). (4.1)

If u(t) = (A(t) + X)X (t), then no new loans are initiated at time ¢, and the average rate payed
on the overall debt remains constant. On the other hand, if u(t) < (A(t) + X)X (¢), then the
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difference must be covered by new loans, at the current interest rate I(¢). The average interest
rate payed on the entire debt thus evolves according to

d 1 AKX —edX) +el [(A+N)X —u)
EA(t) N ilg%) E[ X +e(AX —u) _A]'
This yields
A = (I—A)-<A+A—%>. (4.2)

Notice that, if ©u = AX so that the total debt remains constant in time, then the average
interest payed on the loan changes only as A = A(I — A). This reflects the fact that the old
loans at interest A are replaced with new loans at rate I. However, if u # AX, then the
additional terms on the right hand side of (4.2) account for the change in the average interest,
due to the change in the total size of the debt. Throughout the sequel, we assume that

u(t) € [0, (A®)+N)X(t)] no,1]. (4.3)

In other words, the borrower cannot extinguish the existing loans at a rate larger than .
The maximum value (A + A)X of the control corresponds to the case where no new loans are
initiated. On the other hand, it is quite possible to have u(t) < AX(¢), or even u(t) = 0. In
this case, the borrower will always pay the rate (A+ A(t)) X (¢) on previous loans. To make up
for the difference (A + A(t))X (t) — u(t) he will simply ask for new loans, which are available
at the current interest rate I(¢).

As a first step, we assume that the instantaneous interest rate I = I(t) charged on new loans
is a given function of time. As in (2.4), we denote by p(X) the instantaneous bankruptcy risk,
when the total debt is X. For simplicity, we assume that p does not depend on the average
interest A payed on the loan. In the more general case where p = p(X, A) the analysis is
similar.

The borrower seeks to minimize the expected value of the cost (2.7). As in (2.13)-(2.14) this
can be reformulated as a deterministic optimal control problem in infinite horizon, namely

TM
minimize: J(u) = /0 ’y(t){p(X(t)) B+ L(u(t))} dt + v(T") B, (4.4)
subject to
X = AX —u, X(0) = Xo,
(4.5)
A =T-4) A+A-%), A(0) = Ap.
Here .
y(t) = e exp{—/0 p(X(s))ds} , te0,TM], (4.6)
while

™ = sup{t>0; X(t) <M} (4.7)

is the time where the debt reaches the maximum value M and bankruptcy occurs instantly.

M
Remark 3. If either T = oo or else T™ < oo and fOT p(X(s))ds = oo, then y(TM) =0
and the last term in (4.4) vanishes. However, one can also consider that case where TM < 400
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and fOT " p(X(s))ds < oo. In this case there is a positive probability that the borrower goes
bankrupt exactly at the time 7™ when the debt reaches the maximum size M. If this happens,
the second term in (4.4) accounts for this bankruptcy cost, exponentially discounted in time.
It is important to keep in mind that the bankruptcy time 7}, is random, but the time T
in (4.7) is not random. Indeed, T™ is uniquely determined by the solution to the Cauchy
problem (4.5).

Our main concern is how to model the instantaneous interest rate I(t), reflecting the confidence
of risk-neutral investors. This rate should be determined by the the future risk of insolvency.

Consider a pool of risk-neutral lenders. Let the constant o € [0, 1] denote the salvage rate. In
other words, at the time when bankruptcy occurs, only a fraction o of the currently invested
capital will be returned to lenders. The expected payoff for an agent who at time ¢ = 0 lends
a unit amount of money at interest I > r is then computed by

Ty
Jt = FE [/ e "N+ De Mdt + e T ge | (4.8)
0
Here T is the random bankruptcy time. We observe that

e At any time ¢ € [0, 73], the remaining size of the loan is e™**. The payment due on this
loan is the sum of two terms: e * models the repayment of the principal, while Te =
accounts for the interest. As usual, future earnings are discounted by the factor e~

e At the bankruptcy time Tj, the lender receives only a fraction o € [0, 1] of the outstanding
loan. Quite possibly ¢ = 0. Again, the expression for his payoff contains the discount
factor e,

As before, we assume that Ty is a random variable, with distribution function

Xp 4 — t T))dr i M
P(t) = Prob{Ty >t} = { p{ /OP(X( ))d} b=t (4.9)

0 it t>1TM,

Here t — (X(t), A(t)) denotes the solution to the Cauchy problem (4.5). Of course, this also
depends on the control u(-) implemented by the borrower.

For a lender who invests a unit amount of money at time ¢y = 0 at interest rate I, the expected
return (exponentially discounted in time) is computed by

I+

RI) = r4+ A

o] t
P(+00) — / [ / (I 4+ Ne N3 ds 4+ ge= V| ap(t). (4.10)
0 0
The above expression deserves a few explanations.

e If bankruptcy never occurs, then the (exponentially discounted) payoff for the lender is

/ (I + N)e TNt gy = L+ X
0

r+A

Moreover, the probability that bankruptcy never occurs is P(4+00) = limy_, 4o P(t).
This accounts for the first term in (4.10).
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e If bankruptcy occurs at time Tj, = ¢, the payoff for the lender is computed as

t
/ (I+ )\)e_(r+A)s ds + oe~ TNt — I+ + (O‘ _I+ )\> e (A, (4.11)
0 7"+A 7‘+)\

Moreover, for any 0 < t1 < to,
PI‘Ob.{Tb G]tl, tg]} = P(tl) — P(tg).

This accounts for the Stiltjes integral in (4.10).

The assumption of risk-neutrality of the lenders implies

I+ I+ R _
R(I) = r_i_)\—i—(a TH) /0 NP = 1. (4.12)

If the evolution of the system (4.5) is known, this determines the interest rate I to be charged
by risk-neutral lenders. Indeed, if the salvage rate is o = 1, then by (4.12) the interest rate is
simply I = r. On the other hand, when 0 < ¢ < 1 we must have I > r. Setting

B ﬁzt/‘«—e%ﬂ*ﬁdfmw = 1—-@-+Ay/‘ e~V P(t) dt (4.13)
0 0

an explicit computation yields

I+
21— = 10,
[ =r+(1 —a)(r—i—)\)%. (4.14)

Remark 4. The value of § in (4.13) can be interpreted as follows. Consider an investor
lending a unit amount of money. This will be paid back in time at an exponential rate. At
the random time T3 when bankruptcy occurs, the expected value of the remaining portion of
this loan (exponentially discounted) is then measured by .

Assuming 0 < o < 1, from (4.14) the following limit behavior can be deduced.

e If the expected bankruptcy time approaches infinity, then the lenders feel that their
investment is safe, and the interest rate approaches the discount rate:

B — 0 == I — r.

e If the expected bankruptcy time approaches zero, then the lenders regard their invest-
ment as highly risky, and the interest rate approaches infinity:

g — 1 = I - + .
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According to the previous analysis, by (4.13)-(4.14) at time ¢ the instantaneous interest rate
I(t) is computed by
B(t)

1) = v+ (1=0)r + N2 oo

(4.15)

where
T]VI

Bt) = 1—(r+X) /t e~ V=Y exp{— /t ’ p(X(s))ds} dr. (4.16)

As in (4.7), T™ €]0,+o0] denotes the first time when X (¢) = M, and bankruptcy instantly
occurs.

Differentiating (4.16) w.r.t. time we obtain

T M

B = (r+A)—(r+ N /t TN oy {— /t " (X (s)) ds} (At p(X(0) ) dr

= (r+N)+Tr+A+p(X)(B-1).
(4.17)

5 The optimization problem for the borrower

Aim of this section is to prove the existence of an optimal strategy for the borrower, in open-
loop form. Introducing the auxiliary variable

Y = AX,

the Optimization Problem for the Borrower can be reformulated as follows.

(OPB) Given an initial size of the debt Xy and an initial average interest rate Ay, find a control
t— u(t) and a map t — (X,Y, I, 5)(t) which minimize the expected cost

T]W
J(u,X) = /0 FO{p(X () B+ L) dt + 1) B, (5.1)

subject to the dynamics
X =Y —u, X(0) = X,
) (5.2)
Y = YT -N+IAX —u), Y(0) = AoXo

and the constraints

u(t) € [0,1], u(t) < Y(t)+ AX(¢), (5.3)
™ T
Bty = 1—(r+ )\)/t e~ N oxp <—/t p(X(s)) ds> dr, (5.4)

[ = 1(8) = 7‘+(1—0)(7’+)\)%. (5.5)

Here
T™ = sup{t>0; X(t) <M} € [0, +oc] (5.6)

is the first time where X (t) = M and hence bankruptcy instantly occurs.
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The existence of an optimal solution will be proved under the following assumptions.

(A2) The function p is continuously differentiable on [0, M| and satisfies

p,p >0 for all X € [0, M[, (5.7)
Xgrjl\l/[_ p(X) = +o0. (5.8)

The cost function L is twice continuously differentiable for u € [0,1] and satisfies

L(0)=0, IL'>0, L'>0, L(1) = lim L(u) € RU{+o0}. (5.9)

u—1—

Theorem 2. Let the assumptions (A2) hold. Then the optimization problem (OPB) admits
an optimal solution.

Proof. 1. For every initial data (Xy, Ag), the trivial control u(t) = 0 yields a total cost
J(u,X) < B, regardless of the trajectory X (-). Indeed, this cannot be worse than the cost of
immediate bankruptcy. It thus suffices to prove the theorem assuming that

0 < Jpin = inf J(u,X) < B. (5.10)

)

Following the direct method in the Calculus of Variations, we consider a sequence of functions
(Uny Xy Yo, Yo, In, Bn) satistying (5.2)—(5.5), such that

J (U, X0n) = Imin as n — 00. (5.11)

We will show that, by taking a subsequence, one can achieve the weak convergence u,, — u*
together with the strong convergence (X,,, Yo, Yn, In, Bn) — (X*,Y* ~*, I*, 8*), uniformly for
t in bounded sets. Furthermore, using the convexity of the cost function L and the fact that
u enters linearly in the equations (4.5), we will prove that these limit functions provide an
optimal solution.

2. We first consider the case where the corresponding times M in (5.6) satisfy

lim inf ™ = . (5.12)
For every bounded interval [0, T], there exist J, Ny > 0 such that
™ > T46 |, X,(t) < M—=§ and p(X,(t)) < p(M—6),  forallte[0,T],n> Ny.
Hence, from (5.4) and (5.5), one obtains that for all n > Ny

0 < But) < B<1 , L) < I, for all ¢ € [0,77,

for some constants B , 1. Hence and Bn, I, are Lipschitz continuous with some Lipschitz con-
stant Cy for some constants 1, L1 > 0. Since u,, and I,, are uniformly bounded on [0,7] for
all n > Ny, the ODE (5.2) implies that for all n > Ny

Xn(t), Yo(t) < Co, for all ¢t € [0,T7,
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and thus X,, and Y}, are Lipschitz continuous with a Lipschitz constant C3 on [0, T, for some
constants Cy,C3 > 0. Thanks to this Lipschitz continuity, by possibly taking a subsequence,
we can assume the convergence

(X, Yo, Yo, Iny Bn)(t) — (X, Y* 4", I%, B7)(¢t) as m — 0o (5.13)

uniformly on every bounded interval [0, T.

Since u enters linearly in the equations (5.2), by (5.13) and the weak convergence u, — u* it
is clear that the functions ¢ — (u*, X*, Y™* ~* I'*, 3*)(t) satisfy the corresponding equations
and constraints in (5.2)—(5.5).

If J(u*, X*) > Juin, then there exists a bounded interval [0, 7] such that

T
/0 V() L) B+ L (0) }dt > Tin (5.14)

Using the convexity of the cost function L we obtain

Tmin < /0 ' V(1) {p(X*(t)) B+ L(u*(t))} dt

T
< liminf /0 %(t){p(Xn(t))B+L(un(t))}dt

reaching a contradiction. Hence J(u*, X*) < Jyin, proving the optimality of u*.

3. Next, consider the case where

™ = liminfTM < oc. (5.15)

n—o0

By possibly taking a subsequence, we can assume that T — T and that the convergence
(5.13) holds, uniformly on every subinterval of the form [0, 7™ — 6], with § > 0. As before,
one checks that the functions ¢ — (u*, X*,Y* ~* I*, 3*)(t) satisfy the corresponding equations
and constraints in (5.2)—(5.5).

If J(u*, X*) > Jpnin, then there exists d,e > 0 such that

T™ _§
| ey B+ @)}t @B > dre.

and (1 — e_“;)B < €. Using again the convexity of the cost function L and recalling that

ity = e = [ pcxuoash,
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we obtain

(h
Jmin = liminf {/0 Yn(t) <p(Xn(t)) B+ L(un(t))> dt + %(T%)B}

n— o0

T™ _§
/0 V() {p(X* (1) B+ L (1) } dt +4(TY — )

>
M
+ lim inf [/ T (t)p(Xn(t)) B dt + 'Vn(TrJLV[)B - 'Vn(TM - 94)B
n—00 T™ _§
T™ _§
* * U* M
> /0 (1) {p(X7(0) B+ L () ) dt + ATV~ 5)B (5.16)

M

nod t
lim inf ——TTvV/ = —/ X, B
+limin [ e s exp ; p(Xn(s))ds dt
0 (T B — (T — 6)3]

> Jpin + £ + lim inf <%(TM —5)- [e—r'<5+T3’—TM> _ 1])

> Jpint+e—(1—e")B > Jnin.

This contradiction shows that J(u*, X*) < J,in, completing the proof. ]

6 Minimal solutions

In general, for a given initial data X and an open-loop control ¢ — u(t), the system (5.2)-(5.5)
may have several solutions X (-),Y (-). To remove this nonuniqueness, it is natural to look for
a “minimal” solution, where for each ¢ > 0 the pointwise value X (t) yields the minimum
among all admissible solutions. This will make the model deterministic. Toward this goal, we
introduce

Definition 1. Let any open loop control t — u(t) € [0,1] be given. We say that t —
(X (t),Y(t),B(t)) is a supersolution to (5.2)-(5.5) if there exists a time TM > 0 such that
the following holds.

(i) The initial data satisfy X (0) = Xy, Y (0) = AgXo.

(ii) The functions X,Y, B are absolutely continuous on every compact subinterval of [0, TM].
For a.e. t € [0,TM] they satisfy

X

v

Y -,
. a(t) = min {u(t),Y()+AX(t)}, (6.1)
Y > =AY +I(Y + X —a),
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B(t) > 1—(r+) /t T 1) exep (- /t ’ p(X(s))ds> ir. (62)

(iii) If TM < +o0, then

X(t) = 4 o0,
1i t) =1, lim X@t) =M Y(t) = + oo, ne>T1TM,
HIT%_ﬂ() e (t) 58 " 00 for allt >

(6.3)

Lemma 1. Under the assumptions (A2), fix a control t — u(t) and let (X1,Y1, 51), (X2, Y, B2)
be two supersolutions, satisfying (i)-(iii) with TM = TM i=1,2.

Then the map t — (X (t),Y (t), B(t)) with

X(t) = min {X;1(t), X2(t)},

Y(t) = min {¥i(?), Y2(t)}, (6.4)
min {S1(t), B2(t)},

i)
—

o~
N—

1s also a supersolution.

Proof. 1. For i = 1,2, let (X;,Y;, 8;) be a supersolution, and let (X,Y, ) be as in (6.4).

It is clear that the initial data X (0) and Y (0) satisfy (i). If 7™ = max{TM, T} < +o0, it
is straightforward to check that the properties (6.3) also hold.

2. To prove (ii), we first compute the derivatives of the right hand sides of (6.1).

) . 1 i u<AX4Y,

a?(y_mln{“’ A +Y}) = {0 if u>AX+Y, (6.5)
5 . A i u<AX4Y,
a—X<Y(I—)\)+[<)\X—m1n{u, )\X+Y})> - { SN RN (1)

In all cases, the right hand sides of (6.5) and (6.6) are non-negative. This quasi-monotonicity
property is the key ingredient in the proof of (ii).

3. For i = 1,2 define
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We first check that, for every time ¢,

plt) = 1—(T+A)'g§t§{/t

M

T; T
e~ (TN oxp <_/ p(Xi(s)) d$> dT}
t

> 1—(r+N)- /t s exp <— / " min{p(X1(s). p(X2(s))}ds> dr

t

™ T
=1—(r+\) / e M NE oxp <—/ p(X(s)) d8> dr.
t t

Hence (6.2) holds.

(6.7)

4. Finally, we prove the inequalities (6.1). To fix the ideas, assume that X () = X1 (t) < Xa(t).
Two cases need to be considered.

CASE 1: Yi(t) < Ya(t). In this case, observing that I(t) < I;(t), we have
X(t) = Xi(t) > Yi(t) —u(t) = Y(t)—a(t),
Y(t) = Yi(t) > Yi(®)(Lh(t) = A) + L) (AX1(8) — a(t))
> Y(@)I(t) = A) + I(t)(AX(t) —a(t))

CASE 2: Yi(t) > Ya(t). In this case, using (6.5) we obtain
X(t) = X1(t) > Yi(t) —au(t) > Yao(t) —a(t) = Y(t) —a(t).
Next, observing that I(t) < I»(t) and using (6.6), we obtain
Y(t) = Ya(t) 2 Ya(t)(L2(t) = A) + L()(AXa(t) — a(t))

> Ya(t)(I2(t) = A) + LOAX1 (1) —a(t)) = Y(6)(I(E) = A) + I(H)AX () —a(t)).

The borderline cases where X;(t) = Xo(t) or Yi(t) = Y3(¢t) can be handled by a limiting
argument, valid for all times ¢ outside a set of measure zero. This completes the proof. Ol

The above monotonicity result motivates

Definition 2. Let an initial data (Xo, Ag) and a control function t — u(t) be given. The min-
imal solution ¢t — (X, (t),Y.(t), 5:(t)) of the system (5.2)-(5.5) is defined as the pointwise
infimums:

X.(t) = inf X(t), Yo(t) = infY(t), B.(t) = infB(t), (6.8

where the infimum is taken over all supersolutions t — (X (t),Y (t), 5(t)).
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Using Lemma 1, we now show that the above definition yields a well defined solution to the
Cauchy problem (5.2)—(5.5).

Lemma 2. Let an initial data (Xo,Ag) and a control function t — u(t) be given. Then
the minimal solution t — (X.(t), Yy (), B«(t)) is well defined and satisfies all equations in

(5.2)~(5.5).

Proof. 1. Let T, = inf T™, where T™ is the supremum of the set of times ¢t where X () < 0o,
for some supersolution (X (t),Y (t),3(t)). In the first part of the proof we show that there
exists a countable sequence of supersolutions (X, Y}, 3,) such that

X, (t) = inf X, (1), Yi(t) = infY,(t), B«(t) = inf B,(t) (6.9)
for all t € [0, T4][.
2. Fix a time 7 € [0,7,[ and consider a sequence of supersolutions (X,,Y,, ;) such that

(6.9) holds at t = 7. By Lemma 1, by possibly replacing each triple of functions (X, Yy, 5,)
with

1<i<n 1<i<n 1<i<n

(X0, Yo, Bn) = (min X,, minY,, min ﬁn>
we can assume that each component the above sequence is monotone decreasing as n — oo.

In addition, it is not restrictive to assume that, for every ¢ € [0, Tfl‘/[ B

Bult) = 1—(r+2) /t T =) e <— /t ' ,o(Xn(s))ds> ir. (6.10)

while the components X,,, Y,, satisfy

X, € [Y,—1,Y,], X,(00) = Xp,
(6.11)
Y, > =Yg, Y,(0) = AoXo,
with
Gin(t) = min {u(t), AX,(t) + Y (t)} . (6.12)

Otherwise, calling 3,, the right hand side of (6.10) we can simply replace (Xn, Yy, Bn) with the
smaller supersolution (X,,, Y}, B,).

From (6.11) it follows
Yau(t)

IN

eT=NY (1) t<T.
Letting n — oo, this yields
Y, (t) < emONY, (1) t<T. (6.13)

Since the above is true for every 7 < T}, we conclude that the functions Y}, Y, are uniformly
bounded, with bounded variation on every compact subinterval [0,7] C [0, T4][.

Next, observing that
Y,—-1 < Xn < Yna /Bn = (T+)‘+p(x))5n_p(Xn)7
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we conclude that the functions X, (-) and S,(-) are uniformly Lipschitz continuous on every
compact subinterval [0,7] C [0, T%[. This implies

X.(t) > X.(1)+LJt—T7|
(6.14)
Bu(t) = Bu(rT)+ Lt -7,

for some Lipschitz constant L.

Given T' < Ty, a constant L can be chosen which is uniformly valid for all 7,¢ € [0,T]. This
implies the Lipschitz continuity of the limit functions X, S, restricted to any subinterval
[0,7T]:

[ X (t) = Xu(7)| < Lt —7],

|B+(t) = B(7)| < Lt =],

(6.15)
for all 7,t € [0,T].

3. We now consider a decreasing sequence of supersolutions (X,,, Yy, 5,)n>1 which converges
to (X, Ys, B«) at every rational time and at every time 7 where the BV function Y is discon-
tinuous.

We claim that the identities in (6.9) hold for every t € [0, T,[. Indeed, assume on the contrary
that
Yi(t) < inf Y, (1) —¢ (6.16)
n

for some irrational time 7 where Y, is continuous and some € > 0. Choose a rational time
t > 7 such that

Yo(t) < Y*(T)+§, e(t=TA [Y*(T)Jr%] < Yi(r)+e. (6.17)
We then have
lim Y,(r) < lim @AY, (1) = @AY, (1) < et [Y*(T)ﬂ} < Yi(r) +e,
n—oo n—oo 2
in contradiction with (6.16).
By assumption, the limits
Xut) = lim  X,(2), Be(t) = Tim  fy(t)

hold at every rational time ¢. By the uniform Lipschitz continuity of X, 8,, X, B« on every
compact subinterval [0,7] C [0, Tx[, these limits remain valid for every t € [0, T,].

4. Concerning X,(-), we already know that this function is locally Lipschitz continuous, hence
absolutely continuous on every compact subinterval [0,7] C [0,7%]. Moreover, the function
Y. (+), satisfies (6.13) and has bounded variation of every compact subinterval [0,7] C [0, T4][.
We claim that Y, is locally Lipschitz continuous. If not, we could find sequences of times
ap < b with

lim a;, = lim by = ¢ €[0,T%[

k—o0 n—00

such that
Yi(bi) — Yi(ar) > k(bp — ay)
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for all £ > 1. Recalling (6.9), for any fixed k£ > 1 there exists ny > 1 such that

Pl

max {|Ynk (ar) — Y*(C”fﬂ7

Ynk(bk) — Y;(bk)‘} < —- (bk — ak) . (618)

W

We let ¢t — (X% (t),Y % (t)) be absolutely continuous functions such that

Xgﬁ (t) = Xnk (t)v
for t € [0,a],
Yr?;f (t) = Ynk (t)7
while, for t > a, the functions X%, Y% provide solutions to the system of ODEs
X =Y-a,
Y = =AY +1(Bp)(Y +AX —@).

The comparison argument yields

V() < Yo (t) and X% (t) < X%(t), forallt>0.

and thus
% .
Br(t) > 1—(r+ )\)/ e~ N1 exp <—/ p(XﬁQ(s))ds) dr .
t t
where
M = inf {t>O‘X“’c = M}.
Therefore, the triple (X3*,Y,%, ) is a supersolution of (5.2)~(5.5).

On the other hand, since Y}, is uniformly bounded on every compact subinterval [0, 7] € [0, T%[,
it holds )
Xpk(t) < C, forall k,t>0

for some constant C' > 0. Hence, by (6.18), for k large enough we obtain
Yor(br) < Yi(by),

contradicting the minimality of Y. Together with (6.13), this proves the Lipschitz continuity
of Y.,.

5. Using the fact that every (X, Yy, 3,) is a supersolution of (5.2)—(5.5), we now prove that
(X4, Yy, By) is a supersolution as well. Indeed, for every 0 < t1 < to < T, we have

X*(t2) - X*(tl) = lim, o0 (Xn(t2) - Xn(tl))

> limsup /: (Ya(s) = min{u(s), AXy(s) + Ya(s)} ) ds (6.19)

— /t2 <Y*(3) min{u(s), AX, (s )—l—Y*(s)}) ds.

t1

26



Similarly,

Yi(ts) = Ya(t1) = limpoo(Ya(t2) — Ya(tr))

> limsup /t . (Yn(s)(ln(s) —)) +In(s)</\Xn(s) min{u(s), AX(s )—I—Yn(s)})> ds
_ /: (Y*(s)(l*(s) —)\)+I*(s)<)\X*( ) — min{u(s), AX.(s )+Y*(s)})> ds.

(6.20)
Finally, for ¢t < Ty,

B«(t) = lim B,(t) > 1—(r+2\) hmlnf/ ~r N exp <— /Tp(Xn(s))ds> dr
n—oo t

t

™™
:1—(r+)\)/ (H')‘(Ttexp( d)dT:ﬁT(t).
t

(6.21)
Together, (6.19)—(6.21) show that (X, Ys, 5x) is a supersolution.

6. Finally, we prove that (X, Yi, 5s) is indeed a solution.

Let 87 be the right hand side of (6.21). Then the triple (X, Y, 37) is still a supersolution.
By minimality, this implies S,(t) = 87(t) for all ¢ < T..

As in step 4, for every 7 € [0, T,[ we let t — (X7 (¢),Y7(t)) be absolutely continuous functions
such that

XT(t) = X.(b),

YT(t) = V(o)

for ¢t € [0,7], (6.22)

while, for t > 7, the functions X7, Y " provide solutions to the system of ODEs

X =Y -—a,
(6.23)
Y = XY +IBHY +AX —a).

The triple (X7 (¢),Y"(t), 87(t)) is a supersolution of (5.2)-(5.5).

Assume that there exists a time 7 which is a Lebesgue point for the function u(-), and such

that x B x
liminf 2x(THM) = XT) Yo (1) —a(r) + ¢,
h—0+ h

for some € > 0. Then for ¢t > 7 with ¢ — 7 sufficiently small we have X7 (t) < X,(t), against
the minimality of X,.

Finally, assume that there exists a time 7 which is a Lebesgue point for the function u(-), and
such that
Yi.(t+h)—=Y.(7)

hhn—1>(i)]9rf * Y > = NY.(7) + I(Be(7))(YaT) + AXu(7) — a(7)) + €,
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for some £ > 0. Then for ¢ > 7 with ¢ — 7 sufficiently small we have Y7 () < Y.(t), against the

minimality of Y. Again, we reached a contradiction. This completes the proof of the lemma.
O

Remark 5. Given initial data (Xo, Ap), the above minimal solution can be constructed in
the following alternative way. Consider the Cauchy problem for the system of three equations

X =Y-a, X(0) = Xp.
Y = MY +I(Y + X —a), Y(0) = AXo, (6.24)
B = (r+x+p(X))B—p(X), B0) = 0.

where I = I(f3) is the function in (5.5). Notice that here the initial value # = 5(0) is regarded
as a free parameter. We say that a solution (X,Y, ) : [0,7M] ~ IR® is admissible if

e X(t)€[0,M[ and B(t) € [0,1] for all t € [0,TM],

e cither T™ = 400, or else X (t) — M and 3(t) - last — TM— .
Observe that for any 0 < § < 1 and Xy € [0, M|, there exists 7 > 0 such that (6.24) has
a unique solution on [0,7[. We now show that the minimal solution (X,(t),Yx(t),5x(t)) of

(5.2)—(5.5) is the solution of (6.24) corresponding to the smallest value of the parameter 6
that renders this solution admissible.

From Lemma 2, (X,(t), Y. (t)) solve the first two ODEs in (6.24) for a.e. t € [0,T;[. Moreover,

Ti\/f T
Be(t) = 1—(r+ )\)/ e~ TN oxp <—/ p(X.(9)) ds> dr, (6.25)
t t
where
TM = inf{t>0|X.(t)<M}.
Using (6.25) to compute the derivative of S, we obtain

T]VI

e N exp (—/ p(X*(S))dS> dr
t

= —(7" + /\) — (’f’ + A+ P(X*(t))) : (1 — 5*(75))

But) = —(r+A) = (r+ A+ p(Xa())(r + A) /

t

for a.e. t € [0,TM]. Hence, B,(t) solves the last ODE in (6.24).
On the other hand, for any ¢ € [0, TM[ we have S,(t) < 1 and

™
Bie(t) > 1—(r+A) / e~ HNED gr = lim e HNEY
t

T—TM
Hence B, (t) € [0,1[ for all t € [0, TM[. If TM < oo then

lim lim B.(t) > e~ NIt — 1
t—TM r—TM
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which yields lim,_,7m 84(t) = 1. Therefore, (X.(t),Yi(t), 84(t)) is an admissible solution of
(6.24).

To complete the proof, we claim that there does not exist a 6 € [0, 5.(0)[ such that (6.24)
has an admissible solution. Indeed, let (Xo(t),Yo(t), Bo(t)) : [0, T, — R? be the solution of
(6.24) with 5y(0) = 6y < 5*(0). Two cases will be considered:
e CASE 1: If TJ?J = 400 then one can solve the ODE for 3 to obtain that
Bt) = 1—(r+ )\)/ e~ TN oxp (—/ p(X(s)) ds> dr, forall t € [0,00[.
t t
Thus, (Xo(t), Yo(t), Bo(t)) is a supersolution of (5.2)—(5.5).

e CASE 2: If T), < +o0 then limy 70 B(t) = 1. Again, solving the ODE for 3, we have

T9 T
Bt) = 1—(r+\) / Y e N0 o <— / p(X(s))ds> dr, for all t € [0,T%].
t t

We extend (Xo(t), Yo(t), 8(t)) on [Ty, 00 such that
Y(t) = +o0, for all t > T, .
plt) =1,

and (Xo(t),Yo(t), Bo(t)) is a supersolution of (5.2)—(5.5).

Since (X, (t),Yi(t),B«(t)) is the minimal solution of (5.2)—(5.5), we have 5,(0) < 5p(0) = Bo
and it yields a contradiction.

Theorem 3. Let u : [0, +o0o[— [0,1] be a control such that
L(u(t)) < rB for allt > 0. (6.26)

Then the corresponding minimal solution t — (X, (t),Yi(t), B«(t)) yields the lowest cost among
all solutions of (5.2)-(5.5).

Proof. Let (X(t),Y (t),5(t)) be a solution associated to the control u. The corresponding
cost is computed as

T]W
JXYB () = /O O{p(X(0) B+ L)} dt + A1) B
T]W t T]W
- [ e exp{— / p<X<s>>ds}p<X<t>> as [ AL + A1) B
T ™
= B—y(TM)B—rB/O y(t) dt+/0 y(t)L(u(t))dt + ~(TM)B
T'hr t
_ B—/O e exp{—/o p(X(s))ds}-[rB—L(u(t))] dt.
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Similarly, the corresponding cost for (X, Y, Bs) is

JXYBe(y) = B - /OT;CI e " exp {— /Ot p(X*(s))ds} <[rB — L(u(t))] dt.

Since
X(t) > X.(t) forallt >0,

we have Ty < T}, and

/ "X ()ds > / " (Xu(sNds  forall £ € [0.Ty].
0 0

Using (6.26) we thus obtain

/OTM e exp {— /Otp(X(s))ds} - [rB — L(u(t))] dt
= /OTM e exp {— /Ot p(X*(s)) ds} - [rB — L(u(t))] dt.
Therefore

JX,Y,B(u) > JX*,Y*,B*(U)‘
0

Corollary 1. If L(1) < rB, then for every given control function u : [0,00[+ [0,1] the
corresponding minimal solution is the one yielding the minimum expected cost.

Remark 6. At first sight one might guess that, for a given repayment strategy u(-), a lower
interest rate should yield a smaller expected cost to the borrower. However, this is not always
true. A higher interest rate means that bankruptcy occurs earlier. In some cases, paying the
cost of bankruptcy may be preferable, compared with all subsequent costs of servicing the
debt. For example, assume that the borrower chooses the control

0 it 0<t<I,
ult) = {1 it t> 1 (6:27)

Consider a solution where the lenders offer a small interest rate, so that 7™ > 2 and the
probability of not being bankrupt at time ¢t = 2 is

P(2) = Prob{T, >2} > 0.

Then the expected cost to the borrower is

TM
JwX) = [ A0{px®) B + L) }de +2(1V) B
0 (6.28)

> / S P L) dt > e P PR)L().
1
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On the other hand, consider a second solution t — X (t) where the lenders ask for a high
interest rate, pushing up the total size of the debt so that T < 1. In this case, bankruptcy
occurs with probability one before time ¢ = 1. Hence the expected cost to the borrower is

J(u,X) = /0 ' AOp(X (1) Bdt +3TM)B < B. (6.29)

If the bankruptcy cost B is small compared with the cost L(1), then the right hand side
of (6.29) will be smaller than (6.29). For the particular control function u(-) in (6.27), the
minimal solution is not the most advantageous for the borrower.

7 Feedback strategies

As it often happens for Stackelberg games, the optimal open-loop strategy u*(-) considered
in Section 5 is usually not “time consistent”. In other words, in the middle of the game it
may be advantageous to the borrower to deviate from his announced strategy, if he could do
so without changing the interest rates obtained in the past. However, this is not possible,
because these interest rates are globally determined by his past and future controls.

In this section we shall address this issue, and study strategies in feedback form.

As a first step, assume that both the bankruptcy risk p and the interest rate I are given a
priori, as functions of X, A. This leads to a standard problem of optimal control in infinite
time horizon [1, 4, 8]. The value function V' = V (X, A) satisfies the Hamilton-Jacobi equation

I-A

V = i L(w) — :
(Nrp) we[o,glilflx)xm}{ (w) (VX+ X VA) w} (7.1)

+AXVx + A+ AT —A)Vs+pB.

The optimal feedback control u* is computed by

. I(X,A)— A
(X, A, Vx,Vy) = Lw)—(V; — Vs - . 7.2
WX AV, Va) argwe[o,g\lig)xm]{ () < X+ X A) w} (7:2)

Assuming that the optimal feedback control takes values in the interior of the admissible set,
so that 0 < u* < (A4 A)X, we can write the characteristic equations for the first order PDE
(7.1), namely (see for ex. [10])

X = XA-—u*,

A = (I-A) <>\+A—u§>,

V o= (XA—u)Vx+T—A)(A+A— %) Vy, (7.3)

Vi = px(V=B)+(r+p—A)Vx —[Ix(A\+ 4 - %)+ =00y,

Va = palV—B)=XVx+[r+p—T+A—(Is—1)A+A—%)Va.
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By the previous analysis, one has:

(i) If the instantaneous interest rate I = I(X, A) on new loans is known, then the optimal
feedback control u* = u*(X, A) can be recovered in terms of the value function by the
formula (7.2).

(ii) If the optimal feedback u* is known, then for every initial data (Xo, Ag) one obtains a
solution ¢t — (X (t), A(t)) of the Cauchy problem (4.5). In turn, by (4.13) this determines
the instantaneous interest rate I, namely

B
1-3°

_[(XO,AO) = [(5) = 7‘+(1—0’)()\+7’) (7.4)

where

B(Xo, Ao) = /0 we—“‘“’t-p<X<t>,A<t>>exp{— /0 p<X<s>,A<s>>ds} dr.  (75)

Combining (i) and (ii), we obtain a system of nonlinear PDEs for the two functions V' (X, Ao)
and (Xp, Ag). Indeed, if u* is an optimal feedback control defined at (7.2), differentiating
w.r.t. t the two expressions

V(X(0),Alt)) = /tooe_r(T_t)eXp{— /tTp(X(s),A(s))ds}

|PX (@), A@) B+ Liw* (7)) dr,

B(X(t),A(t)) = /too e (rtA(T=1) exp {— /tT,O(X(S),A(S)) ds} -p(X(T),A(T)) dr,

one obtains

d
SVXW,AD) = (4 p(X, ANV — L) — p(X, A) B,
(7.6)
CBX0,AM) = (r+ At p(X, ) — (X, A).
By (4.5), the functions V, 8 thus satisfy the system of first order PDEs
(AX —u*)Vx + (I — A)<A+ A “Y) Vi = (r+p)V — L(u*) — pB,
(7.7)
(AX —u)Bx +(I= A+ A= L) Ba = P+ 2+p)B—p.

Here X, A are the independent variables, r, A\, B are positive constants, p is a given function
of X, A, while I = I(f) is defined at (7.4). Finally, u* can be recovered from X, A, Vx, V4 and
I(B) in terms of (7.2).

It seems natural to solve (7.7) with boundary conditions at X = 0 and at X = M, namely

{ V(0,4) = 0, { V(M,A) = B, (7.8)

B(0,A) = 0, B(M,A) = 1.
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To get some additional insight, we shall transform the system (7.7) into a second order scalar
equation. Taking the directional derivative in the direction of the characteristic vector

b — (bi,bs) = <AX—u*, (I—A)()\JFA—UY*)),

from (7.7) and (7.4) it follows
b-VV = F(X,A I Vx,Va) = (r+p)V—L(u*)—pB,

I—r—1Q-0)-p]-I—r+(1=0) (r+ )]

1—0

b VI = G(X,AI) =

(7.9)
Observe that the components by, by depend also on u*, and hence on X, A, I, Vx, V4. Assuming
that the minimum in (7.2) is attained at an interior point w = u*, the necessary conditions
for optimality yield

L'(w*) = Vx + Va. (7.10)
We assume that, by the implicit function theorem, (7.10) and the first identity in (7.9) can be
used to uniquely determine the functions

w o= ut (X, A1V, Va), I = I(X,A,V,Vx, V). (7.11)

Differentiating the first equation in (7.10) the direction of the vector b, we obtain

0 = b-V[b-VV—(r+p)V+L(u*)+pB}

= (AX —uY)- aiX[(AX—u*)VXHI—A)(HA— %*)VA— (r+p)V + L(u*) + pB

*

+ (I—A)()\+A— %)%[(AX—U*)VX

+ ([—A)(A—FA—%)VA—(T—I—/))V—FL(U*)—F/)B]

*

= (AX —u")® Vax +2(AX —u)(I = A)(A+ A=) - Vxa

2 u*y2
(= A (A A= T) - Via— ©(X, AV, Vi, Va),
(7.12)
where the function ® collects all the remaining terms. We claim that ® depends only on the

first derivatives Vx, V4, i.e., its expression does not involve second derivatives. Indeed, by the
second equation in (7.9) the quantity

o OI u* oI
(AX—u)-a—XJr(I—A)()\JrA—y)a—A = G(X, A,

can be expressed in terms of X, A, and I(X, A,V, Vx, Vy4). Moreover, the optimality condition
(7.10) implies

—u" = [—VX—%—I—L'(U*)]iu* = 0.

I-A 0
0A

~Vx = —— + L'(u")
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This proves our claim.

We observe that (7.12) is a quasilinear degenerate elliptic equation for the value function
V =V (X, A), on the domain

Q= {(X,4); Xelo,M], Azo}, (7.13)

with boundary data as in (7.8). In more compact notation, it takes the form

a?Vxx +2abVxa +b6*Vas = @, (7.14)

where the coefficients a, b, ® are highly nonlinear functions of X, A, V, Vx, V4.
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