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ABSTRACT. In this paper, we study an irreversible investment problem under Knightian
uncertainty. In a general framework, in which Knightian uncertainty is modeled through a
set of multiple priors, we prove existence and uniqueness of the optimal investment plan,
and derive necessary and sufficient conditions for optimality. This allows us to construct the
optimal policy in terms of the solution to a stochastic backward equation under the worst-
case scenario. In a time-homogeneous setting — where risk is driven by a geometric Brownian
motion and Knightian uncertainty is realized through a so-called “k-ignorance” — we are able
to provide the explicit form of the optimal irreversible investment plan.
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1. INTRODUCTION

The theory of irreversible investment under uncertainty has received much attention in
Economics as well as in Mathematics (see, for example, the extensive review in Dixit and
Pindyck [17]). Kenneth Arrow pioneered the analysis in [3] by solving a deterministic irre-
versible investment problem, while [7] and [32] extend the analysis to a stochastic setting.
There, randomness enters the model through a geometric Brownian motion representing an
exogenous economic shock, and the firm’s profit function is of Cobb-Douglas type. After-
ward, several other modeling features have been introduced, such as the presence of jumps
in the dynamics of the economic shock (e.g., [9, 10]), or regime switching models [21]. From
a mathematical point of view, optimal irreversible investment problems under uncertainty
can be modeled as singular stochastic control problems; in fact, the economic constraint that
does not allow disinvestment is well encompassed by thinking of the cumulative investment
as a monotone control process. Singular stochastic control problems with applications to ir-
reversible investment have been addressed via different methods ranging from the dynamic
programming approach ([25, 27, 31], among many others), to the theory of r-excessive map-
pings [1, 2], the connection to optimal stopping (e.g., [13, 16]), and stochastic representation
problems [4, 14, 19, 20].

Recently, Riedel and Su investigated in [33] an irreversible investment problem in a general
not necessarily Markovian setting. They proved existence and uniqueness of the optimal
investment plan, and constructed it as the minimal investment needed to keep the production
capacity above the so-called “base capacity”. This is an endogenously determined minimal
level of production, and it is mathematically characterized as the solution to a backward
equation deriving from first-order conditions for optimality. The kind of backward equation
considered in [33] appeared for the first time in [6] (in the context of an optimal consumption
problem under intertemporal substitution), and its general mathematical analysis was later
developed in [5].
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All the above works are based on the assumption that, although the firm does not know
the realization of the future profits, their probability distribution is perfectly known. In this
paper we study an irreversible investment problem under Knightian uncertainty (or ambigu-
ity), where the latter is modeled through a set of multiple priors for the profits’ distribution.
In particular, we assume that the firm is ambiguity-averse and uses a so-called g-expectation
in order to evaluate its net profits. The g-expectation, introduced by Peng in [30], charac-
terizes the nonlinear expectation of a random variable X in terms of (the first component
of) the solution to a backward stochastic differential equation (BSDE) with terminal value
X and driver g. The advantage of g-expectation is that the Knightian uncertainty is fully
characterized by the real-valued function g. In order to reflect the firm’s ambiguity aversion
we assume that the driver g is concave and, within this setting, we let the firm maximize its
g-expected profits, net of the total proportional costs of investment. In our formulation the
resulting optimization problem thus takes the form of a singular stochastic control problem
under Knightian uncertainty. Indeed, the firm increases the level of the production capacity
not necessarily via investment rates; also lump-sum or singularly-continuous interventions are
allowed. To the best of our knowledge, this is the first work addressing such a problem.

Our first result establishes existence and uniqueness of the optimal investment plan. As in
[33], this is accomplished by a suitable application of Komlds theorem (in the version of [23]),
upon proving that any feasible investment plan is not larger than the one which is optimal if
one neglects the irreversibility constraint.

We then move on by proving necessary and sufficient first-order conditions for optimality.
Since we consider the irreversible investment problem under a set of multiple priors P, those
conditions involve a subclass of probability measures under which the net expected profits
are minimal; these are the so-called worst-case scenarios. Roughly speaking, if the capacity
C* induced by the investment plan I* satisfies the first-order conditions under a worst-case
scenario P*, then (under suitable conditions) I* is the optimal investment policy and viceversa.
The first-order conditions naturally degenerate into those in [33] when P is a singleton. It is
worth pointing out that all the above results, such as existence, uniqueness, and first-order
conditions, are beyond the Markovian framework. Moreover, their proofs needed refined
technical arguments employing results from BSDEs’ theory, and as such they are a non trivial
generalization of those in [33].

Although the previous existence and uniqueness result has a clear mathematical value, it
does not provide the structure of the optimal investment plan. Inspired by [33], we then
construct the optimal investment plan as a “base capacity policy”; i.e., in terms of a base
capacity process solving a suitable stochastic backward equation deriving from the first-order
conditions for optimality. However, differently to [33], in our problem the optimal base ca-
pacity has to be determined together with the probability measure realizing the worst-case
scenario for the net profits that are accrued via the optimal base capacity policy. This clearly
makes our problem much more involved than the one without Knightian uncertainty.

In order to obtain an explicit expression for the optimal base capacity and its associated
optimal investment plan, we specialize our setting to a time-homogeneous one where: the time
horizon is infinite, the economic shock driving the profits is a geometric Brownian motion,
the profit function is of Cobb-Douglas type, and the nonlinear expectation is the so-called “x-
ignorance” (denoted by £7%[-]). This is one of the most important examples of g-expectation
and can be obtained by taking the driver g of the form g(¢,z) = —k|z|. In this case, the g-
expectation is a lower expectation, which means that there exists a set of probability measures
Py, such that £7%[X] = infpep, EP[X], for any square-integrable random variable X. More
precisely, P, is the collection of all probability measures P¢, that are equivalent to a reference
one and with Girsanov kernel £ which is bounded by k. The advantage of k-ignorance is
that the single parameter x completely characterizes the degree of ambiguity; i.e., the more
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ambiguity, the larger x. Within such a setting, we show via a probabilistic verification theorem
that the worst-case scenario is P, under which the economic shock has the lowest drift, and
that the optimal investment plan is the one which is optimal under P~". By borrowing ideas
from [33], the latter is explicitly constructed by solving the stochastic backward equation for
the base capacity under P7%. With the concrete form of optimal investment plan at hand, we
can also show that: (i) the optimal investment is decreasing with respect to the interest rate
r; (ii) the optimal investment is increasing in the economic shock; (iii) the firm would like to
decrease the scale of investment as it faces more ambiguity.

It is worth pointing out that Nishimura and Ozaki [28] and Thijssen [31] also study an
irreversible investment problem under Knightian uncertainty. However, their setting is dif-
ferent from ours. In [28], it is assumed that there is ambiguity over certain characteristics
regarding the operating profits, which are characterized by a geometric Brownian motion, and
the decision of the firm is to choose the best entry time into the market so as to maximize
its net profits. On the other hand, in [34] the ambiguity is about the discount rate. In fact,
both [28] and [34] formulate the problem as an optimal stopping one (see also Section 4.2 in
[12]), rather than as a singular stochastic control problem like ours.

The rest of the paper is organized as follows. In Section 2 we present the setting and
formulate the irreversible investment problem. The existence and uniqueness result is then
proved in Section 3. Section 4 presents the first-order conditions and then gives the character-
ization of the optimal investment plan in terms of the base capacity. Some properties of the
optimal policy are also discussed in this section. In Section 5 we finally provide the explicit
solution to the irreversible investment problem in a time-homogeneous diffusive setting where
the Knightian uncertainty is modeled by “k-ignorance”. Appendix A contains an overview
on g-expectation, while technical results are collected in Appendices B and C.

2. SETTING AND PROBLEM FORMULATION

In this section, we introduce the irreversible investment problem under Knightian uncer-
tainty which is the object of our study.

Given a fixed time interval [0, 7], we let (2, F,F := {F;}sc[0,77, Po) be a complete filtered
probability space with filtration satisfying the usual conditions. Throughout this paper, E will
be denoting the expectation under Py. Let X := {Xt}te[o,T} be an F-progressively measurable
process taking values in some Banach space E. Here, X can be regarded as an exogenous
economic shock, e.g. the demand of a produced good, the state of technological improvement,
or macroeconomic conditions.

Due to the irreversibility constraint, the firm chooses an investment plan I = {It}te[()’T]
which is a nondecreasing, right-continuous and F-adapted process such that Iy- = 0 a.s. The
production capacity C7 := {C] }tE[O,T] associated to an investment plan I evolves as

2.1 dc! = —sclat +dr, cl_-=¢>o0,
(2.1) ' ¢ 0

where § > 0 is a given depreciation rate. Notice that, by the method of variation of constants,
we can write

t
(2.2) of = eo [c—i—/ e(ssd[s}, t>0.
0

Here, and in the following, we interpret the integrals with respect to the (random) Borel-
measure dJ on [0,7] in the Lebesgue-Stieltjes sense as fOT(')dIt = f[o,T](')dIt' In such a
way, a possible initial jump of the process I (i.e. an initial lump sum investment) is taken into
account in the integral.
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When the economic shock at time ¢ is X; and the level of production capacity is Cy, the
instantaneous operating profit of the firm is w(X;, Cy). Here, 7 : E xRy — R is a continuous
function satisfying the following standing assumption.

Assumption 2.1.

(1) For each fizred x € E, w(x,-) is strictly increasing, strictly concave and continuously
differentiable;

(2) For each fixred x € E, the partial derivative m.(z,c) satisfies the so-called Inada con-
ditions; that is,

lim 7. (z, ¢) = 400, and  lim 7.(x,c) = 0;
cl0 cloo

(3) For each fivred x € E, 7(x,0) = 0.
Increasing the production capacity, the firm incurs proportional costs. We assume that the
price of capital goods used to increase capacity is taken as numéraire so that the marginal
cost of investment is normalized to one. Also, the firm discounts profits and costs at a

constant interest rate r > 0 (now expressed in terms of capital goods, not money). Hence,
the cumulative profits of the company, net of the investment costs, are

T T
/ e (X, Chydt — / e "tdl;.
0 0

We assume that the firm is ambiguity-averse, and that the firm’s evaluation of an uncertain
gain or profit £ is given by a functional £9[¢], where £9[-] is a so-called g-expectation, whose
generator g : [0,7] x Q x R — R satisfies the following assumption (we refer to Appendix A
for the definition and important properties of g-expectation).

Assumption 2.2.
(i) for any z € R, (t,w) — g(t,w, z) is F-progressively measurable and

T
E[/ |g(t,w,z)|2dt] < 00;
0

(ii) There exists a constant k > 0 such that, for all (t,w) € [0,T] x Q and 2,2’ € R,
\g(t,w,z) - g(tvw?zl)‘ < 'V”'|Z - Zl|;

(iii) For any (t,w) € [0,T] x Q, z — g(t,w, z) is concave;
(iv) For any (t,w) € [0,T] x , g(t,w,0) = 0.

We now recall here a representation for g-expectation (see [15]) that will be useful in most
of our subsequent analysis.

Proposition 2.3. Let the function g satisfy Assumption 2.2 (i)-(iii) and denote by D := Dy,
the collection of all progressively measurable processes {0 }iepo, 1) such that

E[ / ' |f(8,9s)\2d8] <o,

with f(t,w,8) = sup,cr(9(t,w, z) — 20) being the convexr dual of g.
For any 0 <t < s < T and any Fs-measurable and square-integrable random variable &,
we have the following representation for the g-conditional expectation at time t

(2.3) E0.le) = epsnt {E'[€] + 0 ()},

where the penalty function is

ars(0) = EP’ [ /t e, Hr)dr],
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and where Efe[~] is the conditional expectation taken under the probability measure P? such

that
t 1 t
:exp</ HSdBS—/02d3>, 0<t<T.
Fi 0 2 0

On the other hand, because of the ambiguity-aversion, the evaluation of an uncertain cost
n is given by £9[n], where §(t, z) := —g(t, —2). It is easy to check that £9[n] = —£9[—n]. For
example, if g(t, 2) = —k|z|, we set E9[¢] := £7F[¢] and £9[¢] := E£X[€]. In fact, by Proposition
2.3, if the function g satisfies (i)-(iii), the g-expectation corresponds to a variational preference.
Furthermore, if the function g also satisfies (iv), then the g-expectation fulfills almost all the
properties of the classical expectation, such as translation invariance, local property, with the
exception of linearity (see Appendix A for details).

dp’

dPg

Remark 2.4. Suppose that g satisfies Assumption 2.2. By the comparison theorem for BS-
DFEs, for any Fr-measurable and square integrable random variable &, we have

9] < £°[¢), €91¢] < €7 ).
Denoting by A, the collection of all the investment plans such that

_ T
(2.4) 59[ / e‘”dlt] < 0,
0

and defining, for any I € Ay,

T T
(2.5) I(I) := &9 [/ e (X, Chdt / e_rtdIt},
0 0
the firm aims at solving the problem

(2.6) V*:= sup I(I)
IeAy

In the following, any investment plan belonging to 4, will be called admissible. Notice that,
under (2.4), V* is well defined, even if possibly infinite. It is also worth stressing that no
Markovian assumption has been made.

3. EXISTENCE AND UNIQUENESS OF THE OPTIMAL INVESTMENT PLAN

In this section we show that there exists a unique irreversible investment plan that is optimal
for problem (2.6). In order to accomplish that, we first need to impose some integrability
condition on the underlying stochastic process X. For this purpose, for each fixed z € F,
r > 0 and ¢ > 0, define

(3.1) 7 (x,r,d) = z1>110) (m(z,¢) — (r+6)c),

and denote by ¢*(z,r,d) the unique maximizer of ¢ — 7 (x, ¢) — (r 4 ¢)c which, by Assumption
2.1, is completely characterized by the first-order condition

(3.2) me(z,c*(z,7r,8)) =7 +6.
Then we make the following assumption.

Assumption 3.1.
(H1) For any t € [0,T], E[|7* (X, 7,0)[*] < oo
(H2) E[supefory e (Xs,7,0)*] < o0.
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Remark 3.2. The auxiliary function m* defines the maximal profit that the company can
achieve if the investment plan were perfectly reversible; in fact, in such a case, the marginal
operating profit . equates to the user cost of capital r + 0.

If the operating profit function is of the form w(x,c) = e* ‘311:2, with a € (0,1), and if X is
a Lévy process with bounded positive jumps, then Assumption 3.1 holds true (see Example 2.2

in [33]).

We can now state the existence and uniqueness result for a solution to problem (2.6).

Theorem 3.3. Under Assumptions 2.1, 2.2 and 3.1, there exists a unique optimal investment
plan I* for problem (2.6).

The previous theorem extends Theorem 2.3 in [33] in our general setting under Knightian
uncertainty. Since its proof is developed through some auxiliary lemmata, we first discuss its
main idea. The uniqueness of the optimal investment plan can be derived from the strict con-
cavity of 7(z, -), the affine structure of the production capacity with respect to the investment,
and the strict comparison theorem for g-expectation.

In order to prove existence, a usual argument is to choose a suitable converging subsequence,
which should exist by compactness of the set of admissible controls. Then, by the continuity of
the payoff functional, the limit of such a subsequence is indeed optimal (whenever admissible).
In our case, the main difficulty that we face is that it seems hard to find a topology ensuring
at the same time compactness of the admissible set A, and continuity of the payoff functional
II. To overcome this problem, as in [33] we first prove that it suffices to consider only those
investment plans whose induced production capacity stays bounded from above by the overall
maximal capacity under perfect reversibility (cf. Lemma 3.5 below). The latter is integrable
by Assumption 3.1. Then, by choosing a maximizing sequence {I"},cn and applying the
Komlés’ theorem (as in [23]), we conclude that there exists a subsequence {I,, }ren Whose
arithmetic average suitably converges to some I*. Finally, it turns out that such I* is indeed
the optimal policy.

Lemma 3.4. Recall (2.6). Under Assumptions 2.1, 2.2, and 3.1, the value V* is finite.
Proof. Simple manipulations on (2.1) imply that

T T T
/ e Al = / e~"tdct + / setCldt
0 0 0

(3.3) T

=Tl —c+ / (6 +r)e "tClat.
0

It thus follows that

T T T
/ e (X, Chydt — / e "tdl < / e " (m(Xe, chy — (5 + T‘)Ctl)dt +c
0 0 0
(3.4) .
< / e " (X, 7, 0)dt + c.
0

Now, standard estimates for BSDEs and the comparison theorem (see [15] and Proposition
A.1 in Appendix A)) give that for any I € A, and for some M > 0

T T
In(r) < &9 [/ e " (X, r, 0)dt + C:| < &R [/ 7 (X, r, 0)dt + c}
0 0

< /OT EN[W*<Xt,7", 5)]dt+ c< M(l + /OTE[(W*(Xt,r, 5))2]%dt> < 00,

where (H1) of Assumption 3.1 has been used. Since the last term on the right-hand side of
the latter equation is independent of I € Ay, the desired result follows. O
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We now claim that we can restrict our analysis to those investment plans whose associated
capacity is required to be below some overall maximal capacity under perfect reversibility.
More precisely, recall ¢* solving (3.2) and set

(3.5) Cpi=e 0 [c+ sup (c’;e‘ss)],
s€[0,¢]

where, for simplicity, we have put ¢f := ¢*(X,,7,d). Note that for any ¢ € [0, T,

Cy=ce™ + sup (Fe?CD) <c+ sup & <c+ sup .
s€[0,t] s€[0,t] s€[0,T]

Then the investment plan corresponding to C , 1.e.
h=C-c+ [ iCus 120
is admissible due to the fact that, for some M > 0 (changing from line to line),
(3.6) é‘?[ / Te—”dft} < &~[ir] < M| sup |¢if] < ME[ sup [¢}?]? < oo.
0 s€[0,T] s€[0,T

Here, the comparison theorem (cf. Proposition A.1 in Appendix A) and standard estimates
for BSDEs (cf. [18]), as well as (H2) of Assumption 3.1, have been employed.

Lemma 3.5. Set ﬂg :={I:1¢€ A, such that C} < C; Py-a.s. V¥t > 0}. Then we have

T T T T
sup &9 [/ e (X, CHdt —/ e_”dft] = sup &Y [/ e (X, Cdt —/ e_”dft].
IeA, 0 0 IeA, 0 0

Proof. Tt suffices to prove that for any I € A, we can find some I € ﬁg such that I1(1) > II([).
Let I € A, be given and fixed with associated capacity denoted, for simplicity, by C'. Set

Cy = min{Ct,ét} and A; = €%C,. Then, C is a production capacity associated to the
investment plan I; := f(f e %%dA;. Clearly, I € A,. We claim that II(7) > TI(I). By (3.3) and
the representation of g-expectation (2.3) of Proposition 2.3, we obtain that

() — II(I)

T
=&Y [/ e " (m(Xe, Cp) — (6 +7)Cy)dt — e IO + c]
0
T
- &9 [/ e " (m(Xe,Cy) — (6 4+ 7)Cy)dt — e "TCOr + c}
0

= 9122 (EG [/OT et (W(Xt, Cy) — (6 + T)C't)dt — e_TTCT} + a07T(9)>

~ jnf (E9 [ /0 Te—” (m(X¢, Cp) — (6 4+ 7)Cy)dt — e_TTCT} + aO,T(a))

T
> inf E? [/ e " (F(Xe, Cr) — T(Xp, C))dt — e T (Cp — CT)} ,
0D 0

where 7(z,c) := 7(x,c) — (0 + r)c is concave with respect to c. Now, on the set of times for
which C; > Cy = C; > ¢, we have

T(Xy,Cy) > 7T(Xy, Ch),

upon recalling that ¢* attains the maximum of the concave function 7(x, -) (cf. (3.2)). On the
other hand, on the set of times for which C; = C}, it follows that 7(Xy, Cy) = 7(Xy, Cy). This,
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together with the fact that Cp < Cp P-a.s. (hence, P%-a.s. for any 6 € D) finally implies that

TI(I) > TI(1). O

Remark 3.6. Notice that the result of Lemma 3.5 still holds removing the requirement
g(t,w,0) =0, for any (t,w) € [0,T] x Q.

We are now finally able to prove Theorem 3.3.

Proof of Theorem 3.3. We first show uniqueness. Assume that I' and I? are two distinguish-
able admissible optimal investment plans. Obviously, also [ := %(I !4+ I?) is an admissible
investment. By (2.1), we have C} = %(Ct[l + CP%). Since m(x,-) is strictly concave, 9] is
concave and satisfies the strict comparison theorem (cf. Proposition A.1 in Appendix A), we
can write

r pT T
&9 / e_”ﬂ'(Xt,CtI)dt—/ e_rtdlt}
LJO 0
e —rt L n 12 1 —rt (g7l 2
=£9 e (Xe, 5 (CF + O )dt— [ Se (dI} +dI?)
LJO 0
M1 T ) T T ) T
>E&9 f( / e (X, CF YAt — / e "dr} + / e (X, CF YAt — / e”dff)]
_2 0 0 0 0

z%(n(ﬂ) + H(12)>,

which contradicts the optimality of I' and I?. Hence, the optimal investment plan is unique
(whenever it exists).

We are now in the position to show the existence. By Lemma 3.5, it is sufficient to consider
only those I such that I € A, since

V* = sup II(I).
TeA,
Let {I"}pen C .,éAlg be a maximizing sequence; that is, such that V* = lim,_,o II(I™). By
Equation (3.6) and noting that I} < It for any n € N, we have

sup EO[I7] < EP’ [I7] < £%[I7) < oo.
n

for any P? such that 6 is progressively measurable and |§| < x.. Applying the Komlds theorem
(in the version of [23]; see [20] for the classical version), we can choose a subsequence, still
denoted by {I"},cn, such that the induced (optional) Borel-measure on [0,7] converges in
the Ceséro sense weakly to some measure dI* P%-a.s.; that is, by Portmanteau Theorem,

1 n
lim J}' := lim — IF =17
n—00 t n—>oonkzl t o

for all continuity points of ¢ — I* and for t = T P%-a.s. Since P? and Py are equivalent, the
above equation also holds Py-a.s. It thus follows that

* . . 1 " k
" = lim ¢/" = lim ~> "¢,
n—oo n—oo N 1

for all continuity points of ¢t — C/* and for t = T Pg-a.s. Combined with the fact that
C’tfk < Cy Pp-a.s. for any t > 0 and any k € N, the latter implies that I* € A,.
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Since 7(x,-) and &£9[-] are both concave, we have by Jensen’s inequality
1 n
nm) > =y (k).
()25 3o

Recalling now (3.4) and noting that E[fOT e "7 (Xy, 7, 8)|?dt] < oo, we can invoke Fatou’s
lemma (as in Proposition A.1 in Appendix A) and obtain

II(I*) > limsup II(J") = V*,

n—o0

which yields that I* is an optimal investment plan. O

Remark 3.7. For any ¢ € L?(Fr), consider general variational preferences given by

El¢] = int (E7[¢] + <(P).

Here, P consists of all the probability measures P equivalent to Py and such that

I

2
sup E ’ } < 00,
pPepP

and c : P — R is a penalty function such that —oo < infpep ¢(P) < suppep ¢(P) < 0o0. Also,
let E[€] := —E[—€] = suppep (ET[E] — ¢(P)).

We can then consider the irreversible investment problem where the company has to pick
I* € A such that the following supremum is attained:

T T
(3.7) sup £ [/ e (X, Chdt — / e_rtdlt] ,
1eA LJ0 0

where

_ 1 rT

A= {I ’ 5[/ e_”d]t} < 00, I is a nondecreasing, right-continuous and F-adapted process}.
0

Under Assumptions 2.1 and 3.1, all the results previously obtained in this section still hold,
possibly with the exception of the uniqueness claim for the solution to (3.7). Indeed, £ may
not satisfy the strict comparison property. For example, in order to show that the value of
(3.7) is finite (cf. Lemma 3.4) one exploits the definition of £ and (3.1) and obtains that for
any I € A

T T T
5[/ e (X, CHdt —/ e_rtdlt} < sup EP [/ e " (X, 7, 0)dt| — inf c(P)
0 0 PEP 0 PeP

dp 1271/2 (T . 271/2 .
ggggE[ d—PO‘ } /0 EHT( (Xt,r,é)‘ ] dt—;r&f)c(P) < 00.

Remark 3.8. We could prove an existence and uniqueness result also for the case T' = 400, by
imposing suitable integrability requirements on ¢* and 7 (cf. Assumption B.2 and Theorem
B.3 in [33]). We refrain from doing that as a similar result will not be strictly needed in
the subsequent analysis. Also, when the setting is time-homogeneous, one might be able to
explicitly construct an optimal investment plan, as we show in the case study of Section 5
below.
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4. FIRST-ORDER CONDITIONS AND BASE CAPACITY POLICIES

In this section, we establish necessary and sufficient conditions for the optimality of an
investment plan, and we then construct the optimal investment plan with the help of a suitable
stochastic backward equation (see also [5] and [33]).

Recall Proposition 2.3 and for any I € A, we set

T T
Pg<I) = {Pe ‘ RS D,Sg |:/(; e_rtW(Xt,CtI)dt —/0 €_TtdIt:|

pe T —rt 1 T —rt
—E e (X, Ot — [ e Tl +a07T(0)}.

0 0

As a matter of fact, Py(I) can be interpreted as the collection of all worst-case scenarios for
I. The following first-order conditions for optimality then holds.

Theorem 4.1. Under Assumptions 2.1 and 3.1, and (i)-(i1i) of Assumption 2.2, an invest-
ment plan I* is optimal for problem (2.6) if it is admissible and there exists some PY € Py(I7)
such that the following conditions hold P?-a.s.:

T
EP’ [ / e~ (=t (X,,C*)ds — 1} <0, forallt=0,
t

T T
/ e TP’ [ / e~ (X, CF)ds — 1]011; =0.
0 t

Here, C* is the production capacity induced by I* through (2.1).

Proof. Let I € Ay, recall (2.2), and, in order to simplify exposition, set C' = C!. Using
Proposition 2.3 we have for P? € P,(I*), 0 € D,

TI(I*) — TI(])

T T T T
:(c;g |:/ eirtW(Xt, Cz()dt - / ertdlf] - gg |:/ eirtTI'(Xt, Ct)dt - / €TtdIt:|
0 0 0 0

- T
>gP’ [/ e (X, CF)dt — / e_rtdfﬂ +ao,r(6)
0 0

T T
(4.2) — EPQ [/ e_TtW(Xt, Ct)dt — / e_rtdlt:| — Oéo’T(G)
0 0

T T
g’ / e o (Xe, CF) (CF — Cy)dt — / (I —It)]
0 0

ol T t T
—EP / ema(X1, ) / 0a(ry — 1,) )dt - / e”d(It*—It)]
0 0 0

p? 4 —rt 4 —(r+6)(s—t) * *
=E / e </ e me(Xs, CF)ds — 1)d([t - L),
0 t

where Fubini-Tonelli’s theorem has been employed.
By Theorem 1.33 in [22] and the second equation in (4.1) we obtain that

0 T T
EP [/ ot (/ 6_(T+6)(S_t)7Tc<Xs, C’:)ds _ 1>d1ﬂ
0 t

T T
=" | [ e | [ e, enas - ifar| <o
0 t
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Also, by the first equation in (4.1) one has

o T T
EP [/ et (/ 6_(T+6)(S_t)7TC(XS, C*)ds — 1) dIt}
0 t

T T
—gP’ [ / e TP [ / e~ (X, CF)ds — 1} dIt} <0.
0 t

Feeding those last two equations back into (4.2) we find II(I*) > II(]); that is, I* is optimal.
O

Remark 4.2. Consider the irreversible investment problem (3.7) in Remark 3.7. Let I be an
admissible investment plan and C' its associated production capacity. Set

pl [T _n 1 -
F1>I€17fD{E [/0 e (X, Cy )dt—/0 e dIt] +C(P)}
T T
_ EP I:/ G_Ttﬂ(Xt,CtI)dt _/ e_rtd[t] —+ C(P)}
0 0

Then, an investment plan I* is optimal if it is admissible and there exists some P € P(I*)
such that P-a.s.:

Puy:{PeP

T
Ef [/ e_(r+5)(s_t)7rc(Xs, CH)ds — 1} <0, forallt>D0,
t

T T
/ e TEY [ / e~ (X, CF)ds — 1] dIr = 0.
0 t

We now prove that the first-order conditions (4.1) are also necessary for optimality under
an additional assumption on the driver g. For the detailed proof, we may refer to Appendix
B.

Theorem 4.3. Suppose that Assumptions 2.1, 3.1 and Assumption 2.2 (i)-(iii) hold. Fur-
thermore, assume that g satisfies the following condition:
(v) For each w € Q, t € [0,T] and z € R, the equation g(t,w,z) —xzz = f(t,w,x) admits

a unique solution x € [—k, k], denoted by x(t,w,z). Furthermore, z — x(t,w,z) is
continuous, for any (t,w) € [0,T] x Q.

Suppose that for any constant a > 0 and for any t € [0,T], one has E[|7TC(Xt,a)]2] < oo. If

an investment plan I* is optimal for problem (2.6), then there exists some P? € P,(I*) such

that the following conditions hold P?-a.s.:

T
Etpe [/ e~ (T (X, CF)ds — 1} <0, forallt>0,
t

T T
/ ethEfG [/ e~ (X, CF)ds — 1] dry =0.
0

t
Here, C* is the production capacity induced by I* through (2.1).

Remark 4.4. (1) The proof of the necessity of the first-order condition needs a careful and
technical extension of the results in [6] in order to accommodate our multiple-priors
setting. In particular, it requires estimates for BSDEs and condition (v) above (see
Lemma B.2). That is the main reason why we cannot extend the necessary conditions
to the general variational preferences, as instead we do for the sufficient conditions in
Remark 4.2.

(2) The requirement E[|me(Xy,a)|?] < oo, for any a > 0 and t € [0,T], holds for the
separable operating profit function discussed in Remark 3.2.
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Motivated by the analysis of [33] and the sufficiency of the first-order conditions for opti-
mality, we can now establish an appropriate construction for the optimal investment plan. A
key building block is the so-called base capacity which induces the minimal production capac-
ity that the firm would keep. In other words, if the capacity is greater than the minimal one,
no more investment would be made. If capacity is below the minimal one, the firm should
invest “just enough” in order to reach the minimal level.

Definition 4.5 (cf. Definition 3.1 in [33]). For a given optional process ¢ and depreciation
rate § > 0,
(4.3) C’f’é = [cV sup (ﬁse‘ss)]

s€0,t]

1s the capacity that tracks £ at depreciation rate 6. Setting

_ .,—0s
44 6 qap (BT v, 40— g
( t p os 50 )
s€[0,t] €

the investment plan that finances C%0 is denoted by I and it is such that

t
(4.5) I = / e7%d¢td, I =o.
0

We call I%° the base capacity policy with depreciation rate § and base capacity {ft}te[o,T]-

Due to ambiguity, the irreversible investment problem is considered under multiple priors
{P? 6§ ¢ D} (cf. Proposition 2.3). Therefore, the base capacity changes if one chooses a
different belief P?. We shall see below that, in order to obtain an explicit description for
the optimal policy of (2.6), we are faced with the problem of finding a probability measure
P? and an F-progressively measurable process (P .= (% such that: (i) £ is a solution to a
suitable backward equation under P? and, at the same time, (ii) under P? the net expected
profit resulting from an implementation of the base capacity policy I °.9 is minimal.

Theorem 4.6. For each P with 6 € D there exists a unique F-progressively measurable
process {Ef}te[O,T] that solves the backward equation

T
(4.6) Efe [/ e_(”‘s)(s_t)TrC(Xs,e_‘ss sup (5265“))&5] =1
t t<u<s
forallt < T. Let C?9 be the capacity that tracks ¢° at depreciation rate 6 and I be the

base capacity policy with depreciation rate § and base capacity ¢°. Then 13 s optimal for
the irreversible investment problem (2.6) if it is admissible and

r 005 r 0.5
59[/ e (X, O )dt—/ e "tdr; )}
0 0

T T
(4.7) :EPQ[ / e (X, O 0)dt — / e"’tdlfg’é] + agr(0).
0 0

Proof. For the existence and uniqueness of the solution to backward equation (4.6), we may
refer to the proof of Theorem 3.2 in [33]. In fact, Bank and El Karoui [5] study this kind of
backward equation in a more general setting.

To complete the proof, it suffices to show that O satisfies the sufficient first-order con-
ditions (4.1). Note that 7 is strictly concave in its second variable and

C’fe’5 > e7% sup (ﬁﬁe‘su), Vs € 10,T].
t<u<s
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It thus follows that

T T
e’ [/ e (X, oﬁov%dS] < e [ / e T (X, e sup (e))ds| = 1.
t t t<u<s
That is, the first equation of (4.1) is satisfied.

6
In particular, if ¢ belongs to the support of the random Borel-measure dIf ’6, for any s > t,
we have

C’fg"; = ¢ 05 [cv sup (EZ@‘S“)} — e 0 sup (EZ@‘S“),
0<u<s t<u<s

and therefore also the second of (4.1) holds. O

Remark 4.7. Consider the general irreversible investment problem (3.7) in Remark 3.7. Let

P be the solution to (4.6) under probability P € P and let CZP"S, I be, respectively, the
capacity and investment policy assgciated to base capacity ¥ and depreciation rate 5. Then
I3 s optimal for (3.7) if I % € A and P € P(I* ?), where P(I* %) is given in Remark 4.2.

In the following, we provide some interesting properties of the optimal investment plan.
First of all, Proposition 4.9 below can be viewed as a “martingale optimality principle”: that
is to say, an investment plan which is optimal at the original time is its best continuation at
any time afterwards.

Before proceeding, we need some preliminary definition and material.

Definition 4.8. Let 7o 1 be the collection of all F-stopping times taking values between 0 and
T. A family of random variables {X;,7 € Tor} is said to be an E9-supermartingale in the
strong sense, if X, € L*(F;) and E2[X,] < X, for any 7,0 € Tor with T < 0.

Given the optimal investment plan I* for (2.6), let S € Tor. We set

Ag(I") ::{I ’ I is nondecreasing, right-continuous and F-adapted,

~ T
(48) I’[O,S) = I*‘[O,S)a EY [/0 €_rtdIt:| < OO}

Proposition 4.9. Suppose that Assumptions 2.1, 2.2 and 3.1 hold. Furthermore, assume that
g is super-additive. Let I* be optimal for (2.6), recall (4.8), and consider then the optimal
wrreversible investment problem

T T
(4.9) Vg := esssup Sg{/ e (X, Chydt —/ e_rtdlt], SeTor.
IeAg(I*) 0 0

Then, {VS, S € 76,T} is an E9-supermartingale in the strong sense. Moreover, I* is also
optimal for (4.9).

Proof. We start by proving the supermartingale property. We prove it only for deterministic
times, since the proof for stopping times is similar. For simplicity, Let

T T
J(I) := / e (X, Chdt — / e~ "l
0 0

Now for any 0 < s <t < T, we claim that there exists a sequence {I"},,en C A¢(I*) C As(I*)
such that &[J(I™)] is increasing in n and

Vi= Jim &/[7(").
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Such a claim is actually a consequence of Lemma 4.10 below. By Proposition A.2 it follows
ex(] = &2t €21)] = i EX(E21T ()
= lim &J[T(I™)] < esssup EJ[T(I™)] = V.
n—roo TeAs(I%)
Therefore, {V;}e(0,7 is an £9-supermartingale.
We now move one by showing the second claim of the proposition; that is, the optimal
investment plan for problem (2.6), I*, is also optimal for (4.9). Arguing as in the proof of
Theorem 3.3, we can show that there exists a unique investment plan I°* which is optimal

for problem (4.9).
Suppose now that I°* and I* are distinguishable on [S,T]. Then we have

gl (™)] > &[T (1),
which, by the strict comparison theorem for g-expectation (cf. Proposition A.1 in Appendix
A), gives
EIT(IN)] = 9L [T (I%)]] > €9]E4[T(IM)]] = €9]T(I7)].
Hence a contradiction is reached since I5* € A, and the proof is complete. O

Lemma 4.10. Under the same assumption as Proposition 4.9. Let I* be optimal for (2.6),
and recall (4.8). Then for any 0 < s <t < T, the family {&/ [T (I)], I € A(I*)} is upwards
directed" and Ay(I*) C As(I*).

Proof. We first show that the family {&7[J(I)], I € Ai(I*)} is upwards directed. For any
INI2 e A1), set Ai={weQ: &[T (w) = E[T(I?)](w)} and I :=T'1 4+ I*14e. It
is easy to check that I € A;(I*) by the super-additivity of g.

By (2.1), we obtain that C = CI"14 + C°1 4c. Then, Assumption 2.1-(3) implies that
(X, Cl) = 7(Xy, CI') 14 + w(Xy, CI*) 1 ac. Hence, we have J(I) = J(IN14 + T 4e.
This fact, together with Proposition A.2 in Appendix A, yield that

&) = &[T (A + T L] = & [7()] L+ &[T ()] L
=max {&[T(IN)], & [T(1%)]}.

Hence the claim follows and, in particular, we may choose an increasing sequence {Stg [j (1 ”)] }

neN
such that
esssup &7 | J(I)] = lim &7 |T(1™)].
Te Ay (I%) t[ ] n—eo t[ ]
Clearly, for any s <t, A;(I*) C As(I*). The proof is complete. O

Assuming that the economic shock X is deterministic, we may conjecture that the optimal
policy is deterministic as well. It means that, when the firm has full knowledge about the
future economic conditions, also the investment plan is certain. This is in fact proven in the
next proposition.

Proposition 4.11. Let h: E x R — R be defined as

_eT%N —(r+o)t /
me(x, e , <0,
Wz, 0= {—E( = >0

and assume that X is deterministic and such fOT |h(X¢, 0)|dt < oo for any € € R. Suppose
also that the driver g satisfies Assumption 2.2.
Then, the optimal investment plan is also deterministic.

IThat is, for any (I',I?) € A,(I*) there exists I € Ay (I*) such that glam] =
max {&7 [T (I")], &7 [T(1*)]}.
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Proof. By Theorem 2 in [5], there exists a unique function ¢ : [0,7) — R U {—o0} such that

T
/ h( X, 0L)ds = e T+,
t

o (r )t
¢
rate 9, and [ 3 be the base capacity policy with depreciation rate & and base capacity ¢°.

Clearly, being ¢ deterministic, also all the above processes are deterministic. Moreover,

For any 0 € D, set ¢ = — . Let C*% be the capacity that tracks ¢/ at depreciation

T
Eige [/ e_(T—Hs)Sﬂ'c(Xs,e_és sup (KZeéu))du] _ 6—(1”-&-6)15.
t

t<u<s

However, it also holds that

T 0 T 6
59[/ e "r (X, Cf ’5)dt—/ eIl ’5}
0 0
T 0 T 6
:/ e_Ttﬁ(Xt,C'f ’é)dt/ e_rtdlf o
0 0

po T —rt 0.5 r —rt 179,68
=E e "m(Xy, Cy %)dt — e "dI; 7,
0 0

where we have used the constant preserving property for the g-expectation in the first equality.
Hence, the desired result then follows from Theorem 4.6. [l

5. EXPLICIT SOLUTION IN AN HOMOGENEOUS SETTING WITH INFINITE HORIZON

5.1. Setting. In this section we provide the explicit solution to the irreversible investment
problem (2.6) in the following setting:

Assumption 5.1.
(i) T = +o0 and 6 = 0;
(ii) under Py,
X7 =wexp (- %O’Q)t—l- oBi), =0, >0,
for some b€ R and o > 0;
(ili) g(t,2) = —k|z|, for any (t,z) € Ry x R and for some k > 0.
(iv) m(z,c) = Ta%c! =2, for some elasticity o € (0,1).

(v) T>b+0/€+%(0’+/€)2.

Remark 5.2. Notice that condition (v) above is consistent with the condition proposed in [33]
(see Example 7.3 therein), that can indeed be obtained by taking k = 0.

Our approach will be to exploit the sufficiency of the first-order conditions for the optimality
(that actually also holds for T' = +o0; cf. Theorem 4.1) and construct a candidate optimal
solution with the help of a suitable stochastic backward equation in the spirit of Theorem 4.6.

Let

BF = {{ft}tzo ‘ ¢ is F-progressively measurable and |&] < k, ¥Vt > 0 Po—a.s.},

and for any £ € =% and t > 0 set

t 1 t
ef ‘= exp (/0 ¢sdBg — 2/0 (Sfds>.
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The latter process defines a probability measure P¢ such that % s = ef. In the following,
t

we will denote by E¢ the expectation under P, for any given & € ZF. Finally, let A>° be the
collection of all nondecreasing, right-continuous and F-adapted processes I such that I;- =0

and -
sup E¢ [/ e_rtdlt} < 0.
(eER 0

Within such a framework our aim is to solve

[o¢] o0

(5.1) sup inf E¢ [/ e (XY, th’l)dt - / e”d[t} ,
Te A E€E" 0 0

where, as usual, C! is the production capacity induced by any admissible investment plan I

with initial capacity ¢ (cf. (2.2), but now with § = 0; i.e. &' = ¢+ I).

For any I € A set
=(1) = {g €=%| inf E¢ [ / e Tr(XE, COTYdt — / e”d[t]
g'eEr 0 0

= E¢ [/ e_’"tw(th,Cf’I)dt —/ e_rtdlt] }
0 0

In fact, Z(I) can be regarded as the collection of worst-case kernels for the given investment
plan 1.

Similarly to Theorem 4.1 and Theorem 4.6 (whose proofs indeed do hold also for T' = o),
we have the following results.

Theorem 5.3. An investment plan I* is optimal if there exists some § € Z(I*) such that the
following conditions hold P%-a.s.

Ef [/ e (X7, C’?I*)ds] <1, foranyt>0,
t

/ (E§ [ / e_T(S_t)WC(Xf,Cg’I*)ds] - l)dIt* ~0.
0 t

Theorem 5.4. For each £ € =F, let {gf}te[O,T] be the unique F-progressively measurable
process such that it solves the following backward equation

5.3 e [T et s (6)as] -1
t t<u<s

for allt > 0. Let Cett .= 0 pe the capacity that tracks (¢ at depreciation rate 6 = 0
with initial value ¢ and I = 10 be the base capacity policy with depreciation rate § = 0
and base capacity (5. Then I s optimal for the irreversible investment problem (5.1) if it is
admissible and € € Z(I™); that is,

(5.4)

inf E¢ [/ e_TtW(Xf7C7gc’£§)dt—/ e_rtdffﬂ = Eg[/ e_rtW(XfaC?eg)dt—/ e_rtdffg].
0 0 0 0

(5.2)

é‘/eEKZ

5.2. Solving Problem (5.1). For any > 0, ¢ > 0, let

(5.5) v(z,c) := sup E_”[/ e_rtﬂ(Xf,th’I)dt—/ e_rtdlt}
TeA 0 0

where A_, is the set of all nondecreasing, F-adapted, right-continuous processes such that
Iy- =0 and E_’“””[foOO e "dI;] < co. Denote by I** the corresponding optimal policy and by
C*™ "¢ the induced optimal capacity.
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We shall prove that

sup inf Eg{/ eTtW(Xf,Cf’I)dt—/ e”d[t}
Te A E€E" 0 0

(5.6) :E_”[ / e (X, O dt — / e_rtdlt*’“}
0 0

Our plan is now the following:

(1) Solve problem (5.5) and then show that I*~" € A%°. This is accomplished in Section
5.2.1 below.

(2) Show, via a probabilistic verification argument, that (5.6) indeed holds. This is done
in Section 5.3 below.

5.2.1. Solving (5.5). Notice that under P~", the process X* of Assumption 5.1-(ii) is still a
geometric Brownian motion, but with drift b — ok; that is, under P~" one has for any ¢ > 0

1
Xy :3:exp<(b—cm— 502)t+aB;”), x>0,

where, for any T > 0, B, " := By + xt, t € [0,T], is a Brownian motion under P~" according
to Girsanov theorem.

In order to determine the optimal irreversible investment plan for problem (5.5) we can
rely on the result of Proposition 7.1 in [33], where (5.5) is solved under the more general case
of an exponential Lévy dynamics for the process X. In particular, the following holds.

Theorem 5.5. Under Assumption 5.1, % is the optimal base capacity for problem (5.5),
where ;" = KX}, t >0, and

1

—K > —-rs Xsl @ °

(5.7) K=K_, = <E [/0 e o%%%()?;) dSD .
Hence,

(5.8) I = sup (KX7—c)VO0, t>0, =0,
0<s<t

is optimal for problem (5.5),and the induced optimal production capacity is

(5.9) Cr ™ i=cV sup (KX,), t>0, CZ ™ =c
0<s<t

Notice that the irreversible investment plan I*>~" is such that
(5.10) Cor ™ >KXJ, Vt>0 P"—a.s.

Moreover, it is a standard result that
t
(511) I:’_R = / ]l{c*,—mc<Kch}dI:7_H, t> 0 P"— a.s.;
0 ° -

that is, if (C;"~"™°, X¥) belong to {(z',c/) € R x Ry : ¢ < Ka'}, then such a time ¢ is a time
of increase for 17",
It is also easy to see from (5.7) that (cf. [8])

1 > 1 1 B
o e S| [Trenen] defen 112
0

r r T rB. —ac?’

where 7, is an independent random time, exponentially distributed with parameter r,

1 1
B =—(b—0oK — 502) - \/(b — 0K — 502)2 + 2ro2,

and Z, = info<s<t ((b — 0K — %JQ)t + aBt_“).
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Remark 5.6. (1) By Lemma 3.5 we know that the optimal investment plan 17" should

be such that the corresponding capacity C*~"¢ is not larger than C’ where C’t =
¢+ SUPg<s<t Cs, With 5 satisfying

me(XE ) =r, s>0.

It is easy to see that in our setting c; = T)f—fi Since K¢ < %, it readily follows that

Crhre < C as desired.
(2) It is easy to check that K from (5.12) is decreasing with respect to the interest rate r.
Therefore, such is the optimal investment plan under P™% as well.

The following lemma shows that the investment plan ™" induced by the base capacity
¢7% is admissible for the initial problem (5.1); i.e., it belongs to A2°.

Lemma 5.7. Under Assumption 5.1, we have

o0
sup E¢ [/ e_rtdIt*’_“} < o0.
£eEr 0
Proof. Since for any ¢ € =ZF

E§ |:/ ertd[t*,—ﬁ:| —E |:/ e Tt de* ,‘i:|
0 0

an integration by parts gives

T T
/0 e_rtefdlt*’_”:/o eTtedor T

(5.13) = e TE.Cpe c—/ Cr e d(eeS)

T T
_ e_rTegc;,fﬁ,c et / Te—rtefcl?ﬁ*mcdt + / e—rté—tefc?*ﬂ,cht’
0 0

for any T > 0 given and fixed. Let C; "~ := SUPgepo, bs ™ = SuPsepo, (K XY). It is easy to
check that C" "¢ < ¢ 4 C;*. Hence,

o] o S S¢
(5.14) E [/ re_rtefCt*’_”’cdt} <c+E {/ re e C “dt] =c+ KzE [/ re Tt dt} ,
0 0 0
where Zf = SUPp<s<t Z$ and Zf =o0B;+ (b— %02)1‘/ + afot &sds. Since, for any & € ZF,

E [/ re_rH'Zfdt] <E [/ re_Tt+Zfdt] ,
0 0

we can continue from (5.14) and write

oo oo _
(5.15) E [/ Te_rtEEC:’_H’Cdt] <c+ KzE [/ re_rt+ztﬁdt] .
0 0

Let now 7, be an independent exponentially distributed random time with parameter r and
B+ := B4 (k) be the largest solution to the equation 0%8% + (b— 302 4+ 0k)B —r = 0. Notice
that, by Assumption 5.1, 81 > 1. Then, by Equatlon (1.1.1) in [8], we can write

* —rt+Zf _ 7K\ — 6+
E [/0 re "t dt] =E[exp(ZF)] = 51

The latter, together with (5.15), imply

B+
By —1

o
(5.16) E [/ re_”efC:’_H’cdt] <c+ Kz
0
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By arguments similar to those employed in the proof of Lemma 4.9 in [(], we also obtain
that
(5.17) Th_r}gO e_TTegCr;’*N’C =0, Py—as,

which together with (5.13) and (5.16) give

o I3 t 17%—K o I3 t vk, —K,C BJr
E[/ e "dIy ] :E[/ ree "CrTMd| — e < Ko .
0 0 By —1

Therefore, I*~" belongs to AX°. O

We now move on by determining the expression for v(x,c). For this we slightly generalize
the results of Proposition 7.2 in [33] to the case in which ¢ is not necessarily null as assumed
therein. The detailed proof can be found in Appendix C.

Proposition 5.8. The value function of problem (5.5) is such that v € C*'(Ry x [0,00); R)
and it is given by

- K K <K
(5.18) v(z,c):{c x+v(z,Kx), c< Kz

al—a
J&fw + ﬁx)‘clfAK“ (1 —K*) ¢>Ku,

where X is the largest solution to ¢(X) = r, with ¢(A) = 202A2 + (b— 302 —or)\, p= A —q,
and 7 =1 — ¢(a).

Remark 5.9. (1) Since I*"™" is optimal for problem (5.5), one can write

v(z,c) =E" [/0 e " (XE,CpT)dt —/0 e”d[f’_'i].

Then, recalling equations (5.8) and (5.9), it is easy to check that for any positive
constant a we have v(ax,ac) = av(z,c), where the homogeneity of the Cobb-Douglas
profit function has also been employed.

(2) Because the economic shock X7 is linear with respect to x (being a geometric Brownian
motion), and x — w(x,c) is increasing, it is easy to see from (5.5) that vy(xz,c) >0
for any (z,c) € Ry x [0,00). This observation will be of fundamental importance in
the proof of Theorem 5.11 below.

5.3. Verifying that P~ is the worst-case scenario. For any £ € =" given and fixed,
define for any ¢ > 0,

T R S T
H =E; e (X7, C )ds e "dI}
t t
1 o0 o0
(5.19) = EE{ / e "Sesm(XY, Cr ) ds — / e—rsegdfga—ﬂ
t t

€t

where I*7% and C*~"¢ are as in (5.8) and (5.9). We shall prove in Theorem 5.11 below

that, for any £ € =F, one Hg’f > Ha’fﬂ. The next technical result will be needed in order to
accomplish that.

Lemma 5.10. Under Assumption 5.1, the random variable

o0 oo
/ e S m(XE, O ds — / e TS EdI TR
0 0

s square-integrable under Pqy, for any & € =F.
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Proof. By (5.13) and (5.17), we have
o0 o0
/ e S ET(XT, O ds — / eSS dIr T
0 0
o0 o0 [e.@]
:/ e T eSm(XE, O ds —/ re TS CE TR s —/ e TSESCHTREAB, + ¢
0 0 0

o0 o0
</ e ST (X2, 7, 0)ds — / e ESCHTMAB, + ¢
0 0

1 > >
—ar~# /0 eTIEXTds /0 €T CPT B, + ¢

and
[ee) oo
/0 e S ET(XT, O TR ds —/0 e TS EdI TR
o0 [e.e]
Z—/ re”egCg”"cds—/ e "5 eSCFTRCdB,
0 0
o0 o0
Z—/ re ¢S (c+ sup (KXﬁ))ds—/ eTSE, SO TR,
0 u€l0,s] 0
where & 1= -%5.

Let X% := SUPyeo,s] Xu- A simple calculation implies that
(X5)? = 2% exp ((2b — 0?)s + 20 By).
Also, it is easy to check that, for some € > 0 and M > 0, by Hélder’s inequality

E ( e_rses)_(xds)z <E e~ %5 ds 6_2(1_5)”(65)2()2’”)2d5
0 S S 0 0 S S
<M / e 21=IsE[(8)2(X2)?] ds.
0

Since |£5| < k for any s > 0, we have for any £ € EF

E[(¢6)2(X%)?] = E2 [exp( /0 €2du) (X7)?7] < e EX[(X7)2]

< €H2sE2n[(X:;C)2] < x2€n28€(a2+2(20n+b))3

)

where Girsanov theorem has also been used. By Assumption 5.1-(v), we may choose ¢ small
enough such that 2(1 — e)r > 0% + K% 4 2(20% + b), which in turn gives

E[(/Ooo erseg)_(fdsy} < 00.

By It6’s isometry and similar arguments as those employed above one can also show that

o0 2 o0
E[( / £Se_me§0§’_”’chs> ] = E[ / e 222 (O ) ds| < o0
0

0
The proof is then complete. O

We can now prove the main result of this section ensuring that P~" realizes the worst case
scenario.

Theorem 5.11. Recall (5.19). For any £ € =°, we have Ha’f > Hy™". Hence, (5.6) holds
and P~ is the worst case scenario.
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Proof. The proof is organized in four steps.

Step 1. We start by proving that H;"™" = e " (X¥,C; ™), t > 0, with v as in (5.18).
By (3.3) and (5.17), we have

o0 0
(520) / e_rsdlz’_ﬁ = / ’I”C_TSC;’_H’Cds _ e—rtcr:,—ﬂ,c.
t t
Consequently,

v(x,c) =E7" [/ e (X7, Cr)ds — / re "PCYTMds + c]
0 0

:E—n[/ e (X%, ¢V sup (KX;?))ds—/ re”"*{cV sup (KXE”)}dHC}
0 t€[0,s] 0 t€(0,s]

Notice that for any u > 0 and t > 0, we have C /" = Cf"™"™° V sup,e(g . (K XZ,,). By the
Markov property and the homogeneity of 7, we then obtain that

Et—n |:/t e TS (Xx C* K,C)d8:| _ Et—ff |:/0 efr(ert)ﬂ_(XSert’ C::i__t’i7c)d3:|

[ [ XZ, CPp7™°  supyepo ](KXert)
— —rtXa:E—n / —rs s+t t V. U ,S u d
e t B¢ s e ﬂ'( th s Xiz_ Xir ) S
[ [ X su KX?
:e—rthc Et—n / €_T87r( s+t YV puE[O,s]( u+t) )d8:| o
0 Xg: Xir y= t;(zy

t

L Jo u€(0,s]

C*,—n,c *

=t
Y= T
Xi

By using (5.20) and by following arguments similar to the previous ones also for the term
Ef[ftoo e "sdIy "], we finally find

o
H ™" :e_”XfE_"“[/O (XL yv Sl[pr}(KX;))dS
ue|0,s

—/ re " (yV sup (KX}L))ds—ky]
0

u€(0,s]

X TRC

=t
Y= T
X

*,—K,C

t
T
Xt

:eirtXZCv(L ) =e " (Xt 7C C)v

where the last equality is due to Remark 5.9-(1).

Step 2. Let now & € E* be given and fixed. From (5.19), one can clearly write
1 t t
(5.21) R L B e ]
€ 0 0
where we have defined the square-integrable martingale (cf. Lemma 5.10)

]%E = Et[/ eTsegﬂ(Xf,C;*’”’c)ds—/ ersegd]:"f].
0 0

By Proposition 4.18 in Chapter 3.4 of [24], there exists an F-progressively measurable
process Z¢ such that E[ [ | Z8|2dt] < oo and ME = M§ + fo Z$dB,. Then, set N& := M} —



22 FERRARI, LI, AND RIEDEL

JremseSm(XE, O3 )ds + [ e "5eSdIl ™", Recalling that ¢ = exp( [l &dBs — L [7¢2ds),
we find that

d() = [ - &dB, + at].
€ Et

and applying It6’s product rule one obtains under P
(5:22) A} = Z§ (B, — &dt) — e (m(X7, CF 7 )de = dI; ™).
Here, Zf = (Zf — {th)/ef.

Step 3. We now identify Z7*. Let T > 0 be given and fixed and recall that B; " := B; +xt,
€ [0,T], is an F-Brownian motion under P~%), by Girsanov theorem. Then, under P~™" we
can write from (5.22) that

T _ T
(5.23) Hy ™" —Hy™" = / Z;"dB; " — / e (m(XF, CET)dt — dIFTT).
0 0

On the other hand, by Step 1 above, H; " = e "w (X}, C;™°); in particular, Hy " =
v(z, c). Hence, with reference to Proposition 5.8, we can apply It6-Meyer’s formula for semi-
martingales to the process {e "'w(XF, C; ") }+>0 on the time time-interval [0,7], T > 0,
and also using (5.10) and (5.11) one finds that P~" a.s.

T T
Hz,:,—n _ Hg,—n _ / ae_”vax(Xf, Ct*,—n,C)dBt—n _ / —rt( (th7 C* Hc)dt o dI —n)
0 0

Comparing the latter with (5.23) we find that
(5.24) 775 = 0 " X P, (XF, O, PR @ dt-ace. on (Q, Fr) X (10, T, Bjo.11)-

Step 4. For any & € =7, set ﬁf = H;’g — H ", Zf = Zf - Zf”. It is easy to check that
under Pg one has

dH; = Z;dBy — €, Z;dt — (k + &) Z; "dt.

Let now T > 0 be given and fixed. Moving back to the measure P¢ (equivalent to Py on
Fr), we find from the latter

R . T/\Tn T/\Tn
H: o —H= / Z5dBS — / (k+&)Z;"dt,
n 0 0

where Bf = B; — fg &ds, t € [0,T], is a Brownian motion under P¢, by Girsanov theorem,
and

t
TS =inf{t >0: / (Zﬁ)zds >n}, meN,
0

Taking now expectations under P¢, changing measure and using (5.24) we obtain

T/\T;L
Hi = ES[HS, £}+E5UO (k+&)Z, “dt]

T/\T;l
= E¢[HE }+E“{/ T (k+&)Z, ”dt] > ES[HS .
0

TATS TATS

Thanks to Lemma 5.10, we now first let n go to infinity; then, by taking limits as T 1 oo as
well and by using (5.19) we finally find HS > 0. O
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5.3.1. Properties of the Optimal Solution. By Theorem 5.5, the optimal base capacity is de-
termined by the economic shock X, the interest rate r and the parameter . In fact, s reflects
the ambiguity faced by the agent. Roughly speaking, the larger s, the more ambiguity. In
this subsection, we study how the optimal base capacity depends on these parameters.

Lemma 5.12. For any constant —k < & < k, let
1

KemE| [ e inf (XS “d
& 0 © oduss Xé) °
Then, for any two constant £, €2 such that €' < €2, we have Ka < Kea.

Proof. By the Tonelli’s theorem, we have

N I © el XD ©
Ke=FE [/0 it (1) dS} = [ et () Jas= [ e os
By changing measure and applying Girsanov Theorem
1
—E&| _ — 2o\ (s —
f(s,&) =E [D%I;fgsexp (a0 (Bs — By) + a(b 50 )(s u))}
. L,
—E[O%%fgsexp (ao(Bs — By) + a(b— 39 )(s —u) + acé(s — u))}

It is easy to check that f(s,&) is increasing in . The proof is complete. O

Remark 5.13. Consider another irreversible investment problem in which now the economic
shock is given by Y evolving as

AYY = pYYdt + oYPdBy, Y = y.

The base capacity corresponding to the economic shocks X and Y are denoted by (X and ¢¥,
respectively. Now, if x <y and b < u, we know that X} <Y}, for any t > 0. By Theorem
5.5, we have £X = KXXF and (¥ = KYY/, where

1
> X} a
X _ —rs_—K - s\«
o= (e e e )
o0 Yl L
Y _ —rs_—K - Is «
K —<E [/0 e e, 0%%29(}/7}) ds]) .

Applying the arguments of the proof of Lemma 5.12 yields that KX < KY. Consequently, we

have 05 < Y.

Remark 5.14. Consider now the irreversible investment problem

o o
sup inf Ef[/ e_TtW(Xf,Cf’I)dt/ e_rtdlt)} 1=1,2,
TeAy £eEr 0 0

where k1 < K. It is natural to conjecture that when the firm faces more ambiguity, the scale of
investment would be decreased. Lemma 5.12 indeed implies that the constant K¢ is increasing
in &. Hence, the conjecture follows easily from Theorem 5.5.
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APPENDIX A.

In this section, we introduce some fundamental results related to g-expectation, which is
derived from the solution to a BSDE. Let (2, F,F := {F¢},c[0,7], Po) be a complete filtered
probability space, with filtration satisfying the usual conditions.

We consider

o H2(RY), the space of all predictable processes ¢ : [0, 7]x € — R? such that E[ fOT ¢ |2dt] <
0.

Assume that the generator g : [0, 7] x Q x R? — R satisfies requirements (i)-(ii) of Assump-
tion 2.2. For any fixed t € (0,7] and X € L?(F;), consider the following type of BSDE:

t t
(A-1) }/SX:X+/ g(r,sz)dr/ ZXdB,,

where B = { B },¢(o,r) is a standard F-Brownian motion under Py.
By [29] there exists a unique pair (Y, ZX) € HZ(R) x H2(R?) solving (A-1). In fact, YX
also satisfies E[sup;¢(o 7 |Y;X|?] < co. The conditional g-expectation of X is then defined by

&9 X] = YX, se€[0,T)], t € (0,T].

If t =T and s = 0, for simplicity, we denote the g-expectation of X by £9[X]. Furthermore,

if g also satisfies (iv) of Assumption 2.2, it is easy to check that, for any 0 < s <t <ty <T

and X € L*(F,) € L*(F,), we have
g9

s,t1

[X] = &, [X].

Therefore, in this case, we may simplify the notation by omitting the terminal time and simply
write £J[X].

We now list some important (but standard) properties of g-expectation, without presenting
their proof. For more details, we refer to the seminal papers [15] and [30].

Proposition A.1. Suppose that the function g satisfies (i)-(iii) of Assumption 2.2. Then the
conditional g-expectation is such that:

(1) Strict comparison: if X <Y, then éﬁT[X] < EgT[Y]. Furthermore, if P(X <Y) >
0, then EJp[X] < EL4[Y];

(2) Time-consistency: for any 0 < s <t <T, &,[&] [X]] = & 7 [X];

(3) Concavity: &/ ;-] is concave; i.e., for any X,Y € L3(Fr) and X € [0,1], we have
ElpAX 4+ (1= NY] > AL [X]+ (1= NE/L[Y];

(4) Fatou’s lemma: Suppose that for any n € N, £9[X,,] exists and X,, > X (respec-
tively, X, < X ), where X € L*(Fr). Then, we have

liminf £9[X,,] > &9(liminf X,,] (respectively, limsup £9[X,] < E9[limsup X,,]).

n—o0 n—oo n—o00 n—00
Proposition A.2. Suppose that the function g satisfies requirements (i)-(ii) and (iv) in
Assumption 2.2. Then the conditional g-expectation is such that:

(1) Translation invariance: if Z € L*(F;), then, for all X € L*(Fr), E|IX + Z] =
ENX|+ Z;

(2) Local property: for an event A € F;, we have EJ[X1a + Y1ae] = EJ[X]L4 +
EV Y1 pe;

(3) Constant preserving: if X € L*(F;), we have £/[X] = X.
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APPENDIX B.

In this Appendix we prove Theorem 4.3; that is, the necessity of the first-order conditions
for optimality.

As in [6], the proof will be divided into the following steps. First, we introduce a suitable
linear problem and we characterize its solutions. Second, we show, by a perturbation method,
that the optimal investment plan to (2.6) also solves a linear optimization problem. We shall
see that, because of our setting under Knightian uncertainty, some of the arguments in [(]
needed a careful, technical, and not immediate extension (see, in particular, Lemmata B.2
and B.3 below).

Lemma B.1. Let ¢ be a right-continuous and F-adapted process, Pa probability measure on
(Q, F), which is equivalent to Py, and denote by E the expectation under P. Suppose that I*
s optimal for the linear optimization problem

T
B- dr
(B-1) sup [/0 ol t:|7

where
A = {] €A ‘ C’tl is square-integrable for any t € |0, T]}

Then, we have ¢y < 0 for all t, Pp-a.s. and
~ [ T T

(B-2) E / &l | = 0.
LJo 1

Proof. Clearly, since A’ > I =0 is a priori suboptimal, one has

/\_ T ]
E / $dIF| > 0.
LJO i

To show the reverse inequality, suppose that there exists ¢, € [0, 7] such that esssup,,cq ¢r, (w) >
0. Then, since ¢ is adapted there exists ¢ > 0 and Q € Fi, with Po(Q) > 0 such that ¢, > ¢
on (). Noting that P is equivalent to Py, we have P(Q) > 0. Considering then the adapted,
nondecreasing process
I =1 + Loxits Lo- =0,

one easily finds that I € A’ and

. T . N T R R T
E[ / @dft} > [ / @dlﬂ +eP(Q) > E[ / @dli‘],
0 0 0
thus contradicting the optimality of I*. Hence, ¢, < 0 for all ¢, Pp-a.s. and (B-2) follows. O

Before we establish that the optimal irreversible investment plan for problem (2.6) also
solves a linear problem like (B-1), we need the following technical result based on the continuity
of g and some estimates for BSDEs.

Lemma B.2. Suppose that the function g satisfies Assumption 2.2 (i)-(iii) and (v) in Theo-
rem 4.3 and recall the set D as defined in Proposition 2.3. Assume that { Xy }nen and X are
random variables in L?(Fr) such that

lim E[| X, — X|*] =

n—o0

Then, there exists a family of F-progressively measurable processes {¢"}pen C D and ¢ € D
such that - denoting by P, and P the probability measures with Girsanov kernel ("™ and ¢ (with
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respect to Py ), respectively - one has that the density % s p-integrable for any p > 1, and
% — 1 asn 1 oco. Moreover,

T T
] = € X+ [ s cias], ) =[x [ s coas].
0 0
where f is the convex dual of g.

Proof. For t € [0,T], consider the following BSDEs under Py
T T
;=X +/ 9(s, Zs)ds —/ ZsdBg,
t t

T T
Y= X" +/ g(s, Z)ds —/ Z7'dB;.
¢ t

Let ¢ and (™ be two progressively measurable processes such that, for any s € [0, 7],
(B-3) f(8,6) = 9(s, Zs) — (s Zs, f(8,¢) = 9(s. Z¢) — (7 23,

and define P and P,, as two probability measures with Girsanov kernel ¢ and (" (with respect
to Pg), respectively. By the assumptions on g, we have |(s| < &, |(}'| < k for any s € [0,T].
Hence, by applying the Girsanov transformation, and using (B-3) we have

T
Vo= elx] =" [ X+ [ flsG)as]
0
B T
v = e < € [+ [ sanas).
0
Since standard estimates for solutions to BSDEs (cf. [18]) yield that
T
E U |z — Zs]2ds] < CE[|X — X,[*] =0, as n — oo,
0

we can choose a subsequence, still denoted by {Z"}, such that Z" — Z, a.e., a.s. By As-

sumption (v), it follows that (" — (, a.e., a.s., which in turn implies that ddPP" — 1.

Finally, the fact that % is p-integrable for any p > 1 follows from the boundedness of ¢
and (™. O

Lemma B.3. Let I* € A, be the optimal investment plan for (2.6). Recall A" := {I €
Ay | Cl is square-integrable for any t € [0,T)}. Suppose that for any a > 0 and any t € [0, T
one has E[|me(Xy, a)[?] < oo. Then, there exists some P* € Py(I*) such that I* is also optimal
for the linear optimization problem

T
sup E7” [/ ertgb:dlt],
IcA 0

T
= Ef* [/ e_(r+5)(s_t)7rc(Xs,C;)ds} —1,
t

and C* is the production capacity associated to I'*.

where

Proof. Let I* be optimal for (2.6). By Lemma 3.5 and Assumption 3.1, we have I* € A". For
any constant € € (0,1) and any I € A’, let I := eI+ (1—¢)I*. The capacities associated to I,
I¢ and I* are denoted by C, C¢, and C*, respectively. By (2.2), we have C* = eC + (1 —¢)C*
and ¢+ [} e9dIr = ™ CF. Tt is easy to check that I° € A'.
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2
]—>0.

Then, by Lemma B.2, there exist bounded and progressively measurable (%, € D such that
- letting P¢ and P the two probability measures with Girsanov kernels (¢ and ¢ (with respect
to Py), respectively - one has

59[/Te—”(7r(xt,05)dt—dlf)] =EF [/T e " (m(Xe, CF)dt — dIf) +/Tf(s,§§)ds},
0 0

0

We claim (and prove later) that

T T
(B-4) E” / e (n(Xp, CF)dt — dIF) — / " (n(Xe, C)dt — dI})
0 0

59[/T e”(w(Xt,C’t*)dt—dIt*)} =P [/T e (X, CF)dt — dI}) —i—/Tf(s,C:)ds}
0 0

0

Since I* is optimal for (2.6), I° € A’ C A, and = is concave in its second argument, it is easy
to check that

0>1 (59 [/OT e " (m( Xy, O )dt — dIf)] — &9 [/OT e (m(Xy, CF)dt — dft*)D

€
1/ p[ [T [T
2€<EP [/ e""t(Tr(Xt,C’f)dt—dIf)] —EP [/ e—”(w(xt,c;)dt—dfg)])
0 0
1/ p[ [T [T
(B-5) 2€<EP [ / e_rtﬂc(Xt,Cf)(Cf—C;)dt] _gP [ / e""td(If—It*)])
0 0
€ T € T
—EP [ / e‘”wc(Xt,Cf)(Ct—C;)dt] —EP [ / e‘”d([t—It*)}
0 0
. T
=EP { / e”q>§d(1t—ft*)],
0
where
PE dpe /T —(r+d)(s—t) (X Ca)d 1
£ gpr te Te(Xg, Cg)ds .
Let

T
oF = / 4=t (X, CF)ds — 1.
t

Invoking again Lemma B.2 thanks to (B-4), we have ggi — lase | 0, and ggi is p-

integrable for any p > 1. Hence, by Fatou’s lemma

r rpT T
(B-6) lim inf EP” / e‘”@fd[t} > EP” [ / e—%;dft].
e—0 LJo 0
Also, if
. r rpT . T
B-7 lim sup EP e "@sdI | < EP e erdrr |,
( t t t t
e—0 LJO 0

then combining (B-5)-(B-7), we have

T T
EF’ [ / e—”cbgdft] <E” [ / e—”@dz‘;] :
0 0

By Theorem (1.33) in [22], we get the desired result.
It thus only remains to prove (B-4) and (B-7). This is accomplished below.

Proof of Equation (B-4). By Equation (2.2), it is easy to check that, for any ¢ € [0,7],
Cr > e 9 (c v Ig). If the initial capacity is such that ¢ = 0, then the firm would invest
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immediately at time 0; i.e., IJ > 0. It thus follows that, there exists some constant cy > 0,
such that C; > ¢ and Cf > 2Cf > ¢ for any t € [0,T], when ¢ < 1. Noting that 7 is
concave in its second component, we have

m(Xe, OF) — m(Xe, OF) < me(Xe, CF)(CF = CF) < me(Xe, 00)|CF — CF

T( Xy, OF) = m(Xy, CF) < me(Xe, CF)(CF = CF) < (X4, 00)|CF = CF|.
By Equation (3.3), we obtain that

T T
/ e " (m( Xy, CF)dt — dIf) — / e~ (m( Xy, OF)dt — dI)
0 0

T
< / e (7 (X0, CF) — (X, CF))dt — e T (C5 — CF)
0

T
g/ T (o Xy co) + 7+ 8)|CF — Cpldt + e 7| — O
0

T
:5/ e (mo( X, co) + 7 + 6)|Ch — CFldt + ce~"T|Cp — C|
0

where 7(z,c) = m(z,c) — (r + §)c. Noting that
E[|me(Xz, co)[?] < o0, E[|Ci|?] < o0, E[|CF[?] < oo,
the proof is complete.
Proof of Equation (B-7). Set n® = fOT e " ®sdIr. To prove (B-7), it is sufficient to show

that n® is uniformly integrable, for any 0 < ¢ < % Noting that 2C¢ > C* for any 0 < ¢ < %
and 7 is concave, it is easy to check by Fubini’s theorem that

T T
/ e‘”( / e‘<r+6><8-t>7rc<xs,0§>ds> i
0 t
T s
[ [ e e Jas
0 0

T T 1 1
S/ e (X5, C5)Crds < 2/ efTSTrC(Xs, fC:)fC;ds
0 0 2 772
T 1 T
§2/ e (X, §Cg)ds < / e " (2n* (X, 7, 6) + (r + 0)Cy)ds,
0 0

where we use Equation (2.2) in the first inequality. Recalling Lemma 3.5, the optimal capacity
C* satisfies CF < Cy, for any t € [0,7T], where Cy is defined in (3.5). By arguments similar to

those employed in (3.3), we have
T T R T R
/ edIr < e ek + / (r+8)etCrdt < e 'O + / (r+ 8)e " Cydt
0 0 0

< M(l + sup (Xg,r, 5))7
te[0,T

where M depends on r,d, T, c. Hence,

(> dPa T —Trs,__%x *
In°| < M ——- e "*n*(Xs,7,0)ds + 14 sup (X, 7,9) ).
dP 0 te[0,T]

Since % is p-integrable for any p > 1, by Assumption 3.1 and Holder’s inequality one finds
that n® is indeed square-integrable, as claimed. O
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The claim of Theorem 4.3 finally follows by combining the results of Lemma B.1 and Lemma
B.3 (upon identifying P = P*, ¢, = ¢} (which is adapted and right-continuous due to the
right-continuity of F), and I* = I'* in Lemma B.1).

APPENDIX C.

The proof of Proposition 5.8 will be obtained with the help of several auxiliary lemmata.
For simplicity, set Y; := (b — £0%)t + 0B;. Then the economic shock can be written as
X? = rexp(Y;). Under P~% Y is a Lévy process (a Brownian motion with drift, in fact). We
denote its Laplace exponent under P™" by ¢; in particular, this is given by

1 1
d(N\) = 502)\2 + (b— 50’2 —ok)\, AER.

Then M} := exp(\Y; — ¢(M\)t) is a martingale under P~" and induces a new measure Q
which is equivalent to P™" on (2, F;), t > 0 (note that in the following we shall always work
under P™* here, not under our reference measure Pp). Under Q, Y is also a Lévy process and
we denote its Laplace exponent under Q by ¢Q.

Lemma C.1. We have
(N = oA+ a) — ¢(a).

Proof. By definition of the Laplace exponent, we have
exp(¢9(V) = EQexp(AY1) = E™"exp(AY1 + a¥i — ¢(a)) = exp(¢(A + @) — ().

Observing that
(Xir)a _ xaant _ maantfzi)(a)tezf)(a)t _ xange¢(a)t’

the gross profit can be rewritten under P~" in the following way

«

E~" [/ e_rtﬂ(Xf,C’:’”’C)dt} Y g [/ e—rt-&-aYt(Ct*,mC)l—adt]
0 0

1l -«

xa —K > o —(r— o *,—K,C —Q
= —E U Mper=o(@)t(oromrie)l dt}

0
« o -
— Y gQ [ /0 e-”(c;"”ﬁ)l—adt] :

l—«o

where 7 := r — ¢(«). Now, if 7 is an independent exponential random variable with parameter
7, the gross profit can be finally rewritten as
x

(C-1) Er [/OOO e‘”ﬂ(Xf,C?’_”’C)dt} 0oy

By Lemma 4.9 in [0], one can show that the cost of the policy I*™" can be written as

(C2) B [ / e‘”dl}*’_”] _E [ / e‘”dC’t*’_”’C] — O] e

where 7, is an independent exponential time with parameter r. Summing up (C-1) and (C-2),
the value function of our problem admits the representation
x® _
———EQ[(CrT) ] — (B[] —¢) .
(1 _ Oé)?z [( T ) ] ( [ T ] )
To give explicit expressions for the two expectations above, we will use the fact that the

running maximum of a Brownian motion stopped at an independent exponential time is
exponentially distributed (see, e.g., [%]). Let us recall two useful facts.

«

EQ[(Cr %)),

7

v(z,c) =
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Lemma C.2. Denote by Y* the running mazimum of Y.
(1) Y} is exponentially distributed under P~ with parameter A > 0 that solves ¢(\) = r.
(2) YZ is exponentially distributed under Q with parameter p = X — a.

Proof. We only need to prove the second assertion, as the first one can be found in [8]. Note
that Y is exponentially distributed under Q with parameter y > 0 that solves

$Uu) =7 =1 —p(a) = $(A) — ¢(a).
Lemma C.1 yields the result. O

Lemma C.3. Let Z be exponentially distributed with parameter v > 0. Let L > 1 and a < v.
Then

a—v

L a.

E[max{L,exp(aZ)}]| = L+

v—a
Bearing in mind the previous two lemmata, we can now prove Proposition 5.8.

Proof of Proposition 5.8. We only need to derive the expression for v(z,c) when ¢ > Kuz.
With the help of Lemma C.3, we obtain for the cost of our policy I*~*

B [08 ] — = B [maxfe, oK exp(¥2)]] ¢
= xKE_“[max{xiK, eXP(YTt)}] —C

& 1 c \1-A

N L _
v <ﬂ¥+A—1(xK) > ¢

1 PN

_)\—1($K) c

Next, let us compute the gross profit. It is given by

o o)

EQ[(C2 ™)' ] = ﬁEQ [ (max{e, 2K exp(Y7)})' ]

= 0 [ { (%) el - v}

1-a a -~ aylzazs
-t (G e )T

xoacl—a 1 xAKucl—)\
I—a)F A1 7

(1—a)r

where we have used Lemma C.3 and Lemma C.2 in the third and the fourth equality, respec-

tively. Note that the first term in the sum describes the profit that the agent obtains by never

investing at all. The second term thus describes the profit from the additional investment.
For the net profit, we thus obtain for any ¢ > Kz

a,l—a
1 K#
v(z,c) = re - + 1:1:)‘01*A <~ — K)‘>

1—-a)r - 7
%l 1 4. 1

= Kt -—K%]|.
-y a-1"°¢ E

Finally, the claimed regularity of v follows by direct calculations exploiting the definition
of K (cf. (5.12)). O
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