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Abstract. We obtain a probabilistic proof of the local Lipschitz continuity for the optimal
stopping boundary of a class of problems with state space [0, 7] x R, d > 1. To the best of our
knowledge this is the only existing proof that relies exclusively upon stochastic calculus, all the other
proofs making use of PDE techniques and integral equations. Thanks to our approach we obtain our
result for a class of diffusions whose associated second order differential operator is not necessarily
uniformly elliptic. The latter condition is normally assumed in the related PDE literature.
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1. Introduction. In this work we deal with optimal stopping problems of the
form

(1.1)

U(t’x):0<sggtE|:-/J h(t—I—s,X;C)ds+]l{T<T_t}f(t+T,Xf)—i—]l{T:T_t}g(Xf) ,

where E denotes the expectation operator. For d > 1 and d’ > 1, given a suitable
R%valued function p and a d x d’ matrix o, the process X € R? follows the dynamic

¢
f:x—i—/u(X;;)ds—i—th t>0
0

with B a R? -valued Brownian motion. The main focus of our study is the analysis
of the regularity of the optimal stopping boundary, i.e., the boundary of the set in
[0,T) x RY, where v = f.

Under mild assumptions on p, f, g, and h we provide a probabilistic representation
of the gradient of v. The latter is used, along with more technical requirements on f,
g, and h, to prove that the optimal stopping boundary may be expressed in terms of a
locally Lipschitz continuous function b : [0,7] x R¥~! — R. One of the main features
in our work is that we do not assume uniform nondegeneracy of the diffusion so that
standard results based on PDE theory cannot be easily applied.

It is well known that optimal stopping theory goes hand in hand with the theory
of free boundary problems in PDE, and the question of regularity of optimal stopping
boundaries (free boundaries) has been the object of intensive study. The one dimen-
sional case d = 1 attracted the interest of several mathematicians who developed
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approaches ranging from probability to analysis. Early contributions to the topic
were made in [22], [26], and [37], among others. In [22] and [37] it was proven that
the free-boundary b is differentiable in the open interval (0,7") for a certain class of
problems involving one-dimensional Brownian motion or solutions of one-dimensional
SDEs with regular coefficents. Other papers employing PDE methods are, for exam-
ple, [6], [32], where infinite differentiability of the free boundary in the Stefan problem
is proved, and [17] where C" regularity of the boundary is obtained for a certain class
of variational problems. The study of the optimal boundary of the American put op-
tion is perhaps one of the most renowned examples in this field and for an overview of
existing results one may refer to [1], [3], [7], [8], [15], [18], [21] [24], and [29] among oth-
ers. Finally it is worth recalling that a thorough discussion of analytical methods for
free boundary problems on [0, 7] x R related to the heat operator may be found in the
monograph [5] (see also [16, Ch. 8]). In the latter, as well as in several of the above ref-
erences, the first step in the analysis of the regularity of the free boundary is to prove
that it is Lipschitz continuous or at least Holder continuous with constant @ > 1/2.

There is also a large body of literature addressing similar questions in higher
dimensions. Accounting in full for these results is a difficult task and it falls outside the
reach of our work. However for our purposes it is interesting to recall the following fact:
Lipschitz regularity for the free boundary of certain Stefan problems (with d > 1) can
be upgraded to C1“ regularity for some a € (0,1) and eventually to C* regularity,
under suitable technical conditions. Detailed derivations of this informal statement
may be found in the monographs [4] and [27] and references therein (see also [25] for
the study of American options written on several assets and with convex payof).

In the literature on optimal stopping the vast majority of papers studying prob-
lems of the form (1.1) with d = 1 address the question of continuity of the boundary
without looking at higher regularity (of course with the exception of the works men-
tioned above; see [10] for some results and further references). Moreover, even the
question of continuity becomes difficult to handle for d > 1. In the case of d = 2
and T = oo, specific examples were addressed in [12] and [19], while a more complete
answer was recently provided in [30].

Notably, Shreve and Soner [34], [36] address a problem of singular stochastic con-
trol which is equivalent to one of optimal stopping of the form (1.1), and characterize
the optimal boundary as a real-valued, Lipschitz continuous function on [0, 7] x R¢~1,
d > 1. In their work they employ the equivalence between the problem of singular
control and the one of optimal stopping, and study the latter purely by means of
PDE methods similar to those in [2]. Regularity of the free boundary is used in [34],
[36] to obtain a classical solution to a variational problem with gradient constraint
related to the singular control problem. It is worth mentioning that the same authors
had previously shown C? regularity for the optimal boundary of a two-dimensional
singular control problem on an infinite time horizon [35]. However in the setting of
[35] we are not aware of any direct link to an optimal stopping problem and therefore
it is harder to draw a parallel with our work.

From the above discussion we learn that a reasonable attempt towards the study
of regularity for optimal boundaries in optimal stopping theory should start form
establishing their Lipschitz continuity. Of course this can be achieved in several
instances by the PDE methods illustrated in the references above, but instead we aim
at finding a fully probabilistic approach. Under assumptions similar to those adopted
in [34], [36], our work not only serves the purpose of bridging the PDE literature and
the probabilistic one but it also contributes new results.

One of our main contributions is to prove that for d > 1 local Lipschitz continuity
of the optimal boundary can be obtained without requiring uniform ellipticity of the
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operator oo (see Theorems 4.11 and 4.12, and Example 2 in section 5). Relaxing
this requirement makes it difficult to apply standard PDE results (including [4] and
[27]) and the methods used in [34], [36] are no longer valid. In the special case d =1
(see Theorem 4.3) we are able to localize the assumptions made in [34], [36] and in
particular the one relative to the running cost, i.e., our function h. Such relaxation
allows us to apply our results to a wider class of examples than the one previously cov-
ered. For instance we can apply them in problems of irreversible capacity expansions
where the running profit is expressed by a Cobb—Douglas-type production function
(see, e.g., [9] and Example 1 in section 5). A more detailed comparison between our
setting and the one in [34], [36] is provided in Remark 4.13.

We also notice that our functional (1.1) allows a rather generic time-space de-
pendence of the functions f, g, and h, while at the same time the dynamic of X
allows state dependent drifts and correlations between the driving noises (i.e., o is
not necessarily diagonal). For d = 1 a generic time dependence of f and h makes it
extremely hard and often impossible to establish monotonicity of the optimal bound-
ary as a function of time. The latter is normally a key feature in the study of the
boundary’s continuity. One advantage of our approach is that instead we do not need
such monotonicity to establish Lipschitz continuity (see [14] for a recent application
in actuarial context). Moreover if the boundary is Lipschitz, then v € C1([0,T) x R)
(see Remark 4.5).

Our method consists of two main steps which we can formally summarize as
follows. In the first step we find a probabilistic representation of the time/space
derivatives of the value function. The latter is then used in the second step along
with the implicit function theorem to obtain bounds on the gradient of the optimal
boundary. Notice that, while the second step is somehow in line with ideas in [36],
the first step is entirely new.

It is important to remark that despite the technical assumptions that we make,
one of the main contributions of our work is the methodology. As it is often the case
in optimal stopping and free boundary problems, in order to be able to give general
results, one has to impose fairly strong conditions on the problem data. However,
when considering specific examples it is possible to find ways around the technicalities
and still apply the same methods. This is indeed true also for the theory that we are
developing here, and in section 5 we provide some examples of such extensions.

The rest of the paper is organized as follows. In section 2 we provide a rigorous
formulation of the problem outlined in (1.1) along with the standing assumptions.
In section 3 we obtain a probabilistic representation formula for the gradient V, v
and for bounds on the time derivative d;v (see Theorem 3.1). Some other technical
estimates are performed before passing to section 4. In the latter we finally give our
main results regarding existence of a locally Lipschitz continuous optimal boundary
for problem (1.1). This result is given under three different sets of assumptions: in
Theorem 4.3 for d = 1 and in Theorems 4.11 and 4.12 for d > 2. In section 5 we show
some applications of our results and their extensions in specific examples.

2. Set-up and problem formulation. Consider a complete probability space
(Q, F, P) equipped with the natural filtration F := (F;)¢>0 generated by a R -valued
Brownian motion (B;)i>o. Assume that F is completed with P-null sets, and let
X € R? evolve according to

t
(2.1) XP = x—|—/ wW(X3)ds + 0B, t>0,
0
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where p € CH(R% R?) with sublinear growth and o is a d x d’ matrix. We denote by
(-,-) the scalar product in R? and by || - |4 the Euclidean norm in R%. Notice that
oo " is assumed to be nonnegative but not necessarily uniformly elliptic. This means
that it may exist & € R? such that (oo "¢, &) = 0.

Throughout the paper we will often use Py ,(-) = P(-|X; = z) and P, = Py 4, so
that E; . f(Xs) = Ef(X5L"), s > t, for any function f which is Borel-measurable and
integrable. With no loss of generality we will assume Q = C([0,7];R%) so that ¢
w(t) is the canonical process and 6. the shifting operator such that O,w(t) = w(t + s).

For T € (0,+00) we consider optimal stopping problems of the form

(2.2)

v(t,x):0<81<11:7)17t E {/0 h(t+s, X$)ds+ 1 cr_gy f(E+T, Xf)Jr]l{T:T_t}g(Xf)} ,

where f, g, and h are real-valued with f € C*2([0,T] x R%), h € CH1([0,T] x R?)
and g € C%(R9). In the infinite horizon case, i.e., T = 400, we consider

(2.3) v(t,z) =supE {/OT h(t—i—s,X;”)ds—i—f(t—i—T,Xf)}

>0
with f and h as above and, according to [33, Ch. 3|, we set

T g f(t+ 7, XT) == limsup f(s, X7), P-as.

S5— 00

In what follows conditions at T for the terminal value g(Xr) are understood to
hold only for T' < +o00 and can always be neglected for ' = 4+o00. From now on we
assume that for all (¢,z) € [0,T] x R? it holds

T—t
(2.4) E[/ |h(t+ s, X¥)|ds + |g(XF_)|+ sup |f({t+ s, XI)|| < 4o0.
0 0

<s<T—t
Moreover, if T' = 400 then we also assume

(2.5) limsup f(t + s, X7) = li}m ft+s,X2)=0, P-as.

§—00

Both assumptions are fulfilled in the examples of section 5.

Remark 2.1. Notice that the dynamic (2.1) and the optimization problem (2.2)
are general enough to include, for example, models involving geometric Brownian
motion and Ornstein—Uhlenbeck.

To avoid further technicalities we also assume that v is a lower semicontinuous
function. Often such regularity (or even continuity) is easy to check in specific exam-
ples (e.g., those in section 5). There also exist mild sufficient conditions that guarantee
lower semicontinuity of v in more general settings (see for instance [33, Ch. 3]. See
also both Remark 2.10 and Eq. 2.2.80 are contained in [31, Ch.I, Sec. 2]).

The continuation set C and the stopping set S are given by

C:={(t,x) €[0,T) xR : v(t,x) > f(t,z)},
(2.7) S:={(t,x) €[0,T) xR? : v(t,x) = f(t,z)} U ({T} x R).
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From standard optimal stopping theory we know that, in our setting, (2.4) and
lower semicontinuity of v are sufficient for the optimality of

(2.8) Tu(t,x) =inf{s € [0,T —t]: (t + 5, XT) € S}

provided that f(T,z) < g(z), if T < 400 (see [31, Ch. I, Sec. 2, Cor. 2.9]). For
the infinite horizon case notice that if P, (7. < 400) < 1, then there is no optimal
stopping time and 7, is a (optimal) Markov time (according to the terminology in [33,
Ch. 3, Thm. 3]). However methods used in the next sections work for both finite and
infinite values of 7, thanks to (2.5).

For arbitrary (¢,z) € [0,T] x R? let

Y, = v(t—i—s,X;’”)—l—/ h(t + u, X3)du.
0

Since v is lower semicontinuous and using standard results in optimal stopping (see
[31, Ch. I, Sec. 2, Thm. 2.4]) we have that (Ys)o<s<r—¢ is P-a.s. right-continuous and

(2.9) Ys is a supermartingale for s € [0,T — ¢],
(2.10) Yinr, is a martingale for s € [0,T — t].

Notice in particular that since Y is right-continuous then the process s — v(t+s, X7)
is P-a.s. right continuous as well. As a note of caution we remark that if 7' = 400,
then (2.9) continues to hold on [0, +00] because Y is a uniformly integrable super-
martingale thanks to (2.4) (see, e.g., [33, Thm. 9, Ch. 1]). Instead, (2.10) only holds
on [0, c0).

We denote by L the infinitesimal generator associated to X, and in particular we
have

d

A1) LF@) =1 3 (0 )y 836 Zm

i,7=1

(z), F € C*(R%R).

N}

For future frequent use we also introduce the following notation
(2.12) m(t,x) = (Of + Lf) (t,2) and n(z):= Lg(x).

Since 1 € C1(R% R?) then the flow x + X® is differentiable ([28], Chapter V.7).
Here we denote the initial point in (2.1) by @ = (#1,...,24), the ith component of
X® by X%, the partial derivative with respect to xj by 9y = %, and the derivative
of X7 with respect to the initial point z by O X* = (0 X!, ... 0 X*?). We define
the process X7 as a d X d matrix with entries 9y X* for j,k = 1,...d and the maps
t — O X, are P-a.s. continuous with dynamics given by

t
(2.13) Op X = JH/ Zawj (XT)0p X st-éjk—i—/ (Voi; (XT), 0:X7)ds

In what follows we also assume that for any compact K C R? it holds
(2.14) sup E [ sup ||8ka||3} < +4oo forallk=1,...d.
reEK 0<t<T

The next will be a standing assumption throughout the paper.
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Assumption 2.2 (regularity f, g, h.). For any compact K C [0, 7] xR<, there exists
cx > 0 such that for all (¢,z) € K we have

E

T—t
/ IVah(tts, XD ds+ sup t|vmf<t+s,X§>||3+||vxg<x%_t>||3] < cx
0 <s<T—

T—t
E[/ |0ch(t+5, X7)|2ds
0
+ sup |atf(t+8,Xsw)2+h(T,X%_t)+TL(X%_t)2:|SCK.
0<s<T—t

It is important to remark that Assumption 2.2 and (2.14) are used in Theorem 3.1 in
order to pass limits under expectations, thanks to uniform integrability. Therefore, in
specific examples one can expect to find weaker sufficient conditions that allow this
step in the proof.

3. Properties of the value function. In this section we provide useful bounds
for the gradient of the value function v and some other technical results. These are
obtained by often using the following condition.

(A1) Terminal value. If T' < 400 we have g(z) > f(T, z).

Before stating the next theorem it is useful to introduce the functions

(3.1) w(t,x)=E [/ Oph(t + 5, X7)ds + Lyr, ey O f(t 4 70, X))
0

Ay (AT, X5) +n(X5_,)) ]
and

(3.2) v(t,z) =E l/ Oh(t + s, XJ)ds + 1 cr_y Ot f(t + T, X7))
0

- ]]-{T*=T—t} (‘h(Ta Xi_y) + (X7 )| + [0 f(T, X%t)|)‘| .

THEOREM 3.1. Assume condition (Ay). Then the value function v is locally Lip-
schitz continuous on [0,T] x R% and for a.e. (t,z) we have

(3.3)  Opu(t,x)

_E / (Voh(t+s, X5), 00XV ds + Ly cqiy (Vo f (47, X2 ), 0,X2 )
0
+ L=ty (Vag(XT_4), O XT_y)
and
(3.4) v(t,z) < Opu(t,x) <T(t,x).

Proof. Step 1. (spatial derivative). Here we show that v(t,-) is locally Lipschitz
and (3.3) holds for a.e. x € R? and each given ¢ € [0, T] (notice that the null set where
v(t,-) is not differentiable may a priori depend on t). First we obtain bounds for the
left and right derivative of v(t, -).
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Fix (t,x) € [0,T] x R? and take € > 0. For an arbitrary k we denote for simplicity
Te = (21,... Tk +&,...74) and consider the processes X% = (X%l ... .. X®ed) and
X® = (Xx®1 ... X®d) We remark that all components of the vector process X< are
affected by the shift in the initial point.

We denote by 7 = 7. (¢, z) the optimal stopping time (independent of £) for the
problem with initial data (¢, ). Using such optimality we first obtain

v(t,xe) —v(t,x)
>E [/OT(h(t—l—s,X;”s)_h(t—l—s,X;”)) ds+1 g or gy (f(t+7, XZ) = f(t+7,X2))
TE [Ljrmr—y (9(XF2,) —9(XF_)))] -

Dividing both sides of the above expression by ¢ and recalling Assumption 2.2 and
(2.14) we can pass to the limit as € — 0 and use dominated convergence to conclude
that

lim inf—v(t’ ze) — v(t,7)
e—0 5

(3.5) >E {/ (Vzh(t+ s, X5),0:.X5)ds + 1{T<T,t}<vmf(t +7,XF), 0, X2)
0
+E []I{T:T—t}<vzg(X%—t)a akX%—tﬂ .

To obtain a reverse inequality, pick § > 0 and denote x5 = (z1,...2 — 0, ... 2q)
and X = (X2%s1 . X%5:4). Since 7 is optimal in v(¢,x) and suboptimal in v(t, ;)
we have

v(t,z) —v(t, x5)
<E [/ (P(t+s, XT)=h(t+s, X3) ds+ 1z or gy (f(t+7, X7) = f(t+T, X70))
0
+E []l{T:Tft} (Q(X%—t)—g(X%d—t)ﬂ :

Dividing both sides by d, taking limits and using dominated convergence again we
obtain

t —v(t
limsup—v( 2) — vt 25)
6—0 o

(3.6) <E U (Vah(t +5,X7), 06 X7 )ds + Lgrep_iy (Vo f(t + 7, X7), 0L XT)
0

+E []}-{T:T—t}<vrg(X%—t)a akX%’—tﬂ .

Now, (3.5) gives a lower bound for the right derivative with respect to x; whereas
(3.6) provides an upper bound for the corresponding left derivative. If x is a point
of differentiability of v(t, ), then (3.5) and (3.6) imply that (3.3) holds at that point.
It remains to show that v(t,-) is locally Lipschitz so that a.e. z € R? is a point of
differentiability.

With the same notation as above let 7. = 7. (¢, z.) be optimal for the problem
with initial data (¢,z.). By analogous arguments to those used previously and using
Assumption 2.2 and (2.14) we find
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(3.7) v(t,x.)—v(t, x)
<E U s(h(t+s,X§6)—h(t+s,X§))ds]
0

+E (L crgy (f(E+7e, X52) = f(t+7, X7))]
+ E[Lgror—yy (9(X72,)—9(XE_,))] < clt, z)e,

for some c¢(t, ) > 0, which is uniform for (¢,2) on a compact. Notice also that for the
last inequality we have used

X7 = X2 |, <e- ) sup [0x X,
5 0<s<T

by the mean value theorem, with suitable z € R? such that ||z — z|/4 < €.

The estimate in (3.7) and (3.5) imply |v(t,z:) — v(t,x)| < é(t,x)e, for some
other constant é(t,z) > 0 which can be taken uniform over compact sets. Symmetric
arguments allow to prove also that |v(t,zs) — v(¢, z)| < é(¢, z)d, with zs as in (3.6).

Step 2. (time derivative). Here we show that ¢t — v(¢,x) is locally Lipschitz and
(3.4) holds for a.e. t € [0,T] and each given x € RY. We start by providing bounds
for the left and right derivatives of v( -, ).

Fix (t,z) € [0,T] x R%, and let € > 0. Then letting 7 = 7,(¢,2) optimal for the
problem with initial data (¢,z) we notice that 7 is admissible for the problem with
initial data (¢t — ¢, z). Using (2.9) and (2.10) we obtain the following upper bound:

(3.8) v(t,z) —v(t —e,z) < E[/OT (h(t+ s, X2)—h(t—e+s,X7))ds

+o{t+7,X5) —vt—e+7,X5)|.
Now we notice that since v > f on [0,T] x R and v = f in S, by right continuity of
v(t + -, X*) one has

vt + 7, XE) —vt—e+ 17, X5 < ft+7,XE) - ft—e+7,XF) on{r<T—-t},
vit+7, XE)—vt—e+7,XE) <gXi_,)—v(T —¢,X5_,) on{r=T-—t}

Moreover from (2.2) we also have
€
oT e X 2 By, | [ M =5 X)as (%)
0

=g(X7_4) +Exz_, [/OE (h(T — e+ s, X;) +n(Xy)) ds} .

Collecting the above estimates and using the mean value theorem we conclude

1

g(v(t7 x) —v(t—e,x))

(39) < E |:/ 6th(t—€;+8,Xsr)dS+]1{T<Tt}atf(t—€Z+T,Xf):|
0

—E, []I{T_Tt}EXTt [i /0 (W(T — & + 8, X5) + n(Xy)) ds”
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for €/ and €/ in [0,¢]. Letting € — 0 and using Assumption 2.2 we get

v(t,z) —v(t — g, x)

(3.10) lim sup

e—0 €

< E|:/ 8th(t+57X51)d8+]1{T<T7t}atf(t+7—aXf):|
0

[T rmr iy (W(T, X)) +0(XF,) |

To prove a reverse inequality we notice that 7A (T —t—¢) is admissible for the problem
with initial data (¢ 4 ¢, x), so that by using (2.9) and (2.10) and arguing as above we
obtain

(3.11) v(t+e,2) —v(t,x)

>E

TAN(T—t—¢)
/ (h(t+ + 5, X7) = h(t + 5, X)) ds
0

—E []1{7>Tt6} / h(t+ s, Xf)ds]

T—t—e

FE[Lircroy (F(t+2+7,X2) = f(t+7,X0) |
+E[L oz oy (9(XF_,) — vt +7,XD)) |.

We can collect the two terms with the indicator of {r > T —t — ¢} and use iterated
conditioning and the martingale property (2.10) to get

€ [t rsrimay (900 —otrrxD)= [ s x2)as) |
T—t—e

—E [ﬂm_t_e} (g(X%ta—E [v(tw, xz)+ [ h<t+s,X:>ds\thg])}
T—t—e

=E []1{T>T—t—e} (g(X’JI“—t—s) 7U(T7€7 X’lz"—t—e))] .
To estimate the last term we argue as follows
U(T -5 X%—t—e)

= esssup EX%,t,a |:/ h(T—€+S,Xs)d8+]l{a<5}f(T—€+O', XU)+]1{0=5}g(X5):|
0

0<o<e

—ossswpExy | [ AT =e X)X Loy (AT =240, X0) ~0(0X0)|
0<o<e 0
g(X’JI"—t—s)
+esssupEX;H[ | =, X)) 4oy (7 X0) (X))
0

0<o<e

T
- ]l{o<a} / atf(ua Xa)du:| :

T—e+o
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Using that f(T,x) < g(z) by condition (A;), we get

’U(T*é‘, X%—t—s)

< g(X%—t—a)
o T
+ esssupExs {/ (h(Tf€+s,Xs)+n(Xs))ds+/ |0 f (u, X o) |du
0<o<e “LJo T—cto

<g(XF . ) +Exs [ | = +sx) +n<Xs>|ds}
0

+Exz . [/ sup|0: f(T —e+sA(e—r) +T,XT)|d8:|.

0 r<e

Plugging the estimates above inside (3.11) we then obtain
1
g(v(t +, .T) - U(tv .’E))
TAN(T—t—¢)
>E / Ouh(t+ el + s, X5 )ds + Lrar_y— oy Or f(t + € + 7, XT)
0

1 g
—E; |:1{T>T€t}EXTtE [g /O |h(T' — e +5,X;) + n(Xs)|d3}:|

1 €
—E, []1{7>T5t} Ex, , . [g /o sup |0 f(T —e+sA(e—r)+r, XT)|dsH

r<e

for suitable €, and €” in [0, e]. Taking limits as € — 0 we conclude

(312)  lminett o0 Zvt )

e—0 £

> E [/ Oh(t + 5, XE)ds + 1 cxny 0 f(E + 7, Xf)]
0
— E|Lirery (1T, X5_y) +n(XE_,)| + 10 (T, X5_,)]) |-

So far we have established a lower bound for the right derivative and an upper
bound for the left derivative of v(-,x). Hence (3.4) holds for all ¢ € [0,T] at which
v(-,x) is differentiable, thanks to (3.10) and (3.12). Next we prove that v(-,z) is
indeed locally Lipschitz so that (3.4) holds for a.e. t € [0,7] and each given x € R

Let us set 7. := 7.(t — ¢,x) and notice that 7. A (T' — t) is admissible for the
problem with initial data (¢,x). Therefore arguing as in (3.11) we get

v(t,x) —v(t —e,x)

TeN(T—1t)
/ (h(t4s, X)—=h(t—c+s,X7))ds =1 sr_pn h(t—e+s,X7)ds
T

0 —t

g

+E []1{7'5<Tt} (f(t+7—8’st)_f(t_s_FTE’XfE)):|

+E[Lnsry (90X ) —v(t—2+7, X2)) |
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Repeating step by step the arguments that follow (3.11) we obtain

%(U(t,x) C ot —ea))

Te N(T'—t)
>E V Oph(t — ey + 5, X7)ds + Lir.<r yOu f(t — €7 + 7o, Xii)]
0

1 €
_E, [n{th}EXTt [g /0 (T — & + 5, X,) + n(XS)|dsH

154
—E, |:]l{TE>T_t}EXT_t P / sup |0 f(T —e+sA(e—r)+r, Xr)dsH
€ Jo r<e

with € and &/ in [0,e]. Using Assumption 2.2 and the above expression it is clear
that we can find ¢(¢,2) > 0, which is uniform for (¢,z) in a compact and such that
v(t,x) —v(t —e,x) > —c(t,x)e. The latter, together with (3.10) imply that |v(¢,2) —
v(t —e,x)| < é(t, x)e for some other é(t, z) > 0 which is uniform on compact sets. A
symmetric argument can be used to obtain an analogous bound for |v(t+¢,2)—v(t, x)|,
and therefore v( -, x) is indeed locally Lipschitz.

Step 3. (Lipschitz property). To complete the proof it only remains to observe
that, combining results in Steps 1 and 2 above, we obtain that v is locally Lipschitz
on [0,7] x R?. Hence, it is differentiable for a.e. (t,7) € [0,7] x R? and (3.3) and
(3.4) hold a.e. as claimed. o

Remark 3.2. It is important to notice that the results of Theorem 3.1 hold in
the same form when considering a state dependent diffusion coefficient o(z) in (2.1),
provided that o;; € C*(R?% R). Indeed the proof remains exactly the same as we have
never used the specific form of the dynamics of X in (2.1).

There is a simple and useful corollary to the theorem.

COROLLARY 3.3. Assume T < 4o00. Let condition (A1) and one of the two con-
ditions below hold

(i) g(z) = f(T,z), z € RY,
(ii) 3¢ > 0 such that W(T,x) +n(z) > —=0,f(T,z) — ¢, for x € RY.
Then for a.e. (t,z) € [0,T] x R? and 7. = 7.(t, x) we have
(3.13) Ow(t,x) <E [/ Och(t + 5, X7)ds + 0 f(t + 7, X7 )| + c¢P(m =T — 1),
0

where ¢ =0 if (i) holds.

Proof. Under (ii) the claim is trivial since v < ¥ and recalling (3.1). Under (i)
instead, we notice that (3.8) in the proof of Theorem 3.1 may be bounded as follows:

v(t,x) —v(t —eg,x) < E[/OT (h(t+ s, X2)—h(t—e+s,X7))ds
+o(t+ 7, XF) —v(t—a—i—T,Xf)]

< E[/T(h(t—i—s,Xj)—h(t—s—l—s,Xf))ds
0

+f(ﬁ+T,Xf)f(t€+T,Xf)‘|.
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Then dividing by ¢ and taking limits as ¢ — 0 we obtain (3.13), thanks to Assump-
tion 2.2. 0

Before concluding the section we provide two simple technical lemmas which will
be useful in the next section.

LEMMA 3.4. For k=1,...d one has P-almost surely
(3.14) S 10:X713 < 2exp | 27 / Z V0125 (X2

Proof. By using |a + b]? < 2(|a|? + |b|?) and Holder inequality applied to (2.13)
we get

d

t
10 XE =3 (m +f <vmuj<X§>,akX:>ds>
0

Jj=1

2

d t
<2 (1473 [ (03067 s

An application of Gronwall’s inequality concludes the proof. ]

LEMMA 3.5. Let ¢ : R — R be Borel measurable and with growth
(3.15) la(z)] < qo(1 + [|z[|)

for some qo > 0 and p > 1. Assume ||p(z)||q < C for all z € R? and a given constant
C > 0. Then for T < 400 and any stopping time T € [t,T] we have

(3.16) Eto [Lir=rya(Xr)] < K 1+ [l2[))(T = ) Era(r — 1)

for all (t,z) € [0,T] x R* where K > 0 depends only on qo, d, p, C, and T.

Proof. Using polynomial growth and the Hélder inequality, and by letting ¢ > 0
be a constant that changes from line to line, we get

Et,r []1{7'=T}q(X7')}
< CEt,x [:U-{T:T} (]- + ”XTHZ):I

< CE, [H{T_T} (1+||x||s \ / s +||o—<B —Bt)l”ﬂ

<ec ( 1+ |2|)Psa(r =T) + Er o [H{T:T}(T — 1) }
N m\/ € [lo(B, — B)IZ] )
< (Ut [2)Pra(r = T) + Poa(r = Ty [Era (7 — 7

Finally, by using the Markov inequality

(3.17) Pro(r =T) =Pro(r —t > T — ) < (T —t) PE0 [(T — t)7]
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we obtain
Eio [Lir=ryq(X7)]
< (1 2IR)T = ) Eualr = 1)+ by | (7 = 7] )
<c (el + (T = H72) (T = ) Epalr — t).
It is now immediate to obtain (3.16). 0

4. Properties of the optimal boundary. In order to analyze the shape of the
continuation set and later on the regularity of its boundary we need to restrict our
assumptions. In particular we will often need the following.

(A2) Terminal value. If T' < 400 we have d1g(z) > 01 f(T, x).

(B) Drift. For k = 2,...,d it holds pux(x) = px(wa,...24), hence & X** = 0 and
from (2.13)

t
(4.1) Xt =1 +/ O (XE)01 X5 ds.
0

(C) Spatial monotonicity for m + h. Let 01 f € C*2([0,T] x R?) so that m(t, x)
in (2.12) is continuously differentiable with respect to ;. Assume also that

(4.2) Oi(h+m)(t,z) >0  for (t,x) € [0,T] x RY,

and that for any compact K C [0,7] x R? we have

Tt
sup E [/ |Oym(t + s, XT)|?ds| < +o0.
0

(t,x)eK

Condition (B) allows a tractable expression for 9, X®! (see (4.1)), which together
with condition (C) provide a simple way of determining the shape of the continuation
region (see the next proposition).

PROPOSITION 4.1. Assume conditions (A1), (Az), (B), and (C). Then the stop-
ping region is characterized by a free boundary

(4.3) b:[0,7] x R - RU {#oc}
such that
(4.4) S={(t,z1,72,...24) €[0,T] x R : 2y < b(t, x2,...24)}.

Proof. In order to prove the claim it is sufficient to show that 9y (v — f)(¢,x) > 0.
The latter indeed implies

(t,z1,22,...0q) €S = (t, 2}, 22,...24) €S for all 2] < ;.

The task is relatively easy thanks to (3.3). Notice that 9; X* = (9, X*1,0,...0)
due to condition (B) and

t
X" = exp (/ 81,u1(Xf)ds> :
0
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Then, using that 9, g(x) > 01 f(T,z) due to condition (Ay) for a.e. (t,z) € [0,T] x R?
we get

ow(t,z) =E l/ Oh(t+ s, X201 X ds + L cryyOr f(t+ 7, X2 )01 X2
0
(4.5) + L —r—iyO19(XF_ )01 X7,

> El/ 81h(t+s,X§)81X;’”’1ds+61f(t+7*,Xf*)81X$;1].
0

Now an application of Dynkin’s formula gives

E[0 X7 00 f (t+ 7, XT)]

— 81f(t,l’) —+ E|:/ ’ ef(;s alul(X;E)du (atalf —+ 'C(alf) =+ 81u181f) (t + S,X;E)dsj|
0

= 00 f(ta) + E[ [ eli PO gyt -4 5, X))
0

where we have used the easily verifiable equality
om(t,x) = (OO f + L(O1f) + 01O f) (L, ).

Plugging the last expression in (4.5) and rearranging terms gives

(4.6) (v —ft,z) > E[/ ) eJs 1 (XDdu gy (b 4 m)(t + s,Xf)ds} >0
0

thanks to (4.2). o0

Remark 4.2. It should be clear that a completely symmetric result holds if (4.2) is
replaced by 01 (h+m) < 0 and similarly one assumes 9, g(z) < 91 f(T, ). In such case
arguments analogous to the ones employed to prove Proposition 4.1 may be instead
used to prove that S = {(t,z1,72,...24) € [0,T] x R : 2y > b(t, x9,...74)}.

If (4.2) holds, then for each (t,xa,...24) € [0,7] x R4~! we can define
(4.7) v(t, z2,...xq) == nf{z; € R: (h+m)(t,z) > 0}

with vy(t,x2,...24) = 400 if the set is empty. It follows from standard arguments
that the set

R :={(t,z) € [0,T] x R?: 2y > v(t, xa, ... xq)}

is contained in C. Obviously if d = 1, then ~ is a function of time only.
In the next sections we state the results concerning regularity of the optimal
boundary.

4.1. Lipschitz boundary for d = 1. Here we prove Lipschitz continuity of b
in the case d = 1 and for that we are going to need the following.
(D) Bounds 1. Let f € C?3([0,T] x R) so that m € C1([0,T] x R). There exists
¢ > 0 such that 0,(h+m)(t,z) < c(1+ 01 (h+m)(t,x)) for (t,z) € [0,T] xR
and, for any compact K C [0,7] x R, we have

T—t
sup E/ |0ym(t + s, X®)|?ds| < +o0.
(t,x)eK 0
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We would like to remark that some of the assumptions we make for the proof
below may be relaxed when the structure of f, g, h, and p is known explicitly. This
fact will be illustrated in Example 1 in section 5. Notice also that in this setting
o € RY and 00T = ||o||%. In what follows Z denotes the closure of a set Z.

THEOREM 4.3. Assume that d = 1 and oo > 0. Assume (A1), (A2), (O),
(D) and, if T < +oo, either (i) or (ii) from Corollary 3.3. Assume further that
O1p(x) > —pu for some > 0 and there exists an interval I := (t1,t3) with Z C [0,T)
and such that

(i) 7 :=sup,z7(t) < +oo (see (4.7));

(ii) there exists r € (3,4+00) and a, > 0 such that 1(h + m)(t,z) = Ix(h +

m)(t,z) > a, for (t,z) € Z x (—oo,r).
Then, for any e > 0 there is K. > 0 such that b is (bounded) Lipschitz on [t1+€,t2—€]
with Lipschitz constant K.

First we need a technical lemma, whose proof will be given after that of the theorem.

LEMMA 4.4. Under the same assumptions as in Theorem 4.3 we have
(a) for any t} < th such that [t|,th] C T it holds ((t},t5) x R) NS # &;
(b) limy_ oo (v — f)(t,2) =0 for allt € I.

Proof of Theorem 4.3. We provide a full proof only for T" < +oc0 but the same
arguments hold for T'= 400 up to simple minor changes. We set w :=v — f and we
use the notation 9, in place of 9; and p/(z) := O pu(x).

In this setting the diffusion is uniformly nondegenerate. Therefore, letting U be
an open rectangle in the (¢, z)-plane whose closure U is contained in C, and denoting
its parabolic boundary by dpU, we have that v € CY?(U) N C(U) is the unique
classical solution of the boundary value problem

(4.8) Ou+ Lu=0, onU and ulg,uv = v|gpu-

For a proof of this standard result one can consult the proof of Theorem 2.7.7 in [20].
In particular, we will use below that d,v and 0;v are continuous in C (away from the
boundary).

The free boundary b is the zero-level set of w. Since d,w > 0 (see (4.6)), w is
continuous and (b) in Lemma 4.4 holds, we can find ¢ > 0 sufficiently small so that
the equation w(t,z) = ¢ has a solution = = bs(t) > —oo for all ¢ € Z. Further, by
assumption (ii) we have d,w(t,z) > 0 in [Z x (—oo, )] NC. Therefore the J-level set
of w is locally given by a function bs € C(Z). Moreover bs(t) > b(t) for all ¢ € Z (this
trivially holds if b(t) = —oo for some ¢ € 7).

On Z the family (bs)s~o decreases as § — 0 so that its limit by exists (possibly
equal to —o0). The mapping ¢ — bg(t), is upper semicontinuous (on the extended real
line), as decreasing limit of continuous functions, and by(t) > b(t). Since w(t, bs(t)) =
J it is clear that taking limits as & — 0 we get w(t, bo(t)) = 0 and therefore by (t) < b(t)
so that we conclude
(4.9) lim bs(¢) = b(t) forteZ.

6—0

Since v is continuously differentiable in C and for all ¢ € Z it holds (¢,b5(t)) € C

with d,w(t, bs(t)) > 0, then the implicit function theorem gives

drw(t, bs(t))

(4.10) 050 = = Bt by (1))

tel.
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Now we aim at showing that for arbitrary € > 0, letting Z, := (¢t + &,t2 — &) we
have

(4.11) bs is bounded from below on Z., uniformly in ¢ and
(4.12) there exists K. > 0 such that |b5(¢)| < K. on Z. uniformly in 4.

If (4.11)—(4.12) hold, then by Ascoli-Arzela’s theorem we can extract a sequence
(bs,)j>1 such that b5, — g uniformly on Z. as j — oo, where g is Lipschitz continuous
with constant K.. Uniqueness of the limit implies ¢ = b on Z., and therefore b is
(bounded) Lipschitz on Z. with constant K.

The rest of the proof will be devoted to verifying (4.11)—(4.12) or equivalently to
finding a uniform bound for bs on Z. and a uniform bound for

= fi I..
arw(ta b5(t)) orte

b5 (2)!

The proof is divided in steps.

Step 1. (upper bound for b(t)). Due to (i) we have b(t) < r for t € Z for r as in
(i)

Step 2. (lower bound for b(t) and b'(t)). For any (t,z) € [0,7] x R and any
stopping time 7 € [0, T — t] we have

(4.13) O f(t,x) =E [atf(t +7,XF) — /T om(t+ s, X7)ds| .
0

Take (t,z) € [0,T) x R and 7. = 7.(¢t,2z). Using (3.13), condition (D), (4.6), and
w(x) > —p we easily obtain

drw(t, x) < E[/ O (h+m)(t+ s, XT)ds| + Pl =T — 1)
0

(4.14) <c ((1 +(T —t)"YHE[r] +E

/T* Op(h+m)(t + s, Xf)ds} )
0
<ec ((1 (T — )" HE[r] + e“(T_t)Bmw(t,xD ,

where ¢ and ¢ are constants and in the second line we have also used the Markov
inequality as in (3.17). Using (4.14) in (4.10) gives us a lower bound for b5 of the form

o(t, bs(t)) >

forteT
Byw(t, bs (1)) orved,

(4.15) bs(t) > —C (1 +

where ¢(t, z) := E[1.(t,2)] = E [T« — t]. Next we want to bound (¢/d,w)(¢, bs(t)).
Recalling (4.6) we denote w the function

(416) u?(t,x) = Et7$ |:/ ’ efts l‘,(X“,)duaI(h + m)(s,Xs)ds}

t

so that w(t,x) < dyw(t,z). It is important to notice that

(4.17) Wy 1= tlggw(t,r) >0
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since the segment [t1,to] x {r} is strictly above the optimal boundary and 9, (h+m) > 0
in a neighborhood of the segment (see also Lemma 4.6).

Fix t € Z. /o = (t1 + ¢/2,t2 — €/2) and, to simplify notation, set x5 := bs(t) and
75 := T (t,xs5). Let

=inf{s > t: (s, Xs) ¢ (t1,t2) X (—o0,7)}, Pt as-a.s.,

and notice that 7. < T, Py ,,-a.s. since 7 C [0,T). Tower property of conditional
expectation and (4.16) give

w(t, l‘(s)

Tr\Ts ,
= E¢ 4, / eli m (X“)duam(h +m)(s, Xs)ds
t

+ Lir, <rs) / el H XY, (h 4 m) (s, X)ds

r

TrA\Ts ,
— Et,zg / eft © (Xu)duam(h + m)(s,XS)ds
t

Tr+T500,,
+]]_{T <T5}€ft Etm </ eft p (X )dua (h+m)(s X dS’fTT>‘|,

r

where we recall that 6 is the shift operator on the canonical space. Strong Markov
property gives

(4.18) W (t, z5)

r TrN\Ts ,
= E¢ 4, / eli m (X“)d“&g(h +m)(s, Xs)ds
t

’ s " S ’
+]1{Tr<r(;}€ft T (Xu)duETT’XTT(/ eden i (Xu)duam(thm)(s, Xs)ds)}

= Et x5

s

r TrN\Ts ,
/ el W (Xdug (hm) (s, X,)ds
t

+]1{Tr<‘r5}€fmu(X w(TT’XTT):|'

For @ we therefore have the following lower bound
(4.19) W(t,z5) > C" (Eps [ (7o ATr — ) + L <oy 075, X7,)])
with C” = e#T. The same argument applied to ¢ gives
(4.20) p(t,x5) = Ev g [(Ts A Tr — 1) + L <y o7, X )]
Now from (4.20) and (4.19), and by noticing that 0 < ¢(¢,z) < T we obtain

o(t, zs) o(t, z5)
(4.21) 0< Bpw(l, s) = w(t, xs)

< + Et,$5 [H{TT<T{§}<)O(TT7 XTT)]
—Ca, (Ewﬁg [ar(rg AT —t)+ 11{Tr<75}w(n,xn)])

< Or 1+ Pt,x(;('rr <75, Tr < t2) + Pt,mg(Tr <A 75, Tr = tQ) ’
Etw& [ar(Tg NTp — t) + ]1{7T<75}’LU(TT,XTT)]
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where C, := (o' VT)/C". Since t € I, /5 = (t1 +¢/2,t2 — £/2) we have

Pias (Tr < T5,7p < t2)
Ei zs [047«(7'5 ANTp = 1) + 17 sy (7r, XTT)]
Pt ws (Tr < 75,70 < t2) < Pias (T < 75, Tr < t2) < 1

"~ Eras [H{TT<75}O{TT<tz}w(TraT)] N UA)"’P@% (7—7‘ < Ts, Tr < t2) Ty

(4.22)

by using that 1, 4,3 X, =7 and recalling (4.17). Similarly, for ¢ € Z. /5, we have

Pt as (Tr < T5,Tr = t2)
Et’ggrS [Ozr(Tg NTr — t) + ]l{rr<7-5}w(7r7 XTT)]
< Pt s (Tr < 75, Tr = t2) 1 2
T Etay Mrcrsinfr=ta} @ (s AT = 1)) T anta —1) T aye’

(4.23)

Now plugging the last two estimates back into (4.21) and recalling (4.15) we finally
conclude

(4.24)  b5(t) > —C(14+C, (1 +d, " +2(ee) ™)) = =B, forall t €T s.

Thanks to (a) in Lemma 4.4 we can find ¢ty € Z, arbitrarily close to ¢; and
such that |b(t9)| < co. So with no loss of generality we assume ¢y = t; + /2 and
b(tp) > —oo. Since the bound in (4.24) is uniform in 0, then (4.9) implies that
b(t) > b(to) — Be,r|t — to| for all t € Z, /5 and proves (4.11). Hence, there exits r* < r
such that b(t) € (r°,r) for all t € Z, /5. This fact will be used in the next step of the
proof.

Step 3. (upper bound for b'(t)). It remains to find an upper bound for b5 on Z.
which is uniform in §. For that it is convenient to denote

9(x) = |W(T,2) + n(x)| + 2|0 f (T, x)| for x € R

and recall that dyv(t,z) > v(t,z) given in (3.2). Using again (4.13) we immediately
find

(4.25) Qww(t,z) >w(t,xz):=E [/0 O(h+m)(t+ s, X5)ds — H{T*_Tt}g(X%t)}
for (t,x) € [0,T] x R. Now, for t € Z. we set

7 =inf{s >t:(s,X;) ¢ (t1 +&,t2 —/2) X (—o0,7)}, Ptos-a.s.,

and, using the strong Markov property as in Step 2 above, we find
7'7/‘/\7'5
(4.26) W(t, x5) = Et 24 / O¢(h+m)(s, Xs)ds + ]1{T£<T5}w(7-;7 XTL) .
t

Since b(t) € [rf,r] for t € I/, then under P;,; we have X, € [r%,r] for all
s € (t, 7. A 7s), and therefore there exists v > 0 such that 9;(h+m)(s, Xs) > —v. for
all s € (t,7.ATs). On the other hand, from the definition of @ in (4.25) and properties
of 0y(h +m) and g (see Assumption 2.2) it also follows

Wy :=sup|w(t,r)|+ sup [W(t2 —e/2,2z)] < 0.
tel z€[re,r)
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In conclusion, from (4.26) we have
W(t,x5) > —VeBia; (15 AT = )] = Wy Py (77 < 75).

Using (4.18) with 7, replaced by 7, we obtain (4.19) with 7, replaced by 7. Hence,
recalling (4.10), for ¢ € Z. we have

B(t) < VBt s [(Ts AT — )] + Wy Py (1) < 75)
"~ O (Bras [r (75 ATy = ) 4 Ly <y (77, Xy )])

1 <yg . WyePiay (11 < 75) ) |

< | Z£=
T\ Et,xé [0‘7’(7—5 A 7_7/- - t) + ]1{7—;<.,-6}UA)(7'7/., XT{\)]

The last term on the right-hand side above may be estimated by using the same

arguments as in (4.22) and (4.23), upon noticing that the argument in (4.23) carries

over to this case since for t € Z. we have 11/ i yn{r=t,—c/2}(Ts AT, — ) > €/2.
Therefore we conclude

(4.27) bs(t) < Ch (1 +2(ape) ™t + ;1)

where C = [(ve/a) V Wy ]/C'. Now (4.27) and (4.24) imply (4.12), and the proof
is complete. 0

Proof of Lemma 4.4. We set w := v — f and use the notation 0, in place of
0:1. By a simple application of Dynkin’s formula we can write w as

(4.28) w(t,x):E{/OT*(h+m)(t+s,Xf)ds—i—]l{T*_Tt}(g(XT*)—f(t—l-T*,Xf*)) .

For future reference we notice that under (ii) of Theorem 4.3 we have v € C(Z) by
the implicit function theorem, since (h + m)(¢,~(¢)) = 0. Therefore

v :=inf y(t) > —oc.
- tel

_ Step 1. Here we prove (a) by contradiction. Assume that we can find ¢} < t; in
7 such that ((t],t5) x R) NS = @. Fix t € (t},t}), take z < v, and define

py(t,x) :=inf{s >0 : X7 >~} A(th —1).

By assumption we have 7, (t,x) > (4 —t), hence 7. (t,z) > p4(t,z), P-a.s. Recall that
(h+m)(s,y) <0 for y <~(s), s € [0,T], and notice that

(4.29) (h4+m)(s,y) =(h+m)(s,7) — /lax(h +m)(s, 2)dz < —a(y —y),

thanks to (ii) in Theorem 4.3, for s € 7 and y < . Denote p, = p,(t,z). Similarly
to, e.g., (4.18), we can use the tower property of conditional expectation and strong
Markov property in (4.28), along with (4.29). This gives

(4.30) w(t,z) =E {/Opv(h +m)(t+ s, X7)ds + w(t +py, X )

p
<-—a,E [/ i (V—Xf)ds} + w,,
0
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where w, 1= sup;<,<y w(s,7) < +0o0, since w is continuous, and we used that
w(t + py, X7 ) < wy since dyw > 0 by (4.6). Finally, letting x | —oo we reach a

contradiction because p(t,x) 1 (t5 —t) and the first term in the last expression of
(4.30) goes to —oo.

Step 2. Here we prove (b). Pick any t € Z. From the previous step we know that
we can find ¢’ € Z with ¢ > t such that |[b(t')| < +oco. In particular, this implies that
{t'} x (—o0,b(t")] € S. Now, for & < v Ab(t') let

Pl (tx) == inf{s >0 : XT >y Ab(t)},

and notice that pf, (t,z) A 7.(t, z) is smaller than the first time the process (t + s, X{)
leaves the set [t,t) x (—o00,y A b(t')). Hence, ol (t,x) A 7u(t,z) < (¢ —t), P-as.

Using the tower property of conditional expectation and strong Markov property
in (4.28), we obtain

Pl AT
w(t,z) =E [/0 K (h+m)(t+ s, XT)ds +w(t + pl, A Te; X pr,)

<E Ly cryult + . X5

where we have also used that (h 4+ m)(s,y) < 0 for y < 7(s), and L, <, yw(t +
Te, X7 ) =0, P-a.s. Next we notice that

{piy <7} = {piy < T*vpﬁy <t - t}

because {p., < 7., p., > t' —t} = &. Moreover, we recall that w(t + p,, X7, ) <
s
SUp; << W(s,7) = W/, < 400 as dyw > 0, by (4.6). Then we obtain

w(t,z) < wP(pl(t,z) <t' —t) = w,P <0<§1<lltf>/_t XS >N b(t/)> :

Letting x — —oo gives us (b), as claimed. d

Remark 4.5. One can use local Lipschitz continuity of ¢ — b(¢) and the law of
iterated logarithm to show that 7, is actually equal to the first time X goes strictly
below the boundary, i.e., for all (¢,2) € [0,T) x R, it holds P-a.s.

inf{s>0: XZ<bt+s)}A(T—t)=inf{s>0: XY <b(t+s)}AN(T—1).

This is an important fact that can be used to prove that (¢, z) — 7. (¢, z) is continuous
P-a.s., and it is zero at all boundary points, hence implying v € C11([0,T) x R) (see
for example [13] or [11, sect. 5 and 6]).

4.2. Lipschitz boundary for d > 2. Lipschitz regularity for optimal bound-
aries when d > 2 requires slightly stronger assumptions on the functions f, g, h, and
w1 which, however, are in line with those originally used in [36]. We give the result
under two different sets of assumptions, namely, conditions (F) and (G) below. The
main difference between the two is that in (F) we do not need a positive lower bound
for the quantity 9;(h 4+ m) but we need to compensate by imposing stronger bounds
on the remaining quantities. Under conditions (G) we have a uniform lower bound
on 91 (h + m) so that other inequalities may be relaxed.

One should compare (G) to the assumptions in [36] and notice that we are in
a similar setting (see also Remark 4.13 below for further details). We stress here
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that our theorems below do not require uniform ellipticity of the operator oo | and
therefore could not be obtained by PDE methods employed in [36]. We illustrate an
application of our results and methodology in Example 2 of section 5, which addresses
the case of a degenerate diffusion.

The main idea of the proofs below is again to use the implicit function theorem
as in the case of d =1 (Theorem 4.3). However here we cannot rely upon continuity
of Vv and 9yv due to the lack of uniform ellipticity of the parabolic operator 0; + L,
and therefore the arguments from Theorem 4.3 do not carry over. To overcome
this additional difficulty we provide some notation and some technical lemmas, and
throughout the section we use the following.

(E) Regularity d;m and dym. Let f € C?3([0,T] x R?) so that m € C*([0,T] x
R9). For any compact K C [0,7] x R? we have

T—t
sup E [/ Ok (t + 5, XT)|> 4+ [0ym(t + s, XT)[2ds | < +o0.
0

(t,x)EK

From now on we denote w := v — f. An application of Dynkin formula to f(¢, X})
gives

(4.31)
w(t.e) = sup E[ [ smes, X)ds 1 (XA, XM)} .

0<r<T—t

For k =1,...d we introduce the functions

(4.32)  wp(t,z):=E l/()n (Vae(h+m)(t+ s, X3), 06 XT)ds

+ H{T*:Tft}<vl' (Q(X%—t) - f(T, X%—t)) aakX%—t>] )
and in particular under condition (B) we notice that

(4.33) wi(t,z) = E[/ * Oi(h+m)(t+ s, X201 X ds
0

10 (9(XE) — F(T,X5)) &X%%} |

Thanks to Theorem 3.1 we have O;w = w{ a.e. and therefore under condition (A;),
for a.e. (t,x) € [0,T] x R%, we also have

(4.34) Ow(t,x) > E [/ ) H(h+m)(t+ s,Xf)al)(fvlds] .
0

In analogy with (3.1) and (3.2) we also introduce

(4.35) W(t,x) == E[ OT*at(h—i—m)(t—i-s, X7)ds

Aoy (A0 F)(T. X5 ) +n(XF,) } ,

(4.36) w(t,x) = E{ ; Ot(h+m)(t+s, XT)ds

L =1ty ’(h+atf)(Ta X%‘—t)"'n(X%—t)’ } .
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The next technical lemma will be used in the proof of Proposition 4.10 below.

LEMMA 4.6. Let O be a bounded open set in [0,T] xR and K C ONC a compact.
Then if (A2) and (B) hold, and 01(h +m) is continuous and strictly positive on O,
we have

(4.37) (t,}cr)léle (t,z) > 0.

Proof. Letting 79 :=inf{s >t : (s, X,) ¢ ONC}, P¢ z-a.s., we easily obtain from
(4.33), (Az), and (B) that

(4.38) wi(t,2) > coByy (10 — 1]

for some cop > 0 only depending on O. Choose now an arbitrary function ¢ €
C?([0,T] x R?) such that ¢(-) > 1 on the complement of O N C (denoted (O N C)°)
and ¢(-) < % on K. With no loss of generality £i(-) < ¢/, on O for some ¢}, > 0
since 1 € C?(0) and O is bounded. Then by an application of Dynkin formula, for
any (¢,x) € K we obtain

Evn 7o —f] =Ers U dt] > %E UT Ez/)(s,Xs)dt]
t (@] t

(4.39) = % (Bte [¥(70, Xrp)] — ¥(t,2)) > 22, :
(@] (@]

where the final inequality uses that P , [(10, X+,) € (O NC)°] = 1 so that (19, X+,)

) >
1, while ¢(¢,2) < % on K. Plugging (4.39) in (4.38) concludes the proof. d

From now on we let
c:[0,T] xR 5 R

be a given arbitrary function. The next lemma is an application of the chain rule and
its proof is omitted.

LEMMA 4.7. Assume that ¢ is differentiable at (t,x2,...xq), and denote
c:= (C(tvaa cee l'd), o, ... xd).

Then under condition (B) we have P-a.s.

(4.40) Ou(XS") = Ohelt, wa, .. 2a)1 X ame,
(4.41) Op(XSY) = Oke(t, w2, .. 2a) N X ome + X oz
(4.42) (X)) = RXI|yee,  and F(XST) =0

for all s € [0,T] and all k,j > 2.

Notice that (4.42) holds because the jth component of X*, with j > 2, is not af-
fected by changes in the initial point z1 = c(t, 22, ... 24) of the first component X %!,
due to condition (B). With a slight abuse of notation we are often going to use
Op XJ = 0 X®J|,—. when no confusion shall arise. For future reference we also give
a straightforward corollary.
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COROLLARY 4.8. Let G € CY([0,T] x RY) and F € C'(R?); then under the
assumptions of Lemma 4.7 and with the same notation we have P-a.s., for all s €
[0,T —t],

%G(t +5,XE) = 0,G(t + 8, XE) + O1G(t + 5, X)L X7 | eOpc(t, 1o, . . . 24),
0
aTF(Xf,) = (Vo F(XE), 00 X" |pme) + 01 F(XE)01 X5 pmOrc(t, 2o, . . . T4q)-
k

The next lemma provides useful bounds which will be then employed to prove the
main theorems below.

LEMMA 4.9. Let conditions (A1), (A2), (B), and (E) hold. Assume that c is
differentiable at (t,x2,...x4), and denote

c:=(c(t,xa,...xq), T2, ...24q),

o= (c(t +¢e,29,...24),T2,...Ta),

Cre = (c(t —e,22,...7q),72,...24),

Che = (c(t,za, ... T+ &,...24),Tay ... T+ E,...2q),
(e

b, T, T — €,y e )y Ty Tl — Ey ... Tq)
for k=2 ...d. Then for any k > 2 we have

w(t,c) — w(t,c,:ﬁ)

(4.43) lim sup
e—0 €

. . o w(t,czs) —w(t,c)
< wi(t,c)Okc(t, xa, ... xq) + wi(t,c) < lim 151f .
e— &

Moreover we also have

w(t,c) —w(t —¢,c )

(4.44) lim sup < wi(t,c)oe(t, xe, ... xq) +W(t, c),
e—0 €
w(t + €, ) —w t,c
(4.45) li£n_>i(r)1f ( t;) t,0) > wi(t, c)Oe(t, xa, . .. xq) + w(t, c).

Proof. The proof relies on Lemma 4.7 and on arguments similar to those used to
prove Theorem 3.1. Denote 7 = 7.(t,c), and let us consider the first inequality in
(4.43). Notice that 7 is optimal for w(t,c) and suboptimal for w(t,c; ) for ¢ > 0.
Therefore we may estimate

w(t, c) —w(t, c,;E)
<E [/ ((h+m)(t+s,X§) - (h—s—m)(t—ks,X?“’E)) ds}
0
+E[]I{T=T_t} (g(X%_t)g(X;k’i)Jrf(T, X7 ) = S(T, X%_t)ﬂ :

Dividing by ¢, taking limits as € — 0, and using Corollary 4.8 and (2.14) we obtain
the first inequality in (4.43) upon recalling the definitions of w$ and wy.
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A symmetric argument may be applied to obtain the second inequality in (4.43).
This time we notice that 7 is suboptimal for w(t, c;:g) for ¢ > 0 so that

w(t,¢f ) —w(t,c)
> E [/0 ((h+m)(t L8 XY (hm)(t+ s,Xg)) ds]

E [n{T_T_t} (g<X;"tz> (X )+ F(TL X5 ) — (T, X?i))}

holds. Dividing by ¢ and passing to the limit the claim follows thanks to Corollary 4.8.
For (4.44) we repeat arguments similar to those that led to (3.9) in Step 2 of the
proof of Theorem 3.1. These give

w(t,c) —w(t—e,¢.)

<E [/0 ((h+m)(t+ 6, X) = (h+m)(t —e + s,th_’E)) ds]
Lo (90650 - x5 )|

o T R R R S pe s 1

where we have set §(z) := g(x) — f(T, ) to simplify the notation. Now dividing both
sides of the above expression by e, letting ¢ — 0, and using Corollary 4.8 we get
(4.44).

Similar arguments hold for (4.45), and following Step 2 in the proof of Theorem
3.1, using that ¢ > 0, we have

w(t+e, ¢ ) —wtc)

>E

/OTA(Ttg) ((h Em) (4o s, X = (h m)(t+ s, Xf)) ds]

C:—E ~
+E |:]1{T>Tt6} (g(XT7t5) - g(X%te))]

—E. |:]1{T>Tt€}EXTt5 (/06 [(h+ 0 f)(T —e+s,X5) + n(XS)|ds>} .

Finally, dividing by e and passing to the limit we get (4.45) thanks to
Corollary 4.8. 0

Under the assumptions of Proposition 4.1 we have 0w > 0 a.e. and therefore,
for each § > 0, and for fixed (¢, x2,...xzq), the equation w(t, -, x2,...24) = ¢ has at
most a unique solution which we denote by bs(t, xa, . .. z4).

The next proposition states that bs is Lipschitz whenever finite and provides an
important representation of its gradient at the points of differentiability. Below we
use U for the closure of a set U.

PROPOSITION 4.10. Let us assume conditions (A1), (As), (B), (C), and (E).
Fiz (t,d&,...24) € (0,T) x R and assume that there exists an open bounded
neighborhood U of (t, &z, ...24) and numbers —oo < b < b < +o0 such that

(4.46) b<b(t,ze,...zq) <b for (t,xa,...14) €U,
(4.47) O1(h+m)(t,z1,29,...24) >0 for (t,xa,...74) €U and x1 € [b,b].
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Then there exists dy > 0 such that bs is Lipschitz in U for all 6 € (0,0y]. Moreover,
for all k > 2, and for a.e. (t,y) € U we have

wi(t,b5(t,y),y)
1

(4.48) Onbs(t,y) = —— (t.bs(t,y),y)’

M(tv bs (ta y)7 y)
wy (t,bs5(t,y),y)

(4.49) _ Bltbshy)y) Oebs(t,y) < —

wi) (t7 b5 (ta y)7 y)

Proof. From now on we denote
Uy :={(t,x) : 71 € (b,b), (t,xa,...24) € U}.

Since Uy is compact and w is continuous, then there exists d > 0 sufficiently small
and such that bs is bounded on U for all § < dy, due to (4.46). With no loss of
generality we then assume that bs(t,y) € (b,b) for (t,3) € U and all § < éy;. Next we
show Lipschitz regularity of bs.

For all (¢,y) € U the map z1 — w(¢,z1,y) is Lipschitz (Theorem 3.1). Then it is
differentiable with dyw(t, z1,y) > 0, for a.e. x1 such that (¢, 21,y) € CN Uy, by (4.34)
and (4.47). Tt follows that for all (t,y) € U the mapping z1 — w(t, z1,y) is strictly
increasing on (b(t,y),b) and therefore a version of the implicit function theorem (see
[23]) implies that bs is continuous in U.

For ¢ € R we denote b5 := bs(t, 2o + €, @3,...24) and b = bs. With no loss
of generality we assume that (£,b5, %2 +€,23...8q) and (£,b2, 39,23 . .. #4) lie in Up.
Since bs € C(U) and we are interested in small ¢, there is again no loss of generality
in assuming that

C'_> (£7b§7i‘2+<a£37"'£d)7 n = (E’nvi‘Qa“'jd)
lie in a compact K C U, NC, for ¢ € (0,¢) and n € (bs A b5, b5 V b§) .
Using that w is Lipschitz in U (see Theorem 3.1), for € € R we have
(4.50) 0 =w(t, b5, @2 +¢,@3,...8q) —w(t, bs, Ta, ... 24)
=w(t, 05,82 +e,...0q) —w(t, b, 2o, .. 24)

+w(t, 05, 2o, ... 2q) — w(t, bs, &2, ... 2q)
5 R b§ )
Z/ 82w(t, bg, i‘g + C, Zﬁg, NN Lid)dc + 81w(t, C, ig, . i’d)dc
0 bs
Then, using Lemma 4.6 with O = Uy, we have dyw > cx s > 0 on K for a suitable
constant cx s depending on K and 6. From the last expression in (4.50) we get

5 R
alw(ta 47(227 .. id)dC 2 CK,(;‘bg - b5|7

b
bs

€
/ 8211)(5, bg,i'g + C,ig, . id)dg‘ =
0

and using that |dyw| < ¢}, a.e. on U, for a suitable constant ¢, (see Theorem 3.1),
we conclude

b5 — bs| < ciy/cxs - |l

The same argument may be repeated for the remaining variables xx, k > 3, and
for ¢t. Then, for any (¥,2') := (t/, a5, ... o) and (¢, z) := (¢, x2,...zq) belonging to a
small ball in U, we have

[bs(t',2") = bs(t, )| < c5 (|t = '] + [ — 2[la-1)
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for a suitable constant c¢§ which depends on the small ball as well. This proves
that bs is locally Lipschitz in U hence it is differentiable a.e. therein.

Next we obtain probabilistic bounds for the gradient of bs. For € > 0 we adopt
the notation of Lemma 4.9. We set ¢ := (bs(t,x2,...24),T2,...24) to simplify the
exposition, so that cis and cffs have the same meaning as in Lemma 4.9 but with

bs(+) instead of the function ¢(-). Recall that bs € (b,b) on U. Then, for all k > 2
d=w(t,c) = w(tm,;s) = w(t,czs) =w(t—¢,¢.) =w(t+ E,c;).
Hence by (4.43)—(4.45) we obtain that if bs is differentiable at (¢, z2,...2zq), then

wZ(t,bg t ZTo, .. .),JCQ, . .LEd)

_ (t,
Oibs(t, w2, .- a) = w (t,bs(t, z2,...), T2, ... 2q)
)

w(t,bs(t,xa,...),Ta,...2q
w?(t,bg(ﬂxg, .. .),xg, N d)

< Obs(t,xa, ... 2q)

B w(t,bs(t, Tay...), T, ... 2q)
w (t,bs(t, 2, ...), 22, ... 2q)
Since by is differentiable a.e. in U then (4.48) and (4.49) follow. o

Using the bounds obtained for 0;bs5 and V ,bs we can now prove the main theorems
of this section. In what follows T" may be infinite unless stated otherwise. The first
theorem uses the next condition.

(F) Bounds II. For (¢,z) € [0,T] x R? there exists ¢ > 0 such that

i(h+m)(t,x)| + |0c(h +m)(t,z)| < cdri(h+m)(t,z),

IIM&

and if T' < +o00, then also

d
(BT, ) + n(@)| + 200 (T,2)| + D105 (g(x) = [(T,2))| < cOi(g(a)~f(T, ).

j=1

Now we can state the theorem and give its proof.

THEOREM 4.11 (Statement under (F)). Assume that d > 2 and conditions
(A1), (A2), (B), (C), (E), and (F) hold. Assume also that ijl (IVepi(x)lla < ¢
holds for all x € R% and for some ¢ > 0.

If there exists (t, @, ...%4) and an open bounded neighborhood U of the point such
that (4.46) and (4.47) hold then b is Lipschitz on U.

Proof. We provide a full proof only for T' < +o00, but the same arguments hold
for T'= 400 up to simple minor changes.
The main idea of this proof is to show that

d
10sb5 1000 + Y 10kbs[l000 < €
k=2
for a uniform ¢ > 0. Here || - |ly,00 is the usual L>°(U) norm and we are going to
use the expressions for wy, W and w (see (4.32)—(4.36)) to find bounds in (4.48) and

(4.49) (notice that the latter hold in the a.e. sense).

Copyright © by STAM. Unauthorized reproduction of this article is prohibited.



Downloaded 03/27/19 to 129.11.21.2. Redistribution subject to SIAM license or copyright; see http://www.siam.org/journal s/ojsa.php

428 TIZIANO DE ANGELIS AND GABRIELE STABILE

Recalling (3.14), the fact that 01p;(z) =0 for j > 1 due to (B), and the bounds
in (F) it is not hard to verify that (4.32) gives

(4.51) lwi(t, z)| < Bows (L, z), (t,z) € [0,T] x R?

for all k = 2,...d, and a suitable 3y > 0 which is independent of ¢,z and k. Similarly,
using the bounds (F) in (4.35)—(4.36) we can find $; > 0 such that

(4.52) max{|w|, |[w|}(t, ) < frw] (¢, ), (t,x) €[0,T] x R%

Now we argue as in the proof of Theorem 4.3, and since |b] < 400 on U we
can find dy > 0 sufficiently small and such that w(t, -, z2,...24) = § has a solution
21 = bs(t,x9,...24), which is finite in U for all § < . Then bs is Lipschitz in U by
Proposition 4.10. Moreover from (4.48), (4.49), and (4.52) we obtain, for a.e. (t,y) € U

max{|w|, [@|}(t, b5(t, y),y)
’UJT (t, b6 (ta y)v y)

|0:bs (2, y)| < < h
and from (4.51)

|Okbs (t,y)| =

|w,§(t,ba(t7y),y)| < By, k=2 .. .d
1

wi(t,b5(t,y),y)
As in the proof of Theorem 4.3 (see (4.9)) we have pointwise convergence bs | b as

0 — 0 and therefore, by using again Ascoli-Arzela’s theorem, we conclude that bs — b
uniformly on U. Hence b is Lipschitz on U. O

For the next theorem we are going to use a different technical condition.
(G) Bounds III. There exists ¢1,cq > 0 such that

(4.53) Oi(h+m)(t,z) > e,
d
(4.54) > 10;(h+ m)(t, )| + [0(h + m)(t,2)| < ca [1+ 01 (h+m)(t,z)]
j=1

for (t,x) € [0, T]xR?. Moreover, if T < 400, at least one of the two conditions
below holds:
(a) for (t,z) € [0,T] x R? it holds

[T, @) + n(x)| + 20, f (T, )]

d
(455) 4+ 105(9@) = S(T,0)| < e [1+ Or(g(x) = F(T,2))];

(b) for some p > 1 and for all (t,z) € [0,T] x R? it holds

d
(4.56) D 105(g(x) = f(T,2))] < ez [L+Di(g(x) — f(T.))],
=1
(4.57) [W(T, ) + n(x)| + |0uf (£, 2)] < c2(1+ ||2][7)-

Now we can state the theorem and provide its proof.

Copyright © by STAM. Unauthorized reproduction of this article is prohibited.



Downloaded 03/27/19 to 129.11.21.2. Redistribution subject to SIAM license or copyright; see http://www.siam.org/journal s/ojsa.php

LIPSCHITZ OPTIMAL STOPPING BOUNDARIES 429

THEOREM 4.12 (Statement under (G)). Assume that d > 2 and conditions
(A1), (A2), (B), (C), (E), and (G) hold. Let Z;l:l |Vap;(x)|la < ¢ hold true for all
r € R? and a given ¢ > 0 and, if T < +oo and only (b) of (G) holds, assume also
lu@)la < ¢ for = € B,

If there exists (t, &, ... 3q) and an open bounded neighborhood U of the point such
that (4.46) holds, then b is Lipschitz on U.

Proof. We provide a full proof only for T' < 400, but the same arguments hold
for T'= 400, up to simple minor changes.

The idea of the proof is the same as in the previous theorem. Recalling (3.14),
the fact that 0;p;(x) = 0 for j > 1 due to (B) and the bounds in (G) it is not hard
to verify that (4.32) gives

lwi(t, 2)| < Bo (Era(7e — 1) + Pra(re = T) + wi(t, z))
< Bo(1+H(T =)™ HEs o (e —t) +Bows (t, ), (t,z) € [0,T] x R?
for all £k = 2,...d, and a suitable 5y > 0 which is independent of ¢,z and k.
Notice that the second inequality is just an application of the Markov inequality
(see (3.17)).

For the bounds on w and W we treat separately the case in which condition (a)

of (G) holds and (b) of (G) holds. Starting with the former and recalling (4.35)-

(4.36) it is not hard to show that there exists a constant 81 > 0 such that for all
(t,z) € [0,T) x R4

max{|w], [@|}(t, z)
< Eue | [ 1040+ m)(o, X+ Ty 0+ )T Xr) 4 X
< B (Bra(re =) + Pro(re = T) + wi(t, x))
(4.58) < Bi(1 4 (T —t) HE;o(e — t) + Brwf (L, x).
Under condition (b) instead we use Lemma 3.5 to get
Etw [Lr=1y [(h + 00 f)(T, X)) +n(X7)[] < B1(1+ [|2l)(T — )" 'Ep o (70 — 1)

for some 3] > 0, while the estimate for the running cost 9;(h + m) is the same as in
(4.58). Therefore we can find again 8; > 0 such that, for (t,z) € [0,T) x R?

max{|w|, [w]}(t, z)
< B [1+ (4 2T = )7 Bew(r — 1) + Brwi (t,2).
We notice that thanks to (G) we also have
wi (t,2) > cEp (e —t), (t,x) €[0,T] x R%

To show the Lipschitz property let bs be the d-level set of w and let us find bounds
for (4.48) and (4.49). In particular for a.e. (t,y) € [0,T) x R4~! we estimate

max{|w|, [@|}(t, bs(t,y),v)
’U)T(t, bé(ta y)a y)

< ot 2 1+ (L s, ) T - 0]

|8tb5(ta y)' S
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with (bs,y) := (bs(t,y),y) for simplicity of notation, and
_ Jwptbs(t,y), y) Bo
w(f(tab&(tvy)ay) c

for k = 2,...d. The rest of the proof follows by letting ¢ | 0 and using Ascoli—Arzeld’s
theorem as in the proof of Theorem 4.3. O

|05 (¢, ) A+ (T -t

< Bo +

Remark 4.13. The last two theorems above work under weaker technical condi-
tions on f, g, and h than those imposed in [36]. It is worth drawing a precise parallel
between the two contributions, and it is important to notice that some inequalities are
reversed just because [36] considers a problem of optimal stopping with minimization
of costs, and in which the stopping set lies above the continuation set.

As for the notation, [36] takes a state-independent obstacle, i.e., f(t,z) = f(t),
and a different ordering of the space coordinates. Indeed our 9 (h + m)(t,x) should
be associated t0 hy, ny1-1(t, 2) in [36] for k = 1,...n. Similarly our Oy (g9(x) — f (T, z))
corresponds to gn, 11— () of [36]. The setting we adopted in Theorem 4.12, with (G)
using the specifications in (b), is more general than the setting in [36]; in particular
conditions in (2.2) of [36] imply our (4.53)—(4.54) and (4.56). The polynomial growth
(4.57) is the same as in [36] and the requirement g, (z) < f(0) of [36] corresponds to
our g(z) > f(T,x).

Finally we notice that results in [36] are obtained for u(z) =0 and o = diag1 in
(2.1).

5. Some examples and further extensions. Here we illustrate a couple of
applications of our results to problems studied in the literature on stochastic control
[9], [12]. The Lipschitz regularity of the free boundary in such problems is new and
was not discovered in [9] and [12]. In all the examples below it is not difficult to check
that the standing assumptions (2.4), (2.5), (2.14), and Assumption 2.2 hold.

Ezample 1. Here we consider a problem of optimal stopping arising in connection
with one of irreversible investment (see [9]), under a Cobb-Douglas type production
function. The state space is [0,7] x R and the optimization problem reads (see (3.15)
and section 4 in [9])

(5.1)

v(t,z) = sup E{—/ e*”*(lf"‘)xfds—cle*”]l{T<T_t}—026*”]1{7=T_t} ,
0<T<T—t 0

where r > 0, « € (0,1), ¢1 > ¢2 > 0 and
X =x+pt + 0By, z € R.

Notice that, due to discounting, in this example we must replace the infinitesimal
generator £ by £ — r, which corresponds to the diffusion X killed at the constant
rate r. In this setting we have

h(z) = _e_(l_a)za f(x) =—c1, g(x) =—ca, m(x) =7rc1, n(x)=rcy,
d(h4+m)=0, p(h+m)(x)=1—-a)e -2

Here we want to use Theorem 4.3 and we start by noticing that conditions (A1), (Az),
(C), and (D) hold. Moreover, the curve 7y (see (4.7)) is simply given by

Y(t) =v=(1-a)  In(l/rey),
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so that (i) of Theorem 4.3 holds. As for (ii) it is immediate to check that for any
xo > 7 one has 9,(h +m) > (1 — a)e” (1= for 2 < x4. It only remains to check
the requirements of Corollary 3.3. If co = ¢1, then (i) in the latter corollary holds and
therefore we have the following.

PROPOSITION 5.1. For ¢y = ¢ Theorem 4.3 is true for problem (5.1).

We notice that (ii) in Corollary 3.3 is too strong in this setting and can never be
verified. Moreover, in [9] they consider ¢; > 0 and ¢ = 0, so that the assumptions
of Corollary 3.3 do not hold. However, as already mentioned, the key point in our
method is the probabilistic representation for the bounds of d;v and d,v. In particular,
the explicit nature of problem (5.1) allows us to refine (3.2), and this turns out to be
sufficient to prove Lipschitz regularity of b. In what follows we achieve this task.

PROPOSITION 5.2. If¢1 > 0 and ca = 0, then b is Lipschitz on [0,T).
Proof. First notice that (3.3) and (3.1) give

(5.2) dpv(t,z) = (1 — a)E [/ ers(la)x_;de]
0

and

(53) @(t,x) = eir(Tit)E []]_{T*:T_t}ei(lia)xg“—t} .

For the lower bound of d;v we follow the proof of Theorem 3.1 up to (3.11), which
now reads

v(t+e,z) —v(t,x)

>—E {]I{T>Tt€} (e‘”v(t +7,X7F) —|—/ e‘”h(Xf)ds)}
T—t—¢

=-E |:1{T>T—t—6}eir(T7t7€),U(T - €7X’1$"—t—s)] 2 07

since v < 0 by (5.1). Since d;v exists at all points of C, the above gives d;v > 0.
The latter is useful in estimating b in (4.10). In fact we immediately obtain
(noticing that here 0;v = yw and 9,v = d,w)

! @(ta b5(t))
(5.4) 02 bi(1) > gt T

To estimate the right-hand side of the above we observe that

~(-a)xz _ 4P

€ T dPlE

I(t, x)
with

@ — e(a—l)oBt—%(a—l)zaQt and ’19(t, ;E) — e(a—l)(ac+ut+%(a—1)02t).
dP 7,

Using the new probability measure in (5.2) and (5.3) we get

55 03Hm > L —toP(r=T—t) _ (T—t)"'9(T - t2)E[r]

(1—a)E[fy e 7sd(s,x)ds] — (1 — a)d(t, z) E[r]
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by using the Markov inequality in the numerator and setting

Y(t,x) = 0<SiEfT_t e "Y(s, ).

Hence we conclude

(T —t)" YT —t,2)

0> bj(t) > — (1 —a)d(t,z)

Ezxample 2. Now we consider a multidimensional problem which arises in connec-
tion with irreversible investment with stochastic prices and stochastic demand (see
[12]). The state variables are (¢, z,y, z) € [0,T] x R3, and we treat separately the case
T < +o00 and T = 4o00. The problem is degenerate because there is no dynamics in
the z direction (however a dynamic with no Brownian part could be included without
altering our analysis). This can also be seen as a family of problems depending on a
parameter z. The most interesting feature is that we can prove Lipschitz continuity
of the boundary also with respect to the parameter z.

The optimization problem reads

(5.6) v(t,z,y,2)= sup E [/ e (z—= X )dt —e7TYY |,
0

0<T<T—t

where r > 0. It is worth mentioning that the running cost above corresponds to taking
c(z,z) = 3(z — 2)? in the control problem studied by [12]. As discussed in the latter
paper, this choice is very natural in that context (see Remark 2.5 in [12]). Notice
also that the form of the payoff prevents a dimensionality reduction, hence also the
infinite horizon case T' = +oc is truly two-dimensional and parameter dependent.

A typical application of this model is for electricity generation in presence of
renewable sources. Here X is associated to a stochastic demand net of generation
from renewables, and Y to the stochastic spot price of electricity. The variable Z
is related to the level of production capacity from conventional generation. In this
model both demand and price can take negative values, which is consistent with real
market observations. We consider three different cases to illustrate our methodology
in full.

Ezample 2(a). Let us start with a finite-horizon problem with simple dynamics.
Let T' < 400 and

(5.7) X =z+at+ B, and Y)Y =y+ ut+ oW,

where «, 3,0, 1 are constants while B and W are (possibly correlated) Brownian
motions.

Again we are in presence of a killing at a rate r, and therefore we use £ —r instead
of L. We have

Ma,z)=z—x, fy)=gy) =—y, my) =nly) =ry—p,
O(h+m) =0, 9 (h+m)(z,y,z)=—1,
O.(h+m)(z,y,2) =1, Oylh+m)(z,y,z) =r.

Considering 0 = 0y, it is immediate to check that Proposition 4.1 holds and we have

S={(t,x,y,2) : y <b(t,z, 2)}
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Finiteness of the boundary was proved in [12] for the infinite horizon case, and there-
fore holds as well for T' < +o00. Moreover all assumptions of Theorem 4.12 hold under
condition (b) of (G). Hence we have the following.

PROPOSITION 5.3. For T < +o0o and with the dynamics (5.7), Theorem 4.12 is
true for problem (5.6).

Ezample 2(b). Let T = 400 and the dynamic of (X,Y") be
t
(5.8) Xf:x—l—a/((—X;:)ds—i—BBt and Y)Y =y + put+ oWy,
0

where «, 3,0, i, ¢ are constants while B and W are (possibly correlated) Brownian
motions. In this setting we assume a mean reverting dynamic for the demand. For
the finiteness of (5.6) and to guarantee (2.5) we pick r > . We have

ha,2) =z—x, fly) =9y)=—y, m(y) =nly) =ry —p,
O(h+m)=0, Oy(h+m)(x,y,z)=—1,
O.(h+m)(x,y,2) =1, Oylh+m)(z,y,z)=r.

As in case (a) above, taking 01 = 0, we see immediately that Proposition 4.1 holds
and we have

(5.9) S={(x,y,2) : y <bx,z)}.

Now Theorems 4.11 and 4.12 hold, because both conditions (F) and (G) hold due
to infinite horizon (hence the unbounded drift for X is admissible). So we have the
following.

PROPOSITION 5.4. For T = +oo and with the dynamics (5.8), Theorems 4.11 and
4.12 are true for problem (5.6).

Ezample 2(c). Here we want to consider nonnegative prices, and this will require
to adapt our methods as we did in Example 1. Let T' = 400 and the dynamic of
(X,Y) be

(5.10)
t t t
Xf:a:—l—a/ ((—XZ%)ds+ BB, and Yty:y—k,u/ K;yds—ko/ YYdWy,
0 0 0

where «, 3,0, i1, ¢ are constants while B and W are independent Brownian motions.
We take r > a V u to guarantee finiteness of the value function and (2.5).

To fit in the framework of (2.1) we must consider the new state variable 7 := Iny
so that a new process II; can be defined as

Y)Y =exp{r+ (n— %Q)t + oW, } =: exp{II] }.
In the state variables (z, 7, z) we have
Wz z) =z—=z, f[f(r)=g(r)=—€", m(r)=n(r)=(r—pe",
O(h+m) =0, 0Oy(h+m)(z,mz2)=—1,
O, (h+m)(x,mz2) =1, Ox(h+m)(x,mz2)=(r—pe".
Now the stopping set reads S = {(x, m, 2) : m# < b(z, 2) }, and the boundary is finite. It
was shown in [12] that w := v+ €™ is differentiable in « and 7 inside the continuation

region. Moreover, with a slight abuse of notation, we also define d,w = w3 (see
(4.32)).
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PROPOSITION 5.5. For T = +o0 and with the dynamics (5.10) we have that the
boundary b is Lipschitz on R2.

Proof. For (z,7,z) € R3 let 7, = 7,.(, , 2) for simplicity. From (3.3) and (4.32)
we get

(5.11) Oyw(z,m, 2) = —E [/OT* 6(T+O‘)tdt] ,

(5.12) Orw(z,m, 2) = (r — ,u)E {/OT* e_(r_“)tdt] ,

(5.13) O,w(x,m z) =E [/OT* e_’"tdt] )

where the measure P is defined by

(5.14) ap = "Mt T ., t>0
dPlF,

The crucial observation now is that, while the dynamic of X is unaffected by the
change of measure (due to the independence of B and W), the dynamic of IT under
P becomes

Of =7+ (p+ 3% 2t + oW,

where Wt = W; — ot is the new Brownian motion under P.
Now, if on (2, F,P) we define

IF =7+ (u+ 9 Nt + oW,
and 7, := inf{t > 0 : IIT < b(X?,z)}, then we immediately see that
Law(X®, II"|P) = Law(X*,II"|P) and Law(7,|P) = Law(%|P).

Moreover by comparison principles for SDEs we have that ﬁf > IIT, P-a.s. for all
t > 0, and therefore we get 7, > 7., P-a.s., and

(5.15) E U e(r“)tdt] =E V e(r“)tdt] >E U e(r”)tdt} .
0 0 0

Using (5.11)—(5.15) and setting 7. = 7.(z,bs(x, 2), 2) for simplicity, we find a
uniform bound for Vbs for any § > 0, that is,

azw(xabé(xaz)az) -1 E [f‘r* 7Ttdt] < 1

0.bs(z,2)| = <(r— = < )
| 5(35 Z)| aﬂ’lU(.’L‘7b5(l‘,Z>,Z) = (T’ M) [fo*e r— ptdt] r—p
Orw(z,bs(, 2), 2) E[fy e Urat] 1
Ozb <(r-— < .
19sbs (@, 2) Orw(x,bs(x,2),2)| ~ (r=m E[f, e C—mtdt] =~ r—p
Thus taking § — 0 we find that b is Lipschitz as claimed. 0
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