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Abstract

We study an optimal investment and consumption problem on infinite horizon, under the as-
sumption that one of the investment opportunities is a fund charging high-watermark fees. The
fund and the additional risky assets follow a multi-dimensional geometric Lévy structure. The inter-
est rate is constant and the utility function has constant relative risk aversion (CRRA). Identifying
the wealth of the investor together with the distance to paying fees as the appropriate states, we
obtain a two-dimensional stochastic control problem with both jumps and reflection. We derive the
Hamilton-Jacobi-Bellman (HJB) integro-differential equation, reduce it to one dimension, and then
show it has a smooth solution. Using verifications arguments the optimal strategies are obtainded
in feedback form. Some numerical results display the impact of the fees on the investor.

1 Introduction

Hedge-fund managers charge fees for their service. The fee structure usually consists of proportional
fees (percentage per year) and high-watermark (performance) fees, with the provision that the investor
pays a given percentage of the profit (but not losses) made from investing in the fund. The high-
watermark is the historic maximum of profits up to date. The performance fees are charged whenever
the high-watermark exceeds the previously attained maximum. In the hedge-fund industry, we often
see a “2/20 rule”: a 2% per year proportional fee and a 20% high-watermark fee.

We consider here a geometric Lévy multi-dimensional model of risky assets, where one of them is
such a fund charging high-watermark fees. Proportional fees can be easily incorporated by subtracting
the percentage per year from the rate of return of the fund. The money market pays constant interest.
In this market model we study the problem of optimal investment and consumption with a constant
relative risk aversion utility function (CRRA) on infinite horizon. With a careful choice of state
variables, the mathematical setup becomes a two-dimensional control problem with both jumps and
reflection. Using dynamic programming/verification arguments, we find the feedback optimal controls
in terms of the smooth solution of the HJB equation. Since the paper may be viewed as a follow up to
[18], we describe below the contribution of the present work as well as the relation to the literature.

1.1 Contribution

(i) Generalization of the model: Compared to [18] we allow here for multiple risky assets, in
addition to the hedge fund. The riskless asset can have non-zero interest rate and we also consider the
possible important provision of hurdles. The many risky assets (stocks and fund) follow a geometric
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Lévy processes, so they can also have jumps. Special care must be taken to assess the high-watermark
fees at the time of a jump (in section 2). New mathematical arguments (below) need to be developed
to treat this more general model.

(ii) Identification of the state processes: The main modeling challenge is to identify a mini-
mal number of state-processes such that the utility maximization problem can be represented as a
Markovian control problem. While the very simple model in [18] could be rather easily framed as a
two-dimensional control problem, it is not clear how many state variables we need here. In particular,
the attempt to use the wealth process X and the high-watermark N (as in[18]) as a two-dimensional
state (X, N) fails. Fortunately (but not obviously) a still two-dimensional state process consisting of
the cumulative wealth X and the “distance to paying high-watermark fees” Y can be identified. Even
more interesting, the state process Y is the solution to the celebrated Skorokhod reflected equation.
(iii) Analytic and numerical solution to a 2-d reflected control problem with jumps:
Mathematically, the model (with the identification of states above) leads to a two-dimensional control
problem with both jumps and reflection. To the best of our knowledge, a similar control problem
is not present in the literature. As one can see below in Section 2, the state can actually jump
outside the domain but will be pulled immediately to the boundary. The homogeneity property of the
CRRA utility allows us to reduce the dimension of the HJB to one. The reduced HJB equation is an
ordinary differential-integral equation, in terms of one variable that is the ratio between the “distance
to paying high-watermark fees” and the cumulative wealth. We show that a classical solution of the
differential-integral equation exists and can be used to find the optimal solution to our stochastic
control problem in feedback form. The analysis is a non-trivial generalization of that in [18], based on
viscosity solution techniques. Briefly, we first construct a viscosity solution using Perron’s method,
then we prove smoothness of the solution using properties of viscosity solutions as well as convexity
and then we complete the program with a verification argument. There is no closed-form solution to
the stochastic control problem so we present some numerical case studies, explaining the quantitative
impact of fees (Section 4). The numerical results show that in a scenario of one hedge fund and one
stock, the comparison with the case of no fee (the classical Merton problem) is as follows : (i) if the
return of the fund is bigger than that of the stock, then the high-watermark fees would make the
investor invest more in the hedge fund when the high-watermark is close to being reached; (ii) if the
return of the fund is smaller than that of the stock, then the high-watermark fees would make the
investor invest less in the hedge fund when the high-watermark is close to being reached; (iii) in either
case, when the investor is far away from paying high-watermark fees, the investment and consumption
strategies are close to those in the case of no fee. Note the third comparison result above is also proved
analytically. Moreover, the numerics regarding the correlation between the hedge fund and the stock
would demonstrate the benefit of diversification, as expected; the effect of jumps in risky assets can
be seen as increased volatilities. The details of numerics will be presented in section 4.

1.2 Relation to literature

Utility maximization in continuous time is a fundamental problem in mathematical finance. The
seminal work of Merton [23], [24] studied portfolio optimization in a market with one geometric
Brownian motion asset, constant interest rate and no frictions. These papers introduced the stochastic
control techinques to finance. Various extensions of the models in [23], [24] have been studied in the
academic literature. A large body of work (not mentioned here by name) has been devoted to more
general market models and utility functions, still under the simplifying assumption of no frictions.
Another (closer related to our work) direction of the field considered extensions of the Merton problem
with market frictions and imperfections. Some notable examples are transaction costs [9], [32], [10],
[30], [25]; or the possibility of bankruptcy [19], [31].

Taking the point of view of the investor (as opposed to the fund manager) utility maximization with
high-watermark fees is another instance of a Merton problem with market frictions. Mathematically, it
produces a more challenging stochastic control problem. Janeéek and Sirbu in [18] proposed an infinite



horizon optimal investment and consumption problem, where the only risky asset is a hedge fund
charging high-watermark fees at a rate A, the riskless asset is a bank account charging zero interest,
and the utility function is chosen to be power utility. In this model the state process is a continuous
two-dimensional reflected diffusion. The value function is shown to be a classical solution of the
corresponding Hamilton-Jacobi-Bellman (HJB) equation and the optimal strategies admit a feedback
representation. The problem cannot be solved in closed-form, so [18] provides some numerical results
to quantify the effect of high-watermark fees. In the context of the same model, Kontaxis studied in his
dissertation [22] asymptotic results for small A\. Lin, Wang and Yao in [34] generalize the model in [18]
by assuming the investor is an insurer who is also subject to insurance claims, arriving as a compound
Poisson process. The models in [18],[22],[34] assume that the investor can trade continuously in and
out of the fund, as we do here as well.

The existing research on high-watermark fees is not limited to the context of an investor optimally
rebalancing in and out of a hedge-fund subject to fees, as we do here. Actually, most of the finance
literature on the topic takes the point of view of the fund manager, assuming the investor leaves a large
amount of money with the manager who invests it in in the market. The objective of the manager is to
maximize the fees. In [1] and [4], the authors argue that the high-watermark fees serve as incentives for
the fund manager to seek long-term growth that is in line with the investor’s objective. Panageas and
Westerfield [27] studied the problem of maximizing present value of future fees from the perspective of
a risk-neutral fund manager. Goetzmann, Ingersoll and Ross [14] derived a closed-form formula for the
value of a high-watermark contract as a claim on the investor’s wealth. Closest to our work, Guasoni
and ODbldj [16] perform a mathematical study of a utility maximization problem from the perspective
of a hedge fund manager. In [16], the stochastic differential equation governing the evolution of the
hedge fund share price has a similar pathwise solution to the state equation describing the dynamics
of the investor’s wealth in this paper. However, the stochastic control problem is different. Guasoni
and Wang [17] study a similar problem to [16] where the fund manager has additional private wealth
that can be invested in a different asset. Most recently, [6] provides a closed form solution for the
investment strategy of the fund-manager compensated by performance fees.

The problem in [18] and the extension we propose here are technically related to the problem of
optimal investment with draw-down constraints in [15], [8], [29] and [11]. However, with consumption
present in the running maximum, the problem in [18] does not have a closed-form solution, as opposed
to that in [29] and [11]. Obviously, a closed form solution cannot be found in the more general model
we consider here. Our analysis relies heavily on the theory of viscosity solutions and Perron’s method.
We refer the readers to [7], [12], [20] for a quick introduction. Viscosity solutions applied to integro-
differential equations are discussed in [2], [3], [28], [5]. For stochastic control problems with jumps,
our references include [33], [26].

2 Model
Consider a hedge fund with share price process F' and n additional stocks with price processes denoted
by (S1,...,S™). Together, the n+1 risky assets evolve as a multi-dimensional geometric Lévy process:
[ dFy ] »
Fr_
dfs;l H 1
Si H
' =| . |dt+odWi+ [ T(n)N (dn,dt), (1)
: : R!
dS} n
Rl

where ool > 0, W is a d-dimensional Brownian motion, N (dn,dt) is a Poisson random measure
on R\ {0} x [0,00), with intensity q(dn)dt, where q is o-finite. All the vectors and matrices are of
appropriate dimensions. Both the d-dimensional Brownian motion W and the measure N are defined
and adapted on a filtered probability space (2, F,{F:}i>0,P). By the measure N being adapted we



understand that the counting process fg J4 N (dn,ds) is adapted for any measurable A with g(A) < oo.
The filtration {F;};>0 satisfies the usual conditions. Furthermore, the Brownian motion W and the
random measure A are independent. To ensure price processes to stay positive, we assume that the
fund and stock prices never have downside jumps of 100% or more, i.e. J and q must satisfy

a (I ) € ((=1,00"1)") =0. @)

Moreover, we assume that
3 latn <. @

and

[ 130 Patan < . ()

where | - | denotes some norm on R"*!. Assumption (3) means that the jumps are Lévy processes of
finite variation paths. This is not really necessary as long as we compensate all the jumps. We make
this assumption in order to simplify our discussion about Ito’s formula and HJB equation, which
is already cumbersome. To summarize, the right-hand side of (1) is a Lévy process with (square)
integrable jumps and adapted to the given filtration.

An investor chooses to invest #/ units of wealth in the hedge fund at time ¢ (right before the jump),
where % is a predictable process. The realized profit, denoted by P, is subject to both high-watermark
and hurdle provisions. In order to impose the hurdle provision, consider a benchmark asset:

dB,

— = Bdt + oBadw, +/ JB ()N (dn,dt) .
Bt_ RI
Investing according to # in the benchmark asset yields the profit PP = fg oF gfj. The investor

is given an initial high-watermark y > 0 for her profits (in practical applications, we have y = 0).
The realized profit is reduced by a ratio A > 0 of the excess (realized) profit over the strategy of
identically investing in the benchmark. In a more mathematical notation, the fees paid to the hedge
fund manager in the infinitesimal interval dt amount to AdM;, where the process M is the so called
high-watermark
M; % sup {(Ps —PSB) \/y}.

0<s<t
Again, M is the running maximum of the excess realized profit from the investment over the possible
profit from an alternative identical investment in the benchmark With these notations, the realized
accumulated profit P of the investor evolves as

_ pF dFy _
{ dP; = 0F & — \dM;, Py- =0, &)

M; = supg<y<; { (Ps — PP) Vy}.

Equation (5) is implicit, so the existence and uniqueness of the solution should be analyzed carefully.
Fortunately, we can solve (P, M) closed form pathwise, as shown in Proposition 2.1 below. The investor
can also invest in the n stocks whose share prices are given by S;, ¢ = 1,...,n. The investor chooses
to invest #! units of her wealth in stock i at time ¢, and also to consume at a rate ; per unit of time.
The remaining wealth sits in a bank account paying interest rate . With (P, M) denoting the solution
to (5), the total wealth of the investor evolves as

AXy =1 (X; — 0F =" 0)) dt — yedt + 37, 6 gfj +oF ﬁt — \dM,,
— 6
~ (6)

XO— =x.



Again from Proposition 2.1 below, the state equation (6) can be solved pathwise and closed-form in
terms of (01, 'y) = F,1,...,n provided all stochastic integrals involved are well defined. In addition,
for x > 0 and y > 0 we impose the constraints on the set of controls (01,7) .o = F,1,...,n such
that neither shorting selling of hedge fund shares or stocks, nor borrowing from money market is
allowed (see Remark 2.1 below), and we will address admissibility in detail below. The investor has
homogeneous preferences, meaning that the utility function U has the particular form

Uy) =

, v >0,
lpfy

for some p > 0,p # 1 called the relative risk-aversion coefficient. For a discount factor 8 > 0, the goal

is to maximize the expected utility from consumption E [ [;° e “PLU () dt] over all choices of (6, c)
that keep wealth positive.

(0, ¢) such that X > 0 — argmaxF [/ e PU () dt] . (7)
0

Remark 2.1. Since X; > 0 (so X;— > 0 as well), admissible strategies can be equivalently represented
in terms of the proportions 7 = /X_ and ¢ = /X _. In this representation we impose the constraint

that 7§ > 0,4 = F,1,...,n and 7} + S0P m <1 for all times ¢. This means there is neither short
selling of hedge fund shares or stocks, nor borrowing from money market. In other words, m € A =
{rt>0,i=F1,...,nand 77 + >, #* < 1}. While the constraints have clear financial meaning,

we actually impose them in order to be able to treat the case of jumps in a tractable manner. This
constraint makes admissibility universal, for any q and J (see the short comment after equation (13)).

We now turn our attention to the solution of the implicit equation (5).

Remark 2.2. [The Skorokhod reflection mapping] Consider ¢ > 0 and a right-continuous with left-
limits function (path) f : [0,00) — R with f(0—) = 0. Given f, we pose the the implicit reflected
equation for the "reflected path” g (right-continuous with left-limits) and the ”cumulative reflection”
k given formally by the conditions:

1. g(t) =i+ f(t) + k(t) > 0 for all ¢;
2. k is non-decreasing and right continuous with left limits, k(0—) = 0 and,
3. [ Lig(s)>01dk(s) = 0 for all t.

The celebrated Skorokhod reflection mapping (see [21] for discontinuous paths) says that the implicit
equation above has a unique solution (g, k) given explicitly by the ”cumulative reflection”

k(1) = sup [=f(s) - it

The "reflected path” ¢ is given explicitly, accordingly.

For our high-watermark model, we use hats for so called ” paper quantities”, which means quantities
computed if no fees are imposed, all else being equal.

Proposition 2.1 (Skorohod reflection and pathwise solutions). Assume that the predictable
process HtF is such that paper profit from investing in F as well as the paper excess profits process
corresponding to the trading strategy 0F , namely

Po= | 6F ==, IL:= | of — ), 0<t< o0,
' /0 Fi ' /o (Ft Bt—) =he

are well defined stochastic integrals. Recall PP := fg or %?j. Then



1. a couple (P, M) is a solution to (5) if and only if the “distance to paying high-watermark fees”
process
Y; :== My — (P, — PP)

together with the running mazimum M satisfy the Skorohod reflected equation

{ dY; = —dI; + (1 + \) dM;,

t
subject to Yy > 0 and / liy,>00dMs =0, for all t.
Yoo = Y, 0 )

Therefore, (14 \) (My — y) is the solution k to the Skorokhod equation above, with f(t) = —I;
and 1 =1y.

2. consequently, the implicit equation (5) has a unique pathwise solution defined by can be repre-
sented pathwise by

~ A —~ 1 —
Pt:Pt—m<Mt—y),Mt:y—i-m(Mt—y),O§t<007 (8)

~

—~ —~ +
with M being the “paper running maz” My =y + supg< <y [IS — y} , 0<t < oo,
Proof. The proof of the first part is rather obvious. In order to obtain the second part, we identify

in Remark 2.2. The connection between the continuous Skorokhod equation and high-watermarks has
been mentioned in [22]. O

We want to solve our utility maximization problem using dynamic programming arguments. To
keep the analysis tractable we wish to find a state process with minimal dimension. It turns out
that “the distance to paying high-watermark fees” process Y above is tailor made for such purpose.
Not only that Y is an explicit solution of the Skorohod reflection equation, but the pair (X,Y) (X
defined in (6)) is a Markovian 2-dimensional controlled reflected equation with jumps. The domain is
D :={x >0,y >0} 5 (X,Y), and the evolution of the 2-dimensional system is:

ds?

AX; = rXudt + 0 (45 = rdt) + Y, 07 (S5 — rdt) — ydt — b,

aYy = —6f (45— B ) 4 (14 X dMy, [y 1y, s0pdM, =0,

(9)

with initial conditions (Xo—,Yp—) = (z,y) € D. The "reflection” process M is non-decreasing, right-
continuous, and "acts” only when Y = 0. We will use both a row and column notation for the
2-dimensional state.

We denote by u? = pf' — u?, of = of — B, JE (n) = J¥ (n) — JP (n) and we also denote by
o, = (6F,67,... Gf)T € R"*! the complete investment strategy at time t. We define

T T
a®(ap,al,...an) =(up—rp — 7. — 1) € RV
Remark 2.3. Note that o cannot be interpreted as the vector of excess returns because the vector of

excess returns is indeed a + [ J () q (dn).

We now solve for the process (X,Y’). The path-wise representation in Proposition 2.1 can be easily
translated into a path-wise solution for (X,Y’), i.e. we have the following proposition, whose proof is
a direct consequence of Proposition 2.1, so we omit it.



Proposition 2.2. Assume that the predictable processes (0,7) satisfy the following integrability prop-
erty:

t
IP’(/ (|0u\g+yu>du<oo V0§t<oo>:1,
0

t
IP’(/ < |95JE(n)|2q(dn))du<oo vogt<oo>:1,
0 R!

P(/Ot</Rl|9§.1(77)\2q(dn)>du<oo vogt<oo)=1.

Denote by T the paper profit from investing in the fund, N the (paper) profit from investing in all
assets, and C' the accumulated consumption:

-~

t
I = / oF <,uEdu+aEqu+ / JE (n)N(dn,du)>,
0 Rl
t
Ny :/ 67 <adu+ odW, +/ J (n)N(dn,du)) :
0 R
t
Ct:/ Yudu, 0 <t < 0.
0
The state system (9) has a unique solution (X,Y), which can be represented by

t
Xt:$+/ TXSdS+Nt—Ct—)\(Mt—y), 0<t<oo,
0

Vi=y—L+(1+N(M—y), 0<t<oc. (10)

-~ +
where the high-watermark is computed as My = y + 1%\ SUPp<s<t {Is — y} .

The state process (X,Y') € D is a controlled two-dimensional reflected jump-diffusion. The investor
uses the control (0, v). The reflection occurs on the line {y = 0} in the direction

ﬁ:_<1—+AA>.

The ”genuine reflection” comes at the rate dM€, where M is the high-watermark process and M€ its
continuous part. The "reflection of jumps” happens when the jump size of the accumulated paper
profit is large enough to cause (X,Y’) be out of D prior to assessing the fee. At the time of such a
large jump, high-watermark fees will be immediately deducted so that the (after-fees) process (X,Y")
is pulled back to the line {y = 0} in the direction «, as in Figure 1.

Remark 2.4. We observe that .
/0 Liy,_oyu{v.,20ydMg =0,

which means dM{f is a measure only supported on {Y;_ =Y, = 0}. This is true because even if there
are diffusion reflections immediately after jump reflections, there are a countable number of jumps.

Remark 2.5. Figure 1 only show the jumps coming from the hedge fund. There may be other simulta-
neous jumps coming from the other stocks. We can think of simultaneous jumps as a sequence: jump
from fund, and immediately jumps from stocks. It is straightforward that jumps from stocks would
cause a shift of X while having no effect on Y.
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Figure 1: Positive large paper jumps ('3 (n) > Y;_)

Admissibility: Define

(0,7) :
Predictable processes satisfying integrability in Prop 2.2;
Alz,y) = AN (11)

Tt = X,
v >0,X; >0 for all £ > 0.

Value function:

V(z,y)= sup FE [/ e Pt () dt] , x>0,y >0. (12)
(0,7 €EA(z,Y) 0

Recall from Remark 2.1 that A = {n* > 0,i = F,1,...,n and #¥" + > | 7 < 1} and the constraint
T = X’l € A is imposed. In order for X to stay positive all the time, in general we would need 7 to
satisfy

q ("I (n) < -1)=0. (13)

However, this constraint of m depends on the choice of q and J. In our model, we impose the universal
constraint m € A. Because m € A together with our assumption in (2) is sufficient for (13) to hold for
any q and J.

Remark 2.6. In our model, we can easily incorporate the case when, in addition to the proportional
high-watermark fee A, the investor pays a continuous proportional fee with size v > 0 (percentage of
wealth under investment management per unit of time). In order to do this we just need to reduce
the size of a by the proportional fee to a@ — v in the evolution of the fund share price.

Finally, for technical reasons, we also assume that J and q satisfy

max / (
TeA JRi

max /Rl )(1 + 773 (n) P "T (77)’ q (dn) < oo. (14)

1+77J (n))l_p — 1’ q(dn) < oo,

This assumption above ensures that the integral term of the HJB equation (which we will see later)
is well-defined, and will also be used in the proof of verification later.



3 Dynamic programming and main results

3.1 Formal derivation of the Hamilton-Jacobi-Bellman(HJB) equation

We denote by er the column vector of dimension n + 1 with a one in the first coordinate and all else
zero. We also recall the notation x for the direction of the two dimensional reflection:

ep:=(1,0,...000 e R"1 k= (=A1+N)T eR2

We also make the mapping notations: b : R? — R and A : R%2 — R("+1.("+1) defined as

T
b = xla—azguEeF
€2

11 Y12 T .
A < Z21 322 ) = y1100" —yizooep —yaer (07) o' +yner (oF) oef.

Assume the state process sits at position (X;_,Y;_) = (x,y) while the vector position is 6; = 6 in the
risky assets. In case a ”point” of size 7 comes into the Poisson measure N exactly at that time, then,
before and after the jump we have

<x>:<Xt_>_>(Xt>: x—i—HTJ(n)—I%\[GFJE(n)—yTL '

Y Y- Y; y—GFJE(n)—f—[QFJE(n)—y]Jr

For any function v : D — R we, therefore, denote by Uv(z,y, 0,n) the jump of the process v(Xy, Y;)
at that time, which is

o x—i—QTJ(n)—i[HFJE(n)—yTL B x
ety 0.) = ( Y= 6F3E () 4 (679 () ]t ) " () (15)

Lemma 3.1. Let (X,Y, M) denote the solution of the state equation (10) for fized (0,7) € A(z,y).

If v is a C? (up to the boundary) function on {(m,y) ER?:2>0,y > O}, and assuming integrability
condition below in (16), then

t
/ U (73) ds + ¢ o (Xo, Y) = v (2,9)
0

L[ s [ B (X Yo ) £ U () + (n X — ) va (X, Vo)
0 +bT (Dv (Xs_,Y,-)) 0s+307 A (D0 (Xs—, Ys_)) 05

t
_|_/ e Bs {HTD’U (Xs—, Yo )} dMS
Ot T
4 / P L (X Vo) 0700, (X, Vo) 0F (0F)" | aw,
0

t
+ / / e_ﬁSU’U(XS—v sz—v 987 U)N (d777 dS) :
0 JR!

The compensated process

t t
/ / e P Uu(X,_, Y5, 05, )N (dn,ds) —/ / e P Uu(X,_, Ys_,0s,m)q (dn) ds
0 JR! 0 JR!

1s a local martingale, in the case that the following condition holds,
¢
/ / e P [Uu(X,_,Ys_,0s,1m)|q(dn)ds < oo, a.s. (16)
0 JR!

9



Remark 3.1. As mentioned, the assumption (3) is not necessary as long as we compensate the jump
terms. If we did so, we would introduce extra derivative terms, i.e., v, vy, in the non-local part in
the HJB equation (22). The It6’s lemma above is already notationally cumbersome, so we insist on
not compensating the jump term for simplicity. Our analysis based on viscosity solutions would still
apply in the more general (compensated) case with an appropriate definition of viscosity solutions.

Recall that M was explicitly defined in (2.2). Taking into account that dMf is a measure with
support on the set of times {t > 0:Y;— = Y; = 0}, we can formally write down the HJB equation:

sup {—BU +U () + (rz — ) ve + b (Do) 9+%0TA (D%0) 6 +

Uv(w,yﬁ,n)q(dn)} =0
7>0,2eA

R!
The HJB should hold in the interior of D, i.e. for z > 0,y > 0. The boundary condition is
KDv=0, z> 0,y =0.

Formally, if the HJB equation above, has a smooth solution, the optimal consumption will be given
in feedback form by

77\(1'73/) :I(Uﬂﬁ (-’L‘,y)), (17)
where [ % v’ )71 is the inverse of marginal utility. In addition, we expect the optimal investment
strategy 6 to be given by

0 (z,y) = arg rglax{ b (Dv) 6+167 A (D?v) 6 + [ Ju(z,y,0,n)a (dn) }. (18)
2en

Finally, the smooth solution of the HJB equation should be equal the value function i.e. v =V where
V was defined in (12).

3.2 Dimension reduction

We use the homogeneity property for the power utility function, with the expectation that

=g!P (1 g) = ghP for z := 2.
v(z,y) =z Pou - x  Pu(z) for z -

The optimal amounts @\(x,y) and 7 (x,y) in (18) and (17) translate into the proportions
_ Ay (v (2,9))

clay)=———= R (19)
and ~
7 (2,y) = Q%’y) cA (20)
Since
vy (x,y) = (1 =p)u(z) —zu'(2) 277,
vy (z,y) = (2) 277,
Ve (2,9) = (=p (1 = p)u(2) + 2pzu’ (2) + 22" (2)) - a7 17P,
vy (2,y) = u" (2) - 277,
ey (2,y) = (—pu’ (2) = 20" (2)) - 2717P,

we define the following differential operators on the function u (z)

Dy [u] (2) = (1 = p)u(2) — 2u' (2),

Dy [u] () =/ (2),
Dy [u] (2) = =p (1 = p)u (2) + 2pzu’ (2) + 22" (),
Dyy [u] (z) = u’ (2),
Dyy [u] (2) = Dy [u] (2) = —pu’ (2) — 2u” (2).

10



We also reduce the dimension for the the jump part by
T — A [9FJE () — 4]
Uv(z,y,0,n) =v T+ HFJén) 1+)\F[9EJ (n) f_/] —w < z >
y — 073 (n) + [07TF (1) — o] y
= 2" PRu(z, 7).
The reduced operator R above acts on functions u(z), z > 0 as

Ru(z,m,n) = (21)

1-p s FJE ~FJE _Z+
:(l—i-?TTJ(n)—1_?_\/\[7rFJE(n)—z]+) u( 3% () + [ 97 () — 2] )—u(Z),

L+ a7 () — 735 (R IE () — 2]"

with the obvious (vector) substitution 7 = /2 € A. We have obtained the reduced one-dimensional
HJB equation for u (z), z > 0 with a boundary condition at z = 0 (and z = oo, see below):

clr
—Bu+1- Dy [u]+sup{ —c-D, [u]} (22)
c>0 1 —p

+ sup {BT [u] 7r+%7rTA [ulm+ [ Ru(z,m n)q (dn)} =0, 2>0
TEA R!
A1 =p)u(0)+(1+ N (0)=0.

Above,
D[U]) (D[UJD[U]>
Blu]:=b . , and Alfu] :== A o i ,
) ( Dy [u] 2 Dye [u] Dyy [u]
where b and A were defined in Lemma 3.1. Each element of the matrix A [u] is increasing in u”. This
observation will be used several times in our analysis. We expect that

1 _
lim u(z) = s
2—00 1—p

with ¢o given by (27) below. The optimal investment proportion in (20) could therefore be expressed
(provided we can find a smooth solution for the reduced HJB equation (22)) as

7 (z) = arg max {BT [u] 7T—|—%7TT.A [u] T+ N Ru(z,m,1n)q (dn)} . (23)

If 7 (z) lies in the interior of A, we can also use the first order condition to get that 7 (z) satisfies
Blu+ Aluln + | VaR(zmmaldn) =0 (24)
R!

The optimal consumption proportion ¢ in (19) is formally expressed as

1

2(2) = (Dau)) 7 = (1 -p)u(z) — 2/ (2)) 7. (25)

3.2.1 The case when paying no fee, A\ =0

This is the classical Merton problem with jumps, with the constraints mg € A. The optimal investment
and consumption proportions are constants. We can take the solution from [13], or solve our equation
(22) and then use (23) and (25) to obtain the same results. More precisely, for A\ = 0, the optimal
investment proportions my and the optimal consumption proportion ¢y are given by

(1-p)a"m+5 (-p(1—p)) 7 oo"n

T R e M A
. (1-p)aln+i(—p(1—p))rlocTn

arg mingea { + Lo {(1 ey (n))lfp _ 1}q(dn) } , p>1,

(1>

11



1<B—T(l—p)—(l—p)aTﬂo+ép(l—p)ﬂng?ro) )

“=5 ~Ju { O+ FI0) T = 1} a(an)

p
Because of the constraint 7 € A, the optimal 79 may be on the boundary, i.e. we may have (m);, =0
for some i € {F,1,...,n} or ), (my); = 1. The assumption in (14) guarantees that the integrals with
respect to q above are well-defined. Finally, the reduced value function is given by the constant
T (28)
uy = —=¢
0 1_ D 0
The optimal proportions (26) and (27) are compatible with the feedback formulas (23) and (25). An
additional constraint needs to be imposed on the parameters in order to obtain a finite value ug for
A = 0. This assumption equivalent to ¢y in (27) being strictly positive. i.e. we assume that

ﬂ>r(1—p)+(1—p)aTﬂo—;p(l—p)ﬂoTUUTﬂoJr/ {(1+W3J(n))1_p—1}Q(dn)-

R!

In order to compare with the case where there is no investment and only consumption, we also make
the following assumption:

1 1-p\ 7
Wy = —— (ﬂ - T‘p> < up. (29)
IL—=p\p p
This s equivalent to 7r6 > 0 for at least one i € {F,1,...,n}, because otherwise we would have

wyx = ug. The intuition behind this assumption is that we only consider a portfolio of risky assets
worth investing, including the hedge fund share.

3.3 Main results
For fixed ¢ > 0 and m € A, we denote by
Loxu](2):=

~Bu-tr-Dylu] + {fl__; —c-D, [u]} + {BT ful 7+ grT Afu] 7+ /Rl R(z,w,n)dq(dn)} .

The reduced HIJB equation can be rewritten (with the implicit assumption that D, [u] > 0) as

{ —Bu+1- Dy [u] + V (D [u]) 4+ sup,ea {BT [u] m+3nT Alu] 7 + [ R(z,m,m)a(dn)} =0, 2 >0,
“A1=p)u(@)+(1+N)d (0)=0, lim,yeou(z)= ﬁcap,

(30)
where V (y) = ﬁy%l, y > 0. The w, defined in (29) is an important quantity. It satisfies

—Bwy +r(1=p)w,+ V(1 =p)w,) =0,and —Bw+r(1—plw+V ((1-p)w) <0, w, <w < ug.

Next theorem shows that the reduced HJB equation (30) has a smooth solution with additional
properties.

Theorem 3.2. There exists a strictly increasing function u which is C% on [0,00), is a solution to
(50), satisfies the condition u (0) > w, and

(1—p)u—zu' >0, Yz >0, together with u(z) — ug, zu' (), 2*u" () = 0 as z — oo.

The proof of the above theorem is deferred to subsections 3.4 and 3.5. In subsection 3.4 we
prove the existence of a viscosity solution using Perron’s method, and in subsection 3.5 we upgrade
its regularity. Next proposition shows that the so-called closed-loop equation has a unique global
solution. Its own proof is postponed to subsection 3.6.

12



Proposition 3.3. Fiz x > 0,y > 0. Consider the feedback proportions 7 (z) and ¢(z) defined in (23)
and (25), where u is the solution in Theorem 3.2. Define the feedback controls

H(w y) = 27w (y/x), 7(x,y) =2 xc(y/x) forx >0,y >0.

The closed-loop equation

Xp= @+ fyrXods + [y 07 (Xo-, Vo) ($5= — rds)

o S B (X Yoo) (82— rds) = [i7(X,-, Yoo )ds =AM,
Y= y— [g0" (X Yo )(fs—%)ﬂwx)m,

fo iy, >01dMs =0,

has a unique strong global solution ()2', i}) such that X >0 and Y > 0.

Next theorem addresses the optimality of the feedback controls, with a proof in subsection 3.6.

Theorem 3.4. Consider the solution u in Theorem 3.2. For each x > 0,y > 0, the feedback propor-
tions (7,¢) in (23) and (25) are optimal and

n (Q) P Ay (z,y) =V (z,y) = sup E {/ e Pty (ve) dt] .
x (0,7)€A(z,y) 0

Proposition 3.5 presents some additional properties of the feedback controls. The properties are
actually used to prove the existence and uniqueness of the solution to the closed-loop equation in
Proposition 3.3. We relegate the proof of this proposition below to the Appendix.

Proposition 3.5. The feedback controls T and C satisfy

0<c(z) »co, 0<7(2) = m, 2z— 00, (31)
and
27 (2) =0, 27 (2) =0, z— o0. (32)
In addition,
c(z)>co forz>1ifp<landc(l) <coifp>1. (33)

3.4 Existence of a viscosity solution

The seminar paper [7] provides a good introduction to viscosity solutions for local equations. For
the non-local equation (22) arising from our model, we adopt a definition of viscosity solutions from
[5], though our definitions are slightly less general than that given in [5], since our value function
is bounded. To start our definition of viscosity solutions, we consider the general equations written
under the form

F (x, w, Au, D?u, I [m,u]) =0 in a open domain (2, (34)

where F' is a continuous function satisfying the local and non-local degenerate ellipticity conditions
below in (35). The non-local term I [z, u] can be quite general as seen in [5], a typical form of I [z, u]
is
Iz, u] = /d(U($+2) —u(r) = vu(z) - 21p(2)) n(z)
R
for some Lévy measure p and some ball B centered at 0. The ellipticity assumption of F means that
for any € Q,u € R,p € RY, M, N € Sy, 11,15 € R we have

F(x,u,p, Ma ll [.ZL',’U,]) S F(.’I},’U,,p, Na l2 [.ZL',’U,]) it M Z N7l1 Z l27 (35)

where Sy denotes the space of real N x N symmetric matrices. Note that, apart from the usual
ellipticity assumption for local equation, F (x,u, p, M,1) is nondecreasing in the non-local operator I.
Let us now give a definition of viscosity solutions for the equation (34).
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Definition 3.1. An upper semi-continuous and bounded function u is a viscosity subsolution of (34)
if, for any bounded test function ¢ € C?(1), if z is a global maximum point of u — ¢, then

F (z,u(z), Ag(z), D*¢(x), I [z, ¢]) < 0.

A lower semi-continuous and bounded function  is a viscosity supersolution of (34) if, for any bounded
test function ¢ € C%(Q), if z is a global minimum point of u — ¢, then

F (z,u(x), Ad(x), D*¢(x), 1 [z, 4]) > 0.
A function u is a viscosity solution of (34) if it is both a subsolution and supersolution.

It is worth mentioning that the boundary conditions used throughout our analysis can be inter-
preted in the classical sense. Now we turn our attention back to the HJB equation (22). We observe
that if u (2) = ug (defined in (28) in Remark 3.2.1), then

— Bug +7 (1= p)ug+ V ((1 - p) uo)
(1—p)ugam+5 (—p (1 — p) uo) W?fUTW
PR e (a0 - 25 @ - 7) ) wbatan)
< —Bug+r(1—p)uo+ V ((1 - p) uo)
{ (1—p)upa’n+3 (—p (1 = p)ug) 7l oo’ }

+ sup b Lo {((1 Ty (n))lfp _ 1) uo}Q(dﬁ)

TEA

and moreover ug is actually a classical supersolution of the HJB equation (22), which reads

—Bu+7- Dy u] + V (D [u]) + suprea {BT [u] m+37T Alu] 7w + [ Ru(z,m,n)q(dn)} <0, z >0,
A1 =p)u(0)+ 1+ N)d (0) <0, lim, oou(z)> %pcop.
(36)
For technical reasons we need a subsolution related to the critical value w, defined in (29).

Proposition 3.6. There exists a value z, € (0,00) and a function
us € C[0,00) N C? (0, 2] N C? 2, 00)
such that w, — & < us < ug for some & > 0 (arbitrarily small) and satisfying

sup Lequs >0
c>0,mEA

in the viscosity sense on (0,00) (i.e us is a strict viscosity subsolution for (30)), and

“A(1—=p)us (0)+ (1 +N)u(0) >0, lim u(z)< !

Z—00 — p

—Pp
Cy -

Proof. For a such that 1+/\ (1 —p)ws < a < (1—p)ws, we consider the function

)

M =

IN
o [=
N[

wo ()= 4 W Etaz o Rt 0<e
s - 1
we—Etags (3)7, 22 (

)

N

for some small £ > 0. We use

1% ((1 —p) <w* —&4az— 12f€z1+6> —a(z— 2z1+5)>
>V ((1—p) (we — &) + V' (1 p) (wy —€))

: ((1 —p) <az — 124f521+5> —a(z— 2z1+g)> ,
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to obtain

sup  Lerus (2)
c>0,mEA

> —f (w = &) +7 (1 —p) (w, = &) + V(1 - p) (ws — &)

2 2
- B (az - 1—:—1521+8> +r <(1 —p) (az 1 fngE) —a(z— 221+5)>

V(= p) = 0) (=) (0= 22) —a (e - 2217

+ sup {BT [us] 7r+17rTA [us] ™ +/ Rus(z,m,n)q (dn)}
TEA 2 R!

> =B (we =& +71(1—p)(w, — &)+ V(1 —p)(ws — )
—Cz— Dzt

where the last inequality follows from setting m = 0, and C, D are some constants. For & > 0 fixed,

—B(we = &) 471 (1= p) (we =& + V(1 —p) (ws — ) > 0.
So, if € is sufficiently small,
—B(we =€) +r(L=p) (=) + V(1= p) (ws — &)
—C(z—=1)=D(z—1)'"*

> —B(we— &) +r(1—p) (we— &) +V ((1-p) (w. = &))
—|Cl(z=1) = D] (z = )'**

o =

1
>0forv0<z§<2>

Therefore, for such an € we will have

1
1\«
sup Ec,wus (Z) >0, 0<2z< (2>

c>0,mEA

o =

Since ug is constant for z > (%) and is extended to be C! we obtain

sup Lequs(z) >0, z>0,
c>0,meA

1
in the viscosity sense and actually in the classical sense for any z # z, := (1/2)=.

d

We now construct a viscosity solution of the HJB equation (30) using Perron’s method. We denote

by S the set of functions h : [0, 00) — R, which satisfy the following properties:

1. h is continuous on [0, 00).

2. The function (x,y) — 2'7Ph(y/z) is both concave and nondecreasing in the direction &

V2 V2

(7, —7) (from upper left to lower right) within its domain « > 0,y > 0; for fixed z, the

function y — 2'7Ph (y/z) is concave and nondecreasing in y > 0.
3. h is a viscosity supersolution of the HJB equation on the open interval (0, 00).

4. =A(1—p)h(0) + (1 +\) A’ (0) < 0.
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5. ’U,SShSUO.

Remark 3.2. Note that 2 and 5 above would imply that h (z),h(z—),h (2+) are bounded. Together
with the technical assumption in (14), it ensures that when plugging h into the HJB equation, the
integral term is well-defined.

Theorem 3.7. Define u :=inf {h, h € S}. Then, us < h < g is continuous on [0,00), is a viscosity
solution of the HJB equation on the open interval (0,00), and satisfies —A (1 —p) h (0)+(1 + X) A’/ (0) =
0. In addition, The function (z,y) — x'Pu(y/z) is concave and nondecreasing in the direction

K = (?, 7@) (from upper left to lower right) within its domain z > 0,y > 0. For fized x, the

function y — x'7Pu (y/x) is concave and nondecreasing in y > 0, and u (1) > w;.

Remark 3.3. As a consequence of our construction in Theorem 3.7, we have u (z) < ug (z) and therefore
v (x,y) < v (x). This means that, with high-watermark fees, the value function is always smaller than
the value function of the Merton problem without fees (A = 0). The intuition for this is rather obvious.

Proof. We follow the ideas of the proof of Proposition 1 in [2], with necessary modifications to take
into account the boundary condition at z = 0 and to keep track of the convexity properties.

1. By construction, as an infimum of concave nondecreasing functions, we have that the function

(z,y) — x'7Pu (y/z) is concave and nondecreasing in the direction xk = (g, —g (

left to lower right) within its domain z > 0,y > 0, and for fixed z, the function y — z'Pu (y/x)
is concave and nondecreasing in y > 0.

from upper

2. Since z — z'7Pu (y/x) is concave and nondecreasing in the direction x = (@, —?) we conclude
that 2 — 2'~Pu (y/z) is continuous in the direction x = (@, —?), which translates to that u

is continuous in [0, 00).

3. We suppose that a C? function ¢ touches u from below at an interior point z € (0, 00). For fixed
¢, m, each h € § is a viscosity supersolution of L. rh < 0, so by taking the infimum over h € § we
still get a supersolution, according to Proposition 1 in [2]. In other words, (L. ¢) (2) < 0, and
then we can take the supremum over (¢, 7) to get that u is a supersolution of the HJB equation.

4. By construction, us; < u < ug.

5. For each h € S, we have h'(0) < 1%\ (1 —p)h(0) which translates in terms of g (x,y) :=
217Ph (y/x) as

|

L -ph).

(L=p)h(0) =1 (0) = -7

V&9 (17 O) =

Taking into account the concavity of g (z,y) along the line z —y = 1 within its domain x >
0,y > 0, this is equivalent to

2 1

L (- ph(0)-VE+h(0), 0<E<1.

g(1-&)=01-9" "h(g/(1-8) < T 1~

Since (?7?) holds for each h € S the same inequality will hold for the infimum, which means that

u satisfies (?7), which reads

W (0) < s (1= p)u(0).

Let us show that w is a viscosity subsolution. We start by making the following simple observation
on the function u: By construction, the function (z,y) — 2'~Pu (y/z) is concave in the direction
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= (£,

7) within its domain z > 0,y > 0. We denote the one-sided directional derivative

by Vk—v (Vk+v) when (x,y) approaching from upper left to lower right (lower right to upper
left). Since

V2,
2

Guro @9) = La 7 (L= p)u(z) - (:+ D ().

Va0 (2,y) = (A=pu(z) = (z+1)v (24)),

we obtain
(I=plu(z) =+ Du (z+) > (1 -plu(z) = (z+1)u (2=), z2>0,

which of course means that u' (z—) > «’ (z+) for z > 0. Suppose, on the contrary, that for some
zp > 0 we have (1 —p)u(z) — (z + 1)/ (2—) = 0. Then, we have that 7,4v ( ) = 0, which,

together with the fact that £ — v (Zi +&,1— ) is concave and nondecreasing for ¢ € [0, 1],
shows that v (% +&,1— 5) = (Zi , ) for £ € [0,1]. This means that

0

Vv <Zlo+1,o> —\f <1+1>p. (1 - p)u(0) — 2 (0) =0,

20
which is a contradiction to the boundary condition

A

' (0) Sm(l—p)u(o)-

Therefore, for any z > 0 we have

A-plu(z) = (z+Du (z4) = 1 =p)u(z) = (z + v (2—) > 0. (37)

Assume now that a C? function ¢ touches u from above at some interior point z € (0,00). If

u (z) = us (z) we can use the test function us (which is a strict subsolution) for the supersolution

u to obtain a contradiction. The contradiction argument works even if z = (1/ 2)1/ ¢ is the only

exceptional point where ug is not C2. Therefore, u (2) > us (2). From (37) we can easily conclude
that

1=p)e(2) = (z+1)¢'(2) > 0.
Assume now that u does not satisfy the subsolution property, which translates to

sup (Lerp) (2) <O0. (38)
c>0,mEA

Since (1 —p)p(2) — (24 1) ¢’ (2) > 0 we can conclude that

(1=p)p(2) = 2¢' (2) >0, (39)
and

—Be+7- D[]+ V (Dz[¢]) + sup {BT (] 7T+%7TT«4 o] +/ Rop(z, mn)q(dn)} <0 (40)
TEA R!

where Dy [¢] = (1 —p) ¢ (2) — 2¢' (2) .

Because the supremum is taken over a compact set and thus the left-hand side of the above equa-
tion is continuous in z, relations (39) or (40) actually hold in a small neighborhood (z — 4, z 4 §)
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of z, not just at z. Considering an even smaller § we have that u (w) < ¢ (w) for w € [z — J, z + ]
if w # z. Now, for € small enough, which means at least as small as

2 min (¢ W) —uw)),

€0 s
5<|w—2|<0

but maybe much smaller, we define the function

~ .\ a [ min{u(w),p(w)—c}, welz—10z2+10],
u(w)_{u(w), wélz—09z+4].

If ¢ is small enough, we have that u € S and w is strictly smaller than u (around z), and this is
a contradiction.

. From above, we already know that

A
"0) < ——(1— 0).
W (0) < 105 (- p)u0)
Let us now prove the above inequality is actually an equality. Assume now that the inequality
above is strict. Since u/, (0) = a > HLA (1 —p)us (0) and u > ug, this rules out the possibility
that u (0) = us (0), so we have u (0) > us (0). Also because us (0) = w, — £ for arbitrarily small
¢ > 0, we have u (0) > w,. This implies

—Bu (0) +7 (1 —p)u(0) +V ((1—p)u(0)) < 0.

Recall that for fixed x, the function y — z'7Pu (y/z) is concave, this means u is concave and
therefore two times differentiable on a dense set of (0,00). Then, we can find 2y € (0,00) very
close to 0 such that B

—Bu(z0) +7r- Dy u(z0)] +V (Dy[u(z0)]) <0

and u (z) solves the HIB equation (30) at z = zp in the classical sense. More precisely, we have
—Bu(20) + 7 Dy [u(20)] +V (D [u (20)])

H@{yw@ﬂW%HMW@MW+

RU(Zo,Tr,n)q(dn)} =0.
TEA

R!
and the supremum part of the above equation is strictly positive, which means 7 (z9) # 0. With

u’ (20) being very close to v’ (0), we can find a number o’ such that

u’(zo)gu’(0)<a’<liA(l—p)u(O).

and without loss of generality, we also choose a’ to be very close to u' (2p).

Moreover, we observe that the left-hand side of the above equation is continuous in both u/ and

u”, and increasing in u” given 7 (zg 0, since each element of A [u] is increasing in u”. This

allows us to choose a (possibly very large) b > 0 together with a’ above such that the function
l 1 2
P (z)=u(0)+a'z— §bz
is a classical strict supersolution at z = zy. More precisely, we have

—B4 (20) + 7 - Di [ (20)] +V (Da [¥ (20)])

sup {87 Goll b 57" Alw Gol e+ [ RoGo,mnjadn) <0,
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Then, continuity would imply that v (z) is actually a classical strict supersolution in a small
neighborhood (0,6) of z = 0. In addition, it satisfies ¢’ (0) = d’ < H% (1 —p)¢ (0). Thus, if §
is small enough, we have that u (z) < ¢ (z) on (0,¢), and

(1=p)i(2) — 29" (2) >0, 2 €0,9].
Now, for a very small €, at least as small as

g = min (Y (2) —u(2))
2€[1+5,1+4]

but possibly even smaller, we have that the function

- min {u (2),¢ (2) —e}, z€[0,9],
u(z)—{ u(z), z € [6,00),

is actually an element of S, contradicting with the assumption that « is the infimum over S.

3.5 Smoothness of the viscosity solution

Theorem 3.8. The function u in Theorem 8.7 is C? on [0,00) and satisfies the conditions
(1-p)u(z) —2u' (2) >0, z>0.
Moreover, it is a solution of the equation

Supc>o7reAﬁcwu——ﬁu+7“ (Da: [U])+V( « [u])
+supren {BT [u] m+3nT Au] 7 + [ R(z W,n)q(dn)} =0, 2 >0,
—A(1=p)u(0)+ (1+/\) "(0) = 0.

Proof. First, we point out that the dual function 1% (y) is defined for all values of y, not only y > 0.
More precisely,

~ p =1 _ P p=1
V=4 17" 920 forp<1, V=4 597 ¥20 forp>1,
+0072/§0 +OO,y<O

Let 29 > 0 such that v/ (z0—) > v/ (20+). For each v (20+) < a < v/ (20—) and b > 0 very large we
use the function

1,/)(,2)éu(zo)—l—a(,z—zo)—%b(z—zo)2

as a test function at z = zg for the viscosity subsolution property, so

sup Lcy > 0.
c>0,mEA

Since (1 —p)u(z0) — z0a > (1 — p)u(20) — zou’ (20—) > 0 the above equation can be rewritten as
—Bu(z0) +7 ((1 = p) u(20) = 200) + V (1 = p)u(20) — z00)

+sup { B [0 Goll w4 g AT (ol n + [ RuGa,mma(dn} > o

TEA

We note that the above inequality holds even when b — co and the left-hand side is decreasing in b
given T (zp) # 0, hence we must have 7 (z9) = 0. This implies

—Bu(20) + 7 ((1 —p)u(20) — 200) + V (1 — p)u(20) — 200) >0, a€ (v (z0+) v (20-)) -
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It is easy to see that the function
g(a) == =Bu(z0) +r ((1 = p)u(20) — 200) + V (1 = p) u(20) — z00)
is not flat on any nontrivial interval within its domain. We must have
—Bu(z0) +r ((1 —p)u(z0) — z0a) + Vv ((1 = p)u(z0) — z0a) > 0 for some a € (u’ (z0+) , v’ (zo—)) )
and we can also assume, without loss of generality, that a is very close to u’ (29—). So
—Bu (20) + 7 (1 = p) u(20) — 200 (20—)) + V (1 = p) u(20) — 200 (20—)) > 0.

Since u' (z—) is left continuous, and the function u is two times differentiable on a dense set D C (0, 00)
by convexity, there exists z > 0 very close to zp such that z € D, and

—Bu(2) +r ((1=p)u(z) — 2 (2)) + V (1 = p)u(z) — 24 (2)) > 0.
However, this would contradict with the viscosity supersolution property at z, which reads
—Bu (2) +r ((1 —p)u(z) — 2 (z)) +V ((1 —p)u(z) — 2 (z))

1

e sup {87 [u (] gr Alu ()] m+ [ Rutemmpaldn) | <o
TEA 2 R!

since the supremum part of the left-hand side above is always non-negative. We obtained a contra-

diction, so we have proved that

v (20—) = (20+) V 20> 0.

In other words, v is well defined and continuous on [0, c0). In addition, (1 — p)u(z) — zu’ (z) > 0 for
z > 0. Applying again the viscosity solution property at a point where u is two times differentiable
we obtain

—Bu(z) +r((1—p)u(z) —2u' () + 1% (1=p)u(z) —2u'(2)) <0, z€D.
Using continuity and the density of D, we get
f(2) 2 Bu(z)—r ((1 —p)u(z) — 2 (z)) -V ((1 —p)u(z) — 2 (z)) >0, z>0. (41)

The function f defined in (41) is continuous. Also, u (0) > w, as seen in Theorem 3.2, and w is
nondecreasing since y — x17Pu (y/z) is nondecreasing in y € [0, 00), it follows that u (z) > w for all
z > 0. Hence, 7 # 0 on [a,b] for any open interval (a,b) C [0,00). Therefore, f (z) > 0 on [a,b] due
to the HJB equation. Now, rewrite the HJB equation (30) in the following form,

H (z,u”) =0

where H is continuous and strictly increasing in its second variable. Note that H depends on its first
variable z through w (z) and «’(z), which are continuous. This implies that the HIB equation can
further be rewritten as

u” = h(z2)
where h is continuous. Now, u is a viscosity solution of the equation
u—u"=u—h(z), z € (a,b) C[0,00),

and the right-hand side is continuous in z on [a, b]. Comparing to the classical solution of this equation
with the very same right-hand side and Dirichlet boundary conditions at a and b, we get that u is C?
on [a,b]. We point out that the comparison argument between the viscosity solution and the classical
solution is straightforward and does not involve any doubling argument.

Therefore u is C? on (1, 00) and satisfies the HJB equation. Since u (1) > w, which reads f (1) > 0,
for f defined in (41), we can then use continuity and pass to the limit in the HJIB equation for z \ 1
to conclude that u is C? in [1,00) and the HJB equation is satisfied at the boundary as well. O
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Lemma 3.9. The function u is strictly increasing on [0,00) and

. . . / _ . 2,1 _
zlggou(z) = o, le)nolo zu' (z) =0, zlggoz u’ (z) =0.

Proof. Recall that y — x!7Pu(y/x) is concave and nondecreasing in y € [0,00), this means u is
concave and nondecreasing. Since u is nondecreasing and bounded, there exists

u(00) £ lim u(z) € (—00,00).

Now, since u is bounded and u' is continuous we conclude, by contradiction, that there exists a
sequence z, ' oo such that
2t (2) — 0, m — oo.

(Otherwise we would have zu' (z) > ¢ for some ¢ for large z, which contradicts boundedness.) We let

0> A:=liminf 2/ () <limsupzu' (2) =: B > 0.

Z—00 2Z—00

For fixed C € R, denote by
fo(z)=Cu+zu', 2> 1.

The function f¢ is continuous and

liminf fo (2) = Cu(o0) + A < Cu(00) + B = limsup fo (2) .

Z—r00 Z—00

Assume, on the contrary, that 0 < B < oco. Since lim,_,~ fo (2n) = Cu(c0) < Cu(c0) + B, we can
choose the points 1, € (zn, zn+1) (interior points, and eventually for a subsequence ny rather than for
each n) for which fo attains the maximum on [z, z,41] such that fo (n,) — Cu(c0) + B, which is
the same as n,u’ (n,) — B. Since fc attains the interior maximum on each interval at 7,, we have
ft(nn) = (L+ C)u (n) + muu” (nn) = 0. Recall that @ — 2'Pu (y/x) is concave in x € (0,n], which
implies that
—p (1= p) u (1) + 2000’ (1) + 150" (110) <0,

or

—p(1=p)um,) +(2p—1—C)nuu () <O0.

Passing to the limit, we obtain that
—p(1=plu(c)+(2p—1-C)B<0

for each C' € R, which means that B = 0. Similarly, we obtain A = 0 so zu’ (2) — 0. Now, since zu’ is
bounded and (zu/ )/ is continuous we conclude, by contradiction, that there exists a sequence z, oo
such that

(zn)? " (2) — 0, n — .

Passing to the limit along z,’s in the HJB equation, we obtain

~Bu (00) +7 (1 = p)u(00) + V (1 = p) u (o) (42)
s (Pu)a T (Cp=puleonaToo™n |
R+l {(+a"3m)" " = )uto) pat@m [~

TEA

As already pointed out, the above equation has a unique solution u (00) in [wy, ug], namely, u (00) = ug
so u(z) = up as z — 0o. Going back to the ODE for all z — oo and not only along the subsequence,
we obtain 22u” (2) — 0 as well.
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Now we show that w is strictly increasing. Suppose otherwise, since u is nondecreasing and concave,
it is only possible that u (z) = u (c0) for z > zg for some zy > 0. Plugging u (z9) = u (c0) into the
HJB equation we have

—Pu (o0 )+T(1—) (00) + V(1 = p)u ( )

—p)u(co)alm+3 (1 —p)u(o))tlootn
1-p
+ sup 1 + 7TTJ = 0,
A + — 1| -u(co) pq(dn)
e le < 1+>\ FJE( ) _ ZO]
which is a contradiction with (42). Therefore, u is strictly increasing. O

3.6 Optimal policies and verification

Proposition 3.10. Let 0 (x,y) and v (x,y) be two Lipschitz functions in both arguments on the two-
dimensional domain D. The closed-loop equation obtained from (10) by (formally) feeding back the
controls

0s=10 (Xs—7Yts—) y Vs =7 (Xs—7 }/5—) s

has a unique strong solution (X,Y).

Proof. Consider the operator

(N, L) = (X,Y)
defined by
Xpo = x+f0TXd5+f09F (Ns— Ls )(dfs rds)
+ fo i= 192 (Ns—, Ls )(dSL )*fo'Y(staLsf)dS*)\Mt,

Yii = v Jj07 (Moo L. ) () + (1 N M,

In words, we obtain (X,Y") from (N, L) by solving the state equation (10) for 5 = 6 (Ns_, Ls_) and
vs = v (Ns—, Ls). According to Proposition 2.2, the solution (X,Y") is given by

X, =

t t
= et {x +/ e 0T (N,_,L,.) (ads + 0dW +/ J (n)N(dn,ds)) —/ e "~y (Ns—, Ls) ds}
0 R! 0

t s +
— et L / e "%d sup |:/ HF (Nu,, Luf) <,UEdu + GEqu + / JE (77) N (d77, du)) - y]
L+XJo 0<s<t LJo R

t
Yt:y—/ 0F (N,_, L, )( Eds—i—aEdWer/ JE(n)N(dn,ds)>
R!

+
+ sup {/ o (Ny—, Ly, )(MEdu—l—aEqu—i—/ JE(n)N(dn,du)>—y] .
Rl

0<s<t

Now we can use the usual estimates in the Ito’s theory of SDEs to obtain
t
E [ sup | (X5 - X2,Y)! — Yf)\ﬂ <cr <T>/ E || (V! = N2, LL = 12)|"] ds,
0<s<t 0

as long as 0 < ¢ < T for each fixed T' > 0, where C* (T') < oo is a constant depending on the Lipschitz
constants of 6 and ~y, and quantity [, [J (7 )|3q (dn) < oo by assumption, as well as the time horizon T
This allows us to prove pathwise uniqueness using Grownwall’s inequality and also to prove existence
using a Picard iteration. O
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Proof of Proposition 3.3. From Proposition 3.5 we can see that

~ s | am(z,y), >0,y >0,
wa—{ 0, z <0,y >0,

and (.9)
=~ A x/c\fay,$>0a3/207
“%”_{ 0, x <0,y >0,

are globally Lipschitz in the domain x € R,y > 0. Therefore, according to Proposition 3.10 the
equation has a unique solution ()ff , 17) € Rx [0,00). It only remains to prove that X > 0 in order to
finish the proof of Proposition 3.3, and this is shown in the next proposition. O

Proposition 3.11. Let x > 0,y > 0. Assume that the predictable process (m,c) satisfies the integra-
bility condition is in Proposition 2.2. If (X,Y) is a solution to the equation

Xp = e fyrXods+ [ynf X (H2 —rds) + fy Sy X, (5 < rds) — [y eX,-ds — AMy,
Y, = y— f[irf X, (dFS %>+(1+)\)Mt7

fo 1{y5>0}dMS = 0.

then
X:;>0Y:>0, 0<t< 0.

Proof. Denote by 7 £ {t > 0: X; = 0}. We can apply Ito’s formula to N; = log (X;) and take into
account that Y; > 0 (also Y;— > 0) and Y; = Y;— = 0 on the support of dM¢ to obtain

b dMe
X,

0
//1 LT3 ) - FJE()—£+ N (ds, dn)
| los ™ a7 i on s, dn
:loga:—i—Rt—)\/t 1 d| sup [/HQF(,uEdT—i-UEdV\/')—y]+
1+>\ 0 X 0<u<s 0 i T

//Rllog<1+7rTJ() 1iA<[wFJE(Tl)—§:]+>>N(ds,dn)

=logz + Ry — / T anresoy (1Fds + oPdW,)

/ / log [ 1+ 71T (n) - A o IE () - Yo 1" N (ds, dn)
" T+ X ’

t 1 t
Ry é/ <r+7rs,Tacs 27TSTUTU7T3) d5+/ WsTUdWSv t=0.

0 0

/Ot/Rz log <1+7TSTJ(7))—1+>\)\ ([WFJE (n) — i}+>>/\/'(ds,dn)

> /Ot /]Rl log (1 + 7l (n)) N (ds, dn)

¢ ¢

>/ / WZJ (n)N(ds,dm)—/ / WSTJ (n)ZWSN(ds,dm)
0o Jr! 0 Jre

> —0
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Ny =logz + Ry — \

where

We observe that




according to the assumption about jumps in (4). And because

lim Ry > —
tI/H; ;> —o00 on {T < oo},

we can then obtain that 7 = co. O

Proof of Theorem 3.4. First we verify that the condition in (16) is satisfied. Using the notations (15)
and (21), together with v(z,y) = ' Pu(y/x), we have

t
/ / e 7 |U(X,-, Vi, 0,m)| a (dn) ds
Rl

YS_
Rl

¢
<max]u |max/‘ +7TTJ 1)(1(6177)‘/ e P (Xo-) TP ds
0

t
+ max ’u max/ ‘(1 +71J (n))_p ] (77)‘ q (dn) - / e P (X, ) P ds
z>0 TEA JRi 0

t
+ max ’u max/ ‘(1 +7lJ (n))_p 7l (77)‘ q(dn) - / e P (X, ) PY,_ds
z>0 AN Y 0

< o0 a.s.

The last inequality follows from the assumption (14) and u,w’ are bounded, and that X,_,Y;_ are
left continuous with right limits. The second to last inequality holds true since, from the definition of
the operator R in (21) and applying the Intermediate Value Theorem we have, for some intermediate
(random) value ¢&:

Y,
R<XS_77rs>77>:
1-p
A Y,_ ]t Y,
( s () - 1+A[W ) Xs_] ) “(Xs_)

A Y,
_ T N |\ _FyE _1s
<1+7T5J(77) HA{%J (n)

According to Lemma 3.1, the process
t
Vi = / e U () ds + e Plo (X4, V), t >0,
0

is a local supermartingle for each admissible control and a local martingale for the feedback control
(9.7).

1. If p > 1, then for a sequence of stopping times 73, we have

Tk PN Tk
v(z,y) =E [/O e BT (5,) ds + e Py (XTk,ka)] <E [/0 eBSU(%)ds} .

Letting £ — oo and using monotone convergence theorem, we get
o
v(z,y) <E [/ e PU (3,) ds} .
0
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Now, let (6,7) € A(x,y) be admissible controls. It is easy to see from Proposition 2.2 that
(0,v) € A(x+e,y), and the wealth X corresponding to (6,7) starting at x + ¢ with high-
watermark y satisfies X > . Using the local supermaringale property along the solution (X,Y)
starting at (x 4 e,y) with controls (6,+), we obtain

Tk
v(r+ey >E [/ e_BSU('Ys) ds+e Py (XTkaY‘rk)
0

However, since X > ¢ we obtain
[0 (X,Y)| < Ce' P,

where C' is a bound on |u|. Therefore, we can again let & — oo and use monotone convergence
theorem together with the bounded convergence theorem (respectively for the two terms on the
right-hand side) to obtain

v(ztey) >E UOOO eﬁsU(’ys)ds]

for all (0,7) € A(z,y). This means that

v(r+ey)> sup E [/ 668U(75)d8] =V (z,y)
(0,7)€A(z,Y) 0

and the conclusion follows from letting ¢ \, 0.

. Let p < 1. Then by the local supermartingale property we obtain

Tk Tk
v(x,yma{ / eﬁSUws)dHeﬁTkv(Xmm} zE{ / eﬁSUws)ds].
0 0

Letting k£ — oo we get
v(z,y) > E [/ e P5U (7s) ds]
0

for each (0,v) € A(z,y).

Now, for the optimal (7,¢) (in proportion form) we have

v(z,y) =E {/OT]C e AU (ES)ACS) ds + e Py (Am’?%)] .

If we can show that L
E [6*5% (XTk,YTk)} -0, (43)

then we use monotone convergence theorem to obtain

v(z,y) =E [ /O T ety (EX’) ds]

and finish the proof. Let us now prove (43). The value function vg (,y) £ uox!' P corresponding
to A = 0 is a supersolution of the HJB equation since the constant function ug is a supersolution
o (36). Using Lemma 3.1 for the function vy and denoting by

~ o~ ~\1-p
Z, = e Ply, (Xt, Yt) — (Xt) ,
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we obtain

~

1-p
t (cXt) ¢ ~1-p
Z +/ e PN L ds= 7, + / ZsLds
0 1-p o (1—=p)uo

/t (1—p) (7)) 0 Z,dW,

1+%STJ(77) o K lind
+ - S
/ 5‘/Rz ( -2 [RE37 () - ¥ > b ds)

/0(1— p) (7)) 0 Z,dW +/ 8_/Rl 1+ATJ()) —1}/\7(dn,ds).

Recall that from Proposition 3.5 we have that ¢ > ¢yg. This means that if we denote by

1,
0= > 0, then we have

(1 p)
Zt—|—/ (SZ ds

/(1_ p) 7). 0 Z, AW, +/ /R 1+7r n))lfp—l}ﬁf(dn,ds).

Using the exponential solution for the equation obtained by using the equality sign in the dif-
ferential (formal) inequality above, and the comparison principle, together with (14) we can
obtain that {Z;},- is uniformly integrable. Now taking into account that e Pt (X, V) < Zp —
0 a.s. for t — oo, we obtain (43) and the proof is complete.

4 Quantitative analysis

4.1 Certainty equivalent

A useful method of evaluating the impact of the parameter A, namely the proportional high-water mark
fee, is to compute the so-called certainty equivalent wealth. By definition, the certainty equivalent
wealth is such a size of initial bankroll = that the agent would be indifferent between £ when paying
zero fees and wealth x when paying proportional high-water mark fees A, all other parameters being
the same.

By equating vo (%) = ' Pug and v (x,y) = 2! 7Pu (z), we solve for quantity

7@ _ (“”) — (1 -p)u()T, 220,

x uQ

which is the relative amount of wealth needed to achieve the same utility if no fee is paid (which also
quantifies the proportional loss of wealth).

Another method is to find the certainty equivalent excess return & < « so that the value function
obtained by using a and no fee is equal to the value function when the return is « but the high-water
mark performance fee is paid.

Keeping all other parameters the same, the value function for zero high-water mark performance
fee corresponding to « is given by




where ¢p is defined as in (27) with a being replaced by a.
Therefore, we are looking for the solution to the equation

ug (a(2)) =u(z),

In general, this equation above is difficult to solve analytically. However, in the particular case
where the jump term vanishes, i.e., q = 0, then

(@) 2= —r - =

and « is implicitly given by

&7 (0oT) Vi = 2 é—rl;p— —p)u(z)r z
a (00) a_1p<p p (1 =p)u(z)) >, > 0.

Because a and « differ only in their first element (ar and ap, respectively), the above is a quadratic
equation of ar. Now, the relative certainty equivalent excess return would be ar/ap, which also
equals to the relative certainty equivalent Sharpe ratio due to constant op.

4.2 Numerical examples

To the best of our knowledge, there is no closed-form solution for our optimization problem at hand.
In order to understand the impact of the high-water mark fees on the investor, we need to resort to
numerics. The paper [18] gave numerical results for the case in which there is only a single risky asset,
the hedge fund, the interest rate is zero and the fund share price is a continuous process. Specifically,
the authors numerically solve the HJB equation for the value function using an iterative method, then
use the results to describe the optimal investment/consumption proportions, as well as the certainty
equivalent wealth and the certainty equivalent & (which we defined in the last section). Our numeric
experiment generalizes the result of [18] in two ways:

1. In addition to a hedge fund F', we introduce another stock S, possibly correlated with F', and
investigate the value function, the optimal investment and consumption proportions, as well as
the certainty equivalent wealth and the certainty equivalent o in this multiple-asset case.

2. On top of the multiple-asset case described above, we incorporate jumps into the processes of F
and S, and study the effect of jumps by comparison.

We follow [18] and set our benchmark parameters as follows,

po="1, Bo="5%, uh =20%, uy =10%, ro= 4%,
ol =20%, of =20%, po =0, Ao =25 q=0.

The Merton values for these parameters are:
" = 0.571, 75 = 0.214, ¢g = 0.0861

Note that for all graphs below the horizontal axis is the variable z, the “relative distance to paying
HWM fees”. We remind the reader that the values for zero high-water mark fees are obtained for
z /' 0o, this means that all the quantities presented below would approach their zero-fee counterparts
as z / oo.

First, from a certainty equivalence perspective, we present two graphs when varying A, each rep-
resenting, respectively
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e the relative size of the certainty equivalent initial wealth (which means the proportion z (z2) /z,
z > 0);

e the relative change of the certainty equivalent excess return (which means
(ar (2) — ap) /Jap, z > 0). Given constant o, the relative size of certainty equivalent excess
return is exactly the (relative) size of certainty equivalent Sharpe ratio, so this also reflects the
relative loss of Sharpe ratio.

x 13 §

3 5 %%

X ;

£ 98¢ - &

3 S 2% o

: .

% 96¢ 1 %

% ,_5 -4% -

g 94¢ .

z £ ool

g o

5 92¢ 1 — ) =12.0% —)=21.0% < — ) =12.0% s )A=21.0%

= <

v m )\ =15.0% m— ) =24.0% ° -8% 1 m )\ =15.0% m— )\ =24.0%

s — ) =18.0% mmmm A=27.0% = m— )\ =18.0% == A=27.0%

2L ; J I sl — it
0.0 0.2 0.4 0.6 0.8 1.0 1.2 0.0 0.2 0.4 0.6 0.8 1.0 1.2

Relative distance to HWM: z Relative distance to HWM: z

Figure 2: Relative certainty equivalent initial Figure 3: Relative certainty equivalent zero fee
wealth. return.

Next, we present a figure representing

e the size of the relative optimal investment proportion 7 (z) /mp, z > 0 (for both the fund and
the stock), and the size of the relative optimal consumption proportion ¢ (z) /cp, z > 0 when
varying uf.

L 1000 -
E 0475 4 = 5.0% = 17.5%
=3 = =
E 0950 4 - =7 5% =25 0%
in = 10.0%
9 0925
000 025 050 075
Relative distance to HWM: z
S ¢
i wi 103 A
£ 10 1=
£ & 102 -
[ o
_E 0.8 4 E 101 4
w [
= =
E D.E T T T T E luﬂ 1 T T T T
000 025 050 075 000 025 050 075
Relative distance to HWM: z Relative distance to HWM: z

Figure 4: Relative investment proportions and consumption proportion.

Then, we present a figure representing
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Figure 5: Relative certainty equivalent wealth when varying p.

e the relative certainty equivalent wealth when varying p

Lastly, we present three figures comparing the relative investment proportions and consumption
proportion with and without jumps. Note that for cases with jumps, the graphs will be non-smooth,
because for each step of the iterative algorithm, we are using a numeric optimizer. For illustration
purpose, we experiment with several discrete measures q while fixing the function J to be unity. This
already allows for enough flexibility to encode correlations between the jumps of fund and the jumps
of stock:

e independent jumps:
q1 = 0.001 -

=1 |

[5[0.8,0] +00,0.8) + 0[—0.8,0) + 5[0,—0.8}] ;

N

e simultaneous jumps and some correlation:
1
qz = 0.001 - 1 [610.65,0.65] + 00.35,—0.35] + 0[—0.35,0.35] T 0]—0.65,—0.65] ] -

Jz(n)Z[é?]ﬁ

e big jumps in fund with smaller stock jumps corresponding to an aggressive investment fund
strategy.:

1
qs = 0.001 - B [5[0.9,0.5] + 5[70.9,70.5]] )

B = o1 |

29



108

104

102

Relative Investment in S: m%/m

Figur

106

\ — (1"~ jump)/(mf - jump)
108 —— .
Jlk {1 - no jump)/(ng - no jump)

106

104

102

Relative Investment in F: m°/mf

e —
100 e

000 025 050 075 100 125 150 175 200
Relative distance to HWM: z

—_— (1 - jump )/ - jump) L e

—— (n* - no jump)/(nj - no jump) e i

098 /'

0.97 V4

¥
0.96 /

095 /

L{.-'-aﬁ.ux “

"
/ g
e

ﬂ iz S 0.93 ,-\’? — (c- jump)/ica - jump)

Relative Consumption: cfca

0.94 /

e
[ —
———

. I == ) s fe o H
092 J (c - no jump)fica - no jump)

D00 D25 050 075 100 125 150 175 200 000 025 050 075 100 125 150 175 200
Relative distance to HWM: z Relative distance to HWM: z

e 6: Relative investment proportions and consumption proportion with and without jumps

(q1,J1)

Remark 4.1. 1. From Figure 2 and 3, the high-water mark fees have the effect of either reducing

the initial wealth of the investor or reducing the excess return or Sharpe ratio of the fund. As
expected, certainty equivalent initial wealth and certainty equivalent zero-fee return or Sharpe
ratio decrease as A increases.

. In Figure 4 we can see that, when the hedge fund return is significantly bigger than the stock

return, the optimal investment proportions at the high-water mark level 7 (0) is greater than
its Merton counterpart Tr{)T . The intuitive explanation for this feature is that the investor wants
to play the “local time game” at the boundary. When making a high investment proportion
for a short time the loss in value due to over-investment is small, while the investor is able to
push the high-watermark a little bit extra and benefit from an increased high-watermark in the
future. This additional increase in high-watermark can be also interpreted as hedging. On the
other hand, when the hedge fund return is smaller than or equal to the stock return, the optimal
investment proportions at the high-watermark level 7% (0) is less than its Merton counterpart
w(lf . In case the fund has a low return pu = 5.0%, close to HWM, the fund is practically
liquidated with 7¥'(0) = 0.05 for uf" = 5.0%.

. In Figure 4, people may wonder why varying p has an effect on the investment in the stock,

given that the fund and the stock are independent in this case? The reason is that: varying u’
increases the value function u, and the investment in the stock depends on the value function u
and its derivatives (up to second order) as given in (23). Hence, varying p! indirectly changes
the investment in the stock. Also in Figure 4, we observe that the graph of the investment in the
stock is non-monotone with respect to the horizontal axis (i.e., the relative distance to paying
HMW fees). This is because in (23) the investment in stock depends on z in a complex and
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Figure 7: Relative investment proportions and consumption proportion with and without jumps
(q27J2)

non-monotone manner, through the value function u and its derivatives (up to second order).
We don’t have a very intuitive explanation of this non-monotonicity observation.

4. When we investigate the effect of correlation, in Figure 5, we oberve that increasing correlation
would decrease the certainty equivalent wealth.

5. From Figure 6-8, we can see that the relative investment in stock and relative consumption are
in general insensitive to jumps, except for a few z values we think due to numerical instability.
There is a noticeable difference for change in relative investment in fund 7 /#f" for (q1,J1)
and especially (qg,J3) when the jumps are big, i.e., the HWM fee implies more conservative
investment in addition to jumps themselves.

5 Conclusions

From a finance perspective, we built a general model of optimal investment and consumption when
one of the investment opportunities is a hedge-fund charging high-water mark performance fees. Our
model is a significant generalization of the previous model in [18] so that it can be applied in a market
with more assets and richer dynamics (meaning jump price processes).

Mathematically, our approach illustrated a direct way of solving the problem of stochastic control
of jump processes, by finding a classical solution to the associated HJB equation and then proving
verification. This procedure can be carried out for many other stochastic control problems in different
contexts.

Numerically, our iterative procedure of solving non-linear ODEs proved to be effective when dealing
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Figure 8: Relative investment proportions and consumption proportion with and without jumps
(q37J3)

with ODEs of the HJB type, even when the ODEs are non-local and the boundary conditions are of
different types (Dirichlet, Neumann or mixed). Also, our numerical experiment provided a variety
of ways of understanding the impact of the high-watermark fees, as well as other parameters, on the
behavior of the investor both qualitatively and quantitatively.

Some of the extensions and future directions are:

The utility function in our model is limited to be power utility, to allow for dimension reduction.
A natural extension is to consider general utility function. Then, we would probably need a
mixture of viscosity and probabilistic techniques to solve the much more technical problem of
general utility in our general model.

In our model, we only consider one hedge fund charging high-water mark fees among all risky
assets. It would be interesting to extend it to a model with multiple hedge funds each charging
its own high-water mark fees. This would yield a genuine multi-dimensional control problem
with reflection. However, at this moment, it’s not clear to us if this much more general model is
tractable.

Our model does not address the behavior of the hedge fund manager. If the hedge fund manager
can also adjust the rate of the fees and/or invest in opportunities that may or may not be
accessible to normal investors, then the fund manager also faces her own utility maximization
problem. In that case, we have both the investor and the fund manager trying to maximize their
own expected utility, which depends on both of their strategies. We can formulate a differential
game between the investor and the hedge fund manager. This is also an interesting future
direction.
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