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1. Introduction

In his seminal paper [1], Merton formulated and solved a central financial problem of optimal investment and
consumption in continuous time. This problem has been extended and extensively used in financial models. Instead of
surveying this large body of scientific accomplishments, we simply refer the reader to the book of Karatzas and Shreve [2],
the classical paper of Sethi and Taksar [3] and the recent papers [4-10] and the references therein. One direction of extension
has been to include market frictions in the Merton problem and to study their impact on the optimal decisions. This paper
is a study in this direction.

There are several sources of market friction. However, in the literature transaction costs and portfolio constraints have
received the most attention. The proportional transaction cost is a consequence of the bid and ask spread and it was first
studied in the context of the Merton problem by Magill and Constantinides [11] and later by Constantinides [12]. This model
was later put in a modern mathematical framework in continuous time by Davis and Norman [ 13], the maximal growth rate
problem was solved explicitly by Dumas and Luciano [ 14] and the viscosity theory was developed by Shreve and Soner [15].
In discrete theory, the model is fully developed by Jouini and Kallal [16]. For the results on transaction costs, we refer the
reader to the recent book by Kabanov and Safarian [17] and the references therein. A similar concept of friction is due to
liquidity. Indeed, recently Cetin, Jarrow and Protter developed a mathematical model for an illiquid market in [18]. The
main modeling concept in [18] is the notion of a supply curve which gives the price of stock as function of the trade size.
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Numerical studies for the existence of a supply curve were then provided in [19]. In continuous time, only the problem
of super-replication of a contingent claim was recently studied by Cetin et al. [20]. Later, this analysis was carried out in
discrete time by Gokay and Soner [21] and probabilistically by Dolinsky and Soner [22]. Also the Merton problem with this
model was analyzed by Cetin and Rogers [23]. They showed that the marginal price process is a martingale under the usual
risk neutral measure.

Our approach is similar to that of [23] and we provide several extensions by studying the problem in multi-dimensions,
in a generality that covers both the transaction cost and illiquidity. In addition, we also study the full optimal investment
and the consumption problem.

The model we consider postulates a penalty function for trading. To simplify the discussion, let us assume in this
Introduction, that there is only one risky asset (in this paper, we consider the general multi-dimensional case). If at any time
the investor decides to make a portfolio adjustment of & dollars in her stock account, then she loses g(«) dollars to market
friction. This function is assumed to be a general non-negative convex function with g(0) = 0. In the case of proportional
transaction costs g(«) = A|o| and in one particular example of an illiquid market with no bid and ask spread g(«) = Aa?,
where A > 0 is a (small) market parameter. The discrete time formulation has the advantage of studying several different
types of market frictions together through a general penalty function g. Indeed, in continuous time only the structure of
g near the origin is relevant. Hence, one has to distinguish the cases in which g differentiable at the origin and when not.
The corresponding techniques, results and the equations crucially depend on this differentiability property. In contrast to
continuous time, a unifying approach is possible in discrete time.

In Section 2, we define this market. In particular, the notion of a solvency set is given in Section 2.2. This is similar to the
notion used in the transaction cost literature [13]. The dynamics of the cash and stock positions are postulated in Egs. (2.2)
and (2.3), respectively. We then formulate the optimal investment and the consumption problem in Section 3. The problem
we choose to study is the finite horizon problem. The investor’s utility is derived from the sum of all discounted utilities
from consumption plus the utility from the final liquidation value of the portfolio. The dynamic programming is introduced
and proved in Section 4 in Proposition 1. We then utilize it to characterize the value function as the unique solution of the
dynamic programming equation (4.1) together with the natural initial condition. The optimal strategies are also constructed
in Section 5. This main result, Theorem 1 is also stated and proved in that section.

2. Model

We consider a market with a money market account and N risky assets. We assume that the money market account pays
areturn of fraction r > 0 of the invested amount. The problem has a finite horizon T which is a given positive integer. The
risky assets, called the stocks, provide a random return of (Rk)L1 with valuesin [—1, co)N. To achieve simplicity, we assume
that the returns are identically and independently distributed over time. We let .« be the common probability measure of
Ry’s. Mathematically, we consider the probability space (£2, F, P), where

Q=®"T,
fork € {1, ..., T}, By(w) = wy is the canonical map, F = (Fk)[:1 is the standard filtration generated by the canonical map,
ie.forke{1,...,T},

Fk - G(Blv sy Bk)a
Fy is the trivial filtration and PP is the product probability measure given by

T
PlweR: €A, k=1,....T}H =]]n@0.
k=1
The existence of such a probability space is standard. We then let the return vector at time k be given by
Ri(w) = By(w) = w.
Then, Ry’s are F; measurable, hence R is an RN-valued, F-adapted process. The connection between the stock prices S,i< of the
ith stock at time k € {1, ..., T} and the return process R is simply given by
R , . Sk Sk
K - .
Ss=Se[[1+R] < R, = S =N,
j=1 k—1
where 53 is the initial stock value. Since Rj’: > —1,Sisan (RT)N valued, F-adapted process.
The portfolio position of the investor is an F-adapted, R x (R*)N-valued process (x,y) and it has the following
interpretation,
Xy = money invested in the money market account at time k,
y}'< = money invested in the i-th stock at time k prior to the portfolio adjustment.
Fork € {1, ..., T}, letz, be the number of stocks held at time k prior to the portfolio adjustment. Hence, z is F;_; measurable
and z is an F-predictable process with values in RN. Moreover,
Ye=2S, i=1,...,N, k=0,1,...,T.
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2.1. Dynamics
Without market friction, self-financing condition would imply that a portfolio adjustment of Ayz = z,1 — z at time

k € {1, ..., T}, requires a change of S; - A,z dollars in the cash account. However, in markets with friction we know that
trading results in a loss which is a certain small percentage of the traded dollar amount

ap =S A2 =Sy (zjyy —2), i=1,...,N, k=1,...,T. (2.1)
We thus postulate the following dynamics for the cash position,

X1 = (xk — o1 —glon) — ck) A+r). ke(l,....T}, (2.2)
where the non-negative, F-adapted process c is the consumption of the investor, 1= (1,..., 1) and hence for any vector
neRrN

W'T=Zﬂi,

i=1
and
g:RY = [0, 00),
is the given loss function. We assume that
g(0) =0, g >0, gisconvex.

Specific examples of a loss function are
N . N ‘
gla) =) rlel, or gla) =) i),
i=1 i=1

where A"’s are given non-negative (small) constants. The first of the above example corresponds to the classical example
of the proportional costs [13,14,16,11,15]. The second, however, is a model of illiquidity as formulated by Cetin et al. [ 18]
and in discrete time in [23,21]. The main difference between the two examples is the differentiability at the origin. Indeed,
a non-differentiability of g at the origin corresponds to a proportional transaction cost, or equivalently the existence of a
bid-ask spread in the market.

The dynamics of the y process is the classical one. Indeed, fork € {0, 1, ..., T — 1},

Yipr = Vi t+ [le<+1sll<+1 - le<5;<]

= Y + Sk [ZII<+1 - Z;<] + Zq [sllc+1 - Sllc]
Y R )

= i+ o+ Sidi (

Sk

= y;'( + “li + [Sli(zliﬂ—l - Zli) + Z;<Sll<] Rgﬂ-l

= Vi T &+ (e + i) Rigr

= (Vi +al) A+RL,,). 2.3)

Notice that the dynamics of the state variables (x, y) in (2.2)-(2.3) are given only through the process « and not z. Hence,
in whatever follows, we use the F-adapted process « instead of z.
We also note that the mark-to-market value

N
W =X+ Y- T=x+ Z)’;{
i=1
satisfies the equation
Wirr = Wi + X + [0 + Vil - Ripr — o - 1 — (1 +1) — gl (1 +1)
= wi[1+1+ 7 Repr =] — (1 +1) — glow)(1 + 1),

where 7} := [} + y]/wy is the fraction of the mark-to-market value invested in the stock after the portfolio adjustment.
Indeed, this is the classical wealth equation when there is no friction, i.e.,, when g = 0.

Remark 1. One may also use a model in which the loss function

g () = g (Silzir — 21])
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is replaced by
G ([ZliﬁLl - Zlic]) St

with some convex function G. Although such a model has different scaling properties, same results can be proved with the
methods developed here. O

2.2. Solvency region

It is well known that any optimization problem in these models requires a lower bound on the wealth like variables;
see [2]. Otherwise, one may easily obtain non-intuitive trivial results as consumption with no bound would be admissible.
In this context, an appropriate notion is to require the after-liquidation value of the portfolio to be non-negative.

For portfolio position (x,y) € R x RN, the after-liquidation value is defined simply as the cash value of the position
after the investor is forced to liquidate (i.e., sell or close) all stock positions. Due to the loss function postulated in (2.2) this
value differs from the mark-to-market value defined in the previous subsection. Indeed, using the idea behind (2.2), with
Zk = Yr/Sk, Zke1 = 0, we obtain o, = —yj and

Lx,y):=x+y-1—g(—y), and L:= {x,y) e Rx RY : L(x,y) > 0}. (2.4)

Then, the solvency condition is simply given by the requirement that L(x,, yx) > Oforall k € {1, ..., T}, P-almost surely.
Using this requirement we define the set of admissible controls as follows.

Definition 1. A control process v := (c, ) consists of a non-negative, F-adapted consumption process ¢ and an RV-valued,
F-adapted portfolio adjustment process «. We say that a control process v = (¢, @) is admissible with initial position
(x,y) € L, if the solution (xy, yk)LO corresponding to (2.2)-(2.3) with initial data xo = x, yo = y and controls (c, «) satisfies

L yi) =X+ Y- 1—8(=0) 2 0, <= (ny) €L, Yke(l,...,T}
P-almost surely. We denote by A(x, y) the set of all admissible controls. O

Notice that starting from a position (x, y) € L, the initial choice of (cg, o) an investor can make is also restricted by the
above definition. Indeed, she can only choose pairs (cg, o) that satisfy

Lo,y =L (K= a0+ 1= g(@) = )(1+7), 0 + ) (1 +Ry)) = 0,

P-almost surely. The above is a nonlinear restriction which can be solved in specific examples. In the general context, we
simply define

U, y) = {(c,0) e R" x R" : L(x1,y1) > 0, P-as.}. (2.5)

We may rewrite the admissibility criterion using the sets U(x, y) as well. For future reference, we record this simple
connection,

(c,a) € AR, y) <= (ck, o) € Uk, y1), Yk=0,1,....T—1, (2.6)
where (i, yx) is the solution of (2.2)-(2.3).
Notice that for (x, y) € L, by definition, the choice c = 0 and « = —y provides an admissible pair. Indeed, we have the

following lemma.

Lemma 1. For any (x,y) € L, we have
Ux,y) #9, ARy #9.

Proof. Indeed, the choices ¢y = 0 and op = —y imply that
L(x—ao- 1= g@o) —)(1+1), v +a0)(1+R)) = L(x+y-T-g=»)(1+1),0)

= (x+y-1—g=y)+1 >0,

since (x,y) € L is equivalenttox + y - 1-— g(—y) > 0. Hence (0, —y) € U(x,y). To construct an admissible process, set
¢ =0,a¢9 = —yand a, = 0forall k > 1. Then, the solution of (2.2)-(2.3) at time k € {1, ..., T} is given by y, = 0 and

Xe=x+y-1—g(=y)A+nk
Then,
L, y) =X = (x+y-1—g(=y)A+nk>0. O
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Notice that if the support of the measure u is unbounded from above, there might be an implicit short-sell constraint.
Indeed, in that case any short position may yield a possible unbounded loss with non-zero probability.
We give the example of a one-dimensional Binomial model to clarify some of the above notations.

Example 1. Suppose there is only one risky asset with a binomial return structure. Then, there are 0 < d < u such that the
return R = u with probability p € (0, 1) and R = d with probability (1 — p). Although in a market with friction parameters
d, r, u can be arbitrary, let us assume that d < r < u. Then, when a > 0, the worst case for the restriction occurs after a
down movement of the stock and places the constraint

Lx—a—gl)—od+n,y+a)(1+d) =0

Set D := (1 + d)/(1 + r) so that the above inequality is equivalent to
O0<c=x+yD—a(l1—-D)—gla) —g(-y+a)(A+d)/(1+71).

When o < 0, the worst case occurs after an up movement and a similar calculation with G := (1 + u)/(1 + r) yields,
0<c=<x+yG+aG—1) —g@)—g-@+a)(1+u)/(1+r).

Combining, we obtain

Ux,y) = {(c,a) € R")?:c <x+yD—a(l1—D) —g(a) —g(—y +a)(1+d)/(14 1)}
U, a) eRT xR :c<x+y6+a(G—1) —g(a) —g(—y+a)d+u)/(1+1r}. O
3. Investment-consumption problem

In this model, we consider the classical problem of optimal investment and consumption of Merton [ 1,2]. We assume that
the investor derives utility from consumption and the final portfolio position. For a given initial position (x, y), a horizon

t € {1,..., T} and an admissible process v = (c, @) € A(x,y), the utility is given by
-1
It Xy, ¢, @) =E [Z PAU() + p'U (L (x, yt»} , (3.1)
k=0
where

U,U:R" - R,
are classical utility functions, i.e., a concave, non-decreasing functions satisfying the Inada conditions (see [2]) and the given
constant p € (0, 1) is the impatience parameter.

Then, the problem is to maximize J over all admissible controls. The resulting optimal value is called the value function

and is given by

v(t,x,y) = sup J(t,Xx,y,C, ). (3.2)

(c,0)EAx.y)

However, it is well known that even with the restriction (c, &) € A(x, y) the value function may become infinite. The reason
emanates from the market itself and is due to the possibility of arbitrage in the market. In markets without friction (i.e. when
g = 0) one has to assume the existence of a martingale measure to avoid arbitrage. However, when there is friction this
condition may not be needed. This is demonstrated by Cetin and Rogers [23] in the illiquid markets. In this paper, we simply
assume that

V(t,x,y) <oo, Vte{l,...,T}, (x,y) €L, (3.3)
recall that L is defined in (2.4).

Remark 2. Consider a horizon t € {1, ..., T}. Then, to define the maximization problem (3.1)-(3.2), we only need the
controls (¢, o) fork = 0, 1,...,t — 1 and the initial condition (xg, yo). Now suppose that one constructs the controls
satisfying the admissibility criterion (2.6) up to time t — 1. Then, one may extend this control to times larger and equal to
k by simply setting the controls to be zero. This extension satisfies the constraint (2.6) and hence it is admissible. Further,
this extension would not change the value of J. O

4. Dynamic programming

In this section, we prove the dynamic programming. In fact, the reason of introducing the problem not only for T but also
foreveryt € {1, ..., T} is due to this.
We start with a simple but an important property.

Lemma 2. The admissible class of controls A(x,y) is a convex set and for every t € {1, ..., T} the value function v(t, -, -) is
jointly concave on L.
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Proof. For initial data (x, y}) € IL and controls v’ := (¢!, ') € A(x}, y})),i= 1,2, let (¥, y') be the solutions of (2.2)-(2.3)
with initial data (x}, y})) and control V. Set b := (v! 4+ v?)/2 and let (x, y) be the solutions of (2.2)-(2.3) with initial data
(X0, yo) and control v. Since g is assumed to be convex with g(0) = 0, we directly verify that

2g(@) < glay) +g@p).
Hence, (2.2) implies that
2%, > X, + X
Also, it is clear from (2.3) that
2% =Y + Vi
We again use the convexity of g, g(0) = 0 and the definition of L to arrive at
2L(k, Y1) = L yi) + Lxi, vo) = 0.
Hence v € A(x,¥). Since U and U are concave, the concavity of the value function follows immediately. O

We continue by proving the dynamic programming. Recall that the set of admissible controls is given in Definition 1 and
the set U(x, y) in (2.5).

Proposition 1 (Dynamic Programming). Assume (3.3). Then forevery t € {1, ..., T}and (x,y) € L

v(t,x,y) = sup E[U()+pv(t—1x,y1], (4.1)
(c,)eU(x,y)

where
iyn = (k- T-g@ -1+, G+ 01 +R).
Moreover, v also satisfies the initial condition

v(0,%,y) = U (Lx,y), Y&y eL. (4.2)

Proof. For every € > 0 thereis (c, ) € A(x, y) so that

t—1
v(t,x,y) —€ < I xy.c.a) =E [U(Co) +p (Z P10 + o1 (Lxe, yt»)} : (4.3)
k=1
Since F, = o (Ry, ..., Ry), and (c, «) are F-adapted, for each k € {1, ..., T}, there are Borel measurable functions

(Ci, Aw) : RM* — RT x RV,
so that
(ks ) (@) = (G, A (@1, - . -, ).
Fix @ € R" and define
(Ck> ) (@) = (Ci15 A1) (@, @1, ..., ), k=0,1,..., T —1.
This defines the control v up to time T — 1. As in Remark 2, we extend by setting it to zero at time T. Then, it is clear that
(€, ) € A1 (@), y1(@)), (4.4)
where
G, y)@) = (01 = a0+ T gl@o) = o) (1 +1), (41 +a0)(1+ Ri(@)) ).
Then, we directly verify that

t—1
E (Z P MU () + o710 (L(xe, v1))

k=1

Fl) (&)) = v]](t - ],xl(&))alﬁ(&)), Ev&)'

Note that the right hand side of the above also depends on the initial controls (cp, ). Also, the controls (¢, &) depend on
. But we suppressed these dependences for notational simplicity.
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‘)

By (4.3), we now have the following.

v(t,x,y) —€

IA

t—1
E |:U(Co) + pE (Z P + T Lk, )

k=1
=E [U(CO) + p“]](t - ]7 xl(&))!y1(&))’ Ev &)]

= U(C0)+/ J(t_ 1,X1(5)),J’1(5))»E,5¢) M(dd))
RN

E[U(co) + pv(t — 1,x1,¥1)],

where in the final inequality we used (4.4). Since € > 0 is arbitrary and (cp, ) € U(x, y), this proves one of the inequality
(<)in (4.1).

The opposite inequality is proved by using the concavity and hence the continuity of the value function and a measurable
selection argument. Indeed, for ¢ > 0 and (x, y) € L choose (c¢(x, y), a(x,y)) € A(x,y) so that

JE—=1,%y,c Xy, a(xy) = vt —1,xy) —¢, (4.5)

also (c€(x,y), a¢(x,y)) € A(x, y) forall (x, ¥) in a neighborhood of (x, y). Now define an open set O¢ (x, y) by (%, y) € 0°(x, y)
if and only if the following conditions hold,

(Cc“(x ), a°(x,y) € AR, ),
‘](t - 1!X7y7 Ce(xmy)’ae(XMV)) _.l(t - 19)‘2’5/7 CE(X,y), ae(xay))‘ <€, (46)

IA

and

ot —1,xy) —v(t — 1,%,§)| <e. (4.7)
We use the continuity of J and v to ensure that O¢(x, y) is an open set of LL for each (x, y). Since L is locally compact and
O¢(x,y) is an open covering, there exists a countable set {(xx, yx)} so that,

L = Uy O (X, Y1)

By a standard argument we then construct a disjoint covering I, and each is a subset of O°(x,, yi). Then, for every point
(x,y) € L there exists a unique k = k(x, y) so that (%, y) € I.
We now choose (c*, «*) € U(x, y) so that

E[U()+pv(t—1.x7.y7)] = sup E[UQ@+pv(t—1,x.y1)]—¢,
(c.)el(x)

where (x7, y7) is the random point that is obtained from the initial data (x, y) and the control (c*, «*). We now define a
control (¢, &) € A(x, y) by
@ a) = (c*, a™), ifs=0,
ST (e (s yids—1, @ (i, yi)s—1) - ifs > 0, (X7, y) € Iy

where k* is the random integer so that (x], y7) € I
We then directly argue by using (4.5), (4.5) and (4.7) that

Jt,x,y,¢,&) = E[UC) + p] (t — 1, X5, Y5, ¢ (sXee, Vi), o (e, Yiee)) |

> E[U*) 4+ pJ (= 1, X, Yier, € (e, Yies), @ (Xies, Vi) | — €
> E[UC*) +pv(t—1, % ye) | —2€
> E[UCH)+pv(t—1,x7,y7)] - 3e.

We now use the choice of (c*, «*) € U(x, y) and the inequality v > ] to arrive at

v(t, %, y) = J(t,%,9,6,8) = E[U) +pv(t—1,x,¥)] - 3¢
> sup E[U@)+pv(t—1,%,y1)]—4e. O
(c.)el(x.y)

5. Optimal strategies

In this section, we show that the value function is the unique solution of (4.1) and the maximizers of the expression in
(4.1) form an optimal feedback policy. To formalize the final statement, we assume the following about the structure of the
set U(x, y) defined by (2.5). This assumption is verified under natural structural conditions in Lemma 3.

For each (x,y) € L, U(x, y) is a bounded subset of R x RN. (5.1)
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An immediate consequence of this assumption is that the value function is finite and the maximum is achieved as the
problem becomes a finite step maximization over compact set. Hence (5.1) implies (3.3).

Since U and v are concave and U is compact under the above assumption, we see that for each (x, y) € LL there are
maximizers of the expression in (4.1). By concavity, and hence continuity, of U and v, we conclude that there exists

v = (CH A% {1,..., T} xL - Rt xRV,
so that

Vit x,y) € Ux,y), VY (xy) €L, (5.2)
and again forevery (x,y) € Landk € {1...., T},

v*(t, x, y) maximizes the expression in (4.1) at time t.
We may now solve (2.2)-(2.3) starting from any initial point (x, y) € L. and using the feedback strategy v*. Indeed, for a
given initial data (x, y) € L and a horizont € {1, ..., T}, let (x, y*) be the solution,

X, = (x,z ARt — kXL YL - T — gAT(E — kX ) — CH(E— k, x;,y;)) 1+71),

Yirr = O + At =k X, ¥)) (1 + Rey),
fork € {0, 1, ..., t — 1} together with initial condition (x}, y5) = (x, y). Then, the actual open loop controls are obtained
by simply evaluating v* at (t — k, x;, y}), i.e.,

= C*(t — k, Xi, Vi) oy = A (t — kX, ¥), k=0,1,...,t—1.
This procedure constructs the controls (c,ﬂ, a,ﬂ) for timesk =0, 1, ...,t — 1. Moreover, by (5.2),

(cp- ) € UK, Y, k=0,1,...,t—1.
We then extend (cf, «f) for all k’s as in Remark 2. The resulting extension, called (¢, «'), is admissible, i.e., (c', @') € A(x, y).
Theorem 1. Assume (5.1). Then the value function is the unique continuous, solution of Eq. (4.1). Moreover, the feedback control
(c*, a™) constructed above is optimal.

Proof. We have shown that the value function is a solution of the dynamic programming equation (4.1). Let (¢!, ') be the
admissible control processes constructed above. Since v*(t, x, y) maximizes the expression in (4.1) at time ¢,

v(t,x,y) = E[U(cy) + pv(t — 1,x3,¥))].
Using the construction in the proof of Proposition 1, and we iterate this to arrive at

t—1
v(t, x,y) =E [Z PU(c) + p'v (0, x;, yi)] :

k=0
We now use the initial condition v(0, X, y) = a(L(x, y)) to conclude that
v(t,x,y) = I(t, x, y, c*, o).

To prove uniqueness, let V be a continuous solution of the dynamic programming equation (4.1) with the initial condition
V(0,x,y) = U(L(x,y)). We construct a feedback control # exactly as n* and an open loop control (c, &) again exactly as
(ct, ot). Then, the preceding calculations also show that

V(t,x,y) = I(t,x,y,C, ) < v(t, X,¥).
To prove the opposite inequality, let n = (c, o) be any admissible control in A(x, y). Then, by (2.6),
(ck, o) € Ui, yi), k=0,1,...,t—1,

where (xk, y) is the solution of (2.2)-(2.3) with initial condition (x, y) and control . We use the dynamic programming
equation (and the construction given in Proposition 1) to conclude that

Vk, X, y1) = E[U(ck) + pV (k= 1, X1, Yir1) | Bl k=0,1,...,t =1
We now iterate this inequality. The result is

V(tv va) Z ]E[U(CO) + pv(t - ]7X1»y1)]
> E[U(co) + pE[U(c1) + pV(t — 2, X3, y2) | Fil]
= E[U(co) + pU(c1) + p°V(t — 2, %3, ¥2) ]

\%

v

-1
E |:Z ,okU(Ck) + ,ORV(O, Xt,}’t):|

k=0
= J(t,x,y,c,a),
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where in the final step we use the initial condition. Since (c, «) € A(x, y) is arbitrary, the above implies that

V(t,x,y) > sup J(t,x,y,c,0) =v(t,x,y). O
(c,a)eA(x,y)

We continue by providing a natural sufficient condition for (5.1). ForI C {1,...,N}and é > 0, define
Q% =R <r -4, foriel, andR"] >r+86, forj &I},

Recall that u is the probability measure associated with returns Ry.

Lemma 3. Assume (3.3) and that for some § > 0,
" (.Q‘S") > 0,
for every subset I C {1, ..., N}. Then, U(x, y) is a bounded subset of R* x RN forall (x,y) € L.

Proof. It is clear that if (c, o) € U(x, y), then c must be bounded by above. Now suppose that there are (c™, «™) € U(x, y)
so that |«™| tends to infinity. Considering a subsequence, we may assume that all components of «™ converge (including
the limit points f-00). First assume that («™)! converges to plus infinity for some i. Set I to be the set of indices for which
the limit point is plus infinity. Then, one can argue that on the set £2%,

L(x—a-T-g@) -0 +n, g +a)(1+R)

converges to minus infinity. Hence a contradiction to the fact that (c™, «™) € U(x, y) and thus the above expression is non-
negative with probability one.

Now, if (@™) converges to minus infinity for some i, we set I to be the complement of the set on which the limit point is
minus infinity and argue similarly. O
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