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THE SELF-COORDINATION MEAN-VARIANCE STRATEGY IN CONTINUOUS
TIME

YuN Sur'@, DuaN Li?2 AND XI1ANGYU Cur*

Abstract. The dynamic mean-variance portfolio selection problem is time inconsistent. In the lit-
erature, scholars try to derive the pre-committed strategy, the time consistent strategy and the self-
coordination strategy. The pre-committed strategy only concern the global investment interest of the
investor. The time consistent strategy only concerns the local investment interests of the investor,
while the self-coordination strategy balances between the global investment interest and local invest-
ment interests of the investor. However, the self-coordination strategy is only studied for the discrete
time mean-variance setting. We study the self-coordination strategy for the continuous time mean-
variance setting in this paper. With the help of mean-field reformulation, we derive the analytical
self-coordination mean-variance strategy and show that the pre-committed strategy and time consis-
tent strategy are special cases of the self-coordination strategy.
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1. INTRODUCTION

In a dynamic mean-variance framework, the investor decides the global optimal strategy according to the
following problem, (M V),

max g, [X"“(T)] — AVarg 4, (X“(T)),

{ut}fzo

where A > 0 is the risk aversion parameter of the investor. The global optimal strategy of (MV}), which is called
pre-committed strategy in this paper!, can guide the investor to the best performance at time 7" based on the
information and wealth at time 0. When coming to a future time instant ¢(> 0), the investor may reconsider
the portfolio selection problem based on the information and wealth at time ¢, and would like to choose the
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11t is termed “strategy of pre commitment” in [14], and “pre-committed strategy” in [2,6].
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optimal strategy of the following problem, (MV;),
max B, g, [X*“(T)] — AVary 5, (X*(T)).

{“-e}Z:t

However, as Var, ,, (X“(T)) # Vary ,, (Vars ., (X*“(T))) for s > ¢, the objectives for different time horizons do
not satisfy the Bellman’s principle of optimality of dynamic programming, and the optimal strategy of (MV;)
is in general different from the global optimal strategy of (MVp). Such conflict among the investment strategies
optimally derived for different time horizons is termed time inconsistency in the literature, which represents
the conflict among the global investment interest and the local investment interests of the investor (see [2,6])%.
Besides the mean-variance model, almost all widely adopted risk measures involving non-expectation operators
in the literature, including VaR (Value-at-Risk) and CVaR (Conditional Value-at-risk), are not time consistent
(see [1,5]).

To overcome the time inconsistency issue of the dynamic mean-variance problem, the conflict among the
global investment interest and the local investment interests of the investor should be resolved. In the literature,
the dynamic mean-variance problem is often reformulated as a sequential game among the investor at different
time instants, in which the investor at time ¢ optimally chooses the equilibrium strategy on the premise that
the investors in future time instants have already decided their equilibrium strategies in a similar fashion. The
subgame perfect Nash equilibrium strategy is called time consistent strategy (see [2,4,14,16]). Although the time
consistent strategy achieves equilibrium among the local investment interests, it omits the global investment
interest and could lead to poor global investment performance (see [9]).

Different from the sequential game reformulation, [8] proposed a two-tier planner-doer game framework for
the discrete time mean-variance setting®. Under the framework, the planner, which represents the global interest
of the investor, can influence the strategies of the doers, which represents the local interests of the investor at
different time instants, via a punishment scheme. Thus, there is a sequential game among the doers and a
leader-follower game between the planner and the doers. The equilibrium strategy of the two-tier planner-doer
game, called self-coordination strategy, can achieve the balance between the global interest of the planner and
the local interests of the doers.

In this paper, we extend the two-tier planner-doer game framework of [8] to the continuous time setting, and
successfully apply the framework to continuous time mean-variance portfolio selection problem. After proposing
a particular punishment scheme, which satisfies the assumptions of the game framework, we obtain the portfolio
selection problem with self-coordination punishment. Although the new problem is quite difficult, we change
it into its mean-field reformulation and derive the explicit self-coordination strategy, which is a closed-loop
strategy. Our work pushes forward the state-of-the-art in resolving the long-standing issue of time inconsistency
in continuous time mean-variance setting.

The remaining of this paper is organized as follows. In Section 2, we review the pre-committed strategy and
time consistent strategy. In Section 3, we extend the two-tier planner-doer game framework to continuous time
setting, propose a suitable punishment scheme and derive the explicit self-coordination strategy. Finally, we
conclude our paper in Section 4.

2. PRE-COMMITTED STRATEGY AND TIME CONSISTENT STRATEGY

We consider a typical Black-Scholes market setting, in which two assets are traded continuously. One of the
assets is a risk-free bank account whose value process Sp(t) is subject to the following ordinary differential
equation (ODE):

dSO(t) = TSO(t)dt, t> 0,
So(0) = s0 >0,
2More real life and economical time inconsistent problems can be found in [12,13,15].

3The two-tier planner-doer game framework is the extension of [10,11]’s dual self model, which requires the preferences at
different time instants be myopic or involve only the expectation operator in the objective functions.
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where r > 0 is the interest rate. The other asset is a risky stock, whose price process S (t) satisfies the following
stochastic differential equation (SDE):

dSy(t) = S1(t) [pdt + cdW (t)], t >0,
51(0) =351 >0,

where p is the appreciation rate, o is the volatility or dispersion rate of the stock and W (¢) is standard Brownian
motion defined on (Q, Fr, {F:}, P). We assume in this paper that all the given market parameters r, u and o
are deterministic constants.

We now consider an investor of a mean-variance type with an initial endowment xy > 0 and an investment
horizon [0,T]. Assume that the trading is self-financed and takes place continuously, and that there is no
transaction cost and consumptions during the investment process. The wealth process, X*(t), then satisfies

{ dXU(t) = [rX*(t) + (n— r)u(t)]dt + ou(t)dW (t), 0<t<T, Q)

X"(0) = xo,

where portfolio u(t) denotes the total market value of wealth in the stock. We define the infinitesimal generator
A" now as follows,

AUV (t,2) = Vi(t, ) + [rz + (u— r)u(®)] Va(t,z) + %g2u2(t)Vm(t, z),

where Vi(t,z), Vi(t,x) and V., (¢, ) denote the partial derivatives of V (¢, z) with respect to ¢ and z, and the
second order partial derivative of V' with respect to x, respectively.

At time 0, the investor is seeking the pre-committed optimal strategy such that the expected value of the
terminal wealth is maximized and the variance of the terminal wealth is minimized,

(MVo(A))  max Eo g, [X*(T)] — AVarg,a, (X"*(T)),
s.t. (X"(+),u(-)) satisfies (1),
where u(-) is the decision variable, A > 0 is risk aversion parameter, which represents the trade-off between the
two conflicting objectives (the larger the A, the larger the risk aversion). Varying parameter A in (0,+00) in

problem formulation (MVp(A)) traces out the efficient frontier in the mean-variance space.
The pre-committed strategy of (MVs(\)) can be found in [17],

6T

Com Y |: ( rT e ) —r(T—t)i|
tox) = — — N 2
u " (t, x) ol Gl + o )¢ , (2)
where § = (’Lgizr)z Moreover, the corresponding efficient frontier is expressed as
e—6T - )
Varg g, (X*“(T))]ycom = {—o=oT (Eo,00 [X“(T)]]ycom — €™ x0)7,

for Eg z [X"(T)]|ycom > " x.
Next, we provide the definition of time consistent strategy and derive the time consistent strategy for MV (\).

Definition 2.1 ([4]). Consider a portfolio strategy u7“. Choose a fixed 4, a fixed real number h > 0. Also fix
an arbitrarily chosen initial point (¢, ). Define the strategy wy by

(5,9) = 1, fort <s<t+h,
Unisy) = uTC(s,y), fort+h<s<T,
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FIGURE 1. Diagram of two-tier planner-doer game framework.

and denote the objectives at time ¢ of two strategies as J(t,z,u”T) and J(t, z,up). If

TCYy _
i inf J(t,x,ut ) = J(t,x, up)
h—0 h

>0

for all @, we say that «7¢ is a subgame perfect Nash equilibrium strategy or time consistent strategy.

Following [2] and [4], we can derive the time consistent strategy as

1 _
O(t,a) = gee T OEZL (3)
2\ o

with the corresponding efficient frontier expressed as

Varo,zy (X*(T))ure = 55 (Eo wo[ X (D)]lure — exo)?,

for Eg oz [X"“(T)]|yrc > e xp.

3. SELF-COORDINATION MEAN-VARIANCE STRATEGY

Before we derive the self-coordination strategy for the continuous time mean-variance setting, we first extend
the two-tier planner-doer game framework of [8] to continuous time setting. The two-tier planner-doer game
framework in discrete time can be illustrated by Figure 1.

The red person above is the planner, who can induce the blue doers to make decisions by announcing a
planned strategy and committing that the deviation from the planned strategy would cause a punishment. And
the blue doers in the below would make decisions by considering both the planner’s announced strategy and the
future doers’ strategies. Thus, there are a sequential game among the doers and a principle-agent game between
the planner and the doers.

Consider a controlled Markovian process X in continuous time within interval [0, 7], which is defined on a
filtered probability space (2, Fr, {Fi}, P). At time ¢, after knowing X;* = z, the decision maker wants to decide
the [t, T] optimal strategy by maximizing the following preference over time horizon [¢, T,

J(t @, {uls, X3)} s,

where u(s, X2) is the strategy at time s, J is a deterministic function that describes the objective of the decision
maker at time t. In general, these preferences at different time instants do not satisfy Bellman’s principle of
optimality, which makes the decision problem under consideration time inconsistent.
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To balance the global and local interests of the decision maker, a punishment scheme is proposed. More
specifically, the planner, who represents the global interest of the decision maker, decides a planned strategy
denoted by {v(t, X*)}X,, announces it to the doers, and commits that any derivation by the doer ¢ from the
planned control strategy leads a punishment denoted by

Btz [/t 9" (s)(u(s, X§) — V(SvXﬁ))zdS] ;

where g“(s) > 0 is the weighting function of the punishment, which depends on the applied strategy after time s
but does not depend the strategy at time s. Apparently, the punishment is always non-negative. And when the
strategies u and v are identical, the punishment is zero, which implies that when the doer follows the planned
strategy there is no punishment. Thus, the doer ¢ faces the following optimization problem, (SC9°° (1)),

T
I {u(s XY~ Be [/ g%s)(u(s,X:)—u<s7X:>>2ds].
u(s, X¥ s>t - t

As the optimization problems of the doers with punishment are still time inconsistent, the doers tries to find
the subgame perfect Nash equilibrium strategy in Definition 2.1, which is denoted as {u” (s, X*)}T_.s.

At the same time, the total amount of punishment applied by the planner will in turn penalize the planner
himself. Thus, the planner faces the following optimization problem, (SCPanmer ()

T
max J(O"T()v{UV(S’Xsu)}ZZO) _W]E0737(J / gu(s)(uu(S’Xsu) - V(57X:))2d5 )
{v(s. X)) Ts, 0

where w is the trade-off parameter between the original global objective and the total expected punishment,
which represents the self-coordination willpower of the decision maker. The larger the w, the stronger the
planner’s dislike of the difference between the doer’s subgame perfect Nash equilibrium strategy strategy from
the planned strategy.

In general, this constructed planner-doer game can be solved by the following procedure: 1. obtain the subgame
perfect Nash equilibrium strategy of (SCI°°* (v)), {u” (¢, X{*)} X, for any given planned strategy {v(t, X/*)} X o
2. with knowing the doers’ responsive subgame perfect Nash equilibrium strategy, solve (SCP!21er(())) to obtain
the best planned strategy {v*(t, X{*,w)}[q; 3. substitute the best planned strategy {v*(t, X{*,w)}{5, into
{u”(t, X)}LE o, and obtain the applied strategy of the doers, {u?" (t, X}, w)}X 5. Under equilibrium, the applied
strategy of the doers is called self-coordination strategy, which is denoted {u®°°(t, X, w)} L.

In the following theorem, we obtain some useful results for the self-coordination strategy without solving the
planner-doer game directly. We give an important assumption of the punishment scheme.

Assumption 3.1. For any planned strategy {Z/(t,Xf)}tTZO, there exists a unique subgame perfect Nash equi-
librium strategy of (SCI°*(v)), {u”(t,Xf)}tTZO, And for any admissible strategy {u(t,X,}‘)}tTZO, there exists a
unique planned strategy {v*(t, X{*)} 5, such that u’" (t, X2 = u(t, X).

Theorem 3.2. Under Assumption 3.1, the self-coordination strategy, which is denoted as {u®°°" (t, X}, w)}fzo,
is the pre-committed optimal solution of the following optimization problem, (SC(w)),

{u(t. X}

max  J(0,z, {u(t, Xt“)}tTZO) — wE 4 l/o g (s)(u(s, X¥) — VU(S,X:))st
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Proof. For a given planned strategy {v(t, X}*) ;‘FZO, the doers adopt the subgame perfect Nash equilibrium
strategy {u”(t, X}*) ?20 by solving the doer’s problem. Then, the planner faces the following problem,

T
max (0,0, {u” (5, X Vo) — o, | [ 9"(6)(0” (5, X7) = (s, X2))Pds
(s X} = 0
Under Assumption 3.1, {u(t,Xtu)}fzo and {v*(t, Xt“)}tho have a one-to-one mapping. Therefore, by changing
the decision variable {v(¢, X}*) ?ZO in the planner’s problem (SCP2mmer (1)) into {u(t,Xt“)}fZO, we can obtain
the problem (SC(w)), which determines the self-coordination strategy. O

Next, we derive the self-coordination strategy for continuous time mean-variance setting. As shown in
Section 2, both the pre-committed strategy and the time consistent strategy take linear forms. Thus, we confine
ourselves to consider only linear self-coordination strategy.

Denote the doers’ carried out strategy as u(t,x) = k"(t)z + [*(¢) and the planner’s planned strategy as
v(t,x) = kY (t)x + 1¥(t). We propose the following particular form of punishment,

B /t Ao?([a"(s)]2 — A" (s))[k" ()X (s) +1"(s) — K" (5) X" (s) — I"(s)]"ds | , (4)

where a(t) and A%(t) satisfy the following ODEs,

a (t) +ra®(t) + (p —r)a (k" (t) = 0,

() +244@)[r + (n— r)k ()] — o*([a"(1)]* — A1) [F*()]* = 0,

where a}(t) and A} (t) are the first order derivatives of a*(t) and A" (t) with respect to ¢. It is easy to show that

{ ([a*(®)]* = A%(1))r = —([a"(®)]* — A*(E){2r + (1 — )k ()] + o* (k" (1))},
([a*(T))? = A(T)) =1,

which implies that [a¥(£)]2 — A¥(t) = e~ Ji' 2{r+(r=r)k*(©)]+o*(k*(s)*}ds 5 0 holds for all £, and the punishment
is non-negative. Furthermore, based on the ODEs, we find that [a“(t)]> — A%(t) does not depend on the value
of k*(t) but depend on the values of k%(s), (s > t). Under the assumption of linear strategy, the proposed
punishment introduces a running cost into the doers’ and planner’s problems. The running cost takes a quadratic
form of the wealth state, which makes it possible to obtain the explicit self-coordination strategy. If both the
planner’s planned strategy and the doers’ carried out strategy are general functions of wealth, explicit self-
coordination strategy may not be obtained.
The following proposition reveals that the proposed punishment scheme satisfies Assumption 3.1.

Proposition 3.3. Under the proposed form of punishment in (4), the subgame perfect Nash equilibrium strategy
of the doers {u”(t,Xt“)}?ZO are given as

(0, X0(0) = B (00 (0) + 1 () = O E gy DO IO

7
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where
A (p-nAv@m (1= 1B (1)
M= e arm)y T e E - AR @)
BY (6) + B (0 + (u — 1)k (1)]
TN (1) (1 — ) A (1) — 0 ([0 ()] — A ()K" (1)} = 0, (5)
B (T) =1,

B (t) is the first order derivative of B" (t) with respect to t. Thus, by setting
V(L x) = [2k%(t) — k(t)]x + 20%(t) — 1(t),
we have u”" (t, X" (t)) = u(t, X“(t)), i.e., Assumption 3.1 is satisfied.
Proof. Under the proposed form of punishment in (4), the doers faces the following optimization problem,

max E; o[ X“(T)] — AVar; o (X“(T))
{uls, X" (s)}1s,

— A’ Erq /t ([a" ()2 — A"(5)) (K" (5)X " (s) +1"(s) — K" (5)X"(s) — 1"(s))*ds | ,

where the wealth dynamics is characterized by

{ dXU(t) = [rX"(t) + (p—r)(K“ () X"(t) + 1%(t))]dt
ok ()X U(E) + 1 ()]dW(E), 0<t<T,
X(0) = .

Next, we derive the subgame perfect Nash equilibrium strategy {k* (£)X“(t) 4 1" (t)}é>0 Let us define

><

[ u(T)] E, I[ u (S,X“(s))]7 5>,
v ( ) ) =[E, x[Xu T)] Avart,x(Xu(T))
= Epo[Es xo [X“(T)]] = Ay o [Vars xu (X*(T))] — AVar, o (Es xp [X*(T)])
[

=E; v (s, X"(s))] — AVar; . (g(s, X“(s))), s>t

with terminal condition ¢* (T,z) = z and V*' (T, z) = .
Applying the analysis method of [3], the extended HJB equation is given as follows,

Vi +  sup {[m (= ) RO + PNV 4 5o (R (0 + ()Y

ke (£),0% (t) 2
Ao (R () + 14(1)) 292 = Ao ([ (1)) = A" (1))
(K (8 + 1() = K (1) m)} 0,
VYT, z) = x,

a2 (kY (t)z 4+ 1" (1))% g™ =0,
VT, x) =

gi" + [ro+ (u— )& Oz + 1 @)} + 5
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where V', V¥, V;g, g, g%, g% denotes the derivatives. As [a% (1)]? — AY(t) =

e~ S 2+ (=" ()40 (" ()35 does ot depend on the concrete value of k(t), [a™ (t)]> — A% (t) is
exogenous when solving the extended HJB equation. It is natural to make the Ansatz,

" (t,z) = a® (t)z + b (t),

v

V¥ (t, x) = MY ()x? + B (t)z + DY (t).
Then, we have the subgame perfect Nash equilibrium strategy as follows,
y v V() + It
e = OEE gy L EOLO, 0
and the parameters satisfy the following ODEs,

ap” () + a* (t)[r + (= r)k"" ()] = 0,
o (T) =1,

N

() + (= r)at (1 (t) =0,
bu” (T) =
"(t "(t)[r + (= )k ()] = o> ([0 ()] — A (1) (k" (1))* =0,

A}
Au
{ t)+ B ()[ + (= 1)k (1))

+2)\l“ ( =) A (1) — o ([0 ()] — A ()k (8)} =0,

)+ B ( ) =) () = Ao ([a*" ()] — A () (1"

u

and al” (t), b2 (t), A (), B* (t) and D" (t) are the first oder derivatives.
As equation (6) has constructed the one-to-one mapping between u” (¢, X{*) and v(t, X}*), we can simply
choose

V(L x) = [2k%(t) — k(t)]x + 20%(t) — I(t),
which implies u”" (t, X*(t)) = u(t, X*(t)). O

Remark 3.4. Proposition 3.3 shows that the subgame perfect Nash equilibrium strategy of the doers
u’(t, X"(t)) depends on the coefficients a" (t) and A"’ (t), which further depends on {u”(s, X*(s))}1s,.
Therefore, the subgame perfect Nash equilibrium strategy of the doers u”(t, X*“(t)) is not fully explicit.
The system should be solved numerically by a backward scheme. When the future strategy after time ¢,
{u”(s,X"(s))}L,, as» are obtained, we can compute a* () and A* (t) by the ODEs, and then determine
the current strategy u” (t, X“(t)).

Substituting the planned strategy v*(t,z) = [2k*(t) — k(t)]x + 21*(t) — I(t) back into the punishment in (4),

the punishment becomes

Bz /t Ao® ([a" ()] — A*())[K"(5)X " (s) +1"(s) — k()X "(s) — U(s)]*ds| - (7)
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This term measures the punishment happened under punishment scheme (4), which can let the doers adopt
{k*(s)X"(s) +1%(s)}1_,. Based on Theorem 3.2, the self-coordination mean-variance strategy can be obtained
by solving the following problem parameterized in w, (MV (A, w)),

max Eg ., [X*“(T)] — AVarg 4, (X*(T))
T
o[ [ A OF = AO) [ OX +1(0) = )X ~ (0] ae],
s.t. (X%(+), u(-)) satisfies (1),
u(t, z) = k" (t)z + (1),
where a(t) and A%(t) satisfy the following ODEs,

{a”(t) +rat(t) + (p—r)a* (k" (t) = 0,
“(T) =
{ (t)+2A“ )+ (= k()] = o*([a"(1)]* = A*(1))[k“(1)]* = 0,
AY(T) =

Before deriving the pre-committed strategy of (MV (A, w)), we make more detailed discussion for the punish-
ment scheme in (4). Based on the proof of Proposition 3.3, it is easy to check that any punishment

T
E:. / G (s)[K (5) X2 + 1%(s) — k¥ () X% — 1¥ (5)]%ds |,

with g*(s) > 0 can construct a one-to-one mapping between between u” (¢, X“(t)) and v(t, X*(¢t)). Then, why
do we choose a particular form Ao?([a%(t)]?> — A%(t))? Because this punishment has an important economic
meaning.

Let us first introduce the concept of instantaneous utility loss at time ¢ for a given policy {u(t, X“(s))}%,.
For a fixed real number h > 0, consider the following dynamic mean-variance problem, B

max E; o [X™(T)] — AVary . (X™(T)),
{m(s, X0 ()} £

where the strategy m, is defined as

(5,9) = w(s,y), fort<s<t+h,
5Y)= u(t,y), fort+h<s<T.

We denote the subgame perfect Nash equilibrium strategy of the problem from ¢ to ¢t + h as {#(s, X (s)) g’tﬂ

and denote the objectives of the optimization problem under 7, and u as J*(t, 2, 7;) and J%(t,z,u).

Definition 3.5. The instantaneous utility loss for a given strategy {u(s, X*(s)) Z;t is

}llm%)(J”h(t x, ) — JU(t, @, u)).

The instantaneous utility loss represents the objective reduction when choosing a local optimal strategy in an
instantaneous time slot instead of following the specified strategy {u(s, X*“(s))}Ls,, which is quite similar to
the concept of opportunity cost.

Proposition 3.6. Under the punishment term in (7),

Ao® ([ (8)] = A (D) K" (1) X" () + 1(t) — k(6) X" (t) = I(D)]%,

is just the instantaneous utility loss for the strategy {k"(s)X"(s) +1*(s)} 15,
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Proof. For given strategy {k"(s)X"(s) +1"(s)}1s;, we have

{ dX"(s) = [rX“(s) + (p—r)(k*(s) X" (s) + l“(s))]dt
+olk¥(s)X¥(s) +1“(s)|[dW(t), t<s<T,
XU (t) = x.
Let us define

Vu(t,.%) = Et,I[Vu(SaXu(S))] - )‘V&rt,m(gu(stu(S)))v s>t

with terminal condition ¢*(T,x) = x and V*(T,x) = x. Applying It6 Lemma to g“(¢,z), V*(t,x), and letting
s — t, we have

g¢ (tx) + [re + (n = r) (K" (O)x +1(8))]g, (¢, 2)
o2k () + 1" (0)]2g () =0,
Vit x) + [re + (p = r) (B (0)x + 1(0) ]V, (¢, @)
o2 [k (t)x + 1" (O] V (t, 2) — A [k (t)a + 1" (1) [95: (¢, 2)]* = 0,
where g'(t,z), g2(t,z), Vi(t,x), Vi(t,x), g (@), Vi (t,2) are the derivatives. It is easy to verify that

g“(t,z) = a"(t)x + b (1),
VU(t,z) = AMA"(t)z? + BY(t)x + D“(t),

with the parameters satisfying the following ODEs,

{ ag (t) + a"(O)[r + (u — r)k"(t)] = 0,

S]

(1) =1,
b“t+ a"()I"(t) =0,

bu
A (t) t 2A“ O + (1= )" (1)] = o*([a" ()] — A1) (k*(t))* = 0,
Au

2N (O { (1 — 1) AY(E) — o ([0 (1)]* — A(1)k" ()} = O,

Di(t) + B () (= )l (t) — Ao ([a" (1) — A(£))(I*(£))* = O,

o
{
{B +B"t>[ + (= k()
oz

and a} (t), by (t), Ay (), Bi(t ) and D} (t) are the first oder derivatives. We have g"(t+h, x) = a¥(t+h)x+b"(t+h),
VU(t+ h,z) = NA“(t h) + BY“(t + h)x + D*(t + h), and

JU(t, z,u) = NAY(t)z? + B(t)x + D“(t).
The optimization problem

max E; o[X™(T)] — AVar, ,(X™(T)),
{m(s,X™n ()} 1]
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reduces into

max Ep o [ANA"(t + h) (X[ ) + B (t+ h) X[, + D"(t + h)]

{m(s,X™n ()} 5}

— AVary . (a"(t + h) X7y, +b“(t + h))

The subgame perfect Nash equilibrium strategy {7 (s, X (s ))}t+ can be found by solving the extended HJB
equations
Vi + sup {[m + (= )V + 20— 2p2V i — A02w2(g§h)2} =0,
VP (t 4 h,x) = NA“(t + h)x? + B“(t + h)x + D*(t + h),
- 1
97" + [ro+ (u—)Flgl + 5o 7%gl; =0,
g (t + hyx) = a®(t + h)x + b"(t + h).
We have
A (n—r)A™(s) (n—r)B"(s)
=k" I"(s) =
TR =R = o~ ar(5)” T A (9P — A7)
and

J™n(t,x, %) = NA™(t)a? + B™(t)x + D™ (1),
where the parameters satisfy the following ODEs,

{a?(t) a™()[r + (p—r)k™(t)] =0,
a”(t—|—h)—a, (t+h),

{b?t —r)a" ()" (t) =0,

b™(t+ h) = b“(t + h),

{ AT (1) +2A7(t )[ (1 =)k ()] = o*([a™ (8)]* — A (t)) (k™ (t))* = 0,
”(t—i—h A¥(t + h),

+B“ O)[r + (p =)k ()]

{ F2NT () { (= r)A™(t) — o*([a" ()]* — A™(1))k™ (1)} =0,
BT t+h B“(t+h)

{ DF(t) + B7(t)(n — )™ (t) = Ao?([a™ (1)]* — A7 (1)) (I"(1))* = 0,
T(t+ h) = D“(t + h).

Then, we have limp_0 A™(t) = A“(t), limp—oa™(t) = a®(t), im0 b™ () = b(?), limp—o B™(t) = B“(t),
limp, o D™ (t) = D¥(t), limp_o k™ (t) = k(t), limp_o ™ (¢) = I(t), which implies that the instantaneous utility
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loss is
lim(,]f”l(t x, @) — JU(t, z,u))
)

h—0
= A2A“ () + (= k()] — o ([a" ()] — A“(8)) (k(1))?)a”
+ (B + (1= r)k()] + 2M () { (1 = 1) A" (1) — o> ([a" (1)]* — A*(£)) k(1) })2
+ B () (1 —r)I(t) = Ao®([a" (D) — A" (1) (U(¢))?
= A2AY O + (p = 1)k ()] = o ([a" (1) — A () (k" (1))*)a
— (B + (= r)E" ()] + 2/\1“(t){(u JAU(t) = o ([a" ()] — A" ()K" (1) })z
—r (

= BU(t)(u = r)I“(t) + Ao*([a" (¢ )]2 A) (1" (1)?

= Ao (la" (1)]* — A*(8)[2(k(1))*e® — (k(8))*e® + 2()k(D)z + (I(1)* — 2k (k" (D)2
+ (k" (1))%0? — 20()k" () — 20" (#)k(t)a + 2k ($)1" () — 200" (1) + (1(1))?]

= Ao ([a" ()] — A“(E) [ (8)a + (1) — k(t)e — I()]*.

O

Next, we derive the self-coordination mean-variance strategy by solving (MV (A, w)). Due to the non smooth-
ness of variance term, i.e., Var,(-) # Var,(Vars(+)) for (¢ < s), we are unable to solve problem (MV(A,w))
directly by dynamic programming. We, instead, employ the mean-field reformulation proposed by [7] to derive
the explicit strategy of self-coordination.

The key idea of mean-field reformulation is to enlarge the state space (X“(t)) into (Eg gz, [X“(¢)], X*“(t) —
Eo,2,[X"(t)]) and the control space (u(t)), or equivalently (k“(t)X"(t)+ 1“(t)), into

(Eo,zo [u(t)]; u(t) — Eo,zo [u(t)]) = (Bo,zo [u()], K () (X™(£) = Eo,z0[X*()]))-

The evolution of the unconditional expectation of the wealth dynamics specified in (1) can be presented as

{ B 4 [ X (t)] = [rEo.ze [X"(8)] + (1 — 7)oz, [u(t)]]dt, 0<t<T, ®

Eo,4,[X"(0)] = wo.

with Eg g, [u(t)] = k" (t)Eo 5, [X"(t)] + {*(t). Combining the wealth dynamics in (1) and the expected wealth
dynamics in (8) yields the following,

A(XH(t) = Eo e [X“(8)]) = [r(X*“(t) — Eo0 [X“(1)])

+(p—7) (u(t) = Bz, [u(t)])]dt

+o(u(t) = Eouo[u(t)] + Eoz, [u()]))dW (t), 0<t<T,
X"(0) = Eg 4, [X"(0)] =0,

9)

with u(t) — IEO ,30[ ( )] E*()(X“(t) — Eg,z,[X“(t)]). The punishment term Ao?([a"(¢)]? — A¥(t)) [k“(t) X" (t) +

1(t) — k(t) X ] can be thus rewritten as

Ar2([a (6 — A"(E)] [k (t) = b)) (X" () — Bo X" (1)])?
2 [k () — F(0)] (B o [0(8)] — B [a(1)]) (X" (£) — Bo o [X" (1))
+ (Eo.g [u(t)] — Boaoa(t)])? }, (10)
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where B, [0(t)] = k(t)Eo.z [X“(t)] + I(£). Although the two control vectors Eq 4, [u(t)] and u(t) — Ko, [u(t)]
can be decided independently, they should be chosen such that

Bo o [u(t) = Eo,zo[u(®)]] = K (1) Eo,2o [X*(£) — Eo,u [X*(8)]] = 0. (11)

With the help of the system dynamics in (9), it is easy to see that Eq ,,[X"(t) — Eg 4, [X™(¢)]] = 0 holds. Thus,
(11) would be satisfied automatically.

Therefore, we now can transfer the problem (MV(A,w)) into the following mean-field reformulation
(MFE(X w)),

max Eg 4o [X“(T)] — AEq 0 [X“(T) — Eq 4, [X*“(T)]]?
— wlo 2, [/0 ([a* { ]% (Xu( ) = Eo, [X*(1)])°
+ 2[K"(t) — k(1)) (Bo,z [u(t)] — Eo,z, [@(6)]) (X (t) — Eo 00 [X " (2)])

+ (Bo,ao [u(t)] — Eo.n, [a(H)])? ],
8.t (0,5 [X“()], Eo a0 [u(+)]) satisfies (8),
(X0) — Bap X0, B a0}, 10) — B ) sisis ().

The mean-field reformulation is a separable two-dimensional linear quadratic control problem, which can be
readily solved by dynamic programming.

Theorem 3.7. The self-coordination mean-variance strategy which solves (MV (A w)), {ucoor(t,x)}fzo, is
given as

uCoor(t,x) _ k_Coor(t)x + lCoor(t)7 (12)
with

Coor _ ACoor H—=T
kCoer(t) = oo (p). T

t p—
lCoor(t) _ AflpyCoor(t) o BCoor(t) (ertxo + )\715/0 eT(tfs);YCoor(S)dS>:| . I

where the parameters BCoor( t) and 4°°°%(t) are defined as follows,

wA" (t) B Cu (t) &Coor(t) — w’yu(t) + eT(T_t)
w([a“ ()] — A1) + ¢(8)’ 2w([a()]? — Av(t)) +2¢4(t)’

BCoor (t) —
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other parameters are governed by the following ODEFEs,

{ct"(t) 2r¢U(t) = dlw((at (V) — A*()) + C* OB () + gk =0,
(1) =1,
{aw) ra(t) + (i = r)a" (DK (1) = 0,

a"(T) =1,

{ AR () + 24%(0) [r + (1 — RO (1)] — 02([a" (1)) — A*(8)) (K" (£))2 = 0,
A
(

BE(t) + 1B () + [+ (1 — r)ECor (£)] (1) — (1 — ) A (£)kCoor (£)
+o2([a"(1))2 — A%(1)) (kS (1)) = 0,

pH(T) =0,

Ve (t) + 255“( ) Coor( )+ [7~ + (,u _ T)kcoor(t)]’y ( )+ 2514“( ) Coor(t)
—2(u = r)([a"(8)]* — A*(t)) ko (£)5 7 (t) = 0,

y(T) =1,

and G (t), ai(t), A¥(t), Bi(t) and v{*(t) are the first order derivatives.
Finally, the efficient frontier is expressed as

Varo@o (Xu (T)) |uC°°r

T f,T[2r+25,é000r(T)+5(BC°°f(T))2]dT(Acmr 2
els 700 () ds u o1 12
Jo Eo,z0 [X"“(T)]|ycoor — e T

= 2

5} (fOT er(Tfs),?Coor(S)ds)
for Bg 4o [X“(T)]|ycoor > " g.

Proof. Before solving the mean-field reformulation, we need to compute the value of Eg ,,[@(¢)]. Parameter
B*(t) in ODE (5) can be written into the following form,

BY(t) = 208" (t)Eo,2, [X ()] +7"(1),

where §“(t) and y“(t) are new parameters. By noticing (" (¢) = Eg 4, [u(t)] — k" (t)Eo 4, [X“(t)], we can transfer
ODE (5) into

2ABE (1) Eo,a0 [X (1)) + 71 () + 208 (t) [FEo,z0 [X* ()] + (1 — 7)Eo a0 [u(t)]]
+lr+ (= )k A" (D) Eo [X“( )] +74(1)

F2A(p — T)A“(f)(Eo wo[U(t)] = K*Eo z, [X"(t)])
—2X0?((a(t))? — Au(t ))k“( wo [U(t)] = K" Eo 2 [X"(t)]) = 0,
B (T) o,z [X™(T)] +7(T) =

which implies the dynamics of 8*(¢) and v*(t). It is easy to check that

{ (AY(t) + BE(E) + [2r + (n — )R ()] (A"(t) + (1)) =0,
AY(T) + B4(T) = 0.

Thus, A%(t) + 8%(¢) = 0 for all ¢, which further implies

EO,I(} [ﬁ(t)} = ]%(t)]EO,xo [X ( )] + l( ) 20,2)\(({;71_(153;31:@1171(15)) '
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Now, we solve the problem (M F(\,w)). To simplify the derivation, we denote the portfolio strategy and the
state, respectively, as

m(t) = (' (1), 7*(1)) = (k" (t), Bo,ao [u(?)]),
(1), Z2(1)) = (X (1) = Eo e [X“(1)], Boao [X (1))

As Eg 4, [Z1(t)] = 0, we have

Boaa | [ { = 20000 OF - 4°O)" 0 - KON O ~ Bo 3120
- 2)\02§(t)771(t)wQ(t)Zl(t)}dt} —0,
holds for any deterministic function ¢*(¢). Thus, the following auxiliary optimization problem (A),
max Eg 71(0). 7200 {ZQ(T) CAZMT))? = A0 /O "m0 2 ()t

—wre® [ OF - O [0 - HOI(Z ) + (1) - Bo [a(0)* ]
s.t. (Z°()), 7 () satisfies (8),
(Z' (), ' (1), 7*()) satisfies (9),

has the same optimal strategy as problem (MF(\,w)).
Then, the value function of (A) at time ¢ can be defined as

V(t, 2 2%)
T
= Et o1 02 {Z%T) —MZNT)? = No? | C(t)nt(s)n?(s)Z" (5)ds
(s Zzt t

2

T
—r? [ @ - 4] [7(0) ~ K26+ (77(0) = B (o),

where E; 1 .2[] = E[|Z*(t) = z',Z%(t) = z?]. Obviously, V(T,z',2%) = (2)? — A(2?). We assume that
V(t, 2t 2%) € €122 (once continuously differentiable on ¢ and twice continuously differentiable on 2! and 22).
Without confusion, we omit the time index in the following analysis.

The value function of (A) at time 0 is the solution of following HJB equation,

max,, {f(t, 7,72 2", 2%) + A"v(t, 2!, 2%)} =0,
o(T, 24, 2%) = 22 — A(21)?,

where
ft, 7t w2 2t 2?)
= =AU At = wAe ([t (O] — A“O)] (7!~ R©)2(1)? + (7 = Bola(t)])? },
and A™v(t, 2, 2?) is the infinitesimal generator for function v(t, 2!, 22) € C1'2:2,
A™u(t, 2", 2?%) =v +ve[rz® + (u— )P v [ret 4 (p—r)rte!]

+ 5’[}212102(7{'121 + w22,
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We conjecture the solution as the following quadratic form,
V(t,2',2%) = =2 (0)(2")? + "2 4 ¢(1),
with ¢*(T) = 1, £4(T) = 0. It is easy to see that
flt,mt w2 2 22) + ATV (¢, 21 2?)
== A wo (@ (OF = A"B)(r" — b)) + ¢ (8) + 2Ol + (1= )]
U0} — wAo (0" ()] = A"()(7* — Boay [a(®)? + €T (u — r)m?
=AU ()0 (m2)? + €1 ().

Thus, the optimal strategy is given as

1\ Coor _ WAu(t) — Cu(t) kBT — A3Coor g
O () () E O R A=
2\Coor __ l w,yu(t)+er(T7t) X mw—=r _ ~Coor l w—=r
()= =3 2w([a ()2 — Au(t)) + 2Cu(t) o2 ! )% 52

Substituting them back to max, {f(t, w1, 72, 2%, 22) + ATV (¢, 21, 2%)} = 0 yields

{ct“ 1)+ 2rC* () — Slw([a(£)]2 — A"(1)) + CH(B)(B0 ()2 + sl Wl — o,

(
(
{ 1(8) + A6 [w(la" (O] — A1) + DN (1) — ey | = O
§(1) = 0.

Therefore, we have

kCoor(t) _ BCoor(t) kBT

5 Bogp [ (B] =47 () -

> =
Q
[\v]

According to the dynamics of Eg 4, [X“(t)] specified in (8), we have
t
Eo,20[X"(t)] = €'z + )‘_15/ er 17 215C00% (5)ds,
0

which implies

lCoor(t)
=Eo,5 [u (t)] — K ()Eo 00 [X (1))

t —
:{AflryCoor(t) _ BCoor(t) (ertxo + )\715/ er(tfs):YCoor(S)dS>:| . H 27".
0

Applying 1td6 Lemma to (9) and taking expectation, we obtain

B0, [X* (1) = oo [X“(O))* = { [2r + 201 = 1)k*(8) + o2 (k" (1)
Eo,z0 [X™() = Eouo[X"(£)]]” + 0 (Bo,u [u(t)])
Eo,z0 [X*(0) — Eo,0[X“(0)]]* = 0.

N —
[§]
[S—

}dm (13)
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Substituting the equilibrium strategy in (13), we have
t X R .
EO,IO [Xu(t) . EO,zo [Xu(t)HQ _ /\725/ ef;[2r+25ﬁc °or (1) 4+8(5C°° (T))Z]dT(’Aycoor(S))zds.
0

Therefore, we have the variance at the terminal as

VarO,IO (Xu (T)) |uc°°r
fOT efsT[2r+25/§c°°r(7‘)+5(6000"(7))2]d7 (,?Coor(s))ZdS |:

5 (foT er(Tfs),-S/Coor(S)ds)Q

2
Eo,00 [X*(T)Juceor — ¢ a0

O

Remark 3.8. Similar to Proposition 3.3, the self-coordination strategy is not explicitly given, which depends
on a circular connected system of k€°°T, 3Y°°T and A%(¢) and can be obtained by a backward numerical method.

Remark 3.9. The solution schemes in Proposition 3.6 and Theorem 3.7 are also applicable for the punishment
term,

Et,:v

/t Ag(s)[E* () X" (s) +1%(s) — k() X"(s) — l”(8)12d81 ;

where g(s) is a deterministic function of time s. Furthermore, when the parameters of the market, p, r, and w,
are deterministic functions of time, our results still hold.

Remark 3.10. Consider a linear combination strategy of the pre-committed strategy and time consistent
strategy as follows,

u ST —r(T—1)
uc"r’“b(t7 r) =w 5T — w1 (e”xo +
o

2\

M_r+w e—r(T—t)M_r
o2 279N o2’

where wy and ws are the weights on the pre-committed strategy and the time consistent strategy, respectively.
The self-coordination strategy can be rewritten as

t _r(t—s)4Coor
Coor _ ACoor w—=r ACoor rt 6f0 € v (s)ds n=r
u-° (t,.’E) =p 0 (t)Tx -3 0 (t) (6 Zo + A o2

lu—r

+ ,A}/Coor(t) >3

Comparing the two strategies, we can see that they are quite different. Even with a time-dependent weights,
the combination strategy can not generate the self-coordination strategy.

Theorem 3.7 has shown that the self-coordination mean-variance strategy in continuous-time setting also takes
a linear feedback form, and the corresponding efficient frontier is also a line in mean-standard deviation plane.
Although the calculation of parameters in the self-coordination mean-variance strategy seems complicated, it
does not depend on risk attitude parameter A and can be computed off-line easily by, for example, Euler method.

The self-coordination strategy is the pre-committed optimal strategy of problem (MV (A, w)) (i.e., MF (A, w)).
It is easy to check that the pre-committed strategy and the time consistent strategy are the special cases of
self-coordination strategies with w = 0 and w = 400, respectively. Although the pre-committed strategy and the
time consistent strategy are derived by very different approaches, they can be unified in the self-coordination
framework. The objective of problem (MV (A, w)) contains two terms, one is the original mean-variance objective
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FIGURE 2. Comparisons among strategies. (a) Strategies with A = 5. (b) Efficient frontiers.

and the other is the punishment term. On one hand, when w = 0, the punishment term vanishes. Problem
(MV (A w)) reduces into the original MVy(A) and the self-coordination strategy is just the pre-committed
strategy of MVy(A). The self-coordination strategy includes the pre-committed strategy because MV,(A) is a
special case of (MV(A\,w)). On the other hand, when w = +00, the original mean-variance objective vanishes.
The self-coordination strategy of (MV(\,w)) can be simply obtained as k(t)z; + I(t), which has the zero
punishment. It is easy to check that k(t) = 0 and I(t) = % , which implies that the self-coordination
strategy is just the time consistent strategy. The self-coordination strategy includes the time consistent strategy
because the punishment term forces the investors not deviate from the time consistent strategy.

Next, we would like to use an example to illustrate the influences of trade-off parameter w on the investment
performance.

Example 3.11. We assume the market parameters set as r = 0.05, p = 0.12, 0 = 0.10 and T = 1. Figure 2a
shows the pre-committed strategy, two self-coordination strategies and time consistent strategy as functions of
wealth level at time 0.3, xg.35. These strategies have the same risk aversion A = 5. We can see that the pre-
committed strategy and self-coordination strategies have negative slopes, and the time consistent strategy is a
constant. Comparing to the self-coordination strategy with w = 10, the self-coordination strategy with w = 2
has larger negative slope, which implies that it changes more as long as the wealth level changes. Furthermore,
the self-coordination strategy with w = 2 is also much closer to pre-committed strategy. The efficient frontiers
achieved by these strategies are reported in Figure 2b. We can see that the efficient frontiers achieved by self-
coordination strategies lie in between the two achieved by the pre-committed strategy and the time consistent
strategy.

For different ws, we also compute the corresponding Sharpe ratios, which are depicted in Figure 3. It is
evident that the smaller the w, the larger the Sharpe ratio achieved by the self-coordination strategy. Please
note that the largest Sharpe ratio and smallest Sharpe ratio are achieved by the pre-committed strategy and
the time consistent strategy, respectively.

Figure 4 reveals the following interesting findings for the total punishment: 1) the stronger the willpower to
conduct self-coordination (the smaller the value of w), the better the long-term investment performance, and
the larger the total punishment, i.e., to achieve better mean-variance efficient frontier of the terminal wealth,
the investor needs to bear larger punishment; 2) the less risk aversion of the investor (the smaller the value of \),
the larger the intention of holding risky assets, and the harder to conduct self-coordination; 3) when A = +oo,
the total punishment is zero, i.e., when the investor is fully risk averse and only invests in riskless asset, there
is no need to conduct self-coordination.
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4. CONCLUSION

We have extended the two-tier planner-doer game framework of [8] to continuous time setting in this paper and
applied the framework to analyze the continuous time mean-variance portfolio selection problem. The two-tier
planner-doer game framework adds a punishment term into the objective, which makes the portfolio selection
problem quite challenging. We have changed the problem into its equivalent mean-filed reformulation and derived
the analytical self-coordination strategy. Our work provides a different way to resolve time inconsistency of
continuous time mean-variance portfolio selection problem.

While we have demonstrated that the continuous-time two-tier planner-doer game framework exhibits promis-
ing theoretical properties, our study falls short in providing an in-depth exploration of the selection of an
appropriate punishment term that aligns with Assumption 3.1. The punishment term we’ve examined in our
paper possesses sound economic significance but introduces computational complexities when addressing the
associated problem.

Therefore, an avenue for future research in this domain is to identify a punishment term that not only retains
its economic relevance but also lends itself to straightforward mathematical handling. Additionally, we suggest
extending the applicability of this framework to address other time-inconsistent portfolio selection challenges
within a continuous-time context, such as the mean-conditional value-at-risk problem. These research directions
hold the potential to enhance the practicality and effectiveness of our proposed framework.
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