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Abstract

Essays on Delegated Portfolio Management and Optimal Contracting
by
Raymond Chi Wai Leung
Doctor of Philosophy in Business Administration
University of California, Berkeley

Associate Professor Gustavo Manso, Chair

This dissertation is a compilation of three papers that investigate the role of optimal
contracting in a delegated portfolio management setting. While the study of optimal con-
tracts in classical principal-agent setup has been extensively studied, relatively few have been
studied in the context of delegated portfolio management in finance. And even delegated
portfolio management papers in finance, there are still several open questions and unresolved
issues that are beyond the scope of a standard principal-agent problem.

In Chapter 1, I study a continuous-time principal-agent problem with drift and stochastic
volatility control. While the problem with drift-only control by an agent has been extensively
studied recently, very few existing papers allow an agent to endogenously influence volatility.
Endogenous volatility control is particularly important in delegated portfolio management
settings as volatility is one of the defining aspects of modern financial portfolio management.

In Chapter 2, I study a model that encompasses dynamic agency, delegated portfolio
management and asset pricing. Traditionally, the fields of “asset pricing” and “corporate
finance” are studied independently of each other. However, as the modern portfolio man-
agement industry blooms in size and influence, the role of the portfolio manager and the
contracts that are extended to them arguably has a role in the securities that they invest in,
and hence in equilibrium, the asset pricing implications of the market overall. This paper
is an attempt to bridge “asset pricing” and “corporate finance” (specifically interpreted to
mean delegated portfolio management contracting) into one.

In Chapter 3, I study whether a principal investor is better off delegating most of his
money to a single portfolio manager (centralized delegation), as opposed to multiple portfolio
managers (decentralized delegation), especially when there is the possible presence of moral
hazard. With the size of the hedge fund industry and growing empirical support that moral
hazard is a growing risk among hedge fund managers, it becomes imperative to understand
when an investor decides to delegate his money, should it be delegated in a more centralized
or decentralized fashion.
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Chapter 1

Continuous-Time Principal-Agent
Problem with Drift and Stochastic

Volatility Control: With Applications
to Delegated Portfolio Management

SEPTEMBER 21, 2014

Chapter Abstract

We study a continuous-time principal-agent problem where the agent can privately and
meaningfully choose both the drift and volatility of a cash flow, while the principal only
continuously observes the managed cash flows over time. Our model contributes a result
that is hitherto relatively unexplored in both the continuous-time dynamic contracting and
the delegated portfolio management literatures. Firstly, even though there is no direct moral
hazard conflict between the principal and the agent on their preferred volatility choices, but
to avoid inefficient termination and compensation from excess diffusion, this first best choice
is not reached; this is the “reverse moral hazard” effect. Secondly, the dollar incentives the
principal gives to the agent critically depends on the volatility choice, endogenous quasi-
risk aversion of the principal, and the elasticity to the exogenous factor level; this is the
“risk adjusted sensitivity” (RAS) effect. In a delegated portfolio management context, our
model suggests outside investors should prefer funds such that: (i) the investment fund has
an “internal fund” available only to management; (ii) the “external fund” for the outside
investors closely tracks the value of the internal fund; and (iii) has dynamic incentive fee
schemes, and these fees can be interpreted via Black-Scholes “greeks”.
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1.1 Introduction

As of 2009, $71.3 trillion is invested into managed portfolios worldwide ¥, and the vast ma-
jority of these managed portfolios are under active management. Despite the prevalence and
importance of delegated portfolio management in the modern capital markets, surprisingly
little is known about its optimal contracting characteristics in a dynamic environment. The
difficulty of approaching these problems is succinctly captured by a remark in Cuoco and
Kaniel (201T):

“A distinctive feature of the agency problem arising from portfolio management
is that the agent’s actions (the investment strategy and possibly the effort spent
acquiring information about securities’ returns) affect both the drift and volatility
of the relevant state variable (the value of the managed portfolio), although
realistically the drift and the volatility cannot be chosen independently. This
makes the problem significantly more complex than the one considered in the
classic paper by Holmstrom and Milgrom (I987) and its extensions. With a
couple of exceptions, as noted by Sfracca (P006) in his recent survey of the
literature on delegated portfolio management, ‘the literature has reached more
negative rather than constructive results, and the search for an optimal contract
has proved to be inconclusive even in the most simple settings’ ”.
To emphasize the point, the ability to influence the volatility of a managed cash flow is critical
in a delegated portfolio management context. Indeed, numerous papers have recognized that
risk shifting 2 behavior of the portfolio manager as an important source of moral hazard that
is typically not present in traditional principal-agent contexts, such as employer-employee
and landlord-tenant relationships.

Here, we present a continuous-time principal-agent model that represents both a first step
in the literature in dynamic contracting theory whereby the agent can explicitly and meaning-
fully privately choose volatility, and equally important, also as a first step into understanding
dynamic contracting environment in the context of delegated portfolio management. We con-
sider a dynamic contracting environment in continuous-time with a risk-neutral agent and a
risk-neutral principal, whereby the agent can privately choose effort and volatility levels that
affect both the mean and overall risk of the cash flows. The principal can continuously ob-
serve the cash flows, but not the hidden choices of effort and volatility that the agent chooses.
In line with the literature, the agent enjoys a private benefit from exerting low levels of effort
(“job shirking”), and we also further assume that the agent enjoys a private benefit from
choosing high level volatility control (“lazy quality management”). The expected payoff of
the managed cash flows (i.e. the drift) is a “reward function” of both the effort and volatility
chosen by the agent. This is to roughly capture the classical “risk-reward trade off” intuition

1 Wermers (7[“ i)

2 See Stoughtor (1993) and Admati and PHeidered (1997); see also Stracca (2006) for a summary on how
the delegated portfolio management problem presents unique challenges that are not present in standard
principal-agent problems.



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL 4

of financial economics, particularly in portfolio choice theory. Here, effort is a binary choice
but volatility is chosen from a closed interval. In a certain sense, in the context of delegated
portfolio management, we can view the agent as continuously managing a portfolio whose
per-period return follows a classical single factor model, whereby the overall expected return
is dependent on effort (i.e. “alpha”) and volatility choice (i.e. “beta”) of a priced system-
atic factor that is unobservable to the principal off-equilibrium. See Section =3 for details.
The problem of drift only control, to various degrees of sophistication, has been extensively
studied in recent years (see Section 2 for a literature review).

However, to the best knowledge of this author, continuous volatility control when the
principal can continuously observe the cash flows has been given little to no attention in the
models commonly used in the literature, and for good reason. Specifically, if the principal
can continuously observe the cash flows and the agent directly controls the volatility term of
the cash flow, the principal can compute the quadratic variation of the cash flow process, and
thereby infer directly the choice of volatility that the agent has been using. Hence, if indeed
the agent has deviated from the principal’s prescribed volatility level, the principal could in
effect apply a “grim trigger” strategy and punish the agent indefinitely thereon. By using
this argument, the agent will never have any incentive to deviate from the principal’s desired
and prescribed volatility level, and thus, volatility control by the agent can essentially be
abstracted away. Yet economically, the absence of meaningful volatility control by the agent
is very unsatisfying. There are several important situations where allowing the agent to
influence the volatility of the cash flows is economically significant; for example, the classical
considerations of asset substitution in corporate finance ® and risk shifting in delegated
portfolio management. Thus to have any meaningful volatility control by the agent, a richer
model of the agent managed cash flows is required.

The key ingredient of our model is to introduce an exogenous factor level component
to the overall diffusion term of the managed cash flows. In particular, we will allow the
instantaneous diffusion of the cash flows be a product of an exogenous factor level process that
is completely not managed by the agent, and a component that is directly controlled by the
agent. The agent can observe this exogenous factor term, and off equilibrium, this exogenous
factor level is unobservable to the principal, even though at equilibrium becomes observable
to the principal. Thus when the principal computes the quadratic variation of this cash flow
process, the principal can at best observe the overall product of an unobservable exogenous
factor level and a controlled volatility term, but not the two components separately. So
economically, even if the principal observes high instantaneous cash flow volatility through
the computation of the quadratic variation, the principal cannot disentangle whether this
high volatility is due to a high realization of the exogenous factor level, high volatility control
by the agent, or both. Clearly, the principal should only punish or reward the agent for the
endogenous volatility control by the agent and not for the exogenous component. As well,
in line with the models of drift-only control by the agent, the principal must put the agent
at risk to induce the agent to work according to the principal’s desired and prescribed plan.

3Say Leland (I998), among many others.
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However, given that the agent can choose the volatility of the cash flows, the agent can
effectively undo or weaken some of the risks that the principal imposes on him. Thus,
the incentives involved in a model with combined drift and volatility control are, perhaps
understandably, considerably more difficult than a case with only drift control.

Let us focus the discussion of our model to the concrete important application of delegated
portfolio management. The risk-neutral portfolio manager (i.e. agent) is assumed to have
access a priced systematic factor that is unobservable to the risk-neutral outside investors
(i.e. principal) and also exogenous to the manager’s control. For instance, a “global macro”
hedge fund manager can have access to this “global macro” priced systematic factor, but
due to various institutional frictions, say trading costs or information asymmetry, even if
the investors recognize the presence of this “global macro” factor that prices assets and
has a positive risk premium, the investors cannot directly trade on it nor can they directly
observe it. Furthermore, the manager needs to: (i) privately choose the factor loading (i.e. the
volatility choice) onto this priced systematic factor; and (ii) privately choose the level of effort
to realize his skills to deliver excess returns. The manager’s factor loading choice is private
because broadly speaking, the factor loading is the investment strategy of the manager and
it is not in the incentive of the manager to completely reveal his proprietary investment
positions. Moreover, in our model, the manager enjoys a private benefit from choosing a
high factor loading level, which can be broadly thought of as “lazy quality management”;
that is, the manager could save on actively managing the portfolio to achieve low systematic
risk by not engaging into active hedging or use of derivative contracts. We look for an
equilibrium where the investor wants to induce the manager to always exert high effort, and
to endogenously choose the optimal factor loading.

Next, we discuss economically the form of the optimal contract. Our model suggests
the manager should manage an “internal fund” that is only available to management, while
offering an “external fund” only available to the outside investors. In particular, the external
fund is viewed as a financial derivative contract, with the “underlying assets” being the
internal fund and the exogenous systematic factor. It is worth emphasizing here that, off
equilibrium, the investor can neither observe the value of this exogenous systematic factor
nor the manager’s private choice of the factor loading. But in equilibrium, only after the
investors provide sufficient incentives to the manager, will the manager report this factor
level to the investors, along with the value of the internal fund at all points in time. That is
to say, endogenously and when in equilibrium, the manager will report to the investors the
appropriate factor index to benchmark his internal fund’s performance. The investors will
terminate the manager when the value of the internal fund is sufficiently low, and/or when
the level of the systematic factor is sufficiently low; as when either situation happens, the
value of the external fund becomes too low and the investor will find it optimal to terminate
the agent and obtain the fund’s (inefficient) liquidation value, and the manager will obtain
a retirement value. But if the value of the internal fund is sufficiently high, that is when it
hits a performance benchmark that is dependent on the level of the exogenous systematic
factor, a performance bonus is paid from the investors to the managers.

Let’s discuss the determinants of the value of the internal fund. The investors need to
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dynamically incentivize and impose sufficient amount of risk to the manager’s welfare to
ensure the manager will dynamically make those latent choices that the investors desire.
However, since the manager can directly alter the level of uncertainty in this managed
portfolio through the manager’s choice of the factor loading on the systematic factor, the
manager effectively can partially undo or weaken the amount of risk the investor imposes on
him. Hence, this is why the amount of risk the investors subject the manager to must be in
the form of a dynamic performance fee (i.e. risk adjusted sensitivity (RAS)); this dynamic fee
is precisely the proportion of the managed returns that the manager is entitled to through
the internal fund. So, the value of the internal fund equals to this proportional dynamic
performance fee, multiplied by the excess returns of the managed portfolio, plus the risk
free rate, less the manager’s private cost of implementing the principal’s desired investment
strategy.

Thus, the key economic driver of the value of the internal fund is this dynamic perfor-
mance fee and we now describe its composition. This dynamic performance fee depends on
three components: (i) the factor loading onto the systematic factor chosen by the manager;
(i) the investors’ “endogenous” risk tolerance to the value of the internal fund; and (iii)
the investors’ elasticity to the systematic factor. All three of these components effectively
relate to the overall risk of the external fund. Component (i) is the direct effect, that the
systematic factor loading chosen by the manager directly affects the riskiness of the returns
received by the investors. The remaining two components are indirect effects. Component
(i) effectively captures how the value of the external fund can change depending on the value
of the internal fund. In financial derivatives parlance, we can view component (ii) as the
“Black-Scholes Gamma” of the value of the external fund with respect to the value of the
internal fund. But given that the investors here are risk-neutral, this can also be interpreted
as “endogenous quasi risk tolerance”. Component (iii) effectively captures the remaining
other driver that affects investors’ returns in this economy, that being how sensitive is the
value of the external fund to the systematic factor level. But the investors must also further-
more take into the account of the effect of the systematic factor level on the internal fund
in providing dynamic incentives. Hence, we can view component (iii) as the “Black-Scholes
Delta-of-Delta”; that is, we first consider the BS-Delta of the value of the external fund with
respect to the value of the internal fund, and then subsequently consider the BS-Delta of
that with respect to the level of the systematic factor.

Finally, it remains to consider the investment strategy that is chosen in equilibrium.
Given that the principal is risk-neutral, in the first-best equilibrium, he would actually
prefer the highest possible loading onto the systematic factor. And furthermore, given the
manager’s “lazy quality management” private benefits, the manager also privately prefers
the highest possible loading onto the systematic risk factor. Thus, it may appear that there
is no moral hazard conflict on the factor loading choice, that being the highest possible one,
since it is mutually preferred by both the manager and the investor in first best. However,
the first best outcome is not implementable in equilibrium. Here, termination of the manager
is not desirable since the liquidation value of the fund is inefficient. This roughly captures
that without the presence of the skilled manager, the outside capital markets are only willing
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to pay a low fair price for the assets of this portfolio. But if the investors were to recommend
the manager to always take on the highest possible systematic factor loading, this raises the
risk of the managed portfolio to its highest level, it increases the risk of the internal fund, and
so making it more likely to hit the retirement value of the manager, and thus terminating
the contract inefficiently. Thus, in equilibrium, it is not necessarily optimal for the investors
to recommend and implement the first best highest factor loading choice. This is precisely
the reverse moral hazard effect. Indeed, in equilibrium, the optimal choice of the systematic
factor loading is given by a trade off of: (a) the direct private benefits to the manager of
this choice; (b) direct payoffs to the investor from this choice; and (c) incentives due to the
manager, adjusting for the dynamic performance fee. Component (b) is the direct effect to
the investors, which are the additional returns that are delivered by choosing a higher loading
on the systematic factor. Component (a) is a direct effect to the manager, but this direct
effect is adjusted by the value of the internal fund and the value of the external fund. That is
to say, component (a) equals to the manager’s marginal private benefit of selecting a higher
systematic loading, multiplied by the “Black-Scholes Delta” of the value of the external fund
with respect to the value of the internal fund. Finally, component (c) is the risk adjustment
due to the manager through the dynamic performance fee that we had described earlier.

Finally, we note the resemblance between our proposed optimal contract implementation
in the context of delegated portfolio management to current market practices. For instance,
numerous banks (at least prior to the Volcker Rule) also run proprietary trading desks, which
are effectively internal funds that are only available to employees and management. Several
hedge funds also engage into this practice. For example, the hedge fund firm Renaissance
Technologies runs three funds that are open to outside investors, but also run a separate fund,
the Medallion Fund, that is only open to its employees (see Zuckerman (2013)). Darolles and
Gourieronx (2014a) and Darolles and Gourieroux (20T4H) also discuss at length the practice
of this internal fund in the hedge fund industry.

1.2 Related Literature

This paper contributes to: (i) a growing literature on continuous-time principal-agent prob-
lems; and (ii) continuous-time delegated portfolio management problems.

One of the first papers that considered a continuous-time principal agent problem is
Holmstrom and Milgrony (I987). Recent papers in the continuous-time principal-agent prob-
lem include DeMarzo and Sannikov (2006) (of which DeMarzo and Fishmanl (2007) is the
discrete-time counterpart), Biais, Mariotti, Plantin, and Rochef (2007), Sannikov (2008), Hé
(2009), Adrian_and Westerfield (2009), Hoffmann and Pfeil (2010), Grochulski and Zhang
(201T), He (2011), Williams (2011), DeMarzo, Fishman, He, and Wang (2012), Hd (2012),
Szydlowski (2012), Miao and Zhang (2013), Miao and Rivera (2013), Zhu (2013), DeMarzo|
Livdan, and Tchistyi (2013), Giat and Subramanian (2013) and Hoffmann and Pfeil (2013).
We note that Biais, Mariotti, and Rochef (2011), Sannikov (P2012&), and Sannikov (2013)
all give an excellent survey and overview of the current state in this literature. Please see
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Table B in Section for a selected survey of the models used in the literature; note
that even though the table enumerates the agent’s managed cash flow form, these papers
often have very different assumptions on the preferences of the agent and the principal, and
some also have different assumptions of the timing in which the principal can observe the
cash flows.

All the aforementioned papers allow the agent to manage a cash flow in the form of a
stochastic differential equation, of various levels of complexity, but the common setup is that
the agent can only exert effort to influence the drift of the cash flow but not its volatility.
But in these sorts of papers, the volatility parameter is held constant, known both to the
principal and the agent. This is without loss of generality in the case when the noise term
of the cash flow is driven exclusively by Brownian motion. [DeMarzo, Livdan, and Tchistyi
(2013) is an interesting example whereby the cash flows have a jump component and the agent
can influence the jump, but nonetheless, the agent still does not (and cannot meaningfully)
influence the volatility. To our best knowledge, there are some notable exceptions and we
will describe these below in Section but regardless, none of them allow for meaningful
volatility control as in our context.

The setup of this model lends itself naturally to delegated portfolio management prob-
lems. As emphasized by Stoughton (T993) and Admati and PHeidered (1997), and summa-
rized in Sfracca (2006), delegated portfolio management problems present challenges that
are not commonly considered in standard principal-agent problems; in particular, the port-
folio manager has the ability to influence both the expected return and also volatility of the
managed returns or cash flows. While managing expected return part, usually modeled as
moral hazard hidden effort selection, is common in standard principal-agent problems, man-
aging volatility is not. Ou-Yang (2003) is one of the key models in the delegated portfolio
management literature but modeled in continuous time and we will further discuss this case
in Section [H.

The problem of “risk shifting”, namely changing volatility of the managed cash flows,
is well recognized as a key moral hazard component in the delegated portfolio management
literature. Basak, Pavlova, and Shapird (2007) considers a portfolio manager’s risk taking
incentives induced by an increasing and convex relationship of fund flows to relative perfor-
mance, and how this objective could give rise to risk-shifting incentives. However, it should
be noted that the contract in Basak ef all (2007) is exogenously given and there is no ex-
plicit principal-agent modeling. Other papers that investigate into risk shifting behavior by
portfolio managers include: Chevalier and Ellison (I997), Rauh (2008), Giambona and Gaoled
(2009), Hodder_and_Jackwerth (2009), Foster and Young (2010) and Huang et al] (2011).
Stracca (2006) and Ang (2017) offer excellent recent surveys on the literature in delegated
portfolio management.
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1.3 Model Motivation in Discrete-Time

To motivate the continuous-time model of the paper, and also to highlight how existing drift-
only control principal-agent models in the literature cannot be used to appropriately model
delegation portfolio management problems, we first draw an analogy to a simple two period
discrete-time asset pricing factor model. Suppose in the current period, a group of investors
hire a portfolio manager to manage a portfolio that will deliver excess returns R — ry next
period that is observable to the investor, where 7 is the risk free return. The investors know
a priori that the manager has skill so ex-ante the investors are willing to invest into the
portfolio manager. What is not known to the investors is whether the manager is exerting
sufficient effort to maximize his skills to deliver positive excess returns. ®

Transparent investment funds

Suppose further the fund operates like a mutual fund, so that the investment holdings of
the fund are effectively transparent, and so the investors know and can observe what is the
appropriate market factor, say Ry — ¢, to price the portfolio, and moreover, the investors
can precisely choose their desired factor loading for themselves. 8 And suppose the managed
portfolio returns are driven by a factor form,

R—rr=ale)+ B x (Ry — 1) + ¢, (1.3.1)

where «a(e) represents the excess returns of the managed portfolio that is increasing in the
level of effort e that the manager exerts, 39, is the factor loading onto the factor Ry — 7y,
and ¢ is the idiosyncratic risk with zero mean, and independent of Ry, — 7y and effort e. ©
Since (Y, had been a priori selected by the principal, there is no need to condition on this
anymore. Thus, conditioning on the effort e the manager will exert, the investors’ expected
returns from this managed portfolio is,

E[R —r; | e] = a(e) + BYE[Ru — 4], (1.3.2)

4 Throughout the paper, we will interchange the terms “principal” with “investor”, and “agent” with
“manager”, especially when we discuss the implications in a delegated portfolio management setting. It is
hoped that no confusion should arise.

5 Indeed, commercial services like Morningstar regularly report the appropriate investment style or factor
(i.e. “value”, “growth”, “big cap”, etc.) of the majority of mutual funds available, and they also report a
CAPM beta value to the investors. Furthermore, by regulation, mutual funds are required to periodically
disclose their exact holdings.

6 Another way to view (IZ3) is to view the mutual funds types are indexed by their factor loading
{ﬁ%’ j };. But there the investors can perfectly see the type at ¢ = 0, and so according to their preferences,
select their desired type, say 8%,. Once this type has been selected, the investors then proceed to construct
contracts to motivate the managers to exert high effort to maximize their skills. But it should be noted
that this type selection argument is only valid because the investors know precisely the appropriate market
factor is Ry — 7, and hence can compute for themselves the expected risk premium E[Ry — rf]. If this
were unknown, then this argument does not hold.
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where we assumed that effort choice e is independent of the market risk factor Rjy;. Thus,
we see that the expected returns, conditional on effort e is increasing in effort e. Note here
that since the investors know the appropriate risk factor Ry, — 7, he can also compute the
expected risk premium E[Ry — r¢]. That is, the entire term S3,E[Ry — 7] and its two
individual multiplicative components, are common knowledge to both the manager and the
investor. Referring to Table ICB of Section IB, the prototypical model in the existing
continuous-time principal-agent literature takes the form,

dY; = pdt + odB;, (1.3.3)

where p; is a choice that the agent can privately select, and the models in the literature
specify p; to various degrees of sophistication; see also Section for further discussion.
Mapping (I=333) to the asset pricing model in (IZ3), existing drift-only control models can
effectively be viewed as, @

dY; ~ R —r; — BYE[Ry — 7],
pedt =~ E[R — 14 | e] = ale) + BYE[Ry — 7], (1.3.4)
odB; ~ B3, (Rar — 1) — BYE[Ry — 1] + €.

In particular, we note that for the noise term odB; &~ 85, (Ry — 1) — BYE[Ry — 1] + ¢, as
mentioned earlier, the risk loading 3%, is a priori known to the investor, the fact that there
is positive risk premium E[R); — 7¢] > 0 associated with this factor is also known, and this
is a pure noise term that does not convey any other information to the investor.

“Black box” investment funds

While the viewpoint (I=3), and by extension the continuous-time formulation ([C323) with
no volatility control, may be plausible for, say, mutual funds that have fairly transparent
investment procedures, this is not the case for numerous other delegated portfolio manage-
ment practices in the market. Most notably, hedge funds and private equity funds, unlike
mutual funds, are not subject to regulation to reveal their investment positions or trading
strategies. And indeed, the investment strategies and positions of these funds are precisely
their “secret sauce” or “black box”, of which they are very protective of its details. As such,
unlike (I=3), a far more appropriate model here is the form,

R—rf:a(e)—i-ﬂz X (Rz—Tf)—l-é, (135)

where R; — 7y is the excess return of an exogenously priced factor that is observable to
the manager, but unobservable to the investor, and (7 is the factor loading the manager

" Note that we “demean” by 8$,E[Ry — r¢] primarily to balance the third equation of (I=34). That is
in that third equation, since cdB; has mean zero, if we did not demean, the right hand side has non-zero
mean as we have positive risk premia. But if we were to demean as written, then both the left-hand side
and right-hand side balance.
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can privately and endogenously control. Concretely speaking, if a hedge fund manager
claims that it is a “global macro fund” but does not disclose its actual positions and trading
strategies, there is no way the investor can infer what is the appropriate risk factor to
benchmark the fund at. And indeed, even looking at other peer “global macro funds” only
give at best a noisy proxy to what the fund in question is actually doing. In particular, that
means that unlike the case of mutual funds as per (IZ3), the investor cannot ex-ante view
and select the factor loading of the fund. Thus, conditional on the effort e and the factor
loading (7 as chosen by the manager, the expected returns of the managed portfolio are,

E[R — 1y | e,B7] = a(e) + B7E[Rz — ry], (1.3.6)

where the effort e and factor loading 37 are independent of the risk factor Rz — . Note
that unlike (IZ32), the last term S;E[Rz —r/| is not common knowledge to both the investor
and the manager. Indeed, even if the investor knew that there is a positive risk premium
E[Rz —rf] > 0 associated with the risk factor R; —r, the investor still does not know which
factor loading 7 the manager chose, nor necessarily how high that risk premium E[Rz —r]
is.

In all, this means to have a principal-agent model that represents the practices of hedge
funds, private equity firms, and other “secret sauce” investment funds, we need at least two
additional ingredients, on top of the skill term af(e): (i) exogenous factor term Ry — 7
observable to the manager but unobservable to the investor; and (ii) endogenous factor
loading term (7 that can be privately controlled by the manager. This represents the starting
point of our continuous-time model, and we will also continue our discussion of this discrete-
time motivation in Section 4.

Remark 1.3.1. There’s a slight caveat that prevents a complete mapping from the two-
period discrete time model to the fully dynamic continuous time model. In particular, in a
two-period discrete time model, there is no economic need to discern between “returns” and
“portfolio values”. That is, we may think of the final period returns in the two-period model
as stmply the value of the portfolio when its initial portfolio investment is one dollar. And if
the initial portfolio investment was not one dollar, we simply just scale up or down. In the
actual dynamic continuous-time model, the principal’s payoff will have the form [ e "dY;.
Thus, if we use the exact mapping of (C34), and interpret dY; as per period excess returns,
it would seem like the principal wants to motivate the agent to maximize per period excess
returns, which is at odds with general economic intuition and the large asset pricing literature
in portfolio-consumption choice. Hence, in the application of delegated portfolio management,
we will interpret Yy as the value of a managed portfolio at time t, and dY; as the instantaneous
changes of the value of the portfolio at time t. Implicit however, in this interpretation, is
that the principal gave a fived dollar amount at time t = 0 for the agent to manage, and
there are no capital withdrawal or injection into the portfolio. And hence, this is why simply
having the principal “myopically” motivate the agent to maximize expected excess returns
is an appropriate interpretation. In general, as far as we are aware, there are yet any full
fledged dynamic portfolio-consumption choice models with agency in the literature.
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1.4 Model Outline

Let (€2, F, P) be a complete probability space and let { B, };>¢ be a standard Brownian motion
on this probability space and let {F; };+>¢ be the filtration generated by this Brownian motion,
suitably augmented. We will write E as the expectation operator under probability measure
P. The agent can choose an action process A = {(es, 0¢)}+>0, where for all times ¢t > 0,
(er,0¢) € {er,en} X [or, 0], where ey > e, > 0 and oy > o, > 0. We will call {e;}:>0
the effort control (process) and {o;}¢>0 volatility control (process). ® ® Consider a function
k:{er,ex} X lop,on] — [pr, py) that maps both the effort and volatility chosen by the
agent to the (expected) return of the (cumulative) cash flow process Y; that is, consider
(e,0) — k(e,0) = p. We will call k as the reward function and we will discuss further on
the assumptions and properties of this function in Section I below. The cash flow process

Y has dynamics that depend on the agent’s action process ™ |

dY; = k(eg, op)dt + oy dMy, Yo =y
th = MtdBt, M[) = My, (142)

where my > 0 and note we have denoted p; := k(es, 0¢). Given an action process A, we will
call {1t }i>0 = {k(es, 0¢) hi>0 the drift (process) of the cash flow Y ™ . The principal cannot
observe the agent’s action process but can only observe the cash flow Y. The agent can also
observe the cash flow Y. Let {F} };>0 be the (suitably augmented) filtration generated by
the cash flow process Y, which represents the principal’s information set. The extra term
M, in () and its dynamics (I472) is different from the prevailing literature (see Table
B). We shall call {M,};>0 as the exzogenous factor.

Finally, for illustrative purposes only, Figure 1 plots this cash flow process against some
other cash flow processes that have been used in the literature.

Both the principal and the agent are risk neutral. The principal discounts time at rate
r1 > 0 and the agent discounts time at rate ro > 0. As per DeMarzo and Sannikoy (2006),
we assume that the agent is less patient than investors; so we assume rq > ry. The prin-
cipal needs to compensate the agent and is modeled via the {F} };>¢-adapted stochastic
process X = {X;},., and assuming limited liability, we restrict the compensations to be
non-negative, so dX; > 0. The principal also has the ability to terminate the agent at some

8 Of course, strictly speaking in the usual language of stochastic differential equations, we would call
oymy as the (stochastic) volatility of Y. However, since in this setup, m; is an exogenous process, and only
o is being directly controlled by the agent, it would be more natural to think and call o; as volatility that
is being managed by the agent.

9 Throughout this article, we will use e to denote the effort parameter / process, and use e to denote the
exponential function.

10 Specifically, the action process A is progressively measurable with respect to {F;}.

1 Throughout the paper, we will interchange the notation p; and k(e;,0;) to denote the drift part of
the cash flow process. This is for notational brevity. Thus, given an action process A = {(es, 0¢)}i>0, we
will also with some abuse of notation, also call and denote A = {(u, 0¢)}i>0 as the action process, with the
understanding that u; = k(eq, 0¢).
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Y, = pdt + 0dB,, Yo=1 ' ' ' | Uy, = uvidt + oYidB,, Yo =1

14} 2l

12t

1 : fwwwwwwww W f |

0.8

L L L L L L L L L 05 L L L L L L L L L
0 0.1 0.2 03 0.4 05 0.6 07 08 0.9 1 0 0.1 0.2 03 0.4 05 06 07 0.8 0.9 1

(a) Linear BM with drift (b) Geometric BM
Y = jdit + omyd B, dmy = myd By, Yo— 1. mo—1
25t
2|
\ \
7 H‘ | ‘ J' [l ‘\ ‘ | H J\H e r| [
b w,w H’L ”\J(*\”r'l,u'MM i M NWW }\M } M‘
1l vl m Ald
0.50 O%l 0%2 Of3 Of4 Of5 0%6 0%7 0%8 0%9 1

(c) Integrated GBM with drift

Figure 1.1: Tlustrations of various types of commonly used cash flow processes. Here, the (con-
stant) parameters are chosen to be u = 0.5,0 = 0.3,y = 1,my = 1, and we
simulate over 1000 discrete evenly spaced points over the time interval ¢ € [0,1].
Subfigure (IId) describes the linear Brownian motion with drift cash flow process,
dY; = pdt + odBy, that is used in the models by Holmstrom and Milgrom ([987), [Ded
Marzo and Sannikod (2006), Sannikov (2008) and several others; see Table B, Sub-
figure [TH describes the geometric Brownian motion process, dY; = udYidt+oY;d By,
that is used by He (2009) (note, Hd (2009) calls this the firm value process). Finally,
subfigure (ICId) describes an an integrated Geometric Brownian motion with drift,
dY; = pdt + odMy,dM; = MdBy, as it will be used in this paper. Note also the
parameters used in generating this figure are for illustrative purposes only. Unless
specified otherwise, these parameters are not enforced throughout the paper.
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FY -measurable random time 7 € [0, 00]. Upon termination, the firm is liquidated for value
™ [ > 0 and the agent receives retirement value ™ R > 0. A contract is the tuple (A, X, 1),
which specifies the recommended action process A, a compensation for the agent X and the
termination time 7.

Fix a contract (A, X, 7) and suppose the agent follows the principal’s recommended action
A. The agent’s payoff at time t = 0,

Wy(A) := EA [/0 e ot (dXt + [gf)e (1 - :—;) + 6o <;’—z - 1)} dt) + e_’“oTR} . (1.4.3)

where ¢, ¢, > 0 are constants known to both the principal and the agent. Here, we denote
E4 as the expectation under the probability measure P4 induced by the agent’s chosen
action process A. We will further discuss the properties of the agent’s payoffs and incentives
in Section I4. Likewise, the principal’s payoff at time t = 0 is, ™@

E* { / e " (dY, — dX;) + e—wL] — E4 { / e " (ey, o0)dt — / e X, + e_”TL} .
0 0 0
(1.4.4)

Further discussion of the conflict between the agent and principal is deferred until Sec-

tion 4. We collect some assorted remarks, largely technical in nature, about the model in
Section A

Mapping back to the discrete-time model

Mapping back to the discrete-time specification in Section =3, and in particular to (I=33),
we can map the terms analogously as,

dY;g ~ R — Tf — E[ﬁz(Rz — Tf)],
k(e op)dt = E[R —ry | e, Bz] = ale) + B7E[Rz — 1], (1.4.5)
O'tht =~ BZ(RZ — Tf) — ]E[BZ(RZ — T’f)] + €.

As discussed, the specification (IZ34) and now to the continuous-time extension of (),
(I272), can be viewed as a more appropriate model of delegated portfolio management than
existing drift-only control models in the literature. Specifically, observe that the diffusion
term oy dM; ~ Bz(Rz —r¢) — E[B2(Rz — )] + € does indeed contain information that the
investor does not know, unlike that of (IZ34). In particular, the investor can at best only

12 We will be more specific about this liquidation value L in Section .

13 We will be more specific regarding this retirement value R in Section .

14 In the second equality, we applied Doob’s Optional Stopping Theorem. While 7 could have been
unbounded (i.e. never terminating the agent) but a standard argument using bounded sequences of stopping
times and an usual application of the Dominated Convergence Theorem will also show the result. We will
omit these details.
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form an expectation E[Sz(Rz — r¢)] of the product of the systematic factor loading [z,
interacted with the risk premium R; — 7, but cannot completely disentangle the two in
expectation. But this implies that it allows an opportunity for the manager to privately
deviate from the investor preferred choice of the systematic factor loading 5.

Remark 1.4.1. Although slightly beyond the original motivation scope of the paper, it should
be noted that in modeling the managed cash flows dY;, we have that the expected value
k(eg, 0¢)dt is dependent on both effort and volatility, and this modeling form has found prece-
dence in the recent empirical and theoretical asset pricing literature. In [Buraschi, Kosowsku,
and Sritrakul (2013), the authors note:

“..[The traditional alpha measure that is independent of beta] raises the
question of how well a reduced-form alpha measures the true managerial skill of
a hedge fund manager. An answer to this question depends on the determinants
of the optimal allocation 6%, made by that manager. If the optimal allocation
is constant and determined exclusively by the risk and return characteristics of
the investment opportunity set (as in a traditional Merton model without agency
distortions), then reduced-form alpha is an unbiased estimate of managerial skill.
However, if the optimal allocation is influenced by nonlinear agency contracts,
then reduced-form alpha is a misspecified estimate of true skill. For instance,
a high reduced-form alpha could be the fortunate result of too much leverage as
managers aim to maximize their incentive options. Of course, high leverage in-
creases not only the manager’s expected return (because of the call option) but
also the likelihood of large negative returns.”

Thus, [Buraschi_et_all (2013) suggests that the managed portfolio alpha, under the influence
of “nonlinear agency contracts”, could depend on leverage and investment opportunities.

In addition, although absent of any agency considerations, [Frazzini_and Pedersen (12017)
also considers an overlapping generations model that implies a factor model structure for risky
asset returns, and show that the alpha term could depend explicitly on the factor loading. Also
in empirical research of hedge fund performance, |[Bollen and Whaley (2009) also notes:

“Accurate appraisal of hedge fund performance must recognize the freedom
with which managers shift asset classes, strategies, and leverage in response to
changing market conditions and arbitrage opportunities. The standard measure
of performance is the abnormal return defined by a hedge fund’s exposure to risk
factors. If exposures are assumed constant when, in fact, they vary through time,
estimated abnormal returns may be incorrect.”

Reward Function ~

We need to be more specific about the way the agent can control the drift and volatility of
the cash flows. It should be noted in drift-control only models, the specification of the drift
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is usually quite simple (i.e. linear). But in our case, given the volatility control, we must be
more careful in modeling and giving economic meaning to link the volatility and drift controls.
Note that one possible characterization is to have the agent control drifts and volatilities that
are completely unrelated to each other. But this case is not economically meaningful since
it destroys the traditional link of risk-return trade-offs of financial economics, particularly
that of portfolio choice theory. We will now more specifically define the reward function x
as follows.

Definition 1.4.1. A strictly positive real valued function « : {er,ep} X [or,0n] = [pr, pu),
(e,0) — k(e,0) = pu, that is twice-continuously differentiable in the second argument, is
called a reward (drift) function if it that has the following properties:

(a) Higher effort, higher reward: r(eg,o) > k(er,o), for all o;

(b) Higher risk, higher reward but at decreasing rate: k,(e,0) > 0 and Ky, (€e,0) < 0, for all
(e,0);

(c) Risk cannot substitute for effort: k(ey,o) > k(er,o’) for all o,0’.

The requirement (@) is natural to interpret; that is, if the agent exerts higher effort to
running the project, then the expected payoff should be higher, regardless of the choice of
volatility. Requirement (B) is the traditional risk-reward type trade off. One would expect
that by choosing a riskier project (higher volatility) over a safer project (lower volatility),
it is so that one could enjoy higher expected returns, but we impose that the rate of return
from increasing risk is decreasing. Thus, requirements (a) and (B) should have good natu-
ral interpretations. Requirement (o) means that exerting high effort always gives a higher
return, regardless of the level of risk taken. Effectively, that means that effort and risk are
not “substitute goods”; hence, this requirement explicitly rules out a case where the agent
can exert low effort and take on a high level of risk such that this return is equal or greater
to one with high effort and any level of risk. In the delegated portfolio management con-
text,t his means high managerial skills always deliver better returns any form of “financial
engineering”. Note that clearly (o) implies (a) but we write them out separately as (a) is
effectively the only requirement assumed in the controlled drift-only models (i.e. when & is a
function only of effort ). More generically, early studies between project selection (viewed
as volatility in the current context), risk and effort can be found in Lamberfl (T986) and
Hirshleifer and Suh (1997).

We now given an example that satisfies Definition 21 and hence directly showing that
the set of reward functions is nonempty.

Example 1.4.1. Consider the reward function of the form,

e — ey _
k(e,0) = ——aylogoy + apeeer) Jog g,
€EH — €L



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL 17

where ag,a; > 0 are deterministic constants. Here, we restrict 0,0y such that o = ¢,
oy ~ 1.763, where 1 < ¢ < oy, and that ¢., ¢, > 0 are such that i—zi(elf —er) > ‘;—’L{ Note
here that py = k(er,or) and py = k(ey, o). See Figure 2 for an illustration.

Proof. Tt is immediate that Example 4 satisfies the conditions of Definition I41. For
the proofs of all other statements in the paper, please see the Appendix. [ |

35

1

k(e, o)

Figure 1.2: Illustration of Example 21 with the parameters: ayg = 1,1 = l,e; = 2,eg =
9,01, = 2,04 = 5.

Principal and Agent Conflict

With the reward function specified in Definition 471, we are now ready to discuss the
sources of conflicts between the principal and the agent. From the agent’s payoff in (IZ=3),
we see that the agent dislikes exerting high effort e, = ey and likes to exert low effort e, = ey,
and the agent likes to choose high volatility o; = oy and dislikes to choose low volatility
o, = or. In contrast, from the principal’s payoff in (I”Z4), and the properties of the reward
function as given in Definition 471, the principal likes high effort e, = ey and dislikes low
effort e, = er. Moreover, by the properties of the reward function, and also effectively by
the risk neutrality of the principal, the principal also seems to like high volatility o;. The
assumption that the agent likes to job shirk while the principal does not is common in the
principal-agent literature.

However, in this context, the specification of volatility warrants more discussion. It seems
like since both the agent and the principal prefers higher level of volatility, then volatility
is not a source of moral hazard conflict between the principal and the agent. However, this
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is not entirely correct. As it is standard in the principal-agent literature, to incentivize the
agent, the principal must put the agent’s payoff at risk, and specifically meaning the agent’s
payoff must be sensitive to the agent’s managed cash flows. However, such sensitivity here
is also further affected both by the agent’s volatility choice o; and also the exogenous factor
M,. Hence, even though both the principal and the agent prefers the volatility choices in the
same direction, but since volatility choice also affects the overall uncertainty in this economy,
this uncertainty indirectly causes the conflict between the agent and the principal. We will
have more to say about this important feature of volatility choice in Section I"8. Indeed,
this is one of our core paper’s core results of “reverse moral hazard”.

1.5 First Best

Let’s begin by characterizing the first best result. At this point, we should further impose a
restriction on the recovery value L of the firm upon termination. In line with the literature,
we will assume that termination is inefficient so that never terminating 7 = 400 is indeed
optimal in the first best case.

Assumption 1.5.1. We assume that termination is inefficient. That is, the salvage value
of the firm L is such that,

/i(@L, UL)

; (1.5.1)

0<L< / e "r(er,op)dt =
0
Recalling Definition I, the right-hand side of (IC) is precisely the “worst case”
indefinite payoff scenario for the principal.
Suppose the principal can and will operate the firm without the agent. In this case,
the principal does not need to pay any compensation, so X = 0, nor is there any need for
termination, so 7 = +00. Recalling (I44), the principal has the optimization problem,

biP .= supE {/ e”%(et,at)dt} = sup/ e (e, 0p)dL. (1.5.2)
eo 0 ea Jo
Proposition 1.5.2. Suppose there are no agency conflicts so the principal does not need
to hire the agent to run the firm. Then the principal will pay zero compensation, X = 0,
and never terminate, T = 4+00. The principal will always exert high effort at all times, so
e; = ey for all t, and always choose high volatility oy = oy for all times. The first best value
of the firm bl'P at time t = 0 is,

bEB = / e h(en, op)dt = S TH). (1.5.3)
0 1
The first best value of the firm is deterministic and stationary. That is, the time t = 0
value bi2 does not depend on any state variable, and this is economically intuitive. Given
that the principal only derives payoff from the reward function k(e;, o), there are no exoge-
nous state variables (namely, say the exogenous factor M) involved.
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1.6 Continuation value and Incentive compatible
contracts

Now we proceed to the main focus of the paper. As it is standard in the literature, following
the arguments like DeMarzo and Sannikov (2006) and Sannikov (200R), we consider the
agent’s continuation value as a state variable to capture the dynamic incentive compatibility
constraints. However, again because of the richer volatility setup of (IZI) than the ones in
the current literature, we must take more care in deriving the results.

Throughout this section, let’s fix an arbitrary contract (A, X, 7). In particular, note that
the action process ™ has the form, A = {(et,0¢)},5,. As noted in footnote [, defining
e = kleg, 0r), we will also call A = {(uy,04) }i>0 as the action process. Define, the agent’s
time t continuation value (or promised value),

Wi(A) = E* M e ol (dXs - {@ (1 - :—H) + ¢o (Z—L - 1)} d5> +e IR ( ]—}Y} .
(1.61)

Note here on the left-hand side of (IT61), we have suppressed the notation for the dependence
on the payment X and termination time 7, but retained the notation emphasis on the action
process A.

Incentive compatible contracts

Definition 1.6.1. A contract (A, X,7) at time 0 with expected agent payoff Wy(A) is
incentive compatible if

(1) (a) Wi(A) > R for all times t < 7; , where the retirement value R > 0 is such that,

g

R> 2o, (—H - 1) ; (1.6.2)
T'o

or
(b) M; > m, for all times ¢t < 7, where m > 0; and
(2) Wo(A) > Wy(AT), for all other action processes A

The optimal contracting problem is to find an incentive-compatible contract that maximizes
the principal’s time 0 expected payoff.

Requirement () of Definition 61 is also more aptly called agent’s individual participa-
tion (IR) constraint. In particular, (&) says that the agent’s continuation value W; must

15 We should be clear on the word “fixed” action process here. Although the agent chooses an action
process that just needs to be {F;}-adapted, but when the principal fixes a recommended action A to the
agent, this recommended action process A is known to the principal and hence A is also {F} }-adapted.
That is, the recommended action must be known to the principal but any general deviation away from the
recommended action by agent is not known to the principal.
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be at all times greater than or equal to the agent’s reservation value R. This is a standard
definition of the IR constraint in the literature. The addition of (IH) warrants slightly more
discussion as this is not standard in the literature. Requirement () effectively requires
when the agent manages the cash flows dY;, the agent will only manage it only when the
exogenous factor level M; at any point in time ¢ is not too low, and in particular it must
be greater than this lower bound m. See further detailed discussions and motivations in
Remark AT in Section A, where we also discuss the justification of the retirement value
R in (ICB3). Finally, requirement (B) is the usual incentive compatibility condition in the
literature.

Continuation value dynamics
The dynamics of the agent’s continuation value is given as follows.

Theorem 1.6.1. Fiz a contract (A, X, 7). Then for t € (0,7), the agent’s continuation
value Wi(A) of (ICB) has dynamics,

€t Ot
AWi(A) = rgWy(A)dt — | dXi + |pe |1 — — )+ | — — 1) | dt
= roriayie— (axer oo (1= ) o (Zon) )
+ B, (dY; — pydt) + de?,
1A t _ros 1,A o 1,A . . .
where €, = fo e dV 2,y = k(e,04), and where By and V are given in Proposi-

tion 3.

Let’s discuss economic meaning of the dynamics of the agent’s continuation value as
characterized in (IC633) of Theorem 6. Here, [3; represents the sensitivity of the agent’s
continuation value to output dY;. When the agent takes the recommended action process
A as given in the contract, the term dY; — dt = dY; — k(e 04)dt = oy MdB; is a mean-
zero noise term. The term de; A (explained in more detail below) also has mean zero.
Economically and intuitively (though mathematically incorrect), we can view ([C53) in this
alternative way:

E.[roWi(A)dt] ~ E,[dW;(A)] + E, [dXt + [@ (1 - :—;) + o (;’—; . 1)} dt} (1.6.4)
Hence, viewed in this way, we can think of the expected growth of the agent’s continuation
value E;[roW;(A)dt], when the agent follows the recommended action process A, can be
decomposed into the expected change from the previous continuation value E,[dW;(A)], plus
the expected compensation from the principal E,;[dX;], and plus the expected benefits from
taking not the highest effort (e; # ey) and not the lowest volatility (o; # o), which yields

a strictly positive value E; ngﬁe (1 — :—;) + ¢o <g—z — 1)} dt} . Note that if the agent were to

really take the highest effort level (e; = ey) and the lowest volatility (o; = o), then the
agent’s private benefits vanishes.
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The economic interpretation of (IB33) in terms of a logic like (IT64) is similar across
models with only drift control, say for instance, DeMarzo and Sannikov (2006) and Sannikov
(200R). However, the economic interpretations of the two noise terms £,(dY; —pdt) and de;"
warrant more discussion. Firstly, observe that we have two noise terms here, rather than one,
as in essentially all the papers with drift-only control. Secondly, while the interpretation of
B¢ as the sensitivity of the agent’s continuation value to output here is still in line with the
existing models, the noise term dY; — p;dt (being multiplied by the sensitivity ;) is different.
Note also (as we will see in subsequent development) f; still retains the interpretation as the
minimal amount of risk the principal wants to subject and incentivize the agent, as in line
with the literature. However, since the agent can control the volatility o, and if we read the
diffusion term of the agent’s continuation value process dW; as B;(dY; — pdt) = Bioy Myd By,
then we see that even if the principal can dictate the sensitivity [5; for the agent, the agent
still has the ability to “counteract” this dictation by choosing a volatility level o; to shift
the overall diffusion term [;0,M; (recall M is exogenous). Thus, we can already see that
in a model where the agent can control volatility o;, the principal’s tools to incentivize the
agent may be weakened, as compared to a model where the agent can only control the
drift. This effect is distinctly not present in models without volatility control. Finally, the
additional term detL “is also related to the fact that in this model the agent can control
volatility. Recalling that the cash flows are of the form dY; = p,dt + oy MdB;. 1f there
were no volatility control, so the cash flow takes on the form dY; = u,dt + MdB;, then
uncertainty (as seen by the diffusion term M;) cannot be dictated by the agent. However,
in this current case, the diffusion term in the cash flow is 0;M;, meaning that the agent
can actually endogenously change the uncertainty of the cash flows, and as seeing from the
discussions with regards to the quadratic variation, this change of uncertainty cannot be
detected by the principal if the agent does not follow an incentive compatible action process.
Hence, that is why the term de;- “ is there to capture this source of extra (orthogonal)
uncertainty (see Proposition TCZ3). Note that, as shown in Lemma [Z73, when we consider
incentive compatible contracts, this term detL 4 will become identically zero. The economic
intuition is simply that when the principal offers incentive compatible contracts, as opposed
to any arbitrary contracts to the agent, the principal knows that the agent will have no
incentive deviate from the principal’s recommendations. In particular, this also implies the
principal can see the instantaneous diffusion of the cash flows o;M; and hence there is no
source of extra uncertainty that we’d described earlier.

Incentive compatibility conditions

Now, the following is a necessary and sufficient condition to characterize the incentive com-
patible contracts in this context.

Lemma 1.6.2. Fiz a contract (A, X,7) and consider the process 5 as given in Proposition
3. Then we have the following equivalence.
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(1) The action A = {(es, 0¢) }t>0 s such that,

0> —%(e’ —e) + %(a’ —0¢) + Bi(k(e,0") — K(es, 1)) (1.6.5)
eH ar

for all (¢',0') € {er,en} X [oL,0m].
(11) Contract (A, X, T) is incentive compatible.

The following corollary is a simple rewriting of Lemma G2 but will be useful for the
subsequent discussion.

Corollary 1.6.3. Under the same setup of Lemma G2, if § = {f:} is a nonnegative

process, then a given action process A = {(e,04)} is incentive compatible if and only if for
all times t:

(i) If er = en,
1 Pe Ps
b2 k(em,o0) — k(ep, om) {E@H —e)t E(UH a Jt)} ' (16.6)
(i1) If e, = e,
1 Pe o
0<p5 < o P p— [a(eH —er) + U—L(Ut - UH)} (1.6.7)

Remark 1.6.4. We should note that in Corollary TG-3, the right hand side of (ICHAQ) is
strictly positive for all choices of oy. Also, recalling Definition [[.Z.1, the right hand side of
the second inequality of (ICB-Q) is also strictly positive for all choices of oy.

Remark 1.6.5. At this point, we can make a direct comparison to the case when only the
drift, but not the volatility, is under the agent’s control. That drift only control case has been
considered in [DeMarzo_and Sannakon (2006) and Heé (2009) but given our current linear cost
form, a more direct comparison is with [Hé (120119). It should be noted that in [Hé (12009),
the agent manages a geometric Brownian motion (which Hé (2009) regards as firm value,
rather than cash flow). Nonetheless, consider [Hé (12009, Proposition 1) and they derive the
analogous necessary and sufficient condition to be,

8, > ¢“;%H' (1.6.8)

Note in (B3R), the multiplicative factor by o is to reflect the fact that the agent managed
process in [Hé (12009) is a geometric Brownian motion (with managed drift iy and unmanaged
constant volatility o ), rather than our linear setup.

What is most striking about the characterization in (ILGR) and Lemma TB62(7) is that on
the right-hand side of (IBR), there are no other agent choice variables involved; indeed, the
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entire incentive-compatible contract is characterized by this single — perhaps rather “static”
— inequality. In contrast, on the right-hand side of the inequality in Lemma T02(i), there
still remains a choice variable by the agent; indeed, this type of characterization is very
similar to the one that is provided in |Sannikon (2008, Appendiz A, Proposition 2), even
though in that problem, there is still no volatility control.

Remark 1.6.6. Despite the addition of volatility control, and in particular that volatility
oy is chosen from an interval [0, oy| in our model, it might seem surprising that incentive
compatibility can still be completely be characterized by two inequalities, (IT68) and (CH1)
of Corollary T3, much alike binary hidden effort or drift choice models of [DeMarzo and
Sannikot (2006) and [Hé (12009). Economically, it is because the volatility choice o; here
1s not a direct source of moral hazard conflict. That s, both the principal and the agent
prefer the same direction of volatility, even though they may disagree on the level. Hence,
the principal need not be concerned with providing direct incentives by altering the sensitivity
B¢, and hence the optimal choice of sensitivity By should just focus on providing incentives
to motiwate the correct effort level, and since there are just two effort choices here, this
corresponds to the two inequalities. As mentioned earlier, the volatility choice is an indirect
source of moral hazard conflict. In particular, even though the principal and the agent may
agree on the general direction of volatility choices ™ | the fact that the agent can directly
alter the uncertainty of this economy implies the agent’s volatility choice complicates the
principal’s task of providing incentives to the agent.

Remark 1.6.7. At this point, one might step back and ponder about this question: The
principal here can only observe a one-dimensional managed cash flow'Y , but why is it that
it can provide incentives to induce the agent to make the appropriate choices for a two-
dimensional moral hazard term (e, o), that being effort and volatility choices? The essential
explanation lies in the monotonicity of the reward function k(e,o) in both arguments and
also the way that the volatility term o enters linearly into the diffusion term o,dM; of the
managed cash flows dY;. For instance, if we had considered an alternative reward function
form, say like k(e,om), for My = m, and that the diffusion term is more complicated, like
in the form o,Y,dM;, then we can see that the above argument will not hold.

1.7 Principal’s Problem

Once the incentive compatible contracts have been characterized as in Lemma G2, we are
now ready to consider the principal’s problem.

16 A far more difficult characterization happens when the principal and the agent disagree on their
preferences of the volatility level. This is left for future research.
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Strengthening the IC condition

If we take the necessary and sufficient IC condition as characterized by Corollary 633, it
will be difficult to ensure that the resulting principal’s value function will be concave in the
agent’s continuation value w. Hence, we will strengthen the IC condition and consider a
sufficient IC condition for Corollary 623, and also we will restrict the set of sensitivities to
be bounded above.

Assumption 1.7.1. Suppose we restrict the set of sensitivities to be,

B={B:K=>p>p}, (1.7.1)
for some sufficiently large K > 0, and where we define,
1 Pe Po
= — — — — . 1.7.2
- k(em,or) — k(ew,om) |:6H (e —er) + oL (on UL)] ( )
Remark 1.7.2. Note that since o +— m [f—;(eH —er)+ f—Z(UH - 0')} is mono-

tonically decreasing, it is clear that (IZZ) is a sufficient condition that satisfies the IC
condition as characterized in Corollary T6-3. Furthermore, also note that B > 0. As well,
we impose an upper bound K on % to ensure that the set B is compact. If the set B
1s not upper bounded, and in particular not compact, then it is conjectured that most of
the arguments henceforth will still go through but one might need more sophisticated proof
techniques.

Principal’s optimization problem

Henceforth, we will restrict our attention to incentive compatible contracts. And when
we write the probability measure P and expectation E and other processes where there is
dependence on the action process A, we will denote them without the superscript A notation.
The following result significantly simplifies the principal’s optimization problem.

Lemma 1.7.3. Fiz an incentive compatible contract (A, X, 7). Then under the recommended
action A, we have that,

(i) {FY iso = {Fihiso, where {Fitiso is the natural filtration generated by Brownian
motion B.

(ii) dei =0, P-a.s.

Thus, with Lemma IZ733(ii) in hand, we are now ready to consider the principal’s opti-
mization problem. For the remainder of the discussion, we will only consider the case when
the principal wants to induce the agent to choose high effort e; = ey at all times ¢, but the
principal still needs to induce the agent to optimally choose the volatility level o;. In binary
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effort models like DeMarzo and Sannikov (2006) and He (2009), the authors also look for an
always high effort implementation of the optimal contract. Zhu (2013) considers the model
of DeMarzo and Sannikov (2006) and shows that it is possible to induce the agent to choose
high effort and switch to low effort shirking at times. We acknowledge this possibility that
inducing the agent to shirk could yield a potentially higher payoff for the principal, but for
this paper we will only look for an always high effort equilibrium. It should be noted that
we do not place such a restriction on the volatility choice; for instance, we do not insist
on looking for an equilibrium where the principal induces the agent to always choose high
volatility. That is because in our model, as discussed earlier, there is no direct moral haz-
ard conflict between the principal and agent’s desired direction of volatility. However, there
remains an indirect moral hazard conflict arising due to volatility choice as the agent can
effectively alter the level of uncertainty directly in this economy and thereby making it more
difficult for the principal to provide incentives.

Recalling the principal’s time ¢ = 0 payoff form in (IZ234), the principal’s optimization
problem, when the principal desires to induce always high effort e, = ey, is thus,

o(w,m) = sup E {/ e”t/ﬁ(eH,at)dt—/ e "MdX, +e L, (P”)
0 0

0,X,8,T
subject to state value dynamics,

AW, = [Tthdt — ¢y (2 - 1)} dt — dX; + BioMydBy, Wy = w,

oL

th = MtdBt, MO =m,

(S)

Optimal termination time

In (BJ) the principal maximizes over the set of effort control processes e = {e;} where
e; € {er,en}, volatility control processes o = {o;} where o, € [o,0y], compensation
processes X = {X;} which is cadlag and nondecreasing, the sensitivity process 5 = {5},
where 5, € %4, and the termination stopping time 7; of course, all of the above must be
{Fi}-adapted.

At this point, we will note the following. Let’s considered the relazed principal’s opti-
mizaton problem, of which we simply remove maximizing over 7 in (BJ1). That is to say,
consider,

v(Wy, M) := sup E [/ e_”t/i(et,at)dt—/ e "dX, +e 7L
0 0

e,0,X,5
T:=inf{t >0: W, < Ror M; <m},

(P)

subject to the state dynamics (8).
Using an argument similar to Cvitani¢ and Zhang (2002, Chapter 7, Lemma 7.3.2), and
also in accordance to the intuition that the principal would want to hire the agent as long
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as the agent is getting paid at least his outside option of R (i.e. individual participation
constraint), we can show that the problem of (H) subject to (8), and the problem of ()
subject to (8), are equivalent.

Heuristic HJB

Considering problem (B) subject to (8), this is a stochastic optimal control problem with
continuous controls (i.e. the volatility recommendation o, and the sensitivity ) and singu-
lar controls (i.e. compensation process X). Hence, standard results in the optimal control
literature suggests the value function v is a solution to the Hamilton-Bellman-Jacobi (HJB)
equation,

max{ — rip(w, m) + max s%p (L., ) (w,m;0,8) + k(ew,0)],

(1.7.3)
— Yy(w,m) — 1} =0.
And here, Z,,, is the second order differential operator,
1
(%Hf)(w,m, 0, ﬁ) = | Tyw — ¢a i - 1 gw(w7m) + _m2£mm(w>m)
oL 2 (1.7.4)

B (10,m) + 3 0 (w0, ),

and where we maximize over o € [o7,0y] and 8 € . Also, where not specified, when we
write max, and supg, for notational brevity, it is understood that we are maximizing over
o € |op,0p) and € A. For convenience, we will also denote the set of admissible controls
at initial state (w, m) as 47, ,,, with a typical control element denoted as a = (o, X, ).

Let us denote the state space for the agent’s continuation value as 'y := (R, 00), and
the state space for the exogenous factor as I'y; := (m, c0), and the overall state space be
[I' .= Ty x I'y;. The appropriate boundary conditions of this problem are:

v(w,m) =L, for (w,m) e IT. (1.7.5)

Key illustrations of the value function

Detailed properties of the value function are showed in Section 1. The most critical qualita-
tive behaviors of the value function are shown in Figures [C3 and 4. See also the illustration
in Figure 3 the numerical solution.

1.8 Optimal Contract Discussion

In this section we will heuristically discuss the properties of the optimal contract and the
implemented actions. The emphasis is on the economic intuition and hence we will suppress
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Figure 1.3: Illustration of the state space I'. The continuation region is the set %, and the
payment condition is the set 2. Here, the free (moving) boundary that separates
between the continuation region and the payment condition is m + W (m). It should
be noted that the shape of W as drawn is only meant to be illustrative.

the mathematical details in this section. In particular, for the sake of discussion in this
section, we will assume outright that the value function is sufficiently smooth such that all
the partial derivatives make sense.

Optimal sensitivity

Let’s first begin by discussing the optimal choice of sensitivity 8. Fix any o € [0, 0y]. From
the HJB equation (I"Z3), when (w,m) is in the no payment region, the optimal choice of
sensitivity must thus be,

1
SUpP BV (W, m) + = B2V (w, m), (1.8.1)
Be# 2
and recall the definition of £ in (7).
Before we proceed to discuss the form of the optimal sensitivity [ choice in the optimiza-
tion problem (ICX), let’s first discuss the diffusion term of the agent’s continuation value
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v(w, m) = w
\

0=max{ —ro(w,m)+ max  sup (ZL,v)(w,m;o,B)+ k(en,o), —vy(w,m)—1
o€lon.on] pe(p,K]

/

- 11 - -
o(W(m),m) = — | =m2 V(W (m),m) — roW (m) + k(em, om) + ¢ (Ui - 1)]
1 oL

2

Figure 1.4: Illustration of the value function in the w-slice. That is, for each m € I'y;, we plot
the value function w — v(w, m).

dynamics dW; in (8), and in particular, highlight how this makes our model significantly
different from the drift-only control models. If we recall back to agent’s continuation value
dynamics dW; (8), the overall diffusion term is f;o0,M;dB;. Hence, even focusing on the
choices of (5, 0) on the agent’s continuation value diffusion term alone, we see several effects
at play. On the one hand, the principal wants to provide the cheapest or lowest amount of
sensitivity 8 to induce the agent to adhere to his recommended actions. But on the other
hand, the amount of risk (i.e. the diffusion term of the agent’s continuation value) is not
solely just based on the principal’s imposed sensitivity (. It is indeed determined by the
product of the sensitivity 3, volatility choice o, and the exogenous factor level M; = m.
That is to say, in contrast to drift-only control models, where the total amount of risk (i.e.
again, meaning the diffusion term of the agent’s continuation value) is of the form 5;dB;, so
the principal can directly dictate the amount of risk he wants to subject the agent to through
the choice of sensitivity 8. In contrast, in our case, the principal’s choice of sensitivity [ is
not the only source of risk the agent is facing — the agent faces the product B;o.M;, of which
oy remains to be a term that the principal wants to recommend and dictate for direct payoff
reasons, and M, is an exogenous factor level not controlled by the agent nor the principal.
In all, that is to say when the principal wants to provide incentives through the sensitivity
[, the principal must thus take into account providing incentives for an optimal volatility
choice o, and also the exogenous factor level m. It is precisely in this sense, the ability for the
principal to provide incentives to the agent to induce the agent to take on the recommended
action is weakened, relative to a drift-only control model.

Once we understand the incentive concerns in the diffusion term of the agent’s continu-
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Figure 1.5: Numerical solutions. We use the methods of a controlled Markov Chain approx-
imation (the key reference here being Kushner and Dupuis (2001)) to directly
compute the value function, and this is not dependent on the HJB-PDE formu-
lation. We use the same reward function k(e,0) as in Example TZ0 with the
same parameter values as in Figure 2. The additional parameters that were used:

To = 2,7‘1 = 1.5, ¢e = 0.3,¢g =0.5
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ation value dynamics dW,;, we can now be more specific about what the principal needs to
consider in choosing the optimal sensitivity 3, as in the optimization problem ([C8). Again,
we immediately note several effects that are distinctly not present in drift-only control mod-
els. The optimal choice of sensitivity 8 now clearly depends on the volatility choice o, the
cross marginal effect vy, (w, m) of the agent’s continuation value W; = w and the exogenous
factor level M; = m, and the second order effect vy, (w, m) of the agent’s continuation value.
Let’s assume that vy, (w, m) < 0 in the no payment region, implying that the principal, al-
though is risk neutral, becomes “endogenously quasi risk averse” with respect to the agent’s
continuation value. Then the objective function (CX) is a concave quadratic continuous
function in 8 over a compact convex set Z. Thus, a unique maximizer 5*(o;w, m) exists.
Let us also define the sets on [0, o],

Y (w,m) := {a € [op,om] : —% < ﬁ} (1.8.2a)
Gy (w,m) = {a €lop,om): K > —% > ﬁ} (1.8.2b)
Gy (w,m) = {0 € [op,om] : —% > K}. (1.8.2¢)

Note that Ujeqz,v,m¥j(w, m) = [or, onl, and 4 (w, m)NG,(w,m) = @ for j,k € {L,M,H},j #
k. Then by a usual constrained optimization argument, we see that the optimal sensitivity
choice B*(o;w, m) is given by the following. ™

Proposition 1.8.1. The optimal choice of sensitivity associated with the optimization prob-
lem (CX) is,

B, if o € 9 (w, m)
B (o;w,m) = _% if o € Gy(w,m) (1.8.3)
K, if 0 € Gy (w,m).

Proof. The proof is immediate by the usual constrained optimization methods via the Kuhn-
Tucker conditions. [ ]

As it is with drift-only control models, the object S is the sensitivity, or “incentives”,
that the principal must subject and provide to the agent in order to induce the agent to take
the principal’s desired action. In this case, we see that the sensitivity § that the principal
wants to subject the agent to is determined by two distinct channels: (i) the level of the
exogenous factor at M; = m; and (ii) the volatility level oy = o that should be implemented.
For the rest of this discussion, let’s hold the recommended volatility level o as fixed. Also,
we recognize that when (w,m) is in the no payment, we only have that v, (w,m) > —1.

17 We denote j € {L, M, H} for the sets ¢;(w, m) to, respectively, mean “low”, “medium” and “high”.
The reason is that if j = L and o € ¢, (w, m), then the optimal sensitivity 8*(c;w, m) is chosen to be the
one at the lowest value; and likewise for the other cases of j.
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Thus, it is distinctly possible that v, (w, m) = 0. We will suppose that v, (w, m) > 0 for the
sake of this economic discussion, but this is not enforced anywhere else. ™

In the expressions (IC832), we see that the object —% plays a significant role to
determining the optimal choice of sensitivity in (1.8.3). To highlight its importance, we will

label the term —% as risk adjusted sensitivity (RAS). Economically, we can define
RAS as follows:

Vwm (W, M
RAS = _¥
TV (W, M)
(a) Precision of () ”Endogenous” risk tolerance (c) ”Elasticity of
volatility choice to agent’s continuation value exogenous factor” (184)
A~ =~ % ~N ——N——
B 1 y (_ U (w0, m) ) y (vwm(w,m)>
o Vo (W, M) U (W, m)

We see that RAS depends on three different terms: (a) precision of volatility choice; (b)
“risk tolerance”; and (c) “elasticity of exogenous factor”.

Let’s first discuss the economic channel for which RAS would induce the optimal sensi-
tivity 8 to be low, that is f*(o;w, m) = 8 in (833). Noting the form of ¥, (w, m), in order
for the set to be nonempty, we see that while —Vyw(w, m) > 0, given that 5 > 0, there are no
particular sign restrictions on vy, (w, m). Economically, this is the case when the principal
does not care or want exposure to the exogenous factor level, that is roughly to say, the
principal is relatively “inelastic” to the exogenous factor M; = m. Once the principal does
not care about the exogenous factor. then indeed, we return to the perhaps more familiar
economic logic of drift-only control models. As well, the precision of volatility choice here
must be relatively low, so that the choice of volatility is relatively high. Also, we can in-
fer here that the principal must have low risk tolerance relative to the agent’s continuation
value w, which implies the principal wants to achieve the lowest overall volatility of cash flow
diffusion, and this is achieved when the principal subjects the agent to the lowest sensitivity
B* (0w, m) = B.

Next, let’s discuss the economic channel for which RAS would induce the optimal sen-
sitivity 8 choice to be high, that is f*(o;w, m) = K in (I=83). Firstly, noting the form of
Gy (w,m) in (C82d), we see that since —vy, (w, m) > 0, if we vy, (w, m) < 0, then the set
Gy (w,m) = &. So let us suppose and discuss the case when ¥y (w, m) # &, which implies
Vym(w,m) > 0. If 0 € ¥y(w, m), then it implies that the precision of volatility choice is
high, or that the volatility choice is relatively low. Furthermore, the “risk tolerance” term
must also be relatively high, and the “elasticity of exogenous factor” is also relatively high.
This is effectively the scenario when the cash flow volatility o is relatively low, the principal

18 Indeed, for the rest of this discussion, the sign and value of v, (w,m) is largely irrelevant. However,
including the term v, (w, m) allows us to identify terms like —v,,(w, m)/Vyw(w, m) as “risk tolerance” as
it is traditionally defined (when we view the agent’s continuation value W; = w as a “consumption good”)
T | and view Uy (w, m) /vy, (w,m) as an “elasticity” in the traditional economic sense. But even without
this normalization by v, (w,m), all of the economic reasoning here goes through, except that it may not be
appropriate to keep on using the traditional economic labels.
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is relatively risk tolerance and so is willing to take on more risk, and hence is willing to let
the exogenous factor to give the extra “risk” bump, and so justifying why v, (w,m) > 0.
In such a case, the principal wants to put the highest sensitivity or incentives to the agent.

Finally, let’s discuss the economic channel for which RAS would induce the optimal
sensitivity 4 choice to be medium, that is §*(o;w,m) = RAS = —% And it is
through this medium case, which is effectively the interior solution to the optimization
problem in (X), why we think the label risk adjusted sensitivity (RAS) is appropriate.
This case of which ¢ € ¥ (w,m) as in (C82H) is exactly the “Goldilocks zone” and the
optimal sensitivity 5*(o;w, m) = —% is almost like a “Goldilocks” sensitivity. That
is, the precision of volatility choice is neither too high nor too low, the risk tolerance of
the principal is neither too high nor too low, and the principal’s appetite for the exogenous
factor is neither too high nor too low.

In all, the above discussion not only suggests that a model with volatility control differs
substantially to drift-only control models on how the optimal sensitivity S should be chosen,
but equally important, our model suggests that how it is chosen is through the decomposition

of the RAS term in (CZ4).

Optimal volatility

Once the optimal sensitivity has been characterized, as discussed in Section I8 and in (I"¥3),
we are now ready to discuss the optimal volatility ¢ choice. The choice of volatility here also
highlights an interesting economic result — while the principal and the agent both desire
higher volatility as seen from their direct payoffs, so seemingly there is no moral hazard
conflict, but there still exist a distinctive presence of a reverse moral hazard effect.

Firstly, it should be noted that while we have emphasized and focused on the case when
the principal implements the high effort e, = ey at all times, in the case of volatility control
o, it is a priori unclear whether it is possible to say which fixed volatility level that is
prevalent at all time is optimal for both the agent and the principal. Recall again from the
discussion in Section [CH, the first best action is indeed to implement high effort e, = ey at
all times, and also high volatility o, = o at all times.

But it is perhaps difficult to motivate and justify how and why the principal would find
it desirable to implement the first best volatility choice, that being the high volatility choice,
at all times. It is here that we can pinpoint the source of this reverse moral hazard effect.
Recalling the payoffs of both the agent in (IZ=3) and principal in (C24), it would appear
that there is no direct moral hazard conflict between the principal and the agent in volatility
choice at all. That is, both the principal and agent strictly prefer higher levels of volatility.
Thus, it might appear that in the optimal contract, the principal want to implement the first
best level of volatility, namely setting 0, = og to the highest level, at all times. But in light
of the discussion in Section [C8 of the overall risk or diffusion term of the agent’s continuation
value dWW;, we can see that fixing at the high volatility choice at all times leads to the overall
diffusion term B,ogM;dB;. Recall again that in this setup, termination is inefficient. In
particular, that implies up to the IR conditions of the agent being met, economically the
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principal would want to keep the agent employed as long as possible. Then there are now
two tensions. While the principal’s instantaneous direct payoff k(ey,0:) = k(em,opn) is
maximized when choosing o, = o (again, the first best result), if the principal recommends
a higher volatility o; at time ¢, it also boosts the probability that the agent’s continuation
value W; will hit the termination boundary (i.e. when the first time when W, = R), and
thereby the principal will only get the inefficient liquidation value L. This is precisely the
reverse moral hazard effect. By the IR condition, so W, > R, it is clear that it is better
for the agent to be employed than to be terminated. But to keep employment, even though
the agent desires a higher volatility choice through his private benefits, the agent must at
the same time also desire lower volatility to maintain employment. Similarly, while the
principal obtains a higher direct payoff from recommending a higher volatility choice, it is
endogenously in the interest of the principal to not recommend too high of a volatility choice
for fear of terminating the agent and receiving the inefficient liquidation value.

In all, this implies that it is not necessarily optimal for the principal to recommend the
first best volatility choice at all times. And indeed, the above discussion highly suggests
that the reverse moral hazard effect will endogenously lead the principal to shade down
the choice of volatility. And also, by choosing a higher volatility o;, and also observing
the decomposition of RAS in (CZ33) and the sets (C82), it also implies that the choice of
sensitivity § will tend to be lower. In all, and already suggested in Section 8, there is an
interplay of effects between the optimal choice of volatility and optimal choice of sensitivity.
Let us make this precise below.

With the optimal sensitivity choice §*(o;w, m) characterized in (IZ823), we define first
the objective function,

G(o;w,m) =, (i — 1) Vo (w, m) + B (03w, m)oem v, (w, m)

"1L (1.8.5)
+ 55*(0; w, M) o> m* vy, (w, m) + k(eg, o),
and the optimization problem,
max G(o;w,m). (1.8.6)

o€lor,om)=U;9;(w,m)

Economically, we see that when the principal recommends the volatility choice, there are
several effects at play. The first three terms of (IC83) are for the principal to internalize the

agent’s concerns. The first term ¢, (Ui - 1) v (w, m) are the direct payoffs to the agent for

L
choosing volatility level o, multiplied by the weight v, (w, m). The weight v, (w,m) > —1
represents the marginal value of the principal’s value function with respect to an increase to
the agent’s continuation value. So if v,(w, m) > 0, then it is marginally beneficial for the
principal to increase the agent’s continuation value, and in that case, the principal would
prefer to recommend a higher volatility choice, which is also a private benefit again for the
agent; vice-versa, if —1 < v, (w,m) < 0, then the principal would want to decrease the



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL 34

agent’s continuation value, and this is achieved by picking a lower volatility level that incurs
a private benefit cost to the agent. And if v,,(w, m) = 0, then the principal is indifferent. The
second and third terms 3*(0; w, m)om?vym(w,m) + 16*(0;w, m)o?*m> vy, (w, m) of (I8H)
capture the sensitivity effects as discussed in Section [C8, which effectively captures the cost
to providing incentives to the agent, except now the exogenous factor level effect M; = m
is now explicitly present. Finally, the last term x(egy, o) captures the principal’s concerns.
In all, that means in the problem of choosing and recommending the optimal volatility, the
principal must trade off the agent’s incentives, the cost and sensitivity to providing correct
incentives to the agent, and also the principal’s own desired preferences.

At this point, to consider the optimization problem (IC833), we effectively need to partition
the volatility control ¢ into three different regions, according to (IZ82) and accordingly
change the value of 8*(o;w,m) as given in (C83). While ¥y (w, m) is clearly a compact
subset of [0, o], it is clear that ¢, (w, m) and ¥y, (w, m) are just half-open interval subsets of
lor, 0n]. So from an optimization perspective, optimizing over non-compact intervals might
have serious non-existence issues. However, this is not a concern in our current case. For
instance, recalling (IC&24), if we pick o € ¥y (w, m) such that f*(o;w, m) = K, and if it is
indeed the optimizer o is at the boundary K of the set ¥y (w, m), then that effectively means

_ Uw7rL(w7m)
OVyw (w,m)

evaluating the objective function at o € ¥, (w, m) such that —% = K. Either case,
the optimal sensitivity is 5*(o;w, m) = K and so the overall objective function G(o;w,m)
of (C¥H) remains the same. Similar arguments apply to the case when we consider ¢, (w, m)
of (C8Z4). Thus, with this argument in mind, we modify our optimization problem and

consider,

= K and hence we are no different from optimizing over the closure ¥y (w, m) or

max  G(o;w,m). (1.8.7)

oeU;¥9; (w,m)

We will consider the optimization each case at a time. When we pick o € ¢;(w, m), for
j =L, M, H, then the objective function respectively becomes,

=00 (2 =1) valwm) + ploor ()

G(o;w, m)|

gL (w7m)

(1.8.8a)

+ §p(0)202m2vww(wu m) + K<6H7 0->’

1 wm \ W, g
- ]-> Uw(wa m) B é%mz + /{(BHa 0)7 (188b>

o

G(U;w,m)‘m = ¢q (—

or

o
G(o;w, m)|m = ¢y <a - 1) Vo (w, m) + Kom> vy, (w, m)
1

- §Kza2m2vww(w, m) + k(em, o).

(1.8.8¢)
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From the forms in (IC8R), we see that in general there are no closed form and simple analytic

expressions of the optimal choice of volatility ¢*(w, m). Moreover, one needs to compute
the (set of) optimizers o (w,m) for each case j = H, M, L, substitute the optimizer back
into the objective function G(o7 (w, m);w, m) |W, and once that is complete, the optimal
volatility choice is the set,

(1.8.9)

o*(w,m) € argmax G(a;(w,m);w,mﬂg_

JE{L,M,H} i (wm)’

Remark 1.8.2. As a general remark, it should not be surprising that the optimal volatility
choice in the form (IC&Y) is rather this complicated. Indeed, if one observes the drift-only
control model of [Zhil (2013), which is based off of the model of DeMarzo and Sannikon
(2006), in which the agent has a binary choice of effort, it is readily seen that it is not
trivial and indeed rather challenging to characterize the optimal effort choice. Here, we have
already simplified matters substantially by concentrating on tmplementing the always high
effort case, but nonetheless, even allowing for volatility to be optimally implemented, the
resulting optimal volatility recommendation is nonetheless rather complicated to observe.

Remark 1.8.3 (Difficulty of direct application of verification theorem). As we conclude the
discussion of the optimal choice of sensitivity in Section [L8 and optimal choice in this Sec-
tion I8, we can now remark the tremendous difficulty in applying the traditional “verification
theorem” to conjecture the existence of a smooth solution of the HJB (IC3) that actually
coincides with the value function in (Bl). A classical method is the verification theorem argu-
ment, or the “quess and verify” argument, where one conjectures that a PDFE that solves HJB
equation subject to some well thought out and economically motivated boundary conditions,
and from the HJB, one takes the first order conditions to obtain the optimal controls, and
substitute these controls back into the original HJB equation. There, one then proceeds to
directly solve the PDE by constructing an explicit solution and thereby directly proving exis-
tence and also smoothness. Then essentially by Ito’s lemma argument, one can then verify
that the HJB is a supersolution of the value function, and hence under the optimal controls,
the HJB is the solution to the value function. This type of argument is fairly prevalent in the
finance literature, especially in asset pricing theory, and also in continuous-time principal
agent problems where there is a single state variable, so the problem is an ODE rather than
a PDE.

However, we see here once we substitute the optimal sensitivity 8*(o;w, m) in (CZ3)
and optimal volatility o*(w, m) in (C89) back into the HJIB equation ([CT3), the resulting
HJB is sufficiently complex that it is difficult to see how we can indeed obtain the existence
of a smooth solution that satisfies the necessary boundary conditions. And this is especially
why in the technical proofs, we have to proceed through a more roundabout way via viscosity
solutions to show existence, and then “upgrade” our smoothness results.
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1.9 Delegated portfolio management

Motivation

We are now ready to consider the concrete application of the model in the context of delegated
portfolio management. Suppose we regard the principal as outside investors of a managed
portfolio, and regard the agent as the portfolio manager. In this context, we will explicitly
assume that the portfolio manager has skill and can exert costly private effort to search
for and achieve higher cash flow payoffs in the managed portfolio. That is, the portfolio
manager can directly control the drift of the cash flows. Furthermore, we assume the portfolio
manager has available assorted tools and financial instruments to engage into hedging and
speculating behavior that can change the overall volatility of the cash flows. The portfolio
itself is also subject systematically subject to an exogenous market wide or industry wide
factor that the portfolio manager cannot control. Hence, portfolio volatility is comprised of a
manager specific choice in volatility, reflecting risk management practices, and an exogenous
market or industry factor. A delegated portfolio management problem framed in a principal-
agent setting has also been considered by Ou-Yang (2003); other recent models that consider
delegated portfolio management problems include an Binsbergen et all (2008), Dybvig et al’
(2010) and Cvitani¢, Possamal, and Touzi (2014). In this section, we will relabel and call
the agent as the manager, and the principal as investor.

The main idea here is to have the portfolio manager to have sufficient “skin in the
game” through his own investments. Specifically, consider an investment firm whereby the
investment manager operates two different investment funds: an external fund fund that is
available to outside investors and an internal fund that is only available to management.
Suppose we regard the continuation value W, as the value of an internal fund that is only
available to the portfolio manager but not to the outside investor. This form of internal fund
that is only available to insiders of the firm, and not outside investors, is also an observed
market practice. For instance, numerous banks (at least prior to the Volcker Rule) also run
proprietary trading desks, which are effectively internal hedge funds. Several hedge funds
also engage into this practice. For example, the hedge fund firm Renaissance Technolo-
gies runs three funds that are open to outside investors, but also run a separate fund, the
Medallion Fund, that is only open to its employees (see Znckermanl (2013)). Darolles and
Gonrieroux (2014a) and Darolles and Gourieronx (20T4H) also discuss at length the practice
of this internal fund in the hedge fund industry. The external fund has value v(W;, M;). In
particular, this specifically implies that the value of the external fund is explicitly dependent
on the value of the internal fund W; and also the exogenous factor level M;. It is in this
sense that we view the external fund as a “financial derivative contract” written on the two
underlying “assets”, them being the internal fund and the exogenous factor.

Remark 1.9.1. Asserting that the portfolio volatility overall is directly influenced by the
portfolio manager’s risk management practices and market volatility should be reasonable.
However, asserting that the portfolio manager has skill, and moreover that such skill surely
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’ Variable \ Contract implementation interpretation ‘

W, Value of the internal fund
M, Factor benchmark

v(Wy, M) Value of the external fund
o Hedging and investment strategy
By Dynamic performance incentive fees
dX; Performance bonus

(W (M;), M;) | Benchmarked superior performance bonus payout mark

Table 1.1: We apply our general model to the concrete application of delegated portfolio man-
agement. This table lists how we should interpret the various variables in this specific
context of delegated portfolio management.

translates to higher cash flow payoffs is a strong assumption. Indeed, the question of whether
persistent manager skill exists or not 1s still heavily debated wn empirical research. The
literature on this question is too vast to survey here with any justice, but some recent papers
here include: [Fama and French (2010) and [Barras_et-all (2070).

Interpreting the continuation value

For given sensitivity 5 = {f;} and volatility o = {0}, the continuation value dynamics dW;
in (8) in the no payment region so dX; = 0, we can rewrite the expression as,

th = |:7"0Wt — ¢o‘ (Z—; — 1):| dt + BtO'tht

- {Tth — b <& - 1)] dt + By(dY; — (e, 0y)dt)

oL
o

= BedY; 4 roWidt — {gf)o (a_t — 1> + Bik(eq, O’t):| dt. (1.9.1)

L

With the context of delegated portfolio management, we will interpret the continuation value
dynamics dW; via the expression form of (IZI). See Table [0 for a summary and quick
reference.

Since W is the value of the internal fund, the expression (ICI) suggests that the value of
the internal fund is driven by the amount of ownership 5;dY; the agent has of the underlying
investment technology, and plus an investment roW;dt into a riskfree asset that pays off
at a rate ry. Note here that in this context, we can interpret £, as the dynamic incentive
fees of ownership the manager owns of the investment opportunity dY;, so 8;dY; is the total
dollar exposure the manager has to the managed cash flows. The latter two terms of (IZ9)

represent the cost of implementing an investment strategy o;. The term ¢, (g—z — 1) dt can

be thought of as the direct cost of implementing the investment strategy o,; for instance,
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this could represent the direct trading costs or managerial monitoring costs. The term
Bik(eq, oy)dt represents the proportional expected return of implementing the strategy oy.
So the manager’s internal fund value only gets a positive bump if 5,(dY; — k(eg, o1)dt) > 0,
and since the ownership amount 3; > 0, then we have that 5,(dY; — k(ey, oy)dt) > 0 if and
only if dY; — k(ey,o0,) > 0. That is to say, the manager captures the positive excess returns
over the expected return of the investment strategy, only if the investment strategy performs
extraordinarily well.

Since we focus on implementing an always high effort action e; = eg, other than the dollar
incentives (;, the remaining control policy here is the volatility o;. Again, we interpret f,
as the dollar incentives of ownership, or dynamic incentive fees, the manager owns of the
managed investment opportunity dY;, so £5,dY; is the total dollar exposure the manager has
to the managed cash flows. In addition, here we may broadly interpret o; as investment
strategies. To be more specific, once in equilibrium we implement an always high effort
e; = ey action, then it effectively implies that the manager is already exerting costly skill
to find the set investment opportunities with good returns. However, even after exerting
skill to find this investment opportunity set, the manager still needs to choose the specific
investments from the set, and it is here we interpret o; as the opportunities available to
the manager. Specifically, we will let o; be effectively a parameter captures both the set of
investment opportunities and hedging strategies.

Now using the results in Section 8, under the optimally chosen sensitivity 5*(o;w, m)
in (X3) and optimally chosen volatility o*(w, m) in (IZ89), and the set forms ¢;(w, m) in
(CRA), we can thus write (I°IT) as,

aWi= Y {80 (W M) We, MAYs + roWadt — |6, (M‘l) (19.2)

Jje{L,M,H}

B (0" (Wh, My); Wa, My)i(err, 0* (Wa, M) | dt 10" (W, My) € G5(W, M),

Economically, the form of (ICI) implies the following contractual implementation. The
outside investors offer the manager an initial start up fund value of Wy at ¢ = 0 and in
return, the manager commits to the following dynamic incentive fee compensation scheme
as represented via the optimal dollar incentives 8*(c*(w, m);w, m), viewed as a map from
(w,m). That is to say dependent on the value of the internal fund W; = w and also the
exogenous factor level M; = m, the manager will choose a different investment strategy
o*(w,m). And dependent on this strategy, the internal fund will only get different dollar
exposures of the managed cash flows dY;. For instance, for those investment strategies such
that o*(w,m) € ¥, (w, m), the manager gets a low dollar incentive f*(c*(w, m);w, m) = 5;
for those investment strategies o*(w,m) € %y (w,m), the manager gets a medium dollar
incentive 5*(o*(w, m);w,m) = —— J%f}:g& L and finally, for those investment strategies
o*(w,m) € Yg(w, m), the manager gets a high dollar incentive §*(c*(w, m); w, m) = K.

The critical real-world implication of the above is as follows — investors should contract
on the value of the internal fund and the exogenous factor level. Again, take hedge funds as a
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prototypical example. Hedge fund investment strategies are essentially completely black box,
and effectively that means even investors into the fund most often have no idea what types of
investment strategies the manager is employing. Hence, that makes directly contracting on
investment strategies to be highly unrealistic and impossible. In our framework however, the
investor only needs to contract on two things: the value of the internal fund W; = w and the
stochastic factor level My = m. That is, the investor writes a contract not on the investment
strategy that maps to the dollar incentives o — [*(o;w, m), but rather directly from the
value of the internal fund and the stochastic factor level (w, m) — *(c*(w, m); w, m), and
we emphasize that *(o*(w, m);w, m) only depends on (w,m), and indeed only has three
relatively “small” sets of values, as given by ([C=33).

However, while the investors can certainly contract on the value of the internal fund
W, = w, it is unclear how the investors can contract on the factor level M; = m. In particular,
recall that off equilibrium, the investors cannot observe the exogenous factor level. Thus, to
complete the optimal contract implementation, we further require the manager to directly
and truthfully report the exogenous factor level to the investors. In practice, that translates
to the manager reporting periodically some factor benchmark index to the investors.

Thus, with the internal fund value W; = w and the exogenous factor level M; = m
known to the investors, the investors can just adjust the level of the dynamic incentive
fee 5*(o*(w, m); w,m) accordingly, without knowledge of the actual employed investment
strategy o*(w, m). The advantage of this implementation is that the manager does not need
to report to the investors their actual employed investment strategy, which is usually what
is observed in practice in the case of hedge funds. Moreover, if the internal fund does well,
so when W, = w hits the payment boundary W (M,) = W (m), the external investors will
directly compensate manager =

As a result of the above discussion, the value of the external fund to the investors is
v(w, m), when the value of the internal fund is W; = w and the level of the exogenous factor
is M; = m. But economically and conceptually, what does it mean by the value of the
external fund is a function of the value of the internal fund and the level of the exogenous
factor? Borrowing the language of financial derivatives, we effectively can view the external
fund as a derivative, where the underlying asset here is written on the value of the internal
fund and level of the exogenous factor, with two associated barriers. The lower barrier is the
first time (Wi, M;) = (w, m) hits the level (w,m) = (R, m) or (w,m) = (w, m); that is, either
when the value of the internal fund goes bust (i.e. W; = R), or when the exogenous factor
level is sufficiently low (i.e. M; = m) that the manager effectively walks away from the firm.
The upper barrier is the moving barrier (W (M,), M;) that determines the optimal capital
injection or compensation scheme. However, despite this discussion, a direct implication
here is that the investment strategy of the manager still remains a black-box to the investor.
Another direct implication here is that the investment strategy of the external fund will
closely track that of the internal fund’s investment strategy.

20 In this setup, injecting more capital dX; into the internal fund is equivalent to compensating the
manger, as we assume the manager derives all utility from maximizing the value of the internal fund.
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Finally, we should observe what is not optimal or feasible in this context. Most notably,
the perhaps “easier” contractual setup would be that there is a single investment fund,
managed by the manager, for which mangers and investors commonly invest to. In this
context, this is not possible. As a thought experiment, suppose this were true, meaning
the internal fund and the external fund are exactly identical. But because the manager can
privately select effort and volatility (again, broadly interpreted as investment opportunity),
and by limited liability, the manager would effectively have incentives to gamble (i.e. choose
the highest volatility) and exert the lowest effort. Focusing on the volatility choice, although
by the form of the reward function k(e,o) it may appear that it too is desirable for the
investor to choose the highest volatility, the discussion in Section I8 argued that this is
not the case. As well, and this is perhaps a more cynical view of managers, suppose there
does exist only a single common fund, and recalling the black box nature of the investment
strategy, how can investors ensure that the managers will not privately squirrel away the
best available investment opportunities and leave the subpar investment opportunities to the
common fund? However, the establishment of an internal only fund for the manager with an
external fund that closely tracks the investment strategy of the internal fund does mitigate
this concerns. That is, although in equilibrium, the manager will collect some “information
rent”, namely in the form of keeping the best investment strategies still for the internal fund,
but if the investment strategy of the external fund commits to following that of the internal
fund, the external fund still benefits from the exposure of those good investment strategies.

Black-Scholes-Merton “greeks” interpretation

Once we view the external fund as a financial derivative contract written on the internal
fund and the exogenous factor, we can obtain interesting interpretations and understandings
of the RAS and also the optimal investment strategy in the paper. This is essentially made
possible by the “greeks” @ of the classical papers of Black and Schaled (T973) and Merfon
(T973).

Recalling the RAS, and suppose we drop the normalization v,,(w, m) as in (IC84), we see
that,

— Uy (W, M 1 1

RAS = ~Vum{w,m) = - X (——) X Uym(w, m)

TV (W, M) o A Uy (W, M) g —_——

(a) Precision of investment
strategy choice

~~ (c) ”Cross-gamma”
(b) Negative reciprocal of
?gamma”

This effectively implies that our dynamic performance fees depend on: (a) the investment
choice taken by the manager; (b) the “gamma” of the value of the external fund relative to
the value of the internal fund; and (c¢) the “cross-gamma” of the value of the external fund

21 In the Black-Scholes-Merton framework, if V' = V/(¢,S) is the value of an option at time ¢ and with
underlying asset value S; = S, then A = 9V/dS is called the Delta of the option, and I' = 9?V/9S? is
called the Gamma of the option. And if there are two underlying assets, so the value of the option is
V = V(t,51,852), then 92V/0S10S5 is the Cross-Gamma of the option.
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relative to the value of the internal fund and the external factor. That is, component (a)
links to the direct choice of the manager, component (b) links to incentive provisions for the
manager, and component (c) links to the external factor that is outside of the manager’s
controls.

Much more interestingly, however, is how we can think about the optimal investment
strategy. Recalling (IC83) which described the objective function to choosing the investment
strategy, we can now re-interpret as,

o
Glowm) = 60 (L -1)ulom) +  emo)
ar N——
~ -~ (B) Direct payoffs to the investor

Vv
(A) Direct private payoffs to manager,
adjusted by ”delta”

2 2, .2

1
B* (o, w, m)omvym, (w, m) + 5&*(a,w,m)0 M= Ve (W, )

(. J

~
(C) Incentives due to the manager,
adjusting for dynamic performance fees

The expression above suggests the investment strategy must trade-off the direct benefits
to the manager, direct benefits to the investor, and also the incentives for the manager.
Component (B) here is straightforward, as it is simply the direct benefit to the investor,
and this is strictly increasing in o¢. However, as mentioned regarding the “reverse moral
hazard” effect, we see that taking the highest value 0 = oy may not necessarily be optimal,
as one must furthermore consider components (A) and (C). Component (A) can be seen

as the marginal benefit o (% — 1) of choosing investment strategy o, multiplied by the

Black-Scholes-Merton “Delta” of the value of the external fund relative to the value of the
internal fund. That is to say, there is an interaction effect between taking on higher o, which
the manager enjoys, but that could either be amplified or suppressed by how such a change
alters the value of the internal fund, which in term impacts the value of the external fund.
Component (C) is the incentives term for the manager, and this effectively relates back to
our earlier discussion of RAS.

1.10 Conclusion

We studied continuous-time principal-agent problem where the agent can continuously choose
the drift and volatility parameters, while the principal continuously observes and receives the
resulting controlled cash flows. The key ingredient yielding a meaningful private volatility
control by the agent, in that the agent’s deviation cannot be easily detected by the prin-
cipal’s computation of the quadratic variation of the cash flows, is via the introduction of
an exogenous factor level. Hence effectively, even though the principal can infer the overall
instantaneous diffusions of the cash flows, the principal cannot disentangle the component
that is due to the agent’s endogenous volatility control and the exogenous factor level. As
a result, beyond merely hidden drift or effort control, the principal must provide incentives
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now for both inducing the desired effort and volatility. Most importantly, as a concrete
application, our current model provides a first step to considering the dynamic contracting
environment in the context of delegated portfolio management.

By introducing this meaningful sense of volatility control, we now open a new economic
channel for researchers to study continuous-time principal-agent problems. In particular,
there are further questions one can consider between the interplay of effort and volatility. In
particular, there are several questions that this framework researchers could consider:

e The current model assumes the principal is risk neutral. However, once we give the
agent the meaningful ability to privately select volatility, an immediate and relevant
extension is to consider a case when the principal is risk averse.

e In the context of delegated portfolio management, since prices of risky assets jump
(i.e. “disaster” states), it will be interesting to pair, say, our current model to that of
DeMarzo et all (2013), where the agent can also influence the likelihood of a disaster
state occurring.

In all, we feel that this model is an important step to the growing literature of continuous-time
dynamic contracting, and also to our better understanding of delegated portfolio manage-
ment contracting practices.
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Appendix

1.A Assorted Remarks

Single Brownian motion

In (CZ) and (CZ2), we use a single Brownian motion B, rather than say two different Brownian motions. In particular, this
might be surprising coming from an asset pricing perspective; in asset pricing applications, say like the classical Hestorl (1I993)
model, if S is the price of an asset, then it has say the dynamics,

dSt = ps(t, St)dt + os(t, 00, vt )dB1y
dve = pu(t,ve)dt + o (t, vt )dBa,

where B and Bg are correlated Brownian motions (with possibly zero correlation). In this type of specification, we see that
the stochastic volatility dynamics of price S are also further driven by the process v. In contrast, the specification of (I=Z=1)
and (IZ2) uses the same Brownian motion. Indeed, in our specification, if we were to use two different Brownian motions,
then economically, then there is little hope for an equilibrium. Economically, recall here the principal can only observe a single
source of information (i.e. the cash flow Y; over time), but if there are two sources of risk (i.e. two Brownian motions), then
the agent has far too much room to deviate from the principal’s recommended actions. Indeed, we will see the importance of
using a single Brownian motion in Lemma [CZ33.

Stochastic Time Change

We can actually view (CZ) and (IZ2) as a time-changed process. We will not use this fact elsewhere in the paper. Since we
can write (Z) and (I22) as dY; = k(et, ot )dt + otdMy, but since M is a geometric Brownian motion, by the Dambis-Dubins-
Schwartz theorem ® and by expanding the filtration and changing the probability space if needed, there exists a stochastic time
change {T'(t)}+>0 given by T'(t) := inf {u : [ exp{—v + 2B, }dv > t}, and another Brownian motion Z, such that M = Zp(y).
Hence, we can rewrite the cash flows as,

dY} = n(et, O’t)dt + a'tdZT(t)~

Indeed, more is true. Since M is a geometric Brownian motion, by Lamperti’s relation , we can further write M as a

time-changed squared Bessel process.

Further discussions of Definition .61

We collect some additional discussions of Definition IC6 here so as to not block the overall reading flow of the main text.

Remark 1.A.1. Let’s discuss the economic justification of (IB). If the exogenous factor level M, which again is a geometric
Brownian motion so M > 0, is too low, say when My ~ 0 (even though My = 0 happens on a set of measure zero), then
all sources of uncertainty in this economy vanishes. Indeed, suppose in the extreme that we indeed have M = 0. And when
that happens, the managed cash flows thus become dYy = k(et,o0¢)dt, without any additional noise term. But this implies
the principal, upon observing cash flows dY; continuously over time, can precisely detect the choice of effort e; and choice of

22 See Reviiz_and You (2005, Chapter V, §1, Theorem 1.6) for the precise statement.
23 See Reviuiz and Yor (2005, Chapter XI, §1, Exercise 1.28).
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volatility oy that the agent has chosen ® | and clearly then, the principal would instruct the agent to choose the first best effort

and volatility choices. However, first best effort and volatility choices are clearly not beneficial for the agent.

Without the presence of uncertainty (so when M = 0), the principal no longer needs to compensate the agent, X = 0.
Mapping back to the context of delegated portfolio management and recalling the discussion in Section 3, when M = 0, it
is equivalent to saying the outside investor is getting precisely zero premia for the factor exposure of this particular managed
fund. In that case, the investor has no particular reason to compensate the manager for management anymore. Indeed, in
this case, if the manager does not choose the first best case of highest effort (ex = ep ) and choose the appropriate investment
opportunity (o¢ = og ), the investor will simply walk away. Anticipating this, the agent is conceivably better off to “walk away”
from managing the project before the exogenous factor level M is too low, namely at m, and still manage to extract some
information rent from the principal. More precisely, the agent’s retirement value R is such that,

Payoff to agent with positive exogenous factor M > m > 0, and arbitrary actions

/ e TotdX, +/ e 17 [qSe (1 - 6—5) + o (2 - 1)] dt
0 0 €H oL

>R

o0 1
> / e "0t (”—H - 1) dt = —¢g (U—H - 1)
0 oL T0 gr,

Payoff to agent with always zero erogenous factor M = 0, and first best actions

This discussion hence also justifies the retirement value R as specified in (IB2).

Remark 1.A.2. With Remark 2 in mind, we should also consider the counter case. What if the retirement value R is
too low? Specifically, what if, unlike (I52), R is such that,

1
b (‘LH - 1) >R>0. (L.A1)
70 agr,

If the retirement value R is such that (CA) holds, when the exogenous factor level is identically zero M = 0, we will see
that it may be not optimal for the agent to walk away from the contract. That is, if M = 0, again as per the argument in
Remark A, the principal can credibly instruct the agent to take onm the first best action e; = ey and or = oy, and pay

zero compensation X = 0. That is, the agent simply then receives the instantaneous private benefit of ¢o Z—IL{ —1)dt. Even

though the agent knows that there are some positive information rent to extract from the principal if the exogenous factor level
is strictly positive, but even at the identically zero exogenous factor level case, his instantaneous private benefit still exceeds
the outside retirement value R. So if (CA) holds, it implies there is a possibility that the principal can give the agent zero
compensation and yet the agent will still happily remain employed.

We rule this case out. Specifically, we assume that at time t = 0, the agent can anticipate such effects, and negotiate,
ez-ante, with the outside labor market to secure a sufficiently high retirement value R that satisfies (IB2), rather than a low
retirement value of (B). In the context of delegated portfolio management, we may think of a high retirement value R to
represent an outside fund management opportunity that’s available to the portfolio manager.

1.B Selected important special cases

Several papers in the literature have some level of volatility control in the dynamic principal-agent problem in continuous-time.
However, all of them place various levels of restrictive assumptions on the way the agent can control volatility, which is not
imposed in our setup.

(1995, 2004)

The papers by (T995) and (z0md) are the closest in terms of volatility control but still does not resolve the problem
that we have in mind for this paper.

Let’s first review (T995). The author considers a finite time horizon, [0,1]. The cash flows under management is
of the form dY; = pidt + ordBt, where the drift u: and volatility o¢ are under the agent’s control. A contract is signed
between the principal and the agent at time ¢t = 0 and the agent is compensated at time t = 1. The agent incurs an integrated

24 This is possible since the reward function s of Definition [Z is bijective and non-crossing in effort e
and volatility o.
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\ Cash flow dynamics References
Brownian motion with | dY; = pdt + od By Holmstrom and _ Milgrom
controlled drift (I987), Biais, _ Mariotfil
Planfin, and Rochef (2007),
Sannikov ('2[)[)8)’ DeMarzd

and Sannikod (2006), Adrian

(z013)

Geometric  Brownian
motion with controlled
drift

dY; = pYydt + oYid By

He (P009)

General Ito diffusion
with controlled drift

dY; = f(t,Y, p)dt + o(t,Y)dB;

Schaettler and Sung (IT993)

Brownian motion with
controlled drift and
controlled jump

dY—t = (Oé-’-put)dt‘f'O-dBt_Dutht’
a, p, D constants

DeMarzo, Livdan, and

T'chistyi (2013)

Brownian motion with
controlled drift via
long run incentives

dY, = &udt + 0dB,, & = [, f(t —
S)psds

Controlled Poisson in-
tensity

dYy = CdN;, N has intensity pro-
cess {ptfe>0, C' > 0 constant

Linear Ito diffusion
with controlled drift
and volatility

dY; = f(pe, o¢)dt + o¢dB;

(*) Bung (993, 2O04)

motion with controlled
drift and volatility

o:VidBy, K, 0, a constants

Geometric  Brownian | dY; = [rY; + pe(a — r)]dt + perdB:, | () Ou-Yang (P003)

motion with same | 7, a, k constants

control on drift and

volatility

Geometric  Brownian | dY; = kYidt + opdt + aoVidt + | (x) Cadenillas, Cvitani¢, and

Zapaterd (2004)

Multidimensional
Brownian motion with
drift and volatility
control, but scalar
observations

dY; = g ' o(bdt+dBy), p,0,b, B are
multidimensional but Y is a scalar

() [Cvitani¢, Possamai, and
Tonuzi (2[“4)
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Table 1.B.1: A selected survey of agent’s managed cash flows in the existing literature. Here,

B denotes a standard Brownian motion and N denotes a Poisson process.

For

consistency, the notations here differ from that of the original papers. The agent’s
control (in bold for emphasis) is u = {p}+>0 (and where relevant, ¢ = {o¢}+>0).
For the (%) starred cases where volatility is (seemed to be) under control, please see
section [CB for discussions of their key caveats.
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cost fol c(pt, o¢)dt for choosing between the drift p¢ and o over the investment horizon [0,1]. The principal is restricted to
compensate the agent according to an exogenously fixed “salary function” S. The author considers two cases. In the first
case, the principal observes the entire path of {Yt}te[o,l] and hence can also observe o across this path (i.e. via the quadratic
variation of Y). Hence, there is no need for the principal to provide incentives to control the volatility o¢. In the second case,
the principal can only observe the ending cash flow value Y7. In such a case, the principal cannot know what volatility control
ot the agent had chosen over the investment horizon [0, 1].

(e00d) is similar to (995), except that the author allows for a more general specification of the cash flow
process, and restrict to the second case setup of (r995), whereby the principal can only observe the initial Yy cash flow
and the terminal Y7 cash flow. Specifically, (pood)’s specification is of the form dY; = f(u¢, ot) + o+dB¢, where the agent
controls both the drift u; and volatility o¢. The details in the preferences of the agent and principal differ slightly between
Sung (995) and (zo0d) and we defer the reader to the actual papers for details.

Unlike (T995) and (eo0d), in this paper we will explicitly allow the principal to observe the agent’s managed
cash flow process at all times.

Ou-Yang (2003)

In (2003), the principal-agent problem is the in form of an investment manager (i.e. agent) has to manage a portfolio
for an investor (i.e. principal). Asset returns follow the familiar geometric Brownian motion and together with the risk free
asset, it induces a wealth process for the portfolio. The agent can choose the portfolio process and the conflict arises when the
investor cannot observe the manager’s chosen portfolio policy ® . In this setup, the portfolio choice variable is attached to
the diffusion term of the wealth process. But as duly noted in (o3, Page 178): “If the investor observes both the
stock price vector P(t) and the wealth process W (t) of the portfolio continuously, then she can infer precisely the manager’s
portfolio policy vector A(t) from the fact that the instantaneous covariance between W (t) and P(t) equals diag(P)ooT A(t).
Since ool is invertible by assumption, the manager’s policy vector A(t) is completely determined. Hence we must assume that
the investor does not observe the wealth and stock processes simultaneously.” Hence, through this, rather strong, assumption
in restricting what the investor can observe over time, volatility can be controlled without detection by the principal. In this
paper, we will not impose such a strong assumption that restricts the principal’s information set.

Cadenillas, Cvitani¢, and Zapaterqg (2004, 2007)

Cadenillasefall (2004) does allow the agent to have explicit drift and volatility control but the compensation type is exogenously
given. Using the original notation of Cademllas et all (2004, Equation (2)), the agent (manager) manages the value of assets V
under the agent’s management evolves according to,

dVy = pVidt 4+ dpedt + ave Vidt + v VidWe,

where u and v are the agent’s controls. Moreover, the paper assumes that while effort (drift) u control for the agent is costly,
project selection (volatility) v control incurs no cost on the agent, but only implicitly matters to the agent through the principal’s
compensation. The principal (outside investors) is exogenously allowed to only compensate the agent with stock that becomes
vested at a terminal time 7. The principal simply needs to choose the number of shares of stock to give to the agent and the
level of debt of the firm ®¥ . In all, taken in this light, Cadenillas et all (2004)’s interesting approach of the problem does not
have the key ingredients that are present in this paper. Firstly, we do not exogenously fix what the compensation contract the
principal must give to the agent, and indeed the compensation structure is dynamic and endogenous. And secondly, the agent

25 The wealth process, referring to (P03, Equation (1)), has the form,
dW (t) = [rW(t) + A(t)(p — r)]dt + A(t)od B,

where r is the risk free rate, and p is the expected return of risky assets, and A(t) is the portfolio choice
policy. Note in particular the choice variable A(t) enters both into the drift and volatility of the wealth
process.

26 Tt should be noted that in a similar spirit, (P000) considers a delegated portfolio choice
problem of which through the portfolio choice policy, the agent can choose the volatility of the value of the
asset portfolio. There are no private benefits or costs to the agent in choosing a particular portfolio choice
policy. Exogenously, the principal compensates the agent (only) with a call option with the strike price being
the terminal value of the managed portfolio.
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does incur private benefits (or equivalently, negative private costs) of controlling the unobservable volatility level of cash flows
and so the principal must provide incentives on both effort and volatility.

Cadenillas_ef-all (2007) allows for the agent to control both the drift and volatility but they explicitly consider a first-best
risk-sharing setup whereby agency problems are absent.

Cvitani¢, Possamai, and Touzi (2014)

The closest work in the literature to our paper is the contemporary work by [Cvitani¢. Possamai, and Touzj (2014). 22 The
goal of that paper is also to investigate under what conditions would there be meaningful volatility control by the agent. The
authors propose that if the principal can only observe managed cash flows Y continuously overtime, and if the agent controls
a wvector of volatilities v € Ri, so that the managed cash flows have the form,

t
y;:/ vy - (bdt + dBy),
0

where B is a d-dimensional Brownian motion, and b € R? is a common knowledge constant vector. Again, since the principal
can continuously observe the managed cash flows Y, then the principal can compute the quadratic variation of Y and obtain
an (integrated) matrix,

d[Y]t =Vt - l/tdt,

where, of course, v - v/ is a scalar. But given that the principal can only observe Y, there is no way the principal can decipher
the individual managed elements of v - v. Thus, this yields to a setup where there is meaningful volatility control. It should be
immediately noted that in the setup of Cinfanic_efall (2014), the dimensionality d plays a critical role. That is, if d = 1, then
we collapse back to the case where there is no meaningful volatility control. Hence, in their setup, the dimensionality must be
d>2.

Cratanicefall (2014) considers a setup where the agent is only paid at a final deterministic time 7" and both the principal
and the agent have identical CARA utility, and the agent has a quadratic cost in volatility choices. In contrast, our paper
considers only risk neutral principal and agent, but allow for intertemporal compensation from the principal to the agent,
endogenous termination of the agent, and also private effort and volatility choices by the agent. Moreover, fundamentally,
our methods for “hiding” volatility control are fundamentally different in that Ciafanic_efall (2014) relies on a dimensionality
argument, whereas this paper relies on reconsidering economically the modeling method of the noise term. It could be an
interesting extension for future research to combine both of these approaches.

1.C Proofs of Section .6

First let’s define,

Vi(A) :==EA [/OT e 708 (dXS + |:¢e (1 - :—S) + ¢ (Z—S - 1)} ds) +em0(T=OR ( ]-'ty} (1.C.1)

H L

It is important to note that both (IC6) and (), which represents the continuation value of the agent at time ¢ if the
action process A is being taken, are conditioned on the filtration {]-'ty} That is, the information observable to the principal.
In particular, the filtration that is being conditioned on is not a Brownian one. This is a key and important departure from
the usual papers in continuous-time principal agent problems. In providing incentives to the agent, since the principal can
only observe the cash flows Y, this implies the continuation value of the agent, from the perspective of the principal, can only
condition on the information {FY } generated by the cash flows Y, and hence (IZE) and (ICC) have the correct conditioning.

Remark 1.C.1. Consider the typical setup of Delarza_and Sannikon (2008) in the form ([23),
dY: = pdt + odBs. (1.0.2)

For a fized recommended action {ut},~, and since the principal observes the cash flows {Yi},~, by simply rearranging terms,
we see that, B B
dYy — pgdt

o

dBs.

27 This author was not aware of the presence of this paper (with a working date of March 7, 2014) until
mid April 2014, but by then, a well working draft of this current paper had already been written and indeed
circulated in small private circles.
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Indeed, this is the key step to the analysis of both [DelMarzo_and Sannikon (2006) and Sannikod (Z0O08). And so, in this case,
once the action process {pt},~ s fived B3 | then the left-hand side is completely observable by the principal. And thus, in
these types of setup, the information set available to the principal {]-'tY}tZO is exactly identical to the Brownian information
set {Ft}i>0, and so we do achieve E4[ - |FY] =E[-|Ft]. That is, in words, if the principal knows the action process and can
observe the cash flows, that means he must also know the Brownian motion noise.

However, in this current setup of (CZ) and (IZ2), this is clearly not the case. In particular, even if the agent knows
the action process and the cash flows, he does mot know the Brownian motion moise, and so we have a clear inequality,
EA[- |FY] #EA[- |F]. To see this, observe that even if we repeat the above rearranging computation,

dYy — pedt = oy Myd By,

where specifically, we cannot “divide” over the generically not constant over time volatility choice o¢ (i.e. simply write out the
above SDE in it’s integrated form). Recall also that m is not observable to the principal. And from this expression, we see that
even if an action process A = {(ut,0¢)},>o s known to the principal, his information set ]—'tY cannot equal to the information
set generated by Brownian motion Ft.

A trivial rewriting

In light of Remark I, it motivates for the following rewriting. The idea is to not think of noise driven by Brownian motion
but rather driven by a more general continuous martingale process. In particular, observe, trivially, from (IZZ) and (I=2=22),
we can write,

dY: = pedt + ordMy. (1.C.3)

In particular, note that from (IZZ=2), it is a geometric Brownian motion with zero drift and unit volatility. Thus, we have an
explicit solution,

1
M = Moexp {_Et + Bt} , t>0. (1.C.4)

For all the proofs that follow, we take, without loss of generality that My = 1; the proof goes through with a generic Mg = mg
but we just have to carry more algebra.

Proposition 1.C.2. For a fized contract (A, X, T), the stochastic process t — fg osdms is an (PA, {FY })-martingale.
Proof. First, from (CC3) and again since the action process A is held fixed, we write,
Y: — pedt = ord M. (1.C.5)

From ([C3), we see immediately that M is a true (P, {F;})-martingale (i.e. the Dolean exponential with respect to Brownian
motion). Since o is {F:}-adapted and since m is a P-square integrable continuous martingale, then this implies that ¢ —
fot osdMj is also a (P, {F;})-martingale.

Now, let’s show that ¢ — fg osdM; is also a (P, {FY })-martingale. Observe that ¢ — fg osdM; is FY -adapted. But this
is immediate by viewing the left-hand side of (ICC3) and recalling footnote . It remains to verify the martingale property.
Pick any time ¢1 > to. Since t — fot osdMs is a martingale, then we immediately have that,

t1
E |:/ osdMg
to

But by applying the Law of Iterated Expectations,

t1 ty
E U osdM, ]—'ty} =FE [E [/ osdM,
to to

so the martingale property holds for {F} }. Finally, the fact that ¢ — f(f 0sdM, is a (P4, {F) })-martingale follows immediately.
]

7] o

ft} )]—'f} =0,

This trivial rewriting of (CC3) and observation of Proposition [ that o4dM; is an (P4, {]-'ty})—martingale are the key
steps to the beginning of our analysis. Indeed, to emphasize the importance of the observation in Proposition I3, we will in
the subsequent few sections, denote explicitly the (P4, {F} })-martingale as,

ordM{A = Y; — pydt. (1.C.6)

28 More precisely, this means we work under the induced probability measure P4, where A = {1t }e>0-
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Martingale Representation Theorem

With Proposition [T in mind and also the cash flow process in the form (ICCZ3), we can now state the following key proposition.

Proposition 1.C.3. Fiz a contract (A, X, 7). Then there exist processes {ft},~, and {th’A}tZO such that the dynamics of
Vi(A) in (LX) can be written as,
dVi(A) = e "0 B00dMP + dV,- A, (1.C.7)

where B¢ 1s some predictable process such that fot (e770565)2d[f6 oudMA]s < oo, PA-a.s., and th’A is continuous and orthog-
onal to t fot osdMZ (i.e. meaning, [V4A, [ 0sdMA), =0, PA-a.s.), and VOL’A =0.

Proof. Tt is easy to verify that () is a (P4, {FY })-martingale (i.e. Doob’s martingale). Then the result is an immediate
consequence of Proposition T2 and the (general) martingale representation theorem. For the precise statement for this
general martingale representation theorem result, please see Hunt and Kennedy (2004, Chapter 5, Theorem 5.37), Proften
(ponH, Chapter IV, Section 3, Corollary 1) and Revuz and Yor (2005, Chapter V, Section 4, Lemma 4.2). |

Remark 1.C.4. In the term e’rotﬁtathtA, the time discount factor term e~ "0t is merely a convenient normalization; this
is also done in Sannikon (2008). Also, strictly speaking, B is clearly dependent on the choice of the action process A but will
suppress it for notational convenience when the context is clear. We keep the notation A on the orthogonal process VtL’A as
the choice of A will make a meaningful difference in the subsequent discussions.

Compared to the papers like [Holmstrom and Milgrom (1987), Lelarzo_and -Sannikon (2008 ), Sannikod (ZO08), and others,
they all invoke a martingale representation theorem for the case when the filtration is generated by Brownian motion (i.e. see
Karatzas_and Shrevé (1991, Chapter 3, Theorem 4.2), among others); recall again the discussion in Remark I on why
a Brownian filtration setup here is inappropriate. Specifically in the Brownian case, the orthogonal term, denoted above as
VtL’A, would be identically zero. It is also worth noting that in this line of continuous-time principal-agent literature, there
have been some notable cases where the filtration is not Brownian. For instance, in Sannikod (2007, Proposition 1), the “extra”
orthogonal term is interpreted as a public randomization device.

Dynamics of the agent’s continuation value

With Proposition I3 in mind, the following is an easy application of Ito’s lemma.

Proof of Theorem L. From ([CTCD), we can write,

Vi(A) = /Ot eTos (dXs + {@ (1 - e%) + ¢o (Z—Z - 1)D ds + e~ TOLW(A). (1.C.8)

Applying Ito’s lemma, we obtain,

AVi(A) = e~ 0t (dXt + [¢e (1 - 3) + ¢o (2 - 1)} dt) £ demmotWe(A)y (1.C.9)
ey or, —— ——
—rpe "0t Widt+e Ot dWy

Equating (IC) with (IKC), we obtain,

e "0 Byodmit + dv;- A

— e Tot [ gx et oy — _rot (1.C.10)
= t+ |de |1 + ¢o 1)]|dt roe Wi(A)dt +e dWi(A)
en or,
. LAt posgisLl,A . . . .
Defining €; = fO e"08dVg ", rearranging, and recalling that otdM; = Y; — pidt, we obtain,
AW (A) = roWi (A)dt — (dXt + [q&e (1 - ei*) + ¢o (:—t - 1)] dt) + Bi (Vs — pedt) + dei ™, (1.C.11)
H L

and we are done. |
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Checking for Deviations

With Theorem ICB0 on hand, we are now ready to give a simple condition (hopefully that is both sufficient and necessary) to pin
down the incentive compatibility constraints of the agent. Fix two action processes ™ A = {(u¢, 0¢)};0 and A = {(u], GI)}tzo.
If the agent plays A, then the agent’s time zero continuation value is Wy(A) as in (IE6). But suppose the agent deviates

to AT, Specifically, the cash flow processes under the two different action processes evolve as 5@ |
Under P4:  dY; = pgdt + ordM. (1.C.12)
Under PA":  dy; = pldt + of dMA". (1.C.13)

Phrased in this light, this strongly calls for a change-of-measure type analysis. To do so, we need to invoke a stronger
version of Girsanov’s theorem, which is usually applied in a Brownian setting. Here, we will use the slightly more general
Girsanov-Meyer theorem. We will reiterate it here for reference:

Girsanov-Meyer Theorem. Let P and Q be equivalent measures. Let X be a continuous (classical) semimartingale under
P with decomposition X = M + A. Then X is also a continuous (classical) semimartingale under Q and has decomposition
X =L+ C, where

t
L= M, 7/ Lz M, (1.C.14)
0 Zs

is a Q local martingale, and C = X — L is a Q finite variation process.

Proof. For details of the theorem and its proof, please see Praffed (2005, Chapter III, Section 8, Theorem 39). ]
Using the Girsanov-Meyer theorem as a guide, and we can set P = P4 and Q = ]P’AJF, then it is natural to set,
t t
Ay = / peds, Mg = / osdM2A, (1.C.15)
0 0
and,
t t +
Cy = / plds, Lg= / oldMA". (1.C.16)
0 0

Then, to ensure that the correct change of measure is possible, it remains to identify the process Z.
In particular, we define the Radon-Nikodym derivative as,

dpAT
Zy =EA [ ‘ ftY} . (1.C.17)

To continue the discussion, we will need the following mild technical assumption that we have an appropriate kernel.

Assumption 1.C.5. Suppose associated with the Radon-Nikdoym derivative in (IXZIQ), there exists a square integrable
process {pt}i>0 such that,
dZ; = pi Zyord M. (1.C.18)
With Assumption T3 on hand, and letting N; := gotcrthtA, we see that,

Zi = E(N)s, (1.C.19)

29 Again, recalling the notation convention in footnote [, what we mean here is to fix two action processes
A = {(es,04) }1>0 and AT = {(GI,O'I)}tzo, then define yi; = k(e 00) and p} = k(e o7).

30 To be precise, we mean the following and please see Proposition [CC2 again. Under P4, we have
the (P4, {F)})-martingale o;dM = dY; — p;dt; and under P4, we have the (IP’AT,{f,}/})—martingale
02 thAT =dY; — uidt. Rearrange to obtain the two displayed equations.



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL o1

the Dolean’s exponential ¥ for the process N. For now, let’s suppose that Z is a true {]—'tY }-martingale but we will verify this
in the subsequent discussion 52 . Thus, it remains to find ;. Note in the above, we have two expressions for L, (CCI4) as
given in the Girsanov-Meyer theorem statement, and also in (ITCIH). Equating these two expressions for L, we find,

t t . t
Lt:/ ade;‘—/ @sd[/ crudM;:‘} :/ otamA’, (1.C.20)
0 0 0 s 0

and since M = M/ dB;* then we immediately have by the quadratic variation of Brownian motion,
d [/ aude} = o2(M{)32dt.
0 t
Rewriting everything in differential form and substituting, we thus have that,
ot dMA — ro? (MPA)2dt = of dMAT.
But recall again that Utht“‘ =dY; — pdt and aIthAT =dY; — uldt, so we substitute,

dYy — pedt — pro? (M{)2dt = dYy — p] dt.

Canceling terms and equating, we have thus,

t t
/ w50§M§d8=/ (1} — ps)ds.
0 0

But since the integrands on the left-hand side and the right-hand side are well bounded, this immediately implies the integrands
must equal. And thus, we have that the Girsanov kernel is,

T
My — Ht
Yt = 55— (1.C.21)
of (M{)?

Now in particular, we have the following important relationship.

Lemma 1.C.6. Fiz a contract (A, X, 7). Suppose the agent considers the recommended action process A and fizes another
action process AT. The agent considers a deviation from A to AT. Then the noise terms are related in the following manner:

:
ordM{ = (uf — pe)dt + ol dMP . (1.C.22)

Proof. Using the Girsanov kernel in (IZZZ21), simply substitute,

:
A (g — ) A
otdM{ — pro2(MP)2dt = or M7 — ch(m )2dt
= JZthAT.

Rearrange, and we get (CC22). |

31 The Dolean’s exponential £(N); for a continuous local martingale S is given by,

E(S), = exp {St S — ;[S]t} .

32 Of course, with the equivalence of P4 and IP’AT, there is no need to specify for which probability measure
is Z a martingale.
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Change of Measure and Novikov’s Criterion

However, an important task remains — we need to verify that the Dolean’s exponential £(NN) for N is a true martingale to
allow for a valid change of measure. With the Girsanov kernel given in (ICCZZT), and recalling again that thA = MtAdBf‘, we
substitute back to see that,
T i
By =Bt 2rApA _ By — Bt pA
dNy = —4——M{"dB}* = ————dB,

oe(MA)2 T T Mt

But this implies N has quadratic variation,
_ [t (= p)?
[Nle = | 574y 95
0 Og (Ms )

In all, that means to ensure that £(N) is a true martingale, a sufficient condition is to ensure that the Novikov’s criterion =
holds. For what follows, consider a fixed deterministic time horizon T' < co. The Nowvikov’s criterion requires,

T ¢, t _ 2
EA {exp{;/o Wdt}} < . (1.C.23)

Lemma 1.C.7. The Nowvikov criterion (E=23) holds for finite time horizon T < oo and infinite time horizon T = oo. And
thus, £(N)¢ is a true martingale for all t € [0, co].

Proof. Recall again that M# itself is a geometric Brownian motion with zero drift and unit volatility. Thus, we can immediately
write Mt“‘ = exp {—%t + B{‘}; we have taken, without loss of generality My = 1. Furthermore, since we know that ,u,t,uj e
[ur, pg] and likewise oy, o;r € [or,om], then we clearly have,

lui — ui| < 213,

Substituting,
1 T (uf — 02 1242, T 1 ]

EA exp 7/ %dt <EA exp 7M—2H/ Tth

2 0 o't(Mt) 2 O'L 0 (Mt) ]
T 1 I
:e“%i/"%EA {exp {/ Tzdt}
0 (Mt ) J

T _
= e“%’/"%EA {exp{/ et_QBtAdt}
0

Thus, the problem reduces now to proving that, EA [exp {fOT et72B{4 dt}] < o0o. It should be noted that this is a non-trivial

problem since we essentially have to show that the expectation of the exponential of an integrated geometric Brownian motion
is finite. As noted from Nai (I997), the aforementioned problem is essentially the same as investigating the properties of,

t
/ e®Bstbsqs  a b eR.
0
But by scaling properties of Brownian motion ¥ B, it suffices to consider the process,
( t
A = / 2(Bstvslgs L eR. (1.C.24)
0

Hence, to solve our problem of showing (IIT2Z3), it is equivalent to showing that,

E [exp {Aiy)}] < oo. (1.C.25)

33 See Proffer (2005, Chapter III, Section 8, Theorem 45), Reviz and You (2005, Proposition 1.15,
Corollary 1.16) and also [Duffid (20011, Appendix D)
34 For this discussion, it suffices to suppress the dependence on action process A.



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL 53

But to show that (IIZZ3) is finite is equivalent to showing that the Laplace transform (moment generating function) of A,(fu)
is well defined and finite. But using Voi (1992, Equation (7.e)) as pointed out by Kim (2004) (see also AThanese and Lawi
(2005) ), we are ensured that the aforementioned Laplace transform is well defined and finite.

Thus, this implies that (IC—23) does indeed hold for each finite T' < co. However, given in this model, we allow for a
termination time 7 that could be finite (i.e. terminating the agent at some time) or infinite (i.e. never terminating the agent),
considering the deterministic finite time case is insufficient. But invoking Revuz_and Yaor (2005, Chapter VIII, §1, Corollary
1.16), we can extend the discussion from finite time interval [0,T] for T' < oo to [0,00]. Thus, this shows that £(N); is a
martingale for all times t € [0, co]. ]

The following lemma will be useful when we further characterize the effects of deviation in the subsequent discussion.

Lemma 1.C.8. Fiz a contract (A, X, 7). Consider the setup and the process A as defined in Theorem 8. Fix another

1,4

action process AT. The stochastic process e s a {]—'ty}—mart'mgale under both probability measures PA and IPAT.

Proof. The fact that e1:4 is a (IP’A, fg/)—martingale is immediate from the fact that by Proposition T3, V14 is a (IP’A, ]:ty)
martingale.
Thus, it remains to prove that etJ"A is a (PAT,fgl)—martingalc. Clearly, this is equivalent to showing that Vf"A is an

(]PAi )-martingale. But thanks to Lemma [CC3, this is equivalent to showing that for any s > ¢, we have,

yLA _gat viagY] = gA VJ_,Ad]PAT FY
t - s t - s d]P,A ]_.SY t

AT
Hence, we see that it suffices to prove that the stochastic process as a product, t — VtJ"A d(%A ‘]__Y
t

is an ]-'tY—martingale &3

But we observe that Vf’A is a square-integrable martingale and likewise for dpA’ /dPAl}—y = &(N)¢. Then using the notion of
t

strongly orthogonal martingales in, say, Pratfen (2005, Chapter IV, §3), to show that the product VtL’AE(N))t is a martingale,
it is equivalent to showing,
[V+ A, E(N)) is a uniformly integrable martingale.

But observe that since thl’A and ath{‘ are orthogonal (i.e. recall Proposition TT3), then computing the quadratic covari-
ation (here, for convenience, we use the differential notation),
AViS A E(N)) = dViSAE(N)vproed M
= E(N)upe (Vi) (o2 d M)
—_——

=0
=0.

Hence, we have that [V4,£(N)]: = 0 (i.e. a constant stochastic process, which is a trivial martingale). Thus, we have that

VL4 is also a martingale under PA' | in addition to being a martingale under P4. ]

Characterizing Deviations

Proof of Lemma IBB. As before, fix a contract (A, X, 7). And fix another action process AT, Consider a deviation from A to
AT, Let’s do some preliminary computations before showing the equivalence of (i) and (ii). Define,

t T T
Vi ::/ e~ ot <dXt + | e (1 — es> + ¢o <U$ — 1>:| ds) +e Tt (A), (1.C.26)
0 CH oy,

which is the time ¢ expectation of the agent’s total payoff if he experienced the cost of effort from the action process AT before
time ¢, and plans to follow the recommended action process A after time ¢t. Let’s write the dynamics of V; under the measure

35 Note by the equivalence in measures, we no longer need to be explicit about the probability measure
for which this is a martingale.



CHAPTER 1. CONT-TIME PA PROB WITH DRIFT & STOC VOL CONTROL o4

pAT, Observe that in differential form, and noting the expression in (IZI0), and equating,

T T
be <1 _ eﬁ) + ¢o (Ut — 1>:| dt) -‘rd(e_rotWt(A))
eH oL
GT O'T
(524 oL

+e 0 B gpdmit + AV — e ot (dxt + [¢e (1 - 3) + ¢o (2 - 1)} dt) :
eqy oL

dV, = e~ 70? (dXt +

= eirot (dXt +

But using (C2J) of Lemma (IXH), and collecting terms, we can further rewrite (CCCZA) as,

i t
de (1— et) + 6o <Ut - 1” dt>
e or,
+ 7708, {[n(ef, o) = nler, o0)]dt + ofdm' } + av;
_ e~ Tot (dXt + |:¢e (1 _ if) + ¢o (2 _ 1)} dt) (1.C.28)
e or,

T T
_ e, — et o, —
—e rot |:¢E t “Fd)a t
ey oy,

dV, = e 70t <dXt +

Tt 1 Belrle],of) — n(et,om] dt

+dv,oA et g ol dmA!

Thus, writing in integrated form for both (ICC28) and (ICC28), and equating,

- - ¢ el —e ol —o
V=" +/ e 70" [sbe L g b0 4 Belw(e], o)) — (e, 00)] | ds
0 eH ar,

t
+V;’L,A+/ e_TOSBsUIdM;AT (1029)
0

t T T
=V +/ eTos <dX5 + | e <1 - e) + ¢o <Us - 1>} ds> + e Ot (A). (1.C.30)
0 €eH g1,

Let’s consider taking the time 0 expectation of V; in (ICI29) above under PA". From Lemma [, we have that EAT [VtL’A} =0.

Furthermore, note that the stochastic process t — e =70t 3, oj is an .7-'tY square integrable martingale, since the integrator me
is a square integrable martingale and the terms in the integrand are well bounded; see Eroffed (2005, Chapter IV, §2, Theorem
11). Thus, in expectation, the last two terms in the sum of (CCZZ) vanish. Thus, picking any two times t > tp > 0 in mind,

observe that, under condition (i),

BT [Ve— Vi | 7]

€H oL

t T T
¥ _ _ _
= EA |:/ e~ 708 |:¢e € et Ty (o ot +[3t[n(61,01) - n(et,ot)]] ds ‘ f—‘t};:|
to

<.

Specifically, this implies that V; is an ]—'tY—supermartingale (under both probability measures PA and IP’AT, by Lemma [C7).

Now, let’s show that (i) = (ii). The above supermartingale property implies, IEEAT[‘A/}} < Vo = Wo(A). Rewriting the
left-hand side of the this inequality, and using (ICC30), we have that,

t t
e (e o (127 2 (5 2)
0 en pr
—EA [/T e70s (dXS + [qse (1 - 6—) + b0 (ﬁ - 1)]) ds+e_mTR} .
0 eH oy,

+EA [e 0t (4))]
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Since t > 0 was arbitrary, set it to t = 7 and note that W, (A) = R a.s. (both in P4 and in IP’AT), then we have that,

T T +
]EAT |:/ e~ T0S <dXs + ¢e <1 — eS) +¢o (O-S — 1>:| d8> +e—r0'rR:|
0 eH oy,
<E4 [/T e "o’ (dXs + |:¢e (1 - ei) + ¢ (E - 1)D ds +e*WR]
0 eH or

Thus, if the recommended action process is A, then it is not optimal for the agent to deviate to AT. Thus, (i) = (ii) holds.
Let’s show that (ii) = (i) holds. We will prove by contrapositive. Suppose that (i) does not hold on a set of non-zero

measure (again, both under P4 or ]P’AT). Let’s show that deviating away from A is optimal (i.e. A is suboptimal). On the set
of times with non-zero measure such that (IZ63) does not hold for some time s and some (e, o) € {er,er} X [0, 0x]. But this
implies we can construct an action process A such that there would exist some time ¢’ such that,

EAV,] > Vo = Wo(A).

But since the agent gets utility EA [Vt/] if he follows A until time ¢ and switches to A, the action process A is suboptimal. This
shows that (ii) = (i). |

Proof of Corollary Z6=3. Consider (C6H). To consider a deviation from the recommended action (e, o¢) to the deviated action
(e/, o), that is (et, 0¢) # (¢/,0'), we have three cases to consider:

(i) et #¢, ot £’
(ii) et =¢€', ot # o’; and
(iii) et £, 0t =0’
Case (i): Suppose e; # €’ and ot # ¢’. Let’s prove the case when e; = eyy. Then we must have that ¢/ = er,. So, we have,

0>~ 2% (1 —em) + 22(0 = 00) + B [er,o") — wlem, o0)]
eq oL

But from Definition ITZ(a), we have k(er,,0’) — k(em, o¢) < 0. Rearranging the above, we have that,

Bt = S ! [&(QL—GH)—(&(U/—%)}
k(er,o0’) —slem,ot) Len oL
- ! {ﬁ(efl e+ 22 —ot):|, (1.C.31)
k(em,ot) — K(er,o’) Llen oL

for all o’ € [or,0p]. But we observe immediately that the inequality (IZCZ30) holds if and only if (IZ686) holds. This shows
the equivalence of (IT5H) with (C6H) when e; = ey. The case of when e; = e, is proved similarly.

Case (ii): Suppose that e; = ¢’ = e and o+ # o’. Suppose first if o/ > o, which implies k(e,0’) — k(e,0¢) > 0. Then we
have,

@
(ot —0’) > B (e, ') — ke, 01)) ,
oL
which implies that 0 > §; — contradiction. That is to say, if the principal’s recommended volatility is o¢, the agent will not

deviate to a higher volatility o’ > o¢. Next, if 0/ < oy, so k(e,0’) — k(e,0¢) < 0, then we have,

2% (01— 0') > Bu (s(e,0”) — rlesov))
oL

which implies (; is greater than or equal to some strictly negative term. But nonnegativity of B¢, this imposes no restriction
on Bt.

Case (i17): Suppose e; # €', and 0+ = ¢/ = o. Consider first the case when e; = ep, so ¢ = ey, which implies
k(er,o) — k(eg,o) < 0. Then we have,

0>~ (e —en) + B (rler, o) — r(er, o)),
e
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implying,
1 Pe

k(em,o0) — k(er,o) ex

Bt > (em —eL). (1.C.32)

But we also have that k(ey, o) —k(er,0) > k(eg,0) —k(er,om), which then is equivalent to the following chain of inequalities,

I S —e S ey —e b op—o
k(em,o0) — k(er,o) ;(EH L) < k(em,o0) — k(er,o) |:eH( " L)+ O'L( h )]
! Pe —e b og—o
~ k(em,o0) —k(er,om) [;(EH L)+ O'L( H )} ’

and hence the condition (IZB5H) covers Case (iii) when e; = eg. The case of when e; = ey, is similar.

1.D Principal’s value function

Properties of the value function
First we obtain some basic properties of the value function .

Proposition 1.D.1. The value function ¥ is concave in w. That is, for all m > m, and w',w? > R and X € [0, 1],
Ao(wl,m) + (1 — No(w?,m) < 6wt + (1 — Nw?, m).

Proof of Proposition TIIA. Pick any W7 > R = 0 and controls o7, X7, 37, 77, for j = 1,2, and in particular pick 7 = 72 = 70,
from the admissible control set. Then from (8), we have the dynamics,
) ) ot ) o
de = rOWt] — ¢o -t _1 dt — ng +/Bg0'szt7
or

for any j = 1,2. Fix any A € [0, 1]. Multiplying and summing, we obtain,

AW} + (1— W) = {TO(AW,} S = NW2) — o (w - 1)} dt

—d(AX{ + Q= NXP) + (Mot + (1 — N)BZo7) dMy.
Now, let us define,
A3lol 4+ (1 — \)p2o2
gm0 A Qo NBoy (1.D.1)
oy + (1= A)oj

Let’s show that 8; € %, as given in ([CZ). That is, let’s show that,

K2>p>p. (1.D.2)

The upper bound is clear since 63,5? < K. But the lower bound is also clear since ﬂtl, B? > B. Thus, B € %.
Hence, we have that if (67, X7, 87, 77) € i ms J = 1,2, then

(Ao'l + (1 — )\)0’2,>\Xl + (1 — )\)X2,ﬁ,7') (S ‘%)\(wl,m)+(1f>\)(w2,7n)7
where 3 is as constructed in ().
Thus, this implies by optimality, and concavity of k(eg, o) in o,
0 L0

i
AE / e_’"ltn(eH,atl)dt—/ e TtdxX} 4 e 'L
0 0

‘I'O 7—0
+(1-NE [/ e "y(ey,o7)dt — / e "1tdX2 4 e—’“ITOL]
0 0

0 0

T T
<E |:/ e "lk(ey, Aol + (1 — N)o2)dt — / e TIHIAXL + (1 - A)X2) + g
0 0

< 5wt + (1 — Nw?,m).
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Take the supremum to the above over the admissible set of controls, and we obtain, A& (w!,m) + (1 — Ao (w?,m) < 5 Aw! +
(1 = XN)w?,m), as desired.
]

Proposition I is not only mathematically important, but also economically critical. In the model of DeMarzao_and
Sannikod (2O0A), it was explicitly shown that the principal’s value function as a function of the agent’s continuation value
is concave, and thus, public randomization does not improve the payoff for the principal. Note that public randomization is
effectively concavification of the principal’s value function. However, in DeMarzo, Livdan, and Lchisty] (2013), the authors show
that in the case the agent manages a cash flows with a jump component (interpreted as “disasters”), then public randomization
does indeed improve the value for the principal. Economically, public randomization implies the following. ¥ To induce the
current agent to work, the manager could effectively flip a coin every morning, and if the coin lands in heads, the manager
keeps the current agent employed, but if the coin lands in tails, the manager fires the current agent and finds an identical
agent in the labor market to replacement the outgoing agent. This coin flipping act implies that the principal is indifferent
to the identity of the agent, as long as there does exist a competitive labor market of identical agents, and the principal can
frictionlessly hire and fire agents from this labor market pool. Also equally important, the production technology of the firm
is completely independent of the identity of the agent. Effectively, that means the firm is effectively a factory with a fixed
production technology, and the agent is simply hired to spend effort (or not) to press a button in the factory; it does not matter
who presses that button.

However, in the context of delegated portfolio management, this public randomization argument does not hold. In partic-
ular, for investment firms, the technology is the agent. Effectively, investment firms, and hedge funds in particular, live and die
by the investment manager. Threatening the investment manager via the aforementioned coin flipping exercise is not credible,
as the manager knows if he is fired, the firm also collapses with him. Thus, the importance of Proposition [T is that the
principal does not need to resort to a public randomization device to achieve a better outcome, as if otherwise, this public
randomization device is not even feasible.

Further properties of the value function

Lemma 1.D.2. For any (w®,m?) €T, i=1,2,, and X € [0,1], if (6%, 8, X?) € A yi mi, then there does not exist some B such
that (Ao’ 4 (1 = A)a?, B, AX1 + (1 = N)X?) € 9 (401 m1)t(1-2) (w2,m2) -
Proof of Lemma I 3. We proceed by contradiction. Fix any ('wi,_mi)', i =1,2 and X € [0,1]. Without loss of generality, let
us pick m? > m!. Then there exists some admissible controls (o?, 3%, X*) such that,
AW} = (rowg . (& - 1)) dt — dX} + BloidM;.
oL

In particular, we must have that there exist some point (w,m) such that A(w!,m!) 4+ (1 — A)(w?,m?) = (w,m) and some
admissible controls (o, 8, X) associated with the point (w,m). In particular, multiplying by A and summing, we must have
that,

dOWE + (1 = NW2) = <r0(/\Wt1 + (1= NW2) — éo (M - 1)) dt

or (1.D.3)

—dOXE 4+ (1= N XE) + \BlotdM}E + (1 — \)B2o2dME.

But since M, M2 are both geometric Brownian motions on the same underlying Brownian motion term except for different
initial conditions, so M} = m’e_l/%"'Bt7 the diffusion term above in (ICI3) can be rewritten as,

MiotdM}E + (1 — N)B2o2dM2 = ABloimte 21+ BB, + (1 — N\)BZotm2e~ /24 Bidp,
= ()\Btlatlml +(1-=2X) tzo?mQ) e 1/2t+Begp,

/\o'g-&-(l—)\)cr?
oL
admissible volatility control o must be oy = Ao} +(1—A)o2. As well, the admissible compensation must be X = AX1+(1-X)X?2.

Then from this form, it implies the admissible sensitivity 8 must thus be the form, for m = Am! 4 (1 — A\)m?2,

But if there exist some admissible control o associated with (w,m), then from the ¢ ( — 1) dt term, it means this

Be[Aaf + (1= No?lAm! + (1 — N)m?] = ABtoim! + (1 — \)BFoim?,

36 T thank Dmitry Livdan for pointing this out.
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or that,
ABpopm! + (1 — N)BFofm?

Pe = Mot + (1= A)a?]Am! + (1 — \)m2]’

(1.D.4)

If this B; is admissible, it must thus be in %. But the lower bound in % cannot hold for 8; of (CIX4d). To see this, since ﬁ; € A,
i = 1,2, we have that,

Aotm! + (1 — N)oZm?

Bt > é[)\og 11— )\)UtZH)\ml + (1= X)m?2]

Thus, in order for 3; to be admissible, we must thus have that,

Aoimt + (1 — N)oZm?

> 1. 1.D.5
Aol + (1= No2]Am! + (1 — A\)m?] ~ ( )

Rearranging and after some algebra, (ICII3) implies,
m2(a? — o)) > ml(e? — a}). (1.D.6)

2 1

Recall we had assumed, without loss of generality, m® > m"® — contradiction, this is impossible to hold for all choices
1

of a'tl,O't2 € [oL,om] for all times ¢. In particular, it suffices to pick those times ¢ and controls such that o't2 < o; and
the above inequality will imply m? < m!. Thus, there does not exist an admissible control 8 associated with the point

(w,m) = Mw!,mb) + (1 — X)(w?, m?). |

Remark 1.D.3. The significance of Lemma I 2 is that it is not possible that the value function is concave in the coordinate
pair of (w,m). Since T is clearly a convex set, that means it must be that for any (w*,m?) € T, i = 1,2 and X\ € [0,1]
we can for sure find a point (w,m) such that (w,m) = Mw!,m') + (1 — A\)(w?,m2). The difficult in making the concavity
argument of the value function is that from those controls (o%, 5%, X*) associated with point (w®, m?), can we find or construct
a control (0,3, X) associated with the point (w,m), which again is a convex combination of (w*,m?). Lemma IIIB shows
that we cannot. However, to be clear, that is not to say there does not exist an admissible associated with the point (w,m).
Lemma IR merely states that if (w,m) is a conver combination of (w*,m?), i = 1,2, that admissible control associated with
the point (w, m) cannot be constructed out of the controls associated with (o%, 5%, X?).

Finally, we note that Lemma I3 is not contradicting Proposition L. In particular, Proposition I is not claiming
concavity in the coordinate pair (w,m), but rather it is claiming that if we hold the exogenous factor level m fized and look at
the w-slice of the state space, then the value function is concave in the w-direction, with respect to the agent’s continuation
value. We summarize and formalize this below in Corollary [CD3.

Corollary 1.D.4. The value function v is not concave on I'.
The next result shows that the value function is decreasing in the exogenous factor level.

Proposition 1.D.5. The value function is decreasing in the exogenous factor level. That is, for any w € 'y, m1,ma € Ty
with ma > my, we have,
v(w,m1) > v(w, m2). (1.D.7)

Proof of Proposition [CIZA. Fix any w € 'y and fix any mi,mg € I'jr and let’s suppose ma > mj. Pick the admissible
control as follows. Pick an arbitrary volatility choice ¢ = {0t} and let ! = 02 = o and also pick an arbitrary sensitivity choice
B = {Bt} and let B' = B2 = B. For the compensation process, pick an arbitrary compensation process X = {X;}, and set
X1, X2 such that,

X=X,
X2 = X1t € (0,71).

Then we have the associated state variable dynamics associated with those controls as,

thi = |:7'0Wti — ¢o (2 — 1)] dt — ng +,8t0'thti
oL

dM;{ = M}dB,
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where (Wé7 Mé) = (w,my), i =1,2. Let 7% be the associated hitting time of the form,
rti= inf {t>0: W} <Ror M} <m}, (1.D.8)

corresponding to the stopping time form in (B).

But recalling that M? is a geometric Brownian motion, that implies the diffusion terms of thi is simply BiordM} =
BtathdBt = Btotmie_l/zt‘*'Bt dBt = PBrogm;dMy, where M is a geometric Brownian motion on B with zero drift and unit
variance and with initial value My = 1. But given that mo > mq, it implies that the diffusion term of dWE is weakly greater
than that of thI. But recalling (CIX8), and since VVO1 = VVO2 = w, it implies that we we have 71 > 72; that is, with a higher
diffusion (from dW?), and on the same Brownian path By, it is likely the first time to get bumped out of the region in (ICTIR)
comes before that of one with a lower diffusion (from dW}).

Then consider that,
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But rearranging the above, and recalling the chosen admissible controls were arbitrary, and by optimality, we have that,
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/ e (e, op)dt — / e "tdX +e T Ll >E / e "ty(ey,or)dt — /
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And again by arbitrariness of the admissible controls and optimality, we have that,
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This concludes the proof. ]
The next result provides a lower bound on the value function v and directly shows that the value function is positive.

Proposition 1.D.6. For any (w,m) € I, define the processes W, M, given by

dV~Vt = Tthdt + ﬁaLth Wo =w
dM; = MydBy, My =m,
Define the hitting time 6 as,
.= inf{t >0: (W, M) ¢f}.

Then,

M _ E[e_rle] (M — L) < v(w,m), (1.D.9)
1 1

where k(ep,or)/r1 — L > 0, and holds with equality if and only if (w,m) € T, in which case @ =0, and v(w,m) = L. Thus,
the value function is bounded below by a finite, positive constant.

Proof of Proposition TII 8. Fix any (w,m) € I'. Pick the controls (o, X,f) as ot = o, X = 0 and 8; = 8 for all times t.
Then the state variables thus becomes,

th = Tthdt -‘y—éO’Lth, WO =w
th = MtdBt7 M() =m.

With these choices of controls, the principal’s payoff is thus,
T 1 — e*’l‘lT
E {/ e " k(ey,or)dt +e "V TL| = k(ep,or)E {7} + LE[e™7]
0 T

_ H(ei;UL) R (H(BHT;UL) —L) ’
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where note that k(em,or)/r1 — L > 0 by Assumption L5 that k(er,or)/r1 > L and we have x(eq,or) > k(er,or) by
Definition 2. Now, since the stopping time 7 =: 6 is now viewed as,

6 :=inf{t>0: W, <0orM; <0} =inf{t>0: (W, M)¢gTl}.
Since (w,m) € I" was arbitrary, then we clearly have (ICITY) as desired. |

Remark 1.D.7. Economically, the value on the left hand side of the inequality (1Y) represents the following. The term
k(em,or)/r1 is the “second worst” value of the firm, in which the agent effectively chooses the lowest possible volatility oy = o,
for all times t. We note that it is “second worst” value because the absolute “worst” value of the firm is k(er,or)/r1, that is
when the lowest effort ex = ey, is exerted at all times, but note in this discussion we are concentrating on implementing the
high effort epy contract. However, the agent is still running the firm and recall from Assumption I3 that terminating the
firm remains to be inefficient. Hence, the term k(eg,or)/r1 — L effectively represents the premium the principal has to give
up to the agent to operate the firm, even at its “second worst” value. However, to maintain IR constraints of the agent, the
principal will only allow the agent to run the firm up until the stopping time 6.

Comparison Principle

We first establish a comparison principle for the value function v.

Proposition 1.D.8. Suppose v is a smooth solution on I that satisfies 1¥(0,m) > L for all m > 0, and also satisfies,

max {—ruﬂ(w,m) + max sup(Ze, ¥)(w, m; 0, B) + klem, o), —thw(w, m) — 1} <o, (1.D.10)
o
B
Then we have that,
P 2> .
Proof of Proposition ICIIA. Fix an initial state (wo, mo) € I" and select an arbitrary admissible control a = (o, 8, X) € g, mo-

Furthermore, for k,n € N, set 0 := inf{t > 0: Wy > k or Wy < 1/k}, and py,, :=inf{¢t > 0: M; > nor My < 1/n}. Then we
have that 0, pn, T 00 as k,n — oo. Now by Ito’s formula, we have that,
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0<s<TAOApn 0

where X¢ is the continuous part of X. Using the mean value theorem and since 1) satisfies the variational inequality (ICI0),
we have that ¥, > —1, and moreover since for times s € [0, 7 A 0 A pr], all the integrands in the diffusion terms are bounded,
and noting also that the controls are also in a compact set, and so taking expectations and rearrange, we obtain,

0 TAOL Apn TANOL Apg

—r1TAOL Ap, —ris s
W(wo, mo) > Ee~T1 70k p'Lw(WTAGk/\pnva/\pk/\pn)+E{/ e 71sn(eH,0's)ds—/ e "15dX, | .
0 0

Now, take k,n — oo and applying Fatou’s lemma, we obtain, and recalling ¥ (Wr, m-) = ¢(0,m,) > L,

T T
Y(wo, mo) > E {/ e "Sk(ey,os)ds — / e "% X, + e_T”L} .
0 0

Since the set of admissible controls @, ,m, were arbitrary, taking the supermum on the right hand side of the inequality above,
then we are done. ]

With Proposition IS8 on hand, we can now derive some easy growth conditions on the value function v.
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Corollary 1.D.9. For all (w,m) € I', the value function v satisfies,

k(emr,om)
1 ’

v(w,m) < (14 ro)w+m +

Proof of Corollary TIIA. Take ¢(w, m) := (1 + row) + m + K(Eljil’ah’) onI' and ¢(w,m) = L for w < 0 and m > 0. Then
clearly 1 is smooth on I' and moreover, Yww = Ywm = Ymm = 0, and 1 = 1 + rg. Observing (CII), we have that,

—tw(w,m) —1=—(14mr9) —1<0,

and
—r1tp(w, m) + max sup(Fe ) (w, m; 0, B) + Kleq, om)
7 B
ke,
<-r ((1 +ro)w +m + @) + row + k(eg,om)
1
=(ro—ri(l+r0))w—rim
<0,
since we have ro/r1 < 1+ ro. Then this choice of i satisfies the hypothesis of Proposition I8 and we are done. ]

Viscosity solution

Overview

Unlike the approach by the existing continuous-time principal-agent problem literature where either the value function of the
principal is only dependent on one single state variable ¥ | namely the agent’s continuation value, or there are multiple state
variables but can be shown that the value function can be written in such a way that dynamic programming only applies to a
single state variable ¥ . In particular, because there is only one relevant state variable in considering dynamic programming,
the literature can rely on the extensive literature on existence and uniqueness results of ODE theory, and in some cases even
compute explicitly the form of the principal’s value function from the ODE form.

However in our case, it is not evident or perhaps even possible, to consider a rewriting to reduce the two state variables of
the agent’s continuation value W and the exogenous factor level M to a single state variable case. As a result the conventional
and classical approach of the “verification theorem” does not apply. In particular, it means unlike the extensive results from
ODE theory that can ensure existence and uniqueness of smooth solutions, we cannot a priori assume that there will exist a
smooth solution (namely C2(T")) such that we can take the first order conditions in (I=Z=3), substitute the maximizer back into
(=7=3) and hope that there will exist a C2 solution that still satisfies the highly nonlinear HJB PDE (I=23). Without existence
of such a C? solution to the HJB PDE (I=733), a verification theorem to show that the solution to the HJB PDE (I=73) is
indeed the value function (B) may likely fail. Thus, we must use more general techniques to understand the value function (P)
and the HJB PDE (I=23) and hence we will consider viscosity solution methods.

To this end, we will first define the PDE operator F'. Let us define,

F(w,m,u,p, A) := max{ — r1u + max sup ( |:7‘0w — ¢ (i — 1):| Pw
o 8 or,

1 1
+ imQAmm + Bom? Awm + 55202m2Aww + n(eH,cr)>, (1.D.11)

—pw—l}.

Hence, the HIB PDE in (IZZ3) is the rewriting,
F(w,m,v,Dv,Dzv) =0, (1.D.12)

where we denote Dv as the gradient vector and D?v as the Hessian matrix of v, respectively. We will now show that the value
function v of (B) can be understood as the viscosity solution to (1.D.12).
We now give some definitions.

37 There are many examples here. Most notably, DeMarzo and Sannikov (2008), Sannikoy (2008), He
(PO09), among many others.
38 He, Wei, and Yu (2014) is an interesting recent example.
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Definition 1.D.1. We say that u is a viscosity supersolution of (IIIIZ) in I if, for every (w,m) € I and ¢ € C?(I) such
that (w,m) is a local minimum of u — ¢ in I', then

F(w, m,u, Dy, D2ap) > 0. (1.D.13)

We say that u is a viscosity subsolution of (ITIID) in I' if, for every (w,m) € I' and ¢ € C2(I') such that (w,m) is a local
maximum of u — ¢ in I", then
F(w, m,u, Do, D%¢) < 0. (1.D.14)

We say that u is a viscosity solution of (IIII2) in I" if it is both a viscosity supersolution and viscosity subsolution.

It is widely known that it is without loss of generality at the point (w, m) in the definition above to take v(w, m) = ¢(w, m)
and also to replace local optimality with global optimality in the above.

Dynamic Programming Principle (DPP)
We will also assume and state without proof the Dynamic Programming Principle (DPP).
Theorem 1.D.10 (Dynamic Programming Principle). For every initial state (w,m) € I' and every stopping time 0,
TNO TNO
v(w,m)= sup Ep [/ e " k(ey,0s)ds — / e 1A X + e T N Y(Wng, Mrpg) | -
a€dy,m 0 0

Value function as a viscosity solution

Proposition 1.D.11. The value function v of (B) is the unique viscosity solution of (CIIA) in I".

Remark 1.D.12. In the proof of Proposition IIZIA, we directly show that v is both a viscosity subsolution and a viscosity
super solution of (CIIIA), and thus by definition, v is a viscosity solution of (CIIIA). The proof for uniqueness is lengthy
and technical. Hence, on a first pass, we will omit the proof for uniqueness.

Proof to Proposition I, Viscosity Subsolution. Fix any (w,m) € T and let ¢ € C?(T') with v — ¢ is a local max in T and
v(w, m) = ¢(w, m). By Theorem I, if we pick any z € (0, w] with X = z, then we have that,

p(w,m) = v(w,m) > v(w - z,m) — & > p(w — z,m) — .
Rearrange and take z | 0, then we have
pw(w,m) > —1. (1.D.15)

Next, fix any constant 3,7 in the control set, and set 8; = 3 and o1 = 7, and let X; = 0 for all times t. Let (W, M) be the
state variables with those associated control policies. Fix any h > 0. Define 7, := inf {t > 0: (W}, M) € B,(w, m) NT'}, where
for p > 0 sufficiently small, B,(w, m) is the ball centered at (w,m) with radius p. Then from Theorem [0, and noting that

39 The proof ideas are largely inspired by and inherited from (T999), Fleming and Soner
(P006), Budhiraja and Ross (2008) and Ly Vath, Pham, and Villeneuve (2008).
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T N Tp = Tp, and applying Ito’s lemma, we have that,

‘rp/\h
0=F / e*”%(eH,a)ds+e*TlfPAhv<wprh,Mmh>} — v(w, m)
0
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Since with X = 0, then the state variable process (W, M) are continuous and hence 7, > 0. By dominated convergence theorem,
let A | 0 and we have,

1— e—rl‘r‘pAh

e[

—ry.
h}”

As well, dividing the above inequality by h, and letting p | 0 so 7, — oo and B,(w,m) — {(w,m)} and h | 0, and recall
v(w, m) = p(w, m), we obtain, ~
0> —riv(w,m) + (Lepy @) (w,m; 5, B) + r(en, 7).

But since the choice of 8,5 were arbitrary, the above also implies,

0 > —r1v(w, m) + maxsup(Ze ) (w, m; 0, 8) + k(em, o). (1.D.16)
o
B

Putting (CII8) and (CIIIH) together and we are done. |

Proof to Proposition I, Viscosity Supersolution. Let ¢ € C?(T') and (w,m) be a local minimizer of v — ¢ on I' with
v(w, m) = (W, m). We need to show that,
F(i, 1, ¢, Do, D*p) > 0 (1.D.17)

For contradiction, suppose not. Then the left hand side of (CIXT4) is strictly negative and by smoothness of ¢, there
exists §,v > 0 satisfying,
F(w,m, ¢, Dp, D*p) < —v, (w,m) € Bs(,h), (1.D.18)

where Bs(w,m) := {(w,m) : ||(w,m) — (&, M)||; < §}. Since I' is an open set, by changing §, if necessary, we may assume that
Bs(w,m) C I

Fix an arbitrary control a = (0,X,8) € 4 m, and let § be the first exist time of (W, M) from Bs(w,7n). Since
Bs(w,m) C T, we have that 0 < 7.

Let W€, X ¢ denote the continuous parts of W, X, respectively, and noting that AW}, := We—Wi_ = —AXy = —( X —X¢—).
By the continuity of sample paths, Ms = Ms_. Now by Ito’s lemma and taking expectations, we have that,

Ee "0 p(Wy—, My—) — (b, )

o
:]E/(; e " [—r1p(Ws, Ms) + (Ley ©)(Ws, Ms; 05, Bs) + w(em, 0s)] ds (1.D.19)

.
—E/O e (Wey M)AXE+E 3] e ™% [p(Wa, My) — p(Wer, Mo)]
0<s<0~
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But for 0 < s < 6§, (CII8) implies,

_Tl@(WS) M@) + (geH @)(Ww Ms§ Ts, ﬂe) < -, (1D20)
—uw(Ws, Ms) =1 < —. (1.D.21)
And using the mean value theorem and (CIZ1l), we obtain,
P(Ws, Ms) — p(Ws—, Ms) < (1 —7)AXs. (1.D.22)
Substituting (ICO—20), (IIX2T) and (CIX2J) and noting that Xy = X7 4+ AX;, we obtain,
Ee™ "0 o(W,—, Mp) — @(w, 72)
o- (1.D.23)

6~ 0~
< 7]E/ e "3k(ey,os)ds +E/ e "1 —y)dXs — ]E/ e "3qds.
0 0 0

Note that while (W,—, My_) € Bs(1, ™), we have that (Wy, My) is either on the boundary 0Bs (1, ) or out of B (1, ).
However, there exists some random variable A € [0, 1] such that,

(WA, M) = (Wy— + AAW,, Mp) = (Wy— — AA Xy, My) € 9Bs(w,10). (1.D.24)
And again by the mean value theorem and (CII=2T), we have that,
(WA, M) = p(Wy—, Mg—) < (1 = 7)AAXe. (1.D.25)
Note also that,

WA = Wy AMAX,
= (Wg - AW@) — )\AXQ
=Wy + AXy — ANAXy
=Wy + (1 - N)AX,. (1.D.26)

From ([CI1ZH) and properties of the value function, we also have that,
o(W>, M) > v(Wy, Mp) — (1 — A\)AXp. (1.D.27)
And since v — ¢ is a local min at (W, ), with v(w,m) = p(w, M), so we have that,
v(WA, M) < (WA, M™). (1.D.28)
So from (CO23), (IXZA) and (CT28), we obtain,

e(Wo—, My-) > (WA, M) — (1 = 7)AAXy
> oW M) — (1 —y)AAX,
> v(Wo, Mg) — (1 = N)AXp — (1 —7)AAXy
= v(Wp, Mp) — (1 — M) AX, (1.D.29)

Substituting (I029) into (ICI23), and rearranging, we thus have,

0~ 6~ _ _
p(w,m) > E [/ e " k(em,05)ds — / e 1%dX; —e YT AXy 4 e 10 u(Wy, M)
0 0
(1.D.30)

0~ 0~ B
+E / e*’“lsdxs—/ e "%ds+e "9 AAX,
0 0
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Now suppose we can show that there exists a constant cg > 0 such that,
0~ 0~ ~
E / e 14X, — / e "%ds+e "9 AAXg | > co. (1.D.31)
0 0

Suppose for now that (ICIXD) is true. Then from (CIO30), using (CII3T), recalling that the chosen controls were arbitrary so
we may take the supremum over all admissible controls, and using Theorem T 10 we have that,

@b, ) > vyeo + v(ib, ™), (1.D.32)
implying that ¢(w,m) — v(w, M) > yco > 0 — contradiction, since we had assumed that ¢(w,m) = v(w, ).

So, the proof is complete once we can prove the existence of the constant cg > 0 that satisfies (C=31). To this end, let us
define the C? function,

w,m) — (i, m)32
P(w,m) = co (1 _ [ewm) 52( SdH , (1.D.33)
where,
co :=Co A (6/2), (1.D.34)
and Cy is given by,
Co = 6%(k(em, o) — 1)
5 -1 (1.D.35)
X inf in 21w (0 — D) — 20 (i - 1) (0 — @) +m2 (1 — m) + K202
G€lor o) (W,MmEBs(w,m)) or,
Then a direct (but somewhat messy) computation will show that for any admissible choice (3, 5), (CII33) satisfies,
max {1 —tw , ¥ =1, —[-r¥ + (Ley¥)(, 55,8)] —1} <0, on Bs(w,m), (1.D.36)
¥ =0, on dBs(w,mm). o
By Ito’s lemma applied to e~ ™19~ Y(Wy—, My-), taking expectations and rearranging, we will arrive at (ICTX).
This completes the proof. ]

Regularity upgrade

Once we have obtained Proposition ICIITH and thus we can understand the value function v as the viscosity solution to the
HJB PDE (I_23), we are now ready to “upgrade” our results. First we give a “partial” C! result.

Proposition 1.D.13. The value function v is C' in the w-direction; that is, for each m € Ty, the partial derivative vy, (w,m)
exists for all w € Ty, and is continuous in w.

Proof of Proposition IIZI3. Fix any mg € I'y,. Define the limits,

v(w + 8, mo) — v(w, mg)

Viv(w, mo) := lsiﬁ)l 5 , (1.D.37a)
—v(w—24
Vo u(w, mo) = lim Z2M0) = v(w = 6,mo) (1.D.37b)

510 d

By Proposition [T, the map w — v(w, mg) is concave in the w-direction. Thus from standard results in convex analysis
(see, for instance, Rackatellan (T970)), the limits (CTIXA) exist. We want to show that Vi v(w, mo) = Vav(w,mo), and hence
equals vy (w, mg) for w € I'y,. We proceed in three steps.

Step 1. Let’s show that Vf:(w,mo) > Vwv(w,mg). For contradiction, suppose there exist some wg € I'y, such that
Vi (wo, mo) < Vgou(wo, mo). Fix any nonzero ¢ € (V$U(w0, mo), Vev(wo, mo)), and any £ > 0. Consider the function,

4m? 4K2652 m? 1 1
p(w,m) :=v(wo, mo) + ¢ 14 042 L0 (w—wo)——(w—w0)2——(m—mo)2.
eqwo eqwo 2¢e 2¢e
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Then ¢ is quadratic and concave in (w, m), and then clearly (wg, mo) is a local maximum of v — ¢, with v(wg, mo) = p(wo, mo),

1

4mg S ULm0>7 pwm = 0, and pww(wo, o) = Pmm(wo,mo) = —=. By the viscosity subsolution

pw(wo,mo) = q (1 + eqwg eqwo

property of v, and suboptimality,

0> F(wo,mo, ¢, D, D)

o 4m8 4K2U%mg
=max<{ — riv wo,mo)+maxsup{ rowg — ¢ | — — 1 1+ + —=
or, EqWQ £qwo
1
2

g( E)—"—BUTHO 0+ 6200 3'(_2)4_5(61‘[’0)}’
— <1+ 4mg n 4K20ng) _ 1}
eqwo eqwo
4mg n 4K20'%m(2) B mi(z) _ KQO'%’H’L(Q)
2e 2e

+ k(em,orL).

> —riv(wo, mo) + rowoq <1 +
£qwo equg

Rearranging the above, we will have,

1 1
0> —eriv(wo, mo) + erowoq + exleq,or) +m(2) (47’0 — 5) + KQU%m(Q) (4r0 — 5) .

Take € | 0, then the above implies,
1 2 2 2 1
O>m0 47"0—5 + K°ormj 47‘0—5 s

— contradiction, as we recall 7o € (0,1). Thus, we have Vv(w, mo) > Vav(w, mo) for w € Typ.

Step 2. Now, it remains to show V$v(w,mo) < Vwv(w, mp). But since for each mg € I'p,, v(w,mg) is concave in the
w-direction, by again standard results from convex analysis (see Rackafellad (T970)), the desired inequality Viv(w,mo) <
Vuwv(w, mg) immediately holds.

Step 3. By Step 1 and 2, we have that va(w mo) = Vypv(w, mo) = vw (w, mo). But furthermore, since we have concavity
in the w-direction and also continuity, this implies vy, (w, mg) is also continuous. Thus, we have C! in the w-direction. ]

Now, we give a C? regularity upgrade.
Proposition 1.D.14. Define the sets,

2 :={(w,m) €T : vy(w,m) = -1}, (1.D.38)
¢ =T\ 9. (1.D.39)

Then,
1. v is C? in the w-direction on € U 2°.
2. In the classical C? solution sense, we have,

—r1v +maxsup [(ZLeyv)(-, -5 0,8) + k(em,0)] =0, on?. (1.D.40)
7 B

Proof of Proposition [LDI]. Part 1. Tt is clear that v is C? in the w-direction on 2°. That is, for (w,m) € 2°, we have
vw(w,m) = —1. Note that by Proposition I3, the expression vy, (w, m) makes sense. But moreover, since the right hand
side of vy (w,m) = —1 is a constant, which is trivially differentiable in the w-direction, and so it also implies vy (w, m) is
trivially C1, and so v is C2 in the w-direction.

It remains to prove that v is C? in the w-direction on €.

Part 2. Let’s first show that v is a viscosity solution to,

— r1v(w, m) + maxsup [(ZLeyv)(w, m; o, 8) + klemg,0)] =0, (w,m) € F. (1.D.41)
7 B

Viscosity supersolution. Indeed, let (w,7m) € € and ¢ be a C? function on % such that (i, ) is a local minimum of v — ¢
with v(w, M) = @(,m). But that means by first order conditions, and again recalling Proposition I3, it implies we have
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0= %(v — ¢)(w,Mm); so in particular, we have that for (@, h) € €, pw (W, ™M) = vy (W, M) < —1. And thus from the viscosity
supersolution property of v from Proposition T, we have,

—r19(, ™) + maxsup [(ZLey v) (W, ; 0, 8) + k(em, )] > 0.
T B

This shows the desired viscosity supersolution property.

Viscosity subsolution. The subsolution property is immediate by the fact v is (at least) a viscosity subsolution to (IZZ3),
as given by Proposition I, Thus, v is also a viscosity solution to ([CIIZJ).

Now, fix any arbitrarily bounded set O C ¢. Consider the nonlinear Dirichlet boundary value problem,

—r1€ + maxsup [(Leyz &) (-5 0,8) + k(em,0)] =0, on O, (1.D.42a)
c B

£&=wv, on00. (1.D.42b)

In particular, we see that for any a = (a1,a2) € R2, we have that by extracting out the coefficients to the second order
derivative and cross derivative terms of ¢ in (IIXZ3), and for any 3, ¢ in the admissible choice set,

B202m2a% + 28om2aias + mQag > éza%m2a% + 2Bormaiaz +m2a§
> C(a? + 2a1a2 + a2)
=Cllally,

where the constant C' := min{BQU%mQ, 2Borm, m?} > 0 and |||, is the standard R? Euclidean norm. In particular, this
shows PDE (ICIXZ2) is uniformly elliptic (see Remark I 13) with Dirichlet boundary data. Thus, standard classical existence
and uniqueness results are available (see Exvand ([9%3), Fleming and Soner (2008), and Evand (2010)). Hence, a unique C2
solution £ on O to ([CIIZ) exists. But from the standard uniqueness results of viscosity solution to (CIX24), this implies we
have v = & on O. From the arbitrariness of O, this proves that v is C? smooth on T. ]

Remark 1.D.15. We can now see the significance of the IR constraint in Definition TBA(IH). If in contrast, we do not have
the requirement that My > m, so that the state space in question is (w,m) € (0,00) x (0,00) rather than (0, 00) X (m, o), then
there does not exist a strictly positive constant C for which Blo?mta? +2Bom2aias +m2a3 > C|lal|, can hold, in which case
the PDE is known as being degenerate. The essential problem is that when m = 0, the nature of the state variable dynamics
significantly changes (i.e. from being fully stochastic to fully deterministic).

See also Figure I3 for an illustration of the state space I'. And also see Figure I for an illustration, for each fixed
m € 'y, the value function w — v(w, m).

Remark 1.D.16. The set 2 of (I=38) is the payment condition and € is the continuation region (i.e. no payment condition).
Remark 1.D.17. Proposition shows that in the continuation region €, the value function v is C? smooth in both (w,m).
Together with the concavity of the value function in the w-direction from Proposition I, it implies that in (CIDZW), when
we optimize over the volatility o choice and the sensitivity B choice, we can use the usual first order conditions to uniquely

characterize them. Thus, Proposition TIIA and Proposition show that the discussions in Section L3 are on meaningful
grounds.

Free boundary

We first introduce the free (moving) boundary,
0" = {(W(m),m) :meTy}, (1.D.43)
where W is the map from I'j; to I'yy, defined by,
W(m) :=sup{w € Ty : vw(w,m) = -1}, meTly. (1.D.44)

Through a rather technical and elaborate argument similar to Soner_and Shreve (I989), one can show that W is finite and
indeed twice continuously differentiable. We omit the proof here, but the argument should follow, in spirit and actuality, from
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Then we can have a further regularity upgrade of our earlier results. Note that for each m € T'p;, we can partition
Tw = (R,00) = (R,W(m)) U [W(m),o0). Moreover, note that the set (R,W(m)) x I'py = %, by construction. Define the
function V on I' as follows. For each m € I'p;, define,

V(w,m) (1.D.45)
% maxg supg [(Ley v)(w, m; 0, 8) + klem,0)], w e (R, W(m)),

W(m) —w+ [me(m) + ¢o ("—H - ) + Lm20m (W (m), m) + n(eH,crH)] . w e [W(m), o).

oL

(1.D.46)

In particular, we have simply taken the value function v, and extracted out the dynamics in the continuation region ¢ as in
Proposition I 14(I02W), and then on the payment condition region, linearly extrapolated the value at the slope —1. By the
smoothness of W, we have that V is also a viscosity solution to the HJB PDE (I=23). By uniqueness of viscosity solutions, this
implies that V = v on I', but we note that V is C? in the w-direction on I'yy .

In particular, when we evaluate w = W (m) for any m € I'j; from ([CIXTZB), we obtain,

V(W (m), m) = % |:—T’0W(m) + 9o (% - 1) + %m2vmm(W(m),m) + K)(GH,O'H):| , meTy. (1.D.47)

But recalling the terminal condition V' = v = L on 0T, and in particular if we take m — m in ([CITZ4), we have,

L= [roWtm) + o (22 = 1)+ S (W m).m) + (e o) (1.D.48)

But if we view the (moving) free boundary m +— W (m) as the object of interest, then (ICI0Zd) identifies the nonlinear ODE.
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Chapter 2

Dynamic Agency, Delegated Portfolio
Management and Asset Pricing

MAy 17, 2015

Chapter Abstract

We study a dynamic contracting problem in continuous-time dynamically complete market
general equilibrium, whereby an investor must delegate all his portfolio choice problems to
a manager. This framework is one of the first attempts to attack a combined dynamic con-
tracting and dynamic asset pricing problem. The portfolio manager can exert costly private
monitoring effort costs to increase the expected dividend growth rate of a representative
firm. The investor can only observe the dividends of the firm over time, and will consider a
pie sharing rule contract over the dividends of consumption goods to dynamically incentivize
the manager. The key result is that dynamic moral hazard and dynamic optimal contracting
endogenously generates stochastic volatility in the asset returns, and substantial state vary-
ing stochasticity in the market price of risk and the risk free rate; this is in sharp contrast to
an economy without the presence of agency and dynamic contracts where the market price of
risk, risk free rate and asset volatility are all constant. Our results raise the question whether
a traditionally viewed “idiosyncratic” risk, namely incentives and compensation contracts of
fund managers, are priced in that they do affect asset pricing in equilibrium.
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2.1 Introduction

A significant part of wealth in the modern economy are held in delegated portfolios that are
managed by institutional fund managers on behalf of their client investors. ® But also as a
rise of this concentrated institutional ownership of assets, institutional fund managers play
a dual role, both as portfolio managers who make portfolio weighting decisions, and also
as monitors or shareholder activists who can exert pressure to improve the corporate gover-
nance or even operational performance on their invested firms. Yet, traditional asset pricing
theory stipulates that asset prices are directly determined by individual households, and as a
result, there is no need to consider agency friction in portfolio allocation decisions. Moreover,
given that each household is small relative to the economy, it can be safely assumed that
the household has insufficient voting power to influence the actions of the invested firm’s
manager. But with the ever growing size of the delegated portfolio management industry
and also the monitoring or shareholder activism roles these fund managers play, the agency
conflict between the fund manager and the investor becomes a significant concern. In recent
years, a rich theory of continuous-time dynamic contracting arose in the literature, and has
been successfully applied in the context of corporate finance. Yet surprisingly from the liter-
ature, we know little about the intersection between asset pricing and optimal contracting.
This paper represents one of the first step to understanding the interaction between dynamic
asset pricing, delegated portfolio management and dynamic optimal contracting. In partic-
ular, we use methodologies available almost exclusively to continuous-time asset pricing and
also continuous-time dynamic contracting to derive the results, which would be extremely
difficult to obtain in a discrete-time context.

Suppose there are two individuals in this economy, a risk averse portfolio manager (the
agent) and a risk averse investor (the principal). The investor does not have any access
to the financial markets and must delegate all portfolio decisions to the manager. The
investor contracts with the manager for a fixed finite time horizon and there is intermediate
consumption for both the manager and the investor. There is a risk free asset, and a single
risky asset in this economy that is a claimant to a stream of dividends of a firm (i.e. like
Lncad (T978)). The manager has two roles, both as a monitor and also as a portfolio decision
maker. As a monitor, the manager can privately exert costly effort to increase the expected
dividend growth rate of the firm. But as a portfolio manager, the manager needs to also
decide the amount of wealth to allocate between the risky asset and the risk free asset. The
investor offers a pie sharing contract to the manager over the share of dividends they can
share at each time period. The investor only observes the value of the risky asset dividends
and has no other pieces of information; specifically, the investor cannot observe the private
effort the manager exerts in monitoring, nor can the investor observe the specific portfolio
choices made by the manager.

The results suggest that institutional investors do matter for asset pricing. In particu-
lar, we find that all the key asset pricing primitives have an adjustment for dynamic moral

1 See Wermers (2011).
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hazard and dynamic contracts, above and beyond the base case agency free levels. The key
channel is that the manager’s per period consumption is precisely proportional to the current
dividend level (which is influenced by the manager’s actions), multiplied by the pie sharing
contract (which is influenced by the investor). This cross effect is what endogenously drives
the asset pricing dynamics, as there is a need to endogenously punish or reward the manager.
When the manager’s incentives are aligned with the investor’s, the asset pricing dynamics
(i.e. price-dividend ratio, Sharpe ratio, risk premium, risk free rate, and risky asset return
volatility) are all equivalent to their agency-free constant value counterparts. When the
manger’s incentives are misaligned with the manager’s, and if it becomes relatively costly to
marginally compensate the manager, then the investor will choose to compensate the agent
at the lowest possible rate possible to continue the relationship, and this will also lead to
asset pricing dynamics that are equal to their agency-free constant value counterparts. How-
ever, when the manager’s incentives are again misaligned with the manager’s, but the cost
of compensating the manager is not too high, then the investor will dynamically compensate
the agent, and this will generate time varying and state dependent asset pricing dynamics.
In terms of contracting, our results suggest that the performance and compensation fees
that the manger receives should be back loaded and past performance dependent (i.e. pay
the manager more towards the end of the contracting period). This model also enjoys some
empirical confirmations from the existing literature, and also generates a few testable em-
pirical implications. On the relationship between institutional investors and asset volatility,
Gabaix, Gopikrishnan, Plerou, and Stanley (2006) show that institutional investors matter
for generating excess stock market volatility. In a similar line, Christoffersen, Musto, and
Wermers (2014) review the literature on investor fund flows, institutional managers and asset
pricing.

2.2 Related Literature

This paper contributes to the literature in (i) the interaction between contracting and asset
pricing; (ii) institutional shareholder activism and corporate governance; and (iii) delegated
portfolio management. At the end, we will also briefly discuss how our paper fits broadly to
asset pricing and also the continuous-time dynamic moral hazard literature.

Interaction Between Contracting and Asset Pricing

There are only a few studies that examine the interaction between asset pricing and optimal
contracting. The companion papers of He and Krishnamurthy (2012, 2013) are interesting
steps towards this direction, but the contract forms that they consider are not long-term
dynamic contracts. In particular, Section 5.3 of He and Krishnamurthyl (2012) has that
(emphasis ours):

“For tractability reasons, in this paper we focus on short-term contracts. ... [I]t
will be interesting to develop models that marry the dynamic financial contracting
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models with the dynamic asset pricing models. We are unaware of papers in the
literature that accomplish this.”

Also, Gromb and Vayanod (2010) has that (emphasis ours):

“The constraints stem from moral hazard, and contracts [between fund managers
and investors| are restricted to be static... Extending this line of research to
dynamic contracts, while retaining the tractability that is necessary to compute
asset prices in general equilibrium, would be an important step forward.. .. Work
along these lines could take constraints as given and so proceed in parallel with
work on optimal contracting — although an important objective should remain
that the two lines of research eventually merge.”

Thus, as evident from the above quotes by He and Krishnamurthy (2012) and Gromb and
Vayanod (2010), this “marriage” between dynamic asset pricing in general equilibrium and
dynamic optimal contracting remains an important open question in the finance literature.

Cuoco and Kaniel (2011) is one of the first papers to explicitly consider how contracts
of managers can affect equilibrium asset prices in a delegated portfolio management setting.
In particular, the paper takes exogenously several commonly used contract form and derives
the return properties of both the benchmark and non-benchmark securities. Although the
paper does discuss briefly the implications of optimal benchmarking, there was no formal
attempt to consider derive such optimal contracts.

Basak “and Pavloval (2013) motivates the preference form of an institutional investor
to include the effects of benchmarking via a private diversion of managed wealth, using the
Edmans and Gabaix (2011) assumption that the manager “takes action after noise”. Vayanos
and Woolley (2013) argues that fund flows between investment funds can explain momentum
and reversal, but they are relatively silent on the question of optimal contracting. Buftal
Vayanos, and Woolley (2013) explicitly considers an optimal contracting and asset pricing
framework, but the contracts that they consider are essentially static, and not dynamic;
moreover, they restrict the equilibrium asset prices to be affine in the shocks to the dividends
process, and a priori, it is unclear why this necessarily needs to hold in equilibrium.

Sung and Warl (2013) is an interesting contribution to this line of thinking by considering
a discrete-time two-period general equilibrium model with many firms, each firm produces
an identical numeraire good, and each firm is owned by a principal that hires an agent
to manage the firm; furthermore, each individual in the economy can trade bonds and
stocks in the financial markets. Sung and Wan (2013)’s contribution is interesting in that
it directly embeds a general equilibrium framework with a contracting framework, but is
not the delegated portfolio management and shareholder activism problem that this paper
considers.

Ou-Yang (2005) is also another attempt to integrate asset pricing with moral hazard,
and indeed is most similar in spirit to this paper. However, the crucial difference between
Ou-Yang (2005) and this paper is that, in Ou-Yang (2005), there is a distinct separation
between the agent (i.e. the manager who can exert effort to influence the growth rate of
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dividends) and the principal (i.e. who makes portfolio allocation choices and designs com-
pensation schemes for the agent); in contrast, in this paper, both the portfolio choice and
effort choice are made by the agent (manager), and the principal (investor) has no access
to the financial markets and the only action the principal has is to design compensation
contracts for the agent. Thus, whereas Ou-Yang (2005) is in some sense closer towards the
classical principal-agent environment of Holmstrom and Milgroni (T9&7), this paper is closer
to the motivation of delegated portfolio management and shareholder activism. Further-
more, from an asset pricing perspective, Ou-Yang (2005) explicitly fixes the risk free rate to
the constant, and hence the author is in effect silent on the moral hazard effects on the risk
free rate. As well, Ou-Yang (2005) assumes a priori that the equilibrium asset prices are
affine in the dividends, but whereas in this paper, all the asset pricing quantities are derived
and proved by first principles, and hence we can say meaningfully the endogenous effects
of moral hazard on the risk premia and the market price of risk. And from the optimal
contracting perspective, the principal can only compensate the agent (based on a history of
observed managed dividends) at the end of the contracting period, but whereas we allow for
full dynamic optimal contracting over all periods of time.

Gorton, He, and Huang (2014) is a recent study to model “managed Lucas trees”, in which
a manager is hired to tend to the trees and the manager trades shares with the investors. The
model is particularly interesting in that the manager here is explicitly acknowledged to be
“big” in that when the manager trades shares with the investors, his trading has price impact
and so the manager must also take this into account. Thus, this is a significant departure
from the aforementioned relevant studies. Kaniel'and Kondor (2013) considers a “delegated
Lucas tree” (indeed, similar to our setup here) and consider the portfolio choice dynamics,
but they consider an exogenous contract form for the manager and so does not discuss
dynamic optimal contracts. Dybvig et all (2010) also has a similar spirit to our paper in
that they consider the effects of agency in portfolio management, assuming complete financial
markets in a single period framework. However, the authors do not consider the full general
equilibrium asset pricing implications and also, they do not have full dynamic contracts as
we do given the time horizon setup they work with.

Delegated Portfolio Management

The setup of this model lends itself naturally to delegated portfolio management problems.
As emphasized by Stoughfon (T993) and Admafi_and PHeiderer (1997), and summarized
in Sfracca (2008), delegated portfolio management problems present challenges that are not
commonly considered in standard principal-agent problems; in particular, the portfolio man-
ager has the ability to influence both the expected return and also volatility of the managed
returns or cash flows. While managing expected return part, usually modeled as moral
hazard hidden effort selection, is common in standard principal-agent problems, managing
volatility is not. Ou-Yang (2003) is one of the key models in the delegated portfolio manage-
ment literature, but does not consider the full asset pricing implications. Other recent models
that consider delegated portfolio management problems include van Binsbergen, Brandt, and
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Koijer] (2008), Dybvig, Farnsworth, and Carpenter (2010), Pastor and Stambaugh (2012),
Stambaugh (2014), Cvitani¢, Possamai, and Touzi (2014) and Leung (2014).

Although for the majority of the paper, we will keep in mind a “hedge fund” as a pro-
totypical example of the fund that the manager manages, our model motivation here can
easily be reinterpreted for a “private equity fund”. Thus here, we will briefly mention how
our model fits in with that literature. Specifically, rather than through a shareholder ac-
tivism channel to motivate why the manager must exert privately costly effort to improve
the operations of the portfolio firms, we can think of the private equity manager as the direct
operational manager of the portfolio firm, but must also simultaneously make portfolio allo-
cation decisions. Kaplan and Schoa () and Mefrick_and Yasuda (2010) are two recent
empirical studies that examine the performance of private equity funds.

Asset Pricing and Dynamic Contracting
Martingale Methods and Dynamically Complete Markets

Clearly the literature of asset pricing is vast, and an excellent treatment is given in
(2001). What is crucial to our paper is the application of martingale methods in solving the
portfolio-consumption choice problem, as opposed to dynamic programming methods (say
as per Merton (1969)). Under dynamically complete markets, the seminal contributions are
in Cox and Huang (989, T991), and Huang and Paged (I992). As well, we also used results
in the existence of dynamically complete markets in continuous-time, of which recent con-
trlbutlons are in Anderson_and Raimondd (2008) and Hugonnier, Malamud, and TrubowitZ

Continuous-Time Dynamic Moral Hazard

Our paper here is also a contribution to the growing literature of continuous-time principal-
agent problems, or dynamic moral hazard problems. The seminal contribution here is Holmd
strom and Milgrom ([987), but recently, more sophisticated martingale representation meth-
ods have been put forth by Sannikov (2008) and has since been widely adopted in this strand
of the literature. Recent interesting applications of these methods are found in corporate
finance (say of DeMarzo and Sannikov (2006), He (2009), and [Edmans, Gabaix, Sadzik]
And Sannikov (2012)) and in macroﬁnance (say of Brunnermeier and Sannikod (2013)). The
surveys of Sannikov (ROT2H, POT3) and Biais, Mariotti, and Rochef (2011) summarize the
current state of this research.

2.3 Model setup

Let’s fix a probability space (€2, F,P). There are two individuals in this economy, a principal
(whom we will call as the investor) and an agent (whom we will call as the manager). There
exists a single firm that produces a stream of dividends D = {D,} of the consumption good.
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2 The financial markets consist of two securities: a risk free asset, and a risky asset that
is a claimant on the stream of dividends produced by this firm. The investor has no access
to the financial markets nor has any labor income, but is initially endowed with the entire
supply (which we will subsequently normalize to unity) of this risky asset. The risk free
asset is in zero net supply. The investor has no managerial expertise in monitoring the firm,
and given that the investor has no access to the financial markets, the investor delegates the
management of his wealth portfolio to the manager. ® ® The delegation time is for a finite
T, and so the time span in consideration is [0,7]. Since the investor bestowed the entire
supply share of equity of this firm to the manager, the manager now is a majority (or even
the sole) shareholder of this firm.

Dividends
The single firm outputs a dividend stream D = {D,} with dynamics,
dD
75:=MA9ﬁ+&M@ﬂ (2.3.1)
t

where A = {A;} will be the costly private shareholder activism effort exerted by the man-
ager. We interpret the PA-Brownian motion Z4 in the sense as discussed in Section ZZAL In
particular, we will make take the following conditions on the dividend drift:

Assumption 2.3.1 (Dividend drift and effort). The set of feasible effort choices is the
closed interval [ay,ay|, where 0 < ap < ay < 0o. The reward function h : [ar,ay] — Ry,
is CY([ar, ag]), strictly positive and strictly increasing, and h(ay) — %%/2 > 0.

Next, we make the following assumption on the form of the equilibrium gains process.

Assumption 2.3.2 (Gains process). The price of the risky asset is S and the gains process
are such that,

dS; + Dydt
S

where the drift u and volatility o are {F{'}-adapted processes that are to be determined in
equilibrium.

p(t)dt + o(t)dZ;, (2.3.2)

2 Essentially this is a Liicas (T978) tree, but it will be under management, as discussed below.

3 Alternatively, we can think of the investor as giving all his voting rights via proxy to the manager, and
furthermore, allow the manager to make portfolio allocation decisions on the investor’s wealth portfolio.

4 We should note that in contrast, He and Krishnamurthy (2012, 2013) does indeed allow the investor
to directly invest into the risk free asset, but not the risky asset. But due to differences in how they model
the moral hazard problem and also the contracting environment, allowing the investor here to have (partial)
access to the financial markets substantially complicates our problem. It is conjectured that one could
attempt to modify the approach considered by Basak and Cuocd (I998) to this paper, but nonetheless, the
presence of the moral hazard and contracting problem substantially complicates the analysis. We leave this
problem for future research.
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Interpretations of effort A = {A;}

There are two interpretations of “effort” A = {A4;} in this context, and both are in accordance
to the delegated portfolio management context and literature.

The first interpretation is monitoring. That is, there is a single firm and the portfolio
manager needs to continuously over time monitor the management of this firm. Monitoring is
private and costly, and higher monitoring A, increases the expected operational performance
of the invested firm, and thus yields higher expected dividend growth. For each monitoring
plan A = {A;}, the manager then in turn chooses a dynamic portfolio strategy. This idea
of the financial intermediary, which in this case is our portfolio manager, acts as a monitor
for investment projects goes back to the seminal paper of Diamond (I984). Moreover, this
is the same interpretation that of shareholder activism, in that portfolio managers that have
amassed a substantial equity stake into their portfolio firms, can “use their voting power as
a catalyst for corporate change” (Yermack (2010)). Indeed, in particular for hedge funds,
Yermack (2010) observes that:

“...[H]edge funds have a number of intrinsic advantages as activists when com-
pared to pension funds, mutual funds, or other institutional investors. Hedge
funds have no diversification requirement, enabling them to concentrate assets
in a few target companies. Hedge funds can invest in illiquid securities, because
their own investors cannot withdraw their capital on short notice, and hedge
funds face less comprehensive ownership disclosure requirements than other in-
stitutions, enabling them to operate with greater secrecy and flexibility.”

Gillan_and Starks (2007) review the evolution of shareholder activism in the United States.

The second interpretation is investment opportunity search. The manager can privately
search and invest into one single risky investment, chosen from an infinite pool of choices
A¥ = {A¥}, where each investment opportunity is indexed by w € R. Private searching
and selecting this risky investment opportunity w incurs private cost EA”| fOT e Ptg(AY)ds] at
t = 0. In return, the investment opportunity with dividend dynamics (E23), with A = A%,
becomes available, and the manager then in turn needs to further make portfolio investment
decisions. The idea of searching and investing into a particular asset was explored in [Vayanos
and Wang| (2007).

With these two types of interpretations in mind, but for the sake of brevity, we will
generically call the manager’s choice of A = {A,;} simply as “effort”.

Manager (Agent)

The manager has time separable logarithmic utility over consumption with subjective time
discount factor p. From the role as a portfolio choice allocator, the manager restricts his
choices to self-financing portfolios and from the returns of the managed portfolio P, he draws
his consumption C);. The manager will allocate o dollars into the risk free asset and will



CHAPTER 2. DYN AGENCY, DEL PORT MGT, AND ASSET PRICING 78

allocate 6 dollars into the risky asset. Furthermore, manager needs to choose the amount of
costly private effort A he will exert.
Thus, the manager has objective function,

Sup)’A Eq UOT e " log(Cr(t))dt — /OT e_ptg(At)dt} : (2.3.3)

Chry(a,0

subject to the self-financing condition,

AP, = a(t)rydt + 0(t) (M) — Cy(t)dt (2.3.4)
= a(t)rdt +0(t) (u(t)dt + o(t)dZ) — Car(t)dt, (2.3.5)

where the last equality follows from (E232).

Assumption 2.3.3 (Manager’s private cost function). The manager’s private cost function
g: lar,an] = Ry is strictly positive, C*([ar, an]), and strictly convez.

The manager has an individual rationality (IR) participation constraint. That is, the
manager’s objective (2233) must be greater than or equal to his constant outside option of
W > 0. That is,

T T
sup [ {/ e " log(Cy(t))dt —/ e_ptg(At)dt} > W. (2.3.6)
Chur,(a,0),A 0 0

To ensure that this is a feasible contracting relationship between the manager and the in-
vestor, we need some parameter restrictions to ensure that the IR constraint can be satisfied.
That is to say, if the contracting parameters are too small, but the outside option is too
large, then it will never be in the interest of the manager to engage into this contracting
relationship. The following assumption ensures that it is weakly beneficial for the manager
to consider this contract.

Assumption 2.3.4 (IR parameters). The parameters zo, Dy, ar,am, %, p, T,W and func-
tions g, h are such that

log 29 + log Dy — g(ar) (1—e ) + han) — X%/2

p e -l pT) 2 W, (237)

Investor (Principal)

As discussed, the investor has no access to the financial markets and nor does the investor
have any labor income. Thus, consumption C7 for the investor must come from the dividends
distribution of the consumption good. However, to incentivize and reward the manager, the
investor will offer a pie sharing rule contract X, of which X (t) € [z, 1] for all . That is to
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say, for each unit D, of dividends output by the firm, the manager will be entitled to X (¢)D;
units, while the investor will be entitled to (1 — X (¢))D;. We will think of 0 < zy < 1 as
the minimal piece of pie that the investor must share with the manager to maintain the
contractual relationship. See Section P23 for more subsequent discussion of this pie sharing
contract. To represent the fact that the investor is the ultimate owner of the managed
portfolio and that the manager is an agent, the investor derives utility over the terminal
value of the portfolio Pr; this utility over the terminal value of the managed portfolio is
explicitly absent in the manager’s optimization problem in (2Z333). Finally, the investor
has a time separable utility function u satisfying Assumption 2233 below, and also has the
same time subjective discount factor p > 0 as the manager. ® See also Remark 2238 for a
discussion for the utility form w of the investor.
Thus, the investor has objective function,

Sl)l(p E, {/OT e Pu(Cr(t))dt + G_TTU<PT)] (2.3.8)

= sl;(p Eq {/OT e Pu((1— X(t))Dy)dt + €_TTU(PT):| )

where we have applied the market clearing condition in the equality; see Definition ZZ3
below. Also, the utility function u satisfies the following conditions.

Assumption 2.3.5 (Investor’s utility function). The investor’s utility function v : R, — R
satisfies the following conditions:

(i) uis C*(Ry);

(11) u(0) = u for some constant u € R;

(111) lim. o u(c) = @ for u with u < u < oo,

(iv) w is strictly increasing and strictly concave; and
(v) lim, o1 v/ (c) = +o0.

Remark 2.3.6. One might naturally wonder why is it that in the manager’s intertemporal
utility specification (E2323) we deliberately constrain ourselves to using log utility, but for
the investor’s intertemporal utility specification (E238) we allow for much greater flexibility.
From a general conceptual perspective, we naturally can freely change the manager’s utility
from the logarithmic specification to something more general. However, as we shall see in
subsequent development, the logarithmic form wyields vastly more traceable solutions than
some other general utilities. Thus, the choice of logarithmic utility in (E2333) is largely out
of tractability and convenience.

® DeMarzo and Sannikod (2006) and Hé (2009) considers the difference in patience level between the
manager and investor.
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Example utility functions
The standard examples of utility functions that satisfy Assumption 2233 include:

Example 2.3.1 (Exponential utility). Consider,

u(c) =u— : (2.3.9)

for some constant v > 0, and risk aversion coefficient v > 0.
Example 2.3.2 (Power / CRRA utility). Consider,

=7 —1

2.3.10
— (23.10)

u(c) =u+
for some constant u € R, and risk aversion coefficient v > 0, v # 1. In particular, we do not
allow for the standard logarithmic utility (i.e. when v = 1). ® For the subsequent numerical
implementation, we will in particular focus on this CRRA utility with v = 2.

Discussion of the pie sharing rule contract

We will now discuss the limitations and implications of focusing on a pie sharing rule contract
X. Unlike the dynamic moral hazard literature of say DeMarzo and Sannikov (2006) and
Sannikov (2O0R), where the compensation form from the principal to the agent is rather
general, here it seems like we are far more specific and restrictive on the compensation form.
But given the explicit risk averse preferences of the manager and also his managed portfolio
wealth dynamics (P233), it is economically senseless to compensate the manager into his
objective function, as in the cases considered by DeMarzo and Sannikov (P006) and Hé
(2009), among others, which assume the agent is not only risk neutral, but does not have a
managed portfolio. @

As it will be seen below, we will be assuming the existence of a dynamically complete
market (see Assumption PZ377). Anticipating this assumption, it also restricts the set of

6 This is just for the subsequent dynamic programming implementation. That is, more broadly, it is
undesirable for our purposes to consider investor’s utility forms that are not defined at ¢ = 0, clearly of which
logarithmic utility is an example. And clearly, the exponential utility (2239) and power utility (22310) do
not have this undesirable property.

7 That is, if the investor offers an income stream Y, it is senseless to consider a form like,

T
Eo / e [(log(Cr (1)) — g(Ar) + d¥i] |,

where the compensation dY directly enters into the manager’s objective function. This is very at odds with
the self-financing condition of the portfolio dynamics, and hence is economically senseless. But this form is
indeed a common compensation form in the dynamic moral hazard literature, which is valid when there is
no portfolio management considerations and the agent is risk neutral.
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meaningful compensation form that we can consider. For instance, suppose the manager can
be compensated directly through a labor income stream that enters into the self-financing
wealth dynamics (2233H). Note that, naturally, the presence of a labor income stream will
increase the managed wealth portfolio and thereby allow the manager to draw higher con-
sumption, and hence derive utility.

But for this labor income stream, we need to split into two different cases for discussion.
The first case is that this labor income stream consists of marketable payoffs, that is, payofts
for which it can be replicated by a portfolio of marketable securities, and in this case being
some combination of the risk free asset and the risky asset. But here since the manager
is also a portfolio choice allocator, and in the presence of dynamically complete markets,
this means the manager can freely undo the marketed payoff compensation that’s offered
to him through different portfolio allocation choices. Hence, for the purpose of offering
incentives to the agent, offering marketed payoffs in a dynamically complete market is not
useful to provide incentives. The second case is that this labor income stream consist of non-
marketable payoffs, that is, these payoffs cannot be replicated through a portfolio of the risk
free and risky asset, because the manager is prevented from selling his labor income in the
securities market. ® But from the results of He and Pages (T993), Cuocd (I997) and others on
consumption-portfolio choice problems, the presence of this stochastic non-marketed labor
income generates incomplete markets, which will then be at odds with our Assumption 2ZZ371.
And economically from the standpoint of delegated portfolio management, it is not clear how
one can understand the this non-marketed stochastic labor income as a compensation from
the investor to the manager. In particular since in the portfolio management industry, the
majority of the fees the manager generates come from the performance of the managed
portfolio and a percentage of assets under management, ¥ so meaning that the majority of
the manager’s compensation is indeed derived from marketed assets, and hence are marketed
themselves. Indeed, the main motivation for non-marketed stochastic labor income comes
from a household portfolio-consumption problem whereby, as quoting from He and Pages
(I993), “the individual has limited opportunities to borrow against future labor income and
cannot totally insure the risk of income fluctuations”. This description does not seem to be
the most fitting for the case of portfolio managers.

The advantage of using the described pie sharing rule contract is that it is consistent with
the notion of market clearing of the consumption good in the classical general equilibrium
literature. ™ Moreover, it is also economically meaningful in the case of delegated portfolio
management. That is to say, we can think of the pie sharing rule as payouts from the
managed portfolio, of which the investor gets to get some of the payouts and the remainder
goes to the portfolio manager. Thus, in summary, given the aforementioned discussion, the
pie sharing rule contract in this current economy seems to be an economically robust and

8 Clearly, if the manager is able to sell his labor income in the securities market, we are back to the first
case. Thus effectively, this second case is a case where we must have borrowing constraints to make this
statement meaningful.

9 See Wermers (20L1) for a discussion.

10°0f, say, the standard reference like [Mas-Colell. Whinston, and Greer] (T995).
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meaningful contract form. Finally, we will also discuss additional contractual tools that are
available at the disposal to both the manager and investor in Section 224, where we will allow
for actions like quitting, termination, takeovers and retirement.

Financial Markets

First we give the standard definition of market clearing.

Definition 2.3.1 (Market clearing). We say the consumption good market clears if, for any
pie sharing contract X,
DZCM+C[:CM+(1—X)D (2.3.11)

Suppose the risk free assets are in zero net supply, and we normalize the supply of risky
assets to be one. Then the securities market clears if,

0(t) = S,, (2.3.12a)
a(t) = 0. (2.3.12b)

Next, we state an assumption that is the most critical to this entire paper.

Assumption 2.3.7 (Dynamically complete markets). For any effort process A = {A;}
chosen by the manager, the financial markets are dynamically complete with no arbitrage.
Thus, for each effort process A = {A;}, a state price density process 4 =: & = {&,} ewists
and is unique, and has dynamics,

dé, = —&(rdt + K, dZ), (2.3.13)

where the market price of risk k is defined as,
K 1= —————. (2.3.14)

It should be remarked that Assumption 22374 is the most critical assumption of the paper.
That is, this assumption is actually making a stronger claim than what is usually considered
in the asset pricing theory literature. For instance, in the asset pricing literature and relative
to our context, for a fized single dividend process D, Anderson and Raimondd (200R) proves
the conditions needed for the existence of dynamically complete markets. Here, specifically,
we require that for any arbitrarily chosen effort process A, which then affects the Brownian
motion Z4, we still have a dynamically complete financial markets. Finally, we note that in
Dybvig et al] (2010), they also consider the effects of agency in portfolio management (but
not in full general equilibrium) in a single period framework and they also further assume
complete financial markets.
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Equilibrium concept

Finally, we the discussion above, we are now ready to summarize and define our concept of
equilibrium in this economy.

Definition 2.3.2 (Complete market competitive subgame perfect Nash equilibrium). A com-
plete market subgame perfect Nash equilibrium (or equilibrium for short) (u, o, S,r, a, 0, A,
X, Cyr, Cy) is one such that:

1. The drift and volatility pair (i, #) admit a solution such that the risky asset gains process
(232) holds and admits the existence and uniqueness of the state price density £ of
Assumption 22370,

2. The consumptions (Cys, Cy), portfolios («, @), risky asset price S and risk free rate r
satisfy the conditions for market clearing of Definition 2231 holds;

3. The manager’s choice variables (Cyy, (o, 0), A) satisfy the manager’s individual rationality
(IR) condition (E=30);

4. The manager’s choice variables (Cyy, (o, 0), A) is incentive compatible (IC), meaning it is
a solution to the manager’s problem (22323) and (E=33); and

5. The investor’s pie sharing rule contract X is a solution to the investor’s problem (Z3R).

Remark 2.3.8. The problem solving strategy is to separate the problem into two distinct
steps — we first solve the portfolio-consumption choice problem, and then second we solve
the dynamic contracting problem.

2.4 Financial markets equilibrium

We begin by solving the portfolio-consumption choice problem and Proposition 2471 is the
main result of this section.

Proposition 2.4.1. Fiz any given effort A and contract X. Then,

(i) The manager’s dollar amount portfolio choice into the risk free asset and risky asset
are respectively,
at)=0 and 0(t)= P =S5, (2.4.1)

(i) The parameters satisfy,

ke = o(t),
plt) =re+o(t)”.
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(i1i) The risky asset price satisfies,
1
Sy = =X (t)Dy. (2.4.4)
p
Thus, using the results of Proposition 22471, we can rewrite the manager’s objective

function from (EZ33) as,

sup Eq {/ e Plog(X (t)Dy) — g(Ay)]dt| . (2.4.5)
A 0

The key observation of Proposition 2471 is (2244), where X (t)D; is exactly proportional
to (up to the subjective time discount rate p) the equilibrium consumption level Cy,(t) of
the manager. Furthermore, this implies the equilibrium consumption level of the manager
is affected by two channels — his effort to influence the expected growth rate of dividends
Dy, and the pie sharing rule X (¢) that is influenced by the investor. This cross interaction
between the actions of the manager and the investor is what drives the key results in the
implications of the asset pricing dynamics.

2.5 Free rider problem

Before we proceed to consider the contracting problem, with Proposition 22471 and recalling
the manager’s objective (22323) subject to (2233), we first study the source of the free riding
problem in this economy. Suppose the manager is given a deterministic and constant contract
X(t) = € [xg,1]. In particular, the case when Z = 1 corresponds exactly to the case when
the manager is the sole owner of the asset in this economy.

Proposition 2.5.1. Suppose the pie sharing rule contract is X (t) = & € [z, 1].
(i) Then the manager’s payoff (2233) equals to,

log z
p

(1—e ")y +U(0,m), (2.5.1)

where U : [0, T] x (—o00,00) satisfies the Hamilton-Bellman-Jacobi (HJB) partial dif-
ferential equation (PDE) on [0,T) x (—o0, 00),

pU =U, + max (m — g(a))+ (h(a) — X?/2)U,,. (2.5.2)

aE[aL,aH}

(ii) If g, h,ar,ag, p, T are such that ¢'(ag)/N (ag) > Te PT, then the optimal effort is
Af € lag, ag); that is, if the marginal cost to marginal benefit ratio is sufficiently high
at the highest effort, the manager will never choose the highest effort ay.
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In many ways, the result of Proposition EEAT(ii) is intuitive. If there were neither time
nor stochastic variability in the pie sharing contract X, meaning the compensation to the
manager is “not risky”, so that the manager is effectively the sole owner of the asset, the
manager will clearly fully internalize both the costs and benefits of this private effort. That
is to say, if the marginal private costs for exerting the highest effort greatly exceeds the
marginal benefit of exerting the highest effort, it is optimal for the manager to not choose
the highest effort. But this is precisely the source of the free rider problem. ™ The investor
does not bear any of the private costs and reaps all the benefits, and it is clear that the
shareholder would want the highest effort to be implemented at all times. But with non-
risky compensations (i.e. when X (t) = & € [z, 1]), there is no incentive for the manager
to choose the highest effort whatsoever. This already clearly suggests that to implement
an always high effort contract, we must consider stochastic contracts to put the manager at
risk. This is in accordance to standard principal-agent problem intuition and results as per,
say, Laffont and Martimorf (2001) and Bolton and Dewatriponf (2004).

To emphasize the free rider inefficiency, as per Proposition EZ51(ii), we impose the fol-
lowing assumption henceforth.

Assumption 2.5.2 (Free rider problem). The parameters g, h,ar,amy, p, T are such that,

9'(an)
W (am)

The condition (Z53) of Assumption P52 is indeed relatively weak. For T moder-
ately large, we have that Te™#T ~ 0. Hence, the condition (ZZ53) essentially requires
¢ (am)/W (ag) 2 0. That is, as mentioned above, we just need that the marginal cost
to marginal benefit ratio at the highest effort to be sufficiently high.

> Te T, (2.5.3)

2.6 Contracting Problem

Now let’s consider the core section and main results of the paper. The following is a conve-
nient and easy result.

Lemma 2.6.1 (Observational equivalence between stock price and dividends). For any effort
A and contract X, to the investor there is an unique observational equivalence between the
risky asset price S and the dividends D.

Thus, in light of Lemma 261, we will assume henceforth that the investor can continu-
ously observe dividends D and its dynamics (223).

11 A recent paper by Edmans and Mansd (2010) considers free rider problems in corporate governance in
the presence of multiple small block shareholders. We are not taking this direction here as in our framework,
there is really only a “single” block holder (of voting rights), that being the manager.
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Incentive Compatibility

With Lemma 261 on hand, we are now ready to consider the set of incentive compatible
contracts. The development of this section resembles the discussion of Sannikov (2008).

Proposition 2.6.2. For any given pie sharing rule contract X and any effort A, define the
manager’s continuation value,

T
Wy(X,A) =W, =E# {/ e P[log(X(s)Ds) — g(As)]ds| , (2.6.1a)
t
Wo(X,A) = Wy =W. (2.6.1b)
where BA[] =: BEA[| FZ"] is the conditional expectation generated by the probability measure

induced by action A, conditioning on the filtration generated by dividends D.

(i) Then there exists n such that the manager’s continuation value has the dynamics,

dW, = [pW, + g(A,) — log(X (t)D,)] dt + 1,dZ;} (2.6.2a)

D, (dD
= [pW, + g(A,) — log(X (t)D,)] dt + "tz : (Ft - h(At)dt> . (2.6.2b)

t
(ii) An effort process A is incentive compatible for the manager if and only if n is such

that,
A; = arg max ﬁh(a) —g(a). (2.6.3)
a€lar,an]

(111) Suppose we seek an equilibrium to implement high effort Ay = ay at all times. Then n
must be such that,
g'(a
2> ,( )
h'(an)

. (2.6.4)

Once we have characterized the incentive compatibility conditions as per Proposition 2261,
we are now ready to consider the investor’s optimization problem. We will focus the formu-
lation where the investor must contract with the manager for the duration of length 7', and
during that time, the investor can change the pie sharing contract rule. Here, we will make
a broad simplification and subsequently discuss its implications and restrictions.

Assumption 2.6.3 (Constantly High Effort Equilibrium). There exists an equilibrium (in
the sense of Definition Z=32) for which it is optimal for the manager to implement an
incentive compatible equilibrium for which:

(i) The manager always exerts high effort Ay = ag; and
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(1) The sensitivity n in (Z64) of Proposition 2261 to implement the said equilibrium can
be held at equality, so

9'(an)

W(am)

Condition (i) of Assumption is the equilibrium effort choice if the investor could
operate the asset without any private costs g. Condition (ii) essentially says the performance
sensitivity imposed on the manager can be implemented at the cheapest and minimal one.
What is in particular ruled out by Assumption P63 is job shirking by the manager; that is to
say, allowing the manager to choose A; < ay. We will assume and enforce Assumption 2263
henceforth, unless specified otherwise.

m=%

2.7 Retirement and Quitting

The setup as of now will not let us pin down the contract form. In particular, we will need
boundary conditions to our dynamic programming problem, else there are infinitely many
number of solutions to our problem. Thus, we will impose the following conditions that
are similar in spirit to Sannikod (2008). In particular, we will allow the investor to retire
the manager, and also allow the manager to quit. That is to say, we consider the following
retirement function F.

Proposition 2.7.1 (Retirement Function). Suppose at time T € (0,T'), when dividends D, =
J, the investor wants to indefinitely offer the manager a continuation value w € (—00, 00)
such that the manager will always exert the lowest effort A, = ay, fort € [1,T]. Then the
wnwvestor’s value function will thus equal to F', called the retirement function, given by,

T
F(r,w,0) := E2* [/ e Pu((1 — z(r,w,8))DE)dt + e *Tu(p~t DE) ‘ DE = 6] . (2.7.1)

where,
z(r,w,0) = (Z(T,w,8) A1)V xq (2.7.2a)
. pwelT h(ar) — 3?/2 (T — 7)erT=7)
SU(T, w, 6) = exp{m - 10g(5 + g(aL) + ( L) P / 1-— (1 — e_z’(T_T) .
(2.7.2b)
and
D} = bexp {(h(ar) — £%/2)(t — 7) + B(Z{* — Z24) } . (2.7.3)

Effectively, the retirement function F' is the worst possible outcome for the investor. That
is, F' is the payoff to the investor when the manager indefinitely chooses the lowest effort
Ay = ap, and the investor in turn gives the manager a time invariant pie .
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Example 2.7.1 (Power / CRRA Utility). Suppose the investor has power utility of the form
in Example 2232 with parameters such that,

p—(1=7) (h(ar) = ¥*(1 = 27)/2) > 0.

Then the retirement function R is given by,

1 1 — eP(T=7)
F(T,w,d):(u— ) ‘

I e p
L (=2(rwlog 0)) 0t L —explp — (1= 7)(hlar) — X2(1 — 27)/2)}
1—7 p— (1 —7)(hlar) — ¥*(1 —27v)/2)
4T (u + (p~ 1) 70 exp{(1 — v)(hlar) — ¥*(1 = 29)/2)(T - T)}>
u T
(2.7.4)

and ¥ is as given in Proposition 2ZZ71.

2.8 Investor’s optimization problem

Thus in summary and recalling (2238), and Proposition 241 that at ¢ = T we have Pr =
X(T)Dr/p, the investor’s optimization problem is now of the form,

sup E, UOT e Pu((1 — X (1))Dy)dt + e T (p_lX(T)DT)] :

Here we make the obvious observation that at the terminal time ¢ = 7', since the manager
has no claims to the final dividend nor the final portfolio wealth, the investor will clearly set
X(T) = 1 optimally. Thus, we can simplify the investor’s optimization problem above to,

sup Eq UOT e Pu((1 — X (1))Dy)dt + e T (p_lDT)} , (2.8.1)

subject to state variables,

dW, = [pW, — glay) — log X (t) — log D] dt + EZ,EZH;deH, Wy = w, (2.8.2a)
H

th = Dth(CLH)dt + DtEngH, DO = 5 (282b)
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Dynamic programming

Then we have the following standard principle of dynamic programming result. Denote the
sets,

O = (W, W) x (8,0), (2.8.3a)
Q:=10,T) x O, (2.8.3b)
0" Q = ([0,T] x 00) U ({T} x 0), (2.8.3¢)

where 0 denotes the boundary of a set.

Proposition 2.8.1. Let the value function ™ associated with the optimization problem

(%) and (E82) be denoted as V(t,w,y) =: V(t,w,y), and we will use subscripts to
denote partial derivatives. ™ The value function V satisfies the Hamilton-Jacobi-Bellman
(HIB) equation on Q,

Vi= sup pV +u((l—1x)d)+ (pw— glay) —logz —logd) Vi, + han)dV,

z€[zo,1]
2.8.4)
2 [/ g/(am)\’ o (an) (
a ww 62 2 5 w
3 (h’(aH) Vw0V 2 { Gy ) OV
subject to boundary conditions,
V=F ondQ. (2.8.5)

See also Figure 2 for an illustration.

Remark on the economic richness of this setup

Actually, more is true than what is shown in Proposition 2280 Similar to Sannikov (2008),
we can actually consider alternative contractual environments by changing the boundary
conditions. That is to say, if we maintain the same boundaries of the form (EZX3), but
change the boundary function F' (i.e. the retirement function of Section 274) with another
smooth function F, the general results thereafter on existence and smoothness still holds.
For our purposes, what is most critical is imposing the lower and upper bounds so that the
state space @) is indeed bounded. Unfortunately, that comes at the cost in terms of the
economic richness that we can consider in the model. For instance, in Sannikov (2008) and

12 Tn the actual proofs, we will actually consider a “smoothed” version Fj, of the retirement function F.
Essentially, the issue is that F' itself is not differentiable in all the arguments. However, for the purpose
of obtaining the existence and uniqueness of smooth solutions to the dynamic programming problem, we
simply replace F' with a smoothed version F}, so that the function becomes differentiable. Qualitatively and
economically, this does not change the results. See the appendix for details.

13 To be clear, we will denote V; := dV/dt, V,, :== OV /0w and V,, := dV/dy. Note that for the derivative
with respect to the dividend state variable, we denote the partial derivative by “V,” instead of, say, “Vs”.
Similar comments apply to the other higher order partial and cross derivatives.
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s V=F ondQ 0 := (W, W) x (8,9)
- Q:=1[0,7) x O
9*Q == ([0, T] x DO U ({T} x O)

Artificial upper boundary

Manager working

0=pVi+ sup u((l—2)d)+ (pw—g(an) —logz —1logd)Vy + dh(am)Vy,

x€[xo,1]

»2 / 2 . /
+= [(-” <“H)> v“,,,,.+52v?,5,+2(-”(“mo‘mw)} on Q

2 h(ar) W (am)

symb 1e3eueyy

Manager terminated

Artificial lower boundary

A\ 4
S

Figure 2.1: Illustration of the state space to the optimization problem in Proposition EZX.

He (2009), the authors use the smooth-pasting and value-matching conditions to characterize
the optimal termination point of the agent’s continuation value. That type of analysis is
only held in solid rigorous grounds when we deal with ordinary differential equations, as
in those papers. However, in this setting, given that we have an explicit partial differential
equations setting with one time variable and two state variables, it is a priori unclear whether
the smooth-pasting and value-matching conditions as per Dixifi (T993); Dixit and PindyckK
(1994 are still valid. Finally, if we were to consider an unbounded state space, we would
require far stronger conditions on the growth behavior of all the relevant functions to ensure
that we do have a smooth solution to the HJB in Proposition 2287, which we do not have,
but the trade-off here is that we have far more explicit characterizations on the asset pricing

side of the model.

2.9 Optimal pie sharing rule contract

We will define some sets, although they seem very unmotivated, are essentially related to
the Lagrange multipliers, and the sufficient and necessary conditions of optimality. Recall
we denote V,, := V,(t,w,d), and using Lemma D3, let’s also denote X = X (t,w,d) =
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I(—Vy(t,w,0)/6,0) € (xq,1).

Definition 2.9.1. We will define the following sets on @),

E ={(t,w,d) : V,(t,w,d) > 0} (2.9.1a)
EI:={(t,w,d) : Voy(t,w,0) < 0and — V,(t,w,d) > zodu'((1 — x0)d)} (2.9.1b)
EI° = {(t,w,0) : Vip(t,w,d) < 0and — V,(t,w,0d) < zodu'((1 — z0)d)} (2.9.1¢)

Note that the above sets completely partition @), and each of them are mutually exclusive
to each other.

Now we come to the explicit construction and computation of the optimal Markovian pie
sharing rule X.

Proposition 2.9.1. The optimal Markovian pie sharing contract rule is given by,

- 2.9.2
X(t,w,d), on EI. ( )

X(tw,d) = {xo, on EU EI°,

Economically and intuitively speaking, the optimal pie sharing contract takes on the
following form. Firstly, recall that V,, := V,(¢,w,d) is the change of the investor’s value
function with respect to the change of the manager’s continuation value W; = w. So on F,
when V,, > 0, given that the investor’s value function V' is increasing with the continuation’s
valuation value w, so this is the case when the manager’s and the investor’s interests are
perfectly aligned, there is no need to provide additional incentives to motivate the manager,
and hence, it is optimal to choose the lowest pie sharing xg.

Secondly, suppose now V,, < 0, that is, when the agent’s continuation value w increases,
the principal’s value function V' decreases, or conversely, when the agent’s continuation
value w decreases, the principal’s value function V increases. This is precisely the case
when the interests of the manager and the investor are misaligned, and hence the investor
may now need to provide incentives to the manager. Observe that u/((1 — z0)d) is the
investor’s instantaneous marginal utility when he enjoys the highest possible share (1 — z)d
of the dividends, but x40 is the lowest possible portion of the dividends that are due to the
manager. Thus, we can think of u/((1 — z()d) as the “price” of providing lowest incentives,
and xg0 is the “quantity” of lowest possible incentives to be provided.

So when V,, < 0, the investor needs to compare the case in EI when

—Vip = 20t ((1 — x9)0)),

and the case in EI¢ when
—Vip < 200t ((1 — 9)0)).

In EI, the condition says that the benefit —V,, > 0 of correcting the alignment of interests
between the investor and manager is weakly greater than the total instantaneous benefit
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0w’ ((1 — x0)0) of the investor taking the highest possible pie share, and so meaning in E1,
it is beneficial for the investor to compensate the agent X (t,w,d) > xo. Analogously in EI¢,
the benefit —V,, > 0 of correcting the alignment of interests between the investor and the
manager is strictly smaller than the total instantaneous benefit of the investor taking the
highest possible pie share, and hence on EI€¢ the investor is better off by taking the highest
possible pie share 1 — xy, and give the lowest possible pie share xy to the manager.

2.10 Asset Pricing Dynamics

With the results of Section ZZ9 on hand, we are now ready to consider the asset pricing
dynamics and solve for the equilibrium pu, o as considered in (E233). In particular, in light
of Proposition 2292, there are clearly three types of values the contract X can take on, and
they all are associated with three different state space values (¢, w, ).

Proposition 2.10.1. Denote,

X(t,w,6) =1 (—M,(s) , (2.10.1)

where the definition of I is given in Lemma ZII3. Note that X is effectively the interior
solution of the pie sharing contract rule on [xg,1]. For any (t,W;, D;) € @Q, for notational
convenience, X = X(t, Wi, Dy), X, = Xt(t,Wt,Dt), X, = Xw(t, Wy, Dy) and likewise for
all the other cross and partial derivatives. For any set K in @, we will also denote the
indicator 1 = 1k (t, Wy, Dy).

(i) The equilibrium gains process (2232) drift u(t) = u(t, Ws, Dy) is given by,
/J’(ta Wt; Dt)
= (ﬁ + h(aH)) 1pugre

Zo

1 r~ - N N
+ (% + h(ag) + 3 [Xt + Xo(pWy — g(ay) —log X —log D;) + Dthh(aH)}

+122
X 2

W(am) W(am)

X (glmH))z +(2X, + D, X,,) +2(X, + Dtwa)glmH)] ) 1ps.

(ii) The equilibrium gains process (2232) volatility o(t) = o(t, Wy, Dy) is given by,

(W D) = S pomre + (24 = 12,2095 b g 1) 1,
Y Y X h/(aH) Yy
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(i1i) The equilibrium market price of risk is given by,
ke = K(t, Wy, Dy) = o(t, Wy, Dy), (2.10.2)
where the expression for o is as given in (ii).
(iv) The equilibrium risk free rate is given by,

Tt = T(t, Wt, Dt) = [L(t, Wt, Dt) — O'(t, Wt, Dt)z. (2103)

Remark 2.10.2. Finally with Proposition 211 we can now fully explain why it is crucial in
this paper that we must have smooth solutions to the investor’s value function V', while such
condition, while desirable, is strictly not necessary for general optimal contracting problems,
where we can use weaker notions of solutions like viscosity solutions. Effectively, we need two
conditions to make everything fall in place: (i) the ezistence of Markovian optimal controls;
and (ii) of these Markovian controls, they are smooth in the state variables. The existence
of the Markovian optimal controls is afforded by the smoothness of the value function. The
smoothness of the state variables is afforded essentially by the primitive parameters of the
model. In particular, it s precisely the smoothness of optimal control in the state variables
that allow us to apply validly Ito’s lemma ™ to derive the equilibrium risky asset gains process
drift p and volatility o, and thereby “complete the loop” of the model.

Discussion of the asset pricing dynamics

Again, the key result of this section and the paper is Proposition 2101 where we show and
summarize the implications of dynamic moral hazard and contracting on the dynamic asset
pricing primitive parameters.

Drift p

If we consider the drift p of the risky asset gains process, we clearly see that the value of
the drift takes on three different values depending on the time and state values (¢, W;, D;) =
(t,w,d). The cases E or EI¢ where the pie sharing rule takes on the lowest constant (X = x),
we have the standard result that the drift is identically constant, resulting from the log
preferences of the manager. Roughly speaking, this drift value is essentially equal expected
growth rate of the dividends (i.e. h(ag)), plus the patience of the manager p, modified by
the proportion X of the dividend consumption good is entitled to. This is the result if there
were no agency conflicts in the market. The most interesting case is the intermediate case
when X € (z,1), which happens when the time and state values are in E'I. Rewriting the

14 Recall that for a function f(t,y), Ito’s lemma requires that f is C1:2.
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result of Proposition ZZI0-1 when we are on KT,

Agency-free expected return

Risk premium due to dynamic agency and contracting
rl _ _ R ~ ~
+ 3 [Xt + Xo(pWy — g(ay) —log X —log Dy) + Dthh(aH)] (2.10.4)

Risk adjustment, modified for marginal cost to marginal benefit ratio
7\

12 (g, s X Y ALY
i) [wa (h/(aH)> + Xy + DiXyy) 42X + DiXo) ’(GH)] |

>

Volatility o / Market price of risk x

Similarly, if we consider the volatility o of the risky asset gains process, we see that again it
depends on the time and state values. The cases E or EI¢ when the pie sharing rule takes
on the lowest constant, we have that the asset volatility is identically equal to the constant
dividend volatility, which again is the case when we have no agency conflicts in the market.
Things are more interesting when we have the intermediate case when the time and state
values are in FI. Rewriting the result of Proposition 201 when we are on E1,

Adjustment for dynamic moral hazard

Agency-free and optimal contracting
volatility ,2 /( “) ~
~ glag ~
5 21X, 2" px, | 2.10.5
+ X h’( CLH) tAy ( )

It should be noted that by Proposition 22471, the market price of risk x and the risky asset
return volatility ¢ are identical.

2.11 Numerical Solutions

It is clear that the value function V' in Proposition 22871 would have no closed form solutions,
which thus also leads to no closed form solutions for the optimizer X which characterizes the
optimal pie sharing contract, and also the important asset pricing primitive parameters as
per Proposition 2271 and Proposition 201, Hence, we must resort to numerical solutions
to continue our investigation. We in particular focus on the investor’s utility u being of
CRRA with risk aversion parameter v = 2. See also Section E7H for more details of this case.
We plot the value function (Figures 1, 222, P23, P4 and PH) at various points of time t.

Remark 2.11.1. It should be explicitly be noted that no specific attempts are made to “cal-
tbrate” these parameters to match any real world empirical moments. But rather, the core
parameters are chosen merely as an illustration of the model. Specifically, one might wonder
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about why we choose a very high drift value for the dividend growth rate under the highest
effort case. That is only for numerical stability purposes. The main takeaway from these
numerical illustrations should be more of its qualitative than quantitative effects.

Investor’s value function V (¢, w, )

The value function confirms several economic intuitions regarding the setup of this problem.
At the end of the contracting period, when ¢t = T', the principal has essentially a zero value
function. This is to be expected since for moderate values of the subjective time discount rate
p and moderate values of contract time T, e *Tu(p~' D7) is close to (but not equal to) zero.
And as time rolls back to the initial time point ¢ = 0, we see that the value function increases
in value. Again, this is anticipated since the investor has more time to enjoy consumption
of his share of the managed Lucas fruit. We note that at t = 0, the value function V' (¢, w, 9)
exhibits also several behavior that is anticipated from this model setup. The value function
is increasing in the dividends § realization. Clearly, with a higher dividend realization, all
else being equal, the investor can derive higher utility over its consumption. But with respect
to the continuation value, we see that the value function is concave in the w-direction; that
is, holding time ¢ and the dividend level ¢ fixed, V(t,-,6) is concave in w. This is visually
most apparent when ¢ = 0, but it is indeed true at all times ¢.

Optimal pie sharing rule contract X*(¢,w, )

The most interesting results come from the optimal pie sharing rule X*(¢, w, ¢), particularly
since both the solution to the contracting problem and the implications of asset pricing all
strongly depend on the pie sharing rule. The most obvious characteristic of the pie sharing
contract is its back loaded nature. That is, near the ending time periods, there are vastly
more states than near the initial periods where the investor will pay the manager an amount
strictly greater than the minimum pie sharing portion zy. Furthermore, we see even for
fixed time ¢, there is substantial variation in the optimal pie sharing contract across (w, ),
suggesting thus that the payment the investor offers to the manager is past performance
dependent (i.e. depending on the continuation value w of the manager), and also market
dependent (i.e. depending on the dividends 9).

Asset pricing parameters pu(t,w,d) and o(t,w, )

Let’s now turn to the key asset pricing implications of this model. In addition to the figures
below, we also show several other figures that emphasize upon the asset pricing implications.
Recall from Proposition 22471 and Proposition 2ZI0, we note that the market price of risk
k¢, in equilibrium, is identical to the gains volatility o;. And also, we have that the price-
dividend ratio S;/D; = X(t)/p, and hence this means the price-dividend is equal to the
optimal pie sharing rule, inverse scaled by the subjective time discount factor p. Hence, it
suffices to concentrate our focus to the gains parameters p; and o;. From the figures, we
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see the qualitative result that in the regions where the optimal pie sharing rule X*(¢, w,¢)
exceeds the minimum pie sharing level x(y, dynamic changes occur in both the gains drift
i and the gains volatility o;. When the optimal pie sharing rule exceeds the minimum pie
sharing level, this is exactly when the investor needs to provide incentives to the manager.
Qualitatively, we see the result that when the investor needs to provide incentives to the
manager, the expected gains drift p; decreases, and the gains volatility o; increases. This
is precisely the channel in which institutional managers’ incentives can affect asset prices in
general equilibrium.
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Figure 2.1: The shown time value is at ¢ = 0.01. The z-axis is the manager’s continuation value W; = w, the y-axis
is the dividend value D; = 0. The investor’s utility is CRRA, u(c) = u + ¢
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(b) Optimal pie sharing rule contract
(a) Investor’s value function V (t,w,J). X*(t,w, ).

(c) Gains drift p(t,w,?9). (d) Gains volatility o(t,w,9).

Figure 2.2: The shown time value is at t = 0.4. The z-axis is the manager’s continuation value W; = w, the y-axis is the

dividend value D; = §. The investor’s utility is CRRA, u(c) = u+ 011__# The key parameters are: p = 0.10,u =

10,y = 2,9 = 0.02, [ar, ag] = [0.36,0.95], h(a) = g(a) = €*,3 = 0.15,T = 6.
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(d) Gains volatility o(t,w,9).

Figure 2.3: The shown time value is at t = 1.6. The z-axis is the manager’s continuation value W; = w, the y-axis is the
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(b) Optimal pie sharing rule contract
(a) Investor’s value function V (t,w,J). X*(t,w, ).
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(c) Gains drift p(t,w,?9). (d) Gains volatility o(t,w,9).

Figure 2.4: The shown time value is at t = 4.0. The z-axis is the manager’s continuation value W; = w, the y-axis is the
. The key parameters are: p = 0.10,u =
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(b) Optimal pie sharing rule contract
(a) Investor’s value function V (t,w,J). X*(t,w, ).

|

Gains drift H(tw,d)

Ll
i |

(c) Gains drift p(t,w,?9). (d) Gains volatility o(t,w,9).

Figure 2.5: The shown time value is at t = 5.0. The z-axis is the manager’s continuation value W; = w, the y-axis is the
1—
dividend value D; = §. The investor’s utility is CRRA, u(c) = u+ % The key parameters are: p = 0.10,u =

1_
10,y = 2,9 = 0.02, [ar, ag] = [0.36,0.95], h(a) = g(a) = €*,3 = 0.15,T = 6.
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2.12 Conclusion

We have presented a model where an investor must delegate all of his investment decisions
to an institutional investment manager. This model incorporates elements of both dynamic
agency, dynamic optimal contracting and dynamic asset pricing in general equilibrium. The
results strongly suggest that the incentives and the dynamic incentive contracts of institu-
tional managers do indeed affect asset prices in general equilibrium. More importantly, the
results suggest that dynamic incentives and dynamic contracts imply that in equilibrium,
the key asset pricing parameters such as the equilibrium asset drift, volatility, market price
of risk and risk free rate become endogenously stochastic over and above the agency-free
benchmark case.

Although not directly investigated in our model, but our qualitative results strong sug-
gest that for those financial assets that are managed or heavily invested upon by institutional
managers, its “idiosyncratic risks” would be priced. That is to say, classical asset pricing
intuition would suggest that the compensation contracts of the firm or that of the insti-
tutional fund managers are considered idiosyncractic and can be diversified away by the
representative household investor. However, this view is limiting. In particular, if there are
frictions that prevent the household investor from directly accessing the capital markets, and
specifically, the investor must somehow depend on portfolio delegation to an institutional
manager, as it is shown in this paper, the dynamic incentives and contracts of this manager
could indeed affect asset prices in equilibrium. Indeed, following up on the empirical liter-
ature say by Campbell et all (2001), Goyal and Santa-Clard (2003), Bali_et_all (2005) and
others where they suggest that idiosyncratic risk of assets could be priced, our results suggest
that a potential avenue for further investigation could be the linkage between institutional
investor participation of the asset and that asset’s pricing (or not) of its idiosyncratic risk.
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Appendix

2.A Probabilistic setup

Remark 2.A.1. These technical details will become crucial in the subsequent development and hence we need to be clear on
the exact probabilistic setup of the problem. We take a similar discussion here to [Cuitanié_and Zhang (2012), Chapter 5.

Let’s recall we had fixed a probability space (2, F,P). Let Z be a standard Brownian motion on this probability space,
and let FZ = {]:tZ}OStST be the filtration on [0, 7] generated by Z. Define the process Y by,

t
Y :=/ YdZs = %7;. (2.A.1)
0

For any given F%-adapted effort process A = {A;} (this will be further elaborated below), define,

ZA =7, — /Ot (%_22/2) ds, (2.A.2a)
it o { [ (ML g [ (MDY (2.42b)
PA(G) := E[M{1¢], (2.A.2¢)

where E is the expectation under the probability measure P, G is any JF-measurable event, and 1 is the indicator function.
And since for all t, Ay = a € [ar,ap], we are ensured that M 4 is a martingale, and hence by Girsanov’s theorem, we have that
PAis a probability measure and Z4 is a PA-Brownian motion. Then we have that,
A h(A) —%2/2 »2 A

dYy =¥dZy =¥ (dZ{ + - dt = | h(A¢) — - dt + XdZ{*. (2.A.3)

Note that we view the triple (Y, Z4,P4) as a weak solution to the stochastic differential equation,
22
dY; = (h(At) - 7) dt + xdz. (2.A.4)

Now, for this given effort process A, we define D; := e¥* and by Ito’s lemma, we have that

2 2
dD; = Dy [(h(At) - 7) dt + Ede} + 5 Dedt

= h(A¢)Didt + ©D¢dZ{ (2.A.5)

Thus, when we write the dividends process in (EZX), it is understood in the sense of (ZAH) and the preceding development
leading to that expression.
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“Soft” Retirement Function

We note that the retirement function F' (2=20) is not differentiable in the arguments due to the form of Z in (ZZ22). Again, the
non-differentiability comes because we are constrained such that the pie sharing rule must lie in [z, 1]. However, for subsequent
development (which are completely technical), smoothness is a highly desirable technical property. Thus, we will make the
following technical compromise by replacing the “hard” maximum and minimum functions by their “soft” counterparts.

Definition 2.A.1 (Soft max / Soft min). Fix any a,b € R. For any softening parameter k > 0, define the soft maz Mg : R - R
as,

1
Mg (a,b) := % log(eke 4 e*?), (2.A.6)

and define the soft min my : R — R as,
mg (a,b) := —Mg(—a, —b). (2.A.7)

Definition 2.A.2 (“Soft” Retirement Function). Fix any softening parameter k > 0. Then from Proposition 221, we define
the soft retirement function (7,w,d) — Ry (7, w,d) in the same form as (EZZ), except we replace T in (B22) with the softened

version Ty as,
Zr (T, w,8) := mp(Mg(2(7,w,6),1),z0),

where Z is as given in (2Z73).

It should be emphasized that the difference between the “hard” retirement function of Proposition EZZZ1 and that of
the “soft” retirement function in Definition EZA=2 is purely technical and has no economic content. That is to say, when we
generically refer to “retirement function” in economic intuition discussions, we could refer to either, even though in the actual
implementation, we will use the “soft” version for its smoothness properties.

2.B General Proofs

Proof of Proposition BZ-1. Choose any effort A = {A;} as fixed and consider the manager’s portfolio choice problem in (EZ=33).
By dynamically complete markets, there exists an unique state price density £4 =: £ with dynamics (Z313). By Cox and Huang
(199, T991), we can consider the static optimization problem pointwise as,

max e "t log(Cr(t
Cm(t) 2(Ca(8)) (2.B.1)

subject to £&:Chy(t) = Eowo.

So we can use the standard Lagrangian method to solve, and using first order conditions, we have that the manager’s optimal

consumption satisfies,
e~ Pt

Aoét’
where Ag > 0 is the Lagrange multiplier. But by no arbitrage, the value P of the portfolio satisfies,

T
Pt = ]Et |:/ %C}\/[(S)ds}
t

T —ps
= ]Et |: 673 ° ’ ds:|
t &t Ao&s

1 T
= E¢ |:/ e_psds]
&t t

1 e Pt —epT

- &tho p
1 — e—p(T—1)
- CM(t)eT, (2.B.4)

Cr(t) = (2.B.2)

(2.B.3)

where the last equality follows from (ZZB3).
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Using (EZBd) and Ito’s lemma, we have that,

1 — e r(T-1)
AP = d <CM(t)e>
p

* [aCar(t) — d(Cr(tye=T=0)]

p

_ [—pcM(t)e*MT*t)dt +(1- e*P<T*t>)ch(t)]
p

= —be(t)dt + Pt(Tt + Fi?)dt + PiredZy.

But since,

dC(t)

d(eim)

Aoét

gy —pt (1”
[ pe 5tdt—l—e d &

1 1
pe Pt 4+ et (Z(m + k2)dt + g—ntdZt)}
t t

1
Ao
1
Ao
Hence, substituting back, we have,

dP; = —CMeip(Tit)dt — pPdt + P (T’t + H?)dt + PiredZy. (2.B.5)

Taking (EZB3) and recalling the self-financing condition (Z233), and matching drift and volatility, and simplifying, we have
that,

a(t)re + 0(t)u(t) = Pi(re + k7)), (2.B.6a)
0(t)o(t) = Pikis. (2.B.6b)

Apply the securities market clearing condition (E312d) and (E312H), then (EEEd), (EZBEH) imply that

Kkt = o(t), (2.B.7a)
0(t) = Py = St, (2.B.7b)
p(t) =r +re =1 +o(t)2 (2.B.7¢)

Now, using the consumption goods market clearing condition (E=3I1), we have that Cps(t) = Dy — (1 — X(t))Dy = X(t)Ds.
Using (EB—7H) and (EZBA), we obtain thus,

1
Si =P, = ~X(t)D;. (2.B.8)
[ |

Proof to Proposition BZal. Suppose the pie sharing rule contract is X(¢) = & € [zo0,1]. Then the manager’s optimization
problem can be rewritten as,

sgp Eo |:/0T e Ptlog(zDy) — g(At)]dt]
— sup o [/OT et [logz +log Do + /Ot(h(As) —32/9)ds + /Ot SdzA — g(At):| dt}

T t
= Sjp /(; e Pt [logm + log Do + /0 (h(As) — 22/2)ds — g(At)] dt. (2.B.9)

Define the state transition as,

aM
ds
M =log Dy = m € (—00,00). (2.B.10b)

= h(A4s) —%?/2, (2.B.10a)
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Define r
U(t,m) := sup / e P(T=D[AA _ g(Ay)]dt (2.B.11)
A t

Thus, (ZB) can be written as (ZZ50).

Hence, it remains to study the value function U. It should be noted that we now have on hand a deterministic optimal
control problem. ™ Thus, U satisfies the HJB-PDE (Z5532) on [0,7T) X (—o0,00). ™ Thus (i) holds.

Next we consider (ii). The optimizing control thus satisfies the optimization problem,

max  —g(a) + h(a)Un,
a€lar,ap]

and this is well posed by the smoothness conditions on h and g as per Assumptions 30 and Z33. ™ This is a standard
constrained optimization problem. Using the Kuhn-Tucker theorem and proceeding, we can verify that,

{an} when Um > g'(an)/M (an),
a* €< {ar} when Up, < ¢'(ar)/h (ar), (2.B.12)
{(ar,am): ¢ (a)/h (a) = Umn} otherwise.

But under the condition ¢’(ag)/h/(ag) > Te™PT, that means the condition for the highest effort case a* = ay will never be
feasible. Thus, (ii) holds. |

Lemma 2.B.1. The value function U of (EEB) in the proof to Proposition B2 is such that for (t,m) € [0,T] X (—o0, 00)
(i) Un(t,m) = e PT=0(T-1),
(1) Um(0,m) > Uy (t,m)

Proof to Lemma EZB. Following the proof of Proposition EZZ5l, observe that for any € > 0,

_ T
Ult,m+e)=Ult,m) _ 1 / T [(m + ) — m]ds
3 € Jt

= eiP(T*t)(T —1).

Taking € | 0, we clearly see that, U, (t,m) = e P(T=)(T=1) "and in particular, Up, > 0 and we have that Um(0,m) > Up (t,m)
for all ¢t € [0,T]. u

Proof to Lemma BZ6. Suppose the investor can only observe the stock prices S. But by dynamically complete markets, the
investor can anticipate the investment strategy of the manager, and hence deduce the results of Proposition ZZ-. But given
that the investor obviously knows his own contract offer X, and using thus Proposition ZZI(IH), that is equivalent to observing
the dividends D. ]

15 Given that the focus of the paper is not the trivial case when the manager is the sole owner of the
asset, we will omit checking the technical regularity conditions to ensure the existence and uniqueness of
this deterministic optimal control problem. However, we will be far more careful in the second best case in
the subsequent development, which is the main focus of this paper. Details of deterministic optimal control
problems can be found in Fleming and Soney (2006).

16 Also note that the value function here must clearly satisfy the terminal condition U (T, m) = 0. We
also should further impose the initial condition U(0,m) = W so that it satisfies the manager’s IR constraints
(E33@). However, we place no further boundary conditions on m. We explicitly acknowledge that this implies
there will be, in general, infinite number of solutions that satisfy the first order Hamilton-Jacobi-Bellman
(HJB) partial differential equation (PDE). That is, here, we are only providing a generalized solution, and
not the specific solution, which will require us to further provide boundary conditions. But given the purpose
of this proposition is to illustrate the form of the action A;, we will not further push for the full discussion
here.

17 Technically, we had also implicitly used a condition on the sign of U, which ensures that we indeed
have global concavity of this objective function; see the simple technical Lemma 2B below.
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Proof of Proposition BZ63. First let’s consider (i). Fix any action process A and contract X. Define,

T
Vi = EA [/0 e [log(X (s)Ds) — g(As)] (2.B.13)
_ /Ot =% [log(X (s)Ds) — g(As)lds + e~ P' Wi (X, A). (2.B.14)

Now, since V is a PA-martingale, then by the Martingale Representation Theorem, say from Sannikey (PO0R), there exists 7
such that,
dVi = e Piydz{ (2.B.15)

First, applying Ito’s lemma to (EEBId), we have,

dVi = e Pt log(X (t)Dt) — g(Ar)]dt + d(e™ PP W)
= e "*[log(X (t) D) — g(Ae)ldt — pe™ " Widt + e~ Pt dWs. (2.B.16)

Equating (EBI3H) with (EZBI0) and solving for dW;, we have (E62d), (E62H).

Next let’s consider (ii). Suppose the investor wants to implement action process A. But suppose the manager considers an
arbitrary different effort process A*, such that As # A} for all s. For any given point time ¢ > 0, suppose instead the manager
considers the action A defined by,

i A%, for s €0,¢]
7 1 As, forse (t,T].

Consider the manager’s payoff V when he considers the action process A. Then, using (EZBI4), we have that,
R R t
Vi=VWo +/ e PSllog(X (s)Ds) — g(A)]ds + e P Wi(X, A). (2.B.17)
0

Using (&), we see that the PA-Brownian motion Z4 and the PA"-Brownian motion Z4~ are given as,

* t(h(A¥) —%2/2
zZy =2y _/ (L) ds,
0 x

and equating the above to Z; and solving, we have that,
* 1 [t
ZA =M 4 E/ (h(A?) — h(As))ds. (2.B.18)
0

Applying Tto’s lemma to (EBI7), and using (ZBIS),
dVy = e~ P [log(X (£)Dy) — g(AD)] dt + d(e™ "' Wi (X, A))
= e P [log(X (t)Dy) — g(A})] dt — pe™ P Wi (X, A)dt
+ e {[pWa(4, X) + g(Ar) — log(X (1) Di)ldt + medZ; }
= e "[g(Ar) — g(A])dt + e~ ' nedz!
= g0 — gADI-+ e s (0D (A + az ]

= et [g(A0) = 9(A7) + L (W(AT) = h(A)] dt + e midZ (2.8.19)
To ensure that the manager has no incentive to deviate, we need the drift of (ZBTU) be such that at all time points ¢,

A¢ € argmax Eh(a) —g(a),
a€lar,ap]

and given the conditions on g and h, we are ensured that the unique optimizer is an interior solution, and thus we achieve
equality in (Z263). The condition (ZB4) is exactly the condition one needs by considering the Lagrangian to achieve the corner
solution a = ag.

|
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Proof to Proposition BZ7-1. If the manager is retired at time 7 € (0,7'), and at retirement holds a fixed X; = & € (zo,1) for
all times t € [7,T] and the manager chooses the lowest effort A; = ar,, then the dividends process will follow, for D£ =9,

t t
DF = 5+/ Dﬁh(aL)du+/ DLsaziv, te[rT).
T T
Then from (EZZH), we have the manager’s payoff thus satisfies,
T
EgL [/ e Pt (10g(5thL) — g(aL)> dt ‘ D, = 6:|
T
T
= [E7F |:/ e (log # + log Dy + (h(ar) — £2/2)(t — 7) + 2(Z}F — Z7%) — g(ar)) dt ‘ D, = 5:|
T

h(ar) — X2/2
2

_ 1og T+ 10807 9(08) —pr(y _ o—o(T-m)) 4

e PT (1 — e PT=T)(1 4 p(T — T))) . (2.B.20)
Iz P

Now, for any promised continuation value w € (—o0, o) for the manager, and in the above since & € (zo, 1) was arbitrary,
let us find the function & = Z(¢, w, §) such that w equates to the manager’s payoff (ZZBZM). Solving, we have that,

z=&(r,w,9)

'_ pwePT h(ar) — X2/2 o(T — 7)eP(T=7)
= exp{ 1= opm=) ~ logé +g(ar) — P 1-— rpp—C . (2.B.21)

But since the pie sharing rule is constrained in [zg, 1], to include the endpoints, we modify Z to consider the bounded version
z, defined as,
Z(1,w,0) := (&(1,w, ) A1) V zg. (2.B.22)

And likewise, from (EZZ3J), we have the investor’s payoff,

R(t,w,§) := EZF |:/T e Ptu((1 — Z(m,w,8)DEYdt + e PTu(p~ 1 D) ‘ D, = 5:| (2.B.23)

Proof to Example B_7-1. Observe that if utility u has the power utility form as in Example ZZ32, then we compute that, for
any Z € [xo0,1], and ¢t € [7,T] and D, =4,

[(1 —Z)Drexp {h(ar)(t —7) — (22/2)(t — 7) + 5(Z: — Z7)}] =

u((L-8)DF) = u+

L=~
- (1—z)1=76  Yexp {(1 =) (h(ar)(t —7) — (Z2/2)(t = 7) + 2(Z: — Z7)) } — 1
=u T )
Take expectation, and for convenience, denote Ex*[ -] :=EZ*[-| D, = 4],

E2L [eu—v)(h(aL)(t—r)—22/2<t—r))e(l—v)E(Zt—ZT)]

— o(=M(hla)(t=7)=2/2(t—7)) gar [euw)z(zfzﬂ

(1= (AlaL) (t=7) =52 /2(t=7)) ((1-7)2 5 (t—7)

exp {(1—7) (h(az) — £*(1 - 27)/2) (t = 7)} .

which implies,

(1 —2)1=78 Yexp{(1 — ) (h(aL) - ¥2(1 - 27)/2) t—7)}— 1.

B¢ [u ((1-2)DE)] = u+ 1—+
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Using Fubini’s theorem and applying the expressions above, we can compute the retirement function of (ZZZ1) as,

1=y
(20 01 =)o) =0 = /2T )
T—v

R(r.,8) = /T ot <u+ (1 — z(7,w,log §)) =76 " Texp{(1 — 7) (h(ar) — £2(1 — 27)/2) (t — 7)} — 1) i

+e T (y +

( 1 ) 1—eP(T—7)
= y —_—
11—~ P

—z(7,w,lo I=y§i— T
4 Ut 0 [ e rtenp (1= ) (har) — 21 - 20)/2) (= )}

(P~ )78 Texp{(1 — v)(h(ar) — (1 — 27)/2)(T —~ T)})
1—xv

+e Pt (y +

( 1 ) 1—eP(T-7)
= g —
1—7v p

n (1 — z(7,w,log §))1~7§1—7 - 1—exp{p— (1 —7)(h(ar) — 22(1 — 27)/2)}

1—n p— (1 =7)(h(ar) = 22(1—27)/2)
4ePT (u n (=)' 76 Texp{(1 — v)(h(ar) — X*(1 — 27)/2)(T — T)}) .
u T

2.C Proofs to investor’s optimization problem

Regularity of the HJB and the investor’s value function

General remark on the motivations for regularity

Beyond economic motivations as given in Section B4, there is a distinct technical and economic reason why we need to constrain
the state space to be bounded, although the cost of this might be some loss in economic richness. For instance, while papers
like Sannikoyv (R2O0R) and DeMarzo and Sannikos (2006) use more complicated contractual possibilities, namely that of optimal
termination ™ of the manager, we explicitly do not pursue this route here. Firstly, if we were to consider such free-boundary
problems, it is easy to conjecture or see that the optimal termination of the manager will be a surface of the form (¢, §) — W(t, ),
and a priori, it is difficult to prove the existence of such an object, and even given existence, it is difficult to say much about
its uniqueness and smoothness properties. The key difference between our paper and the earlier work in contracting is that we
are explicitly dealing with two state variables, rather than one, and this adds substantial difficulty to the problem. Thus, at
the risk of sacrificing some economic richness of the problem, we consider simpler contracts here.

Secondly, and also extremely important both economically and technically, we need to ensure that our value function is
sufficiently nice. That is to say, we are explicitly using strong conditions such that we can ensure the investor’s value function
V has a unique smooth classical solution. This is critical as, unlike the pure dynamic moral hazard problems in the literature,
our problem does not end at the characterization of the value function. Indeed, we need a far more specific understanding of
the resulting optimal controls. While a general characterization of the contracting possibilities and utility forms imply that we
can use more advanced weak solution PDE concepts, such as viscosity solutions ™ | to understand the value function, but in
general the resulting optimal controls may not be sufficiently smooth nor Markov. But since from Proposition EZ-1, (2=322)
and Assumption 2372, we need to essentially apply Ito’s formula to match drift and diffusion terms to solve for the equilibrium
asset price dynamics and risk free asset price dynamics. Thus, to have any hope for such a goal to completing the circle and
finishing the asset pricing problem, we must have strong (and perhaps overtly strong) conditions so that the value function
yields a classical smooth solution, and that the resulting optimal controls are smooth and Markovian. For instance, Strulavici

¥ Fssentially through the value matching and smooth pasting conditions in the iree-boundary problem
to find the optimal fermination point!
' See, for instance, Fleming and Sonel (20068) and Crandall, Ishii, and Lions (I997).
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and Szydlowski (2014) also emphasizes the point that for economic applications, smoothness of the value function is a critical
property. 2@ See also Rincon-Zapatero and Santos (Z172) for a discussion.

Standard conditions

It will be helpful to write our state variables in vector form. Define Ry := (W4, Dt)T, and it has dynamics, &
dR; = a(t, R¢, z(t))dt + b(t, Ry, x(t))d By, (2.C.1)
where for r = (r1,72) = (w, ), we have the drift and volatility of the stacked state variables as,
a(t,r,z) = pri—glan) —logz —logrs , (2.C.2a)
glam)ra
/ ’
b(t,r,z) = % (9 (“H)T/Qh (“H)) . (2.C.2b)
We will also denote the control value space as, 2
U := [zo, 1]. (2.C.3)

It is clear that a and b are both 2 C1(Q x U). For what follows, we will denote C' as an universal constant that may vary line
by line. For Propositions ZZC and P2, we will merely note the qualitative description here, and leave the exact specification
in the proof, especially since the qualitative behavior is what is most important for us and not the exact specification.

Lemma 2.C.1 (State regularity conditions). The state dynamics drift and volatility terms satisfy on Q,
(ii) A Lipschitz condition in time and state;
(iiti) A growth condition in state and control.

Proof to Lemma 1. We show that a and b satisfy a Lipschitz condition on Q. In particular, denoting |||, as the standard
Euclidean 2-norm # | for any (t',r/,2"), (t",r",2") € Q x U,

Il "o ! "o !
||a(t/"r'/7xl) _a(t//$7'//’r//)||2 = H(p(TI T1)+ (logx 10/gm )//+ (logTQ lOgTQ))
g(am)(ry — 15

s =t + 1" =r"[l,)

2

where the last inequality follows since U is compact, and that y +— logy is Lipschitz on a domain of the form [e,c0) for any
e > 0. Likewise for the diffusion,

0
I 7,57 =20, = | (s _r;n)HQ <Ot |+l ="|I,).

where the last inequality follows trivially. Thus (i) holds.

20 Tt should be noted that Strulovici and Szydlowski (20014) only considers one dimensional state dynamics.
We are working with two dimensional state dynamics. Hence, the results from Strulovici and SzydlowsKi
(2012) cannot be directly applied to here.

21 This notation here is not to be confused with the equilibrium interest rate r = {r;}. There should be
no notation confusion in this section as we will make no reference to the interest rate.

22 This U as the control value space should not be confused with the manager’s value function in Section 223
when we considered a constant deterministic contract for the manager. There should be no confusion in the
notational here since we do not use any results from Section Z3 in this section. This notation U is used here
as it is conventional in the control theory literature to denote the control value space.

23 As is standard, we denote the closure of a set A by A.

24 That is, if y = (y1,y2) € R?, then ||y[|, := V/y? + 3.
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Next, let’s show the desired growth condition. Note that, for (t,7,z) € Q we have that,

. pr1 — glag) —logx — logrs
oty = ||( 1) SO0+l + el

where the last inequality follows since U is compact and we have that on @, logd < logra. Likewise,

! h/
It rall, = |[= (70| <o+ il + e
2
where the last inequality is obvious. Thus (ii) holds. This completes the proof. |

Lemma 2.C.2 (Objective function regularity conditions). With the given state variable dynamics, both the intertemporal
utility function and terminal bequest function form satisfy a polynomial growth condition in state and control.

Proof to Lemma BEXZ3. Define a(x,d) =: a(x,r2) = u((1 — z)r2). Then by the multivariable mean-value theorem, for any
(t,r,x) € Q, there exists some ¢ € (0, 1) such that,

|G(z,m2) — (0, r2)| < [Va((1 = c)z +c¢-0,(1 — c)ra +cra)lly [[(z — 0,m2 — r2)|l,
= [IVa((1 = )z, r2)|l5 [[(, 0)]]5 ,

where V is the gradient. And by the chain rule,

. —cr
Va((1 —e)z,re) = v ((1 — c)zra) ((1 N (?)w) .
Using the above, and the triangle inequality, we thus have,

!efﬂtu((l — z)r‘g)} = {efpt{ |a(x, )]
<1-|u(z,r2) —a(0,72) + w(0,72)]
<z, r2) — @(0,r2)| + |@(0,r2)]

u' (1= c)zrs) (( e )

< 1—c)z

(2, 0)l2 + [1a(0, r2)|
2

SO Irllz" + [=™),

for some power m > 0. Note the last inequality follows from the smoothness of u in Assumption EZ33 and that on @ and U,
the set of values ro and = can take on are bounded.

Since we use the same functional form for the intertemporal utility and the terminal bequest function, essentially the same
computation shows that

e PTu(p™tr2)| < CL+|rll5").

It should be noted here that the precise power coefficient m > 0 is not particularly important here; what is important is
the qualitative polynomial growth behavior. This completes the proof. ]

For the subsequent discussion, let’s also define the variance-covariance matrix Q. Define, &

Q(t,r,z) = b(t,r,2)b(t,r, )T = £2 (;9,’((;;))// ]f/’((;;))r); 9’(aH)/Tfé’(aH)r2) 7

and also denote Q = [w;j];,j=1,2.

Lemma 2.C.3 (Uniform ellipticity). The HJB equation (Z=4) is uniformly elliptic on Q.

25 This  for the variance-covariance matrix is not to be confused with the state space €2 of the underlying
probability space (2, F,P). No confusion should arise in this section as we do not refer to the state space
here.
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Proof to Lemma BZZ3. The uniform ellipticity condition requires that for any ¢ = (11,%2) € R? and any (t,r,z) € Q x U
that,

ST wit )i > ClIYI, (2.C.4)

i,j=1,2

for some constant C'.
In our case, fix any ¢ = (11, %2) € R? and without loss of generality, assume 11 > 2. And observe that for (t,7,z) € Q,
and in particular that ro > 4,

Z wij (t,r, 2)irh; = =2 (

/
o )> 03+ 22 O g 2y
R W (an) W (an)
g'(an) 29 (am) 252
»? 2% 0 pI]
57 (o) o1+ 237 et e+ 50
> O (vF + 2142 + 93)
> C (¢ + 293 +v3)
> C(i +93)
=Cllvll3,
for some universal constant C. Thus, we indeed have the uniform ellipticity condition (ZX234). |

Finally, we document some miscellaneous properties and smoothness properties of the relevant functions in our setup. The
proposition is stated without proof, as the proof for each item is obvious by inspection.

Lemma 2.C.4 (Misc. properties and smoothness of input functions). We have,

(i) U is compact;

(ii) O is bounded with 8O a manifold of class C(3);

(iii) For ¢ = Q,a,u, the function ¢ and its partial derivatives ¢, PrysPrir; are continuous on QxU, fori,j=1,2;

(iv) For each smooth parameter k > 0, the boundary condition function ® Fj, € C3([0,T) x R?).
Remark 2.C.5 (Smoothness at the boundary). Lemma B-CA(w) deserves a remark. Recall again the motivation for defining
the “soft” retirement function Fy, in contrast to the “hard” retirement function F. We see that it is precisely due to the
boundary condition V* =: V = F}, that we want high level of smoothness at the boundary to ensure that we do indeed have
a resulting smooth solution V*. Specifically, if we were to use the original hard retirement function F, and given its lack of
smoothness (again, coming from the hard maz and hard min), we cannot possibily expect a smooth solution V.

Finally, we now come to the main result of this section.

Proposition 2.C.6 (Existence and uniquness of smooth HJB equation). For any smoothing parameter k > 0, there exists a
unique solution V := VF € C12(Q) N C(Q) to (ZXA) and (ZX3).

Proof to Proposition BZZZ@. This follows from [Fleming and Soner (2008), Section IV, and specifically IV.4. That is, the results
of Lemmas 2T T3, T3, and XA satisfy the regularity conditions for the existence of a classical solution to the HJB-PDE
(2%2) with the assigned boundary conditions (ZZ833). |

Remark 2.C.7. Note that thanks to these strong regularity conditions, we can thus apply results and methods from the theory
of second order nonlinear parabolic partial differential equations, instead of weak solution concepts such as viscosity solutions.

26 Strictly speaking, the soft retirement function Fj, is a map with domain [0, T]x [W, W] x |8, §]. However,
by inspection of the function form of the hard retirement function R of Proposition EZ71 and its soft extension
in Definition A, we can clearly see that the domains can be extended as [0, 7] x R?. This extension is
simply a technical condition to ensure smoothness properties, even though the actual state space is the much
smaller [0,T] x [W, W] x [4,] = Q. We will use some slight abuse of notations here for brevity.
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2.D Markov Control Construction

Once we have verified that the conditions as outlined in Section P are satisfied, then we can use the results as outlined in
Fleming_and Soney (2Z006), Section IV. In particular, details here will be brief, in particular since the details are very well

documented in [Fleming and Sonel (2006), Section IV. We just summarize the key results as follows:

Existence of Markovian Feedback Optimal Control

Proposition 2.D.1. Consider the setup as in Proposition BZ=81. Then,
(i) The solution V as in Proposition B8 is the solution to the value function (E=8) subject to the state variables (ZX3).
(ii) The optimal control X* ewists and is Markov, and hence X* = X*(t,w,?).

Proof to Proposition EZII1. We observe that,

(i) Taking the result from Proposition EXZ8 and given the smoothness result that we obtain, we simply apply the standard
Verification Theorem argument as per Theorem 3.1 of Fleming and Soney (20086).

(ii) The conditions we have laid forth in Section EX satisfy the hypothesis of Theorem 4.4 of Fleming and Soner (2006),
which the optimal control must be Markovian.

Remark 2.D.2. In Section below, we will explicitly construct that Markovian control and thereby directly show uniqueness,
instead of mere existence as per Proposition ZI0. Essentially, our uniqueness result comes from the smoothness and concavity
of the relevant functions, and that we are maximizing over a compact control value space.

Construction of Controls

Given the existence of the Markovian feedback controls as per Proposition X, we are now ready to explicitly characterize
them. Referring back to the HIJB equation on @ in (Z=¥A), for each (¢, w,d) € Q, and denoting Vi, := Vi, (¢, w, d) for notational
convenience, we see that the control optimization problem is of the form, and recall we had denoted U = [zo, 1],

ma 2599 (3) := u((1 — 2)8) — (log &) Vay, (2.D.1)

We see that (EI3J) is a single variate constrained optimization problem over the compact set U and for each fixed (w,d), the
map z — u((1—xz)d) — (log z) Vi is continuous and smooth, so the extreme value theorem guarantees the existence of a solution,
and moreover, the Karush-Kuhn-Tucker theory ® applies.

Given the amount of notation ahead, we should note that () is conceptually standard, but the difficulty and the
computational burden essentially lies in the sign and value of V,,. Unfortunately, a priori, it is difficult to analytically show the
qualitative behavior of Vi, (¢, w,d) as (t,w,d) varies.

We will need a simple technical lemma relating to the inverse function of the utility.

Lemma 2.D.3. For any § > 0, the map (zo,1) 3  — zu/((1 — z)d) € R has an unique smooth inverse I(-,4).
Proof. Proof to Lemma 103 Fix any § > 0, and simply define,
f(z,0) := zu/((1 — x)d).
An easy application of the chain rule has that,
fa(z,0) = —zéu”" (1 — x)8) + v/ ((1 — x)d) > 0,
where the inequality follows from Assumption B33, and in particular we have the standard utility forms v’/ < 0 and v’ > 0.
But that means for any ¢ > 0, the map x — f(z,d) is strictly monotonically increasing and hence there exists a unique inverse

I(-,6). But given that f is smooth in both z,d, the inverse function theorem shows that the inverse I is also smooth in both of
its arguments. n

2T See standard references like dela Fuentd (2000).
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Proof to Proposition 4. Considering the optimization problem (EII). We will need to consider three cases. Fix any
(t,w,d) € Q and denote Vi := Vi (¢, w, §).
Case (a): Vi = 0. In this case, we have that £%9(z) = u((1 — £)8). And computing the first derivative,

ietvwvé(a:) = —6u/((1—x)8) <0,
dzx

which shows that on U, ££:%% is monotonically decreasing. Hence, its maximizer must be z* = g when V,, = 0. This completes
Case (a).
Case (b): Vi > 0. In this case, again computing the first derivative, we have that,

1
ie’fﬂ‘hé(ag) = —%u' (1 —z)8) — =V4u <0,
dx T

which again shows that on U, £5%¢ is monotonically decreasing. Hence, its maximizer must be z* = xo when Vi, > 0.
Thus, this also implies when Vi, > 0, the optimizer must be «* = z*(¢,w,d) = xo, and this is the condition for the set E of
Definition ZZ&. This completes Case (b).

Case (c): Vi < 0. In this case, we note that when V,, < 0, then & — —(logz)V, is globally concave. And also,

x + u((1 —x)8) is also globally concave. The sum of concave functions is concave, and hence, £:+% is globally concave.
Hence, if there is a critical point to £6:%:% on U, this point is the only candidate point for an interior global maximizer (i.e.
not minimizer). Thus, the Karush-Kuhn-Tucker conditions apply here and are both sufficient and necessary for maximization
optimality.
Consider the Lagrange multipliers Ay and Aj, associated with the constraints * —1 < 0 and zg — « < 0, respectively. We
define the Lagrangian,
L£HwS = b () — A (z — 1) — Ap(zo — ).

By first order conditions,

0= iﬁt,wj
dx
d 1
= —05Y(z) — Vi — Ag + AL
dx T

= 75ul((1 7x)6) — %Vw —Ag + AL

For the complementary slackness conditions, consider when Ag > 0 and so x = 1, and we have,
0< g =—6((1-1)8) — Vi = —6u'(0) — Vi

— contradiction, since lim__,,+ u’(¢) = +o00. Thus, the point = 1 is never optimal.
When A, > 0 and = = zg, we have,

1
0> —Ap = —6u'((1 —0)8) — — Vi (t, w, 5),
Zo

which, after rearranging, is the condition of the set EI¢ of Definition EZZU.
Thus for the interior solution, which is the condition of the set EI of Definition P29, which solves,

1
0=—0u'((1—12)8) — — Vi,
x
rearranging and using Lemma T3, we have that the interior solution must be,
- \%Z
¥ = X(t,w,8) =1 (f%,é) .

This completes Case (c).
Thus, putting Cases (a), (b) and (c) together, we have the result as claimed. |
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2.E  Proofs to Asset Pricing Dynamics

Regularity upgrade assumption

Before we proceed, there remains an important technicality that we need to consider. We will first state this as an assumption
and then subsequently make some remarks.

Assumption 2.E.1. We assume that the value function V in Proposition B8 is such that Viw, Viwww, Vwyy, Vwwy € C’(Q)

As we shall subsequently see when we consider the asset pricing dynamics, we will need higher orders of differentiability
for the value function V to apply Ito’s lemma on it than just C12(Q) N C(Q) as given in Proposition EZXZH. In particular, we
will need Viw, Viwww, Vawyy, Vwwy to exist and smooth. Note that this regularity upgrade was not needed in the discussion in
Section E. Rather than going through the very technical details of obtaining this regularity upgrade, as per (r9x2),
Chapters 4 and 5, we will simply make Assumption EZED.

Remark 2.E.2. At least from an intuitive (but not rigorous) this level, Assumption BCED is not as far fetched as it initially
appears. Most notably, we consider the follow “faux derivation” as an illustration, which will not be used anywhere else in the
paper (and hence can be omitted from reading, if desired).

The first five partial derivatives Vi, Vi, Vivw, Viyy, Vawy are well defined immediately by Proposition BZZZ8. Now, consider
the four partial derivatives Viw, Viww, Vwyys Vwwy. From the HIB equation (EXA), rearrange as,

sup [u((1 —x)d) — (logx)Va] — pV + (pw — g(ap) — log d)Vay + h(am)6Vy

z€[zo,1]
_ 22/ g'(an)\? 2 g'(am) (2.E.1)
- 2 () vy e ()Y o)

Now, if we denote f(z;t,w,d) = u((1 — x)0) — (logx)Viw(t,w,d), and consider the value function associated with the
optimization problem to the left-hand side of (EZE),

W(t,w,d) := sup f(x;t,w,0d). (2.E.2)
z€lz0,1]

The result of Proposition B8 tmplies that f satisfies the Envelope Theorem conditions of Milgrom and Seqal (2002), Theorem
2. Thus, we conclude that W is Lebesgue-a.e. differentiable. Now, the other two terms in the sum of the left-hand side of
(EZED) are clearly differentiable in (w,d) € O, again by Proposition B 8.

Thus, it implies the entire left-hand side of (ETE) is differentiable in (w,d) € O Lebesgue-a.e. But this implies the entire
term of the right-hand side of (EZE) 4s differentiable in (w,d) € O Lebesgue-a.e.

However, this “faux derivation” does not lead to our desired result. Most notably, we see that if a function h is differen-
tiable, and if h = f 4+ g, it does not necessarily imply that f, g are both differentiable, as f,g could be in some sense filling each
other’s roughness as a sum. © Hence, we have “almost” the result that we need, but not quite.

Remark 2.E.3. Another route that we could take is via the method of viscosity solutions and a stochastic verification theorem.
It is well known that the HJIB PDE can be viewed as a viscosity solution as per [Crandall. Ishu._and Liond (1992). Indeed, it
also known that if a classical solution exists, this is also identical to the viscosity solution to the HIB PDE, as per
[Sone# (2006). Hence, if we pause the analysis at the viscosity sense of solutions, and using the stochastic verification theorems
of Zhou—et—all (I997) in a viscosity framework, we could also construct feedback controls. Then in this sense, the constructed
feedback controls will be functions of the highly smooth test functions that approzimate the value function, and in particular,
we will have no issues of understanding the higher orders of smoothness of the value functions. But this approach is slightly
undesirable from an economic perspective, especially when it comes to the asset pricing dynamics. As it will be made clear
when we derive the asset pricing dynamics, if we understand the value function from a viscosity sense, we in principle have
an infinite number (indexed by the sequence of test functions) of drift and volatility terms of the underlying risky asset gains
process, even though each of them converge to the viscosity sense of our solution. FEconomically, this sounds somewhat at odds
with our intuition of the law of one price (which is a consequence of no-arbitrage conditions, which we have here). Indeed,
this somewhat awkward economic interpretation of viscosity solutions is highlighted also in [Strulovici and Szydlowski (2017).

28 Clearly, the elementary converse is true; that if f, g are differentiable, then h = f + g is differentiable.
But we are not looking for this direction of implications here.
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Preliminary computations revolving X (t,w, §)

We collect some computations revolving X(t, w, ), as defined in (ZZ10). Note that it is precisely in these computations where
we need the implications of Assumption EZEC. Since (¢, 8) — I(¢,8), we denote I; as the partial derivative to the ith function
argument, and I;; as the ijth partial derivative, for i,j = 1,2.

The following is a direct application of the chain rule, valid thanks to Assumption EZET, which we will state without the
obvious proof.

Lemma 2.E.4. Consider the optimal pie sharing rule )Z'(t, w,d) as in (ZIOd). Suppose further that I is differentiable in both
arguments. Then we have that,

X =11 (—Vin/6,8) [~ Viww /]
Xt =T (Vi /8,8) [~ Viuw /3]
Xy =11(—Vi/6,8) [Vis /6% = Vawy /8] + I2(— Vi /5, 6)
Xww = I1(=Van /8, 8) [ Vivww /8] + T11(—Viw /8, 8) [Vavuw /6]
Xyy = [111(=Van/8,8) (Ve /6% — Vi /6) + 2112(—= V20 /8, 8)] [Vis /82 — Viwy /5]
+ 11 (= Vi /8, 8) [~2Vis /8% + Viwyy /8 + 2Viwy /52] + T22(— Vi /6, 6)
Xuwy = I1(=Vaw /8,8) [Viow /8% = 2Viwwy /6] — 111 (=Viw /8, 8) (Viww /8) [Vis /6% — 2Viwy /6]
= I12(=Viw/6,0) [Vww /9] .

Application of Ito’s lemma

Proof to Proposition EZIII1. We have three cases to consider, each corresponding to the related indicator functions. Recall
Proposition ZZ0 and (Z=33). Consider a small time interval [to,¢1] for 0 <tg < t1 < T

Case (1): Suppose the set {(¢, Wi, D¢) € & : t € [to,t1]} # @. Then by Proposition ZI32, X = 1 on this set. Then from
Proposition 270, we have that Sy = %Dt. Then we have that on one hand, for ¢t € [to, t1],

dSt + Didt = %th + Dqdt
= % (Dth(agr)dt + DeSdZ}H) + Dydt
= Di(p~'h(ap) + 1)dt + DySdZ{H .
Equating with (2=33), it implies that we have,

u(t) = p+ hian),
o(t) =%

Case (2): Suppose the set {(t, Wi, D) € &, : t € [to,t1]} # @. An analogous computation to Case (1) shows that,

p(t) = ;po + h(am)

Case (8): Suppose the set {(t, W, Dt) € Ep = t € [to,t1]} # @. Then we have S; = % (t, W, D¢)Dy¢. Now, applying Ito’s

lemma,

h(am)

+ (X +DiXy) (h

!
pdSy = X, Dydt + XDy [ Wi — g(ag) — log X — log Dy)dt + £ (“H)deH}
(ag)Didt + S DydZH)

g

h/E ;) + (2Xy + DiXyy)(BD1)? + 2(Xuw + Dt Xuwy)S? 7 E ;Dt} dt.

1] ~
+ 5 |:waDt (E
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Matching drift to (2232), we have that,

1|~ ~ ~ ~ ~
Seu(t) = ; l:XtDt + XwD¢(pWi — glam) —log X —log D¢) + (X + D¢ Xy)h(apm)D:

+ (X + D:Xy)h(ap)Ds

(a 2 B ~
+ % <waDt (2 Z,EGZ;) + (2Xy + DiXyy)(EDy)?
(

!
+ 2R + DeXuy)2 98 p,
b (am)

+ Dy.

XDt, we arrange and simplify to obtain,

+ 2 (%o (g/(“H) )2 b (2%, + DiRyy) Dt + 2K + Dy Kuny) 2408 ) |
af h/(aH)

And matching volatility to (Z232), and rearranging, we have that,

g'(am)

h'(am)

- y
o) =¥+ 2 [Xw + Dt Xy

Thus, the above shows that (i) and (ii) hold.
Now for (iii) and (iv), those are simply restatements of Proposition ZZ-1(H).

2.F Special Case: CRRA utility with v =2

Here, we’ll investigate a special case of the principal’s utility v with CRRA form with coefficient of relative risk aversion v = 2;
see Example Z32. In particular, with the CRRA preferences with v = 2, we can be more specific of the results optimal pie
sharing rule contract as discussed in Section Z9.

We next revisit Lemma PZTI3, Proposition 2, Definition 2290 and Lemma ZZEA.

Corollary 2.F.1. Suppose the principal’s utility function u is of a CRRA form with v = 2 as in Example 2=33. Then,
(a) For (t,w,8) € EI, and denoting Vi := Vi (t,w, §), the interior optimal pie sharing rule of Proposition BZ4 can be written

as,
S (671 —2Vy) — V62 — 451V,

X(t,w,6) = — o (2.F.1)

(b) For (t,w,d) € EI, and denoting Vi := Vi (t,w,0d), the function I of Lemma can be written as,

57242y —6"1\/6-2+4
t2y T (2.F.2)

2y

I(y,0)=
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(¢) For (t,w,8) € EI, and denoting Vy, := Vi (t,w,d), the derivatives of I in Lemma can be computed as,

L(y,8) = —(1/2)y72 (572 + 2y = 671572 + 4y)'/?)

(2.F.3)
oyl (1 52 +4y)_1/2)
Ia(y,8) = (1/2)y ™" (=202 + 874672 +4y)"1/2 4+ 572(672 + 4y)'/?) (2.F.4)
L(y,8) = — [y 21— 671072 + 4y) 72—y P2 2y — 67102 + 4y) "]
(2.F.5)
+ (2571 (672 dy) P2 -y 21— 67N (32 4 4y) 2]
Ia(y, ) = (1/2)y~ 163 (66’1 F 002 4 dy) 32
(2.F.6)
52672 +4y)_1/2 (572 +4y)1/2)
La(y,8) = —(1/2)y ™2 [-2072 + 674072+ 4y) T2 4 672072 + 4y)' /]
(2.F.7)

+y_1 [76_4(6_2 Jr4y)—3/2 +5—2(5—2 +474)—1/2] )

Proof. Here, we have that,
( ) N 1-2 _ 1 41 .

ulc)=u+ ——=u —c .

u 1—9 u

And clearly, v/(c) = ¢2 and u”(c) = —2¢73.
_ Let’s first consider part (a). Recalling Definition 29 and consider (t,w,§) € ET for which we have an interior solution
X (t,w,d) to our problem, and denote Vi, := Vi (¢, w, d). Hence, repeating the proof and some notations of Proposition EZZU,
we have the first order conditions,

d 1 1
0= —""%z)= ——5 — = V. 2.F.8
dz (@) Q-—xz)26 =z “ ( )
But by rearranging, we note that (ZE=8) can be rewritten as,
0=06"1o+ V(1 —x)?
=6tz + V(1 — 22 + 22)
= Va? 4+ (671 = 2Vi)z + Vi (2.F.9)

which we recognize is a quadratic equation in . Hence, the quadratic equation applies to () and we have,

—(671—2V) £ /(072 —2V,)2 —4V2  —(071 —2V) V02— 451V,
2V n 2V ’

(2.F.10)

xr =

Let x4, z_ be respectively the positive root and negative root of (EZEI). That is,

(671 —2Vy) — V02 — 451V,

S 2V, ’
. (671 —2Vy) + V62 — 451V,
= - :

Given that the optimization problem at hand is globally concave, if an interior solution exists, there can only be one. Thus,
we need to decide which root to take as our interior solution. But recall that on EI, for which in particular we have V,, < 0,
this implies the discriminant § =2 — 45§~1V,, > 0, since clearly 6 > 0, and hence we have real and not complex solutions. Thus,
z4,x— > 0. Moreover, note here that x_— > z4.

To be a candidate solution, we must have (at least) that « < 1. However, let’s show that x_ fails this criterion and hence
cannot be the solution. To see this, note that,

571 — 2V + V61 —46-1V,, 1
—2Vi

— STl o2V, + V2 — 461V, < =2V,

— §'4+/6"2-46"1V, <0 — contradiction.

r_- <1 <<=
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Hence, z_ cannot be the candidate solution. This leaves z4. But we must verify that x4 € (x0, 1) so that it is the only possible
and admissible interior solution. Let’s first verify that 1 < 1. To see this,

51— 2V — V6T —46- 1V, <
—2Va

<
= =2V — V62— 451V, < —2V,
— 1< 61 —4-1V,

= 0< —40" W,

rye <1 1

which holds, recalling that V,, < 0. Hence, x4+ < 1 holds. Next, we verify that x4+ > zo. To see this,

01 — 2V + V0T —46- 1V,
— 2V

V62 — 4671V, < 571 = 2V, (1 — m0)
672 — 4571V, < (671 = 2Va (1 — 20))?
4671V (1 — o) — 467 1V4 < 4V2(1 — x0)?
Vie < =200~ 1(1 — 0)2,

ro < T4 foits)

free

where the last statement is exactly the condition of the set EI. Hence, x4+ > xo, and hence z4+ = X (t,w,d) € (x0, 1) of (ZE)
is the only interior solution, if it exists, to our optimization problem.

Let’s consider part (b). The expression () also allows us to compute the exact form of the function I as characterized
by Lemma (E133). Evidently, we have that x = X (¢, w, d) is equal to I(y,d) in (EEED) when we evaluate at y = —V,,/§. Thus
part (b) holds.

For part (c), we revisit the computations in Lemma EZEZ, but this is just a direct computation based off of the result of

part (b). |

2.G Technical details to the numerical solution

Here, we present the technical details to the numerical solution as discussed in the main text. We proceed to numerically
compute the problem in the following steps:

1. We begin the numerical solution from the results of Proposition 2%, and in particular the HJB equation (2=84) and the
boundary conditions (Z=3F).

2. We discretize the state space O in step sizes dx (for the w-direction), dy (for the d-direction), and dt (for the t-direction).

3. We replace each of the derivatives that appear in the HJB equation in (EZ84) with their finite difference counterparts. For
the optimization procedure, we discretize the control space over some number of points, and grid search for the optimizer.
Most notably, we do not take first order conditions and substitute back the optimizer, as this procedure is known to be
highly numerically unstable. Hence, we prefer to discretize and then optimize, rather than optimize and then discretize.

4. Once the discretized value function is found, we use first order conditions to find the (numerical) optimizer X* (¢, w, §),
which is our optimal pie sharing rule.

5. The subsequent step is to find the various derivatives X* (¢, w, §) necessary to compute the equilibrium gains parameters
w(t,w,0) and o(t,w,d) as in Proposition 2. Given that we are using an CRRA specification with relative risk aversion
parameter of v = 2 as discussed in Section EZH, we can indeed write the various derivatives of X (¢,w,d) in terms of the
various derivatives of the (numerical) value function V (¢, w,d). However, after some numerical investigation, we discovered
that the results are highly numerically unstable and full of numerical errors due to discretization.

6. Hence, we will take a different approach. We will take the (numerical) optimizer X* (¢, w, §) and use the procedure Nakamural
Wang, and Wang (2008). That is, we will take the (numerical) optimizer X* (¢, w,d), compute its regularized version, use
that to compute the desired derivatives, and finally obtain our desired gains parameters u(t,w,d) and o(t,w,d). This
procedure will smooth out the numerical instabilities.
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2.H Additional illustrations

For the purpose of example and robustness, here we give further illustrations of the comparative statics associated with the
value function and the optimal pie sharing rule. The parameters specifications here are identical to that of Section EZZI.

Derivatives of the value function



(e) Viuw(t,w,?) () Vipww(t, w,0) (8) Viwy(t,w,d) (h) Viy(t,w,9)

(1) Viyy(t, w,9)

Figure 2.H.1: At t = 0.01, for various derivatives of the value function V (¢, w, J)
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(€) Viw(t,w,d)

Figure 2.H.2:

(h) Viy(t,w,9)

(1) Viyy(t, w,9)

At t = 1.6, for various derivatives of the value function V (¢, w, d)
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(€) Viw(t,w,d)

Figure 2.H.3:

(f) Vwww(t,w,?d) (h) Viy(t,w,9)

(1) Viyy(t, w,9)

At t = 5.0, for various derivatives of the value function V (¢, w,d)
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Regularization of the Nakamnra ef_all (2008) procedure

As mentioned, the sole reason for taking a regularized version of the optimal pie sharing rule X*(¢,w, ) is that we need its
associated derivatives in computing the equilibrium gains drift p(¢, w,d) and volatility o (¢, w,d). However, as it is known in the
numerical computation literature (see Nakamura et all (200R) for a discussion), even small numerical errors of the underlying
function could magnify to nontrivial amount of errors when we further compute numerical derivatives of this function. In our
case, the source of the numerical errors largely come from the discretization procedure that we take in numerically solving
the HJB PDE. We had initially taken this more “direct” approach, hoping to compute the numerical derivatives of the value
function and with the closed form solutions available for the case of the optimal pie sharing rule as expressed as functions of the
derivatives of the value function, we could just plug in the numerical counterparts. However, indeed, we find that the numerical
errors from the results are far too large to be acceptable. Hence, we took a far more computationally intensive regularization
approach like Nakamura et all (2O0X).

Here, we will first show the optimal pie sharing rule X* (¢, w, §) computed as Proposition 2 using the numerical derivative
to Vi (t,w, d) directly substituted. Using this as the input, we feed this to the Nakamura_ef-all (2008) procedure, and show the
resulting regularized version. In the main text, the gains parameters u(t,w,d) and o(t,w,d) are computed exclusively on the

regularized version. Note that in the Nakamura_ef-all (200R) version, it seems that the picture “rises” from the edges whereas
the original version does not; this is a mere graphical artifact but note that the levels of both versions are indeed in line with

each other.
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(b) X*(t,w,d) based on Nakamura ef all (2008)

(a) X*(t,w,d) based on analytical solution. procedure.

Figure 2.H.4: At ¢t = 0.01. We show the optimal pie sharing rule X*(¢,w,d) based on the ana-
lytical solution in Proposition B2 and the numerical derivative Vi, (¢, w,d) to the

numerical value function V(¢,w,d). We also show the regularized version of the
optimal pie sharing rule based on the Nakamura ef all (2008) procedure.
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(b) X*(t,w,d) based on Nakamura ef all (2008)

(a) X*(t,w,0) based on analytical solution. procedure.

Figure 2.H.5: At t = 1.6. We show the optimal pie sharing rule X*(¢,w, ) based on the ana-
lytical solution in Proposition 291 and the numerical derivative Vi, (¢, w,d) to the

numerical value function V' (t,w,d). We also show the regularized version of the
optimal pie sharing rule based on the Nakamura ef all (2008) procedure.
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(b) X*(t,w,0) based on Nakamura et all (2008)

(a) X*(t,w,0) based on analytical solution. procedure.

Figure 2.H.6: At ¢t = 5.0. We show the optimal pie sharing rule X*(¢,w,d) based on the ana-
lytical solution in Proposition 2291 and the numerical derivative V,, (¢, w,d) to the
numerical value function V(¢,w,d). We also show the regularized version of the

optimal pie sharing rule based on the Nakamura ef all (2008) procedure.
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Chapter 3

Centralized versus Decentralized
Delegated Portfolio Management
under Moral Hazard

DECEMBER 5, 2015

Chapter Abstract

If an investor wants to invest into two asset classes, should he delegate to a single portfolio
manager to manage both asset classes (centralized delegation)? Or should he delegate to
two managers, each of whom exclusively manages one asset class (decentralized delegation)?
Optimal risk sharing and portfolio choice discretion delineate the difference between central-
ization versus decentralization. Asset classes whose returns are negatively correlated and
have high volatilities will favor centralization. But if the two asset classes have very different
mean returns, this disfavors centralization: the single manager may disregard portfolios im-
plementing the investor’s desired investments and prefer portfolios in alternative investments.
Thus, the investor must pay the single manager high performance fees to disincentivize devi-
ation. Decentralization eliminates this necessity because one manager cannot trade another
manager’s asset class, and the investor contracts with each manager individually. But in de-
centralization, it may be impossible to implement the investor’s desired investments because
managers deviate without considering the correlation between the managers’ returns. This
last problem can be resolved in a dynamic setting, in which the investor’s wealth “intertem-
porally glues” together the managers’ wealths to provide the correct incentives.
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3.1 Introduction

Delegated portfolio management is a core activity in the modern financial markets — but
what is the optimal form of delegation? If an investor wants to access, say, an Asian macro
strategy and an European macro strategy, should the investor delegate the execution of these
two strategies to a single global strategy manager (centralized delegation)? Or should he
delegate separately to an Asian strategy manager and also an European strategy manager
(decentralized delegation)? Moreover, suppose there is moral hazard risk that instead of
delivering the advertised Asian macro strategy, managers could privately deviate to a passive
Asian equity index that the investor could have accessed without delegation. And suppose
analogous moral hazard risks could occur in the European asset class. In the presence of
such moral hazard problem, which form of delegation is better: centralized delegation or
decentralized delegation?

William F. Sharpe was the first to coin the term “decentralized investment management”
in his Presidential Address to the American Finance Association 1981 Annual Meeting.
Furthermore, Sharpe concludes with:

There is, of course, much more to this problem [of decentralized investment man-
agement|. We have assumed away many important aspects of the principal-agent
relationships(s). ...In short, we have clearly provided necessary and sufficient
conditions for the traditional final sentence in such a paper: More research on
this subject is needed. (Sharp€ (981, page 233))

Clearly the general literature in principal-agent theory, and also to its specific applications
to delegated portfolio management, has significantly advanced in the years since 1981. Yet
to the best my knowledge, the problem of understanding the similarities and differences be-
tween centralized versus decentralized delegation with the presence of moral hazard remains
unexplored, and its solution properties remain elusive. In particular, substantial recent em-
pirical evidence (see literature review in Section B2 below) suggests that moral hazard risks
are strongly present in hedge funds, via the forms of fraud, operational risk, misrepresen-
tation of investment strategies and conflicting evidence of managerial effort in generating
alpha. Thus, the key contribution of this paper is an attempt to explore a question opened
by Sharpe from decades ago, and this question is made ever more imperative in the modern
financial markets.

In this economy, there are two classes of individuals: a single Principal and multiple
Managers. The Principal is initially endowed with a single unit of wealth, while Managers
have zero initial wealth. All individuals are risk averse with mean-variance preferences over
terminal wealth. The Principal has a strict desire for Managers to be compliant and imple-
ment a specific pair of investment strategies (say Asian active macro and European active
macro strategies, from the previous example), and the Principal must delegate to Managers
to access these strategies. However, implementing these strategies will incur private costs
for the Managers. Moreover, Managers could deviate to alternative deviant strategies (say
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Asian passive market index and European passive market index) that are privately cost-
less but have lower mean returns and different correlation structure than the Principal’s
desired pair of strategies. For simplicity, we take an extreme assumption that the Principal
would abandon delegation if his desired strategy pair cannot be implemented. Largely for
tractability in the model, we emphasize again that the Principal will only want to implement
his desired pair of strategies and he will not entertain other strategy pairs.

In the presence of such moral hazard over investment strategies within each of the two
asset classes, the Principal needs to decide which form of delegation is best. In the first
option, the Principal can choose centralized delegation: the Principal will delegate all initial
wealth to a single Manager C' (say a global strategy manager). Manager C' will have two
actions: investment strategy choice and portfolio allocation choice. Manager C' will first
need to select a strategy pair, one strategy from each asset class. Then secondly, taking
any offered contract into account, Manager C' will construct portfolio weights between this
strategy pair. In return, the Principal will compensate Manager C' with a linear contract
over the net returns of the resulting portfolio.

Alternatively, in the second option, the Principal can choose decentralized delegation: the
Principal will make a portfolio choice and decide how much of his initial wealth to delegate
to Manager A (say, an Asian asset manager) who will exclusively manage one asset class,
and delegate the rest to Manager B (say, an European asset manager) who will exclusively
manage the other asset class. Both Managers can only pick one strategy from their respective
asset classes. The Principal will compensate these two Managers also with linear contracts
over the net returns from their respective asset class.

We make clear on the action differences between centralization and decentralization. In
centralization, Manager C' has both strategy choice and portfolio choice, while the Principal
only has contract choice. In decentralization, Manager A and Manager B have strategy
choice within their own asset class, while the Principal has both asset allocation choice and
contract choice.

Static delegation

We begin with a static delegation model, where the contract begins today and terminates
one period later.

In first best with no moral hazard risk, where the Principal can observe and directly
contract on the Managers’ strategy choices in each asset class, the comparison of centralized
versus decentralized delegation is a simple question of optimal risk sharing. High return
correlation of returns between the Principal’s preferred strategy pair will favor decentraliza-
tion, and low correlation will favor centralization. Given any contract, the single Manager C
will pick portfolios between this strategy pair, again with one strategy from each asset class.
And since the contract is linear over the net returns of the portfolios, then low correlation
between the strategies will lead to lower overall portfolio volatility, which then implies lower
contract volatility for Manager C'. As Manager C' is also risk averse, it becomes cheaper for
the Principal to compensate him because of reduced risk compensations. In contrast, if the
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correlation is high, delegating to Manager C' will increase his contract volatility, which in
turn means the Principal must increase the risk compensation.

In contrast, for decentralization, the Principal picks portfolio weights over his initial
wealth to delegate to Manager A and Manager B, in addition to offering separate linear
contracts for each Manager over their strategy’s net returns. When the correlation of the
Principal’s desired strategy pair is high, the Principal can pick portfolio weights to spread
out the risk between himself, Manager A and Manager B to optimally risk share. In contrast,
when the correlation is low, since Manager A’s and Manager B’s contracts only depend on
their own strategy returns, only the Principal can capture the low correlation diversification
benefit and thus the risk sharing benefit is reduced for decentralization. This first best
result illustrates the idea that risk management “defines the boundaries” of a firm. In
centralization, risk management is handled exclusively by Manager C', since only Manager C'
picks portfolios between strategies. Whereas in decentralization, the Principal handles risk
management himself since only he picks portfolios.

Next, we consider the second best case where moral hazard is distinctly present, in
that Managers can privately choose their investment strategies. We highlight three specific
components that affect the Principal’s decision for centralized delegation versus decentralized
delegation under moral hazard: (i) investment opportunity set; (ii) Managers’ risk aversions;
and (iii) Managers’ private costs.

With respect to (i), we claim that a wide investment opportunity set strongly disfavors
centralized delegation. For any given contract, Manager C' makes portfolio weight choices
and also strategy pair choices. When Manager C' deviates away from the Principal’s desired
strategy pair, the deviant pair of strategies will generically have different mean returns with
some correlation level. Given that the Manager C' has mean-variance preferences, he will
naturally put greater portfolio weights to the deviant strategy of one asset class with a higher
mean return and a lower portfolio weight to the deviant strategy of another asset class with
a lower mean return. This generates a “long-short” trading profit benefit for Manager C' out
of the deviant strategy pair that is not enjoyed by the Principal; again, the Principal has a
strict desire for Manager C' to be compliant and to implement the Principal’s desired strategy
pair, and will not entertain any other deviant strategy pairs. Thus to ensure compliance,
the Principal must compensate Manager C' with higher performance fees as an opportunity
cost for Manager (s foregone long-short trading profits, along with Manager C’s private
costs for implementing the Principal’s desired strategy pair. That is to say, if the investment
opportunity set is so “wide” that the mean return differences between the two asset classes
are large, it will strongly disfavor centralized delegation due to increased performance fees
the Principal must compensate. In contrast, under decentralized delegation, even if Manager
A or Manager B deviates, they can only deviate in strategies within their own asset class.
So the aforementioned long-short opportunity cost in centralization simply does not exist
for them due to restriction in their respective investment opportunity set. Hence, to ensure
compliance from the decentralized Managers, the Principal simply needs to compensate for
their private costs, and the mean and volatility differences between the compliant and deviant
strategies in their respective asset classes.
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With respect to (ii) Managers’ risk aversions, lower managerial risk aversion will disfavor
centralized delegation. The effect of risk aversion on Manager C' is intimately linked to
(i) the investment opportunity set restrictions. As Manager C' becomes less risk averse,
the less he cares about volatility of the overall portfolio and likewise on the correlation
between investment strategies across asset classes; the only thing that becomes relevant
are simply the mean return differences between the deviant strategy pairs. Thus, in the
extreme limit when Manager C' becomes risk neutral, for any given contract, Manager C
will simply take an infinite long position into the deviant strategy from one asset class with
highest possible mean, and take an infinite short position into the deviant investment strategy
from another asset class with lowest possible mean. Without any portfolio constraints on
Manager (', this potentially infinitely large long-short trading profit would be too high of an
opportunity cost for the Principal to compensate, and thereby resulting in the nonexistence of
a contract to implement the Principal’s desired strategy pair. We should note that this result
is starkly different from standard principal-agent theories” where it is generically cheaper for
a Principal to contract with a less risk averse agent since the Principal then saves on the
required risk premium compensation. In our case, the result is completely reversed: a less risk
averse Manager C' is actually more expensive to compensate, and in the limit when Manager
C' is risk neutral, it may become infinitely costly to compensate him. These effects are
completely driven by Manager C’s relaxed investment opportunity set; in particular, when
the Principal is risk averse while Manager C' is risk neutral. When Manager C' can have less
restrictive access to financial markets — namely that he can freely construct portfolio weights
between asset classes — he can modify the risk and reward effects of the contract to his desire,
and in particular, can offload the contract risks onto the financial markets, and thereby
distort the incentive effects of the contract. In contrast, in decentralized delegation and
again extending the discussion from (i), Manager A and Manager B cannot trade each other’s
asset class, and thus are severely restricted in their respective investment opportunity set.
When the two Managers consider a deviation, they are concerned with the differences in the
strategies’ means and volatilities within their own asset class. Thus decentralized delegation
is much closer to a standard principal-(multi)agent problem whereby compensation to less
risk averse agents could be reduced.?

With respect to (iii) Managers’ private costs, high private costs disfavors decentralized
delegation. In centralization, by being compliant and implementing the Principal’s desired
strategy pair, Manager C' must incur a high private cost. But for any given any contract,
Manager C' is still a risk averse individual; Manager C’s portfolio choice behavior is similar
to the Principal if the Principal were to have direct access to his desired strategy pair. Hence,
Manager C' also prefers portfolio choices that generates a high portfolio mean return and
low portfolio volatility to generate an optimal mean-variance trade-off for his performance

IFor instance, the standard references of Laffonf_and Martimorf (2007) and Bolton and Dewatripont
(pnud).

2 In the model, we assume that volatilities of all investment strategies are equivalent and hence the risk
aversion term will not even appear in the incentive compatibility constraints for decentralized delegation.
But from the model, it is evident this will be true when the strategies have different volatilities.
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fees. Thus, Manager C acts like a quasi-Principal for any given contract, and while private
costs certainly affect the contracting environment, they only play a second order effect in
centralization. In contrast, in decentralization, Manager A and Manager B are restricted in
their investment opportunity sets. So when Manager A or Manager B consider a deviation,
the private costs play a first order effect as in standard principal-agent theories. Indeed,
when private costs are sufficiently high for Manager A and Manager B to implement the
Principal’s desired pair of strategies, a contract may fail to exist; in contrast, for those same
high private cost levels, a contract may still exist for centralized delegation.

In all, under static delegation, the relaxed investment opportunity set in centralized dele-
gation and the restricted investment opportunity set in decentralized delegation is the critical
source of difference between the contracting environment of centralization and decentraliza-
tion. And indeed, this trickles down to why Managers’ risk aversions and Managers’ private
costs have different implications to the contracting environments.

The above discussion illustrates various trade-offs between centralization versus decen-
tralization. However, there is one important special case, which has critical implications for
risk management practices for the Principal, whereby decentralization is surely worse than
centralization. In decentralization, again, linear contracts are offered over Manager A’s and
Manager B’s respective strategy’s net returns. In determining a deviation, Manager A and
Manager B are only concerned with the mean return and volatility differences between the
Principal’s desired strategy and the deviant strategy within their own asset class. Indeed,
these differences are the benefits to Managers for compliance. Nonetheless, the Principal still
wants a particular strategy pair from each of the asset classes to be implemented because
it correlates favorably with some in-situ background investments that the Principal already
holds.® However, suppose if these differences are small, then the benefits to the Managers for
compliance are small, but the private costs for implementing the Principal’s desired strategy
remain high. In this case, the Managers will surely deviate and thus, no contract will exist to
implement the Principal’s pair of desired strategies in decentralization. Fundamentally, this
is because only the Principal can capture the diversification benefits of the two asset classes,
while Managers completely ignore these benefits when considering a deviation because one
Manager’s compensation does not depend on another Manager’s strategy. Effectively, we
need a contracting mechanism that only depends on the Managers’ own strategy returns,
and nothing else, to link the Managers’ wealths despite the presence of moral hazard.

3 Continuing from the previous example with the Asian asset class, one could argue that an Asian macro
strategy could have a mean return that is only marginally higher than that of the Asian passive equities index.
And likewise for the Furopean asset class. However, the broad passive Asian and European passive indices
will tend to have large index weights into constituent members that are conglomerates with global business
operations. In contrast, suppose Managers construct the Asian and European macro strategies to have
investments in firms whose business scopes are largely confined to their geographies. Furthermore, suppose
the Principal already has some background in-situ investments in some developing economies. Then investing
an extra marginal unit of wealth into a broad Asian and European index may correlate less favorably with the
developing economies due to the presence of those conglomerate firms in those passive indicies. In contrast,
investing into those Asian and European macro funds, even if they have low excess mean returns over their
respective indicies, would correlate more favorably with the investments in the developing economies.
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Dynamic delegation

A dynamic delegation model with committed reinvestment is a possible solution. The key
idea here is through committed reinvestments, the Principal’s intermediate wealth becomes
an “intertemporal glue” that links the terminal wealths between Manager A and Manager
B.

Suppose Manager A’s and Manager B’s strategy choice from their respective asset classes
are chosen and committed to at the initial contracting date ¢ = 0. Once the strategies
have been committed, subsequent per-period returns will be generated from this strategy
only.? Furthermore, the Principal also commit to future portfolio policies and contracts.
All individuals have mean-variance preferences over terminal wealths at ¢ = 2, and there
is no intermediate consumption. The Principal allocates portions of his initial wealth to
Manager A and Manager B at t = 0, then subsequently, one-period returns are generated
and performance fees are collected at ¢ = 1. Then also at ¢t = 1, the Principal collects
all the returns from the Managers and aggregates them into a single pot of intermediate
wealth. From this pot of intermediate wealth, the Principal reinvests (quite possibly different
proportions than that of ¢ = 0) into Manager A and Manager B at ¢t = 1. Finally, at ¢ = 2,
one-period returns are generated and performance fees are collected by the Managers. But
then t = 2 terminal wealths of Manager A and Manager B will depend on the portfolio
weights and performance fees the Principal had allocated to them at t = 1, which then
depends on the level of intermediate wealth that the Principal had at ¢ = 1 available for
reinvestment. Furthermore, the intermediate aggregated wealth at ¢ = 1 depends on the
investment strategies that Manager A and Manager B had committed to at ¢ = 0. Thus,
using the Principal’s intermediate aggregated wealth as an “intertemporal glue”, Manager
A’s and Manager B’s t = 2 terminal wealth will depend on each other’s committed strategies
at t = 0. Moreover, through this “intertemporal glue”, if one Manager deviates from the
Principal’s desired investment strategy choices at ¢ = 0, it could potentially hurt both of
them simultaneously at ¢ = 2. Note that in this mechanism, the fees the Principal pays to
Manager A and Manager B are still dependent only on the respective Manager’s strategy
returns. To have a comparison against dynamic decentralized delegation, we also consider the
dynamic model for centralized delegation whereby the Principal reinvests back into Manager
C in an analogous fashion.

Overview

A literature review is in Section BZ2. We introduce the model setup in Section BZ3. The first
best results are in Section B4. The second best results, which are the core contributions of
the paper, are in Section BZ5. From there, we motivate and discuss the dynamic decentral-
ized delegation model in Section B@. The first best results for the dynamic decentralized
delegation are in Section BZd, while the second best results are in Section BR. All proofs are

4 For instance, if an Asian macro strategy was chosen at ¢t = 0, the subsequent period returns (from
t=0tot=1,and t =1 to ¢t = 2) will be from this Asian macro strategy.
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in the Appendix. Moreover, we also have an Online Appendix for additional results for the
dynamic centralized model. All the proofs and additional results on the dynamic models are
also in the Online Appendix. We conclude in Section B9.

3.2 Literature Review

Sharpé (1981) is the seminal paper that coined the term “decentralized investment manage-
ment”. In particular, he argues an investor would prefer decentralization over centralization
for “diversification of style” and “diversification of judgment”.® But beyond these two rea-
sons, Barry and Starks (T984) also add that risk sharing is another motive for preferring
decentralization over centralization. Elfon_and Grubei (2004) recognize that decentralized
delegation is a very real issue faced by practitioners and offer conditions under which “a
central decision maker can make optimal decisions without requiring decentralized decision
makers to reveal estimates of security returns”. More recently, van Binsbergen, Brandt, and
Koijen (2008) study the decentralization problem in continuous time and derive the opti-
mal wealth that the investor should allocate between decentralized managers. None of the
references above have studied a moral hazard problem of any form. The goal of our paper
is to study the similarities and differences of centralization versus decentralization under
an explicit moral hazard problem, whereby both the contract and the portfolio policies are
endogenously determined.

Our problem clearly belongs to the vast literature of delegated portfolio management.
Straccal (2006) offers a survey on the theory findings of delegated portfolio management.
The problem of moral hazard in delegated portfolio management, but only to delegation of
a single agent, has been studied at least since Bhattacharya and PHeiderey (1985) and 7.
These papers usually information based, whereby the principal delegates to an agent because
the agent can exert private costly effort to acquire a signal of the future value of a security.
Instead, in our paper, we do not take the private costly information acquisition route and
rather assume that the principal delegates because the principal has access restrictions to
the financial markets. A recent paper by He and Xiong (2013) also assumes the principal has
restricted access to the financial markets, and delegates to an agent who will both acquire
a signal about an asset’s future return, and also make an investment decision. Our model
is not about costly private information acquisition. Nonetheless, the authors reach a similar
conclusion that if there is too much flexibility in what an agent can do — like our single
Manager C' in centralized delegation — it will be more costly to the principal to induce the
agent for correct decisions. Indeed, like our paper, the inability of the principal to contract
on the agent’s portfolio choice in He and Xiong (2013) is a critical source of moral hazard.
But in our paper, the portfolio choice dimension will form a critical difference between

> While Sharpd (I981) notes that some of these concepts were already discussed in Rosenberg (I977)
and Rudd and Rosenberg (I980), we view that Sharpd (T981) makes the ideas more transparent and offers
a clearer call for research directions.
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centralization versus decentralization, and moreover, we show that there are important cases
where centralization is indeed preferred over decentralization.

The empirical question of whether moral hazard is present in investment managers is
a subject of substantial research. Although our paper is not specific to the type of funds
being delegated to, the prototypical example we have in mind is hedge funds. Getmansky
Lee, and Ld (2015) and Agarwal, Mullally, and Naik (2015) are recent survey papers of the
hedge fund industry. In particular, strong empirical evidence suggests that moral hazard
is a substantial concern in hedge fund. Paffon (2009a) argue that a quarter of funds that
advertise themselves as “market neutral” have significant exposures to the market factor.
Brown, Goetzmann, Liang, and SchwarZ (2008, 2012) and Brown, Goetzmann, Liang, and
Schwarz (2009) argue that proper due diligence to the extent of reducing operational risks
of hedge funds is a source of alpha. Bollen_and Pool (2012) constructs several performance
flags based on hedge fund return patterns as indicators of increased fraud risks.

There is a small but growing empirical literature on comparing the effectiveness of cen-
tralized versus decentralized delegation. Blake, Rossi, Timmermann, Tonks, and Wermers
(2013) document that pension fund managers have gravitated from a centralized delegation
model to a decentralized delegation model. In the context of mutual funds, Dass, Nanda;
and Wang| (2013) compare the performance of sole- and team-managed balanced funds. Sim-
ilarly, Kacperczyk and Seru (200172) ask whether centrally managed or decentrally managed
mutual funds perform better.

Our model also fits into the broad literature of optimal delegation forms. The recent work
by Gromband Marfimorfl (2007) discuss the optimal design of contracts for experts who can
privately collect a signal. The paper there focuses on risk neutral individuals with limited
liability and economies of scale of private costs. Whereas in this paper, we explicitly focus
on how risk aversion can play a critical role in portfolio choice, and there is no economies
of scale in private costs. Some key earlier work on delegation to multiple agents are [Demski
and Sappington (I984), Demski, Sappington, and Spiller (T988) and Holmstrom and Milgrom
(991), but these papers do not explicitly consider the issue of portfolio choice and access to
financial markets in the moral hazard formulation.

3.3 Static Model Setup

Individuals, Assets and Moral Hazard

There are two time periods ¢t = 0 and ¢ = 1. There are two classes of individuals: a single
Principal and three Managers A, B and C. The Principal is initially endowed with $1 unit
of wealth, and Managers have $0 initial wealth. Both the Principal and the Managers have
mean-variance preferences over their own terminal wealth. The Principal has a risk aversion
parameter of np > 0, while the Managers have a risk aversion parameter of ny > 0.

There are two risky asset classes, indexed by 6 and 7. Within each asset class, there
are two specific investment strategies {H, L}. Thus, for asset class 6, the specific investment
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strategies are {0y, 0L}, and for asset class 7, they are {my, 71.}. We denote the net return of
any particular investment strategy to be R; for i € {0y, 0, 1, 7.}

The Principal has no access to the financial markets and must delegate to the Managers
for access. Here, we will make an assumption on the investment strategy the Principal
strictly prefers from each asset class. Please also see Remark B=33 for a discussion of the
importance and restrictions of this assumption.

Assumption 3.3.1. The Principal has a strict preference to implement the strategy pair
(0w, 1) over any other strategy pairs.

Motivated by Assumption BZ3, we will call the “H” investment strategies to be compli-
ant® | and the “L” strategies to be deviant® . Likewise, we will call the strategy pair (0y, Ta)
to be the compliant strategy pair, and call any strategy pair (0,7) € S_(g ;) to be deviant
strategy pairs. As a concrete example, we may think of 6 as the Asian equities asset class
and 7 as European equities. Then 0y can represent an active Asian macro equities strategy,
while 6y, is a passive Asian market index. Analogously, the 4 strategy can represent an
active European macro equities, while 7, can represent a passive European market index.

With some abuse of notations, we will also use 6 and 7 to index the investment strategies
under their respective asset classes § and 7. Thus, we will write 8 € {0y,0.} to denote
0 is an investment strategy from {6y, 0y} of the asset class 6. Analogous comments for
the expression 7 € {ry,7.}. And we will write Ry to denote the net return of a strategy
0 € {0y,0.} in the asset class #. Again, analogous comments for the notation R, for
7 € {m,.}. Thus, the set of all possible strategy pair combinations from these two asset
classes is S := {(0u, ™), (0u, ), (0L, Ta), (O, 1) }. We will denote the set of strategy pairs
that exclude the compliant pair as S_ (g, ) := S \ {(0n, T0) }-

For each asset class, the Managers can privately choose the investment strategy and they
incur a private cost for implementing the Principal’s desired strategies. The private cost
structure for choosing (0, 7) is,

0 =0 —
oy =470 M oand o) =4<7 % T (3.3.1)
O, 0= 9L 0, T =1TL.

We may think of the source of this private as “effort”, in that the Managers need to exert
private costs to actively manage a more complex investment strategy for any given asset
class.®

We will, respectively, denote the means and variances of 6 € {0y, 01} as, s := E[Ry], 04 :=
Var(Ry), with analogous notations for 7 € {7y, 7.}. And we will denote the correlations of
the pairs (0, 7) as pg, := Corr(Ry, R,), for (0,7) € S.

6 The term compliant refers to the strategies that the Principal strictly prefers the Managers to imple-
ment.

" The term deviant refers the strategies that the Principal strictly prefers the Managers to not implement.

8 Here, we have assumed that both asset classes § and 7 have identical private costs but this can be
readily relaxed without affecting the qualitative results.
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We make the following assumptions on the moments of the investment strategies.
Assumption 3.3.2. Assume that,

1. The compliant strategies have identical means?, p = oy, = piry. Also, compliant strategies
have higher means than the deviant ones,

Apg = pog — Mo, = p— poy, > 0,
A/J“r = My = My, = U oy, > 0.

2. The volatilities of all investment strategies are identical,™

o’ =05 =02, forallb,rT.

3. No perfect correlations between the investment strategies,

|p97'| <1, (077_) €S.

Remark 3.3.3. Assumption B3 is a critical assumption of the paper, and it is clearly done
with some loss of generality. Furthermore, the assumption has both technical and economic
content. From a technical perspective, and as we shall see in the next section, this assumption
simplifies the objective function of the Principal. Without this assumption, the Principal will
need to cycle through all four possible strategy pairs (0,7) € S to compute which pair yields
the highest value function for himself. This exercise will then exclusively depend on the
parameter values. While this is not difficult to do from a technical perspective, it is not
particularly economically insightful. Furthermore, the parameter conditions to ensure that
(0w, Ta) 1s the optimal pair is also not economically interesting.

Economically, however, this assumption can be motivated in one of the two following
ways. Firstly, this assumption may be justified if the Principal has some in place background
investments that correlate favorably with the compliant pair (O, ™). Thus, he wants to
delegate to Managers that will implement (0y, ) for him.

Secondly, this motivation can be economically justified if the Principal actually has partial
access to the financial markets. Suppose the Principal can actually directly and costlessly
access both of the deviant strategies of each asset class, so 61, and m,. Continuing from the
opening example with Asian equities and European equities, 0, would represent a passive
Asian index and 1, would represent a passive European index that the Principal could access
directly without delegation. Thus, the Principal would only want to delegate to implement his
preferred strategy pair (Ou, Ta), which are, respectively, the Asian macro and European macro
strategies from the opening example. Thus, for instance, if the parameters are such that the

9 The equivalent means assumption can be easily relaxed at the expense of more complicated expressions
of the results.

10 The equivalent volatility assumption can be easily relaxed at the expense of more complicated expres-
sions of the results.
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strateqy pair (0w, 1) yields higher value for the Principal than (0w, Ta), then the Principal
only needs one outside Manager to manage the asset class 6; analogous comments also apply
for the other deviant strateqy pairs. If this were the case, we would have no meaningful
discussion of centralized versus decentralized delegation as in our context.

Thus, for the remainder of the paper, Assumption B3 is strictly enforced.

Delegation forms

In the presence of moral hazard over investment strategy choices for each asset class, how
should the Principal delegate? For the rest of the paper, we will focus on two forms of
delegation — centralized delegation and decentralized delegation. In all forms of delegation,
the Principal will offer a linear contract over the portfolio’s net returns.

Centralized delegation

Manager C' chooses

Manager C' accepts portfolio weights )
or rejects 1 —1 € R into Ry; Manage{ C receives payoffs
the contract and v into R, ze +yc R — (c(0) + (7))
| | | | | |
Principal offers Manager C' makes Principal receives pooled
a linear contract investment strategy A portfglio return
(o, yo) € R x [0,1] choices Ry = (1 - Yo, Ro + V9. Ry
to the Manager C 0 € {0u, 00}, pays T¢ + Yol to the Manager C
7 € {mu, L}

t=1

Figure 3.1: Centralized delegation timeline. Manager C' has a strategy choice from each asset
class, and also has a portfolio choice between those selected pair of strategies. The
Principal only has a contract design choice.

In centralized delegation, the Principal delegates all initial wealth to a single Manager
C. In the previous example, Manager C' can be a global strategy manager who manages
both the Asian and European asset class. Manager C will be responsible for managing
both asset class € and 7. Given any contract, Manager C' will have both a strategy choice
and a portfolio choice. Firstly, from each of the two asset classes, Manager C' will pick a
strategy 0 € {0u, ™} and a strategy 7 € {7y, 7.}. Secondly, for each chosen strategy pair
(0, 7), Manager C will pick portfolio weight 1 — ¢ into strategy 6, and portfolio weight 1)
into strategy 7. The resulting portfolio (1 — @Z;(Q,T), @/;(977)) will have a net return R(g,f). In
return for Manager C’s services, the Principal offers a linear contract x¢ + ycf%(gﬁ) over the
portfolio net return, where (z¢,yc) € R x [0,1]. Thus, z¢ is a fized (percentage) fee, while
yc is a performance (percentage) fee. See Figure B for a timeline.
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Thus, the optimization problem under centralized delegation is as follows.

sup E[W &) Var(W (Orm)y. (Cen)
(zc,yo)ERX0,1]
subject to,

Wip” =1+ R — (2e +yoRon), (3.3.22)

W = (e > <r>> + 20+ Yo R, (3.3.2b)

WET = —(e(0) + (1)) + z¢ + ye (1 — )Ry + YR,) (3.3.2¢)

Do = argsup E[WL7] - n—MVar(Wég’T)), (3.3.2d)

PeR

Ry = (1=, T>)Re + o Rr, (3.3.2¢)

0 < E[W ) - Var(W(eH )y, (3.3.2f)

(B, i) = arg max E[W! 9 T = My (), (3.3.2g)
(0 7)eS 2

In (Cen), the Principal maximizes his mean-variance utility over terminal wealth (B=3=24),
which is equal to the return from the Manager C' managed portfolio, less the fees that the
Principal pays. In the maximization, the Principal needs to pick the optimal fixed fees x¢
and optimal performance fees yo as part of the linear contract. Given the linear contract,
Manager C' will construct the optimal portfolio, as in (BZ322d), out of the two strategies,
one each from the two asset classes, to obtain the portfolio returns in (B332d). In return
for Manager C’s service, his terminal wealth is (B2332H). The contract must be such that
Manager C' is willing to participate and so (B23=2) is Manager C’s individual rationality
constraint. In the second best case, the Principal’s desired strategy pair (0y, 1) must also
be incentive compatible for Manager C', which is (B-3:2g).

Decentralized delegation

In decentralized delegation, the Principal delegates wealth to two different individuals, Man-
ager A and Manager B. Manager A is responsible for only managing asset class #, and
Manager B is responsible for only managing asset class 7. Thus, following the earlier ex-
ample, Manager A is an Asian asset class manager, while Manager B is an European asset
class manager. The Principal will allocate 1 — 7 portion of his initial wealth to Manager A
and 7 proportion to Manager B. In return for the two individuals services, the Principal
will offer a linear contract (1 — 7)(z4 + yaRy) to Manager A, and 7(zp + ygR,) to Man-
ager B, where (x4,54), (zp,yp) € R x [0,1]. Thus, 24,z represent the fived (percentage)

11 To actually have a feasible contract, we actually require that 7 > 0 and 1 — 7 > 0. Else, without
this requirement, the Principal could demand infinitely large claw back payments from the two Managers.
We will see in the subsequent that these conditions do not bind in the presence of the individual rationality
constraints.
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Managers A, B make
investment strategy

Principal makes choices Manager A receives returns
portfolio choices: 0 € {0L,0n} and (I =m)(za +yaRy) — c(0);
(i) 1 — 7 € R to Manager A; and T e {m,m}, Manager B receives returns
(i) 7 to Manager B resp. m(xp + ypR,) — c(T)
1 1 1 1 1 1
Principal offers Managers A, B accept Principal receives returns
two linear contracts or reject 7R + (1 — 7)Ry;
(za,ya); (zB,yB) € R x [0,1] the contract pays (1 — m)(za + yaRp) to Manager A, and
to both Managers A, B pays m(xp + ypR,) to Manager B
t=1

Figure 3.2: Decentralized delegation time line. In contrast to centralized delegation of Figure BT,
the Principal now has both contract design choice and portfolio choice. Manager A
and Manager B only have strategy choices within their own asset class.

fees for, respectively, Manager A and Manager B, whereas y4, yp represent the performance
(percentage) fees. Please see Figure B2 for the time line.
Thus, the optimization problem under decentralized delegation is as follows.

sup sup E[Wmm)) _ 77—P\/:emr(I/VI(fH’TH)) (Dec)
(2.4.94):(@.yp)ERX[0,1] me[0,1] 2
subject to,

W](DQ’T) =14+7R, +(1—m)Ry —n(zp+ysR;) — (1 —7)(za +yaRy) (3.3.3a)
W4 = (1 —n)(za+yaRe) — c(b) (3.3.3b)
Wi =n(xp+ysR;) — (1) (3.3.3¢)

0 < E[Wi] — %MVar(WzH), and 0 <E[Wg] — %M\/ar(wg) (3.3.3d)

O = argmax E[W9] — n—MVar(Wfl/) (3.3.3¢)
0 {0,001} 2

i = argmax E[W5] — 77—1\/[\/'ar(T/Vj§l) (3.3.3f)
'e{ru,m} 2

The Principal’s objective (IDed) is to pick the optimal linear contracts to compensate the two
Managers, and also to pick the optimal portfolio policy to decide how much wealth to allocate
to the Managers’ strategies. The Principal’s terminal return (82323a) is equal to the portfolio
(1 — 7, m) that the Principal decides to allocate to Manager A and B’s strategy returns
(Ry, R;), less the fees owed. Both (BZ33Z3H) and (B23=3d) represent, respectively, Manager
A and Manager B’s terminal wealth. The two Managers’ participation constraints are in
(B3333d). To induce Manager A and Manager B to pick the Principal’s desired strategy pair
(Om, Ti), the Managers’ incentive compatibility constraints are in (B2323d) and (B=3231).
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3.4 First Best

Let us begin by considering the first best setup, whereby the Principal can directly observe
and contract on the private investment strategy choices of the Managers.

Centralized Delegation in First Best

For the first best centralized delegation case, consider problem (Cenl) without the incentive
compatibility constraint (B-3-2g).

Proposition 3.4.1. Consider the first best centralized delegation problem; that s, problem
(Cen) without the incentive compatibility constraint (B-3-29). Fizx any strategy pair (0,7) € S.

(a) Given any linear contract (xc,yc) € R x [0,1], the optimal portfolio weight to strategy
7 of Manager C is, ™

~ 1 1 Hr — Mo
= (1A ) 3.4.1
fon =3 (1 e 25 a1

(b) For any given contract (x¢,yc), the mean and variance of the portfolio return are given
by,

. T (po — pr)? fo + fir
E[Rwp ] = — + ,
Bon) Yo 2mio?(1 — ppr) 2

> 1 (MQ - ,uT)z 2
Var(Ry ) = — + “(1 + per).
( ( )> y?; 2771%/102 (1 — por) ( )

(c) The optimal fixed and performance fees are, respectively,

2c((0,7),yc) = (c(0) + (7)) — ycE[R.n)] + %My?z\faf(é(e,ﬂ)a for any yc € [0,1]
(3.4.2)
~FB _ P
ne +

and so under the optimal contract, the optimal portfolio is,

N N R 1 e + T W — g
\T = ’l/} \T £B =3 (1 + °
Vo onlic”) 2 e 1 — per

I2Tf one needs the value of igT(yc) at yo = 0, we will define it via the limit; that is, 1&((”) (0) :=
lim,, 10 ﬁ(gﬁ) (y). However, as we shall see, the optimal performance fee y generically will not be reached
at 0 (i.e. due to individual rationality of Manager C), and hence the point 0 is not really of concern. For

subsequent expressions in this proposition that involves y¢ in the denominator, define it through the same
limiting argument.
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(d) The Principal’s value function for implementing (6, Tq),

I
E W(9H,TH) _ UPV W(eHvTH) = _9 1 — - 521 ) -
[ cP ] 9 ar( cP )FB ct+1l+p 477P+77MU ( +p9H, H)

(e) For any contract (zc,yc), the Manager C’s utility for implementing investment strategy
pair (0,71) is,

0,7 ™ 0,7
BWE) = S Var(We'™)

(Ma — Mr 2 1
) + (/‘9 + NT)yC - _77M02(1 + PGT)?J%',

1
RS T (rm s i

and in particular for (g, ), it is,

: 1
Hwﬁ”m%i¥WMW§“m)=—%+%THWC—meO+pmmwé

For any given contract, the portfolio weight @@(977) into strategy 7 made by Manager C
will clearly be independent of the fixed fees x¢ and only be dependent on the performance fee
yc. For instance, suppose strategy 7 has a higher mean return than strategy 6, so u, > g
(the converse case is analogous). Then in this case, naturally Manager C' will allocate higher
portfolio weights 1;(977) to strategy 7 and less to strategy 6; and if the strategies have high
correlations py,, it induces the Manager C' to almost take a “long-short” strategy whereby
even more weights are allocated to 7 and less are to 6.

Indeed, for any contract (x¢, yco) and any strategy pair (6, 7) € S, we observe the expected
wealth and risk aversion adjusted wealth volatility for Manager C', after he has chosen the
optimal portfolio, are respectively,

@ = _ T (pe—p)? o + fir
EW., "] = —(c(8) + ¢(7)) + xc + yo [yCQUMUQU-_/MT)+_ 5

(.

~\~

ER(g,r)

(o — pir)? Lo + fir
T
(c(@)+c(1)) + o + 21— por) + 5 e

7771\4\falr(I/Vé9’T)) = 777MVar(yc}?(g,ﬂ)
_ n_MyQ . i (NG - ,UT)Q
279 Lye 208,0%(1 — por)
Var(f%(@ﬁ))

(1o — piz)* M o >
= — 1 T .

+a%1+p%4

/
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Firstly, the risk-adjusted long-short trading profits for Manager C' will be the term
(1 _ 1) (:U’G - /’LT>2 _ (:LLG - /JJT)Q
2 4) quo(l—per)  Amuo(1 = por)’

and these trading profits are completely independent of any contract (¢, yc) the Principal
offers. Secondly, there are contract mean and volatility effects for implementing the strategy
pair (6,7). The contract mean effect is “";“T Yo, which is the expected performance fee
payoff to Manager C'. The contract volatility effect, adjusted for Manager C's risk aversion,
is BLo? (14 pg;)ye. In particular, for any contract and any strategy pair, the expected wealth
of Manager C is E[W™] and its risk adjusted wealth volatility is ”TMVar(WéQ’T)). However,
the performance fees yo only enter through the contract mean and contract volatility effect
as discussed above, but is independent of the long-short trading profits for Manager C. These
effects are related to Manager C’s “relaxed investment opportunity set” and we will have
more to say about incentivization in Section 823 when moral hazard is present.

The optimal fixed fees T are to simply compensate for Manager C’s private costs for
taking on investment strategy pairs (6, 7), less Manager C’s share of the returns, and plus
a volatility adjustment. The performance fees g is equal to the ratio of Principal’s risk
aversion np over the sum of both the Principal and Manager C’s risk aversion np 4+ ny. This
performance fee form is directly from optimal risk sharing of the linear contract form.

Decentralized Delegation in First Best

Next, we consider the first best decentralized delegation case. That is, consider the problem
(Ded) without the incentive compatibility constraints (B2323d) and (B=3331).

Proposition 3.4.2. Consider the first best centralized delegation problem; that is, problem
(Ded) without the incentive compatibility constraints (8=3236) and (BZ323H). For any invest-
ment strategqy 0, T, define the quantities:

S L1y 4 (e = 0) (v + e (1 — por))
’ 2 nemo?(1 — per)
e [(1o — 1) (1 = por) (s + np (1 + por)) +nenmo®(1 — pg, )]

to — fi7) [(mv + np)? — ndp3.] + nenmo(1 — por) nv + e (1 + por)]
e (1o — 1) (1 = por) (v + 1p (1 + por)) — npnmo(1 — p5.)]

v+ 1p (1 + por)) [(o — p17) (v + 10 (1 = por)) — memo®(1 — per)]

)

?/21,(9,7) = (

yOB,(a,T) = (
Then,

(a) For any portfolio w allocated to Manager B and performance fees (ya,yg), the optimal
fixed fees are,

. 1
2a(0,mya) = T [0(9) — (1= m)yape + %\/Iyi(l — )%’ (3.4.3a)

R 1
tp(r,myp) = - [c(r) — TYplr + 777My1237r202 (3.4.3b)
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(b) If (7?2’977),y§1’(9’7),y%’(g’f)) € (0,1)3, then the optimal portfolio policy and optimal perfor-
mance fee policy of the Principal for implementing strategy (0, 7T) are

(WE)H,T)v y%,(e,ﬂa y%,(@,’r))'

(¢) In particular, for implementing (0g, Ta), the optimal portfolio and performance fee polices
are,

_ (1 77P<1 + p9H,TH) nP(l + IOGHJH) )
27 ma A me(1+ pors) A+ e (14 poyrg) )

and the Principal’s value function is,

(77, 94", 95")

Op.m np O,m L npnmo?(1 + pog.my)
E[W}DH H)] — 7Var(W1(3H H))‘FB =—2c+pu— 4_1771\/1 ol +,09H H)
H,TH

In decentralization, the Principal will allocate equal amount of wealth into both Manager
A and Manager B, and moreover, the performance fees the Principal will pay to them will be
equal as well. This result is immediate since from Assumption BZ32, we had assumed that
the compliant strategy pair (fy, 7y) have identical means and identical volatilities. Unlike
the performance fees of centralization in Proposition B4, where the performance fees are
simply np/(np 4+ nu), the performance fees in decentralization must take into account the
correlations pg, -, of the strategies. Thus, in centralization, risk management is internalized
by the single Manager (', and hence the resulting performance fees only need to depend
on the risk aversions of the individuals. However, with decentralization, the Principal must
handle risk management himself and thus the performance fees must reflect the correlations
of strategies, in addition to the individuals’ respective risk aversions.

Risk management defines “the boundaries of a firm”

The first best results of centralized delegation in Proposition B41 and that of decentralized
delegation in Proposition B2 illustrate the idea that risk management defines the “bound-
aries of a firm”. Indeed, the boundaries of a firm are central ideas in economics since Coase
(T937), and the contemporary resurgence of these ideas can be traced to Williamson (T975,
1985). See Holmsfrom and Robertd (1998) and Williamsonl (2002) for excellent surveys.

In centralization, the boundary of a “firm” is fixed and wide. Here, we interpret a “firm”
to be Manager C', and its boundaries to be the activities that Manager C' could take on. The
Principal delegates all wealth to Manager C', and in this sense, the boundary of a “firm” is
fixed. But the boundary of a firm is wide in the sense that given any contract, Manager
C handles portfolio choice between the investment strategy pair desired by the Principal.
In first best centralization, while the Principal can observe and contract on the investment
strategy choices made by Manager C', the Principal cannot contract on the specific portfolio
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choices made by Manager C. Thus, risk management is, in effect, non-contractible. In
our setup, largely because it will help in analytical tractability for the second best case
of Section B3, we assume that the strategy pair (fy, ) have equivalent mean returns p
and also equivalent volatility o; see again Assumption BZ32. Again, both the Principal
and Manager C' have mean-variance preferences. And suppose, hypothetically, the Principal
could have direct access to the capital markets. Then both the hypothetical Principal and
Manager C' will load equal portfolio weights into the two strategies, regardless of their risk
aversions 7y and 7p; in this special case, the Principal and Manager C' will identically agree
on portfolio choice. However, it is not difficult to see that if the mean returns are different,
or that the volatilities are different, Manager C"’s portfolio choice would differ to that of the
hypothetical Principal. Moreover, even in first best, while the Principal can contract on the
strategy pair (0, 7) Manager C' implements, the Principal cannot contract on Manager C’s
portfolio choice. Moreover, this difference in the portfolio weight choices between Manager C'
and this hypothetical Principal stems from the difference of their risk aversion and also the
performance fees offered to Manager C'. In all, without ability to contract on portfolio choice
(or more broadly speaking, risk management), the boundary of Manager C is effectively fixed
and wide, and Principal will use contracts to simply optimally risk share.

The discussion for decentralization is far simpler. In decentralization, the boundary of
a “firm” is flexible and narrow. Manager A and Manager B can only operate within their
own asset class, and in this sense, their boundaries are narrow. In contrast to centralization,
wealth allocations and hence also risk management, is exclusively handled by the Principal.
The amount of wealth the Principal allocates to each Manager thus dictates the influence
each Manager has on the Principal’s welfare, and it is in this sense that the boundary of a
“firm” is flexible.

As we shall see in Section B3 where moral hazard is present, these two core differences
between the boundary of a “firm” in centralization versus decentralization will have key
implications for their optimal contracts and its existence.

Comparison between Centralized Delegation versus Decentralized
Delegation in First Best

Now we can compare centralized delegation versus decentralized delegation under first best.

Proposition 3.4.3. The difference between the Principal’s value function in first best de-
centralized delegation and first best centralized delegation is,

(B ™) = Tvarwiem)) | — (B - Tvarw ™)) |
FB
MNP m1 (1 + Poyymy ) O°
4(np +ma) (v + 1p (L + Poy,r))

FB

Thus, decentralized delegation is better than centralized delegation if and only if the returns
of the Principal’s desired strategy pair (Ou,ma) are strictly positively correlated pgy -, > 0;
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conversely, centralized delegation is better than decentralized delegation if and only if the
strategies are strictly negatively correlated pg, -, < 0; and the two forms of delegation are
equivalent when the strategies are uncorrelated pgy, +, = 0.

When the correlation between the Principal’s desired strategy pair (6y, ) is strictly
negative, pg, -, < 0, delegating to a single Manager C' is beneficial. Given that Manager C'
will be putting long positions into both investment strategies 6y and 7y, and since Manager
C is also risk averse, a strictly negative correlation py, -, lowers the contract volatility
for Manager C, and thereby it is cheaper for the Principal to risk share with Manager
C. But when the correlations become strictly positive, pg, ~, > 0, the reverse happens,
and decentralized delegation is more appealing to the Principal. When the correlations
become positive, delegating to a single Manager C' actually increases Manager C's contract
volatility, and thereby making it more expensive for the Principal to risk share. However,
with decentralized delegation, neither Manager A nor Manager B directly absorb the positive
correlation effects. Thus, the Principal, via use his own portfolio choice, can make it cheaper
to risk share with the decentralized Managers. And finally, in the case when the strategies
are uncorrelated, pg, -, = 0, both centralized and decentralized delegation are identical, since
neither the centralized or decentralized Managers(s) are affected by the correlation structure
directly for the purpose of risk sharing.

3.5 Second Best

We come to one of the core results of the paper. Here, we assume the Principal cannot direct
observe nor contract on the specific investment strategies that the Managers choose within
each asset class. In both the second best centralized delegation (Proposition Bal) and second
best decentralized delegation (Proposition B52), the key emphasis will be, respectively, the
performance fees and the optimal portfolio policies. In contrast, the fixed fees (i.e. z¢ in
centralization; and x4,zp in decentralization) are actually relatively straightforward. In
both cases, the optimal fixed fees will ensure the Managers will participate and accept the
contract. Furthermore, the fixed fees will compensate the Managers for their private costs,
less the expected performance fee amount payoff, plus a volatility adjustment. This fixed fee
form is standard in all linear contracting setups, and hence we will focus our paper on the
performance fees and the portfolios.

Centralized delegation

Let’s first state the second best results for centralized delegation.
Proposition 3.5.1. Consider the second best centralized delegation problem (Cen). Then:

(a) For any performance fee yo € [0, 1], the optimal fized fees has the same form as that of
first best in (B22) of Proposition [3-7-1.
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(b)

(d)

(¢)

For any performance fees yo € [0,1] and investment strategy pair (0,7) € S, the opti-
mal portfolio @@(9’7) chosen by Manager C is the same as the first best form (B2) of
Proposition [3.2.1. Indeed, the portfolio weight Manager C' will allocate to strategy T in
the strategy pair (6,7) is,

~

V(o) =

Y

(1 1 ILL.,./ — ILL@/
o 2
yo mio?(1 — pgr 1)

| = N =

¢(9’,T’) = 9 ) ) (0/77—,) € S*(GHJH)

The (three) incentive compatibility constraints on the performance fees yo for inducing
Manager C' to implement the strategy pair (O, ™) are,

1 1
= 2¢+ 5 (o + t)ye — 70" (1 poym )Y

> —(c(0) + (7)) + L (oo — i) + 1(uef + pr) Yo — 177Maz(1 + por Y&,
- Anuo®(1 — pgr ) 2 4 ’
(3.5.1)

Jor (0',7") € S_(oy,7)- The three incentive compatibility constraints (B-o) can be equiv-
alently written as a single constraint,

1 (o — pirr)?
OZmax{— c(0) + (7)) — 2¢) + =
(9/77./) ( ( ) ( ) ) 47]1\/[0-2(]— _pQ’,T’)
1

1
510 = How + trr = fim)Y0 = TR0 P = P VB } (352)

where the mazimum is taken over the possible deviant strategy pairs (0',7") € S_(oy,m)-

Recall from Assumption B33, 1 = jg,, = fry -

If the net cost for Manager C' to comply and implement the Principal’s desired strategy
pair (Ta, Ta) is sufficient low, the Principal will achieve first best. That is, if

1 (pe = pirr)?
O>max{— c(0) +c(t') —2¢) + =
0',7") ( ( ) ( ) ) 47]1\/[0'2(]_ —pglﬂ_/)

1 7 1 n ? 2 2 }
+ 27 F (o — oy + prr — fry) 1 <n +nM> 0~ (P v — Do)
(3.5.3)

then then the optimal performance fee is §c = 9&P.

Suppose the net costs for compliance to Manager C' is sufficiently high; that is, replace >
in (B353) with <. If an optimal performance fee §c € [0, 1] exists, there necessarily ezists
some (unique) pair of deviant strategy pair (0°,7°) € S_(gy.y) that yields the highest net

deviation benefit for Manager C. Furthermore, consider the following two conditions on
(65, 7).
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(i) For any strategy pair (0',7') € S_(9yny), define (i.e. the quadratic discriminant),

1

Do,y =7 (ko — Loy + prr — fry)”

+ | = (c(0') + (') = 2¢) + ! (“3’ — i) 0> (Por v — Porr)-
4 o (1 - pB’,T/)

(3.5.4)
Suppose the strategy pair (0°,7°) is such that,
D(gbﬂ.b) > 0.
(ii) For the pair (0, 7"), define (i.e. the positive quadratic Toot),
_ L[ pgy — oy + firo — 1
Yy (00,70) = 5 (— d ! ) i + D(Qbﬂ-b)
1 (pg — p)® 17
x | —(c(6” ) —2c) + = - : 3.5.5

Suppose the pair is (0°,7P) is such that,

Yy (00,70) € [O, 1].

If both conditions (i) and (ii) hold, then the second best performance fee is o = iy (b 1t
If neither condition (i) nor (ii) hold, then no second best contract will exist for centralized
delegation.

The right hand side of the incentive compatibility condition (852) is the “net cost” for
Manager C' for being compliant instead of being deviant. Firstly, we have the standard
private costs effect: by being compliant and picking (fy, 7H), Manager C' needs to incur
private costs of c(0u) + c¢(mu) = 2¢, but by deviating to (¢',7) € S_ (g, ), the private costs
are strictly lowered to ¢(0') + ¢(7’); hence, 2¢ — (¢(0') + ¢(7')) represents the net private
costs for complying instead of deviating. These effects would be standard in practically all
standard principal-agent models. However, there are three additional effects that arise solely
because of Manager C’s ability to take an arbitrary contract offered by the Principal, and
then subsequently trade upon it.

Secondly, incentive compatibility for Manager C' also comes in the form of the net re-
turn differences from implementing the compliant investment strategy pair (0y, 7y) versus
the deviant pair (0,7') € S_(gy,n). From implementing the compliant pair and recall-
ing the optimal portfolio choices, Manager C' gains an expected performance fee payoff of
(Hoy + oy )y/2 = py, whereas by implementing a deviant pair, Manager C' has the expected
performance fee payoff of (ug + p17)y/2. But recall for the compliant investment strategies,
= oy > per and pt = firyy, > pir. Thus, by being compliant, Manager C' enjoys a net gain
of (21 — pg — p)y/2 in higher performance fee payoffs.



CHAPTER 3. CEN VS DEC DEL PORT MGT UNDER MORAL HAZARD 149

Finally, the Principal wants to incentivize Manager C' as cheap as possible, which is
equivalent to binding the incentive compatibility constraints with the minimal net costs to
Manager C across all possible strategy deviations.

For the remaining terms in the incentive compatibility constraint (B52) we will discuss
them in Section B3, when we compare centralization versus decentralization. See also Corol-
lary BB for the explicit conditions on the parameters under which which strategy pair
(6, 7°) is the most profitable deviation for Manager C.

Decentralized delegation

Next, let’s state the second best result for decentralized delegation.

Proposition 3.5.2. Consider the second best decentralized delegation case; that is consider,
problem (Ded) in its entirety.

(a) For any portfolio m and performance fee policies (ya,yp), the optimal fixed fees have the
form (B233) of first best decentralization in Proposition 5-Z.3.

(b) The incentive compatibility conditions to induce the Principal’s desired strategqy pair
(0w, 1) are,

0>c—(1—myalpue, (3.5.6a)
0>c—mygApu,. (3.5.6b)

(c) Suppose the private costs ¢ are sufficiently high= , then the second best decentralized
optimal policies are,

(7%7 gAv Z)B)

B (1 {1 L B — Auec} 2Ap-c 2Apge )
2 AppApr |7 e(Dpir — Apg) + ApgApr 7 c(Apig — Apir) + ApgApiy

We will defer discussing the decentralized contracting environment and the incentive com-
patibility constraints (B28) in the next section, Section BH, when we compare centralization
versus decentralization.

Comparison between Centralization versus Decentralization

Now, we can compare the similarities and differences in contracting between centralization
and decentralization.

13 The precise conditions for this are in Proposition BB A(ER). See also Proposition BB for further
details of the optimal policies of second best decentralized delegation.
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Investment opportunity set

The relaxation or restriction in the investment opportunity set is the key incentive difference
between centralization and decentralization.

Let’s first consider centralized dele%ation. Firstly, Manager C enjoys a relaxed investment
(Bh2) represents the long-short trading benefit for Manager C' by deviating to (¢’, 7). Under
the compliant strategy pair (fu,H), we had assumed that they have equivalent means
and also equivalent volatility o, and thus Manager C' would put equal weights into both
investment strategies, and hence the optimal portfolio weights would be independent of
Manager C’s risk aversion, strategies’ volatility o, and the correlation py, ~,. In contrast,
under the deviant investment strategy pairs (6, 7") € S_(g,,,-,), they have potentially different
means, and hence the correlation structure py » and the volatility o contribute to a long-

opportunity set. The term in Manager C’s incentive compatibility constraint

short strategy motive for Manager C'; see again the portfolio form @(9,/,71) of Proposition B2
This constitutes a benefit for Manager C' that is foregone by being compliant, and hence is
an opportunity cost for Manager C' that the Principal needs to compensate for in the form
of higher performance fees.

Secondly, incentive compatibility for Manager C' also comes in the form of differences in
the contract volatility under the compliant strategy pair and that of deviant strategy pairs.
For any investment strategy pair (6, 7), the contract volatility for Manager C'is o%(1+4py.» )y
And thus, adjusting for Manager C’s risk aversion, the term —%T)MJQ(,O@/J/ — Doy ) Y2 18 the
net change in contract volatility for Manager C' from taking the compliant pair (fy, ) versus
a deviant pair (0, 7") € S_(g,, 7). The signs of the correlations matter. If py - — pg, 7y > 0,
that is the deviant strategy (¢,7') € S_(gy,~,) has a strictly higher correlation than the
compliant strategy pair, then this represents a net benefit for Manager C'; that is, since
Manager C' is risk averse, picking the compliant strategy pair with a lower correlation is
beneficial, so being compliant reduces the contract volatility. For the reverse case, when
P+ — Po.ma < 0, being compliant increases the contract volatility.

Finally, there is an interaction between the contract volatility and the long-short trading
benefit for Manager C'. On the one hand, a higher correlation py . increases the contract
volatility for Manager C' when consideration a deviation to (¢’,7'), and is thus detrimental
to Manager C'. But on the other hand, a higher py , also increases the long-short trading
benefit for Manager C', and is thus beneficial for Manager C. These interaction effects,
again, are only afforded to Manager C' due to his ability to modify the contract via his
relaxed investment opportunity set.

In contrast, Manager A and Manager B under decentralization face a far more restricted
investment opportunity set as compared to Manager C' under centralization. And accord-
ingly, the incentive compatibility constraints of decentralization take on a far more simpler
form than centralization. Given any contract, Manager A and Manager B will only care
about the mean and volatility differences™ between the strategies’ returns in their respec-

14 From Assumption BZ32, we assumed that all strategies have identical volatility . We further discuss
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tive asset classes. And these differences in the moments between the Principal’s desired
strategy versus that of the deviant strategy are the benefits for Manager A and Manager B
for deviation. We will see the restricted investment opportunity set in decentralization will
translate to different implications than centralization for the managers’ risk aversions and
their private costs.

Managers’ risk aversions

Related to the investment opportunity set, the Managers’ risk aversion also play an opposite
role in contracting under centralization versus decentralization.

In centralization, suppose Manager C' becomes less risk averse, so ny | 0. Firstly, when
this happens, Manager C' becomes less concerned with the volatility difference of the contract
113102 (per 7 — Pou )Y — 0, for all deviant strategy pairs (6, 7') € S_(gy,ry)- Secondly, when
Manager C' considers a deviation, Manager C cares less about the volatilities of the deviant
strategy pairs (0, 7') and also less of the correlation of their returns py . And indeed, as
Manager C' becomes less risk averse, he only cares about the absolute difference |pug — /|
between the deviant strategies. In the limit when Manager C' becomes risk neutral, he will
take an infinitely large long position into strategy with highest mean, and take an infinitely
large short position into the strategy with the lowest mean. Thus as ny | 0, the long-short
trading profit would become infinitely large, i%% 1 +o00. When this happens, the
cost for the Principal to compensate Manager C' to ensure his compliance will be excessively
high, and thus a contract to implement the Principal’s desired investment strategy pair
(Oy, Tq) will fail to exist.

The above result is completely the opposite of standard principal-agent theories.™ The
literature suggests that it should be cheaper for a principal to compensate a less risk averse
agent, because of the lower risk premium the principal needs to pay the agent for bearing
risk. Here it is the reverse — the less risk averse Manager C' becomes, the more expensive
it is to compensate him. This is again due to the relaxed investment opportunity set in
centralized delegation. For any given contract, Manager C' can simply use the financial
markets to modify the intended incentives of the contract.™

In contrast, in decentralized delegation, as Manager A and Manager B become less risk
averse, an optimal contract may still exist. Indeed in this regard, unlike centralization, de-
centralization is much closer to a standard principal-(multi)agent problem. In the model,
we have assumed that the volatility o of all investment strategies are equivalent. Thus, the
incentive compatibility constraints (B558) under decentralization do not involve the Man-
agers’ risk aversion. And even if we were to assume the volatilities of investment strategies
are different, it is straightforward to see that the right-hand side of (B58) would simply
have additional terms +%(1 — 7)*y3 (05, — 0 ) and +%3t7%yE(02, — o ) for Manager A

this implication in Section B below.

15 Say Caffont_and Marfimorf (2001) and Bolton and Dewatripont (2004).

16 Admafi and Pfeidered (1997, Section V) makes a related point that benchmarked compensations are
not relevant to soliciting effort.
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and Manager B, respectively. Depending on the sign of agH — O'gL and 0'72_H — O'ZL, the Prin-
cipal either pays additional fees for increased volatility risk imposed on the Managers, or
get savings in fees for decreased volatility risk. Regardless, as ny | 0, we collapse back to
our current case of (Bh@). Thus, given Managers have restricted investment opportunity
sets, Managers’ risk aversion 7y play the standard role in the usual principal-agent literature

under decentralization.

Managers’ private costs

Managers’ private costs play a differentiating effect on centralization and decentralization.

Decentralized delegation cannot tolerate high levels of private costs ¢ by both Manager A
and Manager B before no contract to implement the Principal’s desired strategy pair (0, )
can exist. Unlike centralized delegation where the Manager C' can take an arbitrary contract
and trade it to maximize the risk-return trade-offs for himself first, this is distinctly not the
case for decentralized delegation. In decentralized delegation, both Manager A and Manager
B have completely dedicated themselves to one particular strategy from their respective
asset classes, and cannot further form portfolios to maximize risk-return trade-offs. Thus,
although Manager A and Manager B are truly risk averse, from the perspective of incentive
compatibility, they behave like risk neutral individuals. That is to say, both Manager A and
Manager B only care about the private costs ¢ and also the mean return differences Ay
and Ay, between the compliant strategy and the deviant strategy in their own asset class,
and do not care about second moment effects of volatility nor correlation and even their own
risk aversions.™ And due to this “risk neutrality” in determining incentive compatibility,
contracting with decentralized individuals with high private costs could become prohibitively
costly, and so much so that a contract to implement the Principal’s desired strategy pair
(g, Tq) could fail to exist.

In contrast, centralized delegation can tolerate a higher level of private costs ¢ before no
contract can exist. Given any contract, since Manager C'is risk averse, he will pick portfolios
that generate a high portfolio mean return and a low portfolio volatility. Indeed, save for the
differences in risk aversion levels between the Principal and Manager C, the portfolio choice
behavior of Manager C' is analogous to that of the Principal, were the Principal to have
direct access to the financial markets. Thus, Manager C' behaves like a “quasi-Principal”
and hence, private costs ¢ only play a second order effect. This is why for moderately high
levels of private costs ¢, the compliant Manager C' must pay 2¢ and yet a centralized contract
will still exist for Principal to implement his desired strategy pair (6y, 74). In sharp contrast,
for these same moderately high levels of private costs ¢, decentralized contracts may fail for
Manager A and Manager B.

17 As discussed earlier, we had assumed all strategies have equivalent volatilities. But it is not difficult
to see that even if strategies in each of the asset classes have different volatilities, the fact that private costs
c will still play a first order effect in Manager’s consideration for deviation in decentralization.
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Numerical illustrations

To gain a fuller understanding of the differences and similarities between second best cen-
tralized delegation and second best decentralized delegation, we now turn to some numerical
illustrations of our results. As one can surmise from Proposition BZo0 and Proposition Bh2,
it is easiest to display these results in a numerical and graphical fashion. Thankfully, despite
the perhaps complex structures of the optimal portfolios and fees, and thus extending to
their respective Principal’s value functions, in that they are often highly nonlinear in the
economic parameters of interest, the results are nonetheless rather straightforward to com-
pute numerically; especially since we actually do have closed form analytical answers for all
of the results. A more explicit analytical solution to the difference in value functions between
centralization and decentralization is available under the extreme case when there is only
moral hazard over mean returns; see Section BB.

The base parameters that we will use in the numerical illustrations are given in Table B,
unless plotted otherwise. In the figures below, we need to distinguish between two different

Principal’s risk aversion parameter np )

Managers’ risk aversion parameter e 3

Compliant investment strategies’ mean returns, p = ftg, = firy 1 0.25
Mean return on deviant strategy 6, to, | 0.10
Mean return on deviant strategy i, | 0.08
Volatility of all strategies o 0.40
Correlation coefficient of compliant pair (6y, 1) Poy.m | 0.20
Correlation coefficient of deviant pair (6, 71,) Pog. | 0.30
Correlation coefficient of deviant pair (6y,, ) Po.. | 0.30
Correlation coefficient of deviant pair (6y,, 71,) po.. | 0.30
Managers’ private costs c 0.06

Table 3.1: The base parameter assumptions used in Section B.

types of “better”. The first type is when contracts for implementing (fy, 7) exist for both
centralization and decentralization; the darker colors indicate which form of delegation is
better under this circumstance. The second type is when contracts for implementing (0y, 74)
does not exist under one form of delegation, while it does exist for another form of delegation.
In this second type, the form of delegation that has contract existence is better, by default;
this is indicated by the lighter colors.

In Figure B, we see that high correlation pg, -, for the compliant strategy pair (6p, )
will favor decentralization, while low correlation will favor centralization. This is inherited
from the optimal risk sharing result of first best in Proposition BZ4=3. However, in the presence
of moral hazard, when pyp, -, is sufficiently high, a centralized contract to implement (6y, 741)
for the Principal will not exist. Recalling the discussion on the investment opportunity set
in Section B, for any performance fee y¢ € [0,1], the term —1n302(pgr,~ — Pog,my )Y 18 the
difference between the contract volatility for Manager C' implementing a deviant strategy
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0.9

Correlation of compliant pairs pg,, 1,
o

0.01 0.065 0.12
Private costs ¢

Principal's value function comparison
[ 'Cen' better [[] 'Cen' better, as no 'Dec' contract exists

[l 'Dec' better [[] 'Dec' better, as no 'Cen' contract exists

[ No contract for both 'Cen’ and 'Dec'

Figure 3.1: Comparing the Principal’s value function under centralization versus decentralization:
compliant strategy pair correlation pgy -, versus private costs c.

pair (0, 7') € S_(gyy,m), versus that of the compliant strategy pair (0u, 7). As the correlation
Poy. Of the compliant strategy pair increases, Manager C' will incur a high contract volatility
for being compliant, whereas a low contract volatility for being deviant. Thus, when the
correlation pg, -, is sufficiently high, Manager C' will surely deviate for any performance
fee yo to lower the contract volatility for himself, which then leads to nonexistence of a
contract in centralization to implement the Principal’s desired strategy pair (fy, ). For
decentralization, high private costs ¢ will also lead to contract nonexistence for implementing
the Principal’s desired strategy pair (fy, 74 ); this effect is as discussed in Section B3.

In Figure B2, we again see the effects of the relaxed investment opportunity set of Sec-
tion BA under centralization. In this example, consider the deviant strategy 7, of the as-
set class 7 (the case for the strategy 6, of the asset class 6 is similar). Recall the long-

I )\2
short opportunity cost under centralization is %Wg;"(l—f;;/) for the deviant strategy pairs

(0',7") € S_(oy,m). When the deviant strategy is 7/ = 7y, if its mean return s, is low,
Manager C' can take small long or even short positions in 71, to finance large positions in
strategies in the asset class 6. So, as p,, decreases, the long-short opportunity cost for Man-
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0.24

0.125

Deviant strategy mean py,

0.01

0.01 0.05 0.09

Private costs ¢

Principal's value function comparison
[l 'Cen' better [[] 'Cen’ better, as no 'Dec' contract exists

[l 'Dec' better [[] 'Dec' better, as no 'Cen' contract exists

[ No contract for both 'Cen' and 'Dec'

Figure 3.2: Comparing the Principal’s value function under centralization versus decentralization:
deviant strategy mean return p, versus private costs c.

ager C' increases, making centralized delegation unfavorable. In contrast, this opportunity
cost does not exist in decentralization. Furthermore, recall that Manager B is responsible
for managing asset class 7. As p, decreases, the expected performance fee payoff yppi-,
for Manager B when he deviates from the compliant strategy 7y to the deviant strategy
71, also decreases, and thereby making deviation less profitable for him. Thus when this
happens, the performance fees for Manager B could reach that of the first best result, and
thereby making decentralization favorable. However, we note that as p,, increases and as it
approaches the mean return p,, = p of the compliant strategy 7y, the payoff in performance
fees for Manager B to be compliant and deviant become similar. However, Manager B still
needs to incur a private cost ¢ to implement the Principal’s desired strategy; in such a case
when the net benefit for being compliant rather than deviant is small, while Manager B still
needs to incur private costs ¢, Manager B will for sure deviate. As a result, a decentralized
contract for implementing the Principal’s desired strategy pair (fy, 711) could fail to exist, as
Manager B will for sure deviate. This observation here will motivate our discussion of the
dynamic model in Section B.
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0.9

o

Correlation of compliant pair pg,, -,

0.1 0.35 0.6

Strategy volatility o

Principal's value function comparison
[ 'Cen' better [[] 'Cen' better, as no 'Dec' contract exists

[l 'Dec' better [[] 'Dec' better, as no 'Cen' contract exists

[ No contract for both 'Cen’ and 'Dec'

Figure 3.3: Comparing the Principal’s value function under centralization versus decentralization:
compliant strategy pair correlation pg, -, versus strategy volatility o.

In Figure B33, we see the effects of strategy volatility o and the correlation pg,, -, of the
compliant pair on the contracting environment. For low correlations, as volatility o increases,
it will favor centralization because of the optimal risk sharing effect as discussed even in the
first best setup of Proposition B43. As already discussed in Figure BT, high correlation
Poy.ry Of the compliant strategy pair will increase the contract volatility for Manager C'
Here, volatility also brings about another perspective on this long-short opportunity cost.
As volatility o decreases across all strategies, Manager C' will care even more about the mean
difference between the deviant strategy pairs, and thus place more extreme long and short
positions. This increases the opportunity cost for Manager C' to be compliant, and thereby
making centralization unfavorable.

In Figure B34, we study the effects of the Principal risk aversion np and the Managers’ risk
aversion 7y on the contracting environment. As discussed in Section B, in centralization
when Manager C' becomes less risk averse, he will more extreme long-short profits in the
deviant strategy pairs, and it will become ever more costly for Principal to induce Manager
C to be compliant. In decentralization, thanks to Assumption BZ32 that volatilities are
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Manager risk aversion

1 5 10

Principal risk aversion np

Principal's value function comparison
[l 'Cen' better [[] 'Cen’ better, as no 'Dec' contract exists

[ 'Dec' better [7] 'Dec' better, as no 'Cen' contract exists

1 No contract for both 'Cen’ and 'Dec'

Figure 3.4: Comparing the Principal’s value function under centralization versus decentralization:
Principal’s risk aversion np versus Managers’ risk aversion .

identical across all strategies, Manager A and Manager B will not factor in their risk aversion
in a deviation. Note that in one extreme when Manager C' is highly risk averse while the
Principal is relatively less risk averse, centralization will be favored.

3.6 Dynamic Model

Motivation

In Section BA, we discussed the various effects of moral hazard on static centralized delegation
and decentralized delegation under second best. However, in spite of our discussions, there
is however one distinct important case where decentralized delegation is particularly fragile
compared to centralization.
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Failure of static decentralized delegation

Suppose the strategy returns within the asset class # and 7 have similar mean returns. That
is, suppose Aug ~ 0 and Ap, =~ 0. To fix ideas on when this is possible, recall again the
motivating example discussed in Footnote B of the Introduction. Here, we can be more
concrete with that example. Recalling the centralized delegation incentive compatibility
constraint (B5), in this case when the mean strategy returns within each asset class are
similar, a contract to induce the centralized Manager C' to take the Principal’s desired
strategy pair (fy, ) over other deviant strategy pairs will exist. Indeed in this case when
Apg ~ 0 and Ap, =~ 0, the opportunity cost for foregone long-short trading profits are
actually reduced, and thereby making centralized delegation even more attractive. However,
in this case the incentive compatibility constraints (B558) for Manager A and Manager B,
respectively, in decentralized delegation are,

0>c— (1 —myalpg~c and 02 c—rmypAu, =~ c.

The condition 0 2 ¢ is clearly impossible to satisfy unless the private costs are trivially small,
¢ ~ 0. For Manger A, the difference in mean returns, Apuy, between the compliant strategy
0y and the deviant strategy 6, represents the benefit to Manager A for compliance in terms of
higher expected performance fees. And when when Ay = 0, the benefit for being compliant
is small while Manager A still needs to incur a private cost c. In this situation, it is impossible
for the Principal to incentivize Manager A to implement the Principal’s desired strategy 0y,
as Manager A will surely deviate. Similar observations hold for Manager B with respect
to his asset class 7. Economically, this is because neither of the decentralized Managers
are affected by the strategies’ correlations when considering a deviation. Indeed, in a static
decentralization, only the Principal reaps the diversification benefits via the strategies’ return
correlation.

This issue hints at a severe loss of efficiency for the decentralized delegation form. Here,
we have a setup whereby the decentralized Managers cannot be motivated and coordinated
to take on the compliant strategy pair for the Principal. An obvious and correct response
to this is to simply declare that for these asset classes with such mean return properties,
centralized delegation is by default better than decentralized delegation. However, this is a
rather unsatisfying response, and it is of interest to study mechanisms whereby we can still
correctly incentivize Managers in decentralized delegation.

Remark 3.6.1. When dynamics are available, a conceivable natural solution to this problem
is through the use of benchmarks to ensure that Managers had indeed implemented the desired
strategy. Indeed, pan Binsbergen et all (Z008) have argued that a carefully designed benchmark
can be used to align the incentives of multiple decentralized delegated portfolio managers. ™
However, the use of benchmarks is problematic in light of the discussion of [Admati and Pfier
derert (1997), who argue that benchmarks are not useful in providing incentives to Managers,

18 One should note, however, van Binsbergen et al] (2008) is not a model of moral hazard. And thus,
what they call as “aligning incentives” is really simply better risk sharing in a first best case.
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and also echoed in the discussion earlier in Section [Z3, allowing the Managers to access the
financial markets could allow them to modify the effects of the contract. And most impor-
tantly, from an empirical perspective, direct benchmarked compensation contracts are simply
not prevalent in hedge funds and private equity type investments whereby the contracts are
usually based on the raw returns of the managed assets; see [Getmansky, Lee, and Ld (2015)
for a recent review. [Heinkel and Stoughton (1994) also consider a dynamic two-period dele-
gated portfolio management problem with linear contracts to incentivize managers to acquire
information; however, the authors critically assume the managers are risk neutral, and hence
1s silent to our interemporal income hedging motive of the Managers that we emphasize as a
key economic channel, in both centralized and decentralized delegation.

Furthermore, from a contracting theory perspective, this problem has two obvious candi-
date solutions even in a static setup. The first one is via a team based contracting scheme ™
where the two decentralized Managers take on disjoint actions but their compensation is from
a common source; for instance, consider when Manager A’s and Manager B’s compensations
are dependent not on their own fund returns but actually on the Principal’s terminal wealth.
The second one is via a tournament contracting scheme ™ where Manager A’s compensation
depends on not only his own fund performance but also that of Manager B, and vice-versa.
However, neither the first type nor the second type of compensation are observed in practice.
The current practice remains that a fund’s compensation is only dependent its own return
performance. &

In all, a direct expansion of the static contracting space will not solve the problem of
coordinating decentralized Managers return strateqy dependence in the presence of moral
hazard.

Joint incentivization via reinvestments

The use of reinvestments in a dynamic model is a potential mechanism to induce the correct
incentivization in decentralized delegation. Suppose the Principal commits to contracting
with the Managers for one additional period. For each asset class, strategies chosen by
Managers have a committed long term effect: once strategies (¢, 7) have been chosen and
committed to at the beginning of the contract, the same set of strategies will be executed in
both the first period and in the subsequent period.

It should be strongly emphasized that by contracting for another period, we are not re-
lying on the arguments of repeated interactions as in the repeated dynamic principal-agent

19Gee Marschak (1955) and Marschak and Radner (1972).

20See Nalebuff and StiglitZ (T983) and more recently for an explicit example in portfolio delegation and
competition for fund flows, Basak and Makarou (P20014).

21Tt is beyond the scope of the paper to study why is it that the current practice does not incorporate
these alternative compensation schemes as suggested by contracting theory. However, this author speculates
that these team based and tournament based compensation schemes strongly depend on all agents in the
game to know of other agents’ existence and characteristics. This condition could be difficult to execute in
practice.
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literature. 2 The strategy choice is long term so the Principal need not perform statistical
inference over time to learn the true action taking by the Managers and thereby punish or
reward accordingly in subsequent periods. Moreover, the key mechanism that we require is
the path dependence of Principal’s wealth on the Managers’ long term compensation. In
decentralization, once we allow for a subsequent period of contracting, the more wealth the
Principal has at the end of the initial period, the more wealth the Principal can allocate to
both Managers for investing in the subsequent period. Thus, the next period compensation
for the multiple Managers would heavily depend on the Principal’s wealth level from the
previous period. Thus, this path dependence in next period compensation would induce a
hedging motive for the multiple Managers in the initial period. In particular, this hedg-
ing motive comes from the intertemporal covariance between a particular Manager’s future
wealth and the Principal’s wealth, of which this compounds in all Managers’ strategy pair
correlations. Through this mechanism, the decentralized Managers will become concerned
about the correlation of strategies amongst each other when considering a deviation.

Additional assumptions in dynamics

The economic setup of the dynamic model is essentially identical to that of the static model
in Section B33, but we will need a few adjustments to account for the temporal nature of the
dynamic problem. The individuals in this economy are still equivalent to before. Instead of
contracting for just periods t = 0, 1, the contracting period is now extended to ¢t =0, 1, 2.

The asset class § with investment strategies {6y, 0y} now has per-period-returns Ry, for
t = 1,2; and likewise, the asset class 7 with strategies {7, 7y} now has per-period-returns
R;; for t = 1,2. We should note that this is not a dynamic nor repeated moral hazard
model in the usual principal-agent literature. In particular, the Managers could not make
private choices on the strategies 6, 7 in both periods ¢t = 0 and ¢ = 1. Rather, this is a model
where the Managers commit to a particular strategy at ¢ = 0 but simply contracts with the
Principal for two periods.

In what follows, we will denote [E; as the time ¢ conditional expectation, Var; as the
time ¢ conditional variance, Cov; as the time t conditional variance, and Corr; as the time ¢
conditional correlation, for t = 0, 1.

We will make two assumptions.

Assumption 3.6.2. Let Ry and R.; be the period t = 1,2 returns of investment strategies
0, 7. We assume the time t = 1 returns of all investment strategies are independent of their
t = 2 counterparts.

Assumption 3.6.3. Assume Assumption B03. Furthermore assume the following.

(i) The conditional means of all strategies are equivalent across time; that is, j1g = E[Rp 441
and pir = Ey[R;41] fort =0, 1.

22 Say, for instance, Mailath and Samuelson (2006).

, LML
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(ii) The conditional volatility of all strategies are equivalent across time; that is, 0 < o* =
Var,(Rg11) = Vary (R, 41) for all strategies 6,7 and all time t = 0, 1.

(111) The conditional correlations of strategy pairs are equivalent across time; that is, pg, =
Corri(Rp 11, Rriy1) for all strategies 0,7 and all time t =0, 1.

As we begin to discuss dynamic portfolio choice and dynamic contracting, it becomes
quite clear the fashion in which state variables statistically relate to each other across time
are critically important. Assumption B62 immediately rules out stochastic and time vary-
ing means, volatility and correlation between investment strategies, which is admittedly the
strongest assumption above. While we do impose the assumption of independent distribu-
tions across time, we do not need to impose identical distributions. In particular, it is not
difficult to actually extend our current model to allow non-identical (but independent) dis-
tributions across time. But allowing some moments (i.e. Assumption BG3) to be equivalent
across time, makes some of the discussion easier, and can be extended to be more general
case at the cost of some loss of tractability.

Dynamic Decentralized Delegation

In all, the optimization problem for decentralized delegation is as follows. Please see Fig-
ure B for the time line.

Principal makes
t =0, 1 portfolio weight choices: Managers A, B make Principal gets
(i) 1 — m € R to Manager A; and investment strategy aggregated wealth

.. 9,7) 0,7
(ii) m to Manager B choices 0 and 7 I/VI(;_’1 = wm)

Principal offers contracts Managers accepts Principal receives returns
T4, (Yao,ya1) € R,[0,1]% to Manager A, and or rejects moR;1 + (1 — 7o) Ro.1;
x5, (Ypo,yp1) € R x [0,1]? to Manager B the contract pays (1 — mp)yaoRe1 to Manager A, and
fort=0,1 pays moyp,oR-1 to Manager B

(=1

| | |
\ T \
Principal reinvests Principal receives Manager A receives
wg’f)(l — ) to Manager A wg’f)(l +mBeo+ (1 —m)Res); —c(0) +xa+ 11;52’? + u;g’f)(l — m1)ya1Roz;
wg‘f)m to Manager B pays wg'f)( 1 —m)ya1Re2 to Manager A, and l\rlanag%;T)B rcc(cgiza)cs
pays w(g”f)myB,lRﬂ to Manager B —o(r) +op + Wy +wpy Mmypi Ll

t=1 t=2

Figure 3.1: Dynamic decentralized delegation time line.
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0,7 P 0,71

sup sup —x4 —Tp+ EO[WI(D;’ W] _ %Varo(Wl(D;’ ), (DynDec)
T, zBER, 7,71

YA,0,94,1€[0,1],

yB,0,YB,1€[0,1]

subject to,

Wz(af)iT) =1+ (1 —=m)Ro1 + moRr1 — (moyBoRr1 + (1 — mo)yaoRe), (3.6.1a)
ng?éT) = Wz(a?iﬂ 14+ (1 —m)Rpa+ mRr2— (1 —m)ya1Reo + myp1R:2)], (3.6.1b)
W,Exe,iT) = (1 —mo)yaoRo, (3.6.1¢)
Wy =W + WED (1= m)yanReo, (3.6.1d)
Wi = moypoRn1, (3.6.1¢)
Wg;) = WBQ1T + W5 Pl Dy Rea, (3.6.1f)

0 < a4 —c+E[Winm] - 7\/aur o(W )y, (3.6.1g)

0 < ap—c+Eg[WHm™) - n—MVarg(W f.mia)y (3.6.1h)

Oy = Argmax 4 - c(8') + ]EO[W(Q gl —Va O(W(e Y, (3.6.11)

mH = argmax 2 — ¢(7') + Eo[Wg} O _ n;/IVaro(W oy, (3.6.1j)
See also Remark B763 for notes on the slight differences between the economic setup here
of the dynamic model and that of the static model in Section B=3.

In the decentralized objective function of the Principal in (DynDed), the Principal needs
to choose the optimal fixed fees x4, x5 and the ¢ = 0 and ¢ = 1 performance fees y4,y4,1 and
YB.0,YB,1, respectively for Manager A and B, and the portfolio weights 7, 71 for Manager
B. After Manager A and Manager B are paid their performance fees ya0,yp0 at t = 1,
we assume for simplicity that neither Manager will reinvest their collected fees. The budget
constraints for the Principal are (B61a), (B561H), and the budget constraints for Manager
A and B are respectively (B61d), (B61d) and (BG1d), (B61). Given that both Manager
A and Manager B are initially endowed with zero amount of wealth, (B-6-1g)) and (B-61H)
are their individual rationality constraints. Likewise, (B61) and (B:6-1]) are their respective
incentive compatibility constraints for the Principal to induce the two Managers to take on
the Principal’s strict preferred (fy, 7y) investment strategy pair.

Remark 3.6.4. Let’s clarify some of the notations and the interpretations of the timing.

o This is a model of commitment and thus the Principal commits to both Manager A and
Manager B on his current and future portfolio and performance fee policies.

o To be clear on the returns notation, we write Ryy to be the net return fromt = 0 to
t =1 for strategy 0, and Rgo to be the net return from t = 1 to t = 2. Analogous
comments apply for strategy T with net returns notation R, ;.
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o We should discuss the notation of the portfolio and performance fee policies. Att =0,
the Principal will allocate 1 — o of his initial wealth to Manager A, and wy to Manager
B. The Principal will also att = 0 promise performance fees yao and ypo to Manager
A and Manager B, respectively, at t = 1. Thus for instance, the total performance fee
payoff for Manager A att =1 for implementing strategy 0 is (1 —mo)yaoRe1. We will
call my to be the t = 0 portfolio policy, and yao be the t = 0 performance fee policy to
Manager A, even though the performance fees are actually paid att = 1. We keep this
timing convention notation because the randomness in the returns are indeed realized
at t = 1. Thus, the portfolio and performance policy must be known in advanced,
at t = 0, in order for the model to be nontrivial. Hence, we refer to policies at the
time of decision, and not at the time of payment. Likewise, we will call 1 — wy be the

=1 portfolio policy to Manager A and ya; be thet =1 performance fee policy, even
thoug]h the actual performance fee payoff to Manager A is at t = 2 for the quantity
wp1 (1 —m)ya1Reo. Analogous comments apply for Manager B.

Remark 3.6.5. While the economic setup in the dynamic model is largely identical to that
of the static model setup in Section BE3, there are two minor differences that are worth
noting. Firstly, we have assumed that the fized fees x4, xp to Manager A and Manager B,
respectively, are a lump sum figure and only paid at the contract terminal date t = 2. That
is, only performance fees are paid att =1 and t = 2. This is largely to simplify the analysis.
Secondly, the private costs ¢(0) and c¢(7) are — akin to the fized fees — are now paid att = 2.
Thus, even though the Managers commit to their investment strategy choice at t = 0, the
costs are only incurred at t = 2. This, again, is largely to simplify the problem. Alternatively,
we may think of the private cost not as a wealth cost but as a utility cost incurred att = 0.

Finally, in light of the modifications of the timing of the fixed fees and private costs as
discussed above, as (pposed to the static model of Section B3, we slightly reinterpret the
budget constraints W, the individual k at time t. Whereas the wealths in the static model
are inclusive of the pmvate costs and the fized fees, in the dynamic model we interpret the
wealths are exclusive of the private costs and the fixed fees. This largely is done to simplify
the notations.

Remark 3.6.6. We discuss the analogous dynamic centralized delegation model in Sec-
tion [IB. As the core motivation for introducing a dynamic model is to fix an issue specific
to decentralized delegation in the static model, we will thus keep the main discussion of a
dynamic model to decentralized delegation.

3.7 First Best in Dynamics

Dynamic Decentralized Delegation in First Best

Let us begin by considering the first best setup, whereby the Principal can directly observe
and contract on the private investment strategy choices of the Managers.
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Proposition 3.7.1. Consider the first best dynamic decentralized delegation problem; so con-
sider (DynDed) without the incentive compatibility constraints (BB61) and (B6-13). Recall
that the Principal wants to implement strategy pair (Ou, Ta).

(a) For any portfolio and performance fee policies (7o, T1,Ya.0,YA1,YB0,YB1), the optimal
fized fees for Manager A and Manager B, are, respectively,

B = € — Bo[WEE™] + %MVaro(W/g?ng)),
5 ) = ¢~ BoWi5 ™) + %MV&TO(W%’TH)).
(b) Thet =1 optimal policies are given as follows.

(i) The optimal t = 1 portfolio to allocate to Manager B is independent of fees and
wealth effects,

(ii) The optimal t = 1 performance fee policies chosen by the Principal to compensate
Managers A and B are equivalent, and they are,

ghB — giB e (1 + poy,m)
1 = YB1 .
’ ' nP(1+p9H,TH)+77M

(¢) Thet =0 optimal policies are given as follows.

(i) The optimal t = 0 portfolio to allocate to Manager B is again independent of fees
and wealth effects,

(i) The optimal t =0 (interior solution) performance fee policies chosen by the Prin-

cipal to compensate Manager A are, &
AN
~FB __ yA,O
Yao0 = =p s
Yao

23 We use “N” for numerator and “D” for denominator.
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provided that §4§ € (0,1), and where,

Tio = 20p(L+ poy g )2 [1p0° (1 + Pogymg) — 214°)
+ npm (1 + Poy ) [ — 81> + 1p 0 (1 + Pogy.mg) X
(44 15 = poymy + 13+ poy )] + 1100 (14 poymy)?
+ 7 [ — 4+ 1 (2 + (5 + At — Py ) (L + Py g )0
+ ot (14 PeH,TH)Z] ;

~D

Jho =0 202 (1 + poy,m)” + 213y

+ T]Mnlg(l + peHaTH)2[6 + /“L<2 - 2p0H77—H + /“L<3 + pQH,TH)) + 02(1 + IOGHuTH)]

+ TIPTh%/[(l + IOGH,TH)[6 + 4M2 =+ 2:“’(1 - p9H,TH) + (1 + p9H77H>0-2] :

The performance fees to compensate Manager B are identical, §5'5 = 745

Observing Proposition BZZ1l, under the Principal’s desired pair (fy, ), and recalling
Assumption B62 and Assumption B63, given that both strategies have equivalent means,
it is no surprise that the t = 1 portfolio policy #f® would place equal weights between
Manager A and Manager B. And indeed, the t = 1 optimal performance fees 47 and j55 for
Manager A and Manager B, respectively, are identical in form to that of the static first best
decentralized delegation problem of Proposition B42. For the ¢t = 0 policies, and again given
the return assumptions of Assumption B62 and Assumption B63, the Principal will still
place equal portfolio weights #/"? into Manager A and Manager B. Given that Manager A
and Manager B have identical risk aversion 7y and identical outside options, it is no surprise
that their ¢ = 0 performance fees g and 73 would be identical. However, even though the
portfolio policies of 7 ® and #{® are identical across time, the performance fees are not. The
t = 0 performance fees will affect the amount of wealth WI(;?{{’TH) available for reinvestment
at t = 1, and hence affecting the terminal ¢ = 2 wealths of all individuals involved; thus
the t = 0 performance fees gf;f{ and Qg% must take into account this intertemporal wealth
hedging channel, and hence why these t = 0 performance fee policies will differ from that
of the t = 1 policy (since one period later at t = 2 is the terminal contracting date). See
Section BXQ for numerical illustrations of Proposition BZTl.

3.8 Second Best in Dynamics

Now we consider the second best dynamic delegation problem in its entirety.
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Dynamic Decentralized Delegation in Second Best

Proposition 3.8.1. Consider the second best decentralized delegation problem (DynDed) in
1ts entirety.

(a) For any portfolio and performance fee (7o, m1,Ya0,Ya1,YB0,Y51), the optimal fized fees
for Manager A and Manager B have the same form as that of the first best result of

Proposition [3.7-1.

(b) Consider the t = 1 optimal policies. Suppose the t = 1 realized wealth under strategy

pair (0,7) € S is Wg?f) = wgf). Then for some constants As, \p € R:

(i) The optimal t = 1 portfolio is,

"N7>\A,)\B
A dp T

apade — L (3.8.1)

~DAaAg’
7.‘.1 As\B

where the analytical forms of the numerator and demominator can be found in
(BHR) of the Appendiz.

(ii) The optimal t = 1 performance fee to compensate Manager A is,

gNAAJ\B

Aq, g _ AL

yA,l T D As AR’ (382)
A1

where the analytical forms of the numerator and denominator can be found in
(BTHY) of the Appendiz.

(#ii) The optimal t = 1 performance fee to compensate Manager B is,

,(gN7AA7)‘B

~AaAp _ 7B

yB71 = D Aa B’ (383)
B,1

where the analytical forms of the numerator and denominator can be found in

(BTHTO) of the Appendiz.

(¢) The t = 1 continuation utilities for the Principal, Manager A and Manager B under
the strategy pair (0,7) € S are as follows. For notational simplicity, we will denote
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S 2AAAB oL pAAAB o sAAAB
T =70 Yan = Ua Y =Ygy 0. Then,

T = ™ (14 (1= (1= F)gan — Faiisaln)

— o (w1 = 71)2(L = ) + 7L = s’

— 271 (1 = 71) (1 = 9a,1) (1 — UB,1) Por,mu |
O™ = wft™ 4+ (1= m)gaawft ™ = (1 — 1), (wpy ™),
U”“H = w5 4 (1= A an ™ i, — B0 (1= )R (™),
~(0n, 0w, 0w, ™M 0w,
Ugh™ = wigh™ + igpawpy ™ p — o w0, (wph ™),
U™ = wigh™ + fimawgt ™, — DR (w2,

Note that the first two sum terms in all the continuation utility expressions above (exclud-
ing the term involving —nyo?/2) are equal to Elngg’T) for individuals k = P, A, B and
for various respective strategqy pairs (0, 7). Define also the t = 1 aggregated continuation
utility,

UAA)\B — 1(391{’TH U 9H77'H U 9H,TH)
— A4 <U(9LaTH —(—c+ UAGIiI’TH)))
W (U(GH’TL — (—c+ O )). (3.8.4)

(d) The set of optimal t = 0 policies (7 (/]\A”\B, g)ﬁ{‘o”\B, ygAd’\B) is the solution to the following
optimization problem,

Uzéf)’AB = sup  sup ]EO[U?,ﬁ’AB] — n?PVaro(EIW](D?QHvTH))
YA,0,YB,0€[0,1] ToER

—%Mvaro(ElW("H’TH’) ”—Mvaro(Elwgg”H))
~ M [—%Mvaro(w (L) | %MVaro(W (Orz,rm) )]

— AB [—nTMVarO(ng’TL)) + TI?MVaro(W](;g’TH))} . (3.8.5)

(e) The optimal constants A, Ap € R are the solution to the problem,

. AN N
inf Upy™?
! b
Ny NBER,
and at least one

of them are
nonzero



CHAPTER 3. CEN VS DEC DEL PORT MGT UNDER MORAL HAZARD 168

The analytical forms (see Section BHI) of these ¢ = 1 optimal policies all have a fractional
form, where both the numerator and denominator are separately nonlinear in the ¢ = 1
realized wealths of both compliant and deviant strategy pairs. As we explain below, this
fractional form of the optimal policies at ¢ = 1 will drive the value-at-risk (VaR) constraint
interpretation of the ¢ = 0 portfolio and performance policies.

The t = 1 portfolio and performance fee policies

Let’s begin with a discussion of the ¢ = 1 portfolio and performance fee policies (71, ya1,y5.1)-
To make the argument concrete, for any given contract, let U l(g?f’m) be the Principal’s time
t = 0,1 continuation utility under the compliant investment strategy pair (fy, 1), and let
UI(f’f) and U g’f) be the time ¢ = 0,1 continuation utilities of both Manager A and Manager
B under a general strategy pair (6,7) € S. In particular, the ¢ = 1 continuation utilities
for the Principal, Manager A and Manager B, respectively, under the compliant investment
strategy pair (fy, q) are,

U(QH,TH —F, [W(9H,TH ] Varl(W 09H7TH))7
U(QH,TH ]El[W(eHyTH = —Va 1(W (0u,m1) ),
Ugh™ = Ea[Wg5™)] — 2 Var (W ™).

As it is the case with first best, the Principal wants to design portfolio and performance
fee policies to optimally risk share at the lowest possible cost possible with Manager A and
Manager B. This implies that, on the one hand, Prmcipal wants to pick policies such that
the sum of all individuals’ continuation utilities Up, GH’TH) + UX?’TH) +U glf’m) is maximized.

However, Manager A and Manager B could have deviated at t = 0. If Manager A was
compliant and Manager B was deviant, the resulting strategy pair would be (fy,7); if
Manager A was deviant and Manager B was compliant, the resulting strategy pair would
be (0, ). Since the Principal only wants to implement (6y, 7y), there is no circumstance
where Manager A and Manager B would deviate to the pair (fy, 7). Thus, the incentive
compatibility constraints at t = 0 to implement (fy, 7y) are,

—c+ USE™ > Ugs™,
—c+UgE™ > Ui,

where, for reasonable parameters in equilibrium, both constraints will bind. Now, let
W},ef’m) = wgfﬁ’m and WPQ{"TL) = ng’TL) be the Principal’s realized wealths at ¢t = 1
under the two deviant strategy pairs (GL, mn) and (0y, 71,), respectively.

Here we argue why the Principal’s wealth can be used as an “intertemporal glue” to bridge
the payoffs of the two Managers even in the presence of moral hazard. For instance from the

24 See Uorion (2006) for a survey of the value-at-risk (VaR) literature.
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budget constraint (B61Id), for any strategy pair (0, 7), Manager A’s expected performance
fee payoff at t = 2 is wg’f)(l — m1)yYa1Rg 2. This expected payoff to Manager A depends on
Manager A’s strategy return Ryo from ¢t = 1 to ¢t = 2, the Principal’s portfolio allocation

1—m at t = 1 to Manager A, performance fees y4 1, and also on the Principal’s ¢ = 1 realized

wealth ng) = wg’{) available for reinvestment when strategy pair (6, 7) was implemented
at t = 0. However, the strategy pair choice (0, 7) at ¢t = 0 by the Managers is private, and
the Principal only wants to implement the strategy pair (6y, 7). Thus, the t = 1 portfolio
policy m and the performance fee (ya1,yp1) policy chosen by the Principal — which are
committed to at ¢ = 0 — must induce Manager A to prefer implementing strategy 6y over
01, regardless of what strategy 7 € {my, 7.} Manager B takes. Analogous remarks apply for
incentivizing Manager B. Assigning Lagrange multipliers A4, Agp € R\ {0} to the equality
binding constraints, the Principal’s t = 1 optimization problem will thus be maximizing the
t =1 policies (m1,ya1,yp 1) over, &

— A4 <U1519,IIJL) - (—C+ U,E19,I1{7TH))> — AB (U](;If’m) _ (—C—{— Ul(gﬁtfll,m))> .

We optimize the ¢ = 1 policies to get (ﬁ{\A’/\B,gjx‘l’)‘B,gjj\;‘f’\B ) as per (B=X), (BXH) and
(B83). The t = 1 portfolio and performance fee policies (7?{\“’/\37192?1’@,?32?1”\3 ) will be

W(GHJH) _ (0,

contingent on the realized wealths Wp "™ = wp ) of the compliant strategy pair (6w, Tn),

and also the realized wealths WI(D?{"TL) = wgﬁ’m) (when Manager B deviates) and W](g?lL )

wgfi’m) (when Manager A deviates). The resulting optimized ¢t = 1 aggregated continuation

utility is U ]’;ﬁ’AB as per (B8d). To ensure that both Manager A and Manager B would be
compliant in equilibrium, the Principal must compensate both Manager A and Manager B for
the difference in the mean and volatility in their performance fee payoffs under the compliant
strategy pair (fy, i) versus that of the deviant strategy pairs (¢, 7). This effect is intuitively
quite similar to the opportunity cost effect of foregone alternative wealth realizations as per
second best static centralization of Proposition Bz51. The Lagrange multipliers A4, Ap give
the appropriate scaling of said compensation difference.

. e AAAAB AaAB AAAN : -
Moreover, the optimal policies (77477, g,y "?, 9547 ) will take on a fractional form, where
, 1 H¥a1 HYBa ;
. . . . . Ou,
the numerator and denominator are nonlinear in the Principal’s ¢ = 1 realized wealth w;‘f ™)

under the compliant strategy pair, and are also nonlinear in the wealths wﬁfﬁl’“) and wgﬁ’m)

that are realized under the deviant strategy pairs (6, .) and (6r, ), réspectively. The
fractional forms are inherent from the mean-variance preferences of all individuals involved.
Even from the classical Markowit7 (I952) mean-variance formulation, it is immediate that the
optimal portfolio policy there would follow a fractional form, where the numerator involves
the mean returns of securities, and the denominator involves the volatilities of the securities

25 See Section BA for the dynamic programming principle specific to mean-variance preferences so that
the optimal policies are time consistent.
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and the initial wealth of an investor. A similar effect is at play here. To Manager A, for
instance, wgffm)( 1— ﬁf‘A”\B)yjzf‘l”\B is precisely the amount of after performance fees wealth
that the Principal allocates to Manager A, and multiplying this term out, we can see that
the numerator of this expression involves the risk-adjusted mean payoffs to the Principal,
Manager A and Manager B under the wealths of the compliant strategy pair and wealths of
the deviant strategy pairs, and the denominator involves the volatility of such payoffs and
also the correlations with respect to the return strategies.

One should note that in the first best case of Proposition BZ71l, when no moral hazard
is present and so A4, A\p = 0, the optimal t = 1 portfolio and performance fee policies have

the simple form,

(#FB gFB gFB) _ (1 n(1 + pow,ru) n(1 + poy.my) )
1 »J1,A»J1 9 ; .
S 2" 01+ poy,me) + v ML+ poy,me) + 1M

Under first best, the only motive for the Principal is to optimally risk share and indeed,
the Principal would invest equally into both Manager A and Manager B, and the resulting
performance fees are simply a re-weighting of their respective risk aversions by the correlation
of the compliant strategy pair. In particular, in first best, no wealth effects are involved in
the t = 1 optimal policies, whereas in second best, the wealth effects driven by strategy pair
deviations are distinctly present.

The t = 0 portfolio and performance fee policies

We now need to determine the ¢ = 0 portfolio and performance fee policies (7o, Y40, YB0)- At
this point, at least from a mechanical perspective, it is apparent why the full joint distribution
of compliant and deviant return strategies (Rgy,1, Ry 1, Ro 1, R 1) will be needed. The
t = 1 optimal policies are a fractional form of the ¢ = 1 wealths under compliant and deviant
strategies of the Principal, which in turn depends on the ¢t = 0 policies (79, Y40, Y5,0). Given
that we are using a mean-variance framework, it implies that we need to compute the t =0
expectation and variance of ¢ = 1 fractional form random variables to arrive at the ¢t = 0
optimal policies. Given that ratios of expectations are not the same as expectations of ratios,
% we will need the full joint distribution of the strategies’ returns to compute such moments.
The above summarizes the technical reason for why full joint distributions of the returns are
needed, beyond the first and second moments. But the economic reason is most interesting.

Economically, moral hazard implies a value-at-risk (VaR) type constraint on the ¢ = 0
portfolio and performance fee policies (mo,ya0,y50). By the principle of dynamic pro-
gramming for mean-variance preferences (see Section BZAl), the Principal’s ¢ = 0 poli-
cies (mo,Y4,0,YB,0) is the solution to the problem (B=3H). Firstly, the ¢ = 0 policies will
have an intertemporal hedging effect on the individuals’ ¢ = 2 terminal wealth volatil-
ity under the compliant strategy pair (0y, ) and these are to be minimized, as seen in

%’Varo(]Elwl(Jg{’TH)) + UQMVarO(]Elwgg’TH)) + ﬂ%\/aro(Elwgg’TH)). In these t = 0 variance
26 Simply put, E[X/Y] # E[X]/E[Y], and Var(X/Y) # Var(X)/Var(Y).
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computations, the “intertemporal glue” effect of the Principal’s wealth become apparent;
these ¢ = 0 variance computations will involve the ¢ = 1 optimal policies, which then af-

fect the wealths ™ ng?f’TH) under the compliant strategy pair, and the wealths ng?f’m)

and W QL’ ™) under the deviant strategy pairs. That is, the Principal’s wealths (both un-
der Comphant and deviant strategy pairs) enters into the covariance term of Manager A’s
and Manager B’s wealths, and thereby through this “intertemporal glue”, Manager A’s and
Manager B’s terminal wealth volatility are connected to each other. This effect is starkly
absent in static decentralization. Secondly, there is a direct intertemporal hedging effect
from ¢ = 0 policies that Manager A and Manager B’s t = 2 terminal wealth volatilities
under the compliant strategy pair (6y, 7q) is weakly lower than that of the deviant strategy
pairs; this is reflected in the condition A4(—%Var, (W(GL Y 4 "TMVaro(W(eH ™)) for Man-

ager A, and Ag(—"2tVary(Wy GH’TL)) m Varo(W n.m))) for Manager B. Thirdly and finally,

the t = 0 policies must ensure that the continuation utility Eo| PO’)‘B | is maximized. These

three points places not only restrictions on the types of ¢ = 0 portfolios and performance fees
the Principal can offer, but also these are also intimately linked with the return distribution
— not just moments — of the compliant and deviant strategies.

Illustration of VaR constraints effects due to moral hazard

As we can see from Figures B, B2, B33 and B2 (and see also its caption descriptions),
whether a high or low realization in the wealths (wglf’m) wgﬁ’m)) of deviant strategy pairs
at t = 1 makes a substantial difference in the t = 1 optimal policies. Effectively, if an
extremely low realization of wealths under deviant strategy pairs are realized, to maintain
incentive compatibility for those affected Managers, the Principal must redirect further ex-
treme wealth allocations and performance fees to ensure that the terminal wealths between
the continuation utilities under compliant strategy pair and the continuation utilities under
deviant strategy pairs are equal. In contrast, when positive shocks are realize