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Abstract

There exists strong empirical evidence that all inflation rates, in-
terest rates, market price of risk, and return volatilities of assets are
stochastic and predictable, which is now a stylized fact. However,
to the best of our knowledge, existing models providing solutions to
consumption—investment problems do not consider all of the afore-
mentioned stochastic processes, leading to substantially different re-
sults depending on the model structure. We consider a consumption—
investment problem for a long-term investor with constant relative risk
aversion utility, under a quadratic security market model, in which
all of the above-mentioned processes are stochastic and predictable.
We solve a nonhomogeneous linear partial differential equation for the
indirect utility function, and derive a semi-analytical solution. This
study obtains the optimal portfolio decomposed into the sum of my-
opic demand, intertemporal hedging demand, and “inflation hedging
demand,” and presents that all three types of demand are nonlinear
functions of the state vector. The results highlight that the timing
aspect is more important than our assumption.

1 Introduction

In this study, we consider a dynamic consumption and investment prob-
lem for a long-term investor with constant relative risk aversion (CRRA)
utility. There is strong empirical evidence that all inflation rates, interest
rates, market price of risk, and return volatilities of assets are stochastic
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and predictable,! which is now a stylized fact. In order to incorporate this
fact into security market model, a state vector process is required. Then,
the investment opportunity set becomes stochastic owing to the variation
in the state vector. Merton [28] constitutes the framework for a dynamic
consumption—investment problem with the stochastic investment opportu-
nity set and presents that the optimal portfolio is the sum of myopic demand
which is the optimal portfolio for short-term investors, and intertemporal
hedging demand specific to long-term investors. Myopic demand does not
consider the risk of changes in indirect utility due to changes in state pro-
cesses and pursues the rewards of investing in risky assets in a myopic man-
ner. In contrast, intertemporal hedging demand insures against the risk
of changes in indirect utility. Brennan and Xia [10] then solve a dynamic
consumption—investment problem, taking into account the presence of infla-
tion risk, and clarify that the optimal portfolio is decomposed into the sum
of the above-mentioned two types of demand and inflation-related demand,
which insures against inflation risk. In this paper, we refer to inflation-
related demand as ‘inflation hedging demand.” We also refer to the optimal
portfolio for long-term investors as strategic asset allocation, following the
designation of Brennan, Schwartz, and Lagnado [7].

As all the above-mentioned three types of demand in the optimal portfo-
lio generally depend on the stochastic state vector process, the strategic asset
allocation emphasizes the importance of the timing aspect. The question is
the magnitude of the timing effect. Its importance is hardly recognized
in asset management practice. An empirical study by Brinson, Hood, and
Beebower [11], which is well known in practitioner circles, analyzes 1974—
1983 performance of 91 US pension funds and shows that the timing effect
contributes little to returns. Most practitioners seem to recognize that the
timing effect is either not large or, even if large, difficult to achieve. It is
not surprising that they perceive it that way, because even in academic cir-
cles, there is a difference of opinion on the magnitude of the timing effect.
Brennan et al. [7] and Campbell and Viceira [16], Brandt [5], and Ang and
Bekaert [1] consider the optimal portfolio decomposed into myopic demand
and intertemporal hedging demand, and test whether the magnitude of the
timing effect on intertemporal hedging demand is significant. It is estimated
to be large by Brennan et al. [7] and Campbell and Viceira [16], whereas,
according to Brandt [5] and Ang and Bekaert [1], it is small. Further, Sangv-
inatsos and Wachter [30] analyze the optimal portfolio decomposed into the
above-mentioned three types of demand and present that the magnitude of

Tt is evident that interest rates are stochastic and mean-reverting. Campbell [12],
Campbell and Shiller [15], Fama and French [22], Poterba and Summers [29], and Ho-
drick [23] present that risk premiums of stocks are stochastic and mean-reverting, and
Bollerslev, Chou, and Kroner [4], Campbell, Lo, and MacKinlay [14], Campbell, Lettau,
Malkiel, and Xu [13] show that return volatilities of stocks are stochastic and mean-
reverting.



the timing effect on the inflation hedging demand is large.

The dynamic consumption—investment problem in the framework of Mer-
ton [28] can be attributed to the problem of solving the second-order linear
partial differential equation (PDE), which is derived from the Hamilton—
Yacobi-Bellman (HJB) equation, for the indirect utility function. A nonho-
mogeneous term appears in the PDE when the utility is the standard CRRA
utility, making it difficult to derive an analytical solution.? Incorporating all
of the above-mentioned stochastic processes in security markets increases the
complexity of the model and the difficulty of deriving analytical solutions.
Therefore, in prior studies, a security market model that incorporates only
some of the above-mentioned stochastic processes, is assumed, resulting in
different empirical results depending on the structure of the model. In many
cases, empirical analyses are based on numerical and approximate analytical
solutions rather than analytical solutions, and it cannot be denied that the
accuracy of numerical and approximate analytical solutions may also affect
the results.

Hence, it is desirable to derive analytical solutions for consumption—
investment problem under a security market model that incorporates all of
the above-mentioned stochastic processes in the security markets and that
can be estimated with high accuracy. This study aims to derive such a
solution, with all of the above-mentioned stylized facts incorporated into a
security market model. Note that, if we can derive an analytical solution
for consumption—investment problem, it will also contribute to the practical
application of asset management.

The main previous studies on the derivation of analytical solutions to
consumption and investment problems for long-term investors with CRRA
utility are as follows: Kim and Omberg [25], Brennan [6], Brennan and
Xia [8, 9], and Wachter [31] derive semi-analytical solutions. However, these
studies assume asset return volatilities as being constant and do not consider
inflation.

Campbell and Viceira [17], Brennan and Xia [10], Sangvinatsos and
Wachter [30], and Batbold, Kikuchi, and Kusuda [3] emphasize the impor-
tance of inflation risk for long-term investors, and consider the case of the
stochastic inflation rate. Campbell and Viceira [17] and Batbold et al. [3]
assume that only instantaneous expected inflation rate is stochastic. Camp-
bell and Viceira [17] derive a loglinear approximate analytical solution, and
Batbold et al. [3] obtain a semi-analytical solution.> Brennan and Xia [10]
and Sangvinatsos and Wachter [30] suppose that the inflation rate process
is a diffusion process, and they derive semi-analytical solutions. However,

20nly when the coefficient of relative risk aversion is one, the nonhomogeneous term
vanishes and an analytical solution can be derived, but the results of the empirical analysis
show that the coefficient of relative risk aversion exceeds one.

3Note that inflation hedging demand does not appear in their optimal portfolio choice,
because the volatility of inflation is assumed to be zero in their model.



they assume that asset return volatilities are constant.

Chacko and Viceira [19] and Liu [27] assume that asset return volatili-
ties are stochastic. Chacko and Viceira [19] derive a loglinear approximate
solution, and Liu [27] considers a highly general security market model, in
which interest rates, market price of risk, and return volatilities of assets
are stochastic, and obtain an exact solution. However, they do not consider
inflation.

In this study, we analyze the strategic asset allocation of a long-term
investor with CRRA utility under the assumption of a quadratic security
market model. A class of quadratic security market models is developed
by Leippold and Wu [26], to capture the above-mentioned stylized fact in
security markets. In our quadratic security market model, all the processes
above can be expressed as mean-reverting stochastic processes. In addition,
because it is a latent factor model, factors can be estimated objectively,
unlike in multi-factor models.

Our quadratic security market model is as follows: We adopt the canon-
ical form of the multidimensional Ornstein-Uhlenbeck process as the state
vector process (Dai and Singleton [21]) and assume that instantaneous nom-
inal risk-free rate, instantaneous dividend rate, and instantaneous expected
inflation rate are quadratic functions of the state vector and that the market
price of risk and inflation volatility are affine functions of the state vector.
We also assume that the instantaneously nominal risk-free security, default-
free bonds, default-free inflation-indexed bonds, and non-bond indices are
traded. Note that as inflation is taken into account, security markets would
be incomplete if default-free inflation-indexed bonds were not traded, and
that risk-free securities for long-term investors are default-free inflation-
indexed bonds, which is emphasized by Campbell and Viceira [17, 18].

The main results of this study are as follows. First, we derive no-
arbitrage security return processes, a generalized Fisher equation, and real
budget constraint under our quadratic model. We present that instanta-
neous real risk-free rate is a quadratic function of the state vector, and “real
market price of risk,” which is the market price of risk minus the volatility
on inflation, is an affine function of the state vector. We also show that
the real budget constraint is expressed by instantaneous real risk-free rate,
real market price of risk, investment control, which is an inner product of
security portfolio choices and their volatilities minus inflation volatility, and
consumption—wealth ratio.

Second, we focus on the solution method developed by Liu [27] and Bat-
bold et al. [3]. Liu [27] derive an exact solution, but the parameters of the
solution are presented as a solution to a system of ordinary differential equa-
tions (ODEs) including the Riccati matrix equation, and the problem of de-
riving a solution to the system of ODEs remains. Batbold et al. [3] consider
the dynamic consumption—investment problem under an affine security mar-
ket model. They derive the same type of exact solution by Liu [27], solve the



system of ODEs to parameters of the solution, and reach a semi-analytical
solution. We derive a nonhomogeneous linear PDE for indirect utility based
on the above-mentioned real budget constraint. Next, we apply the method
by Liu [27] and Batbold et al. [3], and derive a semi-analytical solution.
Finally, we obtain the optimal portfolio decomposed into the sum of myopic
demand, intertemporal hedging demand, and inflation hedging demand, as
shown by Brennan and Xia [10] and Sangvinatsos and Wachter [30]. In their
optimal portfolio, intertemporal hedging demand is a nonlinear function of
the state vector, but both types of myopic demand and inflation hedging de-
mand are affine functions because the volatilities of securities are constant in
their models. In our optimal portfolio, not only intertemporal demand but
also the aforementioned two types of demand are nonlinear functions of the
state vector mainly because the inverse matrix of volatilities is a nonlinear
function of the state vector. The fact that the optimal portfolio is a nonlin-
ear function of the state vector suggests that achieving the timing effect is
not as simple as rebalancing the portfolio weight of a single risky security or
a single index based on the business cycle. Conversely, this implies that the
timing effect cannot be achieved without dynamically rebalancing the port-
folio weights among risky securities in response to various phases created by
the variation of the state vector process. As we obtain a semi-analytical for-
mula for optimal portfolio, we can implement the above-mentioned complex
portfolio rebalancing to achieve the timing effect as long as we can precisely
estimate the parameters and the latent state vector process of our quadratic
security market model.

The rest of this paper is organized as follows. In Section 2, we explain the
quadratic security market model and real budget constraint. In Section 3,
we introduce the investor’s consumption—investment problem, derive a semi-
analytical solution to this problem, and present the optimal consumption
and portfolio choice. In Section 4, we summarize this study and address the
remaining issues.

2 Quadratic Security Market Model and Real Bud-
get Constraint

We first introduce the quadratic security market model and present the
stochastic differential equations (SDEs) that security’s return rate processes
satisfy under a no-arbitrage condition. Next, we derive the instantaneous
real risk-free rate, real market price of risk, and real budget constraint.

2.1 Quadratic Security Market Model

We consider frictionless US markets over time span [0,00). The investors’
common subjective probability and information structure are modeled by



a complete filtered probability space (Q,F,F,P), where F = (F)e[0,00) 8
the natural filtration generated by an IN-dimensional standard Brownian
motion B;. We indicate the expectation operator under P with E, and the
conditional expectation operator given F; with Ey.

There are markets for consumption commodity and securities at every
date t € [0,00), and the consumer price index p; is observed. The traded
securities are the instantaneously nominal risk-free security called the money
market account, a continuum of zero-coupon bonds whose maturity dates are
(t,t+7*], each of which has a one US dollar payoff at maturity, a continuum
of zero-coupon inflation-indexed bonds whose maturity dates are (t,¢+ 7],
each of which has a pp US dollar payoff at maturity T, and J types of
non-bond main indices (stock indices, REIT indices, etc.).4

At every date t, let P;, P/, P};, and S/ denote the US dollar prices
of the money market account, zero-coupon bond with maturity date T,
zero-coupon inflation-indexed bond with maturity date T', and j-th index,
respectively. Let A’ and Iy denote the transpose of A and the N x N identity
matrix.

We assume the following quadratic latent factor security market model.

Assumption 1. 1. State vector process X; satisfies the following SDE:
dXy = —KX;dt + Iy dB;, (2.1)
where K is an N x N positive lower triangular constant matriz.

2. The market price Ay of risk is an affine function of the state vector,
and the instantaneous nominal risk-free rate r; is a quadratic function
of the state vector.

A = AAX, (2.2)
1
e = po+ p/Xt + §X£,R,Xt, (23)

where A is such that K + A is regular, and R is a positive-definite
symmetric matrix.

3. The consumer price index p; satisfies

dpy

—_— = it dt + A/]tdBt7 Po = 17 (24)
bt
where iy and A, are given by
1
it = o + L/Xt + §X£IXt, (25)
A = A+ArXy, (2.6)

“In our models, defaultable bonds can be included into our security market model.
In that case, we would model defaultable bond prices based on the quadratic modeling
of intensity by Chen, Fillipovié¢, and Poor [20] to retain the consistency with our model.
However, we do not consider defaultable bonds to avoid complexity.



where T is a positive-definite symmetric matriz such that a matriz R
defined by B
R=R—-T+NA+ANAy, (2.7)

s positive-definite.

4. The dividend rate of the j-th index is given by:

. 1 1
D] = <5oj + 05X + 2X£Ath> exp <00jt + 05X+ QXQEJ‘XO ’

(2.8)
where (6oj, 95, Aj) is such that A; is a positive definite symmetric ma-
triz, and®

1 -1
boj = 55185165, (2.9)

Note that dy; + 5§-Xt + %X{Ath is the instantaneous rate of dividend.

5. Markets are complete.

2.2 No-Arbitrage Rate of Return on Securities
We define A; and 7; by

Ay = Ay —Ap, (2.10)
Ty = Ty — i+ A/[tAt, (211)

where A; is the real market price of risk.
Note that the real market price of risk is an affine function of X; and
that 7 is a quadratic function of X;:

Ay = M+ AXy, (2.12)
1 _
Ty = po+ [_)/Xt + ngRXt, (213)

where R is given by eq.(2.7), and

A= A=A, (2.14)
A = A—Ajp, (2.15)
po = pg—Lo—l-)\/I)\, (2.16)
p = p—t+ AN+ A (2.17)

Let 7 = T — t denote the time to maturity of bond P!. First, we show
no-arbitrage rate of return on securities.

Lemma 1. Under Assumption 1, if there is no-arbitrage then security return
rate processes satisfy the following:

®Conditions (2.9) ensure that dividend rates are non-negative processes.



1. The money market account:

dP,
=t —pdt, Py=1. (2.18)
Py

2. The default-free bond with time T to maturity:

T
di; = (Tt + (o(7) + E(T)Xt)lf\t) dt+(o(1)+3(1) X¢) dBy, PIT =1,
t (2.19)
where
dzji(:) = X(7)2 = (K+A)S(1)-2(7)(K+A)-R,  2(0) =0, (2.20)
P (A= S~ SN+ p). o0) =0, (221)

3. The default-free inflation-indexed bond with time T to maturity:

dPk

B = (n+ (o1(7) + s + (2 (7) +AI)Xt)’At> dt
It

/
+ (or(r) + A+ (Si(r) + ADX:) dBy, Py =pr, (222)

where
dEdIT(T) =3(7)? = (K+A)Sp(1) = Sr(1)(K+A) =R, %;(0) =0,
(2.23)
WIT) — (4 A= Sy or() — (S(DA+7). oa(0) =0,
(2.24)

4. The j-th index:

dS] + Djdt
L.t = (’l“t + (O‘j + Eth),At) dt + (O’j + Zth),dBt, (2.25)

S
where
N (K+A)S; —S5(K+A)+A; -R; =0,6 (2.26)
oj=K+A-35,)"16 —p—3;N). (2.27)
Proof. See Appendix A.1. O

SKikuchi [24] gives a sufficient condition that the unique solution to this Riccatti alge-
braic equation is positive-definite.



Remark 1. It is shown in the real budget constraint in eq.(2.29) in Lemma 2
that 7y in eq.(2.11) is the instantaneous real risk-free rate, and eq.(2.11) is
a generalized Fisher equation. Thus, (po,p,R) is the real rate version of
(po, p,R). From this we can observe that (X(7),07(7)) in egs.(2.23) and

(2.24) is the real rate version of (X(7),0(7)) in egs.(2.20) and (2.21).

Remark 2. Note that egs.(2.20) and (2.23) have the same structure as
eq.(3.26). As the analytical solution to eq. (3.26) is presented in eq.(3.34) in
Proposition 2, the analytical solutions to eqs.(2.20) and (2.23) are obtained.
In the same way, because eqs.(2.21) and (2.24) have the same structure as
eq.(3.25) and because the semi-analytical solution to eq.(3.25) is shown in
eq.(3.33), the semi-analytical solutions to egs.(2.21) and (2.24) are derived.
Note that, in this paper, we do not present these analytical solutions so that
readers can focus their attention on the derivation of analytical solutions to
the optimal consumption and investment problem.

2.3 Real Budget Constraint

Let (Pz denote the portfolio weight on the j-th index. Regarding the default-
free bond, let o;(7) and ¢} denote the densities of the portfolio weights on
the default-free bond and the default-free inflation-indexed bond with 7-
time to maturity. We assume that the functional space of the densities of
the portfolio weights on the bonds includes the set of distributions.

Let ¢; denote a consumption rate and define ¥; as:

T* J )
7 =/ {oe(T) (0 (T)+E(7) Xo) 41 (T)(01(T)+E1 (1) Xy) } dr+ Y &) (0545 X¢)—Ar.
0 ,
j=1
(2.28)

Let u; = (¢, ¥;) denote a control.

Let W, denote the real wealth process. Next, the investor’s real budget
constraint is expressed in the following lemma.

Lemma 2. Under Assumption 1 and no-arbitrage condition, given a control
ug, the budget constraint satisfies

th _ = Ct
Proof. See Appendix A.2. O

Remark 3. The return rate process on the real wealth in eq.(2.29) shows
that 7, is the instantaneous real Tisk-free rate. Note the real budget constraint
in eq.(2.29) is expressed by the instantaneous real risk-free rate, the real
market price of risk, investment control, and consumption-wealth ratio. The
real budget constraint stands for the instantaneous real rate of return on
investment. Eq.(2.29) shows that increasing the risky asset investment in



the measure of Wy increases the risk of the real rate of return on short-
term investments while the real expected excess return increases in proportion
to the real market price of risk. That is, the real market price of risk is
interpreted as the price per unit of investment risk for all investors.

3 Consumption—Investment Problem and Semi-Analytical
Solution

We first introduce the investor’s consumption—investment problem, and de-
rive the PDE for an unknown function constituting the indirect utility func-
tion from the HJB equation. Next, we derive the semi-analytical solution to
the PDE and present the optimal portfolio choice decomposed into the sum
of myopic demand, inflation hedging demand, and intertemporal hedging
demand.

3.1 Consumption—Investment Problem

Assumption 2. The investor maximizes the following CRRA utility over
a finite time horizon under budget constraint (2.29).

( i WA
Ul)=E / aefﬁtltidt +(1—a)e P 1| (3.1)
0

- L=~

where B is the subjective discount rate, and vy is the relative risk aversion
coefficient. (o, 1—a) are the weights of the intermediate utility and terminal
utility, respectively.

Let X} = (W4, X}) and let Wy > 0. We call a control satisfying budget
constraint (2.29) with initial state Xg = (Wp, X{))’ the admissible control
and denote the set of admissible controls by B(Xj).

The indirect utility function is defined by

T* i Wi
J(t,X}) = E, [/ ae P2 ds+(1—a)e PTL | vVt € [0,T].
t -y I—n
(3.2)
The investor’s consumption—investment problem and the value function
are defined by

V(XQ): sup J(O,Xo). (33)
ueB(Xo)

10



3.2 PDE for the Indirect Utility Function

The HJB equation is expressed as

" Wi (7o + WA — e\ [ Jw (¢, X¥
s e (1028 (1)

ueB(Xo
/ u U 1-
L[ (W (W (Tww (X0 dwx (@ XN sea |
Wy
st J(T,X%) = (1—a) e*"T%.
-

It is straightforward to see that the optimal control uj = (¢}, ¥;") satisfies
the following:

1 ,ﬁt -1
g = ave 7Jy7, (3.5)
Tt
v = 3.6
¢ W2 Jww (3:6)

where W/ is the optimal wealth process satisfying the budget constraint
(2.29) with the optimal control uj = (cf,¥;") and m; is given by

T = _Wt* {JWJ_\t + wa} . (3.7)

When N = 4, we consider an example of an investor investing in a 10-
year default-free bond P;(10), a 10-year default-free inflation-indexed bond
Pr(10), a market-capitalization-weighted stock index S}, and a market-
capitalization-weighted REIT index S? in addition to the money market
account. We set forth the following notation.

®4(10) (0(10) + X(10) X))
@t B I¢t1 ’ Et(Xt) B ' (Ul + EiXty (38)
@2 (02 + 22Xy

Then, eq.(2.28) leads to ¥ = X;(X;)'®; — Ap. Thus, it follows from eq.(3.6)
that optimal portfolio weights ®@; on risky securities are given by

_ d
OF = T2y (X)) TAs + tht(xt)’*l(97 log Jw + Z¢(Xe) " 'An,  (3.9)
t

where T; is a reciprocal of relative risk aversion given by

WpJ -1
T, = (—tJWW> . (3.10)
w

11



Remark 4. The optimal portfolio is decomposed into the sum of three terms,
as shown by Brennan and Xia [10] and Sangvinatsos and Wachter [30].
The first term in eq.(3.9) myopically pursues the market price of risk, which
is the reward for investing in risky assets, without considering the risk of
changes in the indirect utility owing to changes in the state process. It is
called myopic demand. The derivative in the second term is the rate of the
increase in the marginal indirect utility per unit of the increase in the state
process. Considering that the marginal indirect utility is diminishing, and
therefore an increase in the marginal indirect utility indicates a decrease in
the indirect utility, the second term can be interpreted as represenmting the
demand for insurance against the risk of changes in the indirect utility due to
changes in the state process. It is called intertemporal hedging demand.” The
third term insures the inflation risk. It is called inflation hedging demand
in this paper.

The consumption-related terms in HJB equation (3.4) are computed as

*1—ry *
* —BtCt _ G Bt x=v1 _ T o«
—c;Jw + ae g ﬁ =1 _7{(7— 1Jw + ae B o 7} =1 _VctJW.
(3.11)
The investment-related terms in HJB equation (3.4) are computed as
_ 1 W*(Q—/*)’ W*(Q—/*)/ / Jwvw  Jwx 1
* N*_ — t t t t — _
Wt JWAtWt +2 tr < In In Jxw  Jxx 7 tr [JX)(]
(3.12)

By substituting optimal control (3.5) and (3.6) into HIB equation (3.4)
and by using equations (3.11) and (3.12), the following PDE for J is ob-
tained.

T
2W 2 Tww

g

+Wt*ftJW—(K:Xt)/JX+ 1 — ’)/

1
Jt+§tr [Jxx]|— c;Jw =0. (3.13)

From the PDE above, we conjecture that the indirect utility function takes
the following form:

T (Gl X), (3.14)

where G is a function of (¢, Xy).
By inserting equations (3.5) and (3.6) and the partial derivatives of J
into PDE (3.13), we obtain the following proposition:

Proposition 1. Under Assumptions 1 and 2 and mo-arbitrage condition,
the indirect utility function, optimal consumption, and optimal investment

"This interpretation is pointed out by Wachter [31].

12
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for problem (3.3) satisfy equations (3.14), (3.15), and (3.17), respectively.
Function G(t,Xy) constituting the indirect utility function is a solution to
PDFE (3.18).

* 1 Wt*

G =ai 4, (3.15)

where

* ! = *\/ A Oé% 1 * * *
Wi = Wyexp (/0 <rs + (U As — GXo) - i(WS )'QIS> ds + (Q/s)'st> ,
(3.16)

Gx (3.17)

1-
A We.t
t 7 t+ G )
G rLGrar =0,  G(T,X7) = (1-a)

where L is a linear differential operator defined by

1 -1 - - !
LG = §tr[Gxx] + <—/CX— 77()\+AX)) Gx

-1, - - -1 1 _
- {7 5 A +AX)Y AN+ AX) + T <po +7 X+ X’RX) + B} G,
2y gl 2 gl
(3.19)
where po, p, R, \, A are given by egs.(2.16)—(2.15).
Proof. See Appendix A.3. O

3.3 Semi-Analytical Solution

1

A nonhomogeneous term a7 appears in PDE (3.18), making it difficult to
derive an analytical solution. Batbold et al. [3] develop a method by Liu [27]
further, and presents a method to derive a semi-analytical solution by ex-
ploiting an analytical solution to a homogeneous PDE that abandons the
nonhomogeneous term. Following their method, we examine homogeneous
PDE (3.20).

;Tg(ﬂx) — Lg(r, X),  ¢(0,X)=1. (3.20)

An analytical solution to PDE (3.20) is expressed as:
1
g(1, X) = exp (ao(T) +a(1)'X + 2X’A(7’)X> , (3.21)

where A(7) is a symmetric matrix.

13



Then, it follows from the linearlity of £ that, under the interchange of
the differentiation and integration operators, the semi-analytical solution to
PDE (3.18) is expressed as

1 T—t 1
G(t,X):oﬂ/O 9(s, X)ds+ (1 —a)g(T —t, X), (3.22)

By substituting ¢ and its derivatives into PDE (3.20) and by paying
attention to A’ = A and

/
X' </c HA) AX = X'A (IC + HA) X,

Y Y
we obtain
ia (T)+X'ia(7')+lX'iA(T)X = 1tr [aal+A+aX'A—|—AXa/+AXX'A]
dr ° dr 2 dr 2
/
+ {—HA - <IC+ i 1]\) X} a— 11y an
Y Y Y

| — v—1+ ' 1. v—1+
- XK+ —A )| AX - XA+ —A | X
2 ¥ 2 ¥

S . - 1 1
—{’V —(VA+2VAX + X'NAX) + 1 — <p0+p/X+X/RX> +5}_
2y y 2 ~

(3.23)

As the equation above is identical on X, the following system of ODEs for
(ag,a, A) is derived.

ao(O) =0.

dr Y Y Y
a(0) =0,
(3.25)
d iy — a2 Y=Y a - Al Y =1\ (1 =1gs 71
E(T)_A() <IC+ 5 A)A() A()<IC+ 5 A) <72 ANA+ 5 R>,
A(0)=0
(3.26)
We should also note that
Gx(t,X) = G(t,X)(ELt(X) + flt(X)Xt), (3.27)
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where a;(X) and A;(X) are the weighted averages of a(7) and A(7) weighted
by g(7, X¢), respectively, and defined as follows:

ar(Xi) = fOT - Oﬁg(s Xt) (s)ds+ (1 — a);g(lT* —t, X¢)a(T™ _(@.28)
Oﬂ fo g(s, Xp)ds+ (1 —a)vg(T* — t, Xy)
T*—t 1 . .
A(X) = Jo Omg(s Xt)A( Yds+ (1 — a)wQ(lT t, X)) A(T {37559)
a ST g(s, Xe) ds + (1 — )7 g(T* — t, X;)

Then, we have Proposition 2.

Proposition 2. Under Assumptions 1 and 2 and no-arbitrage condition, the
optimal consumption and the optimal investment for problem (3.3) satisfy
equations (3.30) and (3.31), respectively.
lW*
5
o = o : (3.30)
o f) 2 ds+ (1—a)Tg(T* —t, Xp-_)

where W is given by equation (3.16) and

v = i A+ AX,) + (at(Xt) + flt(Xt)Xt), (3.31)

where (a, A) are given by equations (3.28) and (3.29), respectively, and
(@,a,A) is given by equations (3.32)-(3.34).

ao(7) = /()T{;a(s)/a(s)-l—;tr[A(s)]—W’yl)\/a(s)—{vfyl <217)\')\—|—po> 4 5}}(%3,
e ) - (3.32)
[ s )
A(T) = Co(1)C7 (1), (3.34)
where
(%2&?)) - <T< vvllc (;Aj tn) - (/cji:l/\)» (éﬁi)
(3.35)

where Oy is an N x N zero matriz, and pg, p, R, \, A are given by egs.(2.16)-
(2.15).

Proof. See Appendix A.4. O
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3.4 Optimal Portfolio with Inflation Risk and Stochastic Volatil-
ity

Finally, we show the optimal portfolio for the same example in Section 3.2.
As W = 54(Xy) @ — Apy, it follows from eq.(3.31) that the optimal portfolio
choice @} is given by

* 1 — N A — - 1 —
D; = ;Zt<Xt)/ 1<>\+AXt>+Et(Xt)/ 1(at(Xt)+At(Xt)Xt>+Et(Xt)/ 1<>\I+A1Xt)-

(3.36)
The optimal portfolio choice for the money market account is 1 — (&4(10) +
®14(10) + &} + B7).

The optimal portfolio choice is decomposed into the sum of myopic de-
mand, intertemporal hedging demand, and inflation hedging demand, as
shown by Brennan and Xia [10] and Sangvinatsos and Wachter [30]. In their
optimal portfolio, intertemporal hedging demand is a nonlinear function of
the state vector, but both myopic demand and inflation hedging demand
are affine functions because the volatilities of securities are constant in their
models. In our optimal portfolio in eq.(3.36), not only intertemporal demand
but also the above-mentioned two types of demand are nonlinear functions
of the state vector because the inverse matrix of volatilities is a nonlinear
function of the state vector, and all three terms in parentheses are also func-
tions of the state vector. The fact that the optimal portfolio is a nonlinear
function of the state vector suggests that achieving the timing effect is not as
simple as rebalancing the portfolio weight of a single risky security or a sin-
gle index based on the business cycle. On the contrary, this implies that the
timing effect cannot be achieved without dynamically rebalancing the port-
folio weights among risky securities in response to various phases created by
the variation of the state vector process. As we obtain a semi-analytical for-
mula for optimal portfolio, we can implement the above-mentioned complex
portfolio rebalancing to achieve the timing effect as long as we can precisely
estimate the parameters and the latent state vector process of our quadratic
security market model.

Remark 5. As already expressed in eqs.(3.28) and (3.29), ay(X) and Ay(X)

are the weighted averages of a(t) and A(T) weighted by g(, X}), respectively.

Note that g depends on (ag,a,A) and the state vector X; and (ap,a, A) in
eqs.(3.32)-(3.35) depend on the parameters related to the market price of
risk, interest rate risk, inflation risk, and relative risk aversion of the in-
vestor. Moreover, as ¥;(X;) depends not only on Xy but also ono,%,07,%r1,05,%;,
the set of these parameters depends on all the parameters of the model. This
implies that intertemporal hedging demand is the most complicated among

the three types of demand.

Remark 6. Inflation risk is characterized by the set (1,Z, 1, Ar) of the
parameters. Note that the elements (or,%1) of the volatility matriz ¥(Xy)
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depend on the set (1,Z, \;, Ar). The set (A1, A1) of the parameters is included
in the real market price Ay of risk in myopic demand, and the set (1, T, \;, Ar)
of the parameters is included in intertemporal hedging demand. Thus, the
inflation risk is managed not only by inflation hedging demand, but also by
myopic demand and intertemporal hedging demand.

4 Conclusion

This study considers a consumption—investment problem for a long-term
investor with CRRA utility, under a quadratic security market model, in
which all inflation rates, interest rates, market price of risk, and return
volatilities of assets are stochastic and predictable. We apply the method
by Liu [27] and Batbold et al. [3] to the nonhomogeneous PDE for the
investor’s indirect utility function, and derive a semi-analytical solution. We
obtain the optimal portfolio decomposed into the sum of myopic demand,
intertemporal hedging demand, and inflation hedging demand and present
that all of the three types of demand are nonlinear functions of the state
vector. This suggests that the timing aspect is more important than we
assumed.

As we obtain a semi-analytical formula for optimal portfolio, we can im-
plement the above-mentioned complex portfolio rebalancing to achieve the
timing effect as long as we can precisely estimate the parameters and the
latent state vector process of our quadratic security market model. If the
security market model is affine rather than quadratic, then the affine model
can be interpreted as a linear state-space model; therefore, the parameters
and the state vector process of the model can be estimated with high ac-
curacy by the maximum likelihood method based on the Kalman filtering.
However, in the case of our quadratic model, the state-space model is nonlin-
ear, so some type of pseudo maximum method based on nonlinear filtering
is necessary. The estimation of our research remains the future plan.

A  Proofs

A.1 Proof of Lemma 1

As there is no arbitrage, there exists a unique risk-neutral measure P*. It
follows from Girsanov’s theorem that process B} defined by

t
Bt*:BtJr/ Ay ds, (A1)
0
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is a standard Brownian motion under P*. Then, the SDE for X; under P*
is rewritten as
dXy = —(KXy+ Ay)dt+ IndBf
= —(A+(K+AN)Xy)dt+ Iy dB;.

First, we consider the case of default-free bond P. As PL =1, Pl is

written as -
Pr =E; [exp <—/ Ts ds)] , (A.2)
t

where E* is the expectation under P*.
Since 7 is a function of Xy, P! is expressed as a smooth function f of
(Xt7 t)‘
Pl = f(X4.1), (A.3)

and it follows from Feynman—Kac’s formula that f is a solution to the fol-
lowing PDE:

ik (-A=UC+0X0) Tt gl xxl- (o + 9 X4 GXIRX) 1 =0, f0XnT) =1

(A.4)
As the PDE above is a second-order linear equation, the solution f is ex-
pressed as

1
F0600) = exp (a7) 4 o) Xi 4 XD ). (9(0),000).5(0) = (0.0,0),
(A.5)
where 7(7),0(7), and 3(7) are smooth functions of 7 =T — ¢ and X(7) is a
symmetric matrix. It should be noted that 3X(7) = X(7) and

X{(K+AN)'S(r) X = Xi2(1)(K + A)X;.
By differentiating eq.(A.5) and by inserting the result into eq.(A.4), we have
_do(7) _X,da(r) 1,d%(T)

dr bodr 2 : dr
— SXUK A+ AYE() X, — SXIS(K + M)XK+ 3 (o) o(r) + te[S(r)

Xi—N(o(1)+2(1)Xy) = X, (K+A)o(r)

2
1 1
+ X% (1)o (1) + §X£E(T)2Xt - <p0 + 0 X + 2Xt’RXt) =0. (A.6)
Since the equation above is identical on Xy, eqs.(2.20) and (2.21) are ob-
tained. By differentiating eq.(A.5), we obtain SDE (2.19).
In the case of default-free inflation-indexed bond PIT;, we define an equiv-

alent probability measure P by the following Radon-Nikodym derivative with
respect to P*:

dP I / r / *
dp* exp <_2/0 <_AIS) (_AIS) ds _/0 (_ Is) st .
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Then, it follows by Girsanov’s theorem that a process B; defined by
- t
B, = B} —/ Ajsds, (A7)
0

is a standard Brownian motion under P, and the SDE for X; under P is
rewritten as

dX; = —(KXi+ At —Ap)dt+ IydB;
—(A+ (K+A)X;)dt + In dB.

Thus, P}; is calculated as

T
PlL =E; [exp <—/ Ts ds) pT]
t

T 1 T
= pE} |exp <—/ <r3 — s+ 2A/ISA15> ds +/ A}SdBS>]
L t t

T 1 T
= pE} |exp <—/ <7‘5 — s+ 51\/13/\15 + A/ISAS) ds + / A'ISdB;‘ﬂ
¢ t

T dP B T
= pE} |exp <—/ (7‘5 — g —I—A'ISAS) ds) ( *) ] = pEy [exp (—/ Ts dsﬂ ,

) (A.8)

where E is the expectation under P. Since all of the processes ry, iz, A},
and A; are functions of X;, the real price of Pg; is expressed as a smooth
function f(Xy,t)
Pl
Pt
and it follows from Feynman—Kac’s formula that f is a solution to the fol-
lowing PDE:

= [(X, 1), (A.9)

fim (R X0 fx gt (o4 7%+ 5XIRX ) £ =0, F(XrT) = 1.

(A.10)

Hence, f is expressed as

f(Xy,t) =exp (61(7) +or(1) Xy + ;X{EI(T)X,J , (67(0),07(0),%2(7)) = (0,0,0),
(A.11)

where 67(7),07(7) and 3;(7) are smooth functions of 7 and X;(7) is a
symmetric matrix. It should be noted that 3;(7)" = X;(7) and

X[(K+ NS ()X = X[31(1) (K + A) X,
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By differentiating eq.(A.11) and by inserting the result into eq.(A.10), the
following equation is obtained:

_daé(T) _x! dor(T) —lXt/ ()
T

dr 2 dr
1

— 5X,{(/c +A)S ()X — %X;ZI(T)(IC +A)X; + %(G](T)/U](T) + tr[S (7))

1 1.,
+ X2 1(1)or (1) + ngEI(T)QXt — (po + 0 X+ QXQRXt) =0. (A.12)

Xi=N(o7(7)+21(1) X)) = X{(K+A) o7 (7)

Note the following equation:

aprt  d df (X, t dpe df (X, t
o ey F(Xet) | dpedf(Xet) (A13)
Py, pe o f(Xet)  pe f(X4t)
Therefore, we obtain egs.(2.22)—(2.24). A
On the j-th index, Kikuchi [24] proves that S} is given by

j 1
S! = exp <00jt + 0 Xt + 3 észt> . (A.14)

Hence, the instantaneous dividend rate process is

D! 1
?; = (50]' + 5;-Xt + iXéAth. (A.15)
t

In a similar way, the following identical equation on X; is obtained from
egs.(A.14) and (A.15).

1 1
00j _)\/(Uj +E]Xt) —XL{(IC—FA)/O'J‘ — iXé(’C‘FA),E]Xt - in{Ej (’C+A)Xt
1

1 1
+f(agaﬁtr[zj])+Xt’2jaj+§Xt’z§Xt+ <5Oj —po+ (6, — p)' X + 5

5 X[(A; - R)Xt> = 0.

(A.16)

Therefore, we obtain egs.(2.25)—(2.27).

A.2 Proof of Lemma 2

Let (9, (9(7)), (91(7)), (¥7)) denote a portfolio. The nominal wealth p;W; is
given by

*

T J . .
Wi = 0, Ps + / (9() Pr(r) + 0L (7) Pry(r)) dr + 3 045,
0 j=1
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Then, given ¢, the self-financing portfolio (9, (9(7)), (9! (7)), (¥7)) sat-
isfies

* J

d(p WV, 1 i i s

(peW2) _ {ﬂtht + / (9(7)dPi(7) + 9} (T)dPp(7))dr + > 0] (dsg + ngt) - ptctdt}
J=1

Wy peWi

AR, [ (z%() A7) dP(r )+?9f(T)PIt(T)dPIt(T)>dT
0

" W, P, pWe  Bi(7) Wy Pr(7)
S .
+Zﬁ§8g ngJngdt—idt
— p: Wy S/ Wi
j=1 t
T dP; ™ dP,(t) ;. . dPp(r)
=|1- + @ / < T + T dr
( GRS Z ) o) oy + A (G
J
ds? + D]dt ¢t
— —dt.
+J§ W

Substituting equations (2.18), (2.19), (2.22), and (2.25) into the equation
above and using the investment control ¥; yield

d(psWy)
Wi
Noting that

= ( + (O + Apg) Ay — W> dt + (W + Ap) dBy. (A.17)
t

d(psWe) _ dWs n dpy n dW dpy
Wi Wi pe o Wi ope
and that the volatility of W; is equal to ¥, we get

dWy d(ptWt) . / /
- — iyt — N, dBy — WAy, dt.
W, W, 1doe = T

By inserting eq.(A.17) into the equation above, we obtain eq.(2.29).

A.3 Proof of Proposition 1

First, optimal consumption control (3.15) is obtained as follows:
1 _p, 1 1 - LW
cf=are ', =ave” g { W) 7G’”} T =an Gf :
Then, by inserting ¢ into budget constraint (2.29) and by solving the SDE,
we obtain equation (3.16).
Second, the derivatives of J are given by
Gt GjX

Jt:—ﬁJ—FvJE, Wiw = (1 —7)dJ, Jx =vJ—

W2Iww = —y(1 —¥)J, Wixw =~v(1—~)J—

Gx Gy | Gxx
G G G '

JXX:’YJ{( —1)
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Then, the numerator and the denominator on the right-hand side of
equation (3.6) are rewritten as:

m=(y—1)J (I_Xt +’VCZ() , (A.18)
W Tww = y(y = 1)J. (A.19)

Therefore, by inserting equations (A.18) and (A.19) into equation (3.6),
we obtain equation (3.17). The second and third terms in PDE (3.13) are
calculated from equations (A.18) and (A.19) as

5 trlxx] - WZ;VW
- %Jtr [{(’y - 1)%’(%( + ng H —72_71J (At +7CZ(>I <I\t +7€f)
—J {; tr {GGXX] - 'YzfylA;At - 1)A;GGX} - (A20)
The sixth term in PDE (3.13) is calculated from equation (3.5) as
e XU R PP N )

Substituting equations (A.20) and (A.21) into equation (3.13), and di-
viding by vJ/G yield equation (3.18).

A.4 Proof of Proposition 2

By substituting eqs.(3.22) and (3.27) into egs.(3.15) and (3.17), respectively,
we obtain eqs.(3.30) and (3.31). It is straightforward to see that ag(7) and
a(T) are expressed as eqs.(3.32) and (3.33), respectively.

Following Theorem 5.2 in Arimoto [2], we prove that A(7) is a unique
symmetric solution to matrix differential Riccati equation (3.34). We con-
sider the following initial value problem of the linear ODE for the N x N
matrix-value functions C1(7) and Co(7):

FE0)-(% WEN)  E)-@)

where ) L1
Lo+ 2228 qgo2—t <M+7z>.
v Y Y
A solution to equation (A.22) is given by equation (3.35). As we can

prove that C1(7) is regular,® we define A(7) by equation (3.34). Subse-
quently, considering that

d

— !

dr 1

=i Lamberie), (A23)

8See the proof for Theorem 5.2 in Arimoto [2].
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we can derive

A0 = {famerio s am e

(—QCi(1) = L'Ca(7)) Cy () — A(7) (LCi(7) — Ca(7)) Cy H(7)
A(T)2 —L'A(r) — A(T)L — Q,

and thus confirm that A(7) satisfies matrix differential Riccati equation
(3.26). For the uniqueness of the Riccati equation, see the proof of Theorem
5.2 in Arimoto [2]. Finally, for the symmetry of A(7), taking the transposi-
tion of Riccati equation (3.26) for A(7) yields the same equation for A(7)’,
which implies that A(7)" = A(7) because of the uniqueness of the Riccati
equation.
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