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ABSTRACT

CONTINUOUS TIME MEAN VARIANCE OPTIMAL PORTFOLIOS

Sezgin Alp, Ozge
PhD, Department of Financial Mathematics
Supervisor : Assoc. Prof. Dr. Azize Hayfavi

Co-Supervisor : Prof. Dr. Ralf Korn

September 2011, 86 pages

The most popular and fundamental portfolio optimization problem is Markowitz’s one period
mean-variance portfolio selection problem. However, it is criticized because of its one pe-
riod static nature. Further, the estimation of the stock price expected return is a particularly
hard problem. For this purpose, there are a lot of studies solving the mean-variance portfo-
lio optimization problem in continuous time. To solve the estimation problem of the stock
price expected return, in 1992, Black and Litterman proposed the Bayesian asset allocation
method in discrete time. Later on, Lindberg has introduced a new way of parameterizing the
price dynamics in the standard Black-Scholes and solved the continuous time mean-variance

portfolio optimization problem.

In this thesis, firstly we take up the Lindberg’s approach, we generalize the results to a jump-
diffusion market setting and we correct the proof of the main result. Further, we demonstrate
the implications of the Lindberg parameterization for the stock price drift vector in different
market settings, we analyze the dependence of the optimal portfolio from jump and diffusion

risk, and we indicate how to use the method.
Secondly, we present the Lagrangian function approach of Korn and Trautmann and we de-

v



rive some new results for this approach, in particular explicit representations for the optimal
portfolio process. In addition, we present the L*-projection approach of Schweizer for the
continuous time mean-variance portfolio optimization problem and derive the optimal port-
folio and the optimal wealth processes for this approach. While, deriving these results as the

underlying model, the market parameterization of Lindberg is chosen.

Lastly, we compare these three different optimization frameworks in detail and their attractive

and not so attractive features are highlighted by numerical examples.

Keywords: Continuous-time mean-variance portfolio optimization problem, Lindberg param-

eterization, Lagrangian function approach, L?>-projection approach
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SUREKLI ZAMAN BEKLENEN DEGER VARYANS OPTIMAL PORTFOYLERI

Sezgin Alp, Ozge
Doktora, Finansal Matematik Boliimii
Tez Yoneticisi : Dog. Dr. Azize Hayfavi
Ortak Tez Yoneticisi : Prof. Dr. Ralf Korn

Eyliil 2011, 86 sayfa

En popiiler ve temel portfdy optimizasyonu problemi Markowiz’in tek donemli ortalama-
varyans portfoy secim problemidir. Ancak tek donemlik statik yapisi ve hisse senedi fiyati
beklenen getirisinin tahmininde yaganilan problemler nedeniyle elestirilmektedir. Bu amagla,
stirekli zamanda ortalama-varyans portfdy problemini ¢dzen bir ¢ok calisma bulunmaktadir.
Hisse senedi beklenen getirisinde yasanan problemi ¢ozmek icin 1992°de Black ve Litterman
kesikli zaman Bayes yontemini onermistir. Daha sonra Lindberg, Black-Scholes standart
fiyat dinamiklerini yeniden diizenleyerek siirekli zaman ortalama-varyans portfoy problemini

¢Ozmuistur.

Bu tezde, dncelikle Lindberg’in yaklagimi ele alinip jump-difiizyon pazar dinamigi kullanilarak
gelistirilmis ve genel sonuglarin ispatlar1 diizeltilmigtir. Ayrica, Lindberg’in fiyat parametre-
lendirmesinin etkileri, farkli hisse senedi fiyati beklenen getirileri kullanilarak gosterilmis,
optimal portfoyiin jump ve difiizyon risklerine bagimlilig1 analiz edilmis ve yontemin nasil

kullanilacag: gosterilmistir.

Ikinci olarak, Korn ve Trautman’in Lagrange fonksiyonu yaklagimi anlatilmis ve optimal

portfoy siirecinin tam olarak formunun ifade edilmesi ile ilgili ¢ikarilan yeni sonuglar verilmistir.
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Ayrica, Schweizer’in L?- projeksiyon yonetimi kullanilarak optimal portfoy ve optimal varlik
stirecleri elde edilmistir. Bu sonuclar elde edilirken, piyasa modeli olarak Lindberg’in modeli

kullanilmistir.

Son olarak, bu ii¢ farkli optimizasyon yonetimi ayrintili bir sekilde karsilagtirilmig, 6ne ¢ikan

ozellikleri 6rneklerle vurgulanmustir.

Anahtar Kelimeler: Siirekli zaman ortalama-varyans portfdy optimizasyon problemi, Lind-

berg parametrelendirmesi, Lagrange fonksiyonu yaklasimi, L? projeksiyon yaklasimi
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CHAPTER 1

INTRODUCTION

1.1 The Portfolio Problem: Introduction and Literature Review

One of the classical problems in financial mathematics is the portfolio optimization problem.
An investor would like to have the highest possible return from an investment. However, this
has to be counterbalanced by the amount of risk he is able to take. In doing so, he is faced
with so-called portfolio optimization problem, i.e. he has to choose how to allocate the initial
wealth to the different available assets to satisfy his requirements. Generally, the aim of the
investor is to find the investment strategy that will generate the maximum possible return with

a certain stability. This will be made more precise in the following.

Before the 1950’s, asset allocation decisions were based on experts’ opinions only, mainly
without quantitative considerations. Later on with the study of Harry Markowitz in 1952
[45], modern portfolio theory based on analytic results has been started. In Markowitz’s
Mean-Variance (MV) portfolio optimization approach the problem is to minimize the level
of risk modelled as the variance of the portfolio return for a given level of expected portfolio
return. Here, the aim is to achieve a balancing between risk and return. In this approach
the market is studied in a single period setting, that means the investor has to decide how to
allocate the initial wealth at the beginning of the holding period and then can only wait until
the end of the period. Although, criticized because of its static nature, the MV approach is

still preferred by practitioners. It will be explained in detail in Section 1.2.

Markowitz’s work was followed by Tobin [59] (1958) who extended the MV approach by
adding the risk-free asset to the problem. In addition, in 1964 Sharpe [57] extended the MV

optimization results and constructs the capital asset pricing model (CAPM) under conditions



of systematic and non-systematic risk.

Instead of using variance as a risk measure there are a lot of papers in the literature that are

modifying the MV approach by using new kind of risk measures.

In 1971, Jean [25] used three or more moments as a risk objective instead of just using vari-
ance. Shalit and Yitzhaki [56] (1984) presented a new approach based on stochastic domi-
nance to construct optimal portfolios with Mean-Gini objective. Konno and Yamazaki [30]
(1991) proposed absolute deviation as a risk measure for MV approach. Harlow [20] (1991)
conducted optimal asset allocation with downside risk measure which is based on dispersion
below a predefined target return. Young [66] (1998) proposed a new principle while choosing
optimal portfolios which minimize maximum loss based on historical data. In 2000, Chekhlov
et al. [11] (2000) proposed a new conditional drawdown at risk measure and solved the asset

allocation problem.

Some of the authors preferred to use Value at Risk (VaR) as a risk measure. Among them are:
Vorst [61] (2000), Wang [62] (2000), Campbell et al. [10] (2001), Gaivoronski and Pflug [18]
(2005) and Benati and Rizzi [6] (2007).

One of the main drawbacks of the MV approach is its single period trading nature that the
investor is just making decisions at the beginning. Indeed, multiperiod extensions of the MV
approach are more practical. In discrete time multiperiod portfolio optimization, the holding

period is divided into sequence of time spots and multiple investment decisions are taken.

In 1965, Tobin [60] derived optimal results for the discrete time multiperiod asset allocation
problem. A multiperiod problem where the objective is to decide on optimal consumption

and investment is then studied by Samuelson [51] in 1969.

Li and Ng [38] (2000) considered an analytical optimal solution to the multiperiod MV model.
In 2004, Leippold [37] (2004) presented a geometric approach to the multiperod MV problem

that simplifies its mathematical analysis.

In continuous time trading the investor can invest at any time during the holding period. Since
the asset prices are frequently changing, modelling asset prices in continuous time is more re-
alistic. However, continuous time modelling needs stochastic analysis and so, it is technically

much more involved than studying at discrete time. Approaches to solve the continuous time



portfolio optimization problem are mainly divided into two categories: Expected utility maxi-
mization problem and Continuous-time MV problem. Continuous-time portfolio optimization

is dominated by expected utility maximization studies.

The starting point of continuous-time portfolio optimization is Merton’s [46] (1969) study.
He derived the optimal strategies for Geometric Brownian Motion (GBM) market setting by
using stochastic optimal control approach. In his study, the optimal portfolio strategy and
optimal consumption are found explicitly. Later on his study is extended. For instance, short
selling constraint are added, the problem is solved in incomplete market setting and solved

when the market parameters follow a Markov chain etc. [17], [36], [48] and [58].

After Merton’s study and developments in financial mathematics a new method based on
martingale representation theory is presented by Harrison and Kreps [21] (1979) and Harrison
and Pliska [22] (1981). This martingale method is used and extended in expected utility
maximization problems in some of the studies such as: Pliska [49] (1986), Karatzas et al.

[27] (1987), Pages [47] (1987) and Cox and Huang [12] (1989).

In 1986, Pliska [49] used the martingale method to find an optimal strategy that maximizes
the expected utility when the asset prices are semimartingales. In 1987, Karatzas et al. [27]
directly used the martingale method when the market coefficients are constant. In 1987 Pages,
[47] used the method when the market is incomplete, and in 1989 Cox and Huang [12] explic-
itly constructed optimal results when taking into account the non-negativity of consumption

and wealth.

While using the martingale method for the expected utility maximization problems the market
conditions are very important. When the market is complete the martingale method can di-
rectly be used, but when the market is incomplete or when there are short selling constraints in
the problem, it is not possible to apply the martingale method directly. For such cases, duality
methods that provide information about the main problem is needed. In 1991, Karatzas et
al. [28] solved the expected utility maximization problem in an incomplete market setting by
using the convex duality theory. In 1992, Xu and Shereve [64, 65] (1976) solved the problem

when there are shortselling constraints.

All these continuous time expected utility maximization studies summarized above ignore

the transaction costs which are very important in investment decisions. In reality, there are



transaction costs and investors tries to avoid them. Magill and Constantinides’s [44] study is
one of the first studies that is taking into account transaction costs. Their study is followed
by Davis and Norm [14] (1990), Korn [34] (1998), Akian et al. [1] (1995), Atkinson and
Wilmott [3] (1995), Atkinson et al. [4] (1997), and Liu [43] (2002).

Using utility function gives an idea about investor’s risk attitudes and is consistent with eco-
nomic theory. However, in real world investors do not know their utility functions and defining

a utility function is a difficult concept.

Modern portfolio theory seeks to find more realistic models. Although, the continuous time
portfolio literature is dominated by expected utility maximization studies, the continuous time
MYV approach is studied just recently, in this thesis it is preferred to use continuous-time MV

approach.

As mentioned before there are two mainly used techniques in expected utility maximization
problem: stochastic optimal control method and martingale method. In the continuous-time
MYV optimization problems there are difficulties in using stochastic optimal control method.
This method can not be directly used because of the variance term in the objective function.
The reason for this is that the variance cannot be written as an expected utility due to the

appearance of expectation E(X) inside the variance Var(X).

To solve this problem in 2000, Li and Ng [38] found an embedding technique and combine
the variance term with the expected wealth term in the objective function of the problem.
They found analytically optimal results for the discrete time multiperiod MV problem. Then
Zhou and Li [67] (2000) extended the multiperiod embedding approach to the continuous time
case. They formulated the problem as a bicriteria optimization problem by putting weight on
the expected wealth and variance criteria and combine them in a single objective. Then the
problem is embedded into a class of auxiliary stochastic linear quadratic (LQ) problem and
can be solved analytically. In 2001, Li et al. [39] then solved the problem when shortselling
is not allowed. In this study, efficient strategies and the efficient frontier is derived explicitly
based on LQ control techniques. Lim [41] (2004) extended the solution to the case when the
market is incomplete with random market coefficients. Hu and Zhou [23] (2005) solved the
constrained stochastic LQ problem in continuous time MV problem when there is random

appreciation, stochastic volatility and shortselling is not allowed.



In 2005, Xia [63] investigated the problem with bankruptcy prohibition for the incomplete
market. Li and Zhou [40] (2006) studied the continuous time market when the investor speci-
fied the investment horizon and target terminal wealth. In 2009, Dai et al. [13] considered the
problem by taking into account the transaction costs by using transformations that turned the

problem into double obstacle problem.

In 2010, Basak and Chabakauri [5] also solved the continuous time MV problem with stochas-
tic control method by using a different approach than embedding approach. They have derived
a recursion formula for the mean-variance criteria accounting for its time inconsistency and

analytically solved the problem.

The continuous MV problem is solved with the martingale method in 1989 by Richardson
[50]. In 1995, Korn and Trautmann [31] solved the problem with positive terminal wealth
constraints by extending the martingale method. Then in 2005 the martingale method is used
by Bielecki [7] to solve the MV problem where all the market coefficients are random under

bankruptcy prohibition.

Different approaches are also used in the continuous-time MV problem. For example Duffie
[16] (1991) solved the MV hedging problem. His results can be used to solve the MV portfolio
problem. Similarly, in 1994 Schweizer [53] solved the MV hedging problem when the asset
prices are semimartingales by approximating random variables with stochastic integrals. As

a special case the MV portfolio optimization problem is solved.

To solve a portfolio optimization problem all the market coefficients (such as the drift and
diffusion coeflicients of the stock price) have to be known. However, the estimation of the
stock price drift is a particularly hard problem. As locally the quadratic variation dominates
the mean of the log returns it takes a very long time until the drift coefficient can be estimated
accurately. In 1998, Brennan [9] studied the effect of uncertainty about the mean rate of
return of investment and concluded that it has a significant effect on portfolio decisions of the
investors. In the discrete time case, Black and Litterman [8] found a way to estimate expected
returns by combining equilibrium estimation and investors’ views. To get around the problem
of not having reliable estimates for the mean rates of return in a continuous-time framework,
various authors considered the portfolio problem with incomplete information that included

unobservable expected returns (see, e.g. [19, 15, 52].



A completely different approach has been given by Lindberg [42] (2009). He used a new way
of parameterizing the price dynamics in the standard Black-Scholes setting. Its main idea is
to decompose the mean rate of stock return into a sum made up of the risk-free return plus a

term that is closely related to the volatility structure of the stock price processes.

1.1.1 Outline of the Thesis

In this chapter we give the background of portfolio optimization problem and Markowitz’s

[45] mean-variance approach.

In Chapter 2, the continuous time expected utility maximization portfolio problem and mostly
used methods: the martingale method and the stochastic optimal control method are presented

and explained with examples.

In Chapter 3, we firstly explain Lindberg’s [42] continuous time mean-variance approach
and his market parameterization. Then, we give our extensions by incorporation of Poisson
jump process, and we show that the continuous-time Markowitz portfolio problem can still
be solved explicitly. In addition, we give how to obtain a reliable estimate of the range of the
drift parameters in Lindberg’s parameterization. Lastly, we give numerical examples and a

detailed analysis of the form of the optimal strategy in various market settings.

In Chapter 4, we first introduce the extended martingale approach given in Korn and Traut-
mann [31]. Then, the Lagrangian function approach to the continuous-time MV portfolio
optimization, which has first been presented in Korn and Trautmann [31] and our new results
for the explicit representation for the optimal portfolio process are given for Lindberg’s [42]

continuous time market model.

In Chapter 5, we first give the optimal solutions derived for the continuous-time MV portfo-
lio optimization by using the L?-projection technique of Schweizer [53] for Lindberg’s [42]
continuous time market model. Then, we give the attractive features of the three different

approaches by numerical examples.

Chapter 6 concludes the thesis.



1.2 Markowitz’s Mean-Variance Model

One of the most widely used portfolio optimization techniques is presented by Harry Markowitz
[45] in 1952. He conducted the problem as a bicriteria optimization problem. In his approach,
there are two criteria: the expected return and variance of the assets. There are different forms
of this problem but the mostly used one is to minimize the portfolio return variance when the
expected return is equal to a predefined level. In this model, variance is used as the measure
of risk. Here, the problem is modelled as a one period discrete time optimization problem
which means investors are making their investment decisions at the beginning of the period

and can not take any actions until the end of the period.

In portfolio optimization, the utility maximization approach is consistent with the economic
theory but as mentioned before determining the personal utility function is a hard concept.
However, understanding the behavior of investors is a very important concept for portfolio
optimization theory. In the MV approach it is assumed that all the investors are risk averse
which means that given equal expected return investors prefer the investment opportunity with

less risk. This behavior also leads to requiring the concavity of the utility function.

In the MV approach, the portfolio preference is based on expectation and variance of the asset
returns. Under certain assumptions on the distribution of the asset return or about the form of
the utility function, expectation and variance are sufficient to describe the portfolio preference

and are then even consistent with the expected utility concept.

To see this let us perform the Taylor expansion of the utility function around the expectation

of the terminal wealth and get the following expression given in (1.1) [24]:

1
u(Wr) = u(E[Wr]) + o' (E[WrD(Wr — E[(Wr]) + EUN(E[WT])(WT - E[(W7])* + 05. (1.1)

Here, O3 is the term including higher than power second moments.

Assuming that the Taylor series converges and the expectation and summation is interchange-

able [24],

1
E[u(Wr)] = w(E[Wr]) + EM’I(E[WT])O'Z[WT] + E[O3]. (1.2)



If we do not have any idea about the utility function of the investor and if we assume that
the asset returns are multivariate normally distributed then as the normal distribution is com-
pletely defined by expectation and variance, the third and higher order moments involved in
E[0O3] can be expressed as functions of mean and variance. As a result, risky asset returns can

be sufficiently defined via mean and variance.

If we do not know the distribution of the asset returns and we assume that the investor’s utility
function is a quadratic one then as for the quadratic utility the 3¢ and higher order derivatives

are zero so, E[O3] = 0 again mean and variance are sufficient for our investment decisions.

The Markowitz approach relies on some assumptions such as [24]:

o Investors seek to maximize the expected return of the total wealth,

o All the investors are risk averse,

e In the market there are at least two assets,

o In the market unlimited shortselling is allowed,

o Assets are liquid and perfectly divisible and there are no transaction costs,
e Asset returns are linearly independent,

e Variance-covariance matrix is non-singular,

In the MV approach the problem can be formalized as;

1
min{=w! Zw},
w2
st. wlF=F,, (1.3)

wll=1.

Here,

wpy1 1S the weight vector,

Fax1 18 the expected return of assets vector,
X, 18 the variance-covariance matrix,

rp 18 the target expected rates of return on portfolio,



1,11 is the vector of ones,
n is the number of assets in the portfolio.

To solve this problem Lagrange multipliers method can be used. The Lagrangian function of

this problem is,

1
L(w, 41, 42) = 5szw + 2y = w'F) + (1 —w'l), (1.4)

Taking the derivatives of (1.4) with respect to w, 4| and A, the necessary first order conditions

can be obtained as,

AL(w, A1, A
OLOw, 4, ) _ o s b1=0, (1.5)
ow
OL(w, A1, A2) _
- rp—wlF=0, (1.6)
6L(W9/ll9/12) T
=2 1wl =o0. 1.7
YR w (L.7)

Since X is positive definite all the first order conditions are necessary and sufficient for a global

optimum.

From (1.5), the equation for w is obtained as in (1.8):

w=LE'P+ LE . (1.8)

When multiplying both sides in (1.8) with 7/ and using (1.6), then we obtain

rp = UF TR + LEFTET). (1.9)

When multiplying both sides in (1.8) with 17 and using (1.7), then we get

1=20"='% + 1,aTz ). (1.10)



Solving (1.9) and (1.10) together when,

A=1Ts"1r =731,

B=r31F,
(1.11)
Cc=1"z1,
D = BC - A”.
Then, the Lagrange multipliers are,
_Crp—-A
1= D s
b= B A (1.12
2= —p 12)
Using these results the optimal weight vector becomes,
Co. A__ B__, A
wx =1, BZ r—BZ 1]+[BZ I—BZ r|. (1.13)

The optimal portfolio weight vector represents the portfolios on the frontier. The variance of

the frontier is,

1
w'Sw = o7 = S[Cr = 2Ar, + BJ, (1.14)
and the standard deviation is
1 2
0y = | 5Crp — 247, + B]. (1.15)

Figure 1.1 shows the expected return and standard deviations of frontier portfolios. Here, the

minimum variance portfolio is obtained by conducting the optimization without the expected
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Expected
Portfolio
Return

Minimum Variance Portfolio

T

» Standard
Deviation of

1 .
/C Portfolio

Figure 1.1: Portfolio frontier without risk-free asset

return constraint. It is the minimum variance frontier portfolio with expected return ‘%. The
frontier portfolios which have expected return higher than the minimum variance portfolio are
called efficient portfolios. An efficient portfolio is the portfolio which has minimum variance
for a given level of expected return or which has a maximum expected return for a given level

of variance. All these portfolios form the MV efficient frontier.

In the original version of the MV model the risk-free asset is ignored. However, in the port-
folio theory it is often assumed that there exists risk-free asset. The risk-free asset is the asset
with (typically) low constant expected return. Thus, the variance of its return equals 0. When

the risk-free asset is included the problem becomes,

1
min{=w! Zw}
w2 (1.16)
st. wlr+(1- le)rf =7p.
Here, 7y is the risk-free asset return.
The Lagrangian function for this problem is
1
Lw, ) = 5WTZW +Ary =W F = (1L =w )ry). (1.17)

The necessary first order conditions are

11



Sw— AF+ Alrp =0, (1.18)

rp=w F—(1=w'ry=0. (1.19)

When solving (the first order conditions together (1.20) and (1.21) are obtained when A, B, C
and D are as in (1.11).

I”p - I”f

A=——""— 1.20
B - 2Arp +Cr} (120
_ (rp - rf)
w=3F-ri)——— 1.21
( f)B—zArf+cr§. (2D
Then the variance of the portfolio is
)2
wliZw =02 = M (1.22)

" B-2Arp+Cry

Expected
Portfolio
Return

Iy ------ Minimum Variance Portfolio
C

Standard
»  Deviation of

\/7 Portfolio

Figure 1.2: Portfolio frontier with risk-free asset

In Figure 1.2, we can see the efficient frontier when the risk-free asset is included into the
portfolio. The efficient frontier without the risk-free asset is a curve but when it is added the

frontier becomes a straight line. This efficient frontier line is called the capital market line. It

12



starts with the risk-free asset return and is tangent to the efficient frontier. The tangency point
represents the market portfolio which is the portfolio that includes all the risky assets in the

market.

1.2.1 Criticisms of the Mean-Variance Approach

Markowitz MV approach is one of the most used portfolio optimization method as it is easy

to use, but it is also often critized.

One criticism is that the portfolio variance is used as a risk measure. Variance is a symmetric
risk measure which does not only limit the losses but also possible gains [33]. To solve this
problem in the literature there are a lot of papers preferring different risk measures (see[6, ?,

10, 11, 18, 20, 25, 30, 56, 61, 62, 66]).

The other main criticism is the effect of estimation errors. The optimal portfolio weights are
highly sensitive to the estimation of the expected return of the different assets. To achieve
good statistical estimates of expected return portfolio managers need large samples of his-
torical data. Otherwise the MV approach yields unstable portfolio weights. However, it is
not always possible to obtain such data. For this purpose, in 1992 Black and Litterman [8]

proposed the Bayesian asset allocation approach to solve this problem.

The other criticism of the MV approach is its one period static nature [33]. As mentioned
before, in the one period model the investor makes the asset allocation decision at the begin-
ning and can not perform any action until the end of the period. However, in reality assets are
highly volatile and the MV approach needs frequent rebalancing between time intervals. For
this purpose, there are many discrete time multiperiod (see [37, 38]) and continuous time(see

[7,13,23,31, 39, 40, 41, 42, 50, 63, 67]) extensions.

13



CHAPTER 2

THE CONTINUOUS-TIME PORTFOLIO OPTIMIZATION
PROBLEM: A GENERAL OVERVIEW

In this chapter, the continuous time expected utility maximization portfolio problem and the
main two methods to solve this problem, the martingale method and the stochastic optimal

control method, will be summarized.

2.1 The Financial Market Model

In this chapter, while explaining the continuous time portfolio optimization techniques, the
standard Black Scholes market dynamics is used for the prices of n+1 assets, one of them is

risk-free and the others are risky assets with the following price evolutions:

dSo(t) = So®)rdt, So(0) =1, 2.1

n
dsit) = S;(t)(udt + Z o jdBj(1)). (2.2)
j=1
Here, r is the continuously compounded interest rate stated as the rate of the risk-free asset,
= (ui,... 1) is the drift parameter vector, o := (o, J')?,j: | 1s the volatility matrix. B(r) =
(Bi(t),...,B(®))T is an n-dimensional Brownian motion (consisting of components which are
independent one-dimensional Brownian motions) which is defined on a complete probability
space (Q, F, P). u;, o and r are all assumed to be F; adapted, progressively measurable and

T

uniformly bounded variables where F; is the natural filtration. In addition, o o is assumed to
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be positive definite (w-wise). These properties of the market coefficients ensure the existence
of a unique solutions of the stochastic differential equations for the price dynamics. The

solutions are given by,

So(?) = exp (r1), (2.3)

and

1 n n
Si(t) = S(0)exp [[u,- -3 ot j] t+ ) 0B j(r)] . (2.4)
=1 =1

Suppose the non-negative initial wealth of the investor is denoted by w and the portfolio
process ;(f) is the proportion of wealth invested in i" risky asset at time #. We assume that
investors act in a self-financing way. This means that the investor’s wealth only changes due
to gains/losses from investment. The evolution of the investor’s self-financing wealth process

is given in Equation (2.5):

aw(e) = W) | Y miOu; = rde + > " w0y jdBj(1) + rdt |. (2.5)
i=1

i=1 j=1

The matrix notation of the self financing wealth process is

dW(t) = W(O{(1 — xl Vrdt + n! (udt + odB(1)). (2.6)

Here, m;, € A(w) is the admissible portfolio strategy vector defined in Definition 2.1.1 and

A(w) is the set of admissible strategies.

Definition 2.1.1 The R" valued, F, progressively measurable stochastic portfolio process
is an admissible strategy if it is self-financing and the corresponding wealth process satisfies

W(t) > 0a.s. Pwhenw > 0.

For technical reasons, an admissible portfolio strategy should satisfy the integrability require-

ments. Since y, r and o~ are uniformly bounded,
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T
f m(0)dt < © a.s. P, 2.7)
0

ensures the existence and uniqueness of the solution of the wealth process.

2.2 The Continuous Time Portfolio Problem

For a given initial wealth w > 0 the aim of the investor is to maximize the expected utility of
consumption over the trading period and/or expected utility of terminal wealth. We will not

consider consumption in this thesis.

The aim of this thesis is to deal with the continuous time MV problem. For this reason, we

introduce the methods that are mainly used in continuous time portfolio optimization.

First, we state the portfolio problem given as,

max E[UW7)], (2.8)
where U(-) is the utility function defined in Definition 2.2.1 and A’(w) is the set of all ad-
missible strategies that additionally satisfy E [UW7)~] < co. When we define the problem
for 1, € A(w) then we restrict the solution for the set of strategies which has finite expected
utility and we would possibly exclude an optimal strategy. However, infinite possible utility
is a desired property. Therefore, here the problem is defined on A’(w) where in finite utility is

allowed but only expectation over negative parts of the utility is finite.

Definition 2.2.1 A function U(:) : (0,00) — R, which is strictly concave and continuously

differentiable, is called a utility function if

U'(0) := lin%) U'(w) =00 and U’'(c0) := lim U'(w) = 0. (2.9)

Examples of such utility functions are power utility U(x) = éx“, where @ € (0,1) and

logarithmic utility function U(x) = In(x) [33].
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2.3 Continuous Time Portfolio Optimization Methods

In this section, the two basic methods used in continuous time portfolio optimization problem
will be introduced. Here, for the definitions, theorems and proofs; studies of Korn (1997)

[33], Karatzas and Shreve (1998)[29], Korn and Korn [35] and Akume (1995) [2] are used.

2.3.1 The Martingale Method

The martingale method is first presented by Harrison and Kreps [21] (1979) and Harrison and
Pliska [22] (1981). Then it is used and extended in expected utility maximization problems in
various papers such as Pliska [49] (1984), Karatzas et al. [27] (1987), Pages [47] (1987) and
Cox and Huang [12] (1989).

The martingale method method consists of two steps. In the first step, the optimal terminal
wealth is found by decomposing the dynamic portfolio optimization problem into a static
portfolio optimization problem and following by a representation problem. This decomposi-
tion is based on the completeness of the market that will be verified and explained in detail in
this section later on. The second step is the determination of the optimal strategy. This step is

again depending on the completeness of the market and martingale representation theorem.

Before starting to introduce the steps of the martingale method some preliminary definitions

and theorems are needed.

For the direct usage of martingale method completeness of the market is crucial. Complete-
ness means that every (suitably integrable) Fr-measurable payment can be replicated by a

wealth process corresponding to a suitable admissible portfolio process (7).

Completeness of the market especially implies the existence of a unique state price density
given in (2.10).

Hp) 1= e %050, (2.10)

where 6 is the market price of risk,
0=0"(u-nrl. 2.11)
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There are two important theorems that built basis for the martingale method.

Theorem 2.3.1 For every nr; € A(w) and corresponding wealth process W(t), we have
E[HHW(@)] < w. (2.12)
This is the budget constraint which states that the expected discounted terminal wealth can

not exceed the initial wealth.

Proof. Let 1, € A(w), by using the definitions of the state price density H(f) and wealth

process W() and Ito’s Lemma and product rule,

HOW(E) =w +f H(s)dW; +f W(s)YdH;+ < W, H >, (2.13)
0 0

HOW() =w+ f t H(s)W(s)(xl o — 67 )dBs, (2.14)
0

are obtained.

Since r; € A(w), w > 0, W(¢) > and H(t) > 0, then the left side of the equation is non-negative.
Here, the Ito integral part is a local martingale and Fatou’s Lemma states that a non-negative

local martingale is a super martingale. Thus,

E[HtW(1)] = E[w + f H(s)W(s)(x' o — 6")dB,] < w, (2.15)
0

completes the proof ]

Theorem 2.3.2 Let w > 0 be given and & be a non-negative Fr measurable variable with

w = E[H(T)] < co. (2.16)

Then there exists an admissible portfolio process n; € A(w) such that ¢ = W(T) a.s. P

Proof. Let us define the non negative martingale,
M(t) := HO)W(t) = E[H(T)&|F,]. (2.17)

18



Here, F; is the Brownian filtration. Then, M(¢) is an F, martingale with M(0) = m a.s. P.
According to the martingale representation theorem there exists a progressively measurable

R" valued process () satisfying;

T
f Il (s)lds < o a.s. P, (2.18)
0
and
M) =w+ f ¥ (s)dBs a.s. P. (2.19)
0
In addition let us define,
1
W(r) := %E[H(T)glFt]. (2.20)

From the definition of W(¢) it is adapted to the filtration F,, W(¢) > 0 and as F; is the
Brownian filtration the conditional expectation of a random variable given Foy P — a.s. is
constant that coincides with its unconditional expectation leads W(0) = w P — a.s. then
W(T) = ﬁE[H(T)ﬂFT] =¢P—-a.s.

From the definitions of M(¢) and W(r) we get

M) =HOWE =w+ f Y (5)dB; asP. (2.21)
0

From Ito’s Lemma we obtain

HOW(@) =w+ f H(s)W(s)(xl o — 61 )dW. (2.22)
0

Equalizing (2.21) and (2.22) yields

_ ! Y(1) v

T WOH® (2.23)

Since W(¢) > 0 is continuous then r; is an admissible strategy. Then W(#) is the wealth process

implying 7, € A(w). ]
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2.3.1.1 Derivation of the Martingale Method

For every possible final wealth corresponding to an admissible strategy Theorem 2.3.1 yields
that we have E[H(T)W(T)] < w. We thus consider the static optimization problem where we
are only maximizing the expected utility over non-negative F'r measurable random variable &
that satisfy this budget constraint. Indeed, from Theorem 2.3.2 we know that for the optimal
&* such random variable for the static problem, there exists an admissible strategy such that
& = W*(T). As aresult, we can consider the following static problem instead of our original

portfolio problem (this will be verified rigorously later on):

2.24
Jnax E[U#)], (2.24)

where, Z(w) = {£ > 0, £ is Fr measurable, E[H(T)¢] < w, and E[U(£)"] < oo}.

It will be verified later that the budget constraint is satisfied as equality for the optimal wealth.

As a result, the martingale method is the decomposition of the dynamic portfolio optimiza-
tion problem into a static optimization problem and a representation problem that consists of

finding optimal strategy.

Let us start with solving the static problem. It is a convex optimization problem with linear
budget constraint so it can be solved - at least heuristically - with the Lagrange multiplier

method. Its heuristic calculation is considered by defining the Lagrangian function,

L(&,y) = E[U©)] = Y(E[H(T)E] = w). (2.25)

Here, y > 0 is the Lagrange multiplier and the (heuristic analogues to the) first order condi-

tions are,

E[U'(¢)-yH(T)] =0 and (2.26)

E[H(T)¢] —w = 0. (2.27)

The first condition yields &* = (U "YW yH(T)) = I(yH(T)). Here, I(-) is the inverse function

which is strictly decreasing from (0, co) into (0, o0). The second condition yields E[H(T)&*] =
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w. Then putting &* into the second condition yields X(v) := E[H(T)I(yH(T))] = w results in

Y= X~ Y(w) and & = I(y*H(T)). This heuristic computation will be verified later on by a

different method.

Firstly, let us start with the verification of optimal y. Assume that X(y) < oo for all y > 0.

Then X(y) satisfies the following conditions:

e X(y) is strictly decreasing since H(¢) > 0 and I(-) is strictly decreasing on (0, o),

e X(y) is continuous on (0, co) from the dominated convergence theorem since H(-) and

I(+) are continuous,

e X(0):= lin(l)X(y) = oo and X(c0) := lim X(y)) =0
y= y—o0
are results of the dominated convergence theorem, since /(0) := lirr(l) I(y) = oo and
y—

I(c0) := lim I(y)) = 0 and I(-) is strictly decreasing.
y—)OO

The properties of X(y) imply the existence of X~ 1(w) on (0, ), X~1(0) := lirr%) X_l(w) = o0
w—

and X~'(c0) := lim X~ !(w) = 0. Therefore, an optimal y can always be found from X~ (w) =
w—00

*

v

The optimal solution of the static problem is &* = I(y*H(T)). From the definition of £* and
X~'(w) the budget constraint is satisfied as an equality. Positivity of X~'(w), H(t) and I(-)
results in the positivity of £*. According to Theorem 2.3.2 existence of admissible optimal

strategy is obvious. Thereafter, the optimal portfolio strategy can be found by using (2.23).
In the following we will rigorously verify the optimality of the portfolio strategy ;. For this,
we first derive a simply ingredient. By using the concavity of the utility function, we obtain
the inequality (2.28):

UI(y) > Uw) + U'MUG) = w) = Uw) + y(I(y) = w). (2.28)

Then, we obtain

UE > U+ X 'WHT)E - 1). (2.29)

Froma > b = a~ < b~ < |b| and using that U(-) is continuous and E[H(T)] is bounded,
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E[UE)]1 <UD+ X (w)(w + E[H(T)]) < co. (2.30)

Thus, we have shown that the candidate for the optimal final wealth satisfies E[U(£*)7] < oo,

and thus the corresponding portfolio process 7} is in A" (w).

Lastly, the optimality of ; and the corresponding final wealth W*(T) will be verified. Con-

sider any admissible portfolio strategy ; € A’(w). Due to (2.28), we get

U(E) = UW(T) + X~ WH(T)E - W(T)). (2.31)

Taking expectation on both sides yields

E[UE")] 2 E[UW(T)] + X' WEH(T)E - W(T))] (2.32)

> E[UW(T)] + X ' (w)(w — E[H(T)W(T)]). (2.33)

As a result from (w — E[H(T)W(T)]) > 0 and X~'(w) > 0,

E[UEN)] = E[UW(T))]. (2.34)

Hence, we have rigorously proved the optimality of £ and corresponding 7; without the need

to use our initially made heuristic computations.

To understand the application of the martingale method even more, we will give an example.
Example 2.3.3

Suppose the asset prices and wealth processes are given as in (2.1), (2.2), (2.5) and the in-
vestor’s utility function is a logarithmic utility U(w) = In(w). Then the portfolio problem

18

max ) E[In(Wp)]. (2.35)

meA’ (W
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Then the static problem is

fma%x) E[In(é)], (2.36)

where, Z(w) = {¢ > 0, £ is Fr measurable, E[H(T)&] < w and E[U(§)”] < oo}.

Since, U’'(w) = % and I(y) = % then the optimal ¢ is & = I(y*H(T)) = H(T) For &* to be
optimal, y should be found as
1 1
X(y) = E[HDIYH(T)] = EIHT)— 1=~ =w, (2.37)
YH(T)" 'y
1
X 'w)y=y" = —. (2.38)
w

As aresult, & = H(T)

From (2.23), n* = 016, since M(f) = H(O)W*(¢) = E[H(T)&*|F;] = w and, so ¢ = 0.

2.3.2 The Stochastic Optimal Control Method

The stochastic optimal control method is the other method typically used to solve the contin-
uous time portfolio optimization. It was first applied by Merton [46] in 1969 to the expected
utility maximization problem. This method depends on Bellman’s principle of optimality rule

and the derivation of the so-called Hamilton-Jacobi-Bellman (HJB) equation.

Let us start with defining a whole family of portfolio problems via the introduction of the

value function

V(t,w):= max E;,[UWr)]. (2.39)

mEeA’ (t,w)

Here, E;,[UWr)] = E[UW7)|W(¢) = w] is the expected utility from the terminal wealth

given that the wealth process starts at time t with the initial value of w. The terminal value of

the value function is obviously given by V(T', w) = U(W(T)).

For a given (t,w) € [0, T] (0, o0) if we divide the time into [z, t+ Af] and [+ Az, T] the Bellman

principle of optimality states that an optimal strategy from ¢ to T is also optimal from  + Ar

23



to T. In other words, it is to choose an optimal strategy on [z, f + Af] and behave optimally on
[t + At, T'] using the fact that the optimal strategy on [f,f + Atf] is at least as good as strategy
on [t,T].

When the problem is formalized according to the Bellman’s principle the equality given in

(2.40) is obtained.

V(t,w) = max )E,,W[V(t + At, W(t + Ar))]. (2.40)

et r+00 EA(W

Formal application of Ito’s Lemma (note that we have to assume sufficient differentiability of

the value function) yields

At
V(t+ A, W(t + An) = V(t,w) + f Vi(s, W(s))ds (241)

At 1 At
+f Vi(s, W(s)dWs + > f Viw(s, W(s)d < W,W > s
t t

At
=V, w)+ (Vi(s, W(s)) + Vi, (s, W(s)W(s)(r + 7r,T(,u —r))

t

1 At
+5wa(s, W(S))Wz(s)ﬂ'tTO'O'Tﬂ',)dS + f Vi (s, W(s))W(s)Jr,TO'dWs
t
At
We further assume E;,, [ f V(s W(S))W(S)ﬂ'tTO'dWS] = 0 which results in
t

At
EwVE+At, Wi+ An)] =V(t,w) + E,,W( (Vi(s, W(s)) (2.42)

t

+ Vi(s, W)W(s)(r + 1! (u — 1) + %wa(s, W(s))Wz(s)ﬂ,TO'O'Tﬂt)ds)

After putting the result in (2.42) into (2.40), subtracting V (¢, w) from both sides, dividing both
sides by At and taking the limit of At — 0 formally yields the HIB equation given in (2.43):

1
mjl(x){Vt(t, w) + Vi (t, ww(r + 11! (u — 1)) + 5 Vin(s, ww?nl ocaln,)) = 0. (2.43)
mEA(w

To make all these heuristical derivations rigorous, we state a so-called verification theorem

that says that a particular solution of the HIB-equation coincides with the value function of
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our problem. Further, it also gives a way to obtain a corresponding optimal trading strategy
(for a proof of the verification theorem consider monographs on optimal portfolios or on

stochastic control such as Korn and Korn (2001)):

Theorem 2.3.4 (Verification theorem for the HJB-equation) Let the utility function of the
portfolio problem be polynomially bounded. Then we have:
a) If there exists a polynomially bounded in w solution V(t, w) to the HIB-equation (2.43) with

final condition V(T,w) = U(w) then we have
V(t,w) > V(t,w) V(t,w) € [0, T] x (0, o). (2.44)

b) If there exists a process n; that attains the maximum in Equation (2.43) for all possible
(t,w) € [0,T] x (0, 00) and that is an admissible portfolio process, then m; is an optimal

portfolio process for the portfolio problem.

The verification theorem now tells us exactly what we have to do to solve the HIB equation.
We first solve the optimization problem in the HIB-equation formally. For this, we look at the

it is needed to apply first order conditions to get,

Vi (t, ww((u — 1) + Vit Wl oco” =0, (2.45)
which yields
Vw(ty w) _
opt T\-1
=07 - 7). 2.46
p Voo, W)W(O'O' )Y (u—r) ( )

Note that we here assume that the first order conditions are sufficient to yield the maximum, a
fact that we have to check later. Replacing this control in (2.43) gives us the following partial

differential equation (PDE)

(Vit,w) + Vi (t, wyw(r + (7P (u — 1)) + %wa(s, w7 oo nfP)) =0,  (2.47)

V(T, W(T)) = UW(T)).

Solving the PDE given in (2.47) then yields the value function and the optimal portfolio
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strategy. However, note that we still have to check all the assumptions made in the calculations

and the ones that are needed to apply the verification theorem.

To understand the application of the stochastic optimal control method better, we will give an

example below.
Example 2.3.5

Suppose the asset prices and wealth processes are given in (2.1), (2.2), (2.5). When we want
to solve the expected utility maximization problem for the investor with power utility function
1

Uw) = mwl‘y, the portfolio problem is,

1
V(t,w) = max E[—W(T)H] (2.48)
meAw) |1 —vy

1
V(T, W) = lTyW17’y.

The HIB equation for the problem has the form of

1
max {V,(t,w) + V,,(t, ww(r + ! (u — 1)) + vaw(s, ww?nl oo ln,)) = 0. (2.49)

m,eA(w)

The first order condition yields

opt _ Vi(t, w) T\-1,
T, = —wa(f, W)W(O'O' ) (u—r). (2.50)

Inserting the (candidate for the) optimal strategy into the HIB-equation (2.49) gives the PDE

given in (2.51):

2
Vit,w) + rwV,(t,w) — lw — r)T(O'O'T)_l('u _ T)M _

, 2.51
2 Viw(t, w) 0 1)

1
V(T, W) = ?ywl—)"

To solve these kind of PDEs, one usually tries a separation approach. Suppose V(t,w) =

ﬁwl‘y f(t), where f(T) = 1, then we obtain
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Vi(t,w) = l%ywl—y (@), (2.52)

Vi(t,w) = w7 f(1),

Viw(t, w) = —yw ™YL £(0).

With these relations the PDE given in (2.51) reduces to an ordinary differential equation

(ODE) of the form

1
1)+ {(1 —y)(r+ Z(IJ -noay (- r))} f®H=0 (2.53)
f(T) = 1.

If we define K := (1 —y)(r + %(y — T (co")"!(u - r)) then the ODE reduces to

fO+Kf(n)=0 (2.54)

A(T) = 1.

This simple ODE has the unique solution

f@r) = KT, (2.55)

As a result we obtain

1 1

V(t,w) = — w7V f(1) = ——w! 7 eKTD, (2.56)
1—vy 11—y

Vo (t,w) = w7 KT,

Vi, w) = —yw ¥ 1KT=D,

P = %(O'O'T)_l(y - 7). (2.57)

It can now be directly verified that
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op

¢ . .. .
e 7, is an admissible strategy as it is constant,

e the value function is polynomially bounded in w and is concave. Thus, in particular the

first order condition indeed is sufficient to deliver a maximum in the HIB-equation.

Consequently, all assumptions that are used to derive the solution to the HIB-equation and

D

to apply the verification theorem are justified. Hence, the portfolio process 7, " is indeed an

optimal portfolio process for our problem which is thus solved completely.

However, one has to admit that such explicit solutions to stochastic control problems are more

the exception than the rule.
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CHAPTER 3

THE DIRECT CONTINUOUS TIME MEAN-VARIANCE
PORTFOLIO OPTIMIZATION APPROACH BY LINDBERG
AND ITS EXTENSIONS

To solve a portfolio optimization problem all the market coefficients (such as the drift and
diffusion coeflicients of the stock price) have to be known. However, the estimation of the
stock price drift is a particularly hard problem. As locally the quadratic variation dominates
the mean of the log returns, it takes a very long time until the drift coefficient can be estimated
accurately. In addition, when the expected return is estimated from historical data, portfolio
weights are unstable over time. For this purpose Lindberg [42] (2009) solved the continuous
time MV problem directly by using a new way of parameterizing the price dynamics in the
standard Black-Scholes setting. In this chapter, we will firstly explain Lindberg’s approach.
Then, we will explain our extensions by incorporating Poisson jump process, and we will
show that the continuous-time Markowitz portfolio problem can still be solved explicitly using
Lindberg’s method as in [42]. As a slight correction to [42] we will remark that the strategy, he
claims to be optimal, is only optimal among the class of deterministic portfolio processes. In
addition, we will show how to obtain a reliable estimate of the range of the drift parameters in
Lindberg’s parameterization. Lastly, we will give numerical examples and a detailed analysis
of the form of the optimal strategy in various market settings. All these extensions, corrections

and examples can be found in [54].
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3.1 The Direct Continuous Time Mean-Variance Portfolio Optimization Ap-

proach by Lindberg

In this section, the continuous time approach of Lindberg will be explained. Since, the esti-
mation of expected return is a difficult concept in portfolio optimization, in [42] the classical n
asset Black-Scholes market model is modified with a new parameterization that the expected
return can be expressed with the help of the volatility. Here, the market consists of n+1 assets:
n risky assets and one risk-free asset. The i’ risky asset price process is denoted by S; and

has the following dynamics with constant model parameters:

das(t) = S;(0)(rdt + Z o jl(u = rdt + dBj(1)]). (3.1
=1

Here, r is the continuously compounded interest rate, u > r is the common drift parameter,
o= (m-,_,-);’j:1 is the volatility matrix. B;(r) (j = 1,...,n) are the independent Brownian

motions.

The risk-free asset has the usual price process dynamics of

dSo(t) = So(t)rdt, So(0) =1. (3.2)

In the new parametrization, contrary to the classical Black-Scholes market the stock price
processes are assumed to have equal positive drifts of (u — r). Then there appears a relation
between risk and return. This relation enables us to determine the expected return by means of
the volatility matrix. This parametrization is suggested to overcome the estimation problems
for the expected return. The aim of this parametrization and extensions will be explained in

detail in Section 3.2.1.

The self-financing wealth process is defined as:

(1= 2 mOW)

._ (T EmOWs) i=1
W(t) .—w+; fo S0 ds i(s) + fo S ds o(s). (3.3)

Then the self-financing wealth process for this problem is given as
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dw(r) = W(t)[ mi(H)oij[(u — rydt + dBj(1)] + rdt] . 34

i=1 j=1

Here, m;(¢) is the admissible deterministic portfolio strategy which is the proportion of the

wealth invested in i stock at 7 € [0, T].

When we set p; := 3" | m;(t)o;; then the wealth process becomes,
dw(t) = W(t)[ piO[(u—r)dt +dB(1)] + rdt]. 3.9

j=1

It turns out to be a standard Geometric Brownian motion process with explicit form of

n t 1 t
W(t) = wexp {Z [L (pi(s)(u—r)— Ep?(s))ds + L pi(s)dB;(s)| + rt} . (3.6)
j=1

We consider the variant of Markowitz’s Mean Variance problem where we minimize the vari-
ance in the presence of a lower bound on expected return. In this case in continuous time the

problem is

min var[Wr]
T EA(W)

E[W(T)] = wexp{AT}. 3.7

Here, A(w) is the set of all admissible strategies, w is the initial wealth and 4 > r is the

continuously compounded required rate of return.

Here, it is assumed that A > r since when A < r the pure bond strategy satisfies the expectation

constraint and so it will be the best strategy with zero variance.

In the case with 4 > r it is not possible to have an optimal zero variance strategy and thus
investment in some risky asset is needed to satisfy the expectation constraint. Then, we obtain
n_ AT
(w—r) Z f pj(t)dt > 0 and from the law of total variance,
— Jo
J=1

var[W(T)] = E[var[W(T)]|p] + var[E[W(T))|p]] (3.8)
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we obtain

var[W(T)] > E[varf[W(T1)|p] = w*E

n T
2| (u - (dt + 1T
exp ((y r);j; pj(t)t+r]
n T
2
exp p;@®¢—11]. 3.9
SPTECR

As a result, variance can be reduced by multiplying the strategy with a factor @ € (0, 1) and
still satisfies the expected return constraint. Hence, for the optimal strategy the expectation

constraint has to be satisfied as an equality.

E[W*(T)] = wexp{AT}. (3.10)

The expected wealth and variance of the wealth are:

n T
E[W(T)] = wexp {Z j(; (u— r)p(n)dt + rT} (3.11)
=1

n T
var[W(T)] = w2 exp {2 [(ﬂ -r) Z f pj(Hdt + rT]}
=170
n T
[exp Zj; P - 1]. (3.12)
j=1

1 (7
When we set I, := p f pj(s)ds and using Jensen’s and Cauchy Schwarz Inequalities
nit < 0
j=1

we have

var[W(T)] = w?E [exp{2((u — r)nl, + NT} (exp{nT 12} - 1) (3.13)
When we set X = exp{(u — r)nT1,} and rearrange the terms for the case X > 1 we will have

2
var[W(T)] = w?E [exp{er}X2 (exp {%} - 1)] . (3.14)
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Since the part inside the expectation at (3.14) is strictly convex in X and from (3.10) and

(3.11) we have E[X] = E[exp{(u — r)nT1p}] = exp{(d — )T}, then we obtain

nu—r

2
var[W(T)] > w? exp(24T) (exp {(1 - r) nT} - 1]. (3.15)

As a result, the optimal strategy is obtained by solving

N N 1A-r
P =...=p,(0)=— .
nu-—r

(3.16)

This strategy indeed attains the lower bound for the variance given in (3.15). Further, as the
strategy is deterministic, we have var[E[W(T))|p]] = 0 which shows that we are actually

computing the variance and not just a lower bound for it.

When we use this result and the solution of the wealth process given in (3.6) the optimal

wealth process has the following dynamics

W (1) = ar— A_r2+1’l_rzn:13‘(r) (3.17)
= Wwexp 2n\pu—r nu-—r e ’

3.2 The Direct Continuous Time Mean-Variance Portfolio Optimization Ap-

proach with Jump Extension

In this section, we will explain our extensions obtained by adding Poisson jump processes to
the model and we will show that the continuous-time Markowitz portfolio problem can still

be solved explicitly. The results can be found in [54].

3.2.1 The Market Model with Jumps

We again look at a financial market consisting of n+1 assets. One of the assets is assumed to

be risk-free with a price denoted by S o() satisfying,

dSo(t) = So(®)rdt, So0)=1. (3.18)
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As always, r is the continuously compounded risk-free interest rate. The remaining n assets

are risky assets with the following dynamics

dSi(6) = Sit=) |+ (=) i+ D @i\ )t
=1

J=1 J

J=1 J

+ ) oidBi0) + ). i dM ,(z)} . (3.19)
=1

Here, the process B :={(Bi(1),...,B,(t)T : 0 < t < T)} is an n-dimensional Brownion
motion. The process,
13
M(t) :== N;(t) - f Ajds, (3.20)
0

is determined by the n-dimensional Poisson Process N :={(N;(?),... SN, :0<t<T)
with intensities (1;(), ..., 4,(£))T. Both these processes are defined on a probability space
(Q, F,{F }yer0.17)> P) with {F}e0,17) denoting the product filtration of the two canonical fil-
trations generated by the Brownian motion and the Poisson process.

(> r is the common drift parameter. o := (07 j)1<; j<x 18 the (constant) volatility matrix that
is assumed to be non-singular, and ¢ = (¢;)1<i<s 1S the vector of jump height coefficients
that expresses how the jump risk factors N; affects stock i at a jump time where we assume

;i > —1.
With the definition of M ;(r) we can rewrite the stock price equation as,
n n
dsi0) = Si(t-) | (r + = aij+ Y 01
j=1 j=1
n n n
- Z @i jA;)dt + Z o jdBj(1) + Z @i jdN;(1)]. (3.21)
j=1 j=1 j=1

By applying the Ito formula it can be verified that we have

Si(t) = Si(0)exp ([r F@=nQ i+ ) NI = D eijdi-
=1 =1 j=1
1 n n n
-5 Z gl.%j} t+ Z o Bi(1) + Z In(1 + @i N;(t) | (3.22)
j=1 =1 j=1
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This model is an extension of Lindberg’s parameterization in [42] for the jump-diffusion
framework. While the Brownian and the Poisson parts are in standard form, the choice of
the drift parameter in (3.19) is an unconventional one. However, it can still be put into the

standard Black-Scholes form by formally introducing
n n
i=r+@=n0 o+ Y ). (3.23)
J=1 J=1
which slightly resembles the representation including a market price of risk,
fi=r+ @ —r)=r+vol; * k.

with k being the vector consisting of the different market prices of risk, vol; is a measure
for the volatility of stock i. What is, however, intriguing is the fact that yu is the same for
all stocks. The parts of the stock drift that are actually special to stock i are all parts of
the variance-covariance structure of the stock price returns. According to Lindberg [42], the
interpretation of this representation is that the expected surplus return is determined by the
exposure of the stocks to the different risk factors, i.e., the components of the Brownian mo-
tion and the Poisson processes. The rest of the mean rate of return is not special to each stock

and therefore receives the common drift equal to the risk-free interest rate r.

There are two special consequences of this parameterization:

o Drift estimation will be performed via specification of the volatility structure of the

stock price returns.

e Determination of the optimal investment strategy for the continuous-time mean-variance
problem will be possible without the knowledge of the surplus drift rate when only the

total amount of money that should be invested in the risky assets is known.

3.2.2 The Wealth Process Dynamics and the Portfolio Problem with Solution

In this section we will give the dynamics of the wealth process. In addition we will give the
explicit solution to Markowitz’s problem for the continuous time case in the jump-diffusion
setting. We will mainly follow along the lines of [42]. To describe the action of a trader, we
use the notion of a portfolio process 71(f) := (m1(), ..., m,(¢))T. Itis an F;-predictable strategy

on (Q, F, P) with
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T T T
f In()T (a; — r)ldt + f ()T ol dt + f It ¢lPdt < 0 P—as..  (3.24)
0 0 0

Let us consider an investor with initial wealth w > 0 who uses a portfolio process 7(#). By
requiring that the investor acts in a self-financing way, the corresponding wealth process W(¢)

has to satisfy:

(= ) ()W)

' &G mi(s)W(s—) f i=1
W@) = ———dS; dSo(s). 3.25
(0 =w+ fo Z‘ oo i+ | ) o(s) (3.25)

Note that we do not consider consumption on [0, 7]. From Equations (3.18), (3.19), and

(3.25), the wealth process dynamics are given by

AW (o) = W(t-) [Z 1O =T+ Y @iV = D eiddt

i=1 J=1 J=1 J=1
+ > OO 0 jdBi(1) + D i jdN (1) + rdt|. (3.26)
i=1 =1 =1

To simplify notation, the following abbreviations are used
n n

i) = Y mDrij i) = ) 1. (3.27)
i=1 i=1

Note that p;(7) and g;(r) are associated with the basic sources of risk, the jth component of
the Brownian motion W;(f) and the j th jump component N;(f). This will allow an easier

interpretation of the optimal strategy later on.

With this notation, the solution of equation (3.26) is given as

n ¢ 1
W(r) = wexp {Z fo (= N(Pi(8) + 4 NA) = A1) = 5p;(s) + r)ds
j=1
+ Z fo p;(s)dBj(s) + Z fo In(1 + qj(s))de(s)} (3.28)
j=1 j=1

The continuous-time Markowitz problem is formulated as

min var[W(T)]
neD(x)

(3.29)

E[W(T)] 2 wexp(yT)
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where D(x) consists of all deterministic portfolio processes 7(-) such that the corresponding
wealth equation (3.26) (resp. Equation (3.28)) admits a unique non-negative solution W(¢)

and vy is the continuously compounded required rate of return.

Theorem 3.2.1 a) In the case of v > r, the unique optimal deterministic portfolio process
7* () for the continuous-time Markowitz problem (3.29) is given as the unique solution of the

following system of linear equations

ly-r
7T1(0'11+<P11\//1_1)+---+7Tn(0'n1+90n1 \//1_1)2 z

nu-—r’

M@+ VA + 4 1o+ V) = 22 (3.30)
In particular, the optimal deterministic portfolio process is constant.
b) In the case of y < r the pure bond strategy, i.e.,
=0 (3.31)

solves the continuous-time Markowitz problem (3.29).

Proof: In this part, we follow along the lines of the proof given in [42] for the pure diffusion
setting (see the remark after the proof for the relation to [42]).
b) Under the assumption of y < r the pure bond strategy satisfies the expectation constraint

as we then have

EW(T)] =wexp(rT) >wexp(yT). (3.32)

As for this strategy the final wealth has zero variance, it is proved that in this case the pure
bond strategy solves the continuous-time Markowitz problem.

a) For any deterministic portfolio process n(-), the expected terminal wealth is given as

n T
E[W(T)] = wexp {Z fo (1 = (P9 + q () s + rT (3.33)
=1

where we have used the description of 7(-) via the processes p(-) and g(-) as defined in Equa-
tion (3.27). Note in particular that due to the assumptions of u > r and of y > r we must

have

n T
> fo (@ = P(pi(9) + q;(5) YD) ds > 0 (3.34)
j=1
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for every deterministic admissible portfolio process 7(-). Further, in this case, the variance of

the final wealth can be computed as
n_. T
var{W(T)] = w? [exp{2| ) fo (= r)(pj(s) + qj(s)\JA))ds + rT
j=1

n T
[eXp {Z fo (Pj(5) + q;(5)2 j)ds} - 1]‘ . (3.35)
J=1

Under the assumption of y > r, the pure bond strategy is not admissible. Thus, it is necessary
to invest in some risky asset to satisfy the expected terminal wealth constraint. As a result,
the unconstrained minimum variance of zero cannot be attained. Note also that a portfolio
process that satisfies the minimum expectation requirement in the optimization problem as a
strict inequality cannot be optimal. To see this note that by the explicit form of the variance
given in Equation (3.35) and the relation (3.34), one could reduce the variance by multiplying
the strategy with a factor smaller than 1 and could still satisfy the expectation constraint for
every strategy that originally produces an expected terminal wealth exceeding exp((y — 7).
Hence, we can conclude that for the optimal portfolio process 7* the expectation constraint
of the optimization problem must be satisfied as an equality. We can thus without loss of
generality restrict ourselves to portfolio processes 7(-) with a corresponding terminal wealth
W(T) satisfying

EW(T)] =wexp{yT}. (3.36)

By introducing the notation

5j(1) = gD, (3.37)

we can rewrite Equation (3.35) as
n T
var[W(T)] = w? exp42 Z f ((u=7r)p,(s)+sj(s))ds +rT
=10
n T
expd » fo (P3(s) + s2(sHds |t — 1] (3.38)
j=1

Using the Cauchy Schwarz inequality and a> + b* > %(a + b)? yields

[ (o]

T 2
( fo (pits)+ Sj(s))ds) l (3.39)

2

v

r 2 ’ 2 1
p-(s)ds+f s5(s)ds
j(: ! o 7 T

2T
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An application of Jensen’s inequality yields

2
1 n T 2 1 n T
T ;(L (pj(s) + sj(s))ds) > T ;L (pj(s) + sj(s))ds . (3.40)
So, we finally arrive at
2
n T 5 5 1 n T
;[) (pj(s) + 5;(5) )a’s > T ;L (pj(s) + sj(s))ds , (3.41)
which directly implies
n T
exp Zfo (pj(s)2 + sj(s)z) ds
j=1
2
n. AT
> exp[ﬁ lz L (pj(s) + sj(s)) ds ] (3.42)
j=1
With the help of notation
1« (7
I=5= ;fo (pi(s) + 5(5)) ds. (3.43)
relation (3.42), and the variance representation (3.38), we obtain
var[W(T)] 2 w? [exp {2((u = r)2nT1 + rT)} (exp {2nT 1%} - 1)]. (3.44)
Using the new variable X
X :=exp{(u—r)2nTl}, (3.45)
the variance inequality can be further simplified to get
var[W(T)] >
w2 [exp (2rT) X (exp {2nT (log (exp { L2 }))2} - 1)]
= w2 |exp (2rT} X2 (exp { 228X | _ (3.46)
= p P\ G=r22nt : :

The function in X in the last line above is strictly convex on [1, o). As a result we have,

log(X)?
var[W(T)] > w?exp{2rT) X> (exp{%}— 1) (3.47)

From the definition of X and the fact that all candidates for an optimal portfolio process must

satisfy the equality constraint (3.36) for the terminal wealth, we obtain
X =exp{(u—r)2nTI} =exp{(y — T} (3.48)
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as X simply equals the expected wealth corresponding to the portfolio process characterized
by p(-) and ¢(-). Eventually, we obtain the following lower bound for the variance of the

terminal wealth of all possible candidates for an optimal deterministic portfolio process:

2
var[W(T)] > w? exp {yT} (exp {(%Z - :) 2nT} - 1). (3.49)

However, it is easy to check that the portfolio process 7* given by the solutions p* and ¢* of

the system of linear equations

ly-r
* * * *

+57+...+ +5, =-
Py 1 Pn n np—r

(3.50)

has a variance that equals the lower bound in Equation (3.49). Consequently, 7*(-) is an

optimal solution to the continuous-time Markowitz problem (3.29).

In contrast to the theorem in [42], we do not claim that we have solved the continuous-time
Markowitz problem (3.29) for general portfolio processes. If one directly inspects Lindberg’s
proof, one will realize that certain independence assumptions of the portfolio process and the

wealth process (respectively, the stock prices) have to be satisfied.

3.3 Examples and Results

In this section we will,

o analyze the form of the optimal portfolio process in different market settings,

e show how the range of the stock price drifts can be determined from the stock price

volatilities and

e demonstrate how to use the parameterization of the drift process without actually esti-

mating the drift parameter by using examples.

To highlight these aspects we will make use of Theorem 3.2.1 and the market setting in-
troduced in Section 3.2.1. In this market the n risky assets are driven by an n-dimensional
Brownian motions and an n-dimensional Poisson jump process, we are in an incomplete mar-
ket setting. However, we will shortly see that the application of Theorem 3.2.1 is not effected

by this incompleteness at all.
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3.3.1 The Optimal Strategy

Let us recall that Theorem 3.2.1 yields the following equations for the optimal portfolio pro-

cess that can uniquely be solved:

ly-r

1011+ @11 VA + oo T (O + ot V) = ;Z_r (3.51)
ly-r

T 10+ @ia VAD + -+ (O + @A) = . (3.52)

As long as the n stocks are not linearly dependent with respect to their risks (which means
that the coefficient matrix of the above linear system is regular), this simple system of linear
equations in (ry, ..., m,) has a unique solution. The bond component of the portfolio process

7o is — as always — obtained as
mo=1—-m —...—m, (3.53)

We can discover the optimal strategy given in [42] by simply setting all ¢-components equal
to zero. We would also like to mention explicitly that due to the restriction to deterministic
portfolios and the form of the optimality equations in Theorem 3.2.1, we do not need market
completeness assumptions such as those in the model of [26]. There, the authors consider the
general class of trading strategies but look at a complete market made up of a risk-free bond
and n stocks driven by a d-dimensional Brownian motion and an (n — d)-dimensional Poisson

process. Our model can recover the model in [26] by setting
Oij =0fori=d+ 1,...,n, Yij = Ofori= 1,...,d, (354)

fori=1,...,n. Still we obtain a unique optimal deterministic portfolio process in this setting

as before.

3.3.1.1 Interpretation of the Optimal Portfolio Process as 1/n-strategy

Note that the equations in the linear system (3.51), (3.52) correspond to the fractions of wealth
invested in the different risks (W;, N;), (i = 1,...,n), not the different assets. In [42], the
optimal portfolio strategy is called a 1/n-strategy. The motivation for this is the following: All
the right-hand sides of the linear system (3.51), (3.52) are equal. Thus, if we define the left-

hand sides as the fractions of wealth assigned to the ith risk component, which is generated
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by both the ith component of the Brownian motion and of the Poisson jump process (both
weighted by their volatility and jump height parameters), this means that equal fractions of
wealth are assigned to each such component risks. However, one has to be careful with the
use of the term 1/n-strategy. Even if all the right-hand side equal are equal to 1/n (which is
the case for y = p) this does still not mean that the investor assigns a fraction of 1/n of his

wealth to each asset.

There are however situations when this can be the case. As an example, we look at the case

of independent risky assets in a pure diffusion market with the choice of v = i and
oi =1, O'ij=0f0ri¢j, QDiJ':OVi,j. (3.55)

Then, the investor assigns the same fraction of wealth 1/n to each component of the Brow-
nian motion which here also means that the investor assigns the same fraction of wealth to
each risky asset. We then have a perfect 1/n-strategy with no bond investment. However, in
the general situation, the term 1/n-strategy has to be understood in a more general sense as

implicated above.

3.3.1.2 Impact of Jump Risk on the Form of the Optimal Strategy

Here, we will analyze the effect of the existence of jump risk to the optimal allocation of
wealth to the different assets and risks, respectively. To illustrate this, we look at a simple

example with just two stocks. To further simplify the notation, we assume

— (3.56)

To demonstrate the effect of jump risk, we now have a look at two particular examples:

1. two independent stocks, each driven by a single Brownian motion,

2. two stocks, both driven by a Brownian motion and by a Poisson process.

We will choose the parameters that all stocks have the same expectation when divided by their

current prices. In the first case, we obtain the optimal portfolio process of the form

1 1
= — = —. 3.57
& 20711 2 201 3-37)
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Equating the (relative) stock price means of the corresponding diffusion and jump-diffusion
stock price leads to

i = 0 + @ii A\l Ai (3.58)

with the “tilde”-coefficients corresponding to the jump-diffusion setting. There is now a par-
ticular property of the stock price parameterization when jumps are included and the above
equality of means is required: as long as both jump and diffusion parts are non-vanishing,

then the variances of the (relative) stock prices differ as we have
2
2 _ |~ ~ 5 ~2 | 5273
o= (0',-,- + Qi /l,-) #+ 05 + @i (3.59)

While the first equality is implied by the requirement (3.58), the second would be needed
to ensure equality of the stock price variances. However, for non-vanishing diffusion and
jump parts it can never be satisfied. So, note that the jump-diffusion stock price has a smaller

variance than the diffusion price with the same mean if and only if we have
ON'iit,Z?l',' > 0. (360)

This is also underlined by the form of the optimal strategies in the jump-diffusion setting

1 1

5’22+¢22\//~1_2

which exactly equal the ones of the diffusion setting given requirement (3.58). Thus, we

3.61)

| =

, N2 =

011+ @11 VA

| =

T =

obtain similar assertions for the portfolio variance as for the single stock variances above. Of
course, one also has to consider the “mixed case” when the variance of the first stock in the
diffusion setting is bigger than that of the jump-diffusion setting and the relation is turned

around for the second stock.

3.3.1.3 The Expectation Constraint, Sign of the Drift, and Diversification

For simplicity, we now only look at a pure diffusion market with two independent stock price

processes with the same volatility . We further assume
g1 = V5'2>0. (3.62)

‘We further set

y=r+@-r)o. (3.63)
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In this case, pure investment in the first stock (i.e., a buy and hold strategy in the first stock
only) would be sufficient to satisfy the expectation constraint. To demonstrate the diversifica-

tion effect of the presence of a second stock, we look at two different cases,
Casel: o =011, Case: 01 =-07]. (3.64)
In Case 1 we obtain
1
M =M = 3 (Case 1). (3.65)

If we compare the variance var® of this optimal deterministic strategy with the one of the buy

and hold strategy in the first stock, var””, then we obtain the relation

var*  €Xp (0,5 * 0'%1) -1

varh T exp (o-%l) -1

(Case 1). (3.66)

which clearly shows the diversification effect expressed as a variance reduction while preserv-

ing the expectation constraint. In Case 2 we obtain
1
My =—my = 3 (Case 2), (3.67)

i.e., we make use of the bad performance of stock 2 by selling it short. However, we do not
increase the relative position in stock 2, but put the gains from the short position in stock 1
into the bank account. This will even further reduce the minimal variance var~ compared to
the minimal one of Case 1, leading to

g =exp(-2(u—-rouT), (3.68)

var

where we have implicitly assumed ¢ > r when talking about variance reduction.

3.3.2 Determination of the Stock Price Drift Parameters

It is a well-known problem when implementing continuous-time portfolio optimization meth-
ods that they strongly depend on an exact knowledge of the stock price drift parameters.
However, they are the critical parameters to estimate. As the volatility dominates the short-
term fluctuations of the stock price movements, it will take a long time to obtain a sufficiently
small confidence interval for the drift parameters. Typically, the time horizon needed for such
as small confidence interval makes the assumption of constant market coefficients over such

a long time span is questionable.
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On the other hand, in the diffusion setting, the variance-covariance matrix X of the log-returns
of the stock prices can be estimated very accurately. From this one can then determine a
volatility matrix o as a square root, i.e., a matrix o with £ = o * o/. This estimation of
the variance-covariance matrix of the log-returns is more problematic in the jump-diffusion

setting.

Below, we take a look at the various components of the market coefficients and their corre-

sponding estimation.

3.3.2.1 Determination of the Common Drift i

The common drift parameter u that occurs in all stock price equations can be interpreted in
(at least) two ways. First, we can view it as the common surplus for stock investment. It
should then summarize the investor’s view towards the stock market as a whole. u could then

be determined as the surplus part of the drift of a market portfolio or a suitable stock index.

As a second interpretation, y can also represent the investor‘s risk aversity towards stock
investment. To make this more clear, we assume that the investor has already decided about
the total fraction of his wealth 7y, that he wants to invest into stocks. Then, ¢ can be obtained

directly with the help of our main theorem. For this, we define the (n + 1) * (n + 1)-matrix v

via
ci+@iVAi , 1<i,j<n
-1 , i=1,...,n, j=n+1
Vl'jz . (369)
1 , i=n+1,j=1,...,n
0 , i=j=n+1

We further introduce the two vectors
f= (1., 00", b=(0,...,0,mum) . (3.70)
Then, by solving the linear system
vit=>b (3.71)

for &, Theorem 3.2.1 ensures that we obtain both the optimal portfolio process 7 and also the

common drift parameter u. For the latter, we additionally have to solve the equation

ly—r
c=- .
nu—r

(3.72)
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Thus, no estimation of u is necessary in this case. We obtain it implicitly from two decisions
of the investor, the fixed total fraction of wealth invested in stocks and the use of the mean-

variance criterion.

3.3.2.2 Drift Specification and Range of Possible Drifts

First of all, it is important to understand that the stock price parameterization of the Lindberg
model still contains a lot of freedom. Although, (parts of) the stock price volatility enters
the stock price drift, this does not mean that it can be estimated exactly from the data as is
suggested in [42]. What we however can estimate accurately is the range of the stock price

drift. We will highlight this below, first in the case of a pure diffusion market model.

Assume that u is already specified and the variance-covariance matrix X of the log-returns
with

% = 1 Cov (In(5:0).1n($,0)) = Y o 373)
k=1

is already estimated. This can usually be done either statistically from time series of stock
prices or implicitly from option prices. For us, this makes no difference. To specify the stock
prices completely, we now have to choose an appropriate matrix o that satisfies the Equation
(3.73). However, there is a lot of freedom to do so according to the following lemma (see

[42]).
Lemma 3.3.1 Let the variance-covariance matrix X of the log-returns of the stock prices be
given. Consider its Cholesky decomposition of

T=LL". (3.74)
Then, any matrix o that satisfies Equation (3.73) can be written as

o=L0 (3.75)

with Q being a suitable orthogonal matrix.

We use this result to illustrate the determination of the range of possible drift parameters in

the case of just two stocks in the diffusion setting. For this assume that ¥ and L of Lemma
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3.3.1 have the forms of

A 0 i X
- y- 1 212 (3.76)
B C i X
In two dimensions, an orthogonal matrix Q can be represented as
cos(f)  sin(6)
0= 3.77)
—sin(6) cos(6)
for some 6 € [0, 2rr). Thus, the general form of o is
A cos(6 A sin(6
o= ©) © . (3.78)
Bcos(0) — Csin(8) Bsin(f) + C cos(6)

As from the Cholesky algorithm we know that we have

A= E = o, + 02, (3.79)

calculation of the extremes of the function
f (@) =sin(0) + cos (0) (3.80)

results in
'ule[r—(/.l—r) V22, r+(u—-r) szll]’ (3.81)

i.e. the range of the interval is determined by the common drift 4 and the square-root of
the variance of the log-return of stock 1. For stock 2 we obtain a slightly more complicated
formula. However, this is only due to the labelling of our stocks. A relabelling would lead to
exactly the analogous bounds for the drift u, of stock 2. As the bounds have to be independent
of the labelling, we can conclude that the volatility of the stock prices alone determine the
stock specific part of the bounds. The entrances of the matrix o are all correlated via 6, the
stock price drifts are correlated, too. This will be demonstrated by Table 3.1 where we plot

the surplus drift multipliers x;, (i = 1,2) defined by
wi=r+W—r)x. (3.82)

It is also worth highlighting a particular effect of our drift parameterizations in the case of

independent stock prices with equal volatilities (i.e., A = C):

As independence implies B = 0, the additional drift parameters resulting from the volatility

matrix without any further multiplication by an orthogonal matrix would be x| = A, x, = C

47



0 ‘ 0 n/4  nw/2 3r/4 T Sn/4 3n/2  In/4

xi| A V2A A 0 A -V2A A 0

x | B+C V2B B-C -V2C -B+C) -V2B -(B-C) V2C
Table 3.1: Surplus drifts for two stocks

(see also Table 3.1). If, we look at the sum of the two surplus drift parameters then in the

independent case we obtain

X1+ xp =2Acos(0). (3.83)

This in particular means that the maximum attainable surplus drift of V2A for each of the

single stocks cannot be attained simultaneously although both stocks are independent.

In the multi-asset diffusion case, one can still use Lemma 3.3.1. Then, an orthogonal matrix

can be written as a product of Givens matrices which are of the form

1 0 0 0
0O - cos(@@ --- sin@ --- 0
G(i,k,0)=| : : : E (3.84)
0 --- —sin(@ --- cos(@ --- 0
0 - 0 0 e 1

An analysis for the possible range of the surplus drift parameters can then be done in a similar

way to the case of just two stocks. However, it will be notationally more involved.

To deal with the drift specification in the jump diffusion part, we suggest to separate the jumps

from the remaining stock price part. The reasons for this are twofold:

o In the diffusion setting the symmetry of the normal distribution of the Brownian motion
increments did not allow a unique determination of the sign of the o-parameters. For
the Poisson jumps the sign of the jump height is always determined. The same is valid

for the jump intensity parameters A;.

e The role of the ¢-parameters as jump heights does not allow a second independent use

as variance parameters as is the case for the o-parameters.
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3.3.3 Drift Choice and Its Impact on the Optimal Strategy

In this section, we will demonstrate the effect of the choice of the part of the stock price drifts

that corresponds to the volatility parameters o~ and ¢.

In the pure diffusion setting, in [42] some examples for the choice of the o-matrix are given
and are discussed as a kind of different dependence modelling. We would like to take on
another point of view towards the choice of o: as every choice of o in the way discussed
above will not change the volatility matrix X, we interpret the choice of o as that of the

surplus parts of the stock drifts and do not relate its interpretation to volatility at all.

To illustrate this with some numbers, we look at the case of two risky assets and one bond in
a jump-diffusion market. Instead of specifying the common drift i, we demonstrate that if the
investor has already decided about the fraction of wealth that should be invested into stocks,
we can find the optimal strategy without knowing vy, r and u. To do so, suppose we want to
have | +mp = 1. We further assume that the jump heights, jump intensities, and the Cholesky

matrix L of the volatility matrix are given by

=1, 011 =-02, 1 == =¢1n=0, (3.85)

04 O
-0.4 0.6

L=

We then use the fact that the optimality equations for the optimal portfolio all have the same
right hand sides and that we have already specified the desired fraction of wealth to be invested
in the stock market. This will give us the following two equations if we choose Q = [ in

Lemma 3.3.1, i.e., if we choose 6 = 0.

m11(04-02x%1) = m(-0.4)+m =0.6, (3.86)
mAm = 1, (3.87)

leading to an optimal portfolio process of
a” =70 =0.5. (3.88)

Here, the upper index denotes the choice of 6.
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If we use 8 = 0.25 * & then this results in the new o-matrix of

0.2828  0.2828
o025 = : (3.89)

-0.7071 0.1414

which leads to a smaller surplus drift for stock 1. It is thus not surprising that investment in

stock 2 gets more attractive leading to an optimal portfolio process of
0P = —0.2180, 7 = 1.2180. (3.90)

For 6 = m we get the new o-matrix of

-04 0
o™ = (3.91)
04 -0.6
and an optimal portfolio process of
2P =0.375, 1Y = 0.625. (3.92)

One could now try to give the choice of 6 a geometric interpretation, but this intuition will

become hard to transfer to the case of more than two stocks anyway.

The interpretations given in [42] are more related to the importance of the companies that are
considered. Using a o that is a symmetric matrix square root of the volatility matrix should
correspond to the case when the companies influence each other in a symmetric way. On the
other hand, the use of the Cholesky matrix as o is advised if the first company can influence
the second, but the second cannot influence the first one. This is interpreted by the fact that
the first company only depends on one source of uncertainty (expressed by the zero of the
second component in the first row of the o-matrix) while the second company depends on
both sources. Although this interpretation is a nice and intuitive one, it does not determine the
sign of the additional drift parameters. To see this, simply note that the matrix square root is
not unique. Thus, as already said, the new parameterization helps us in determining a possible
range of the stock price drift. The decision of the exact values of this drift is still for a big
part left to the investor. However, internal dependencies are respected as the simple examples

above have shown.
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CHAPTER 4

THE LAGRANGIAN FUNCTION APPROACH TO THE
CONTINUOUS TIME MEAN-VARIANCE PORTFOLIO
OPTIMIZATION AND GENERALIZATIONS

In this chapter, we will first introduce the extended martingale approach for a bigger class of
utility functions defined in Definition 4.1.1 than the utility functions given in Definition 2.2.1.
Then, the Lagrangian function approach to the continuous-time MV portfolio optimization
with positive terminal wealth constraint, which has first been presented in Korn and Traut-
mann [31], and some new results particularly for the explicit representation for the optimal
portfolio process will be given. Here, the innovative market parametrization given in (3.19)
is used. The main results of the extended martingale method and the Lagrangian function
approach is taken from [31] and [33] and the results of Lagrangian function approach for the
market model given in (3.19) together with the new results for the optimal portfolio process

are given in [55].

4.1 The Extended Martingale Approach

The martingale method for the class of utility functions defined in Definition 2.2.1 is given
in Section 2.3.1.1. When the bigger class of utility functions given in Definition 4.1.1 are
considered then some improvements are needed. These extensions are presented in detail by

Korn [33] in 1997.

Definition 4.1.1 A function U(:) : (0,00) — R which is strictly concave, continuously differ-

entiable and satisfies,
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U'(0) := lin}) Uw)>0 and U'(z) =0 4.1

for unique value of 7 € [0, co] will be called a utility function.

This utility function definition is more general than the definition given in Definition 2.2.1 in
the sense of including utility functions which are not strictly increasing and possibly having a

finite slope at the origin such as quadratic utility functions.

As mentioned in Section 2.3.1.1 in the martingale method we need the inverse function /().
Here, U’(-) is strictly decreasing on [0, z] and this implies a strictly decreasing continuous
inverse function I* : [0, U’(0)] — [0, z] that can be extended to the whole positive real line by

setting,

I'(x), xe€l[0,U'(0)]
I(x) := 4.2)
0, x> U'(0)

Here, since the utility functions are not necessarily strictly increasing the investor might not
need his whole endowment w to gain the full optimal utility. Thus, our continuous time

portfolio optimization problem becomes,
max E[UW*(T))]. 4.3)
meA’(x), x<w

Here, A'(x) := {m € A(x) : E[JlUW*(T))"] < oo} and A(x) is the set of all admissible

strategies with x > 0.

For the heuristic computation of the optimal terminal wealth process we need the function

X : (0,00) = R defined in (4.4) as in Section 2.3.1.1.

X(y) := E[H(DIYHT)] =w YV y> 0. (4.4)

We need to guarantee the existence of the inverse function X~!(w) for the optimal terminal

wealth. The existence of X~ (w) is satisfied by Proposition 4.1.2.
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Proposition 4.1.2 X(y) < oo V¥ y € (0, 0) and in the case of U'(0) < co assume the market
t

price of risk 0(t) t € [0, T] is deterministic with f IIH(s)IIst < oo, Then, X(*) is continuous
0

on (0, 00) and strictly decreasing with,

X(o0) := lim X(y) =0, 4.5)
y—00

o, if lim U'(z) =0,
X(0) = lim X(y) = o ,
g W E[H(T)], else.

where 71 is attained from U’ (z1) = 0.
Proof.

i. Since /() is a monotone continuous function, the dominated convergence theorem leads

X(y) is also continuous.
ii. Since I(-) is strictly decreasing on (0, U’(0)) and H(T)I(yH(T)) is strictly decreasing in
y on the set yH(T) < U’(0) and zero on its complement.

If we can show that P (yH(T) < U’(0)) > 0 for every y € (0, co) then we can conclude
that X(y) is strictly decreasing in y € (0, o)
In the case U’(0) = co, P(YH(T) < U’(0)) > 0 is obvious since H(T) and U’(0) are

continuous.

In the case U’(0) < oo, since r(f) and 6(¢) are uniformly bounded and W(T) is the
Brownian motion with normal distribution, we get P(In(H(T)) < a) > 0 fora > 0

which implies P(yH(T) < U’(0)) > 0.

For both cases, the strictly decreasing nature of X(y) is proved.

iii. From the monotone convergence theorem we obtain X(co) := lim X(y) = O since, I(-)
y—0o

is monotone and /(c0) =0
iv. In the case of lim U’(z) = 0, because, I(-) is non-negative function, Fatou’s Lemma
7—00

implies,

lim inf X(y) > E[H(T) lim inf [(yH(T))] = co.
y— y—
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Conversely, when lim U’(z) = 0 is not satisfied then,
7—00

lirr(l) sup X(y) < 21 E[H(T)],
y—)

because, I(-) < z; for every w. Then, Fatou’s Lemma implies,
lirr(l) inf X(y) > E[H(T) lirr(l) inf I(yH(T))] = z1E(H(T)),

y— y—

which completes the proof.

Proposition 4.1.2 guarantees the existence of a continuous and strictly decreasing inverse
function X~'(w) : [0,z*] — [0, 0]. Now we can find the optimal terminal wealth £* and the

optimal portfolio process m* according to the following theorem.

Theorem 4.1.3 Let w > 0. Then under the assumptions of X(y) < oo, U'(0) < oo and

161> > 0, the optimal terminal wealth process is given by

21 ifw>z;
&= , (4.6)
I*H(T)) else

and there exists an w* € [0, w] and an optimal portfolio process ny, t € [0, T] such that we

have
;e A'(w"), WY = & as.
In addition, ity solves the problem given in (4.3).

Proof.
Case 1: w > 73
Since U(-) attains its absolute maximum in z; = /(0) we have

U(z;) = U(0)) > UW"™(T)) as.
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for every m € A’(x) with x < w.

Then, & = z; = I(0) is pathwise optimal and yields the optimal solution of the portfolio

optimization problem.

In addition, there exists a portfolio process 7*(f) with 7 € A(z*) and we have W% 7 (T) = &*

a.s. according to Theorem 2.3.2.

Since & is deterministic we have

E[W7(T)"] = U(z1)™ < oo,

which implies 7* € A’(z*). That completes the proof for the first case.

Case 2: w < 71
Since, U is concave, we have

UU() = Ux) + U T)NUG) —x) = Ux) +yUI(y) —x) Yx = 0y € (0, )

In the case of y > U’(0), we have
U((y) = U(0) 2 U(x) + U'(0)(0 - x) 2 U(x) + yI(y) — x).
Therefore,
UI() = U(x) + yU(y) = x).
When we use this result, we can see
U@E) > Ul + X Yw)H(T)(B* - 1).
Hence,
E[UE) ] < UM+ X' (w)(x + E[H(T)]) < 0. 4.7
Furthermore,
UE) = UWN(T)) + X (W H(T)(&* = W (T)),
imply
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E[UE)] = J(x, 1) + X~ WELH(T)(E - W(T))].

From the definition of £&* we have E[H(T)&*] = w and from Theorem 2.3.1 we obtain
E[H(TYW*™(T)] < w.

Thus, we arrive at

E[H(T)¢é) — E[H(T)W*™(T))] > 0 forall x < w .

Therefore,

E[U(¢)] = J(x, ) for every m € A’(x), x < w.

As a result, according to Theorem 2.3.2, there exist a portfolio process 7* € A(x) and
an optimal terminal wealth process W*™(T) = &* a.s.. As above we have concluded that

E[U(¢%)] < o0 in (4.7), then ©* € A’(x) completes the proof. |

4.1.1 The Lagrangian Function Approach

The Lagrangian function approach to the continuous-time MV problem, which has first been
presented in Korn and Trautmann [31], is based on the idea to reduce the solution of the mean-
variance problem to solving a family of portfolio problems with suitable quadratic utility

functions. Therefore, it can be solved with the extended martingale method.

In this section, we will give the solution of the continuous-time MV problem for Lindberg’s
market model given in (3.1) with the Lagrangian approach when there is a positive terminal
wealth constraint. In addition, we will state our new results about the form of the optimal

portfolio strategy.

The MV optimization problem reads as

min  var[W*7(T)] s.t. E[W"™(T)] > we'l. (4.8)

(-)eA’ (x), x<w

Here, the set A’(x) consists of the portfolio processes n(-) that are progressively measurable

with respect to the underlying Brownian filtration, that satisfy

T
fo In(0)|Pdt < oo a.s. 4.9)
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and that ensure a non-negative final wealth when starting with an initial wealth of x, i.e., that

guarantee

WH(T) >0 as., W7 (0) = x. (4.10)

Further, 1 > 0 denotes the continuously compounded required mean rate of return.

Due to the special form of the variance as an objective function, the optimal portfolio process
for our problem may not necessarily need the full initial investment of w. This is obvious if
we are in the case of A4 < r. Then, a suitable risk-free bond investment is sufficient to satisfy
the constraint with a variance of 0. On top of this, due to A < r not the full initial capital w is

needed.

From now on, we will therefore assume
A>r. “4.11)

In this case, the expected wealth constraint cannot be satisfied by following the pure bond
strategy. Hence, the optimal strategy must include risky investment. As then a variance of
zero can no longer be achieved, the optimal strategy must satisfy the expected terminal wealth
constraint as an equality. Thus, the mean variance problem is equivalent to the following
problem:

1
max =S E[W(T) —we'l|? st E[W(T)] = we'l. 4.12)

n(-)eA’(x), x<w

As described in Section 4.3 of [32], this problem can be solved by following a two-step

procedure:

Step1: For arbitrary fixed d > 0 solve the unconstrained problem

1 1
max —F E(W“(T) - we'l +d))* | + Edz.

(-)eA’ (x), x<w
Step2: Minimize the solutions obtained in Step 1 over d € [0, o).

This two-step procedure is the analogon to the classical way of deterministic optimization to
transform the solution of a constrained problem to solving a set of unconstrained problems and
then figuring out the appropriate one. Here, the utility function in the unconstrained problems
simply is the corresponding Lagrangian function. The part of the Lagrangian function that

enters the maximization in Step 1 is a quadratic utility function, and we can concentrate on
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solving the problems

max E —%(W"’” (T) = (we'l + d))? (4.13)

n(-)eA’ (x), x<w

for (fixed) values d > 0. The optimal terminal wealth of the last problem equals:

W* (T) (we'l + d) if w> we'l + d)E[H(T)] (4.14)

W (T)

I(Y(w,d)H(T)) otherwise

(we'l +d) = Y(w, d)H(T))l{

AT 1
H(T)< %0y

(we'l +d) — Y(w,d)H(T))* (4.15)

In the second but last line, /(-) is the generalized inverse of the derivative of the utility function
which in our case equals

I(x) = (we'l +d) — x)*.

Here, the positivity is due to the positivity constraint of the terminal wealth constraint.
H(T) denotes the deflator function defined as
L2
H(T) := ¢ 7= 75 0B, (4.16)

with @ = ((u —r),...,(u—r))" is the market price of risk vector of the stock prices as given

in (3.1). Y(w,d) is a constant that is determined by the requirement

w=E (H (T) (we' +d) — Y(w, d)H(T))*). 4.17)

Note that due to our assumptions on A, we are always in the situation of Equation (4.15) and

it suffices to maximize over n(-) € A’(w).

To have a completely specified solution of the quadratic problem (4.13), we still have to

determine

e the constant Y(w, d) and

o the trading strategy that yields the final wealth W*(T).

For the first issue we have to find X(y) to find Y(w, d). From Section 4.1we know

X(y) = E[H(D)IYH(T))] = w. (4.18)
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From definition of I(-) we obtain,

X(y) = E[H(T)(we'T +d) — yH(T))*] = (we'l + d)E [H(T)l {

—yE |H(T)*1 el ]
Y [ [

AT
Since, H(T) < <wey_+d>},
When we seta = 6" B(T) then a > ~In ((We—/?d)) -7 - T,
and set A; = _1n(<W€Ayﬂ) — T - ||0||22T'

Then,

o [
well 44 = e e WeT — u
ezt | 7 2AlOIPT

00 _l(a+||9||2T)2 1
:e_rTf e “\NWPT) ——_gq.
A

1 \ 270112

AT 2
_ ln( (we! +d) >+ =7 _

When we set u = ( %) and A, = ( y\/W 2 rT] then da = du+||0|>T

and

1

00 2
E|H(T)1 . =T | —edu=e"TD(-A).
[ ( ) {H(T)S(weljﬂl')}] e fAz \/ﬂe u e ( 2)

In addition,

00 B az l
E [HZ(T)l welT 4 :| = f e(_er_”ellzT—2a)e ZHGHZT —da
L Lt 270IPT

2
oo 1[a+20602T 1

:e—ZrT+||9||2Tf e \NeeT) g
Ay

V26T

:

AT 2
—1In( (we . +d) )+ 36T

—rT
o z 7 ) then da = dv \|6|2T

When we set v = (“:/2””1_2 ) and Az = (

and

—2rT+||9||2 1 _ —2rT+||9||2T _
E[H(T) {H(T)2<(we/lT+d)}:| f \/—e z dV q)( A3)
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(4.19)

(4.20)

4.21)

(4.22)

(4.23)
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As a result, the right side of Equation (4.17) can be computed as

X() := (wel +dye™ '@ (4.25)

ln((weA;+d)) _ ||9|£2T n rT]

VieIrT

AT 2
ln((we - +d)) _ 3||9£| T " VT]

VieIrT

with @(-) being the distribution function of the standard Gaussian distribution.

—y e—2rT+||9||2T(D {

Thus, to find Y(w, d) we have to solve the non-linear equation X(y) = w numerically. Having
found this unique solution for a fixed d, we then have to numerically minimize the utility
function of Step 1

1
+ =d? (4.26)

_E E (W* (1) - (we'” +d))’ :

= 2] = (we'” +a)’ @ ( (0w, )

~Y(w,d)*e > T (1 — @ (h(Y(w, d). )]

as a function of d over [0, co ) where we use the abbreviations

(we};+d) B (7‘ + %”0“2) r

vieIrT

, h(y,d) = f(y,d)+26II’T. 4.27)

In
fO.d) =

Having thus determined the optimal final wealth of
W*(T) = [(we'T +d*) - Y(w,d")H(T)]*, (4.28)

we can determine the corresponding portfolio process by a comparison argument. We sum-

marize the result in the following theorem.

Theorem 4.1.4 The optimal portfolio process n*(t) is given by

fi (,FH (1))

m*(t) = —o65H (1) 22 (4.29)
S (&, 5H (1))
K 31002
ooy (=2 HIB12)(T 1) o In (m) + (r - 3yj61 )(T —1)
f (@ 3H (1)) 16112 (T —1)
with d* and Y(w, d*) as defined above,
K:=well +d*, 5:=Y(w,d", (4.30)
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where fi(t,y) denotes the partial derivative of f with respect to its second variable and f is

given by
f(t yH (t)) — I“('ve—r(T—l)(D ln(ﬂ{%) + (r - %HQHZ) (T B t) _ (431)
’ 612 (T = 1)
“VH (1) e~ @ 1OPT -0y [ln(ﬂ% )+ (r = 3167) (T - t)].
l6I> (T — 1)

Proof. Let us first point out that due to standard results of continuous-time finance (see
e.g., Chapter 2 of [33]), the wealth process W*(¢) that leads to the optimal final wealth of
WH(T) = [(we'l +d*) — Y(w,d*)H(T)]* satisfies

HOW* (1) = E(H(T)W*(T) |F;). 4.32)
This leads to
W*t) = E @W* T)|F
® = ) (T)|F;
. (H(T H(T
= KE (%lymr»k |Ft) -VE (%H(T)I}NH(T»R |Fz)
o[
61> (T — 1)

In (A5 + (= 300P) (T = )
611 (T - 1)

_H (£) e Cr Ty { ] (4.33)

= ftLJH ().

Here, the second but last equality is result of the explicit computation of the conditional

expectations which are totally similar to the computations leading to Equation (4.25).

Applying Ito’s rule to W*(¢) yields

dW* (1)

df (1, 5H (1))
= fi(t,yH () dt + f, (t,7H (1)) dx + %fxx t,yH ()d < x,x >
(£ . 5H 1) = Fo (0, 5H 0) r5H (1)) dt
—f (LFH () FH (1) 0T dB(r) . (4.34)

Comparing this representation with the general form of the wealth equation
AW (6) = W' @) [7" (0" o (u— ) dt + 7" (0 odB()| (4.35)
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leads

fi (t,FH (1))

(1) = —o V65 H (f) = )
PO = O S H )

(4.36)

4.37)

The second representation of (4.29) is then obtained by the explicit calculation of the partial

derivative (this is similar to the calculation of the Delta in the Black-Scholes formula).

When we set x = yH(¢), then

Ft.x) = Ke" T (dy) - xe” @ WOT0 (ay),

where

In (%) +(r - 31617) (T - 1)

dy =
61> (T — 1)
In (&Y + (r = 21012) (T - 0)
dy = () + (= 31°) . (4.38)
61> (T — 1)
The partial derivatives of d; and d, with respect to x are obtained as
ody  dd 1
R — (4.39)

ox — 0x  x\lAR(T -1

The partial derivative of f (t, x) with respect to x are obtained as

af (t,x) _ 1 T @RI g (1) 1
dx x V62 (T - 1) 16112 (T - 1)

_e—(2r—||9||2)(T—t)(D (dy), (4.40)

~Ke "¢ (dy)

where ¢ is the normal density function.

From the definitions of d; and d, we can see that d» = d| — /||0|> (T — £). When we use this

result, we can get the density function of d; in the form of d; as

1 (&1~ V||9||2<T—r>)2

|
d = ——¢ = — 2
o) = e Vor

= p(dy)elbdiHn(5 ) (1))

N‘NQI'\)

=¢uo§4“wm””l (4.41)
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When we put this result to (4.40), we will have

of (t,%) _

- _e @I T-D (i) | (4.42)
X

As a result the optimal portfolio strategy formula is

(20T (n(FA5) + (r = 3161P) (T - 1)

() = o 05H (1) — o
s I TR S H () 6P (T -1

(4.43)
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CHAPTER 5

CONTINUOUS-TIME MEAN-VARIANCE OPTIMAL
PORTFOLIO APPROACHES: A COMPARISON

In this chapter, we will first give the solution of the continuous time MV problem with the
L? projection method of Schweizer [53]. Then, we will perform a detailed comparison of the

three continuous time MV portfolio optimization approaches considered in this thesis:

e the Lagrangian function approach,
e the L*-projection approach, and

e the direct approach by Lindberg.

The comparison results are illustrated by numerical examples. The solution of the continuous

time MV problem and the comparison results are taken from [55].

5.1 The L? - Projection Approach

In 1995, Schweizer [53] solved quadratic optimization problems in finance by using L* pro-
jection techniques on the space of stochastic integrals with special conditions. As a general
case, he aims to solve the Mean-Variance hedging problems. However, his results can be used
for the MV portfolio optimization problem as well. If one gives up the non-negative final
wealth requirement of the problem given in (4.8), then the solution of the MV problem can be

solved by using L?-projection techniques as given in Schweizer [53].
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The MV portfolio optimization problem then reads as

min  var[W>™(T)] s.t. E[W*™(T)] > we'l (5.1)
n(-)eA” (), ysw

where the set A” (y) consists of the portfolio processes 7(-) that are progressively measurable

with respect to the underlying Brownian filtration and that satisfy

T
fo Ix()|Pdt < o0 as. . (5.2)

As indicated in [32] this problem can be treated by using the same steps as in the Lagrangian

function approach, i.e. by solving the following quadratic problems

1
max -E [—(WW’”(T) — (we'l +d))? (5.3)
n()eA” (w) 2

where we have again used Assumption (4.11) and can thus restrict ourselves to consider only

strategies from A" (w).

Rewriting the unconstrained problem in Step 1 in the form of the problem in [53] with dis-

counted asset prices and discounted wealth process
Sit) = Sine™, W) = Wne™, (5.4)
we look at the minimization problem

i ! i AT -T2
n<~r)rel/lxr(lw)§E [(W(T) —(we™ +d)e™") ] . (5.5)

Theorem 5.1.1 The optimal final wealth W*(T, d) for the minimization problem (5.5) is given
by

WHT, d) = we'l +d) — (we'T + d) — we'T)e 3 IOPT-0"BT) (5.6)

The corresponding portfolio process to the final wealth of W*(T, d) has the form of

ﬂgd)(t) — W*é(); 7 (((w AT 4 d)—w erT) e—r(T—l)—%IIHIIzt—b’TB(t)). (5.7)

with the notation of 0 = (o7)~'é.

Proof. If we set,

Wi (1)

_ D N P P Cipy —
c=0, o=(c")6, £&(=0, f(f)—ﬂzsi(t),
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and use the notation of

H=we'l + dye™™, Gr(&) = W(T),

VE(@t) = E,[HIF,] = (we'T + d)e™T,

then according to the main theorem of [53] given in Appendix A.2 part of the thesis the

optimal number of assets are found as,

£ = 4lwel + dye™™ — W*(t,d)), (5.8)

where A;(f) = SQ—(’I)

n
Then, since dW*(t,d) = Z £°(dS (1), the optimal wealth process has the following stochas-
i=1
tic differential equation:

dW*(t,d) = (we'l + d)e™T — W*(t, )10\ dt + 67 dB,), (5.9)

with solution given in (5.10):

W (t,d) = we'T + d)e™T — (we'l + dye™T — w)e210P=0"B0), (5.10)

We know that W*(z,d) = W*(t,d)e™". So, as a result,

W (t,d) = we'T + d)e T — (well + d)e" T — ype't)e 210 1=6"B(O) (5.11)

and the optimal terminal wealth process becomes

WH(T, d) = (we'l +d) — (we'l + d) — we'T)e 21IPT-6"BT) (5.12)
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When we use the result obtained in (5.10) and the fact that §;(f) = S;(f)e”"", then the optimal

&°() becomes

£t = SQ_(t) (Ove'™ + dye™ T — ') ¢ IAPT-6BD), (5.13)

In Schweizer’s paper the optimal strategy is given as the number of assets in the portfolio, but
in our case we are dealing with the weights of assets in the portfolio so we have to multiply
the £°(¢) with 5,’—((?) to represent the strategy as the portfolio weights. Finally, we can obtain
the optimal portfolio strategy as

7D = Wf(’;' 7 (((we” +d)— we’T)e—r<T—’>—%“"“2f—9TB<f>). (5.14)

We can now use this explicit form of W*(T, d) to solve the mean-variance problem

1
min min = |d® — E|(W"(T,d) — we'l + d))? 5.15
mir ”(.)EA,,(W)z[ |ow*(T.d) - ( ] (5.15)

P N g AT rT\2 = (,-3II61RT 267 B(T)
—Iali’lzl(l)li[d —((we™ +d)—we E(e )]

The minimum of this deterministic function in d is attained for

AT —lleIPT

—we'le
1 — e-llIPT

(we

d* = (5.16)

Hence, we have completely solved the mean-variance problem in the setting without non-

negative wealth constraints:

Theorem 5.1.2 Under Assumption (4.11) the solution of the mean-variance problem is given

by the optimal final wealth

w

AT rIOIT _ (AT _ Ty (=10 gy (5.17)
1 — e-lOIPT

WXT) =
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and the corresponding portfolio process of

T — T e r1leI) H(r)
AT _ =0T — (AT — orT)er=I0IP F (1)

mi (1) = i (5.18)
(5
Proof. The proof consists of putting the explicit form (5.16) of d* into the representations of

W*(T,d*) and 7'Y(¢) given in Theorem 5.1.1. |

5.2 Comparison of the Continuous-Time Mean-Variance Approaches

5.2.1 The Form of the Optimal Terminal Wealth

The first - and maybe most important - characteristic to compare among the different mean-
variance approaches is the final wealth. There are two remarkable aspects. First, as in the
L?-projection approach, we have the weakest requirements on the portfolio process (followed
by those of the Lagrangian function approach), we have the obvious ranking in terms of the

smallest variance between the different methods:

var (W; p(T)) < var (W -(T)) < var (W, (T)). (5.19)

Here, W; ,(T) is the optimal terminal wealth of L?-projection approach, W} (T) is the optimal
terminal wealth of Lagrangian function approach and Wy, (T) is the optimal terminal wealth

of the direct approach by Lindberg.

To see why we have even the strict inequalities above, note that the optimal wealth processes
are unique in all three problems and have different behavior with respect to the sign of the
final wealth: While the Lindberg wealth is strictly positive, the optimal final wealth in the
Lagrangian function approach is non-negative with a positive probability to be zero. The op-
timal final wealth in the projection method attains positive and negative values with a positive

probability.

To illustrate the different characteristics for the three optimal final wealths, we plot them as
a function of the underlying Brownian motion B(T") in Figure 5.1 (where we have used the

following set of parameters: n = 1,r = 0.05,u =0.1,0 = 04,4 =0.075,w =1,T = 1). Note
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that both the L? projection and the Lagrangian function approach nearly perfectly coincide
inside the center area [—2, 2] of the distribution of B(T). Howeyver, although hard to view, the
L? projection method is slightly closer to the lower bound for the expected final wealth than
the Lagrangian function method. As expected, the L? projection method leads to negative
values for the final wealth for values of B(T) < -2, while the Lagrangian function method

gets 0 values.

= = = L"2-proj

Direct

Lagrange 49
x  Lower Bound

xxxxxxxxxxxxxxxxxxxxxxxxxxxx)&xi 3 XXXXXXXXXXXXXXXXXXX XXX XXX XX

3 .07 2 -1 1 2 BT 3

v
D

Figure 5.1: Comparison of final wealth as function of B(T).

One is tempted to say that the final wealth of the direct method is the most attractive one.
However, this is a bit misleading as it mainly performs well in the non-central part of the
distribution of B(T). In the center, the two other methods perform better. Note also that the
final wealth of the direct method is an exponential function of B(T'), while the other two are

more close to a linear such function (at least approximately).

In addition to Figure 5.1, to show the change in the characteristic behavior of the optimal
weights for an increase in the risk-free rate r and in the required rate of return 4 we plot
the optimal weights as a function of B(T") in Figure 5.2 and 5.3 by changing those two rates
accordingly. In Figure 5.2 all the parameters of Figure 5.1 are kept constant and the risk-free
rate is increased to 0.065. In Figure 5.3 all the parameters of Figure 5.1 are kept constant but

the required rate of return is increased to 0.085.

In Figure 5.2 the optimal wealths of the Lagrangian function method and the L? projection
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approach nearly perfectly coincide in all values of B(T). As we have increased the risk-free
rate the difference between the risk-free rate and the required rate of risky asset then is very
small. Therefore, the risky investment will be decreased and as can be seen from the figure,
the optimal wealth of the L? projection approach does not attain negative values in the likely
area of the final wealth. The direct approach maintains it’s behavior in the central and non-
central part of the distribution of B(T"). However, the difference in optimal wealths of the
direct method and the Lagrangian function and L? projection method has decreased in all

values of B(T).

@

= = = L*2-projec

Direct
Lagrange 25
x  Lower Bound

1,5 -
xxxxxxxxxxxxxxxxXxxx,y‘;AXXXXXXXXXXxxxxxXXXXX
= 0,5
fal
T © T
B(T) -1 1

Figure 5.2: Comparison of final wealth as function of B(T") when r=0.65

In Figure 5.3 inside the interval of [-1.5,-0.5] the distribution of B(T) [? projection method
performs better than the Lagrangian function approach. For B(7)>0.5 the Lagrangian func-
tion approach method performs better than the L? projection method. The L? projection ap-
proach is more risky than the Lagrangian function approach and when we increased the re-
quired rate of risky asset the L? projection approach leads to negative optimal terminal wealths
for B(T)<-1,.5. Thus, the probability of getting negative values is higher than the case of Fig-
ure 5.1. The direct approach maintains it’s behavior in the central and non-central part of the

distribution of B(T).

Note that in the L2-projection approach the variance minimizing activities can lead to a neg-
ative wealth which indeed is very undesirable. While the Lagrangian function approach per-

forms best by obtaining a non-negative wealth process with minimal variance, its main draw-
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Figure 5.3: Comparison of final wealth as function of B(T") when A4 = 0.085

back are the complicated computations. Here, the fully explicit results of the direct approach

and the L? projection approach are easier to obtain.

5.2.2 The Form of the Optimal Portfolio Process

The other characteristic to compare is the portfolio processes. Again, the ranking of simplicity
is lead by the direct method as the optimal portfolio process for the direct method is just a

constant portfolio process, given as the unique solution of the linear system (3.30).

Also, the optimal portfolio processes of the other two methods can be computed explicitly .

The L*-projection method has an optimal portfolio process of

(D) = Vf/ ((we” +d*) - we’T)e{—”—%”9”2’—9TB(’)’). (5.20)
t

Note that 1/S () is hidden in ;. Thus, the portfolio process is far from constant and the size

of its moves depend heavily on the relation between H(#) (the market portfolio) and the i.

stock.

Finally, we have an explicit formula for the portfolio process in the Lagrangian function ap-

proach as given by Equation (4.29),
(20T (n(FA5) + (r = 3161P) (T = 1)

“() = o VO5H (1) — @
0= O f (&, YH (1)) 16112 (T - 1)

(5.21)
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To compare their performance, we look at the setting of our example used above to illus-
trate the behavior of the optimal final wealths. In the first example given in Figure 5.4 the
market performs well (indicated by a high value of B(T')) and thus the L? projection and the
Lagrangian function methods do not need a big stock investment to deal with the expectation

constraint.

"""""""""" Direct
1,8 Projection

Lagrangian
1,6
il
W W

1,2 A

0,8
0,6 4
0,4 4
0,2 4

Figure 5.4: Performance of different portfolio strategies - good market performance

18 4

16 - ——Direct

14 - Projection
12 - Lagrangian

0 T T T T 1
0 0,2 0,4 0,6 0,8 t 1

Figure 5.5: Performance of different portfolio strategies - bad market performance

In our second example given in Figure 5.5, the market performs badly (indicated by a low
value of B(T)) and both the Lagrangian function and the L? projection method lead to a final

wealth which is positive, but close to zero. Thus, both methods try to compensate for this by a
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stock investment which is financed by a short position in the bond. Note that the L? projection
method typically is more risky than the Lagrangian function method for nearly all the time.
Only close to the time horizon the Lagrangian function portfolio it exceeds the one of the L2

projection method slightly.
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CHAPTER 6

CONCLUSION

One of the classical problems in financial mathematics is the portfolio optimization problem.
The most widely used portfolio optimization techniques is presented by Harry Markowitz [45]
in 1952. Although his one period MV portfolio optimization approach is used wide-spread in
application, its main problem is its static nature. In addition, to solve a portfolio optimization
problem all the market coefficients (such as the drift and diffusion coefficients of the stock
price) have to be known. However, the estimation of the stock price drift is a particularly hard

problem.

For this purposes, in this thesis we have studied continuous time extension of MV portfolio
optimization problem. To solve the expected return estimation problem, we picked up ideas

of Lindberg presented in [42] intending to

e solve the continuous-time mean-variance problem,

e help estimating stock price drift coefficients in an intuitive way,

e and to interpret the optimal strategy as a 1/n-strategy.
We have extended these ideas and the setting of [42] to a jump-diffusion framework. By
doing so we modified the optimality statement given in [42] in showing that the assertion
there is only valid for a restricted class of portfolio strategies, which is essentially equal to
the deterministic portfolio processes. Further, we examined the scope and the interpretation
of this new method by demonstrating effects such as

o the determination of the range of the drift parameters,
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e the exact interpretation of the form of the optimal strategy (which is only a 1/n-strategy

in a very wide sense),

o the interpretation of the choice of the o-matrix as a choice of surplus drift and not
as a choice of the volatility structure (which indeed remains unchanged under such a

choice).

Then, we have used the Lagrangian function approach to the continuous-time MV portfolio
optimization, which has first been presented in Korn and Trautmann [31]. We have used
the innovative market parametrization of Lindberg [42] and derived new results in particular
explicit representation for the optimal portfolio process. In addition, we have derived the
optimal solution for the continuous-time MV portfolio optimization with Lindberg’s market

parametrization by using the L2-projection techniques as given in Schweizer [53].

Lastly, we have compared the three different approaches to the continuous-time mean-variance
problem in the market setting suggested recently by Lindberg in [42]. All three approaches

have their attractive features:

o The Lindberg approach is structurally very easy as its optimal portfolio process is a
constant one. Further, it has an interpretation of a 1/n-strategy (as dividing money

equally to the different sources of risk) which is appealing.

e The L? projection approach leads to an explicit form for both the optimal final wealth
and the optimal portfolio process. Further, it has the biggest range of application, up
to a general semi-martingale setting as presented in [53] and many follow-up papers.
Also, it provides the lowest variance among the three methods. However, it cannot
guarantee a non-negative final wealth which is an undesirable feature for its application

in real life.

e The Lagrangian function approach in its current form is restricted to the complete dif-
fusion market setting. To obtain its optimal final wealth, one has to use an iteration
procedure that also involves solving a non-linear equation numerically. On the positive
side, we have derived an explicit representation for the optimal portfolio process that
allows an implementation of the method. And on top of this, the performance of the
Lagrangian function method is very close to that of the L? projection method, but it

avoids the possibility for a negative final wealth.
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APPENDIX A

SCHWEIZER’S L> PROJECTION APPROACH

A.1 Preliminary Definitions

Let (Q, F, P) be a probability space with a filtration ' = (F;)o<<r, T > 0 be a fixed finite
time horizon. Let X = (X;)o<<7 be an R? valued semimartingale in § 120c for the canonical

decomposition

X=Xo+M+A (A.1)

of X, this means M € MZ, and |A"| is the predictable finite variation part such that A’ of X
is locally square integrable for each i. Let us choose versions of M and A such that M’ and A’

are right continuous with left limits (RCLL) for each i. We shall assume,
Al << (M (A.2)
with predictable density a = (C},’;)OgtsT where (M') is the process associated to M.

Then fix a predictable increasing RCLL process B = (B;)o<;<r null at 0 such that (M’) << B
d

for each i, for instance, choose B = Z(Mi) then this implies (M', M7y << B for all
i=1
i,j=1,...,d and define the predictable matrix-valued process o = (07)o<;<1 by,

. M M)
g L j=1,....,d. A3
o a5 Jor i (A3)
Therefore, each ai’j is symmetric non-negative definite matrix.

If a predictable R4 valued process vy = (yy)o<i<r 1s defined by
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yii=adlot for i=1,...,d. (A4)

Then, (A.2) and (A.3) imply that

t
A;’:fygst for i=1,....d. (A.5)
0

Definition A.1.1 The space L%loc)(M ) consists of all predictable R valued process v = (v;)o<i<1

such that
!
(f v{o‘svsdBS) (A.6)
0 0<t<T
is locally integrable.

2

(loc)(A) consists of all predictable R? valued process v = (Uy)o<i<T Such that

!
( | |vfys|st) (A7)
0 0<t<T

The space L

is locally square integrable.

Let us define the space © := L2(M) N L*(A).

Ifvel?

(loc)(M) the stochastic integral f vdM is well defined in M%JOC and

< f vdM, f (//dM> = f viowdB; for v,y € LY, (M) (A.8)
t 0

t d t t
Ifve L(ZIOC)(A) the process fo vldA, = Zj(: vidAL = fo v y,dBy is well defined as a
i=1

f quA‘ = f [v" y|dB.

Riemann-Stilges integral and has locally square integrabe variation

Then, for any v € 0, the stochastic integral process

G(v) :=fvsts, (A9)
0

is well defined and a semimartingale in S? with canonical decomposition,
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G) := f vdM + f vldA, (A.10)

Let us define the predictable matrix valued process J = (J;)o<i<7 by setting

Jf’j = Z AA;AA? for i,j=1,...,d (A.11)

O<s<t

By (A.5) J can be written as

PR t PRy
Jl = f K;'dBy, (A.12)
0

where the predictable matrix valued process k = (k;)o<i<7 1S defined as Kﬁ’j = yﬁylj AB; for

iL,j=1,...,d.
Definition A.1.2 X satisfies the extended structure condition (ESC) if there exists a pre-
dictable R valued process A = (A)o<i<r such that

(01 + k) =7y, P—a.s. forall te[0,T] (A.13)

and

!
K, = f AlydBy < 00 P—a.s. forall tel0,T]. (A.14)
0

When the RCLL version of K; is choosed then it is called the extended mean-variance tradeoff

(EMVT) process of X.

Definition A.1.3 A random variable H € L* admits a strong FS decomposition if H can be

written as

T
H=Hy+ f elax,+ LY P-a.s., (A.15)
0

where Hy € R is a constant, f? € O is a strategy and LY = (Lf’ Yo<t<T IS in M? with E [LOH 1=0

and strongly orthogonal to f v dM for every v € L>(M).
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A.2 The Main Theorem

Theorem A.2.1 Suppose X satisfies the ESC and EMVT process K is deterministic. If H € L?
admits a strong FS decomposition then the solution of the following quadratic optimization

problem

min E[(H ¢ - Gr(v))*] (A.16)

forany c e Ris

=g+ LV - e = G (g (A17)

!
where VI := Hy + f Eax, + L1
0

The problem given in (A.16) has a very natural interpretation in financial mathematics in
option hedging. When we suppose X; as the discounted asset price at time ¢, v as the dynamic
portfolio strategy that describes the number of shares of assets to be held, ¢ € R as the initial
capital at time 0 and H as the contingent claim then the problem is called mean-variance

hedging problem which is the minimization of expected square of net loss.

The solution of the quadratic problem given in (A.16) is the application of Hilbert’s projection
theorem. G7(®) is a linear subspace of the Hilbert space L?, then the projection theorem

implies that a strategy &€ € ® solves the quadratic problem if and only if

E[(H-c—-G7r(€)Gr(v)] =0 forall ve® (A.18)

Since H admits a strong F'S decomposition H = Vﬁ P —a.s.. Fix £,v € 0 and define a
function f : [0,T] — R by

f@ = El(V]! = ¢ = Gi(&)G,w)]. (A.19)

If we can show that f(T') = 0 for & = ¢© and arbitrary v then the theorem will be proved. The

product rule gives
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70 = EL| o] (o + k0l = €0+ 7V~ = G (@) dB) +

t
E[ f vl (& - £)G,_(v)dBy). (A.20)
0

Then inserting & = £¢ and using (A.13), (A.13) and (A.17) yields,

f(0)=-E[ f (VE — ¢ = G, (£9)G,-(v)dK,] = - f f(s—)dK, (A21)
0 0

since K is deterministic then f = 0 if & = £© so & solves the quadratic optimization

problem. For detailed proof of the theorem and construction of & see [53].
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