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Abstract

In a multidimensional affine framework we consider a portfolio optimization prob-
lem with finite horizon, where an investor aims to maximize the expected utility of
her terminal wealth. We state a very flexible asset price model that incorporates
several risk factors modeled both by diffusion processes and by a Markov chain.
We apply Merton’s approach, because we are dealing with an incomplete market.
Based on the semimartingale characterization of Markov chains, we first derive the
Hamilton-Jacobi-Bellman (HJB) equations that, in our case, correspond to a sys-
tem of coupled non-linear partial differential equations (PDE). Exploiting the affine
structure of the model we solve the corresponding HJB equations explicitly up to
an expectation only over the Markov chain or equivalently up to a system of simple
ODEs. Furthermore, general verification theorems are proved. These results are
provided both for the constant relative risk-aversion (CRRA) and hyperbolic abso-
lute risk-aversion (HARA) utility functions. The relevance of the presented general
model is illustrated on various examples including among others a stochastic short
rate model with trading in the bond and the stock market, and a multidimensional
stochastic volatility and stochastic correlation model. Precise verification results
for all examples are provided. Economic interpretations of the models and results
complement the theoretical analysis.
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Zusammenfassung

Diese Arbeit befasst sich mit dem Portfoliooptimierungsproblem eines Investors,
der den erwarteten Nutzen seines Endvermdgens maximieren mochte. Das betra-
chtete multidimensionale Preismodell beriicksichtigt verschiedene Risikofaktoren,
die sowohl durch Diffusionsprozesse, als auch durch eine Markovkette modelliert
werden. Da es sich um einen unvollstandigen Markt handelt, wenden wir Merton’s
Methode an. Ausgehend von der Semimartingaldarstellung der Markovkette leiten
wir zuerst die Hamilton-Jacobi-Bellman Gleichungen her, die in diesem Fall einem
System von gekoppelten nichtlinearen partiellen Differentialgleichungen entsprechen.
Wir nutzen die affine Struktur des Modells aus und finden explizite Losungen fiir das
betrachtete Problem in Form von einem Erwartungswert nur iiber die Markovkette
oder aquivalent dazu einem System von einfachen gewohnlichen Differentialgleichun-
gen. Zudem, beweisen wir allgemeine Verifikationssatze. Die Ergebnisse werden fiir
die constant relative risk-aversion (CRRA) und hyperbolic absolute risk-aversion
(HARA) Nutzenfunktionen hergeleitet. Die Relevanz der dargestellten Ergeb-
nisse wird veranschaulicht durch diverse Beispiele, die unter anderem ein Bond-
Aktien-Modell mit stochastischen Zinssatzen und ein multidimensionales Model mit
stochastischer Volatilitat und stochastischer Korrelation einschliefen. Detaillierte
Verifikationsergebnisse werden fiir alle Beispiele bewiesen. Die 6konomische Inter-
pretation des Models und der Ergebnisse rundet die theoretische Analyse ab.
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Chapter 1

Introduction

1.1 Literature overview and motivation

In this thesis we derive optimal investment strategies by maximizing the expected
utility from terminal wealth under a very flexible model, influenced simultaneously
by a (multidimensional) continuous stochastic factor and a Markov chain. We do
this for two utility functions: the CRRA, called also power utility, and the HARA
utility function. In what follows we embed this problem in the existing literature
and motivate its relevance.

The utility maximization problem was first stated and solved in continuous-time
for the Black-Scholes model by [80] and [81]. Thereafter, many authors further
developed this theory for more sophisticated and realistic market models. One im-
portant extension is the stochastic modeling of the asset returns volatility and the
risk premium, because the constant Black-Scholes drift and volatility cannot reflect
important empirical observations, such as asymmetric fat-tailed stock return distri-
butions and volatility clustering (see, e.g., [01], [18], and [41] for detailed empirical
studies). Some of the most popular examples of stochastic volatility models include
the affine models by [96] and [58]. Optimal investment rules for one-dimensional
continuous-time models with an additional stochastic factor that follows a diffu-
sion process were derived, e.g., in [67], [104], and [19]. [74] proved rigorously their
validity in the Heston model. Using martingale theory [63] solved the problem of
maximizing expected utility for affine stochastic volatility models with jumps. [20]
and [I4] motivated in this context a model with a time-varying expected return by
the fact that investors cannot observe directly the mean of the returns and their
estimate changes as time goes by. As motivated in the next paragraph, in this thesis
we extend the existing results for affine models with continuous stochastic factors
by Markov switching.

Although the incorporation of stochastic volatility and drift terms makes asset price
modeling more realistic, it does not capture long-term macroeconomic developments.
Such fundamental factors can be described using Markov chains, wherein each state
of the Markov chain describes a different market situation, such as a crisis or a boom-
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ing economy. Since the introduction of a Markov-switching autoregressive model by
[53], Markov chains have found several applications in financial mathematics. Em-
pirical studies on Markov-modulated models can be found e.g. in [II] and [105]
for the Markov-switching Black-Scholes and the Markov-switching Vasicek models,
respectively. Pricing of bonds in this context is studied in [37]. The literature on
utility maximization considers mainly the Black-Scholes model. [8] solved the prob-
lem of maximizing utility from terminal wealth when trading in one risky asset and
the bank account, while [95] maximized the utility from consumption over an infinite
time horizon in a multiasset environment. [48] added inflation and [76] considered
the case with transaction costs. By a fixed-point argument [77] derived an implicit
probabilistic representation for the value function when maximizing expected utility
from consumption and terminal wealth over a finite time horizon. Furthermore,
empirical confirmation for the significantly better performance of models exhibiting
a stochastic factor and Markov switching in comparison to models without Markov
switching can be found in [30] and [35].

All this motivates why this thesis combines both sources of randomness - a continu-
ous stochastic factor and a Markov chain - in the context of portfolio optimization.
To assure the analytic tractability of our model, we assume an affine structure. Such
models were recently considered for derivative pricing. [40] derived pricing formu-
las for volatility swaps and [83] and [87] applied perturbation methods for option
pricing under different Markov-switching affine models. We extend the existing lit-
erature by solving the problem of maximizing the utility from terminal wealth in
this framework.

We derive the portfolio optimization results in great detail first in a one-dimensional
model with a bank account and one risky asset. This is done in Chapter [dl After-
wards, in Chapter [5] we direct our attention to the multidimensional context with
several traded assets and multiple stochastic factors. Our interest in the multi-asset
case is motivated by the fact that when considering portfolio optimization it is cru-
cial to account for the interaction between the single assets. Empirical evidences for
the importance of multiasset modeling and stochastic correlation for utility max-
imization problems can be found in [23]. Furthermore, the existence of various
stochastic factors influencing the asset price processes is also supported by numer-
ous empirical findings in the literature. More precisely, [31] confirmed empirically
that various stochastic factors drive the stock price volatility and [45] found empir-
ical evidences for the existence of fast and slow mean-reverting factors influencing
asset prices. Besides volatility, additional sources of randomness might be stochastic
interest rates or factors explaining the expected return of assets, see [93] and [4] for
an empirical verification of such models. What is more, multidimensional models al-
low for simultaneous consideration of several risk factors, for sophisticated modeling
of the correlation structure and for analysis of the optimal trading in different asset
classes, such as bonds and stocks. All this emphasizes the importance of considering
multifactor multiasset models in the context of portfolio optimization.

Utility maximization problems for multidimensional models were solved by [63] and
[75] for affine and quadratic models without Markov switching, however without
providing explicit verification results for multidimensional examples. [56] and [7]
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filled this gap for a Wishart market model. For utility maximization in models with
stochastic interest rates and trading in stocks and a bond consult [21] and [92].
In Chapter |5 of this thesis we solve the utility maximization problem in a general
affine multidimensional model influenced by Markov switching and also prove easy
to apply verification results.

After deriving the results with the power utility function we extend our study to
the HARA utility. It includes the power utility as a special case and allows for
more flexible modeling of the investor’s risk preferences. Optimal portfolio and con-
sumption rules for the HARA utility function were derived by [81] in the context of
the Black-Scholes model. Two decades later [15] related the resulting solutions to
the so-called constant proportion portfolio insurance (CPPI) strategy. The CPPI
strategy assures a lower bound on the terminal wealth by reducing the taken risk
at lower wealth levels and increasing it at higher wealth levels. Thus, it provides
downside protection in bearish markets but also allows for profit in bullish markets.
A lower bound on terminal wealth is a desirable property e.g. for institutional in-
vestors such as pension funds that often have to guarantee their customers minimal
performance. This motivates additionally the relevance of the HARA utility func-
tion. The connection between the HARA utility and the CPPI strategy under the
Black-Scholes framework was further investigated by [07] and [103]. Optimal invest-
ment rules with the HARA utility for the Markov-modulated Black-Scholes model
were derived in discrete time by [25] and in continuous time by [26]. In Chapter
[6] we investigate the results in a multidimensional context wherein the asset price
processes are influenced by a Markov chain and additional stochastic factors, mod-
eling e.g. a stochastic short rate and stochastic volatility. We are also interested
in comparing the results for the general HARA utility function with the results for
the power utility function and in verifying the performance of the optimal strategy
using real data.

1.2 Summary of the results and contributions to
literature

To the best of our knowledge we are the first to apply both sources of randomness:
Markov switching and continuous stochastic factors for utility maximization. More
precisely, the contributions of this thesis are the following;:

i) Based on the semimartingale characterization of Markov chains we formulate
the HJB equation for a general class of affine models exhibiting simultaneously
a (multidimensional) continuous stochastic factor and a Markov chain (see
Section [3.3)). It is in this case a system of coupled PDEs.

ii) In the one-dimensional case the optimal portfolio strategy is derived and the
corresponding value function is explicitly computed up to an expectation over
the paths of the Markov chain (see Section [4.2). Note that we allow for
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instantaneous correlation between the stochastic factor and the asset price
process, which is in accordance with empirical observations (see [41]).

iii) We present a very flexible multidimensional model including continuous
stochastic factors and a Markov chain and work out how exactly to include
the Markov switching component so that the analytical tractability of the
model remains preserved (see Section and . According to our knowl-
edge this is the most general affine model with Markov switching where the
utility optimization problem can be solved explicitly. This general framework
can be easily used for various applications by specifying the model parameters
appropriately.

iv) We derive explicitly both, the optimal portfolio as well as the corresponding
value function in the multidimensional context. In the case without leverage
effect we allow for all parameters to depend on the Markov chain and obtain
a simple probabilistic representation for the value function (see Section .
If we assume correlated Brownian motions we apply a separability ansatz to
obtain an explicit solution (see Section [5.2.2)).

v) We prove a verification result that reduces the case with Markov switching to
the one with deterministic coefficients, making it easy to check (see Theorem

3.9).

vi) We state and prove general verification theorems for the Markov-modulated

models (see Theorems [4.2)] and [6.6).

vii) We extend the results from above to the HARA utility function and obtain as
optimal solution a CPPI-type strategy for Markov-modulated models with a
stochastic factor (see Section . We prove that the derived optimal strategy
ensures a lower bound on the terminal wealth.

viii) We illustrate the flexibility of the proposed framework and the relevance of
the results by various examples including:

e Markov-modulated Heston model (see Section 4.3))

e Markov-modulated stock-bond model, where the interest rate evolves ac-
cording to the Vasicek model extended by Markov switching and the
stock follows a Markov-modulated geometric Brownian motion (see Sec-

tion

e Markov-modulated model with two assets exhibiting stochastic covari-
ance and correlation (see Section |5.3.2))

e Markov-modulated stock-bond model with stochastic interest rates and
stochastic stock volatility (see Section [6.3)).

Explicit solutions are derived for all these examples. Furthermore, we prove
specific verification theorems for all considered examples that can be directly
applied without any additional computations. All these models are relevant
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not only from a theoretical point of view but are also interesting for practition-
ers because they combine analytical solutions and desirable model properties
such as stochastic interest rates, stochastic correlations and macroeconomic
regimes.

ix) We illustrate the obtained results by various numerical studies and interpret
them from an economic point of view (see Sections [4.3.4] |5.3.1} |5.3.2 and
. For all examples a detailed interpretation of the model parameters and
the results is provided. Various numerical studies complete the analysis and
highlight the importance of considering both sources of randomness.

x) We exemplarily estimate one of the considered examples using real data and

test the performance of the derived strategy. We provide a comparison between
the HARA and the CRRA utility functions (see Section [6.4).

xi) We state a version of It6’s formula especially tailored for Markov-modulated
Ito diffusions (see Section [2.6.2). It is obtained as a corollary of the general
[to formula for semimartingales.

xii) We state a version of the Feynman-Kac theorem applied to Markov-modulated
stochastic processes (see Section [2.7). It contains a list of explicit sufficient
conditions for the result to hold, so that it can be used in a straightforward
way to solve systems of coupled PDEs in portfolio optimization problems and
other applications, such as derivative pricing and risk measures in Markov-
modulated models.

1.3 Structure of the thesis

In what follows we give an overview over the structure of the thesis.

Chapter [2| contains some existing and new mathematical results needed for the fur-
ther derivations. In particular in Section we state and prove a version of the
Feynman-Kac theorem that is especially tailored for Markov-modulated models.
The next chapter introduces the model we consider throughout the whole thesis
and the exact formulation of the optimization problem. Furthermore, we give an
overview over the method we apply to solve it and we state the resulting HJB equa-
tions. A verification theorem that reduces the problem with Markov switching to
one with time-dependent parameters is provided in Section [3.3]

Chapter [4] deals with the one-dimensional case. After deriving the solution in an
auxiliary market with deterministic time-dependent parameters, we continue with
the Markov-modulated model. The solution for the optimal portfolio and value
function as well as general verification theorems are stated in Section [£.2 Here we
consider separately the cases with and without correlation between the Brownian
motions driving the stock and the stochastic factor. In Section 4.3| we apply the
derived results to a Markov-modulated Heston model and analyze them within a
numerical study.
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Chapter [5| extends the results to multiple dimensions. Again we first solve the prob-
lem with time-dependent coefficients and then deal with the Markov-modulated
model. The solutions with and without instantaneous correlation between the as-
sets and the stochastic factors are presented separately in Sections [5.2.1] and [5.2.2]
Two examples complement the multidimensional analysis in Section [5.3] The first
one includes stochastic interest rate and trading both in a bond and a stock. The
second one presents a two-dimensional model, where the traded assets exhibit not
only stochastic volatility but also stochastic correlation. This framework can be
considered as a generalization of the Markov-modulated Heston model from Chap-
ter 4 to multiple dimensions and stochastic correlation between the assets. For both
examples we derive the explicit solutions and prove very easy to apply verification
results. The derived solutions are illustrated by various numerical computations and
are interpreted from an economic point of view.

The results so far are derived with the CRRA utility function. In Section [6] we
generalize them to the HARA utility function. To this aim we consider a multidi-
mensional model with a stochastic interest rate modeled by an Ornstein-Uhlenbeck
process with a Markov-switching mean-reverting level, and explicitly identify one of
traded assets by a bond. The theoretical results are presented in Section [6.2f and a
specific example with stochastic volatility is studied in Section [6.3] This model is a
generalization of the Markov-modulated Heston model from Chapter [ to stochastic
interest rates and trading in a bond, and extends the first example from Chapter
to stochastic volatility. In Section we estimate the model parameters for the
considered model and illustrate the optimal portfolio using real data.

Chapter [7] summarizes the main findings of this study and concludes.

Lengthy proofs are outsourced in the appendix.




Chapter 2

Mathematical preliminaries

In this chapter we first recall some general results from stochastics (Sections [2.1}2.6).
Afterwards, in Section we state and prove a Feynman-Kac theorem especially
tailored for multidimensional models with Markov switching. To the best of our
knowledge, this result is a novel contribution. Finally, in Section we recall some
basic concepts concerning utility functions.

2.1 General notation

We start with the basic notation and abbreviations used in the whole thesis without
any further explanation. They are summarized in Table 2.1]

symbol explanation

N the set of natural numbers including 0

R the set of real numbers

[0, 00) the set of all non-negative real numbers

R<o the set of all strictly positive real numbers

R the set of all positive real numbers and oo

R? the Euclidean d-dimensional space for any d € N\0

R4z the set of all d; x ds-dimensional matrices with elements in
R for any dy,dy € N\0

Ui the i-th element of a vector y € R?

Yi; the element in position (4, j) of a matrix ¥ € R4

diag(y) the d x d matrix with the elements of ¥ € R on the diagonal
and zeroes otherwise

Tr(Y) the trace of a matrix Y € R4

v, Y’ the transpose of vector ¥ € R? respectively matrix ¥V &
Rd1.d2

lyl, Y] the absolute value of a real number y € R; for vectors § € R?
the absolute value is to be taken element-wise

7] the Euclidean norm of § € R?
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FRY

RV :Q—=R
RV ~ Distr
N (1, 2?)
Aa(p, BE')
EP[RV] , E[RV]

Varp(RV),
Var(RV)

sdp(RV), sd(RV)

E[RV|A]
E[RV|¥]

X ={X ()} ep.00)

Xt,x

IFX - {th}tE[O,oo)

dim.
HJB
MS
ODE

Pp.

a function R — R, z — h(2)

the derivative of function h with respect to (w.r.t.) z

the gradient of function h

the second derivative of function h w.r.t. z; and z;

the Hessian matrix of function h

the value of function h : z — h(z) at point z

the set of all continuous functions i : D" — R

the set of all functions h: D x...x D" - R, (z1,...,24)
h(zy,...,zq) that are k;-times continuously differentiable in
x;, forall i =1,... d; k; = 0 means continuity in x;

the indicator function: it has value 1 if the condition {...}
is fulfilled and 0 otherwise

state space

>-algebra on

filtration on (92, %)

probability measure

probability space

filtered probability space

the Borel-X-algebra on A, i.e. the smallest >-algebra con-
taining all open subsets of A

product Y-algebra of .# and ¢, i.e. the smallest Y-algebra
containing all sets A; X Ay € .F X 4

a random variable on (2, #,P)

the random variable RV has distribution Distr

the normal distribution with mean p € R and variance ¥? €
R

the d-dimensional normal distribution with mean vector p €
R? and covariance matrix ¥¥' € R4

the expectation of RV under P; whenever the measure is
clear from the context, we omit the index

the variance of RV under IP; whenever the measure is clear
from the context, we omit the index

the standard deviation of RV under P; whenever the mea-
sure is clear from the context, we omit the index

the conditional expectation of RV given event A C €2

the conditional expectation of RV given the sub-Y-algebra
9 CF

stochastic process on (2, %, F, P)

process X started at time ¢ in point z

the natural filtration of process X

dimension(al)

Hamilton-Jacobi-Bellman

Markov switching

ordinary differential equation

page
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PDE partial differential equation
SDE stochastic differential equation
w.I.t. with respect to

Table 2.1: Basic notation and abbreviations.

2.2 A few basic tools

In this section we summarize for the convenience of the reader some very basic
definitions from stochastics that we will apply later on. They are cited from [12]. If
nothing else is stated all objects are defined on the probability space (Q2,.%,P).

Definition 2.1 (Integrable random variable)
A random variable X is called integrable if E[| X|] < oco.

Definition 2.2 (Uniformly integrable)

A family {X (t)}iepo,00) of real-valued random variables is called uniformly integrable
if for any € > 0, there exists a constant K. such that E[|X (t)|1x@)>xk.] < € for all
t € 10,00).

Definition 2.3 (Almost sure convergence)
Let { X, }nen be a sequence of random variables. We say that it converges almost
surely (a.s.) to the random variable X and write:

a.s. lim X, = X,

P({w € Q]nh_)rgoXn(w) =X(w)}) =1.

Definition 2.4 (Convergence in mean)
Let { X, }nen be a sequence of random variables with E[| X, |] < oo for alln € N. Fur-
ther, let X be a random variable with E[|X|] < co. We say that {X, }nen converges
to X in mean if the following holds:

lim E[|X,, — X|] =0.

n—oQ

2.3 Semimartingales

Now we introduce a very general class of stochastic processes, called semimartingales.
Note that in the whole thesis we consider only processes with values in R? for some
d € N\0. They are defined on the filtered probability space (€,.7,F,P) unless
something else is explicitly specified. Recall the following definitions and statements
cited from [59]:



10 2.3 Semimartingales

Definition 2.5 (Cadlag/cag process, p. 3)

A stochastic process X is called cadlag if all its paths are right-continuous and ad-
mit left-hand limits. A stochastic process X s called cag if all its paths are left-
coOntinuous.

Definition 2.6 (Jumps, p. 3, Equation 1.8)

Let X be a cadlag process. Then we define two other processes X~ = { X ™ (t) }te[0,00)
and AX = {AX<t)}t€[0,oo) by.'

X7(0) := X(0), X (t) := ling(s) fort >0

AX(t) == X(t) — X (t).

Definition 2.7 (Stopped process, p.3, Definition 1.9)
Let X be a process and 7 a mapping (2 — Rso. We define process X™ by:

X7 (t) := X (min(7,1)),

and call it the process stopped at time 7.

Definition 2.8 (Evanescent set, p. 3, Definition 1.10)
A set A CQx[0,00) is called evanescent if:

P({w € Q|3 > 0 with (w,t) € A}) = 0.

Two stochastic processes X and 'Y are called indistinguishable if the set {(w,t) €
Q x [0,00)| X (t,w) # Y (t,w)} is evanescent.

Definition 2.9 (Adapted process, p. 5, Definition 1.20)
A stochastic process X = {X(t)}heo,00) @5 called adapted to the filtration F (F-
adapted) if X (t) is Fi-measurable for all t € [0, 00).

Definition 2.10 (Optional process, p. 5, Definition 1.20)

The Y-algebra €O on Q x [0, 00) generated by all cadlag F-adapted processes (consid-
ered as mappings on  x [0,00)) is called the optional X-algebra. A process that is
O'-measurable is called optional.

Definition 2.11 (Localized class, p. 8, Definition 1.33)

Let € be a class of processes. The corresponding localized class €oc s defined as
follows: a process X belongs to .. if and only if there exists an increasing sequence
{T, }nen of stopping times (depending on X ) with a.s. lim,,_, T,, = oo such that each
stopped process X™ is in €. The sequence {T}, }nen is called a localizing sequence
for X (relative to € ).
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Definition 2.12 (Martingale, p. 10, Definition 1.36)

Let M be an adapted process on the filtered probability space (Q,.7% ,F,IP). Assume
that its P-almost all pathsﬂ are cadlag and that every X (t) is integrable. X is called
a martingale (resp. submartingale, resp. supermartingale) if for all (s,t) with s <t

it holds:
X(s) = E[X(8)|7] (resp. X(s) < E[X(DF], resp. X (5) > E[X (D)].F]).

Definition 2.13 (Uniformly integrable martingale, p. 10, Definition 1.40)
A martingale M is called uniformly integrable if the family of random wvariables
{M(t)}icpo,00) 15 uniformly integrable.  The class of all uniformly integrable
martingales is denoted by M .

Definition 2.14 (Local martingale, p. 11, Definition 1.45)
The processes in the localized class M,. constructed from A are called local mar-
tingales. The set of all local martingales M such that M(0) = 0 is called £ .

Definition 2.15 (Square integrable martingale, p. 11, Definition 1.41)

A martingale M is square integrable if supte[O’oo)E[M%t)] < 00. The class of all
such processes is denoted by . Its localized class is 7%, and the processes in J2,
are called locally squared integrable martingales.

For multidimensional processes the definition is to be understood component-wise
(see p. 204 in [59]).

Definition 2.16 (Predictable process, p. 16, Definition 2.1)

The -algebra &2 on 2 x [0,00) generated by all cag processes (considered as map-
pings on 2 x [0,00) ) is called the predictable ¥-algebra. A stochastic process is called
predictable if it is &?-measurable.

Definition 2.17 (Finite variation, p. 27, Definition 3.1)

The set of all real-valued processes X that are cadlag, adapted, with X (0) = 0 such
that each path t — X (t,w) has a finite variation over each finite interval [O,t]EI 18
denoted by V.

For a process X € ¥ we denote its variation by VX, i.e. VX(t,w) is the total vari-
ation of the function s — X (s,w) on [0,t].

VT denotes the set of all real-valued processes that are cadlag, adapted, with
X (0) = 0 and non-decreasing paths. For processes X € ¥+ we define X(oc0) =
lim; oo X (t) € Rsg and call X(o0) the terminal variable.

Proposition 2.18 (p. 28, Proposition 3.5)
Consider a process A € ¥ and let H be an optional process, such that the process
B = fot HdA is finite-valued for allt > 0. Then B € V.

IThis means up to a set of paths of measure zero under P.

2Recall e.g. from [12], p. 37, that a real-valued function h defined on the interval [a, b] is called of
finite variation over [a,b] if sup,, . yep >oiq [h(2i) — h(zi—1)| < oo, where P denotes the set
of all partitions of the interval [a,b]: P = {(20,...,2n) ta =2 <21 <...< 2z, =b,n &N}
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Definition 2.19 (Integrable variation, p.28/29, Definition 3.6/3.7)

o/t denotes the set of all process X € ¥ that are integrable, i.e. E[X (c0)] < 0.
The set of all processes X € ¥ with integrable variation, i.e. E[V*(00)] < oo, is
denoted by < .

A and . are the localized classes constructed from &/ + and o, respectively. A

process in <7, is called a locally integrable adapted increasing process and a process
i e 1S called an adapted process with locally integrable variation.

Theorem 2.20 (Predictable quadratic covariation, p.38, Theorem 4.2)

Let M and N be locally square-integrable martingales, i.e. in 2. Then there
exists a predictable process (M, N) € ¥, unique up to an evanescent set, such that
MN — (M, N) is a local martingale. Furthermore, if M and N are square integrable
martingales then MN — (M, N) € . The process (M, N) is called the predictable

quadratic covariation of the pair (M, N).

Definition 2.21 (Orthogonal local martingales, p. 40, Definition 4.11)
Consider two local martingales M and N. They are called orthogonal if their product
MN s a local martingale.

Definition 2.22 (Purely discontinuous, p. 40, Definition 4.11)
Let M be a local martingale. If M(0) = 0 and M is orthogonal to all continuous
local martingales then it is called a purely discontinuous local martingale.

Lemma 2.23 (p.41, Lemma 4.14)
A local martingale that belongs to ¥V is purely discontinuous.

Theorem 2.24 (p.42, Theorem 4.18)
Any local martingale M admits a unique (up to indistinguishability) representation
of the form:

M = My + M¢+ M¢,

where M¢(0) = M?(0) = 0, M¢ is a continuous local martingale, and M? is a purely
discontinuous local martingale. M€ is called the continuous part of M and M¢ is its
purely discontinuous part.

Definition 2.25 (Semimartingale, p. 43, Definition 4.21)
Processes X of the form.:

X =X+ M+ A, (2.1)

where Xq is finite-valued and F%y-measurable, M € £ and A € V', are called semi-
martingales. The space of all semimartingales is denoted by .&.
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Proposition 2.26 (p. 45, Proposition 4.27)

Let X be a semimartingale. There exists a unique (up to indistinguishability)
continuous local martingale X¢ with X°¢(0) = 0, such that any decomposition
X =Xo+ M+ A of type meets M = X¢ (up to indistinguishability again).
X€ is called the continuous martingale part of X.

Remark 2.27
For processes X = (X1, ..., Xq) with values in R we define the sets ¥4, ¥4 a7
F AN A gga/l;;’d, M, L %ﬁi’d and ./ analogously as before, such that

the corresponding property holds for each component X;, i =1,... d.

Definition 2.28 (Characteristics, p. 76, Definition 2.6)
Let X = (Xq,...,Xq) be a continuous d-dimensional semimartingale with the fol-
lowing semimartingale decomposition:

X =Xo+M+A,

where Xy € R? is Fy-measurable, M € L%, and A € V. Define process C with
values in R by:

Then the pair (A, C) is called the characteristics of the continuous semimartingale
X.

Note that this definition is restricted to continuous semimartingales as this complex-
ity suffices for our applications. For the general definitions with jumps, see [59].

Proposition 2.29 (Factorization, p. 77, Proposition 2.9)
Let X be a d-dimensional continuous semimartingale. There exists a version of its
characteristics (A, C), such that:

(2.2)

where

o Feut

1o 45 a predictable process.

e a is a d-dimensional predictable process.

e c is a predictable process with values in the set of all symmetric non-negative
d x d matrices.
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Definition 2.30 (L*(M), p. 204, Definition 6.3)
Let M € 5%, i.e. M is a d-dimensional process such that each element M; is a
locally square-integrable martingale. Define C;; == (M;, M;) and consider a factor-

1zation as in .'
t
CL]'(IS) :A Ciyj(S)dF(S).

The set of all d-dimensional predictable processes H such that the increasing process

d
{f; > Hici jH;dF(8) hiejo,00) @5 integrable, respectively locally integrable, is denoted
=1

1,]=

by L>4(M), respectively L2 (M).

Theorem 2.31 (Square integrable martingales, p. 204f, Theorem 6.4)

Let M be a d-dimensional locally square integrable martingale and H € Lfo’i(]\/[).

Then {f(f HdM }icpo,00) s a locally square integrable martingale. Further, it is a
square integrable martingale if and only if H € L*¢(M).

Theorem 2.32 (Itd’s formula for semimartingales, p. 57, Theorem 4.47)
Let X = (X1,...,Xy) be a d-dimensional semimartingale, and f : [0,00) x R — R
be a real-valued function with f € €%*([0,00) x R?). Then f(X) is a semimartingale
and we have:

f(t,X(t) :f(O,X(O))+/0 ft(s,X—(s))dHZ/O fus (5, X7 (5))dX;(s)

+ % Z Fro; (8, X7 (5)) (X7, XE)(s) (2.3)
+ Z [f(s,X(s)) — f(s,X_(s)) — ZAXi(s)f:,;i (S,X_(8)>].

Note that the result in Theorem 4.47 from [59] is not explicitly stated with the
dependence of function f on ¢, however Representation follows directly by
identifying in Theorem 4.47 the first component of the semimartingale with process
dt.

Now we cite a result from [62], that states a set of very general sufficient conditions
for an exponential of an affine process to be a martingale. Before we present the
result,we need to define the concept of differential semimartingale characteristics.
Again we do this in the context of continuous processes, the general definition with
jumps can be found in [62].

Definition 2.33 (Differential semimartingale characteristics, [62])
Let X be a continuous d-dimensional semimartingale and denote its semimartingale
characteristics by (A, C). Furthermore, assume that there exist:
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e a predictable processes p with values in R, such that A(t) = fotu(s)ds,

e a predictable non-negative process I' with values in the set of symmetric ma-
trices in R with C(t) = [} T(s)ds.

Then, the pair (u,T') is called the differential characteristics of the continuous semi-
martingale X .

Now we cite Corollary 3.4 from [62].

Theorem 2.34 (Exponential affine martingales)
Let X = (Xq,...,Xy) be a d-dim continuous semimartingale with affine differential
characteristics (u,I') € R x R4 je.

pa(t) af(t) d ay(t)
pu(t) = = : + ZXi
1a(t) ag(t) =1 ag(t)
i) ... Tialf) AL o B
L) = S = A
Faa() .. Taal(t) Baat) - Bla)
30
d Biat) .. Bia)
+) X SR
=\ o e
for some deterministic functions oy, B, : [0,00] — R, i € {0,...,d}, k,l €

{1,...,d}. Further assume that there exists a number p € N, p < d such that
for allt €10,T):

i) aj(t)>0if0<i<p 1<k<p, k#i,
i) o (t

iii) 6,@71(t)20if0§i§p, 1<kI<punlessk=1=1i,

)
)=0ifi>p+1,1<k<p,
w) B, ) =0ifi>p+1, 1<kl<d.

If additionally o'(t) and B'(t) are continuous in t € [0,00), for all 0 < i < d, and
the following condition holds for some 1 <1 < d:

. 1 .
ah(t) + 5Pia) =0V 0< k< d (2.4)

then { exp (X;(t)) }te[O o) 80 martingale.
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2.4 Ito processes

Now we consider a special class of semimartingales called 1to processes. The follow-
ing short summary is based on [12]. All results are cited from there unless something
else is stated. Further details are provided there and in the references cited therein.
In order to present the concept of Itd processes we need to introduce a special process
called Brownian motion.

Definition 2.35 (Brownian motion, p. 160, Definition 5.3.1.)
An adapted process W = {W () }iejo,00) @5 called a Brownian motion (or a Wiener
process), if W satisfies the following properties:

i) W(0) =0, P-a.s.,

i) W has independent increments, i.e. W (t + s) — W (t) is independent of F}¥
for s >0,

iii) W has Gaussian increments, W(t + h) — W (t) ~ A7(0,h), for all h > 0,

iv) W has continuous paths, i.e. t — W (t,w) is continuous in t for all w € Q.
This definition can be naturally extended to more dimensions.
Definition 2.36 (d-dimensional Brownian motion, p. 160)
W ogiven by W= (Wi,o.o,Wa)' = {(Wi(),-. . Wal1))'},c 00y 5 called a d-

dimensional Brownian motion (or d-dimensional Wiener process) if its components
W;, for j =1,...,d are independent Brownian motions.

Definition 2.37 (Itd process, p. 193, Section 5.6.2)
Let X = (Xy,...,Xq4,) be a di-dimensional stochastic process. It is called an Ité
process if it satisfies the following equation:

X(¢) :X(O)—i-/o u(s)ds—i—/o X(s)dW (s) (2.5)

X0)+ [ pa(s)ds + 35 J3 Suy(s)dmi()

Xar(0)+ Jo 1 ()ds + 32 fy Dy (5)AW;(5)
where:

i) X(0) = (X1(0),...,X4(0)) is dy-dimensional Fy-measurable random vari-
able,
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it) p= (p1,-.-,1a,)" is a di-dimensional stochastic process, where p; is adapted
and fg |pi(s)|ds < oo, foralli=1,...,d,

Y11 X
i) X = : e : s a dy X do-dimensional stochastic process, where
Zdl,l T zdlde

Y., is adapted, H([0,00)) ® F-measurable and f;E[(Em)Q]ds < 00, for all
izl,...,dl andj: 1,...,d2,

i) W= (Wy,...,Wg,)" is a do-dimensional Brownian motion.

For convenience, we can rewrite Equation @ wn the following form:
dX(t) = p(t)dt + X(t)dW ().

We call this expression a stochastic differential equation (SDE) with drift p and
diffusion term X.

The next three results allow us to derive the dynamics of an Itd process under
different probability measures.

Lemma 2.38 (Novikov condition, p. 198)
Let W = (Wh,...,Wy) be a d-dimensional Brownian motion and v = {7(t)}cp,m

a measurable, adapted, d-dimensional process with fOT vi(t)dt < oo P-a.s., for all
1=1,...,d. Assume that

I )
E[exp <§/0 [1v(s)|| ds)} < 00. (2.7)
Then process L = {L(t) }ico.1 defined as follows:

)= (= [ w6 -3 [ i) 28)

15 a continuous martingale. Note that process vy is not required to be continuous.

Remark 2.39
Under Nowvikov’s condition it holds that:

t
/ |7(s)||?ds < oo, P-a.s., for all t € [0,T),
0

so that the stochastic integral in (@ 1s well-defined. For a detailed explanation see
[102], p. 34.



18 2.4 It6 processes

Theorem 2.40 (Girsanov theorem, p. 199, Theorem 5.7.1)
Let processes W, v and L be as in Lemma [2.38. Define the equivalent probability
measure Q on (2, Zr) by:

dQ

O~ L(T), ie. Q(4) = E[Ly L(T)) = / L(T)dP, VA € Fr.

A

Then, process W = {W(t)}te[o,ﬂ = {(Wl, . Wd)’}tE[O,T] given by:

m@=m®+4%®m

fort€[0,T] andi=1,...,d, is a Q-Brownian motion.
Process L is called the density or the change of measure from P to Q.

2.4.1 CIR Process

In what follows we consider an important example for an Itd process: the so-called
Cox-Ingersoll-Ross (CIR) process. We will summarize some of its properties as we
will need them later on.

Example 2.41 (CIR process)
The CIR process is given by the following SDE:

dX(t) = k(0 — X (t))dt + x/ X (t)dW (2),

where k, 8 and X are positive real constants and W is a one-dimensional Brownian
motion. If X(0) > 0, then X = {X(t)}icp,00) T€mMains positive, provided that 0 >
*/2 (sce [19)).

Although there exists no explicit formula for X = {X(t)}co,00) in terms of W =
{W(t)}icp,0), a formula for the transition probability density p(X(s) = y|X(t) = x)
can be found. More details are provided by [32)].

As shown by [33], the expectation, variance and covariance functions are given by:

EIX () =6(1— ) + X(0)c™
Var(X (t)) :9;(_,1(1 _ e—m:)2 n X(O)X;(e—nt _ €—2nt)

2 2
Cov(X(s), X (1)) :9;%(6_“(’5_5) — 2e 4 R X(O)X;(e"“ — R s <t
Note that

lim E[X (¢)] = lim (6(1 — ™) + X(0)e ™) =6,

t—o00 t—o00

i.e. the CIR process is mean-reverting. The invariant distribution of the CIR process
2 -
is the Gamma distribution with expectation 6 and variance ’;—f (see [34)).
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Now we state a result on the expectations of exponentials of the CIR process. It is
cited from [74], Proposition 5.1.

Lemma 2.42
Let X be a CIR process as defined in Example |2.41. For [ < 22 and o < ”;’2“,

2x
where a := \/Kk? — 20x2, the following function is well-defined:

T
P (t, T, x) = ]E[exp {aX(T) + ﬁ/ X(s)ds}‘X(t) = x]
t
More precisely, it is given by:
0P (t,T,x) = exp {A*(T — t) + B*(T — t)a},

where for a fired T > 0 functions A“P(7) and B*P(t) are real-valued, continu-

ously differentiable on [0, T| and satisfy the following system of ordinary differential
equations (ODEs):

1
= B (r) + X (B (1)* = kB*%(r) + 8 =0, B*°(0) = a
— A%P(7) + kB> (1) = 0, A% (0) = 0.

For g < % and o < “X—? they are given by:

N kO(k — a) 2k0 1 — cexp(—ar)
A’*B(T): " T—X2 ln{ T o }
—c(k+a)exp(—ar) + kK —a

X2 (1 — ceXp(—aT))

B*P(1) =

)

where

_ —ax*+k—a

—axi+Kk+a
For 5 < % and o = “X—*;C‘ we obtain:
K+ a
A*P (1) = Kb T
X
K+ a
BYP(r) = 5
X

In the following lemma we summarize some properties of functions A*# and B*S.
The proof is given in Appendix [A]

Lemma 2.43

Consider the notation from Lemma |2.42 and assume that § < % and a < %
Then it holds that:
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i) B*P(7) is monotone in T.
i) lim, o B4?(7) = a.

<0, forp <0
i1) lim 40 B9 (1) = Z9=0, forB=0.
>0, forp>0

< <
iv) LA%H(r){ = 0, fora<0andp< ().
" >0, fora>0andp >0

v) Let >0 and o > 0. Then

o KO k20T
A*P(1) € [_2FIH{1+TH}’37]’

for all T € [0,T7.

vi) Let a # 0. For all ¢ € (55, ”XE“) it holds: if a < cq, then B*P(1) < cy.

As a trivial application of Lemma [2.42| we obtain a result on the solution of the
so-called Riccati differential equations. We state it explicitly in the next corollary
in the form we will apply in later on.

Corollary 2.44
Consider the following Riccati differential equation:

By(t) + %XQBQ(t) —kB(t)+B8=0,B(T) = «,

for some constants k > 0, x # 0, B and «. It is solvable if < % and o < “X—Ea,

where a = /K> — 2PBx?. More precisely, for [ < % and o < ”X—Jg“, its solution is
given by:

—c(k+a)exp{—a(T —t)} + K —a
X2(1 — cexp{—a(T — t)}) ’

B(t) =

where:

_ —ax’+kK—a
a2 +kr+a

2 .
For 8 < 2"7 and o = "‘;2“, we obtain:




CHAPTER 2. MATHEMATICAL PRELIMINARIES 21

Remark 2.45 (Half-life of a mean-reverting process)

As already mentioned, the CIR process is a mean-reverting process with mean-
reverting level 6. The speed of the mean-reversion is driven by the parameter k
and can be described by the concept of the so-called half-life of the process. This is
the average time needed for the process to halve the distance to 6. In order to derive
this formally we approzimate the increments of the process by their expectation:

dX(t) = E[dX(t)] = x(0 — X(t))dt.
This, together with the initial value X (0) leads to the following expression for X (t):
X(t)=0(1—e)+X(0)e ™.
Now we want to find this ty, such that:
X(t1) — 0 =0.5(X(0) — 6).
It follows that:

In2
1=—.
K

So, the expected time that the process needs to revert half the way back to 0 is
wnversely proportional to k. The quantity mTz 18 called the half-life of the process.

2.5 Basic continuous financial models

In this section we introduce some general notation concerning financial models in
continuous-time and provide a very brief overview over the definitions of some basic
continuous financial models used later on in the thesis. For further details we refer
to [12] and to the literature cited for each example.

All definitions are stated on the filtered probability space (§2,.%#,F,P), where mea-
sure P is called the real-world measure. We consider a bank account with price
process Py and N traded risky assets. Their price processes are summarized in the
N-dimensional process P. Furthermore, we define the vector of discounted price
processes P by:

5 (D Dy
= ()

The log-return of asset P; over the period from ty to t is defined as In g"(%)), for all

0<ty<tandalli=1,...,N. It is often useful to consider the market under
another equivalent measure, the so-called risk-neutral measure with some favorable
properties. It is precisely defined in the following definition.

Definition 2.46 (Risk-neutral measure)

A probability measure Q on (Q,.F) is called a risk-neutral probability measure (or
equivalent martingale measure) if it is equivalent to P and the discounted price pro-
cess P is a Q-local martingale.
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Now we continue with the brief definition of some basic financial models where the
price processes are modeled by continuous stochastic processes.

Example 2.47 (Black-Scholes model, [16])
The Black-Scholes model consists of a bank account Py and one risky asset with price
process Py. The dynamics under the real-world measure P are defined as follows:

dP(t) = P (t){pdt + AW (1)},
where W is a one-dimensional Brownian motion and r, i1, are constants with 3

0.
Application of Ité’s formula to In(Py) yields the solution for P:

PL(t) =Pa(to) exp { (1 — 572 (¢ — t0) + B(W (1) ~ W(t0)) },

for any 0 < tq <t. Thus, the log-returns of the risky asset are normally distributed:

Pi(t) 1
1 NJV( ISR (- to), X2t — )
n Pl(t0> (:u 9 )( 0) ( 0)
The classical Black-Scholes model can be extended to N traded risky assets
in a straightforward manner if we take p = (u1,...,un) € RN, ¥ =

21’1 e EI,N
Lo e RN dnvertible and let W = (Wy,...,Wy)" be an N-

Ele Ce EN,N
dimensional Brownian motion:

N
APy (t) = Po(t){ptndt + Y SpmdWo(H)},n =1,... N

m=1

Analogously as before it holds:

<1 Pl(t) 1 PN(t)
I’IPI(tO),...7 HPN(t(])

)' ~ ,/VN<(M - %dz’ag(ZE')) (t —to), BX/(t — to)>-

Example 2.48 (Vasicek model, [99])

The Vasicek model proposes stochastic dynamics for the short rate. One assumes
that the short rate develops according to the following SDE under the real-world
measure:

dX(t) = k(0 — X (t))dt + xdW™(2), (2.9)
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where WX is a Brownian motion. Furthermore, it is assumed that the density for
the change of measure form the real-world measure to the risk-neutral measure Q is

given by:
t 1 t
L(t) := exp (/ AW (s) — —/ )\2d3>,
0 2 Jo

for a constant . Then, the dynamics of X under the risk-neutral measure are:

dX(t) = /<;<9 + X—/_j —X(t))dt + xdWX (1),
——
—0

where WX is a Q-Brownian motion. The price at time point t of a zero-coupon
bond with maturity T is:

R =Eofew { - [ X(s)as}| ] = e { - AT ) — 4T - X0,

where for 7 € [0,T):

2 2

Ay(r) =(0 - @)(T_Am) +Z<_HA§<T>
1

Ay(T) :2(1 — exp{—k1}).
Note that Remark can be applied to process (@) as well, so that its half-life is

given as == ln2

Example 2.49 (Heston model, [58])
The Heston model extends the Black-Scholes framework by stochastic volatility. More
precisely, we have:

dPo(t Po( )Tdt
dP(t) Pl(){(rJr)\X ))dt + /X ()W (1)}

AdX () = k(0 — X (t))dt + x/ X (t)dAWX(#)
AW, Wh)(t) = pdt

where WE and WX are one-dimensional Brownian motions with constant correlation
pe€(—1,1) and r,\,k,0,x are constants with x,0,x >0 and 0 > 5-. So, the risky
asset exhibits stochastic volatility modeled by a CIR process. We mtmduced the CIR
process in more detail in Section |2.4. 1.

2.6 Markov chains

Now we continue with an example of semimartingales with jumps: Markov chains.
They are one of the basic ingredients for our further derivations, that is why we
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pay some special attention to them. First, we summarize some basic definitions and
properties concerning Markov chains and then we show how to embed them in the
general semimartingale framework. Again, all definitions are considered on a filtered
probability space (2, #,F,P).

2.6.1 Basic definitions and properties

Definition 2.50 (Markov process, [66], p. 74, Definition 5.10)

For d € N\{0} consider an adapted d-dimensional process X = {X(t)}icjo,00)- Let
v be a probability measure on (Rd,%(Rd)). X s said to be a Markov process with
wniatial distribution v if:

i) P(X(0) € B) = v(B),VB € #(R?),
i) fort>s>0 and B € B(RY),
P(X(t) € Bl.F,) = P(X(t) € B|X(s)), P — a.s.
Definition 2.51 (Jump process, [101], p. 16, Section 2.3)

A jump process is a right-continuous stochastic process with piece-wise constant sam-
ple paths.

Definition 2.52 (Continuous-time Markov chain, [101], p. 16)
Let MC := {MC(t)}+>0 denote a jump process that takes values in some finite or
countable space E. For convenience, the space E is set to either E = {1,2,...,1}
or B ={1,2,...}. Then MC is called a continuous-time Markov chain with state
space E if and only if it is a Markov process, i.e.

P(MC(t) =i|F,) =P(MC(t) =i|MC(s)),t > s > 0. (2.10)
Further, denote the jump times of MC by {t, }nen:

to=0,t, :==1inf{s > t,_1|MC(s) # MC™(s)}.

The random variable T;(t) = fg Linvc(s)=iyds,i € E,t > 0 is called the occupation
time of MC' in state i up to time t. We denote T(t) := (T1(t),...,Ti(t))".
For the whole thesis we use the convention that Markov chains are cadlag processes.

Definition 2.53 (Transition matrix, [101], p.17)
Foranyi,5 € E andt > s > 0 denote:
pij(t,s) = IP’(MC’(t) =j|MC(s) = i),

and P(t,s) == {p;;(t,s)}ijep. Wename P(t,s) the transition matriz of the Markov
chain MC', and postulate that:

ltiinP(t7 s)=1, (2.11)

where 1 denotes the identity matriz.
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Proposition 2.54 (Properties, [101], p. 17)
It holds fort > 1> s> 0:

i) pij(t,s) >0, foralli,j € E.
W) Y epPij(t,s) =1, foralli€ E.
i) pij(t,8) =D rep Pik(T,8)pr;(t,7), for alli,j € E.

The last identity is usually referred to as the Chapman-Kolmogorov equation.

Definition 2.55 (Stationarity, [101], p.17)
If the transition probability P(MC(t) = i|MC(s)) depends only on t — s, then the
Markov chain MC' is stationary. In this case we define

pi,j (h) = pi,j(s + h, S)

and P(h) :={pi;(h)}ijer for any h > 0. The process is non-stationary otherwise.

Definition 2.56 (g-Property, [101], p. 17, Definition 2.1)
Denote by Q(t) = {qi;(t)}ijer a matriz-valued function in t, for t > 0. It satisfies
the q-Property if:

i) qij is B(R)-measurable for all i,j € E,

i) qi;(t) is uniformly bounded, that is, there exists a constant K such that
lgi;(t)| < K, foralli,j € E and t > 0,

it) qij(t) >0 fori#j and Y, pqi;(t) =0, for alli € E.

Definition 2.57 (Generator matrix, [101], p. 17, Definition 2.2)

A matriz-valued function Q(t) = {q;(t)}ijer, defined for t > 0 is a generator of
the Markov chain MC' if it satisfies the q-Property and for all bounded, real-valued
functions f on E the following process

f(MC(t)) —/0 ZQMC(s),j(‘S)f(j)ds

is a martingale w.r.t the filtration generated by MC'.

Lemma 2.58 (Generator matrix, [101], p. 18, Lemma 2.4)
Let E = {1,...,I}. Then process MC with values in & is a Markov chain with state
space E and generator Q(t) if and only if

Linvc =1y ¢ Linvcw=1}
. _ / Q/ (S) .
Limew=n ’ Limew=n

ds

1s a martingale.
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Theorem 2.59 (Generated Markov chain, [101], p. 19, Theorem 2.5)
Suppose that the matriz Q(t) = {q; ;(t) }ijer satisfies the g-Property fort > 0. Then,
there exists a Markov chain MC = {MC(t) }+cjo,00) with state space E and generator
matriz Q(t).

i) Its transition matriz P(t, s) satisfies the following forward differential equation:

0
EP@’S) = P(t,s)Q(t) fort > s, P(s,s) = 1. (2.12)
If we further assume that Q(t) is continuous in t then it satisfies also the
following backwards differential equation:
0

a—P(t,s) =Q(s)P(t,s) fort > s,P(s,s) =1. (2.13)

s
These two differential equations are referred to as forward and backward Kol-
mogorov equations, respectively.

i) If we again assume that Q(t) is continuous in t then

i (t+ At t) — ;5
llm p 7]( + ? ) 2]
AtL0 At

=q,,;(1),

where 0; ; = ly—; denotes the Kronecker symbol.

From now on we will consider stationary continuous-time Markov chains with a finite
state space as this is the relevant case in most financial applications. As a direct
application of Theorem and Theorem 2.1.1 from [85] one obtains the following
corollary:

Corollary 2.60 (Stationary generator matrices)
Assume that the constant matriz Q) = {q; j}ijer satisfies:

i) fori# j it holds ¢; ; > 0,
i) Y jepdi; =0, foralli € E.

Then, it is the generator matriz of a stationary Markov chain MC = {MC(t) }+eo,00)
with state space E and transition matrix for h > 0:

S k
P() = exp(hQ} = Y Q"
k=0

Theorem 2.61 (Existence of a generator matrix, [2])
Let {P(h)}n>o be the family of transition matrices of the Markov chain MC' with
state space E. Then the following holds:
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pi,i(h)—1
h

i) The limit q;; == limp o exists for all i € E.

Assume further that q;; > —oo for alli € E. Then it holds that:

ii) The limits g; ; := limy o IM? for alli,7 € E exist and are finite.

iii) Fori# j, q;j > 0. Further, ZjeE ¢,; =20, foralli € E.

iv) Seen as a function, {P(h)}nr>o solves the following differential equation

d
%P(h)

P(0)

where Q = {qij}ijer. Thus, P(h) =exp{hQ} =3 1", Z—I;Qk, h > 0.

P(h)Q, for h >0
L,

Proof

Statement i): [2], p. 9, Proposition 2.2.

Statement ii): [2], p. 10, Proposition 2.4.

Statement iii): Follows directly from statement (ii).
Statement iv): [2], p. 13, Proposition 2.7.

Remark 2.62

Applying Corollary one can identify matriz ) from Theorem with the
generator matrix of the Markov chain MC'. Thus, a Markov chain can be uniquely
characterized by its initial value resp. initial distribution {P(MC(0) = i)}iep and
either its generator matriz Q) or the family of transition matrices {P(h)}n>o -

Proposition 2.63 (Distribution properties, [2], p. 16, Proposition 2.8)
The following holds:

(1- 5i,j)f;_j;i7 if —qii>0 .
i s if —¢;i=0
Recall that t, denotes the first jump time of MC'.

P(MC(t) = jIMC(0) = i) = { (2.15)

This proposition leads directly to the following corollary:

Corollary 2.64 (Embedded Markov chain / jump chain)
The discrete time process {MC(n) }nen defined via MC(n) := MC(t,) is a discrete-
time Markov chain, i.e. it is a Markov process in discrete time with a finite or
countable state space. More precisely, its state space is equal to the state space of
MC, E={1,2,...,1} and the transition probabilities are given by

(1=6) 5=, if —qii >0

di g, if —qii=0

rij i =P(MC(n+1) = j[MC(n) = i) = { (2.16)
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2.6.2 Semimartingale characterization

Now we show that Markov chains are semimartingales and apply some known results
from the semimartingale theory to Markov chains.

Remark 2.65

Without loss of generality one can identify a Markov chain MC' with state space
E ={1,2,...,1} and transition matrices {P(h)}r>0 by a Markov chain MC with
state space & = {e1, ea, ..., e} and the same transition probabilities:

P(MC(t) = ;| MC(s) = e;) = pij(t,s),t > s>0,i,j € E,

where e; = (0,...,0,1,0,...,0) denotes the i'™™ unit vector in RY. More precisely,
one defines:

Linve=1)
MC(t) = : c R’ (2.17)

Linew=n

Naturally, the jump times and occupation times for both Markov chains coincide.

Notation
From now on throughout the whole study we denote by MC' a Markov chain with
state space £ = {1,2,..., I}, transition matrices {P(h)},>0 and generator matrix

Q. MC stays for a Markov chain with state space & = {ej, e,..., e}, transition
matrices { P(h)}n>o and generator matrix (). The corresponding embedded Markov
chains are denoted by MC and MC, respectively. The jump times for both Markov
chains are denoted by {t, },en and T'(¢) stays for the occupation times. The natural
filtration of process MC is denoted by FMC = {FMC} 0 ).

Corollary 2.66 (Semimartingale decomposition)
By Corollary it follows that the Markov chain MC can be written in the fol-
lowing form:

MC(t) = MC(0) + / L QMC(s)ds + M(s), (2.18)

where M is a martingale w.r.t. the filtration generated by MC. Observe that accord-
ing to Proposition process fot Q' MC(s)ds is of finite variation. Thus, Equation
is a semimartingale representation of MC.

Using the notation about semimartingales from Section [2.3|we can state the following
corollary:

Corollary 2.67
It holds that MC® = M*° = 0.
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Proof
Observe that M is of finite variation, as the difference of two processes with finite
variation:

t
M(s) = ;/\/lC(t) — MC(OZ—/ Q' MC(s)ds.
> & ’
ev
Thus, with Lemma it follows that M is purely discontinuous, i.e. M¢ = 0.

Further, from Proposition we know that MC® = M¢. The statement follows.
O

Lemma 2.68 (Laplace transform of the occupation times, [38])
For any A € R! it holds:

drn(N) : = E[exp {0, T(1))}] = E[exp { /0 (A, MC(s))ds }]

! (2.19)

= (exp {(Q" + diag(\))t}E[MC(0)] ),

Lemma 2.69 (Quadratic variation, [39], p. 340, Lemma 1.3)
For the martingale M from Equation it holds:

(a1, 30)(0) =diag ([ @MC(s)as) ~ [ (diagancisn)as (2.20)

- [ (@ingmo)as = [ {uns)hsends

t
0

Now we define the class of processes used in this thesis. This class extends Ito
processes by Markov switching.

Definition 2.70 (Markov-modulated It6 diffusion)

Let X := {X()}s0 = {(Xu1(¢),... ,Xdl(t))/}t>0 be a di-dimensional process and
MC = {MC(t)}>0 a continuous-time Markov chain with finite state space & =
{e1,...,er}. Process X is called a Markov-modulated Ité diffusion if it satisfies the
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following equation:

X(t):X(0)+/O u(s,X(s),MC(s))ds+/ﬂ 3 (s, X (s), MC(s))dW (s) (2.21)

X4(0) (5, X(5), MC(5))
= : + : ds
Xd1 (0) ’ Hdy (SaX(S>7MC(8))
o Zia(s, X(s), MC(s)) ... Zia(s,X(s),MC(s)) Wi(s)
+/ : : : d :
O\ Saa(s X(8), MC(5)) ... Saya (s, X(s), MC(s)) W, (s)
where X( ) = (X1(0),...,X4(0)) is a di-dimensional Fy-measurable random vari-
able, W W (t)}+>0 is a da-dimensional Brownian motion and p : [0,00) x R% x

E Rdl cmd Y :[0,00) x R x & — R¥% qre deterministic measurable functions
such that:

t
/ |ui(s,X(s),MC(s))‘ds <00, i=1,...,d;
0
t
/ E[{Ei’j(S,X(S),MC(S))}Q]dS <oo,i=1,...,d,j=1,...,ds.
0

Observe that X is a continuous process as we only have integrals w.r.t. continuous
processes.

Remark 2.71 (Existence of Markov-modulated 1t6 diffusions)
If one assumes that the following process exists for all v € E:

X<i>(t):X(0)+/0 /L(S,X(s),ei)dst/O Y (s, X(s), e;)dW(s)

for any starting value X (0) € DX C R%, and that X (t) € DX, for all t > 0, then
it is clear that process X defined in exists as well, as it can be constructed
step-wise from processes XU, ... X,

Now we derive the most basic tool for Markov-modulated It6 diffusions: Ito’s for-
mula. It is obtained as an application of the general result for semimartingales cited
in Theorem 2.32

Theorem 2.72 (Itd’s formula for Markov-modulated Ito diffusions)
Consider process X defined as in Definition [2.70. Let the Markov chain MC have
the following semimartingale decomposition.:

MC(t) = MC(0 /QMC 5)ds + M(s),
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with intensity matric Q = {q;}ijer. Further, a function f :[0,00) x R* x & —
R, (t, (1, ..y 2), ei) > f(t, (1, ..., 2), ei) is given, which is once continuously
differentiable in the first variable and twice continuously differentiable in the second
for all e; € £. Then {f(t, X (t), MC(1))}, is a semimartingale and we have:

F0: X0, MEW) = 10.X(0), MCO)
/ fils, X (s +fo] 5, X(s), MC(5)) 15 (s, X (), MC(5))

€[0,00)

- Z oy (5, X (s szr 5, X (s), MC(5)) Zg (5, X (5), MC(s))ds

jkl

/ Z fo (5, X (s MC(s))ZEj,T(s,X(s),MC(s))dWr(s)>
+/Zst elqMc)ds—l—/Zst ,ei)dM;(s).

(2.22)

Proof

The statement is an application of the general It6 formula for semimartingales (see
Theorem [2.32). Observe that function f is defined in the third variable only on
the discrete space £. So, in order to be able to apply Theorem we need to
extend function f to some open set on which we can define derivatives and assure
that the extended function is twice continuously differentiable. This is possible, e.g.
via polynomials. As we will see in the following computation, it does not make
any difference how this is done, so we do not consider the issue further. Denote by

fm the derivative of this extended function w.r.t. the third variable. Recall from
Corollary that MC® = 0. Substitution in Equation (2.3]) leads to:

f(t,X(t), MC(t)) = f(0,X(0), MC(0))
+/0 [ft(s,X(s),/\/lC(s)) +Zij(S,X(s),MC(S))uj(s,X(s),MC(S))

+ = Z Foyoe (5, X (3 Zzﬂ s, X (s MC(S))zk,r(s,X(s),MC(S))}ds
jk 1
t di

/ Z fo (5, X (s ./\/lC(s))ZEj,T(s,X(s),MC(s))dWT(s)>

L /0 Fn (5, X (5), MC™(5))dMC(s)
+ 3 [7(s. X (). MC(5)) — F(s. X (), MC(5))]
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= ) (s, X(5), MC™(5)) AMC(s).

0<s<t

As MC is a purely jump process, it holds that:

/Ofm(s,X(s),/\/lC(s))d/\/lC(s) = Z fm (s, X (s), MC™(s)) AMC(s).

0<s<t

Further,

S7 [f (s, X(5), MC(5)) — £(s, X (5), MC™(5))] :/0 S 7 (5 X (9), ) AME(s)

gmC(s),1
Substituting the fact that Q' MC(s) = : yields the statement.

qMC(s),I

Remark 2.73
For notational simplicity we have formulated all statements from above without loss

of generality for processes staring at time-point 0. Naturally they can be rewritten
for arbitrary starting point t > 0.

2.7 Feynman-Kac theorem for Markov-
modulated Ito processes

Another important result about Ito diffusions extended by Markov chains is the
connection between the solution of a deterministic PDE and expectations of expo-
nentials. It is presented in the following theorem. As we were not able to find in the
literature a formulation of the statement under conditions applicable for our case,
we extended the proof for the case without Markov switching (see e.g. [86], p. 137,
Theorem 8.2.1.) to Markov-switching parameters. The detailed proof is given in

Appendix [A]

Theorem 2.74 (Feynman-Kac theorem with Markov switching I)
Let process X, valued in the set DX C R4, be a di-dimensional Markov-modulated
Ito diffusion given by the following SDE:

dX (t) = p(X(t), MC(t))dt + X(X (t), MC(t))dW (s),
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where W = (Wy,...,Wy,) is an do-dimensional Brownian motion and pu : DX x
E - RY and ¥ : DX x & — RU% gre deterministic functions. Consider function
K :[0,T] x DX x & — R and define function k : [0,T] x DX x £ — R wvia:

k(l,z, e;) = E[exp{ - /Ot K(t—s X(s), MC(s))ds}‘X(O) = 2, MC(0) = e]

Forall (t,z,e;) € [0, T|x DX xE, assume that function k is well-defined, k(t, x,e;) <
0o, and that the following conditions hold for allt=1,...,1:

i) Function k is twice continuously differentiable in x.
i) Process {N(r)}repo,r defined by:

Ny =1 [ [l X (), ME() (X (5). MC(o)

r

+ %Tr <k (£, X (5), MC(5)) 2 (X (s), MC(5)) ' (X (s), MC(s)))

I
+ 3 quci k(t X (s), ) ds,
j=1

converges in mean to its almost sure limit, for all t € [0,T]:

HmE[N(r)|X(0) = 2, MC(0) = ¢;] = E[a.s.lim N(r)| X (0) = 2, MC(0) = ¢,].

rl0 rl0
iii) IEUO L (£, X (s), MC(s))'S(X (s),MC(s))dW(s)’X(O) = 2, MC(0) = el} -
0,Vr e [O,T].

iv) E[fg (k(t,X(s),el),...,k(t,X(s),eI))dM(s)(X(O) = 2, MC(0) = ei] -
0,vr € [0,7].

v) For allr € [0,T —t] define:
Z+7):=o / K(t+7— 5, X(s). MC(s))ds
Y(r): = {/ K(t+7— 5, X(s), MC(5))ds .
and assume that:

lim]E[Z(t + r)w‘)((()) =z, MC(0) = 6i:|

rl0

= E[a.s. 13&1 Z(t+ r)w)‘X(O) =1z, MC(0) = €i]

Z(t)(X(o) = 1, MC(0) = &) K (t, 2, ¢;).
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Then k is differentiable w.r.t. t and satisfies for all (t,z) € [0,T] x DX the following
system:

— ky(t, e;) — k(t, x, ) K(t, @, ;) + ko (t, x ei)’u(:v e;)
1
+ éTr(k;m/(m,ei)E(t,x, e)X(t, x,e;) qu t,z,e;) (2.23)

k(0,z,e;) =1,Vie {1,...,1}.

Further, conditions i) and 1) and v) can be replaced by the following conditions,
respectively:

i) B[ Jy ko (X (5), MC(5)) S (X (s), MC()) (X (s), MC(5)’
: km(t,X(s),MC ) ds’X(O) = 2, MC(0) = ei] < 00, Vr € [0, 7).

m)’E[fg (k(t,x<s),ej))2ds(X(0) — 2, MC(0) = el} < oco¥r € [0,7],
Vi=1,...,1I.

v)" K(t,z,e;) is differentiable in t, K(t,z,e;) and K(t,z,e;) are continuous in t
and x, and

13£E[z<t + r)w\x@ — 2, MC(0) = e

= E[a.s. lim Z(t + T)Y(T> —
rl0

0

h|x(0) = 2. MC(0) = o]
for all r € [0,T —t]. Note that due to the Dominated convergence theorem
(Corollary 6.26 in [68]) a sufficient condition for the equation above to hold is
the existence of an integrable bound for Z(t + T)w.

Remark 2.75

Some boundedness conditions on k, ux, Xx and K can easily replace assumptions
it), i), 1) and v). However these functions are not bounded for important examples,
such as the Heston model. That is why we keep the assumptions as general as
possible. Furthermore, observe that the result without Markov switching is a special
case of the theorem above, so we do not state it explicitly here.

For our applications we need the backwards formulation of the Feynman-Kac result,
which follows as an application of the theorem above and is stated in the following
corollary:

Corollary 2.76 (Feynman-Kac theorem with Markov switching IT)
Consider processes X and MC as in Theorem and some function H : [0,T] x
DX x & — R. Define function h: [0,T] x DX x € — R via:

hit,z,e;) := E[exp{ - /tTH(s,X(s),MC(s))dsHX(t) =z, MC(t) = ei].
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Denote K(t,z,e;) := H(T — t,x,e;) and define function k(t,z,e;) as in Theorem
[2.7]]  Assume that the conditions of Theorem hold for k and K. Then, h

is differentiable w.r.t. t and satisfies the following system of coupled PDFEs for all
(t,x) € [0,T] x DX:

hi(t,x,e;) — h(t, z,e;)H(t, x, ;) + he(t, x, ;) u(x, e;)
I
1
+ §Tr(hm,(t,x,ei)2(x, e))N(z,e;) quh t,x,€))

WMT,z,e;) =1,Vie{l,... I}

Proof
First recall that the stated assumptions assure that k satisfies System (2.23)). Ob-
serve further that:

hit, z, e:) :E'exp{ /TH( X(s), MC(s))ds}‘X(t) = 2, MC(t) :ez}

:E exp /TK — s, X(s), MC(S))ds} X(t) =2z, MC(t) = Gz‘]

X(0) = 2, MC(0) =

—E| exp tK T—t—s,X(s), MC(S))dS}

0
=k(T —t,x,e),

because of the Markov property of (X, MC). It follows that:

hi(t,z,e;) = —k(T — t,xz,€;), he(t,x,€;) = ko (T — £, 2, €;)
haw (t, @, €;) = kpw (T —t,2,€;), (T, z,¢;) = k(0, 2, ¢;) = 1.

Substitution of the equations above in System (2.23) shows that h satisfies the
following system for all (¢, z) € [0,T] x D*:

ht (tu xz, ei) - h(t7 xz, ei) K(T - t? T, ei) +hx (ta xz, ei)/lu’(x7 ei)
N—_— —

=H(t,z,e;)
1
+ §Tr(hm/(t,x,ei)2(x, e;)X(x, e;) qu (t,z,e;)
T, z,e;) =1,Vie{l,..., I}
O
Remark 2.77

The conditions of Theorem for k and K can be trivially rewritten in terms of
h and H as follows:
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i) Function h is twice continuously differentiable in x.

ii) For the process {N(r)},ejor) defined by
N(r) = /07‘ hx(t,X(s>,MC(S))/,M(X(S),MC(S))
+ %Tr(hm' (1, X (s), MC(5)) B (X (5), MC(5)) 5 (X (5), MC(5))')

—+ Z QMC(s),jh<t7 X<S>7 ej)ds’

j=1

it holds that:

lim B[N (r)| X (0) = 2, MC(0) = ¢;] = E[a.s.lim N ()| X (0) = 2, MC(0) = ¢,].

rl0 rl0

This means, it converges in mean to its almost sure limit, for all t € [0, T].

iii) E[fo L, X (s), MC(s))'B(X (s),MC(s))dW(s)‘X(O) — 2, MC(0) = e,}
0, for allr € [0 7).

i) E[fg (h(t,X(s),el),...,h(t,X(s),eI))dM(s)‘X(O) = 2, MC(0) = el} — 0,
for all r € 10,T].

v) For

Zt+r):=e / —t—r—i—s,X(s),./\/lC(s))ds}
Yr) : = {/ H(T — 1~ + 5. X(s), MC(s))ds
it holds that

nmE[Z(t + r)w\){(m = 2, MC(0) = ez}

rl0
_ E[a.s. lim Z(t + ) = (0))‘)((0) — 2, MC(0) = el}
— E[Z(t)‘X(O) — 2, MC(0) = &) H(T — t,z,¢,),

for allr € [0, T —t].

i)’ & forhm( s), MC(s )) ( (s) ( )
 ha(t, X(s), MC(5))ds X()_:c/\/lC(O) e]<ooVr€[0 1.

)’ E[ N (h(t,X(s),ej))st
Vi=1,.. . I

X(0) = z,MC(0) = ei] < ooVr € [0,7T],
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v)” H(t,z,e;) is differentiable in t, H(t,z,e;) and Hy(t,z,e;) are continuous in t
and x, and

IE%E[Z(t + r)w‘X(O) =1z, MC(0) = ei]

Y(r) = Y(0)

— B[ lm Z(t+ 1) X0 =2, Mc©) = e,

for allr € [0, T —t].

As an application of the backwards Feynman-Kac result one obtains the following
corollary:

Corollary 2.78 (Linear system of coupled ODEs)

Consider again the Markov chain MC and define function £ : [0,T] x &€ — R as
follows:

E(t,e) = E[exp{ - /tTE(s,./\/lC(s))dsHMC(t) = el},

for some finite function = : [0,T] x & — R. Assume that function £ is well-defined
and &(t,e;) < 00,V (t,e;) € [0,T] x . Further, for an arbitrary but fix t € [0,T]
and all v € [0,t], define:

Zt+r):= eXp{ — /OHTE(T—t—r%—s,MC(s))ds}

Y(r):=exp { /OTE(T —t—r+ s,MC(s))ds},

and assume that

%yQZ@+mzﬁl%394wwm):@]
= E[a.s. %Z(Hmw)‘/\w(m = ez} (2.24)

= E[Z(t)| MC(0) = eJE(T — t.¢,)

foralle; € £.

Alternatively to assuming (2.24]) one can require that Z(t,e;) is differentiable in t,
and that Z(t, e;) and 2Z(t, el) are continuous in t for all e; € &.
Then £ satisfies the followmg system of ODEs for allt € [0,T]:

0 2
aé"(tei) —&(t,e)Z(t, ) quﬁ (t,e5)

E(T,e)=1Yi=1,...,1I.
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Proof

Recall that we have to check the conditions of Theorem for K(t,e;) == Z(T —
t,e;) and k(t, e;) := £(T—t, e;) in order to be able to apply Corollary[2.76, Conditions
i) and iii) from Theorem are trivially fulfilled, as we do not have dependence
on x. The term N(r) from Condition ii) has in this case the following form:

I
1 T
= / Z qmcs) € (L ej)ds

By the Dominated convergence theorem (Corollary 6.26 in [68]) it converges in
mean to its almost sure limit, as the elements of the intensity matrix qyc(s),; are
constrained. Condition iv)’ is fulfilled as it holds:

/Or (f(t, ej))st = r(é’(t, ej))2 < o0,

for all r € [0,] and e; € £. Condition v) coincides with (2.24)).
It is only left to show that the continuity of Z(t,e;) and S Z(t,e;) suffices for the
convergence in mean in Condition v)’. To this aim observe that for all s, ¢ € [0, T]:

I I
= Bt e5)] S E(t,MC(5)) <D [E(E )]
j=1 j=1
This implies that:
Y Y(r)-Y
‘Z(HT) (T) ’_ Z(t+ 7). (r) O]

t+r

:exp{/ —E(T—t—r+s, MC(S)) }
0

|exp{f0TE( —t—r+s, MC(s))ds

r

t+r
Sexp{/ |E(T—t—r+s,MC(s))|ds}
0

| exp { JiE(T—t—r+ s,MC(s))ds} — 1|

r
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t+r 1
gexp{/ Z]E(T—t—r—ks,@)]ds}
0 -

Y

{‘exp{ Jo i = —t—r+s,ej)\ds}—1‘
max

r
N J/
-~

Tiez‘g:l \E(Tft,ej) | by the Leibniz rule

}exp { I 231:1 2(T —t—r+ s,ej)|ds} — 1] }

r

J/

-

Tiozjl-_l \E(Tft ej) | by the Leibniz rule

I
<01 ZE tej|+02)<03,

for sufficiently small » > 0 and all ¢ € [0,T], where ¢1, ¢3 and ¢3 are some positive
real numbers. The convergence in mean follows again by the Dominated convergence
theorem (Corollary 6.26 in [68]).

O

2.8 Utility functions

The risk preferences of the investor are characterized by her utility function U :
DY — R, v +— U(v). We adopt the usual assumptions on the utility functions (see
e.g. [T1]): U(v) is increasing, continuously differentiable and concave in v. These
assumptions imply that the investor prefers more to less, is risk averse and that it
gets harder and harder to increase her happiness as wealth increases. In what follows
we also assume that U is twice continuously differentiable. In order to understand
better how utility functions reflect the risk-preferences of the investor we briefly
summarize the concepts of risk-premium and risk-aversion. This overview is based
on [90].

Definition 2.79 (Risk premium)

Consider an investor with current wealth v and utility function U who is faced with a
risk with payoff given by the random variable Z with E[Z] = 0, such that E[U(v+ Z)]
is finite. The risk premium is the amount pY (v; Z) that makes the investor indifferent
between taking the risk or paying the deterministic amount p¥(v; Z):

U(v—p"(v;Z)) = E[U(v + Z)].
An investor is called (strictly) risk averse if p¥ (v; Z) >0 (pY(v;Z) > 0) for all

v € DY and all Z. The higher the risk premium pY(v; Z) for the same risk Z, the
more risk averse the investor.
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Proposition 2.80 ([90], p. 130)
An investor is (strictly) risk averse if and only if U is (strictly) concave.

Definition 2.81 (Arrow-Pratt measure of absolute risk aversion)
The Arrow-Pratt measure of absolute risk aversion for utility function U is defined
as follows:

U’UU
U,

APU(U) = —

The next proposition explains why APV is considered as a measure of risk aversion.

Proposition 2.82 ([90], p. 125, Equation (5))
Consider the setting from Definition and denote ¥.7 := sd(Z). Assume that
E[|Z|*] = o((3%)?), i.e. E[|Z]%] is of smaller order than (3%)?. Then, it holds:

1
P (v:2) = (7P AP (o) + o (7))
So, APY is twice the risk premium per unit of variance.

As stated in the next proposition, APY can be used equivalently to p¥ to compare
the risk aversion of two investors, respectively utility functions.

Proposition 2.83 ([90], p. 128, Theorem 1)
Let Uy and U, be two utility functions with DV' = DY2 = DY, Then the following
two statements are equivalent:

i) APYi(v) > APY2(v), for allv € DY.
i) pU(v; Z) > pY2(v; Z), for allv € DY and all Z.

An alternative way of characterizing the risk aversion is given by the so-called Arrow-
Pratt measure of relative risk aversion. It is related to the concept of proportional
risk premium:

Definition 2.84 (Proportional risk premium)

If an investor with utility function U is indifferent between carrying a risk vZ, for a
random variable Z with IE[Z] =0, and paying the deterministic amount vp¥ (v; Z),
then we call p¥ (v; Z ) the proportional risk premium. This means that:

Uv —vp¥ (v; Z)) = E[U (v + vZ)].
Thus,
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Definition 2.85 (Arrow-Pratt measure of relative risk aversion)
The Arrow-Pratt measure of relative risk aversion is defined as follows:

APU@):-f%?“:vAPU@)

(2

Some of its basic properties are summarized in the following two corollaries, obtained
directly from Propositions and [2.83;

Corollary 2.86 ) i )
Let Z be a random variable with E[Z] = 0. Denote X% = sd(Z). Assume that

E[|Z]*] = 0((22)2). Then it holds for any utility function U :

3 (0:2) = (5P AP (0) 4 o((27)?).

~ U
So, AP s twice the relative risk premium (as a portion of the whole wealth) per
unit of variance.

Corollary 2.87
Let Uy and Uy be two utility functions with DV = DY2 = DY, Then the following
two statements are equivalent:

i) ApP” (v) > A~PU2<U), for allv e DY.
i) pY (v; Z) > p¥2(v; Z), for allv e DY and all Z.

Utility functions can be classified by the criteria whether they have constant, de-
creasing or increasing Arrow-Pratt measure of (relative) risk aversion. One of the
most popular utility functions is the constant relative risk aversion (CRRA) utility
function, that up to a constant is given as follows:

)

Up(v) = SoVE DY =0, 00), (2.25)
where § < 1,0 # 0. In what follows we call this utility function the power utility
function due to its structure. Observe that its Arrow-Pratt measure of relative risk
aversion is given by:

U(UP)Uv
(UP)v

so parameter o describes the risk aversion of the investor: 6 — 1 describes a risk-
neutral investor and the smaller §, the more risk-averse the investor. This is con-
firmed by Figure [2.1], that shows the utility function for different parameter values.
It can be seen that the higher 9, the bigger the weight of high wealth levels and
the smaller the weight of low wealth values. This means that an investor with a

— 134,
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close to 1 is more willing to take risks compared to an investor with a lower §. This
relationship can be recognized even more clearly for negative values for ¢, for which
a very high negative weight is assigned to wealth levels close to zero whereas very
high wealth levels improve only marginally the utility of the investor. That is why
utility functions with a negative parameter ¢ are used to describe very risk averse
investors.

A generalization of the power utility function is the so-called hyperbolic absolute

35
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Figure 2.1: Power utility function Up(v) = % for different parameters § < 1.

risk aversion (HARA) utility function (see [81]). It can be expressed by different
parametrizations, in the sequel we adopt the following definition:

1-6 (1 5 U

mﬁ@:-7¢ﬂ{1 ﬁv—F”,vGDfﬁ:U2m% (2.26)

where 6 < 1, 6 # 0, F' > 0. In this case the Arrow-Pratt measure of absolute risk
aversion is given by:

(UH)’UU - 1
Ty~ L5

so it is decreasing in v and the smaller the difference v — F', the more risk-averse
the investor. Note that for F' = 0 and o = (1 — §)°~1, Ug(v) corresponds to the
power utility function Up(v) = %. The HARA utility function is plotted in Figure
for different values of parameter 9. It basically corresponds to the power utility
function shifted to the right by F'.
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parameters 6 < 1. In the upper plot F' = 10 and in the lower F' = 0.2. For both plots we set
a = (1—-26)°"" to ease the comparability with the power utility function.

5
Figure 2.2: HARA utility function Ug (v) = 1%‘soz{i(v — F)} ,v € DVH := [F,0) for different



Chapter 3

Problem formulation and the HJB
approach

In this chapter we first present the general model we work with and state formally
the optimization problem (see Section . Then, in Section we introduce an
auxiliary model without Markov switching, but with deterministic time-dependent
model parameters. It is later on used to simplify the results in the case with Markov
switching. Finally, in Section we give an overview over the method we apply
to solve the considered optimization problem. More precisely, we derive the cor-
responding HJB equations, state a candidate for the optimal control and prove a
verification theorem that reduces the case with Markov switching to the one with
time-dependent coefficients. The notation introduced in this chapter holds through-
out the whole thesis unless something else is stated.

3.1 Model and optimization problem

We start with a formal definition of the considered class of models on the filtered
probability space (Q, F,P,F), where P denotes the real-world measure and F =
{Fi}icpo,m describes the corresponding information flow. Whenever nothing else
is stated expectations are w.r.t. the real-world measure P. As we have a finite
investment horizon 7" we consider all processes over the time interval [0, 7).

Definition 3.1 (Multidimensional affine model with Markov switching)

We consider a financial model where investors dispose of a bank account with riskless
interest rate r and have the opportunity to invest in N risky securities with price
processes P,, n = 1,...,N. The bank account price process is denoted by F,. We
assume that these price processes are influenced both, by a Markov chain MC and
by J stochastic factors modeled by the J-dimensional process X with values in D* C
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R”. More precisely, we consider the following model dynamics:

dPo()—Po() (X ()MC())

Pu(t) [ C(1))dt + En(X(t),MC(t))dWP(t)] m=1,....N
X (X (1), ))dt+2X( (t), MC(t))dW*(t)
d<WX WP>(t) ( (t), MC(t))dt,

(3.1)

where WP is a standard N-dimensional Brownian motion, WX is a standard J-
dimensional Brownian motion, r(x,e;) : DX x & = R, py(x,e;) : DX x € = R,
So(wye;) : DX x € = RV yX(x,¢;) : DX x € = R7, ¥X(x,¢;) : DX x & — R,
p(z,e;) : DX x & — RIN. The last equation in is to be understood as follows:
AW W () = pjn (X (), MC(1)) dt,Vj=1,...,J;n=1,...,N.
Further we denote:
(t) (Pi(t),..., Pu(t)) € RY
/
p(X (0, MC®) = (s (X(0), MC(D), ..y (X (1), MC(D)) ) € R
/
(X ( (1) == (21 (X (), MC®), ... S (X (1), MC(1) ) € RN,

and assume that (X (t), MC(t)) is a.s. invertible for all t € [0,T] and that
{2(X(t), MC(t)) }rejor) has a.s.  finite paths. We call this model a multidimen-
sitonal affine model with Markov switching if the following conditions are fulfilled for
all (z,e;) € DX x &:

r =) + &Y (e;)x )
X =E9(e;) — KW (ey)a (3.3)

J
DY) = HOe) + Y HY (e)a (3.4)
(=7 () (=) = hOe;) + AV () (35)

SYpS (n—1) = g es) + GV(en)x

J
X ppl (5 — X (25 = LO(e) + 3 L0 en)r, (3.7

j=1
where €0, h0) ¢ R, &0 kO a1 5O e RY and KO, HO ) qg® O 1) ¢
R77, forallj =1,...,J. Subtraction of a scalar from a vector is to be understood as
subtracting the scalar from every element of the vector, i.e. p—r = (U1 —"7, ..., fy—

r)'. Observe that on the right hand side of the expressions above we use small letters
for scalars, small letters with an upper bar for vectors and capital letters for matrices.
Furthermore, on the left hand side of the equations above the dependence on (x,e;)
15 omitted for purposes of clarity.
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Remark 3.2
In the case without Markov switching a generalization of the multidimensional affine

models to quadratic processes and application to portfolio optimization is provided
m [75/.

Remark 3.3

The requirement that 3 is invertible is made just to ease the notation in the following
derivation. However, it is not absolutely necessary. If suffices to assume that XY
is invertible. In this case Condition (@ is replaced by the following equation:

¥ (EE) (=) = gV (&) + GV(e), (3.8)
and Conditions —, remain the same.

Note that the affine structure of the terms in Definition |3.1] is the most general one
that allows for an exponential affine ansatz for the resulting HJB equation. On the
other hand, this model definition is not only analytically tractable but also very
flexible and covers various models as illustrated in Sections and [6.3] In
the most general case all parameters are Markov-switching. This setting is tractable
when p = 0. The challenge in the presence of a leverage effect p # 0 is to position the
Markov chain in a suitable way so that both, the model flexibility and the existence
of explicit solutions are preserved. We propose such frameworks in Sections [4.2.2
£.2.2 and [6.1]

But first of all let us specify formally the optimization problem. We allow for
continuous trading in the risky assets and the cash account, and assume that the
investor can observe not only the asset prices but also the value of the stochastic
factor X and the state of the Markov chain MC, and makes her investment decision
based on all this information. This assumption was made in numerous studies: see
e.g. [104] and [74] for the observability of the stochastic factor and [8] and [95] for
the Markov chain. So, a trading strategy can be described with an N +1-dimensional
F-adapted real-valued process ¢ = {¢(t) hiejor) = {(@o(t), @1(t), ..., on(t)) beepom,
where at time ¢, ¢o(t) stands for the number of units invested in the cash account
and, forn =1,..., N, @,(t) denotes the number of risky assets P, in the portfolio
of the investor. In terms of this notation we define the wealth process corresponding
to strategy ¢ as:

We consider only self-financing portfolio strategies, which are characterized by the
following equation:

Ve(t) =V?(0)+ /Ot ¢'(s)dP(s),t € [0,T).

However, for the further computations it is more convenient to describe trading
strategies not by the absolute portfolio positions but by the relative portfolio process
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that corresponds to the fraction of wealth invested in the single assets at each time
point:

o (1) Po(t)
w(t) =——"—-—>n=1,...,N.
From now on we denote the corresponding wealth process by V™. We assume that
7= (m,...,7,)" has a.s. finite paths on [0, 7] and that it is self-financing, so that
the SDE for the wealth process is given by:

AV (1) = V(1) [r (X (1), MC(1)) + m(t) ((X (1), MC(1)) = (X (1), MC(1)) ) |

/

~~

=Y (V7 (£),X (8),MC (1), (1))
+ VT ()m(t)S(X (), MC(t)) AW (t),

— SV (VR (1), X (1), MC(8),m(1))

(3.9)

where the initial wealth of the investor is V7(0) = vy. An application of Theorem

to In(V7™) leads to the following solution of SDE (i3.9)):

V™ (t) =vo exp {/0 [r(X(t),./\/lC(t)) +7r(t)’<M(X(t),MC(t)) —r(X(t),MC(t)))

_ %w(t)’E(X(t), MC(1)) S (X (1), MC(1)) n(1)] s

+/0 ﬂ(t)'z(X(t),MC(t))dWP(S)}a

which shows that V™ (t) > 0, for all ¢t € [0,T7, if vy > 0.

The risk preferences of the investor are characterized by her utility function U :
DY — R,v + U(v). In the subsequent sections we consider the power and the
HARA utility functions (see Section [2.8). The investor aims at maximizing her ex-
pected utility from terminal wealth by dynamically choosing her investment strategy
from the set of all admissible portfolio strategy. More, precisely, this set is defined
as follows for all (¢,v) € [0,T] x [0, 00):

At,v) = {W‘W(s) e RV, V™(t) = v, V™(s) > 0,Vs € [t,T],V"(T) € D,
(3.10)
E| — min {U(V(T)),0}| %] < oo }.

So, A(t,v) contains strategies starting at time ¢ with wealth v that lead to a non-
negative wealth process. Strictly speaking, one should write A(t, v, z,e;), however
we omit the remaining arguments for better readability. Furthermore, denote:

D" := {(t,v,z,€;) € [0,T] x [0,00) x DX x E|A(t,v,z,€;) # 0}. (3.11)
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Now we can formally state the optimization problem we consider throughout the
whole thesis. For all (¢,v,x,¢e;) € D we are interested in the following problem:
Jtvwed (o) .= R|UV™(T)|V™(t) = v, X (t) = 2, MC(t) = ei]

(I)(t7 v, T, @i) = ng\?txv) J(t,v,x,ei)(ﬂ-)‘

(3.12)

The maximal expected utility ® is called the value function. Observe that now
the optimization problem has not only one state variable (v) expressing the
current wealth level V™, as in the classical Merton’s optimization problem, but two
additional (x,e;), corresponding to the two additional sources of randomness in our
model: the stochastic factors X and the Markov chain MC.

Let us have a closer look at the set of admissible portfolio strategies A(t,v). The
last condition in Equation (3.10) requires that the negative part of the terminal
utility is integrable, excluding strategies that might lead with a positive probability
to infinite negative utility. Note that this condition is trivially fulfilled for the
optimal portfolio with the power and the HARA utility functions, as they are
either positive or negative on their whole definition sets. So, if one can show that
the value function is finite, its negative part is either zero or equals the finite
value function. Furthermore, due to the exponential structure of our model, the
wealth process is positive for all self-financing trading strategies. Thus, for the
power utility function we do not need to check additionally the admissibility of the
optimal trading strategies but can perform optimization directly over RY. For the
HARA utility function Uy we just need to assure that V™(T') € DVx.

3.2 Time-dependent model

In some cases Problem can be solved using the results in a simpler auxiliary
market with deterministic time-dependent coefficients instead of Markov-switching
ones. To this aim we replace in Model the Markov chain MC by a deterministic
piece-wise constant function m : [0,7] — &£ with at most a countable number of
jumps in [0, 7], denoted by 0 < t; < ... <tx <T. Set ty = 0. More precisely, m is
given by:

mo t e [to,tl)
m t e |t,t

m(t) =< ! 1, t2) (3.13)
mg t e [tK,T),

where my, := m(t;) € € are the corresponding states of m. Let us denote the set of
all such functions by M.
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Using this notation we define the following model:
AP (t) = Py (t)r(X™(t), m(t))dt
dPm(t ) — Pt ){un(xm( ) m(t))dt + 3, (Xm(t),m(t))dwp(t)},n: 1,...,N
de = X (X(t), m(t))dt + S5 (X™(2), m(t))dW X (1)
(W X>(t) ( ( ),m(t))dt,
(3.14)

where W¥ and W™, as well as 7, ji,, X, uX, X% are as in the definition of Model
. Analogously to the previous section, Fj*, P™, X™ and V™™ denote the bank
account, the risky assets, the stochastic factors and the wealth process. We can
interpret this model as Model conditioned on an arbitrary but fixed path m of
the Markov chain. That is why we call it the time-dependent model corresponding
to Model or the time-dependent model induced by m and vice versa, Model
(3.1)) is the Markov-switching model corresponding to Model .

For the time-dependent model the optimization problem is stated as follows:

Jtvam) oy . | [U(VW(T)) ’Vm’“(t) — v, X™(1) = ;c}

®m<t, U, .',U) = TFGIZ]\:lWaLJ()fU) J(t,v,m,m) (7-‘-)7

(3.15)

with
A" (t,v) == {ﬂ'm‘ﬂ'm(s) c RN, V™™ (t) = v, V™™ (s) > 0,Vs € [t,T], V™ (T) € DY,
E| — min {U(V"7(T)),0}|7] < oo},

In the next section we give an overview over the method that we will apply to solve
Problems (3.12)) and (3.15)) and provide the link between their solutions.

3.3 HJB approach

As we are dealing with an incomplete market we will apply the Hamilton-Jacobi-
Bellman (HJB) approach. It is based on Bellman’s principle (see [10]):

Oty v,z e) = sup E[®(t+h, V(4 ), X(E+R), MC(t+h)| 7).
weA(t,v)

for any h > 0, where V7 (t) = v, X(t) = x and MC(t) = ¢;.

Applying Ito’s formula to the right-hand side of the above equation, taking the
limit h — 0 and interchanging the expectation and the limit leads to the following
equation, called the HJB equation:

'Cza q)ta)ai = - iz(I)t777z
(e m)B(L 0,26} = = 3 000,56 1

O(T,v,x,e;) =U(v),Vi e {1,...,1},
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where the differential operator L(e;, ) is given for each e; € £ as follows:

1 1
Le;,m)® =0, + pV &, + (1)@, + 5ZV(ZV)’% + 5Tr(ZX(EX)'<1>M,)

+ 3V (2P, ’ ; (3.17)
Note that we have neglected here the admissibility restrictions for 7. They will be
verified at the end for the derived optimal portfolio. Observe that because of the
Markov chain we have to deal with a system of coupled PDEs in contrast to a single
PDE for models driven by standard Ito diffusions.
Now, we consider the first-order condition for an interior maximum:

%{ﬁ(ei, m)P(t, v, , ei)} =0.
By differentiating the left hand-side of Equation (3.16) we obtain:
v®, (1 — 1) + 020, XX T + v (21D, =0,
which leads to the following candidate for the optimal investment strategy:

T

(&, VT (t),X(t),MC(t))
(3.18)

@,(B5)7 (1= 1)+ ()7 (2D |

1
(t) =~ V’T(t)fbw{

So, we need the solution for the value function in order to derive the optimal portfolio

in an explicit form. Note that substitution of (3.18)) in (3.16) yields the following

PDE for the value function ®:
1 P2 11
Petort =0y, 55 Pt o (5) o

(=) (58) " (=) + (1) @z —

I
1 X X\ (I)v 1\ —1 1 X/ _
+ 5 Tr(ZN(E )cpm,)—%(u—r) (X)7Lp(2 )@Ux_—;qi,zé(t,v,x,ez).

(3.19)

In order to solve this equation we consider an ansatz for ® suitably chosen depending
on the considered utility function. In Chapters |4 and [5| we will see how it looks like
for the power utility function and in Chapter [6] we deal with the HARA utility
function. However, a solution for the HJB equation is not necessarily the value
function to the considered optimization problem, as the HJB equation is obtained
by a heuristic derivation and the necessary technical assumptions have not been
proved so far. This is done in the so-called verification theorem. In what follows we
state general verification theorems that summarize a set of necessary conditions for
a function to be indeed the value function. When applying the verification theorem
to a specific model one has to check these conditions, which might be quite technical.
We do this for several relevant examples.



CHAPTER 3. PROBLEM FORMULATION AND THE HJIB APPROACH 51

Remark 3.4 (Decomposition of the optimal portfolio)

It can be seen in Equation that the well-known decomposition of the optimal
portfolio in a mean-variance part and a hedging term known from the case with de-
terministic coefficients is preserved also with Markov switching. The mean-variance
part (first summand in ) is mainly driven by the excess return of the traded
risky assets and their volatility. The hedging part (second summand in ) ap-
pears because of the additional stochastic factor X. For the case with deterministic
model parameters see e.g. [104|]. In the next sections we analyze in detail these two
terms.

In some cases the verification theorem for the Markov-switching model (3.1]) can be
reduced to the corresponding time-dependent case. That is why, here we state also
the HJB equation in the time-dependent Model ([3.14)). It is defined piece-wise by:

max{L(m(t), 7)®™(t,v, )} = 0,¥(t,v,2) € [ty, trs1) X [0,00) x D*
TeRN (320)
O (T, v,x) = U(v),

for all K = 0,..., K, where the differential operator L is as given by and
function ®™ is required to be continuous. Observe that in this context the HJB
equation corresponds to a classical PDE with piece-wise constant coefficients and
not to a system of PDEs, as in the case with Markov switching.

As before we use the first-order condition for an interior maximum to obtain a
candidate for the optimal investment strategy:

1

my L
(o) Vmm(t)om

{orEs) -+ &)y Eyen}

(V™ (8, X (8),m(t))
(3.21)

The next theorem links the solutions of the two optimization Problems ({3.12]) and
(13.15)).

Theorem 3.5 (Verification via the time-dependent model)

For all m € M, denote the value function in the time-dependent model induced by
m by ®™(t,v, ) : [0,T] X Rsg x DX — R and assume that there exists an optimal
mvestment strategy ©, which depends on the current level of m and the current
values of the stochastic processes, but not on the entire path of m on [0,T], i.e. it

holds:
() = p(t, V™ (), X™(E), m(t)),

for some function p : [0,T] x [0,00) x DX x & — R. Then, an optimal invest-
ment strategy in the corresponding Markov-modulated model is given by w(t) =
p(t, V7 (t), X (t), MC(t)) and for the value function it holds:

d(t,v, x, ) = E[®MC(t, v, 2)|MC(t) = e;].
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Proof

First, to ease the readability of the derivations below, we recall the following notation
for any n-dimensional process Z: Z; , denotes the process Z started at time ¢ in point
z e R".

Let 7™ and 7 be as defined in the statement of the theorem. Note the following
equation for an arbitrary but fix m € M:

(th;’vmw 7m ) = (Xm,m(t),%Z7m7m(t),ﬁt,v,x’m(t))!{MC(S) =m(s),Vs € [t,T]}.

tv,x o Nt

This implies that:

(XMC yMETMC e ) = (Xtiess Vi gos Ttoszes )

t,x,e;’ Vt,x,e; ) t,x,e;

Pay attention that this is true because the optimal strategy 7™ in the time-dependent
model depends only on the current value of the step-wise function m and not on
its whole path on [t,T] and because of the independence between the Brownian
motions and the Markov chain. By applying this observation and the tower rule for
conditional expectations we obtain:

D(t, v, x,e;) = E[@M(t, v, 2) [ MC(t) = ¢;] = E[@MC i (t,v,2)]

E[E[<I>Mct <i(t, v, x) |9Mct ]] :]E[E[( tﬁgfzzsc(T))ﬂgszct,ei]]
:E[E[(‘/t’uxez ) | Mctﬂ] _E[M}

So, function ® expresses indeed the expected utility corresponding to strategy 7.
To obtain the optimality of 7 consider an arbitrary admissible 7 and note that for
all m € M, n[{MC(s) = m(s),Vs € [t,T]} is admissible also in the time dependent
model induced by m. Thus, using the optimality of 7™, one can compute:

O(t,v,z,€;) —E[E[( t/\”/lglec( >)6‘QMC“ZH
e 5
. E[E[mﬁi?mﬁ ] - E[mxgm)‘;}

Remark 3.6

Note that this theorem allows us to show a wverification result for the Markov-
switching model without showing explicitly that the value function solves the cor-
responding HJB system of PDFEs. This might save lengthy technical proofs.

For a more detailed study of portfolio optimization problems in continuous-time and
further solution methods besides the HJB approach we refer to [71].

After this general introduction to the HJB approach, in what follows we apply it
to the considered class of models. In the next chapter we give a very detailed
presentation for the one-dimensional case wherein trading is done only in the bank
account and one risky asset, and the price processes are influenced by one stochastic
factor.



Chapter 4

One-dim. affine
Markov-modulated model

In this chapter we consider a special case of Model with a riskless investment
opportunity (bank account) and one risky asset. As mentioned in the introduction
there are various studies in literature considering portfolio optimization either with
a stochastic factor or with Markov switching. In what follows we extend this by
combining both sources of randomness. The example considered at the end of this
chapter is an extension of the well-known Heston model by Markov switching. Note
that parts of this chapter have been published in [47].

The price processes of the riskless investment and the risky asset are denoted by
{Po(t) hieo,r) and {Py(t) }eejo,r), respectively. Their dynamics are influenced by a
one-dimensional stochastic factor X with values in DX C R and an observable
continuous-time Markov chain MC. More precisely, the considered model is defined
as follows:

(4.1)

where WP and WX are two one-dimensional Brownian motions with constant
correlation p € R. They are independent of the Markov chain. r : & — R,
pi, S, 1w, 8% 0 DX x £ — R are deterministic real-valued functions. Further-
more, we assume for all (z,¢e;) € DX x & the following conditions, which correspond
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to Assumptions ((3.3] . from the general model definition in Chapter (3 I:

X =k (e;) — KW (ey)a

(2%)2 =HO (e;) + HIW (¢))x (4.3)
2
(,ulz—r) =hO(e;) + h WV (e;)x (4.4)
1
S X LT 00y £ W (e 4.5
PP =0 + Ve (45)

for some real-valued functions k©, KW H© OO p0) M 0O GO . £ 5 R,
Note that Condition (3.2)) is trivially fulfilled for Model and ( . follows di-
rectly from in the one-dimensional case. In the one-dimensional case the SDE
for the wealth process corresponding to portfolio 7 is given by:

dVT =V (1) [r(MC(t)) +(t) (m (MC(t)) — r(X(1), MC(t)))] dt

N

-~

~ (4.6)
+ V() ()5 (X (1), MC(8)) dWP(2).

Remark 4.1
Note that Assumption is trivially fulfilled for p = 0, and for p # 0 it implies
that:

Sime) . Sime)  ble)

S¥ (2, e;) = b(ei)/“(x,ei) —rle) _ p(w,e) —r(e) 1 SX(ze), (A7)

for some deterministic function b : £ — R. So, for the case with correlation the
market price of risk Mz_IT should be a multiple of the volatility of the stochastic factor.
Formally, this implies the following:

Observe that the drift and the diffusion term for the stochastic factor, as well as
the squared market price of risk are affine in X. We will see later on that as a
consequence of this, all terms in the corresponding HJB equation have affine struc-
ture, which allows for an exponentially affine ansatz for its solution. One important
example for this class of models can be obtained by adding Markov switching to the
famous Heston model. This example will be considered in detail in Section

We assume that the risk-preferences of the investor are characterized by the power
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utility function Up as defined in (2.25)) and consider Problem (3.12)). The general
HJB Equation (3.16)) takes the following form in the one-dimensional case:

mTeR

I
max{L(e;, m)P(t,v,x,e;)} = — Z 4. P(t,v,x,e,)
z=1

(4.8)
00
O(T,v,x,e;) = K,W e{l,...,1},
where
1 1
Lle;,m)® =0, 4+ pV O, 4+ p~d, + §(EV)2<1>W + §(EX)2<I>m + XV p(2%)d,, ( ;
tv,xz,e;,m

(4.9)

and p¥ and XV are as defined in Equation (4.6). As mentioned in Section
the candidate for the optimal portfolio derived from the first-order condition for a
maximum is given by:

(,ul - T)CI)v + pzlecbvm

m(t) = — . 4.10
7(t) V7 (t)(31)2®,, (tx@.Me() (4.10)
Now we propose an ansatz for the value function:
)
O(t,v,z,6;) = Xf(t,x, €;). (4.11)

Substituting (4.11]) and the one-dimensional model specifications in (3.19)) leads to

the following system for function f:

filt,z,e) + f(t, x,e) 6{r(ei) + %1 1 . <M1(x, e;) _‘7’(61'))2}

N

)
+ fo(t,x,€) {ux(x, ;) + ——pXX(z, e

=i () (4.12)
1 1 fa: t, y &1 5
+ gl ) (8w e)" 4 3 fEt,i,Z,;) T (2w e)”

f(T,x,e;)=1,Vie{l,... I}

Furthermore, (4.10) and (4.11)) yield the following simplified expression for 7:

— o 1 M1 —T EX fx
0= {mr e

(4.13)

(tx®.Mc®)
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So in order to solve the HJB equation and obtain a candidate for the optimal control
we need to find function f. Before we do so, we state a general verification result
that summarizes a set of sufficient conditions for the HJB solution to be the value
function of our optimization problem.

Theorem 4.2 (Verification via a martingale condition)
Consider a real-valued function ®(t,v,x,¢e;) : [0,T] x [0,00) x DX x &€ — R and
assume that:

i) For each e; € &, ®(,-,-,¢;) € €**2([0,T] x [0,00) x D*), i.e. P is once
continuously differentiable in t and twice continuously differentiable in v and
x.

it) © satisfies the following equation:

I
Le;,m)O(t,v,2,¢;) = — Z 0. P(t,v,x,e,)
z=1

O(T,v,x,e;) =Up(v),Vi € {1,...,1},
where operator L is defined in and 7 is given by ([4.10).

iii) {® (1, V7(t), X(t), MC(t)) }

refor) @ martingale.

Then:
E[Up(VI(T)) |V (t) = v, X(t) = 2, MC(t) = ;] = ®(t, v, z,¢).

Further, if ® = %f(t,x,ei) for a positive function f then 7 is the optimal solution
and ® is the corresponding value function.

As the same result holds for the general multidimensional case (see Theorem ,
we omit the proof here and provide it in Chapter |5| for Theorem [5.1}

So, basically we have two approaches how to deal with the considered optimization
problem. Either we solve System , find the HJB solution and apply Theorem
4.2 or we solve the HJB equation for the corresponding time-dependent model,
proof that it is the value function and apply Theorem [3.5] As the second possibility
is very convenient in many cases, in what follows we derive the solution for the
time-dependent model. Afterwards, in Section 4.2 we will use these results for the
solution with Markov switching.
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4.1 Time-dependent model

In the one-dimensional case Model is stated as follows:
APy (t) = Py (t)r(m(t))dt
dP™(t) = P™(1) [m (X™(t), m(t))dt + S, (X™(8), m(t))dwp(t)]
dX™(t) = pX (X™(t), m(t))dt + S5 (X™(t), m(t))dW X (¢)
AW, W) (t) = pdt.

The risk preferences of the investor are again described by the power utility function

Up and we consider Problem (3.15). The HJB equation in this case takes the
following form:

max{L(m(t), )8 (1,,2)} = 0,%(1,,2) € [fi, i) X [0, 00) x D

¥ (4.15)
= g’
for all k = 0,..., K, where the differential operator L is defined by (4.9), ¢y := 0,

and txq := T. As before, the candidate for the optimal investment strategy looks
like this:

(4.14)

O™(T, v, x)

7_Tm(t) - _ (:ul — T)(I)vm + pEXEICI):Ec
V() ()2,

(4.16)

(txm@.m)’
By the ansatz:

o
" (t,v,x) = gfm(t,x), (4.17)

for some continuous real-valued function f™ : [0, 7] x DX — R, we simplify #™ to:
B 1 1 —r »X fm

iy = Lo B |

®) 1—-61(%))2 Py, pm (txm@).m(t))

Substitution of Equations (4.16]) and (4.17]) in the HJB equation (4.15]) leads to the
following PDE in ¢ and x for function f™ defined piece-wise for all k = 0,..., K:

f?(t,x)+f"‘(t,as>5{r(m<t))+1 1 (ul(x,m(t)) —T(m(t))>2}

(4.18)

21-00  Ei(em()
—g(zm(®))
700 {5 gy ) )
) ~ — L (4.19)

X 2 2 (4T 0 5(¢x 2
b2z (2 m@)) 4 30 (5 )

=0,Y(t,z) € [tg, the1) x D
f™T,z)=1.
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Note that in this case we obtain a single PDE and not a system of PDEs as in the
case with Markov switching. So, if we manage to find a solution to Equation (4.19))
we will have also the solution to the HJB PDE (4.15)). But first of all, we state
in the subsequent proposition a set of sufficient conditions for this solution to be
indeed the value function to the considered optimization problem.

Proposition 4.3 (Verification result in the time-dependent model)
Consider a real-valued function ®™(t,v,z) : [0,T] x [0,00) X DX — R given by
O (t,v,x,e;) = %fm(t, x) for a positive function f™. Assume that:

i) @™ € E122 ([t tegr) x [0,00) x DY) for allk =0,... K,
it) @™ € ¢ ([0,T] x [0, 00) x D¥),
iii) ®™ satisfies the following PDE, defined piece-wise for allk =1,...,K:

L(m(t), 7)™ (t,v,2) = 0,¥(t,v,7) € [ty trsr) X [0,00) x DX

U(S

O™ (T, v,x) = 5

with T as given by .
w) {Om (¢, V™I (8), X™(t)) }

rejor] 15 @ martingale.

Then;
E[Up (V™™ (T)) V™™ (t) = v, X™(t) = ] = @™ (t,v,2),
and
E[Up(V™™(T)) V™7™ (t) = v, X™(t) = 2] < O™ (t,v, ),

for all (t,v,7) € [0,T] x [0,00) x DX and all admissible portfolio strategies T, i.e.
7™ s an optimal investment strategy and @™ is the value function for the considered
problem.

The proof is given directly for the multidimensional case in Proposition [5.3]

Remark 4.4

Note that a related result is presented in Corollary 2.5 from [63]. Using a fun-
damentally different methodology based on martingale theory and semimartingale
characteristics the authors show that a trading strategy is optimal if there exists a
special semimartingale that fulfills some martingale conditions. This process can
be identified in our context with {f™(t, X (1)) hiejo,r) and the required assumptions
there correspond to Conditions iii) and i) from Proposition[{.3 Whereas the re-
quired conditions in [63] are rather abstract our derivation based on the HJB equation
theory allows us to specify the necessary conditions in an explicit way.
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Remark 4.5
If ®™ is positive then the following two conditions:

i) ®(-,-, ) € €V*2([0,T] x [0,00) x DX),

it) ® satisfies Equation where the mazximum on the left hand side is ob-
tained at ™ as given by ,

suffice to show that:
E[Up (V™™ (T)| V™7 (t) = v, X (t) = x| < O™ (t,v, ),
for all (t,v,z) € [0,T] x [0,00) x DX and all portfolio strategies . The derivation

can be found in Appendiz|[B.

Remark 4.6
Assumption iv) in Proposition can be replaced by one of the following conditions:

w)” For all (v,x) € [0,00) x DX and all k =1,..., K it holds:

IE{/M+1 (‘I’LH(S,Vm”_rm(S),Xm(s)))EV(V’"’T_FW(S),Xm(S)ﬂ””(S)’7Tm(s))>2

ty

. 2
+ (@Zl(s,\/m’” (s),Xm(s))ZX(Xm(s),m(s))> ds
‘vm»ﬁ’" (th) = v, X"™(ty,) = x] < .
iv)” Functions T (s,v,x,e;) and ¥1(x,e;) are continuous in (s,v,x) for alle; € £,

and for allk = 1,..., K it holds: for every sequence of stopping times {0, }nen
with 0,, — tiy1 it holds that:

lim B[O (G,, V™" (6,), X" (0,)) V™" (t) = v, X" (t4) = ]

n—o0

= E [q)m<t]€+1, Vm’ﬁm (tk+1), Xm(tk+1>>‘vm,ﬁm (tk) =, Xm(tk> = .I‘j| .
The proof is given in Appendiz B,
Now we can continue with the solution to the HJB equation.

Proposition 4.7 (Solution in the time-dependent model)

Set ¥ = ﬁ . Assume that the following equation:

Y (m(t)) = 0,B™(T) =0 (4.20)
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admits a continuous, piece-wise continuously differentiable solution B™ €
‘51([tk,tk+1) X [0,00) % DX), for all k € {0,1,2,...,K} and denote B™(t) =
OB™(t). Furthermore, define function A™ as follows:

A™(t) = /t %%H( )( (s)) (Bm(s))2 + {%9(0) (m(s)) + k@ (m(s)) } B™(s)ds

(4.21)
Then the solution of the HJB Equation 15 given by:
v T . -
" (t,v, ) = K]E[exp{/t %g(Xm(s),m(s))ds}‘Xm(t) = x]ﬂ
Ua T 2
= Sexp{ [ o{rm(s) + 5 m5h ()} + 55O (m(9) (B ()
+ {%9(0) (m(s)) + k© ( )}Bm ds} exp{B™(t)x} (4.22)
v? r
= ? exp { /t 5{7“(771(8)) + %1—15h(0) (m(s))}ds} exp{A™(t) + B™(t)x}
=: g t)exp {B™(t)x}. (4.23)
The mazximum in 15 obtained at:
gy pr—r z
=g 5{ OIS v } (£X™(8)m() (424)

Trivially, ®™ € €% ([tg, trr1) X [0,00) x DX) for all k € {0,1,2,..., K} and it is
continuous on the whole interval [0,T7].
If {@m (¢, V™™ (t), X™ (1)) }te[() 71 s @ martingale, then ®™ is the value function and

,ﬁ.m

1s the optimal portfolio.

Proof

We start with the solution to (4.19). Observe that due to the nonlinear term
Feynman-Kac theorem cannot be directly applied to obtain a probabilistic represen-

tation of the solution. As in [104] we apply the following transformation to eliminate
the nonlinear term:

@ab—'

Wt ) = (f(t )7
for some ¥ € R.y. Then A™ solves the PDE below:

Ry (t, z) + h™(t, x)%g(x,m(t)) + Bt )i (z,m(t)) + ;hg;(t x) (EX (z, m(t))>2

SR ) oo o

K™ (T, z) = 1.
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We choose ¥ in such a way that the factor for the nonlinear term disappears, i.e.

1—90
A (4.25)
and obtain:
() 1" (8, 2) g, () + (1, ) (, m()
+ %h;’;(t, ) <EX (:v, m(t))>2 =0, (4.26)

which is to be understood piece-wise. Observe that ©¥ = 1 for p = 0, which is in
accordance with the fact that for p = 0 the PDE for f™ is linear. Under some inte-
grability conditions we can apply Corollary to obtain the following probabilistic
representation for the solution of Equation (4.26)):

T
1 - -
h"(t,x) =E —g(X™(s), X"(t) =
(t2) <Eesp { [ 5a(X"(9).m(s) }|£7(0) = o
™1 11
11 6 - - -
. e 4 ¢ §) m migy
E[exp{/t L TR (n(s) X7 (s)ds b X = ],
where the dynamics of process X™ are given for t € [0, T by the following SDE:

AX™(t) = @ (X™ (), m(t))dt + =X (X (£), m())dW ¥ (s).

Observe that when the expectation in Representation is known in a closed
form, we do not need to check the assumptions of Corollary as we can just plug
in the expectation and verify that it is indeed the solution to the HJB equation. In
what follows we will characterize the expression for this expectation up to a Riccati
ODE.

First recall the affine definition of our model, which implies that:

i, e;) —r(e;)
21(1', ei)

GV (e;) — KW (e}

~ o
/’LX(J"7€i) = MX('I’ ei) + Té‘sz('xa 61‘)

= BO(e) + 159 +{

(¥ (2, e))* = HO(e;) + HW(e,)a.

1—-9¢

This specification of the parameters allows for an affine ansatz for function ™. More
precisely, we assume that:

R™(t,z) = exp { /tT %5{r(m(s)) + %1—;h(0) (m(s)) }ds} exp{A™(t) + B™(t)x}.
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Inserting this ansatz in Equation (4.26)) and equating the coefficients in front of 20
and x! leads to the following two ODEs for A™ and B™:

B (t) + 5Hm) (m(6)) (B™(1))" + {T(;G“) (m(t)) — KO (m(t))} B™(1)

+ %%%h(” (m(t)) = 0,B™(T) =0 (4.28)
Am(t) + %H(O) (m(6)) (B™(1))* + {%g“’) (m(t)) + & (m(t)) } B™(t) = 0,
A™(T) = 0. (4.29)

So in order to obtain the solution of the HJB equation we only need to solve the
Riccati Equation (4.28) and do the integration in Equation (4.29):

A™(t) = /t %H(O) (m(s)) (Bm(s))2 + {%Q(O) (m(s)) + k@ (m(s)) } B™(s)ds.

Then, the expression for ®™ from (4.23)) follows directly.
The verification result follows as an application of Proposition
O

Remark 4.8 Observe that the parameters in the equations for B™ are time-
dependent but piece-wise constant. So we are looking for a continuous, piece-wise
continuously differentiable solution. If we know the solution for constant parame-
ters and inhomogeneous terminal condition a recursive solution method with finitely
many steps is possible. A result on the solvability of Equation with constant
parameters is summarized in Corollary (2.4 We will apply this result in Section
[4.3 to construct step-wise a solution for the Heston model with time-dependent co-
efficients.

So, when applying the derived optimization results to a special model of
interest, one basically needs to solve KEquation (4.20) and to verify that
{om (¢, Vm(t), X™ (1)) } sepo.r) 1 @ martingale. The latter might be in general quite
laborious. That is why we présent in what follows a special case of the general time-

dependent model, for which this can be easily shown. To this aim we additionally
assume for Model (4.14) that:

HO = p0 =50 = £© > 0.

Then the martingale property and thus the verification result follow easily from a
general statement about exponentials of affine processes, given in Corollary 3.4 from
[62]. For convenience, this result is summarized in Theorem In the following
proposition we apply it for the verification result.

Proposition 4.9 (Verification via Theorem

Let @™ be as given by Erpression . Furthermore, assume that H© = p(0) =
39 =0 and k©© > 0. Then the optimal portfolio strategy is as given in Equation
and ®™ is the corresponding value function.
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The proof is given in Appendix [B]

Remark 4.10

Note that Theorem |2.34 can be applied also if X1 does not appear in the volatility of
the traded asset, nor in the excess return, but just in the riskless interest rate. As
in this case we will have stochastic interest rates, we should consider additionally
trading in a bond. So, we end up with a multidimensional model. This example is

considered in Section [5.3.

To sum up, when we consider a special example for a time-dependent model with
HO = 0 = g =0 and k@ > 0, we just need to find a continuous, piece-wise
differentiable functions B™ that solves Equations . Then we can apply the
just proved theorem and derive directly the optimal solution. In Section [4.3.1] we
will do this for the time-dependent Heston model.

Remark 4.11

Let us summarize the different possibilities for proving a verification result that we
have considered so far. After finding a sufficiently differentiable solution to the HJB
equation one can either prove the martingale condition directly for the derived value
function (see Theorem or prove it first for the time-dependent model and then
apply Theorem [3.5, In the latter case, Theorem[2.3]] can be useful, when applicable
(as in Theorem[4.9). As we will see in Chapters |5 and[6, the same methods can be
adopted also in the multidimensional case and for the HARA utility function.

After deriving all necessary results for the time-dependent model, we can proceed
with the Markov-modulated model. We consider separately the cases with and
without correlation between the Brownian motions driving the stock price and the
stochastic factor in Sections [4.2.1] and 4.2.2] respectively.

4.2 Markov-modulated model

In this section we consider the Markov-modulated Model . For the case without
leverage (i.e. p = 0), we provide the solution up to a simple expectation only
over the probability measure of the Markov chain, which can be computed very
efficiently (see Corollary . If we assume separability of the value function in the
Markov chain and the stochastic volatility we can further simplify this expression
and derive an explicit solution even for the case wherein the Brownian motions
exhibit instantaneous correlation (see Theorem [4.13)).
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4.2.1 Solution with no correlation

Let us first consider the case with p = 0. Observe that although the Brownian
motions do not exhibit instantaneous correlation, the two processes are correlated
by the joint Markov chain.

In the considered case the PDE system for function f has the following simpler form:

1 1(x,e;) —r(e;)\2?
fi(t, z,e;) + f(t,x,ei)\é{?“(ei) + 31 i 5 <F‘ (El(l,ei)< )) }/-i-fx(t,l',ei)ux(l',@i)
=ig?g,€i)

+%fm(t,x,ei)(2 (x,e;) = quf t,x, e,
f(T,x,e))=1,Vie{l,... . I}
(4.30)

As we are dealing with a system of linear PDEs we can apply Corollary [2.76] if its
conditions are fulfilled for process X and function g(x,e;), which is defined in the
equation above, and derive the following probabilistic representation for f:

f(t,z,e) :E[exp { /f&(r(MC(s))

(X (). MC(s)) — r(MC(s)) 2
ri (e ((),/)w(()) asp @3

’X(t) = 2, MC(t) = e}

Now transform this expression by the tower rule for conditional expectations as
follows:

f(t,x,e;) :E[exp { /tT(5<7‘(./\/lCt7ei(s))

1(Xize; (8), MCie,(5)) — r(MCie,(s))\2
i (™ zl(xt,x,exs),ﬂzct,eigs)) e

21-9

~E[E[exp { /t ' 5(r(MCy,(5))

1(Xize;(8), MCie,(5)) — r(MCip(s) 7
+%1i5<u X zl(xt,x,ei(s),/v)tct,eigs)) )>> s }177|]

) [ M (¢, x)] _ E[ M, x)(MC(t) - ez} , (4.32)

for all (t,x,e;) € [0,T] x DX x &, where f™ denotes for all m € M the solution of
System in the time-dependent model induced by m, thus fMC (¢, z) is an .#MC-
measurable random variable. Observe that here we have used the independence of
MC and W¥. So, the candidate for the value function in the considered model has



CHAPTER 4. ONE-DIM. AFFINE MARKOV-MODULATED MODEL 65

the following form:

0 0 0

O(t,v,x,e) = %f(t,m,e,-) = %]E [fMCt’ei (t,x)} = E[%fMCt’ei (t,x)]

= E[@MCrei(t, v, )] = E[@MC(t, v, 2)|[ MC(t) = ],

(4.33)

where for each m € M, ®™ denotes the value function in the time-dependent model.
This expression is in accordance with Theorem So, instead of proving that
the Markov-switching Feynman-Kac theorem is applicable in order to show that
Expression (4.32) indeed solves Equation (4.30]), we can directly prove that ® as
given by is the value function for the considered problem. To this aim Theorem
3.5 can be applied, as stated in the next corollary.

Corollary 4.12 (Solution with no correlation)
Consider Model and set p = 0. Assume that the value function in the corre-
sponding time-dependent model is given by:

" (t,v,x) = ?E[exp { /tTg(Xm(s),m(s))dsHXm(t) = x}
S )

and the optimal investment strategy by:

(1) L — 7”)
i = —
L= (29)? [(xm(e),m@)

Then, the value function in the Markov-modulated model has the following form.:

d(t,v, x,e;) =E[@MC(t,v,2)|MC(t) = e;]

~UE[exp {/t 9(X(s), MC())ds } | X (1) = 2. MC() = ] 4 309
UE

= Ff(t,x, e,

and the optimal portfolio strategy is

1 _
7(t) S,

1—0 (31)? l(x@),mew)

Note that in the case of p = 0 the optimal strategy consists only on the mean-variance
portfolio.

Proof
Verify that the optimal portfolio in the time-dependent model does not depend on
the whole path of function m and apply Theorem [3.5]

O
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After deriving the general solution we are now interested in simplifying the proba-
bilistic representation from Corollary This can be done by assuming separabil-
ity of the value function in the state of the Markov chain and the stochastic factor.
As in this case one can even allow for correlation, we directly consider the general
model with p # 0 in what follows. For the result without leverage, just set p = 0 in
the subsequent analysis.

4.2.2 Solution with correlation

In this section we consider the general Model , so function f is characterized
by System . We were not able to find its solutions in general, mainly because
of the nonlinear term. Unfortunately a transformation like the one in Section
does not work in the most general case, because here we have a system of coupled
PDEs. What is more, Theorem cannot be applied in this case, as in general 7™
depends on the whole path of m. The key to find a solution in this case is to assume
a separable exponential ansatz:

f(t, @, e;) = &(t,e;) exp { B(t)z}, (4.35)

for some functions ¢ : [0,7] x &€ — R, B : [0,7] — R, which of course implies
certain restrictions on the model parameters: we assume that A, KM HOD and
GW are constants. The solution in this case and a link to the verification results
from Theorem and Theorem are precisely stated in the following theorem.

Theorem 4.13 (Solution with correlation)
Consider Model (%/ and let RV, KO HO gnd GY be constants. Set ) = ﬁ.
Assume that the following equation:

1 B2 H(ll)

S B =0.B(T) =0 (4.30)

By +
possesses a differentiable solution B. Then the solution of the corresponding HJB
equation is given by:

)

O(t,v,x,e;) :%]E[exp { /tTw(S,./\/lC(s))dsHMC(t) = ei] exp{B(t)z}

::%65(25,62-) exp{B(t)z},Y(t,v,7,¢;) € [0,T] x [0,00) x DX x &,

(4.37)
where function w is given by:

1 H(O) (61)

w(t,e;) = or(e;) + 5 3
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The maximum point for the HJB equation is given by:

T= 115{0&1—);) +p22_13}

(8:,(X (), MC(t))

Note that ® € €1%? for alle; € €.
Denote:

) 5§ _ _HOD
a4 = \/(K<1>__G(1>)2_ R 5

and assume that:

Then function B is given by:

—e(KW-2-GWta)exp{—a(T—t)}+KH -G —q Jor 0 < 19%;((1)_%@(1)
B(t) — HAY) (1—cexp{—a(T—-1)}) HAD
a_i,_K(l)_%G’(l) ’
0 fOT’ 0= ﬁT

Further, consider an arbitrary but fixed path m of the Markov chain and consider the
time-dependent model associated with m. Then, the solution ®™ to its HJB equation
1S given by:

)

" (t, v, ) = % exp { /tT w(s, m(s))ds} exp { B(t)z}, (4.38)

and

1 — DI
ﬁ_m — {,ul r + p—B}
(t,(X™(t),m(t))

1-06L1 ()2

Assume that one of the following conditions holds:

i) {™(t, V™I (t), X™(t)) bepo,r) is a martingale,

i) {P(t, V7 (t), X(t), MC(t))}repor) s @ martingale.
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Then, function ® is the value function for the model with Markov switching and the
optimal portfolio is given by 7.

Proof
As already mentioned we consider the ansatz f(t,z,e;) = £(t, ¢;) exp { B(t)z} and
substitute it in PDE (4.12]). This leads to the following system of PDEs for function

g(ta €i>:
0 5 _ 0) (e,
§<t7 ei) |:57’(€Z) + %1—_6h(0)(6i) + B[l——ég(O)(ei) + k(o)(ei)] + %BZH 19(6 ):|

.

~~

=w(t,e;)

+&(t ) = — Zqzzgtez ET,e)=1Vi=1,....1,

(4.39)
where ¥ = W’ and the following ODE with constant parameters for B(t):
1 6 0 1 _,HW
B+ -——h"Y + B[——GW — KW] + -B? =0,B(T) = 0. 4.40
vt Bl S K g B = 0.8 (4.40)

Note that Equation (4.40) can be solved by Corollary [2.44. Furthermore, Corollary
provides the following probabilistic representation for function £(t, e;):

E(t,e) = E[exp { /tTw(s, MC(s))dsHMC(t) - el} Ve, € &, (4.41)

as w(t,e;) and Zw(t,e;) are continuous in . Observe that ¢ is continuous and dif-
ferentiable w.r.t .

For the proof of the HJB solution in the corresponding time-dependent model
observe that B(t) := +B(t) solves Equation for the considered model specifi-
cation and apply Proposition [£.7] Tt is easily verified that the term in the integral
in Equation corresponds to w(s,m(s)) with B = B™. So, ®™ solves the
time-dependent HJB equation. Furthermore, Assumption i) implies by Proposition
that @™ is the value function for the time-dependent model. Observe that for
function & it holds:

(I)(ta v, T, ei) = E[@Mc(t7 U, .Z') ’Mc(t) = ei]'
Further, the optimal strategy in the time-dependent model is given by:

b's
%m:L{m_rerE—B} )
1—0 1 (%) X e @.m()
As it does not depend on the whole path of m, but only on its current level, we can
apply Theorem and prove the statement.
Assumption ii) allows us to apply directly Theorem and conclude that ® is the
value function for the Markov-switching model and that the optimal portfolio is
given by 7.

O
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Remark 4.14

Alternatively to the probabilistic representation for & the solution for System
can be approximated by the so-called Magnus exponential series, for details see [7§].
Applying a numerical solving scheme is also possible. Another possibility is presented
in the following lemma for the case of two possible states of the Markov chain, i.e.

I =2.

Lemma 4.15
Let I =2 and assume that the Riccati equation:

c(t) + [ —w(t,er) + w(t, e2) — qua + qaz)c(t) — qr2c®(t) + g1 = 0,¢(T) = 1,

has a unique solution c(t). Then, the solution of System s given by:

£(t,e1) = exp { /tTw(s, e1) +qa+ qugc(s)ds}
E(t, e2) = c(t)&(t, er).

Proof

For I = 2 we have the following system of two coupled ODEs:
it er) +E(t e)w(t,er) = —quaé(t, er) — q26(t, e2),§(T,e1) =1 (4.42)
§i(t, e2) + £t ex)w(t, e2) = —q216(t, 1) — q226(t, €2),E(T, e2) = 1. (4.43)

Denote c¢(t) := % and substitute £(¢,e2) = c(t)&(t,e1) in Equation (4.42) to
obtain:

&G(ter) = —[w(t,e1) + g1 + quac()]E(E 1), E(T, 1) = 1.

It follows that:

T
§(t,e1) = exp { / w(s,e1) +qa+ Q1,26(8)d5}.
t
Furthermore, compute:

gt(t7 62) = Ct(t)g(tv 61) + c(t>§t(t7 61) = {Ct(t) - C<t> [w(ta 61) +qi1+ Q1,2C<t>] }£(t7 61)7

and substitute this result in Equation (4.43). Canceling of £(¢,e;) on both sides
leads then to:

c(t) + [ —w(t,er1) +w(t,es) —qia+ QQ,Q}C(t) — q126%(t) + q21 = 0,¢(T) = 1,

which is a Riccati equation with one time-dependent parameter and can be solved

numerically.
O
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Remark 4.16

By analogous computations one can “decouple” System also for I = 3. In
this case, solving the whole system can be reduced to solving just one nonlinear ODE
of second grade.

In the next remark we point out two further special cases, where {(t,e) can be
computed explicitly.

Remark 4.17 B
Recall that throughout this section it is assumed that K'Y, KO HW gnd GU are
constants.

i) If additionally we assume that process X does not depend on MC, i.e. k©
and H® are constants, and that p = 0, then function & is given for all (t,e) €
0,T] x € by:

E(t,e;) :E[exp { /tTw(s,MC(s))ds} (t) = ez}
1

T
=exp { / B(s)k© + §BQ(S)H(O)ds}
t

where in the last equation we have used Lemma [2.68

i) If we allow for p # 0 and assume that only parameter r depends on the Markov
chain, we obtain:

_ 1 H©©)
0 4 kO] + 532(3) 3 ds}

(t) = ei]
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16 5 . 1 HO
:exp{/ ———h 4 B(s)[——=3 + kO] + = B%(s) ds}
t

216 1—o" 2 J
1
1
) <eXp { [Q’ + dz’ag(ér(el), . ,(57"(61))](T — t)}ei, : > )
1

4.3 Example: Markov-modulated Heston model

In this section we apply the derived results to the famous Heston model (see Ex-
ample [2 , where the stochastic factor follows a mean-reverting CIR process and
is mterpreted as the stochastic volatility of the asset price process. The original
model was introduced in [58]. Optimal portfolios under the original Heston model
are derived in [74] and [61].

In what follows we extend this framework to Markov-switching parameters. More
precisely, we consider the following model:

dPy(t) = Py(t)r(MC(t))dt
dP\(t) = Pi(1) [T(./\/lC(t)) + A(MC®)) X (£)dt + v (MC(E)) /X )W (t) }
dX (t) = K(MC(t))(O(MC(1)) — X(1))dt + x (MC(1)) VX ()AW ™ (t)
AVP, WX (1) = pat.
(4.44)
with 7, A\, v, k, 0, x : € — R being deterministic functions with x(e;), 0(e;), x(e;) > 0,
for all e; € £. Furthermore, it is assumed that 2k(e;)0(e;) > x2(e;), for all e; €

&, in order to assure the positivity of process X™. Observe that this framework
corresponds to the following parameter specifications in terms of the notation from

Model (4.1]):

¥ (x,e;) = x(e)Va = HO(e
H"™ (e5) = x*(e;)
Ay P e e 230 =0
G (e;) = piEZ; (&),
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for all (t,e;) € [0,7] x £. A similar model is used for pricing of volatility swaps in
[40].

As before, we first derive the optimal portfolio strategy and the value function in
the corresponding time-dependent model (Section . Afterwards, in Section
4.3.2, we present the results for the Markov-modulated model without correlation
between the Brownian motion driving the risky asset price process and the one for
the volatility. Section deals with the case with correlation.

4.3.1 Time-dependent Heston model (TDH)

The corresponding time-dependent Heston model is stated as follows:
dPy(t) = Py(t)r(m(t))dt,
dPi(t) = Py(t) [r(m 1)+ Am(®) X™(E)dt + v(m(t)) /X (0 dW " (¢) ]

1 (
dX"™(t) = k(m(t))(0(m(t)) — X™(t))dt + x (m(t))/ X" (t)dW ™ (¢)
AW, WH)(t) = p dt,

where function m is defined as in Equation (3.13)), and x(e;), 0(e;), x(e;) > 0 are as
in . A similar model is presented and motivated in the context of calibration
and derivatives pricing in [36] and [82].

Recall from Proposition that in order to find a solution for the value function
we either have to solve Equation for B™ or calculate explicitly the following
expectation:

(4.46)

T

R (t, x) = E[exp {/t 59(5,Xm(s),m(s))ds}‘Xm(t) = x} (4.47)

From Equation 1) we know that the drift jix of the modified process X™ is given
by:

fix (X™ (), m(t)) = s(m(t) (0(m(t)) — X™ (1)) +

=: R(m(t))(é(m(t)) — X™(t)).

So, X™ is also a CIR process with piece-wise constant coefficients. Thus, the ex-
pectation above can be calculated in an explicit form by applying step-wise Lemma
2.42| We will do so in the next proposition to derive the solution to our optimization
problem.

X(m(t)A(m(t)) om
=" may) W

Proposition 4.18 (Solution and verification in TDH)
Consider Model and assume that R(e;) > 0, for all e; € €. Let e; € € be
arbitrary but fived. For any constants o and (3, such that:

3 < '%2@1)
2x
_file

2(e)
i) +a(e:)
x2(ei)

Y
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with:

ae;) == v/k(e:)? — 26x(e:)?,

define the following two functions:

sy )R (E(e) —(e))  2i(e)d(e) 1 ile;) exp(—i(e))
AT - (@) I G v
ey . ZEEE(E) + ale) expl-ale)r) + ) - afe

(@ (1 — &ler) oxp(—a(e)n) ’

><

where
i —ax(e:)® + R(e:) — ale;)
éle;) == — —.
—ax(e:)? + R(e;) + ale;)
Assume the following conditions on the model parameters in .'

1 6 (Me)”  #(e)

2019 (v(e:))? ) 2X2(€z‘)’vei ¢ (4.48)
R(e;) — a(e;) . (R(e;) +ale;)
max {W} = miy {W}‘ (4.49)

Then the following expressions are well-defined:

A1) = Aa’“’ﬂ’“’m’“(T), By(1) == Bex:Bemk (1),Vk=0,...,K,
where
15 (Amm)’
201 =0 (u(m(ty)))’

oy = B (hy), for o=t —te,VE=0,..., K -1
AR ‘= 0.

By = VE=0,... K

The solution of the corresponding HJB system is given for all (t,v,x) € [0,T) x
RZO x DX by

" (t,v,x) = ?E[exp { /tT %g(s,)zm(s),m(s))ds}‘)z(t) = xr

)
= Fgm exp {Bm },
where:
= exp / or(m ds+ﬂZ{Ak teyr — ) + Z A, (T, }ﬂte[tk tk+1)}
z=k+1
B = '192 {Bk tk+1 - t }]lte[tlmtlwrl)'

k=0
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Further, ®™(t,v, z) is the value function of the optimization problem and the optimal
portfolio strategy is given for all t € [0,T] by:
1
oy = L MmO) ()
1=0 4 (y(m(t))) v(m(t))

The proof can be found in Appendix [B]

Remark 4.19
Observe that by Lemma B™ >0 for 6 >0 and B™ < 0 for 6 < 0. We will
analyze this in detail in Section[4.3.4)

Remark 4.20

An alternative verification theorem for the Heston model with constant coefficients
is presented in [T]]. It relies on the specific form of the solution in this example.
However, it is very technical and requires some more restrictions on the model
parameters in the case with time-dependent parameters.

4.3.2 Markov-modulated Heston model with no correlation
(MMH")

We continue with the Markov-modulated Heston model with no correlation. Con-
sider Model and set p = 0. Based on the results for the time-dependent model,
the solution of the HJB equation in the Markov-switching model can be derived as
shown in the following proposition.

Proposition 4.21 (Solution and verification in MMH?")
Consider Model with p = 0. Denote analogously as before for all e; € E:

a(e;) == v/k(e:)? + 2Bx(e;)?
ole;) = ax(e:)? + r(ei) — ale:)
U ax(e)? + r(e) + ales)
aBei(r) ~ k(es)b(ei)(k(e:) — a(ei))T 2k(e;)0(e;) L1 c(e;) exp(—a(e;)T)
4 (7): x(e)? + x(€:)? 1 { 1—c(e;) }
—c(e;)(k(e;) + ale;)) exp(—a(e;)T) + K(e;) — ale;)
x(€:)?(1 — c(e;) exp(—af(e;)7)) 7

for any parameters o and (3, satisfying:
K2(e;)
2)(2(62')
k(e;) + a(e;)

X3e)

BBei (1) :=—

b <
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Assume the following:
15 (Me)? _ Ae)
201 -0 (1/(61-))2 2x2(e;)
max {—%(ei) —ale:) } < min {—K(ei) +ale:) }, (4.51)

e €€ x2(e;) e €€ x2(e;)

,Vei S £ (450)

and define recursively backwards the following expressions:
Ap(7) 1= A®PEME (1) By(T) := B* PR (1) Yk = 0,..., K,
where
R B 1)
201 =36 (u(m(ty)))”
ag := Bpi1(Tky1), for i i=tper —t, Yk =0,..., K —1

A = 0.

Vk=0,... K

Then the value function ® is given by the following equation:

O(t,v,,e) :%SE[ch(t, $)|MC(t) = €i]

5
:%E [¢MC (1) exp { BMC(t)2} | MC(1) = 4], (4.52)
where for any m € M, functions €™ and B™ are given by:
K T K
£M(t) = exp { Z { / or(m(s))ds + Ag(tgrr — t) + Z AZ(TZ)}]ltE[tk,tkH)}
k=0 71 z=k+1

K
Bm(t) = Z {Bk(thrl - t)}]ltE[tk,thrl)'
k=0

The optimal portfolio is:
1L AMC(1))
L=4 (yMcC)*

7(t) =

Proof
An application of Proposition for p = 0, i.e. ¥ = 1, shows that the value
function in the corresponding time-dependent model is given by:

O™ (t,v,x) = ?E[exp { /tT g(s,Xm(s),m(s))dsHXm(t) = x]

= =" () exp {B" (1)},
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and for the optimal strategy it holds that:

_ 1 A(m(t)) .
L =3 (v(m(t)))”

7" (t)

So, Corollary can be applied and the statement follows directly.

Observe that function ® can be easily computed by a partial Monte Carlo simulation,
where one has to simulate only the path of the Markov chain and not all other
processes.

If we assume separability of the value function in e; and x, the solution can be even
further simplified. As in this case an explicit solution can be derived also in the
Heston model with leverage, we directly consider the case with general correlation
p in the next section.

4.3.3 Markov-modulated Heston model with correlation
(MMH”)

For a tractable framework with leverage we specify our model in such a way that a
separable explicit solution can be found. More precisely, we assume the following:

dPy(t) = Py(t)r(MC(t))dt
dPy(t) = P.(t) [r (MC(t)) + dv(MC(t)) X (t)dt + v(MC(1)) \/X(t)dwp(t)}
=A(MC(2))

dX(t) = k{(MC(1)) — X(t) }dt + x/ X (£)dW ¥ (¢)
dWE WX\ (t) = p dt.

(4.53)
This corresponds to the following specifications in the notation from (4.1)):
(m(x, e;) - r<ei>>2 = i = 1O(e;) =0, AV =d?
Yi(z, e;)
X (z,e) = Kb(e;) — e = EO(e;) = Kb(e;), KW =k
(Z¥ (@, €)=\ = HO(e) =0, H™W =X (454
pa(z, e5) —rled) o x ~(0) ()
(. 00) (z,e:) = pdxx 9" (e) (€:) = pdx
X
=b=—,
|d|

where b is the parameter defined on (4.7). Proposition and Theorem lead

to the verification result in this case:
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Proposition 4.22 (Solution and verification in MMH")
Assume that:

)
5, 9(k—15px]d])?
- (5d N (4.56)
Fora:=/(k— li_épx|d])2 — %_(S%d% define

(= (v — 1Z5pxld| + a) exp{—a(T — 1)} + K — t25px|d| — a)
o= (1~ cexp{—a(T 1)) B

r—— —a
for allt € [0,T], with ¢ == %. Furthermore, set for all (t,e;) € [0,T] x &:
H—m a

£(t,e:) = E[exp { /tT w(s, MC(s))}ds‘MC(t) - el} , (4.58)

where w(t,e;) = or(e;) + B(t)rb(e;). The value function in Model is given
for all (t,v,z,¢;) € [0,T] x [0,00) x DX x & by:
o
O(t,v,z,e;) = gf(t,ei)exp{B(t)x}. (4.59)

The optimal portfolio is:

Ft) = — d__ L, X )B(t)] (4.60)

1-0 [u(MC(t)) v(MC(t)

As mentioned earlier the first part of the optimal portfolio is called the mean-variance
term:

vy 1 d
T(t) = =3 (MC{D))" (4.61)
and the second one is the hedging term:
Hy A X
T(t) = T 5py(./\/lC(t))B<t>‘ (4.62)

Proof
We would like to apply Theorem m To this aim, observe that Equation (4.36)

takes the following form in this case:

1x? J o o B

1
2
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Conditions (4.55)) and (4.56]) allow us to conclude by Theorem that the solution
of the ODE from above is given by function B as defined in Equation (4.57). Fur-
thermore, from Theorem [4.13]it follows that the HJB solution in the time-dependent
model is given by:

" (t, v, x) :%5 exp { /tTw(s, m(s))ds} exp{B(t)x}

0

= exp { /t ' 5r(m(s)) + B(t)%@(m(s))ds} exp{B(t)z}.

Finally, observe that by Proposition 4.9 ®™ is indeed the corresponding value func-
tion. The statement follows by applying the verification result from Theorem [£.13]
(Il

Now let us have a closer look at the variance process of the log returns of the risky
asset: Var(t) := v*(MC(t)) X (t). We start by deriving explicitly its dynamics.

Corollary 4.23 (Variance of the log returns)
The instantaneous variance of the log asset returns is characterized by the following
SDE:

dVar(t) =&k (MC(t)) (é(./\/lC(t)) — Var(t))dt + x(MC(t)) v/ Var(t)dWX(t)
~ V)

+Var(t)» mdm(w,

i=1

where:
. o - A
RMC) =k ; I MC (@) Pew
é(MC(t)) _ VQ(MC(t))SQ(MC(t))

X(MC(1)) = v (MC®))Ix-

With this notation the price process for the risky asset is given by the following SDE:

dP\(t) = Pi(1) [r (MC()) + anr(w] dt + /Vardwr(t).  (4.63)

Proof

Follows directly as an application of It6’s formula for Markov-modulated Ito diffu-
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sions, which is stated in Theorem [2.72}

dVar(t) = (MC ))k{0(MC(t)) — X (t) }dt + 2 (MC () x /X (£)dW = (¢)

+ Z t)anc it + Z v (eq) X (¢)dM;(t)

2

=1 (MC(t))k0(MC(t)) — Var(t { Z 2 MC ; )QMC(t),i}dt

=1

(.

= (MC( )
I 2

+ [V (MC(t)) |xv/Var@t)dW™ (t) + Var(t Z

2T >) dM;(t).

O

Observe that the variance Var follows a mean-reverting process with jumps accord-
ing to the Markov chain, where all parameters depend on the Markov chain. This
rich stochastic structure makes the considered model very flexible and suitable for
describing a wide range of markets. Furthermore, from SDE (4.63)) the structure of
the mean-variance portfolio becomes intuitively clear: ey d( ) corresponds to the
excess return for a unit of variance. A detailed analysis of tﬁe single components
driving the optimal portfolio is given in the next section.

4.3.4 Numerical implementation and discussion

In this section we illustrate and interpret the results derived above by some numer-
ical examples. First of all we specify the basic parameter set we are working with
and show the numerical results for this parameter specification in order to indicate
the impact of the Markov switching. We continue with the hedging term and the
impact of the stochastic volatility. Thereafter, we study the influence of the risk
aversion parameter § on the behavior of the investor. Then, we extend the analysis
on the impact of d and v, which are the driving parameters of 7" as one can see
in Equation . Subsequently we discuss the sensitivity of the results to changes
of the remaining parameters. Finally we present an alternative parameter specifica-
tion which can capture an even more complex market behavior, and interpret the
obtained results.

In what follows we consider the model presented in Section and assume that
the Markov chain can switch between two states. The first one, e;, describes a
calm market with moderate volatility levels. The second one, e; corresponds to a
turbulent state with higher volatility and lower ratio ‘ﬁ‘;;(:) The investment time
horizon is set to T' = 5 years throughout the whole section. Based on the empirical
results from [1[Yf we fix the following basic parameter set: x = 4, (e;) := 6; = 0.02,

'In this paper the parameters of a Heston model are estimated using daily observations of the
S&P500 stock index and VIX volatility index over the period from 1990 to 2003. Using their
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O(ez) == 0y = 0.04, x = 035, d = 1.7, v(ey) := v = 1, v(eg) := 1 = 1.3,
r(e1) :=ry = 0.03, r(ez) := r5 = 0.01, p = —0.8. So, as mentioned in Remark [2.45]
the average half-life of process X is @ = @ ~ 2 months. Further, following
[ll]E], we set the elements of the intensity matrix to ¢;1 = —1.0909, g2 = —3.4413.
This means that on average the Markov chain remains one year in the calm state
and around 4 months in the turbulent state, as the waiting time the Markov chain
spends in state e; before the next jump is exponentially distributed with parameter

—¢q;; and expectation —% (see Proposition [2.63)). We will compare the results for

two investors with different risk preferences: the first one has a positive risk aversion
parameter 6 = 0.3 and for the second one it is negative § = —1. We denote these
parameter specifications by Set 1 and Set 2, respectively. This differentiation is
necessary because J influences strongly the optimal behavior of the investor, as we
will see in what follows.

Table 1 contains the optimal expected utility for Set 1 and Set 2 calculated as in
Proposition [4.22] where function ¢ is computed using a Monte Carlo simulation
of the Markov chain with 10,000 simulations. Additionally, it is compared with
the optimal expected utility computed through a full Monte Carlo simulation of
the three-dimensional process (P;, X, MC) with 1 Mio. simulations and 250 steps
per year, in other words, trading occurs once a day. The values from the second
and fourth columns are quite close to each other. This indicates that trading only
once a day, which is sensible in reality, does not lead to a significant loss of utility.
Therefore, the derived optimal strategy is applicable in practice. Moreover, many
time-consuming Monte Carlo simulations are required to obtain converging results
for the full Monte Carlo approach, which confirms the importance of the derived
theoretical results in Proposition Now we compare the optimal trading strate-

Parameter || Formula | Comp. time | Monte Carlo | Comp. time
Set 1 7.4261 40 sec 7.4260 approx. 2.2 h
Set 2 -0.0802 40 sec -0.0802 approx. 2.2 h

Table 4.1: Comparison of the optimal expected utility computed as in Proposition m (second

column) and by a full Monte Carlo simulation(fourth column), where V(0) = 10, X(0) = 0.02,
MC(0) = ey, T = 5. The third and fifth columns contain the corresponding computational time.

gies in the two discussed parameter settings, which are presented in Figure The
main part of the optimal strategy is given by the mean-variance portfolio, which is
observed to be positive, as expected, given that the expected asset return exceeds
the riskless interest rate for both states of the Markov chain (at the end of this
section we consider also model specifications where the excess return is negative
for one of the states). One can also recognize that higher ¢ leads to a higher long
position in the risky asset and for = 0.3 the exposure even exceeds the investor’s
wealth. A lower ¢ results in a more moderate investment in the risky asset. This

results we selected our Markov-modulated parameters in such a manner, that the first state of
MC describes a calm market and the second state describes a volatile one.

2In this paper a Markov-modulated Black-Scholes model is estimated for weekly S&P500 prices
from 1987 to 2009. We use their result for the intensity matrix of the Markov chain.
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observation is in accordance with the interpretation of ¢ as a risk aversion param-
eter. Furthermore, the investment in the risky asset is lower in the turbulent state
of the Markov chain because it is associated with lower excess return and higher
volatility and, thus, higher risk. Because of this difference in the optimal behavior
for different states of the Markov chain, it is important for the investor to recognize
the true state and to react to the parameter changes.

Let us continue with the hedging term. It follows from Statements i) and ii)

Setl Set 2
3 3
calm state
2 2 turb. state
£
o
! 1
T
7
g 0 0
[J]
=
-1 calm state -1
turb. state
-4 -4
0 2 4 0 2 4
time time
Setl Set 2
calm state calm state
0.05 turb. state 0.05 turb. state
£
i} I B
D
c
> o0 0
(4]
T
-0.05 -0.05
0 2 4 0 2 4
time time

Figure 4.1: Mean-variance portfolio (4.61) (upper row) and hedging term (4.62)) (lower row) for
the two considered parameter sets. The blue lines represent the optimal investment in the calm
state and the green lines the optimal investment in the turbulent state.

in Lemma that sign(B) = sign(d), so that sign(7) = sign(B)sign(p) =
sign(0)sign(p). As we are dealing with a negative correlation p < 0 the correction
term is negative for o > 0 and positive for § < 0. Although this might seem sur-
prising at first sight it gets more clear once we clarify the impact of the stochastic
factor X and the correlation p. By inserting the mean-variance portfolio #MV in
the SDE for the wealth process we observe that the market price of risk, which
is proportional to v/ X, drives the drift and volatility terms of the wealth process.
Therefore, the relevant risk for the investor coming from the randomness of X is
the change in the market price of risk. Analogously to the derivation of the value
function, it can be shown that the expected utility of the terminal wealth of the
mean-variance portfolio is increasing in X. So, the very risk averse investor (6 < 0)
would like to hedge his mean-variance portfolio against a falling market price of risk.
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This is achieved by an additional long position in the risky asset (7 > 0) as the
negative correlation relates lower values for X, i.e. lower levels of the market price
of risk, to a higher asset price, i.e. higher wealth for a positive investment position.
On the contrary, the investor with positive d speculates on an increasing market
price of risk and his strategy aims at high wealth in this case, realized by a short
position in the risky asset (77 < 0). The reason for the differentiation between
positive and negative values for ¢ is the form of the utility function: if 6 < 0 low
wealth levels are heavily penalized, whereas for 6 > 0 the emphasis is on the reward
for high wealth values. Moreover, observe that the higher the correlation between
WX and WP, the higher the absolute value of the hedging term as the stochastic
factor can be better hedged by the risky asset. Similar interpretations can be found
in [67]] and [24]]

Now, we deepen our observations of the influence of the risk aversion parameter o
on the optimal portfolio. Figure [4.2]illustrates the density of the terminal wealth of
an investor following the derived optimal strategy for different values of 9.

Higher values for ¢ are clearly recognized as leading to higher probabilities for both
very low (close to zero) and very high (even above 120) wealth levels. In contrast,
for small ¢ the probabilities for both high losses and high profits are much lower.
This fact is also reflected in the shift of the 5%-quantile to the right and of the
95%-quantile to the left for smaller values for 0. This observation is in accordance
with [100] who has proved that extremely risk averse investors replicate with their
optimal investment a bond with maturity 7.

Figure [4.3| confirms that a smaller § results in a more conservative mean-variance
portfolio. The absolute value of the hedging term also decreases for smaller § pri-
marily due to the influence of the factor 1175 that drives the mean-variance term
as well. What is more, Figure illustrates that depending on the risk aversion
of the investor, the hedging term can play a significant role in the optimal asset
allocation. A similar observation has been made also in [24]. Furthermore, it is
clear from Figure that in the turbulent state the investor holds less of the risky
asset throughout time and for all values for §.

We proceed with the remaining components of the mean-variance portfolio: d and v.
The influence of d on 7V is naturally positive if v is positive because a high d indi-
cates a high market price of risk. The plots in Figure [4.4] illustrate the influence of
d on the distribution of the terminal wealth of an investor with 6 = 0.3. The higher
d, the higher the 95% quantile on the one side and the lower the 5% quantile on
the other side. Therefore, the probabilities for both significant gains and significant
losses increase. The risk on the downside results from the fact that the investor has
a greater exposure for larger values of d, therefore, if the stock price declines, she
experiences larger losses. However, the effect on the positive side is stronger because
an increasing d leads to high excess returns for the stock and, thus, to the possibility
for much greater gains. As the plots in Figure illustrate, the same phenomenon

3In this paper the authors consider portfolio optimization in a model where a correlated mean-
reverting stochastic factor influences the market price of risk.

4This paper derives optimal consumption and investment rules in discrete time on an infinite time
horizon in a market where the excess return of the traded asset is modeled by an AR(1) process.
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Figure 4.2: Density of the terminal wealth of an investor following the derived optimal strategy
for different values of 4, where the remaining parameters are adopted from Set 1. The densities
are obtained via Monte Carlo simulations of Model . For reasons of better comparability all
values higher than 150 are summarized in the last bar in the plots.

is also observed for 6 = —1; however, the influence of d on the wealth distribution
is not as strong because we are dealing with a more risk averse investor who prefers
less exposure to the risky asset. Furthermore, the wealth distribution in this case is
more symmetric than for 6 = 0.3, which reflects once again the risk aversion of the
investor. The influence of v on the investment strategy can be easily derived from
the analytical formula for the optimal portfolio. Higher values of v lead to lower
investments in the risky assets because it reduces the excess return for a unit of
variance. As 1y < 1y, exposure in the risky asset is lower in the turbulent state than
in the calm state. This observation holds for the mean-variance portfolio and for
the hedging term. The larger the difference between 17 and 15, the more important
for the investor is to recognize the Markov-switching character of the market and to
adjust her strategy. One can understand the influence of v on the optimal portfolio
even better by recalling the SDE of the wealth process resulting from the optimal
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Mean-Var. portf. calm state
Hedging term calm state
Hedg. term/portfolio calm state
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Figure 4.3: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62) as well as the proportion of the hedging term to the whole portfolio over time for different
values of 4.

strategy given in Equation (4.60)):

AV (1) :vﬁ(t){r(MC(t)) + %(d + pxD(t)) X (t)dt

N 1—i5<d + D) VX AW (1) }.

Note that the wealth process does not depend on v. So, the optimal portfolio is
chosen in such a way, that the investor is protected against changes in v.

We continue with the remaining model parameters. Lower values for y and higher
values for k may be summarized as leading to a lower absolute value of the hedging
term because a lower volatility coefficient reduces the risk from the stochastic factor
X and a faster mean-reversion makes hedging more difficult. The corresponding
plots can be found in Appendix [B.I] Finally, we remark that the mean-reversion
level 6 and the current level of X do not influence directly the optimal policy. The
reason is that the stochastic factor X influences proportionally the instantaneous
variance and the excess return of the risky asset price.

As announced in the beginning of the section, we now present an additional parame-
ter setting. It describes a market, where the asset return in the turbulent state is on
average lower than the riskless interest rate, so we set vy = —1, 1, = 1.3, d = —1.7.
State e; is again interpreted as a calm market and the second state e, describes
a crisis. Note that this parameter specification makes it possible to capture three
different patterns in the price process: If process X is at a low level and the Markov
chain is in the first state we observe a calm market with positive expected return.
If process X reaches high levels because of big positive increments of W but the
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Figure 4.4: Density of the terminal wealth of an investor following the derived optimal strategy
for different values of d, where the remaining parameters are adopted from Set 1. The densities
are obtained via Monte Carlo simulations of Model (.53)). For reasons of better comparability all
values higher than 250 are summarized in the last bar in the plots.

Markov chain remains in the first state, then the ratio g would remain the same,
but the negative coefficient v; together with the negative correlation p would lead
to positive increments in the diffusion term of the price process. So, in this case
we are dealing with a continuously rising market. The second state of the Markov
chain can be interpreted as a crisis situation as the volatility takes higher values and
the expected return is lower than the riskless interest rate. We call this parameter
setting Set 3 if 6 = 0.3 and Set 4 if § = —1. Table summarizes these parameter
specifications in comparison to Sets 1 and 2. The value function for the 4 parameter

Set 1 \ Set 2 \ Set 3 \ Set 4
Parameter|| kK =4, 8; = 0.02, 85 = 0.04, x = 0.35, r; = 0.03, 7o = 0.01, p = —0.8
2 1 1 -1 -1
2 1.3 1.3 1.3 1.3
d 1.7 1.7 -1.7 -1.7
) 0.3 -1 0.3 -1

Table 4.2: Summary of the parameter specifications for the four considered sets.

sets is presented in Table [£.3] Note that changing the signs of v and d does not
influence heavily the optimal expected utility. In contrast, as we can see in Figure
[4.6] the optimal portfolio strategies are very different. They are adjusted to the
considered market in such a way that the investor takes the most advantage out of
it and thus, her expected utility does not change a lot. For Sets 3 and 4 it is optimal
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Figure 4.5: Density of the terminal wealth of an investor following the derived optimal strategy
for different values of d, where the remaining parameters are adopted from Set 2. The densities
are obtained via Monte Carlo simulations of Model (4.53). For reasons of better comparability all
values higher than 60 are summarized in the last bar in the plots.

Parameter || Formula | Comp. time | Monte Carlo | Comp. time
Set 1 7.4261 40 sec 7.4260 approx. 2.2 h
Set 2 -0.0802 40 sec -0.0802 approx. 2.2 h
Set 3 7.4810 40 sec 7.4780 approx. 2.2 h
Set 4 -0.0810 40 sec -0.0810 approx. 2.2 h

Table 4.3: Comparison of the optimal expected utility computed as in Proposition (second
column) and by a full Monte Carlo simulation (fourth column), where V(0) = 10, X (0) = 0.02,
MC(0) = ey, T = 5. The third and fifth columns contain the corresponding computational time.

to short sell the risky asset in the turbulent state, as es is clearly interpreted as a
crash. So, recognizing the Markov-switching character of the market protects the
investor in the case of a crisis.

For Sets 3 and 4 also the sign of the hedging term in the first state changes. The
reason is the negative sign of v(e1), as in this case an increase of X due to a positive
increment dW¥ is related to an increase in vdW?¥ as well. So, the speculation of the
riskier investor (Set 3) on rising X is realized in state e; by a positive investment in
the stock, whereas the negative hedging term in Set 4 acts as a protection against
negative increments of W which might lead to falling stock prices, as v(e;) < 0.
Note that in spite of the positive correlation between dW* and vdW?*, the empiri-
cally observed tendency that falling stock prices and high volatility occur together
is realized by the Markov switching in # and the excess return of the stock.
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Figure 4.6: Mean-variance portfolio (4.61) (first row) and hedging term (4.62)) (second row) for the
four considered parameter sets. The blue lines represent the optimal investment in the calm state
and the green lines - in the turbulent state.



Chapter 5

Multidim. affine
Markov-modulated model

In this chapter we consider the general multidimensional Model and Problem
(3-12) with the power utility function Up defined as in (2.25]). We extend the litera-
ture on utility maximization in multidimensional models listed in the introduction in
two directions: first, we add Markov switching to the affine framework and second,
we provide easy to apply verification theorems. The example we present in Section
is a generalization of the results presented in [73] to Markov-modulated pa-
rameters and the example considered in Section [5.3.2] extends the model presented
in [45] to Markov switching and solves the utility maximization problem for this
model. Note that parts of this chapter have been published in [84].

As in the one-dimensional case, we propose an ansatz for the value function in
accordance with the utility function:

)

O(t,v,2,¢;) = %f(t,x,ei), (5.1)

for a function f : [0,7] x D¥ x &€ — R. Together with (3.18)) this leads to the
following simplified form for 7:

1
7(t) = (5 (- ) + ()Y )
1-0 f
Inserting (5.1)) and (5.2)) in the HJB Equation (3.16]) yields the following PDE system
for f:

. (52)
(t,X(t),MC(1))

—1 0 1
fo+ fofr+ %—1 —5 (- ) (B2) (u=n)}+ fo{nt + mzxﬂz_ (1 =7))}
5 1
ST o) 4 5 WL ==Y e

f(T,x,e)=1,Vie{l,...,1}.
(5.3)
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So, we are interested in finding the solution to this system. Before we present the
explicit solutions for function f, we prove a verification theorem, which assures that
if we find a solution to the HJB equation, then it is indeed the value function for
the considered optimization problem and 7 from is the optimal portfolio. The
verification result is based on martingale theory.

Theorem 5.1 (Verification via a martingale condition)
Consider a real-valued function ®(t,v,x,e;) : [0,T] x [0,00) x D¥ x &€ — R and
assume that:

i) For each ¢; € &, ®(-,-,-,¢;) € €¥*2([0,T] x [0,00) x D), i.e. ® is once
continuously differentiable in t and twice continuously differentiable in v and
x.

it) ® satisfies the following equation:

I
Le;,m)0(t,v,2,e;) = — Z 4. P(t,v,x,e,)
z=1

O(T,v,x,e;) =Up(v),Vie{1,...,1},
where operator L is defined in and T is given by .
i) {®(t, V™(t), X (), MC(t))}

rejor) 5 @ martingale.

Then:
E[Up(VT(T)) |V (t) = v, X(t) = 2, MC(t) = &;| = D(t,v,z,€).

Further, if ® = ”5—5f(t,3:, e;) for a positive function f then T is the optimal solution
and ® is the corresponding value function.

The proof is given in Appendix [C]
Similarly to Remark [4.5 one can show the following result:

Remark 5.2
If @ is positive then just the following two conditions:

i) For each e; € €, ®(-,-,,¢;) € €-*%([0,T] x [0, 00) x D¥),
it) ® satisfies System , where the maximum on the left hand side is obtained
at T as given by ,
suffice to show that:
E[Up(VT(T) |V (t) = v, X(t) = 2, MC(t) = ¢;] < O(t,v,z,¢e),

for all (t,v,2,¢;) € [0,T] x [0,00) x DX x & and all portfolio strategies w. The
derivation can be found in Appendiz[C
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5.1 Time-dependent model

Alternatively to applying Theorem [5.1], one can first derive the solution in the cor-
responding time-dependent model and then apply Theorem [3.5], analogously to the
one-dimensional case. Thus, in this section we briefly state the basic results for the
multidimensional time-dependent Model .

Consider Problem with the power utility function Up(v) = %. As in the
model with Markov-switching, an ansatz of the form:

U(S
(Dm(t,’(],ff) - gfm(t,ﬂf), (54)

and the first-order condition for a maximum in the HJB equation (3.21)) lead to the
following simplified PDE defined piece-wise for all £ =0, ..., K by:

ety (o) )

21—
) 1
m\/ X X —1 o - X X\ rm
+ T+ 52 e =)y + ST (25 (Y £) 55)
1 m\/ 5 X 7 X\’ rm _ X
t o (e 52" (E7)'fa oty 0,Y(t,v) € [tr,trs1) X D

(T, z) =1

So, if we find a solution f™ to this equation, then function ™ = % f™(t, x) solves
the HJB PDE (3.20). Before, we go deeper in the derivation of f™, we prove that if
such a solution exists, then @™ = “5—6 f™(t, z) is indeed the value function.

Proposition 5.3 (Verification result in the time-dependent model)
Consider a real-valued function ®™(t,v,z) : [0,T] x [0,00) x D¥ — R where
O™ (t,v,x,€;) = %ffm(t, x) for a positive function f™. Assume that:
i) @™ € €122 ([t ter) x [0,00) x DY) for allk =0,... K,
it) @™ € €([0,T] x [0, 00) x D¥),
iit) ™ satisfies the following PDE, defined piece-wise for allk =1,...  K:

£(m(t)’ﬁ'm)q)m(tjv’l‘) = 07\V/(t,’0,1') S [tkvtk-i—l) X [07 OO) X DX
v? (5.6)
=5
where L is given by and ™™ is as in .
w) {@™ (¢, V™ (8), X™ (1)) }

O™ (T, v, x)

o] 18 @ martingale.

Then 7™ is the optimal portfolio for Model and ®™ is the corresponding value
function.
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The proof is given in Appendix [C]

Now we state explicitly the value function and the optimal trading strategy.

Proposition 5.4 (Solution in the time-dependent model)

Consider Model and Problem with U = Up. Assume that B™ s a
continuous solution to the following system, which holds piece-wise on [ty,try1) for
allk=0,... K:

By (1) + 5{ (m(1)Yr 4+ o (KO (m(1)) Y — B (@Y KO (1))
n %Bm(t)’G(” (m(t))z + %%Bm(ﬂ’[z {L99 (m(t))
j=1 (5.7)
+ HOD (m(t)) b, | B (1) + %Bm(t)’[z HOD (m(t)) ;] B™ (1) = 0
B™(T) =0,

such that B™ € ‘51([tk, tys1)) for allk =0,..., K. Furthermore, let function £™ be
given by:

et =oxp{ [ wlsmis)as), 69
where
w(t, e;) =0 (e;) + %%h(o)(e,) + (B™1) kO (e;) + 1—_5(Bm(t))/g(0)(e-)
+ %%(Bm(t))'(ﬂo)(ei) + H(e;)) B™(1) + %(Bm( ) H® (e;) B™(t).
Then, ™ given by:
B7(0.0,2) = €7 (1) exp{(B"(1))'s) 5.9

satisfies the HJIB Equation with:

i = (B2 - )+ () (Y BT

=1 (5.10)

(X (t)m(t)

Furthermore, if {Cbm (t, VT (), Xm(t)) }te[o 1 is a martingale, then ®™ is the value

function for the considered problem and ™™ is the optimal trading strategy.

Proof
First of all, we solve Equation (5.5)). One can apply a similar transformation as in
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Proposition to eliminate the nonlinear term. However, as we already have the
experience from the one-dimensional case, we directly state the following ansatz for

fm
f7(t,x) = £7(t) exp{(B™(t))'x}, (5.11)
for some functions €™ : [0,00) — R and B™(t) = (BY*(t),..., B7(t))" : [0,00) — R’.

Substitution of (5.11)) in (5.5]) leads to System ([5.8)) for B™ and the following system
of coupled ODEs for £™:

(1) + €70 [5= (1) + 5751 (m(0)) + B (m(0)

5 . 5 -
+1—_53m()9()(m(t))+%1TB (O {LO (m()) + HO (m(t)) } B™(t
+ %Bm(t)’H(O) (m(t)) B™(t)] = 0,€™(T) = 1.

(5.12)

This equation leads directly to the solution for £™ given by . Note that the
involved integral over the finite interval [0, T is well-defined and finite, as function
B™ is continuous. So, ®™ as given by solves the HJB PDE in the considered
case.
For the verification result we check the conditions of Proposition [5.3] Conditions
i) and ii) are trivially fulfilled for function ™. Condition iii) has just been shown
and Condition iv) holds as well. Thus, the verification result follows by a direct
application of Proposition [5.3|

O

Remark 5.5
The multidimensional Riccati ODE for B™ can be transformed by comparison of the
factors in front of the single x;’s to the following system of coupled ODEs:

%Bjm(t) 62D (m(t)) + %%(shg” (m(1)) — d; BR(HKD (m(1))
I yren L0 gy (r09
+ 1 > BRG] (m(t) + 5752 @ (L5 (m(1)) (5.13)

4 HOD (m(1))) B (8) + 5 B™ (1Y HOD (m($)) B" (1) = 0

B;(T)=0,vje{1,...,J}.

In the special case where KW and G are diagonal matrices, and LY and H)
have a non-zero element only at position (j,j), we have J not coupled Riccati ODEs
with piece-wise constant coefficients. So, a solution can be constructed starting at
the back and applying in each step Corollary[2.44. Note that in general B™ depends
on the whole path {m(t)}icpom-
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As in the one-dimensional case, the martingale condition required in the previous
proposition can be shown in some special cases by applying Theorem [2.34] This is
more precisely stated in the following proposition:

Proposition 5.6 (Verification via Theorem [2.34])
Consider again Model and Problem with U = Up. Let @™ and 7™ be
defined as in Proposition[5.4. Define process G by:

(VT (), X))
G(t) == 1n ( 0.V (0), Xm<0)))

Now consider the J + 1-dimensional process Z := (X™,G)', where X™ is a suitable
permutation of X™. Then its semimartingale characteristics 2, 1'% exhibit an affine
structure as in Theorem . Assume that p?, T2 fulfill requirements i)-iv) from
Theorem (2.34. Then {@™ (¢, V™" (), X™(t)) }te[O 7y i @ martingale. Furthermore,
O™ is the value function to the considered optimizat%on problem and ™ 1s the optimal
portfolio.

The proof is given in Appendix [C]

Now we can continue with the solution for the Markov-modulated model.

5.2 Markov-modulated model

Consider again Model and Problem (3.18)) with the power utility function. In
what follows we derive an explicit solution for the value function and the optimal
investment strategy. We start with the case for which the Brownian motions driving
the stochastic factors and the ones for the asset prices are independent. Thereafter
we derive the solutions for the case with correlation.

5.2.1 Solution with no correlation

Consider Model and set p = 0. Then the non-linear term in Equation
disappears and under some technical requirements we can apply the Feynman-Kac
theorem for Markov-modulated processes (see Corollary , which yields the fol-
lowing probabilistic representation:

1

f(t,x,e) :E[exp { /tT J [7’ + 51—;(“ — r)'(EZ')_l(p — r)} ds} (514
‘X(t) — 2, MC(t) = e}

Alternatively to showing the conditions necessary for the application of the
Feynman-Kac theorem in the Markov-modulated model, one can use Theorem
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and reduce the problem to finding a solution in the corresponding time-dependent
model with deterministic piece-wise constant coefficients. As shown in the next
corollary, this approach is always possible in the case without leverage, as the opti-
mal solution in the corresponding time-dependent model depends only on the current
value of m and not on its entire path.

Corollary 5.7 (Solution with no correlation)
Assume that p = 0 in Model . Let B™ be a continuous solution to the following

system, which holds piece-wise on each interval [tg,tyy1) for k=0,..., K:
1 6 -
BMt) x4 62V (m(t)) ' + 51—_5h(1) (m(t))'z — B™(t) K" (m(t))x
1 oo (5.15)
+§wa§:ﬂwwm@»%3wo:oiwunzu
j=1

with B™ € %1([tk, tiy1)) for allk =0,..., K. Define function ™ by:

et = o { [ wlsme)as),

where
w(t, e;) :(56(0)(61') + %h(o)(ei) + Bm(t)’lz:(o)(ei) + %Bm(t)’H(O)(ei)Bm(t).

(5.16)

N —

Furthermore, define function ®™ by:

O™ (t,v,x) = ?exp { /tT w(s, m(s))ds} exp {B"(t)'z}, (5.17)

and assume that {®™(t, V™ " (t), X™(t))}
gen by:

+e[0.T] 1s a martingale. Then function ®

)

O(t,v,x,e;) = %E[exp { /tTw(s,MC(s))ds} exp {BMc(t)’x}‘/\/lC(t) = el}
(5.18)

1s the value function for the considered problem and the optimal investment strategy
18:

1

T(t) =——(E%) (u—7)

s . (5.19)

(X (8),MC(1))

Proof
It follows from Proposition |5.4]and p = 0 that ®™ is the solution for the correspond-
ing time-dependent model and 7™ given by:

A(0) = (55) - 7)

5.20
(&, X™ (2),m(t)) ( )
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is the optimal investment strategy. As 7 (¢) depends only on the current value m(t)
and not on the whole path {m(t)}:co,77, we can apply Theorem that yields the
statement.

O
Remark 5.8
Equation 15 equivalent to the following system of coupled Riccati ODFEs:
) 1§ d
m _(1 7(1 m 1
a3 (0) + 057 (m(0) + 5=k (m(1) = Y BRI (m(0)) a1
d=1 .

+ %Bm(t)’H“j) (m(t))B™(t) = 0,B;(T) =0,Vj € {1,..., J}.

Note that if KV is a diagonal matriz, and HY) has a non-zero element only at
position (j,7), then in we have J not coupled Riccati ODEs with piece-wise
constant coefficients. Although at first sight this condition appears quite restrictive,
it concerns only the structure of process X and includes many very flexible examples,
wherein it is even allowed for correlation between the stochastic factors. E.g. it is
fulfilled if for all j € {1,...,J}, x; appears linearly in its own drift term MJX but
does not influence the drifts of the other stochastic processes, and L% is constant
or (X5%)% is an affine function of x;, for some k € {1,...,J}, and ¥.% = 0 for all
i # j. See Section[5.3 for some examples, such as a bond-stock market model and a
principal component stochastic correlation model.

Remark 5.9

Note that the expectation in can be easily calculated using a Monte Carlo
simulation with a very short computation time, as it involves only the simulation of
the Markov chain.

The obtained expression in ((5.18]) can be further simplified if we assume separability
of the value function in the Markov chain and the stochastic factor. In this case we
can even allow for leverage. The details are presented in the subsequent analysis.

5.2.2 Solution with correlation

We continue with the case wherein W and W¥ are correlated. In this case a
probabilistic representation as in is not possible because of the non-linear term
in the PDE for f. An explicit solution can be found by assuming that coefficients
gD KO pM M HW) and LU for j = 1,...,J do not depend on the Markov
chain and the application of a separable ansatz. The result is stated in the following
theorem:
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Theorem 5.10 (Solution with correlation) B
Consider Model with a general matriz p and assume that €Y, KO A1 GO,
HY) and L) for j =1,...,J are constant. Assume that the following equation:

1§ -
ey -2 "KWy o % pya®W
By(t)x + (2 )x+21_5(h N — B(t)K x+1_5B(t)G x
1 9 . ZJ (5.22)
/Z (19) (1) / (1) ,
+ 51—_5B(t) o (L J +H J )3[7 B H 7) £L‘] O
B(T)=0

possesses a continuously differentiable solution B. Define function & : [0, T|xE — R
by:

£(t, i) —]E[exp{/t w(s, MC(s))ds MC(t) = e] (5.23)
where
0 19 1700 Y
wit, 1) =0e@ (e) + 5 7—5h"(e:) + BE)EO(e:) + 1 B(#)g" (e:) 52
+ %%B(t)'(ﬂo)(ei) +HO () B#) + 5B HO (e B(D) |

Then the HJB system of equations is solved by the following function:

@(t,v,x,ei):%é]E[eXp{/tT (5, MC(5))ds | MC(t) = e | exp { B(1)z},

(5.25)
with
1 1 -1
7 (t {E=) - )7 () B() } . 5.26
70 =5 {E) =+ () EYBOY e 629
Let @™ and 7™ be as given by:
00 T
O™ (t,v, 1) ZKexp{/ w(s,m(s))ds} exp {B(t)'z}
t
T8 =] xm 0.miey
for any m € M. If at least one of the following two processes

{om(t, V™ (t), X™(t)) e and {D(t, VT (t), X(t), MC(t)) }ep,r is a martin-
gale, then ® is the value function to the considered optimization problem and the
optimal portfolio is given by 7.

Proof
Analogously to the time-dependent model we consider the following ansatz

f(t,z,e;) = &(t,e;) exp { B(t) 'z},
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where £(t,e;) 1 [0,T] x € = R, B(t) = (By(t),...,Bs(t)) : [0,7] — R’. Inserting
this ansatz in Equation (5.3) leads to a system of ODEs for £ and B. More precisely,
for £ we have the following system:

&t e;) + &t e;) [55(0)(@) + %T(sh(o)(ei) + B(t)/];(O)(ei) + %B(t)/g(o)(ei)
b g B (L6 + HO ) B(t) + 5BUYHO()B0)] = 3 ,:6(t .

ET,e)=1Vi=1,...,1I

2

(5.27)

As function w(t, e;) is continuously differentiable in ¢ for all e; € £, we can apply
the Feynman-Kac theorem for Markov chains from Corollary to obtain the
representation from ([5.23)). The equation obtained for B is given by . So, if
we find a solution to System then we have found also a solution to the HJB
equation. For the verification result we can apply either directly Theorem or
use the time-dependent model together with Proposition and Theorem [3.5 For
the latter possibility note that from Theorem we obtain the HJB solution in the
time-dependent model as follows:

5

" (t, v, ) = % exp { /tTw(s, m(s))ds} exp { B(t)'z}. (5.28)

As this function is sufficiently differentiable, the required martingale property of
{@m(t, V™™ (t), X™(t)) bepo,r) yields the verification result.
O

Remark 5.11 System is equivalent to the following system of (in generally)
coupled ODEs for the single components of B:

) 1§ - ! R
o Bi(t) + 055 + 5175@” =Y B + 5D By(t)G'Y)
d=1 d=1
14 o y 1 (5.29)
+57 5B (LY + HED)B(t) + 5B(®) HYB({) =0

B;(T) =0,Yj € {1,....J}.

In the special case where KW and G are diagonal matrices, and LY and H()
have a non-zero element only at position (j,7), we have J not coupled Riccati ODEs
with constant coefficients, which can be solved by Corollary[2.14)

Note that under some conditions on the model Proposition [5.6[ can be applied to
show that {@™ (¢, V™™ (t), X™(t)) }epo,r] is a martingale. We do this for Example
2 in Section (.3
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Remark 5.12
If we require only that XX is invertible instead of X itself being quadratic and in-
vertible, then the PDE System for function f is modified as follows:

e r)’(zz’)‘lm -1}

+ it + Y () T (=)} + TT(EX(EX) fewr)
(5.30)
X / nN—1 X —
ffxsz pY (ZE IS (X £, ey = —unf (t,z,e.)
f(T,x,e)=1,Vie{l,...,1},
and strateqy 7 has the following form.:
(1) :L@E')l{(u — )+ zp’(zX)'&} . (5.31)
1-4§ [ lexm.mew)

Considering the definition in Remark[3.3, all other calculations and proofs remain
valid.

After deriving the general theoretical results we show their relevance by presenting
two examples in what follows. The first one includes stochastic interest rates and
models simultaneously the stock and bond markets (see Section [5.3.1)). The second
one covers a multidimensional generalization of the Heston model (see Section[5.3.2).

5.3 Examples

5.3.1 Example 1: Markov-modulated Black-Scholes model
with a stochastic short rate

In this case the stochastic factor X models a stochastic riskless interest rate and
thus investment is possible not only in the bank account and a stock but also in a
bond. The Markov chain is interpreted as the state of the economy. In the numerical
example we consider at the end of this section it switches between two states: a calm
period and a recession.

To model the stochastic short rate we adopt the Vasicek model (see Example ,
i.e. under the risk-neutral measure Q the SDE for X is given as follows:

dX(t) =k (0 — X(1))dt + xdW*(t),

where WX is a Q-Brownian motion, x,x € [0,00). We denote the market price
of interest rate risk by A;(MC(t)) and allow for dependence on the Markov chain.
More precisely, the change from the real-world to the risk-neutral measure is given
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by 48 = L(T') where:

L) :exp{/ot)\l(./\/lC(s))dWX(s)—%/Ot | M (MC(s) | ds

As the Markov chain can take values in a finite set, Novikov’s condition (see Lemma
2.38)) is trivially fulfilled for L. Thus, by Girsanov’s Theorem process WX
defined by:

WX(t) = WX(t) + /t)\l(/\/lC(s))ds

0

is a P-Brownian motion. Then, under the real-world measure P, process X is char-
acterized by the following SDE:

() —e(s - PAUCE)

N

—X(t))dt o dWE (2).

K
—o(MC(1))

See [105] and [37] for bond pricing and parameters estimation of short rate Vasicek
models extended by Markov switching.

As the interest rate is modeled by a stochastic process, a zero-coupon bond cannot
be replicated by the bank account. That is why we allow for the investor to trade
also in a zero-coupon bond with maturity 77 > T additional to its investment in the
risky stock and the bank account. The price of this bond at time ¢ < 77 is given by

T

Pi(t, T, X (1) =Eq [exp{ - X(s)ds})yﬂ.

t

Thus, by Feynman-Kac theorem (see Corollary [2.76)) it satisfies the following PDE:

(P1)e + (Pl)x’{(é - X(t)) + %XQ(P1>xz — Pz =0,P (11, T1,z) = 1. (5.32)

Recall from [99] that its solution is given by:
Pl(t, Tl, X(t)) =exp { — Al(Tl — t) — AQ(Tl — t)X(t)}, (533)

where for 7 € [0, T1]:

() =(0 - 55) (7 = Ax() + 1 A30)
Ay(T) :%(1 — exp{—kT}).
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Then, the SDE for Py (t) := P;(t,11, X (t)) can be derived by applying [td’s formula
for Markov-modulated processes and substituting PDE (5.32):

APy (t) =[(Pr)e(t, Th, X (t)) + (P1) (¢, T1, X (8)) (0 — X (1))
(P (0T X (1) + (P
[(P0):(t, T, X (1)) + (P2 (1, X ()5 (0 — X (1)) (5.34)
(

) XA (MC(#)) + Sx*(Pr)aa (t, Ty, X (1)) dt

)
t, Ty, X (b)) xdW=
)

1
— (7). (t, T, X (1)) X
+ (P1)o(t, Th, X (1)) xdW ™

(t
(t
C2 [ py (1,10, X (1) X (1) — (). (8. Ty, X () x M (MC(1)) ] dt
+ (P (8, Tr, X (8)) xdW™
=[Pi(t)X (t) + Pi(t)As(Ty — t)x A (MC(t))]dt — Pi(t) As(Ty — t)xdW™
—Py( )[{ £) + Ag(Ty — t)x A (MC(t )}dt+A2(T1—t)XdW1] (5.35)

where W[ := —W*X.

Besides the bond the investor has the opportunity to invest in a stock with price
process denoted by FP,. We assume that the stock follows a geometric Brownian
motion, where both the market price of risk and the volatility of the stock switch
with the Markov chain. Furthermore we allow for regime-switching correlation pio
between the Brownian motions driving the bond and the stock. This flexibility of the
model is in accordance with the empirical observation that the correlation between
the bond and stock markets changes between the different states of the economy
(see [L1]).

To summarize, the model has the following dynamics under the real-world measure
P:

dX (t) =k(O(MC(t)) — X (t))dt + xdW¥(¢)

APy(t) =Py(t) X (t)dt

APy (t) =Py (t) [{ X () + A (MC(t)) xAa( T1 — 1) }dt + xAs(Ty — t)dAW]]
APy (t) =P (t) [X () + Ao (MC(t)) v (MC(t))dt + v(MC(t)) pr2 (MC(t)) AW

Fu(ME®)y/1- pis MC(t)) AWy

pdt :(d<WX’ W1P>(t)’d<WX7 W2P>(t)) = (_170)dt7
(5.36)

where W is a one-dimensional Brownian motion, dW} = —dW¥* and W? =
(W, W¥) is a standard two-dimensional Brownian motion. Utility maximization
in a similar model without Markov switching is considered in [73]. In terms of the
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notation from Model (3.1)) we have the following specifications:

E:< " xA(Ty —t) 0

C)pa(MC(0) v(MCD)/1 — pa(MC(0)) )

= )\1(/\/16 )XA2 T1 —t

a ‘( Ao (MC (1)) (MC(1)) )
X —k0(MC(1)) — kX (1)
2% =x,

which implies that:

e® =0 =1

KO = kf(e;), KY =k

HO =2 g — g

B0 — A (€:)? — 2p1a(ei) M(e) Aa(e;) 4+ Ao(e;)?
1 — p1a(e;)?

Q(O) — _XAl(ei),G(l) —0

L® =0,L0Y = 0.

A =0

(5.37)

So, the considered model fits in our general framework and allows the application

of Theorem [5.10} The result is stated in the following proposition:

Proposition 5.13 (Solution and verification in Example 1)

Consider Model . The value function for the portfolio optimization problem is

given as follows:

6

O(t,v,7,6) = %é(t, e;) exp{B(t)z}, (5.38)
with
B(t) %(1 —exp{ —K(T —1t)}) (5.39)
E(te) =E[ exp { /t w(s, MC(5))ds | MC(1) = e (5.40)
1 6 Mile)? —2pa(e) (e da(er) + Aale;)?
wit, o) = 21— 1 — pia(e;)? +BORte)
— BN+ 2B (5.41)

1-96 21-9
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The optimal portfolio Ziﬂ

ﬁ(t) _ xA2(T1—t)(1—p3,(MC(1))) - Ay(Th—t)
1= A2 (MC (1)) —p12(MC()) A1 (MC(2))
v(MC (1)) (1—p1,(MC(1)))

(5.42)

1 ( AL (MC(?) =p12(MC(#)) A2 (MC(2)) B(t) >

The proof can be found in Appendix [C]

Now that we have verified the result from the theoretical point of view, let
us have a closer look at the structure of the optimal portfolio and especially
at the influence of the Markov-switching parameters. As expected the factors
driving the excess return of the single assets influence positively the positions in
the corresponding assets, i.e. the bigger \;, the higher 7;. The contrary holds for
the volatility terms. As the two assets are correlated, the excess return of one asset
influences also the position in the other one. More precisely, if the correlation pio
is positive, the two assets (partially) act as substitutes: e.g. if 7 rises as a result
of rising A\, whereas all other parameters remain the same, then 75 is reduced. On
the other side, if pyo is negative, the two assets can be seen as complements and are
used for diversification: an increase of 71 due to a higher A;, leads to an increase of
.

Let us deepen our analysis of the influence of the Markov-switching correlation factor

o

p12 on the optimal portfolio. Observe that sign(m) = sign(—Aa — Aop?s + 2\1p12)

and, if v > 0, sign(gjfz) = sign(—X\; — A1p3y + 2Xap12). Let us concentrate on the
case where \; > 0, ¢ = 1,2, as this corresponds to the classical setting, where assets
have positive market price of risk. First consider the case when p;5 < 0. Then
% < 0 and gﬂ < 0. So, if pio increases, which means that its absolute value
decreases, the investor should hold less in both assets. The reason is that assets
with negative correlation are used for diversification, so the smaller |p;3], the less
effective the diversification. In the second case, where p15 > 0, the influence of the
correlation depends on the relationship between A\; and A;. One can differentiate

the following three cases:

A2 2> 2p12 (> 1) = Ip12 > 0’ Op12 <0

1+p7s AL 2p12 folist Oy

2012 = X2 & 14p3, = Op12 <0, Ap12 <0
2p12 AL o O7o

(1 >)1+P%2 Z e = Op12 <0, dp12

Note that if one of the assets clearly outperforms the other one, i.e. its market price
of risk is sufficiently higher that the market price of risk of the other asset, then the

'In the case of constant parameters without Markov switching Formula leads to the optimal
portfolio given by [73]. Note that in the latter study the authors also present a proof of the
verification theorem without Markov switching based on a general result in [50], p.163. They
require explicitly the continuity of the model parameters. Instead of loosening this assumption
for our proof we prefer to apply directly Theorem [5.10]in a straightforward manner to obtain an
alternative proof that is shorter and easy to follow.
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higher the positive correlation the bigger the investment in the better performing
asset and the smaller the position in the other one. As mentioned before, the two
assets function as partial substitutes. Only in a certain interval, where \; and Ay
are not sufficiently different, increasing correlation leads to a reduction of both po-
sitions, because the substitution effect is not strong enough to compensate the risk
of higher correlation. However, this interval gets smaller for higher p;5 as the two

thresholds 1—2&—% and 12;—’;?2 approach one from below and above respectively, when
p12 increases. So when the correlation becomes high enough, the investor starts ex-
panding her increasing position in the better performing asset because he can hedge
it better by her decreasing position in the other one. To summarize, starting at a

negative pi9, both 7; and 7y decrease until pj5 reaches some critical level p given by

% = ﬁ, where A, < A\, n1,n9 € {1,2}, ny # na. If p1s exceeds p and increases
further, then 7,, continues decreasing and 7,, gets bigger.
Now let us pay attention to the second part of 7y: —ﬁ%. This fraction of

the wealth is shifted between the bond position and the bank account because of
the additional risk coming from the stochastic interest rate, that is why we will call
it the hedging term. Observe that sign(ﬁ%) = sign(d). So, for a very risk
averse investor with 6 < 0 the bond position is increased. The reason is that the
relevant risk for the investor comes from a falling short rate as this would reduce
the drift of her wealth process (see Equation (3.9))). If this happens the bond price
would increase due to its negative correlation with the short rate. So, the investor
protects his portfolio against decreasing X with a positive bond hedging term. On
the contrary, a less risk averse investor with § > 0 speculates on an increasing short
rate and enters a short bond position in order to profit it this case.

To summarize, it is crucial to consider multidimensional models, as the relation be-
tween the assets influences strongly the optimal portfolio. Furthermore, the Markov
chain plays an important role in the portfolio choice, as the switching parameters
drive the performance of the single assets considered for themselves and in compar-
ison to each other.

In order to illustrate this analysis we fix a realistic set of parameters following
the empirical results of [I7], [11], and [57] and implement the optimal solution.
More precisely we set: Aj(e;) = 0.1, Ai(e2) = 0.3, Aa(e1) = 0.26, Aa(ez) = —0.22,
v(er) = 0.13, v(eg) = 0.20, pia(er) = —0.14, pia(e2) = —0.34, x = 0.03, k = 0.15,
f(e1) = 0.08, #(e2) = 0.04. Clearly, e; corresponds to a calm state of the economy
with relatively low volatility. The second state ey describes an economy in a reces-
sion, so the volatility is higher and the expected stock return and the log-term mean
of the short rate are lower than in e;. Note, that the negative correlation between
the bond and the stock is stronger in the second state. For the intensity matrix of
the Markov chain we set ¢;; = —1.0909 and ¢o 2 = —3.4413, which implies that the
calm state lasts on average 1 year and the turbulent one approximately 4 months.
We consider four different values for d, corresponding to investors with different
risk preferences: 6 € {0.1,—1,—5,—10}, see [22] for some discussion on the topic
of how to choose §. Figure illustrates the resulting optimal portfolios. One can
recognize the big differences between the two states of the economy: in the second



104 5.3 Examples

state the investor shifts weight from the stock to the bond, whose price is positively
effected by the turbulent situation in the stock market.
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Figure 5.1: Example 1: Fraction of wealth invested in a bond with maturity 15 years (upper row)
and in the stock (lower row) for an investor with time horizon T' = 5 and different risk parameters

J.

As an illustration we also plotted the distribution of the terminal wealth of an
investor following the derived optimal strategy for different values of § (see Figure
. It can be clearly seen that a decrease in 4, thus an increase in the risk aversion,
leads to a more conservative investment.

5.3.2 Example 2: Two-dimensional Markov-modulated
stochastic correlation model

In the second example we consider a two-dimensional model with stochastic volatility
and stochastic correlation between the assets. More precisely, two mean-reverting
stochastic factors X; and X5 influence the price processes of two traded assets P;
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Figure 5.2: Example 1: Distribution of the terminal wealth obtained using the derived optimal
strategy (5.42) with time horizon T'= 5 and different risk parameters §. For better comparability
all values higher than 100 are summarized in the last bar.

and P,. The formal definition of the model reads as follows:

dPy(t) =Py(t)rdt
dP,(t) =Pi(t) [{7’ + cran (MC() VX1 (o (X (1))

+ Coa12(MC (1)) v/ Xo(t) o (Xa(t)) bt

o+ ar (M) oy (X3 () AW (1) + sz (MC() oz (X (1)) aWs (1)
APy(t) =Py (t) [{r + eram (MC()) /Xn (B0 (X4 (1))

+ Cotzs (MC(1)) v/ Xa(t) oo (Xo(t)) }dt

a3 (MC (1)) (X1 (6) AW (1) + a3 (MC () 72 (Xa (1)) AW (1)

t))
k(01 (MC(1)) — X4(2)) 1/ X1 (H)dWE (t)
wxo =( e v ) (vbar )

= (R EG AR ) = (6 0 e

where WP = (W[ WF) and W¥

denote A(MC(t)) = ( Zi Eﬁgg

(5.43)

(W, W5X) are standard Brownian motions. We
) a1 (MC(t)
) a92 MC(t)

~— —

; ) . To facilitate the calculations
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in the subsequent analysis we summarize the model in terms of the notation from

BI):

(nr ) =aemew) (DY) )
2- (et et ted) )

—A MC O'l(Xl t)) 0

) 2
X = < ) ( K1 t)) _Xl(t)) )
Ko (02 (MC(t)) — Xa(t))
nX _ ( x1v X 0 )
0 X2V X2
Using the notation from ([3.2))-(3.7) we obtain the following equations:
0 =p =0

e = (1 )= (5 )

2
(0) — any _ ([ xi 0 ) _ (0 0
H 0,H (o O),H (o X

a9 — 0. a0 = X1p1C1 0

! 7 0 X2P2C2

LO =, L0 = ( X1 (p1 ) L0 = < )
0 0 0 Xz(P 1)

Note that the market price of risk associated to the two Brownian motions W and
W) driving the asset processes has the following form:

-1 avXi
NG )_(\/Y)

So, it resembles the structure of the market price of risk in the one-dimensional
Heston model.

This model presents a very flexible framework that covers different known examples
as special cases. If the vectors (a1, as) and (aq2,az2) are assumed to be orthonor-
mal then we are dealing with an example of a principle component model (see [43],
[44] and [46]). The othonormality assumption might be useful to maintain the num-
ber of parameters manageable when the dimension increases, however this is not
a necessary assumption for the derivation of the optimal portfolio and we do not
imply it in what follows.

Note that if we set o1(z1) = \/z1 and 02(22) = /72 the model can be seen as a two-
dimensional extension of the Heston Model, where not only the covariance matrix,
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but also the correlation between the traded assets is stochastic. The two stochastic
factors may also be used to model stochastic factors with different scales of mean-
reversion: a slow one and a fast one, see e.g. [51] and [45] for a motivation and
discussion of stochastic volatility with slow and fast mean-reverting components.
Observe furthermore, that we allow for correlation between the Brownian motions
driving X and P, a desirable property observed in reality (see [41] for a discussion
of the topic in a stochastic volatility context). Portfolio optimization results for the
one-dimensional Heston model with constant parameters are presented in [74] and
[63]. By merging ideas from these two papers and applying the results derived in
Section 3 we deliver in Proposition an easy to follow proof of the verification
result for a multidimensional Markov-switching extension of the Heston model.
Another application of Model arises if we set o1 and oy to be constants and
let the stochastic factors influence only the excess return of the stocks. A similar
framework has been motivated in the literature on predictable stock returns, see [93]
and [4] for a discussion of models wherein the stock returns are driven by the labor
income or the dividend yield.

The Markov chain can be again interpreted as the state of the economy. We allow
for regime switching in the mean-reverting level of the stochastic factors, the stock
volatility and its excess return. As an illustration we will present at the end of
this section some numerical results for a stochastic volatility model where the first
state of MC represents a calm state and the second one corresponds to a turbulent
market with high volatility levels.

The explicit solution to the optimization problem and the corresponding verification
result are shown in the following proposition:

Proposition 5.14 (Solution and verification in Example 2)
Consider Model and assume that:

0 <R; (5.44)
B 7209,
: _5c§ i (5.45)
Xj

~2 8

X3 .
= 155C gt for i =1,2. Then

o s _ 16 _
'U)Zth /ij = /ij — ijijj, 19]' = 1—6—&—5,0? cmd aj =
the value function for the considered portfolio optimization problem is given by:
00

O(t,v,z,¢;) = 5

§(t, ei) exp{ Bi(t)x1 + Ba(t)za},

where

0;(Rj —a;) [1 — exp{—a;(T —t)}]
X?(l —bjexp{—a;(T —t)}) '

£(t,e) = E[exp { /tT w(s, /\/lC(s))ds} (MC(t) - ez} (5.47)
w(t,e;) = or + Bik101(e;) + Bakoba(e;), (5.48)

B;(t) = j=1,2 (5.46)
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with b; = F5.
The optimal investment strateqy has the following form (where the dependence of

a;j,1,j = 1,2, on MC is omitted for better readability):

X1(t) p1x1y/ X1(t)B1()

= _ ! a1(X1(t)) o1(X1(1))
W(t) - 5(A (MC( ))) c2+/ Xa(t) + P2X2m32(t)
o2(X2(t)) o2(X2(t))
1 a2261\/X1(t) . aglcg\/XQ(t)
o1(X1(t)) o2(X2(t)) (5‘49)

- (1 — 5) (CL116L22 — CL12CI,21) aiiczy/ Xa(t) a1z2c14/ X1(t)

o2(X2(t)) o1(X1(t))
az2p1x1y/ X1(t)B1 _az1pax2 Xo(t)Ba

a1 (X1(t)) o2(X2(t))
a11p2x2y/X2(t)B2  arzpixiy/X1(t)B1
o2(X2(1)) o1(X1(t)) (£, MC(t))

The proof can be found in Appendix [C]

Again, we call the first summand in the mean-variance part and de-
note it by #MV. It resembles the optimal portfolio if X; and X, were deterministic.
The second summand is the hedging term 7. It accounts for the additional risk
coming from the stochastic factors X; and X5. In what follows we analyze these
two terms and the sensitivity of the optimal portfolio to the model parameters. We
will pay special attention to the Markov-switching parameters.

To ease the exposition we assume that a;;,c; > 0,7,5 = 1,2. Furthermore, we
set 01(z1) = /o1 and oa(w2) = /T2, which, as already mentioned, leads to a
two-dimensional Heston-type model. Then, the expression for the strategy simplifies

to:
_ 1 A22C1 — A21C2
m(t) = +
( ) (1 — 5)(&11&22 — algagl) { < a11C2 — G12C1

ag2p1X181 — a1 p2x2 B2
a1 p2X2B2 — a12p1 X181

(5.50)

(&,MC(1)) '

To better understand the structure of the portfolio we define the following quantities:

mi(e) :=crar1(e)bi(e) + coarz(e)ba(e), ma(e) == craz(e)b:(e) + caaza(e)ba(e)

(51(€))* :=(a11(e))?1(e) + (ar2(e))?a(e), (52(€))? := (azi(e))?i(e) + (aza(e))?a(e)
. aqi(e)az(e)b; (e )+a12(e)a22(e)92(e)
ple) = 51(€)3z(e)

(5.51)

Observe that m; and msy correspond to the ”long-term average” excess returns of
P, and P,, respectively. They are obtained by replacing processes X; and X, in
(u — r) by their mean-reversion levels §; and 6y, respectively. Analogously, 52 and
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52 correspond to the ”long-term average” instantaneous variance of the log-returns
and p is obtained from the instantaneous correlation between the two assets. Using
this notation it is easily verified that the mean-variance part 7" of the optimal
portfolio can be expressed as follows:

152 >

1 L My —
=MV _ ( =7 (%32 1
1=0\ =zt 1

So, if p = 0 the mean-variance portfolio for both assets reduces to the ratio between
the "long-term average” excess return and the variance as a measure of risk. This is
the well-known myopic portfolio obtained when considering only one risky asset with
deterministic coefficients. This term is intuitively clear, as higher excess return leads
to higher investment, whereas higher variance, i.e. higher risk, reduces the position
in the corresponding asset. If the two assets are correlated they are considered
relatively to each other, e.g. if p is positive, an increase of my leads not only to
a higher position in P, but also to a reduction of the investment in P;, as the
performance of the second asset has improved relatively to the first one and the two
assets are considered as partial substitutes. Later on we will illustrate the influence
of the instantaneous asset correlation using a numerical example.

Now let us have a look at the hedging term. To separate the hedging effect from
the interaction between the assets we consider the case when ajy, = ay; = 0 and the
two stocks are independent. Then the hedging term has the following form:

L 1 pix1Bi
™ (t) _(1 _ 5) gz;{QQQBQ

The sign of the hedging part depends on p; and B;. It can be shown that
sign(Bj) = sign(é)ﬂ Assuming that p; < 0, which is related to the well-known
leverage effect, it follows that the hedging term is negative if § > 0 and positive if
0 < 0. The reason is that the more risk-averse investor, characterized by § < 0,
would like to reduce the impact of a falling market price of risk due to a decrease in
X. Due to p < 0, when X is decreasing, the asset prices tend to increase. Hence,
as the investor is looking for a hedging term with increasing value in this situation,
she adds a long position in the risky assets, i.e. # > 0. On the contrary, the less
risk-averse investor with 0 > 0 wants to participate in an increasing market price of
risk, when X is increasing and his hedging part consists of a short position in the
risky asset. For similar interpretations consult [67] and [24]. For a more detailed
analysis of the hedging term without Markov switching we refer the reader to [23].
A numerical illustration of the sensitivity of the hedging part to different model
parameters is given at the end of this section.

We continue with an analysis of the optimal strategy on a concrete numerical ex-
ample. We assume that the Markov chain has two states: e; describes a calm

§|

52

Si=
=

‘b\lbl

52

vl

(5.52)

(&, MC(1))

2First note that ¥; > 0. If § > 0, then 0 < a; < |&;j|. As &; +a; > 0, it follows that #; > 0.
So, 0 < a; < Kj. This leads to 0 < b; < 1. We can conclude that B; > 0. The case § < 0 goes
analogously.
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period corresponding to normal market conditions and e; models a turbulent period
characterized by lower excess returns and higher volatility for both assets, i.e. we
can interpret the second state as a crisis. More precisely, we set: my(e;) = 0.05,
mg(el) = 0065, 51(61) = 015, 52(61) = 0.2 for the calm state and ml(eg) = 0005,
ma(ez) = 0.01, 51(ez) = 0.25, S2(ez) = 0.4 for the volatile one. Furthermore, we
choose p(e;) = 0.2 and p(ez) = 0.9 to reflect the empirical observation that in
a financial crisis the correlation between related assets may increase dramatically
(see e.g. [11]). We set a;o = 0 for both states, so that factor X; is interpreted
as the common driver for both assets, whereas factor X, is specific only for the
second asset. This specification allows for an intuitive interpretation of matrix A
in terms of the assets correlation: if as; > a9 the two assets are strongly cor-
related, whereas if as; < a9 they are mainly driven by different factors. Using

System (5.51]) we set A(e;) = 0.68 0 1875 0 ), c = 1.5,

018 0.74 ) A =1 97 1086

ca =1, 0:(e1) = 0.05, 01(ez) = 0.0002, O5(eq) = 0.06, Oz(es) = 0.000S‘E]. Furthermore,
p1 = —0.8, po = —0.6, x1 = x2 = 0.35, k1 = ko = 4. We adopt the same values for
() as in Example 1 and set » = 0.05. Call these parameter specifications Set 1.
The optimal investment strategy for different values for 9 is presented in Figure 5.3
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Figure 5.3: Example 2: Fraction of wealth invested in the high-risk stock P; (upper row) and in the
less risky stock P, (low raw) for an investor with time horizon T'= 5 and different risk parameters
0. All other parameters are as in Set 1.

3Note that the increase in the asset variances is achieved by an increase in matrix A, whereas the
decrease in the returns is modeled by lower values for #; and 5 for the second state.
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In the calm state the investor holds high long positions in both assets, whereas in
the turbulent state she has almost no investment in the risky assets. This is ex-
plained not only by the lower return and higher variance but also by the increased
correlation in a crisis. To illustrate this we consider a second example wherein only
the instantaneous correlation changes between the states, whereas mq, ms, 57 and
59 are the same for all states. We allow for three states: e;, €5 and e;. The pa-
rameters for state e; are the same as in Set 1. We set p(el) = 0 and p(ef) = 0.9
so that in the second state the two assets are independent and in the third state
they are highly correlated. This is achieved by the following parameter specifications
Ales) = ( AR ) Ales) = ( Dor 0 ). fale) = 0.1 amd f(e5) = 0.003
All other parameters remain the same as in state e;. We call these parameter spec-
ifications Set 2. The optimal portfolio strategies are shown in Figure 5.4 It is
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Figure 5.4: Example 2: Fraction of wealth invested in the high risk stock P; (upper row) and in the
less risky stock P, (low raw) for an investor with time horizon T'= 5 and different risk parameters
0. All other parameters are as in Set 2.

clearly recognizable that in situations with high asset correlation the investor holds
less in both assets compared to the independent case. This can be interpreted as a
protection against potential extremely high losses if both asset prices decrease.

The influence of § is also clearly recognizable in Figure [5.3| and Figure the
smaller 9, thus the more risk-averse the investor, the smaller the absolute value of
her positions in the stocks. The effect of the risk aversion is also reflected in the
distribution of the terminal wealth illustrated in Figure[5.5} for lower values of ¢, its
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standard deviation gets smaller, so that both high losses and high gains have lower
probability.
Finally, we address the question of the importance of the hedging term. Figure |5.6
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Figure 5.5: Example 2: Distribution of the terminal wealth obtained using the derived optimal
strategy (5.50) with time horizon T' =5 and different risk parameters §. All other parameters are
as in Set 1. For better comparability all values higher than 100 are summarized in the last bar.

shows the relation between the hedging portfolio and the mean-variance position in
stock P, as a function of the different parameters influencing the stochastic factor
XJfT Tt can be seen that slow mean-reversion and high correlation with the asset
price increase the weight of the hedging term as in this case the stochastic factor
can be better hedged using the traded asset. Furthermore, as the risk coming from
the stochastic factor increases when its volatility parameter increases, the bigger

—H
X, the higher the ratio |%| We obtained similar results in Section [4.3.4] for the
2

one-dimensional Markov-modulated Heston model.

To summarize, depending on the risk preferences of the investor and the parameter
values of the stochastic factors the hedging term may play an important role in
the optimal portfolio. Thus, if an investor neglects the randomness of X; and X,

4Note that X, and WZ influence only P», whereas X; and W{ appear in both assets. So, the
position in P, is chosen in such a way to assure optimal exposure of the whole portfolio to Xo
and sz . On the other side the position in P, contains additional exposure also to X; and W1P .
So, the investment in P; is adjusted to compensate for this and thus, reflects also the interaction
effects between the assets. We illustrate the importance of 77 using the second stock as it contains
the hedging effect separately from the interaction between the assets.
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Figure 5.6: Example 2: Ratio (in %) between the hedging term and the mean-variance portfolio
invested in stock P, for an investor with time horizon T'= 5 and § = 0.1 (upper row), resp.d = —10
(lower row) as a function of xa (first column), p2 (second column), ko (third column). All other
parameters are as in Set 1.

MV " significant misallocations in the order of a double-digits

and invests only in 7
percentage may arise.
To conclude the numerical analysis, considering the interaction between the two
assets, as well as recognizing the additional stochastic factors and the Markov-
switching character of the parameters is crucial for an optimal investment. This

supports the relevance of the developed results.



Chapter 6

Extension to the HARA utility
function

In this chapter we extend our study from the power utility function to the more
general case of the HARA utility function Uy as defined by (2.26]). We specify one
of the stochastic factors to be the short rate and propose a consistent bond-stock
framework with bond-stock correlation. For utility optimization results in a bond-
stock market without Markov switching see [2I]. There the interest rate is driven
by two stochastic factors and the stock price process has constant excess return
and volatility. In what follows we use for the interest rate a Markov-modulated
Vasicek model and extend the optimization results from [21I] to Markov switching
and additional stochastic factors such as stochastic volatility and excess return.

6.1 Model and optimization problem

Let us first introduce formally the model we are working with, which is a special
case of Model . As in the general definition we consider N traded risky assets,
influenced by a Markov chain MC and J further sources of randomness modeled
by the stochastic process X. Similarly to Section in this chapter we identify
process X; as the driver of the short rate r = T(Xl) and P; as the price of a bond
with fixed maturity 77 > T'. So, additionally to the bank account we also allow for
trading in a bond.

We start by specifying the dynamics of X; and deriving the SDE for the bond price.
Let X; be characterized by the following SDE under the risk-neutral measure Q:

dXy(t) = i (X1 () dt + S5 (X (8) AW (1),

where TW;¥ is a one-dimensional Q-Brownian motion. As in Section |5.3.1} the change
from the real-world to the risk-neutral measure is given by the following density
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dQ = L(T') where:

L(t) :exp{/ot)\l(./\/lC(s))de((s) . %/Ot | A (MC(s)) ||2d3}.

Note that we allow for the market price of risk A\; to depend on the Markov chain.
As Novikov’s condition is trivially fulfilled for L we can apply Girsanov’s Theorem

to show that process WX defined by:

WX (1) = WX () + / A (MC(s))ds

0

is a P-Brownian motion. Thus, under P we have the following SDE for Xj:
4, (1) = ¥ (X2 (1), MC(0))dt + 335 (X, (1)) AW (1),
where
pif (X(0), MC(1) = i (Xa(0) = SE(GO)M(MC(s). (61)
The price at time t of a zero-coupon bond with maturity 77 is then given by:

P (t, Ty, x,) = ]Eg[exp{ - /tTl T(Xl(s))ds}‘Xl(t) = :Ul].

By the Feynman-Kac theorem, for a fixed T} function P; satisfies the following PDE:

. 1
(Pl)t + (Pl)xliu{( + 5(2{(1)2(P1)$1$1 - Pl/r = 07 Pl(Tla Tl?‘rl) = 1. (62)
As in Section we adopt a Vasicek model for the short rate: r(X;) = X; with
2N (1) = xa (6.3)

i (21) = k1 (01 — 1),
thus,
p (21, :) = () — 1) — xadi(er) = ki(01(e;) — 1) (6.5)
Analogously to Equation , the bond price is known in an explicit form:
Pi(t, Ty, 1) = exp { — ATy —t) — Ay (T — t)xl}, (6.6)

where for 7 € [0, 71] functions A;(7) and As(7) are given by:

) = (0 = 55) (7 = () + G A3() (67)
As(T) :%(1 — exp{—r17}). (6.8)

1
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Remark 6.1
If we assume the Vasicek model for X1 and an affine function for r(xy):

r(z) = + égl)xl,

we obtain the following SDE for the short rate:

dr(X (1)) = k(2@ + 870, — (¢ )+§§”X1(t))dt+s‘§”xl AW (1),
- v ——

—id, —r (X1 (1) =%

So the affine transformation results again in a Vasicek process. As it does not in-
crease the flexibility of the model, we define r(xy) = 1 in order to avoid unnecessary
complication of the notation.

From now on we use the following shorter notation whenever referring to a bond
with maturity T7: Pi(t) := Pi(¢,T1, X1(t)). Now we derive the P-dynamics of the
bond price:

dPy(t) —[(Pl) (t. 71, X1 (8)) + (Pr)a, (8, T1, Xa (1)) px (X (2), MC(2))
- zX S0 (P (8, T, Xa (8)) ]t + (Pr) g, (¢, Th, X (8)) S dWEY
_[(Pl)t(t,Tl,Xl(t)) + (P1)ay (8, T1, X (1)) fx (Xa(t), MC(2))
— (P1)ay (. T0, X1(£)) SEM (MC(1)) + ;EXEX (P)aye (£ 71, Xa (1)) ] dt
+ (Pr)a, (8, Ty, X () 23, dWEE
B, (1,71 X2(0)r (X0 (0) — (P, (1. T2 Xa(0) SEM (MC ()]t
+ (P1)ay (6, T, X (2)) S dWS

=[Pi(t)r(X0(t)) + Pi(t) Ax(Ty — )35 A (MC(1))] dt
— Py () Ag(T) — t) S dW;¥

—Pi(t) [{ P(X0(1) + As(Ty — )SEN(MC() } dt + As(Th — )T AW }

=101 (£.X1(8),MC (1)) =211 (t)

(6.9)

where W[ := =W and consequently it is a P-Brownian motion.

As in Model (3.1)), for the remaining N — 1 risky assets we assume an affine expo-
nential structure, where the drift and the volatility terms are influenced both by the
Markov chain and the stochastic factors. We assume that the remaining stochastic
factors are driven by J—1 Brownian motions (W5, ... W), which are independent
of W¥.

In the next definition we summarize the assumptions so far and state the considered
model explicitly in terms of the notation from Model (3.1]).

Definition 6.2 (Affine bond-stock model with Markov switching)
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We consider the following model:
dPy(t) = Py(t)r(Xy(t))dt (bank account)
dP(t) = ()[,ul(t X, (#), MC(t))dtJrEl(t)dWP(t)] (bond)

Pu(t) = ()[un( (t) MC(t))dtJrE (X(t),MC(t))de(tﬂ,n:2,...,N
Xm( = 3 (Xy (t))dt + ZFdWX(t) (short rate)
]X(X )dt+EX( (), MC(t))AW ™ (t),j =2,...,J
d(WX WP>(t) ( (),MC( ) dt, e AW WEN(E) = pju (X (t), MC(t))dt

(6.10)

where WP = (WE ..., WE) € RY and WX = (W{,...,W¥) € R’ are standard
Brownian motions, Y,(z,¢e;) : DX x & — RYW, . (z,¢;) : DX x £ — R, for
n=2...,N, uf(a:,ei) : DX x £ = R, E;((x,ei):DX xE R forj=2,...,J,
p(x,e;) : DX x & = RN, pi (X (), MC(t))dt = (WX, W) (t) and the following
holds:

Yi(t) = (£11(2),0,...,0): [0,T] — RN (6.11)
¥ =(2%,0,...,0) € R/ (6.12)
pii=—-1,pn=p1 =0, forn=2,... N, j=2...,J (6.13)

ecall that 311 and py are defined in and ¥ and ps5 are given by and
, respectively. To ease the exposition, we denote:

,LL(t z ez) = (:ul(tvxve’i))lj@(xa ei)? s 7”N(‘r)ei)), S RN
S(t,x,e;) = (21(t), Loz, ), ..., En(z,e5)) € RV
/vLX(xa ei) = (Nf(m 61) Ha (x7ei)7 S ,M?]((l‘, ei>>, € R’
Y (z,e) = (28, 55 (2, €), ..., 57 (7, ¢;)) € R,

We assume that 3 is a.s. invertible and that the following conditions hold:

r =1 (6.14)
X = kO(e) — KWy (6.15)
J
SYEYY = HO(e) + Y HYa (6.16)
(=) (22) (=) = BOe;) + (RO x (6.17)
X8 (1= 1) = g% ei) + GV (6.18)
X pp (B%) — 2X (XY = LO(e,) + Z LWy, (6.19)

where kK, g® . £ — R, O . £ - R, HO LO . & — R/ 0 p) ¢ R/,
KO gt g W) ¢ R, for all j = 1,...,J. Recall that %%O) = Kk101(e;),
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KY =k, K =0, forj=2,...,0, HY =3, HY) =0, forj=1,...,J.

Note that the above conditions are a special case of Conditions — and cor-
respond to the assumptions made in Section [5.2.3. Furthermore, observe that this
framework allows for instantaneous correlation between the bond and the stock as
the Brownian motion of the bond W might influence the dynamics of all assets.

Remark 6.3

If p = 0 one can relax Conditions — by allowing for KM, H1) pM)
G, and L9 to depend on the Markov chain.

For the risk preferences of the investor we assume a HARA utility function Uy as
defined by (2.26) and as discussed in Section , the set of all admissible trading
strategies is given by:

A(t,v) = {W)W(s) e RN, V(1) = v, V() > F}

Observe that V7™(T') > F implies that V7™(t) > FPy(t,T, X,(t)) for all t € [0,T], as
otherwise the investor would not have enough capital to buy the necessary amount
of bonds to assure that her terminal wealth is higher than F'. This is more precisely
explained by the fact that the stock price and the value of the bank account at
maturity are not bounded from below. Reversely, if V7 (t) > FP(t,T, X;(t)), then
investing the whole wealth in bonds with maturity 7" assures that the terminal
wealth is higher or equal to F'. Thus,

D" = {(t,v,z,e;) € [0,T] x [0,00) x D¥ x E|v > FP(t,T,x)}. (6.20)
We consider the optimization problem from (3.12)) for the HARA utility function:

J(tzvvxzei)(ﬂ-) =" [UH(V”(T))]V”(t) =0v,X(t) =2, MC(t) = 61}

(t,v,7,€;) 1= JUhvme) (),
(v, @, €) Dnax ()

(6.21)

6.2 (General optimization results

As in Chapters [] and [5] we already discussed in detail the two simpler frameworks:
with time-dependent deterministic coefficients and with p = 0, here we omit the
detailed results for these two cases and proceed directly with the more relevant
case p # 0. Recall from Equation the corresponding HJB equation for all
(t,v,x,¢;) € DM:

I
max {L(e;, m)P(t,v,z,¢;)} = — Zq@z@(t,v,x, e.)
z=1

TEA(t,v)

(6.22)
O(T,v,x,e;) =Uy(v),Vie{1,... 1},
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where the differential operator L(e;, 7) is given for each e; € £ as follows:
1 1
Le;, m)® =0 + pV ®, + () 0, + 5EV(EV)’@W + §TT(EX(EX)/CDMI)

+ Evp/(EX)/@W;

(t,v,x,e4,m)

As in Equation (3.18]) the candidate for the optimal portfolio is given by:

1
(1) = — ,—{cpv oY) (4 — )Ly (X ’<I>m} .
() V(L) Dy ()7 =)+ (E)7/ ) £,V (1), X (£),MC(1))

(6.23)

According to the form of the utility function we propose the following ansatz for the
value function:

1
1—90
where d : [0,T] x R — R and f : [0,7] x R/ x £ — R are real-valued functions.

Together with (6.23]) this ansatz leads to the following expression for the candidate
optimal strategy 7:

O(t,v,x,e) = 17_6a{ (v — Fd(t,z)) }gf(t,x, e, (6.24)

w(t) 1 i S Vﬁgl&)Fd{(EZ/)_l(ﬂ —r)+ (E/)_lpl(zx),%}
(6.25)
)y e |
V(1) d 1,7 (), X (£),MC(1))

Substitution of (6.23)) and ([6.24)) in (6.22]) leads to the following system of PDEs for
f and d:

L /! / / / 2
U2{1_5 }+UF{—fL2+fm(ZXPP (=%) _EX(ZX))dx—lTédLl

1
1—90

+ 5 P, (57 pp (5) = 25 (5) ) s

(t,x,e;)

(6.26)

S 0y (oY ey )

(1= Y (S2) =)+ IS5 pE ) 4 e XXy,

1

=1

1
Ly :=d; + (i )’dm + 5Tr(EX(ZX)’%,) —d X5 pS (- 7).
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The terminal conditions read as follows:

f(waaei) =1
d(T,ﬁl) = 1.

The explicit solutions for f and d and consequently the solution to the HJB equation
are stated in the following theorem. We also state the solution in the corresponding

time-dependent model, as we will need it later on.

Theorem 6.4 (Solution with the HARA utility function)
Assume that the following system of ODFEs:

0 w10 oy m, 0 % W

S Bi(0) + 02 4 SR ; Bit) i + 17— d; Ba(t)Ga
1 ) ) 1 ;

N E%B(t)/@(m + HY)B(t) + EB(t)/H(”)B(t) =0

By(T)=0,¥j e {1,...,J},

admits a solution B(t) = (Bi(t),... ,BJ(t))/. Furthermore, define:

£(t,e;) :E[exp { /tTw(s,MC(S))dSHMC(t) = ei],

with
w(t, ;) —%mh(o)(ei) + BtYEO (e;) + %B(t)’g(o)(ei)
+ %%B(t)’(L(O)(ei) + HO(e;))B(t) + %B(t)’H(O)(ei)B(t).

Then functions f and d given by:
f(tv xz, ei) :g(tv ei) exXp {B(t)/$}’
d(t,z1) =Pi(t,T,z1) =exp{ — A(T —t) — (T — t)z1 }
satisfy System . Function ® given by:

1—
O(t,v,z,6;) = Téa{

solves Equation with m = 7 given by:

1
1—-9

5
(v — Fd(t, xl))} f(t,z,e;)

7(1) =TS =)+ () (2 (B, B, By) )
dy,

d
e E/ -1 7 EX a2y 0 . 0 / .
+ " (X)) ()Y d’ ) (V7 (1), X (t),MC(t))

(6.27)

(6.28)

(6.29)

(6.33)
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The HJB solution for the corresponding time-dependent model is given by:

wo 1=6 (1 J ! /
o :Ta{l—(S(U_Fd(t’xl))} exp{/t w(s,m(s))ds}exp{B(t) z},
(6.34)
and
1 v—Fd o nN—1 1 / /

T :1—_5 v {(EZ) 1(M—T)+(E) 1p (EX) (BlaB27"'aBJ)}
o (6.35)
=Xy (E= 0, 0)

T (P d’ ) (V™ (), X7 (8),m (L))
Proof

We are interested in solving Equation ((6.26)) in order to find the HJB solution. By
comparison of coefficients the terms in front of the powers of v should be zero, which
yields the following system:

vzzlL_15+rf=0<:>L1=—(1—5)rf (6.36)
o' = fLy+ fL(ZXpp (BY) = 2X (X)) d, — %dm —drf=0
~FLa FU(S 0P (XY = SN )de 4 (1~ 0)rf —drf =0
& Ly = J%(Expp/(zx)/ — 2X(=Y))d, + dr (6.37)
0 F?df Ly — F2dfL (5% pp/ (2%) — 2X(2Y))d, + 1—i5F2d2L1
1-0

+ TFQfd;(szp’(zx)’ — X EY))d, =0

g F2df (f7 (ZXpp (BY) = =X (X)) d, + dr)

— F2df (S¥pp/ (%) — 2X(2Y))d, — 1—i5F2d2(1 —o)rf
1-6

+ TFQfd;(Epr’(ZX)’ —2EY))d, =0

& P (SYpp/ (2X) = SX(5%))d, + F2d fr — F2df, (5% pp/ (55
SN )l — B fr P L (2 () — X (2Y))d,

& fd, (¥ pp/ (X)) = =¥ (E2X))d, = 0. (6.38)

Note that d, = (d,,,0,...,0)" and recall Equations (6.12)and (6.13]) from Definition
6.2 to conclude that:

(EXp,O/(EX), _ EX(EX)/) da: =0.
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Thus, Equation (6.38]) is trivially fulfilled. Considering additionally Equation (6.11)
and the fact that function d depends only on z;, Equation (6.37)) simplifies to:
X x M7 L cxye _

di + (Ml - Enpllz—n)dm + 5(211) ooy — dr =0, (6.39)
with terminal condition d(7,x;) = 1. By recalling the definitions of p; and ¥q;
from Equation , as well as the fact that p;; = —1 and the definition of ¥ from
Equation (6.1]), we can follow that:

H1—r
X1

Inserting this into (6.39) and comparing with (6.2)) we see that d corresponds to the
price of a zero-coupon bond with maturity 7" and analogously to Equation is
given by:

p =S =iy -

d(t,z1) = Pi(t,T,21) = exp{ — Ai(T — t) — Ao(T — t)a1 }. (6.40)

Now let us continue with Equation and the calculation of its solution f. Note
that up to a constant it is the same as Equation , so from Theorem we
know its solution and it is exactly as given by the theorem. The solution for the
corresponding time-dependent model follows analogously. O

Before we state a verification result, we first check the admissibility of the candidate
7 for the optimal portfolio by showing in the next theorem that V7™ (t) > Fd(t, X1(t)).
The proof can be found in Appendix

Theorem 6.5 (Lower Bound)
Let f and d be given as in Theorem and 7 be the strateqy given by Equation
. Assume the following lower bound for the initial wealth of the investor:

VT(0) > Fd(0, X,(0)).
Then it holds:
V7 (t) > Fd(t, X,(t)),vt € (0,T].

Now we prove a verification theorem that gives a set of sufficient conditions for the
derived function ® and portfolio 7 to be the solution to the considered optimization
problem. It is analogous to Theorem [5.1} Although the proof follows the same steps
as Theorem [5.1], we provide it in Appendix [D] as there are some complications due
to the more general utility function.

Theorem 6.6 (Verification via a martingale condition)
Consider function d as given by and let function ® : D» — R, where D is

defined by fulfill the following conditions:
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i) For each e; € £, ® is once continuously differentiable in t and twice continu-
ously differentiable in v and x.

i1) ® satisfies System with m =T given as in .
i) {®(¢,V7(t), X(t), MC(t))}

rejor) 5 @ martingale.

Then E[U(VF(T))|V™(t) = v, X(t) = 2, MC(t) = ¢;| = ®(t,v,,¢;). Further, if
5

O(t,v,z,6;) = 1%504{1—:5(1) — Fd(t,xl))} f(t,x,e;) with some positive function f

then ® is the value function and 7 is the optimal trading strategy to Problem .

Now, we combine Theorems [6.4], and [3.5] in the following corollary.

Corollary 6.7

Adopt the notation from Theorem and assume that the conditions required
there are true. If at least one of the processes {®™(t, V™™ (t), X™(t))} e or
{®(t,V7(t), X(t), MC(t)) hieo,r) s a martingale, then ® is the value function and
7 the optimal strateqy for Problem [6.21].

Proof
As in Proposition [5.3] one can show that the martingale property of " leads to
the verification result for the time-dependent model. Then, Theorem yields the
verification result for the Markov-switching model as well. Furthermore, if ® is a
martingale, we can apply Theorem to show that ® is the value function and 7
the optimal trading strategy for the considered optimization problem.

O

As in Proposition [5.6] the martingale property of ®™ can be shown under certain
conditions by Theorem [2.34, We state this is the following proposition:

Proposition 6.8 (Verification via Theorem [2.34))
Consider ®™ : D — R and T given by (6.54)) and (6.39), respectively. Define
process G by:

G(t) ==In ( O™ (1, VT (1), X (1)) )

CI)m((], Vo (0)7 Xm<0))

Now consider the J + 1-dimensional process Z := (X™,G)', where X™ is a suitable
permutation of X™. Then its differential semimartingale characteristics p?,1'? ea-
hibit an affine structure as in Theorem . Assume that pu?,T'% fulfill requirements
i)-1v) from Theorem m Then ® given by is the value function to Problem

and the optimal portfolio is as given in (6.33).
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Proof

Substitution of ((6.34) and (6.35)) in the definition of G leads to the same dynamics
for process GG as in Proposition [5.6, Thus, the rest of the proof is exactly the same
as the proof of Proposition [5.6]

O

Now we would like to have a closer look at the optimal investment strategy
and understand better the role of its single parts. Note that it exhibits a structure
similar to a CPPI strategy: the investment in the risky assets (up to the last term for
the bond investment) is proportional to the difference between the current wealth
and the discounted floor, which is in this case F'd. This difference is called the
cushion. The CPPI strategy was introduced by [88] and [I3]. For further details
see e.g. [89] and [103]. As we have additional stochastic factors, the multiplier for
the risky exposure is not constant but stochastic. This analogon is completed by
Theorem that proves that F' is a lower bound for the terminal wealth. Thus it
can be indeed interpreted as a floor.
The additional term in the bond position is a correction for the stochastic short
rate and accounts for the fact that the floor cannot be replicated only by the bank
account. To better explain this we introduce the following notation:

(t) =7(t) +7(t) = %ﬁ(t) + F—C,Z&'r(t),
where 7 contains the terms in proportional to % and 7 contains the
last term in , which is proportional to %. The optimal investment for the
power utility function is obtained by setting F' = 0 and is denoted by 7. So, 7
corresponds to the optimal investment for the power utility function scaled by the
factor VW‘;?F d ¢ (0,1]. Note that it exhibits the usual decomposition in a myopic
part driven by the stocks excess return and volatility and a hedging part coming
from the stochastic factor X. The second part 7 contains an additional investment
in the bond due to the stochastic interest rate. In the case of a deterministic interest
rate or for F' = 0 it would be zero. Let us rewrite the SDE for V™ with this new
notation:

dV™ = (V™ — Fd) [{r + i () bt + frzdwﬂ

[\

-~

=d(V7™—Fd)

+ Fd|{r+# (s — )}t + #zaw”|

/

—d(Fd)

So, the optimal investment consists basically of two parts: the first one invests the
cushion V™ — Fd according to the optimal portfolio for the power utility function and
the second one replicates F'd by an investment in the bank account and the bond.
Using the martingale approach for dynamic optimization [72] obtained similar results
in a complete market (without additional stochastic factors and without Markov
switching).
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In the next two sections we apply the derived results to a concrete example and
provide a more detailed analysis of the influence of the model parameters on the
optimal strategy.

6.3 Example: Markov-modulated Heston model
with stochastic interest rates

In what follows we consider an example with a bond and a stock, where the stock
exhibits stochastic volatility and follows Markov-switching Heston-type dynamics.
Models with similar features have been motivated in various empirical studies (see
the references in Section . We apply the derived results from Section to this
bond-stock model, study their sensitivity to the model parameters and provide an
economic interpretation. More precisely the model under consideration is given by:

dPy(t) =PFy(t) X1 (t)dt (bank account)
APy (t) =Pi(t) [X1(t) + A\ (MC(1)) Ao(T1 — t)xadt + As(Ty — t)x1dW, ()] (bond)
AP(t) =Pa(t) [ X1 (t) + A (MC(t))a + Ao (MC(t)) Xodt + adW, (t)
+v(M 15))\/)(2—zde/V2 (t)] (stock)
dX;(t) =k1 (61 (MC(t)) — X1 (t))dt + x1dW; (t) (short rate)
dXo(t) =#2 (02 (MC(t)) — Xa(t))dt + x2/Xa(t)dW5 () (stochastic volatility)

(-1 0
p_ Oﬁ’

where A\j,v,01,0, : £ — R are real-valued functions of the state of the Markov
chain and x1,a, Ag, K1, kg, X2 € R are constants. Recall that 6(e;) = 0, — %(61),
k1,x1 > 0 and the definition of function Ay from (| - Furthermore, assume that
Ko >0, x2 > 0 and 05(e;) > >2<;j in order to assure the positiveness of process X,. In
terms of the general notation from (6.2)) we have:

(6.41)

Aif?ffiéﬁfl )= === (262

—x1Ai(eq) )

X2PA2T2
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0 0
EX / EX /—ZX EX [ ( ~ ) ’

which implies that:

>\2
_o _ ( —xaM(e) o — 0 0
J ( 0 | 0 X2Pho
0 0
L©® =0, L0 =0, L1 = ( _ ) :
0 x3(p*—1)

So, Model (6.41)) fits in our general framework and we can apply Proposition to
derive the solution to the considered optimization problem. The result is given in
the following proposition:

Proposition 6.9 (Solution and verification for a bond-stock model)

Consider Model and assume that:

0 <Fs (6.42)
5 72
LA <2 (6.43)
1-46"% "x3

where Ry = Ky — 55 x2pAe and X3 = x3(1+ 1255p%). Then, the value function to the
considered optimization problem is given by:

P :%ﬁa{ . i 5(1) — Fd(t,z1)) }6E[exp { /tTw(s,MC(s))ds}‘MC(t) = 61}

cexp { Bi(t)z1 + Ba(t)zs},

(6.44)
where
d(t,z1) =Py(t,T, 1) = exp{ — 4(T —t) — As(T — t)x1 }
w(t, e;) —%%)\f(ei) + Bi(t) (k161 (e;) — - 5X1)\1(6i))
+ B (t)kabh(e;) + %%B%(t)ﬁ (6.45)
Bu(t) :%(1 e { — m(T - 1))

b(Re + c)exp{—c(T —t)} + ks — ¢

By(t) =— X3(1 = bexp{—c(T —1)}) ’
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with Ay and As as in and , respectively, and

_ d -

c ::\//{% —13 5A§X§
b ;:TQ — C.
Ko + C

The optimal portfolio has the following expression:

T A al
- 4 _7Fd 1 Aa (Tll_t)Xl Ao (T —213)X1l/
VT 1—-9

vV
=MV

|

Ll ( g (B + 22) ) (6.46)

Xz
VBz

For the proof see Appendix [D}

Now we are interested in better understanding the optimal portfolio and how
the single model parameters influence it. Analogously to the case of the power
utility function, 7V is mainly driven by the ratio between the market price of
risk and the volatility for the single assets and is called the mean-variance part.
The second term 7 adjusts it for the additional risk coming from the stochastic
factors and is called the hedging part. As already discussed in Section [6.2] the last
term 7% is used for the replication of the floor, that is why we call it the replication
part. The mean-variance term is intuitive: the higher the market price of risk for
the considered asset and the lower its volatility, the higher the investment in this
asset. As the two assets are correlated the excess return for P, influences also the
position in Py, e.g. if a < 0, i.e. the bond and the stock are negatively correlated, a
higher mean-variance position in the stock leads to a higher investment in the bond
as well. Economically this can be interpreted as a diversification effect.

The same correlation term proportional to a can be observed in the hedging term
as well. The remaining drivers of the hedging term are basically the parameters
of the stochastic factors. To better understand the hedging effect, let us assume
for a moment that a = 0. It becomes clear that the hedging bond position is
due to the stochastic interest rate X; and the hedging stock position comes from
the stochastic volatility driver X,. It is interesting to explore the sign of 7. As
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in Section and [5.3.2] it can be easily shown that sign(— = —sign(0)

D)
and sign(#2B,) = sign(p)sign(v)sign(d). So, if p < 0, which corresponds to the
leverage effect, v > 0, which means a positive stock position, and § < 0, the hedging
term is positive. The reason is that the investor wants to hedge his portfolio against
the risk of falling interest rates and market price of risk. A falling short rate implies
rising bond price, and decreasing X5 is related to increasing stock price due to the
leverage effect. So, the hedge is achieved by a positive position in both risky assets.
If 6 > 0. i.e. we are dealing with a less risk averse investor, the hedging term is
negative, as the investor speculates on rising X; and X,. The importance of the
hedging factor for different values for the relevant parameters is further studied in
the next section.

Now let us have a look at the replicating term 7. It contains just a bond position.
It is clear that #7 > 0. Furthermore, the higher the floor relative to the current
wealth, the higher its importance. It also holds that the closer T} to 7', the higher
7l". This is explained by the fact that then the traded bond replicates better the

floor at maturity.

6.4 Application to real data

In this section we illustrate the derived results for Model (6.41)) using real data. To
this aim we first estimate the model parameters and then study the performance of

the derived optimal Strategy (6.46]).

6.4.1 Data and introduction

For the parameter estimation we use weekly time series over the period from De-
cember, 15¢ 2005 till December, 30" 2010. The used data is publicly available from
the Frankfurt Stock Exchange (www.boerse-frankfurt.de) and the Deutsche Bundes-
bank (www.bundesbank.de). We identify the stock price process P, with the German

stock index DAX and approximate its volatility process \/ a? + 1v2(MC(t)) X, (t) by

the corresponding volatility index VDAX. For a discussion of this approximation we
refer to [I]. For the traded bond P; we consider a 10 years German government zero-
coupon bond. Its price is calculated from the yield curve published by the Deutsche
Bundesbank. The estimation procedure is based on the weekly excess returns of the
stock index and the bond. They are approximated by the difference between the
respective weekly log-returns and the one-week FEuribor rate. For the estimation we
use additionally bond yields with maturities ranging from half a year to 25 years.
A documentation of the estimation procedure applied by the Deutsche Bundesbank
to extract the yield curve from observed Government bond prices can be found in
[94]. After the parameter estimation we perform an out-of-sample analysis of the
derived portfolio strategy by applying it to the data over the period from January,
3*4 2011 till February, 2°¢ 2015. We show how the optimal portfolio is adjusted
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to the regime shifts. Furthermore, we compare the performance of the strategy to
the case wherein the investor does not consider Markov switching and illustrate the
huge misallocation that may arise if the regime switching is neglected.

The observations of the DAX, the VDAX and the 10 years bond price can be seen
in Figure [6.1] and the considered interest rates are presented in Figure [6.2]
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Figure 6.1: Data used for the estimation and the out-of-sample testing: weekly DAX (upper plot)
and VDAX (middle plot) time series and price development of a bond with maturity 10 years at
the first observation point (lower plot).

6.4.2 Parameter estimation

Before we can test the derived strategies we need to estimate the model parameters
using the observed data. To this aim we propose in this section a possible estimation
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Figure 6.2: Data used for the estimation and out-of-sample testing: 1 week Euribor and German
government bond yields for different maturities.

procedureﬂ It consists of 4 steps. First, we use the empirical bond-stock covariance
to estimate parameter a. Then, we apply a Baum-Welch Algorithmﬂ to the volatil-
ity process to estimate its parameters and filter the state of the Markov chain.
Afterwards, by using a Kalman Filteif] for bond yields with different maturities
we derive maximum likelihood estimators for the parameters of the short rate and
the traded bond price process. Finally, the remaining parameters for the stock
price process are obtained via linear regression and the stock-volatility correlation
parameter is set to the empirical correlation between the random increments of the
two processes. We set the discretization step to A = 3%5.

Step 1: Stock-bond covariance

As already mentioned, for the estimation we use the excess log-returns of the bond
and the stock:

Ru(t) :=In (%) ~ XA

— [\ (MC() As(Ts — t)x1 %{Agm “ala

+ Ao(Ty = thxa (W (t+ 2) = W(2)) (6.47)
— VAL ()

"'We would like to thank Laslo Bollmann and Andreas Lichtenstern for coding parts of a previous
version of the estimation procedure under the close guidance of Daniela Neykova.

2For an introduction to the Baum-Welch Algorithm we refer to [9] and [106].

3 An introduction to the Kalman Filter can be found in [64], [65] and [55].
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Rao(t) = In (%&A)) X (A

=[M(MC(t))a + Ao (MC(t)) Xa(t) — % {a®> + A (MC(H)) Xa(t)} ] A
+a(W(t+2) =W (1) +v(MC®) VX (WS (t+8) =W (1)),

-~ -
=/Aek (t+A)

(6.48)

where €] (t) and &2 (t) are i.i.d. standard-normally distributed for all time points ¢
in the discretization grid. It follows that:

~ emp. mean of R
7\

Ry(t) = M (MC (1)) Ao(Th — t)xa — %{A2(T1 - t)Xl}Q]A
Ao(Th — t)xa ’
—— ——
~ emp. st.dev. of R1/v/A
+ [5 {o? + A (MC) (1)} A)

—VDAX2

- cov(\/&:f(t +A), M (MC(®))a + Ay (MC(1)) Xa(t)] A
+ ar/Ael( (t+ A) + v (MC(t) )\/E\/_€2 t+A) )
= Cov(\/ZEf(t + A),a/AeP(t + A))

=al,

C’ov(

l\DI»—t

where in the last but one equation we have used the fact that W is independent
of W5 and WJ'. By applying the above equation we obtain a = —0.096. Note
that the instantaneous bond-stock correlation ( “ ) is a stochastic
a2+02 (MC()) Xa ()

process, however, as an orientation for the average correlation we can replace the
stock volatility by its empirical mean and obtain m = —0.425. Recent
empirical studies on the bond-stock correlation in different markets report as well
highly negative bond-stock correlation over the last 15 years, see e.g. [3], [6] and
[60]. The average correlation we obtain is in accordance with these findings.

Step 2: Volatility process and Markov chain

Let us now continue with the volatility process. It is clearly visible in Figure
that the volatility process exhibits short periods with very high levels, followed
by longer periods with moderate values. We would like to reflect this behavior
by considering a Markov chain with two regimes and estimating its parameters
directly from the volatility data. One can also recognize from Figure that the
periods with high volatility are related to negative DAX returns and falling interest
rates. This observation is in accordance to existing literature: [79] and [28] conduct
detailed empirical studies to motivate the existence of two market regimes: one



132 6.4 Application to real data

with high stock return and low volatility and one with lower returns and higher
volatility. For further motivation of Markov-modulated models consult [98] and
[54] who show that Markov-switching models capture well observed properties of
stock returns distributions such as heavy tails, volatility clustering and asymmetry.
[52] and [11] motivate empirically their application to asset allocation problems.
Furthermore, empirical evidences for regime-switching stochastic volatility are
presented in [35] and [30]. Motivated by all these empirical studies we consider
Markov-switching model parameters with two possible regimes and use the VDAX
time series to estimate the parameters of the Markov chain and its state at each
time point.

To ease the exposition we introduce the following notations:

Var,(t) := a® + 1 (MC(1)) Xa(t) = VDAX (t)?
Vary(t) := v*(MC(t)) X5(t) = VDAX (t)* — a.

Then, for the Euler discretization of Varg conditional on the state of the Markov
chain we obtain:

Var(t + &) =Varg(t) + Hg(f(MC(t))zeg (MC(t)) —Varo(t)>A

J

::éQ(LC(t)) (6.49)
+ [ (MC@))Ix2 V/Varg(t) (W5 (t+ A) = W5t (1)),
—— ~ ~- <
=:x2(MC(t)) =AD&y (t+4)

where g5 (t) are i.i.d. standard normally distributed for all time points ¢ in the grid.
We rewrite it in the form of a linear regression:

Varg(t + A) — Vary(t) X VA
= Rolbo (MC(t)) ———= —ko /Vare(t)\y 2
Vary(t)v/A L 2 —/< ) Vary(t) = %f_/aTO( )
N ~ —a1 (MC(t)) S~ ——r T2 =2 (t) (6.50)
=wy(t+4) =:z1(t)
+ L2 (MC()ex (t+ D).

For comparison reasons we first estimate the parameters without Markov switching
using a classical linear regression. Then we obtain the following values: ko = 2.115,
ég = 0.051, xo = 0.505. The standard errors and levels of significance for the
parameters are presented in Table The high levels of significance suggest

Coefficient | Value | Standard error | Level of significance
a1 0.1082 0.0493 0.0291
Qa9 -2.11531 1.4146 0.1360

Table 6.1: Results for the linear regression in (6.50) with constant parameters (no Markov switch-
ing).

hat the proposed model does not fit well the observed data. The QQ plot of the
residuals shown in Figure confirms this conclusion. As we will see, this is
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Figure 6.3: Normal QQ plot of the residuals of the linear regression in (6.50) with constant pa-
rameters (no Markov switching).

strongly improved by considering Markov switching. To estimate the parameters
of the Markov-switching linear regression we use the R-package MSwM that contains
a suitable implementation of the Baum-Welch Algorithm. Applications of the
Baum-Welch Algorithm in similar contexts can be found e.g. in [I1] and [57].
The following results are obtained: ks = 5.563, 92(61) = 0.027, é2(€2) = 0.285,
x2(e1) = 0.309, xa2(eq) = 1.205, Q = ( Ill?}gf? _1111%%5 ) So, the algorithm
recognizes two regimes with very different parameters: the first one is characterized

by a moderate mean-reverting volatility level 4/a? + é2(61) = 0.19 and lower
volatility of volatility. On the contrary, in the second state both the average stock

volatility y/a2 4 5(e2) = 0.54 and the volatility of volatility are much higher.
These results coincide with our intuitive expectations based on Figure As
already mentioned in Section the average occupation time for e; is —qﬁ ~11

months, whereas for es it is - ~1 month. Thus, we can identify the first state
as a normal stock market situation, whereas the second one describes shorter
turbulent periods. As we will see later on, e, is also characterized by lower stock
returns, which allows to interpret it as a crisis. These results are in accordance
with the findings in the studies cited at the beginning of Step 2. Furthermore,
note that as explained in Remark [2.45] the average half-life for the mean-reversion
without regime switching is - P T ~3 months, whereas with the regime differentiation
it reduces to approx. 1 months. The reason is that without the Markov chain the
regime switch is interpreted as a deviation from the overall mean-reversion level
and this biases the estimation for s.

A look at the levels of significance of the parameters in Table and the QQ plot
in Figure shows that the model with Markov switching describes the observed
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data much better than the model with constant parameters.
As a byproduct of the Baum-Welch algorithm we obtain also the probabilities

Coefficient | Value | Standard error | Level of significance
aq(er) 0.1527 0.0353 1.520e~°
a1(e2) 1.5976 0.6872 0.0209

Qs -5.5631 1.1823 2.535¢76

Table 6.2: Results for the linear regression in 1D with Markov-switching parameters.

Sample Quantiles

Theoretical Quantiles

Figure 6.4: Normal QQ plot of the residuals of the linear regression in (6.50) with Markov-switching
parameters.

for being in the single states at each time point conditional on the information
till this time (so-called filtered probabilities) and conditional on the whole data
(smoothed probabilities). They are plotted in Figure (first and second plot).
We use the smoothed probabilities to determine the state of the Markov chain by
a simple intuitive rule: we assume that the Markov chain is in the most probable
state according to the smoothed probability. The filtered state of MC can also
be seen in Figure (third plot). Figure shows the filtered state together
with the DAX, VDAX and Euribor time series. The algorithm recognizes the
financial crisis of 2008, as well as a few short turbulent periods. These results
coincide with the interpretation of the second state as a crisis. Figure depicts
process Vary together with its estimated mean-reverting level for the two regimes.
It can be observed that the estimated parameters match well the observed data.
Alternatively one can apply a more sophisticated method for the estimation of the
state of the Markov chain by considering further macroeconomic factors, see e.g. [57].

Step 3: Short rate and bond price
Now that we have the estimates for the states of the Markov chain, we can continue
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Figure 6.5: Filtered probability for the second state (upper plot), smoothed probabilities for the
second state (middle plot) and estimated state using the smoothed probability: ”0”=e;, 717 =eq
(lower plot).

with the parameters for the bond and the short rate. One difficulty is that the short
rate is not directly observable. That is why we apply a Kalman Filter methodology
to bond yields with different maturities. For detailed empirical studies on the
Kalman Filter application to short rate models consult e.g. [5] and [27]. [29], [42]
and [105] motivate the regime-switching extension of such kind of models.

The first step for the application of the Kalman Filter is to derive the unobservable
transition equation from the solution of the SDE for the short rate process. We
assume that the Markov chain remains constant on the discretization interval
[t,t + /) and obtain the following:

Xi(t+ A) =0, (MC(1)) (1 — exp{—r1A}) + X1(t) exp{—r1 A} (6.51)
t+A
+ X1 / exp{ri(s —t — A) W (s). (6.52)
N t 7
gN(O,%(l—exp{—ZﬂA}))

This equation can be rewritten as follows:

Xi(t+ 2) =0, (MC)) (1 — exp{—r1A}) + X;(t) exp{—r1 A} + 17 (t), (6.53)
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where 0, (e;) = 51—%1(61), 2= %(l—exp{—ZmA}) and e (t) are i.i.d. standard

normally distributed. For the measurement equations we use bond yields with d
different times to maturity 74, ..., 74

Pt 47, X))

Rﬁ (ta Xl(t)) F= - + Z{%E{%(t)
1
A A
_ Aln) A0y gy sheren
1 T1
(6.54)
In ¢ Py(t,t + 74, Xy (¢
ot () = P T S0} | g
d
A A
_ Aulma) | 2(Td)Xl(t) + niel(t),
Td Td
where ef¥(t),...,el(t) are i.i.d. standard normally distributed measurement errors.

We need to assume the random measurement errors, so that we can consider
simultaneously various maturities without obtaining a non-solvable system. Note
that due to the dependence of A\; and thus 6; on the Markov chain we have to
deal with time-dependent parameters in the transition Equation . To this
aim we use the R-package FKF that offers a Kalman Filter implementation with



CHAPTER 6. EXTENSION TO THE HARA UTILITY FUNCTION 137

0.4

— Var 0
mean-reverting level

0.3
|

o]

©

°

>

5 °

4]

=
—
2

Py G I vV

o | o SOOI U G
e T T T T T T T T T I
07.12.2005 24.01.2007 26.03.2008 03.06.2009 28.07.2010

Figure 6.7: Process Varg (blue line) together with the estimated mean-reverting levels 05 (e;) and
2 (ez) for the estimated regimes.

time-dependent model parameters. We apply it to the German government bond
yields for maturities 0.5, 1, 2, 3, 4, 5, 7, 10, 20 and 25 years and obtain the
following results: x; = 0.266(0.004), 0, = 0.047(0.0002), x; = 0.013(0.0005),
Ai(er) = 0.146(0.316), Ai(ea) = 6.674(1.549), where the values in parenthesis
correspond to the standard errors of the estimates. First of all, note that there is
an immense difference between the values for \; for the two states. This is one
more indicator for the existence of two very different market regimes. Moreover,
we would like to draw the attention of the reader to the well-known difficulty
when estimating A\, recognizable in the big standard errors of the estimates for \;
(see e.g. [I05]). Incorporating expert opinions or applying a more sophisticated
estimation method might be useful. However, as the aim of this exemplary
estimation is the illustration of the derived optimal strategies we do not go deeper
in this issue. Let us have a closer look at the estimated values for A;. Substitution
in the formula 6, = 6, — X;—i‘l leads to 6;(e1) = 0.040 and 6 (ez) = —0.275. At first
sight the negative mean-reverting level for the second regime might seem surprising.
However, it is explained by the fact that during the crisis in 2008 the interest rates
dropped extremely fast to very low levels. Furthermore, note that in our case the
negative 6(es) does not mean that the short rate will become negative, as the
average time needed for the mean-reversion is much longer than the average time
spent in the second regime. To see this recall that the half-life of process X is given
by 22 ~ 2.6 years, whereas the expected time spent in regime e, is —qé ~1 month.
The filtered short rate and the reconstructed yields using the derived parameters
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(without the measurement errors) are shown in Figure . It is recognizable that
the yields on both extreme ends - very short and very long - are not reconstructed
accurately, however the yields for maturities from three to seven years are matched
well. Clearly we are dealing with a situation where the one-factor interest rate
model meets its limits. However, we prefer to keep this simplicity of the interest
rate modeling as it allows us to present the portfolio optimization results in a
clearer way. What is more, the investor trades in a bond with maturity of ten years
at the initial time point and has a trading horizon of roughly five years. So, she is
not strongly affected by the mismatch on the very short and very long ends.

For comparison, the estimated parameters without Markov switching are given by:
k1 = 0.266(0.004), 6, = 0.047(0.0002), x1 = 0.013(0.0005), A; = 0.689(0.284), where
again the values in parenthesis correspond to the standard errors of the estimates.
The values for k1, 9~1 and y; are the same as in the case of a Markov-switching ;.
The reason is that A; does not appear directly in the formulas for the bond yields
in but only through the state of the unobservable short rate X;.

Step 4: Stock price
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Figure 6.8: 1 week Euribor and German government bond yields for different maturities: real data
(lines) and reconstructed yields using the estimated parameters (circles).

What is left to be estimated are the stock parameters and the stock - volatility
correlation. For these parameters we again consider the weekly excess return of the
stock price process conditional on the state of the Markov chain and rewrite it as a
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linear regression:

Ry(t) = [M(MC(1))a — jVara(t)]& A (/\:Z(()(t) X
2 — 1 a— svar, 2 2
+eb(t+ A
N O ew), v VO )
—VDAX(t) =:B(MC(1)) = ac(t)
=¢y222+A)

(6.55)

We will use the states of the Markov chain from Step 2 and a linear regression

estimation to obtain the unknown parameters. However, note that 5(e;) and [(es)

can not be chosen freely, as from Step 2 we have that ggz;g = ZEZ?% = ﬁgii;iﬂiﬁif%g

Thus we cannot run two separate linear regressions for the two states of the Markov
chain. To deal with this restriction we transform the z-values corresponding to

the second state by multiplying them with % By doing so we obtain a linear

regression only in terms of [ (el) over the whole time series. The following values
are obtained: (’\21) = 5.102, y(eQ) = —1.307. Note that ’\—lf corresponds to the ratio
between the excess return related to the stochastic volatility and the corresponding
stochastic part of the variance. There is a clear difference between the two states:
this ratio is much higher in the first state, whereas in the second state it even becomes
negative. This result confirms the interpretation of the states of the Markov chain
as a normal situation and a crisis. To get an intuition on the estimated parameters
in Table we compare the empirical mean of the stock variance and excess return
with the estimated average values for the two regimes. More precisely, we compare
the following:

emp. mean(Vary(t)|MC(t) = ¢;) ~a* + 0(e;)
emp. mean(Ry ()| MC(t) = e;) ~[Ai(e;)a +

V?;)emp. mean(Vary(t)|MC(t) = e;)

- %emp. mean(Var,(t)|[MC(t) = e;)] A,

for « = 1,2. It can be recognized that the estimated average for the variance is
lower than the empirical mean in state e; and higher in regime e;. The reason is
that at every regime switch the process starts moving towards its long-term mean
for the corresponding regime, however it takes some time till it reaches it. For
the excess return we observe that the empirical mean is exactly matched in the
first regime, in contrast to the second regime, where we observe a difference. This
is explained by the fact that the time series contains much more observations for
state e, so regime e; has a bigger weight in the computation of the estimates via
the linear regression. Without Markov switching one obtains a value between the
two regimes: ’\72 = 2.2304. Although the QQ plots for both regressions with and
without Markov switching are quite similar (see Figures and , allowing
for Markov switching improves strongly the level of significance of the considered
parameter (compare Tables and . We continue with the estimation of the
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state Excess return Variance
empirical mean | estimated average || empirical mean | estimated average
el 0.003 0.003 0.047 0.037
€ -0.026 -0.019 0.200 0.295

Table 6.3: Comparison of the empirical mean of the stock excess return and variance with the
estimated average values for the two regimes.

Coefficient | Value | Standard error | Level of significance
I} 2.234 2.072 0.282

Table 6.4: Results for the linear regression in (6.55)) with constant parameters (no Markov switch-
ing).

stock-volatility correlation. To this aim we consider the noise terms in the weekly
excess return of P, and the Euler discretization of Vary:

Ry(t) — [)\1(1 + 2Vary(t) — %Vara(t)} N —a/DeP (t+ D)

Vary(t)vA
Vary(t + A) — Varg(t) — [ko (ég — Varg(t))] A

X2/ Varo(t)V/A 7

where for better readability the dependence on the Markov chain is omitted. Note
that ef is obtained from the weekly excess return of P, given in (6.47). The
empirical correlation of 2 and &2 yields p = —0.454. For the case without Markov
switching we get p = —0.514.

5§(t+A):

e (t+A) =

The estimated values for the parameters are summarized in Table [6.6] For
comparison, we also include the parameter estimates without Markov switching.

6.4.3 Optimal portfolio

Now we are ready to test the derived portfolio strategies. Using the parameters
estimated over the period 2005-2010, we perform an out-of sample test over the
period 2011-2015. For the estimate of the state of the Markov chain we use the
filtered probabilities. So, at every time point, the investor uses only past data for
her investment decision and assumes that the Markov chain will stay in the same
state for the next short period. The investor trades in the DAX and in a German
government bond with maturity 10 years at the beginning. Furthermore, she can
borrow and lend money at the 1 week Furibor rate. The investment horizon is set to

Coefficient | Value | Standard error | Level of significance
Bler) 5.102 2.404 0.0348

Table 6.5: Results for the linear regression in (6.55) with Markov-switching parameters.
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Figure 6.9: Normal QQ plot of the residuals of the linear regression in (6.55) with constant pa-
rameters (no Markov switching).

the last day in our time series, February, 20" 2015. The portfolio is restructured on
a weekly basis. The risk preferences of the investor are characterized by the HARA
utility function (2.26)) with the following parameters: § = —10, a = (1 — §)°~! (to
assure comparability with the power utility function) and the floor F is set to 80%
of the initial wealth. The resulting wealth path is plotted in Figure [6.11] It is
compared to the following three cases:

1. the complete initial wealth is invested in the DAX;
2. the complete initial wealth is invested in the bond;

3. the investor estimates the model without considering Markov switching and
follows the resulting optimal strategy.

It is clearly recognizable that the wealth process with the derived MS-strategy is
most of the time above the paths in the other three cases and ends up with the high-
est wealth. The positions in the bond and in the stock are presented in Figure [6.12]
Let us first consider the stock investment. One can recognize that by differentiating
between two different states and adjusting her portfolio accordingly the investor can
profit from the DAX in both states of the economy: she holds a long position in
the good state and a short position in a crisis. In contrast, if she accounts only for
one state she almost does not invest in the stock due to the averaging between the
two states. The effect of the Markov switching is clearly visible also in the bond
position: in times of a crisis the investor holds a big long position due to the falling
interest rates and increasing bond prices.

Now let us compare the solution to the power utility functions by setting ' = 0.
The wealth path and the optimal portfolio are plotted in Figures and [6.14]
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Figure 6.10: Normal QQ plot of the residuals of the linear regression in (6.55) with Markov-
switching parameters.

respectively. One can recognize that the minimum of the wealth path is lower than
in the previous case of F' = 80% of the initial wealth. This is intuitively clear as in
the present case the utility function does not imply a lower bound on the wealth.
Thus, the investor is exposed to a higher risk on both the down and up side: the
minimum of the wealth is lower, however the terminal wealth is higher than when
we impose a floor restriction. The higher absolute value of the investment in the
risky assets is in accordance with this interpretation.

We would like to deepen our analysis on the influence of F' by studying not only one
single path but the whole distribution of the terminal wealth. To this aim we simu-
late 1100000 paths according to Model with the parameter values from Table
and apply the derived optimal strategy for different values for the floor F
and the risk aversion parameter §. The resulting histograms are plotted in Figure
[6.15] For comparison reasons we also include the histograms of the terminal wealth
when the whole initial wealth is invested only in the stock, respectively only in the
bond (see Figure . It is clearly recognizable that the assumption of a floor re-
striction reduces the probability on the high-end of the distribution, independently
of the risk aversion parameter. This observation is confirmed by the cumulative
distribution functions of the simulated terminal wealth shown in Figure [6.17} This
is the price to pay for assuring a lower bound on the terminal wealth. On the other
side, the floor restriction assures higher quantiles on the very low end. This can be
seen in Table Furthermore, compared to the stock-only portfolio, it is clear that
the quantiles both on the low and high end are improved. The bond-only portfolio
represents a very conservative investment with very high quantiles on the low end,
however also very low quantiles on the high end.

Figure [6.15 and Table [6.7] illustrate also the influence of §: the smaller 0, i.e. the

more risk averse the investor, the lower the probability for low wealth levels on the
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Process ‘ Parameter ‘ No Markov switching H Markov switching

Xl,Pl K1 0.266 0.266
01 0.047 0.047

X1 0.013 0.013

A (er) 0.689 0.146

A1 (e2) 0.689 6.674

X2 K9 2.115 5.563
fa(e1) 0.051 0.027

0a(e2) 0.051 0.285

R2(e1) 0.505 0.309

)22(62) 0.505 1.205

P, ”%21) 2.234 5.102
S 2.234 -1.307

a -0.096 -0.096

P -0.514 -0.454

Table 6.6: Estimated model parameter values for Model (6.41). The third column contains the
values without Markov switching, whereas the Markov-switching values are listed in the fourth
column.

one side, and high profits on the other.

Now we extend this comparison between the HARA and the power utility functions
for different risk aversion parameters by various portfolio risk measures. They are
either based on the distribution properties of the yearly log-return of the portfolio:

R™(T) = £1n “//:((g)) or on the distribution of the terminal wealth V7 (7') itself. More
precisely, we consider the following characteristics of the investment:

i) expected log-return (exp. return): E [R™(T)]

ii) expected excess log-return (exp. ex. return): E [R”(T )— #1In

Po(T)
Po(0)

Nl=

iii) standard deviation of the log-returns (st. dev.): /Var (R*(T))

E[{R™(T)—E[R™(T)]}"]
\/Var(R™(T))?

iv) skewness of the log-returns:

E[{R" (T)~E[R™ (T)]}"]
2

v) kurtosis of the log-returns: Var & T)

7 Py(T)
E[R (T)=x1n P%(O)]

\/Var(R*(T))

vi) Sharpe-ratio of the log-returns:

. . g 7 11y, Po(T)
vii) downside probability: P (R (T)<7In 3 (0)]>
viii) Omega with the bank account as a benchmark (Omega):
E[max{R*(T)—% In 2000 0}]

Pp(0)
E[max{ & n 23 ~R7(T), 0}
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Figure 6.11: On the left y-axis are plotted the paths for the wealth process for the following
portfolios: derived optimal Strategy considering Markov switching (black line), 100% DAX
(red line), 100% bond (blue line), derived optimal Strategy without Markov switching (grey
line). The green circles correspond to the estimated state of the Markov chain: ”0”=ey, 717 =es
on the right y-axis.

upside part: E [max {R
downside part: E [max {% In 20 _ pr(TY, 0}]

3
=
|
Nl=
=)
3|
3=
(@)
—_ 1

ix) value at risk at the confidence level ¢ (VaR,):
inf{v e R:P(V™(0) = V™(T) >v) <1-—gq}
=inf{v e R:P(V™(0) —V™(T) <wv) >q}

x) conditional value at risk at the confidence level ¢ (CVaR,):
E[(V™(0) — VT(T)) [V7(0) — VT(T) > VaR,].

The results are summarized in Table[6.8 It can be seen that F' > 0 results in lower
expected return however also in lower standard deviation of the returns. The lower
bound on the terminal wealth improves basically the distribution of the terminal
wealth on the low end. This is reflected in the lower VaR, and CVaR,-levels for
high g. Furthermore, note that although the downside probability is bigger when
we impose a positive floor F', the floor leads to an improvement in the downside of
Omega. The price to pay for this improvement is the reduced upside part of Omega.
For comparison, in Table we also include the values of these risk-measures when
investing only in the stock or only in the bond. It is confirmed once again that the
bond represents a very conservative investment with very low expected return on
the one side and very low standard deviation and value at risk on the other side.
Compared to the most conservative of the considered optimal trading strategies
(i.e. d = —15 and F = 80%), it has lower standard deviation, however it is clearly
outperformed in the excess return, the value at risk and the conditional value at
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Figure 6.12: On the left y-axis are plotted the portfolio positions following the derived optimal
Strategy (6.46). Upper plot: position in the bond with and without Markov switching (black and
grey lines, respectively), lower plot: position in the DAX with and without Markov switching (red
and pink lines, respectively). The green circles correspond to the estimated state of the Markov
chain: 70”=e;, 71" =e5 on the right y-axis.

risk. The pure DAX investment is characterized by higher expected excess return
and higher standard deviation compared to the bond investment. Compared to
the most conservative of the considered optimal trading strategies (i.e. § = —15
and F' = 80%), it is outperformed both in the expected return, as well as in
the value at risk at all considered levels and the conditional value at risk. Note
that the higher expected return of the portfolio strategies in Table is possible
due to the fact that the investor does not have any short-selling or borrowing
restrictions. So, in times of a crisis she can short-sell the stock and enter a very
long bond position (possibly higher than her wealth), whereas in calm periods
she can purchase big amounts of stocks financed by borrowing money from the bank.

Let us now go back to the case with F©' = 80% of the initial wealth. Al-
though the portfolio profile from Figure [6.12| corresponds to the theoretical optimal
trading strategy, such big shifts as in the bond position might not be desirable in
reality due to transaction costs. While introducing transaction costs would exceed
the scope of this study, we propose an ad-hoc method to overcome this difficulty by
assuming that \; is constant instead of Markov-switching. This might be reasonable
also considering the difficulty in the estimation of A\; as mentioned above. We still
allow for Markov switching in the stock price and volatility processes. Thus, Step
1 and Step 2 in the estimation procedure remain unchanged. For the parameters
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Figure 6.13: On the left y-axis are plotted the paths for the wealth process for the following
portfolios: derived optimal Strategy with F' = 0 considering Markov switching (black line),
100% DAX (red line), 100% bond (blue line), derived optimal Strategy without Markov
switching (grey line). The green circles correspond to the estimated state of the Markov chain:
70”=eq, ”1”=eq on the right y-axis.

for X7 we obtain the results without Markov switching: x; = 0.266, 91 = 0.047,

x1 = 0.013;, M\(e;) = Ai(e2) = 0.689 and in Step 4 we obtain: z/()\ei) = 6.639,

% = —1.701 and p = —0.460. The corresponding wealth path and portfolio
development can be seen in Figure[6.1§ and Figure |6.19] respectively. Although the
terminal wealth in this case is lower than if we allow for a Markov-switching A, it
is still higher compared to the other three portfolios. Furthermore, note that the
peaks in the bond position are much lower. They are mainly caused by the Markov
switching in the stock process and the lower stock position for state es, as the bond

is used to hedge the stock due to their negative correlation.

Finally, we would like to study the importance of the hedging term. In Fig-

ure [6.20| we plotted the ratio % for different values for x; and x; and Figure [6.21
1

shows 7,3% as a function of p, ko and ys. It can be seen, that independently of
the state of the economy, the lower the mean-reversion speed and the higher the
volatility coefficient for stochastic factors, the higher the influence of the hedging
portfolio. Furthermore, the higher the absolute value of the leverage effect, the
higher the relation ]%| Intuitively this can be explained by the fact that for
slower mean reversion and higher correlation the stochastic factor can be better
hedged by the risky asset. What is more, the higher the volatility of the stochastic
factor, the higher its risk, thus the bigger the hedging term. These results are in
accordance with the findings in Sections [£.3.4] and [5.3.2]

We can conclude from the whole empirical and numerical study that the proposed
model and investment strategies can be successfully applied in reality and that
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Figure 6.14: On the left y-axis are plotted the portfolio positions following the derived optimal
Strategy with F' = 0. Upper plot: position in the bond with and without Markov switching
(black and grey lines, respectively), lower plot: position in the DAX with and without Markov
switching (red and pink lines, respectively). The green circles correspond to the estimated state
of the Markov chain: ”70”=e;y, ”1”=es on the right y-axis.

considering Markov switching, various stochastic factors and simultaneous invest-
ment in a bond and a stock is very beneficial for the investor and leads to a higher
terminal wealth and thus, to higher utility.
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Figure 6.15: Numerically calculated distribution of the terminal wealth using the derived optimal
strategy with data simulated from Model for the parameters from Table Initial
wealth and maturity are as in the estimation procedure. Three different values were used for ¢:
—5 (left plot), —10 (middle plot) and —15 (right plot). For F' two cases were considered: F' = 80%
of the initial wealth (black bars) and F' = 0 (red lines).
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Figure 6.16: Numerically calculated distribution of the terminal wealth when investing only in the
stock, resp. bond with data simulated from Model (6.41]) for the parameters from Table Initial
wealth and maturity are as in the estimation procedure.
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Figure 6.17: Numerically calculated cumulative distribution distribution function of the terminal
wealth when using the derived optimal strategy with data simulated from Model for
the parameters from Table Initial wealth and maturity are as in the estimation procedure.
Three different values were used for §: —5 (left plot), —10 (middle plot) and —15 (right plot). For
F two cases were considered: F' = 80% of the initial wealth (black bars) and F' = 0 (red lines).
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plots.

Parameters for Quantiles for the terminal wealth | median
the utility function || 0.01% [ 01% | 1% | 95%
0=-5F=0 5328 | 7203 | 10392 | 3438166 | 116967

d=—-5F=80% 7283 | 7894 | 8931 | 1123855 | 43597

0=-10,F =0 6642 | 7799 | 9521 268887 38159
= —10, F = 80% 7711 | 8088 | 8649 93029 17965

0=—-15F =0 7141 | 7969 | 9140 95597 24204
§d=—-15F =80% 7874 | 8143 | 8524 36656 13426

only stock 1036 | 1756 | 3005 26015 11229
only bond 7114 | 7359 | 7672 9749 8767

Table 6.7: Numerically calculated quantiles and median for the terminal wealth using the derived
optimal strategy with data simulated from Model for the parameters from Table
Initial wealth and maturity are as in the estimation procedure. The quantiles are calculated for
different values for § and F'. The last two lines contain the quantiles when the whole initial wealth
is invested only in the stock, respectively only in the bond.
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§=-5 §=-10 §=—15
F=0 |F=80%| F=0 | F=80% | F=0 | F=80%
exp. return 0.7637 | 0.5406 | 0.4594 | 0.2821 | 0.3357 | 0.1917
exp. ex. return || 0.7342 0.5112 0.4300 0.2526 0.3062 0.1622
st. dev. 0.4168 | 0.3705 | 0.2405 | 0.1834 | 0.1692 | 0.1127
skewness 0.8531 | 1.1956 | 0.8575 | 1.4218 | 0.8593 | 1.5087
kurtosis 3.8657 | 4.6843 | 3.8714 | 5.6821 | 3.8742 | 6.2502
Sharpe-ratio 1.7615 | 1.3798 | 1.7874 | 1.3776 | 1.8103 | 1.4395
downside prob. || 0.0026 | 0.0030 | 0.0022 | 0.0037 | 0.0023 | 0.0051
Omega 8140 14072 10258 8696 10068 4744
upside part 0.7343 | 0.5112 | 0.4300 | 0.2526 | 0.3062 | 0.1622
downside part || 9x1075 | 4x107® | 4x107° | 3x107® | 3x107° | 3x107°
VaRggo; -3452 1992 -2582 1709 -2200 1584
VaRgg 999 1612 -343 297 771 -201 -934
VaRgg 999% 2734 20 1123 -504 431 -729
CVaRgg 999% 3044 122 1320 -439 571 -683

Table 6.8: Numerically calculated risk measures for the terminal wealth using the derived optimal
strategy with data simulated from Model for the parameters from Table Initial
wealth and maturity are as in the estimation procedure. The risk measures are calculated for
different values for § and F.

H only stock | only bond

exp. return 0.1172 0.0585
exp. ex. return 0.0878 0.0290
st. dev. 0.1313 0.0153
skewness -0.0905 0.1938
kurtosis 3.4470 3.1288
Sharpe-ratio 0.6683 1.9016
downside prob. 0.2325 0.1292
Omega 5.8807 19.7336
upside part 0.1058 0.0306
downside part 0.0180 0.0015
VaRggy, 3935 -732

VaRgg.99% 5904 -174

VaRygg 9999 6253 12

CVaRgg 9999 6381 87

Table 6.9: Numerically calculated risk measures for the terminal wealth when investing only in
the stock resp. only in the bonds with data simulated from Model (6.41)) for the parameters from
Table Initial wealth and maturity are as in the estimation procedure.
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Figure 6.18: On the left y-axis are plotted the paths for the wealth process for the following
portfolios: derived optimal Strategy with a constant A\; but Markov-switching parameters
for X3 and Py (black line), 100% DAX (red line), 100% bond (blue line), derived optimal Strategy
(6.46) without any Markov switching (grey line). The green circles correspond to the estimated
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Figure 6.19: On the left y-axis are plotted the portfolio positions following the derived optimal

Strategy (6.46)).

Upper plot: position in the bond with a constant A\; but Markov-switching

parameters for Xy and P, (black line) and without Markov switching (grey line), lower plot:
position in the DAX with a constant A\; but Markov-switching parameters for X5 and Ps (red line)
and without Markov switching (pink line). The green circles correspond to the estimated state of

the Markov chain: ”0”=e;, ”1”=e5 on the right scale.



152 6.4 Application to real data

60
|
200 300 400
|

40
|

Bond: H/MV (in %), el
100
|

Bond: H/MV (in %), el

0.0 0.5 1.0 15 2.0 0.02 0.06 0.10

kappal chil

25 35

Bond: H/MV (in %), e2
1 2 3 4 5 6 7
|
Bond: H/MV (in %), e2
15
[

T T T T T T T T T T
0.0 0.5 1.0 15 2.0 0.02 0.06 0.10

kappal chil
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Figure 6.21: Ratio (in %) between the hedging term and the mean-variance portfolio invested in
stock P, at the beginning of the investment period for an investor with 6 = —10 as a function of
ko (first column), X2 (second column), p (third column) for state e; (first row), resp. ey (second
row).



Chapter 7

Conclusion

In the context of utility maximization we presented a flexible and simultaneously
analytically tractable multidimensional framework that allows for incorporating var-
ious sources of risk, such as stochastic asset volatility and correlation, stochastic
interest rate and macroeconomic regime changes. To the best of our knowledge, this
is the most general affine model with Markov switching for which explicit solutions
can be derived.

More precisely, in Chapter [3| we stated the corresponding HJB equations, relying
on the semimartingale representation of the Markov chain. We discovered that
adding a Markov chain does not change the decomposition of the optimal portfolio
in a mean-variance part and a correction for the additional risk from the stochastic
factor. Furthermore, we proved a verification theorem that reduced the case with
Markov switching to a model with time-dependent coefficients (Theorem [3.5)).

In Chapter (4] we found explicit solutions for the optimal control with the power
utility function when trading in one risky asset. We derived the value function up
to an expectation over the Markov chain (Corollary and Theorem [4.13). We
applied the results to the Heston model extended by Markov switching and stated
besides the explicit optimal solution also very easy to check conditions for the veri-
fication result (Propositions and [4.22)). Thus, we extended the results from [3]
by stochastic volatility and the results from [74] by Markov switching. Moreover, by
various numerical computations we illustrated that the state of the Markov chain
strongly influenced the optimal investment decision.

Chapter |p| presented the multidimensional case. We worked through the models with
and without correlation between the Brownian motions driving the risky assets and
the stochastic factors, and managed to place the dependence on the Markov chain
in a suitable way to assure both the flexibility and the analytical tractability of the
model. We derived explicit solutions (Corollary [5.7] and Theorem and general
verification results (Theorem and Proposition [p.6]). These results can be seen as
an extension of [63] and [75] to Markov switching. The presented examples covered a
bond-stock market and a two-asset market with stochastic volatility and stochastic
correlation. For each of them we derived the solution in an explicit way and proved

a verification theorem (Propositions and [5.14]). These models illustrated the
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broad range of possible applications of the presented results.

In Chapter @ we generalized the study to the HARA utility function (Theorem ,
Theorem , Proposition . We showed that the HARA utility function leads
to a lower bound on the terminal wealth and a CPPI-type strategy with a Markov-
switching stochastic multiplier (Theorem [6.5). Thus, we extended the results from
[15] to Markov switching and further stochastic factors. Furthermore, we stated a
special stock-bond model with stochastic volatility and stochastic interest rate and
derived the optimal solution and a verification result (Proposition [6.9)). This model
can be seen as an extension of [26] that allows for stochastic volatility, stochastic
interest rates and trading not only in a stock, but also in a bond. After estimating
its parameters we provided some numerical computations and economic interpreta-
tions that showed the importance of considering various assets simultaneously and
illustrated the influence of incorporating Markov switching parameters and different
stochastic factors on the optimal investment strategy. An empirical study based on
real data confirmed the practicability and good performance of the derived results.
To sum up, we contributed to literature by solving the optimal investment problem
in a realistic model and analyzing the results from theoretical and practical point of
view.



Appendix A

Appendix for Chapter 2

Proof of Lemma [2.43]
Statement i): It is trivially calculated that:
QBO"B(T) _ 2a? exp{—ar} e
or x2[1 — cexp{—ar}]
>0
The statement follows directly.
Statement ii): Observe that:
: —c(k+a)+K—a
lim B*?(r) =
rlg)l (7) X3(1 —c¢)

Inserting the definition of ¢ leads to the statement.

Statement iii): For the limit result consider that a > 0 and for the inequalities
recall the definition of a.

Statement iv): First observe that:

2
l—em—_20 (A1)
—ax°t+K+a

and use that a < “5* and @ > 0 to conclude that 1 — ¢ > 0, ie. ¢ < 1. Now

calculate:
0 _ kb Kk —a— kcexp(—at) — acexp(—ar)

A8
8TA (7)

X2 1 — cexp(—ar)

2a
—ax?+k+a

2AO"’B(T) = x0 ! [2@ exp(—ar) {H——i_a 1}

or X2 1 —cexp(—ar) me—m < —— l—ax?+ Kk +a a
A ~~ 7 0 -~
>0 ~ ::dl

+i1 — exp(—ar) }/(m - a)} :

~\~
>0

Further, insert c =1 — to obtain:

N
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Now note that:

n <0, fora<0 <0, forp<0
ﬁ— =0, fora=0, K—a{=0, fors=0,
X >0, fora>0 >0, for3>0

which yields the statement.
Statement v): First we rewrite function A%?(7) in a convenient way by inserting

Equality (A.1)):

K0 1 — exp(—ar
= ?[(/ﬁ—a)T—an{*\(—axz—l—ﬂ#—al—l— \eXp(—CLTZ H
vV ~ WV
€[0,x] E[OIZ €[0,2x] €lexp(—~rT),1]
2

Now observe that a € [0,k], as f > 0. Thus, K — a € [0,k] and exp(—ar) €
lexp(—£T),1]. Further, —ax?® + x + a € [0,2k], as @ > 0. Now consider the term
%ﬁb_m) and prove that it is monotonically decreasing in a by showing that its

derivative w.r.t. a is negative:

0 <1 - exp(—a7)> _exp(—ar)(l4ar)—1
da 2a B 2a? ’

where negativity follows by the general inequality exp(z) > 1+ z,Vz € R. So, for
1—exp(—ar) 1—exp(—k

a €0, k], b €[ ) limgyo %ﬁm)] The limit is given by:
lim 1 — exp(—ar) — lim exp(—ar)T _T
al0 2a al0 2 2

As 7 € [0, 7], we obtain: 17%‘(;‘”) € [0, £]. Combining the inequalities from above
leads to the statement.

Statement vi): In this proof we consider B*#(7) as a function in o and fix all
other parameters. Computing the first two derivatives shows that B*? is a convex,
monotonically increasing function of a:

0 4a’® exp(—ar)
9 pasy S
8aB () (1 —cexp(—ar))?(—ax®?+ Kk +a)®> — 0
2 2.2 _ _ .
8—Ba’5(7) _ 8a’y exp(—at)(1 — exp(—ar))
da?

(1-— cexp(—a7))3(\—ax2 +r+a)®

TV
>0 >0

Further,

K+ a
5

lim B*?(r) = lim B*"(r) =

i etos X
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Now we would like to find the points where the graph of B*# crosses the graph of
function f(a) = a. To this aim we solve the following equation:

B*?(1) = a & (ax® — k + a)(exp(—ar) — 1) = 0.

Now assume that 7 # 0 and a # 0 and observe that the only solution is given by

K—a

=3 What is more, in this case the first two derivatives are even strictly positive,

which means that B%? is strictly monotonically increasing and strictly convex in a.
K—a K+a

Thus, its graph stays for a € (7, N ) under the graph of the function f(a) = «,

crosses it at « = 5% and converges to it for a 1 ”‘X—t‘l This proves Statement vi) for
7 # 0 and a # 0.
Now assume a > 0 and 7 = 0. Then B*?(0) = « and Statement vi) follows directly

in this case.
O

Proof of Theorem [2.74]

The proof follows the main idea from [86], p. 137, Theorem 8.2.1. Here we generalize
the necessary assumptions and extend the statement to multidimensional Markov-
modulated diffusions and time-dependence of K.

First note that because of the Markov property of (X, MC) it holds for any ¢,r €
0, T7:

k(t,x,e;) = E[exp{ - /OtK(t — s,X(s),MC(s))ds}‘X(O) =z, MC(0) = €i:|

_ E[exp{ - /TWK(t - s,X(s),MC(s))ds} X(r) = 2, MC(r) = e]

Using the equation above and the tower rule for conditional expectations (see Propo-
sition 2.5.1 in [12], p.48) compute for any arbitrary but fixed ¢t € [0,7] and r < t:

LS(r) == %{E[k(t,X(r), MC ()| X(0) = 2. MC(0) = ei] = k(t,a,e)}  (A2)
— %{E[exp{ — /OHT K(t+r-— s,X(s),MC(s))ds}
—2(t+r) ’
- exp { /07“ K(t+r-— s,X(s),MC(s))ds}
—Y(r) ’
_ exp{ _ /Ot K(t—s,X(s), MC(s))ds} ]X(O) = 2, MC(0) = ei] }
— (1) ’
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= l(k‘(lf + 1,2, e) — k(t, ei))

Y(r) - Y(0)

+E[Z(t+r)< )(X(()) = 2, MC(0) = z] (A.3)

r

Now define k@ (z, ;) := k(t, z, ;) and apply the It6’s formula for Markov-modulated
diffusions (Theorem ) to k® (X (r), MC(r)) (considered as a process in r):

KO (X (r), MC(r)) = k¥ (X (0), MC(0)) + /0 T [/%;ﬂ (X (s), MC(5)) (X (5), MC(s))

+ %Tr(l%g, (X(s), MC(5)) 2 (X (5), MC(s)) B (X (s), MC(S))’>

+ EI; auci ik (X(s), ) |ds

+ [ HO(X ), Me(9) (X 6, MC) A (9

+ /O ' (/2;@) (X(s),e1), ..., kO (X(s), 61)>dM(s).

This allows us to rewrite the expression in as follows:
LS(r) = %{E[l{:(t, X(r), MC(r))| X(0) = 2, MC(0) = ] — k(t, 7,¢:)}
—B[} [ HO(X(5) MC(5) (X (5). MC()

+ %Tr (R0 (X (), MC()) 2(X (), MC(s)) (X (), MC(s))')

I
+ 3 quct ik (X(s),¢;))ds
j=1

X(0) = 7, MC(0) = ¢/

+ 1IE[/OT kO (X(s), MC(S))/E(X(S), MC(s))dW (s) ‘X(O) =z, MC(0) = ei]

— My (r)
+ %E[/O (1;@ (X(s)e1), ..., kO (X(s), el)>d]\/[(s) ‘X(O) = 2, MC(0) = el}
—Ma(r) ’

= E[N(r)|X(0) = 2, MC(0) = ¢;] + %E[Ml(r)\X(O) =12, MC(0) = ¢]
+ %E[MQ(THX(O) =1, MC(0) = ¢,].

Observe the following P.a.s. (point-wise) limit for all i = 1,..., I:

a.s. l}foq N(r){X(0) =2, MC(0) = e;} = k.(t,z,e;) p(x, e;)

I

1

+ §Tr(kx$’(t7xu ei)S(x, e)%(w, e)') + Z qi ik (t, T, €;).
j=1
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Together with Assumptions ii), iii) and iv) we obtain:

lim LS(r) = imE[N(r)| X (0) = 2, MC(0) = €;] = k.(t, z,e;) u(z, e;)

rl0 rl0
1 (A.4)
+ §Tr(km/(t,:c,ei)2(:z:,ez z,e;) —i—un (t,x,7).
Further, Assumption v) leads to:
. Y(r) - Y(0) _ _
lglolE[Z(t + r)f‘X(O) =2, MC(0) = ¢] (A5)

= K(t,z,¢;)E[Z(t)| X (0) = 2, MC(0) = ¢;] = K(t,z,e;)k(t,z,¢€;).
Combining Equations (A.4), (A.5) and (A.3]) gives us:

1
hf{)l _(k(t +r,, 6i) - k’(t,.ﬁE, el)) = k:t(ta xz, €i)lu($, 61')
rl0 T

1
+ §Tr(km/(t,x,ei)2(x, €)X (z, e;) —|— qu (t,x,e;) — K(t,z,e;)k(t,z,e;).
By considering %{E[k(t—T,X(T), MC(r)) ‘X(O) =z, MC(0) = ei] —k(t—r,z, ei)}
we obtain analogously:

1
hﬁ)l —(k(t,z,e;) — k(t —r,@,¢;)) = ko(t, 2, €;) i, €;)
ri0 T

1
+ §Tr(km/(t,x,ei)2(x, €)X (z,e;) —|— qu (t,x,e;) — K(t,z,e;)k(t,z,e;).

Thus, k is continuously differentiable in ¢ for all (z,¢;) € D* x £ and fulfills System
(12.23).

Finally, we show that iii)’=-iii), iv)’=-iv) and v)’=-v). For the first statement apply
directly Theorem to follow that M; is a square integrable martingale, thus

E[M;(r)| X (0) = 2, MC(0) = ¢;] = E[M;(0)|X(0) = z, MC(0) = ¢;] = 0.

For the second statement consider:

I

/Or <k(t’X(3),€1), S ,k(t,X(s),eI)>dM(5) _ Z/Ork(t,X(s),ej)de(s),

j=1
and by Theorem [2.69;

]E[/O (k(t, X (5), €3)) " a(M;, Mj) () | X(0) = 2, MC(0) = ]

_ [/OT (k(t, X (s), ej))zvj,j(s)dS‘X(O) =1, MC(0) = ei]
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As v;; is bounded for all i = 1,...,1, condition iv)’ implies again by Lemma m
that M, is a martingale. So,

E[M,(r)| X (0) = 2, MC(0) = ¢;] = E[M>(0)|X(0) = 2, MC(0) = &;] = 0.

For the last statement we just need to show the a.s. convergence of Z (t+r)w
for r | 0. To this aim observe that for any arbitrary but fixed path of X and MC
one can consider Y as a function of r. Furthermore, for any fixed path of MC there
exists a positive number ¢ > 0 such that MC remains constant on [0,¢]. So, we can
apply the generalized Leibniz integral rule (summarized for convenience in Lemma

after the end of this proof) to obtain the derivative Y.
Vi) =Y [ Kaltt 7= 5.X(5), MC(9))ds + K (¢4 7 = r. X(r), MC(1)].
0
Thus, we get:

a.s. 1}%1 Z(t+ r)w = Z(t)Y,(0) = Z(t)K (t, X (0), MC(0)).

For the convenience of the reader we recall the Generalized Leibniz integral rule in
the following lemma:

Lemma A.1 (Generalized Leibniz integral rule))
Consider a real-valued function f : O X [a,b] — R, (x,t) — f(x,t) for an open set
O C R and a compact interval [a,b] C R. Assume that the following conditions hold:

i) For all x € O, the map t — f(z,t) is continuous.
ii) For allt € [a,b], the map x — f(x,t) is differentiable.
iti) The function (x,t) — fo(x,t) is continuous on O X |a, b].

Let a: [z,7] = R and b : [z,7] — R be two real-valued continuously differentiable
functions. Define the following set:

D* = {(x,1) € Rl € [2,7],t € [a(z), b(@))}-
Further, assume that D& c O x [a,b] and define the following function:

b(z)
F(x) = /f) f(x, t)dt.

Then, F(a:) 1s differentiable w.r.t. x and has the following derivative:
b(x)

Fy(z) = Y)h@iﬁﬂhﬂaﬁﬂﬁA@—f@ﬁwﬂ%wi

Proof
Follows directly from the fundamental theorem of calculus (see [69], p.200) and the
Leibnitz integral rule (see [70], p.75.)
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Appendix for Chapter 4

Proof of Remark [4.5]
Let t be an arbitrary time point in [0,7"), where t € [tz,tz ) for some Keo,..., K.
Start by applying It6’s formula step-wise to &™ (T Vmr(T), Xm(T))

@'In

~—

N

T, V™I (T), X™(T)) = " (tx, V™" (tx), X" (tx))
L

(e, m)®™ (s, V™ (s), X™(s))ds
/ Um s, V™™ (s), X™ (s ))EV(V”"’T(S),Xm(s),m(s),ﬂ(s))dWP(s)

/ s, V™ (5), X™(s)) X (X™(s), m(s))dW ™ (s)
(b1, V™ (tx—1), X" (tk-1))

tet+1
/ L (g, ) @™ (5, VT (5), X™(s)) ds
173

k=K-1
T

+ o (s, VT (s), Xm(s)) »V (Vm’”(s), X™(s), m(s), ﬂ(s))dWP(s)

+/t @;’1(5,Vm’”(s),Xm(s))EX(Xm(s),m(s))dWX(s)

tet1
= O™ (1, V™ (E), X Z / L (my ) (s vm”()Xm( )) ds
tr

k=K+1

tii1
+/ UL (g, )@ (5, V™ (5), X™(s)) ds
!

J/

-~

<0

+/t @Um(s,Vm’”(s),Xm(s))Ev(Vm’”(s),Xm(s),m(s),ﬂ(s))dWP(s)
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—l—/t T (s, V™™ (5), X™(5)) X (X™(s), m(s)) AW (s)
< O™(L V(L) X (1))

—l—/t q)vm(s, Vm’”(s),Xm(s))EV(Vm’”(s),Xm(s),m(s),w(s))dWP(s)
+/t T (s, V™ (s), X™(5)) X (X™(s), m(s))dW ™ (s) =: Y™(T).

Note that here we have used the continuity and the piece-wise differentiability of
function ®™. One can show the statement analogously for an arbitrary end-point
Te[t,T]:

O™ (7, V™ (1), X(7)) < BT, VT (E), X))

+ [ OV (s, V™ (s), X ()Y (V™7 (s), X (), m(s), 7(s)) AW (s)

/ (B.1)
+/ 7 (s, V™™ (s), X™(5)) X (X (s), m(s))dW ™ (s) =: Y"™(7).

So, by definition:
Y™ (E) = @™ (¢, V™ (t), X™(1)).

As ®™(7,v,2) > 0 for all (7,v,z) € [0,T] x [0,00) x DX, it follows that Y™ () > 0.
Furthermore, Y is a local martingale, as it has a zero drift and all involved functions
are at least piece-wise continuous, so it is a supermartingale. Then it holds that:

E[UP(V’”’”(T)) ],gz] - ]E[(VmT(T))(S %} - E[cpm (T, V™= (T), X™(T)) ‘%]

< EY™(D)F] < Y™(t) = o™ (8, V™7 (1), X™(1)),

which proves the statement.

O
Proof of Remark [4.6]
First assume iv)’. Going through the same calculations as in the proof of Remark
for 7™ instead of ™ we obtain 7 =" instead if 7 < 7:

O™ (7, V™ (1), X™(1)) = @™ (¢, V™ (t), X™(t))
+/t CDUm(s,Vm’ﬁm(s),Xm(s))EV(Vm’ﬁm(s),Xm(s),m(s),frm(s))dWP(s) (B.2)
—i—/tT @?(s,Vm’ﬁm(s),Xm(s))EX(Xm(s),m(s))dWX(s),

for all 0 <t <7 <T. So, process {®™ (¢, V™ " (t), X™(t)) }te[O 7y is & local martin-

gale. Condition iv) assures by Theorem [2.31|that {®™ (¢, V™" (¢), X™(t)) }

tety, tht1]
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is a martingale for all k£ € {0,..., K}. As function ®™ is continuous, we can con-
clude that {®™ (¢, V™™ (t), X™(t)) }te[o,T} is a martingale.

Now assume iv)” and consider an arbitrary but fixed index k£ € {0,1,..., K}.
Define 6,, as the exit time of {(¢ V™™ (t), X™(t))}teftpte,,) Out of the region
[tk ter1] X [0,n] x [=n,n]. Then lim,_, 0, = ;41 and

2

e[ | " (B0, V7 (), X)) S (V7 (5), X(5), (), 77(5)))
G

. (S, VT (s), Xm(s))ZX (Xm(s), m(s)))2d3

f]<oo,

as all involved functions are continuous in (s, v,z). Together with Equation (B.2])
it follows that:

E[®" (6, V™™ (0,), X™(02)) |-, ] = @™ (b, V™™ (1), X" (t1)).

”

Condition iv)” implies that:

B[O (trar, V™™ (trs1)s X (trs1)) | F, )
T}EEOE[M(QR,VW (0), X™(00)) | Fe] = @™ (£, V™™ (i), X (t1)).

Again, due to the continuity of ®™ it follows that {®™ (¢, V™" (t), X™(t))}
a martingale.

t€[0,T] 15

O

Proof of Proposition

As function ™ given by Equation |-D is obviously continuous and piece—wise suffi-
ciently differentiable, by Proposition 4.3/ we only need to show that {(IJ ) beepo,m =
{@m (¢, V™™ (t), X™(t)) }repo,r) is a martingale. We start by writing down the solu-
tion of the SDE for V™™™

t

VT (1) = vg exp {/0 r(m(s)) + (ul (Xm(s),m(s)) — r(m(s))) 7"™(s)
- %(Wm(s))z<21(Xm(s),m(s))>2ds + /0 ﬁm(s)Zl(Xm(s),m(s))dWP(s)},
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for all 0 <t < T, where vy := Vm”_rm(O). Then we insert it in the expression for ¢":

_ ) exp { t (5r(m(s))ds} exp {A™(t) + B™()X™(t)}

= Yexp { /OT (5r(m(s))ds} exp{A™(0) + B™(0)xo}

-~

=®™(0,v0,70)

exp {/0 § (1 (X7 (), m(s) = r(m(5))) 7(s) — 58 (7"(5)) (51 (X" (), m(5)) )
+ AP (s) + B (s)X "™ (s) + B™ (s)™ (X™(s),m(s))ds

2

+/ Bm(s)ZX(Xm(s),m(s)ZdWX(s)} + i éﬁm(s)El(Xm(s),m(s))JdWP(s)

-

=2F(s,X™(s)) =5 (5,X™(s))
t ¢
=: ®"(0, vy, xo) exp {/ 1 (s, X™(s))ds +/ 2 (s, X™(s))dW ™ (s)
0 0

+/0 Zg(s,Xm(s))dWP(s)} =: ®"(0, v, zo) exp{G(t)}.

Now we recognize easily the differential semimartingale characteristics

705 — 7 (tX™(1) 2oy  TLa(tX™(@0) Tyt X™(1)
0 = (5 mi) ) w70 = () i) )
of the two-dimensional process Z := (X™, G)"

pi (t,z) =p™(z,m(t)) = £© (m(t)) — zKW (m(t))
W2 (t.0) =01, )
=5 (s (. (1)) — r(m(0))) 7(6) — 56 (1))” (Za (r m(1)))

+ A)" + Bl'z + B™ ™ (z,m(t))

2

) 5 - 1
=A™ 4+ B™EO) B™—B"K® 4+ — _pM(1 -
o+ B™k —|—x{t +1_5h( 2(1_5))
52 1 9
m 1 m\2 2 11
- B G<>(1_5)2—§(1_5)2(B)pH< >}

7 () = (5% (. m(t))>2 — B (1))
Ffz(t,x) zfil(t, r) = ¥ (x, m(t))(ElG(t, z) 4 pX§(t, x))

- x{%Bm(t)H(“) (m(t)) + %G(” (m(t))}
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TZ,(t,2) =(S§(t,2))° + (X5 (t,2))° + 208 (1, )25 (¢, )
e o) (14 25 2%

5 2
Toop T (1)) }.

where we have omitted the dependence on m, t and x for reasons of better readability
and we have substituted the following equations:

+2B™(H)GY (m(1))

Observe that p? and I'Z are piece-wise continuous and fulfill conditions i),ii),iii),
iv) from Theorem with p = 1. Next we show that p4 (¢,z) + ;1'% (t,z) = 0,
which by comparison of coefficients is equivalent to Equation for ¢ = 2. This
equation is a direct consequence of the HJB PDE. More precisely, we have:

de™ = L™ (7)™ dt + LN AW + emyVdw
N———
::Mq’m:O

On the other side:

o™(t) = ©™(0) exp{G(t)}.
Thus,

o™ m(, Z 1 Z
0=pu"" =" (13 +§F22)-

It follows from Theorem [2.34] that process {exp{G(t)}}icp,m) and thus also process
{o" () ey = {@™(¢, V™" (t), X™(t)) hepor) are martingales. Application of
Proposition [4.3| completes the proof.

O

Proof of Proposition [4.18
Consider a fixed point ¢t € [tx, tg41) for some k € {0,..., K'}. Recall the probabilistic
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representation for ™ from Proposition [£.7)and apply Lemma[2.42] step-wise starting
at the back:

Wt 3) = E[exp{/tT %g(s X (s), m(s))ds }| X7 (1) = o]

~ exp { /tT %5r(m(s))ds}l€ exp | tT %1 0 . Eii:ii;;jX"‘(s)ds} (1) = ]
—on{ [ sormenasiE[en{ [ 5t EAEZE;B X (s)ds |

~n{ [ Jartmenasfefefend [ OO g g0
_eXp{/tT %5T(m(5))ds}E exp { ttK%iégjgg;;xg(s)ds}

® exp { /75 éér(m(s))ds}E[exp { /t : % 1 f 5 Eié:i;;;QXﬁ(S)ds

+ AVBrm (T — t) 4+ BOPKmE (T — 1) th;(tK)}]

v~

—Ag () — B (7x)

= exp { /tT; dr(m(s )ds} exp{AK(TK)}E[ [exp {BK(TK>X  (tk)

)
B Am( gXm
10 EV g JtIHH
)

z;X’“()d}

— exp /t ' Sor(m(s))ds } exp{ Ax (7))
. w15 (Am(s)’ T
[exp{/t 201 — 6 (V(m(s)))2 t,z(S) 3}

-E[exp {BK(TK)XZZE(tK) + 55

R AT R
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Zexp { /t T %57’<m(s))ds} exp{Ar(7x)}

e Am(s)”
.E[exp { /t % 1 i 5 Ey<m(s>>§2Xt’m(s)ds}

- exp { ABKaBK—th—l(tK _ tK—l) + BBK7;8K—17mK—1 (tK _ tK—l) Xﬁ(tK—l>}]

~~ ~~

=Ag_1(TK-1) =Bg_1(TK-1)

= exp { /tT %5r(m(8))d8} exp{ Ak (Tx) + Ax—1(TK-1)}

E []E[exp {BK,l(TK,l)X{’”;(tK,l)
(
(

—op{ [ Sortmisnas) ( 1 exp{Azm)}) [ exp { B () X5 (t11)

z=k+1

Am(t))" [0 )N(Z,"x(‘S)dSH

®) exp {/t %5r(m(s))ds} ( H exp{Az(Tz)}> exp {iéin+17/3kamk (tosr — tz}

=k+1 h
F=ht =Ag(tpr1—1)

~exp { BBervBeme (1) x}.

=By (tp+1—t)

For the equations marked with (%) we have applied Lemma [2.42] so its assumptions
need to be checked. They read as follows:

15 (Am(t)® | #2(my)

BT () 2y e (B

g = By (Thy1) < R(m};zz(—l— dgmk)7Vk c{0,...,K -1} (B.4)
My

ax =0 < R(mg) + fL(mK). B5)

X2 ()

Inequality (B.3) follows directly from Assumption (4.48) and Inequality (B.5) is
obvious as k(e),a(e) > 0,Ve € £. For Inequality (B.4) we consider two cases: § > 0

and 6 < 0. First assume that 0 > 0. It follows that §; > 0 and thus a(my) < &(my)

forall k € {0,..., K}. Then, ax = 0 < maxees {%} := ¢y. From Assumption
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4.49) we obtain further ¢, < %ﬂflf;’”) for all i € {0,..., K'}. Statement vi) from
Lemma [2.43|leads to ax_ 1 = Br (k) < ¢3 < R(ml;gzr)?jjf?{‘l). To obtain Condition
(B.4) for all k, observe that a, = Bj41(7+1) and continue backwards in an analogous
way showing that By < ¢ < W for all k € {0,--- , K}. Now let § < 0.

Then i, < 0 for all k. It follows from Statements ii) and iii) in Lemma that
By(7i;) < 0 for all k. This yields directly Condition (B.4).
So, by Proposition 4.7, @™ solves the corresponding HJB equation. The verification
result and the optimal portfolio strategy follow as a direct application of Proposition
4.9

O
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Figure B.1: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62)) over time for § = 0.3 and different values of p.

[=n)

Mean-Var. portf. calm state
Hedging term calm state

Mean-Var. portf. turb. state
Hedging term turb. state

rho 1o time rho 1o time

Figure B.2: Optimal mean-variance portfolio (see Equation (4.61])) and hedging term (see Equation
(4.62)) over time for 6 = —1 and different values of p.
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Figure B.3: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62)) over time for § = 0.3 and different values of &.
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Figure B.4: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62)) over time for § = —1 and different values of k.
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Figure B.5: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62)) over time for § = 0.3 and different values of x.
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Figure B.6: Optimal mean-variance portfolio (see Equation (4.61))) and hedging term (see Equation
(4.62)) over time for § = —1 and different values of x.
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Appendix for Chapter 5

Proof of Theorem [5.7]

Consider an arbitrary but fixed point (¢, v, z,¢;) € [0, T]x [0, 00) x DX x & and assume
that the wealth of the investor at time ¢ is v, further X (¢) = z and MC(t) = e;. As
® is a martingale, it follows:

E[Up(VH(D))| 7] = E[(V”_WS
=O(t,v,z,¢;),

‘%] - ]E[cp(T, VF(T), X (T), MC(T)) ‘ﬂt}

which proves the first statement. For the second one we apply the idea from Propo-
sition 2.3 in [63]: First observe that substitution of the ansatz ® = %f in (3.16)
leads to the following system of PDEs for f:

fer fo(r+7"(p—1)) + fop™ + %Tr(fm/EX(EX)’) + [L057% pX'T

1
+ 536~ 1)7?’22’*

quf (t,z,e.), f(T,x,e;) =1,Vie{l,... I},
(C.1)

txel

where ﬁ'(t) = 1175{ (22/)_1(,“_7”) 4 (E/)_lpl(ZX)/sz}

admissible strategy and define process {L(7)},cp1) by

7) = (V)Y V() £ (7, X (1), MC(7)).

Apply 1td’s formula to obtain its dynamics:

. Let m be an arbitrary
(t,x,ei)

aL ={VoY VT St S Tr<fm,zx(zx)> + @ =)+ 7 (—1)
+ fr+ap—r])+ fl(0 — )EXpE’W—l—f SXpY'r + f(6 — 1)A' S 7

+ %f(é —1)(0 — 2)7'8YX'7w + ; (]Mc(T)yif(T, X(7), ei)} dr
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+ VT s Xaw X (vt VYT YT R (6 — D 4 ) Saw T
+ VYTV (F (R X(7),ea), - (X (1), e0))AM
prdr + SPdWS + SEdw 4 2k M,

where we have missed out the arguments (7, X (7), MC(7)) for better readability.
By a substitution of Equation (C.1)) and the definition of 7 it holds:

u = VYTV fo £O(r + 7 — 1)) + fo + %Tr(meX(EXY) + [105% pX'7
I

+ %fd(é — 1)A'EY'7 + Z quo) i f (T, X (1), 6) + (7 = 7) (flp — ]
i=1

+ S () fo + f(6— 1)ZX'7)] = 0.

It follows that L is a local martingale, as all involved functions are continuous in
X, V™, V™ 7w and 7 for all e, € £. Furthermore, as f is assumed to be posi-
tive, process L is positive as well, so it is a supermartingale. Using this together
with the concavity of the utility function Up(v) = %, the martingale property of
{@(r,V7(r),X(7)) }Te[tﬂ and L(T) =1 we obtain the following inequality:

E[Up(VT(D)|#] < E[U(VI(T)| 7] +E[(Up),(VH(T)) (V(T) = V(D)) |F]
=E[Up V<T)| 7]+ [ )| 7] - E[{vI(1)}'| 7]

<E[Up(V(T))|-F] + L(t) — SE[®(T, V™(T), X(T), MC(T)) | ]

:E[ ( (T))! t} +v5f(t x ez) 5®(t v, T ez) E[Up(V (T))L?t}

Our proof is complete.

Observe that we have not used the exponential structure of our model for this proof.

Thus, the result holds for general time-dependent models with a stochastic factor.
(I

Derivation of Remark [5.2]

Consider an arbitrary but fixed point (¢,v,z,¢;) € [0,T] x [0,00) x DX x & and
assume that the wealth of the investor at time ¢ is v, further X(¢) = x and
MC(t) = e;. Let m be an arbitrary admissible strategy. Apply Ito’s formula to
®(,V™(1),X(1), MC(7)), for an arbitrary 7 € [t,T], and use the HJB equation to
obtain:

@(T,VW(T) X(t), MC(r )) (t v, T el)
—l—/t CI)U(S, V7 (s), X(s), MC(s ))EV(V“( ), ($)7MC(3),7T(S))dWP(S)
+/tT (s, V7(s), X (5), MC(5)) =X (X (5), MC(5)) AW (s) (C.2)

/ ZCD 5,V (s), X (s),e;)dM;(s) =: Y (7).
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As @ > 0, it follows that Y (7) > 0. Furthermore, Y is a local martingale, as all
involved functions are continuous in X, V™ and m, for all e; € £. So, Y is a lower
bounded local martingale, thus it is a supermartingale. Then it holds that:

E[UP(V“(T))‘ﬁ] _E w%} = E[®(T, V*(T), X(T), MC(T \%}
<EY(T)|#] <

Y(t) = @(t,v,x,ei).

Proof for Proposition

The proof goes analogously to the proof of Theorem [5.1] Here we include it for
completeness.

Consider an arbitrary but fixed point (t,v,z) € [0,7] x [0,00) x DX and assume
that the wealth of the investor at time ¢ is v and X™(¢) = x. From the martingale
property of {®™ (7‘, VmEt (7)), Xm(T))}Te[t’T] we obtain directly:

’%] — E[cbm(T, mef'”(T),Xm(T))’%] = " (L0, ).

For the second statement substitute expression ™ = % f(t,x) in Equation ([3.20))
to obtain the following PDE for f™:

4 578+ B = 1) Y+ ST (FD (S + ()65 o0
- % 88 — 1)@y ST

fm<T7 Z‘) =1,

= 0,Y(t,x) € [ty, ty1) x DX

(t,a:,m(t))
(C.3)

forallk = 0,..., K, where 7 () = ﬁ{(zy)—l(ﬂ—rw(z) lp'(zX)'ﬁ} .
t,x,m(t
Now define process {L™(7)}reper) by L™(7) == {V™™"( )}5_1Vm7”(7)f(7', X™(7))

for an arbitrary admissible portfolio Strategy . By [to’s formula it follows:

drm :{vm”’f’"}‘*‘lvm:” [ I+ (fmy e + %TT( ;;;,EX(EX)’)
+ MO =D+ (@) (p—1)) + " (r + ﬂ’(u )+ (f)' (6 = HBXpx'z™
+ (f™YS*pXin + fm(0 — DA SY 7™ + fm( (6 —2)(7™)ex'7™ |dr
+{vrmy vy st aw
+ {ymm Ty ma (5~ 1) (7" + 1) SdW T
ptdr + 2 aw X 4 ukawt,
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where we have missed out the arguments (7, X (7), m(7)) for better readability. It
holds:

PP (VY [ (e (Y (= )+ ()Y T (s ()
(YOS SR 4 (5 — 1) (A S
+ (7' = @) (f (=) + S EY) 7+ (6 - 1)8ER)] =0,

where we have substituted Equation and the definition of 7. It follows that

L™ is a local martingale. Furthermore, observe that L™ is positive, so it is a super-
martingale. Using this together with the concavity of the utility function Up(v) = %

and the martingale property of {®™ (7, V™™ (1), X™ (7)) }Te[t 7 We obtain the fol-

lowing inequality:

E[Up(V™™(T))| %]

< E[Up (V™ (T))|Z2] +E[(Up), (V™™ (1)) (V™ (T) = V™ (T))| ]
=E[Up(V"™(T))|-7] + E[L™(T)| 7] - [{V”” }Iﬁ]

< E[Up(V™™(T))|.2] + L™(t) — 6E[@™ (T, V™" (1))|-7]

= E[Up(Vm 7?m(T)) ‘9}] + v5f(t, :c) — §<I>m(t,v, x) = E[ (Vm T )‘L%]

Our proof is complete.

Proof of Proposition

We will show that {&™(t)}iejory = {®™ (¢, V™™ (1), X™(t)) }
and apply Proposition [5.4]

To this aim substitute and in the definition for G and derive its SDE:

o) 18 @ martingale

dG(t) =pC (t, X™ (), m(t))dt + X (£, X™(t), m(t)) AW ¥ ()
+ X5 (¢, X™(t), m(t))dW P (¢),

with
WG = — w6+ — (= Y (SN — 1)+ —— (BmYSXps T ( — 1)
1—-96 1—-6
g = (52 =) + (B (Y B

2= 1) () (S BT + (B X+ (B Y

2§ =2 (= ()7 4 (B7YS),
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where the dependence on (¢, X™(t),m(t)) is omitted for simplicity. Thus, for the
second component of the semimartingale characteristics of G' we obtain:

FG :(Bm)IEX(EX)/Bm + 2%5(Bm)lszE—l(lu _ 7,)
r2 By (B 4 () )
1—9¢ (1—9)2
+ (B™)SX pp/ (BX) B™ +2(n — 1) ()71 (Y) B}
For process X™ we introduce the following notation:
dX™ = @ (6, X™(t), m(t))dt + =% (¢, X™(t), m(t))dW .

Together, the semimartingale characteristics of process Z are given as follows:

(5
= (e oy S0 Y,

The model specifications from (3.2)-(3.7) lead to the affine representations for p#
and T'Z as stated in the proposition. The required conditions i)-iv) assure that we
can apply Theorem to process Z. We only need to show that p“ + 3% =0 in
order to conclude that exp{G} and thus ®™ as well are martingales. This condition
follows from the fact that " solves the HJB PDE. More precisely, we have:
de™ = L™ (7)®" dt + SN AW + o7V dW .
—
=:u®™=0
On the other side:
O™ (t) = ™ (0) exp{G(1)}.
Thus,

m 1
0=p®" = CDm(,uG + §FG).
So, process ®™ is a martingale. We can conclude by Proposition that ®™ and
7™ are the optimal solution for the time-dependent model.
O

Proof of Proposition [5.13
It follows directly from Theorem that function B is the solution of the following
ODE:

By(t) + 6 — B(t)x = 0, B(T) = 0.
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Thus, we obtain for B the expression given by . Substitution of the model
specifications from in leads to the solution for w as given by . So,
function ® as defined in is the HJB solution and its maximum is obtained at
7 as given in ((5.42]).

What remains to be demonstrated is that {@™ (¢, V™ " (t), X™(t)) }tepo,r] is a mar-
tingale, where function ®™ is given by:

)

O™ (t,v,x) = % exp { /tTw(s,m(s))ds} exp{B(t)z}. (C4)

Start by applying It6’s formula:
O™ (£, V™ (t), X™(t)) = @ (0, V™7 (0), X™(0))

i ?(m(s), ™MD (s, V™ (s), Xm(s)st

=0

+/0 O (5, V™ (5), X™(8)) Sy (5, V™ (), m(s), 7 (s)) AW (s)

+/0 CIDT(S, Vm’ﬁm(s),Xm(s))E;/(Vm’ﬁm(s),m(s),ﬁm(s))dWQP(s)

o [ BV ) X)) ),

for any t € [0,7]. We will apply Theorem to prove that the process above is a
square integrable martingale. Thus, we need to show that:

[/( @W)fﬂ<m
e[ [ (ovn )df}

where we substituted dW} = —dW¥ and omitted the arguments of the functions
to improve readability. Recalling from ([5.38) and (3.9) the definitions of ®™ and

YV = (ZV, %)) and the fact that B(t), w(t,e;), Ao(Ty —t) and 7™ (¢) are bounded
on [0, 7], it becomes clear that it suffices to show the following inequality:

A= E[/OT(V’”’”m ()% exp {ZB(t)Xm(t)}dt] < 00. (C.5)
Note that the solution for process V™" is given by:
VT () = V™T(0) exp { /Ot X™(s) 4+ 7 (s) A\ xAz(Ty — s) + 75 (s) Aav
— 5 DT = T (s) + 7 (o]’ — 5 7 (s)y 1 o] s

[ el = 7 (6) + A )W)+ [ 7501 a6}
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where we again omitted the dependence of the parameters on m(t). Inserting the
previous expression and the relation W = —W¥ in the formula for A from (C.5)
leads to:

A= UO(SE[/
- %[XA2(T1 —s)at"(s) + ﬁgn(s)Ple}Q — %[ﬁ?(s)\/ - p%QV}zdS
425 /0 LAT(8)prav — XAs(Ti — $)F(5)dWX (5)

gy /0 L /1 pad W (s )+ 2B()X™ (1)}t

By exploiting the boundedness of 7™(t) and Ay(7) —t) on [0, 7], we obtain:

T

t
exp {25/ X"(s) + 7 (s)MxAe(Th — s) + 75 (s) Aav
0

t

T t
A< clE[/ exp {25 X™M(s)ds + 25/ —T0(8) prav — XA (T} — 8)7T(s)dAW ™ (s)
0 0 0

+26 /Ot 7o (s vy /1 — p2od W () + 2B(t)Xm(t)}dt},

for some constant ¢; € [0,00). Now insert the following two equations for process
X

/ X" (s (Xm(O) — X™(t) + /0 kO(m(s))ds + XWX(t))
X™(t) = X™(0)e " + /t " k0 (m(s))ds + /t xe AW X (s),

and rewrite the inequality for A:

A< cl]E[/OT exp {25 (X™(0) — X™(t) + /Ot kO(m(s))ds + XW* (t))

t
425 / LAT(5)prov — X ATy — $)F(5)dWX (5)
0

426 /0 Cam(s)w V1= padWE (s) + 2B(1)X™ (1) ]

_ CIE[/OT exp {2—:()("‘(0) + /Dt k0(m(s))ds + XWX (t))

#25 [ A ()~ xAlTi — TN

#2(8(0) - 2) [ 100w () +25 [ wpm /1= daws o
0

_) (Xm(O)e_"t n /Ot e“(s_t)lie(m(s))ds) }dt]

+2(B(t) — -
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T t 25
< CQE[/ exp { / ;X + 25( — 75 (8)prov — xA2(Th — 3)7??1(3))
0 0

+2(B(t) — %) (Xe“(s’t))dWX(s) + /Ot 207y (s)vy /1 — p%QdWQP(s)}dt}

. CQE[/OTexp{/Ota(s,t)dWX(s)—i—/otb(s)szP(s)}dt],

where ¢; € [0,00). As a and b are bounded and thus integrable, and W* and W’
are independent we get:

/Ota(s,t)dWX(s) + /Ot b(s)dWY (s) L N(O, /Ot a’(s,t) + b2(s)ds>,

where N (11, 2?) denotes the normal distribution with mean g and variance %2, Now
exchange the integration and the expectation:

A< e /OTE[eXp{/Ot@(s,t)dWX(S)_,_/Otb(s)dWQP(s)Hdt
., /OTeXp {%/Ot @(s,1) + P2(s)ds }dt < ¢ < oo,

for a constant ¢z € [0, 00). Our proof is complete.

Note that the verification result can be also proved by Proposition [5.6l However, we
prefer to provide an alternative approach as it is straightforward, does not rely on
more specific concepts and illustrates a possible solution method when Proposition
[5.6] is not applicable. O

Proof of Proposition [5.14

Again, we will apply Theorem To this aim we first find in explicit
form a function ® that solves the HJB equation. Then we show that process
{@™ (¢, V™™ (t), X™(t)) hejor] is a martingale by Proposition .

From Theorem it follows directly that functions B;, for j = 1,2 satisfy the
following ODEs:

0 ) 1
52 T B [1—_5Xj/)j0j — 5] + 5(B;)

QXJQ 1 5 2

with terminal condition B;(T) = 0. Note that Equation ((C.6]) corresponds to Equa-
tion (5.29)), where we have substituted the model specifications from . Condi-
tions and allow us to apply Corollary and conclude that functions
Bj, for j = 1,2 are as in Equation . Furthermore, from Theorem function
w is given as in Equation . The expression for 7 follows as well directly from
Theorem (.10

What remains to be proved is that {®&™ (¢, V™" (¢), X™(t)) }ejo7) is a martingale.
We will show this by applying Proposition [5.6, Consider process G as defined there:

VT (1), X™(t)
Q(t) == In ( S0,V (0), Xm(0)>>
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From the poof of Proposition [5.6| we know that the dynamics of process G are given
by:

dG(t) = p% (s, X™(s))ds + > _ B (s, X™(s))dW;* + Z 2G4 (5, X™(s))dW,

j=1
where
2
0 § — 202
1 (s, X™(s)) = Z Xi"(s) [aBj(s) — r;Bj(s) + mcf
j=1
52 J

Thus, the differential semimartingale characteristics of process Z = (X", X", G)
are given as follows:

2 2
2 ) 20
Th(tz) =) [(Bj(t)) X; + = 5)203 + mBijCij

)
P2t x) =Tt x) = x;z; [Bj(f)Xj + 1—_5pj(cj + Bj(f)Xij)} :

for j = 1,2. It is easily checked that u? and I'? satisfy Conditions i)-iv) from The-
orem [2.34| with p = 2. Thus, by Proposition , {@m (t, V() Xm(t)>}}te[0,T] is
a martingale. Note that the martingale condition [2.4] from Theorem is already
proved in Proposition [5.6| Finally, Theorem delivers the verification result for
the Markov-modulated model.

O
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Appendix for Chapter 6

Proof of Theorem [6.5

First denote:
C™(t) :== V7 (t) — Fd(t, X1 (t)), (D.1)
for all t € [0,7]. Analogously to SDE it can be shown that d exhibits the

following dynamics:
dd(t, X (1)) =d(t, X1 (1)) | {r(X:(1)) + Ax(T: = )TEM (MC(D)) }at .
2
+ Ay (T, — t)zﬁdwﬂ . 02

Substitution of (D.2)), the SDE for V™ from (3.9 and the definitions of process 7
from (6.33) in (D.1)), leads to the following SDE for process C™:

ACT(1) = {V7X) — FaX, 4 O = ) (55) 7 (= 1)
1 B /
+ mC”TzEXpE‘l(u 1)+ P2 (o — ) — FdAS(T — t)zﬁAl}dt
1 Ly
T . /2/71 w_xEX F/ZX
O = ) () g O F R

— FdA(T — )2X(1,0, ... ,0)}dWP,

where the dependence on (¢, X (t), MC(t)) is omitted for better readability. Using
that:
d, 5% p = (dAy(T — t)37,0,...,0)
d.XXpS ™ p — 1) = dAy(T — )X A,
the SDE for C™ simplifies to:
407(6) = 07 (0)[{X0 500 = Y E2) M=)+ N - ) e
1

+ 1——(5{(H —r)(Z) "+ %pr}dwp].
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From the exponential structure of the above SDE we can follow that if C™(0) > 0,
then C™(t) > 0, for all t € (0,T].
O

Proof of Theorem [6.6]

In what follows we extend the proof of Theorem to the HARA utility function.
Consider an arbitrary point (t,v,z,e;) € D*, where v corresponds to the wealth of
the investor at time point ¢ and X (¢) = x, MC(t) = e;. The first statement follows
directly by applying the terminal condition from and the martingale property
of &:

E[Un (VF(T)) 2] = E[®(T, V(T), X(T), MC(T))|.Z.] = ®(t,v,z,e;).

For the second statement consider an arbitrary admissible strategy m € A(t,v) and
define the following process for 7 € [t, T

L(r) == { V7(r) = Fd(r, Xy(7)) }' " { V(1) — Fd(7, X,(7)) }f (r, X (1), MC(r)).

N

::C”(T) ::C”(T)

First, we show that process L is a supermartingale. To this aim we derive its
dynamics by applying It6’s formula for Markov-modulated diffusions (see Theorem
2.72):

AL(r) = (@) O (O [FX0 + ot fur 4 ST {5 ()

- i quc,:fle)] + CT(6 = D) [fVTXy + 7' (n— )] — fFd[X; + AX ]

- lesz’vﬁﬁ — 18X pFdA;X (1,0, ..,0)]

+ %(5 —1)(6 = 2)f[(VT)'FEET + (FdASY)? + 2V T FdAE S 7'5(1,0, ..., 0)] }
+ (C*)‘S‘sz{cﬁ Flu—1)+ (6 — D) fEXVer

(6 — 1) fFdAYSES(1,0,...,0) + Cﬁzp'(zX)/fI}
+ (Cﬁ)é_QFdAQZﬁ{ CCTFM 4 (6 — 1) fFdAYE

(6= D) fVTA'E(,0,...,0) — CTFSXp(1,0, ... ,0)’}}017
(") e e Xaw X

[(5 —1)(CTY PO VRS — FdANE(1,0...,0))
(C7)" VRS - FaAS (1,0, 0)} | aw”
(c

+ o+ 4+ o+

N (fler) o flen)dM = pdr + SEWY + SEAW? + sEd,
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where Ay = Ao(T — 7) and the dependence on (7, X;(7), MC(7)) is omitted for
better readability. Now we show that u” = 0. To ease the exposition we introduce
the following notation:

pb = (CTY 20T (%) + (CT) VT (x) + (C7) T2 FdALSY (% # %),

By a substitution of (6.25)) in the expressions for (xx) and (* * %), we obtain (k%) =
(0,...,0) and (% * %) = 0. It remains to be shown that (x¥) = 0. Observe that by

5
inserting ®(t,v,x,e;) = é‘sa{ =(v— Fd(t, Il))} f(t,x,e;) in System (6.22)) with
m = 7 we obtain the following System of PDEs for f:

I
(C)*[fi+ fou™ + %Tr{fm/zx(z)fy} +3 quef(e)]

z=1

+OCTVT[f[Xy + 7' (1 — 7)) + 750 (52X £
- 5CﬁF[f( + My dzl + ;(Zﬁ)2d$1$1) + f:J,cZX(ZX)/dx}
—5(1—10) [%(V”)z [RSES R = VIF 'S (5%)d, + %f (FE1ids,)*] = 0.

Exploiting , the PDE for d and the definition of 7 (6.25) we obtain
(¥) = 0. Together, u© = 0. Thus, L is a local martingale. As it is positive, it is a
supermartingale.

Now we apply the concavity of the utility function, the supermartingale property of
L and the martingale property of ® to prove the statement:

E[Ux(VT(T]))|Z] <E[Us(VT(T)) + (Un)o(VT(T)) (VT(T (1)) |#]

= E[UH(W(T)) EA +E[(UH) (VH(T))(V™(T) — FD(T, T X1 (T)))|-#]

—E[(Un), (V1)) (VI(T) — FD(T, T, Xo(T))) | 7]

—E[Uy(VF(T))| %] +E[WLT EA

~E[6(T, V”(T), (T), M T))}%}

<E[Uy ( )! 7| —i— 5 L(t) — 6P (t, v,z €;)

= E[Ux (VH(T))| 7).

(Il

Proof of Proposition

We apply Proposition [6.8 Note that for the considered model specifications System
(6.27)) takes the following form:

0

aBl< ) Bl(t>lﬁl+520

0 1 4] 1 4§ D.4
aBQ( ) BQ\(/‘{Q 1_5)(2,0)\2)—1—232 X2(1+—6 )+§1—_5)\2—0 ( )

Vv Vv
=Ko :)22
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with B1(T") = 0 and By(T") = 0. The solution for By is trivial and the solution for By
follows from Corollary , where Conditions @ and assure its applicabil-
ity. Now, adopting the notation from Proposition @, we define Z := (XJ", X7, G).
A straightforward substitution of the model definition in the expressions for x# and
I'? from the proof of Proposition and Proposition |5.6{shows that conditions i)-iv)
from Theorem [2.34] are fulfilled for p = 1. The statement follows directly.

O
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