Equilibrium Theory
in
Continuous Time

Lecture Notes
Tomas Bjork
Stockholm School of Economics

tomas.bjork@hhs.se

This version: March 1, 2012

First version: February 25, 2011

Preliminary, incomplete, and probably with lots of typos






Contents

I

1

Portfolio Optimization

Stochastic Optimal Control
1.1 AnExample. . . . . . .. ...
1.2 The Formal Problem . . . . . ... ... ... ... ........
1.3 The Hamilton—Jacobi-Bellman Equation . . . . . .. ... .. ..
1.4 Handling the HJB Equation . . . . . .. .. ... ... ... ...
1.5 Optimal Consumption and Investment . . . . . . ... ... ...
1.5.1 A Generalization . . . . ... .. ... ... ... . ...
1.5.2 Optimal Consumption . . . . . ... ... ... ......
1.6 The Mutual Fund Theorems . . . . . . . . ... ... .. .....
1.6.1 The Case with No Risk Free Asset . . . . ... ... ...
1.6.2 The Case with a Risk Free Asset . . . . . ... ... ...
1.7 Exercises . . . . . . ..
1.8 Notes . . . . . . e

The Martingale Approach to Optimal Investment

2.1 Generalities . . . . . ..o
2.2 TheBasicldea . ... .. ... .. .. ... .. ...
2.3 The Optimal Terminal Wealth . . . .. .. ... ... ... ...
2.4 The Optimal Portfolio . . . . . .. ... ... ... ... ....
25 Logutility . . . . ...
2.6 Exercises . . . . ... e
2.7 Notes . . . . . e

Connections between DynP and MG

3.1 Themodel . . . . .. . . ...
3.2 Dynamic programming . . . . . . . . . ...
3.3 The martingale approach . . . . ... ... .. ... ... ...,
3.4 The basic PDE in the MG approach . . . .. ... ... .....
3.5 An alternative representation of H . . . . . .. ... ... ....
3.6  The connection between Kolmogorovand HIB . . ... ... ..
3.7 Concluding remarks . . . ... ... oL oL
3.8 Exercises . . ...

11
11
12
15
22
24
24
25
28
28
32
34
36

37
37
39
40
41
42
44
44



II Complete Market Equilibrium Models

4 A Simple Production Model

4.1 The Model . . . ... ... .. ... .
4.2 Equilibrium . . .. ... o o
4.3 Introducing a central planner . . . . ... ... ...
4.4 The martingale approach . . . . ... .. ... ...
4.5 Introducing a central planner . . . . ... ... ...
4.6 Concluding remarks . . . ... ... ... ... ...
4.7 EXercises . . ... ..o
4.8 Notes . . . . .. .
5 The CIR Factor Model

51 Themodel . . . . . . . ... ... ... ... ..

5.1.1 Exogenous objects . . ... .. ... .....

5.1.2  Endogenous objects . . . .. ... ... ...

5.1.3 Economic agents . . . ... ... ... ...
5.2 The portfolio problem . . . . ... ... ... ....

5.2.1 Portfolio dynamics . . . . . .. ... ...

5.2.2 The control problem and the HJB equation

5.3 Equilibrium . . . ... ... 0000
5.4 The short rate and the risk premium for ¥ . . . . .
5.5 The martingale measure and the SDF . . . . . . ..
5.6 Risk neutral valuation . . .. ... ... ... ....

5.6.1 The martingale argument . . . . ... .. ..

5.6.2 The PDE argument . . . ... ... .. ...
5.7 Another formulafor o . . . .. ... 0oL
5.8 Introducing a central planner . . . . . ... ... ..
5.9 The martingale approach . . . .. .. ... ... ..
5.10 Exercises . . . . . ..o
511 Notes . . . . .. . .

6 The CIR Interest Rate Model

6.1 Dynamic programming . . . . . . . .. .. ... ...
6.2 Martingale analysis . . . . . . .. .. ... ... ...
6.3 Exercises . . . .. ... s
6.4 Notes . ... .. . . ...
7 Endowment Equilibrium 1: Unit Net Supply
7.1 Themodel . . . . . .. .. ... ... ... ..
7.1.1 Exogenous objects . . ... ... ... ....
7.1.2 Endogenous objects . . ... ... ... ...
7.1.3 Economic agents . . ... ... ... .....
7.1.4 Equilibrium conditions . . . . . ... .. ...
7.2 Dynamic programming . . . . . . . .. .. ... ...

7.2.1 Formulating the control problem . . . . . ..

CONTENTS



CONTENTS

7.2.2 The HIJB equation . . ... .. ... ... . ... ....
7.2.3 Equilibrium . . .. ..o oo
7.3 The martingale approach . . . .. ... ... ... ... ...
7.3.1 The control problem . . . . .. ... ... ... .
7.3.2 Equilibrium . . . . ... oo o
733 Logutility . . . . ... ...
7.4 Extending the model . . . . . . . .. ... oL
7.4.1 The general scalar case . . .. ... ... ... ......
7.4.2 The multidimensional case . . . . . . .. ... ... ....
743 Afactormodel . . ... .. ... ... ... ...
7.5 Exercises . . . . ...
7.6 Notes . . . . . . . e

8 Endowment Equilibrium 2: Zero Net Supply
81 Themodel . . . . . . . . .. ...
8.1.1 Exogenous objects . . . ... ... ... ...
8.1.2 Endogenous objects . . . ... ... ...
8.1.3 Economic agents . . . .. ... ... ... 0L
8.2 Dynamic programming . . . . . . . . . ...
8.2.1 Formulating the control problem . . . . . ... ... ...
8.2.2 The HJB equation . . . . ... .. ... ... .......
8.2.3 Equilibrium . . . . ... oo
8.3 The martingale approach . . . . ... ... .. ... ... .. ..
8.3.1 The control problem . . . . ... ... ... ... ...
8.3.2 Equilibrium . . . . ... oo
84 Notes . . . . . . . e

9 The Existence of a Representative Agent
9.1 Themodel . . . . . . . .. ..
9.1.1 Exogenous objects . . . .. .. ... ... L.
9.1.2 Endogenous objects . . . . .. ... oL
9.1.3 Economic agents . . . ... .. ... ... L.
9.1.4 Equilibrium definition . . . . . ... ... ... ... ...
9.2 The optimization problem of the individual agent . . . . . . . . .
9.3 Constructing the representative agent . . . . ... ... .. ...
9.4 Theexistenceresult . .. .. ... . ... ... ...

10 Two examples with multiple agents
10.1 Log utility with different subsistence levels . . . . . . . . ... ..
10.2 Log and square root utility . . . . .. ... ... ... ......

ITTI Models with Partial Information

11 Stating the Problem

88
89
92
92
93
95
95
96
96
98
100
100

101
101
101
102
102
103
103
105
105
106
106
108
108

109
109
109
110
110
111
111
112
113

117
117
120

123

125



12 Non Linear Filtering Theory

12.1 The filtering model . . . . . . . ... ... ... ....
12.2 The innovation process . . . . . . . . . . . .. ... ..
12.3 Filter dynamics and the FKK equations . . . . . . ..
12.4 The general FKK equations . . . . . .. .. ... ...
12.5 Filtering a Markov process . . . . . . . ... ... ...

12.5.1 The Markov filter equations . . . . . . . . . ..

12.5.2 On the filter dimension
12.5.3 Finite dimensional filters
12.6 The Kalman filter

12.6.1 The Kalman model . . . . . . . . ... ... ..

12.6.2 Deriving the filter equations in the scalar case
12.6.3 The full Kalman model

12.7 The Wonham filter . . . . . . . . . . ... ... ....

12.8 Exercises
12.9 Notes

13 Production Equilibrium under Partial Information

13.1 Themodel . . . . . . . . . . . . . . .. . ... . ...,

13.2 Projecting the S dynamics.

13.3 The filtering equations . . . . . . .. ... ... .. ..
13.4 The control problem . . . . .. ... ... .. .....
13.5 Equilibrium . . . .. .. ..o

13.6 Notes

14 Endowment Equilibrium under Partial Information

14.1 Themodel . . . . . . . . .. ... L
14.2 Projecting the e-dynamics . . . . . . . . ... ... ..
14.3 Equilibrium . . . . ... o000

14.4 A factor model

A Basic Arbitrage Theory
A.1 Portfolios
A.2 Arbitrage

A.3 Girsanov and the market price for risk . . . ... ...
A.4 Martingale Pricing . . . . . . ... ... ... ... ..
A5 Hedging . . . . . . ...
A.6 Stochastic Discount Factors . . . . . . ... ... ...
A7 Dividends . . . . . ...

A.8 Consumption
A.9 Replicating a consumption process
A .10 Exercises
A.11 Notes

CONTENTS

127



CONTENTS 7

B The Conditional Density 167
B.1 The evolution of the conditional density . . . . .. .. ... ... 167
B.2 Estimation of a likelihood process . . . . . . . . .. .. ... ... 169
B.3 Un-normalized filter estimates . . . . . . . . ... ... ... ... 172

B.3.1 The basic construction . . . . . . .. ... ... 172
B.3.2 The Zakai equation . . . . . .. ... ... ... .. .. .. 173
B.3.3 The SPDE for the un-normalized density . .. ... ... 174
B.4 Exercises . . . . . . ... 174

B.5 Notes . . . . . . . . e 175



CONTENTS



Part 1

Portfolio Optimization






Chapter 1

Stochastic Optimal Control

1.1 An Example

Let us consider an economic agent over a fixed time interval [0,7]. At time
t = 0 the agent is endowed with initial wealth 2y and his/her problem is how to
allocate investments and consumption over the given time horizon. We assume
that the agent’s investment opportunities are the following.

e The agent can invest money in the bank at the deterministic short rate of
interest 7, i.e. he/she has access to the risk free asset B with

dB = rBdt. (1.1)

e The agent can invest in a risky asset with price process S;, where we
assume that the S-dynamics are given by a standard Black—Scholes model

dS = aSdt + o SdW. (1.2)

We denote the agent’s relative portfolio weights at time ¢ by u? (for the riskless
asset), and uj (for the risky asset) respectively. His/her consumption rate at
time ¢ is denoted by c¢;.

We restrict the consumer’s investment—consumption strategies to be self-
financing, and as usual we assume that we live in a world where continuous
trading and unlimited short selling is possible. If we denote the wealth of the
consumer at time ¢ by Xy, it now follows from general portfolio theory that
(after a slight rearrangement of terms) the X-dynamics are given by

dXy = X, [ufr + ugo dt — cpdt + uyo X, dW,. (1.3)

The object of the agent is to choose a portfolio-consumption strategy in such
a way as to maximize his/her total utility over [0, 7], and we assume that this
utility is given by

T
E / F(t, e)dt +®(Xr) |, (1.4)
0

11
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where F' is the instantaneous utility function for consumption, whereas ® is a
“legacy” function which measures the utility of having some money left at the
end of the period.

A natural constraint on consumption is the condition

¢ >0, Vt >0, (1.5)
and we also have of course the constraint
u +up =1, Vt > 0. (1.6)

Depending upon the actual situation we may be forced to impose other con-
straints (it may, say, be natural to demand that the consumer’s wealth never
becomes negative), but we will not do this at the moment.

We may now formally state the consumer’s utility maximization problem as
follows.

T
max E / F(t,c)dt + @(Xr) (1.7)
u’, ut, c 0
dX, = Xy [ufr + uja] dt — cidt + upo X dW,, (1.8)
XO =Xy, (19)
ct >0, Vt >0, (1.10)
ud +uf =1, Vt > 0. (1.11)

A problem of this kind is known as a stochastic optimal control problem.
In this context the process X is called the state process (or state variable),
the processes u°, u!, ¢ are called control processes, and we have a number of
control constraints. In the next sections we will study a fairly general class
of stochastic optimal control problems. The method used is that of dynamic
programming, and at the end of the chapter we will solve a version of the
problem above.

1.2 The Formal Problem

We now go on to study a fairly general class of optimal control problems. To
this end, let p(t,x,u) and o(t, z,u) be given functions of the form

p: Ry x R"x R — R™,
o:Ry x R" x RF — R"x4,

For a given point xy € R™ we will consider the following controlled stochas-

tic differential equation.
dXt = u(t,Xt,’lLt) dt+0’(t,Xt,ut) th, (112)
XQ = Xo- (1 . 13)
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We view the n-dimensional process X as a state process, which we are
trying to “control” (or “steer”). We can (partly) control the state process X
by choosing the k-dimensional control process u in a suitable way. W is a d-
dimensional Wiener process, and we must now try to give a precise mathematical
meaning to the formal expressions (1.12)—(1.13).

Remark 1.2.1 In this chapter, where we will work under a fized measure, all
Wiener processes are denoted by the letter W.

Our first modelling problem concerns the class of admissible control pro-
cesses. In most concrete cases it is natural to require that the control process
u is adapted to the X process. In other words, at time ¢ the value u; of the
control process is only allowed to “depend” on past observed values of the state
process X. One natural way to obtain an adapted control process is by choosing
a deterministic function g(¢, x)

g: Ry x R" — RF,
and then defining the control process u by
Ut =g (ta Xt) .

Such a function g is called a feedback control law , and in the sequel we will
restrict ourselves to consider only feedback control laws. For mnemo-technical
purposes we will often denote control laws by u(t, z), rather than ¢(¢,z), and
write u; = u(t, X;). We use boldface in order to indicate that u is a function.
In contrast to this we use the notation u (italics) to denote the value of a control
at a certain time. Thus u denotes a mapping, whereas u denotes a point in R*.

Suppose now that we have chosen a fixed control law u(¢,x). Then we can
insert u into (1.12) to obtain the standard SDE

dXt = u (t, Xt7 u(t7 Xt)) dt +o (t, Xt, u(t, Xt)) th (114)

In most concrete cases we also have to satisfy some control constraints,
and we model this by taking as given a fixed subset U C R* and requiring that
us € U for each t. We can now define the class of admissible control laws.

Definition 1.2.1 A control law u is called admissible if
o u(t,z) €U forallt € Ry and all x € R™.
e [or any given initial point (t,x) the SDE

dXs = p(s,Xs,u(s,Xs))ds+ o (s, Xs,u(s, X)) dWs,
Xt = X

has a unique solution.

The class of admissible control laws is denoted by U.
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For a given control law u, the solution process X will of course depend on
the initial value x, as well as on the chosen control law u. To be precise we
should therefore denote the process X by X*", but sometimes we will suppress
x or u. We note that eqn (1.14) looks rather messy, and since we will also
have to deal with the Itd formula in connection with (1.14) we need some more
streamlined notation.

Definition 1.2.2 Consider eqn (1.14), and let’ denote matriz transpose.

e For any fived vector u € RF, the functions p*, o and C* are defined by

pttz) = pltz,u),
o“(t,z) = ot z,u),
C*(t,x) = o(t,z,u)o(t,z,u).

e [For any control law u, the functions p*, o%, C*(t,z) and F“(t,z) are

defined by
wt(t,x) w(t, z,u(t, x)),
o(t,z) = o(t,z,u(t,z)),
C%(t,z) = o(t,xz,u(t,x))o(t,z,u(t,x))
FY(t,x) F(t,z,u(t,x))

e For any fized vector u € R¥, the partial differential operator A* is defined

by
2

S u LL 8
:;,ui(t,x ZC txaxié‘xj'

1,5=1

e For any control law u, the partial differential operator A" is defined by

:;ui(t,x ZC’ txaziaxj'

3,7=1

Given a control law u we will sometimes write eqn (1.14) in a convenient
shorthand notation as
dX; = ptdt + o"dW;. (1.15)

For a given control law u with a corresponding controlled process X" we
will also often use the shorthand notation u; instead of the clumsier expression
u (t, X}).

The reader should be aware of the fact that the existence assumption in
the definition above is not at all an innocent one. In many cases it is natural
to consider control laws which are “rapidly varying”, i.e. feedback laws u(¢, x)
which are very irregular as functions of the state variable z. Inserting such an
irregular control law into the state dynamics will easily give us a very irregular
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drift function p (t,z,u(t,z)) (as a function of z), and we may find ourselves
outside the nice standard Lipschitz situation, thus leaving us with a highly
nontrivial existence problem. The reader is referred to the literature for details.

We now go on to the objective function of the control problem, and therefore
we consider as given a pair of functions

F:R, x R"x RF - R,
®:R"— R.

Now we define the value function of our problem as the function
~.7 (U Uu— R7
defined by

T
Jo(w) = E / F(tXP ug)di + @ (X3 |
0

where X" is the solution to (1.14) with the given initial condition X, = xo.
Our formal problem can thus be written as that of maximizing Jo(u) over
all u € U, and we define the optimal value J; by

Jo = sup Jo(u).

ucld

If there exists an admissible control law G with the property that
Jo(8) = Jo,

then we say that 1 is an optimal control law for the given problem. Note that,
as for any optimization problem, the optimal law may not exist. For a given
concrete control problem our main objective is of course to find the optimal
control law (if it exists), or at least to learn something about the qualitative
behavior of the optimal law.

1.3 The Hamilton—Jacobi—Bellman Equation

Given an optimal control problem we have two natural questions to answer:
(a) Does there exist an optimal control law?
(b) Given that an optimal control exists, how do we find it?

In this text we will mainly be concerned with problem (b) above, and the
methodology used will be that of dynamic programming. The main idea
is to embed our original problem into a much larger class of problems, and then
to tie all these problems together with a partial differential equation (PDE)
known as the Hamilton—Jacobi-Bellman equation. The control problem is then
shown to be equivalent to the problem of finding a solution to the HJB equation.
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We will now describe the embedding procedure, and for that purpose we
choose a fixed point ¢ in time, with 0 < ¢ < T. We also choose a fixed point
x in the state space, i.e. € R™. For this fixed pair (¢,z) we now define the
following control problem.

Definition 1.3.1 The control problem P(t,x) is defined as the problem to maz-
mize

E,, /T F(s, X3, u,)ds + @ (X2 | | (1.16)
t
given the dynamics
dX3 = p(s, X3u(s, X)) ds+ o (s, X3 u(s, X)) dWy, (1.17)
X, = = (1.18)
and the constraints
u(s,y) €U, Y(s,y) € [t,T] x R". (1.19)

Observe that we use the notation s and y above because the letters ¢t and «
are already used to denote the fixed chosen point (¢, x).

We note that in terms of the definition above, our original problem is the
problem P(0,x0). A somewhat drastic interpretation of the problem P(t,x) is
that you have fallen asleep at time zero. Suddenly you wake up, noticing that
the time now is ¢ and that your state process while you were asleep has moved
to the point x. You now try to do as well as possible under the circumstances,
so you want to maximize your utility over the remaining time, given the fact
that you start at time ¢ in the state z.

We now define the value function and the optimal value function.

Definition 1.3.2

e The value function
J: Ry xR"xU— R
is defined by

T
J(t,z,u)=F / F(s, X} us)ds + @ (X7)
t

given the dynamics (1.17)—(1.18).
e The optimal value function
V:R, xR"—R
1s defined by

V(t,z) = sup J(t,z,u).
ueld
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Thus J(t,z,u) is the expected utility of using the control law u over the
time interval [t, T], given the fact that you start in state x at time t. The optimal
value function gives you the optimal expected utility over [t, T] under the same
initial conditions.

The main object of interest for us is the optimal value function, and we
now go on to derive a PDE for V. It should be noted that this derivation is
largely heuristic. We make some rather strong regularity assumptions, and we
disregard a number of technical problems. We will comment on these problems
later, but to see exactly which problems we are ignoring we now make some
basic assumptions.

Assumption 1.3.1 We assume the following.
1. There exists an optimal control law 1.
2. The optimal value function V is regular in the sense that V € C12,
3. A number of limiting procedures in the following arguments can be justified.

We now go on to derive the PDE, and to this end we fix (¢,z) € (0,T) x
R™. Furthermore we choose a real number h (interpreted as a “small” time
increment) such that ¢+ h < T. We choose a fixed but arbitrary control law u,
and define the control law u* by

* _J u(s,y), (s,y) €[t,t+h] x R"
wiew) = { u(s,y), (s,y) € (t+hT]xR"

In other words, if we use u* then we use the arbitrary control u during the time
interval [t,t + h], and then we switch to the optimal control law during the rest
of the time period.

The whole idea of dynamic programming actually boils down to the following
procedure.

e First, given the point (¢, z) as above, we consider the following two strate-
gies over the time interval [¢, T):

Strategy I. Use the optimal law 1.
Strategy II. Use the control law u* defined above.

e We then compute the expected utilities obtained by the respective strate-
gies.

e Finally, using the obvious fact that Strategy I by definition has to be at
least as good as Strategy II, and letting h tend to zero, we obtain our
fundamental PDE.

We now carry out this program.

Expected utility for strategy I: This is trivial, since by definition the utility
is the optimal one given by J (¢, z,0) = V(t,x).
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Expected utility for strategy II: We divide the time interval [¢, T] into two
parts, the intervals [t,t 4+ h] and (¢ + h, T respectively.

e The expected utility, using Strategy II, for the interval [¢,t + h) is

given by
t+h
/ F(s,X}u)ds| .
t

e In the interval [t + h,T] we observe that at time ¢ + h we will be
in the (stochastic) state X}, . Since, by definition, we will use the
optimal strategy during the entire interval [t + h,T| we see that the
remaining expected utility at time ¢ + h is given by V(¢ +h, X2 ).
Thus the expected utility over the interval [t 4+ h,T], conditional on
the fact that at time ¢ we are in state z, is given by

E

t,x

Et,x [V(t + ha Xtu—i-h)] .

Thus the total expected utility for Strategy II is

E

t,x

t+h
/ F (s, X; us) ds—i—V(t—&—h,Xtquh)] .
¢

Comparing the strategies: We now go on to compare the two strategies,
and since by definition Strategy I is the optimal one, we must have the
inequality

V(t7 l’) Z Et,m

t+h
/ F(s,X;‘,us)derV(t+h,X§‘+h)]. (1.20)
t

We also note that the inequality sign is due to the fact that the arbitrarily
chosen control law u which we use on the interval [t,t + h] need not be
the optimal one. In particular we have the following obvious fact.

Remark 1.3.1 We have equality in (1.20) if and only if the control law
u is an optimal law 4. (Note that the optimal law does not have to be
unique.)

Since, by assumption, V is smooth we now use the It6 formula to obtain
(with obvious notation)

oV
Vernxt) = veo+ [ {5 xn s aviea fas
t
t+h
+ VoV (s, X2 dWW,. (1.21)

t

If we apply the expectation operator E;, to this equation, and assume
enough integrability, then the stochastic integral will vanish. We can then
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insert the resulting equation into the inequality (1.20). The term V'(¢, )
will cancel, leaving us with the inequality

Et,x

ot

t+h 8V
/ {F (5, X% u,) + 2 (s, X1) +A“V(5,X;‘)} ds| <0. (1.22)
t

Going to the limit: Now we divide by h, move h within the expectation and
let h tend to zero. Assuming enough regularity to allow us to take the
limit within the expectation, using the fundamental theorem of integral
calculus, and recalling that X; = x, we get

F(t,x,u) + %—‘:(t, x)+ AV (t,z) <0, (1.23)

where u denotes the value of the law u evaluated at (¢, x), i.e. u = u(t, z).

Since the control law u was arbitrary, this inequality will hold for all
choices of u € U, and we will have equality if and only if u = a(¢,z). We
thus have the following equation

ov

—(t,x) + sup {F(t,z,u) + AV (t,z)} = 0.

ot uclU
During the discussion the point (¢,z) was fixed, but since it was chosen
as an arbitrary point we see that the equation holds in fact for all (¢, z) €
(0, T)x R™. Thus we have a (nonstandard type of) PDE, and we obviously
need some boundary conditions. One such condition is easily obtained,
since we obviously (why?) have V(T,z) = ®(z) for all x € R™. We have
now arrived at our goal, namely the Hamilton-Jacobi-Bellman equation,
(often referred to as the HJB equation.)

Theorem 1.3.1 (Hamilton—Jacobi—Bellman equation) Under Assumption
1.3.1, the following hold.

1. 'V satisfies the Hamilton—Jacobi-Bellman equation
aa—‘t/(t,x) + 21618 {F(t,z,u) + A*V(t,x)} = 0, Y(t,z) € (0,T) x R"
V(T,z) = ®(z), VzeR"™
2. For each (t,x) € [0,T] x R™ the supremum in the HJB equation above is
attained by u = a(t, x).

Remark 1.3.2 By going through the arguments above, it is easily seen that we
may allow the constraint set U to be time- and state-dependent. If we thus have
control constraints of the form

u(t,z) e U(t,x), Ytz

then the HJB equation still holds with the obvious modification of the supremum
part.
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It is important to note that this theorem has the form of a necessary
condition. It says that if V' is the optimal value function, and if @ is the optimal
control, then V satisfies the HIJB equation, and (¢, z) realizes the supremum
in the equation. We also note that Assumption 1.3.1 is an ad hoc assumption.
One would prefer to have conditions in terms of the initial data u, o, F' and ®
which would guarantee that Assumption 1.3.1 is satisfied. This can in fact be
done, but at a fairly high price in terms of technical complexity. The reader is
referred to the specialist literature.

A gratifying, and perhaps surprising, fact is that the HJB equation also acts
as a sufficient condition for the optimal control problem. This result is known
as the verification theorem for dynamic programming, and we will use it
repeatedly below. Note that, as opposed to the necessary conditions above, the
verification theorem is very easy to prove rigorously.

Theorem 1.3.2 (Verification theorem) Suppose that we have two functions
H(t,z) and g(t,x), such that

e H is sufficiently integrable (see Remark 1.8.4 below), and solves the HJB

equation
OH
W(Lx)‘i»sup {F(t,x,u)JrA“H(t,a:)} = 07 V(Ll‘) € (OvT) x R"
uelU

H(T,x) = ®(z), Yze€R™
e The function g is an admissible control law.

e For each fized (t,x), the supremum in the expression

sup {F(t, z,u) + A"H(t,)}
uelU

is attained by the choice u = g(t,x).
Then the following hold.

1. The optimal value function V' to the control problem is given by

V(t,z) = H(t, ).

2. There exists an optimal control law &, and in fact U(t,x) = g(¢,x).

Remark 1.3.3 Note that we have used the letter H (instead of V) in the HJB
equation above. This is because the letter V' by definition denotes the optimal
value function.

Proof. Assume that H and g are given as above. Now choose an arbitrary
control law u € U, and fix a point (¢,x). We define the process X™ on the time
interval [¢,T] as the solution to the equation
dXy = p (s, XN ds+o" (s, XY) dWs,
Xt = .
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Inserting the process X" into the function H and using the It6 formula we
obtain

0H

H(t,z) + /tT {at(s, X) 4 (A“H) (s, X;)} ds

H(T, X7})
T
+ / Vo H (s, X0 (s, X2)dIV,.
t
Since H solves the HJB equation we see that

%(taw) + F(t,z,u) + A"H(t,z) <0

for all w € U, and thus we have, for each s and P-a.s, the inequality

OH
2 (5XS) + (AMH) (5, XJ) < —F%(s, XJ).
From the boundary condition for the HJB equation we also have H(T, X}) =

O (X)), so we obtain the inequality
T T
Hitz) > / F(s, X)ds + DX — / VL H(s, X5)odIW,.
t t

Taking expectations, and assuming enough integrability, we make the stochastic
integral vanish, leaving us with the inequality

T
i) 2 By | [ X0ds + (08| = T(t.0.0).
t

Since the control law u was arbitrarily chosen this gives us

H(t,xz) > sup J(t,x,u) = V (¢, ). (1.24)
uel

To obtain the reverse inequality we choose the specific control law u(t, z) =
g(t,z). Going through the same calculations as above, and using the fact that
by assumption we have

%f(t, 2)+ F&(t,z) + ASH(t, z) = 0,

we obtain the equality

H(t,z) = FE

t,x

T
/ FE(s, XB)ds + B(X8)| = J(t, 2, g). (1.25)

On the other hand we have the trivial inequality

Vt,z) > Ttz g), (1.26)



22 CHAPTER 1. STOCHASTIC OPTIMAL CONTROL

so, using (1.24)—(1.26), we obtain
H(t,x) > V(t,x) > J(t,z,g) = H(t,z).
This shows that in fact
H(t,z) =V(t,x) =TJ(t,z,g),

which proves that H = V', and that gs is the optimal control law. I

Remark 1.3.4 The assumption that H is “sufficiently integrable” in the the-
orem above is made in order for the stochastic integral in the proof to have
expected value zero. This will be the case if, for example, H satisifes the condi-
tion

VTH(SvX;l)Ju(SvX;J) € "62,

for all admissible control laws.

Remark 1.3.5 Sometimes, instead of a mazimization problem, we consider a
minimization problem. Of course we now make the obvious definitions for the
value function and the optimal value function. It is then easily seen that all the
results above still hold if the expression

sup {F(t, z,u) + A"V (t,2)}
uelU

in the HJB equation s replaced by the expression

ulrelfU {F(t,z,u) + A"V (t,x)}.

Remark 1.3.6 In the Verification Theorem we may allow the control constraint
set U to be state and time dependent, i.e. of the form U(t,x).

1.4 Handling the HJB Equation

In this section we will describe the actual handling of the HJB equation, and
in the next section we will study a classical example—the linear quadratic reg-
ulator. We thus consider our standard optimal control problem with the corre-
sponding HJB equation:

O (4,2) + sup {F(t,1,u) + AV (t, 2))
ot uel (1.27)

V(T,x) O(x).

|
o

Schematically we now proceed as follows.

1. Consider the HJB equation as a PDE for an unknown function V.
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2. Fix an arbitrary point (¢,z) € [0,7] x R™ and solve, for this fixed choice
of (t,z), the static optimization problem

max [F(t,z,u) + A"V (t,z)].

Note that in this problem w is the only variable, whereas ¢ and x are
considered to be fixed parameters. The functions F, u, o and V are
considered as given.

3. The optimal choice of u, denoted by 4, will of course depend on our choice
of t and x, but it will also depend on the function V and its various
partial derivatives (which are hiding under the sign A*V'). To highlight
these dependencies we write 4 as

=1t V). (1.28)

4. The function 4 (t,2; V) is our candidate for the optimal control law, but
since we do not know V' this description is incomplete. Therefore we
substitute the expression for @ in (1.28) into the PDE (1.27), giving us
the PDE

%@@+W@@%MWW):0, (1.29)
V(T,z) = o&(x). (1.30)

5. Now we solve the PDE above! (See the remark below.) Then we put the
solution V' into expression (1.28). Using the verification theorem 1.3.2 we
can now identify V' as the optimal value function, and 4 as the optimal
control law.

Remark 1.4.1 The hard work of dynamic programming consists in solving the
highly nonlinear PDE in step 5 above. There are of course no general analytic
methods available for this, so the number of known optimal control problems with
an analytic solution is very small indeed. In an actual case one usually tries to
guess a solution, i.e. we typically make an ansatz for V, parameterized by a
finite number of parameters, and then we use the PDE in order to identify the
parameters. The making of an ansatz is often helped by the intuitive observation
that if there is an analytical solution to the problem, then it seems likely that
V' inherits some structural properties from the boundary function ® as well as
from the instantaneous utility function F.

For a general problem there is thus very little hope of obtaining an analytic
solution, and it is worth pointing out that many of the known solved control
problems have, to some extent, been “rigged” in order to be analytically solvable.
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1.5 Optimal Consumption and Investment

1.5.1 A Generalization

In many concrete applications, in particular in economics, it is natural to con-

sider an optimal control problem, where the state variable is constrained to stay

within a prespecified domain. As an example it may be reasonable to demand

that the wealth of an investor is never allowed to become negative. We will now

generalize our class of optimal control problems to allow for such considerations.
Let us therefore consider the following controlled SDE

dXt = ,U,(t,Xt,Ut) dt+0’(t7Xt,’LLt) th, (131)
Xo = X, (132)

where as before we impose the control constraint u; € U. We also consider as
given a fixed time interval [0, 7], and a fixed domain D C [0,7] x R™, and the
basic idea is that when the state process hits the boundary 0D of D, then the
activity is at an end. It is thus natural to define the stopping time 7 by

T=1inf{t >0 |(t, X;) € OD} AT,

where z A y = min|z, y]. We consider as given an instantaneous utility function
F(t,z,u) and a “bequest function” ®(¢,x), i.e. a mapping ® : 9D — R. The
control problem to be considered is that of maximizing

EU F(s, X u,)ds + @ (r, X)| . (1.33)
0

In order for this problem to be interesting we have to demand that Xy € D, and
the interpretation is that when we hit the boundary 0D, the game is over and
we obtain the bequest @ (7, X, ). We see immediately that our earlier situation
corresponds to the case when D = [0,7] x R™ and when ® is constant in the
t-variable.

In order to analyze our present problem we may proceed as in the previous
sections, introducing the value function and the optimal value function exactly
as before. The only new technical problem encountered is that of considering
a stochastic integral with a stochastic limit of integration. Since this will take
us outside the scope of the present text we will confine ourselves to giving the
results. The proofs are (modulo the technicalities mentioned above) exactly as
before.

Theorem 1.5.1 (HJB equation) Assume that
o The optimal value function V is in C12.

o An optimal law 0 exists.

Then the following hold.
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1. 'V satisifies the HJB equation

8—‘2(@ x) + sup {F(t,z,u) + A“V(t,z)}

0, Y(t,x) € D
0 uelU

Vt,z) = ®(t,x), Y(t,z)edD.

2. For each (t,x) € D the supremum in the HJB equation above is attained
by u = u(t, z).

Theorem 1.5.2 (Verification theorem) Suppose that we have two functions
H(t,z) and g(t,x), such that

o H is sufficiently integrable, and solves the HJB equation

%(t, x) + sup {F(t,z,u) + A"H(t,x)} = 0, Y(t,z) € D
uelU

H(t,z) = ®(,x), Y(t,z)e€dD.
e The function g is an admissible control law.

e [or each fized (t,x), the supremum in the expression

sup {F(t,z,u) + A*H(t,z)}
uelU

is attained by the choice u = g(t,x).
Then the following hold.

1. The optimal value function V' to the control problem is given by

V(t,xz) = H(t,z).
2. There exists an optimal control law 0, and in fact u(t,x) = g(t,x).

1.5.2 Optimal Consumption

In order to illustrate the technique we will now go back to the optimal consump-
tion problem at the beginning of the chapter. We thus consider the problem of
maximizing

T
E / F(t, c)dt + S(X1) |, (1.34)
0

given the wealth dynamics

dX, = X, [ufr + ugo dt — cpdt + u' o Xy dW,. (1.35)
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As usual we impose the control constraints

a = 0,Vt>0,
w) +up = 1, Vt>0.

In a control problem of this kind it is important to be aware of the fact
that one may quite easily formulate a nonsensical problem. To take a simple
example, suppose that we have ® = 0, and suppose that F' is increasing and
unbounded in the c-variable. Then the problem above degenerates completely.
It does not possess an optimal solution at all, and the reason is of course that the
consumer can increase his/her utility to any given level by simply consuming an
arbitrarily large amount at every t. The consequence of this hedonistic behavior
is of course the fact that the wealth process will, with very high probability,
become negative, but this is neither prohibited by the control constraints, nor
punished by any bequest function.

An elegant way out of this dilemma is to choose the domain D of the pre-
ceding section as D = [0,T] x {z | > 0}. With 7 defined as above this means,
in concrete terms, that

T=inf{t>0|X, =0} AT,

A natural objective function in this case is thus given by

E [/0 F(t, ct)dt} : (1.36)

which automatically ensures that when the consumer has no wealth, then all
activity is terminated.

We will now analyze this problem in some detail. Firstly we notice that we
can get rid of the constraint u + u; = 1 by defining a new control variable w
as w = u', and then substituting 1 —w for u®. This gives us the state dynamics

dXt = W¢ [OZ—?”] Xtdt+ (TXt —Ct)dt+thXtth, (137)
and the corresponding HJB equation is

2
sup {F(t, SRRV LA L LA %%w”} _

ot + ¢>0,wER oz or 2 0x?
V(T,z) =
V(t,0) =

We now specialize our example to the case when F' is of the form
F(t,c) = e %,

where 0 < v < 1. The economic reasoning behind this is that we now have
an infinite marginal utility at ¢ = 0. This will force the optimal consumption
plan to be positive throughout the planning period, a fact which will facilitate
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the analytical treatment of the problem. In terms of Remark 1.4.1 we are thus
“rigging” the problem.
The static optimization problem to be solved w.r.t. ¢ and w is thus that of
maximizing
ov 1 o?V
A Hwr(a —1)=— + (rz — ¢)=— + ~z*w?o? —

Ox ox 2 0x2’

and, assuming an interior solution, the first order conditions are

efét

v T = ety (1.38)
Ve a-r

- ar 1.39

T Vee 02 ( )

where we have used subscripts to denote partial derivatives.

We again see that in order to implement the optimal consumption-investment
plan (1.38)—(1.39) we need to know the optimal value function V. We therefore
suggest a trial solution (see Remark 1.4.1), and in view of the shape of the
instantaneous utility function it is natural to try a V-function of the form

V(t,z) = e °th(t)a?, (1.40)
where, because of the boundary conditions, we must demand that
hT)=0. (1.41)

Given a V of this form we have (using - to denote the time derivative)

%—‘t/ = e %haY — e %ha?, (1.42)
g—‘; = ~e Otha'Tl, (1.43)
2

687‘2/ = y(y—1e 2 har2. (1.44)
x

Inserting these expressions into (1.38)—(1.39) we get

W(t, ) % (1.45)
é(t,z) = zh(t)~ Y0, (1.46)

This looks very promising: we see that the candidate optimal portfolio is con-
stant and that the candidate optimal consumption rule is linear in the wealth
variable. In order to use the verification theorem we now want to show that a
V-function of the form (1.40) actually solves the HIB equation. We therefore
substitute the expressions (1.42)—(1.46) into the HJB equation. This gives us
the equation

z7 {h(t) + AR(t) + Bh(t)*WU*”} =0,
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where the constants A and B are given by

Ao =) 1y(a—1)?
A = _— _—_—— —

T I Py B
B = 1-—7.

If this equation is to hold for all z and all ¢, then we see that h must solve the
ODE

h(t) + Ah(t) + Bh(t) /=1 = 0, (1.47)

WT) = o0. (1.48)

An equation of this kind is known as a Bernoulli equation, and it can be
solved explicitly (see the exercises).

Summing up, we have shown that if we define V' as in (1.40) with A defined

as the solution to (1.47)—(1.48), and if we define w and ¢ by (1.45)—(1.46), then

V' satisfies the HJB equation, and W, ¢ attain the supremum in the equation.

The verification theorem then tells us that we have indeed found the optimal
solution.

1.6 The Mutual Fund Theorems

In this section we will briefly go through the “Merton mutual fund theorems”,
originally presented in Merton (1971).

1.6.1 The Case with No Risk Free Asset

We consider a financial market with n asset prices S1,...,.S,. To start with we
do not assume the existence of a risk free asset, and we assume that the price
vector process S(t) has the following dynamics under the objective measure P.

dS = D(S)adt + D(S)odW. (1.49)

Here W is a k-dimensional standard Wiener process, « is an n-vector, o is an
n X k matrix, and D(S) is the diagonal matrix

D(S) = diag[Sy, ..., S
In more pedestrian terms this means that
dSi = Siaidt + SiO'idVV,

where o; is the 7th row of the matrix o.

We denote the investment strategy (relative portfolio) by w, and the con-
sumption plan by c. If the pair (w,c) is self-financing, then it follows from
the S-dynamics above, and from Lemma 77, that the dynamics of the wealth
process X are given by

dX = Xw'adt — cdt + Xw'odW. (1.50)
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We also take as given an instantaneous utility function F'(¢, ¢), and we basically

want to maximize
T
/ Ft, ct)dt]
0

where T' is some given time horizon. In order not to formulate a degenerate
problem we also impose the condition that wealth is not allowed to become
negative, and as before this is dealt with by introducing the stopping time

T=inf{t>0| X, =0} AT.

E

Our formal problem is then that of maximizing

B|[ Fa

given the dynamics (1.49)—(1.50), and subject to the control constraints

n

dwi o= 1, (1.51)

1
¢ > 0. (1.52)

Instead of (1.51) it is convenient to write
dw=1,

where e is the vector in R™ which has the number 1 in all components, i.e.

e=(1,...,1).
The HJB equation for this problem now becomes
ov cw
(t,x,8)+ sup {F(t,c)+ A"V (t,x,8)} = 0,
ot e'w=1, ¢>0
V(T,z,s) = 0,
V(t,0,s) = 0.

In the general case, when the parameters o and o are allowed to be functions
of the price vector process S, the term A“*V (¢, x,s) turns out to be rather
forbidding (see Merton’s original paper). It will in fact involve partial derivatives
to the second order with respect to all the variables x, sq, ..., s,.

If, however, we assume that o and o are deterministic and constant over
time, then we see by inspection that the wealth process X is a Markov process,
and since the price processes do not appear, neither in the objective function nor
in the definition of the stopping time, we draw the conclusion that in this case
X itself will act as the state process, and we may forget about the underlying
S-process completely.

Under these assumptions we may thus write the optimal value function as
V(t,x), with no s-dependence, and after some easy calculations the term A“*V
turns out to be

oV av 1 0%V
Wy — ! _ T2,
AV xwaax C@x+2$wzw8z2’
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where the matrix ¥ is given by
¥ =00
We now summarize our assumptions.
Assumption 1.6.1 We assume that
e The vector a is constant and deterministic.
o The matrixz o is constant and deterministic.

e The matriz o has rank n, and in particular the matriz ¥ = oo’ is positive
definite and invertible.

We note that, in terms of contingent claims analysis, the last assumption
means that the market is complete. Denoting partial derivatives by subscripts
we now have the following HJB equation

1
Vi(t,z) + sup {F(t, ) + (zw'a — )V (t, z) + ExQM'Eme(t, x)} —
w’e=1, ¢>0
V(T,z) =
V(t,0) =

If we relax the constraint w’e = 1, the Lagrange function for the static opti-
mization problem is given by

1
L=F(tc)+ (zw'a—c)Vy(t,x) + §x2w'§3me(t, )+ A(1—we).

Assuming the problem to be regular enough for an interior solution we see that
the first order condition for c is

oF

—(t,c) =V, (¢, x).

" (.6) = Valt,2)

The first order condition for w is
2V + 22V w'S = e,

so we can solve for w in order to obtain

A zV,

w=x""! 2 a0 (1.53)
Using the relation ¢’w = 1 this gives \ as
5= 22V + Ve Xt
ey le ’
and inserting this into (1.53) gives us, after some manipulation,
r—1
W= 6/21_16 “let x‘;; -1 E/;_lze — a] . (1.54)
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To see more clearly what is going on we can write this expression as
w(t) =g+ Y(t)h, (1.55)

where the fixed vectors g and h are given by

1 -1
g = 6’2*162 €, (156>
/y—1
e | X
h = % [e’Elee - a} ) (1.57)
whereas Y is given by
Va(t, X (1))

Y(t) = (1.58)

X(t)Vaa(t, X (1)
Thus we see that the optimal portfolio is moving stochastically along the one-
dimensional “optimal portfolio line”

g+ sh,
in the (n — 1)-dimensional “portfolio hyperplane” A, where
A={weR"|w=1}.

We now make the obvious geometric observation that if we fix two points on
the optimal portfolio line, say the points w® = g+ ah and w® = g+ bh, then any
point w on the line can be written as an affine combination of the basis points
w® and w®. An easy calculation shows that if w® = g + sh then we can write

w® = pw? + (1 — p)w?,
where
s—b
a—b
The point of all this is that we now have an interesting economic interpretation
of the optimality results above. Let us thus fix w® and w® as above on the
optimal portfolio line. Since these points are in the portfolio plane A we can

interpret them as the relative portfolios of two fixed mutual funds. We may
then write (1.55) as

'U/:

Wit) = () + (1= p(0)u, (1.59)
with Vi b
0=

Thus we see that the optimal portfolio w can be obtained as a“super portfolio”
where we allocate resources between two fixed mutual funds.

Theorem 1.6.1 (Mutual fund theorem) Assume that the problem is regu-
lar enough to allow for an interior solution. Then there exists a one-dimensional
parameterized family of mutual funds, given by w® = g + sh, where g and h are
defined by (1.56)—(1.57), such that the following hold.
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1. For each fized s the relative portfolio w® stays fixed over time.

2. For any fized choice of a # b the optimal portfolio w(t) is, for all values
of t, obtained by allocating all resources between the fized funds w® and

w, i.e.

w(t) = pt(tw + p’ ()’
W)+t = 1.

3. The relative proportions (u®, u®) of the portfolio wealth allocated to w® and

wb respectively are given by

ey = YO0
iy = 0

where Y is given by (1.58).

1.6.2 The Case with a Risk Free Asset

Again we consider the model
dS = D(S)adt + D(S)odW (), (1.60)

with the same assumptions as in the preceding section. We now also take as
given the standard risk free asset B with dynamics

dB = rBdt.

Formally we can denote this as a new asset by subscript zero, i.e. B = Sy, and
then we can consider relative portfolios of the form w = (wg, w1, ..., w,)" where
of course Zg w; = 1. Since B will play such a special role it will, however, be
convenient to eliminate wy by the relation

n
wozl—g w;,
1

and then use the letter w to denote the portfolio weight vector for the risky
assets only. Thus we use the notation

w = (wla"'awn)/7

and we note that this truncated portfolio vector is allowed to take any value in
R™.

Given this notation it is easily seen that the dynamics of a self-financing
portfolio are given by

dX =X - {Zwiai—i— (1—Zwi> r}dt—cdt—i—X-w’adVV.
1 1
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That is,
dX = X -w'(a—re)dt + (rX —c)dt + X - w'adW, (1.61)

where as before e € R™ denotes the vector (1,1,...,1)".
The HJB equation now becomes

Vei(t,2) + sup  {F(t,c) + A"V (t,2)} = 0,
c>0,weR™

V(T7:L') = 0,

V(t,0) = o,

where
1
AV = zw'(a —re)Vy(t,z) + (re — o)V (t,z) + §x2w’Zme(t, x).

The first order conditions for the static optimization problem are

Pl = Veltn),
N Vo w1
w o= mE (a —re),

and again we have a geometrically obvious economic interpretation.

Theorem 1.6.2 (Mutual fund theorem) Given assumptions as above, the
following hold.

1. The optimal portfolio consists of an allocation between two fixed mutual
funds w° and w?.

2. The fund w° consists only of the risk free asset.
3. The fund w! consists only of the risky assets, and is given by

w! = X7 Ha —re).

4. At each t the optimal relative allocation of wealth between the funds is

given by
B Vi(t, X (1))
! (t) TX(O)Veu(t, X (1)
Ot = 1-4/@).

Note that this result is not a corollary of the corresponding result from the
previous section. Firstly it was an essential ingredient in the previous results
that the volatility matrix of the price vector was invertible. In the case with a
riskless asset the volatility matrix for the entire price vector (B, S, ...,Sy,) is of
course degenerate, since its first row (having subscript zero) is identically equal
to zero. Secondly, even if one assumes the results from the previous section, i.e.
that the optimal portfolio is built up from two fixed portfolios, it is not at all
obvious that one of these basis portfolios can be chosen so as to consist of the
risk free asset alone.



34 CHAPTER 1. STOCHASTIC OPTIMAL CONTROL

1.7 Exercises

Exercise 1.1 Solve the problem of mazximizing logarithmic utility

T
E / e % In(¢,)dt + K - In(X7)| ,
0

given the usual wealth dynamics
dX; = X, [u?r + u%a] dt — ¢ dt + ulo X, dWy,
and the usual control constraints

Ct O7 thO,
u) +up = 1, vVt >0.

\%

Exercise 1.2 A Bernoulli equation is an ODFE of the form
Ztt + AtJCt + BtZE? = O,

where A and B are deterministic functions of time and « is a constant.
If o = 1 this is a linear equation, and can thus easily be solved. Now consider
the case o # 1 and introduce the new variable y by

ye=a; "
Show that y satisfies the linear equation

g+ (1 —a)Ay + (1 —a)B, = 0.

Exercise 1.3 Use the previous exercise in order to solve (1.47)-(1.48) explic-
itly.

Exercise 1.4 Consider as before state process dynamics
dXt =K (t, Xt, ’U,t) dt + o (t, Xt, ’U,t) th

and the usual restrictions for u. Our entire derivation of the HJB equation has
so far been based on the fact that the objective function is of the form

T
/ F(t,Xt,Ut)dt+q)(XT)
0

Sometimes it is natural to consider other criteria, like the expected exponential

utility criterion
T
E |exp / F(t, Xe,up)dt + O(X7) o | -
0
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For this case we define the optimal value function as the supremum of

exp {/T F(s, Xs,us)dt + (I)(XT)}] .

Follow the reasoning in Section 1.3 in order to show that the HJB equation for
the expected exponential utility criterion is given by

%—‘;(t, x) + Slip {V(t,x)F(t,x,u) + A*V(t,2)}

E

t,x

Il
=

V(T,z) = e*@),

Exercise 1.5 Solve the problem to minimize

T
exp {/ uldt + X%}]
0

dX = (az + u)dt + odW

E

given the scalar dynamics

where the control u is scalar and there are no control constraints.
Hint: Make the ansatz

V(t, ) = eAO+BO,

Exercise 1.6 Study the general linear—exponential-qudratic control problem of
minimaizing

E

T
exp {/ {X;QX; + upRuy } dt + X’THXTH
0

given the dynamics

Exercise 1.7 The object of this exercise is to connect optimal control to mar-
tingale theory. Consider therefore a gemeral control problem of minimizing

E

T
/ F(t, X2, u,)dt + ® (X%)]
0

given the dynamics
dXt =K (t, Xt7 Ut> dt +o (t, Xt; Ut) th,

and the constraints
u(t,xz) € U.
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Now, for any control law u, define the total cost process C(t;u) by

t T
t;u) = s, ,Ug)ds + u s, ,ug)dt + ,
C F(s, X} d Et’Xt F(s, X} dt + @ (X7
0 t

i.€.
t
C(t;u) = / F(s, X2 ug)ds+ J(t, X;*, u).
0
Use the HJB equation in order to prove the following claims.
(a) If u is an arbitrary control law, then C is a submartingale.

(b) If u is optimal, then C is a martingale.

1.8 Notes

Standard references on optimal control are [14] and [27]. A very clear expo-
sition can be found in [31]. For more recent work, using viscosity solutions,
see [15]. The classical papers on optimal consumption are [29] and [30]. For
optimal trading under constraints, and its relation to derivative pricing see [7]
and references therein.



Chapter 2

The Martingale Approach
to Optimal Investment

In Chapter 1 we studied optimal investment and consumption problems, using
dynamic programming. This approach transforms the original stochastic opti-
mal control problem into the problem of solving a non linear deterministic PDE,
namely the Hamilton-Jacobi-Bellman equation, so the probabilistic nature of the
problem disappears as soon as we have formulated the HJB equation.

In this chapter we will present an alternative method of solving optimal in-
vestment problems. This method is commonly referred to as ”the martingale
approach” and it has the advantage that it is in some sense more direct and
more probabilistic than dynamic programming, and we do not need to assume a
Markovian structure. It should be noted however, that while dynamic program-
ming can be applied to any Markovian stochastic optimal control problem, the
martingale approach is only applicable to financial portfolio problems, and in
order to get explicit results we also typically need to assume market complete-
ness.

2.1 Generalities

We consider a financial market living on a stochastic basis (2, F,F, P), where
P is the objective probability measure. The basis carries an n-dimensional P-
Wiener process W, and the filtration F is the one generated by the W process
soF =F".

The financial market under consideration consists of n non-dividend paying
risky assets (“stocks”) with price processes S1,...,S™ and a bank account with
price process B. The formal assumptions concerning the price dynamics are as
follows.

Assumption 2.1.1 We assume the following.

37
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e The risky asset prices have P-dynamics given by

dSi = alSidt + SicidWy, i=1,...,n. (2.1)

1 n

Herea™,...,a™ are assumed to be F-adapted scalar processes, and o, ..., o
are FW -adapted d-dimensional row vector processes.

e The short rate r is assumed to be constant, i.e. the bank account has
dynamics given by

dBt = TBtdt.

Remark 2.1.1 Note that we do not make any Markovian assumptions, so in
particular the process a and o are allowed to be arbitrary adapted path dependent
processes. Of particular interest is of course the Markovian case i.e. when « and
o are deterministic functions of t and Sy so oy = ay(Sy) and oy = 0¢(Sy).

Defining the stock vector process S by

Sl
s=|: .
STL
the rate of return vector process a by
al
a = ’
a’!l
and the volatility matrix ¢ by
ol
o= ,

we can write the stock price dynamics as
dSt = D(Sf)ozfdt + D(St)atth,

where D(S) denotes the diagonal matrix with S',...,.S™ on the diagonal.
We will need an important assumption concerning the volatility matrix.

Assumption 2.1.2 We assume that with probability one the volatility matrix
o(t) is non-singular for all t.

The point of this assumption is the following result, the proof of which is
obvious.

Proposition 2.1.1 Under the assumptions above, the market model is com-
plete.
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2.2 The Basic Idea

Let us consider an investor with initial capital x and a utility function U for
terminal wealth. For any self financing portfolio, we denote the corresponding
portfolio value process by X and our problem is to maximize expected utility

EP [U(X7)],

over the class of self financing adapted portfolios with the initial condition
X(0) ==

In Chapter 1 we viewed this as a dynamic optimization problem and at-
tacked it by using dynamic programming. A different way of formulating the
problem is however as follows. Define K7 as the set of contingent T-claims
which can be replicated by a self financing portfolio with initial capital z. Then
our basic problem can be formulated as the static problem

max EP [U(X7)]

X

subject to the static constraint
Xr e K.

In this formulation, the focus is not on the optimal portfolio strategy but instead
on the terminal wealth X7. We now have the following important observation,
which follows immediately from the market completeness.

Proposition 2.2.1 With assumptions as above, the following conditions are
equivalent for any random variable X1 € Fr.

Xr e Kr. (2.2)
e "TEC [Xr] = . (2.3)

The implication of this simple observation is that we can now decouple the
problem of determining the optimal terminal wealth profile from the problem
of determining the optimal portfolio. Schematically we proceed as follows.

e Instead of solving the dynamic control problem, we solve the static prob-
lem

Jnax - BT [U(X7)) (2-4)

subject to the budget constraint
e "TEQ [Xr] =1, (2.5)
where x is the initial wealth, and @ is the unique martingale measure.

e Given the optimal wealth profile X7, we can (in principle) compute the
corresponding generating portfolio using martingale representation results.
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2.3 The Optimal Terminal Wealth

The static problem (2.4) with the constraint (2.5) can easily be solved using
Lagrange relaxation. We start by rewriting the budget constraint (2.5) as

e TEY [LrX) =z,
where L is the likelihood process between P and Q), i.e.,

aQ
dpP’
We now relax the budget constraint to obtain the Lagrangian

L=EUX)]-X(e™E" [LrX]-2),

LtZ 011.7-}.

L= / {UX ()= Ae™ Ly(w)X(w) — z] } dP(w).
Q

It now remains to maximize the unconstrained Lagrangian over X, but this
is trivial: Since we have no constraints we can maximize £ for each w. The
optimality condition is
U(Xr) =X "Ly
so the optimal wealth profile is given by
Xr = F (\My), (2.6)
where M is the stochastic discount factor defined as usual by

M; = B/ 'L,

and F is the functional inverse of the utility function U, so F = (U')~".

We do in fact have an explicit expression for the Radon-Nikodym derivative
Lt above. From the price dynamics (2.1) and the Girsanov Theorem it is easily
seen that the L dynamics are given by

st = {O't_l (I‘ — Oét)}l th,
Lo = 1

)

where ’ denotes transpose, and r denotes the n-column vector with r in each
component. We thus have the explicit formula

L, = exp {/Ot (o7 (r — ay)) dW, — % /Ot o= (r — as)||2ds} @D

where ’ denotes transpose. We collect our results in a proposition.

Proposition 2.3.1 Under the assumptions above, the optimal terminal wealth
profile Xr is given by A

Xr=F(AMyp). (2.8)
The stochastic discount factor is defined by M; = Bt_lLt,thelikelihood process
L is given by (2.7), and the Lagrange multiplier X\ is determined by the budget
constraint (2.5). The function F is the inverse of the marginal utility function
U'.
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2.4 The Optimal Portfolio

In the previous section we saw that we could, in principle quite easily, derive a
closed form expression form the optimal terminal wealth Xr. The next step is
to determine the optimal portfolio strategy, i.e. the portfolio which generates
Xr. The general idea for how to do this is in fact quite simple, although it may
be difficult to carry it out in a concrete case. It relies on using the martingale
representation Theorem and works as follows.

If we denote the vector of relative portfolio weights on the n risky assets by
ug = (ug,...,ul), then it is easy to see that the dynamics of the induced wealth
process X are given by

dXt = Xtutatdt + Xt(l — utl)rdt + Xtutatth,

where 1 denotes the column vector in R™ with 1 in every position. If we now
define the normalized process Z as

_Xt

7, = 2t
)

= e_TtXta

then we know from general theory that Z is a ) martingale. From the It6

formula we have
dZt = Ztut {at — ’I"].} t+ Ztutatth,

and, since we know that the diffusion part is unchanged under a Girsanov trans-
formation, the @ dynamics of Z are

dZ; = Zyuo dW2, (2.9)

where W€ is ‘a -Wiener process. We can now proceed along the following
lines, w here X is given by Proposition 2.3.1.

1. Define the process Z by
7, = E@ [e*TTXT‘ .7-}} .
2. Since Z is a (Q martingale it follows from the Martingale Representation
Theorem that Z has dynamics of the form
dZ; = hydW2, (2.10)
for some adapted process h.

3. Comparing (2.10) with (2.9) we can determine the portfolio strategy wu,

which generates X1 by solving the equation
Zyuror = hy,

for every t. Since o, was assumed to be invertible for every t, this is easily
done and we can now collect our results.
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Proposition 2.4.1 The vector process 4 of optimal portfolio weights on the

risky assets is given by
N 1 _
iy = that L (2.11)

where h is given, through the Martingale Representation Theorem, by (2.10).

We see that we can ”in principle” determine the optimal portfolio strategy .
For a concrete model, the result of Proposition 2.4.1 does, however, not lead
directly to a closed form expression for @. The reason is that the formula
(2.11) involves the process h which is provided by the martingale representation
theorem. That theorem, however, is an existence theorem, so we know that h
exists, but we typically do not know what it looks like. To obtain closed form
expressions, we therefore have to make some further model assumptions, and
typically we will have to assume a Markovian structure. In the next chapter we
will study the problem of determining the optimal portfolio in some detail, but
for the moment we will be content to exemplify by studying the simple case of
log utility.

2.5 Log utility

The simplest of all utility functions is log utility where the utility function is
given by

U(z) = In(z)
This implies that
1
Fly)=-.
() ;
From (2.8)we thus see that the optimal terminal wealth is given by the expression
X 1.
X = My L

The Lagrange multiplier is easily determined from the budget constraint
EP |:MT . XT:| =X,
so we obtain .
Xp =aMz'.

We can in fact compute, not only the terminal optimal wealth, but also the
entire optimal portfolio process. From risk neutral valuation we have

. 1 N
X, = —EF [M X ’]—']
v T XT| Tt
which immediately gives us the optimal portfolio process as
Xt = .Z‘Mt_l.

We have thus proved the following result.
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Proposition 2.5.1 For log utility, and without any assumptions on the asset
price dynamics, the optimal terminal wealth is given by

Xr =aM;!, (2.12)
and the optimal portfolio process is given by
X, =aM; (2.13)

Thaus implies that optimal portfolio for log utility is myopic in the sense thal
the value process X; = ath_l which is optimal for mazximizing log utility with
time horizon T, is in fact also optimal for mazimizing log utility for every time
horizon.

We now go on to determine the optimal portfolio, and for simplicity we
restricty ourseles to the scalar case.

Assumption 2.5.1 We assume that, under P, the stock price dynamics are
given by
dSt = St()ttdt + StO'tth, (214)

where mean rate of return « and the volatility o are adapted processes. We
denote the portfolio weight on S by u.

In order to determine the optimal portfolio weight @ we do as follows.
From general theory we know that the X-dynamics are of the form

Xt = ( . )dt + ’LLtXtO'tSWt

where we do not care about the dt-term.
We then recall that the dynamics of M are of the form

th = —TtMtdt + QDtMtth,

where the Girsanov kernel ¢ is given by

Tt — Oy
Yr=——"-.
Ot

Using the M dynamics, and applying the Ito formula to (2.13), we obtain
dX; = (--)dt — XpordW,.

Comparing the two expressions for dX, allows us to identify @, and we have
proved the following result.

Proposition 2.5.2 For log utility, the optimal portfolio weight on the risky
asset is given by
0 =Ty

Uy =
of
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2.6 Exercises

Exercise 2.1 In this exercise we will see how intermediate consumption can be
handled by the martingale approach. We make the assumptions of Section 2.1
and the problem is to maximize

EF [/OT g(s,cs)ds +U(Xr)

over the class of self financing portfolios with initial wealth x. Here c is the con-
sumption rate for a consumption good with unit price, so ¢ denotes consumption
rate in terms of dollars per unit time. The function g is the local utility of
consumption, U is utility of terminal wealth, and X is portfolio wealth.

(a) Convince yourself that the appropriate budget constraint is given by

T
E° / e "Pceds + eTTXT] = z.
0

(b) Show that the first order condition for the optimal terminal wealth and the
optimal consumption plan are given by

ét == G()\G_TtLt),

Xx = F(e TLy),

where G = (¢')~', F = (U")™1, L is the usual likelihood process, and X is
a Lagrange multiplier.

Exercise 2.2 Consider the setup in the previous exercise and assume that g(c) =
In(c) and U(z) = aln(x), where a is a positive constant. Compute the optimal
consumption plan, and the optimal terminal wealth profile.

Exercise 2.3 Consider the log-optimal portfolio given by Proposition 2.5.1 as
X = erth;I.

Show that this portfolio is the “P numeraire portfolio” in the sense that if 11
is the arbitrage free price process for any asset in the economy, underlying or
derivative, then the normalized asset price

11
Xt
is a martingale under the objective probability measure P.

2.7 Notes

The basic papers for the martingale approach to optimal investment problems
see [21] and [4] for the complete market case. The theory for the (much harder)
incomplete market case were developed in [23], and [25]. A very readable
overview of convex duality theory for the incomplete market case, containing an
extensive bibliography, is given in [33].



Chapter 3

Connections between DynP
and MG

In this chapter we study a rather simple consumption/investment model within
a Black-Scholes framework. We then attack this problem using dynamic pro-
gramming (henceforth DynP) as well as by the martingale approach (henceforth
MG) and we investigate how these approaches are related. The results can be
generalized to much more complicated settings and we will use them repeatedly
in our study of equilibrium models.

3.1 The model

We consider a standard Black-Scholes model of the form

dSt = OéStdt + O'Stth,
dBt = TBtdt

and the problem is that of maximizing expected utility of the form

T
EF / Ul(t,ce)dt + ®(X7)
0

with the usual portfolio dynamics
dXt = Xtut(a — ’l")dt + (TXt — Ct)dt + XtUtO'th

where we have used the notation

X; = portfolio value,
¢ = consumption rate,
uy = weight on the risky asset.

45
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We impose no restrictions on u, we require that c is nonnegative, and we handle
non negativity of X in the usual way by introducing the stopping time

T=inf{t >0: X; =0},

and replacing T' by 7 in the integral above. We make the usual convexity
assumptions about ® and and U, and we also assume that the problem is “nice”
in the sense that there exists an optimal solution satisfying the HJB equation,
that the Verification Theorem is in force, and that the optimal consumption is
interior.

3.2 Dynamic programming

The HIB equation for the optimal value function V' (¢, ) is given by

1
Vi 4+ sup {U(t,c) + zu(la —r)Vy + (re — )V, + szuQUQVM} = 0, (3.1)
(C,u)
V(T,z) = o(x)
V(t,0) = 0.

From the first order condition we obtain

Udt,c) = Vilt 2, (3.2)

~ o (Oz—?”’) Vm(tvx)
a(t,z) = — T Vo) (3.3)

where c in the first equation really is é(t, z).
Plugging the expression for @ into the HJB equation gives us the PDE
La—r)? V2

Vi+U(t,é)+ (ra—é)Vy — =

3 e =0 (3.4)

with the same bundary conditions as above.
Note that equation (3.4) is a non-linear PDE. The term V, enters in a
non-linear way in the expression for ¢ and, even disregarding that nonlinearity,

2
we have the highly nonlinear term “//f -. Solving a linear PDE is hard enough
and solving a non-linear PDE is of course even harder, so this is a matter of
some concern. It is thus natural to ask whether it is possible to remove at least

the second nonlinearity by a clever and/or natural change of variables.

3.3 The martingale approach

By applying the usual arguments we see that the original problem is equivalent
to the problem of maximizing the expected utility

T
EF / Ul(t,cy)dt + ®(Xr)
0
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over all consumption processes ¢ and terminal wealth profiles X7, under the
budget constraint

T
EF / e " Licdt +e " Ly Xr |, (3.5)
0

where L is the likelihood process

d
Lt = %, on ft,
with dynamics
st = Lt@ttha
Ly = 1
and where the Girsanov kernel ¢ is given by
r—o
Pt = .
o

The Lagrangian for this problem is

T
EF / {U(t,er) = Ae "' Lyey } dt + (X1) — e ""ALr X1 | + Azo
0

where A is the Lagrange multiplier and xg the initial wealth. The first order
conditions are

Uc(t,c) = MMy, (3.6)
®'(X7) = AMry. (3.7)
where M denotes the stochastic discount factor (SDF), defined by
M; = B/ 'L,.

Denoting the the inverse of ® by F' and the inverse (in the c-variable) of U, by
G we can write the optimality conditions on the form

& = G, \My), (3.8)
Xy = F(\Mrp). (3.9)
We now have our first connection between the DynP and the MG approach.

Proposition 3.3.1 With notation as above we have
Vi(t, X;) = AM,, (3.10)

In other words: Along the optimal trajectory, the indirect marginal utility is (up
to a scaling factor) given by the stochastic discount factor process. Furthermore,
the Lagrange multiplier X is given by

A= VI(O, 130).
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Proof. The result follows immediately from (3.2) and (3.6). 11

This fact will of course hold also for much more complicated models, in-
cluding equilibrium models. Recalling this simple result will often simplify the
reading of journal articles. As an example, we have the following Corollary,
which is trivial, but which looks very deep if one is unaware of the MG ap-
proach.

Corollary 3.3.1 Let V be the solution of the HJB equation. We then have

T
EF / Vi (t, Xy) - éedt + Vi (T, Xy) - X | = Vi (0, o) o.
0

Proof. This is just the budget constraint (3.5), suitable rewritten. i

3.4 The basic PDE in the MG approach

The martingale approach of the previous section looks very nice, but there are,
seemingly, some major shortcomings.

e We have no explicit expression for the optimal portfolio weight ;.

e The formula (3.8), for the optimal consumption is very nice, but it is
expressed in the “dual” state variable Z = AD, rather than as a feedback
control in the “primal” state variable x.

e We would also like to have an explicit expression for the optimal wealth
process X;.

In order to attack these problems, we first note that the multiplier A is
determined by the budget constraint

T
EQ / 67”G(t, AMt)dt + €7TTF(AMT) = Xy.
0

so from now on we assume that we have computed A. Furthermore we define
the process Z by

Z, = \M,, (3.11)

so we have
ét == G(t, Zt), (312)
Xr = F(Zp). (3.13)

The general strategy is roughly as follows, where for notational simplicity
we let X and ¢; denote the optimal value process and the optimal consumption
process respectively.
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1. From risk neutral valuation is easy to see that X; is of the form
X, =H(t,Zy)
where H satisfies a Kolmogorov backward equation.
2. Using Ito on H we can compute dX.

3. We also know that the X dynamics are of the form

4. Comparing these two expressions for dX we can identify the optimal
weight v from the diffusion part of d.X.

5. We now have ¢ and u expressed as functions of the dual variable z, so we
invert the formula = H(¢,2) to obtain z = K(t,x). Substituting this
into the formulas for u and ¢ will give us u and ¢ as feedback controls in
the primal state variable x.

6. Finally, we investigate what the Kolmogorov equation above looks like in
the new variable x.

We now carry out this program and start by noticing that from risk neutral
valuation and the formulas (3.12)-(3.13), we have

X, = E9
t

T
/ e TG (s, Zy)ds + e’“(Tt>F(ZT)| ]—"t] . (3.15)

This allows us to conclude that X; can be expressed as
Xt = H(t, Zt)

where H, defined by,

T
/ e—r(s—f,)G«(s7 ZS)dS + e_r(T—t)F(ZT)

t

H(t,z) = Egz

satisfies a Kolmogorov equation. To find this equation we need, however, to
have the @ dynamics of Z. Since Z = B; 'L; and the L dynamics are

st = LtQDtth,
we see that the P dynamics of Z are
dZt = —’I"tht + Zt(det

where ¢ is the Girsanov kernel. By the Girsanov Theorem we thus obtain the
@ dynamics as
dZy = Z; (9 — 1) dt + ZypdW.
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We now have the following Kolmogorov equation, which is the basic PDE in the
martingale approach.

1
Hy+ 2(p* = r)H, + z¢*2°H,, + c(t,z) —rH = 0,
t (¢ ) 290 (t,2) (3.16)

H(T, z)

For mnemotechnical purposes we have here used the notation
c(t,z) = G(t, 2).

Having solved the Kolmogorov equation we can use Ito to obtain the X dynamics
as

and, comparing this with (3.14) we obtain the optimal portfolio weight as

H.(t,
u(t,z):£~z (t,2)
o

H(t, z)
We can summarize our findings so far.

Proposition 3.4.1 Defining the process Z by Z; = AM; we have the following
formulas for the optimal wealth, consumption, and portfolio weight.

X, = H(t Z), (3.17)
at2) = Glt2), (3.18)
s = 2 (3.19)

The function H is defined by

T
H(t,z) = Egz / e T eds + e T X (3.20)

t

and satisfies the PDE (3.16).

Remark 3.4.1 In the application of the MG approach above we have neglected
to take into account the constraint that we are not allowed to go short in physical
investment, i.e uy > 0. This constraint implies that the market is not really
complete, so formally we are not allowed to use the MG approach. A way
out of this predicament is to formally relax the positivity constraint on physical
investement. We then have a complete market model and we are free to use the
MG approach. If the optimal u in this extended model is positive then we have
obviously also found the optimum for the original model. In a concrete case we
thus have to check that @ above is in fact positive.
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3.5 An alternative representation of H

The function H in (3.20) is written as an expectation under ). Using the
stochastic discount factor M we can of course also write it as the P-expectation

1
H(t,Z) = MEtI,DZt

T
/ Msésds + MTXT
t
or, equivalently, as

1 T -
H(t,z):;Efz / Zséods + Zp X
t

S0 )
H(t,z) = ;Ho(t, 2)

where HY satisfies the PDE

1
HY —rzH? + Z?22HY + 2G(t,2) = 0,
t z 290 zz ( ) (3.21>

HYT,z) = =zF(z).

3.6 The connection between Kolmogorov and
HJB

Looking at Proposition 3.4.1 we see that, in one sense, our control problem
is completely solved. We have determined the optimal wealth, portfolio, and
consumption, up to the solution of the PDE (3.16). There are, however, two
remaining problems to be studied.

e In Proposition 3.4.1 the optimal controls are determined in terms of the
variable z. From an applied point of view it would be much more natural
to have the controls expressed as feedback controls in the wealth variable
x.

e The Kolmogorov equation (3.16) is a linear PDE for H, but the HJB
equation is non-linear for V. It seems natural to expect that there must
be some relation between these equations.

It is, in principle, not hard to obtain expressions for the optimal controls as
feedback controls in the z-variable. We have the relation

z=H(t,z2),
and if this can be inverted in the z variable, we can express z as

z=K(t,x).
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We can then simply substitute this into the formulas above to obtain

c(t,z) = G(t,K(t,x)), (3.22)
¢ K(t,z)H.(t, K(t 2))

ut,z) = H(t, K(t,x))

(3.23)

It is now natural to investigate what the relevant PDE for K (¢, z) looks like.
To do this we recall that by definition we have

H(t,K(T,x)) =z,

for all z. Differentiating this identity once in the ¢ variable and twice in the =
variable gives us, after some reshuffling, the following relations.

K; 1 K.
H=—— Hz = 7 sz = - .
¢ K, K3

If we plug these relations into the Kolmogorov equation (3.16) we obtain the
PDE

I
o

1 K
Ki+ (re —e)K, + z¢* K== + (r — *)K
c2 K2 (3.24)

K(T,x)

I

iS4
/;

8
}/

where the boundary condition follows from the relation
K(T,F(2)) = z,

plus the property that F = (&)
To understand the nature of this PDE we recall that from Proposition 3.3.1

we have R
Va(t, Xy) = Zs,

and since we also have R
Zt = K(tv Xt)

this implies that we must have the interpretation
K(t,z) =V (¢, x).

If we want to double-check this, we can differentiate the HJB equation

. . L(a—71)2 V2
‘/,t+U(t,C)+(TZ‘—C)Vx—§T@:0,

in the z variable, while using the optimality condition (3.2) or, equivalently,
use the Envelope Theorem on the original HJB equation (3.1). Defining K by
K =V, will then again give us (3.24).

We summarize our results as follows.



3.7. CONCLUDING REMARKS 53

Proposition 3.6.1 With notation as above we have the following results.

e The process Zy = AM; has the representation

Zt = Vx(t, )?t)

o The optimal wealth process is given by
X, = H(t, Z),
where the function H is defined by the Kolmogorov equation (3.16).

e The formulas for the optimal portfolio and consumption in Proposition
3.4.1 are mapped into the formulas (3.2)-(3.3) by the change of variable

x = H(tz2),
: = Kita),

where K is the functional inverse of H in the z variable.

o We have the identification

K(t,z) = V,(t,x).

o After the variable change z = K(t,x), the Kolmogorov equation (3.16)
transforms into the PDE (8.24) for K. Since K = V, this equation is
identical to the PDE for V, one obtains by differentiating the HJB equation
(8.4) w.r.t. the x variable.

3.7 Concluding remarks

From the analysis above we see that there are advantages and disadvantages for
the DynP as well as for the MG approach. Schematically, the situation is as
follows.

e Using DynP we end up with the highly non linear HJB equation (3.4),
which can be very difficult to solve.

e On the positive side for DynP, the controls are expressed directly in the
natural state variable z.

e For the MG approach, the relevant PDE is much easier than the corre-
sponding HJB equation for DynP. This is a big advantage.

e On the negative side for the MH approach, the optimal controls are ex-
pressed in the dual variable z instead of the wealth variable x, and in order
to express the controls in the x variable, we need to invert the function H
above.
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3.8 Exercises

Exercise 3.1 This exercise is a review of (the scalar version of ) the Envelope
Theorem. Consider two smooth functions f : R2 — and g : R> — R. For any
fized a € R we study the problem

max f(x,a)
x
s.t. the constraint
g(z,a) <0.

We are thus viewing x as the variable and a as a parameter. We assume that for
each a there is a unique optimal x which we denote by &(a), and we assume that
Z 1s smooth as a function of a. We furthermore assume that the constraint is
binding for all relevant values of a, and that the usual “constraint qualifications”
are satisfied, so the Lagrangian

L= f(z,a) — \g(x,a)
has a stationary point at Z(a). Now define the optimal value function F by
F(a) = f(2(a),a).

(i) Use the first order conditions on L and the fact that we have g(Z(a),a) =0
for all a, in order to prove that

dF . 9f . of
(@ = 5 F(@0) ~ A5, (@)

(ii) Use the result in (i) to verify that in the unconstrained case we have

dF of .
o (@) = S (#a),0)

(iii) Now study a problem of the form
max f(x)

s.t. the constraint
h(z) < a.

Use the result in (i) to show that

dF

Exercise 3.2 Use the Envelope Theorem in order to differentiate the HJB equa-
tion (3.1) w.r.t. the x variable. Define K by K =V, and check that K, thus
defined, will indeed satisfy the PDE (3.24).
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Chapter 4

A Simple Production Model

We now go on to analyze the simplest possible equilibrium model in a production
economy, first using DynP and then using the MG approach.

4.1 The Model

The model is formally almost exactly the same as in the previous section, but the
interpretation is somewhat different. We start with some formal assumptions
which are typical for this theory.

Assumption 4.1.1 We assume that there exists a constant returns to scale
physical production technology process S with dynamics

dSt = OZStdt + StO'th. (41)

The economic agents can tnvest unlimited positive amounts in this technology,
but since it is a matter of physical investment, short positions are not allowed.

This assumption is perhaps not completely clear, so we need a more precise
interpretation, and it runs basically as follows, where, for simplicity, I will refer
to the consumption good as “dollars”, but always with the provision that these
“dollars” can be invested as well as consumed.

e At any time ¢ you are allowed to invest dollars in the production process.
e If you, at time ¢y, invest ¢ dollars, and wait until time ¢; then you will

receive the amount of
Sty

Q‘Sto

in dollars. In particular we see that the return on the investment is linear
in ¢, hence the term “constant returns to scale”.

e Since this is a matter of physical investment, shortselling is not allowed.
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Remark 4.1.1 A moment of reflections shows that, from a purely formal point
of view, investment in the technology S is in fact equivalent to the possibility
of investing in a risky asset with price process S, but again with the constraint
that shortselling is not allowed.

We also need a risk free asset, and this is provided by the next assumption.
Assumption 4.1.2 We assume that there exists a risk free asset in zero net

supply with dynamics
dBt = ’I"tBtdt7

where r s the short rate process, which will be determined endogenously. The
risk free rate r is assumed to be of the form

re = T(t, Xt)
where X denotes portfolio value.

Interpreting the production technology S as above, the wealth dynamics will
be given, exactly as before, by

dXt = Xtut(a — T‘)dt + (’I“tXt — Ct)dt + XtUtO'th.
Finally we need an economic agent.

Assumption 4.1.3 We assume that there exists a representative agent who
wishes to maximize the usual expected utility

T
E? / U(t,cp)dt + ®(Xr)
0

4.2 Equilibrium

We now go on to study equilibrium in our model. Intuitively this is a situation
where the agent is optimal and the market clears for the risk free asset, i.e. the
optimal weight on the risky investment is 1.

Definition 4.2.1 An equilibrium of the model is a triple {¢(t, x), (t, z), r(t,x)}
of real valued functions such that the following hold.

1. Given the risk free rate process r(t,X:), the optimal consumption and
imvestment are given by ¢ and U respectively.

2. The market clears for the risk free asset, i.e.

a(t,x) = 1.
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In order to determine the equilibrium risk free rate, we now go on to study
the optimal consumption/investment problem for the representative agent. A
moments reflection will then convince you that, for the utility maximization
problem, all formulas in Section 3 are still valid with the modification that r is
replaced by r(t,z) and discount factors of the form e~"(T=% are replaced by

B _ T
bt _ e ft r(u, Xy )du
Br

The HJB equation again reads as

. . L(a—71)? V2

where now r is shorthand for r(¢,«). The optimal consumption and weight are
given by
Uc(t,é) = Vu(t,x), (4.3)
(a=r)  Vy(t,z)

a(t,z) = -— T TV (ta) (4.4)

Using the equilibrium condition 4#; = 1 we obtain the main result.
Proposition 4.2.1 In equilibrium the following hold.

e The equilibrium short rate is given by r(t,)?t) where

Vo (t, )
t,x) = e 4.5
rlt) = oot (45)
e The dynamics of the equilibrium wealth process are
d}?t = <O[5€t - ét) dt + )?tO'th. (46)
o The Girsanov kernel has the form go(tJ?t) where
r(t,r) —a
olt,z) = "D = (4.7)
o
or, alternatively,
Ve (t, x)
tx) =0——1—"-=. 4.8
olt.) = o I (48)
e The optimal value function V is determined by the HJB equation
1
Vi +U(t,¢) + (ax — &)V + =022%V,, = 0,
t+ Ut e) +( Wat 5 (4.9)
V(T,z) = ().

where ¢ is determined by (4.3).

Note that although the HJB equation (4.2) for the (non equilibrium) optimal
consumption/investment problem is highly non linear, the equilibrium PDE
(4.9) is drastically simplified and we see that, apart from the ¢ term, it is in fact
linear. As we will see in the next section, this is (of course) not a coincidence.
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4.3 Introducing a central planner

So far we have assumed that the economic setting is that of a representative
agent investing and consuming in a market, and we have studied the equilibrium
for that market.

An alternative to this setup is when, instead of a representative agent, we
consider a central planner. The difference between these two concepts is that
the central planner does not have access to a financial market, and in particular
he/she does not have access to the risk free asset B.

The optimization problem for the central planner is simply that of maxi-
mizing expected utility when everything that is not consumed is invested in
the production process. This obviously sounds very much like the problem of
a representative agent who, in equilibrium, does not invest anything in the risk
free asset, so a very natural conjecture is that the equilibrium consumption of
the representative agent coincides with the optimal consumption of the central
planner. We will see.

The formal problem of the central planner is to maximize

EP

T
/ U(t,ct)dtJr(I)(XT)] :
0

given the wealth dynamics
dXt = (O[Xt - Ct)dt + O'Xtth.

The HJB equation for this problem is

Vi + sup {U(t, ¢)+ (ax —c)Vy + ;JQ:Csz} = 0,
V(T,z) = &(x).
with the usual first order condition
Uc(t,c) = Vy(t, ).
Substituting the optimal ¢ we thus obtain the PDE
Vi +U(t,¢) + (ax — &)V, + %a%ﬂvm = 0,
V(T,z) = ®(x).

and we see that this is identical to (4.9). We have thus proved the following
result.

Proposition 4.3.1 Given assumptions as above, the following hold.

e The optimal consumption for the central planner coincides with the equi-
librium consumption of the representative agent.
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o The optimal wealth process for the central planner is identical with the
equilibrium wealth process for the representative agent.

This result implies in particular that the following scheme is valid.

e Solve the (fairly simple) problem for the central planner, thus providing
us with the optimal value function V.

e Define the “shadow interest rate” r by (4.5).

e Now forget about the central planner and consider the optimal consump-
tion/investment problem of a representative agent with access to the pro-
duction technology S and a risk free asset B with dynamics

dBt = T(t, Xt)Btdt
where r is defined as above.

e The economy will then be in equilibrium, so & = 1, and we will recover
the optimal consumption and wealth processes of the central planner.

4.4 'The martingale approach

In order to analyze the equilibrium problem using the martingale approach we
need to modify our assumption about the short rate ever so slightly. We thus
assume that, apart from the production technology S, the agent can invest in a
risk free asset with a short rate process of the form

re =1(t, Zy).

Note the difference with the earlier assumption r, = r(¢, X;), and see Remark
4.4.2 for comments on no shortselling.

Recalling the results from Proposition 3.4.1 we obtain the optimal wealth,
consumption, and portfolio weight as

Xt == H(t7Zt),
Uc(tvé) = Z,
ct,z) = G(t2),
. _p zH.(t2)
wha) = o)

where H has the interpretation

T
H(t,z) = B/, / B '¢yds + By Xp (4.10)
t
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and thus solves the PDE

I
o

1
H; 4 z(¢* —7)H, + §<p2z2sz +G(t,z) —rH
H(T,z) = F(z),
and where the Girsanov kernel as usual is given by

r—«

(p:
g

The equilibrium condition @ = 1 gives us the Girsanov kernel ¢ and the
equilibrium rate r as

o(t,z) = a%, (4.12)
_ H{(t, 2)
r(t,z) = a+ Uzm. (4.13)

This looks nice and easy, but in order to compute ¢ and r we must of course
solve the PDE (4.11) for H. On the surface, this PDE looks reasonable nice,
but in order to solve it we must of course substitute (4.12)-(4.13) into (4.11).
We then have the following result.

Proposition 4.4.1 The equilibrium interest rate and the Girsanov kernel are
given by

H(t,z)
t = 2 4.14
H(t, z)
t = —_— 4.15
oltz) = ot (115)
where H, defined by,
T
By By &
H(t,z) = EZ, /t B—Scsds—i—B—TXT (4.16)
solves the PDE
H, H+12H2H +G—(a+oHH 0
—azH, + -0°—H,, —(a+o = 0,
' 2 H? (4.17)

H(T,z) = F(z).

Remark 4.4.1 Note that the equilibrium condition introduces a monlinearity
into the PDE for the MG approach.
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We may again argue as in Section 3.6, and perform a change of variable by
the prescription
x=H(t,z) z=K(tx).

Exactly like in Section 3.6 we can then derive the following PDE for K.
K+ (a4 o0*)aK, — ¢K, + %O’QIQKSM =0. (4.18)
As in Section 3.6 we also have the indentification
K(t,x) = Vy(t,x),

and equation (4.18) for K can also be derived by differentiating the PDE (4.9)
in the z variable.
As in Section 3.5 we can give an alternative representation of H.

Proposition 4.4.2 The equilibrium interest rate and the Girsanov kernel are
given by

H(t, z)
t = 2 4.1
A x(> (419
H(t, z)
t = —_— 4.20
o(t, 2) O H.(t2) (4.20)
where the function H is given by
1 T -
H(t,z) = ;Efz / Zgéyds + Zp X
t
s0 )
H(t,Z) = 7H0(ta Z)
z
where HY satisfies the PDE
1
HY —rzHY + Z0?22HY + 2G(t,2) = 0,
t z 290 zz ( ) (4.21>
HYT,z) = =zF(z).

Remark 4.4.2 Fore this type of production model we are facing the problem
that if our process S has the interpretation of physical investment, then we
have a shortselling constraint, the market becomes incomplete, and we are not
formally allowed to use the MG approach. There seems to exist at lest two ways
to handle this problem.

o We accept the reality of the shortselling constraint and interpret the results
above as the equilibrium results in an extended model where shortselling is
formally allowed. Since there is in fact no shortselling in equilibrium we
then conclude that the extended equilibrium is indeed also an equilibrium
for the original model. This, however, leaves open the question whether
there can exist an equilibrium in the original model, which is not an equi-
librium in the extended model.
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o We gloss over the problem, abstain from even mentioning it, and hope
that it will disappear. This seems to be a rather common strategy in the
literature.

4.5 Introducing a central planner

In the DynP approach we introduced, with considerable success, a central plan-
ner who maximized expected utility of wealth and consumption

T
EF / U(t,cy)dt + ®(Xr)
0

given the wealth dynamics
dXt = (O[Xt - Ct)dt + O'Xtth.

The important assumption here is that the central planner does not have access
to the risk free asset B. This obviously implies that the market is incomplete
so, as far as I understand, this implies that we cannot use the usual MG ap-
proach. It should be mentioned, however, that Kramkov and Schachermayer
has developed a very deep duality theory also for incomplete markets, and it
would be interesting to see what one can say about the problem of the central
planner using their theory.

4.6 Concluding remarks

In Section 3 we found that the Komogorov PDE in the MG approach had a much
simpler structure than the HJB equation for the DynP apporach. It seems,
however, that this advantage of the MG approach over the DynP approach
vanishes completely when we move from the pure optimization model to the
equilibrium model. Equation (4.17) for H does not at all look easier than the
HJB equation (4.9).

4.7 Exercises

Exercise 4.1 Consider the case when ®(x) =0, and
Ul(t,c) = e °In(c).

(a) Analyze this case using DynP and the Ansatz

V(t,z) = f(t) In(x) + g(t),

(b) Analyze the same problem using the martingale method, by applying Propo-
sition 4.4.2.
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Exercise 4.2 Analyze the case of power utility, i.e. when
s

Ult,c) = e 5

—_

for B> 0.

4.8 Notes

The model in this section is a simple special case of the general production
model of [5].
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Chapter 5

The CIR Factor Model

We now go on to analyze a simple version of the Cox-Ingersoll-Ross model as
described in [5].

5.1 The model

In the model some objects are assumed to be given exogenously whereas other
objects are determined by equilibrium, and we also have economic agents.

5.1.1 Exogenous objects

We start with the exogenous objects.
Assumption 5.1.1 The following objects are considered as given a priori.
1. A 2-dimensional Wiener process W.
2. A scalar factor process Y of the form
dY; = p(Yy)dt + o(Yy)dW, (5.1)

where p is a scalar real valued function and o is a 2-dimensional Tow
vector function.

8. A constant returns to scale production technology process S with dynamics

dSy = a(Yy)Sdt + Spy(Ye)dW, (5.2)

The interpretation of this is that Y is a process which in some way influences
the economy. It could for example describe the weather. The interpretation of
the production technology is as in Chapter 4 and we have again a shortselling
constraint.
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5.1.2 Endogenous objects

In this model we also have some processes which are to be determined endoge-
nously in equilibrium. They are as follows, where we use the notation

X; = the portfolio value at time t,

to be more precisely defined below.

1. A risk free asset B, in zero net supply, with dynamics
dBt = TtBtdt
where the risk free rate r is assumed to be of the form

Tt = T(t7Xt7}/;f)'

2. A financial derivative process F(t, X¢,Y?), in zero net supply, defined in
terms of X and Y, without dividends and with dynamics of the form

dF = fFdt + FhdW;
where 3 and h are of the form
B =pB(tX,Y:), h=h(t,Xy,Y),
and will be determined in equilibrium.
We also need an important assumption.

Assumption 5.1.2 We assume that the 2 x 2 diffusion matriz
—y—
—h—

The implication of this assumption is that, apart from the shortselling constraint
ofr S, the market consisting of S, F', and B is complete.

1s invertible P-a.s. for all t

5.1.3 Economic agents

The basic assumption in [5] is that there are a finite number of agents with
identical initial capital, identical beliefs about the world, and identical prefer-
ences. In the present complete market setting this implies that we may as well
consider a single representative agent. The object of the agent is (loosely) to
maximize expected utility of the form

T
EF / Ul(t,ce, Yy)dt
0

where c¢ is the consumption rate (measured in dollars per time unit) and U is
the utility function.
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5.2 The portfolio problem

In this section we discuss the relevant portfolio theory, formulate the agent’s
optimal control problem and derive the relevant HJB equation.

5.2.1 Portfolio dynamics

The agent can invest in S, F', and B and. We will use the following notation

X = portfolio market value,

a = portfolio weight on S,

b = portfolio weight on F,
1—a—-0b = portfolio weight on B

Using standard theory we see that the portfolio dynamics are given by

de de dBf
dX; = a; Xe— + b Xo— 1—a; — b)) Xy —— — cidt
t = QX S, + b4 tFt +( at ¢) X¢ B, Ct

where, for simplicity of notation, lower case index ¢ always indicates running
time, but where other variables are suppressed. This gives us the portfolio
dynamics as

dX; = Xi{a(la=r)+b(B—7r)}dt + (rX¢ — ¢) dt + X {ay + bh} dWy, (5.3)
and we write this more compactly as
dXy = Xym(t, Xy, Ye, up)dt — cpdt + Xog(t, Xy, Y, ug)dWe, (5.4)
where we use the shorthand notation
u = (a,b),
and where m and ¢ are defined by
m = ala—7r]+b[B—1]+T, (5.5)

g = avy+bh.

5.2.2 The control problem and the HJB equation

The control problem for the agent is to maximize

EP UOT U(t,ct,Yt)dt]

where

T=inf{t>0: X; =0} AT

subject to the portfolio dynamics
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dXy = Xom(t, Xy, Yy, ug)dt — codt + Xyg(t, Xy, Yy, ug)dWr,
and the control constraints
c>0, a>0.

The HJB equation for this is straightforward and reads as

Vi +sup{U + A"V} = 0,
’ V(T,z) = 0, (5.7)
V(,0) = o0,

where the infinitesimal operator A" is defined by

1 1
AV = (am — )V + pV, + §$292sz + 502Vyy +2goVay.

Here, for the vectors ¢ and g in R?, we have used the notation

og = (0,9),
@ = gl
o> = |of?

where (o, g) denotes inner product.

5.3 Equilibrium

Since B and F' are in zero net supply, we have the following definition of equi-
librium.

Definition 5.3.1 An equilibrium is a list of processes
{T.7 ﬂ? h? a? b’ C? V}

such that (V,a,b,c) solves the HJB equation given (r,(,h), and the market
clearing conditions

ay = ].7 bt = 0.
are satisfied.
We will now study the implications of the equilibrium conditions on the short

rate r and the dynamics of F. We do this by studying the first order conditions
for optimality in the HJB equations, with the equilibrium conditions in force.
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The first order conditions, with the equilibrium conditions ¢ =1 and b =0
inserted, are easily seen to be as follows.

(a) w(a =)V +2°y*Vou + 270Vey = 0, (5.8)
(b) z(8 —1r)Vy + 2*yhVyy + 20hVyy, = 0, (5.9)
(c) U. = V, (5.10)

where (a) indicates that it is the FOC for a etc.
Substituting these conditions into the HJB equation and the portfolio dy-
namics, will give us the following result.

Proposition 5.3.1 (The Equilibrium HJB Equation) In equilibrium, the
following hold.

e The HJB equations takes the form

1 1
Vi+U(t,¢)+ (ax — )V + uVy + 517272‘/;” + ianyy + oYV

V(T z,y) =
V(t,0y) =
(5.11)
where ¢ is determined by (5.10).
o The equilibrium portfolio dynamics are given by
dXt = (aXt - ét)dt + Xt’yth (512)

Remark 5.3.1 We will see below that “everything” in the model, like the risk
free rate, the Girsanvo kernel, risk premia etc, is determined by the equilibrium
optimal value function V. It is then important, and perhaps surprising, to note
that the equilibrium HJB equation (5.11) is completely determined by exoge-
nous data, i.e. by the Y and S dynamics. In other words, the equilibrium
short rate, risk premia etc, do not depend on the particular choice of derivative
F that we use in order to complete the market.

5.4 The short rate and the risk premium for F
From the FOC (5.8) for a we immediately obtain our first main result.

Proposition 5.4.1 The equilibrium short rate r(t,x,y) is given by

0 Vs n Jsz
v, %

r=a+y

(5.13)
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With obvious notation we can write this as

From the equilibrium optimality condition (5.10) for b we have the following
result.

Proposition 5.4.2 The risk premium for F' in equilibrium is given by

zV, V,
v, | +VI"]

ﬂr[ (5.15)

5.5 The martingale measure and the SDF

Since every equilibrium must be arbitrage free, we can in fact push the analysis
further. We denote by ¢ the Girsanov kernel for the likelihood process L = %,

so L has dynamics
st = Ltgﬁtth.

We know from arbitrage theory that the martingale conditions for S and F' are

ro= at+9p,
r = [B+he

On the other hand we have, from (5.13) and (5.15),

TViw Vay
o+ Y+ 507

ﬁ
|

Ve Ve
TViw Vay
= h
" ot { Va i Va U}

Using Assumption 5.1.2 we can thus solve for the vector ¢ to obtain the following
important result.

Proposition 5.5.1 The Girsanov kernel ¢ is given by

Viw Vay
v. 1Ty

p= o. (5.16)

From our earlier experiences with the martingale approach we also expect
to have the relation
Vo (t, X:,Y:) = AM,,

along the equilibrium X-path, where M is the stochastic discount factor
M, = B; 'Ly,
and A is the Lagrange multiplier, which can be written as

A= Vw(OaXOaYE))
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This result is clear from general martingale theory theory, but one can also
derive it using a more bare hands approach by forst recalling that the dynamics
of Zy = MM, are given by

dZt = —’I"tht + ZﬁDqu

with ¢ as in (5.16). We can then use the Ito formula on V, and the envelope
theorem on the HJB equation in equilibrium to compute dV,. This is quite
messy, but after lengthy calculations we obtain

dVy = —rVydt + VypdWy.
Comparing this with the Z dynamics above gives us the following result.

Proposition 5.5.2 The stochastic discount factor in equilibrium is given by

Vw(t7Xt7 }/t)
M, = —————~—. 5.17
! Vz(oaXOaYb) ( )

5.6 Risk neutral valuation

We now go on to derive the relevant theory of risk neutral valuation within the
model. This can be done in (at least) two ways:

e We can follow the argument in [5] and use PDE techniques.
e We can use more general arbitrage theory using martingale measures.

To illustrate the difference we will in fact present both argument, and we start
with the martingale argument. The reader will notice that the modern martin-
gale argument is considerably more streamlined the the traditional PDE argu-
ment.

5.6.1 The martingale argument

From general arbitrage theory we then immediately have the standard risk neu-
tral valuation formula

T
F(t,z,y) = E2 e Jo ™0 (X7, vy) (5.18)

t,x,y

where H is the contract function for F'. We have already determined the Gir-
sanov kernel ¢ by (5.16) so the equilibrium @-dynamics of X and Y are given
by

dX, X [a+ ] dt — éudt + XpydWE,

dY, = [p+og|dt+odWE.
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We thus deduce that the pricing function F' is the solution of the PDE

1
Fi+ Fox(a+yp) — cFy + 51272Fm
1
+F,(n+op) + iFyyUQ +zFyjoy—rF = 0 (5.19)

F(T’x’y) = H(xvy)

which is Kolmogorov backward equation for the expectation above.

5.6.2 The PDE argument

Using the Ito formula to compute dF and comparing with the dynamics
dF = FpBdt + FhdW,
allows us to identify 0 as

1 1 1
6= o {Ft + (ax —¢)Fp + pFy + §x272pm + 5(;2Fyy + o:cr*yme} (5.20)

On the other hand we have
B—r=—ph

with ¢ again given by (5.16), and
1
h = ya {zF,y+ Fyo} (5.21)

so we have

1
B=r— ya {xFpyp + Fyop} (5.22)

Comparing the expressions (5.20) and (5.22) for § gives us the basic pricing
PDE

1
Fi+ Fox(a+yp) — cFy + fx272Fm

2
1
+F,(u+ op) + §FyyU2 +aFyoy—rF = 0 (5.23)
F(Tyz,y) = H(z,y)

which is (of course) identical to (5.19). Using Feynman-Kac we then obtain the
standard risk neutral valuation formula as

T
F(t,z,y) = ES e b0 ™ m(X0, Vi) (5.24)

t,x,y
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5.7 Another formula for ¢

We recall the formula
Ve n Vay o
v, [TV,

for the Girsanov kernel. We also recall from the first order condition (5.10) for
consumption, that

(p:

U.=V,.

Let us now specialize to the case when the utility function has the form
Ul(t,c,y) = e °'U(c) (5.25)
Along the equilibrium path we then have
Ve = e %’ (&)
and differentiating this equation proves the following result.
Proposition 5.7.1 Under the assumption (5.25), the Girsanov kernel is given

by
_ U/I (é)
U'(e)

{wéoy +¢y0}

5.8 Introducing a central planner

As in Section 4.3 we now introduce a central planner into the economy. This
means that there is no market for B and F', so the central planner only chooses
the consumption rate, invests everything into S, and the problem is thus to
maximize

EF U Ul(t,ct, Yy)dt + ®(X7)
0
subject to the dynamics

dXt = (OéXt — C)dt + Xt"}/dt,
dY, = w(Yo)dt+o(Y;)dW,

and the constraint ¢ > 0.
The Bellman equation for this problem is

1 1
Vi + sup {U + (ax — )V + pV, + 5729:2\/“ + 502Vyy + xaszy} = 0
V(T,z) = &(x)
V(0 = 0

We now see that this is exactly the equilibrium Bellman equation (5.11) in the
CIR model. We thus have the following result.
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Proposition 5.8.1 Given assumptions as above, the following hold.

The optimal consumption for the central planner coincides with the equi-
librium consumption of the representative agent.

The optimal wealth process for the central planner is identical with the
equilibrium wealth process for the representative agent.

This result implies in particular that the following scheme is valid.

Solve the (fairly simple) problem for the central planner, thus providing
us with the optimal value function V.

Define the “shadow interest rate” r by (5.13), and the Girsanov kernel ¢
by (5.16).

For a derivative with contract function H, define F by (5.24).
Define and h and 8 by (5.21)-(5.22).
The F' dynamics will now be

dF = fFdt + FhdW;.

Now forget about the central planner and consider the optimal consump-
tion/investment problem of a representative agent with access to the pro-
duction technology S, the derivative F' and the risk free asset B with
dynamics

dBt = T(t,Xt)Btdt
where 7 is defined as above.

The economy will then be in equilibrium, so a = 1, b = 0 and we will re-
cover the optimal consumption and wealth processes of the central planner.

5.9 The martingale approach

We now study the equilibrium problem above using martingale techniques. Ap-
plying the usual arguments we then want to maximize expected utility

given the budget constraint

EF / U(t,ct,Yt)dt+<I>(XT)]
0

EF / ctMtdt—i—XTMT] = 2
LJ O

where, as usual, M is the stochastic discount factor defined by

M; = B/ 'L,
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and L is the likelihood process L = d@/dP. We note that M will be determined
endogenously in equilibrium. The Lagrangian for this problem is

T
EF / {U — Zieyydt + ®(X7) — Zi X7 | + Axo
0
where
Zy = A\M;.
The first order conditions are

Uc(taéta}/t) - Zt7 (526)
'(Xr) = Zr, (5.27)

and, comparing (5.26) with (5.10) we have our first result.
Proposition 5.9.1 In equilibrium we have the identification
Va(t, X0, Yy) = AM,,

where
A= Vx(oa Zo, yO)

Denoting the inverse of U.(t,c,y) in the ¢ variable by G(t,z,y) and the
inverse of ® by F' we can express the optimal consumption and optimal terminal
wealth profile as

é(t7 Z?y> = G(t7 Z7y)7
Xr = F(Zp).

At this point we need a small assumption in order to obtain a Markovian struc-
ture.

Assumption 5.9.1 We assume that the equilibrium short rate r and the equi-
librium Girsanov kernel ¢ have the form

r = 1t Z,Y,),
o = ot Zs,Yr).

We can now apply risk neutral valuation to obtain the optimal wealth process
X (for notational convenience we write X instead of X).
ft]

T s T
X, = E9 / e L G s, 7, Y ds + e e TR (Zy)
t

and the Markovian structure allows us to express X as

Xt = H(ta Ztayt)
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where H solves a Kolmogorov equation. In order to find this equation we need
the @ dynamics of Z, and these are easily obtained as

dZ; = (@ — ) Zydt + ZypdW 2.
The Kolmogorov equation is now
H+AH+G-rH = 0,
{ H(T,z,y) = F(2)

where the infinitesimal operator A is defined by
1 1
AH = (@2 —r)zH, + (n+ O":D)Hy + 5@2Z2sz + 502Hyy + o H,y

We now proceed exactly as in Section 4.4 and use Ito to express the X dynamics
as
On the other hand, we know from general theory that the X dynamics in equi-

librium are given by
dXt = ( . )dt —+ Xt"}/th,

so, using X; = H(t, Z;,Y;) we obtain
zH,p + Hyo = H7,

giving us
H H,

v= zHZ7 B zHZU'
The martingale condition for S is obviously

r=a+ e,
which is our formula for the equilibrium interest rate. We may now summarize.

Proposition 5.9.2 The equilibrium interest rate r(t,z,y) and Girsanov kernel
o(t, z,y) are given by

H,

2 y
= — 5.28
" ot zH, 7 zH, 77 ( )
H  H,
= — . 5.29
7 zHZFy zH, % (5.29)
Here the function H(t, z,y) is determined by the PDE

Ht + AH + G—-rH = O,

(5.30)
H(T,zy) = F(2)

with A is defined by

1
2
and r and @ replaced by the formulas (5.28)-(5.29).

1
AH = (902 —r)zH. + (un+op)H, + ©222H,, + §U2Hyy + @oH,
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As in the Section 3.5 we have an alternative representation of H.
Proposition 5.9.3 The function H can also be written as
Lo
H(t,Z,y) =-H (t,Z,y)
z

where HY is given by

HO(t,z,y) = B/

t,z,y )

T A
/ Zueat+ ZnXr
t

and solves the PDE

1 1
HY —rzH? + ,uHS + §<p2z2HSZ + 702H,‘8y + (pO’HSy + zG

0
2 9

HY(T,z,y) = =z2F(z)

Remark 5.9.1 Inserting (5.28)-(5.29) into any of the PDE:s above will result
m a really horrible PDE, and I am rather at a loss to see how to proceed with
that object.

5.10 Exercises

Exercise 5.1 Assume that the utility function U does not depend on y and has
the form

Ult,c) = e~ 0t 1 i ﬂclfﬁ

where B and § are positive real numbers. We also assume that & = 0.

(a) Prove that optimal value function V (t,x,y) has the form

V(t,z,y) =U(t,z)f(t,y)

with U as above, where f satisfies the PDE
2 1 1
fot o+ 0v(L = B)) fy + G fuy + BF7F + |01 = 8) =8 = 54?801 - 8)| f
f(T,y)

(b) Compute (in terms of f) the equilibrium interest rate r and the Girsanov
kernel p. Note that they do not depend on the x-variable.

Exercise 5.2 With ® =0, assume and that we have log utility, i.e.

Ult,c,y) = e ot In(c),
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(a) Show that the HIB equation has a solution of the form

V(t,z,y) = e f(t,y)In(z) + e g(t,y)
and derive the relevant PDE:s for f and g.
(b) Solve the PDE for f and derive explicit expressions for r and .
(c) Use the martingale approach and compute the function H of Section 5.9.

(d) Use H to derive explicit expressions for r and ¢, and compare with (b).

5.11 Notes

This model studied above is a special case of the the model presented in [5],
where the authors also allow for several production processes, but where only
PDE methods are used. A very general multi-agent equilibrium model, allowing
for several production processes, as well as endowments, is studied in detail in
[22].



Chapter 6

The CIR Interest Rate
Model

We now specialize to the model in [6]. In this model the authors study power
utility, but all concrete formulas are actually derived under the assumption of
log utility, i.e.

Ult,c,y) = e In(c),

so we restrict ourselves to this particular case.

6.1 Dynamic programming

Given the assumption of log utility, it is easy to see that the HJB equation has
a solution of the form

V(t,z,y) = e f(t,y) In(z) + e g(t,y)

and we obtain the following PDE for f.

1
ft+ﬂfy+§02fyy_5f+1 = 0,
F(Ty) = o

Using Feynman-Kac it is easily seen that f is given by the formula

flt,y) = % [1 -~ e‘é(T‘”} :

so we have
Vs _ 1 @ -~
V. B VA

and plugging this into the formula (5.13) gives us the short rate as

r(t,y) = ay) — ().

81
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In view of this formula it is now natural to specialize further by assuming that

aly) = a-y,
W) = 7V
which means that the S dynamics are of the form
dS; = a8, Ydy + 1S/ Y, dW,
This gives us
r(t.y) = (@ =)y,

Now, in order to have a positive Y process, which is necessary for /Y; to make
sense, we introduce the assumption that the Y dynamics are of the form

dY; = {AY: + B} dt + o/ YedW, (6.1)
where A, B and o are positive constants so in the earlier notation we have
uy) = Ay+B,

oly) = oy
and, using (5.16) for the Girsanov kernel, we have proved the following result.

Proposition 6.1.1 For the CIR II model described above the following hold.

e The short rate is given by

r(t,Ye) = (0 =2*)Ye
e The short rate dynamics under P are

dry = [A+ Bo] dt 4+ 09+/T:dWy,
where

By = (a—=9%B,

oy = \/ma-
o The Girsanov kernel is given by

e(t,y) = =71y

o The @ dynamics of r are

dry = [Agry + Bo] dt + oo\/redW 2

Ag = A —yov/a—72.

Remark 6.1.1 The condition guaranteeing that the Y equation has a positive
solution is

where

24 > o2,

This will also guarantee that the SDE for the short rate has a positive solution.
In order to have a positive short rate we obviously also need to assume that

a >3



6.2. MARTINGALE ANALYSIS 83

6.2 Martingale analysis

The problem is to maximize expected utility

[T
EF / e % ln(ct)dt]
0

subject to the budget constraint

[ T
EF / Mtctdt] = 2
0

Performing the usual calculations, we obtain the optimal consumption as

e =AM tem0

From Section 5.9 we recall the function H, defined by

T
By
Zteld

t Bsc s

T
/ MS&SdS} .
t

Inserting the expression for ¢ and recalling that Z; = AM; gives us the formula

H(ta 2, y) = th?z,y

We can also write this as

1
H(tv Z, y) = MEt}?zy

H(t,2.y) = ~o(t)
where )
g(t) = = {em0t — =0T}
From (5.28) we recall the formula

H
2 Ay
gl ZHZU%

r:a—’—sz

so we obtain
T(tvy) = a(y) - 72(:’/)7
and we can proceed as in Section 6.1.

6.3 Exercises

Exercise 6.1 This exercise shows that you can basically generate an arbitrarily
chosen process as the short rate in a CIR model with log utility.
Consider the CIR setting above with log utility, but with production dynamics
of the form
dSt = St}/;dt + "}/Stth,

where v is a real number and Y is an arbitrary process. Compute the short rate.



84 CHAPTER 6. THE CIR INTEREST RATE MODEL

6.4 Notes

The model in this section is the one presented in [6].



Chapter 7

Endowment Equilibrium 1:
Unit Net Supply

In the previous chapters we have studied equilibrium models in economies with
a production technology. An alternative to that setup is to model an economy
where each agent is exogenously endowed with a stream of income/consuption.
This can be done in several ways, and we start with the simplest one, charac-
terized by unit net supply of risky assets.

7.1 The model

In the model some objects are assumed to be given exogenously whereas other
objects are determined by equilibrium, and we also have economic agents.

7.1.1 Exogenous objects

We start with the exogenous objects.
Assumption 7.1.1 The following objects are considered as given a priori.
1. A 1-dimensional Wiener process W .

2. A scalar and strictly positive process e of the form
det = a(e)dt + b(ey)dW, (7.1)
where a and b is a scalar real valued functions.

The interpretation of this is that e is a an endowment process which provides
the owner with a consumption stream at the rate e; units of the consumption
good per unit time, so during the time interval [t,t + dt] the owner will obtain
e¢dt units of the consumption good.
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7.1.2 Endogenous objects
The endogenous object in the model are as follows.

1. A risk free asset B, in zero net supply, with dynamics
dB; = ryBydt
where the risk free rate r is determined in equilibrium.
2. A price dividend pair (S, D) in unit net supply, where by assumption
dD; = eudt.

In other words: Holding the asset S provides the owner with the dividend
process e over the time interval [0, T]. Since S is defined in terms of e we
can write the dynamics of S as

dSt = atStdt —+ "YtStth
where o and v will be determined in equilibrium.

3. We stress the fact that, apart for providing the owner with the dividend
process e over [0, 7], the asset S gives no further benefits to the owner. In
equilibrium we will thus have

ft‘| )

IR
St:ME /t Msest

where M is the equilibrium stochastic discount factor. In particular we
will have

St =0.

7.1.3 Economic agents

We consider a single representative agent who wants to maximize expected

utility of the form
T
/ U(t, Ct)dt‘|
0

where c¢ is the consumption rate (measured in dollars per time unit) and U is
the utility function.

EP

Assumption 7.1.2 We assume that the agent has initial wealth Xy = So. In
other words: The agent has enough money to buy the right to the dividend
process Y .

We will use the notation

u; = portfolio weight on the risky asset,
1—wu; = portfolio weight on the risk free asset,

¢ = rate of consumption.
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7.1.4 Equilibrium conditions

The natural equilibrium conditions are that the agent will, at all times, hold
the risky asset and that he will consume all dividends. Formally this reads as
follows.

ug = 1, ((S,D) in unit net supply),
1—w = 0, (B in zero net supply),
¢t = e, (market clearing for consumption).

7.2 Dynamic programming

As usual we start by attacking the problem using DynP and, as we will see
below, this is not completely trivial. In Section 7.3 we will analyze the same
equilibrium problem using the martingale approach, and we will see that, for
this particular model, the martingale approach is in fact much more efficient
than the dynamic programming method. The reader who wants to go directly
to the main results can therefore skip this section and go to Section 7.3.

In order to obtain a Markovian structure we make the following assumption.

Assumption 7.2.1 We assume that S, «, v and r, have the following struc-
ture, where F below is a smooth function to be determined in equilibrium.

St = F(t,et),
ar = aT,er),
o= ’Y(taet)v
re = r(te).

It would seem natural to allow the functions above to depend also on the equi-
librium wealth process X but, as we will see, this is not necessary.

7.2.1 Formulating the control problem

In equilibrium, the risky asset is in unit net supply so in equilibrium we will
have X; = S;, but the individual agent will of course feel no such restriction,
and we thus have to determine the dividend rate which will be allocated to the
agent given wealth z, the weight v on the risky asset, the price s of the risky
asset, and the value e of the dividend rate process.

This, however, is quite easy. The dollar amount invested in the risky asset
is uz and, given the asset price s, this implies that the agent is holding ux/s
units of the risky asset, and thus that he obtains a dividend of size

. e-dt
s

over an infinitesimal interval [¢,t 4 dt]. We emphasize that, here and elsewhere
in this chapter, the notation s is shorthand for F(t,e).
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The wealth dynamics are thus given by
dXt = UXt(Oét - T't)dt + (T‘Xt —Cct + %E)dt + ’LLtXt’)/tth, (72)

and the natural constraints for the agent are

Ct = 07 (7.3)
w = 0 if X, =0, (7.4)
Ct S €t if Xt =0. (75)

The first conditions is obvious. The second and third conditions prohibits short-
selling of S, as well as excessive consumption, during periods with zero wealth,
thus prohibiting wealth from going negative.

The control problem of the agent is thus to maximize

/OTU(t,mdt]

given the X dynamics (7.2), and the constraints (7.3)-(7.5).

EP

7.2.2 The HJB equation

The optimal value function is of the form V (¢, x,e), and the HJB equation is as

follows.
Vit 2, ) +sup {U(t,c) + A"V (t,z,e)} = 0

V(T,z,e) = 0

where A™° is given by
e ux L 529 1,
AYCV = u:v(a—r)Vm+(rx—c+—e)Vz+§u x°y sz+MVe+§b Vee +uxybViye,
s

with the constraints (7.3)-(7.5) for ¢ and w.

Remark 7.2.1 It would perhaps seem natural that, since we have the term
“Le, we should study an optimal value function of the form V(t,x,e,s). This
is, however, not necessary. Since we have assumed that Sy = F(t,e;), the asset
price S will not be a state variable, and the appearance of s in the HJB equation
is, as always, shorthand for F(t,e).

Assuming that the constraints are not binding, the first order conditions are

ou

ac (t’ c) = Vl‘(t)xDe))

and r
CL’(OZ — T)Vz + geVm + Uf?’yzvmz + x’ybvxe =0.
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7.2.3 Equilibrium

In order to obtain expressions for the equilibrium risk free rate, and the market
price of risk, we would now like to introduce the proper equilibrium conditions
into the first order conditions above. The equilibrium concept for the present
model is, however, a little bit tricky, and the situation is roughly as follows.

e For our underlying economic model, we have assumed that that Xy = Sy.

e This assumptions is tailor made to fit the assumption that (S, D) is in
unit net supply.

e Given Xy = Sy we expect that, in equilibrium, the agent is at all times
holding one unit of (S, D), with no money invested in B, and consuming
¢t = e¢. This will then imply that X; = S;.

e Using DynP however, we have to study the HJB equation for all possible
combinations of z, e, and s, and not just for the case x = s.

e We thus have to extend our equilibrium concept to the case when = # s
and introduce this extended concept into the first order conditions above.

e Having done this, we may finally assume that Xy = Sy, and study the
implications of this assumption.

The extended equilibrium conditions are easily seen to be as follows

c(t,z,e) = -e, (7.6)
u(t,z,e) = 1. (7.7)

The second condition is obvious. In order to understand the first condition,
assume that at time ¢ you have wealth x. If you invest all of this into the
risky asset, then the dividend rate is 7 - e and if all this is consumed then your
consumption is given by ¢ = % - e. Recalling that s = F(t,e) gives us (7.7).
Remark 7.2.2 In the case when x = s, the extended equilibrium conditions
will obviously coincide with the “naive” equilibrium conditions u =1 and c = e.
Given an arbitrary initial conditions Xo = xg, we also expect to have

Lo
Xi=—5
S0

for all t.

Inserting the extended equilibrium conditions into the wealth dynamics gives us
the (extended) equilibrium X dynamics as

dXt = OéXtdt + Xt’)/th,
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and from this we conclude, by comparing with the S dynamics, that

Xt = @‘S’t)
S0
or in other words x
t Zo
_— = 7.8
F(t,e:)  so (7.8)

Inserting the extended equilibrium conditions into the first order conditions
gives us

U, (t, F(ze)e> = Vy(t,ze), (7.9)

e Via 2 Ve
T s a+sz7+Vi

by. (7.10)

From (7.10) and standard arbitrage theory, we can now identify the Girsanov

kernel ¢ as
VII + VCL‘C
ARNTA

This is more or less expected, but we can in fact obtain a much nicer formula.

o(t,z,e) =x b. (7.11)

Proposition 7.2.1 For the original equilibrium, where xy = sg, the Girsanov
kernel process @ is of the form ¢, = (t,e;) where the function ¢(t,e)is given
by

Uec(t, e)

o(t,e) = m - b(e).

Proof. From (7.9) we obtain

sz(t7xae) = ¢ Ucc - (ta o ) 5

F(t,e) F(t,e)
xe F(t,e) —eF(t,e)
Vze ta ) = 'Ucc ta .
wae) = o e (6 ) g
This gives us
ze Ug Uee [ F—eF
— =, = L. 12
R T (7.12)
From Ito we have
_F,
’Y— F I

and if we plug this, together with the equilibrium conditions x = F' and ¢ = e,
into (7.12) we obtain the stated result. I

Given our experiences from previous chapters, we expect the stochastic dis-
count factor M; to be given by
Vi (ta Xt7 et)

M, ==
k Vz(O,CUo,eo)
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along the equilibrium trajectory, and since X; = S; = F(t,e;) in equilibrium

this would implies that the normalized stochastic discount factor Z is given by
Zt = VE(t7F(t7 et)a et) = Vw(t7Xt7 et) = Uc(ta et)

This can in fact be proved.

Proposition 7.2.2 The normalized stochastic discount factor Z is, along the
equilibrium path generated by xo = sg, given by

Zt = Vz(t7 .F‘(t7 et), et) = Vm(t,Xh et) = Uc(t, €t).
Furthermore, the corresponding equilibrium short rate is given by

Utc(ta et) + a(t, et)Ucc(ta et) + %b2 (et)Uccc(ta et)
UC(ta et)

r(t,e) = —

Proof. Ito’s formula gives us

1

dvx(ta Xta et) = {‘/ta: + aXtiw + 9

1
72X1:272sza: + ane + §b2Vwee + Xt'ybvwze} dt

+ { XY Viy + 0V} dWV,
From the HJB equation we also have

1 1
V;g + U(t, %) + ame + 572‘/1’:6 + O/V:g + §b2‘/;e + vavxe =0.

Differentiating this w.r.t. the x variable, and plugging the result into the V,
dynamics above, gives us

Ue(t, %)% +aV, + Xtvxx72 +70Vze

dV,(t, Xy, = -V
( ts€t) V.

Xt’yv:vz + bvxe
Va

dt

+ dW,

Using (7.11) we can write this as

Uc(tv %)% +aV, + Xtvxaf72 + 70Vie
Vi

de(thtvet) = -V
—+ Vm@tth

dt

Using (7.9)-(7.10) and the fact that in equilibrium we have F'(¢,Y;) = S; = X4,
gives us
de = *ertdt + Vzgﬁtth,

and we can conclude that in equilibrium V, (¢, X¢, e:) = Z;.
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Since Z; = U.(t,e;) we can now use the Ito formula to obtain
1
dZ, = {Utc + alUq + 2b2Um} dt + UpcodWs,

and, using Proposition 7.2.1, we can write this as

Use + aUcc + 26?Ueec
Ue

The short rate can now be identified form the drift term. W

dZy = Zy

Remark 7.2.3 We note that the short rate and the Girsanov kernel are com-
pletely determined by the e-dynamics and by the utility function, i.e. by the
exogenous objects.

We still have to justify our assumption that S is of the form S; = F(¢t, e;)
and the similar assumptions about a and . This is in fact easily done. From
risk neutral valuation we have

ft‘| ’

s0, by the Markovian structure of Y, S is indeed of the form S; = F(t, e;) where
F solves the Kolmogorov backward equation

Sy = E€

T s
/ 6_‘/; r(u,eu)duesds

t

Fi(t,e) + {ale) + p(t,e)b(e)} Fe(t,e) + %bQ(e)Fee(t, e)—r(t,e)F(t,e) +e =

F(T,e) =
By applying the Ito formula to F'; we now obtain « and ~ as
1 1
alt,e) = Fito) [Ft(t,e) +a(e))Fe(t,e) + §b2(e)Fee(t,e) ,
_ ble)Fe(t,e)
7(t7 6) - F(t, 6) .

7.3 The martingale approach

We now go on to study the model above using the martingale approach, and
this turns out to be much easier than using DynP.

7.3.1 The control problem

We assume again that the initial wealth of the agent is given by Xo = Sp. The
agent’s control problem is then to maiximize

/OT U(t,ct)dt]

EP
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subject to the following constraints.

Ct Z 07

T
/ Mtctdt
0

As usual, M denotes the stochastic discount factor. The first constraint is
obvious and the second one is the budget constraint.

Since the asset S provides the owner with the income stream defined by e
and nothing else (see Section 7.1.2) we can apply arbitrage theory to deduce

that
T
/ Mt €t dt| .
0

We can thus rewrite the budget constraint as
T
/ Mtetdt .
0

EP

IA

So.

Sy = EF

EF < EF

T
/ MtCtdt
0

This optimization problem is, however, identical to the one in Section 8.3,
so the Lagrangian is again given by
T
/ Mtetdt ,
0

where A is the Lagrange multiplier. and the optimality condition for ¢ is thus

T
EF / {U(t,ct) — AMyepdt} | + AET
0

Uc(t,ct) = Zy, (7.13)

where
Zy = AM;.

7.3.2 Equilibrium

As in Section 8.3.2 we make the natural assumption that the processes a, v and
r are of the form

Qi - Oé(t,Zt,@t),
"= 7(t7Zta6t)7
Tt = ’I"(t7 Zt, et).

The equilibrium conditions are

ug = 1, (S in unit net supply),
1—u; = 0, (B in zero net supply),

¢: = Y (market clearing for consumption).
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It is now surprisingly easy to derive formulas for the equilibrium short rate
and the equilibrium Girsanov kernel. The clearing condition ¢ = y and the
optimality condition (7.13) gives us

Zt = Uc(ty et)7

so we have
1
dZ, = {Uct(a er) + ale))Uee(t, er) + 5b?(.et)Um(t, et)} dt + b(er)Uee(t, er)dWr.

Using the formula
dZt = —’I"ttht + Zthtth.

we can thus identify the equilibrium rate and the Girsanov kernel as follows.

Proposition 7.3.1 The equilibrium short rate is given by

Uet(t,€) + a(e)Ucc(t, €) + 36 (e)Uccc(t, €)

r(te) = - Uc(t,e)

(7.14)

and we see that the short rate r does in fact not depend explicitly on z. Fur-
thermore, the Girsanov kernel is given by

Ucc(t, )

Tiie e (7.15)

o(t,e) =

We have thus re-derived the results that we obtained earlier by the dynamic
programming approach, and we note that by using the martingale approach we
have a drastic simplification of the computational effort.

Remark 7.3.1 In the proof above it seems that we have only used the consump-
tion market clearing condition

Ct = €,

and not at all the clearing conditions for the risky and the risk free assets

1—u; = 0,

Ut =

It is, however, easy to see that the clearing condition ¢ = e actually implies
the other two. The equilibrium consumption stream ¢ = e discussed above, can
certainly be replicated by holding exactly one unit of (S,D) and putting zero
weight on the risk free asset. It now follows from market completeness and the
martingale representation theorem that this is the unique portfolio providing the
holder with the consumption stream e.
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7.3.3 Log utility

To exemplify we now specialize to the log utility case when the local utility
function is of the form

Ult,c) = e In(c).
In this case we have

1 0 1 2
—5t —at —5t —at
Ue=-e" Ue=—=" U;c=—5€" Uc==3¢

c c c c

Plugging this into the formula (7.14) gives us the short rate as

r(t,e)ch—i—@—bi@.

Given this expression it is natural to specialize further to the case when the e
dynamics are if the form

det = aetdt + betth,

where (with a slight abuse of notation) @ and b in the right hand side are real
constants, so that

We then obtain a constant short rate of the form

r=40+a—"b%

7.4 Extending the model

In the previous sections we have assumed that the endowment process Y satisfies
an SDE of the form

det = a(et)dt + b(et)th.

A natural extension of this setup would of course be to consider a factor model
of the form

det = a(et, Y;)dt + b(et, }/t)thy
Yy = p)dt+o(Y)dW,

where Y is an underlying factor process, and W is a two-dimensional Wiener
process. In this section we will extend our endowment theory to include a fairly
general model for the endowment process, and as a special case we will consider
the factor model above.
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7.4.1 The general scalar case

We extend the earlier model by simply assuming that the (scalar) endowment
process has the structure
det == atdt + btth, (716)

where W is a k-dimensional Wiener process, and where the scalar process a and
the k-dimensional row vector process b are adapted to some given filtration F
(which, apart from W, may include many other driving processes). This setup
will obviously include various factor models, and will also include non-Markovian
models. We assume that we have N + 1 random sources in the model.

In order to build the model we introduce as usual the asset-dividend pair
(S, D) where

th = etdt,

and we assume, as before, that S is in unit net supply. The interpretation is
again that S provides the holder with the endowment e (and nothing else). We
then introduce a risk free asset B and a number of derivatives F1, ..., Fiy which
are defined in terms of the random sources, so that the market consisting of
S,B, Fy, ..., Fy is complete.

We can now apply the usual martingale approach, and a moment of reflection
will convince you that the argument in Section 7.3.2 goes through without any
essential change. We thus conclude that for this extended model we have the
following result.

Proposition 7.4.1 If the endowment process e has dynamics according to (7.16),
then the following hold.

e The equilibrium short rate process is given by

Uct(ta 6) + atUcc(t7 et) + %Hbt ||2Uccc(ta 6t)

= ) 7.17
& Ualt,e) (r17)
o The Girsanov kernel is given by
Ucc(t7 et)
= ——"— b 7.18
ot Uc(ta et) ' ( )

Remark 7.4.1 We note that the measure transformation from P to @Q only
affects the Wiener process W driving the endowment process e. The distribution
of other driving processes will thus not be changed.

7.4.2 The multidimensional case

A natural extension of the model in Section 7.4.1 would be to consider, not only
one scalar endowment process, but a finite number of endowment processes
e1,...eq, with dynamics

deit = audt + by dWy, i=1,...,d, (719)
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where W is k-dimensional Wiener (with & > d) and we have N + 1 ran-
dom sources in the filtration. We then introduce the price dividend pairs
(S1,D1),...(Sq, Dg) where

dDit = eitdt.

As usual we assume that the risky Sy,..., Sy assets are in unit net supply and
that asset i gives the owner the right to the dividend process D;. We also
assume the existence of a risk free asset B, and we assume the existence of a
sufficient number of derivative assets in zero net supply, such that the market
is complete.

This model looks, prima facie, more general than the model of Section 7.4.1,
but this is in fact not the case.

Assuming a representative agent with utility U(¢, ¢) and denoting the aggre-
gate endowment by 7 so

d
Ul Zeit (7.20)

we see that the optimization problem of the representative agent is to maximize

expected utility
T
/ U(t, Ct)dt]
0

subject to the (aggregate) budget constraint
T
/ Mindt
0

EP

EF < EP

T
/ MtCtdt
0

The equilibrium market clearing condition is of course

Ct = M-

From a formal point of view this is exactly the same problem that we studied
above apart from the fact that e is replaced by n. We may thus copy the result
from Proposition 7.4.1 to state the following result.

Proposition 7.4.2 Write the aggregate endowment process 1 dynamics as
d?]t = CLtdt + deVVt7
where
d d
ar =Y an, b= b,
i=1 i=1
then the following hold.

o The equilibrium short rate process is given by

Uet(t,me) + arUcc(t, me) + %”btuzUccc(tﬂh)
UC(t7nt)

. (7.21)

re = —
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o The Girsanov kernel is given by

Ucc(t, 77t)

Ootom) by. (7.22)

Yy =

We finish this section by noting that although the case of a multi-dimensional
endowment process will formally reduce to the case of a scalar endowment,
the multidimensional case may still lead to new computational and structural
problems.
Suppose, for example, that we model each e; as a Markov process of the
form
de,;t = ai(eit)dt + bi(eit)th, 1= 17 e ,d7

where a; is a deterministic real valued function, and b; is a deterministic k-
dimenisonal row vector function. Then the aggregate endowment will have

dynamics
d d
dnt = {Z ai(eit)} dt -+ {Z bz(ezt)} th,
i=1 i=1

so 1 is not Markov. In particular, if each e; is GBM, this does not imply that
n is GBM.

7.4.3 A factor model

We exemplify the theory of the previous section by considering a factor model
of the form

det = a(et, }/t)dt + b(et, )/t)tha (723)
Yy = pYi)dt + o(Y:)dWs. (7.24)

where W is a standard two dimensional Wiener process. For simplicity we
assume log utility, so
Ul(t,c) = e °In(c).

In this case the equilibrium rate and the Girsanov kernel will be of the form
re = r(et, Yy), o1 = p(er, Yy) and after some easy calculations we obtain

ale, ble,y)||?
few = 5000 _ e

ple,y) = —Lee’ W,

?

Given these expressions it is natural to make the further assumption that a and
b are of the form
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which implies

ry) = d+aly) — [Ib(y)|”
ey) = —bly).

We now specialize further to the case when

a(y) = a-y,

bly) = Vy-b,

and in order to guarantee positivity of Y we assume

wy) = B+up-y,
aly) = oy

where 23 > ||o||2. We then have the following result.

Proposition 7.4.3 Assume that the model has the structure

det = aethdt + €tb\/ }/tth,
dY, = {B+pYi}dt+ o/ YidW.

Then the equilibrium short rate and the Girsanov kernel are given by
o= 64 (a—[bl?) Vi,
ot = VY b

We thus see that we have essentially re-derived the Cox-Ingersoll-Ross short
rate model, but now within an endowment framework.

We finish this section with a remark on the structure of the Girsanov trans-
formation. Let us assume that, for a general utility function U(¢,c), the pro-
cesses e and Y are driven by independent Wiener processes, so the model has
the form

de: = a(es, Yy)dt + b(es, Y1)dWE,
dY; w(Yy)dt + o(Yy)dwy .

where W€ and WY are independent and where b and ¢ are scalar. Then the
Girsanov kernel has the vector form

Ucc(ta et)

= - |b(e¢, Yz), 0
Pt Uc(t,et) [ (et7 t)7 ]
so the likelihood dynamics are
Uce(t, er) .
st = Ltm . b(et, K)th 5

implying that the Girsanov transformation will only affect W€ and not WY .
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7.5 Exercises
Exercise 7.1 Consider a model with log utility
Ul(t,c) = e °tIn(c)
and scalar endowment following GBM
de; = aeydt + be, Wy,
where a and b are real numbers and W is P-Wiener.

(a) Compute the P and @ dynamics of S.

(b) Use the result of (a) and let T — co. What do you get?

Exercise 7.2 Consider a model with power utility
sl
Ult,c) =e =",
Y

where v < 1, and scalar GBM endowment as in the previous ezercise. Compute
the short rate and the Girsanov kernel. Compute the S-dynamics when T — oo.

Exercise 7.3 Consider a model with exponential utility

1 .
Ult,c) = e %t =7,
Y

and scalar endowment with dynamics
der = (b— aey)dt + o/erdWy

where a, b and o are positive real numbers such that 2b > o2 (so that e stays
positive). Compute the short rate, the Girsanov kernel, and the S-dynamics.

7.6 Notes

Basic references for endowment models are [20] and [22]. See also [11] and [24].
In the literature, endowment models are typically analyzed using martingale
methods. The DynP treatment above seems to be new but, having seen it, you
quickly realize why the martingale approach is preferable.



Chapter 8

Endowment Equilibrium 2:
Zero Net Supply

In this chapter we will study a small variation of the endowment model discussed
in the previous chapter, the difference being that the risky assets are now as-
sumed to be in zero net supply. The zero net supply model is a little bit more
messy to analyze than the unit net supply model of the previous chapter, and
it leads to exactly the same results, so the the present chapter can be regarded
as optional reading.

8.1 The model

The model is almost identical to the one in Chapter 7, apart from the fact that
the definition of risky asset is slightly modified.

8.1.1 Exogenous objects

We start with the exogenous objects.
Assumption 8.1.1 The following objects are considered as given a priori.

1. A 1-dimensional Wiener process W.
2. A scalar and strictly positive process e of the form
de: = a(er)dt + b(er)dWy (8.1)
where a and b is a scalar real valued functions.

The interpretation of this is that e is a an endowment process which provides the
owner with a consumption stream at the rate e; units of the consumption good
per unit time. In other words: During an infinitesimal interval [t,t + dt], the
agent receives e; - dt units of the consumption good. So far this is exactly like in
the previous chapter. The novelty, as we will see below, is in the interpretation
of the risky asset.

101
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8.1.2 Endogenous objects

In this model we also have some processes which are to be determined endoge-
nously in equilibrium. They are as follows, where we use the notation

X; = the portfolio value at time t,

to be more precisely defined below.

1. A risk free asset B, in zero net supply, with dynamics
dBt = ’l"tBtdt
where the risk free rate r is determined in equilibrium.

2. A financial derivative process S, in zero net supply, defined in terms of
e, without dividends. More precisely we assume that S is the price of
a European derivative which, at exercise date T', will give the owner the
(positive) amount ¥(er) units of the consumption good. We write the

dynamics of S as
dSt = atStdt + ’VtStth

where a and v will be determined in equilibrium.

We see that the difference between this model and the model in Chapter 7 is
that the risky asset is in zero net supply in the present model, while it was in
unit net supply in the model in Chapter 7. The assumption that S is the price
of a contingent claim of the form ®(er) is not important. S could in fact also
have been defined as the price of the consumption stream e, thus making the
present model almost identical to the one in Chapter 7. The difference would
again be the difference between zero and unit net supply.

8.1.3 Economic agents

We consider a single representative agent, and the object of the agent is to
maximize expected utility of the form

/OT U(t,ct)dt]

where c¢ is the consumption rate (measured in dollars per time unit) and U is
the utility function. We assume that the agent has no initial wealth so Xy = 0.

The difference between the setting of present chapter and that of Chapter 7
is as follows.

EP

e In Chapter 7 the agent had no initial endowment, but she had sufficient
initial wealth to buy the right to the endowment process e.

e In the present chapter, the agent is exogenously provided with the right to
the endowment process e but, apart from this, she has no initial wealth.
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The difference between the two models thus seems to be very small and one is
left with the feeling that there is perhaps only a linguistic difference between
the models. As we will see, the equilibrium results are in fact identical for both
models, so the reader may choose to skip the present chapter entirely.

As with the previous model, the martingale approach is much more efficient
than the dynamic programming approach and, in fact, the dynamic program-
ming approach turns out to be extremely difficult to implement.

8.2 Dynamic programming

We now go on to study the portfolio problem for the agent and the induced
equilibrium price system. The formulation of the portfolio problem is, however,
not trivial and requires a detailed discussion.

Remark 8.2.1 In this section on the DynP approach there is a considerable
amount of hand waving and rather loose arguments, as well as wishful thinking.
The section on the martingale approach is, however, OK.

8.2.1 Formulating the control problem

The portfolio dynamics of the agent are given by
dXt = Ut(Oét — ’I"t)dt + (’I"Xt + }/t — Ct)dt + ut%th, (82)

where u is the dollar amount invested in the risky asset S, which implies that the
amount X; — u; is invested in the risk free asset B. An obvious, but naive, way
of formulating the portfolio problem of the agent is now to maximize expected

utility
T
/ U (t, Ct)dt]
0

given the portfolio dynamics (8.2), no constraint on the risky investment u;,
and the obvious consumption constraint

EP

CtZO.

This, however, leads to a nonsensical problem, since there is nothing to stop the
agent from consuming an infinite amount and thus becoming infinitely happy.
The consequence of this hedonistic behavior is of course that wealth will become
negative, but since we have no positivity constraint on X and no penalty term
of the form EF [®(X7)] in the objective function, we cannot prohibit the agent
from consuming an arbitrarily large amount at each point in time.

This is an old predicament which we have encountered earlier, and then we
solved it in a rather elegant way by introducing th stopping time 7 defined by

T=inf{t >0: X; =0}
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and we reformulated the objective criterion so as to maximize

EF UOT U(t,ct)dt} .

In other words: When you run out of money the game is over.

This worked well for the earlier models without endowment, but for the
present model with a positive endowment process, there is no good reason why
the game should be over when the wealth hits the value zero, since we can
consume at the endowment rate, i.e. put ¢; = e; and still keep the wealth
non-negative.

It would of course seem natural to introduce the state constraint

X; >0, forallt,

but, as we have stated earlier, dynamic programming does not allow for state
constraints, so this approach cannot be taken. Instead we need to reformulate
the problem in such a way that we implicitly force the wealth process to stay non
negative. We can in fact achieve this by introducing the following cosntraints.

e We allow no shortselling when X; = 0. This holds for of the risky as well
as for the risk free asset.

e When X; > 0 we allow any positive consumption rate, but when X; =0
we introduce the constraint ¢; < e;.

We may thus finally formulate the control problem of the agent as that of

maximizing
T
EF / Ult,c;)dt
0
subject to the dynamics
dXt = ’U,t(Oét - ’I"t)dt + (’I“Xt + }/t - Ct)dt + Ut’ytth,
XO = 07

and the constraints
Uy = 0, if Xt =0 (83)
¢ > 0, forallt, (8.4)
Ct S €, if Xt =0. (85)

In order to have a Markovian structure we also need to assume the following.
Assumption 8.2.1 The processes «, v and r are of the form
Qg = Oé(t,Xt,@t),

Yt = ly(t7Xtaet)7
re = r(t, X er).
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8.2.2 The HJB equation

For the problem discussed above, the optimal value function is of the form
V(t,x,e), and the HIB equation is as follows.

Vi(t,z,e) + sup {U(t,c) + A“V(t,z,e)} = 0
| V(T,z,e) = 0
where A™° is given by
AV =ula—r)Vo+ (ra+y—c)Vp + %u272Vm +aV, + %bZVee + uyb Ve,

and where ¢ and u are under the the constraints (8.3) -(8.5).
Assuming (somewhat optimistically) that the constraints are not binding,
the first order conditions are
oUu
%(té) = Vw(ta'rae)a (86)

. T-a V. b (Ve
REE (vx)_v(Vm)' (57)
8.2.3 Equilibrium

The natural equilibrium conditions are as follows.

ug = 0, (S in zero net supply),
X;—uy = 0, (B in zero net supply),
¢t = e, (market clearing for consumption).

From the first two conditions we get
Xt = 0,

so the equilibrium is characterized by the fact that the optimal wealth is iden-
tically equal to zero, and all endowments are immediately consumed. In par-
ticular, the condition X; = 0 implies that « , v and r only depends on ¢t and
Y.

If we insert the equilibrium condition u = 0 into the first order condition for
u we obtain the following formula for the equilibrium interest rate

Vee(t,0,€)

r(t,e) = a(t,y) + ( V.(£.0,¢)

) ble)v(t,e).

From this wee see that the Girsanov kernel ¢ for the transition from P to the
martingale measure @ is given by
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We can in fact obtain a much nicer formula for the the Girsanov kernel ¢. From
(8.6), the market clearing condition ¢; = e¢, and the fact that in equilibrium we
have X; = 0, we obtain

Uc(t,e) =Vi(t,0,e), Uelt,e) = Vie(t,0,e).

We have thus proved the first item of the following result, which is identical
to the corresponding result in the previous chapter. We leave the proof of the
second item to the interested (and brave) reader.

Proposition 8.2.1 The Girsanov kernel is given by

Ucc(t7 et)

7Uc(t’ }/t) b(et).

Pt =

The equilibrium short rate is given by the formula

Uet(t,e) + a(e)Ugc(t, e) + %bQ(e)Uccc(t, e)
U.(t,e)

r(t,e) = —
In order to determine v and v we apply risk neutral valuation to obtain

S, = E° {eft rsds\IJ(eT)

ft:|a

so St = F(t,et) where F solves the Kolmogorov backward equation

Fi(t,e) + {ale) + p(t,y)b(e)} Fe(t,e) + %bQ(e)Fee(t, e)—r(t,e)F(t,e) = 0,
F(T,e) = ®(e)
By applying the Ito formula to F', we now obtain o and v as
alt,e) = ﬁ <Ft(t, e) +ale)Fy(t,e) + %lF(e)Fee(t7 e)> ,
’}/(t, 6) — b(ef)?fte (5)7 6) )

8.3 The martingale approach

We now go on to study the model above using the martingale approach, and
the big advantage of this approach, compared to dynamic programming, is that
there is no problem to introduce a non negativity constraint on X.

8.3.1 The control problem

The agent’s control problem now consists in maximizing

/OT U(t,ct)dt]

EP
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subject to the dynamics

dXt = ut(at — Tt)dt + (TXt + et — Ct)dt + Ut%th,
X, = 0.

The natural constraint is, apart from the usual positivity constraint on con-
sumption, some sort of nonnegativity constraint on wealth to rule out unlimited
consumption. This goal can, however, easily be achieved by simply introduc-
ing the constraint that terminal wealth should equal zero. We thus have the
constraints

Ct O7
Xr = 0.

We thus see that the control problem is equivalent to the problem of maximizing

/0 U ct)dt]

over the class of adapted non-negative consumption processes c, satisfying the

budget constraint
T T
/ MtCtdt / Mtetdt s
0 0

where the stochastic discount factor M is defined as usual by

EP

EF < EF

M; = B; 'L,
and where L is the likelihood process for the transition from P to @, so that
dLy = ¢ LydWy,

where
ap — Tt
Pt = .
Vi

The Lagrangian for the programming problem above is given by

T
/ Mtetdt 5
0

where X is the Lagrange multiplier. The optimality condition for ¢ is thus

T
EF / {U(t,ct) — AMyepdt}y | + AET
0

Uc(t7ct) = Zy, (88)

where
Zy = AM;.
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8.3.2 Equilibrium

In order to study equilibrium, we now make the following natural assumption.

Assumption 8.3.1 The processes a, v and r are of the form

ar = at,Zy,er),
e = (2 er),
re = r(t,Z,ep).
The equilibrium conditions are the same as before, namely
ug = 0, (S in zero net supply),
X;—u; = 0, (B in zero net supply),
¢t = e, (market clearing for consumption).

It is now surprisingly easy to derive an expression for the equilibrium short rate.
From the clearing condition ¢ = y and the optimality condition (8.8) we obtain

Zt = Uc(ta et)7

so we have
1
dZt = {Uct(t, €t) + a(et)Ucc(t, et) —+ ibQ(et)Uccc(ta €t)} dt + b(et)Ucc(t, et)th.

On the other hand, we know from general theory that the dynamics of Z are
dZt = —Tttht + Zt(,Otth.
We can thus identify the equilibrium rate and the Girsanov kernel as follows.

Proposition 8.3.1 The equilibrium short rate is given by

Uet(t,e) + a(e)Ucc(t, €) + 26 (e)Uccc(t, €)
U.(t,e)

and we see that the short rate r does in fact not depend explicitly on z. Fur-
thermore, the Girsanov kernel is given by

b(e)Us(t,€)

U.(t,e)

Remark 8.3.1 We see that the formulas for the short rate and the Girsanov
kernel for the present model, with zero net supply for S, are identical to the
corresponding formulas in the model of Chapter 7, with unit net supply for S.

This is expected, given the fact that in equilibrium the agent will, in both models,
consume Y; per unit time for all t.

r(t,e) = — (8.9)

o(t,e) = (8.10)

8.4 Notes

Basic references for endowment models are [20] and [22]. See also [11] and [24].
In the literature, endowment models are typically analyzed using martingale
methods.



Chapter 9

The Existence of a
Representative Agent

In the previous equilibrium models we have (bravely) assumed the existence of
a representative agent. As the reader will have noticed, this assumption greatly
facilitates the analysis, since the equilibrium conditions become very easy to
handle. The object of the present chapter is to show that, for a fairly general
class of models containing multiple agents with heterogeneous preferences, we
can actually prove that there exist a representative agent.

9.1 The model

For simplicity choose to study a multi-agent version of the model in Chapter 7.
We could also study a much more general model, but then the main (and very
simple) idea would be harder so see.

9.1.1 Exogenous objects

We start with the exogenous objects.

Assumption 9.1.1 The following objects are considered as given a priori.
1. An n-dimensional Wiener process W .

2. An n-dimensional strictly positive (in all components) column vector pro-
cess e = (e1,...,en) with dynamics of the form

det = atdt + btth (91)

where a isan(adapted) R"™ valued process and b is an adapted process taking
values in the space of n x n matrices. With obvious notation we will write

the dynamics of e; as
deit = aitdt + bitth (92)
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The interpretation of this is again that, for each i, e; is a an endowment process
which provides the owner with a consumption stream at the rate e;; units of the
consumption good per unit time.

9.1.2 Endogenous objects
The endogenous object in the model are as follows.
1. A risk free asset B, in zero net supply, with dynamics
dBy = r Bydt
where the risk free rate r is determined in equilibrium.

2. A sequence of price dividend pairs {(S?,D?): i=1,...n}, all in in unit
net supply, where by assumption
dDz = eitdt.

In other words: Holding the asset S? provides the owner with the dividend
rate e;. We write the dynamics of S* as

where a and v will be determined in equilibrium.

9.1.3 Economic agents

We consider d economic agent who wants to maximize expected utility of the
form

T
E” / Ui(t,ep)dt|, i=1,...,d,
0

where ¢; is the consumption rate and U; is the utility function for agent 1.
We assume that U; is strictly concave in the c variable, and we also need an

assumption on initial wealth.

Assumption 9.1.2 Denoting the wealth process of agent i by X; we assume

that
d n .
> Xo=) 5
i=1 j=1
In other words: As a group, the agents have enough money to buy the dividend

paying assets S*,...S".

We will use the notation

u;jt = portfolio weight for agent i on the risky asset S7,
wig = (Witg,.-.,Uint), portfolio weights process for the risky assets
n
1-— Z u;;¢ = portfolio weight for agent ¢ on the risk free asset,
j=1

¢;¢ = consumption rate for agent i.
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9.1.4 Equilibrium definition
The natural equilibrium conditions are

e The aggregate net demand will, at all times, be exactly one unit of each
asset S1,...,S".

e There is zero net demand of the risk free asset B.
e The consumption market will clear.
Formally this reads as follows.

Definition 9.1.1 An equilibrium is a family of portfolio vector processes {ul*t}le,

consumption rates {Cz'*t}?:p and asset price processes (St,...,S®) such that

1. Given the asset prices (St,...,SP), the portfolio vector process u}, and

the consumption rate process ci, are optimal for agent .

2. The markets for risky assets clear:
d .
Zuithit:Sga j:l,...,n.
i=1

3. There is zero net demand for the risk free asset:
n n
ZX“ 1-— Zuijt =0.
i=1 j=1
4. The consumption market clears:

d n
E Cit = E €jt-
i=1 j=1

9.2 The optimization problem of the individual
agent

In this chapter we do not prove existence of equilibrium, so we need the following
assumption.

Assumption 9.2.1 We assume the existence of an equilibrium, with a corre-
sponding stochastic discount factor process D*.

Using the martingale approach, the problem of the agent 7 is that of maximizing

T
/ Ui (t, Cit)dt‘| s
0

EP
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subject to the budget constraint

T
/ M;Citdt S ZTi0-
0

The Lagrange function for this is

E

T
/ {Ui(t7 Cit) — )\fMt*cit} dt + )\:.’Elo
0

where A} is the Lagrange multiplier for agent i. Assuming an interior optimum,
this gives us the first order condition

Ui,c(tvczt) = )‘:Mt*7

T
/ M;C:tdt = Z;0-
0

We thus see that the equilibrium is characterized by the following conditions.

where A\ is determined by

E

Uielt.cy) = NME, (9:3)

T
b / Mt*ci*tdt] = i, (9.4)
0

d
Sy o= m (9.5)
=1

where the aggregate endowment 7 is given by
n
N = Z €jt- (96)
j=1

9.3 Constructing the representative agent

Let us consider the equilibrium of the previous chapter, with corresponding
equilibrium stochastic discount factor D*, consumption rates cj,...,c}, and
Lagrange multipliers Aj,..., ;. These objects will, in particular, satisfy the
conditions (9.3)-(9.5).

We now define the utility function U for the representative agent as follows.

Definition 9.3.1 The utility function v : Ry X Ry — R is defined by
d

1
Ult,c)= sup > Uit i)

C1l,y...,Cq - L
1yesCd ;1 7N
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subject to the constraints

d
i=1
¢ > 0, i=1,....d
For a given ¢ we denote the optimal c1,...,cq by é1(c), ..., ¢q(c).

Using elementary optimization theory, we know that (for a given ¢ € R ) there
exists a nonnegative Lagrange multiplier ¢(c) such that the Lagrange function

d d
Z}\— (t, i) —q(e) {Zci c},

i=1
is maximized by ¢é1(c),...,¢4(c). Assuming an interior optimum, we thus see
that ¢é1(c),...,c¢q(c) are characterized by the first order conditions

Ul.(t,¢i(c) = Xiqle), i=1,...,d. (9.7)

From the Envelope Theorem we also know that

Ul(t,c) = q(c). (9.8)

9.4 The existence result

Let us again consider the multi-agent market model given above, with the corre-
sponding equilibrium, characterized by the price system (S*, B*), the stochastic
discount factor D*, consumption policies c7,...,c}, and the corresponding La-
grange multipliers AJ, ..., A]. Now let us consider the same market but with a
single agent, namely the representative agent of the previous section, with the
utility function specified in Definition 9.3.1, and initial wealth =g = Zle ;0.
Using the martingale approach, the problem of the representative agent is that

of maximizing
T
/ Ut c)dt]| |
0
subject to the budget constraint

T
/ Mfedt| < xo.
0

The Lagrange function for this is

EP

T
/ (U(t, ¢) — \My e} dt + Aao.
0
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where A is the Lagrange multiplier for the representative agent. Assuming an
interior optimum, this gives us the first order condition

Ul(t,é,) = AM7, (9.9)

where A is determined by

T
E [/ Mt*étdt] = 70. (9.10)
0

We can now formulate the main result of this chapter.

Theorem 9.4.1 (i) The equilibrium price system (S*, B*), and stochastic dis-
count factor D* is also an equilibrium for the single agent defined by Def-
mation 9.3.1, so

Ct = M,

where n is defined in (9.6)
(ii) In equilibrium, the multiplier \ for the representative agent is given by

A=1.

(iii) The multi agent equilibrium consumption processes ciy,...,Cy, are given
by
x _ »
cip = Ci(me),

where ¢; is given by Definition 9.3.1 and n, = Z?Zl €jt-

Proof. Since the optimization problem for the representative agent is convex,
the optimal consumption process ¢ and the Lagrange multiplier A are uniquely
determined by the conditions (9.9)-(9.10). It is thus enough to show that

Udlt,m) = M, (9.11)
T
E / Mt*ntdt] = o, (9.12)
0
ey = Ci(m). (9.13)

From (9.7) we have
Ul(t,¢i(ne)) = Ajq(ne), i=1,....d.
and from the equilibrium condition (9.3) we also have
Ui (t,ci) = N My, i=1,....d.

Since U/.(t, c) is strictly decreasing in ¢, and since

d d
ZC& = Zéi(nt) =T,
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it is easy to deduce that we have

and we have thus proved (9.13).
From (9.8) we have

U(t,ne) = q(ne),

and since ¢(n;) = M} we obtain
Ué(tﬂ?t) = Mt*v

which proves (9.11).

115

The relation (9.13) follows from (9.4)-(9.5) and the relation z¢ = Ef Zi0- 1

This result shows that every multi-agent equilibrium can be realized by
studying the (much simpler) equilibrium problem for the corresponding rep-
resentative agent. Note however, that in order to construct the representative

agent, we need to know the equilibrium Lagrange multipliers A7, .

multi-agent model.

.., A7 for the

This finishes the abstract theory, but in the next chapter we will study two

concrete examples to see how the theory can be applied.
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Chapter 10

Two examples with
multiple agents

In this chapter we exemplify the theory developed in the previous chapter by
studying two concrete examples.

10.1 Log utility with different subsistence levels

In this example we consider a market with d agents, where the individual utility
functions are of the form

Ui(t,c) = e °Ui(c), i=1,...d.
where
Uc)=In(c—¢), i=1,...,d.

The interpretation is that ¢; is the lowest acceptable level of consumption for
agent ¢. We also assume that there exists a scalar endowment process e with
dynamics

det = atdt + btth

where a and b are adapted and where W can be multi dimensional. Agent i has
an initial wealth which is a fraction §; of the total value (at time ¢ = 0) of the
endowment, where obviously
d
> =1
j=1

In order to determine the utility function of the representative agent we
must solve the following optimization problem where we have used the notation
-1
o = )\z .

d
max E a;1n(¢; — @)
C1,..+,Cd 1
1=

117
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under the constraints

and the positivity constraints
c>¢, 1=1,...,d.

The Lagrangian of the problem is

d d
L= Zailn(ci —G) quci + qc
i=1 i=1
with first order conditions
Y
' =yq, i=1,...,d
C; C;
This gives us
_ Q;
¢ =¢ +—
q

for aggregate minimum consumption level, we have
d
219
=%
This gives us the optimal individual consumption as
c—¢
éi:Ei—FOziT, izl,...,d, (101)
19
so the utility function for the representative agent is
Ult,c) = e U(c),
where

Ule) = (Zaj> In(c —¢) + Zaj Ina; — <Zaj> In (Zaj> .

1 1 1
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This gives us
d
UI(C) _ Zl Ol]

c—¢C

)

which is no surprise, since we know from the Envelope Theorem, that ¢ = U’(c).
From Theorem 9.4.1 we know that we have

Zt = Mt = Uc(t,et).

so we obtain
_ s
Mt ot El ]
€t — C

In particular we have My = 1 so in equilibrium we have

E a; = ey — C.

1
We thus see that the equilibrium stochastic discount factor is given by

_5t€0—C
et—c

M, =e

and from (10.1) we obtain the equilibrium consumption as

. _ et —C
Cit =Ci + oy —

€p — C

It now remains to determine oy, ...,aq and to this end we use the budget
constraint
T T
EF / M,édt| = B,EY / Meeydt|, i=1,...,d.
0 0

We obtain, after some calculations,

o= ——
1—6

[/ Mt{ﬁLet—cz}dt] Z=1,7d
Using Proposition 7.4.1 we then have the following result.
Proposition 10.1.1 With notation as above, the following hold.

1. The equilibrium consumption is given by

(e —¢) EP

eg—C 176

Cit = C; +

/ Mt{ﬁzet—cz}dt] i=1,...,d,

2. The stochastic discount factor is given by

5t60_c
Gt—C

M, =e
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3. The equilibrium short rate is given by

a1 |lb?

=0— :
"t et —¢  2(ep—)?

4. The Girsanov kernel is given by

by

eth.

Yt = —

10.2 Log and square root utility

In this example we consider a market with only two agents, where the individual
utility functions are of the form

Ui(t,c) = e °In(c),
Us(c) = 2% /e.

The endowment process e has dynamics
d@e = (ltdt + btth,

and the initial wealth of agent 7 is a fraction g; of the total value of the endow-
ment stream e.

The utility function for the representative agent will obviously have the
form U(t,c) = e~%U(c), where U is the optimal value function for the following
optimization problem where we have used the notation «; = )\;1, i=1,2.

max  aqln(er) + 2a24/co

C1,C2

subject to the constraint
c1+co=c.

The Lagrangian of this is
L = ajIn(er) 4+ 2a9/ca — qler + ¢2) + qc

and we obtain

2
a=4 &= (”) . (10.2)
q

q

Plugging this into the constraint c¢; + co = ¢ gives us a second order equation
for ¢, and after some calculations we obtain

=2 {1+ VIT7c) (10.3)

where we have used the notation

2
Q2

’V B <> .
aq
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From the Envelope Theorem we thus have

U.(t,c) = e_‘st% {1 + M}

and from general theory we know that
Zy =AMy = U.(t,e).

In order to have My = U.(t,e;), we use the fact that My = 1, and normalize by
choosing oy and ag such that U.(0,eq) = 1. This gives us
B 2eq
C1++T+7e
The stochastic discount factor M is thus given by
eo 1+ 1+ e,
e 1+ I+ e

We can now compute the v by using the budget constraint for agent 1, i.e.

T T
/ Mtatdtl =B E” / Mtetdt] .
0 0

From (10.2)-(10.3) we have

o (10.4)

M =e

EP

2€t
14+ 1+ e

so the budget constraint takes the form

Cit =

2¢g 1—e°T Bieo P
§ 1++/T+vyep 1+4++T+7eo

giving us the equation

% (1 _ efaT) _ BEP [/OT o0t (1 i m) dt‘| . (10.5)

This equation determines ~y, and (10.4) will then determine o;. We summarize
as follows.

Proposition 10.2.1 WIih v determined by (10.5), the following hold.

/OT e (14 T+ 7e) dt]

1. The equilibrium consumption plans are given by

~ 2ey
¢ st
1t 1 + /71 ¥ ’)’et’
. dye}
C — _—

2
(1 =+ +/ 1+ "}/6t)
2. The stochastic discount factor is given by

u :e_gt@1+~/1+7@t
k et 1+ T+ veo
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Part 111

Models with Partial
Information
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Chapter 11

Stating the Problem

In the previous chapters we have silently assumed that all processes, price pro-
cesses as well as underlying factor processes, are perfectly observable, but
we will now relax this assumption. To take a concrete example, let us recall
the simple CIR model from Chapter 5. We have an underlying factor process
Y with dynamics

dY; = u(Y:)dt + o (Y:)dW,

and we have a constant returns to scale production technology process S with
dynamics

Previously we also assumed the existence of a representative agent with utility
of the form

T
EF / Ul(t,Y:,ce)dt + ®(Xr)
0

In Chapter 5 the factor process Y was assumed to be observable, but this is
now completely changed by the following assumption.

Assumption 11.0.1 We cannot observe the process Y directly. The only in-
formation available us is the one generated by the technology process S. At time
t, the information available to us is thus given by FP and, in particular, our
controls must be adapted to the observable filtration F¥.

Given this assumption we note the following.

e Since we cannot observe Y, a local utility function of the form U(¢, Y, ¢;)
no longer makes sense. Instead we have to replace it by a utility function
of the form

T
EF / Ul(t,ci)dt + ®(Xr)
0
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e Since we observe Y only indirectly, through observations of S, it seems
intuitively clear that we must (somehow) estimate Y; given the information
contained in F.

e We are thus led to the filtering problem of determining the conditional
distribution £ (Y;| Ff) of Y} conditional on F;.

In the next chapters the reader will therefore find a reasonably self contained
introduction to non linear filtering theory.



Chapter 12

Non Linear Filtering
Theory

In this chapter we will present some of the basic ideas and results of non linear
filtering, which we need in oder to study equilibrium models with partial obser-
vations. For the benefit of the interested reader we present some more advanced
results in Appendix B.

12.1 The filtering model

We consider a filtered probability space (2, F, P, F) where as usual the filtration
F = {F;; t > 0} formalizes the idea of an increasing flow of information. The
basic model of non linear filtering consists of a pair of processes (Y, Z) with
dynamics as follows.

dY—t = atdt+th, (121)
dZ, = bt + dW,. (12.2)

In this model the processes a and b are allowed to be arbitrary F-adapted
processes, M is an F-martingale, and W is an F-Wiener process. At the moment
we also assume that M and W are independent. We will below consider models
where Y and Z are multidimensional, and where there is correlation between
M, and W but for the moment we only consider this simple model.

Remark 12.1.1 Note that M is allowed to be an arbitrary martingale, so it
does not have to be a Wiener process. The assumption that W is Wiener is,
however, very important.

The interpretation of this model is that we are interested in the state pro-

cess Y, but that we cannot observe Y directly. What we can observe is instead
the observation process Z, so our main problem is to draw conclusions about

127
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Y, given the observations of Z. We would for example like to compute the
condition expectation .
Yo = B[V 7],

where FZ = 0 {Z,, s <t} is the information generated by Z on the time interval
[0,¢] or, more ambitiously, we would like to compute £(Y;|FZ), i.e. the entire
conditional distribution of Y; given observations of Z on [0, t].

A very common concrete example of the model above is given by a model of
the form

dY, = p(t,Y:)dt +o(t,Y;)dV;,

where V and W are independent Wiener processes. In this case we can thus
observe Y indirectly through the term b(Y;), but the observations are corrupted
by the noise generated by W.

12.2 The innovation process
Consider again the Z-dynamics
dZy = bydt + dW.

Our best guess of b; given F7Z is obviously given by by=F [bt| FZ ], and W is
a process with zero mean so, at least intuitively, we expect that we would have

E [dZy| F7] = bdt.

This would imply that the “detrended” process v, defined by dv; = dZ; — bydt
should be an FZ-martingale. As we will see below, this conjecture is correct
and we can even improve on it, but first the formal definition.

Definition 12.2.1 The innovation process v is defined by
dl/t = dZt — i)tdt

We now have the following central result, which we will use repeatedly in
connection with optimal investment models under partial information.

Proposition 12.2.1 The innovation process v is an FZ-Wiener process.

Proof. We give a sketch of the proof. According to the Levy Theorem, it is
enough to prove the following

(i) The process v is an FZ-martingale.

(i) The process v? —t is an FZ-martingale.
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To prove (i) we use the definition of v to obtain

t
EZ v, —v)=E? (2, - 7,) - E? U Budu] :
where we have used the shorthand notation
EX[1=E[|F]].
From the Z-dynamics we have
t
Zt _Zs :/ budu—i—Wt—Ws,
SO we can write
t
EZ [y, — v, = E? [/ {bu - bu} du] + EZ W, — W,].

Using iterated expectations and the F-Wiener property of W we have
EZ Wy = W] = EZ [E[W; — We| F]] = 0.

We also have

EZ {/:{bu—l;u}du}

tESZ {bu—éu} du:/tESZ [Ef {bu—l}u” du
EZ [z} - }

St )
[eics
which proves (i).

To prove (ii) we use the Ito formula to obtain

dv} = 2updys + (dvy)?.
Since dvy = (by — f)t) + dW; we see that (dvy)? = dt, so we have
dl/t2 —dt = QZ/tht.

From (i) we know that v is a martingale so the term 2v;dv; should be a mar-
tingale increment, which proves (ii). I

Remark 12.2.1 Note that we have, in a sense, cheated a little bit, since the
proof of (i1) actually requires a stochastic calculus theory which covers stochastic
integrals w.r.t. general martingales and not only Wiener processes. This is the
case both when we use the Ito formula on v? without knowing a priors that v is
an Ito process, and the conclusion that vidyy is a martingale increment without
having an a priori guarantee that dv; is a stochastic differential w.r.t. a Wiener
process. Given this general stochastic calculus, the proof is completely correct.
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The innovation process v will play a very important role in the theory and
in eh economic applications, and to highlight this role we now reformulate the
result above in a slightly different way.

Proposition 12.2.2 The Z dynamics can be written as
dZy = bydt + duy, (12.3)
where v is an FZ-Wiener process.

Remark 12.2.2 Note that we now have two expressions for the Z dynamics.
We have the original dynamics

dZy = bydt + dWr,

and we have .
dZt = btdt + dl/t,

it 1s now important to realize that the Z process in the left hand of these equations
18, trajectory by trajectory, exactly the same process. The difference is that
the first equation gives us the Z- dynamics relative to the filtration F, whereas
the second equation gives us the Z-dynamics w.r.t. the FZ-filtration.

12.3 Filter dynamics and the FKK equations

We now go on to derive an equation for the dynamics of the filter estimate
Y. From the Y dynamics, and from the previous argument concerning Z, the
obvious guess is that the term dY; — a,dt should be a martingale, and this is
indeed the case.

Lemma 12.3.1 The process m, defined by
dmy = dY; — audt,

is an FZ -martingale.

Proof. We have
t
EZ[m;—m,) = EZ[Y,-Y,)-E? U &udu}
t S
= FE? [/ {a, — du}du} + EZ M, — M,
S
‘We have

E? [/:{au—du}du} =E? [/:Esz[au—du]du} =F? [/:{&u—du}du} =0,
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and we also have

EZ [M; — M,] = EZ [E [M; — M,| F,]] = 0.

We thus have the filter dynamics
dY, = apdt + dmy,

where m is an FZ-martingale, and it remains to see if we can say something
more specific about m. From the definition of the innovation process v it seems
reasonable to hope that we have the equality

FZ=Fr, (12.4)

and, if this conjecture is true, the Martingale Representation Theorem for
Wiener processes would guarantee the existence of an adapted process h such
that

dmt = htdllt.

The conjecture (12.4) is known as the “innovations hypothesis” and in its time
it occupied a minor industry. In discrete time the corresponding innovations
hypothesis is more or less trivially true, but in continuous time the situation is
much more complicated. As a matter of fact, the (continuous time) innovations
hypothesis is not generally true, but the good news is that Fujisaki, Kallianpur
and Kunita proved the following result, which we quote from [16].

Proposition 12.3.1 There exists an adapted process h such that
dm; = hidy,. (12.5)
We thus have the filter dynamics
dY, = audt + hyduy, (12.6)

and it remains to determine the precise structure of the gain process h. WE
have the follwoing result.

Proposition 12.3.2 The gain process h is given by
he = Yiby — Vb (12.7)
Proof. We give a slightly heuristic proof. The full formal proof uses the same

idea as below, but it is more technical. We start by noticing that, for s <t we
have (from iterated expectations)

E vz —fftzt‘ff} —0
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This leads to the heuristic identity

E [d(YZ)t —d(Y ),

}'ﬂ ~0 (12.8)

From the (general) Ito formula we have, using the independence between W
and M,
d(Y Z); = Yibedt + YedWy + Zyardt + Zpd M,

The Ito formula applied to (12.6) and (12.3) gives us
A(Y Z), = YVibydt + Yydvy, + Zyaydt + Zyhdyy + hdt,

where the term hdt comes from the equality (dvy)? = dt, since v is a Wiener
process. Plugging these expressions into the formula (12.8) gives us the expres-
sion

(Z\btt + Zyay — Vb — Zoy — ht> dt = 0.
form which we conclude (12.7). BIf we collect our findings we have the main re-

sult of nonlinear filtering, namely the Fujisaki-Kallianpur-Kunita filtering equa-
tions.

Theorem 12.3.1 (The FKK Filtering Equations) The filtering equations
are

df/;g = &tdt + {@ - }?t/l;t} dl/t, (129)
dv, = dZ, — bydt. (12.10)

A simple calculation shows that we can write the gain process h as

o (- ()

so we see that the innovations are amplified by the conditional error covariance
between Y and b.

ftz} : (12.11)

12.4 The general FKK equations

We now extend our filtering theory to a more general model.

Assumption 12.4.1 We consider a filtered probability space {Q), F, P,F}, car-
rying a martingale M and a Wiener process W, where M and W are not as-
sumed to be independent. On this space we have the model

dZt = btdt+0'tth, (1213)

where a and b are F adapted scalar processes. The process o is assumed to be
strictly positive and FZ adapted.
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We note that the assumption about o being FZ adapted is not so much an
assumption as a result, since the quadratic variation property of W implies that
we can in fact estimate o? without error on a arbitrary short interval. The
moral of this is that although the drift b will typically depend in some way on
the state process Y, we can not let o be of the form o; = o(Y;), since then the
filter would trivialize. We also note that we cannot allow o to be zero at any
point, since then the filter will degenerate.

In a setting like this it is more or less obvious that the natural definition of
the innovation process v is by

1
dl/t = — {dZt — ﬂt(b) dt} ,
Ot

and it is not hard to prove that v is a Wiener process. We can now more or less
copy the arguments in Section 12.3, and after some work we end up with the
following general FKK equations.

Theorem 12.4.1 (Fujisaki-Kallianpur-Kunita) With assumptions as above
we have the following filter equations.

. . 1 (—
ayy = a.dt + |:Dt + — {Y;tbt - Y;fbt}:| dvy,
Ot
1 ~
dv = {dZt - btdt} .
where MW
D, = Tt
¢ dt

Furthermore, the innovation process v is an F# Wiener process.

A proper definition of the process D above requires a more general theory for
semimartingales, but for most applications the following results are sufficient.

e If M has continuous trajectories, then
dDy = dM - dWy,
with the usual Ito multiplication rules.
e If M is a pure jump process without a Wiener component, then

th = 0

12.5 Filtering a Markov process

A natural class of filtering problems to study is obtained if we consider a time
homogeneous Markov process Y, living on some state space M, with generator
G, and we are interested in estimating f(Y;) for some real valued function f :
M — R.
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12.5.1 The Markov filter equations

If f is in the domain of G we can then apply the Dynkin Theorem and obtain
the dynamics
df (Vi) = (Gf) (Yo)dt + M, (12.14)

where M is a a martingale.

Remark 12.5.1 For the reader who is unfamiliar with Dynkin and general
Markov processes we note that a typical example would be that Y is governed by
an SDE of the form

dY; = p(Y;)dt + o (Y;)dW;

where WO is a a Wiener process. In this case the Ito formula will give us
1
() = { ) () 4§00 (50 dt + oY) (i)

so in this case the generator G is given by

0= ) - + 2o2) 2
_“yay 27 y8y2'

and
dM; = o (Y;) f'(Y;)dWy.

Let us now assume that the observations are of the form
dZy = b(Yy)dt + dWy,

where b is a function b : M — R, and W is a Wiener process which, for
simplicity, is independent of Y. The filtration F is defined as

F=F vF".
We thus have the filtering model

df(Yy) = (Gf) (Ya)dt +dM,,
azZ, = b(Y;)dt+ dW,,

and if we introduce the notation
_ Z
m(g) = E [9(Y2)| F{] . (12.15)

for any real valued function g : M — R, we can apply the FKK equations to
obtain

dmy(f) TG f) dt + {m(fb) — m(f) - we(b) } dur, (12.16)
dve = dZ —mb) dt. (12.17)
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12.5.2 On the filter dimension

We would now like to consider the equation (12.16) as an SDE driven by the
innovation process v, but the problem is that the equation is not closed, since
in the SDE for my(f) we have the expressions (G f), m(fb), and m(b) which all
have to be determined in some way.

The obvious way to handle, for example, the term my(b), is of course the
following

e Use Dynkin on b to obtain
db(Y:) = (Gb) (Yo)dt + dM},
where M? is a martingale.

e Apply the FKK equations to the system

db(Y}) (Gb) (Yy)dt + dM},
dZ; = b(Y;)dt +dWy,

to obtain the filter equation

dTl't(b) = Wt(gb) dt + {ﬂ't(bQ) - (77,5(()))2} dl/t

We now have an equation for dm(b), but this equation contains (among other
things) the term 7Tt(b2), so we now need an equation for this term. In order to
derive that equation, we can of course apply Dynkin to the process b2(Y;) and
again use the FKK equations, but this leads to the equation

dmy(b?) = m(Gb?) dt + {m(b*) — my(b) - m(b) } dy

and we now have to deal with the term m(b%) etc.

As the reader realizes, this procedure will in fact lead to an infinite number
of filtering equations. This is in fact the generic situation for a filtering problem,
and the argument is roughly as follows.

e In general there will not exist a finite dimensional sufficient statistic for
the Y process.

e In particular, an old estimate 7(Y"), plus the new information dv; is not
sufficient to allow us to determine an updated estimate 71 4(Y").

e In order to be able to update, even such a simple object as the condi-
tional expectation m(Y"), we will, in the generic case, need the entire
conditional distribution L(Y;|F7).

e The conditional distribution is typically an infinite dimensional object.

e In the generic case we can therefore expect to have an infinite dimen-
sional filter.
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An alternative way of viewing (12.16) is now to view it, not as a scalar equation
for a fixed choice of f, but rather as an infinite number of equations, with one
equation for each (say, bounded continuous) f. Viewed in this way, the filtering
equation (12.16) represents an infinite dimensional system for the determination
of the entire condition distribution £(Y;|F#). We will capitalize on this idea
later when we derive the dynamics for the conditional density.

12.5.3 Finite dimensional filters

From the discussion above it is now clear that the generic filter is infinite di-
mensional, the reason being that we need the entire conditional distribution of
Y in order to update our filter estimates, and this distribution is typically an
infinite dimensional object. This is, in some sense, bad news, but there is really
nothing we can do about the situation - it is simply a fact of life.

We can, however, also draw some more positive conclusions from the dimen-
sion argument, and after a moments reflection we have the following important
idea.

Idea 12.5.1 If we know on a priori grounds that, for all t, the conditional
distribution L(Y;|FZ) belongs to a class of probability distributions which is
parameterized by a finite number of parameters, then we can expect the
have a finite dimensional filter. The filter equations should then provide us with
the dynamics of the parameters for the conditional distribution.

There are in fact two well known models when we have a priori information
of the type above. The are known as the Kalman model and the Wonham
model respectively. We will discuss them in detail later, but we introduce them
already at this point.

The Kalman model:
The simplest case of a Kalman model is given by the linear system

dY; = aYydt+ cdW?,
dZ, = bY.dt+dWy,

where W° and W are, possibly correlated, Wiener processes. For this
model it is easy to see that the pair (Y, Z) will be jointly Gaussian. We
then recall the standard fact that if (§,7) is a pair of Gaussian vectors,
then the conditional distribution £ {¢ | n} will also be Gaussian. This
property can be shown to extend also to the process case, so we conclude
that the conditional distribution £(Y;|F7?) is Gaussian. The Gaussian
distribution is, however, determined by only two parameters - the mean
and the variance, so for this model we expect to have a two dimensional
filter with one equation for the conditional mean and another for the
conditional variance.
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The Wonham model:

In the Wonham model, the process Y is a continuous time Markov chain
which takes values in the finite state space {1,2,...,n}, and where the
observation process is of the form

dZ;, = b(Y,)dt + dW,.

For this model it is immediately obvious that the conditional distribution
L(Y;|FZ) is determined by a finite number of parameters, since it is in
fact determined by the conditional probabilities p;,...,p? where pi =
P (Yt =1 ’ftZ ) We thus expect to have an n-dimensional filter.

12.6 The Kalman filter

In this section we will discuss the Kalman filter in some detail. We will present
the full multidimensional Kalman model and provide the

12.6.1 The Kalman model

The basic Kalman model is as follows.

dY, = AY,dt+ CdW?,
dZ, BY,dt + DdW,,

All processes are allowed to be vector valued with Y; € R* Z, € R*, W, € R,
and W0 € R%. The matrices A4, C, B and D have the obvious dimensions, and
we need two basic assumptions.

Assumption 12.6.1 We assume the following.

1.

The n x n matrix D is invertible.
The Wiener processes W and WO are independent.

The distribution of Yy is Gaussian with mean vector yoy and covariance
matriz Ry.

The independence assumption, and also the Gaussian assumption concerning Yj,
can be relaxed, but the invertibility of D is important can cannot be omitted.

This model can of course be treated using the FKK theory, but since the
vector valued case is a bit messy we only carry out the derivation in detail for
the simpler scalar case in Section 12.6.2. In Section 12.6.3 we then state the
general result without proof.
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12.6.2 Deriving the filter equations in the scalar case

In this section we will derive the filter equations, but for the general vector
valued Kalman model this turns out to be a bit messy. We therefore confine
ourselves to driving the filter in the special case of a scalar model of the form

dY; = aYidt+ cdWy,
dzZ, = Yidt+dw,,

where all processes and constants are scalar. From the discussion in Section

12.5.3 we know that the conditional distribution £ (Yt| FtZ) is Gaussian, so it

should be enough to derive filter equations for the conditional man and variance.
The FKK equation for the conditional mean is given by

dr(Y) = am(Y)dt+ {m(w) - (mm)?} dv,, (12.18)

dl/t = dZt — bﬂt(Y) dt. (1219)

This would be a closed system if we did not have the term 7Tt(Y2). Along

the lines of the discussion in Section 12.5.3 we therefore use Ito on the process

Y2 to obtain
dY? = {2aY}? + ¢*} dt + 2¢Y,dW).

This will give us the filter equation

dmy(Y?) = {2amy(Y?) + 2} dt + {m(Y?) = m(Y?) - muY) b drp. (12.20)

We now have the term Wt(YS) to deal with, and a naive continuation of the
procedure above will produce an infinite number of filtering equations for all
conditional moments Wt(Yk), where £ =1,2,....

In this case, however, because of the particular dynamical structure of the
model, we know that the conditional distribution £ (Y;| ) is Gaussian. We
therefore define the conditional variance process H by

H,=FE [(Yt - }Z)Q‘ ]—‘tZ} = m(Y?) — (V)2
In order to obtain a dynamical equation for H we apply Ito to (12.18) to obtain
d(my(Y))? = {2a(my(Y))? + HP } dt + 2m(Y) Hyduy.
Using this and equation (12.20) we obtain the H dynamics as
dH, = {2aH,; + ¢ — H}} dt + {m(Y?) = 3m(Y?) mlY) + 2(n(Y))?} duy

We can now use the Gaussian structure of the problem and recall that for any
Gaussian variable £ we have

B[] =3E [¢?] B¢ - 2B [€)°.
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Since £ (Y;| F7) is Gaussian we thus conclude that
m(Y?) = 3m(Y?) m(Y) + 2(m(Y))? =0,

so, as expected, H is in fact deterministic and we have the Kalman filter

dY, = aY,dt+ H.dv,
Ht = 92aH;+ ¢ — Hf,
dv, = dZ, —Ydt.

The first equation gives us the evolution of the conditional mean. The second
equation, which is a so called Riccati equation, gives us the evolution of the
conditional variance. We also note that since the conditional distribution is
Gaussian, the Kalman filter does in fact provide us with the entire conditional
distribution, and not just the conditional mean and variance.

12.6.3 The full Kalman model

We now return to the vector model

dYy
dZz,

AY,dt + Cdw),
BY,dt + DdW;.

This model can be treated very much along the lines of the scalar case in the
previous section, but the calculations are a bit more complicated. We thus
confine ourselves to stating the final result.

Proposition 12.6.1 (The Kalman Filter) With notation and assumptions
as above we have the following filter equations where ' denote transpose.

dY, = aY,dt+ R,B'(DD") du,, (12.21)
R, = AR,+ RA'—R,B'(DD')"'BR,+CC’, (12.22)
dv, = dZ, — BYdt. (12.23)

Furthermore, the conditional error covariance matriz is given by R above.

12.7 The Wonham filter

We consider again the Wonham model. In this model, the Y process is a time
homogeneous Markov chain on a finite state space D, and without loss of gen-
erality we may assume that D = {1,2...,n}. We denote the intensity matrix
of Y by H, and the probabilistic interpretation is that

P(Yin=jlYe=1) = Hjjh+o(h), i#j,

Hy = - Hy.

J#i
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We cannot observe Y directly, but instead we can observe the process Z, defined
by
dZy = b(Yy) + dWr, (12.24)

where W is a Wiener process. In this model it is obvious that the conditional
distribution of Y will be determined by the conditional probabilities, so we
define the indicator processes 4}, ...d" by

St =I1{Y, =i}, i=1,....n,

where T {A} denotes the indicator for an event A, so [ {A} = 1 if A occurs,
and zero otherwise. The Dynkin Theorem, and a simple calculation gives us the
equation

ZHJZ(; Ydt +dM;, i=1,...,n, (12.25)

where M',... M" are martmgales. On vector form this we can thus write
ds(t) = H'§(t)dt + dMs.
Applying the FKK Theorem to the dynamics above gives us the filter equations
dm(8;) = ZHJm Ydt + {m(6:b) — m(8;) m(D) Y duy, i=1,...,n,
dl/t = dZt — Wt(b) dt
We now observe that, using the notation b; = b(i), we have the obvious relations
Zb 05(1), Bi(t)b(Y2) = 8i()bs.
which gives us
= ijgj(t)a m(8'0) = 0;(t)bi.
j=1

Plugging this into the FKK equations gives us the Wonham filter.
Proposition 12.7.1 (The Wonham Filter) With assumptions as above, the
Wonham filter is given by

do;(t) = Z Hjibj(t)dt + { bids(t) — bi(t Zba dvy, (12.26)

dy, = dZt—ijSj(t)dt, (12.27)

where



12.8. EXERCISES 141

12.8 Exercises
Exercise 12.1 Consider the filtering model

dXt = atdt + d‘/t
dZt = btdt + O'tth

where
e The process o is F# adapted and positive.
o W and V are, possibly correlated, Wiener processes.

Prove, along the lines in the lecture notes, that the filtering equations are given
by

~ ~ 1 — ~ o~
dXt = Zitdt + |:Dt + — {tht - tht}:| th
O
1 ~
dv = {az, bt}
AV, W)
D, = — 1t
i dt

Exercise 12.2 Consider the filtering model
dZ, = Xdt + dW;

where X is a random variable with distribution function F', and W is a Wiener
process which is independent of X . As usual we observe Z. Write down the infi-
nite system of filtering equations for the determination of Il; [X]| = F [X| fﬂ

12.9 Notes

The original paper [16] provides a very readable account of the FKK theory.
The two volume set [28] is a standard reference on filtering. It includes, apart
from the Wiener driven FKK framework, also a deep theory of point processes
and the related filtering theory. It is, however, not an easy read. A far reaching
account of Wiener driven filtering theory is given in [1].
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Chapter 13

Production Equilibrium
under Partial Information

In this chapter we will study a simple version of the CIR model, with the
difference that the factor process cannot be observed directly.

13.1 The model

We assume the existence of a scalar production technology (with the usual
interpretation) with dynamics given by

dS, = Y,Sydt + S,odWy, (13.1)

where W* is Wiener. The scalar factor process Y, determining the rate of return
on physical investment, is assumed to have dynamics given by

dY, = (AY, + B)dt + CdW}, (13.2)

where WY is a Wiener process. For notational simplicity we assume that W*
and WY are independent. The filtration generated by W* and WV is denoted
by F, so Fy = o {W5, W¥; 0 <u <t}

We consider a representative agent who only has access to the information
generated by observations of the S process, so all his actions must be adapted
to the filtration F°, where 7 = 0 {S,; 0 <u <t}. The agent can invest in
the following assets.

e The physical production process S.
e A risk free asset B in zero net supply with dynamics
dBt = TtBtdt,

where the FS-adapted risk free rate of return r will be determined in
equilibrium.

143
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The controls available to the agent are the consumption rate ¢ and the
portfolio weight uw on physical investment and both of these are required to be
FS-adapted. The object of the agent is to maximize expected utility of the form

/OT U(t, ct)dt] .

13.2 Projecting the S dynamics.

EP

We define the process Z by
dSy

dZy = — 13.3
t G'St ( )
and we note that FZ = F°. We can write the observation dynamics as
Y,
dZ, = —Ldt + dWy.
o
and the innovations process v is now defined as usual by
Yt
th = dZt — 7dt7 (134)
o

From proposition 12.2.1 we know that v is an F° Wiener process. Plugging
(13.3) into (13.4) gives us the S-dynamics projected onto the observable filtra-
tion F* as

dSt = @tStdt + O'Stdl/t. (135)

13.3 The filtering equations

Recalling the dynamics of the pair (Y, Z) we have

ay; = (AY;+ B)dt+ CdW/,
Y,

dz, = =tdt+dwg,
g

and we recognize this as a standard Kalman model. We thus have the Kalman

filter equations
dye = (A + B) + Hydvy,

with the innovations process v defined by (13.4), and the gain H satisfying a
Riccati equation.

13.4 The control problem

In order to formulate the partially observed control problem, we start by deriving
the relevant portfolio dynamics, but first we introduce a Markovian assumption
concerning the risk free rate.
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Assumption 13.4.1 We assume that the risk free rate process r is of the form
Tt = T(ta Xt7 yt)
where X denotes portfolio value and r(t,z,y) is a deterministic function.

From (13.5) and from standard theory we see that the portfolio value dy-
namics are given by

dXt = UtXt<:l)t — ’I"t)dt + (’I”tXt — Ct)dt + UtXtO'th.

where u is the weight on the risky asset.
We are thus ready to state the control problem. The object is to maximize

the expected utility
T
/ U, ct)dt] .
0

over FS-adapted controls (c,u), given the system

EP

dXt = utXt(g)t — Tt)dt + (TtXt — Ct)dt + utXtath, (136)
djy = (Ay;+ B) + Hydy,. (13.7)

and the constraint ¢; > 0. This, however, is a standard problem with full in-
formation so we can apply DynP in a standard manner. Denoting the optimal
value function by V' (¢, z,y) we have the following HJB equation.

Vi(t,z,y) +sup{U(t,c) + A“*V(t,xz,y)} = 0,
eu (13.8)
V(T,z)

0,
where the operator A“" is defined as
AV = uly—r)aVy+ (ra —o)Vy + %uQxQUQVM
+ (Ay+B)V, + %HQVyy + ura HVyy,.
Assuming an interior optimum, we have the first order conditions

u. = Vv,
i = r—y V:v . E Vggy
- o2 Vi g Vi .

13.5 Equilibrium

Since the risk free asset is in zero net supply, the equilibrium condition is 4 = 1.
Inserting this into the first order condition above we obtain the main result.
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Proposition 13.5.1 The risk free rate and the Girsanov kernel ¢ are given by

= —_— —H 13.
r(t, z,y) Y+ T o’ + V. o, (13.9)
VII VI
olt,z,y) = xV o+ JLH. (13.10)

It is instructive to compare this result to the result we would have obtained
if the factor process Y had been observable. There are similarities as well as
differences. At first sight it may seem that the only difference is that Y is
replaced by g, but the situation is in fact a little bit more complicated than
that.

e For the fully observable model the (S,Y) dynamics are of the form

dSt = Y;Stdt + StO'ths,
dY; = (AY;+ B)dt+ CdWy,

where W* and WY are independent.

e For the partially observable model, the process Y is replaced by the filter
estimate ¢, and the (.5, ¢) dynamics are of the form

dSt = gjtStdt + O'Stht.
d:gt = (Agt + B) + thl/t‘

Firstly we note that whereas S and Y are driven by independent Wiener
processes, S and ¢ are driven by the same Wiener process, namely the in-
novation v. Secondly we note that the diffusion term C' in the Y dynamics
is replaced by H in the ¢ dynamics.

e Using Proposition 13.5.1 above, as well as Proposition 5.4.1 we see that the
formulas for the short rate in the observable and the partially observable
case are given as follows.

Vs
Viw Vz
r(t,z,y) = y+ 7 a2+7yHa.
x x

Apart from the fact that y refers to Y in the first formula and to ¢ in
the second one, there are two differences between these formulas. Firstly,
there is no mixed term in the completely observable model. We would
perhaps have expected a term of the form

@CU

Va
but this term vanishes because of the assumed independence between W*
and WVY. Secondly, the function V is not the same in the two formulas.
We recall that V' is the solution to the HJB equation, and this equation
differs slightly between the two models.
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13.6 Notes

The model studied above is a slightly simplified version of the model in [17].
It is also a special case of the model in [10], where a Kalman model with non-
Gaussian inital data is analyzed.
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Chapter 14

Endowment Equilibrium
under Partial Information

In this chapter we study a partially observable version of the endowment model
of Chapter 7.

14.1 The model

The main assumptions are as follows.

Assumption 14.1.1 We assume the existence of an endowment process e of
the form

d@t = atdt + btth. (141)
Furthermore, we assume the following.

e The observable filtration is given by F€, i.e. all observations are generated
by the endowment process e.

The process a is not assumed to be observable, so it is not adapted to F°.

The process b is adapted to F€.

The process b is assumed to satisfy the non-degeneracy condition

b; >0, P-a.s. forallt. (14.2)

Apart from these assumptions, the setup is that of Chapter 7, so we assume
that there exists a risky asset S in unit net supply, giving the holder the right
to the endowment e. We also assume the existence of a risk free asset in zero net
supply. The initial wealth of the representative agent is assumed to equal Sy so

149



150CHAPTER 14. ENDOWMENT EQUILIBRIUM UNDER PARTIAL INFORMATION

the agent can afford to buy the right to the endowment e. The representative
agent is as usual assumed to maximize utility of the form

/OTU@,CM] |

14.2 Projecting the e-dynamics

E

As usual for partially observable models, we start by projecting the relevant
process dynamics onto the observable filtration. We thus define the process Z
by

_ de

dZ, = (14.3)
bt

so that “
dZ, = b—tdt + dW;,
t

and define the innovation process v as usual by
dv, = dZ; — 2t at,
by
where
&t =F [at| ff]

This gives us the Z dynamics on the F¢ filtration as
dZ; = Lt + dv,
by

and plugging this into (14.3) gives us the e dynamics projected onto the F¢
filtration as
d@t = &tdt + btht. (144)

14.3 Equilibrium

Given the formula (14.4) we are now back in a completely observable model, so
we can quote Proposition 7.4.1 to obtain the main result.

Proposition 14.3.1 For the partially observed model above, the following hold.
e The equilibrium short rate process is given by

Uct(ta 6) + CAlt(]cc(ta et) + %Hbt ||2Uccc(ta et)
Uc(tvet)

. (14.5)

Tt = —

o The Girsanov kernel is given by
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In an abstract sense we have thus completely solved the problem of equilibrium
within a partially observable endowment model. In order to obtain more con-
crete results, we need to impose some extra structure, and this will be done in
the next section.

14.4 A factor model

In this section we specialize the model above to a factor model of the form
de; = a(es, Yr)dt + ber)dWy,
AYe = p(Yodt+o(Yo)dwy,

where, for simplicity, we assume that W*° and WY are independent. Note that
we cannot allow b to depend on the factor Y. We also assume log utility, so that

Ul(t,c) = e %t In(c).

As in Section 7.4.3 we easily obtain

b2
Tt = 5+%_ (st),
€t €
b(e
Yt = - (t)
€t

where
oy =K [a(et,Yt)|]-"f].

Given these expressions it is natural to specialize to the case when

ale,y) = e-a(y),
ble) = b-e,
where b is a constant. This gives us
re = 04 ap— b
pr = —b.

In order to obtain a finite filter for ¢ = F [a(Y:)| F¥] it is now natural to look
for a Kalman model and our main result is as follows.

Proposition 14.4.1 Assume a model of the form

dey = aeYydt + be dWS,
dY; = BYdt+ CdW/,
The risk free rate and the Girsanov kernel are then given by
re = 06— b+ ai, (14.7)
o = —b. (14.8)

where 1 is given by the Kalman filter
d:g = Bgt + thVt.
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Appendix A

Basic Arbitrage Theory

A.1 Portfolios

In this appendix we recall some central concepts and result from general ar-
bitrage theory. For details the reader is referred to [2] or any other standard
textbook on the subject.

We consider a market model consisting of N 4 1 financial assets (without
dividends). We assume that the market is perfectly liquid, that there is no
credit risk, no bid-ask spread, and that prices are not affected by our portfolios.

We are given a filtered probability space (2, F, P,F), and by S; we denote
the price at time ¢ of one unit of asset No. ¢, for ¢ = 0,...,N. We let S
denote the corresponding N dimensional column vector process, and all asset
price processes are assumed to be adapted. The asset S° will play a special role
below as the numeraire asset and we assume that S is strictly positive with
probability one. In general the price processes are allowed to be semimartingales
but in this chapter we only consider the simpler case when the prices are driven
by finite number of Wiener processes.

We now go on to define the concept of a “self financing portfolio”. Intuitively
this is a portfolio strategy whee there is no external withdrawal from, or infusion
of money to, the portfolio. It is far from trivial how this should be formalized
in continuous time, but a careful discretization argument leads to the following
formal definition, where we let hi denote the number of units of asset No. i
which are held in the portfolio.

Definition A.1.1 A portfolio strategy is an N+1 dimensional adapted (row
vector) process h = (h',...,hN). For a given strategy h, the corresponding
value process X" is defined by

N
X[ =" hiS = hS:. (A1)
or equivalently
XM = hn.S,. (A.2)
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The strategy is said to be self financing if

N
dX{' = hidS;, (A.3)
or equivalently
X" = hedS;. (A.4)
For a given strategy h, the corresponding relative portfolio u = (u!,... u®)
1s defined by o
hiSi
;= =0,...,N A5
ut Xgl ’ 9 ) ’ ( )

and we will obviously have

We should, in all honesty, also require some minimal integrability properties
for our admissible portfolios, but we will suppress these and some other technical
conditions. The reader is referred to the specialist literature for details.

As in the Wiener case, it is often easier to work with the relative portfolio
u than with the portfolio h. We immediately have the following obvious result.

Proposition A.1.1 If u is the relative portfolio corresponding to a self financ-
ing portfolio h, then we have

N
dXP = XMy "u

=0

i dS;

(A.6)

In most market models we have a (locally) risk free asset, and the formal
definition is as follows.

Definition A.1.2 Suppose that one of the asset price processes, henceforth de-
noted by B, has dynamics of the form

dBt = 'I"tBtdt7 (A?)

where r is some adapted random process. In such a case we say that the asset
B is (locally) risk free, and we refer to B as the bank account. The process
r is referred to as the corresponding short rate.

The term “locally risk free” is more or less obvious. If we are standing at time
tdt then,sincer is adapted, we know the value of ;. We also know B;, which
implies that already at time ¢ we know the value Byrq = By + rBdt of B
at time ¢t + dt. The asset B is thus risk free on the local (infinitesimal) time
scale, even if the short rate r is random. The interpretation is the usual, i.e. we
can think of B as the value of a bank account where we have the short rate r.
Typically we will choose B as the asset SV.
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A.2 Arbitrage

The definition of arbitrage is standard.

Definition A.2.1 A portfolio strategy h is an arbitrage strategy on the time
interval [0, T] if the following conditions are satisfied.

1. The strategy h is self financing

2. The initial cost of h is zero, i.e.

Xt =o.

3. At time T it holds that

P(X}>0) = 1,
P (X3 >0) > 0.

An arbitrage strategy is thus a money making machine which produces pos-
itive amounts of money out of nothing. The economic interpretation is that
the existence of an arbitrage opportunity signifies a serious case of mispricing
in the market, and a minimal requirement of market efficiency is that there are
no arbitrage opportunities. The single most important result in mathematical
finance is the “first fundamental theorem” which connects absence of arbitrage
to the existence of a martingale measure.

Definition A.2.2 Consider a market model consisting of N+1 assets S°, ..., SV,
and assume that the numeraire asset S° has the property that S? > 0 with
probability one for all t. An equivalent martingale measure is a probability
measure ) with the properties that

1. Q is equivalent ot P, i.e. Q ~ P.
2. The normalized price processes ZY,...Z} , defined by

_ S

Zz_@v

i=0,...N,

are (local) martingales under Q.
We can now sate the main abstract result of arbitrage theory.

Theorem A.2.1 (The First Fundamental Theorem) The market model is
free of arbitrage possibilities if and only if there exists a martingale measure Q.

Proof. This is a very deep result, and the reader is referred to the literature
for a proof. i
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Remark A.2.1 The First Fundamental Theorem as stated above is a “Folk
Theorem” in the sense that it is not stated with all necessary technical con-
ditions. The statement above will however do nicely for our purposes. For a
precise statement and an outline of the full proof, see [2]. For the full (extremely

dififcult) proof see [9].

We note that if there exists a martingale measure @, then it will depend
upon the choice of the numeraire asset S°, so we should really index Q as Q.
In most cases the numeraire asset will be the bank account B, and in this case
the measure @, which more precisely should be denoted by QF, is known as the
risk neutral martingale measure.

The following useful result is left as an exercise to the reader. It shows that
the risk neutral martingale measure @) is characterized by the fact that, under
Q, the local rate of return of any asset equals the short rate r.

Proposition A.2.1 Assume absence of arbitrage, and let QQ denote a (not nec-
essarily unique) risk neutral martingale measure with B as numeraire. Let S
denote the arbitrage free price process of an arbitrary asset, underlying or deriva-
tive, and assume that the S dynamics under P are of the form

dSt = atStdt + StO'tth7

where W is a d-dimensional Wiener process, a is a scalar adapted process, and o
s an adapted row vector process. The following statements are then equivalent.

e The normalized process

iSt

7z, = 2t
t= B,

s a Q martingale.
o The Q-dynamics of S are of the form
dS, = rSydt + S;odWE,
where W% is Q-Wiener.

A.3 Girsanov and the market price for risk

Let us consider a financial market driven by a d-dimensional Wiener process W.
We assume the existence of a bank account B with dynamics

dBt = TtBtdt.

We also assume absence of arbitrage and we assume that the market uses the
(not necessarily unique) risk neutral martingale measure @ as pricing measure.
Let S denote the arbitrage free price process of an arbitrary asset, underlying
or derivative, and assume that the S dynamics under P are of the form

dSt = OétStdt + StO'tth.



A.4. MARTINGALE PRICING 157

or, in more detail,.

d
dSt = thStdt + St Z O-itdWit'

i=1
We denote by L the likelihood process
dQ
Lt = ﬁ’ on ft.

In a purely Wiener driven framework we know that the L-dynamics are of the
form

st = Ltht * th,

where the Girsanov kernel ¢ is a d-dimensional column vector process and
where * denotes transpose. From the Girssanvo Theorem we know that

AW, = pydt + dW2,
where W€ is Q-Wiener, so the Q-dynamics of S takes the form
dS; = {oy + oyp y dt + S0, dW .
From Proposition A.2 we conclude that the martingale condition
Ty = o + 01t
We may now define the so called market price of risk vector process A by
At = — ¢, (A.8)

We thus have the formula
o — Tt = A0y,

or, in more detail,
d
ap — T = E AitCit.
i=1

The economic interpretation is that the excess rate of return a; — r; is the sum
of the volatilities o1y, . . ., 04+ multiplied by the associated market prices for risk.

A.4 DMartingale Pricing

We now study the possibility of pricing contingent claims. The formal definition
of a claim is as follows.

Definition A.4.1 Given a a stochastic basis (2, F, P,F) and a specified point
in time T, often referred to as “the exercise date”) a contingent T-claim is a
random variable Y € Fr.
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The interpretation is that the holder of the claim will obtain the random amount
Y of money at time T. We now consider the “primary” or “underlying” market
80,81, ..., 8N as given a priori, and we fix a T-claim ). Our task is that of
determining a “reasonable” price process II; [V] for Y, and we assume that the
primary market is arbitrage free. A main idea is the following.

The derivative should be priced in a way that is consistent with the
prices of the underlying assets. More precisely we should demand
that the extended market IT [V],S°, St,---, SN is free of arbitrage
possibilities.

In this approach we thus demand that there should exist a martingale mea-
sure  for the extended market I1[)],S°, S, ..., SN, Letting Q denote such a
measure, assuming enough integrability, and applying the definition of a mar-
tingale measure we obtain

Ht [y] Q HT D}} Q y

=F Fe| = FBE% | ==

S sg 1 St

where we have used the fact that, in order to avoid arbitrage at time 7" we must
have I [X] = X. We thus have the following result.

ft} (A.9)

Theorem A.4.1 (General Pricing Formula) The arbitrage free price pro-
cess for the T-claim Y is given by

I, [V] = S{E? [33 ft} : (A.10)
St
where Q is the (not necessarily unique) martingale measure for the a priori given
market S0, S, - SN with SO as the numeraire .

Note that different choices of @ will generically give rise to different price pro-
cesses. In particular we note that if we assume that if S° is the money account

Sz? _ 58 . efo r(s)ds

)

where r is the short rate, then (A.10) reduced to the familiar “risk neutral
valuation formula”.

Theorem A.4.2 (Risk Neutral Valuation Formula)
Assuming the existence of a short rate, the pricing formula takes the form

I, [y] = EQ [e_ ftT’“(S)dsy‘ }'t] . (A.11)

where Q is a (not necessarily unique) martingale measure with the money ac-
count as the numeraire.

The pricing formulas (A.10) and (A.11) are very nice, but it is clear that if there
exists more than one martingale measure (for the chosen numeraire), then the
formulas do not provide a unique arbitrage free price for a given claim Y. It
is thus natural to ask under what conditions the martingale measure is unique,
and this turns out to be closely linked to the possibility of hedging contingent
claims.
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A.5 Hedging

Consider a market model S°, ..., SY and a contingent T-claim .

Definition A.5.1 If there exists a self financing portfolio h such that the cor-
responding value process X" satisfies the condition

Xh=y P-as. (A.12)

then we say that h replicates ), that h is a hedge against Y, or that Y is
attained by h. If, for every T, all T-claims can be replicated, then we say that
the market is complete.

Given the hedging concept, we now have a second approach to pricing. Let
let us assume that ) can be replicated by h. Since the holding of the deriva-
tive contract and the holding of the replicating portfolio are equivalent from a
financial point of view, we see that price of the derivative must be given by the
formula

I, [V] = X}, (A.13)

since otherwise there would be an arbitrage possibility (why?).
We now have two obvious problems.

e What will happen in a case when ) can be replicated by two different
portfolios g and h?

e How is the formula (A.13) connected to the previous pricing formula
(A.10)?

To answer these question, let us assume that the market is free of arbitrage,
and let us also assume at the T claim X is replicated by the portfolios g and
h. We choose the bank account B as the numeraire and consider a fixed mar-
tingale measure @. Since @ is a martingale measure for the underlying market
SO, ..., 8N it is easy to see that this implies that @ is also a martingale measure
for X9 and X" in the sense that X"/B and X9/B are Q martingales. Using

this we obtain . N
X7t — E@ |:XT

B Br

fT}
and similarly for X9. Since, by assumption, we have X% = ) we thus have

B
X{=E° {3’3; fT} :

which will hold for any replicating portfolio and for any martingale measure Q.
Assuming absence of arbitrage we have thus proved the following.

e If ) is replicated by g and h, then

X=X}, t>o0.
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e For an attainable claim, the value of the replicating portfolio coincides
with the risk neutral valuation formula, i.e.
fT} .

From (A.11) it is obvious that every claim ) will have a unique price if and
only if the martingale measure () is unique. On the other hand, it follows from
the alternative pricing formula (A.13) that there will exist a unique price for
every claim if every claim can be replicated. The following result is therefore
not surprising.

T
Xth = E¢ {eft radsy

Theorem A.5.1 (Second Fundamental Theorem) Given a fized numeraire
SO, the corresponding martingale measure Q° is unique if and only if the market
is complete.

Proof. We have already seen above that if the market is complete, then the
martingale measure is unique. The other implication is a very deep result, and
the reader is referred to [9]. I

A.6 Stochastic Discount Factors

In the previous sections we have seen that we can price a contingent T-claim )
by using the formula

I, [V] = B9 [e I Tsdsy} , (A.14)

where () is a martingale measure with the bank account as a numeraire. In many
applications of the theory, in particular in equilibrium theory, it is very useful
to write this expected value directly under the objective probability measure P
instead of under ). This can easily be obtained by using the likelihood process
L, where a usual L is defined on the interval [0, 7] through
d
L, = %, on Fi. (A.15)

We can then write (A.14) as

o [V] = E” [By' L1,
which naturally leads us to the following definition.

Definition A.6.1 Assume the existence of a short rate r. For any fixed martin-
gale measure Q, let the likelihood process L be defined by (A.15). The stochastic
discount factor (SDF) process M, corresponding to @, is defined as

M; = B; ' Ly. (A.16)
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We thus see that there is a one-to-one correspondence between martingale
measures and stochastic discount factors, and we can write the pricing formula
as

o [V] = E¥ [M7))]

This gives us the arbitrage free price at t = 0 as a P-expectation, but the result
can easily be generalized to arbitrary times ¢.

Proposition A.6.1 Assume absence of arbitrage. With notation as above, the
following hold.

e For any sufficiently integrable T-claim Y, the arbitrage free price is given
by
1
L V] = MEP [MrY| F]. (A.17)
t

e [For any arbitrage free asset price process S(derivative or underlying) the
process
M, S (A.18)

is a (local) P-martingale.

e The P-dynamics of M are given by

1
th = —'f’tMtdt + gst (A].g)
t

Proof. Use the Abstract Bayes’ formula to prove the first two statements. The
remaining details of the proof are left to the reader. i

The following easy corollary is used a lot in equilibrium theory.

Proposition A.6.2 Assume that the likelihood process L = dQ/dP has dynam-
1cs
st = LtQDtth,

Then the M dynamics can be written as

th = —’I’tMtdt + Mt@tth. (AQO)

Proof. Exercise for the reader. |

Using (A.8) we can also write the M dynamics as
th = —T'tMtdt - MtAtth. (A?].)

where A is the market price of risk vector process.
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Remark A.6.1 The point of Proposition A.6.2 is that the short rate r as well
as the Girsanov kernel can be identified from the dynamics of the stochastic
discount factor.

Although SDFs and martingale measures are logically equivalent, it is often
convenient to be able to switch from one to the other. In asset pricing and
equilibrium theory it is often natural to use the SDF formalism, whereas it seems
more convenient to use the language of martingale measures in connection with
arbitrage theory and pricing of contingent claims.

A.7 Dividends

So far we have assumed that all assets are non-dividend paying- We now extend
the theory and to that end we consider a market consisting of the usual bank
account B as well as N risky assets. The novelty is that all assets are allowed
to pay dividends so we need to formalize this idea. As usual we denote by S!
the price at time ¢ of asset number 4, and we denote by D! the cumulative
dividend process of asset number ¢. The interpretation is that D, is the total
amount of dividends that have been paid by holding one unit of the asset over
the time period [0, ¢]. Intuitively this means that over an infinitesimal interval
[t,t + dt] the holder of the asset will obtain the amount dDy = Dy44; — D;. For
simplicity we also assume that the trajectory of D? is continuous.

A market of this kind thus consist of the bank account S° = B and a
collection of price dividend pairs (S!, D'),...,(SV,D"). We now have the
following extension of the previous theory. For details, see [2].

Definition A.7.1 A portfolio strategy is an N+1 dimensional adapted (row
vector) process h = (h®,ht,... hN). For a given strategy h, the corresponding
value process X" is defined by

N
X[ =>"hisi, (A.22)

i=0
The strategy is said to be self financing if

N
dX]' =" hidG}, (A.23)
=0

where the gain process G is defined by
dG} = dS} + dDj,

For a given strategy h, the corresponding relative portfolio u = (u",...,u
18 defined by o
uj =M%

t

=0,...,N, (A.24)
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The interpretation of the self financing condition (A.23) is clear. If you hold
h units of an asset over the interval [t,¢ + dt] then you gain (or loose) h:dS;
because of the price change and you get h;dD; in dividends.

Proposition A.7.1 If u is the relative portfolio corresponding to a self financ-
ing portfolio h, then we have

N

,dS} + dD;
dX{ =X ut% (A.25)
t

=0

The definition of arbitrage is exactly as in the non-dividend case, but for the
concept of a martingale measure we need a small variation.

Definition A.7.2 An equivalent martingale measure is a probability mea-
sure Q with the properties that

1. Q is equivalent ot P, i.e. Q ~ P.

2. The normalized gain processes GZ°,...GZYN, defined by

I tq .
G#i ="t /de' i =0,...N
t Bt+ 0 Bs S 1 ] )

are (local) martingales under Q.

The martingale property of G has a very natural interpretation. For a price-
dividend pair (S, D) we obtain, after some reshuffling of terms.

T s T
/ eift T"dust —&—eift TstST .7-}] .

t
This is a risk neutral valuation formula, which says that the stock price at time
t equals the arbitrage free value at t of the stock price Sp plus the sum (or
rather integral) of the arbitrage free value at ¢ of all dividends over the interval
[t, T].

In the present setting the first fundamental theorem takes the following form.

S, = E@

Theorem A.7.1 (The First Fundamental Theorem) The market model is
free of arbitrage possibilities if and only if there exists a martingale measure Q.

The pricing formulas are as expected.

Proposition A.7.2 The arbitrage free price of a T-claim Y is given by

I, [X] = E [e_ I “dsy‘ ]-"t] .
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A.8 Consumption

We now introduce consumption into the theory. For simplicity we will only
consider consumption programs which can be represented in terms of a con-
sumption rate process c. The interpretation is that over an infinitesimal
interval [¢,¢t + dt] the economic agent consumes the amount c;dt, so the di-
mension of ¢; is “consumption per unit time”. We define portfolios h°,. .., h"V,
portfolio value X, and martingale measure, as in the previous section.

Given a market of the form B, (S, D'), ..., (SN, DY) we say that a portfolio
h is self financing for the consumption process c if

N
dX{ =" hi{dS}+dD}} — cidt.
=0

or, in terms of relative weights

N . .
. dS} + dD;
dxl = x ut% — ¢yt
1=0 t

The pricing theory for contingent claims can easily be extended to include con-
sumption.

Proposition A.8.1 The arbitrage free price, at time t, for the consumption

process ¢, restricted to the interval [t,T] is given by
]-'t] |

I [c] = B¢

T T
— rsds
/ e Jir csds
t

Using the stochastic discount factor M = B~1L we can write this as

T
/ Mcgds ft].
t

Furthermore, if the market is complete, then every consumption stream can be
replicated by a self financing portfolio.

_ L

EP
M,

II; [c]

A.9 Replicating a consumption process

Consider a market B, (S, DY),...,(SY, DY) and a consumption process c. If
the market is complete, then it follows from Proposition A.8.1 that ¢ can be
replicated with a self financing portfolio. This result, however, is an abstract
existence result, but in a concrete case it will not tell us what the replicating
portfolio looks like. We will now present a proposition which can be used to
construct the replicating portfolio.

We start with a small lemma which show that, as could be expected, the
property of being self financing is invariant under normalization.
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Lemma A.9.1 (Invariance Lemma) Consider a market as above, a consump-
tion process ¢, and a portfolio process h = (h°, h',... hN). Let X denote the
corresponding value process. Then it holds that h is self financing for c if and

only if
N
dX7 =" hidGy' - cidt
=1

where the normalized value process X% and the normalized consumption process
c? are defined by

Xi

X7 = =
t Btv
z Ct
C = —.
t Bt

Proof. The proof is left to the reader as an exercise. i

Proposition A.9.1 Consider the market B, (S*,DY),...,(S™, D) and a con-
sumption process c. Define the process K by
Ft] )

K, = E?

T
v
/ c.ds
0

with ¢ as in the Lemma above. Assume that there exist processes h',... h
such that

N

N
dKy =Y hidG7'
i=1

Then ¢ can be replicated by the portfolio h°,h',... AN, with h',... AN, as
above and h® defined by

N t
W =K > hiZ —/0 Zds.
=1

Proof. The normalized portfolio value of h°, h', ... A" is, by definition, given
by

N
X =ho-1+) hiZ}

1=

so, using the definition of h°, we have

t
X7 :Kt—/ cids.
0
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From the assumption dK; = Y, hidG7' we thus obtain

dX7 =" hidG} - cidt.
A

This shows that h is self financing in the normalized economy, and by Lemma
A.9.1, it is also self financing in nominal terms. I

A.10 Exercises

Exercise A.1 Prove Lemma A.9.1.

A.11 Notes

The martingale approach to arbitrage pricing was developed in [18], [26], and
[19]. It was then extended by, among others, [13], [8], [32], and [9]. Stochastic
discount factors are treated in most modern textbooks on asset pricing such as
[3] and [12].



Appendix B

The Conditional Density

In this chapter we will present some further results from filtering theory, such
as the stochastic PDE for the conditional density and the Zakai equation for
the un-normalized density. These results are important but also more technical
than the previous results, so this appendix can be skipped in a first reading.

B.1 The evolution of the conditional density

The object of this section is to derive a stochastic PDE describing the evolution
of the conditional density of the state process Y. This theory is, at some points,
quite technical, so we only give the basic arguments. For details, see [1]. We
specialize to the Markovian setting

Ay, = a(Y;)dt + c(Y;)dWy, (B.1)
dZ; = b(Y;)dt +dWw} (B.2)
where W0 and W' are independent Wiener processes. We recall from (12.16)-

(12.17) that for any real valued function f : R — R, the filter equations for
m(f) = E [ f(Yy)| FZ] are then given by

dri(f) = m(Af)dt +{m(fb) — m(f) - m(b) } dvr, (B.3)
th = dZt — 7Tt(b) dt. (B4)

where the infinitesimal generator A is defined by

0 1 02
A=a(y)=— + =(y) =
Wg, T3¢ Wae
We now view f as a ‘test function” varying within a large class C of test func-
tions. The filter equation (B.3) will then, as f varies over C determine the entire
conditional distribution £ (V3| 7).

167
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Let us now assume that Y has a conditional density process p:(y),
w.r.t. Lebesque measure, so that

il f) = E [F(¥)| F7] /f 1oily

In order to have a more suggestive notation we introduce a natural pairing
(“inner product”) denoted by (,) for any smooth real valued functions g and f
(where f has compact support) . This is defined by

(9, f) = /Rf(y)g(y)dy

m(f) = (pt, f),

and with this notation, the filter equation takes the form

d<pt7f> = <pt7“4f>dt+ {<pt7fb> - <pt7 ><pt7 >}dyt

We can now dualize this (see the exercises) to obtain

d(pt, f) = (A"pe, f)dt + {{bpe, f) — (e, £) (e, b) } dvy

where A* is the adjoint operator:

2
Ap(y) = 2 [a()p(v)] + %%g

We can thus write

[ (y)p(y)]

If this holds for all test functions f we are led to the following result. See [1]
for the full story.

Theorem B.1.1 (Kushner-Stratonovich) Assume thatY has a conditional
density process pi(y) w.r.t. Lebesgue measure. Under suitable technical condi-
tions, the density will satisfy the following stochastic partial differential equation
(SPDE)

dn(y) = Apw)dt+ply { - [ sty dy}duu (B.5)
iz, — ( /R b(y)pt(y)dy> dt. (B.6)

As we noted above, this is an SPDE for the conditional density. In order to
connect to more familiar topics, we remark that if the observation dynamics
have the form

th

dZt = b(}/t)dt + O'th,
then the SPDE would have the form

dpuly) = Apily)dt+ 2 { - [ sty dy}dum

dy, = i{dZt - (/R b(y)pt(y)dy) dt}.
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If we now let 0 — 400, which intuitively means that in the limit we only observe
noise, then the filter equation degenerates to

0
apt (y) = A*p; (y),

which is the Fokker-Planck equation for the unconditional density.

B.2 Estimation of a likelihood process

The main result in this Section is Proposition B.2.2 and Corollary B.9, which will
be important when we on derive the Zakai equation in the next section, and the
reader who wishes to proceed directly to the Zakai equation can skip the present
section and simply accept Proposition B.2.2 and the Corollary dogmatically.
The Theorem is, however, of considerable importance also in statistics, so for
the reader with more general interests, we provide the full story.

Consider a measurable space {2, F} and two probability measures, Py and
P on this space. Let us now consider a case of hypothesis testing in this
framework. We have two hypotheses, Hy and H; with the interpretation

Ho : PO hOldS,
H1 : Pl holds.

If P, << Py, then we know from Neyman-Pearson that the appropriate test
variable is given by the likelihood

=1
B, on F

and that the optimal test is of the form
Reject Hy if L > R,

where R is a suitably chosen constant.

The arguments above hold as long as we really have access to all the infor-
mation contained in F. If, instead of F, we only have access to the information
in a smaller sigma algebra G C F, then we cannot perform the test above, since
L is not determined by the information in G (i.e. L is not G-measurable).

From an abstract point of view, this problem is easily solved by simply
applying Neyman-Pearson to the space {2, G} instead of {Q, F}. It is then
obvious that the optimal test variable is given by

- dp
=%
ap, "9

and the question is now how T is related to L.
This question is answered by the following standard result.
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Proposition B.2.1 With notation as above, we have
L=E[L|g), (B.7)
where EY denotes expectation under Py.

We will now study the structure of L, when L is generated by a Girsanov
transformation and we also have a filtered space, so information increases over
time. To this end we consider a filtered probability space {2, F, Py, F} and two
F adapted processes Z and h. We assume the following

e 7 is an F-Wiener process under F.
e The process h is F-adapted and Py-independent of Z.
We now introduce some useful notation connected to Girsanov transformations.

Definition B.2.1 For any F-adapted process g we define the process L(g) by
Lt(g) = efo 9:dZs—3 fo gfds. (B8)

We see that L(g) is simply the likelihood process for a Girsanov transformation
if we use g as the the Girsanov kernel.
Assuming that L(h) is a true martingale we may now define the measure P;
by setting
Lu(h) = 35
where T is some fixed time horizon.
From the Girsanov Theorem we know that we can write

dZ; = hydt + dW},

where W1 is an P;-Wiener process. We thus see that we have the following
situation.

e Under Py, the process Z is a Wiener process without drift.
e Under Py, the process Z has the drift h.

If we now interpret the process h as a signal, we have the following tho hypothe-
ses:

Hy : We have no signal. We only observe Wiener noise.

Hy: We observe the signal h, disturbed by the Wiener noise.

The task at hand is to test Hy against H; sequentially over time, assuming that
we can only observe the process Z. From Proposition B.2.1 we know that, at
time ¢, the optimal test statistics is given by L;(h), defined by

Li(h) = E° [ Ly(h)| F7],

and the question is how we compute this entity. The answer is given by the
following beautiful result.
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Proposition B.2.2 With notation as above we have
Ly(h) = Ly(h),

where R
he = E' [hy| F7]

Note that Zt(h) is a Py-expectation, whereas ;Lt is a Pj-expectation. Before
going on to the proof, we remark that this is a separation result. It says that
the filtered “detector” L can be separated into two parts: The (unfiltered)
detector L, and the P;-filter estimate h.

Proof. From the definition of L;(h) we have
dLi(h) = L¢(h)hedZs,
and we observe the Py Wiener process Z. From Theorem 12.4.1 we then have
dLi(h) = m(L(W)h) dZ,
where upper case index denotes expectation under Fy. We can write this as
dLy(h) = Ly(h)n.dZs,

where

so we have in fact

On the other hand we have

E° [Ly(h)h| FZ]
EO [Ly(h)| F7]

Nt =
so from the abstract Bayes formula we obtain
ne =B [h| F] =mi(h). 1

For future use we note the following Corollary which in fact is a a part of the
proof above.

Corollary B.2.1 We have

dL(h) = 7}(h) Ly(h)dZ;. (B.9)
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B.3 Un-normalized filter estimates

We consider again a filtered probability space {Q,F, P,F} and a Markovian
filter model of the form

dY; = a(Yy)dt + c(Y)dw), (B.10)
dZ, = b(Y;)dt+ dW, (B.11)

where WY and W are independent. In Section B.1 we studied the same model,
and we derived the Kushner-Stratonovich equation (B.5) for the density p:(y).
We now present an alternative approach to the filtering problem along the fol-
lowing lines.

e Perform a Girsanov transformation from P to a new measure Py such that
Y and Z are independent under F.

e Compute filter estimates under Py. This should be easy, due to the inde-
pendence.

e Transform the results back to P using the abstract Bayes formula.
e This will lead to a study of the so-called un-normalized density ¢;(y).

o We will derive an SPDE, known as the Zakai equation, for the un-normalized
density q. This equation is, in many ways, much nicer than the Kushner-
Stratonovich equation for the density p:(y).

B.3.1 The basic construction

Consider a probability space {Q, F, Py} as well as two independent Py-Wiener
processes Z and W°. We define filtration F by

Fo=FEvFY,
and we define the process Y by
dY; = a(Yy)dt + c(Y;)dW,.

We now define the likelihood process L by

dL; = Lb(Yy)dtdZ,,
Ly = 1,
and we define P by
dP
Lt:TP’@’ onft,OgtST

for some fixed horizon T. From the Girsanov Theorem it now follows that the
we can write

dZ, = b(Y;)dt + dW,
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where W is a (P, F)-Wiener process. In particular, the process W is independent

of Fy = fOVXO, so W and WY are indenpendent under P. Since Ly = 1 we

have P = P on Fy, and since Fy = .7-';’;/0 we see that (W9 Y) has the same
distribution under P as under Fj.
The end result of all this is that under P we have our standard model

dY; = a(Yy)dt + c(Yy)dw),
dZ; = b(Y;)dt + dW;.

B.3.2 The Zakai equation
We define my(f) as usual by

and the abstract Bayes formula we then have

BV [Lif(Vy)| FE)
ﬂ't(f) - EO [Lt)|-7:tz]

Definition B.3.1 The un-normalized estimate o(f) is defined by
ol f) = E° [Lef(Y)| F7] -
We have thus derived the Kallianpur-Striebel formula.

Proposition B.3.1 (Kallianpur-Striebel) The standard filter estimate my( f)
and the un-normalized estimate oy(f) are related by the formula

o f)
O't(l) ’

It turns out that oy(f) is easier to study than m(f), so we now go on to derive
the dynamics of oy(f).
This is in fact quite easy. From the Kallianpur-Striebel formula we have

o f) = m(f) - ou(1).
From the FKK Theorem we have

dm(f) = m(Af)dt + {m(fb) — mi(f) - m(b)} dun,
dv, = dZ — mdb)dt,

m(f) =

(B.12)

and from Corollary B.2.1 have
dO't(l) = O't(l) Tl't(b) dZt

We can now apply the Ito formula to the product my(f) - o0¢(1). This leads to
calculations which, at first sight, look rather forbidding. It turns out, however,
that there are a surprising large number of cancellations in these calculations
and in teh end we obtain teh following result.
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Theorem B.3.1 (The Zakai Equation) The un-normalized estimate oy(f)
satisfies the Zakai equation

dO’t(f) = 0't<Af) dt + O't(b) dZt (Bl?))

We note that the Zakaik equation has a much simpler structure than the cor-
responding FKK equation. Firstly, the Zakai equation is driven directly by the
observation process Z, rather than by the innovation process v. Secondly, the
non-linear (product) term my(f)-m(b) dv; is replaced by the term o4(b) dZ; which
does not involve f.

B.3.3 The SPDE for the un-normalized density

Let us now assume that there exists an unnormalized density process q;(y), with
interpretation

o f) = /R £ (0)ar(y)dy.

We can then dualize the Zakai equation, exactly like we did in the derivation of
the Kushner-Stratonovich equation, to obtain the following result.

Proposition B.3.2 Assuming that there exists an un-normalized density q:(y),
we have the following SPDE.

dai(y) = A*qu(y)dt + b(y)q:(y)dZ:. (B.14)

As dot the Zakai equation, we note that the SPDE above for the un-nomrmalized
density is much simpler than the Kushner-Stratonovich equation for the nor-
malized density p:(y).

B.4 Exercises
Exercise B.1 Consider a probability space (0, F, P) and the filtering model

dZ; = Xdt + dW,

where X is a random variable with distribution function F, and W is a Wiener
process which is independent of X. As usual we observe Z. In Ezercise 12.2 we
saw that a naive application of the FKK equation produced an infinite dimen-
sional filter. The object of this exercise is to show that we can do better.

Define, therefore, the functions f: Rx Ry — R and g: Rx Ry — R by
flt,z) = / re= 5= ar (@),
R
o) = [t ar),
R
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and show that
f(t7 Zt)

g(t7 Zt)

Hint: Perform a Girsanov transformation form P to a new measure @ so
that Z and X are Q-independent. You may then use (a generalization of) the
fact that if € and n are independent random variables where £ has distribution
function F then, for any function H : R> — R, we have

ETH(E n)lo{n}] = h(n),

EF [X|FF] =

where h is defined by
W) = | Ha)ir()

B.5 Notes

A very complete account of FKK theory as well as un-normalized filtering is
given in the (advanced) book [1].
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