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Abstract

The purpose of this thesis is to analyse investor’s dynamic asset allocation strate-
gies, when introducing a stochastic interest rate, and a non-constant market price
of risk. This is followed by an evaluation of the costs of applying a suboptimal port-
folio allocation strategy. The starting point is the classical static portfolio result
of the mean-variance analysis developed by Markowitz (1952). This is followed by
a demonstration of the intertemporal portfolio problem under constant investment
opportunities from Merton (1969). The problem is solved by dynamic programming
using the Hamiliton-Jacobian-Bellman equation to obtain portfolio result, the so-
called myopic portfolio. The Merton’s portfolio problem serves as foundation for the
extensions in this thesis. In the first extension, a dynamic portfolio choice model
includes the interest rate as state variable, where interest rate is modelled by a
one-factor Vasicek model, which introduces the set of stochastic investment oppor-
tunities. The result of this model is a closed-form solution and is considered for a
CRRA-investor, which shows that investors should hold the myopic portfolio and a
hedging portfolio, which contains assets that are correlated with the state variable,
the interest rate. From the analysis, the model results show that the stock allocation
is time-invariant and decreasing in risk aversion. The bond allocation is increasing
in investment horizon and risk aversion, since bonds through a hedging term is used
to minimize exposure from the interest rate risk. In the second extension, a dynamic
asset allocation model is developed again with a stochastic interest rate as a state
variable, where the market price of risk is an affine function of the state variable. A
closed-form solution is obtained for the optimal portfolio choice and applied for a
CRRA-investor. The result shows that the stock allocation is still decreasing in risk
aversion, but it also starts to vary over time. This is because the stochastic interest
rate enters directly into the portfolio weight of stocks. The bond allocation under
the second extension is different from the former. With the market price of risk as
an affine function of the stochastic interest rate, the bond allocation fluctuates due
to the changes in the interest rate. As the risk aversion increases, the fluctuations
will be smaller, and the two models will converge to the same bond allocation, which
is increasing in the investment horizon. To evaluate the portfolio choice models, two
loss functions are considered. The loss function evaluates a suboptimal investment
strategy under the optimal assumptions in terms of welfare losses for the investor.
It is shown that applying the result from constant investment opportunities under
the assumptions of the first extension leads to marginal welfare losses. However,
using the investment strategy of the first extension under the assumptions of second

extension shows a significant increase in welfare losses for the investor.
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CHAPTER 1. INTRODUCTION

Chapter 1
Introduction

Portfolio and consumption choice problems have been centric in the academic part
of financial literature, since the important paper by Markowitz (1952), who intro-
duced the concept of diversification in a tractable mathematical framework to un-
derstand the trade-offs between risk and return. However, the bridge between prac-
titioners and academia were breached, when Merton (1969) analysed the portfolio-
consumption choice problem in a continuous-time multi-period model. Merton de-
rived a closed-form solution that confirmed Markowitz static portfolio result, that
all investors should hold the same risky portfolio, also called the myopic portfo-
lio. Along with this result, investors was ought to consume a fixed fraction of their
wealth. As Merton later did, we also want to challenge precedent models under
constant investment opportunities. In Section 1.1, we elaborate on the problem of
interest, and explain our motivation for this interest. We formulate the thesis state-
ment in detail and state a formal research question, we intend to answer with this
thesis. Section 1.2 sets field of research with introducing the seminal and pivotal

papers in dynamic asset allocation.

1.1 Problem of Interest and Research Question

We have restricted ourselves to only consider a portfolio choice problem instead of
consumption-portfolio optimisation problem. This restriction will allow us to obtain
tractable closed-form solutions in the most instances. We are applying the analogy
of an institutional investor, since it confines us to only consider the utility, which the
investor derives from terminal wealth. Even though this analogy is not completely
characteristic for all investors who have similar investment behaviour, it is helpful

to set the context of a discussion.
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The myopic portfolio result was considered unrealistic by Merton (1973), and lead
him to put forward the concept of stochastic investment opportunities. This con-
cept implied that the opportunities were ought to be correlated with a set of state
variables. His result under the stochastic investment opportunities showed that in-

vestors should invest in a hedge portfolio in addition to the myopic portfolio.

Our motivation is to apply the Merton’s portfolio problem to a specific case, where
we want to model the optimal portfolio choice under a stochastic interest rate as a
state variable. We use a direct method in solving the portfolio choice problem, this
imply that we do not derive a general solution for any stochastic state variable. The
institutional investor analogy will help lead the discussion about how they are af-
fected by the presence of a stochastic interest rate. In addition, we want to evaluate
costs in terms of welfare losses when investors are employing suboptimal investment

strategies under the given set of assumptions.

This thesis wants to investigate the effect of a stochastic interest rate on the invest-
ment opportunities and its influence on the optimal portfolio choice in a continuous-
time setting. This is done by considering the model implications for institutional
investors which is benchmarked against the myopic portfolio result under constant
investment opportunities’. Moreover, this thesis also wants to evaluate the conse-
quences of applying suboptimal investment strategies within this stochastic frame-

work. From this, we can deduce a specific research question:

How does the introduction of a stochastic interest rate affect the optimal
portfolio allocation, and what are the consequences of suboptimal portfolio

allocation in terms of welfare loss for the institutional investors?
To answer this question, we will consider the following five topics
e Main findings from the mean-variance analysis.
e Optimal allocation under constant investment opportunities.
e Extension of the allocation model with a stochastic interest rate.

e Allocation model with market price risk as an affine function of the stochastic

interest rate.

e Welfare losses from suboptimal portfolio allocation.

!Parts of the initial Chapters 2, 3, and 4 are based on the bachelor thesis by Andersen and
Ngrgaard (2014)
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To ensure clarity, the models presented in the following chapters are restricted to

the following properties:
e The investor only gets utility from terminal wealth.
e The investor has Constant Relative Risk Aversion(CRRA)
e The investor receives no non-financial income.
e The investment horizon is known.
e The investor can allocate wealth in risky and risk-free assets.
e The time variation is driven by a single state variable.
e The risky assets are subject to time variation.
e There is no parameter uncertainty.
e There are no restrictions in trading assets.

These properties are common among various optimal portfolio problems, and have
been studied extensively. The field of research is covered in the following section

with a brief literature review.

1.2 Literature Review

A review of the literature is necessary in order to understand how the research field
has been shaped through time and which important contributions to the literature

we could build our analysis upon.

The foundation of optimal portfolio choice originates from the modern portfolio the-
ory in the seminal paper by Markowitz (1952), he put forward a conceptual frame-
work for portfolio management, namely the mean-variance analysis. The mean-
variance analysis has the assumption that the investor’s portfolio choice will only
depend on the mean and the variance of their end-of-period wealth. The investor can
with different combinations of these two moments form portfolios, where Markowitz
defines an efficient portfolio to be either a portfolio with the lowest variance for a
given expected return or the highest return for a given variance, depending on the
investor’s risk return preferences. The underlying idea of the theory was that assets
should be chosen only based on inherent characteristics which were unique to the

security. However, the investor should see how the single security co-moved with all
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other securities. If the investor accounted for these correlations among securities,
then it would enable them to construct a portfolio that yielded the same expected
return with less risk than a portfolio created without considering the correlations

between each security, this is the benefits of diversification.

Tobin (1958) suggested an extension to Markowitz’s mean-variance analysis, where
an introduction of a risk-free asset into the investor’s feasible set of allocation choices
actually simplifies the investor’s problem. Tobin showed that if a risk-free aaset ex-
isted and the investor had access to it, then the choice of the optimal portfolio of
risky assets is clear and independent of the preferences of the investor for expected
return and variance. This is Tobin’s Separation Theorem, where the investor’s prob-
lem is simplified into a choice between the portfolio, which maximises the ratio of
expected return subtracted the return on the risk-free asset relative to the standard
deviation, namely the tangency portfolio and the risk-free asset. Thereby will in-
vestors hold a given combination of the tangency portfolio and the risk-free asset
matching their attitude toward risk, because it assumed that investors can lend and
borrow at the risk-free rate. This separation was interpreted as investing in two
funds, where investors could obtain the desired portfolio by holding a combination
of the two, representing the tangency portfolio and the risk-free asset. This separa-

tion theorem is also known as the mutual fund theorem.

Sharpe (1964) and Lintner (1965) contributed to the work of Markowitz and To-
bin. They added two assumptions in order to identify if a portfolio is mean-variance
efficient, and turn the results from mean-variance model about each investor’s in-
vestment behaviour into a testable hypothesis about the trade-off between expected
return and risk in an equilibrium model, the Capital Asset Pricing Model (CAPM).
The first assumption is complete agree, which imply that investors agree on the joint
distribution of assets return from the current period to the next period. This is the
true distribution, which imply that the distribution actually generates the asset re-
turns. The second assumption is unlimited borrowing and lending at the risk-free
rate, which does not depend on the amount. These assumptions insure that all
investors will have same feasible set of efficient portfolios, and therefore will all use
the tangency portfolio with the risk-free asset. Under these CAPM assumptions,
the tangency portfolio is the market portfolio, and the risk-free rate is set to clear
the market for borrowing and lending along with the prices of the risky assets. The
market portfolio must be on the minimum variance frontier, if the markets are to

clear.
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Moving away from single-period models into a multi-period model of the portfolio
problem, where the investment and consumption problem is solved simultaneously
in a continuous-time formulation. This field was pioneered by the publications from
Merton (1969, 1971, 1973) and Samuelson (1969). Merton’s primary result of the
portfolio problem in the continuous-time model is an optimal investment strategy,
which is independent of the time horizon of the investor, and this aligns with the
Markowitz-Tobin discrete mean-variance rules. This is done under the assumptions
of log-normality of the distribution for assets prices instead of a normal distribution,
and with a more general utility function than the quadratic utility function, which
is used in mean-variance analysis. Similar to the myopic case of the mean-variance
result, a higher risk aversion would lead to a lower fraction of wealth invested in tan-
gency portfolio in the continuous-time model. The portfolio result in Merton (1973)
separates itself from the single-period model, since it includes intertemporal hedging
portfolios, which the investor uses to hedge her portfolio against shocks to the state
variables. Samuelson (1969) considers a multi-period problem, which should corre-
spond to a life-cycle problem with consumption and investment decisions both to
be incorporated. He finds that the optimal fraction of wealth to invest in risky as-
sets is constant under similar assumptions to Merton (1969). The life-cycle problem
with consumption and investment produces the same result as Markowitz’s static

mean-variance result.

This thesis focuses on how a stochastic term-structure affects an investor’s optimal
portfolio choice in a continuous-time setting, where the investor only derives util-
ity from terminal wealth. This area within dynamic asset allocation is particularly
well-established, where we choose a few selected papers to lay the foundation. The
predominately approach of solving these continuous-time consumption-investment
choice problems is applying stochastic dynamic programming. This has been used
in papers such as Sgrensen (1999), Brennan and Xia (2000), and Munk et al. (2004),
who also consider the problem under a stochastic interest rate. Sgrensen (1999) uses
a Vasicek (1977) model to describe the dynamics of interest rate, but Brennan and
Xia (2000) consider the dynamics to be modelled by a two-factor Hull and White
(1996) model. Both papers show that the wealth allocated in stocks and bonds is
increasing in the expected returns, and the hedging portfolio is a zero-coupon bond
with expiration at the investment horizon. The myopic portfolio is still prevalent
under these models, since the stock allocation is constant over the investment hori-

zon because equity is not a part of the hedging portfolio. If the bond’s maturity
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is equal to the investment horizon, the optimal allocations are shown to be inde-
pendent of investment horizon. The stock allocation is decreasing in risk aversion,
while bond and cash allocations are increasing in it. In another paper, Munk et al.
(2004), they look at the dynamic asset allocation problem under the assumptions of
mean-reversion in returns, stochastic interest rates, and uncertainty about inflation.
They consider an investor who wants to maximise her expected utility from real
terminal wealth. In the solution of this they obtain three hedging terms, where an
optimal hedge against changes in the interest is done by only investing in the bond,
since it is perfectly negatively correlated with short interest rate. The optimal hedge
against changes in the expected excess return of equity is obtained by only investing
in stocks, because of the perfect negative correlation between processes of the stock

and excess return. The optimal hedge for inflation is a combination of the stock and
the bond.

Kim and Omberg (1996) model the portfolio choice problem differently, where they
have the risk premium for a risky asset as the state variable. It is assumed to follow
an Ornstein-Uhlenbeck process, and the risk premium is affine in the state vari-
able. They find closed-form solutions to a portfolio choice problem with stochastic
investment opportunities, where the investors have hyperbolic absolute risk aver-
sion (HARA) and only derives utility from terminal wealth. Wachter (2002), on
the other hand, considers a slightly different version of Kim and Omberg’s portfolio
choice problem. The investors are now modelled with constant relative risk aversion
(CRRA) utility, but derive utility from both intermediate consumption and termi-
nal wealth. Liu (2007) provides a general model that incorporates the aspects of
Wachter, and Kim and Omberg while having special cases with time-varying volatil-

ity and inflation uncertainty as in Munk et al. (2004).

Evaluating the investor’s investment strategies which the portfolio models have pro-
vided are important. Because it gives an understanding of how well or by how much
an optimal investment strategy outperforms a suboptimal strategy. This issue is
addressed in Larsen and Munk (2012), where they focus on the costs of suboptimal
asset allocation. They provide a general theoretical framework to evaluate subopti-
mal investment strategies under the assumptions of the optimal investment strategy.
Larsen and Munk do three applications of this general framework, which are focused
on (i) interest rate risk, (ii) stochastic stock price volatility, and (iii) investing in
value stocks and growth stocks. Larsen (2010) considers a portfolio choice problem

with a dynamically complete international markets, and finds the wealth loss for
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an investor who do not include international allocation in the investment strategy.
This brief review of literature entails an area which is vast in all its dimensions. In
this context, we want to quote Wachter (2010):

"Ultimately, the goal of academic work on asset allocation is the con-
version of the time series of observable returns and other variables of
interest into a single number: Given the preferences and horizon of the
investor, what fraction of her wealth should she put in stock? The aim is
to answer this question in a “scientific” way, namely by clearly specifying
the assumptions underlying the method and developing a consistent the-
ory based on these assumptions. The very specificity of the assumptions
and the resulting advice can seem dangerous, imputing more certainty to
the models than the researcher can possibly possess. Yet, only by being so
highly specific, does the theory turn into something that can be clearly de-
bated and ultimately refuted in favor of an equally specific and hopefully
better theory."

From this quote, we continue by introducing institutional investors and their pref-
erences towards risk, before we begin with allocation models, which are to answer

our research question.
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Chapter 2
Fundamental Theoretical Concepts

This chapter provides the fundamental theoretical building blocks underlying the
area of dynamic asset allocation literature which is important to understand in or-
der to do financial modelling. This is coupled with an formal introduction of the
institutional investor types and their significant role in the financial sector. We have
chosen to limited our problem of interest to only considering institutional investors
rather than considering a private investor, which has modelling implications for the
utility maximisation. The economic problem specifies itself to only consider util-
ity maximisation over terminal wealth, instead of an economic problem which also
includes consumption streams, and for example labour income over an investment

horizon.

This chapter is organised as follows. Section 2.1 provides a formal description of the
institutional investor and motivates why the institutional investor is of interest for
financial modelling, while Section 2.2 introduces the concepts of risk aversion and

utility functions.

2.1 Description of Institutional Investors

Institutional investors are organised as legal entities. According to Celik and Isaks-
son (2014), the legal form varies across the institutional investors as well as their
purposes, which could be from a profit maximising joint stock company to a limited
liability partnerships (i.e. private equity funds), and in some cases sovereign wealth
funds. Institutional investors may act independently or as part of a larger group of
banks and insurance companies, which is the case of a mutual fund. Institutional
investors and asset managers are often used synonymously, implying an institution

that both manages and invests, but there are exceptions to this. U.S. Securities




CHAPTER 2. FUNDAMENTAL THEORETICAL CONCEPTS

and Exchange Commission (2015) defines an institutional investor as an entity that

exercises investment decisions over $ 100 million or more in securities.

The paper by Celik and Isaksson (2014), provides evidence that pension funds,
investment funds, and insurance companies in the OECD countries have increased
their assets under management from $36 trillion in 2000 to $73.4 trillion in 2011.
The largest increase of these three categories is seen in investment funds as they
have increased by 121%. This made the relative share of total assets under man-
agement held by institutional investors increase from 37% in 2000 to 40% in 2011.
However, both pension funds and insurance companies invest in mutual funds which
are part of the investment fund category. In conclusion, the institutional investors
role as financial intermediaries have a great influence on the investment strategies
over recent years along with deregulation and globalisation of financial markets. As-
set managers are also included under the general heading of institutional investors,
where they have the day-to-day responsibility of managing investments. The capital
under their management is provided by individuals and most types of institutional
investors, implying asset managers invest on the behalf of pensions funds and mutual
funds according to their investment policy. According to Investment and Pension
Europe (2016), the top 400 asset managers have a total of €50.3 trillion worth of
assets under management, where BlackRock is the company with the largest amount

of assets under management, specifically €3,844,383 million.

Table 2.1 highlights the top asset managers in a global context as well as in a Danish
context. This is aggregated numbers for assets under management, that illustrates
the non-trivial sums of capital allocated by the institutional investors. However,
doing a finer segmentation than overall assets under management can show the
distribution of capital invested by the institutional investors. This will show that

specific asset managers are favoured depending on the type of investment.

Institutional Investors and asset managers take part in the economic development
and growth of the global economy. They are at the same time private companies
which are interested in profit maximising and yielding high returns for the share-
holders. However, these companies can of course also be focusing on other aspects
in their investment strategies like environmental issues and corporate social respon-
sibility, but their core business strategy still comes down to generate a high return
to their shareholders.
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Denmark AUM €m  Global AUM €m
Nordea IM 173,873 BlackRock 3,844,382.90
Danske Capital 107,413 Vanguard AM 2,577,380.10
PFA Pension 54,724 State Street Global Advisors 2,023,149
Nykredit AM 17,917 BNY Mellon IM EMEA 1,407,164
BankInvest 13,380 J.P. Morgan AM 1,266,805

Table 2.1: Asset under management (AUM) for the top 5 worldwide and Danish asset managers. Source:
Investment and Pension Europe (2016) - Table: Top Global AUM Table 2015 and Danish Asset Managers
Table 2015. Notes: IM:Investment Managment, AM: Asset Management.

To emphasise the large amounts of capital invested by the institutional investors,
Celik and Isaksson (2014) show that OECD countries like the Netherlands, Switzer-
land, Denmark, and the United Kingdoms have assets under management for more
than twice their GDP. In countries such as Mexico and Czech Republic it however

accounts for less than their GDP.

Due to their size and the goal of maximising return it is of the utmost importance
how institutional investors conduct their investment strategies, and this is exactly
what this thesis intends to investigate. What is the optimal investment strategy
under a set of relaxed assumptions, and what are the costs to the investors if they
choose an suboptimal investment strategy? The next sections will look into how the

institutional investors derive utility and how their risk-taking takes form.

2.2 Risk Aversion and Utility

To model a dynamic asset allocation problem a measure of investor’s attitude to-
wards risk is required in order to rank portfolio choices. An investor’s attitude
towards risk can be represented by a utility function, u(W), which contains all in-
formation about the investor’s preferences and attitude towards risk. The utility

function must incorporate that it is increasing in terminal wealth.

Furthermore, the different attitudes towards risk should be modelled into the utility
function. This idea is normally presented by a fair game as in Bernoulli’s Saint
Petersburg Paradox described in Seidl (2013). The paradox describes how a risk-
neutral investor will be indifferent between the expected value of the game and a
certain payment of the same amount. On the other hand, a risk-averse investor
will accept a certain payment, the certainty equivalent, which is smaller than the

expected payment from the game, but certain. How large the certain payment must

10
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be to make the investor indifferent, depends on the level of risk aversion and the

uncertainty in the game.

The difference between the expected value from the game and the certainty equiva-
lent, when the investor is indifferent between those two, is the risk premium. It must
compensate the risk-averse investor for the risk of the game. The risk premium will
increase as the uncertainty in the game becomes larger, and the certainty equivalent

thereby becomes smaller?.

Traditionally in financial economics, investors are modelled with being risk averse,
implying that investors should be compensated for their risk-taking. The utility
function of wealth for a risk-averse investor must therefore be concave. Mathemati-
cally this implies that /(W) > 0 and " (W) < 0, where utility is strictly increasing
in wealth, but increasing at a decreasing rate. The effect of the concave utility func-
tion shows that the risk averse investor will have a higher weight on losses than on

winnings due to the positive but decreasing marginal effect.

In order to quantify the risk aversion, the Arrow-Pratt risk measures are used.
Arrow (1970) defines two measures; the first measure is the absolute risk aversion
(ARA), which quantifies the aversion towards risk to a monetary amount and is

defined as follows

ARA(W) = —

(2.2.1)

The other measure is relative risk aversion (RRA), which is defined by taking wealth

of the investor into consideration
RRA(W) =W - ARA(W). (2.2.2)

The relative risk aversion indicates the willingness of an investor to avoid a risky pay-
ment of a given size relative to the level of wealth. The established literature within
this field tends to model investors with constant relative risk aversion (CRRA). To
be more specific in the discussion of relative and absolute risk aversion, we will
have to assume a form of the utility function. One could start a long and tedious

discussion about the different kinds of utility functions and their advantages and dis-

Tn some special cases such as insurance the certainty equivalent will be larger than the expected
value Hiller et al. (2012).

11
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advantages?. We simply move on by assuming the isoelastic power utility function
that is defined as

W=y
=17

u(W) ,
which is commonly used in the theory of asset pricing. It is a function of the in-
vestor’s wealth, W, and the risk aversion parameter, v. It exhibits the requirements
for a risk averse investor with a concave utility function as u/(W) = W=7 > 0 and
' (W) = —yW=71 < 0. With the definition of the utility function and the mea-
sures of risk aversion from Equation (2.2.1) and Equation (2.2.2). The absolute and

relative risk aversion for this specific investor are

ARA(W) = %

RRA(W) = ~.

From these risk measures of our specific investor assumptions, it is seen that relative
risk aversion is constant when v > 0. The absolute risk aversion is decreasing as
the initial wealth is increasing. These measures of risk aversion makes an investor
with an initial wealth of $1,000 less averse about betting $10 than an investor with
initial wealth of $10. This seems as a fair assumption as the bet is a much larger

fraction of the wealth for the second investor than for the first investor.

We will use this in modelling our problem in the following chapters. When con-
sidering the model with constant investment opportunities and the following model
assuming a stochastic interest rate, the utility function will be used as a special case.
From the risk aversion measures above, the special case will represent the allocation
for an investor with decreasing absolute risk aversion, but a constant relative risk
aversion. The utility function is an necessary part of the portfolio allocation problem

as the investor is interested in maximisation of the utility.

2For a discussion of utility functions see for example Chapter 1 of Pennacchi (2008)
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Chapter 3
Mean-Variance Analysis

In this chapter the one-period mean-variance analysis described by Markowitz (1952)
is introduced. This chapter will mainly be based on Flor and Larsen (2011), but
the focus here is on the portfolio allocation results and the intuition rather than
the assumptions. This model serves as a good intuitive starting point for the effect
of risk aversion and portfolio allocation. In Section 3.1 the model assumptions are
discussed, while Section 3.2 continues with the general portfolio allocation result,

and finally consider two specific cases of utility functions.

3.1 Introduction to the Model

Without specifying the utility function at this point, the investor is still assumed to
be risk averse implying that the utility is increasing in wealth, but at a decreasing
rate, v/ (W) > 0 and u”(W) < 0. The investor can allocate wealth to either risky
assets or a risk-free asset. The risk-free asset will have a certain return equal to
the risk-free interest rate r. The risky assets will on the other hand not have a
simple value for their return. The returns for the risky assets will be normally
distributed, R ~ N(p, %), where the return vector R contains d risky assets. The
expected returns are given by the vector p and the variance-covariance matrix X.
The investor’s terminal wealth, Wy, is the product of the initial wealth, W,, and

the returns from risk-free and risky assets
Wy =Wo[l+7r+7m" (u—rl)]. (3.1.1)

In Equation (3.1.1), =" is introduced, which is the vector with the weights in the d

T

risky assets. The vector is defined as w' = (7, ..., m4). These portfolio weights are

important, as they are what the portfolios must be optimised with respect to.
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CHAPTER 3. MEAN-VARIANCE ANALYSIS

3.2 The Optimisation Problem

In the mean-variance analysis the efficient portfolios are the ones that minimise the
variance for a given return with the constraint that the portfolio weights must sum
to one. Mathematically, the minimization problem is
1 1
min —7 ' X7
2 ==
st.om’ n=n,

'1=1.

Given the two constraints, the minimisation can be solved by the use of Lagrange.
The different portfolios for different given levels of return will produce an efficient
frontier. The efficient frontier will be a hyperbola and consists of the portfolios that
minimise the variance for a given return. The frontier consists of the most efficient

combinations of assets.

A second frontier can be generated by introducing the risk-free asset, which the
investor can combine in a portfolio with the risky assets. The efficient frontier from
these portfolio will be a straight line. The straight line will at a certain point be
tangent to the first efficient frontier from the case without a risk-free asset. The
efficient frontiers; the case with and the case without a risk-free asset are illustrated
in Figure 3.1. It also shows an example of the tangency portfolio and inefficient
portfolios which are located below the efficient frontiers. At the tangency point,
investors can by the use of only risky assets produce the same return and variance
as in the case with a risk-free asset. The tangency portfolio can mathematically be
defined by maximising the excess return relative to the variance and will be given

as

= (p—r1)

T (3.2.1)

T tangency —

The method to calculate the tangency portfolio leads to two important concepts
about the tangency portfolio. First, it maximises the Sharpe-ratio which Sharpe
(1966) introduced. Secondly, it is also linked to the famous Capital Asset Pricing
Model by a direct link to the security market line where it has the value g = 1.
The result is that the investor will use the tangency portfolio as part of a two-fund
separation, where the investor combines an allocation in the risk-free with the rest

of the wealth allocated in the tangent portfolio.
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Figure 3.1: Efficient frontiers for the case with and without a risk-free asset. The blue line indicates the efficient
portfolios, when there is no risk-free asset. The red line is the frontier, when there is a risk-free asset. The two dots
without a label are indicating inefficient portfolios, whereas the two portfolios with labels indicate the tangency
portfolio and the global minimum-variance portfolio.

The optimal combination between the two funds depend on the investor’s utility
function. In Section 2.2, we argued for using a utility function which would have
CRRA. Unfortunately, this will not give a reasonable result in the mean-variance
analysis. By the assumption of such a utility function, the investor will allocate
all her wealth in the risk-free assets due to the probability of negative wealth, as a
consequence of the normally distributed risky returns. An alternative is to assume
a utility function, which will have constant absolute risk aversion (CARA) instead.
This will, depending on the assumed parameters, make the investor allocate wealth
in both of the two funds.

Besides the issues related to a realistic utility function with CRRA, the mean-
variance analysis is a good starting point. It shows that the investor must combine
the different assets to maximise the terminal wealth. Figure 3.1 shows how differ-
ent levels of risk aversion, and thereby different locations on the straight efficient

frontier, will yield different levels of return and variance.
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Chapter 4

Dynamic Model with Constant
Opportunities

To consider a more realistic model, we will go from the one-period mean-variance
model into a dynamic model. This will make the wealth and its elements different.
There will instead of a simple wealth formula be a description of wealth dynamics,
which makes the calculation of the optimal allocation more complex. The chapter
is based on Chapter 6 of Munk (2013).

As for the mean-variance analysis we will start by describing the different wealth
elements before setting up the investors wealth. This is presented in Section 4.1. Af-
terwards we calculate the optimal allocation at a general level in Section 4.2, which

we then use in Section 4.3 for the specific case of an investor with CRRA-utility.

4.1 Investor’s Wealth

New assumptions are introduced for both the risk-free asset and the risky assets,
respectively bonds and stocks. The asset types are presented individually and then

combined in an expression for the investor’s total wealth.

4.1.1 Bonds

For the risk-free, the return is still assumed to be the constant interest rate r. In
this dynamic model the interest rate is assumed to be continuously compounded
and the value of $ 1 today will then be

rT
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CHAPTER 4. DYNAMIC MODEL WITH CONSTANT OPPORTUNITIES

at time T, when the money has been invested in the risk-free asset for T years.

4.1.2 Stocks

Stocks serve in this model as the risky assets in which the investor can potentially
invest. For this multi-period model a process to describe the development for the
price of the stocks is needed. The stock returns are initially discretely defined to
better understand the steps. First we define the stock price at time ¢ as S;. The

return is given as

Strat — St

S = MAt+U€t+AtVAt, (411)
t

Rine =

from where we can see how the return will be the change in price of the stock over
the time interval At relative to the price at time t. The return is dependent on
the expected return p, the independent shocks to the economy e, and the stock
volatility . However, moving from discrete time into a model in continuous time
implies At — 0. The returns in continuous time are thereby written as

% = pdt + odz. (4.1.2)
The expression is almost similar, but the assumption of a continuous change in prices
will be more reasonable. According to Hull (2012) this is not only a common way
to model the price; the modelling is also provides a good fit. For example are the

continuous price changes used in the Black-Scholes-Merton model.

In Equation (4.1.2) we use dz; as the expression for z;, a; — 2 = eV At as At — 0.
We assume dz; to be a Brownian motion. For this to be true it must fulfil the
following four assumptions, which are given in @ksendal (2003). For consistency we
do however follow the notation as in Appendix B in Munk (2013). The assumptions

are:
1. 20 = 0,
2. zp— 2z~ N(0,t' —t), for all t,¢' > 0, and t’ > t,

3. 24, — 2y, - - -5 2, — 21, , are mutually independent for all 0 <ty <t < ... <1,

n

4. z has continuous paths.

Then is dz; normally distributed and the stock price will follow a Markov process

and therefore be independent of the past as it is memoryless.
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CHAPTER 4. DYNAMIC MODEL WITH CONSTANT OPPORTUNITIES

Ito’s lemma

The stock prices could in the mean-variance analysis potentially take on negative
values. That is unrealistic and changed in this model. We will by the use of 1t6’s
lemma find the dynamics of the stock prices, from where we can define the mean

and variance of the returns.

Following Oksendal (2003) for a process as dx; = pdt + oydz;, the function y, =
g(x4,t) has the dynamics:
dg dg 10%g 9
dy; = —dt + —d ——(dxy)".
Y= et T gt T 5 g
Using this formula for the description of the stock returns in Equation (4.1.2), the
stock prices can be shown to be log-normally distributed. The stock price will then
be unable to take on negative values, which is a more realistic assumption than the

alternative from the mean-variance analysis.

Assume ¢(S,t) = In(S). This will give the partial derivatives

99 _
ot

0 % = L and @ = —i.

a8 S, 052 S?
We can then substitute the partial derivatives into the lemma from above. After-
wards it must be simplified. This is done by the use of a previous result, where
dz is said to be normally distributed. Again with reference to (Dksendal (2003) it
can be more precisely defined as dz; ~ N(0,dt). From that we can use the rules

(dt)? = dt - dz; = 0 and (dz;)? = dt. The dynamics become

dg dg 1 0%
dln S; = adt + %d&g + 2952
1 11

= (M — %az) dt + odz.

This is the dynamics for the logarithm of the stock price at time ¢. To show the dis-

(dS,)?

(1Sidt + 0Sydz)?

tribution we will use d1n S; = In Sy A; — In Sy, where the relative return in Equation
(4.1.2) and Equation (4.1.1) is multiplied with the stock price S;. When considering

discrete time for the definition of the drift on the left-hand side, we must also change
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the definition on the right-hand side. The drift is then

1
ln<St+At/St) = (lu — §U2> At + U(zt+At — Zt>,

1
In St—l—At ~ N <111 St + (/L - 50’2> At, O'QAt)

where In Sy, A; afterwards is isolated and defined as a normal distribution. For the

terminal stock price it is written as

1
In S ~ N (m So + (u - 502) T, 02T) ,
which shows that the stock price is no longer normally distributed. The stock price
is instead log-normally distributed and it is therefore impossible for it to become
negative, which is the more realistic. From this we find the mean and variance for

the returns, In(S7/Sp). The mean is given by
L,
E[In(S7/50)] = (1 — 57 )T
and the variance
Var[In(Sr/Sp)] = o*T.

For calculations of the stock price dynamics, or mean and variance of the returns,

we refer to Appendix A.1.

4.1.3 Total Wealth

In Section 4.1.1 and 4.1.2 the two wealth elements have been described. These terms
will be gathered in a term for the total wealth. The first step is to define the wealth
as the sum of d assets multiplied with their individual price. M} 4, is our number of
asset ¢ from time ¢t — At to ¢t and P, is the price of the asset at time t. By summation

we then have the the wealth at time ¢:
d
W, =Y _ M AP (4.1.3)
i=0
As we here work in a discrete set-up, we cannot have any change of assets between

periods. There is no other income than initial wealth, but likewise there is no outflow

of wealth before the terminal period. The only reason for changes in wealth between
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periods must therefore be changes in prices. The changes in wealth between periods

can therefore be written as
d
Wt+At - Wt - Z MZ( tz+At - PtZ)
i=0

Changes in prices must more specifically be a consequence of the returns. We want
to rewrite the wealth changes by the use of returns instead. We therefore need some
amounts which we can multiply with the risk-free and risky return assets. By the
definitions from Equation (4.1.3) define element 6} = M/ P} as the value invested in
asset 7. The amount in a risk-free asset is defined as 69 and for the risky assets the

vector is

Ot: (01517705>T

To rewrite the changes in wealth use the previous definitions of returns for both
bonds and stocks. The return on the risk-free asset is as before, r. The return for

risky assets is now written in matrix-form
Ryt = pAt + ge ae VAL,

which is based on Equation (4.1.1). Bold notation, «, indicates vectors, and under-

lining, z, indicates a matrix. The wealth changes are rewritten as

Witar — Wi = 0rAt + 0, (WAt + gy acVAL).

The changes in wealth are due to returns on risk-free and risky assets. The terms
in the discrete description can be rearranged into continuous time by At — 0. We

will thereby have the continuous description
dW; = 07 + 0, p)dt + 6] adz;. (4.1.4)

The wealth dynamics are to be changed again. Equation (4.1.4) is changed such
that it depends on actual portfolio weights. It thereby presents the risk-free return
and the market price of risk that shall compensate investors for taking risk. First,
to define the market price of risk use the alternative description of price dynamics

for the risky assets

dP, = diag(P;)[(r1 4+ g\)dt + gdz], (4.1.5)
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with diag(P;) being a diagonal matrix of the prices. This introduces a new ex-
pression, (r1 + g\), where we have the risk-free interest rate and gA = p — rl.
In the second term we isolate A and then have the market price of risk given as
A = g 'p — rl. Secondly, the portfolio weights are defined as the relative amount

of the total wealth which is allocated in risky assets. In vector-form this is

_ o
-

Uy

The final definition of the wealth dynamics under the assumption of constant in-

vestment opportunities is
AW, = Wi[r + /) aA|dt + Wy adz;. (4.1.6)

This definition is central for the rest of the chapter. The investor’s utility is directly
dependent on maximising the terminal wealth, and we want to do this maximisation
with respect to the portfolio weights, 7r, for risky assets. After including the portfolio
weights in the definition of the wealth dynamics, we are therefore able to move on

to the maximisation problem for the institutional investors.

4.2 Utility Maximization

Two different asset types have been gathered into a combined expression for the
investor’s wealth dynamics. The investor’s maximization problem is then one step
closer the solution for optimal allocation. For maximising the utility, there are still
two steps left. First, the maximisation of the investors utility is done at a general
level without specifying the utility function. It is however restricted to only focusing
on terminal wealth as defined in Section 2.2. The final step is to define the utility
function and use the general solution of the maximisation problem to define the

optimal portfolio weights for the investor.

4.2.1 Utility Maximization

The investor wants to maximise the expected utility, where utility is only a function
of the investor’s terminal wealth as previously specified. We therefore have the

maximization problem

J(W,t) = sgp Ewy [u(Wr)].
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As for the dynamics of the stock, Itd’s lemma must also be applied to this max-
imization problem. These dynamics will be the Hamilton-Jacobi-Bellman (HJB)
which must be solved for the optimal portfolio weights 7 in order to maximise the
expected utility. By the use of [t6’s lemma and substitution of the wealth dynamics,
the HJB equation will be

0.J 1
0= sup{E(VV, t) + W Jw (W, t) + §JWW(W, Wi ga'm + Wiy (W, t)w g }

J/

Portfolio weight dependent

This HJB equation must be solved under the terminal condition J(W,T) = a(W).
We maximise with respect to the portfolio weights, and the interest is therefore in
the two terms on the right-hand side which are dependent on the portfolio weights.

Following the literature these are defined as

™

1
LT J(W,t) = sup {WJW(W, tywl g + 5JWW(W, W 'gg " } : (4.2.1)
Next step is to differentiate with respect to the portfolio weights and obtain

W Jw (W, t)aX + Jww (W, t)W?ga "7 = 0,

where we afterwards isolate 7

Jw (W, 1) V-1
JWW(mt)W(QQ A=

In this, the multiplication of the variance-covariance matrices is reduced such that

the general result for optimal portfolio weights are given as

JW(W7 t) Ty—1
B et {CADRPN (4.2.2)

T =

For a meaningful interpretation of the portfolio weights, a definition of the utility
function is needed, which must be verified as a solution. Two comments can be
made at this point; The fraction is the inverse of the relative risk aversion from
Section 2.2, and the expression (¢')~'X makes the investor follow the result from
the mean-variance analysis in Chapter 3 with two-fund separation. The wealth in

risky assets will be allocated among them according to the tangency portfolio

(ca”) M (p — 1)

’T&'tangency = 1T(gT)71(“ _ Tl) .
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It is important to notice that even though the results are very similar, the assump-

tions are different.

The general descriptions of the optimal portfolio weights are then substituted back
into Equation (4.2.1)

Jw (W, t)

LrJ(W,t) = WJw (W, 1) (—W

(gT)‘lk) 2
3w (W, (—%@_“) o’ (_%@ﬂ) |

and it is then reduced to the following expression

W = - (%w) |

The reduction of the expression is shown in more steps in Appendix A.2. The two
terms on the right-hand side of the HJB equation, which are dependent on 7, are
maximised and substituted back into the equation which is then

aJ

|y>\\|2+§(w, t) + rWJw (W, ). (4.2.3)

1 Jw (W, t)?

0= -
2 Jyw (W, 1)

To maximise the investor’s utility, we must as the next step define a utility function,
which can solve the HJB equation. After verifying it to be a solution to the HJB
equation it can be used to give a more specific definition of the portfolio weights,
which were defined in Equation (4.2.2).

4.3 Findings for a CRRA-investor

As in Section 2.2, we follow the existing literature and suggest the isoelastic utility

function

(4.3.1)

as a potential solution to the HJB equation in (4.2.3). It follows our previously
defined criteria for a utility function; it only gives utility from terminal wealth, it
is concave in wealth, and it can be shown to give the investor constant relative risk

aversion. The partial derivatives are calculated in Appendix A.3, but in this case
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only the following three are necessary

Jw(W,t) = g(t)" W=7

Jww (W, t) = —yg(t) W1 (4.3.2)
0J ' _
e W0 = g W

By substitution of the three derivatives, the HJB equation will become

1 (g(t) W)

0=—=
2 —yg(t) W=

2 T -y 1—y 24T !
DI+ @7 g (W Wt W, (4.3.3)

which must be fulfilled with the terminal condition ¢(7") = 1. Equation (4.3.3) can
be reduced. Create two terms within a parenthesis and take W!'=7g(¢)"~! outside
the parenthesis. It will not make sense for neither W'~ nor g(¢)”~! be to zero.

Therefore must the two terms
0= (—r— —IIAIP) () - ——g'(t)
2 L—n7 7

which are left on the right-hand side of the HJB equation, have to be equal to zero.

1- 1
Define the constant A = — L  —p — 2—||)\||2) such that the function ¢(t) from
Y

the defined utility must solve the ordinary differential equation

g(t)=A-g(t), (4.3.4)

with the terminal condition g(7") = 1. For this case with an investor, who only gets

utility from terminal wealth, the ordinary differential equation is solved by

g(t) = exp{—A(T —1)}.

This solution solves the ordinary differential equation, and the partial differential
equation is thereby also solved. The suggested utility function from Equation (4.3.1)
is therefore a solution to Equation (4.2.3) and we can continue by considering the
optimal portfolio. Recall the general definition of the portfolio weights from Section

4.2.1:
. JW<W> t)
Jww (W, )W

m =

(")
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Substituting the relevant partial derivatives of the utility function and rearranging

will give

1
(W, t) = —(c ) 7' (4.3.5)
S\ &=
This is the optimal portfolio weights of wealth to be allocated in risky assets for an
investor, with utility from terminal wealth only, and who has constant relative risk

aversion.

4.3.1 Implications for a CRRA-investor

This model will serve as our benchmark case in the world of dynamic portfolio mod-
els. It is the most simple case because of the assumption about constant investment

opportunities.

For institutional investors it is clear how they should invest. As in the explana-
tion of the intuition under the mean-variance analysis, the investor will have to
allocate wealth between a risk-free asset and the tangency portfolio. Under both
models the tangency portfolio is used, but the use of the dynamic model makes it
possible to specify an allocation for the CRRA-investor between risk-free and risky

assets, which was not possible in the previous model.

Realism of assumptions and results are the main reasons for going from a simple
one-period model into a dynamic multi-period model. Assuming constant invest-
ment opportunities may not be very realistic. This is the topic for the next chapter,

where more specifically the assumption of a constant interest rate is relaxed.
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Chapter 5

Dynamic Model with a Stochastic
Interest Rate

The concept of constant investment opportunities are illusory in the eyes of a finan-
cial professional. In this chapter, we therefore relax one of the underlying assump-

tions by making the interest rate stochastic.

In Section 5.1, we discuss why you should let the interest rate be stochastic and in
Section 5.2, we introduce the Vasicek model that is used to determine the stochastic
behaviour of interest rate. Section 5.3 deals with the new price dynamics under the
stochastic interest rate. In Section 5.4 the results under the new model are calcu-
lated, but we do not introduce any specific utility function before going through
the case of a CRRA-investor in Section 5.5. The allocation results are analysed in
Section 5.6, and related to the real world in Section 5.7. Finally, Section 5.8 relates

the findings to other interest rate models.

5.1 Motivation for a Stochastic Interest Rate

We choose to introduce a stochastic interest rate as both the nominal and the real
interest rates are known to vary across time. In Figure 5.1, it is shown how the
interest rate has behaved for Treasury Bonds with different maturities, respectively
for 3 month, 10 years and 30 years. Incorporating the feature of a stochastic interest
rate into the model for optimal portfolio choice imply relaxing the assumption re-
garding the constant interest rate, hence moving away from the constant investment

opportunity set and toward the stochastic investment opportunity set.
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Figure 5.1: The figure presents the daily interest rates for three different U.S. Treasury Bonds from 1985 to 2015,
which are not seasonally adjusted. Data source: FRED: DTB3, DGS10, and DGS30.

5.2 The Stochastic Interest Rate

In the seminal paper by Merton (1969), he looks into how an investor chooses the
optimal investment strategy, specifically how many shares of which security the in-
vestor should over the given investment horizon to maximise expected utility from
terminal wealth. In Merton’s problem, essentially the investor can invest in a riskless
money market account and n different stocks with different degrees of risk, however,
a strong assumption in Merton’s model is that the interest rates are deterministic.
We want to introduce a stochastic process for the interest rate, and compare the

analytical results to the case with constant investment opportunities.

We follow the existing literature such as Merton (1973) and Vasicek (1977) when
modelling the stochastic interest rate, where the short rate is assumed to follow an

Ornstein-Uhlenbeck process, which satisfies the stochastic differential equation:

dxy = 0[p — x]dt + odW,

27



CHAPTER 5. DYNAMIC MODEL WITH A STOCHASTIC INTEREST RATE

where 8 > 0, 4 > 0 and ¢ > 0 are parameters and W, denotes a Wiener process.
Moreover, the process has the characteristics of mean-reversion, implying that over

time the process will drift towards the long-term mean.

We analyse portfolio problems in which the interest rate dynamics of the economy is
described by the Vasicek model. In Vasicek (1977) the terminology is different, but
it is here aligned with the notation used so far. The Vasicek model is a one-factor
short rate model since all the behaviour of the interest rate is only determined by
the market risk. The Vasicek model determines the instantaneous interest rate by

the following stochastic differential equation:
dry = k[T — r]dt — o,dzy;. (5.2.1)

For the process it is here assumed that x, 7 and o, are constant and positive. Fur-
ther, mean-reversion is expected for r;, which makes r; # 7 lead to expected changes
in the short rate. If the change will be upwards or downwards depends on the devi-
ation from the mean. The mean-reversion in the process is due to the drift x[F —r],
which makes the process work towards the mean 7. The second term, o,, in the
process is the stochastic element which leads the fluctuations around the long term

mean 7.

In the literature the process is criticized for making the future short rate normally
distributed, which makes it able to take on any negative value. The current mone-
tary policies following the financial crisis in 2008 imply negative short-term interest
rates by national banks in some countries and even the European Central Bank as
presented in articles such as Randow and Kennedy (2015) and McAndrews (2015).
This does however not fully justify the normal distribution as the distribution makes
the short rate potentially take on any negative value. The previously mentioned
properties are illustrated in the Figure 5.2 below, with different initial values and

with parameter values of x, 7 and o,.

Figure 5.2 shows a simulation of the short rate paths for the parameters of oy = 0.03,
k =0.03, # = 0.10, and g = 0.03 for a Vasicek Model. The simulation is conducted
with 10 trails with 7" = 30, where there is 200 sub-intervals. The expected value of
ry is included along two times the standard deviation to indicate how the short rate
paths behave over time. It is seen there are paths that takes on negative values,
which is not unnatural. Since the Vasicek model is based on a Ornstein-Uhlenbeck

process, and it is likely for this process to generate negative values.
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Figure 5.2: Illustrate simulated short rate paths of Vasicek One-Factor Model. The basic parameter values
ro =k = 0.03, 8 = 0.10, and 8 = 0.03

The interest rate process is used in the next section, where it is part of the wealth
dynamics. The stochastic interest rate is included through the bond pricing and

thereby also the bond dynamics.

5.3 New Description of Wealth Elements

A change of an assumption will lead to changes in the model. This section covers the
descriptions of the wealth elements, because they have changed as a consequence of
going from a constant to a stochastic interest rate. First we find the new dynamics
for bonds and stocks, before combining them in the total dynamics for the investor’s

wealth.

5.3.1 Bond pricing and Dynamics

In Section 4.1.1, the terminal value of 1 monetary unit invested in a bond is given
by "7 when assuming a constant continuous interest rate. In this new set-up with a
stochastic, but still continuous, interest rate, the price of a zero-coupon bond under

a risk-neutral assumption is therefore written as

B(t,T) = E, [e_ I ”dT] . (5.3.1)
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The price is the payment at maturity 7" discounted by the use of the definite integral
of the interest rate from time ¢ until maturity 7". Subscript ¢ indicates that this is
the expected value at time t. Expectations are necessary as the interest rate is no

longer constant nor certain.

This bond price is also the starting point for Vasicek’s paper, where the finding
for the specific case of an Ornstein-Uhlenbeck process is a zero-coupon bond price.
We rewrite Vasicek’s pricing equation to ensure consistency with our notation. For
a step-by-step rewriting from one result to the other please refer to Appendix B.1.
The calculations from the general price in Equation (5.3.1) to the zero coupon bond
price, when assuming an Ornstein-Uhlenbeck process for the short-term interest
rate, in Equation (5.3.2) are given in Appendix B.2. Following our notation the

price is given as

_ o alT—)—b(T—t)r (5.3.2)

where

a(7) = Yo7 = (7)) + T-0(7)?
o= (12 )

By the use of It6’s lemma the movements in the bond price can be found. As
described in Section 4.1.2 it is known that when the interest rate follows a process
dxy = pudt + oydz;, then will the function y, = g(zy, t) have the dynamics

1 2
dy, agahf + @dxt + —@(d:vt)Q.

T ot ox 2 0x?
As seen from Equation (5.2.1), our interest rate follows a process similar to the one
described just above. Our function y; = g(x¢,t) can then be the bond price. Using
notation for the bond price, it will be

0B 0B 10°B

dB = “_dt + ——dr, +

-7 = 2
at " o, 3 a2 (i)
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Then substitute in the movement for the interest rate, which in a general form is
given as dr; = pydt + o0ydz,. This is of the same form as assumed in Equation (5.2.1).

After the substitution and rearranging the process will be

0B 0B 0B 10°B

dB = (_ + — ) dt — —odz + = (0?dz? + p?dt? — 20dz,udt)

ot o or, 2 0r2

Using the results (dt)?> = dt - dz; = 0 and (dz)*> = dt the equation will be

simplified and in a general form the bond price dynamics are given as

0B 0B 10’°B 0B
B=|— — 222 2 ——dz,.
d (825 +uar+02ar2)dt+aardzt

In a model with Ornstein-Uhlenbeck as the interest rate process has the required

form, the zero-coupon bond has the process

. oBT B oBT 192BT oBT
dBtT:< 8tt —|—/<;(7”—7’t) a; +03§ ar;)dt"i_ara_;dzlt-

The steps are to insert the first order partial derivative with respect to the interest
rate, the second order derivative with respect to the interest rate, and the partial
derivative with respect to time. This is followed by rearranging of the expression.
Following the same steps as in Section 4.1.2, we can specify the function g(z;,t) =
BT. We therefore take the derivatives of Equation (5.3.2) with respect to time and

the interest rate. They are

oBT (03(1 — e~H(TY) B (/\107, . o2

ot 2k2er(T—t) K QK2
an _ 1— G_H(T_t) BT
ory K t
athT 1 — e s(T-1) 2 T
or? - < K ) B

They can be substituted into the process for the bond price, which is shown above.

With substitution we will have

_ 2 1— —k(T—t) A . 2 _
dBtT _ (0’1«( € ) . ( 10, . o, ) (ef,g(Tft) . 1) —|—7’€H(Tt)> BtTdt

2k2er(T—1) K 2K2
1— —k(T—t) 1 1 — —k(T—t) 2 _
= (Ii(f = rt)e— e <6—) Blat
K 2 K
1 — —k(T—1) _
o e,
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The bond price BtT is multiplied onto every term on the right-hand side of the

equation, and we therefore divide by it. This reduces the right-hand side, which we
are trying to simplify. It is then

_Yr —k(T—t) _ —k(T—t)
- +7 2/{2) (e 1)+re )dt
1— —r(T—t) 1/1— —k(T—t) 2 1 — —k(T—t)
— (/@'(7“ - rt)+ — 035 (+> dt — JTerzlt.

We remove parentheses and terms which cancel out. Showing this many steps may
seem tedious, but is done to ensure clarity.

BtT - 2K2ek(T—t)

dBT B <af(1 — e~ R(T=0) B ()xlar o?

K QK2

JZ(l - e_K(T_t)) >\10T —k(T—t — —k(T—t 0—7% (6_H(T_t) B 1)
= ( DG R (e —1) =7 (e — 1) + dt
2(1 — 6—/4(T—t) 2
- (r — 1 — e "I e m (Tt _ pp=n(T=1) _ or ( ) dt

2k2
1— efm(Tft)

—op,————————dzy;
K

Several terms in the expression above cancel out and we can do some rearranging

T 201 _ ,—K(T—1) 2 2 (1 _ —r(T—t))?2
dBE _ Ur(l € ) + Or (e—H(T—t) o 1) + O (1 € ) dt
Bf 2k2er(T—1) 2kK2 2k2

Ao, 1 — e R(T=1)
+ <7‘t + 2 (1- e“(Tt))> dt + are—dzlt
K K

The main focus is on the first parenthesis as it contains three fractions which will
end up being equal to zero

dBtT —02 — g2e 2Tt 4 252e=H(T—1)
BtT B ( 2K2

o2 + 0.2672n(T7t) _ 20.267I€(T7t)
_"_ T T T dt
2K?

J

~~
=0

A . 1— —k(T—t)
+ (T’t + 10 (1 . e—n(T—t))> dt + O'Te—dzlt-
K K

Removing the first parenthesis simplifies the expression into

dB;F A0, —r(T—t) 1 — e r(T-Y)
BtT — (rt —+ - (1 — e ) dt + O'TTdZH.
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Recall from the definition of the bond price above that b(T — t) = ————,

which makes it possible to simplify the movement of the zero-coupon bond even
further into

dBf _ _

L= (rt + Mo b(T — t)) dt + o,.b(T — t)dzyy

B}

or equivalently
dBtT :BtT ((re + Moy b(T —t)) dt + 0,b(T — t)dz1e) -

This is the dynamics of the price of a zero-coupon bond. Similarly, dynamics of
any bond can be found. The more general version of the dynamics for a continuous

coupon bond are found in Appendix B.3 and given as

dBt :Bt ((Tt -+ )\10’3(7’}, t)) dt + UB(Tt, t)dzlt) . (533)

5.3.2 Dynamics of the Stock Price

This section is inspired by the Appendix B in Munk (2013) and Pennacchi (2008).
When determining the dynamics of the stock price, we often want to incorporate
multiple price processes for different assets. We want to determine the covariances
and correlations between the processes, since we are interested in knowing how
these processes interact with each other. In our case, we are interested in seeing
how the price processes of stocks and bonds respond to an exogenous shock, where
the shock is defined as a one-dimensional process z = (2¢)scjo,7]- But in this case the
instantaneous increments of any two processes will be perfect correlated, which do
not consider non-linear movements between the two processes. These processes are

defined by two Itd processes as B and S
dBt = ,uBtdt + O'BtdZt, dSt = /Lgtdt + O'StdZt

However, we are interested in having the characteristics of imperfect correlation in
the changes over the shortest time period for the two processes. To obtain this, we
must introduce an additional shock vector for the exogenous shock. By introducing
a second exogenous shock 2, = (22¢)sc(0,77, We consider a two-dimensional set-up and

we can thereby circumvent the issue of perfect correlation. The two processes for
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bonds and stocks can then be written as

%Btt = ppdt + op1idz1y + opaudzy d?% = psdt + os10dz1 + Ts2d22y,

where z; = (214) and 25 = (29;) are independent Brownian motions. Having two-
dimensional processes (dB;,dS;) we need to determine the first-order and second-
order moments in order to find covariance and correlation for the two processes.
The first-order moments are fully specified by pup, and pg;, where the four shock
coefficients og1¢, 0pot, 051, and g9 fully specify the second-order moments. The

correlation function between the processes is

OB1t0s1t + 0BT St

\/(01232t + ‘712921&) ) (Ug'lt + ‘7?5‘27&)

CO’I"Tt [dBt, dSt] =

The two instantaneous variances and the instantaneous correlation are determined
by the four shock coefficients, where different combinations of these coefficients give
the same variances and correlation. This implies that we have an additional degree
of freedom, and can therefore fix one of the four shock coefficients by setting it equal
to zero. Since we are interested in how the stock price is affected by changes in the
bond price, we choose to fix the shock coefficient, oo, = 0. This will simplify the
expressions for the two processes of B; and S; and yield the following dynamics

dBt dSt

B ppedt + opidzyy o = psedt + osi(pedziy + /1 — pidzay).
t t

A different way to look at this is, the Weiner process dzy; can be written as a linear
combination of two other Weiner processes, one being dzy4, and another process that
is uncorrelated with dzy;, such as dzg: dzoy = pdzyy + /1 — p?dzo;.

Focusing on the process for the stock price, we can substitute in the definition

of pusy = 1y + Yogy, which gives

ds;

? = (Tt -+ "LptO'St)dt -+ agt(ptdzlt —+ 1— p%dZQt)~ (534)
t

The correlation parameter is p;, that shows how the market returns of the stock and
the bond is correlated over time, og is the volatility of the stock, and the 1 is the
Sharpe ratio of the stock which is assumed to be constant. The relationship between

the two processes are now described as

Covi[dBy, dS;] = opiopCovy <dzlt, pedzyy + /1 — p%d22t> = 0pi0gi L.
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If op; and og; are both positive, then the instantaneous correlation between the
stock and bond processes is p;. If opg; and g, have opposite signs, then the instan-
taneous correlation is —p;. The dynamics of the stock price now is dependent on
how the bond dynamics evolve over time, and the correlation between these two
price processes depends on the signs of the shock coefficients of each process. For

detailed calculations, we refer to Appendix B.4.

5.3.3 Expression for Total Wealth Dynamics

A more in-depth description of the different steps in the process of combining the
wealth dynamics is given in Section 4.1.3. We use the previous results and change

them by describing how the different elements vary from before.

As defined in Section 4.1.3, we will use 7 as the vector containing the investments
in risky assets and thereby being the fraction of the total wealth, which the investor
has invested in risky assets. Previously it was said to represent the fraction of wealth
in stocks, however this is misleading in this model with a stochastic interest rate,

since the bonds are also uncertain. The price dynamics
dP, = diag(P,)[r¢1 + a(re, t)Ae)dt + g(re, t)dz]

will therefore also be related to bonds. The wealth dynamics does look similar
to our previous finding in Equation (4.1.6) for constant investment opportunities.
As mentioned, the portfolio weight vector 7r is changed, but the uncertain part
represented by the matrix g (r,t) is also different. In this stochastic case we have
shown that the uncertain pémrt is not only related to the point in time, but also
related to the interest rate r. We write the wealth dynamics as

th == Wt[rt + 7Tt—|—0'(7“t, t)At)]dt + Wtﬂ'g—a(rt, t)dzt, (535)

based on a combination of the dynamics for a bond and for a stock, which are given
in Equation (5.3.3) and Equation (5.3.4). We define the volatility matrix as

O‘(Tt t) _ O'B(’l"t,t) 0
= pos /1= p2os)’

and the three vectors as
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5.4 Model under new Assumptions

This model is based on the same utility assumptions as we made in Section 4.2 for

constant investment opportunities. Assume the utility function
JW,rt) =sup Ew,s [u(Wr)].
™

As shown in Section 5.3.3, we are able to write the wealth dynamics as in Equation
(5.3.5) and together with the stochastic interest rate in Equation (5.2.1), we will
have to consider a case with two stochastic processes. Following (ksendal (2003)
on It6’s lemma, we will in general terms for the function Y; = g(X;, Xj, ), with two
stochastic processes, have the dynamics

dg 10%¢g dg 1 0% 0?g

99 X, + =29 ax)? + ax, X,
ot 6’x¢d l+28x?<d i)+ 8x]d +26? Q(d s Ox;0x;

dY, =

(dX,)(dX,).

The dynamics are the same as used for the dynamics of wealth elements, but it
includes a final term to consider the relation between the two stochastic processes.
If this result is used for the indirect utility function J(W,r t) with wealth and

interest rate as stochastic processes, the dynamics will be given as

_9J(W,r,t) oJ(W,r,t) 102J(W,r, t) )
AJy == S S S (dry)
oJ(W,r,t 102 J(W,r,t J(W,r
+ %th 2 a(WQ >(th) #W(th)(th).

Or written in another way to follow our notation:

1
dJ, :g(VV, r,t)dt + J.(W,r t)dry + §JM(W, r,t)(dr)* + Jw (W, r, t)dW;

ot
1
+ §JWW(W, r, 1) (dW)? 4 Jow (W, 7, ) (dry) (dW)

Next is to substitute in the two stochastic processes. The wealth dynamics are
AW, = Wilre + ) a(r, ) N dt + Wi, g (14, )dz,
and the process for the interest rate is

dry = Kk[F — r,]dt + o, dz,.
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where the vector for interest rate volatility is defined as

_O-T'
o, = .
0
After substitution, the dynamics will have the following expression

dJ, :8_J W,r, t)dt + J,(W,r, t)(k[F —r]dt + o, dz,)

ot (
+ %JM(W, r ) (k[T —r]dt + o) dz,)?

+ Jw (W, r, ) (Wy[ry + /) a(re, ) N|dt + Wim [ (1, t)dz;)

+ %JWW(VV, r, ) (Wilre + m, a(ry, )N dt + Wim[ a(re, t)dz;)?

+ Jow (W, r, ) (K[F — 1]dt + o dz)(Wi[ry + /) a(re, ) N|dt + Wim [ a (1, t)dz:).

Using the following results (dt)? = 0, (dt) - (dz) = 0 and (dz)* = dt in order to

reduce the expression?

0J 1
dJ; ZE(W r,t)dt + J.(W,r t)(k[F —r]dt + a:dzt) + §||a'r||2JTT(W, r,t)dt

+ Jw (W, r, t)(Wy[re + 7] a (s, ) N]dt + Wi a(ry, t)dz:)
1
+ §JWW(W, T, t)WtQﬂ'tTg(rt, t)a(re, t) " dt
+ Jow (W, r, t)O'TVVtﬂ';rg(T‘t, t)dt.
The focus is on the drift part of the stochastic process. From the dynamics, the
drifts can be defined as

Drift —%(VV, rot) + J(W,r ) (k[F — r4]) + Jw (W, t)Wi[re + ) a(re, t)A]

1
+ §JWW(VV, T, t)Wfﬂ'tTg(rt, t)a(re, ) w4 T (W, r, t)a,,Wtﬂ'tTg(rt, t)

1
+ §HO'TH2JT,,(I/V, r,t).
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which leads to the HJB equation associated with our problem. The HJB equation

that must be solved for this specific maximisation problem is

ot
1

+ §JWW(W, r )W nla(r,t)a(r,t) m + Jow (W, r, t)o, W a(r,t)

1
+ EHUTH2JM(W, T, t)}

0= sup{y(ﬂ/, rot) + J(W,r t)(k[F —r]) + Jw (W, r, )W r + 7 a(r, t)A]

To find a potential candidate for the allocation, which will maximize the investor’s
utility, differentiate the right-hand side of the HJB-equation with respect to the
portfolio weights

0 =Jw(W,r, ) Wa(r, )X + Jww (W, 7, t)W2g(r, t)a(r, t) '

+ Jow (W, r, t)o,.Wa(r,t).

After isolating 7 the weights are

- J;Z((x/i,;,tt))w (2r)7) A J;V;V((VE/TZ?W (et T (541)

The expression is quite similar to portfolio weights under the assumption of con-

T =

stant investment opportunities in Equation (4.2.2), but an additional term appears
in the portfolio weights. This second term is related to the stochastic interest rate.
It considers the volatility and the second order partial derivative with respect to
the short-term interest rate and the wealth. It is therefore a hedging term, which

increases as the uncertainty regarding the interest rate increases.

To find a less general result, we continue by substituting the result from Equa-
tion (5.4.1) into the HJB equation. This is because the utility must be maximized
with respect to the portfolio weights. After substitution of the portfolio weights it is

seen how the volatility matrix is present in almost every term but ends up cancelling
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out, and it is therefore not part of the rewritten equation

1
o=%§wmw+$UMrmwwwb+ﬂmWmenw+ﬁmmnwwf
Jw(Wort) 1 Sow(Worit) ¢
t - Al — A
+IwWor, )W ( Jww (W, r, t)W Jww (W, r, t)WGT

1
+ §JWW(VV, T, t)W2 (_ JW(I/Va T, t) T JTW(I/V, T, t) T)

Tow (W, r, )W T (W, W T
_ Jw<W, T, t) A — er(VV, r, t) o
wa(VV, r, t)W JWV[/(VV, r, t)W "

T (Wor t Tow (W r t
+ Jow (W, r, t)o, W (— w(W,r,) AT — wiW,r,) T)

Torw (W, 7, )W Tww W, yWw o

Next step in the simplification of the equation is multiplication of the parentheses.
This changes the equation and some terms are present both on the inside and the

outside of the parentheses and thereby cancel out

oJ 1
0= 5 — Wy, t) + J.(W,r t)(k]F —71]) + ||0'7n||2 I Wor t) + Jw (W, r, t)Wr
||>‘||2 Jw (W, r, t)? B O_T/\JTW<W7 T, t)JW(VV, r,t) N Jw (W, r, t)?
(W r, t) " wa(VV, r, t) 2JW (W, r, t)
i ATO'T er(VV, T, t)Jw(W, T, t) UIAJTW(W, T, t)Jw(VV, T, t)
2JW{/V(W, T, t) 2JWW(VV7 T, t)
Jow (W, r,t)? Jw(Wor, t) Jpw (W, r, t Jow (W, r,t)?
+ ||0'r||2 W( r ) . }\TO_T W( r ) W( r ) - HGTHZ W( r ) '
2Jww (W, r,t) Jww (W, r,t) Jww (W, r,t)

After multiplying the parentheses it is seen from the expression above how some
terms are identical except for their opposite signs, which means that the equation
can be simplified even further into the partial differential equation

oJ 1
J(W7 T, t) :_(VVv r, t) + JT<W7 T, t)l{[f - rt] + 5‘]7‘7"<W7 T, t)”o'T’”2

ot
1 Jw (W.r t)?
(W Wr — 2 a0V

T ) 4.2

Jww (W, r,t) (5.4.2)
— —H H?M . Jw (W, t) o (W, r, t)
(W r, t) r JWW<W, r, t) )

where the potential solution J(W,r t) as in Chapter 4 must satisfy the terminal
condition J(W,r,T) = u(W). The definitions of the vectors A and o, follows from
the wealth dynamics of one bond and a stock index in Section 5.3.3. As it was also
the case, when we considered constant investment opportunities it is not possible to

come any further without assuming a utility function.
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5.5 CRRA Utility and Stochastic Interest Rate

In this section, we will assume a specific utility function. The assumed utility
function will, as in the case of constant investment opportunities, have to fulfil some
mathematical criteria in order to be a potential solution. We therefore determine
a partial differential equation based on our Hamilton-Jacobi-Bellman equation and
find the ordinary differential equations to verify our suggested solution. After the
verification of the suggested solution we determine the optimal portfolio weights in
the case of a CRRA-investor.

5.5.1 Partial Differential Equation for CRRA-investor

In the process of finding a less general result, a certain utility function is assumed.
We continue with the same utility function as in the case of constant investment
opportunities. The utility function is given in equation (4.3.1) but for convenience

restated here:

(5.5.1)

Similar are some of the necessary partial derivatives previously found, but repeated
here and also including the derivatives with respect to the interest rate. The calcu-

lations of the derivatives above are shown in Appendix A.3.

JW(W7 t) = 9(7“’ t)’yW_,y
JWW(W7 t) = —79(7“, t)’yW_W_l

9J __0 y-1 1—y
ot (VVa T>t) - 1 _fyg(rat) gt(rat)W
J(W,rt) = 1%g(r, ) g (r, )W (5.5.2)
YW y—2 2 y—1
JTT(VVa r, t) = — ((7 - 1)9(7”, t) gr (7”, t) + g<T7 t) Grr (7”, t))

Jow (Wor,t) = vg(r,t)" g, (r,t )W
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These partial derivatives are substituted into the HJB equation. The substitution
does not make the expression prettier, but it can be simplified. Initially it is:
8

0 =g 0" O+ g O gl OW el ]

lvwlﬂ —1 =22 71 2 YW YW
215 (v = Dg(r,t)2g2 (r, t) + g(r, 1) g (7,1)) |09 (1, 1) r
1 (g(rtW—)> 1 2 (yg(r, t) g, (r, )W )2

— 2Nl _Z
31 —yg(r ) W=—-1t 2 =g (r, ) W=

T It W g ) g (r, )W
' —yg(r, W=t '

o

The wealth W'~ is part of all the terms in the equation and is therefore removed.
The fractions are reduced by multiplication and it is then seen that two of the terms
related to the volatility of the interest rate will cancel out. After these three steps,

the partial differential equation is

0=——yg T - 1 g(r, )"

117 (r, )" (1) 1 . 79(7”7 ) g (r, t)K[F — 1] + —2H)\H2—(; )
1 )4 T,t fy—l . T,t

21—~y (r ) g (r O |0 [P+ (r, 1) + A m’y (r )" g ).

1—
To reduce further we divide by g(r,¢)"~! and multiply with “ 7 The equation is
Y

0=g:(t) + gr(r, )K[r —1e] + %HAHQHM

1 1-— 1—v)g(rt
Ol P 2 g, ) + AT, Lm0
2 g g
which is simpler than the initial partial differential equation. To make the following
steps faster, we can create parentheses for terms related to the same partial deriva-
tive. It then takes less substitution of the derivatives of ¢(r,t), when we write the

partial differential equation as

1 _
0 =g;(r,t) + (/‘6[7” — 1y + TV)\TO'T) gr(r,t)

L—x I—7 2 1 2
+< S r+ 27 BN )g(r, t)+ ngHaTH ) (5.5.3)

Compared to the case with constant investment opportunities, the partial differential
equation that the function g(r,t) has to solve now looks fairly more complicated.

It is, however, still a necessity for g(r,t) to solve the partial differential equation
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with the terminal condition g(r,7") = 1 for our guess from Equation (5.5.1) to be a

solution to the HJB equation.

5.5.2 Ordinary Differential Equations

The partial differential equation to solve, the function ¢(r,¢), and the ordinary
differential equations are more complex. Following literature such as Larsen (2010),
Liu (2007), and Sgrensen (1999) we will expect a solution to the partial differential
equation with the terminal g(r, 7)) = 1 to be of the form

g(r,t) = exp {1 — 7AO(T —t)+ L ; 7Al(T — t)r} ,

where Ag and A; are two ordinary differential equations. To move on in the process,
the relevant derivatives of the function ¢(r,t) are calculated and substituted into

Equation (5.5.3). First, the relevant partial derivatives are

e — (120 + 4y ) ot

S0 ()

o = (M) st

where the definition of g(r,t) is used in the partial derivatives. After substitution,

the partial differential equation will be

(-2 e+ 44D st
T P | =y )
# (2 )t + 3 (U546 ot -l

2

The function g(r,t) is a part of all the terms. To simplify we divide all terms with

g(r,t), and thereby have the expression

_ 1_ / / F_r 1_—7T0' 1_’7 -
0= <A<>+A0<T>>+(/~e[r 1+ 106

1—7 - ( ) 2 2
+ T+ AP+ A o
5 || & 277 1(7) - o]
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We then multiply with the fraction . 7 and isolate A((7) as it is not multiplied

with other terms. This is relevant as the function Aj(7) will be part of the system

of ordinary differential equations

A (7) = — A7) + (ﬁ[r ]+ “TV,WUT) Ay ()

1 1—7
+ 7+ —[|A|P+—=—A%(7) - |lo|]>.
I+ A3 - o |
We gather terms which are related to the interest rate r by multiplication, such that
we can put the interest rate outside a parentheses and thereby have the possibility

to solve a second term for A’ (7).

, 1 I -y
A1) =5 I+ (v 20T ) ) + ()

+7(1 — Al(1) — kAL(7))

We can then write the condition as two ordinary differential equations, which must
be solved by function Ag and A; in order to continue with the main partial differential

equation problem. The two ordinary differential equations are

/ _i 2 =7 I—v ' 9
A4(r) =5 WP (v 220070, ) Aute) + 2
Al(T) =1 — KA (7), (5.5.4)

with the initial conditions Ay(0) = 0 and A;(0) = 0 because of the terminal condition
g(r,T) = 1. When solving the ordinary differential equation A} (7) with A;(0) = 0,
we can use the general solution given in theorem C.2 of Munk (2013) for a ordinary

differential of the same shape as this problem. The solution is then given as

1

Ai(r) = =(1—e™"7). (5.5.5)
K

For the other ordinary differential equation, Aj, we will use the initial condition

Ap(0) = 0 such that it can be written as

Ao(0)
AQ (7')

A()(T) — A0(7'>

I
0N
o
—~
\]
~—
I
s
=)
—
(=)
~—
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From the function Aj above, the function can be defined as

I R ST ! 1 T 2 42
AO(T)—/O 27H)\H+/0 (m"+—7 )\a,,)Al /— o || A (1),

where we have used the integral. As some values are constant and therefore does

not depend on time, the expression can be rewritten as

1 1 v 1—~ v
A T_—)\ZT—F(HT—F—)\TO'T)/A s)ds + —— - ||o, 2/ A2(s)ds.
o(7) 27“ | 5 i 1(s) 2 o] i ()
We need expressions for the integrals of A;(7) and A?(7), and for this refer to
Appendix C.2 in Munk (2013) and simply use the general result. We can then write

the two integrals as

/TAl(S)dS = 7—_—141(7-) and /T A%(S)ds _ T — A1<7'> . A%(T)

K K2 2K

and will then have the equation

1 1 — A
Ao(7) :%H)‘HQT + (/4;7” + T)\T ) 7'71(7)
1—x o (T —Ai(T) A7)
+ > o || ( pe; o ) (5.5.6)

There are now solutions for the two ordinary differential equations presented above.
These functions are used together with the function g(r, ) to show that the sugges-

tion is actually a solution to the Hamilton-Jacobi-Bellman equation.

5.5.3 Verifying Solution

In the following calculations the function Ay(7) is not necessary, but the functions
Ay (1), Al(7), and A{(7) are needed. This is because we skip the step of finding
the partial derivatives of g(r,t) as this is already done at a general level above.
After substitution of the general partial derivatives, we have the following partial
differential equation to solve:

1-
0=—

L (ray(r) + () + (o [r—n]+1TATar) )

+
Y
1—7 1
L —( ) Yo
v 2
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Reduce by multiplying all terms with ] 7 and substitute in the function Ay (1)

We then substitute in the two missing functions, Aj(7) and A{(7), from Equation

(5.5.4) and rearrange

0= —re — —||>\|| + (r + —||,\||2) (K[r —r] 4 1_—7>\Tar> d=c")

v K

.
—(/<;7"+ N )1 _’”%((1;’” <<1—§‘”>)2> o
e (T

Simplifying the equation and rearranging again gives the expression

1 _ e—I‘CT

K

1_ 1_ —RKT 1_ 1_ —RKT 2 1_ —KT 2
() g e () ()
0% K 2y K K

From this expression it is seen that all terms cancel out and our suggested form of

1 1 1
0=r—re " —r(l—e ) 4+ —||A||*—=||A||*+ (m“ + —)\TO'T,)
2y 2y gl

the indirect utility function is thereby verified, as it solves the partial differential

equation based on the Hamilton-Jacobi-Bellman equation.

Another way to prove that the partial differential equation is solved is to take a
step back and use Equation (5.5.3), which the partial derivatives have not yet been
substituted into. From here it is possible to calculate the partial derivatives of the
function g(r,t), for which we have specified the functions Ag(7) and A;(7), when
the system of ordinary differential equations from Equation (5.5.4) was solved. The

result will be the same; it will solve the partial differential equation.

5.5.4 Portfolio Weights for the CRRA-investor

As the suggested solution in Equation (5.5.1) is shown to actually be a solution

to the HJB equation, we can use the general portfolio weights, and for shorthand
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notation use g(r,t) = g.

er(W, r, t)
WJWI/V<W, T, t)

JW(I/V: T, t)

— T*lA_
WJWI/V(VV, T, t) (g )

(") e,

for which the partial derivatives of our suggested solution have to be used. The

relevant partial derivatives are:

JW<W7 t) = g(T, t)VW—’Y
Jww (W, t) = —vg(r, t) W71
T (W, t) = g (r, ) gy (r, )W .

By substitution the expression for optimal portfolio weights will change into

glr,ty W= Tyety W9 g (WY o
T = Waglr ey 1) A G (@)

L, vy gt g ()W
e A '
7(g )T A+ PO P (¢') o

Z%(QT)‘IA +g(r, )7 g,(rt)(c) o, (5.5.7)

To get further in the specification of the portfolio weights, we use some of the findings
from the verification of the suggested solution to the partial differential equation.

We will use

g(r,t) =exp { ! ; 7AO(T —t)+ ! ; 7Al(T — t)r}

e e ) R

(L—erm)

A1(7'> =

We substitute in the definitions and simplify the expression such that

_lUT—l l—y(@—e™) st o

TV t) = ~eT) A+ — R@)@)
_lUT—l ’7_1UT—1 Or .

mwmng%ﬁg(aww

Using definitions made in Section 5.3.3 the portfolio weights can be split up into

stock and bond weights. The volatility matrix and the vector for the market price
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of risk were defined as

O'B(T‘t, t) O )\1
g = and A= .
- < pos /1 P205> (AQ

In the expression for optimal portfolio the inverse of the transposed volatility matrix
is used. After inverting and transposing the volatility it is together with the vector
for market price of risk substituted into the portfolio weights. The portfolio weights

are then

V1 —plos - —pOs )
(HB> :1 vV - PQUSUB(Ttat) ' V 1- ,020503(7%15) ’
Y

V1= plosop(r,t)
\/ 1-— ,0205

—1 Oy
+ VT V1= plosop(r,t) b(T —t)
0

where several terms cancel out and can be written as

)\1 p)\g o
Hs(Wor D)) Ll ostret) I =pon(rt) | Y=L (Go6 ) |y -y,
Hs(W,r,t) ) S R " 0

Moving away from matrices, the fraction of the wealth which is invested in bonds is

1 A A —1lob(T —t
(W 1) = L pA2 La-le ( )7
Yy \oB(r,t) /1= p2op(r,t) v oB(r,t)

and the fraction of the wealth, which is allocated in stocks will be

1 A2
Mg(W,rt) = ——F————.
( ) YV 1= plos
Having the portfolio weights, one can follow the structure in Munk (2013) to find the
amount of wealth allocated into the locally risk-free asset and thereby the complete

allocation strategy. By using the zero-coupon bond as the bond instrument, he
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shows how the investment in the locally risk-free will be

Iy =1-1Ip —IlIg

_ % (1-17(@lru ) A

which follows as we for the zero-coupon bond previously have defined op(r,t) =

o.b(T —t). The bond allocation can be written as

1 A A -1
HB(Wﬁt):—( — - £ >+7—,

v \ op(r,t) V1= plog(r,t) ¥

and the vector containing portfolio weights for both stocks and bonds will be

HB(W,T7t> _l o(r T -1 ’y——l 1
(Hs(W,r,t)>_7<:( 01) a 7 (0>

Due to the rewritten bond weight, the total portfolio weights can therefore be written

as a combination of the portfolio for an investor with a log-utility (v = 1), who does

not hedge, and the zero-coupon bond. The investment strategy is then defined as

I, Iy 0
_ 1 log Y 1

Ho p =2 s

g 19 0

These results for a CRRA-investor are in the next section compared to the findings
for the model in Chapter 4.

5.6 Results under new Assumptions

This section will mainly focus on the interpretation of the results. This is primarily
done by comparing the recent findings with the results of the model with constant

investment opportunities.

5.6.1 Assumptions

As mentioned at the beginning of this chapter, an extension of the model has been
developed, since a stochastic interest rate seems more realistic than a constant in-

terest rate.
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When moving from the mean-variance model into the dynamic model with con-
stant investment opportunities, the result was similar, but it was obtained under
more realistic assumptions with stock prices being log-normally distributed so that
they would not take on negative values. When extending with the stochastic interest
rate, a model under a set of more realistic assumptions is developed, but the findings

for this model are different than our previous results.

5.6.2 Mathematical Results

The difference in the results are best explained by considering the portfolio weights.

In the model with constant investment opportunities the weights are

(W, 1) — %(a(rt,t)T)l)\

and in the model with a stochastic interest rate, the allocation was given as

V.7, 1) = ~(o(rt) ) A+ T () (‘;) bT —1).

The model with stochastic interest rate has a new additional term compared to
the model with constant investment opportunities, this is the hedging term. This
changes the result from the previous two-fund separation into a result with three-
fund separation. This new hedging term is interesting in several ways. The risk
aversion parameter, 7, will have a different effect than previously. An increasing
value of v would previously have had a clear impact on the portfolio weights, where
an increasing v would reduce the allocations in risky assets. The second term in
the new model makes the effect of v ambiguous, as v now has two opposite effects
on the portfolio weights. An increasing + will give the second term, which is the

hedging part, a larger impact.

It works as a hedging term due to the effect of volatility. In comparison with
the model with constant investment opportunities, we now consider the volatility of
the interest rate, as the interest rate no longer is constant. Larger volatility on the
interest rate will lead to larger uncertainty and because of the hedging term, the

investor will allocate more wealth in bonds to hedge the interest rate risk. The spe-
v—10b(T —1t)

Y 0B (Tt7 t)
leads to a trade-off between hedging the interest rate risk or hedging the short-term

. From this it is seen how it

cific expression for the hedging term is

risk. This is happening by moving wealth from cash towards bonds. We can also see
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the prioritization between the two sources of risk in the hedging term, where higher
interest rate risk increases the hedge while higher volatility on the bonds will reduce

the hedging.

Finally, b(T — t), which was previously defined as b(T —t) = %(1 — e ®T=D) has
two interesting effects. First, an increase in the value of the constant x would make
the numerator smaller. Intuitively, this is because the short-term interest rate is
faster at returning to its long-term mean and therefore there is less reason to hedge.
Second, this introduces an element, which was not present in the case of constant
investment opportunity set. Specifically, the horizon over which investors invest will
now play a role when determining the optimal portfolio allocation. When investing
over a longer time horizon the interest rate risk has an increasing importance rela-
tive to the bond volatility, and the investor will hedge more. A longer time horizon

will increase the value of the function and thereby increase the numerator.

5.6.3 Difference in Implications

The mathematical descriptions of differences can also be shown by numerical exam-
ples. Inspired by other papers, we will for this numerical example and those in the

following chapters use the estimates

pup = 2.1% op = 10% F=1% o, = 5%
Hs = 8.7% g5 = 20.2% p = 0.2

where subscript r indicates interest rate, B indicates bond, and S indicates stock.
The estimates are from the book Dimson et al. (2002). By the use of these estimates

in the model, we can define the values
1 = 0.3812 A =0.11 Ay = 0.3666 k= 0.4965

We present Table 5.1 and Table 5.2; one table for portfolio values when using the
model for constant investment opportunities and a table for portfolio values, from
the model with the assumption of a stochastic interest rate. We start with Table
5.1, which is presenting a numerical example for the CRRA-investor under the as-

sumption of constant investment opportunities.

In Table 5.1 we present less figures than in the case with stochastic interest rate,

since the results are independent of time as described earlier. The risk aversion will
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v Stock  Bond Cash Exp. return Std. dev.

0.5 3.7049 0.7032 -3.4081 0.3030 0.7656
1 1.8525 0.3516 -1.2041 0.1565 0.3828

2 09262 0.1758 -0.1020 0.0833 0.1914

5 0.3705 0.0703  0.5592 0.0393 0.0766
10 0.1852 0.0352  0.7796 0.0247 0.0383
20 0.0926 0.0176  0.8898 0.0173 0.0191
100 0.0185 0.0035  0.9780 0.0115 0.0038
150 0.0123 0.0023  0.9853 0.0110 0.0026

Table 5.1: Portfolio allocation for a CRRA-investor for different levels of risk
aversion under constant investment opportunities.

however make the results change. Naturally, we see lower weights for stocks and
bonds as the risk aversion is increasing. This reduction in the wealth allocated in
the tangency portfolio will then lead to a higher allocation in our second fund. As
one would expect, this will reduce the expected return, but most importantly for the

risk averse investor, there will also be a reduction in the volatility of the investment.

T ~ Stock  Bond Cash  Hedge Exp. return Std. dev.

T'=25 05 37046 -0.0126 -2.6919 -0.7160 0.2951 0.7481
1 1.8523 0.3517 -1.2040  0.0000 0.1565 0.3827

2 09261 0.5338 -0.4600 0.3580 0.0872 0.2046

5 03705 0.6431 -0.0136 0.5728 0.0456 0.1080

10 0.1852 0.6796 0.1352 0.6444 0.0317 0.0839

20 0.0926 0.6978 0.2096 0.6802 0.0248 0.0758

T=5 05 37046 -0.2196 -2.4850 -0.9229 0.2928 0.7442
1 1.8523 0.3517 -1.2040  0.0000 0.1565 0.3827

2 09261 0.6373 -0.5634 0.4615 0.0883 0.2094

5 0.3705 0.8087 -0.1791 0.7383 0.0474 0.1207

10 0.1852  0.8658 -0.0510  0.8306 0.0338 0.1010

20 0.0926 0.8944 0.0130 0.8768 0.0270 0.0950

Table 5.2: Portfolio allocation for a CRRA-investor for different investment horizons and risk aversion levels
under stochastic investment opportunities. The portfolio now contains a hedging term, which is increasing
in risk aversion and investment horizon.

Next, Table 5.2 with values from the model with stochastic short-term interest rate.
We do again use the result for a CRRA-investor and the assumed figures described
above. As mentioned, there is three-fund separation and the tangency portfolio will
still be bonds and stocks, but it will have the hedging subtracted. The allocation

in the tangency portfolio will be the same as in the case with constant investment
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opportunities, but the bond allocation will be different. The stock allocation will
be identical to the previous one because the mathematical expressions are identical.
The total allocation in bonds will be different, since it is implied that there will be a
different fraction of the wealth remaining for the locally risk-free asset, than in the
case of the constant investment opportunities. When working with the stochastic
model, considering multiple time horizons is important because the hedging term

makes the allocation result dependent on time.

The hedging term makes the long-term investors willing to take on more short-
term risk, as the time horizon increases. This is because they become more focused
on hedging the future interest rate risk. This is seen in Figure 5.3 where the efficient

frontier moves towards the southeast as the time horizon increases.

10.0 -

7.5 -
C
% = Constant
- —T=25
B 5.0+ T—5.
8 -
3 — T=30
L

2.5-

0.0 1

]
0 5 10 15 20
Standard Deviation

Figure 5.3: Efficient frontiers for different investment horizons. They represent return and variance for different
portfolios chosen by an investor. The frontiers are created, as the investor chooses different allocations depending
on the level of risk aversion.

5.6.4 The Effect of Risk Aversion

The tendency to focus more on hedging the future interest rate risk can both be
seen from the figures in Table 5.2, but the tendencies are seen more clearly in Figure
5.4 for the allocation in bonds across different levels of risk aversion, . Each line
represent either the allocation at different time horizons or the constant investment
case. From this it is seen how the fraction of wealth allocated in bonds is increasing

as the time horizon is increasing. The increasing allocation in bonds, must lead to a
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reduced allocation somewhere else. The allocation in stocks does not depend on the
time horizon which is the case both when working with a constant or a stochastic
interest rate. The increase in bond allocation must therefore lead to a reduction in
the fraction on wealth which is held in the locally risk-free asset. Refer to Figure
5.5, where the allocation in cash across different levels of risk aversion is decreasing

as the time horizon is increasing.

(a) Constant Model (b) Stochastic Model
== Bonds == Bond, T=2.5
1.0 1.04 == Bond, T=5
— f— — — -
-
< 0.5+ < 0.5+
© ©
(] (]
= =
S S
c c
2 2
Lé 0.0 § 0.0
L L l
-0.54 -0.5 A
1 1 1 1 1 1 1 1 1 1
0 5 10 15 20 0 5 10 15 20
Risk Aversion Risk Aversion

Figure 5.4: Illustrates the bond allocation for a CRRA-investor under the model with constant opportunities and
the model with a stochastic interest rate for an investment horizon of T'= 2.5 and T = 5.

This result is different from the case with constant investment opportunities. As
mentioned, the result for allocation in stocks will be the same. However, in the
case with constant investment opportunities, there is no variation in the allocation
of wealth in bonds and cash across time. As previously shown in Section 4.3 the
allocations, when considering constant investment opportunities, are constant. This

is also presented in Table 5.1.

The two models differ, when looking at the allocations in bonds and locally risk-free
asset across different levels of risk aversion. From Figure 5.4 and Figure 5.5, it is
for the model with the constant investment opportunities seen that the allocation
in the locally risk-free asset will increase, as the risk aversion is becoming higher.
In the stochastic model an increase in risk aversion will also increase the locally

risk-free asset. The main difference between the two models is the bond allocation.
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(a) Constant Model (b) Stochastic Model
Cash Cash, T=2.5
1.0 1 1.0 -| == cash, T=5
= =
Tg 05 A ?‘5) 05 =
= =
"5 B —-— =
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Figure 5.5: Illustrates the allocation in cash as the locally risk-free asset for a CRRA-investor. Panel (a) presents
the model with constant opportunities. and Panel (b) is the model with a stochastic interest rate.

While the constant model will move towards an allocation of zero in bonds as the
risk aversion increases. The stochastic model, on other hand, will move in the oppo-
site direction with an increasing bond allocation as risk aversion is increasing. The
difference is due to the hedging term, which is also pointed out in Section 5.5 and
Section 5.6.2. There is, however, an upper limit to the bond allocation, but this
limit is time dependent and will increase, as the time horizon gets expanded. This

effect is shown in Figure 5.4.

5.6.5 The Effect of Time

Different from the model with constant investment opportunities it is now interest-
ing to consider how the time horizon will affect the investment strategy. When the
efficient frontiers for a couple of fixed time horizons were presented in Figure 5.3, the
allocation in bonds and the locally risk-free asset would change if the time horizon
was changed. Increase in time horizon will lead to a lower allocation in the locally
risk-free asset. This is also seen in Figure 5.6, where the allocation in cash, bonds,
and the specific hedging term is presented. We see how a longer time horizon will
move the investor’s focus from a local risk to hedging the potential future interest
rate fluctuations. Allocation in hedging is the only factor that moves the bond al-
location, which is why the two curves will increase in a parallel manner, when the
investor has a risk aversion v > 1. In the case with v < 1 the investor would for an

increasing time horizon allocate in the opposite direction, with a decrease in hedging
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(a) Risk Aversion = 2 (b) Risk Aversion = 10
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Figure 5.6: Illustrates the allocation for a CRRA-investor under the dynamic model with a stochastic interest rate
over investment horizon, and for different risk aversion levels, v = 2 and v = 10.

but an increase the fraction of wealth allocated in cash.

An increasing time horizon will lead to more hedging, but the effect of time is
not constant. As seen from the expression for bond allocation, the level of risk aver-
sion will also play a role. As the risk aversion increases, the effect of time will also
increase. The mathematical term is already presented, but Figure 5.6 shows that
the allocation effect from a change in time will in absolute values have an increasing
slope parameter as 7 is increasing. For illustration we have plotted the functions for
an investor with a risk aversion of v = 2 and another investor with a risk aversion
of v = 10.

5.7 Real World Advice

There is not always congruence between suggestions from financial advisers and fi-
nancial theory. Advisors sometimes use arguments for which there are no theoretical
foundation and sometimes the theoretical models are to simple. In papers, such as
Munk and Sgrensen (2001), it is shown how a model with constant investment op-
portunities can be extended to also consider the individual’s labour income. This
makes the results more realistic, and approaches the advice which is given by prac-

titioners.

When only considering institutional investors, it would not make sense to consider
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the labour income extension. Our extension with the assumption of a stochastic in-
terest rate is, however, very relevant for institutional investors. It is also relevant for
households as it changes an assumption about the investment opportunities which

both groups of investors consider.

Assuming that institutional investors will have to follow the same advice as house-
hold investors, such as an increasing allocation in stocks when the investment horizon
is increasing, we are able to relate our findings for the stochastic model to the real

world advices.

Our comparison between the model with a constant interest rate and the model
with a stochastic short-term interest rate has shown that the result does not change
much. We still see exactly the same allocation in stocks. The fraction in stocks
reacts in a natural way to the value of the risk aversion, but the fraction is still
independent of time which is inconsistent with the standard advice for investors

where an increasing time horizon should lead to a larger fraction in risky assets.

We do, however, see a more realistic fraction invested in bonds, as we now have
a hedging term. This makes the fraction invested in bonds dependent on the time
horizon. The effect of the hedging term combined with its effect of time makes the
stochastic model more realistic. Risk aversion leads to a hedging against the future
risk instead of just buying the locally risk-free asset, cash. There is still an increase
in cash when risk aversion is increasing, but the model now includes hedging against

future risk, which makes it closer to real-world advices.

The conclusion is that the extension changes the way in which institutional investors

shall invest. It does, however, not affect the stock allocation.

5.8 Comparison to Other Interest Rate Models

This section intends to do an outward look to compare our findings to results under
different interest rate models in a qualitative approach, namely (i) Two-Factor Va-
sicek Model, (ii) Cox-Ingorsoll-Ross (CIR), and (iii) Other interest rate models.

(i)_Two-Factor Vasicek: In Brennan and Xia (2000), they consider the portfolio im-

plication from a two-factor Vasicek interest rate model, where an investor only yield

utility from terminal wealth. They assume the equity risk premium, in excess of
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the instantaneously risk-less interest rate, to be a constant. It is assumed to be a

bivariate Markov process:

dr =1[0(t) + N, + u — ar]dt + o,.dz,
du = [\, — buldt + o,dz,

The new element, u, introduces variability in the long-run target for the short-term
interest rate for which the short rate is adjusting. Specifically, this new process al-
lows for independent variation in the short and long term of the yield curve. Future

values of r and u are normally distributed.

In the paper, the optimal portfolio is found to be a weighted sum of three portfo-
lios. The first portfolio is the mean-variance portfolio, which is optimal for investors
characterized by log utility or a short investment horizon. The two other portfolios
are constructed in order to hedge against the movements in the two state variables

r and wu.

Investors create a perfect hedge against the two variables in a stochastic invest-
ment opportunity set using two bonds and cash, which implies that the proportion
of stock in the portfolio is solely determined by the investor’s myopic demand as

under constant investment opportunities.

The portfolio result implies that the bond-stock ratio increases with the risk aversion
parameter, when one of the bonds that is available need to have a maturity equal
to the investment horizon, and if the investor has a positive holding of stock. This
is inherently similar to our result with the one-factor Vasicek model for the interest
rate. However, if assuming the two-factor Vasicek and there is not a bond with ma-
turity equal to the investment horizon, then the bond-stock ratio is not necessarily
increasing in the risk aversion parameter. Therefore, the a two-factor interest model
produces a qualitatively differently result than a one-factor model in its predictions

regarding the relationship between risk aversion and the bond-stock ratio.

(ii) CIR: Some suggest the Cox-Ingersoll-Ross model as an alternative to the Vasicek
model. It does for example deviate from the one-factor Vasicek model by having a

volatility which is dependent on the interest rate as seen from the equation

dry = R[T — ri]dt — op/1ed 21
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However, the results from the CIR model are not much different from the Vasicek
model. In Deelstra et al. (2000), there is a comparison of the investment strategies
under the one-factor Vasicek and the Cox-Ingersoll-Ross model. They have a set-up,
where the interest rate models and investment strategies are comparable. Consid-
ering the stock weight first, we see that both interest rate models yield the same
weight in stock. However, the hedging term and hence the total bond demand de-
pends on the interest rate model. The hedging and thereby also the bond allocation

is for v > 1 increasing in the time horizon.

(iii) Other: Chan et al. (1992) did an empirical comparison of eight different models
for modelling the short interest rate dynamics to see which model performs best or
has the best fit regarding the 1 Month Treasury bond. Their results tell the story
about the importance of correctly modelled volatility. The models performing best
in describing the dynamics of interest rate over time allow the conditional volatility
of interest rate changes to be highly correlated with the level of the interest rate.
Despite expectations, they find that the widely used models Vasicek (1977) and Cox
et al. (1985) perform relative poorly compared the other models such as Dothan
(1978) and Black and Karasinski (1991). Since interest rate volatility is of crucial
importance in hedging interest risk, and since the most commonly used models do
not capture this dependence, this will have implication regarding the optimal port-

folio choice.

In Kraft (2004), he considers the Black and Karasinski (1991) model for the short
rate. The optimal portfolio yields the investment strategy where the investor should
put all her wealth into the money market account. This is a so-called 'Passive’
investment strategy and it is optimal both with and without investors having the
ability to trade in other assets like stocks, bonds or any other asset. Remember our
findings of the portfolio with the Vasicek model, then this result stands out. In an
economy where investors can invest in assets such stocks and bond, but choose not

to, implies that such a solution cannot be in a state of equilibrium.
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Chapter 6

Dynamic Model with a
Non-Constant Market Price of Risk

To extend the allocation model by introducing a stochastic interest rate, as in the
previous chapter, is not the only solution. We have discussed that the interest
rate can modelled in several ways. Omne can also change the modelling of other
parameters. In this chapter, we will show how we can extend the model with a
non-constant market price of risk in combination with a stochastic interest rate.
Section 6.1 describes different ways to model a non-constant market price of risk.
In Section 6.2 we motivate why the market price risk could be linked to the interest
rate. We therefore suggest a new description of the market price of risk in Section
6.3. The optimal portfolio for the new dynamics are presented in Section 6.4, and

the chapter ends with an analysis in Section 6.5.

6.1 Market Price of Risk

Extending the allocation problem with a non-constant market price of risk can be
done in different ways, see for example Duarte (2004), Dai and Singleton (2000),
Kim and Omberg (1996), and Duffee (2000) for different methods and tests. One of
the approaches is to make the market price of risk, A, stochastic. In papers such as
Tanaka (2009) the model is extended by assuming a stochastic interest rate and a
stochastic market price of risk. Here we choose another method to make the market
price of risk non-constant. We find it realistic for it to be related to the interest
rate, and we therefore choose to make it a function of the stochastic interest rate.
We intend to keep the short-term interest rate following the same process as in the
previous chapter, namely the Vasicek model, but now it will additionally also affect

the market price of risk.
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6.2 Interest Rate as a Market Predictor

According to Damodaran (2012), market timing is a practice of relying on a signal
of when to enter or exit the market, and it stems from investor believe that mar-
kets do not account for all information available from the market fundamentals. In
this section, we attempt to explain why the interest rate can potentially serve as
a predictor for market movements. We will elaborate on why the interest rate is
one of the strongest indicators for the market. As conventional wisdom dictates, an
investor should sell stocks when the interest rates are low and buy when they are
high. There is strong empirical evidence supporting this conventional advice that a

decrease in the short interest rate seems to predict a high stock market return.

In Ang and Bekaert (2007), who looked at multiple predictors for the excess re-
turns, they find that the interest rate has a predictive ability on the short-term
horizon, since the short interest rate is strongly negative correlated with excess re-
turns. A study by Breen et al. (1989) evaluated an investment strategy of alternating
between stock and cash depending on the level of treasury bond rate and found that
investors applying this strategy would see an additional 2% in excess return if the

portfolio was actively managed.

However, there is some restrictions to this strategy, which a paper by Abhyankar
and Davies (2002) investigated. For this, they used the correlation structure be-
tween the short interest rate and stock market returns from 1929 to 2000. They find
limitations to the predictability of stock market return and it is only exhibited in
1950 to 1975. Afterwards the short interest rate has had a low predictive power on

the general market. However, the predictability has some industry presence.

A recent study by Rapach et al. (2016), focuses on the short interest rate abil-
ity to predict the aggregate stock returns. They find evidence which shows that
the interest rate does contain information about future market returns when it is
an aggregate measure. They use their measure, the short interest index (SII). It
predicts lower future returns if SII obtains higher values. They illustrate the power
of their index by comparing it to the range of different predictors used in Welch and
Goyal (2008), where it significantly outperforms all of them at different horizons.
The SII performs well both in in-sample and out-of-sample tests and statistics. At
the same time, the SII provide economic significance of its predictive ability, since a
mean-variance investor is seen to generate large utility gains from allocating between

stocks and bonds.
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6.3 Changes in Dynamics

In this chapter, we will make the market price of risk dependent on the interest
rate. For the interest rate dynamics, we will have the price of risk associated with

z1 given as
)\lt == ;\1 + 5\17}.

As argued in Section 6.2, the expected return on the stock market is related to the
interest rate. To capture the market price of risk associated with zy we therefore

write

Aot = Ao + 5\273-

6.3.1 Bond Price and Dynamics

For the new situation with A\;; = \; + 5\17}, we use the new price of the bond

BtT _ e—a(T—t) —b(T—t)rs

Y

which is given in Munk (2013). It is almost the same as before but with b(7 —t) =
1 — R(T—t) 5
6—, where K = kK — 0, A1. In the previous model with constant market prices

R
of risk, the dynamics of bond were described in the following way

dBF _ _
BT (re + Mo b(T — t))dt + 0,b(T — t)dzy;.
t
— ]_ —_ efk(Tft)
However, this model is differently defined, since b(T — t) = ————— where
R

kF=kK— 0r5\1 and Ay = A\ + ;\17",5. A\; and 5\1 are constants. The expression of the
expected rate of return changes to account for the relationship between the interest

rate and the market prices of risk
re + o b(T — 1) (Xl n Xm> — 0, b(T — )\, + (1 +o,b(T — t)5\1> ry

Substituting this into expression of the zero-coupon bond dynamics

dBT
Bf

= |:0'Tb<T — t)5\1 + (1 + arb(T — t)5\1> ’r’t] dt + opdzy;.
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This is the new bond dynamic under the Vasicek model, where the market price of
risk is an affine function of the interest rate. A high interest rate will in the Vasicek
model with constant market prices of risk lead to a higher return. In this model,
it still has the positive effect from the interest rate itself, but it does also have an
effect via the relationship with the market price of risk, A;;. Depending on the sign
and the size on the coefficient \; and b(T — t), there will be either an increased or

a decreased effect of the interest rate.

Assuming \; + iy on average will be equal to the previously assumed constant
value of A\; and 5\1 > 0, there will be a lower constant compensation for the risk.
The investor will therefore have a part of the compensation, as dependent on the

level of the interest rate.

6.3.2 Stock Price and Dynamics

In the Chapter 5, the stock dynamics were defined as

dS; = Sy [(Tt + osty)dt + posdz + /1 — PZUSdZu] .

Papers such as Fama and Schwert (1977) finds evidence for the excess return on the
stock markets to vary negatively with the level of the interest rates. We therefore
include the new definition of the market price in the bond price dynamics. The
expected excess rate of return on an asset equals the product of its vector of sen-
sitivities to the shocks and the vector of market prices of risk associated with the

shocks. Applying this to the stock in our case gives

o5y = posAiy + /1 — p2osho;. (6.3.1)

The benefit of having the market price of risk, as an affine function of interest rate
is that the function enables the model to potentially capture the predictability in
stocks. This predictability can be shown from Equation (6.3.1) in the following way

Yy :ais (PUS/\lt + MUSA2t>
= (A VIT= %) + (01 + VI = 7o) 632)
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This can be substituted in and gives the dynamics of the stock process under this

model, where market price of risk is an affine function of the interest rate

ds < < < N
?t = (rt +o0g ((p)\l +v1—- p2)\2> + (p)\l +v1- p2)\2> rt>> dt
t
+ (,0 +v1- ,02) ogdzyy
From Equation (6.3.2), if pA1 4 1/1 = p2Xy < 0 the model would fit the observations

that average excess stock return tend to be low when interest rates are high and the

opposite case is also true.

6.3.3 New Wealth Dynamics

We have new dynamics of the wealth elements and as a consequence, we will have a
new expression for the dynamics of the wealth. The expression is similar to Equation

(5.3.5), where the dynamics were defined as
AW, = Wilry + ) a(re, )OA)]dt + W, g (1, t)d 2. (6.3.3)

When considering the different elements, most of the vectors and the matrix for

volatility are unchanged. The difference is the new definition

At - (5\1 + E\lrt) .
)\2 + /\QT‘t
6.4 Optimal Portfolio

The wealth is of the same form as before, when we write it in matrix form. The
vector containing the market prices of risks is different, but besides that we will
have the same HJB equation as presented in Equation (5.4.2). Due to the same
indirect utility function, we will also have the same partial differential equation for
the function g(r,t) to solve. From Equation (5.5.3), we have the partial differential

equation given as

0 =gi(r,t) + <m[f ]+ “TV,\TO—,.) (1)

L—y  1—=7y 10 1 2
# (S N 00+

with the terminal condition ¢(r,T") = 1. The form of the function g(r,¢) is this time

different, as we are in a quadratic framework. We extend the previous form with a
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quadratic term such that we have a qualified guess of the form

1- 1- 11—
g(r,t)zexp{ VVAO(T—tH 77141(T—zs)fr4r§ 7

A2(7)fr2} :

Following the same procedure as in Chapter 5, we find the partial derivatives of the
function, and substitute the results into the partial differential equation, which we

will have to solve. The partial derivatives are

39((97; ) _ (_1‘77 (%TQA;(T) +rAl(r) + AZJ(T))) ~g(r,t)
dg(r,t)

0 (L=t + 4alen) ) a0

Ty ((1‘7%41(7) F )+ 7Am) g(r.1),

and after substituting the partial derivatives into the partial differential equation,

we will have it given as

1_’7 1 2 A/ / /
0= = 122 () + i) + 4 a0

# (o=l + 228 ) (2200 + Astn)) gt

+ % <<1_TV(A1(7') + AQ(T)T)) + ! ; WAQ(T)) ’ g(?“, t)Ho-TH2

l—~ -7 2
# (0 AR et

To simplify the equation, we remove the expression for g(r,t) as done with the model

1
in Chapter 5, and then divide both sides with T’y
1 2 A/ ! I = 1_7 T
0=-— 3" AS(1) —rA(T) — AG(7) + | RK[F — ] + — Ao, | (A(T) + As(T)r)
1 , 1 [(1—7 9 9
+r+ %H)\H +§ —7 (A1(7) + Aa(T)r)” + As(7) | |lor]|* (6.4.1)
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The parentheses are removed by rearranging and multiplying

A(r) =— %’I“QAIZ(T) —rAY(T) + kT As(T)r — kT AL (T) — KrAg(T)r + KFAL(T)

1-— 1-— 1 1
+ AT o, Ay () + —LAT o, Ay (1) + 7+ — | AP+ = Ax(7) | o 2
gl g 2y 2
1— 1— 1-—
+ g Ao+ AR o P2 () Al

We will as the next step substitute in some of the vectors. This is a necessity in this
model as the vector containing the market prices of risk is related to the interest
rate. Following the previous procedure, we will afterwards isolate terms related to
the short-term interest rate. We therefore have to know how the market price of
risk will change this partial differential equation. It is relevant for the expression

Al and the multiplication AT o,.. Remembering the definitions of the vectors

A+ A —0,
A= o At and o, = 7 .
)\2 + )\27“75 0
From these vectors we can find the following two expressions

_ ~ 2 _ ~ 2 _ - _ o~ _ ~ _ o~
HAW=(M+AM)+(&+Aﬂ):A?+ﬁﬂ+2hhr+£+wyl+mgﬂ

Ao, = <5\1 + 5\17” A2 + 5\27’> ( (;TT) = -0\ — O-T’S\lra

which are substituted in and we will have the following equation

1
A(r) =— 57“2/1'2(7') — 7 AY(T) + kP A (T)r — kr AL (T) — kr Ao (T)r
1— - - 1— - .
+ T,y (—O'r)\l - O'T)\l”f’) AQ(T)T’ + KFA1<T) + T,y (_Ur/\l — O',«)\ﬂ’) Al(T)

L S . 1
+r+ 2y (A% + A3 20 N + A3+ Ao+ 2)\2/\27“> + 5142(7')”0'7"“2

1— 1— 1—
+ g AW o+ ARl P2 (1) Al

The equation is rewritten, and terms related to the interest rate, r, are isolated in
an order such that they fit three ordinary differential equations. This is done by

creating parentheses for each of the ordinary differential equations in the same way,
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as we did in the previous chapter. We divide it into the following three functions

/ = l—v < I < T 1 1—7
Ay (1) =rT AL (7) = > o AN (T) + % (AT +A2) + 5142(7)||Ur||2+WA?(T)||0r||2

0=r <1 — AY(7) + kT Ay (1) — KA (1) — - ’VO'T:\lAl(T) 1= ’YO'T/_\lAQ(T))
Y Y

1 /<= S5 1 -
+r (% <2)\1)\1 + 2)@)\2) + 772141(7)142(7)”07“2)

1, 15y, 5 l—7 5
0=r <—§7~A2(7) t o (Af + A%) r+ (—/f - 07»)\1) TAz(T))

L= 2
+r| ——A5(7)r||o :
(55 A3l
For the second equation, we can remove r on the outside the parentheses, isolate
A (7) and then reduce the parentheses until we have the ordinary differential equa-

tion given as

, | i ,
Ai(r) =1+ ; <)\1>\1 + )\2)\2> + (/437“ - fyar)q) Ay(T)

1—y « 1-—
+<—n— 7707")\14— VVAZ(T)HUTHZ) A (1)

If we now focus on the last equation, we can isolate A,(7) by changing some of the

parentheses and afterwards moving A%(7) to the other side of the equality sign

1 1 /< <
57“14,2(7') =— <)\f + Ag) r+ (—m“ —

- 1 —
- %rm) Ao(r) + 2T Ry

2y

We have A)(7) isolated after multiplication such that the ordinary differential equa-

tion is given as

1 /ey = - 1-
Ay(r) = (R2+33) +2 <—/<c - %Al) As(7) + T”Ag(f)uaruz
The three ordinary differential equations are changed such that the terms Af(7),
Aj(7), and A|(7) are isolated. We still have to solve this system of ordinary differ-

ential equations in our process of solving the partial differential equation. The three
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equations are

, 1 ey - . - 1 1—
4505 = (84 28) + (= =20 a ) i+ 5 () + 2200 ) o

1 /- ~ _ o~
Al(r) =1+ ; </\1)\1 + )\2)\2) + <l€f — 5 701,«)\1) Ay(T)

l—y « 1-
T ("f - Lok + 5 7A2(T)||crr||2) Ay(T) (6.4.2)

1—7 1

arj\l) As(7) + %Ag(f)naruz.

AL(T) :% (5\% + 5\3) +2 (—/{ -

Two of the ordinary differential equations which we have found are in the form
similar to the ones in Appendix C.3 of Munk (2013). We therefore already have
the solution to the system of ordinary differential equations, which consists of A’ ()
and A, (7) from above and their initial conditions; A;(0) = 0 and A3(0) = 0. For a

system of equations of the form

AL(T) = a — bAy(T) + cAy(1)?

A7) = d+ fAs(r) — Gb _ CAQ(T)) Ay(7),

we will have the following solutions

Axl7) = (v40b)(er” — 1)+ 2v

d

Ax(r) = Sao(r) + %(db tofa) &)

(v+0b) (e’ — 1)+ 2v

with v = v/b?> — 4ac. The ordinary differential equations above fit into the form,
which is necessary to use the solutions to the system. As the ordinary differential
equations are written in the same order as the definition of the forms above, we can

directly define the expressions

1/~ ~ 1— - 1—
a=— ()\% + A%) b=2 (K,—i- 707«)\1) c= —WHO'THQ
v v
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The expressions are substituted into the general solution for this type of system.

We have the following solutions to the system of ordinary differential equations

) 2 (% (X% + A%)) (T — 1)
0= (v +2 (n L1 70&)) (e — 1) + 2 o)

1 /- ~ _ o~
Au(7) ! +(Z E;t ;;?2) As(7) + %( (1 + % (XJl + )\2;\2>)
-9 (m . ; vo—,j1> 42 (/if _1 ; %Al) (% (X% + Ag)) ) (6.4.4)

(ev‘r/2 _ 1)2
: T _
(v +2 (/-4; - nYm)\l)) (evm —1)+2v

Ap(7) is not considered as it is unnecessary when solving the partial differential

equation.

6.4.1 Verification of Solution

The next step is to verify our suggested form of the utility function by solving the
partial differential equation from Equation (6.4.1). We will use the definitions of
the vectors A and o, as defined earlier, and the functions Af(7), A} (1), and A,(7).
First, substitute in the ordinary differential equations Aj(7), A7 (7), and A% (7) which

are given in Equation (6.4.2). The partial differential equation becomes
1 1 /- ~ 1— S 1— v
0=— -2 —(V /\2) 2 —k— ) A ST A2 () |lo |12
57 (2 (2 3) 2 (—n = =20 A ) ) + LA o
1/~ - —y 1
(1L (e wh) o (- T ) i )+ (e 1)
1—n~ - _ 1 -
- ( o= 00k + 2 o) ) - o (B4 )

Todu) ) - 5 (Aalr) + 22240 ) o

3

+ (/—1 T —ry) + —ATJT) Ay(T) + (K[T — 1]+ 1—>\T0'r) As(7)r
1
2

KT

r-)/

15 Lo
+3 () + 42 Lo P g sl P
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Several terms cancel out, such that the equation is

1, /1 /vy = 1—v -
0=— §r2 <; ()\f + /\3) +2 (—Fa — Ur/\1> A2(7)>
1 /-« - - o 1— - 1
—r1+-— (/\1)\1 + )\2)\2> + | kT — 0',«)\1 AQ(T) +({r+ —||A||
7 g 2y
—r (—/{ _ 1— ’YO'T/N\I) AI(T) — % (5\% + /_\g) - </{r— S 70}5\1) Al(T)

+ (KJ[T — 7] + FTVATO'T) A1) + (n[r — 7] + 1_7’}/)\1—0}) Ay ()7,

Then substitute in the vector ||A||?, which we defined earlier when we found the
ordinary differential equations. In the same step, we also remove r as it is present

with both a positive and a negative sign, such that the equation becomes

1—v < L—v 5
0=—1r? (—/{ - 70ﬂ\1) Ap(T) =7 (/4:7“ — 70&\1) As(7)
¥ v
— - 1
—7 (—/i ! 707)\1) Ai(7) — (’W -

+(nv—r4+l%14Tm>fh@)+<4f—ny+lglxﬂn>Aﬂﬂr

_VWM)Amﬂ

The final step is to multiply the two vectors A and o, as we also did when finding the
ordinary differential equations. It is thereby seen how all the terms cancel out, and
we have proven that our suggestion is a possible solution to the partial differential

equation.

6.4.2 Portfolio Weights

As mentioned earlier, we are using the same utility function and HJB equation, as
in the previous model. When considering the portfolio weights, we will therefore
only have a difference in the form of the function g(r,t), which we defined in a new
way for the case with non-constant market price of risk. We therefore use Equation
(5.5.7) where we have the portfolio weights in the case of a CRRA investor. The

portfolio weights are under this model given as

™= ~lglr) ) A+ gl ) g 0Dl )) e

for which we will use the function g(r,t) and the partial derivative g,.(r,t). Both are

defined previously in this chapter. After substituting in these two functions we will
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have the portfolio weights given as

1 _ _ 1—7
" = e 1) A (el ) o () + ) ).
It does not seem very different from our previous result, when we write it in matrix
form. When considering the elements of the equation it is however different from
our previous findings. We still have the portfolio weights, the volatility matrix and

vector for interest rate risk

= <7TB> a(re,t) = <03(rt,t) 0 ) o — <—0'r> .
s = PO s \/1 —p205 0

The vector for the market price of risk is defined differently, which is the idea with

this new model, and it is given as

A+ M
A = [T M)
)\2 + )\27" t
Substituting in the definitions of the matrix and the vectors makes expression ugly.

We therefore directly specify the allocation in the two types of assets, where we have

the allocation in bonds given as

1 5\1 -+ 5\17” P (AZ + AQT) Y — 1 O
mTp —— —

_|_
v\ o(re,;t) /1= p2op(r,t) v op(r,t)

and the weight for allocation in stocks will be

1 5\2"‘5\27’
Tg = ———.
Y/ 1—plos

6.5 Analysis of Allocation Results

For the rest of this chapter, we will analyse the new portfolio results. As in Chapter
5, we will start with interpretation of the mathematical result. This is followed by
a numerical analyses. Finally, we conduct an alternative calibration of the market

price of risk.
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6.5.1 Mathematical Implications

In this section, we will examine the mathematical implication of the newly developed
model for optimal portfolio choice and how it differs from the former model. Both
are repeated here for convenience. First, the model only extended with a stochastic

interest rate is given as

_10'7” -1 ol(r T710’ 1_7 T wi 7-:1 — e hT
7 = et A (el t) o, (A ) with ) = (1= ),

K

Secondly, the model with a stochastic interest rate and the market price of risk as

an affine function of the interest rate given as

—107’ -t a(r N e 1_—7 T T)r
7= L)) A+ (alrn)) r(v mu>+@<>0

where A;(7) and Ay(7) for the latter model are
2 <§ (X% + A%)) (e — 1)

(v—i—Z (:‘i-i— ! _707«:\1>> (evm — 1)+ 2v
Y
1/~ - -
1+;<)\1>\1+)\2)\2> , L
Al(T) = AQ(T) + -1+ 5 <>\1)\1 + )\2)\2>

Corg)
. (2 <I€+ 1;707«5\1) + 2 (fff— 1;70,4/_\1) % <5\f +5\§))

(ev‘r/2 _ 1)2

: 1_~ _
(v +2 (/4; - Vm)\l)) (evm —1)+2v
Y

The difference between the two models lies in the hedging term, and the direct

AQ(T) =

effect of the interest rate in the fraction of wealth allocated to stocks and bonds.
The hedging term is more complex in its interpretation, because of the functional
expressions of the ordinary differential equations. The A;(7) is differently formulated
in the models, while Ay(7) is new in the model with affine market price of risk. If

we consider the scenario, where investors can invest in stocks and bonds, we will
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have the following expressions

1 _ ~ - ~ —1o0,
g = —— ()\1 + iy — LO\Q + )\2rt)) + L_<A1(7) +Ay(7)r)
0B 1—p? T 9B
1 5\2 + 5\27”
s = ——F———
Y1 = plog

If we look at the fraction of wealth invested in bonds, the decomposed expression
sheds light on how the hedging term can have a positive effect on the amount of
wealth allocated to bonds under the assumption of v > 1. However, it is still difficult
to state any analytical results from this portfolio weight, because of the complex-
ity of the ordinary differential equations. To disentangle this effect we will resort
to a numerical analysis in Section 6.5.2. This is to analyse the effects of different
parameters and how the model behave under the set of historical estimates, which

we introduced in Section 5.6.3.

Considering the stock weight in the portfolio, the fraction of wealth invested in
stock will be directly affected by the interest rate. This is due to the affine relation-
ship between the market price of risk and the interest rate. This is a new effect,
which differs from the model with a constant market price of risk. From this weight,

the amount of wealth allocated to stock is increasing in the interest rate.

6.5.2 Model Implications and Comparison of Models

To generate the numerical results in a consistent fashion with our analysis of the
model with only a stochastic interest, the same historical estimates are used to
model the portfolio results. The parameters for the simulation of the interest rate

are restated together with the estimates used for the portfolio weights

rn=1% F=1% k=04965 p=0.2 A\ =0.11
A =0.109 X =0.067 Xy =0.3666 Mo =0.3650 Ny = 0.06
o, =0.202 o, =5% og = 0.1

The values of \; and :\l are calibrated to make the average value of the new de-
scription A; + A equal to the value of the constant market prices of risk, A; and
Ag.
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6.5.3 Wealth Invested in Bonds

Considering the allocation of wealth in bonds, in order to understand the impli-
cations of the model with affine market price of risk compared to the model with
constant market price of risk. Figure 6.1 illustrates the two model’s relationship
between the amount of wealth invested in bonds and investment horizon for four
different levels of risk aversion, and it shows that the models differ in terms of their
bond allocation. The thick green function in all four panels indicates the allocation
for the model with non-constant market price of risk. The thin blue function is the
allocation in bonds from the model with constant market price of risk. The pink
shaded area between the functions indicates the difference in the amount of wealth

allocated to bonds between the new model and the previous model from Chapter 5.

(a) Risk Aversion =1 (b) Risk Aversion = 2
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Figure 6.1: The four panels show the bond allocation for the two models with stochastic interest rate at four
different levels of risk aversion. The thick blue functions is the model with non-constant market price of risk,
whereas the thin blue function is assuming constant market price of risk. The pink shaded are indicates the
difference in bond allocation from assuming a non-constant market price of risk.

The model with only a stochastic interest rate has a permanent increase in the
amount of wealth invested in bonds over the entire investment horizon. Extending
the model with an affine market price of risk makes the change in the bond alloca-
tion vary with the interest rate. There is still an increasing trend in the allocation of

wealth towards more bonds, but the increase does not follow the same well-behaved
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increase as the model from Chapter 5.

The fluctuations in the bond allocation for the new model are decreasing in risk
aversion. The two allocation models also converge towards the same bond allocation
as the risk aversion is increasing. In order to shed more light on why the fluctuations
decrease and why the two models converge, we again consider the weight of wealth
allocated to the bonds

_X1+5\17“t_ 1 p():2+5\2rt)+'y—12

B
YoB YoB /1 — p? Y OB
S— < P N

First term

(A1(7T) + Aa(7)r) .

Second term Hedging term

From this expression, the increase in bond allocation can only originate from two
terms of the three terms, as the second term will have a negative impact. This is
because the correlation between stocks and bonds is positive, p = 0.2. In Table 6.1,
the expression for the bond has been decomposed into the different terms, namely
the first term, the second term and hedging term. A;(7) and As(7) are included
as well. The first term will be defined as the investment incentive, which is the
incentive to allocate wealth only due to investment purposes, whereas the following

two terms are either related to the stock allocation or the hedging purpose.

From the terms in Table 6.1, it is seen that the investment incentive decrease with
an increase in the risk aversion. The second term is decreasing if the risk aversion
or the volatility of bonds are increasing. The decrease makes the correlation with
stocks less influential. The hedging term is, on the other hand, increasing in risk
aversion. This can imply that the investor employs bonds as a hedging instrument

rather than a investment vehicle.

The overall increase in bonds in the model with an affine market price of risk can
only arise from the investment incentive or the hedging incentive of the investor
given that v > 1. We already addressed that the investment incentive of bonds
is decreasing in risk aversion, and that the hedging incentive is increasing in risk
aversion. When the investor’s risk aversion is increasing, we therefore see a shift
from investment incentive to hedging incentive, which reduces the fluctuations in
the bond allocation. This is because the interest rate has less impact in the hedging

term than in the investment term.

This change is also the reason why the two models will converge in their bond
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v T 1st 2nd Hedge Ai(7) As(7)

05 1 2193 -1.493 -1.058 2.117 0
30 2176  -1.489 -1.588  3.176 0.016

1 1 1.097 -0.746 0 2.058 0
30 1.088  -0.745 0 3.095 0.008

2 1 0548 -0.373 0.507  2.029 0
30 0544 -0.372 0.764  3.054  0.004

5t 1 0219 -0.149 0.805  2.012 0
30 0218 -0.149 1.212  3.030 0.002

10 1 0110 -0.075 0903  2.006 0
30 0.109 -0.074 1.360  3.022 0.001

20 1 0.055 -0.037  0.951 2.003 0
30 0.054 -0.037 1.434  3.018 0.0004

Table 6.1: A decomposed view of how the different terms affect the bond
allocation. 1st and 2nd term should be constant over time but varies because
of the interest rate simulation.

allocation, as the risk aversion is increasing. For an increasing risk aversion, the
hedging term will in both models have an increasing impact. The two models are
therefore converging in bond allocation, because their respective values of A;(7) and

Ay(7), which are used in the hedging terms, are converging.

If v = 1, the hedging incentive is not present and if v < 1 the hedging incen-
tive is negative. For both cases, the investment incentive will be the only positive
effect in bond allocation and investment incentive is now relevant. The overall effect
of a lower risk aversion is a lower bond allocation. A larger fraction of the investor’s

wealth must therefore be allocated in stocks or the locally risk-free asset.

Under the model with affine market price of risk, the interest rate takes on a dual
role in its analytical implication for the investment strategy. If we again consider
the expression of wealth allocation in bonds, the interest rate enters in all terms.
The first term, the investment incentive in bonds is increasing in the interest rate.
The second term, that accounts for the correlation between stocks and bonds, is in-
creasing in the interest rate. The hedging term is also increasing in the interest rate,
but the effect of the interest rate is small, since it is multiplied with As(7). The dual
role comes into effect in the weight of bonds, where the interest rate is pulling the
amount of wealth allocated in two opposite directions. The investment incentive and
hedging incentive increase the amount of wealth allocated in bonds, while the term

correlated with the stocks is reducing the amount of wealth in bonds. The effect of
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the interest rate’s dual role is dependent on the parameter in the market price of
risk, which is multiplied with the interest rate. If A; > 1, then the interest rate’s

effect becomes more pronounced, and if \; < 1 the effect becomes less pronounced.

6.5.4 Wealth Invested in Stocks

The weight of wealth invested in stock is given as

_l 5\24‘5\27"

s = .
Y/ 1= plos

The weight shows that stocks are directly independent of time, but it will vary over
time as the interest rate is stochastic. An example is shown in Figure 6.2, where
the stock allocation is changing over time since the interest rate is. As mentioned
earlier and as seen from the equation just above, the interest rate will in the model
with an affine market price of risk have a direct positive effect on the amount of

wealth allocated to stock. The weight is as in the previous model decreasing in risk

aversion.
(a) Risk Aversion = 2 (b) Risk Aversion =5
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Figure 6.2: Allocation in stocks across a 30 year investment horizon. M2 indicates the extended model with an
affine market price of risk. M1 indicates the model from Chapter 5, which is only extended with a stochastic interest
rate.
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In Section 6.2, we explained how investors use the interest rate as a predictor of
where the market is heading in order to make their timing of the investment de-
cision. Under this model with an affine market price of risk, Figure 6.2 shows the
information content in the interest rate is rich in terms of market timing. We use the
same interest rate simulation for the four panels in the figure. This makes the evo-
lutions in the optimal stock allocations identical, but at different levels. At T = 4,
the optimal portfolio weights reaches its minimum, whereas it at T" = 14 reaches its
maximum. This is because of the relation with the interest rate, and the fluctuations

would therefore be even larger if Ao was increased.

An interesting feature of the model with affine market price of risk is that the mean
value of the varying investment in stocks is equal to the weight of the former model,
where the stock weight is constant over the investment horizon. This is because the
portfolio weights for stocks in the two models become identical, due to the way we

calibrate the market price of risk in the model, where it is non-constant.

6.5.5 Comparison of Models

In Table 6.2, we are considering the wealth allocation at two terminal periods be-
tween a stock index, a bond, and the locally risk-free asset, across different levels of

risk aversion to compare the investment strategies between the models.

Affine Market Price of Risk Stochastic Interest Rate
T v Stock Bond Hedge Cash Stock Bond Hedge Cash

T=1 05 3.692 0.280 -0.416 -2.972 3.705 0.309 -0.394 -3.014
1 1846 0.348 0.000 -1.194 1.852 0.352 0.000 -1.204

2 0923 0374 0200 -0.297 0926 0.373 0.197 -0.299

5 0369 0.387 0.318 0.244 0.370 0.386 0.315 0.244

10 0.185 0.391  0.356 0.424 0.185 0.390 0.355 0.425

20 0.092 0.393 0.375 0.515 0.093 0.392 0374 0.515

T=30 0.5 3.696 -0.355 -1.059 -2.341 3.705 -0.304 -1.007 -2.401
1 1.848 0352 0.000 -1.200 1.852 0.352 0.000 -1.204

2 0924 0.689 0.513 -0.613 0.926 0.679 0.504 -0.606

5 0370 088 0815 -0.255 0.370 0.876 0.806 -0.246

10 0.185 0.950 0915 -0.135 0.185 0.942 0.906 -0.127

20 0.092 0982 0964 -0.074 0.093 0974 0.957 0.067

Table 6.2: A comparison between the two portfolio models, where the optimal portfolio choices are displayed
across different risk aversion levels for two investment horizon, 7' =1 and T = 30.
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The allocation of wealth in stocks between the two models show to marginally differ.
For a perfectly calibrated model the results should be the same because the affine
market price of risk is calibrated such that it on average will equal the constant
market price of risk. The additional assumption about affine market price of risk
can therefore make a difference in the stock allocation, if calibrated differently. In
Table 6.2, the stock allocation is decreasing in risk aversion. The effect of the in-
vestment horizon is a consequence of the simulation of the stochastic interest rate.
This analytical result is expected, and states that an investor, who is becoming more

averse to risk will reduce his allocation in stocks.

Table 6.2 should show how the bond allocations in the two models converge to-
wards each other, as we also presented in Figure 6.1. The deviations from this are
because of the imperfect calibration of the market price of risk. From the table it is
however also seen that our argument of converging hedging terms is true. At both
time time horizons, we see that the hedging terms converge towards the same values

as the risk aversion is increasing.

The result from the comparison of the two extended models is that they are al-
most identical, where our calibration makes the hedging term the only difference
between the two models. To show the effect of the calibration, the next section will

show the allocation result under an alternative calibration.

6.5.6 Alternative Calibration of the Market Price of Risk

In Section 6.5.5, the market price of risk was calibrated such the fixed part of the
market price of risk was having the largest weight, while the part which is multiplied
with the interest rate was fairly small in magnitude. This will be referred as the

base case specification.

In this section, an alternative calibration of market price of risk parameters is per-
formed. In order to determine the pure effect of changing to an alternative specifi-
cation, the interest rate is kept constant. This makes us able to calibrate the market
price of risk perfectly. We also consider the alternative calibration in the situation

with a stochastic interest rate, and its effect on the bond allocation.

The alternative specification is done by changing both \; and ;. The estimates
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under this case are the following

M =006 M\=5

Ay = 0.301 Ay = 6.5

Attaching a larger part of the market price of risk for both A\; and As, which is
multiplied with interest rate, implies that shocks to the interest rate have a greater
impact on investors portfolio choice. In order to counter this effect, investors in-

crease their long-term hedging and thereby increase the overall allocation to bonds.
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Figure 6.3: Illustrates the bond allocations of the two extended models, where the market price of risk is perfectly
calibrated under a constant interest rate, » = 0.01. The upper thick blue function is the model with non-constant
market price of risk. The lower thin blue function is the model extended with a stochastic interest rate

In Figure 6.3, there is a large difference between the bond allocations of the two
models. In contrast to our previous findings with the base specification, we here see
an increasing difference between the models’ bond allocation, when the risk aversion
is increasing. This is because the hedging terms no longer converge towards each
other, since the differential equations, A;(7) and As(7), in the model with an affine
market price of risk are more sensitive to changes in the calibration, than A;(7) in
the model which is only extended with a stochastic interest rate. As the risk aver-

sion increases, the hedging term differences become more important, as the hedging
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term will account for a larger part of the bond allocation formula.

To compare this case with the case from Figure 6.1, we will have to present Figure
6.4, where the bond allocations for the alternative calibration is based on a stochas-
tic interest rate. Due to the differences in the simulated interest rate, we cannot

perfectly calibrate the market price of risk.
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Figure 6.4: Illustrates the bond allocations of the two extended models, where the market price of risk is not
perfectly calibrated, where the interest the interest rate follows a one-factor Vasicek model.

Comparison between the two figures shows how the fluctuations increase signifi-
cantly, when the market price is highly dependent on the interest rate. The fluctu-
ations are especially severe in panel (a) of Figure 6.4, in which we can see points
through time where an investors will actually short bonds. As the risk aversion
increases, the fluctuations become smaller, which was also the case under the base
specification in Figure 6.1. However, the bond allocation converges towards the same
level as in Figure 6.3, and thereby moves away from the model only extended with
a stochastic interest rate. This is different from Figure 6.1, where the two allocation

results converged.
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Chapter 7
Suboptimal Allocation and its Costs

This chapter is focused on finding a function for the loss as a consequence of sub-
optimal portfolio allocation. The idea is to show how important it is to allocate
optimally, and thereby show that the extensions in the previous chapters are rele-

vant.

Suboptimal allocation can actually have greater importance than just represented by
the utility loss. When considering institutional investors one could also consider the
potential loss from providing a suboptimal return, which is lower than the returns
from direct competitors. Annual comparisons between pension fund’s returns and
industry rankings could potentially increase the effect of suboptimal returns. We
do, however, focus on the case where changes in the wealth from today and until its

terminal period only happens as a result of changes in the different assets and prices.

We will start by defining the loss function at a general level in Section 7.1, and
in Section 7.2 show the effect of deviating from the optimal portfolio under con-
stant investment opportunities, where we follow Munk (2013). We continue with
two specific cases. First, in Section 7.3 the loss from assuming constant investment
opportunities, when the true model in fact has a stochastic interest rate. Secondly,
we consider the loss from only extending the model with a stochastic interest rate,
when the investor should follow a model with both a stochastic interest rate and
a non-constant market price. This loss function and its results are presented in
Section 7.4.
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7.1 Loss Function at a General Level

We remember the utility function from the previous chapters

g(r,t) W=

J(W,rt) = T

which we will use, when we define the loss function. We want to obtain the same
utility level in both the optimal and suboptimal case and will therefore set the two
utility functions equal. Due to the lower utility in the suboptimal case, the investor
will have to put up additional wealth equal to W - £ to make the utility levels equal.

To find the percentage of extra wealth, ¢, we set the two utility functions equal

POV QW

1 —x 1=y
FWA+0) T =gW
=y — ﬁ
(1+4) =5
1
R
6:(%)1—7—L (7.1.1)

g’V

where we have used g = ¢g(r,t) for shorter notation, and the hat above g is used
to indicate the suboptimal case.. We can see it as the percentage of extra wealth,
which the investor will need to have when utility should be the same, as under the
optimal strategy. We can switch the sign and we will have the loss function. Then
will £ instead be the percentage of wealth, which the investor will pay for having the
optimal investment strategy instead. The idea is similar to the certainty equivalent

and risk premium, which we presented in Section 2.2 about utility and risk aversion.
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7.2 Suboptimal Allocation for Constant Investment

Opportunities

The model under constant investment opportunities has been solved in Chapter 4.

From this model, we have the function

v—1 1
- 7“+2_||>\||2 (T'-)
gir,ty=e 7 7 ,

which we will use as our optimal case. For some suboptimal case we have

-1
- 7 <'r+7r0/\—17r202> (T—1)
jrt)y=e 7 2 ,

where the portfolio weights, 7, can be set to different values to illustrate the con-
sequences of suboptimality for extra wealth needed. When having both of these
functions we can substitute them into the general description of the loss function.
We can thereby calculate the function which will represent the loss from not follow-

ing the optimal allocation result. By substitution, the loss function will be

1
—1 1 v -1 N\ 1 _ ~
_fy <T+2_H)\|2> (=) *Py <r+7ra)\z7r202> (T-t) 1=
(= e v le 7 2 -1
! g
T+2_||)\H2 (T—t)— (r+7r0)\§ﬂ'202> (T—t)
1
(2—||)\||27ra)\+%77202> (T—t)
=m0 _ g (7.2.1)

This loss function shows the loss from choosing an allocation which is different from
the optimal allocation in Equation (4.3.5). The effect of suboptimal allocation does
of course vary with the values of the other parameters in the loss function. We
focus on the risk aversion and the time horizon. The loss for different levels of risk
aversion is illustrated across deviating portfolio weights in panel (a) of Figure 7.1.
Similarly, panel (b) of Figure 7.1 shows how the loss varies across portfolio weights

for different lengths of the time horizon.
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From the panel (a), it is clearly seen that under the presented levels of risk aver-
sion, an increasing deviation will lead to an increasing loss. This increasing effect is
getting even stronger, as the risk aversion increases. The same effect is seen for an
increasing time horizon. The optimal portfolio does not vary, as time is irrelevant in
the model with constant investment opportunities, but time definitely has an effect
on the loss from deviating. Intuitively, it makes sense that an investor who invests
suboptimally for several years will have a greater loss than an investor, who only
invest for one year. We therefore have that, for the same deviation, an investor with
a high risk aversion, and a long time horizon will have a greater loss than an investor

with a lower risk aversion and a shorter time horizon.
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Figure 7.1: Loss at different levels of risk aversion and different time horizons. Panel (a) illustrates the additional
wealth for different risk aversion levels across different portfolio weights. Panel (b) presents the additional wealth
for different time horizons across different portfolio weights. Both are based on Equation (7.2.1) with o = 0.2 and
A=0.3.

7.3 Suboptimal Allocation in a Stochastic setting

We have extended the model with constant investment opportunities by introducing
a stochastic interest rate. This new model is now assumed to be our optimal case.
It is therefore interesting to see how the investor’s wealth will behave if she does not
recognize that the stochastic model is in fact the correct model. From Section 7.2 we

expect the loss to be dependent on risk aversion and investment horizon. The loss
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function will also show if the extension of the model actually has a notable effect.
The loss under a stochastic interest rate has also been considered by others. See for
example Larsen (2010) who calculates how a local bias under a stochastic interest

rate will lead to a wealth loss.

We know from the general finding of the loss function that we will need the two

different expressions of g(r,t). They are both of the form

g(r,t) = exp { 1- 7AO(T —t)+ ! ; 7Al(T — t)r} ,

and it is then the ordinary differential equations which makes the difference. From
Chapter 5 we have the optimal case, and the ordinary differential equations are

therefore already given as

Ay (1) :l(l —e ")

A<>=/ oA (st [0 ) e+ [T e o)

The next step is to find the ordinary differential equations in the suboptimal case.

7.3.1 Ordinary Differential Equations for the Suboptimal Case

We use the model with constant investment opportunities as our suboptimal sit-
uation. For the suboptimal case, we will have to evaluate the suboptimal port-
folio weights under the optimal assumptions. We will therefore use the portfolio
weights from the model with constant investment opportunities, which previously

for a CRRA-investor were defined as
1
m(W,t) = ;(g(rt,t)T)_l)\,

but they will be substituted into the HJB equation from the model with a stochastic

interest rate. For convenience, it is here restated:
oJ 1 2
0= Supy 5, —(W,r,t) + J.(W,r, t)k[r —r| + §JM(W, r,t)|lo |

+ Jw(W,r, )W (r + " a(r,t)A) + JWW(W r, ) (W2n g (r,t)a(r;, t) )

+ Jow (W, r, t)a',,WTrTg(r, t) }
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Instead of maximizing by differentiating with respect to the portfolio weights we
will simply substitute in the suboptimal weights from the model with constant in-
vestment opportunities. After substitution, the volatility matrix in every term will

cancel out. We thereby have the new partial differential equation

1 1.
0 _g—i(W, rt)+ J.(W,r t)s[F —r] + §J,«,.(VV, )| o ||+ Jw (W, r, )W (r + ;)\T)\)
1 2 L 2 1 ST
+§JWW(W,7’,25) W 77||)\|| + Jow (W, r,t) Wg)\ o, .

The same utility function is assumed and we therefore have the same partial deriva-
tives as when we considered the stochastic interest rate model. They are given in

Equation (5.5.2) and written here again:

Jw(Wit) =g W=
Jww (W, 1) = =g W1

oJ ORI
E(VV; rt) = 1 _797 lgtwl K
J(Wor,t) = 72— g,

Wiy T
T (Wi t) = 2 — (V=199 + 9" " Gur)

Jow (W, r t) = vg g, W

With these partial derivatives substituted into the equation, the following expression

is obtained

0 =1 Z g lgW T + %g%lgrwlﬂm[f —r]
1LyWi= PO o 1.
31— (v =1)§"7%0 + 3" g llo P +g"W W (r + aATA)

| RN 1< JUVEE DR, I

- 5’797W 71 (W2—2H)\H2> + v g WTW = AT o,
v g

where the wealth, W1~ is removed, as it is part of all terms. The equation is

reduced to

. 1

G geRlF =]+ 21—~ (v =1)9"2G; + 3" ' Grr) llo,|I?

0 =139+
-

1. 1 - R
+47 (r + —/\TA) — ' —[IAP+3" g A T o,
gl 2y

I—7
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We use the same partial derivatives of §(r,t) = g. We can reduce the derivatives by
defining g = exp {PT”AO(T —t)+ 1_771211(7’ - t)r} and present them as

0% (0= io) 5

This changes the partial differential equation, as it now contains both /16(7) and
Ai()

] 1_7 G A ~ YA 1_7A AT
0= g7 (— rAl(T) 4+ Al (T )-g+ g7 (—A T)-g/m“—r
— e+ Ay ) g+ g (A ) sl -]
1y 1—7 ?
- 1) g72 A Ch 2
+21_7<(7 1)g (( > Al(T)) 9))HUTH
1’7 (71((1_)A )A) 2A< 1AT> N N
= —FA g ) o+ (r+ =X A ) =g —]|A
57 7 7 (1) o] 5 27” |

) )) 9T o,

We divide the equation by g. Where it is not present we will raise ¢ to the power of
—1. As a result there will be §7~! as a part of every term. The equation is therefore

divided by 77!, as a second part of this step

0= - (—1;7(7%21’1(7) +Ag(7))) + (1 _7211@)) KlF — 1]
i !
2

T (w -1 ;”&(T))Q) o

1 1 . 1—~ - .
+ <T + —}\TA) — —|IAIIP+ ( 7Al(r)) Ao,
v 2y o

—_

The next step is to reduce the equation by multiplying the fractions and parenthesis
containing the risk aversion parameter, 7. Following this, the reduced equation is

rearranged such that terms related to the interest rate are gathered

A 1—72 A 11— 1. 1+
0=— Ay(r) + (m: +— VATUT) Ayr)+ — 7A§(T)||a,.||2+7\u 5 A

—rAy(r) — A (T)kr + 1.
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The equation is then divided into two differential equations. They are
Al _1 3112 1=y A L—7v 4 2
Ay(7) —EIIAII + | AT+ TA o | () + —5—Ai(7)llov |

~

Al(r) =1—- A1<T>Ii,

which are almost similar to our previous ordinary differential equations from the
optimal case. The only difference is the last term in the equation for Af(7), which
no longer is divided by . Due to the high degree of similarity to our previous
equations, we simply state the solutions to the above system of ordinary differential

equations:

Ayr) = (1= ™)

1« 1— . —A
Ao(T) :a”)\‘PT + (HT+ Tf}/)\TUT> 7-71(7-) (731)
+ 1 7” H2 T A1<T> o A%@—)
2 " K2 2K

7.3.2 The Loss Function

We have all the necessary information to determine the additional wealth needed
to obtain the same utility level, when using the model with constant investment
opportunities, even though the interest rate is stochastic. The general loss function

is given in Equation (7.1.1), and we have the form

g(r,t) =exp {1 ;WAO(T —t)+ ! ; fyAl(T — t)r} :

By substitution of g(r,t), we will have the loss function

= exp {AO(T —t) — Ag(T —t) + AT — t)r — A(T — t)r} 1

By comparing definitions of A;(7) from the optimal case in Equation (5.5.5), and

A (7) from the suboptimal case in Equation (7.3.1). The similarity is clear, and

88



CHAPTER 7. SUBOPTIMAL ALLOCATION AND ITS COSTS

they therefore cancel out. The loss function is reduced to
0 = exp {AD(T — ) — Ay(T — t)} _1,
and it is then the definition of Ay(7) and Ay(7) that makes the difference. Again

refer to the optimal case in Equation (5.5.6) and the suboptimal case in Equation

(7.3.1) for definitions. Most terms cancel out, and the loss function is reduced even

further
_ l—x o T—Au(r)  Al(7)
{ =exp { 2 ol < p o

1—7 r— A7 A2(r
o -||ar||2( o) A )) }—1-
K K

Since A;(7) and A;(7) are equal. We choose to write them both as A;(7) and can

simplify the function

{5 (A 4} )

1
We can use the definition A;(7) = —(1—e7"7) and substitute it into the loss function
K

£ = exp { (% _ 1) 1_77 . HmH?(””T - %‘ ) [ _QZ:T)2) 7«} ~ 1. (73.2)

We have hereby defined the loss function from following the suboptimal allocation

result from the model with constant investment, when the interest rate is in fact

stochastic.

7.3.3 Interpretation and Implications of the Loss Function

In this section, we have found an expression for the loss, which an investor incurs
when she is applying the incorrect portfolio model given the assumptions of the mar-
ket variables. Specifically, we have considered the scenario where the investor uses
the portfolio model strategy with constant investment opportunities. This choice is
evaluated under the assumptions of the optimal investment strategy with a stochas-

tic interest rate.

In this analysis, we would expect that an investor committing the same mistake

over a longer investment horizon would incur a larger welfare loss, implying that the
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welfare loss must be increasing in the investment horizon. However, the impact of
risk aversion is not clear cut from the loss function mathematically defined above.
Therefore, we use the historical estimates from the numerical analysis in Section

5.6.3 to illustrate the welfare losses in Figure 7.2.
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Figure 7.2: Illustrates the percentage of additional wealth needed for different values of risk aversion parameter,
v, for a CRRA-investor over an investment horizon of 30 years. The numerical results are based on the historical
estimates previously used.

First, we consider the effect from the investment horizon on the additional wealth
needed when using a suboptimal portfolio choice under this scenario. Figure 7.2
displays the percentage of additional wealth needed for different levels of the risk
aversion, v, over a investment horizon of 30 years. It is increasing in the investment
horizon, which aids to the analogy of an investor, who has suboptimal investment
strategies over a longer period of time will be punished more by committing to the

same mistake for several periods.

The effect of risk aversion was unclear from Equation (7.3.2), but Figure 7.2 shows
that the welfare loss is increasing in risk aversion. The increase in the additional
wealth needed, as the risk aversion increases, is because the investor uses the subop-
timal model with constant investment opportunities. In the optimal model with a

stochastic interest rate, the investors will hedge more as the risk aversion increases,
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but the investor does not hedge in the suboptimal scenario and is punished for
this lack of hedging. The needed wealth is increasing for higher levels of ~, since
the hedging significantly increases, but is absent under the model with constant

investment opportunities.

7.4 Loss when Assuming Constant Market Price of
Risk

This section calculates the loss from only following the first extension with a stochas-
tic interest rate against, when the true models is the second extension, where the
interest rate is stochastic and the market price of risk is non-constant. The first
model is assumed to yield a suboptimal allocation result, whereas the second model

is assumed to be the true model and thereby give the optimal allocation result.

7.4.1 The New Set-up and Ordinary Differential Equations

The utility function and the wealth dynamics are the same as in Chapter 6. The
definition is different for some of the wealth matrices. However, in matrix form, we

will have the same HJB equation to solve

0= sgp{%(l/l/, rot) + J(W,r t)(k[F —r]) + Jw(W,r, )W r + & a(r, t)A]

1
+ §JWW(VV, T, t)WQﬁ'Tg(r, t)a(r, 7w + Jaw (W, r, t)UTWfFTg(T, t)

1
+ Sl P (W, t)},

with the terminal condition g(r,T") = 1. The suboptimal portfolio weights from the

case with constant market price of risk are

A—lar T\-13 7_107“ Ty=1 [ 9r _
W—,Y(:(t,t)) A+ 5 ((re, 1)) <O>b(T t).
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We substitute them into the HJB equation and reduce the expression by multiplying
a(ry, t) into the parentheses such that

aJ . 1.
0 :E(W, rt) + J,(W,r t)s[r —r] + 3 (W, r, )02
~ ~ 1~ —1 _ -
+ Jw(W,r,t)Wyr + Jw (W, r, t)W, (§ATA 2 > (A + M\r)b(T — t))
1. 1 orse — 1) 1y—1 -
+ 5JWW(W, ) W2 <<¥>\T>\ + %afb(T — 1)+ 257 . o Mb(T — t)))

) 1. 41
— Jow (W, r, ) Wsa, (;)\1 +1 (T - t)) .

We use the partial derivatives which are similar to the ones before in the case with
non-constant market price of risk. They are:

~

Jw(Wrt) = W™
Jww (W,r,t) = —g"W =
27
ot 1—x
7 _ 7
J’I‘(W T, t) — 1

W,rt) = g rgWw

qgw

A YW= JOVEDN a1 A
Jrr (W, t) = T (v =132 + 9" 4rr)

T (W, r,t) = 7§ L g, W,

The derivatives are substituted into the partial differential equation and it is seen
how W=7 appears in every term. We therefore divide the equation with W=7 to
remove it. After substitution, the partial differential equation is

0=

Voay—1a PSS P 1 i 167262 + 6715 2
A s A Y T]+2—1_7((v )5 25+ 5 G ) 0

1z -1 - <
+ fﬂr + g’y <;>\T>\ + 7 ~ Jr()\l + AlT)b(T — t))

L. lope (=12, 2 y—1 o
_5797 (?)\ )\‘i‘TUTb(T—t) +2 e o Mb(T —t)

1: —1
— 79" g,0, <;)\1 + 7 5 o.b(T — t)) ,

Again, we use the definition

A -y, - 11—y
= Ag(T —t A (T —t — A
9= {F= AT = 0 F AT - 0 P (e
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to find the partial derivatives and to shorten the expression for the derivatives

09 1 - 1, A ~
(-2 (5t + i) + A ) -9

:
P~ (it + Aaln) -4

82§1_ 1_—7AT Ay (7)r 2 1_7A7- -
a——(( () + ) )+ 1 >) 5

After substitution, it is seen how we can remove § and afterwards remove 7! from
the partial differential equation. Following the same procedure, as in the previous
chapters, we can continue by multiplying parentheses. This simplifies the expression
by removing several of the risk aversion terms. After these four steps, the partial

differential equation is given as

0—— %M;(T) A7) = AL(T) + (A + As(r)r)R]F — 1]

1(y =12 ; 2 5, 1 (l=q/; ; 2 2
o <A1 (1) + AQ(T)T) s+ s\ <A1 (1) + AQ(T)T) + Ay(7) | o
R _ _ _ A _ 2
+7r+ 13a +2 10T()\1 + Ar)b(T —t) — Lama- ua,’%b(T —t)?
v g 2y 2y

-1 . . ~ 1. -1
— 2727 o Mb(T —t) + (v — 1)(A1(7) + Ax (7))o, (;)\1 +1 5 o.b(T — t)) :

The vectors for the market price of risk were in the suboptimal and optimal case

defined as
(A A+ A
A= and A= (T
/\2 /\2 + /\27"
which makes it possible to write out some of the terms in the expression above. We

will use the result

XTA = 5\1/_\1 + 5\25\2 + 5\15\17’ + 5\25\27”,
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which is substituted into the expression. The expression is now

o:—(gﬁ%wwwﬁw>+A%>> (Aa(r) + Aa(r)r)nlr =1
_%(7;1)2 (AI(T)+A2 2 % ( 77 1212(7’)7“)2—1—1212(7')) o’
Yt (7 </\1/\1 NI VS VIS V5 WA VO W ) </\1 + /\17“) b(T — t))

L ore (y—1
L W Gt TN R Rk N 0 SR
2y 2y 2y

4%7—DMﬂﬂ+Axﬂﬂm(%A ”;1WMT—0).

The equation can be rearranged by isolating the terms depending on, if they are

related to 72, r, or not related to the interest rate

Loz (y =174 L —~
0= 572 a4(r) = Aatryrtn = L R eyo 4 2D gy
R R R —1)? . R
+r —rAl(1) — Ay (T)kr + Ag(T)rKF — —(7 ) (T

L1 ) 1 1. - 1. -
,yAl( )AQ(T)TO'? + 7 )\1T0'Tb<T - t) + —>\1)\1T + —)\2/\27’
Y Y Y

+ (v — 1) Ay(1)r0, <%A g ; 10rb(T - t))

i R O Vel 1 1
— Ay(7) + Ai(7)wT — TA%(T)UEJF?%( 7)oy +7A2( 7)oy

f)/_

1< 1. < 1. < 1 14 —1)2
+ )\1O'Tb(T — t) + —/\1)\1 + —>\2>\2 — —>\T>\ — uafl)(T — t)z
gl gl 2y 2

g

— 10Tb(T - t))

v

_27_
2y

1 - A 1-
o Mb(T —t) + (v — 1) Ay (7)o, (; 7

From the rearranging above, the partial differential equation can be divided into
three ordinary differential equations. As before, we want an expression for 1216(7'),

A’ (1), and A)(7). We find these from the equation above, and simplify the expres-
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sions for ordinary differential equations such that we can write them as

AY(7) = = 2A45(7)k + (1 — ) A3(7)0?

v—1

- 1/ - .
Al(r) =1+ 5 <A1>\1 + /\2)\2> +

+ <m~r o, (7 L W 1>2orb(T - t))) Ay(7)

Y g

~

1- -1 n 1—7~ -
Ai(r) = {m’ + (v — 1o, (;)\1 + 7 5 o.b(T — t))} Ay(1) + TVA%(T)JE
-1

1.
+ §A2(7)af +1

—1)? I e 1o 1. -
_0=b 20T — 1) — —XT A+ =X+ = )o,
2y 2y 8 v

_ -1 -
Mo (T — 1) — L= 20 \b(T — t)
Y

where we still have the condition Ay(0) = A;(0) = A3(0) = 0 to satisfy the terminal
condition g(r,T") = 1. Following Appendix C.3 in Munk (2013) a system of ordinary

differential equations of the form

AL(T) =a — bAy(T) + cA3(T)

Al(T) =d + fAs(7) — <%b — CAQ(T)) A (T)

with the initial conditions A;(0) = A(0) = 0, will have the following solutions

2a(e’” — 1
A pu—
() = e =D 12
d 2 (/2 — 1)

A=A e ) v ey

with v = v/b? — 4ac. From the system of ordinary differential equations it is seen
that a = 0. For the differential equation A}(7) the result is therefore Ay(7) = 0.
With this result, the solution for A/l(T) will be simplified. The differential equation
for A (7) will fit into the form A)(7) = d — 551211 (1) and we can use the solution,
which was also used in Section 5.5.2, with

; (1 — e_%bT> )

| =

Al (7') =

N
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From the equations we define

1.
Mob(T—t) and b= 2k.

1 /7~ ~ " o~
d=1+ (A +Aaka) +
The solution is thereby

—1 (1—e ")

K

~ 1 /7~ ~ A~ ~

Au(r) = (1 + (ml + AQAQ) + 120 b(T — t))
Before the calculation of the percentage of additional wealth needed, a solution to
the differential equation Afj(7) must also be found, as it is part of the loss function.

To find the solution we refer to Section 5.5.2, where we defined
Ao(r) = / A (5)ds.
0

This is combined with A, (1) from above. Before using the integral, 1212(7') is removed,
as it is equal to zero. For the integration we again use the results

/OT Ay(s)ds = =1 g /0 A2(s)ds =

K

T—A(r)  AlT)

K2 2k

such that we can write the equation

. —1- _
Ao(r) =L X0, b(T — t)7 — 2

1 - —1)?
o Mb(T —t)T — wz—)afb(T —t)*1

Y Y v
1 ere 1. - 1. - 1— —A A?
— —ATAT‘F —)\1)\1’7"{' —)\2)\2’7‘+ 70‘3 T 1(T) — 1(T)
27y ¥ 0 2 K2 2K

+ |:/€T’+ (7 — o, (%Xl +2 ; Lob(T — t))] T A

K

7.4.2 Calculation of the Loss

We can calculate the loss from following the model in Chapter 5, when the true model
is given in Chapter 6, where the market price of risk is non-constant. The three
necessary ordinary differential equations for the suboptimal situation are defined
above, and we are thereby halfway in having the necessary information to calculate
the loss function. With the general definition from Equation (7.1.1), the form of

g(r,t), and the result A,(7) = 0, we can define the loss function as

{=exp {A0<T —t) = Ag(T = t) + (AT — t) = A(T — t))r + %A2(T - tw} ~ 1.
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Two of the three ordinary differential equations for the optimal situation are defined
in Equation (6.4.3) and Equation (6.4.4). The solution to Aj is still missing. The
integrale of the ordinary differential equation Ajf, is complicated and even though
Kim and Omberg (1996) show that a solution to a similar system exist, we follow
Moos (2011) and choose not to calculate the closed-form solution. The expression
for Aj will not be easy to interpret and we therefore use numerical integration to

determine the value of Ay. See Appendix C for justification of this approach.

As there is no closed-form solution to the loss function, we go directly to presentation

and interpretation of the estimated loss.

7.4.3 Interpretation and Implications

In this section, we again consider a loss function for an investor who is employing
a suboptimal model. In this case, we are considering an investor who uses a model
with a stochastic interest rate and a constant market price of risk. The investor’s
strategy is evaluated under the optimal assumptions of a investment strategy with

a stochastic interest rate and a non-constant market price of risk.

As in the previous analysis of a loss function in Section 7.3.3, we expect that an
investor who is using a suboptimal investment strategy consistently over a longer
investment horizon will have an additional amount wealth needed to obtain the
same utility level. The effect of risk aversion is again difficult to back out from the
loss function expression. Especially in this case, as we do not have a closed-form
solution. However, in Section 6.5.2 it was shown that the amount of wealth invested
in stocks and bonds was approximately close to each other between the two models.

The difference was due to the amount of hedging an investor required.

In Figure 7.3, we can see the behaviour of the loss function across investment horizon
and risk aversion levels. This behaviour confirms that the percentage of additional
wealth needed is increasing in the investment horizon, since making a suboptimal

choice of investment strategy consistently, naturally builds up a loss as time passes.

The wealth needed is decreasing in risk aversion, and this result is the opposite
of the former loss function. This is quite a surprising result, but a decomposition of
this result can be useful. As mentioned earlier, the two investment strategies yield
almost the same amount of wealth allocated to stocks and bonds, but there was a

discrepancy between the strategies in terms of the hedging required. The hedging
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Figure 7.3: Illustrates the additional wealth for investors who are assuming a constant market price of risk, while
it is non-constant under the optimal assumptions. The additional wealth is displayed for different levels of risk
aversion over an investment horizon of T' = 30.

term under the model with stochastic interest rate and non-constant market price of
risk is slightly more complex than its comparable in the model only extended with
a stochastic interest rate. This implies, that the surprising effect of risk aversion

could originate from the hedging terms.

In Table 6.1, the hedging term of the optimal investment strategy is decomposed,
where it is seen that the differential equations A;(7) and Ay (7) are decreasing in risk
aversion. For the suboptimal case is Al(r) also decreasing in risk aversion. A com-
parison shows that the decrease in these elements makes them converge towards the
same value. As they are converging, the difference in the hedging term will decrease,
and the two models are thereby coming closer in their allocation. Therefore is the
percentage of additional wealth needed for a highly risk averse investor minimal.
This is why the wealth needed is decreasing, when the risk aversion is increasing.
The high degree of similarity in the allocation results is a consequence of the cali-
bration of the models. When the model is extended with the market price of risk as
a function of the interest rate, the model is calibrated such that the market price of

risk on average will match the constant values for \; and Ay from the previous model.
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Besides the calibration of the model, there is another issue with this calculation
of welfare loss. To simplify the problem, we have used a constant interest rate for
the example in Figure 7.3. Due to the calibration, this makes the portfolio weights
very similar, despite the hedging term. Presenting the loss with a stochastic inter-
est rate would lead to fluctuations in the result, as we saw in Section 6.5. This
is because the stochastic interest rate brings the market timing element into the

investor’s allocation strategy.
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Chapter 8
Numerical Example

In this section we will focus on a specific investor. For this investor we will compare
the findings in the three dynamic allocation models, and afterwards estimate the
loss from choosing the suboptimal solution. We assume one specific institutional
investor with an investment horizon of T' = 30, and a risk aversion of v = 2. The
rest of the numerical values follows the historical estimates, which we introduced in

Section 5.6.3.

Following the three models, we can create Table 8.1 which present the allocation
results for the models. The allocation results are similar to those from Section 5.6.3
and 6.5. The similarity in the allocation for the tangency portfolio is not surprising,
as already described in Section 5.6.2 where the first two models are compared and

in Section 6.5.5, where the two extended models are compared. The common trends

Model Tangency Stock Bond Hedging Cash Exp return  Std
Constant 1.102 0.926 0.176 0.000 -0.102 8.33% 0.191
Stochastic 1.102 0.926 0.679 0.504 -0.606 8.88% 0.211
Affine 1.102  0.926 0.688 0.513 -0.615 8.89% 0.212

Table 8.1: Allocation results and their returns for the three different models from Chapter 4, 5, and 6. T' = 30
and v =2

are the increased hedging and the decreased cash allocation when going from one
model to another. The decrease in the allocation for the locally risk-free asset is
similar to the increase in the hedging term, as the tangency portfolio is unchanged.
The expected return is increasing, but the relative increase in the standard deviation
is even larger. The return per unit of standard deviation is therefore decreasing as

the amount of hedging is increasing, when the model becomes more complicated.
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This means that there is a lower return from following the extended models, but
comparing the result does not make sense. If one model is true, then the other two
must be false. Even though the allocation results are similar, the effect of not using
the correct model can be large. This is what is reflected in the loss functions, which

we defined in Chapter 7. For this specific case the losses are given in Table 8.2. This

Loss: Constant-Stochastic  0.000684%
Loss: Stochastic-Affine 76.44%

Table 8.2: Losses for T'= 30 and v = 2

means that the investor will have to come up with 0.000684% extra initial wealth
to match the result from the model extended with a stochastic interest rate. The
effect is even larger, when this specific investor does not extend the model with the
market price, as an affine function of the interest rate. The investor will have to
bring about 76% of extra initial wealth to match the same result. For these results
to be true, our assumed parameters and the models will have to be true. One could
set the time horizon or the risk aversion to some other level, but we here simply

assume 7' = 30 and v = 2 to illustrate how the models work.
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Chapter 9
Conclusion

This thesis has demonstrated the effect that a stochastic interest rate has on the
investor’s wealth dynamics, and how the allocation in the different asset types is
changed by this modified assumption. The model is further extended with a non-
constant market price of risk of which the effects are also analysed. To justify the
extensions, we calculate the loss which an investor faces, when she assumes a sub-

optimal allocation model.

We consider institutional investors and their focus on maximising utility only as
a function of the terminal wealth. The institutional investors are of interest, since
they are companies who have significant amounts of assets under management, and

they have a large role in the global economy.

The maximisation problem has its intuitive starting point in the mean-variance
analysis in Chapter 3, where we have described how the trade-off between return
and risk creates a frontier of efficient portfolios. From here the tangency portfolio is
part of a two-fund separation result. The idea is the same in Chapter 4, where we
introduce the dynamic multi-period model with constant investment opportunities.
The underlying assumptions are more realistic, but the allocation result is again

two-fund separation between a risk-free asset and risky assets.

We extend the relatively simple model by relaxing the assumption of constant in-
vestment opportunities. This is done by introducing a stochastic interest rate, which
is assumed to follow an Ornstein-Uhlenbeck process as in Vasicek (1977). The exten-
sion takes two different forms; one is only extending the model with the stochastic
interest rate, whereas the other extension also makes the market price of risk non-

constant. Both models have closed-form solutions to their maximization problem,
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which we go through by solving a Hamilton-Jacobi-Bellman equation. The alloca-

tion results are similar, but they are not identical.

In the model only extended with a stochastic interest rate, the allocation results
are different from the model with constant investment opportunities. The portfolio
weights for allocation in risky assets have a new component. Besides allocation in
the tangency portfolio and the locally risk-free asset, the investor will also hedge
the interest rate risk. This new hedging term includes the interest rate volatility
and is therefore increasing as the uncertainty about the interest rate is increasing.
The allocation in stocks is still constant over time, whereas the allocation in bonds

through the hedging term will vary over time.

The second extension of the model is making the market price of risk a function
of the stochastic interest rate, which again leads to new allocation results. The
amount of wealth allocated in stocks is still independent of time, but due to the
new definition of the market price of risk, the allocation becomes dependent on the
interest rate level. The hedging term in this quadratic model is complicated. Inter-
pretation of the mathematical result becomes complex, but an increasing volatility

for the interest rate will still lead to an increase in hedging.

To determine whether any of these extensions are relevant, we do in Chapter 7
calculate the losses from following suboptimal allocation results. This is done for
three cases, where the first situation is based on Munk (2013) and shows the situ-
ation where the dynamic model with constant investment opportunities is the true
model. The second case is a calculation from assuming the constant investment op-
portunities, when the interest rate in fact is stochastic. The third case is a numerical
calculation of the loss from only extending the model with a stochastic interest rate,

when the market price of risk, in fact, should be non-constant.

To investigate the effect of the three dynamic allocation models and the poten-
tial loss functions, we do in Chapter 8 consider all models for one specific investor
with 7" = 30 and v = 2. Under our assumptions, we do not find changes in the tan-
gency portfolio allocation across models. The new hedging term is, however, changed
across models, which leads to different returns from the models. A calculation of the
loss functions for this specific investor shows that mainly the final extension with

non-constant market price of risk is important to consider, when it is the true model.
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The overall result from the loss functions shows that it makes sense for the investor
to work with the more complicated models, if they are actually true. A simple model
cannot describe the market correctly and an investor will therefore face a loss from

basing her investments on the simple model.

The relative importance of the extensions is ambiguous. Not considering the ex-
tension with a stochastic interest rate leads to a loss, which is increasing as the
risk aversion is increasing. The loss from assuming the market price of risk to be

constant is high, but it is decreasing, when the risk aversion is increasing.

Our extensions are in the interest of the institutional investors due to the welfare
losses from suboptimal allocation. Assuming our model to be perfect would however
also lead to suboptimality, but we still expect it to be a step in the right direction.
Our findings of suboptimality are good arguments for why one should do further

research in creating a more realistic model.

We think, that further research can be within three main categories: models for
different types of investors, changes in market assumptions, or relaxing general mod-

elling assumptions.

Considering a different type of investor such as a private investor, would change
the optimisation problem, since consumption must be considered in the utility func-
tion. In addition, labour income must be a part of the wealth equation. Labour
income is, however, uncertain and the questions is whether the future income is to
be considered as risky as a stock, or as safe as a bond. Current topics in portfolio
optimisation for individuals are for example to include housing decisions, as it for
many individuals will be the largest investment in their life. The length of the in-

vestor’s life is also uncertain, which in most models is assumed to be known.

Considering different investors is not necessarily a choice between institutional in-
vestors or individuals. Other investor types could simply be either of the two groups,
but with a different objective than wealth maximisation to maximise utility. As an
example, an investor could gain utility from investments in green sources of energy.
Across investor types, there are still assumptions to relax. Among others, one should
consider how to create a model that accounts for issues such as stochastic inflation,
stochastic volatility, or other assumptions for the market price of risk. General

modelling assumptions is the third category. We also imagine further work can be
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done in making assumptions about continuous rebalancing, transaction costs, and

taxation more realistic.

Several of the ideas within the three categories are old news, but have only been
considered in isolation. The next step in research is a combination of these ideas to

come a step closer to reality.

The ideas about extensions lead to a trade-off between the amount of extensions
and the interpretation of the model. Building further extensions into an allocation
model can make it so complex that no closed-form solutions exist. Even if closed-
form solutions exist, they may be difficult to interpret, which is already the case for

our model with stochastic interest rate and non-constant market price of risk.

Even a very good model may be wrong, if the input is of low quality. It is therefore
not only a trade-off between extensions and interpretations, but it is also a question
about how good the result will be, when the input is not perfect. Imperfect infor-
mation can thereby make a good model irrelevant, as it will be wrong anyway. This
leads to a whole other research area; model ambiguity and parameter uncertainty;,

such as Maenhout (2004) does it for the uncertainty about the return process.
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Appendix A

Constant Investment Opportunities

A.1 Distribution for Stock Price and Stock Returns

dg dg 1 0%
99 gt + 29 g, 4+ =29
ot T g5, T 205

1 11
(/LStdt + UStdZt)2

dln St = (dSt)Q

(,uStdt + O'Stdzt)2

11
= (pdt + odz) — 55

11
= (udt + odz;) — Eﬁ((,uStdt)Q + (0S;dz)? + 2uo SEdt - dz;)
t
Following @Qksendal (2003): (dt)? = dt - dz; = 0 og (dz)? = dt
LT o 202 7.2
= (pdt + odz) — éﬁ((’u S; - 0) + (0°5;dz?))
¢

11
= (pdt + odz) — = —5(c*Sdt)
257

1
= (pudt + odz) — 5(02dt)

1
= (p— 502)dt +odz
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From this, the expected return between time ¢ and t + At is

Blln(Sera0/S0)] = El( — 50%)A0 + 0 (cepe = )

~N(0,t'—t)

1
=E[(n— 502)At] + Elo (21480 — 21)]
————
~N(0.t/—t)

1
= (u — 502)At

where we for the return until the terminal period have
L,
E[In(Sr/So)] = (1 — 3¢ )17
Likewise, we can calculate the variance of the stock returns

Varlin(Sus a0/ 5] =El((1 — 50)A + 0z — 2))7)

— (E[(u — %02)At + o(zi4ar — Zt)Dz

=E[((1 — 50" A + 0(zsa0 — )] — (B[ — 50"
=El((1 — 50100 + (0(z050 — )
2t~ So)AL - 0{z — )] — (El(n — £o?)AM)

=El(0(zerar — 20))? + 20— 50°) At 0 (2 = )]

~N(0,1)
=E[0®(z1a0 — 2)°]
:E[02(5t+At\/E)2]
=E[0?At]
=0’ At,

where it for the terminal period will be

Var[In(Sr/Sp)] = o*T.
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A.2 Reducing the General Hamilton-Jacobi-Bellman
Equation

From substitution we will have the equation

Jw (W, t) 1
T (W07 ) A) 7

1 2 Jw (W, 1) 1 Jw (W, 1) Ty-1
ey (g e ) e (e )

This is reduced as the matrices for the volatility cancel out

L7IW.t) = Wl (W,1) (

= W Ty (W, 1) < ﬁ) 1A

Lm0 ()

1 Jw (W, t 2
I+ o ()

- (Wt)< JWW(( )) ) Jww (W, 1)
Jw

- (- ) I+ (S Ale)
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A.3 Partial Derivatives of Potential Utility Func-

tion

Jw(W,t) = (9(t)" (1 = NW 140 W) - (1 =) 4 (g(t) W) -0
= g(t)”W_V
Jww(W,t) =0- W™ + g(t)” - _,Yw—v—l
= _fyg(t)vwf'yfl

W W) = (gt 'g W) - (1 -7
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— v y—1 7 1—v
T (W

T (W, t) = %g(r, £ 1g, (r, )W

(W) = o (= gl 726200, 0) + 007 11,1

Jow (W, t) = ~vg(r, t) g, (r,t )W
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Appendix B

Stochastic Interest Rate Model

B.1 Rewriting Vasicek’s Result for Bond Price

To ensure consistent notation and to show that the results match, we have rewritten
Vasicek’s model for an Ornstein-Uhlenbeck process step-by-step into the model,
which we work with for the zero-coupon bond price. The starting point is the result

from Vasicek (1977), which is rewritten by first changing the order of the terms

Plts.r) = exp [ 11— ) (R(oe) = 1) — (s = R(o0) = o5 (1 = 0P
P(t,5,7) = exp R(oo)(é(l — ey _ (5 — 1)) — (éu o0y,
_ 4%(1 _ ea(sw)z]
P(t.5.1) = exp| R(o)(-(1 — 7200 — (s = 1) = L2 (1 — e-ote-0;
- ea(St))r]
P(t.5.1) = exp| ~ B(oc)((s — ) = ~(1 = e™200) = £ (1 - crate-ye

1
——(1- e_a(s_t))r]

(0%

The order of the terms which e is raised to the power of are now in the order, which

we would like. Left is to switch the notation. Here we set

(s—t)=7, R(0) =Y, a=k, p=o, and
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1 AiO o2
]_ _= _— 2 2 = = r r —_ r
R(oo)l =7+ pg/a — 5p°/a” = Yoo (7"+ - 2,€2>

After rewriting using this notation the price of the zero coupon bond will be

1 o? ) 1
—Yoo | T——(1—e7"7) | — 1—e ™ "T)e—| —(1—e™"7) |1t
e oo | 7o (o) | = e | o)

where

BT — ) = S(1— e "T)

K
B _ B 2

a(T = 1) =y (T = ) =BT = 1)) + T-
_ \o,  d?
Yoo = (T+ K _252)'
B.2 Bond Price under an Ornstein-Uhlenbeck Pro-

cess

b(T —t)?

The calculation of the bond price under the Ornstein-Uhlenbeck process here is
based on method used in Puhle (2008), which we see as the most intuitive method.
For three alternative methods see Mamon (2004), which presents the same price

calculation as we do her but by using three different methods.

As we assume the markets to be complete and arbitrage-free there will exist a
unique stochastic discount factor according to the two fundamental theorems of
asset pricing. We can then write
P, =E, |:C_TPT} ;
Gt

with ¢ being the stochastic discount factor, Pr the return at time 7', and P, thereby
being the price at time t. The dynamics of the stochastic discount factor are expected
to be

T d T d 1 T \2
—rydu+3¢ Aiudzin—2% 1 5 Az du
CT Cteft u i=1 ft 1uCry =12 ft iu ,
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which makes it possible to derive the price of a zero coupon bond as

P, = E, |el ~fwwdetsi, [ Nudzia—S1 5 [ A?udu] (B.2.1)
when we assume that Pr = 1.

We then need to find the movement of the interest rate and information about
the market price of interest rate risk, \. We already know that the market price
of interest rate risk is constant. The dynamics of the interest rate is here found by
using It6’s lemma, where we use the function g = r;e. For a better introduction

to Itd’s lemma, we refer to Section 5.3.1. Here we simply use

_(90g = Og g dg
dg_<8t+'u8 +o 282>dt+03 dz,

in which we can substitute the values from the Ornstein-Uhlenbeck process and

obtain
dg _ dg  ,10% dg
dr; = (EJr(m[r—rt])a +UT28 5 dt—i—aTa dz
= (ke™ry + (K[F — r])e™) dt + o,e™dz
— (;{e"”"tf) dt + o,.e"dz;.

This dynamic can then be substituted into the expression for the interest rate 7.

We directly use the form of the expression from Puhle (2008)

T T
Yr = Yt +/ ke rdu + / o.e™dz,
t t
T T
T = rte_"(T_t) + / ke " T rdy, +/ J,,e_”(T—”)dzu
t t

T
rp =re T 4F (1 — e_”(T_t)) + O'T/ e Tz,
t

Even though method for solving for the price is based on Puhle (2008), the dynamics
for rp are however solved in a different way, as we used It6’s lemma for the Ornstein-
Uhlenbeck instead. We do this to follow the same method as when we are solving for
bond price dynamics in Section 5.3.1. Substituting the future value of the interest
rate into the price formula from equation (B.2.1) will be the next step in to process
of determining the zero coupon bond price, when the interest rate is assumed to

follow the Ornstein-Uhlenbeck process. After substitution and using the result that
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the market price of risk is constant, we will have the price function:

P =F CuSheRS +f(176_R(T_t)7K(T7t)) +or T EaliCh) I | Ldzs+or fT 2z *%)\2 (Tt)]
= t K K K t kK s
—a(T=1) _ ] F(l—e Tt — (T —t 1
:exp{(e - )Tt + ( - ( )) _5)\2(T_t)

o (T
- Ey [exp {—T/ e Tt _ 1 4 /\dzs}} )
K Jt

The focus is now on the last part of the equation as it is the stochastic part. This
is why we are only using the expectation operator for this part of the equation. We

then continue by taking the expectation of the stochastic part:

—k(T—t) __ 1 (1 — —k(T—t) _ T — ¢ 1
:exp{(e )rt_i_r( € ,i( )) —§>\2(T—t)

K K

1 T
- exp { —var [ / e Tt _1 4 )\dzs] }

(e=r Tt — F (1 —efT=0 _ (T —¢ 1
_ { Tt+r( € K( ))—EAQ(T—t)

43 + K2 2k2

This expression for the price can be simplified in such a way that we will have a

more familiar expression.

=exp {7’ <w — (T — t)) — %)\Q(T - Ao, (1 — e—H(T—t))}

K K Y
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_ e—H(T—t) o _ e—n(T—t)
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K

If we then remember the notation

_ 1 -
BT —t) = —(1 — ")
K

a(T —1t) = Yoo ((T —t) — b(T — 1)) + Z—;b(T —t)?

which we stated in appendix B.1, then we are able to simplify the price function

into the familiar expression
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B.3 Continuous Coupon Bond Price Dynamics

This appendix shows the same procedure as the previous appendix did for the zero
coupon bond. This appendix is with fewer steps showing the use of Itd’s lemma to
find the dynamics for a bond with continuous coupon.

The process of the interest rate is still the one, which we have defined in equation
(5.2.1), but the price of the bond is no longer the defined in equation (5.3.2), but
it does however come close. Based on Munk and Sgrensen (2004) the price of a
bond which pays a continuous coupon K (t) given as B, = ftT K ()BT, where BT
is the price of the zero coupon bond given in equation (5.3.2). We go directly to
the general result of 1t6’s lemma for dynamics of bond prices to avoid repeating

ourselves. Therefore, recall from Section 5.3.1:

0B 0B  ,10°B OB

With values for the Ornstein-Uhlenbeck process:

r +Or§ 972 dt—FO'r—let.

or

2
dBt=<%+n(r—rt)@ 21(9&) 0B,

As before we simply substitute in the partial derivatives

2 1 — —k(T—t) by o 2
(AU (Y g g

2K2er(T—1) K 22
1 — e—H(T—1) 1 /1 — e—r(T=t)\?
— (/@(r — rt)e—Bt — af— (e—) B, | dt
K 2 K
1— —k(T—t)
+ Oy € Btdzlt
K

The steps which then are needed are equivalent to the ones in Section 5.3.1. We

therefore simply state the result, which is

21t

T s T s
dB;, n+A1ft K(?Btorb(s—t)ds e K(;)Btarb(s_t)dsd
J, K(s)Bids [T K(s)Bsds

t t t
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where we know that o,b(s —t) = o,

T T
dB K(s)Bjopr,d K(s)Bjo sz d
t_ Tt+/\1f1; T(S) t 0T AS dt + ft T(S) t0p Sdzu
B, [, K(s)Bjds [, K(s)Bids
dB; Biogr,ds Biogr,ds
— = AM—————— | dt + —=——d
Bt (Tt + ! Btds + BtdS 1

where we now will use the notation

[T K(s)Biob(s — t)ds
S K (s)Byds

t

op(ry,t) =

to simplify the expression for the bond dynamics, which then can be rewritten as

dB;

5 = (re + Mop(ry, b)) dt + op(ry, t)dzy
t

or equivalently

dBt :Bt ((Tt + AIO-B<Tt7 t)) dt + O-B(Tt; t)dZU) .

B.4 Stock Price Dynamics

For the dynamics of stock price, we introduce a two-dimensional setup, because in
most asset pricing models we have that there are underlying processes which affect
each other, such as price processes for a different asset, i.e. a bond’s price dynamics.
Adding the time-setting adds a second standard Brownian motion. In our system,
we consider two assets, a bond and a stock where B; and .S; is the notation for each,

respectively. Let:

dB

?t = ,uBtdt + O'B’ltdzl,t + O-B72td22’t
t

ds

?t = ugtdt + 0'5'71td21,t + O_S,thZQ,t
t

where z; = (21¢) and z2 = (29;) are independent Brownian motions. And pug, =
r+1og, where ¢ is the Sharpe Ratio. Firstly, we want to investigate the correlation
between the two stochastic processes, so we derive the covariance function of these
two as follows:

Cov(X,Y)=EXY)—-EX)EY)
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Substitute in our processes:
OOUt(dBt, dSt) = E[dBt . dSt] — E[dBt] . E[dSt]

=F [(/LBtdt + 0B, dz1 + op,dzay) - (us,dt + 0g,,dz.1 + 0s,,d2o;)

— Elup,dt + op,,dz1 + 0B, dze] - Elps,dt + 0s,,dz1, + 0g,,dzo]

After multiplying

Cow[dBy,dS;) = E | puppsdt® + ppdtos,, dzy, + ppdtop,,dzy
+ o, dzips,, dt + 0p,,05,d23 + 0p,,dz1,0s,,dzy
+ op,, dzopus, dt + 0, dzo0s,,d21 + aBmaSthzgt]
— pip, prsdt®

Imposing the rules of stochastic calculus, where we remember the rules of stochastic

calculus:

dt* =0 dz-dt =0 and (dz)®=dt

Using the rules below

Cov[dB,,dS,] =E [ pppsdt: + ppdtos, dzy + ppdtos, dey + op, dzy s, dt
—_—— N —~ N N _

~~
=0

~~
=0

=0 =0

2
+05,,0s,,d21; + 0B, d21105,,d201 + O, d2agfis, dt + 0, d220s,, d21;

v ~ ~

+ UB2tUSQtdZ§t:| — pp, pugdt® .
=0

Now we can further reduce the expression to:
Cov[dBy,dS;] = Elop,,0s,,d2%, + 0p,,05,,d72)
Using the rule (dz)? = dt again, and taking expectations, we get:
Cov|dBy,dSy| = op,,05,,dt + 0p,,0s,,dt.
So the covariance function for the two processes is:

COUt [dBta dSt] = (UBltUSIt + 032z052t>dt

122



APPENDIX B. STOCHASTIC INTEREST RATE MODEL

In order to find the correlation function, we must first find the variances of the two

processes, dB; and dS;. Applying the variance formula to each process:
Var[X] = B[(X — E[X])*] = B[X?] - (E[X])*
For dB;:

VardB,) = E[dB?] — (E[dB])*
= E[IuQBtdtQ + aéudzit + U%Qtdz;t] — [Elpp,dt +op1,dz1 s + angtdzZt]]Q

Again taking expectations and using the rules of stochastic calculus:
dt* =0 dz-dt =0 and (dz)*=dt
Then we get:

VardBy| = E[,uthclt2 +0123’1tdt + 012372150[75] — [Elpp,dt +op1,dz1 4+ UB,gtdzZt]]g
N—— —_—
dt2=0 =0 =0
= U%,hdt + J%Qtdt — ,uQBtdt2
=0

= (0%, + 0%, )dt

This is the variance for for the bond price process. Now we want to carry out the

same procedure for the variance of the stock price:

Var,dS;| = E[u3,dt* + 02, dz;, + 02,,dz3,] — [Elps,dt + 0s,,dz1; + 0s,,dzo])?
= BluZ dt* +o2 dt + og, dt] — [Elps,dt + 0s,,dz1; + 05y, dzo]]?
—_—— N —
=0 =0 =0
=03, dt + 0%, dt — p,dt®
-0

= (03, +03,,)dt

Now that we have the variances for each processes, and the covariance between

them, we are now able to find the correlation function of the two processes. The
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correlation function is given as:

COUt [dBt, dSt]
\/VCL?’} [dBt] . VCL?”t [dSt]
(UBuo-Slt + UB2tUS2t)dt
Vo, + 03, )dt] - (03, + o2, )t

0B1,0S;; T 0By, 055,

b, 08 (08, + %)

COTTt [dBt, dSt] =

However, from this derivation of the correlation of the two stochastic processes, we
can see that when specifying the two-dimensional process [dB;, dS;|, and character-

izing the first-order local and second-order local moments, which are:
e The first-order local moments are pp, and pug,.

e The second-order local moments are the volatility coefficients (shock) coeffi-
cients op,,,08,,, 0s,,, and og,,, which defines the two instantaneous variances

and the instantaneous correlation coefficient.

From the above derivation, it was evident that the four volatility (shocks) coefficient
would give rise to the same variances and the same correlation. This implies, that
we have one degree of freedom extra by fixing the coefficients, which mean that we
choose to fix one of the volatility (shock) coefficients for the process of the bond
price, specific op,, = 0, since we want to see how the stock price dynamics are

affected the bond price dynamics. So we can simplify our two processes as such:

—— = pp,dt + op,dzy — ps,dt + os,(prdz1e + /1 — p?dza)

where p; is the correlation between the market returns of stock and bond. Now we
can again define the new instantaneous variances and the instantaneous covariance
of the newly defined stochastic processes. Now using prior definition of ug, = r +
tog, we can obtain the same stock price dynamics as in Munk (2013), which are

represented by the following process:

dS,

< = (r+yos)dt + o5, (pda + V1 = pPdz)
t

This shows the dynamics of the stock price, where the drift term is defined as a
mean return with addition of the Sharpe ratio with risk adjustment term, and the

volatility term is defined as the correlation between stock and bond market returns.
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Further, in this appendix we want show the relationship between the processes.

Firstly, we consider the instantaneous variance of dB; is:

VardB;] = E[(pup,dt + aBtdzlt)Q] — [Elpp,dt + UBtdzlt]]Q
= Blup,dt* +op,d=1y) — [Elug,dt + op,day])”
—— \\6_/
-0 -
= 0]23tdt — uQBtalt2

0

= O‘?Bt dt
And the same is done for the instantaneous variance of dS;:

VardSy| = El[us,dt + os,(prdz1s + /1 — deth)]Q]
— [Elus,dt + os,(prdz1s + /1 — pdeQt)]]z
= E[uétdtz +J§t (pedzyy + /1 — pfdzgt)z

——

=0

— [Blus,dt + os,(pdz1 + /1 — p?dzy)]]?
~——— — —

=0 -0
= agt(ptdzlt + /1 — pidzy)? — y%tdtz
——

= Var, [U%t(ptdzlt + \/1—7,0?6&’%)2}
= o, Var [(ptdzlt + \/1—7p?d22t)2}
= 0%, [(p?dz%t +(1- p?)dzgt]

= o, (st + (1= p})at]

= o%,dt
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Next, we can also find the instantaneous covariance under this new specification:

CO'Ut [dBt, dSt] = E[dBt . dSt] — E[dBt] : E[ESt]

E[(mupg,dt + op,dz1;) (s, dt + o, (prdz1e + /1 — p?dza;))]

— E[mup,dt + op,dzy] - Elps,dt + os,(pidz1y +1/1 — p? dzo;)]
—— ~—— ~~

=0 =0 =0
- E[“BtﬂstdtQ +/'I’BtO-St (pt th;dt + V I- /)2 dz2z)dt)
=0 = =

+ o, s, dzydt +0p,05,(prdzy, + /1 — Pdeltdzzt)] — pp, ps,dt’
N—— —_——
=0

=0
= 0p,05,(pedz}, + /1 — pPdzydzy)
= Covy [aBtaSt(ptdzft +4/1— p2d21tdz2t)}
=op,05,Covy [2’1t, pedzl, + /1 — p2dzltd22t)}
This is the instantaneous covariance between the two stochastic processes, dB; and

dS;. However, we can transform the embedded covariance, which are inside the

instantaneous covariance to an embedded correlation in the following way:

0p,0s,Covy [Zu, prdz2?, + /1 — pzdzltdzgt)}

\ /aétdt . a?gtdt

CO'Ut [dBt, dSt] =

= 0p,0g,pedt

From this expression of the instantaneous covariance, we can see if op, and og, are
both positive or both negative, this implies that the instantaneous correlation is p;
between the two processes dB; and dS;, while if they have opposite signs, then the

correlation will be —p;,.
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Appendix C

Justification for Numerical

Integration

In Section 7.4.2 it is chosen to use numerical integration to estimate the loss from
choosing a suboptimal allocation. The numerical integration of Aj is done by the
Trapez-formula

It e )

where t' > t. To have a high precision of the estimation of the integral, the size of
the subintervals is set to ¢ — ¢t = 0.01. To verify the precision, the two functions
Aq(7) and Ay(7) have been estimated by the Trapez-formula and then compared to
the correct, closed-form solution. Estimation of the value at time ¢ = 3 has been
done for several sizes of the subinterval. As seen from Table C.1 the marginal effect
from a smaller size of subintervals i decreasing. At t = 3 the formula estimates
98.0511% of the actual value of Ay(7). For ¢ = 30 the estimation finds 98.0506% of
the actual value of Ay(7). Even for a long time horizon, the precision is high, and it
does not even seem to decrease very much as time increases. For A;(7) for precision

at 30 years is 99.5066%.

Subunit 1 0.75 0.5 0.25 0.15 0.1 0.05 0.01
Estimated 31.6% 38.1% 47.9% 65.3% 76.2% 83.0% 90.8% 98.1%

Table C.1: The table illustrates for 8 different subintervals, ¢’ — ¢, how much of the correct value is estimated
by use of numerical integration for ¢ = 3.
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Appendix D

R-code

All R-programs and Excel files used for this thesis can be provided upon request.

Below is the full R-code provided. We apologise in advance for the length.

Listing D.1: R-code

#Load packages

require (stargazer)

#Set working directory
getwd ()
setwd ("C: /Users/ditle /Desktop/")

#Load Excel file AUM DK WW
AUM.df < data.frame(AUM DK WW)

#Use stargazer

stargazer (AUM.df, type = "latex", summary = FALSE)

=

# PROGRAM 2 MEAN VARIANCE ANALYSIS: FIGURE 3.1 #

TRy,
T 1111111117

#CONTENT :
#Plot: Efficient Frontier of only risky asset

#Plot: Efficient Frontier of all assets

#Load Excel Mean_Variance
mean.variance.df < data.frame(mean variance)
head (mean.variance.df)

tail (mean.variance.df)

#Create plot
mv.plot < ggplot(mean.variance.df) +
geom line(aes(x = Std Dev, y = Exp Ret, col = "blue"), size = 1) +
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geom line(aes(x = SD 2, y = Exp ret 2, col = "red"), size = 1) +

x

geom point(aes(x = SD tan, y = Exp ret tan), size = 3) +

geom point(aes(x = SD GMV, y = Exp ret GMV), size = 3) +
(x = A1 SD, y = Al ret), size = 3) +

geom point(aes(x = A3 SD, y = A3 ret), size = 3) +

geom point (aes

scale x continuous("Standard Deviation (%)") +

scale y continuous ("Expected Return (%)") +

scale color manual ("Legend Title\n",labels = c¢c( "Efficient Frontier of risky <
assets ", "Efficient Frontier of all assets"),
values = c("blue", "red")) +
theme bw() +
theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),
axis.title .x=element text(size=9),
axis.text.y=element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),
legend . position= ¢(0.48,0.85),

legend .key.size = unit (0.3,"cm"),
legend . text = element text(size = 11),
legend .direction = "vertical",

!

legend . background = element rect(fill=alpha('white', 0.4)))

mv.plot + geom text(aes(x = SD tan, y = Exp ret tan, label = "Tangency Portfolio"«
), hjust=1.1, vjust=0, size = 3) +
geom text(aes(x = SD GMV, y = Exp ret GMV, label = "GMV Portfolio"), hjust«

=0.1, vjust=0, size = 3)

# PROGRAM 3 INTEREST RATES: FIGURE 5.1 #

1y

#'Varies interest rates for the years 1986 to 2016

i

#install . packages(" tseries"); install.packages("quantmod"); install.packages ("<«

ggplot2 ")

#'Neded packages

ot
library (tseries); library (quantmod);library (ggplot2)
require (tseries); require (quantmod);require(ggplot2)

=

'10 Year Treasury Constant Maturity Rate

= S

getSymbols( c("DGS10"), src="FRED")
adjyear10 < DGS10[6297:nrow(DGS10) ,]

ST
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#'3 month Treasury interest rate
#l

getSymbols ( c("DTB3"), src="FRED")
adjmonth3 < DTB3[8383:nrow(DTB3) ,]|

1

i ¥

#'30 years Treasury interest rate
1

H=

getSymbols( c("DGS30"), src="FRED")

adjyear30 < DGS30[2352:nrow(DGS30) ,]

#' Due to data issues we will have a time period with interest rate
#' with the value of zero. This is because the 30 year treasury bond

#' was discontined on February 19, 2002 and reintroduced February 9, 2006.

utils::View(adjyear30)
adjyear30[is.na(adjyear30)] < 5 #Just using a random number to avoid ommiting +

later

#Combine all three interest rates

combined < cbind(adjyear10, adjmonth3, adjyear30)

#Rename the columns

colnames (combined) < c("Tenyear", "Threemonth", "Thirtyyear")

#Inspect data

utils::View(combined)

#We still have a high number of missing data:
sum(is.na(combined$Tenyear))/nrow (combined)*100

#This is due to Federal holdidays.

#The problem is simply solved by removing days with missing values

combined < mna.omit(combined)
dataframecombined < data.frame(combined)

P < ggplot() +
geom line(data = dataframecombined, aes(x = index(combined), y = Tenyear, color<
= "Ten year")) +

geom line(data = dataframecombined, aes(x = index(combined), y = Threemonth, <«
color = "Three month")) -+

geom line(data = dataframecombined[1:4002,], aes(x = index(combined[1:4002,]), «
y = Thirtyyear, color = "Thirty year")) +

geom line(data = dataframecombined[4997:nrow(dataframecombined) ,|, aes(x = <
index (combined [4997:nrow(combined) ,|), y = Thirtyyear, color = "Thirty year<
")) +

#labs (title="Interest rates from 1986 to 2016", x="Year", y="Interest rate in <«
%", color="Treasury type")
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=9),
axis.title .x—element text(size=9),

axis.text.y—element text(size=7),
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axis.title .y=element text(size=T7),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(1,0.75),

legend .key.size = unit (0.5,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(£fill="transparent"))

p

ptlabs(x="Year", y="Interest rate in %", color="Treasury type")

# theme (axis.line element line (colour "black") ,

# #panel. grid . major = element line (colour = "black"),
s #panel . grid . minor = element line (colour = "black"),
=i panel.border = element blank (),

panel . background = element blank())

RIS

1y

#'Interest rate volatility

1y

retyear10 < log(lag(adjyear10)) log (adjyear10)
retyearl0 < retyear10|[ 1|

plot (retyear10)

retyear10 < na.omit(retyear10)

plot (retyear10)

retmonth3 < log(lag(adjmonth3)) log (adjmonth3)
retmonth3 < retmonth3|[ 1]

plot (retmonth3)

ret3 < na.omit(retmonth3)

plot (retmonth3)

retyear30 < log(lag(adjyear30)) log (adjyear30)
retyear30 < retyear30| 1]

plot (retyear30)

retyear30 < na.omit(retyear30)

plot (retyear30)

## PROGRAM 4 Simulate Sample Paths:

/

FIGURE 5.2 #

#Load packages

require (ggplot2)

#UNCTION :

## Define model parameters
ro < 0.03

theta < 0.10

k < 0.3

beta < 0.03

## simulate short rate paths
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n < 10 # MC simulation trials
T < 30 # total time
m < 200 # subintervals

dt < T/m # difference in time each subinterval

r < matrix(0,m+1,n) # matrix to hold short rate paths

r[l,] < ro

for(j in 1:mn){
for (i in 2:(m+1)){

dr < kx(theta r[i 1l,j])=*dt + betaxsqrt(dt)*rnorm(1,0,1)

r[i,j] < r[i1,j] + ar

Standard matplot :
t < seq(0, T, dt)
rT.expected < theta + (r0 theta)sxexp ( kxt)
rT.stdev < sqrt( beta”2/(2x%k)* (1 exp( 2xkxt)))
matplot (t, r[,1:10], type="1", lty=1, ylab="rt")
abline (h=theta, col="red", 1lty=2)
lines (t, rT.expected, lty=2)
lines (t, rT.expected + 2%rT.stdev, lty=2)
lines (t, rT.expected 2+rT.stdev, lty=2)
points (0,r0)

#Set up for ggplot2 plot

r.df < data.frame(r)

expected.r < rT.expected

up.limit < rT.expected + 2xrT.stdev
down.limit < rT.expected 2%rT.stdev

#ggplot2 plot
ggplot (r.df, aes(x = t, y= X1)) +
geom line(aes(col="darkpurple")) +

geom line(aes(y=X2, col = "red")) +

geom line(aes(y=X3, col = "green")) +

geom line(aes(y=X4, col = "blue")) +

geom line(aes(y=X5, col = "darkred")) +
geom line(aes(y=X6, col = "darkblue")) +
geom line(aes(y=X7, col = "orange")) +
geom line(aes(y=X8, col = "darkgreen")) +
geom line(aes(y=X9, col = "olive")) +

geom line(aes(y=X10, col = "purple")) +
geom line(aes(y=up.limit), linetype = 2) +
geom line(aes(y=down.limit), linetype = 2) +

geom line(aes(y—expected.r), linetype =
scale x continuous (" Years") +

scale_y continuous ("%") +

theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

axis.text.x—element text(size=9),
axis.title .x—element text(size=9),

axis.text.y—element text(size=9),
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axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),

legend .position= "none")

TNTeTae|

## PROGRAM 5

CONSTANT AND STOCHASTIC INVESTMENT OPPORTUNITIES #

T i i 1 i i 1 i i i i 1t i a1t it i i it i it i it i it 1t 11 11 11 11

H#CONTENT

#(i) ggplot of Efficient Frontier, Figure 5.3

#(i1) ggplot of allocation results, RA=2 and RA= 10, Figure 5.6

#(ii1) ggplot of bond allocation , constant and stochastic model, Figure 5.4
(

iv) ggplot of cash allocation , constant and stochastic model, Figure 5.5

i

#Packages
require (ggplot2)

require (gridExtra)

#Create dataframe from CSV. file

frontier.df < data.frame(Frontier Rcsv)%100
#View data

head (frontier.df)

#Efficient frontier
frontier.plot < ggplot(frontier.df, aes(x = Con Stddev, y = Con ret)) +

geom line(aes(col = "black"), size = 1) +
geom line(aes(x = Sto dev2.5, y = Sto ret2.5, col= "blue"), size = 1) +
geom line(aes(x = Sto _devb, y = Sto retb5, col= "green"), size = 1) +
geom line(aes(x = Sto dev30, y = Sto ret30, col = "reed"), size = 1) +
coord cartesian(xlim = c¢(0,20), ylim = c¢(0,10)) +
scale x continuous("Standard Deviation") +
scale y continuous("Expected Return") +
scale color manual("Legend Title\n",labels = c¢("Constant", "T=2.5", "T=5", "T«
—30")
values = c("black", "blue","green", "red")) +
theme bw () +
theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),
legend . title = element blank(),
axis.text.x—element text(size=9),
axis.title.x—element text(size=9),
axis.text.y—element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),
legend . position= "right", #c(1.0249,0.845)
legend .key.size = unit (0.5,"cm"),
legend . text = element text(size = 9),
legend .direction = "vertical",
legend . background = element rect (fill=alpha('white', 0.4)),
legend . margin = unit (0.5, "cm"),
legend . background = element rect(£fill = "black", size=0.5, linetype="<>
solid",

colour ="black"))
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4+ Bond, Cash and Hedge ###

#Load Excel file

weights.df < data.frame(weights csv)

#View date
head (weights.df)

#Plot of allocation result, RA = 10
plot .risk10 < ggplot(weights.df, aes(x = Time, y = Bond 10)) +
geom line(aes(col = "blue"), size = 1) +
geom line(aes(y = Cash 10, col="green"), size = 1) +
geom line(aes(y = Hedge 10, col="red"), size = 1) +
coord cartesian(xlim = ¢(0,20), ylim = ¢( 0.75,1.1)) +
scale x continuous (" Years") +
scale y continuous ("Fraction of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds", "Risk Free", "Hedge" ),
values = c("blue","green", "red")) +
labs(title="(b) Risk Aversion = 10") +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—element text(size=9),
axis.text.y=element text(size=9),

axis. title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.345,0.75) ,

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

#Plot of allocation result, RA = 2
plot .risk2 < ggplot(weights.df, aes(x = Time, y = Bond 2)) +
geom line(aes(col = "blue"), size = 1) +
geom line(aes(y = Cash 2, col="green"), size = 1) +
geom line(aes(y = Hedge 2, col="red"), size = 1) +
coord cartesian(xlim = ¢(0,20), ylim = ¢( 0.75,1.1)) +
scale x continuous("Years") +
scale_y continuous ("Fraction of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds", "Risk Free", "Hedge" ),+
values = c("blue","green", "red")) +
labs(title="(a) Risk Aversion = 2") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey'", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title.x=element text(size=9),
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axis.text.y=element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢ (0.345,0.75),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

#Combine plots
grid .arrange(plot.risk2, plot.risk10, ncol=2)

#Bond allocation , Constant and stochastic model, Figure 5.4

#Load excel file

stochas.df < data.frame(Stochastic analysis)
#View data

head (stochas.df)

#Bond allocation for constant model
bond.constant < ggplot(stochas.df, aes(x = Gamma, y = Con Bond)) +
geom line(aes(col = "blue"), size = 1.5) +
coord cartesian(xlim = ¢(0,20), ylim = ¢( 0.75,1.1)) +
scale x continuous("Risk Aversion") +
scale y continuous("Fraction of Wealth") +
scale color manual ("Legend Title\n",labels = c¢("Bonds"), values = c("blue")) <«
+
labs(title="(a) Constant Model") +
theme bw () +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend. title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—element text(size=9),
axis.text.y—element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.3,0.87),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

#Bond allocation for stochastic model
bond.sto25 < ggplot(stochas.df, aes(x = Gamma, y = Bond 2.5)) +
geom line(aes(col = "blue"), size = 1.5) +
geom line(aes(y = Bond 5, col = "darkred"), size = 1.5, linetype = 2) +
coord cartesian(xlim = ¢(0,20), ylim = ¢( 0.75,1.1)) +
scale x continuous ("Risk Aversion") +

scale y continuous("Fraction of Wealth") +
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scale color manual ("Legend Title\n",labels = c¢c("Bond, T=2.5", "Bond, T=5"), <«
values = c("blue","darkred")) +

labs(title="(b) Stochastic Model") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—element text(size=9),
axis.text.y—element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.82),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

#Combine plots
grid . arrange (bond . constant , bond.sto25, ncol=2)

#(iv) ggplot of cash allocation , constant and stochastic model, Figure 5.5

#Cash allocation for constant model

x = Gamma, y = Con Cash)) +
.5)

c(0.75,1.1)) +

cash.constant < ggplot(stochas.df, aes(
geom line(aes(col = "green"), size = 1

coord cartesian(xlim = c¢(0,20), ylim =

scale x continuous ("Risk Aversion") +

scale y continuous ("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c("Cash"), values = c("green")) +

labs(title="(a) Constant Model") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x=element text (size=9),
axis.title.x=element text(size=9),
axis.text.y—element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.3,0.85),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

#Cash allocation for stochastic model
cash.sto25 < ggplot(stochas.df, aes(x = Gamma, y = Cash 2.5)) +
geom line(aes(col = "green"), size = 1.5, linetype = 2) +
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geom line(aes(y = Cash 5, col = "darkgreen"), size = 1.5) +

coord cartesian(xlim = ¢(0,20), ylim = ¢( 0.75,1.1)) +

scale x continuous("Risk Aversion") +

scale y continuous("Fraction of Wealth") +

scale color manual("Legend Title\n",labels = c("Cash, T=2.5", "Cash, T=5"), <«
values = c("green","darkgreen")) +

labs(title="(b) Stochastic Model") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x=element text(size=9),
axis.text.y=element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢ (0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),

legend .direction = "vertical",

legend .key.size = unit (2, "ecm"),

legend . background = element rect(fill="transparent"))

#Combine plots

grid .arrange(cash.constant, cash.sto25, ncol=2)

IBH R s R s s e s R e e e e s R R e e e e s R R e e e e e s R ]
44 PROCRAM 6  MAIN PROGRAM FOR ALLOCATION RESULTS, PLOTS AND LOSS FUNCTION #

/ / TN 11/, /.

7 777 T T TrITT T 111171 7 T 17 T 171111171 17 177

HCONTENT

#(i) PORTFOLIO MODEL FOR BOTH MODEL 1 AND MODEL 2

#(ii) TABLE 6.1 Bond decomposition

#(iii) PLOTS for Figure 6.1, Figure 6.2, cOMPARE MODELlI AND MODEL 2
#(iv) Loss FUNCTIONS BETWEEN CONSTANT MODEL AND MODEL 1

##H# Required Packages #H#HHH#
require (ggplot2)
require (stargazer);

require (gridExtra)

4+ Interest Rate Simulation ##HH#H

## Define model parameters
r0 < 0.01

r bar < 0.01 #theta
kappa < 0.4965 #k
sigma r < 0.05 #beta

## simulate short rate paths

n < 1 # MC simulation trials
T < 30 # total time

m < 30 # subintervals
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dt < T/m # difference in time each subinterval

r < matrix(0,m+1,n) # matrix to hold short rate paths
r[l,] < ro

for(j in 1:n){
for (i in 2:(m+1)){
dr < kappax(r bar r[il,j]|)*dt + sigma rxsqrt(dt)*rnorm(1,0,1)
r(i,j] < r[il,j] + dr

###+ plot paths

t < seq(0, T, dt)

rT.expected < r bar + (r0 r bar)sxexp ( kappaxt)

rT.stdev < sqrt( sigma r~2/(2xkappa)* (1 exp( 2xkappaxt)))
matplot (t, r[,1], type="1", lty=1, ylab="rt")
abline (h=r bar, col="red", 1lty=2)

lines (t, rT.expected, lty=2)

lines (t, rT.expected + 2%rT.stdev, lty=2)

lines(t, rT.expected 2+rT.stdev, lty=2)

points (0,r0)

#### PORTFOLIO MODEL #-44#

#Function begin
gammalist = list ()
gammaVec = ¢(0.5, 1, 2, 5, 10, 20)

for(g in 1l:length (gammaVec)){

gamma = gammaVec g

#Parameters
lambda bar2 < 0.3650 #0.3650 #0.15
lambda tilde2 < 0.06 #0.06 #8.925

rho < 0.2

sigma s < 0.202

lambda baril < 0.109 #0.109 #0.05
lambda tildel < 0.067 #0.067 #2.48
tau < ¢t

b tau < (1/kappa)= (1l exp( kappaxt))
sigma b < 0.1

mu_s < 0.087

mu_b < 0.021

#r < rep(0.01,31)

#Model with stochastic interest and affine market price of risk

#ODE' s
v < 2xsqrt (( kappa + ((gamma 1) /gamma)*sigma rxlambda tildel)”2 + ((gamma 1) /<
gamma) * (( lambda tildel”~2+lambda tilde2~2)/gamma)+*sigma r"2)

A2 tau < (2x((1/gamma)*(lambda tildel”24lambda tilde2°2))x*(exp(vxtau) 1))/ ((v+
+(2*%(kappa + ((1 gamma)/gamma)+*sigma rxlambda tildel)))x(exp(vstau) 1)+2%v)

Al tau < (1+(1/gamma)=x(lambda barixlambda tildelflambda bar2+lambda tilde2)) /<>
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((1/gamma)* (lambda tildel”2+lambda tilde2°2))*A2 tau +(2/v)x*((1+(1/gamma)* (+
lambda_barilxlambda_tildel+lambda bar2xlambda_ tilde2)):*
(2% (kappa+((1 gamma) /gamma)*sigma rxlambda tildel) )+
2% ((kappa*r bar (1 gamma)/gamma)xsigma rxlambda baril)=x
((1 /gamma)* (lambda tildel~2+lambda tilde2°2)))x ((exp((vxtau)/2) 1)°2)/ ((v+(2x(+
kappa+ ((1 gamma) /gamma) *sigma r*lambda tildel)))=x
(exp(v+tau) 1)-+2xv)

A functions < data.frame (Al tau, A2 tau, v)

#Stock Weight
pi s2 < (1/gamma)=*((lambda bar2+lambda tilde2x*r)/(sqrt (1l rho~2)*sigma s))

#Bond Weight

pi b2 < (1/(gammaxsigma b))*(lambda baril+lambda tildelsxr rho/(sqrt (1 rho~2))«
*(lambda bar2+lambda tilde2#r)) +(((gamma 1) /gamma) % (sigma r/sigma b))=x (<
Al tau +A2 tauxr)

pi b2.1term < (1/(gammaxsigma b))+ (lambda bari{lambda tildelsxr)
mean (pi b2.1lterm)

pi b2.2term < (1/(gammaxsigma b))% ( rho/(sqrt (1l rho~2))x(lambda bar2+lambda <>
tilde2xr))
mean (pi_ b2.2term)

#Hedge part
pi b2 hedge < (((gamma 1) /gamma) x (sigma r/sigma b))x(Al tau +A2 tauxr)

#Mean value of pi_s2

mean pi s2 < rep(mean(pi s2), 31)

# Model only stochastic interest rate #

#Parameters:
lambdal < (lambda bari{lambda tildelsmean(r)) #0.11
lambda2 < (lambda bar2{lambda tilde2xmean(r)) #0.3666

#Stock weight
pi_s1 < (1/gamma)#(lambda2/(sqrt (1l rho~2)*sigma s))

stock weights old < data.frame(pi s1)

#Bond weight

pi bl < (1/gamma)=* (((lambdal)/sigma b) ((rho*(lambda2))/(sqrt (1 rho ~2)xsigma<
~b)))+((gamma 1) /gamma)* (sigma r/sigma b)*b tau

bond_weights_old < data.frame(pi_b1)

pi bl hedge < ((gamma 1) /gamma)x*(sigma r/sigma b)*b tau

#Fill a vector the constant stock weight

vac < rep(pi s1,31)

#Hedging importance
hedgel < pi bl pi bl hedge
hedge2 < pi b2 pi b2 hedge

139




APPENDIX D. R-CODE

#Stock Bond Ratio
ratio 1 < pi_bl/pi_si
ratio 2 < pi_b2/pi_s2

ratio.df < data.frame(ratio 1,ratio 2)
#Cash fraction

cash 1 < 1 pi_s1 pi b1l

check 1 < pi s1 + pi bl 4 cash 1
cash 2 < 1 pi_s2 pi b2

check 2 < pi s2 + pi b2 + cash 2

#Dataframe for stocks

stock weights < data.frame(pi_s2)

#Dataframe for bonds
bond_ weights < data.frame(pi_b2)

hedge weights < data.frame(pi_b2 hedge)

bond terms < data.frame(pi b2.lterm,pi b2.2term, pi b2 hedge, Al tau,A2 tau)

HE LOSS FUNCTION #4444

gain model < (1/gamma 1)# (1 gamma)/2 * sigma r~2 =

((kappaxtau (1 exp ( kappaxtau)))/(kappa~3)
(1 exp ( kappaxtau))~2/(2xkappa~3))

loss _model < exp(gain model*r0) 1

#assign (paste0 ("G", g), stock weights)
gammalist [[ pasteO("G", gammaVec|[g]) || stock weights
gammalist [[ pasteO("A", gammaVec|[g]|) || stock weights old
gammalist [[ pasteO("B", gammaVec|[g]|) || bond weights
gammalist [[ paste0("O", gammaVec|[g]|) || bond weights old
gammalist [[ paste0("H", gammaVec|g]) |] hedge weights
bond terms

gammalist [[paste0("V", gammaVec|g]) |] A functions

gammalist [[ paste0("L", gammaVec|g]) || loss model

ANNNNNNANNNANNAN

(
(
(
(
gammalist [[ paste0("T", gammaVec|g]) ||
(
(
(

gammalist [[ paste0("C", gammaVec|g]) |] cash 1

#Producing output

#Setting up dataframes

aversion.df.s2 < data.frame(gammalist$G0.5,gammalist$Gl, gammalist$G2, gammalist$«
G5, gammalist$G10, gammaList$G20)

aversion.df.s1 < data.frame(gammaList$A0.5,gammalist$Al, gammalist$A2, gammalist$«
A5  gammalist$A10,gammaList$A20)

aversion.df.b2 < data.frame(gammaList$B0.5,gammalList$B1,gammalist$B2, gammaList$«
B5,gammalist$B10, gammaList $B20)

aversion.df.bl < data.frame(gammalList$00.5,gammalist$01, gammalist$02, gammalist$«+
05, gammaList$010, gammalist $020)

aversion.df.hedge < data.frame(gammalList$HO.5,gammalist$H1, gammalist$H2, <+
gammaList$H5 , gammalist $H10 , gammaList $H20)

aversion.df.bondterms < data.frame(gammalList$T0.5,gammalist$T1, gammalist$T2,
gammalist$T5, gammalist$T10, gammalist$T20)
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aversion.df.A functions < data.frame(gammalList$V0.5,gammalist$V1l, gammalist$V2,
gammalist$V5, gammaList$V10, gammaList$V20)

aversion.df.cash.ml < data.frame(gammalList$C0.5,gammalist$C1l,gammalist$C2, <«
gammaList$C5, gammalist$C10, gammalist$C20)

new.df.A functions gamma2 < data.frame(aversion.df.A functions$Al tau.2,aversion<+
.df.A functions$A2 tau.2,aversion.df.A functions$v.2)

new.df.b2 < data.frame(aversion.df.b2)

# Selecting time periods
new.SW < aversion.df.s2[c(2,30) ,1:6]

new.BW < aversion.df.b2[c(2,30) ,1:6]
new.HE < aversion.df.hedge[c(2,30) ,1:6]
new.BT < aversion.df.bondterms[(c(1,10,20,30)) ,1:5]

### NEW THINGS TABLE MODEL 1 ###
aversion.df.b1[c(2,30) ,1:6]
aversion.df.s1[c(2,30) ,1:6]
aversion.df.cash.ml[c(2,30) ,1:6]

# Defining new dataframes
RA.SW < new.SW[1l:2,]
RA.BW < new.BW[1l:2,]
RA.HE < new.HE[1:2,]
RA.BT < new.BT[1:4,]

#Creating a Bond Table with decomposed terms
BT.05 < aversion.df.bondterms|(c(2,30)) ,1:5]

BT.1 < aversion.df.bondterms|[(c(2,30)) ,6:10]

BT.2 < aversion.df.bondterms|[(c(2,30)) ,11:15]

BT.5 < aversion.df.bondterms[(c(2,30)) ,16:20]

BT.10 < aversion.df.bondterms|[(c(2,30)) ,21:25]

BT.20 < aversion.df.bondterms|[(c(2,30)) ,26:30]
colnames (BT.05) < c("first","2nd", "hedge", "Al1", "A2")
colnames (BT.1) < c("first","2nd", "hedge", "A1", "A2")
colnames (BT.2) < c("first","2nd", "hedge", "Al", "A2")
colnames (BT.5) < c("first","2nd", "hedge", "Al", "A2")
colnames (BT.10) < c("first","2nd", "hedge", "Al", "A2")
colnames( < cf

.20) "first","2nd", "hedge", "Al", "A2")

#(11) TABLE 6.1 Bond decomposition

BT.table < rbind(BT.05,BT.1,BT.2,BT.5,BT.10,BT.20)

# Stargazer table output

BT.table.latex < stargazer(BT.table, summary = FALSE)

#Creating a table for comparison between the models

#Setting up the table

dim(RA.SW) = c(length(RA.SW), 1)
dim(RA.BW) = c(length(RA.BW), 1)
dim(RA.HE) = c(length(RA.HE), 1)

Sw.df < t(RA.SW)
BW.df < t(RA.BW)
HE.df < t(RA.HE)

SW.t1.df < data.frame(SW.df[,1])
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SW.t30.df < data.frame(SW.df[,2])
colnames (SW.t1.df) < c("Stocks")
colnames (SW.t30.df) < c("Stocks")

BW.t1.df < data.frame(BW.df[,1])
BW.t30.df < data.frame(BW.df[,2])
colnames (BW.t1.df) < c("Bonds")

colnames (BW.t30.df) < c("Bonds")

HE.t1.df < data.frame(HE.df[,1])
HE.t30.df < data.frame(HE.df[,2])
colnames (HE.t1.df) < c("Hedge")

colnames (HE.t30.df) < c("Hedge")

SW.rbind < rbind(SW.t1.df,Sw.t30.df)
BW.rbind < rbind (BW.t1.df,BW.t30.df)
HE.rbind < rbind (HE.t1.df,HE.t30.df)
Cash.df < 1 8W.rbind BW.rbind
colnames (Cash.df) < c("Cash")

check.df < Cash.df + SW.rbind + BW.rbind

new. table .PF < cbind(SW.rbind ,BW.rbind ,HE.rbind ,Cash.df)

#(iii) Table 6.2 for comparison
new. table .PF.df < new.table.PF
#Table Solution

PF.table.latex < stargazer(new.table.PF, summary FALSE)

#Labeling to print
rownames (BW.df) = colnames
(sw.df) = colnames
(HE.df) = colnames(RA.HE)
rownames (SW.df) = ¢(0.5,1,2,5,10,20)
(
(

RA.BW)
RA.BW)

(
(

rownames

rownames

rownames

BW.df) = c(0.5,1,2,5,10,20)

rownames (HE.df) = ¢(0.5,1,2,5,10,20)

#Print

SW.df # Stocks at T= 1 and T=30
BW.df # Bonds

HE.df # Hegde term

Figure 6.2 #
head (aversion.df.bl)
head (aversion.df.b2)
# Bond Plot for RA = 1 #
bond.plot.1 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$01, col = "blue")
size = 1.2) +
geom line() +
geom line(aes(y = gammalList$B1, col = "green"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$Bl, ymin—gammalList$01, linetype = NA), <«
fill="pink", alpha=.3) +
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coord cartesian(xlim = c¢(0,30), ylim = ¢(0.25,0.75)) +

scale x continuous (" Years") +

scale y continuous ("Fraction Of Wealth") +

scale color manual("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ), «
values = c("blue", "green")) +

labs(title="(a) Risk Aversion = 1") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),
axis.title.x—=element text(size=8),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),
legend . position= "none", # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend .background = element rect(fill="transparent"))
bond. plot .1

# Bond Plot for RA 2
bond.plot.2 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$02, col = "blue")
size = 1.2) +
geom line() +
geom line(aes(y = gammalList$B2, col = "green"), size = 1.2) +
geom ribbon(aes(x = t, ymax—=gammalList$B2, ymin—gammalList$02, linetype = NA), <
£fill="pink", alpha=.3) +
coord cartesian(xlim = c¢(0,30), ylim = ¢(0.25,0.75)) +
scale x continuous("Years") +
scale_y continuous("Fraction Of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ), «
values = c("blue", "green")) +
labs(title="(b) Risk Aversion = 2") +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),

axis.title .x=element text(size=8),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),

plot . title=element text(size=9, color="black"),
legend . justification=c(1,0),
legend . position= "none", # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),
legend .direction = "vertical",
legend .key.size = unit (2, "ecm"),
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legend . background = element rect(fill="transparent"))
bond. plot .2

# Bond Plot for RA = 5 #
bond.plot.5 < ggplot(aversion.df.bl, aes(x = t, y = gammalist$05, col = "blue") ,+
size = 1.2) +
geom line() +
geom line(aes(y = gammalist$B5, col = "green"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$B5, ymin—gammalList$05, linetype = NA), <«
£ill="pink", alpha=.3) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0.5,1)) +
scale x continuous("Years") +
scale_y continuous ("Fraction Of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ), «
values = c("blue", "green")) +
labs(title="(c) Risk Aversion 5") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend. title = element blank(),
axis.text.x—element text(size=8),

axis.title .x—element text(size=8),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),

legend . justification=c(1,0),

legend . position="none" # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

bond. plot .5

# Bond Plot for RA = 10 #
bond.plot.10 < ggplot(aversion.df.bl, aes(x = t, y = gammalist$010, col = "blue'"+>
), size = 1.2) +
geom line() +
geom line(aes(y = gammalList$B10, col = "green"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$B10, ymin—gammalList$010, linetype = NA), <
£ill="pink", alpha=.3) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0.5,1)) +
scale x continuous("Years") +
scale_y continuous ("Fraction Of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ),
values = c("blue", "green")) +
labs(title="(d) Risk Aversion 10") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),

axis.title.x=element text(size=8),
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axis.text.y=element text(size=8),
axis.title.y=element text (size=8),
plot.title=element text(size=9, color="black"),

legend . justification=c(1,0),

legend . position= "none", # ¢(0.4,0.8) ,

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

bond. plot.10

# Bond Plot for RA 20
bond.plot.20 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$020, col = "blue'"«>
), size = 1.2) +
geom line() +
geom line(aes(y = gammalList$B20, col = "green"), size = 1.2) +
geom ribbon(aes(x = t, ymax—=gammaList$B20, ymin—=gammalist$020, linetype = NA)«
, £i11="pink", alpha=.5) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0.75,1)) +
scale x continuous("Years") +
scale y continuous("Fraction Of Wealth") +
scale color manual("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ), «
values = c("blue", "green")) +
labs(title="(d) Risk Aversion = 20") +
theme bw () +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=8),

axis.title .x=element text(size=8),
axis.text.y=element text(size=8),
axis.title.y=element text (size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= "none", #c(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))
#All plots

grid .arrange (bond.plot.2, bond.plot.5, nrow = 1, ncol = 2)
grid . arrange (bond.plot.10, bond.plot.20, nrow = 1, ncol = 2)

grid .arrange (bond.plot.1, bond.plot.2, bond.plot.5, bond.plot.10, nrow = 2, ncol «
= 2)

#RA = 2

stock.plot.2 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G2)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalist$A2, col = "darkred"), size = 1, linetype = 2) +

145




APPENDIX D. R-CODE

coord cartesian(xlim = c(0,30)) +

scale x continuous (" Years") +

scale y continuous ("Fraction of Wealth") +

scale color manual("Legend Title\n",labels = c("Stocks M1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(a) Risk Aversion = 2") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—=element text(size=9),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend .background = element rect(fill="transparent"))

HRA = 5
stock.plot.5 < ggplot(aversion.df.s2, aes(x = t, y = gammalList$G5)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalList$A5, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = c¢(0,30)) +
scale x continuous (" Years") +

scale y continuous ("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c¢("Stocks MI1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(b) Risk Aversion = 5") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x=element text (size=9),
axis.title.x=element text(size=9),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

#RA = 10
stock.plot.10 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G10)) +

geom line(aes(col = "red"), size = 1) +
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geom line(aes(y = gammaList$A10, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = c(0,30)) +

scale x continuous("Years") +

scale y continuous("Fraction of Wealth") +

scale color manual("Legend Title\n",labels = c("Stocks M1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(c) Risk Aversion = 10") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x=element text(size=9),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),
legend .direction = "vertical",
legend .key.size = unit (2, "ecm"),
legend . background = element rect(fill="transparent"))
44 RA — 20
stock.plot.20 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G20)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammaList$A20, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = c(0,30)) +

scale x continuous (" Years") +

scale y continuous ("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c("Stocks M1", "Stocks M2" ), <
values = c("red", "darkred")) +

labs(title="(d) Risk Aversion = 20") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),
axis.title.x—element text(size=9),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

grid .arrange(stock.plot.2, stock.plot.5, stock.plot.10, stock.plot.20, nrow = 2, «
ncol = 2)
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### (iv) Loss FUNCTIONS BETWEEN CONSTANT MODEL AND MODEL 1 ##

loss.function < data.frame(gammalList$L0.5,gammalist$L1l, gammalist$L2, gammalist$«+
L5, gammalist$L10, gammaList $1L20)
###+ Risk Aversion = 2 ###
plot.loss.rv2 < ggplot(loss.function, aes(x = t, y = loss.function$gammalist.L2)«+>
) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = c¢(0,30)) +
scale x continuous("Years") +
scale y continuous (" Welfare Loss (%)") +
scale color manual ("Legend Title\n" labels = c("Loss" ), values = c("red")) +
labs(title="(a) Risk Aversion = 2") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel. grid .minor = element blank (),

legend . title = element blank(),

axis.text.x=element text(size=7),

axis.title .x—element text(size=9),

axis.text.y—element text(size=T7),

axis.title.y=element text(size=9),

plot.title=element text(size=8, color="black"),

legend . justification=c(1,0),

legend .position= ¢(1.0249,0.845),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",

legend . background = element rect(fill=alpha('white', 0.4)))
plot.loss.rv2

### Risk Aversion = 5 #HH#

plot.loss.rvb < ggplot(loss.function, aes(x = t, y = loss.function$gammaLlist.L5)<+
) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = ¢(0,30)) +
scale x continuous("Years") +
scale y continuous("Welfare Loss (%)") +
scale color manual ("Legend Title\n",labels = c¢("Loss" ), values =<«
c("red")) +
labs(title="(b) Risk Aversion 5") +
theme bw () +

theme (panel.background = element rect(colour = "black", size=1.5)«
)
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "«
dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=7),
axis.title .x=element text(size=9),

axis.text.y—element text(size=7),
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axis.title .y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),

legend . position= ¢(1.0249,0.845),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",

legend . background = element rect (fill=alpha('white', 0.4)))
###+ Risk Aversion = 10 #H##

plot.loss.rv1i0 < ggplot(loss.function, aes(x = t, y = loss.function$gammalist .+«
L10)) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = c(0,30)) +
scale x continuous (" Years") +
scale_y continuous("Welfare Loss (%)") +
scale color manual ("Legend Title\n", i labels = c("Loss" ), values = c("red")) +
labs(title="(c) Risk Aversion = 10") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=T7),

axis.title .x—=element text(size=9),
axis.text.y—element text(size=T7),

axis. title.y=element text(size=9),

plot. title=element text(size=8, color="black"),
legend . justification=c(1,0),

legend .position= ¢(1.0249,0.845) ,

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",
legend . background = element rect(fill=alpha('white', 0.4)))

/HE Risk Aversion = 20
plot.loss.rv20 < ggplot(loss.function, aes(x = t, y = loss.function$gammalist.<+>
L20)) +
geom line(col= "red", size = 1) +

coord cartesian(xlim = ¢(0,30)) +

scale x continuous("Years") +

scale y continuous("Welfare Loss (%)") +

scale color manual ("Legend Title\n", ,labels = c¢("Loss" ), values = c("red")) +
labs(title="(d) Risk Aversion 20") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x=element text(size=T),

axis.title .x=element text(size=9),
axis.text.y=element text(size=7),
axis.title.y—element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),
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legend . position= ¢(1.0249,0.845),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",

element rect (fill=alpha('white', 0.4)))

legend . background =
# All plots

grid .arrange(plot.loss.rv2, plot.loss.rv5,plot.loss.rv10,plot.loss.rv20, nrow = <«
2, ncol = 2)

TR TN TR IR NN IR ININTs TN NI N NN N N N N IR N N NN NIRRT NN IR TN T NIRRT N TR TN

HH##+ Program 7 Alternative Specification of MPR ##H##

R A R R AR

#Content#

#(i) Simulation of models with a constant interest rate, if r < rep(0.01,31) is <«
active .

#(ii) Simulation of models with a stochastic interest rate, if r < rep(0.01,31) <«
is deactive.

#(iii) Figure 6.3 and Fiure 6.4

##H# Required Packages #H#HHH#
require (ggplot2)
require (stargazer);

require (gridExtra)

#H## Interest Rate Simulation #H###

## Define model parameters
ro < 0.01

r bar < 0.01 #theta
kappa < 0.4965 #k
sigma_ r < 0.05 #beta

## simulate short rate paths

n < 1 # MC simulation trials
T < 30 # total time

m < 30 # subintervals

dt < T/m # difference in time each subinterval

r < matrix(0,m+1,n) # matrix to hold short rate paths
r[l,] < xo0

for(j in 1:mn){
for (i in 2:(m+1)){
dr < kappax(r bar r[i l,j]|)*dt + sigma rxsqrt(dt)s*rnorm(1,0,1)
r(i,j] < r[il,j] + dr

## plot paths

t < seq(0, T, dt)

rT.expected < r bar + (r0 r bar)xexp ( kappaxt)

rT.stdev < sqrt( sigma r~2/(2xkappa)* (1 exp( 2*kappaxt)))

150




APPENDIX D. R-CODE

matplot (t, r[,1], type="1", lty=1, ylab="rt")
abline (h=r bar, col="red", 1lty=2)

lines (t, rT.expected, lty=2)

lines (t, rT.expected + 2%rT.stdev, lty=2)
lines (t, rT.expected 2+rT.stdev, lty=2)
points (0,r0)

#4## PORTFOLIO MODEL #4444

#Function begin
gammalist = list ()
gammaVec = ¢ (0.5, 1, 2, 5, 10, 20)

for(g in 1l:length (gammaVec)){

gamma = gammaVec g

#Parameters
lambda bar2 < 0.301 #Base: 0.365 +#Alternative: 0.301
lambda tilde2 < 6.5 #Base: 0.06 #Alternative: 6.5
rho < 0.2

sigma s < 0.202

lambda barl < 0.06 #Base: 0.109 #Alternative:0.06
lambda tildel < 5 #Base: 0.067 +#Alternative:5

tau < t

b tau < (1/kappa)= (1l exp( kappaxt))

sigma b < 0.1
mu_s < 0.087
mu_b < 0.021

#r < rep(0.01,31)

interest rate #

4+ IMPORTANT: if ACTIVE: Simulation with constant <

H##+ #Model with stochastic interest and affine market price of risk #H#H#

HODE' s
v < 2xsqrt (( kappa + ((gamma 1) /gamma)+*sigma r*lambda tildel)"2 + ((gamma 1) /+
gamma) * (( lambda tildel~2+lambda tilde2~2)/gamma)x*sigma r~2)

A2 tau < (2%((1/gamma)#(lambda tildel”2+lambda tilde2°2))x(exp(vxtau) 1))/ ((v+
+(2%(kappa + ((1 gamma)/gamma)+sigma rxlambda tildel)))x(exp(vstau) 1)-+2*v)

Al tau < (1+4(1/gamma)#(lambda barlxlambda tildel{lambda bar2xlambda tilde2))/

((1/gamma) * (lambda tildel”~2+lambda tilde2°2))*A2 tau +(2/v)=x*

((14+(1/gamma) * (lambda barlxlambda tildel+lambda bar2xlambda <
tilde2))x

(2% (kappa+((1 gamma) /gamma)*sigma rxlambda tildel) )+

2% ((kappa*r bar (1 gamma)/gamma)*sigma rxlambda barl)x

((1/gamma)* (lambda tildel”~2+lambda tilde2°2)))x*

((exp ((vetan)/2) 1) ~2)/

((v+(2* (kappa+((1 gamma) /gamma)*sigma r*lambda tildel)))x*(exp (v«
tau) 1)-+2xv)

A functions < data.frame (Al tau, A2 tau, v)

#Stock Weight
pi_s2 < (1/gamma)=#((lambda bar2+lambda tilde2x*r)/(sqrt (1l rho ~2)*sigma s))
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#Bond Weight

pi b2 < (1/(gammaxsigma b))*(lambda baril+lambda tildelsxr rho/(sqrt (1 rho~2))<«+
% (lambda bar2{lambda tilde2xr)) +(((gamma 1) /gamma) * (sigma r/sigma b))x(+
Al tau +A2 tauxr)

pi b2.1term < (1/(gammaxsigma b))#(lambda bari{lambda tildelsxr)
mean (pi b2.1lterm)

pi b2.2term < (1/(gammaxsigma b))x( rho/(sqrt (1 rho~2))x(lambda bar24lambda <
tilde2x*r))
mean (pi b2.2term)

#Hedge part
pi b2 hedge < (((gamma 1) /gamma) * (sigma r/sigma b))x(Al tau +A2 tauxr)

#Mean value of pi s2

mean pi s2 < rep(mean(pi s2), 31)

#H### Model only stochastic interest rate ##

#Parameters:
lambdal < (lambda bari{lambda tildelxmean(r)) #0.11
lambda2 < (lambda bar2{lambda tilde2xmean(r)) #0.3666

#Stock weight
pi_s1 < (1/gamma)#(lambda2/(sqrt (1 rho"2)*sigma s))

stock_weights_old < data.frame(pi_s1)

#Bond weight
pi bl < (1/gamma)x* (((lambdal)/sigma b) ((rhox(lambda2))/(sqrt (1 rho 2)*sigma¢>
~b)))+((gamma 1) /gamma)*(sigma r/sigma b)xb tau

bond_ weights_old < data.frame(pi_b1l)
pi bl hedge < ((gamma 1) /gamma)=*(sigma r/sigma b)*b tau

#Fill a vector the constant stock weight

vac < rep(pi_ s1,31)

#Hedging importance
hedgel < pi bl pi_bl hedge
hedge2 < pi_ b2 pi_b2 hedge

#Stock Bond Ratio
ratio 1 < pi_bil/pi_si
ratio 2 < pi_b2/pi_s2

ratio.df < data.frame(ratio_ 1,ratio_2)

#Cash fraction

cash 1 < 1 pi_si1 pi_ b1l
check 1 < pi s1 + pi bl 4 cash 1
cash 2 < 1 pi s2 pi b2
check 2 < pi s2 + pi b2 + cash 2
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#Dataframe for stocks

stock_ weights < data.frame(pi_s2)

#Dataframe for bonds

bond weights < data.frame(pi b2)
hedge weights < data.frame(pi b2 hedge)

bond terms < data.frame(pi b2.lterm,pi b2.2term, pi b2 hedge, Al tau,A2 tau)

‘ LOSS FUNCTION +#
gain model < (1/gamma 1)% (1 gamma) /2 % sigma r~2 % ((kappaxtau (1 exp ( kappa+
xtau)))/(kappa~3) (1 exp ( kappaxtau))~2/(2xkappa”3))

loss_model < exp(gain_model*r0) 1

#assign (paste0 ("G", g), stock weights)
gammalist [[ paste0("G", gammaVec|g]) |] stock weights
gammalist [[ paste0("A", gammaVec|g]) |] stock weights old
gammalist [[ paste0("B", gammaVec|g]) || bond weights
gammalist [[ paste0("O", gammaVec|g]) |] bond weights old

gammaVec [g]) || hedge weights

gammalist [[paste0("T", gammaVec|g]) |] bond terms

gammalist [[paste0("V", gammaVec|g]) |] A functions

ANNNNNNANNA

(

(

(
gammalist [[ paste0O ("H"

(

(

(

gammaList [[ pasteO0("L", gammaVec[g]) |]

loss model

#Producing output

#Setting up dataframes

aversion.df.s2 < data.frame(gammaList$G0.5,gammalist$G1l,gammalist$G2, gammaList$«
G5, gammalist$G10, gammaList$G20)

aversion.df.s1 < data.frame(gammaList$A0.5,gammalist$Al, gammalist$A2, gammaList$«
A5  gammalist$A10, gammaList$A20)

aversion.df.b2 < data.frame(gammalList$B0.5,gammalist$B1l, gammalist$B2, gammalist$«+
B5,gammalist$B10, gammaList $B20)

aversion.df.bl < data.frame(gammalList$00.5,gammalist$01, gammalist$02, gammalist$«
05, gammaList$010, gammaList $020)

aversion.df.hedge < data.frame(gammalList$HO.5,gammalist$H1, gammalist$H2, <+
gammalList$H5, gammalist $H10 , gammaList $H20)

aversion.df.bondterms < data.frame(gammalList$T0.5,gammalist$T1, gammalist$T2, <«
gammalList$T5, gammalist$T10, gammalist$T20)

aversion.df.A functions < data.frame(gammalist$V0.5, gammalist$V1l, gammalist$V2, <«
gammalList$V5, gammalist$V10, gammalist$V20)

new.df.A functions gamma2 < data.frame(aversion.df.A functions$Al tau.2,aversion<>
.df .A functions$A2 tau.2,aversion.df.A functions$v.2)
new.df.b2 < data.frame(aversion.df.b2)

# Selecting time periods

new.SW < aversion.df.s2[c(2,30) ,1:6]

new.BW < aversion.df.b2[c(2,30) ,1:6]

new.HE < aversion.df.hedge[c(2,30) ,1:6]
<

new . BT aversion.df.bondterms[(c(1,10,20,30)) ,1:5]
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# Defining new dataframes
RA.SW < new.SW[1:2,]
RA.BW < new.BW[1l:2,]
RA.HE < new.HE[1:2 ]
RA.BT < new.BT[1:4,]

#Creating a Bond Table with decomposed terms

BT.05 < aversion.df.bondterms|(c(2,30)) ,1:5]

BT.1 < aversion.df.bondterms|[(c(2,30)) ,6:10]

BT.2 < aversion.df.bondterms|[(c(2,30)) ,11:15]

BT.5 < aversion.df.bondterms[(c(2,30)) ,16:20]

BT.10 < aversion.df.bondterms|[(c(2,30)) ,21:25]

BT.20 < aversion.df.bondterms|[(c(2,30)) ,26:30]
colnames (BT.05) < c("first","2nd", "hedge", "Al", "A2")
colnames (BT.1) < c("first","2nd", "hedge", "Al", "A2")
colnames (BT.2) < c("first","2nd", "hedge", "A1", "A2")
colnames (BT.5) < c("first","2nd", "hedge", "A1", "A2")
colnames (BT.10) < c("first","2nd", "hedge", "Al1", "A2")
colnames (BT.20) < c("first","2nd", "hedge", "Al1", "A2")
BT.table < rbind(BT.05,BT.1,BT.2,BT.5,BT.10,BT.20)
BT.table.latex < stargazer(BT.table, summary = FALSE)

#Creating a table for comparison between the

dim(RA.SW) = c(length(RA.SW), 1)
dim (RA . BW) c(length(RA.BW), 1)
dim(RA.HE) = c(length(RA.HE), 1)

SW.df < t(RA.SW)
BW.df < t(RA.BW)
HE.df < t(RA.HE)

SW.t1.df < data.frame(SW.df[,1])
SW.t30.df < data.frame(SW.df[,2])
colnames (SW.t1.df) < c("Stocks")
colnames (SW.t30.df) < c("Stocks")

BW.tl.df < data.frame(BW.df[,1])
BW.t30.df < data.frame(BW.df[,2])
colnames (BW.t1.df) < c("Bonds")

colnames (BW.t30.df) < c("Bonds")

HE.t1.df < data.frame(HE.df[,1])
HE.t30.df < data.frame(HE.df[,2])
colnames (HE.t1.df) < c("Hedge")

colnames (HE.t30.df) < c("Hedge")

SW.rbind < rbind(SW.t1.df,Sw.t30.df)
BW.rbind < rbind (BW.t1.df,BW.t30.df)
HE.rbind < rbind(HE.t1.df,HE.t30.df)
Cash.df < 1 8W.rbind BW.rbind
colnames (Cash.df) < c("Cash")

check.df < Cash.df + SW.rbind + BW.rbind

models
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new. table .PF < cbind (SW.rbind ,BW.rbind ,HE.rbind ,Cash.df)
new. table .PF.df < new.table.PF

#Table Solution

PF.table.latex < stargazer(new.table.PF, summary = FALSE)

#Labeling to print

rownames (BW.df) = colnames (RA.BW)

(Sw.df) = colnames(RA.BW)
(HE . df) colnames (RA . HE)

rownames ( SW. df) c(0.5,1,2,5,10,20)
(
(

rownames

rownames

rownames

BW.df) = ¢(0.5,1,2,5,10,20)
rownames (HE.df) = ¢(0.5,1,2,5,10,20)
#Print

SW.df # Stocks at T= 1 and T=30
BW.df # Bonds

HE.df # Hegde term

Figure and Fiure 6.4 #

head(aversion.df.bl)
head(aversion.df.b2)
# Bond Plot for RA = 1 #
bond.plot.1 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$01, col = "blue")
size = 1.2) +
geom line() +
geom line(aes(y = gammalList$B1, col = "darkblue"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$Bl, ymin—gammalList$01, linetype = NA), <«
£ill="pink", alpha=.3) +
coord cartesian(xlim = c¢(0,30), ylim = ¢(0.25,0.75)) +
scale x continuous (" Years") +
scale y continuous ("Fraction Of Wealth") +
scale color manual("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ), <
values = c("blue", "darkblue")) +
labs(title="(a) Risk Aversion = 1") +
theme bw () +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),
axis.title.x—element text(size=8),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),
legend . position= "none", # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))
bond. plot.1
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# Bond Plot for RA = 2 #
bond.plot.2 < ggplot(aversion.df.bl, aes(x = t, y = gammalist$02, col = "blue") ,+
size = 1.2) +
geom line() +
geom line(aes(y = gammalist$B2, col = "darkblue"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$B2, ymin—gammalList$02, linetype = NA), <«
£ill="pink", alpha=.3) +
coord cartesian(xlim = ¢(0,30), ylim = c¢( 1.5,4.5)) +
scale x continuous("Years") +
scale_y continuous ("Fraction Of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ),
values = c¢("blue", "darkblue")) —+
labs(title="(a) Risk Aversion 2"y +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend. title = element blank(),
axis.text.x—element text(size=8),

axis.title .x—element text(size=8),
axis.text.y—element text(size=8),
axis.title.y—element text(size=8),
plot.title=element text(size=9, color="black"),

legend . justification=c(1,0),

legend . position= "none", # ¢ (0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

bond. plot .2

# Bond Plot for RA = 5 #
bond.plot.5 < ggplot(aversion.df.bl, aes(x = t, y = gammalist$05, col = "blue") ,+
size = 1.2) +
geom line() +
geom line(aes(y = gammalist$B5, col = "darkblue"), size = 1.2) +
geom ribbon(aes(x = t, ymax—gammalList$B5, ymin—gammalList$05, linetype = NA), <«
£ill="pink", alpha=.3) +
coord cartesian(xlim = ¢(0,30), ylim = c¢( 1.5,4)) +
scale x continuous (" Years") +
scale_y continuous ("Fraction Of Wealth") +
scale color manual ("Legend Title\n",labels = c("Bonds M1", "Bonds M2" ),
values = c¢("blue", "darkblue")) —+
labs(title="(b) Risk Aversion 5") +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),
axis.title .x—element text(size=8),

axis.text.y—element text(size=8),
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axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),

legend . justification=c(1,0),

legend .position="none", # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "ecm"),

legend . background = element rect(fill="transparent"))

bond. plot .5

# Bond Plot for RA 10
bond.plot.10 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$010, col = "blue"«>
), size = 1.2) +
geom line() +
geom line(aes(y = gammalist$B10, col = "darkblue"), size = 1.2) +
geom ribbon(aes(x = t, ymax—=gammalList$B10, ymin—=gammalList$010, linetype = NA), <
£fill="pink", alpha=.3) +
coord cartesian(xlim = ¢(0,30), ylim = c( 1.5,4)) +
scale x continuous("Years") +
scale_y continuous("Fraction Of Wealth") +
scale color manual("Legend Title\n",labels = c("Bonds Ml1", "Bonds M2" ), «
values = c("blue", "darkblue")) +
labs(title="(c) Risk Aversion = 10") +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=8),

axis.title .x=element text(size=8),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),
legend . position= "none", # ¢(0.4,0.8),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),

legend .direction = "vertical",

legend .key.size = unit (2, "ecm"),

legend .background = element rect(fill="transparent"))

bond. plot.10

# Bond Plot for RA 20
bond.plot.20 < ggplot(aversion.df.bl, aes(x = t, y = gammaList$020, col = "blue"«>
), size = 1.2) +
geom line() +
geom line(aes(y = gammalist$B20, col = "darkblue"), size = 1.2) +
geom ribbon(aes(x = t, ymax—=gammalList$B20, ymin—gammalist$020, linetype = NA), <
£fill="pink", alpha=.5) +
coord cartesian(xlim = ¢(0,30), ylim = c( 1.5,4)) +
scale x continuous("Years") +
scale_y continuous("Fraction Of Wealth") +
scale color manual("Legend Title\n",labels = c¢("Bonds Ml1", "Bonds M2" ), «
values = c("blue", "darkblue")) +
labs(title="(d) Risk Aversion = 20") +
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theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel. grid .major = element line(color = "grey", linetype = "dotted"),
panel. grid .minor = element blank (),

legend . title = element blank(),
axis.text.x—element text(size=8),

axis.title .x—element text(size=8),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),

plot. title=element text(size=9, color="black"),

legend . justification=c(1,0),

legend . position= "none", #c(0.4,0.8),
legend .key.size = unit (0.35,"cm"),
legend . text = element text(size = 7),
legend .direction = "vertical",

legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))
bond. plot .20

#All plots
grid .arrange (bond. plot.2, bond.plot.5, nrow = 1, ncol = 2)
grid . arrange (bond. plot.10, bond.plot.20, nrow = 1, ncol = 2)

#(iii) Figure 6.3 and Fiure 6.4
grid .arrange (bond.plot.2, bond.plot.5, bond.plot.10, bond.plot.20, nrow = 2, ncol«
= 2)

JRA — 2
stock.plot.2 < ggplot(aversion.df.s2, aes(x = t, y = gammalist$G2)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalist$A2, col = "darkred"), size = 1, linetype = 2) -+
coord cartesian(xlim = ¢(0,30)) +

scale x continuous("Years") +

scale y continuous("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c¢("Stocks M1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(a) Risk Aversion = 2") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=9),

axis.title .x=element text(size=9),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),
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legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

#RA = 5
stock.plot.5 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G5)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalList$A5, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = ¢(0,30)) +

scale x continuous("Years") +

scale_y continuous ("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c¢("Stocks M1", "Stocks M2" ),
values = c("red", "darkred")) +

labs(title="(b) Risk Aversion 5") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend. title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—element text (size=9),
axis.text.y—element text(size=8),
axis.title.y—element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = T7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),
legend . background = element rect(fill="transparent"))
YRA — 10
stock.plot.10 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G10)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalist$A10, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = ¢(0,30)) +

scale x continuous("Years") +

scale y continuous("Fraction of Wealth") +

scale color manual ("Legend Title\n",labels = c¢("Stocks M1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(c) Risk Aversion 10") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x=element text(size=9),

axis.title .x=element text(size=9),
axis.text.y=element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.4,0.65),
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legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect (fill="transparent"))

## RA = 20
stock.plot.20 < ggplot(aversion.df.s2, aes(x = t, y = gammaList$G20)) +
geom line(aes(col = "red"), size = 1) +
geom line(aes(y = gammalList$A20, col = "darkred"), size = 1, linetype = 2) +

coord cartesian(xlim = c¢(0,30)) +

scale x continuous("Years") +

scale_y continuous ("Fraction of Wealth") +

scale color manual ("Legend Title\n",6labels = c¢("Stocks M1", "Stocks M2" ), «
values = c("red", "darkred")) +

labs(title="(d) Risk Aversion = 20") +

theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend. title = element blank(),
axis.text.x—element text(size=9),

axis.title .x—element text(size=9),
axis.text.y—element text(size=8),
axis.title.y=element text(size=8),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend . position= ¢(0.4,0.65),

legend .key.size = unit (0.35,"cm"),

legend . text = element text(size = 7),
legend .direction = "vertical",
legend .key.size = unit (2, "cm"),

legend . background = element rect(fill="transparent"))

grid .arrange(stock.plot.2, stock.plot.5, stock.plot.10, stock.plot.20, nrow = 2, «
ncol = 2)

1717171

##4# Program 8 Loss function for constant investment opportunities ##

#Content
#(i) Loss function for risk aversion for Figure 7.1

#(i1) Loss function for time horizon for Figure 7.1

#Packages
require (ggplot2)

#Loss function Gamma
loss.function .gamma.df < data.frame(loss function constantl)

head(loss.function .gamma. df)

loss.con.gamma < ggplot(loss.function.gamma.df) +

geom line(aes(x = pi, y = gamma 1, col = "blue"), size = 1) +
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geom line(aes(x = pi, y = gamma 2, col = "red"), size = 1) +
geom line(aes(x = pi, y = gamma 3, col = "green"), size = 1) +
geom line(aes(x = pi, y = gamma 6, col = "purple"), size = 1) +

scale x continuous("Fraction of Risky Assets") +

scale y continuous("Welfare Loss (%)") +

scale color manual ("Legend Title\n",labels = ¢("RRA = 1", "RRA = 2" ,"RRA = 3" ,"+>
RRA = 6"), values = c("blue", "red", "green", "purple")) +

labs(title="(a) Time = 10") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=9),
axis.title .x=element text(size=9),
axis.text.y=element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),
legend . position= ¢(0.14,0.5),

legend .key.size = unit (0.3,"cm"),
legend . text = element text(size = 9),
legend .direction = "vertical",

legend . background = element rect(fill=alpha('white', 0.4)))
#Loss function Time
loss.function.time.df < data.frame(loss function constant2)

head (loss. function.time.df)

loss.con.time < ggplot(loss.function.time.df) +

geom line(aes(x = pi, y = time 1, col = "blue"), size = 1) +
geom line(aes(x = pi, y = time 10, col = "red"), size = 1) +
geom line(aes(x = pi, y = time 20, col = "green"), size = 1) +
geom line(aes(x = pi, y = time 30, col = "purple"), size = 1) +

coord cartesian(xlim = c¢(0,2), ylim = c(0,1)) +

scale x continuous("Fraction of Risky Assets") +

scale y continuous (" Welfare Loss (%)") +

scale color manual ("Legend Title\n",labels = ¢("T = 1", "T = 10","T = 20" ,"T = «
30"), values = c("blue", "red", "green", "purple")) +

labs(title="(b) Risk Aversion = 2") +

theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid . major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=9),

axis.title .x=element text(size=9),
axis.text.y=element text(size=9),
axis.title.y=element text(size=9),
plot.title=element text(size=9, color="black"),
legend . justification=c(1,0),

legend .position= ¢(0.13,0.5),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 9),

legend .direction = "vertical",
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!

legend . background = element rect(fill=alpha('white', 0.4)))

grid .arrange(loss.con.gamma, loss.con.time, nrow = 2, ncol =1)

##++ Program 9 Loss function between model 1 and model 2##

#Content

#(i) Figure 7.2 Loss function for model and model 2

#Packages
require (ggplot2)

require (gridExtra)

#Load Excel file

loss.function.df < data.frame(loss_function_2)
head(loss.function.df)

tail (loss.function .df)

#Plot for RA=2
plot.loss.rv2 < ggplot(loss.function.df, aes(x = time, y = loss g2)) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0,80)) +
scale x continuous (" Years") +
scale_y continuous("Welfare Loss (%) ") +
scale color manual ("Legend Title\n",labels = c("Loss" ), values = c("red")) +
labs(title="(a) Risk Aversion 2"y +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x=element text(size=7),
axis.title.x=element text(size=9),
axis.text.y—element text(size=T),
axis.title.y—element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),

legend .position= ¢(1.0249,0.845),
legend .key.size = unit (0.3,"cm"),
legend . text = element text(size = 6),
legend .direction = "horizontal",

legend . background = element rect(fill=alpha('white', 0.4)))

#Plot for RA=5
plot.loss.rv6 < ggplot(loss.function.df, aes(x = time, y = loss g5)) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = ¢(0,30), ylim = c¢(0,5)) +
scale x continuous("Years") +
scale_y continuous("Welfare Loss (%)") +
scale color manual("Legend Title\n", 6 labels = c¢("Loss" ), values = c("red")) +
labs(title="(b) Risk Aversion = 5") +
theme bw() +
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theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),
axis.text.x—element text(size=T),
axis.title .x—element text(size=9),
axis.text.y—element text(size=T7),
axis.title.y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),
legend . position= ¢(1.0249,0.845),
legend .key.size = unit (0.3,"cm"),
legend . text = element text(size = 6),
legend .direction = "horizontal",

!

legend . background = element rect(fill=alpha('white', 0.4)))

#Plot for RA=10
plot.loss.rvi0 < ggplot(loss.function.df, aes(x = time, y = loss gl10)) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0,1.5)) +
scale x continuous("Years") +
scale y continuous (" Welfare Loss (%)") +
scale color manual ("Legend Title\n",labels = c¢c("Loss" ), values = c("red")) +
labs(title="(c) Risk Aversion = 10") +
theme bw() +

theme (panel.background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank (),
axis.text.x—element text(size=T7),

axis.title .x=element text (size=9),
axis.text.y=element text(size=T7),
axis.title.y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),

legend . position= ¢(1.0249,0.845),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",
legend . background = element rect(fill=alpha('white', 0.4)))

#Plot for RA=20
plot.loss.rv20 < ggplot(loss.function.df, aes(x = time, y = loss g20)) +
geom line(col= "red", size = 1) +
coord cartesian(xlim = ¢(0,30), ylim = ¢(0,1.5)) +
scale x continuous (" Years") +
scale_y continuous("Welfare Loss (%)") +
scale color manual ("Legend Title\n" i labels = c("Loss" ), values = c("red")) +
labs(title="(d) Risk Aversion = 20") +
theme bw() +

theme (panel . background = element rect(colour = "black", size=1.5),
axis.ticks = element line(color = "black"),
panel.grid .major = element line(color = "grey", linetype = "dotted"),
panel.grid .minor = element blank(),

legend . title = element blank(),

163



APPENDIX D. R-CODE

axis.text.x—element text(size=T7),

axis.title .x=element text(size=9),
axis.text.y=element text(size=7),
axis.title.y=element text(size=9),
plot.title=element text(size=8, color="black"),
legend . justification=c(1,0),

legend . position= ¢(1.0249,0.845),

legend .key.size = unit (0.3,"cm"),

legend . text = element text(size = 6),

legend .direction = "horizontal",

!

legend . background = element rect(fill=alpha('white', 0.4)))

#Combine plots
grid .arrange(plot.loss.rv2, plot.loss.rv5,plot.loss.rv10,plot.loss.rv20, nrow = <«
2, ncol = 2)
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