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An overview on dynamic optimal portfolio allocation

Abstract. A portfolio allocation problem relies upon the decision process to establish how resources must be allocated among
different possible investments. Investors are interested in gaining as much as possible from their investment, but at the same time
they are concerned with risks they have to face. The aim of investors is to maximize their returns without exceeding a certain level
of risk. Moreover this behaviour has to be mathematically modeled, resorting to the optimal control theory and the maximization
of expected utility. This paper reviews the literature on the portoflio allocation, in order to give a complete picture of what has been
done, as well as, possible contributions for future research.
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1. Introduction

The first attempt to solve a portfolio allocation problem is due to Markowitz (1952), with the recelebrated mean-
variance approach. The latter continues to be widely applied in several financial frameworks, such as the risk man-
agement, mainly because of its simplicity, since only the knowledge of the expectation and covariances of random
variables is required.

The main drawback of this approach is the static nature of the optimal allocation. Indeed the initial wealth, is allocated
between different assets at the beginning of the time horizon without allowing for changes in the allocation until the
maturity.

Moreover, this behaviour ignores the presence of prices’ volatility, so adopting this type of allocation model could
result in large losses.

A solution widely adopted in the literature is to consider continuous-time models for price dynamics: by allowing
continuous trading, the investor can immediately react to possible changes in price volatility.

In this view, the pioneering work of Merton (1971) can be considered a starting point for the continuous-time
portfolio management. In this setting, the asset allocation problem is solved using the stochastic control method,
and the optimal portfolio rules are expressed in terms of solutions to second-order partial differential equation (the
so-called Hamilton-Jacobi-Bellman (HIB) equation). In this seminal paper an investor willing to allocate his wealth
between stock and a risky asset is taken into account.

The bond price grows at the constant interest rate r, and the stock price dynamic follow the Black-Scholes model

a5 = pdt + odZy,
St

where 1 € R, o € R™ and Z is a standard Brownian motion. We assume that the investor’s wealth X = {X; };c[o, 7 is
apportioned among the risk-free asset and the stock, so that, for any ¢ € [0, T, the non negative process X is governed
by the following diffusion dynamics:

dXy = e Xy ((p — r)dt + r)dt + aoc Xy dZy, (M
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where « represents the proportion of wealth invested at time ¢ into the stock and observing that the proportion invested
into the riskless asset is equal to 1 — a.
The objective function to maximize over « is of the form

T
U(Xr) =E /0 F(Xo, an)dt + g(Xp)| | @)

where f and g are measurable functions on R? x A, satisfying suitable integrability conditions and ensuring that the
expectation in (2) is well-defined. The dynamic programming method to solve (2) consist in defing the value function,
that corresponds to the maximum value for (2) when varying initial states. In symbols, we have

v(t,x) = sup E[U(Xf,l“”)]7 (t,x) € [0,T] x RY, 3)
a€cA

where U is an increasing and concave function on R,

The corrisponding HIB equation for (3) is

1 2
(t,x) + fQQUQxZa—(t,x) =0, 4)

2 o |(alp— )+ )
sup |(a(u T r)x B a;p2

5'15 a€ER al’
for (t,x) € [0,T] x R%, with terminal condition
o(T,z) = U(z),z € RY.

Proceeding with the first-order condition for (4), the candidate for the optimal allocation is obtained as follows

alt,w) = —E L2 (g ). 5)

Merton has also shown that Equation (4) can be explicitly solved for special case of utility function, as when we
choose a CRRA utility function,

1 — .
Ezl Yoaifx>0
—00, if x <0

where 7 is the coefficient of risk aversion.

It is worth pointing out that the formal derivation of the HIB equation is justified by a verification theorem, which
states that, when there exists a smooth solution to the HIB, such a solution coincides with the value function, see
Pharm (2007).

An alternative approach to solve optimal allocation problems is the so called martingale method developed by
Plisca (1986), Karatzas et al. (1987) and Cox and Huang (1989), such an alternative is based on transformation of the
optimal portfolio allocation problem into a static optimization problem with the determination of the optimal terminal
wealth, finding a portfolio strategy that leads to optimal terminal wealth. Several authors extend this approach, we
recall Carr et al. (2001) that obtained optimal consumption and investment plans in a complete market when the
underlying asset price is a pure jump Lévy process. Schroder and Skiadas (1999) developed the utility gradient
approach for computing portfolio and consumption plans that maximize SDU utility function and proof the existence,
uniqueness and basic properties for a parametric class of homothetic SDUs. Few years later Schroder and Skiadas
(2003) derived closed-form solutions for the optimal consumption and trading strategy in terms of the solution to a
single constrained BSDE using the utility gradient approach methodologically. The focus in this paper is not duality
or existence but necessary and sufficient first-order conditions of optimality that one would be to solve to compute a
solution to either a primal or a dual formulation.



2. Investments under Uncertainty

In a context of uncertainty, an investor chooses among different strategies based on his/her preferences, and this is
done in terms of utility function, according to the expected utility criterion, see Von Neuman and Morgenstern (1947).
If we assume that an investor compares random returns whose probability distributions are known on a probability
space (€2, F,P), we denote by > the preference order that satisfies the Von-Neumann Morgenstern criterion, so that

X; = Xy < E[U(X))] > E[U(X)). (6)

Where X1, X5 are random variables and U is an increasing real-valued function. The choice of the utility function
allows to define the concept of risk aversion and risk premium of the investor. Among the properties that the utility
function must have we recall the concavity of the utility function. If we have an utility function that satisfies the
Jensen’s inequality, then an agent prefers to get the expectation E[X] of this return (with certainty), that is:

U(E[X]) = E[U(X)], @)

which holds true only for concave functions. For a risk-averse agent with concave utility function U we can define the
risk premium associated to a random return X he is willing to pay, in order to get a certain gain:

U(E[X] —7) = E[U(X)]. ®

The quantity (E[X] — 7) is called certainty equivalent of X, which is smaller than the expectation of X.
It easy to obtain the absolute risk aversion at level x, given by:
U/l (SU)

= — =, 9
that is the Arrow-Pratt coefficient of absolute risk aversion of U at level z.
In the context of dynamic programming, the choice of the utility function is very relevant. The most preferred class
of utility functions is given by HARA (hyperbolic absolute risk aversion) functions, where the inverse of absolute
risk aversion is linear in consumption. We mention the quadratic, exponential and isoelastic preferences. The most
popular preference specification are either isoelastic preferences CRRA (Constant Relative Risk Aversion), or power
utility see Hansen and Singleton (1982). The power utility has the following specification:

Ulz) = e ife>0 (10)
—00, if <0 ’

where v > 0 and the second part of the utility specification impose a non-negative wealth constraint. The parameter v
plays a crucial role, indeed it is the risk aversion parameter and summarizes the behaviour of the consumer toward risk,
but at the same time its reciprocal is equal to the constant elasticity of intertemporal substitution (EIS) in consumption,
and measures how consumption changes in time. So, only one parameter governs both investor risk aversion and EIS,
and the latter is independent of the level of consumption.

To give a rational support to obsservable investors’ behaviour decision-makers might take into account more complex
utility function, in order to use a non linear aggregator to bring together present and future utility thus dropping the
hypothesis of expected utility.

In this perspective the literature refers to the so called stochastic differential utilities (SDU) introduced by Epstein and
Zin (1989), who derive a parametrization of recursive utility in a discrete-time setting, and generalized by Duffie and
Epstein (1992) and Fisher and Gilles (1999) in a continuous-time setting.

The Duffie and Epstein (1992) parametrization is

J=E [/ f(OS,Js)ds}, (1)
t
where f(Cs, J,) is a normalized aggregator of current cunsumption and utility with the following form:
=
c ¥
f(C,J):lﬂl(l—V)J (1) -1, (12)
K (L=m)J)T=



where 8 > 0 is the rate of time preferences, v > 0 is the coefficient of relative risk-aversion and 1) > 0 is the elasticity
of intertemporal substitution in consumption. In this setting there is the separation among preferences parameters, so
the degree of risk aversion -y is disentangled from the elasticity of intertemporal substitution of consumption EIS. The
Epstein-Zin preferences can be seen as a generalization of the standard time additive expected utility function, in that
the former collapse to the power utility when the elasticity of intertemporal substitution of consumption EIS is equals

the reciprocal of the coefficient of relative risk aversion, so when we set ¢ = %

3. Models for optimal portfolio allocation
3.1 Power Utility

If we focus on portfolio decisions, the literature has produced numerous contributions especially when the in-
vestor’s decisions are based on his risk aversion, through the isoelastic utility function. Merton (1971) firstly studied
optimal portfolio allocation, and derived optimal consumption and investment rules maximizing the expected utility
in an economy composed of a riskless asset and a risky stock, when the asset price follows a Geometric Brownian
motion. He showed that when investors have some special case of HARA utility function, the maximization problem
can be solved in a closed form.

Subsequently, several authors generalized Merton’s work in incomplete markets: we recall, among others, the work of
Liu et al. (2003), who used the event-risk framework of Duffie et al. (2000) to provide analytical solutions to optimal
portfolio problems by assuming discontinuities in the state variable dynamics. In particular they provided two exam-
ples to illustrate their results. In the first one they consider a model where the risky asset follows a jump-diffusion
process with deterministic jump size, assuming constant volatility. They find that an investor would holds less of the
risky asset when price jumps occur. In the second example the authors consider a model where both the risky asset and
its return volatility follow jump-diffusion processes with deterministic jump sizes, in particular consider the following
dynamics:

dS; = (r + Vi — JAV,)Sdt + V/V;SpdZ) + JS,—dN, 13

AVy = (k0 — kV, — EAV,)dt + o/Vi)dZP + ¢dN,

where Zt(l)and Zt(z) are standard Brownian motions with correlation p. V is the instantaneous variance of diffusive
returns and NN is a Poisson process with stochastic arrival intensity AV, assuming A to be non negative. The parameter
6 > 0 is the long-run mean, k£ > 0 is the mean-reversion rate, o > 0 is the vol-of-vol coefficient and 7 is the market
risk premium. Finally J, £ > 0 are the jumps sizes, assumed to be constant.

Defining the indirect utility function W as

W(X,V.t) = o max K, [U(X7)], (14)

we have the following HIB equation for the indirect utility function W:

2X2V 2V
m(?x((b 5 Wxx +¢pUXVWXv+UTWVV+(T+¢(77—J)\)V)XWX+ (15)

(kO — KV — EAV)Wy + AV (E[W (X (1 + ¢J),V +€,8)] — W) + Wt> =0

where Wx, Wy and W; denote the derivatives of W (X, V, t) with respect to X,V and ¢ and similarly for the higher
derivatives. Proceeding with a Guess and Verify approach, the problem is solved assuming that the indirect utility
function is of the form

1
W(X,V,t) = ﬁxl—v exp{F; + G}, (16)

where F; and G, are functions of time .
Depending on the model F; and G; can be solved in closed form or numerically, the latter case is that of this model.



This model led to the following expression for optimal portfolio weights:

—JA F, A\
¢" = %+%+7(1+J¢*)*7e5ﬂ, (17)

where F' is the solution to following ordinary differential equation

2y = o
2

22
B+ 2 Fy +(¢*pa(1—7)—k—§)\)Ft+<

9 +(n—J)\)(1—'y)¢*+>\M2—)\> =0, (18)

with F} = %—I;, Liu et al. (2003) for further techincal details.
It possible to note that the investment horizon affects optimal portoflio weights through the hedging component of the
demand for the risky asset (&VF‘) and from the static hedging component (e*f*) in Equation (18). Moreover they
found that volatility jumps can have a significant effect on optimal portfolio: in presence of jumps in volatility investor
increases the optimal allocation in the risky asset. This means that volatility jumps have a compensating effect with

respect to price jumps.

Liu (2007) solved dynamic portfolio choice problems using affine models to face stochastic volatility. Three
applications are presented: the first one is the bond portfolio selection problem when bond returns are described by
quadratic term structure models; the second one is the stock portfolio selection problem when volatility is stochastic
as in Heston model; the last application is a portfolio selection problem in incomplete market when interest rate is
stochastic and stock returns have stochastic volatility.

Very relevant to understand the subsequent works is to focus on the second application, the following dynamics are
considered:

S, = (r + V) Sedt + /V;SpdZy" 19
aVi = (k0 — kV;)dt + o/VidBZ?’
where S; is the stock price and nV = p — r is the risk premium.
Associated with the system (19) we have the following HIB equation:
2X2V 2V
m;}X(QS B Wxx + ¢opocXVWxy + UTWVV + (’I" + oV XWx+ (20)
(kO — KV YWy + Wt> =0,
where WX = %, WV = %71{‘//, Wt = 8871/1/, WXX = 132%, WVV = %271/[2/ and WXV = 8?(%
The problem is solved assuming Equation (16) as indirect utility function.
The optimal stock portfolio weight ¢ is given by
L 1
where
2lexp(koT)—1] . 2
~ i ko) [ewp(har)—1TF2k; Ov 0f k320
R =
and ) 1
- -7 .
ki =k— aop, ko = \/k% +26[p% +~v(1 — p?)]o26 = — 52 o?, ¢ = —iks.

The stock portfolio weight in the stochastic volatility model is a nonmonotonic function of the risk aversion. Indeed
the myopic component decreases when the risk aversion increases. A surprising and criticized feature of the optimal
portfolio weight is that it is indipendent of the variance V. One might expected the agent to hold more stocks when the



volatility is low and less when the volatility is high, but this is true if the risk premium is indipendent of the volatility:
in this model the risk premium is proportional to the conditional variance. Hence, when the variance is high, the risk
premium is also high and viceversa.

We observe that the aforementioned findings are not related to a specific verification theorem, so we do not know
under which conditions the candidate for the optimal portoflio strategy is the unique optimal solution to the allocation
problem.

The work by Kraft (2005) filled this gap, by proving a verification result within the stochastic volatility framework,
the author also derived the parameters’ conditions ensuring well-defined candidates for the solution of the problem.
This condition ensures that the candidates for the value function and the optimal portfolio process are actually them-
selves.

In contrast, Pharm (2002) and Fleming and Hernandez-Hernandez (2003) derived explicit verifications results
proving that their portfolio strategies are indeed optimal.In particular, Pharm (2002) considered a multidimensional
model for securities with stochastic volatilities, assuming certain Lipschitz conditions for coefficients. Such a choice
excluded de facto the Heston model.

On the other hand, Fleming and Hernandez-Hernandez (2003) assumed the asset volatility to be a function o de-
pending on a state process with costant volatility, with boundedness assumptions for o and ¢’. Also in this case, the
Heston model is not included.

Buraschi et al. (2010) developed a new framework for multivariate intertemporal portfolio choice, in which the
correlations across asset classes and volatilities are stochastic. In this setting, volatilities and correlations are condi-
tionally correlated with returns. To model stochastic variance-covariance risk, the authors specified the covariance
matrix process as a Wishart diffusion process. More precisely, we refer to bi-dimensional case, so that the dynamics
of the price vector S; = (S, S2)7 are described by the bivariate stochastic differential equation:

{ dS, = diag(S,) [(r + A(S,1))dt + 5} dz{")| (23)

A%, = [QQ + KX, + S,K' dt + £12dZ(1)PQ + Q' (dz2)'sV/?

where diag(.S;) is the square matrix with Sy in the diagonal and 0 on the off-diagonal elements, A (X, t)) is a vector of
possibly state-dependent risk premia. Here the latter is assumed to be a constant market price of variance-covariance
risk, namely A (X, t)) = X(¢)n with n = (1,m2)7 € R2. Finally, the processes Zt(l) € R?*! and Zt(z) € R2*2 are
matrix Wiener processes, while K, (), ) are 2 x 2 square matrix (with {2 invertible). One property that the model must
satisfy is Q' = QQ’ with p € Rand ¢ > N — 1.

The Wiener processes determining shocks in prices S; and in the variance-covariance matrix X, are correlated accord-
ing to

20 =20+ V1= ppzf?, (24)
where p = (p1, p2) is a vector of correlation parameters, and Zt(g) is a two-dimensional standard Brownian motion,

indipendent of Zt(2).
The optimal weights obtained in such a framework are:

¢* = % +2F,Q'p, (25)

with F; being the solution to the following equation
F,+T'F,+ F,T +2F,AF, +C =0, Fr = 0. (26)

The optimal weight in (25) is the sum of a myopic demand and hedging demand of the risky asset, as already high-
lighted in Liu (2007) in the univariate case, and it is indipendent of the variance. Moreover the authors pointed out
that the hedging demand is typically larger than in univariate models, and it includes a significant covariance hedging



component.

In a similar context, Jin et al. (2012) examined a multi-asset model with constant volatility when price can jump.
Differently from others authors, such as Das and Uppal (2004) and Ait-Sahalia et al. (2003), who focused on one
type of jump and assumed constant coefficients in their dynamics, Jin et al. (2012) includes multiple types of jumps
and a large number of assets and state variables. Furthermore, this paper also incorporates model uncertainty into the
portoflio choice problem, tackling the problem by focusing on ambiguity aversion to innacurate estimates of parame-
ters associated with jumps. The theoretical results showed that ambiguity aversion increases the effect of jumps for a
risk-averse investor, thus the exposure to jumps is smaller in case of an investor not neutral to ambiguity.

The evidence highlighted in the works mentioned above shows once again that the optimal weights result to be
indipendent of the instantaneous volatility when the dynamics of the risky asset are affine, implying a static allocation
mechanism.

To overcome this drawback, Oliva and Reno’ (2018) study a continuous time optimal portfolio allocation with
volatility and co-jump risk in a multi-asset framework. They deviate from affine models by specifying a Wishart
jump-diffusion for the co-precision (the inverse of the covariance matrix), generalizing the dynamics in Chacko and
Viceira (2005) to a multivariate setting. They solved the optimal portfolio problem, providing an exact solution to
this problem in the absence of jumps and an approximated solution in the presence of co-jumps. More precisely, it is
assumed there exist IV risky assets, whose prices are given by S; = (S;.1,-+ , S, n)T € RNY*! with dynamics

dS; = diag(S;) [(ndt +4/Y Yz + JdN()\)t]
dY; = [ + KY; + VK" dt + VYdZQ + Q (dZ7) VY; + (Vi) AN (Ae)

) 27)

where diag(S;) is the diagonal matrix with S; in the diagonal and 0 on the off-diagonal elements, 7, J € RN*1
Z" e RV*1 and Z® € RVN*N are matrix Wiener processes, K, Q, & € RV XN while N()\), is a non-compensated
Poisson process with intensity A € R. Further {2 is a symmetric, positive definite and invertible matrix such that
QO = pQQ’ with ¢ € Rand ¢ > N — 1. The Wiener processes determining shocks in prices and variance-
covariance matrix ¥; = Y; ' are correlated according to

2 =22 p+ 1=z, (28)

where p € RVN*1, 713 ¢ RN*1ig 2 Wiener process and the elements of Z\*) and Z(® are all indipendent among
them.
The approximated HJB for the investment problem is:

1
max (Wt +[op(n—11) +r| X Wx + Tr([QQ + KY; + VK'|[VW) + inqblYfqutWXX-i-

1
(20,VQ' pWx) X + 5T (AY,VQQV)W + AE[W (X, + ¢/ JX¢, Yz + &) — W(Xy, Yt)]> ; (29)
_(_o
where V := ("Wid)lgi,jgN .
The value function associated to Equation (29) is given by:
X,
W(t,)/t,Xt) :exp{Tr(Fth) +Gt}1 —’y (30)

It’s important to note that for recover a viable HIB equation in this realistic case the authors follow an approximated
approach. The first approximation consist in assuming that the jump matrix in the co-precision & is constant, not
depending on Y;. The second approximation consists in the linearization of the jump term appearing in the HIB
equation, using second-order Taylor expansion:

(L4 @1 )77 =14 (1 —7)8yJ + o((¢])?), (1)



and the approximation consists in not consider the o((¢;.J)?) term in the HIB equation.
The solution to the optimal allocation is dynamic consistently with the well-known Markowitz economic intuition, in
that the optimal weight is proportional to the instantaneous co-precision:

(n—1r1) +2F,Q'p+ AE [eTT(F9) J]
¥

" =Yy =Y By, (32)

where F; solves

. 1—
(1= E [T | B =0, Fr = 0.

The optimal portfolio weights consists of three terms: the first one is the myopic demand component, which is now
proportional to inverse volatility and so takes the typical form of standard mean-variance allocation; the second one is
the intertemporal hedging demand term, which depends on the correlation coefficients and co-precision. Finally the
third term assume the meaning of an illiquidity term.

In a different way Zhou et al. (2019) solves the dynamic portfolio allocation considering an AR(1)-GARCH(1,1)-
ARIJI model to describe the asset returns which enable to capture the dynamics process of both volatility and jump
intensity. The authors find that both initial jump intensity and jump persistence are important for the investor’s optimal
portfolio decision.

More recently Jin et al. (2021) formulates a portfolio choice problem in a multi-asset market characterized by
ambiguous jumps and constant volatility. They investigate the impact of tail risk on portfolio selection. The optimal
portfolio is solved in closed form through a decomposition approach, with two different jump size distributions. They
also show that underestimating tail risk might result in a sizeable wealth loss in the presence of jump ambiguity. Fur-
thermore, they confirm that ambiguity-averse investors reduce more of their jump exposure if the jump distribution
exhibits a fatter left tail.

So far we have assumed an incomplete market setting. To complete the market, we can add some financial
securities susceptible to the whole range of risk components. The natural choice is to include derivative contracts on
the underlying portfolio equity. Among the numerous references we first focus on Liu and Pan (2003) who studied
the impact of options on wealth allocation in a stochastic volatility framework considering only jumps in price. In
particular they consider the following dynamic for the risky asset:

{ dS, = (r + 0V, + J(A = AV, S,dt + VV;8,dZ" + JS,_ (AN, — AVidt) an

AV, = k(0 — V,)dt + o\/V; (pdzt(l) +/1- deZt@))

where Zt(l) and Zt(z) are standard Brownian motions, and N is a pure-jump process. All the random shocks are
assumed to be independent. The instantaneous variance process V' is a stochastic process with long-run mean 6 > 0,
mean-reversion rate £k > 0, and vol-of-vol coefficient ¢ > 0. In this setting the agent is interested in investing not
only in stock and riskless bond, but also in derivatives. More specifically the derivatives involved are those providing
different exposures to the three fundamental risk factors in the economy. The market can be completed once we
introduce enough non-redundant derivatives O = g¢*(S;,V;) fori = 1--- N and the price dynamics for the i-th
derivative security is:

A0 =rOidt + (995, + apg D) (nVidt + /VidBy) + o/1 — p2g D (eVidt + /VidZ) + Ag® (A = AQ)
(35)

Vidt + dN, — \Vidt,

where ggi) and gq(,i) measure the sensitivity of the ¢—th price to infinitesimal changes in the stock price and volatility,
respectively, and where A_E;) measures the change in the derivative price for each jump in the underlying stock price.



To solve the investment problem, the authors define the indirect utility function

1—~

X
W(t, X, V) = . - > exp{yF (T — t)V; + yG(T —t)}. (36)
which satisfies the following HIB equation,
1
max (Wt + XeWx (re+070Vi+ 07V = 07 IAV,) + S XEWxx Vi ((07) + (67)%) + 37)
1
AVAW 4+ k(60 — Vi) Wy + 50VtWVV + oV, X Wwy (thB ++1- p.QGtZ) ) =0, (38)

where AW = W (t, X;(1 4+ 6N .J), Vi) — W(t, X¢, V;) denotes the jump in the indirect utility function W for given
jumps in the stock price, and where Wy, Wx and Wy, denotes th derivatives of W (¢, X, V') with respect to ¢, X and
V, similar notations for higher derivatives. The authors solve the optimization problem in closed form and the optimal
portfolio weights on the risk factors B (bond), Z(stock) and N (derivatives) are given by:

0% = +opF(r)

H*Zzs—i-a 1—p2F(t,) (39)
gy — L ((A)m . 1>
J \\ @ ’
where 7 and € are the risk premia and
exp(kar) — 1

F(7) (40)

2ko + (]4}1 + kjg)(e.ﬁp(k‘gT) — 1)

1—v, 4 o Q A 1 A
0= —— 2\ — —|1-—= -1
5 (" +¢€)+ 0 +7 Q :
1 —
klzk—%(np—l—e\/l—pz)m
]CQ:\/]{%—(SO'Q.

The optimal exposure to the three risk factor, according to Liu et al. (2003) for the incomplete market setting,
do not depend on instantaneous volatility. The authors showed as derivatives extend the risk and return tradeoffs as-
sociated with stochastic volatility and price jumps. In particular they illustrated two significant example. In the first
example they focused on the role of derivatives as vehicle to volatility risk and as result the optimal portolio weight in
derivative security depends explicitly on how the chosen derivative is to stock volatility. The second example is on the
role of derivatives as vehicle to disentangle jump risk from diffusive risk.

with

Later Branger et al. (2007) extended the Liu and Pan (2003) framework by also considering discontinuities in the
stochastic process that governs volatility. They showed that the demand of jump risk includes a hedging component
which is not present in the models without volatility jump, this is the main difference with the previous setting. More

precisely, we have
1
9N = A " -1
\Q

ARl

~l =



with & volatility jump size assumed to be constant, and consequently this impacts also on F'(7), equation (40), while
the other exposures (6*Z, 6*%) are the same as Equation (39) of Liu and Pan (2003).

Moreover the authors showed how the volatility jump magnitude has a significant impact on the optimal portfolio.
They analyzed the distribution of terminal wealth for an investor who uses the wrong model by ignoring volatility
jumps or including wrong estimates of such jumps.

In this context, we also mention Escobar et al (2015), who determine optimal portfolio for an ambiguity averse
investor when stock price follows a stochastic volatility jump-diffusion process (considering only jump in the stock
dynamics), and when the investor can have different levels of uncertainty about diffusion parts of the stock and its
volatility. The authors illustrate that the optimal exposures to stock and volatility risks are significantly affected by am-
biguity aversion to the corresponding risk factor only. Moreover, they also show that volatility ambiguity has a smaller
impact in incomplete markets. As an extension, Cheng and Escobar-Anel (2021) consider an optimal allocation prob-
lem with both risk and ambiguity aversion under a 4/2 model. The numerical analysis finds that wealth-equivalent
losses (WELSs) from ignoring uncertainty or market completeness are moderate, while the WELs for investors who
follow different models as Heston or Merton (geometric Brownian motion) are quite substantial.

Unlike previous works in Ilhan et al. (2005) the investors maximize expected exponential utility function of ter-
minal wealth and restrict a static position in derivative securities.The main result is that in a general incomplete
arbitrage-free market there exists a unique optimal strategy for the investor.

Haugh and Lo (2001) construct a buy-hold portfolio of stocks, bonds, and options that involves no trading once
established at the start of the investment horizon, and solve this problem for several combinations of preferences as
CRRA (Constant Relative Risk Aversion) and CARA (Constant Absolute Risk Aversion) preferences and for differ-
ent return dynamics (Geometric Brownian motion, the Ornstein Uhlenbeck process and a Bivariate Linear Diffusion
process). The authors show that under certain conditions a portfolio consisting of just a few options is an excellent
substitute for more complex dynamic policies.

3.2 Non-expected utility: Epstein—Zin preferences

As an alternative to power utilities, a strand of extant literature has focused on Epstein-Zin preferences, since they
include the effect of both risk aversion, and separate EIS from the coefficient of relative risk aversion. The power utility
functions restrict risk aversion to be the reciprocal of the elasticity of intertemporal substitution and this it does not
reflect the empirical evidence that has shown how these parameters have very different effects on optimal consumption
and portfolio choice, as highlighted in Chacko and Viceira (2005).The latter examines the optimal consumption and
portfolio-choice problem of long-horizon investors in an incomplete market setting ,by first introducing precision
process, intended as the inverse of volatility, to obtain dynamic optimal portfolio rules. The authors consider recursive
utility over consumption and derive analytic expression for the optimal consumption and portfolio policies. The latter
are exact when investor has unit elasticity of intertemporal substitution of consumption, and approximate otherwise.
To simplify the analysis, the market is assumed to be made of only two assets, the first one is the riskless asset with
dynamics:

dB;
— 42
B, rdt, 42)

where r is the risk-free rate. The second one is a stock, with the following dynamics :

{ Sy = pSydt + \/y; 1Spdz) @)

2 )
dy, = k(0 — yo)dt + o /dZ;”
where y; is the instantaneous precision of the risky asset return that follows a mean-reverting process, with U—lt = Yy,

being v, the variance process, and k, 8, o > 0. Moreover in such a setting shocks to precision are correlated with the
instantaneous returns on the risky asset, with <dZt(1)dZt(2)> = pdt.
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The HJIB equation for this problem is:

sup
¢+,C

1 1 1
(f(CS, Js) + (e — ) Xs +r Xy — Ce] Wx + §¢$X3WXX; + k(0 — y) W, + §a2wyyyt + pad)tXtWXy> =0,

(44)
where f(C, J) = (1 — )W |log(C) — ﬁ log((1 —~)W)| for ¢» — 1 and subscripts on W denote partial deriva-

tives. When 1) = 1, there is an exact analytical solution to the optimization problem with value function given by:

X
W(Xe9) = T

5 exp{Fy: + G}.

(45)
This value function implies the following optimal consumption and portfolio rules:

G=p
¢ =1

; (46)
=Lu—rm+ (1-1) (-p)oFy,

with 8 > 0 rate of time preferences, v > 0 is the coefficient of relative risk aversion and F’, G are given by the solution
of the following system:

aF? +bF 4+ ¢ =0,

47)
(1=7v)(BlogB+r—p)—pG+kOF =0 (48)
where
_ o 2, polp=r)  (n—r)?
a—mh’(l—ﬂ)‘ﬂ’],b— c

; . (49)
gl 2y
When ¢ # 1 the HIB is still given by (44) but the first-order condition for consumption is different due to the different
form of the aggregator, as in equation (12). So, in this case, guessing that

1—
X, 77

W (Xe,y:) = I(yz)

= (50)

1
with the transformation I = H 7% and reply into HIB equation, also replacing the expression for ¢, the authors
obtain a non-homogeneous ordinary differential equation:

1 (1 =) (p—1)? po(p—r)(1—7)
—BYH™ + B+ % Y —

H, p*o2(1-~)% (H,\*>  H,
1— — —
5 et rl—9)+ i—w) \ar) " 77 K0 —ye)+
(S
o2 (1—~ H,\> o2 H,,
2(1—1/)“) <H> g g =0

the solution is obtaining by approximating the term
BYH™! = exp{e; — x4}, (52)
where ¢; — x; = log(C}/X:) and using a first-order Taylor expansion of exp{c; — x+}:
BYH™ = ho + hi(c; — 4),

where hy = expc — x and hg = h1(1 — log hy). Substituting Equation (52) in the first term of Equation (51), the
resulting ODE has a solution of the form H = exp{Fiy; + G1}. This solution implies the following value function

1—v 7
W) = 3 e { = (150 ) B+ 6 ).

(53)
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In this latter case the optimal consumption is equal to Ct = pYe~wi=CGi By and G are given by solution to a
system similar to (47), see Appendix A. of Chacko and Vlcelra (2005) for more details.

The optimal portfolio rule has two component, namely a myopic portfolio demand, and a Merton’s intertemporal hedg-
ing demand. Both components are linear functions of precision. The optimal consumption wealth ratio is invariant
to changes in volatility if ¢» = 1, while it is an affine function of instantaneous precision when 1) # 1. In a similar
framework, Faria and Correia-da-Silva (2016) extended the model of Chacko and Viceira (2005) for optimal dynamic
portfolio choice, introducing ambiguity in stochastic investment opportunity set, showing a small impact of the elas-
ticity of intertemporal substitution of consumption (EIS) on optimal allocation. Since standard verification results are
not applicable ( Duffie and Epstein (1992)), due to the non-Lipschitzianity of Epstein-Zin preferences, Kraft et al.
(2013) provided a suitable verification theorem for the associated HIB equation. This paper contributes in providing
new explicit solutions to HIB equation with recursive utility for a non-unit EIS. Those results represent first explicit
benchmark for the Cambell-Shiller approximation, used by Chacko and Viceira (2005) in their approximation. Kraft
et al. (2016) extended their previous work and provided existence and uniqueness of solutions of HIB equation by
exploiting fixed point arguments, and developed a fast and accurate numerical method for computing both indirect
utility and optimal strategies.

Xing (2017) studied an investment problem via backward stochastic differential equations considering a multi-
asset model in which the assets follow a Geometric Brownian motion and volatility is constant, focusing on the
empirically relevant specification where both risk aversion and EIS greater than one. The utility specification makes
the optimization problem harder to be solved since the Epstein-Zin aggregator is not Lipschitzian.

In a complete market setting we refer to Hsuku (2007), where a recursive utility function defined on intermediate
consumption (rather than terminal wealth) is maximized, in order to reflect the realistic behaviour of an investor who
saves money for the future. This setting is based on a general assumption according to which expected stock returns
are affine functions of volatility. The economy is formed by a riskless bond

—— = rdt, 54

where 7 is the risk-free rate and a risky stock with the following dynamic:

(55)

e = pdt + /Vedz{"
th = k(0 — V)dt + o/ VipdZV + /1 — p2dz?

where Zt(l) and Zt(z) are standard Brownian motions. In such a market, the authors refers to ?, so that the non-
redundant derivative O; = ¢(S;, V) at the time ¢ € [0, T'] has this dynamics:

dOy = [(u = 7)(gsSt + pogy) +no/1— p?g, + TOJ dt + (955t + pogo) V' Ve 2y + (03/1 = p2g.,)\/Vad 2
(56)

where 7 determines the stochastic volatility risk premium, g5 and g, are measures of derivative price sensitivities to
small changes in the underlying stock price and volatility, respectively. When ¢» — 1 the optimal portfolio weights in
stock and derivatives, and the optimal consumption wealth ratio are:

X, =" e
_lp—r 1 1 17 (9sSe +pogy) 1 < 1> (955t + pogs)
== + 2 (Q1+ Q) — BT Q)+ Qo ) (58
oM ST 5 (Q1+ Q2) Vt)ﬂ T TRy Q1 Q2Vt 7 (58)
1A 1 1
=2 + = ( Q1+ Q=) O/, 59
Y Y Vioy/1—p%(9:/0:) Y (Ql szt) /9 e
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with @1 and @), that solve the following equations:

L ST B — 1 o, 11, L1 2 o1
<2l_f 277 >Q2 [7 (=1 = b ok = g7 | @+ gl AT =0
(60)
11 11 1
(3557 37) @8- (5o ror) @ posjeno
- 2y

For the general case v # 1 there is no exact solution. To find an approximate solution the authors apply the ap-
proximation proposed in Chacko and Viceira (2005). Equation (57) demonstrates the invariance of the optimal log
consumption—wealth ratio to changes in volatility when ¢ = 1, as already seen in Chacko and Viceira (2005) . The
results obtained in Hsuku (2007) further show that optimal consumption—wealth ratio is a function of stochastic volatil-
ity, when 1 # 1: in particular it is an increasing function for investors whose EIS is smaller than one, while it is a
decreasing function for investors whose EIS is larger than one. Finally, the analyses confirm the conclusions of Liu
and Pan (2003) in case of power utility, regarding the role of derivatives: derivative securities are a significant tool for
expanding investors’ dimension of risk-and-return tradeoffs, being a vehicle for the additional risk factor of stochastic
volatility in the stock market.

4. Conclusion

In this paper a review of the literature on dynamic allocation has been proposed, trying to give a complete view on
the subject. In particular, some of the most popular models for the investor’s choice strategy were analyzed, consid-
ering different preferences for the investor and market settings. It is observed how the use of affine models to model
stochastic volatility leads to an optimal weights do not depend on the instantaneous volatility neither on the long-run
mean level contradicting the foundations of the Markowitz portfolio theory, which theorize and demonstrates a rela-
tionship of inverse proportionality between the invested wealth and the synthetic indicators of variability.

Further contributions could be extend along two different lines: at first the problem of optimal allocation in a
complete market could be faced by considering the co-precision (the inverse of volatility) in a setting where there are
discontinuities in both price and volatility to understand the impact of jumps and derivatives on the optimal portfolio
in presence of precision when the investor has a power utility; at second the optimal allocation problem can be solved
considering non-separable preferences for the investor (SDU utility function) and discontinuities in both price and
volatility, analyzing both cases of complete and incomplete market.
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