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Abstract. We shall propose a new computational scheme for the evaluation of the optimal portfolio
for investment. Our method is based on an extension of the asymptotic expansion approach which
has been recently developed for pricing problems of the contingent claims’ analysis by Kunitomo
and Takahashi (1992, 1995, 2001, 2003), Yoshida (1992), Takahashi (1995, 1999), Takahashi and
Yoshida (2001). In particular, we will explicitly derive a formula of the optimal portfolio associated
with maximizing utility from terminal wealth in a financial market with Markovian coefficients, and
give a numerical example for a power utility function.
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1. Introduction

We shall propose a new computational scheme for the evaluation of the optimal
portfolios for investment. Our method is based on the asymptotic expansion ap-
proach, a unified method of efficient computation justified by Malliavin-Watanabe
(1987) theory, which has been recently developed for pricing problems of the
contingent claims’ analysis by Kunitomo and Takahashi (1992, 1995, 2001, 2003),
Yoshida (1992), Takahashi (1995, 1999), Kim and Kunitomo (1999) and Takahashi
and Yoshida (2001). They have developed the method through deriving formu-
las for practical examples such as average options, basket options, and options
with stochastic volatility and with stochastic interest rates in a Markovian set-
ting, as well as bond options (swaptions), average options on interest rates, and
average options on foreign exchange rates with stochastic interest rates in the
Heath—Jarrow—Morton (1992) framework. In this paper, we extend the method
to portfolio problems. In particular, we will explicitly derive the formula of the
optimal portfolio associated with maximizing utility from terminal wealth in a
complete market, where the short term risk-free rate and the market price of risk

*The earlier version of this work entitled as An Asymptotic Expansion Scheme for Optimal
Portfolio for Investment was presented at symposium held by Research Institute for Mathemat-
ical Sciences, Kyoto University in December 9, 2000. We really thank the referee for helpful and
constructive comments which lead us to reorganization of this paper.
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are described by some functions of a random vector following a multi-dimensional
Markov process. Moreover, we provide numerical examples for power utility func-
tions. In general, it is quite difficult to compute an optimal portfolio explicitly when
the investment opportunity is stochastic in a multiperiod setting. The stochastic
control approach initiated by Merton (1969, 1971) gives a solution in terms of the
derivatives of the value function: While the solution can be evaluated numerically
based on the Hamilton—Jacobi—Bellman equation, the implementation is not easy
especially for the case of multiple assets. In the martingale approach initiated by
Karatzas et al. (1987) and Cox and Huang (1989), Ocone and Karatzas (1991)
proposed the representation of optimal portfolios by utilizing the Clark formula.
Although their representation formulas were derived in general setting, explicit
evaluation was obtained only for logarithmic utility functions or a financial market
with deterministic coefficients, which were already known without their formulas.
Starting with the Clark formula, we will present an explicit expression for the
optimal portfolio in a concrete and important setting where key variables such
as the short term risk-free rate and the market price of risk are some functions
of a random vector whose evolution is described by a multi-dimensional Markov
process. Moreover, our method can be easily extended to the optimal portfolios
associated with maximizing utility from both consumption and terminal wealth,
and to the hedging portfolios associated with contingent claims. Regarding the re-
lated works, Detemple et al. (2000) utilizes Monte Carlo simulations to investigate
optimal portfolios for a power utility function in several Markovian examples. The
organization of this paper is as follows. In Section 2 we explain the problem of the
optimal portfolio for investment and restate the problem in a Markovian setting.
In Section 3 we briefly explain basic tools for an asymptotic expansion approach.
In Section 4, we illustrate our method using a power utility function, and derive
the second-order scheme explicitly. In Section 5 we also derive the second-order
scheme for general utility functions. In Section 6 we give a numerical example.
Finally, in appendix, we provide proofs of lemmas, show the result of the third-
order scheme for power utility functions, and discuss the validity of our method
for the numerical example considered in Section 6.

2. Representation of Optimal Portfolio
2.1. REPRESENTATION OF OPTIMAL PORTFOLIO FOR INVESTMENT

We will briefly describe the financial market and introduce the representation of
the optimal portfolio for investment derived by Ocone and Karatzas (1991).

We start with basic setup of the financial market. Let (2, F, P) probability
space and T€ (0, co) denotes some fixed time horizon of the economy. w(t) =
(w'@),...,w (¢)*, 0<tr<T is R’'-valued Brownian motion defined on
(R, F, P) and {¥;}, 0<t < T stands for P-augmentation of the natural filtration,
F=o(w(s); 0<s <t). Here, we use the notation of x* as the transpose of x.
Si(t),i = 1,...,r and Sy(¢) denote the prices at time ¢t € [0, T] of the risky
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asset i and of the risless asset, respectively. The prices are assumed to follow the
stochastic processes: For t € [0, T'],

ds; = Si(l)|:bl'(l) dr + Zaij(t) dwj(t)], S;0)=s;, i=1,...,r,
j=1
dSy = r@®)So(r)dt, Sp(0) =1, (D)
where we suppose that r(¢), b;(t) and 0;;(¢), i, j=1, ..., r are bounded and pro-

gressively measurable with respect to {F;}. We also assume the nondegeneracy
condition; for the r x r matrix o () = {0;(t)}1 <i,j <, there exists a real number
¢ > 0 such that

E¥o(t, w)o(t,w)*E >€lE*; VE€R", (t,w) € [0,T]x Q.

Then, the stochastic process of an investor’s wealth denoted by W (¢) are expressed
as

dW@) = [r(OW @) — c(D]dt + 7 (O [(b() — r(OD) dt + o (1) dw(®)], (2)

where W(0) =W > 0 is the initial capital, 1 denotes the vector in R” with all ele-
ments equal to 1, c(¢) denotes the consumption rate, b(¢) = (b (¢), ..., b,(¢))*, and
m(t)={m(t)};_, , denotes the portfolio. c(¢) and m(¢) satisfy the integrability
condition;

.....

T
f (Im()> + c(r)} dt < o0 a.s.
0

Next, let A(W) denote the set of stochastic processes (7, ¢) which generate W (¢) >
0 for all r € [0,T] given W(0) = W. We call (r, ¢) is admissible for W if
(m,c) € A(W).

The problem of maximizing utility from terminal wealth is formulated as
follows:

sup  E[U(W(T))], 3)
(.)€ AW)

where E[-] denotes the expectation operator under P, and U denotes a utility
function such that

U:(0,00) > R,
a strictly increasing, strictly concave function of class C?
with U (0+) = lig)l U(c) € [—00,00), U'(0+) = lig)l U'(c) = o0

and U'(00) = lim U'(c) =0. “4)

Let the market price of risk 6(¢) for ¢ € [0, T] an R"-valued progressively measur-
able bounded process defined by

0(t) = o ()" [b@) — r(n)1].
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Then, the martingale measure denoted by P is defined as Py(A) = E[14Z(T)] for
all A € Fr where

Z(t):exp<—/O Q(S)*dw(s)—%/(; |9(s)|2ds), 0<tr<T.

‘We note that wy(t) = w(t) + fot 6 (u) du for 0 <t < T is a standard Brownian mo-
tion under P,.

Regarding the problem of maximizing utility from terminal wealth, it is well
known that the optimal wealth level of terminal wealth given by W(T)=
I(Y(W)Hy(T)) and that the value function V(W) := sup, ,caw) ELU(W(T))]
can be computed as V(W) =G (Y (W)), where G(y) := E[U( (yHy(T)))]; 0 <
y < oo (see for instance Theorem 7.6 in Karatzas and Shreve, 1998, p. 114). Here,
a continuously differentiable function 7 : (0, co) — (0, oo) (which is expressed as
I € C'((0, 00); (0, 00))) denotes the inverse of U’(-), and )(-) denotes the inverse
of the continuous decreasing function:

X(y) = Eo[B(T)I(yHo(T))] = E[Ho(T)I (yHo(T))], 0<y<o0

which we assume maps (0, 00) into (0, 00), where B(¢r) =1/So(¢), Ho(t) =
B(t)Z(t) denotes the state price density at r and Ey[-] denotes the expectation
operator under F.

Ocone and Karatzas (1991) provides the following theorem by utilizing the
Clark formula regarding the problem of the optimal portfolio for investment as-
sociated with maximizing utility from terminal wealth.

THEOREM (OCONE AND KARATZAS, 1991). Suppose that a utility function
satisfies the conditions (4) and that

I+ IT'OMISKO*+yP), 0<y<oo

holds for some real positive constants o, B and K. Then the optimal portfolio
admits the representation;

1
i (o (1) = B0 {9*(t)Eo[ﬂ(T)y(W)Ho(T)1’(37(W)H0(T))Ift] +

T
+ Eo[ﬁ(T)cb/(y(W)Ho(T))(/ D,r(u) du +

r T
+ {D,ea(m}dwg(u)) H } 5)

a=1""!

where ¢(y) = yI(y),0 < y < o0, and D,r(u) and D,6,(u) fora = 1,2,...,r
denote the Malliavin derivatives of v (u) and 6, (u).
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Here we suppose that 6 and r satisfy the following conditions:

1. R-valued progressively measurable process r is bounded; for a.e. s € [0, T]
r(s,-) € Dy 1, where D 1 denotes the Sobolev space D, ; with (p,s)=(1, 1),
(s, w) = Dr(s,w) € (L*([0, T1))" admits progressively measurable version,

and
T 1/2 T 1/2
||r||7,le[(/ |r<s>|2ds) +</ ||Dr(s)||2ds) i|<oo,
0 0

where || - || denotes the L*([0, T1) norm, and || Dr(s)||*> = Z;Zl | Dir(s)||>.

2. R -valued progressively measurable process 0 is bounded,, for a.e. s € [0, T']
0(@s,) € M), (s,0) = DO(s,w) € (L]0, T]))’2 admits a progressively
measurable version, and

T 1/2 T 1/2
ey, = E[(/ |9(s)|2ds> + (/ ||D9(s)||2ds> } < 00,
0 0

where | DO()I> =37, I1D"6; ()11
3. For some p > 1 we have

T p/2
E[(f ||Dr(s)||2ds) ] < 00,
0
T /2
E[(f ||D9(s)||2ds> } < o0.
0

Proof. See Theorem 4.2 of Ocone and Karatzas (1991). O
More intuitive formula can be obtained under original measure P.

THEOREM 1. Under the same conditions as in theorem (Ocone and Karatzas,
1991), the optimal portfolio has the representation under measure P

Hy(T)
Ho(1)

T
¢’(y(W)Ho(T))(/ D,r(u)du +

o (t) = {W(t) —E[ ¢>’(y(W)H0(T))|J-‘,} }9*(t) -

_ E|:H0(T)
Hy(1)

)

r T T
+ Z{f {Dtea(u)}dw“(u)Jr/ {Dtea(u)}%(u)duD
a=1 t t

(6)
where W (t) denotes the optimal wealth at time t, and is determined by
Hy(T)
W) = E[ . I(y(W)HO(T))U-‘,] (7)
Hy(1)

Proof. The relation (7) is well known. (See Theorem 7.6 of Karatzas and Shreve,
1998 for instance.) Rewrite Equation (5) under P by using (7), ¢'(y) =1(y) +
vI'(y), and wo(t) = w(t) + fot 0 (u) du to obtain the result. |
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In the optimal portfolio of Equation (6), the first term on the right-hand side rep-
resents the optimal portfolio in one-period setting that is sometimes called mean-
variance portfolio, while the second term is specific to multi-period setting, which
Merton (1971) named hedging demand in a sense that the term represents demand
for hedging against randomness in the future; specifically, the terms D,r(u) and
D,8,(u) express the changes of the riskless interest rate and the market price of
risk in the future, respectively.

It is well known that the optimal portfolio 7 (¢) is easily derived for two simple
cases: (See for instance Chapter 3 in Karatzas and Shreve, 1998.) For the case of a
log utility function U (x) =log x,

i) = 05 (o ()W (@),

where 6(t) = o (t)~'[b(t) — r(t)1], since ¢ =1 and hence ¢’ = 0. This is exactly
the same as mean-variance portfolio in one-period portfolio problem; that is, the
optimal portfolio per wealth is given by the vector of the excess expected returns of
risky assets over the riskless asset multiplied by the inverse of variance—covariance
matrix. In this sense, an investor with a log utility is sometimes called a myopic
investor. For the case of a power utility function defined by U (x) =x°/8, 8 < 1,
8 #0 for x € (0, 00), if () and O (-) are deterministic,

1
() = m@*(r)o(r)”W(r) (8)

because D;r(u) =0 and D,0, (1) =0. However, if r(-) and 6(-) are not determin-
istic, it is not easy to evaluate 7 () explicitly for a power utility function.

2.2. OPTIMAL PORTFOLIO FOR INVESTMENT IN A MARKOVIAN SETTING

In the spirit of Ocone and Karatzas (1991), we will consider more concrete and
important setting for practical purpose in the sequel.

From now on, we will consider a Wiener space on [¢, T'] for some fixed r € [0, T']
and assume that all random variables will be defined on it. Let X|, be a d-dimensional
diffusion process defined by the stochastic differential equation:

dX¢ = Vo(XE, ) du + V(XE, ) dw,, X =x )

for u € [t, T]. Here we suppose that € € (0, 1] denotes a parameter used as the
asymptotic expansion, Vy€ C°(RY x (0, 1]; RY) and V = (Vp)y, € C(R? x
0, 1]; R ® R"), where C,‘;O(Rd x (0, 1]; E) denotes a class of smooth mappings
f: R?x (0, 1] — E whose derivatives 079" f(x, €) are all bounded for n € Zi
such that [n| > 1 and m € Z, . Note that time-dependent-coefficient diffusion pro-
cesses are included in the above equation if we enlarge the process to a higher-
dimensional one. We also assume the bounded processes r(u) and 6(u) to be
r(u)=r(X¢) and 6(u) =60(X¢), where r € C2°(R%; R,) and 0 € C°(RY; R"). We
remark that our framework includes a financial market with Markovian coefficients
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of return processes as a special case, in which not only r () but also b(u) and o (1)
are some functions of X¢.

Let Y, be a unique solution of the d x d-matrix valued stochastic differential
equation:

drs, = Z 3, V(XS ©YF, dw?, YS, =1 (10)
a=0

Then, we have the representation of the optimal portfolio 7 () in our Markovian
setting, which is stated as a corollary of Theorem 1.

COROLLARY 1. The optimal portfolio under the Markovian setting (9) and (10)
is represented as follows:

(o (x) = {W - E|:H0,t,T¢/(yHO,t,T)] }9*()6) -
T
- E[Ho,z,m/(yl‘lo,z,r)(/ or (XY, V(x,e)du +

r T
+ Z/t 0o (X)YE,V (x, €) dw (u) +
a=1

r T
+ Z/ O (XE) 00, (XYE,V (x, €) du):|, (11)
a=1"1
where W is a given wealth at time t, Hy ; 1 is defined by
Hy(T)
Ho,r = 0
Ho(t)

T 1 T T
=exp(—f x5y duw) — 5 [ 0P an— [ r(X;>du),

and Y is determined by the equation:
W = E[Ho, 71 (YHo,r)] (12)
Proof. 1t is well known that
DX, =Y V(X&) =Y V(x,e), uxt,
and that
Dif(XS) = df (XD, X1 = 3f (XYL, V(x. €, u>t,
for f € Cgo(Rd;R). Apply those facts to Equation (6) with f(-)=r(.) or
0(). O

Our objective is to evaluate () explicitly. It is possible to compute 7 (¢) based
on a Monte Carlo simulation. However, it is path-dependent, besides, the functions
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¢’ is often irregular, and the error bounds are not yet fully investigated in such
a situation, while Kohatsu and Yoshida (2001) recently provided an error bound
to the Euler—-Maruyama scheme for path-dependent functionals. Moreover, Monte
Carlo methods are not so useful from a computational viewpoint when a family of
stochastic differential equations is treated; especially, the sensitivity analysis which
controls the underlying stochastic differential equations is the case.

In the present article, we will propose a practical and more efficient scheme
for computing the optimal portfolio by utilizing the asymptotic expansion ap-
proach. On the asymptotic expansion approach, first-order asymptotics was pro-
posed in Kunitomo and Takahashi (1992) for geometric Brownian motion. In order
to obtain more precise approximation, the asymptotic expansion method was in-
troduced with the Malliavin calculus and investigated for the evaluation of path-
dependent contingent claims in Yoshida (1992), Takahashi (1995, 1999), Kunitomo
and Takahashi (1995, 2001, 2003), Kim and Kunitomo (1999), and Takahashi and
Yoshida (2001).

3. An Asymptotic Expansion Scheme

We will introduce basic tools for an asymptotic expansion scheme. First, we will
derive the asymptotic expansions of X7 and Y, in (9) and (10), respectively, which
will provide the basis for the subsequent analysis. We start with a basic assumption,
the deterministic limit condition:

[AT] V(0 =0.

It follows from [A1] that the limit process (XS)ME[LT] is a unique deterministic
solution of the ordinary differential equation:

X2:x+f Vo(X?,0) ds. (13)
t

We further assume O’(XS) is nonsingular for all u €[¢, T']. Next, put ¥, ; = Y,?S
and then clearly, Y, ; is a unique deterministic solution of the ordinary differential
equation:

dv,, = 8, Vo(X%,0)Y, ,ds, selt, Tl Yo =1, (14)

where Y, ; € GL(d, R). Next, let D(t; u) = 9X¢/d¢€|c—o, E(t;u) =0>XE/0€|c—o
and Y} = 9Yf, /d€|c—o. Then D(t; u), E(t,u) and ¥\, (u € [t, T1) are determined
by the following stochastic differential equations:

dD(t: u) = 3, Vo(X3, 0)D(t; 1) du + »_ 8 V(X3 0) du®,
a=0
D(t;1) =0, (15)
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dE(t; u) = 3, Vo(XY, 0)E(t; u) du + 32Vo(X°, 0)[D(t; u), D(t; u)] du +

+ 2 0,0 Vo (XD, 0)D(t; ) dw® + Y 02V, (X7, 0) dw®,
a=0 a=0
Et:1) =0 (16)

and
Ay =0, Vo(X?, 0)Y ) ds + 8 Vo (X7, O)[D(t; 5)1Y, , ds +

- D0V, (0, du
a=0

vh=o. (17)
Here we used the fact that 9,V,(-,0)=0 for « = 1, ..., r. Moreover, we used
conventions dw® =du, 9, = grad,, d. = 0/0d€, and notations;

d d
Vo(XD, 0D u), D(t; )] =Y > 0,id Vo(Xy, 00DV (5 u) DD (15 ),

i=1 j=1

and
d

d
2Vo(X2, O)[D(t; )Y, ds = 3 Y 8,40, Vo(X2, 0) DY (11 5)(¥,.)"ds.
i=1 j=1

where D (¢; s) denotes the ith element of D(¢; s) and (Y,,S)("*') denotes the ith
row of Y, ;. Further, we will use the following abbreviations:

Xy=X), Y,=Y), Vau=V=V.(X,.0, a=01...r

d = 0y, 0; = 0.
Then, we obtain the asymptotic expansions of X;, and Y/, upto the order explictly
used in the later sections.

LEMMA 1. The asymptotic expansions of X, and Y{  are obtained as follows:
X5 =X, +€eD(t;u) + 32 E(t; u) + 0(€?),
Yo, =Y.u+eYh +o(e),

where

D(t;u) :Yt,u/ Yt_xlzaevasdw?s
4 ’ a=0

E(t;u) = Y/ Y,;‘{azvos[D(t;s),D(t;s)]ds +
t

+ 2 00V D(t: 5) dw® + Y 92 Vo dw“},

a=0 a=0
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Y =7, / (¥, [az VosID (5 $)1Y;c ds + > 0ed VYo s dwf:].
! a=0
Proof. See appendix. a

Next, we will consider the asymptotic expansion of the following functional
which will appear frequently in the sequel. Define

&y = eXP(f ao(XE)derf a(XE)dws), (18)

where ag € C?(Rd; R) and a € C?(Rd; R"). Here, C?(Rd; R)(C?O(Rd; R")) de-
notes a class of smooth functions f: R — R (f: R? — R’) whose derivatives
are of polynomial growth orders. In addition, we assume the following integrability
condition for ¢/

[A2] For any p € (1, 00), SUP.c(0.1 ||§th||p < 0.
Then, we easily obtain the next lemma.
LEMMA 2. Under condition [A2], ¢f; has an asymptotic expansion:
Lop ~ Cr el + 5EE T + (19)
in L? for every p > 1 (or in D*>) as € | 0. The first three coefficients are given by

T T
CI?T = exp(/ aO(Xs) ds +/ a(Xs) dws>,

T T
47 = d}( f 8.a0(X)D(t; 5) ds + f 8.a(X,)D(t; 5) dws),
2

T T
47 = g?TK / d,a0(X)D(t; 5) ds + f axa(XaD(t;s)dws) +
T t T t
—I—/ 8xao(XS)E(t;s)ds+/ 0 a(X)HE(t;s)dwg +
T
+ f 92ay(X)[D(r: 5). D(t: )] ds +

T
+f 8fa(Xs)[D(t;s),D(t;s)]dws}.

Proof. Taylor expansion under the integrability condition [A2] gives the
result. O

Finally in this section, we will derive an expansion of the following functional
which will be frequently used in the subsequent analysis:

T
gre = / Af X )DY(, V(x, €)dwy, a=0,1,...,7, (20)

t

where f € C?O(Rd; R).
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LEMMA 3. The asymptotic expansion of g* is given by
ga’€ ~ ega’[l] + %62g06,[2] _|_ P

in L? for every p > 1 (or in D*(RY)) as € | 0. Here, g*Ul j = 1,2 de-
note the first derivative g*" =93g%¢/d¢|.—o and the second derivative g*'*' =
92 g%/ 9€?|—o of g*¢, respectively, and they are expressed as follows:

T
gt — / O [ (X140 V (x1, 0)] dwy,

d
g2l — fZZa-ajf(Xu)DU)(t;u)Y,S’;‘>a€V(x,,0>dwg+

ll]l

+2/ Za FXDYE 8.V (x,, 0) dw? +

/ Za FXDYE 92V (x,, 0) dw?. 1)
Proof. See appendix. a

4. The Scheme for Power Utility Functions
4.1. POWER UTILITY FUNCTIONS

In this section, we will illustrate our approach through an asymptotic expansion
of the optimal portfolio for power utility functions. We first assume that a utility
function in (4) is specified as so called a power function; that is

)
Ux) = % xe(0,00), §<1,8#0. (22)

Then, /(y) and ¢ (y) are given by 1(y) =y~ /179, ¢(y) =y and ¢'(y) =
[=8/(1 = &) (y).

Hence, in this case the optimal portfolio given in Equation (11) is expressed as
follows:

' (t)o(x) = ﬁwg(x)* 1 i8(y)_l/(l_a)E|:(H0,t,T)_5/(1_8) %

T
X (/ or(X,)Y(,V(x,e)du +
t

r T
+ th 00, (XY, V (x, €) dw® (u) +
a=1

T
+ Zf 0o (X;)00, (X)) Y[,V (x, €) du):|, (23)
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where
W = ) VIR [(Hy, ).

Here, we use the abbreviations r(u) =r(X?) and 9, (u) = 6,(X?). We also notice
that ())~1/U0-9 is expressed explicitly in terms of the current wealth W at time ¢.
Then, alternatively, the optimal proportions of risky assets in wealth denoted by
w*(t)/ W are given as follows:

" _ 1 * _—1 1
O = e S Bl ]

t

T
x E[(Ho,,j)—fs/“—‘”(/ (XY, V(x, e)du +

r T
+ th 00 (X)YE,V (x, €) dw® (u) +
a=1

r T
+ Zf Qa(XZ)BQO,(XZ)YZuV(x,e)du)}o_l(x). (24)
a=1"Y1

We remark that Equation (8) which represents the optimal portfolio when r(-)
and 6(-) are not random does not have the second term on the right-hand side
of Equation (24), because in that case,

or(u) = 06,(u) = 0.

Hereafter, our objective is to derive an asymptotic expansion of Equation (24);
because the first term on the right-hand side of Equation (24) is already obtained
explicitly by the current information at time ¢, we will derive an asymptotic expan-
sion of the second term applying the technique prepared in the previous section.
More specifically, we will consider the term E defined as follows:

1 5 T
= - /(1_5) € €
E= E[(HO’,’T)—S/(I—(S)]E|:(H0,t,T) (/; or(X;)YS,V(x,e)du +

r T
+ Z/, 30u (XY, V (x, €) dw® (u) +
a=1

r T
+ Z/ Ga(X;)aéa(X;)quV(x,e)du>]. (25)
a=1"Y"!

4.2. PREPARATIONS

First, we notice that we can directly apply the expression (19) in Lemma 2 to
(Ho,.,7)~%/"=% in Equation (24) if we set ¢, = (Ho,,,7) %"=, and specify ao(X¢)
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€
and a(X¢) as

8
ap(X§) = (m>r(xf,) + mIG(XDF,

5
a(X6) = <m>9*(X§).

Here, we note that [A2] is satisfied in this case because of the boundedness as-
sumptions of 7(-) and 6(-).
Next, we will show the following expansions:

T T
g E/ ar@)YS,V(x,e)du, g E/ 30, W)Y,V (x, €) dw® (u),
t t

T
gy = f O ()30, W)Y,V (x, €) du, (26)
t
which appear in the second term of Equation (24).

LEMMA 4. The asymptotic expansion of g, g5, and g;‘f defined in (26) upto the
€2-order are obtained as follows:

: , 2
gt = egl!M+ 126121 4 o(e?), gt = egy + Le2gi P 1+ o(e?),
: . 2
85 = eg!M + 12845 + o(e?), 27)

where the coefficients of e-order, that is, g1, g3 W and ggg[” are given by

roo

r

T
. / rOu)Y, .0,V (x, 0) du,
t
T
gl :/ 301 u)Y, 3.V (x, 0) dw® (u),
t

T
gl = / 61 ()30 ()Y, , 8.V (x, 0) du, (28)

t

and the coefficients of €2-order, that is, g?], g 1 and ggz’[2] are given by

T T
g = 2( / 3*r%w)[D(t; w)Y,, du + / ar du)&eV(x,O) +

1 t

T
+ </ ar[ol(u)Yt,udu)aSV(x,O),
t
T
gt = 2(/ 3200 w)[D(t; W)Y, dw® (u) +
t
T
+ / 3O )y} dw“(u)) 3.V (x,0) +
t

T
+ (/ 30wy, , dw“(u))aSV(x,O),
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T
g = 2( / {(805” )? + 6 )5°6}" (u)}[D(t; W1¥; du +
t
T
+ / o (u)oo ) w) Yl du) 9. V(x,0) +
t

T
+ ( / 01 w)a0 ()Y, , du)&fV(x,O). (29)

We use the following notations in (29):

d d
@O 2D WY = 3 S 0,600 w) 000w (DY (15 ),

i=1 j=1
d

d
0 Dt WY =Y D 39,0 DYV (15 u)} Y.

i=1 j=1

Proof. See appendix. a

4.3. THE SECOND-ORDER SCHEME

Finally, we will explicitly derive an asymptotic expansion of the optimal portfolio
upto the e-order. We will also show the third-order scheme, that is an asymptotic
expansion formula upto the €2-order in appendix.

We first define E(1) as

T
E(l) = E[(HO,I,T)—S/“—“ x </ Ir(XOYS,Vi(x, e)du +
t

r T
+ 2/ 00, (XS, V (x, €) dw® (u) +

r T
+ Zf Qa(X;)aea(X;)Y:uV(x,e)du)]
a=1"Y1

Then, we have the following lemma.

LEMMA 5. E(1)’s expansion upto the e-order is given by

T
_5) (T ,l01 _521 (T 19101 (,,\12
E() =e5/(1 & J; ) du e[5/2(1 821/, 10 @) due(/ 37’[0](14)Yz,u du +

t

+15 Z/ Nu)ag (w)y,, du) 3¢V (x,0) + o(e). (30)

Proof. See appendix. a
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Then, using this result, we have the asymptotic expansion upto the e-order of E
defined by Equation (25).

LEMMA 6. E’s expansion upto the e-order is given by

T 1 r T
E = 6(/; ar[o](u)Y,,u du + mg/; 90[[0](u)39£0](u)yt,u du) X
X 0V (x,0) + o(e). 3D

Proof. See appendix. a

Finally, we have the following asymptotic expansion scheme of optimal portfo-
lios for power utilities.

THEOREM 2. Under assumptions [Al] and [A2], an asymptotic expansion upto
e-order of the optimal portfolio for the power utility function (22) is given by

OIW = ——0" (D)o () + — /%mkw du + —
= u X
b4 T3 x)o  (x 1_86 t r(u)Y;, du T35

r T
X Z/ 61 w90 )Y, , du)&eV(x,O)a_l(x)—Fo(e).
a=1""!

(32)
Proof. Applying Lemma 6 to Equation (24) yields the result. a

Comparing to Equation (24) which represents the optimal portfolio for power util-
ity functions, we easily see the second term on the right-hand side in (32) provides
an approximation of the hedging demand that is specific to multiperiod setting, and
that appears on the second term on the right-hand side in Equation (24).

5. General Case

In this section, we will derive an approximation formula for more general class
of utility functions where the Malliavin calculus will be applied. That is, we will
consider an asymptotic expansion scheme of Equation (11). First, we remark that
the similar argument as in the power utility functions can be applied when T = ¢’
is smooth and forn € Z,

ITOWI< K, +y 7Py, 0<y< oo,

where T™ (y) = 9"T/dy", and K,,, «,, and B, are positive constants.

Thus, in this section we will concentrate on an asymptotic expansion scheme
when T = ¢’ is nonsmooth. We also notice that in practical computation of optimal
portfolios for the smooth case we may apply the formula (48) in Theorem 3. We
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first consider the functional ¢/, defined in (18) which is equivalent to Ho,,, in
Equation (11). That is,
¢, = Hoiu, Where
a)(X() = —30X)IP —r(Xy),  a(X)) =—-0(X)"
We put the following nondegeneracy condition on a:
[A3] For some s € [t, T, a(X?) # 0.

Then the Malliavin covariance of ¢ is given by the formula:

T
Ot = (gtE,T)Z/ |77€(14)|2ds,
t

where the r-dimensional process 1€ is expressed in:
rT
e u) = a(X$) + Zf B,au (XY, (YE)TV(XE, € dw®
a=0""

with a = (a,);,_,. Take a smooth function ¢: R— [0, 1] such that ¢(x) =1 if
|x] <1/2 and that ¢(x) =0if |x| > 1. Define £€ by

T -1 T
56=4|;,iT/;,?T—1|2+4(/ |a(X2>|2du) /mf(u)—a(xﬁnzdu

and let Y€ = ¢(£€). Obviously, 1€ € D*. The exponent of {fT is a Gaussian ran-
dom variable, therefore [A3] yields the nondegeneracy of g,?T:

05 €NyaiL?.
Gor

By using this fact and [A1], it is not difficult to show that

sup [[yfo. "Iy < o0
€c(0,1] T

for any p > 1, and that

limsupe " P[y€ < 1] < 00
€l0
for any n € N. In fact, the first inequality is trivial by the definition of n¢. The
second inequality follows from the L”-estimate | sup,c, 7 X} — XSl I, = O(e)
and [A2] with Taylor’s formula.

We will in the sequel assume the boundedness of a, (¢ = 0, 1, ..., r). It will
be sufficient for our use. Clearly, Condition [A2] is satisfied, in fact, ({7)* is inte-
grable for any s € R. We will consider the pull-back of ¢, by a function T. Under
nondegeneracy of ¢, the composition T(¢ ;) with a (roughly speaking) locally
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integrable function T is well-defined in ) (under truncation, if necessary), and
the stochastic expansion of T(¢f;) is valid. However, for practical purpose, we
need to extend the class of functions T below. It would be more natural to consider
Schwartz distributions on (0, co) but we will not pursue it here. It requires global
modification of the theory since it is necessary to replace spaces of T and to prepare
another smoothing operator A~! and estimates. The modification in our discussion
is like the finite part of x;’\ (A > 1) in the sense that it removes the difficulty of
the lack of the local integrability around zero.
Let T is a measurable function such that

T < KG*+ y“g) for some K > 0, o > 0and 8 € (0, 1). (33)

We will consider utility functions of which ¢’ belong to class of T. The function T
may not be a Schwartz distribution but the composite function T(¢/ ;) is of course

well-defined in D—°°:
YT ) in D™, (34)

It should be noted that (¢, ;) is nondegenerate under truncation by <. Let g*< be
a family of Wiener functionals admitting a stochastic expansion:

é\a,e ~ Z iga,[j]
in D* as € | 0. Then one obtains the stochastic expansion:

o0
YT (L ) ~ Yl PYIR] (35)
j=0
in D™ as € J 0. Here the coefficients d~>‘}‘[§] € D~ are determined by the

formal Taylor expansion of the left-hand side after removing €. Expectation of
(35) yields the ordinary asymptotic expansion:

@ YT ) 1) ~ D /(D931 1)
=0

~ Zej/ T(@)p;(z: 8) dz. (36)
j=0 7

where (-, -) denotes the generalized expectation, and p;(z; g) are integrable smooth
functions, which can be described as the transform of the derivatives of the density
of ;,?T multiplied by the conditional expectation of certain smooth functionals
given ¢;. On the other hand, if T € S(R), that is T belongs to the Schwartz
space of rapidly decreasing C* functions on R, then with no problem we obtain

BUY T ) ~ Y el %3] (37)

Jj=0
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and hence
E YT D~ Y / T(2);(z; §) dz (38)
j=0 T

for some smooth functions p;(z; &). Clearly, the expansion (36) coincides with the
expansion (38) for T € S(R), and hence p;(z; &) = p,(z; &)
Summarizing,

GV~ e [ T (39
j=0 "7

as € | 0, for measurable functions T admitting the representation T(y) = T(y"),
where p;(z; §) are determined as follows. By the formal Taylor expansion

(Z ﬁg“’[”)T(;,,T + ﬁq}) =Y gl
j=0 j=1 j=0

one has an expression of CD’J?‘ [gl:

J
U2l =D ST ),
k=0
for some functionals Ji, k =0, ..., j. Then p;(z; &) is given by

J
i@ &) = Y (—)MELLIE = 21p%r (),
k=0

where pifr (z) denotes the density function of ;..

Next, we will explicitly derive the asymptotic expansion for the general
case based on the previous validity argument. We first note that we are able to
express ) in terms of W and x through a function Y=Y (W, x) because
W =E[Hy,r1(YHy,r)] and I(-) is strictly decreasing. Hereafter, ) is regarded
as a constant since we will derive a general formula given W, x and a function
Y(-, -). Once a concrete utility function is determined, Y(W, x) can be also eval-
uated by an asymptotic expansion even if explicit evaluation is difficult. See an
example of a power utility function in the previous section.

We need to evaluate the following terms in Equation (11):

E(2) =E[Ho, 1¢'(VHo.1)], (40)

T
EQ3) = E|:H0,I,T¢’(yH0,,,T)</ or(X,)YS,V(x,e)du +

r T
+ th 30, (XE)YE,V (x, €) dw® (u) +
a=1

r T
+ Zf Qa(XZ)BQ,X(X;)Y:uV(x,G) du):|. 41)
a=1Y1!
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We note that the validity of the expansions for E(2) and E (3) are guaranteed by the
discussions on T(¢/)g* if we suppose that ¢’ belongs to class of T. Moreover,
we remark that E(2) exhibits the part to be evaluated in the mean-variance com-
ponent, and E (3) represents the hedging demand.

We start with the stochastic expansion of Hy, r around € = 0.

LEMMA 7. The asymptotic expansion of Hy, 1 upto €*-order is given by
Ho,r = HY) (1 +eHy 4+ Le2HE 1+ o(€h),
where

T 1 T
H(%OI]T = eXp ( - / 0[0](14)* dw(u) o _/ |9[O](l/l)|2 dl/t _
! t

2
T
— f ) du) ,

Hll} = R+ 6y + 0y, H(g?{T = (H(g},{T)Z + Ry + Oy + Os.

s

Here we define Ry, ©31, ©1, Ry, ®2 and O, as follows:
T
R, = _/ ar'®w)D(t; u) du,
t
r T
Oy = — Z/ 01 w)a6" ) D(t; u) du,
a=1 ¢
r T
0, = _Zf 360 () D(t; u) dw® (u),
a=1"Y1

T
Ry=— / (027 [D(t; w), D(t; w)] + ar' (W) E(t; u)} du,

o T o T
Op =— Z/ {860, () D (t; u)}* du — Z/ 01 ) {9709 (u) x
r=1"1 r=1"1
x [D(t;u), D(t; u)] + 06, () E(t; u)} du,

T
0, = —/ (0201 u)[D(t; u), D(t; u)] + 30" () E(t; u)} du.

Proof. Set¢f, = Ho, r,and apply (19) in Lemma 2. O

Next, we will explicitly derive the expansions of E(2) and E(3) upto the e-
order. We provide the following lemma for the expansion of E(2).
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LEMMA 8. The asymptotic expansion of E(2) defined by (40) upto the e-order is
given by

EQ) = e_ftTrlOJ(u)du(/ ¢/($t(,172’y61)p(z) dZ) 4
+ee i M [( / (e122® + enz + c10)¢' €5 1) p(2) dz) -

T oo
—ye r“”(u)du( f ¢'(€7 )0 {(cnZ” + ez + c20) p(2)} X

’ dz)] et 42)
where
— [T 01 () du 710101012 du
5,(,17),3) = ye ft (u) d e(l/Z)ft 16197 )2 d ’
T 10 T 0 )
S[(?]Z,y = ye—f, %) du 6(3/2)ft 10101 (1)) du’ (43)
and
(2) 1 —z2/2%; 5 fT |9[O]( )|2d ”
= € = w)|~ du.
PR = o, .=

Moreover, ciy, c;1 and cip fori = 1, 2 are defined as follows:

r

T T
cio = 12/ 0196101 D; (¢: u) du —/ 3r'%(u) Dy (t; u) du —
t

t

a=1
~ [ g0 5 s ("
- 0,700, D;(t; u)du + — /‘Qaua%uY,ux
x < f Y, ZBGVX@[O](S)ds) du},
t

a=1

Cil

1 - T u 1 T
=> / 6500y, , / Y10 Vo ds du + — / ar9u)Y,, x
EZ a=1 t 1 ' EZ 1
u 1 r T
X / Yl,_sl 0 VSQ[O](s) ds du + > 2/ 90[10]890[[0]Yt,u %
t LA

x / Y10 V,0(s) ds du,

t

1 r T u r
Cip = —g{ Z/ Qa(u)aéa(u)Y,,u</‘ Yt,_ul Z 9. V.01 (s) ds) du},
2 a=1 4 ! a=1

(45)
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where
Di(t;u) =Y,, / Y0 Vosds — iY,, / Y0 V,0 (s) ds. (46)
t t
Proof. See appendix. a

In the similar manner, we obtain the expansion of E(3).

LEMMA 9. The asymptotic expansion of E(3) defined by (41) upto the e-order is
given by

EG3) = 6e_ftTrlOJ(u)du|:</\OO ¢’(“§t(,1T)’yeZ)P(Z)dZ> %

T r T

x < f oru)Y,  du+ ) f 0 w) 361 )Y, , du) +
t a=1 t

- ( / ¢' (€} e (e312 + e30) p(2) dz)}aevoc, 0) + o(e),

where c3y and c31 are constants which are defined as follows:

r T 1
C30 = — z_; /, 019 w)36° ()Y, ,, du, c3y = E_zcm' (47)
Proof. See appendix. a

Finally, we obtain the following theorem.
THEOREM 3. Suppose that a utility function satisfies the conditions (4) and that

@' belongs to class of (33). Then, under [A1], [A2] and [A3] the asymptotic expan-
sion of the optimal portfolio for investment is given by

(0o (x) = HW = e—ff““(")d"( / ¢/(s,{?,ye2)p(z>dz>} -
— ee_ftTrlOJ(u)du{</ (CIZZZ + 1z +CIO)¢/ x
x (9 e p () dz) _Ye fr”“”(")d"( | el yen

x {(cnz” + ez + c20)p(2)) dZ) H@*(X) -

e [( | sehyeme dz) .
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T r T
x </ ar®u)Y,, du + Zf 0 ()86 ()Y, , du) +
t am1t

+ ( / ¢/ (6% e (c31z + c30)p(2) dz)]aevu, 0) + o(e),
(48)

where ét(_i%_y, i = 1,2 are defined by (43), p(2) is defined by (44), c;o, c;1 and cip
fori = 1,2 are defined by (45) and by (46), and c3y and c3; are defined by (47).
Proof. Applying Lemmas 8 and 9, we obtain the result. O

We notice that the term multiplied by 6*(x) approximates the mean-variance
component of the optimal portfolio while the term multiplied by 9.V (x, 0) provides
an approximation of the hedging demand.

In the above theorems, we used the boundedness assumption of 6. On the
other hand, it is possible to relax such a boundedness condition due to the fol-
lowing localizing arguments. Let us consider the computation of the expectation
E[g*<T (&£ )] discussed before. We start with & which is smooth but not necessar-
ily bounded. Given a large number M such that sup, . 7 |X% < M, we choose

smooth modifications 6 so that 6 is bounded, and that & = @ over the region
{x:|x| < M}. We also define Eth with those modifications. Condition [ A3] for the
modified functions is the same as that for the original functions. So under [A3] for
the original functions, we already have the asymptotic expansion of E[%<T(Z L)l
On the other hand,

IE[§*T( )] — EIZ* T )]
= El18NITC ) = TE ) sup,eio 151>

1/p3
< sup 181y suplI TGS ) s + ||T(;:T>||m}P[ sup | Xf| > M] ,
€ € t€l0,T]
where pi, p2, p3 € (1, 00) (pl_l + pz_1 + p;1 = 1). Thus, under the finiteness of
the second factor on the right-hand side, we will obtain an asymptotic expansion
of E[§*“T (¢S ).

6. A Numerical Example

In this section, we will illustrate our method through a numerical example. In par-
ticular, following Theorem 2, we will provide analytic approximations of optimal
portfolios for an example investigated by Detemple et al. (2000) which relies on
naive Monte Carlo simulations as numerical technique. First, we divide the optimal
portfolio for a power utility function in Equation (24) into the mean variance, the
interest rate hedge (IR-hedge) and the market price of risk hedge (MPR-hedge)
components defined as follows:

1
mean variance = ﬁe(x)*a_l(x),
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1
IR-hedge = E| (H,, »)~%0-9
o 1 =8 E[(Ho, )~ (179] [( 07) x
T
X/ ar(XZ)YtE,ud“]V(X,G)U_l(x),
t
1
MPR-hedge = El (1 s/(1-5)
weee 1 — 8 E[(Hy,.7)~%0-9] |:( 0.0,7) X

r T
X (Z/ 30, (XO)YF, dw® (u) +
a=1"Y1
r T
+ Z/ 00 (X506 (XS, du)]V(x,e)d_l(x).
a=1Y1

We remark that hedging demand is further divided into IR-hedge and MPR-hedge
components above. Next, the corresponding components for the asymptotic expan-
sion in Theorem 2 are given as follows:

mean variance = ﬁ@*(x)d_l(x),
5 T
IR-hedge = €T </t ar% )y, , du) 3.V (x, 00 (),
s reT
MPR-hedge = € L ((;/; 9&0](u)89(£0](u)Y,,u du) 3.V (x,0)0 ' ().

In this example, we suppose that d = 2, that is, X¢ = (X<, X¢®)* and that they
satisfy the following stochastic differential equations:

dXeM = ke (XO = Xy du — e(Xs) 2 dw,, X5V = 1o,

dX<® = ip(X? — XY du + eoydw,, X5 = 6y,
where w denotes one-dimensional Brownian motion (r = 1).! We also suppose that
there exist one risky asset and a locally riskless asset, and that §, = X¢® and r, is a
smooth modification of min{X ;“), M}, where M is a positive large number. Then,
the dynamics of both assets are described by

ds¢ = SS(X<W + o X @) du + Sco dw,, S(0) =5,

dss, = Sg,r(XsWydu, S50) = 1.

In appendix, we will discuss the validity of the asymptotic expansions for this
setting in detail. Further, we set the values of the parameters for X; following

' The volatility function of X €() is not smooth at the origin and we need to use a smoothed
version of the square root process at the origin. However, we can show that the smoothing does not
make significant differences and the effects are negligible in the small disturbance asymptotic theory.
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Detemple et al. (2000), which were obtained by statistical estimation; «; =
0.0824, ro= X1 =0.06, € =0.03637, Kk, =0.6950, X? =0.0871, 0, =0.21/
0.03637, 6, =0.1, 0 =0.2. For comparative purpose, we also compute each com-
ponent of the optimal portfolios by using Monte Carlo simulations based on the
Euler—Maruyama approximation; the discretized time step At is 1/365 and the
number of trials is 100 000 in each Monte Carlo simulation.

The percentage-shares in total wealth of mean variance, IR-hedge, MPR-hedge
and the total demand which are sum of those three components are listed in Tables
I-1V; the results for the asymptotic expansion are listed in Tables I and II while the
results for the Monte Carlo simulation are listed in Tables III and IV. In addition,
Tables I and III show the results for investment horizons T =1, 2, 3, 4, 5 when the
Arrow-Pratt measure of relative risk aversion R(= 1 — §) is fixed at 2, and Tables
IT and IV show the results for R =0.5,1,1.5,4,5 when T = 1. We remark that
total demand means the demand for the risky asset and hence it may not be 100%
because the remaining shares (100%—total demand) are invested into the riskless
asset. We also note that it may exceed 100% since selling (borrowing) riskless
asset is admitted. We can observe that the results of asymptotic expansion and of

Table 1. Asymptotic expansion (%, R = 2.0)

T (investment horizon) 1 2 3 4 5

Total demand 25.31 26.41 27.80 29.26 30.70
Mean variance 25.00 25.00 25.00 25.00 25.00
IR-hedge 2.14 4.11 5.92 7.59 9.13
MPR-hedge —1.83 —2.70 -3.12 —-3.33 —3.43

Table 1I. Asymptotic expansion (%, T = 1.0)

R=1-9) 0.5 1 1.5 4 5

Total demand 110.37 50 33.13 14.34 12.25
Mean variance 100.00 50.00 33.33 12.50 10.00
IR-hedge —4.28 0 1.43 3.21 342
MPR-hedge 14.65 0 —1.63 —1.37 —-1.17

Table 111. Monte Carlo simulation (%, R = 2.0)

T (investment horizon) 1 2 3 4 5

Total demand 25.37 26.49 27.79 29.10 30.41
Mean variance 25.00 25.00 25.00 25.00 25.00
IR-hedge 2.14 4.12 5.95 7.63 9.19

MPR-hedge —-1.77 —2.63 —3.16 —3.53 —3.78
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Table 1V. Monte Carlo simulation (%, T = 1.0)

R(=1-9) 0.5 1 1.5 4 5

Total demand 113.07 50.00 33.18 14.35 12.22
Mean variance 100.00 50.00 33.33 12.50 10.00
IR-hedge —4.26 0.00 1.43 3.22 3.43
MPR-hedge 17.33 0.00 —1.58 —1.37 —-1.22

Monte Carlo simulation are so close for IR-hedge while there is some difference
for MPR-hedge, but the difference is small relative to the total demand. We also
notice that the second-order scheme gives substantial improvement comparing with
the first-order scheme which is equivalent to the case that we ignore the hedging
components. (Note that O (1) for MPR-hedge and IR-hedge components are zero.)
Thus, we have confirmed that our method is not only computational efficient, but
also gives sufficient approximations to the evaluation of the optimal portfolios.

Appendix A.
A.1. PROOFS OF LEMMAS
Proof of Lemma 1. Using (13), (14) and solutions of the set of stochastic dif-

ferential equations (15)—(17), we obtain the result. O

Proof of Lemma 3. We first see that

g*°=0 (@=0,1,...,r) (A.1)
since V (x,0) =0 from [A1]. Then, we compute explicitly g“*[j], j=1,2, and by
tedious routine work, we obtain the result. O

Proof of Lemma 4. Replacing f(-) in Equation (20) by r(-), 6,(-), (1/2)65(-)

and applying the result in Lemma 3, we obtain the expansions of g¢, g5, and
o€

8p2 a
Proof of Lemma 5. Applying the expansions (27) and (28) in Lemma 4 directly,

we obtain

t

T r T
(/ (XY, V(x, €) du +Z/ 30, (XY, V (x, €) dw” (u) +
a=1""!
r T
+ Zf ea(X;)aea(xg)Y;uV(x,e)du)
a=1""1

r r
, ,[1
= e(gf” + E gt + E g ]) + o(e)
a=1 a=1
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T r T
— e(/ ar®u)Y,, du + Zf 36 w)Y, , x
t az1t

r T
x dw”(u) + ) / 61 ()26 ()Y, , du) 3V (x,0) + o(e).
a=1"Y"1

Moreover, applying the expansion (19) in Lemma 2, we can obtain

_ —8/(1-5
¢Sy = (Houp) 07
ea/(l—S)f,T 710 du ea/[z(l—a)z] ST 1619 w) 2 du

X
% o= (1/26/(1=5)2 [T 1010w du+[8/(1-8)] [ 010w dw(w) o

1 ) Ta["] D(t;u)d 0
X +€ T35 /; r*“u)D(t; u)du + € T3 X

r T
X Z/ 361 w) D (r; u) dw® (u) +
a=1"Y"1

rooeT
+ 6(1 i 3) ;/t 0L ()36 () D(1; u) du) + o(e).

Then, by change of the measure technique with

A 1 8 2 T
P(A) = E[IA exp<— —<_) / 16 )2 du +
2\1-36 ;

8 T
+ (ﬁ)/ Q[O](u)dw(u))], A e Fr

simple calculation yields the result. a

Proof of Lemma 6. Using (19) again, we can obtain the expansion:

—8/(1—8
E[(Ho,.r)""""]
_ ea/(l—s)ffr[ol(u)du ol8/2(1-8)%] ST 161 @) 2 du %

Lo =2 fTa[‘”( YDy (15 1) du + e—
X € ; € X
1—s t r u 1 u u (1—8)2

r T
X Z/ ego](u)aego](u)bl(t;u)du) + o(e), (A.2)
a=1"!

where

. u 8
Di(t;u) = YW/ Y;J{aevgo](s) ds + (ﬁ)aeV[o](s)Q[O](s)ds}.
[ =

Then, gathering (30) in Lemma 5 and (A.2), we obtain the result. a
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Proof of Lemma 8. Note first that the asymptotic expansion of E(2) is expressed
as

EQ) = E[H ¢ VH )1+ eB[HS 1Y ¢/ VHS) D1+
+ eVE[(H) ) HY 1a¢' VHL )1+ o(e). (A.3)

Then, by using Lemma 7, we can easily obtain the expression for the first term of
(A.3).

0 0 — [T 0 1~ [Te0
E[H) 10/ WH )1 = e "HOMED [/ (g) e I 0T an))

- o
— e_ff r[O](u)du</ ¢/(;§t(,172,yCZ)p(Z) dZ),

where

1 _ (T ,l0 T 9101 (,,\ 12
S[(jz,y :ye f[ r(u) du e(1/2)f, 0™ ()| du’

T
= —/ 619 (1) dw, (u),

and

T
p() = e T/ oy = / 161 (w)[? du.
t

2wy,

Here, E(V[.] denotes the expectation operator under

T T
P (A) EE|:1Aexp<—/ 0 w)* dw(u) — %f |9[°](u)|2du)]

for all A € Fr, and wy(u) = w(u) + [ 01%(s) ds denotes the standard Brownian
motion under P;.

We can also obtain expressions for the second and third terms of (A.3) after
tedious calculation with Lemma 7 as follows:

¢E[Hy, 1 Hy, ¢/ (VHy, )]
T
= ce o MWHED(R, 4 @y + O VHL )]

T [0
=ece " J<">d"E<”[qs’(yHgf’,{T)E(”[(Rl + 6+ 0))lz

T
- _f Q[O](u)dwl(u)ﬂ

a7
=ece ”d( / (cnzz+cuz+clo>¢’(sﬁ1},yeﬂp(z>dz),
—0oQ
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eVE[(H)) )2 H 1a¢' VHY )]
T
= eYe 2 MWEED (R, + 0y + 03¢ VH ]

= eye—sz""”"WE@)[adf(yHéi],T)E@) [(Rl + g1 + Oz

T
= _ f Q[O](u)dwz(u)ﬂ

- TI"O u u *
= —eye2h Mwa (/ ¢' (€% 1690 {(c2® + ez +Czo)p(z)}dz>,
—00

where ¢, ¢;1, cjo for i = 1,2 are some constants which are explicitly given later.
Here, we use the notations:

2 — 7Oy du L(3/2) [T 160 w) 2 d
£2, =Ye S du o 3/2) [ 10 @l du

T
7= _/ 01 (u) dw, (1)

and

1 2 r
7) = e ¥/ % _——f 0% (u)|? du.
p(z) N z t 107 ()|

Moreover, E@[-] denotes the expectation operator under

T T
Py(A) EE|:1AeXp<—2/ 01 (u)* dw (u) —2/ |0[0](u)|2du>:|

for all A € Fr, and wy(u) =w(u) +2 [ 61 (s) ds denotes the standard Brownian
motion under P5.

Finally, in order to obtain ¢; ; fori = 1,2 and j = 0, 1, 2 explicitly, we will
evaluate conditional expectations, EO[(R; + © + ©y)|z = — ftT 01 (u) dw; (u) ]
for i = 1, 2 by utilizing Gaussianity:

T
EV |:®1|z = _f Q[O](u)dw,-(u)}
t
- ! 0 0] 1 1 2 1
=i2/ 09901 D, (£; u) du — (—ZZ - —) X
~J DE .
r T u r
X {Z/ Qa(u)aéa(u)Yt,,,(/ Yt,_ul ZaeVs@[O](S) ds) du} +
a=1""! ! a=1

r

1 T u
+ E—ZZ f 600y, , f Y, 0, Vo, ds du,
t t

=1
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T
E® [R”Z — _f Q[O](u)dwi(u)}

t

T B 1 T
- _f arl® ) Dy (t; u) du + 2—1[ arlfw)y,, x
t t

2

x / YITYIBGVVQ[O](S) ds dl/t,
t
and

T
E® [@21|Z — _/ 9[0](u)dwi(u)]

t
r T y 1 r T
=-> / 0908 D, (¢ u) du + —2 ) / 610159101y, , x
a=1"1 ZZ a=1"1 ,

X / Y0 V,0" (s) ds du,
t
where

Di(t;u) =Y, / Y0 Vosds — 1Y, f Y9V, (s) ds.
t

t

Hence, we obtain the expressions of ¢;3, ¢;1, ¢ijo fori = 1,2 by (45) and (46). O

Proof of Lemma 9. Using assumption [Al] V (-, 0) =0, and computing condi-
tional expectation of a Gaussian random variable;

r T T
E(1)|:Z/ 800[(0](14))/,,” dw*(u)lz = — / 6% (u) dwl(u)] = ¢312 + C30,
a=1"Y1! t

where c3y and c3; are constants defined by (47), we obtain the result. O

A.2. THE THIRD-ORDER SCHEME FOR A POWER UTILITY FUNCTION
We show the result of the third-order scheme, that is, an asymptotic expansion upto

to the e2-order of the optimal portfolio for a power utility function:

w _
(1) = m[e*(x) + 8{cA+€’B — 2AC} o~ (x) + o(e?),

where

A

T
[0] 1
ar'(w)Y, , du + X
/ ’ 1-56

r T
x Y f 61 u)00 ()Y, , du)aeV(x,O),
a=1""1
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) r A
C =|— f arl%u) Dy (t; u) du +
1-6) J,
S - ! [0] [0] >
L e Zlf 011361 () Dy 15 ) s,

and B is the sum of the following terms:

1.
T T
<—1i3>{f 8r[°](u)151(t;u)du}{f Br[o](u)Y,,udu}aeV(x,O);
s \*( T .
(—) { / ar[‘”(u)Dl(t;u)du} x
1—6 )

r T
x {Z / 61 u) 96 )Y, , du}BGV(x,O) +
a=1"Y1

+ (L) Z/T 309 (w)Y, (/T arl%s)y, ds) X
1_s —J, o tu . 1,8

P al i

8 [T
<ﬁ> { / 01 ()30 )y, , du}BGV(x, 0) x
o a=1""!

T
X {/ ar[O](u)ﬁl(t;u)du};

t

roT
(1 i 5){ Z/ 010 (u)d6 () Dy (1; u) du} X
a=1""1

T
X {/ ar[ol(u)yt,udu}aSV(x,O);

t

2 r T
<1—i 3> {Z / 0" ()00, @) D (1 u)du} x
a=1"1

r T
X {Z / 0 )86 (u)Y, , du}BeV(x,O) +
a=1"Y1

r T r T
(S (B st
a=1 =174

x ¥, 0 Vi 0561 )Y, du}aevoc, 0);
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6.

T
(1 i 5){ Z/ 0L )90 ()Y, , du}BEV(x, 0) x
a=1""!

r T
x {Z/ egol(u)aegol(u)bl(t;u)du};
a=1"Y1

2 r T
<1—i 3> {Z / 6" ()00, @) D (1 u)du} x
a=1"1

T
X {/ ar[ol(u)Yt,udu}aeV(x,O);

t

2 r T
(1 i 5) { Z/ 0% )30 ) D (t: u) du} X
a=1"!

r T
X {Z / 0180 (u)Y,, du}&eV(x,O);
a=1"Y"!

3 r T
(1 i 5) {;/z 9()[50](”)390[,0](14)131(1‘; u) du} x
r T
X {Z / 6 ()26 (u)Y, , du}BGV(x,O) +
a=1"1

8 e A
+ (—){ / 30N w) Dy (t; w) 30 w)Y, , du}BeV(x, 0) +
a=1"Y"!

1-35
r T
> / 019 (5)861 (s) ds) X

Gz

X ¥ V0 du } o
10.

r T
> < f 001 ())*[Dy (¢; )]Y, . du)aeV(x, 0) +
a=1 !

r T
+ > <ﬁ)( /, 0 ()36 ) [ D (15 1Y, du+
a=1

T
+ / 0.9 ()61 uy)[ Y1) du) 3V (x,0) +
t

r 1 T
* ; <1 — 3) (/, o w)ao M w)Y, , du) 92V (x,0),
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where
Y = / Y,.Y {a Vos D1 (t; $)1Y;.5 ds + 8.0 Vo Yy g ds +
t

tu
1 5 — o €eOx Vaslts s

T T
</ 32w [ Dy (t; W)Y, du+/ Dy, du)a Vix,0) +

T
+ (/ ar["](u)Y,,udu)aSV(x,O).
1

A.3. THE VALIDITY OF THE ASYMPTOTIC EXPANSIONS IN SECTION 6
We start with the following more or less well-known lemma.

LEMMA 10. Let 6, A € R — {0}. Suppose that (Sf),e[oj] is a linear diffusion
process satisfying the stochastic differential equation:

d&! = 0£? dt + dw,, &) =x.
Leta = (0> — 1%)/2.
(D) If x =0and if

e2kT_1
60— 1,
0-n| 5] <

T
E|:exp <a f (Sf))zdt)]

0

0 — 2 e?T — 1\
en(- 5[5

B 0—h 21 12 Ad)
=P 2 *—0)T — D) +2r]| ’
(2) Let x be arbitrary.

(1) If6 < 0, then for any A € (6, —6),

then

(A5)

+ 6 =1 (xerh)?

r r—0
E|:exp oz/ (sf’)th)]gexp( (x2+T)).
@) If6 = 0, thenforoany A€ (—0,0),and if
e2)LT -1 1
(G ?»)[ 7 } 3
—A
[exp( f &) d t)] exp( @ +T)+

1/2
)(A 0)(e2*T—1)+k} ’
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Proof. Let 0, A € R (any real numbers). Denote by uze and iz the measures
corresponding to the processes £’ and &:

dg? = 0£” dt + dw,, &) =x, de* = aghdr + dw,, &) =x,

the measures pz0 and g are equivalent and

. T 2 42 pT
dﬁ@bﬂxp{(@—x) / g~ 2 / (smzd;}.
d/.,Lg;-A 0 2 0

Put C = C([0, T']). Then
T T
E|:exp (oe / (gﬁfdr)] = / exp (oe / (x,)zdt>uge(dx)
0 C 0
T 0
= [ exp <a f (x,)zdt>d&(xw(dx)
c 0 dpgr
T
= E|:exp (a/ (g,*)zdt) exp {(9 — ) X
0
T 2 42 pT
x / g - T2 / (é,‘)zdt}]-
0 2 0

Let us take

92_)\2

5 (A.6)

o =
(In particular, if & > 0, then |6| > |1|.) Then

T T
E|:exp (a/ (gﬁﬂdz)] :E[exp{(@—k)/ s}as}”
0 0

Using It6’s formula
T
(1) = (&) +2 f £+ T,
0
we after all obtain

|: ( g 02 0—-2 ,
E| exp oe/ (39)] dt) = exp(— > (x +T)).
0

0 — A
: E|:exp {T(g;f” (A7)
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Noting that® £} is Gaussian:

AT
A ar e — 1
~N , ——— .
&7 <xe 0 )

(1) The case x = 0. We have
20T -1
el —1 2
(ST) |: " :| X1
where x 12 is the chi-square distribution of degree one. It is known that
EleX]=1-20"" (1<)
Thus, if

6 —afe —1 1
_ S <_’
21 2

6 — A 0 —Ale?T — 17\ /2
=exp| ——T ||l -2———| ——
2 2 21

— (—Q_AT> 2 - (A.8)
= ©Xp 2 Gh—0) T —D+2r| '

where o, 6 and A must satisfy (A.6) and (A.8). The most simple case may be
the one where A =0, a =62/2 for given 6 < 0. In that case, (A.8) becomes
0T < 1, which is automatically satisfied for 8 < 0.

(2) The case arbitrary x € R
(i) 6 < 0: It follows from (55) that

T 5 —
E|:exp <oef (Sf))zdt)] < exp(
0

for A € (68, —06).
(i) 6 > 0: From (55), we have

T
E|:exp (a/ (gﬁfdx)]
0

< exp ( — ;)L(x2 +T)+ 6 — A)(xe”)z) )
-E[exp{(@ — N (& —xe”)ZH

o (x? 4+ T))

L may still be positive or negative. If A = 0, then the variance is 7.
3 When x # 0, E% has the noncentral 2 distribution with degree one. It is possible to express
the moment generating function, but it is not clever for the present purpose.
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for A € (—6, 6). Moreover, if (A.5) then
T
E|:exp <a f GoN dt)]
0

< exp(— ;)L(x2 +T)+ —)L)(xe”)2> )

2T _ ] —1/2
(1-20-n[5))

:exp(— Qg)h(x2+T)+(9—)\)(xe”)2>.

3 12
' [(,\ —0)(eXT — 1) +,\] ‘

Let us return to the example in Section 6 and verify the uniform L? integrability
of ¢/ ;. Since r;; is bounded, it suffices for the validity of the asymptotic expansion
to show that the uniform (in €) L”-integrability of the functional

T T
Z =exp (a / XD dw, +b f (X;<2>)2du),
0 0

where a, b are constants. Let p,q € (1,00) and let ¢’ =¢q/(¢g — 1). Taking ¢ =
g(ap)?/2 and using Holder’s inequality, we see that

T T 1/q
E[ZP] < E|:exp (qap / X¢@ dw, — gc / (X;(z))zdu>:| :
0 0

T 1/q'
. E|:exp (q/(c + bp) / (XED)? du)] )
0

Since gc = (gap)?/2, the first factor on the right-hand side is not larger than one,
hence it is sufficient to show that for any L > 0, there exists a constant €(L) > 0
such that

T
sup E|:exp (L f (X;Q))zduﬂ < 00. (A.9)
e€(0,e(L)] 0

If we put x;, = (€02) ' (X f(z) — X)), then (x,) satisfies the stochastic differential
equation
dx, = —Kox;dt + dwy,
X = E_IC(),

where ¢y = (0,)~! (XS(Z) — X@). Therefore, in order to obtain (A.9), it suffices to
show that for any L > 0, there exists a constant €(L) > 0 such that

T
sup E|:exp (Lezf (x,)? du)] < 0. (A.10)
0

e€(0,e(L)]
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Here x,, depends on €. Applying Lemma 10 (2i) to the case that § = —«», x = cpe !

and A = —(k? — 2Le?)'/2, we obtain (58). O
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