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Abstract

We consider a continuous-time optimal consumption and interna-
tional asset allocation problem for an agent with CRRA utility, under
a quadratic factor international security market model, in which the
latent factors are global and currency-specific ones. It is not typically
straightforward to identify an analytical solution to the partial differ-
ential equation (PDE) for the agent’s indirect utility function, since a
non-homogeneous term appears in the PDE. Therefore, we apply the
method of Liu [10] and Batbold et al. [2] to the PDE and derive a semi-
analytical solution. In the optimal portfolio choice on domestic asset
allocation, the global factor and the domestic market price of global
risk exist. However, in the optimal portfolio choice on international
asset allocation, there also exist the currency-specific factor, domes-
tic market price of currency-specific risk, the difference between the
domestic and foreign market prices of global risk, and the difference
between the domestic and foreign market prices of currency-specific
risk.

1 Introduction

The importance of asset formation for households has been emphasized in
most developed countries against the deterioration of public pension financ-

*This is a revised version of Batbold et al. [3].
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ing due to low growth and population aging. International security invest-
ment has been recommended from the viewpoint of diversified investment,
being essential for households in low growth countries. Considering that a
household has limited investment knowledge, we should not promote risky
active investments, but asset allocation towards domestic and foreign gov-
ernment bonds and main indices such as stock and REIT indices.

The purpose of this paper is to derive a semi-analytical solution to the
optimal consumption and international asset allocation problem assuming a
continuous-time international security market model; thus, it contributes to
the discussions on exemplary international asset allocation for households.

Campbell and Viceira [5] considered a continuous-time optimal consump-
tion and investment problem over an infinite time horizon under the assump-
tion that an agent with CRRA utility invests in an instantaneously risk-free
security and a zero-coupon bond with a constant time to maturity using the
Vasicek one-factor term-structure model. A second-order partial differen-
tial equation (PDE) for the value function is deduced from the Hamilton-
Yacobi-Bellman (HJB) equation, but it is not generally straightforward to
identify an analytical solution to the PDE, due to the existence of a non-
homogeneous term in this equation. As such, they derive an approximate
analytical solution by applying the log-linear approximation proposed by
Campbell [4] to the non-homogeneous term.

However, Liu [10] examined a continuous-time optimal consumption and
investment problem over a finite time horizon under the assumption that
an agent with CRRA utility invests in the risk-free security and risky secu-
rities under a highly general multi-factor security market model, in which
the latent factors satisfy a diffusion process and both the drift and diffu-
sion functions are quadratic functions of the factors, while both the market
price of risk and the short-term interest rates are affine functions of the fac-
tors. He paid attention to the fact that a solution of the non-homogeneous
PDE for the indirect utility function derived from the HJB equation is ex-
pressed as an integral of the solution for a homogeneous PDE, ignoring the
non-homogeneous term of the non-homogeneous PDE, and derived a sys-
tem of ordinary differential equations (ODEs) for the unknown parameters
constituting the integrand.

More recently, Batbold, Kikuchi, and Kusuda [2] considered a continuous-
time optimal consumption and asset allocation problem over a finite time
horizon under the assumption that an agent with CRRA utility invests in
an instantaneously risk-free asset, bonds, and indices under a multi-factor
security market model, in which latent factors follow a multi-dimensional
version of the Ornstein-Uhlenbeck process and both the market price of risk



and the short-term interest rates are affine functions of the factors. They
expressed the indirect utility function as an integral of the solution for the
above homogeneous PDE by applying the method of Liu [10], and derived
the system of ODEs for the unknown parameters constituting the integrand.
They also solved the ODEs and derived a semi-analytical solution, which is
a time-integrated analytic function.

The above cited studies assume a one-country security market model.
Few studies deal with a continuous-time international security market model
including both stock and bond markets. Recently, Kikuchi [8] unified the
quadratic international bond market model of Leippold and Wu [9] with the
affine one-country stock and bond market model of Mamaysky [11].

We assume a stationary latent factor international security continuous-
time model that eliminates the non-stationary factor in Kikuchi’s model
and consider the same problem as Batbold et al. [2]. In the security market
model, latent factors are constituted of global factor and currency-specific
factor. These factors satisfy the multi-dimensional version of the Ornstein-
Uhlenbeck process. In each country, the market price of global risk and
of currency-specific risk is an affine function of the global factor and of
the currency-specific factor, respectively, and the short-term interest rate,
dividend-rate, and expected inflation-rate are quadratic functions of the
global factors.

The main results of this paper are summarized as follows. We apply
the method of Liu [10] and Batbold et al. [2] to our problem, and derive a
semi-analytical solution. In the optimal portfolio choice on domestic asset
allocation, the global factor and the domestic market price of global risk
exist. However, in the optimal portfolio choice on international asset allo-
cation, there also exist the currency-specific factor, domestic market price
of currency-specific risk, the difference between the domestic and foreign
market prices of global risk, and the difference between the domestic and
foreign market prices of currency-specific risk. This indicates that, in inter-
national security investment, an investor should always estimate the global
and currency-specific factors, the difference between the domestic and for-
eign market prices of global risk, and the difference between the domestic
and foreign market prices of currency-specific risk.

The rest of this paper is organized as follows. In Section 2, we explain the
stationary latent factor international security market model and the agent’s
optimal consumption and security investment problem. In Section 3, we
derive a semi-analytical solution to this problem and present the optimal
consumption and portfolio choice.



2 Stationary Quadratic International Security Mar-
ket Model and Consumer’s Problem

Here, we first introduce the stationary quadratic international security mar-
ket model and present the stochastic differential equations (SDEs) that do-
mestic and foreign security’s return rate processes satisfy under a no arbi-
trage condition. Then, we present the consumer international asset alloca-
tion problem.

2.1 Market Environment

We consider a frictionless international security market economy that con-
sists of USA and N different currency areas over time span [0,00). Agents’
common subjective probability and information structure are modeled by
a complete filtered probability space (22, F,F,P) where F = (F).(0,00) 18
the natural filtration generated by a N-dimensional standard Brownian mo-
tion B;. We indicate the expectation operator under P with E, and the
conditional expectation operator with E;.

In the US, there are markets for the consumption commodity and securi-
ties at every date t € [0,00). The traded securities are the nominal-risk-free
security called the money market account, a continuum of zero-coupon bonds
whose maturity dates are (¢,t+ 7], each of which has a one US dollar payoff
at maturity, and J types of main indices (stock indices, REIT indices, etc.).

In the n-th currency area (n € {1,--- , N}), there are security markets at
every date t € [0,00). The traded securities are a continuum of zero-coupon
bonds whose maturity dates are (¢,t+ 7,], each of which has a payoff of one
unit of the n-th currency at maturity, and J, types of main indices. There
are foreign exchange markets between any two currency areas at ¢ € [0, 00).

At every date t, let P;, P!, and S} denote US dollar prices of the money
market account, the zero-coupon bond with maturity date 7', and the j-
th index, respectively, in the US. Similarly, at every date, let P and S,
denote prices in the n-th currency of the zero-coupon bond with maturity
date T', and the j-th index, respectively, in the n-th currency area.

2.2 Stationary Quadratic International Security Market Model

Recently, Kikuchi [8] unified the quadratic international bond market model
of Leippold and Wu [9] with the affine domestic market model of stocks
and bonds, presented by Mamaysky [11]. We eliminate a non-stationary



factor on stock prices in this model. Following Kikuchi [8], we illustrate our
quadratic international security market model.
Let N=M + N and

where BX and B} are M-dimensional and N-dimensional Brownian mo-
tions, respectively.

Assumption 1. State vector processes Xy and Yy are controlled by the fol-
lowing SDFEs:

dX; = —KxX;dt+dB, (2.1)
dY; = —KyY;dt+dB/,

where Kx is an M x M constant matriz, Ky is an N X N constant matriz,
and each matriz is a positive lower triangular matriz.

State vector processes X; and Y; follow multivariate Ornstein-Uhlenbeck
processes with mean reversion. For identification, the two processes are nor-
malized based on the regular affine transformation of Dai and Singleton [6]
to have zero long-run means and identity diffusion matrices.!

Each country’s state price deflator is assumed to be orthogonally decom-
posed into a deflator related to state process X; and one related to Y;.

Assumption 2. The domestic and the n-th foreign state-price deflators m
and Ty are expressed as:

X Y X Y
T =Ty T Tnt = Tt Tnt (2.3)

where T and 75 are diffusion processes that only depend on Bi<, and m)
and 7Y, are expressed as

dry dry,
— = -\ dB/, 2 — Ay, dB) . (2.4)
Ly Tt

Furthermore, any security price process follows a diffusion process that only
depends on BiX.

We call X; the global factor and Y; the currency-specific factor. This
naming is justified by the following lemma.

!See Kikuchi [8] for a detailed discussion of the identification issue.



Lemma 1. Under Assumptions 1 and 2, there is no arbitrage iff 1 and 2
below hold.

1. ©¥ and 7% satisfy

dmi* dmy
S~ pydt— AY dBY, W= —rppdt — A dBY, (2.5)
U Tt

where ry and ry are the domestic and the n-th foreign instantaneous
interest rates and A and A are the domestic and the n-th foreign
market prices of global risk, respectively.

2. The process of the exchange rate for the US dollar against the n-th
foreign currency satisfies

dens AX — AXN (AKX AX — AXY
= — T ¥ dt ¢ nt) dB;.
Ent (rt Tt <A%/ - AXt A,:Y - Af - Agt '
(2.6)
Proof. See Appendix A.1. O

Remark 1. Leippold and Wu [9] estimate their international bond market
model using US and Japanese LIBOR and swap rates and the exchange rate
between the two economies. They conclude that independent currency factors
are essential to capture the portion of the exchange rate movement that is
independent of the term structure movement.

Assumption 3. 1. The domestic and the n-th foreign market prices of
global risk are affine functions of the global factor.

AY = Ax + Ax Xy, AN =M% + A X, (2.7)
where Kx + Ax is reqular.

2. The domestic and the n-th foreign market prices of currency-specific
risk are affine functions of the currency-specific factor.

A = )\y + AvY;, AY, =\ 4 ALY, (2.8)

3. The domestic and the n-th foreign instantaneous interest rates are
quadratic functions of the global factor.

1 1
Tt = [_)—i-plXt—}—ngRXt, Tnt = ﬁn“‘p;lXt"i'iXéRnXta (29)

where R and R, are positive-definite symmetric matrices.



4. The domestic and the n-th foreign dividends are given by:
, - 1 1
Di = <5j + 5;Xt + 2Xt/Ath> exXp <5’jt —|— O';»Xt + QX,gszt) 9

; - 1 1
D!, = <5nj + 6, X + 2Xt’Aant> exp <anjt + 00, X + QX;anXt> ,
(2.10)
where (8;,67,2;) and (3pj,0n;, Anj) are such that Aj and Ap; are
positive definite symmetric matrices, and
5> LA, by > 2ol AL
3= 9% % nj = 5%j=nj oni
and X and ¥,; are symmetric matrices.
5. The domestic price index satisfies

d
Wy dt, po=1, (2.11)

bt

where 1; s the expected instantaneous inflation rate, and it is a quadratic
function of Xi.
1
it =1+ L/Xt + iXélXt, (212)

where T is a positive-definite symmetric matriz such that R — T is
positive-definite.
2.3 Security Return Rate Processes

Let O and 7 = T'—t denote a zero matrix or vector and the time to maturity
of bond P, respectively. We use the following notations:

w) e ()
A —_ t , An — nt i
' (Af AL

Kikuchi [8] presents the following lemma.
Lemma 2. Under Assumptions 1-3, there is no arbitrage iff 1-3 below hold:
1. Domestic security return rate processes satisfy the following:

(i) The short-term bond:

dP,
=t = at, Py=1. (2.13)
Py



(ii) The default-free bond with time T to maturity:

dPF
Pr

= (re + (o(7) + (1) X)) dt+(o(7)+2(7) Xy)dBf, PF =1,
(2.14)

(iii) The j-th index:

dsS? + Dlat
St+7,t = (re + (0 + X)) dt + (05 + £ X) dB;Y,

S
(2.17)
where 1
¥ — (Kx + Ax)'S; + §(Aj —Rj) =0, (2.18)
05 = (Kx—I-AX—Ej),_l(éj—p—z:j/\x). (2.19)

2. n-th foreign security return rate processes demominated in domestic
currency satisfy the following:

(i) The default-free bond with time T to maturity:

d(Phe) on(7) + Sn(T) Xy AX — AN\ [AX
Pree T 0 Flay—al)) \ay )

+ ((on(r) +OEn(T)Xt) + @’? :ﬁ%))ld&, (2.20)

where
dEO’ZT(T) = 35(7) =280 (7) (Kx + A%) = Rn,  Tn(0) =0, (2.21)
dU;ST) = (Zn(T) - (Kx + AX)’) on(T)=20(T)Ax—pn, on(0)=0.

(2.22)



(i) The j-th indexz:

d(S? &) + D eppdt <<gnj + znjxt> (Af - AXt>>/ <A§f >
n i n — + -+ Y dt
S nt " o AV = A AY

Onj + Snj Xy A — AXNY
+ J J >+<t nt) ) dB;, (2.23
(S A —ad,) ) P @2

where
1
Soi— (Kx + Ax) Sy + 5 (Bnj = Ry) =0, (2.24)
Onj = (KX + A% - Enj)/_l((sn' — Pn — Enj)‘Q)' (2'25)
Proof. See Appendix A.2. O

Remark 2. Azf does not appear in domestic security return rate processes,
but appears as the market price of risk in the exchange rate process (i.e.,
eq. (2.6)) and in foreign security return rate processes demominated in the
domestic currency. Thus, we call A} the domestic market price of currency-
specific risk. Similarly, we call AY, the n-th foreign market price of currency-
specific risk.

Remark 3. In eq. (2.6), difference A — A, between domestic and foreign
market prices of global risk and difference A} — AY, between domestic and
foreign market prices of currency-specific risk are volatilities in the exchange
rate. Then, it follows from no arbitrage condition that the exchange rate’s
expected return rate depends not only on the difference between domestic
and foreign instantaneous interest rate but also on the difference between
domestic and foreign market prices of these risks. As a result, these market
price differences also appear in volatilities and in the expected return rate in
the n-th foreign security return rate processes demominated in the domestic
currency.

2.4 International Asset Allocation Problem

Let @{ and qun denote portfolio weights on domestic and j-th foreign indices.
Regarding the default-free bond, let ¢;(7) and ¢,¢(7) denote the densities
of portfolio weights on domestic and n-th foreign bonds with 7-time to ma-
turity.?

2We assume that the functional space of densities of portfolio weights on bonds include
the set of distributions.



We define ¥; as: R
_(w P
- < i ) T <¢ty | (2.26)
- J
o = / o) (0(r) + S(1)Xy) dr +
0 —

where

@(0_] + EJXt)v
1

J

N
B =3 /O ont(7) (00(7) + S(1) X, + AX — AX) dr
n=1

N J,
+ ZZ@%t (Unj + E]’Xt + A%X — Aff;) ,
n=1j—1
N Tn N Jn )
0 =5 [ emlrhar (A = %)+ 30 Y B0 -l
n=1 n=1 j=1

We call ¥, investment control and let ¢; denote consumption plan.
Let W, denote the real wealth process and u; = (¢t, ;). Then, the
agent’s budget-constraint is expressed in the following lemma.

Lemma 3. Under Assumptions 1-3 and no arbitrage condition, given a
control ug, the budget-constraint satisfies

dW,
7 _ {(n i WA - V‘;;t} gt + ! dB,. (2.97)
Proof. See Appendix A.3. O

Budget-constraint (2.27) shows that the real wealth process is deter-
mined by a control u; = (¢, ).

Assumption 4. The agent mazximizes the following CRRA wutility over a
finite time horizon under budget-constraint (2.27):

T 1— W1*’7
a/ e_ﬁtlctidt +(1—a)ePT—L |, (2.28)
0

U(c) =E
(c) — T

where a € [0,1], B> 0, and v > 1.

10



Let Xy = (Wi, X/, Y/). We call a control satisfying budget-constraint
(2.27) with initial state Xo = (Wp, X(),Yy)" as the admissible control and
denote by B(Xy) the set of admissible controls.

Then, the indirect utility function is defined by:

T Cl—’Y Wl—W
J(t,X}) =E; a/ eiﬁtltidt +(1-a) e*BT% , vt € [0, 7).
t

- -7

(2.29)
The agent’s consumption and international asset allocation problem and
the value function are defined by:

V(Xp) = sup J(0,Xp). (2.30)
ueB(Xo)

3 Semi-Analytical Solution and Optimal Control

Here, we first derive the PDE for an unknown function constituting the
indirect utility function from the HJB equation. Then, we derive the semi-
analytical solution of the PDE and present the optimal consumption and
investment.

3.1 PDE for the Indirect Utility Function

Let F,, denote an n X n identity matrix. The HJB equation is expressed as

1 cl=
sup {%@JX%+#UYJXU;X%+QtrpXﬂE@YJXX@gX%]+aé¢t }::o

uweB(Xo) 1=y
(3.1)
Wy
st. J(,X%) =1 —a)eT—L_
I—v
where
Wi(ry — i + U[A) — ¢t Wi (W) Wi (&Y
/J,(t) = —KXXt ; E(t) = EM O
-KyY; O EN

It is straightforward to see that the optimal control u* = (¢*, ¥*) satisfies
the following:

1 ,ét -1
i = ave T Jy", (3.2)
* wt
Ur = , 3.3



where AX
Yr = —Wy {JW (A%) + <j§1‘jvf> } . (3.4)

Then, the consumption-related terms in HJB eq. (3.1) are computed as:

* —pt C:(l_v C>t'< —Bt _x— Y %
—c; Jw+ae 15 =1 _7{(7—1)JW+056 c } =1 7ctJW. (3.5)
It also follows from eq. (3.3) that the third term in HJB eq. (3.1) is expanded
as:

o [S()() Txx (£, X")]

/

[ (WEE) W)\ (W) We@ ™)\ (Jww Jwx Jwy
=tr Ey (@] Ey 0] Jxw JIxx  JIxy
i @ En O En Jyw  Jyx Jyy
Wi (0w + ey ) WXy we @Y\ (ww Jwx Jwy
=1tr Wiw X Eu O Jxw  JIxx  JIxy
WywY= O En Jyw  Jyx  Jyy

/
=tr[Jxx + Jyy| — W%/ —2W Jw (F7) Ay, (3.6)
t

Substituting optimal control (3.2) and (3.3) into HJB eq. (3.1) and using
egs. (3.5) and (3.6) yields the following PDE for J:

Py
oW 2Iww

+ (e — i)W dw + (—Kx Xy) Ix + (=KyY)'Jy + : 7 7c;iJW =0. (3.7)

1
Ji + 5‘61‘ [JXX +Jyy] —

From the above PDE, we guess that the indirect utility function takes the
following form:

w,
J(t,X,) = e*ﬁtlt_ﬁ(G(t,Xt,m)T (3.8)
where G(t, X;,Y;) is a function of (¢, Xy, Y?).
Then the sufficient condition for optimization in the left-hand side of the
HJB equation is confirmed since the following Hessian H is negative definite

12



for any control (¢,¥) € Ry x RY:

0 —ye PWrTGY - 0
H= _ ) i ) (3.9)
0 0 e —’ye‘ﬁtVthfﬂyG7

Inserting egs. (3.2) and (3.3) and the partial derivatives of J into the
PDE (3.7), we obtain the following proposition.

Proposition 1. Under Assumptions 1-4 and mo arbitrage condition, the
indirect utility function, optimal consumption, and optimal investment for
problem (2.30) satisfy eqs. (3.8), (3.10), and (3.12), respectively. Function
G(t, X, Y:) constituting the indirect utility function is a solution of PDE

(3.13).
LWy
Y= — 3.10
¢ = oo ( )
where

1

t ¥
W = Wpexp (/ (rs (YA, — % _ 2(@;)’@;) ds + (!I/:)'st> ,
0

(3.11)
1 [AX 1 (Gx
Ur=— ("t — 12
K 7<A5>+G<GY)’ (3.12)
%G(ﬁ,Xt,Y}) + LG(t, Xy, Yy) + Oé% =0, GT,Xp,Yr)=(1- Oz)%,
(3.13)

where L is a linear differential operator defined by

1
LG = St [Gxx + Gyy]

/

-1 ! —1
+ <—KXX - 7T()\X + AXX)> Gx+ (—KYY - 7T()\Y + AYY)> Gy

— {’72;21 (()\X +AxX) (Ax +AxX)+ Oy + AyY) (\y + AyY))
B

’Y_l _ _ ’ 1 ’
—i—7(p—b—l—(p—L)X—i—QX(R—I)X)+7}G. (3.14)

Proof. See Appendix A .4. O
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3.2 Semi-Analytical Solution

1

A non-homogeneous term «» appears in the PDE (3.13), making it difficult
to derive an analytical solution. Liu [10] presents a method to derive a semi-
analytical solution by exploiting an analytical solution for a homogeneous
PDE that abandons the non-homogeneous term. Following his method, we
examine homogeneous PDE (3.15).

829(7', X,Y)=Lyg(1,X,Y), 9(0,X,Y)=1. (3.15)
-

An analytical solution to PDE (3.15) is expressed as:
1
9(1,7Z) = exp (C_L(T) +d(1)Z + 2Z’A(7’)Z) , (3.16)

where
. X . ax(T) o Ax(T) Axy(T)
2=(v): a=(0) a0=(0 WE)
and Ax(7), Ay(7) is a symmetric matrix.
Then, it follows from the linearity of £ that, under the interchange of

differentiation and integration operators, a semi-analytical solution for PDE
(3.13) is expressed as:
1

T—t L
G(t,Z):on/O 9(s,Z)ds + (1 —a) g(T — t,Z). (3.17)

We use the following notations.

Kx + 2Z1A o)
3\ — Ax A= Ax O R e +5-Ax » .
)\Y O AY 0] Ky + 77Ay

Substituting g and its derivatives into PDE (3.15) and paying attention
to A=A and Z'I'’AZ = Z' ALZ, we obtain:

da da 1_,dA 1 1
— 47—+ 7' —Z=_(da+tr[A)) + Z Aa + - Z'A*Z
dT+ dT+2 dr 2(aa+ 4] + a—|—2

-1 -1 1 1

Y Na - LS Z AN Z'a— ~Z'LAZ — ~Z'ALZ
g g 2 2

~1 ~1 ~1
LS Uiy 0 ppanty § UV
Y 27y

o=t =1l p=\_a=1,(R-I O\, B
(p—1) Z ( O) 5 Z o 0 Z 5 (3.18)

14



Since the above equations are identical on Z, the following system of ODEs
for (a,a, A) is derived:

da 1 y—1y _i . 1 / _ =) —
= p@arala)-"=2xa S {i -1 (W 4ate-0) + o} a0 =0,
(3.19)
da T-1,. 71 /N dx+v(p—1) B
= (A=A ( . . a(0) =0,
(3.20)
dA 9 ,
TN -LA-AL-Q.  A(0)=0, (3.21)
where , ( )
B NeAx +4(R-T) O

We should note that @ is a positive-definite symmetric matrix under As-

sumption 3, and eq. (3.21) is Riccati matrix differential equation.
We also use the following notations:

a*(t,Z,) = o fo s, Zy)a(s)ds + (1 — a)jg(r . Zy)a(T )7
o7 [T (s, Zy)ds + (1 — )7 g(7, Z1)

AL, Z) = ar Jo 9(s, Zy)A(s) ds + (1 — a)jg(T, Zt)A(T).
av fO s, Zy)ds + (1 —a)vg(T, Zy)

Then, we have Proposition 2.

Proposition 2. Under Assumptions 1-4 and no arbitrage condition, an
optimal control for problem (2.30) satisfies

C* o Q%Wt*
t )
a Jo 9(s. Zy) ds+(1—a) 9(7, Zy)

(3.23)
where W is given by eq. (3.11), and

1
= (A+AZ) +a*(t, Zi) + A*(t, Z4) 2

1 ()\X + Ath>’ (a}(t, Zy) + A% (t, Zy) Xy + Ay (8, Zt)Yt> (3.24)
vy )\Y + AYY; ai}(t, Zt) + A;(Y@’ Zt)lXt + A;} (t, Zt)th ’ ’

15



where (a,a, A) is given by eqs. (3.25)—(3.27).

;(a(s)’a(s) + tr[A(s)]) — L_l)\'a(s)

QI
—~
\‘
N~—

Il
o\\‘
—

|
2

a(7) = exp < /0 "(A(s) — I')ds
o /T <_7—1 (s)A— 1= 1 (A/X)‘X +(p — L)>) e Jo(A()~L)dt g
0

Y 2 Ay Ay
(3.26)
A1) = Co(1)C7 (1), (3.27)
where
(@)=l Z2))(E)
Proof. See Appendix A.5. O

3.3 Optimal Asset Allocation Example

Let I and I,, denote the number of domestic bonds (or bond groups) and of
the n-th foreign bonds (or bond groups), respectively. Assume N = I+ .J +
Ziv:l(ln + Jp). Then we can uniquely determine the optimal investment
strategy.

Let ¢ and @ denote the portfolio weights on the domestic bonds and
indices, respectively. Let V;”' and V,% denote the volatilities of the domes-
tic bonds and indices, respectively. Similarly, let ¢f, and @7, denote the
portfolio weights on the n-th foreign bonds and indices, respectively. Let
V& and V5 denote the volatilities of the n-th foreign bonds and indices,
respectively.

Assume that the number of domestic bond groups and those of all foreign
bond groups is one, that is, I = I} = --- = Iy = 1, and each country’s
bond index is incorporated into the portfolio. Let wi(7) and wy.(7) denote
densities of the domestic and the n-th foreign incorporation ratios of bonds
with time 7 to maturity.

Note that

/ wt(T)dT:/ wpe(T)dr =1, Vne{l,--- N},
0 0
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_ (o1 + 21X
VtP _ /OT (7)o (1) + S()X,)dr, Vts _ (o9 + .22Xt)

(o5 + EJXt)/

(Unl + Eant),
(UnQ + EnZXt)/

I

V= [ a4 Sa X Vi =
0 :
(Uan + EanAXrt)/

for all n € {1,--- ,N}.
Let &; and V; denote the portfolio choice vector and its volatility matrix
defined by

o) v
oy Ve
it Vi
@t = @‘15;5 s ‘/t = ‘/1:?
¢N t VN t

Note that &; is an N x 1 vector and that V; is an N x M matrix.
Then, it follows from egs. (2.26) and (3.24) that optimal portfolio choice
&, is calculated as:

o L (Vi+AAY 1 Ox + Axx
Ty AN Ay + AyYy
V/+ AN\ T (ak(t, Z0) + Ax (. Z) Xo + Ay (8, 20 Vs (3.29)
AANY ai(t, Zy) + Ay (8, Z0)' Xe + AL (4, Z)Ye ) 7
where . . < <
(AAt>:<0M><(1+J) AVISTRRA VIS AANt)
ANY Onxars OAY, AAY, - AAY,)’

where AAY, is an M x (14 J,) matrix, and AAY, is an N x (1+J,,) matrix,
given by:

AAft _ AtX—Aft AiX—Aft Af(—Afft
Any) TAAY S AN AV AN o AV -

for all n € {1,--- ,N}.
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Remark 4. To compare international asset allocation and domestic one,
we consider a case of domestic asset allocation, that is, N =1+ J and

Then, the optimal domestic portfolio choice @, is given by

1~ -
b, = 51/;’*1()\;( +AxXy) + V/  ak (8, Zy) + Ak (8, Z0) Xy). (3.30)

Comparing eqs. (3.29) and (3.50), while in the optimal domestic port-
folio choice, there exist the global factor and the domestic market price
of global Tisk, in the optimal international portfolio choice, there also ex-
ist the currency-specific factor, domestic market price of currency-specific
risk, the difference between the domestic and foreign market prices of global
risk, and the difference between the domestic and foreign market prices of
currency-specific risk. This indicates that, in international asset allocation,
investors should always estimate the currency-specific factor, the domestic
market price of currency-specific risk, the difference between the domestic
and foreign market prices of global Tisk, and the difference between the do-
mestic and foreign market prices of currency-specific risk, as well as the
global factor, and the domestic market price of the global risk.
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A  Proofs

A.1 Proof of Lemma 1

Assume 7% is given by:

I _ Xt 4 (oY aBY Al
WX_Mt + (07 )'dBy;" . (A1)
i
Let S; denote any dividend-included domestic security price process. Since
St does not depend on the currency-specific factor by Assumption 1, the no
arbitrage price process satisfies
ds
2L — (ry + oA dt + o) dBY. (A.2)
t
Therefore, by Assumptions 1 and 2, the product of the state-price deflator
and security price S; satisfies:

d(ﬂ'tgt) _ @ + dgt + (dﬂ't) dgt
7Tt5’t Tt St Tt S’t

deX drn) dS;  [(dm¥\ [ dS;
= x T vt Tl x)\|3
T T St T St

= (" +r+op(of + AYN))dt + (0 +04)dBE — AY dBY .
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By the definition of the state-price deflator, the product of the state-price
deflator and the dividend-included security price is an exponential martin-
gale, which implies:

1 4+ ol(oX + AX) = 0. (A.3)

Since the above equation is identical on o;, we obtain uf( = —r; and Af( =
—0i%, i.e., eq. (2.5).
Secondly, we prove eq. (2.6). Note the following holds by definition of
state-price deflator:
T = 7ng€?. (A4)

Therefore, substituting eq. (2.3) into eq. (A.4) and taking the logarithm of
both sides of the equation yields:

loge? = log 7 + log wY, — log mX — log 7} . (A.5)
Differentiating the above equation and substituting egs. (2.5) and (2.4), we
obtain eq. (2.6).

A.2 Proof of Lemma 2

Following Kikuchi [8], it follows from Girsanov’s theorem that process B;X
defined by

t
BX = B + / A ds, (A.6)
0

is a standard Brownian motion under the risk-neutral measure. Then, the
SDE for X; under the risk-neutral measure is rewritten as

dX; = (-KxX;—A{") dt+dBY
= {—)\X — (KX —{—AX)Xt} dt—{—dBtX.

We regard the default-free bond P! as a derivative written on the in-
stantaneous interest rate r;. Since 14 is a quadratic function of Xy, PtT is
expressed as an analytic function f(Xy,t), that is,

Pl = f(Xy,1). (A7)

It follows from no arbitrage condition that f is a solution to the PDE:

1 1
fi+{-Ax—(Kx +AX)Xt},fX‘|‘§tr[fXX]— (ﬁ + 0’ X + 2X£RXt> f=0,

F(Xp,T)=1. (A.8)
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Then, f is expressed as
F(X 1) = PO X3 XIEOX (50, 0(0), 5(0) = (0,0,0), (A.9)

where &(7),0(7), and X(7) are analytic functions of 7 = T' — ¢t and X(7)
is a symmetric matrix. Differentiating (A.9) and inserting the result into
eq. (A.8), we have

S0 @7 L T - (b A X (0(7) 50 X
+ 5 (o) or) + alS()]) + X{B(r)o(r) + 3 X{7(r) X,

1
- (p + 0/ X + 2X§RXt> =0. (A.10)

Since the above equation is identical on X, eq. (2.16) is obtained. Finally,
differentiating eq. (A.9), we obtain eq. (2.14).
On the j-th index, Kikuchi [8] shows that S/ is given by:

; 1
S} = exp (th + 0 X + 2X£Eth) . (A.11)

Hence, the dividend rate process is
o, 1., A
ST{ :Uj+Uth—|—§ tszt‘ ( 12)

Then, the following identical equation on X; is obtained from eqgs. (A.11)
and (A.12) and no arbitrage condition that

1 1
5j+{—/\x—(Kx+AX)Xt}/(Uj+Zth)+§(U}Uj+tr[2j])+thszj+§ 25X
_ 1 1
+ (5j + 07 X + 2X{Ath> - (ﬁ +0 X+ 2Xt’7?,Xt> =0. (A.13)
Thus, we have eq. (2.19).

On the n-th foreign country’s default-free bond, the following equation
holds from the arbitrage-free condition:

dP};
i = (nt o (On(7) + Sa(7) Xo)'AZ) di- (on(7) +3n(7) X0) 7Y, (A.14)

nt
Then, we have eq. (2.20). In a similar way, we obtain eq. (2.23).
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A.3 Proof of Lemma 3

Let (9, (9(7)), (99), (0n(7)), (94)) denote a portfolio. The nominal wealth is
given by:

T J . . N Tn N Jn . .
W, = 0, P+ / Oy(T)P(T)dr+ Y 9187+ / Ot (7) Pt (T)dr+ ) 0> 99,59,
0 j=1 n=170 n=1j=1
(A.15)

Then, given ¢, the self-financing portfolio (9, (9(1)), (99), (9 (7)), ()
satisfies

dw, 1

Wy W

{ﬁtht + / 9i(r)dPy(r)dr + ] (dsg + ngt)
0 j=1

N n N Jp ) ) )
+3 / It (1) AP (r)dr + 33 07 (dsfﬁ + D;tdt> - éf[;ctdt}
n=1 0

n=1 j=1 t

. P 4
_ 19tPtht+/ 2975(7')Pt(7')GlPt(T)dT_i_Z:ﬁng ng—FDidt
0

Wt Pt j

Wi Pt(T) =1 Wy Sg

N Jn

N S . .
™ ﬁnt(T)Pnt(T) dPnt(T) ’lgjtsjt dS]t + D]tdt Ct
+ X dr + e e T
; /(] W, Py (7_) Z Z Wy SiLt W

n=1 j=1
N N J

7 S n ;
= (1—/0 got(T)dT—;@g—;/o QDmt(T)dT—ZZ@%t P

n=1 j=1

_ J , .
T dPy(7) :dS] + Djdt
P’ t —t
—|—/0 er() Pu(r) dT—i—jE:l t S7

N Jn

d Pt (7) - dSY, 4+ Dldt ¢
+ nt (T dr + Q) —1t——t— — — dt.
> [ eun T Sy

Thus, the SDE for the real wealth process is derived as

AWy dW; i
Wt Wt !

F J ) N Tn N Jn ) dPt
_ <1 N ATETES SR o) AESET Z%> o
j=1 n=1

n=1 j=1
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— J . .
T dP(7) dS! + Didt
+ [ ol i+ Y

Py(1)
N
dPn T) = dt c
+Z/ ot (T t T+ Y j oD gy
) n=1 j=1 nt Wt

Substituting eqgs. (2.13), (2.14), (2.17), (2.20), and (2.23) into the above
eq. and organizing the result yield eq. (2.27).

A.4 Proof of Proposition 1

First, the optimal consumption control (3.10) is obtained as follows:

1By —= L -2 ¢ - -3 LWy
cf=ave I, =ave 7 { =Bty 'YG'Y} =a” .
t W ( t) G

Then, inserting ¢; into budget-constraint (2.27) and solving the SDE, we
have eq. (3.11).
Second, the derivatives of J are given by

G G
Ji = —pJ, WtJW:(l—V)Ja JX:%]?Xa Jy =vJ ij
2 Gx Gy
Wedww = —7(1—7)J7 Widxw = 7(1_7)J?7 Widyw = ’7(1—7)J?,

Gx Gy G Gy G G
JXXI’YJ{( —1)5{G+g‘x}, JYYZ’YJ{(V—UC;GYJFEY}-

Then, the numerator and the denominator on the right-hand side of
eq. (3.12) are rewritten as:

w=1(0-0(3)+0-0g5() @)
W2 Jww = v(y — 1)J. (A.17)

Therefore, inserting egs. (A.16) and (A.17) into eq. (3.3), we obtain eq. (3.12).
The second and third terms in eq. (3.7) are calculated from egs. (A.16) and

23



(A.17) as

1 Yy
“te[Jxx + Jyy] — Pt
 trlJxx + Jry] QWEJWW

(0D ) (005 4
e ()2 @) (1) 2 )
s o2 () (32)5 () ()}

Gy GY L ny)]

(A.18)
The seventh term in eq. (3.7) is calculated from eq. (3.2) as
v 1 Wt ’yJ LyJ
=ar—. Al

Substituting egs. (A.18) and (A.19) into eq. (3.7), and dividing by vJ/G
yield eq. (3.13).

A.5 Proof of Proposition 2

It is straightforward to see that a(7) and a(7) are expressed as egs. (3.25) and
(3.26). Following Theorem 5.2 in Arimoto [1], we prove A(7) is expressed
as eq. (3.27). We consider the following initial value problem of the linear
differential equation for the N x N matrix-value functions C(7) and Ca(7):

Fam) =% M@0 (@f)= (o 21;.20

A solution to eq. (A.20) is given by eq. (3.28). Since we can prove C(7) to
be regular,® we define A(7) by eq. (3.27). Then, noting that

o = -t { am) oo, (A.21)

we can derive

A0 = {famero s amn e
= (-QCi(r) - L'Co(r)) O (7) — A(r) (LCY(r) = Co(r) €5 X(7)
= AQ(T) —L'A(r) - A(7)L — Q,

3See the proof for Theorem 5.2 in Arimoto [1].

24



and thus confirm that A(7) satisfies matrix differential Riccati equation
(3.21). For the uniqueness of the Riccati equation, see the proof of Theorem
5.2 in Arimoto [1]. Finally, for the symmetry of A(7), taking the transposi-
tion of Riccati equation (3.21) for A(7) yields the same equation for A(7)’,
which implies that A(7)" = A(7) because of the uniqueness of the Riccati
equation.
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