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Abstract

This paper considers a portfolio selection problem with a quadratic utility of
consumption, which is symmetric with respect to a bliss point. At bliss point, the
utility function has its maximum value and further consumption lowers the utility. In
the presence of inflation risk, we introduce an inflation-linked index bond to manage
the inflation risk and derive explicit expressions for the optimal consumption and
portfolios by applying duality method. Based on quantitative results, we see that
inflation-linked index bond plays an important role in choosing consumption and
portfolio rules.
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1 Introduction

A quadratic utility function is widely applied in economic and finance theory. The main
advantage of a quadratic utility function is its tractability, and this is the main reason why
the quadratic function is applied as an objective function for various optimization prob-
lems in economics and finance. In particular, modern investment theory and practice are
mainly based on the mean—variance portfolio theory developed by Markowitz [7], where
the analysis is based on the quadratic function of portfolio return. The analysts in prac-
tice apply the mean—variance-efficient portfolios for asset allocation. Recently, Sharpe [9]
showed that the mean—variance portfolio allocation has similar results to that of the ex-
pected utility asset allocation if we consider the quadratic utility whose risk aversion is
measured by the variance of portfolio return.

In this paper we consider a quadratic utility as an agent’s preference. Similar to the tradi-
tional utility functions of constant relative risk aversion (CRRA) or constant absolute risk
aversion (CARA), the law of diminishing marginal utility still holds for the quadratic util-
ity. The marginal utility, however, can be negative when the consumption level is higher
than a bliss point. In other words, above a bliss point, if the agent consumes more he/she
reduces utility. Thus, the optimal level of consumption and value function should be con-
stant if the wealth level is greater than the critical level at which the optimal consumption
rate is the bliss point. With a quadratic utility function, investment pattern is quite dif-
ferent from that when using other utility functions for a sufficiently high wealth level. For
example, for an agent with a quadratic utility investment in the risky asset is zero when
the wealth level is larger than the bliss level (see, e.g., Koo et al. [5] or Rho et al. [8]).
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Due to the negative marginal utility for higher consumption levels, the quadratic utility
seems to be unrealistic. It is worth to note, however, that the quadratic utility is sufficient to
explain the agent’s economic behavior for the realistic level of wealth. Koo et al. [5] studied
the quadratic utility in the presence of subsistence consumption constraint, and Rho et al.
[8] investigated the effect of borrowing limits on the consumption and investment of the
agent with a quadratic utility.

If the time horizon is long enough, it is persuasive to incorporate the inflation risk into
consumption and portfolio selection problem. In our continuous-time model, the time
horizon is infinite, and thus we expect that the inflation rate would significantly affect
the long-term financial planning. To hedge the inflation risk, we introduce the inflation-
linked index bond. In fact, many developed countries already have inflation-linked secu-
rities which are traded in the financial market. Especially, Treasury Inflation-Protected
Securities (TIPS) which were introduced in 1997 have become the most traded bonds in
the US bond market.

In this paper, we provide explicit expressions for consumption and portfolio rules by
applying the duality approach. Due to the optimal consumption process, we have to sepa-
rate the wealth into three regions as in Koo et al. [5] and Rho et al. [8]. In the third region,
where the wealth level is above the bliss level, the optimal consumption stays constant
as its maximum so the value function is also fixed. To make the value function constant,
there should be no risky asset investment. This fact is well-described in Koo et al. [5] and
Rho et al. [8]. In the presence of inflation risk, however, even though the value function in
the third region is still constant, the optimal investment in an inflation-linked index bond
is not fixed. To hedge the inflation risk, all the financial wealth is invested in an inflation-
linked index bond and investment in other assets becomes zero in the third region. When
the wealth level is below the bliss level, the role of inflation-linked index bond can be dif-
ferent according to market parameters. In particular, for sufficiently large growth rate of
the price process, the demand for speculative motive is reflected only on the inflation-
linked index bond. For a small growth rate of the price process, however, the demand for
speculative motive is distributed into both portfolios of inflation-linked index bond and
the risky asset.

There are large strands of literature on the portfolio selection problem with inflation
risk, and most studies consider the inflation-linked index bond to manage inflation risk.
Fischer [3] investigated the demand for index bond and claimed its introduction. Later,
Campbell and Viceira [2] and Brennan and Xia [1] studied the dynamic asset allocation in
the presence of inflation and interest risks. Gong and Li [4] incorporated the subsistence
consumption constraint into the model with inflation risk. Recently, Kwak and Lim [6] in-
vestigated the effect of inflation risk on life-insurance purchase and provided quantitative
analysis of the role of an index bond.

This paper is organized as follows. In Sect. 2, we provide the financial market in the
presence of inflation risk. We introduce an inflation-linked index bond to hedge the in-
flation risk. In Sect. 3, we state the optimization problem with a quadratic utility function
and seek to derive explicit solutions to the optimization problem by applying the duality
approach. In Sect. 4, explicit forms of the optimal consumption and portfolios are given,

and we provide some implications of the results in Sect. 5. Finally, Sect. 6 concludes.
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2 Model

In our continuous-time model, we assume that the financial market consists of a riskless
asset (money market account), a risky asset (stock), and an inflation-linked index bond.
Let us denote by B, the price of the riskless asset at time ¢ and assume that the riskless
asset earns a constant rate of return R > 0 as follows:

t

The price of the risky asset at time ¢, denoted by S;, evolves according to the following

geometric Brownian motion:

ds,
S—t =psdt +osdWiy,
t

where s > R > 0 and o > 0 are constants; W7, is a standard Brownian motion on a prob-
ability space (2, F,P). Let us denote by I, the price of the inflation-linked index bond at
time ¢, which evolves according to the following equation:

dl, dp,

— =rdt+ —,
Iy P,

where r > 0 is the real interest rate and P; is the price level at time ¢. We assume that P,

proceeds according to the following geometric Brownian motion:

apr,

7 ppdt+op(pdWis ++/1- p2dWs,),
t

where W), is another standard Brownian motion on the probability space (€2, F,P), which
is independent of W7 ;. Hence, W; = (W}, W,,) is a 2-dimensional Brownian motion on
(2, F,P). Note that if we define W, = pdWis+ \/ﬁ dW,, then W1, is correlated with
W, and their correlation coefficient is pe(-1,1),ie, dWLt,d\X/t) = pdt. Let (F¢)i=0 be
the P-augmentation of the natural filtration generated by W; = (W ,, W,,).

Now let us denote by

7o —proportion of wealth invested in the riskless asset,

71, —proportion of wealth invested in the risky asset,

7,5 —proportion of wealth invested in inflation-linked index bond,
¢’ —nominal consumption rate,

yY —nominal income rate.

Denote by XN the nominal value of the wealth. Then we have

dB; NAS:
dXN 0, tXN 3 + 7, tX 5 + 7, tXN cth +yth
t t
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The inflation-adjusted real wealth level X; is given by X; = XN/P,. We assume that the
nominal income rate yV is proportional to the price level P, i.e.,

y?[:yPt,

for some constant y > 0. If we apply 1to’s product rule to X/P;, we obtain the inflation-

adjusted real wealth process as in the following lemma.

Lemma 1

dX, = (rX; — ¢, +y) dt + w0, X, { (R~ r — pp + 03) dt — pop AW, — /1 - p20pd Wy, }
+ 11 Xe{ (s — 7 — pp + 0 — popos) dt

+(=pop +05) AW, — /1 - p2opdW,}, (2.1)

where ¢, = cN /P, is the inflation-adjusted real consumption rate, and y is the inflation-

adjusted real income rate.

Proof

1 1
d( > = {(,up—og)dt+podeLt+\/1—pzadezyt}.

p) P
We apply Ito’s product rule to get

1
d(X)/P,) = P,dX} + X dP; + dX}Y d<17>

t
= [—(MP - Ug)Xt = ¢t + Y+ Ro Xy + (s — popos) e Xy
+(r+up— og)nz,tXt] dt
+ (=popX; + o571, Xt + pOPTT2Xe) AW,
+ V1= p20p(=X, + 710, X,) AW, (22)

Rearranging (2.2) with g, + 71 ¢ + 72, = 1 yields the inflation-adjusted real wealth process
(2.1). O

Let us define

Eﬂs—R—PGPGS 92=f—R+MP—01§ o

os opy/1—p? 1-p?

an exponential martingale

01

St =e % (912 +(922)t—91 dW1,t-02dWo s ,

and the pricing kernel

Ht = e—rt&-t‘
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Then by the Girsanov’s theorem, for any fixed T, there exists an equivalent martingale
probability measure P defined by ﬁ(A) =E[é714], A € Fr, and under the new probability

measure P,
")Vyl,t =0it+ Wi, wZ,t =01t + Wy,

are independent standard Brownian motions. Applying It6’s lemma to the product of e™*
and X; yields

d(eX;) = e (—c; + y) dt + e (0, X, ) {-pop AWy, —/1- p2op d\’%,t}
+ e (11, X0){ (~pop + 05) AW, — /1~ p20p d Wi, ). (2.3)

Integrating (2.3) from 0 to 7' > 0 we obtain
T T _
e TX, + f e —y)dt=x + / e’”Xt{—popno,, + (—pop + 05)711,,} awy,
0 0

T
—/ e X1 - p2(moys + 1) AWy (2.4)
0

If X;, t > 0, is lower bounded, the right-hand side of (2.4) is a lower-bounded local martin-
gale under P, hence a supermartingale under PP. We then obtain

T
]E|:e"TXT + / e (e —y) dt:| <ux, (2.5)
0

and if we take the limit 7 — oo and recover the physical measure by applying Bayes’ rule,
the static budget constraint given in (2.5) is transformed into the following inequality:

3 Optimization problem
We consider the agent’s expected utility maximization problem where the utility function

is quadratic as follows:
ulc)=c-Qc, Q>0.

Notice that the quadratic utility function has its global maximum at ¢ = 1/2Q which is
called a bliss point. Obviously, the utility function is symmetric with respect to that point,
which means the utility is increasing for ¢ < ¢ and decreasing for ¢ > ¢ and the values of the
utility at ¢ = ¢ < ¢ and 1/Q — ¢ are equivalent. Moreover, the constant Q reflects the agent’s
risk aversion. In particular, a larger (or smaller) Q implies a smaller (or larger) marginal
utility if the consumption rate is smaller than the bliss point. In the mean—variance anal-
ysis, Q can be regraded as a risk aversion parameter measured by the variance of wealth.

Definition 1 We call ¢ = (¢;)r>0 and = (7o, 71, 2,00 the consumption and portfolio
process, respectively. We call (¢, w) an admissible policy at x if
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(a) X, evolves according to (2.1), X = «, and X; > —%, t>0,
(b) cis a measurable, adapted nonnegative process, and fot csds < oo, forallt>0as.,
(c) m is a measurable, adapted process and fot(nés + 7712,3) ds<ooforallt>0a.s.

Denote by A(x) the set of all admissible policies at x. Then our optimization problem is
stated as follows.

Problem 1 The agent wants to maximize the expected utility by optimally choosing the
consumption and portfolio processes. In other words,

V(x) = max Xx),
( ) (c,Jr)E.A(x)](c,n)( )

where
Jien)(x) = E[[ e‘stu(ct)dt],
0

subject to the budget constraint (2.6); B(> 0) is the time preference of the agent.

Let us define a convex dual function 7(A) as follows:

(1-2)?
4Q

u(\) = ngj})x[u(c) - Ac] = Hclﬁ)x[(l —A)c— ch] = T(0ar<1)- (3.1)

Then the first order condition implies that the maximizer ¢ of (3.1) is given by

1-Xx
c=——"1a<1. (3.2)
2Q =

Thus, for any (¢, ) and A > 0, we have

Jie,r) (%) < E[‘/OOO e_ﬂt{’lz()vt) + Ct)\t} dt:|

]E|:\/Ooo Eiﬂtﬁlx‘[‘()\,t) dt] + )\.E[/(;OOHtCt dt}

§IE|:/ e P +ykt}dt:| +Ax
0
© p] (1=2e)?
=E / e T <1} + YAe ¢ dt | + Ax, (3.3)
0 4Q

where A; = LefH,. Note that ), has its dynamics as

dx
,\_t =(B-r)dt—0dWy, — 0, dW>,.
t

If we define the dual value function 7 as

~ ®© 1-2,)?
J) = E|:‘/(.) e"ﬂt{( 2Q ) 1{0<)»t51} +y)xt} dti|, (3.4)
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then by Feynman—Kac’s formula, J(1) solves the following ordinary differential equation

(ODE):
567 + 020" (M) + (B = AJ (W) — BT (L) + % +yA=0, 0<A<], 35)
102 + 0927 (1) + (B = AT () = BT(A) + y». = 0, a1, '

Let us denote by n, and n_, respectively, the positive and negative roots of the equation
Lo, oo o Lo, o
5(91+92)n + ﬁ—r—§(91+92) n-pB=0.

Then by the growth condition, we can obtain the general closed-form solution to the ODE

(3.5). The next proposition summarizes the result.

Proposition 1 The dual value function is given by

1 52,y __1 L
7()\') _ D" 4Q(912+922+ﬂ—2r))\ * (V ZQ"))\' + 4Qp’ 0<i=1l, (36)
Do) + 23, A>1,
where Dy and D, are given by

72_;1* + l_i + -

4QOF+62+p-2r) © 2Qr T 4Qp 1 1 1
D, = , Dy =D; - > -t —.

ny —n_ 4Q0; +65+p-2r) 2Qr 4Qp

We assume that the following inequality holds.
Assumption 1
B—2r+67+6;>0.
Under this assumption, we can show that the constants D; and D, are positive.
Lemma 2 The following inequalities hold:
D; >0, D, >0.

Proof We borrow the idea from Koo et al. [5]. Note that the constant D; can be rewritten

as

b 1 2—n_ l1-n_ n_
— + +—
! (ny —n_)2R\ 2(B - 2r + 6% +62) r 28

so it is enough to show that the value in the parenthesis is positive. Let us define functions
f(n) and g(x) by

1

fm =3

(07 +63)(n-n)(n-n_),
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and

1
ew=-T - ) wn),

respectively. Then, for x € (n_,n.), g(x) is positive and strictly decreasing. Thus, we have
£(0) > g(1) > 0, which implies

-
-n. l-n_

>0,

or equivalently,

l-n_. n_
+—>0.

r B

By Assumption 1, we also have

2—-n_ 1-n_

+ >0.
B—2r+0}+63 r

Therefore, by combining these two inequalities, we obtain

2-n_ l-n_ n
+ +—>0,
2(8 —2r+ 67 +63) r 2B

from which we have D; > 0.
To show the positivity of D, first note that D, can be rewritten as

1 2—-n, 1-n, ny
D, = s + +— .
(my —n_)2R\ 2(B — 2r + 67 + 65) r 28
Similarly to the proof of the positivity of Dy, let us define function k(x) by

X—n_ 2 1
k@) = f(x) - 02 +6) x—n_

Then for x > n_, k(x) is positive, strictly decreasing and convex. Further, convexity implies

1 1\ 1
k(1) = k(o- o 2. 5) < 5(/<(0) +k(2)),

or equivalently,

1-n, -n, 2-n_

< - .
fQ) T 2f(0)  2f(2)

Therefore, we can show that

l-n, n, 2-n,
<t ,
ro T 2B 2(B-2r+6}+063)

and consequently D, > 0. O
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4 Solution
In this section we provide the closed-form solution to Problem 1. From the duality relation,
we can recover the primal value function V'(x) through

V(x) = inf[J (1) + Ax], (4.1)

A>0

where J(1) is given in Proposition 1. Notice that from the optimal consumption rate in
(3.2), A = 0 corresponds to the bliss level of consumption c. Let us denote by x the wealth
level at A = 0, which is then defined by

X =-n_D Y n.Dq + L J/+ 1
T T T Qe 02+ B-2r)  r 2Qr

Thus, we have to separate the wealth level into three regions, which are (-y/r, %), [x, %), and
[x, 00). The next theorem provides the value function on each region. Before we proceed,
let us define

1 y 1

h(2) = -n,D 2" + A —
@) =-n.D 2Q02+602+B-2r)  r 2Qr

and
ha(2) = —n Dy =2
r
Theorem 1 The value function of Problem 1 is given by

Dy (A**)1= 4 LA% 4 xA**, L cx<X,
r r

V(x) = { D1(A*)™ — 4;()‘*)2 + (2= g A 4 st XA, F<x<k, (42)

1
Q62 +63+p-2r) 2Qr 4Qp

1
4Qp’
where \** and 1* solve x = hy(\*) for 2 < x <% and x = hi(\*) for ¥ < x <.

Proof 1f we substitute the dual value function T(0) given in Proposition 1 into the duality
relation in (4.1), the relations between the inflation-adjusted real wealth level x and its
dual variables A* and 1** can be obtained from the first order conditions. It is obvious that
with the inflation-adjusted real wealth level x above x, which corresponds to the bliss level
of consumption ¢, it is optimal to consume at a rate ¢, and consequently the value function
constantly equals to

oo
1
V(x)=/ e’ (c-Qe*)dt=—. O
0 ( ) 4Qp
It is worth to note that the first region, —y/r < x < ¥, corresponds to A > 1 and in that
region the optimal consumption rate is zero. Thus, the agent endures zero consumption
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until when the wealth level is greater than x. The optimal consumption rate is asymmetric
with respect to the bliss point even though the utility function is symmetric. We summa-

rize the optimal consumption and portfolios in the next theorem.

Theorem 2 The optimal wealth, consumption, and portfolios are given as follows:
(1) For -2 <X, <%,

Xt = —}’Z_Dg()»?*)n’_l - %,
c; =0,

76X = (=5t + (5 = ) g In (n = DDL0)

T X = (B — —22)p_(n_ - 1)D, (A1,

s as /1-p2

* _ * *
7T2¢;X} = )(}-—JTOJJX} —'7T1$;X},

where Af* solves X; = ha(A}).
(2) Forx <X; <X,

— x\ny—1 1 *_ ) 1

Xe=-m D)™+ 2Q(012+922+ﬂ—2r))h’5 r 1 agr

1-AF

Cr = _iiL’

T* X _{_9_1 (L -1y B Hn,(n, - 1)D ()L*)m—l_ 1 A5}
0,t4M — og S op /_l—pz +\/ 4 1\Ay 2Q(912+922+ﬂ—2r) th
¥y _ (0 _ __p% _ sy —1 _ 1 *

X = G5 = o U e = DDIOD™ ™ = s i)

JTLXt = Xt — n&tXt — nik,tXt,

where LS solves X; = hy(A)).
(3) FbrtX} 2:&,

¢ = %2,
n&tXt =0,
7y X, =0,
7y X = Xs.

Proof From Theorem 1, X; = hy(Af*) = —n_Dy(Af*)""! — £ for -2 < X, <X. We use It0'’s
lemma for X; along with dA}*/A)* = (B —r)dt — 6, AWy, — 0, dW5, to obtain

dX,=-n_D, |:(n - 1)(Af*)"_—1 {(B-r)dt—6,dW1; —6,dW>,}
o026 )67

=-n-(n- l)Dz{(ﬁ =)+ %(n_ - 2)(07 +63) } (he)" e

n_-1

+n_(n_ = 1)Dofy (A7) AW, + n_(n_ = 1)Da6s (M) d W, (4.3)
= () + {-popmoiX; + (—pop + o)1, X } AW,

= V1= p20p{mo X; + 71, X} AWo, (4.4)



Lim and Lee Advances in Difference Equations (2018) 2018:366 Page 11 of 16

where the last equality comes from rearranging (2.1). Comparing diffusion terms in (4.3)
and (4.4), we obtain the optimal portfolios 75, X; and 7§, X;. Moreover, 5, X; can be found
from the relation 7§, + 1, + 5, = 1. The optimal inflation-adjusted real consumption rate
¢* is such that makes the first equality in (3.3) hold as an equality, i.e., (3.2) is satisfied. For
-2 <X, <% A" > 1, hence ¢* = 0.

Similarly, for ¥ < X; <%, X; = (X)) = —n, D1 (A7) 1 + 2;)\* -2+ 5L, and we

QO2+02+p-2r) "t 2Qr
obtain

AX, ==, (n. =) (B =)t~ W - W)

+ %(”“ - 1)(n, —2)(67 +67) ()L;ﬂ)m—l dt:|

+ 2Q(62 + 9);2?+ B—2r) {(B-r)dt—6,dW1, - 6,dW>,}
=(---)dt+ {”+(n+ ~ e ()" - e 99221 e 2”)\;* } Aw,,
* {i’l+(n+ —1)6:Dy ()Lr)m_l - 2 922 k?} sz,t (4.5)
2Q(0% + 62 + B —2r)
=(-)+ {_Po'pﬂo,tXt + (—pop + US)”l,tXt} AWy,
— /1= p2op{0,X; + 1. Xe} AWay, we)

from which we obtain optimal portfolios, and ¢} can be obtained from (3.2).
Lastly, the case for X; > x can be derived by letting A¥ — 0 in the case where X <
X < X. O

For —y/r < X; < %, the optimal investments in the risky asset and the inflation-linked
index bond is monotone in wealth but, for ¥ < X; < , the optimal investments in the risky

asset and the inflation-linked index bond have their extreme values at 4, which is given by

1

R 1 ny=2
A= .
<2Qn+(n+ —12(B-2r+67 + 0§)D1)

If ;_5(91 - "102 =) > 0, we can check that 7', X" is maximized at X; = &, where
-»

1
2Q(B - 2r + 602 + 62

1 7 (4.7)

=-n,Di(A)" 1+ +— -
+ 1() ZI”Q r

y
)

Furthermore, from a similar analysis in Koo et al. [5], we see that, for ¥ < X, <%, i Xy is
increasing in X; and, for X < X; < %, m{,X; is decreasing in X; and approaches zero as X;
gets close to x. Note that we have the opposite results for 75, X;. Specifically, for x < X; <%,
74X is decreasing in X; and, for x<X; <X, 74X is increasing in X, and approaches zero

as X; gets close to x.
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5 Discussion
In this section, we discuss the quantitative results obtained from the optimization problem
and exhibit implications through some numerical illustrations. Let us rewrite the optimal

policies as follows.

Remark 1 The optimal consumption rate in Theorem 2 can be rewritten as

0, —ylr < X; < %,
. 35— (B—2r+ 07 +603)(% - X,) 61)
+(B=2r+02+0)n, DA, <X, <%,
i, X, >x.

Similarly, the optimal portfolios can also be rewritten as

_%(Xt + D) —mi X —ylr<x <,
_ 0 - - _
7T0*'tXt = —Tzl_?(x—)(t) _nik,tXt’ X SXt <X, (52)
0, Xt Z Q_Cr
(0 - =) (1 -n)(X + 1), —ylr <x; <%,

-

L - 22 )(x-X,)

i Xe=1" ( 1—)ﬂ2 , (5.3)
! ) -1 ~ _
(0~ \/”1_27)131()»?)” , X<Xi <X
0, X > %,
X+ 20 (x4 V) gl <, <&
. l—pz Al )
X = X + 09721%(56 -X,), <X, <% (5.4)
/1-
Xt) Xt Z »7_6;

respectively, where y; solves X; = /1;(1}).

Let us call (-y/r, %), [%,%), and [, 00) as regions 1, 2, and 3, respectively. In region 3, as
we expected, the optimal consumption rate is 1/2Q at which the quadratic utility function
has its maximum. Interestingly, we also have a constant consumption in region 1. The
main reason why the agent consumes nothing in region 1 might be that the agent wants
to get out of the lower wealth level as soon as possible. This effort could be compensated
as additional consumption in region 2.

Similar to the consumption rate, the portfolios can also be described according to the
different regions. We consider for the case where 6; — p6,/ m > 0. Then, the invest-
ment in the risky asset, 71 .X;, is always non-negative, and the investment in the riskless
asset (or bank account), g1 X, is always non-positive. Note that y/r is the present value of
the future income stream, called human capital. We also call the sum of financial wealth
X; and human capital as the total capital, which is always non-negative.

Now we can describe the optimal portfolios in more details. In region 1, the investment
in the inflation-linked index bond consists of two components, which are the demand for
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hedging inflation risk and an additional investment which is proportion to the total capital.
Since n_ < 0, the additional investment is positive if 6, > 0, which implies the speculative
or myopic demand due to the excess return on the inflation-linked index bond. Moreover,
under the condition that 6; — p6,/ m > 0, the investment in risky asset also repre-
sents myopic demand which is proportion to the total capital. We can verify that the total
myopic demand in the risky asset and inflation-linked index bond is borrowed from the
bank account.

Similar to the portfolios in region 1, in region 2 the total wealth is invested in the
inflation-linked index bond to hedge the inflation risk and there exists an additional invest-
ment in that bond. The myopic demand, however, is not proportional to the total capital
anymore. We see that the second term in (5.4) represents the myopic demand and it is pro-
portional to the difference between X and current wealth. Note that x is the wealth level
at bliss point. Thus, in region 2, x plays a role of target wealth and a proportion (¥ — X;)
is invested as myopic demand. We can also confirm that the optimal investment in the
risky asset given in (5.3) consists of two components, and the first one, which is a myopic
demand, is proportional to (x — X).

Under Assumption 1, we have #, < 2. Thus, the second term of (5.3) in region 2 is posi-
tive. Since the coefficient D; is determined by the boundary condition at x, we can describe
the second term as the hedging demand for not falling into region 1. Again, we can verify
that, except for the inflation risk hedging demand, the total investment in the risky asset
and the inflation-linked index bond is borrowed from the bank account as we can see in
the portfolio 7 X; in (5.2).

In region 3, the investment in the risky asset and bank account becomes zero and all
the financial wealth is invested in the inflation-linked index bond. This is a quite different
result from the case with other types of utility function such as CRRA or CARA. Since the
quadratic utility has a bliss point and the value function is flat for wealth levels that are
larger than bliss level of wealth, there should be no speculative motive, and thus, there is
no myopic demand in asset allocation. In particular, we have the myopic demand in both
the risky asset and the inflation-linked index bond as explained before. They converge to
zero in region 3. Moreover, the hedging demand for not falling into the region 1, which is
the last term of the portfolio (5.3) in region 2, also converges to zero in region 3. This is
because the financial wealth is large enough. Recall that in region 2, except for the inflation
risk hedging demand, all the myopic and hedging demand is borrowed from the bank
account. Thus, the investment in the bank account, 7y,X;, should be also zero and, as a
result, an inflation-risk hedging demand exists only in region 3. To sum up, in the presence
of inflation risk and the inflation-linked index bond, there exists no demand in the risky
asset or in the bank account. Instead, only inflation risk hedging demand remains. Neither
myopic demand nor other hedging demand is necessary.

We consider the following market parameter set to for numerical illustrations:

s = 0.08, o5 =0.2, wp =0.023, op = 0.05, p =-0.07,
r=0.02, R =0.04, y=0.5, B =0.07, Q=0.3.
This parameter set is consistent with Brennan and Xia [1], Koo et al. [5], and Kwak and Lim

[6], and we have 6; — p6,/,/1 — p?2 = 0.2052 > 0. Figure 1 shows the optimal consumption
and portfolios in the presence of inflation risk. For the given parameter set, —y/r = —25,
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Figure 1 Optimal consumption rate and portfolios when 6 — p6,/y/1 - p2 >0

x =-23.8 and x = 58.3. So regions 1, 2, and 3 are given by (-25,-23.8), [-23.8,58.3), and
[58.3,00), respectively. As we can see, the consumption rate is zero in region 1, and is
strictly increasing and concave in wealth in region 2. In region 3, however, it stays con-
stant. The investment in the risk asset is always non-negative and has the global maxi-
mum value at x = (= —6.526), which is defined in (4.7). Specifically, the investment in the
risky asset increases with wealth for x € (—y/r, %) and decreases with wealth for x € (x,x].
It approaches zero as wealth gets close to x. Investment in the bank account has exactly
the opposite pattern compared to the investment in the risky asset. The investment in the
inflation-linked index bond, however, increases with wealth in all the regions and it has
the same value as the wealth when x > x.

Now we consider another set of market parameters such that 6; — p6,//1 — p? < 0. With
other parameters fixed, let us consider the case of ps = 0.5, up = 0.035 and p = 0.3. Then
we have 0; — p0,/,/1 — p? = -0.044 < 0, x = —23.36, and x = 58.3. Therefore, regions 1, 2,
and 3 are given by (-25,-23.36), [-26.36,58.3) and [53.8,00), respectively. Note that x
and x have similar values as in the case with market parameters of Fig. 1. Figure 2 illus-
trates the optimal consumption and portfolios with these parameters. As we can see, the
optimal consumption rate is similar to that of Fig. 1. The portfolios, however, have quite
different results. In particular, the investment in the risky asset is not positive anymore,
and it shows a similar shape to the investment in the bank account. Instead, compared to
the case of Fig. 1, the investment in the inflation-linked index bond has much larger values
in region 2. In fact, the negative sign of 6; — p6/y/1 — p2 implies a high mean return of
the inflation-linked index bond, so more speculative demand would be required. Thus, in
regions 1 and 2, the agent borrows money from the bank account or takes a short position
in the risky asset to finance, and all the borrowed money is invested in the inflation-linked
index bond. In other words, the investment in the inflation-linked index bond consists of
two different demands, which are inflation risk hedging demand and myopic demand. We
observe that the myopic demand does not appear in other portfolios. Note that in region
3, the investment in the inflation-linked index bond has the same value as the wealth level.
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6 Conclusions

In this paper, we study the optimal consumption and portfolio decision with a quadratic
utility in the presence of inflation risk. For a hedging instrument for inflation risk, we
introduce an inflation-linked index bond which is directly linked to the price process. De-
pending on market parameters, the investment in the risk asset and in the inflation-linked
index bond exhibit quite different patterns. For the life-time financial planning, the in-
flation risk is easily ignored but it may frustrate an agent which consumes and invests
optimally. Therefore, it is worthwhile to look into how an agent manages the inflation risk
in the presence of an inflation-linked index bond through lifetime utility maximization

with a quadratic utility function.
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