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Abstract. We consider the problem of maximizing expected utility from ter-
minal wealth for a power utility of the risk-averse type assuming that the
dynamics of the risky assets are affected by hidden “economic factors” that
evolve as a finite-state Markov process. For this partially observable stochastic
control problem we determine a corresponding complete observation problem
that turns out to be of the risk sensitive type and for which the Dynamic
programming approach leads to a nonlinear PDE that, via a suitable trans-
formation, can be made linear. By means of a probabilistic representation we
obtain a unique viscosity solution to the latter PDE that induces a unique
viscosity solution to the former. This probabilistic representation allows to ob-
tain, on one hand regularity results, on the other a computational approach
based on Monte Carlo simulation.
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1. Introduction

We consider a market model with one locally riskless security and a certain number
of risky securities. The goal is to find an admissible self-financing investment strat-
egy that maximizes the expected utility from terminal wealth at a given maturity
and with a power utility function of the risk-averse type.

We assume that the dynamics of the risky assets are affected by exogenous
“economic factors” that evolve as a finite-state Markov process. We allow these
economic factors to be hidden, i.e. they may not be observed directly. Information
about these factors can therefore be obtained only by observing the prices of the
risky assets.
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Our problem is thus of the type of a partially observed stochastic control
problem and we shall determine its solution by solving a corresponding complete
observation control problem. After discussing some problems that arise for a com-
plete observation problem based on unnormalized filter values, we construct an
equivalent complete observation control problem, where the new state is given by
the pair (p¢, Y:) consisting of the conditional state probability vector (normalized
filter) p; for the hidden factor process and of the log-asset prices Y;. This pair forms
a Markov process also in our more general setup where the coefficients in the se-
curity price dynamics are nonlinearly dependent upon the factors. The equivalent
complete observation control problem turns out to be of the type of a risk sensitive
stochastic control problem. It is approached by the method of Dynamic Program-
ming (DP) that leads to a nonlinear HJB equation. Applying a transformation
that is by now rather classical, this nonlinear HJB equation is transformed into a
linear one. By means of a probabilistic representation as expectation of a suitable
function of the underlying Markov process (p:,Y;), we obtain a unique viscosity
solution to the latter PDE that induces a unique viscosity solution to the former.
This probabilistic representation allows to obtain, on one hand, regularity results
on the basis of classical results on expectations of functions of diffusion processes;
on the other hand it allows to obtain a computational approach based on Monte
Carlo simulation. This latter computational approach is important since, as we
shall show, an explicit analytic solution is very difficult to obtain in the given
setup.

Portfolio optimization problems under partial information are becoming more
and more popular, also because of their practical interest. They have been studied
using both major portfolio optimization methodologies, namely Dynamic Program-
ming (DP) and the “Martingale Method” (MM). While DP has a longer tradition
in general, also MM has been applied already since some time for the cases when
the drift/appreciation rate in a diffusion-type market model is supposed to be an
unknown constant, a hidden finite-state Markov process, or a linear-Gaussian fac-
tor process. Along this line are the papers [9], [10], [8], [22] and, more recently, [5]
and [20]. The case when the volatility is driven by a hidden process is studied in
[16]. After the early paper [3], a DP-approach for a finite-horizon linear-Gaussian
model with one unobserved factor that is independent of the risky asset has been
used in [18]. In this latter paper the author also ends up with a nonlinear PDE.
However, instead of using a transformation to reduce the equation to a linear
one, the author introduces an auxiliary problem of the linear-quadratic type and
obtains from the latter the solution of the former problem. When investment deci-
sions are modelled to take place in discrete time, the entire portfolio optimization
problem reduces to one in discrete time and here a DP-approach under partial
information can be found in [19]. A risk-sensitive finite horizon control problem
under partial information for a general linear-Gaussian model has been considered
in [13] where, by solving two kinds of Riccati differential equations, it was possible
to construct an optimal strategy. The results are extended to the case of infinite
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time horizon in [15] by studying the asymptotics of the solutions of inhomogeneous
(time dependent) Riccati differential equations as the time horizon goes to infinity.

In relation to the literature as described above, in the present paper we con-
sider the portfolio maximization problem under a hidden Markov setting, where
the coefficients of the security prices are nonlinearly dependent on economic factors
that evolve as a k—state Markov chain (Section 2). The problem is reformulated
in Section 3 as a risk-sensitive stochastic control problem under complete observa-
tion and in Section 4 an optimal strategy is constructed from the solution of the
corresponding HJB-equation.

2. Problem setup

Let us consider a market model with N + 1 securities (S9,5;) :=
(89,81, ..., SN)*, were S* stands for the transpose of the matrix S, and an eco-
nomic factor process X;, which is supposed to be a finite state Markov chain taking
its values in the set of the unit vectors £ = {ey, es, ...,ex} in R¥. The bond price
SY is assumed to satisfy the ordinary differential equation:

ds? = r(t,S;)SPdt, S) =s°, (2.1)
where r(t,S) is a nonnegative, bounded and locally Lipschitz continuous function
in $ € RY = {(z',....,a");2" >0, i = 1,2,.., N}. The other security prices

i i =1,2,..,N, are assumed to be governed by the following stochastic differ-
ential equations:

dSi = Si{al(t, Xy, Sp)dt + 30, bi(t, S1)dWi'}, 02)
2.2
Si=s, i=1,..,N
where a‘(t, X, S) and b;(t, S) are bounded and, for each ¢ and X, locally Lipschitz
continuous functions in S, b is uniformly non degenerate, i.e. z*bb*z > clz|?,Vz €
RN 3e > 0 and W; = (W{)j=1,.,~ is an N - dimensional standard Brownian
motion process defined on a filtered probability space (9, F, F, P) and is inde-
pendent of X;. The Markov chain X; can be expressed in terms of a martingale
M, of the pure jump type, namely
dX: = A(t) X dt + dM;,
(2.3)
Xo = ga
where A(¢) is the @ matrix (transition intensity matrix) of the Markov chain and
¢ is a random variable taking its values in E. Set

gt:O—(Su;USt)

and let us denote by hi, (i = 0,1, ..., N) the portfolio proportion of the amount in-
vested in the i-th security relative to the total wealth V; that the investor possesses.
It is defined as follows :
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Definition 2.1. (hY, h;) = (RY, hi, h2, ..., hl¥)* is said to be an investment strategy
if the following conditions are satisfied

i) hy is an RN valued G, - progressively measurable stochastic process such that
N
> hi+hl=1
i=1

ii) P([)) |h|?ds < 00) = 1.

The set of all investment strategies will be denoted by H(T'). When
(R, h})o<t<T € H(T) we shall often write h € H(T) for simplicity.

For given h € H(T), and under the assumption of self-financing, the wealth
process V; = Vi(h) satisfies

d -dS}
T = Tl
= h{r(t, Sp)dt+ Yo hi{al(t, Xy, Sy)dt + 3700 bi(t, S)d W}
Vo = v
Taking into account i) above, V; turns out to be the solution of
dv‘f = r(t,S,)dt + hy(a(t, Xy, Sp) — r(t, Sp)1)dt + hib(t, S;)dWy,
Voo = v,

where 1 = (1,1,...,1)*.
Our problem is the following. For a given constant u < 1, p # 0 maximize
the expected (power) utility of terminal wealth up to the time horizon T, namely

J(v;h; T) = %E[VT(h)“] = %E[e“logVT(h)], (2.4)

where h ranges over the set A(0,T) of all admissible strategies that will be defined
below in (3.17).

We consider here the maximization problem with partial information, since
the economic factors X; are in general not directly observable and so one has to
select the strategies only on the basis of past information of the security prices.

3. Reduction to risk-sensitive stochastic control under complete
information

There are a priori more possible approaches to determine an equivalent complete
observation control problem. One may base it on a Zakai-type equation for an
unnormalized filter. One may however also base it on normalized filters. Each
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approach has its advantages and disadvantages, the major advantage for the Zakai-
type approach being that the dynamics are linear. In subsection 3.1 we first discuss
such an approach in a form related to [13] and show that, in our setting, an
explicit solution is difficult to obtain despite the linearity of the dynamics for the
unnormalized filter. Although we therefore abandon this approach in favour of one
based on normalized filter values, we still wanted to discuss it here because it forms
a basis for the other approach that will be derived in subsection 3.2 and that is
related to [13] and [15]. We want to point out that, in the given setup, the standard
approach leading to the so-called “separated problem” fails because of questions of
measurability with respect to the full and the observation filtrations and the fact
that in a crucial expectation there appears the product of the function of interest
with a Radon-Nikodym derivative (see (3.7) and the comment preceding (3.8)).

Before discussing the individual approaches, let us introduce some notation
and expressions that will be used in the sequel.

Let us set

Y} =logS;, i=0,1,2,...,N,
1

with ¥; = (Y1, Y2, ..., Y,N)* and ¥ = (e¥ ,...,eYN)*. Then

dY? = R(t,Y;)dt

and
dY; = A(t, Xy, Y;)dt + B(t,Y:)dWs, (3.1)
where
Alt,z,y) = ai(t,z,eY) — %(bb*)”(t,ey),
B; (ta y) = b; (tv ey), R(ta y) - T'(t, ey)
Putting

n(t,z,y,h) = 1_T/ULh"‘BB*(t, y)h — R(t,y) — h*(A(t,z,y) — R(t,y)1), (3.2)
with
Al(t,z,y) = d'(t,z,eY),
by It6’s formula we see that
AV = VI —un(t, X, Yy, he)dt + phi B(t,Y,)dW,}, Vo = v (3.3)
and so

VY = vt exp{—p [y n(s, X, Vs, hy)ds
(3.4)
[ R B(s, Ya)dW, — & [T b BB* (s, Yy)hyds}.
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3.1. Approach via a Zakai-type equation

Given our assumptions on the boundedness of the coefficients, let us introduce a
new probability measure P on (2, F) defined by

dP|
dP = PT,
Fr
where
pr = e—_fOT A (6, X, Y)(BB™) T B(t,Y,)dW,— L [T A*(BB*)" A(t,X,,Yy)dt (3.5)

Under the probability measure P
t
W, =W, + / B*(BB*)~(s,Y,)A(s, X,, Ys)ds
0

is a Brownian motion process and Y; satisfies
dY;, = B(t,Y;)dW,. (3.6)
The criterion (2.4) can be rewritten under the new probability measure as

ZEVE]

A * 2 * *
_ ivﬂE[eiu S n(s,X s, Yo, hs)ds+p [f hEB(s,Ys)dWs—4- [T hiBB (s,Ys)hsdsp;l]
— iqu[ew]}T n(8,Xs,Ys,hs)ds+ [ Q*(s,Xs,Ys,hs)dYs—3% [T Q*BB*Q(S,XS,Yg,hS)ds]

(3.7)
where
Q(t7 Xta }/t7 ht) = (BB*(ta }/t))ilA(t Xta Yt) + Hht

Since the argument of the expectation in (3.7) is of the form of a Radon Nikodym
derivative multiplied with the function of interest, we shall treat it as a whole
considering the following process

Hy = exp{—p [y 1(s, Xs, Y5, ho)ds + [} Q*(s, X, Ys, hs)dY,

(3.8)
—1 Jy QBB (5,Y,)Q(s, Xy, Y, hy)ds}
and
q,f = E[HtXZ|gt]a
where X/ = 1.3 (X¢). Then
k k
BE{V}} = o*E{B[Hr|Gr]} = v* > E{E[Hr X7|Gr]} = v E{D a7}  (3.9)
i=1 i=1

where (see Corollary 3.3 in [1]; see also section 7.3 in [4]) ¢} satisfy
@ = pp=PE=e), i=12,..,k
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Next we give some arguments to show that, as mentioned in the Introduction, an
explicit solution to the problem (3.9) and (3.10) is difficult to obtain.

Set ¢; = (¢). Then (g, Y;) can be regarded as the controlled process for the
stochastic control problem of maximizing the criterion

k
T =vE{Y 4}
i=1
Let us introduce the value function

k
w(t,q,y) = sup  E{> qr(t)}

heAT) o

where, analogously to A(0,T), A(¢,T) denotes the admissible strategies over the

interval [t,T], ¢'(t), t < s < T is a solution of (3.10) with the initial condition

qi(t) = ¢* and Y, (t < s < T) is solution of (3.6) with initial condition Y; = y.
The Bellman equation for w then becomes

%—f—l—supth(h)w:O, tSSST7 (qu)e [O’OO)kXRN
’U)(T, q, y) = Z?:l qi7
. . 2 . - 2
Ly(h) = 5 32 ;[BB*(5,9)]7 %557 + 221 4'[Q7 (s, e0,5, 1) B(s,9)) 5%,

. . 2
+% Z'L’] qu*<S, €i,Y, h)BB*Q<57 ej7y7 h>q]8q(?78qi

+ A0 M) T — (s, eq,y, a5

As can now be easily seen, an explicit solution of this Bellman equation is rather
difficult to obtain and so we abandon this approach in favour of one based on the
normalized filter that will however continue the main line of the arguments of the
present section.

3.2. Approach based on the normalized filter

In order to derive the corresponding full information control problem we put

pi:P(Xt:ei‘gt)a 1= 17"aka (311)
and use the notation
k
f(S,payvh) :Zf(sveiayvh)p; (3'12)
i=1

for a given function f(s,z,y, h) on [0,T]x E x RN x RN while the defined function
ison [0,7] x Ap_1 x RN x RN with A;_; the k — 1 dimensional simplex

Ak—l = {(dl,dg,..,dk);dl +d2 + ...+ dk = 1, 0 S dz S ]., 1= ]., ,k}
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It is known that these (normalized) conditional probabilities pt, i = 1,2,... k,
satisfy the following equation (“Wonham filter”, see [11], [21])
dpi = (A(t)pr)'dt + py[A* (¢, i, Yy) = A" (t, 1, V)]
(BB, Yy)] M dY: — At pe, Ye)dt],
namely

dpy = A(t)p.dt + D(p:)[A*(t,Y;) — LA*(t, pi, Vy)] 313
1
[BB*<t7Y;£)]_1[d}/t_A(tvptvy;f)dtL ( )

where A(t,Y) is an N x k matrix defined by A(¢,Y) = (Ai(t,e;,Y)) and D(p) is
a diagonal matrix of which the component in position i is p°.
In full analogy with (3.8) we now define

Hy = exp{—p [y n(s,ps, Yo, hs)ds + [1 Q*(5,ps, Y, hs)dY

o (3.14)
-3 0Q*BB*(87Y;)Q(S7PS7}/85hs)ds}7

We then have
d(ﬁtpi) = I;Ttdpi "‘p%dﬁt + d<g7pi>t
= Hy(A(t)py)'dt
+  Hipi[A*(t,€:,Y:) — A" (t, 1, V2)|[BB* (8, Y3)] ' [dY; — A(t, py, Yy)di]
—  pHypin(t,pe, e, he)dt + HipiQ* (t,pe, e, hy)dY; + d{H, p'),
= (A(t)Hype)idt — pm(t, e;, Ve, he) Hypidt + HipiQ* (t, e, Vi, ht)d(};hl{))

where the last equality is obtained from noticing that, given the previous defini-
tions, the following three equalities hold

d{H,p")e = Hipi[A(t,e;, Y2)* — At,py, Yy)*][BB*| "L A(t, py, Yy )dt
+Hypiphi[A(t, e, Ye)* — A(t,pe, Ya)*]dt;

_Nn(t7 €, }/t7 ht)gtpyltdt + Mn(t7pt7 }/;57 ht)ﬁtp%dt

= Hypiphi[A(t, e;, Yi)* — A(t,pr, Yy)*dt;

I:Itpi[g(ty ) Yt)* - A(t7pt7 )/t)*][BB*}_l[d}/t - A(t7pta }/t)dt]
+H-tp%Q(t»Pt,Y;,ht)*dY;

- -E[tp%Q* (tv €4, }/h ht)dY;i - -E[tp% [A(t7 €4, )/t)* - A(t7pt7 }Q)*][BB*]_IAO;JDM }/t)
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Therefore, we see that ¢! = ﬁtpi thus showing that ¢! are indeed un-normalized
conditional probabilities and

k
B[Hr|Gr] =) ¢ = Hr.
i=1
We have thus proved the following Proposition, which establishes the equivalence of
the original incomplete information control problem with the present correspond-
ing complete one. The latter has as state variable process the (finite-dimensional)
Markovian pair (p, Y;) satisfying (3.13) and (3.6) respectively, and as objective
function iv“E[ﬁT}, where Hy depends, see (3.14), on the chosen strategy hy.

Proposition 3.1. The criterion (2.4) can be expressed equivalently as follows

1 1 - 1 A =
J(w; h;T) = —E[VH] = v E[Hy] = —v"E[Hp].
( ) . Vrl . [Hr] . [Hr]

Notice that, for Markovianity, we have to consider as state variables in the
complete observation problem the pair (p;,Y;) and not just p; alone, because in
our original problem the coefficients depend on S; and therefore on Y;. Notice also
that the state-variable pair (p¢, Y:) is finite-dimensional.

The criterion expressed in the rightmost equivalent form above can be shown
to be of the form of a risk-sensitive stochastic control problem in finite dimension.
To this effect let us introduce another change of measure with the Girsanov density
defined by

dpP

| =¢r = eo @epaYeh)dYo—g [ QBB Q(s,ps,Ys he)ds
dP

gr (316)

— 6[‘(;1" Q*(S,Ps,n,hs)B(&Ys)dWs—% y OT Q*BB*Q(S,pS,YS,hS)dS.

Notice that the new probability measure P depends, through (7, on the chosen
strategy h;. In order that P is a probability measure we have to require that the
set A(0,T) of admissible strategies is given by

A(0,T) = {h e H(T) | E{¢ry = E{prir) = 1} (3.17)

Under the probability measure P we now have that

t t
W, = / B~(s,Y,)dY, — / B(,Y))Q(s.ps, Yo ho)ds  (3.18)
0 0

is a standard G; - Brownian motion process and we have

dY; = B(t,Y;)dW, + BB*(t,Y,)Q(t, p:, Ys, hy)dt
. _ (3.19)
= B(t,Y1)dW; + {A(t, pt, Y:) + pBB*(t,Y;)h }dt
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and
dpe = D(po[A*(tY:) — 1A*(t pu, YOI BB* (1, Y0~ B(t, Y)WV,

B B (3.20)
+{A(t)ps + pD(pe)[A*(t,Yy) — LA*(t, py, Ye)] hy }dt.

Since
1, - 1, - T
7,UME[HT] = 7IUME[eXp{_M U(S,Ps> st hS)dSH
o H 0

we are reduced to considering the risk-sensitive stochastic control problem that
consists in maximizing

1 T
ﬁv“E[exp{—u/ 1(s, ps, Ys, hs)ds}] (3.21)
0

subject to the controlled process (ps,Y:) on Ap_; x RY being governed by the
controlled stochastic differential equations (3.20) and (3.19) defined on the filtered
probability space (Q, F, G, P).

The solution to this latter complete observation problem forms the subject
of the next section 4.

4. HJB-equation

For ease of notation, given ¢ € [0, 7], let us now introduce for s € [t,T] the vector
process
Zy=[ps,Ys]", ps €Ay, Y€ RY

so that, putting

B(s, Zs) := [ A(/S\,(;Z],);g) } , a (k+ N)— vector

als, 2 = | POIEOY 1A VNBBYBOT) |

which is a (k+ N) x N — matrix and
Bu(s, Zsi hs) == (s, Zs) + pa(s, Zg) B*(s,Ys)hs, a (k+ N) — vector, (4.2)
from (3.20) and (3.19) the dynamics of Z on (€, F, Gs, P) and for s € [t, T] become

dZs = Pu(s,Zs;he)ds + a(s, Zg)dWy
(4.3)
Zt = Z

where the strategy hs affects the evolution of Z, directly through the drift 3, and,
recalling the comment before (3.17), indirectly also through the measure P, i.e.
through Ws.



PDE approach to utility maximization 11

Recall now the objective function (2.4) and its representation in Proposition
3.1 and in (3.21) that are all defined for the initial time ¢ = 0. For a generic ¢ with
0<t<Tandfor V; =v, Z; = z, put

1
J(tv; 2,0 T) = ; v G(t, z, h)

where, letting with some abuse of notation n(s, Zs, hs) = n(s,ps, Ys, hs) with
n(s, ps, Ys, hs) as in (3.2) and with the notation as in (3.12), we define

T

G(t,z,h) = E; . {exp [—u/ n(s, Zs,hs)ds] } (4.4)
t
In view of the HJB equation put now
w(t,z) == sup log G(t,z,h) (4.5)
hEA(t,T)

so that )
sup  J(v;h; T) = —vt ew(0:%0) (4.6)

heA(0,T) 14

Based on the definition of 7(t, z, h) and the dynamics of Z in (4.3) with drift 3,
as in (4.2), we may now formally write for w(¢,z) in (4.5) the following Bellman
equation of the Dynamic programming approach

%—lt” + ttrlac* D?w] + 1(Vw)*aa*Vw

+supy [Bu(t, 2 )V + py*(t, 2)h — Lu(1 — p)h* BB*] -
4.7
+uR(t,z) =0

w(T,z) =0
where
v(t, z) = A(t,p,Y) — R(t, 2)1 (4.8)
Given our assumptions that b is uniformly non degenerate, the maximizing h in
(4.7) is

ho= it 2) = ﬁ (BB*)"M(t,2) [B(t, 2)a* (t, 2)Vw(t, 2) +7(t,2)]  (4.9)

and (4.7) itself becomes

9w 4 Itrlaa* D?w] + ﬁ(Vw)*aa*Vw +&*Vw+ T =0

(4.10)
w(T,z) =0
where, for simplicity of notation, we have put
O(t,z) = Blt,z)+ ot 2)B7H(t 2)v(t, 2)
(4.11)

U(t2) = pR(E2) + i (L 2) (BBt 2t 2)
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and which is a nonlinear 2nd order PDE. We shall now transform (4.10) into a
linear PDE by following a by now classical procedure (see e.g. [6], [7]) and according
to which we put

o(t,z) = eTom W(t2) (4.12)

With this transformation (4.10) becomes now

% + Ltr[aa* D?v] + ®*(t, 2) Vv + qjl(%’:)v =0

P (4.13)

It can now be easily seen that v(¢, z) is a viscosity solution for (4.13) if and only
it w=(1— p)logwv is a viscosity solution for (4.10).

Notice that, in spite of the linearity of the PDE in (4.13), an explicit ana-
lytic solution is very difficult to obtain in our setting (to this effect see also the
Remark 4.2 at the end of this section). However, the linearity of the PDE leads
to a Feynman-Kac representation of the solution, which makes it then possible to
compute it numerically by simulation as we shall mention also below. Set then

T
(t,z) = E;, {exp lllﬂ /f U(s, Zs)ds } (4.14)

(4.15)

where Z; now satisfies, instead of (4.3), the following
dZs = ®(s,Zs)dt + afs, Zs)dW
Zt = Z

where Wy is a Wiener process and which, given our assumptions of bounded and
locally Lipschitz continuous coefficients with b uniformly non degenerate, admits
a unique strong/pathwise solution. A solution to this equation can rather easily
be simulated for the purpose of calculating then numerically the value of o(¢, z).

Finally, using also the boundedness of v, from Theorem 4.4.3 and Appendix
7.7.2 in [14] it follows that ©(¢, z) is the unique viscosity solution for (4.13) and,
consequently, w = (1 — ) log ¥ is the unique viscosity solution for (4.10). Thus we
have the following proposition.

Proposition 4.1. Under the assumptions in section 2 equation (4.10) has a unique
viscosity solution w and it is expressed as w(t,z) = (1 — p)log v, where v is the

function defined by (4.14).

Under stronger assumptions on 7, a*, b such that they are C* functions with
derivatives of polynomial growth we have by Theorem 5.5 in [2] that ¥(¢, z), and
therefore also w(t, z), are of class C? and with derivatives of polynomial growth.
The formal Bellman equation (4.7) becomes thus an equation having a classical
solution and the function A in (4.9) exists and h(t, Z;) is thus an optimal control.

We close this section with the following Remark that is intended to better
explain why an explicit analytic solution to (4.13) is difficult to obtain.
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Remark 4.2. We show here the expressions for the coefficients of the HJB equation
(4.13) in the simplest case when the coefficients in the asset price dynamics (2.2)
are autonomous and do not depend on the asset price itself and the factor process
X, is a two-state homogeneous Markov process with Q—matrix

. _ A1 —A2
A = ( A ) |
Denote by p; the conditional state probability for state 1 in the generic period ¢,
ie.
bt = P{Xt = €1|gt}
We have now

aa’(p)
P*(1-p*)(aler)—a(e2))* B~ —p’(1-p*)(aler)=a(e2)*B™>  p(1-p)(a(er)—ale))

= —p*(1-p?)(a(er)—a(e2))?B~2  p*(1-p®)(aler)—a(e2))®B~>  p(l-p)(alez)—a(e1))

(a(e1)—a(ez2))p(1—p) (a(ez)—a(e1))p(1—p) B?
A1p—Az(1—p)
‘I)(p) = —A1p+A2(1—p)

a(e1)p+a(ez)(1—p)— 3 B?

p(1=p)(a(er)=a(e2)) B> (a(er)p+a(ez) (1-p) ~R)
+ 5 | pa-palen)—a(en) B (aler)pralen) (1-p)~R)
a(ex)pta(ea)(1-p)~R

[a(e1)p + ales)(1 — p) — R)* B2

I
U(p) = uR

(p) = pB+ 1= .
and from here it can be seen that, even in this simple case, an explicit solution of
the HIB equation (4.13) is difficult to obtain.

5. Conclusions and computational remarks

Given our expected utility maximization problem for a power utility of the risk
averse type, where the coefficients in the asset price dynamics are driven by a
hidden finite state Markov process representing “economic factors”, we have first
discussed a corresponding complete observation control problem based on unnor-
malized conditional probabilities (unnormalized filter) satisfying a linear Zakai-
type equation and shown that for this problem it is difficult to obtain an explicit
solution. We have then studied an equivalent complete observation problem based
on normalized filter values. For this problem we have studied the corresponding
HJB equation that has been shown to admit a unique viscosity solution that can
be computed as an expectation according to (4.14) and (4.15). Under sufficient
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regularity assumptions this solution has enough regularity so that an optimal in-
vestment strategy exists and can be computed from the solution of the HJB equa-
tion according to (4.9). This strategy is a function of the process Z, = [ps, Ys|*
formed by the pair consisting of the filter ps in (3.11) for the unobserved factor
process X, and the log-prices Y, all of which are accessible to the economic agent.

Since a solution can be obtained in the form of an expectation according to
(4.14) and (4.15), it can in general be computed by Monte Carlo simulation. This
is important since, as discussed in section 4, also for the complete observation
problem based on normalized filter values an analytic solution is very difficult to
obtain.
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