OR Spektrum (1999) 21: 123-146

OR Spektrum

© Springer-Verlag 1999

Optimal control of option portfolios and applications*

Optimale Steuerung von Optionsportefeuilles
und Anwendungen

Ralf Korn !, Siegfried Trautmann?

I Fachbereich Mathematik, Johannes Gutenberg-Unigeididinz,

D-55099 Mainz, Germany (e-mail: korn@mathematik.uni-mainz.de)

2 Fachbereich Rechts- und Wirtschaftswissenschaften, Johannes Gutenberg-Ehiversit
D-55099 Mainz, Germany (e-mail: traut@fin.bwl.uni-mainz.de)

Abstract. We present an expected utility maximisation framework for op-
timally controlling a portfolio of options. By combining the replication ap-
proach to option pricing with ideas of the martingale approach to (stock)
portfolio optimisation we arrive at an explicit solution of the option portfolio
problem. Its characteristics are illustrated by some specific examples. As an
application, we calculate an optimal option and consumption strategy for an
investor who is obliged to hold a stock position until the time horizon.

Zusammenfassung.Wir prasentieren einen Erwartungsnutzenansatz zur
optimalen Steuerung eines aus Optionen bestehenden Portefeuilles. Die
Kombination des Replikationsansatzes der klassischen Optionsbewertungs-
theorie mit dem Martingalansatz zur Portefeuilleoptimieruingrtf zu ex-
pliziten Losungen des Optionsportefeuilleproblems. Wesentlicisaihgs-
eigenschaften werden anhand von Beispielen erhellt. Wir benutzen diese
Losungsmethode zur Bestimmung einer optimalen Portefeuille- und Kon-
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1 Introduction

The trading in derivative securities such as options, futures or swaps has
become increasingly popular over recent years. Originally introduced for
hedging purposes, they are nowadays also used for speculation. Of course,
there are some good reasons for that. Derivative markets are usually more
liquid than the markets for the underlying stocks. Compared to trading in
stocks, transaction costs for trading in derivatives are usually lower. Also,
the pricing and hedging of derivatives is by now well understood due to the
acceptance of the Black-Scholes formula and its various variants. However,
there is still a lack of research concerning the determination of optimal
portfolios of derivatives. If a portfolio of options is hold for speculative rea-
sons then the trading philosophy of the investor must be different from that
of a hedger. The control of the Greeks is no longer the most important task.
Instead, the investor tries to maximise his expected utility from terminal
wealth of the portfolio of options. Therefore, in this paper, we set up a
corresponding portfolio problem for option trading under the assumption
that the underlying stock market is complete. Our main contributions and
insights to this problem are the following:

— an explicit solution of the option portfolio problem consisting of the
optimal terminal wealth and the optimal trading strategies is given,

— the amount of computational work to determine the optimal strategy
for the option problem roughly equals that for computing the optimal
strategy in a corresponding stock portfolio problem,

— frequency and volume of the rebalancing actions are comparable to those
of a corresponding (dynamic) stock portfolio problem,

— the form of the optimal payoff for the option portfolio problem only de-
pends on the choice of the utility function andt on the payoff of the
derivatives that enter the portfolios,

— the form of the optimal trading strategies can differ significantly from
those of a corresponding stock portfolio problandthis form is highly
sensitive with respect to the payoff of the derivatives that enter the port-
folios, i.e. the non-linearity of the derivatives prices only affects the way
how the optimal terminal wealth is generated, not its explicit form!

All these findings are illustrated by specific examples.

Mathematically, we combine results of the replication approach of option
pricing and of continuous-time portfolio optimisation for stock portfolios
(see Korn, 1997, for an overview to this subject). While a direct application
of the stochastic control approach of portfolio optimisation to our option
portfolio problem seems to be hopeless (due to the highly non-linear form of
the Hamilton-Jacobi-Bellman equation), we can make use of the separation
principle of the martingale approach. This will directly yield the explicit
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form of the optimal terminal wealth and the optimal consumption process. To
obtain the optimal option strategies, we can combine results of the replication
approach of option pricing and of continuous-time portfolio optimisation.
Therefore, Section 2 contains the description of the market model and some
basics needed from the theory of option pricing. Section 3 reviews some re-
sults of portfolio optimisation while in Section 4 we determine the solution
to the option portfolio problem with the help of the results presented in
the two foregoing sections. An optimal consumption problem under trading
constraints is studied in Section 5.

2 Some basics of option pricing in a complete market model

We look at a financial market consisting of one riskless asset (“bond”) and
n risky assets (“stocks”). Let their pricé3(t), : = 0, ..., n, be governed by
the equations

dPo(t) = Po(t)r(t)dt, Po(O) =1 s (21)
dP;(t) = Pi(t) | b (¢) dt + zn: o (8) dW; (1) |
j=1

P0)=p;, i=1,...,n (2.2)

whereW (t) is ann-dimensional Brownian motion on a complete, filtered
probability space(?, F, P) with {F; },cj0,m), T < oo, the corresponding
Brownian filtration. The market coefficientst), b(t), ando (t) are assumed
to be progressively measurable and uniformly boundéd,in) € [0, 7] x
(2. Furthermoreg (t)o(t)" is required to be uniformly positive definite.

If the (n + 1)-vector ¢(t) denotes the number of shares of different
securities held by an investor at timéhen we will call

X(t) =3 @i (0 (1)
=0

the corresponding wealth process.

Definition 2.1. i) A trading strategy is alR"*!-valued, progressively mea-
surable process(t), t € [0,T], with

T n.omn_ .
/0 lo (t)|dt < oo a.s., ZZ/O (i (t) P; (t) 035 (1))* dt < oo a.s.

i=1 j=1

ii) A non-negative, progressively measurable procgss ¢t € [0, 7], with

T
/ c(t)dt < oo a.s.
0
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is called a consumption rate process (for brevity: consumption process).
i) A pair (¢, c) of a trading strategyp and a consumption processs
called self-financing if the wealth proce&st) corresponding t@ satisfies

X(t):X(O)+Z/O @i(s)dPi(s)—/O c(s)ds vielo,T].
=0

It is called admissible if it is self-financing and its corresponding wealth
processX (t) is non-negative. Lei(x) denote the set of admissible pairs
with X (0) = =.

Definition 2.2. i) A contingent claim is a non-negative;y-measurable ran-
dom variableB, such that

E(B") < (2.3)

for someu > 1.
i) (p,c) € A(x) is called a replicating strategy for the contingent clain
if the wealth procesX (¢) corresponding td, c) satisfies

X(T)=B as..
LetD(x) C A(x) be the set of replicating strategies fBr. The real number
p:=inf{x > 0| D(x) # T}
is called the fair price of the contingent claif\.

Remark 2.3.a) The most popular examples of contingent claims are the
European call option and the European put option whose terminal payouts
are given by

Bean = (P1(T) = K)",  Bpuw = (K — P(T))",

respectively (where:™ denotes the positive part of the real numbgr
Here, the positive constant K denotes the exercise price, i.e. the fixed price
for which the holder of a call can buy one share of stock from the seller of
the call at time T and for which the holder of a put can sell one share of stock
to the seller of the call at time T. Further examples of contingent claims such
as Asian options, look backs, digitals, etc. can be found in e.g. Jarrow and
Turnbull (1996), Wilmott et al. (1994) or Baxter and Rennie (1996).

b) The main result of option pricing in complete markets is summarised
in Theorem 2.4 below. The idea behind it is that every contingent claim
should have a value equal to the cost of setting up its cheapest replicating
strategy. Otherwise there would be a possibility of making arbitrage gains.
The existence of such a cheapest replicating strategy for every contingent
claim is the defining feature of a complete market.
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Theorem 2.4. Let

H(t) = exp <_ /Ot <7« () + 5 10 (s)”2> ds — /Oté(s)'dW (s))

denote the stochastic deflator process wiith) = o1 (¢) (b(t) — r(t)1),
t € [0,T1]. Then, the fair pricey of a contingent clainB equals

p=E(H(T)B),

and there exists a unique replicating strategy (c*) € D(p)withc*(t) =0
forall ¢t € [0,7] a.s. Its corresponding wealth process;(t), (the “valua-
tion process forB”) admits the representation

N 1

X*(t) = i (t)E (H(T)B|Fy) .
Remark 2.5.a) For a proof of Theorem 2.4 see Karatzas (1989) or Sec-
tion 2.4 of the monograph Korn (1997).
b) One canrephrase Theorem 2.4 by the introduction of the unique equivalent
martingale measut® for the stock prices (i.e. the probability measure with
respect to which all discounted stock pridést)/Py(t) are martingales).
Itis defined as

P(A):=FE(Z(T)14) VA€ Fp
with

Z(t) = exp (—/Oté(s)’dW(s)—;/OtHQ(s)Hst> L tel0T).

Noting that we have

E (exp (— /OTr(s) ds) B) = E(H (T)B)

(whereFE denotes expectation with respecftpwe see that option pricingin
a complete market as presented above consists of calculating the discounted
expectation of the payoff with respect to the equivalent martingale measure.

One can get an explicit form of the replicating strategy by imposing
additional assumptions on the option price process.

Theorem 2.6. Assume that the price of an option at tithean be written
as aC2-functionf(t,p1, ... , p,) of time and underlying stock prices.
i) Then the replicating strategy™ is given by
i) =fp, &, PL(t),...,Py(t), i=1,...,n,

(f @ Pit), - Pa() =30y o (B PL(E) -, P (1)) P ()

vt = e ,
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and the functionf (¢, p1,... ,p,) is a solution of the partial differential
equation

Z ijPiPj fpip; + Zszfpl rf=0.

t,j=1

Here, we have sei(t) := o(t)o(t)’ and where the subscriptsps, ... ,pn
mean partial derivative with respect to the corresponding variable.

ii) The price procesg (t, Pi(t), ... , P,(t)) obeys the stochastic differential
equation

df (t, Pi(t),... , Py(t))

— <rf(t,P1 ),..., P (t)

A for (4 PL(E) o P (1) P (E) (b — r)) dt
=1

+(prl(t,P1(t),..., Zaw )(24)
=1

Proof. i) is a well-known result which can e.g. be found in Karatzas (1989).
The form of the stochastic differential equation in ii) follows by application
of 1td’s rule to the procesg (¢, Pi(t), ... , P,(t)) and using the fact that
satisfies the partial differential equation given in part i). O

Example 2.7 Black-Scholes Formula). If we assume a market with 1
and constant market coefficientsh, o then explicit computation for the
case of the European call yields the fair pri¢@! (¢, p) (if the stock price
at timet equalsp,) as

FUEp1) = (i (1) — Ke ™" T0 (dp (1))

where®(-) is the distribution function of the standard normal distribution
and where we have set

In (B) + (r+ 302) (T —t)
oVT -t ’

The replicating strategy™ for the European call is given by

Uh(t) = —Ke TP (da(t),  wi(t) =P (i(t)) .

dl(t): dz(t):dl(t)—a\/T—t.
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If we introduce the portfolio process*(¢) corresponding ta)*(¢) as the
fraction of the investor’'s wealth held in the stock at titrten we obtain

iy _ (@(da(t)) p1)
0 (t) - fcall (t,pl)

Note especially that™(¢) is always bigger than one. By analogy, for the
European put we obtain

FPU(t,p1) = Ke " T00 (—dy(t) — p1& (—da(t))

and similar forms for the replicating strategy.

3 The continuous-time portfolio problem

The continuous-time portfolio problerfP) consists of maximising total
expected utility of consumption over the trading inter{@lZ’] and/or of
terminal wealthX (T), i.e. of finding an admissible paip( c) that maximises

T
J(z;0,¢) :=F (/0 Ui (t,c(t))dt + Uz (X5%° (T))) (3.1)

whereX*%(t) is the wealth process of an investor endowed with an initial

wealth ofz > 0 and following an admissible strategy,(c). We require that

the utility functionsU (¢, -) andUy(-) areC!, strictly concave and satisfy
U'(0) := liﬁ)l U(z) =400, U'(x):= liim Ulx)=0. (3.2

Further,U; (-, -) should be continuous. Typical examples &fgt,z) =

exp(—pt) In(z) or Us(z) = Lo fora € (0,1).

To ensure the existence of the expected value in (3.1), we have to restrict
the class of admissible pairs to the following sub-clas4 @f):

Al(z) = (3.3)
{(go,c) € A(z) |E </0T Ui (t,c(t)” dt + Us (X=9e (T))—> < oo} .

Note that by introducing this class we do not exclude strategies that will
possibly lead to an infinite utility. We only require that the expected value
over the negative parts of the utility functions is finite. Clearly, if both utility
functions are non-negative thet{z) and A’(z) coincide.

The central idea of the martingale approach of portfolio optimisation is
a decomposition of the portfolio problem into a static optimisation problem
(“Determination of optimal cash flows, i.e. consumptign) and/or termi-
nal wealthB”) and a representation problem (“Find a strategy that yields the
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(already determined!) optimal cash flow”). This two-step procedure heavily
relies on the completeness of the market model. It is described in e.g. Pliska
(1986), Karatzas e.a. (1987) or Korn and Trautmann (1995). To formulate
its main result we introduce the functidt : (0,00) — R by

T
X(y) = E (H D) 12 () + [ H 0BG () dt)
Vy>0

wherel (¢, ), Iz(-) are the inverse functions of (¢, -), Uj(-), respectively.

This function is strictly decreasing, continuous and possesses an inverse
functionY (x). With its help a complete solution of probleff?) is given in
Theorem 3.1 (see Section 3.4 of Korn (1997) for a proof):

Theorem 3.1. Letx > 0. Under the assumption of
X(y) <oo Vye (0,00)

the optimal terminal wealti* and the optimal consumption processt),
t € [0,T7, for problem(P) are given by

B* =L (Y (z)H(T)) , (3.4)
() =1 (Y () H (1)) . (3.5)

Moreover, there exists a trading strategft), ¢ € [0, 7], such that we have

(& c)eAx), X®(T)=B* as.,
J(x;€,¢") = max J(xz;p0,c),
(5:6,¢7) = max J(wsg.0)

i.e. (& ¢*) solves the portfolio problerP). If we consider the pure con-
sumption problem by settiig: (x) = 0in (P) then the optimal consumption
process is still given by representation (3.5) and the optimal terminal wealth
B* equals zero in this case. Contrary, in the pure terminal wealth problem
(obtained from P) by settingU; (¢,¢) = 0 for all t € [0,T7]), we still have
representation (3.4) foB* with ¢*(¢t) = 0 for all ¢ € [0, T7).

Remark 3.2.a) In the logarithmic case
Ui(t,z) = Us(xz) =In(xz) Vtel0,T]

application of Theorem 3.1 and explicit computations yield (see Exam-
ple 3.19 of Korn (1997) for the details)
T 1 T 1

CO=r g TtEOT B=
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If we define the portfolio process*(t) as then-vector of the fractions of
the optimal wealth invested in thestocks then we have

(t) = (o()o()) " (b(t) —r(t)1) Vte[0,T].
Hence, the optimal trading strateggt) is given by

G(t) =m (X" (t)/Ri(t), i=1,...,n,
<1—Z7T ) (t)/Po(t)

whereX*(¢) denotes the corresponding wealth process.

b) The computation of the portfolio proces¥(t) or of the trading strategy

&(t) is the more difficult part of the solution of problef#®). We will only

give a result for the case where the optimal wealth process has a special
structure (see Section 3.4 of Korn (1997)). More general results can be
found in Ocone and Karatzas (1991). If we assume that the optimal wealth
processX (t) can be represented in the form

X(t) E</ H (s s)ds+ H (T )B*|Ft)
=f (t Wi(t), ..., Wa(t)) (3.6)
for a non-negative functiofi € C*2 ([0, 7) x R™) with £(0,...,0) = x
and whereB*, ¢* are the optimal terminal wealth and optimal consumption

as given in Theorem 3.1, then the optimal trading stratégy ¢ € [0, 7],
is given by

&)= 5 (GO Vaf (WD), W 1)) L i=1im,

P;
50(75 ( Zfz P; )/PO()

where X*(t) is the optimal wealth process of Theorem 3.1 (provided that
£(t) meets the requirements of Definition 2.1}, f(-) denotes the gradi-

ent of f with respect to the last n variables i.e. the ones that represent the
components of the Brownian motion.

4 Optimal control of an option portfolio

In this section we seek a closed form solution to the portfolio problem if
instead of the n stocks, we are only trading in options on these stocks.
To be able to do so, we assume that the n options in our market satisfy
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the assumptions of Theorem 2.6. In particular, their price processes are then
given by the stochastic differential equation (2.4). If we define an admissible
trading strategy in this market as R#+!-valued progressively measurable
processp(t) such that the corresponding wealth proc&$s) satisfies

X () =0 (t) Po(t) + D i (8) fO (4, PL () ..., Pu(t)  (41)
=1
t
= 9C+/ o (s) dPy (s)
0
noort ' t
+ Z/ ©i (8)df D (s, PL(s),..., Py (s)) — / c(s)ds
i=1"0 0
wherec(t) is a consumption rate process, then the problem to solve is

T
max </ Uy (t,¢ (1)) dt + Us (X (T))) . (4.2)
)€ 0
In view of the martingale approach to portfolio optimisation as described in
the preceeding section, intuition suggests the following: As long as the option
prices carry the same information as the stock prices (mathematically: as
long as they generate the same filtration) then the optimal terminal wealth
of the option portfolio problem (4.2) and that of tiseockportfolio (P)
should coincide. Then, it will be possible to reconstruct the corresponding
trading strategy from the optimal one of the stock portfolio problem via an
“inversion” of option replication.

Theorem 4.1. (Optimal solution of the option portfolio problemjssume
that the option prices satisfy the requirements of Theorem 2.6 and that for
everyt € [0,T) the matrixiy(t) = (¢i;(t)) 4,5 = 1,... ,n, with

Yis(t) == (6 PL(t),..., Pu(t)) (4.3)

is regular (for allw € (2).

i) Under the assumptions of Theorem 3.1 the optimal terminal wdzith
and the optimal consumption processt) for the option portfolio problem
(4.2) are given by the representations (3.4) and (3.5).

ii) Let £(¢) be the optimal trading strategy of the corresponding stock port-
folio problem. An optimal trading strategy (i.e. one such that the corre-
sponding wealth process satisfi&47) = B* a.s.) is given by

p(t) = (v (1) &), (4.4)
polt) = (X (t)—Z@- @) fO @, P (t),... Py (t))) / Py(t)

=1
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wherep(t) and£(t) are the last, components ap(t) and&(t), and X (¢)
is the wealth process.

Proof. i) Note that due to Theorem 2.6 we have
FOEPE), ... Pa(t) = thij (t) P; (t)
j=0

where;o(t) equalsyg(t) of Theorem 2.6 ii). As the stratedyio(¢), . . . ,
Yin(t)) is self-financing, we also have

dfD (&, PL(t),... , Pa(t) =) i (t)dP; (t) . (4.5)
j=0
Let now
X(t) = +Zs0 VP, Pa(t)

be the wealth process corresponding to a trading stragégywhich is
admissible for the option portfolio problem. Using the above representations
of the option prices, we obtain

X(t = < + Z ‘;01 ¢20 ) (t)
+ Z <Z i (t) iy (t ) (1)
- CO ‘|' Z Cj

and
X (t) = Co(t)dPy(t) + Z ¢ (t — c(t)dt

wherec(t) is aconsumption process. Due to our assumptiorigon, c(t)),

the corresponding paft, ¢) is an admissible strategy for the stock portfolio
problem. Thus, part a) of Theorem 2.7 in Korn (1997) is applicable to the
wealth process of every pair of trading strategy and consumption process
(¢(t), c(t)) which is admissible for the option portfolio problem, too. With
this fact the above assertion in part i) follows by exactly repeating the proof
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of Theorem 3.16 in Korn (1997) if we can prove that there exists a repli-
cating strategy foB* andc*(t). But this is ensured by part i) of the above
Theorem 4.1 which will be proved below.

ii) Let £(t) be the optimal trading strategy of the corresponding stock port-
folio problem with corresponding wealth proceXs$t), i.e. we have

X(T)=B* as.,

dX (t) = &(t)dPy(t) + Zg, ¢ (t)dt
= (fo (t) Po(t)r+ Zfi (t) P; (t) b; (t) — c* (t)> dt

+ 30 & W P () oy () dW; (1) -

1,7=1

If on the other hand there exists a trading strate@y in the options market
with a corresponding wealth processXft) (and a consumption process
of ¢*(t)) then it must have the following representation as in the proof of
part i):

dX(t)

< )+ Z @i (t) io (t ) dPy(t)
T Z <Z t) . (t )) dPy (t) — c*(t)dt

= (800 (t)rPo(t)

+ Z i (t) (%0 )rPo (t) + Z i (t ) — (t)) dt

+ Z @i () ik (t) Py (8) onz (1) dW; (2) -

i,7,k=1

Comparison of the coefficients of tlhi#l -terms of both representations of

X (t) yields the desired form of the lastcomponents op(t). The form of
©o(t) is an immediate consequence of the self-financing condition. To show
that the strategy(t) is admissible, it suffices to show that the stochastic
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integrals
Wi (i)
;/0 i (8)df'" (s, Py (5),...,Pn(5))

in equation (4.1) are defined. Using the representation (4.5) for the df-terms,
the explicit form (4.4) ofp(t), and the admissibility of the strategyt) in
the stock portfolio problem yields the admissibility ft) for the option
portfolio problem. O

Remark 4.2.a) As already announced, part i) of Theorem 4.1 demonstrates
that the optimal terminal wealth and consumption only depend on the choice
of the utility functions. The different choice of the risky assets (compared to
the stock portfolio problem) only manifests itself in the form of the trading
strategy that generates the optimal consumption and the optimal terminal
wealth (see part ii) of Theorem 4.1). The examples below will further high-
light these facts.

b) The first two of the following figures give a graphical representation of the
solution of both the option valuation and teckportfolio problem. The
third figure shows how these two solution methods are combined to yield our
solution method of theption portfolio problem. In either figure the upper
part denotes the problem while the lower part shows the way it is solved. For
ease of exposition, we omit consumption in the optimisation problems, or
better, restrict ourselves to pure maximisation problems of expected utility
of terminal wealth. In view of Theorems 2.4, 3.1 and 4.1 Figures 1-3 are
self-explaining.

¢) The regularity condition on the “delta-matrix(¢) in Theorem 4.1 en-
sures that the market made up of the bond and thyations is stilla complete

| Option price p | < | Terminal payoff B |
p=x"0 | =EHMB) B=x"¥(T)
v

| Initial costs of replication | ~ WO  |Replicating srategy |

Fig. 1. Option valuation via Theorem 2.4

5
| itial wealthx | ———=| Optimal terminal wealth X(T) |
B* =|1(Y(X)H(T)) T X(T)= X ¥T)
- ()
| Optimal payoff B* | —_— |Rep|icaIirg strategy |

Fig. 2. Stock portfolio optimistaion via Theorem 3.1 (without consumption)
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[ nitid weathx | ——{ Optimal terminal wealth X(T) |
A

B* :vlz(Y(x)H(T)) X(T) = X ¢(T)
| Optimal payoff B* | Replicating strategy
in options and cash
&(t) L T |
- |Replicating strategy & W) &)
in stocks and cash

Fig. 3. Option portfolio optimisation via Theorem 4.1 (without consumption)

one. At every time instant, there should be an impact afl » compo-
nents of the Brownian motion on the n option prices. Without this kind of
non-degeneracy assumption we are not able to reduce the “option portfolio
problem” to the portfolio problem in the assets underlying the options.

Example 4.3 (ogarithmic utility). We look at the case of the logarithmic
utility function as in Remark 3.2 a). For simplicity, let us consider the case of
n = 1 and constant market coefficients. Then, the optimal portfolio process
7(t) is a constant* equal to(b — r) /o2. By the definition of the portfolio
process we obtain

TOXE) b1 X (1)

SO=""Fw " o P

as the optimal number of shares in the stock portfolio problem. Application
of Theorem 4.1 yields

b—r Xt
0'2 1/11 (t)Pl (t)7

and the bond componenty(t) is automatically determined by the self-
financing requirement, i.e. we have

po(t) = (X(t) — 1 (D) f (¢, Pr(t)))/ Po(t)
<2¢1() 1 (1) — (b— )f(tPl())>X(t)
o2y () Py (1) Po(t)

With this representation we can further compute the portfolio process cor-
responding to the option problemy,(t) as

ey fERAR) b-r  f(t,Pi(?))
S ) R R A (0 X () VA ()R

p1(t) =
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Note in particular that this portfolio process is only constantffigr P, (¢))

= Pi(t), i.e. if the option is equal to the underlying. Thus, for all non-
artificial options we have a non-constant portfolio process which depends on
both time and the current stock price. It must be pointed out that following
the portfolio processr,p(t) requires no additional computations as both
the option pricef (¢, P1(t)) and the option’s deltd, (¢, P (¢)) are numbers
that someone trading in this option would automatically compute. Although
Topt (t) IS Non-linearin the stock prick, (¢), following the constant portfolio
processt* in the stock portfolio problem also requires rebalancing of the
risky position at every time instaht Thus, regarding the trading frequency,
there is no difference between the optimal stock and the optimal option port-
folio strategy. To verify thatr,, (¢) is indeed the optimal portfolio process,
we only have to check the regularity assumptionfg(t, p). To do so, we
need more information on the explicit form of the option. As an example,
we specialise to the case of a European call where we knowfjhap) is
always positive. Further, the last quotient appearing,ji(t) is always po-
sitive but smaller than one with a non-vanishing denominator. This directly
implies that we have

0 < Topt(t) <7 = (b—1)/0*.

Hence, the fraction of money invested in the risky asset is alsticly
smallerif an investor follows the optimal option strategy than if he would
follow the optimal stock strategy. As holding a European call option is more
risky than holding the underlying stock, one can say that the seemingly
reduced risk of having a smaller fraction of money invested in the risky
asset is compensated by the fact that this amount bears a higher risk than
holding the same amount in the stock. We also give a graphical comparison
of the two portfolio processes,, (t) andr* as functions of the underlying
stock price in Fig. 4 (where we have chosen- 0, b = 0.05, 0 = 0.25,
T =1,t =0, K = 100). It clearly highlights the fact that for high stock
prices (compared to the strike price) the option portfolio process tends to
the stock portfolio process while for small stock prices the option portfolio
tends to zero.

Hence, the more risky the call option is — that is, the more the option is
out of the money — the smaller is the fraction of weattp; (0) invested in
the risky security.

In the case of a European put we can parallel the foregoing discussion.
Furthermore, we obtain analogous results when using other members of the
HARA class as utility functions.

Example 4.4 Exponential utility). In contrast to the logarithmic utility case
where the optimafraction of wealth invested in the stocks is constant, it is
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Fig. 4. 7* andm,pt (0) as functions of the stock price

the optimalamountof money invested in the stock that is constant if
U(x)=1-¢e?* (X > 0fixed)

(if we further choose = 0 and do not allow for consumption). This choice
of utility function does not satisfy the requirements (3.2), butit can be treated
with similar methods. In particular, the implications of Theorems 3.1 and
4.1 remain true. The optimal number of shares of stock in the stock portfolio
problem is given as (see Pliska (1986) or Section 3.5 of Korn (1997))

b 1

&i(t) = o2 Py (1)

which, as a consequence of Theorem 4.1, leads to the optimal number of
option contracts in the option portfolio problem of

b 1
A2 f, (L PL() P ()

If we compare the optimal amounts of money invested in the corresponding
risky asset in both problems,

e1(1)

_ b ft ()
S A fy (6 PL() Pr(t)

we arrive at similar results as in the case of the European call in Example 4.3:
we always invest a positive amount of money in the corresponding risky
asset, but always the amount of money invested in the stock in the stock
portfolio problem exceeds the amount invested in the option in the option
portfolio problem.

§OP0) =1y and (0] (L P(0)
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Example 4.5 @ multi-dimensional, mixed stock and option problem). As-
sume the case of the logarithmic utility function and that we have 2.

The trader wants to maximise the terminal wealth from investing in stock
number 1 and in call options on stock 2. As the pure stock can be regarded as
a call with zero strike price this problem falls into the range of Theorem 4.1
(as all stocks can be regarded as appropriate calls with zero strike, the stock
portfolio problem is a special case of the option portfolio problem!). The
matrix(t) of Theorem 4.1 is now given as

() = (é@(d? (t)))

where in the definition of; (¢) of Example 2.7 we have to replaeeby

/ 9 2
Oy + 0%y -

To see this last claim, note that the market with two stocks and a driving
two-dimensional Brownian motion is a complete one. Hence, computing the
call price means computing discounted expectation of the terminal payoff
with respect to the equivalent martingale meastir&his can be done in

~ ~ ~ / ~
the following way. IfW (t) := (W1 (1), Wg(t)) is a P-Brownian motion
then the sum

0’12W1 (t) + 022V~V2(t)

occurring in the computation of the above expectation can be replaced by

\V U%l + ngz(t)

where Z(t) is normally distributed with zero expectation and variance
underP. To compute the call price and the replicating strategy we can then
proceed as in the usual one-dimensional setting if we replbgghe square
root expression above.

An application of Theorem 4.1 and analogous calculations as in Exam-
ple 4.3 will show that in the current setting the optimal fraction of wealth
invested in the risky assets will always be bigger than in the setting where
we trade in a call option on the first stock (with non-vanishing strike) instead
of trading in the first stock. On the other hand, it will be smaller than in the
pure two-dimensional stock portfolio problem.

Example 4.6 Optionswith non-monotonic payoffs). We assume the setting
of Example 4.4. As the denominator of the optimal option strategy)
already indicates, if,, (¢, p) vanishes for a finite positive p then the number
of option contracts in the optimal portfolio will tend to infinity if the stock
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f(t.p)

payoff at
maturity

------- option price

70 90 110 130  Py(t)
Fig. 5. Option price and payoff

price is close to that value p. Especialby,(¢) is not defined if this specific
value p is attained by the stock price. We will demonstrate this feature by
looking at an option with a payoff as given by the diagram in Fig. 5, a
so called butterfly spread whose payoff is the same as that of having a long
position in one call with strike 90 and one with strike 110 and a short position
in two calls with strike 100. Before doing so in detail, we should point out
that if we change the optimal option trading strategy of Theorem 4.1 only on
a set of zero measure with respecfi0, 7] @ P then the resulting strategy
will still be admissible and optimal for the option problem. We use this fact
to definey(t) to be zero wheneveP, (t) reaches the unique value p such
that we havef, (¢, p) = 0. Itis not hard but quite cumbersome to show that
for everyt € [0,T) this pointp is unique. To highlight thelangers and
risks occurring in such a situation we refer to Figs. 5-7. There, we have
given some relevant graphs for the choicerof 0, b = 0.05, ¢ = 0.25,

= 0.1 andT = 0.25. Figure 5 depicts the price of our butterfly spread
with 3 months time to maturity as function of the underlying stock price
together with its payoff.

In Fig. 6 we see the already indicated behaviour of the optimal strategy
for the option portfolio problem. The number of options must be increased
(decreased) dramatically if the stock price is close to the value 100.5
where the derivative of the option price with respectto p vanishes. The reason
for this is the much smaller diffusion part of the option price compared to
the stock price. However, the corresponding wealth processes in both the
stock and the option portfolio problem have to coincide. Thus, it needs a
huge number of options to generate the diffusion component of this wealth
process. In particular, the option position changes its sign around this value
of the stock price. This fact will become even more dramatic if we look at
Fig. 7 where we plot the optimal amount of money invested in the option
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Fig. 6. Optimal strategy for the option portfolio problem

--- money in stock
——money in option

P1(t)

0 120 130 140

201

Fig. 7. Optimal amount of money invested in the stock and in the option

against the (constant) optimal amount of money invested in the stock in the
stock portfolio problem.

While outside the region of a positive option payoff we always invest less
money in the option than in the stock in the corresponding stock portfolio
problem the situation completely changes if the stock price is clogé.to
We have to hold huge positive amounts (if the stock price is betovor
negative amounts of money (if the stock price is abpiein the option,
respectively. In particular, there will be a tremendous change in the option
position if the stock price crosses the vahie

This is a common feature of all options with nhon-monotonic payoff. The
delta neutrality in the point* is a desirable feature for hedging purposes
or if the goal of the investor is to control the Greeks of an option portfolio.
However, if the goal is utility maximisation such points of delta-neutrality
of an option are critical. They require huge option positions which are also
extremely sensitive with respect to price changes of the underlying. In our
one-dimensional example, one could informally say thatitis the change from
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zero —which corresponds to the stock position in the replicating strategy for
the option if the stock price equalé — to “1/0” which corresponds to the
option position in the optimal trading strategy of Theorem 4.1 if the stock
price equalg*.

In practise however, such huge positions cannot be hold due to limited
supply and demand in the relevant market. A strategy of just keeping the
option position constant until the price of the underlying has moved away
sufficiently far fromp* and then following the optimal strategy again should
be an acceptable approximation. Although such a behaviour is not optimal
it avoids the dangers of building up extremely high and very volatile option
positions.

5 Optimal consumption under trading constraints

As an application of the methodology developed in the foregoing section,
we will look at a realistic problem. An investor is required to hold the
position(¢y(t), . .. , (x(t)) inthe stock market wher@ (¢), ... , (. (t)) are

the lastn components of an admissible stock trading strategjth a zero-
consumption process. We also assume that the investor wants to consume
parts of his wealth in an optimal way throughoot7’] but is only allowed

to trade in options on the stocks. In this situation, his wealth process has the
form

X ()=o) Po(t) + Y i (8) fD (&, PL(t),... , Pa(t))
=1
+> Gt Pi() (5.1)
=1
:ac—l—/otgoo(s)dPo(s)
n t i\ S (Z) S S S
+§Zj/0 0 (5) A (5, Py () . s P (5))

+é/0tgj(s>dpj<s)—/otc(s)d8

wherez is his given initial wealth and(t¢) is a consumption process such
that with the option trading strategy(t) the pair (o, c) is admissible. We
insert this form for the wealth process into the option portfolio problem (4.2)
of Section 4 and call it thenodified option portfolio problem with constraint
¢. This situation is covered by a generalised version of Theorem 4.1
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Theorem 5.1. Given the assumptions of Theorem 4.1, assume that an in-
vestor wants to solve the modified option portfolio problem with constraint
C.
i) Under the assumptions of Theorem 3.1, the optimal terminal wézith
and the optimal consumption proces$t) for the modified option portfolio
problem with constraing are given by the representations (3.4) and (3.5).
ii) Let £(¢) be the optimal trading strategy of the corresponding stock port-
folio problem. Then, an optimal trading strategyfor the modified option
portfolio problem with constraint (i.e. one such that the corresponding
wealth process satisfies(7') = B* a.s.) is given by

)= (M) (E-O) ), (5.2)
po(t) = (5.3)

(X 0= (@O FO P o P (0) + G (O P <t>)> / Po(t)
=1

wherep(t), ¢ (t) and£(t) are the last, components ap(t), ((t) and£(t),

and X (t) is the wealth process.

Proof. The proofis animmediate consequence of the proof of Theorem 4.1.
Simply note that to replicate the optimal terminal wealth and consumption

of the stock portfolio problem the investor has to hold the option positions

according to representation (5.2) and (5.3) in addition to the required stock
positions given by the constraigt O

Remark 5.2.1t is also possible to prove a similar theorem where the con-
straints are given by an options position or by mixed stock/option constraints.
The only necessary requirement is that the remaining “unconstrained” se-
curities generate the same complete market as in the unconstrained case.
In this situation, all constraints can be dealt with by the method given in
the proof of Theorem 4.1 with the modifications indicated in the proof of
Theorem 5.1 above.

Example 5.3 Optimal consumption in the presence of a fixed stock posi-
tion). As indicated in the section headline, our main application of Theo-
rem 5.1 is the optimal consumption of a package of shares of stoj¢k Bh
under the requirement to hold a constant number of shares of this stock
throughout. More precisely, we are obliged to follow a constant, positive
trading strategy; in the stock. We are only allowed to trade in the bond
and a derivative with pricg (¢, P1(t)). Our goal will be to maximise the
expected utility of consumption off), 7] in the case of the power utility
function. That is, we solve the problem

max E ( /0 ' e Pt (c(t))° dt> (5.4)

®,C
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where the pairs{, ¢) are admissible, and where the constahasndo satisfy
0<pB, 0<do<l1.

Further, we assume constant market coefficients. As there are no additional
endowments, the investor’s initial wealthis given by

:E:C1P1(O) .

As reported in Fleming and Rishel (1975, pp. 160-161), the optimal con-
sumption process'(t) and the optimal portfolio process'(¢) for the cor-
responding stock portfolio problem are given by

(1) =(OX(H), (1) = (1b__5>02
with
1 —)
=T (1ﬁ> |
L =) _
1% T+20_2(175) 9 X(T)_O a.s.

in the case of3 # vd. Using these results and Theorem 5.1 leads to the
optimal option trading strategy

_G)-a _ 1 < b—r X(1)
- (1-0)02 P (1)

e1(t)

P (t) o (t, Pr(1))

Note in particular that due to the presence of the constant position in the
stock the number of options in the optimal portfolio can change its sign
depending on the stock price and the wealth process. Further, note that the
optimal option strategy consists of zero holdings if the optimal number of
shares in the stock problega(t) equals(;, a result which is of course not
surprising. If however the optimal stock strategy does not eualwhich

is the casd.[0,T] ® P-almost surely — then the optimal consumptici(x)

can only be realised with the help of trading in options. There still remains
the question in which type of options the above investor should trade. From
a theoretical point of view all available options with a non-vanishing delta
are equally suited. From a more practical point of view, the remarks made
in Example 4.3 about extremely high strikes and the danger to suffer from
the volatility smile effect are valid here, too.

- g) .(55)
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6 Conclusion

We have given closed form solutions for the problem of maximising the
expected utility from consumption and terminal wealth if the tradable assets
are options and not stocks as in the usual formulation of the portfolio prob-
lem. Solving this problem with classical stochastic control methods seemsto
be highly complicated as the option price is given by the non-linear stochas-
tic differential equation (2.4). By combining the martingale approach to
portfolio optimisation with the technique of replication of options in com-
plete markets, we could avoid the complexity due to the non-linearity of
the stochastic differential equation (2.4) entering the optimisation problem.
The results and techniques given above raise a lot of further interesting and
open questions. One interesting aspect is that of being able to treat additional
constraints in a portfolio problem by introducing redundant securities. We
could e.g. look at an option portfolio problem where we are allowed in trad-
ing both a put and a call option on the same underlying stock. As we could
solve the corresponding problem with either the call or the put alone there
will be no unigueness in the optimal trading strategy. This fact can be used to
deal with further constraints such as a maximum number of calls bought or
the desire to find a combination of both the call and put such that a minimum
amount of money is invested in the risky securities while still obtaining the
optimal utility. Another possibility for future research is to extend the results
to incomplete markets. We could look at markets where itis possible to com-
plete them by the introduction of a finite number of options and look at the
resulting increase in the optimal utility by additionally trading in options.
Also, the impact of the pricing rule (which is no longer unique in incomplete
markets) on both the optimal trading strategy and the optimal utility can be
examined. Finally, let us mention a paper on non-linear portfolios, Cvitanic
(1997). There, the non-linearity is introduced via more complicated price
processes, and hedging and portfolio problems are treated with the help of
forward-backward stochastic differential equations. It could be promising to
apply these techniques to our task of computing optimal option portfolios.
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