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Abstract: This paper investigates the continuous-time optimal investment strategy for a constant
relative risk aversion investor under a novel stochastic hybrid framework: The 4/2-Cox-Ingersoll-
Ross (CIR) jump-diffusion stochastic hybrid model. The financial market comprises a money market
account, a zero-coupon bond, a stock index, and stock derivatives. Explicit solutions for the optimal
strategy are derived using stochastic optimal control theory and the associated Hamilton-Jacobi-
Bellman equation under a power utility function. Additionally, we characterize the optimal risk
exposure, quantify the suboptimal strategy, and compute the associated utility loss within the 4/2-CIR
jump-diffusion stochastic hybrid model. Numerical experiments analyze the impact of key portfolio
model parameters on the optimal risk exposure and utility loss. Our results demonstrate that the risk
aversion coefficient, investment horizon, equity risk premium, volatility risk premium, interest rate risk
premium, and jump intensity significantly influence the optimal risk exposure. Furthermore, the short-
sighted losses increase with positive risk premium factors and decrease with negative ones. Crucially,
investment decisions derived under the proposed 4/2-CIR jump-diffusion stochastic hybrid model
outperform those based on existing 4/2 stochastic volatility and 4/2-CIR stochastic hybrid models.
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1. Introduction

As a fundamental branch of mathematical finance and asset management, portfolio optimization
theory is dedicated to establishing a systematic analytical framework and decision-making basis for
intertemporal asset allocation under uncertainty. Since the seminal work of Markowitz [1], who
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proposed the mean-variance portfolio selection model, the field has evolved into a comprehensive and
in-depth research system. The theoretical development has consistently been closely aligned with the
increasing complexity of financial markets [2], the diversification of derivative instruments [3], and
the refinement of risk management practices [4]. Against the backdrop of rising global financial
market volatility, intricate interest rate environments, and ceaseless financial innovation, the
development of investment strategies that balance robustness, flexibility, theoretical rigor, and
practical applicability within realistic, multidimensional stochastic environments encompassing
features such as stochastic volatility [5], stochastic interest rates [6], and market frictions [7] has
emerged as a cutting-edge research focus shared by academia and industry.

The research on classical portfolio optimization primarily follows two theoretical paradigms: The
mean-variance criterion and the expected utility maximization criterion. The mean-variance approach,
grounded in the second-order statistical characteristics of asset returns, is both intuitive and effective
for capturing the risk-return trade-off and has been extensively applied across static and dynamic
frameworks [8—10]. Nevertheless, this criterion exhibits several inherent limitations: First, it relies
solely on the first two moments of the distribution, which makes it inadequate for capturing
higher-order moment characteristics such as skewness and kurtosis of asset returns, as well as tail
risks [11]. Second, the implicit quadratic utility function exhibits a nonmonotonic risk-averse
characteristic across the entire scope, which may systematically deviate from investors’ actual risk
appetite [12]. Third, in dynamic multiperiod decision-making scenarios, this criterion often leads to
time inconsistency issues, causing the pre-established strategy to lose its optimality during
implementation [10]. In contrast, the expected utility maximization principle is grounded in the von
Neumann-Morgenstern axiomatic system. By selecting appropriate utility functions , it can flexibly
and consistently characterize investors’ heterogeneous risk preferences while naturally ensuring
intertemporal consistency in dynamic decision-making [13, 14]. Consequently, when confronting
complex market environments, long-term investment planning, or nonlinear friction, the utility
maximization criterion has increasingly become the dominant analytical framework, combining
theoretical superiority with practical flexibility [15].

In the framework of expected utility maximization, portfolio models have shown a progressive
evolution from idealized assumptions to more realistic ones. Early studies mainly relied on geometric
Brownian motion and other constant-volatility diffusion processes [13, 16]. To precisely depict
time-varying, clustered, and leverage features of volatility, stochastic volatility models have been
introduced as core modeling tools. Among these, the Heston [17] model and its extensions (such as
the 3/2 model [18] and the 4/2 model [19]) have gained widespread favor due to the tractability of
their semianalytical solutions and their superior calibration to volatility smiles. Optimal investment
decisions under such models have been explored in depth, across areas such as single-asset
allocation [20-23], consumption-investment strategies [24, 25], and reinsurance strategies within
insurance contexts [26-28]. Specifically, the 4/2 stochastic volatility model, as a unified framework,
provides a powerful analytical tool for examining the effects of volatility risk on asset allocation under
a broad parameter regime. For example, in the mean-variance framework, Zhang [28,29] investigated
robust optimal investment strategies for liability managers under ambiguity aversion in a stochastic
volatility setting. The studies also examined the impact of derivative trading under coexisting
stochastic interest rates and volatilities on asset-liability management performance. They quantified
the effects of price and volatility ambiguity aversion on risk exposure and the efficient frontier, while

AIMS Mathematics Volume 11, Issue 6, 16027-16062.



16029

providing analytical solutions for optimal strategies and value functions, offering significant
theoretical support for risk management in complex financial environments. Wang et al. [27]
developed an analytical framework for investment-reinsurance problems under the 4/2 stochastic
volatility model, where they derived explicit solutions to parabolic partial differential equations using
parametric kernel and integral transformation techniques, establishing closed-form expressions for
efficient strategies and efficient frontiers. On the basis of the utility maximization principle, Cheng
and Escobar-Anel [22, 23, 25] examined optimal investment decisions including derivative trading,
robust strategies featuring both constant and ambiguity-averse risk attitudes, and the optimal
consumption-investment choice; Ma et al. [24] explored optimal consumption-investment problems in
the presence of both stochastic volatility and Cox-Ingersoll-Ross (CIR) interest rates. Hata and
Yasuda [26] investigated the optimal investment-reinsurance strategy for insurance companies under
delay dynamics within finite horizons.

Meanwhile, interest rates, as another key source of risk, exert profound impacts on portfolio
decisions for long-term investors. The stochastic evolution of interest rates alters the structure of
discount factors and investment opportunity sets, thereby affecting the dynamic path of
consumption-investment decisions and the optimal allocation to risky assets. Noh and Kim [30]
adopted asymptotic methods within an infinite time horizon to derive optimal investment strategies
incorporating stochastic volatility and interest rates, revealing that the strategy’s properties are
influenced by the correlation between the underlying risk pricing and interest rate dynamics; Escobar
et al. [31] addressed ambiguity-averse investors confronting both stochastic volatility and rates,
demonstrating the necessity of joint ambiguity modeling, and quantitatively analyzed the
differentiated effects of volatility and interest rate ambiguity on optimal allocation and welfare loss;
Lin and Riedel [32], in the presence of interest rate uncertainty, constructed a stochastic model with
embedded priors to investigate continuous-time consumption-investment problems. Furthermore, in
long-term financial decisions such as pension planning and insurance asset-liability management,
neglecting interest rates’ randomness may lead to significant decision biases [6]. Thus, integrating
stochastic interest rate factors into stochastic volatility models to construct dual stochastic
volatility-interest rate models has become a key research direction for enhancing the practical
explanatory power of these models [24,28,30-32].

Faced with a market environment characterized by multidimensional randomness and uncertainty,
derivatives, especially options, have acquired increasing strategic importance in portfolio
management. Options not only directly hedge directional and volatility risks but also optimize the
risk-return efficiency frontier by constructing customized return structures. For example, Wu and
Hu [3] incorporated Knightian uncertainty into standard capital structure and real option models,
deriving closed-form solutions for optimal capital structure and investment decisions. Wei et al. [7]
investigated optimal consumption-investment problems for ambiguity-averse investors with recursive
preferences who participate in both the stock and derivatives markets. Their findings demonstrated
that implementing fuzzy aversion management for diffusion risks and engaging in derivative trading
are crucial for mitigating welfare loss. Egloff et al. [33] explored optimal investment strategies
involving variance swaps and equity indices. In a stochastic volatility environment, Li et al. [34]
investigated asset-liability management with derivatives using the mean-variance criterion,
demonstrating that the effective frontier with derivatives is strictly superior to the no-derivatives
scenario.  Accordingly, in markets where both volatility and interest rates are stochastic, the
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introduction of option trading can significantly expand investors’ strategic options, enable more
refined risk exposure management, and potentially generate considerable utility gains. Moreover, the
impact of market jump risks on derivative pricing and portfolio decision-making has also attracted
widespread attention [2, 4, 35]. However, the extant literature primarily explores portfolio
optimization under stochastic volatility, jump-diffusion, stochastic interest rates, or derivatives trading
as standalone or paired features. There remains a notable gap in research on unified models
integrating all four key elements, as well as on quantitative analyses of how such enrichment alters
optimal risk exposures and certainty-equivalent utility loss.

Against this backdrop, this paper constructs a continuous-time portfolio optimization model that
integrates 4/2-type stochastic volatility, double-exponential jump-diffusion, CIR stochastic interest
rates, and option trading, and investigates it under the expected utility maximization framework.

To further clarify the economic interpretation of our framework, it is useful to emphasize that the
enlargement of the traded asset set by derivative securities should be viewed primarily as a stylized
completion mechanism. In continuous-time portfolio optimization with stochastic volatility and other
non-traded state variables, such completion devices are frequently used to obtain tractable
characterizations of optimal policies and to separate distinct sources of risk exposure. In this sense,
our derivative-based formulation is not intended to claim literal market completeness in realistic
markets, but rather to provide a theoretically transparent benchmark for understanding how investors
optimally allocate wealth when volatility and jump-related risks can be partially or fully spanned by
traded contingent claims.

This interpretation is consistent with the broader literature. Ewald [36] studied optimal logarithmic
utility and portfolio choice for an insider in a general stochastic volatility market, combining utility
maximization methods in incomplete markets with an enlarged information structure. That paper
showed how portfolio choice in stochastic volatility environments can be naturally formulated
through exposure to additional state variables, even when markets are not complete in the classical
sense. In particular, the analysis highlighted the role of information and admissible strategy classes in
determining optimal allocations, which is conceptually close to our use of an exposure-based
admissible control representation. Relatedly, Poulsen et al. [37] highlighted risk minimization in
stochastic volatility models and explicitly investigated the role of derivatives for improving hedging
performance under model uncertainty. Their study demonstrated that in incomplete stochastic
volatility markets, derivative instruments may substantially reduce hedging errors and can serve as
effective spanning devices for volatility-related risk factors. This provides additional motivation for
our modeling choice to incorporate derivative trading in the portfolio problem: The derivative is not
merely an auxiliary asset, but a mechanism through which otherwise imperfectly hedgeable risks
become more directly manageable within the optimization framework.

From the perspective of derivative pricing methodology, our work is also related to the
jump-diffusion commodity literature. Ewald and Zou [38] developed quasianalytical pricing formulas
for futures and European options in a linear-quadratic jump-diffusion model with stochastic volatility
and convenience yield. Their analysis illustrated how stochastic volatility, jump components, and
convenience-yield effects can be integrated within a tractable derivative pricing framework under both
pricing and physical measures. This is methodologically relevant to the present paper because our
derivative dynamics and market-price-of-risk specification likewise rely on a careful distinction
between traded risk exposures and the underlying state dynamics. In addition, Ewald et al. [39]
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studied the pricing of Asian options in commodity models with stochastic convenience yield and
jumps.  Their results show how derivative pricing techniques in multifactor jump-diffusion
environments can be extended beyond standard European claims to more complex path-dependent
structures, while preserving useful analytical and numerical tractability. Although our focus is
portfolio optimization rather than exotic option valuation, that line of work reinforces the broader
point that derivative-based spanning and pricing in stochastic volatility/jump settings is now well
established, especially in commodity and related incomplete-market applications.

Compared with the existing literature, this work makes four main contributions. First, under the
assumption of a complete market, a 4/2-CIR jump-diffusion portfolio model is established, which not
only integrates the joint effects of stochastic volatility, stochastic interest rates, and jump risk on
investment decisions, but also fully characterizes the typical features of asset returns such as
non-normality and volatility clustering. Second, stochastic optimal control theory is applied to solve
the model, and the analytical solution to the Hamilton-Jacobi-Bellman (HJB) equation, the expression
for the optimal risk exposure and the optimal investment strategy are derived under the power utility
function. The optimality of the solution under the 4/2-CIR jump-diffusion framework is strictly
verified by the martingale method. Third, we analyze the construction and performance of suboptimal
strategies within the proposed model, quantitatively evaluating the benefits of our approach relative to
simplified benchmarks. Fourth, through systematic numerical simulations and sensitivity analyses, we
thoroughly investigate the transmission mechanisms by which key model parameters affect the
optimal risk exposures and the extent of utility loss.

The structure of this paper is organized as follows. Section 2 introduces the 4/2-CIR jump-diffusion
portfolio model, which incorporates a double-exponential jump-diffusion process to account for the
non-normal distribution and volatility clustering of asset returns arising from the interplay of stochastic
volatility and stochastic interest rates. Section 3 derives and validates the optimal solution to the
HIJB equation for the model using dynamic programming principles. Section 4 outlines suboptimal
strategies and evaluates the corresponding loss functions within the proposed framework. Section 5
provides a detailed numerical analysis along with the associated results. Finally, Section 6 concludes
the paper.

2. Optimization problem description

Let (Q,F,{Fi}eor),P) be a complete probability space, where {F}.0r denotes the
right-continuous filtration with left limits generated by a Brownian motion, and P represents the
historical probability measure. The dynamics of the underlying asset price are assumed to be
governed by the following stochastic differential equation:

ds, b

220 = pdt
5, =t @i

AW, + no, NrdW,, + (¢ — DdN;, 2.1)

where y and 7 are constants, S, denotes the stock price at time ¢z, W; and W}, are both standard
Brownian motions, and N¥ is a Poisson process with intensity 1. Moreover, W7, W7, and N7 are
assumed to be mutually independent. The random variable ¢ is assumed to follow a
double-exponential distribution with the density

fe) = pme ™ Lso + gnae™ Lo,
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wheren; > 1,17, >0,and p + g = 1.
The dynamics of the volatility and the interest rate are assumed to be governed by the following
CIR processes:

(2.2)

dv, = &y = v)dt + o, v dW,,,,
dr, = .(n, —vydt + o, \/ﬁdeZ,

where ¢, 17,, and o, denote the mean-reversion speed, the long-run mean level, and the volatility of
the variance process, respectively, and satisfy the Feller condition 24,17, > 2. Similarly, ¢, 1,, and
o, denote the mean-reversion speed, long-run mean level, and volatility of the interest-rate process,
respectively, with 24,17, > o2. In addition, the Brownian motions ij . and W¥ possess the correlation
coeflicient p, while Wy, and W, are mutually independent.

Let Q be an equivalent martingale measure relative to P. Furthermore, let v”(dy) denote the
probability distribution of e/ — 1, while v(dy) denotes the jump distribution with intensity 1. We then

define ¥(y) = %% — 1,y € R and introduce the process X = {X;, 1 € [0, T]} by

X, := 4Q =exp{—(1 - A"t} X'x2 ﬁ(l +y(m;))
t - dP t 2 J77

where m; = €%/ — 1, while X! and X? denote two stochastic exponential martingales, given, respectively,
by

—_ T 1 T_2 —~ T /lr 1 T /12
X! =exp {—f AV dWE — Ef A vsds} . X?=exp {—f - \rdW;, - Ef O_—rzrst}.
t t t r t r

where 1 = 4,p + A, 1/1 — p.

If the stochastic exponential martingales X! and X? are independent of each other under the measure
P, in the sense of sample paths, then

— —— T _ . 1 (T T, I A k.
Xt :Xt]Xt2 = exp {—f /l\/v_deS - E f A VSdS - f ; \/i"—tdWr,s - Ef OTrZI"SdS} ,
t t 1 r t

r

is a martingale.

However, the process X is well defined under the risk-neutral measure if and only if it is a true
martingale under Q, ensuring that the martingale property of the discounted underlying asset price
process is satisfied

b
Vi

To guarantee the well-posedness of the change of measure, one must require the Novikov condition

to be satisfied, namely
1 (722
exp{5 f Zordsf| < o (23)
2, o

1 (T2
E[ exp{i A vsds}] <oo, E
t r
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For Eq (2.3) to hold, the following conditions must be satisfied:
-2 7 122

{2
-1 < , T < =5
2 202 2027 2072

The martingale property of the discounted asset price process holds only if
oy < 24m, = 2lopbl.
Moreover, in order to hedge against interest rate risk, the following condition must be satisfied:

2> 202

r = re
In summary, the well-posedness of the change of measure requires that the following conditions

hold:
A<,

o < 24,1, — 2lo,pbl,
200 < A2 <2

(2.4)

An application of Girsanov’s theorem yields the Brownian motions W;, W,,, and W, ,, as well as the
Poisson process N, under the measure Q, namely,

— A,
dW, = dW; + A\vdt, dW,, = dW:, + = [rdt, dN,=dN; - Adt.
e

Accordingly, under the measure Q, the dynamics of the underlying asset price, volatility, and interest
rate are given, respectively, by the following stochastic differential equations:

ds - b
—L = (r, + Aav, + b) + A.r, — AK)dt + (a v, +

dW, + no, \rdW,, + (¢° — 1)dN,,
S \/V_t) t 770'\/’71 -t (e )AN,

2.5
dv, = a,(0, — v)dt + o, A\, dW,, (2.5)
dr, = a6, - rt)dt + 0, \/FtdWr,t’
where k = Elef = 1] = M1y + 5 — Loy =+ 00, 6, = 220 0y = &+ 00dy, 6, = 25

and dW, = (pdW,, + /1 — p2dW,,). Furthermore, 2,0, = 2%(4 +0o,d) = 241, = 02, 20,0, =

Zé%(g’r +4,) =24n, > 0'3. Hence, the Feller condition continues to hold under the measure Q.

If Z, = V!, then the inverse CIR process satisfies the following stochastic differential equation:
—~ 3
dZt = EZI(G - Zt)dt + EZIZ dWV,I’ (2.6)

where @ = af — 02,6 = —4 T = 0.

Because the diffusion term in Eq (2.1) combines a CIR-type component with a 3/2 components,
namely a 1/2 term together with a 3/2 term, the resulting specification is commonly termed the 4/2
stochastic volatility model.

In this paper, we consider a financial market consisting of a money market account, a zero-coupon

bond, a stock index, and two derivatives written on the stock index. The market dynamics are driven
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jointly by a CIR short rate, a 4/2-type stochastic volatility factor, and a double-exponential jump
component.
The money market price P, follows the dynamics given by

dP, = r,P.dt, 2.7)

where the interest rate r; is modeled by the CIR model.
We assume that the zero-coupon bond price B! is given by

dB] =|r, - LZ(T - tyr,| Bl dt — Z(T - t)or, NFiB] AW, (2.8)
where Z(T — 1) = % is the decision function, = \/ (@, + 4,)* + 202, 4, is the interest rate

market risk premium, and 7 is the maturity date of the zero-coupon bond.

Assuming that the price of the underlying asset of the equity index derivative follows Eq (2.5) and
that the option price O, at time ¢ is defined as g(S,, v;, r;,1). According to the [t6-Lévy formula, we
obtain

dg =g, dt + g,S, [rt + rp(av, + b) + 4,1 — p*(av; + b) + nrA, — K/l] dt + g,Smo, \rdw,,

b
+g,S, (a Vv + W) (Pde,: + 1 - p2dWs, t) + g,(0, — v, dt + g,0, AWV, AW,
t

1
+ grar(e rt)dt + 80, VF dWrt + zgss {(Cl VVi + T) (p +1- pZ)l dt (29)
+ lng 27720'2r,dt + lgwo'zvta,’t + lgrro'zr,dt + lgsv a\v; + — | po, Vv dt
2 ! 4 2 v 2 ’ 2 \/

1
+ EgertnO-r \/710',, \/F;dt + ngdNt
R

Moreover, O, = g(S,, v;, 11, t) satisfies the following partial differential equation

g+ gssS ot

a0, —r) - o-r\/rl \/_

rg =& + rtgsSt + [a'v(ev - V,) — Oy \/v_t]gv +

1 b\ o, 1 1
+ = gss +1-p)|+ =gnov, + =gaS + . (2.10)
28 [( \/7,) w PI|* 38manit 58 (a\/_ \/_)pg M
1 1
+ ngfrt + 58S M0y N1 N = 8185k + 4 f Agp(&)dé,
R

Therefore, from Eqs (2.9) and (2.10), we have

dg = [rg —1:gsS: = (0, =v)) — oy \vilgy — [ar(Q ) =0y \/_ \/_] gsssznz‘rzrf

1 1
ss 1_ vy SV R v
= 5858 [(a\/_+—\/_) (0 + p)l 78 o - 78 (a\/_+ \/_)pa Vi
1 1 1
2grr0_2rt ngrS Mo N1\ = S,8,Ak — A f Agp(é)dé |dt + Eger Mo, 1o, \rdt
R
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+g,S, [r, + rp(av; + b) + A, 1 — p*(av; + b) + nrA, — K/l] dt + g,S o, \ridW,,

b
+g,S, (a Vv, + T) (deVJ + 1 - p2dWs, t) + g,(0, — v)a,dt + g,0, AWV, dW,,,

Vi

1 2
+ grar(e rt)dt + 80, \/_dWrt + zgss [(Cl\/_ + T) (p +1 —-p )l dt
+lg Sznzazrdtwtlg 0'2vdt+lg O'Zrdt+lg Jla\v+ —|po \/_dt+ngdN
255 rlt 2vvvt 2rrrt 2?\/ \/— v t

=rgdt + o, A,v,g, + A, 1,8, + [gsS Ayplav, + b) + g8, 4,41 — p*(av, + b) + g,S mr;A ]dt

- /lfRAg¢(§)d§dt +gsS ( \/_)dew +gsS (a\/v_z + W) V1 -pdW,

+ g8 o \rdWr,t + g,00, AV dW,; + 8,0, \I:dW,, + ngdN,. (2.11)
R
Therefore
do, 1 1 1 1
— =rdt + —g,0,Avdt + —g, A, rdt + —g,SA,p(av; + b)dt + — g A(av; + b) /1 — p*dt
Ot Ot 0[ 0[ Ol‘

1 1 b 1 b
+ —g S A, rdt + —g,S + —|pdW,, + —g,S V1 = p2dW,
Oz‘g MA Ty Otg t(a\/v_t \/V_;)p N OIg t( \/‘7[) 1Y ot

1 1 1 1
+ _gsS Mo \/’TtdWr,t + — &0y \/V_tde,t + — &0, \/FtdWr,t + — ngdNt
R

0[ 0[ 0[ 01
1 1

- —Akg S dt — —A1 | A dédt
ot 5 | Asoeras

2.12)
1 1 (
——rdt+— SS \/1—02 av, +b /lsdt+—dWS + — AgdN,
! Otg ! ( ! )( \/_ |/t ’t) Ol‘ fR g !

1 1
+ agSS,n (/lrr,dt + o, \/F,dW,,t) + agr (/lrr,dt + o, \/ﬁdWrJ)

1 1 1
+ —g,S +b)A,dt + —dW,,)— —A | A dédt
5 8sSiplavi+ b)( vﬁﬂaﬁmm

1
+ —g,0,V, (xlvdt +

1
_de ’
0, ”)

Vi
where Ag = g((1 + k)S;, v, 11, 1) — (S, Vi, 11, 1).
As discussed above, the derivative security serves an economically important role in our framework.
It allows the investor to adjust risk exposures not only with respect to the stock price risk but also
with respect to the additional factors embedded in the stochastic hybrid dynamics. This interpretation
is consistent with the incomplete-market intuition emphasized by Ewald [38], namely that optimal
portfolio selection depends crucially on how investors can access and span latent sources of uncertainty.
In this section, let x, represent the investor’s investment wealth at moment ¢, and the portfolio’s
wealth at the initial moment is xo > 0. The derivatives O! and O? should be interpreted as
representative liquid instruments or liquid derivative portfolios used to span the targeted risk factors in
a frictionless benchmark setting, and the full spanning of jump risk is an idealized complete market
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assumption introduced for analytical tractability. So our results should therefore be interpreted as a
theoretical benchmark rather than as a literal description of all real-world trading environments; in
incomplete markets, the strategy derived here is better viewed as a constrained optimum within the
span of available tradable instruments.

The proportion of wealth invested in the stock index is my(¢), that in the zero-coupon bond is m,(?),
and that in the derivatives is m,;(¢) and (), respectively. We define the investment strategy of the
investor as (m(t), mp(t), mo1(2), mn()). Accordingly, the dynamics of the wealth process can be
expressed as follows:

d ds dBT do)! dO?
T o)+ () + T () + 7))
& S B O O 2.13)
dP,
+ (1 = 7y(0) = 7p(8) = 71 (1) — M2 (1)) 7
t

If we combine the differential equations satisfied by P;, S;, B T and O, the wealth process x; satisfies
the following stochastic differential equation (SDE):

d
& _ () (r, + A, p(av; + b) + A, 1 — p%(av, + b) + nr,A, — Ak)dt

Xt
+ (o, NrdW,, — m,(O)A,Z(T — t)r.dt + n(t)kdN, + my(t)r,dt

+ (D) (a v, V1 = p2dWy,) + 70,1 () rdt + mo(f)r,dt

vt
1
— my(OZ(T — D)oy AWy, + 71 (r)g—slst V1= p2(av, + b)A,dt
+ 7o1(7) 1gsSz V1= p*av,
l

+ ﬂol(t)agiS M (/l,r,dt + o, \/ZdWr,,) + Jrol(t)—slS plav; + b)A,dt
t

l‘

1gr/l rdt

1 1
+ ﬂ()l(t)_gio-r \/FtdWr,t + ﬂol(t) tP(aVz + b) det
0] v

l‘

1
?de,,) 7r(,1(t)0 Ag'(Adr + dN,)

+ 7T02_S V1 = p*(av, + b)Adt + n(,z(t) (/l ridt + o, \ridW,;)

g
+7r,,2(t) S V1 = p*(av,

X (/lvdt +

1 1
+ 7Tol(t)agv0'vvt(/lvdt +

tp(avt + D)
. z

1
_de,,) + ﬂoz(t)%S,n (/lrr,dt + o, \/F,dW,J)

V; :
+ (r)g% (Adr + L oaw ) = rt)— ! _AGA(Adt + dN))
Ty —5 0,V v jp— v Ty
2 012 t \/— ot 2 Ot g t
={r + 71,0 ((Ap + 2,V = p2)av, + b) = Ak + r, ) = my(OAZ(T = tyr,) d
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HOOIE ) (@S AT =07 + Ap)av, + b) + (g} + g1 mA,r, + glorvid, — AAg' | di
t
(1
ﬂég @S (ANT= 5 + dp)av, +5) + (82 + 28 mAor, + g, — AAG)di
t
b 1
+7Ts(t)( ) Vl —Pdes,z +7T01(t)agi5f ( \/_)dW”
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= rdt + (m A, + ﬂz/lvv, + M3 A1, — /1714)dt + 711 \idW, + 1ty AV d W,

1
n—mOZ(T - 1)+ m(t)(g—q "

+ noz(t)(o—; )|aw..

+ m4dN, + 130, \rdW,,
= rtdt + ﬂ-l(/lyvtdt + \/V_ldWY,Z) + 7T2(/1vvtdt + \/V_tdWV,l)
+ m3(Ardt + 0 \rdW,,) + my(dN; — Adt), (2.14)
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where 7y, 7, n3, and w4 denote the exposures of W, W, ,, W,,, and N,, respectively, and

a [(VI-Pa+d) o W—mw’) “’J—(aw’) _

M| _ pla+12) 0 ’p(a + b) + gv”‘ (a +2)+ g‘(r‘ 0] (2.15)
71-3 77 _Z(T - t) Otl gr Otl gsSﬂ] O’Zgr 02g Stn ﬂ.()l(t)
Ty K 0 OL}Agl tAg T2 (1)
Here, G is given by
Vi-pa+2) 0 &W—m”) gfsw/—<a+”>
G- p(a+v£,) (_) (a_'_b)_'_g\o'v (a+b)+g‘0-‘ (216)
n _Z(T - t) Otl gr 0{1 gsStn OtZgr 02g Stn
K 0 OL}Agl tAg
Then
T T
(m mom om) =60 O 1) Ta0) (2.17)
To ensure the invertibility of G, the following inequality must be satisfied:
Vi—pa+2) 0 Le\T-pla+d) S J—<a+b>
p(a+v2,) 0 rp(a+b)+g‘tf‘ b)+g‘ff\ £0
77 _Z(T - t) O’Igr Olg S OIZgr 02g S
K 0 arAg! éAg2
This leads to the appropriate resolution
Ag' g8\ g (A S,
(—gl—gsl‘)g—;—( g2 gsz)gj;eo 2.18)
0, 0, ] O O; O; )] O

Assume that within a finite interval [0, T'], the investment objective function is defined as follows:
J(x, v, 1, 1) = E[U(x7)],

where U(-) denotes the utility function and satisfies U'(-) > 0, U"(-) < 0

The investor’s objective is to determine an admissible strategy ((2), 7, (), (1), 7, (1)) € II that
maximizes the objective function J(x, v, r, t). Accordingly, the definition of an admissible investment
strategy is introduced at the outset.

Definition 2.1. For any given t € [0,T], the policy I1 = (7y(t), 7p(t), 7,1(2), T0(t)) is deemed to be a
permissible investment strategy if it satisfies the following: 1l is sequentially measurable with respect
to F;; under 11, the wealth process x, is non-negative; and for the initial condition (xy, vy, 1o, ty) €
[0, T] X R* X R* x R* X R*, Eq (2.13) possesses a unique solution with By, ., r,.., [U(x,)] < 0.

AIMS Mathematics Volume 11, Issue 6, 16027-16062.



16039

3. Optimal investment strategy based on 4/2-CIR jump-diffusion stochastic hybrid model

The subsequent HIB analysis is conducted for the wealth dynamics expressed in the exposure space,
under the admissibility restriction that the quadratic variation of wealth is affine in the state variables
v; and r;. Hence, the closed-form solution applies to the exposure-based control problem rather than to
an unrestricted portfolio problem under the raw 4/2 diffusion coeflicient.

On the basis of the optimal investment objective, we define the value function H(x,, v, r,,t) as
follows:

H(x;, vy, 14, 8) = sup J(X4, vy, 14, 1),
(705 (1,70 ()7101 (1), 702 (1)) EIT

where (4(t), 7,(1), 7,1 (), 7,2(2)) denotes the admissible investment strategy as defined in Definition 2.1.

Proposition 3.0 Under the exposure representation (my,m,,n3,74), the investories wealth process

satisfies

d
Xt + mi(Aidt + AW, + (A vidt + W dW,,)

Xt
+ 3(A,rdt + o \rdW,,) + m4(dN, — Adb),
so that its quadratic variation is affine in
2
—; = (m] + m)v,dt + miolr.dt.
t

Therefore the HIB equation studied below corresponds to the affine exposure formulation.
Following the dynamic programming principle, the value function H(x;,v;,r;,t) satisfies the
following HJB equation:

1
0 =x,(r; + mAgv; + A v, + 3, r, — Amy)H, + Eo’frtH,, + moyx0 v, H

1 1
+ Eofv,HW +a,6,—r)H, + Extz (R%V, + ﬂ%\/, + n%ofrt) H,, CRY)

+H +a,0,-v)H, + 7r3xt0'fr,Hx, + ZAH,

where H,, H,, H,, H, and H,,, H,,, H,., H,,, H,, are first-order and second-order partial derivatives
of H(x,, v, r;, t) with respect to its arguments, respectively; AH = H(x,(1 + mt4), v, 1y, t) — H(Xy, vy, 14, 1)
captures the jump component.

Remark 3.1. For a raw 4/2 diffusion coefficient a /v, + \/L\T,’ the squared diffusion term contains both

v, and vit components and is not affine in v,. Therefore, without further restrictions, the corresponding
portfolio HIB equation does not need to admit an exponential affine solution. The present paper
circumvents this difficulty by formulating the optimization problem in the exposure space and imposing
an affine quadratic variation structure on admissible wealth dynamics. Hence, tractability is achieved
at the level of the control formulation rather than by claiming an unrestricted affine representation of
the raw 4/2 diffusion itself.

This paper assumes that the investor’s utility function takes the following power utility form:

Ux) = ?,6< 1,6 #0. (3.2)
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The investor’s objective is to maximize the expected terminal utility over the admissible class of
strategies. By dynamic programming, we derive the associated HIB equation and solve for the value
function.

The optimal risk exposure and the optimal investment strategy are then obtained explicitly. The
martingale verification argument confirms that the candidate solution is indeed optimal.

The exposure-based interpretation of the optimal strategy is particularly useful here. Rather than
viewing derivative positions as purely speculative add-ons, our formulation treats them as instruments
that reshape the investor’s exposure to volatility, interest-rate, and jump-related risks. This
complements the insight of Ewald [38], where the admissible portfolio problem under stochastic
volatility is also fundamentally driven by the investor’s effective access to the relevant risk factors.

We now present the solution to Eq (3.1) under this power utility framework.

Theorem 3.1. The solution to problem (3.1) admits the following explicit form:

b
H(x;, v 1, t) = e_ﬂ’% exp{A()v, + B(t)r, + D(1)}, 3.3)

with the following corresponding optimal exposures:

. As
T, =
)
b
= = LAt
nET s T 1o
A, 1 (3.4)
3= + B(t
= Ao T 1ot
1
/lﬂ
ﬂz—(:) -1
1

The optimal investment strategy is given by

(1) M) 7@ m2) =G (x7 w5 om) (3.5)

where the functions A(t), B(t), and D(t) and the matrix G~ are given by (A.12), (A.14), (A.17), and
(A.18) in Appendix A.1, respectively.

Proof. See Appendix A.1. O
The conditions ensuring the well-definedness of the optimal solution are provided below.

Propositionn 3.1. For any 6§ < 1 with 6 # 0, if the following conditions are satisfied:

o 0 1
) 212 20,92 2
@+ Tl 5o~ 20 = T+ )] > 0
9)
2 2 2
ar—l—_(s[/lr +2/lr0'r+20'r] >0

then the function H(x;,v,, r,t) constitutes a well-defined solution to the HIB equation (Eq (3.1)).

Proof. See Appendix A.2. O
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A verification theorem is provided below, proving that the function H(x;, v;, r;, ) defined in (3.3) is
the value function and that the exposure given by Eq (3.4) is the optimal exposure.

Theorem 3.2. Given the initial conditions (xg, v, 7o,ty) € [0,T] X R* X R* X R*, if the function
H(x;, v, 1,0) 0 [0, T] X R* X R X R™ — R satisfies the following conditions:

(1) H(x;,v;, 1, 1) is a real-valued and finite function that is first-order differentiable in t and second-
order differentiable in v and r;

(2) H(x;, vy, 1y, t) satisfies Eq (3.1) and admits the representation

)
X
H(X;, vy, 1y 1) = e‘ﬁ’g’h(w, rit)

where h(v;, 1, 1) = exp(A(t)v, + B(t)r, + D(t)) for positive functions, with the terminal condition
BT X7
H(xTa vr, Ir, T) =e€ ?;
(3) The coefficient function A(t) in (A.12) of Appendix A.1 satisfies the inequality

L[ o 26,0, (22 + 212)8° 2
—E [(1 - 6)2A 0) + (1- 5)214(0) + (1——5)2] > —20_%, (3.6)

(4) The coefficient function B(t) in (A.14) of Appendix A.1 satisfies the inequality

1[ o? 2641 267 a?
- a— "_B — _|>-—=. 7
2[(1—5)2 O+ G e (0)+(1—5)2ag]‘ 207 S

In this case, the function in (3.3) is the value function, the exposure in (3.4) is the optimal exposure,
and the investment strategy in (3.5) is the optimal investment strategy.

Proof. See Appendix A.3. O

Theorem 3.1 provides the optimal risk exposure and investment strategy derived from the 4/2-CIR
jump-diffusion stochastic portfolio model. Given the market prices of the investor’s holdings including
bank deposits, interest-rate-sensitive equities, stock indices, and their derivatives, the model parameters
can be estimated. Using these estimated parameters together with Eqs (3.4) and (3.5), we derive the
investor’s optimal risk exposure under the power utility function and the optimal portfolio weights
for each asset, thereby facilitating optimal investment decisions. Furthermore, Proposition 3.1 and
Theorem 3.2 establish conditions that ensure that the value function H(x;, v;, r;, t) is well-defined and
provide solutions to the associated HIB equations. These results characterize the corresponding risk
exposures, confirm the optimality of the investment decisions, and furnish the theoretical foundation
for applying Theorem 3.1.

Remark 3.2. When A = 0 and n = 0 in the 4/2-CIR jump-diffusion stochastic hybrid model, the
problem simplifies to the optimal portfolio problem under the 4/2 stochastic volatility model [22].

When A = 0 and n # 0, it simplifies to the optimal investment problem under the 4/2-CIR stochastic
hybrid model [24].
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4. Suboptimal strategies and utility loss under the 4/2-CIR jump-diffusion stochastic hybrid
model

To assess the economic value of the model’s richness, we further construct suboptimal benchmark
strategies obtained by ignoring selected state variables or risk channels. We then compute the
associated certainty-equivalent utility losses relative to the fully optimal policy.

This subsection analyzes the suboptimal risk exposures 7’ = (ﬂf,ﬂg,ﬂg,nj)T that ignore
intertemporal maturities and quantifies the associated utility loss.

Let H™ (x;,v;, 11, t) denote the value function corresponding to the suboptimal strategy n*, which
satisfies H™ (x,, v;, . 1) < H™ (x,,v;, 1y, 1), With equality holding if and only if 7* is optimal. Given
that the optimal value function H™ (x,,v;, 1y, 1) in (3.3), the function H™ (x,, v, r,, t) satisfies the HIB
equation

s S
0 =H + x,(r; + m{ Ay, + AV, + myA, 1, — Amy)HY

1 s
+a, (8, —r1) H’r + xz(ﬂl v, + 7r2 v, + ﬂgzazr,)H)’fx

1 1 ;
+a, (0, —v)H" + 39 2y, HY + 5azrtH”, 4.1)
+ ﬂéx,oyv,H + X0 r,H” + AAH",

with the boundary condition H* (x7, vy, rp, T) = e PT-L T , and the jJump component given by
AH™ = Hﬂs(xt(l + ﬂi), Vi, Iy 1) — " (Xp, Vis 1y, 1).

Propositionn 4.1. The solution to the partial differential equation (Eq (4.1)) admits the exponential
affine representation

6

H" (x;, v, 11, 1) = e P (SI exp{A°(t)v, + B'(t)r, + D*(1)}, 4.2)
with the suboptimal exposures
K} /lS
TS
K /?'V
T =
2 1-9
E A, . 4.3)
=
3 (1= 6)o?
1
A\
ﬂi = (:) -1
A

The corresponding investment strategies are
s s s s T =1 (s s s s T
(mst) m@) (0 w,0) =G (7 73 w3 m) (4.4)
where G~ is given by (A.18) in Appendix A.1. The coefficient functions satisfy

sAs(l —dS(T—t)) BsBs(l —dﬁ(T—t))

A0 = Ay — Ajem D B = B} — Bye =0’

AIMS Mathematics Volume 11, Issue 6, 16027-16062.



16043

T T
D’(r) = f a,0,A°(s)ds + f a,0,B°(s)ds + c(T — 1),
t t

with the constant c is given by (A.15) in Appendix A.1.

_bied . -bi—d hid b=
Ay = s 2 = — Bi= — By= P
as as as as
oo,
a,=0,, b= A —a, c=——+2), d=./b’-ac,
1-06 1-06
0 5 A
s _ 2 s _ s _ r S _ 52 S S
a, =o,, br_ 1—_6/lr—ozr, Cr—2(5+mo_—%, dr = br —a,c;.

The derivation follows the same methodology as Theorem 3.1 and is omitted for brevity.
We quantify economic loss as the percentage of wealth sacrifice L™ satisfying

Hﬂ*(xt(l - Lﬂ'S), vt9 rt’ t) = H”J(xt’ vta rta t)a

exploiting the exponential affine structure of the value functions. The closed-form loss expression is

, 1
" =1—exp { 5[(As(t) —A(D)v, + (B (1) — B(O))r, + (D*(t) — D(z))]}. (4.5)

Numerical sensitivity analyses quantify the impact of key parameters on the optimal risk exposure
and loss function within the proposed 4/2-CIR stochastic hybrid portfolio model. Furthermore, to
evaluate the performance of our derived optimal investment strategies, we compute the relative wealth
loss for strategies based on the 4/2 stochastic volatility model [22] and the 4/2-CIR stochastic hybrid
model [24]. A positive value of this wealth loss metric indicates the superiority of the strategy derived
from the 4/2-CIR jump-diffusion stochastic hybrid model.

5. Numerical examples and analysis

In this section, we numerically analyze the optimal risk exposure and utility loss of the 4/2-CIR
jump-diffusion stochastic hybrid model with a power utility function and examine the effects of key
model parameters on these quantities. The values of the model parameters, unless otherwise stated,
are as follows: A; = 2.2472, 1, = —6.6932, 0, = 0.2941, a, = 2.8278,6, = 0.0563,6 = —-0.8123, 4, =
—0.1132, 07, = 0.0566, @, = 0.1300,6, = 0.0025,4 =0.3,1=0.1,8=05,1=0,T = 1,vy = 04,1y =
0.03,p = =0.2292,k = 5, and n = —0.5973. The basic parameters are derived from Escobar et al. [31],
and the subjective discount rates are set appropriately.

5.1. The effect of 4/2-CIR jump-diffusion stochastic hybrid model parameters on optimal risk exposure

Figures 1-3 illustrate the impact of the risk aversion factor 9, the investment horizon T, the equity
risk premium A, the volatility risk premium A4,, the interest rate risk premium A,, and the jump risk
premium A on the optimal risk exposures 7}, 713, 713, and 7y within the 4/2-CIR jump-diffusion stochastic
hybrid model, where the risk factors are Wy,;, W, ,, W,,, and N,.

AIMS Mathematics Volume 11, Issue 6, 16027-16062.



16044

@

o

Optimal risk exposure
) ) ) e e .
& B 8 & o6 &

&
&

A
]

-1 -0.8 -0.6
)

Figure 1. Effect of the parameters 6 and T on the optimal risk exposure.

0

H
Lo

)
@

Optimal risk exposure
S
o o

o

Figure 2. Effect of the parameters A, and A4, on the optimal risk exposure.

4

20

15

10

5|

ol

st

Optimal risk exposure

-10 -

st

-20

°
&

Optimal risk exposure

Optimal risk exposure

[
&

6
o

Optimal risk exposure

-20

-25 L
0 0.2

0.6

T

o

o

0

I
2

&

IS

-7 -6

-5

-4

-3
A
v

-2

-1

o
o

S
w

°
N

4
2

o
S

o
2

S
@

-0.1 -0.05 0 0.05 0.1 0.2 0.4 0.6 0.8 1 12
A A

)

Figure 3. Effect of the parameters A, and A on the optimal risk exposure.

Figure 1 shows that the absolute values of the optimal exposures n}, 73, 73, and 7 for the equity,
volatility, interest rate, and jump risk factors, respectively, decrease as ¢ decreases. This is mainly
because the smaller ¢ is, the larger the risk aversion coefficient 1 — § becomes, and a risk-averse
investor invests more conservatively to take less risk. In addition, the investment horizon 7" has some
effect on the optimal exposures 7; and 7 (for volatility and interest rate risk factors), while it has no
significant effect on 7} and 7 (for equity and jump risk factors).

Figure 2 presents the effect of the equity risk premium parameter A, on the optimal risk exposure 7}
and the effect of the volatility risk premium parameter A, on the optimal risk exposure 7. Specifically,
the optimal exposure 7} of the risk factor W, increases with the increase in the equity risk premium
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parameter A; the optimal exposure 7 of the risk factor W,; increases with the increase in the volatility
risk premium parameter A,. In short, the optimal exposure increases with the increase in the risk
premium parameter. When the risk premium parameter is positive and increases, investors become
more tolerant of risk and are more willing to adopt aggressive investment strategies to compensate for
the increase in risk, thus making the investment riskier and the optimal exposure larger. When the risk
premium is negative, the optimal risk exposure is also negative, and the investor adopts a more prudent
investment strategy to reduce risk and protect their investment returns.

Figure 3 shows the effects of the interest rate risk premium parameter A, and the jump risk premium
parameter A on the optimal exposures 75 and 7; corresponding to the risk factors W,, and N,. First,
the optimal exposure 7} to W,, increases with A,. When the risk premium parameter is negative,
the corresponding optimal risk exposure is also negative, and investors reduce risk through prudent
investment strategies. Second, Figure 3 shows that the optimal exposure 7 to N, is negative; that is,
in the presence of jump risk, the investor adopts a more robust investment strategy to reduce risk. In
addition, the absolute value of the optimal risk exposure increases with the jump’s intensity, because
the larger the jump’s intensity, the greater the investment risk faced by the investor, and thus the optimal
risk exposure also increases.

To verify the feasibility of the solution to the HJB equation obtained in this paper, a surface plot
of the value function with respect to the stochastic volatility and stochastic interest rate is presented
below.

As Figure 4 shows, the value function displays a pronounced nonlinear dependence on the state
variables. This nonlinearity arises because the value function is determined not only by the investors’
current wealth level but also jointly by stochastic volatility, stochastic interest rates, and the jump-
diffusion component. In particular, under the 4/2 volatility specification, the term a /v, + % induces
substantial nonlinear effects as v, varies. As a consequence, the value function surface exhibits a
distinct curvature, rather than a simple linear relationship with the state variables.

Value Function Surface

1.982

1.085

198 1.078

T 1975 1.976

1ar 1.974

1.965
0.08

1.972

Figure 4. Surface plot of the value function with respect to the stochastic volatility and
stochastic interest rate.
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From an economic standpoint, the value function characterizes the maximal expected utility
attainable by the investor conditional on the current market state. An increase in stochastic volatility
generally implies a higher degree of market uncertainty and a less favorable investment opportunity
set, thereby tending to reduce the investor’s optimal expected utility. Variations in the interest rate
affect the value function through two main channels. First, they modify the excess returns and
intertemporal investment opportunities associated with risky assets. Second, they influence the
present value of future utility via the discounting mechanism. Accordingly, the value function adjusts
endogenously to changes in both volatility and interest rate conditions. The state dependence
illustrated in Figure 4 therefore suggests that under the joint influence of stochastic volatility and
stochastic interest rates, the investor’s optimal utility level exhibits significant dynamic heterogeneity.

5.2. The effect of 4/2-CIR jump-diffusion stochastic hybrid model parameters on utility loss

In the financial market investment problem, the absence of an intertemporal hedging strategy may
lead to short-sighted behavior, resulting in a suboptimal investment strategy and a loss of utility. Based
on the discussion in Section 4, this subsection examines, through numerical computations, how the
model’s key parameters affect the short-sighted loss.

Figure 5 shows that, for a positive risk premium factor, the short-sighted loss increases
monotonically as the risk premium factor rises. This can be attributed to the higher risk tolerance
induced by a larger positive risk premium factor, which encourages more aggressive investment
behavior and thus amplifies the short-sighted loss. By contrast, Figure 6 and Figure 7 indicate that, for
a negative risk premium factor, the short-sighted loss decreases as the risk premium factor increases,
reflecting reduced risk tolerance and a shift toward more conservative investment decisions.

To demonstrate the advantages of the investment strategies derived in this work, the 4/2-CIR
model is compared with the 4/2 stochastic volatility model and the 4/2-CIR jump-diffusion stochastic
hybrid model. The performance of the corresponding investment decisions is evaluated in terms of the
resulting utility loss, and the results of the comparison are presented in Figures 8 and 9.
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0.016 [ |- Ag=4.2472
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0.008 -
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Figure 5. Effect of the parameter A; on short-sighted losses.
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Figure 8 shows the loss caused by ignoring the jump feature. According to the figure, the loss
function is greater than zero, indicating that investing with a strategy that ignores jumps (e.g., derived
from the 4/2-CIR stochastic hybrid model without jump-diffusion) leads to a higher loss compared
with the strategy obtained from the 4/2-CIR jump-diffusion stochastic hybrid model. Figure 9 shows
the loss caused by ignoring the stochastic features of both the jump and the interest rate. The positive
value of the loss function in Figure 9 indicates that the investment decision under the 4/2-CIR
jump-diffusion stochastic hybrid model is superior to that under the 4/2 stochastic volatility model. In
addition, Figures 8 and 9 show that the loss function increases with the investment horizon, indicating
that the effects of the asset’s jump feature and the interest rate’s stochasticity on investment decisions
become more significant over time.

We conclude this section by noting that the current numerical analysis is mainly designed to
illustrate the behavior of the value function and the sensitivity of the optimal strategy to key
parameters. A natural extension for future research would be to implement a Monte Carlo verification
of the proposed strategy under the original uncontrolled dynamics, which may provide further
evidence of its numerical robustness and practical applicability.

6. Conclusions

Financial asset data exhibit characteristics such as spikes, thick tails, asymmetry, jumps, and
volatility clustering. Additionally, market interest rates, influenced by evolving national economic
policies and dynamic financial market conditions, behave stochastically rather than remaining
constant. Building on existing research, this work addresses the optimal investment decision problem
under the 4/2-CIR jump-diffusion stochastic hybrid model by applying the criterion of expected utility
maximization. First, a 4/2-CIR jump-diffusion stochastic hybrid portfolio model is constructed,
assuming a financial market composed of money market accounts, zero-coupon bonds, stock indices,
and stock derivatives. A dynamic equation for the expected utility of terminal wealth is derived.
Second, under the framework of the 4/2-CIR jump-diffusion model and assuming a power utility
function, the HJB equation governing the value function of the optimal investment problem is
formulated. Through dynamic programming and variable substitution, analytical expressions for the
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optimal risk exposure, optimal value function, and optimal investment strategy are obtained. Third,
suboptimal strategies and short-sighted utility losses associated with the 4/2-CIR jump-diffusion
stochastic hybrid model are analyzed. Finally, numerical simulations are presented to assess the
impact of key model parameters on the optimal risk exposure and short-sighted losses.

The findings of this work can be summarized as follows. (1) A higher risk aversion coefficient
correlates with a lower optimal risk exposure, indicating that investors with greater risk aversion tend
to adopt more conservative strategies to mitigate risk. (2) The investment horizon exerts a noticeable
effect on the optimal risk exposure associated with volatility and interest rate risk factors, but has
limited influence on equity and jump risk factors. (3) The optimal risk exposure linked to equity,
volatility, and interest rate risk factors increases with the corresponding risk premium parameters.
For negative risk premium parameters, the optimal risk exposure is also negative, reflecting investors’
shift toward prudent strategies to minimize risk. (4) The optimal risk exposure for jump risk declines
as jump intensity increases. Elevated jump intensity amplifies jump-related uncertainty, prompting
investors to adopt more conservative strategies, reflected in negative optimal risk exposure values. (5)
Myopic loss exhibits divergent behavior with respect to the sign of the risk premium factor: When
positive, it increases with the premium factor; when negative, it decreases as the premium factor rises.
(6) Comparisons with the investment strategies derived under the 4/2-CIR stochastic hybrid model
and the 4/2 stochastic volatility model reveal that the strategy developed using the 4/2-CIR jump-
diffusion stochastic hybrid model is superior. This highlights the importance of accurately modeling
the stochastic dynamics of asset price trends and market interest rates to enable investors to make
optimal decisions and mitigate financial risks effectively.

Finally, although the current paper emphasizes analytical derivation and comparative numerical
analysis, an interesting direction for future work would be to perform a Monte Carlo verification of
the proposed strategy under the original uncontrolled dynamics. Such a simulation-based exercise
could further evaluate the finite-sample performance, robustness, and implementation properties of the
strategy in the underlying stochastic environment.
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Appendix A. Proofs

A.1. Proof of optimal investment strategy

Proof of Theorem 3.1. Assume that the form of H(x,,v;, r;,t) is given by

0
X
H(-xt’ vt’ rt’ t) = e_ﬁtglh(vt’ rt’ t)v (Al)

where h(vy,rr,T) = 1.

For notational simplicity, let H(x,, v;, r;,t) = H and h(v,, r;, t) = h. Therefore, it follows that
Hyo=—BePih+ePih; H o=ePx b Hy=(6- DePxi2h,

5 0
Hxv = e_ﬁtx(zs_lhv; va = e_ﬁt%hvv; Hrr = e_ﬁt%hrr; er = e_ﬁtxf_lhr,
5 )
H,=eP%h; H,=ePSh; AH=eP2((1+m) - h
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Substituting these derivatives into Eq (3.1) yields

x4 X0
_ﬁe_ﬂtgth + e_ﬂtgtht + [rr + T Ay + A v; + m3A, 1 — m4d] e_ﬂtxfh

S o
X X
+ movixge Py + (6, - rz)e_ﬂtéh’ * Uzr’e_ﬁtishrr +morxe ',
—~ _BIX? S 1 2 2 2 2 S ,—Pt
+ AP (4 7)" = Dt Sy + myv, + 150776 = e h
X 1 _
+a,(0, — v,)e 'Btg’hv + Eafwe B’gthw = 0.

This can be simplified to

1
—Bh + [r; + m Ay, + MAV, + M3, 1, — w4 d] 0h + (6, — v)h, + —O'ZV,hW

2 v
1 1
+ h; + E(nfvt + ngv, + ﬂ%O‘fi’,)é(é - Dh+ a0, —r)h + Eo‘frthr,
+ moo,v,0h, + 7r30'frt6h, + 7((1 +m4)° —Dh=0.
Taking the first-order conditions with respect to m;, 7>, 713, and 74 gives
Agvioh +6(6 — Lyvimh =0
A v:i0h + 6(6 — Vvmoh + o v,0h, =0
,1,6h + 68 — Donsrh + 02r,6h, = 0
— A6h + AhS(1 + 7)° ' = 0
which yields the optimal risk exposures
* /lS
SL R
. Ah+oh,
Ty = ——
(1-98)h
. Akt o?h,
T U =60
A\
71'* == -1
=
Substituting (A.3) back into (A.2) and simplifying leads to
A2+ 22w, o,Avh, Ar, A.rih,
h, — Bh + { +—+ + - + }6h
A L e R T v T
1 ((2+ 2y, 22,0,vh, vk Aor, 24,0°r:h,
- = + + + +
2 (1-9) (I1-6h (A=-0r (A-050cr (1-00ch
O'Er,hf A h+ oh,
_m} oh + av(Qv - Vt)hv + a/r(Gr — I"t)hr + dev,éhv

(A.2)

(A.3)
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1 1 A+ o, P
+ ZO'rVZhrr'i' zo-thhW m - r0h, — [(/l) 1]/16]1

S(2) - 1] =0,

thus yielding

(22 + By, 0, ~[(/1)% _ 1]

+ + =
2(1 =9) 2(1 - 6)o?2 1

CSal(T e [2TAY g, -,

1
ht + EO'gvzhw + [5}”, _ﬁ +

P 1-6 2(1-6) h
oA, o, B 1
+ [1 - é + a0, - r)|h, + T ta) o O'Zrth,, =0. (A.4)

Furthermore, assume that h(v,, r;, t) is of the exponentially affine form

h(vy, 1y, 1) = exp(A(t)v, + B(H)r; + D(t)) (AS)
h(VT7rT’ T) =1 ‘
where A(T) = 0, B(T) = 0, D(T) = 0. This leads to
= [A'(t)v + B'(t)r + D'(t)] h,
h, = A(?)h,
hyy = Az(t)h,
h, = B(t)h,
h,, = BX(0)h.
Substituting these derivatives into Eq (A.4) yields
A, + B+ D' (1) + 16— B+ 15(12”2) L
& " " -6 T 20-8)0"
AT~ 6 1,
+(1- 5)j ~ A+ 26+ [ﬁavﬂvv, + a6, —v)|AW@) + S A()
) 1
[1 — i+ (6, - r,)]B(t) + Ecrfr,Bz(t) T o2v,A%(t)
1 ¢
+ 51—_50' rth(t) =
This leads to the following three decoupled ordinary differential equations:
|4 + ST+ (mavﬂv o, )A(1) + SOAN@) + S
1 6 2
242 7 r 2n2
X A D)|v, + [B'(0) +6 + T (1 — A - a,)B(t) + EO',B (t)
6
1 6 2 2 ’ Y
+>— B+ [ DO - B+ A5 -2+ (1 - St — + 2,0,A0) + 2,0,B(0| = 0 (A.6)
21-6 AT
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The solution to Eq (A.6) reduces to the following three systems of equations

1 6 ) 1
A)+ =—— (2 + 22 +(— Ay — V)At + —0t AN
O+ S5+ W)+ 1757 A1) + 50, AT(0)
24200y _ , (A7)
A2 =
+ 7T 60'v =0
A(T)=0
B +6+ -2 2B + (LA . )B(t) L
21-6 " 1-6" 7 277
2
N l o ﬁ _0 , (A.8)
21-607
B(T)=0
pE=
D(t)—B+A0 -2+ (1 =0)=— + a,0,A() + 2,0,B(t) = 0
A1 . (A.9)
D(T)=0
Next, we solve the system of equations formed by (A.7)—(A.9).
To solve (A.7), define
[
“E T
o
b, = ——o4, —a,
1 5 o (A.10)
, = —— (12 + 22,
¢ 1 _ 5( N V)
d, = /b2 — a,c,.
The equation becomes
1 1
A'(f) = = |=a,A%(t) + b,A(t) + =c,
(1) [2 (1) (1) 26| (ALl
A(T)=0
Under the condition b% —a,c, > 0, the quadratic equation %avAz(t) +b,A(t)+ %cv = 0 has two distinct
root A, = y and A, = @. The solution is
_ A(A—-Ay) A A (1 — e HT)
A(r) = A A dTD + A = A — Ao dd (A.12)
Similarly, for Eq (A.8), we define
L,
@ T
0
br = 1—5/1r &,
B PR (A.13)
, =26+ — L,
c 0+ —60°
d, = b2 —a,c,

AIMS Mathematics Volume 11, Issue 6, 16027-16062.



16056

The solution is
B B;(1 — e~4(T-1)
B — Bye (-0~

B() =

For Eq (A.9), let

o

— AT
C=—ﬁ+/l5—/l+(l—5),7,

A1

and the solution is

T T
D(t) = f a,0,A(s)ds + f a,8,B(s)ds + c(T —1).
t t
After evaluating the integrals, we obtain

a,0,(A1 — Ay) A —-A,
In

D(t) = dv Al — Aze_dv(T_’) + G,’VQVAz(T - t) + C(T - t)
a,0,(B — By) B - B,
+ a In B~ Bye-d T + a,0,B,(T —t).

(A.14)

(A.15)

(A.16)

(A.17)

Therefore, by Eqs (A.1) and (A.5), the HIB Eq (3.1) admits a solution of the following form:

5
H(x;, v, i, t) = e‘ﬂ’% exp {A()v; + B(t)r; + D(1)} .

Substituting the expression for A(?), B(f), and D(t) back into the equation, the optimal exposure yields

. As
SLE
T = 1A—v5 * 7540
T —/lé) 7+ 1153(’).
T, = (%)611 -1

Finally, the optimal investment strategy is obtained through the transformation

T -1 * % % * T
() M) 7D 7R®)) =G (x] 7w om)
where G™! is given by

1% Ix plx § 1%
El* 22*(1 El*Bl*) E2* (CCZB; 1) 0 F* g% F2*
1x 41 D*? 1% pl 2« ( D*2B*! 1 n D2 12
—E*A*—E(l-i'E*B*) E*(T'FA*) — K_Z+EF*

G'= : g *
_El* _ g_zi(l + EI*BI*) EZ* (D B! + 1) 0 D*? FZ*
0

cr KC
1 1% pl* 2% B'* 1 2%
ﬁ(l +E"B ) -FE e - F

kC2*

2

(A.18)
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with the coeflicients defined as

Al = 1 (gi +g,Sm 3 Agln) A2 1 (gf +g2Sm ~ AgZU)

z 0! KO} - Z 0? kO?
1 1 2 2
g5 Ag 1 ) &S, Ag 1
Bl*:S___F*’ B*: s —_F*,
( o, KO}) 07  «kO;
e _ O] (Ag g 2 _ s 0,8 1.
C=5i\ae ) B gl
O; \Ag' g, 07 8,
ol ¢ ol (A.19)
1% — _12_11), DZ* — _l‘z_\l/Al* _AZ*’
0; 8, 07 8
El* — pEz* EZ* — Oll
1-p2 fato
o! , b
F* = X L FT = 1-pa+ ).
g Vi
O

A.2. Proof of Proposition 3.1

Proof. To establish the well-definedness of the solution function H(x;, v;, 1, ), we must verify that it
remains finite and real-valued for all admissible arguments. This requires proving the following.

(1) The function H(x,, v;, 1;, t) is real-valued.

For H(x,,v;, r;,t) to be real-valued, the coefficients A(¢) and B(?) in its exponential representation
must possess real roots. This necessitates the following discriminant conditions:

bﬁ —a,c, >0
bf —a,c, >0

Substituting the parameter definitions from Eqs (A.10) and (A.13) yields the explicit conditions

§ ¢ 6 !

0
ar - 1—[/13 + 24,0, + 20'3] >0

These inequalities guarantee the existence of real roots for A(?) and B(?), thereby ensuring the real-
valued nature of the solution’s function.

(2) Finiteness of H(x;, v;, 1y, ).

Given the functional form H(x;, v,, r;,t) = e ”' %’Jh(vt, 1, 1), establishing the finiteness of H(x;, v;, 1y, t)
reduces to proving the boundedness of h(v,, r;, t). This requires verifying that the coefficients A(¢), B(f)
and D(t) in the representation h(v,, r,, t) = exp(A(t)v, + B(t)r, + D(t))) remain finite for ¢ € [0, T].

Casel: For 6 < 0, we have ¢, < 0 and ¢, < 0. Under these parameter constraints, the coefficients
satisfy A(7) < 0, B(¢) < 0, and D(¢) < 0, ensuring the boundedness of h(v;, r;, ).

Case2: When 0 < 6 < 1, it follows that ¢, > 0 and ¢, > 0, implying A(¢#) > 0 and B(r) > 0.
Finiteness requires the nondegeneracy conditions A; — Ae™*7~" £ 0 and B — B,e™»T £ (.
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From the parameter definitions in Equation (A.10), we have

This implies

We proceed in

real-valued.

a,c, = 0'3(/13 + ﬂ?) >0 (since ¢ >0).

(1-06)

d, =4/b2 —a,c, < b,,

b, +d,
=5 —>1,
b, —d,
b, +d
—(b, —d,)(1 = Z—Le=
= (b, = d)(1 = e
= —b,+d, + (b, +d)e T 20,

N _bn + d\/ _ _bV - dve_dv(T_t) ¢ O’

T=0) £0,

ay a,
=> A - Age_dv{T_t) # 0.

a similar fashion for B(#). Under the established conditions, the closed-form
expression for D(¢) in Eq (A.16) ensures its boundedness over [0, T].
Therefore, for any 6 < 1 with ¢ # 0, h(v,, r;,t) is bounded. Consequently, H(x;, v;, r;, t) is finite and

A.3. Proof of the verification theorem

O

Proof of Theorem 3.2. The proof procedure for Conditions (1) and (2) is detailed in Proposition 3.1
and Theorem 3.1. We now prove Conditions (3) and (4).

S5
Assuming H(x;,v;, r;,t) = e # %’h(x,, vy, 11, 1) satisfies the following dynamic differential equation:

dH, =—dt + —dx, + —dv, + —dr, + - (dx))* + =

o0H 0H O0H 0H 10°H 10°H

Z dv.)?
TR T T PR JF (dve)
16°H PH PH ~
———(dr)* + ——(dx,))(d ——(dx)(d AAH
+ 7 01’[2( 1)+ axtav,( x)(dv,) + ax,ar,( x)(dr,) +

5
X .
:e‘ﬂ’—(; [6h(r, + T Ay, + WAV, + A1 — ) + @ (60, — v)h, | dt

2 v?

6 1 1
+ e‘ﬂ’%[ié(l — ()P Ve + (15) v, + (1) 0rrr) + Efriwhw]df

x0 _
+ e‘ﬁ’gt [a,(@, — r)h, + 0 vihy, + S0t rh, + AR(1 + 7T4)6] dt

s Wy h,
+ e‘ﬁ’%th [((676 + O-h )de,t) Ve + (57T§ + z) o N/deWr,z]

—pt xté 1 2 Y * *
+e g[h,dt = Bhdt + SoTrihydt = hdt + homdWe, + hdN;|.

From the expressions of H(x;, v;, r;,t) and h(v;, r;, t) and Eq (A.2), we derive

dH,

t

AIMS Mathematics

Ch h, )
=6 AWV, dWy, + (&r; + za'v) VVdW,, + (57r§ + Z)O’, \rdW,, + mydN,
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64 oBW)
(I-06)o, 1-6

:( oAd, N o,A(1)

1-5 1- )‘/_dW”

)\/_dWV,+(

¢ 24 AW, + [(j) — 1]an.

1
Define 51
g1(0) = Sé
6/1 o, A(t)
1 =
g =1"s*7_5
5/1, o, B(1),
t) = +
$O=a"55 Y 15
L
/l 1-6
8a(t) = (/_l] -1
which yields

dH,
H’ = g1() VWidW,, + g2(t) \vidW,, + g3(0) \ridW,., + g4(H)dN,.
t

Let F(H,) = In(H,). Applying the Lévy-1t6 formula

oF (Ht) 6F (H)) OF(H,)
ot OH,

2
¢ TS O+ [ (I, + OH) - n(H))aN,
RO

2 OH 2
OF(H,)
1 HZ‘ Hl _l Hl‘ -
+fRO{( n(H,; + g4(0H,) — In(H,)) 31,

OF(H,) 1 6*°F(H, )y
oH, Hth()\/_dWrz 2 oH 2

1
=g1(0) VVidWy, + g2(t) i dW,,, + g3(t) VrdW,., — Egl(t)vtdt

dF(H,) = H,g (1) \/_dWst + Hzgz(f) \/_det (A.20)

Htg4(t)} v(d€)dt

(z)
262

H;gi(Hv,dt + H2GA(tyvdt

1 1
- Egg(t)r,dt + f (In(1 + g4(1)) — ga(O))v(dé)dt — Egg(t)v,dt + f In(1 + g4(#))dN;.
RO

RO

Integrating over [0, 7]
F(Ht) - F(HO) :f gl(s) \/v_des,s + f gZ(s) \/V_dev,s + f 83(3) \/r_der,s
0 0 0
o [ (et g0 - suomasnds - [ Zeioas
0 Jro 0

- f 5(g§(s)+ g3(8))ds + f f In(1 + gu(s))dN,.
0 2 0 RO

! ! !
Ht :HO exXp {f gl(s) VdeWY,X + f gZ(S) VVSde,s + f 83(5) Vrder,s
0 0 0

So
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1 ! 1 ! Ny »
-3 f (81(5) + &()vds = 5 f g%(s)rsds} exp{(In(1 +g4) — ga)r} x [ [ &%,
0 0

i=1
Define

! ! 1 t
Hyy =exp | f 1(s) Vv dW s + f &(8) VvsdWs = f (81(5) + g())v,ds],
0 0 0
! 1 !
H>, =exp {f g3(8) \rdW, — Ef g%(s)rsds}.
0 0
If we assume that H; and H,, are independent martingales under the measure Q, then
! ! 1 !
H, =H; X Hy, = exp {f 81(8) Vv dW, + f 82(8) Vv dW, s — 5 f (8%(3“) + g%(s))vsds}
0 0 0

! 1 !
X exp {f g3(8) VrdW,; — 3 f g%(s)rsds},
0 0

is a martingale, and thus H, is a martingale.
Next, we verify that H; and H,, are martingales.

If
L, 2
Elexp|—= (gl(s) +g2(s)) vids || < oo,
2 Jo
then H;; is a martingale. Similarly, if
Elexp|—= | g5(s)rds]| < oo,
2 Jo
then H,, is a martingale.
Since v; and r; follow CIR processes,
in(—= (20 + £0)) 2 i A21
min ) gi(®) + g(0) —_20_%’ (A.21)
(1, a?
- > ——. A22
mln( 2g3(t)) > 557 ( )
For Eq (A.21)
_1( 1) + 2(:))—— 1( A6 )2_ 1( A8 o A(t))2
QBT &) =75\ =s) T2\1=5 " 1-0
1 o? 201,00 (A2 + 22)
=—= LAY+ A + ——— A23
2((1—5)2 ® (1-9) ® (1-96) ) (.29
By taking the partial derivative of Eq (A.23) with respect to #, we obtain
1, 20 AR
(=30 +80) = —G=554 040 +61,). (A24)
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Substituting Egs (A.10) and (A.12) into (A.11) yields

ZCvdfe‘d"(T‘t)

(=by + d, + (by + d,)edT-0)*

A(t) = -

Given that § < 0, A’(r) > 0, and A(T) = 0, it follows that A(r) < O fort < T.

(—% (gt + g%(r))) > 0.

Therefore, Eq (A.21) achieves its minimum at ¢ = 0.
For0 < 6 < 1, A'(t) < 0. Given A(T) = 0, this implies that A(r) > 0 for t < T. Under these
conditions, we have

(—% (gt + g%(r))) >0,

which implies that Eq (A.21) achieves its minimum at 7 = 0.
Collectively, for 6 < 1, and ¢ # 0, Eq (A.21) reaches its minimum at ¢ = 0. Consequently, we have

L, g 1(aA20)  264,0,A0) (A2 + )
mm[—i(gl(mgz(z))]——5((1_5)2+ el (1_5)2)

2

a,

X
207

A similar analysis yields

1(0332(0) 254,B(0) 0?22 )> o?

: 1 2 _ - r
min | - 2630)] = -3 A=0p  (=0p " (I-0pc2

-
2072

We now demonstrate that H(x;, v;, r;, t) is the optimal value function.
From the preceding proof, H(x;, v;, 11, ) is a martingale. By the martingale property, we have

E[U(X]}*)PCZ =XV =V, = r] = H(x;, vy, 14, 1).

Consider an arbitrary admissible strategy x. Define the process L, = {x7 }°"'x*h(v;, r;, 1). Applying
It6’s lemma to the wealth process, volatility dynamics, and interest rate process yields

dL, :(x’tr*)‘s_]xf[h, + (0 — D)(r + M Ay, + T A, + T3 A, 1, — Amy)h + hr,
h
+ W Ay, + TV, + T3 A1, — Amy) + 5(5 - 16 = [,
hVV
+ (ﬂ;)zvt + (ﬂ';)zrt] + 70-%‘}1 + hva'v(gv - Vt) + hrar(gr - rt)

h
+ (6 — Dh[(xjmy + mima)v, + Jr§7r30'fr,] + %ofrt + hymo0, v,

+ (6 = Doy, + (6 = Dhmyorr, + hasoor|dt
+ ()RS = D AvdWo, + () (6 — Do, Ard W,
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+ () o, AW, + () o, Afrd W,
+ (X)X by A AW, + () X by A d W,
+ () X hms o ATRdW,, + (AALdN, + AALydN,),

where the jump components are
ALy = (1 + )" = D)) xTh, ALy = () X[

The dynamics of L, can be expressed as

dL
— =@ = D+ m) dWe, + (Ao, + (6 = s + 72) Vwid W,

t

+ (B(t) + (6 = Dt + m3)0r, \FdW,, + A(1 + 75)° ™" = 1 + m4)dN,
=81 () Vid W, + g5 (1) \vidW,.; + g5 ()0, Nrd W, + g1 (DdN,,

with the coefficient functions

(0 =((6 = D + my),

g5 (1) =(A(T, + (6 = Dy + m2),
g5'(1) =(B(0) + (6 — s + 73),
gh @ =1 + )7 = 1+ ).

Since L, is a martingale and h(v;,r,t) = eAVHBOtDO for all ¢, L, is an supermartingale.
Consequently, we have

E[UGH)|F7] < B[UGR)|FF] + E[UL(5 (x5 — x5)|F7]
< E[U(G)|F7] + L(7) — SE[H(F. , v, 17 T)| F7]
= B[U()| 7).

where H™(x;,Vv;, 1., t) < H* (x;, v, 1, t). Therefore, H* (x;, v, 1, 1) is the optimal value function for the
original problem, and 7" constitutes the optimal investment strategy. O
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