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Abstract

This paper derives the optimal debt ratio, portfolio strategies and consumption rate for a Pension
Fund Administrator (PFA) in a defined contributory (DC) pension scheme. Four asset classes were
considered which include riskless asset, inflation-linked bonds, stocks and housing. Five background
risks which include inflation, stock, housing, income growth rate and salary risks are considered. The
plan member contributes a proportion of his or her stochastic salary into the scheme. The PFA make
further effort to borrow money to finance her investment to ensure maximum returns. The contribution
of the plan member in addition to borrowed capital is invested in financial and non-financial (housing)
assets. In this paper, the real wealth process of the PFA is considered. The problem is formulated as
a bi-objective stochastic control problem. The resulting Hamilton-Jacobi-Bellman (HIJB) equation was
solved using dynamic programming approach for stochastic process. This paper aims at (i) maximize
the total expected discounted utility of consumption and debt of the PFA in an infinite time horizon,
(ii) determine the optimal debt ratio and optimal consumption plan of the PFA, (iii) determine the
optimal investment strategies for a PFA who invest in an economy that is exposed to five background
risks. Using dynamic programming approach, we derive the optimal debt ratio, optimal consumption
plan, optimal investment in inflation-linked bonds, stocks and housing for a PFA that chooses the power
utility function. We found that the optimal debt ratio depends directly on the optimal real wealth.
We also found that the optimal investment in stocks, housing and inflation-linked bonds depend on
inflation, stock, salary, housing and income growth rate risks. Numerical implementation of the models

using empirical data are presented.
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1 Introduction

This paper focuses on solving the problem of a PFA under a defined contribution pension scheme that
desire to increase her portfolio performance so as to attract more pension plan members (PPMs). In
Nigeria, it is required that a Retirement Savings Account (RSA) is opened by the PFA for employees.
The PFA then invest and manage the funds in the individual RSA in fixed income securities as outlined
in the Nigerian Pension Reform Act NPRA (2004) and (2014) and other instruments as prescribed by
the pension commission from time to time. The benefits that accrue to PPMs in a DC pension scheme,
depends greatly on the portfolio choice of the PFA. Hence, an efficient investment strategy is key during
the accumulation phase of the pension plan. In other words, a PPM needs to choose a PFA with the
required competence to produce positive returns on his or her investment. This is because the benefits
to PPMs at retirement depends on how well the PFA is able to manage their contributions. Clearly,
in a DC pension scheme, a PFA with a good investment returns will be attractive to a PPM. In a bid
to increase their portfolio value and make them more attractive to the PPM, we assume that the PFA
borrows capital in addition to the contributions of the plan member to invest in both the financial and
fixed assets markets. We note that the performance of an investment portfolio is affected by debt and
the debt ratio gives an insight to the financial health of an organisation. In this paper, we look at debt
from the PPM’s point of view. Hence, we see the contributions by PPMs as debt that will be paid at
retirement by the PFA.

The investment horizon of DC pension scheme is usually over a long period of time and it is therefore
necessary for the PFA to consider the impact of inflation on its investment portfolio. Hence, we consider
real wealth as a guide to investors for making the right investment decision. Battacchio and Menoncin
(2004) studied the asset allocation problem for a DC pension in a complete financial market with stochastic
investment opportunities in the presence of income and inflation risk and a one-factor stochastic inflation
model was considered by Korn and Kruse (2004). Zhang and Ewald (2009) investigated the optimal
investment problem for a DC pension scheme. The objective was to maximize the expected utility of the
terminal value of the pension fund and they used the Martingale method to solve the resulting optimization
problem. Zhang et al. (2009) and Maurer et al. (2008) assumed an inflation rate dynamics that follow
an Ornstein-Uhlenbeck process. Nkeki (2017) considered a three factor inflation model with jumps and
Want et al. (2020) considered the impact of inflation risk on robust optimal portfolios for DC pension
fund in the presence of model ambiguity. Mi et al. (2023) considered an optimal investment problem for

a DC pension fund under tail value at Risk and portfolio insurance constraints.

The literature on asset allocation and optimal investment is quite rich. Merton (1969) was the first
to study the optimal portfolio selection problem within the framework of continuou-time models. Using
stochastic optimal control methodology, he obtained the optimal portfolio strategy that maximize expected

utility of terminal wealth. A more rigorous analysis of the Merton problem was provided by Karatzas et
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al. (1986) and Karatzas et al. (1991) provided a generalization of the model for an incomplete market
using the Martingale method. Koo (1999) considered the optimal portfolio choice problem for an investor
with liquidity problems and unhedge income risk. He found that exposure to unhedgable income risk
and liquidity constraint, have a negative impact on the fraction of wealth the investor is willing to invest
in risky assets and Gozzi et. al (2008) formulation and studied a continuous time stochastic model of
optimal asset allocation for a DC pension fund with a minimum guarantee. Gaivoronski et al. (2005)
investigated different portfolio selection method when the performance of the portfolio is appraised relative
to a benchmark. They proposed different portfolio selection algorithms based on risk preferences. They
also investigated the issue of dynamic portfolio rebalancing using various risk measures like variance and
Value-at-risk. Altarovici et al. (2015) studied the optimal investment and consumption problem in the
presence of transaction cost. An investor with CRRA that trades a safe and several risky assets with
constant investment opportunities was considered. They assumed small transaction cost for each trade
regardless of the size and obtained the optimal investment policy. There exist a myriad of literature on
portfolio selection problem. For more details on optimal portfolio selection models see Bo et al. (2013),
Castaneda-Leyva and Hernandez (2005), Jiao et al. (2013), Campbell and Viceira (1999), Li and Ng
(2000), Nkeki and Nwozo (2013), Giacinto et al. (2011) etc.

Debt management has been attracting a lot of attention from researchers in recent times. Stein
(2003) derived an optimal sustainable external debt for an economy by using stochastic optimal control.
He suggested the use of the deviation between actual and optimal debt as a signal to a crisis. Krouglov
(2013) developed and applied mathematical model to solving an economic problem in the presence of
financial crisis. Jin (2014) studied the optimal debt ratio and consumption plan for an investor during
financial crisis in a stochastic setting. The impact of labor market condition was also studied. He
assumed that the production rate function of the investor is stochastic and being influenced by the
government policy, employment and unanticipated risks. Lui and Jin (2014) proposed a stochastic
optimal control debt management model for the estimation of optimal debt ratio for both the public and
private sectors at two different market regimes. The decision makers aimed at maximizing the utility of
terminal wealth by choosing the optimal debt ratio. They further considered the hidden Markov chain
technique in order to estimate the actual situation of the strategy. Jin et al. (2015) considered the
surplus process of an insurer which is assumed to follow a diffusion process. They derived the optimal
debt ratio and dividend payment policies for an insurer by maximizing the expected discounted utility
of dividend payment subject to the surplus process of the insurer. Nkeki (2018) considered a portfolio
model to determine the optimal investment strategy, consumption plan and optimal debt ratio with
backup security during a financial crisis and Zhao et al. (2018) obtained the optimal debt ratio, dividend
payment and investment strategies for an insurance firm in the presence of unanticipated shocks. Their

objective was to maximize the total expected discounted utility of dividend payment in a finite-time period.
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The motivation for this paper is to study the investment strategy and debt ratio of the PFA in a
stochastic environment. We assume that what accrues to the plan members is a function of the PFA
portfolio performance and a debt which has to be paid. The contributions by the PPM and what is
borrowed by the PFA is invested into a market that is divided into financial assets and fixed asset
(housing) and modelled by Brownian motions. The investment portfolio of the PFA is a combination of
financial and fixed assets. The resulting nominal wealth is the difference between the total investment
portfolio and liability which include contribution by plan members and other components. Our interest
is to obtain the optimal debt ratio, consumption plan and optimal portfolio strategies of the PFA in an

investment environment with diffusion risks.

The highlights of this research work are as follows:

1. housing dynamics with depreciation parameter is considered.

2. five background risks are considered.

3. debt profile of a PFA is considered.

4. optimal investment in inflation-linked bonds, stocks and housing are obtained.
5. optimal debt ratio and optimal consumption plan for the investor are obtained.

6. empirical data were used to analyse the resulting models.

The remainder of the paper is structured as follows. In Section 2, we present the PFA’s investment
portfolio dynamics, the contribution process, income growth rate, debt process, nominal and real wealth
process of the PFA. Section 3 presents the optimal controls, value function, optimal investments, optimal
debt ratio and optimal consumption. Section 4 presents the empirical results of our models and we

conclude the paper in Section 5.

2 Model Formulation

Let (92, F,P) be a probability space equipped with the filtration {F;}o<t<7 which satisfies the usual
conditions i.e {F;}o<t<r is right-continuous and P is complete real world probability measure, F; is
a filtration that represents information avaliable at time ¢ and T is retirement date. We assume that
all stochastic processes used below are well-defined on the given probability space and adapted to the
filtration {F; bo<i<r-
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2.1 The asset of the PFA

We begin by assuming that the pension fund administrator (PFA) manages his portfolio with the following
assets: inflation-linked bonds B(t, I(t)), housing or real estate (fixed asset) H(t) and riskless asset A(t) at
time ¢. The inflation-linked bonds is defined in terms of the inflation index I(t) at time ¢ as B(t, I(t)) =
e Ji Te)ds (t). We assume that I(t) is correlated with inflation and housing price risks and has the

dynamics

T = w0+ s (AW ) + ra (AW (), 1(0) = o D

where pr(t) = r(t) —7(t) +o17(t)011(t) + 021 (t)021(t) represents the expected inflation index at time ¢, r(t)
is instanteous interest rate and there is no default risk at time ¢, 7(¢) is the real interest rate at time ¢,
o17(t) € [R™ x [0, T]] represents the volatility of the price index with respect to inflation sources of risks,
o21(t) € [R? x [0,T7]] represents the volatility of the price index with respect to housing price sources of
risks, 017(t) € [R™ x [0,T]] is the market price inflation risks, 7(t) € [R? x [0, 7] is the market price of
housing price risks, Wy (t) is an m-dimensional Brownian motions that captures inflation sources of risks
at time ¢ and Wp(t) a g-dimensional Brownian motions that captures sources of housing price risks at

time t.

Re-writing (1) in compact form, we have

dII((tt)) = pi(t)dt + oy (t)dW(t), 1(0) = I, @

where o7(t) = (o11(t), 021(t)), W(t) = (Wi(t), Wp(t))" is an m + ¢g-dimensional Brownian motions with

respect to inflation risk and housing risk respectively at time, and the sign ' represent transpose.

We assume that the housing asset H(¢) is given by
H(t) = Q) P(t) (3)

where P(t) € [R? x [0,T]] is a column vector of housing asset prices at time ¢, Q(t) € [R? x [0,T]] the
row vector per unit size of housing at time t satisfying the dynamics dQ(t) = —((¢)Q(t)dt, ((t) is the

depreciation rate of housing per unit size at time ¢.

The housing price P(t) is assumed to satisfy the following diffusion process

dP(t

Bt = np(0d + ap (AW (), P(0) = € o ()
where pp(t) € [R? x [0,7T]] is the expected growth rate at time ¢, op(t) = (op,(t),0p,(t)) is the housing
price volatility at time ¢ such that op, () € [R?*™ x [0,T]] is the volatility arising from inflation index

sources of risks, op,(t) € [R7*? x [0,T1]] is the volatility from housing prices source of risk at time ¢ and
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Yu(t) = op(t)op(t) is a positive definite and nonsingular matrix.

To obtain the dynamics of H(t), we take the differential of bothsides of (3). It follows that

H(t) = dQ(t) P(t) + Q(t)dP(t) (5)
But Q(t)dP(t) can be written as
Q)AP() )\ dp(t)
DLt = QP () .
= H(t)d]f%)
Hence,
dH(t) = H(t)(up(t)dt + op(t)dW (t)) — C()IQ(t) P(t) )

— HO((al0) — CODe + orpd (1),
where I = (1,1,1....,1)" € R™.

Therefore, the evolution of the assets of the PFA at time t are respectively given by the following

equations:
dB((t I((tt)))) (r(O)L + 05(0)05(1))dt + o ()W (), B(0) = b € R, (8)
H(t) = H(t)((up(t) — ¢(O)D)dt + opdW (t)), H(0) = ho € Ry, (9)
dA(t) = rA(t)dt, A(0) = Ay € R, (10)

where op(t) = (015(t), 025(t)) is the volatility tensor of inflation-linked bonds such that o1 5(t) € [R™*™ x
[0,T]], o2p(t) € [R™*? x [0,T]] and Xpg(t) = op(t)ox(t) is a positive definite and nonsingular matrix,

Op(t) = (011(t),021(t)) is the market price of risks at time ¢. From now on, we assume that m = q.

2.2 The asset value of the PFA

Let K(t) be the total asset value of the PFA at time ¢ such that Kp(t) is the asset value in financial
market at time ¢t and Ky (t) is the asset value in housing at time ¢. Hence, the total asset value of the
PFA is defined as

K(t) = Kp(t) + Ku (). (11)

Let Ap(t) € R™ be the amount of funds invested in inflation-linked bonds, Ay (t) € RY is the amount
of funds invested in housing and Ay(t) = K(t) — Ap(t)I — Ag ()1 is the amount invested in riskless asset

at time ¢.
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Definition 1. The wealth dynamics of assets in the financial market is defined as
_ dA(t) dB(t, I(t))
Substituting (8) and (10) in (12), we obtain the following
dKp(t) = (rt)K(t) + Ap(t)op(t)0p(t) — Au(t)r(H)I)dt (13)
+ Ap(t)op(t)dW(t), Kp(0) = Kpg.
Definition 2. The wealth dynamics of assets in housing is defined as
ARy (1) = KH(t)AH(t)LZIé?, K(0) = Kyo € R. (14)
Using (9), we have that
dKu(t) = Ku(t)An(t)(pp(t) — ((ODdt + Ku () Au(t)op(t)dW (1), (15)
KH(O) = Kgo € R.
Proposition 1. The dynamics of the total asset value of the PFA is
dK(t) = [r(t)K(t) — Ap(t) (r(t)I — (K(t) — Kp(t)(pp(t) — C(H)I) (16)
+Ap()op(t)0p(t)]dt + (op(t)Ap(t) + An(t)op(t)(K(t) — Kp(t)))dW (t).
Proof. Taking the differential of both sides of (11), we have the following
dK(t) = dKp(t) + dKg(t). (17)
We substitute (13) and (15) into (17), we have the following
= (r)K(t) + Ap(t)op(t)0p(t) — Ay (t)r(t)I)dt
+AB(?5) B() W (t) + Ku(t)An(t) (np(t) — C(OT)dt (18)
+Ku(t)An(t)op(t)dW (t).
But Ky (t) = K(t) — Kp(t), which implies that (18) becomes
dK(t) = [r(t)K(t) (t) (r(t — Kp(t))(up(t) — ((H)T) (19)
+Ap(t)op(t)0 (t)]dt+03(f)AB( )+ AH( Jop(t)(K(t) — Kr(t))dW (t).
The dynamics of the PFA’s total asset value (19) is expressed in terms of Kp(t). O
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2.3 The contribution process, income growth rate and debt process of the PFA

The PPM is assumed to make a flow of contributions to the pension fund from his or her salary at time
t. Let Y (t) be the salary process of a PPM at time ¢ which we assume is correlated with inflation index

and housing prices, then Y (t) satisfies the following dynamics
dY (t) =Y (t)(B(t)dt + cadW (t) + oy (t)dWy (1)), Y (0) = yo € Ry, (20)

where 3(t) € Ry is the expected growth rate of the salary process of PPM at time ¢, 0 4(t) = (o, (t), oy, (t))
is the volatilty tensor of the salary process of a PPM such that oy, (t) € [R™ x [0,T]] is the volatility
arising from the uncertainity in inflation source of risks, Wy(t) and oy, (t) € [R? x [0,T7]] is the volatility
arising from the uncertatinity in housing price sources of risks, Wp(t), oy (t) € [R x [0, T]] is the volatility
arising from the uncertatinity in salary sources of risks, Wy (t) and Wy (t) is a 1-dimensional Brownian

motion that captures salary source of risk at time t.

Let f/(t) be the contribution received by the PFA from the PPM at time t. Suppose § is the constant
proportion of Y (¢) that is contributed by the PPM at time ¢, then Y (¢) = Y (¢)§ is the amount contributed
by a PPM at time ¢. The dynamics of f/(t) is given as

dY (t) = Y (t) (B(t)dt + o a(t)dW (t) + oy (£)dWy (1)), Y (0) = g0 € Ry. (21)

The aim of the PFA is to have a good number of PPMs as this helps with increasing their asset under
management and investment diversification. We assume that the PFA does not depend only on PPM’s
contribution for portfolio expansion, but go extra mile to seek more fund to expand their investment.
This is because a good portfolio profile and positive returns on investment will help attract PPMs. To
this end, we assume that the PFA borrow a certain amount on which it pays the interest rate rp(t) at
time ¢ to finance investment in addition to pension contribution and this contribution is a liability on the
part of the PFA to the PPM. We note that contribution by the PPM is held in trust by the PFA on behalf

of the plan member and invested to generate income which is to be collected by the PPM at retirement.

Let L(t) be the liability process at time ¢ and is described as the difference between expenditure and
income of the PFA at time ¢ in addition to contribution by the PPMs. The expenditure component of
L(t) includes interest on debt and consumption flow C(t). Given that C(t) is the consumption flow of the
PFA at time ¢, we have

dC(t) = c(t) X (t)dt, (22)

where ¢(t) measures the rate of consumption and X (¢) is the wealth process of the PFA at time ¢.

The income process Z(t) of the PFA at time ¢ is assumed to be affected by an expansion or recession

in the economy. This implies that economic, political, financial and other factors that affect the economy
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also affects the income generated by the PFA. We thus assume that Z(t) is given as the product of income

growth rate £(¢) and the investment process K (t). Hence,

dZ(t) = &(t) K (t)dt. (23)
Equation (23) gives the income which accrues to the PFA for investing the amount Z(¢) in both financial
and housing market at time ¢.

The income growth rate £(t) is assumed to be risky and satisfies to the dynamics

dg(t) = g(&(t))dt + ozdW(t), £(0) = &o, (24)

where g(£(t)) : R x [0,T] — R is the expected growth of £(t),
oz(t) = (0z,(t),02,(t)) is the volatility tensor of income growth rate such that oz, (t) € [R™ x [0,T]]
is the volatiliy arising from uncertainity from inflation sources of risks and oz, (t) € [R? x [0,T]] is the

volatility arising from uncertatinity from housing prices risks at time ¢.
The net change in debt is given by
dL(t) = r,(t)L(t)dt + dY (t) 4+ dC(t) — dZ(t),
= rp(t)L(t)dt + Y () (B(t)dt + aa(t)dW (t) + oy (t)dWy (1)) (25)
()X (t)dt — £(8) K (t)dt.

_l’_

2.4 The nominal wealth process

In this subsection, we determine the nominal wealth process of the PFA at time ¢t. But first, we give the

following definition.

Definition 3. The nominal wealth process X of the PFA at time t is defined as

X(t) = K(t) — L(t). (26)

Proposition 2. The dynamics of the nominal wealth process of the PFA is

dX = [(r(t) + &(t) — c(t)) + 7 @) (r(t) + &) — ri(t) — §(1)B(t) — mp(t)on(t)0p(t)
— () (r(OI = (L +mr(t) — kr(t))(up(t) — (I )}dt — §(t)oy (t)dWy (t)
+ (r(t)op(t) + ma(t)op(t)(1 +mL(t) — kp(t) — A(t))dW (t)
X(0) =29 €R,.
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where

mr(t) = AXH(g) 1s the proportion of wealth invested in hosing at time t,

wr(t) = % is the debt ratio at time t,

kp(t) = I;F(g) is the fraction of wealth in the financial market at time t,

mp(t) = AXB(S) is the proportion of wealth invested in inflation-indexed bonds at time t.

Proof. Taking the differential of both sides of (26), we have
dX(t) = dK(t) — dL(t). (28)
Substituting (19) and (25) into (28), we have
dX = [r(t)K(t) = A (t) (r()L — (K(t) = Kp(t))(up(t) — C(OI) + Ap(t)op(t)0p(t)] dt
(s DB + Au(Bop(t)(K(H) — Ke(®)dW () = rp(OL{Ed - V() (B0d (29)
+ oa(t)dW (t)oy (t)dWy (1)) — c(t) X (t)dt + £(t) K (t)dt.
using (26), we have the following
dX(t) = [(r(t) +&(t) — c(t)) + 7 (t)(r(t) + () —ro(t)) — §(t)B(t) — 7p()os(t)0s(t)
—mu(t)(r(OL = (1 + 7 () — ke () (up(t) — (T )} — §(t)oy (t)dWy (1)

)
+ (WB(t)O'B(t) —|—7TH(t)O'p(t)(1 +7TL( ) k‘F( ) ))dW
X(O) =0 €R+,X(0) =Xy €R+.

(30)

O

Equation (30) represents the dynamics of the nominal wealth of the PFA at time ¢. However, the plan
member is interested in the real value of his terminal wealth because of the impact of inflation. Let X be

the real wealth process of the PFA at time ¢ i.e nominal wealth adjusted for inflation.

Definition 4. The real wealth X (t) of the PFA at time t is defined as the ratio of nominal wealth to

inflation and is mathematically given by
- X(t)
X(t) = —=. 31
0= T3 (31)

Proposition 3. The dynamics of real wealth of the PFA at time t is

dX (1) = ()f((f))) — X(O[(r(t) + £t) — et)) + mL(O)(r(t) + £() — r1(8)) — H(OB)

—mp(t)op(t)0p(t) — mu(t)(r(t)I — (1 +mr(t) — kp(t))(up(t) — C(OI)

— (ma(t)on(t) + Ta(t)op(t) (1 +mr(t) — kr(t)) — §(t)oa(t))or(t) — pr(t)
+or(t)or(t) + §(t)py (t)oy (t)or(t)]dt + X () (r5(t)os(t) — §(t)oa(t) — or(t)
g (®op(t)(1+ () — ke(t))dW () — X()§(E)oy (H)dWy (), X(0) = 7o € Ry
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Proof. Using the It6 quotient rule on (31), where I(¢t) and X (¢) satisfies (2) and (30) respectively, the

result follows immediately.

For the purpose of simplicity, we shall omit the variable ¢ except it becomes necessary to do so. It
follows that

dX = (f) =X[(r+&—c)+m(r+&—ry) — 48 — mpoplp—

7TH(T‘I — (1 + 7 — k‘F)(/Lp — CI) — (ﬂ'BUB + 7THO'P(1 + T, — k‘p)— (33)
goa)or — pr + oror + gpyoyor]dt + X (mpop + npop(1 + 7, — k)
—yoa — (T])dW — X@JydWy,X(O) =xg € Ry

where py = (py;, py,) such that py; € [R™ x [0,T] and py, € [R? x [0,T] is the correlation coefficient

between inflation-indexed bonds, housing price risks and salary risk. O

3 The Optimal Investor’s Choice

The PFA aim to select the optimal liability ratio, portfolio strategies and consumption rate that will
optimize the expected discounted utility of consumption in an infinite time horizon. For an arbitrary

admissible strategy v = (7p, g, 7L, c) : t > 0), the objective function U(u, z, &) follows:

o0
Ulu, 2,€) = Erg / =0 (o(s)(s))ds, (34)
t
where V' (c(s)Z(s)) is utility function with respect to consumption and 0 < § < 1 is the discount rate of
consumption.

The strategy uw = {np,mg,mr,c : t > 0} that is progrssively measurable with respect to
{W, Wy : 0 < s <t} is the admissible strategy. Let .4 be the collection of all admissible controls, then

the collection of admissible controls A is defined as

A={u= (rp, 7, 7,c:t>0) e R"xRIxRxR: E/ mp(t)mp(t)dt < oo,

(35)
E/ g (t) 7y (t dt<ooE/ dt<ooE/ 72 (t)dt < oo}
We define our value function as
X0, 600)) = sup U@ OIX(0) = 7.60) =€), (36)

Earthline J. Math. Sci. Vol. 15 No. 8 (2025), 319-343



330 C. B. Ibe and O. E. Daudu

The stochastic control problem is solved by adopting the dynamic programming approach to obtain
the Hamilton-Jacobi-Bellman (HJB) equation. Solving the HJB equation gives the optimal values of our

controls. The HJB equation characterizing the optimal solution to the PFA’s problem is given as

Jt+§3[(r+§—0)+7TL(T+§—7‘L)—g)ﬁ—TrBo'BHB—
m(rl — (1 + 7w — kp)(up — CI) — (WBUB—I-ﬂ'HO'p(l—l-WL—kF)—

N N 1
yO‘A)O'/I — ur + 010/1 + ypyaya}] Jz + g(f)Jg + §UZU/ZJ§5
(37)

1_ A
+ §JI2 (7TBO'B +rgop(l+ 7 —kp) —goa — 01) (7TBO'B

. 1 5, .
-+ WHJP(I + 7 — kp) — Yo — U[)/Jij + §x2y2052/J5@ + plxyayagjig
+ J?(TrBaB +mgop(l+ 7 —kp) —goa — UI)U’ZJg—gg + e*‘sV(ca?) =0

with transvasility condition tlim E[J(t,z,£)] = 0, where p; is the correlation coefficient between income
—00

growth rate and salary process.

Using the standard time-homogeneity argument for problems with infinite-time horizon, we have

LIt X, €)= sup E: /OO eV (¢(s)2(s))ds
t

{mB(s)mH (s),wL(5),c(s)} <s<oo

= sup Eq / e WV (e(t + u)Z(t + u))du
{TI'B (t+u),7TH (t+u),7rL (t+u)7c(t+u)}0§u§oo 0

= sup Eo /000 e WV (e(u)z(u))du

{ﬂ'B (u)’ﬂ—H (U)JFL (“)7C(U)}ogugoo

(38)

=G(t, X, §)

which is independent of time and the optimal control is Markov. Hence, J(t, X, &) = e G(t, X, £) and
(38) reduces to the following time-homogeneous value function G:

Z((r+€&—c)+m(r+&—ry) — 9B — mpoplp—

TFH(TI— (1 + T, — k?p)(,u,p — CI) — (7TBO'B +7THO'p(1 + T, — kF)—

N . 1

yaA)J’I — uy + ool + ypyaya’[] Gz + 9(§)Ge + §UZU’ZG55

1 N
+ 5372(77303 +7mgop(l+ 7L —kp) —goa — a[) (TI'BO'B

. 1,5, .
+rgop(l+ 7 —kp) — goa —or) Gaz + 5-%'22;20;2/%@ + p12Yoy 0¢Gae
+ i:(wBaB +rgop(l+ 7 —kp) —goa — O'])O'/Zng +V(cx) —6G(t, X,£6) =0

with transvasility condition tlirn E[G(t,z,€)] = 0.

—00
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3.1 Power utility

1—y

Let V(C) = 10

v € (0,1) U (1,00) and ~ is a constant relative risk aversion parameter with respect to real wealth.

be the utility function of the investor with respect to consumption for v > 0 such that

We assume that the solution to (39) is of the form

Glti,6) = 1", (10)
Differentiating (40) with respect to z, zx, £, £ and z&, we have the following:
Gz =77 (1 - 7)G(t;7,€), Gz = -7 %y(1 —7)G(t 7,¢)
Ge = heG(t;7,8), Gee = (hi + hee)G(1; T, ) (41)
Gae = he(1 = 7)27'G(4 T, €).
Substituting (41) into (39), we have

0=  max {[(r+§—c)+7rL(r+§—rL)—QB—WBUBGB

{mB,mu,7L,c}
—7TH(7“I— (1+7TL _kF)(,UP_CI) — (WBUB+7THO'P(1+7TL —k‘F>_
goa)or — ur +oror +gpyoyor](1 = 7)G(t: 7, €) + g(heG(t; 2, €)

1 1 .
+ §UZU'Z(h55 + hg)G(t; z,§) — 5(7(30’3 +mgop(l+ 7 — kp) — Goa — 01) (42)

N _ 1. _
(rpos + maop(l+ 7L — kp) — joa — o7) (1 = 7)G(t: 7, £) — 53/20%’7(1 —7)G(t;2,§)
+V(cz) = 6G(t;Z,€) + (mpop + muop(l + 7, — kp) — §oa — o1)ozhe(1 — 7)G(t; Z,€)
+ mzgoyochs(1 — )Gt T, €)}-

We now divide through (42) by —(1 —)G® < 0, so that max becomes min. Hence, we have
0= min {—[(T+§—C)+7TL(T'+§—TL)—[&B—?TBO'BHB
{ﬂ—B :TFH:T"ch}
—7TH(TI— (1+7TL —I{IF)(,U,p—CI) — (7TBO'B+7THUP(1+7TL —]CF)—
he 1

goa)oy — pur + oo + jpyoyor] — g(€) i-+)  30-7) 070 (hee + hf)

(rpop + mpop(l + 7 — kp) — §oa — o1) (7pop + maop(l + 7 — kp) — foa — 01)/7

+1A202 B V(cz) " o
YO )G E, e T 1

— (7TBUB + WHUP(l + 7T — k‘F) —gos — J[)U/Zhg — plfﬂdydghg}.

(43)

DN | =

_|_

[\)

Considering (53), we obtain the optimal debt ratio, optimal portfolio strategies and optimal

consumption rate.
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3.2 Optimal debt ratio of the PFA

Definition 5. The optimal debt ratio of the investor ¢* is defined as
75 = argmin f(m1),
L

where the function

flrp) = —mp(r+&§—rL) + éWHO'P('/THUP)/(l + 7 — kp)?y + 7 ((pp — (D)7l

+oprpoi(1 —~) —opryoyhe — opmTuyo’yy + UpWH(TrBJB)"y).

1S convex.

Proposition 4. The optimal debt ratio of the PFA is given by

S = (1 — k (r+&—rz) (np — (1) opmor(l—7)
ﬂL(t)__( - F>+ * * I * * I~ * * /
(WHUP)(WHUP) 0 (WHUP)(WHUP) Y (WHUP)(WHUP) Y
opTi oy he opmi o’y opri(mhoB)

(nfop)(miop)y  (mgop)(mgyop)  (wfop)(Tiop)”

Proof. By first order condition, we have from (44) that

(9J(;§T7T;) =—(r+&—rp) +muop(ryop) (1+ 7L —kr)y + (up — (D

+opruo(1 —v) —opruoyhe — opruyo’yy + opru(mpop)’y = 0.

This implies that

W= o) horyy " o) wor)y | wgor)(mor)  (rigor)(mor)
B
1—k (T‘ +& - TL) (,UP - CI)
—(1—kp)+— e — o
T (WHUP)(WHO'P) ¥ (WHO'P)(T(HGP) ol
2
B3

We observe that the optimal debt ratio is made
Corollary 1. Suppoe the PFA becomes increasingly risk averse i.e v — oo, then
7 (t) = —(1 — kp) + x|opmi; + §o's — (7o)’ |-
op

(m5op)(mhop)

where x =

(45)

(47)
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3.3 Optimal portfolio policy for housing
Definition 6. The optimal portfolio strategy of the investor in housing 7y is defined as
w4 = argmin f(mp),
TH
where the function
flrg) =mg(rl — (1 + 7 — kp)(up — C1)) + mgop(l + 7, — kF)O'}
1
—mgop(l+ 7 — kp)ol,he + §7TH0'P(7THO'P)/(1 +7p, — kr)y (49)
+rpop(raop) 1+ —kp)y —mgop(1+ mp, — kp)yo'yy.
1S convezx.
Proposition 5. The optimal portfolio strategy in housing is given by
. opyoy op(mpop) opoi(l1—7~) opolhe
g = - - +
v v YW Uy
(50)
n 1 ( ) rl
yw [P 1+ 7z — kr)
where ¥ = (opo’p)(1 +mp, — k)
Proof. By first order condition, we have that
Ofr(m
fgf;f) = (1= (1 + 7 — kp)(up — (D) + op(1 + 711 — kp)o
—op(l+ 7 — kp)oyhe + op(mpop) (1 + 7L — kp)y (51)
+1gopop(1+ 7 — kp)y — op(1 4+ 7L — kp)jo'sy = 0
Making 77; the subject of the formular, we have
. O'PQUA Up(?TBJB) O’p(f}(l—’y) JPU/Zhg
T = - - +
LG )\ YU WUy
P1
52
n 1 ( ) rl (52)
yo [P (+m—kr)|
2
O

(52) represents the optimal portfolio weight of the PFA in housing. The housing portfolio has two

components: The speculative component 19 adjusted for depreciation in the housing asset through the

inverse of 1 + 7y, — kr and the relative risk averse index —. The hedging portfolio component 9 reflects

the investor’s desire to hedge against fluctuations in salary contribution, investment portfolio, inflation

and income growth rate risks.
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3.4 Optimal portfolio policy for inflation-linked bonds

Definition 7. The optimal portfolio strategy of the investor for inflation-linked bonds 73 is defined as
7% = argmin f(rp),
B
where the function

1
f(?TB) = mpoglp +7TBUBJ/I(1 — 7) + iﬂ—BUB('/TBUB)/V +7TBUB(1 + 7 — k‘F)<7THUP)/’)/

(53)
—ymRoROY — TROBO,he.
18 convez.
Proposition 6. The optimal portfolio strategy in indexed bond is given by
—1
= —7303(0'1 +0p) — X nsos0 — SRt mopoy + S5l o sk
1 (54)

b
+TBUBh§(U§P§ — O'/Z)

Proof. By first order condition, we have that

0
M =opglp + UBU/1<1 — ’}’) + UB(WBUB)/’)/ + 03(1 + 7 — kF)(WHUp),’y
org (55)

— gopolyy — opozhe =0

Making 7 the subject of the formular, we have

1 1— 1
7T*B — —72510393 — ( 7) ZglaBO’,[ + *Z§10‘BOJZ}L§ + E§1QO‘BO{4
Y Y Y —_——
G G2 3 “ (56)
—op(1+m — kF)(WHJp)'Z]_gl .
&

Here (56) is the optimal portfolio strategy of the investor in inflation-linked bonds. Clearly, the
portfolio strategy in inflation-linked bond has hedge components for salary, housing, income growth rate
and inflation risks. It is therefore optimal for the PFA to invest in an inflation-linked bond portfolio with

the following composition:

1. an inflation risk hedging portfolio (; proportional to the diffusion term of inflation index, the market

price of risk and the relative risk aversion coefficient %,
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2. a stock market risk hedging strategy (s proportional to the volatility of the stock price and the

portfolio policy in stock,

3. a housing risk hedging strategy (3 proportional to the volatility of the housing price and the portfolio

policy in housing,

4. a hedge portfolio {4 against salary risk, which is proportional to the volatility of the salary process

and the contribution process,

5. an income risk hedging strategy (5 proportional to the volatility of income growth rate, through the
correlation coefficient between housing assets and income growth rate, the cross derivative of h with

respect to £ and the relative risk averse index %

3.5 Optimal consumption rate

In this subsection, we determine the optimal consumption rate of the investor. For the optimal

consumption rate, we have that
oV (c)
Oc

=(1-7)G". (57)

This implies that

1

() = [z(t) e tO] e (58)
It follows that terminal consumption (i.e for t=T) is
(T = [2(t) 7] 7= (59)

Since h(t,&) = 0 as shown earlier. At ¢t = 0, we have that

¢"(0) = [y 1M 0] 74 (60)

4 Empirical Results

In this section, we provide numerical results for our models. For the purpose of relating the results
generated to pratical issues in finance and the economy, we collected average housing price data for four
states in Nigeria and bond price data for four bonds between Feburary 2018 to June 2023. The data
for average housing price for four states include: HA1, HA2, HA3 and HA4 and also, four government
bonds, referred here to as: BOND1, BOND2, BOND3 and BOND4 were collected from DMO website.

We analyse the collected data to obtain the necessary information statistic (mean, standard deviation and
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covariance matrix) required for implementing our model. Using the salary chart of Nigerian University
workers of 2009 since that is what is still being operated in Nigerian universities. We calculated the
mean and volatility of the PPM’s salary. The salary chart was obtained from the University of Benin,
Bursary Department. We analysed the data using Statistical Package for the Social Sciences (SPSS). The
inflation yearly average data collected from the International Monetary Fund between 1980 to 2023 were
analyzed. The mean and volatility for the inflation rate data were calculated as 16.6957% and 18.7755%

respectively. Table 1 shows the mean and Volatility for bonds, stocks and housing assets respectively.

Table 1: Indexed bonds and housing assets statistics

Stocks Mean  volatility | Housing Mean volatility

BOND1 0.7689 0.0712 HA1 03.4558  0.0829
BOND2 0.9073 0.0757 HA2 5.0639  0.0157
BOND3 1.1169 0.1631 HA3 2.7704  0.0663

BOND4 0.7697 0.0789 HA4 4.7701  0.0433

The covariance matrix for the bonds is

0.0770  0.0120 —-0.0720 —0.0070

0.0120  0.1840 —0.0940 —0.0830
—0.0720 —-0.0940 0.2190 —0.1000
—0.0070 —0.0830 —0.1000 0.2300

The covariance matrix for the housing assets is

0.0714  0.0026 —0.0014 —0.0288
0.0026  0.0035 —0.0006 —0.0088
—0.0014 —0.0006 0.0058  0.0221
—0.0288 —0.0088 0.0221  0.1425

OHg =

Figure 1 shows the debt ratio of the PFA against interest rate on debt over time. We observe that
the higher the interest rate paid on debt, the lower the debt ratio of the PFA. This clearly indicates that
to reduce debt burden, the PFA needs to increase the amount paid for servicing loans collected. Figure 2
shows the debt ratio for a given wealth and coefficient of risk aversion v for ¢ = 0.05 . We observe that as
the wealth of the PFA increases, the debt ratio decreases. This indicates from the PFA’s persperctive, that
the greater the wealth, the lower the burden of debt and the greater their ability to meet her obligations

to the PPM. Also, as v increases, the debt ratio increases as well.

We see from Figure 3 that with an increase in the CRRA coefficient w.r.t. debt for ¢ = 0.5, there
is a reduction in the optimal debt ratio and the debt ratio also becomes less sensitive to increase in real
wealth. This implies that a PFA with a high CRRA coefficient w.r.t. debt will accumulate less debt.
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Figure 1: Debt ratio plotted against interest rate on debt for » = 0.045, v = 0.5, z = 100 and ¢ = 0.05.
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Figure 2: Debt ratio plotted against v for r;, = 0.065, ¢ = 0.05 and r = 0.045.
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Figure 3: Debt ratio plotted against ¢ for r;, = 0.065, ¢ = 0.5 and r = 0.045.
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Figure 4: Effects of the risk aversion coefficients with respect to consumption and real wealth on optimal

consumption.
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Table 2: The optimal portfolio values for varying 3

7 s Bonds T Housing 7}
0.2 -14.5564 BONDI1 12.1089 HA1 465.9811
BOND2 3.8326 HA2 137.3668
BOND3 0.4643 HA3 206.4103
BOND4 21.4010 HA4 -810.0049
0.4 -30.3441 BOND1 14.6552 HALI 464.0026
BOND2 4.5833 HA2 136.7854
BOND3 6.5952  HAS3 205.5327
BOND4 25.8307 HA4 -806.6144
0.6 -41.1618 BOND1 17.2016 HAI1 462.0240
BOND2 5.3340 HA2 136.2039
BOND3 7.7261 HA3 204.6551
BOND4 30.2603 HA4 -803.2239
0.8 -51.9193 BOND1 19.7479 HAI1 460.0455
BOND2 6.0847 HA2 135.6224
BOND3 8.8570  HA3 203.7774
BOND4 34.6900 HA4 -799.8334
1 T T T T T T T T T
0051 T e
09 Sl
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2 p—
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Figure 5: Effects of real wealth and risk aversion coefficient with respect to consumption on optimal

consumption.
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Figure 4 plots the effects of risk aversion coefficients w.r.t. consumption and real wealth on optimal
consumption. We observe that optimal consumption increases w.r.t. « and ~. Figure 5 demonstrates the
effects of real wealth and CRRA coefficient w.r.t. consumption on the optimal consumption of the PFA.
We find from Figure 5 that optimal consumption decreases with an increase in real wealth and increases

with an increase in the CRRA coefficient w.r.t. consumption.

Table 2 shows the PFA’s optimal portfolio returns for varying values of the contribution of the plan
member for other parameters remain fixed. It is observed that as the contribution of the PPM increases,
portfolio values in stocks and indexed bonds increases as well. However, the risk-free portfolio and housing
asset decreases except for HA4 that increases with an increase in g. This shows that the PFA should invest

more in indexed bonds, stocks and HA4 as the contributions of plan members increase.

5 Concluding Remarks

We now provide the concluding remarks for this paper. We have considered the optimal investment
strategies, debt ratio and consumption plan for a DC pension scheme. The model was studied under five
background risks that included inflation, stock, housing, income rate and salary risks. The asset class for
this study was divided into two: housing and financial assets. The optimal debt ratio, optimal portfolio
strategies and optimal consumption plan of the PFA under the CRRA utility function were obtained. We
found that the optimal debt ratio depends on interest rate paid on debt, the nominal interest rate, CRRA
coefficient with respect to real wealth and debt, the optimal wealth and income growth rate. The optimal
portfolio strategies were found to made up of five components and their explicit form were also obtained.
From the numerical analysis the following were found: (i) that the optimal debt ratio is positively related
to the risk aversion coefficient with respect to real wealth but inversely to the risk aversion coefficient
with respect to debt, (ii) that optimal consumption is positively related to the CRRA coefficients w.r.t.
consumption and real wealth, (iii) with an increase in contribution by the PPM, investment in stocks and

indexed bonds increase but the riskless asset and housing experience a decrease expect for HA4.
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