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Abstract

We consider the optimal portfolio problem where the interest rate is stochastic and the agent
has insider information on its value at a finite terminal time. The agent’s objective is to optimize
the terminal value of her portfolio under a logarithmic utility function. Using techniques of initial
enlargement of filtration, we identify the optimal strategy and compute the value of the information.
The interest rate is first assumed to be an affine diffusion, then more explicit formulas are computed
for the Vasicek interest rate model where the interest rate moves according to an Ornstein-Uhlenbeck
process. We show that when the interest rate process is correlated with the price process of the risky
asset, the value of the information is infinite, as is usually the case for initial-enlargement-type
problems. However since the agent does not know exactly the correlation factor, this may induce
an infinite loss instead of an infinite gain. Finally weakening the information own by the agent, and
assuming that she only knows a lower-bound for the terminal value of the interest rate process, we
show that the value of the information is finite.
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Optimal portfolio, Enlargement of filtrations, Vasicek interest rate model, Value of the information.
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1 Introduction

The mathematical models used to construct optimal portfolio strategies usually assume that investors, or
traders, rationally use at each time all the information at their disposal in order to optimize their future
utility. In the standard setting, the accessible information is given by the historical prices at which the
assets that make up the portfolio have been traded in the past.

However, the information own by an investor could actually be larger than the standard one. For
example, the agent may get additional information on the business underlying the asset, as well as she
may include public information generally accessed by financial publications.

In some specific situations, the trader may access and take advantage of private or privileged infor-
mation, even if this last option is usually considered not legal according to the rules governing the public
stock exchanges. This type of information is of different nature with respect of the one mentioned above
as, in this case, it anticipates the future trend of the risky asset and may generate arbitrage opportunities.

It is therefore of interest to understand how to introduce anticipative information in the stochastic
models used to construct the optimization strategies and to value the performances of these strategies
with respect to the ones that do not make use of the privileged information. This approach, besides
their intrinsic mathematical interest may furnish a tool to detect irregularities in the markets as well as
to estimate the real value of the favored position of the insider traders.

Continuous-time portfolio selection problems were introduced in Merton [1969], Pliska [1986] an Karatzas
et al. [1987], these treated single-agent consumption/investment problems and constructed an optimal
portfolio for power and logarithm utilities. The portfolio optimization problem in complete market was
originally introduced by Karatzas et al. [1987], who introduced the use of the martingale methodology.
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Then, the portfolio optimization with insider information was first studied by Pikovsky and Karatzas
[1996]. There, the technique of enlargement of filtrations was used to compute the martingale represen-
tation of the price process with respect to the enlarged filtration of the insider trader and, by a standard
application of It6 calculus, the utility maximization problem was solved by getting the insider trader
optimal strategy.

Ever since, many authors have used this approach to study the insider trader problem, such as
in Amendinger et al. [2003], where the financial value of initial information is calculated by modeling the
market as semi-martingales.

Another approach to the problem, differing from the enlargement of filtration, was considered by Bau-
doin [2002]. The author introduces the conditioned stochastic differential equations and defines the con-
cept of weak information, that is, the insider has knowledge of the initial filtration and the law of some
functional of the paste and future price history. Among the latest techniques used in this context we
mention the (generalized) Hida-Malliavin calculus and white noise theory that uses forward stochastic
integration, see for example Kohatsu-Higa and Sulem [2006] and Biagini and Oksendal [2005].

The original contribution of our work is to analyze the case when the additional information is not
directly related with the price process of the risky asset but it concerns the future value of the interest
rate process. In this respect we show that when the driving processes of the price process of the risky
asset and the interest rate process are correlated, the informed agent may take advantage of an arbitrage.

Depending on the type of information the arbitrage may be unbounded. However we show that if
the insider trader uses an inaccurate model, meaning that her estimation of the correlation coefficient is
not precise, her opportunity can turn into an infinite loss.

Finally we show that when the privileged information is not exact, but it only gives a lower bound
for the future value of the interest process, the value of the information is actually finite.

It is worth to point out that the assumption of an affine diffusion structure for the interest rate
process, leads to explicit and almost handful expressions. This class of models includes, as a special case,
the Ornstein-Uhlenbeck process and therefore it allows to analyze in very detail the well known Vasicek
model, introduced in Vasicek [1977].

The optimal strategy with insider information strongly depends on the privileged information, and
it largely differs form the Merton optimal strategy. It seems reasonable to think that it may lead to the
design of effective tests for fraud detection, similarly to as suggested in Bernard and Vanduffel [2014]
and in Grorud and Pontier [1998]. However this line of research is not addressed in this paper.

The analysis done in this paper follows and extends the stochastic models for insider trading strategies
studied by Pikovsky and Karatzas [1996], Amendinger et al. [1998] and Baudoin [2002]. Our approach
therefore differs from the one followed in Guasoni [2006], Buckley et al. [2012] and Buckley et al. [2014].
As explicitly mentioned in Buckley et al. [2016], the approach there is the opposite one, starting from a
larger filtration, the one known by the institutional investors, that is then restricted to take into account
the smaller information own by the retail investors. It is remarkable to note that the mean-reverting
process used in Buckley et al. [2016] to model the mispricing and the asymmetric information is again
an Ornstein-Uhlenbeck process.

As explained more in details in the following sections, we look for an optimal strategy that maximizes
the expected logarithmic utility of the terminal wealth of a portfolio made of two assets, one risky and
one riskless:

sup E[U(XF)] = E[U(XF )] , (1a)
€Ay
dX[ = (1 —Wt)XgrRt dt+7TtXtTr(7’]t dt-i—ft dBt) . (1b)

In (1b), m is the agent’s strategy, X; represents the wealth at time ¢ of her portfolio, R; is the
stochastic interest rate and B; is a standard Brownian motion. We assume that the agent owns insider
information, and we model this assumption by specializing the filtration H, that determines the class
of adapted policies, Ay, among which the optimal strategy must be chosen. In particular we focus on
different kinds of information that the agent may own about the terminal value of the interest rate
process, and for these cases we obtain the optimal portfolio together with a quantitative estimation for
the value of her insider information.

We start by assuming that the process R = (R, t > 0) belongs to the class of affine diffusion. Then
to make the results more explicit we specialize the computation for the case R is an Ornstein-Uhlenbeck
process, that we denote by Y.

In Section 2 we introduce in more details the general model with the interest rate process modeled as
an affine diffusion. The end of the section contains a brief summary of the used mathematical notation.



We analyze the general model under the insider information assumption in Section 3 where we compute
explicitly the optimal strategy. In Section 4 we specialize the model by assuming that the interest rates
follow an Ornstein-Uhlenbeck process. This corresponds to the popular Vasicek model. For this model
we analyze a strong type of insider information, by assuming known the final value of the interest rate
process, and for it we compute the optimal portfolio. Then, in Section 5, we show that this type of
information carries an infinite value, that may be positive or negative according to the accuracy of the
estimated correlation coefficient. In Section 6 we introduce a weaker type of information assuming that
only a lower bound for the final value of the interest rate process is known and in this case we compute
again the optimal portfolio and the value of the information that in this case turns out to be finite. We
conclude in Section 7 with some concluding remarks.

2 Model and Notation

As a general setup we assume to work in a probability space (Q, F,F, P) where F is the event sigma-
algebra, and F = {F;,¢t > 0} is an augmented filtration that is generated by (or at least contains) the
natural filtration of a bi-dimensional Brownian motion (B¥, B%) = ((BF, BY),t > 0), whose components
have constant correlation p.

We assume that the portfolio is made of only two assets, one risky, that we call S = (S, t > 0)
and the other risk-less D = (D, t > 0), and both processes are adapted semi-martingales in the defined
probability space. In particular their dynamics are defined by the following SDEs,

dD; = Dy Ry dt, (2a)

where R = (R, t > 0) is the instantaneous risk-free interest rate, sometimes also called the short term
rate [Gibson et al., 2010]. The drift and the volatility of the risky asset are given by the processes
n=(p € R, t>0)and £ = (& € Ry, t > 0), respectively. They are assumed to be adapted to the
natural filtration of the process B° with 1 and 1/¢ bounded. The interest rate process R is assumed to
be an affine diffusion, satisfying the following SDE

dR; = a1 (t) Ry + ax(t)] dt + ba(t)dBE | (3)

where the deterministic functions ai,as,bs are sufficiently smooth functions. This class of processes
includes as a particular case the Ornstein-Uhlenbeck process, in this paper denoted by Y = (Y3, t > 0),
satisfying the well known SDE

dY; = k(u — Y;)dt + 0dBE (4)

where k, i, o are given parameters. This process was proposed for modeling the interest rate in Vasicek
[1977].

Using the above set-up, we are going to assume that an investor can control her portfolio by a given
self-financial strategy m = (m, 0 < ¢ < T), with the aim to optimize her utility function at a finite
terminal time 7" > 0.

If we denote by X™ = (X7, 0 <t <T) the wealth of the portfolio of the investor under her strategy
m, its dynamics are given by the following stochastic differential equation, for 0 < ¢ < T,

dXy dDy dSy

Xgr ( 7Tt) Dt + St ) 0 zo , ()

that can be reduced, using the expressions in (2), to the following form
dX[ = (1 —m) X[ Re dt + me X[ (m dt + & dBf) , Xo=uxg . (6)

Usually it is assumed that the strategy m makes optimal use of all information at disposal of the agent
at each instant, and in general we are going to assume that the agent’s flow of information, modeled by
the filtration H = (H;, 0 <t < T), is possibly larger than filtration F, that is F C H.

Defining by Ag all the admissible H adapted processes, we define the optimal portfolio 7* = (7}, 0 <
t <T), as the solution of the following optimization problem,

Vi = sup E[U(X7)] = E[U(XF)], (7)



where V% is defined as the optimal value of the portfolio at time 7' given the information H, and the
function U : Rt — R denotes the utility function of the investor. This function is assumed to be
continuous, increasing and concave. For sake of simplicity, following the main trend in the literature —
as it allows to determine the solution in an explicit form —, we assume a logarithmic function for the
utility, that is U(z) = In(x).

In the following sections we consider two kinds of initial enlargements; a first one, stronger, under
which the investor is assumed to know exactly the future value of the interest process, Ry, and a second
one, weaker, where the investor knows only the value of a lower/upper bound, 1{Rz > ¢}. The filtration
H in the former case will be denoted by G = (G, 0 <t < T), with

Gi = Fi\/ o(Rr) , (8)

and we denote the corresponding strategies in Ag, with 7. In particular we will use the ~ decoration to
denote all the functions that will make use of the additional information in G. In the latter case the
filtration is denoted by G = (G, 0 < t < T') where

gt:ft\/a(l{RTZC}) ) 9)

and we will use the corresponding decoration ~, such as in @ € Ag. It is immediate to see that the
following inclusions hold ~
FcGcG. (10)

2.1 Additional Notation

Given two random variables X and Y, we write X ~ Y to indicate that they have the same distribution.
The notation A (u,?) denotes a normal random variable with mean p and variance o2. ®(z) denotes
the cumulative ditribution of a standard Normal random variable. With fx(z), we denote the density
function of X evaluated at = and by fx|y(z|y) the value of the conditioned density function at x given
{Y =y}. P, E and V denote the probability, the expectation and the variance operators. (fg)(z) is

sometimes used to denote the product f(z)g(z) and f 2 g means that lims_o f(§)/g(6) = 1. We may
omit to explicitly indicate § when it is clear form the context.

3 General Interest Rate

Combining equations (3) and (6) we get the following system of stochastic differential equations,

{dX;f = (1 —m) X7 Ry dt + m X[ (e dt + & dBY) )

dR; = [a1(t) Ry + az(t)] dt + bo(t)dBE

that solved with respect to the filtration F gives the evolution of the interest rate process and the portfolio
wealth, as seen by a non-informed investor.

In order to analyze the same processes adapted to the enlarged filtration G defined in (8), following
standard techniques of enlargement of filtrations, we look for the semi-martingale decomposition of the
pair (BT, B¥) with respect to a new bi-dimensional G-Brownian motion (W%, W), whose coordinates
will be shown to share the same correlation p.

We achieve this new representation by expressing the process R, now seen as adapted to the filtration
G, in the following way

dR; = (R, Ry, t, T)dt + 9(Ry, Ry, t, T)dW[ | (12)

where we compute the functions u and v as the infinitesimal G;-conditional mean and variance of the incre-
ment process of R;. Similar results could have been achieved by applying Jacod’s theorem [Amendinger
et al., 1998, Jacod, 1985] as shown in Jeanblanc et al. [2009, Theorem 5.9.3.1], however we prefer to
go for a more direct approach that gives, as by-product, the complete distribution of Ri1s|G;, with
0<5<T —t.



3.1 Analysis of the R process

Assuming integrability for the functions a1, a2, and by in (3) it is easy to see [Jeanblanc et al., 2009,
Example 1.5.4.8] by applying Itd’s lemma, that the process R admits the following explicit solution

= ta “(z)dz tgflsc R
Rt_wt[Rw/ouw @) do+ [ Gwv)(@)ant| . (13)

where the function ¥, ; = exp (f; al(x)dx), and we used the simplified notation ¥(t) = U, = ¥y . The

process R is Markov and it is Gaussian when Ry is normal distributed.
To compute the distribution of R;y5|G: for 0 < § < T —t, we need the following lemma, that besides
its simplicity we state here as reference for the following calculations.

Lemma 1. Let Z; be a Markov process adapted to a filtration F, then under the filtration G it holds
f2005120,2:(0las ) = fz,,52,(b|a) f2112,,,(c|b)/ 212, (c|a) (14)
I20:516.(0) = fz,.5120.2: (0| Zt, Z7) | (15)
and in particular, Eg,|Z] = Ex,[Z:|Z7].
Proof. Equation (14) follows by a direct application of twice the definition of conditional density function
b ,b
I2. 51202+ (bla,c) = fz.(a) fz,.52.(b|a) f2:12,.2,,,(c|a,b)
’ fz,(a) fz,)z.(c|a)

_ J2.512.(010) fz712,,5(c] D)
fZT‘Zt (C ‘ a‘)

)

where in the second equality, we used the Markov property. Also (15) follows by the Markov property,
Le. E[fzt+5 (b)|gt] = E[th+5 (b)|‘Fta ZT] = E[th+5 (b)‘Zh ZT]' O

Given that R is a Markov process, by (14) — (15) we reduce our problem to the study of the distribution
of (Rs|R,,) for 0 < u < s. We can calculate it by conveniently handling the explicit expression in (13) as
we show in the following lemma.

Lemma 2. Let R; be the process defined by (3). For0 < u <'s, the conditioned random variable (Rs|R,,)
has the following distribution

(Rs|Ry) z/\/’(\l’u,sRu—i—\I}S / (a2¥™) (z)da, \112/

u

) (b0~ 1)? (x)dx) (16)

Proof. Using equation (13), we can express the value of R, in terms of its value at time w in the following
way,

Ry =W, W, Ry +/Ou (as @) (x)da:+/: (a0 (2)da
+ /Ou (b2¥~ ) (2)dBE + /u (b2¥") (2)dBE]
=0, sR, + ¥, [/us (a2¥™Y) (z)da +/

u

(b0 h) (x)dB}j] : (17)
The result then follows by identifying the deterministic and stochastic part of formula (17), the latter
gives the variance by applying the It6 isometry. O

Using the above expression we finally can compute the complete distribution of R;1s|G; as shown in
the following theorem.



Theorem 3. The conditioned random variable (Ryys5|Rt, RT) =~ (Rit5|Gt) is Gaussian, whose parame-
ters are given by

T (b0 (2)da t+3
E[RH_(;‘Rt,RT] = f}—i;s((b \I}l))2 (i))dx ‘Ilt,t-‘réRt + \I/t-i-é/t (GQ\P_l)(m)d$‘|
j;”é(bg\ll*l)Q(x)dz |:RT —¥r f:ré(az\ll’l)(x)dm} (18a)
[F (b0 1)2(2)d Ly ’
T (o) (2)da t+6 )
Y finsalfin fir) = fff?&((b;\lf—l))2 (i‘))dx [\P?”/t (=975 (IW] ' e

Proof. The proof follows by applying Lemma 1 and Lemma 2 and by rearranging terms in such a way
to eventually identify the density function of a Normal distribution and its parameters. Since the steps
are quite technical we defer the details to the appendix. O

3.2 Differential Coefficients

Known the density of the variable (Ryys| Rt, Rr), we can compute the first term of the Taylor expansion
in 0 of its parameters, that allows to compute the functions @ and ¢ in (12) by the formulas

E[Ri1s — Ri|Ri, Ry) = 4(Re, Ry, t,T) 5 + 0(9) , (19a)

E[(Riys — Rt)?|Ry, Ry] = 9*(Ry, Ry, t,T) 5 + 0(9) . (19b)

Since the quadratic variation does not depend on the filtration, it will follow that 0(Ry, Ry, t,T) = ba(t).
Lemma 4. The @ and © terms in the expansions (19) are given by

W(Re, Ry, t,T) = a1 (t) Ry + az(t) + g, 7(Re, R7) (20a)

O(Re, Ry, t,T) = ba(1) (20b)

where

(b2 T1)2(2) [RT — Uy Ry — U ftT(aQ\Iﬂ)(x)dz]
Uor [ (b2U1)2(2)da '

Proof. The term in (20a) follows by computing in the expression (18a) the lims_,q E[R¢+s— R:|R¢, R7]/0.
The result follows by applying the following estimates

gt,T(RtaRT) = (21)

t+0

Yers [ 0 ) @)de 2 an(t) ;

o Jy
1 t+6 s
5 v L e
t
T _
1 \Iftt+5ft+‘5(b2\ll 1)2dx71 % an(t) - (bW~ 1)2(¢) .
o\ [T (b w12 da [T (b0 1)2 da

In the same way, using that E[(R;1s — R¢)?| R, Rr] ) V[Rt+s — Re| Ry, Rr) we get (20b) from (18b) and
the estimate W2 (b T~ 1)2(£) < [by(£)]2. O

3.3 Optimal Portfolio

The analysis above allows to rewrite the SDE (11) expressed in the filtration F under the filtration G as
shown by the following proposition.

Proposition 5. Under the filtration G the processes X* = (X[, 0<t<T) and R= (R;, 0 <t < T)
satisfy the following SDE:

dX] = (1 — #,)XF Ry dt + 7, X[ (nedt + &:dBy)

dR; = gt7T(Rta RT) dt + [a1 (t)Rt + a9 (t)} dt + by (t)thR (22)
dBf = g, 1(Ry, Ry) dt + AW
ba(t)



where (WE,WS) = (WE,W),0 <t < T) is a bi-dimensional G-Brownian motion with constant
correlation p.

Proof. Since BT and B® have constant correlation p, we can write

B = pBf +y/1—p? W, (23)

where W = (W;, 0 < t < T) is an F-Brownian motion independent of B®. By Lemma 4, the semi-
martingale representation of R under H is given by

dRy = go,r(Ry, Rr) dt + [a1(t) Ry + a2 (t)] dt + ba(t)dW [ (24)
with WE = (W[E, 0 <t < T) being a G-Brownian motion. Expressing B in terms of R and W% we get

th — [al (t)Rt + a2(t)]dt o gt,T(Rt; RT)
bo (1) 0

and using (23) we get the H semi-martingale representation of B as

dBy = pdBJ +v/1 — p2dW,
= ézt)ﬁt,T(Rn Rr)dt + pdW{ +/1 = p2 dW; . (26)

dBEt = dt +dwit | (25)

To complete the proof, we define the process W*° = (W7, 0 < t < T) by setting W = pW[ +
V1 — p2 W, that satisfies E[W W[ = p. 0

The semi-martingale representation of the wealth process in G allows to solve for the optimal strat-
egy 7 that maximizes E[In(X7)] along the lines of Karatzas et al. [1987] and Merton [1969]. This is
summarized by the following main result.

Theorem 6. The solution of the optimal portfolio problem

sup En(X7)]; withG=F\/o(Rr) (27)

where (XF, 0 <t <T) satisfies (22), is given by
—1)2 T -1
_ Rt P (bg\If ) (t) (RT — \Ijt,TRt — \I’T ft QQ\I/ (.Z‘)dl‘)

7}: = L 2 + b T _
& 2(t) & Uyp [ (b2 0—1)2(2)dx

(28)

Proof. Using the expression (22) and applying Ito’s lemma we compute the expected value of In X{}‘ as

X7 r
E [m Xt} = / E [ I (7] dt (29)
0 0
where R R e
Lip(z) =2 P (R Ry) ) o — 2o 30
t;T( ) 2 + ( §f2 + bz(t) Etgt,T( ty T)) X 2 .T ( )
We immediately get that
sup E {ln } E [sup I, p(7)]dt, (31)
TE€Ac €A

and the equality follows from the fact that the optlmal strategy that optimizes the right-hand-side
of (31) belongs to Ag. To compute it we equate to 0 the first derivative of I; p, obtaining (28). Since
If'p(7f) = —€2 < 0, the solution indeed identifies a maximum. O



4 Ornstein-Uhlenbeck Model

In this section, we consider the case in which the functions aq, as, by are constant. Doing so, the model
of the interest rate is assumed to be an Ornstein-Uhlenbeck process and satisfies the following SDE

dY; = k(p — Yy)dt + odB) ,t > 0, (32)

where 1 € R and o,k € RT. This model was introduced in the financial setting in Vasicek [1977], and in
the previous context, it consists in setting

a1(t) ==k, as(t) =ku, ba(t) =0 . (33)

By Ito’s lemma, it is easy to verify that (32) admits the following explicit solution,

t
Vit (Y- e ™ 4 u(1-e M) po [ e Hay, (34)
0
and it is a Markov process, Gaussian if Yj is Normal distributed. Given the starting value, its marginal
distribution at time t is given by,

(Ve Yo) = N (u(t, Yo),0°(1)) (35)

where u(t,y) = pu+ (y — p)e " and o%(t) = 0% (1 — e~ %) /2k = o2 sinh(kt)e k! /k.
Proceeding along the lines of Section 3, we rewrite the semi-martingale representation of Y under the
filtration G, that in this case allows for explicit expressions.

4.1 Analysis of the Y process

The Ornstein-Uhlenbeck process has the characteristic property to be the unique Gaussian Markov
process being stationary, as it was firstly shown in Doob [1942]. Stationarity means that (Yi4s|F:) =~
(Ys|Fo), for t,6 > 0, and it leads to a strong simplification of formulas as shown by the following lemma
that details the results of Theorem 3 in this specific case.

Lemma 7. The conditioned random variable (Yii5|Y:, Yr) = (Yiys|Gt) is Gaussian, whose parameters
are given by

o2 e—2k(T—t—§) o2 _
BlYisalYis Yol =g (e 46 = To¥) + Z5 e ), (36a)
V[YepslVi, Ye] =7 (TUZ(tT__‘?)” ) (36b)

Looking at the first order Taylor expansions of the above expressions we get

Proposition 8. The variable (Y15 — Y;|G:) has the following differential mean and variance

E[Yiys = YilYe, Yr] £ k(n = Yo) + fur (Ve Yr) (37)
VI(Yers — )2 |Ys, Yr] 2 02 (38)

where A .
fer(Ye,Yr) = Smb(k(T — 1) ((/i — V) e HI0 — (- YT)) . (39)

4.2 Optimal Portfolio

We are now ready to formulate and solve the optimal portfolio problem for the insider trader under the
assumption that the interest rate follows the model given in (32). We repeat here the dynamics of the
portfolio of the investor given in (11),

{de = (1 — 7)) X[ Yy dt + 7 X[ (e dt + & dBY) (40)

dY; = k(p — Yy)dt + odBY



and we remind that the strategy 7 is looked for in the set Ag of G-adapted functions with the aim to
optimize the terminal expected value of the wealth, E[In(XX)]. Since G = F\/ o(Y7), the investor is
informed, since the beginning, about the final value of the interest process, Y7 .

To solve the optimization problem it is useful to rewrite (40) in an equivalent form, because, in the
filtration G, the bi-dimensional process (BT, BS) = ((BF, By),0 <t < T) is not anymore a Brownian
motion, but just a semi-martingale. We use the expressions (37) given in Proposition (8) to get its
martingale decomposition in the filtration G, as shown in the following proposition.

Proposition 9. The dynamics of the wealth of the G-adapted portfolio solve the following system of

SDEs R . R
dXT = (1= #)XTYy dt + 7 X7 (nedt + &dBY)

dY; = foo(Ye, Yr)dt + k(- Y3) dt + o dW,” (41)
dB? = gft,T(Y;hYT) dt + dW?

where (WY, WS) = (WY, W£),0 <t < T) is a bi-dimensional G-Brownian motion with constant
correlation p.

Proof. The proof follows along the lines of the proof of Proposition 5. O

Using the above representation and by applying standard optimization techniques we are finally able
to find the optimal strategy.

Theorem 10. The solution of the optimal portfolio problem

sup E[n(X7)];  with G =F\/o(Rr) (42)
TeAg

where (X[, 0 <t < T) satisfies (41), is given by

Ak e — S/t P k —R(T—t)
- ok — Y ~(u=Y7)) . 43
Wt & o&sinh(k(T —t)) ((“ v)e (n T)) (43)
The optimal value of the portfolio is given by
T e
VG:/ E[Yt—k(&;t)}dt. (44)
0

Proof. The proof follows along the lines of the proof of Theorem 6, by expressing the expected value of
the utility of the terminal wealth in the following form

X7 Loty
E|ln—| = E |:€t It,T(ﬂ-tﬂ dt (45)
Xo 0
where )
Y e — Y P ; zr
1 == — Y, Y, - —. 46
o) = g+ (Mgt 4 L fur v ) o - 5 (46)
Equation (44) follows by substituting the optimal value 7} in (45). O

5 The Price of Information

In this section, we calculate the benefit that an insider trader would obtain from the additional informa-
tion on the future value of the interest. We recall formula (7) that given a filtration H containing the
basic or natural information flow F, i.e. F C H, defines the optimal value of the portfolio as

VH .= sup E[In(XF)] = E[In(XF)] . (47)

This allows to define the advantage of the additional information carried by H as the increment in the
expected value of the optimal portfolio with respect to the one constructed by using only the accessible
information in F.



Definition 1. The price of the information of a filtration H D F, is given by
AVE = VE v (48)
Where the quantities on the right-hand-side are defined in (47).

In the following we continue to work with the Vasicek model in (32). By Merton [1969], it is known
that the optimal portfolio in the absence of insider information is given by the strategy

MYy
g

while, according to the results of Theorem 10, using the insider information, modeled by the enlarged
filtration G, we have that the optimal strategy is given by

Ly (0 = = = e ) (50)

(49)

Ak sk
Ty =T +

The results of this section surprisingly show that the information carried by G, even if it refers to the
only interest-rate process, is so strong that implies an infinite value. However since the sign of this value
is shown to strictly depend on the accuracy of the model used by the trader in following her strategy, it
implies that she can incur in an infinite loss when the accuracy is low.

To simplify calculations, we are going to make the following standing assumption

Assumption 1. The processes n and & are deterministic.
Hiwever this assumption can be easily relaxed at the price of having more complicated formulas.

Lemma 11. Characterization of the moments of the process m*:

hm E[7]] <+, (51)

/ V[# . (52)

Proof. To get (51), by (50) and using the expansion 1/sinh(x) = 1/x + o(1), it is enough to prove that
Yr — i — (E[Y; Yo, Y] — p)e ™00 = O(T 1) .
Moreover, expanding exp(—k(T — t)), this is equivalent to show that
Yr — E[Y|Yo,Yr] = O(T — t).

Using (18a), after some algebraic manipulations, we get

o2 o2(T —
E[Yi[Yo, Yr] = — 862’”%@ —T.Yr) + OEQT(T)t)u(t,Yo)
efkT 0.2
T (1 1) (s = KV =)+ (e o))

that implies the result. To prove (52) we assume p > 0, the case p < 0 follows along similar arguments
by using (51).

k e—k(T—t) 2
/ Viz dt>/ VYt|Yo7YT]( ggtsmh(k(t))> dt
2

T 2 (1 _ ,—2k(T—t) _ =2kt —2k(T—t)
:/ o (L-e )(1—e )<p2ke )dt
0

2k 1 — e~2kT & 1 — e 2k(T-1)

, Ak T (1= e 2M) [ o4k(T-1)
T A Z; <1 - e—2k(T—t)> dt = +o0,

t

where in the first step we used the fact that the strategy 7* can be written as

1 k[) efk(Tft)
2 ¥ g smn(k(T — 1))

for some deterministic function h. O

#f =77 Yy, Yr) = =Y, ( > + her(Yr) (53)

10



Proposition 12. The value of the information, AVS., of the insider trader is infinite.
Proof. To see this, just use E[(r})?] = E[r}]?> + V[r}] and apply Lemma 11. O

Now, we assume that the insider trader does not know the exact value of the correlation p. We denote
her estimation of the correlation by p.

Proposition 13. Assuming that the insider trader uses an estimation of the correlacion factor p, say
p, with p # p the value of her information is still unbounded but it is equal to

_ [ oo ifplp>1/2
AVr = { —00 otherwise ’ (54)
Proof. We begin by assuming that the insider trader follows the following strategy, with p # p.
7o =i + = for (Y, Yr) (55)
o &t

therefore the expected terminal utility of her portfolio will be equal to

a7 _ p s _mig
E[lnXt ] = E (1 — 7Tt)Y;5 + 7ft,T(}/ta YT)ﬂ't — dt
0 t

o& 2
T 2 2 2 ;
Y, 7 o Jor (Y, Yr) fir (Y, Yr)
— ElY, + L It _ ) ’ — oy ik >
[ Bl g g+ -

+ % (pp - ;f) (ft,T(%YT))Q} dt .

Using Lemma 11, all terms are integrable but ft%T(Yt, Yr). Therefore we are left with studying the sign
of pp — p*/2 = p*(p/p — 1/2), from which the result follows. O

As foretold, Proposition 13 shows that the insider trader is required to estimate with some accuracy
the actual value of the correlation coefficient p in order to gain from her privileged knowledge and not
to incur in an infinite loss.

6 Interval-type information

In this section, we assume the insider trader doesn’t know the final value of the interest rate, Yr, but
she knows if it will be greater than a given value p. To this aim we introduce the random variable
A = 1{Yr > p}, together with the following filtration

G=F\/a(A). (56)

It is obvious that F ¢ G C G. To calculate the optimal portfolio 7, we will compute the new drift of the
conditioned process adapted to G. By mimicking the calculations done in Sections 3 and 4, we introduce
the following correction function for the drift of the interest rate

- 1 ~ 1 ~
fer (Y, A) = lim < [Yius = YiG| = (k(n = Y2) = lim =B [ BlYis — YilGi]|G] - (k(n— Y1)

= B |fur(YY2)IG:] - (57)
The next proposition gives the probabilistic interpretation of the above function and a simple expression
to compute it.

Proposition 14. The variable (Yiqs — Yt|_C';t) is Gaussian and it has the following differential mean and
variance

E[Yis — YilYe, Al 2 k(u — Y2) + for(Ye, A) (58)
VI[(Yiss — Y2)2[V;, A] 2 02 (59)
where
~ Y =
ir(ysa) = g%+ fa(p % —0) (60)

(1—a)+ (2a—- )P 2 plY; =y)’
with a € {0,1} and y € R.

11



Proof. Applying the definition of the conditioned expectation to (57), we can compute the drift of the
interest rate process, for example when the condition {Yr > p} is satisfied, as follows

E[1{Yr > p}fir(Vi,1)] = E []l{YT > p}ft,T(Y;f’YT)} .

This formula allows to compute the value of f;7(Y;, 1) as in equation (61a) below. Equation (61b)
follows along similar arguments.

- B f{YTZP} ft,T(ya U) dPT*t(u|y)
ft,T(y7 1) - P(YT > p|}/t — y)

_ I{YT<p} ft,T(y, u) dPr—¢(uly)

N Y] =T (o)

(61a)

where Pp_y(-|y) is the distribution of (Y7_;|Yy = y). Substituting in (61a) the explicit expression of f,
given in (39), the numerator can be written in the following form

/poo frrdPr_; = /poo smh(kat)) (u— (T —t,y)) dPr—¢(uly)
k

= mE[H{YT > p}(YT — M(T — t,y)) | Y, = y]
k

= s ) el Ye=y) .

with u(t,y) and o2(t) defined below equation (35), and where, in the last step, we used the obvious fact
that if Z ~q N(u,0?), then E[1{Z > c}(Z — p)] = 0% fz(c).
Substituting back in (61a) we finally get,

fye(P|Y: =)
P(Yr>plYi=y)’

Frr(y,1) = o M0

and repeating the same procedure for (61b) we get the result. O

Since G C G, the G-Brownian motion (W%, W¥) is also a G-Brownian motion, and we can write the
process Y; as the solution of the following SDE

dY; = for(Ye, A)dt + k(u — Yy)dt + adW, .

The above expression together with the arguments of Subsection 3.3, allows to write the dynamics of the
portfolio under the strategy of the insider trader under the information flow G.

Proposition 15. The dynamics of the wealth of the (@-adapted portfolio solve the following system of

SDFEs ; : _
AXT = (1 — 7)) X[Y; dt + 7, X[ (ny dt + & dBY)

dY, = for (Y, A)dt + k(u — Y;)dt + odW,) (62)
dBS = L fyr (Y, A)dt + dWE

where (WY W) = (WY ,W72),0 < t < T) is a bi-dimensional G-Brownian motion with constant
correlation p. In particular, the optimal portfolio in the market is given by:

e — Yy Pz
2 +07£tft,T(Yt,A)- (63)

We are now ready to state the main result of this section.

=7 (Y, A) =

Theorem 16. The value of the information, AV% of the insider trader is finite.

12



Proof. Proceeding as in formula (44) and using the expression in (63) we can compute the value of the
information as
. T ~ %\ 2
Ve :/ E {YH— L“;t) } dt
0

T
:/E
0

The mean and variance of Y; are integrable,

1 -, . 2
m(”t t+”ft,T<Yt,A>) i . (64)

2 &2 o &t

! _ [ —kt g — Yo —p) —kT
E[Y;|dt = w4 (Yo — p)e "dt = uT + A (1—-e™) < 400,
0 0

T T 2 2
_ 9" 4 2kt 4 __—2kT
/0 V[Yi]dt 7/0 Qk(l e “")dt = QkT 4k2(1 e ) < 400 .

A repeated application of the inequality (a +b)* < 2(a® 4 b*) implies that to have a finite value of the
information we are left with proving that E[(f; r(Yz, A))?] is integrable in [0, T]. By rewriting

B |(Fur )| = B| (7 vi0)” Pla = o) + (firtvio 1) Pla = 177

and using the following definitions

o —2k(T—t) 1 1 , . 9
o=y (5 + ) @ o
2(y) = (T —t,y) —p)/o(T = 1) (66)
we have
; *| 2 Eju(z L A (Y=t Yo)
B |(Fur )| = Bl = o5 [ utct.or (LEE ) ay.
Applying the change of variable in (66) with
y(2) = p+ (p— e T 4 z0(T — ) 0
Cylz) —p(tYe) M _
o2) = =70 o= o FoT =D+ @ p) = (o - e ™)
we have
e—k(T t) 1 , 2 -,
Blu(=(¥;).1)] = ot ( 5 ) P )
1 —k(T t) 1 1 , . 9 i
e ). (6 @(_2))@( e
1
= on e(t) I
where we used that ®'(z) < 1/v/27 and we made the following definition:
ohe—k(T—1t)
Y(t) = (Do(T =D (67)
AN 1 s
N [ (®8)

By Lemma 17 and Lemma 18 in the Appendix, I is bounded by a constant, and the function ¥(t) is
integrable in [0, T]. Therefore

/OT E |:(,]FtT(Y2, A))Q] dt = /OT Elu(2(Y};),t] dt < oo (69)

and the value of the information is finite. O
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7 Conclusions

In this paper, we showed how it is possible to include privileged information about the interest rate
process in a portfolio, and how to determine the modified optimal strategy. If the information about the
future is very precise, giving the value of the interest rate process at a terminal time 7', we showed that
an arbitrage opportunity of infinite value is created.

At first sight, it may sound counter intuitive the fact that an insider information on the future value
of the interest rate has an infinite value. However to understand why this is true, it is important to
remember that the driving processes for the interest rate and the stock asset are correlated. When the
time approaches the terminal epoch T, the interest rate process behaves like a Gaussian bridge and
therefore exhibits an unbounded drift that, by correlation, it is passed to the risky asset. It is by taking
advantage of this drift explosion that the insider trader is able to generate infinite profits.

We also showed that the arbitrage opportunity may lead to an unbounded gain as well as an infinite
loss depending on the accuracy of the correlation coefficient of the model with respect to the true value.

Finally we showed that if the privileged information is not very accurate, for example it gives only
a lower bound for the terminal value of the interest rate process, then the value of such information is
finite, and we give a methodology about how to compute it.
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A  Appendix

Proof. Proof of Theorem 3 We need to plug into (15) of Lemma 1 the expression obtained from (16) in
Lemma 2 and than to match the coefficients of the following Gaussian form,

e (527)

By combining the three factors in (15) and the one of the expression above it is easy to check that the
only possible candidate for ¢ is given by the following expression

fRiss|Re, R (O] R, Rr) =

bW )2 () da [ (b0 () da

t+6 AT
2 _ g2 VAVRRVAN
0 = ¥yis

2 t+0
= 5 ) (70)
[T (b1 (2)da AN

where in the second equality we used the notation AY == [*(by¥~1)?(z)dz. For the following computa-
tions it will be useful to introduce also the notation /3, = fj as VY (z)d.
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The candidate for y has to satisfy the following equality
(b= R Wirys = 7" Wips)® (B =bVeisr = Viys Vr)°

AT Als VT
(Rr— R Wer —vi)?Pr _ (b—p)?
AT W2, o2

Multiplying the expression for o2 given in (70) to both members of the equality above we get

AT 9 At+5 \I]Q 2
A (0= R Wipes = 77 Wiis) + S 50 (Br = bWhisr = Vit Ur)
t t T
At-ﬁ-éaT P2 9
~ Gy wg Br- RV i) = (- p)? (71)
t T

It is left to equate the terms in 5%, —2b' and b° of both sides of (71) are the same.

Quadratic Term:

T 5 T2 2 T t+8 3,2 T 45 T
DNpps | ATV Ysr  Diys | A0 A+ 077 A

_ Y7 _ e 72
AT TAT T W AT AT W AT AT (72)
Linear Term: (divided by —2).
AT s At+5 i s
At;; [RiWs s + Vi+6\1/t+5] + Atif \Ii; [Rr — VtT_H;‘I’T] =p (73)

that gives a candidate for p. In the LHS of (73) we used that Uy ys¥;y57 = Y.

Constant Term:
We are finally left with checking that the constant term in the LHS of (71), and shown below, is equal
to p? with u given in (73).

Als 5 AT
T;[Rt\l’t,tw + Vi) + AtT \IE [Rr — Vi s 07
t t T
At+5AT s \1,2 s
_ W \Ijg [Rr — Ry¥y 1 — i Vr)? (74)
By writing 77 = vi” + vtT+5, and Up = Uy, 50y 57, we can expand last term in (74) in the following
way

2
[Rr — Ry — 77 Ul = (R — ViesUr — Wopsr(ReWyphs + V§+5\Ift+5))
=[Rr — Vs V) — 2V s [Rr — Vs Ur)[ReVy s + Vi 004 s)
+ U s [ReWypys + Vi W) (75)

Finally we substitute (75) in (74) and compare the factors of (R;W; ;ys5 + i, 5)% in (74) and the
square of (73)

AF (A7) v7 (A])?

5 5 2
AtT+6 . A?— AtT+6 \I/?+5\Ijt+6,T _ AtTJré(AtT - A?_ ) . <AtT+6>
A

We do the same with the factors of (Ry — i, sVr)?,

t+6 2 t+6 AT 2 t+35\2 \Jy2
AT B B ks (A7) Vi

A1 (&) v (A bR

and finally with the factors of the double product 2(R; ¥y ¢4 + v§+5\11t+5)(RT — VtT+5\IIT)

t+6 AT 2 t+3 AT
A D s Vi IAVARVAVIR R S

(A2 wg T T (AT Uy

Since they all coincide, the expressions (73) and (70) are the right parameters given in (18a) and (18b).
O
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Lemma 17.

| (55 + ) @ @ <oo (76)

— 00

Proof. Using the definition of I in (68) we have

IS/_O; ((I)(lz)+(p(lz)) (@’(—z))de:/z(‘I’é(j)))de/:@q;((—z)))de

We have

0 (I)/(Z) 0 , P 0 _ P _ L
/_OO B o) g2/_ooq> (2)d(2) < \ﬁ/_oo 4(:) = | 20(0) = —=.

As for the other term, since 1/®(z) = e* /20(z) and @' (z) = e~*"/20(1) we have

/
‘g ((ZZ)) —0(2) (77)
and the result follows because |z| is integrable with respect to d®(z). O
Lemma 18. T 4 —k(r—n
|, swer = ™
Proof. Having
o%(t) = 0—2(1 —e 2kt = 0—2 sinh(kt)e k!
2k 2k
o(T —t) = 12(1 — e 2Ty = i sinh(k(T — t))e *T=1
2k 2k
it follows that
1/o(t) = O(1/V1)
1/o(T —t) = O(1/VT —t)
and the result follows. O
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