FINANCIAL MARKETS WITH MEMORY II:
INNOVATION PROCESSES AND EXPECTED
UTILITY MAXIMIZATION

V. ANH, A. INOUE AND Y. KASAHARA

ABSTRACT. We develop a prediction theory for a class of processes
with stationary increments. In particular, we prove a prediction for-
mula for these processes from a finite segment of the past. Using the
formula, we prove an explicit representation of the innovation pro-
cesses associated with the stationary increments processes. We apply
the representation to obtain a closed-form solution to the problem of
expected logarithmic utility maximization for the financial markets
with memory introduced by the first and second authors.

1. INTRODUCTION

We first recall the price process of a stock introduced in [1]. Let T" be a
positive constant. We consider a stock with price S(¢) at time ¢ € [0,7].
We suppose that S(0) is a positive constant and that S(-) satisfies the
stochastic differential equation

(1.1) dS(t) = S(t) {m(t)dt + o(t)dY (1)},

where the process m(-) of mean rate of return and the volatility process
o(-) may be random, though we are especially interested in the case in
which m(-) is deterministic and o(+) is a positive constant. In the standard
model [12, Chapter 1], the process Y (-) is a one-dimensional Brownian
motion. However here we assume that Y (-) is a continuous process defined
on a complete probability space (€2, F, P) with stationary increments such
that Y(0) = 0, and satisfies the continuous-time AR(c0)-type equation

ay ¢ dy aw
1.2 — —§)— -
(1.2 O+ [ att=9% 6 = G
(see (3.1) below for its precise formulation), where (W(t));cr is a one-
dimensional Brownian motion such that W(0) = 0, and dY/dt and dW/dt
are the derivatives of Y(-) and W(:) respectively in the random distribu-
tion sense. The kernel a(-) is a finite, integrable, completely monotone
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function on (0,00). In the simplest case a(-) = 0, Y (-) is reduced to the
Brownian motion, i.e., Y(-) = W(-).

For the filtration {F () }o<:<r of the financial market, we take the aug-
mentation of the filtration generated by Y(-). It follows that Y(-) is a
(Gaussian) {F(t)}-semimartingale of the form

(1.3) Y(t) = B(t) - /Ota(s)ds 0<t<T),

where a(-) is an {F(t)}-adapted process and B(-) is an {F(t)}-Brownian
motion called the innovation process (see Section 5). Notice that B(-)
and W (-) are different. The stochastic differential (1.1) may now be inter-
preted in the usual sense, and the solution S(-) is given by, for 0 <t < T,

(14) () = S(0) exp [ /0 Co(8)dY (5) + /O t {m(s) - %a@s)?} ds} |

The integral on the left-hand side of (1.2) has the effect of incorporating
memory into the dynamics of Y(-), whence that of S(-). The financial
market with stock price S(-) is complete under suitable conditions. More-
over, if o(-) as well as the risk-free interest rate process r(-) are constant,
then the Black—Scholes formula for option pricing holds in this market
(see Section 6).

The simplest nontrivial example of a(-) above is a(t) = pe™® for t > 0
with p,q € (0,00). In this case, we have

(15)  Y(t)=W(t)— /0 t ( / S pe_(q+p)(5_“)dW(u)) ds (teR)

o0

(Example 5.3). It should be noted that this (as well as (3.3) with (3.4)
below) is not a semimartingale representation of Y(-) since W (-) is not
{F(t)}-adapted. If we further assume that o(-) = o and m(-) = m with
o and m being constants, then S(-) is given by, for 0 <t < T,

S(t) = S(0) exp {aW(t) + (m - %UQ) ¢

t s
—O’/ (/ pe(q“’)(su)dW(u)) ds} :
0 —00

This stock price S(-) is worth special attention. Compared with the stock
price in the Black—Scholes model, S(-) has two additional parameters p
and ¢ which describe the memory. As stated above, the financial market
with S(-) is complete and the Black—Scholes formula holds in it. The
difference between the market with S(-) and the Black—Scholes market is
illustrated by the historical volatility HV(-) defined by

HV(t— s) = \/Var{log(s(t)/S(S))} (t>5>0),

t—s
2
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where the variance is defined with respect to the physical probability mea-
sure P. While HV(:) is constant in the Black—-Scholes model, we have
HV(t) = f(t) for S(:) in (1.6), where f(t) = f(t;0,p,q) is a decreasing
function on (0, 00) defined by

B ¢ p(2g+p) (1—e rtat)
f = 0\/(11 a7 T ra t >0

which satisfies lim; . f(t) = go/(p + ¢) and lim; o1 f(t) = 0. In [2],
an empirical study on the model (1.6) was carried out. There, the values
HV(t) (t =1,2,3,...) are estimated from real market data, such as closing
values of S&P 500 index. It is found that HV(#) is not constant unlike
in the Black—Scholes model, and very often reveals features in agreement
with those of f(-). The function f(¢) is fitted by nonlinear least squares,
and the parameters o, p and ¢ are estimated in this way. It is found
that the fitted f(-) approximates the estimated HV(-) quite well when the
market is stable.

In this paper, as a typical financial problem for the market with stock
price (1.4), we consider expected logarithmic utility maximization from
terminal wealth. We are especially interested in the case (1.6) explained
above. In principle, we can reduce such a problem to that for the stan-
dard financial markets, as described in [12], by using the semimartingale
representation (1.3) of Y(-). From the financial viewpoint, however, re-
sults thus obtained would not be of much value unless we have sufficient
knowledge about «(-) in (1.3). We thus need to resolve the problem of
obtaining a good representation of a(-). One of the main results of this
paper is the following representation (Theorem 5.2):

(1.7) a(t) = /Otk(t,s)dY(s) 0<t<T)

where k(t,s) is a deterministic function represented explicitly in terms
of the AR(o0)-coefficient a(-) and the corresponding MA (co)-coefficient
c(-) (cf. Section 3). In particular, for Y(-) in (1.5), k(t,s) has a very
simple form (Example 5.3). We can regard (1.3) with (1.7) as an explicit
representation of the innovation process B(-) in terms of Y'(-).

To prove the representation of the form (1.7), we construct a prediction
theory for Y'(-). In particular, we prove an explicit prediction formula
from a finite segment of the past for Y'(-). We remark that, in general, it
is not an easy task to obtain such an explicit finite-past prediction formula
for continuous-time processes with stationary increments. In fact, known
results are obtained only for special processes such as fractional Brownian
motion by using their special properties (cf. [5]). In this paper, we use
a general method for processes with stationary increments, as we now

explain. Let t € (0,00). We write M (Y') for the real Hilbert space spanned
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by {Y(s):s € R} in L*(Q, F, P) and || - || for its norm defined by || Z| =
E[Z2)V2 for Z € M(Y). Let I be a closed interval of R such as [0, ],
(—o0,t], and [0, 00). Let M;(Y") be the closed subspace of M(Y') spanned
by {Y(s) : s € I'}. We write P; for the orthogonal projection from M (Y)
onto M (Y), and Pi for its orthogonal complement: PiZ = Z — P;Z
for Z € M(Y'). Then since Y (-) is Gaussian, we have F[Z|F(t)] = PoyZ
for Z € M(Y'), where throughout the paper E[-|-] denotes the conditional
expectation with respect to the original probability measure P. In this
method, we first prove the equality

(18) P[O,t] = %—Eg {P[()’OO)P(_OQt]}n

and then use it to obtain the representations of quantities related to Pl
in terms of AR(oco) and MA(oo) coefficients. It should be noticed that
(1.8) is equivalent to

(1.9) Mion(Y) = M—ooq(Y) N Mjp0)(Y)

(see the proof of Theorem 4.6 below). What is interesting in this method
is that we consider not only the past M. 4(Y) but also the future
Mjo,00)(Y') in the prediction from a finite segment of the past.

The above type of method was used in [8] in a simpler framework, i.e.,
that of discrete-time stationary processes, to obtain a representation of
mean-squared prediction error. See [9] and [10] for subsequent results in
the same framework. Now, unlike in these references, we develop a simi-
lar method to prove the prediction formula itself, rather than a represen-
tation of prediction error, for continuous-time processes with stationary
increments. This setting is more difficult and requires new techniques.
One of the key ingredients in the arguments is the proof of (1.8) or (1.9).
Equalities of the type (1.9) are studied by [13], [3], and [16] for continuous-
time stationary processes. A discrete-time analogue is proved in [8] by a
method similar to that of [13]. In the present setting, however, we need a
quite different approach.

In Section 2, we state some necessary facts about processes with station-
ary increments. In Section 3, we prove an infinite-past prediction formula
which we need in Section 4, where we prove a finite-past prediction for-
mula in which Py [ f(s)dY (s) is represented explicitly. In Section 5,
we prove the representation (1.3) of a(-) in (1.7) using the prediction for-
mula. Finally, in Section 6, we describe the implication of (1.7) in the
financial markets with stock prices (1.4) via expected logarithmic utility
maximization.

2. PROCESSES WITH STATIONARY INCREMENTS

In this section, we prove some facts about stationary increments pro-

cesses which we need in later sections.
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We denote by M the Hilbert space of R-valued random variables, de-
fined on a probability space (€2, F, P), with expectation zero and finite
variance:

M :={Z c L*(Q,F,P): E[Z] =0}

with inner product (Z1,%,) := E[Z,Z,] and norm ||Z| := (Zy, Z,)Y2.
By D(R), we denote the space of all ¢ € C*°(R) with compact support,
endowed with the usual topology. A random distribution (with expecta-
tion zero) is a linear continuous map from D(R) to M. We write D'(M)
for the class of random distributions on (2, F, P). For X € D'(M),
the derivative DX € D'(M) is defined by DX (¢) := —X(d¢/dzx). For
X € D'(M) and an interval I of R, we write M;(X) for the closed linear
hull of {X(¢) : ¢ € D(R), supp ¢ C I} in M. In particular, we write
M(X) for M;(X) with I = R. A random distribution X is stationary if
(X (mh0), X (1)) = (X (9), X (¢)) for ¢,v € D(R) and h € R, where 7,
is the shift operator defined by 7,¢(t) := ¢(t+h). We write S for the class
of stationary random distributions on (2, F, P). For X € S, we write ux
for the spectral measure of X:

(X(9). X (1) = / T MU Eux(dE) (60 € DR)),

where ¢ is the Fourier transform of ¢: ¢(€) := [0 e p(E)dE. See [11]
for details.

In this section, we assume that (Y(¢)),cr is a real, zero-mean, mean-
square continuous process, defined on (2, F, P), with stationary incre-
ments such that Y(0) = 0. Thus, for each a € R, the process (AY,(¢) :
t € R) defined by AY,(t) := Y (a+t)—Y (¢) is a zero- mean weakly station—
ary process. As usual, we regard Y(-) € D'(M) by Y (¢) = [*_ Y (¢
for ¢ € D(R). Then it holds that DY € S. We now assume that

(2.1) DY is purely nondeterministic,

that is, (,cp M(—00,q(DY’) = {0} or, equivalently, there exists a positive,
even and measurable function Apy(-) on R, called the spectral density of
DY, satistying ppy (d€) = Apy (§)d§ and

Apy(§) > |log Apy (§)]
e e

(see [15]). Let DY (¢) = [7° B(€) Zpy (d€) with ¢ € D(R) be the spectral
decomposition of DY as a statlonary random distribution, where Zpy is
the associated complex-valued random measure such that

E[ZDY(A)ZDY(BS)] = pupy (AN B).



Since ppy{0} = 0, we have the following spectral representation of Y'(-)
(cf. [11, Theorem 6.1]):

[e'¢) —ztg
(2.2) Y(t) = / 1TZDy(d§) (teR).

For a closed interval I of R, we see that M;(Y") defined above is equal to
the closed real linear hull of {Y'(¢) : ¢ € I} in L*(Q, F, P). In particular,
M(Y') is equal to the closed real linear hull of {Y'(¢) : t € R}. Thus the
definitions of M (Y") and M(Y') in this section are consistent with those
in Section 1.

For t,s € R, we have (Y (t),Y(s)) = (Y(—t),Y(—s)); to see this, we
use, e.g., (2.2). Hence, we may have the next definition.

Definition 2.1. We write 6 for the Hilbert space isomorphism of M(Y)
characterized by 6(Y (t)) = Y (—t) for t € R.

Clearly, #=! = 0. Recall from Section 1 that, for a closed interval I
of R, P is the orthogonal projection of M(Y') onto M;(Y). We define
—I := {—s: s € I}. Then, since 6P~ is a projection of M(Y) and
9P]071(M(Y)) = M_](Y), it holds that 0P[9*1 =P

Since we have assumed (2.1), we have a canonical Brownian motion
W = (W(t))er for DY; W is a Brownian motion satisfying W (0) = 0
and

(2.3) M(—OO,t](DW) = M(—OO,t](DY) (teR).

By Proposition 2.3 (4) below, it holds that M (Y') = M (DY) = M(DW) =
M(W). Therefore, we have the next definition.

Definition 2.2. We define the process (W*(t))ier by
W*(t) := (W (—t)) (t e R).
Since we have, for t, s € R,

(W=(1), W(s)) = (0(W (=1)), 0(W(=s))) = (W(=t), W(=s))
= (W(t), W(s)),

W*(-) is also a Brownian motion such that W*(0) = 0.

Proposition 2.3. Lett € R and —ty < 0 < ty. Let I be a closed interval
of R. Then

(1) M[ to, tl](Y) = M[*to,tﬂ(DY%.

(2) Mooy (Y) = M(—o0,,)(DY');

(3) Mi—5,00) (Y) M t0700)(DY);

(4) M(Y) = M(DY);

(5> (M( 00,t] (DW)> M[ft,oo) (DW*)7

(6) Moo (Y) = M(—o01,)(DW);

(7> M[ t9,00) (Y) = M[*to,oo)(DW*)ﬁ;



Q(fI f(s)dW(s)) = —f_I f(=s)dW*(s) for f e L*(I,ds).

Proof. For ¢ € D(R) with supp ¢ C [—to,t1], we have DY (¢) = =Y (¢') €
M _4,4,)(Y), so that M4 (DY) C M_4,4,1(Y). For (1), we prove the
converse inclusion

(24) M[—to,tl](Y) C M[—to,tl](DY)'
Let s € [— to, 0). Let p be an element of D(R)) satisfying supp p C [—1, 1]
and f u)du = 1. We define, for u € R and large enough n € N

pn( ) - np(nu) and ¢n< ) = Pn *[[er(l/n),fl/n}( ) Then ¢n € D<R) and
supp ¢, C [s,0]. From (1 —e7"¢) /(i) = — fso e~ du for £ # 0, we have,
for £ # 0,

1— 67155

. 0
e ﬂgl\LwMWWUHo (n — o).

On the other hand, |(1 — e~#¢) 4+ i€, (£)| is at most

A (&/m)]- (1 — /) — (7 — €M) [ 4 [(1 = p(&/m))(1 = €79
< 2|(&/m)p (§/n)] + 2|1 = p(&/n)],
and the right-hand side is bounded and tends to 0 as n — co. Combining,
(1 —i&){(1 — e8) /(i€) 4+ ¢ (€)} is bounded and tends to 0, as n — oo,
for £ # 0. Hence, by the dominated convergence theorem,

Tim [V (s) + DY (6,)|

e 2

_—isE R
— i [ oo PSS vae)

Apy (&)
14 &2
Thus Y (s) € M_4,,0/(DY) C Mi_4, 4,)(DY). In the same way, we see that
Y (s) € Mgy, 1(DY) C M4y 4,)(DY) for s € (0,t1]. Moreover, Y(0) =0 €
M;_t,4,)(DY"). Hence (2.4) holds ( )—(4) follow immediately from (1).
Let ¢ € D(R) with supp ¢ C ( ] Then §(DW (¢)) is equal to

/ W (— ds—/ W (s ds —s))ds = —DW*(¢(—)),

so that 0(DW (¢)) € M|_¢ o) (DW*). Thus
H(M(_Oo7t](DW>) C M[—LOO) (DW*)
In the same way, we have 0(M|_; o) (DW™)) C M(_ooy(DW), whence
Mt 00) (DW*) = 6% (M[_t 00)(DW™)) C 0(M(— o0 (DW)).

Thus (5) follows. The assertion (6) follows from (2) and (2.3), while we
obtain (7) from (5), (6) and 6(M Ooto](Y)) Mi_4y00)(Y).

To prove (8), we may assume that f is of the form f(s) = Iiqy(s
with (a,b] C I. Then 6([, f(s)dW (s)) is equal to 6 (W (b) — W (a ))
W*(=b) — W*(—a) or — [_, f(—s)dW*(s). Thus (8) follows.

7

¢ = 0.

RTINS



3. PREDICTION FROM AN INFINITE SEGMENT OF THE PAST

Let (W(t))ier be a one-dimensional standard Brownian motion such
that W (0) = 0, defined on a complete probability space (2, F, P). Let
(Y (t))ter be a zero-mean, mean-square continuous process with stationary
increments, defined on (2, F, P), satisfying Y (0) = 0 and

(3.1) DY +ax DY = DW,
where DY and DW are the derivatives of the stationary increment pro-
cesses Y (-) and W(-), respectively, whence stationary random distribu-

tions, and a * DY is the convolution of a deterministic function a(-) and
DY (see [11] and [1, Section 2]). We assume that a(-) is of the form

(3.2) qozzm@uxéwgwywﬁ (teR).

where v is a finite Borel measure on (0, 00) such that [;~s™'v(ds) < oco.
Thus a(+) is a bounded nonnegative function on R, vanishing on (—oo, 0],
that is completely monotone on (0, 00). Formally (3.1) can be written as
(1.2).

By [1, Theorem 2.13], Y(-) has the following MA(oco)-type representa-
tion

(3.3) Y@:W@—AU@m

where (U(t))ier is a purely nondeterministic stationary Gaussian process
of the form

(3.4) U@:/’dpme@ (teR)

—0o0

with canonical representation kernel ¢(-) such that

(3.5) o) = Towl®) [ el (teR)

Here 1 is a finite Borel measure on (0, 00) satisfying [~ s u(ds) < 1.
Notice that c(-) satisfies [~ ¢(t)dt < 1, whence

/ c(t)? < c(O+)/ c(t)dt < oo.
0 0
The kernel ¢(-) is determined from a(-) through the relation

(3.6) {1 + /OOO eizta(t)dt} {1 - /OOO emc(t)dt} =1 (S2>0).

Moreover, by [1, Theorem 2.13], Y satisfies (2.1).
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Let I be a closed interval of R. We define

f is a real-valued measurable functlon on [ satlsfymg}

H(Y) = { [ f(s)2ds < oo, [T [ 1f(w) u—sdu} ds < 0o

This is the class of f(-) for which we define [, f(s)dY (s). We write H}
for the subset of H;(Y') defined by

o m _mEN,—oo<to<t1<~~~<tm<oo
Hi = {Zk’l el y.0(5) with (to,tm] C L, ax € R (k=1,....,m) ("

We call f € HY a simple function on I. For f = Y""  apl, 4 € HY,
we define the stochastic integral [, f(s)dY (s) by

/f )dY (s Zak Y (t,1)).

For a real-valued function f on I, we write f(x) = f*(z) — f~(z), where

fT(x) == max(f(x),0), f~(z):=max(—f(2),0) (z€I).
Definition 3.1. For f € H;(Y), we define

/f )dY (s) := lim f+( )dY (s) — lim f (s)dY(s) in M(Y),

n—oo n—oo

where {f,F} and {f, } are arbitrary sequences of non-negative simple func-
tions on I such that f;7 1 f*, f- 1 f~, asn — oo, a.e.

Proposition 3.2. For f € H;(Y), we have

/f JdY (s
_ / (/f u—sdu)dW /f JAW (s

Proof. For —oo < a < b < 0o with (a,b] C I, we have

(3.7)

Y(b) - Y(a) = — /ab (/oo o(u— s)dW(s)> du + W(b) — W(a)

oo

= [ ([ otoreta = a) aws) + [ tuaoas),

which implies (3.7) for f = I(44), whence for f € HY}. Let f € H;(Y) such
that f > 0, and let f,, (n =1,2,...) be a sequence of simple functions on

I such that 0 < f,, T f a.e. Then, by the monotone convergence theorem,
9



we have

/fn )dY (s / (/f u—sdu)dW /f YdW (s
<{ [ - n ))2d8}1/2

- 5 T1/2
+ / {/(f(u) — fu(u))c(u — s)du} ds] 1 0 (n— o0).
—00 1
Thus the proposition follows. O
Recall M(Y), || - ||, and M;(Y') from Section 1. From the definition

above, we see that [, f(s)dY (s) € M;(Y) for f € H/(Y).
We define

(3.8) b(t,s) = —a(t+s)+ /8 c(u)a(t + s — u)du (t,s > 0).

We will see from (3.10) below that b(t,s) < 0 for ¢, s > 0.
Lemma 3.3. We have

(3.9) a(t) —c(t) — /0 c(w)a(t —u)du =0 (t>0),
(3.10) b(t,s) = —c(t+s) — /t a(u)e(t +s —u)du (t,s > 0),

(3.11) c(t+s)=—b(t,s) + /t c(t —u)b(u, s)du (t,s > 0).

Proof. Since

(/0“’ int ()dt) (/OOO izt ()dt) /0°° izt (/Otc(u)a(t_u)du) "

it follows from (3.6) that [* e ( — [T e(u)a(t —u du> dt =0

for §z > 0. Thus, by the uniqueness of the Laplace transform, we obtain
(3.9). We obtain (3.10) from (3.9) with ¢ replaced by ¢ + s. By (3.6) and
(3.10), we see that, for s > 0, [°e”c(t + s)dt is equal to

(1—/000 =t ()dt) ( /OOO =t ()dt) (/OOO =t (t+s)dt>
= (/OOO Fe(t)dt — 1) (/OOO emb(t,s)dt)
_ /OOO it (/Ot ot — w)b(u, s)du — b(t, s)) dt.

Again, by the uniqueness of the Laplace transform, we obtain (3.11). O
10



Here is the prediction formula for Y(+) from an infinite segment of the
past.

Theorem 3.4. Lett € [0,00) and f € Hypoo)(Y). Then [5° b(t—-,7) f(t+
T)dT € H(—00(Y) and

(3.12) Oot/ F()dY (s / (/Ooob(t—s,T)f(t—i-T)dT)dY(s).

In particular, for t < T, we have fo "ot — -, 7)dr € H(—ooy(Y) and

ProqV(T) = Y(t) + / t ( /0 . s,T)dT) 4y (s).

Proof. Since f € Hpoo)(Y) if and only if | f]| E H[too (Y), we may assume

f>0. We have 0 < b(t s) = a(t+s) — [ c(u)a(t +s—u)du < a(t + s)
for t,s > 0, so that

t
/—oo

<

<

/OO bt — s, 7) f(t + T)dT}Q ds

v

/OOO{/OO (s+7')f(t—|—7')d7}2ds
(

D

(3.13)

[ o) ([ ser) <o

(cf. [7, Theorem 274]). It follows from (3.11) that

t—s
—b(t—s,7)=c(t—s+7T)— / c(t —s—u)b(u,7)du (t>s, T7>0),
0
whence, by the Fubini-Tonelli theorem, for s < ¢,

—/Ooob(t—s,T)f(t+T)dT
:/Owc(t—s+7)f(t+7)d7

(3.14) - /0 Carftt+ ) /0 T — s — u)blu, )
:/tooc(u—s)f(u)du

_ /_; (/OOO bt —u,7)f(E + T)dT) o(u — 5)du.

Therefore, from (3.13) and [ ([ f(u)e(u — s)du)2 ds < 00, we see that

[AL([wmosw) oo

11



Thus [;b(t — -, 7)f(t +7)dT € H(—ooy(Y).
By Proposition 2.3 (6), we have H(_o4(Y) = H(—o g (DW). By this as
well as Proposition 3.2 and (3.14),

et [ FY (9
/ (/OO flu)e(u — s du) AW (s)
/ {/OOO (/Ooob (t—u T)f(t+7)d7) c(u—s)du} AW (s)
i /_OO (/OOO b(t — s,r)f(t+7)d7'> dW (s)
- /_; (/OOO b(t —s,7)f(t+ T)dT) dy (s).

Thus (3.12) follows. By putting f(s) = In(s) in (3.12), we obtain the
remaining assertions. [

For later use, we also consider the projection operator P_; o) with ¢ > 0.

Proposition 3.5. Let I be a closed interval of R and let f € H;(Y).
Let W*(-) be as in Definition 2.2. Then

(1) f(=) € H_1(Y) and 0 ([, f(5)dY (s)) = — [, (= S)
2) [, f(s)dY (s) = — [T ([, fw)e(s — w)du) dW*(s) + f] s)dW*(s

Proof. By simple calculation, we have

/_Z {/_I!f(—u)IC(u—s)du}stz/ {/|f e — 5) du}st,

whence f(—-) € H_;(Y). To prove the second assertion of (1), we may
assume that f(s) = a4 (s) with (a,b] C I. However, since I;(—s) =
I_;(s), we have the following as desired:

[ r9ar ) =vew - v =0 ( / f(s)dy(s)) |

By (1) and Proposition 3.2, [_, f(—s)dY(s) is equal to

(o) v v



Hence, by (1) and Proposition 2.3 (8),

/deY :—9(/f s)dY (s )
B TR -
) / </ fl S_“>d“> W (s / F(s)dW(s

Thus (2) follows. O
Theorem 3.6. Lett € [0,00) and f € Hy o) (Y). Then [J° b(t+-,7) f(t+
T)dT € Hi—t,00)(Y) and

(3.15)

too/ F(—s)dY (s / (/Ooob(t+s,r)f(t+7)d7)dY(s).

Proof. The first assertion follows from Theorem 3.4 and Proposition 3.5.
Now, by Proposition 3.5, 6 (P_scy [, f(s)dY (s)) is equal to

R0 ([ 100V ()) = ~Ram [ sV (s

and 0(f°_([>°b(t — s,7)f(t + 7)dT)dY (s)) is equal to

([ vt snisas niar) aves,

Thus (3.15) follows from Theorem 3.4. ]

4. PREDICTION FROM A FINITE SEGMENT OF THE PAST

As in Section 3, let Y'(+) be the unique solution to (3.1) with Y'(0) = 0.
This section is the technical key part of this paper. We prove a finite-past
prediction formula for Y (). Let a(-), ¢(-) and b(t, s) be as in Section 3.
We assume that the measure v is nontrivial, that is, v #£ 0.

We define positive Constants K, € (0,1) and Ky € (0,00) by K; :=
J.° c(u)du and Ky := [ a(u)du, respectively.

Proposition 4.1. (1) We have —fo (s,7)dr = K1—(1 — K1) ] a(u)du
for s > 0. In partzcular S, Jy {—b(s,7)}dr < K1

(2) We have — [;°b STdS—KQ_(1+K2 Jy clu)du for T > 0. In
particular, sup, fo {=b(s T)}ds < K.

Proof. We put C(s f u)du for 0 < s < o0. Integratlon by parts

yields [;° e ™e(r )dT =K, — yf ~vC(7)dr. Since [; a(u)du < a(0+)T
13



for 7 > 0, it holds that lim, ., e ™ f w)du = 0. Hence by integra-
tion by parts, we get [~ e Va(T)dr =y fo dTe*Ty Jy a(u)du. Therefore,
using (3.6) as well as 1 =y [ e ™dr and

( /O h eTyC(T)dT) ( /0 h eTy&(T)dT>
_ /0 g ( /0 " a(w)C(r — u)du) dr,

we find that

- K+ y/ooo e TVO(r)dr + (1 - Ky)y /OOO e (/OTa(u)du) dr

or

—Ki,+C(s)+ (1 — Ky) Sa(u)du + /OS a(u)C(s —u)du=0 (s>0).

0

Thus it follows from (3.10) that, for s > 0, fo (s, 7)dr is equal to

C(s)+ /05 a(u)C(s —u)du = K7 — (1 — K;) /OS a(u)du,

whence (1) follows. The proof of (2) is similar to that of (1); we may
exchange the roles of a(-) and ¢(+). O

For s, 7,t € (0,00) and n € N, we define b, (s, 7;t) by

bl(STt) = (O,O)
STt):/ (s,u)bp_1(t + u, 75t)du (n=2,3,...).

We see that (—1)"b,(s,T;t) >

Proposition 4.2. Lett >0 andn=1,2,.... Then

(1) SUPycscos foZ\bn(S,T;t)\dT < ()"
(2) SUPo<r<oo fo bn(s, 73 t)] ds < (K3)".
14



Proof. We use mathematical induction on n. By Proposition 4.1 (1), (1)
holds for n = 1. Assume that (1) holds for n € N. Then, by the Fubini-
Tonelli theorem and Proposition 4.1 (1), we have, for s > 0,

/ |bpi1(s, ;)| dT = / du(—b(s,u))/ b, (t 4+ w, 73 t)|dT
0 0 0
< (= [ o) iy < ey,
0
Thus (1) with n replaced by n + 1 holds. The proof of (2) is similar; we

use Proposition 4.1 (2) instead of Proposition 4.1 (1). O

We suppose that
(4.1) —00< —tg <0<t <00, —ty<ty
and define a positive constant ¢y by
(4.2) ty ==ty + t1.
For simplicity, we often suppress ¢, and write
by (s, T) := by(s, T;ts) (s,7>0, n=1,2,...).
Proposition 4.3. Let f € Hy, )(Y). Then

(4.3) /OOO bu(ts — - 7)f(t + 7)d7 € Hicoory(Y)  (n=1,3,5,...),

(4.4) /Ooo bu(to ++7) f(t + 7)dT € iy (Y)  (n=2,4,6,...).

Proof. Without loss of generality, we may assume that f > 0. By Theorem
3.4, (4.3) holds for n = 1. This and Proposition 3.5 (1) imply

/ bi(ty +-,7)f(ty + 7)dT € Hi—t; 00)(Y).
0

It follows from the definition of H;(Y") that if g € H;(Y') and J C I, then
the restriction of g on J is in H;(Y"). Hence we have

/ byt + -, ) f (b + 7)dr € Higgoey (V).
0

However, by the Fubini-Tonelli theorem, we have, for s > —t,

/ dub(to + S, U) / bl(tl + to + u, T)f(tl + T)dT
0 0

- / bo(to + 5,7)f(tr + )dr.
0
Thus, by Theorem 3.6, we get (4.4) with n = 2. Repeating this procedure,

we obtain the proposition. O
15



Let f € Hp,00)(Y). By Proposition 4.3, we may define the random
variables G,,(f) (n=1,2,...) by

/_tt </OOO bty — s, 7)f(t1 + T)dT) dy(s) (n=1,3,...),

/tl (/OOO ba(to + 5, 7) f(t1 + T)dT) dY(s) (n=2,4,...).

—to

Gn(f) ==

We may also define the random variables €, (f) by

[ s@arts) w=o),

(/ by(ty — s T)f(t1+7')d7') dY(s) (n=1,3,...),
0

< Oobn (to + s, 7) f(t1 +7‘)d7‘) dY(s) (n=2,4,...).

€n (f) == <

A
Y

We set

p o J P (=135,
' Pr_tg,00) (n=2,4,6,...).

Recall that M, ,,(Y) is the closed subspace of M(Y) spanned by
{Y(s): —tg < s < t1}. We have the following inclusion:

(45) M[fto,tl](Y> C M(—oo,tl}(Y) N M[,topo) (Y)
Proposition 4.4. Let f € Hy, o0)(Y) and n € N. Then

(4.6) PP, - Pl/ f(s)dY (s +2Gk

Proof. We use mathematical induction. By Theorem 3.4, (4.6) holds for
n = 1. Suppose that (4.6) holds for n = m € N. Then, from (4.5) and

@.7) Gulf) € Mian(Y)  (k=1,2....),
we have P, 1Gr(f) = Gi(f) for k=1,2,.... Thus
PeaPuce-Pi [~ FOIY(5) = Prnen (1) + 3] Gull)

If m is odd, then, by Theorem 3.6, P, 1€, (f) is equal to

/_: {/OOO dub(ty + s,u) /OOO bin(ta + uw, 7) f(t1 + T)dT} dY (s)

_ /j {/OOO by (to + 5, 7) f(t + T)dT } dY(s)

= €m+1 (f) + Gm+1 (f) )
16



whence (4.6) with n = m+1. If m is even, then, by Theorem 3.4, we have
(4.6) with n = m + 1 in the same way. Thus the proposition follows. [

Here is the key lemma.
Lemma 4.5. Let f € Hy, 00)(Y). Then ||e,(f)|| — 0 as n — oo.

The proof of Lemma 4.5 is long. Therefore we first show its conse-
quences.

Recall that Py, is the orthogonal projection operator from M (Y)
onto M4, +(Y). We write @ for the orthogonal projection operator from
M(Y") onto the closed subspace M(_1,)(Y) N M|_4;,0)(Y). Then we have
(48) Q = s-lim PnPn—l cee P1

n—oo

(cf. [6, Problem 122]).

Theorem 4.6. We have
(1) M1, (Y) = M(—o0,1,)(Y) O M[-4,00)(Y),
(2) P[fto,tl] = S'hmnﬂoopnpnfl e Pl;
(3) 1PE e 217 = I1PT 211 + 320 (Paga) P+ PAZ? for Z € M(Y).
Proof. We claim that, for every t € R,
(4.9) P_ipY () = QY ().
This claim implies that P4 ;)2 = QZ for Z € M(Y). So if Z €
M(foo,h](y) N M[fto,OO) (Y)7 then 7 = QZ = P[fto,tﬂZ € M[fto,tﬂ? which
implies M(_oot,](Y) N M_ty00)(Y) C Mj_4,4,)(Y). This, together with
(4.5), implies (1). The assertion (2) follows immediately from (1) and
(4.8).

We derive (3) from (2). Let Z € M(Y'). From the orthogonal decom-
positions

L 1
Pty = Poosol + Frton) Plocitol = Pltgo0) + Firtg a1 Plotonoo)

of the operator P+ we obtain

[—to,ta]’
P2l = 1P 21+ [P P2l 2
= B i 21+ 1Py P 21 + [P Pt P 21

Repeating this procedure, we see that, for m € N, HPLtOt Z||* is equal
to

Vﬂﬂ!+§:HnH Poo BRI + [Py P P2

) (- tot]
m — 00, whence (3).

However, by (2

~PlZH tends to HP[ fo.t1]

amth_O%

17



We complete the proof by proving (4.9). If ¢ € [—tg,t1], then Y(¢) is
in both M, and M(,Oo’tl](Y) N M[,to,oo)(Y), and so P[fto,tl]Y@) =
Y(t) = QY (t). Thus we may prove (4.9) for t € R\ [—to,?1]. How-
ever, by symmetry, it is enough to prove (4.9) only for ¢t € (¢1,00). For
such ¢, we put fo(s) := I, 4(s). Then f;’o fo(s)dY (s) = Y(t) — Y(t1).
Now (4.5) implies Pi_y +,] = P—ty,t,)PnFPr-1 -+ P, whence P, P,y --- P, —
P = P[fto,tl}PnPnfl -+- P;. On the other hand, it follows from (4.7)

that P, Gi(f) = 0 for k € N and f € H;, o) (V). Therefore, using
Proposition 4.4 and Lemma 4.5, we see that

| PoPoy -+ PLY () — P[,to,igY(t)H
Pty PrPaoy - Py /t fo(s)dY (s)
= [Pt (e (o) + 327 Gl

|

= [ Plipmien O < llew (S =0 (n— o0).
This and (4.8) imply (4.9). O

We may define, for s € (—tg,t;) and 7 > 0,

(4.10) g(s,Tito, 1) := Z {bok—1(t1 — 5,7 t2) + bay(to + s, 7;t2)}
k=1

since Proposition 4.2 (1) implies sup_y oy, [y [9(s, T3 to, t1)|dT < 00.
Here is the finite-past prediction formula for Y'(-).

Theorem 4.7. Let f € Hy, o0)(Y). Then
=1

(1.11) P / TR (s) =3 Gilf),

the sum on the right-hand side converging in M(Y'). Furthermore, if
ess SUP;, <00 | f(1)| < 00, then

(4.12)
P /:o F(s)dY (s) = / tt ( /0 " gl it 1) f(t1+r)dr) aY ().

In particular, for t; <t, we have

P V(t) = Y(t) + / ’ ( /0 o g(S,T;to,tl)dT) 4v (s).

—to

Proof. By Theorem 4.6 (2), we have, in M(Y),

lim Pnpnfl cee P1/ f(S)dY(S) = P[*to,tl] / f(S)dY(S)
t1

n—oo tl

18



Hence, letting n — oo in (4.6) and using Lemma 4.5, we obtain (4.11).
Suppose that f is essentially bounded on [t;,00). Then, by Proposition
4.2 (1), we have

sup / (s, s 82) F (7| < (K )ess sup |£(2)]

s>0 t>t1

Since ) (K1)" < 0o, (4.12) follows easily from (4.11). The last assertion
follows if we put f(s) = I, 4(s). O

It remains to prove Lemma 4.5. For this purpose, we consider the
mean-squared prediction error. For f € Hp, oo)(Y) and n € N, we define
Dy (s, ) = Dul(s, fito, 1) by

Do(s, f) = — /000 (u) </0°° ba(ts +u + 5,7) f (11 + T)df) du
4 /OOO bults + 5, 7)f(ty +7)dr (s> 0).

We also define Dy(s, f) = Do(s, f;t1) by

Do(s, f) ::—/Oooc(u)f(tl—|—s—|—u)du—|—f(t1—|—s) (s >0).

From the proof of the next proposition, these integrals converge absolutely.

Proposition 4.8. Let f € Hy, oo)(Y). Then

/OO D, (s —ty, f)dW(s) (n=0,2,4,...),
(4.13) Prie(f)=14 """,
/_ Du(—to— s, /)AW*(s) (n=1,3,5,...).

Proof. By Propositions 3.2 and 2.3 (6), Pilteq(f) is equal to
[ (= [ stetu = sius g6 ) awo) = [ Dots - pas)
t1 S t

Thus (4.13) holds for n = 0. Suppose that n = 1,3,.... Then, by
Proposition 3.5 (2),

e (f) = /_to (/Ooo bo(ts — 5. 7)f(ts + T)dT) A (s)

[e.o]

_ /Z (/: duc(s — u) /OOO bt — u, 7) f(t1 + 7)d7> 4TV (s).
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Hence, by Proposition 2.3 (7), Pryi6,(f) = P[LtO oo)€n(f) 18 given by

B /: (/Oo duc(s — u) /OOO bu(ts —u, ) f(t + T)dT) dW*(s)
+ /_O: (/OOO bu(ty = s,7) f(t + T)dr) dW*(s)
_ _/_O: (/Ooo duc(u) /OOO bolts + 1 — 5 — to,7) f( + T)dT) P
- /: (/OOO bu(ts — s —to, 7) f(t1 + T)dT) dW*(s),

which is equal to [ © D,(—ty — s)dW*(s). Thus we obtain (4.13) for

n=1,3,.... The proof of (4.13) for n = 2,4,... is similar, and so we
omit it. Ul
Proposition 4. 9 Let € Hityo0)(Y). Then

(1) [I1P¢ [ f(s)dY (s)[” = fo Do ,f)2ds;

2) 1P, PP, o [ PV (5)| = [ Dals, £2ds (n = 1,2,...);

(3) limy—oo [~ n(s,f)st = O.

Proof. The assertion (1) follows immediately from (4.13) with n = 0.
Suppose that n > 1. From (4.5) and (4.7), we have P Gy(f) = 0 for
k € N. Therefore, by Propositions 4.4 and 4.8,

| ~ P 0 = [ D

whence (2).

We write @@ for the orthogonal projection operator from M(Y) onto
M(—o01,)(Y) N Mi_4,00)(Y) as in the above. Then, by (2) and (4.8), we
have

P PPy Pl/ f(s)dY (s

2

lim D2n<3> f)2d8 = lim HP(J_OO tl}PQnPanl e Pl / f(S)dY(S)
n—oo Jq n—00 ’ t
fe'e) 2
~ Rt [ reaves| ~o
1
Similarly, we have lim,, [ Da,41(s, f)?ds = 0. Thus (3) follows. O

Proposition 4.10. Let f € Hy, «)(Y). Then, fort >0 andn =0,1,...,
we have

(4.15) /000 b1 (t, 7) f(ty +7)dT = — /000 a(t + u) Dy (u, f)du
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Proof. We may assume that f > 0. Since a(-) € L'((0,00),ds), a(-) > 0,
and ¢(-) > 0, using the Fubini-Tonelli theorem, we see that, for ¢ > 0,

o0

bi(t,7)f(t1 + T)dT

- /OOO (/0 o7 — walt + w)du — alt + T)> F(ty 1 7)dr

o

_ / dualt + ) /OOO ()t + u+ 7)dr — /OOO a(t + u) f(ty + u)du,

0

which is equal to — [° a(t + u)Do(u, f)du. Thus (4.15) holds for n = 0.
Now we assume that n > 1 Then, by Proposition 4.2 (2) and the Fubini-
Tonelli theorem, we have, for t,7 > 0,

bn—i—l(t’ T) = / b<t» S)bn(tQ + s, T>d8

0

_ /OOO (/O o(s — u)alt + u)du) bu(ty + 5, 7)ds

—/ a(t + wba(ts + u, 7)du

_ /OOO alt + u) (/OOO ¢(3)bn(ts + 5 +0u 7)ds — bu(ts + u,T)) du.

Therefore it follows from Proposition 4.3 and the Fubini-Tonelli theorem
that the integral [~ b,11(t,7)f(t1 4+ 7)d7 is given by

/000 R (/ooo dscls) /OOO btz + s +u, 7)f(t1 + 7)dT

_ /OO bu(te +u, 7) f(t1 + T)dT) du,
0

which is equal to — fo (t + u)Dy(u, f)du. Thus (4.15) holds. O
For ¢,s > 0, we define A(t,s) = A(t, s;t2) by

AL, s) := /OOO c(t+u)a(te + u + s)du.

Notice that A(t,s) < oo since 0 < A(¢,s)
define an integral operator A on LQ((O 00),

Af(t) = /000 A(t, s)f(s)ds.

Since SUPgoycno fo Aty 8)ds < M and supg., o [5- M, s)dt < M, it
follows from [7, Theorem 274] that A is a bounded linear operator on
L?((0,00), ds) such that ||A|| < M, where ||A] is the operator norm of A

and M = (] c(u)du) <ftzo a(u)du
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Proposition 4.11. Let f € Hyy, 0)(Y). Then P16, (f) is equal to

/tl (/OOO Aty — 5,u) D1 (u, f)du) dW(s)  (n=0,2,4,...),

—0o0

/Oo (/OOO Alto + 5, Do (u, f>dU) dW*(s)  (n=1,35,...).

to

Proof. We prove the proposition only when n is odd; the proof of the
case n = 2,4, ... is similar. By (4.14) and Propositions 2.3 (7) and 4.10,

Pn+1€n<f) = P[—to,oo)en<f) is equal to

_ /j </_O: duc(s — u) /OOO ba(ts — 1, 7) f (b + T)dT> W™ (s)

:—/_OO (/Ooodvc(to+s+v)/ooobn(t2+U,T)f(t1+T)d7) dW=(s)

to

— /_OO (/OOO dvc(ty + s+ v) /OOO a(ty + v+ u) Dy (u, f)dU> dW*(s)

to

or fjo (J3° Alto + s,u)Dy—y (u, f)du) dW*(s). Thus the proposition fol-
lows. O]

We are now ready to prove Lemma 4.5.

Proof of Lemma 4.5. By Propositions 4.8, 4.11 and 4.9 (3), we have
2

len (DI _/ D 2ds+/oo </OOOA(S u)Dn_l(u,f)du> ds
/ D ds+||A||2/ D 1(s, f)2ds — 0 (n — o).

Thus the lemma follows. O

From Proposition 4.9 (1), (2) and Theorem 4.6 (3), we immediately
obtain the next representation of the mean-squared prediction error.

Theorem 4.12. Let f € Hy, ) (Y) Then
HP[ tom/ f(s)dY (s Z/ D, (s, f)?ds.

5. REPRESENTATION OF THE INNOVATION PROCESSES

In this section, we obtain an explicit form of the kernel k(t,s) in (1.7)
using Theorem 4.7. Let Y(-), U(-), a(-) and ¢(-) be as in Section 3. As
stated in Section 1, we consider the filtration {F(¢)}o<i<r that is the

augmentation, by the null sets in FY (T), of the filtration {FY (t)}o<s<r
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generated by Y (+), ie., FY(t) :=o(Y(u) : 0 <u<t)for 0 <t <T. Let
B(:) be the Kailath-Shiryaev innovation process defined by

(5.1) B@:Y@+/zmms 0<t<T),

where «(-) is a Gaussian process defined by
(5.2) a(t) = E[U(t)|F(t)] (0<t<T).

By [14, Theorem 7.16], under P, B(:) is a Brownian motion such that
{F(t)}o<i<r is equal to the augmentation, by the null sets in FZ(T), of
the filtration {FP(t)}o<i<r generated by B(-). In particular, (Y (¢))o<i<r
is a Gaussian semimartingale with respect to {F(f)}o<i<r, and (5.1) or
(1.3) gives the semimartingale representation of Y'(-).

Proposition 5.1. Lett € R. Then the function a(t—-) is in H—wg(Y).
Furthermore, we have f a(t — s)dY (s) = fj c(t — s)dW (s).

Proof. First we have [;° a?(u)du < a(0) [;° a(u)du < oo. Next, since
a(-) is in L'(R, du) and c(- ) is in L*(R,du), a * ¢ belongs to L2(R, du).
Therefore [~ ([*_a(t —u)c(u — s)du)?ds is equal to

/Z (/_:““ T “>C<v>dv>2ds = [(axo)|* < o0,

where || - || is the norm of L?(R, du). Thus the first assertion follows.
Notice that a(t) = ¢(t) = 0 for t < 0. By Proposition 3.2 and (3.9),

/t a(t — s)dY (s)

— 00

:_/Z(/;a@_u)c(u—s)du> +/OO alt — s)dW (s)
:/_too<—/0tsa(t—s—u)( du+at—s>dW

- / t c(t — s)dW (s).

—0o0

Thus the second assertion follows. O

Recall g(s, 7 : to,t1) from (4.10). For t,7 > 0 and s € (0,t), we write
h(t,s,T) for g(—s,7;t,0), that is,

h(t,s,T) = Z{bgk 1(8,T3t) + bop(t — s, 7;t)} (t,7>0, 0<s<t).

Here is the representation of af-).
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Theorem 5.2. We have (1.7) with
(5.3) k(t,s) =a(t—s) +/ h(t,s,T)a(t + 7)dT (0<s<t<oo).
0

Proof. Recall 6 from Section 2. Let ¢t > 0. From Propositions 3.5 (1) and
5.1 and Theorem 4.7 with ty = ¢, t; = 0, PogU(t) is equal to

Poo { [ att—91av6)+ [ att—9pav (o)}

= /0 a(t —s)dY (s) — 0P /000 a(t+ s)dY (s)

_ /Ota(t — )dY (s) — 9/_:) (/Ooog(s,T;t,O)a(t + T)czT) 4y (s)
_ /Ota(t — 8)dY(s) + /Ot (/OOO g(—s, 751, 0)alt + T>d7) 4y (s).

Thus the theorem follows. O

Example 5.3. Let p,q € (0,00). Then the kernel a(t) = pe™ %1y ()
satisfies (3.2) with v(ds) = pd,(ds), and we have c(t) = pe~ @+, ) (t)
from (3.6) (cf. [1, Example 2.14]). It follows from (3.3) with (3 4) that
Y (+) is given by (1.5). Then, for s,7,¢t > 0,

b(s7 7') = _pe—Q(s+T) +p26_Q(S+T)/ e Pldy — _pe—qse—(q—‘,—p)r,
0

and so by(s,T5t) = [7°b b(t + u,7)du = —b(s, T)pe " /(2q + p). Re-
peating this procedure we obtam bo(s,7;t) = ¢(t)"tb(s,7) for n =
1,2,..., where

pe

81 = =5 (>0)

Hence, for to, t1, t2 as in (4.1) and (4.2), s € (—tg,t1) and 7 > 0, we have

g(S T; to,tl) = b tl — S, T Z Qk? 2 tO + 8,7') Z¢(t2)2k_1
1 —o(t2)? 1— ¢(ty)?

By Theorem 5.2 and elementary calculation, we see that (1.7) holds with

=b(t; —s,7) +b(to + 5,7)

(2q + p)e?* — pe”*
2q + p)2edt — ple—at
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(5.4) k(t,s) = p(2q +p)( (0<s<t).



6. EXPECTED UTILITY MAXIMIZATION FOR FINANCIAL MARKETS
WITH MEMORY

In this section, we explain the implication of Theorem 5.2, in particular,
(5.4), in the financial markets with memory of [1] via expected logarithmic
utility maximization.

Let T be a positive constant. Let Y(-) be as in Section 3 and let
{F(t)}o<t<r be as in Section 5. We consider the financial market M
consisting of a stock with price S(t) at time ¢ € [0, 7] and a share of the
money market with price Sy(t) at time ¢ € [0,T]. The price of the money
market is governed by

So(0) =1, dSo(t) =r(t)Se(t)dt  (t €[0,T)),
and the price of the stock satisfies (1.1) with S(0) being a positive con-

stant. We assume the following;:

(1) the risk-free rate process r(-) is progressively measurable and satis-

fies fOT Ir(t)|dt < o0 a.s.;
(2) the mean rate of return process m(-) is progressively measurable

and satisfies fOT Im(t)|dt < 0o a.s.;
(3) the volatility process o(+) is a progressively measurable process that

satisfies fOTO'(t)th < oo as. and o(t) > 0 a.e. t € [0,T] a.s;
(4) fOT 0o(t)?dt < oo a.s., where
m(t) —r(t)

a(t)

(5) the following positive local martingale (Zy(t))o<i<r is in fact a mar-
tingale:

Oo(t) := 0<t<T);

2t) = exp { = [ 10(s) — a() aBs) -} [ 00(s) — a(o) s

— e {- [0~ aav(s) - 3 [ (67 - aolas |

A sufficient condition for (4) and (5) is that there exists a positive con-
stant ¢; such that P(|0y(t)] < ¢1, ae. t € [0,7]) = 1 (see [1, Propo-
sition 3.2]). Under the above assumptions, Sy(-) is given by Sy(t) =
exp{fotr(u)du} for t € [0, 7] and S(-) by (1.4) or, for 0 <t < T,

5() = sexo | [ )i+ [ {ints) = o010t - 5o as].

The market M is complete, and if o(-) and r(-) are constants, then the
Black—Scholes formula for option pricing holds in it (see [12, Theorem

1.6.6 and Section 2.4]).
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We define the discounted price process S(-) by S(t) = S(t)/So(t) for
0 <t <T. We consider the following expected logarithmic utility maxi-
mization from terminal wealth: for given z > 0, solve

V(z) = sup Eflog (X*(T))],
TeA(x)

7(+) is real-valued, progressively measurable,

Az) = {(W(t))oggT 1 foT T2 (t)dt < 0o, X*™(t) >0 (0<t <T) a.s.} ’

X7 (t) = Sy(t) {:z: + /Ot %dﬁ(u)} .

The value 7(t) is the dollar amount invested in the stock at time ¢, whence
7(t)/S(t) is the number of units of stock held at time ¢. The process
X®7(-) is the wealth process associated with the self-financing portfolio
determined uniquely from 7(-). By [12, Chapter 3, Example 7.9], there
exists an optimal portfolio my(-) € A(z) for the problem and the optimal
wealth process X*™(.) is given by X*™(t) = x/Hy(t) with Hy(t) :=
Zo(t)/So(t) for 0 < ¢t < T. Moreover, if Sy(-) is deterministic, then the
optimal portfolio proportion 7y (t)/X*™(t) is given explicitly by [{m/(t) —
r(0)}/o(t)*] = {a(t)/o(t)}, that s,

o (t) m(t) —r(t) I
(6.1) Xem@) - o) = /0 k(t,s)dY (s) 0<t<T).

If the market does not have memory, that is, Y (-) = W(:) or a(-:) =
¢(+) = 0, then the integral on the right-hand side of (6.1) does not appear.
On the other hand, in the presence of memory, the equality (6.1) implies
that the optimal portfolio proportion at time ¢ depends on the history of
stock price from 0 through ¢ and that the integral fot k(t,s)dY (s) precisely
describes the memory effect. It should be noticed that if o(-) = o and
m(-) = m with ¢ and m being constants, then the values of S(t) and Y (t)
are directly related with each other through

S(t) = S(0)exp {aY(t) +mt — %azt} :

It also should be noticed that in the simplest case a(t) = pe~? which is
empirically studied in [2], k(t, s) is given by the elementary function (5.4)
and that the parameters o, p and ¢ can be statistically estimated by the
method of [2] which is briefly described in Section 1. Thus, if o(:) = o,
m(-) = m and a(t) = pe~?, then it is possible to calculate the right-hand

side of (6.1) numerically from the data of stock prices.
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