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1. Introduction

Pension funds are one of the most important institutions in the financial markets because they can
help to secure one’s life after retirement. Therefore, studying the optimal management strategy for a
pension fund is a research topic of theoretical and practical importance. Typically, there are mainly two
kinds of pension plans, which are defined benefit (DB) and defined contribution (DC) pension plans.
In recent years, DC pension plans have become more popular in the market because DC pension plans
can meet the demographic development and the financial market. Obviously, DC pension plans are
worth studying.

Over the last two decades, DC pension plans have been extensively studied in the literature. From
the perspective of financial markets, for the case where the price of the stock is modeled by the
geometric Brownian motion (GBM), see Boulier et al. [1], Deelstra et al. [2], Han and Hung [3], Guan
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and Liang [4], Guan and Liang [5], Chen et al. [6], Fombellida and Casado [7], Dong and Zheng [8],
and the references therein. For the case where the stock price is assumed to be the constant elasticity
variance (CEV) model, see Xiao et al. [9], Gao [10], Gao [11], Zhang et al. [12], Li et al. [13], Li et
al. [14], and Chen et al. [15]. Since the GBM can not suitably capture the volatility smile of the stock,
as the CEV model can do well, thus the CEV model is more suitable to model the prices of stock.
Meanwhile, the GMB can be considered as a special case of the CEV model.

Recently, from a practical point of view, many researchers studied the optimal investment strategies
for DC pension plans with the return of premium clauses. In a DC pension plan without return of
premium clauses, if a pension fund member dies during the accumulation phase, then the pension
plan is automatically terminated. Meanwhile, the premiums paid by the pension member will not be
returned to the member. In contrast to DC pension plans without return of premium clauses, in a DC
pension plan with return of premium clauses, the pension members withdraw their premiums when
they die during the accumulation phase and the difference between the premium and the accumulation
(negative or positive) is distributed among the surviving members. Obviously, DC pension plans with
return of premium clauses can protect the rights and interests of pensioners well. Therefore, it is of
great importance to study the optimal management strategies for DC pension plans with the return of
premium clauses. In this direction, He and Liang [16] first introduced the return of premium clauses
into a DC pension plan model. Under the mean-variance criterion, they studied the optimal investment
strategies where the stock price was modeled by a GBM. Under the mean-variance criterion, Sheng and
Rong [17] studied the optimal investment strategies for a DC pension plan with an annuity contract,
where the price of the stock was modeled by Heston’s stochastic volatility model. Under the mean-
variance criterion, Sun and Li [18] investigated the optimal investment strategy for a DC pension plan,
where the price of the stock was modeled by a jump-diffusion process. Under the multi-period mean-
variance criterion, Bian et al. [19] studied the investment strategy for a DC pension plan in a discrete
time setting. By maximising the mean-variance of terminal wealth, Li and Rong [14] studied the
optimal investment strategy for DC pension plans, where the price of the stock was modeled by the
CEV model and the invested bond was defaultable.

All of the above references to optimal investment strategies for DC pension plans with return of
premium clauses used mean-variance criteria. However, it is well-known that besides the popular
mean-variance criterion, another popular optimality criterion is maximizing the expected utility of the
terminal wealth. Therefore, this paper will focus on the expected utility criterion. On the other hand,
in reality, financial markets usually involve costs such as trading fees and taxes, while these economic
factors have not been discussed in the literature for a DC pension plan with return of premium clauses.
Consequently, this paper is mainly motivated by the following two concerns:

(1) How can we best incorporate the trading fees and taxes into the model of DC pension plans with
the return of premiums clauses?

(2) Furthermore, under the above first concern, what is the optimal investment strategy by that
maximizes the expected utility of the terminal wealth?

To the best of our knowledge, the above two concerns have not been discussed in the literature. In
the present paper, we aim to address the above two concerns. We assume that the financial market
consists of a risk-free asset and a risky asset (called a stock), where the price of the stock is modeled
by the CEV model. We also assume that there are trading fees and taxes in the financial market,
which may affect the asset process. Instead of mean-variance criterion, by maximizing the expected
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utility of the terminal wealth, we obtain the optimal investment strategy for a DC pension plan with
the return of premium clauses via stochastic optimal control theory and the Legendre transformation
method. When the utility function is specified in terms of exponential, power, and logarithmic utility
functions, the explicit expressions of the optimal investment strategies are given. Finally, the effect of
the involved parameters on the optimal investment strategies is analyzed, and these parameters are the
rate of interest and the return rate and volatility of the stock.

The remainder of this paper is organized as follows. In Section 2, we introduce the financial market
and the optimization model for a DC pension plan with return of premium clauses. In Section 3, we
provide a general solution to the optimization model by solving the Hamilton-Jacobi-Bellman (HJB)
equation. In Section 4, we give the explicit expressions of the optimal investment strategies when
the utility function is specified in terms of the exponential, power, and logarithmic utility functions.
In Section 5, we provide a numerical analysis of the effect of parameters on the optimal investment
strategies. These parameters include the interest rate and the return and volatility of the stock. Finally,
Section 6 summarizes the conclusions.

2. Model formulation
In this section, we introduce the financial market and the optimization program.

2.1. The financial market

Let (Q, .7, {-Z}ici0.11, P) be a complete filtered probability space satisfying the usual conditions and
%, represents the information up to time ¢ in the market. The accumulation phase of the DC pension
plan occurs within [0, 7']. The DC pension fund starts at time 0 and 7 > 0 is the retirement time. We
assume that all of the processes introduced below are well-defined and also adapted to {-%,},c(0.71-

Suppose that the market structure consists of two financial assets, a risk-free asset and a risky asset.
We denote the price of the risk-free asset (i.e., cash) at time ¢ by B(¢), and the price process by

dB(r)

B0 rdt, 2.1)

where r 1s a constant rate of interest.
The price process of the risky asset (i.e., stock) at time ¢ by S (¢), is described by the CEV model

s _ 5
Sy = Hd kST 0w, (2.2)

where pu is an instantaneous expected return on the stock and satisfies the general condition u > r,
kSA(t) is the instantaneous volatility, and 8 is the elasticity parameter and satisfies the general

condition 8 > 0. {W, : t > 0} is a standard Brownian motion defined on a complete probability space
(Q, cgz, {gt}ze[O,T], P)-

Remark 2.1. Note that if the elasticity parameter 3 = 0 in(2), then it reduces to a GBM. If § < 0,
the instantaneous volatility kS f increases as the stock price decreases, and can generate a distribution
with a fatter left tail. If B > O, the situation is reversed.
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2.2. The optimization problem

For a DC pension, the holder of the pension fund in the accumulation stage needs to pay a certain
amount of premium in advance. In the model, the premium paid per unit of time is P (P is constant)
and the starting point of the accumulation phase is wy. The final moment is wy + T. According to
the rules of endowment insurance, if a member dies before retirement, the balance of the individual
contribution in the personal account and the interest earned are returned to the heir in a lump sum.
In order to protect the rights and interests of pensioners who die during the accumulation phase, this
paper introduces the premium return clause into the pension plan. Under actuarial terms, a deceased
annuitant can withdraw premiums. 4,4+, 1S an actuarial notation that denotes the probability of dying
at age wy + t and in time [wy + , wy + t + At]. tP denotes the accumulation of premiums at time #, SO
that the return of the death annuity at age wy + ¢ during the period [0, At] is P 4.,+: and the difference
between the income after the premiums are returned and the the difference between the accumulation
phase will be distributed equally to the survivors.

To increase the wealth value of the pension fund, the manager of the pension fund invests the
insurance premium in a risky asset (stock) and a risk-free asset (cash), where the proportion allocated
of m and (1 — ) respectively. p is the trading fees of the stock trading, and 6 is the tax when the holder
of the pension fund withdraws.

Consider the discrete form of wealth in [z, f + %]:

1 1
X" (t + %) = {X”(t) (nw +(1- n)B(t i ")) - X" ()(mp + 9)%

S (1) B(1)
( : ]
X|—-.
1 - %q(uo+t

To compare the optimal strategies of pension funds with and without the return of premium clauses,
we introduce parameters, the parameters a = 1, which means there is a return of premium clause, and
a = 0, which means there is no return of premium clause. The last item of the above formula means
that the difference between the income and the accumulate phase amount will be distributed equally to
the survivors.

. (2.3)
+P_ - ClP[ lqu_H
n n

Denote 1 |
1 St+3)=8@) B+ >)— B(1)

AN =—— (1l —p)——2————, 2.4
T s U T T R 4

then . . .

1

X" (t + —) = [X(t)”(l + AS) =X"(t)(mp + 0)— + P—

n n n
Pi |y 4o 2

—a %qwoﬂ] X + m .

In (2.5) u(?) is the death force function, and ,q, is an actuarial symbol standing for the probability
that the person who is alive at the age of x will be dead in the following ¢ time period, and satisfies
Ay =1— = 1—¢ huads gq

% , 1 1
%qwoﬂ‘ — 1 _ e—jé u(wo+t+.s)dx ~ M((J)O + t); = 0(;) (26)
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Let t — 0, then u(wy + ¢) is small in the accumulation stage and

1
%qwo-}-t 1 —e X w(wo+t+s)ds

1
_ foﬁ u(wo+t+s)ds - 1= iy 1 -0 l 27
1- lqwo+t e—fou(w0+1+s)ds ¢ u((,()() )n (I’l) ( . )

Hence, it is easy to get
1 1 1 1
Ab; - O(=) = 0o(=), 19y -O(=) = 0(=).
n noon n n

Then (2.5) can be written as follows

X" (r + 1) = X"(0)(1 + AST) + X" (Dulwo + t)l — X"(H)(np + 9)l L aPtu(wy + t)l + 0(1). (2.8)
n n n n n n

When t — 0, and we have

e wnen | dS@ o dB()
AX7(0) =X7(0) |7 (1L =)= + X(u(wo + 0ds 09)

— X"(t)(mp + 6)dt + Pdt — aPtu(w, + 1)dt.
Substitute (2.1) and (2.2) into (2.9), we have
dX7(f) = X" (O)[n(u — p — 1) + (r — 0) + u(wy + 1)]dt + Pdt — aPtu(wy + t)dt + X" ()7kSP(H)dW(r). (2.10)

To simplify the model, we have chosen the Abraham De Moivre model (refer to Kohler and
Kohler [20]) to characterize the force of mortality function, u(?), in the following form:

1
ut) = —,0<t < w, (2.11)
w

where w is the limit age of the person, (2.10) of the wealth process of the pension fund can be written
as follows .
dX*(t) = X"O)r(u—-p—r)+ (r—0) + ———]dt
w—wy—t
w—wy—(1+a

+P dt + X*()mkSP(1)dW(v),
w—wy—t

(2.12)

X(0) = xo.

In this paper, a dynamic asset allocation strategy m(¢) is an asset allocation proportion invested in
the stock at time 7. A strategy I1 = {n(¢) € [0, ], (0 < ¢t < T)} is called admissible. We denote the set
of all admissible strategies as the following.

Definition 2.1. For any fixed t € [0, T], a strategy n is said to be admissible if
(1) m is F -predictable;
(2) Forany v € [t, T] E[ [ (x0)r(mks¥)*] < +oo;
(3) For any v € R X R, Eq (2.12) has a unique solution X" (V)ye;. 1) with X™(t) = x,S(¢) = s.
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Let U(x) : R, — R be a utility function. Assume that U(x) has the finite first- and second-
order derivatives, and assume that U’(x) > 0 and U”(x) < O for any x. Denote by RAC(x) the risk
aversion coefficient of the utility function U(x), that is RAC(x):= — l[]]((;‘)) The RAC(x) reflects the risk
preference of an investor. The larger the RAC(x) is, the more risk-averse the investor . In other words,
the smaller the RAC(x) , the more risk-appetite the investor is.

To study a DC pension plan is to choose an optimal investment strategy m(f) that maximizes the
expected utility of the terminal wealth E[U(X(T))]. In other words, the optimization problem studied

in this paper is described as following:

max E[UX(T))]. (2.13)

3. Solution of the model

This section begins by deriving the general framework of the optimization problem (2.13) using the
maximum principle. It then proceeds to find the explicit solution of the optimal investment strategy
that maximizes the terminal expected utility function using the Legendre transformation.

3.1. General framework

By using the classical tools of stochastic optimal control, we define the value function

H(t, s, x) = sup E{UX(T)IS (t) = s, X(t) = x}. 3.1

el

Assume that V(t, s, x) € C*2([0, T] x R x R), then we can define the following variational operator
on any function V(t, s, x):

A OV, s, x) = H, + {x

1 —wo— (1 +a)
nu—p—r)+(r—-0)+ +Pw wo a)}Hx
w—wy—t w—wy—t

1 1
+usH, + §k2s2ﬁ+2H‘” + ExznzkzszﬁHxx + xnk? s H

where V,, V., V.., Vi, Vi, and V, represent first-order and second-order partial derivatives with respect
to the variables z, s, and x respectively.

According to the principle of stochastic dynamic programming, we can easily derive the following
Hamilton-Jacobi-Bellman (HJB) equation

! —wo— (1 +a)
2 w—wo—1 w—wy—t
1 (3.2)
sup {xn(,u -p—nH,+ ExzﬂzkzszﬁHxx + XszszﬁHHxs} =0.
€Il
The optimal investment strategy 7" satisfies
—n = Hx + k2 2ﬁ+111)cY
= (3.3)

xk?s?8H
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Substituting (3.3) into (3.2), we obtain another partial differential equation for the value function H

w—wy— (1 +a)t}Hx
w—wy—t
+lk252ﬁ+2H _ 1[(# —pP— r)Hx + k2s2'3+1Hxs]2 _
2 ) k*s*H

1
H,+ysHs+{x[(r—9)+ ; + P
w — wy (3.4)

0.

(3.4) represents a non-linear second-order partial differential equation, which can be challenging to
solve. However, the use of the Legendre transformation can transform it into a linear partial differential
equation, making it easier to solve.

The following theorem verifies that the investment strategy given by (3.3) is indeed optimal for
optimization problem (2.13) and its proof can be found in the Appendix.

Theorem 3.1. If V(t, s, x) € C?*%([0, T] x R X R) is a solution of the HIB equation (3.2), i.e., V(t, s, X)
satisfies the following HJB equation

sup{A™OV(t, s, x)} = 0, V(T, s, x) = UxX(T)),

€Il

then for all admissible strategies n(t) € I1, one has H(t, s, x) < V(t, s, x); if 1(t) satisfies

7(t) € argsup E{U(X(T))IS (¢) = s, X(?) = x},

eIl

then one has H(t,s,x) = V(t,s,x), and it implies that 7(t) is the optimal solution of optimization
problem (2.13). Consequently, the investment strategy given by (3.3) is the optimal solution to the
optimization problem (2.13).

3.2. Legendre transformation

Definition 3.1. Let f : R, — R be a convex function. For z > 0, define the Legendre transform
L(z) = max f(x) — zx,

and the function L(z) is called the Legendre dual of the function f(x).

If f(x) is strictly convex, the maximum in the above equation will be attained at just one point,
which we denote by xj. It is attained at the unique solution to the first-order condition

dfx)

=0.
dx ¢

So we can write
L(z) = f(xo) — zxo.

We also use the assumed convexity of the value function to define the Legendre transform

H(t,s,72) = sup {H(t, 5, x) — zx}, (3.5)

x>0

where z > 0 denotes the variable dual to x. The value of x where this optimum is denoted by g(¢, s, z),
so that
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gt 5,2) = inflxlH(t, 5, x) 2 2x + H(, s,72)). (3.6)
The function H is related to g by
g(t, s,2) = —H.(1,5,2). 3.7)

Hence we can take either one of the two functions g and H as the dual of H.
As the Legendre transform describes, we have that

H.(,s5,8(,5,2) = 2, (3.9)

and this leads to
A(t,s,2) = H(t,5,8) - 28. 3.9)

By differentiating (3.5) and (3.6) with respect to ¢, s, and z, the transformation rules for the
derivatives of the value function H and the dual function A can be given as (e.g., Jonsson and
Sircar [21])

. . H?

Hx =2 Ht = Ht’ Hss = Hss - A_SZ,

HZZ

. H, 1
H,=H,H,=-——-—",H,=——. (3.10)
HZZ HZZ
At the terminal time, we define

0(2) = sup{U(x) - 21}, G(2) = inf{X|U(x) 2 zx + U(2)}. (3.11)

x>0

In this way, the problem can be turned into a dual problem.
Substituting expression (3.10), we rewrite (3.4) as

A A 1 —wo— (1 +a)
H,+usHs+x(r—0+—)Z+P(w wo — ( %) )Z
w—wo—t

w—wy—t

A R 2 28+1_He2
N lkzszﬁ”*z(ﬂ” ) }AIEZ) ) l[(ﬂ p—nz+k s1 (=72)] o, G12)
2 sz 2 k252/5(_H_u)

w—-wo—(1+a)t

where ¢ :=r—6 + ﬁo_t,m ::P(To_t),% =u—p-r.
Now we have the following partial differential equation

. . 1 . 193 .
H, + usH + xp12 + 922 + Ekzszﬁ”Hss + Eﬁsz — @35zH,; = 0. (3.13)
The derivative with respect to z is
1 ¢32% & @3z

. X 1 X . .
H + (- ¢3)sH,, + xp1 + 12X, + 2 + Ekzsw*sz + H, - ¢35zH,, = 0. (3.14)

2 k25287 T 2 g0p
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For any 1, s, let x = g(¢, x, z) in (3.14), and by using (3.7), we have

¢3 12 g 1 ¢32°
8+ (U= @3)s8s + (W — Q)28 — 8P — 2 + Ek ST s ¥ 512 2p 8 T 358 = 0. (3.15)
The focus is typically on the optimal investment strategy rather than the value function. Using
Eq (3.4), we can calculate the optimal stock holding through a feedback formula based on the
derivatives of the value function. The optimal stock holding can be expressed in terms of the dual
function g.

QDSHX + k2S2ﬁ+1Hxs _ —p328; + k2s2ﬁ+1gs
B xk?s?PH .. B gk*s%8

*_

(3.16)

Thus, for a given optimal problem, we solve the linear PDE for g and obtain the investment
amount 7*.

4. Explicit solutions
This section presents the explicit expressions for the solutions to the optimization problem (2.13)

when the utility function U(x) is specified as the exponential (constant absolute risk aversion (CARA)),
power (constant relative risk aversion (CRRA)), and logarithmic utility functions.

4.1. Explicit expression for the optimal solution for the CARA utility

The exponential utility function is given by

I _
Ux)=——e 7,
q

where g > 0 is the risk aversion coefficient.
The Eq (3.15) is then solved.

¢(T,5,2) = (U)'(2) = —é Inz.

The solution to Eq (3.15) is sought as follows.

1
g(t,s,2) = —a[b(t)(lnz +m(t, $))] + a(?) 4.1)
with the boundary conditions given by m(7T, s) = 0,a(T) = 0, and b(T) = 1.
Then
1 1 b(t
g = —={0'®Olnz+m(t, )] + b(Om} + &' (1), g5 = —=b(Om,, g, = —Q,
1 b(t) ’
8ss = —=b(H)my, 8sz = 0, 8z= "7
q qz
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Plugging (4.1) in (3.15), we have

1 , 1 b'(1)
——Inz{b'(t) — b(H)¢1} — —b(){m +my; + (U — @3)smg — mey — @y
q g (D) “3)
15 g0 1 ¢ , _ .
+ Ek ST mg + Ekzszﬂ} +a'(t) — at)p — 2 = 0.
The equation can be split into three separate equations.
@' (1) — a(tpr — 2 = 0, (4.4)
b'(1) = b(n)g1 = 0, (4.5)
m; + (p + r)sm +lk2s25+2m +—L§—<p =0 (4.6)
t s D) S 2 k2S2'B 1 . .
Taking into account the boundary condition a(7") = 0, we have
a(t) = P(1 + a)[l — e=00-1)] _Pw-wy=(+a)) Pw-w~-1+aT) Sr-0-T) @)
(w = wy — D(r — ) (W= wo—1)(r—0) (w—=wy=0)(r—10)
Taking into account the boundary condition 5(T") = 1, we have
b(t) = we(r—(’)(t—ﬂ_ (4.8)

w—wy—T

Note that since (4.5) includes coefficient variables s, s**2, and s?, it is difficult to solve this
equation. Therefore, we can use a power transformation and a variable change technique to transform
the non-linear equation into a linear one.

m(t,s) = h(t,y),y = 5B

so that
my=hy, mg=-285F"h,, my =475 hy, +2B(2B + 1)sF h,. (4.9)

Substituting these derivatives into (4.5), we obtain the following linear PDE

1 g3y
h, = 2B(0 + r)yhy, + 28°k*yhy, + K*B2B + 1)h, + Ek_gz — ¢ =0. (4.10)
We try to find a solution of (4.9) with the following structure
h(t,y) = A(1) + B(1)y, (4.11)
with A(T) = 0, B(T) = 0.
Then o .
hi=A+By, h,=B, hy,=0, (4.12)
and introducing this in (4.9), we derive
—_ —_ —_— —_ QOZ
A+ BB+ 1)B — ¢, + y{B, —2B(p + r)B + 2—};’2} =0. (4.13)
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We can decompose (4.12) into two conditions in order to eliminate the dependence in y and t:

A, +KB2B+ 1B - =0, (4.14)
—_— —_ ()02
B, - 2B(p +r)B + 2—]32 = 0. (4.15)

Taking into account the boundary condition E(T) = (0, the solution to (4.15) is

B(t) = L _ 2B(p+n)(t-T)
B(t)_4k2ﬁ(p+r)(1 e ). (4.16)

Taking into account the boundary condition X(T) =0 and E(t) , the solution to (4.13) is

— 28 + 1)¢? 2B + 1)¢? —wy-T
A = _M_,_r_g (I_T)+Melﬁ(p+r)(t—ﬂ+lnw‘ 4.17)
40 + 1) 8B(p +r) w—wy—t

Finally, we can obtain the optimal solution of problem (2.13) under the CARA utility. The optimal
strategy invested in the stock is given by

@3b(t) + 2BK>b(t) B(1)

(1) = ,
@ qxk?*s*

(4.18)

which is summarized in the following theorem,

Theorem 4.1. For the optimization problem (2.13) with wealth process (2.12) and the exponential
utility function, the optimal investment strategy is given by

. @3b(D) + 2BK*b(H)B(t)
(1) = ,
qxk?*s*
where
p3=pU—p—T
by = L0 o-va-n
w—-—wy—T ’
~ 3
f) = 3 1 — o2Blo+n=T)y
0= tepp+nt ¢ )

Remark 4.1. For the CARA utility function, the return of premium clauses have no effect on the optimal
investment strategy. If elasticity parameter 8 = 0, the CEV model reduces to the GBM model, and the
optimal investment strategy is given by n*(t) = ff]g), which also implies that the optimal investment
strategy has nothing to do with the price of the stock.
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4.2. Explicit expression for the optimal solution for the CRRA utility
4.2.1. Explicit solutions for the power utility

The power utility function is given by
1
U(x) = —x7,
Y

where y < 1,y # 0.
Next, we solve Eq (3.15).

g(T,5,2) = (U '@ = 7.
We try to find a solution to (3.15) in the following way

g(t,5,2) = 27 h(1, s) + a(0), (4.19)
with the boundary conditions given by A(T, s) = 1,a(T) = 0.
Then
a2, 1 h
8 = htzy_l ta (t)’ 8s = hszy_l » 8z = Y- lzy_l ’
¢ :hzﬁ g, = hy Zﬁ_l ¢ :(Z_Y)hzﬁ_z (4.20)
ss Ss ] S 7 _ 1 9 2z (’)/ _ 1)2 .
Plugging (4.19) in (3.15), we have
| 1
2 [+ (= —Y—3)shy — —L—hgy + ~K2 %2R,
v—1 v—1 2
L& @ Wi 2 (4.21)
3 - 3 ’ —
EkZSZ'B ()/ _ 1)2 + k2S2'B y _ 1 + a (t) - al(t)(,Dl - 902 - 0'
We can split (4.20) into equations in order to eliminate the dependence on ok
a'(1) — a1 — 2 = 0, (4.22)
2
Y Y 15 250 #3 Yh
h; + (u— hy —h + =k hgs + — 4.23
Taking into account the boundary condition a(7) = 0, we have
_ pr=0)(t=T) — — — —
a(r) = P(l+a)l-e ] Plw-—wy—(1+a)) N Plw—wy—(1+ a)T)e(r_e)([_T). (4.24)

(@=-wo =D =07  (@W-wo=0r=60  (w=wy=-0(r—0)
To solve (4.23), similar to the exponential case, we define let A(z, s) = f(¢,y) and y = s~ so that

hi=f, hy==285F"f, hy=465*2f, +2602B+ 1)sFf,. (4.25)
Substituting (4.25) into (4.23), we obtain the following:

vf ( o

- m) + 2By fyy + By {—2uy +K2B+ 1)+ %2(,03))} =0.  (4.26)
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We try to find a solution of (4.26) with the following:

f(t,y) = A@)e® ™, (4.27)
with A(T) = 1,B(T) =0
Then
fi = AP + AB)B (t)ye® ™,  f, = A@®)B(0P™”,  f,, = A@t)B*(t)e" ™. (4.28)
Introducing this in (4.26), we derive

A, 2

A Y3
LB 3
AP (‘01 220y — 1)
+ BB=2uy + K228 + 1) + le%y} = 0.
’y —

) + 2k°3* By
(4.29)

We can decompose (4.29) into two conditions in order to eliminate the dependence in y and t:

A
< - zl¢1+Bk2,8(2,8+1):0,A(T):1, (4.30)
2
w3y 252 p2 u—yp+r)

B+ —3 g B +28BR YL _ o BTy = 0. 431

S B+ 2B ) 431)

The solution to (4.30) and (4.31) is
—B(2B+1)

w — W BB+
A(t) _ (—O)y 1(/12 _ 1) 22 [/12 _ /llezﬁZ(/h—/lz)(T—l)] T € 7= L (r-6)-BQ2B+ DAL (- T) (432)

B(f) — _zl(l) (433)
=1y _ =Y prn)E V-9 —(o+1)%y)
where I(t) = W’ A = 28(1-y)

Finally, we can obtain the optimal solution of problem (2.13) under the CRRA utility. The optimal
strategy invested in the stock is given by

e3(x —a(®)  2B(x —a®)I@)
C(y - Dxk2s¥ xk2s% ’
which is summarized in the following theorem.

(1) =

(4.34)

Theorem 4.2. For the optimization problem (2.13) with wealth process (2.12) and the power utility
function, the optimal investment strategy is given by

p3(x —a(r)  2B(x — a®))I(2)

* t ,
0= (y 1)xk2szﬁ xk?s%B
where
p3=U—p—F
0 P(1 +a)[l —e"2D]  P(w—wy — (1 +a)f) N Plw—-—wy—0+a)T) 0T,
a(t) = -
(w—wo = B)(r—0)? (w—wo—1)(r—10) (w—wo—1)(r—10)
/11 2, B Ai=-1)T-1) u=y+r) = 1= -(p+r?y)
I( ) - ’/11,2 = .

— A 2B (=) -1)
A2

2B(1 -y)
Remark 4.2. If elasticity parameter 3 = 0, the CEV model reduces to the GBM model, and the optimal

investment strategy is given by n*(t) = ‘“(x—)a(ktz)), which also implies that the optimal investment strategy

has nothing to do with the price of the stock.
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4.2.2. Explicit solutions for the logarithm utility

The logarithm utility function is given by
U(x) =1nx.
Next, we solve the Eq (3.15).
8T, 5,2 =U)"(2) = %
We try to find a solution of (3.15) in the following way:

g(t,s,2) = %f(s) + a(?), (4.35)

where we denote the s value of the terminal time T as sy, with f(s7) = 1, ®(T) = 0, and we can obtain

1 1
g=d @, g=-f() g=-5f()
Z Z

1 ) 1 (4.36)
8ss = —f”(S), 8z = _3f(s)’ 85z = __zf,(s)-
Z < Z
Plugging (4.35) in (3.15), we have
1 1 1
@ (1) + us—f'(s) — gra(t) — ¢, + E1<2s2ﬁ+2— f(s) = 0. (4.37)
Z Z

We can decompose this equation into two conditions in order to eliminate the dependence on s:

a@'(t) —pra(t) — 2 =0,

{ IUS%f,(S) + %k252ﬂ+2%f//(s) =0. (438)

The solution to (4.37), which takes into account the initial conditions

o(T)=0, f(sr)=1,
is then
a(r) = P(1 + a)[1 — " 90=D)] Plw-—wy-(0+a)y) Plw-w—1+a)T) Q0D (439)
(W= wy—1)(r—6)* (w—wo—1)(r—16) (w—wo—1)(r—10)
f(s)=1. (4.40)
Finally, this leads to
B 1+P(1 +a)l =D P(w—wy— (1 +a))

2 W-wy=0r=6?2  (w=-wy=0)(r=6) (4.41)

P(w—wy— (1 +a)T) Ar=0=T)
(w—wy—t)(r —6) '

Introducing (4.41) in (3.16) and using (4.36), we obtain the optimal solution in the case of the
logarithm utility
_ galx—a()]
=—aa (4.42)

(1)

which is summarized in the following theorem.
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Corollary 1. For the optimization problem (2.13) with wealth process (2.12) and the logarithm utility
function, the optimal investment strategy is given by

ern _ p3(x—a(D)
T (t) - xkzszﬂ 1)
where
Pp3=H—p—T
a(t) = PA+a)l =" D] Plw-wy-(1+a)) Plw=-w—(1+a)T) Sr-0-T).

W-wo—0r—02  (w-wy—n(r—10) (w—wy —1)(r—0)
Remark 4.3. If elasticity parameter 3 = 0, the CEV model reduces to the GBM model, and the optimal

investment strategy is given by n*(t) = W . Therefore, the optimal investment strategy has nothing
to do with the price of the stock.

5. Numerical studies

In this section, we will numerically analyze the effect of parameters on the optimal
investment strategies. Throughout this section, unless otherwise stated, the following parameters are
givenasP=1, s=5 x=1, o =100, wy =20, T =40, r=0.02, u=0.1, k=05, =1, 0 =
0.005, p =0.01, g =5,and y = 0.5.

5.1. The impact of return of premium clauses on optimal investment strategies

Figures 1 and 2 show that, compared with the case without return of premium clauses, the proportion
of money invested into the stock becomes less under the case with return of premium clauses. This
phenomenon can be economically interpreted as follows. The possible return of premium during the
accumulation phase could reduce the fund size level. Hence, under the expected utility investment
criterion and to hedge the loss of the premium income, the fund manager would prefer to invest less
money in the stock. In other words, under the expected utility investment criterion, the risk preference
of the fund manager is risk-averse.

— without return of premium
* _ with return of premium

Figure 1. Relationship between 7*(¢) and Figure 2. Relationship between 7*(¢) and
t for the power utility function. t for the logarithm utility function.

Figure 3 shows that the proportion of money invested into the stock is the same for both of the cases
of with and without return of premiums. This phenomenon can be economically interpreted as follows.
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In contrast to the power and logarithmic utility functions, the risk aversion coefficient RAC(x) of the
exponential utility function is a constant, which implies that the risk preference of an investor does not
depend on its wealth. Therefore, in the case of the exponential utility function, the proportions of the
money invested into the stock stay the same regardless of being with or without return of premiums.

0.4

T
——without return of premium
035k O with return of premium 4

0 5 10 15 20 25 30 35 40
t

Figure 3. Relationship between 7*(¢) and ¢ for the CARA utility.

5.2. The impact of utility functions on the optimal investment strategy

Figure 4 shows that the proportion of money invested into the stock under the logarithmic utility
function is less than that under the power utility function. This phenomenon coincides with the
following intuition. Since the RAC(x) is % for the logarithmic utility function and 1%7 for the power
utility function, hence the intuition is that the fund manager is more risk-averse under the logarithmic
utility function than that under the power utility function. Therefore, the fund manager would prefer
to invest less money in the stock in the case of the logarithmic utility function. Note also that the risk
aversion coeflicients for the logarithmic and power utility functions become almost the same when
the wealth is large enough. Meanwhile, the fund size should become larger and larger when the time
moves into the future. Consequently, when the time moves into the future, the proportions of money
invested into the stock under both the logarithmic and power utility functions become the same.

0.35 .
O the logarithmic utiity
03ts + the power utility
11
*
025
+++
t
0.2 .
:: og g +++
0p +
0.15 o +
o +
o +
oo +
99 e
0.1 Og +
oo +
o +
g
o
0.05 Ocoo++++
C0008Et 1)
900d3d

Figure 4. Comparison of 7*(¢) for the power and logarithmic utility functions.
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5.3. The impact of parameters on the optimal investment strategy

In this subsection, we examine the sensitivity of the parameters involved in the model. These
parameters include taxes, trading fees, the rate of interest, and the return rate and volatility of the
stock.

5.3.1. The impact of taxes on the optimal investment strategy

Figure 5 shows that under any one of the exponential, power, and logarithmic utility functions,
the larger the tax, the more money invested into the stock. This phenomenon can be economically
interpreted as follows. Tax is a kind of income tax. Therefore, in order to hedge this loss of income
tax, the fund manager would like to invest more money into the stock, because the stock is of higher
return although it is of higher risk.

(a) The exponential utility (b) The power utility (c) The logarithmic utility

Figure 5. Impact of tax on the optimal investment strategy.

5.3.2. The impact of trading fees on the optimal investment strategy

Figure 6 shows that under any one of the exponential, power, and logarithmic utility functions, the
larger the trading fee, the less the money invested into the stock. This phenomenon can be interpreted
from the behavioral finance point of view as follows. The trading fee is a kind of market management
cost. Therefore, in order to reduce this loss of market management cost, the fund manager would like
to invest less money into the stock.

(a) The exponential utility (b) The power utility (c) The logarithmic utility
Figure 6. Impact of trading fees on the optimal investment strategy.
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5.3.3. The impact of the parameters of the utility functions on the optimal investment strategy

Figure 7 shows that in the case of the exponential utility function, the larger the risk aversion
coeflicient ¢ , the less proportion of money invested into the stock. This phenomenon also coincides
with the fact that the RAC(x) is now just the risk aversion coefficient g. On the other hand, since the
RAC(x) does not depend on the wealth, the impacts of the different values of ¢ on the proportion of
money invested into the stock appear more sensitive when the wealth is small, but less sensitive when
the wealth is large enough.

Figure 8 shows that under the power utility function, the proportion of money invested into the stock
increases when vy increases. This phenomenon can be interpreted as follows. Since the RAC(x) is 1%/,
the fund manager is more risk-appetite when y becomes large. Hence the fund manager would prefer
to invest more money into the stock when 7y increases. Note also that the RAC(x) becomes almost
the same when the wealth x is larger enough. Meanwhile, the fund size should become larger when
the time moves into the future. Consequently, when the time moves into the future, the proportion of
money invested into the stock under the power utility function becomes the same.

04

T+
+++++++++
L ey
+4

Figure 7. The parameters of the Figure 8. The parameters of the power
exponential utility. utility.

5.3.4. The impact of interest rate on the optimal investment strategy

Figure 9 shows that under any one of the exponential, power, and logarithmic utility functions, the
larger the interest rate, the smaller the proportion of money invested into the stock. This phenomenon
coincides with people’s common behavior. Indeed, when the interest rate increases, the fund manager
would have no incentive to invest more money into the stock in order to maintain the profit target. In
other words, the fund manager can simply invest more money into the risk-free asset to reach his/her
profit target.
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(a) The exponential utility (b) The power utility (c) The logarithmic utility
Figure 9. The impact of interest rate on the optimal investment strategy.

5.3.5. The impact the return rate and volatility of the stock on the optimal investment strategy

Figure 10 shows that under any one of the exponential, power, and logarithmic utility functions, the
larger the return rate of the stock, the greater the proportion of money invested into the stock. This
phenomenon coincides with people’s common behavior. Indeed, when the return rate of the stock
increases, the fund manager would have the incentive to invest more money into the stock in order to
achieve higher profit.

*
***+*+*+*
*

*,
1 Fhe,
*

(a) The exponential utility (b) The power utility (c) The logarithmic utility
Figure 10. The impact of the return rate of the stock on the optimal investment strategy.

Figure 11 shows that under any one of the exponential, power, and logarithmic utility functions,
the larger the volatility of the stock, the smaller the proportion of money invested into the stock. This
phenomenon can be interpreted as follows. Larger volatility of the stock represents higher risk. Hence,
fund managers who are not risk-appetite would like to invest less money into the stock, and at the same
time invest more money into the risk-free asset.
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(a) The exponential utility (b) The power utility (c) The logarithmic utility
Figure 11. The impact of volatility of the stock on the optimal investment strategy.

6. Conclusions

In this paper, we have proposed a new optimal DC pension model with the return of premium by
incorporating two practical factors, tax and trading fee, into the model. In the model, the pension is
allowed to invest in a risk-free asset and a risky asset, where the price of a risky asset is assumed to
follow the CEV model. The optimal investment strategy is obtained by maximizing the expected utility
of the terminal wealth. Explicit expressions of the optimal investment strategies are also given when
the utility function is specified to be the exponential, the power, and the logarithmic utility functions,
respectively. Finally, numerical studies are provided to show the impacts of the parameters involved on
the optimal investment strategies with the interpretations in the context of economics. In the future, the
return of premium clauses can be considered in more complex financial models to obtain the optimal
investment strategy for DC pensions.

Appendix

Let Q = R X R+, and we choose a sequence of bounded open sets Q; satisfying Q; € Qi1 C O,
i=1,2,---,and Q = U2, Q;. For (s,x) € Q;, assume that the exit time of (S (¢), X(¢)) from Q; is
denoted by 7;. Wheni — co,weget; AT — T.

(i) Consider an arbitrary admissible strategy n(¢). By applying /t0’s formula for V(¢, s, x) on [t, T],
we obtain

T
V(T,S(T),X(T)) = V(t, s, x) + f A OV (v, s(v), x(v))dv
T
+ f xntk PV (v, s(v), x(v))dW(v)
T
+ f ksSPV (v, s(v), x(v))dW ().

Taking supﬂ(t)en{ﬂ”(’) V(t, s, x)} = 0 into consideration, which displays that the variational inequality
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AOV(t, s, x) < 0, we have
T
V(T,S(T),X(T)) < V(t,s,x)+ f xnksPV (v, s(v), x(v))dW(v)

T
+ f ksSPV (v, s(v), x(W)dW(»).

The last three terms on the right-hand side of the above inequality are square-integrable martingales
and their expectations are equal to zero. Hence, we get

E(V(T,S(T),X(T)) | S(1) = 5,X(1) = x) < V(t, 5, %).
Further, taking the supremum, we obtain

sup E(V(T,S(T),X(T)) | S() = s5,X() = x) < V(t, s, x),

eIl

and it implies that
H(t,r,x) < V(1 x).

1) EV(T; AT,S(t; ANT),X(t; ANT))) < oo for a specific strategy 7*(¢). Applying /t0’s formula to
V(t, s, x)on [0, 7; A T] once again, we have

T AT
V(r; AT, S (t; AT), X(1: A T)) = V(0, s, x0) + f AT OV (y, s(v), x(v))dv
0
T AT
+ f xnksPV. (v, s(v), x(v))dW(v)
0

AT
+ f ksPVi(v, s(v), x(v))dW ().
0
For a specific strategy 7*(¢) satisfies (15), i.e., A" “V(t,S (v), X(v)) = 0, and the last three terms are

also square-integrable martingales. Hence, taking the expectation on both sides on the above equation,
we obtain

EVE@, ANT,S(t; AT),X(t; AT))) = V(0, 59, Xg9) < 00.

(iii) H(t, s, x) = V(t, s, x) for a specific strategy 7*(¢). Using Ito’s formula for V(z, s, x) on [£,7; AT
once more, similarly, we derive

T AT
Vo, AT, S(t; AT), X(t; ANT)) = V(t, 5, x) + f AT OV (y, s(v), x(v))dv
0
T AT
+ f xrksPV. (v, s(v), x(v))dW(v)
0

T AT
+ f ksPVi(v, s(v), x(n)dW ().
0
Taking the conditional expectation, we yield

Vi, s, x) = E\V@ AT,S(t; AT),X(t; AT)) | S(F) = 5,X() = X).
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Taking the limitation once more, we get
Vit,s,x) =lmE(V(t; AT,S(T; AT),X(t; AT)) | S() = 5, X(¥) = x).
In addition, we derive

Ht, s, x) =supE(V(@; AT, S(t; ANT),X(t; AT)) | S() = 5,X(t) = x)

el

=lmEV@ AT, S(T; AT),X(t; AT)) | S(2) = 5, X(t) = x)
= V(,s, x).

Therefore, it implies that 7*(¢) is indeed the optimal investment strategy for the problem (2.13).
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