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Abstract

There is wide evidence that financial time series are the outcome of the superposi-
tion of processes with heterogeneous frequencies. This is true, in particular, for market
return. Indeed, log market return can be decomposed into uncorrelated components
that explain the reaction to shocks with different persistence. The instrument that al-
lows us to do so is the Extended Wold Decomposition of |(Ortu, Severino, Tamoni, and
Tebaldi| (2017). In this paper, we construct portfolios of these components in order to
maximize the utility of an agent with a fixed investment horizon. In particular, we build
upon [Campbell and Viceiral (1999) solution of the optimal consumption-investment
problem with Epstein-Zin utility, using a rebalancing interval of 27 periods. It turns
out that the optimal asset allocation involves all the persistent components of market
log return up to scale J. Such components play a fundamental role in characterizing
both the myopic and the intertemporal hedging demand. Moreover, the optimal policy
prescribes an increasing allocation on more persistent securities when the investor’s
relative risk aversion rises. Finally, portfolio reallocation every 27 periods is consistent
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with rational inattention. Indeed, observing assets value is costly and transaction costs
make occasional rebalancing optimal.

JEL classification: G11, C32, C61.
Keywords: optimal portfolio, Epstein-Zin preferences, multiple horizons, persistence of
returns, shocks heterogeneity.

1 Motivations

Economic phenomena are complex objects of study. In fact, every variable is the result of
the aggregation of a multiplicity of factors that occur often unexpectedly and last for an
undetermined amount of time. The superposition of these factors lets cyclicalities - as well
as other meaningful patterns - arise in economic and financial time series. These issues
motivated the thriving literature of business cycles detection by spectral analysis of the
frequency domain. Remarkable examples of the filtering approach are provided by [Stock
and Watson| (1999) and [Baxter and King (1999).

In the realm of finance, the coexistence of sources of randomness with various durations
is associated with diverse trading horizons. Investors with specific timelines require com-
pensation from the exposures to shocks with precise frequencies. For example, long-term
traders are much more concerned of political cycles than short-term investors, who are
likely to be more keen on temporary mispricings. The intuition of risk premia anchored
to different horizons is coherent with the Heterogeneous Market Hypothesis of [Mtller, Da-
corogna, Davé, Olsen, Pictet, and von Weizsacker| (1997)), which turned out to be fruitful
for the analysis of stochastic volatility. Moreover, estimating the proper duration of shocks
is crucial for long-run implications on economic dynamics, as described by [Bansal and
Yaron (2004) and |Ortu, Tamoni, and Tebaldi| (2013)), among others.

From a practical perspective, exploiting different frequencies of asset returns has proven
to be profitable for investment. This evidence comes from portfolio strategies that rely,
for instance, on FED meetings calendar. Indeed, building on the result of [Lucca and
Moench (2015), |Cieslak, Morse, and Vissing-Jorgensen, (2018) show that market returns
display biweekly cycles around FOMC meetings, which occur every six weeks. Going long
(short) on the market index according to even (odd) weeks outperformed the buy-and-
hold strategy by 2,4 times from 1994 to 2016. Despite this convincing empirical evidence,
portfolio theory is essentially silent on investment strategies that could optimally include
the compensation to shocks with heterogeneous durations. Some tentative formalizations
of multifrequency trading are provided very recently by Chaudhuri and Lol (2016) and
Crouzet, Dew-Becker, and Nathanson| (2017)).

On the other hand, the financial literature on intertemporal asset pricing theory is vast.
Among the fundamental works on multiperiod asset allocation we can quote, for instance,
Brennan, Schwartz, and Lagnado| (1997) and Barberis| (2000)). In addition, most of achieve-
ments about optimal portfolio policies in the presence of stochastic returns flowed into



Campbell (1993) and |Campbell and Viceira) (1999), who solved the optimal consumption-
portfolio problem of an Epstein-Zin type investor by assuming autoregressive returns. Dif-
ferently from one-period settings, the intertemporal dimension of the problem affects the
optimal capital allocation, providing the distinction between myopic demand and hedging
demand. The latter is particularly important for medium-term traders because it incorpo-
rates the agent’s reaction to expected future return streams.

More generally, Campbell, Chan, and Viceira| (2003)) provide the methodology to im-
plement a multivariate strategic asset allocation. However, in these models the investor is
not equipped with the necessary tools to fully exploit the multi-horizon nature of market
returns.

In this paper we build a portfolio optimization framework in which the agent can
optimally trade assets that are associated with the heterogeneous levels of persistence of
market returns. Specifically, we implement a persistence-based asset allocation in a special
Campbell, Chan, and Viceira| (2003)) setting.

The starting point of our construction is the decomposition of market returns (in ex-
cess of a risk-free rate) into the sum of uncorrelated components associated with specific
investment horizons. To achieve this goal, we apply the Extended Wold Decomposition,
or persistence-based decomposition, of |Ortu, Severino, Tamoni, and Tebaldi (2017) to the
stationary time series of log excess returns. In addition, we assume that such components
correspond to the returns of risky securities traded in the market. An Epstein-Zin type
investor, then, maximizes her utility by optimally trading these assets. We finally illustrate
the different implications of persistence heterogeneity on myopic and hedging demands.

Our market components are reminiscent of factors employed in Capital Asset Pricing
Models. Since the early work of [Ross| (1976), factor investing has been pervasive in empir-
ical asset pricing. Original portfolios of |[Fama and French (1992)) three factors, based on
size and value, have been enhanced with (Carhart| (1997) momentum factor and with a tax-
onomy of other stylized portfolios, as quality factors of Fama and French| (2015) and Hou,
Xue, and Zhang| (2015)) and lucky factors by Harvey and Liu (2017)). Moreover, practition-
ers successfully contributed to this approach out of the academic world: see, for example,
the overviews by Bender, Briand, Melas, and Subramanian, (2013]) and Podkaminer| (2013)).
Nevertheless, differently from factors known in the financial literature, our market compo-
nents involve specific investment horizons and capture shocks with frequencies associated
with the horizon under consideration, building a bridge between multiperiod asset alloca-
tion and the filtering approach.

Finally, our investor is supposed to allocate her wealth every 27 periods, where J is
a reference level of persistence. The agent’s choice of rebalancing her portfolio after 27
periods of inaction is compatible with the theory of optimal inattention. Indeed, observing
the value of the investment portfolio may be costly and transaction costs may induce
infrequent adjustments. See, for instance, Abel, Eberly, and Panageas (2013) and Peng
and Xiong| (2006)).



1.1 Summary of results

Given a zero-mean weakly stationary time series x = {z;},, the Classical Wold Decompo-
sition allows us to write any x; as an infinite sum of uncorrelated innovations:

+o0
Tt = E QhEt—h,
k=0

where € = {e;}, is a unit variance white noise and «, are the so-called impulse response
functions. The Extended Wold Decomposition introduced by [Ortu, Severino, Tamoni,
and Tebaldi (2017), instead, decomposes x; into uncorrelated persistent components a:,? )
associated with specific time scales j such that
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Here each detail process €\9) = {E,gj )} is an M A(27 — 1) with respect to the fundamental
t

innovations of x and Blij ) is the multiscale impulse response associated with scale 57 and
time-shift k27. Moreover, fixed a maximum scale J, it is possible to write the orthogonal
decomposition

J
Ty = inj) + mg‘]),
j=1

(J)

where m;"’ constitutes a residual component. With a small abuse of notation we denote
I _ ),

The derivation of the Extended Wold Decomposition stems from the application of an
isometric low-pass filter. Therefore, the innovations € concentrate on lower and lower
frequencies as scale j increases. The whole construction is, however, developed in the time
domain and so each detail process is associated with a precise time horizon. The same is
true for the related persistent component. For instance, on daily basis, scale j = 1 involves
two-day shocks, scale j = 2 four-day innovations (that may proxy weekly shocks) and so
on.

We apply the previous decomposition to the process of market (excess) log returns
associated, for instance, to S&P 500 index. We consider an Epstein-Zin investor that
chooses how to distribute her wealth among J + 1 risky assets and a riskless security, with
a periodic rebalancing of 27 time units. Log returns of these risky assets are supposed

to mimic the persistent components asgl), e ,x%‘”l) of market log returns. Moreover, we

(

assume that each l‘tj ) follows an AR(1) process on its own scale:
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Finally, the fundamental innovations ¢; are i.i.d. and distributed as standard normal.
In a simplified version of the model, by denoting portfolio loadings by 7;(7), the return
over 27 periods is

J+1 ‘ Tl ]
Rp7t+2j = Z 7rt<j>el’t+2J () 1= Z Wt(j) 62( vy
i=1 =
. i I PEY) (J+1)7’
The previous assumptions allow the vector of returns z; = |z; ’, ..., x; to follow the

V AR dynamics
Zt+2‘] = @0 + @Zt + VtJrZJ,

where v; is a multivariate white noise on the time grid ¢t — k27 with k € Z.
The agent has recursive preferences but her utility depends on the current consumption
and the certainty equivalent associated with the utility 2/ periods ahead:
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where 0 < 8 < 1 is the preference discount factor, v > 0 is the coefficient of rela-
tive risk aversion, 1) denotes the intertemporal elasticity of substitution (IES) and 6 =
(1—7)/(1—=%1). Consumption C; and wealth W; are scalars, while the vector m; con-
tains the portfolio weights associated with the J + 1 securities into consideration.

The previous VAR representation of returns allows us to embed our optimal consumption-
investment problem into |Campbell, Chan, and Viceira, (2003]) portfolio theory. In particu-
lar, we exploit the affine guess

Ty = Ao+ A1z

and, after approximating log return, budget constraint and Euler equation, we determine
the optimal asset allocation, which is driven by myopic and hedging motives. The myopic
demand is induced exclusively by current risk premia while the intertemporal hedging de-
mand is driven by the ability of present risk premia to predict future changes in investment
opportunities. This feature is captured by the covariance between current excess returns
and future consumption-wealth ratio. In particular, we get

Tt = AO,myopic + AO,hedgmg + (Al,myopic + Al,hedging) Zt.

Although the investor’s horizon is 27, the optimal capital allocation involves all the com-
ponents of market returns, not only the one at scale J.

The orthogonality of the Extended Wold Decomposition ensures that the myopic part
(9)

of m(j) depends only on z;”’. Moreover, if v = 1 - because, for instance, the investor has



logarithmic utility - the hedging part of m; disappears. Then, for a myopic investor the
weight 7m(j) depends only on xgj ), Instead, if v # 1, the resulting capital allocation on the
j-th component of market returns depends also on the other components. In particular,

(4)

m(j) depends on xti with ¢ # j through the term Ay pedgingz:- Hence, the share m(j)

invested in the component xgj ) depends on the components at scales i # j just for hedging
purposes.

We corroborate our analysis by estimating optimal weights of a portfolio investing in
persistent components of S&P 500 index for different levels of risk aversions. If v = 1 the
investor is fully myopic and the weights are all equal across scales. When  increases, the
investment diversifies within persistent assets and portfolio loadings to high scales become
prominent.

The article is organized as follows. The next section summarizes the Extended Wold
Decomposition of |Ortu, Severino, Tamoni, and Tebaldi| (2017) in general terms. Section
shows how to apply the decomposition in order to properly set up a multeperiod asset allo-
cation problem. Section [4| derives the approximated optimal solution of the consumption-
portfolio problem and discusses the results, highlighting the role of persistence in con-
structing optimal loadings. Then, Section [5|is devoted to an empirical illustration of the
methodology, while Section [6] concludes. The Appendix includes some complements of the
theory.

2 Disentangling heterogeneous levels of persistence

As anticipated in Subsection Ortu, Severino, Tamoni, and Tebaldi (2017) provide the
methodology to decompose any zero-mean weakly stationary purely non-deterministic time
series X = {w},., into uncorrelated persistent components linearly generated by shocks
with increasing durations.

By the Classical Wold Decomposition Theorem it is possible to define a unit variance
white noise process € = {e;},., such that any realization z; can be expressed as

+00 “+oo
Ty = Zozhst_h, Zai < +00.
k=0 h=0

Each «y, is the impulse response function of x; with respect to a shock occurred h periods
before. We refer to € as the process of fundamental innovations of x.

The Extended Wold Decomposition, instead, dismantles the calendar-time occurrence
of fundamental innovations by decomposing the same z; into uncorrelated variables xl(t] )
associated with specific levels of persistence.



Theorem 1 Let x be a zero-mean, weakly stationary purely non-deterministic stochastic
process. Then x; decomposes a

+00 +00
ZZ: e
7=1 k=0
where
i) for any fized j € N, the detail process el) = {Egj)}t ; is an M A(27 —1) with respect
€
to the classical Wold innovations of x:
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and $e9) 18 a unit variance white noise;
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ii) for any j € N, k € Ny, the coefficients ,B,ij) are unique and they satisfy
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hence they do not depend on t and Y p2, <B,(€J)) < 4o for any j € N;
ii1) letting
+o00
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then, for any j,l € N,p,q,t € Z, E [xgj)pxg)q} depends at most on j,l,p — q.

Moreover,

! .
E [ ]Ej)myxi )nQZ} =0 Vi#£l, VYm,neNy, VteZ.
We call m,gj ) persistent component at scale j and we refer to ﬁ,ij) as multiscale im-

pulse response associated with level of persistence j and time-shift k2. Moreover, fixed a
maximum scale J, it is possible to write the orthogonal decomposition

J
j J
=y o) +mf],
=1

!Throughout the paper, the equalities between random variables are in the L?-norm.
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where the residual component m
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The support of details {ggj—)k%}k , employed in the decomposition is sparser and
€

sparser as the scale raises, conveying the intuition of increasing duration (strengthen by the
higher order of M A). Hence, scale-specific impulse responses B,(f ) capture the sensitivity of
x; with respect to underlying shocks with heterogeneous durations related, for instance, to
short-, medium- or long-term economic factors. As a result, due to the dichotomic nature
of the construction, each persistent component x? ) may be associated with shocks of 27
periods. For example, on quarterly basis, scale j = 1 collects the impact of semiannual
innovations, scale j = 2 involves annual disturbances and so on.

To illustrate the Extended Wold Decomposition, we plot in Figure [1| the multiscale
impulse responses and the persistent components of a simulated weakly stationary AR(2)
process defined by x; = 1.2x4_1 — 0.3xt_2 + €, where we employ a Gaussian white noise.
After demeaning the time series, we follow the estimation procedure described in Section
We observe that components at different time scales may feature contrasting behaviours
that are not recognizable in the aggregate process. Indeed, impulse responses on the first
time scale provide evidence of mean reversion, while the second scale reveals some degree of
delayed overreaction. Scale 3 instead features the usual pattern of autoregressive impulse
responses.

Finally, note that the Extended Wold Decomposition stems from the fundamental in-
novations € of the original time series x. However, the same decomposition holds in case
€ is any white noise process that allows a M A representation of x. In any case, the or-
thogonality of components induces a decomposition of the variance of z; into the sum of
variances at each scale. Hence, it is possible to assess the relative importance of each
persistent component on the whole process.

The reverse construction is also feasible. Indeed, taken as given a white noise process
€ and the dynamics xij ) on different scales, |Ortu, Severino, Tamoni, and Tebaldi (2017))

show how to rebuild the aggregated time series obtained by summing up such xgj ),

Theorem 2 Let € = {&t},o4 be a unit variance white noise process. For any j € N, define
the detail process €\9) = {agj)} as
teL
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and consider a stochastic process x) = {:):,Ej)} ; such that
te

+00 +o0 )
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Then, the process X = {xt},c, defined by
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s zero-mean, weakly stationary purely non-deterministic and
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where, for any h € Ny,

and
D J -1 if 2 |L&]e{h-21+1,... h—2"1},
XJ(h){l if 2 [Eelh—2 i1 ).

This result is particularly fruitful in the context of the paper because it allows to
directly specify the dynamics on different scales and to aggregate each subseries into a
stationary process as a second step. In our financial application, for example, we will
assume autoregressive processes at any persistence level.

3 Persistence-based capital allocation

3.1 Decomposition of market return and risk-free rate

We consider as weakly stationary process the one of market log return r = {Tt}tezﬂ The
fundamental innovations of r, denoted by € = {et},.5, generate the whole information
structure. By fixing a maximum scale J, r; decomposes as

/Lr+zrt ‘|‘mrt )

2Lower-case letters denote variables in logs.
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Daily real log returns
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Figure 2: Realizations of daily log market and log risk-free return from January 2, 2013 to
December 31, 2015. Market returns are taken from S&P 500 index, while the risk-free rate
comes from three-month Treasury Bills.
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where p, is the expectation of ry, each 7¢(j) is the persistent component of demeaned r; at
scale j and 7, +(J) is the related residual componentﬂ By defining

s

: o
ri(3) = 7(J) + 9

m'f'i(‘]) = m'f',t(‘]) 2]7

we find the decomposition
J

re =Y ri(j) +r(J + 1), (1)
j=1
where we name r¢(J + 1) = m,(J) with a little abuse of notation. We plot in Figure [2| the
daily realizations from January 2013 to December 2015 while Figure 3] depicts the variables
7¢(j) for scales j =1,...,8.

In Figure [l we show the variance explained by each persistent component of daily log
returns. Due to the orthogonality of the Extended Wold Decomposition, the variance of
ry turns out to be the sum of the variances of each 7“15] ). In this example, the first eight
scales explain, together, 99,6% of the variance of r;. As we can observe, most of the
weight is associated to low time scales, hence the process is mainly sensitive to short-term
disturbances.

Similarly, we deal with the persistent components of a short-term bond traded in the
market. To ease the terminology, we refer to this security as a riskless asset. We denote the
related log risk-free rate process by f = {fi},., and its first moment by py. In addition,
we assume that f is a weakly stationary process driven by the same innovations € that
generate r. With respect to these disturbances, the persistent components of demeaned f;
are the variables f;(5), for j = 1,...,J, while the residual component at scale .J is i #4(J).
The persistence-based decomposition of f is, then,

f—l-th +mft J).

By defining
M ~ K
1d) = Fid) + 55 myo(J) = ringe(J) + 57
we deduce the orthogonal decomposition of the risk-free rate
Z fe(3) + fi(J + 1), (2)

where fi(J+1) =mg(J).
Now we consider market portfolio log return in excess of log short-term rate, i.e. the
process X = {xt},.5 such that x; = r; — f;. This time series is still driven by the shocks € =

=) ;

3The notation 7(j), instead of 7"’ is convenient for the vector structures that we will build later.
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Components of daily real log market return
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Figure 3: Estimated persistent components of daily log market return (from S&P 500
index) from January 2, 2013 to December 31, 2015 at scales j = 1,...,8.
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{et}1ez, therefore the previous persistence-based decompositions of r and f immediately

provide
J

v =Y x(j) + @(J+ 1), (3)

j=1
where z4(J +1) =r(J+1) — fi(J+1) and, forall j =1,...,J,

wlj) =) = Fild) = 7li) - filg) + HHL

3.2 Autoregressive persistent components

In order to exploit the persistent components of market log return and log risk-free rate in
a factor-based asset allocation, we need to make assumptions on their dynamics. Hence, we
adapt the assumptions of multiperiod strategic asset allocation by |Campbell and Viceira
(1999) and Campbell, Chan, and Viceira| (2003)). More specifically, we build our model on
the following.

(A1) The investor chooses how to allocate her wealth among J + 1 risky assets and J +
1 riskless securities. Log returns r(1),...,7(J) of first J risky assets mimic the
persistent components of market log return, while the log return of the last risky
security reproduces the residual component r,(J + 1). The same reasoning applies
to the first J risk-free assets, whose log returns f;(1),..., f;(J) mimic the persistent
components of the log interest rate of a short-term bond, while the log return of the
last safe security reproduces the residual fi(J + 1).

(A2) Investor’s preferences are described by a recursive utility & la Epstein-Zin but the
agent consumes and reallocates her portfolio over time-intervals of length 27.

(A3) For j = 1,...,J, each persistent component f;(j) of log risk-free rate follows an
AR(1) process on its own scale:

Fivai(G) = pp (1—05) + 05 foG) + 5746ty forj=1,.,J

where pr; = ps/ 2J and s fi= Bj(cj()) with Bj(cj()) indicating the first multiscale impulse
response at scale j of f E|

4Equivalently, ‘
o (3) = ta5.5 = V55 (F1(G) = 1pg) + 5600 forj=1,.,J
In particular, if ¥; is null, f:(j) is a white noise process and the usefulness of the persistence-based decom-

position lies in the definition of sy ; = /J’J(cjg This choice is crucial in order to avoid a variance mismatching
between the scales and the aggregated data. This observation holds for the following dynamics, too.

15



(A4)

In a similar way, fi(J + 1) is an AR(1) process:

271
1
S (J+1) = ppgpr (L= Yysa) + by il +1) + 55011 Vo D i
i=0

where iy 711 = pyp g and s¢ 11 = W;JO) is the first coefficient of fi(J + 1)

Persistent components of market log return in excess of log short-term rate follow an
AR(1) on their own scale:

Ti1i(G) = 1y (1= 65) + Gjae(j) + 556, for j=1,..,J

with p; = (ur — pug) /27 and s; # 0. Here we set s; = (gj), which denotes the first
multiscale impulse response at scale j of X.ﬁ

Similarly, z(J + 1) is an AR(1):

1
Tiyor (T4 1) = s (1= ¢ug1) + Gopm(T+ D) + s | —= Y epori |

)

where pyy1 = py and sy = ’y(()‘] is the first coefficient of the residual component of

Fundamental innovations ¢; are i.i.d. and normally distributed with zero mean and
ii)m- are also i.i.d. and
distributed as standard Gaussian. The same shocks drive log market return, log

risk-free rate and excess log return.

unit variance. Hence, innovations in the market components &

5Equivalently,

271
1
fepos (J+1) — ppogr = Yusr (f(J+1) = ppov1) + 85,041 (\/27 > 5z+2‘7—i> :
=0

SAn equivalent writing is

Tyyoi () — 1y = b5 (xe(g) — pg) + Sjaii)y for j =1,..,J.

"Equivalently,

271

1
Topor (J+1) = o1 = ¢otr (e(J + 1) — pos1) + su41 (\/27 > €t+2Ji> :
=0
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The investor’s portfolio selection problem consists in deciding the share () of her
current savings to be invested in the asset mimicking the j-th component of market log
return for j = 1,2,...J and the share m(J 4+ 1) to be invested in the security reproducing
the residual component r;(J+1). The remaining portfolio weights are invested in the assets
mimicking the components of the log risk-free rate. Precisely, the amount %H —m(j) is
invested in the j-th of these assets. The resulting portfolio, whose loadings sum up to 1,
generalizes the standard portfolio in which the share 1 — Z;}Ll m(7) is allocated in the
whole riskless asset. Indeed, this special case is obtained when J = 0.

According to Assumption (A3), scale-specific excess log market returns are supposed
to be autoregressive. Empirically, once we have estimated multiscale impulse responses,
details sgj ) and persistent components r.(j), we set s; = (()j ) and we estimate ¢; by OLS.
The result depicted in Figure |5|is encouraging. The AR modelling does not preclude r4(j)
to be a white noise process. Also in this special case, however, the role of the persistence-
based decomposition is not negligible because it prescribes the choice of s;. The same
reasoning applies to log risk-free rate.

xil)of daily excess log return

25 T T T

— Estimated x ("
~ "~ Approximated x M as an AR(1)

0.5 H

()

-0.5 -

2 ! I |
Q2-15 Q3-15 Q4-15

Days

Figure 5: Comparison between the component z;(1) estimated from the time series of
daily excess log return and the AR(1) approximation of Assumption (A3). In this case,
s1 = 0.669 and ¢; = —0.0357. The plot covers the period between January 2015 and
December 2015.
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By Assumption (A3), for any scale j = 1,...,J, the dynamics of f;(j) and z;(j) can
be rewritten as
2771
J—3 J—j .
fry20(J) = pyj (1 _17[)]2 J) +1/}]2 ]ft(]) + S5 Z ¢; 1(61—2"—121’

=0

2J-i_1

J—j J—
Tyy00(J) = 1y (1 Cf’? ])+¢2 ’ j)+sj E ¢; t+2J 27

by backward substitution. Indeed, the autoregressive assumptions allow us to express the
realizations at time t + 27 in terms of the ones at ¢ for any scale under scrutiny.

Let f; be the vector that collects the J 4+ 1 components of log risk-free rate and x; the
vector of components of excess log return. We define the vector z; of length 2J 4 2 by
stacking f; and xy, that is

Thanks to previous relations, it is possible to express the dynamics of z; through the
V AR representation:

Zt+2J = @0 + @Zt =+ Vt+2J,

where

e &g is a vector of length 2J + 2, with entries

Do(j) = [fj (1—1/1]2-J7j> for j=1,...,J,

Qo(J+1) = prr(L=9r),

Do (y = Mj—J-1 (1 - qﬁ?i{;ﬁ?) for j=J+4+2,...,2J +1,
(

)
P92 +2) = py(l—dyt1).

o ®isa (2J+2) x (2J + 2) diagonal matrix, whose general diagonal term is

D(j, ) = ¥ for j=1,...,J,
SIFLTH1) = gy,

.. 927 —j+1 .
q)(.]v.]) == ¢]—J—1 fOl" j :J+2,,2J—|— 1,
(2 +2,2+2) = ¢y
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® Vv, 9s is a vector of length 2J + 2 such that

Vigos (J) = St lejaj_l ;'ggi)w—z’zi for j=1,...,J,
Vipor(J+1) = sf Hl ZQ o 5t+2J—17

Vit (J) = 5j_j- 1222] S i J*lgiigi:fgj—c’—l for j=J+2,...
Vigr (2] +2) = i}% Z o Etrarie

Let ¥y denote the covariance matrix of v,,,s conditional on time ¢. Then, X, is a

block matrix

e Mg

where Y¢ and Xy are the conditional covariance matrices of f; s and x;,4s respectively
and

Z:fx(p7 q) = COV¢ (ft+2J (p)7 xt+2j (q)) ) p7 q = 17 RN J + 1
By the properties of details sgj ), Y, Yx and X, are diagonal matrices. Hence, gy =
Yixf- We denote by a% the (J + 1)-vector which collects all diagonal terms of ¢, that is

1 _¢2J—j+1
205 2 j :
oi(j) =87, ———5— for j=1,...,J
and o3(J+1) = s% 741+ Similarly, o2 is the vector that contains the diagonal terms of Yy:
1 o ¢2J*j+l
2, 2 J :
o =8 for =1,...,J

and 02(J+1) = s?] 41+ Finally, og includes the diagonal terms of Ygy:
27-3
1= (¥¢;)

for j=1,...,J
11,0,

o (J) = 57,j5j

with O'fX(J + 1) = Sf 415741

Moreover, the orthogonality properties of details 5§ 2 guarantee that v; defines a mul-
tivariate white noise on the time grid ¢t — k27 with k € Z. This feature, ensured by
the Extended Wold Decomposition, is crucial for translating one-period rebalancing to 27-
period reallocation. Although persistent components contemporaneously capture economic
innovations with heterogeneous durations, their orthogonality every 27 time units allows

us to properly set a multiperiod investment problem.

19
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3.3 Optimization problem and approximation of portfolio return

We assume in (A2) that the investor has preferences captured by a utility function a la
Epstein-Zin (see Epstein and Zin| (1989), [Epstein and Zin (1991) and Weil (1989)), though
it displays the following peculiarity: her utility depends on current consumption and the
certainty equivalent associated with the utility 27 periods ahead, that is

1/6 0/(1—)
U, = 1— 0(1—7)/9 E Ul—’Y
{Ct’rg?im } <( B)Cy + 8 t[ Hy]

sub Wiyor = Ry 4107 (W —=Cy),

where 0 < [ < 1 is the preference discount factor, v > 0 is the coefficient of rela-
tive risk aversion, i) denotes the intertemporal elasticity of substitution (IES) and 0 =
(1—7)/(1=v~1). Consumption C} is a scalar, while the vector 7y of R’ contains the
portfolio weights associated with the J + 1 risky securities into consideration. Moreover,
W, is the investor’s wealth and R, ., o, denotes the return on investor’s portfolio in 27
periods. Similarly, the 27-period log returns of the risky and the risk-free assets - as well
as the related excess log returns - are denoted by

Tea427(7), feit427(9)s Tpp 00 (F)-
Following the previous description, the portfolio return is given by

J+1 1 ) J+1 )
Ry ayas = et =3 <J+1 _ ﬂt(j)) a1 0) 4§y ()eriesarth),
=1 =1

We generalize the approximation of log returns provided by |[Campbell, Chan, and Viceira
(2003) to our portfolio on the period from t to t + 2”7, obtaining

J+1 1 J+1 1
Tptt+2d = Z (J—i-l - Wt(i)) frag27(j) + Z 7t ()20 (J) + S VT (Tp,t:tJer)
j=1 j=1

ft:t+2J

1
— Jiﬂ + ﬂ;xt:t_;’_QJ + 57)(17} (Tp,t:t+2J) .

See the derivation in Appendix [A] Hence, the log portfolio return is approximated by

1vary (fora7)
2 J+1

r S ~ ft:t+2J
p,t2t+2 J+ 1

2

where vary ( I +2J) is simply obtained by summing up the entries of the vector a’%. Note
that, by setting J = 0, we precisely retrieve Campbell, Chan, and Viceira (2003|) approxi-
mation rule.

1 J
+ X400 +27 {27# (0% = o) + 57 | i+
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Moreover, we introduce a further simplifying assumption:

Ttit4-27 () = 2J7"1t+2J (7), Teav27 (j) = 2th+2J (4), ﬂft:t+2J(j) = 2th+2‘](j)u (4)

that allows us to compute the 27/-period return by employing just the one-period return at
time ¢ 4+ 27. Hence, the previous approximation formula becomes

1vare (frior
Tt g J(+tJ1r2 :

J ) Jeao 1 J
Tptit+2) = 2 {J 1 + W:fxt+2J + 57"2 (U>2< - Exﬂ't) + T

The value function per unit of wealth, namely V; = U, /W, is given by

Vi=(1-8)T% (Q>w

The Euler Equation associated with this optimization problem implies that the return
R; 44497 on any asset ¢ must satisfy the condition

140
Ciigr\ ¥ (1-
. {B <lg%2) }R’p,i:t—i—Q)JRi,t:tJer =1. (5)

When ¢ = p, the Euler Equation rewrites as

or, equivalently,
E; [emog5‘%AJCt+2J+97’pyt:t+2"] =1, (6)

where A jc, 975 = ¢4y 90 — ¢ and ¢; is log consumption at time ¢. Also in other occurrences
we will employ the notation A for the first-difference operator over the period from ¢ to
t+27.

4 Solution method

4.1 Log-linearisation of Euler Equation and budget constraint

Our proposed solution method follows |Campbell and Viceira (1999) and builds on the log-
linear approximations of Euler Equation and intertemporal budget constraint previously
proposed by Campbell (1993). In order to get a log-linear approximation of the Euler
Equation @, we take a second order Taylor approximation around the conditional mean
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of {A]Ct+2J,Tp7t:t+2J} and then use the property of logs: log(1 + €) ~ € when € is small
enough. As a result, we get the log-linear approximate Euler Equation

0 1 0
0= Glogﬂ — aEt [AJCt+2J:| + eEt [Tp,t:t+2‘]:| + 57}@7‘1/ <wAJCt+2J — 9Tp7t:t+2J) .

Reordering terms, we get the equilibrium relationship between expected log consumption
growth and expected log return on wealth

By [Ajcpigr] = 1plog B+ vyt + VE; [rp7t:t+2(]:| , (7)

where 10
Up,t = 5@’[}@7} (AJCt+2J — Ibrp’t:t_,_y) . (8)

We repeat the procedure and take a log-linear approximation of Euler Equation (1)
in the case 7; 44100 = Ty400(j) for j = 1,...,J + 1. Then, we subtract the resulting
log-linear equation for the case ;4197 = fi119s(j) from the equation obtained when
Titt+27 = Teai00 () and we deduce the equation for log risk premia:

1
Ey [273 00 ()] + Juart (2724497 (5))

0 .
— 2JCO’Ut <1[)Ajct+2.] + (]. — 9) Tp,t:t+2J’ Tt+2J (J))
0 .
— 27 covy (¢AJCt+2J + (1 =0)7r) 14007, ft+21(3))

— % {vart (2J7“t+21(j)) — vary (2th+21 (])) — vary (QJQUH}; (j))} .
We also employed assumptions in Equations . By using the identity
Ajeyypr = (Ct+21 - wt+2J) — (et —wi) + Ajwyigs (9)
and the log-linear approximation of budget constraintﬂ

1
Ajwt+2J ~ Tp,t:t—&-?‘] + <1 — p> (Ct — 'LUt) + k, (10)

8Here k and p are endogenous parameters depending on the mean optimal consumption-wealth ratio,
which is determined once the model is solved (see |Campbell| (1993)):

p=1—¢let—wel k =log(p) — (1 - %) E[ct — wy] .

Numerically, we start by setting p = 3, as suggested by |Campbell and Viceira) (1999)), and we compute the
optimal consumption-wealth stream based on this value. Then, if E [c; — w] is positive, we define a new p,
as described above, and we repeat the procedure. In case the tolerance between two consequent values of
p is smaller than 10~3, we stop the recursion and we consider the consumption policy associated with the
last value of optimal p.
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we find the equation

2]

Ey [%+2J(j)} + 5 var (2J$t+2J(j)) (11)
0
=3 (v c—wit = TrG)e—wit) + Y (Tr)pt = TG pt)
2J

- 5 {UaTt (Tt+2-f (])) —vart (ft+2J (])) —vart (xt+2-’ (]))} .

4.2 Solution for optimal portfolio

The goal now is to write the covariance terms at the right-hand side of Equation as
explicit functions of 74 and to solve for it. Observe that

. . O ox ; 0.2 ]
000 p0 =2’ {w’t (2@ + ZEJ) + Jf+(‘71) + in 1)}

and

2 .
_oJ i, o ()
Tf@G)mt = 2 {ﬂ-;zf]x + J+1[’
where Eg} denotes the j-th column of ¥x. By taking the difference o), — 0(j) p and

stacking the equations over j, we get

o
Oxpt = 2J {Zxﬂ-t -+ J—T;xl} .

Moreover, note that o,.(j) .y and oy(;) .—w, depend on the endogenous consumption-
wealth ratio which, in turns, depends on m; through 7, ,,,9s. See the log-linear approx-
imation of A jw,,,s in Equation and Ajc, 9s in Equation @D As a consequence
of the concatenation of endogenous terms m; and ¢; — wy, in order to find a solution for
(7, ¢t — wy) we make a guess on the optimal portfolio and consumption rules.

Campbell and Viceiral (1999)) assume that weights assigned to market portfolio are
affine in the equity premium, while optimal log consumption-wealth ratio is quadratic in
the equity premium. Accordingly, using the vector of state variables z;, we guess

w = Ao+ A1z
o —wy = by+ Bz +z,Bozy,
where Ay is a vector of length J + 1, A; is a (J + 1) x (2J + 2) matrix, by is a scalar, By
is a vector of length 2J + 2 and Bs is a square matrix of order 2J + 2. As suggested by

Campbell, Chan, and Viceira, (2003), we can assume By to be symmetric in order to reduce
the dimensionality of the problem, with no loss of generality.
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By exploiting the guess on ¢; — wy, the covariances o () c—w, and oy oy TEWTitE a8

. . . . . . /
rgpews = B (SVT 45 apm, (V45U 4 SV 4 20 Byey

+2; ' By (ZL}HJH] + Zg]) + (EL}HHH + Eg]) By®zy,

. . . / . . /
01wt = B + @) Byl 4 (2[3]) Bo® + 7,0 B, + (2@) By®z.
Therefore

Or(j),e—w,t — Of(§),c—w,t = ( [J+g+1]) B +< [J+g+1}) (B2+B§) (g + Pzy) .
Stacked, these equations provide

Ox.c—w,it = Orc—w,t — Of c—w,t
= |(SHL) By + (SoHL)' (Bo + BY) @] + | (SuH,)' (Ba + BY) @] 2
= AO + Ath,

where Ay is a vector of length J + 1, Ay is a (J + 1) x (2J + 2) matrix and H, is a
selection matrix which selects the vector of excess returns x; from ztﬂ Furthermore, up
to multiplying by 27, the third term in the expression of log risk premia at the right-hand
side of Equation is equivalent to

—% <Ua7“t (Tt+2J(j)) —varg (ft+2J ])) vary ($t+2J ) >
= vary (ft+ZJ J)) covy (Tt+2J 3)s fraas(d ))
=varg (ft+2J )) Covt ($t+2J J)+ ft+2J( )5 feyos (.7))
= —covy (24421 (5), fry07 (7))

and, piling over j, we can write
[=wti)sitljor . ypr = — Ot
0o ... 0
9H, is the (J + 1) x (2J + 2) matrix defined by AL
0o ... 0
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Finally, by stacking over j the log risk premia (the left-hand side of Equation (11))) and
their expression at the right-hand side of the same equality, we get

2‘] 2J
By [Xy407] + 5 vars (x4197) = Hy®o + Hy Pz + ?ai

and

2 0 ot
—Oxcwit +VOxpt — 27O = » (Ao + Aizy) + 27y (Exﬂ't + > — 27 gy

Y J+1
Then, from the Euler Equation
Ep [Xy407] + z]U@Tt (Xp427) = ZUX,C—w,t + 27y <Ex7rt + Jofl> — 27 gy,
we obtain
= 2;72;1 [Et [Xp00] + 22Jvart (Xp407) +27 <1 - J;Yr1> fo} +2},y2;1 [—Zax,cw,t]’
myopic demand hedging demand
that is
1 4 27 5 v 1 [ 0
T = ﬁEX [Ha@o + H,Dz; + 5 % +2 (1 — J+1> O'fx:| +ﬁ2x [_¢ (Ao + Alzt)} )
myopic demand hedging demand

The strategic allocation in the risky assets, 7r;, displays two components. The first one is
driven by the features of current investment opportunity set, such as the current risk premia
and the covariance between risky and riskless assets. The second one, instead, is determined
by future changes of the investment opportunity set, to the extent to which these are
predictable through the covariance between current optimal consumption-wealth ratio and
risk premia. Coherently, the first term of 7r; is called myopic demand while the second
one is referred to as hedging demand. Indeed, the first term depends on contemporary
motives while the second one incorporates the hedging purposes of the investor, who wants
to protect himself from unfavourable future changes in investment opportunities.

By collecting terms in an alternative way, we find

L v 116 +2J 2497 (1 v o\ +12—1 Y + H,®

T = —— —0 — | o — — — —— Zi.

YA T R J1) T 0 Tary T | Tyt T e
P Ay

As a result, the optimal asset allocation is affine in the vector of the state variables z;.
Moreover, by setting J = 0, we retrieve the solution of Campbell, Chan, and Viceira (2003)).
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Observe that Ag and A; depend on exogenous parameters, driving either asset returns
or preferences, and on the endogenous coefficients of consumption policy through Ay and
A:. In particular, for all j =1,...,J,

Aj) = s {us(1-427)
2‘]73? (1 - ¢?J Hl)

27521 — 2’77
J j ol (1 T :
+— g + 741 ) o ()

vy—1 1 1—¢?

_ I Ao
2‘]7831—1?1—(/5?‘] j+1 0( )
1 2’55 gl
A(J+1) = — 1— S0 ol (1T o (J 41
o/ +1) 2y {MJ+1( bs+1) + 5t T o (J+1)
v—1 1

Bt SN W S
27ys5, 1= o )

1 1—=¢7 1 =1 1 1-¢3

Ai(j,J+1+434) = 21— L 0 2J7821_w1_¢zj_j+lA1(j,J+1+j)
A(J+1,27+2) = 2J1 Gl — 2]_1 WAl(JJrl 20 +2)
J+1 J2+1
Ai(g i) = —;vaé1_1w1_1;zjbjj+lA1(j,i) for i#£J+1+]
A(J+1,4) = ?Z;;l_wAﬂJ+1n for i # 2J +2.

It is interesting to see that, when the scales ¢, j are different, A;(i,j) does not contain
any myopic demand, but only the hedging term. In other words, the share m(j) of portfolio
invested in asset j depends on the assets at the scales ¢ £ j just for hedging purposes. The
resulting asset allocation can, then, be written as

m(5) = Ao(d) + ALl Dwe(d) + Y Ar(d, i) (i
i#j

4.3 Discussion

The optimal asset allocation is driven by myopic and hedging reasons:
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L o1 J 2 2’ ,
T = mzx (qu)O+Hx@Zt+2 <1 — M) O + ?Ux

myopic demand

1 1 1 1
_27 <1 — ry) ﬂzx (AO + A]_Zt).

hedging demand

Consequently, the coefficients of optimal asset allocation can be decomposed as

™ = AO,myopic + AO,hedging + (Al,myopic + Al,hedging) Z,

where
1 27 v y—1 1
Ay = — S H P+ —02+2/ (1 - 1~ S A— 5t Y\
0 97 7% < 2 @0+ 50 T J+1)7% 27y 1— x 0
AO,'myopic AO,hEdging
1 v—1 1
A = YolH,® — —— n-1ALL
' 2Ty T pdy 1
Al,r;;opic Al,hedging

Since the persistent components x;(i) and x¢(l) are uncorrelated at any scale i # I,
then the matrix ¥ ! is diagonal. Moreover, from Assumption (A3) ® is diagonal as well
and, therefore, the myopic part of m(j) depends only on x(j) and not on x4(l) for any
I # j. Moreover, if v = 1, the hedging part of m; disappears, in line with |Giovannini and
Weil| (1989). For instance, this happens when the investor has logarithmic utility, namely
y=¢=1.

Then, for a myopic investor 7(j) depends only on x;(j). On the contrary, if v # 1, the
resulting capital allocation in the j-th component of market returns depends also on the
other components with different degree of persistence.

Note that m;(j) depends on z;(j) and, moreover, on x(i), with ¢ # j, through the term
Aj hedgingZt- Hence, we can claim that the share m(j) invested in the component z;(j)
depends on the components at scales ¢ # j just for hedging purposes.

Finally, although the investor’s horizon is 27, the optimal capital allocation involves all
the components of market returns, not only the one with persistence J, even if he consumes
and rebalances her portfolio every 27 periods.

4.4 Solution for optimal consumption

In order to assert that our guess is indeed a solution to the investor’s optimization problem,
we still need to show that the optimal consumption-wealth ratio ¢; — w; is quadratic in
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the vector of state variables z;. To reach this goal, we exploit two useful expressions for
expected consumption growth:

E; [AJCt+2J] ~ logB+ v, +YE; [Tp,t:t_;'_zJ] (12)
E; [AJCH_QJ] = E; [Ct+2J — wt+2j] — (Ct — ’wt) + E; [Ajwt+2j] . (13)

Equation is obtained from the log-linear approximation of the Euler Equation - see
Equations and - while Equation follows from the accounting identity @D

In particular, if we substitute the log-linear approximation of the budget constraint of
Equation into the accounting identity, we get

Agiyar R (Crynr — Wiigr) — ; (ct —we) +Tppyyor +k (14)
and, as a consequence, Equation rewrites as
E; [AJCt+2J] = F; [Ct+2J - wt+2J] — ; (et —wy) + Ey [rp7t:t+21] + k. (15)
Combining Equations and , we obtain

et —wy = —p (log B+ vpe) + p(1 =) By [1)p497] + Ei [erp00 — wipas] + k. (16)

In order to prove that ¢; —w; is quadratic in z; we only need to show that E; [rp,t:t +21]
and vy, are quadratic in z; because we already know (by using the guess at ¢ + 27) that
E, [ct 197 — Wy +2J] is quadratic in the vector of state variables. As for the expected portfolio
return, it holds

L 1
By [rppesor] = 2J{W + By [Xp 0] + 571'2 (02 — Symy)
/ 1var; (f497)
RS e R S

!/
- 2J{ J: CHy (@0 + @zy) + (Ao + Arzy) Hy (D + Pzy)

1
+= (Ao + Arz) o3 —

> (Ao + A1z¢) Xk (Ag + Arz¢)

1
2

J / 1 var (ft—i-QJ)
7 (Ap+ A o2
T [t Am)onct o
= T+ Dz + Tovec(zizy), (17)

where the second equality follows from replacing 7r; with its guess, ¢ is a (J + 1)-vector of
ones, Hy is a matrix which selects the short-term interest rate components from the vector
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z:, I'o € R and I'1, 'y are vectors:

2 1 1 J
Iy = 27 { H;®y + AyH, P + §A60')2( - 5A’OZXAO + — [ 0o +

J+1 J+1 2 J+1

J 1 J
r, = 2/ {J —H® o+ QO HL AL+ AGHL® + (02) Ay — AjSy A + m”’fol}

r, = 2/ {vec(AQHﬂ)’—;vec(A’lzxAl)’}.

Hence, we are left to prove that v,; is quadratic in z;. Recall that

16
Up,t = 5@1}@7} (AJCH-QJ - wrpﬂ::t_’_z(]) .

In order to compute this variance, it is convenient to write the expression for the innovation

Ajeyygr — wrp,t:t+2j —Ey [AJCt+2J - wrp,t;tJer]

since

vary (AJCt+2J — wrp,t:tJrQJ) = vary (AJCt+2J — W"p,t:t+2J - B [Ajct_;’_QJ — wrp,t:t+2"]) .
From Equation ((14]), we observe that

1
AJCzt+2J - 77D7"p,1t:t+2J = (Ct+2J - wt+2J) - ; (et —w) + (1 — ¢)7’p,t:t+2J + k

and, therefore,
Ajeyigr — ¢7“p,t:t+21 — E; [AJCt+2J - w"”p,t:t+2J]
= Cppo7 — Wiyot — By [Ct+21 - wt+21] + (1 =) (T’p,t:t+2J — L [Tp,t:t—i—ZJ]) .

Moreover, from previous calculations it is immediate to see that

/
g ¢
Tptitral — Bt [Tpppor] =2 {MHthHJ + AgHyvy g0 + Z;AllHth—i-ZJ} )

while, by exploiting the guess at time ¢ + 27 on consumption policy, we have

Ct+2.l — wt+2J = b() + Bizt_i_QJ + Z;+2J B2Zt+2‘]
= by+ BizHQJ + @()BQ@O + @6BQ‘I>Z,§ + CI){)BQVH_QJ
—‘FZ;@/BQ@Zt =+ ZQ(I)/BQCI)O —+ Z;@/BQVH_QJ + V?/S_’_Q(] BQ(I)O

+V;+2JB2¢Zt + vec (Bg)/ vec (VQJFQJVHQJ) .
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Since Assumptions (A3) and (A4) ensure that
E: [Vt+2J] =0,

Ey [249] = Ey [®0 + P24 + vy y90] = §o + P2y

and
E; [vec (Bsy) vee (v;+2jvt+2J)} = vec(By) Ly,
then
By [¢p90 —wii00] = bo+ Bi®o + B®z; + P By®g + (B Dz
+2,®' Bo®z; + 7,8’ Bo®q + vec (Ba)' Ly, (18)
Cryal = Weygs — B [erp00 — Wypor] = Biviigs + @3BV, 00 + 200 Bavy ps

+V£+2J By®q + V;+2J By®z,

+wvec (Bg) vee (Viy0rVigar) — vec (B2) L.
As a consequence,

Ajciior — Uy i0r — By [Agci g0 —¥ry 4407]
= Cpyor — Weios — By [eph0r — wipar] + (1= ) (7 pasor — Bt [1p40107])
1-9¢
J+1
+zy [®'(By + BY) + 27 (1 — )AL Hy | viygs + vec(Ba) vec(Vyy9sVy, 0s)

= {IL + 22} vy 90 + vec(By) vee(Vi 91V 1),

= | B} +®)(By + Bb) +27(1 — o)A H,, + 27 VHp| Vo

where we define the vector II; and the matrix Il as

-4

) = B} + ®(By + Bb) +27(1 — )AL H, + QJmL’Hf
Iy = &' (By + BY) + 27 (1 — ) AL H,.
Therefore,
varg (AJCH-QJ - wrp,t:t—i—?’) = HIEVH/l + (2H12VH/2) z¢ +

tvec (TIyBy115) vec (zizy) +

+vec(Bsg) var, (vec(vt+2JV£+2J)) vec(Bs),

since v, 5s is conditionally normally distributed - and so all third moments are zero. This
proves that v, is quadratic in the state vector z; and, in particular,

Upt = Vo + Vizy + Vavec (z42) (19)
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with 7y € R and the vectors Vi, V5 defined by
0

Vo = % [I1; 21T} + vec(Bs) vary (vec(vt_i_QJv;JrQJ)) vec(By)]
6
= 2l %, IL
%1 ZZ@D 1 2
6
Vo = ﬂvec (HQEVHIQ)/ .

As a result, we have shown that the optimal consumption-wealth ratio is quadratic in
z:, as conjectured. In order to solve for the coefficients of the optimal consumption rule
bo, By and By, we simply substitute the expressions of Fy |:'I"p7t:t+2J}, E, [Ct+2J — wt+2J] and
vp¢+ provided by Equations , and respectively into the expression of ¢; — wy
given by Equation . Hence, we deduce that

— — — /
Ct — Wy = 20 + 2124 + Zgvec (ztzt) ,

where =g € R and Z1, =5 are the vectors

(1]

0o = pl—yYlogB+k—Vo+ (1 —¢)To+bo+ BPo
+vec(Bs) vee (Po®p) + vee(Bs) vee(Sy)]

1 = p[=Vi+ (1 —=9)T1+ B+ 204(B; + B)®]

o = p[=Va+ (1 —1)Ty + vec(®' Ba®)].

(1 [1]

The last equations further clarify that c; —w; is quadratic in the state vector, as conjectured.
Observe that Zg, =1 and =9 depend on by, B; and Bs. Thus, for the solution to be consistent,
it must be

by = =
By = E
vec(By) = E.

5 Estimation of multiscale impulse responses and persistent
components

We briefly recap the estimation strategy of |Ortu, Severino, Tamoni, and Tebaldi (2017) for
the coefficients ,(f ) in the Extended Wold Decomposition of a zero-mean weakly stationary
time series x = {x;}, such that

—+00 —+00
= P(L)ey = Zah€t—h, ZOJ}QL < 00,
h=0 h=0
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with the operator ® (L) invertible.
We approximate x; by an autoregressive of a suitable order N, determined by the
Bayesian Information Criterion (BIC), namely

N
Ty = Z brxi—k + Ny
k=1

By OLS we estimate the regression coefficients by and the unit variance white noise ¢, =

nE [n7] “2 From the relation
N +o0 1/2 400 n—1
Ty =1 + Z by, aper_p_p = E [77?] ¢ + Z Z apbn_n | €t—n,
k=1  h=0 n=1 \ h=max{n—N,0}

we get the impulse response functions

1/2
271/ S

N
ag=E (mt — Z bkxtk> , Qp = Z apb,_p Vn e N.
k=1

h=max{n—N,0}

Then, multiscale impulse responses ﬁ,(fj ) can be computed by employing Theorem In
turns, persistent components can be obtained by using as innovations the residuals of the
initial autoregressive regression.

5.1 Estimated portfolio weights

We consider daily data from January 4, 1954 to December 30, 2016. Market portfolio
returns are vwretd of CRSP S&P 500 index, while risk-free rates are taken from FRED
DTB3, which contains the (not seasonally adjusted) secondary market rates of three-month
Treasury Bills. Inflation data are derived from monthly inflation of CRSP database on a
compound basis. We employ inflation for the computation of real log risk-free rate (log
risk-free rate minus log inflation) and real log market return (log return on the S&P index
minus log inflation). The BIC criterium applied to real log market return recommends to
employ an AR(2) process for the construction.

To make our portfolio analysis we fix a maximum scale J = 4. This choice roughly
corresponds to a monthly horizon because scale 4 captures shocks with an approximative
duration of sixteen working days. As already signalled in the Appendix of [Campbell,
Chan, and Viceira (2003), the solution algorithm for multivariate strategic allocation is
computationally intensive, due to the employed approximations and the dimensionality
of the linear systems involved. Moreover, in our application the algorithm is not always
stable. Therefore, we focus our discussion on averages results and we provide an heuristic
illustration.
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Figure 6: Mean optimal portfolio weights 7(j) for j = 1,...,5 with respect to different
degrees of relative risk aversion v =1,...,14 and fixed ¥ = 0.99.
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First, we set the IES ¢ = 0.99 and we run the algorithm for increasing values of relative
risk aversion v. We estimate the optimal asset allocation 7; of an investor that rebalances
her portfolio monthly as described in Section Then, we take the average of portfolio
weights over the whole time series. The strategic choice occurs every 27 working days and
we have 27 possible starting dates. Therefore, we take the mean of portfolio weights across
these realizations, too. The outcome is depicted in Figure [6]

We see from the graph that the allocation generally increases (in absolute value) with
the scale and with the relative risk aversion. The highest loadings are associated with the
(J +1)-th asset, which collects the sensitivity to shocks with any persistence higher than J.
The investment in the J-th security is the one to be negative for almost all degrees of risk
aversion. Hence, the optimal portfolio rule prescribes a relevant short-selling of this asset,
that partly counterbalances the large purchase of the (J+1)-th security. These observations
suggest that the (J + 1)-th asset shares the same interpretation of the optimal growth
portfolio discussed, for instance, by Merton| (1969)). See also the more recent summary by
Christensen| (2012).

If v = 1 the investor is fully myopic and the weights are similar across scales. When
v increases, the investment diversifies within persistent assets and the allocation to high
scales becomes prominent.

In order to understand more deeply the dependence of portfolio loadings from persistent
components we consider the entries of the matrix A; for raising values of risk aversion. For
this analysis we employ the last eighth of the sample. We first plot the optimal portfolio
weights in Figure [7] Observe that the average weights on the two more persistent assets
almost overlap. Then, as an example, we focus on the dependences of the fourth optimal
weight 7(4) on each persistent security. Specifically, we depict in Figure [§] the entries (4, )
of the matrix Ay for j = J+2,...,2J 4 2. This graph, in fact, complements the outcomes
of Figure [7] which refer to the whole m, = Ay + A12;.

At a first glance, we note that the fourth loading is mostly dependent on the persistent
component at scale 4. This feature is shared also by the other weights (not plotted here),
which are mainly sensitive to the security at the same scale. Nevertheless, when the agent’s
risk aversion raises, the relative importance of this security shrinks visibly. This behaviour
conveys the intuition that a less risk-averse investor bases her valuations on scale-specific
factors, while a more risk-averse trader is likey to include the other components in her
strategy. This phenomenon is consistent with the hedging nature of persistent components
presented in Subsection [£.3]

However, the behaviours of Figure [§| are not always present. For instance, we can set
the IES ¢ = 0.5 and solve the asset allocation problem on the whole sample. Results about
mean portfolio weights and the sensitivity of the first loading with respect to the persistent
securities are plotted in Figures [9] and [10] respectively. In this example, the weight on the
first persistent asset equally depends on the risky securities at any scale. Also the other
portfolio weights feature the same property. Indeed, low IES induces smooth consumption
streams and hedging is remarkable at any level of risk aversion.
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Figure 7: Mean optimal portfolio weights m(j) for j = 1,...,5 with respect to different
degrees of relative risk aversion v = 3,...,14 and fixed ¥ = 0.99. Here the last eighth of
the sample is employed.

Dependence of fourth portfolio weight
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Figure 8: Dependence of the fourth (mean) optimal portfolio weight m(4) from each persis-
tent asset with respect to different degrees of relative risk aversion v = 3,...,14 and fixed
1 = 0.99. Here the last eighth of the sample is employed.
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Figure 9: Mean optimal portfolio weights m(j) for j = 1,...,5 with respect to different
degrees of relative risk aversion v = 4,...,10 and fixed ¢ = 0.5.
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Figure 10: Dependence of the first (mean) optimal portfolio weight 7(1) from each persis-
tent asset with respect to different degrees of relative risk aversion v =4,...,10 and fixed
1 = 0.5.
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6 Conclusions

This work constitutes a first attempt to formalize strategic asset allocation when shocks
are heterogeneous in terms of duration. The sensitivity of returns to such innovations is
captured by scale-specific components, retrieved by the Extended Wold Decomposition.
When investors are allowed to trade securities whose returns mimic the ones of persistent
components, we provide an approximately optimal way to allocate wealth (and decide, in
turn, consumption). The main contribution is the embedding of persistence-based returns
into the classical multiperiod portfolio optimization framework, which employs peculiar
tools such as autoregressive dynamics and log-linearisation techniques.

The empirical implementation suffers from weak algorithmic stability that, however, is
also present in standard intertemporal multivariate asset allocation. Moreover, an impor-
tant question is the feasibility of the replication of persistent components through traded
securities in the market. This aspect is fundamental to make our results usable by practi-
tioners. We will devote future research to deeply understand and solve these issues.
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A Derivation of portfolio log return approximation

The log return on the portfolio r,, ., 97 is a discrete-time approximation of its continuous-
time counterpart. In this section we show how to obtain the following approximation

We start by assuming the dynamics for the value processes associated with the compo-
nents of risk-free asset (vector B;) and market portfolio (vector Py):

lvart (ft+2.z)
2 J+1

r ; o~ ft:t+2J
p,t:t+2 J + 1

1 J
F Xy 00 +27 {2772 (0% = Zxme) + 577 | i+

dB

?t = ppudt +opdW,  (Al)
t

dP

?t = pdt + odW, (A.2)
t

where g, , and p, are the drift vectors, o}, and o are the diffusion matrices and Wy is a
J + 1-dimensional standard Brownian motion. We can obtain the corresponding log values
by employing Ito’s Lemma:

dB;;

1
B, > ~3 (crbjo'gj) dt (A.3)
J?

dlogBj; = <

P\ 1

where o (04;) represents the j-th row of the diffusion matrix o (o), for j =1,...,J + 1.
Let Vi be the portfolio value at time ¢ and denote by ¢ a vector of J + 1 ones. We have

L, — 71';) Bt

— P
Vi=m t+<J+1

and we set

dvi 1 [(dVi\?
Tyl = dlogVy = 715 -5 <V;;> _

In particular,

v 4Pt L\ dB:
Vi "P,

J+1t Tt B

1 1 1
= Tl';g (dlog P+ 5 [O'jO';] dt) + (J_|_ 11,/ — ﬁ’t) (dlog B; + 5 [o'bjo'gj] dt)

Jdlog By + %wi ([oj0] = [ovion;]) dt

= )} (dlogP; — dlogBy) +

1
J+1

J+1

Jr% J [O'bjdgj] dt,
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where brackets [-] denote a vector with o ;o

i (or opj0,;) entries. Moreover

2
<th> = m;(dlogP; — dlog By) (dlog Py — dlog By)' 7,

Vi
+ ! ¢ (dlog By) (dlog B;)’ ! L
T 1t (o8BI B G
1
+27} (dlog Py — dlog By) (J " 1L’dlog Bt> +o(dt),

where all o(dt) terms vanish because they involve either dt?> or dtdW;. By combining
Equations (A.1)-(A.4), we obtain

1
3 [ajoﬂ dt
1
—Nb,tdt — opdWy + 3 [O'bja';)j] dt
~ (O‘ — O'b) th,

dlogP; —dlogB; = pdt+ocdW, —

where the last line follows after ignoring dt terms. Then,

(dlogP; — dlog By) (dlog Py — dlogBy)' = (o0 — o) (00 — )’ dt,

1 1
(dlogP; — dlog By) (J (dlog Bt> = (o — ay) agbmdt.

+1

Consequently, by employing the notations x;,,,s =dlogP; — dlogB; and £, o =
dlog B; and by setting dt = 27, it follows that

1 1
Tp titt2d = dlogV; = TrQXHZJ + JT 1L/ft+2J + 2‘]{27% ([o'ja;»] — [abjagj])

1 1
-5 I:ﬂ'; (0 — o) (0 —ap) 7 + 27, (60 — o) Uﬁ,bm}

+ 11y [ovjo;] — L ool
27+ 1 UWOMI T 1t Y e

By using the notation in the VAR, we have

(0 —op)(o—0ay) = 5k
abag = Y
oviot;] = of
[0']-0';-] = o2+ 0+ 20
(6 —o)op = o
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and so

Sty 1
Tptit2l 2 }:_91 —|—7'rgxt:t+21+2‘] 5#2 (O'i+0'%+20'fx—0'%)
17, 1 1 1 1
_ = Z 2 / - - / 2 _ ! 2
5 | ™ xT¢ + Trtaij+1]+2j+1 i\fﬁ 72(J+1)2 @
vart ft+2J) vart(fH_QJ)

f: 2J 1 J 1UCL7"t ft Ny
= Jq T+ 27 o (e = Bem) £ | mosct g J(ﬁ)

I
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