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Abstract

This study examines the optimal

portfolio selection problem of a long-term
investor who possesses learning capability
about predictability in inflation rate and
can invest only in nominal assets.
Assuming that inflation rate process is not
directly observable, we first employ the
optimal linear filtering equations to
estimate the latent process and then use the
Bayesian approach to project inflation
rates. This learning about predictability in
inflation rates extends the studies of
Campbell and Viceira (2001) and Brennan
and Xia (2002). Contrasting to Barberis
(2000) and Xia (2001) that consider the
uncertainty regarding the relation between
stock returns and state variables, we
analyze how the learning about inflation
rate predictability affects the composition
of the optimal portfolio. We construct the
optimal portfolio strategy through a
Martingale formulation based on wealth
constraints.  Our results are given in
closed-form solutions as well as numerical
illustrations  that  demonstrate  the
importance of learning about inflation rate

predictability in the portfolio selection
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problem. Keywords: dynamic asset
allocation; inflation; predictability;
learning
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