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Optimal hedging and parameter uncer

The Pricing of Real Option and Risk Hedging under Partial Information

YANG Jin-giang"?, YANG Zhae-jun'
(1. School of Finance and Statistics, Hunan Unitersity, Changsha 410079, China;
2.School of Finance, Shanghai Unitersity of Finance and Economics, Shanghai 200433, China)

Abstract: T he current real option pricing theory is based on the full information. In this paper, we relax
this assumption and consider the optimal control problem of investment and consumption during an infinite
horizon to explore the consumptiorutility based indifference price of real option with partial observation,
which is known as partial information. Thanks to Kalman filtering, dynamic programming and H amiltor
Jacobt Bellman theory, an implied option value is given by the sem+closed-form solution to the two free
boundary PDE under the separation principle of control system and the numerical results are obtained by
the finite difference method. Furthermore, by M onte Carlo simulation, the difference of strategies between
partial information and full information is discussed. Finally, we explore the relation of the two value fune-
tions under partial and full observation, and the economic value of information is derived.

Key words: real option; partial information; Kalman filtering; value of information



