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Abstract

In this study, we explore the implications
regarding to the predictability issue in
international  portfolio  selection  problem.
Uncertainty regarding to the predictive relation
affects the optimal portfolio selection through
dynamic learning, and leads to a state-
dependent relation between the optimal asset
allocation and the investment time horizon. This
study extends the previous analysis in several
ways. First we investigate the investment
implication for long-term investors where the
exchange rates are adjusted by the interest
rates.

Our approach is implemented through
Martingale proposed in Cox and Huang (1989,
1991) and the filtering mechanism to evaluate
the learning effects in portfolio selection

problem.  Our findings lie in the
recommendations  for  the  necessary
adjustments based on the predictability. Finally,
the optimal solution is decomposed into
components through a simplified illustration.
Keywords: predictability; dynamic learning;
hedge demands; constant relative risk averse;
filtering.
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