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If C' is a class of processes, then

Co the set of processes X with Xy, =0
Cloc the localized class
Co.1oc the intersection of Cy and Cjq.

The following classes of processes contains

A processes with integrable variation (p. 10)
At integrable increasing processes (p. 10)

H? square-integrable martingales (p. 9)

L local martingales starting at zero (p. 9)
M uniformly integrable martingales (p. 9)
M(E) E(N)-martingales (p. 39)

semimartingales (p. 10)
Sp special semimartingales (p. 10)
adapted processes with finite variation (p. 10)

1% adapted, increasing processes (p. 10)

If we want to denote the measure explicitly, then we use e.g. A(P).
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Test all things; hold fast what is
good.

The first epistle of Paul to the
Thessalonians 5,21

Introduction

The last decennium complicated financial products like CDO’s (Collateralized
debt obligation) became very popular around the world. Tempted by the possi-
ble high profits, the products were bought without a good estimation of the risk
involved or under the assumption that the products did not contain any risk at
all. The recent financial crisis showed once more that these products do contain
a lot of risk and that it is not sufficient to only determine a good buying/selling
price of the product. After some time a product can become worthless or a very
risky product. Hence it is recommended to follow up the total portfolio and use
hedging strategies to reduce the risk if necessary. So besides pricing, it is also
important to find good hedging strategies which minimize the risk as much as
possible.

Maybe in the past, hedging strategies were not applied often enough, but one
should also watch out not to use hedging strategies unnecessarily. Therefore it
is always important to look if any risk is reduced by using a hedging strategy.
If this is not the case, then there is no sense in applying a hedging strategy and
one should only take in mind the possible risk related with the portfolio.

Of course there are various ways to hedge a portfolio, depending on the way the
risk is measured. We give a short overview of the different types of (dynamic)
hedging strategies that have been described in literature:
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e Delta-hedging

The delta at time ¢ of an option or more general a derivative is the partial
derivative with respect to the underlying of that option at time ¢. The
delta is one of the so-called Greeks. These Greeks represent the sensitiv-
ity of a derivative with respect to various variables, such as the price of
the underlying, the volatility, the time to maturity. For more information
concerning the Greeks we refer to e.g. Shreve (2004). The delta-hedge
of an option at each time goes short in as many underlyings as the delta
Greek. The portfolio containing the option and which goes short in delta
underlyings is hence delta-neutral, which means that it is invariant for
small moves in the price of the underlying.

This strategy is still very popular in practice due to its simplicity.
Superhedging

A strategy is a superhedging strategy if it is a self-financing strategy such
that at maturity the value of the strategy is surely greater than the value
of the derivative. The cost of superhedging is defined as the cost of the
cheapest superhedging strategy. In case of jumps, the superhedging strat-
egy is often too expensive or boils down to buy and hold strategies. For
more details we refer to Section 10.2 of Cont and Tankov (2004).

Utility hedging

For every utility function U, which should be concave and increasing, we
can determine the related utility hedge by maximizing the function:

E[U(2)]

over different payoffs Z. Risk is therefore measured by expected utility.
The function U should ideally not be symmetric and it is also possible to
attain a sort of weights according to the size of the possible loss/gain.
Popular choices are e.g. logarithmic utility: U(x) = In(ax) or exponential
utility: U%*(z) = 1 — exp(—ax), with o > 0.

In the general case there are rarely explicit computations available and
therefore in this thesis we will only consider a subclass consisting of quad-
ratic hedging strategies.

Quadratic hedging

Quadratic hedging is a specific form of utility hedging, where the strategy
minimizes the hedging error in mean square sense. Hence risk is in this
case quantified as variance. One of the obvious drawbacks of quadratic
hedging is that losses and gains are treated in the same way. On the other
hand, this might be an advantage, in case you do not know whether you
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deal with a buyer or a seller. Another advantage is that quadratic strate-
gies related to different options can simply be added up as is also the case
for delta-hedging strategies. In other words, quadratic hedging is a sort
of linear hedging strategy. In this context we also refer to Kramkov and
Sirbu (2007). They show that for a small number of contingent claims the
linear approximation of utility-based hedging strategies is in fact a mean-
variance hedging strategy under an appropriate numéraire and under the
risk-neutral probability measure.

Mean-variance hedging strategy (also called variance-optimal hedging) is
one of the two main quadratic hedging strategies we will discuss. The
other one is the (locally) risk-minimizing hedging strategy.

In the mean-variance hedging theory the goal is to minimize the differ-
ence between the claim H at maturity 7 and the portfolio at that time,
using a self-financing strategy. In the risk-minimizing hedging strategy,
the goal is to minimize the variance of the cost process at any time ¢ sub-
ject to the condition that the value of the portfolio at time 7" equals the
claim H. In the latter case, it is only possible to find a self-financing port-
folio when the claim is attainable!. The risk-minimizing hedging strategy
only makes sense when the underlying is a martingale, the extension to
semimartingales is called locally risk-minimization.

1.1 Outline of the thesis

This outline contains a brief summary of the content of this thesis. A thorough
summary including a motivation of the studied subjects and references to re-
lated works can be found at the start of each chapter.

We focus mainly on quadratic hedging and especially on the locally risk-minimi-
zing hedging strategy and related to it, the Follmer-Schweizer decomposition.
We do not only look at the pure financial market, but we also determine hedg-
ing strategies for the insurance market (Chapters 6-7), as well as for the interest
rate derivatives market (Chapter 8) and the commodity market (Chapter 9). We
work in continuous time and assume that there are no trading costs.
Concerning the processes describing the dynamics of the underlyings we use
in Chapter 3 a general not necessarily quasi-left continuous semimartingale,

1A claim is attainable if it can be replicated with the available products on the market.
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while in Chapter 4 we work with a quasi-left continuous semimartingale. Chap-
ters 6 until 9 focus more on applications where the process of the underlying
is either driven by a (geometric) Brownian motion or by a (geometric) (time-
inhomogeneous) Lévy process.

The Brownian motion is unfortunately not capable to generate big jumps in the
process, hence big jumps occurring in reality are not covered. This can be solved
by allowing discontinuous processes.

After introducing some basic concepts concerning stochastic calculus in Chap-
ter 2, we discuss in Chapter 3 the relationship between the Féllmer-Schweizer
decomposition under the original measure and the Galtchouk-Kunita-Watanabe
decomposition under the minimal martingale measure. It is generally known
that they coincide in case the underlying is continuous, but we prove with an
explicit example that they are not always equal in the discontinuous case. Fur-
thermore, we also provide a more explicit form of the Follmer-Schweizer de-
composition by using the predictable characteristics. This chapter is based on
Choulli et al. (2010).

The use of the Follmer-Schweizer decomposition for quadratic hedging becomes
more clear when we explain the theory of the locally risk-minimizing (Chapter
4) and the mean-variance hedging strategy (Chapter 5). For both strategies we
provide an overview containing the theoretical results as well as the applica-
tions. For the locally risk-minimizing hedging strategy we additionally give the
extension to the multidimensional case in Chapter 4. The chapter concerning
the locally risk-minimizing hedging strategy is a revised form of Vandaele and
Vanmaele (2008a).

For the applications of the quadratic hedging strategies, we started with the
determination of the risk-minimizing hedging strategy for unit-linked life insur-
ance contracts with a surrender option. A unit-linked life insurance contract
can be seen as a combination of an insurance and a mutual fund. The premium
of the contract is invested in a number of units of the fund. Therefore in unit-
linked life insurance contracts the benefits and sometimes also the premiums
are random and they depend on the development of the mutual fund which is
a prespecified reference asset or portfolio. The surrender option gives the op-
portunity to exit the contract before maturity against a pre-specified value. We
assume that the surrender time is not a stopping time in the filtration generated
by the financial market. This means that we make the realistic assumption that
a policyholder does not only quit a contract due to the evolutions of the refer-
ence portfolio, but that often he/she has personal reasons to surrender before
maturity. The results of Chapter 6 are published in Vandaele and Vanmaele
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(2009).

A second application given in Chapter 7 is the determination of the locally
risk-minimizing hedging strategy for unit-linked life insurance contracts when
the underlying risky asset is driven by a Lévy process. Due to the discontinu-
ity of the underlying, it is no longer possible to obtain the strategy by using
the Galtchouk-Kunita-Watanabe decomposition under the minimal martingale
measure and therefore we determine the Follmer-Schweizer decomposition in-
directly as is done in Vandaele and Vanmaele (2008b) or by using the more
explicit form as described in Choulli et al. (2010). We do not assume a sur-
render option in this chapter and therefore we have stochastic independence
between the financial market and the insurance market.

In the last two chapters of this dissertation we apply the quadratic hedging
strategies in two specific frameworks. In these chapters we also discuss the im-
plementation of the obtained formulas in such a way that we can compare the
total costs related to different hedging strategies. In order to speed up the cal-
culations we apply Fourier transformations to express the optimal numbers in
terms of the characteristic function. This implementation is based on an exten-
sion of some intermediate results given in Hubalek et al. (2006).

In Chapter 8 we determine and compare for a forward swaption the delta-
hedge with the mean-variance hedge under the forward martingale measure
linked with the maturity of the swaption. To model the interest rate derivatives
market, we assume a Lévy extended Heath-Jarrow-Morton framework, where
the driving process belongs to the class of normal inverse Gaussian processes.
We first determine the price of the swaption and the delta-neutral hedge when
one zero-coupon bond is used for hedging. In order to compare the hedge with
the mean-variance hedging strategy, which uses two bonds, we also give the
self-financing delta-hedge and the delta- and gamma-neutral hedge.

The mean-variance hedging strategy is always defined in terms of discounted
assets, but because we cannot assume we have a risk-free interest rate we use
as numéraire the zero-coupon bond with the same maturity as the swaption.
Hence all discounted bonds are martingales under the forward measure and
the mean-variance hedge follows from the Galtchouk-Kunita-Watanabe decom-
position. The advantage of having a self-financing portfolio, as is the case in the
mean-variance hedge, is that the optimal number of discounted assets equals
the non-discounted number. The results of this chapter can also be found in
Glau et al. (2010a, 2010b).

In Chapter 9, based on Leoni et al. (2010), we assume that options depend
on several assets, while we can only invest in a weighted combination of these
assets. This setting is inspired by actual problems faced by energy traders. They
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mostly hedge by applying a volume-neutral or weight-adjusted delta-hedge. We
compare these adjusted delta-hedges with the (adjusted) locally risk-minimizing
hedging strategy. The simulations are restricted to two assets, but can easily be
extended to more. As driving processes we use Brownian motions and a multi-
variate variance gamma process, both in a martingale as well as a semimartin-
gale setting.

The presented simulations give us a good idea of the usefulness of the delta-
hedge and the quadratic hedging strategies in the two settings we discuss.

At the end of this thesis we come to a general conclusion and discuss potential
ideas for future research.



In mathematics you don’t un-
derstand things. You just get
used to them.

Johann Von Neumann
(1903-1957)

Basic concepts

2.1 Introduction

This chapter is intended for readers with a mathematical background who are
not specialists in the field of stochastic processes. We restrict ourselves to con-
cepts needed later on, we refer the interested reader to the books of e.g. Jacod
(1979), Jacod and Shiryaev (2002), Protter (2005). We start with introducing
some standard notations which will be used throughout the whole thesis. Most
of the notations and the theorems in this chapter are based on the book of Jacod
and Shiryaev (2002), unless it is stated otherwise.

A new contribution is Lemma 2.2.24 concerning the uniqueness of the represen-
tation theorem. Furthermore we characterize the class of equivalent measures
which have the same minimal martingale measure as the original measure.

We assume as given a probability space (2, F, P) and in addition a family of o-
algebras (F;)o<i<co Which is increasing (F, C F; if s < t) and where F, is by
convention equal to F. We will call this family a filtration and denote it by F.
Often we will use the natural filtration linked with the process X and we mostly
work on a finite time horizon T' € [0, c0). Furthermore we assume the filtra-
tion is right-continuous, i.e. F; = Ng~¢F,. Hence we have the following filtered
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probability space also called the stochastic basis (2, F,F, P). We assume that
the stochastic basis is complete as is frequently done in literature. This means
that the o-field F is P-complete and that every F; contains all P-null sets of F.
Furthermore the assumption that Fy is trivial is frequently used.

Definition 2.1.1. A real-valued random variable X belongs to the set
Lr(Q,F, P), for p € [1,00) if | X|? is integrable. Hence E[| X |P] < oo

A process is a family X = (X;),cp+ of mappings from © into R?, d € N*.
This process can be ‘continu a droite, limite a gauche’ with short-hand nota-
tion cadlag if all paths are right-continuous (i.e. for almost every w €  the
map ¢ — X;(w) is right-continuous: lim X = X,) and have left-hand limits

S—>S

(3 lim X =: X;_). Analogously the terms caglad (i.e. left-continuous and

s—t,s<

right- hand limits), cad (i.e. right-continuous),. . . are used.
For a cadlag process we define the jump at time ¢ as AX; := X; — X;_.

Definition 2.1.2. A process X is called adapted if X; is 7;-measurable for all
t.

Definition 2.1.3. A stopping time is a mapping 7" : Q@ — [0, 0] such that
{T <t} e Fforallt e RT.

Hence T is a stopping time if it is possible to decide whether or not {T" < t}
has occurred on the basis of the knowledge of ;. The process X7 is called the
stopped process at time 7, defined in the following way:

X5 = Xrpe. 2.1

Definition 2.1.4. If S, T are two stopping times, then we can define four kinds
of stochastic intervals: [S,T], [S,T[, |S,T] and ]S, T'[, where e.g.:

[S,T[= {(w,t) : t € [0, 00), S(w) < t < T(w)}.

On the set Q x [0, 7], we define two o-fields O and P generated by the adapted
and cadlag Erocesses and the adapted and continuous processes respectively.
On the set Q := Q x [0,7] x R¢, we consider the o-field O = O ® B(R?)
(resp. P = P @ B(RY)), where B(R?) is the Borel o-field for R,

Definition 2.1.5. A process or a random set is called a optional (resp. pre-
dictable) process (resp. random set) if the process (resp. random set) is O
(resp. P)-measurable.
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From now on if the process g is e.g. O-measurable, we will denote this by g € O.

Definition 2.1.6. A function W on ) that is O (resp. ﬁ)—measurable is called
an optional (resp. predictable) function.

Definition 2.1.7. A predictable time is a mapping 7' : Q@ — [0, oc] such that
the stochastic interval [0, T[ is predictable.

Definition 2.1.8. A cadlag process X is quasi-left-continuous (QLC) if AXy =
0 a.s. on the set {T' < oo} for every predictable time 7.

2.2 (Semi)martingale

Definition 2.2.1. A martingale is an adapted process M on the basis
(Q, F,F, P) whose P-almost all paths are cadlag, such that every M, is inte-
grable, and that for s < ¢:

M = E(M|Fs).

A martingale M is called a uniformly integrable martingale if the family of
random variables (M;);cr+ is uniformly integrable. M stands for the class of all
uniformly integrable martingales. The class of all square-integrable martingales
is denoted by H? and contains all the martingales M such that sup,cp+ E(M?)
< oQ.

Definition 2.2.2. A process M is a local martingale if there exists an increasing
sequence (77,) of stopping times such that lim,,) 7}, = oo a.s. and such that each
stopped process M7~ is a martingale.

The class of local martingales is denoted by M,. whereas H7 _ stands for the
class of locally square-integrable martingales. The class £ contains all local
martingales starting at zero.

If we denote by X * the process sup,.. | X;|, then we have the following sufficient
condition such that X is a martingale:

Theorem 2.2.3 (Protter (2005) Theorem 1.51). Let X be a local martingale such
that E[X}] < oo for every t > 0. Then X is a martingale.
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The set of all real-valued processes A with Ay = 0 that are cadlag, adapted and
for which each path ¢t — A;(w) has a finite variation over each finite interval
[0, ] is referred to as V. The variation of A is given by [ |dA,|. The set of pro-
cesses which are non-decreasing instead of having finite variation is indicated by
V. The processes from this class which are also integrable (i.e. F(A,,) < o0)
are collected in A™. Analogously the subset of processes from V that have inte-
grable variation: F(Var(A).) < oo is denoted by .A.

The concept of localizing used in the definition of local martingale can also be
used for other class of processes e.g. A’ .

Definition 2.2.4. A semimartingale X is a process of the form
X=Xo+M+2B (2.2)
with X finite-valued and Fjy-measurable, M € £ and B € V.

The set of all semimartingales is denoted by S.

Definition 2.2.5. A special semimartingale X is a semimartingale which ad-
mits a decomposition X = X, + M + B with B predictable.

The space of all special semimartingales is denoted by S,,. We remark that

Definition 2.2.6. If a semimartingale is special then the decomposition X =
Xo + M + B with B predictable is unique and this decomposition is called the
canonical decomposition of X.

Definition 2.2.7. For processes X € 4),. we can define the unique (up to an
evanescent set) process X?, called the compensator under P, which is the
predictable process in .4, such that X — XP is a P-local martingale.

Hence the P-compensator of a semimartingale X will exist if it is P-locally
integrable in the following sense:

Definition 2.2.8. A semimartingale X is P-locally integrable if X is a spe-
cial semimartingale under P. From Jacod (1979) (2.14) we know that this is
equivalent with the non-decreasing process X* = sup,. | X| belonging to Af

Before we introduce the notation for a stochastic integral we define the notion
of random measure.
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Definition 2.2.9. A random measure on R* x R? is a family y = (u(w; dt, dx :
w € Q)) of non-negative measures on the Blackwell space (Rt x R, Rt ® &)
satisfying u(w; {0} x RY) = 0.

Definition 2.2.10. By ¢- X we denote the stochastic integral of ¢ with respect
to the process X. If X is d-dimensional then

b X = Z¢(i) . x @ — /d)/dX,
i=1

where by ¢’ we denote the transpose of ¢.

If we calculate the integral over a random measure g for an optional function
W then we use the notation *, e.g.

(W x p)(w,t) :/0 » W(w, s, z)p(w;ds, dx)

t
if/ / |W (w, s, z)|pu(w; ds, dx) is finite and 4o0o otherwise.
0 Jre

To be able to define the structure condition, we first need to introduce the (pre-
dictable) quadratic covariation of two semimartingales.

Definition 2.2.11. The quadratic covariation of two semimartingales X and
Y is defined as

[(X,Y]=XY - XoYo—X_-Y —Y_-X. (2.3)

Definition 2.2.12. The predictable quadratic covariation of two semimartin-
gales X, Y is the compensator of the quadratic covariation [X, Y]. It is denoted
by (X,Y) and therefore also called the angle brackets of X and Y. The short
hand notation (X) will be used for the angle bracket (X, X).

We remark that this definition is an extension of the one given by Jacod and
Shiryaev (2002). They only define the predictable quadratic covariation for lo-
cally square-integrable martingales as the compensator of XY, which equals
the compensator of [X, Y] in the martingale case. Furthermore the predictable
quadratic covariation only exists if the compensator (see Definition 2.2.7) exists.
Hence only if the quadratic covariation [X, Y] is locally integrable as defined in
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Definition 2.2.8. It is obvious that the predictable quadratic covariation is mea-
sure dependent, while the quadratic covariation is independent of the measure
we work with. If we do not denote the measure in the notation of the pre-
dictable quadratic covariation, then we assume it is under the original measure
P, in the other case we use the notation e.g. (-,-)<.

In Jacod and Shiryaev (2002) the following theorem is described for a square-
integrable martingale M:

Theorem 2.2.13. If M is a square-integrable martingale then (M, M) is
non-decreasing and it admits a continuous version if and only if M is quasi-left-
continuous.

For a semimartingale X we will often use the notations X¢ (X%) to denote the
continuous (resp. discontinuous) local martingale part.

The proof of the following theorem can be found in Jacod and Shiryaev (2002)
1.4.52:

Theorem 2.2.14. If X, Y are semimartingales, then

(X, V] = (X, V) + Y AXAY.. (2.4)

s<t

From this theorem it follows that for continuous martingales X and Y the pre-
dictable quadratic covariation equals the quadratic covariation:

[Xa Y]t - <Xa Y>t7

because the second term equals zero, X = X¢and Y = Y*.
The following properties will be very useful in later calculations:

Properties 2.2.15. X € S.

(1) IfY €V, then [X,Y] = AX -Y.

(2) If Y € V and predictable, then [X,Y] = AY - X. Hence if X is a local
martingale, then also [X,Y] is a local martingale.

(3) IfY € Vand X orY is continuous, then [X,Y] = 0.

(4) If X and Y are local martingales, then [X,Y] = 0 whenever X is continuous
and Y purely discontinuous.
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(5) IfY is also a semimartingale, then A[X,Y] = AXAY.

An important concept is the orthogonality of two semimartingales.

Definition 2.2.16. Two P-semimartingales X and Y are called orthogonal un-
der a measure P if [X, Y] is a local martingale under P. Hence the angle bracket
(X,Y)=0.

Assuming no-arbitrage (for sufficient conditions see Delbaen and Schacher-
mayer (1994)) guarantees the structure condition (SC):

Definition 2.2.17. Assume the following canonical decomposition Xy + M + B
for the semimartingale X. Then we say that the structure condition is satisfied
if there exists a predictable process ) satisfying

T
dB, = d(M):); and / N d(M)yAy < +oo  P-ass. (2.5)
0

If the structure condition is satisfied, then we can define the mean-variance
tradeoff process:

Definition 2.2.18. The mean-variance tradeoff process (MVT) K is defined
as the increasing predictable process with:

t
K, :/ N.dB, = </ AdM),.
0

The predictable characteristics are an important concept to describe a semi-
martingale. They can be seen as an extension of the Lévy characteristics, namely
the drift, the variance of the Gaussian part and the Lévy measure used to char-
acterize the distribution of a process with independent increments.
Assume we have a d-dimensional semimartingale X with decomposition X =
Xo+ M + B. From Jacod and Shiryaev (2002) Theorem 1.4.18 we know that the
local martingale M has a unique (up to indistinguishability) decomposition in
a continuous local martingale M and a purely discontinuous local martingale
M

X =Xo+M+M+B. (2.6)
More generally, the continuous local martingale part of a semimartingale X is
denoted by X ¢ and equals M€, while the discontinuous local martingale part is
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denoted by X< = M.
If we introduce the notation p for the random measure associated to the jumps
of X and defined by

pldt, dz) = " 1(ax, 20100 ax,) (dt, dz),

with 1 the indicatorfunction, §, the Dirac measure at point ¢ and with com-
pensator v, then M4 = z x (1 — v). Remark that we made here the additional
assumption that X is special, hence from Jacod and Shiryaev (2002) we know
that this holds if and only if (|#|? A |z]) x v € Ajpe. Therefore as shown in
Corollary 11.2.38 of Jacod and Shiryaev (2002) the truncation function, which
‘behaves like 2 near the origin, in M? = h(z) * (1 — v) can be chosen equal to
xX.

Also in the following definition and proposition we restrict ourselves to the
specific case that X is special. The more general form of this definition and
proposition can be found in Jacod and Shiryaev (2002).

Definition 2.2.19. Assume that the canonical representation for the special
semimartingale X is given by

X=Xo+X°4+z*x(u—v)+B. 2.7

If C is the matrix with entries C¥ := (X¢¢ X¢7), then the predictable charac-
teristics of X are the triplet (B, C,v).

Furthermore in Proposition 11.2.9 Jacod and Shiryaev (2002) show:

Proposition 2.2.20. One can find a version of the characteristics (B, C,v) of X
which is of the form:

B=b-A, C=c-A, v(w;dt, dz) = dAy(w) K, +(dx)
where:

1. Ais a predictable process in A; , which may be chosen continuous if and
only if X is quasi-left-continuous;

2. b= (b");<q is a d-dimensional predictable process;

3. ¢ = (c¥); j<a is a predictable process with values in the set of all symmetric
non-negative and positive semidefinite d x d-matrices;
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4. K, (dz) satisfies the following properties:

Kua(0}) =0 [t + 1Keatdo) <1

AA(w) > 0= b(w) = /waﬁt(dx) AA (W) K, (RY) < 1.

Two other properties of the characteristics, described in Proposition 2.2.20 and
which will be used later on, are

AB; = /xu({t} xdr) and a,:=v({t} xRY) <1.

We will call the triplet (b, ¢, K) the differential characteristics of the semi-
martingale X and we denote them by 0.X.

We can now describe the characteristics of a stochastic integral. First we define
the class L(X) of predictable processes for which we can determine the stochas-
tic integral with respect to a d-dimensional semimartingale X. It contains the
processes H which belongs to L2 (M) N L°(B). Hence they are an element of
the intersection of the predictable processes H such that H? - (M, M) are locally
integrable and also the increasing process | >, H'b'| - A is finite-valued.

Proposition 2.2.21 (See Kallsen (2006)). Let X be an R%-valued semimartin-
gale and H an R™*?-valued predictable process with H7* € L(X), j = 1,...,n.
If X = (b,c, K), then the differential characteristics of the R"-valued integral
process

H-X:=H" " X)j=1.. n

equal d(H - X) = (b, ¢, K), where

by =H,B,
Ct :HtCtHév

Rt(G) _Ad ]].G(Ht$)Kt(d$), G c Bn

With any measurable function W on © = Qx [0, T] x R we associate the process

W (w) = /R W(w,t, 2)(w: {1} x dz) if /R W (w, £, 2)[p(w, {t} x dz) < oo
(2.8)
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and +oo in the other case. _ _
For any process g € O, we define M lf (g | P) as the unique P-measurable pro-

cess, when it exists, such that for any bounded W € ’ﬁ,
T
P ,_ _ agP P 3
MP(Wg):= E (/0 9 W(s,a:)g(s,x)u(ds,da:)) — M} (WMM (g |7>)) .

We denote by Goc(11) the set of all P-measurable real-valued functions W on
Q) such that the process Wi(w) = W(w,t, AX(w))Liax,(w)20} (W, 1) — Wi(w)
satisfies

1/2
T \2 +
Z<W‘>‘) € 'Aloc'
s<-

We assumed here that the random measure  is associated with the process
X; for measures ;. not necessarily linked with a process we refer to Jacod and

Shiryaev (2002).

Definition 2.2.22. If W € Gjoc(11), then any purely discontinuous martingale

such that A(W % (¢ — v)) and W are indistinguishable is called the stochastic
integral of W with respect to ;1 — v and is denoted by W x (1 — v).

The following representation theorem will also be very useful later on. The
theorem is an adaptation of the one given in Jacod (1979) (Theorem 3.75,
page 103) and Jacod and Shiryaev (2002) (Lemma II1.4.24).

Theorem 2.2.23. Let N € My jo.. Then there exists a predictable and X “-inte-
grable process ¢, N+ € M e with [N+, X] = 0 and functionals f € Pand g € O
such that

t

T
L L AL d2) < o0, (3 gl AX) Tan o) € A
0 aA\{0

s=0

5 f
M (glP) =0, W=+t

—a
N=¢ - X+Wx(u—v)+g+p+ Nt (2.9)
where f has a version such that {a = 1} C {f = 0}. Moreover

ANy = (fi(AX:) 4+ 9:(AX:)) T {ax, 20} — lLtat]l{Atho} +AN£. (2.10)
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Proof. This theorem is a combination of the one given in Jacod (1979) and in
Jacod and Shiryaev (2002). Hence we will only concentrate on the jump AN;.

We remark first that W = 1f—a]1{a<1} because
W= [ Wity x do) = [ uttendn) + [ o taaptin) )

A a f
:f(l + m)]l{a<l} = m]l{a<1}-

The jump is now calculated in the following way, where we use Definition
2.2.22:

AN; =A(¢- XO)p + AW * (1= v))e + Alg * p) + AN
=0+ W(AX;)1(ax,20) — W(t) + g(AX,)L{ax, 0y + AN

=(ft(AXy) + g:(AXe)) L rax, 200 + ifaﬂ{a<1}]]-{AXt7ﬁO}

f
— m]l{a<1} + ANtl

:(ft(AXt) +gt(AXt))]l{AX,,;é0} - %H{AX1,=0} + ANtJ'

—a
O
The uniqueness of the specific components in the decomposition (2.9) is proved
in the following lemma.

Lemma 2.2.24. The decomposition in (2.9) is unique (up to indistinguishability)
in the following sense: if there exists a quadruplet (¢, f,g,N*) as in Theorem
2.2.23 satisfying

0=¢- X 4+Wx(u—v)+grxpu+ N>t (2.11)
then
cp=0 P®dA-ae, f(r)=g(x)=0 pae, N+=0.

Proof. From (2.6) we know that every local martingale has a unique decompo-
sition in a continuous local martingale part and a discontinuous local martingale
part, which in the case of (2.11) should both be zero. Hence, we deduce that

- X+ (NHE=o. (2.12)



18 2 Basic concepts

Due to [X, N1] = 0 and Properties 2.2.15(5) we obtain that for all ¢
A[X, N1, = AX;AN;- = 0. (2.13)

Therefore from Thereom 2.2.14 we know that (X¢, (N+)¢) = 0. Combining this
with (2.12) leads to

0={(¢- X+ (NN ¢ X+ (NN)) = (- X ¢- X+ ((N")°, (N)°)

Since for every semimartingale Y, (Y, Y') is a non-negative function this relation
implies that
$-X¢=0, and (N1)°=0, (2.14)

Further, from ¢ - X¢ = 0 it follows that also ¢'c¢ - A = 0. Using the fact that
¢ is positive semidefinite with ¢ = w’w, we obtain that (w¢) (w¢) - A = 0.
Furthermore if we choose ¢ = 0, and hence also w = 0 on {AA = 0}, we can
conclude that c¢ = 0 P ® dA-a.e..

Formula (2.13) implies that on the set {AX # 0}, AN+ = 0. Hence (2.10)
with N = 0 and therefore also AN = 0, leads to f(AX) + g(AX) = 0, which is
equivalent to

f@)+g(x)=0 p-a.e.

By taking the conditional expectation under M 5 , and using M 5 (9|P) = 0 we
conclude that
f=9g=0 Mf-a.e. (2.15)

This implies that F=0.So again by (2.10) we get AN+ = 0. Combined with
the second equation in (2.14) this leads to N+ = 0. This completes the proof of
the lemma. O

The following definition is very useful in the context of change of measures.

Definition 2.2.25. The unknown cadlag adapted process Y, which is the solu-
tion to
Y=1+Y_-X, (2.16)

with X a given semimartingale, is denoted by £(X) and is called the Doléans-
Dade exponential.

Hence it is obvious that Y is a local martingale if X is one.
For real-valued semimartingales X, the solution to (2.16) is given by

S(X)t _ eXt—Xo—%<XCaXC>t H(l 4 AXS)G_AXS, (2.17)

s<t
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Furthermore it is possible to prove the following relationship for two semi-
martingales X and X':

EX)EXN)=EX + X'+ X, X)), (2.18)
by applying the well-known It6’s formula:

Theorem 2.2.26 (It6’s formula). Let X be a d-dimensional semimartingale, and f
a function of class C? on RY. Then f(X) is a semimartingale and

F(X0) =f(Xo)+ Y Dif (X)X Z Dij f(X-) - (X", X7)
i<d i,7<d
+) | f(Xs) - ) =Y Dif (X, )AX]
s<t i<d

In terms of the characteristic triplet (B, C,v) of a semimartingale X, Itd’s for-
mula takes the following form:

FOX0) =f(Xo)+ Y _Dif(Xi)- X'+ = ZDUf e

i<d Zj<d
t
+/ f(Xs— +2) — ZDf Yo | ps(dz).  (2.19)
0 i<d

2.3 Measures

2.3.1 Girsanov’s theorems

In this section we will state some relevant theorems in order to derive the char-
acteristics of a semimartingale X under a new measure P’, knowing the char-
acteristics of X under the original measure P. Assume the characteristics under
P of X are (B,C,v). Furthermore the density process of P’ relative to P is
denoted by Z and it is the martingale describing the change of measure from P

dp
to P’ such that Z; is the Radon-Nikodym derivative P‘F t of the restrictions of
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P’ and P to (2, F;) for every t € R,. If the process Z > 0 then P’ is a prob-
ability measure, in the other case we call P’ a signed measure. If P’ is locally

absolutely continuous with respect to P, then we write P’ 1<0<C P. A measure
P’ is absolutely continuous with respect to P, if P’(A) = 0 for every set A for
which P(A) = 0. While P’ ~ P means that P’ is equivalent with P, this means
that P <« Pand P < P'.

!
Proposition 2.3.1 (See Jacod and Shiryaev (2002) II1.3.8). Assume that P’ <O<C
P and let Z be the density process. Let M’ be a cadlag process.

e If M'Z is a P-local martingale, then M’ is a P’-local martingale.

e If M’ is a P'-local martingale with a localizing sequence (T,,) having
P(lim,, T T,, = 00) = 1, then M'Z is a P-local martingale.

Corollary 2.3.2. If the process Y is a P-local martingale then it is also a local
martingale under the new measure P’ described by the Girsanov density Z = E(N)
if and only if [Y, N] is a P-local martingale.

Proof. Y is a local martingale under the new measure if and only if Y7 is a
P-local martingale (remark we work here on a finite time horizon). Since

dYZ)=Y_dZ + Z_dY + Z_d[Y, N], (2.20)
we see that this holds if and only if [Y, N] is a P-local martingale. O

Remark 2.3.3. From (2.20) it also follows that if Y is a local martingale under
P’,thenY + [Y, N] is a P-local martingale, since Z is a P-local martingale.

Theorem 2.3.4 (‘classical’ Girsanov’s theorem). Assume that P’ Z<O<C Pandlet Z
be the density process. Let M be a P-local martingale such that My = 0 and that
the P-quadratic covariation [M, Z] has P-locally integrable variation, and denote
by (M, Z) its P-compensator. Then the process

M':M—ZL.<M,Z>

is P’'-a.s. well defined, and is a P’-local martingale.

The following theorem is an adaptation of Theorem II1.3.24 of Jacod and Shiry-
aev (2002), in analogy with the one given in Kallsen (2006) for quasi-left-con-
tinuous processes.
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Theorem 2.3.5 (Girsanov’s theorem for semimartingales, see Kallsen (2006)).
Let X be an R%valued semimartingale with differential characteristics 0X =

loc
(b, ¢, K). Suppose that P’ < P with density process
Z=EH -X+Wx(n—v)) (2.21)

for some H € L(X¢) and W € Gioc(p). Then the differential characteristics
(b, ¢, K) of X relative to P’ are given by

by =b; + Hle, + /]R (W(t2) - W (t)h(z) Ky (dz),

Ct =C¢,

K,(G) = /R Lo(z)(1+ W(t,z) — W(t)K,(dz), G e B

2.3.2 Important measures

As we will describe in Section 2.5, we will mostly work with Lévy processes.
This type of processes contains jumps and hence the market we will work in
will rarely be complete.

A market is called complete if any Fp-measurable claim H can be hedged, i.e. it
can be replicated by a self-financing strategy V' such that P(H = Vy) = 1. A
strategy is self-financing if there are no external cash-flows after the start, so
we may only rebalance the portfolio.

Using an incomplete market means that we have a set of martingale measures
and there exists no longer a unique martingale measure. Hence also the concept
of a unique arbitrage-free price for a product found through replication makes
no sense in an incomplete market.

In this thesis we will concentrate on the hedging of products and especially
on the quadratic hedging strategies. To determine these strategies two martin-
gale measures are really important: the minimal martingale measure and the
variance-optimal martingale measure. The goal of this section is to give more
details about these measures and to explain how we can determine them.

We mainly use the following sets of local martingale densities associated with
the measure P:
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e The space M*(P) which contains all signed measures @ < P with Q[Q}] =
1 and
dQ

E[d—PY] =0 forallY eV.

An element of M? is called a signed martingale measure.

e The space M¢(P) contains all probability measures ) € M?(P) such that
(@ is equivalent to P. An element of M€ is called an equivalent martingale
measure.

e Related with these spaces we define the following set of densities:

DI = {jg |Q e MQ(P)} with g € {s,e}. (2.22)

2.3.2.1 Minimal martingale measure

The minimal martingale measure was introduced in Follmer and Schweizer
(1991). An extended version to local martingales of their definition is:

Definition 2.3.6. The minimal martingale measure Q related to a P-semi-
martingale X is the martingale measure such that any P-local martingale which
is orthogonal to M, as defined in (2.2), under P remains a local martingale
under Q.

In the paper by Follmer and Schweizer (1991) the uniqueness is shown and
existence results are given for a one-dimensional continuous semimartingale.
Furthermore also the orthogonality is preserved in this case, namely any square-
integrable P-martingale, orthogonal to M under P is also orthogonal to X un-
der the minimal martingale measure.

The terminology minimal does not come from the fact that this measure min-
imizes a certain criterion, but it is the measure that preserves the structure of
the semimartingale X as much as possible under that change of measure which
makes X a martingale.

Schweizer (1995a) gives three characterizations for the minimal martingale
measure. Two only hold in the continuous case, while the third one also holds in
the discontinuous case under the assumption that the structure condition holds
and the MVT process, as defined in 2.2.18 is deterministic. This characteri-
zation is also crucial for the determination of the variance-optimal martingale
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measure. Under the conditions mentioned above, the minimal martingale mea-
sure is the unique solution to

dQ dqQ

min ||—= — 1|| 2 =4/ Var|—

over all signed martingale measures ) for X with % € L?(P), with

|| - ||2(p) the norm of the space L?(P):
1Al 2Py = E[|A[*)M2.

In Example 1 of Choulli et al. (2007), we see that if X = X+ M + B is a locally
square-integrable semimartingale and the structure condition is satisfied, then
the minimal martingale density is given by £(—\ - M), with X defined in (2.5).

From Theorem 2.3.4, we deduce that if £(N) > 0 then the following process is
a local martingale under the MMM:

X0 =X 4cX- A (2.23)
and the compensator of i under the MMM is given by
VO(dt, dx) = (1 — Nx + NAM) A\ v (dt, dz). (2.24)

If £(N) is not a priori strictly positive, which is possible in discontinuous cases,
we cannot link a probability measure with the density £(N). Hence it is not
possible to define @Q-martingales and we need to use the concept of &(N)-
martingales, see Chapter 3 to overcome this problem. Definition 2.3.6 holds
then in the following sense: for every P-local martingale L orthogonal to M

under P, £(N)L should be a P-local martingale.
The following lemma will be useful later on:

Lemma 2.3.7. The @-comperisator of a finite variation process K coincides with
the P-compensator of (1 + AN) - K.

Proof. Denote by K @ the Qv-compensatog of K. By Remark 2.3.3, K — K Qisa
Q-local martingale if and only if (K — K9) + [K — K%, N] is a P-local martin-
gale. Using the fact that K is a process of finite variation, the predictability and

the finite variation property of the compensator K@ and Properties 2.2.15, we
rewrite this last expression as

K—-K94+|K-KON]=K - K?+AN-K - AK?. N
=(1+AN)-K — K9 — AK? . N.
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Due to the martingale property of N, we conclude that K — K© is a Q-local
martingale if and only if K9 is the P-compensator of (1+ AN) - K. O

Characterizing the class of measures with () as the MMM.

This paragraph is based on a remark given in Schweizer (1991):

Furthermore, Theorem 3.2 tells us that this strategy is robust: it
will again be optimal for a whole class of semimartingale models P,
namely all those which admit P as their minimal equivalent martin-
gale measure.

The goal is to find these measures with the same MMM as the original measure
P. We know that P and the MMM are trivial elements of this class. We will
assume that the process under consideration is quasi-left-continuous. This im-
poses no restriction because the strategy Schweizer is speaking of is the locally
risk-minimizing hedging strategy, which is only defined in the case that the fi-
nite variation part is continuous, see Chapter 4.

As a first step we prove that any change of measure from the original measure P
to an equivalent probability measure, can be described by the process Z as given
in formula (2.21). This is a very useful result if we want to extend the proof of
Lemma 2.3.9 to processes which are not necessarily quasi-left-continuous.

Theorem 2.3.8. If Z describes a change of measure from P to the probability

1
measure @, Q < P, where the filtration F is the natural filtration of the semi-
martingale X as defined in Definition 2.2.19, then Z is given by

EH - X +Wx(u—v)). (2.25)
with H € L(X®) and W € Gjoc(p).

Proof. We remark that we were inspired by the proof of Lemma 5.1 of Kallsen
(2004).
If Z describes a change of measure from P to @), then Z is a P-local martingale.
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From Theorem I1.8.3 of Jacod and Shiryaev (2002) we know that the stochastic

logarithm N = - - Z of Z as the unique process such that Z = £(NN). Hence
N will also be a P-local martingale and according to Theorem 2.2.23 has the

following representation:
N=H X4+Wx(u—-v)+g u+N*. (2.26)

We use Theorem II1.3.24 of Jacod and Shiryaev (2002) to determine the charac-
teristics of X under the new measure (). First, we need to determine the process
Y such that B

YZ_ =M (Z|P). (2.27)

From Jacod and Shiryaev (2002) Theorem III.3.17 b) we know that any non-
negative version of M (Z1(z -0|P) satisfies condition (2.27). Using for-
mula (2.17) and the continuity of (X°¢, X¢) (see Theorem 2.2.13), we find

7y =N N NN NI T T (14 AN Jem BV (14 AN Jem 2
s<t

:th(l + ANt),

with AN, as in formula (2.10). So Y is given by Mf(l +AN[P) =W — W,
because Mf(g\ﬁ) =0 and AN+ = 0 on the set {AX # 0} which follows from

the fact that [X, N1] = 0 as is shown in (2.13).
Second, we determine the process 3, such that (Z¢, X¢) = (Z_¢f) - A:

(Z°,X)=Z_(H-X°, X+ Z_((N1),X)=Z_H'c- A,

because we know again from the conclusion after (2.13) that (X¢, (N1)¢) =0
for functions N+ with [X, N*] = 0. So 3 can be chosen equal to H. Hence com-
parison with Theorem 2.3.5 and Theorem II1.3.24 of Jacod and Shiryaev (2002)
leads to the conclusion that the characteristics of X under the measure () are
the same as those obtained after a change of measure described by (2.25). This
means that without loss of generality the change of measure Z can be described
by (2.25). O
This was in fact already proved by Jacod and Shiryaev (2002) in Theorem
I11.5.19 using the fact that if all local martingales satisfy the representation the-
orem, then the third and fourth term in formula (2.10) are trivial.

Theorem 2.3.9. Assume Q is the MMM of the QLC, special semimartingale X with
predictable characteristics as described in Definition 2.2.19 under the measure P.
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Then all measures IE for which the Girsanov densities describing the change of
measure from P to P are given by

Z=EBE - X+ WEx (n—v)),
with B _ _
“Npz = WE — (\p + B5) (1 +WE)
have also @ as MMM.

Proof The change of measure from P to the MMM Q is denoted by
ZE = E(NP) = E(=Ap - M),

where we know from (2.5), Definition 2.2.19, Proposition 2.2.20 and because
X is QLC that

M=X°4+z*x(up—v) and B=0b-A (2.28)

(M) =(X) = (X°) + (e (0= 0)) = (e + [ ax'K(do)) - A

Ap =(d(M))™dB = (c+ / 22’ K (dz))™b. (2.29)
Rd
We assume here that the inverse functions really exists and we do not use the
extended Moore-Penrose pseudo-inverse.

We know from Theorem 2.3.8 that the following density process

75 = e(NEYy = (85 - X+ WE x (u—v)) (2.30)

defines a change of measure from P to an equivalent measure P. Remark we
assume here that Z5 > 0 and hence defines a true probability measure. It
makes sense to have this assumption because we are only interested in finding
equivalent measures which have the same MMM. On the other hand, if this as-
sumption does not hold, the proof still remains true, but we are not always able
to link a measure with the described density.

Applying Theorem 2.3.5 and using the QLC of X, the process X has the follow-
ing representation under P:

X =Xo+XF +zx(u—vF)+ BE,
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with
xof =x° - gk . 4, (2.31)
VP =(1+ WEVK (dz) - A = KP(dz) - A, (2.32)
BP =(b+¢ph + /R ) «eWE K (dz)) - A. (2.33)

We now calculate the MMM Q* of X under P:
73 =E(NZ) = E(=Ap - MP),
with
Ap =(c+ /R ) ex’ KP(dz))™ (b + cBE + /R ) e WE K (dz)) (2.34)
MP :XC—CB§~A—|—J;*(H—VIN)). (2.35)

Next we determine ﬂf.? and W};D such that the MMM of P, namely Q is the same

as the MMM of P, namely Q*. This will hold if and only if Zg = Z};D Zg*, by
using formula (2.18):

E(NR) =E(NR)ENS) = E(NE + NE +[Nf,NY)).

This leads to the following equation which should be satisfied, because as shown
in Theorem I1.8.3 of Jacod and Shiryaev (2002) the stochastic logarithm N of
Z = E(N) is unique:

“Ap-M =L X+ WEx(u—v)— - M7+ [NE NO]. (2.36)
We first calculate [V 5 , Ng*]. Using the predictability and continuity of A and
the fact that MP = M+B—BP = M — (¢85 + [,, eWE K (dx))- A, we obtain by

Properties 2.2.15(3) that [N};D, Ng*] = [NF,—Xp - M]. Again using Properties
2.2.15, (2.28) and (2.30), we arrive at:

[N};,Ng} B35 - Xx©, A - XT+ WE % (1 —v), —)\’15:5* (u—v)]
== (Bp)'eAp - A=Y (WETiaxz0)(Npal(ax0})

=— (65’)%)\15 A — /\’IgacW};’ * [ (2.37)
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Hence substituting (2.37), (2.35) and (2.32) in (2.36), we get
“Ap - M =(BE —\p) - X+ (WE = Noz — NsaWE) % (u—v).

The uniqueness of the decomposition of a local martingale in a continuous part
and a purely discontinuous part leads in view of (2.34) to the following non-

linear system of equations in 5 and W}

{—Ap =855

~Npx = WE = Nox — NoaWE.

Solving the first equation for A3 and substituting its expression in the second
equation gives:

—Noz = WE — (\p + BE)2(1+ WE). (2.38)

Grouping the terms in Ap, multiplying with = and integrating (2.38), we arrive
at

dANpWE =WE — /851 + WE)

& / e/ \pWE K (dz) = / e WEK (dz) — / 22’ BE(1 + WE)K (dz). (2.39)

Inserting (2.29) and (2.34) in the first equation of the system, using (2.32)
leads to

B =Xp — Ap
e+ / 22 K (dz) + / 22’ WE K (dz))™ (b + cfF + / 2WE K (dz))

—(c+ /wx’K(dm))im’b.

Multiplying both sides with ¢ + [ za/(1 + W{:) )K (dz) (which is non-zero due to
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the assumption that the real inverse exists) gives
(c+ /xm’(l + WE)K (dz))BE
= (b+cBh + / «WEK (dz))
—(c+ / vx' K (dz) + / 22’ WE K (dz))(c + / v’ K (dz))™b
& / 1+ WE)za' K (dz) 35
= / WE K (dz) — / W2’ K (dz)(c + / zx' K (dz))™b. (2.40)

Comparing (2.39) and (2.40) we see that the system of equations reduces to
one single equation in view of (2.29). Therefore the only condition linking both
parameters is formula (2.38). O

2.3.2.2 Variance-optimal martingale measure

The variance-optimal martingale measure (VOMM) searches for the element of
M?(X) with smallest L?-norm:

Definition 2.3.10. The variance-optimal martingale measure is the unique
measure Q" € M?®(X) such that “f% is in L?(P) and which minimizes

dQ
155 = Uz, (2.41)

over all % belonging to D* N L?(P).

From the previous section, we know that this is exactly the criterion which is
minimized to determine the MMM if the MVT process is deterministic, hence
we conclude that in this case the MMM will equal the VOMM. This is a valuable
result, because the determination of the VOMM is not really straightforward,
and we certainly do not have a unique closed-form solution as is the case for
the MMM. Furthermore it is possible that the VOMM exists, but is not equivalent
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with the original measure P. In the continuous case the problem of equivalence
is solved by Delbaen and Schachermayer (1996b):

Theorem 2.3.11 (See Delbaen and Schachermayer (1996b)). Let X be a contin-
uous, Re-valued semimartingale and suppose that D¢(X) N L%(P) # (), i.e. there
is at least one equivalent local martingale measure with square-integrable density.
Then the variance-optimal measure is a probability measure equivalent to P.

We remark this is more generally proved for g-optimal martingale measures
(this is the measure which minimize a criterion as defined in formula (2.41),
but with the L9-norm) in the continuous case by Grandits and Krawczyk (1998).
Furthermore Delbaen and Schachermayer (1996b) also proved that in the con-
tinuous case the Radon-Nikodym derivative for the VOMM (@ has the following
form:

aQ  1-¢-Xr

=B X (2.42)

with ¢ an X -integrable and admissible process. By admissible we mean that the
stochastic integral ¢ - X is a uniformly integrable Q-martingale for any equiva-
lent martingale measure () with square-integrable density. The reciprocal of this
statement is proved and discussed in more detail in éern;’r and Kallsen (2008b).
A very useful result for the determination of the VOMM is given in Schweizer
(1996). We first need to define another class of processes instead of the class
M used in Definition 2.3.10 by introducing the following sets:

2

T T
©:=00cL(X)|E / 9;d<M>u9u+(/ 9;d3u|> <4ooyp. (2.43)
0 0

Hence the set © contains all the processes # which belong to L?(M) and for
which fOT |0,dB,| € L?(P). This ensures that (6 - X)o<;<7 is a semimartingale
of class S?(P) with norm defined as

T T 2
10 X||g2 = E / 6 d(M) a0, + (/ 9;d3u|> < .
0 0

The space Gr(©) contains all the stochastic integrals 6 - X, with § € © and
is a subspace of L?(X). Schweizer denotes by Px(©) the set of all signed ©-
martingale measures.
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Definition 2.3.12. A signed measure ) on (2, F) is called a signed ©-martin-
gale measure if Q[Q] = 1, Q < P with < € L?(P) and E[92Gr(0)] = 0 for
allg € ©.

The VOMM is then the measure with minimal L?(P)-density over all signed
©-martingale measures.

Lemma 2.3.13 (Schweizer (1996)). Pec Px (0) is variance-optimal if and only
if

dP
75 € L) + Gr(@)*t.

Note that Gr(0)++ = Gr(©) and if G7(O) is closed then it equals of course
Gr(0).

Schweizer remarks that in many cases of interest the set Px (©) coincides with
the set of signed martingale measures for which the Girsanov density describing
the change of measure is square integrable.

Lemma 4.1 of Schweizer (2001), which was already proved in Schweizer (1999),
states that if G is a linear subspace of L?(P) and for which G does not contain
the constant 1 then the variance-optimal signed G-martingale measure exists
and is unique, where signed G-martingale measure is in the sense of Definition
2.3.12.

The extension of (2.42) to discontinuous processes is given by Cerny and Kallsen
(2007). We remark that they work with signed o-martingale measures instead
of with the signed ©-martingale measure as Schweizer (1996) does. Further-
more the VOMM is obtained as the change of measure with minimal L?(P)-
density belonging to the class of signed c-martingale measure. Therefore it is
in fact the variance-optimal signed ©-martingale measure as defined in Defi-
nition 2.3.2.2 with © replaced by ©. The latter class is given by {6 € L(S) :
0 admissible}, with admissible in the sense of Definition 2.2 of Cerny and Kallsen
(2007).

For the possible equivalence in the discontinuous case, we refer to Kohlmann
et al. (2010). Under certain assumptions they proof that the equivalence is sat-
isfied if and only if a certain backward semimartingale equation (BSE) has a
solution. Unfortunately they do not really show how to find the solution to this
BSE and they only give an example for the very specific case of a deterministic
MVT.
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Some properties, as e.g. the reverse Holder inequality for the VOMM in the case
of discontinuous semimartingales are proved in Arai (2005b).

2.4 Two decompositions

The Galtchouk-Kunita-Watanabe (GKW) decomposition and the Follmer-
Schweizer (FS) decomposition are two crucial decompositions in this work.
We introduce here these two decompositions and describe the existence and
uniqueness of the GKW decomposition. More details concerning the FS decom-
position will be given in Chapter 3.

Definition 2.4.1. An Fr-measurable random variable H has a Galtchouk-Ku-
nita-Watanabe decomposition with respect to the local martingale M if there
exist a constant Hy, a process £ € Lj,.(M) and a local martingale L, such that
[L, M] is a local martingale, and

H=Hy+ (£ - M)r+ Lp.

To ensure the existence the random variable H should be square-integrable
and X should be a locally square-integrable martingale. These conditions are
in fact too strong, because we know that the GKW decomposition of the local
martingale NV with respect to the local martingale M exists if the process (N, M)
exists, if the process £ = géﬁ%é is M-integrable and if £- M is a local martingale.
These conditions are all satisfied if M and N are both locally square integrable
martingales.

In fact the GKW decomposition is a projection of H — H, on the subspace G (0)
of L?(X), hence this decomposition exists for H € L? if the space G (0) is
closed. Due to the definition of stochastic integral of (more generally) a local
martingale, the space is closed as the stochastic integral describes an isometry. A
different way to prove the existence is given by Yor and de Sam Lazaro (1978).
He proved that if Y™ and Y are uniformly integrable martingales such that
Y converges weakly to Y, in L', and if Y;* = fg ¢"dX,, then there exists a
predictable process ¢ satisfying Y; = fg dsdX.

Ansel and Stricker (1993) were able to relax the L?-conditions and still prove
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the existence of the GKW decomposition in some particular cases e.g. if X is
continuous then H can be arbitrary.

The FS decomposition is the extension of the GKW decomposition to a semi-
martingale X = Xg + M + B:

Definition 2.4.2. An Fr-measurable random variable H admits a Follmer-
Schweizer decomposition if there exist a constant Hy, a process {5 € © and a
local martingale LS, such that [LFS, M] is a local martingale, and

H=Hy+ (& - X)p + L.

2.5 Lévy process

To illustrate and apply the obtained results we will often use Lévy processes.
This class of processes contains e.g. the Brownian motion and the Poisson pro-
cess. We will not go into all the details of Lévy processes, but we just repeat the
interesting properties of this class of processes. For more facts we refer to Sato
(1999) and Applebaum (2004).

Definition 2.5.1 (See Kallsen (2006)). An R¢-valued semimartingale X, X, =
0, is a Lévy process if and only if it has a version (b, ¢, K) of the differential
characteristic which does not depend on (w, t).

Another type of definition frequently used to describe Lévy processes is given in
e.g. Sato (1999).

Definition 2.5.2 (See Sato (1999)). An adapted and cadlag process X =
(Xt)¢>0 with X = 0 a.s. is a Lévy process if
1. X has increments independent of the past (i.e. X; — X is independent of

Fe, 0 < s <t <00)

2. X has stationary increments (i.e. X; — X; has the same distribution as
X 5, 0<s<t<o0)

3. X, is continuous in probability or stochastically continuous (i.e. Ve >
0, }ILIH%)P(|Xt+h — Xt| > 5) = 0).
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As remarked in Cont and Tankov (2004), we can assume that X is cadlag,
because every Lévy process has a unique modification that is cadlag, hence we
assume the cadlag property without loss of generality.

An additive process has all the properties of a Lévy process except the stationary
increments.

A Brownian motion can now be defined in the following way:

Definition 2.5.3 (See Sato (1999)). A stochastic process X on R? defined on
a probability space (2, F,F, P) is a Brownian motion, if it is a continuous
Lévy process and if, for ¢ > 0, X; has a Gaussian distribution with mean 0 and
covariance matrix ¢/ (I is the identity matrix).

Definition 2.5.4 (See Sato (1999)). A stochastic process X on R defined on a
probability space (2, F,F, P) is a Poisson process with parameter ¢ > 0, if it is
a Lévy process and for ¢ > 0, X; has Poisson distribution with mean ct.

Lévy processes are often characterized by the characteristic function ® x (¢):
D x (t) := Elexp(i(z, X1))],

where the Euclidian scalar product on R? is denoted by (-, -) and the respective
norm by | - |.

This characterization is called the Lévy-Khintchine representation which for a
Lévy process X with characteristic triplet (B, C, v) is given by

E[ei<zvXt>] — etw(Z),
with
0() = il B) = 50,0+ [ (@) <1 =i ) o (d). 244)
In Jacod and Shiryaev (2002) they do not use the terminology of Lévy processes,
but instead they look at PII/PIIS processes:

Definition 2.5.5. A process with independent increments (PII) on
(Q, F,F, P) is a cadlag adapted R¢-valued process X, such that X, = 0 and
that for all 0 < s < ¢ the variable X; — X is independent from the o-field F.

Hence PII satisfies is the first property of Definition 2.5.2.

Definition 2.5.6. A process with stationary independent increments (PIIS)
on (Q, F,F, P) is a PII such that the distribution of the variables X; — X, only
depends on the difference ¢ — s.
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Hence this combines the first and the second property of Definition 2.5.2.

We remark that PII and PIIS are not necessarily semimartingales, see Jacod
and Shiryaev (2002) Sectioin II.4c. The processes we will use are always semi-
martingales.

We also introduce an extension of the class of Lévy processes, namely the
time-inhomogeneous (or non-homogeneous) Lévy processes, denoted by PIIAC,
namely processes with independent increments and absolutely continuous char-
acteristics. This class of processes is popular for the modeling of the interest-rate
derivatives market, see Chapter 8.

Definition 2.5.7 (See Kluge (2005)). An adapted stochastic process X =
(Xt)o<t<r with values in R? is a time-inhomogeneous Lévy process if the
following conditions hold:

1. X has independent increments;

2. For every ¢t € [0,7T], the law of X, is characterized by the characteristic
function

t
_ 1
Bt = [ (i) - e
0

+/ (ei<u,m) -1- Z<ua x>]l{w>1})Fs(d‘r)> ds;
Rd

with b, € R?, ¢, a symmetric non-negative-definite (d x d)-matrix and F,
a measure on R? that integrates (|z| A 1) and satisfies F,({0}) = 0. It is
also assumed that

T
/ <|bs| + |cs]| +/ (J|* A 1)Fs(dx)> ds < o0, (2.45)
0 Rd

where || - || denotes any norm on the set of d x d matrices.
The following properties of PIIAC are proved in Kluge (2005):

e The distribution of PIIAC is infinitely divisible;
e Every PIIAC is also an additive process;
e Every PIIAC is a semimartingale due to the condition (2.45).






An error does not become
fruth by reason of multiplied
propagation, nor does ftruth
become error because no-
body sees it.

Mahatma Ghandi (1869-1948)

Follmer-Schweizer
decomposition

The locally risk-minimizing (LRM) hedging strategy, that will be studied in
Chapter 4, heavily depends on the Galtchouk-Kunita-Watanabe (GKW) decom-
position under the minimal martingale measure (MMM) and/or on the Foéllmer-
Schweizer (FS) decomposition under the original measure. In the present chap-
ter we will discuss this FS decomposition in more detail.

We start with an overview of the results available in the literature. This will
show that the uniqueness and existence of the FS decomposition is already
proved. Next we will look at the possible preservation of the martingale and
the orthogonality property when changing from the original measure to the
MMM and vice versa. In Section 3.3, we will concentrate on the relationship
between the FS decomposition under the original measure and the GKW de-
composition under the minimal martingale measure ). Section 3.4 contains a
practical counterexample by which we really prove that there exists examples
where the two decompositions differ. An explicit formula in terms of the pre-
dictable characteristic triplet for the FS decomposition is given in Section 3.5.
In Section 2.3.2.1 on page 23 we recalled an example of Choulli et al. (2007)
from which we know that £(—X - M) is the Girsanov density describing the
change of measure to the possibly signed minimal martingale measure Q if
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E(=X- M) > 0. We denote this Girsanov density by £(V). This chapter is from
the second section onward based on Choulli et al. (2010).

We assume we work in the probability space ({2, F,F, P). The filtration is as-
sumed to be right-continuous, complete and Fy is assumed to be trivial. The
d-dimensional special semimartingale X has the usual canonical decomposition
Xo + M + B. Furthermore from Section 3.2 onwards we work under the fol-
lowing set of assumptions:

Assumptions 3.0.8. The d-dimensional semimartingale X satisfies the structure
condition, see Definition 2.2.17. Hence there exists a process A such that B =
A (M). We also assume that the non-decreasing process (Supg< < | Xs|)o<t<r 15
locally square-integrable. o

It is important to notice that we do not assume quasi-left-continuity of the pro-
cess X.

3.1 Definition and existence

We start this section with the definition of the FS decomposition. We use here
a slightly different version than described in Definition 2.4.2 by restricting the
contingent claims for which we determine the FS decomposition to the class of
square-integrable contingent claims. Combining the square-integrability of H
with (2.43) defining the space © immediately results in the stronger properties
of LFS.

Definition 3.1.1. An Fr-measurable and square-integrable random variable H
admits a Féllmer-Schweizer decomposition if there exist a constant Hy, a (X-
integrable) process (¥ € © and a square-integrable martingale LS, such that
[LFS, M| is a local martingale, and

H = Hy + (&5 - X)r + L5,

The FS decomposition was introduced in Follmer and Schweizer (1991), the
same paper in which the MMM was introduced, but with the focus on the con-
tinuous case. The extension to the discontinuous case was given by Ansel and
Stricker (1992), using a slightly different definition of the FS decomposition
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than in Féllmer and Schweizer (1991). They show uniqueness and existence of
the decomposition under the assumption that the one-dimensional semimartin-
gale X is locally bounded and if certain conditions on the claim and the process,
describing the change of measure to the MMM, are satisfied.

Necessary and sufficient conditions for the existence of the FS decomposition
in the more-dimensional continuous case were shown in Schweizer (1995a). A
simpler proof of the same result is given in Choulli and Stricker (1996), where in
addition also the continuity of the uniform convergence in probability is shown.
In the discrete-time case the existence of the FS decomposition for any square-
integrable contingent claim was proved by Schweizer (1995b) and Schél (1994)
if the semimartingale X has a bounded MVT process.

For the continuous time case the existence of the FS decomposition for a square-
integrable contingent claim is proved by Schweizer (1994) under the condition
that the d-dimensional semimartingale X satisfies the SC and the MVT process
is uniformly bounded and has jumps strictly bounded above by 1. Monat and
Stricker (1994) obtained the same result without the condition on the jumps of
the MVT process. The proof of the uniqueness and the continuity of the function
mapping under the same conditions can be found in Monat and Stricker (1995).
The most general result concerning the existence and uniqueness of the FS de-
composition is given by Choulli et al. (1998). They obtained necessary and
sufficient conditions by generalizing the notion of martingale under a new mea-
sure () to the concept of £(V)-martingales (or also called £-martingales).

Definition 3.1.2. An increasing sequence of stopping times T,, is defined by
To = 0 and T, = inf{t > T, | 7& = 0} A T, where for any stopping time 7,
€ denotes the process £(N — N7) and N7 is the stopped process as defined in
(2.1).

Definition 3.1.3 (See Choulli et al. (1998)). If N € L, then a cadlag process Y’
is an £(N)-martingale, if for any n,

E(|Xr,™¢r,

n41 D < 400

and (T»X Tn¢) is a martingale.

The class of £(INV)-martingales is denoted by M ().
The following two definitions are needed as necessary and sufficient conditions
to have a FS decomposition:

Definition 3.1.4 (See Choulli et al. (1998)). Let ¢ > 1. We say that £(N)
satisfies the reverse Holder inequality (R,) if and only if there exists a constant
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C > 1 such that for any ¢,
E(|"€(N)z|"F) < C.

Definition 3.1.5 (See Choulli et al. (1998)). We say that £(V) is regular, if for
any n, T»£(N) is a martingale.

Choulli et al. (1998) also extended the concept of having a FS decomposition
from square-integrable contingent claims to the underlying semimartingale X
in the following way:

Definition 3.1.6. A semimartingale X = X, + M + B admits a FS decompo-
sition if there are unique continuous projections mo, 71, m2 and n% for n > 1:
L*(Q, F,P) — L?*(Q, F, P) such that every H € L*(Q, Fr, P) admits a FS de-
composition:

H:WQ(H)—FTQ(H)—FTFQ(H) = H0—|—(9X)T+LT,
w5 (H) =Ho + (6 - X)1, + L,

where Hy € L?(Q, Fo, P), 0 € © and L € H3 with (M, L) = 0.

They proved the following theorem concerning the existence and uniqueness of
the FS decomposition:

Theorem 3.1.7. X = X, + M + B admits a Féllmer-Schweizer decomposition
if and only if E(N) = E(—=X - M) (with A as in Definition 2.2.17) is regular and
satisfies (Ra).

An important underlying condition guaranteeing the existence of the Follmer-
Schweizer decomposition, which is now hidden beneath other conditions, is the
closedness of G (©). We refer to Choulli et al. (1998) for its proof when £(V)
is regular and satisfies (Rz).

3.2 Martingales under Q versus P-martingales

In this section we concentrate on the possible preservation of the martingale
property and the orthogonality property when changing from the original mea-
sure P to minimal martingale measure () and vice versa. On the basis of this
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information we will detail the difference between the FS under the original mea-
sure and the GKW decomposition under the MMM in the following section. The
GKW decomposition under the MMM @ will be the same as the FS decomposi-
tion if the martingale property and the orthogonality property are preserved.
We assume for this section that £(N) > 0, see page 23, hence the MMM () exists
as a true probability measure.

The first two results are obvious using the definition of minimal martingale
measure and assuming sufficient integrability conditions:

Proposition 3.2.1. If L is a P-local martingale and a Q-local martingale then L
is automatically also orthogonal to M under P.

Proof. From Corollary 2.3.2, we see that if L is a Q-local martingale, then also
[L, N]is a P-local martingale. Hence, [L, N] = —\ - [L, M] should be a P-local
martingale and therefore (L, M) = 0. O

Proposition 3.2.2. If L is a P-local martingale orthogonal to M under P, then
L is also a Q-local martingale.

Proof. This follows from Definition 2.3.6 for the minimal martingale measure.
O
Therefore the two first propositions can be combined to:

Proposition 3.2.3. If L is a P-local martingale then L is also a Q-local martingale
if and only if L is orthogonal to M under P.

The preservation of the orthogonality from P to Q is proved by Follmer and
Schweizer (1991) for the continuous case. For the discontinuous case it is im-
possible to prove the preservation of the orthogonality, because L is orthogonal
to X under Q if and only if [L, X] is a Q-martingale. Using the original orthog-
onality, we know that [L, M] = [L, X] is already a P-martingale. Hence from
Proposition 3.2.3 we conclude that [L, X] is also a Q-martingale if and only if
(M, L, X]) equals zero. In Section 3.3 we will show that an adaptation of the
term (M, [L, X]) exactly expresses the difference between ¢ and ¢S, while in
Section 3.4, we will give an explicit example for which this is non-zero.

Note that the preservation of the orthogonality in fact reduces to the preserva-
tion of the martingale property by Definition 2.2.16 of orthogonality. Indeed, L
is orthogonal to X under a certain measure P if and only if [L, X] is a martin-
gale under this measure. Hence investigating the possible preservations from



42 3 Félimer-Schweizer decomposition

the minimal martingale measure Q to the original measure P, we will only dis-
cuss the martingale property. Exactly this preservation (or non-preservation) is
crucial, because in literature many people want to deduce the FS decomposition
from the GKW decomposition under the MMM and not the other way around.
In Proposition 3.2.5 we give two specific types of Q-local martingales which are
automatically P-local martingales and furthermore we characterize the Q)-local
martingales in order to be also P-local martingales. From this proposition we
see once more that there is an extra condition on the -local martingale 7,
namely (3.1), which differs from the orthogonality condition (Z, X)? = 0 to
guarantee that Z is also a P-local martingale. Furthermore in the continuous
case the condition will be satisfied by the assumption of orthogonality to X un-
der the MMM.

We remarked already that the preservation of the orthogonality reduces to the
preservation of the martingale property but due to the specificity of the mea-
sure ), we can also show that the preservation of the orthogonality implies the
preservation of the martingale property.

Proposition 3.2.4. Let L be a Q-local martingale. Then, L is P-locally integrable
and is P-orthogonal to M if and only if L is a P-local martingale that is orthogonal
to M.

Proof. According to Definition 2.2.8 L is P-locally integrable if L is a special
semimartingale. If L is a P-local martingale, then L is of course also a special
semimartingale and hence L is P-locally integrable. This proves the only if part.
Again by Definition 2.2.8 and by Definition 2.2.5 there exist a P-local martin-
gale L, and a predictable process B with finite variation such that

L=1L+B.

By Properties 2.2.15(2), we deduce that then (L, M) = (L, M), and thus L is
P-orthogonal to M if and only if L is P-orthogonal to M on one hand.

On the other hand, since L is a (Q-local martingale, L7 is a P-local martingale
due to Proposition 2.3.1:

d(LZ) =Z_dL + L_dZ + Z_d|L,N| = Z_dL + L_dZ + Z_d([L,N] + B).

Therefore B = —(L, N ), because then also the third term is a P-local martin-
gale. _ o B _
So, L is a Q-local martingale if B = —(L, M)-\. Thus we deduce that if L is a Q-
local martingale and is P-orthogonal to M, then B = 0. This ends the proof. [
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In the following we elaborate the main result of this subsection.

Proposition 3.2.5. The following assertions hold:

1. Let Sand Y be two Q-local martingales such that [X, 5] = 0, and there exists

an O-measurable functional, g, such that Y = g % u with M ﬁ? (9|P) = 0.
Then S (resp. Y) is a P-local martingale if and only if S (resp. Y) is P-
locally integrable.

2. Let Z be a Q-local martingale whose decomposition through Theorem 2.2.23
is given by
Z=Zo+B X9+ Wx(u—-v9) +grput+ 2zt

L RwR . dy)
1—vQ{t},RY)

Wi(x) :=fi(x)

Then Z is a P-local martingale if and only if
(a) The processes (|f| A |f|?) * u, g* pu and Z+ are P-locally integrable, and
(b) For P(dw)dA;(w)-almost all (t,w), we have

N + / I\ — NLA(M) o\ Wi(2) Fy(dz) = 0. 3.1

Proof 1. It is again trivial that if S (resp. Y) is a P-local martingale then S
(resp. Y) is P-locally integrable. _ B

Suppose that S and Y are P-locally integrable. If we denote by Z = (£(N))~! =
& ()? ) the Girsanov density describing the change of measure from the MMM Q

to the original measure P. Then X is the solution to the following equation due
to (2.18)

1=2Z=EN)EN)t=EN)EX)=EN + X + [N, X))
Therefore
N+X+[N,X]=0=X=—-N—[N,X]. (3.2)
Substituting this result for X in [N, X] leads to

[N,X]=—[N,N]—[N,[N,X]] = —[N,N] — AN - [N, X],
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while using Properties 2.2.15(1) and the fact that the process [X, Y] belongs to
the set V, which is proven in Theorem 1.4.47 of Jacod and Shiryaev (2002). In
this way we get

¥,%] = ——— - [N.A]
1+ AN
and hence relation (3.2) for X becomes
X--N+—L 8N
1+ AN

From the fact that the bracket process has finite variation combined with Lemma
1.4.14 b) of Jacod and Shiryaev (2002), which states that a local martingale
belonging to V is purely discontinuous, we get that for any X, Y belonging to
S: [X,Y]¢ = 0 and therefore by (2.4) we obtain that

[K,[N,N]] =) AKA[N,N] =Y AKANAN
=[N,[K,N]] = AN - [K, N], (3.3)

with K € S. Furthermore from Corollary 2.3.2, we know that any Q-local
martingale L, is also a P-local martingale if and only if [L, X] is a Q-local mar-
tingale. Hence for any semimartingale K, we calculate using (3.3)

~ - 1 -~
[K,X]=[K,—N + N [N, N]]

: (_(1 +AN) - [K,N]+ AN - [K, 1\7])

_ 1
1+ AN
= (1+a8) KA. 3.4)

Using the equation N = —\- M = —X- (X — A (M, M)) in (3.4) gives
1

(. X) =2 [ X] = ——— - [, (A 1)
14+ AN 1+ AN
__ A NA(M)A
_1+A]\7-[K7X]_17)\/AX+)\/A<M>/\'Ka (3.5

due to Properties 2.2.15(2) and the fact that the angle bracket process is pre-
dictable and has finite variation. Now suppose that K satisfies [K, X] = 0, then
(3.5) becomes
NA(M)A
1= NAX + NA(M)A

(K, X] = K.
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Hence the process [K, X] is a Q-local martingale when K is a Q-local martingale
with [K, X] = 0.
Now suppose that K = g« u with M (g | ﬁ) = 0. Then we get from (3.5)
- NAX — NA(M)A
K X| = AX 1 =
(K. X] =D o T NAX + VA HAXA0)

Nz — NA(M)A
1= Nz + NADON

G * 1,

G(z) :=g(x)

N+ NAM)A
1— Na+ NA(M)A

Since is bounded, we obviously get that

Ne—NAMA | 5/ = B
1—Xx+XAM@AM;GﬂP)“J)7O

M2 (G| P) (t,2) =

Thus, K = g * u is a P-local martingale.

2. The proof of this assertion will be outlined in two steps. The first step (parts
1), 2) and 3) below) will show that 7 is P-locally integrable if and only if the
assertion 2(a) holds, while the second step (part 4)) will prove that under the
P-local integrability of Z, the P-compensator of Z is zero if and only if the as-
sertion 2-(b) is satisfied.

1) We start by noticing that (| f| A |f|?) % u is a process with finite variation, since
its Q-compensator exists (see Theorem 2.2.23: (|f| A |f|2) * Vj@ < 400, P-a.s.).
Therefore, (|f| A |f|?)  pu is P-locally integrable if and only if | f|1{j>1) * ¢
is P-locally integrable, since the process |f|*1 <1} * p is a locally bounded
process. We also recall a result that is crucial to prove this first step, namely
Theorem VII.25 of Dellacherie and Meyer (1980). Thanks to this theorem,
a semimartingale K is P-locally integrable if and only if the non-decreasing
process sup,. |AK,| is P-locally integrable (i.e. it belongs to A" (P)). This
is also equivalent to the fact that both processes sup [|AK |1 ax,z0;] and

s<-

sup [|AK|1{ax,—0y] are P-locally integrable.
s<-
2) Due to (2.10) and the fact that [Z1, X] = 0, the process

sup[|IAZ, |1 gax 20y | =sup [1£(AX,) + 9o (AX) 1 (ax, 40
s<t s<t

=sup ‘fs(AXs) + gs(AXs)“l{AXS;éO}a

s<t
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is P-locally integrable if and only if the two processes

sup | fs(AXs) + gs(AX)[Lq 1, (ax,)|>1,AX, 20}

s<t

sup |fs(AXs) + gs(AX )Ty 1, (ax,)|<1,AX,£0}
are P-locally integrable.
It is obvious that sup | fs (A X) +gs(AX,)|1q 1, (ax.)>1,ax,0} is P-locally inte-
s<t

grable if and only if the process, sup g (AX,) 1115, (ax.)|>1,ax, 0}, is P-locally
s<t

integrable or equivalently g1 f|;1} * 1 is P-locally integrable, since the latter
process exists as semimartingale. Since the two processes f1(¢>1} * ¢ and
g1y f/>1y * p exist again as semimartingales, we deduce that

sup |fs(AXS) 4+ gs(AXS) [T g5, (ax.)>1,AX, 20}
is P-locally integrable if and only if (f + g)1{|¢>1y * p is P-locally integrable.
From Lemma 2.3.7, we know that the P-compensator of the finite variation
process K := (W + g) x u coincides with the @Q-compensator of

) ! fty
1+AN) K= 1
( + ) 1— Nz + NAM)A >

which is given by

~ f+g . ~
M2 (1—/\’x+>\’A<M>>\ [P ) Ligony v

W _
= 1— Nz + /\’A<M>)\]l{"f|>1} * V@ = fﬂ{\f\>1} * U,

because from Theorem 2.2.23 we know that M 53 (9|P) = 0 and we also used
the relationship (2.24).

As a result, this proves that (f + g) = p is P-locally integrable if and only if
both | f|1{#j>1} * # and gl ¢~1} » p are P-locally integrable. By combining all
these conclusions we deduce that | f|1{¢~1} * 4 and g x u should be P-locally
integrable.

3) Now consider the following process

sup[mzs\n{ﬂszo}} = sup [| ~We Azjmmxszo}} . (3.6)
s<t s<t
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Thanks to VIII.11 of Dellacherie and Meyer (1980), the process sup,<, |W§ | is

locally bounded, and hence the P-local integrability of supsgt“WSQ T{ax.=01]
follows. This implies that the process in (3.6) is P-locally integrable if and only

if sup |[AZ7}| is P-locally integrable, or equivalently Z+ is P-locally integrable.
s<t

By combining all these, we conclude that the first step of our proof for assertion
2. is achieved.

Thanks to assertion 1. and the first step, we deduce that —under assertion 2-(a)—
Z is a P-local martingale if and only if

zWM = B-Xc’@ + W (pu— 1/52),

has a null P-compensator. As a consequence the process Z (1) is P-locally inte-

grable or equivalently the process W x (v — v?) makes sense. Hence since 3 is
X¢-integrable (in the semimartingale sense), we obtain by using Theorem 2.3.4
and Theorem 2.3.5 that

Wok(p—v) =Wak(p—v)+Wk(v—0?), B -XC=p.X+Ncb A,

with 1@ given in (2.24). Then, these equations imply that Z(!) is a P-local
martingale if and only if

0=Wx(v—v9) + N -A=[No - NADNW xv+ Ncp - A.

Therefore, (3.1) follows. This ends the proof of the proposition. O

3.3 The FS decomposition versus the GKW decom-
position

Assumptions 3.3.1. We assume that £(N) = £(—X - M) > 0, and there exists a
constant C > 0 such that for any stopping time o,

E {(5(& - ]\70>T)2 | ]-‘a] <C, Pas (3.7)

This assumption, Doob’s inequality and Theorem 2.2.3 imply that £ (]V ) is a true
martingale. In fact from (3.7) we can even deduce in the same way that for any
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n, TnE(N) =€ (]\7 - N Tn) is a true martingale, where

To=0, Tpy1:=inf{t>T,|AN,=—-1}AT, n>0.

This is exactly the regularity property defined in Definition 3.1.5, since by (2.17)
this sequence coincides with the sequence from Definition 3.1.2. The regularity
is proved without using the assumption that £(/N) > 0. Under this assumption
the sequence equals 7y = 0 and 7;, = T for n > 1.

By applying Jensen’s inequality, see, e.g., Theorem 1.19 Protter (2005), we ob-
tain that

E [(g(zv_zva)T)Q | 70} >ple(N-87) | 7] =1

hence the constant C' is > 1 and the reverse Holder inequality of order 2 is
satisfied.

Therefore under Assumptions 3.3.1 we can assume that for any square-inte-
grable Fr-measurable claim the FS decomposition exists, see Theorem 3.1.7.
Furthermore the MMM Q really exists and is defined by

Q:=&(N)p - P. (3.8)

We now determine the number of risky assets deduced from the GKW (resp. the
FS) decomposition, denoted by & (resp. £F5).

It is generally known that the number ¢ for a claim H under the (minimal)
martingale measure @ for X, with V, = EQ[H|F;] is determined by

& = (d(X, X)@)™d(V, X)Q, (3.9)

where we denote by inv the Moore-Penrose pseudoinverse, see Remarks 3.3.3
(1) for more details. This follows easily from Definition 2.4.1 of the GKW de-
composition:
Vi =E°[H|F)] = Ho + E°[(¢ - X)r|F)] + E9[Lr| 7]
=Ho+ (£ X): + Ly (3.10)

Now taking the angle bracket under Q of V with respect to X and using the
orthogonality between L and X gives:

AV, X)9 = €d(X, X)Q.
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Solving for ¢ gives the result (3.9).

Analogously the number ¢F® is found under the original measure P by consider-
ing the FS decomposition (Definition 3.1.1) for H and taking the bracket with
respect to M:

(V. M) =€ (X, M) =5 (M, M), (3.11)
where we also used Properties 2.2.15(2). Therefore
FS — (d(M, M))™d(V, M),. (3.12)

We remark that again by Properties 2.2.15(2), we only need the P-martingale
part [ of the -martingale V in (3.12).

In equation (4.9) of (vlerns'/ and Kallsen (2007) formula (3.12) was already ob-
tained for the number of risky assets under the opportunity neutral measure,
see Chapter 5, with V replaced by I. Due to this special measure they can prove
the equality with

S = (d(X, X)) ™ d(V, X ).

Combining (3.11) with the angle bracket process under P of Vin (3.10) with
M, we can already deduce a simple relationship between ¢ and £F5:

and therefore
€ = ¢ 4 (d(M, M))™d(L, M). (3.13)

It is important to remark that splitting up V in the two terms ¢ - X and L implies
that [L, M| exists as a P-special semimartingale, which guarantees the existence
of the angle bracket (L, M). Unfortunately this will not always hold, see also
Remark (5) under Theorem 3.3.2.

We illustrate (3.13) on a simple setting which is inspired by an example given
in Tankov (2009).

Example: Let N' and N? be two independent Poisson processes with inten-
sity 1 under the measure P. Assume X, = vt + 2N} + N? — 3t, with v # % and
the claim H for which we want to determine the GKW and the FS decomposi-
tion equals 5N;. We first determine the MMM ( given by £(—X\ - M), which is
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a square-integrable and positive martingale with A given by (2.5):

M =2(N} —t) + (N? —t), (3.14)
[M, M]; =[2(N{ —t) + (N7 =), 2(N} =) + (N{ —1)] = 4N} + NZ,
B _dBy oyt Y
<M>t —5t, and )\t = d<M>t = 51 = 5 (315)

Hence according to Theorem 2.3.5 under the MMM the following Poisson pro-
cesses are (Q-martingales:

Nl —(1- ?)t and N2 (1— %)t
and
X; =2[N} — (1 — ?)t] + NP —(1— %)t, (3.16)

while [X, X]; = 4N} + N7 and its compensator is given by

_ 25—9fyt

()2 =40 - Dye+ (- D= 22

) S

The Q-martingale V is described by

L _ 2 2
V, = EQ[H|F,] = EQ[5NAF] = 5(N} —t + %t) +5(1 - %)T (3.17)

and the P-martingale part I of V is given by 5(N} —t). Now we can easily
calculate ¢ and £ using (3.9) and (3.12):

ps (I, M),  d(5(N} —t),2N}! + N} — 3t) _ lodt

= = 2 3.18
¢ d(M), dst 5dt ’ (3.18)
AV, X)¢  d10(1—2)t 5020
t = v, ~>t = (25—975 ) =59 s (3.19)
d(X)? d=5— -
. FS . 50 - 207 .
Hence we obviously see that £ differs from & unless gy = 2, which only
-9

holds if v = 0, thus if X is already a martingale under the original measure.
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From (3.10), (3.17) and (3.16), we deduce that the process L equals

50 — 20~ 4 vy
L; =5N} — 5t + 29t — ——L(2N} — 2t + —t + N2 —t + =t
t t +2y 25 — 9y (2N, + 5 + Vg + 5 )
125 — 45y 100 — 40~ 50 — 20y
(e — o IV — ()N
25— 9y 25 — 9y 25 — Oy
50 — 20
542y — ——(-3 t.
+ (=5 +2y 25_97( +7))
Using (3.14) and (3.15), we obtain that
25—5 50—20 107t
d(L, M), :25—932’5_ 55 oot _ 5507 _ X
d(M, M), 5t 5t 25— 0y

Hence adding this amount to (3.19), we should obtain the number ¢S according
to (3.13)
d{L,M); 50— 20y 2y 50—18y

= = =2
€t+d<M,M>t 25-9y  25—9y 25—9y

as we already deduced in (3.18).

The goal of this section and Section 3.5 is to find more explicit formulas for the
number of risky assets ¢ and to characterize the term (d(M, M))™d(L, M) in
terms of the components of the GKW decomposition. This is more logical be-
cause the FS decomposition is determined using the GKW decomposition and
not the other way around.

The more explicit characterization of the FS decomposition using the predicta-
ble characteristics is very useful taking in mind the following remarks:

(1) Through the use of the predictable characteristics, the variation of the FS
decomposition with additional jumps and/or uncertainty will be easy to
handle. Furthermore, this illustration using the predictable characteris-
tics is helpful in avoiding pitfalls and misleading generalizations of results
such as those of Riesner (2006a) and Section 10.4 of Cont and Tankov
(2004), see Chapter 7 for more details. Many practical market models are
described using the predictable characteristics such as Barndorff-Nielsen-
Shephard models, see Benth and Meyer-Brandis (2005) and Rheinléander
and Steiger (2006) and the references therein about these models and
related subjects. Hence, we think that this description of the FS decompo-
sition will be useful for those models.
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(2) Recently, the more explicitly characterized optimal martingale measures
in the literature are expressed in terms of the predictable characteristics,
see Choulli and Stricker (2005, 2006) and Choulli et al. (2007) for the
semimartingale framework, and Benth and Meyer-Brandis (2005), Fuji-
wara and Miyahara (2003), Jeanblanc et al. (2007) and Kassberger and
Liebmann (2007) for models driven by Lévy processes. Thus, we believe
that the current description of the FS decomposition is suitable for those
contexts.

(3) Finally, as it will be illustrated in Chapter 7, the description generalizes
the approach of Colwell and Elliott (1993) and Vandaele and Vanmaele
(2008b) to the semimartingale context where the predictable martingale
representation may be violated on one hand. On the other hand the pre-
dictable characteristics are the extension of Lévy characteristics for models
driven by semimartingales.

When X is a continuous process, it is generally known that the GWK and the FS
decompositions coincide, because as is proved in Féllmer and Schweizer (1991)
the minimal martingale measure preserves orthogonality in the continuous case.
However this fact is no longer true in the general framework due to the presence
of jumps in X. The correct relationship between the two decompositions is
completely determined in the following theorem.

Theorem 3.3.2. Let H be an Fr-measurable random variable with E(H?) < 400
and whose FS decomposition components are denoted by (Hy, &, LFS). Suppose

that the @-martingale, V, = EQ (H| F:), admits the Galtchouk-Kunita-Watanabe
decomposition which is given by

V=Vo+& X+1L, (3.20)

where ¢ is a predictable and X -integrable process such that §- X and L are Q-local
martingales and L is Q-orthogonal to X. Then the following holds:

(D If (E, 1.3, L*) denotes the quadruplet associated with L under Q through
Theorem 2.2.23, then

d:= Ei""/x~(x)[—)\’w + NAMNK (dz), (3.21)

is a well-defined predictable process, X-integrable, and satisfies

FS—¢c-d IF=L+3 X (3.22)
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Here, Y1 denotes the Moore-Penrose pseudoinverse of the square matrix ¥,
given by

Si=c+ /mx’K(dm) = % (3.23)

(2) If there exists a sequence of stopping times (T,),, increasing stationarily to T

such that {1y 1, € ©, then the process (N, [L, X]) exists, and is absolutely
continuous with respect to (X) of which the Radon-Nikodym derivative is a

version of ®. Furthermore ® € ©.

Remarks 3.3.3.

M

(2)

(3

The Moore-Penrose pseudoinverse Y™ is chosen such that LX™y = ¥
and YWVY XV — ¥V for more details see Albert (1972).

From the proof of Proposition I1.2.17 of Jacod and Shiryaev (2002) we
deduce that

(X) = (c+ / 2 K (dz)) - A,

From this equation (3.23) easily follows. Furthermore we also deduce
from Theorem 2.2.14 that (X) = (M) + > ABAB’. Hence if the semi-
martingale X is not quasi-left-continuous then AB = A(M)X # 0 and
(X) differs from (M) in the following way:

(X) = [B, Bl =(X) = > _(A(M)N)(A(M)N)
=(X) — NAM) - (M) = (M), (3.24)

by Properties 2.2.15(1). We remark that in Definition 11.2.16 of Jacod
and Shiryaev (2002) the angle bracket (M) is called the modified second
characteristic of X. The relationship between (M) and (X) was already
given in Proposition 1.2.17.

Suppose that there exists a sequence of stopping times 7,, increasing sta-
tionarily to T, and a sequence of positive numbers, ¢,,, such that 1 > ¢,, >
0 and

6n <14+ANT <51, (3.25)
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(4)

)
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Then, under Assumptions 3.3.1, for any P-square-integrable and Fr-meas-
urable claim H the process V; = E%[H|F;] admits the GKW decompo-
sition under @ in (3.20) and there exists a sequence of stopping times
(o) increasing stationarily to 7" such that o, < T, and {1, € ©. In
other words, the assumption in assertion (2) of Theorem 3.3.2 is fulfilled.
To prove this fact, we proceed into two steps: in the first step we will
prove that V' is a @-locally square-integrable martingale, while the sec-
ond step will deal with {1y} € ©. Indeed, due to Assumptions 3.3.1
the reverse Holder inequality of order 2 is satisfied and by Theorem 4.9
(iii) of Choulli et al. (1998), we deduce that for the £7-martingale V:
E[V,V]r < CE[V#] < +o0, due to the P-square integrability of V on one
hand. On the other hand, due to the RHS inequality in (3.25), we get

E[1+AN)- [V, V], <6 E[V,V]r, < +oc.

This proves that the compensator of (1 + AN) - [V, V]T, which coincides
with the @—compensator of [177 X~/]T", see Lemma 2.3.7, exists and is inte-
grable. Therefore V7 is a ()-square integrable martingale. This ends the
first step. Knowing this, it is obvious that the GKW decomposition under
Q for V described in (3.20) exists.

Furthermore, since VT is a -square integrable martingale, the process
¢ X T is a Q-square integrable martingale. This follows easily by using the
orthogonality between X and L under Q. Notice that according to Lemma
2.3.7 the QQ-compensator of [¢- X, £ - X|] coincides with the P-compensator
of (1+AN)-[¢- X, & X]. Hence there exists a sequence of stopping times
(7,) increasing stationarily to 7', such that the latter process stopped at 7,
is P-integrable. Then, due to 6, < 1 + AN, we get

B¢ X, & Xryn1, <6, 'E|(1+AN) - [6- X,& X]s a1, | < +00.
By combining this with Theorem 4.9 (iii) of Choulli et al. (1998), we
conclude that 1o -, A7,] € © and the proof of the claim is achieved.

In this theorem we extended the definition of the GKW-decomposition,
defined in Definition 2.4.1 at time T, to variable times ¢ € [0, T, by taking
the expectation under () of the both sides.

If we consider the condition §,, < 1+ ANT~ instead of (3.25), then the re-
sults in Remark (3) are still valid for P-square-integrable Fp-measurable
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claims that are @-squgre integrable. In fact, for a @-square integrable
claim H, the process V is a Q-square integrable martingale. Hence the
remaining part of the proof follows exactly the second step in the proof of
Remark (2).

(6) The integrability of £ described in Theorem 3.3.2 assertion (1) is enough
to achieve our goal and to prove the main idea of the theorem which lies
in describing the difference between the two decompositions. We remark
that we cannot prove that £ € ©, due to the fact that the process [L, M]
may not be a P-local martingale, nor even a special semimartingale under
P.

Proof of Theorem 3.3.2. (1) A key tool in this proof is Theorem 2.2.23 applied
under the probability measure Q). We start with describing the representation of
X under this measure. First, the compensator of the random measure p under

Q will be denoted by v and by (2.24) is given by
V@ (dt, dz) = (1 — Na + NAM)N) v(dt, dz). (3.26)

Then, the process X takes the following canonical decomposition under Q,

X:X0+XC’©+SC*(,M*I/Q), x°Q =X+l A, (3.27)

where the second equality follows from (2.23). We remark that the P-local
martingale LS is also a (Q-local martingale by definition of the minimal mar-
tingale measure, see Definition 2.3.6. Applying Theorem 2.2.23 to the @Q)-local
martingale LS, provides

LS = 05 - X0 4 WS (= v2) + g™ w py 4 LIS,
[LF4 X =0, MZ(g"|P) =0, (3.28)

~ -1 -
where WFS(z) = f%5(z) + (1 - v2({t}, R)) / @R ({t}, dz) = [5(2) +
~\ —1 ~
(=) "1
Analogously, we find for the Q-local martingale L
L=0.-x°Q +W*(u—ué) +gxp+ Lt
Lt X]=0, MZGIP) =0, (3.29)
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with () = Fa) + (1 - 12({1), RY) / F(@)v@({t}, dz). Due to the inte-

grability conditions on ¢ and LS in Definition 3.1.1 and the assumption on
X, we deduce that ¢ . X and LF® are martingales under (), and

HO—|—§FS-X+LFS:‘7E)+€'X+L- (3.30)

Notice that from (3.27), we get & . X = ¢FS. XeQ 4 /¢FS & (4 — Q) and
§-X=¢- XoQ 4+ x'Ex (u— u@). By plugging these two equations together
with (3.28) and~ (3.29) into (3.30), we cqnclude that the two processes Hy +
(€7 +ng) Xo@ 4 (2P +WFS) s (i —19) + B %+ LT and Vo + (€ +6) -
XQ 4 (2/¢€ + W) (b — v9) + G x p + L* are identical. Therefore, due to the
uniqueness of Jacod’s decomposition (see Lemma 2.2.24), we derive Hy = Vj,
g8 (x) = g(x), LFS+ = L+, and

& + e = c€FS + fFS P ®dA-ae.,

2E+ fla) = /P 4 fF(x) K(dz) x dA-a.e..

Since LFS is a P-local martingale orthogonal to M, we know that (LFS, M) = 0.
First we show that this implies that (6% + / xff(2)K (dr)) - A = 0. Note that

(3.31)

by Properties 2.2.15(1) (L, M) = (L*®, X) and that for a Q-martingale X the
process [y, av?({t} x dz) = AB? = 0, see formula (3.77) in Jacod (1979). We
now further transform [LFS, X] to determine its compensator (LS, X).

[LFS, X] 2 [0 . X9 4 WS s (1 — 19) + g™ w p+ LIPS, X]
02 gFS . (X @ X Q) 4 [WFS s« (1 — 19), 2 % (1 — v9)]
g x p ok (= V)]
LS ALY AW « (1= 1) A * (- v9))
+ 37 A ) A * (- v?)

7FS,0
@10 JFS A+Z fF 1{AX¢O} f N]I{AXZO})(x]l{AX;éO})
a

+Z (9 ]l{AX;éO})(x]l{AX;éO})
= b A+ fBSrap+ S xp, (3.32)

where ¢FSz x 11 is a Q-local martingale because M. 53 (4"|P) = 0 and where in the
second step we also used Properties 2.2.15(3). By a same reasoning as done for
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V in Remarks (2) on page 54 the P-local integrability of g™z ;1 follows, hence
we obtain from Proposition 3.2.5 (i) that g™z x y is also a P-martingale. Thus

(LFS, X)) = (0™ + / rffS(x)K(dx)) - A= 0. (3.33)
Rd

In an analogous way we calculate the -compensator of [L, X], using (3.26) to
conclude that dA-a.e.:

o+ [afS@K(ds) =0, o+ [ofl@)t - Xo+ NADINE o) =0,
(3.34)

The second equation in (3.31) leads to

/ 22 €K (dz) + / 2 () K (do) = / 22 €S K (dx) + / 2 5S(2) K (dx).

By adding this to the first equation of (3.31), taking (3.34) into account, and
putting ¥; := ¢; + [ za2’'Fy(dx), we obtain

NS = xe 4 / 2f (@) [Nz — NAMA K (dz).

Therefore we conclude that the process ® defined in (3.21) is a well-defined
predictable process. It is also X-integrable, since ¢ and ¢ are X-integrable,
and it satisfies the first equation in (3.22). The second equation of (3.22) fol-
lows from inserting the first equation of (3.22) in (3.30). This ends the proof of
assertion (1). B

(2) Since ¢l 7, € © and sup,.. |V;|* € AT (P) by Proposition 2.8 and Theo-
rem 4.9 of Choulli et al. (1998), we deduce that the process sup,. |Ls|* € A .
Applying the Kunita-Watanabe inequality, see Theorem II.25 in Protter (2005) ,
to [L, X] and since 0 < (A — B)? we get

[L,X] <[L,L)?[X,X]? <[L,L]+[X,X].

Thus it follows that the process [L, X] has P-locally integrable variation. Fur-
thermore due to the orthogonality between L and X, we know that [L, X] is a
Q-local martingale. This implies by Remark 2.3.3 that [L, X] + [N, [L, X]] is a
P-local martingale and hence the process [N, [L, X]] is a P-semimartingale and
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has P-locally integrable variation. Therefore its compensator (N, [L, X]) exists.
Invoking (3.3), we obtain:

[N,[L,X]] =Y ANALAX
=Y —N(AX = AB)(f(AX) + GAX)AX T {ax 20y
= N(=AX + AMN(F(AX) + GAX)AX T ax 10y

=N (=2 + AN (f(z) + §(z))z * p.
Again from Theorem 3.2.5(i), we conclude that using (3.23)

(N,[L, X]) = { / zf(z) [—Xx + A’A<M>A] K(dx)} A (3.35)

—yinv { / 2f(z) [_Xx + XA(M))\] K(d:z;)} (X0,

Thus & is a version of the Radon-Nikodym derivative ¥ of (N, [L, X]) with re-

spect to (X). By version we mean XU = %® or equivalently ® — U € kernel(X).
This completes the proof of the theorem. O

Remarks 3.3.4. (1) From (3.35) we conclude that the process P can also be

explained as the Radon-Nikodym derivative of ¥™d([L, X], N) with re-
spect to dA, that is

& i d<[L7X]7N>
_ yoinv
P== dA '

(2) Through Theorem 3.3.2, we can easily claim that the two decompositions
- FS decomposition and GKW decomposition — are equivalent when X is
a continuous process. Indeed, in this case, both processes [L, X] and ®
vanish, implying that L = LS and ¢ = ¢FS.

(3) This theorem also allows us to decide whether the two decompositions co-
incide or differ for any Fr-measurable random variable and market model
through the following statement: The two decompositions coincide if and
only if

E dA:s| =0
)} t ’

T
/0 ]l{(w,t) D SV (W) Ay (w)E kernel(Zt(w)
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with A .= [ 2f() [—/\’m + XA<M>A} K(dz).

(4) Combining the result of Theorem 3.3.2 with the results of Theorem 3.2.5
we can shown that ® is a null process if and only if L (the martingale
component in the GKW decomposition of V under Q) is P-orthogonal to
M. Indeed, notice that [L, X] is a @)-local martingale if and only if [L, M]
is a Q-local martingale if and only if

0= (L, M) + (N, [L, M]). (3.36)

This follows from Remark 2.3.3 and the fact that [L, M] — (L, M) is by
definition of the angle bracket a P-martingale.
Now we calculate

& (X) =(N,[L,X]) = (N,[L,M]) — (\ - M,AB - L)
=(N,[L,M]) = NA(M)X- (M, L).
Therefore by inserting this equation into (3.36), we obtain
0= (14 NAMN) - (L, M) +® - (X).

Thus, ® is a null process if and only if (L, M) = 0. This ends the proof of
the claim.

3.4 A practical counterexample

In this section, we construct an example for which we can really prove that the
GKW and the FS decomposition differ. Hence, this proves that the results in
Riesner (2006a) — which are based on the fact that the FS decomposition and
the GKW decomposition under the minimal martingale measure coincide — are
wrong. Also in Section 10.4 of the book Cont and Tankov (2004) the same er-
ror appears, but this will be corrected in the forthcoming second edition of the
book. In Chapter 7 we will look in more detail to these two problems.

Consider the following one-dimensional discounted process

Xy =XoE(X ), Xi=oWi+p+put, 0<t<T, (3.37)
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where (p;),~, is the standard Poisson process with intensity 1, p; = p; — t is the
compensated Poisson process, W; is the standard Brownian motion, Xy > 0,
o > 0, and 7 and p are real numbers such that

> -1 and 0 # py < o? + 42 (3.38)

Hence the process X belongs to the class of Lévy processes, see Section 2.5.
The process X represents the discounted stock price process that constitutes
the market model. Then, the processes M, B, and A (defined in (2.2) and in
Proposition 2.2.20 respectively) for this model are given by

th = Xt_ (O'th + ﬁ/dﬁt) 5 dBt = ,uXt_dt, At =1.
Hence, we deduce from formula (2.5) that

_ L n
_)(t_(72_|_727

—HO m = —pY
o2 +~2’ 1 o2+ ~2

At Nt=01Wt +v1p, o1:=
Thus for the model described in (3.37) and under the assumptions (3.38), we
deduce by using (2.17) that £(V) is a square-integrable and positive martingale.
Hence the minimal martingale measure exists and is given by @ := E(N)r - P.

Now consider the European put option with strike price K" whose payoff is given
by H = (K — X7)". In the following we will calculate the processes V, &, ® and
L. Due to the independent increments of X, see Definition 2.5.2, we deduce
that V; = f(¢, X¢), where
~ X +
f(t,z) = B9 {(K ~a ) } . (3.39)
Xi

To calculate the distribution function of X, we first determine the process X
more explicitly by using formula (2.17):

Xy =X0E(X)y = So&(cW + 4D + pt)¢
=Xoe Wit Ptut= 5 TT(1 4 yAp;)e 74P, (3.40)

s<t
Furthermore the jumps in p equal the jumps in p: Ap = Ap — At = Ap and be-
cause p is a Poisson process with intensity one, we obtain that (1 +yAp,)e” VAP
is 1 if there is no jump and (1 + 7)e~" if there is a jump. Therefore

]._.[(1 + AP e AP = [(1 +7)e V= AP = ePrlog(147) =)
s<t
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Inserting this result in formula (3.40) leads to

X, :XerWt+’YI7t+Mt_%02t+(5t+t)[10g(1+7)_’7]

— XpeoWitbe(10g(14+7)+ (k=507 +log(1+7) -7t

So the strictly increasing — in the variable y— distribution function is given by

F(s,y = log(x)) ::é%; < 2) = O(log(X.) — log(Xo) < log() = 1)

=Q (oW, +log(1 + 7)ps +is < y) , (3.41)

with

1
fi=p—got+log(l+9) =7y, yeR, s€0,T]

Thanks to the stationary property of X, see Definition 2.5.2 and the notation in
(3.41), the function f(¢,x) in (3.39) takes the following form for every « > 0

fita) =P ~ 2 =B - STy
=B~ E®)r )Y =2 / m(f — e")dF(T = t,y)
:%[F(T —t,log %) — F(T —t,—00)] —x /_1: : eV F,(T —t,y)dy
:KF(T —t,log g)) - x/ljf) eVE,(T —t,y)dy, te0,T].

(3.42)

As a result, f(t,r) € CY2((0,T) x (0,+00)), and by applying It6’s formula, see
Theorem 2.2.26, to f(t, X;) we derive

. ~ t t 1 t
v :VO+/ ft(u,Xu_)du+/ fz(u,Xu_)qu+§/ fee(u, Xu ) X20%du
0 0 0

+ Z [f(ua Xu) - f(ua Xu—) - fm(uaXu)AXu] .

0<u<t
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Remark that

Z [f(u’ Xu) - f(ua Xu*) - fz(u’Xu)AXu]

0<u<t
= OZ t [f (, X (14 7Apy)) = fu, X)) = fulu, Xu)7X o Ap,]
<u<
= > [l Xu (147)) = fu, Xus) = folu, Xu)vXu-] Apy,
_ 0F<"U‘;t
where
P i= £t Xue (L 7) — F( Xo) — Folts Xu)y X (3.43)

Thus, since V is a @-martingale, we deduce that the function f(¢, ) satisfies
a PDE equation (a fact that can be verified directly since the function f(t,z) is
explicitly calculated in (3.42)), and

t
Vo= Tot [ fulw X)Xt (To52) o impe— (L)t (G
0

Here ]'5@ is the compensated Poisson process under @ which is determined by
Theorem 2.3.4. Now we will focus on calculating ¢ using (3.9) and (3.44):

= Q Q
e = WX AX XS ;
d(X, X)2 d(X, X)2 (X, X)2

Furthermore by (3.40)
d(X,X)? = X? (0% +~¥*(1 +71))dt.

and recalling that the compensator of p, under @Q coincides with (1 + 1 )t, we
obtain

59, X] =" APIAX, = X v p
s<

d(p?, X)E =X, (1 +1)dt.
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Therefore we derive the components of the GKW decomposition under Q for V
as follows using (3.44):

Tiy(1+71) L=r.50_ T+

X (o2 +2(1+7)] X_[2+ 21 +m)]
(3.45)

§e = falt, Xy )+

This allows us to state the following.

Corollary 3.4.1. Consider the model described by (3.37)-(3.38). Then the follow-
ing assertions hold:

(1) The GKW decomposition of V under Q is given by
V=Vo+&- X+1L,
where £ and L are given by (3.45).
(2) The FS decomposition of H and the GKW decomposition under Q for V differ:

Proof.  The first assertion is already proved, while the second assertion will
follow after proving that the process ® defined in Theorem 3.3.2 for this model
never vanishes. The calculation of this process requires the calculation of [L, X]

and [[L, X], N]. Due to (3.45), these processes are given by

O I'(1+m)
d[L, X], =dT - @ — — 1 X, X
[ ]t [ p X,[O'2+’Y2(1+’71)] ]t
'Yrt(1+'71) 2 2 2
=y X;_dp; — X (o%dt +~v“d,
tY At Dt Xt—[0'2+’}/2(1+/71)} t (U 8 pt)
(1 +71) 2 Wl +7) o
=Ty Xy — ——F—X; ¥ )dp — ————"—0"X;_dt
( tY At o2 +72(1+ 1) =7 ) Pt 02+72(1+%)0 t
o ’}/FtO'2Xt7 dpt _ ’}/].—‘t0'2(1 +’}/1)th dt7

o2+ 92(1+m) o2 +72(14+m)

and so using Properties 2.2.15(3) and (4):

~ ~To?X_ o1+ y1) X
HL?XLN]:[ 2 B P P} (2 ) tar}/lp}
o2 +7*(1+m) o2 +7*(1+m)
nylo? X _

T2 P
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As a result, we derive

~  d(N,[L, X)), —y20? r,
PETIX X (R oA 20 ) X (3.46)

Then, by putting s, (¢) := log (XLF) and sy (t) := log (ﬁ), and using

log(K /)
fult,z) =K F,(T — t, log(K/m))M - / eVF, (T — t,y)dy

ox —o0
_ xelog(K/l‘)Fy(T —t, IOg(K/x))%
log(K/x)
_ / " Fy(T — t,y)dy, o

we obtain the following for the process I' defined in (3.43) by inserting (3.42)
and (3.47):

Ly =f(t, Xem (1 47)) = f(t, Xeo) = fal(t, Xom )Xoy
Sz(t)
=KF(T —t,s2(t)) — KF(T —t,51(t)) — Xe— (1 + ) / e'F, (T —t,y)dy
Sl(t) Sl(t)
—i—Xt,/ eyFy(T—uy)dy—&—Xt,v/ eYFy (T —t,y)dy

— 00 — 00

Sz(t)
:/ [K = Xo (1 )e | (T = t,y)dy.
s1(t)

If (1 <)y < 0, then s; < s and [K ~ 8- (1+ 7)674} F,(T —t,y) > 0, on the
other hand when ~ > 0 then s, < s; and

s2(t)
/ ) (K~ 547 By (T — 1, 9)dy
s1(t

Sl(t)
:/ [St,(l—i—’y)ey—K}Fy(T—t,y)dy>O.
s2(t)

This proves that T"is a positive process if v # 0. By (3.46) the process ® then also
has a constant sign and never vanishes under the conditions (3.38). Therefore,
¢ and ¢£FS (see Definition 3.1.1) never coincide and hence the FS decomposition
and the GKW decomposition under () differ for this model. O
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3.5 Determination of the Follmer-Schweizer decom-
position

This section proposes a description of the FS decomposition — under some in-
tegrability conditions that guarantee the existence of this decomposition — in
terms of the predictable characteristics of X. The following assumptions hold
throughout the whole section.

Assumptions 3.5.1. We assume that there exists a constant C' > 0 such that (3.7)
holds.

Remark 3.5.2. It is obvious that Assumptions 3.5.1 are weaker than Assump-
tions 3.3.1. That is in this section, the minimal martingale measure may not
exist as a measure, and/or its density may vanish. This is an interesting gener-
alization, especially when one is working with models that involve jumps such
as Lévy market models. In our view, the integrability condition of (3.7) is less re-
strictive than the positivity of £(NV). In many models considered in the literature
the authors (see for instance Biagini and Cretarola (2006, 2009)) assume that
fOT M. d{M)s\s is bounded. Thanks to Proposition 3.7 in Choulli et al. (1998),
this assumed condition implies (3.7).

Furthermore, as shown on page 48 this assumption implies the regularity and
the reverse Holder inequality of order 2. Therefore from Theorem 5.5 of Choulli
et al. (1998) the existence of the FS decomposition for any P-square-integrable
Fr-measurable H follows.

Throughout this section, for any P-square-integrable Fp-measurable H we de-
note

VH .= {T"S(Kf)t}_lE (T”E'(N)TH | ]—'t) . Th<t<Tu, (3.48)

with T,, the sequence defined in Definition 3.1.2.

Proposition 3.5.3. The following assertions hold:

(1) The process

K=V -V + (VH N),, (3.49)

is a P-local martingale.
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Proof.

€Y)

(2)
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If (Hy, &7, LFS) are the FS decomposition components of H, then

Vi = Ho+ (¢ X), + LIS, (3.50)

From the proof of Proposition 3.12-(iii) of Choulli et al. (1998), we deduce
that the process V,, defined in (3.48) is a M(€)-martingale with Vy =
H. By application of Corollary 3.16 of Choulli et al. (1998) we deduce

that [VH N] is P- locally integrable and that VH 4 (VH N), is a P-local
martingale. Hence K is a P-local martingale with Ky = 0.

We prove first that X + [X, N ] is a P-local martingale using Properties
2.2.15(2):
X +[X,N] =X+ M + B — [B,\- M] — [M,\- M]
=Xo+ M +X\- (M, M)~ XNAB-M—X-[M,M)]
=Xo+ M — X-([M, M) — (M, M)) — NAB - M.
Furthermore also LFS and [LFS,N] = —\ - [LFS, M] are P-local martin-
gales due to Definition 3.1.1. From Proposition 3.15 of Choulli et al.
(1998) we can conclude that therefore X and LFS are & (N)-local martin-
gales. Which according to the definition of £(V)-local martingales exactly
means that for any n > 0, the processes 7 E(N) [(¢F5 - X)) — (€5 - X)Tn]

and T E(N) [LFS — Lt . ] are P-local martingales. Furthermore, these
processes are unlformly integrable due to (3.7) and the integrability of
€5 . X and LFS. Then, for t > T, we derive

[T"f: (M) (€% X)r = (€% X)r, )17
g (W) (675 - X0 = (€75 X)),
[ (N (Lf = LS )17 = Te (W), (L5 - LES).
As a result, due to 7 E(N); # 0 on {T}, < t < T,11}, we deduce that
VA = Ho+ (€7 - X), + LIS.

This ends the proof of the second assertion. O
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Now we will state the main result in this section.

Theorem 3.5.4. Consider a square-integrable Fp-measurable random variable
H, and denote by (Ho, &M, LFS) its FS decomposition components. Then the fol-
lowing holds

s = yine {c$+ /xf(z)K(dx)} and LFS=VH _¢P.xX.  (351)

Here (5, .3, K L) is the quadruplet associated with K through Theorem 2.2.23,
and ¥ is a random symmetric matrix given by

Yi=c+ /mx’K(dm). (3.52)

Proof. By applying Jacod’s Theorem (Theorem 2.2.23) to the P-local martin-
gale K, we obtain

K= ¢ XCJrW*( —v +g*u+K (3.53)
Wi(z) = f, 7/]% v({t}, dy).
Another application of Theorem 2.2.23 now to LS leads to
FS _ ¢Fs,Xc+WFs ( _ )+gFS*M+LFS,L’ (3.54)
WES(@) = 130 + 1 [ S (it)dy).

Since (VH N) = —X - (VH M) and using (3.49), Properties 2.2.15(2) on the
predictable angle brackets and on the predictable process B with M and K both
P-local martingales, we obtain that

VH M)y =(K,M)=(K,X)= {c$+/zf(x)K(dx)} LA,

where the last expression is obtained analogous to (3.33).
By plugging the resulting quantity into (3.49) while taking into account (3.53),
we get

f/H

=V +0 X+ Wx(p—v)+gxp+ K>+ ()\’cg—&—/)\’xf(x)K(dx)) LA
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Furthermore, in view of (3.24) and (3.23) we find

>\/£FS

B NS+ [ Naa' K (dx)
14+ NA(M)A N

FS _ \/¢FS |
&8 B =X (M) 1+ NA(M)A

(X)) A

Hence, using this relationship, (3.50) and (3.54), we obtain

vH —Hy + <£FS +¢FS> D XC 4+ (WFS +x/£FS) w (i — ) _’_gFS*M_'_LFS,J_
NS + [N ¢ K (dx)

A
1+ NA(M)A

Therefore, due to the uniqueness of Jacod’s decomposition (Lemma 2.2.24) and
of the canonical decomposition, see Definition 2.2.6, and due to the predictabil-
ity of A, we conclude that

b= €™+ e, Fla) =24 fB) Glo) =), I =R
(3.55)

Thus by transforming the first two equations above, we derive
o+ / 2 f(2)K (dx) =c€™ + co™ + / 22/ S K (dx) + / 2/ (2)K (dx)
=5¢F 4 cp™ + / zfFS(2) K (dx). (3.56)
Since LS satisfies
(LFS, M) = (LFS, X)) = (c¢FS + /fos(a:)K(da;)) “A=0,
see (3.33), equation (3.56) reduces to
¢S = ch + /33~(33)K(dx),

and the first equation in (3.51) follows immediately. The second equation fol-
lows from (3.50). O



Even a correct decision s
wrong when it was faken too
late.

Lee lacocca (1924-)

(Local)
risk-minimization

In this chapter we discuss the (locally) risk-minimizing (LRM) hedging strat-
egy. This strategy and also the mean-variance hedging strategy which will be
discussed in Chapter 5 are quadratic hedging strategies. Hence they both min-
imize the hedging error in mean-square sense. Of course this has as drawback
that losses and gains are treated in the same way. On the other hand having
a symmetric criterion can be an advantage when you do not know if you deal
with a buyer or a seller what is quiet natural when one is hedging and pricing
options.

We start with explaining what a locally risk-minimizing hedging strategy is and
how it extends the risk-minimizing hedging strategy. Afterwards we give an
overview of the literature on LRM hedging strategies. In Section 4.3 we ex-
tend the theory of locally risk-minimization to the multidimensional setting.
By independent research Schweizer (2008) also proved the multidimensional
LRM hedging strategy under less restrictive conditions. In Section 4.4 we give
a concrete procedure how to determine the LRM hedging strategy. We end this
chapter with an illustration of this procedure on a simple Brownian motion set-
ting with stochastic volatility. This example was already discussed in Poulsen
et al. (2009), but the procedure they used is limited to continuous processes,
while the procedure proposed here also allows for discontinuous processes.
This chapter is mainly based on Vandaele and Vanmaele (2008a). Two other, but
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older, overview articles which treat not only locally risk-minimization, but also
the mean-variance hedging strategy are Pham (2000) and Schweizer (2001).
Once we have described the LRM it will be obvious why the equivalence (or
non-equivalence) between the FS and the GKW decomposition plays an impor-
tant role, for more details we refer to Section 4.2.

4.1 (Local) risk-minimization

We work again under the assumptions defined in Section 2.1. The process X
denotes here the one-dimensional discounted risky asset. We also assume there
exists at least one change of measure to a martingale measure.

The locally risk-minimizing hedging strategy originates from the hedging strat-
egy described by Harrison and Kreps (1979) for complete markets. This strat-
egy was extended by Follmer and Sondermann (1986) for incomplete mar-
kets if the underlying risky asset is still a martingale and is called the risk-
minimizing hedging strategy. The extension to semimartingales was described
for the first time by Schweizer (1988) and published in a series of papers:
Schweizer (1990), Follmer and Schweizer (1991) and Schweizer (1991).

4.1.1 Hedging in complete markets

Harrison and Kreps (1979) described how the hedging strategy for contingent
claims can be found in a complete market. A contingent claim is a random
variable that represents the time T payoff, denoted by H. In a complete market
every contingent claim is redundant. Redundant means that the claim can be
written as a sum of an initial cost, denoted by Cj, and a stochastic integral of
the process X, which represents the discounted risky asset. Hence, the risk of
the claim can be reduced to zero and the product does not add anything to the
market containing the risky asset X.

A trading strategy ¢ is of the form (¢, 1), with £ = (§;)o<:<r the number of risky
assets and with n = (:)o<i<7 the amount invested in the riskless asset. The
value of the discounted portfolio at time ¢ is then given by V; = & X; + ;.
Assume we want to hedge the claim H at time 7. We perform a change of mea-
sure from the original measure P to the unique equivalent martingale measure
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P*. Due to the completeness of the market, every claim H can be decomposed
as follows:

T
H = Hy+ / €1dX,.
0

Then, the contingent claim can be reproduced at time 7" with the initial invest-
ment H, and the following strategy ¢ at time ¢:

t
(€5 Ho + / €1dX, — 6 X,).
0

4.1.2 Risk-minimization

The goal of Follmer and Sondermann (1986) was to extend the hedging the-
ory for redundant claims to contingent claims which are non-redundant. They
searched for admissible strategies which minimize the risk in sequential sense
and were able to prove that there exists a unique solution to this problem if the
risky asset underlying the claim is a martingale.

Definition 4.1.1 (see Follmer and Sondermann (1986)). A strategy is called
admissible with respect to H or H-admissible if its value process has terminal
value H.

In the theory of risk-minimization, F6llmer and Sondermann assumed that the
discounted risky asset is a square-integrable martingale under the original mea-
sure P. From Section 2.2 we know this means that F[X?] < oo and E[X7|F;] =
X, 0 <t < T. They defined the risk-minimizing hedging strategy only in this
setting. Schweizer (2001) proved that the conditions on X are too strong and
that it is sufficient if X is only a local martingale under P, which do not even
need to be locally square-integrable.

Definition 4.1.2. Assume X is a local martingale under the measure P. A
couple p = (£, 1) is called a trading strategy if

e ¢ is a predictable process,

e ¢ € L*(X), with L?(X) the space of all R-valued predictable processes ¢
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such that
T
1€l = (B / €2d[X, X],))'/2 < oo,

e 7 is adapted,
e The value process V = £X +n of the strategy ¢ has right-continuous paths
and E[V?] < oo for every t € [0,T] (i.e. V;, € L?(P) for every t € [0, T]).

Definition 4.1.3. The cost process is the difference between the value of the
portfolio at time ¢ and the gains/losses made from trading in the financial mar-
ket up to time ¢:

t
C=Vi— / €udXo. 4.1)
0

While the risk process is the conditional mean squared error process of the cost
process:

Ri(¢) :== E[(Cr(p) — Ci(9))*|F), 0<t<T. (4.2)

Definition 4.1.4. A strategy is called self-financing if the cost process, defined
in (4.1), has constant paths, while a strategy is called mean-self-financing if
the cost process is a square-integrable martingale.

We want to hedge a contingent claim H € L?(P) due at time 7. By searching
for a hedging strategy for which the discounted portfolio has terminal value H,
we find an H-admissible strategy. The martingale property of the risky asset
process allows to show that the expected value of the terminal cost does not
depend on the choice of the strategy: E[Cr] = E[Vy — fOT §udX,] = E[H].

At any time ¢ we have to minimize in mean-square sense the remaining cost
Cr — Cy. Hence the risk process is minimized at any time ¢.

Definition 4.1.5. A strategy ¢ is called risk-minimizing if R;(p) < R.($) P-
almost surely for every admissible continuation ¢ of ¢ at time ¢. An admissible
continuation of the strategy ¢ from ¢ on is a strategy which coincides with ¢ for
all times smaller than ¢ and which also has terminal value H. In the following
sense: ¢ = (&,7) is an admissible continuation from ¢ on of the strategy ¢ =

(&) if

Es=&s, Vs<t and 1ns=mn, Vs<t
and Vr(¢) = V() P-a.s..
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Follmer and Sondermann showed that the solution can be found using the
Galtchouk-Kunita-Watanabe decomposition of the contingent claim H:

t
B[H|F) = B[H] + / €rdX, + Ny,
0

with ¢* € L?(X), N* a square-integrable martingale, N = 0 and P-orthogonal
to X.

The unique admissible strategy which is risk-minimizing is then given by ¢} =
(&, E[H|F;] — & X;) at time ¢ and the remaining risk equals E[(N} — N;)?|F].
This shows that all the risk related to the underlying is hedged away, while
the only remaining risk is orthogonal to the fluctuations of the underlying and
therefore cannot be hedged away.

We remark that in this case the number of risky assets invested using the mean-
variance hedging strategy coincides with the number invested using the risk-
minimizing hedging strategy. The amount invested in the riskless asset is differ-
ent.

4.1.3 Local risk-minimization

On page 16 of Schweizer (1988) it is proved with an explicit counterexam-
ple that if X is not a P-local martingale, then a T-contingent claim H in gen-
eral does not admit a risk-minimizing hedging strategy ¢ with Vip(¢) = H.
Therefore Schweizer extended the theory of risk-minimization to locally risk-
minimization.

The foundation for the locally risk-minimizing hedging strategy is described in
Schweizer (1990), where the equivalence between the orthogonality of martin-
gales and the risk-minimality under small perturbations is proved. In Schweizer
(1991) the concept of locally risk-minimizing hedging strategies is introduced to
be able to hedge claims when the underlying risky asset X is only a semimartin-
gale under the original measure. The types of semimartingales for which the
locally risk-minimizing hedging strategy is described have to be of the following
form:

X =Xo+M+ B, (4.3)

with M a square-integrable martingale for which M, = 0, and with B a pre-
dictable process belonging to the class V.
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Schweizer (1990) introduces a finite measure Py, := P x (M) on the prod-
uct space ) x [0, 7] associated with the angle bracket process (M). We link an
expectation F,; with this measure, defined in the following way:

El(a (M))r]

Bulel = =5

One also needs the following assumptions:

(A1) For P-almost all w, the measure on [0, 7] induced by (M) (w) has the whole
interval [0, 7T as its support. This means (M) should be P-almost surely
strictly increasing on the whole interval [0, 7.

(A2) B is continuous.
(A3) B is absolutely continuous with respect to (M) with a density A satisfying

En|Mlog™ [A]] < 0.
A sufficient condition is that E[( [ AdM)] < oc.

Therefore for a special quasi-left-continuous semimartingale satisfying the struc-
ture condition, whose MVT belongs to the set L' (P) and which satisfies assump-
tion (A1), we can determine the LRM hedging strategy. Note that if E[Kr] <
+00, then E[fOT IN2d(M),] < +oo and hence assumption (A3) is satisfied.

We remark that in Schweizer (1991) there was an extra condition: X is contin-
uous at 7' P-a.s.. This condition is removed in Schweizer (2001).

The definition for the trading strategy is adjusted in this case:

Definition 4.1.6. Assume X = X, + M + B is a semimartingale under the
measure P. A couple ¢ = (§,n) is called a trading strategy if

e ¢ is a predictable process,

e ¢ belongs to the space O, see (2.43).

e 7 is adapted,

e V = £X +n has right-continuous paths and E[V,?] < oo for every t € [0, 7).

In order to define the notion of locally risk-minimizing hedging strategies, we
first explain what is meant by a small perturbation:

Definition 4.1.7. A trading strategy A = (4, ¢) is called a small perturbation
if it satisfies the following conditions:
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e ¢ is bounded,
o fOT |8,dB,| is bounded,
o 5T =&T = 0.

For any subinterval (s, ¢] of [0, 7], we define the small perturbation
Als, = (0150, el s,0))-

Next we define partitions 7 = (¢;)o<i<n of the interval [0,T]. A partition of

[0,T7] is a finite set T = {to,t1,...,tx} of time points with 0 = g < t; < --- <

tr = T and the mesh size of 7 is |7| := , max (tix1 —t;). Asequence (7, )nen is
isli41CT

called increasing if 7, C 7,41 for all n and it tends to the identity if lim |7,| = 0.
n—oo

Definition 4.1.8. For a trading strategy ¢, a small perturbation A and a parti-

tion 7 of [0, T, the risk quotient " [p, A] is defined as follows:

th‘ (50 +A
E[(M),

(titiga]) — B, (0)
S IF) et

7o, Al(w, t) = Z

titit1 €T

i+1

A trading strategy ¢ is called locally risk-minimizing if liminfr™ (p, A) >

0 Py-a.e. on Q x [0,T] for every small perturbation A and every increasing
sequence (7, ) of partitions of [0, 7] tending to the identity.

This means that by LRM the riskiness of the cost process is measured locally in
time.

The following theorems were originally proved by Schweizer (1991) if M be-
longs to the class H? and X is one-dimensional. The extension to M only being
a locally square-integrable martingale and to the multidimensional case is given
in Schweizer (2008).

Lemma 4.1.9 (See Schweizer (1991) Lemma 2.1 and Schweizer (2008) Propo-
sition 2.1). Assume that the special semimartingale X satisfies (A1). If a trading
strategy is locally risk-minimizing, then it is also mean-self-financing.

Theorem 4.1.10 (See Schweizer (1991) Proposition 2.3 and Schweizer (2008)
Theorem 1.6). Assume that the special semimartingale X satisfies all conditions
(A1)-(A3). Let the contingent claim H belong to L?(P) and let ¢ be an H-
admissible trading strategy. Then ¢ is a locally risk-minimizing strategy if and
only if o is mean-self-financing and the martingale C(y), defined in (4.1), is or-
thogonal to the martingale part M of the semimartingale X.
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Definition 4.1.11. A strategy ¢ is called pseudo locally risk-minimizing or,
equivalently, pseudo optimal risk-minimizing if the associated cost process
C(p), defined in (4.1), is a martingale under P and orthogonal to M.

C is a P-martingale

Pseudo locally
and

. = risk-minimizing
C'is P-orthogonal to M hedging strategy
(AD)-(A3) (A1)-(A3)

Locally risk-minimizing
hedging strategy

Figure 4.1.1: Equivalent conditions to determine the locally risk-minimizing
hedging strategy under the original measure P.

In view of Definition 3.1.1, we can directly obtain the pseudo locally risk-
minimizing hedging strategy ¢ from the FS decomposition:

Pt = ( ES’EQ[H‘FA - ngXt)a

where EQ[H|F;] = Hy + fg €88d X, + LES see (3.50) and the fact that the MMM
Q is here assumed to be a true martingale measure.

Using Proposition 4.1.10, we know that this pseudo locally risk-minimizing
hedging strategy is the locally risk-minimizing strategy if the assumptions (A1)-
(A3) are satisfied (see also Figure 4.1.1). In Chapter 3 we saw that if the process
X is continuous, we can easily determine the Follmer-Schweizer decomposition
by performing a change of measure. Hence also the LRM strategy is quickly de-
termined, as we will show along the lines of Follmer and Schweizer (1991). We
remark that under the continuity assumption of X the conditions (A1)-(A3) are
trivially satisfied and it is easy to prove that the minimal martingale measure
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preserves orthogonality. This means that any square-integrable P-martingale
orthogonal to M is also orthogonal to X under Q.

We emphasize once more that the preservation of orthogonality is not included
in the definition of the minimal martingale measure, but that it is a consequence
in some special cases.

Combining the previous results, we have the following proposition:

Proposition 4.1.12. If X is continuous, the locally risk-minimizing strategy is
determined by the Galtchouk-Kunita-Watanabe decomposition under the minimal
martingale measure.

Proof. Follmer and Schweizer (1991) proved that the minimal martingale mea-
sure preserves orthogonality if X is continuous. In this case the Galtchouk-
Kunita-Watanabe decomposition under the minimal martingale measure directly
implies the Féllmer-Schweizer decomposition under the original measure. This
already gives us the pseudo locally risk-minimizing hedging strategy. Since by
the continuity of X, (A1)-(A3) are satisfied, we know from Proposition 4.1.10
that this strategy is locally risk-minimizing under the original measure. O

As a result of Proposition 4.1.12, we can determine the locally risk-minimizing
hedging strategy in case of a continuous risky asset following the scheme in Fig-
ure 4.1.2.

In case the semimartingale is discontinuous, the only way to obtain the LRM
hedging strategy is by calculating directly the FS decomposition as given in
Theorem 3.5.4 or by adjusting the obtained numbers of risky assets from the
GKW decomposition. In fact when searching the LRM hedging strategy, we will
assume that the finite variation part is continuous and therefore we can find the
number of risky assets in an easier way. A more detailed procedure is given in
Section 4.4.

4.2 Applications in literature

This section presents the most important applications of the locally risk-minimi-
zing hedging strategy. First of all, it is important to pay attention to the different
notions of locally risk-minimizing hedging strategy in discrete and continuous
time. In discrete time, the concept of locally risk-minimization is often used
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dQ
o apr Minimal martingale
Original measure P . measure ()
Y
Follmer-Schweizer Galtchouk-Kunita-Watanabe
decomposition €n) decomposition

Figure 4.1.2: Scheme to determine the locally risk-minimizing hedging strategy
in the case of a continuous underlying.

for the strategy which minimizes the difference between the cost process in ev-
ery subsequent time interval, e.g. Coleman et al. (2006) and Coleman et al.
(2007). This definition allows us to determine the hedging strategy by back-
ward induction and furthermore in Coleman et al. (2007) they demonstrate
that using a Black-Scholes model the discrete risk-minimizing hedging strat-
egy performs better than the delta hedging to hedge variable annuities. Schél
(1994) proved equivalence in discrete time between the local risk-minimization
and the risk-minimization used here, under certain conditions. In continuous
time, the former definition is rarely used. The most important application of the
theory of Follmer and Sondermann (1986) is given in Mgller (1998). He was
the first to apply the risk-minimizing hedging strategy to unit-linked life insur-
ance contracts. He considered a risky asset that followed a Brownian motion
and a single premium contract with only a pure endowment and with a term
insurance for which all the payments were deferred to maturity of the contract.
To be able to hedge intermediate payments, Mgller (2001) extended the theory
of risk-minimizing hedging strategies. He determined the hedging strategy in
the concrete case of a geometric Brownian motion, but the proof is more gen-
eral because it holds for every risky asset which is a local martingale.

In fact in Moller (1998), the Brownian motion is only a semimartingale un-
der the original measure, but we know already that it suffices to determine the
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risk-minimizing hedging strategy under the minimal martingale measure when
the price process of the risky asset is continuous. Indeed, for the continuous
case the locally risk-minimizing hedging strategy under the original measure is
equivalent to the risk-minimizing hedging strategy under the minimal martin-
gale measure.

Riesner (2006a) wanted to extend the theory of Mgller (1998) to the case of
a geometric Lévy process. Unfortunately, the equivalence does no longer hold
because of the discontinuity of the Lévy process. In Vandaele and Vanmaele
(2008b) a correction is given based on Colwell and Elliott (1993) (see Chapter
7), who were the first to show how one can determine the Follmer-Schweizer
decomposition and the related locally risk-minimizing hedging strategy for a
contingent claim when the underlying asset follows a Markov diffusion process
with jumps.

Furthermore, the locally risk-minimizing hedging strategy for payment pro-
cesses is defined in Schweizer (2008) and Riesner (2007). In Chapter 7 we
will also discuss this last article. We remark that a more detailed version of the
articles of Riesner can be found in Riesner (2006b).

Colwell et al. (2007) applied the locally risk-minimizing hedging strategy for
index tracking. In Di Masi et al. (1994) various applications of locally risk-
minimizing hedging strategies are given for stochastic volatility models. Using
the same model for the underlying risky asset, Heath et al. (2001a and 2001b)
compared the mean-variance hedging to the locally risk-minimizing strategy
theoretically and numerically.

The risk-minimizing hedging strategy under restricted information is investi-
gated by Di Masi et al. (1995) and Schweizer (1993). The application to
stochastic volatility models is studied by Fisher et al. (1999). The extension
of this application to the case of semimartingales is investigated by Frey and
Runggaldier (1999).

Biagini and Pratelli (1999) proved the invariance under a change of measure
of the locally risk-minimizing hedging strategy. Biagini and Cretarola (2007,
2006, 2009) determine the locally risk-minimizing hedging strategy for default-
able claims when the risky asset follows a Brownian motion, see also Cretarola
(2007). Becchere and Mulinacci (1999) searched for the locally risk-minimizing
hedging strategy to hedge American options in Merton’s model.

In Mercurio and Vorst (1997) and in Lamberton et al. (1998), the locally risk-
minimizing hedging strategy is defined in discrete time when transaction costs
are taken into account.

Concerning risk-minimization Barbarin (2008a) studies the asset allocation prob-
lem of pure endowment and annuity portfolios when some longevity bonds are
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available for trading. In a non-life insurance setting with inflation and interest
rate risk the risk-minimizing hedging strategy is calculated in Barbarin (2009).
In Barbarin (2008b) the risk-minimizing hedging strategy is determined for life
insurance contracts with a surrender option. We will make the obtained pro-
cesses more concrete in Chapter 6.

4.3 Multidimensional local risk-minimization

In Schweizer (2001) it is mentioned that the extension of the locally risk-
minimizing hedging strategy to the multidimensional case will be presented
elsewhere. But finally it was never published until Schweizer (2008). In the
meantime we had worked out the extension as part of this PhD research. In
Schweizer (2008) the assumptions made in (A1)-(A3) are relaxed and the re-
sults are extended to payment streams. At the end of this section we will come
back to the results of Schweizer. First we will give the proof we constructed
based on Schweizer (1990, 1991).

Assume X is a d-dimensional special semimartingale having the decomposition
X = Xo+ M + B, with M a d-dimensional square-integrable martingale with
My = 0 and B a d-dimensional predictable process of finite variation. Since
M is assumed to be square-integrable, we can introduce the d x d-dimensional
variance process (M) with respect to P with components (M?, M7). The sum of
all the components (M*, M%), i =1,...,d is given by

(M)= > (M',M").

i€{1,d}

As was done in the one-dimensional case, we can link a product measure Py, =
P x (M) and a related expectation F); with the process (M) on the product
space Q := Q x [0, 7).

We first give the extensions of the definitions of trading strategy, Definition
4.1.6, cost process, Definition 4.1.3, and small perturbation, Definition 4.1.7, to
the multidimensional case. We remark that because the cost process is a one-
dimensional process the formula (4.2) of the risk process remains unchanged.

Definition 4.3.1. A trading strategy  contains d-+1 processes (¢1,... ¢4 n) =
(&, ... &2 m)o<i< satisfying the following conditions:
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&= (&', ...,¢% is predictable,

e The process ¢- X is a semimartingale of class S?(P), see page 30, meaning
that

T T
E[/O éud<M>u£u+(/0 €LdB,|)?] < oc.

e 7 is adapted,

V = ¢’X + n has right-continuous paths and satisfies V; € L?(P), 0 <t <
T.

Definition 4.3.2. The cost process is the right-continuous square-integrable
process C(y) defined by

t
Cil) = Vilp) - / ¢dx,. 4.4)

Definition 4.3.3. A trading strategy A = (6',...,0%¢) is called a small per-
turbation if it satisfies the following conditions:

§ = (6,...,0%) is bounded,

J|8.,dB,,| is bounded, hence [ |8,dB,| € L>(P).

(6 - M) is bounded.

L] 5T:5T:0-

It is important to understand that we will be able to leave out the condition
that F[K7] < 400 due to the third assumption. This means that by restricting
the class of small perturbations, we can extend the class of semimartingales for
which we are able to determine the LRM hedging strategy.

The partitions, the mesh and the small perturbation on the subinterval are com-
pletely analogously defined as in the one-dimensional case. Furthermore a par-
tition 7 induces the following o-algebras:

B IZO'({DO X {0},DL X (t,’_l,ti] | Dy € Fo,t; €1,D; € fti}), (4.5)
P I:U({DO X {0},Di_1 X (ti—lati] | Dy € Fo,t; €m,D;_1 € ‘7:751'71})- (4.6)

Therefore
P=0c(Us,P™). 4.7)
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Definition 4.3.4. Let ¢ be a trading strategy, A a small perturbation and 7 a
partition of [0, T|. The R-quotient is defined as

Rti ((P +A (ti-,ti+1]) - Rtl(%’)
E[(M)tiJrl - (M)tz |]:tl}

TT[QD,A](w,t) = Z

titit1€T

(@)t (). (4.8)

The strategy ¢ is then locally risk-minimizing if liminfr™[p, A] > 0 Py-

a.e. for every small perturbation A and every increasing 0-convergent sequence
(1) of partitions of [0, T] tending to the identity.

We remark that where we used in the one-dimensional case the process (M) in
the R-quotient, we now use the one-dimensional process (A/) instead. To be
sure the denominator in (4.8) is not zero, we need the following assumption

(A1) For P-almost all w, the measure on [0, 7] induced by (M )(w) has the whole
interval [0, 7] as its support. This is equivalent with the assumption that
(M)(w) is strictly increasing P-a.s..

The lemmas and proofs given here are inspired by the proofs given in Schweizer
(1990, 1991).

Lemma 4.3.5. Assume that the special semimartingale X satisfies condition (A1).
If a trading strategy is locally risk-minimizing, then it is also mean-self-financing.

Proof. The proof is given by a reductio ad absurdum. Assume that the trading
strategy ¢ is not mean-self-financing, then we can construct a new mean-self-
financing strategy ¢ with a risk process smaller than the risk process of the
strategy  in at least a small subinterval of [0,T] and with the same amount in
the portfolio at time 7. So this means that the trading strategy ¢ is not locally
risk-minimizing.

The new strategy ¢ = (£, 1) is defined as follows for all ¢ € [0, T):

& =&, 4.9
T t
in =E[Vr(g) - /0 €LdX, | F)] + /O €LdX, — X,

t
—E[Cr(¢)| i + / €LdX, — £X,. 4.10)
0
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This means that

t
Vi(@) = EX, + i = E[Cr(0)|F] + / ¢.dX,. @.11)
0

The vector A = ¢ — p := (0, ¢), linked with this new portfolio, is given by

T t
G — & — 1) = (0. E[Vir() — / €LdX | F] + / €LdX, — Vi)

and so the conditions of a small perturbation are satisfied, because § = 0 and
er = 0. Now we will prove that the strategy ¢ is mean-self-financing, admissible
and that the risk process is smaller than the risk process of ¢.

o Vr (o) =Vr(p)

It follows from (4.11) that

T T
Vi(@) =E[Vir(p) - / €LdX | Fr] + / € Xy = V(o)

and so also C7(¢) = Cr(p) in view of (4.4) and (4.9).

e The strategy ¢ is mean-self-financing. Using (4.11), (4.9) and the equality
between Cr(p) and Cr(p):

Ci(p) =

t t t
— | &dx, = E[C Fi ndX, — WXy
/05u Cr()| t]+/0£ /05

:E[CT(@‘}-J

e Using the martingale property of the cost process for ¢, we can easily
prove that the risk process of the strategy ¢ is smaller or equal than the
risk process of the strategy ¢:

Ry(p) =E[(Cr(@) — Cs(9))?|F]
=E[(Cr(9) — Cs(p) + Cs(p) = Cs())?| F]
=E[(Cr(p) — Cs(9))?1Fs] + (Cs(p) — Cs(9))?
+2E[(Cr(9) — Cs(0)IFs](Cs(p) — Cs(9))
=Ry (p) + (Cs(p) — Cs(9))* = 2(Cs(p) — Cs(2))?
=R () — (Cs(p) — Cs(9))?
<Ry(p).
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We assumed that the strategy ¢ is not mean-self-financing, so there exist a
5 € [0,T] and a set B of positive probability for which C;(¢)(w) # Cs(¥)(w)
for all w € B. Because of the right-continuity of the risk process, they will be
different from each other in a closed interval [$,d(w)] around § for all w € B
and so Ry (¢)(w) < Ri(p)(w) forall k € [§,d(w)] and w € B.

This means that ¢ is not locally risk-minimizing because 1inm ioréf e, 8l(w, t) <

0 for any ¢ in the (3, d(w)) and any w € B and therefore lim inf r™ [, §](w, t) > 0
no longer holds P;-a.e.. O

Therefore if we search an H-admissible locally risk-minimizing hedging strat-
egy ¢, it is certainly mean-self-financing. We show now that we find the locally
risk-minimizing hedging strategy by only varying the &-component using the
fact that this optimal strategy should be mean-self-financing.

Since the cost process C(y) is a martingale with terminal value

T
Cr(p) = H—/ &dx, P-as.,
0

the cost process and hence also ¢, is uniquely determined by £. This means we
can write C'(§) and R(¢) instead of C'(¢) and R(¢p).

We now show that also for the perturbations it is sufficient to vary only the
number of risky assets. We take a small perturbation A = (§,¢) and a partition
7 of [0,7]. For at; € 7, we compare the H-admissible strategy ¢ + Al ¢,,,]
with the H-admissible mean-self-financing strategy associated with £+d|, 4. ,]-
The latter strategy can be constructed from the strategy ¢ + Ay, +,,,) as done in
Lemma 4.3.5 and hence the amount of risky assets is the same as in the strategy
©+ A (tistita]®

The strategies ¢ 4 Al ¢,,,) and & + 0], +,,,) are both H-admissible and have
the same {-component, 5o Cr (¢ + Al, 1,.1]) = C7(§ + 0|4, ,t0111)-

The cost process of the strategy ¢ + A, s, ,] at time t; is Cy, () + &;,. To
calculate the cost process at time t; of £ + 6|, +,.,], we use the fact that this
strategy and the original strategy ¢ are mean-self-financing and that M = X —
Xo — B is a P-martingale:

Cti (g +6 (ti,ti+1]) :E[CT(g +0

(tiyti+1])|ftz}

T tiy1
CE[Vr(E + 8l0,00,01) — / €Ldx, / 50X, | F,]
0 t;

T tir1
bl - [ gax. - [ saxF
0 ti
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tit1
—E[Cr(p) - / 54X, | F,]
t

tit1
—~Cule) - B[ 8,dBIF]
t;

So we have the following equality between the cost processes:

OT((p +A (ti,ti+1]) - sz‘ (90 +A

(ti7t1+1])

tit1
(ti1ti+1]) — (e, + E[/ (%dBul]:ti])’
tv

i

=Cr(€+9¢

(ti,ti+1]) - Cti (5 +6

and for the associated risk process we find

tit1
Rtm (90 + A|(ti7ti+1]) = qu (6 + 5|(ti,ti+1]) + (Eti + E[/ 51/;dB"|‘Ft1,])27 (412)
t;
because the strategy £ + d|¢, +,,,] is mean-self-financing. Equation (4.12) holds
for every t; in the partition 7, so the risk quotient, defined in Definition 4.3.4 is

(er, + B[} 8,dB.|F,])?

e, Al =1r7[€, 8] + E[(M) — (M), |F.] ]]‘(ti,ti+1]'

t, €T

(4.13)

tit1

To be able to define how a locally risk-minimizing hedging strategy will look
like, we need to impose some extra conditions on the semimartingale X:

(A2’) B is continuous.

(A3) B is absolutely continuous with respect to (M): there exists an R%-valued,
predictable process A such that for every i = 1,...,d: dB* = \-d{(M, M?).
Furthermore we also assume that the MVT process K is finite. Hence the
structure condition, see Definition 2.2.17, is satisfied.

From Proposition 2.2.20 it follows that there exists a predictable d x d-matrix D
such that (M* MJ) = X% . A. This implies that

d d
d(M) =Y " d(M') = "S"dA,

and (M, M7) can be rewritten as

S g
— = d(M) = Gd(M). (4.14)

d(M*, M7y =59 dA = —
Z it
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Hence ¢ = ZC’L is a symmetric positive semi-definite d x d-matrix.

4, Sii
We define the following processes as in Schweizer (1990):
|Cti - Cti—l ‘p
@QplC, B, 7](w,1) 32; W(W)ﬂ(ti_l,ti](t)a (4.15)
5 E[|Cy, — Cy, P| T, ]
C, B, 7|(w,t) := - - (W)L, (). (4.16)
Q0. Borllont) = 3 = T s ®)

These processes are used in Lemma 2.1 of the paper of Schweizer (1990), which
we repeat here. We do not have to adapt the theorem to more dimensions,
because it will only be used for one-dimensional processes.

Lemma 4.3.6 (See Schweizer (1990)). Let 1 < r < p and assume that C' is
continuous and has integrable r-variation, in the sense that E[(Var(C)r)"] < 4oc.
Then

lim Q,[C, B,7,] =0 Pg-a.e.

If in addition
sup Q,[C, B, 1,] € L'(Pp)

and C is constant over any interval on which B is constant, then
lim Q,[C,B,7,] =0 Pg-ae.
We need this result in the following proof.
Lemma 4.3.7.
I, 0B |Fu)
E[(M)y,,, — (M)o|F,] et

Jim, 2 =0

tiETn fit

Proof. This means that using the process defined in formula (4.16), we have to
prove that .
lim Q2[5 . B7 (M), Tn] =0 PM-a.e..

n—0oo

We remark that ¢ - B and (M) are one-dimensional processes and so we can use
Lemma 4.3.6.



4.3 Multidimensional local risk-minimization 87

Assumption (A2’) guarantees that the process B is continuous and so ¢ - B
is also continuous.

0 - B is of integrable 1-variation, due to the definition of a small perturba-
tion and the fact that an increasing process is of integrable variation if it
is integrable.

Assumption (Al’) guarantees that (M) is strictly increasing and hence is
never constant on the interval [0, 7.

This means it remains to prove that

sup Q2[0 - B, (M), 1,] € Ll(PM). “4.17)

In the next calculation we utilize in the first step that 7,, is a partition
of [0, 7], while in the third step we use the fact that B/ = X\ - (M, M7)
by assumption (A3") and the relationship between (M?, M7) and (M) in
(4.14).

Q2[0 - B, (M), 1]
= Q8- B,(M),m] 3 '/ 5B s,
ti€Th
|Z] 1 t7 71| T
< i—1 ]l ) . 6/ dBu
a t;n (M)tz - (M)ti,l (t’*l’t‘]/o ‘ u |
d ts g
_ | 2hs=1 Joi s ‘%/\ﬁaﬁjd(M)“']l LB
- tEZT (M), — (M)y,_, (tiza,t |6;,dB|

T
< Ey[|6/5]|B™] / 16,dB,| 4.18)
0

because due to (4.5) we know:

MH(FI&)‘”BTH] = 1 i—1,ti
t;ETh E[(M)t - (M)ti—l |‘7:t1] (s tal
|5’ Fu (M),
— Z (M) ]l(ti—l,ti]'
ti€Th ti—1

Combining the boundedness condition on

T T
/ 16,dB, | = / 16,5 Ald(M),
0 0
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assumed in Definition 4.3.3 of a small perturbation with the assumption
that (M) is strictly increasing implies the boundedness of [6’GA|. There-
fore also F/[0’cA\|B™] will be bounded by a constant uniformly in n. The
boundedness of the second factor follows again from Definition 4.3.3.
Therefore Qs[4 - B, (M), 7,,] is uniformly bounded in n.

We can conclude that

sup Q2[0 - B, (M), 1,] € L*(Pyy).

and by Lemma 4.3.6, (4.17) is satisfied. O

We remark that we no longer used that E[Kr| < +oo nor the condition of the
form (A3) in the previous proofs, while these conditions were still necessary in
Schweizer (2001). They are removed here by relying more on the conditions
given by the definition of the small perturbation.

Lemma 4.3.8. Assume that the special semimartingale X satisfies the assump-
tions (A1)-(A3’). Let the contingent claim H belong to the class L*(P) and ¢ =
(&,m) an H-admissible trading strategy. The strategy o is locally risk-minimizing
if and only if ¢ is mean-self-financing and 1171{2 ioréf r™[£,8] > 0 Py-a.e. for every
bounded predictable process 0 satisfying the conditions of a small perturbation and
for every increasing 0-convergent sequence (7,,) of partitions of [0, T).

Proof. From Lemma 4.3.5, we know that ¢ is certainly mean-self-financing.

If r™[&,0] > 0 Py-almost everywhere for processes § and sequences (7,,) as
defined in this lemma then from (4.13) we know 7 [¢, A] > 0 and therefore the
strategy is locally risk-minimizing.

If ¢ is locally risk-minimizing then the strategy is certainly mean-self-financing
and we proved that it is sufficient to vary only £. Hence we can choose ¢ = 0.
Using Lemma 4.3.7, the second term in the right-hand side of equation (4.13)
goes to zero when taking the limit and so linm i£f r™[£, 0] > 0 Pys-a.e. for every

small perturbation ¢ and every increasing 0-convergent sequence 7,, of parti-
tions of [0, T']. Thus v~ [, §] > 0 Pys-almost everywhere. O

This means that the number of risky assets ¢ is determined by Definition 4.3.4,
which puts a condition on the risk quotient (4.8), while the amount invested
in the riskless asset is determined using the fact that a locally risk-minimizing
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hedging strategy is mean-self-financing. We try now to give an other interpre-
tation to the condition put on the risk quotient in terms of the cost process.

Lemma 4.3.9. Assume that the special semimartingale X satisfies the assump-
tions (A1)-(A3’). Let H be a contingent claim and ¢ an H-admissible trading
strategy.

The strategy o is locally risk-minimizing if and only if ¢ is mean-self-financing and
the martingale C(yp) is orthogonal to M.

Proof. Using Lemma 4.3.8, we only have to prove that the condition

liminfr™[£,6] > 0

n—oo

is equivalent with the fact that the cost process associated with ¢ is orthogonal
to the martingale part M of the risky asset, given the fact that the strategy is
mean-self-financing. Hence we may assume that the cost process is a martingale
which has a Galtchouk-Kunita-Watanabe decomposition:

T
Cr = C +/ 1l dM, + L, (4.19)
0

with L orthogonal to M. We start by looking at the consequences of perturba-
tions on small intervals. The process C;(d, 7,, %) is the associated cost process of
the mean-self-financing strategy ¢ + 6|, _, +.-

Co(6, 70 7) =E[Cr(8, 70, )| o) = E[H — /sudX / 5 dX | F]

—E/ 5;qu|]—'t].
ti—1

We now calculate the risk quotient associated with this perturbation:

t;

ti—1

tit1 tit1
Cr(8,7myi 4+ 1) — Co, (6,7, + 1) =Co — C — / 5 dM, — 5 dB,
t

i ti

tit1
+FE [/ 6,deBu|fti} .
t;
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Hence by raising to the square:

(C(6,Tnyi 4+ 1) = Cy, (6, Tnyi +1))2 — (Cp — Cy,)?

tig1 2 tit1 2 tit1
= (/ 5;dMu> + (/ 5;dBu> + (E U 6;dBuftiD
t; t t;

i

tit1 tig1 tit1
—oCr—C) </ 5 dM, + / 5 dB. — E[/ %dBufti])
ti t; t;

i i

Lit1 tit1 ti1
+ 2/ Sl dM, </ 8! dB, — E[/ 5;dBu|ft,;}>
ti t; t;

i i i

tit1 tita1
—9 / 5 dB,E [ / 6;dBu|}'ti] (4.20)

ti t;

2

Assume that K is a martingale under P and that the integral fttf“ aydF, is
F,.,-measurable, then by the towerlaw we obtain that

tig1 tit1
E[(KT - Ktz)/ audHU|]:tJ :E[E[(KT - Ktz)/ audHU"thJrlefz]
t t

i i

tit1
—BE[(Kr — K,)|Fo] / audH,| 7,

tq

tita
:E[(KtH»l - Ktb)/t audHulfti]~ (4.21)

i

In the next calculation we use equation 1.4.6 of Jacod and Shiryaev (2002)
which states that E(MrN7) = E({(M, N)r) + E(MyNy) for every M, N € H>.
Taking the expectation given the information until time ¢; of (4.20) and using
(4.21), the martingale property of the cost process of the strategy  and of the
martingale M, we get:

Rti (SD + 6|(ti,ti+1)) - Rti (90)

tit1
—E { / 5;d<M>,u6u|]-"ti] +E
ti

tit1 2
+ (E [ / 6;dBu|.7-'t,iD
t;

tig1 tit1
_9R [(CT - ) (/ 5! dM, +/ 57’LdBu> |fti:|
ts t;

i

tiv1 2
( / 5;dBu> w]
ti
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+2E[Cr — Cy,

tir1
JE| / 5,dB.| 7.
t

i

tit1 tita
+2F [ / 5 dM, 6;dBu|}‘tl}
tq

t;

tit1 tit1 tiy1 2
—2F [/ 5;dMu|]-'ti] E [/ 5;dBu|J-'ti} —2 (E {/ 5;dBu|]-'ti]>
t; t; t;

i i

tit1 tita
=F {/ 6;d<M>u6u|]-'ti} + Var [/ 5;dBu|fti}
t; t;

i

tiy1 tit1
—2F {(CtH] — Cti)/ 5;dMu|-7:t,-] —2F {(CtH] — Oti)/ 5;dBu|-7:tl}
t t

7 7

tit1 tit1
+2F [ / 8/ dM, / 5;dBu|}'ti} .
t; t;

i

Because of equation (4.19), we know that Cy,,, — Cy, = ft b dMy 4+ Ly, —
L;,. Using the orthogonality of L and M, the difference of the risk processes
can be written as

Rti (‘P +90 (ti,ti+1)) - Rt{, (4,0)

ti+1 ti+1
=F {/ 5:Ld<M>u5ufti} + Var [/ 51/LdBu|ft,;:|
ti t;

tit1
~op| [ ot
t;

tig1 tit1
+2E K / §.dM, — (Ci,, — cti)) / 6;dBu]-‘ti] .
ti t

i

So the risk quotient for this perturbation is

j;“'l O d{M) 6y |Fz,]
"69= ¥ B
t;CTn tit1
EL[1 6 d(M )| F,
2y ;. (M) | F,] e
tiE€Tn E[(M)ti+1 - (M)t1|'7:t1]

tit1
N Z Var[fti+ 8! dBy|F,] "
CE[(M)y,,, — (M), [F,] ]
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[l sl dM, — (C

. 1 — Cti)) tii+l 8! dBy|Fy,]
E[(M)

T, 1.
— (M), |F,] (tistita]
(4.22)

+2 ) E[<

ti€Tn bita

From Lemma 4.3.7, we know that

Var[ :,;Jrl J;LdBu‘ftl]

1. 4 =0.
E[(M)s,,, — (M), |F,]~ Coten]

Jim

i€, bita

We rewrite the last term in equation (4.22), based on the martingale property
of the cost process and the martingale part M of the risky asset X:

E[(fttlul §;dMu - (Ctiﬂ — Cti)) tt,-Hl 6;dBu)|-7:ti]
E[(M)tlurl - (M)m |ft,] (tistiya]

B Z COV[fttiH-l (%dMu — (CtiJrl _ Cti)7j;§tii+1 6;1,dBu|]:ti]
- E[(M)y, ., — (M), |F,] (tistiga]

ti €Ty i+1

Using the fact that Cov(X,Y) < Var(X)'/?Var(Y")'/? by the Cauchy-Schwarz
inequality, we find

E[([/*" 8,dMy — (Cr,y, — Cr,)) [/ 6,dB,)|Fy]

2 - 1o .

ti€Tn E[(M)¢,,, — (M),|F,] (s tisn]
Var| :‘“ 8 dB,|Fy,] 1/2

) (tize% E[(M),,, — (M), | F,] (ti7ti+1]>

t

( Z Var[ft:+1 6;LdMu - (Cti+1 - qu)

El(M)t;,, — (M), F.]

f } 1/2
t;
]l(ti;ti+1]> (4.23)

i€ i+l

The first factor will go to zero when n goes to infinity. It remains to prove that
the second factor is bounded in n Pj;-almost everywhere. Using the fact that
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—2E[AB] < E[A?] + E[B?], because 0 < E[(A + B)?] we obtain

tit1
Var[/ 51/,LdMu - (Ct7:+1 - Ot1)|ftq]
t

i

tit1
= E[(/t 54/JdMU - (Cti+1 - Ctl))2|ft1]

i

tita1
—Bl[ " )8+ (Cr — PN
t

i

tit1
- ZE[/ 61/,LdMu(Oti+1 - Ctz)‘FL]
t

i

tit1
< 2] / 8, d(M)8, + (Cor,, — Co )2 F]
t

i

ti+1 t7‘,+1
< oF| / d(5- M), + / d(CY|Fr).
t t

93

Due to Definition 4.3.3 of a small perturbation, the first term is bounded and
because C is assumed to be a square-integrable martingale the second term is

finite. When we divide each term by E[(M)

tirs — (M)4,|F,] and take the sum

over all ¢; we obtain a non-negative (Py;, P™ )-supermartingale (a process X is
a P-supermartingale on the filtration F if X, > E[X,|F;] for every s < t) due
to the fact that the angle bracket process is a concave function together with
Jensen’s inequality. Hence the second factor in (4.23) is bounded in n Py;-a.e..

So taking the limit for n to infinity, the equation (4.8) goes to:

E[[1F 8 d(M) 6, | F,
lim 7™ [€,6] = lim > Us W) ubul ]

e e tiETn E[(M)twrl - (M)Llftl] (t“tHl]

B[, 60,d(M) pu| Fr,]
—2 lim L 1
n—»ootezﬂ E[(M)y,,,

ft o, 5ud( )u(5 - 2Mu)|}-ti]

— (M), 7]t

= Jim

ti€Tn M) bivr ( )
= lim E]y[[é;&uéu 20, UuﬂU|PT”]

Ti.]

=0,,040u — 20,0 b,
due to the predictability of §/,5,,6,, — 20,5, 4., and (4.7).

(4.24)

The cost process C' is orthogonal to M if and only if x = 0, then it is obvious
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from (4.24) that liminf r™[¢, ] > 0.

For the reverse: choose ¢* = ¢ sign{zj sy L{( S, N MV S, oM (M) <K
because with this choice § satisfies the conditions needed for a small perturba-
tion. Furthermore the first term in (4.24) is certainly non-negative because ¢ is
positive semi-definite and contains the factor 2. The second term gets the sign
of e.

Let ¢ — 0 and K — oo, then )7, "y should be equal to zero otherwise
hnni iorolf r™[¢, 0] would be negative. Hence also p/op = 0 in the limit and again

from the fact that & is positive semi-definite, this means that y = 0. Thus the
cost process C' is orthogonal to the martingale part M, see (4.19). O

Schweizer (2008) extended this result in several ways. First of all the condi-
tion that M should be a square-integrable martingale is weakened to a locally
square-integrable martingale. Further, he developed the locally risk-minimizing
hedging strategy for payment streams instead of contingent claims. Also the
basic criterion to obtain a locally risk-minimizing hedging strategy is adjusted,
such that the process (M) should no longer be strictly increasing. The new
criterion which replaces (4.8) is:

T Rt1(<p+A‘ irti 1)_th‘(50)
r [907 A] (wvt) = Z E[Dt « i_b]t -7:15] (w)]l(ti,twl](t)'
ti,tig1€T ? z

i1
with D a bounded strictly increasing, predictable process null at 0 such that
(M, M7) < D. Hence in Schweizer (2008) the following proposition is proved:

Proposition 4.3.10. Suppose the R%-valued semimartingale X satisfies the struc-
ture condition (SC) and the finite variation process B is continuous. Then a pay-
ment stream H admits a LRM L?-strategy ¢ if and only if Hy admits a FS decom-
position with triplet (Hy, 957, LH7). In that case ¢ = (£,7) is given by

g=0"7, p=vHr —gHr. x
with

t
vir = g +/ 0T dX, + LFT — H, 0<t<T.
0

and Cy(y) = HY + LI

Combining this theorem with Theorem 3.1.7, we obtain the following existence
result for the LRM hedging strategy:
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Theorem 4.3.11. Suppose X is an R%-valued special semimartingale satisfying
the SC and which finite variation part B is continuous. If also & is regular and sat-
isfies (R2) then the LRM hedging strategy and the FS decomposition exist, and the
L2-strategy in which we have to invest can be derived from the FS decomposition.

We remark that if K is assumed to be bounded, then by Proposition 3.7 of
Choulli et al. (1998) € is regular and satisfies (R3). Hence in literature this con-
dition is often used in order to obtain easily sufficient conditions to guarantee
the existence of the FS decomposition.

4.4 Determination of the LRM strategy

The procedure is based on the proof of Theorem 5.5 of Choulli et al. (1998). We
denote by H the payment process for which we want to determine the hedging
strategy.

(1) The value of the portfolio at time ¢ is given by the £(N)-martingale Y with
Yr = Hrp. The existence and the form of this Y is given by Proposition
3.12 (iii) of Choulli et al. (1998):

E[HT&p|F,
}/t = % on {t S [T’I’L7Tn+1[})
<
with T,, as in Definition 3.1.2. If the Girsanov density Z describing the
change of measure to the minimal martingale measure never vanishes
then the sequence 7,, reduces to the sequence {0,7'}. This simplifies the
expression of Y:

_ E[HZp|F]

Y= —— = EQ[H|F) on {t € [0,T[}. (4.25)
t

Hence Y is not only an £ (J\~f )-martingale but even a true Q-martingale.

(2) Due to Remark 2.3.3 we know that we can decompose the @-martingale
YasfollowsY =Yy +I - (I,N)=Yo+&- X+ L,withlI =¢- M+ L
the GKW decomposition of the P-martingale I. Furthermore (I, N) is
the finite variation part of the Q-martingale Y under P. In the setting



Q6 4 (Local) risk-minimization

described here the finite variation part is also continuous because (I, N) =
(&-M+ L,N)=-N¢- (M, M). Therefore the decomposition of ¥ in a
martingale part and a finite variation part is unique. This makes it easy to
identify the P-martingale part I of Y.

(3) The problem of finding the FS decomposition of H is now reduced to
the determination of the GKW decomposition of the P-martingale I =
&M + L. Hence by taking the angle bracket with respect to M, we easily
extract &:

<IaM>P = 5 <M5M>P
Hence we can write ¢ as a Radon-Nikodym derivative:
€ = (d(M, MYPY™d(I, M)T (4.26)

and the strategy at time ¢ is given by (&, n:) with n, = Y; — & X; — H;.
With the inverse we mean the pseudoinverse of Moore-Penrose, see Albert
(1972).

4.5 Illustration on stochastic volatility models

The technique described in Section 4.4 to determine the LRM hedging strategy is
here illustrated on the class of stochastic volatility models considered in Poulsen
et al. (2009). They apply a three step procedure introduced by El Karoui et al.
(1997): the market is completed, the hedging strategy is calculated in this com-
pleted market and then projected on the original market. In fact our procedure
is similar, in that the determination of the MMM is part of completing the mar-
ket. However our approach is more general because the approach of El Karoui
et al. (1997) is limited to Brownian motions. Furthermore we also know that
in the continuous setting the FS decomposition can easily be deducted from the
GKW decomposition. This will be shown explicitly on the example applied in
Poulsen et al. (2009).

The hedge is determined for European claims H(.S}.) when the underlying undis-
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counted risky asset follows a stochastic volatility model of the following form:
as*(t)

o —pdt + S* (¢ N1 = p2dW(t) + pdW2 ()],
dv () 2
Ty PV Ot +g(VE)AW(@),

with independent standard Brownian motions W' and W?2. We refer to Poulsen
et al. (2009) for an overview of the models contained in this class and for more
details concerning the functions/parameters 3, v, i, p, g and f.

With S we denote the discounted dynamics:

‘f(%) =(p —r)dt + S*(t NIV1 = p2dW'(t) + pdW?(t)).

The notation M is used for the martingale part of the risky asset S. We are in a
Markovian market model and we can easily determine the minimal martingale

measure Q: Z; = E[%\]—}] =E(=A- M); with

dM,; =S(t)S* V() [V/1 — p2dW(t) + pdW?(t)],
d(M, M)} =S(t)*S ()QVf( (t))dt
A = pT .
S(t)S*()* f2(V (1)

Therefore Z; = €[~ gty (V1 — p?dW1H(t) + pdW?(t))]. There exists a
function C(t, S*(t), V(t)) which equals e*T(T Y EQ[H(S*(T))|S*(t), V(t)]. Ap-
plying It6’s formula to this Q-martingale gives

dC(t, 8* (1), V() = Cs-d(S*)™Q(t) + Cy V (£)g(V (£))dW>C(t),  (4.27)

with W2€ the Q-Brownian motion originating from W2 and with (S*)™@ the
@-martingale part of S* with the following dynamics

d(S*)™Q(t) =8* (1) F(V (1) [/ — pPPAWQ(t) + pd W9 (1))

:S*<t><‘f§(§; Ep——

with W@ the Q-Brownian motion originating from W?. The angle bracket is
given by

d(S, 8)@ = S(1)2S (£)27 f2(V (1)) dt
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The number of risky assets invested in S originating from the GKW decomposi-
tion is then given by

o O Cs-d((57)™2. )P + Oy S (1)"S(t)o(V (D) F(V (D)V (2o
Q

(s, 5)2 d(s, 5)9

(4.28)

- (Co 4 pgnllaV10) g, ) 5540

Ve (v ()
Hence due to the deterministic short rate » the amount we have to invest in S*
equals:

VgV (®)
SOV ()

which is exactly the amount given by Poulsen et al. (2009).
Next, we determine the number of risky assets invested in .S under the original
measure P. The dynamics of the P-martingale part I of (4.27) are

dI(t) = Cs-d(S*)™ " (t) + CvV(t)g(V (¢))dW*(2),

Cs+p Cvy,

where d(5*)™ " (t) = 5 dM (t). Taking the P-angle bracket of M with I gives

d(I, M){" = Cs-d((8*)™F, M)} + CvV (t)g(V (1) d(W?, M){,

- i((t?dw’ M){ and d{W?, M)J" = S*(t)'S(8) (V (t))pd.

Therefore the units of stock for the LRM hedging strategy equal

ps d(IM)F VgVt . 180
b (M, M)] Sty f(v)) VS

which is exactly the number found from the determination of the GKW decom-
position, given in (4.28). This demonstrate again the equality between the
GKW decomposition under the MMM and the FS decomposition under the orig-
inal measure in the continuous case.

We remark that we can easily extend this model in several ways. We can add
for example jumps or use a vector to drive the stochastic volatility. We will not
do this explicitly for this setting, because all these stochastic volatility models
can be seen as a special case of non-traded assets, which we will investigate
in more detail in Chapter 9. Namely choose for S(!) the risky asset and for
(8@, ..., S(D) the (vector) of stochastic volatilities, furthermore as weights we
take the vector (1,0,...,0).

with d((S*)™F, M)}

= (Cs-+p



There are risks and costs to a
program of action. But they
are far less than the long-range
risks and costs of comfortable
inaction.

John F Kennedy (1917-1963)

Mean-variance
hedging

In a complete market every contingent claim H is attainable and hence can
be replicated by a self-financing strategy ¢ for which Vr(¢) = H. In an in-
complete market there are contingent claims which are non-attainable. For
these claims we can no longer insist on both conditions, but we need to relax
at least one of them. The locally risk-minimizing hedging strategy, see Chap-
ter 4, equals the contingent claim at maturity 7', but is not self-financing, only
mean-self-financing. The mean-variance hedging (MVH) strategy holds on to
the self-financing condition and tries to minimize the difference between the
contingent claim and the portfolio at maturity 7. If a strategy is self-financing
then intermediate costs or gains are avoided and only at the starting time 0 and
at time 7" an investment is necessary. This type of strategies are of the following
form at time ¢ € [0, T:

Vo + G:(©)

with © e.g. the class © described in (2.43), but also other choices are possible.
Often mean-variance hedging is called the global risk-minimizing hedging strat-
egy. This property of minimizing the risk globally is of course a big advantage
for this strategy, but it makes it also much harder to determine the strategy, as
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will be shown in the next section. In this chapter we will only give an overview
of the theory and applications concerning the MVH strategy. We will not add
any new results in this chapter, but we will apply the theory to find the MVH
strategy in the interest rate derivatives market, see Chapter 8.

The mean-variance hedging strategy is determined by projecting the square-
integrable contingent claim on the space R + G'r(©). This illustrate the impor-
tance of the possible closedness of e.g. the space Gr(©) in L?(P).

It was Bouleau and Lamberton (1989) who determined for the first time a self-
financing portfolio minimizing a quadratic criterion in case the underlying pro-
cess is a martingale and when it is a function of a Markov process. In a cor-
related Brownian motion setting, Duffie and Richardson (1991) searched for a
mean-variance hedging strategy for a claim, depending on one Brownian mo-
tion, when hedging is only allowed in the correlated other. An extension to
more general types of claims is given in Schweizer (1992).

We recall from Chapter 4 that the number of risky assets of the LRM hedging
strategy in the martingale case will be the same as for the MVH strategy. Assume
we have a square-integrable contingent claim H with GKW decomposition:

H = Hy+ (£ X)r + L, (5.1)

then the number of risky assets at time ¢ will equal &, while the amount of
riskless assets follows from the self-financing assumption.

In the next section we will investigate the development of the determination
of the MVH strategy. Afterwards we will give a short overview of the cases for
which an explicit formula for the optimal number of risky assets is available.

5.1 Determination of the MVH strategy

In some papers there appear different formulations for the mean-variance hedg-
ing problem. To avoid any confusion we repeat the optimization problem we
assume to work with: If H is a square-integrable and Fr-measurable random
variable, then the goal is to minimize over all ¢ € R and over all § € © the
following expectation:

T

min E[(H —c— [ 0,dX,)?]. (5.2)
0
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Remark that it is not always necessary to vary ¢, sometimes we will minimize
over @ for a fixed starting amount c. Until Gourieroux et al. (1998) the space ©
as defined in (2.43) was always chosen for ©.

5.1.1 Discrete time

We start with defining the discrete version of the MVT process:

(E[AX|Fi-1])®
Var[AX;|Fi_q]

Schél (1994) proved that when this ratio is deterministic then the optimiza-
tion problem has a solution for every fixed starting amount ¢ € R. Schweizer
(1995b) extended this result to bounded MVT processes for one-dimensional
processes, because if the MVT process is bounded then the space Gr(O) is
closed in L?(P) and therefore it is possible to determine the MVH strategy.
Schweizer also gives an explicit counterexample for which the MVT process is
not bounded and there is no solution to the optimization problem. Another ex-
tension of Schél (1994) to a non-deterministic ratio is given by Hipp (1993). An
application of Schweizer (1995b) to affine stochastic volatility models by using
Laplace transforms is given in Kallsen et al. (2009).

If we want to determine the optimal number ¢, then we first need to find the
variance-optimal martingale measure (VOMM) Q*, see Section 2.3.2.2, because

c=E9[H], (5.3)

if the MVH problem has a solution, see Proposition 2 in Schweizer (1996). This
result also holds for the continuous time case.

Another reference for the discrete time case is Melnikov and Nechaev (1999).
We will discuss this no further, because we want to concentrate on the continu-
ous time setting.

5.1.2 Continuous time

The first extensions to continuous time with © = © are due to Schweizer (1994)
and Monat and Stricker (1994, 1995). They assumed that the underlying pro-
cess is a special d-dimensional semimartingale for which the finite variation part
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of each component is absolutely continuous with respect to the angle bracket of
the respectively chosen martingale part. Hence they obtain the first relationship
of the structure condition (2.5). In Schweizer (1994) the extended MVT process
defined as

N t )\/

K= ——2——d(M))s

= T 0

with X as in (2.5), is assumed to be finite. This condition is called the extended
structure condition. If K is also deterministic and if the FS decomposition exists
then the MVH problem has the following solution:

At = =
—_ _(VH —c— ©dx, (5.4)
1+/\2A<M>t/\t( ¢ 0 : )

§t(c) =&+
with V¥ as defined in Chapter 4, namely equal to E?[H|F;] where Q is the
MMM and with £ the number of risky assets from the FS decomposition, see
Definition 3.1.1, of the contingent claim H. We remark that in the case of QLC
processes the extended MVT process equals the MVT process, see Definition
2.2.18.
The existence of the MVH strategy is closely linked with the closedness of the
space Gr(0). If the space G1(0) is closed then it is possible to uniquely project
a contingent claim H, belonging to L?(P) on the closed subspace G7(©). Monat
and Stricker (1994, 1995) reduced the condition to the uniformly boundedness
of the MVT process and no longer to the extended. This uniform boundedness
is sufficient but not necessary as is shown with a counterexample in Monat and
Stricker (1995).
In Section 2.3.2.2 we gave already some results concerning the existence of the
VOMM. We will add results concerning the closedness of G1(©). In later papers,
the problem of the closedness was avoided by changing the class of processes ©
to a class which is closed in L?(P) without any condition.
Delbaen et al. (1997) proved that in the case of a continuous semimartingale
such that there exists a locally square-integrable equivalent martingale measure,
the following assertions are equivalent:

e Gr(0)is closed in L?(Q, F, P).

e There is an equivalent local martingale measure that satisfies the reverse
Holder inequality, see Definition 3.1.4 with p = 2.

e The variance-optimal local martingale measure is equivalent to P and sat-
isfies the reverse Holder inequality with p = 2.



5.1 Determination of the MVH strategy 103

A simpler proof for the closedness of Gr(0) in case the MVT process is bounded
and continuous (hence X is QLC) is given in Pham et al. (1998).

For general semimartingales belonging to class of £-martingales sufficient con-
dition for G1(©) to be closed in L?(P) are given in Choulli et al. (1998).
Namely £(N) = £(—X - M) should be regular and has to satisfy the reverse
Holder inequality of order 2.

To determine the VOMM in the continuous time setting Schweizer (1996) de-
fined the adjustment process 3 as:

Definition 5.1.1. A process § € L(X) is called an adjustment process for X if
the process B€(5-X ) _ belongs to © and if the random variable Z* := £(—3-X)p
isin G7(O©)*. That is

E[Z*Gr(9)] =0 forallfec®.

Using this definition the VOMM is defined in the following way:

Proposition 5.1.2 (See Schweizer (1996)). Assume that the space Px(©), see
page 30, is non-empty. If § is an adjustment process for X, then Q* defined by:
dQ* zZ*

AP E[Z7]

is in Px (©) and variance-optimal.

The process (3 is characterized in the following theorem:

Theorem 5.1.3 (See Schweizer (1996)). Assume that the space Px (O), see page
30, is non-empty. Then there exists an adjustment process 3 for X if and only if
there exists a solution (3,U) € L(X) x S? to the backward stochastic differential
equation

dUt = —Ut_ﬁtht, UT = 7T(1) (55)

with Uy deterministic and m the projection in L?(P) on G(©)*. More precisely,
B € L(X) is an adjustment process for X if and only if U := £(3 - X) is in S? and
(8,U) solves (5.5).

The amount ¢ is also in the continuous time case determined by (5.3), see
Schweizer (1996). Concerning the optimization problem, Schweizer (1996)
gives the following proposition:
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Proposition 5.1.4 (See Schweizer (1996)). Assume that there exists an adjust-
ment process (3 for X. If (p, Z) € L(X) x 82 is a solution to

dZt = Ptht - Zt—ﬁthta ZT =H - 7T(H)

with Z, deterministic, then

t—

& =pr— Bile+ | €9adx,)
0

belongs to © for every c € R and is the solution to the optimization problem (5.2).

5.1.2.1 The case of a continuous underlying

In Theorem 2.3.11 we remarked already that if there exists at least one equiv-
alent local martingale measure with square-integrable density then in the con-
tinuous case the variance-optimal martingale measure is a probability measure
equivalent with the original measure P.

If X is continuous and the VOMM equals the MMM, the equation in feedback
form for the optimal number of risky assets is made more concrete by Pham
et al. (1998) in case the contingent claim H belongs to L*>*¢(P) with ¢ > 0 and
the MVT process is bounded:

€9 =g — L (Vo —c— /t £dx,), (5.6)
A 0
where .
Z; = EQ 25| F) = E[(Z3) +/O csdX, (5.7)
and ,
V; = EQ [H|F,] = Hy +/0 £dXs + LY (5.8)

the GKW decomposition of H under the VOMM which equals the MMM.
Rheinldnder and Schweizer (1997) no longer require that H belongs to
L?**¢(P) with € > 0 nor that the VOMM equals the MMM. They are still able
to prove the same result as Pham et al. (1998), but they project on the space
Gr(0) (hence without the constant ¢) under the following conditions:
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e X is continuous

e Gr(0) is closed in L?(P)

e DN L%(P) # () with D¢ as defined in (2.22)
o HeL*(P).

Up till now the solution is obtained as a correction of the number of risky assets
from the GKW decomposition of H under the VOMM. Another approach to find
the solution to the optimization problem is given by Gourieroux et al. (1998).
By a combination of a change of measure and a change of coordinates the orig-
inal optimization problem is transformed into a problem which can be directly
solved by the GKW decomposition. In fact a hedging numéraire is added as an
asset to trade in. This hedging numéraire and the VOMM is determined by Lau-
rent and Pham (1999) using dynamic programming methods. They illustrate it
on stochastic volatility examples.

We remark that Gourieroux et al. (1998) work with a larger space than ©,
namely © which contains all R%valued predictable X-integrable processes 6
such that § - X is a martingale under the VOMM and (6 - X )1 belongs to L?(P).
It was already proved by Delbaen and Schachermayer (1996a) that the space
Gr(©) is closed in L?(P).

In Gourieroux et al. (1998) the interest rate may be stochastic. A discussion
comparing the results of Rheinldnder and Schweizer (1997) and Gourieroux
et al. (1998) is included in Rheinldnder and Schweizer (1997).

Schweizer (2001) assumed that the d-dimensional continuous process X is such
that X* is locally square-integrable under the original measure P and then
proved that formula (5.6) still holds using the class O if D*NL2(P) # () and with
H a square-integrable claim. Furthermore he gives in that paper an overview
of the main theorems and papers until 2000 for the mean-variance hedging
strategy. Another paper which gives an overview until 2000 for the quadratic
hedging strategies is Pham (2000). Also in this paper the focus to describe the
VOMM and the MVH strategy is mainly on continuous processes.

An application to a specific setting of non-attainable claims, namely when the
contingent claim depends on two correlated assets, but there is only one avail-
able for hedging, is given by Kohlmann and Peisl (2000). They use the concept
of backward stochastic differential equations (BSDE) to find the optimal strat-
egy. A generalization of the setting of Kohlmann and Peisl (2000) to allow for
a stream of liabilities is given by Delong (2009). Lim (2004) uses BSDE, more
precisely stochastic Riccati equations to find the MVH strategy in case of a mul-
tidimensional Brownian motion for the underlying process. Analogous results
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to show how the mean-variance hedging problem can be seen and solved as
a linear-quadratic stochastic control problem are given by Bobrovnytska and
Schweizer (2004). Kohlmann and Xiong (2007) determines the strategy for a
defaultable option by using BSDE’s in a stochastic volatility model.

Biagini et al. (2000) determine the VOMM in case the underlying process fol-
lows a Brownian motion with stochastic volatility. They illustrate the technique
on examples in which the volatility process is continuous or may contain jumps.
For more general type of jump processes the VOMM and the MVH strategy is
calculated in Biagini and Guasoni (2002).

A theoretical and numerical comparison between the MVH and the LRM strat-
egy in the case of stochastic volatility models with continuous underlyings is
given in Heath et al. (2001a, 2001b).

For the continuous case we can conclude that if D¢ N L?(P) # (), then Delbaen
and Schachermayer (1996b) showed that the VOMM is an equivalent probabil-
ity measure and for every square-integrable contingent claim the MVH strategy
is given by (5.6) with ¢ = E®"[H] which is proved by Schweizer (2001).

The extension of the MVH strategy to the case that the underlying is discontin-
uous is reported in the next section.

5.1.2.2 More general processes for the underlying

Hubalek et al. (2006) is an extension of the preprint Hubalek and Krawczyk
(1998). They describe the MVH strategy in discrete and continuous time in
case the one-dimensional underlying process has stationary and independent
increments. Under the assumption of a deterministic MVT process they write
the contingent claim as a linear combination of exponential payoffs, which is
possible by using the inverse Laplace transform and hence they obtain explicit
strategies. We extend this approach to time-inhomogeneous Lévy processes in
Chapter 8.

The MVH portfolio is determined in terms of Malliavin derivatives by Benth
et al. (2003) in the case of a d-dimensional Lévy process with independent
components.

Under additional assumptions, Arai (2005a) extended the results of Rheinlander
and Schweizer (1997) and Gourieroux et al. (1998) to the discontinuous case.
The additional assumptions are mainly related to the VOMM:

e VOMM exists as an equivalent probability measure;
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e The density process Z* linked with the change of measure to the VOMM
satiesfies (Rz), see Definition 3.1.4;

e JC: ZX < (CZ.

Under these assumptions the optimal number of risky assets equals

t—

€9 =6 - (Ve e [ gax,), (5.9)
Z} 0

with Z* as in (5.7) and V, ¢ asin (5.8).

Arai (2005a) claims that the decomposition in (5.8) is not for sure a GKW de-
composition. We agree on this point, but disagree with the way he proves it. He
assumes that if Z* X L is not a Q*-local martingale then [X, [Z*, L]] is not a Q*-
local martingale or equivalently [X, [Z*, L]] is a Q*-local martingale if Z* X L is
a @*-local martingale. By the product rule we find

Z*XL=2% - (XL)+ (XL)_- 2"+ (2", XL],
where
XL=X_-L+L_ -X+[X,I] (5.10)
7" =2;+(-X (5.11)
and hence

Z*XL=2" (XL)+ (XL)_-Z*+X_-[Z*, L)+ L_-[Z*,X]+ [2*,[X, L]].
(5.12)

We know that Z* and X are Q*-local martingales. Since L is a R-local martin-
gale (see Arai (2005a) for the definition of the measure R), LZ* and in view of
(5.11) also LX is a Q*-local martingale. For LX this also follows from the fact

and hence that LX = LY Z* is a Q*-local

that L is R-orthogonal to Y = =
martingale. However this does not imply that [Z*, L] is a Q*-local martingale
unless L is also a Q*-local martingale. An assumption that is made in Arai
(2005a) but which is not underpinned. According to us one can only prove that
in his setting L is a Q*-semimartingale. In the same way Arai (2005a) also uses
that [L, X] is a Q*-local martingale which is equivalent to assuming that L is a
Q*-local martingale according to (5.10).
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Let’s assume that L or equivalently that [L, X] or [L, Z*], is a Q*-local martin-
gale then by (5.12) Z* X L is a Q*-local martingale if and only if L_ - [Z*, X] +
[Z*,[X,L]] is a Q*-local martingale. However L_ - [Z*, X] has finite variation
and is not a @Q*-local martingale. Hence the Q*-local martingale property of
Z*X L does not follow from the fact that [X,[Z*, L]] is a Q*-local martingale.
We prove the possible non-orthogonality of N to X under Q* in the following
way:

[X,N]=Z*"-[X,L]+[X,[Z*, L)) = Z* - [X,L] + (AX - [Z*, L))

due to Properties 2.2.15(1). This proves that [X, N] is a Q*-local martingale
if [X, L] (and hence also [Z*, L]) is a Q*-local martingale and this will only be
true if and only if L is a Q*-local martingale by (5.10).

Arai (2005b) looked in more detail for sufficient conditions to obtain the prop-
erties of the VOMM needed in (5.9) for discontinuous semimartingales. Lim
(2004, 2005) and references therein extended the use of BSDE’s to discontinu-
ous processes whose characteristics are still adapted to a Brownian filtration.
Cerny and Kallsen (2007) introduced a new measure, namely the opportunity
neutral measure, whose minimal martingale measure equals the VOMM of the
original measure. Hence once the opportunity neutral probability measure is
determined, it is easy to find the VOMM. This opportunity neutral measure de-
pends on the opportunity process L, which is (0, 1]-valued and whose character-
istics are described in Theorem 3.25 of éern}'f and Kallsen (2007). We remark
that they also fix the problem of choosing the correct space ©, namely they
chose the closure of the set of simple strategies as also Gourieroux et al. (1998)
did in the continuous case. Both were inspired by Delbaen and Schachermayer
(19964a).

They avoid the need to prove that the VOMM is equivalent or that it is a proba-
bility measure by using the concept of o-martingales, whose properties resem-
bles those of the £-martingales as defined in Choulli et al. (1998) and hence the
portfolio at time ¢ is defined as

V; = E(HE(N — NY)p|F)

with £(N) describing the change of measure from the original measure to the
VOMM. This is rather similar to (3.48) without the appropriate sequence of
stopping times.

The optimal number of risky assets is then given by

-
&9 =& —ae+ / €9 X Vi) (5.13)

0
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with £ the number of risky assets from the FS decomposition of the contingent
claim under the opportunity neutral probability measure, ¢ = Vj and @ is the
adjustment process, which is also characterized in Theorem 3.25 of Cerny and
Kallsen (2007). We remark that the opportunity neutral measure is not neces-
sarily a martingale measure. Hence the determination of the MVH strategy is
reduced to the determination of the opportunity process L and the adjustment
process a.

éerny and Kallsen (2007) discuss also the connections to the literature of their
results.

A first application of Cerny and Kallsen (2007) is given in Cerny and Kallsen
(2008a). In case of a Heston model with correlation they calculate the VOMM
using the opportunity neutral measure and derive formulas for the hedging
strategy and the hedging error. Kallsen and Vierthauer (2009) applied the tech-
nique described by Cerny and Kallsen to affine processes, including a whole
range of stochastic volatility models in order to find the MVH strategy and the
hedging error by applying Laplace transform techniques.

In the martingale case, Kallsen and Pauwels (2009a) determine semi-explicit
formulas for the MVH strategy and the hedging error in case of affine stochastic
volatility models. The formulas obtained there allow for a more efficient numer-
ical computation due to the integral representation. Furthermore in Kallsen and
Pauwels (2009b) they illustrate the obtained results on more concrete models.
Chan et al. (2009) can be seen as an extension of Biagini et al. (2000) in that
they determine the VOMM for stochastic volatility models driven by Lévy pro-
cesses, which may be correlated, unfortunately the explicit example is only
given for the uncorrelated case.

5.2 Conclusion

In some cases we can easily determine the MVH strategy, we give an overview:

e If X is a martingale, then the MVH strategy is determined from the GKW
decomposition of the claim under the original measure, see (5.1).

e If X is a continuous semimartingale, then we use (5.6) for which we first
need to determine the VOMM and then the GKW decomposition of H
under the VOMM.
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If the VOMM equals the MMM measure (e.g. in case the MVT process is
deterministic), then the adjustment process @ = 0, because L = 1 and
from (5.13) we see that the MVH strategy is found through the FS decom-
position of the claim under the original measure.

If we work with stochastic volatility models, then we can apply Cerny
and Kallsen (2007), because in the case of stochastic volatility it is more
straightforward to obtain the positiveness of the process L. The optimal
number of risky assets is then given by (5.13).

If the VOMM is an equivalent martingale measure, then we can follow the
approach of Arai (2005a), but his results are not easy to apply to concrete
examples, because it is very hard to prove that the VOMM is equivalent.
A possible way out is to solve the BSDE described by Kohlmann et al.
(2010).

Remark that there remains a gap between the theory for the MVH strategy and
its implementation. In Chapter 9, we will discuss the difficulties encountered
during such implementation in the setting of non-traded assets.



Fun is like life insurance,; the
older you get, the more it costs.

Kin Hubbard (1868-1930)

Risk-minimization for
unit-linked life
insurance contracts
with surrender option

6.1 Introduction

In a unit-linked life insurance contract the benefits and also the premiums may
depend on the price of some specific traded stock or index. Hence such a con-
tract can be seen as a combination of an insurance and a mutual fund, where
the premium is invested in a number of units of the fund.

Mgller (2001) describes the hedging strategy for unit-linked life insurance con-
tracts with only a mortality option when the risky asset follows a geometric
Brownian motion. Of course, in his setting it is logical to assume independence
between the time of death and the financial market. We assume that the benefit
at maturity is paid out also in case the policyholder is no longer alive. Hence
we no longer have a mortality option, but instead we will add a surrender op-
tion to the life insurance contract. This option gives the owner of the insurance
the right to relinquish the contract against the surrender value. Hence, it is no
longer realistic to assume that this time is independent of the financial market,
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in contrast to the mortality time. But complete dependence on the financial
market is too restrictive since there can be more reasons to decide to surrender
than just financial ones. In the research concerning credit risk, we find a good
background to describe this partial dependence and handle this extra difficulty.
An extensive overview of the credit risk theory can be found in the book of Bi-
elecki and Rutkowski (2002).

Barbarin (2007) already applied some concepts from credit risk to describe the
time of surrender, when the time is not a stopping time with respect to the filtra-
tion generated by the financial market. The goal here is to make his results more
explicit and therefore extend the article of Mgller (2001) and Riesner (2006a).
We also refer to Biagini and Cretarola (2006, 2007, 2009) and Cretarola (2007),
they determine quadratic hedging strategies for different types of defaultable
claims when the underlying follows a geometric Brownian motion mainly by
using the representation theorem. Unfortunately this does not give explicit re-
sults.

The goal of this chapter is to show how a risk-minimizing hedging strategy is
determined for a unit-linked contract which combines financial and insurance
risk. In this chapter the insurance risk is caused by the surrender event, while in
Chapter 7 the insurance risk is due to the mortality risk. We will first determine
the strategy for the case the underlying asset follows a geometric Brownian
motion. In this setting the risk is completely diversifiable when the number of
policyholders goes to infinity. In the second setting we use a geometric Lévy
process and in this discontinuous case we will show that the risk is no longer
diversifiable.

The basic contract that we will hedge contains fixed premiums, a continuous
payment up to surrender and a payment at surrender or at maturity whichever
comes first. We do not introduce a benefit in case of death, because then we
would also need to know the dependence structure between mortality and sur-
render. Another way out would be to model the time of death independent
of, but in the same way as, the surrender time. Hence the intensity \*, see
page 118, is replaced by the sum of the intensity describing the surrender time
and the intensity describing the time of death, as was done in Bacinello et al.
(2009). Of course, the payment process, described in Section 6.2.3, will then
be extended with a mortality benefit.

For the martingale process describing the one-dimensional risky asset we look
at the two most popular choices: firstly, a geometric Brownian motion and sec-
ondly, a geometric Lévy process. In the Brownian motion case we extend the
theory of Mgller (2001), in that the random times of payment are no longer
independent of the financial market. Riesner (2006a) determined the risk-
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minimizing hedging strategy for life insurance contracts with a mortality option
when the underlying follows a Lévy process. Therefore in the second case that
we consider, the mortality option of the framework of Riesner (2006a) is re-
placed by a surrender option.

The quadratic hedging strategy, we apply here, is the risk-minimizing hedging
strategy due to the martingale setting we assume to work with. In order to de-
scribe the number of risky assets and the amount of the riskless asset to be held
in the hedging portfolio, we have to find the Galtchouk-Kunita-Watanabe de-
composition of the claim, see Chapter 4 for more explanation. Hereto, we have
to impose additional assumptions on the hazard process. This process describes
the influences apart from the one of the financial market on the surrender time.
A sufficient condition is the absolute continuity of the hazard process, which is
not at all a strong condition from the point of view of practitioners.

Section 6.2 contains an overview of the setting and the assumptions made in
this paper. The risk-minimizing hedging strategy for the geometric Brownian
motion case is studied in Section 6.3. In that section, we first determine the
portfolio for one policyholder, then extend this result to n policyholders and fi-
nally determine the risk process. In Section 6.4 we deal with the risk-minimizing
hedging strategy when the risky asset is driven by a geometric Lévy process.
This chapter is based on Vandaele and Vanmaele (2009).

6.2 The theoretical setting

We assume that we work on the complete probability space (2, F, Q) for the
financial market with F the natural filtration generated by the risky asset X,
whose dynamics are described in Section 6.2.1. We use the measure () because
we assume that the price processes are already martingales under the original
measure.

6.2.1 Price process

We will first determine the risk-minimizing hedging strategy in case the dynam-
ics of the underlying risky asset are described by a geometric Brownian motion
and then extend the results to the case of a geometric Lévy process. We remark
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that the risk-minimizing hedging strategy in the Lévy case can easily be further
extended to the case of a general semimartingale as underlying.

The geometric Brownian motion was introduced to ensure the positiveness of
the price process by using the Doléans-Dade exponential, namely Y = £(aW)
with W a standard Brownian motion or equivalently

dY; = YiadW,

and hence using (2.17) ; = oWt By taking the Doléans-Dade exponential
of a Lévy process, which is defined in Section 2.5, we extend this to geometric
Lévy processes.
We will assume that the riskless asset B has the following dynamics under the
measure ):

dBt = ’I"(t, St)Btdt,

with S the dynamics of the undiscounted risky asset.

As a first case we model the price process of the underlying asset by a geomet-
ric Brownian motion. We furthermore require that the discounted asset is a
martingale under @, hence the dynamics of S are given by

dSt = ’I‘(t, St)Sfdt 4+ O'(t, St)Stth,

as was also assumed in Mgller (2001). The dynamics of the discounted risky
asset, denoted by X, then are

S

dX, = d(ﬁ) = o(t, S)S: By 1AW, = o (t, S¢) X dW,.
t

Due to the martingale property of the discounted risky asset, we know that
the original measure is already a martingale measure and there is no need to
perform a change of measure.
Secondly, we assume the risky asset is driven by a geometric cadlag version of
a Lévy process. Therefore the process of the discounted risky asset under the
measure ( is given by

t
dXt = O'tXt,d(CWt + Mt) where Mt = / / ZL’M(dS, dx) (6.1)
0 JR

is a square-integrable martingale under @ and M (ds, dx) denotes the compen-
sated Poisson random measure on [0, 00) x R\{0}.
It is still possible to apply the theory of Mgller for general payment streams,
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because his proofs aren’t restricted to the case of the geometric Brownian mo-
tion, but are in fact holding for locally square integrable local martingales. We
gave already in Chapter 4 a more extended form of the result of Mgller (2001),
namely the LRM hedging strategy in the case of payment streams obtained by
Schweizer (2008) and repeated in Proposition 4.3.10. This result reduces to
the risk-minimizing hedging strategy described below for a payment stream A,
t € [0, T if we work with martingales under the original measure ). First of all,
suppose the Galtchouk-Kunita-Watanabe decomposition of E?[Ar|F;] is given
by

t
V= EQAL|F] = Vi + / AdX, + 19, 6.2)
0

where LtQ is a square-integrable Q-martingale orthogonal to X. The risk-mini-
mizing strategy is then the 0-admissible strategy ¢ = (£,7) given by

(&) = (68 V7 — A — 614 Xy), (6.3)

with 0-admissible in the sense of Definition 4.1.1. Compared with the risk-mi-
nimizing strategy for a contingent claim H = Ar, we see that the number of
risky assets is exactly the same, while the amount invested in the riskless asset
is adjusted for the payments A;, namely those payments which are already paid
out.

6.2.2 The theory of credit risk

The theory of credit/default risk is very useful when modeling a surrender op-
tion, because the surrender time has similarities with the default time. Both
times depend on the information from the financial market, but not completely
and it is exactly this partial dependency that we will model using concepts orig-
inally defined in the context of defaultable claims.

In fact in credit risk there are two main approaches: the structural approach and
the intensity-based approach.

We will concentrate on the second approach, because in the structural approach
the basic assumption is that the default time is a stopping time with respect to
the information of the financial market. In the intensity-based, or also called the
reduced-form, approach it is possible that the default time is not adapted to the
filtration generated by the prices. The results given here are mostly based on the
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following books/articles: Jeanblanc and Rutkowski (1999, 2000), Bielecki and
Rutkowski (2002). For more background information concerning credit risk, we
also refer to these references.

We will apply the results immediately to the surrender time, while in the origi-
nal papers, they use of course the default time instead.

6.2.2.1 The hazard process

We assume that the surrender time 7%, which is a non-negative random variable,
is not a F-stopping time. Furthermore we assume that Q(7° = 0) = 0 and
Q(Ts > t) > 0, for all ¢ € RT. With the surrender time we associate the
increasing and cadlag process

Hy = 1ps<yy,

which is zero before default and which equals 1 after default. We denote by
H the natural complete filtration H; = o(H,,u < t). The filtration, combining
the information from the financial market with the information of the surrender
time, is denoted by G = (G;)o<i<r Where G, = o(F, V 'H,). The filtration G is
strictly larger than the filtration IF, because T is not an F-stopping time.

The extension of the previous filtrations to the case of n policyholders is de-
noted by G". If we denote by H; = 1(7:<;y and by H} = o(H},,u < t), then the
filtration G™ equals (G}*)o<¢<T, where G = F, VH} V --- V H}. Forn = 1 we
are back to the case of one policyholder and the filtration G' = G.

The results given here are formulated for the case of one policyholder. The sur-
render time T is of course a G-stopping time, but not surely an F-stopping time.
Hence the process H is G-adapted, but not necessarily F-adapted. Therefore we
introduce the process F':

Fy = Q(T° < t|F) = E9[Lpe<yy|F2),

which is a bounded, non-negative F-submartingale. We can easily prove that F’
is a submartingale by the towerlaw and by using that 1< < 1,<,, for every
t < s:

EC[F|F] = B9 rocy|Fi) > EC[Lipe <y | Fi] = Fi.

According to Remark 1.1.37 of Jacod and Shiryaev (2002) we can assume that
we work with the right-continuous modification of F.
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If F; < 1 for every t € R (this means 7'* may not be an F-stopping time), then
we can define the F-hazard process I', where

1—-F,=e 't orequivalently T';=—In(l1—-F,) VteR".
We repeat Lemma 6.1 and Lemma 6.2 of Jeanblanc and Rutkowski (1999):

Lemma 6.2.1. For any G-measurable bounded random variable Y we have, for
any t € RY,

Q(TS > t|ft)

EQ[H{T¢>t}Y|gt} = Il{TS>t} == Il{Ts>t}EQ[1{Ts>t}eFtY|ft],

foranyt <s

Q(t <Ts < S|ft)

t< T < =T e L EQ[ — ol Te | F,
Q(t < < slGr) =lqresn 0T > (| 77) (>3 B[l —e t]s
B9 pes g Y[G] =1 (1eny EQ[Y L pes | F]
and for any Fs-measurable random variable X, we have
B9 pesy X|Gi] = Ligeny E9[X e 7| F]L (6.4

Especially (6.4) will be extremely useful. According to Lemma 6.3 and Propo-
sition 6.2 of Jeanblanc and Rutkowski (1999), we can associate a martingale
with the hazard process I':

Lemma 6.2.2. The process Ly = Lypssye’t = (1 — Hy)el follows a G-mar-
tingale. If furthermore the F-hazard process T' follows a continuous process of
bounded variation, then the process M = H — I'.xp- follows a G-martingale and
L satisfies

L,=1 —/ Ly_dM,,.
10,¢]

In literature they frequently assume that the hazard process is absolutely con-
tinuous. We will also make this assumptions, and this implies that we can make
the process M defined in Lemma 6.2.2 more explicit. If the hazard process is
absolutely continuous then we can assume that there exists an F-progressively
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measurable! process \*, called the F-intensity of the random time 7%, such that
Iy = fg Af du. The process M given by

tAT t t
Mt = Ht_/ /\Zdu = Ht_/ ﬂ{Ts>u})\ZdU = Hf—/ ]I{T?u})\idu (6.5)
0 0 0

follows a G-martingale.
Furthermore we also assume, as in Azéma et al. (1993), one of the following
conditions:

e Any F-martingale is continuous.
e For any F-stopping time 6, P(T* = 6) = 0.

These set of conditions are denoted by (C) by Blanchet-Scalliet and Jeanblanc
(2004)

6.2.2.2 The (H)-hypothesis

An important hypothesis often assumed in literature is the (H)-hypothesis. This
hypothesis is guaranteed if and only if the surrender time is modeled by a so-
called Cox process. Denote by ¢ an exponentially distributed random variable
which is independent of the continuous hazard process I', then the surrender
time is modeled by

T* = inf{t € R¥|T; > ¢}.

For a proof of this equivalence between the (H)-hypothesis and the modeling
of the hazard process through a Cox process, we refer to Blanchet-Scalliet and
Jeanblanc (2004).

It is not always realistic to assume the (H)-hypothesis, therefore recent literature
as e.g. Jeanblanc and Le Cam (2009) try to avoid the use of the (H)-hypothesis
by working with initial times. For these times the (H’)-hypothesis will also
hold. This means that every F-semimartingale will be a G-semimartingale.

The (H)-hypothesis is an extension of the (H’)-hypothesis and demands that
every square-integrable F-martingale is a square-integrable G-martingale. Fur-
thermore it is equivalent with the condition that for every ¢, the o-fields 7, and

1A process X is F-progressively measurable if for each ¢t € Rt the mapping (w, s) — X (w, s) of
Q x [0, T] into R is measurable with respect to B([0, T']) ® F, see Protter (2005).
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G; are conditionally independent given F;.

For the extension to n policyholders, we assume the (H)-hypothesis holds under
@ between the filtration G™ and the subfiltration F. This means that for every
t, Foo and GJ* are conditionally independent with respect to F;. This condition
guarantees that the financial market is also arbitrage-free under @) with respect
to G™.

It is possible to prove that the (H)-hypothesis will also hold between F and any
filtration K, such that F C K C G".

We calculate the bracket process [M, M] in case the hazard process is absolutely
continuous, see (6.5), using Properties 2.2.15:

[M,M]; =[H =T ppe, H = Tppe]y = [H,Hl; = Y (AH)?
k<t

=Y AHy =1y = H,, (6.6)

k<t

where we used that AH;, = +1 or 0 and that the only possible jump will occur
at surrender time.

To make calculations easier in the case of n policyholders, we assume that the
surrender times are conditional independent with respect to the underlying fil-
tration of the financial market. This means that

n

E9 L oot Uiy sta} - - - Lireseny | Fr] = H EC[Ngse,y |1 Fr.
i=1

The main advantage of this assumption is that the surrender time for the i
policyholder only depends on F and H'. Due to this assumption of (F,Q)-
independence it is possible to prove that /M7 is a G-martingale. This result is
based on Proposition 5.1.3 of Bielecki and Rutkowski (2002):

Lemma 6.2.3. If a bounded F-martingale m is also a G-martingale then the prod-
uct Mm is a G-martingale.

We can extend this lemma to the case of n policyholders, this is with G = G".
Then, the H’-independence of T} ensures that Mm is a G"-martingale with
M = M'and m = M.
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6.2.3 Payment process

The discounted payment process

t i
Ay Z/ Lpucrsy By gidu +/ B, lgidH; + 1ipersy By g7 L =1y
0 0
I
= Lger} By 'pe i<y

i=1

consists of four parts, namely three benefits and the incoming payments for the
insurance company:

e the payment up to surrender or until maturity at time 7’
t
Ac = / Luer By gSdu, 6.7)
0

e the payment at surrender

t
A7 = / B, lg,dH;, (6.8)
0
¢ the payment at maturity
AP = Vrery By g L=ty (6.9)
e the premiums at fixed times ¢;, i =1,..., I with0 < ¢; < T
I
Pt = _Zﬂ{ti<Ts}B1;1pti]1{tiSt}' (6.10)
i=1

It is assumed that the functions ¢¢(u, Sy), ¢°(u, Sy), ¢™(T, St) and p(t;, S;,) are
F-adapted functions and that

sup  E?[(B; g (u, 5,))°] < oo, sup E9[(B,'g"(u, Su))?] < .
wel0,T) u€[0,T]
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6.3 The portfolio in case the underlying risky asset
follows a Brownian Motion

We work this out for the case of a Brownian motion, but remark that the Brow-
nian motion can be replaced by any other continuous martingale. In Section
6.4 we will redo the calculations in case the underlying asset is driven by a Lévy
process. In both sections we calculate first the portfolio for one policyholder and
then we extend the obtained results to a portfolio of policyholders for which we
also calculate the risk process. In the continuous case we will show that the
relative risk process goes to zero if the number of policyholders increases, while
in the discontinuous case the risk is no longer diversifiable.

6.3.1 The portfolio for one policyholder
6.3.1.1 The payment up to surrender

We derive the risk-minimizing hedging strategy for the payment up to surrender
A¢ given by (6.7). For the value of the discounted portfolio at time ¢ holds that

T
Ve = A5 4 B9 — A{G) = A7+ ([ Lgresy By gidul
t
T
:Ag+B;1]1{Ts>t}eFf/ Fe(t, Sy, u)du (6.11)
t

where we used (6.7), (6.4) and the notation F¢(¢,S;,u) for
E®[B,B e Tugt|F.

We assume that the function (¢, s, u) — F(t, s, u) is continuously differentiable
with respect to ¢ and twice continuously differentiable with respect to s. Fur-
thermore, we assume that the first order partial derivative with respect to s
is uniformly bounded. Using It6’s formula, see Theorem 2.2.26, and the fact
that B; ' F¢(t,S;,u) is an (F,Q)-martingale in the complete financial market,
we find as dynamics of B; ' F¢(t, S;,u) for t < u:

d(B;y ' Fe(t, Sy, u)) =F<(t, Sy, u)dX;. (6.12)
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Define -
We(t, St) = ert/ Fe(t, St u)du. (6.13)
t

Then inserting this in (6.11) provides
Ve = A§ + By " pasn WE(t, Sy). (6.14)

Our goal is to obtain a decomposition of the form
t t
B UWE(, S) = WE(0, So) + / X+ / . du.
0 0

Therefore we introduce
Y = By telt Fe(t, Sy, u), (6.15)

which hence satisfies
T T
/ Y du :/ B el Fe(t, S, u)du = By *We(t, Sy). (6.16)
t t

Due to the fact that all the processes are continuous in the Brownian motion
case and that also the hazard process is assumed to be continuous, we find:

dY =d(B; ' F°(t, Sy,u)e'™)
=B Fe(t, Sy, u)e" dly + et d(B;y P FC(t, Sy, u)) + d[e", BTYFC(-, S, u)l;.
(6.17)

The third term is equal to zero because €' is a continuous, increasing process
of finite variation, see Properties 2.2.15(3). Writing I" in terms of the intensity
function A\* and using (6.12) we arrive at

dY = By YFC(t, Sy, u)e t \dt + e FE(t, Sy, u)d X,
=: aldt + BrdX;. (6.18)

Hence in integral form we find

t t
Y=Y, + / asdr + / BrdX,.
0 0
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Using this information we rewrite B; 'W*(t, S;) (6.16) in the following way

T T t t
B,f_lWC(t,St) :/ Yt“du:/ [You—l-/ O/T‘dT—F/ ﬁ;‘dXT} du
t t 0 0
T t t
:/ |:Y0u_|_/ IL{TSu}ang-i-/ Il{7-<u}ﬁ;de7—:| du
0 0
t u
—/ [Y(j / ”dT—i—/ BrdX, } du
/ Youdu—/ Y“du—i—/ / 1r<uyaidrdu

+ / / 1<y B2d X, du. (6.19)
0 0

By relation (6.16) and by definition of Y;* (6.15) and F“(¢, S¢, u), we know that
T
/ Yy'du = By 'W€(0,S9) = W(0, Sp)
0

t t t
/ Yidu = / B F(u, Sy, u)et du = / B 'EC[B,B; e T g¢ | Fulet “du
0 0 0

¢
:/ B 'g¢du.
0

The standard Fubini theorem allows us to rewrite the third term in (6.19) as:

/ / Tir<uyod deu—/ / “dudT—/ / BYFe(r, S, u)et " A dudr

= / B7IXEWe(r, S, )dr,
0

because the function (w,t,u) — o¥(w) introduced in (6.18) is O ® B([0,T7])-

measurable and fOT fot L{rs<uy|a¥|drdu < oo Q-almost surely, and where we
used (6.13).

By the Fubini theorem for stochastic integrals, we rewrite the fourth term in
(6.19) as:

/ /1{T<u}ﬁ dX du—// OedudX; : /XTdX (6.20)
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because the function (w, t,u) — G} (w) is P@B(]0, T|)-measurable and uniformly
bounded due to the assumed uniform boundedness of F¢. So equation (6.19)
has the desired decomposition:

Bt_lwc(tast)
t t t
:WC(O,SO)—/ B;lggdu+/ B;1W0(u,5u)A;jdu+/ XudX, (6.21)
0 0 0

or, equivalently,
d(B;'We(t,Sy)) = —B; tgfdt + xd X, + By "We(t, S;)dT . (6.22)
Now it is very easy to calculate dV°(t, S;) from (6.14):
dVe(t, Sp) =dA§ + Lipes—yd(By 'WE(t,S;)) + By "WE(t, S)dl {resy
+d[Lyresy, BTTWE(, 9]
The fourth term is equal to zero by Properties 2.2.15(3), the continuity of

B;'We(t, S;) and the fact that 1¢7s>¢) has finite variation. Using (6.5), (6.7)
and (6.22) we find

dVE(t,Sy) =Lpespy By gidt + By 'WE(t, Sp)d(1 — Lipe<yy)
+ Uypese—y (=B lgidt + xed Xy + By "WE(t, S;)dTy)

=1ypssi_yxed Xy + By W, S,)dlare — B 'WE(t, Sy)dH,.
(6.23)

To explain why dA§ cancels out with —1 (7, B, Lgedt, we look at the integral
form of both:

t t t t
/ dA; — / IL{T5>U,}Bgngdu :/ 1{T5>H}B;192du — / ]I{Ts>u,}qulggdu
0 0 0 0
t t
:/ ]1{T5>U}B;1gﬁdu — / ]l{Tszu}Bglggdu
0 0

t
:/ ]l{Ts:u}Bglg;du =0 (6.24)
0

because it is an integral with measure zero.

Our aim is to find the Galtchouk-Kunita-Watanabe decomposition of the (G, Q)-
martingale V¢(¢, S;). Therefore we need the (G, Q)-compensator of the process
H determined in (6.5). We rewrite (6.23), using the martingale M:

AVE(t,Sy) = Lyrest_yxedXy — By 'WE(t, S )d M. (6.25)
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Recalling definition (6.20) of x and integrating (6.25) leads to the required
decomposition of V(t, S;):

t T
Ve(t, Sy) =Ve(0, So) + / Ligesy et / Fe(r, Sr, u)dud X~
0 T
t
- / BZ'We(r, S,)dM,, (6.26)
0

since M is a martingale for which [X, M] = 0 by the continuity of X and the
fact that M has finite variation, see Properties 2.2.15(3). So the risk-minimizing
strategy at time ¢ invests in 17«5 e’ ftT F&(t, St, u)du risky assets and in view
of (6.3) and (6.14) an amount

T
]I{Ts>t}Bt_1WC(t,St) — )(t]l{Ts>t}eFt / FS(t, Sy, u)du
t

in the riskless asset. We remark that ftT F&(t, St, u)du is exactly the number we
have to invest in the risky assets if there is no surrender option. Hence this is the
amount coming from the purely financial risk, thus the life insurance without
the surrender option.

6.3.1.2 The payment at surrender

We perform an analogous calculation as in Section 6.3.1.1 to find the optimal
hedging strategy for the payment at surrender. Hereto, we need the following
theorem, for which a proof can be found in Theorem III.19 of Protter (2005).

Theorem 6.3.1. Let X be an increasing process of integrable variation, and let Y
be an adapted process with caglad paths such that E?| fg Y,dX,] < co. Then

t t
E@ U stxs} — E@ U stf(s} ,
0 0

with X the compensator of X.

Using successively the process (6.8) for the payment at surrender, Theorem
6.3.1 combined with (6.5), the continuity of all the processes except the indica-
tor function in the integral, result (6.4), the absolute continuity of the process
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I" and the notation F*(t, S;,u) = E9[B,;B
folio at time ¢ is given by:

. te7Tu s g5 | 7], the discounted port-

u

VP = A7+ E9AT — A|Gl) = A7 + B9

T
/ Bulgf;dHugt]
t

T
= Af + Bt_lEQ / Bthng]l{Ts>u}dFu|Qt]
t

T
= A7+ Bt_l]l{TS>t}eFt/ EC9[B,B;  gie™ " N5 | Fy]du
t
T
= A} + Bz?l]l{TS>t}€F‘ / F*(t, St u)du.
t

Note that thanks to the assumption of absolute continuity of the hazard pro-
cess I' it was possible to interchange the expectation sign £% and the integral
sign in the one but last step; and hence to obtain an expression for which we
can easily find the Galtchouk-Kunita-Watanabe decomposition. The further cal-
culations are analogous to those for the payment up to surrender, if we make
the same assumptions but with respectively F¢(t, S;,u) = EQ[B,B; e Tug¢|F]
and W¢(¢, S¢) (6.13) replaced by

F3(t, Sy, u) = E9[B:B e T\ g2 | Fi]

and

T
Ws(t,St):eF‘/ F5(t, Sy, u)du.
t

An important difference is that dA; no longer cancels out with the term
~Lypssi—y By Lgs \sdt, but that these two terms joined together lead to an extra

risk B, gfd]\th. Hence the dynamics of V'* are given by

T
dV*(t,Sy) =B; M(gf — W*(t, 5,))dM, + ]1{T5>t—}/ e  FE(t, Sy, u)dX;.
t

So the risk-minimizing strategy invests in IL{TSN,}eF ¢ ftT F3(t, Sy, u)du risky

assets and an amount IL{Ts>t}Bt_1WS(t, Si) — XtIL{Ts>t,}eF‘ j;T F5(t, St u)du
in the riskless asset.
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6.3.1.3 The payment at maturity and the premiums

We determine the strategy for the payment at maturity together with the strat-
egy for the premiums, because it is easily seen that the portfolios can be calcu-
lated in the same way by putting p(T, St) = ¢4*. The value of the discounted
portfolio at time ¢ associated with a payment p(¢;, Sy,) at time ¢; is

V" = E9(B, M pci Lo | Fe) = Lpary By Mgpesgy e  FP4 (¢, S 1),

where we invoked relation (6.4) and denoted  FPti(t,Sy,t;)
= E9[B,B; 'e Ttip,;,|F;]. Assuming that the function FP* has the same prop-
erties as the function F°, we can adapt the differential of B; 'F¢(t, S;,t;) in
(6.12) to find the differential of B; ' F?# (¢, S;,t;). Now it is very easy to calcu-
late dVP4 by the product rule:

dv;l

= Lppcry (Lipesiye td(By VP4 (8, S, 7)) + By tel  FPu(t, Sy, t)dL ey
+ Dpsyy (B "L yposi—ye  FPh (8, Sy, t;)dTy)

= prery (Lpposiye  FY(t, Sy, t)d X, — By 'l FPu(t, Sy, t;)dMy),  (6.27)

where the mixed terms are all zero because I is an increasing, continuous pro-
cess, 1y7s-) has finite variation and B, LEpu(t,S;,t;) is a continuous martin-
gale.

This means that for every premium p(t;, S;,) with i € 1,...,I, we may reduce
the hedging strategy at time ¢ with 1,3 1 (pess_ye’ FY'(t,8,,t;) risky assets
and the amount of the riskless asset with 1,3 1ipsssy By Yele Frei(t, 8, t;)
—]l{t<ti}Xt]l{Ts>t,}eFt Ffti (t, St, ti).

For the payment at maturity we set p(7,St) = g4 and increase the strategy
with the obtained amounts (see also (6.28) and (6.29) in Section 6.3.2).

6.3.2 The portfolio for n policyholders

In this section we combine the results from Sections 6.3.1.1-6.3.1.3 to find the
total risk-minimizing portfolio at time ¢ of a unit-linked life insurance contract
with a surrender option, a continuous payment until maturity or until surrender,
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whatever comes first, a payment at maturity and I premiums for n policyhold-
ers.

We assume that the n hazard processes are homogeneous and use the linearity
of the Galtchouk-Kunita-Watanabe decomposition. Denoting n, = > -, Lirs<tys
the total portfolio for n policyholders at time ¢ contains

T
e =(n —ny)el [/ (FS(t, St u) + F(E Sp,u))du + FE (S, T

I
— (n=me)e" Y L FE (L S ti) (6.28)

i=1

risky assets while the riskless asset amounts to

T
(n —ng)B; te™ [/ (FC(t, S, u) + F°(t, S, u))du + F™(t, S, T))
t

I
— (n—n) B e Y L) PP (4, Sy t) — Vi X, (6.29)
=1
with
Fo(t,Sy,u) = E?[BiB, e " gl Fy],  F*(t, Sy, u) = E?[BB, e " X g3 i),

F™(t,8:,T) = EQ[BBy'e " g | 7], FPu(t, Sy, t;) = E9[BB; e Mipy, | 7).

6.3.3 The risk process

From Chapter 4, we know that when the Galtchouk-Kunita-Watanabe decom-
position of the (F,Q)-martingale V,* = EQ[Ar|F,] is given by Vi + [, £2dX,
+L%, the total risk process at time 0 equals EQ[(Lg)Q]. We will first calculate
the risk process induced by the payment up to surrender. Once we have found
the structure of one risk process, it is easy to determine the total risk process.

6.3.3.1 The payment up to surrender

Using formula (6.26), the assumed homogeneity of the hazard processes and
the linearity of the Galtchouk-Kunita-Watanabe decomposition we find that L%
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for n policyholders is equal to

—Z/ B;*We(u, S,)dM:.

The risk process at time zero for the payment up to surrender for n policyholders
is then given by

n T 2
R® = E@ (Z/ Bt‘lwc(t,St)dM,f> ,
. 0

or equivalently, due to the orthogonality between the M’s:

n T 2
R =Y E° (/0 Btlwc(t,St)th’>
1=1

The compensator of [M?, M?], equals T'% .. since by relation (6.6) [M*, M?], =

Hi. So d[M?,M?]; = 1{rs>,—ydl'} = L7~,_yA{dt. In this way the risk process
can be transformed further into:

T
R¢ = / (n —ny_ )EC[B;72(We(t, S;))*\idt. (6.30)
0

Looking at ‘ﬁ , we may conclude that the risk originating from the payment
up to surrender is completely diversifiable. Analogously we can calculate the
risk processes at time 0 for the surrender option, the payment at maturity and
the premiums which all turn out to be completely diversifiable.

6.3.3.2 The total risk process

When we calculate the total risk process, we have to use the term L? in the
Galtchouk-Kunita-Watanabe decomposition of the discounted total portfolio and
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we cannot simply add up all the risk processes. This Lg is now given by
Z/ (W° (u, Sy) + W*(u, Sy) — g5 + e “F™(u, Sy, T)

I
- Z Lguct,ye “FP (u, Sy, ti)) M,

=1

and performing an analogous calculation as in Section 6.3.3.1 we find
T
R™t — / (n —ng_)EC[B72(We(t,S) + W*(t,S;) —
0

I
+ e P S, T) = Y Lary e PP (t, Sy, )|\t

i=1

So the relative risk process ¥—
risk is completely diversifiable.

* goes to zero if n increases and hence the total

6.4 The portfolio in case the underlying risky asset
follows a Lévy process

In this section we assume that the risky asset is driven by a geometric Lévy
process, as described in (6.1).

6.4.1 The portfolio for one policyholder

In the article of Riesner (2006a), d(B;'F(t,S;,u)) with F(t,S;, u)
= E9[B;B;'g(u,S,)|F] is calculated. We can adapt these results to derive
that, for example in the case of the continuous payment where

Fe(t,S,u) = E9[B;B, e T g¢| Fi],
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the Galtchouk-Kunita-Watanabe decomposition of B; ' F*(t, S;,u) for
0 <t <wu<Tis given by

t
B;YFe(t,S;,u) = F(0, S, u) +/ C(s,u)dXs + K°(t,u) (6.31)
0

with v = [, 2?v(dz), k = ¢* + v and

C 02 C 1 C
Ce(tyu) = —FS (t,St—,u) + X, n /asJ (t,z,u)v(dz),
Ke(t,u) = / 0¢(s, u)dWs +/ / (s,y,u)M(ds,dy)
(6.32)
0°(t,u) = cop X (FE(t, Si—,u) — C°(t,u)),
%C(ta Y, U) = Jc(ta Y, U) - yo-tXt—Cc(tv U),
Jé(t,x,u) = By 'YFe(t,Si_ + 01Si_x,u) — FC(t, S;_,u)).

Note: We do not completely agree with the calculations of Riesner, but we
can adapt his result to use it here. He considers a risky asset which is not a
martingale under the original measure. Hence he performs a change of measure
to the minimal martingale measure. Under this new measure he determines
the Galtchouk-Kunita-Watanabe decomposition and says that this is also the
Follmer-Schweizer decomposition under the original measure. This would be
true if the underlying risky asset is continuous. For more details we refer to
Chapter 7.

We adapt the calculations for the Brownian motion to this case. An important
difference is that now F°(¢, S;_,w) is different from F*(¢, S¢, u) because of the
possible jumps in the risky asset. So in this case, we have that equation (6.17)
is equal to

dY" =B Fe(t, Sy u)e t \idt 4+ e (¢t u)d Xy + dKC(t, u))
+d[e", BTYFe(-, S, u)];
=B; ' Fe(t, Sy, u)e  \idt + e ¢o(t, u)d X,
+ el (0°(t, u)dWy + / 24t y, u) M (dt, dy)), (6.33)
R

where [el', B71F¢(-, S,u)] = 0 because e'" is continuous and has finite variation.
We know that ¢e(t,u), 0°(t,u) and »°(t, y, u) will be bounded Q-a.s. because the



132 6 RM with surrender option

first order partial derivative of F'¢ with respect to the risky asset is assumed to
be bounded, X is square integrable and sup,¢(o 1} [¢ 2?vy(dx) < co. So we can
conclude that the above integrals are well defined. Adapting the calculations in
(6.19)-(6.21) to the Lévy case and using (6.33), we find:

B 'We(t, Sy)

t
:W“(O,So)—/ B, du—l—/ / BYFe(1, S, u)el " X dudr
0

t T
+ / / el ¢, u)dud X, + / / e 0 (1, u)dudW,
0 T
/// (1, y, u)duM (d, dy). (6.34)

Hereto, we also applied the standard Fubini theorem and the Fubini theorem
for stochastic integrals. This is possible because the functions

(w,t,u) — By P FO(t, S (w), u)el g
are O ® B([0,T])-measurable, the functions
(w,t,u) — e ot u,w) and (w, t,u) — e 0%(t, u,w)

are P ® B([0,T])-measurable and the functions (w,t,y,u) — eltx(t,y, u,w)
are P ® B([0,7]) ® B(R)-measurable for all v € [0,T]. Furthermore all these
functions are also uniformly bounded.

The dynamics of the discounted portfolio for the continuous payment process
are in the Lévy setting:

dVe(t, Sy) =dAf + Lypss_yd(By 'WE(t, S,)) — By "We(t, S, )dH,
—d[H,B~'We(-,S));.

Due to Theorem 2.2.14 and the finite variation of H, we can rewrite the fourth
term in the following way:

[H,BZ'We(-, Sy = > AHA(B;'W*(s, S))
s<t
[ A(BRIWe(T®, Sre)) T <t
10 if 7 >t
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From Protter (2005) we know, as a consequence of Meyers’s theorem, that Lévy
processes only jump at totally inaccessible stopping times. Combining this with
condition (C), see page 118, we know that the Lévy process cannot jump at the
surrender time and hence [H, B~-'W¢(-,S.)] = 0.

Carrying out analogous calculations as in Section 6.3.1.1, we find using (6.7),
(6.34), and a reasoning as in (6.24) that the dynamics of the discounted port-
folio equal

dVe(t, Sy) =dAf + Lpas_yd(By ' WE(t,S,)) — By "We(t, S,— )dH;

T
:]l{Ts>t,}/ eFtCC(t, U)dUdXt — B{ch(t, St,)th
t
T
+ Lpesioy / el 0°(t, u)dudW,
t
T
+ Lypesiy // et (¢, y, u)duM (dt, dy).
R Jt

We remark again that all integrands are well-defined because 1{7:5;_ye"* is
bounded. The term LtQ in (6.2) is here equal to

t t T
L?:_/ BZ'We(r, S._)dM, +/ ]1{T5>T,}/ e ¢ (7, u)dudW,

/ Typssre }// (1, y,w)duM (dT, dy). (6.35)

The orthogonality between L? and the risky asset follows directly from the
orthogonality between X and K¢(u) and the orthogonality between X and M
due to Lemma 6.2.3.

From analogous calculations we learn that for the payment at surrender the
dynamics of the discounted portfolio V¢ are given by

T
AV (1, 5,) =l gpesi_y / T ¢3¢, w)dud X, + By (gf — W (L, S, ))db,
t
T
+]].{Ts>t_}/ el 0% (t, u)dudW,

+ yposi— }// 3% (t,y, u)duM (dt, dy),
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with (%, 6%, »* the functions in (6.32) with F° replaced by F* and superscripts
c replaced by s. The dynamics of the discounted portfolio for the premiums and
the payment at maturity are in an analogous way found to be

avy' = ]1{t<ti}[]1{Ts>t7}€Fthti (t,t;)dXy — By et FPui(t, Sy, t;)dM,

+ ]l{T3>t*}eFt (epti (t7 tz)th + / Pt (t7 Y, tl)M(dta dy))]
R

The structure of the portfolio for the payment at maturity (p(7, St) = g}*) re-
sembles very much the pure endowment portfolio of Riesner (2006a). The mor-
tality related factor (I, — M I Vp_spuys is replaced here by the surrender factor
Li7:>,—ye"*. The second term contains the most important difference, because
when modeling the surrender time we can no longer assume independence of
the financial market as Riesner could when dealing with mortality.

6.4.2 The portfolio for n policyholders

As in Section 6.3 we can again determine the portfolio for n policyholders by
assuming homogeneity of the hazard processes. The total portfolio for n policy-
holders at time ¢ contains an investment in

T I
¢t = (n - nt—)ert [/ (Cc(t’ u) + Cs(ta u))du + Cm(t7 T) - Z ]l{t<ti}Cpti (ta tz)]
t i=1
risky assets and an amount

T
(nfnt)Bt_leFt[/ (F(t, S, u) + F°(t, Sy, u))du+ F™(t, S, T)
t

I
- Z ]l{t<ti}Fpti (ta St7 tl)] - ¢tSt*

i=1

in the riskless asset. So we easily see the difference with the Brownian motion
case (6.28) where we had only the first order derivative with respect to the risky
asset while here we have

2
C*(t,u) = C—Fsa(ust,,u)—i— / xJ(t,z,u)v(dx) witha € {c,s,m,py,};
K R

oS}k
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of course this also affects the amount invested in the riskless asset. When there
are no jumps (v(dz) = 0) this Lévy case obviously reduces to the Brownian
motion case.

6.4.3 The risk process

When we compare the risk process with the risk process in the Brownian mo-
tion case, we get two extra terms caused by the incompleteness of the financial
market. One is driven by the Brownian motion while the other is driven by the
jumps of the Lévy process.

6.4.3.1 The payment up to surrender

Using relation (6.35) we calculate the risk process R° at time zero as in Section
6.3.3 for n policyholders (n > 1):

n T T T
—EQ[[Z(—/ B7'We(r, ST_)dMi—I—/O ]1{T1§>T,}/ el 0°(r, u)dudW,
i=1 T

+ / Lrrsroy [ / (r, . w)duM (dr, dy))]’].
0
First of all we know that d(W, W), = dt and (M (dt,dy), M (dt,dy)) = v(dy)dt.
By means of Lemma 6.2.3, we can prove that W and M are both orthogo-
nal to M? for each i = 1,...,n. Also W and M are orthogonal, see Prop-

erties 2.2.15(4). Using the orthogonality between the M?¥s and the fact that
[M?, M"] = 147553 A{dt, the risk process becomes

B = [ BB 51 P
0

T T
n—ng_ Q el 0°(t, u)du)?
[ n=meERl [

+/O (n —ne_)?E°( // #(t,y, u)du)?v(dy)dt.
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Compared with the risk process (6.30) in the Brownian motion case for the
payment up to surrender, we see that the first term is the same, but we have two
extra terms which enlarge the risk. The first one originates from the Brownian
motion while the second one is coming from the jumps of the Lévy process.
The most important remark is that the risk is no longer completely diversifiable
due to the genuine market risk caused by the incompleteness of the financial
market.

The other risk processes are calculated in a similar way.

6.4.3.2 The total risk process

As in Section 6.3.3.2, we compute the total risk process at time zero by calcu-
lating EQ[(L? )?] with L? the term in the Galtchouk-Kunita-Watanabe decom-
position of the total portfolio:

T
R — / (n —ne ) E@[BI2(W°(t, Si_) — g + W*(t, S_)
0

+ el (F™(t,8,_, T ZF‘” (t, S, t:)))2|A\sdt

T T
n_nt72 Q62Ft St u s ” . m
+/O ( E9 </ (0°(t, u) + 0°(t, w))du + 6™ (t, T)

t

—Zopt (t,t:)

T
+/ (n— ne_2E(e // #(t g, u) + 3 (v, w)du
0

+ (t’yaT) _Z%pf (t ya )) ] (dy)d

i=1

We conclude that the total risk process is no longer completely diversifiable. If
we assume that the number of policyholders is big enough, then the last two
terms will cause the risk.



Have no fear of perfection
you'll never reach it.

Salvador Dali (1904-1989)

Local risk-
minimization applied
to unit-linked life
insurance contracts

In Chapter 4 we mentioned already the article of Mgller (1998). He constructed
the risk-minimizing hedging portfolio for unit-linked life insurance contracts
with a pure endowment and a term insurance with single premium in the com-
plete Black-Scholes market.

Riesner (2006a) combined the theory of locally risk-minimizing hedging strate-
gies with the results of Mgller (1998) but for a risky asset of which the price
process is discontinuous as it follows a geometric Lévy process. However, de-
termining the risk-minimizing hedging strategy under the minimal martingale
measure does not provide the locally risk-minimizing hedging strategy in the
Lévy case, as already discussed in Chapter 3.

We will derive the correct locally risk-minimizing hedging strategy by a direct
construction of the Féllmer-Schweizer decomposition. First of all we will use
an approach based on the article by Colwell and Elliott (1993). We applied this
approach before we determined the general form of the Follmer-Schweizer de-
composition based on the characteristics as is described in Chapter 3. Therefore
we will check here the results obtained in the first case with the form given in
Chapter 3. This will highlight also the usefulness of the results given in Chapter
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3.

In Section 7.1 we look in more detail at the mistakes made in Riesner (2006a,
2007) and in Section 10.4 of Cont and Tankov (2004). After recalling the set-
ting of Riesner (2006a) in Section 7.2, we then show in Section 7.3 that in
Riesner (2006a) the risk-minimizing hedging strategy under the new measure
was found, but that this strategy is not the locally risk-minimizing one under
the original measure. In Section 7.4 we show how to determine the correct lo-
cally risk-minimizing hedging strategy under the original measure and we cal-
culate the associated risk process. In Section 7.5 we adapt the results of Riesner
(2006a) for unit-linked life insurance contracts with a pure endowment and a
term insurance. We end with a practical example in which we determine the FS
decomposition using the results of Chapter 3. Afterwards we apply this result
to the setting of Riesner (2006a) and this obviously shows that it is much easier
to use the results of Chapter 3 than to utilize Colwell and Elliott (1993).

This chapter is based on Vandaele and Vanmaele (2008b).

7.1 Literature

Section 10.4 of Cont and Tankov (2004)

Although Cont and Tankov do not restrict the dynamics of the underlying to
continuous processes, they say that the measure under which the martingale
property and the orthogonality are preserved, is called a minimal martingale
measure. Furthermore, they give a general procedure to find the locally risk-
minimizing hedging strategy. This procedure describes that one first need to
determine the MMM and the dynamics of the underlying risky asset under this
MMM. Then the GKW decomposition of the claim H is determined under the
MMM. From this decomposition they claim that the number of risky assets easily
follows, without a correction term. As is shown in Theorem 3.3.2, this is incor-
rect. In the example where the underlying risky asset follows a jump-diffusion
model, see Cont and Tankov (2004) page 341, they calculate the Galtchouk-
Kunita-Watanabe decomposition to determine the locally risk-minimizing hedg-
ing strategy.

We remark that Cont and Tankov will correct this mistake in a second edition of
their book.
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Riesner (2006a)

It is assumed that finding the risk-minimizing hedging strategy under the mini-
mal martingale measure directly gives the locally risk-minimizing hedging strat-
egy under the original measure. The proof of Lemma 8 is based on Proposition
10.5 of Cont and Tankov (2004). The wrong reasoning Riesner (2006a) applies
is also obvious from the remark on page 602 in which Riesner states that:

Follmer and Sondermann (1986) consider only the case where the
discounted stock price is a martingale under the original measure P.
Schweizer (1991, 2001) showed that their approach fails if S is just
a P-semimartingale and develops the theory of local risk-minimi-
zation: under the Follmer-Schweizer measure one applies Follmer
and Sondermann (1986) and finds a risk-minimizing strategy which
is locally risk-minimizing under P.

Riesner (2007)

The goal of Riesner (2007) is to determine the locally risk-minimizing hedging
strategy for payment streams. Unfortunately a similar mistake as in the previous
paper is made, but more covered up. Riesner extends the LRM hedging theory
to payment streams by using the optimality equation as defined in Schweizer
(1991). Schweizer (1991) assumed that there exists a square-integrable P-
martingale N, orthogonal to the martingale part M under P, such that every
contingent claim H can be decomposed in the sum of a constant, a stochastic
integral over M and a stochastic integral over N. If this holds then M and
N form a P-basis of L?(P). Furthermore he also demanded that there exists
an equivalent probability measure such that X and N form a basis under this
equivalent measure. In the continuous case these assumptions are realistic and
it is rather easy to check that for the MMM the last assumption will also be
satisfied, as is shown in the later paper of Féllmer and Schweizer (1991). The
problem is that Riesner (2007) claims to work under this set of assumptions,
without checking if it is possible that they hold in case the underlying risky
asset is no longer continuous. It is true that at the time Schweizer (1991)
wrote his paper it was less clear under which conditions the assumptions hold.
Therefore minimal martingale measure was then still described as the measure
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which left the structure of the model, apart from changing X into a martingale
intact. So also the orthogonality relations should remain preserved, while in
later papers, Schweizer showed that this preservation of orthogonality holds in
case the underlying asset is continuous, but he no longer demands it as a basic
condition for the minimal martingale measure in a more general setting.

In the conclusion at the end of the appendix in Riesner (2007) is stated explicitly
how he determines the LRM hedging strategy:

First, one removes the drift of the semimartingale X performing an
equivalent change of measure to the Follmer-Schweizer measure Q
and second, one applies the theory of Mgller (2001) to find a risk-
minimizing hedging strategy under Q. This strategy is then locally
risk-minimizing with respect to the original measure P.

7.2 The model of Riesner (2006a)

We assume that the contract ends at the finite time 7. We work in the probability
space (2,G,G, P) which is the product space of two independent probability
spaces. The first one is used to model the Lévy process, the second one to
describe the insurance portfolio. The probability space is assumed to satisfy the
usual conditions of right continuity and completeness.

The financial market

The probability space describing the financial market is given by (Qy, F,F, P;),
where (Fi)o<i<r is the natural filtration of the process L, with (L;)o<;<7 and
Lo = 0, which is the cadlag version of a Lévy process. Assume also that L*, see
page 9, is locally bounded.

Furthermore the compensator of the jump process y is assumed to satisfy:

/ |z|3v(dx) < oo;
{le|>1}
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for more details we refer to Chan (1999). The process L can be decomposed as
follows: .
Lt:CWt+Mt+(lt, OStST,

with (W})o<:<7 a Brownian motion, ¢ > 0, a = E[L;] and

J\Z:/Ot/RxM(ds,dx) :/Ot/Rx(N(ds,dx) —u(dz)ds), 0<t<T,

a square-integrable martingale. The compensated Poisson random measure on
[0, 00) x R\{0} corresponding to the jumps of L is thus given by M (ds, dz).
The financial market itself consists of a risky asset S = (S¢)o<¢<7} and a bond
B = (B;){o<t<7} With dynamics

dSt = tht_dt + O'tSt_st = (bt + aat)St_dt + O'tSt_d(CWt + ]f\\jt), SO > 0,
(7.1)

dBt = ’f'tBtdt, BO =1. (72)

The drift b, the volatility o; > 0 and the risk-free interest rate r; are assumed
to be continuous, deterministic functions. To be sure that the value of the risky
asset is always positive, we need the assumption o;AL; > —1 a.s. for all ¢ €
[0, T]. The process of the discounted risky asset X = S/B with martingale part
M and which is assumed to be a special semimartingale is easily calculated from
(7.1) and (7.2):

dXy =(by + aoy — 1) Xy_dt + 0y Xy d(cWy + M,). (7.3)

If (b—r)-t+o-L is special then X is also special due to formula (2.51) in
Jacod (1979). It is obvious that X is only a martingale under the measure P;
in the very special case where b; + acy — r; = 0 for all ¢ € [0, T]. Chan showed,
before the general formula, see page 23, for the Girsanov density describing
the change of measure to the MMM was known, that the Girsanov parameter
related with a change of measure to the minimal martingale measure Q is given
by

T — bt — a0t

G = oi(c® + )

, with v= / xQU(dx). (7.4
R
Therefore the density describing the change of measure from P; to the MMM is
given by
dZt = Zt_Gt(Cth + th)
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In fact as shown in Chapter 2, the MMM @ can also be determined using Z =
E(—X - M). For the sum in the denominator we introduce the notation

_ d<X>t o d<M>t 9 iy / 5
= IXPdl  oixiai ¢ TUT¢t | wvlde). (7.5)

Now we assume that (3.25) holds for all ¢ € [0,7], hence Z > 0. We made
here the conditions stronger than Riesner (2006a) did in order to derive the
existence of the GKW decomposition from the conditions which guarantees the
existence of the FS decomposition.

Under the new measure () the discounted risky asset in (7.3) is a locally square-
integrable martingale:

dX, = 0, X d(eW? + M2),

with

~ t
W2 =w, - / ¢Gydu (7.6)

0

a standard Brownian motion under @ and with

v :/xﬁé(dt,dm) :/g:[N(dt,dm) — (14 Gyz)v(dx)dt] 7.7
R R

a locally square-integrable Q-martingale. The compensator of N (dt,dx) under
the measure @ is

v2(dz) = (1 + Gyx)v(dz). (7.8)

The insurance market

The insurance market is described on the probability space (Qq, H,H;, P»),
where the filtration (H;)(o<;<7} is the natural filtration generated by 17, <4
with ¢ = 1,..., N and where P, is the risk-neutral measure of the insurance
market, meaning that the insurer is assumed to be risk-neutral towards insur-
ance risks. The number N denotes the number of individuals, all of equal age
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z and with i.i.d. non-negative lifetimes T}, ..., Ty. Their survival probabilities
are given by

t
e = Po(Ty >t+z|Th > ) = exp(—/ fhptrdT)
0

with p,y¢ the hazard rate at age = + t.
The number of deaths until time ¢, 0 < ¢ < T is denoted by N/ = vazl Tyr,<sy-
Furthermore the P,-martingale M’ = (M/)o<;<r is defined as

t
Ml =N} — / Aodu,
0

with )\t = (N — Ntlf)/ﬁ;r_;,_t.

The combined model

The equivalent martingale measure Q for the combined model is just the prod-
uct measure of the minimal martingale measure @) and the risk-neutral mea-
sure P, of the insurance market. We then work in the space (Q,Q,G,Q) =
() x Q, FOH,FRH,Q x Py).

7.3 The strategy proposed by Riesner (2006a)

Suppose g(u, Sy) is an F,-measurable claim for which

sup E[(B; 'g(t,S:))?] < oc.
te[0,T]

We impose here an integrability condition under the original measure, while
Riesner (2006a) assumed an analogous condition but under the MMM. We
think it makes more sense to specify the condition under the original mea-
sure and to derive from the extra assumption (3.25) the existence of the GKW
decomposition of g(u,S,) under Q. According to risk-neutral valuation, the

arbitrage-free price F(t, St, u) of the claim is given by EQ [B:B; tg(u, S,)|F) if
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0 <t<u<Tandby BB, 'g(u,S,)if 0 <u <t <T. It is assumed that
F(-,-,u) € CH2([0,T] x [0, 00]) for any u. Furthermore we assume that the first
derivative of F with respect to the second variable is bounded Q-almost surely.
We denote by F; the derivative with respect to the first variable and by F the
derivative with respect to the second variable.

In Riesner (2006a) is stated that the Follmer-Schweizer decomposition of

B 'F(t,S;,u), with 0 < t < u < T is given by

¢
B;'F(t, S, u) = F(0,So,u) Jr/ E(s,u)dX, + K(t,u), 7.9)
0
with
of Z/ﬁvt@(dm)? = +f,
i
c? 1 O
E(t,u) =—=Fy(t, St—,u) + ———— / 2 J(t, z, u)vl (dz), (7.10)
:‘{? O'tXt,KJt R
J(t,x,u) =B; H[F(t,S;_ (1 + opx),u) — F(t,S;_,u)], (7.11)
t N ¢ .
K(t,u) :/ W (s, u)dWw@ —l—/ / <@ (s,y,u)M®(ds, dy), (7.12)
0 o Jr
SO (t,u) =cor X (Fo(t, e u) — E(t,w)), (7.13)
g(z)(t,y,u) =J(t,y,u) — yor X¢e—E(t, u). (7.14)

In the article it is not mentioned explicitly under which measure this decompo-
sition is true. In fact under the MMM this decomposition is a special Féllmer-
Schweizer decomposition, namely the Galtchouk-Kunita-Watanabe decomposi-
tion, but it is not necessarily the Follmer-Schweizer decomposition under the
original measure as Riesner claims. We can only prove that K(-,u) is a P-
semimartingale and without extra assumptions on the claim it is not surely a
P-martingale, which is a necessary condition to have a Follmer-Schweizer de-
composition under the measure P. By applying It6’s formula on B; *F(t, S;, u)
(see the proof of Theorem 7.4.1 for more details concerning this calculation)
and solving (7.9) to K, we find:

K(tau) :(Fm(tast—au) - f(t’u)) - X

+ / (g, ) — Fult, Se_,u)ou Xo_ylyM@(ds,dy).  (7.15)
R
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Therefore by using (7.3), (7.4) and (7.7), the predictable finite variation part
of K under P equals

t ¢
—/ GSCQOSXS_Fw(S,SS_,u)dS—/ /GSJ(s,y,u)yu(dx)ds
0 o Jr

t
—|—/ G0 X KE(s,u)ds. (7.16)
0

If K(-,u) is a P-local martingale, then the predictable finite variation part
should be zero. From (7.10) and (7.8), we obtain that in case Gy # 0 K(-,u)
is a P-local martingale if and only if for any ¢ € [0, T the following expression
equals zero:

o X Fy(t, Siu) + / J(t g,y (dy) — (8, w)or Xo—r
R

=20y Xy Fo(t,S;_,u) —|—/ J(t,y, w)yv(dy)
R

2 1 ~
c Fo(t,Si—,u) + ————= / J(t,y, u)yl/tQ(dy)] o1 Xi—K
R

Ry O'tXt,KJtQ

Fy(t, Sp—,u) +/ J(t,y,u)y [1 - %(1+yGt)
R

Rs

= C2O'tXt_ |:l — % l/(dy)

Ky

Concerning the orthogonality between K(-,u), (7.15), and M, we know by
using Properties 2.2.15, (7.4) and the continuity of the finite variation part that

(K, M), —<KC+Kd M),
—&(s,u)) - (M, M),

=((Fu(-,5-)
/ / (5,9, u) — Fu(s, Ss- )0 Xo—y)M (ds, y), M),

—/( (5, S0_) — €(s,))0? X2_kds
/ / (5,9,10) — Fy (5, 50 )0 Xa_y)0u X y(dy)ds

:/ (5,8, )o2 X2 2als—/fsuaX Kds

// (8,9, u)os Xs—yv(dy)ds.
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Comparing this with (7.16) we see that K is orthogonal to M under P if and
only if K is a P-local martingale, but as shown with an explicit example in
Chapter 3 this is not true in general. Note that the necessary condition is claim
dependent, hence it is possible that for a specific claim the condition will be
satisfied, but it will not hold in general.

On the other hand, it is true that the @Q-local martingale K (-,u), (7.15), is or-
thogonal to X under the minimal martingale measure Q:

<K7X>f2
S_) — &(sou) - X, X)2
/ / s,y,u) — Fp(s,585_)os X y) (ds y), X >?

. / (Fils.82) — £(s, ) X2_nFds
A / 8,y,1) — Fu(s, 55 )05 X))o Xs—yv? (dy)ds
Z/CUSXFSSS, /sz, dy)USX _ds
/fs WrkPo2 X2 ds

:/ [c 05 Xs—Fp(s,S—,u /Js Y, u )] osXs_ds
0

—/0 i —F,(s, 55—, )+7N/RJ(S z,Y)yv (dy)] Q o2(X,_)%ds

c
Q
=0.

HSQ 0sXs_Ks

This calculation shows that the compensator of K (-, «)X is equal to zero, which
means that K (-,u)X is a local martingale under @ and thus that K (-, u) is or-
thogonal to X under Q.
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7.4 The correct locally risk-minimizing strategy

We assume the same setting as in Riesner (2006a) for the insurance and the
financial market. We adapt here the proofs of Colwell and Elliott (1993) to
our setting. Of course this calculation is rather cumbersome and unnecessary
long, because at the time the article was written the theory concerning locally
risk-minimization was less developed e.g. the general form of the MMM was
still not known. Although this calculation is no longer useful in practice, we
repeat it here to show how the MMM comes out naturally as the only correct
choice from the set of martingale measures. This makes of course sense in
the continuous case where we can use the fact that the martingale and the
orthogonality property are preserved, while in the discontinuous case this is
less obvious without going into the details of the proofs concerning locally risk-
minimization, see Chapter 4.

We start by summarizing the reasoning followed in this section.

We want to determine the Follmer-Schweizer decomposition of the portfolio
under the original measure P. The value of this portfolio at maturity should
equal the necessary amount and should be a martingale under an equivalent
martingale measure which will be specified later on.

To obtain such a portfolio, we will impose all the necessary conditions (see (i)-
(v) in the proof of Theorem 7.4.1 on page 150) on the unknown decomposition.
In this way, we will not only derive the desired decomposition, but we will also
obtain the MMM as the equivalent measure.

More concrete we will start by describing all the equivalent probability measures
by the Girsanov density (7.17). We will assume that the functions j and h
in (7.17) are such that X is a local martingale under the equivalent measure
Q. This will lead to a first relation (7.21) for j and h. Then we will derive
the dynamics (7.23) of the portfolio V, which is a -local martingale. Finally,
we will propose a decomposition of V under P, which is a Follmer-Schweizer
decomposition and determine the unknowns ¢(-,«) and I'(-,u) (see (ii) in the
proof of Theorem 7.4.1 on page 150) in this decomposition. At the same time,
we will get the explicit expressions for j and h (see Theorem 7.4.2), in other
words the @ measure will be completely defined. We will also show in Corollary
7.4.3 that this equivalent measure () is the minimal martingale measure.

Let us start with the first step: From Theorem 2.3.8, we know that the set of
equivalent probability measures is described by the following Girsanov density
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for processes j € L(X¢) and h — 1 € Gjoc(N):
t
D; =1 +/ Ds_ j(s, Xs_)dW,
0

+/0 /RDS,[h(S, Xs—,y) — 1}(N(ds,dy) — v(dy)ds). (7.17)

We assume that j and h are such that X is a martingale under this equiva-
lent martingale measure, which we denote by Q). Under the measure Q, W, —
f(f j(s,Xs-)ds is a standard Wiener process and the compensator of N (dt,dy)
is h(t, Xi—,y)v(dy)dt. We recall that under the original measure P; the process
of the discounted risky asset is given by:

dXt :(bt —+ aoy — 'f’t)thdt + O'tXt,d(CWt + M)
:(bt “+ aoy — Tt)thdt + O'tXt,Cth + / O'tthy(N(dt, dy) — V(dy)dt)
R
(7.18)
Thus, X has the decomposition X; = Xy + A; + M, with A, = fot (by + aoy, —

7r4) Xy—du the finite variation part and with

¢
M; = / oy Xy—d(cW, + M,,) (7.19)
0

the square-integrable martingale part for which My = 0. We rewrite the process
of the risky asset as follows:

dX; =0y Xy _cldWy — j(t, Xy )dt] + / o X y[N(dt, dy) — h(t, X;—, y)v(dy)dt]
R
+ (bt + aoy — ’I’t)thdt

+ UtXffCJ'(tXt—) + / UtXt—y[h(tXtﬂy) - 1}u(dy) dt. (7.20)
R

We know from Theorem 2.3.5 that N(dt,dy) — h(t, X;—,y)v(dy)dt and dW; —

j(t, X;_)dt are local martingales under the new measure (). Hence, the process

for the discounted risky asset is a local martingale under the measure () if and

only if

(bt + aoy — ’I"t) + O'th(t,Xt_) + / O't[h(t, Xt_,y) — 1]yy(dy) =0. (721)
R
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Theorem 7.4.1. The Q-local martingale V (¢, u) given by
V(t,u) == E9[B; g(u, Su)|Fi] = By 'F(t,Si,u) for 0<t<u<T (7.22)

has the following process under the new measure Q:
t
V(1) =V(0,u) + / Fu(s, So_,u)os Xo_cldWs — j(s, Xo_)ds]
0

Jr/o /RJ(S,y,u)[N(ds,dy)—h(s,XS_,y)V(dy)ds}. (7.23)

Proof. We first derive the relationship between the non-discounted risky asset
S and the discounted risky asset X:

dX; =d (?) = B;'dS; — S;B;%dB; = B; 'dS; — Xrdt.
t

Therefore B; 'dS; = dX, + X,r.dt. We apply It®’s formula for semimartingales
to (7.22) and find the dynamics of V (¢, u) by using (7.11), but now under Q
instead of ). These two measures will of course appear to be the same, but we
cannot presume this at this stage. The notation J(¢,z,u), see (7.11), will also
be used here.

dV (t,u)
= —rB; F(t,S,_,u)dt

+B; ! [Ft(t, S, u)dt + Fy(t, S, u)dS; + %Fm(t, S;_,u)d[S, S]§
+ / Bt_l[F(t, Si— + 01Si—y,u) — F(t, S, w)|N(dt, dy)
R

— / B YF(t, Si—,u)o¢S;_ yN(dt,dy)
R
= (—TtBt_lF(t, Sf,_7u) + Bt_lFt(t, St_,u) + Xt’I“tFx(t, St_,u)) dt

1
+ §Fm (t,Si_,u)o?B; 1 S% cAdt

+ / J(t,y,u)h(t, Xi—,y)v(dy)dt
R
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- / BrUE(t, So_, w)ouSe_ yh(t, Xoo, y)u(dy)dt + Fu(t, So, u)dX,
R
+ [ TtV Gt dy) — bt Xo )y
R
- / Bt_lF:F(tv St_,U)O'tSt_ y[N(dtv dy) - h(t7 Xt—a y)V(dy)dt]
R
This is a Q-local martingale and thus the drift term is zero. Next, substituting
equation (7.20) for the discounted risky asset, we arrive at:
dV (t,u)
= Fx(t, St,, U)O'tthc[th - j(t7 Xt,)dt]

+ Fm(ta Stf, u) / Utth y[N(dtv dy) - h(tv Xt*; y)V(dy)dt}
R

+ /R[J(t,y,u) — Fp(t, Si—, uw)oe Xy— y][N(dt, dy) — h(t, Xi—, y)v(dy)dt]
= Fp(t, St—,u)oe Xe_c[dWy — j(t, Xe_)dt]
+/RJ(t,y,u)[N(dt,dy) — h(t, Xi—, y)v(dy)dt].
Integrating this last equation gives the required result. O

We now come to a next step in the procedure. From Theorem 4.3.11 and due to
the assumptions we made, we know that the FS decomposition gives the locally
risk-minimizing hedging strategy. In order to find this FS decomposition, we
impose the following conditions:

) VU,U(QO) = BJlg(u, Su)’
(WD) Veu() = Voul9) + Jy &5, wd X, + T(t,u),
(iii) I'(¢,w) is a martingale under P, and I'(¢, u) is orthogonal to the martingale
part M of the discounted risky asset under P,

where the functions ¢(s, ) and I'(¢, v) in the Follmer-Schweizer decomposition
(ii) of the portfolio are unknown.
The earlier made requirement:

(iv) the chosen equivalent probability measure Q is such that X is a local
martingale under @),
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as well as the condition
(V) Viu(ep) is a local martingale under Q,

help us to find the Follmer-Schweizer decomposition (ii) explicitly.
Remark that in this section we do not always write the dependence on u explic-
itly as e.g. in the number of risky assets ¢;.

We now state our result.

Theorem 7.4.2. The locally risk-minimizing hedging strategy for the claim
g(u, S,,) can be found by performing a change of measure as described in formula
(7.17), with

(b taoi—m)y
h(t7 tha y) =1 O't[CQ I fR xQV(dI‘)]’ (7-24)

r _ (bt—l—aat —T't)C
It Xe-) = [+ L da)] (7.25)

forall0 <t<u<T,ie.

t
1 / D, (bs +aos —rs)c W,
os[c? + [ 2?v(dx)]

s +aocg — Ts)y
/ / A c2 + [ 220(da)] (N(ds,dy) — v(dy)ds). (7.26)

The Féllmer-Schweizer decomposition under P of the associated portfolio, satisfy-

ing the conditions (i)-(v), is:

t t
Viu(9) =Vouu() + / o5, u)dX, + / <@ (s, u)dWW,
0
/ / b) (s,y,u ds ,dy), (7.27)

ot 1) = Fo(t, Si—,u)oe Xo—c + [ J(t, y, w)yv(dy)
= o Xy [ + [ 22v(dx)]

D (t,u) = coy Xy [Folt, Si—,u) — ¢(t,u)] (7.29)
g(b) (t7 Y, u) = J(tv Y, U) - yUtXt—¢(t7 U) (730)

with

(7.28)
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The strategy at time t, 0 < t < w, is p(t,u) = (4(¢, u),n(t,u)) with n(t,u) =
Viu(p) — o(t u) X

Proof. Out of conditions (v), (i) and (7.22), we find that
Viu(p) = B9 V(@) ] = B2B; g(u, $.)|F) = V(t,u),

in particular V5 ,(¢) = V(0,u). Using the required form described in (ii), and
the decomposition (7.23) of V(¢,u), we see that I'(¢,u) can be expressed as
follows:

(t, u)
/F (5, 5o, u)os Xs_c[dWs — (s, Xo_)ds]
/ / J(s,9,u) [N (ds, dy) — h(s, Xo_,y)v(dy)ds] - /0 (s, u)dX,
:/ (5, Su_,u)os X cd WV, +/ / sy, w) [N (ds, dy) — v(dy)ds]
- / Fy(5, Sum s )00 Xo_ (s, X, )ds
+ t [ T = nts X ptayas - [ " o(5,10)(bs + a0 — 74) Xo_ds
[ otsmioxeceaws — [ [ ts.u)a Ko sV, ) ~ vl
= [t — o0l oW~ [ 5004+ 00— ) X
/ / 5,9,18) — 0, X 8(s, )y [N (ds, dy) — v(dy)ds]

—/ Fo(s,Ss—,u)osXs_cj(s, Xs_)ds
0

+/0 /RJ(s,y,u)[lfh(s,Xs_,y)]z/(dy)ds.

We used here formula (7.18) and not (7.20) to describe the process of the dis-
counted risky asset because we want the dynamics of I'(-, u) under the original
measure P. We now easily see that if we want I'(-, u) to be a local martingale
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under P, then the drift term in the previous relation should be zero. Hence,
Fm (t7 St, 5 t)O'tXt,Cj (t, Xt,)

= /RJ(t, y,u)[1 — h(t, Xe—,y)lv(dy) — o(t,u)(by + aoy — 1) Xe—,  (7.31)

for all ¢t € [0,u] P-almost surely. Furthermore, I'(-,u) and M, the martingale
part of the risky asset, should be orthogonal under P. This will be the case if
I'(-,u)M is a local martingale under P. The process I'(-, u) is thus given by

I'(t,u) :/0 [Fr(s,Ss—,u) — ¢(s,u)]os Xs—cdWj
+ / / (5,9, 4) — 0uXa—6(s, w)y][N(ds, dy) — v(dy)ds]  (7.32)
= @ (s,u ®)(s,y,u s —v s
—/Oc (s, >dWs+/O/R< (5,9, ) [N (ds, dy) — v(dy)ds],

where ¢(®)(¢,u) and ¢(*)(,u) are introduced in (7.29) and (7.30) and the pro-
cess of M follows from (7.19)

t t
M, = / 0s Xo_cdW +/ /USXS_y[N(dS,dy) — v(dy)ds].
0 o Jr

Thus the product I'(-, u) M is a local martingale under P if and only if the drift
term in its dynamics is equal to zero. This leads to the following condition for
all t € [0, u] P-almost surely:

[Fo(t,Si—,u) — ¢(t,u)|o2 X7 c*

=— /R[J(t, y,u) — o X o(t, u)yloy Xy—yv(dy) = 0. (7.33)

By solving this equation for ¢(¢,u) we obtain (7.28). We now recall condition
(7.21), which insures that X is a martingale under the measure (), and which
multiplied with F, (¢, S;—, u)X;_ equals:

F’I: (t; St—v U)Xt—

X | (by + acy — i) + oy (t, Xoem) + / oi[h(t, Xi—,y) — lyv(dy)| =0. (7.34)
R
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We substitute the value (7.28) for ¢(¢, ) in the condition (7.31) which insures
that T'(-, u) is a local martingale under P:

- Fw(tv St—a u)tht—Cj(tv Xt—) + /]R J(t7 Y, ’U,)[l - h(ta Xt—v y)]V(dy)

_ Fw (ta St—z u)o-tXt—CQ + f]R J(ta Y, U)yV(dy)
B oyc? + [ 2?v(dr)]

Eliminating j from the equations (7.34) and (7.35) leads to:

(bt + aoy — ’I"t). (735)

/R[O'tFa:(m St,, U)thy - J(t’ Y, u)]

(bt +aor —1¢)y y
oy(c? + [ x?v(dx))
A possible solution which is independent of the claim to be hedged, is
h(t, X:—,y) given by (7.24).
We remark that it is possible that equation (7.36) has not a unique solution.
This is the case when o F, (¢, S;—,u)X;—y — J(t,y,u) = 0. It is important to
note that this equation is however claim-dependent and therefore it will not
hold for all possible claims.
We now calculate j from equation (7.21)

. 1 (bt + aoy — 1)y
t,S_)=—|—(b —
J(t, Si-) O'tC[ (bt + aoy rt)+40t[at(c2+fmmzu(dx))
(by + aoy — 1) 2 / 2 / 2
o[ + [ 2?v(dx)] N v(dz) + L v(dy)
(bt + aoy — Tt)C
ot[c® + [ 2?v(dx)]’
which is precisely (7.25). O

x {h(t,Xt_,y) 14 (dy) = 0. (7.36)

]yl/(dy)}

Corollary 7.4.3. The equivalent martingale measure () obtained through the
change of measure (7.26) is precisely the minimal martingale measure Q).

Proof. In view of relation (7.4), the functions h (7.24) and j (7.25) satisfy the
following relationship with the change of measure parameter G of Chan (1999):

h(tv Xt—a y) =1+ th
j(t,Xt_) :CGt.
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Ijlence the Girsanov density (7.17), describing the change of measure from P to
(2, can be rewritten as:

t t
D=1 Jr/ D,_GgedW, +/ / D,_Ggy(N(ds,dy) — v(dy)ds).
0 o Jr

From Section 2.3.2.1 we know this is exactly the MMM. We remark that this re-
sult is not a surprise at all, because we are searching for a martingale measure
under which V; ., (¢) + fot d(s,u)dXs+T(t,u) is a local martingale. The first two
terms are obviously local martingales under a martingale measure and the only
restriction comes from the third term. Therefore, the only claim-independent
measure will be the one that demands that every local martingale orthogonal to
the martingale part of the discounted risky asset under the original measure is
also a local martingale under the new measure. This is exactly the description
of the definition of the minimal martingale measure. O

We now compare the number of risky assets proposed in Riesner (2006a) to
the one we derived for the claim g(u, S, ). The number of risky assets found in
Riesner (2006a) is given by £(¢, «) in (7.10):

Fx (tv Stfa U)O'tXt,C2 + fR J(tv Y, u)thQ (dy)

g(t; 'LL) = O'tth [02 + f]R .’EQVQ (d;(;)]

b

while the number of risky assets to get the correct locally risk-minimizing strat-
egy is given by ¢(¢,u) in (7.28). We see that the structure of the formula for
both numbers of risky assets is the same, but that we have to calculate it under
the right measure. The first one is under the minimal martingale measure @,
the second one under the original measure P. Invoking (7.8) and (7.5), we
establish the following relation between £(¢,u) (7.10) and ¢, (u) (7.28):

_ Fz(t7 Stfa 'LL)O'tXt702 + f]R J(tv Y, u)yl/(dy)

ot u) = 01 Xy _[? + [ 2%v(dx)]
+ 3Gw(d 1
:ﬁ fo/{ ty( x)f(t»u)— W/R?JQJ(@%U)GW@@)
Hence,
3G, v(d
6(t0) — ott0) =~ gy L [ty G,

(7.37)
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Clearly &(t,u) is equal to ¢(t,u) if Gy = 0 for all 0 < ¢ < w or if v(dy) = 0, which
are both trivial cases. The former corresponds to the case P, = @ meaning that
the risky asset is already a martingale under the original measure P. The latter
refers to a Lévy process which has no jumps and hence, we are in the Black-
Scholes setting where orthogonality is preserved by the continuity of the risky
asset. In general the equation (7.37) will be non-zero, see Section 3.4 for an
explicit example.

The associated risk process is not risk-minimizing in the present setting, but
only locally risk-minimizing. However we are still able to calculate the risk
and although we don’t have a global risk-minimizing strategy, we are able to
calculate locally how much risk remains. We introduce the notation p; for

pr = / J(t,y, w)yv(dy).
R
For the risk process we find by using successively (4.2), (4.1), condition (ii),

(7.32), equation 1.4.6 of Jacod and Shiryaev (2002) (see page 90), (7.28) and
(7.5) that:

Rt,u(‘P)
= E”[(Cr(p) — Cil9))?|F]

= EP[(Vr(p /(bsudX Viu(p /¢8udX)|7:t]
= EP[(I(T) - T(t))?| 7]

(

T
= [ B (150 0) ~ (0P XE 21 ds
/ /EP S, Y, U USXS_QS(S)y]zLE] v(dy)ds

Fu(s, 55—, u)? E
= / EP [Fm(s, Ss_,u) — — (5,85, u)e N } 03X5_02|.7:t‘| ds
] K

T
=EF / [F(s,Ss—,u) — ¢(s)]os Xs_cdW,
t

T 2
T / / [J(s,y,m—asxs_as)ywv(ds,dy)—u<dy>ds]) 7

K 05 Xs_
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T 2 2
Fw 758—) SXS— S
+/ /EP {J(s,y,u) — (s ucto y_psY |F: | v(dy)ds
+ R K K
’ K —c? ps 1°
= /t EP [F$(s, Ss—,u) - O'SXS_H:| o2 X?% 2| F

T 2 4 2 2,2 2,2
F2(s,S,_, X,
/ / EP HJQ(s,y,u) 3:(57 E )C <z ( ) Yy PsY
t R

12 12
2 y
—2F, (8, Xs—,u)os Xs_J(s,y,u)y— — 2J(s,y,u) = ps
K K

2
+2F, (s, Xs—,u)os Xs— ;yst} .7-}} v(dy)ds

T 2
:/ ¢ E [[F2(s,Ss—, w03 (X )? — 2F,(s, Ss, )05 Xo—vps + p2)|Fe] ds
t

F2 4_2 2 P 2
/ /EP []2 (s,y, u)v(dy) + UL )20 7 (X) v+—v—2

K

2
—2F, (s, Xy, u)o X pf +2F, (s, X, )USXSCQpSU]:t} ds
K

T 2
= / %EP [F2(s, Ss—, u)v®02(Xs—)? — 2F, (s, Ss—, u)0s Xs_vps + p2|F] ds
¢

T F2(s,8,_,u)c*o%(X,_)?
+/ EP [/ J%(s,y, w)v(dy) + 2 (5, 95—, u)coy( ) v
¢ R

w2

4
/J's (c + k) — 2Fw(s,Xs_,u)chXs_psz2Ft} ds

This risk process is equivalent with the one given in Riesner (2006a). All the
processes are there taken under the measure () while we work under the origi-
nal measure P except for F'(¢,z,u), which is still defined under the measure )

as EQ[B,B; ' g(T, Sr)|F).
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7.5 The locally risk-minimizing hedging strategy
for unit-linked contracts

We report here the results given in Riesner (2006a) for the pure endowment
and the term insurance, but with the correct decomposition for B; ' F(t, S;, T)
given in formula (7.27).

We note that Corollary 4 and Corollary 6 in Riesner (2006a) are correct because
he only claims he found the risk-minimizing hedging strategy under the MMM.
His remark under Corollary 4 shows again his belief that he actually found not
only the risk-minimizing under the MMM but also the locally risk-minimizing
hedging strategy under the original measure.

7.5.1 The pure endowment

The total claim for N pure endowment contracts is

N

H = B7'9(Sr) Y Lynsry = Bplg(Sr)(N — Np).
i=1

We remark that w is set here equal to the fixed time of maturity 7.

The Follmer-Schweizer decomposition for the claim H is given by:

t
Vir =Vor + / (N = NI ipoysop(s, T)dX, + K2 (t,T) 0<t<T,
0

t
KM0T) = [V = NL) 1 ipays @ (5. T)W,
/ / N = N1 ) 1—apsns® (5,5, T)N(ds, dy)

—/ B;'F(s,8s_,T) 1—spessdM!.
0

The optimal portfolio invests ¢*(¢,7) = (N — N/.) 7_tps++¢(t,T) in the risky
asset and (N — N}) T_tplqrtBt_lF(t, Si, T) — ¢* (¢, T) X, in the riskless asset for
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0 <t < T. The associated risk process is then given by
Rer(#")

T
=/t T-sPry B[N = N))?IE {(C(“)(S,T))Q +A(<(b)(8,y,T))2V(dy)|ft ds

T
+ (N - NY) T—tpw+t/ T—sPutshats By “E[F? (s, Ss, T)|F]ds.
t

7.5.2 The term insurance

The payment g(u, S,,) is time-dependent but we assume that the insurance com-
pany only pays out at time T'. Thus the claim for a portfolio of N term insurance
contracts is

N T
H:B’l_“lzBTBilg(ﬂaSTi)]l{TiST} = / B;lg(’u,Su)dNi
i=1 0

The Follmer-Schweizer decomposition for the claim H is given by:

t
Vir =Vor +/ (N = NI )o*(s, T)dX, + K" (t,T) 0<t<T,
0
T
¢* (ta T) = / u—tPr4t ﬂz+u¢(t7 u)dua
t
t
KH(t,T) = / (N — NL )X @ (s)dw,
0

¢ o I (b) S T S S I
+/O/R<N NL)x <,y>M<d,dy>+/0< )M

t
El
0
where
T
X(a) (t’ T) = / u—tPa+t Mw+u§(a) (ta u)du,
t
T
X(b) (tvyaT) = / u—tPx+t Mm+t§(b) (t,%u)du,
t

T
0(t,T) =B} g(t, S,) — / BrUF(t, So 1) wtPosofio s udi,
t
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The optimal portfolio at time 0 < t < T invests £*(t,T) = (N — N1 )¢*(¢,T) in
the risky asset and

t T
/ B g(u, 8,)AN! + (N — N}) / B F(t, Sivt) utpaofto s udu — € (8, T) X,
0 t

in the riskless asset. The associated risk process is then
T
R (%) =/ E[(N - N/)!|E [(X(“)(S’T))2 + A(X(b)(s,y7T))2V(dy)\ft ds
t

T
+ (N = N}) / E02(T)|Ft] s—tPatt atsds.
¢

7.6 Practical example

In this section we apply the theory described in Chapter 3 on a rather general,
but quasi-left continuous semimartingale with A; = ¢. The assumption of QLC is
no restriction when one wants to determine the LRM hedging strategy, because
continuity of the predictable finite variation part is a necessary condition. The
example will generalize the one of Riesner (2006a) and we will explicitly show
that we obtain the same result. We end with the determination of the correction
term ®, described in (3.21) for the example of Riesner (2006a).

Consider a market model for which A; = ¢ and Assumption 3.5.1 holds. Let H
be an Fr-measurable random variable such that the process V# satisfies

VH = EC[H|F) = f(t, X)),

where f(t,z) isa C*2((0,T) x R?)-function. This case generalizes the examples
that are frequently used in the literature, such as those treated in Colwell and
Elliott (1993) and in Theorem 7.4.2. By applying It6’s formula, see Theorem
2.2.26, we find

VH =y H +/0 fo(s, X )dX, +/0 [fi(s, Xs) + %csfm(s,xs_)]ds
* Zo<s§t[f(s’Xs) — f(8,Xs=) = faul(s, Xs— ) AX]

t t

~ 1

:VOH + fx(SvXS—)dXs +/ [ft(SaXs) + §Csfxw(57Xs—)]d5
0 0
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+/O /Rd[f(s,Xs_ +2) — f(s, Xo_)|u(ds, dx).

Since V¥ is a special semimartingale, then by compensating the last term in the
RHS of the above equation and simplifying the resulting equation, we obtain

VH: ‘70H+fz('7X*)'Xc+ f('va'i_x)_f(‘?X*) *(N_V)+§’

where B is a predictable process with finite variation. Therefore, this leads to
the description of the process K defined in (3.49), and hence to the FS decom-
position of H as follows.

Corollary 7.6.1. The following assertions hold:
(1) The process K is given by
K = fo(, X)X [F( X +2) = F(X0)| % (=),
(2) The FS decomposition (Hy, %, L) of H is given by
¢ =g [cfz(~,X-> +/

Rd
L=y _yil — ¢l . x. (7.39)

(X ) - f(',X—)]K(dfr)} . (7.38)

Proof. The proof of the first assertion is obvious from the previous calculation,
while the second assertion is an immediate application of Theorem 2.2.23 and
the fact that the quadruplet of L through Theorem 3.5.4 is

(fx('vX—)7 [f("X— + I) - f('vX—)]a())O) :
O

We apply (7.38) to the setting of Riesner (2006a) and take into account that
we work here with X = oX_ - (b -t + cW; + Z\Z) We refer to Kallsen and
Shiryaev (2002) for more details concerning a process of the form O-X. Insert-
ing the characteristic ¢ from Chapter 3, which equals % = c20?X? and
F(t,S¢—,u) instead of f(t, X¢) in (7.38), we obtain:

1
H 2 22
gt 70’%Xt2,(62+fx2y(d{b)) [C g Xt—Fz(ta St—au)+/]RJ(t,y,U)$UtXt_I/(dx)]
_ Fw(t7St77’U/)C2 fR J(t7y7u)xzj(d$)

A prv(dr) o X (A + [2?v(de))’
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which equals (7.28).
We remark that in this simplified setting of QLC processes, the number of risky
assets also follows from

d(M)
see (3.12). Secondly we check (3.21), which expresses the difference between
the optimal number of risky assets of the GKW decomposition under the MMM
and the optimal number of risky assets from the Follmer-Schweizer decomposi-
tion. Formula (3.21) applied to our setting, namely —\ = a)% gives

- 1 -
o= X+ [20(da)) /ch_:Uf(:c)le/(dx)

with

f(SC) = §(2)(Sa y>u) = J(tvyvu) - yo’sXsfg(Sau)

because the local martingale orthogonal to X under the MMM is given by
K(t,u) (7.12):

t _ ¢ .
Kt = [ <O aw?+ [ [ @ (s.g0)0 s,y
0 o Jr
with ¢ (s, y,u) given in (7.14). Therefore

f(t7 u) - ¢(t7 u) = EIV)t

- atXlt_n /R(J(t,x,u) —20: Xy &(t,u))Gra’v(dx)
1 )
= /RxSGtu(dx)g(t,u) + o ./]R 22 (¢, 2, 0) Gov(da).

We obtain the same result as derived in (7.37) and in this way we checked
our results obtained by using Colwell and Elliott (1993). Furthermore we also
showed how Chapter 3 can be very useful to determine the LRM hedging strat-
egy in practice.



Derivatives are financial
weapons of mass destruction.

Warren Buffett (1930-)

Hedging in the
extended Heath-
Jarrow-Morton model

8.1 Introduction

Interest rate derivatives are important tools for the risk-management of insur-
ance companies. Life insurance companies are for example exposed to liabilities
which will mature in at most sixty years, while the bonds offered on the mar-
ket usually have maturities ranging from one to thirty years. Therefore interest
rate derivatives are useful to manage the risk related with these life insurance
contracts. Frequently traded instruments are e.g. swap contracts, where two
parties agree on exchanging different types of interest rates, typically a float-
ing rate against a fixed rate. Options on these swaps are called swaptions.
We calculate in this chapter the price of swaptions and look at different hedg-
ing strategies when the underlying default-free zero-coupon bonds are used for
hedging. When we mention zero-coupon bonds later on in this chapter, then we
always mean the default-free zero-coupon bonds.

Nowadays models for the term structure of interest rates that are driven by the
Brownian motion are widely used in practice. However serious shortcomings of
those models, in particular concerning the smile effect, are well known. There-
fore an extension of the Heath-Jarrow-Morton model developed in Heath et al.
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(1992) with a time-inhomogeneous Lévy process as driving process was intro-
duced in Eberlein and Kluge (2006). In this model the instantaneous forward
rate is given by a time-inhomogeneous Lévy process. Kluge (2005) showed that
such a model allows to reproduce the so-called smile surface.

Most of the literature about interest rate derivatives, see Section 8.2, concen-
trates on models driven by the Brownian motion and therefore assumes conti-
nuity of the price processes. Within the framework of the Lévy driven Heath-
Jarrow-Morton model, pricing formulas based on Fourier transforms are known
for the most liquid interest rate derivatives, namely caps, floors and swaptions,
whereas hedging strategies have not been discussed yet.

The goal of this chapter is threefold. Besides the pricing of the interest rate
derivatives, which can also be found in e.g. Eberlein and Kluge (2006), we fo-
cus on the hedging with zero-coupon bonds. Our contribution on the pricing
side is by giving a compact representation by using the Jamshidian decomposi-
tion. Finally, we give a numerical implementation and results.

A nice property of the one-dimensional model that we consider is that it has a
unique martingale measure, see Eberlein et al. (2005). According to the equiv-
alence between uniqueness of the martingale measure and completeness of the
market, a perfect hedge for any product in this market is possible. Unfortu-
nately, for a perfect hedge infinitely many bonds should be available on the
market. This is obviously unrealistic. The market does only provide a strip of
bonds with different maturities and a trader can only invest in a small number
of different products.

Hence although in our underlying model a unique martingale measure exists,
it is only theoretically complete and for the development of hedging strategies
one has to use the concepts that are designed for incomplete markets.

As hedging strategy we will examine the delta-hedge and a quadratic hedging
strategy, namely the mean-variance hedging. A delta-hedging strategy makes
the portfolio risk-neutral for changes in the underlying and is often also made
self-financing by investments in the riskless asset. Unfortunately, in the Heath-
Jarrow-Morton market we do not really have a real riskless asset and therefore
a priori we will calculate the delta-neutral hedging strategy without assuming
that the strategy is also self-financing. In this way we avoid the use of a riskless
asset. On the other hand the zero-coupon bond with maturity equal to the ma-
turity of the swaption will not contain any risk at maturity of the swaption and
can therefore be seen as replacement of the riskless asset. Hence also the self-
financing delta-hedge will be formulated using an arbitrary zero-coupon bond
and the zero-coupon bond with maturity equal to the maturity of the swaption.
We will show that it is sufficient to hedge with one bond to make the product
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neutral for changes in all bonds available on the market. In a delta-hedge one
constructs a portfolio such that by the investments A in the underlying B(-, T}):

O(—PS + AB(-,T}))
8B('7Tj)

:0,

where PS stands for the price of the payer swaption, which is the interest rate
derivative we price and hedge.

Under the assumption that we work under the forward martingale measure
linked with the settlement date 7, we know that all the zero-coupon bonds
discounted by the numéraire B(-,T;) are martingales. As a starting point we
derive the mean-variance hedging strategy related to the forward measure Pr,.
In other words we calculate the self-financing strategy whose quadratic distance
under P, to the payoff of the swaption at maturity is minimal. This strategy
follows from the Galtchouk-Kunita-Watanabe decomposition, see Chapter 5. Of
course one could ask why we determine the hedging strategy under the measure
Pr, and not under the measure PP, from which we started. The best would be to
find the strategy under the original measure, but what is the original measure
in this model? This is ongoing research.

We only determined the mean-variance hedging strategy, because this strategy is
self-financing. Hence, as we show in Section 8.3 the number of non-discounted
zero-coupon bonds we need to invest equals the discounted number. This one-
to-one correspondence does not hold for the locally risk-minimizing hedging
strategy. The latter will be applied in Chapter 9 in a semimartingale framework,
under the assumption that the interest rate equals zero. Hence in that setting
the discounted prices equals the non-discounted ones.

This chapter is based on Glau et al. (2010a,b). We start with a short overview
of the literature concerning hedging in the interest rate derivatives market.
Next we show explicitly that for the mean-variance hedging strategy the op-
timal number of non-discounted assets equals the discounted ones.

In Section 8.4 we introduce in detail the model we use and describe the assump-
tions under which we work. The Jamshidian decomposition and the Fourier
transformation, also explained in Section 8.4, are crucial steps in our calcula-
tion. The price and the hedging strategies for the payer swaption are deter-
mined in Section 8.5. The numerical results, containing a comparison of the to-
tal cost and its variability of the delta-hedge versus those of the mean-variance
hedge, are given in Section 8.6.
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8.2 Literature concerning hedging in the interest
rate derivatives market

In this section we give an overview of the papers we are aware of concerning
the hedging of products in the interest rate derivatives market.

Most of these papers concentrate on the delta-hedge in the original Heath-
Jarrow-Morton model which is a continuous setting without jumps.

e Brace et al. (2001) determine analytical formulas containing the approxi-
mate prices and delta-hedging strategies for swaptions in the LIBOR! mar-
ket model.

e Dun et al. (2001) assume first that the forward swap rate is lognormal
under the forward swap measure and hedge the swaption with a combi-
nation of the underlying swap and a portfolio of zero-coupon bonds or by
only using zero-coupon bonds. In a second case they hedge swaptions in
the lognormal forward LIBOR model as done in Brace et al. (2001) and
by numerical evaluation of the partial derivative.

e Henrard (2003) states the delta-hedge for a bond option and a swaption
in the Heath-Jarrow-Morton model.

e Akume et al. (2003) price and hedge swaptions in the Black model, see
Musiela and Rutkowski (2004). They determine not only the delta-hedge,
but by adding another swaption they also obtain a delta- and gamma-
neutral strategy.

e Piterbarg (2003, 2004) compute the deltas, the prices and the delta-
hedges for different callable LIBOR exotics in the forward LIBOR model.

e Barbarin (2008a) determines the risk-minimizing hedging strategy for
pure endowment and annuity portfolios when longevity bonds are mod-
eled in the Heath-Jarrow-Morton framework.

e Driessen et al. (2003) compare the pricing and the delta-hedging of caps
and swaptions for different term structure models all driven by a continu-
ous underlying.

Up till now only the hedging of continuous models is discussed and they rarely
discuss other hedging methods than delta-hedging. An exception is the PhD-

1Londen Interbank Offered Rate
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thesis and related publications of Biagini (2001). In the original Heath-Jarrow-
Morton framework she determined not only the mean-variance hedging strategy
for an European option with maturity T, but also the locally risk-minimizing
hedging strategy for a call option on a T}-bond. To end she reformulated the
mean-variance hedging strategy to hedge also assets with dividends. Using this
extension to dividends she determined the hedging strategy for futures con-
tracts. Her research remained restricted to the development of the formulas, no
implementation was carried out.

We also want to point out the growing interest in literature for numerical com-
parisons between the delta-hedge and the quadratic hedging strategies, see Alt-
mann et al. (2008), Denkl et al. (2009) and Brodén and Tankov (2010).

8.3 The self-financing property

We first look at the locally risk-minimizing hedging strategy. To obtain this
strategy the square of the changes in the so-called discounted cost process is
minimized. The terminology discounted cost process is somewhat misleading
because the discounted cost process is not the discounted version of the non-
discounted cost process, but it is the cost process when we hedge with the dis-
counted assets. The questions that arise are: which criterion are we minimizing
when we go back to the non-discounted assets and does this still make sense?
Elementary calculations show that the difference between the real discounted
cost process C and the so-called discounted cost process C' has dynamics with
terms only depending on the numéraire S°. This means that d(C—C) = ...dS°.
Furthermore knowing the optimal number of discounted risky assets does not
help us to determine the amount we need to invest in the non-discounted as-
sets for the locally risk-minimizing hedging strategy, because the riskless asset
used for discounting is stochastic. For the mean-variance hedging strategy we
will show that it makes sense to invest in the non-discounted what was calcu-
lated for the discounted amount. This is done without using the fact that the
numéraire should have special properties like having finite variation or being
continuous, but by using the self-financing property of the mean-variance hedg-
ing strategy.

This is also the reason why we only determine the mean-variance hedging strat-
egy in this chapter, because we do not know how to interpret the optimal num-
ber of discounted assets in terms of the non-discounted ones for the locally
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risk-minimizing hedging strategy.

Proposition 8.3.1. Let us denote by V the non-discounted self-financing portfolio
with value at time t:

— 650+ o1},

where S° is the asset which will be used as numeralre and where S' can be a vector.
Then the process of the discounted portfolio V; = % is given by

Vi =Vo+ (8" gl)t, 8.1

~ 1
with S} = % the discounted asset.
t

Proof Since V is self-financing its dynamics are
AV, = ¢7dSy + ¢, dSy, (8.2)

this means that changes in the portfolio are only due to changes in the underly-
ings. The derivative of the discounted portfolio (8.1) can be written as
5 Vi 1 1
1
50

¢ +d[ot - St

-5 qstdso S ots + 605\ d( g

1
+ 0151 d(gy) +dl¢’ - S°, SO] SO] 8.3)

where we used the fact that V is self-financing (8.2) and the predictability of ¢°
and ¢! in the last step. Furthermore, we know by It6’s formula that

1 1 1
&TCf)?dS? + ¢PS;p d (SO) + ¢Pd[S° } PPd(Sy- S?,) PPd(1) =
Therefore (8.3) reduces to
~ P} 1
dV, = S?i dS} + ¢ St d(—=— 5 ) +dpt- St ﬁ] 8.4

The right-hand side equals the derivative:

Sl
45} = 6ld(5h) = S-ds) + o5

1

1 1
S?,)er[gb -8,

<o ] . (8.5)
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The integral form of (8.4)-(8.5) is exactly (8.1), which proves our claim. O

8.4 Setting

8.4.1 The Lévy driven Heath-Jarrow-Morton model

We assume that the stochastic basis (€2, F,F,P) is given. There are differ-
ent ways to model the interest rate derivatives market e.g. the Heath-Jarrow-
Morton model, the Libor model and the swap market model. We will work with
an extension of the Heath-Jarrow-Morton model. We give a short explanation of
the setting we will use. For more details we refer to the following surveys which
contain the most important facts concerning the interest rate derivatives mar-
ket: Musiela and Rutkowski (2004), Bjork (2004), Brigo and Mercurio (2001)
and Pelsser (2000). These books concentrate on describing the models and on
pricing interest rate products but rarely look at the hedging strategies.

We follow mainly the notation of Musiela and Rutkowski (2004) to introduce
the original Heath-Jarrow-Morton model.

Denote by T* > 0 the fixed horizon date, this means that trading will only
happen during the interval [0, 7*]. The value at time ¢ of a zero-coupon bond
paying 1 unit at maturity T is given by B(¢,T') and, of course, B(T,T) equals
1. The forward interest rate at date t < T, f(t,T), is the instantaneous risk-free
interest rate for borrowing or lending at time T seen from time ¢. When we
have a family of forward interest rates f(¢,7'), we easily derive the prices of the

zero-coupon bonds:
T
B(t,T) = exp (—/ f(t,u)du) .
t

In general the converse does not hold except when the family of bond prices is
sufficiently smooth with respect to the maturity 7"

9l B(t,T)

F6.7) =~
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In case of the one-to-one correspondence, it is sufficient to model either the
zero-coupon bond prices or the forward interest rates. Further, the short-term
interest rate r; is described by f(¢,t) and B; = exp( f(f rdu) represents the sav-
ings account.

The Heath-Jarrow-Morton model was introduced in Heath et al. (1992). As-
sume F is the natural filtration of the d-dimensional Brownian motion W under
P, which is independent of the time to maturity 7, then the dynamics of the
forward interest rates are given by

df(t,T) = a(t, T)dt + o' (t, T)dW,
with o and ¢ adapted stochastic processes in R, respectively R? and with
denoting the transpose. Hence the dynamics of the zero-coupon bonds are de-
scribed by
dB(t,T) = B(t,T)(a(t,T)dt — ¥ (t, T)dW,), (8.6)

with

a(t,T) =f(t,t) — a*(t,T) + %|0*(t,T)|2
T
a*(t,T) :/t at,u)du
T
o (t,T) :/t o(t,u)du.

Remark that formula (8.6) guarantees the positiveness of the zero-coupon bonds.

Definition 8.4.1. The spot martingale measure P* is the measure under which
the discounted zero-coupon bonds are martingales.

The dynamics of the bonds and the forward rates under P* are

dB(t,T) =B(t,T)(ridt — o™ (t,T)dW;")
df (t,T) =o' (t,T)o*(t, T)dt + o' (t, T)dW;".

The P*-Brownian motion W* is defined as

t
Wt*:Wt—/ Audu V€ 0,7,
0
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where ) is an adapted R¢-valued process such that
EF[EN-W)p] = 1.

Furthermore for any maturity 7' < T™*:
1 /
o (t,T) = §|a*(t7T)|2 — " (t,T)\.

We recall that we will consider an extension of this model namely the Lévy
driven Heath-Jarrow-Morton model. This extension introduced by Eberlein
and Raible (1999) replaces the Brownian motion in the original model by a
Lévy process. The use of time-inhomogeneous Lévy processes instead of time-
homogeneous Lévy processes is due to Eberlein and Kluge (2006). The advan-
tage of using these extensions is the better accuracy that can be obtained when
the calibration is performed.

Denote by F the natural filtration generated by the d-dimensional time-(in)ho-
mogeneous Lévy process L with characteristics (bs, cs, Fs). Then, the dynamics
of the forward interest rates and the zero-coupon bonds under the measure P
are given by

df(t,T) =a(t, T)dt — o' (t,T)dL;
B(t,T) =B(0,T) exp (/0 (rs — A(s,T))ds +/0 E’(s,T)dLS> ,

with a, o adapted stochastic processes in R, respectively R, and

T

A(s,T) :/ (s, u)du (8.7)
sAT
T

X(s,T) :/ o(s,u)du, (8.8)
sNT

where s AT = min(s,T) and s € [0,T%].
In this chapter, we will restrict ourselves to a one-dimensional time-inhomogeneous
Lévy process L with characteristics (bs, cs, F) and such that

/OT* <|bs| + |es| + /R(zQ A 1)Fs(dx)) ds < co.

We assume the following integrability condition on the measures F to ensure
in particular that L is an exponential special semimartingale:
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Assumptions 8.4.2 (EM). There are constants M,e > 0 such that for every u €
[—(1+e)M, (1 +¢e)M|:

/ / exp(ux)Fy(dx)ds < oo.
0 {|lz|>1}

The law of L, is characterized by the characteristic function
Ble*F] = elo 0024yt e [0, 7] (8.9)

with 6, the cumulant associated with L by the Lévy-Khintchine triplet (bs, cs, F§):

1
0s(2) :=bsz + §csz2 + /(e“ —1—x2)Fy(dx). (8.10)
R

Remark that due to Assumption 8.4.2 we do not need to truncate the large
jumps in the cumulant as was necessary in (2.44).

For the applications we rewrite the dynamics of the zero-coupon bonds in the
following way:

_ B(0,7T) t ¢
B(t,T) = B0.0) exp <—/0 A(s,t,T)ds—«—/O E(s,t,T)dLs>, (8.11)

with A(s,t,T) = A(s,T) — A(s,t) and X(s,t,T) = (s, T) — X(s,1).
The discounted bond prices are given by

B(t,T)

t t
B - B(0,T) exp (—/0 A(s,T)ds +/O Z(s,T)dLS> . (8.12)

In the one-dimensional Lévy driven Heath-Jarrow-Morton model, there is a
unique martingale measure P*, see Eberlein et al. (2005). If

A(s,T) :=0,(2(s,T)) VYT €[0,T7], (8.13)

then the discounted bond prices are martingales and hence the model is de-
scribed under the unique martingale measure P*, also called the spot martin-
gale measure.

Concerning the volatility structure we make the following additional assump-
tions.
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Assumptions 8.4.3 (DET). The volatility structure o is bounded and determinis-
tic. Furthermore for 0 < sand T < T*, we assume that

0< (s, T) < M < M,

with M the constant defined in Assumption 8.4.2 and ¥. given by (8.8).

To price the products we make an additional assumption, which is often met in
practice, on the volatility o:

Assumptions 8.4.4 (VOL). For all T € [0, T*] we assume that o(- ,T') # 0 and
o(s,T)=01(s)o2(T) 0<s<T,

where o1 : [0,T*] — RT and o9 : [0,T*] — R* are continuously differentiable.
Furthermore we assume that inf ,cjo 7+) 01(s) > a; > 0.

Under these assumptions the short rate r, is Markovian, see Eberlein and Raible
(1999).

An important measure for pricing and hedging interest rate derivative products
is the forward martingale measure.

Definition 8.4.5. The forward measure is linked with a settlement date 7", such
that the forward price of any financial asset (in our case any zero-coupon bond)
is a (local) martingale. The forward price at time ¢ of an asset S is given by
S:/B(t,T).

The change of measure from the spot martingale measure P*, which equals P in
our setting, to the forward martingale measure linked with the settlement date
T is according to (8.12)

®r__ L —/TA( T)d +/T2( T)dL
B = BrB0.T) = exp ; s, s ; s, s

and

dPr|  BtT) t ¢
—p - = m = exp (—/O A(s,T)ds +/() E(s,T)dLs) . (8.14)

From Proposition 10 and Lemma 11 of Eberlein and Kluge (2006) we conclude
that L is also a time-inhomogeneous Lévy process under the forward mea-
sure Pp and that L is again special under this measure. The characteristics
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(b7, E7 FPr) of L under Pr can be expressed in terms of those under P:

DET — by + eaN(s,T) + / 2(e2De _1)F, (da),
R
(8.15)

C]ST = g,
FFPr(dz) = D2 E (da),

where we inserted the truncation function h(z) = = see Proposition 10 of Eber-
lein and Kluge (2006).

The following proposition also due to Eberlein and Kluge (2006) is very useful
for option pricing.

Proposition 8.4.6 (Eberlein and Kluge (2006) Proposition 8). Suppose that f :
R, — C%is a continuous function such that for alli € {1,...,d} and = € R the
absolute value of the real part of fi(x) is smaller than or equal to M, then

Blesp( [ S(s)aL)] = esp [ 0.(7(9)ds

Note that f only depends on the time and hence should also be a deterministic
function.

8.4.2 Jamshidian decomposition

The Jamshidian decomposition was introduced for an option written on a cou-
pon-bearing bond expressed as a linear combination of zero-coupon bonds when
the interest rate is modeled by a Vasicek model in Jamshidian (1989). In Brigo
and Mercurio (2001) this decomposition was generalized to allow also for other
models.

Jamshidian constructs a closed-form expression for the price of an European
option on a coupon-bearing bond in terms of the European option prices on the
individual zero-coupon bonds. He denotes by P(r,t, s) the price at time ¢ of a
pure discount bond maturing at time s, given that r(t) = r and R, ;, is a nor-
mal random variable. To arrive at his results he proved for the option payoff at
maturity T that

maX{O, Z ajP(RM,T, T, Sj) — K} = Z aj I?(la,X{O7 P(Rr,t,Ta T, Sj) — Kj},
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where K; = P(r*,T,s;) and r* is the solution to the equation

Zaj r*,T,s;) =K.

According to Brigo and Mercurio (2001) this still holds for other short rate
models as long as the price of the zero-coupon bond is a decreasing function
of the interest rate. An extension of this property is obtained by Annaert et al.
(2007) using only the more general concept of comonotonicity, see Kaas et al.
(2000), for the zero-coupon bonds.

8.4.3 Fourier transformation

To price and hedge the interest rate derivatives we frequently apply Fourier
transforms which allow to calculate derivative prices fast. We will concentrate
on cases where the payoff functions are continuous and hence we repeat The-
orem 2.2 of Eberlein et al. (2009). An analogous theorem for a discontinuous
payoff function is Theorem 2.7 of Eberlein et al. (2009).

We denote by f the payoff function and by S the asset price process, modeled
as an exponential semimartingale process: S; = Speff*, 0 < ¢t < T. Let X be the
underlying process of the option, which possibly depends on the full history of
H, namely:

X :=V(Hs;,0<s<t) tel0,T)
and where ¥ is a measurable function. Furthermore in Eberlein et al. (2009)
they only consider those options where the path-dependence on the asset price

process S can be incorporated into the driving process H. Such as options on
the supremum or the trivial European vanilla options.

Theorem 8.4.7 (See Eberlein et al. (2009)). If the following conditions are sat-
isfied:

(C1) the dampened function g = e~ % f(z) is a bounded, continuous function in
'([R) (e [;|g(z)|dr < 400).
(C2) The moment generating function Mx..(R) of the random variable Xt exists.

(C3) The (extended) Fourier transform § belongs to L*(R),
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then the time zero price function V;(X;s = —logSy) of an option on S =
(St)o<t<T with payoff function f is given by

—Rs
Vi(X;s=—1logSy) =

[ e pxn(cu— iR fut iR
R
with ¢x.,. the (extended) characteristic function of the random variable Xr.

As remarked in Eberlein et al. (2009) Theorem 8.4.7 still holds when the first
and the third condition are replaced by

(C1) The dampened function g belongs to L!(R).
(C3) eR/JJF’\XT belongs to L!(R), with Py, denoting the law of Xr.

8.5 Payer swaption

A (plain vanilla) interest rate swap is a contract to exchange a fixed interest
rate against a floating reference rate, like the Libor. Both rates are based on the
same notional amount and for the same period of time. In the case of a payer
swap the investor pays the fixed rate and receives the floating rate. In a usual
swap contract the fixed rate is chosen such that the contract is worth zero at the
initial date.

A forward swap is an agreement to enter into a swap at a future date Ty with
a pre-specified fixed rate x, while a payer swaption gives the owner the right
to enter the forward payer swap at 7. Musiela and Rutkowski (2004) showed
that the payer swaption can be seen as a put option with strike price 1 on a
coupon-bearing bond. Therefore we can write the payer swaption’s payoff as

(1= ¢;B(Ty, T))",

where 77 < Ty < ... < T, are the payment dates of the swap with 77 > Tj.
We denote the length of the accrual periods [T};_1,T; ], j=1,...,nbyd; =
T; — Tj_1. The coupons ¢; equal ¢; = kd; fori =1,...,n—1and ¢, = 1 + k6,

where k is the fixed interest rate of the swap.
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8.5.1 Pricing of the payer swaption

The price of the receiver swaption in the Lévy driven Heath-Jarrow-Morton
framework is determined in Eberlein and Kluge (2006). The pricing of the
payer swaption can be done in a very similar way. We present the derivation for
the payer swaption in a slightly different way to make the application of the so
called Jamshidian trick more visible. This allows for another interpretation of
the payer swaption, namely it can be seen as a weighted sum of put options with
different strikes on bonds with different maturities. This was in fact already no-
ticed by Annaert et al. (2007) in a continuous setting for a general interest rate
model were the zero-coupon bond prices are comonotonic.

The fair price of the payer swaption is given by

PS; = ch TOa ‘ft} le [O>T0]7

where the expectation is taken under the risk-neutral measure P. We change to
the forward measure Py, eliminating the instantaneous interest rate By, under
the expectation in this way:

PS, =B(t,Ty)E* o [(1 — ch (To, Tj)) | F
j=1
—B(t, T) B0 [(1 = Y ;D ™m0yt 7] (8.16)
j=1
with according to (8.8), (8.11), (8.13) and Assumption 8.4.4

~7. B(0,T; To

B ( [ 0.0, 1) - 0,566, 7) ds)

~7 Tj To

57 :/T oo(u)du and Xrg, :/0 o1(s)dLs. (8.17)

We denote by ¢(s, t, z) the function
g(s,t,x) = 526523” VO <s<t<T* (8.18)
then the price at time s of the zero-coupon bond with maturity ¢ is given by

g(s,t, Xs) = B(s,t) Vo< s<t<T* (8.19)
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Notice that under Assumption 8.4.4 the functions « — ¢(7y,7T;,x) are non-
decreasing functions for j = 1,...,n. This allows us to apply the decomposition
of Jamshidian to (8.16), i.e.

PS, =B(t,To) Y ¢;E*[(b; — g(To, Ty, Xr,)) V| 7 (8.20)
j=1

with b; such that
~1, 55
Dyle™m” = g(To, Ty, 2") = b; (8.21)

and z* is the solution to the equation
> eig(Ty, Ty, 2") = 1. (8.22)

Let us insert the expression for g(Ty, T, X7,,) in (8.20) to obtain the represen-
tation of the price as the weighted sum of put options on bonds,

PS, = B(t,To) Y ¢; B0 [(b; — B(To, T})) ¥ | Fil. (8.23)
j=1
We will prove the following theorem concerning the price of the payer swaption
by applying Theorem 8.4.7.
Theorem 8.5.1. Under the Assumptions 8.4.2, 8.4.3, 8.4.4 and if |o1| < & for
a certain 71 € R, the price at time t of a forward payer swaption is given by a
weighted sum of put options on bonds

PS; =B(1,Ty) > ¢; ¥ [(b; — B(Tv, T;))* | )
j=1
S e_RXt qu . A~ .
=B(t, TO)Z 5 /]R thXT _x,(u+iR)¥ (—u—iR)du, (8.24)

1

.
I

P . - .
where ¢ XTT“O_ x, IS the characteristic function of X, — X; under the measure Pr,
given by

To
@iTT”O x, () =exp / 6.7 (iz04(s))ds (8.25)
t

To
—exp / 0.(5(5, Ty) + i201(s)) — 0s(S(s, To))ds (8.26)
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and where _
) bje(fiu+R)z*E;j
¥/ (—u—1iR) = ~7
(—iu+ R)(—iu+ X + R)
or Rin |0, =] and b; such that g(Ty, T}, z*) = b;, where z* is the solution to the
R in 10, 2£] and b; such that g(To, Tj, 2*) = b;, where z* is the soluti h

equation Z?Zl ¢;9(To,T;, 2*) = 1 with g the non-decreasing function defined as
g(s,t,x) = Dte¥m,

Proof. We start with rewriting the price of the payer swaption as

n

PS, =B(t,To) Y ¢; "™ [v) (Xr,)|Fi)

jfl
B(t, To) Z BP0 [0 (X, = X+ )] ly=x.s (8.27)
~7. 55

with v/(z) = (b; — D%GETOUE)JF. To apply a Fourier transformation on this

price we first prove that the three alternative conditions of Theorem 8.4.7 are
satisfied for R €]0, 1.

e The functions v/, j € {1,...,n}, are not integrable over R, but since
E%} > 0 we can define the dampened function g(z) = e**v’(x), which is
integrable for any R > 0 independent of ;.

e Secondly, we need that the moment generating function of the random
variable X7, — X under the measure Py,

MY (=R) = B exp(—R(X7, — X))

is finite for a certain R > 0. We wish to emphasize that the process
X7, — X is a time-inhomogeneous Lévy process under P as well as under
Pr,. Hence, from the independence of the increments of X, we get that

EPTO [GZ(XTO 7Xt)]

EPro [er,,]

EPTO [BZXTO]
EPr, [ert]

P ZAt]
M (2) = EPnofee] =

(8.28)
.
is finite if My (2) = el %" (G219 < oo, with cfr. (8.10)

1p
6.7 () = by + 2¢ e’ + /( —1—ay)F ™ (dy), (8.29)
R
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the cumulant associated with L by the triplet (b5, c.™, F. ™) under the
measure Pr, described in (8.15). Note that in the prev1ous calculations we

used Proposition 8.4.6 to say that ME;TTZ( ) =elo 700,70 (201())ds | Substitut-

ing iz for z in the moment generating function we get the characteristic
function (8.25) of the process X7, — X under the measure Pr,.

We conclude that Miﬁ; (2) is finite if and only if

To P
/ / e*THWEST (dy)ds
o Jwsn

To
= / / eFo1(OFEETONY B (dy)ds < 4-00. (8.30)
{ly|>1}

Due to Assumption 8.4.2, it is sufficient to choose R such that
—M § 7R01(8) + E(S,To) < M.

From Assumption 8.4.3, we know that X(s,7p) < M’ < M and hence
the inequality —Ro1(s) + X(s,Tp) < M is trivially satisfied. Under the
additional assumption of the boundedness of o1, |01| < 71 < +oo and

M
again using Assumption 8.4.3, we find the interval |0, —] for R, indeed
o1
—Ro(s) + X(s,Tp) > —Ro1(s) > —Ro1 > —M.
e To end, we check whether

— P,

e~ RffPXT _x, € L'(R),

where * denotes the Fourier transform and P _x stands for the law
of X1, — X under the measure Pp,. Due to the exponential decay of
P . - . . o
e Rrp o, the integrability of the Fourier transform of this function is
Ty
trivial.

Since the required conditions are satisfied, Theorem 8.4.7 implies that the price
of the payer swaption can be rewritten as

PS, = B(t, Ty) 207

—RXt

/ uXy ()OXT X, (U + iR)z}j(—u — ZR)d’lh
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P . . .

where ¢ XTTO _x, Is the characteristic function of X7, — X; under the measure
0

Pr,. The expression ¢/ equals

o (—u —iR)

; =T; S0 ;
= () = /R (b — DD P ytel—iut Rz gy
z* _ ~T. )
= / (b — Dy? ™0™ )e(Z1ut Bz gy
- 0 - . T . 0 . T
= hyel -t / et R gy D (it T2 / IS TR gy

. . . N
— bje(—zu+R)z / t—zu-{-R—ldt _ bje(—zu+R)z / t—zu—i—ZTO—&-R—ldt’ (831)
0 0

sy
where we used in the second step that (b; — ﬁ% eZTé“) equals zero for z*, see
(8.21)-(8.22), and the fact that the zero-coupon bonds are non-decreasing func-
tions of z. In the third step x was replaced by = + z* and in the fourth ¢ was sub-
stituted for e”. The integrals of (8.31) can be evaluated using the well-known
result about the Beta function, namely

/1 tm71(1 _ t)yfldt — F(Z)F(y)
0

for complex x and y whose real parts are positive and where the Beta function
is already replaced in terms of the Gamma function defined as T'(z + 1) = 2T'(2)
and I'(1) = 1. Therefore 9/ (—u — iR) equals

1 1
—iu+R P +R
—iu 2* 5T
bje( +R) ET

— 0

(—iu+ R)(—iu+ Sy +R)

9 (—u — iR) =bjel "

Now we prove the remaining equation (8.26). Starting from (8.29) and in-
voking the relations (8.15) for T = T,, we express the cumulant generating
function for L under Pr, in terms of the cumulant generating function of L
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under P:
0.7 ()

1
:&%+y%ﬁ+/w%4—wm%ww
R

1
= [bs + csX(s, To) + / y(e=T)Y _ 1), (dy))z + icsa:2
R

+ /(emy —1 — ay)eETOVE (dy)
R

1
— bsx 4 §CSI2 4 0(92(571'!0)1: 4 /l;[_xy + exyeE(s,To)y _ BE(S,TO)y]FS(dy)

1
= bsﬂC + 5@9552 + 052(57TO)I + /[e[erE(S’TO)]y —-1- [I + E(SvTO)]y]Fs(dy)
R

_ /R[QE(&TU)?/ —1—=%(s,To)y|Fs(dy)
= bs[l‘ =+ E(S,TO)] + %Cs[aj + Z(S7T0)]2
+ / [e[w-l‘z(sxTO)]?/ —1—- [.’E =+ E(S,TD)]y]Fs(dy)
R

— b2 (s, Tp) — %CSE(S7TO)2 - /[emTo)y —1—%(s, To)y] Fs(dy)
R

:09(I+E(S,T0)) *05(2(577_'0)). O

8.5.2 Delta-hedging of the payer swaption

We start with the determination of the delta-hedge for a short position in the
payer swaption when one zero-coupon bond is used for hedging.

Delta-neutral hedge
Theorem 8.5.2. Under the Assumptions of Theorem 8.5.1 and if |u|- |g0]§;7;’0 _x, (ut

iR)| is integrable then the optimal amount, denoted by A{, to invest in the zero-
coupon bond with maturity T} to delta-hedge a short position in the forward payer
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swaption is given by:

j B(t,To) <~ . =1 7k 9 Lk
Al = — 72 e(S; 0 HT (6, X —H"(t,X})),
1= o X + g A X0)
with
k e_RXt iuX, ]PT[) . ~k .
H(t,Xy) = 5 e ‘@XTO_Xt(u—FzR)U (—u — iR)du. (8.32)
T JRr
aHk(t,Xt) 1 (—R+iu) X, P . ~ . .
—x _%/ ngT _x,(u+iR)0"(~u —iR)(=R + iu)du.

(8.33)

Proof. According to Theorem 8.5.1 and (8.19) the price of the payer swaption
is given by

PS; = B(t,To) Y ¢;E"0[(b; — B(Ty, T;)) | F] = B(t, Tp) ch (t, X,),

j=1

with H7(t, X;) as defined in (8.32). To determine the delta-hedge at time ¢
when investing in the bond B(-,T}) as a hedge, we have to take the derivative
of the price of the payer swaption, PS;, with respect to this bond:

oPS,  OPS, OB(t,T;)

= -1 3
dB(t,T;)  0X, ( X, ) (8.34)
with
OPS; X aB(t,TO) " OHR(t, Xy)
3%, —E::ckH (t, Xy) 3%, B(t,Tp) ch K (8.35)
and according to (8.18)-(8.19),
OB(t,T;) (DTSt Xt - .
= = B(t,T;)%;? .. . .
X, X, (t,T;)%; Vi€ {0,...,n} (8.36)
Inserting these results in (8.34) we arrive at
oPS, Bt TO STk 0
BT =T Z (S H (LX) + 5+ H (t,Xy).  (8.37)

t
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The optimal number we should hold in a portfolio to delta-hedge a short po-
sition in the payer swaption using the bond B(-,T;) equals A} = g(f;s,,Tj). In-
deed, the portfolio with price process V' going short in the payer swaption and

AJ bonds B(-,Ty) is delta-neutral:

% OPS;

OB(t,Ty) OB(t,Ty) a8 =0.

Taking the partial derivative of H7 (8.32) with respect to X, we get the more ex-
plicit expression (8.33). Hereto we interchanged the integral and the derivative
based on Eberlein et al. (2009) since

PTO

(@ |ul- |¢XT0—Xt (u + ¢R)| is integrable
(b) 9*(- —iR) is bounded for k € {1,...,n}.

Indeed, condition (b) is satisfied because the dampened functions are inte-
grable, hence their Fourier transforms are bounded. Condition (a) is satisfied
by assumption. O

Remark: A natural question now is which bond we should use in the hedging
strategy without attributing more importance to one bond compared to the oth-
ers. Recall that each bond depends on the same function X and hence making
the product A-neutral with respect to one bond, implies that it is A-neutral with
respect to all zero-coupon bonds:

O(=PS; + AFB(t,T},)) O0B(t,Ty) oPS,
9B(t, 1) OB(t, 1)

= - AF ) =0.
e+ &)

A possible optimal choice is the bond which minimizes the hedging costs, mean-

ing that we minimize the amount invested in the delta-hedge:

OPS,

| oPS; 1
aB(t, Tr)

= min |
k

Due to Assumption 8.4.4 ifk is a strictly increasing function in T}, hence the op-
timal choice is the zero-coupon bond with the longest time to maturity, namely
B(-,T,).
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The mean-variance hedging strategy, which will be discussed in Section 8.5.3,
uses the zero-coupon bond with maturity 7, and a second zero-coupon bond
with maturity different from 7,. Remark that the zero-coupon bond with ma-
turity Ty can serve as replacement for the cash account, because at maturity of
the option, we know with certainty the value of this cash account.

Hence to compare the mean-variance hedging strategy with the delta-hedge we
look at two different possibilities: or we use our so-called cash account to make
the portfolio self-financing, or we use this second zero-coupon bond to make
the portfolio not only delta- but also gamma-neutral. For the latter, we look at
a portfolio consisting of a short position in the swaption, A! zero-coupon bonds
with maturity T}, and A? zero-coupon bonds with maturity 7; # Tj. By the pre-
vious remark, we know that by making the portfolio delta-neutral with respect
to one bond, it is automatically delta-neutral with respect to X and all the other
bonds. Hence we can use the second zero-coupon bond to make the portfolio
also gamma-neutral. The easiest way to find the optimal amount is by taking
the first and second derivative of the portfolio with respect to X, because in the
previous remark we showed already that by making the derivative with respect
to X zero, then the derivative is also zero when it is taken with respect to any
other zero-coupon bond.

We impose again Assumptions 8.4.2-8.4.4, |01| < o1 and additionally we as-
sume that

(@) the function u — |u|? - |<pI§<T£ _x,(u+iR)| is integrable.
0

The portfolio is then delta- and gamma-neutral if and only if the following sys-
tem of equations is satisfied:

oV oPS  OB(Ti) . «»0B(.T)
ax ~ ax T8 Tax A Tax
__ s, A'B(, TS + A2B(-, T)ET =0
X
02V 8PS 2B(-Ty)  ,9°B(-T)
axz ~ axz T8 Taxz A Taxe
2 ~ ~
= O ANBC TS + AB( T (EY = 0

which can be uniquely solved since i‘t is strictly increasing by Assumption 8.4.4.
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The optimal numbers are given by Al = A, (T}, T;) and A? = A(Ty, Ty,) with
E}; oPS, 82PS2t
9X;  0X;
B(t,r)Z; (5} — 5f)
We rewrite the derivatives of PS in terms of the price of the payer swaption PS;
and the first and second order partial derivative of H7 with respect to X, by
using (8.35) and (8.36) from which we obtain that

oPS, < " 9HI(t, X
L —3Tops, + B(t, Tp) qu

Ay(r,v) =

(9Xt .: a*th ’
62PSt s ¥ 2 g o/ " aH‘](t,Xt)
X2 =(X;°)"PS¢ 4 2B(t, To) %, ;Cﬁ'TXﬁ
" 0%HI(t, Xy)
B(t,Tp) Z —oxT

Hence the numbers A' and A? can be expressed as values of the function:
A (r,v)
SRS - SHPS.+ Bt Th) |5 - 2570) Yy e 55 — Xy o558 |

=155 ax, j=1%"ax7
B(t,r)Zf (S — %)
for (r,v) = (T, T;) respectively (r,v) = (1}, Tx), where the second derivative of
H with respect to X follows from (8.33)

PHI(,X) 1
0X? C2r

)

/]Re(iufR)X ‘PiTO x, (u+iR)d ( u—iR)(—R+ iu)2du.
(8.38)

by assumption (a).
Note that we will implement this for « = Tj, then the amount A(r, Tp) simpli-
fies.

Self-financing delta-hedge

In Theorem 8.5.2 we determined the optimal amount we need to invest in the
zero-coupon bond with maturity 7; according to the delta-hedge when only
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one zero-coupon bond is used for hedging. To compare the delta-hedge with
the MVH strategy we also determined the delta- and gamma-neutral hedge,
which uses two zero-coupon bonds, but a more logical choice would be to use
the extra zero-coupon bond again as a sort of cash account, as we did for the
MVH strategy. In this way we construct a self-financing delta-hedge, where the
optimal amount we invest in the zero-coupon bond B(-, T;) differs from the one
determined in Theorem 8.5.2, because the cash account depends also on the
underlying variable X. In view of the numerical results we want to obtain, we
determine the self-financing delta-hedge directly for the case of discrete hedg-
ing. For more information concerning trading in discrete time, we refer to An-
gelini and Herzel (2009).

In fact at every instantaneous time point we solve the following system of equa-
tions:

oV 9P, _ OB(t,Ty)

_ A
ox, ~ ox, St ax,

0B(t,To)

+ AY 9%,

(Ag - Agfl)B(thj) + (A? - Agfl)B(t,TO) = Oa
where at time zero the last equation is replaced by
A} B(0,Tj) + AYB(0,Ty) = 0.

Therefore the optimal amount to invest in the cash account in terms of AJ
equals

A =AY+ (A]_y — A])B(t,t;)/B(t, Ty).

Inserting this equation in the first one and using (8.36) leads to

aPSt AT "'Tj ]B(t,Tj) NTD
8Xt 7AtB(t77j’7)Ef At B(t,TO)B(t7TO)Zf
. B(t,T)) < -
+ Ai,lB(LTg)B(LTO)EtTO + A B(t,t0) 5]

and hence, since for T # T thTj £ f)tTO,

: 1 OPS:  wmy,ni
Al = S ( — ST (AI B, T;) + A% | B(t, T, )
S BT e ok, o G BT+ A B T)
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8.5.3 Mean-variance hedging strategy for the payer swaption

Quadratic hedging strategies are defined in terms of the discounted portfolio,
the discounted underlyings,. ... Discounting happens mostly with the risk-free
interest rate, but the theory is in fact described more general for any numéraire
whose price process is strictly positive. In the interest rate derivatives market it
is unrealistic to hedge with the risk-free interest rate product in contrast to mod-
eling in the stock market. Therefore we choose the bond B(-,T;) as numéraire
to develop a hedging strategy for the payer swaption.

The quadratic hedging strategies are always defined in terms of the assets dis-
counted by the numéraire, which of course are not available on the market.
From a practical point of view one has to translate the amount to invest in a dis-
counted asset into the corresponding amount to invest in the non-discounted
one in order to have a meaningful strategy. In the mean-variance hedging
strategy the portfolio is self-financing. This property ensures that the optimal
amount of non-discounted assets equals the optimal amount of discounted as-
sets. This motivates our choice to study the mean-variance hedging strategy and
not the locally risk-minimizing hedging strategy, which is not self-financing.
We determine the mean-variance hedging strategy for the payer swaption un-
der the forward measure Pr, using the numéraire B(-, 7). For the explicit
determination of the strategy we use ideas of Hubalek et al. (2006) adapted to
our setting. They determine the variance-optimal hedging strategy for an ex-
ponential Lévy process, which is not necessarily a martingale, while we work
under the forward measure Py, which ensures us that the discounted asset
B(-,T;)/B(-,Ty) is a martingale. Due to this martingale measure we only need
to find the Galtchouk-Kunita-Watanabe decomposition of the claim H. On the
other hand Hubalek et al. only use time-homogeneous processes, while we are
more interested in time-inhomogeneous processes.

We start with repeating the intermediate results of Hubalek et al. for the de-
termination of the Follmer-Schweizer decomposition. They denote by S; =
So exp(X;) the discounted price process of S = Sy + Z + B, where Z denotes
the martingale part and B the finite variation part. The T-contingent claim H
is written as a function of the underlying S: H = f(Sr) with f : (0,00) — R
and having the form

F(s) = / $*T1(d2) (8.39)
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for some finite complex measure II on a strip {z € C : R’ < Re(z) < R}
where R and R’ € R are chosen such that E(e2%'X1) < 0o and E(e28%1) < 0.
Furthermore they exclude the case that S is deterministic by assuming that
k(2) — 2k(1) # 0, with x the cumulant generating function.

Lemma 8.5.3 (See Hubalek et al. (2006) Lemma 3.8). Let z € C with S% ¢
L2(P). Then H(z) = S% admits a Follmer-Schweizer decomposition H(z) =

+f0 ¢:(2)dS; + Ly (z), where
H(2) ::e"(z)(T_t)SZ
§i(2) =y(2)e" TN g (8.40)
Li(2) :=H(2) — Ho(2 /§u

and the processes v and n are defined as

w4 1)~ w(z) (1)
) =T ey (8.41)
n(z) = (2) — w((2).

Moreover, Z is a square-integrable martingale and hence L(z)Z is a martingale.

Remark that it looks as if in Hubalek et al. (2006) the process for the claim
H(z) is found by trial and error. In fact imposing that the process is of the form
H(z) = e"*)(T=) §% we can determine 7)(z) from the following relation, (4.26),
for the optimal number of risky assets

d((H (=)™, Z)t

gt(z) = d<Z7 Z>t )

where (H(z))™ denotes the martingale part of the process H(z) under the orig-
inal measure. After inserting the process for (H(z))™, we rewrite the optimal
number as

" T=Y4(7(2), Z),

t\Z2) = )

d{Z,Z):

with Z(z) the martingale part of the process S*. Invoking formulas (13) and
(19) of Hubalek et al. (2006) leads to the required result (8.40). The formulas
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(8.41) are then determined by imposing the martingale property on the process
L.

Proposition 8.5.4 (See Hubalek et al. (2006) Proposition 3.10). Any contin-
gent claim H = f(Sr), with f as described in (8.39) admits a Follmer-Schweizer

decomposition H = Hy + fOT &dS; + Lr. Using the notations of Lemma 8.5.3, it
is given by

Moreover the processes H, £ and L are real-valued.

As a second step, we apply this result to our setting of time-inhomogeneous
processes whose discounted price processes are martingales under the measure
Py, .

Determining the mean-variance hedging strategy for a payer swaption means
finding a self-financing strategy that minimizes

EPTO [(PSTo - ‘7To)2]

PSt,

with PSp, = BT o) the (discounted) price at time T of the payer swaption

and V the (discounted) portfolio value process which equals %. The value

of the self-financing portfolio V, containing £° zero-coupon bonds with maturity
T, and &’ zero-coupon bonds with maturity 77, is given by

Vi = SEB(t7T0) + ggB(t>Tj) =W+ (60 : B('vTU))t + (gj ’ B('vTj))t'
Due to the self-financing condition the discounted value is given by

. v,
V =
"7 B(t,Ty)

t
— T+ / E1dB(s,T)),
0

where B(s, T;) = gg;% g Therefore the mean-variance hedging condition is to
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minimize
E"T0[(PSt, — (Vo + §dB(u, Tj)))?]
0

Note that the discounted bond B(., T;) is a martingale under the forward mea-
sure Pp,. Hence the determination of the MVH strategy reduces to finding
the Galtchouk-Kunita-Watanabe decomposition of PS7, under this measure, see
Chapter 5. Furthermore from Section 2.4, we know that the existence of the
Galtchouk-Kunita-Watanabe decomposition is guaranteed if the claim and the
underlying are both locally square-integrable local martingales. Furthermore,
the number of discounted risky assets is given by

d(V,B(-,T;)); ™
d(B(-Ty), B(,T))) ™

with V; = EF7o[PSy,|F] and the angle brackets (X, Y)F7 denoting the Pr, -
compensator of [X,Y].

To express the right-hand side of formula (8.42) more explicit in terms of the
portfolio characteristics we proceed as Hubalek et al. (2006). We calculate the
strategy for special types of claims, namely H(z) = B(1,,T;)* for a z € C,
satisfying E¥7o [B(T, T;)??*] < +o0. By the square-integrability of the claim the
existence of the Galtchouk-Kunita-Watanabe decomposition is guaranteed.

In Lemma 8.5.5 we rewrite the price of the payer swaption at maturity 7, in the
form (8.39).

Lemma 8.5.5. The price of the payer swaption at maturity Ty

J = (8.42)

PSt, = Z Clh— / iR X1 ok (g — i R)du
—1 2T R

can be expressed as

PSy, = / B(To, T;) = T1(du),
R
with
Hdu) =Y 55 (4,) St gk (—u — iR)du, (8.43)
k=1

. B(0,Ty To

7 —BEO’T";exp( /0 0.(5(s, 1)) — 0o(S(s, To))lds).  (8.44)
()
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Proof. We first derive the dynamics of the discounted zero-coupon bond used
for hedging. Combining (8.12) and (8.13) we get

B(t,T;) =BTy
_B(O,Tj) t '
=B(0.10) exp(—/0 [05(2(5,T5)) — 05(2(s, Tp))]ds)

X exp(/0 [(X(s,Tj) — 3(s,Tp)]dLs)
=B(0,T;) exp(X7) (8.45)

where, with an analogous reasoning and notation as to arrive at (8.16),
. t t
X] =~ / 05(X(s,T})) — 05(X(s, Tp))]ds +/ [X(s,Tj) — X(s,To)|dLs
0 0
t
= [ 10,20 T) — 0,505, To)lds + 7 X0 (8.46)
0

Note that the process X7 is a time-inhomogeneous Lévy process with local char-
acteristics (bX7, X', FX’ )sejo,r~] under the measure Pr,.

S ) Q ) S

By combining (8.45), (8.46) and (8.44) we deduce that

1

X — (B(.T) 1) (8.47)

By means of (8.47) we rewrite the price at time Ty in terms of the discounted
zero-coupon bond with maturity 7}:

PSt, - 1 (fu—R) X1, nk .
. T K —u—iR)d

To.T0) ckQW/e 09" (—u —iR)du
B(To,1 st R

iu—
T

=S ek [ BT ) P o (—u— iR
2m Jr

iu—R

~ =T
:/ B(Ty, T;) “70 I(du),
R

where II(du) as in (8.43) is a deterministic function. Furthermore by substitut-

ing z for 72 we can conclude that I is a finite complex measure defined on a
50

To
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strip as described by Hubalek et al. (2006). O

Using Lemma 8.5.5 we state in the next theorem the optimal number of bonds
in which we should invest according to the mean-variance hedging strategy.

Theorem 8.5.6. Under the assumptions of Theorem 8.5.1 and if additionally
3M' < M and if R is chosen in the interval ]0, 5= M) then the Galtchouk-Kunita-
Watanabe decomposition of the forward payer swaption (8.24) exists. The optimal
number &/ to invest in the zero-coupon bond with maturity T} is according to the
mean-variance hedging strategy given by

iu— R Jrqu | du—
/ 0 R i (BB 1) k()
L B(t—T;) % . L (du),
ki’ (2)
with

kX (w) =0,(wS (s, T)) + (1 — w)S(s, To)) — why(S(s, ) — (1 — w)0,(S(s, Th)),
(8.48)

and II(du) as in (8.43).
Proof. We proceed in several steps.

e First, we calculate the moment generating function of the process X under
the measure Py, using (8.13) and (8.14) with 7' = Tj:

BP0 [exp(wX7)]
dPr,
dP

= Elexp(wX7) ]

Fi

:E[exp(w)?g)exp(—/OlQS(Z(s,TO))dS—l—/O (s, To)dLs))

:eXP(*w/O [GS(Z(SvTj))*93(2(57TO))]d5*/0 05(X(s,To))ds)

X E[exp(w/0 [X(s,Tj) — X(s,Tp)|dLs —l—/o Y (s,Tp)dLs))
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= expl [ 0.(wS(s. ) + (1= w)S(s.Ty))ds)
« exp( / [y (S(5,T3)) — (1 — w)0s (S (s, To))]ds)
0
= exp(/O /ffj (w)ds).

where X’ denotes the cumulant function of the process X7 under the
measure Pp, given by (8.48). Then, processes of the form

N? — §(7 Tj)ze— I nu)?j (2)du

are martingales under the measure Pz, due to the independent increments
of the process X7. Indeed it holds that

BP0 [NZ|F] = I KX () 330, Tj)zez)?g EPTo [ez(fcgffcg)]
—e oY @Bt 1) = N7 (8.49)
As a second step we calculate the process
(Hi(2))tepo,10] = EFTo [E(TO,Tj)Z|7t]-

According to (8.49) we immediately have H;(z) in terms of the cumulant
function of the process X7

Hy(2) = E*%o[B(To, Ty)*|F) = Bt Ty)7e = Glau, (8.50)
Next we calculate the angle brackets
= P ~ ~ P
<H(z)aB('7Tj)>tTO and <B('aTj)7B('aTj)>tT0

where the latter equals (H (1), B(-, Tj)gTO. This follows from the fact that
H(1) = E(t,Tj) due to (8.50) and since according to (8.48) x~’ (1) = 0.
Note that for quasi-left-continuous processes (X,Y)f7o = (X™ y™)Fro,
where we denote by -™ the Py ,-martingale part. Thus we only need
the Pr,-martingale part of H(z) for the calculation of the angle brackets.
From It0’s formula we deduce that

dH, (2)" = el %7 QB (0, 1;)%d(e=¥ )™,
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We rewrite e*X7 as the Doléans-Dade exponential £(Y7(z)) with, see Lemma
2.6 of Kallsen and Shiryaev (2002)

To .
Y(2) = 2X +/ Y (E)dut 5 <(X’) )0 4 (€7 — 1 — za) + i,
with P, -martingale part (Y7)™ equal to
(V)™ = 2(X9) + (e — 1) « (X — FX) (8.51)

and where we used the characteristics (bX", X", FX’) of X7 under Py,

and we denoted the measure associated to the jumps of X7 by uX ?. Recall
that H,(1) = B(t,T;) = B(0,T})ex?, hence

d(H (), B(-, T)))i™ = e/ i @du B 1)+ 1q(¥ (2), Vi(1))5™.

(8.52)
Taking into account that kX s given by
bsz ! S~ z —|—/( —1—xz)Fs‘)N(j(dx)7
2 "
we derive from (8.51) by elementary calculations that
(Y7 (2), Y7 (1)), ™ —z/ du+/ / (e — 1) FX' (dz)du
[P0 ) - Wl
0
t <
- / 65 (24 1) — 15 ()] du. 8.53)
0

e Combining (8.52) and (8.53) in (8.42), the optimal number of risky assets
related to the claim Hy, () is for every ¢ € [0, T] given by

d(H(2), B(, T))),™

) :d<§<-,Tj>,§<-,Tj>>fT°

_ef duB( T)z lﬁt (Z+1) (Z)
/{5“(2)
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According to Proposition 8.5.4 and by using the linearity of the Galtchouk-
Kunita-Watanabe decomposition, we need to invest the amount

¢ = /R fi(wi%jR)H(du), (8.54)
To

with IT as defined in Lemma 8.5.5, in the bond B(-, Tj) to hedge the for-
ward payer swaption if the decomposition exists. Hence we will discuss

the adequateness of the assumptions to ensure the existence of the de-
iu—R
T
composition. First of all, every claim H(u) = B(t,T;) “% , u € R, should
be square-integrable. From (8.45) and by an analogous reasoning as on
page 180, where the finiteness of M;P;TTO (z) was proved, we deduce here
0

that every claim H(u), u € R, is square-integrable if and only if

,RA, )
—M < QFE;&Ul(S) + (s, Tp) < M.
To

Therefore this leads in a similar way as on page 180 to R < % Secondly,
we obtain by a same reasoning that the discounted zero-coupon bond
B(-,T}) is square-integrable under the measure Py, if and only if

—M < 257 01(s) + B(s, Tp) < M.

From (8.8), (8.17) and Assumption 8.4.4 follows that f);(’) o1(s) < X(s, T%).
By Assumption 8.4.3 we obtain that therefore the discounted zero-coupon
bond will be square-integrable if 3M’ < M. Under these two extra as-
sumptions the square-integrability of the claim and the underlying is guar-
anteed. Hence according to Ansel and Stricker (1993), see Section 2.4, the
Galtchouk-Kunita-Watanabe decomposition of the forward payer swaption
under the measure Py, exists. Combined with the linearity of the decom-
position we immediately obtain (8.54) and we do not need to check ex-
plicitly all the conditions as is done in Hubalek et al. (2006) Proposition
3.1. O
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8.6 Numerical results

In this section we give a first insight in the performance of the delta-hedge and
the mean-variance hedge in the typical setting of interest rate derivatives mar-
kets. These experiments are still preliminary and only give us a rough idea of
the usefulness.

To simulate the bond prices we need to fix the time-inhomogeneous process
L and the volatility structure. Our choice was inspired by Kluge (2005) who
calibrated a set of at-the-money swaptions when L follows a normal inverse
Gaussian (NIG) process and the Vasicek model is used to describe the volatil-
ity structure. We did not simulate the time-inhomogeneous NIG process, be-
cause as long as we keep maturity fixed, there is no real necessity in allowing
time-inhomogeneity. When payer swaptions with different maturities would be
hedged, then it is advised to introduce also time-inhomogeneity in the simula-
tions.

The NIG model with parameters o > 0, —a < § < aeand § > 0 has as charac-
teristic function ¢(z):

6(2) = exp(—d(y/a? —(FF i) — v/a? =

see Schoutens (2003).

The Vasi¢ek volatility structure is given by o(s,T) = e~ ("), for real con-
stants 6 > 0 and a # 0. Furthermore we can add the multiplicative constant
& to the process L and hence without loss of generality we can choose & equal
to 1. As model parameters we were inspired by the parameters Kluge (2005)
obtained by calibration of receiver swaptions. As a first choice, we work with

a =0.02
a =2730.651, ([ =-230.663, ¢ =0.1.

Furthermore o (s, T') is given by e ~*(7=%) | then obviously o, (s) = ¢** and 0 (T) =
e~ 2T, The processes ¥ and ¥ equal

~T. T; " T
Eta — e Wy = 7[6711 e J]’
t t

T _ —a(T—s)
1
w):/ / . e )
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We assume a swaption with maturity 7; in 10 years and another 10 years as
tenor of the underlying swap. As starting bond prices, we use the prices of
Kluge (2005) which gives twice a year the price of the bond for the next 20
years. We hedge during the first 10 years using zero-coupon bonds from the set
{B(-,Ty),...,B(-,Ts)}, with T;, = 104+n/2 in years, which are the same bonds
on which the swaption depends.

In the previous sections we investigated the payer swaption, which is a weighted
sum of put options on zero-coupon bonds. Hence the risk related with this prod-
uct is really limited.

Therefore in this section we price and hedge receiver swaptions, which are
weighted sums of call options on zero-coupon bonds. The formulas obtained
above remain the same and only the range of R, which should be negative now,
has to be changed, see also Example 5.1 of Eberlein et al. (2009).

To speed up the computations we apply fast Fourier transform as described by
Carr and Madan (1999), but we do not calculate the prices and the hedges for
a range of strike prices, but for a range of values of the underlying X. The
changes in this X can be rather small and hence, we adjusted the parameters
suggested by Carr and Madan (1999) to N = 32768 and n = 0.125. We rehedge
once a week, more is not really necessary in an interest rate derivatives market.

Comparison of the hedges for the receiver swaption

To compare the performance of the different hedges, namely the MVH strategy
(Section 8.5.3), the self-financing delta-hedge and the non-self-financing delta-
and gamma-neutral hedge (Section 8.5.2), we calculate the mean and the stan-
dard deviation of the total cost using 12500 simulation paths. The standard
deviation is given between brackets in the table. The total cost is defined as the
sum of the initial cost and the final deviation of the hedging portfolio from the
swaption in case of a self-financing portfolio. Hence the L? hedging error, which
is often calculated in literature, equals the sum of the variance of the total cost
with the square of the difference between the mean of total cost and the initial
cost. For a non-self-financing portfolio the total cost is defined as the sum of all
the costs on every rebalance date.

We first investigate which zero-coupon bond is the most optimal to use as hedg-
ing bond when the portfolio is weekly rebalanced. Knowing that we use already
the bond B(-,Tp) as sort of cash account, the most logical choice would be to
use the zero-coupon bond which differs most from the cash-account, namely
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| B(.T) B(-,To) B(:, Ty)
Delta 951 (0.77)  3.02 (0.24) —2.30 (0.22)
Delta-gamma || 87.93 (5.78) 35.19 (2.63) 30.01 (2.64)
MVH 4.36 (0.40)  3.88 (0.39) 3.28 (0.38)

Table 8.1: Hedging cost and standard deviation in case of a receiver swaption.

B(-,Tyo) with Ty, = 20. Based on the results given in Table 8.1, we see that
all the proposed strategies perform the best when the last zero-coupon bond is
used, because with the last bond all strategies not only have a lower expected
total cost, but also a lower variance.

From now on we focus on the hedging when the last bond is used. The dif-
ferent intentions of the hedging strategies are obvious: a MVH strategy tries
to minimize the square of the cost, and does this in a cautious way. While a
delta-hedge is following possible changes in the price at every time and by us-
ing the last bond the delta-hedge is even winning money. We think that the
delta-hedge performs in this setting better than the MVH strategy, due to the
rather smooth behaviour of the underlying processes, which does not have ex-
treme jumps and due to the natural limitations of the zero-coupon bonds, which
values are always between zero and one. In Figure 8.6.1, we plotted the aver-
age value of the delta-hedge strategy and the MVH strategy. The starting value
of the delta-hedge is zero, while the MVH strategy starts at the expected value
of the swaption. At maturity the value of the swaption is on average equal to
3.29. Hence at maturity the delta-hedge portfolio is worth more than what is
needed for the swaption, while the MVH strategy contains just enough. The
delta-hedge is even making money, see Figure 8.6.1, at every instant because
roughly speaking the bond prices are increasing when approaching maturity.
The mean-variance hedging strategy is also making profit from this increase,
but just enough to have the expected payoff at maturity, see Figure 8.6.1 and is
not making any gains, as requested from the quadratic conditions. We believe
that if there would be a serious crash on the market, the MVH strategy would
outperform the delta-hedge and that in such case the real power of quadratic
hedging strategies would manifest, see also Chapter 9.

The delta- and gamma-neutral hedge is overreacting and is protecting the strat-
egy too much, because this strategy also tries to cover possible changes in the
second derivative. From these results we should say that the cost of a delta-
gamma hedge is unreasonable high for this setting, but this strongly depends
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Figure 8.6.1: Average value of the hedging portfolio when B(-, Ty) is used to
hedge a receiver swaption.

| a=0.02 a=0.06
30.01 (2.64) 20.92 (1.80)
=0.06 || 17.68 (1.53) 12.32 (1.07)

Table 8.2: Hedging cost and standard deviation for the delta- and gamma-
hedging of a receiver swaption.

on the parameter § of the NIG model and the parameter a of the Vasicek model.
Decreasing § or increasing a leads to a better performance of this hedge, see
Table 8.2.

In Figure 8.6.2 we investigate in more detail the amounts we have to invest
according to the MVH strategy and the self-financing delta-hedge. In this figure
we plotted at the left side the optimal amount we have to invest on average
in B(-,Tyo) according to the delta-hedge respectively the mean-variance hedge,
while on the right side we show at every time the minimum and maximum
amount taken in the set of all simulations to invest in B(-,T5p) needed for the
delta-hedging, respectively the MVH strategy. Note also the different scales of
the plots, especially the difference between the delta-hedge and the MVH strat-
egy. The closer we get to maturity, the less risk there is and hence both strategies
decrease the amount they invest in the zero-coupon bond B(:, Tzq). Moreover
from comparison of the left plot of the MVH strategy with the right one, we
learn that there will only be few paths in the maximum range, because on aver-
age the amount is decreasing through whole the hedging period.

Next, we also plotted the amount we invest in the bond B(-,Tp) for the delta-
hedge and the MVH strategy. This highlights again the different aim of both
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Figure 8.6.2: Optimal number to invest in B(-,T5) to hedge a receiver swap-
tion.

strategies. We deduce from the amount we invest in B(-,Tp), see figure 8.6.3,
that the delta-hedge is making profit, while the amount invested according to
the MVH strategy is reduced over the lifetime of the option. Furthermore we
also see that none of the sample paths have a completely different range from
the others. This illustrates again the good behaviour of the market and the little
risk which is involved.

We discuss the cost in more detail. In the MVH strategy there is only an input of
money at the start and possibly also at maturity of the option. The starting cost
of the MVH strategy is defined as the value of the option under the martingale
measure Pr, at the starting time, which equals in our setting 1.97 on average.
Due to the self-financing property of the delta-hedge and the mean-variance
hedge, all the other costs are due at maturity of the contract. Hence in order to
compare the cost we divide the original cost by the bond B(-, Ty) to obtain the
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Figure 8.6.3: Optimal number to invest in B(-, T) to hedge a receiver swaption.

cost at time Ty. This leads to a cost of 3.29 for the MVH strategy and the only
way to reduce this cost is making gains by trading on the market. Unfortunately
on average the market is almost not moving differently and therefore the cost
of the MVH strategy is almost equal to the original cost. Combining the self-
financing condition, with the decreasing movements in Figure 8.6.2 and Figure
8.6.3, we obviously see that the portfolio is not gaining money.

If we look at the price of the option on average at maturity then this equals 3.26,
hence it became on average even cheaper than expected at start of the contract.
The standard deviation equals 0.41 for the case we follow no hedging strategy
at all. Therefore we learn that the mean-variance hedging strategy can hardly
beat the strategy of doing nothing. A possibility would be to simulate extreme
market conditions, but in contrast to the stock market the risk is always limited,
because a zero-coupon bond will never be worth more than 1. This means that
for the swaption we are sure the price at maturity will certainly be smaller than
5.
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These simulations show that when we apply hedging strategies, we should never
forget to look at the original risk of the product we try to hedge and hence com-
pare if by hedging the risk is really reduced. Furthermore we also deduce that
the delta-hedge in an almost riskless, predictable market performs better than
the mean-variance hedge, whose goal is to avoid losses as well as gains.

In the setting simulated here, the mean-variance hedging strategy is not caus-
ing more problems but the strategy is also not reducing the risk enormously,
because there is almost no risk to take away. We also illustrated clearly the
different goals of the delta-hedge compared to the mean-variance hedge. In
the next chapter we will illustrate how in a really risky market the quadratic
hedging strategies perform excellent.






Benjamin Franklin may have
discovered electricity, but it
was the man who invented the
meter who made the money.

Earl Wilson (1906-1990)

Hedging strategies
applied to
non-traded assets

In this chapter we concentrate on so-called non-traded assets in the setting of
the energy market. We call it non-traded because we assume that the derivative
that we want to hedge depends on several assets S(), ..., S(?), while we can
only use a fixed combination S of the assets to hedge. For more explanation
concerning this non-traded assets and why they are important in the energy
market, we refer to Section 9.1.

In the literature, see Section 9.2, there are only few articles concerning non-
traded assets and often the setting is different from the one we assume here.

It will become clear that in the proposed setting it is not possible to determine
a classical delta-hedge, see Section 9.3. Therefore in practice adjusted delta-
hedges are often applied, while we suggest to use quadratic hedging strategies
instead.

The theoretical determination of the locally risk-minimizing hedging strategy,
see Chapter 4, in this context is rather straightforward once one understands
properly the existence conditions and how it is determined. An important con-
cept for LRM hedging strategies is the minimal martingale measure (MMM), see
Section 2.3.2.1. Concentrating on our setting, it is important to understand that
we always need to take the martingale measure with respect to the underlying
asset which is used for hedging and NOT the martingale measure with respect
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to the assets on which the claim depends. More concrete we need to determine
the MMM of S and not of S(), ..., S(9)_ This obviously demonstrates the incom-
pleteness of the market we work in, even in the case with two driving Brownian
motions (there is only one martingale measure for the vector (S, S(?)), but
infinitely many for 5).

Assuming exponential Lévy processes to generate the underlying assets leads to
a stochastic mean-variance tradeoff, see Definition 2.2.18. Due to this stochas-
tic mean-variance tradeoff process we can no longer determine the number of
risky assets in terms of the cumulant function if we assume the processes are
not martingales, but semimartingales, see Section 9.4.2. Therefore we consider
specific processes in Section 9.4.3 to compute the optimal number explicitly. In
this way we can apply LRM hedging strategies to the setting of non-traded as-
sets. However because we are not able to express the optimal number in terms
of the cumulant function, we need to solve PIDE’s and therefore the simulations
will take more time. We will circumvent this issue by implementing an adjusted
locally risk-minimizing hedging strategy, without solving PIDE’s.

Another option would be to apply the mean-variance hedging strategy, but un-
fortunately in the setting of non-traded assets this becomes complicated even in
the simple case that the underlyings are driven by continuous processes as we
show in Section 9.5.

In Section 9.6 we give the results of our preliminary experiments. We compare
the different current market practices to the newly obtained results and show
that the (adjusted) locally risk-minimizing hedging strategies outperform, even
in the simplest cases. This can also be found in Leoni et al. (2010). We make
the extra assumption that the interest rate equals zero, hence the discounted
asset price equals the non-discounted price. This is important because the lo-
cally risk-minimizing hedging strategy defines the hedging strategy in terms of
the discounted assets. Moreover the LRM hedging strategy is not self-financing
such that the knowledge of the optimal number of the discounted assets not
automatically implies knowledge of the optimal number of the non-discounted
ones. Furthermore this assumption is not really restrictive, in view of the low
interest rates on the market nowadays.

In this chapter we clearly illustrate that although theoretically the quadratic
hedging strategy for a specific and at first sight simple setting may exist, the
concrete implementation can be really involved.



9.1 Non-traded assets 207

9.1 Non-traded assets

Hedging under restrictions is a problem of great practical importance. It can
become relevant in all financial markets but it is extremely important in en-
ergy markets where liquidity can be poor. We will apply the theoretical results
concerning local risk-minimization to a setting that is a good representation of
every-day practice in an energy market. The obtained locally risk-minimizing
hedging strategy is compared to a few common practices and shown to outper-
form significantly.

Since energy such as electricity or gas are non storable commodities, the trad-
ing market has been organised around futures and forwards. Those provide an
agreement between the two transacting parties to deliver the commodity over a
fixed period of time rather than ensuring an instantaneous delivery. This means
that the variety of delivery periods is enormous and although the correlation be-
tween those is not always strong, usually only a few contracts are liquid enough
to execute trading strategies.

Since the underlying asset is a commodity that gets delivered physically in a
certain volume, it is natural that the prices are denominated in currency per
unit of volume per unit of time. Over the years, energy markets have attained
a specific structure suitable for handling this flow nature. One of the unique
features of the forward curve is its decomposition, or bucketing, into different
granularities. Far ahead into the future, the only forward contracts traded are
forwards for delivery of power over a complete calendar year. Once the calendar
year approaches, these contracts gradually break down into quarterly contracts
in a ‘cascading’ process. Closer to delivery, these quarterly contracts will break
up, into monthly, weekly and even daily forward contracts.

We discuss this setting in more detail for the electricity market and for the gas
market separately.

(1) Electricity market:

Besides the delivery period during which European Power or electricity
gets delivered, one often distinguishes three different products: base, peak
and off-peak. Those are best explained by means of an example. A CAL-11
peak product is a contract that will deliver electricity during the entire cal-
endar year 2011, but only during the peak hours of the day. That means
that during the weekend no power will be delivered and during the week-
days, the delivery only takes place during the day (peak hours). A base
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contract ensures delivery of power during every single hour of the deliv-
ery period, without exception. The specific definition of which hour is a
peak hour or off-peak hour, depends on the market in question.

As indicated, prices are denominated in currency per unit of volume per
unit of time. For example a CAL-11 base product for a volume of 10MW
(megawatt) could have a price of €50/MWh. This means that per deliv-
ered hour and per MW, the price is €50. There are 8760 hours in the
year 2011, so the total premium that is paid for the delivered power is
€50 x 8760 x 10 = €4 380 000.

A peak contract for the same delivery period 2011, could have a price of
€80/MWh, which is higher per active unit, but since the number of active
hours is much less, the total premium is still lower compared to the base
contract. Roughly speaking the number of peak hours is one third of the
amount of base hours. This means that the premium is €80x8760/3x 10 =
€2 336 000.

It is clear that there is a relationship between the peak, off-peak and base
price in the market. If one buys electricity for delivery during peak hours
and at the same time buys a contract that ensures delivery during the off-
peak hours, it is obvious that the power is delivered without interruption
and this is equivalent to a base contract.

If we denote the price of a peak contract by S and the price of an off-
peak contract as S(°), then the price of the base contract S(*) is given by

§0) — () @) 4 (0 g0)

where the weights w® and w(®) depend on the number of peak and off-
peak hours of the market. Since all prices are normalised to one unit of
power and one hour, the typical weights are w® = 1/3 and w(®) = 2/3,
where we should never forget that the actual cash flows will take into ac-
count the number of hours.

In terms of liquidity, peak or off-peak contracts are not as liquid as base,
especially far ahead in the future. This has its implications for the writer
of an option on a peak forward contract. Although it is one of the very
basic assumptions in the derivatives theory, energy market traders often
find themselves into a situation where they sell options although the un-
derlying contract is not liquidly traded. In the application of the theory
we will assume that a claim on peak power is transacted. It could be that
at the time of this transaction, the value of this peak contract is known
but that the spread between the bid price and the offer price is too big to
efficiently delta-hedge this position.
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For this reason, it is common practice to hedge with a base product rather
than a peak product until closer to maturity of the option, the strategy
is swapped to a strategy in the peak product when the liquidity has in-
creased. We will call the peak product non-tradable for reasons of illig-
uidity and in Section 9.6 we will study the effect of different hedging
strategies.

(2) Gas market:

The gas market is highly seasonal with summer prices usually substan-
tially cheaper than winter prices. Because of this, it is easy to understand
that the most liquid products are forward contracts for the delivery of gas
during the winter or during the summer. Gas by itself is more storable
than power because the pressure difference in the network allow for the
variations in demand during the day. Because of this, there is no peak and
off-peak market for gas.

The interest in option contracts in the European gas market (e.g. UK or
NBP market) is increasing since these kind of contracts provide an inter-
esting way of hedging the portfolios of big gas players in the market. How-
ever, for historical reasons, the most liquid option contract is a so-called
seasonal option, that actually consists of a strip of 6 monthly options. So
there are 6 underlying levels F(1), F(2) . F() that are relevant for the
pricing and hedging of such a contract.

However, at the time when the options are written, not all of these monthly
forward prices are known and the hedging has to be done by means of the
season forward, which is in fact given by

6

5= WO R0,

i=1

For the remaining of the chapter, the fixed combination in which we can invest,
will be denoted by

d
S=S+M+B=> whs®,

i=1

with martingale part M and finite variation part B and S() = Séi) +M® + B®
the discounted assets. We will denote by F(t,S;) the value of the claim at time
t under the minimal martingale measure. We remark that the filtration F in
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this section contains the information of the non-traded assets and not only the
information of the traded asset. In the sense that the filtration will be generated
by the underlying driving processes.

9.2 Literature

We found only few articles dealing with non-traded assets. The setting used
in these articles differs from the one we work with, because they start from a
different underlying problem. Furthermore, they all concentrate on the contin-
uous setting, while we also allow discontinuous processes.

In literature, see e.g. Davis (2006), the term basis risk is often used for the non-
hedgeable risk which remains and cannot be hedged away due to the fact that
the asset on which the option is written is not available for hedging. Hedging
in this case can only be done by using some closely related asset. Sometimes
the underlying asset is available for hedging but is too expensive due to trans-
actions costs. Hence in their setting the determination of the quadratic hedging
strategies is less complicated, due to the possible deterministic mean-variance
tradeoff process.

We mention here some important papers, the interested reader can also look at
the references in those papers.

e Davis (2006) assumes that the underlying asset cannot be traded but is
observable. Instead ‘a closely related’ asset, with a continuous price pro-
cess, is traded. This closely related asset is assumed to follow a Brownian
motion which is correlated with the underlying risky asset. The optimal
hedging strategy is determined using exponential utility as a criterion.
Numerical results for this case are derived in Monoyios (2004).

e Henderson (2002) and Henderson and Hobson (2002) work in the same

setting. Futhermore they also determine the power utility and give nu-
merical results.

e Hobson (2005) gives an upper bound for the utility indifference price of
a contingent claim on a non-traded asset again in the setting described by
Davis (2006).

e Ankirchner et al. (2010) also calculate the exponential utility-based indif-
ference prices and corresponding hedges in a continuous setting. Their
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results are obtained in terms of solutions of forward-backward stochastic
differential equations. Hence the optimal hedging strategies are described
in terms of the indifference price gradient and the correlation coefficients.
Furthermore the hedge can be seen as a generalization of the ‘delta-hedge’
in complete markets.

e Horst et al. (2010) concentrate on transferring non-financial risk, as for
example depending on the temperature, to the capital markets. They give
numerical results of equilibirum prices and optimal utilities in a continu-
ous framework.

9.3 Strategy derived from the delta-hedge

In practice, non-traded assets are often hedged using a strategy based on the
delta-hedge. We will use the intuitively obtained hedging strategies to compare
them with the locally risk-minimizing hedging strategy.

For this section we restrict to the two-dimensional case but we can easily extend
the obtained strategies to more dimensions.

In the standard two-dimensional case, we trade £(*) assets S(), i = 1,2 such
that the risk originating from the rate of change of the claim price with respect
to the asset prices equals

OF oF
_ e 701 @779®)
[ —€V1as™ + [ — €P]ds™. (9.1)
This risk can be completely eliminated by choosing ¢() equal to 52, i = 1,2.

For non-traded assets we can only invest in £ assets S. It is impossible to elim-
inate the risk exposure completely because the following equations should be
satisfied by ¢

€W = wW¢ and €@ =w@¢
and so we have to search for the most optimal £. We give some intuitively based
solutions for &:

e Volume-neutral ¢:

)
§=woem T ey
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Price-adjusted &:
MW 2L @5 or
w1 + w(2)s(2)

952

Delta hedging with minimal risk exposure:

Restricting (9.1) to the setting of non-traded assets and calculating the
differential of the portfolio consisting of the claim and ¢ assets S, we find
the following:

OF
550

Remark we left out the d¢-part because this is not the risky part.
The variance of this remaining risk is in vector notation:

or OF

—§w(1)}d5‘(1) [i@) cw® ]

var(¢) = [ — ew]'d(S, )" [ ¢ — ew],

where 2 as is the gradient of F', w is the vector containing the weights and
S = (8™, S(2)). We minimize this variance to obtain the optimal ¢:

dvar(§) oF oF , B
e = WS S) g — 6wl =[5 — 6wl'd(S.8)"w = 0.

Solving this equation for &, gives the following result

!
9L d(s, S)w

$= WS, S)Pw

This is exactly the result we will obtain when we apply the LRM hedg-
ing theory. So we achieved here an intuitive explanation for the rather
complicated theory of local risk-minimization. We remark that we cannot
follow blindly this intuitive approach, because in some case e.g. if the fi-
nite variation part is no longer continuous, it makes no longer sense to try
to minimize the risk involved.

We note that independently Poulsen et al. (2009) made an analogous con-
clusion.

These intuitively based solutions will be used for comparison with the solutions
to the local risk-minimization.
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9.4 Locally risk-minimizing hedging strategy

9.4.1 Setting

In this section we list all the assumptions under which we assume to work.
We work on the probability space (2, F, P). The filtration (F;)o<;<r satisfies
all the usual conditions and 7" € [0, +0) is the fixed time horizon.

Assumptions 9.4.1. We assume the filtration is Markovian.

The process of the riskless asset is given by B and B; = 1. Therefore the
discounted asset prices equal the undiscounted prices.

Assumptions 9.4.2. We assume that the R?-valued process S is a special square-
integrable semimartingale under the original measure P and there exists a pre-
dictable process A such that

dB; = \d(M, M), t€0,T).

Furthermore, we will also assume that E| fOT [Aul d(M) | Ay]] < 0.

The following assumption is needed in order that the locally risk-minimizing
hedging strategy exists, see Chapter 4.

Assumptions 9.4.3. We assume that the finite variation part is continuous.

Hence the semimartingale S is quasi-left continuous, this (restrictive) assump-
tion was not made in Choulli et al. (2010), because the interest of that paper
was the determination of the FS decomposition and not the LRM hedging strat-

egy.
Assumptions 9.4.4. We assume that E(—\ - M) is a strictly positive square-

integrable martingale. Under this assumption the minimal martingale measure
Q is an equivalent probability measure.

Due to the results described in Chapter 4 and under the previous assumptions,
the determination of the LRM hedging strategy for non-traded assets is reduced
to a straightforward application of the formulas given there.

We distinguish two different cases: the continuous case and the discontinuous
case.
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e In the continuous case the number of risky assets for the LRM hedging
strategy equals the one of the RM hedging strategy under the minimal
martingale measure ). Hence

_d(R5)? _ 55d(S,8)%
d(S,8)?  w'd(S,S)Pw

Hereto, apply It0’s formula to F' and rely on the continuity and martingale
property of F.

e In the discontinuous case we apply formula (4.26) and hence the optimal
number of risky assets is given by

_ d{I, M)* _ d(I, 8™\ Pw
= d{M,M)F - w'd(S™, S Pw’ (9.2)

with I the P-martingale part of F' and where M and S™ stand for the
P-martingale part of S, respectively S.

In the next section we try to obtain more explicit results for the LRM hedging
strategy in terms of the cumulant functions. We show that due to the specific
setting we work in, this is not possible. Hence in Section 9.4.3 we make the
amount more explicit by filling in the dynamics of the processes. This means
that the price under the minimal martingale measure will be determined by
solving a partial integro differential equation (PIDE).

9.4.2 LRM hedging strategy in terms of the cumulant func-
tion

In Chapter 8 we calculated the optimal amount of risky assets in terms of the
cumulant function extending ideas of Hubalek et al. (2006). The use of cumu-
lant functions allows to calculate the optimal number really fast by means of
Fourier transformation. Also in the setting of non-traded assets we would like
to express the optimal number in terms of the cumulant function of the under-
lying. We will show we cannot apply the approach of Hubalek et al. (2006), as
we did in Chapter 8, due to the specific setting in this chapter. We emphasize
that this does not mean we are not able to determine the locally risk-minimizing
hedging strategy in the setting of non-traded assets, but we can only do it in a
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longer computational time.

In the setting of Hubalek et al. (2006) exponential Lévy processes are used
to model the underlyings, because for these type of processes martingales are
easily found by compensating the process with the cumulant function. For sim-
plicity we assume we only have two underlying assets, namely S(!) and S(?):

SO = 55 exp(x7).

With S we denote the combination w(?) S™) + (2 S(2) in which we can invest
and with canonical decomposition S = Sy + M + B. Kallsen and Shiryaev
(2002) extended the use of cumulants to the class of semimartingales, called
(modified) Laplace cumulant process.

Theorem 9.4.5 (Kallsen and Shiryaev (2002) Theorem 2.19). Let § € L(X)
such that 0- X is exponentially special. Then K~ () is the exponential compensator
of 8 - X. More specifically,

Z :=exp(f- X — KX(0)) € M.

Furthermore if X is quasi-left-continuous and the process X has characteristics
(bt, ct, Fy), then from Theorem 2.18 of Kallsen and Shiryaev (2002) the cumu-
lant function can be written more explicitly as

KX(0)=k(0)-A

with #(0) 1= 0,by + 30,0, + [ (% —1—0;h(x)) Fy(dx). We denote by r (21, 22)t
the cumulant generating function of the joint distribution under the original
measure:

— en(zl,zz)t.

Bl X 42X
For a concrete example in which  for a multivariate variance gamma model
is calculated, we refer to Leoni and Schoutens (2008). As a first step we show
we can easily obtain d{M, M), needed to determine ¢, in terms of the cumulant
functions. Using ~ and by assuming stationarity and independence of incre-
ments for X(9), i = 1, 2 we obtain that the process

Niz1,22) i= 7"t (s{)7 (577)
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is a martingale under the original measure:

E[N7 (21, 22)|Fi]
= Blemr el (s))) (577)2| 7
_ e—H(Zl,Zz)T(S(()l))Zl elet(l) (S(SQ))ZZ eszt(2>E[ezl(Xé})—Xt(l))-i—zz(X;Q)—Xt(Q))]

— e—n(zl,ZQ)T(St(l))zl (St(Q))zze&(zl ,22)(T—t)

= e S (SP) = Nilr, )

For certain z;, 2, belonging to C, the dynamics of the process (S(1))*1(5(2))z2
equal

d((St(l))zl (St(Q))zz) :d(en(zl,zz)tNt<Zl’ 22))

:e“(zl’ZZ)tht(zl, 29) + (St(i))z1 (575(2))22 k(z1, 22)dt,

where the term [e%(*1:%2)' N (2, 2,)] is zero due to the fact that the process
e"(*1,22)" is continuous and has finite variation. This implies the following canon-
ical decomposition:

(5:)71(87)7 = (557)71(857)7 + Mi(za, 22) + Bilz1, 22),
with
t
Mi(z1,22) = / e E12)UAN, (21, 2), 9.3)
0
t
Bi(21,22) = (21, 22) / (S)=1 (5@ )22 gy, ©.4)
0
This result will simplify the calculation of the angle brackets:
d((S(l))Zl(S(Q))z2, 5(1)> and d((S(l))Zl (5(2))z275(2)>.
By It6’s formula we rewrite the bracket as follows

[(SW)=1(§R))z2 g,
= (S s = (s s

t t
- / (S (sP=ash — [ sM (s (52))=)

0 0
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t t
= Pt L2)U N (2 41, 20) + S+ (G(2)y22 (20 4 1 20)du
u(z1 + 1, 22) (5o ) (8, ) 2Rz + 1, 22)
0 0

t t
_/ (551))“(552))226”’(1’0)“dN51)(1)—/ (S (SP) 2k (1, 0)du
0 0

t t
_ / S;QGK(ZI’ZZ)udNu(Zl, 2o) — / (ngll)Z1+1(51522)Z25(21, 22)du.
0 0

Hence by definition of the angle bracket, we find that

d<(5(1))Z1 (52)z2 , 5(1)>
dt

= (ST (S22 (2 + 1, 20) — K(z1, 22) — K(1,0)),
(9.5)

and by symmetry

d((S)7 (82)2,5?)

o = (SI2) 1 (S2)2 (21,22 + 1) = k(21 22) = (0,1).

(9.6)

Due to Assumption 9.4.3 we know that (M, M) = (S, S) and by using (9.5) and
(9.6) we obtain:

(M, M), /dt =(wD SM)2(k(2,0) — 26(1,0))
+ 20w SIS (k(1,1) — #(1,0) - K(0,1))
+ (W@ S22 (1(0,2) - 2(0,1)). ©.7)

This means that we found an expression for the denominator of (9.2) in terms

. _ _dB
of the cumulant functions and furthermore the process A = AT equals

\ ~wWB(1,0) + w® B,(0,1)
b d(M, M),
w8 k(1,0) + w5 k(0,1)
B d<M7 M>t

dt, (9.8)

where we used (9.4) and with d(M, M),/dt as in (9.7). The main idea in
Hubalek et al. (2006) was to rewrite the T-contingent claim H as a Fourier
transform [ S7II(dz), then they determined the Féllmer-Schweizer decompo-
sition for the components S% with 2 € C and such that Sz € L?(P). The
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Follmer-Schweizer decomposition of the total claim H is then found by inte-
grating over II.
In our setting each claim H can depend on S(*) and S(®, hence our claim will
be of the form

/ (S (5$2)2211(d2y , dzy).

For more details concerning option valuation for an option on multiple assets by
using Fourier transformation, we refer to Theorem 3.2 of Eberlein et al. (2009).
We have to search the Follmer-Schweizer decomposition for the individual com-
ponents in the integral: (Sé}))zl (Sq(ﬂ2 ))Z2. As described in (4.25), we first need
to determine the process Hy(zy,z) = EQ[Hy(z1, 20)|F;], where Q is the mini-
mal martingale measure for which the Girsanov density describing the change of
measure from P to @ is given by £(—\-M), see Section 2.3.2.1, and Hy(z1, 22) =
(S5)71 (S7)=.

We show that in the present case it is not possible to determine the process
H(z1, 29) explicitly in terms of the cumulant function under the minimal mar-
tingale measure, due to the fact that now this cumulant function is not deter-
ministic but stochastic.

From Kallsen and Shiryaev (2002) it follows that if the process (VX1 +
2(2) X2 is exponentially special then the cumulant function exists and further-
more it is predictable and of finite variation. By Assumption 9.4.3 we also know
that the cumulant function is continuous and of the form #®9(zy, z;) - t. Utiliz-
ing the properties of the Follmer-Schweizer decomposition, (9.2) and (2.5), we
deduce that

d(H™ (21, 22), M)
d(M, M)

dH™ (21, 25) = &€dB = dB = d{H™ (21, 20), M)\,  (9.9)
where H™(zy, z9) is the finite variation part and H™(z1,z2;) is the martin-
gale part of the process H(z1,z22) under P. Furthermore we make the process
H(z1, z2) more explicit

Hy(21,22) =E2[(S))7 (5)72| 7]
=(55)7 (S)= EQexp(21 X1 + 20 X)) | F]
=(8")7 (8177 Eexp(a1 (X5 — X{V) + 22(XF) — Xx(P)| 7
::(Stu))zl (St(z))Z2 EQ [eftT Rg(zl,zz)du|ft] (9.10)
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If =9 would be deterministic then
Hy(z1,20) = (S0 (S22l 78 Gy 9.11)

and in view of (9.3) and (9.4)

dHfV(Zh 25) :(St(l))m (St(Q))ZQ(iffT ’%?(zlaZZ)d“(n(zl’ 29) — f{?(zl, 29))dt, (9.12)
AH™ (21, 25) —olT ;;S(z],m)duth(Zl’ ). (9.13)

Inserting (9.12) and (9.13) in (9.9) leads to
(S0)74(8)% ((21, 22) — R (21, 22)) e
= d<]\4-(,2'17 22), M>t>\t

w®SWk(1,0) + w® 8P k(0,1))dt
d(M, M),

< (wOS0 ((21 41, 22) — w(z,22) — £(1,0))

= (50y (52

—HU(Q)St(Q) (H(Zl, 29 + 1) - /‘@(2517 Z2) - "f(07 1))) dt’

where the last equality follows from (9.5), (9.6) and (9.8). Therefore

k?(zl,ZQ) =k(z1,22) — (w(l)St(l)(/i(zl +1,29) — K(21, 22) — k(1,0))
+w® 8P (k(21, 2 + 1) — K21, 22) — k(0 1)))

y (wMSYk(1,0) + w8 k(0,1))dt
d(M, M), ’

which is not a deterministic function. This means that (9.11) does not hold and
we cannot make the process H(z1, z2) more explicit than expression (9.10). A
different way to proceed would be to make the change of measure explicit. After
some calculations the process H(z1, 22) equals

Hy(21,20) =(5.0)1 (SP)*E

T
exp </ (z1 — Ausiljw(l))ng”
t

T
+ / (22 — Ausffjw@))ng”) |]-"t] .
t
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The integrandum is a stochastic function and we cannot apply Proposition 8.4.6.
This clearly shows that in the setting of non-traded we are not capable to express
the LRM hedging strategy in terms of the cumulant function.

9.4.3 LRM hedging strategy using PIDE’s

For the dynamics of the underlying processes we assume a linear combination of
independent Brownian motions for the continuous martingale part. For the im-
plementation of the multidimensional measure, we look at two extreme cases.
Firstly, we assume every risky asset has the same jump part. Secondly, we as-
sume complete independent jump parts. Both approaches are meaningful for
practice. In the first case, we can say that the jump part models extreme market
conditions, such that all the risky assets experience the same movement. This
assumption is, especially in the commodity market, acceptable, because almost
all prices are mainly influenced by the oil price. In the case of complete inde-
pendence, we assume that the joint movements are included in the Brownian
motion part and if there is a jump, that this jump will only influence one asset
at the time.

The last model we will look at is a combination of the two previous ones. So
there is a jump part influencing all the assets at the same time and independent
of this first jump, we have for each risky asset a Lévy measure independent of
the other measures. This method combines the advantages of the two other
approaches.

Note that we avoid here possible problems with the dependence structure of
Lévy processes by assuming complete independence. A different approach would
be to model it by using copulas, see Tankov (2004).

9.4.3.1 Lévy processes with the same jump

We assume the following dynamics for the d-dimensional discounted risky asset:

t
S; =So + B; + / diag(o,)c,diag(S,)®dW,,
0

+ / ' diag(o)Su [ 2N (du, dx) — v(dz)dul,
0 R
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with
S = (50 .. 8@
B, = (Bfl) e Bt(d)>/ with Bfi) the finite variation part of St(i)
o= (o .. Jgrw)’
c; = diagonal matrix with (c;),; = c,(f), i=1,...,d

®0O’ = variance-covariance matrix

!

W, = (Wt(l) Wt(d)) d independent standard Brownian motions

and with N(dt,dz) — v(dz)dt a one-dimensional compensated Lévy measure.
This means that the i component of S has dynamics

d
Sy =dB}" + oV c{" " N " ©dw! + of? 51” / 2[N(dt, dz) — v(dz)dt].
=1 R

By M) we denote the martingale part of the asset S(*):

; t . . . d t . ;
Mt(l) = / oW g® Z QudwV + / UT(LZ)S}Q / z[N(du, dz) — v(dz)du]
0 Jo R

=1

constituting the vector M.
To calculate the optimal number to invest in the risky asset S we proceed in
several steps:

e Using the Markov property of the risky assets, we obtain
Y; = EQ[H(S)|F] = F(t,Sy). 9.14)
We introduce the notation .J for

J(t, I) :F(t, St— + diag(o't)St_x) — F(t, St—)~

e Determination of the dynamics under the MMM
According to Assumption 9.4.2 and Definition 2.3.6, the Girsanov den-
sity describing the change of measure from the original measure to the
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minimal martingale measure linked with the process S equals
AN-M) = E(—
E(—A+ M) = (-

with
d(M(i),M(j)>t
dt
=05V 5D (06" P —|—/Rx21/(dx)), 1<i,j<d. (9.15)

Under the minimal martingale measure and by using the ‘classical’ Gir-
sanov’s theorem (see Theorem 2.3.4), we deduce that for every P-local
martingale Y the process Y/ = Y + A - (Y, M) is a Q-local martingale.
Therefore the following Brownian motions are martingales:

~ d
WE =W+ A (M,W) =W +1> wWe®cDsWe, (wh w)
il=1
=W + \@’diag(o)cdiag(S)w - 144, (9.16)

with 14x4 the d x d-matrix with the identical function on the diagonal.
The compensator of the Lévy measure equals

V9 (dz)dt = v(dw)dt — A\ (N (d-, dz) — v(dz)d

w /dlag o.)Sy / N(du,dz) — v(dz)du]):
= (1 — \w'diag(o)Sx)v(dz)dt (9.17)

The dynamics of the processes S(*) under the minimal martingale measure
are

d _ ) ) _
Sy =o"c{" SN " 0udw V@ + o 51 / 2[N(dt,dz) — v (dx)dt].
R

=1
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e Next we apply Itd’s formula to the Q-martingale F:

t
F(t, Sf) :/ Ft(u,Su)du
0

1< L
+(F(8-)-8)i + 5 > (Fuogn (8) - [SV, 899, (9.18)

ij=1
/ /{J w,7) — Fy(u, Su_ )0 Su_2}N(du, dz),

where F; is the gradient of F' and Fi is the Hessian matrix of F with
respectto S.
We rewrite this -martingale, by denoting with ©,, the k™ column of the
matrix ©, as

dF(t,S;)

= Fy(t,Sy)dt

(diag(o;)c;S;) (diag(Oy ) Fss(t, Sy )diag(0y))(diag(ot)c: Sy )dt
k=1

—|—0';St_/j(t,a:)ué(da:)dt
R

1
2

Fu(t, S)d(S)°2 + oS, /R Tt 2)[N(dt, dz) — v2 (da)dt].

This means that we need to solve the following PIDE problem to obtain
the price of the claim under the minimal martingale measure

d
)+ % Z (diag(o¢)c;s)’(diag(Oy) Fss(t,s)diag(0y))(diag(ot)cys)
k=1
+ols / Ft, )2 ar) =
F(T,s) = H(s).

From (9.18) it follows that the P-martingale part I of the process Y (9.14)
has the following dynamics:

I, = (Fs- %), + /O _ /]R J(u, 2)(N(du, dz) — v(dz)du).
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We need to search the Galtchouk-Kunita-Watanabe decomposition of this
process with respect to the one-dimensional process M, the martingale
part of S:

d.[t = thMt + st,

where L is a P-martingale orthogonal to the P-martingale M. According
to (9.2) the optimal number of risky assets 6 is given by

(%) Z) J)S(J),w(]) N
ZZ [Fyo (£,50)(©0);5¢

=1 j=1
+/]RJ(t, z)zv(dx)|dt

with d(M, M) = w'd(M, M)w and with matrix d(M, M) as in (9.15).

9.4.3.2 Independent jumps in the Lévy process

This section is very similar to the previous one and therefore we only repeat the
parts which change due to the different dynamics for the process S. We assume
the following dynamics for the d-dimensional discounted risky asset:

t
S, =So + By +/ diag(o,)c,diag(S,)®dW,,
0

4 /0 diag(o,)diag(S._) /R 2[N(du, dz) — v(dz)du],

with N(dt, dz) — v(dz)dt a d-dimensional vector consisting of one-dimensional
independent Lévy measures. This means that the i component of S is

d
dSy” =dB}" + oV c{ S N " 0dw! + ofV 51 /R a[NO(dt, dx) — v (dz)dt].
=1

We start with the determination of the dynamics of the process F'(t,S;) as de-
fined in (9.14). In the calculations we will use the notation .J for
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with e; = (0,...,0,1,0,...,0) having 1 on the i place.
The matrix (d(M, M) /dt) has components

M@ @) N
d( d?t )t ::O_t(l)St(Z)O_IEJ)SIgJ) ((@@ )ljct Cz(tj)'i_/R z25; y (dm))

with 6;; the Kronecker delta. The processes (9.16) are again Brownian mo-
tions under the minimal martingale measure, but the compensators of the Lévy
measures under the MMM are now equal to

Z/(i)’@(dfb)dt
=9 (dz)dt — \y(ND(d-, dx),
W / diag(c,)diag(S.) / 2[N(du, dz) — v(dz)dul);
R
= (1= Nw D8P )y (dz)dt, i =1,....d. (9.19)

The PIDE problem we need to solve becomes

d

Fi(t,s) + % Y (diag(o)cis)' (diag(O4) Fus(t, s)diag(Oy,)) (diag (o, i)
k=1

d . ~
+Za£l)s(i)/j(l)(t,x)u(i)’Q(dx) =
i=1 R

F(T,s) = H(s).

The P-martingale part I of the process F' equals

I, = (F, - S t+2// 20D 8D (N (du, dz) — v (d)du).

Therefore the optimal number of risky assets is given by

A d (@) o)_) o), () -
= o1 S oy Sw NORC)
=22 " qaian, e tS0e0)yd

i=1j=1

(@)
—|—/RJ (t, z)zd;;0 (dz))dt.
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9.4.3.3 Combination of the two approaches

We assume the following dynamics for the d-dimensional discounted risky asset:

S: =Sy + B; +/ diag(o,,)c,diag(S,)®@dW,,
/ diag(o,) u,/ [N (du, dx) — v(dz)du]
+/ diag(o-u)gudiag(su_)/a:[N(du,dx)—l/(dx)du].
0 R

We used the same notations as in the previous two sections and added a process
described by a diagonal matrix g with (¢);; = ¢(*) to allow for more variation
between the two independent Lévy measures N and N, that by assumption do
not jump at the same time. The notation .J will here be used for

T 2) =F(t,S,— + 0P D sDze;) — F(t,8,_).

The price is obtained by solving the following PIDE problem:

d
1
)+ 3 > (diag(o;)c;s) (diag(O) Fus(t, s)diag(O})) (diag(os)css)
k=1

—i—a’is/ j(t,x)uQ(dx) + Zoti)s(i)gy)/j(i)(t,x)u(i)’@(dx) =0
R P R

F(T.s) = H(s),

with @, v-Q described in (9.17) respectively (9.19), where the function A
equals

Ao WB
o w'd(M, M)w
with
dt
o150 a) 57 (08 )ise e + /R *u(dr) + /R (1" 2)?6150 (dr).
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For the optimal number of risky assets we obtain

d d
1 ZZ i) o)) () q) . (i i) _(j
"= G, i=1 j=1 o510t S WO [Fyo (1,8,)(00)izet el

+ /]R J(t, x)zv(dx)

+ gD g /R T (¢, 2)26,;0 9 (da)]dt.

9.5 Mean-variance hedging strategy

Due to Assumption 9.4.4, the convex set of equivalent local martingale mea-
sures with square integrable density, denoted by P?, is not empty. Hence the
variance-optimal martingale measure exists and is also unique. From Cerny
and Kallsen (2007) it follows that by choosing the right space of admissible
strategies the existence of the MVH strategy is guaranteed.

From Chapter 5 we know that the key to determine the mean-variance hedg-
ing is the variance-optimal martingale measure and the expectation under the
VOMM of the Girsanov density describing the change of measure from the orig-
inal measure to the VOMM. Once Z*, Z* and < (5.7) are found, we can e.g. use
formula (5.9) to obtain the optimal number of risky assets.

Hence this means we first look for the variance-optimal martingale measure.
In Section 2.3.2.2 we observed that the VOMM equals the MMM if the mean-
variance tradeoff process K, see Definition 2.2.18, is deterministic. Unfortu-
nately, we rarely have a deterministic mean-variance tradeoff in our setting of
non-traded assets. As an example we give the mean-variance tradeoff process
in the case of two underlyings driven by two independent Brownian motion:

dSél) :Sfl)(bgl)dtJr Ut(l)th(l))
a5 =5 0P dt + o (paw ) + /1= p2aw ). (9.20)

Hence the filtration F will be generated by the two Brownian motions W) and
w®,
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For later calculations, we will use the following shorthand notations:
ds; =wVds™t + w®ds®
=(wDsMpM + w@ 5@t 4 (WM 5H 4w e 5P pyaw
+ w(Q)St(z)a@) VA deWt(Q)
=agdt + B aw ) + g aw?.

Using (2.5) where B and M are in the sense of Definition 2.2.5, we can easily
calculate the mean-variance tradeoff process K, see Definition 2.2.18, with
dB o

A= d(M) - (BM)2 + (5®@)2 (9.21)

and therefore

K — (w(l)SQ(Ll)bgl) +w(2)S£2)b22))2 .
T\ @®5PeD) 1 2000w 5D 5P 6® 4 (w@sP o2 )

Given this stochastic mean-variance tradeoff process, a first attempt to deter-
mine the VOMM would be to use the technique described by Cerny and Kallsen
(2007). They perform first a change of measure to the opportunity neutral mea-
sure, which can be seen as the measure neutralizing the effect of the stochastic
mean-variance tradeoff process. Then the variance-optimal martingale mea-
sure is simply the minimal martingale measure with respect to the opportunity
neutral measure. The simplest way to find the opportunity neutral measure is
through Theorem 3.25 of Cerny and Kallsen (2007). The drawback in our case
is that it is really hard to find an L, which is always smaller or equal than 1.
Hence we try another approach based on Biagini et al. (2000) and Chan et al.
(2009). We determine the variance-optimal martingale measure Q* using the
fact that it should be a martingale measure with % of the form ¢ + ~ - S with
¢ a constant € [1, oo, see Lemma 2.3.13. Using the continuity of the process S,
Assumption 9.4.4 and Theorem 2.3.11, we can rewrite ¢+ (- S)r as a Doléans-
Dade exponential because it is strictly positive

Zr=cER-S)r (9.22)
with ”7'?, = ~. The Girsanov densities describing the class of equivalent mea-
sures () is given by

aQ =&(—k- w@ _q. W(2))T, (9.23)

dP
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with functions k£ and [ chosen in such a way that % is square-integrable.
These () are martingale measures if and only if

a=kBM +183. (9.24)

Equating the two conditions (9.22) and (9.23), with k and [ satisfying (9.24)
gives

E(—k- WD 1. W) = cEF - 9)r. (9.25)

Theorem 9.5.1. The density describing the change of measure to the VOMM is
given by £(—\ - S), which means that the VOMM equals the MMM.

Proof  We remark first that when ¢ has to be a positive constant, then the
only possible form it can have is ¢™! = E[E(F - S)r], because only with this
choice E[cE(7-S)r| = 1, which is a necessary condition for the Girsanov density
describing a change of measure.

We define the function R(¢, S;) := E[E(7-S)r/E(F - S)|Fi] and we assume that
R(t, S;) is an element of the class C'!+2. The derivative with respect to the second

variable % will be denoted by Rgs(t, S;). Furthermore we also introduce
the P-martingale

Dy = EE(7 - S)r|F] =& S)eR(t,S). (9.26)

Using the martingale representation property, we know there exist functions
¥ and 4 such that

Dy = Do+ (- W), + (0@ W), (9.27)

Applying Itd’s formula to D, (9.26), and using the martingale property and the
continuity of all the processes, we obtain:

dDy =E(7F - S)4(R(t, S,)7 + Rs(t, S;) 8 )dw !
+EF - 8)(R(t,S)7 + Rs(t, 81)32)aw 2. (9.28)

Hence combining (9.28) with (9.27), we get:

Dr (/ 1 4 1
—=¢ —pMawV [ —yp@aw? (9.29)
DO 0 Duw 0 Duw T
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with

o =7 - 9),(R(t, S)7 + Rs(t, 5,))8"

(2 ~ = (2) (9.30)
Y =E(7 - S)e(R(t, Se)7 + Rs(t, St)) B, -
From the definition of D, we see that
Dr _E(7-S)rRT, Sr) _ €G- S)r =c€(7-S)r. (9.31)

Dy E(F-S)R(0,S) EEGF-S)r]

So equating (9.29) and (9.31) we obtain k and [ from (9.25) using the relations
(9.26) and (9.30):

~ Rs(t,St) 1) - Rs(t, St) 2)
- _ R A = — = . .32
ky (% + R(t.5)) )ﬁt and [, e + R(E.S,) ) (9.32)

The unknown 7 then follows from condition (9.24):

(5 + oned) (62 + (57 =

By inserting the expression for A (9.21) in the previous equation we obtain:

~ Rs(taSt) _
- TS (9.33)

Taking this relation into account, we find for (9.32) that k; = )\tﬁgl) and
Iy =M\t ﬁt@), which means that the VOMM is exactly the MMM. O

We remark that our setting is one of the examples where, although the mean-
variance tradeoff process is not deterministic, the VOMM still equals the MMM.
The next step would be to apply formula (5.9), but then we need to determine
~ explicitly. Solving equation (9.33) is precisely the hard part in the implemen-
tation of the MVH strategy. It is also not possible to use formula (5.4) instead
because as shown in Example 1 of Schweizer (1996) the deterministic MVT is
a necessary condition to obtain this formula. Another way out would be to cal-
culate the expectation of the change of measure under the VOMM, but then we
have a similar problem as under the LRM hedging strategy, where we need to
find the expected value of the claim under the MMM. This clearly illustrate that
by loosing deterministic properties of e.g. the mean-variance tradeoff and the
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cumulants, it is much harder to determine the strategies.
In a discontinuous case and under the assumption that the VOMM is strictly
positive one can show that ¥ has to solve the following equation:

act (5 + T ) (a7 + )
+/ R(t, Si_ +w(x)) — R(t, S;)
R2

(1) (1) (2),.(2) -
R(t.5,) (w2 + w2 (dx) =0, (9.34)

when the processes of the underlying assets have as dynamics
dsM =5 wMat + o Maw V) + / 2 W(N(dt, dx) — v(dx)dt)
R2

dsy? =5 (6P dt + o (pd Wi + /1= p2aw;?)) (9.35)
+ / 2@ (N(dt, dx) — v(dx)dt) (9.36)
R2

and the combination S = w® S + @S2 Therefore in a discontinuous case
the VOMM will not be equal to the MMM.

9.6 Numerical results

We restrict ourselves to a setting in which the claim is depending on S(!) but the
hedging will be done with S = w(® S 4 (2 () We investigate the hedging
for an at-the-money call on S as this is the most challenging example. It
is well-known that hedging of far in-the-money or out-of-the-money options is
relatively easy.

Note that both S(*) and S(® are contracts for delivery over different periods
of time. The delivery period of S itself is hence larger and total premiums
should always be adjusted to the delivery period. We take the example of the
base/peak problem, see Section 9.1. This means that the weights are roughly
speaking w(?) = 1/3 for peak and w(®) = 2/3 for off-peak power. The cashflow
corresponding to a purchase or sale of such a contract is w(? x S to adjust
correctly for the delivery period.

Hence, it is clear that buying the base contract S delivers power during the
peak and off-peak hours, corresponding to a position in both assets S") and
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S(2), This means that there are two intuitively choices for hedging the claim on
peak power S(1) by using base. One could try and focus on the volume risk or
on the price risk, see Section 9.3.

9.6.1 Setup

We introduce the following notations: C'(S(")) stands for the price of the claim
while A = BE and A® = 20 represent its partial derivatives with re-
spect to the peak and off-peak contract prices. Note that in our example the
option only depends on S and thus A(®) = 0. For convenience we will as-
sume that the interest rate r = 0. The amount of risky assets, that are used as a
hedge for the claim, is denoted by &.

Given the specific nature of this problem, we assume a lifetime of the claim of
T = 3 years, where for the first 71 = 0.5 year, a strategy in the base asset is
followed. This is inspired by the fact that at some point, liquidity grows in the
peak contract. We call the time T'1 the roll-over point. We assume that after this
time, the claim can be hedged further with a classical delta-hedge or any other
hedging strategy on the asset S(!) itself. In a Brownian setting from this point
onwards we will hedge perfectly and there is no need in an analysis beyond this
point.

The price of the claim at time zero is such that the expected total cost of the
strategy is zero, where the price of the option at roll-over time is determined
under the unique martingale measure in the Brownian motion case, while in the
discontinuous case the mean-correcting martingale measure is used. Due to the
zero interest rate, we can restrict ourselves to observing the total cost, see page
198, over the lifetime at the roll-over time. This cost of hedging will be neu-
tralised by the initial premium of the claim. We will show that the uncertainty
over the outcome of the different strategies is quite large and therefore we will
also study the standard deviation of the hedging cost in those different strate-
gies. The one with the lowest variance is clearly to be preferred in practice.
Both the peak and the off-peak contracts are assumed to follow a geometric
Brownian motion:

S = 58 exp(ut + DWWy, i=1,2

where the correlation between the Brownian motions is given by d (W®), W)},
= pdt.
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As parameters we choose o) = 40%, 0(®) = 30% and p = 75%. For the drift
we look at two different situations. The first and most easy one is where we
assume both assets to be martingales. Hence p(Y) = r — 0.5(¢())? and we will
call this the martingale case. In a second example, the semimartingale case, we
introduce a drift by setting () = 0.07 and ;(?) = 0.05. For both cases we will
look at the performance of the different strategies.

As starting levels for the prices, we assume that S() = €90/MWh and S =
€60/MWh, and hence the base asset is worth S = €70/MWh. If we normal-
ize the time of the base contract to one, the cash flows would be given by €70
for baseload of which €30 is coming from the peak contract and €40 from the
off-peak. Note that although the price for off-peak is lower, the total cashflow
is higher compared to the peak contract because the amount of delivered hours
during off-peak is higher.

9.6.2 Different strategies

In this section we repeat the strategies described in Section 9.3 and Section
9.4, but adjusted to the setting described here, namely where the claim only
depends on S(M). The two first strategies are extra. The first one we describe is
the control strategy, which we cannot follow in practice, while the second one
makes more sense due to the specific setting.

9.6.2.1 Control strategy

In order to verify our results, we calculate the classical strategy. This means that
we are hedging the claim on S(!) by effectively taking positions in this asset.

9.6.2.2 Total volume-neutral strategy

The number ¢ is here equal to

=AM 4 A® = A,



234 9 Hedging strategies applied to non-tfraded assets

We basically focus on the total volume of the peak contract. If the derivative
of the claim C with respect to S(!) requires a certain amount in S(*), this same
amount is taken in S, ensuring that the volume during the peak hours is correct.
However, the residual risk that comes into the picture, is the volume taken in
the off-peak asset.

In fact the volatility of the off-peak asset is lower, and therefore ignoring this
asset is safe. Clearly, the risk in this strategy is coming mostly from the second
risky asset S(2).

9.6.2.3 Volume-neutral strategy

The power market has two natural units of volume since the commodity is deliv-
ered in a certain magnitude over a period of time. The magnitude is expressed
in MW and the time in hours. So instead of focussing on the MW position,
one could also focus on the total volume, taking into account the length of the
delivery period:

¢ = wMAD 4 AR Z AWM

In this strategy it is assumed that if we need 3MW of peak power, one can
replace this by 1MW of base power, because the total amount of power over the
delivery period is then roughly the same. Or in other words, it is assumed that
we can replace volume in the peak hours by volume in the off-peak hours.

It will become clear that this is the worst strategy.

9.6.2.4 Price-adjusted strategy

If we take

CwWADSD Ly DADSE AN M)
T WSO @8@ T (gD 1 @5

the value of the hedge in S and the value of the (theoretical) hedge in S 1) are
equal. This ensures that the cash-flows during the hedging strategy are the ones
one would have from the hedging strategy in S().
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9.6.2.5 Risky strategy

If one wants to fully understand the concept of hedging, one should always be
prepared to take one step back and ask oneself if the riskyness really decreased
by setting up a strategy. Therefore, we compare the strategies to the strategy of
doing nothing and waiting until the roll-over time before starting to hedge the
claim. In this case, the full risk is taken and £ = 0.

9.6.2.6 Adjusted locally risk-minimizing hedging strategy

In none of the above strategies, the volatility or correlation between S() and
S(2) played a role. It is however very natural that this should have an effect on
the strategy one should follow. The LRM strategy captures this completely, see
Section 9.4.3 and in fact outperforms all of the above strategies.

In the Brownian case the optimal amount invested in the risk asset is given by:

w® (Au) (e®)* + A<2>pg(1>0<2>) 1@ (A<1>pa<1>a<2> L A® (U@))?)

&= w® (eM)? 4+ 20w prV e +w@ (¢2)? ’
(9.37)

where the amounts A are calculated under the martingale measure for S()
and S separately, which is also the measure under which we price. In fact
they should be calculated under the minimal martingale measure related with
S in the semimartingale case. Still we find that this makes sense in our setting,
because at roll-over we anyhow arrive at this market in the continuous case and
as we will discuss later on finding the correct drift is almost impossible, hence
finding the correct martingale measure is equally well unsecure.

9.6.3 Results

To obtain the results we simulated 25 000 paths and rebalance twice a week.
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Strategy Martingale case =~ Semimartingale case
Control 24.39 (0.40) 24.39 (0.40)
Total Volume-neutral 24.42 (8.34) 26.23 (9.40)
Volume-neutral 24.46 (14.09) 28.10 (15.98)
Price-adjusted 24.45 (13.08) 27.82 (14.76)
(Adjusted) LRM 24.41 (7.30) 25.78 (8.18)
Full risk 24.48 (17.33) 29.04 (19.63)

Table 9.1: Hedging cost and standard deviation in the case of Brownian mo-
tions.

9.6.3.1 Hedging cost

For the various strategies, we determine the hedging cost up to the roll-over
time. We look at this cost both for the martingale case as well as for the semi-
martingale case. Table 9.1 contains for each case the expected cost and the
standard deviation between brackets. The larger this standard deviation, the
more uncertainty and hence the more risk remains in the hedging procedure.
Let us focus first on the martingale case. It is obvious that the LRM strategy
outperforms the current market practices. Compared to doing nothing, hence
this is the full risk case, the improvement is very good. The reason that the total
volume-neutral strategy works well is because a big part of the risk is concen-
trated in the peak price since this contract has the highest volatility.

In practice the hedging cost is considered as the fair value price of the option.
From Table 9.1 we deduce that the average cost of hedging is almost identical
across all the strategies, hence each strategy indicates the same fair value price
for the option at the start.

In the semimartingale case, we can observe that for the control strategy, there
is no effect. This is natural as we already know that pricing is always done un-
der a risk-neutral martingale measure, which is unique in the continuous case.
For all the other strategies we see that the cost of the strategy is changing. At
the same time, the uncertainty grows as well. However, once again the LRM
behaves better than any of the others.

Remark that in practice, the estimation of the drift term is virtually impossible.
Knowing the drift would mean, knowing where the prices would go and often
it might be possible to distinguish trends in the short or extremely long run, but
the deviations from these kind of trends make it very hard to even estimate the
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drift term correctly. Since the energy market is a forward market, we can as-
sume that the market prices everything correctly, and hence that the quantities
are indeed martingales. If later, it turns out that there was a systematic drift, we
then hope that the margin taken at inception in the option premium is sufficient
to cover this.

We conclude that the LRM hedging strategy outperforms the more intuitive ap-
proaches and even in case the assets are only semimartingales, the method still
works well.

In fact we could even go one step further. We want to calculate the cost of hedg-
ing in case the underlyings follow a discontinuous price process, but in a very
fast way and hence by avoiding again the use of PIDE’s as described in Section
9.4.3. Therefore we use the amount £ described in (9.37), where the price of
the claim and the A’s are calculated under the mean-correcting martingale mea-
sure linked with the two processes S(!) and S(?). For this purpose we assume
that both peak and off-peak can be written as exponential variance gamma pro-
cesses, where the characteristic function of a variance gamma function equals

1
d(z) = (1 — iubv + iozl/uQ)_l/”,

see Schoutens (2003). As in Leoni and Schoutens (2008), we assume that the
Gamma clock is equal for both assets and hence they jump at the same time.
We will take the following parameters:

Mf,}gnl = —0.0179 Mgggg = —0.005
i =007 p = 0.05
o) = 40.50% o = 30%
6 = —0.10 6 = —0.05
v =0.25
p = 74.80%

These numbers ensure us that the option price, calculated under the mean-
correcting measure for peak, leads to the same price as we had in the Brownian
case. The correlation between the Brownian components has been adjusted
downwards such that the linear correlation coefficient between the logreturns
of the assets remained at 75% as earlier. Furthermore, ;(*) in the martingale
case is determined by the following equation:

,ul(f;?m =7 —log(l — 0.50(c)2 — 9y /v, i=1,2.
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Strategy Martingale case = Semimartingale case
Control 24.39 (2.47) 24.39 (2.43)
Volume MW 23.86 (9.03) 24.84 (9.68)
Volume MWh 23.56 (14.66) 25.61 (15.82)
Price-adjusted 23.61 (13.66) 25.49 (14.68)
(Adjusted) LRM || 23.93 (7.97) 24.64 (8.50)
Full risk 23.41 (17.85) 26.00 (19.28)

Table 9.2: Hedging cost and standard deviation in the case of a multivariate
variance gamma process.

Within this setup we obtain the results reported in Table 9.2. In the martingale
case, all the strategies have a lower cost of hedging, but with a greater uncer-
tainty than in the Brownian motion case. This can be explained by the fact that
within a VG model, there are only small changes in the prices of the assets until
a significant jump is noticeable. The fat-tailed distribution (compared to the
normal distribution) favours smaller moves most of the time and some extreme
jumps once in a while.

The interesting aspect of this analysis is that the control strategy becomes less
good in the sense that the uncertainty becomes much bigger. Whereas for the
other strategies the uncertainty only increased slightly.

When we turn to the semimartingale case, we can deduce similar results as
before. The cost of hedging depends on the actual drift of the process and in
general this is not a nice feature of a strategy because this drift is extremely
hard to measure or estimate. However, it becomes clear in this case as well,
that the LRM strategy is rather robust, making it the most suitable candidate for
real hedging of claims on non-tradable assets.

In fact one could also argue that we do not know what the real locally risk-
minimizing hedging strategy would do and if this would not behave even better.
We think the real strategy will surely not perform better than in the continuous
martingale case, and our adjusted LRM hedging strategy only performs slightly
worse than the exact LRM hedging strategy used in the continuous martingale
case. Hence we believe that the possible increase in accuracy of the results will
not outweigh for the loss in computational speed. Furthermore the reason why
this adjusted strategy works well, even in the discontinuous case, is because it
accurately captures the real correlation between the two assets, without using
the exact angle bracket processes.



Conclusion

We focused in this thesis on the class of quadratic hedging strategies. We did
not restrict ourselves to the pure theory, but also looked at applications in dif-
ferent markets such as the insurance market, the energy market and the interest
rate derivatives market. The most important contribution is to the theory of lo-
cal risk-minimization and the related Follmer-Schweizer decomposition. Some
long time unanswered questions are solved. Secondly, in literature there are
only few implementations of the quadratic hedging strategies. Moreover, there
is a growing interest for comparison to the most common hedging strategy in
practice, namely the delta-hedge, see Altmann et al. (2008), Denkl et al. (2009)
and Brodén and Tankov (2010). Such a practical implementation and compari-
son is given in Chapters 8 and 9 for an example in the interest rate derivatives
market respectively the energy market.

The main results we obtained are:

e The Follmer-Schweizer decomposition is determined for the general class
of semimartingales in terms of the predictable characteristics.

e A concrete example is given and proved for which the Féllmer-Schweizer
decomposition under the minimal martingale measure is different from
the Galtchouk-Kunita-Watanabe decomposition under the original mea-
sure.

e The locally risk-minimizing hedging strategy is extended to the multidi-
mensional case.

e An easy procedure to determine the locally risk-minimizing hedging strat-
egy is given.
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Conclusion

Risk-minimization is applied to the framework of unit-linked life insurance
with surrender option.

The locally risk-minimizing hedging strategy for unit-linked life insurance
contracts is determined in case the underlying can contain jumps.

We calculated and implemented the delta-hedging and the mean-variance
hedging strategy for the forward swaption under the forward martingale
measure linked with the maturity of the swaption and we compared the
obtained results with the case of following no hedging strategy at all.

Adjusted delta-hedges are compared with the (adjusted) locally risk-min-
imizing hedging strategy in a setting typical for the energy market.

The adjusted locally risk-minimizing hedging strategy we propose seems
to perform really well in the setting we described for the energy market.
The usefulness of quadratic hedging in risky markets is shown, but we
also noticed the almost equality in performance to doing nothing in less
risky markets.

We revealed the gap between the theory of quadratic hedging and the
implementation in the semimartingale case.

Research is a never ending story. Possible future research topics include:

Closing the gap between the theory of mean-variance hedging and the
implementation for general semimartingales.

Finding conditions under which the (H)-hypothesis remains valid after a
change of measure.

Related with the previous point is the extension of the risk-minimization of
unit-linked life insurance contracts with surrender option to semimartin-
gales.

Determination of the quadratic hedging strategy for unit-linked life insur-
ance contracts containing mortality and surrender risk.

Determination of hedging strategies for interest rate derivatives under the
‘original’ measure.

Extending the mean-variance hedging strategy for the swaption when
more than two zero-coupon bonds are used for hedging.

Hedging other interest rate derivatives.

Hedging of interest rate derivatives in the Libor market model with its
typical tenor structure.
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e Determination of the cumulant process under the minimal martingale

measure in case the mean-variance tradeoff process is stochastic.

o Testing the proposed adjusted locally risk-minimizing hedging strategy to
different situations and comparing it with the real locally risk-minimizing

hedging strategy.






Samenvatting

De eerste betekenis van het Engelse werkwoord hedge is heggen maken. Zoekt
men naar de figuurlijke zin, dan betekent hedge zich indekken. Meer formeel
beschreven is hedging in de financiéle markt dus het (geheel of gedeeltelijk)
indekken tegen een financieel risico van een investering door middel van een
andere investering. Er zijn natuurlijk veel verschillende mogelijkheden om te
hedgen nl. deltahedge, superhedge, kwadratische hedge,. ...

De deltahedge is populair in de praktijk omdat ze snel bepaald kan worden.
Men moet namelijk enkel de afgeleide bepalen van het te hedgen product naar
het product dat gebruikt wordt om het risico weg te nemen. Superhedging
daarentegen zorgt ervoor dat je met 100% zekerheid ingedekt bent tegen alle
risico’s. De kostprijs van een dergelijke (over)bescherming is vaak zeer groot in
vergelijking met het originele risico. De focus in deze thesis ligt op de bepaling
en het toepassen van de kwadratische hedgingstrategieén.

Hedgingstrategieén zijn kwadratisch als ze het kwadraat van de hedgingfout
minimaliseren. De definitie van deze hedgingfout varieert naargelang de speci-
fieke strategie. De twee meest gebruikte zijn de lokale risico-minimaliserende
hedgingstrategie (locally risk-minimizing hedging strategy) en de gemiddelde
variantie hedgingstrategie (mean-variance hedging strategy). Bij de eerste is de
hedgingfout gelijk aan het kostproces, terwijl men bij de tweede het verschil
tussen de waarde van de hedgingportefeuille en van het te hedgen product mi-
nimaliseert bij afloop van het te hedgen product. Deze afloop wordt de maturi-
teit genoemd. Bovendien is de gemiddelde variantie strategie zelffinancierend,
dit betekent dat men enkel bij de start van de hedge en bij de maturiteit een
mogelijke kost zal hebben. Tussendoor wordt er dus geen geld toegevoegd of
weggehaald uit de portefeuille. Hierdoor is het eenvoudig de totale kost van
deze hedge uit te rekenen.
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Doordat men een kwadratisch criterium minimaliseert worden winsten even-
veel afgestraft als verliezen. Het voordeel van deze strategieén is echter dat de
strategie voor een som van risicovolle financi€le producten gelijk is aan de som
van de strategieén behorend bij de afzonderlijke producten en dat de oplossing
vaak expliciet gegeven kan worden.

De theoretische bijdrage van deze thesis situeert zich vooral in het domein
van de lokale risico-minimaliserende hedgingstrategie en in de bepaling van
de Follmer-Schweizerdecompositie. Deze decompositie is cruciaal voor het op-
stellen van de lokale risico-minimaliserende hedgingstrategie.

De strategieén worden niet enkel berekend in de zuiver financiéle markt, maar
we bestuderen ook specifieke producten uit de verzekeringsmarkt (Hoofdstuk
6-7), de markt van de rentevoetderivaten (Hoofdstuk 8) en de energiemarkt
(Hoofdstuk 9).

Om het prijsverloop van de gebruikte producten te beschrijven, moet men ver-
onderstellingen maken betreffende de gevolgde dynamiek. In Hoofdstuk 3 wer-
ken we met algemene semimartingalen, die zelfs niet noodzakelijk quasi-links
continu moeten zijn. In de context van de lokale risico-minimaliserende hed-
gingstrategie is quasi-links continu een basisvoorwaarde om de strategie te kun-
nen definiéren, bijgevolg beperken we ons in Hoofdstuk 4 tot quasi-links con-
tinue semimartingalen. In de Hoofdstukken 6 tot 9 kijken we eerder naar de
toepassingen in de verschillende markten. Hier is het dus ook belangrijk de
processen meer concreet te maken. Meestal veronderstellen we dan ook dat de
processen ofwel een (geometrische) Brownse beweging of een (geometrisch)
(tijdsinhomogeen) Lévyproces volgen.

Vaak starten we met het eenvoudigere geval van een Brownse beweging om
vervolgens door toevoeging van sprongen de strategie ook te bepalen voor
Lévyprocessen. Deze Lévyprocessen hebben het voordeel dat ze (grote) sprong-
en, die regelmatig voorkomen op de financiéle markt, ook kunnen bevatten.
Nadat we enkele basisbegrippen uit de stochastische calculus ingevoerd hebben
in Hoofdstuk 2, bespreken we in Hoofdstuk 3 de relatie tussen de Follmer-
Schweizerdecompositie onder de originele maat en de Galtchouk-Kunita-Wata-
nabedecompositie onder de minimale martingaalmaat. Het is algemeen gekend
dat deze decomposities gelijk zijn in het geval de prijs van het onderliggend
product een continu proces volgt, we bewijzen met een expliciet voorbeeld dat
ze niet altijd gelijk zijn in het discontinue geval. Bovendien, geven we ook een
meer algemene vorm van de Follmer-Schweizerdecompositie door gebruik te
maken van de zogenaamde voorspelbare karakteristieken.

Het nut van de Follmer-Schweizerdecompositie voor kwadratische hedgingstra-
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tegieén wordt duidelijk wanneer we de theorie aangaande de lokale risico-
minimaliserende (Hoofdstuk 4) en de gemiddelde variantie hedgingstrategie
(Hoofdstuk 5) bespreken. Voor beide strategieén geven we een overzicht dat
niet enkel de theoretische resultaten bevat maar ook toepassingen. In Hoofd-
stuk 4 bepalen we bovendien de uitbreiding van de lokale risico-minimaliseren-
de strategie naar het meerdimensionaal geval.

Voor de toepassingen van de kwadratische hedgingstrategieén starten we met
de bepaling van de risico-minimaliserende hedgingstrategie voor unit-linked!
levensverzekeringscontracten met een afkoopoptie in Hoofdstuk 6. De uitke-
ringen en eventueel ook de premies kunnen dus afhangen van het verloop van
een vooraf vastgelegd referentie-aandeel of een portefeuille. De afkoopoptie
geeft de mogelijkheid het contract voér maturiteit voor een bepaalde waarde
op te zeggen. We maken de veronderstelling dat de afkooptijd geen stoptijd
is in de filtratie gegenereerd door de financiéle markt. Dit betekent dat we de
realistische veronderstelling maken dat de verzekeringshouder het contract niet
enkel opzegt door de evoluties in de referentieportefeuille, maar dat hij/zij vaak
persoonlijke redenen heeft om voor de afloopdatum het contract op te zeggen.
Een tweede toepassing beschreven in Hoofdstuk 7 is de bepaling van de loka-
le risico-minimaliserende hedgingstrategie voor unit-linked levensverzekerings-
contracten wanneer de prijs van het onderliggend risicovol product gedreven
is door een Lévyproces. Door de mogelijke sprongen in de onderliggende is
het niet langer mogelijk de strategie te bepalen aan de hand van de Galtchouk-
Kunita-Watanabedecompositie onder de minimale martingaalmaat en dus bepa-
len we de Follmer-Schweizerdecompositie indirect zoals gebeurd is in Vandaele
and Vanmaele (2008b) of door gebruik te maken van de meer expliciete vorm
beschreven in Hoofdstuk 3. We veronderstellen geen afkoopoptie in dit hoofd-
stuk en bijgevolg hebben we stochastische onafhankelijkheid tussen de finan-
ci€le en de verzekeringsmarkt.

In de laatste twee hoofdstukken van dit doctoraat passen we de kwadratische
hedgingstrategieén toe in twee specifieke settings. In deze hoofdstukken im-
plementeren we ook de bekomen resultaten en vergelijken we de totale kosten
bij gebruik van de verschillende hedgingstrategieén. Om snel resultaten te be-
komen passen we, indien mogelijk, Fouriertransformaties toe zodat we de hed-
gingstrategie kunnen uitdrukken in termen van de cumulatieve functie van het
prijsproces van het onderliggend aandeel.

Werzekering waarbij er gespaard wordt door te beleggen in beleggingsfondsen. Het spaardeel
wordt gebruikt om ‘units’ (beleggingseenheden) aan te kopen (cfr. hypotheekvisie.nl).
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In Hoofdstuk 8 bepalen en vergelijken we voor de forward swaption? de del-
tahedge met de gemiddelde variantie hedge onder de voorwaartse martingaal-
maat gelinkt aan de maturiteit van de swaption. Om de markt van de interest-
voetderivaten te modelleren veronderstellen we dat deze markt gegenereerd
wordt door een Lévy uitgebreid Heath-Jarrow-Morton model, waarbij het drij-
vend proces tot de klasse van de ‘normal inverse Gaussian’ processen behoort.
We starten met de bepaling van de prijs van de swaption en de deltahedge
wanneer één enkele nul-coupon obligatie gebruikt wordt. Om de deltahedge
te kunnen vergelijken met de gemiddelde variantie hedge geven we ook de
delta- en gammaneutrale hedge en de deltahedge met als risicovrij aandeel de
nul-coupon obligatie met dezelfde looptijd als de swaption. Beide hedges ge-
bruiken, net zoals voor de gemiddelde variantie hedge, twee verschillende nul-
coupon obligaties.

De kwadratische hedges zijn altijd gedefinieerd in termen van de verdisconteer-
de assets, maar in de markt van de interestvoetafgeleiden is het onrealistisch te
veronderstellen dat de risicovrije interestvoet beschikbaar is. Bijgevolg gebrui-
ken we als numéraire de nul-coupon obligatie met dezelfde maturiteit als de
swaption. Onder de voorwaartse maat zijn dan ook alle verdisconteerde obliga-
ties martingalen en dus kan de gemiddelde variantie hedge afgeleid worden uit
de Galtchouk-Kunita-Watanabedecompositie.

In Hoofdstuk 9 veronderstellen we dat de opties die we willen hedgen afhanke-
lijk zijn van meerdere assets, terwijl we enkel kunnen investeren in een gewogen
combinatie van deze assets. Deze setting is uit de praktijk gegrepen. Om deze
producten te hedgen wordt er vaak een volume-neutrale of gewichtsaangepas-
te deltahedge gebruikt. We vergelijken deze aangepaste deltahedges met de
(aangepaste) lokale risico-minimaliserende hedgingstrategie. De simulaties zijn
beperkt tot twee onderliggenden, maar kunnen eenvoudig uitgebreid worden
tot meerdere. Als drijvende processen gebruiken we Brownse bewegingen en
een multivariaat ‘variance gamma model’, beide zowel in het martingaal geval
als het semimartingaal geval.

Tot slot geven we een overzicht van de bekomen resultaten:
e De Follmer-Schweizerdecompositie is bepaald voor de algemene klasse

van semimartingalen door gebruik te maken van de voorspelbare karakte-
ristieken.

2Dit is een optie op een swap, waarbij vaak een vaste interestvoet geruild wordt voor een varia-
bele interestvoet.



Samenvatting 247

e Met een voorbeeld werd expliciet aangetoond dat de Follmer-Schweizer
decompositie onder de originele maat kan verschillen van de Galtchouk-
Kunita-Watanabe decompositie onder de minimale martingaalmaat.

e De theorie voor de lokale risico-minimaliserende hedgingstrategie is uit-
gebreid naar het multidimensionaal geval.

e Een eenvoudige procedure voor de bepaling van de lokale risico-minima-
liserende hedgingstrategie is beschreven.

e De risico-minimaliserende hedgingstrategie voor unit-linked levensverze-
keringscontracten met een afkoopoptie is bepaald.

e De lokale risico-minimaliserende hedgingstrategie voor unit-linked levens-
verzekeringscontracten in het geval de onderliggende sprongen kan bevat-
ten wordt gegeven.

e De deltahedge en de gemiddelde variantie hedgingstrategie werden op-
gesteld en onderling vergeleken voor de swaption onder de voorwaartse
martingaalmaat gelinkt met de maturiteit van de swaption en werden ook
vergeleken met het geval dat er helemaal geen strategie toegepast wordt.

e We vergeleken aangepaste deltahedges met de (aangepaste) lokale risico-
minimaliserende hedgingstrategie in een typische setting voorkomend in
de energiemarkt.

e De aangepaste lokale risico-minimaliserende hedgingstrategie, die we in-
troduceerden, blijkt zeer goed te werken in de voorgestelde setting voor
de energiemarkt.

e Aan de hand van simulaties, toonden we het nut aan van kwadratische
hedgingstrategieén in risicovolle markten. Anderzijds merkten we ook de
beperkte invloed op van kwadratische hedgingstrategieén in markten met
weinig risico.

e We toonden het hiaat aan tussen de gemiddelde variantietheorie en de
implementatie hiervan in het semimartingaal geval.

Deze thesis beperkt zich dus niet enkel tot de theoretische uitwerking en de toe-
passingen van de kwadratische hedgingstrategieén, maar we vonden het ook
belangrijk deze eerder theoretische strategieén op concrete voorbeelden te ver-
gelijken met de in de praktijk populaire deltahedge. Vooral omdat er tot op
heden in de literatuur weinig implementaties gebeurd zijn van de kwadratische
hedgingstrategieén. De groeiende interesse in een vergelijkende studie van de
kwadratische hedgingstrategieén met de deltahedge is ook merkbaar in de lite-
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ratuur, zie Altmann et al. (2008), Denkl et al. (2009) and Brodén and Tankov
(2010).
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