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Nonquadratic Local Risk-Minimization for Hedging Contingent Claims in
Incomplete Markets*
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Abstract. We introduce a new criterion to perform hedging of contingent claims in incomplete markets. Our
approach is close to the one proposed by Schweizer [Stochastic Process. Appl., 37 (1991), pp. 339
363] in that it uses the concept of locally risk-minimizing strategies. But we aim at being more
general by defining the local risk as a general, nonnecessarily quadratic, convex function of the local
cost process. We derive the corresponding optimal strategies and value function in both discrete and
continuous time settings. Finally we give an application of our hedging method in the stochastic
volatility case as well as in the jump diffusion case. We work with a single traded asset, but our
approach may be generalized to deal with claims depending on multiple assets.

Key words. hedging, incomplete markets, local risk-minimization, derivatives
AMS subject classifications. 91G20, 91G&0, 49J20, 93E20

DOI. 10.1137/100803079

1. Motivations. Using a quadratic function to assess the risk associated with some cost
process means that we will equally penalize the profits and losses generated by our trading
strategy. Though this approach leads to some neat mathematical developments (see the
important literature on quadratic local risk-minimization or on mean-variance hedging such
as Follmer and Sondermann [8], Follmer and Schweizer [6], [7], or Heath, Platen, and Schweizer
[9]) it probably does not perfectly reflect the way market practitioners assess their risk. In
order to overcome this, we shall introduce a risk function f,! f € C3(R,R) with f(0) = f’(0) =
0, strictly convex and with lim,| o f (x) = 400, that will typically allow putting more weight
on losses than on profits.

2. Discrete time setting. We first place ourselves in a multiperiod model where the evo-
lution of the stock price is given by a stochastic process Si (k = 0,...,7T) on some probability
space (Q, F, P) . Let Fj, denote the o-field of events which are observable up to and including
time k. We assume that S; is adapted and square-integrable. In order to avoid complicated
notations, we work with zero interest rates, but this is not a loss of generality, as it basically
amounts to having discounted stock prices with the existence of a “nonrisky” asset.

A contingent claim is described by a square-integrable random variable H € L?(P) that
will be assumed of the form H = 67 S + ¥ with 6 and Y being Fpr-measurable ran-
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dom variables. Thus we are considering European-type options that can have a cash settled
component and a deliverable one.

For example, a call option with strike K would correspond to H = (Sp—K)™ = 1g,>xS7—
Klg,>K, so that o = ls,>K and 5H =—-Klg,>k.

2.1. Trading strategies. A trading strategy ® is given by two stochastic processes dy (k =
0,...,7) and By (k=0,...,T). 0 is the amount of stock held in period k, (= [tk,tx4+1)) and
has to be fixed at the beginning of that period; i.e., we assume that & is Fjp-measurable

(k=0,....,7).
The amount i held in the market account in period k is fixed at the beginning of this
period too; i.e., we assume that S is Fi-measurable (k =0,...,T).

We further assume that both § and 3 are in L?(P).

The reader familiar with the local risk-minimization framework will already notice the
difference from the usual setting, where typically only the cash component [ of the strategy
® is allowed to be adapted. The relaxation of the predictability of the strategy in both its
components allows us to consider both types of options (cash settled and deliverable) and will
allow for a generalization to the case when there are liquidity costs.

For such a trading strategy, the theoretical value of the portfolio at time k is given by

VkZ(skSk—i—ﬂk(k:l,...,T),

and so it is its value just after applying the strategy. We will denote by H -admissible trading
strategies which satisfy that each Vj is square-integrable and such that the contingent claim
H is produced in the end; i.e., we require Vpr = H, which can always be met with our
measurability requirements upon taking ér = QI! and Bp = ﬂ%{ .

2.2. Costs and risk processes. The costs AC} incurred at time ¢, & > 0, from following
strategy @, so from changing the stock amount that we hold from d;_; to §; and from changing
the amount invested in the money market account from (Sr_1 to Sk, are given in the absence
of transaction costs® by

ACk(<I>) = (6k — 6k—1)5k + (5k — 5k_1) Vk € {k =1,... ,T}
4 ACk(CI)) = Vk — Vk—l — 5k—1(5k — Sk—l) Vk € {k = 1, R ,T}.

We then define the local risk AR at time k associated with the costs incurred at time
k+1. It is

ARg(®) = E (f(ACk41)|Fk)
or with obvious notation
AR (®) =Eg (f(ACk41)) -

Our objective is now to find those trading strategies that will sequentially minimize the
risk process. We make this statement precise in the next section.

2Fully incorporating transaction costs would introduce a dependence on the sign of the readjustment as
well as a nonlinear dependence on the quantity; see [1] for the case where there are only liquidity costs.
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2.3. Locally risk-minimizing strategies. The sequential minimization program runs back-
ward in time; i.e., given (07, 05, 9,---,07) and (B ;8549 ---,67) (or equivalently
(Vi Vile, -+ -5 V7)), we look for 6; and 3, (or V}¥) such that ARy, is minimized.

Problem (*). Given a contingent claim H, find a ®*, H-admissible strategy such that

Vk e (0,...,T —1), AR,(®) > AR,(®*) VP H-admissible,
with dp11 = 0p; and  SBrp1 = By

Given the conditions imposed on f, Sk, and S (or Vi), we have the existence and unique-
ness of the optimal strategy, and it is characterized through the first-order optimality equations

{ Er (f'(ACk41(®%))) =0,

D Ex (F/(ACks1(€)ASys1) = 0.

The above equations will prove useful for further characterizing optimal strategies, par-
ticularly in continuous time, but it is important to notice that the existence and uniqueness
of the solution of problem (*) hold even though f is not regular: all that is required is that it
be strictly convex with suitable bounds as prescribed in the introduction. The characterizing
set of equations (1), on the other hand, holds only when f is differentiable.

Theorem 1. Problem (%) has a unique solution ®* whose components 6* and [3* solve the
set of equations (1).

Proof. Let h(z,y,w) = Ex (f(U —2)S + (V —y))) (w) with U, V, and S € £L2(P). First,
we observe that for a fixed w, h is a convex function of z and y so that it has a global
minimum (z*,y*) if and only if (z*,y*) is a critical point of h, i.e., Vh(z*,y*) = 0. Second,
we have lim||(; )| 00 A(Z, Y, w) = +00 so that h being continuous it has a global minimum
P-a.s. Finally, we show that (z*,y*) is Fi-measurable: letting D,, = {j27"|j € Z} be the set
of dyadic rational of order n, we define

(2 (W), yn(w)) = inf{(z,y) € Dy, x Dy, h(z,y,w) < h(a',y',w) ¥(z',y') € D, x Dy}

Since w — h(z,y,w) is Fr-measurable, (z,,y,) is also Fp-measurable. As (z,,yy) is
bounded in n P-a.e. and h is continuous in (x,y), (Z,9) = liminf,oo(zn,yn) is a Fp-
measurable minimizer of h and by uniqueness it is equal to (z*,y*). |

The set of equations (1) is equivalent to the property that the process (C’,{ )i with cf =
Zf:o ' (AC;1+1)—which we will refer to as the f-cost process—is a martingale strongly or-
thogonal to Sy. This property, which we name pseudo-optimality as in Schweizer [12], will be
the main ingredient of the extensions to the continuous time setting.

3. Continuous time setting. Now let (2, F, P) be a probability space with a filtration
(Ft)o<i<r satisfying the usual conditions of right-continuity and completeness. 7' € RT de-
notes a fixed and finite time horizon. Furthermore, we assume that Fy is trivial and that
Fr =F. Let S = (St)o<t<r be a semimartingale with a decomposition

S=S+M+ A

such that M = (M;)o<i<7 is a square-integrable martingale with My = 0 and A = (A¢)o<i<T
is a continuous and adapted process of finite variation |A| with Ay = 0. Throughout the
article, we use a right-continuous version of S.
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3.1. Trading strategies. A trading strategy ® is a pair of processes 0 = (0)o<t<7, f =
(Bt)o<t<T satisfying the following conditions:

¢ is cadlag and adapted,
5 is cadlag and adapted.

An option is again described by a square-integrable random variable H € L?(P), with
H =618+ BH, 65 and ¥ being Fr-measurable random variables.

So as to make precise what strategies can be considered, we first need to introduce some
classical notations and definitions. Let (X;) and (Y;) be two stochastic processes. We will
also refer to the portfolio value V; at time ¢ as the quantity V; = 6;S¢ + 5.

If P is a partition of [0, 7] such that

P={0=mn<n<---<71,=T},

then we recall that the quadratic variation process along P is

n

[Xv X]f = Z(Xm/\t - XTk71/\t)2'
k=1

And the quadratic covariation process along P is

n

X,YTD = (Xnoae = X ont) Veone — Yoo e)-
k=1

We will work with sequences of Riemann partitions P,, which satisty |P,,| = supy, |7} — 7/,
tends to 0 as n — oo.

Let us finally recall that X is said to have finite quadratic variation on [0, 7] if lim,, oo [X, X]""
exists in the topology of uniform convergence in probability for any sequence P,, of Riemann
partitions.

Now we are in a position to introduce some restrictions on our strategies so that the opti-
mality conditions are well defined. We shall concentrate on strategies which are H-admissible
in the sense that

o =01 P-as.,

pr = pH P-as.,

¢ has finite and integrable quadratic variation,

B has finite and integrable quadratic variation,

6 and [ have finite and integrable quadratic covariation.

The justification for considering such strategies will be given in the next section.

3.2. Local risk-minimization and the f-cost process. This section is devoted to the two
main concepts that will allow us to find optimal strategies and the relationship with them in
a particular framework where S is driven by an [t6 process. We start by introducing the local
risk-minimization criterion and then define the f-cost process needed to derive pseudo-optimal
strategies.

Copyright © by STAM. Unauthorized reproduction of this article is prohibited.
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Local risk-minimization. In order to extend the idea of local risk-minimization already
seen in discrete time to our continuous time framework, we first introduce the concept of small
perturbations and then characterize the optimal strategies as the ones that minimize the local
risk, at the limit, with respect to these small perturbations.

Small perturbations.
Definition. A small perturbation is a bounded admissible® strategy ¢ = (3,0) such that
ﬁT:OandéT:&

Local risk along a partition. We start with an H-admissible strategy ®, and we want to
study the increase of risk when the strategy is perturbed at some discrete times. To do so,
given a partition 7 of [0,7], where 7 = {0 = to,t1,...,tx = T}, and a small perturbation A,
we define a process rf in the following way:

Ath(q> + ¢|[ti,ti+1()(w) - Ath ((I))(w)
tiv1 — ti

i@, ¢l(tw) = Y

titip1E€T

1 [ti i1 ( (t)

Now we can define the local risk-minimization in the same way as we did for the discrete
time setting.

Definition. An H-admissible strategy @ is called locally risk-minimizing for the option H
if for every small perturbation ¢ and every increasing sequence of partitions (7, )nen tending
to the identity we have

liminf r™[®, 9] > 0 P-a.e.

n—oo

As a matter of fact, this definition naturally extends the notion of local minimization
of a local risk. However, the associated optimality conditions are not readily derived in
the general semimartingale case. In the following section, we will introduce the concept of a
pseudo-optimal strategy similar to the discrete time setting. In the case where the asset follows
an It6 process, one can show that optimal and pseudo-optimal strategies are the same. This
equivalence will be worked out in detail for the particularly relevant situations of stochastic
volatility models in the last section of this article.

The f-cost process. Now we proceed with defining the process f-cost process which will
allow us to characterize pseudo-optimal strategies by analogy with discrete time.

Definition. For an H-admissible strategy ® we define the f-cost process C(®) as the
following limit, whenever it exists:

In,
. 1Tl AT T ST T
nlggog_lf(ﬁk BTe-1 + (§Tk — §Th-1)STk),

where convergence is required in ucp topology, for any sequences P,, of Riemann partitions of
[0, 7] of length [,,, and where we used the notation X T for the process stopped at T.

3 Admissible means that it satisfies the same regularity requirements as an H-admissible strategy with
different terminal conditions.
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We now focus on an H-admissible strategy ® and state a theorem relative to the existence
of the f-cost process.*

Theorem 2. The f-cost process of an H-admissible strategy ® is well defined and is given
by the following formula:

t
Ot(q)) = f”(O) <V;€ -V - / 5s—dss>

0+

(3) t t

+f(m<Wﬁﬁ+2 Su_dlB, 3% + §JMﬂQ
2 0+ 0+
(2) + > F(ABs + AS,S,) — f(0)(ABs + ASLS)
0<s<t

with notation [X,Y]¢ standing for the continuous part of the (cadlag) quadratic covariation
process.

Proof. We follow Protter [11] rather closely in his proof of the Ité formula for general
semimartingales. Let P, be a refining sequence of Riemann partitions of [0,T], P, = {0 =
th<-<th =T)

n

CZDH((I)) = Zf/(ﬁtk — Bty + (5tk - 5tk71)stk)‘

k=1

Since 3, §, and S are cadlag processes, and > (ABs)%, Y. (Ads)?, and Y (ASs)? are
(absolutely) convergent series, given ¢ > 0, we can find two sets A and B such that A and
B are disjoint and A U B exhausts the jump times of 3, §, and S on (0,7], A being a set
of jump times that 8, J, and S have a.s. a finite number of times and B being such that

ZO<SSt(Aﬂ)2 <é ZO<s§t(A5)2 < ¢ and Zo<s§t(AS)2 < el
Thus we have

Cf(([)) = Z f/(/ﬁtk — B+ (5tk - 5tk71)stk) + Z f,(ﬁtk = By + (5tk - 5tk71)stk)’

kA kB

where Zk,A denotes >, Lean(ty 4]0y and Z,mB denotes >, L{BA(ty_ 1 1] 40} [ ]
The first sum converges to > . 4 f'(ABs + AdsSs).

In the second sum we apply Taylor’s theorem, which says
1
f'(@) = f"(0)x + 5D (0)2* + R(w),

where |R(z)| < r(z)z? such that r : Ry — Ry is an increasing function with lim, o r(u) = 0.

“The authors came across a similar result in the work of Diop [4].
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Thus we have

Z f,(ﬁtk - ﬁtkﬂ + (5tk - 51‘/1@71)51‘/1@)

kB
(3) = f”(O) Z(/Btk - /Btkq + (5tk - 5%71)5151@)
kB
() 30O S (B~ By + o — G )S0)?
kB
(5) + Z R(ﬁtk — By + (5tk - 51‘/1@71)5%)-
kB

The first sum (3) is equal to

Z(/Btk - /Btkq + (5tk - 5tk—1)Stk) - Z(/Btk - /Btkq + (5tk - 5151@71)5%)7

k keA

which converges in ucp topology to

t
<‘/t - ‘/E) - /0 58—dSS> - Z(A/Bs + A(SsSS)
J’_

seA

The second sum (4), after developing and switching to less cuambersome notations, is equal
to

> Bk = Br-1)® + 28k(Br — Br-1)(0k — k1) + Sp (% — 1)
B

Zk,B(ﬁk —Be1)? = > (B —Br—1)? _Ek,A(ﬁk — Br_1)?, and the first sum converges to [3, f];
while >, 2 4(8k — Bre—1)? converges to Y. 4 ABZ.

Now > 525k (Br — Br—1)(0k — k1) = D1 p 29k-1(Bk — Br—1)(0k — Ok—1) + > p(Sk —
Se—1)(Br = Br—1) 0k — Or—1)-

The first term is equal to ), 25k—1(/Bk_ﬂk—l)(&k_ak—l)_zk,/; 25k—1(Br—LBr—-1) (0 —0k—1)
and converges to 2f(f+ Se—d[B,0]s =2 cn Ss—ABAds.

The second term is less than supy, g [(Sk — Sk—1)| D 5 |8k — Be—1([0k — 6k—1] and again less
than supy, g |(Sk — Sk—1)|O_5(Bk — Bre=1)? + 2., (0x — 6k—1)*. Taking the limit when n — oo
we find that ‘ Zk,B(Sk - Sk—l)(ﬂk — /Bk—l)(ék - 5k—1)‘ < €4/ [(5, (5]“/ [,B,ﬁ]t

Finally

3SR Gh1)? = > SEy (8 — Gh1)?
k,B k,B

+2) " Sko1(Sk = Ske1) (6 — 0k—1)* + D _(Sk — Sp—1)? (0 — Gr—1)”.

k,B k,B

The first term is equal to >, Sg_l(ék — 5k_1)2 _ ZI“A 513_1(5/% _ 5k_1)2 and converges to
f(i}— S?—d[57 5]5 - ZSEA Sg_(A(SS)2
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The second term is less than supy, g |Sk|supy g |(Sk — Sk—1)|(Q_1(0k — Sp—1)2, and if we
assume for now that S < K < oo uniformly in ¢, then we have ’Zk,B Sk—1(Sk — Sk—1)(6x —
Sp_1)?| < Ke[6,6);.

The last term is less than €2[6, §]; by following the same reasoning.

Now we turn to the last term (5) of Taylor’s development:

(6) Z R(/Btk - /Btkfl + (6tk - 5%71)5%)

k,B

< ZT(Wtk - 51‘/1@71 + (5tk - 5tk—1)stk|)(ﬁtk - 51‘/1@71 + (5tk - 5tk71)5tk)2‘
k,B

Again, assuming that sup S < K < oo over [0, 7], we have (6) < supr((K + 1)¢)[d, d];.

We are now ready to take the limit when e goes to zero. The last term tends to zero from
the property of r, and it remains to prove that the series ) _ , are absolutely convergent. We
next proceed by localization, as in Protter [11], by considering first Vi = inf{t > 0, || > K},
Wi = inf{t > 0,|8] > K}, and Zx = inf{t > 0,[S| > K} so that 1,19, Ljow,5,
and 19 7,15 are [-K, K]-valued. Therefore we have that |f’(z) — f”(0)z| < Ca? for some
constant C. This allows us to write

> (A + A8S) — £(0) (Z AB, + A@&)

seA scA
< CY AR+ 2AB,A58, + AGLS?
SEA
< C([8, Bl + 2K|[0, Bl| + K>[5,0]:) < oc.

And the series are absolutely convergent, which completes the proof.
Corollary 1.The f-cost process of an H-admissible strategy ® can also be expressed in terms
of the portfolio value V :

Cy(®) = f"(0) <w - Vo - t 5s_dss>

0+
f(3) (0) < c ¢ c ¢ 2 c)
@ 2 (w2 [ acavesi+ [ #dssy:
+ > F(AV, = 6,_AS,) — f7(0)(AV, — §,_ASy).
0<s<t

Proof. The proof follows easily from applying the definition of V' in the formula (2) and
straightforward calculations using quadratic variation properties. |

With the f-cost process well defined for strategies of interest in continuous time, we can
now state the criteria which will characterize pseudo-optimal strategies, by analogy with the
discrete time case.
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Definition. An H-admissible strategy ® will be called pseudo-optimal for the local risk-
minimization if its f-cost process is a martingale strongly orthogonal to the martingale part
M of the process S.

In the next section, we will derive the corresponding set of equations that pseudo-optimal
strategies have to solve in two different Markovian frameworks.

4. Application to stochastic volatility models. In this section we will assume further
hypotheses on the trading strategies so that we can derive an explicit formula for the f-
cost process and completely characterize the pseudo-optimal strategies for the local risk-
minimization.

We model the evolution of S through a set of SDEs with stochastic volatility:

(8) dS; = pgdt + o dW,
(9) dO't = ’Ytdt + Etthz

with smooth i, v, and 3;, W' and W? being standard Wiener processes under P with
constant instantaneous correlation p, i.e., d(W', W?2), = pdt.

We shall also assume that appropriate conditions hold for the functions p, v¢, and ¥4 so
that the system of SDEs (8), (9) admits a unique strong continuous solution for S and o,
with S > 0 and o > 0. With these diffusion assumptions we will now place ourselves in a
Markovian framework and look for the optimal strategy ® as a smooth function of the state
variables

515 = 5(t, St,O't),
Vi =V (1, St, 01).

4.1. PDE formulation. We first derive a PDE formulation. For that purpose let us express
the cost process as a function of the diffusion parameters and the strategy

t ov. oV ov 1902V 190%V 2V
Ci(P) = /0 [f”(o) (a + 35 M + 90 v + 5@”5 t3 902 S2+ 853ap0“2“ - 5u,uu>

FO) ([oVN? 5 [OVN®_, OV OV

oV oV @) (0)
_ £ 27
f(0)dy, (as ot 5 p0u2u> +—

550’5] du
t ov t ov
" o 1 nmy Y 2
[0 (Gg o) awt+ [ o5 .

which we have obtained from (7).
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Now, applying to the strategy ® the first pseudo-optimality criterion, i.e., that C' must be
a martingale under the measure P, we find the PDE satisfied by the portfolio value V:

oV eV v 1V , 1%V, O
! (0)<8u+as“u+6_’y 309527 “+§aa22“+asaap"“2“_5“”“>

FO0) (foVN? 5  [OV\? oV oV
5 \as o 30 ) Tt g5, T

oV oV 7‘(3)(0)
_ £(3) Zr 2 e J M2 2
f2(0)dy < ESU“ + p u2u> + 3 0s0, =0

with the terminal conditions corresponding to Vi = 67 Sy + pH.
Applying to the strategy ® the second pseudo-optimality criterion, i.e., that the martingale
C must be orthogonal to S, we find the equation satisfied by the optimal hedge §:

av Y%

Complete markets case. The case of complete markets allows us to recover the celebrated
Black and Scholes formula [3], [10] regardless of the choice for the function f. Indeed, by taking
3. the volatility of volatility equal to zero, the optimality equations reduce to

oV
(10) b= 5
o 10 ,
(11) 20 T aggTn =0

Equation (10) gives the perfect hedging strategy in that context, since upon suitable
boundary conditions it is well known that the PDE (11) has a unique solution. Of course
one can verify that the f-cost process is then identically zero, which amounts to having a
self-financing strategy that perfectly replicates the contingent claim H.

4.2. Link with FBSDE. Given the two equations we found for the optimal portfolio, we
can now relate the pseudo-optimal strategies for the local risk-minimization with the solution
of an FBSDE associated with the diffusion process of the stock price S. This is based on the
generalization of the Feynman—Kac formula (see the survey paper on BSDEs in finance from
El Karoui, Peng and Quenez [5], for instance), which links quasi-linear PDEs with BSDEs.

We begin by rewriting the two equations satisfied by the theoretical portfolio value V; and
the stock quantity d; as

oAV OV 1PV, 1PV, OV

Ju T ast T ae T 2g5Eu T 5 5.z P T gggs ot
o LoV 2 N
oV oV
(13) ﬁau + a—UpEu — 0y0y =0,
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f( U]

where a = —5 Z7gy. Inserting (13) in (12), we find
ov ov ov 50V
(14) % + AV = p <%U + %p2> + « <\/ 1-— $2> s
ov ov
(15) oo = %U + %pz,

where A is the infinitesimal generator corresponding to the diffusion equations (8) and (9)
under the measure P:
ov ov 10?2V , 19*V_, 0?V

Vo= gghet 5ot 5552% T 55,20 T 559577

So we are now in a position to state the main result of this section, effectively relating a
pseudo-optimal strategy with the solution of an FBSDE.

Theorem 3. Any pseudo-optimal strategy ® = (V,8) for the local risk-minimization yields
a solution to the following FBSDE:

dSy = pydt + oy dW},
doy = ydt + %, (,ode n ﬂdwf) ,

—dYs = g(s,8s,04,Ys, ZL, Z2)ds — ZLdaw} — Z2dW2,
Y = pH + 6"y,

where W = (WY1, W?) is a standard two-dimensional Brownian motion and g(s,S,o,Y,
24,22 = —L7' — o(22)?, with Y =V and Z = (30, L53\/1 = p2).

Proof. The result follows from application of the It6 formula to the pseudo-optimal strategy
®* = (V*,6*), which then solve (14) and (15). We get

ov ov ov

dvy = ot +A‘/t+% dWl—Fa—E de1+\/1—p2dW2
1% 1%
& dVi = —yg (t, Sty o1, Vi, 07, /1 — p28—02> gs cdW, + g—z pdW, + /1 — p2dW?2)

& —dVi =g <t, Si, 00, Vi, 05, /1 — p2g—vz> — 8o dW} — 8—2\/1 — p2dW?
g ag

which is the result announced with Y =V and Z = (do, %—‘;E\/ 1—p2). [ ]

4.3. The minimization problem. After using the pseudo-optimal criteria to character-
ize strategies, we return to the original minimization problem to show that those identified
strategies are actually optimal.

Given the smoothness of the risk function f, we can rewrite the process r} by using a
Taylor development around the nonperturbed strategy ®. Let us fix t € [0, T]; because of the
definition of the process Y [®, 9] and as we work with increasing sequences of partitions, we
may assume that ¢ is one of the t?(n) (we will thereafter drop the superscript n and simply
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write ¢; instead), and we have

ARy (P + ¢l 1, (w) — ARy (P)(w)
liv1 —ti
E (f(ACtz+1(cI) + (25‘ [tiytit1( ))) (w) - Eti (f(ACtiJrl (@))) (w)
tiv1 — t; '

7@, 9](t, w) =

Applying Taylor’s formula with remainder term to g : (z,y) — f(z+y) in the expectation,
we have that

FAC (P + Bli1100)) = F(ACH,, (®)) = B f'(AC,, (D))
- 5ti Sti+1 f,(ACtiH(CI))) + %(lﬁtz + 515@' Sti+1)2g((5)7

where g(¢) = f"(AC(¢)) with ¢ = (3,0) such that |5| < § and |d] < 6.

Rearranging and simplifying we get

Eti (f,(ACti+1 (¢))) (w) Eti (Sti+1f,(ACti+1 (¢))) (w)

+ 0y

i

T}[¢7 A](tvw) = IBti

tiv1 — 1 tiv1 — 1
B, (B + 361,51,:)%9(8)) (@)
+ .
tiv1 — i
Because we work with It6 processes, the following stand:
E:. (f'(AC,
fm 2t (ACk (0))) () =A(f'oh), .
tit1—t; tit1 — ti
E. (Si.. f/(AC,,
lim tl( tl+1f( t1+1(¢))) (W) _ A(Sf/OA) ‘
tit1—t; ti—l—l — ‘[:Z t;
and
B, (9(9)) (@)
- ;= Agt“
tip1—t; tit1 —
y Eti (Sti+lg((5)) (w) A(S
ti+11n—1>ti ti+1 — 1 N ( ‘ g)ti ’
B, (53,,9(0)) @)
(2 o 2 .
ti+11rgti tivy1 — t =A (S g) i’

where A is the infinitesimal generator associated with the diffusion:

2 2
8h % +1@ 2_{_1@224_ 8

A
=95t 37125527 Y2952 3500

PO,
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Finally the process T evaluated in ¢ is worth

7o, Al(t,w) = BiA (f' 0 AC), + 6 A (S - f o AC),
b2 (B0 + 2800 (S ), + A (S g),)

Now we first take the component § of the perturbation equal to zero, that is, we perturb
only 3, so that we have the following first condition for the strategy ¢ to be locally risk-
minimizing:

1
BA(f 0 AC), + 58 Agi > 0 P-ace. VB,

As a consequence we must have A (f' o AC), = 0.
Likewise we take the component 5 equal to zero, and we get the following second condition
for the strategy ¢ to be locally risk-minimizing;:

A(S- floAC), + %531& (5%-g), >0 P-ae. V5.
Therefore we must have A (S - f' o AC), = 0. But we observe that

A(f' 0 AC), =
A(S- [0 AC), =

-

2
(£(0) (% + e+ 95+ $55507 + $905 3 + 2o poe — b )
F30) (1ov\2 2 2 90V OV
+I52 ((58) o7 + (55 ) i+ 2595 95 P02t )

—f(3)(0)5 (g‘s/ag + —,00 by ) + 190 ;(0)530,52 =0,

(W — 5t) O't + %—Zpatﬁt = 0.

Finally, as announced in the beginning of this section, we see that in this context of
stochastic volatility model, the optimal strategies with respect to the local risk-minimization
problem are the same as the pseudo-optimal strategies. As one can see in the derivation, the
only requirement to obtain this result is the existence of the infinitesimal generator and its
expression in terms of the parameters of the SDE driving the process so as to identify the sets
of two equations, which therefore allows for a straightforward generalization to Ito processes.

5. Application to stochastic volatility/jump diffusion models. In this section, we want
to provide an example of a situation where the nonquadratic risk definitely implies a different
hedging strategy, not only through the Taylor expansion around zero of the risk function.
We therefore model the evolution of S through an SDE with stochastic volatility and Poisson
jumps in the vein of the Bates model [2]:

dSy = pgdt + oy dW}t + kdNy,
doy = ydt + S dW}?
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with W' and W2 Wiener processes under P and d(W',W?); = pdt, N; a Poisson process of
intensity A, and the amplitude of the jumps k£ having probability distribution K. We also
assume that W;, Ny, and k are independent. As in the case of stochastic volatility we shall
assume that appropriate conditions hold on the adapted processes u, o, v, and ¥ so that the
set of SDEs has a unique strong solution.

With these assumptions we will again place ourselves in a Markovian framework and look
for the optimal strategy ® as a smooth function of the state variables

515 = 5(7f, St,O't),
Vi =V (t, S, 0).

5.1. PIDE formulation. We first derive a PIDE formulation. For that purpose let us
express the cost process as a function of the diffusion parameters and the strategy

t ov oV 8V 1 2V 102V 2V
Ci(®) = /0 (f (0)< + =S+ o R e 5 s DTSy — 5u_uu>

ou 08 0o 2852 Tu " 9902 0S0o

FO0) (VN 5 (VYo OV OV
T 95 ) 7T\ By ) FuT 255 g Pout

3)

EX Tu do
t
+ / f"(0) (a_v — 5u_> o, dW}
/f// E dW2

+ /0 /R f/(AV, — 6,_AS,)K (k)dkdN,

which we have again obtained from (7) and with AV, the jump in V' when there is a jump
AS, of size k on S at time u being equal to V(u—,S,— + k,04-) — V(u—, Sy—, 04—).

Now, applying to the strategy ® the first pseudo-optimality criterion, i.e., that C' must be
a martingale under the measure P, we find the PIDE satisfied by the portfolio value V:

oV oV oV 1PV , 18V, &V
f1(0) < gu " a5t T e T 25Tt 3 e e T gsaa T T 5“‘““)

F30) ([ovN? , [0V, OV OV
L 95 ) Tt \Gr ) FuTigg ge T

1% oV @) (0)
O 2, 97 2
[7(0)dy <85u+apu2u>+ 0o

+ / F(AV, = 6,_AS)K (k)dkA, = 0
R

with the terminal conditions corresponding to Vi = 67 Sy + pH.
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Applying to the strategy ® the second pseudo-optimality criterion, i.e., that the martingale
C must be orthogonal to S, we find the equation satisfied by the optimal hedge §:

oV oV
o = Oy | 02+ ——pou Sy, "(AVy, — 8- AS,)kK (k)dkA, = 0.
(55— 0 ) a2+ Goomat [ 1 R ()

Contrarily to the stochastic volatility case, where only the local behavior of the risk func-
tion f in 0 mattered, the optimal strategy in the jump-diffusion model requires the knowledge
of the risk function f on its whole support.

Conclusion. We have introduced in this article a new methodology in order to hedge
contingent claims in incomplete markets. This methodology gives more flexibility in the
choice of the function used to assess the risk of the strategy, and we believe it can fit better
with market practice. Furthermore, being a local minimization of a local risk, it is expected
to be more robust to fluctuations of market conditions so that traders will be able to adapt
their hedging strategy at lower costs than with a more global approach. Finally, since the
methodology defines the risk as a function of the trading costs, transaction costs can be
included in the setting rather seamlessly. This will be shown in the case of liquidity costs in a
forthcoming paper [1]. Further extensions include multidimensional semimartingales setting
to describe the stock price processes and therefore deal with multiasset options.
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