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Preface

This thesis presents the results of 3 years of research work under a Ph.D. grant at the Centre
of Mathematics for Applications, University of Oslo. It consists of five articles linked by
the same general topic: Backward stochastic partial differential equations (BSPDEs) and
their applications in financial mathematics and life insurance. The articles are presented
in separate chapters and appear in chronological order.

The first paper - written together with Ta Thi Kieu An and Frank Proske - aims at
establishing a necessary and sufficient maximum principle for partial information control
of general stochastic differential games, where the controlled process is described by a
stochastic reaction-diffusion equation with jumps. BSPDEs feature prominently in the
formulation of the maximum principle. Their use enables us to extend the existing results
to a more general setting, in which modelling objects are functions of both time and
space parameters. That setting is particularly suitable for dealing with constant maturity
products in finance. We apply the established results to study a zero-sum stochastic
differential game on a fixed income market. In particular, we investigate the problem of
finding an optimal strategy for portfolios of constant maturity interest rate derivatives,
managed by a trader who plays against various "market scenarios". Moreover, the trader
is assumed to have restricted access to market information. We consider several utility
based examples and derive some closed-form solutions.

The second article - written again in cooperation with the above co-authors - studies
the problem of risk indifference pricing of interest rate claims in the presence of partial
information. The latter are considered functionals of the entire bond yield surface, which
results in market incompleteness and renders traditional pricing techniques inappropriate.
Our approach to pricing and hedging of functional claims of the yield surface relies on
risk indifference pricing with respect to generalized bond portfolios and involves the use
of BSPDEs. Like in the previous paper, we employ a maximum principle for partial
information control of stochastic differential games based on generalized bond portfolios.
The latter method enables us to establish a representation formula for the risk indifference
price of such claims.

In the third article - written in cooperation with Paul C. Kettler and Frank Proske -
we aim at generalizing the existing concept of bond duration to a more realistic stochastic
setting. This effort leads to the introduction of the concept of stochastic duration, whose
formulation is based on a Malliavin derivative in the direction of a forward curve process,
which is modelled by an SPDE. This is a formulation, examplified by the Musiela equation,
which naturally calls for the use of BSPDE techniques. As an application of our results,

ix
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we use the concept of stochastic duration to propose a mathematical framework for the
construction of immunization strategies of portfolios of interest-rate-sensitive securities
with respect to the fluctuations of the whole yield surface.

The fourth project is application oriented. It investigates a problem arising in asset-
liability management in life insurance. As shown by other authors, an insurance company
can guarantee its solvency by purchasing a Margrabe option enabling it to exchange its as-
sets for a certain portfolio replicating its insurance liabilities in terms of available financial
instruments. The objective of the paper is to investigate numerically a valuation technique
for such an option in a situation when the insurance company is a "large" investor, implying
that its trading decisions can affect asset prices. This setting contradicts the assumptions
underlying traditional financial models and requires alternative pricing techniques. One
existing approach to dealing with such problems relies on the use of forward-backward
stochastic differential equations (FBSDEs). We use this framework to formulate a pricing
equation and solve the latter numerically to obtain the price of the option. Our findings,
similarly to those of other authors, show that the replication strategy for the large investor
is more expensive than that for a Black-Scholes trader. This makes it particularly com-
pelling for a large insurance company to purchase a Margrabe option at the Black-Scholes
price.

In the final paper we derive an explicit representation formula for strong solutions of
forward stochastic differential equations with reflections (FSDERs). Our approach relies
on techniques from white noise analysis. Adopting ideas in (Meyer-Brandis and Proske
2010), we mention that the results obtained in this paper are relevant for the construction
of solutions of FSDER'’s with discontinuous coefficients.









Chapter 1

An SPDE Maximum Principle for Stochastic
Differential Games under Partial Information
with Application to Optimal Portfolios

on Fixed Income Markets

with Ta Thi Kieu An and Frank Proske

(published in Stochastics 82, No. 1-3, pp. 3-23 (2010).)



2 CHAPTER I. AN SPDE MAXIMUM PRINCIPLE

1 Introduction

The field of game theory initiated by the path breaking works of von Neumann and Morgen-
stern (von Neumann and Morgenstern 1944) has been an indispensable tool in economics
to analyze complex strategic interactions between agents. Game theory as a branch of
mathematics has also received much attention in other areas of applied sciences. For ex-
ample, it has been proven useful in social sciences as an approach to model decision making
of interacting individuals in certain social situations. Other applications of this theory per-
tain e.g. to the description of evolutionary processes in biology, modelling of interactive
computation or the design of fair division in political science.

In this paper we study a zero-sum stochastic differential game under partial information:
the total benefit of the players who follow a strategy based on partial information, always
adds up to zero. In other words, we consider the antagonistic interaction of two players A
and B: there is a payoff function depending on the partial information strategies of players A
and B, which stands for the reward for player A but the cost for player B. More specifically,
the player A in our game is represented by a trader who tries to optimize his portfolio of
constant maturity interest rate derivatives against various "market scenarios" symbolized
by player B. The trader aims at maximizing his payoff, that is he attempts to maximize
the expected terminal (cumulative) utility of his portfolio under the constraint of limited
market information. On the other hand, the market endeavours to create "reasonable"
market prices by minimizing the payoff function. The portfolio managed by the trader is
composed of fixed income instruments with constant time-to-maturity. Thus the portfolio
value evolves in time and space (i.e. time-to-maturity) and necessitates the use of an infinite
dimensional modelling approach. Here in this paper we use stochastic partial differential
equations (SPDE’s) to describe the portfolio dynamics. In order to solve the min-max
problem we want to employ the stochastic maximum principle for SPDE’s.

We remark that there is a rich literature on the stochastic maximum principle. See
e.g. (Bensoussan 1983; Baghery and (Oksendal 2007; Framstad, Oksendal, and Sulem
2004; Tang 1998; Zhou 1993) and references therein. The authors in (An and @ksendal
2008) derive a stochastic maximum principle for stochastic differential games, where the
controlled process is given by a stochastic differential equation (SDE) and the control
processes are assumed to be adapted to a sub-filtration of a filtration generated by a Lévy
process. Our paper is an extension of the latter to the setting of SPDE’s. Finally, we would
like to mention (Mataramvura and @ksendal 2008), where the authors invoke stochastic
dynamic programming to study stochastic differential games.

The plan of the paper is the following. In Section 2 we prove a sufficient (and necessary)
maximum principle for zero-sum games (Theorems 2.1 and 2.2). Then, in Section 3, we
apply the results of the previous section to construct an optimal strategy for the above
mentioned stochastic differential game on fixed income markets.
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2 The stochastic maximum principle for zero-sum games

In this section we intend to study the stochastic maximum principle for stochastic differ-
ential games in the framework of SPDE control.

2.1 A sufficient maximum principle

Let I'(t, z) be our controlled process described by stochastic reaction-diffusion equation:

(t, x)

E(z) + /0 [LT(s,x) + b(s, 2, T(s,2),uo(s, x))] ds
(2.1) + /00(57I7F(5,x)7u0(5,x))d35

¢
+ / /w(s,x,F(s,m),ul(s,yﬁ,z))N(d&dz), (t,z) €[0,T] x G,

0o Jr

with boundary conditions

ro,2) = &), r€a,
L(t,x) = n(tx), (t,z) € (0,T) x 9G,

where {Bs}o<s<t is a 1-dimensional Brownian motion and

N(ds,dz) = N(ds,dz) — dsv(dz) a compensated Poisson random measure associated with
a Lévy process defined on the filtered probability space (Q, F, {F;}c;<p, P)- Here L is a
partial differential operator of order m acting on the space variable z € R? and G C R? is
an open set. Further U C R” is a closed set and the functions

0, T|xGxRxU—R,

0, T/ x GXRxU — R,
0,T]x GXRxU xRy — R,
G — R,

(0,T7) x 0G — R

S m S Q9 o=

are Borel measurable. The processes
u [0, 7] X GxQ—Uand u; : [0,T] x G xRy x Q — U

are the control processes which are required to be cadlag and adapted to a given sub-
filtration
gt g ]:ia t Z 0.

We shall define a performance criterion by

(2.2) Ju)=E {/OT/Gf(t,x,F(t.,xLuo(t.,x))dxdt + /Gg(x,F(T, r))dqj} ,
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provided that, for u = (ug, u1),
(2.3) ['=T'™ admits a unique strong solution of (2.1)

and that

T

@) B[ [t X)) dod + [ e X)) de] <o
0o Ja G

for some given continuous functions

f 1 [0,T]xGxRxU—R,
g : GXR—R.

We call u = (ug,u1) an admissible control if conditions (2.3) and (2.4) are satisfied. As
for general conditions which guarantee the existence and uniqueness of strong solutions of
SPDE’s of the type (2.1) the reader is referred to (DaPrato and Zabczyk 1992). From now
on we assume that our controls u = (ug, u;) have components of the form

(2.5) uo(t, ) = (B(t, ), mo(t, ), (t,z) € [0,T] x G,

(2.6) ur(t, x, 2) = (01(t, , 2), m(t,, 2)), (t,x,2) €10,T] x G x Ry.

Further we shall denote by © (resp. II) the class of 8 = (6, 6,) (resp. m = (mp, m1)) such
that controls u of the form (2.5) and (2.6) are admissible.

The partial information control problem for zero-sum stochastic differential games
amounts to determining a (6%, 7*) € © x II such that
(2.7) O = J(0", 1) = sup(inf J(0,)).

rell 060

A control (0", 7*) € © xII solving the min-max problem (2.7) is called optimal control. The
min-max problem (2.7) is inspired by game theory and arises e.g. from antagonistic actions
of two players, I and II, where player I pursues to minimize and player I to maximize the
cost functional J(0, ).

In the following denote by R the collection of functions

r:[0,T] x G x Ry — R.

In order to solve problem (2.7) we shall proceed as in (An and Qksendal 2008) and
apply a SPDE maximum principle for stochastic differential games. In our setting the
Hamiltonian function H : [0,T] x G X R x U x R x R x R — R gets the following form:

H(t, Z,7,u,p,dq, T(tv €z, )) = f(t7 T, 7, “’) + b(tvflf‘?’% U)p
(2.8) dotaut [ Dtn a2,
R
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and the adjoint equation which fits into our framework is given by the following backward
stochastic partial differential equation (BSPDE) in the unknown predictable processes
p=p(t,z),q=q(t,r) and r =r(t,z,2)
oH
dp(t,z) = — [T(t-w,r(u)(t,fl?),u(t,I),p(t,x),q(t,m),r(t,x, )
v

(2.9) +L*p<t,x)}dt+q(t,x)d3t+ / r(t,x, 2)N(dt, dz),
Ro

for all (¢,z) € [0,T) x G, and

pT) = P, 5 <G

p(t,z) = 0, (t,z) € (0,T) x 0G.
Here L* is the adjoint of the operator L, that is
(L*f,9)r2c) = (f, L9) r2(@),

for all f,g € C§°(G). Let us mention that BSPDE’s of the form (2.9) have been studied
e.g. in (Oksendal, Proske, and Zhang 2005).
We are now coming to a verification theorem for the optimization problem (2.7):

Theorem 2.1. Let (0,7) € © x II and denote by T'(t,z) = TN (¢, 2) the correspond-
ing solution of (2.1). Set T°(t,x) = T (¢, z) and T™(t,z) = D@ (t,2). Suppose that
p(t, ), q(t,x) and #(t, z, z) solve the adjoint equation (2.9) in the strong sense and assume
that the following conditions are fulfilled, for all u € A,

(2.10) E{/G/OT (T (t, 2) ff(t7x))2{q2(t,x)+/Ro f*Q(t,x,z)l/(dz)}dtdx} < o0,

(2.11) E{/G/OT (™ (t,x) — f(t,x))Q{CjQ(t,x) Jr/R f2(t7x7z)y(dz)}dtdx] < 00,
and
E[/G/()Tﬁ(t,x){a2(t,x,r"(t,x),eo(t,x),ﬁo(t,x))

(2.12) + 1/)2(15,:L’,Fe(t,x)ﬂl(t,x,z),ﬁl(t,x7z)7z)}u(dz)dtdx} < 00,
Ro

E{/G/OTﬁ(t,x)2{02(t,x,F’T(t,:r)790(t,z)77ro(t,x))

(2.13) + ¢2(t,x,F”(t,x),él(t,x,z),m(t,a:,z).,z)}u(dz)dtdx} < 0.
Ro
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Furthermore, assume that for all (t,x) € [0,T] X G the following partial information max-
imum principle holds:

inf E[H(t,2,T%(t,z),0(t, x), 7 (t, x), p(t, ), 4(t, ), #(t, z,-)) |&]

(2.14) = E[H(t,x,0(t,z),0(t,2), 7(t,2), p(t, ©), 4(t, ), 7 (t, z,-)) |E]
:ilégE[H(t 2, I7(t,2), 0, ) ( ), p(t, ), q(t, ), 7 (t, z,-)) |€]

(i) Suppose that, for all v € R and (t,x) € [0,T] x G, the functions

(2.15) 7= g(z,7),
and
(2.16) (v, m) — H(t, z,n, 9(157 x), 7, p(t,x), 4(t, ), 7(t, z,-))

are concave. Then,
J(0,7) > J(O,7) for all w €11,
and

J(é7 ) = sup J(é7 ).

well

(11) Suppose that, for all vy € R and (t,z) € [0,T] x G, the functions

(2.17) 7= g(2,7)
and
(2.18) (v,0) — H(t,z,7,0,7(t, x),p(t, x),q4(t, x), 7L, z,))

are convezr. Then,
J(0,7) < J(0,7) for all 6 € O,

and

J(6,7) = inf J(0, 7).

o€

(iii) Suppose the conditions in (i) and (i) hold, then (6%, 7*) := (6, %) is an optimal control
and

(2.19) Bg = sup <gr€% J(Q,w)) = inf <sup J(@,w)) .

well 0€0 \ rell
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Proof. 1) Fix 6 € ©. Let 7 € II be an arbitrary admissible control with corresponding
solution I'" (¢, 2) = I'®™ (¢, ). Then we have

J(0,7) — J(@6,7) = E / /{f(t,z,f(t,x),@(t.,z),fr(t,x))
— f(t,x, (¢, x),0(t, ), w(t, 2)) Ydadt

(2.20) /{g 2, (T, z)) — g(x, T™(T, z))}d,r]
Putting

(2.21) I = EUOT /G{f— f”}dxdt},

and

(2.22) L=E| /G {9 g7}da,

where

f = f(tvxvf(tvx) é(t ) (t I))
fro= fs I ), 0(t, ), w(t,x)),
g = g(x,T(T,z)) and ¢" = g(x,T™(T, x)).

Similarly, we put

b = b(t,x,D(tx),0 b(t,x), 7 (t,2)),

" = b(t,x, I™(t,x),0(t,z), 7(t, x)),

6 = oft,z,I(t ), égt z), 7 (t, z)),
o = o(t,x,I7(t,x),0(t, x),7(t,))

O o= Ptz Tt ), Et x), 7 (t, ), ),
v o= Yz, I (¢ x), 00t x),7(t, ), 2).

Moreover, we set

H = H(tz,T(tz),
H™ = H(t,z,I"(t,x),

x), 7 (t, ), p(t, ), 4(t, ), 7 (t, 2, ),

(¢,
bt ), m(t ), p(t,x), 4(t, 2), 7 (t, 2, ).

Since g(x,~) is concave in -y, we have

(2.23) G—q > %(x,f(ﬂ 2)) - (I(T,x) — T™(T, z)).
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Putting I'(¢, 2) = [(,2) — T™(t, ) and using integration by parts, we get

+ (T(t, z)dp(t, z) + p(t, z)d0(t, ) + (6 — o™)q(t,x) }dt

/OT (w Y7 (t,x,z)y(dz)dt)dw}

= [ ([ Tenf-(5) - ot ja

+ [ {polE o) + (=) + @ = oyt i
(2.24) /OT [ @ = vt 2putdz)ar) o]
where
) (50) = G 0,8, 0) /(0 0) 0,2, (0 ), 70,2,

By definition of H we have

- E[/ / Hf H™ — (b— b")p(t, z) — (6 — 0)i(t,z)
(2.26) / (& — )¢, 2, 2)v (dz)}dxdt]
On the other hand, we have for all (¢,z) € (0,T) x 0G

L(t,z) = p(t,x) =0,

and
(2.27) /{f(t, 2)L*p(t, z) — pt, x) LT (t, 2) }dax = 0 for all ¢ € (0,T).
G

Combining these with (2.24) and (2.26), we obtain

(2.28) J(0,7) — / / {H H’r— aH (t,x)}dt)dx].
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Since H is concave in v and 7, we have

(2.29) - H > (%)A (¢, z) + (%Z) (-,
where oK ol
(%) (e, D(t, ), 0(t, ), 7 (t, ), pt, ), 4(t, x), 7 (t, . .)).

On the other hand, since 7 — E[H™(t,z,T™(t, ), 0(t, z), n(t, z), p(t, x), §(t, z),
7(t,x,.))|&] attains a maximum at w(t,x) = #(t,z) and w(t,z),7(t,x) are
&-measurable, we get

(2.30) EK%Z ) G -mle] = - W)(%)AE[HMJW:;T > 0.

Combining (2.28), (2.29) and (2.30), we get
(2.31) J(@,7) - J(@,7) > 0.

Since 7 € II is arbitrary, this proves (i).
ii) Fix 7 € II. Let 6 € O be an arbitrary admissible control. Just as in (i) we can show
that

(2.32) J(O,7)— J(0,7) <O0.

iii) If both (i) and (ii) hold, then
J(0.7) < J (0, %) < J(0,7).
for any (#,7) € © x II. Thereby,

g, 7) < <
J(0,7) inf J(6,7) sup ((}gf J(0,m)).
On the other hand,

J(0,7) > sup J(0,7) > inf (sup J(0,7)).

mell 0€0 " ren
Now due to the inequality
inf (sup J(0,7)) > sup (inf J(6,7))

0€0 " reln nell  0€©

we have

®g(x) = sup (inf J(0,7)) = inf (sup J (6, )).

nell  0€® 0€0 " rell
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2.2 A necessary maximum principle for zero-sum games

In (An and Qksendal 2008) the authors gave a necessary stochastic maximum principle for

zero-sum games based on SDE’s. In this Section, we aim at presenting this result in the

setting of SPDE’s. The proof of this extension closely follows the arguments in (An and

(Oksendal 2008). Therefore, we omit the proof and refer the reader to the latter article.
In addition to the conditions in Section 2.1, we shall now assume the following:

(A1) For all t € (0,T) and all £-measurable random variables «, p, the controls
Bals, @) = (W)X (s)xa(®),
and
(8, 7) == p(w) X1 ()X (T)
belong to © and II, respectively.
(A2) For given 0,3 € © and 7,7 € II with 3,7 bounded, there exists a § > 0 such that
0+ ys €O and 7w+ oy ell,
for all y,v € (=96, 9).

Set TOH+¥8(t, ) = TO+A™ (¢ 2) and T™H(t,z) = T+ (¢ ). For given 0,3 € © and
7,m € 11 with 3,7 bounded, we define the processes Y?(t,z) and Y™ (¢, ) (if existing) by,

d
0 0+ypB
(2.33) Vita) = )|
™ _ d T+un
(2.34) Yi(ta) = S ITna)|

Further, let us assume that Y?(¢,z) and Y™ (¢, r) satisfy the equations:
dYO(t,z) = (LY (t,x) + \(t, z))dt
(2.35) +&%(t, x)dB(t /C (t,z, 2)N(dt, dz),

and
dY™(t,x) = (LY™(t,x) + A" (¢, x))dt
(2.36) + &7 (t, x)dB(t /C (t,x,z)N(dt,dz),

where

MN(t,z) = g—(t x,T(t,z),0(t ), 7(t,x)Y0(t )
+gg(t 2, T(t,2),0(t,2), 7(t, x))5(

€(t.a) = E(t.T(0,0).6002), 7(t,0) Y
+22(t, 2, T(t,x),0(t,2), (¢, 2))B(t, ),

Ot x) = g—w(t 2, T(t,2),0(t,2),n(t,2))Y(t )
+ Lt 2, T(t,2),0(t, ), m(t, 2) (¢, ),

(2.37)
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and
N (t,x) = g—i’/(t,z, L(t,2),0(t, ), n(t,x))Y™ (¢, x)
+8(t, 2, T(t,2),0(t, z),7(t,2))B(t, z),
(2.38) E(t,x) = g—g t,x, D(t,z),0(t,x), n(t,x)) Y™ (¢, z)
' frg—;(t,x, L(t,x),0(t, x), m(t,x))5(t, x),
" (t,x) = g—f(ux,F(Lx),9(t7x),7r(t,x))Y’T(t,x)
+2(t,2,T(t,2),0(t,x),7(t,2))B(t, ).

Theorem 2.2. Suppose 0 €O and# €1l are respectively a local minimum and a mazimum
for J(8,), in the sense that, for all bounded 3 € © and n € 11, there exists 6 > 0 such
that for all y,v € (—0,0), 0 +yB €O, 7 +wvn €1l and

h(y,v) == J(0 +yB, 7 + vn), y,v € (=0,0),

attains a minimum at y = 0 and a mazimum at v = 0.
Suppose there exists a solution p(t,x),q(t, z),7(t,x,.) of the associated adjoint equation

dﬁ(t,.’L‘) = _<%(t7m7f(t,$),é(t,.%'),ﬁ(t,x),ﬁ(t7x)7(j(t7x)7f(t’x7,))
(2.39) +L*p(t, :r)) dt + G(t, z) dB(t) + [o. 7(t, x, 2)N(dt, dz);

p(T.z) = 2(x,T(T,2), z€G;

p(t,z) = 0, (t,z) € (0,T) x dG.

Moreover, adopting the notation in (2.35)-(2.38), assume that

(2.40) E[/G/OTYé(t.,;r)2{(jZ(t,x)+Af2(t7$7z)u(dz)}dxdt} < 00,

(2.41) E[/G/OTW(t,x)2{q2(t,x)+Af2(t,x,z)u(dz)}dxdt} < o0,
and

E[/G/[)Tﬁ(ux){gé(t,x,f(t,x)ﬁ(mfr(w))
(2.42) + /R W(t,m,f(t,x),é(t,x),ﬁ(t,x))y(dz)}dxdt} < o0,

E[/G/{)Tﬁ(mx){ﬁfr(txf(t,x),é(t,x),ﬁ(t,x))
(2.43) + /}R wQ(t,x,f(t,x),é(t,x),ﬁ(t,x))y(dz)}dxdt} < .
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Then, for a.a. t € [0,T], we have

E[%—Z(Lx,ﬂt ), 0(t, x), 7 (t, x), p(t, ), 4(t, ), 7(t, x, ) 54
(2.44) =E {%—Z(u 2, U(t, x),0(t, ), 7 (t, z), p(t, ), 4(t, ), 7 (t, 2, .)) gt} -0

Proof. See (An and Qksendal 2008). §

3 Application to portfolios of constant maturity interest
rate derivatives

In the following denote by F(¢,T) the (market) price of an interest rate derivative at time
t > 0 which expires at maturity 7' < co. In this Section we want to study optimal portfolio
strategies for constant maturity interest rate derivatives, that is we aim at constructing
optimal hedging strategies with respect to fixed income market contracts with constant
time-to-maturity x := T — ¢t. In our framework the price of such contracts at time ¢
is assumed to be F(¢,t + z). Examples of such financial instruments are bonds on 6
month LIBOR rates or more general contracts on forward rates with constant time-to-
maturity. In a wider sense such instruments also include constant maturity swaps. See
e.g. (Hull 2000). We shall mention that these derivatives steadily gain importance in
asset liability management and are e.g. used by life insurance companies to match their
liabilities. Suppose that for each x > 0 our portfolio S* is a portfolio made up of a risk-
free asset and a derivative contract with constant time-to-maturity x . We are interested
in finding an optimal portfolio strategy for the entirety of portfolios {S*} ., (J is a subset
of [0, 00)) managed by a trader who only has limited access to market information. In the
sequel let us consider a market model consisting of a risk-free asset and an interest rate
derivative with maturity T specified by

(3.1) (risk-free asset) dPy(t) = p(t)Py(t)dt, Py(0) = 1.
(interest rate derivative) dF(t,T)=F(t,T) [a(u T)dt + o(t, T)dW;
(3.2) + / V(. T, 2)N(dt, dz)},
Ro

F(0,T) >0, for all T > 0,

where (p(t))i=0, (a(t,T))o<t<r<oo, (0(t,T))o<t<r<co and (y(t, T, 2))o<i<r arve F;— pre-
dictable processes such that, for all 7' > 0,

B[ [ {166 als D)+ 5. 7)

(3.3) + A [log(1 +~(s, T, 2)) — (s, T, z)|u(dz)}d9} < 00,
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and
v, T, z) > —1, for (w,t,2) € QA x[0,7] x Ry a.e.,, T > 0.

We assume that the dynamics of the short rate p(t) is stochastic and governed by

{dp(t) = a(t)dt +b(t)dW; + [, c(t, 2)N(dt,d2),
p(0) = 0,

where a(t), b(t) and c(t, z) are predictable processes such that (3.4) is well-defined.

Let & C F; be a given sub-filtration. Denote by ¢(t,7'), t > 0, the fraction of wealth
invested in F'(¢,T) based on the partial market information & C F; being available at time
t. Thus we require that {¢(¢,T)}i>07r>0 must be &— predictable. Then for each T the
total wealth V(@)(¢, T') of the portfolio S is given by the SDE

(3.4)

VO, T) = VO, T){p(t) + (a(t, T) — p(t))¢(t, T)}dt
(3.5) + o(t.T)o(t, T)AW, + (t,T) [, ¥(t.T.2)N(dt,dz)|,
V®0,T) = w(T).

Let us rewrite the dynamics of the total wealth as an integral evolution equation in infinite
dimensions by viewing terms of (3.5) as functions of maturity 7. So we see that

V() = w(-)+/D VO (s, ){p(s) + (als,) — p(s))d(s, ) }ds
+ /Ot V@ (s, )o(s,)o(s,)dW,

(3.6) + /O t /R VO (s, )o(s, )v(s, - 2)N(ds, dz).

Vil@) = VOt +a), dr) = o(tt + ), 0n(2) = alt,t + ),
oi(z) = o(t,t+a), v(z,2) =7, t+z,2),t,2 >0,z € Ry.

Set T =t + x in (3.5). Then differentiation of both sides of (3.5) w.r.t. time ¢ (formally)
yields,

(@) = (A @)+ V(@) {plt) + (aulw) — p())y (@)} ) dt

(3.7) + VO@o@ @b+ [ )N d),

Ro
where A is the densely defined operator given by

d
A=—.
dx
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We may think of A as the generator of a strongly continuous left shift operator on an
appropriate Hilbert space H. One could e.g. choose H to be the weighted Sobolev space
H.,,v > 0, consisting of functions f : R — R satisfying

1 [ e [ () i <

where the derivative - is in the distributional sense (See e.g. (Filipovi¢ 2001)). Criteria
ensuring the existence and uniqueness of (strong) solutions of first order (quasi-) linear
SPDE’s of the type (3.7) can be found in e.g. (Kunita 1987).

Let us also mention that the type of SPDE obtained in (3.7) is often referred to as
"Musiela equation" in the theory of interest rate modelling (Carmona and Tehranchi 2006).
Usually a no-arbitrage condition in terms of a volatility process and a risk premium is
imposed on the Musiela equation to enforce a risk-free evolution of forward curves (see
e.g. (Carmona and Tehranchi 2006)). In this paper we won’t necessarily require such
a condition on the dynamics of the portfolio value Vf<¢)(

general portfolio optimization problem.

x), since we are interested in a

Definition 3.1. The set A of admissible portfolios consists of all processes ¢ = ¢(t, z),t €
[0,T7], such that

(i) 0< ¢y(z) <1
(ii) ¢ permits a strong solution of the SPDE (3.7);

(iif) s {|/) as(z) — p(s))gs()|
+ ¢3(x) (03 I) + Jo, V2 (2, 2)v(d2))}ds < oo
(iv) ¢u(@)ve(x, 2) > —1 (w,t,2) —ae..

We now introduce a family Q of measures )y parametrized by a process 0 =
(6°(t,x), 0" (t,z,2)) such that

(3.8) dQ(w) = Z(T,z)dP(w)  on F,
where

dZO(t,x) = ZO@t, 2)[-6°(t,x)dW, — (t,x, 2)N(dt,dz)],
(3.9) { Z%0,2) = 1. o

We assume that
(3.10) 0 (t,z,2) <1, for (w,t,2) as.,

and

(3.11) /Ot {90(5,1’)2 —I—/]Ral(s,x, Z)Q}ds < 00 a.s..
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Setting

(3.12) 720(@) = ZO(t, 2); 0(x) = 0°(t,2); 0} (x,2) = 0'(t, 2, 2),

we get

(3.13) Az () = =29 ()60 (x)dW, — / Z ()60} (x, ) N (dt, dz)
R

The set of all # = (6°,8") such that (3.10)-(3.11) hold is denoted by ©. These are the
admissible controls of the market.

In the sequel we let G be an interval. Fix a utility function
U:Gx|[0,00) - [-00,00), assumed to be increasing, concave and twice continuously
differentiable on (0, c0).

The problem is to find #* € © and ¢* € A such that

(3.14) ®(y1,y2) = inf (sup Eq, {/ U(m,VT(@(x))datD.
0eO peA G

This is a problem of the type described in the previous section. Here, player [ is
the trader and player I is the market. The trader wants to find an optimal strategy
for portfolios that maximizes the (expected) cumulative utility of the terminal wealth of
portfolios VT(¢)(I) with respect to time-to-maturity z in G. On the other hand, the market
"wants" to choose a scenario (represented by a probability measure) which minimizes
this maximal cumulative (or average) utility. Thus, to solve (3.14) by stochastic control
methods, we have to look at the following three-dimensional state process Y (¢, z):

dYi(t,z) dp(t)
dY (t,z) = | dYs(t,z) | = | dZ{(x)
dYs(t,x) v (x)
a(t)
= 0 dt
AV (@) + VI p(t) + (cul) = p(t) ()}
b(t) c(t, 2) B
(3.15) v =2 (@) | dw, + / —Z0(x)0M(x,2) | N(dt,dz).
VO (@)ou(x)y(x) LV @) 2)v(, 2)

The Hamiltonian is defined as

H(tv T, Y1,Y2,Y3, ‘97 ¢7p7 q, T(tv z, ))
= a(t)p1(t, z) + ys{vn + (ou(z) — y1)¢, () }ps
+0()q(t,2) — 120 (2)g2 + y304(2) 6, () g3
+ /R{c(t)rl(t,x,z) — a0} (w, 2)ro(t, 2, 2)

(3.16) T s, (@), sl 2, 2) Yo (d2),
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And the adjoint equations are defined by

dpy(t, ) = —ys(1 = ¢y(x))ps(t, x)dt + qu(t, x)dW,
+  Jari(t,z, 2)N(dt, dz);
(3.17) m(T,z) = éyl (x,yf),zzv e G, ’
mt,z) = 0,(tz)€(0,T) % IG,
dps(t, ) = [49?(x)q2(t,x) + |z 0; (x, 2)ro(t, z, 2)v(d2) | dt

(318) +q2(t7'r)dVVt +JRT2(t7I7Z)N(dt7dz)a

pZ(T7 CIZ') - UQQ(‘%‘7:U3)"/I; € G;
po(t, ) = 0,(t,x) € (0,T) x 0G,
and
dps(t,x) = [— {y1 + (ae(x) — y1)dy(2) }ps(t, 2) — o4(z) By (7)g3(t, )
210 —  Ja & @)y (z, 2)rs(t, . z)v(dz) — A*ps(t, :L)} dt
(3.19) + q3(t,x)th+erg(ux,z)N(dudz);
p3(T,x) = Uyl(z,ys),z € G;
p3(t,z) = 0,(t,z) € (0,T) x 0G.

Suppose (0,¢) is an optimal control and Y (t) = (Yi(t,z),Ya(t, ), Ys(t, z)) is the
corresponding optimal process associated with the solution p(t,z) = (P1(t, ), Pa(t, x)),
G, z) = (1(t, ), ga(t, ), 7(t, z,-) = (F1(t, @, ), Fa(t, x,-)) of the adjoint equations. Maxi-
mizing the Hamiltonian E[H (¢, z, y1, y2,0, ¢, p,q,7) | £] over all ¢ € A leads to the follow-
ing first order condition for the maximum point (}5:

Ef(an(z) — y)ps(t, ) | &] + Elow(x)gs(t, ) | &]
(3.20) + /RE[%(:E, 2)P5(t, z) | Ev(dz) = 0.

We then minimize E[H(t, z,y1,s,0, 0,0, q,7) | &] over all @ = (6°,0") and get the following

a0 a1
first order conditions for a minimum point § = (6,6 ):

(3.21) E[-Ya(t,2)dx(t,7) | &] =0,
and
(3.22) /R E[-Ya(t,2)Pa(t, x, 2) | EJv(dz) = 0.

We try a process ps(t, z) of the form

(3.23) Palt, ) = f(£.Yi(t,2))U(x, Ya(t, x)),
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with f(7,y1) = 1, for all ;. In the following, we will write U instead of U,,. Differentiating
(3.23), we get

Aiaft, ) = { i+ A(t,) + B 2) oy + 550 o

[Tt elt2)) = FT8) = et 2) () e

+ (1) F + Trot o ),

+ [{Foda ) - v
(3.24) +[F(Fa+ et 2) = SR N (dh, d2),
where
Ao) = (B + (- T00)) S+ Lot
(325) g AU+ 700) = U ) = T o do)
(3.26) B(t,z) = af(t)+ %b(t)at¢t%.

Comparing this with equation (3.18) by equating the dt, dW; and N(dt,dz) coefficients
respectively, we get

(3:27) dolt,2) = b0 o + Voo .
(328)  Aoftw) = g[m%(l +760) = UB)] + [f(Fh + et 2)) = F(RA));
and a second-order PDE for f of the form

0=fi+ Alt,)f + Blta) o+ (0 f

(3.29) + /R{f(?l +e(t,2) = F(V1) = lt, 2) fy, v (dz),
Combining (3.27) and (3.21), we get

L[ U fy
(3.30) o(w) = =B o5 T a}.

Try the process ps(t, z) of the form

(3.31) Pslt, @) = f(t,Yi(t,2))Ya(t, 2)U (x, Ys(t, ),
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with f(T,y1) = 1, for all y;. Differentiating both sides of equation (3.31), we have

B0 o
+/{f(Y1+c(t,z))—f(Yl) — c(t,2) f, }r(d) }dt
R
+ (Vaowo,U" f = 60U F + bV, ) AW,
+ [ {0 a1+ 700) = U' (o)

(3.32) FUf(F+ et 2)) = F(T)] - 61U [ N (dt, d2),

dps(t, ) {U fi + Aps(t, x) +C(t .L)f—l-D(t ) fyr +

where

=~ 5SS > " 1/\ " > "
Ct,x) = Ys(Y1 + (v = Y1)p)U + 7Y20f¢fU + Y30,0,0,U

(3.33) / U (B0 +7,0)) - U' (%) — Pna,U w(da);
and
(3.34) D(t,z) = a(t)U +Ysb(t)ous,U" — b(t)67U .

Comparing this with equation (3.19) by equating the dt,dW; and
N(dt,dz) coeflicients respectively, we get

(3.35) Gs(t,x) = Yaou0,U" f — 0°U' f +b(t)U' f,.;

’

Ps(t,x) = fIU' (Va(1+7,8,)) — U'(Y3)]

(3.36) +U[f(V1 +clt, 2)) — fF(Y)] - 0;U ' £

and
U'fy + Aps(t,x) + C(t, 2) f + D(t,2) f,, + %bQ(t)fylyl
T / (Tt et 2)) — F(T0) — et 2) f}(d2)

(3.37) = —{Vi + (i = V)9 }ps(t, @) — 016ds(t, @)
— /Rgzﬁtfytfg(t,m,z)l/(dz) — A*ps(t, ).
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Substituting ps(t, x), 43(¢, x) and 73(t, x, ) into equation (3.20), we obtain

00(x) Elo(x) | &) — / 6}z, 2) Bl (z, ) | Ev(d2)

— El(au(z) - plt)I&] + E[b)o(0) 2] - E[s100() o 2 fe]
+ [ Bl ) (ol 0401+ 4fe)ou(o) V' ()
(3.39) + S+ clt,2) = ))& )

We have proved the following result:

Theorem 3.2. A portfolio ¢(t,x) € A is a mazimum point for the problem (3.14) if it
satisfies the equation (3.30) and if the optimal measure @, has an optimizer 0(t,x) =

(9?(3:)79: (x)) which fulfills the equation (3.38).

Remark. When the short rate p(t) is deterministic, we can easily see from (3.30) and (3.38)
that

¢(t> 'L') =0,

and
0y () Elow(2)|E] + / 0y (2, 2)Ely(x, 2) | &]v(dz) = Bl(ou(@)|E] — p(1).
R
This case is analogous to the result obtained in (An and @Qksendal 2008), where the authors
deal with SDE control.

Example 3.1. Let us consider an example in the continuous case, i.e. c(t,z) =0, v,(z) =
0, 0} (z) = 0, and the power utility, i.c.,

1
(3.39) Ulz,u) = Eu", u >0,

where n € (—o0,1)\{0} is a constant. Using the separation
(3.40) I () = g(H)e”m
with terminal conditions B(T') = 0 and g¢(t) = 1 we get an optimal portfolio for

_LER@)BE)|E]

(3.41) ¢u(w) = n Elo/(z)&]

provided that
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In this case the equation (3.29) becomes

03+ (5 + 205+ )na
(3.42) {0 (I - u0)8 + () - L)k

The function f will be meaningful if we get an ODE for g which does not include the short
rate y;. Hence [ should be calculated so that the term of y; in (3.42) becomes zero, i.e.,

(3.43) g =- 8—n with 5(T) = 0.

This leads to

no(x) (0 gy
(3.44) 8 = =" (c el >—1).

Then the optimal market strategy subject to the scenario @) satisfies the equation

0 () Blow(x) | &] = El(au() = p(t))|&] + E[b(t)ow(2)BE4]

(3.45) - I Bl)o(a)AlE ]

Example 3.2. Keep the utility function as in the previous example and consider the case
when the dynamics of the short rate p are described by the Vasicek model:

(3.46) dp(t) = (¢ — up(t))dt + bW,

where (, u,b are constants. The Vasicek model is an affine rate model and now () =
}7(1 — e #T=1)) In this case the optimal controls for the portfolio manager and for the
market simplify to

BB T Y) | g

40 ) = T B 6]

and
9?(1‘)E[0t(w)\5t]+/R9t1(9672)E[%(w7Z) | &v(dz)

(3.48) = El(ou(z) — p(t)|E&] + M%E[On(w)(l —e ) €]

c(t,2)

- /]R By, (@, 2){(1 +7,(2, 2)6,(x))" " + (e

U 0} | Ew(dz).
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Remark. a) Let us consider the case, when Z,fe)(x) = 11in (3.8). So our stochastic dif-
ferential game reduces to an ordinary optimization problem for the SPDE (3.7) w.r.t.
the portfolio strategy ¢,(x). In this case one can compare the optimal strategy ¢,(z) for
constant maturity contracts with the corresponding strategy in the classical portfolio op-
timization problem of Merton in (@ksendal and Sulem 2007): As a result one finds that
optimal hedging based on constant maturity instruments presumes knowledge of the whole
“term structure of volatility” = +— o,(z), whereas derivatives expiring at a fixed maturity
only require information of single points (i.e. o(¢,T) for T fixed) on volatility curves.

b) Our optimization problem can be easily generalized to the case of an investor who
is allowed to consume portfolio wealth.

¢) In the framework of Malliavin calculus an SPDE optimization problem related to
(3.7) is studied in (Menoukeu, Meyer-Brandis, Proske, and Salleh 2007).
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1 Introduction

In this paper we aim at analyzing the pricing (and hedging) of functional claims of the yield
surface in the presence of partial information. To be more precise, we want to consider
interest rate derivatives which are functions of the yield surface

(1.1) ((t,x) — R(t, t+ x)),

where R(t,T') denotes the interest rate at time ¢ with time-to-maturity z = T — ¢t. Here
we assume that pricing of such claims is based on limited access to market information.

Examples - out of a vast variety of claims traded on fixed income or over-the-counter
markets worldwide - are bond options, swaptions, floors or caps (see e.g. (Hull 2000)).
For example, a cap (or a caplet), which provides the holder with protection against rising
interest rates, has the following payoff at time T' =t + x:

(1.2) Caplet,(t) = N - x - max(R(t,t + =) — K, 0),

where NN is the notional amount and K the fixed cap rate.
Another type of a claim, which - in contrast to (1.2) - is a function of the whole yield
surface (1.1) is the Asian option of a cap, with payoff given by

1 To T2
Caplet,(t) dx dt.
(Ty = T1) (g — 1) /T1 /z1 aplets(t) dz

We remark that due to its averaging property the latter claim exhibits the advantage of
reducing the volatility risk inherent in the option.

Popular stochastic models for the dynamics of R(¢,T), 0 <t < T (T fixed), which can
be found in the financial literature, are e.g. the Heath-Jarrow-Morton or the LIBOR model.
See (Heath, Jarrow, and Morton 1992) or (Musiela and Rutkowski 1992) and the references
therein. Assuming full access to market information in such models, it is well known that
replicating strategies with respect to bonds of a given maturity can be used to determine
the fair price of the cap in (1.2). On the other hand, taking into account the existence
of maturity-specific risk of bonds with different maturities, pricing of functional claims
of the yield surface - such as the Asian option (1.3) - is in general impossible within the
above mentioned models. A model that takes into account maturity-specific risk is e.g. the
Musiela equation. See e.g. (Carmona and Tehranchi 2006) or (Filipovié 2001). This model,
which is based on a stochastic partial differential equation, describes the fluctuations of
the entire yield surface. This approach leads to an infinite dimensional model, which has
the attractive feature that hedging strategies of claims for generalized bond portfolios (i.e.
portfolios of bonds of arbitrary maturities) are unique.

A deficiency of a bond market model based on the Musiela equation is that it is in
general incomplete, even if there exists a unique martingale measure (see e.g. (Carmona
and Tehranchi 2006)). Thus, the determination of the arbitrage-free price of a claim based
on exact replicating trading strategies is not always possible. Of course, if we in addition

(1.3)
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assume that the portfolio manager only has restricted access to market information, then
pricing of both types of options (1.2), (1.3) converts into a pricing problem on incomplete
markets.

One approach to option pricing on incomplete markets is e.g. utility indifference pricing.
This method has been studied by many authors in literature from different points of view.
See e.g. (Hodges and Neuberger 1989), where the authors consider a hedging problem under
certain model constraints. Further, (Grasselli and Hurd 2005) apply similar techniques
to a stochastic volatility model. The work of (Takino 2007) also deals with a financial
application under incomplete information. See also (El Karoui and Rouge 2000), (Davis
1999), (Henderson 2002), (Monoyios 2004) and (Mandrekar and Zhang 1993).

The utility indifference price of a claim is defined at a level which makes the issuer of
the claim utility indifferent between the investment strategies of either selling the claim
and entering the market with the collected initial payment, or entering the market without
selling the contract. In contrast to that approach, in this paper we want to employ risk
indifference pricing to address the problem of pricing (and hedging) of functional claims
of the yield surface under incomplete market information. The latter pricing principle
is related to utility indifference pricing but it is based on a risk measure instead of the
utility function. For more information on risk measures the reader may consult (Foéllmer
and Schied 2004) and the references therein. Regarding the topic of risk measure pricing
we refer the reader to (Xu 2006), (Barrieu and Karoui 2004) and (Kloppel and Schweizer
2007).

The main result of our paper is a formula for the risk indifference price of an interest
rate claim under partial information with respect to a certain class of risk measures. Our
approach to deriving this formula rests on a stochastic maximum principle for differential
games based on generalized bond portfolios, which are described by a stochastic evolution
equation on a Hilbert space. This technique is inspired by (An, Oksendal, and Proske
2008), where the authors study a jump diffusion market modelled by an SDE. See also
(An and Qksendal 2008). A paper related to the latter article is (Oksendal and Sulem
2009), which treats the case of Markovian controls in the framework of stochastic dynamic
programming. Finally, we mention (Ekeland and Taflin 2005), where the authors analyze
hedging of generalized bond portfolios in a Markovian setting by means of Hamilton-Jacobi-
Bellman equations on Hilbert spaces.

Our paper is organized as follows: In Section 2 we introduce the mathematical tools we
will use throughout the paper. Further, in Section 3 we give the precise statement of our
pricing problem in the context of generalized bond portfolios. Sections 4 and 5 are devoted
to establishing a stochastic maximum principle based on stochastic evolution equations,
which is used in Section 6 to derive a formula for the risk indifference price of functional
interest rate claims.
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2 The general model

In this section we elaborate on some concepts essential for our further presentation. We
begin by briefly recalling the classical Heath-Jarrow-Morton (HJM) framework for term
structure modelling.

Let us denote by P(t,T") the price at time t of a zero-coupon bond, that is a security
that pays one unit of a given currency at maturity 7. In the sequel the bond prices are
modelled by non-negative adapted processes {P(t,T)}o<i<r for each T' > 0 on a filtered
probability space

(2-1) (Q,]ﬂ {Ft}ogt§T7P)7

where F; is P-completed and generated by independent one-dimensional Brownian motions
BY 0<t<T j=1,....d
In the HJIM model the bond prices P(t,7) are modelled as

(2.2) Pt,T)= exp( - /tTf(t, s) ds),

where f(t,7), 0 <t < T < oo are instantaneous forward rates described by the SDE

d
(2.3) df(t.T) = a(t, Ty dt + Y oD (t,T)dBY,

Jj=1

where a(t,T), oW (t,T), 0 < t < T are predictable processes. In order to rule out arbi-
trage opportunities in this setting one has to impose the following restriction on the drift
coefficient a(¢,T) in (2.3):

(2.4) aft,T) = i a9 (t,T) (/tT o 9(t, s)ds + /\(t)) ,

where A(t) is a risk premium process.

A shortcoming of the HJM model is that the implied hedging strategies are not unique.
This is a consequense of the finite dimensional character of the model, i.e. it assumes
that the noise is driven by finitely many Brownian motions. This assumption leads to the
situation that e.g. in the HJM model driven by 3 Brownian motions, an option writen on
a b-year bond can be hedged with bonds of maturities e.g. 20, 25 and 30 years - a rather
unrealistic implication from the point of view of a fixed income trader.

One way to extend the HJM model is to incorporate the notion of a maturity specific
risk. This is done by explicitly recognizing the infinite dimensional character of the term
structure. The latter leads to the Musiela formulation of the HJM model, which is given
by the following stochastic partial differential equation (SPDE).

(25) (o) = (o o)+ uta) ) dt + 35wt
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where Bt(j >, j > 1 are independent one-dimensional Brownian motions. Here we use the no-
tation fy(x) := f(t,t+z) and x := T —t is the time-to-maturity of the forward rate;a,(x) :=
a(t,t+ x), O’i’”(fﬁ) := 0 (t,t + ) for predictable processes O',Ej)(T)7 j>1,0<t<T.

One can now look at the forward curve x — f;(x) as a single element of an appropri-
ate function space H. It is natural to require that this space has the property that the
evaluation functionals

(2.6) 0r : H—R, f— f(x)

are continuous for all z. In addition we shall assume that the generator A := -L in (2.5)

has a strongly continuous semigroup S; on H. The semigroup S; is the left shift operator
given by

(2.7) (Sef) (@) = f(t + =)

An example of a suitable function space on which one can properly describe the evolu-
tion of forward curves is the Hilbert space of Sobolev type:
(2.8)

0o d 2
H = {f : [0,00) = R : f is absolutely continuous and/ <dxf(x)> w(z)dr < oo}
0

with the scalar product given by
(2.9) (. 9) = 1(0) - 9(0) + / "y L gy i) da
' I 9 y do? g

The function w : [0,00) — (0, c0) is required to be increasing and to satisfy the following
condition

(2.10) /000 w(lx) dx < 00

See e.g. (Carmona and Tehranchi 2006) for details.
In what follows suppose that

a(+), O'Ej>(') €H, ae, Vt>0

Now we want to rewrite Equation (2.5) as a stochastic evolution equation on the Hilbert
space ‘H. For that purpose consider a @Q-Wiener process W;, where ) is a symmetric non-
negative operator on a separable Hilbert space U with Trace(Q) < co. Define the Hilbert
space Uy = Q'/%(U), with norm

ally = 1Q™(M)Il, b€ Uy

Further, we shall denote by Lo(U, H) the space of Hilbert-Schmidt operators from U to H
with the norm || -||z,. Let u;, j > 1, be an orthonormal basis of U, and suppose that there
exists a Borel-measurable function

o:00,T] — L(Uy, H)
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such that
o [Q*(w))] = ()
and

00 QY% € Ly(U,H)

for all ¢,j in Equation (2.5), where o refers to the composition of mappings. Then
{Bik)}0<t<T, k > 1, in Equation (2.5) can be regarded as a Wiener process B; cylindrically
defined on U, and Equation (2.5) can be recast as

(2.11) df, = (Aft + at) dt + 0, dB,
In the following we assume that there is a predictable unique mild solution
(t — ft(-)) e C([0,T); H)

to the SPDE (2.11). As for sufficient criteria for the existence and uniqueness of mild,
weak or even strong solutions of SPDE’s we refer the reader to (Kai 2006).

In order to rule out arbitrage opportunities with respect to our forward curve model
(2.11) we shall require that the forward curves f; satisfy the generalized HJM no-arbitrage
condition:

(212) () =Y o (2) (o) + A),

jz1

where J, is a continuous linear functional on H defined by
L) = [ f)du
0

and where the processes ,\§j ), j > 1 are the components of the H-valued process

(2.13) A= "2,

j=1

Here vj, 7 > 1 is an orthonormal basis of H. The processes )\ij ), 7 > 1 can be financially
interpreted as risk premiums with respect to different times-to-maturity, that is these
premiums entice investors to bear the volatility risk of bonds of different maturities.
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3 The risk indifference price of an interest rate claim as
a solution of a stochastic differential game

This Section explains the concept of risk indifference pricing. In simple words, this pric-
ing technique relies on minimization of a chosen risk measure. We need to resort to this
pricing method because of incompleteness of the infinite dimensional bond market that we
are studying. Our approach involves reformulating the risk indifference pricing problem
into a stochastic differential game and then using available mathematical tools to obtain a
simplified pricing formula. The particular choice of a benchmark risk measure is unimpor-
tant. Instead, in our derivations we use a general representation formula for a convex risk
measure. In accordance with that representation formula, we choose a risk measure that
will enable us to obtain closed-form results.

We begin by describing the market and the problem faced by the investor. Assume
that the filtration {F} in (2.1) is generated by the Wiener process B; in (2.11). Define
Pi(x) := P(t,t + x) to be the bond price at time ¢ with constant time to maturity x.
Further, let m : [0,00) x H — R and g : H — R be Borel measurable functions, where
H C C(]0,00)) is a Hilbert space as in Section 2. Our objective is to price an option of
the following form:

(3.1) G, = /OTm(t,Pt(-)) dt + g(P.())

where 7 is the time at which the option expires. All prices are measured in the units of
the bank account, so we consider discounted quantities. We assume that there are the
following investment possibilities:

e Bank account: BY =1, Vt € [0, 7]
e Bonds with date of maturity 7' < oo, P(t,T).

In the sequel let us assume that the conditions

(3.2) E[exp] /Ot <As,st>0;/0tAs|§dsH _1

and

t s 1
(3.3) / (/ 105 0 04[72 du) *ds < 00
0 0 0

hold for all ¢ > 0, where [L||zz :== [[L o Q2 ||, for each L € Ly(Ups,’H). Then in our HIM
framework one can show by It6’s formula and Girsanov’s theorem that

(3.4) P(t,T) = P(07T)—/tP(s,T)JTsogsdés,
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where l?t =B, — fg As ds is a Wiener process under a local martingale measure P. Further,
let us require that & given by

(3.5) Gi(w,x) := Pi(x) J, 0 0y

is a predictable Lq(Uy, H)-valued process, such that fOT H&SHig ds < oo a.e. Then the bond
price curves P; are H-valued and fulfil

(3.6) dP, = APdt—G,dB,
or
(3.7) dp, = @H+@w0ﬁ—@ﬂi

in the mild sense, where as before A = %.
Using our notation in Section 2, Equation (3.7) can be equivalently written as

dP(z) = (APi(z)+ Pi(x)-b(z)) dt
(3.8) — > P(a)of(x)dBy,

j>1

where 5@(17) = Jz(o,(fj)) and by(z) ==, Jz(agj)))\ij).
In the sequel we assume (the rather strong condition) that there exists a unique strong
solution P, € H to Equation (3.6). See (Kai 2006) for sufficient criteria.

In this paper we aim at using risk indifference pricing to price options of the form (3.1)
in the presence of partial information. We are now going to explain the idea behind this
pricing concept, but first we introduce the concept of a convex risk measure. Let F be the
space of all equivalence classes of real-valued random variables defined on 2.

Definition 3.1. ((F6llmer and Schied 2002a), (Frittelli and Gianin 2002)) A
convez risk measure p : F — RU{oo} is a mapping satisfying the following properties, for
X,Y €F,

(i) (convexity): p(AX + (1 = AN)Y) < Ap(X) + (1 —N)p(Y), A e (0,1);
(ii) (monotonicity): If X <Y, then p(X) > p(Y);

(iii) (translation invariance): p(X +m) = p(X) —m, m € R.

As its name suggests, a risk measure serves to evaluate the risk exposure associated
with a certain financial asset or a project. The defining properties of the risk measure have
concrete economic interpretations. Thus, the latter property in the above definition means
that adding an amount of cash m to the portfolio reduces the portfolio’s risk by the same
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amount, while the second property implies that a financial project Y, which generates
higher profits than another project X, must have a lower risk measure. The first property,
which is a relaxation of a stronger sub-additivity property, i.e. p(X +Y) < p(X) + p(Y),
that characterizes coherent risk measures, demonstrates the virtue of diversification. It can
be illustrated as follows. The risk measure associated with e.g. financial operations of a
bank must not exceed the sum of risk measures associated with the work of its individual
departments. Had it been otherwise, it would have made more sense to split the bank and
operate its departments as separate entities.

A popular example of a convex risk measure is the Fzpected Shortfall, which has the
following interpretation. The expected shortfall at a ¢ % confidence level is the expected
loss of the portfolio in the worst (1 — ¢q) % of the cases. This risk measure is computed
according to the folrmula

(3.9 ES,(X) :=E[z|z < y],

where p is the (1 — g) %-quantile of the distribution of X. Another risk measure routinely
used in practice is Value at Risk. However, there is a lot of criticism against the use of this
risk measure. In particular, it is not convex as it often violates the convexity requirement.

Coming back to our issue at hand, if an investor sells a liability to pay out the amount
G, at the time moment 7 and receives an initial payment p for such a contract, then the
minimal risk involved for the seller is

(3.10) Do(v+p) = inf p (V2(¢) = Go),
@

where V"™(p) denotes a replicating portfolio at the time moment 7 under a self-financing
strategy ¢ with initial wealth being equal to v, and P is the set of self-financing strategies
such that V(¢) > ¢, for some finite constant ¢ and for 0 <t < 7.

If the investor does not issue a claim (and hence no initial payment p is received), then
the minimal risk for the investor is
(3.11) Bo(v) = inf p(V2 ().

peP

We formulate the risk indifference pricing principle in the form of the following defini-

tion.

seller

seei”, of the claim G is the solution

Definition 3.2. The seller’s risk indifference price, p = p
p of the equation:

(3.12) (v +p) = Bo(v).

Thus p¢ler is the initial payment p that makes an investor risk indifferent between selling

the contract with liability payoff G and not selling the contract.

We are now going to recast the risk indifference pricing problem in the context of
stochastic differential games. For that purpose we are going to need the following repre-
sentation formula for a convex risk measure, suggested by (Follmer and Schied 2002b).
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Theorem 3.3. (Representation Theorem (Fo6llmer and Schied 2002b), (Follmer
and Schied 2002a), (Frittelli and Gianin 2002)) 4 map p : F — R is a convex risk
measure if and only if there exists a family L of measures Q < P on F, and a convex
"penalty" function ¢ : L — (—00,+00) with infges ((Q) = 0 such that

(3.13) p(X) = gueg{E@[*X] -¢@Q)},  XeF.

This representation shows that every convex risk measure p is defined by the corre-
sponding family of measures £, and the penalty function ¢. Equalities (3.10) and (3.11)
now look as follows:

(3.14) Pav+p) = inf (Sup{Ea[-V"(¢) + Gr] = (@)}),
and
(3.15) @o(0) = inf (sup{Ee[-V(¢)] - C(@)}).

for a given penalty function ¢ and the family of measures L.

In the case of (local) martingale measures Q € £, these equalities can be seen as two
stochastic differential games, in which Player 1 - the trader - wants to minimize his risk
exposure by choosing an appropriate trading strategy ; while Player 2 - the market - seeks
to maximize the corresponding expectation defining the risk measure p, by choosing the
optimal measure Q. As we will show in the following sections, one can use the tools, such
as the stochastic maximum principle, available in the field of stochastic differential games
to simplify these problems in a way that will enable us to give a simplified formula for the
risk indifference price of an interest rate claim.

4 Modelling framework

We consider the situation in which the investor is able to construct a replicating portfolio
only by holding traditional bonds, i.e. bonds with fixed dates of maturity, T € (0,00). In
such a situation, to replicate the payoff of an option written on bonds with constant time
to maturity will in general require an infinite dimensional portfolio, i.e. the one containing
infinitely many bonds with different dates of maturity. In order to better explain the
construction of such an infinite dimensional portfolio we begin with a simple case. Suppose
there are just 2 bonds with dates of maturity T and T5. Then the portfolio value will be
given by:

(4.1) Vi(r) i=a-1+x} - P(t,Ty) + 77 - P(t, Ty),

where 70 is the number of units of the bank account held in the portfolio; and 7%, i = 1,2
are the number of units of bonds with dates of maturity 7} and 75 correspondingly.
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The dynamics of the portfolio value will look as follows:

(4.2)aVy(m) = 7} -dP(t,T}) + 72 - dP(t, Ty)
= - [P(tLT) b(Ty — )] dt —
— Y P(t,Th) 67 (Ty — t)dBY)

j>1
72 [P(t, Ty) by(Ty — t)] dt —
—n? Y Pt Ty) 0Ty — t) dBY =
j>1
- [wg P(t,Ty) - 0(Ty — t) + 72 P(t, Ty) - by(Ts — t)] dt
-3 [m P(t, T0) 89 (Ty — t) + 72 - P(t, T3) 69 (T —t)} aBY

j>1

Consider an ‘H*-valued process ¢, given by

(4.3) @=Ly 01+ Py Ony
where 0, is the evaluation functional and 3,(t) = ﬂ“fng), it Vi(m) # 0, is a fraction

of wealth invested in the bond with date of maturity 7;, i = 1,2. Then equation (4.2)
becomes

dVi(e) = Vile )-%(bt())dt
(4.4) _Vt Z(p 5(3) )dB(J

i>1

We can view the process ¢, in (4.4) as representing a generalized portfolio strategy, which
can now be infinite dimensional.

In the sequel we say that an H*-valued process ¢, is a self-financing strategy if the
risk-neutral evolution of the discounted portfolio value is given by

(4.5) dVi(p) = —Vi(p Z‘P (69 (-))dBY,

§>1

where ij) = Bt(j ) fot )\gj> ds, 7 > 1 are Brownian motions under a martingale measure
and )\,Ej ), 7 > 1 are the risk premium processes.

Let P be the class of such self-financing strategies. In what follows we want to consider
hedging strategies ¢ € P of traders with limited access to market information, i.e. we
assume that ¢ € P is &-predictable, where & C F;. We shall also call a strategy ¢ € P
admissible if ¢ is &-predictable, solves (4.5) in the strong sense and satisfies

[ {0 b+ Tvie? 06002} < .

j=1
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The collection of such strategies is denoted by II.

Let us consider the case of unrestricted access to market information. Then a market
with respect to our model is referred to as complete if each contingent claim can be repli-
cated. This means that for all square-integrable (non-negative) F,-measurable random
variables h there exists an admissible strategy ¢ such that

V(o) =h

An advantage of our generalized bond model (3.8) is that replicating strategies are unique
(under certain conditions on & in (3.5)). See (Carmona and Tehranchi 2006). Furthermore,
this model satisfies the intuitive requirement that bond maturities used in the hedging
strategies do correspond to those of the underlying of the claim. These natural properties,
however, cannot be captured by finite-rank models, such as (2.3). In such models repli-
cating hedging strategies are not unique in general and call options written on a 5-year
bond can be hedged by e.g. a 30-year bond. This is a shortcoming that contradicts market
practice.

On the other hand, a deficiency of our infinite-dimensional HJM framework is that the
existence of the unique martingale measure does not in general imply the completeness of
our bond market model. This is actually a property not exhibited by finite rank models.
However, one can show that if the kernel of &; in (3.5) is zero (¢,w)-a.e. then our bond
market is approzimately complete, that is for all contingent claims h and all € > 0 there is
an admissible strategy ¢° such that

4 - 2
E@{(Eﬂa(h) +/ ¢ 06, dB, fh) ] <e
0
See (Carmona and Tehranchi 2006).
Now we define the measures QQ, parametrized by given &-predictable processes ¢; :=
{q§j>} such that
j=1
(4.6) dQ,(w) := K, - dP(w) on F,,

where [P is the objective probability measure and Q, is a measure absolutely continuous
with respect to P. The Radon-Nikodym derivative K is defined as follows:

(4.7) dK, ==Y K¢ dBY,  Ky=k

Jj=1

We say that the control ¢ is admissible, and write ¢ € O, if q}” is adapted to the
sub-filtration &; for all j, such that

/OTZ (qij))th < o0

i1
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and
(4.8) E[K.] =k > 0.
Further, we define £ in Theorem 3.3 to be the class of measures given by
(4.9) L:={Q, : g€ 6}
Thus, the control process - denoted by u; - in our stochastic control problems (3.14)

and (3.15) consists of the processes {qéj )} determining the risk measure, chosen by the
j>1

market, and the portfolio strategy ¢, chosen by the investor:

(4.10) U = |: {qij)}jzl ‘|

Pt

Our state process is given by

K, v k
(411) ORI RS O S
Vi(p) ! Vo()
Its dynamics is described by the following SPDE:
0
Vi(e) - o (be(+))
K q" K g . dBtE:
1 2
+ —Py(-) 6} )((1)) ~Py(-) 0} )((2)) || B
=Vil@) (0, 7())  —Vile) - u(6:7(+)) :
We now define another set M of measures as follows:
(4.13) M :={Q,; ¢ € M},
where
(4.14) M:={g€© : Ep(z) — > 0 (x)q”|&] =0, V¢, x}.
j>1

Thus, if ¥ = 1 in (4.8) then the measures Q, in M become equivalent martingale
measures with respect to bond prices given by

dP,(z) = (AE(x)JrE(m)E[b (I)\&]) dt
(4.15) +Pi(2) Y E[ (2)|€) dB

j>1
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To complete the definition of our benchmark risk measure, as given in (3.13), we require
that the penalty function (¢ takes the form

(416) 6@ =B | [ (1o ¥0) dt + 132

for some convex functions A : [0,00) X H X Rx H — R and h : R x H — R, such that

E| / YAt ) bt + 1)) < oe.

for all ¢ = (gj)j>1 € ©. Thus, the risk measure p, which we are going to use, is given in
Equation (3.13) with £ defined in (4.9) and ((Q) as given above, in Equation (4.16).

Now we formulate our stochastic differential game problem corresponding to equation
(3.14), incorporating the form of the option payoff (3.1) and the representation formula
(3.13) for our benchmark risk measure p.

Problem A: Determine @é’g(t, y) and (¢*, ¢*) € © x II, such that

(4.17) 55 (t,y) = inf (Sup JZ’“’(t,y)) =J{Y (L),

Pl \ geo

where

T4 (ty) = EY UO A( )ds—h /K m(s, Py(-)) ds+
+ Krg(Pr() = Kr - Va(o)]

(4.18) - U (s 0o )ds+\11<Y)}

where the functions A : [0,00) x H x RxH — R and ¥ : R x H x R — R are defined as

(4.19) V(K P(+), Vi(p)) = WKy, Bi(-)) + K- g(P(+) — Ki - Vi(p)
and
(4.20) At q, Koy Pi(+)) i= A (t, g1, Kiy P()) — Ky - mi(t, Po()).

Here we assume that A € C;"l([O., o) X H x 7:[) for H := R x H, i.e. A is continuously
Fréchet differentiable w.r.t. (¢,q;) € (0,00) X H and (K, Bi(+)) € '}:[~, Vt, with bounded

partial derivatives, which have continuous extensions to [0, 00) X H x H. Further, suppose
that U € C}(X), where X =R x H x R..

Later in this paper we want to exploit a certain connection between Problem A and
the following stochastic control problem:

(4.21) 0o = sup {Eg[G.] — ((Q)}
Qem
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The latter will enable us to simplify the problem setting by removing one of the controls,
namely the trading strategy ¢. Using our notation for Y;, this new problem can be stated

as follows:
Problem B: Search for 2 (t, ) and ¢ € M, such that

(4.22) OGE(t,§) = sup JH(4,5) = Jh(t, ),
qeM
where
k
4.23 U =
and

Jo(t,g) = EI {/j —A (5,qs,f/s> ds — h(Y;) —I—/tT K, -m(s, Py(-)) ds+
+ K- g(P())]

(4.24) ES [/j —A <87q57f@) ds + ‘P(ﬁ)} :

where the function @ : R x H — R is given by
(4.25) (K, Pi(+) = —h(Ks, B() + Ki - g(P()).
We require here that ® € C}(V), for V :=R x H.

As for Problem A, we aim at introducing the following Hamiltonian H* : [0,00) x R x
HXRXxHXxH x (RxHXR)x (H x Ly(U,H) x H) — R given by

HAt Ky, Po(4), Vi), g 000 qY) = —A (g, Kby P()) + (Poby) (), ) &
+ Vi(e) - e(bul) - ps
+ K, %4)1( - Z((Pt . 5§J)(.)7 qgv(J)>K
j>1
(4.26) S ) o) -,
j>1
where
) qi
(427) pA _ p? : and qA _ qéq 7
Py a5

with ¢/ = > i1 qf’muj, i=1,3 ¢ = {qf’(j)}jzl for an orthonormal basis u;, 7 > 1 of H.
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On the other hand, we can define the Hamiltonian for Problem B as a map H? :
[0,00) x RxH x H x (RxH)x (H x Ly(U,H)) — R given by

HB(ta Kt7 Pt(')ﬂ thB’qB) = _A (t7qt7Kt7 F)t()) + <(B() bt)()7p§>K
(4.28) + Ko g gt = DA 70,0 )
j=1
where
B B
4.29 B _ p11|‘ and B_|: Ui j|7
429 P {pf S RO I

Let us require that H* and H? are Fréchet differentiable with respect to (K, P,(+), Vi(p)) €
RxHxRand (K3, Bi(+)) € RxH, respectively. In the sequel we denote by Vg the gradient
of a function g : Z — Z on a Hilbert space Z. We recall that Vg : Z — Z is a function
characterized by the equation

(4.30) ((Vg)(x), h)z = (Dg)(x)(h),

for all @, h € Z, where (Dg)(z)(h) is the directional derivative at point z in the direction
of h.

The adjoint equations with respect to H4 are given by the following backward stochastic
(partial) differential equations:

(431) { dpf(t)

Vi (ta¥i) = et ()] dt+ X0, (1) B

pi(r) = —Vih(Y) = g(P() = Vilp)
(4.32) + Y1 q;;(])(t, ) dBY
pi(r, ) = VoY) + K. - Vp9(P:(4)),

where A* is the adjoint operator for the differential operator A in (3.6) and F' is a function
given by

(4.33)

F(t, 0, K, Pi(+), P, @) == =A (0, Ko, Pi()+((Prob) (), p8) i — Y (P0) (), 5

j=21

<y
5]
T
P
~~
=
Il

— () P + Lo 207 () - "0 (1)) e
(4.34) + 50 (1) dBY
pi(r) = —K,
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On the other hand, the adjoint equations with respect to the Hamiltonian HZ take the
form

(4.35){ (1) = [Vieh (b0 ¥) = (0 O)x] dt + 00 al V(1) - aB?
PP() = ~Vih(En P()) + g(Po()

(4.36) + Y0 ay Y (t7) - dBY
pP(r,2) = =Vpuh(Yr) + K; - Vpug(Pr(+),
where F is a function defined by
(4.37)
F(t,q, Ki, Pi(+), ", @”) i= = A (1, g1, Ko, P+ ((Peb) (), 05 e = Y (R0 ) (), 5

Jj=1

Regarding the conditions ensuring the existence and uniqueness of (strong) solutions of
such B(S)PDEs the reader may consult e.g. (Hu and Peng 1996), (Oksendal, Proske, and
Zhang 2005) and the references therein.

The next auxiliary result gives a link between the solutions of the adjoint equations
(4.31), (4.32) and (4.34) for Problem A and (4.35) and (4.36) for Problem B, as well as the
relation between Hamiltonians H4 and H? in Problems A and B, respectively.

Lemma 4.1. Choose Vg € © and VY € II. If the chosen q € M, then the solutions of the
adjoint equations for Problem A and Problem B are connected as follows:

(4.38) pit) = pP(t) = Vi(p)
(4.39) py(te) = p3(t )
(4.40) p?(t) = K

where pB(t) = (pP(t), pB(t)) is a (strong) solution of the corresponding adjoint equations
(4.35) and (4.36) for Problem B, and p*(t) = (p'(t), ps (t), p5(t)) is a (strong) solution of
the adjoint equations (4.31), (4.32) and (4.34) for Problem A. Moreover, the Hamiltonians
in Problem A and Problem B are related to each other as follows:

(4.41) HA(t, Y a0, a) = HE (4, Y3, ¢, P, d7)
+ K- Vi(p) | (2 S o) - w)]
j=>1

Proof. Our proof closely follows the arguments in (An, @ksendal, and Proske 2008), Lemma
3.1, where the finite dimensional case was treated. Using the dynamics of pi'(¢), p?(¢) and
Vi(¢) we find that
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(4.42) dpy\(t) = dp?’(t) — dVi(p)
— VKi (t . }/t) Z q(J) qB (J) dt + Z qB (] dB<]
Vi) b)) di + Vi) Zso '())dBY
= | Vk, (t CIth) Zq = Vile) - ‘Pt(bt('))‘| dt

X [0 + o) sotwij)(-))} aBy

7>1

So, it follows from (4.31) that

(4.43) *Zng‘” gt Zq aV(t) = Vi(g) - pu(bi()),
and
(4.44) ai"9(6) = gV (1) + Vilp) - 0, (67()

One can see that (4.43) holds, provided that ¢,(3 -, 5(J>( ) D) = @,(by(-)). Since the
latter equality must be satisfied for every admissible strategy ¢, one concludes that
D i1 69 (2) ¢ = by(x), for all z, which also implies that ¢ € M, as claimed.

Doing the same thing for equation (4.40) we observe that

(4.45) —ou(bi(") )+ > 6()) g5ty =0
j>1

and

(4.46) () = ~Kia”

Substituting (4.46) into (4.45) we see that the latter is satisfied provided that ps'(t) =
—K;and ) o, 6Ej>(x) ¢ = bi(x), for all z, as claimed.

Now, the Hamiltonian in Problem A and the one in Problem B are related to each other
as follows:

HA(tvyzvqtngprqu) - HB(t Y/;qutvp A) +
Vile) - u(be(:)) - w5 (2) —
(4.47) — th 0,(69()) - A(])(t)

j>1

+
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Using (4.38), (4.39), (4.40) and (4.44), as well as assuming that ¢; € M, Vt € [0,7), we
obtain
HA(t, Y, a1, 0, 0™ @) = HP (1, Y2, 41, 9", 0")
+D_Kig” Vi(e) (0 ()) = Vile) - u(bu() - Ko
Jj=1
(4.48) + D Vile) - 9(3() - Kigl

j=1

= HB(tﬂﬁ7qt7pBan) + Kt . ‘/f((fo)

@, (2 g 0() - bt(')):|

jz1

Thus, Lemma 4.1 claims that the Hamiltonians, as well as the solutions to adjoint
equations for Problems A and B are connected in the above stated way, provided that
q € M. The following Lemma states the connection between Problems A and B working
in the opposite direction. Namely, if Equations (4.38), (4.39) and (4.40) hold and certain
optimum conditions are satisfied, then indeed ¢ € M.

Lemma 4.2. Suppose that pi(t), ps'(t) and pi(t) are given by Equations (4.38), (4.39)
and (4.40), with pP(t) = (p2(t),pB(t)) being a (strong) solution of the adjoint equations
(4.35) and (4.36) for Problem B, as in Lemma 4.1. Also, let the function

¢={d"}jz1 = E[HA(L Y a0, 0™ aY)[E), g €0,
have @ mazimum point at G = {G9} ;51 = {4V (p)}j51, for all ¢ € 11, and the function

Y= E[HA(t7Y;57(jt(sp)ﬂatapAqu”gt]? 2 € H7

attain a minimum point at ¢ € Il. Then,
(4.49) 4(@) € M.

Proof. In what follows we want to use the following notation: ¢ = {g;};>1 and ¢ = {¢;}i>1
if ¢ = ijl g;ju; and ¢ = ijl @; v; for an orthonormal basis u; and v; in H and H*,
respectively.

The assumption that the function E[HA(t, Y}, ¢, ¢;, p*, q*)|&] has a maximum at ¢/ =
GV () implies that

(4.50) B[V, (HA(, Ye, 6 00 P 0™ g gin (|6 =0, G >1, Vo el
Similarly, the necessary condition for the function E[HA(¢, Y;, ¢:(¢), ¢, P?, )| &) to attain
a minimum at @ is
(451) E [( > Vo (HA Y5 a0, a) - Vo, (d“)(w))

Jj=1

A A A
+v4,ai (H (tyzvqtv(pt-,p »d ))WL:@,
¢ D=1 ()

&}:0, P>,
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Choose ¢ = . Then, by (4.50) and (4.51), we obtain

(4.52) E{V% (HA(, Vs, i, 00, P, qA))go:go(A)
q=q(¢

&}:o, i>1

Thus, after differentiating the Hamiltonian we obtain
(4.53)

((ww-v%w(m(-)) P30 = Vile) - Vi (D06 () -qg““’a))) a} 0

Jjz21

E

Combining this result with Lemma 4.1 yields

(bt(-)Zéi”(d—qi”)\&b =0 izl

jz1

(4.54) Vi(p) - Ki - v; (E

9=4(%)
where we have used the fact that v; € H*. The condition that equality (4.54) holds for all
i > 1 implies that for ¢ = ¢ and ¢ = ¢(p) E [(bt(:r) — ijl (5?)(1) . qgj))

j > 1and any x € [0,00), i.e. if () € M, as claimed. 1

6}] =0, for all

5 Maximum principle for stochastic differential games
on a generalized bond market

Analogues of Problem A were studied by a number of authors. See e.g. (An and @Qksendal
2008), (An, Oksendal, and Proske 2008) and (An, Proske, and Rubtsov 2010). Adapting
their results to the present setting, we formulate the following result, which is an extension
of Theorem 2.1 in (An and Qksendal 2008).

Theorem 5.1. (Maximum principle for stochastic differential games (An and
Oksendal 2008; Ferris and Mangasarian 1992)) For controls (4, ) € © x 11, suppose
that the following partial information maximum principle holds

Sup]E[HA(t? }/;7 qt, @h f)Aa qA)> | gt]

qeB
= E[HA(t7 }/757 thv @n f)A7 élA) ‘ 5t]
(51) :L’ial’ellf_‘[E[HA(t.‘K7q\t,g0t.‘f)A7qA) | gf}

for all t € [0,7], with (p*,q?)) being the strong solutions of the adjoint equations (4.31),
(4.32) and (4.34) in Problem A. Moreover, require that the function q — J37(t,y) defined
in (4.18) is concave, while ¢ — J%7(t,y) is convex. Then (¢*,¢*) := (g, p) is the optimal
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control and

o5 (ty) = inf (sup Jf{”(t.,y)) = sup ( inf J97(¢, ))

»ell \ geo qe® \¢ell

(5.2) sup J37(t,y) = inf J37(ty) = J57(t )
%}

qeo

We have come to the main theorem of the article. It provides the key result, which is
used in the following Section to derive a formula for the risk indifference price of an interest
rate claim. Its proof relies on the maximum principle stated above.

Theorem 5.2. Let pP(t), pB(t,x) be strong solutions of the adjoint equations (4.35) and
(4.36) of Problem B and pi\(t), ps(t,x), ps(t) be defined by Equations (4.38), (4.39) and
(4.40) as in Lemma 4.1. Then, if the map q +— HB(t,f/t,qt,pB,qB) of Problem B is
concave, then the optimal control G for Problem B is the same as the corresponding optimal
control G(¢) for Problem A, i.e.

(5.3) q=q()
Proof. The proof is similar to that of Theorem 4.2 in (An, @Qksendal, and Proske 2008).
Applying Theorem 5.1 to Problem B, one finds that § is the optimal control, provided that

sup E[HB(t7 ?:‘.7 qt, va qB)|5t}

qeEM
(54) = E[HB(t7Yt7Q7pB7qB)|5t]7
The corresponding first order conditions for the constrained maximization problem (5.4)
imply that

(55) E Vq(j) (HB(LY/taQtapB',q +Ct (Zd(] CU)q _bt( )>> |St :07

> 3
jz1 q=q

for V§ > 1 and z € [0, 0), with C; being the corresponding Lagrange multiplier. Moreover,

(5.6) <Z 57 (x) g - bt<z>> |st} =0, Va € [0,00)
i1 4=
On the other hand, let ¢, () be the optimal controls for Problem A. Then,
(5.7) E[7 0 (H (8, Ve, a2 P, @) gmator € = 0, 5 > 1

and by Lemma 4.2, ¢(¢) € M. Hence, using equality (4.41) in Lemma 4.1 yields

(5.8) E[vqm {HB(t,YQ,qt,pB&B) +

wole g )

st} -0,

q=4((t))
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for all > 1 and all ¢ € II. Then, for any fixed = € [0,00) we can rewrite (5.8) as follows

(59) E[Vq(.i) {HB(mi/taqtapB',qB)—i_
T K Vi) - Byla) (2 S g 69 (@) - bt<w>) } & =0,
j=1 q=4(¢(t))

where (3,(z) is a fraction of wealth invested in P,(z) at the time moment ¢.

Since neither b;(-) nor any of the terms outside of the brackets depend on ¢/, we see
that equation (5.9) is the same as equation (5.5), with Cy(-) = 2 K} - Vi(¢) 3,(z). Moreover,
by Lemma 4.2 the optimal market control in Problem A corresponds to a martingale
measure, i.e. ¢(¢) € M, which implies that

(5.10) E

(Z 59 () ¢ - mm)

Jjz1

&} =0, Vz € [0,00)

a=4()

We immediately observe that the optimal control ¢(¢) for Problem A also satisfies the first
order conditions (5.5) and (5.6) corresponding to Problem B. Hence, by the uniqueness of
the solution, we conclude that ¢ = ¢(¢), as claimed. §

6 Risk indifference pricing of claims of the yield curve

In this section we aim at establishing a relation between the value function in Problem A
and that in Problem B. Theorem 5.2 provides the key result needed for this purpose. Let
(¢*, ¢*) = (¢, ) be the optimal controls for Problem A with ¢ being optimal for Problem
B, as in Theorem 5.2. Also, denote by Y* = Y4 the state process corresponding to the
optimal control ¢. The value function @g’g of Problem A then becomes

(6.1) o5 (ty)

'f(‘ Joe(t, )
2 ey

= inf (SupEﬂy) [/tT -A (87(137?;) ds — h(Y;)+

PEIl \ gco

K g(Pr() = K Vo) )
= inf (E{; [/t —A (s,q;‘,wyf/s*) ds — h(Y?) +

pell

+ K g(P()) — K Vi)
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Since the first part of equation (6.1) does not depend on the parameter y, it can be
rewritten as follows

O5E(t,y) = B [/; —A <s,q:, ©s, f/s*) ds — h(Y7)+
(62) R g(P()] ~ inf (B2IKT - Va(o)])

Also, by the original assumption, ¢* is optimal for Problem A and by Theorem 5.2,
G = ¢* is optimal for Problem B. Hence, by the formulation of Problem B ¢ € M and
Qg defined by the Radon-Nikodym derivative K* is a martingale measure. Therefore,
EL[K: - Vi(p)] =k - Vo, for all ¢ € II, and the previous expression becomes

0700) = B2 | [ R (s ) ds = 00T +
t

K g — Vi
— sup J3(1,5) — k- Vi
qeM

(6.3) =55, 5) — k- Vo,

where we once again used the claim of Theorem 5.2. This result is analogous to the one
stated in (An, Proske, and Rubtsov 2010).
Coming back to our original problem, we want to find the risk indifference price p =

picller of an interest rate claim, which is determined by the Equation (3.12):

(6.4) DL (Vo +p) = 254 (Vo).

By the result in Equation (6.3), one can immediately see that the equality (3.12) be-
comes

(6.5) OEE(t, ) — k- (Vo +p) = EE(L,§) — k- Va,

which implies that the risk indifference price is given by
(6.6) p=pi = k7 (08 5) - 0f€(t.5)

The latter expression provides the main result of this paper. For k = 1, we obtain the
following representation for the risk indifference price of functional claims of the yield curve
under partial information, which is similar to the one derived in (An, @ksendal, and Proske
2008). We formulate it in the form of a theorem.

Theorem 6.1. (Risk indifference price of functional claims of the yield curve
under partial information) Given that the conditions of Theorem 5.2 hold, the risk

indifference price 3% (G, E) for the seller of an interest rate claim G, is given by

(6.7) P (G, €) = sup {EE[G-] — ((Q)} — sup {—¢(Q)}.
QeMm QeM
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1 Introduction

The concept of bond duration dates to a foundational book defining the idea (Macaulay
1938). Through the years there have been many presentations on the idea. One of note
is (Jarrow 1978). Other tracts obtain, most frequently addressing the bond with periodic
coupons and a terminal payment of principal. Such discussions tend to concentrate on the
idea of an annuity as the sum of a geometric series, presented in a variety of flavors. We
eschew these notions as being of scant academic interest, and focus on the continuously
compounded zero coupon bond as a building block, leaving the construction of instruments
with component payments to others.

The bond market worldwide has about $45 trillion outstanding, with about $1 trillion
trading on a typical day. Other than price and yield, the most widely quoted parameter
in the market, without question, is duration. It appears on quotation screens, on traders’
lips, and in all manner of literature on the market. Yet the concept, which addresses the
sensitivity of a bond’s price with respect to changes in yield, assumes a uniform rate of
interest through the life of a bond, an unrealistic hypothesis.

In basic bond analysis one considers a zero coupon bond with present value (or price)
v given as a function of a level interest rate r, maturing to future value $1 at time 7. The
relationship of variables is this:

(1.1) v=e"T
The quantity
g 10v 0

=——=—1 =-T
vdr  Or o8
is known as the duration, and the quantity
10 ETQ

T %o 2

is known as the convexity. Note that d and c are the coefficients, respectively, of r and 72
in the Taylor series expansion of v.

1
(1.2) v:l—Tr+§T2f2—...

Bond traders routinely employ duration and convexity in market analysis to estimate the
effects of rate changes.

An important fact about duration, which makes it useful for portfolio analysis, is that
the duration of a portfolio is the average of the component durations weighted by present
values. A two security case is sufficient to illustrate. Let

v = a1 + agve = oy exp(—rT1) + agexp(—7r13)
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Then

v [€51%]
- 1~ 2
QU] + Qo2 QU1 + Qg

One may generalize this concept of bond to incorporate a piecewise constant interest
rate r(s), where

ry L if 0=:sy < s< s

ry , if 51 <5 < 89
n 71f 3n71§3§3n::T

Then Equation (1.1) becomes

(1.3) v = exp {— im(si - s“)]

i=1

From this expression we obtain the i partial duration

di =
8ri

logv = —(s; — $i-1) ,1<i<n

and the ™ partial convexity

1
cii= (s — 5i—1)2

,1<i<n
2

Observe that the partial durations add to the total duration, whereas the partial convexities
(and higher order related partial terms) do not.

One may elaborate further on the themes of Equations (1.1) and (1.3) by putting r
and the {r;} on stochastic paths. To start, denote by P(¢,T') the price at time ¢ of a zero
coupon bond, which pays $1 at maturity 7. Then one can define instantaneous forward
rates as

_810g (P(t,T))

<t<T
oT , 0sts

(14) J(T) =

for each maturity T. See (Heath, Jarrow, and Morton 1992). So we can recast Equa-
tion (1.1) as

(15) v = P(t,T) = exp ( - /f(t, 5 ds>
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Since the outcome of future interest rates is not known in advance it is reasonable to model
instantaneous forward rates {f (¢, s) }o<i<s as stochastic processes. In this context we may
interpret f(¢,s) as the overnight interest rate at (future) time s as seen from the current
time ¢. The case f(¢,t) =:r(t) is simply the overnight rate, or short rate.

The literature is replete with examples on interest rates. A small sample of papers,
not otherwise cited in the text, is this (Vasicek 1977; Rendleman and Bartter 1980; Cox,
Ingersoll Jr., and Ross 1985; Lee and Ho 1986; Black, Derman, and Toy 1990; Ritchken
and Sankarasubramanian 1995; Musiela 1995; Chen 1996a; Chen 1996b; Bjork, Chris-
tensen, and Gombani 1998; Bjork and Gombani 1999; Vargiolu 1999; Filipovi¢ and Zabczyk
2002; Aihara and Bagchi 2005; Filipovi¢ and Tappe 2008). All address stochastic interest
rates in financial modelling. Of interest within are these references including co-author
Marek Musiela: (Brace and Musiela 1994; Brace, Gatarek, and Musiela 1997; Musiela and
Rutkowski 1997; Goldys, Musiela, and Sondermann 2000).

As mentioned above the classical duration is based on the assumption that interest
rates are flat or piecewise flat. This assumption is quite unrealistic and only applies to
sensitivity measurements with respect to parallel shifts of interest rates. The latter is espe-
cially unsatisfying for a trader who manages a complex portfolio of interest-rate-sensitive
securities (as, e.g., caps, swaps, bond options, etc.) In this case it would be desirable to
measure the interest rate risk of the portfolio with respect to the stochastic fluctuations of
the whole term structure or even the yield surface, that is

(1.6) (t,x) — Y (t,t + x),

where Y (t,T) is the yield given by

Y(t,T) = —

log P(t,T
73 o P(t,T)
Here « in Equation (1.6) stands for the time-to-maturity.

Using the relation of Equation (1.5) we can represent the yield surface Y;(z) := Y (¢, ¢+
x) as

(17) V()= / fi(s) ds,

where fi(s):= f(t,t + s). Because of the linear correspondence of Equation (1.7) between
the yield curves Y;(+) and the forward curves fi(-) we can and will refer to

(1.8) (t.x) — fi(z)

as the yield surface in this paper.

Assuming, e.g., the Heath—Jarrow—Morton [HJM] model for the dynamics of instan-
taneous interest rates, one shows under certain conditions that the yield surface of Map-
ping (1.8) is described by a stochastic partial differential equation [SPDE], called the
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Musiela equation. See (Heath, Jarrow, and Morton 1992; Goldys, Musiela, and Sonder-
mann 2000).

In this paper we wish to develop an analogous concept to the classical duration of
Macaulay in the HJM setting. More precisely, we want to measure the sensitivity of interest
rate claims with respect to the Musiela dynamics of the yield surface, as in Equation (1.8).

An apparently analogous way to the classical case would be to define the duration
of an interest-rate security by means of the Fréchet derivative for each interest rate sce-
nario. However, interest rate securities, or even dynamically hedged portfolios composed
of them, are in general complicated functionals of the yield surface, and are usually not
even continuous.

In order to overcome this problem one may think of weaker forms of derivatives than
the Fréchet derivative to measure interest rate sensitivities. A possible candidate could be
the Malliavin derivative. This derivative, which is treated in Section 2, can be considered
as a stochastic Gateaux derivative.

In this paper we want to base the stochastic duration concept on this stochastic Gateaux
derivative. This concept is analogous to the classical one in the sense that it relies on the
derivative of an infinite-dimensional version of the Taylor expansion as in Equation (1.2).
Using this concept we also define stochastic convezity as a measure for the "curvature" of
yield surface movements.

The paper is organized as follows: In Section 2 we define the concept of stochastic
duration by using Malliavin calculus for general Gaussian random fields. In Section 3
we propose a mathematical framework for the construction of immunization strategies of
portfolios, which are composed of interest rate instruments.

2 An expanded concept of duration via Malliavin cal-
culus
In this section we want to elaborate a duration concept for stochastic yield curves. This
definition extends the classical duration of Macaulay to a stochastic setting.
Denote by P(t,T) the price at time ¢ of a zero coupon bond, which pays $ 1 at ma-

turity 7. Suppose that the bond prices are modelled by non-negative adapted processes
{P(t,T)}o<t<r for each T > 0 on a filtered probability space

(2.1) (Q, F {Fi}iz0. P)

In the following we assume that the bond prices P(t,T) are described by the HJM
model (Heath, Jarrow, and Morton 1992); that is, the bond prices take the form

23 piery = (- [ ).



52 CHAPTER III. STOCHASTIC DURATION

where f(¢,T),0 <t <T < o0, are instantaneous forward rates modelled by the stochastic
differential equation [SDE]|

(2.3) df(t,T) = a(t, T)dt +o(t,T)dB;, 0<t<T < oo

Here we require that (-, T) be a deterministic Borel-measurable function and a(-,T') a pre-
dictable process for all T wrt the P-completed filtration F; generated by a one-dimensional
Brownian motion By, t > 0.

Now, let us reparametrize the forward rates by the time-to-maturity x = T —t; that is,
let us consider the forward curves

filx):=f(t.t+ )

An application of the generalized It6 formula shows that under certain conditions on «a(-, T),
o(-,T) the forward curves f;(x) satisfy the first order SPDE

(2.4) df,(z) = (% filx) + ozt(x)) dt + oy(x) dB,

as in (Kunita 1997, Theorem 3.3.1). Here we use the notation ay(z) := a(t, t+x), oy(x) :=
o(t,t+x). Note that Equation (2.4) is referred to as the Musiela equation in the literature.
See, e.g., (Carmona and Tehranchi 2006). See also (DaPrato and Zabczyk 1992) and the
references therein for more information about SPDE’s.

A deficiency of the model of Equation (2.4) is that it does not capture the feature of
maturity-specific risk. A model with such a property would enable hedging of bond options
with unique portfolio strategies. On the other hand, it would meet the intuitive requirement
that maturities of the bonds underlying the bond option are used in the hedging portfolio.

A more realistic model than that of Equation (2.4), which takes into account maturity-
specific risk, would consequently have the form

(2.5) df,(z) = (% Fulz) + at(x)> dt + oy(z) dB,(x),

where each noise B,(z) stands for the risk arising from the time-to-maturity z. Here we
may think of B,(z) as a Brownian sheet in ¢ and z. So Equation (2.5) can be recast as

(2.6) dfy(z) = (% fi@) + au(@)) dt + " o (@) aBP,

k>1

where ng)(_)’ k > 1, are deterministic measurable functions and Bt(k), k > 1, are indepen-

dent one-dimensional Brownian motions.

In what follows we want to assume that the forward curves are modelled by functions on
a Hilbert space H. This space should exhibit the natural feature that evaluation functionals
on it are continuous; that is,

0,: H— R

@7) f e 1)
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is continuous on H for all x. Further, it is desirable that the generator A: = dd7 in
Equation (2.6) admits a strongly continuous semigroup S; on H. The semigroup S; is the

left, shift operator given by

(2.8) (Sef) (@) = f(t + )

The following family {H,} of Hilbert spaces of Sobolev type introduced by (Filipovié
2001) fulfills the above-mentioned conditions: Let w: [0, 00) — (0, 00) be a non-decreasing

function such that -
1
/ dzr < 00
w(x)
0

Then H,, is defined as
H, = {f: [0,00) — R | f is absolutely continuous and/ (f’(x))2w(x) dz < oo},
0
and is equipped with the scalar product
(Fa)n. = $O)5(0) + [ Fro)g@)uls)da
0

In the sequel we require that
ay (), agk)(-) €H ae, Vt>0

Consider the special case that a,(z) = of(z)fi(x) for a deterministic function of(z).
Then, using integrating factors we observe that the mild solution of the SDE of Equa-
tion (2.6) is explicitly given by the Gaussian random field

o) = e ( [arts.ta)as) r04.0
(2.9) ° )
+ exp ( o (u,t +x) du) o™ (s,t +2)dB®
[~/

Now, let W, be a Q-Wiener process, where @ is a symmetric non-negative operator on
a separable Hilbert space U with Trace(Q) < oo. Set Uy = QY?(U), which is a Hilbert
space with norm
IAlly == 1Q7 (W), h e U
Denote by Lo(U, H) the space of Hilbert—Schmidt operators from U to H with the operator
norm || - ||z,. Further, let uy, k > 1, be an orthonormal basis of U, and suppose that there
exists a Borel-measurable map

0:[0,7] — L(Uy, H)
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such that
7 [Q(w)] = otV (-)

and
0,0QY? € Ly(U, H)

for all (t,k) in Equation (2.6), where o represents the composition of operators. Then
we can view {B,@}MKT, k > 1, in Equation (2.6) as a Wiener process W, cylindrically
defined on U, and rewrite Equation (2.6) as

(2.10) df, = <Aft + at> dt + oy dW,
In the sequel we assume that there exists a predictable unique strong solution
(t— £i(-)) € C((0,T); H)

to Equation (2.10).

Remark. Suppose that o, = b(t, f;) in Equation (2.10), where b: [0,T7] x H — H is a
Borel-measurable map. Then the following set of conditions provide sufficient criteria for
the existence of a unique strong solution of Equation (2.10).

(i) f: is a unique mild solution of Equation (2.10).
(i1) fo € Dom(A); S;_sb(s,z) € Dom(A); Si_sosu € Dom(A), Vu € Uy, t > s.
(iii)
| AS;_b(s,7)||g < q(t — 8)||z||a, for some g € L*([0,T];R,).

(iv)
| AS;_so4||zr = g(t — s), for some g € L*([0,T];R).

See, e.g., (Kai 2006).
Assume that o; is invertible for all 0 < ¢ < T a.e. and that the integrability condition

(2.11) sup E [exp (5||0;1[Aft + at]Hﬁ)] < 00
te[0,T)

holds for some § > 0. Then Girsanov’s Theorem [see, e.g. (Bensoussan 1971)] applied to
Equation (2.10) entails that

(2.12) dfy = or W,
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where

W\t = Wt - 17/)(5) ds
/

is a Q-Wiener process under the change of measure IP given by

P(a) = E [1,4 esxp ( / (W(s), AW, — & / ||¢<s>||%ds)]

with
(2.13) (1) := o, A + a]

Consequently f; is a Gaussian F;-martingale with respect to P. Define
¢
(2.14) f=ti—fo= /as i,
0

Thus f;(z) is a centered Gaussian random field with respect to time and time-to-
maturity under P. We wish to use these forward curves to define an expanded concept of
duration which serves as a tool to measure interest rate sensitivities of bond options or
bond portfolios with respect to the whole yield surface

(t,l’) — fi(I)

In view of the relation between Malliavin derivatives and Gateaux derivatives it is
reasonable to define the duration of an interest rate instrument as the Malliavin derivative
of a square integrable functional of ﬁ(m) To this end we have to introduce a Malliavin
calculus with respect to ﬁ(x)7 which is the centered forward curve in the risk neutral world.
For this purpose let (€, F , I?D) be our reference probability space, where Fis generated by
ﬁ(m) In the following, denote by I the index set with respect to the tuples (¢, ), and set
flu) = fi(z) if u=(t,x) € I. Let

~

Clu,r) = E[f(u)f(r)]

be the covariance function of f Further consider the reproducing kernel Hilbert space
[RKHS| K of C with norm || - |x. See, e.g., (Chatterji and Mandrekar 1978). Then K is
isometrically isomorphic to the closure of the linear span of ]?(u)7 u € I, in L*(Q, 7, ﬁ)
Using in addition the continuity of evaluation functionals on H and the theorem of Banach—
Steinhaus we find that K is isometrically isomorphic to the space

~

T
(2.15) H(f):= {/\: [0,7] — H* Borel measurable | /H)\s OUsHig ds < oo}7
0
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where || B g := |Bo@Q?|,, <oofor Be L(H, H). Here H* stands for the topological
dual of H.
By (Chatterji and Mandrekar 1978) we obtain the following chaos decomposition.

QOFP)=> &L (K®P),

>0

where K®P is the p-fold symmetric tensor product of K, and where I,,: K — L?(, f7 ﬁ)
are linear operators such that the following properties hold.
E[L,(f)] =0

Bl (/)1,(9)] = {2, G o

for f € K®, g € K®, where f is the symmetrization of f. Here I, is recursively defined
by

P
Tp1(gh) = L( le 1

k=

—

for g € K® h € K, where

T T
- /hs d(o-s/W\s) = /hs OO0 d/W\s
0 0

for h € H(f). See (Mandrekar and Zhang 1993).
Now let u € L?(Q; K) and let u, have the chaos representation

= le (/)

p>0

for unique f; € K% and each t € I. Denote by f; the symmetrization of an appropriate

version of f;(tl, ooy ty) wrt ty, ..., t,, and t. Then the Skorohod integral of the process u;
is defined as
(2.16) () =" I (f)
p=1
if

Z(p+ 1)!H};H§(®p+1 <00

j 2
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is fulfilled.

The Malliavin derivative D, F € L*(Q; K) of a square integrable functional F of the
forward curve f can be defined as the adjoint operator of § in Equation (2.16). In the
sequel we shall denote by D2 C L2(, j-:, @) the domain of the Malliavin derivative D.

In view of the financial applications we have in mind it is important to note that
the Malliavin derivative can be regarded as a sensitivity measure with respect to the
fluctuations of the yield surface (¢, z) — fi(x). The latter can be justified by the following
relationship between the Malliavin derivative and the stochastic Gateaux K-derivative: Let
X be the support of the image measure p of f under P in C([0,T]; H). Then by (Borel
1976) we find that X is the closure of K in C([0,T]; H). Further, in (Gawarecki and
Mandrekar 1993, Proposition 4.1) we have that if for F' € L?(u),

F(z +¢k) — F(x)

(2.17) -

converges in L?(u) as € — 0 for k € K, then D.F € L?*(u; K) exists and the above limit
equals (D.F, k)k.

Since the measure P in Equation (2.1) is equivalent to P we see that the convergence of
Expression (2.17) to (D.F, k) k also holds in probability with respect to the image measure
of the forward curves under the original measure P. Therefore, if F = £ is the terminal
value of a bond portfolio, we may interpret the Malliavin derivative D.F' as a sensitivity
measure of &, to the fluctuations of the whole yield surface in this portfolio. The latter
observation gives rise to the introduction of an expanded concept of duration as follows.

Definition 2.1 (Stochastic duration). Let F' be a square integrable functional of the
forward curve f wrt P. Assume that F' is Malliavin differentiable wrt f. Then the stochastic
duration of F' is a stochastic process

D.F € I*(Q,F,P; K)

Remark. We shall mention that we also could have introduced our concept of stochastic
duration wrt mild solutions f; of Equation (2.10). In this case one can replace Condi-
tion (2.11) by assuming that

sup B fexp (5 ]} <
te[0,7]

for some § > 0. Compared to mild solutions, strong solutions are rare. However, from the
viewpoint of applications we have in mind it is technically more convenient to deal with
strong solutions. See Section 3.

We want to illustrate this concept by calculating the stochastic duration of certain
interest rate claims. For this purpose we need the following auxiliary results.
The first Lemma gives a chain rule for the Malliavin derivative D.
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Lemma 2.2 (Chain Rule). Let F be Malliavin differentiable with respect to ]?, ie, F €
DY2. Further, suppose that g: R — R is continuously differentiable with bounded derivative.
Then g(F) € D2 and

for each u € K. Here g’ stands for the derivative of g.

Proof. The proof follows from arguments in the Brownian motion case. See (DiNunno,
(Oksendal, and Proske 2008, Theorem 3.5) or (Nualart 1995, Proposition 1.2.2). 1

The next Lemma pertains to the closability of the Malliavin derivative.

~

Lemma 2.3 (Closability). Let F' € L2(P) and (Fy)r>1 C DY? such that
Fy — Fin L*(P)
and
D.Fy, converges in L*(P; K)
Then F € DY? and
D.Fy — D.F in L*(P; K)
Proof. See the arguments in (Di Nunno, @ksendal, and Proske 2008, Theorem 3.3). 1

Example 2.1 (Zero Coupon Bond). As before, let P(t,T) be the price at time t of a zero
coupon bond, which pays $1 at maturity T. Then using the instantaneous forward rates
f(t,s), 0 <t<s, we have that

P(t,T) = exp ( - /Tf(t., 5) ds)

We find that
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where 1jy is the indicator function of [0,t]. Then the chain rule of Lemma 2.2 (in connec-
tion with Lemma 2.3) shows that the stochastic duration D.P(t,T) of P(t,T) in the HIM
model is given by

—(T-t)P(t,T) ,if0<r<t

0 , otherwise

Dr,yp(tv T) = {

So D, ,P(t,T)/P(t,T), 0 < r < t, has the form of the classical duration in Section 1.
The latter expression seems to suggest that we should rather use D.F/F as a generalized
duration than D.F. However, a general interest rate claim F may be zero for a positive
probability. Therefore it is reasonable to introduce D.F as an expanded concept of duration.

Note that our definition does not generalize Macaulay’s duration in the sense that D.F
gives the classical duration if the interest rate claim F' is deterministic, that is, a functional
of a deterministic (piecewise flat) yield surface. The explanation for this is that the duration
concepts are based on different interest rate models.

The classical duration presumes yield surfaces which are flat or piecewise flat. Such a
model is fundamentally different from a stochastic interest rate model. For example, under
our conditions yield surfaces in our [risk-neutral] HJM model only assume a certain con-
stant value with probability zero. In view of this, we may therefore consider the stochastic
duration as a concept which is analogous to the classical one in the HJIM setting.

Example 2.2 (Interest Rate Cap). Consider a cap of the form

F=(RtT)-K)",

where K is the cap rate and R(t,T) the average interest rate given by

R(LT) = %/r(s) ds

Here r(t) = f(t,t) is the overnight interest rate, also known as the short rate. We observe

that
T T
1 1
D,, T3 r(s)ds | = T D,, (r(s)) ds
t t
. T
= 4T ¢ Dr,y (fs(o)) ds
t
=1pg (r)
Now let us approzimate the p(x):= (x — K)* by functions {¢,,} with
1

on(x) = @(x) for |v — K| > -
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and

0<¢h(z) <1 foralzx
Then it follows from Lemma 2.2 and Lemma 2.3 that

DryF = Lig o) (R(t,T)) - Lo,9(r)

Example 2.3 (Asian Option). Let us also have a look at the following Asian type of option
defined as

T Ts
1
F= x)dtdx
(@-@)(Tz—Tl)//ft( )
1 Th
Then
1 To To
D, ,F=—— dtdx
Y (mQ_xl)(T2_T1)/q/ Ot]( )

=1j4(r)

3 Estimation of Stochastic Duration
and the Construction of Immunization Strategies

In the previous section we introduced the concept of stochastic duration D, ,F' and gave
examples of interest rate derivatives ' whose stochastic duration can be computed ex-
plicitly. In general, the stochastic duration of an interest rate claim or a complex bond
portfolio cannot be determined explicitly. The latter is also due to the fact that, e.g., a
dynamically hedged bond portfolio is a stochastically weighted sum of interest rate claims.
The weights of the portfolio or hedging strategy at any time point are usually complicated
functionals of the stochastic forward curve. In order to overcome this deficiency we aim at
resorting to an estimate of D, [F. A reasonable estimate of D;,F could be the expected
stochastic duration of F' given the observed forward curves J/‘;, 0 < s < t. This estimate
naturally appears in the Clark—Ocone formula or as a solution of a backward stochastic
differential equation [BSDE].
Using the fact that the set

{exp {1(h) = L[IR]}} | h e K}

is total in L2(€, F,P) one finds in connection with Relation (2.15) that the Clark-Ocone
formula wrt the forward curves f; takes the following form. See also (DiNunno, @ksendal,
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and Proske 2008).

T
F:%m+/%mwnﬁmﬁ
0

where the B([0,T]) ® F, B(H*)-measurable map D*(F): [0,T] x © — H* can be linearly
isometrically identified with the Malliavin derivative, i.e., stochastic duration, D.F' in
Definition 2.1. Further, F' € L*(Q, F , @) is in the domain of D* and F is the I@-completed
filtration generated by ,}?37 0<s<t.

The H*-valued conditional expectation

E[D}(F)|F), 0<t<T

can be regarded as an estimation of D.F. Now let us have a look at the BSDE

T

(3.1) Y;:YT—/stfs,

t

where Y7 = F. Then we observe that

~

Z,=E[D;(F)| 7] P ae.

for0<t<T, ae.

We wish to recast the dynamics of the solution (Y}, Z;) in Equation (3.1) wrt the original
measure P. Since oy is invertible t-a.e. we see that the natural filtration of Wt coincides
with the filtration F;. Assume that there exists a unique strong solution f;* of the SPDE

t
(3.2) ﬁ:/@WW+%@M®+m,09gﬂ
0

where W; is the @Q-cylindrical Wiener process in Equation (2.12). See, e.g., (Prévot and
Réckner 2007) for criteria about the existence and uniqueness of solutions of non-linear
SPDE’s.

Remark. Let oy = b(t, f;) in Equation (3.2) for a Borel measurable map b: [0,T] x H — H.
Impose on A the rather strong condition to be a bounded operator on H. Further assume
that the drift coefficient F(¢,2):= o; '[Az + b(t, z)] satisfies a linear growth and Lipschitz
condition wrt z, uniformly in . Then the Picard iteration gives a unique strong solution
of Equation (3.2).

The Assumption of Equation (3.2) entails that the natural filtration of W, is given by

~

Fi. Then it follows from Equation (2.12) that the solution (Y3, Z;) in Equation (3.1) has
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the following BSDE dynamics under P.

T

T
Yt:YT—}—/ZS[AfS—}—aS(s,-)}ds—/ZSdWS*

t t
Yy = F,

where W* is the square integrable H-valued martingale given by

t

Wy = /odes

0

So we see that the estimate Z; of the stochastic duration of F' satisfies the forward-backward
stochastic partial differential equation [FBSPDE]

dft = Aft + (e dt + Ot th

T T

Y, :YT—I—/ZS[Afs—i-as(sf)]ds—/ZSdWS*
t t

(3.3) Yr=F,

where F' is a measurable functional of the solution of the forward SPDE, i.e., of the forward
curves f;. For more information about linear forward-backward S(P)DE’s the reader may
consult (Ma and Yong 1999). See also (Oksendal, Proske, and Zhang 2005).

Remark. In view of financial applications it would be desirable to develop a numerical
approximation scheme for solutions (Y;, Z;) of FBSPDE’s of the type of Equation (3.3).
In general, this is a challenging task. A possible ansatz to this problem (in some special
cases) would be to employ the results in (Zhang 2004) or in (Nakayama 2002) in connection
with Galerkin approximation. Another approach could be based on finite element or finite
difference schemes in a backward stochastic partial differential equation [BSPDE] setting.
In the framework of the linear Gaussian model, as in Equation (2.9), for the forward curves
one can simplify further the numerical analysis by using dimension reduction techniques
as, e.g., principal component analysis of interest rate data. See (Carmona and Tehranchi
2006).

Remark. Using stochastic distribution theory the concept of stochastic duration for inter-
est rate claims F' € D%? can be extended to the case of claims contained in a space of
generalized random variables which comprises the space of square integrable functionals of
the forward curves wrt P. See, e.g., (Ustiinel 1995) or (DaPrato and Zabezyk 1992). As
a consequence we may still interpret Z; in Equation (3.3) as an estimate of the stochastic

~

duration of a claim F, when F € L*(P) N L?(P).
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Finally, we want to discuss an extension of the concept of delta hedge of interest rate
sensitive securities developed by (Hull and White 1994) to a stochastic setting, which
involves the fluctuations of the whole yield surface. The purpose of delta hedge is to
immunize portfolios of interest-rate-sensitive securities under Ho's interest rate scenario (Ho
1992). In other words, the idea devised by (Hull and White 1994) is to neutralize given
financial positions in interest-rate derivatives against parallel shifts of i-years spot rates
(or key rates).

We want to propose a mathematical framework which facilitates the construction of
immunization strategies of interest-rate-sensitive portfolios in the sense of (Hull and White
1994) wrt stochastic fluctuations of the yield surface. In fact, we aim at minimizing the
exposure of given financial positions to interest rate risk by going short in bonds of a
generalized bond portfolio, that is, of self-financing portfolios composed of infinitely many
bonds of any maturity.

To this end we need some notions and conditions. Suppose that the generalized HJM-
model [see Equation (2.10)] for the forward curves f; fulfills the HIM no-arbitrage condition

m@»—Edem(a@$U+A@)

k>1

where the processes ,\§’“>, k > 1, are the Fourier coefficients of a predictable H-valued

process
A= M

k>1

Here {ex} is an orthonormal basis of H. Further J,(fk>, k > 1, is given as in Equation (2.6)
and [, is a linear functional in H* defined by

&Uﬁ—jﬁWNu

We remark that the processes /\ik), k > 1, admit the interpretation of market prices of risk
wrt different bond maturities. _
Now let us consider the discounted bond price curve P;(-) given by

Mm=m{—/ﬁ@M—jﬂMM)

We require that the conditions

t t
E{wp(/@wﬂﬁh—é/w&%da}—l
0 0
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and

t s 1/2
/ (/ 10s—u oas||ig du> ds < o0
0 0
hold for all ¢ > 0.

Then, using Itd’s Formula and Girsanov’s Theorem one finds that

(3.4) ﬁ@ﬂﬂ:}XQT)—/}%&Tﬂpﬁoadﬁg

where
¢
W, =W, + / A, ds
0

is a -Wiener process under a local martingale measure P.
Define

(3.5) oi(w, ) = Py(z)I, 0 0y

Let G be a separable Hilbert space in C([O7 oo)) such that evaluation functionals §, on G
are continuous and the semigroup S; of left shift operators is strongly continuous on G.
See Equations (2.7) and (2.8). From now forward we assume that &; in Equation (3.5) is
a predictable L(Uy, G)-valued process such that fOT ||55H2Lg ds < oo a.e. The latter implies

that the bond price curves ﬁt are G-valued and satisfy
AP, = AP, dt — 5, dW,
or
AP, = (AP, — 5,[\]) dt — 5, dW,

in the mild sense.
Now let us consider generalized bond portfolios. See (Bjork, Masi, Kabanov, and
Runggaldier 1997). That is, the wealth process V; of such portfolios is given by

Vi=Vi(¢): =, [P()], t=0,

where ¢, is a predictable G*-valued process. The process ¢, can be regarded as the trading
strategy of an investor who manages a portfolio with infinitely many bonds of any maturity.
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For example, the strategy ¢, = dr_; stands for buying and holding a zero-coupon bond
with maturity 7', since ¢,[P;(-)] = P(t,T).

Assume that .
[ [ 16,0501 <o
0

for all t > 0. Then we shall say that a trading strategy ¢,, t > 0, is self-financing if there
is a Vy € R such that

(3.6) V() - / 6,05, IV, = Vy
0

for all ¢ > 0 a.e. where ‘7}(¢>) is the discounted wealth process given by

Vi(9) = 6[Pi()]

See, e.g., (Bjork, Masi, Kabanov, and Runggaldier 1997). We denote the set of all self-
financing strategies by A.

Remark. In the infinite-dimensional HIM-framework the existence of a unique martingale
measure does not imply in general that the bond market given by Equation (3.4) is com-
plete. The latter is a deficiency not shared by finite-rank models. However, since the kernels
of o4, as in Equation (3.5), are zero t-a.e. our bond market is approximately complete in
the following sense. For all € > 0 there exists a strategy ¢ € A, such that

T 2
Es [(Eﬁ[ﬁw/gﬁ;oasdm%) } <e
0

where h a discounted contingent claim. See, e.g., (Bjork, Masi, Kabanov, and Runggaldier
1997).

Suppose that a trader is long in interest rate securities at time ¢ > 0 whose price process
is L;. In order to neutralize the risk coming from the fluctuations of the yield surface the
trader wishes to go short in the generalized bond portfolio, as in Equation (3.6), for a self-
financing strategy ¢* € A, such that ¢* minimizes at any time point the worst-scenario
interest rate sensitivity of the resulting portfolio. More precisely, the trader tries to find a
¢" € A such that

GBI o E {/HD 4)) ||Kdt] [/HD (6% dt| < oo,

where K is the RKHS of the forward curves. Note that
sup (D.F,k)x = ||D.F||k

lI%ll =1
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for an interest claim F' € D'2. So, by Equation (2.17), ||D.F||x admits the interpretation
that it is the worst-scenario sensitivity with respect to all directional interest rate changes
ke K.

Using the estimate Z. = Z.(F) for the stochastic duration D.(F') in the FBSPDE of
Equation (3.3) for ' = L; — Vi(¢) [see Remark 3 and Relation 2.15] the optimization
problem of Equation (3.7) then takes the form

1Zu(Le = Vi(9)) 0 oullZg dudt]

1 Zu(Li — Vi(07)) o auHQLg du dt] < 0

for ¢" € A.
We see that the construction of an immunized bond portfolio reduces to an optimal
control problem of the FBSPDE of Equation (3.3) or the FBSPDE

t
Ti(6) = Th(6) /¢s 0 5, I,
0
T

T

Yt:YT+/ZS[Afs+as(s,-)]dsf/stWS*
t t

Yy = F,

where F = L, — Vi(¢) for each ¢, if L, is a measurable functional of V.(¢).

An approach to tackle this problem could be based on a stochastic maximum principle
for FBSPDE’s. See (Haadem and Mandrekar 2010). From a practical point of view it
would be important to find numerical approximation schemes for a delta hedge ¢* € A.

Remark.

1. It is conceivable that the concept of g-expectation by (Peng 1997) for BSDE’s can be
generalized to FBSPDE'’s of the type of Equation (3.3). The latter would enable the
construction of risk measures of functionals of forward curves. Such a construction
would reveal the role of the stochastic duration as a building block for general interest
rate risk measures.

2. We point out that our framework also allows for the definition of stochastic convexity,
that is, a measure of "curvature" wrt the fluctuations of the yield surface. It makes
sense to define the stochastic convexity of a twice Malliavin differentiable interest
rate claim F as

D.D.(F) e L*(Q,F,P;K ® K)
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1 Introduction

Usual continuous-time financial models assume that individual investor’s behaviour does
not affect stock prices. This idea is known under the name "small investor hypothesis",
implying that each investor is assumed to be unable to move market prices by his trad-
ing decisions and acts as a price taker. In contrast to that hypothesis, many authors
investigated a setting in which market prices depended on the size of the transaction.

This research direction can be classified into two broad categories. The first one deals
with liquidity risk and investigates its impact on asset prices and hedging strategies. In
particular, (Cetin, Jarrow, and Protter 2004) and (Cetin, Soner, and Touzi 2010) assume
that market prices result from interaction of small price taking investors with an exoge-
nously given asset supply curve. The latter determines the price for a given transaction
size. This research category also includes (Cetin and Rogers 2007), (Rogers and Singh
2007), as well as (Soner and Gokay 2009), among others.

The second type of literature in this research direction focuses on feedback effects of
hedging strategies on underlying asset prices. It is assumed that a large investor can -
directly or indirectly - affect market prices. In particular, (Platen and Schweizer 1998)
show that large investor’s hedging decisions can lead to increased volatility of the un-
derlying asset. The authors in (Frey and Stremme 1997) also present a model in which
the existence of a large trader results in higher market volatility. These authors, as well
as (Jarrow 1994), (Frey 1998), and (Papanicolaou and Sircar 1998) model stock prices
as being directly dependent on large investor’s stock holdings through a certain reaction
function. The authors in (Bank and Baum 2004) use a similar reaction function setting to
the one employed in (Frey and Stremme 1997) to specify the dynamics of the asset price
as a semi-martingale parametrized by the large investor’s position in the stock. In contrast
to their approach, (Cvitani¢ and Ma 1996), as well as (Cuoco and Cvitani¢ 1998), assume
that parameters in the diffusion driving the evolution of the stock price, rather than the
price itself, depend on large investor’s trading decisions. (De Marzo and Urosevic 2006)
develop a general equilibrium model that justifies the models used by Cvitani¢ and Ma,
and Cuoco and Cvitanié.

The present paper belongs to the second group. We adopt the framework used in
(Cvitani¢ and Ma 1996) to study the problem faced by an insurance company that wants
to achieve solvency. This can be done by means of a Margrabe option that gives the
company the right to exchange its asset portfolio for a valuation portfolio. The latter is
a replicating portfolio for the insurance company’s liabilities. One can obtain the price
of a Margrabe option within the Black-Scholes setting by representing it as a standard
European Put option written on a certain artificial asset. However, if the company is
a large investor whose hedging strategies can have a feedback effect on the price of the
underlying asset, one needs to use a different pricing methodology. In this paper it is
assumed that market volatility depends on the value of the replicating portfolio held by
the large investor and the amount of money he invests in the asset. Our objective is to
study the hedging problem faced by the large investor. Namely, we intend to find the price
of and the hedging strategy for the Margrabe option in a situation where the insurance
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company is no longer a price taker. In mathematical terms, the problem translates into a
forward-backward stochastic differential equation. The solution of its backward part gives
us the quantities we are looking for.

The paper is organised as follows. Section two presents the model, explains the deriva-
tion of the associated FBSDE and PDE and ends with an explanation of a numerical
scheme that will be used to obtain the solution. Section three discusses the application
at hand. It gives a brief overview of the relevant material in (Wiithrich, Bithlmann, and
Furrer 2008) and puts it in the context of the large investor problem. Section four gives
details of numerical simulations and presents the findings.

2 Model

We study the hedging problem for a large investor on a finite time horizon [0,T], given

the initial stock price S(0) and the terminal wealth g(S(T)) referring to the pay-off of the

option to be hedged. The objective of the hedger is to find a portfolio process and the

minimal initial wealth © = X (0), such that at the option’s expiration date X (T') = ¢(S(T)).
We assume that there are two investment possibilities on the market:

e Bond with the following dynamics:

(2.1) dB(t) = B(t) - - dt
B(0) =1,

where r is a riskless interest rate.

e Stock that follows the dynamics:

(2.2) ds() = S(t)-b-dt+ S(t)-~(t,S(t), X(t),n(t))dW
= p-dt+odWV
S(0) = s,

where b is a constant drift, v is an appropriate volatility function, X(¢) is the the
value of the replicating portfolio held by large investor and m(t) is the amount of
money he invests in the stock. The main thing to be noticed here is that stock’s
volatility is assumed to depend on large investor’s strategies. W (t) is a standard
Brownian motion defined on a complete probability space (Q, F,{F;}jc;cp, P) with
filtration generated by W (t).

The investor begins with a certain endowment x > 0 and allocates his wealth in the
stock and the bond according to a certain strategy. The portfolio process 7 = w(t),¢ € [0, 7]
is assumed to be a real-valued, progressively measurable, square-integrable stochastic pro-
cess.
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At each point of time the value of the replicating portfolio equals:

(2.3) XU)=§6%¢%&+K§E%5§@D~B@)
and has the following dynamics:
(2.4) dX(t) = % -dS(t) + %&;(ﬂ) -dB(t) =

I
—~

a(t)b+ (X(t) — w(t)) - r)dt +
m(t) - (¢, S(t), X(t), 7(t)) dW (t)

Following (Cvitani¢ and Ma 1996), we introduce the following assumptions.

e The drift and volatility functions in the stock price dynamics, u, and o, are twice
continuously differentiable. The functions b and 7 together with their first order
partial derivatives are bounded uniformly in (¢, s,z, 7). Further, it is assumed that
partial derivatives of b and v in s satisfy

ob oy
2. b 8,2, ‘ 7’a’ T A
(2.5) S‘up(t,,,)(s 55 |5 75 ) < 00

e There exists a positive constant k, such that 42 > k for all (¢, s, z, 7).

According to Lemma 2.3 in (Cvitani¢ and Ma 1996) these assumptions guarantee that
the stock price remains almost surely positive.

e Also, we assume that option’s pay-off function g is non-negative and lim;_..g(s) =

00. Moreover, g has bounded, continuous partial derivatives up to third order and
there exist constants K > 0 and M > 0, such that

(2.6) ‘s-%‘ < K- (1+g(s)
and

d2
(2.7) Supsso|s® - d—s‘g’ =M < o0

In order to satisfy these assumptions we use the following smoothed pay-off function

(suggested in (Frey 1998)):
) (K—x—&-\/(K—x)Q—i-oz),

(2.8) g(x) =

N | —

where « is a smoothing parameter.
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e Finally, we assume that partial derivatives of v in = and 7 satisfy the following
condition.

d d
(2.9) SUP(t,5,2,7) <’x . %’ + ’w . ﬁ ) < 00

These assumptions are satisfied by the constant drift coefficient b in SDE (2.2) and the
following volatility function (suggested in (Cvitani¢ and Ma 1996))

(2.10) v(t,5(t), X(t),7(t) =0 + % -arctan(X (t)* + m(t)*)

Definition 2.1. ((Cvitani¢ and Ma 1996)) For any given initial wealth x > 0 the
portfolio process 7 is called admissible (with respect to z) if for any s > 0 the corresponding
price process S(-) and wealth process X (-) satisfy S(¢t) > 0 and X (¢) > 0, V¢t € [0,T]. For
each initial wealth x, we denote the set of admissible portfolio strategies by A.

We are now going to formulate the hedging problem in terms of a forward-backward
stochastic differential equation. Consider a FBSDE given by the stock price SDE - the
forward part - and the BSDE describing the evolution of the portfolio wealth - the backward
part.

dS(t) = S(t)-b-dt+ S(t)-y(t,S(t), X(t),7(t)) dW
(r()b+ (X(t) —7(t)) - r)dt + w(t) - (¢, S(t), X(t), 7 (t)) dW(¢)

e g’ 2
X(T) = g(S(T))

Definition 2.2. ((Cvitani¢ and Ma 1996)) A triple (S, X,7) is called an adapted
solution of FBSDE (2.11) if S, X and 7 are {F;}-adapted, square-integrable stochastic
processes satisfying (2.11) a.s.

The assumptions in the previous section guarantee that the FBSDE (2.11) has a unique
adapted solution, as shown in (Cvitani¢ and Ma 1996).

We now intend to obtain a partial differential equation characterising the FBSDE (2.11).
Denote S7 := (S(t)|S(7) = y) and X[¥ := V(¢,57¥). Then by the It6’s formula the price
of the option written on the stock has the following dynamics:

ov . oV 102V
2.12) dV(t,S7Y) = “lat+ S
(2.12) dV (t,S7) o+ anS—kQaSQ(dS)

2
- (W AR L [o+arcmn<X<t>2+w<t>2>r>dt

o T s T 2ase
ov

+555 [a +arctan(X ()2 + 77(1?)2)] dW (),
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where V (t,57") denotes the option price. At the same time, as can be seen from SDE
(2.4):

dX(t) = (7(t)b+ (X(t) —n(t))-r)dt +
(2.13) w(t) - |:0' + arctan (X (t)* + 71'(75)2)} dw (t)

Matching the dt and dW terms we find the following:

(2.14) w(t) = g—gs

ov.  19*V _, 2 2)]?
E_Fiws [a+arctan(X(t) +7(t) )}

(2.15) ~(v- % 8)r

Condition (2.14) gives us the hedging strategy right away. Combining it with equation
(2.15) produces the following PDE:

v 19*V 2
E + 5@52 |:0' + a’f'CtCLTL(X(t)? + 7T(1L)2)i| - (V— %‘,5/’ S) -r=0
(2.16)

This is a quasi-liner parabolic partial differential equation that needs to be solved in
order to obtain function V'(¢,S(¢)), which represents the option price, as well as its first
derivative g—‘s/, which is needed to compute the hedging strategy.

Obtaining an analytical solution for PDE (2.16) is rather formidable. Instead, it can be
solved by means of the Finite Differences method. In particular, we are going to employ
the Predictor-Corrector method, which is successfully used to solve non-linear PDEs and
described in (Duffy 2006).

The idea of the method is the following. First, we split the time interval [0,7] and
the space interval (0,S™%) into N and M subintervals, correspondingly, and denote by
Vin =V (t-At,n-AS), where At := % and AS = 57]'\7 Then, we write down an explicit
finite difference scheme for PDE (2.16). We use the backward finite difference in time
and the central finite difference in space in order to approximate the first order partial
derivatives of function V' (¢, S(t)) with respect to ¢ and S respectively.

1 V;n-kl - 2‘/;571 + V;f.n—l 2
Vicin = Vip+AL- |- — . —— S
1, et By (A5)2 n
Vn - V,'rh 2 2
o aretan (V2 + (F=5558) )] -

e (v Ypgiets) o
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The value V;_;,. obtained this way is a preliminary estimate, which is to be "corrected"
through the use of the implicit scheme, which looks as follows:

1 ‘/tfl n+1l — 2‘471 n + ‘/tfl n—1 ~2
Viw = Vin+ At |- 220 : nlge.
=l A b (AS) "
‘/t—l n+l V;f—l n—1 2 2
Jorarctan (V2 + (SRt ) )] -
[a + arc an(Vt_Ln + SAS S
‘/tfl n+1 — ‘/tfl n—1

2.1 _( P , n) .
( 8) ‘/t 1, QAS S 7‘|

In the traditional case, the use of the implicit scheme (2.18) would involve a solution of a
non-liner system of equations, which would require numerical methods for itself. Instead,
the predictor-corrector method suggests using the preliminary estimate of V;_;. obtained
in (2.17) to substitute for the corresponding values on the right hand side of (2.18). Thus,
we obtain a cyclical algorithm for consecutive computation of V;_; .:

VE s = 2V + VE
Vk+1 = V n At = t=1n+l t—1n t—1n—1 SQ .
ohn tn ¥ 2 (AS)?2 n
|7 —VEk 2\ 12
. . k 2 t—1,n+1 t—1,n—1 B
[0 + arctan((vtflm) + ( SAG Sn> )}
vk — vk
_ k _ Yt-1n+4l t—1,n—1 )
(2.19) (Vz—l,n 9AS Sn) r] ,

where the initial V%, needed to initiate the cycle is obtained from the explicit scheme (2.17).
The algorithm is exited after a predefined number of iterations, or when a certain measure
of distance between the consecutive solutions falls below a pre-specified value.

The initial condition in this numerical scheme comes from the option’s pay-off function,
while boundary conditions are obtained by using the put-call parity.

3 Application: Asset-Liability management in life in-
surance

This section relies on material in (Wiithrich, Bithlmann, and Furrer 2008). The central
problem in insurance business is solvency. In simple words, a company is called solvent if
it is able to meet all its financial obligations. Formally,

Definition 3.1. (Wiithrich, Biihlmann, and Furrer 2008) A company is solvent at
time ¢ if

(3.1) &[S] > &[VaPo], Vit >0,
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where VaPo is a valuation portfolio, which can be viewed as a replicating portfolio for
the insurance liabilities in terms of financial instruments; S is the existing asset portfolio
of the insurance company; £ is the accounting principle used to value assets and liabilities.
A usual choice is the economic accounting principle, which corresponds to the valuation at
current market prices.

The goal of asset-liability management is to maximize returns on company’s assets
under the solvency constraint (3.1). An obvious way to guarantee solvency is to invest
in the valuation portfolio, i.e. company’s assets consist of VaPo and a certain excess
capital F', which must always be non-negative. However, a mismatch between the actual
company’s assets and VaPo is often preferred due to company’s desire to maximize its
returns. In this case solvency is guaranteed through the use of a Margrabe option. The
latter is the right to exchange one asset for another at a pre-specified time moment. We
consider a time period [t,t 4 1]. At t we decompose company’s assets as follows:

(3.2) S=S+M+F,

where S is an asset portfolio satisfying the solvency condition (3.1); F denotes free reserves
or excess capital; and M denotes the value of the Margrabe option, giving the holder the
right to switch from S to VaPo at time t + 1, if needed.

The objective now is to price such an option in case company’s trading actions can
affect market prices. This situation is not unrealistic, as insurance companies normally
manage large asset portfolios and their market trades can also be quite substantial. To
formalize the problem we consider two stochastic processes

and
(3.4) Vi = &[VaPo),

Then by the risk-neutral valuation the price of the Margrabe option is given by
(3.5) Pt t+ 1) -E* Vi1 — Vil F,

where P(t,t + 1) is a zero coupon bond maturing at ¢t + 1 and E* is an expectation under
the corresponding risk-neutral measure. Changing the numeraire from P(¢,¢+1) to V; and
introducing a new process Y; := %, (3.5) can be rewritten as follows

(3.6) Vi - E*[1 - Y| A,
where [E** is an expectation with respect to the risk-neutral measure under a new numeraire.

Thus, the price of the Margrabe option is equivalent to the price of a European put written
on the artificial asset Y, having strike K = 1 and maturing at ¢ + 1.
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4 Numerical simulations

We assume that Y has the following dynamics

Ay (t) = Y(t)-v(X(t),n(t)) dW
(4.1 {Y/(o) = 100, i )

where the volatility function (X (t),7(t)) is the same as in (2.10). For the sake of compu-
tational stability we assume the initial value of Y equal 100 instead of 1. The replicating
portfolio has the following dynamics

(1.2) { dX(t) (X(t) = w(t))rdt +7(t) - y(X(t),7(t)) dW (t)
X(T) = g(¥(1)),

where the terminal condition is given by the smoothed European Put pay-off function with

strike equal to 100, as in (2.8)

(4.3) g(z) = % : (100 — 24/ (x - 100)* + a),

where we take a@ = 10. The PDE to solve is the same as (2.16), with boundary conditions
coming from the well known Put-Call parity condition:

(4.4) { V(t, V™) a0

V(t,0) ~e T,

where T is the time of maturity of the option, assumed equal 1. The space interval,
represented by possible values of Y is assumed to be given by (0,Y™%") = (0,200). The
time interval spans from 0 to 1. To apply the Finite Difference approach we split the
time and space intervals into N = 2000 and M = 20 subintervals, correspondingly. Also,
we use 3 iteration cycles in the predictor-corrector scheme. The results of the numerical
simulations are shown below.

Figure IV.1 shows the dependence of the price of the European Put option for a large
investor on time and the price of the underlying asset. The same graph for a small investor
is shown in Figure IV.2. A comparison graph in Figure IV.3 shows the difference between
option prices for the large and small investors. It also contains a graph of a theoretical
option price computed according to the Black-Scholes formula.

As could have been expected, the price for the large investor is higher than that for
a small investor, highlighting the fact that large investor’s attempts to hedge the option
would result in higher volatility of the underlying. It is also seen at the graphs that the
derivative % used in computing the hedging strategy, is always negative, implying that
the investor must always go short in the underlying asset to hedge the option.

The qualitative situation does not change if we alter the underlying Black-Scholes
volatility. Figure IV.4 shows comparison results for increased Black-Scholes volatility. We
still observe that the large investor’s price is considerably higher than the Black-Scholes
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European Put Option.
Large-investor.

Figure IV.1: The value of the European Put option for the "large" investor.
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European Put Option.
Small-investor.

Figure IV.2: The value of the European Put option for a "small" investor.
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European Put Option.
Large vs. Small investor.
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Payoff function

Theoretical option price
Small trader. Numerical result
Large frader. Numerical result
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Figure IV.3: Price of a European Put option for the "large" and "small" investors.
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European Put Option.
Increased Black-Scholes volatility.
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b Theoretical option price
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Figure IV.4: Price of a European Put option for the "large" and "small" investors. Black-
Scholes volatility has been increased from 0.2 to 0.4.
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one. Our computations confirm that a large investor suffers from adverse conditions when
it comes to pricing and hedging options. The necessity to take into account increased
volatility of the underlying makes large investor’s hedging strategy more expensive, thus
making the option itself more valuable. As for the practical situation under our investi-
gation, one can conclude that buying a Margrabe option from an investor who uses the
Black-Scholes formula is a good deal for the large investor, since the replicating alterna-
tive would cost him more. Large investor’s direct market involvement in an attempt to
construct a replicating portfolio for the Margrabe option would mean a short position in
the underlying, thus resulting in higher asset volatility. This situation, in its turn, would
compel the large investor to expand his market position even further, leading to higher
replicating costs. Our main recommendation to an insurance company in this situation
would be to avoid option replication and instead try to buy the Margrabe option from the
market.
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1 Introduction

This paper derives an explicit representation formula for strong solutions of forward
stochastic differential equations with reflections (FSDER). Our approach relies on tech-
niques from white noise analysis. Adopting ideas in (Meyer-Brandis and Proske 2010) we
mention that the results obtained in this paper are relevant for the construction of solutions
of FSDER’s with discontinuous coefficients.

The plan of the paper is the following. The first Section is based on the material
presented in (Hida, Kuo, Potthoff, and Streit 1993), (Obata 1994), (Potthoff and Streit
1991), (Kuo 1996) and (Holden, @ksendal, Ubge, and Zhang 1996). Its objective is to
introduce briefly some main concepts of the Gaussian white noise theory. In Section 2
some relevant results from the FSDER theory are reviewed. Finally, Section 3 provides a
derivation of our main result.

2 Framework

We begin with giving a construction of Hida distributions on R?. Let A be a positive
self-adjoint operator on L?([0,7T]) with Spec(A) > 1 and a fixed time horizon 0 < T' <
00. Assume that A™" is a Hilbert-Schmidt operator for some r > 0. Then the set of
eigenfunctions of A forms a complete orthonormal basis {e;};>0 of L*([0,T]) in Dom(A)
with eigenvalues A; > 0, j > 0 such that

(21) Aej = /\jej

for all j > 0. We assume that 1 < A\g < A\; < ... — 00, each ¢; is continuous on [0, T'] and
that there exists an open covering [0, 7] = U O, and () > 0 such that

(2.2) sup /\;a<’\) sup le;(t)] < .
te0y

520

Following the notation in (Obata 1994), we denote by S([0,7]) the standard countably
Hilbertian space constructed from (L*([0,77), 4). S([0,T]) is a nuclear space which is
contained in L2([0,T]), with a topological dual denoted by S'([0,7]) being a conuclear
space. Denote by B(S'([0,77])) the Borel c—algebra of S'([0,7]). One can now apply the
Bochner-Minlos theorem to find a unique probability measure = on B(S'([0, 7)) such that

(2.3) / 08 () = eIy
s(o)

for ¢ € S([0,T]), where (w, ¢) denotes the action of w € S§'([0,T]) on ¢ € S([0,T7).
We now define the d-dimensional white noise probability measure p given by the product
measure

(2.4) p=aL,m.
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on the measurable space

(2.5) (8, 8B) := <H5([07TD,®§115(5'([O7T]))>

i=1
For w = (wi,...,wq) € S' and ¢ = (¢, ..., 0) € (S([0,T]))* we introduce the expo-
nential functional

~ 1
(26) e(0.) = exp ({00) = 5 10l )

where (w, ¢) == 3% | (w;, ¢;) . Let us denote by ((S([o, T]))d)(gn the n—th completed sym-
metric tensor product of (S([0,7]))? with itself. One can observe that é(¢,w) is holo-
morphic in ¢ around zero, which implies that there exist generalized Hermite polynomials

H,(w) € (((S([QTD)d)Q@n)‘ such that
(27) 26,0) = 3 (Ha(w), 6°")

for ¢ in a certain neighbourhood of zero in (S([0,77))?. One can also observe that

(2.8) {(H,(),0) - 6 & (S0, 7)™, neNo}

is a total set of L?(u). Moreover, one can show that the following orthogonality relation is
valid for all n, m, ¢(") € ((5([07T]))d)®n7 ¢(m> € ((3([07T]))d)®m:

29) [ (Haf) ™) (Hnlw). ™ ) () = ot (67, 07)

L2(0.T) @RS
where 6,,,,, = 1 if n = m and 0 otherwise. The latter expression implies that o™ —
<Hn(w), (;S(">> has a unique extension to L*([0, T]"; (R%)®") for w a.e.

The functional <Hn(w), ¢>(")> can be regarded as a n—fold iterated stochastic integral
of functions ¢™ € L2([0, T]"; (R%)®") with respect to a d—dimensional Wiener process

B, = (Btl7 e Btd) defined on the white noise space

(2.10) (Q,F,p) = (SI’B7N’)

Let us now denote by 22([07 T]™; (R%)%") the space of square integrable symmetric functions
f(zy,..,2,) € (RY)®™. An important consequence of (2.7), (2.8) and (2.9) is that square
integrable functionals of B; admit a Wiener-Itd chaos representation. The latter can be
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considered an infinite-dimensional Taylor expansion, i.e. for all F' € L2?(u) there exist
unique kernels ¢™ € L2([0, T]"; (R%)®") such that

(2.11) F(w) =3 (Hfw),0™)

n>0

for w a.e. The Wiener-Itd6 chaos expansion (2.11) can now be used to define the Hida
stochastic test function and distribution space.
We construct the Hida stochastic test function space (S) through a second quantization

argument, that is we define (S) to be the space of all f =3_ <Hn(-), (;3<”)> € L*(p) such
that

(2.12) 1118, = Dot [ (Catyery” o

n>0

2

<
L2(0.T)(RS")

for all p > 0, where A? = (A4, ..., A). The space (S) is a nuclear Fréchet algebra with respect
to multiplication of functions and its topology is given by the seminorms ||-[|, ,, p > 0. In
particular, one can use (2.7) to show that

(2.13) b,w) € (S)

for all ¢ € (S([0,77))%.
We define the Hida stochastic distribution space (S)* as the topological dual of (S) and
get the Gelfand triple

(2.14) (S) = L*(n) — (S)".

An important property of the Hida distribution space (S)* is that it contains the white noise
of the coordinates of the d—dimensional Wiener process B;. That is the time derivatives
of the Wiener process

i d
(2.15) Wi= 2B i=1.d

belong to (S)*.

We now introduce another key concept of the white noise theory, namely the S-
transform. The S—transform of ® € (S)* , denoted by S(®), is defined through the
dual pairing

(2.16) S(@)(¢) = (P, €(¢,w))

for ¢ € (Sc([0,T]))%, where (Sc([0,7]) is the complexification of S([0,T])). The
S—transform is a monomorphism from (§)* to R. In particular, if

S(®) = S(¥) for &,V € (S)*
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then
P =0,

One can also show that
(2.17) S(Wtb)(qﬁ) = ¢i(t)7 i=1..d

for ¢ = (o)., ') € (Sc([0, 1))

Finally, we introduce the concept of the Wick product, which can be considered a
tensor algebra multiplication on the Fock space. The Wick product of two distributions
®, U e (8)*, denoted by ® ¢ ¥, is the unique element in (S)* such that

(2.18) S(@oW)(9) = S(®)(¢)S(V)(9)
for all ¢ € (Sc([0,77]))%. As an example of the use of the Wick product one can verify that
(2.19) (Ha(), ) & (Hyp(), 6 ) = ( (), 6" B0

for ™ ¢ ((S([07T}))d)®n7 ™ e ((S([O,T}))d)(%m. The latter result, as well as (2.7)
imply that

(2.20) &,w) = exp®((w, )

for ¢ € (S([0,T]))?. The Wick exponential exp®(X) of a X € (S)* is defined as
<& 1 on

(2.21) exp®(X) = EOEX ,

where X°" = X ¢ ... ¢ X, provided the sum on the right hand side converges in (S)*.

3 Forward SDEs with reflections

This section passes in review conditions for the existence and uniqueness of (global strong)
solutions of a forward stochastic differential equation with reflections (FSDER). For more
information on FSDER’s and their applications the reader may consult the excellent book
of (Ma and Yong 1999).

A general form of a forward SDE with reflections is the following:

¢ t
(3.1) Xt)=z+ / b(s, X (s))ds +/ o(s, X(s))dW(s) +n(t)
0 0
ze0

Here O is a closed convex domain in R™; b and o are functions of (¢, z,w) € [0,7] x
R"x; and n € BVg([0,T],R™), the set of all R™-valued {F;};>o-adapted processes n with
paths of bounded variation. In the sequel we shall also denote by L%([0, T, R™) the space of
all {F; }i>o-progressively measurable processes X (¢) in R", such that fOT E[|| X (¢)]|? dt] < oo.



90 CHAPTER V. EXPLICIT REPRESENTATION FOR FSDERs

Definition 3.1. (Ma and Yong 1999) A pair of continuous, {F;};>o-adapted processes
(X,n) € L%([0,T],R™) x BV£([0,T],R™) is called a solution to the FSDER (3.1) if

1) X(t) € O,Vt€[0,T], as;

2) n(t) = fg Lix(s)eaoy¥(s)d|n|(s), where y(s) € Nx(), 0 > s >t > T, d|n|-a.e. and
[n|(T') denotes the total variation of  on [0, T7;

3) equation (3.1) is satisfied a.s.

Here N, is the set of inward normals to O at x defined as follows:

(3.2) Ne={v:hl=1(yz-y) <0,Vvy €O},
for z € 00.

The issue of existence and uniqueness of a solution of an FSDE with reflections can be
related to the so-called Skorohod problem. The latter is defined as follows:

Let the domain O and a function ¢ € C([0,T],R") with ¢(0) € O be given. Find a
pair (¢,n) € C([0,T],R") x BV([0,T],R"), such that

1) 6(t) = (1) +n(t), vt € [0,T], and ¢(0) = ¢(0);
é(t) € O, Vvt € [0,T);

)
)
3) In(t)] = fo Lig(s)co0yd|n|(s);
4) there ex1sts a measurable function v : [0,7] — R", such that v(t) € Ny dln| a.s.
and (¢ fo s)d|n|(s

A pair (¢, 77) satisfying the above conditions is called a solution of the Skorohod problem.
We define a mapping I' : C([0, T, R™) — C([0, T, R™), such that I'(¢)(t) = ¢(¢), t € [0, T,
where (¢,7) is the unique solution of the corresponding Skorohod problem. We call T
the solution mapping of the Skorohod problem, and we call a convex domain O € R"

regular if the solution mapping of the corresponding Skrohod problem satisfies the Lipschitz
condition:

(3.3) D)) = T(2) ()7 < K[y () = o),

where |e|’ denotes the sup-norm on [0, 7] for a function € € C([0,T],R™), and K > 0.
As shown in (Ma and Yong 1999), for a regular convex domain O the FSDER (3.1) has
a unique strong solution provided that the following conditions are satisfied:

2

1) for every fixed z € R™, b(-, z,-) and o(-, z,-) are {F; };>o-progressively measurable;

2) there exists a constant K > 0, such that for all (t,w) € [0,T] x Q and z,y € R™ it
holds that

‘b(taxaw) - b(tvyaw” < K|$ - yl
(3.4) o(t,z,w) — o(t,y,w)| < K|z —y|
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4 White noise representation for FSDEs with reflections

In this section we derive a representation formula for solutions of FSDEs with reflections.
Our results stem from the ideas presented in (Lanconelli and Proske 2004) and (Meyer-
Brandis and Proske 2006)

Theorem 4.1. Suppose that O € R™ is a regular, convex domain and assume that the drift
term b and the diffusion matriz o in equation (3.1) are deterministic. Further, require that
o be independent of the space variable, continuous in time, invertible t a.e., and that
o (t) be continuously differentiable on (0,T) (with continuous extensions to [0,T]). For
a fized initial value © € R™ in (3.1) define the Borel measurable functions b : [0,T] x
C([0,T],R") = R", and ¥ : C([0,T],R") — C([0,T],R") as follows:

@) b0) = (507 0)o@r@)n) + o Ob(1 o) (LO)D) + 07 0)))
and
(4:2) U(6)(t) = Do () (6 + 07 (0)2) (1),

where the mapping T is the solution mapping of the corresponding Skorohod problem. In
addition suppose that the following integrability conditions are satisfied.

(4.3) E[/OT||\1/(B.)(t)|2dt} < 0,
for vt € [0,T], and
(4.4) E[emp(36/0T||B(s,B.)||2ds)} < 0

Denote by Wi(¢)(t) and bi(¢) the i-th component of W(¢)(t) and b(¢) for all ¢ €
C([0,T),R™) and t respectively. Then the unique solution X; = (X})i=1,..a of the FSDER
(3.1) is explicitly represented by

,,,,,

(4.5) Xi=E, [qf@'(é.(@))(t)g;(i))}, i=1,..d
where the random element E3(b) : Q — (S)* is defined as

£5(b)(w, ) —exp<><z /0 (s, B.(0)) + WilBI@) — /O [&(s,é.(w))Jng(w)ms)

(4.6)
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The 4-tuple (Q,]?, ﬁ) , (Et) - is a copy of (0, F, 1), (Bt),;so in (2.10). The Ej stands
> >

for the Pettis integral of random elements ® : QO — (8)" with respect to the measure [i.
Here W} in the Wick exponential of (4.6) also denotes the white noise in the Hida space
(8)". The Wick product ¢ in (4.6) refers to the measure u. The ds-integral in (4.6) is
defined in the Pettis sense and the other integrals fOT o(t,w)dBI (D) in (4.6) are stochastic
integrals of predictable (S)*-valued integrands ¢(t,w). (see e.g. (Kallianpur and Xiong
1995))

The proof of Theorem 4.1 relies on the following auxiliary result (see e.g. (Kuo 1996,
Theorem 13.4).

Lemma 4.2. Let (M, B, p) be a measure space. Let a function ® : M — (S)* be such
that S(®(-))(¢) is measurable for all ¢ € (Sc([0,T]))%. Denote by (|-],)p>0 the family of
increasing compatible seminorms of (Sc([0,T]))¢. Further, require that there exist K, a,
p > 0 such that

y |S(@(u))(¢)] p(du) < K expl(alg];)

for all ¢ € (Sc([0,T)))%. Then ® is Pettis integrable and for any A € B and all ¢ €
(Sc([0, 1)) we have that

5 ([ st )= [ s

Proof of Theorem 4.1. The proof is based on ideas developed in (Lanconelli and Proske
2004) and (Meyer-Brandis and Proske 2006). Without loss of generality let us confine
ourselves to the case when d = 1. To simplify notation we set ¥ := W!. Using the
properties of the mapping I' and the regularity of the domain O one finds that b*(¢, ¢) =
b(t,T'(¢)(t)), ¢ € C([0,T]) is a progressively measurable Lipschitz continuous functional
(see e.g. (Ma and Yong 1999)). Thus, there exists a unique strong solution X; to the SDE

t t
(4.7) dX, = x—l—/ b*(s,f()ds—l—/ o(s)dB
0 0

On the other hand, invoking the definition of the Skorohod problem it follows that
X; =T(X)(t), t € [0,T] solves the FSDER (4.7) uniquely. Set Y; = 071(¢)X;. Then Ito’s
Lemma implies that

(4.8) Yi=0"'(0)x + /t b(s,Y)ds + By, t €[0,T]

So it follows from our assumptions that Y; € L?(u) for all ¢.

Suppose that 7 : [0,7] x C([0,T]) — R is a bounded Borel measurable function. We
aim at deriving a representation of the S-transform of 7(¢,Y). Using the definition of the
S-transform we see that

(4.9) S(r(t,Y)) = E,[r(t,Y(w + ¢))]
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for all ¢ € S(]0,T7]). Girsanov’s theorem shows that ¥;*(w) = Y;(w+¢) satisfies the following
SDE
AY; =b(t,Y*) + ¢(t)dt + dBy, Yy =0~ (0)z,0 <t < T.

Applying Girsanov’s theorem to (4.9) once again yields that

(4.10) S(Y(@) = Ea |x (¢, B.) £07)]

for all ¢ € S§(]0,T1]), where the 4-tuple (ﬁ]?, ﬁ) , (Et)»o is a copy of (€, F, ), (Bi);so

and where £ (Mf’) is the usual notation for the Doleans-Dade exponential for the martingale

2@ = [ (b B@)+00) dB (@)
So

E(M)

— exp </OT (5. B) + 6(1)) dB, - ;/OT (5. B) + <b(t))2dt)

One can show that relation (4.10) also holds for ¢ € Sc([0,T]).
On the other hand, we know by (2.17) suggests that

SW)(9) = o(t)
for all ¢ € Sc(R). Further we find that

) ear) =eayen ([ owa— 3 [ oyt ew ([ b Boa)

for all ¢ € Sc(R). The second factor of the right hand side of (4.11) is the S-transform of
the Kubo-Yokoi delta function (see (Kuo 1996, Theorem 13.4)) and it can be written as
follows:

T . 1 T
50) e ([ WiwiaB@) -5 [ (W) as)
0 0
The last factor in (4.11) is G—entire and its S—transform is bounded from above by
K" exp(a” |9]3).

with some constants K™, a*and [¢], = [|¢[|;2 (1) - Using the characterization theorem of
Hida distributions (see (Potthoff and Streit 1991)) and employing the properties of the
S-transform we find that

S@@.))(0) =7 (1. B.@)) EMP)@),
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where the map @ : Q) x 0— (8)" is given by

o(@,w) = (t, B.@)) &(0)(w,0)
with £2(b) as in (4.6). Note that S(®(3,-))(¢) is G-measurable for all ¢.
Now the Holder inequality and the supermartingale property of Doleans-Dade expo-
nentials imply
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with some constants a, ' > 0. Then Lemma 4.2 above shows that
S(r(t, Y)) () = S(Ex [®])(¢)

The injectivity of the S—transform yields

(4.12) m(t,Y) = E; [D].

Finally, by It6’s Lemma we get that X; = ¥(Y)(¢). So choosing (¢, ¢) = ¥(4)(t) in (4.12)
yields the result. g
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