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Abstract. Utility indifference pricing and hedging theory is presented, showing how it leads
to linear or to non-linear pricing rules for contingent claims. Convex duality is first used to derive
probabilistic representations for exponential utility-based prices, in a general setting with locally
bounded semi-martingale price processes. The indifference price for a finite number of claims gives
a non-linear pricing rule, which reduces to a linear pricing rule as the number of claims tends to
zero, resulting in the so-called marginal utility-based price of the claim. Applications to basis risk
models with lognormal price processes, under full and partial information scenarios are then worked
out in detail. In the full information case, a claim on a non-traded asset is priced and hedged using a
correlated traded asset. The resulting hedge requires knowledge of the drift parameters of the asset
price processes, which are very difficult to estimate with any precision. This leads naturally to a
further application, a partial information problem, with the drift parameters assumed to be random
variables whose values are revealed to the hedger in a Bayesian fashion via a filtering algorithm.
The indifference price is given by the solution to a non-linear PDE, reducing to a linear PDE for the
marginal price when the number of claims becomes infinitesimally small.

1 Introduction

This chapter presents theory and examples of utility indifference pricing and hedging, a
method for managing risk from trading contingent claims in incomplete markets, that has
become a classical tool in the valuation of non-hedgeable claims. For a position in n claims,
it results in a non-linear pricing rule, which reduces to a linear pricing rule in the limit
of a small position in the claim. In this section we qualitatively describe the main idea
and highlight some of the literature on the technique. This review is not intended to be
exhaustive, but the reader will find ample material and further references in the citations.

Suppose we have a European contingent claim C, a contract which pays the random
amount C' > 0 almost surely (a.s.) at some future time 7' > 0. The typical example is
where C' is dependent on the trajectory of a vector S = (S;)o<¢<7, Which is the price
process of a set of d + 1 traded securities: S = (S°, S',...,S%). The zeroth asset S is
assumed riskless. For ease of exposition, we shall assume zero interest rates throughout this
chapter, so we normalise the riskless asset price to be SY = 1 for all ¢ € [0, 7.

As is well-known, in a complete financial market every contingent claim C' can be
perfectly replicated by a controlled portfolio of the traded securities: a portfolio with wealth
process X = (X¢)o<t< exists satisfying X7 = C' a.s. In this case, no-arbitrage arguments
imply the option price at time O is the initial value X of the replicating portfolio, given
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by Xo = E9C, where E© denotes expectation under the unique martingale measure @ of
the complete market. The hedging strategy for a short position in the claim is simply to
hold the replicating portfolio. The classical example of such a replication procedure is the
Black-Scholes (BS) [3] option pricing model, where S is the price process of a single stock
following a geometric Brownian motion.

By definition, an incomplete financial market is one in which not all claims C' can be
replicated. In this case writing a claim entails genuine risk, and the pricing and hedging of
the claim can only be carried out by specifying the agent’s preferences towards such risk.
Classically, economists have done this by specifying the agent’s utility function U. This
was the inspiration for Hodges and Neuberger [12] to introduce the concept of utility indif-
ference pricing, in the context of option pricing under transaction costs in the BS model. In
this methodology, the agent seeks to solve for a claim price which, when incorporated into
the initial wealth, results in a maximal expected utility when trading claims that is the same
as the maximum utility in the absence of claims. The associated hedging strategy is the
difference in the agent’s optimal stock strategies with and without the random endowment
of the claim payoff at the terminal time.

Utility indifference prices usually result in price bounds which mark the bid and ask
prices at which a utility maximising investor would be prepared to buy or sell claims. They
are nonlinear pricing rules (as we will see in later sections) in that the price for the claim nC'
(n € R) is not n times the price for 1 claim. The utility-based price bounds are invariably
within the no-arbitrage price bounds, the latter usually being quite wide and therefore of
limited practical use.

A marginal version of utility-based pricing, based on classical economic ideas of incre-
mental pricing, was developed by Davis [4]. This gives the utility indifference price for an
infinitesimal position in claims, the so-called marginal utility-based price (MUBP), which
is (under fairly mild conditions) a unique price within the no-arbitrage interval, and within
the bid and ask utility-based prices for a finite position in claims. The marginal price is
given by a linear pricing rule, as we shall see. This linear pricing rule will emerge naturally
from considering the dual problem to the agent’s primal utility maximisation problem.

The utility indifference pricing technique has received much attention in the academic
literature. The earliest applications were to transaction cost models. Following Hodges and
Neuberger [12], Davis, Panas and Zariphopoulou [6] further developed the application to
the BS model with proportional transaction costs. An asymptotic analysis of the Davis,
Panas and Zariphopoulou [6] model, valid for small transaction costs, was carried out by
Whalley and Wilmott [33]. Monoyios [22,23] computed the MUBP and associated hedge
in a BS model with proportional transaction costs. The marginal price depended on the
agent’s initial stock holding, and lay within bounds which marked the agent’s indifference
price for a single claim.

Karatzas and Kou [15] analysed the MUBP in continuous markets with Itd processes
for stock prices, and with portfolio constraints. They showed how it nearly always lies
within the no-arbitrage bounds. Subsequent developments were to more specific incomplete
market scenarios. In particular, a number of papers studied so-called “basis risk”” models,
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in which a claim on a non-traded asset is optimally hedged with a correlated traded asset.
These models were studied by [5, 11,24, 28] among others. In particular, Monoyios [24]
showed how exponential utility-based hedging could outperform a “naive” hedge which
took the traded asset as a perfect proxy for the non-traded asset. We shall describe basis
risk models in some detail in Section 3.

Other applications of utility-based hedging have been to stochastic volatility mod-
els [32] and to the pricing of volatility derivatives [10]. The general theory of utility-based
pricing, with a particular emphasis on relations with the dual to the primal utility maximi-
sation problem, has been studied by Delbaen et al [7], by Becherer [1], and by Kramkov
and co-authors [13,20,21].

The rest of the chapter is as follows. In the next section we present the theory of utility-
based pricing and hedging in a general semi-martingale setting, and use results from the
dual approach to optimal investment to derive probabilistic representations for utility-based
prices. In Section 3 we apply the methodology to a basis risk model with full information, in
which a claim on a non-traded asset is hedged with a correlated traded asset. The resulting
optimal hedge requires knowledge of the asset price drifts, which are virtually impossible
to estimate accurately. This motivates Section 4, in which drift parameter uncertainty is
acknowledged by modelling the drifts as random variables with a prior distribution, which
is updated using a Kalman filter. The resulting model becomes a full information model
with random drifts, and we derive representations for utility-based prices and hedges in this
case. The resulting hedge is approximated using the MUBP as a pricing rule, and shown
to out-perform the naive approach of taking the traded asset as a perfect proxy for the non-
traded one. We end with some concluding remarks.

2 Utility-based pricing and hedging: the general set-up

Here we present the theory of utility-based pricing in a fairly general semi-martingale set-
ting, with frictionless markets, meaning no transaction costs on trading of basic securities
such as stocks.

We start with a locally bounded vector semi-martingale S = (S)o<¢<7 on a filtered
probability space (2, F,F, P). The filtration F := (F})o<¢<7 satisfies the usual conditions,
and we take Fp = F.

There are d+ 1 assets: one savings account and d stocks, so we write S = (S°, ..., §9),
with each S? a locally bounded semi-martingale, S° = (S})o<i<r. The zeroth asset is
riskless, with SY = 1 for all ¢ € [0, T, so we are in addition assuming the interest rate is
zero, as we shall do throughout this chapter.

A probability measure () is called an equivalent martingale measure if it is equivalent to
P and if S is a local martingale under ). We denote by M the family of all such measures
and assume that

M A0,

This condition is essentially equivalent to the absence of arbitrage opportunities in the mar-
ket; see Delbaen and Schachermayer [8] for precise statements and more details.
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A self-financing portfolio is defined by a pair (x, H) where € R defines the initial
capital and H = (H i)?zl is a predictable and S-integrable process specifying the number
of shares of each of the stocks held in the portfolio. Hence, for eachi = 1,...,d, H' =
(H{)o<t<T- The value process of a self-financing portfolio evolves in time as the stochastic
integral of the process H with respect to the stock price:

t
Xti—l‘+(H'S)t—x+/Hsts’ tc[0,T].
0

(Here, fot HodS, = Y4, fg H!dSt.) The market is, in general, incomplete, so not every
contingent claim C' can be replicated by a self-financing portfolio. Then there is no unique
martingale measure, and the possible no-arbitrage prices span an interval given by

( inf E9C, sup EQC> . (1)
QEM QeM

This was shown by Kramkov [18]. When the market is complete, there exists a unique self-
financing portfolio satisfying X7 = C. In this case we say the strategy H replicates C', and
H is the unique hedging strategy for the claim. In this case, there is a unique martingale
measure (), the interval (1) reduces to a single point, and the no-arbitrage price of the claim
at time 0 is p)* := E9C.

In an incomplete market, one is faced with choosing one of the martingale measures
@ € M as a pricing measure. At first sight, this choice appears to have little to do with
optimal investment. But the incompleteness means that selling a claim entails opening
oneself up to non-zero terminal risk, as represented by the difference X7 — C, where X
is the terminal wealth of any self-financing portfolio. The question arises as to how one
should deal with the residual risk X7 — C'. This can only be answered by specifying the
risk preferences of the financial agent selling the claim. This will be done via a utility
function. We shall see that a possible pricing measure then emerges naturally, via the dual
to a primal utility maximisation problem.

We consider an economic agent whose preferences over terminal wealth are represented
by a utility function U : R — R, which is assumed to be strictly increasing, strictly concave,
continuously differentiable, and is assumed to satisfy the Inada conditions:

U'(—o00) = lim U'(z) =00, U'(c0)= lim U'(z)=0.

T——00 T—00

The utility function that we shall employ in this chapter is the exponential utility function:
U(z) = —exp(—ax), a>0, )

with constant risk aversion parameter a.
The convex conjugate of the agent’s utility function is defined to be the Legendre trans-
form of the convex function —U(—-). That is,

V(n) :=sup[U(z) —xn], n>0. 3)
zeR
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The conjugate function is then a continuously differentiable, strictly decreasing and strictly
convex function satisfying —V'(—o0) = oo, V'(00) = 0.
The supremum in (3) is achieved by x = x* satisfying

U'(z") =n & a" =1(n), )
where I is the inverse of U’. Then V() may be written as

Vi(n) = UL(m)] = nl(n). (5)
Further, from (3) we have the inequality
V(n) > U(x) — xn, withequality iff = = x* suchthat U'(z*) = 7. (6)
Also, differentiating (5) gives

V'(n) = —I(n), (7

so that the agent’s marginal utility is the inverse of minus the gradient of the convex conju-
gate:
U'(-V'(z)) = z.

We note that the defining duality relation (3) is equivalent to the bidual relation

U(z) = };;E[V(n) +an], =R, )

since this gives that the value of 1 achieving the above infimum is n* satisfying
V(") = —x,

or, by (7),
I(n") =z < U'(z) =",

which is (4). Note also that the bidual relation (8) implies the inequality (6).
For the exponential utility function, the convex conjugate is given by

Vg =" (log (ﬂ) - 1) . )
o' o
For a martingale measure () € M, define the relative entropy H(Q, P) between () and
P by

dQ . dQ
P):=F|—log—|.
H(Q, P) [dp 0g dp}
This quantity will play a role in the dual to a primal utility maximisation problem under
exponential utility. Denote the set of martingale measures with finite relative entropy by

M.
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For an agent with exponential utility function, we we follow Becherer [1] and define
the set A of admissible strategies H by

A:={H :(H-S5)isaQ-martingale for all Q € My} . (10)

Other choices for .4 are possible. For instance, one may follow Schachermayer [31] and
consider strategies with wealth bounded from below, and then maximise over the L' (P)-
closure of the set of all random variables U (I") such that " can be super-hedged by some
trading strategy. The good news is that these choices lead to the same solution for the dual
to the primal utility maximisation problem [7, 14,31].

For an initial capital x, the agent’s primal value function is u(x) defined by

T
u(x) := sup EU(Xp) = sup EU <:1: —i—/ thSt> . (11)
HeA HeA 0

Define, for any ) € M, the change of measure martingale Z = (Z;)o<¢<7 by

Zt = @ .
dP |,
Define the dual value function v(n) by
= inf EV(nZr). 12
v(n) := inf EV(nZr) (12)

We shall assume that this function is finite valued. A celebrated body of work has shown
that the primal value function may be computed by solving the dual problem. This work
culminated in the paper by Kramkov and Schachermayer [19], who considered semi-
martingale processes S, following earlier work by several authors based on It6 price pro-
cesses, notably Karatzas et al [16]. The monograph by Karatzas and Shreve [17] contains
an authoritative account of this theory for continuous models based on Itd price processes.
For an application of duality theory in two-factor incomplete markets, in which explicit
representations for the dual minimiser are obtained, see Monoyios [25].

We assume that there is a unique dual optimiser attaining the infimum in (12). This
will be the case in the models we tackle in subsequent sections. Denote the dual optimiser
by Q*, the associated change of measure martingale by Z*, the optimal terminal wealth
attaining the supremum in (11) by X7, and the optimal trading strategy by H*.

The main results of the dual approach to optimal investment are summarised in Theorem
1 below.

Theorem 1 1. The primal and dual value functions u(z) and v(n) in (11) and (12) are
conjugate:

v(n) = suplu(z) —an],  u(z) = inflv(n) +an),
z€R n>

so that v’ (x) = n (equivalently, v'(n) = —x);
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2. The optimal terminal wealth X7, and optimal dual minimiser Q* are unique and
related by

*

=Tap

d *

3. The following properties for u'(x) and v'(n) hold true:

u'(z) = EU'(X%),  /'(n) = E9V (n‘ﬁ) : (13)

For a proof of this theorem, see [19].

To define utility-based prices, we introduce a utility maximisation problem with a ran-
dom terminal endowment involving a claim C. Define the primal value function with ran-
dom endowment, u(""), as the maximum expected utility when receiving a terminal payoff
of n claims:

T

u™(z) := sup EU(X7 + nC) = sup EU (aj + / H.dS; + nC> . (14)
HeA HeA 0
Clearly, the value function u(z) of (11) coincides with u(%) (z).

Define the dual problem to (14), with value function v, by
M () := inf B[V (nZ ZrnC))] . 15

v(n) = inf BV (nZr)+nZrnC)] (15)
Clearly, the value function v(n) of (12) coincides with v(%) (7).

Denote the dual optimiser in (15) by Q*", the associated change of measure martingale
by Z*™, the optimal terminal wealth attaining the supremum in (14) by X", and the op-
timal trading strategy by H ™. Then the corresponding optimal quantities of the problems
(11,12) without claims are given by Q* = Q*°, and similarly for Z*, XT, H™.

For the value functions u(”), p() involving a random terminal endowment, and with

exponential utility, a similar duality result to Theorem 1 has been obtained by Delbaen et
al [7].

Theorem 2 Given an exponential utility function U(x) = — exp(—aux), we have:
1. The value functions u'™ (z) and v™ (n) of (14) and (15) are conjugate:

v™ () =sup[ul(z) —an],  u"(z) = inf [ (n) + an),
z€R n>0

so that u{” () = n (equivalently, ?)T(in) (n) = —x);

2. The optimal terminal wealth X;’” and optimal dual minimiser Q™" are unique and
related by

*,M

=P

*n . n dO*n
U(X7" +nC) equivalently, X +TZC=I(77 Q >;(16)

dP
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3. The following properties for u;(,;n) (z) and v7(,n) (n) hold true:

dQ*
dP

P (2) = BU'(X5" +nC), o () = B9 [V' (n

N n ) + nC’} .(17)
We will use these theorems to derive properties of the indifference prices, the major
objects of interest in this chapter, which we now define.

Definition 1 (Utility indifference price) The utility indifference price per claim,
p™), for a random endowment of n claims, is defined by

u™ (2 — np™) = O (). (18)

In other words, when issuing or purchasing claims, the agent ensures that the price per claim
results in no loss of utility compared with the alternative strategy of not writing or buying
any claims.

The optimal hedging strategy is defined as the difference of the optimal trading strate-
gies with and without the random endowment of n claims.

Definition 2 (Optimal hedging strategy) The optimal hedging strategy for n units of the
claim is HW .= (Ht(H))ogth given by
HYW =g —HP 0<t<T
The marginal utility-based price (MUBP), p, of the claim, may be defined in a number
of ways. One is that it corresponds to a price which solves (18) as n — 0:

Definition 3 (Marginal price) The marginal utility-based price of the claim at time 0 is p
defined by

p = lim p(™. (19)

n—0

It is well known that with exponential utility the marginal price is also equivalent to the limit
of the indifference price as risk aversion goes to zero. Under appropriate conditions (satis-
fied in this model) it is given by the expectation of the payoff under the optimal measure of
the dual to the problem without the claim. We shall derive these results shortly.

Definition 3 is equivalent to the definition below, which was the original definition due
to Davis [4]. Suppose one diverts an amount ¢ of the initial capital into the purchase or
sale of claims. If the unit price per claim is p then the number of claims traded is ¢/p. We
consider the value function (¢/?) (z) and make the following definition.

Definition 4 (Marginal price [4]) The marginal price p of the claim is the price which
solves
Ou(c/p)

oc

(x —¢) =0. (20)
c=0
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In [4] it is shown that under suitable smoothness conditions p is given by the following
theorem.

Theorem 3 The marginal price is given by

EU (X7)C]
w'(z)

p= 2D

In the next subsection we shall show the equivalence of (21) and (19), by showing that
both representations result in
p=E?C=EC,

where Q¥ is the minimal entropy measure, which is the optimal dual measure Q* of the
dual problem (12) for exponential utility, and is defined by

E._ i P).
Q arggg\;?f(@, )

2.1 Dual representations for exponential utility-based prices

Using the fundamental duality results in Theorem 2 we can obtain the following representa-
tion for the primal value function 4™, from which dual representations for the indifference
prices follow.

Theorem 4 The value function u\™ () in (14) has the representation

M (z) = — —az — inf P EQC)|.
u™ (x) exp |—ax ngM(H(Q, ) + anE®C)

Proof Using the definition (15) of the dual value function v and the formula (9) for
the conjugate function corresponding to exponential utility, we have

V™ () = V(n) + g Jnf (H(Q.P)+ anEQ(C) | 22)

The duality between u(™ and v(™) in Theorem 2 implies v(™ (n) = —=x, so (22) gives that
n > 01is given by

= —az — inf (H(Q,P ECC)|.
n aexp[ azx QlélM( (Q,P)+an )]
Using this representation for 7 in (16) we find that the optimal terminal wealth satisfies
exp(—aX;") = Z7" exp [—ax — an/fvl (H(Q, P) + omEQC)] :
€

The result then follows from «(™) (z) = EU(X;:™).
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O

In particular, we have that the primal value function in the absence of claims is given by
u® (x) = —exp (—aa: — H(QE, P)) ,

where Q¥ is the minimal entropy measure, the optimal dual measure of the problem without
claims.

We then have the following immediate corollary, from the definitions of the indifference
price.

Corollary 1 The indifference price p™ is given by
1

p = | dnf, (@ P) + anB9C) - 1(QE.P)|.

In particular, for n > 0, we have that the utility indifference bid price per claim for n
claims is given by

(n) . () _ 1
Phia = D' )—Qlé% [EQC+M(H(Q,P)—H<QE,P))], n>0.  (23)

From this, we see that, in the limit o« — oo, we obtain

lim p\") = inf EQC
o Phid ng yy )
which is the lower bound of the no-arbitrage interval (1).

Similarly, for n < 0, say n = —m, with m > 0, we obtain that the utility indifference
ask price per claim for m claims is given by

m —m 1
P = p™ = sup |E9C - —— (H(Q.P) ~H(QP,P))|. m>0. (24)
QeM am

In the limit o — oo, we obtain

lim p;:z;) = sup EYC,

a—00 QeM

which is the upper bound of the no-arbitrage interval (1). We conclude that the possible
indifference prices for exponential utility span the entire no-arbitrage interval, as we vary
the risk aversion parameter.

For the marginal price, we have the following equivalences.

Theorem 5 The marginal price has the equivalent representations
P = lim p(”) = lim p(”) = EQEC, (25)
n—0 a—0

and these coincide with the representation (21).
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Proof First, (25) follows by letting & — O or n | 0 in (23) and letting « — O or m | O in
(24). The equivalence with (21) follows from Theorem 1, which implies that
U'(X7) _ dQ”
u'(x)  dP’

and the fact that for exponential utility, Q* = Q¥ the minimal entropy measure.
O

Theorem 5 confirms that the marginal indifference price is governed by a linear pricing
rule, as given by an expectation of the payoff under the optimal dual measure.

3 Basis risk model

Here is a quintessential example of an incomplete market in which the ideas of utility-
based pricing given in the previous section can be illustrated with great clarity and explicit
solutions. A number of papers ( [5,11,24,26,28] to name but a few) have studied such basis
risk models.

The setting is a filtered probability space (2, F,F := (F})o<t<7, P), where the fil-
tration IF is the P-augmentation of that generated by a two-dimensional Brownian motion
(B, B1). A traded stock price S := (S;)o<;<7 follows a log-Brownian process given by

dS; = O'St()\dt + dBt) =: O'Stdgt, (26)

where o > 0 and A are known constants. For simplicity, the interest rate is taken to be 0.
The process £ in (26) defined by d§; := Adt + dB; will play a role as one component of
an “observation process” in a partial information model in the next section, when A\ will be
treated as a random variable rather than as a known constant.

A non-traded asset price Y := (Y})o<t<7 follows the correlated log-Brownian motion

dY; = BY;(0dt +dWy) =: BYdC, @7)

with § > 0 and 6 known constants. The Brownian motion W is correlated with B according
to

d(B,W]; = pdt, W =pB+ 2 —P2BJ'> p € [-1,1],

and the process (, given by d(; := 0dt + dW,, will act as the second component of an
observation process in a partial information model in the next section, when 6 will be con-
sidered a random variable. We shall refer to the Sharpe ratios A (respectively, 0) as the drift
of S (respectively, ), for brevity.

A European contingent claim pays the non-negative random variable h(Y7) at time 7',
where h is a bounded continuous function. If |p| = 1, the model is complete and a BS-style
perfect hedge is possible (as we shall show). But for |p| # 1 the market is incomplete.
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Examples of underlying assets that are either not traded (or are difficult to trade) include
weather indices or baskets of many stocks. There is no tradeable asset which can be used
to perfectly replicate the claim payoff. Traders may resort to using a correlated traded asset
to hedge the claim, where the correlation is presumed to be close to 1, in effect taking the
traded asset as a perfect proxy for the non-traded one. A typical case is the hedging of a
basket option using a futures contract on a stock index, where the composition of the basket
and the index are not identical.

The set M of local martingale measures () is defined via the density process Z =
(Zt)o<¢<T given by

Zi=E(-N-B—v¢-BY), 0<t<T,

where £ denotes the stochastic exponential, and 1) = (1¢)o<;<7 is a process satisfying

fOT Y2dt < oo as. If, in addition, Z is a martingale, then we may define probability
measures () equivalent to P by

d
)
dP| .

The set M of martingale measures is then in one-to-one correspondence with the set of
integrands ).

The minimal martingale measure Q™, which will feature in many of our formulae,
corresponds to @ = 0, so has density process with respect to P given by

Q"

= —-A-B <t<T.
dP 7 g( )\ )t7 O_ =

Under Q™, (S,Y) follow
QJW
s, = 08dB®",
QIVI
ay, = BY; [(9— pA)dt +dw " | (28)

where BQM7 W™ are correlated Brownian motions under QM. The stock price S is a
local Q™ -martingale but this is not the case for the non-traded asset.

3.1 Perfect correlation case

In the perfect correlation case, p = 1, Y is effectively a traded asset, so no-arbitrage requires
the Q™ -drift of Y to be 0. Therefore, given o, 3, in the p = 1 case the Sharpe ratios of the
assets are related by

0=\ (29)

In fact, with p = 1, W = B, so we have

B/o
Y= Yo (g;) exp Bﬂ(o - ﬂ)] -
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We show that in this case the market becomes complete, and perfect hedging is possible.
Let the claim price process be P(t,Y;),0 <t < T, where P : [0,T] x R* — R™ is smooth
enough to apply the Itd formula, so that

dP(t,Yy) = [Fi(t, Yh) + Ay P(t,Yy)] dt + BYi Py (t,Yy)d By,

where Ay is the generator of the process Y in (27), and we have used the fact that W = B
if p=1.

A self-financing portfolio with initial capital  and (H;)o<¢<7 shares of stock at time
t € [0, T] has wealth process X = (X¢)o<i<7 given by

t
Xt = l‘—|—/ HSdSS.
0

To hedge a purchase of n claims, one replicates a position in —n claims, so we require
X7 = —nh(Y7) a.s., and in particular

X, = -nPtY,), 0<t<T, dX;=-ndP(tY}).

Then the perfect hedge is H,fp) (the superscript P denoting “perfect”) units of S at ¢t €
[0,T7], where
Y, 0
g™ = 500 by, 30
t nO’ St 8y ( ) t): ( )

and the claim pricing function P(t, y) then satisfies

Pit,0) + 30 Pylt,y) =0, P(T,y) = h(y)

where we have used the no-arbitrage condition (29). This is the BS partial differential
equation (PDE), so
P(t,Y:) = BS(t, Yi; B),

where BS(¢, y; ) denotes the BS formula at time ¢ for underlying asset price y and volatility
(. An important feature of (30) is that the perfect hedge does not require knowledge of the
values of the drifts ), 6.

3.2 Utility-indifference valuation and hedging

Now suppose the correlation is not perfect, so that the market is incomplete. We embed the
problem in a utility maximisation framework. Let the agent have risk preferences expressed
via the exponential utility function (2). The agent maximises expected utility of terminal
wealth at time 7', with a random endowment of n units of claim payoff. Define 7 =
(7¢)o<t<T as the process of wealth in the stock, so that 7, := H;S;. Given a starting time
t € [0, T the objective to be maximised is

T (t,z,y;7) = E[U(X7 + nh(Yr))| Xy = 2,Y; = y].
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The value function is u(™ (¢, z, ), defined by

W™t z,y) = sup J(tx,y;m), (31)
TeA
u"N(Tz,y) = Ulz+nh(y)). (32)
Denote the optimal trading strategy that achieves the supremum in (31) by 7*", and denote

the optimal wealth process by X ™",

We assume the random endowment nh(Y7) is bounded below. This ensures the maxi-
mum utility in (31) is well-defined.

The utility-based price at ¢ € [0, T is given by the analogue of Definition 1 for a starting
time ¢ € [0,7]. Given X; = z,Y; = y, the price per claim is p(") (¢, x, y), defined by

u(n) (t7 T — np(n) (ta z, y)7 y) = U(O) (t> z, y)

We allow for possible dependence on ¢, x, y of p(™) in the above definition, but with expo-
nential preferences it turns out that there is no dependence on z, as we shall see.

The optimal hedging strategy is given by Definition 2. In terms of the variable
m := HS, we have that the optimal hedging strategy for n units of the claim is 7l =
(WIEH))OQST given by

a = 0 0<t< T (33)

The solution to the optimisation problem (31) is well-known, using a so-called distortion
transformation (see Zariphopoulou [34]) to linearise the Hamilton-Jacobi-Bellman (HJB)
equation for u("). See [24] for more details of the computation in this model.

The HIB equation for the value function u(™ is

2

(n) (Aug ) 4+ pﬁwéﬁ)

u™ + Ayu™) — o = 0. (34)
2Ugq

The optimal trading strategy 7" is given by 7" = II*"(¢, X,"",Y}), where the function
" : [0,7] x R x R is given by

(n) (n)

II 7n(t7$7y) = ( o‘u(n)
T
We have the following representation for the value function and indifference price.
Proposition 1 [24] The value function v = v and indifference price p = p\™, given
X, =2x,Y, =yfort €[0,T), are given by

Wt z,y) = —e 0N T-0 [p Y)YV P
Ft.y) = B9 [exp (—a(l - p*)nh(Yr))| Vi =], (36)
1
™ = ——————log F(t,y).
P (t,y) ol — A0 og F(t,y)
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The function F'(t¢,y) satisfies a linear PDE by virtue of the stochastic representation (36)
and the Feynman-Kac theorem. It is easy to verify that the value function as given in
the proposition then satisfies the HIB equation (34). The indifference price formula then
follows from its definition.

The indifference pricing function p(™ (¢, y) satisfies

1 1
dm+ﬁw—pﬂwﬁ”+gﬁf%$—éﬂ%%MO—05@$U“=Q
with p(™) (T, ) = h(y). This is a semi-linear PDE, and in this sense the indifference pricing
methodology constitutes a non-linear pricing rule.

For n = 0, the indifference pricing PDE becomes linear, and by the Feynman-
Kac Theorem we obtain the following representation for the marginal price p(t,y) :=
liInn—>0 p(n) (t, y):

N o Q]\/I o
pt,y) = B [h(Y7)|Y: = y].

This is a special case of the general representation in Theorem 5, since in the basis risk
model the minimal entropy measure Q¥ coincides with the minimal martingale measure
QM. This is because the relative entropy between a martingale measure Q € M and P is
given by

H@Jﬂ:EQB<VT+A?ﬁﬁﬂ,

and this is clearly minimised by ¢ = 0.

Given the form of the value function, it is easy to show that the expression (35) for the
optimal control loses its dependence on . Then, applying Definition 2 gives the optimal
hedging strategy for a position in n claims (see [24] for further details of this derivation).
Proposition 2 The optimal hedging strategy for a position in n claims is to hold Ht(H)
shares att € [0, T, given by

5 o5

(H)
HW =-
t npa Sy 0y

(t,Y7). (37

We note that for p = 1 we recover the perfect delta hedge (30), and the claim price then
satisfies the BS PDE.

3.3 Residual risk process

Suppose the agent trades n claims at time O for price p™) (0,Yp) per claim. The agent

hedges this position over [0, 7] using the strategy (Ht(H))ogth- Her overall position has

value process R := (R;)o<i<T given by R; = Xt(H) + np(™ (t,Y}), so that

H)

dRy = dX{" + ndp™(t,Yy), (38)
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where X (1) = = (X, (H ))0<t<T is the value of the hedging portfolio in .5, satisfying

ax™ = mMas,
xW = —np™(0,Yp).

Using this in (38) along with the Itd formula and the PDE satisfied by p(") (t,y), we obtain

1
AR, = 5 Fn’a(l - )Y} (pgjl)) (t, Yo)dt + Bn/1— p2Yip™ (1, Vo) B, (39)

with Ry = 0. We call R the residual risk (or hedging error) process. The term in dB;-,
orthogonal to the Brownian increments driving the stock price, is interpreted as the un-
hedgeable component of risk. If p = 1 we see that the process R becomes riskless (recall
that the interest rate is zero), reflecting the fact that the market incompleteness disappears
in this case.

3.4 Power series expansions for the indifference price and hedge

We are interested in analysing the distribution of the terminal hedging error Rp. This is
not possible in closed form, so our approach is to use the SDE (39) to simulate 12 over
many asset price histories, and compute the distribution of terminal hedging error Rr. This
programme was carried out in [24] and [26].

To simulate R via (39) efficiently, one may use analytic approximations for p(") (t,y)
and pén) (t,y), in the form of power series expansions in powers of a := —a(1 — p?)n.
These arise from a Taylor expansion of the indifference pricing function

]. M
P (ty) = ~log B [exp (ah(Yr))| Vi =] (40)

For a random variable X, recall that its cumulant generating function (CGF) is ¥ x (a) :=
log E'exp(aX). Using linearity of the expectation operator, it is not hard to see that the
CGF has a Taylor expansion of the form

where kj(X) = k; is the j*' cumulant of X. The cumulants are related to the central
moments of X. For instance, writing

m;(X) := B(X?), p;(X):=E[(X -m1)], jeN,

for the j*" raw and central moments, it is not hard to show that the first three cumulants are
the mean, variance and skewness:

k(X)) = mi(X),
ka(X)
k3(X) = w3

I

=
2=
>
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The first two cumulants being equal to the mean and variance implies that the low order
approximation to the optimal hedge is a mean-variance hedging strategy, as pointed out by
Kramkov and Sirbu [21].

Since the pricing function (40) is proportional to the cumulant generating function of
the payoff under the minimal measure, it is easy to generate an analytic formula for the
indifference pricing function. In [26], Monoyios gives the following representation.

Proposition 3 The indifference pricing function p(”) (t,y) has the power series expansion

| —

P (ty) =) ik (7)) a1 + 0(d%), 41)
j=1
where a = —a(1 — p?)n and k; is the 3 cumulant of the payoff under QM, conditional

on'Y; = y. The expansion is valid for model parameters satisfying
E?Y [exp(ah(Yr))| Y = y] < 2. (42)

This means one can produce an accurate perturbation series for p(") (t,y), as a series of
BS-type formulae, which can be differentiated term by term to give an analytic approxima-
tion for pqg,n) (t,y). In particular, the leading order term in the price expansion is Davis’ [4]
marginal price. Once again, this shows how the non-linear pricing rule given by the indif-
ference price reduces to the linear pricing rule of the marginal price as the number of claims
tends to zero.

The terms in the expansion depend ultimately on the moments m,; :=
EQY W (Y7)|[Y; = y], j € N and (in the case of pg,n) (t,y)) on their partial derivatives
Om; := 0Om;/0y, j € N. These are easy to compute (in the case of a put option we give
some results shortly) since, under Q, and conditional upon Y; = y, log Y7 is normally
distributed: with N(m, ¥.?) denoting the normal probability law with mean m and variance
Y2, we have

logYr ~ N (Iogy +b— %212, 22) ,
b = B0 —pA)(T —1), (43)
¥ = AT -t).

For the optimal hedging strategy, the explicit results are obtained by differentiating (41)

with respect to y. If we denote by J«; the partial derivative of «; with respect to y:

where k; denotes any of m;, u;, k;, then we have:

Corollary 2 The partial derivative of the indifference price p™ (t,y) with respect to y has
the power series expansion

(9p(”) > 1 j—1 5
—(t,wzzﬁ(@kj)a +0(a).
1
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The partial derivatives of the cumulants are related to f4;, Op;. For instance, up to j = 3
we have

8k1 = aml,
Oky = Opa,
8k‘3 =5 8/13.

(See [26] for full details and more more formulae.)

The significance of the expansions is that they give easily computed closed form ap-
proximations for the indifference price and optimal hedge. In the specific case of a put
option, we have the following formulae for the raw moments of the payoff under the mini-
mal measure Q™.

Lemma 1 For a put option, h(y) = (K — y)*, where K > 0 is the strike price, the j'"
moment m; := EQY (W7 (Y7)|Y; = 9], j €N, is given by

m; = EJ: < ‘; > (—y) K= exp [6 <b+ %(z — 1)22>] B(—dy — (- 1)),

=0
where ®(-) denotes the standard cumulative normal distribution function, and where
_ 1 Yy Lo
b= 5 [log<K> +h+ 53 ]
b = B(0—pA)(T 1),
¥2 = BT -t).

Proof For the put payoff, we have, for j € N,
(h(r)Y = (K -Yr)*)
= (K =Yr) Ly, <k
J .
= > ( ‘; > (D) EYOYE Ly, <x,
=0

where I1y;.< iy denotes the indicator function of the event {Y7 < K'}. Given the lognormal
distribution (43) of Y7, it is easy to show that

y 1
B Vil < | Vi =y] = o exp (f (b + 50~ 1>22>> ®(—dy — (( —1)¥),

from which the result follows.

Lemma 2 Let j € N. For a put option payoff, h(y) = (K — y)*, Om, is given by

om; = — XJ: < / > (=)D K0 exp <e <b+ %(é - 1)22>> IN(=d— (L= 1)Z).

(=1
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Proof This is a straightforward exercise in differentiation.

O

This power series expansions for p(™ (¢, ) and pén)(t, y) give a closed form and ex-

tremely accurate (see [24]) computation of the optimal price and hedging strategy, with

the leading order term in the expansion for the price being the marginal price, p(t,y) =
ECQY [h(Y7)|Y; = y), of the claim.

3.5 Optimal versus naive hedging

In [24,26], a comparison was made between hedging a claim with the optimal strategy
versus with the BS-style “naive” strategy (30) which takes S as a good proxy for Y.

In the BS-style hedge, let us repeat the calculation leading to the residual risk SDE (39),
but with the claim traded at the BS price P(0, Yp) = BS(0, Yp) per claim and hedged using
the p — 1 limit of hedging formula (even though true value of p is not equal to 1). We then
obtain the “naive” hedging error process R'V, following

dRY = npY;(0 — N\)P,(t,Y;)dt +nBY; Py(t,Yy)[(p — 1)dB; + /1 — p2dBj].

Once again, we note that this is not riskless, but becomes so if the true value of p is indeed
1. The “naive” trader hopes this proves a good approximation.

For the case when the agent sells a put option (n = —1) on the non-traded asset, in
[26] Monoyios generated optimal and naive hedging error distributions using 10,000 asset
price histories. These showed that the optimal hedge error distribution has a higher mean,
lower standard deviation, and a higher median, than the naive hedge error distribution. The
increased median, in particular, showed how the relative frequency of profits over losses is
increased when hedging optimally. We shall see some examples of this type of simulation
in the next section, in the context of a partial information model.

Thus, the hedging strategy in (37) is, at first sight, superior to the BS-style hedge (30)
But from (28) we see that the exponential hedge requires knowledge of A, 6, which are
impossible to estimate with any degree of accuracy (see Rogers [30] or Monoyios [26]).
This can ruin the effectiveness of indifference hedging, as shown in [26].

It is therefore difficult to draw any meaningful conclusions on the effectiveness of
utility-based hedging in this model without relaxing the assumption that the agent knows
the true values of the drifts. This is the subject of the next section.

4 Partial information basis risk model

In the basis risk model of the previous section, we now assume the hedger does not know
the values of the return parameters A, 6, so these are considered to be random variables.
Equivalently, the agent cannot observe the Brownian motions B, W driving the asset prices,
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so is required to use strategies adapted to the observation filtration F generated by asset
returns. This is a partial information scenario.

Partial information problems under various scenarios have been studied by a number
of authors, usually in the context of optimal investment. Examples include Rogers [30],
Bjork, Davis and Landén [2], Nagai and Peng [29], and Monoyios [27], who treats the case
of exponential hedging of basis risk, the subject of this section.

4.1 Choice of prior

We shall take the the two-dimensional random variable

o~ ()

to have a Gaussian distribution which will be updated as the agent attempts to filter the
values of the drifts from asset observations during the hedging interval [0, T].

The choice of Gaussian prior is motivated by the idea that the agent has some past
observations of S, Y before time 0, uses these to obtain classical point estimates of the
drifts, and the joint distribution of the estimators is used as the prior in a Bayesian frame-
work. Ultimately, in order to obtain explicit solutions, we shall assume that the agent uses
observations before time 0 of equal length for both assets. Throughout, we make the ap-
proximation that the asset price observations are continuous, so that o, 3, p are known from
the quadratic variation and co-variation of .S, Y. This is because our goal here is to focus
on the severest problem of drift parameter uncertainty.

Consider an observer with data for S over a time interval of length tg, and for Y over a
window of length ¢y-, who considers A and 6 as constants, and records the returns d.S;/.S;
and dY;/Y; in order to estimate the values of the drifts. The best estimator of, say, A is

A(ts) given by

- 1 [hotts g,
Atsg) = — Sou
( S) tS tO S’Lt
_ 4 Brotts

ls

- N()\,1>,
ts

The estimator of \ is normally distributed, with a similar computation for the estimator of .
The estimator, (A, #), of the (supposed constant) vector (A, 6) is bivariate normal. Defining
vo := 1/tg and wq := 1/ty it is easily checked that

(3) ~xoee

where the mean vector M and covariance matrix C' are given by

M= A 7 o— Vo pmin(vo, wo) ' (44)
0 pmin(vg, wo) w0
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With this in mind, we shall suppose that (), §), now considered as a random variable, is
bivariate normal according to

A~ N(Xg,vp), 0~ N(Oy,wp), cov(A,60)=co:=pmin(vg,wp).
This distribution will be updated via subsequent observations of

1 [tds, 1 [tady,
== =2 =X+B ==
&t s/, 8. + B, G 5l v,

=0t + W,
over the hedging interval [0, 7).

4.2 Kalman-Bucy filter

We are firmly within the realm of a two-dimensional Kalman filtering problem, which we
treat as follows. Define the observation filtration by

A

Fi= (Fo<ter, Fi=0(£5,(0 <5< t).

The observation process, O, and unobservable signal process, U, are defined by

O 70
0= . U= ,
(Ct 0<t<T 0

satisfying the stochastic differential equations

dO, = Udt + DdB;,  dU = (8)

1 0 By
D= B, = .
(p 1—p2>’ ! (B#>

The optimal filter is U, = E[U |ft], 0 <t < T, atwo-dimensional process defining the
best estimates of \ and # given observations up to time ¢ € [0, T']:

O E\|F, A A
o= (5) = (o) () -(@) “
0 E[0|F] Bo )
The solution to this filtering problem converts the partial information model to a full infor-
mation model with random drifts, given in the following proposition. To avoid a prolifera-

tion of different symbols, we abuse notation and write, for example, 5\t = X(t, S¢) when a
process A is a function of time and current stock price.

where
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Proposition 4 The partial information model is equivalent to a full information model in
which the asset price dynamics in the observation filtration F are
dS; = oSi(\dt +dBy), (46)
dy, = BYy(Bdt+dWr), 47
where B , W are F-Brownian motions with correlation p, and the random drifts S\,é are

I@‘—adpated processes.
If X and 0 have common initial variance vq, then X\, 0 are given by

A o t o /dB,
~ )= ul ar ), 0<t<T, 48
()= o)+ [ vl )- 0 @

where (Vi)o<i<T is the deterministic function

o 1 +V0t'

Vit

Equivalently, A\, 0 are given as functions of time and current asset price by

. . Ao + vo&e N N 0o + vol:
t (7St) ].‘I—Vot ) t (7 t) 1+V0t ) ( 9)
with
1 S\ 1 1 AN
& . og <SO> + 20t, Gt 3 og <Yb> + 2ﬁt (50)

Proof By the Kalman-Bucy filter, for example Theorem V.9.2 in Fleming and Rishel [9],
U satisfies the stochastic differential equation

dU, = Vi (DDT) " (dO, — Uydt) =:V; (DDT) ™" dNy, (51)

where (IV;)o<t<7 is the innovations process, defined by

t
Nt = Ot—/Ust
0
<§tﬁfﬂsds)
G — [y Osds
B,
—. ([~ 52
(2) o

and classical filtering theory implies that B, W are [F-Brownian motions with correlation p.
The deterministic matrix function V' is the conditional variance-covariance matrix defined
by

Vi B[(U-0)(U - 0| #] = B[W -0y W - 1)),
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(T denoting transpose) where the last equality follows because the error U — Uy is indepen-
dent of .7:} (Theorem V.9.2 in [9] again).

Using (52), and writing d.S; in terms of d&;, as in (26), gives the dynamics (46) of S in
the observation filtration; (47) is established similarly.

The matrix V' = (V;)o<¢<7 satisfies the Riccati equation

avi

=-V,(DD") 'Vi,  Vo=C,
dt
where C is the covariance matrix in (44). Then R; := V}fl satisfies the Lyapunov equation

R,
dt

Define the elements of the conditional covariance matrix by

AR Y
Vi =: .
Ct Wi

Then the filtering equation (51) is a pair of coupled stochastic differential equations:
N - 1 Vi — pCt € — pvy d&y — hidt
doy) — 1—p2\ c—pw W, —pcy d¢, — 0,dt

i 1 Vi — pPCt  C¢ — PVg dBt
1 =p2\—pwr wi—pey dwy, )’

Solving the Lyapunov equation yields 3 equations for vy, wy, c;:

— (pD") ™"

7 Vo t
viw, — ¢ Vowg — €3 1—p?2’
Wi W t
2 2 = 20 (33)
ViWg — Cj VoWo — C§ 1—p
Ct B Co - pt
viwg —¢2 vowg — ¢2 1—p?’

where we have written ¢g = p min(vg, wg) for brevity.

Now make the simplification wy = vg. From the discussion on Section 4.1, we see that
this corresponds to using past observations over the same length of time, tg = ¢y, for both
S and Y in fixing the prior. Then ¢y = pvg, and the solution to the system of equations (53)
gives the entries of the matrix V; as

M

Vi = ———, Wt =V, Ct = pVg.
1+V0t7 ’ p

With this simplification, the equation for the optimal filter simplifies to

d d&, — \dt dB, 8
A~ =V ~ =V A
db; “\d¢, — 0,dt Naw )’
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which, along with the initial condition in (45), yields (48) and (49).
Finally, the expression in (50) for &; follows easily from the solution of (26) for S:

log (g;) =0 (& — ;M) ,

and a similar calculation gives the formula for (;.
O

With Proposition 4 we may now treat the model as a full information model with random
drift parameters (A, 0;), and this is done in the next section.

4.3 Indifference hedging with random drifts

On the stochastic basis (9, F, T, P), the wealth process associated with trading strategy
T = (m)o<i<r, an F-adapted process satisfying fOT m2dt < oo as., is X™ = X =
(Xt)o<t<T, satistying ) )

dX; = Uﬂt()\tdt + dBt) (55)

We use an exponential utility function, U(z) = —exp(—ax), © € R, o > 0. The primal
value function «(™ is defined once again as the maximum expected utility of wealth at T’
from trading S and receiving n units of the claim on Y, when starting at time ¢ € [0, 7]

uM(t,x,5,y) = suEE[U(XT +nh(Yr) | X = 2,8 = 5, Y =y, (56)
S

where A denotes the set of admissible trading strategies. The dynamics of the state variables
X, S,Y are given by (55) and (46,47). The set of admissible strategies is defined as in (10).
Once again denote the optimal trading strategy by n* = 7", and the optimal wealth

process by X* = X™*"™,
The utility indifference price and hedge for a position in n claims are defined in the
classical manner as earlier. In this case, we have that the indifference price per claim at

t €[0,T7], given X; = z,S; = 5,Y; = y, is p(™) given by

u(™ (t,z — np(”) (t,z,s,y),8,9) = u© (t,z,s).

H

The optimal hedging strategy, 7! := (ﬂ't is defined by

)ogth’
T = " — 71':’0, 0<t<T.

As before, with exponential utility the indifference price will not in fact depend on the initial
cash wealth z, so we shall write p(™) (t,z,s,y) = p(™ (t,s,y) from now on.

For small positions in the claim, the marginal utility-based price of the claim at ¢ €
[0,T]is p(t, s,y) defined by

B(t,s,y) == lim p™(t, 5,).
n—0
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We have seen that with exponential utility the marginal price is also equivalent to the limit of
the indifference price as risk aversion goes to zero. Under appropriate conditions (satisfied
in this model) it is given by the expectation of the payoff under the optimal measure of the
dual to the problem without the claim. As we shall see in the next section, in our case this
measure will be the minimal martingale measure QM , and we shall obtain the representation
Pt s,y) = B [h(YD)|S; = s, Y, = 1.

4.4 The dual problem

We shall attack the primal utility maximisation problem (56) via its dual problem.
The class M of local martingale measures for this model are measures () with density
processes defined by

=@ g A Boy.BY, o0<i<T,

Z; = =
" dP|g

for integrands v satisfying fOT P2dt < coas. ( fOT A2dt < oo is not hard to show). For ) =

0 we obtain the minimal martingale measure Q*, with density process ZtQ Yoeg (=X-B)s,
fort € [0, 7.
. Q]W . Q]\/I - Q]W ~ . ~
The change of measure density Z,° satisfies dZ,* = —\Z,° dB; and, since \; =

M
A(t, St) is a function of Sy, then so is ZtQ . The relevance of this is that the dual value
function will be a function of the current asset prices at any initial time, as we shall see.
Under Q € M, (B9, BY%) is two-dimensional Brownian motion, where

dBP := dBY + \dt,  dB9 = dB} + yydt.
Further, under ) € M, the asset prices and random drifts satisfy (with p := /1 — p?)

dS; = 0S8,dB?,

dY, = BYi[(0 — ph — piby)dt + W2,
dhi = vi—Ndt+ dBY,

b, = vi[—(pAe + pipu)dt + W),

where W@ = pBQ + ﬁél’Q.
The dual value function v = v is defined by

V4 V4
() (¢ = inf E 2 2L nh(Y;
v (anvsvy) ng/\/( Vv nZt "‘ﬁZt” ( T)

St:57}/%:y:|a

where V' is the convex conjugate of the utility function U'.
The primal value function u(™ (t,x,s,y) is then recovered from the bidual relation

W™ (t,2,s,y) = inf " (t,n, s,y) + 1]
n>0
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Expressing the density process (Z;)o<¢<7 in terms of ()-Brownian motions and using the
form of the convex conjugate function V' it is easy to obtain the dual value function in the
form

a QeM t

7 T N T R 1 T,
log (T) S / AdB2 — / YudBEQ + = / (A2 +v2) du.
Z ¢ ¢ 2 )i

It is not difficult to see that E fot A2du < oo for all ¢ € [0, T). If, in addition,

Z
vwwmaw=VW+”iﬁEQ@g<;)+mmn>

StZSaYt:y}7 (57)

with

t
EQ/ Yidu < oo, tel0,T), (58)
0

then the stochastic integrals in (57) will have zero expectation. Denoting by M’ the subset
of M for which (58) holds, we clearly have

Z
Qlél/fvt E° [bg (Zi> + anh(Yr)

Stzsyn:y]

Zr
= inf E9|log (== h(Y;
Qlen/vt’ [og<Zt> + anh(Yr)

St:S7}/t:y:|'

Then the dual value function decomposes as

o (tns,y) = V) + L (H(ts) + Glts,p)).

where
1 [T,
H(t,s) == EQ[2/ Ao du
t

St:San:y:|7

and where G(t, s, y) is the value function of a stochastic control problem:

1 T
G(t,s,y) = irdljf E€ [2/ Y2du + anh(Yr)
t

St—s,Yt—y] (59)

Note also that for n = 0, then G = 0, and we also have the dual value function for n # 0
given directly in terms of its counterpart for no claim on Y':

v (t,n,s,9) = 0O (t,n,s,y) + gG(t, $,Y),

which will be useful in obtaining a representation for the indifference price. The primal
value function is then recovered from the bidual relation as

u™(t,x,5,y) = uO(t, 2, 5) exp[~G(t, 5,9)], (60)

where
uO (t,z,s) = Ulx) exp[—H(t, 5)]. (61)

Applying the definition of the indifference price then gives the following representation.
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Theorem 6 The indifference price at t € [0, T is given by

1
") (¢ = —G(t
Pt s,y) = Gt s,y),
where the value function G is defined in (59).

Remark 1 Theorem 6 is a special case of the general dual representation for the indiffer-
ence price, Corollary 1, since the relative entropy H (@, P) between a measure () € M and

P is given by
IR
H(Q,P) = E? [2 / (A% + wf) dt} .
0
The Hamilton-Jacobi-Bellman (HIB) equation for G(t, s, y) is

G+ ASYG + mm [ Y2 — ﬁﬁ¢yGy] =0 G(T,s,y) = anh(y),
where Ag;\i is the generator of (.5, Y") under the minimal measure:

A G = Gy + B0~ pA)yGy + 557Gy + posyGiny
The optimal control is ¢} = ¢*(t, S¢, Yz) where
(L, s,y) = pPYGy(t, s, y)
so the HJB equation is the semi-linear PDE
G+ A%y G~ %(1 — B GE = 0.
Hence, the indifference price p(™ satisfies

D A — Can(t = ) (07) = 0. P, 50) = h(w)

The optimal hedging strategy is obtained easily, since the HIB equation for primal value
function gives the optimal trading strategy 7" in terms of derivatives of G(t, s, y), and
hence in terms of derivatives of the indifference price, and we have the following theorem.

Theorem 7 The optimal hedging strategy is to hold (A%{)Ogtgﬂ shares of S at time t €
[0, T, given by

Y;
Al = (051, 50) + 02

i, 8y, V) ) -

St py ( )y Pt t)

Note that, compared with the full information case, the optimal hedging strategy contains an
additional term involving a derivative with respect to the stock price variable. This in turn
has resulted from the extra dimension of the associated control problems. The drift param-

eter uncertainty has led to additional risk and hence to an extra hedging term to counteract
the added risk.
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Proof of Theorem 7 The HIB equation for the primal value function is
uﬁ”) +max Ay syu™ =0,
s

where Ax gy is the generator of (X, S,Y’) under P. Performing the maximisation over 7
yields the optimal Markov control as 7" = 7*" (¢, X;"", S, V3 ), where

“n j\uz(pn) + asug(g) + u;n)
T (t’x) S7y) = - ( (n) p/By Y Y

OUgy

and where the arguments of the functions on the right-hand-side are omitted for brevity.
For the case n = 0 there is no dependence on y in the value function u(?), and we have
70 = 70, X0 S,), where

3,,(0) (0)
g’ + osu
%,0 o T TS
T (t,x,8) = — <(0) ) .

OUgy

Applying the definition of the optimal hedging strategy along with the representations (60)
and (61) for the value functions, gives the result.

0

4.4.1 Linear approximation for the indifference price

To obtain analytic results and hence conduct a simulation study of the effectiveness of the
optimal hedging strategy, we may approximate the indifference price by the marginal price.
For n = 0 the indifference price PDE becomes linear, and the Feynman-Kac theorem gives
the marginal price as follows.

Corollary 3 The marginal price at t € [0,T] is given by
R M
p(t787y) :EQ [h(YT)‘St :371/1‘/ :y]

This is perfectly consistent with the general result of Theorem 5 since the minimal entropy
measure Q¥ coincides with QM , as can be seen from Remark 1.

The marginal price (and hence the optimal trading strategy) can be computed in analytic
form since, under Q™ log Y7 is Gaussian. We have the following result.

Proposition 5 Under Q™, conditional on S; = s,Y; = 1,
logYr ~ N(m,¥?)
A - 1
m = togy+ 5 (Be0) - pA(ts) — 35) (T -

$2 = (14 (1= Pl — )] BT — 1)



Utility indifference pricing with market incompleteness 29

Proof This is established by computing the SDEs for Y and for 6, — pj\t under QM.
Indeed, applying the Itd formula to log Y; under Q™ , we obtain, for t < T,

T R R 1 T . y
tog Y = log¥i+ 3 [ (6= phs) du— 35T - )+ [ av@, (@)
t t

where W®@" is a Brownian motion under QM. The dynamics of 6, — pj\t under Q™ are
A~ ~ _ Al M
d(6y — pA) = pvid B9
where B+Q" isa QM -Brownian motion perpendicular to that driving the stock, and related

to W@ by weY = pEQM + ﬁEL’Qﬂ4, where B@" is the Brownian motion driving S.
Hence, for v > t, after changing the order of integration in a double integral, we obtain

/tT (éu - Pj\u) du = (ét - P5\t> (T'—t)+ P/tT vu(T — u)dBj’QM.

This can be inserted into (62) to yield the desired result.
O

We are thus able to obtain BS-style formulae for the price and hedge. For a put option of
strike K we obtain the following explicit formulae for the marginal price and the associated
optimal hedging strategy, where ¢ denotes the standard cumulative normal distribution
function.

Corollary 4 With m and ¥ as in Proposition 5, define b = b(t, s, y) by
Lo
mzlogy—i-b—iz .

Then the marginal price at time t € [0,T) of a put option with payoff (K — Yr)* is
p(t, S, Yy), where
plt,s.y) = K&(—di+3)—ye"®(~d),

d = % [log (%) T bt 522] .

The optimal hedging strategy given by Theorem 7 with p as an approximation to the indif-
ference price is Ay = A(t, Sy, Y:), where

A(tv 5, y) = npggebq)(_dl)
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4.5 Performance of the optimal strategy

To assess the performance of the optimal strategy based on the marginal price, we conduct
the following simulation experiment.

Using chosen values for the “true” drifts A, 6, we generate asset price paths S,Y over
a time frame ¢g (1 year) and use this “data” to estimate the asset drifts, and so set a prior
distribution at time 0. We then set initial asset prices Sy, Yy and generate a price history
over [0, 7.

We suppose a put option of strike K is sold at time 0 for p(0, .Sy, Yy) and optimally
hedged over [0,7] (I' = lyear), incorporating updating from filtering, and using daily
rebalancing. In this way, we generate a terminal hedging error. We repeat this procedure
of setting a prior using past “data” and then hedging over [0, 7], over many paths (with the
same values of Sp, Yj in each simulation) to generate a terminal hedging error distribution.
Note that we used a new set of “past data” to set the prior on each simulation. The idea is
to allow for occasions where the mean of prior distribution is of variable quality in relation
to the true values of the drifts.

We repeat the hedging error computation over the same asset price histories using the
BS-style hedge (30), and also with a hedge in the absence of filtering, where we used the
initial estimates of the asset drifts to compute the hedge throughout the hedging time frame.
This uses the hedge in (37) and the approximation formulae from Monoyios [26].

The parameters were set as below. The initial BS price and delta are denoted by BSy
and A(]?S. The notation py denotes the average marginal price that the put was sold for
(recall that each simulation run results in a different initial prior). The average mean for the
prior distribution of X is denoted Mo (and similarly for #); “NF” denotes “no filtering”.

A= 0.5, o =0.22, =045 =018, p=0..85
Sp =100, Yy = 100, K =100

BSg =717, ABS = -0.46

Po="T7.20, Ag=—-0.32

e =733, AN =-047

X =0.11, Gy = 0.09.

The results are shown in Figure 1 and Table 1. They clearly show that the optimal hedge
with learning produces a hedging error distribution with higher mean, lower standard devi-
ation and, significantly, a higher median (all as percentages of the initial option premium),
than either the BS hedge or the hedge without learning. Thus, the frequency of profits over
losses is increased by the optimal hedging program incorporating learning.

Varying some parameters slightly gave the results in Figure 2 and Table 2. The results
are still favourable, even if one sells the option for a lower value than the BS price, showing
that the improvement in hedging performance is not due to starting with a higher wealth in
the initial hedging portfolio.

The conclusion is that optimal hedging combined with a filtering algorithm to deal with
drift parameter uncertainty can indeed give improved hedging performance over methods
which take S as a perfect proxy for Y.
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Table 1: Hedging error statistics for Figure 1 (as percentage of premium)

Mean SD  Median
Optimal Hedge 209 628 123
BS Hedge -17.6  80.5 -11.6
Unfiltered Hedge -15.7 794 -10.1

Percentage Hedging Error Distributions
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g
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Terminal Hedge Error (as fraction of premium)

Figure 1: Percentage hedging error distribution

Table 2: Hedging error statistics for Figure 2 (as percentage of premium). The parameters
are the same as those for Table 1 except for A = 0.4, 3 = 0.23, p = 0.9. In this case the BS
price was 9.16, the average optimal price was 8.99 and the average price without filtering
was 9.12.

Mean SD  Median
Optimal Hedge 7.09 51.8 13.1
BS Hedge 557 528 10.0
Unfiltered Hedge 5.16 53.1 9.60
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Percentage Hedging Error Distributions
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Figure 2: Percentage hedging error distribution

Conclusion

In this chapter we analysed utility-based pricing and hedging in incomplete security mar-
kets. We have derived probabilistic representations for indifference prices. In general these
are non-linear pricing rules reducing to linear pricing rules as the number of claims be-
comes small. We computed prices and optimal hedging strategies in basis risk models,
under full and partial information scenarios. these showed how optimal hedging can indeed
outperform hedging methods based on complete market approximations. This is therefore
of relevance to practitioners as well as to academics. The take-up of utility-based pricing
by practitioners has been somewhat limited, given the need to specify a utility function. It
is possible that the results of this chapter can show the potential benefits of applying such
techniques in practice.

Acknowledgements

Thanks to Matthias Ehrhardt for the invitation to contribute to this volume.

References

[1] D. Becherer Utility-indifference hedging and valuation via reaction-diffusion systems,
Proc. R. Soc. Lond. A 460 (2004) 27-51.

[2] T.Bjork, M.H.A. Davis and C. Landén, Optimal investment under partial information,
preprint, 2008.



Utility indifference pricing with market incompleteness 33

[3] E. Black and M. Scholes, The pricing of options and corporate liabilities, Journal of
Political Economy 81 (1973) 637-659.

[4] M.H.A. Davis Option pricing in incomplete markets, in "Mathematics of Derivative
Securities” (M.A.H. Dempster and S.R. Pliska, eds.), Cambridge University Press,
1997.

[5] M.H.A. Davis, Optimal hedging with basis risk, in ”"From Stochastic Calculus to
Mathematical Finance : The Shiryaev Festschrift” (Y. Kabanov R. Lipster and
J. Stoyanov, eds.), Springer, 2006.

[6] M.H.A. Davis, V.G. Panas and T. Zariphopoulou, European option pricing with trans-
action costs, SIAM Journal of Control and Optimization 31 (1993) 470-493.

[7] F. Delbaen, P. Grandits, T. Rheinlidnder, D. Samperi, M. Schweizer and C. Stricker,
Exponential hedging and entropic penalties, Mathematical Finance 12 (2002) 99—-123.

[8] F. Delbaen and W. Schachermayer, A general version of the fundamental theorem of
asset pricing, Mathematische Annalen 300 (1994) 463-520.

[9] W.H. Fleming and R.W. Rishel, Deterministic and Stochastic Optimal Control,
Springer-Verlag, 1975.

[10] M.R. Grasselli and T.R. Hurd, Indifference pricing and hedging of volatility deriva-
tives, Applied Mathematical Finance 14 (2007) 303-317.

[11] V. Henderson, Valuation of claims on nontraded assets using utility maximization,
Mathematical Finance 12 (2002) 351-373.

[12] S.D. Hodges and A. Neuberger, Optimal replication of contingent claims under trans-
action costs, Review of Futures Markets 8 (1989) 222-239.

[13] J. Hugonnier, D. Kramkov and W. Schachermayer, On utility-based pricing of contin-
gent claims in incomplete markets, Mathematical Finance 15 (2005) 203-212.

[14] Y. Kabanov and C. Stricker On the optimal portfolio for the exponential utility maxi-
mization: remarks to the six-author paper, Mathematical Finance 12 (2002) 125-134.

[15] I. Karatzas and S.G. Kou, Pricing contingent claims with constrained portfolios, An-
nals of Applied Probability 6 (1996) 321-369.

[16] I. Karatzas, J.P. Lehoczky, S.E. Shreve and G-L. Xu, Martingale and duality meth-
ods for utility maximization in an incomplete market, SIAM Journal on Control and
Optimization 29 (1991) 702-730.

[17] 1. Karatzas and S.E. Shreve, Methods of Mathematical Finance, Springer, 1998.



34 Michael Monoyios

[18] D. Kramkov, Optional decomposition of supermartingales and hedging contingent
claims in incomplete security markets, Probability Theory and Related Fields 105
(1996) 459-479.

[19] D. Kramkov and W. Schachermayer, The asymptotic elasticity of utility functions and
optimal investment in incomplete markets, Annals of Applied Probability 9 (1999)
904-950.

[20] D. Kramkov and M. Sirbu, Sensitivity analysis of utility-based prices and risk-
tolerance wealth processes, Annals of Applied Probability 16 (2006) 2140-2194.

[21] D. Kramkov and M. Sirbu, Asymptotic analysis of utility-based hedging strategies for
small number of contingent claims, Stochastic Processes and their Applications 117
(2007) 1606—-1620.

[22] M. Monoyios, Efficient option pricing with transaction costs, Journal of Computa-
tional Finance 7 (2003) 107-128.

[23] M. Monoyios, Option pricing with transaction costs using a Markov chain approxi-
mation, Journal of Economic Dynamics and Control 28 (2004) 889-913.

[24] M. Monoyios, Performance of utility-based strategies for hedging basis risk, Quanti-
tative Finance 4 (2004) 245-255.

[25] M. Monoyios, Characterisation of optimal dual measures via distortion, Decisions in
Economics and Finance 29 (2006) 95-119.

[26] M. Monoyios, Optimal hedging and parameter uncertainty, IMA Journal of Manage-
ment Mathematics 18 (2007) 331-351.

[27] M. Monoyios, Marginal utility-based valuation and hedging of claims on non-traded
assets with partial information, preprint, 2008.

[28] M. Musiela and T. Zariphopoulou, An example of indifference prices under exponen-
tial preferences, Finance & Stochastics 8 (2004) 229-239.

[29] H. Nagai and S. Peng, Risk-sensitive dynamic portfolio optimization with partial in-
formation on infinite time horizon, Annals of Applied Probability 12 (2002) 173-195.

[30] L.C.G. Rogers, The relaxed investor and parameter uncertainty, Finance & Stochas-
tics 5 (2001) 131-154.

[31] W. Schachermayer, Optimal investment in incomplete markets when wealth may be-
come negative, Annals of Applied Probability 11 (2001) 694-734.

[32] R. Sircar and T. Zariphopoulou, Bounds and asymptotic approximations for utility
prices when volatility is random, SIAM Journal on Control and Optimization 43
(2005) 1328-1353.



Utility indifference pricing with market incompleteness 35

[33] A.E. Whalley, and P. Wilmott, An asymptotic analysis of an optimal hedging model
for option pricing with transaction costs, Mathematical Finance 7 (1997) 307-324.

[34] T. Zariphopoulou, A solution approach to valuation with unhedgeable risks, Finance
& Stochastics 5 (2001) 61-82.



