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Summary. We consider the problem of hedging a contingent claim, in a market
where prices of traded assets can undergo jumps, by trading in the underlying asset
and a set of traded options. We give a general expression for the hedging strategy
which minimizes the variance of the hedging error, in terms of integral represen-
tations of the options involved. This formula is then applied to compute hedge
ratios for common options in various models with jumps, leading to easily compu-
table expressions. The performance of these hedging strategies is assessed through
numerical experiments.
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1 Introduction

The Black—Scholes model and generalizations of it where the dynamics of
prices X; = (X},..., X[") of several assets is described by a diffusion process
driven by Brownian motion

dXt = Xto(t,Xt)th + thu/tdt (1)

have strongly influenced risk management practices in derivatives markets
since the 1970s. In such models, the question of hedging a given contingent
claim with payoff Y paid at a future date T' can be theoretically tackled via a
representation theorem for Brownian martingales: by switching to a (unique)
equivalent martingale measure (), we obtain a unique self-financing strategy
¢; such that

T
Y:EQ[Y|FO]+/ #dX; Q a.s. (2)
0
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v(2) 2 p(2)A and (272 (2)]  p2)A;, i=1,...,m,

hold almost surely for some finite-valued adapted process A and some
deterministic function p satisfying [, p(z)v(dz) <
(iii) We fix a time horizon T and assume

T
E/ (o 2+As)ds<
0

These assumptions imply in particular that the stochastic integrals (1)—(2)
exist and define square-integrable martingales. Below we give several exam-
ples of stock price models satisfying (1) and the assumptions (i)—(iii) and in
Section 3 we will show that European and many exotic options can indeed be
represented in the form (2).

Example 1 (Exponential Lévy models). Let L be a Lévy process with charac-
teristic triplet (o,v, 7). For e¥ to be a martingale, the characteristic triplet
must satisfy

2

/ e'v(dy) < , and 7+(L+/(6” Lyl 1)v(dy) =0.
[yl>1 2

In this case, X; = Xoe® satisfies the following stochastic differential equation:
t
X, = Xo+ / o X AW, + / Xs(e? D)Ju(ds  d2),
0 [0<t]x R

where J, is the compensated jump measure of L. From the Lévy-Khinchin
formula,

E[X?] = X¢ exp{to? —&—t/(ex 1)2v(dz)},
R

hence, X; is square integrable if flwl 1 e?y(dz) <

Example 2 (Markov jump di usions). Let o : [0, ) R™ R™ R? and
v:[0, ) R R™ R™ be deterministic functions satisfying the conditions
of Lipschitz continuity and sublinear growth (see [23, Theorem III.2.32]). Then
the following stochastic differential equation

¢
X =Xo +/ o(s, Xsg)dWs Jr/ v(s, 2, Xs5)J(ds  dz), (3)
0 [0<t]x R

admits a unique strong solution X satisfying the assumptions (i)—(iii) above.
Processes of this type are referred to as (martingale) Markov jump diffusions.

Some authors define jump-diffusions by allowing the intensity measure
v to depend on the state [14]. However, whenever the intensity measure v
in Equation (3) is infinite and has no atom, a model with state-dependent
intensity measure can be transformed to the form (3) by choosing appropriate
coefficients [21, Theorem 14.80].
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Example 3. (Barndor -Nielsen and Shephard stochastic volatility model).
Under the martingale probability the stochastic volatility model proposed by
Barndorff-Nielsen and Shephard [3] has the following form:

1
Y, =( Up) 5o7)dt+ 0 dW; + pdZ, (4)
do? = X\o?dt +dZ;,, of >0 (5)
where [(§) = logE(e 1), p 0, A > 0 are constant parameters, W is a

standard Brownian motion and Z is a subordinator without drift, independent
from W. The stock price process X; = Xget satisfies the following:

t t
Xt:Xo—i—/asXdes—i—// Xas(e® 1)J(ds de),
0 0 0

where J is the compensated jump measure of Z. To check the integrability of
X, we use the formula for the Laplace transform of Y; [8, p. 489]:

E[th} = XgE[eZY'] = Xg exp ( 2l(p)t + 0(2,5()\,t) Jr/t (20 +e(\t s))ds)
0

where e(\,t) = 15" A sufficient condition for this to be finite is
120+ 1/)) < / e@ 1Ty (dr) <
1

where v is the Lévy measure of Z. Under this condition Barndorff-Nielsen and
Shephard’s stochastic volatility model satisfies the hypotheses (i)—(iii) above.

2.2 Minimal Variance Hedging

Consider an agent who has sold at ¢ = 0 the contingent claim with terminal
payoff Y for the price ¢ and wants to hedge the associated risk by trading
in assets (X1,...,X™) = X. We call an admissible hedging strategy a pre-
dictable process ¢ : 2 [0,7]  R™ such that [;¢;dX; is a square integrable
martingale. Denote by A the set of such strategies. The residual hedging error
of ¢ A at time T is then given by

T
erled)=c Y+ /0 Ged X, (6)

Proposition 4. Let Y Fr be a square integrable contingent claim and
denote Y; = E[Y|F,]. Suppose that X; and Y; admit representations (1) and
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(2) satisfying the hypotheses (i)-(iii) on page 200. Suppose in addition that
the matrix

A@:wq+4wwmwmu>

is almost surely nonsingular for all ¢ [0, 7], where the star denotes the matrix

transposition. Then the minimal variance hedge (¢, ¢), solution of

Bler(¢,9)") = inf  Eler(c,¢)’],
is given by
¢=E[Y]=Yo (7)
if t>7(w) (8)
b= 11 (oo + [ W) ) 100 )

Proof. First, for every admissible strategy ¢,

T 2
El(er(c,¢))’) = (¢ EN)*+E <E[Y] Y+/0 ¢tht> :

This shows that the initial capital is given by ¢ = E[Y]. Substituting ¢ = ¢
yields

T T
E[ET(@(b)z] :/o E ¢tUt U? 2dt+/T E (ﬁﬂ)’t zdt

T

+/0 dt/Rl/(dz)E(d)t’Yt(Z) 7% (2))?
T

_|_/T dt/Ru(dz)E((bt%(Z))?

This expression is clearly minimized by the strategy (;3 Moreover, under the
assumptions of this proposition, almost surely, (¢¢)o + 7 is caglad and there-
fore admissible.

Remark 5. The left-continuity of hedging strategies in other settings, in parti-
cular when explicit representations are not available, is discussed in [24].

Remark 6 (Tikhonov regularization). Although in the above result we suppose
that the matrix M, is nonsingular, in some cases it may be badly conditionned
leading to numerically unstable results. To avoid this problem, one can regu-
larize M by adding to it some fraction of the unit matrix: this corresponds to
minimizing
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T
J(6) = El(er(é, $))?] + aE /0 o 2dt

for some a > 0. It is easy to check that the solution to the minimization
problem is then given by

579 (w) = {M; + al}3? <a?at - /R v(d2)7} (2)n(2) >1[0< 1()-

This procedure is also equivalent to adding « to each eigenvalue of M. Fol-
lowing the literature on regularization of inverse problems [15], we choose
the regularization parameter « in such way that the hedging error with the
regularized strategy El[(er(¢, dres ))?] is at its highest acceptable level.

3 Martingale Representations for Option Prices

In this section we obtain martingale representations of type (1) for the prices
of various options. This will allow us to apply the general formula for hedge
ratios (9) in the case when the asset to be hedged and/or the traded assets
used for hedging are options on other assets.

To obtain explicit formulas for martingale representations, we assume that
the price process X is a Markov process of the form (3). When we need
to mention explicitly the starting value of a Markov process, we denote by
(X?)t o the process started from the initial value Xo = z and by (Xt( (z))t
the same process started from the value X =z at time t = 7.

In some cases (Asian options, stochastic volatility, . . .), one has to introduce
additional non-traded factors X  R™ such that the extended state process
(X, X) is Markovian:

t
X = Xo —|—/ o(s, Xss, Xsg )dWs —|—/ v(s,2, X5, Xs5)J(ds  dz),
0 [0<t]x R
-~ - t B t ~
X: = Xo +/ A(s, X, Xs)ds —‘r/ (s, Xsg, Xsg)dWs
0 0
+/ ’?(sazvaé»Xsé)j(dS dz)
[<t]x{ =:]z| 1}
+/ ’?(S,Z,XSQ,ng)J(dS dZ)
[0<t]x{ =:|2|>1}

Note that the components of X are not necessarily martingales because they
do not represent prices of tradables. For simplicity, unless otherwise men-
tioned, in the rest of this section we assume there are no non-traded factors
and that the price process is one-dimensional (m = 1). We treat separately
the case of general Markov jump diffusions and the case of Lévy processes.
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3.1 European Options

Let X be defined by (3) and H be a measurable function with E[H (X7)?] <
The price of a European-type contingent claim is then a deterministic function
of time t and state Xj;:

Cy = E[H(XT)IFIS] - C(tht)’ (1)

where C(t,z) = E[H(XY)].

Suppose that the option price C(t,z) is continuously differentiable with
respect to ¢t and twice continuously differentiable with respect to x. The Ito
formula can then be applied to show that the price of a European option
satisfies a stochastic differential equation of type (3):

6C(t7 Xt)
Ox

Jr/]R(C(t,th +(t, 2, X8 )) C(t,th))j(dt dz)
+{60(t,Xt) 1 , 0?C(t, Xy)

dCt = U(t,Xt)th

ot Tt X) 55

aC(t, X;)

+/R<C(t,Xt+'y(t,z,Xt)) Ct, Xe) ~(t,z, X3) pe

) z/(dz)}dt
(2)

Note that the first line of the above expression is a local martingale. On the
other hand, from (1), C; itself is a martingale. Therefore, the sum of the second
and the third line is a finite variation continuous local martingale. This means
that it is zero and we obtain the following martingale representation for Cj:

C(T,Xr) H(Xr)=C(0,Xo) +/T 90, Xy)

0 o O'(t,Xt)th

+/O /]R(C(tthé +(t, 2, Xis)) O, Xus))J(dt  dz). (3)

Despite the simplicity of this heuristic argument, a rigorous proof of this
formula requires some work. We start with the case of Lévy processes and
discontinuous payoffs.

Proposition 7. Let H be a measurable function with at most polynomial
growth: p 0, |[H(x)] K(1+ |z|?), and X be a Lévy process with charac-
teristic triplet (o, v, ) satisfying the following conditions:

1
(@) o>0 or 3 (0,2), liminf 5 /é|y|21/(dy)>0; (4)

i1 ptly, .
(if) /|y|>1'y' (dy) < (5)

Denote X7 z+ X;. Then
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1. The European option price C(t,x) = E[H(X%s,)] belongs to the class
C (0,7) R) with ‘ﬁ(z)‘ K(1+ |z), for all n,m 0.4

2. Suppose in addition that the set of discontinuities of H has Lebesgue
measure zero and that

/| . lyl*Pv(dy) < . (6)

Then the process (C(t, X[))o + T IS a square integrable martingale with
the following representation

Ct, X¥) = C(0,2) + /M AW,

/ / (5, X% +2) Cls,X%)J(ds d2). (7)
Proof. Part 1. Let ¢;(u) = E[e®*t]. Condition (4) implies

|pe(u)]  Kiexp( Kzlu| ) (8)

for some positive constants K1, Ko, and all t > 0, and therefore that X; has
a C  density pi(x) for all t > 0. For o > 0 this is straightforward and for
o = 0 see [26, Proposition 28.3].

The derivatives of C' can now be estimated as follows (we denote 7 =T )

P [ ol G
K [+ am| %t ).
] Pt | (ERE A L= I

9)

4 Here and in all proofs, K denotes a constant which may depend on n, m and
and vary from line to line.
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(C(t.z) Clty)? E(HXE) HEXL)?
KE[(X$™  X{2 K@ y)?

The existence and square integrability of (14) now follows from
t
/ /E(C(&Xﬁ—f—’y(s,z,Xﬁ)) C(s, X%))%v(dz)ds
0
K//E (8,2, X))v(dz)ds K/E + | X2))2ds <

3.2 Asian Options

Exotic options can be introduced via the process of non-traded factors X (see
the beginning of this section): for Asian options, one can take

t
Xt:/ X.ds
0

and the option’s price is then given by
C, = E[H(X7)|F] = C(t, X1, X,),

that is, the option’s price is now a function of time and (extended) state and
one can use the theory developed for European options.

3.3 Barrier Options

The value of a knock-out barrier option can be represented as
CP = E[H(X7)1 >7|F],

where 7 is the first exit time of X from an interval B. For example, in the case
of an up-and-out option with barrier b we have 7 = inf{t 0: X; > b}. If X
is a Markov jump-diffusion then, conditionally on the event that the barrier
has not been crossed, the price of a knock-out barrier option only depends on
time and state. Therefore,

CP=1.,CPtX,),

B xz /B
where C7(t,z) =

0,
){E[H<X‘;‘”>1t>ﬂ, . B (19)

and 7; is defined by » = inf{s ¢ : th(x) / B}. Furthermore, the above is
equivalent to CZ = CB(t 7,X; ). Supposing that CB(t,x) possesses the
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required differentiability properties, we can apply the It6 formula up to time =
obtaining an SDE of type (2):

t B
X
CcB =B +/ %a(s,xs)dm
0 X

+/ (CB(s,Xss +7(5,2,Xs8)) CB(s,Xss5))J(ds dz).(16)
[0t ]x R

However, in the case of barrier options the proof of regularity is much
more involved [12] than for European ones. The following result, based on
Bensoussan and Lions [5], allows to obtain a martingale representation for
barrier options under further assumptions:

Proposition 9. Let X be as in (3) with m = 1 and o and ~ satisfying the
following hypotheses:

(i) There exist K3, K, with 0 < K; < K> such that K; < o(t,z) < K, and
% < K, for all ¢, z.
(ii) There exists a Radon measure m on R \ {0} such that

/]R [zlm(dz) <

and A B(R), (¢2)
m(A)  v({z:q(tz2) A}

(iii) B is a bounded open interval on R.

(iv) The payo function H satisfies H Wy ?(B), 4 < p < . The space
Wy?(B) denotes the W1 (B)-closure of C, (B), the space of smooth
functions with compact support in B. This implies that the payo must
tend to zero as one approaches the barrier.

Then the barrier option price C?(t,z) defined by (15) belongs to the space

" Ot Ox’ 022
and the process (CP)o ; r is a square integrable martingale satisfying the
representation (16).

WP ={z L*(0,T] B) Lr([o,T)  B)}

Proof. The regularity result is a corollary of Theorems 3.4 and 8.2 in [5]. To
obtain the martingale representation, we can approximate CE (¢, z) in W12®
by a sequence of smooth functions (CZ), apply the Ité6 formula to each C,,

and then pass to the limit using the inequality (II1.7.32) in [5]:

T
E / fs, X0ds| | Crolfle [ IPRY, p>2  (7)

where X satisfies the hypotheses (i) and (ii) of the above proposition.
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and this in turn implies that the price of an option whose payoff does not grow
at infinity faster than |2|™>?! will be n times differentiable in ¢ and infinitely
differentiable in x (at every point with o > 0). The derivatives with respect
to 0§ can be estimated similarly. Applying Proposition 4 yields the following
optimal ratio for hedging with the underlying:

ofs % +x= Juld2)(e 7 DOt Xige *,0fs +2)  C(t, Xis,07)]
ofs + [(e = 1)%v(dz) '

When there are no jumps in the stock price (p = 0) the optimal hedging
strategy is just delta-hedging: ¢; = —)C;; even though there are jumps in the
option price, they cannot be hedged. On the other hand, when p = 0, the
above formula has the same structure as equation (1) for exponential Lévy
models, with the difference that we also have to take into account the effect of
jumps in o(t) on the option price. The impact of the stochastic volatility on
the optimal hedging strategy with the underlying asset is thus rather limited:
for example, the mean reversion parameter A does not appear in the hedging
formula.

=

Numerical Example: Hedging a European put in Merton’s Model

In this example we suppose that the asset X! follows the Merton (1976) model,

§6=)?
e 22 . We

simulate 10000 trajectories of stock in this model with two different parameter
sets given below:

which is an exponential Lévy model with o > 0 and v(z) = —

M Jump mean  Jump stddev
Model 1: Risk-neutral 0.1 5 —0.05 0.1
Bullish market  Historical 0.2 01 5 —0.05 0.1
Model 2: Risk-neutral 0.1 10 —0.2 0.2
Fear of crash Historical 0.2 0.1 5 —0.05 0.1

The option to be hedged is an out-of-the-money European put with strike
K = 1.2 and time to maturity T = 1. For each price trajectory, we compute
the residual error for hedging this option using three different strategies: delta
hedging, optimal quadratic hedging with stock only, and optimal quadratic
hedging with stock and another European put option with K =1 and 7' = 1.

It is important to note that, in this and the following example, the hedge
ratios were precomputed on a grid of time and stock price values with formula
(9) before simulating the price trajectories; details of computations can be
found in [11]. The option prices were evaluated using the following result [12]:

Proposition 11. Let the payo function H verify the Lipschitz condition and
let h(x) = H(Spe”) have polynomial growth at infinity. Then forward value

fe(t,z) = E[h(z + X})]
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Fig. 2. Left: histograms of the residual hedging error for an up and out barrier put
with strike K = 1 and barrier B = 1.2. Right: option price pro lesat T = 0.5

Hedging a Barrier Option in Merton’s Model

In this example we continue to work in Merton’s model and we want to hedge
a barrier put with strike K = 1 and barrier at B = 1.2 using the underlying
and a European put option. Figure 2, left graph, depicts the histograms of the
residual hedging error for three strategies: hedging with the underlying asset
only; hedging with the underlying asset and a European put with strike at the
barrier; hedging with stock and a European put with strike K = 1. The model
parameters correspond to model 1 of previous example. This example shows
that a much better hedging performance is achieved by using a European
option with the same strike as that of the barrier option. The right graph
shows the option price profiles of these two options at time 7" = 0.5. Using
a European option for hedging allows to better reproduce the convexity of
the barrier option price but it does not take into account the discontinuity of
derivative at the barrier.
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