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Non quadratic local risk-minimization for
hedging contingent claims in the presence of
transaction costs

Frédéric Abergel* and Nicolas Millot f

Chair of Quantitative Finance, Ecole Centrale Paris, Grande Voie des Vignes,
92290 Chatenay-Malabry, France.

Summary. Following up on the new criterion introduced in Abergel and Millot
[1] for hedging contingent claims in incomplete markets, we extend the approach
to the case where there are transaction costs on the stock component. The local
risk is a convex function of the local costs process. We derive corresponding optimal
strategies in both discrete time and continuous time settings. Finally we give an
application of our hedging method in the stochastic volatility case as well as in the
jump diffusion case.

1 Motivations

While the non-quadratic local risk-minimization method is flexible in that it
allows to choose a function f to assess risk, one of its strengths is also to
enable the consideration of market imperfections, namely liquidity costs.

In the quadratic framework introduced by Schweizer [17], introduction of
bid/ask spread into the picture has been tackled in a discrete time setting
by Lamberton, Pham and Schweizer [14] and its extension to continuous time
does not seem obvious. On the other hand, taking liquidity costs into account
while using self-financing strategies was nicely undertook by Cetin, Jarrow
and Protter [5] through the introduction of a stochastic supply curve.

We propose to use their idea to model liquidity costs in the recently in-
troduced non-quadratic local risk-minimization framework [1] and derive the
equations driving the optimal hedge together with the theoretical portfolio
value. Numerical implementation should demonstrate the robustness of this
approach even with the presence of market imperfections and help choose the
best function for assessing risk.

* frederic.abergel@ecp.fr
t nicolas.millot@ecp.fr
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2 Frédéric Abergel and Nicolas Millot
2 Discrete time setting

To better motivate our continuous time presentation we start by investigating
the discrete time setting and study existence and uniqueness of solutions to
the minimization problem. We first place ourselves in a multi-period model
where the evolution of the stock price is given by a strictly positive semi-
martingale Si, (k = 0,---,7T) on some probability space (£2, F, P). Let Fy
denote the o—field of events which are observable up to and including time k.
We assume that Sy is adapted and square-integrable and that the conditional
variance of its returns E ((Sk+1 — Sk)2|fk) —E (Sg+1 — Sk|]-'k)2 is strictly pos-
itive P almost surely. In order to avoid complicated notations, we work with
zero interest rates but this is not a loss of generality as it basically amounts
to having discounted stock prices with the existence of a riskless asset.

A contingent claim is described by a square-integrable random variable
H € L?(P) that will be assumed of the following form H = 675 + g
with 67 and B¥ being Fr—measurable random variables. Thus we are con-
sidering European type options that can have a cash settled component and
a deliverable one.

For example, a call option with strike K would correspond to H = (St —
K)T =1g,>x57 — Klg,>K, so that 67 =15, >k and B = —K1g,>k.

2.1 Trading strategies

A trading strategy @ is given by two stochastic processes o, (k = 0,---,T)
and B, (k = 0,---,T). 0 is the amount of stock held in period k, (=
[tk,tk+1)) and has to be fixed at the beginning of that period, i.e. we as-
sume that 0y is Fr—measurable (k =0,---,T).

The amount Sy held in the market account in period k is fixed at the beginning
of this period too, i.e. we assume that fj is Fi-measurable (k =0,---,T).
We further assume that both § and 8 are in L?(P).

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

Vi = 6,8k + Br, (k=1,---,T)
and so it is its value just after applying the strategy. We admit only strate-
gies such that each V} is square-integrable and such that the contingent claim
H is produced in the end, i.e. we require Vr = H, which can always be met
with our measurability requirements upon taking ér = 6% and 87 = .
2.2 Costs and risk processes

Liquidity costs

The costs ACY incurred at time tp, & > 0 from applying the strategy @,
so from changing the stock amount that we hold from d;_1 to & and from
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Non Quadratic Local risk-minimization 3

changing the amount invested in the money market account from Sy_; to B,
are given in the presence of liquidity costs on the stock by

ACk(é) = E(((Sk - 5k—1),5k,tk) + (ﬁk — ﬁk_1) Vk € {k‘ =1,--- ,T}

where the function £ gives the costs of adjusting the stock part and ac-
counts for the liquidity effect:

- If (8k — dk—1) > 0, meaning that we have to buy more stocks, we might
not necessarily be able to do so at the theoretical price Sy but rather at
a higher price, so that the bigger the quantity to acquire the greater the
marginal costs.

- If on the contrary (d; — dx—1) < 0, meaning that we have to sell more
stocks, we might not necessarily be able to do so at the theoretical price
Sk but rather at a lower price, so that the bigger the quantity to sell the
greater the marginal costs (costs are negative in this case, so that they
are smaller in absolute value).

Assumptions on Liquidity Costs

As a consequence of the liquidity effect observed on real markets and described
above, it is legitimate to assume that £ : (R,Ry,Ri) — R is a strictly
increasing and convex function of its first variable, with £(0, .,.) = 0 and that
it is differentiable with respect to its first variable, with %(0, S,.) =S. As
a matter of fact we don’t take into account bid/ask spread at this level. We
also neglect the transaction’s impact on the price process meaning that there
is no feedback effect no matter the quantity. This amounts to assuming that
the period of trading is much greater than the relaxation time of the market
impact function.

If there exists an adapted function g, i.e. ¢ = g(x,t,w) with w € Fj, such that
the liquidity costs can be written as £((dx —0x—1), Sk, tx) = (0 —0k—1)g((dx —
0k—1),tk), then g is called the supply curve. We refer to Cetin et al [5] for
more details on the self financing approach in case there is a supply curve.
In our case, we will assume that there exists an increasing density function
l:(R,R,Ry) — R, [ € C! which represents the price to pay for buying a
marginal amount of stock so that £ takes the following form:

Abg
E(A(Sk,Sk,tk) :/ l(w,sk,tk)dl'
0

with then [(0, Sk, t), the marginal costs for entering a transaction what-
ever its sign being equal to Sy in the absence of bid/ask spread.
It corresponds to smoothing the orderbook profile which gives the quantity
available for a given price. In order to make calculus in continuous time more
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4 Frédéric Abergel and Nicolas Millot

tractable whilst not narrowing the scope of the paper we shall assume that the
marginal costs can be written as a stationary function times the theoretical
spot price S, i.e. [(x,S,t) = I(x)S;. We now note that with these assumptions
on the liquidity costs function together with the convexity of the risk function
f we cannot be sure that (z,y) — f(L(z)S + y) is a convex function, unlike
the case of “infinite” liquidity.

We then define the local risk AR, at time k associated with the costs

incurred at time k + 1:

ARp(®) = E (f(ACk11)|Fr)

or with obvious notation

ARy (®) = Er (f(ACk+1))

Our objective is now to find trading strategies that will sequentially min-
imize the risk process. We state the corresponding minimization program in
the next section.

2.3 Locally risk-minimizing strategies

The sequential minimization program runs backward in time, i.e. given

((5Z+1, 5Z+2a cee a(S;“) and (5Z+1a 62+2a T aﬁ;") (Or equivalently (Vk*+1a Vk*+2a T, Vflf))a

we look for 3 and S5 (or V;*) such that ARy is minimized.

Problem (*) Given a contingent claim H, find &*, admissible strategy
such that

Vk e (0,---,T — 1), ARy(P) > ARy(P*)VP admissible,
with dp41 = 041 and Bry1 = Biyq
Given the conditions imposed on f, £, h, Sk and Sk (or V}) we have only

the existence of the optimal strategy which solves the first-order optimality
equations

{ Ey (f (ACk+1(2"))) ~0
Ex (f (ACk41(P7)) L'((Ok+1 = 6k), Skt1, ths1)) =
Ex (f (ACk41(27))) =0
< {Ek (f (AC];H(@*))IZCJ(F&CH —6x)Sky1) =0 (1)

where we have used the notation £ for the partial derivatives of L(x,y, 2)
with respect to its first variable.
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Theorem 1. Problem (*) has a at least one solution ®* whose components
0% and B* solve the set of equations (1).

Proof Let h(z,y,w) = Ex (f(L((U — ), S,tkt1) + (V —v))) (w) with U,
V and S € L%(P). We first observe that because of our assumptions on the
liquidity costs, for a fixed w, h is a continuous and differentiable function of
(x,y) so that it reaches a minimum (z*,y*) only if (z*,y*) is a critical point
of h, i.e. Vh(x*,y*) = 0. Secondly we have lim)|(;,y)||—oc M7, y,w) = +00,
P — a.e. so that h has a global minimum P—almost surely. Finally we show
that (x*,y*) is Fr—measurable: let D,, = {j27"|j € Z} be the set of dyadic
rational of order n, we define

(Tn (W), yn(w)) = inf{(x,y) € Dpx Dy, h(x,y,w) < h(z',y ,w)V(z',y') € Dpx Dy}

Since w +— h(x,y,w) is Fr—measurable, (z,,y,) is also Fp—measurable.
As (zp,yn) is bounded in n P—a.e. and h is continuous in (z,y), (Z,9) =
lim inf,, o0 (n, yn) is a Fr—measurable minimizer of h, satisfying Vh(Z,g) =
0.

The set of equations (1) is equivalent for the process (C’,{ ) with C’,{ =
k

Zle 1(ACy), C’Of = 0, and which we will refer to as the f—costs process, to
being a martingale strongly orthogonal to the martingale part of the process
(SF), with Sg = S0, (1(48,) 8; = 1(0)Si-1) = Sy (1(A8:) Si = Simv),
S5 = Sp, which we will refer to as the supply price process.

We name this property pseudo-optimality as was done in Abergel and Millot[1]
after Schweizer[17] and it will be in this extended case also the main ingredi-
ent of the extensions to the continuous time setting. We also note that in the
original case of “infinite” liquidity, so with I(.) = 1, the supply price process
is just the stock price S, as is expected.

3 Continuous time setting

Now let (2, F, P) be a probability space with a filtration (F3)o<i<7 satisfying
the usual conditions of right-continuity and completeness. T'€ R™ denotes a
fixed and finite time horizon. Furthermore, we assume that Fy is trivial and
that Fp = F. Let S = (Si)o<i<r be a semimartingale with a decomposition

S = SO + M+ A
such that M = (M,;)o<i<7 is a square-integrable martingale with My = 0

and A = (A¢)o<i<r is a continuous and adapted process of finite variation |A|
with Ag = 0. Throughout the article, we use a right-continuous version of S.
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3.1 Trading strategies

A trading strategy & is a pair of processes 0 = (0)o<t<T, B = (Bt)o<i<T
satisfying the following conditions

0 is cadlag and adapted
B is cadlag and adapted

An option is again described by a square-integrable random variable
H ¢ L?(P), with H = 6Sp + 8, 6 and B being Fr—measurable random
variables.
So as to make precise what strategies can be considered, we use the same clas-
sical notations and definitions regarding quadratic variations and covariations
as in Abergel and Millot [1].
Likewise we introduce the same restrictions on our strategies so that the opti-
mality conditions are well-defined. We shall therefore concentrate on strategies
which are H—admissible in the sense that

o =07 P —a.s.

Br =p" P—a.s.

0 has finite and integrable quadratic variation

[ has finite and integrable quadratic variation

6 and 8 have finite and integrable quadratic covariation

Local risk-minimization

We briefly recap the definition used to extend the idea of local risk-minimization
in discrete time to the continuous time framework.

Small perturbations

Definition A small perturbation is a bounded admissible® strategy ¢ = (8, )
such that S =0 and dr = 0.

Local risk along a partition

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

3 Admissible means that it satisfies the same regularity requirements as an
H —admissible strategy with different terminal conditions.
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ARti (é + ¢ [ti,ti+1()(w) - Ath (é)(w)
tiv1 —1;

it = Y

titit1€T

1[ti1ti+1((t)

with ARy, (®) = E (f(ACy,.,)|F,)-

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

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

liminf r™ [P, ¢] > 0 P — a.e.

n—r oo

3.2 The f—costs process

Now we proceed with defining the process f—costs process which will allow
us to characterize locally risk-minimizing strategies by analogy with discrete
time.

For a replicating trading strategy @ we define the f—costs process Cy(P)
as the following limit, whenever it exists

ln,
i ! TH _ §Th-1_ STk T _ BTh—1
n{n;o];f(c((s g1, STR) + BTE — BTE)

where convergence happens in ucp topology, for any sequences P,, of Rie-
mann partitions of [0, 7] of length I,,. We used the notation X for the process
stopped at T'.

We now focus on a H—admissible strategy @ and state a theorem relative
to the existence of the f—costs process.

Theorem 2. The f—-costs process of a H—admissible strategy ® is well de-
fined and is given by the following formula

C(2) =
£1(0) (Ve = Vo = fyy 8s-dSi+ §1/(0) fo, Sedls. o)
+ L5 (18,8 +2 [y, Se-dIB, 015 + fy, S2d[o, )
 Vococt F/(AB, + £(A0,,8,)) = f1(0)(AB, + A8,8,)  (2)

with notation [X,Y]¢ standing for the continuous part of the (cadlag)
quadratic covariation process.
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Proof The proof relies on the same ingredients as in theorem 2 of Abergel
and Millot[1] where the basic case without transaction costs is thoroughly
studied, effectively following the lines of Itd formula’s proof for general semi-
martingales in Protter[16]. The changes are in the application of the Taylor’s
theorem with remainder term which we apply first on f’ as a function of
L(x)S 4+ y and then on L itself.

Corollary 1. The f—costs process of a H—admissible strategy @ can also be
expressed in terms of the portfolio value V

Ci(P) =
77(0) (Vi = Vo — Jy, 6,-dS, )
+FO)(0) (3 Jo Se-dl5,3)5)
L0 (Vs — 2 [, bud(V, ) + fy, 62 IS, STf)
+ ZO<s<t F1(AVs — 05— ASs + L(Ads, Ss) — AdsSs)
 Ycaer JM0)(AV. — 6,_AS.) 3)

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

The additional term in the expression of C(®) due to the finite liquidity

is £7(0)'(0) (% f0t+ Se—dld, 5]?) and it is non-decreasing given the convexity
of both f and L.

3.3 The supply price process

We define the the supply price process required to characterize locally risk-
minimizing strategies by analogy with discrete time.

For a replicating trading strategy @ we define the supply price process
S2(®) as the following limit, whenever it exists

In
Tim. kz (167 — 57i) 57— 57
=1

where convergence happens in ucp topology, for any sequences P,, of Rie-
mann partitions of [0, 7] of length [,,.

For H—admissible strategy ¢ we have a similar theorem relative to the
existence of the supply price process as for the f—costs.

Theorem 3. The supply price process of S° a H—admissible strategy ® is
well defined and is given by the following formula
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SS(®) = S, +1'(0) (5@ — 6050 — Jus 5S,dss) + 1070 1, S—d[3, ¢
+ Zo<s§t (l((Aés) - 1)55 - l'(O)AésSs) (4)

Proof The proof follows the same lines as theorem 2 so we don’t detail it
here.

4 Application to stochastic volatility models

In this section we will assume further hypotheses on the trading strategies
so that we can derive explicit formula for the f—cost process and completely
characterize the the pseudo-optimal strategies for the local risk-minimization.
We model the evolution of S through a set of SDE with stochastic volatility

dSt == ‘U,tdt + O'tthl (5)
dO’t = ’Ytdt + thWtQ (6)

with smooth s, v, and Xy, W' and W? standard Wiener processes under P
with constant instantaneous correlation p, i.e. d < W', W?2 >,= pdt.

We shall also assume that appropriate conditions hold for the functions i, v
and X so that the system of SDE (5, 6) admits a unique strong continuous
solution for S and o, with S > 0 and ¢ > 0. With these diffusion assumptions
we will now place ourselves in a Markovian framework and look for the optimal
strategy @ as a smooth function of the state variables

6,5 = (S(f, St, O't)
‘/t = V(t, St, O't)
4.1 PDE formulation

We first derive a PDE formulation. For that purpose we firstly express the
costs process as a function of the diffusion parameters and the strategy

¢ v oV oV 10%V 162 %
QS = n —~ Yu A0 2 _—Z uEu*(Su u
Ci(P) /()[f(@(a toghut oot 5 g 0u T S Yt 5o PO u)
+ P05 ((83)% 02+ (82)° =2 + 2858 pou 3 )
+ L0 ((58) 02 + (5%)" 22 + 285 9 pou 50,

pauEu) + ﬂyaﬂ du

+
_|_

! " a_v 1 // 2

+ /Of(0)< 5)oudW /f EdW
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which we have obtained from equation (3).
Secondly we express the supply price process

t t

tlro5\? 95\ ? a5 6
ll// / 7 2 - 22 92— W d
+200) | ((as) 7\ 9g 05 go P | du

which we have obtained from equation (4). Now, applying to the strategy
@ the first pseudo-optimality criterion, i.e. that C' must be martingale under

the measure P, we find a first fully non-linear PDE satisfied by the strategy
(V,0)

oV oV oV 18V , 10°V 02V
0 ” 242 X2 W u — Suflu
f()(3u+8 +87+2352”+2ao2 «t 55007 ”)

oo Su (95N 5 (90)? 2, 00 05
FOO) (VN 2y (VN g2, 0V OV
R a5 ) T\ G5 ) Fut 2558570

8V 8V f(3)
C)) 02+ ——po, Y -

with terminal condition corresponding to Vi = §7 Sy + BH.

In order to apply to the strategy @ the second pseudo-optimality criterion,
i.e. that the martingale C' must be orthogonal to the martingale part of the
supply price process S°, we first identify its martingale part

SP(®) —E (S7(9)) = /t (1+l’(0)5%) o, AW} +/ (0 )52‘52 dW?

so that the second PDE satisfied by the strategy (V,0) is

oV .98 oV .08

oV 9, oV 95 -
(%5>a '(0)Spo 2+a—a—1()52 =0

With some rearrangements, the pseudo-optimal strategy @ finally solves
the following system of PDEs
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192V 2 19%°V
20 +§80’

v
+ 6SM+ 80

5u+0<((350+ G py — 60) + (1 - p?) (%—‘;)222
()5 (8o + 2p2)" + (1= ) (§)" 22

(9% —8) (L+ ()5 52) o + 3% (14 1(0)558) o

+ (55 = 9) 55U (0)Spo ¥ + G 521(0)S2? = 0

with Vp = (SHST + ﬁH.

Complete markets case

The case of complete markets allows us to recover an extension of the Black
and Scholes PDE ([4], [15]) which does not depend on the choice for the
function f. Indeed, by taking X' the volatility of volatility equal to zero, the
equation for the hedge ratio § reduces to

(35 -4) (e

We can rule out the second factor 1+ 1'(0)S g—g being zero since it yields
an unbounded hedge ratio when S approaches to zero. Therefore we are left
with the following system

ov

=35 (8)
OV LV (o VY
3 m0 <1+1(0)s@)o )

Equation (8) gives the perfect hedging strategy in that context, provided
that the PDE (9) has a solution, which is expected when the contingent claim
has a convex payoff. One can verify that in this case the f—cost process
would be identically zero, which amounts to having a self-financing strategy
incorporating liquidity costs that perfectly replicates the contingent claim H.
Another remark is that the PDE (9) shows that the value of the portfolio being
an increasing function of the volatility for a convex payoff, in the presence of
liquidity costs, is increased proportionally to the slope of the marginal costs
and to the I' =

8S2 of the option.
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4.2 The minimization problem

Despite the fact that in discrete time a pseudo-optimal strategy, satisfying the
set of equations (1), might not be optimal, in continuous time, when working
with continuous path processes we have a correspondence between the two
concepts. As a matter of fact we show that a strategy solving system of equa-
tions (7) is locally risk-minimizing for the function f.

Given the smoothness of the risk function f and the liquidity costs function
L we can rewrite the process r} by using a Taylor development around the
non-perturbed strategy @. Let us fix t € [0, 7], because of the definition of the
process 7% [P, ¢] and as we work with increasing sequences of partitions, we
may assume that ¢ is one of the t;‘(n) (we will thereafter drop the superscript
n and simply write ¢; instead), we have:

AR (D + ¢

[tiyti+1()(w) - ARti (é)(w)

tit1 —t;
Eti (f(ACti+1 (¢ + ¢ [ti,ti+1())) (w) - Eti (f(ACti+1 (é))) (w)
tiv1 — ¢

5[, ¢l(t,w) =

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

f(ACti+1 (é + ¢ [ti,ti+1())) =
f(ACti+1 (Q))) - /Bti f/(ACt-H»l (Q))) - 5ti‘£/(¢)f/(ACti+1 (QS)) + %5%}1(@%)

+% (ﬂtl + 57515/((5))29((5)

where g(¢) = f//(ACti+l ((b)) and h(¢) = E//(¢)f/(ACt1+1(¢)) with ¢) =
(B,g) such that |B| < B and |(§| < 4. With the assumptions on f, namely
f/(0) =0 and f”(0) > 0, the remainder term 5t2h(q3) + (B, 4+ 64,L(9))29(0)
will remain strictly positive in a neighborhood of ¢; for d;, and f3;, small
enough.

Rearranging and simplifying we get

Eti (f/(ACti+1 (QS))) (w) Eti (‘C/(Qs)f/(ACtHl (45))) (w)

178, 9l(tw) = B o it — i
1B, (920(6)) (@)
2 tiv1 — t;
1B (B +00L'(8)%9(6)) ()

+ —
2 tit1 —t;
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Because we work with Ito processes, the following stands:

lim ]Eti (fI(ACt¢+1 (é))) (W) A (f/ o AC)t
tiv1—ts tit1 — ‘
lim Eti (E/(é)fl(ACti+1 (é))) (W) - A (ﬁl . f/ ° Ac)ti

tit1—t; tiv1 —t;

and

t
B0 @
ti+11H—1>t¢ tiv1 — t; - ( . g) ti

where A is the infinitesimal generator associated with the diffusion:

on  oh  18%h ., 10%h 9%h
Ap =0, o 1O 10Ty
95728527 T 20027 T 9500

Finally the process r} evaluated in ¢ is worth

poXl

6. AlLw) = BA(f 0 AC), +BA(L - o AC),
+ 5 (BFAgr + 2B:6,A (L' - g), + 02A (L2 - g+ h),)

Now we first take the component § of the perturbation equal to zero, that
is we perturb only S, so that we have the following first condition for the

strategy ¢ to be locally risk-minimizing :

1
BiA(f' o AC), + 5ﬁ,?/lgt >0 P —ae Y

As a consequence we must have A (f' o AC), = 0.
Likewise we take the component S equal to zero and we get the following

second condition for the strategy ¢ to be locally risk-minimizing :

1
SA(L - f 0 AC), + Z67A(L? g+ h), 20 P — a.c. 5,
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Therefore we must have A (L’ - f" o AC), = 0. But we observe that

A(f/OAC)t:
{A(E’-f’oAC)t:

1 0%V %
+3 202 Za+ aasa pou Ly = Ouftu

2
f//(O) (BV 4 asuu+ 6V’Yu+ %86 %4

30,
HTOO% ((8)" 0%+ (8)° 52+ 28 8o 20
H0 (58700 + (50" S0+ 255 B pon
—fO )8, (3502 + G pouD,) + L506202 =
@gfaﬂ1+wmw%%ol+6(1+umsw)m2
(2%~ 8) B (0)Spo > + B2 (0)S3? =

Finally, as announced in the beginning of this section, we see that in this
context of stochastic volatility model, the optimal strategies with respect to
the local risk-minimization problem are the same as the pseudo-optimal strate-
gies. Like in the original article with “infinite” liquidity, the only requirement
to obtain this result is the existence of the infinitesimal generator and its ex-
pression in terms of the parameters of the SDE driving the process so as to
identify the sets of two equations, which therefore allows again for a straight-
forward generalization to Ito processes.

5 Application to stochastic volatility /jump diffusion
models

In this section, we want to provide an example of a situation where the non-
quadratic risk definitely implies a different hedging strategy, not only through
the Taylor expansion around zero of the risk function. We therefore model the
evolution of S through an SDE with stochastic volatility and Poisson jumps
in the vein of the Bates model [3]

dS; = pedt + o dW} + kd Ny
doy = vyedt + S dW 2

with W' and W?2 Wiener processes under P and d < W', W?2 >,= pdt, N; a
Poisson process of intensity A and the amplitude of the jumps & having proba-
bility distribution K. We also assume that W;, N; and k are independent. As
in the case of stochastic volatility we shall assume that appropriate conditions
hold on the adapted processes u, o, v and X so that the set of SDE has a
unique strong solution.
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With these assumptions we will again place ourselves in a Markovian frame-
work and look for the optimal strategy @ as a smooth function of the state
variables

0 = O(t, St, 04)
‘/t = V(t7 St; Ut)
5.1 PIDE formulation

We first derive a PIDE formulation. For that purpose we express the costs
process as a function of the model parameters and the strategy

t 2 2
= /o (f”(O) (%—Z + Gt + Geva + 3 59500 + 5555 X+ FepgpouSu — 6uuu)

2 >
. 190 ((g_g)%g+ (32)" 22 + 285 8% o, 3, )

. L0 ((82) 02 + (32)° 22 + 288 8 po T )

- FO )5 (3502 + Gpou 2u) + L5520 ) du

N fo £7(0) (8% — 6, 7 dW}

N 3 £1(0) Y 3, dw?

" Iy Jo F/(AVi = 8, ASy + L(Aby, S.) — A8,Su) K (k)dkdN,

which we have again obtained from equation (3), and with AV,, the jump
in V when there is a jump AS, of size k on S at time u being equal to
V(u—, Syu— +k,04-) — V(u—, Syu—,0,—) and likewise for AJ,,.

Now, applying to the strategy @ the first pseudo-optimality criterion, i.e.

that C' must be martingale under the measure P, we find the PIDE satisfied
by the portfolio value V'

82

ov oV oV 18V , 1%V
" U U o 2 o 22 u u* u U
/ (O)<0u T sttt e T 395 % T 3 e T 95907 #

)
+f(3;(0) <( ) (av) 5 gggvpau u)
RIOED (( )H(%) 2 )

e

,f(3 8_V 2 0u2u> + f (0)53_03

+/ ' (AVy — 64— AS,) K (k)dkX, =
R

oS
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with the terminal conditions corresponding to Vy = 67 51 + 1.

In order to apply to the strategy @ the second pseudo-optimality criterion,
i.e. that the martingale C' must be orthogonal to the martingale part of the
supply price process S, we first identify its martingale part

t t
SP (@) —E (S5 (2)) :/ 1+l’(0)5@ audeJr/ l'(O)S@EudWﬁ
0 aS 0 30

+ 1 fo ((1(46,) = 1)S, + k) K (k)dkdN,
with N the compensated Poisson process of N.

Therefore the second PDE satisfied by the strategy (V,9) is

ov , I\ o OV , o)
(55 -0) (1+r@sgg) o+ 5 (1+r0)s5g ) po
ov a6 , v s , 5
+ (8S 6) 8Jl (0)SpoX + 9 801 (0)sx

+/ F(AV, — 64 ASy + L(Aby, Su) — A8,Sw) (1(AS,) — 1)S, + k) K (k)dkAy = 0
R

with the terminal conditions corresponding to Vy = 67 51 + 1.

Contrarily to the stochastic volatility case, where only the local behaviour
of the risk and liquidity costs functions f and £ in 0 mattered, the optimal
strategy in the jump-diffusion model requires the knowledge of both functions
on their whole support.

Conclusion

In this article we have extended the new methodology which we introduced
in Abergel and Millot [1] in order to hedge contingent claims in incomplete
markets. As was expected this methodology not only gives more flexibility in
the choice of the function used to assess the risk of the strategy but it also
allows to include part of the transaction costs, namely liquidity costs, in the
picture. So it is especially suited for traders hedging large book or if trading
occurs on illiquid markets. It also makes the link with the recent research on
the orderbook modelling and on the market impact by using a liquidity costs
function seen as the smoothing of the orderbook profile. Further extensions
will include the study of existence of solutions to the system of PDEs and
linking the fully non-linear PDE obtained with a second-order FBSDE to
allow for a more tractable numerical scheme.
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