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Zusammenfassung

In dieser Dissertation befassen wir uns mit der mathematischen Modellierung und Steuerung
von zwei unterschiedlichen Risikoarten an Finanzmérkten: Liquiditétsrisiko und Migrationsri-
siko. Die klassische Theorie der Finanzmirkte hat sich iliber das letzte Jahrzehnt in beiderlei
Hinsicht weiterentwickelt, und die vorliegende Arbeit trigt zu der dynamischen Entwicklung
dieser aktiven Forschungsfelder bei.

Im ersten Teil der Arbeit schlagen wir einen neuen Ansatz zum Hedging von Derivaten vor,
wenn Liquiditdt im Markt ein Problem darstellt und der Handel durch Liquiditdtskosten be-
troffen ist. Mehrere Assets mit unterschiedlichen Liquiditédtsniveaus sind zu Hedgezwecken
verfiigbar. Die angestrebte Hedgestrategie basiert auf folgendem Risikokriterium: das Risiko
der Hedgefehlerschwankungen soll unter gleichzeitiger Betrachtung der Liquidititskosten mi-
nimiert werden. Basierend auf Cetin et al. (2004) arbeiten wir in einem arbitragefreien Setting
und nehmen an, dass jedes Asset einer sogenannten Angebotskurve (supply curve) entspricht.
In diskreter Zeit und nach den Ideen von Schweizer et. al. (Schweizer, 1988, Lamberton et al.,
1998) beweisen wir die Existenz einer Lokal-Risiko-minimierenden Strategie unter der Annah-
me von milden Bedingungen an den Preisprozess. Unter stochastischem und zeitabhingigem
Liquiditétsrisiko geben wir im Falle einer linearen Angebotskurve fiir das Modell die Losung
der optimalen Strategie in geschlossener Form an. Zum Schluss zeigen wir wie unsere Hedging-
Methode angewandt werden kann, insbesondere in Energiemirkten, in denen Futures mit unter-
schiedlichen Filligkeiten als Finanzinstrumente zum Hedging zur Verfiigung stehen. Die Futu-
res, die sich nah an ihrem Lieferzeitraum befinden, sind iiblicherweise sehr liquide aber nicht
unbedingt, abhéngig von dem Claim, die optimalen Hedging-Instrumente. In einer Simulations-
studie untersuchen wir diesen Tradeoff und vergleichen die resultierenden Hedgestrategien mit
den klassischen Strategien.

In einem weiteren Kapitel erweitern wir dann dariiberhinaus die Theorie auf den Fall von
zusitzlichen Preisauswirkungen (price impact). Basierend auf einem dhnlichen, mehrdimensio-
nalen Modell in diskreter Zeit, welches durch limitierte Orderbiicher motiviert ist, zeigen wir
unter der Annahme milder Bedingungen und stochastischem Liquiditétsrisiko, die Existenz ei-
ner optimalen Losung der Strategie und geben diese in geschlossener Form an. Fiir allgemeine
Derivate und im Falle einer linearen Angebotskurve fiir jedes Asset, hat unser Risikokriteri-
um das Ziel das Risiko durch Marktschwankungen und Preisauswirkungen zu minimieren und
gleichzeitig die Liquidititskosten niedrig zu halten.

Im zweiten Teil der Dissertation betrachten wir die Modellierung von Migrationsrisiko und
beschiftigen uns mit dem intensitétsbasierten Ausfallrisiko-unterliegendem (defaultable) Anlei-
hemodell mit mehreren Bonititsklassen, welches auf dem bekannten Zinsmodell von Heath-
Jarrow-Morton basiert. In der Literatur existieren unterschiedliche Annahmen, um Arbitrage-
freiheit in dem Modell zu garantieren. Wir untersuchen, wie diese das Modell beeinflussen.
Durch die Analyse der fundamentalen und der auf dem internen Rating basierenden arbitrage-
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freien Spreadstruktur, zeigen wir mogliche Komplikationen und Einschriankungen des Modells
auf und erldutern wie einige von diesen vermieden werden kénnen. Insbesondere zeigen wir,
dass unter milden Bedingungen der Spread in endlicher Zeit vor dem Ausfall eines Bonds ex-
plodiert. Dies ist eine unerwiinschte Eigenschaft, bei der der defaultable Bondpreisprozess den
Wert Null noch vor dem Ausfall des Bonds annimmt. In Folge dessen argumentieren wir, dass es
eine prinzipientreue Interpretation des Modells ist, die Spreadstruktur der Ratingsklassen zuerst
zu spezifizieren und anschliefend die Arbitragefreiheit auszunutzen, um die Volatilititen der
Forward Rates zu bestimmen.
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Abstract

In this thesis, we address two active research topics in mathematical finance dealing with two
different kinds of risk; liquidity risk and credit migration risk. The classical theory of financial
markets has been recently developed in both these respects, and this thesis contributes to the
dynamic development in these research fields.

In the first part, we propose a hedging approach for general contingent claims when liquidity
is a concern and trading is subject to liquidity costs. Multiple assets with different liquidity
levels are available for hedging. Our risk criterion targets a tradeoff between minimizing the
risk of fluctuations in the stock price and incurring low liquidity costs. Following Cetin et al.
(2004) we work in an arbitrage-free setting assuming a supply curve for each asset. In discrete
time, following the ideas in Schweizer et. al. (Schweizer, 1988, Lamberton et al., 1998) we
prove the existence of a locally risk-minimizing strategy under mild conditions on the price
process. Under stochastic and time-dependent liquidity risk we give a closed-form solution for
an optimal strategy in the case of a linear supply curve model. Finally, we show how our hedging
method can be applied in energy markets where futures with different maturities are available
for trading. The futures closest to their delivery period are usually the most liquid but depending
on the contingent claim not necessarily optimal in terms of hedging. In a simulation study we
investigate this tradeoff and compare the resulting hedge strategies with the classical ones.

Further contributing to the development of the theory of the first part, we extend the previous
results when additionally price impact is taken into account. Following a similar discrete, multi-
dimensional setting, motivated from a limit order book we prove the existence and give a closed-
form solution of an optimal strategy under mild conditions and stochastic liquidity risk. For
general contingent claims and in a linear supply curve model for each asset, our risk criterion
targets a tradeoff between minimizing the risk incurred by market fluctuations and by lasting
price impact while incurring low liquidity costs.

In the second part of the dissertation, we investigate the concept of credit migration risk and
revisit the popular intensity-based defaultable bond model with multiple credit rating classes
based on the Heath-Jarrow-Morton interest rate term structure. Different conditions appear in
the literature for a no-arbitrage framework. We investigate these and how they influence the
model. By analyzing the fundamental as well as the inter-rating no-arbitrage spread structure
we illustrate possible complications and restrictions of the model and explain how some of these
can be avoided. In particular, under some mild conditions the spread explodes in finite time
before default occurs, which represents the undesirable property that the risk-neutral defaultable
bond price process can drop to identically zero prior to default. As a consequence, we argue that
a principled way of interpreting the framework is that of specifying the spread structure first and
then exploiting no-arbitrage relations to work out the forward rates volatilities.
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1 Introduction

Classical arbitrage pricing theory requires the market to be frictionless and infinitely liquid. In
other words, no transaction costs are included and no trade restrictions are taken into account.
The security’s price does not depend on the quantity of the order (buy or sell), which is also
known in the literature by the term competitive market. Nevertheless, liquidity issues have long
troubled option traders. Following a hedging strategy, the possible profit of a trader depends
greatly on liquidity costs due to different positions in the strategy. Liquidity becomes a risk
factor when the ability to trade is triggering important changes in asset prices.

Although there is not a clear enough agreed notion of liquidity risk, in Cetin (2003) it is argued
that liquidity risk is closely related to the transaction costs literature, since prices are affected
by the quantity of an order due to transaction costs (see for example Soner et al. (1995), Jouini
and Kallal (1995), Cvitanic and Karatzas (1996), Barles and Soner (1998), Constantinides and
Zariphopoulou (1999), Cvitanic et al. (1999), Jouini (2000), Jouini et al. (2001)). In this case,
the standard theory can be used, hedging strategies are rebuilt but the intuition behind remains
unchanged. Also, the market microstructure literature (see Glosten and Milgron (1985), Kyle
(1985), Grossman and Miller (1988)) is lacking with regard to an arbitrage pricing theory that
incorporates liquidity risk. The convenience yield approach (see Jarrow and Turnbull (1997),
Jarrow (2001)) is an attempt in this direction capturing the liquidity risk inside the model struc-
ture. Nonetheless, it does not capture the price inelasticities through quantity impact explicitly.

Recently, in the asset pricing literature, an attempt for a simple yet robust method capturing
liquidity features in a market incorporating the impact of different trade sizes on the price is the
model of Cetin et al. (2004). A so called supply curve model is assumed for the asset price. The
existence of different supply curve structures (e.g. linear) is showed in Blais and Protter (2010)
where they give evidence through the use of order book data. The authors in Cetin et al. (2004)
showed that the first fundamental theorem of asset pricing holds. Briefly stated it says that in an
extended liquidity market there exists an equivalent martingale measure if and only if it is free
of arbitrage. An appropriate generalization of the second fundamental theorem of asset pricing
is proven which briefly states that if the martingale measure is unique then the market is called
“approximately complete” (the converse statement fails). One can take continuous strategies of
finite variation and approximate in the L? sense a perfect hedging strategy avoiding all liquidity
costs. Although in practice the necessity of discrete trading is required, the interpretation of this
result is that by trading with high frequency in small amounts one can obtain arbitrarily small
liquidity charges. See also Jarrow and Protter (2015) in this regard. As a consequence of the
model structure of Cetin et al. (2004), the value of a derivative security is identical to its price in
a perfectly liquid market which has raised criticism by other authors. Improvements on this can
be found in the work of Cetin et al. (2006) and Cetin et al. (2010).

The literature on liquidity risk can mainly be classified into two different approaches. The
first model category is commonly known as “large trader models”. The way that a trader affects
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the price is permanent, since after an order of a transaction size the depth of the order book is
changed permanently releasing a lasting impact on the security price. The effect of trade size on
the limit order book (hereafter LOB) is called the resilience effect, that is the ability of the order
book to recover itself. Examples of these are Jarrow (1994), Frey (1998), Frey (2000), Platen
and Schweizer (1998), Sircar and Papanicolaou (1998), Schénbucher and Wilmott (2000), Bank
and Baum (2004), Roch (2011). These kind of models are also known in the literature as models
of feedback effects. The second approach are models of zero resilience, commonly known as
“small trader models”. The changes in the fundamental value of the stock do not depend on the
history of the trades since the limit order book immediately fully recovers itself and liquidity
costs are taken into account locally in time. Such models are for example Cetin et al. (2004),
Cetin et al. (2006), Cetin and Rogers (2007), Rogers and Singh (2005), Rogers and Singh (2010),
Agliardi and Gengay (2014).

The first two chapters of this thesis, Chapters 2 and 3, are concerned with the problem of
hedging general contingent claims in an illiquid market in the case of a small trader framework
as well as in a large trader model, respectively.

In Chapter 2 we consider the small agents approach. Motivated from energy and electricity
markets, our framework allows for a general multi-dimensional setting for hedging contingent
claims of a general form in an illiquid market environment in discrete time.

In Section 2.2 we start by presenting the setup. The hedge instruments are considered to
be non-negative stochastic processes with possibly different levels of liquidity. In particular,
analogously to the extended arbitrage-free setting of Cetin et al. (2004) we assume a supply
curve for each stock price. By considering an investor who aims at hedging a claim H, among
the two main quadratic hedging methods that exist in the literature, we choose to follow the
local risk-minimization approach which in contrast to the mean-variance method does not insist
on the self-financing condition of the strategy. This approach was introduced in the seminal
paper of Schweizer (1988). We extend his work in a discrete time framework in two directions.
Firstly by accounting for illiquidity and secondly by considering a multi-dimensional stock price
process. Our proposed local risk-minimization criterion targets a tradeoff between minimizing
the risk against price fluctuations and incurring low liquidity costs in a similar spirit of Rogers
and Singh (2010) and Agliardi and Gencay (2014). This is described and motivated in Section
2.2.1. Moving forward to Section 2.2.2, we describe explicitly the basic problem by making
appropriate definitions and we derive some useful results following the ideas in Lamberton et al.
(1998).

Although we manage to prove some important results in a general framework, further as-
sumptions are required in order to get more explicit formulas for the optimal strategy. Thus, in
Section 2.3 we work in a linear supply curve model which is motivated from a (multiplicative)
limit order book. By means of a backward induction algorithm we explain the idea of computing
an optimal strategy. Before proving our main Theorem 2.3.15 we impose some mild conditions
on the marginal asset price process in Section 2.3.1 and we introduce the F-property condition
in Definition 2.3.11. As shown in Sections 2.3.1 and 2.3.4 these assumptions hold in both an
independent increments as well as independent returns setting together with the assumption of a
positive definite covariance matrix of the marginal price process. In our main existence Theorem
2.3.15 we show the existence of a local risk-minimization strategy under illiquidity belonging



to the appropriate space of trading strategies under stochastic and time-dependent liquidity risk.
Moreover, a closed-form solution is provided which in contrast to the existing literature makes
our approach a more profound tool for risk management for market-makers. Since a linear de-
sign for a supply curve can take negative values for some negative transaction sizes below a
barrier, Section 2.3.5 serves the purpose of constructing a setting of a linear supply curve which
produces non-negative prices.

Finally, Section 2.4 is dedicated to the application of our previous results to electricity mar-
kets. We considering as hedge instruments electricity futures which are exposed to liquidity
costs and which might have different maturities possibly terminating before the final time hori-
zon T'. Since this is not covered a priori by our framework we show in Section 2.4.1 how this
can be embedded in our setting. We conclude by a simulation study in Section 2.4.2 where the
tradeoff between liquidity and hedging performance of electricity futures is examined.

Chapter 3 is an extension of Chapter 2 to a framework where both liquidity costs and per-
manent price impact are taken into account. Motivated by the same underlying question of
identifying a locally risk-minimizing strategy, a similar structure as in Chapter 2 is carried out
in the case of large trader models. We work directly from the beginning with a linear supply
curve model in order to be able to reach similar explicit results as in the small agents setting.
Introducing a discrete version of the additive limit order book model of Roch (2011), we show
in Section 3.2.2 that under certain assumptions the model is free of arbitrage. In Section 3.3,
using the additive structure of the model (additive LOB) for separating price impact and liquid-
ity terms, we give a characterization of the optimal strategy through a minimization problem in
the case of a stochastic time-dependent liquidity process. We identify three sources of risk to be
hedged; the risk incurred by market price fluctuations, by lasting price impact and by liquidity
costs. We introduce appropriate parameters so that depending on how risk averse an investor
wants to be against the different types of risk, these can be adjusted accordingly.

Furthermore, in order to prove our main existence Theorem 3.4.17 and give a closed form
solution for the local risk-minimization strategy under illiquidity with price impact we impose
additionally some mild conditions for the liquidity level parameter of the order book and the
resilience parameter. In Section 3.5 we conclude with an Idea of a slightly alternative optimality
criterion showing some explicit results in the case where price impact and liquidity costs are
treated together. In particular, both these risks, are identified as one source of risk coming from
the illiquidity of the order book. An explicit existence result of an optimal strategy is provided
in the full permanent price impact case.

The second part of this thesis deals with intensity-based credit migration bond models of HIM
type. In finance, risk management has mainly the objective of controlling three fundamental
factors of financial risk that an investment decision is usually exposed to: liquidity risk, market
risk and credit risk. While the first part of this thesis falls within the scope of liquidity risk, the
second part lies in the context of credit migration risk.

In the financial industry, the recent credit crisis has considerably increased the need to handle
credit risk. The demand of more sophisticated quantitative methodologies in interest rate markets
has strained the development of credit risk modeling. In the literature, credit risk modeling can
be identified mainly according to two conceptual perspectives: the structural models and the
reduced-form models, also commonly known as the intensity-based models. The first broad
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category of models is based on modeling the stochastic evolution of the balance sheet of the
issuer. The default event is modeled by the first time the firm’s asset value hits a prespecified
barrier, decribed by the fact that the issuer is unable to meet its obligations. Since the default
time is given endogenously, this allows a direct connection to the model and hence the powerful
machinery developed for interest rate models can be applied. Representatives of this approach
are for example Merton (1974), Black and Cox (1976), Geske (1977), Longstaff and Schwartz
(1995), Zhou (1997), Cathcart and El-Jahel (1998).

In the second modeling framework, the reduced-form models, one directly models the de-
fault event (or other credit events). This is usually done by means of an exogenously specified
conditional probability of default. Papers belonging to the traditional literature of this type of
models are for example Jarrow and Turnbull (1995), Duffie and Singleton (1997), Lando (1998),
Schonbucher (1998), Madan and Unal (1998), Duffie and Singleton (1999). In many cases, a
hazard rate or intensity of default is used for modeling the conditional probability of default,
which explains that reduced-form models are also referred to as hazard-rate models or intensity-
based models. Examples of intensity-based models have been developed in the papers of Jarrow
et al. (1997), Thomas et al. (1998), Lando (2000), Schonbucher (2000), Bielecki and Rutkowski
(2000). Moreover, the modeling of credit migration by means of either discrete or continuous
conditionally Markov chains, has become very popular in the past years and is explored for
example among others in Jarrow and Turnbull (1995), Das and Tufano (1996), Jarrow et al.
(1997), Arvanitis et al. (1999), Duffie and Singleton (1999). In this thesis we focus on a more
recent markovian model approach of credit migrations based on the methodology of Heath, Jar-
row and Morton (hereafter HIM) that was presented in Bielecki and Rutkowski (2000) (see also
Bielecki and Rutkowski (2004a)). In this framework, information on rating migration is taken
into account and an arbitrage-free model of defaultable bonds is constructed. The real-world
risky forward rate dynamics as well as recovery schemes and the intensity matrix process are
exogenously specified. The existence of an arbitrage-free model is established by the so called
consistency condition that all the model specifications must satisfy. Then under an appropriate
measure, the discounted defaultable bond under credit migration is a local martingale. As a
consequence and in analogy to the HIM methodology, the consistency condition can be seen as
a generalized drift condition on the forward rates as we show in Chapter 4 (Sections 4.3.1 and
4.4.1).

The last chapter of this thesis, Chapter 4, is devoted to the analysis of the Bielecki and
Rutkowski (2000) (or Bielecki and Rutkowski (2004a)) model. We investigate and show pos-
sible complications resulting from the intensity based approach which essentially stem from
the constraint of a risk-neutral framework imposing the interplay between the various model
components potentially yielding to constraints on the model specifications. In principle if such
constraints are not met by the involved coefficients, problems may arise, such as explosive dy-
namics of the rating spreads of the model or even no migration between the rating classes. We
demonstrate how these model inconsistencies may emerge and how some can be avoided. In
particular, these occur as a result of a direct analytical connection between the conditional credit
state bond price processes, the defaultable bond and the migration intensities of the rates, which
is established by the consistency conditions.

In the literature, two different types of consistency conditions appear within the extended



credit migration HIM framework that we refer to as strong and weak consistency condition.
Chronologically, the strong consistency condition appears first in the literature in Bielecki and
Rutkowski (2000), Bielecki and Rutkowski (2004b) and Bielecki and Rutkowski (2004a). The
strong consistency condition guarantees an arbitrage-free model by requiring that forward rates
in all rating classes are “active" at all times, and as a result multiple drift conditions are enforced.
Here, the term “active forward rates" is used to denote that fact that the bond evolution in all
rating classes exhibit a local martingale dynamics simultaneously at any time, and not merely
the dynamics of the rating class the bond is actually traded in. On the other hand, the weak con-
sistency condition, appearing later in the literature (see for example Ozkan and Schmidt (2005),
Schmidt (2006) and Jakubowski and Nieweglowski (2009)), only requires that the forward rate
of the rating class the bond is currently traded in satisfies a generalized HIM no-arbitrage drift
condition. While the strong consistency condition is merely sufficient for no arbitrage, the weak
consistency condition is also necessary.

We begin by introducing in Section 4.2 the Bielecki-Rutkowski credit risk model framework
together with the basic model ingredients and definitions. Furthermore, in Section 4.3 the weak
consistency condition is presented and given in terms of an extended HIM no-arbitrage drift con-
dition. We prove that this relation is an equivalent relation. Throughout this section we analyze
the model and we use the spread dynamics coming from the consistency condition as an instru-
ment to investigate what the model restrictions may be. Two kind of spreads are of relevance in
this chapter: the fundamental spread, defined as the difference between the risky forward rates
and the risk-free one, and the inter-rating spread which is the difference between two different
risky forward rates. Under the weak consistency we analyze the model exploiting the fundamen-
tal spreads and show in Theorem 4.3.14, Section 4.3.2 that under some additional conditions the
fundamental spread explodes in finite time with positive probability prior to default. This is
shown with the use of the ordering condition of the forward rates, a natural economic assump-
tion that reflects the fact that the price of a bond must decrease as the default risk increases.
Although this condition is not necessarily linked directly to no arbitrage it is assumed in many
papers (for example Bielecki and Rutkowski (2000), Eberlein and Ozkan (2003) and in Schmidt
(2006)). Nevertheless, in Corollary 4.3.19, we additionally prove that in the special case of one
risky forward rate (one risky rating class) and a default class the fundamental spread still has the
undesirable property that it explodes even without assuming any ordering condition. All these
results are shown in a setting where the recovery rate is not zero. That is, in case of default,
the bond holder receives a reduced payment of the bond, where the recovery rate is the fixed
fraction of the face value at maturity date 7. A possible methodology for constructing a non-
explosive, non-zero recovery model from a zero recovery one is shown in Section 4.3.3. The
idea hinges upon a transformation of zero recovery spreads to positive recovery ones, relying on
simple no-arbitrage arguments typical of defaultable models.

Similar results hold also for the inter-rating spreads as we show in Section 4.4 under the
strong consistency in a zero recovery setting. Considering the zero recovery case does not nec-
essarily mean restriction of the generalities of the explosion results: since strong consistency
implies weak consistency, when recovery rates are positive, explosions under strong consistency
are obtained as a consequence of explosions under weak consistency in a non-zero recovery set-
ting. Furthermore, an alternative interpretation of the strong consistency condition can be given
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and proven within the framework of a multiple-issuer migration model where it becomes more
appropriate than the weak one. The short Section 4.4.3 serves this purpose.

Section 4.5 is devoted to the equal volatility specification model. Closed form solutions of
inter-rating spreads under the strong consistency can be obtained. This shows that despite the
previously stated explosion theorems, meaningful consistent simple models are still possible in
the case of deterministic inter-rating spreads. As a consequence this is linked to a “vanishing at
zero” property on the initial spread value, which when this is violated then explosions still occur
as shown in Theorem 4.5.10 of Section 4.5.2.

In Section 4.6 we move on to proportional volatility spread structure models where we show
that the spread has positive dynamics but it explodes in finite time with positive probability. In
some sense, the situation portrayed is thus similar to the classical HIM setup without migration:
in this classical setup forward rates are known to explode for unbounded volatilities (e.g. pro-
portional volatilities). Finally, we present in Section 4.7 a further condition that is formulated as
a desirable and natural property in the framework for example in Bielecki and Rutkowski (2000)
and Bielecki and Rutkowski (2004a): the assumption that the the risk premium processes for
the HIM underlying forward rates is independent of the maturity. However, we prove in Propo-
sition 4.7.2, that assuming this condition together with the weak (and thus strong) consistency
condition leads to a model where there is no possibility of migration between the credit classes.



2 Local risk-minimization with multiple
assets under illiquidity with
applications in energy markets

Contributions of the thesis’ author:

This chapter is a joint work of P. Christodoulou, Prof. Dr. Thilo Meyer-Brandis and Prof. Dr.
Nils Detering. It is based on Christodoulou et al. (2018). P. Christodoulou was significantly in-
volved in the development of all parts of that paper. The final framework for incorporating liquid-
ity into the model as well as the interpretation of the results has been discussed and established
jointly. The development and extension to the multidimensional case together with the condi-
tions needed for the framework were done by P. Christodoulou. In particular, P. Christodoulou
made major contributions to all the proofs in Sections 2.2 and 2.3 together with the main exis-
tence Theorem 2.3.15. The application Section 2.4 was established in a close cooperation of the
three authors, but with major parts done by P. Christodoulou. The proofs of Proposition 2.4.2
and Corollary 2.4.3 were done by P. Christodoulou. The numerical study has been designed by
all the three authors and the simulation has been implemented by P. Christodoulou.

2.1 Introduction

The problem of hedging general contingent claims under illiquidity is handled in this chapter.
The main motivation comes from energy markets. Hedging with multiple assets with possibly
different liquidity levels incurs stochastic liquidity costs. For example consider an Asian-style
call option written on the average spot price S = (S, )o<u<T, Of energy and an agent hedging
the option. The payoff of such an option is

1T i
Sudu — K |, (2.1.1)
<T2 =11 Jp )

for some strike K and some delivery period [T, T»]. Usually, futures delivering over the same
or a different time period are considered as instruments available for hedging such options. The
challenge of such a setting is the fact that such futures are either not trading at all in their delivery
period (see for example Benth and Detering, 2015) or are very illiquid and hence they incur large
transaction costs due to hedging. Additionally and for ¢ < 77 futures are usually very illiquid,
so their liquidity time-structure is particularly delicate. Multiple futures with different delivery
periods (week, month, quarter, year) and different levels of liquidity are available as hedging
instruments in the market. Our paper results can be applied to general hedging options with
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multiple futures by accounting for their different liquidity levels in energy markets. The Asian-
style option is a particular example but also other payoffs such as Quanto options (see Benth
et al., 2015) can be handled equally in the same way.

A very active research topic at the moment in mathematical finance is the effect of illiquidity
on optimal trading and hedging. Roughly speaking, liquidity risk is the additional risk due to
timing and size of a trade. Nevertheless there is neither an agreed notion in the literature nor
a standard hedging approach under liquidity costs. For a nice overview on existing liquidity
models in discrete and continuous time see the paper of Gokay et al. (2011).

Modeling liquidity risk is basically done in two different ways. The first approach is when
the trade volume has a lasting impact on the asset price. This is a class of models incorporating
feedback effects. This is also known as lasting impact or permanent price impact (see e.g. Bank
and Baum, 2004). The second one considers agents whose transactions have no lasting impact
on the price of the underlying. These are also some times called small agent models (see e.g.
Cetin et al., 2004, and the references therein).

The liquidity modeling approach considered in this chapter is the small agents approach.
Additionally, the transaction costs incurred from a hedging strategy by trading through a fast
recovering limit order book is what we understand as liquidity costs. More precisely we follow
the arbitrage-free supply curve model first introduced in Cetin et al. (2004) where the authors
developed an extended arbitrage pricing theory for the case when the asset price is a function of
the trade size.

The majority of papers on illiquid markets is dealing with the optimal execution. See for
example Bertsimas and Lo (1998), Almgren and Chriss (2001), Gatheral and Schied (2011),
Schied (2013) and the references therein. In addition, most of the papers investigating hedging
under illiquidity consider super-replication as for example in Bank and Baum (2004), Cetin et al.
(2010), Gokay and Soner (2012). In our case we consider a quadratic risk criterion since super-
replication is often too expensive. Two approaches for quadratic hedging are mainly considered
in the literature in the classical frictionless theory without transaction costs. A good survey can
be found in Schweizer (2001). The first approach, introduced first in Féllmer and Sondermann
(1986), is the mean-variance approach, which relies on self-financing strategies producing as
final outcome the portfolio Vr := ¢ + fOT X.,dS,, where ¢ € R is some initial value and X is
a trading strategy in the risky asset S = (S, )o<u<7. The aim of this method is to find the best
square approximation of a contingent claim H by the terminal portfolio value V. In particular,
under the real world probability measure one needs to minimize the quadratic hedge error

E [(H— <c+/OTXudSu>>2] , 212)

over an appropriately constrained set of strategies. This approach is also called global risk-
minimization by many authors. In a discrete time setting, this problem was handled and solved in
Schweizer (1995) by generalizing and relaxing the assumptions imposed earlier in Schil (1994).
Later on and under proportional transaction cost, the global risk-minimization was extended fur-
ther by Motoczyriski (2000) and Beutner (2007), where the authors show existence of an optimal
strategy in the multidimensional case. An extension of the mean-variance hedging criterion un-
der illiquidity are the papers of Rogers and Singh (2010), Agliardi and Geng¢ay (2014) and Bank



2.1 Introduction 9

et al. (2017). This criterion is based on minimizing the global risk against random fluctuations
of the stock price process incurring low liquidity costs.

The second main quadratic hedging method in an incomplete market is called local risk-
minimization and it was first introduced in Schweizer (1988). An extension by accounting for
proportional transaction costs in the discrete time case can be found in Lamberton et al. (1998).
In contrast to the mean-variance hedging, this method does not insist on the self-financing con-
dition. For discrete time k = 0, ..., 7 the goal is to find a strategy (X,Y") = (X411, Yi)k=0,...7
with book value V, = X115, + Y (assume that the risk-free asset is constantly equal to 1)
suchthat H = Vp, Cp, = V), — anzl X (Sm — Sim—1) is a martingale and the variance of the
incremental cost is minimized, where C}, is the cost process. Here, we denote by Y} the units
held in the bank account and the strategy X1 represents the number of shares held in the risky
asset in the time interval (k, k + 1]. In this chapter, we extend the work of Schweizer (1988)
and the local risk-minimizing quadratic criterion to an illiquid market in the spirit of Rogers
and Singh (2010) and Agliardi and Gencay (2014) in discrete time. Secondly we extend it to a
multidimensional asset price process setting.

Our approach and in contrast to the existing literature is designed in an appropriate general
setting to address the above mentioned problem in energy markets. First, a multi-dimensional
setup is needed to allow for multiple futures used as hedge instruments. Then, for capturing
the characteristics of energy markets, the assets price dynamics has to be general enough and we
additionally need a time dependent liquidity structure. The choice of our risk criterion allows for
more explicit formulas for the optimal strategy compared to existing approaches in the literature.
Moreover, they are also computationally tractable as we show in a case study. By requiring only
mild conditions on the asset price process, our main result is the existence of a locally risk-
minimizing strategy under illiquidity. These conditions might seem quite technical but we show
that they can be reduced to sufficient conditions on the covariance matrix of the price process.
These can be checked easily for most processes relevant in practice. Furthermore and by using
a least-squares Monte Carlo algorithm, the optimal strategies can be calculated backwards in
time.

In our setup it is possible to investigate the tradeoff between liquidity and hedge quality of
available hedge instruments. Consider for example the situation where different futures with
different delivery periods and different liquidity levels are available for hedging an Asian-style
option (2.1.1) in a market. Futures with delivery period well matching the delivery period of the
option payout exist in the market. Despite the strong correlation that these may have between
the future and the option to hedge, in certain time periods these hedge-optimal futures are very
illiquid. Hence futures which are more liquid and less correlated might be better for hedging
and more optimal. In our framework we can provide market-makers with a more profound tool
for risk management since our setup allows us to explore this tradeoff.

The current chapter is structured as follows. In Section 2.2 the model framework is explained
and described together with the basic problem. Moreover, we focus on a linear supply curve
model and impose necessary assumptions on the price process to prove our main existence The-
orem 2.3.15 in Section 2.3. We additionally provide sufficient conditions for the assumptions
that we impose. An application to energy markets is considered in Section 2.4. In order to
explore the tradeoff between liquidity and hedging performance of futures available for hedg-
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ing, optimal strategies under illiquidity are simulated by means of a least-squares Monte Carlo
method.

2.2 The Model

Assume that a filtered probability space (2, F,F,P) is given and consider a financial market
consisting of d + 1 assets. Let P the objective probability measure. The flow of information
is described by the filtration F = (Fj)r—0,1,.. 7. The indices £ = 0,1,...,7T will be used to
refer to a discrete time grid with time points ¢ty < t; < --- < t7. Both notions might be used
interchangeably. The discounted (marginal) price of d risky assets (typically futures or stocks)
is described by an F-adapted, nonnegative d-dimensional stochastic process S = (Si)k=01,..7-
By the price process notion Si we refer to the price of asset j at time ¢;. Moreover, assume that
a riskless asset (typically a bond) exists and let its discounted price be constantly 1.

Based on the setting of Cetin et al. (2004) we sssume that a hedger observes an exogenously
given nonnegative, d-dimensional supply curve Si(z) = (Sk(z)',..., Sk(z)?), z € R% where
Si(z)? := Si(z7) denotes the j-th stock price per share at time k for the sale (if z7 < 0)
or purchase (if 2/ > 0) of |27| shares. S(0) = S is called the marginal price. The actual
price that market participants pay or receive respectively for a transaction of size z7 (of the j-th
asset) at time k is determined and described by the supply curve which additionally is assumed
to be independent of the participants past actions. This implies that a trading strategy has no
lasting impact on the supply curve. The measurability of the supply curve with respect to the
filtration [ is assumed. Furthermore and in order to ensure that the liquidity costs are non-
negative we assume that it is non-decreasing in the number of shares x, i.e. for each k£ and 7,
Sk(z)! < Sk(y)?, P — a.s. for 27 < .

An extended arbitrage pricing theory was recently developed in Cetin et al. (2004). The
authors show that the existence of an equivalent local martingale measure Q for the marginal
price process S rules out arbitrage. Despite that this was shown for a continuous time version of
such a supply curve model, since liquidity cost is always positive, a similar result can easily be
seen to hold in our setting as well.

However, if one incorporates illiquidity then even a unique martingale measure (and state
space restrictions in a discrete setting) do not necessarily ensure completeness of the market.
Since perfect hedging is not possible, we aim at minimizing locally the risk of hedging under
illiquidity according to an optimality criterion which we introduce in Definition 2.2.4.

We shall consider in the following an investor who aims at hedging an Fr-measurable claim
H. For x € R, let || denote the Euclidian norm and x* the transpose of z. Further, (z,y)
denotes the inner product of z,y € RY. We define the investor’s possible trading strategies by
adapting Schweizer (1988). For this we denote by LI%(Rd) (in short L’}d), the space of all F-
measurable random variables Z : Q — R satisfying || Z||P = E(|Z|") < co. We abbreviate
ASy := Sy — Sk_1. Furthermore, we denote by ©4(.5) the space of all R?-valued predictable
strategies X = (X )g=12,. 7+1 so that X;AS € ]L.%1 and AX] [Se(AXki1) — Sk(0)] €
Ly fork=1,2,...,T.

Definition 2.2.1. A pair ¢ = (X,Y) is called a trading strategy if:
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(i) Y = (Yi)k=0,,. 1 is a real-valued F-adapted process.
(ii) X € @d(S)
(iii) Vi(p) = X Sk + Yy €LY fork=0,1,...,T.

X7 i1 denotes the number of shares held in the risky asset SJ and Y} the units in the riskless
asset (bank account) in the time interval (k, &k + 1]. Vi(¢p) is the so called marked-to-market
value or the book value of the portfolio (X1, Y)) at time k. Note that since the portfolio
value that can be realized depends on the liquidation strategy then there is no unique value for a
portfolio. This is due to the non-flat supply curve structure.

2.2.1 Cost and Risk process

Let an ]L?p’l—contingent claim of the form H = X%, Sy + Y7, with X, St € L?F’l, Xri1 €
I[A%d where the terms X7 and Y7 are Fr-measurable random variables. More precisely, X7 |
describes the quantity in risky assets that the option seller is committed to provide to the buyer
at the expiration date T of the financial contract H. Analogously, the quantity Y7 describes the
obligated number of bonds at time 7'.".

Assuming that an order of AYy := Y; — Yi_1 bonds and AXy 1 := X411 — X}, shares is
made at time k € {1,2,...,T}, then

AY + AXZ+1S]€(AX]€+1) =AY, + AXZ-{-IS:’C + AXZ+1[S;€(AX]€+1) - Sk(O)] 2.2.1)

is the total outlay (under liquidity costs). Note that the last term can be seen as the transaction
cost which is coming and resulting from market illiquidity, by the fact that S;(0) = Sy is the
marginal price. Moreover, using the definition of the book value we can write

AY, + AX;;+1SI€(AXI§+1) = AVk(gD) — X,:ASk + AXZ+1[SI€(AX1€+1) — Sk(())] 2.2.2)

Note that for a self-financing trading strategy the total outlay at time k would have been zero.
Let us now define the cumulative costs of the strategy ¢ = (X,Y). By letting Colp) :=
Vo(¢p), the initial cost®, we can define the cost process under illiquidity C(¢) = (Cx(¢))k=0.1...7

by

k
=) AV, + Z AX} 1 Sm(AX 1) + Vo(e). (2.2.3)
m=1

Using the definition of V() one can show further that

Cr(p) Z X*AS,, + Z AX m(AXmi1) — S (0)]. (2.2.4)

"For example, in the 1-dimensional case one could set X711 = 0 and Y7 = (S7 — K)T for a call option with
strike K without physical delivery.
2For simplicity we do not account for any liquidity costs paid to set up the initial portfolio.
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By ensuring the square integrability of the cost process, we can define the quadratic risk process
under illiquidity () = (Ri(¢))k=0,1,....7 by

Ri(¢) :==E[(Cr(p) — Cil(e))?|Fil - (2.2.5)

Let us mention at this point that the classical local risk-minimization approach aims at finding
a locally risk-minimizing strategy ¢ = (X,Y) such that Vir(p) = H with X747 = X7, and
Yy = Yy. For more details see Section 2.2.2.

Let C(¢) = (Cr(¥))k=0,1,... 7 denote the classical cost process without liquidity costs (i.e.,
S(z) = 5(0)), more precisely define

k
Cr(p) = Vilp) = Y XjASp. (2.2.6)
m=1

Then the relation

T
Cr(p) = Crl9) = Cr(9) = Cl(p) + Y AXp 1 [Sm(AXpi1) = Sm(0)],  (2:2.7)
m=k-+1

is obtained. Moreover, let R(¢) = (Ri(¢))k=0,1,..r denote the classical risk process, defined
as in (2.2.5) but with C replaced by C.

Another possibility how one could define the risk process of a strategy would be the linear
risk process under illiquidity

Ri(¢) =E[Cr(¢) — Cr(¢)IIFl, (2.2.8)
motivated by Coleman et al. (2003).

Remark 2.2.2. From a financial perspective a linear local risk-minimization criterion might be
more natural than a quadratic one. In fact, the L?>-norm might overemphasize large values even
if these will occur with small probability. Nevertheless, it is possible to get explicit results by
minimizing over the L*-norm.

The quadratic-linear risk process (QLRP) under illiquidity

T
Ti(¢) :=E[(Cr(p) — Ch() 2| Fa] +E[ > AXr 1 [Sm(AXmi1) = S (0)]| Fil, (22.9)
m=k+1

is a combination of measuring the quadratic difference of the classical cost process and linearly
the liquidity costs. Later on we will be able to construct and prove an explicit representation
of the local risk-minimizing strategy under illiquidity by minimizing the expression in (2.2.9)
where large values of liquidity costs are not overemphasized by the L2-norm.
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2.2.2 Description of the basic problem

The classical local risk-minimization is targeting on minimizing locally the conditional mean
square incremental cost of a strategy. The aim of our criterion is to minimize locally the risk
against random fluctuations of the stock price but at the same time reducing liquidity costs
incurred by the strategy. Such an approach yields a tractable problem and is similar to Agliardi
and Gengay (2014) or Rogers and Singh (2010) which balances low liquidity costs against poor
replication.

Definition 2.2.3 and Definition 2.2.4 give us the optimality criterion on which the minimiza-
tion problem is based on. The idea is to make the current optimal choice of the strategy by fixing
the holdings at past or future times. That is, we only minimize locally in Y}, and X} 1, the risk
process at time k.

Definition 2.2.3. A local perturbation ¢ = (X', Y') of a strategy p = (X,Y) at time k €
{0,1,...,T — 1} is a trading strategy such that X, 11 = X, and Y, =Y, for all m # k.

m

By a slight abuse of notation define
T (9) = E[(Cr(0) = Cr(9))*|Fi] + aE[AX 5 [Sk1(AXpi2) = Sts1(0)]| Fil- (2.2.10)

In Definition 2.2.4 we specify what we call local risk minimizing strategy under illiquidity for
some o € RT.

Definition 2.2.4. A trading strategy p = (X,Y') is called locally risk-minimizing (LRM) under
illiquidity if for any time k € {0,1,...,T — 1}

T (e) < TR(¢),  P-as, (2.2.11)
for any local perturbation ©' of  at time k.

Note that in Definition 2.2.4 we have taken into account the liquidity costs only at the current
time. By the fact that we minimize only locally, this is equivalent to minimizing over 7} in
equation (2.2.9). Also note that since Definition 2.2.1 ensures that the classical cost process C
is square-integrable and the liquidity costs are integrable for any strategy then Definition 2.2.4
is well defined.

Remark 2.2.5. An equal concern about the risk to be hedged as incurred by market price fluc-
tuations and the cost of hedging incurred by liquidity costs corresponds to the choice o = 1.
Otherwise o > 1 represents a major risk aversion to the cost of illiquidity and o < 1 means a
major risk aversion to the risk of miss-hedging. One could also generalize by using a determin-
istic positive R-valued process o = (o) =0,1,... 7 In such a case trivially our results will still
hold true.

From now on we will assume « is given and our goal is to find a locally risk-minimizing
strategy ¢ = (X,Y) under illiquidity such that V(o) = H with X7, = X7 and Y7 = Y.
In the multi-dimensional case, some useful Lemmas follow, which can be shown by means very
similar to those used in Lamberton et al. (1998) in the 1-dimensional case. For completeness we
provide their proofs.



Chapter 2. Local risk-minimization with multiple assets under illiquidity with applications in energy
14 markets

A main property of a local risk-minimizing strategy, is that its cost process is a martingale. The
first Lemma shows that this property generalizes to our setting. The reason is that by changing
only the Fi-measurable risk free investment, a strategy o can be perturbed to ¢’ such that C'(¢')
is a martingale. This in turn reduces the first term in (2.2.10) but at the same time leaves the
second term unchanged.

Lemma 2.2.6. For a LRM-strategy  under illiquidity, the cost process C(y) is a martingale.
Furthermore, from the martingale property of the cost process we get the representation,

Ri(¢) = E[Riy1(9) | Fr] + Var(ACki1(9) | Fr), P-a.s., (2.2.12)
fork=0,1,...,T —1.

Proof. The arguments follow those in the proof of Lemma 1 in Lamberton et al. (1998).

Let ¢ = (X,Y) be a LRM-strategy under illiquidity and fix some k& € {0,1,...,7 — 1}.
Assuming that C'(¢) is not a martingale, we can choose a local perturbation ¢’ = (X', Y”) of
at time k by defining X’ := X and only modifying the cash holding Y at time k, by adding the
conditional expectation of the incremental cost at time k to Y,

Y, = E[O7(p) — Cr(9)|Fe] + Yi - (2.2.13)

This implies that E[C7(¢") — Ck(¢')|Fx] = 0 and Var(Cr(¢") — Cr(¢')|Fr) = Var(Cr(p) —
Ci(¢)|Fr). Since E[X?] = Var[X] + (E[X])? for a random variable X, one can conclude that
using the strategy ¢’ the risk process becomes less, that is,

Ri(¢') < Ri(e) - (2.2.14)
Since X’ := X, the liquidity costs of ¢’ and ¢ equal. This implies,
T (¢') < T e) - (2.2.15)

By the fact that ¢ is a LRM-strategy under illiquidity, we must have equality on T}* which
implies equality on Ry i.e., Rp(¢') = Ry(p). So, the cost process C'(¢) must be a martingale.
O

So, for o a LRM-strategy under illiquidity, we have the representation

T (p) = E[Ri11(9) | Fil +Var (ACk11(9) | Fi) + @E[A X} o [Sk+1 (A Xkr2) — Skt1(0)]| Fl,
(2.2.16)
of the quadratic-linear risk process under illiquidity.
A representation for the QLRP of a perturbed strategy is provided in the next lemma.

Lemma 2.2.7. If C(p) is a martingale and ' a local perturbation of ¢ at time k then

T (¢') =E[Ri11(9)|Fk] + E[(ACk11(¢)?|Fi]
+ aE[(Xpt2 = Xig1) " [Sk1 (X2 = Xigr) — Ser1(0)]|Fa] - (22.17)
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Proof. As in Lamberton et al. (1998) (see proof of Proposition 2), by using Lemma 2.2.6 and
the fact that

E[Cr(¢") — Cr(¢")|Fi] = ACk11(¢), (2.2.18)

which follows from the martingale property of C'(), one can conclude that
Ri(¢") = E[Rs1(#)|Fi] + E[(ACk11(#")?[ Fi] (2.2.19)
Furthermore since ¢’ is a local perturbation of ¢ at time k, we have
E[(Xro = Xp1) [Ska1 (Kiyo = Xpqa) — St (0)]1F%]
= E[(Xk+2 = Xpy1) " [Sr1 (Xir2 — Xpy1) — Si1(0)]|Fi], (2.2.20)
and the claim follows. O

Remark 2.2.8. By the fact that Ry 1(¢) = Ri+1(¢") holds for any local perturbation ' of ¢
at time k, then equation (2.2.17) implies that one needs to minimize over the expression

VaT(ACk+1((p)|fk) + QE[AXZ+2 [Sk—l—l (AXk+2) — Sk+1 (0)”./—"k], (2.2.21)
at time k (see Proposition 2.2.9).

Proposition 2.2.9. A trading strategy ¢ = (X,Y') is LRM under illiquidity if and only if the two
following properties are satisfied:

(i) C(yp) is a martingale.
(ii) Foreachk € {0,1,...,T — 1}, Xy11 minimizes

Var(Vis1(9) = (Xpp1) " ASk1| Fi)
+ aB[(Xkv2 — X)) [Sk1 (X2 — Xpy1) — Sp+1(0)]|Fl, (22.22)

over all Fi-measurable random variables X, so that (X} )*ASy1 € IL%I and
(Xnt2 = Xp 1) [Ses1(Xrs2 — Xfypy) — Ska1(0)] € Ly

Proof. The proof follows the steps in the proof of Proposition 2 in Lamberton et al. (1998).

Let us first show the “ <= ” direction of the proof. We want to show that ¢ = (X,Y) is a
LRM-strategy under illiquidity, according to Definition 2.2.4. So, fix some k& € {0,1,...,7T—1}
and let ¢’ = (X', Y”) be a local perturbation of ¢ at time k.

Since property (i) holds and ¢’ a local perturbation of ¢ at time % then by Lemma 2.2.7 we
have the equality

TE(¢) =E[Rier1 (0)|Fi] + E[(ACk1 (¢))21Fi]
+ QE[(Xsz — Xy ISt (Xnvz — Xhyy) = Sk (O)IF], (22.23)

Moreover, from the definition of the conditional variance we have

E[(ACy11(¢")?|Fr] > Var(AC,1 ()| Fr), (2.2.24)
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and so we can estimate

T (") > E[Rps1(9)|Fi] + Var(ACk1 (@) | Fi)
+ aE[(Xpy2 — Xy 1) [Sk1 (Xit2 — Xpp1) — Skt1(0)]|F] - (2.2.25)

Since ¢’ a local perturbation of ¢ at time k then X, = Xj 0 and Y}, | = Y% ;1 and so we get

Var(ACk41(¢)|F) = Var(Cre1 ()| Fi) = Var (Vera (') = (Xp41) " AS41|Fi)
= Var(Vet1(9) = (Xp11)" ASk41] Fr),

(2.2.26)
and we can conclude that
T (¢') 2 B[R ()| Fi] + Var (Vira (o) = (Xpy1) " ASks1|Fi)
+ B [(Xit2 — Xjp1) " [Sk1 (X2 — Xpypq) — Ser1(0)][ 7] - (2.2.27)
Furthermore, since (ii) holds, then
T (¢') 2 E[Ris1 ()| Fi] + Var(Viepa (@) — (Xi1) " ASer1|Fr)
+ aB[(Xgt2 — Xpt1) " [Skt1 (X2 — Xpt1) — Se+1(0)][Fi] - (2.2.28)
On the other hand, we have by definition (see Equation (2.2.10))
T (¢) = Ri(p) + aB[AX} o[Skt1(AXky2) — Sky1(0)]| Fi] - (2.2.29)

Since C'(¢) is a martingale, we get the representation (2.2.12) for the risk process Ri(¢). So
we can conclude that

T3 (@) =E[Rp11(0)|Fk] + Var(ACk41 ()| Fk)
+ aB[(Xpt2 — Xp1) [Sk1 (Xit2 — Xg1) — Skt1(0)]| ), (2.2.30)

Finally, since (2.2.28) and (2.2.30) hold then T} (¢’) > T*(¢) and this shows the “ < 7
direction of the proof.

Now, assuming that ¢ is a LRM-strategy under illiquidity i.e., T}*(¢") > T () for any local
perturbation ¢’ of ¢ at time k, we will show the “ = ” direction of the proof. Property (i) holds
from Lemma 2.2.6. So it remains to show Property (ii).

Since C'(¢) is a martingale and ¢’ a local perturbation of ¢ at time k, then from Lemma
2.2.7 we know that equation (2.2.17) holds. On the other hand, since (2.2.30) holds (from the
martingale property of C'(¢)) then from the fact that T} (¢’) > T;*(¢) we have

E[Ri11 ()| Fk] + E[(ACk41(#"))?| Fi]
+ AB[(Xky2 — Xjp1) " [Sk1 (Xpr2 — Xpy1) — S41(0)]|F%]
> E[Rg41(9)|Fi] + Var(ACk+1(¢) | Fr)
+ aB[(Xgr2 — Xpr1) [Sk1(Xpt2 — Xir1) — Sk+1(0)]|Fk], (2.2.31)
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and from the definition of the conditional variance we can conclude that

Var(ACk,1(0")|Fr) + (E[A0k+1(90/)|fk])2
+ aB[(Xpy2 — Xji1) " [Sk1 (Xkr2 — Xpp1) — Skr1(0)]|F]

> Var(ACk11(0)|Fr) + aB[(Xgt2 — Xpy1) [Skr1(Xpr2 — Xir1) — Skr1(0)]|Fx],
(2.2.32)

for all Xj , and Y}. Fixing X, and choosing Y} as in the proof of Lemma 2.2.6 the
inequality still holds and the liquidity costs remain unchanged. Since this choice gives us
E[ACk+1(¢")|Fr] = 0 (as in the proof of Lemma 2.2.6) and since ¢’ a local perturbation of
 at time k, we get the inequality

Var(Vis1(9) — (Xpy1) " ASk1|Fr)
+ aE[(Xgt2 — X)) [Sb+1(Xhv2 — Xiy1) — Skt1(0)][Fi]
>Var(Vit1(¢) — (Xpt1)" ASk41|F)
+ aB[(Xkt2 — Xpt1) " [Sk1 (Xit2 — Xg1) — Skt1(0)]| ] - (2.2.33)

This shows that Property (ii) holds and the proof is completed. O

Proposition 2.2.9 holds for any supply curve thus is a quite general result. In the next section
we will consider a special case of the supply curve, for the existence and recursive construction
of a LRM-strategy under illiquidity. This will be motivated from a multiplicative limit order
book. For this model we will be able to construct explicitly the optimal strategy and in particular
under conditions that ensure that the optimal strategy belongs to the space ©,4(S) of trading
strategies.

2.3 Linear Supply Curve

In an illiquid environment, liquidity costs are related to the depth of the limit order book (LOB),
when trading through it. The ability of the order book to recover itself after a trade is called
the resilience effect. We assume that the speed of resilience is infinite, hence we do not take

into account any feedback effects from hedging strategies. We choose the supply curve form
Sk(z) = (SH(xh), ..., SE(z%))* to be

Sl (x7) = S} + ae 5], 2.3.1)

and assume that the price process S is a non-negative semimartingale and € = (€j)x=0,1,.. 7 is
a positive deterministic R%-valued process. Despite the fact that it is possible for Sy (z) to take
negative values for some z, note that in practice this is unlikely to happen for small values of ¢y,
and reasonable values of x.

For the specific form of the supply curve, let us now describe a (multiplicative) limit order
book. A symmetric, 1-dimensional, time independent (for simplicity) LOB is represented by a
density function ¢, where ¢(z)dz is the bid or ask offers at price level 2Sy. Denote further by
F(p) = [ q(x)dzx the quantity to buy up through the LOB at price pSy. If an order of z = F(p)
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shares is made by an investor through the LOB at time & then some limit orders are eaten up and
the quoted price is shifted up to Si(z)* := g(z)S) where the function g(z) solves the equation

v =[] @) 4(y)dy, hence g(z) = F~'(x).3 After a trade and since we do not account for any

price impact, the price returns to Sj,.* The cost of an order of 2 shares will be Sy, J 19 @) pdF(p).
For an appropriate choice of the function g, this should be equal to xSy (z) = xS), + 225},

Then by choosing the density

1
q(x) = % (2.3.2)

which is independent from price, does the job. Note that when ¢ is tending to zero the market
becomes more liquid and the liquidity cost vanishes. The process € can be thought as a measure
of illiquidity.

Remark 2.3.1. Recall that the liquidity costs x[Si(x) — Sk(0)] > 0 are non-negative by the fact
that the supply curve Sy(x) is increasing in the transaction size x. In the special case of a linear
supply curve the liquidity costs for a transaction of size x at time k are £Sy|z|?. Note that since
these depend on the price process then in order to avoid negative liquidity costs it is essential to
assume that the marginal price process S is non-negative. Furthermore, since the depth of the
order book qi(y) = ﬁ depends only on ey, then note that when the price process Sy, increases,
then naturally also the liquidity cost increases but not the availability of assets in the LOB.

Proposition 2.2.9 indicate the way how to construct an optimal strategy according to the LRM-
criterion under illiquidity. That is, at time k, we need to minimize

Var (Vi1 (@) = (Xp41) " ASer1|Fi)

d
+aE[Y el 1571 (X — (Xh)?)? 1 Fl, (2.3.3)
j=1
over all appropriate X, 41 (see Definition 2.2.1) and choose Y}, so that the cost process C' be-
comes a martingale. This should be implemented and run through a backward in time algorithm.
Before continuing let us first introduce some notation:

A).; = Var(AS] | Fk), 7i = Ele] 150 11 Fk], Apj o= A+ ALy,
bhj = Cov(Vir1, ASL | Fp), T = Eled 1 ST X ol Fals bagj = by + by
Dyji = Cov(AS] |, ASE 1| Fi), for i # j, (2.3.4)

forall,7=1,...,dand k=0,...,T — 1.
Furthermore and assuming for simplicity o« = 1, we can rewrite the expression (2.3.3) by
defining the function f, : R% x Q — Rt as

d d
frle;w) = 1ejP Apy (@) = 2 ) ejbr(w) + D ¢jeiDigja(w)
=1

=1 J#i

>Note the multiplicative way of shifting up the price. In an additive LOB, as for example in Roch (2011), this
would be of the form Si(x)" := Sj + g(x). See for example Lgkka (2012) for a description of multiplicative
and additive limit order books.

“In the literature, this is usually called the resilience effect, measuring the proportion of new bid or ask orders filling
up the LOB after a trade. In our case we have infinite resilience.
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d
+ Var(Viga | F) (@) + > Eled 151 1X7 o1 Frl (). (2.3.5)
j=1

Fixing w one can easily calculate the gradient of the multidimensional function f;,. We need to
solve grad(fi) = 0 to calculate the candidates of extreme points which translates into solving a
linear equation system of the form

Fyc= by, (2.3.6)

where Fj, € R%? with Fiij = Dyyj fori # j, Fii; = Apjfori = jand by =
(bks1y -+, bra) € R?. Let F; = diag(Ai;l, e ,Ai;d) and denote by F,? the matrix F}, with
ef; 41 = Oforall j, that is the covariance matrix of the marginal price process S. Then the sym-
metric matrix Fy, is the sum of two real symmetric, positive semidefinite matrices Fj, = F ,8 +Fy.
This implies that the matrix F}, is also positive semidefinite® and therefore also the Hessian ma-
trix which calculates as Hy, (c) = 2F},. So, assuming that the covariance matrix F,S is positive
definite, this implies that F}, is invertible and equation (2.3.6) has a unique solution. Further-
more, since also the Hesse matrix is positive definite the function ¢ — f(c,w) is strictly convex,
which implies that ¢* := F}~ 1y, is a global minimizer. Furthermore, since the matrix F Land
by, are both F.-measurable it is clear that the minimizer ¢* is also Jj,-measurable.

2.3.1 Properties of the marginal price process S

Slightly stronger assumptions on the matrix F}; are needed for showing that the optimal strategy
c¢* calculated above belongs to the space ©,4(.S). These assumptions can be reduced to assump-
tions on the covariance matrix of S. It will turn out that they hold for independent increments as
well as for independent returns. We impose these assumptions now.

Definition 2.3.2. We say that S has bounded mean-variance tradeoff process if for some constant

C>0 _
(E[AS], | Fx])?

Var(AS}, || F)

uniformly in k and w.

<C P-as forallj=1,...,d 2.3.7)

Definition 2.3.3. We say that S has modified above bounded mean-variance tradeoff process if
for some constant C' > 0

(BIS].1|Fi)?

<C P-as forallj=1,...,d (2.3.8)
Var(52+1|]:k)

uniformly in k and w. Furthermore S has modified below bounded mean-variance tradeoff
process if for some constant C > 0

R[S | F])? -
ElSeal Pl S e p_ forallj=1,....d (2.3.9)
Var (S}

+1|]:k) B

3In fact, F}, is positive definite if sf; 41 is positive forall y = 1,...,d.
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uniformly in k and w. If both bounds hold then we say that S has modified bounded mean-
variance tradeoff.

Remark 2.3.4. For the case of S being a submartingale, by the fact that Si is positive and since
(a +b)? < 2a? + 2b% then we can estimate

(E[AS], |1 Fu])? < 2(E[S], | Fk])? + 2ISk]? < 4(E[SL, | Fe])* (2.3.10)

Thus the property of modified above bounded mean-variance tradeoff implies that of bounded
mean-variance tradeoff when S is a submartingale.

Definition 2.3.5. We say that S satisfies the F-diagonal condition if for some constant C' > ()

E[Si+1’fk]

VVar(AS] 1R + ,
Var(SiH\Fk)

>C P-as. forallj=1,...,d (2.3.11)

uniformly in k and w and if for some constant C>0

Var(S], | Fx) . 1

: : >C P-as. forallj=1,...,d (23.12)
B[Sy 11Fk] \/Var(ASiH\}"k)

uniformly in k and w.

Remark 2.3.6. The diagonal terms of the matrix F' justify the name F-diagonal condition in
Definition 2.3.5, since

-2

FY. : Elel ., S7 | Fi]
B = | VVar(asi, ) ¢ ek ,
kig.g Var(SﬁH | Fk)

' 2

FE P Fryi _ [ VYor(SialZn) 1
k;j.j 2 ' ’ j

| Fj. E[ggc+lsl]€+1“’rk] \/VGT(AS#FH}—’C)

(2.3.13)

Writing S£+1 = Si(l + p,iﬂ) forj = 1,...,d, we denote by p = (pi)r=0,1,.7 the d-
dimensional return process of .S.

Sufficient conditions are given by the next two Propositions 2.3.7 and 2.3.8 for the previous
properties on the marginal price process S.

Proposition 2.3.7. For S satisfying C < Va'r(ASi 111Fk) < C for some positive constants
C,C and forall j = 1,...,d, then the F-diagonal condition holds. In particular, if S has in-
dependent increments then S has bounded mean-variance tradeoff and satisfies the F-diagonal
condition.

Proof. The claim follows directly from the fact that C' < Var(ASi lFe) <C. O
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Proposition 2.3.8. For S having modified bounded mean-variance tradeoff then the F-diagonal
condition holds. In particular, if S has independent returns then S has bounded mean-variance
tradeoff and satisfies the F'-diagonal condition.

Proof. The claim follows directly from the fact that S has modified bounded mean-variance
tradeoff. O

Remark 2.3.9. Consider the 1-dimensional Black-Scholes model of a geometric Brownian mo-
tion W, that is

Sin = Spexp (bkh + O'th), (2.3.14)

with discretization time step At = h. Then the return process py can be defined by

1+ pp = , (2.3.15)

and is lognormally distributed. This is also a process of i.i.d. random variables. By Proposition
2.3.8, S has bounded mean-variance tradeoff and satisfies the F'-diagonal condition.

2.3.2 Some preliminaries

In order to show that the integrability conditions are fulfilled we are going to state some useful
Lemmas needed in the proof of Theorem 2.3.15. We will use the following notation:

. 10 0 -1 2 e ._ 0 e 121 p—1 |2
i = Fr i B il el Vi = Fryjl Fesi il Fggal
. 10 -1 2 € N € 21 -1 2
Brii = Pl Frgal Brig = Fraal [ Fi il (2.3.16)
fori,7=1,...,dand k = 0,...,7T when the inverse matrix Fk_1 of F}, exists.

Furthermore, we will denote by My.; ; the matrix I}, without the ¢-th row and j-th column.
From linear algebra recall also that if the inverse of a symmetric matrix F} exists then F) jli
(=1)"*7 det(Myi,5)

det(F k)

which we use in Lemma 2.3.13.

Lemma 2.3.10. Forall d € N>o:

d
det(Mpy j)® < CFQ i Foas [T 1 Feal® foralli,j=1,... dwithi # j,
iFog
(2.3.17)
| Fy.jj|? det( My 1)* < C det(Fih)? forallj=1,....d, (2.3.18)
FjiFrii det( My )2 < C det(F)? foralli,j=1,...,d, (2.3.19)

for some positive constants C, C and C where F,f = diag(Ak.1, - - -, Ak:d)-
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Proof. First note that the last inequality (2.3.19) follows from the first two. Indeed for the case
i # j and since F,S; ij < Fiyjj (since €441 and S, are non-negative) for all j, then from
inequality (2.3.17) we have

d
det(Mpsij)® < CFrajjFrii [ 1Fraal®- (2.3.20)
e
Since the matrix FkA is a diagonal matrix then it is clear that now inequality (2.3.19) follows for
1 # j. The case i = j follows directly from inequality (2.3.18).
For showing the inequalities (2.3.17) and (2.3.18) for d = 2 is trivial. We will show for the

case d = 3 the inequality (2.3.17). Inequality (2.3.18) follows then analogously. Let w.l.o.g.
i = 1. For 7 = 2 we have

det(My.12)? = (Di12Ak3 — Di23Dia3)? < 2|Dia 2| Arisl? + 2| Dreos|?| Dt sl

(2.3.21)

where we have used the inequality (a+b)? < 2a?+2b. Now, applying the conditional Cauchy-
Schwarz inequality we get,

det(Mk§1,2)2 < 2A2;1A2;2‘Ak§3|2 + 2A2;2A2;3A2;1A2;3 < 4‘42;1‘42;2’14]@;3‘2 . (2322)

The case j = 3 follows analogously and so inequality (2.3.17) holds.
A generalization of the proof for an arbitrary d can be done using the Laplace’s formula and
the symmetry of the matrices F}, and F,?. 0

In the next Definition that follows we describe the F'-property condition which is crucial.
This property does not only extend the LRM-criterion of Schweizer (1988) to the illiquid case
(i.e. € # 0) but also and especially extends the setting to the multidimensional case. For a one-
dimensional price process S the F-property translates to Var(ASky1|Fr) + Elegs1Skr1|Fr] >
0 in the 1-dimensional case. Note that this is always fulfilled.® Moreover and in the case of
independent components, i.e. S® and S7 are independent for i # 5, then the condition reduces to
det(F, kA) > 0 which also is always fulfilled since the matrix F) ,;4 is positive semi-definite. Thus
the next property is essentially linked to the covariance matrix of the multidimensional price
process S. Furthermore, this property can be reduced to a property on the covariance matrix of
S, as we will show in Section 2.3.4. In the following, C' denotes a generic positive constant that
might change from line to line.

Definition 2.3.11. We say that the process S has the F-property if there exists some § € (0,1)
such that
det(Fy,) — (1 — 8) det(F{) > 0, (2.3.23)

forallk =0,1,...,T where F{* := diag(Ag.1, .- ., Aa)-

Lemma 2.3.12. Assume that S has the F-property and satisfies the F-diagonal condition. Then
the terms o j, Brii j» aiﬂ-’j and ﬁli;i,j are uniformly bounded in k and w forall i,5 = 1,...,d.

SRecall the assumption that the process € and the price process S are both non-negative.
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Proof. For the first term ay,.; ; we have

o det(My )?

det(FA)? 1
sij = Flegjj Pl det(Fy,)?

<C (2.3.24)

<
SO = Caso

by using first the inequality (2.3.19) from Lemma 2.3.10 and then the F'-property. For the second
term (3;.; ; we can estimate for the case i = j

Fii det(FA)2 1
kyg d€ ( k ) <C (2.3.25)

det(Mj; ;)
= FQ i)
Bk P det(E? = Y=

. <
Rt det(F)2 sC

using inequality (2.3.18) from Lemma 2.3.10 and then the F-property and inequality (2.3.11).
For the case ¢ # j and using inequality (2.3.17) from Lemma 2.3.10 we have

FO
det(Fk)Qﬂk;i] Fklzdet(MkZ]) <CFk]]|Fk”|2 H |Fk’,l7l| <C’F ,J,J|2d t( ) )
=1 k:j.J
I#i,5

(2.3.26)

and from the F'-property and inequality (2.3.11), f3.; j is uniformly bounded. Furthermore and
by the same arguments as for the term 3;.; ; we have for the case i = j

0 det(Mk;i,i)2

FY A\2
oy kji,i det(Fk’ ) S C
™ det(Fk)2

| Fleiil? det(Fy)? (1-16)%

< C‘Fli,z,z|2

ai;i,j = |FI§” (2.3.27)

using the F’-property and inequality (2.3.12). For ¢ # j we can estimate

d
t il Fig 1 T 1Feal?
=1
1]

det(Fk)2ai;i,g‘ = |Fi§;z‘,z‘|2F1?;j,j det(Mk;z’,j)2 < C|Fl§;z‘,i 2

0

|F 11’2

< O|FflP det(F{1)?, (2.3.28)

and from the F'-property and inequality (2.3.12), af; ; is also uniformly bounded. For the last
term 3}, ; we have fori = j

pdet(Myii)* _ |Flaal” det(Fit)? 1

< . .
det(Fp)? = |Fry|? det(Fg)? — C(l — 52 (2.3.29)

ﬂz;i,j = ’Flizz

by the F'-property. Moreover for i # j

d
det(Fk)zﬁli;i,j = |F1?;i,i’2det(Mk;i,j)2 < C|Flf;i,i|2Flg;i,iFlg;j,j H ‘Fk;l7l|2
g
0 0

— C|Fg, |2k "R qet(FAY? (2.3.30)
‘ k“| | P H| ‘Fk;jvj‘Q ( &z
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where from the F'-property and the F'-diagonal condition the last term 35 i 1s uniformly bounded.
We also made use of the fact that the process ¢ is deterministic and that we have a finite number
of hedging times. 0

Lemma 2.3.13. Assume that F}_ U exists for k € {0,1,...,T} and S has bounded mean-
variance tradeoff. Let (X,Y') be any trading strategy. Then there exists some constant C' > 0
such that

E[((Fy'br); ASk+1) ]

d
CE[Var (Vi41|Fk) Z hig + O (leri) i + o B[ X 4P| (2331

<
i=1 i=1
E[((F; "br);)%]
d d '
< CENVar(ViralFe) Y Brig + Y _(c(ekr1)Briig + Bii VBN X 42| F]](2.3.32)
i=1 i=1
forall j = 1,...,d where (Fk_lbk)j is the j-th component of the vector (Fk_lbk). The term

c(egy1) denotes a positive constant depending on the process ¢ at time k + 1 such that for
exr1 — 0, c(eky1) converges to zero.

Proof. First note that from the definition of the variance and using bounded mean-variance trade-
off, it follows directly that

E[|AS], |2 Fk] = Var(AS], | Fi) + (E[AS], | F])? < CAY,; . (2.3.33)

Furthermore, denoting F' = F}, and b = by, we have from the tower property and using inequality
(2.3.33)

E[((F~'0);A8],,)%] = E[(F _1(b°+b5))')2 [AS] 1 P1F]]

< 20EZ| P+ )P E (2.3.34)

-

Moreover, using the conditional Cauchy-Schwarz-Inequality for the term bg and the conditional
inequality (E[XY|G])? < E[X2|G]E[Y?|G] on the term b5 together with the definition of the
variance yields

E[((F 1b) AS 1))

< CE| Z ’F VW Vk+1|~7:k)Fi(,)z' + EU%HSIQH‘2’fk]EHXIiH‘Q’]:kDFﬁj]

Z \E A (Var (Ve |[Fo) FY + e PFUEN X o P1FR] + [FSIPE X P FR) FY,]

(2.3.35)

The other inequality follows analogously.
O
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Remark 2.3.14. Both Lemmas 2.3.12 and 2.3.13 will be used for the Existence of a LRM-
strategy under llllquldzty We will need to show basically two integrability properties. The
opnmal strategy X (under the LRM-criterion under illiquidity) must satisfy that X/ i _HAS ka1 €

T Y and X,Z 41 € ]L2 ! Denoting by @d(S ), the space of all R%-valued predictable strategies
X = (Xp)k=12,.. 741 50 that X AS}, € L%lfork =1,2,...,T, the first integrability property
shows that the strategy X belongs to @d(S). The second one is essential for showing the first
one. Nevertheless, in order to show that the liquidity costs of the optimal strategy are integrable
will will use both integrability properties.

Furthermore, note that when € = 0, that is in the infinite liquidity case, the second inequality
of Lemma 2.3.13 is not needed by the fact that the terms c(€j41), ;i j and ai;m vanish. Thus,
by using bounded mean-variance tradeoff and the F-property, in the multidimensional case
without liquidity costs, one needs to show only that Xe @d(S ).

Moreover, in the 1-dimensional case (d = 1) we have

2 0 0 2
o |A 1| 1] = Ak;l - — Ac Ak;l BE ’A 1|
; b ; 71 — A 2 H - 3 TA. 12 5
’A |27 |Ak;l‘2’ k;1,1 k;1 ‘Ak;1’2’ k1,1 — ’A |27
(2 3.36)

where note that the terms o1, (5., ; are bounded by 1 and the terms (311, o, | are uni-
formly bounded by the F-diagonal property. Furthermore for the case when £ = 0 one would
need to show only the first inequality of Lemma 2.3.13 which simplifies to

E[(Fy b1 A8} 1)?] < CE[[Via ), (2.3.37)

as in the 1-dimensional classical case in Schweizer (1988). In this case it is well known that only
the assumption of bounded mean-variance tradeoff is essential for proving and constructing the
optimal strategy.

In the following we will present our main existence Theorem where under some mild condi-
tions on the marginal price process S we show the existence of a local risk-minimizing strategy
under illiquidity.

2.3.3 Existence and recursive construction of an optimal strategy

Under the previous assumptions imposed in the previous Section 2.3.1 the existence of a local
risk-minimizing strategy under illiquidity can be proven. Additionally, by means of a backward
induction argument and as already explained at the beginning of Section 2.3 we give an explicit
representation of the optimal strategy.

Theorem 2.3.15 (Existence result). Assume that S has the F'-property, bounded mean-variance
tradeoff and satisfies the F'-diagonal condition. Let further the covariance matrix FO be positive
definite at all times k = 0,1, ...,T — 1. Then for any contingent claim H = X}HST +Yr €
IL%I with Xr} 1197 € IL%I and XT+1 € LQ’d, there exists a local risk-minimizing strategy
= (X, }A/) under illiquidity with XT-H = XT-H and }A/T = Yr. Furthermore, the strategy has
the representation

X1 =F by P-as. fork=0,...,T -1, (2.3.38)
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Vi, = B[Wi|Fi) — Xii1Sk P—as fork=0,1,...,T —1, (2.3.39)
where Wy, = H — Z%:kﬂ X*AS,,.

Proojj. The_proof is a backward induction argumenton k = 0,1, ..., 7. First set XT+1 = XT+1
and Y7 = Y7. So, fix some k € {0,1,...,7 — 2} and assume that at times [ = k,...,T — 2

(i) X/ ,AS] , €Ly and Xj,eL3',
(i) [ X787, € L7
(i) X7\ oS + Y €Lt Vi € Fipa
forall j = 1,...,d holds. At time & we want to minimize the expression (2.3.3) over all X ,; 11

and show that the following properties are fulfilled forall j = 1,...,d:
(i) X;7,A8),, €Ly and X7 eL2',

11 lvj 2 .] 171
(i) | X [°Sy e Ly,

(i) (X, )*Sk+Y, €L} | Y, €F

Properties (i) - (iii) will then ensure that (X , }7) € ©4(9). First we define the function f, as in
equation (2.3.5) and note that all the terms in fj are integrable by induction hypothesis. Since
Fy, is positive definite then there exists a unique solution to the minimization problem and an F}-
measurable minimizer X, k+1 can be constructed, which equals F~ 1bk. Furthermore define Yk
as in equation (2.3.39). Then it is clear that Yk is Fi-measurable. The fact that X i +1Sk + ffk =
E[Wi|Fi] € ]L,?F’1 follows from H € L?ﬁl, the induction hypothesis Z?;:k 42 X*AS, € L%l
and X;_;ASj41 € L}, which we will show below.

Now let us show first that X7 ASi_H € L?ﬁl. By inequality (2.3.31) of Lemma 2.3.13 we

k+1
know that for a constant C' > 0,

E[(X}1A80,)°]

d d
< CE[Var(X;, 9Sk+1 + Yit1|Fr) Z Oy j 1 Z(C(Ekﬂ)ak;i,j + ai;i,j)E[|Xli+2‘2|}—kH’
i=1 i=1
(2.3.40)

holds. Since by the induction hypothesis X rrok+1 + Yk+1 and X i 4o both in L%l for all
i =1,...,d, then it remains to show that the terms cv;; ;, o, ; are uniformly bounded in £ and
w. This follows from Lemma 2.3.12. Similarly one can show that X ,i 41 € L%l using inequality
(2.3.32) of Lemma 2.3.13.

Next we show that the liquidity costs E[>

From the minimization problem of expression (2.3.3) and since X} iS a minimizer, we know

d

il % i 2 :
i1 €151 [ Xj o — Xj 1 |°|F%] are integrable.
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that (w.l.o.g. a = 1):

d
Var(Xjiy oSkt + Yistr — (Xp1) ASkat | F) +ED el 111X — XL P17
7j=1
< Var(XjyoSker + Yirr| Fr) + ED el 1011 X7 o1 Fil, (2.3.41)

=1

holds, where the right hand side corresponds to choosing X1 = 0. Taking expectation on both
sides and since by definition the conditional variance is non-negative, we get

d d
BN e S 1XT s — X7 < ElXfan Sk + Vit + ED el 1570 1XL ),
j=1 j=1
(2.3.42)

where we have used the fact that Var(X) < E[X |2. Now, since by the inductive hypothesis,
Xk+28k+1 + Yiq1 € LT and SkH]X +2\2 € ]L1 ! for all j = ,d then it is clear that
the liquidity cost Z] 1 £k+lS,j€+1|Xk+2 k+1‘2 is in ]L,1 ' In partlcular Ek_H k+1|Xk+2
X ,]C 41 1> € ]L ! for all j =1,...,d. This holds from the fact that the deterministic process ¢ and
the margmal price process S are both non-negative by assumption.

In order to complete the proof, it remains to show that \X ka1 |2S] € ]L1 '. This is needed in
order to complete the induction argument and be able to show that the 11qu1d1ty costs in the next
step are again integrable. So, from the equality

X7 11280 = —|X], PAS], + X7 28T, (2.3.43)

we need to show that ]XkH\QAS 7.4 and ’Xk+1‘25£+1 are both in ;' Since, as already
shown, the liquidity costs are integrable for all j = 1,...,d and since by induction hypothesis
X7, 1287, , € Ly" then the inequality

0< |X12+1‘2513; < Z‘Xk:-i—Q Xl]c+1’2513;+1 + Q‘X +2| Sk+1> (2.3.44)

follows. Since ei > 0 this implies that | X7 X +1|2Sj | is integrable for all j = 1,...,d. The

term ’Xk+1 |2ASY 41 1s also integrable by the fact that Xk+1ASZ+1 and XZH are both in ]L%’1
Indeed we have

E(| X7, PAS],,] < E[IX],, 1 fasi, <1l +E[X],,A8],, "1 fasi,,1>1)]

< EHX +1‘ ]+EHX]<;+1AS%+1‘ ]a (2.3.45)

and this proves and completes the induction step at time k.
The base case at time k = T where X7., | S7+Y7 = H is clear by the same arguments and by

the assumptions on H and XT+1, Y7. Indeed, since X} 15T + YT and XT—H are both square
integrable, then from Lemma 2.3.13 and Lemma 2.3.12 it follows that X%AS% € IL,%’l and
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Xr} S L%l for all j. Moreover, note that with the assumptions X% _HS% S L%l, XJT 41 € L%l

one can show that |X% QSj € ILl ' By the same arguments as above, this will imply the

1
integrability of the liquidity costs. The fact that |X%|2SJ 1 € ILT can be shown by using
exactly the same arguments as in the proof for the inductive step.

Finally, by defining
Yy = E[H — X3ASy|Fi] — X587 1, (2.3.46)

then it is clear that Yy, is Fr_;-measurable and X}STA + Yy = E[H — X}AST\}";C]
belongs to L?,ll
The martingale property of C'(¢) follows from the construction of Y since at each time k we

have
E[Cr(¢) — Cr(&)|F] = 0, (2.3.47)

and so by Proposition 2.2.9, since both properties are satisfied, then the trading strategy ¢ =
(X Y) is local risk-minimizing under illiquidity and the proof is complete. 0

Remark 2.3.16. Consider the 1-dimensional case. The explicit representation of the LRM-
strategy ¢ = (X, Y) under illiquidity is the following:

A Cov (Vi1 (9), ASk11|Fi) + Elers1Sk 11 Xnr2|Fil

X : 2.3.48
k1 = Var(ASg+1|Fr) + Elegs1Sk+1|Fr] ( )
T A~
Vi(@) =E [H — > XnASm| Fi (2.3.49)
m=k+1

The classical local risk minimization strategy in the case where we do not account for illiquidity
is covered by the case of €11 tending to zero. Denote this strategy by @ = (X,Y). In the case
when S is a martingale one can easily see that Vi,(¢) = E[H|Fy] = Vi(®). Hence, the two
book values are equal.

On the other hand, in the case of infinite liquidity costs, i.e. €1 goes to infinity, then it holds

Spi1 - ST X741
E[Sk+1|Fk] - - E[ST|Fr-1]

Furthermore, consider the special but standard in the market case of a cash settlement where
the value of the option has to be paid out in cash, i.e. XT—H = 0 and Yy = H. In this case when
Ek41 — OO we get Xk+1 — Oforall k = 0,1,...,T. Interpreting this from a financial point
of view, means that in order to avoid infinite liquidity cost the investor’s best choice is to invest
nothing, which makes sense. In the d-dimensional case, a similar observation holds as well.

Xpp1 — E Fr (2.3.50)

2.3.4 A sufficient condition for the F-property in terms of the covariance
matrix F°

For showing the integrability properties of Proposition 2.2.9 for the optimal local risk-minimizing
strategy under illiquidity in the proof of Theorem 2.3.15 recall that we have used the F'-property
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from Definition 2.3.11 backwards in time. This condition is related to the covariance matrix F°
of the price process S as we show in this section. Let us first recall the definition of a principal
submatrix (see Horn and Johnson, 2012) which we will use in this section.

Definition of a principal submatrix: In general let P € R"™" be a real matrix with m rows
and n columns, and let o C {1,...,m}, 8 C {1,...,n} be index sets. Denote by P, 3] the
(sub)matrix of entries that lie in the rows of P indexed by « and the columns indexed by 3. For
a = f3 denote by P[a] = P[a, o] the (sub)matrix of entries that lie in the rows and columns of
P indexed by a. Then P[a] is called a principal submatrix of P.

A sufficient criterion in terms of the covariance matrix F is given in the next Lemma 2.3.17.
Lemma 2.3.17. S has the F-property if there exists some 6 € (0, 1) such that
det(P?) — (1 — ) det(PA") > 0, (2.3.51)

for all principal submatrices P,S of F,S and principal submatrices P,fo of F, ,;40 where F; ,;40 =
diag(A%l, e Ag,d) of sizel X l wherel € {2,...,d} and forallk =0,1,...,T.

Proof. Letd € N>o, fix k € {0,1,...,T} and omitting the time k denote F' = Fj.

Furthermore we denote by FAWAL .= AL (AY A?nﬂ, .. ,A?_l, Ajr1, Arya, oo, Ag)
for m,l € {1,...,d}, m < [, the (d — m) x (d — m) symmetric matrix where for i = j,
Jj e {1,. l—m}wesetFAm = A) ;i yandforj € {I—m,....d —m— 1} we

set F m’Al = Ayyyj4+1 for the diagonal elements of the matrix. Otherwise for i # j we set

AQ A A
Fr "= Dpmti—1,m+j—1 fori,j € {1,...,1 —m} and Fm-" = Dptiti,mtj+1 fori, j e

{l ,d —m — 1}. Form = [ we set FABAL = FAZO;AZ(AZ+1,AI+27 ..., Aq) which is
equal to F w1th0ut the first [ rows and columns. Also note that for [ = d we have FAmida =
FAWAL(A0 AD ... AY ) which is equal to FO without the first m — 1 rows and columns
and without the last row and the last column.

Since A; = Ag + Aj and using the fact that the matrices F' and FO are symmetric then one
can calculate that

det(F) — (1 — 8) det(F*4)

= det(F°) — (1 — §) det(FA)

+ AS[det(FATA (A, A3, Ay, ..., Ag)) — (1 — 6) det(diag(As, Az, Ay, ..., Ag))]

+ A5[det(FATA2(AY, A3, Ay, ..., Ag)) — (1 — 6) det(diag(AY, A3, Ay, ..., Ag))]

+ A§[det(FAT43(A9, A9, Ay, ..., Ag)) — (1 — 6) det(diag(AY, AY, Ay, ..., Ay))]
4ot

+ AS[det(FATA4(A9, A9 AY, ... AY_ ) — (1 — 6) det(diag(A4Y, A, AY, ..., A% )],

(2.3.52)

A matrix P € R™" has () distinct principal submatrices of size I x I.



Chapter 2. Local risk-minimization with multiple assets under illiquidity with applications in energy
30 markets

where IV is the (3) = 1 principal submatrix P°[{1,2,...,d}] of size dxd and FAT A (A9, A9, AY,

LAY ) = PY[{1,2,...,d — 1}] one of the (,%,) = d principal submatrices of F* of size
(d—=1) x (d — 1). The remaining d — 1 principal submatrices of size (d — 1) x (d — 1) can
be calculated recursively as in equation (2.3.52) for the d — 1 terms in the right hand side of the
equation. For example we have

AS[det(FAY1(Ay, As, Ag, ..., Ad)) — (1 — 6) det(diag(As, As, Ay, . .., Ag))]
= Ai{Ag[det(FA%A2(A3,A4,A5, o Ag)) — (1 — 6) det(diag(As, Ay, As, ..., Ag))]
A5 [det(FA343 (A9, Ay, As, ..., Ag)) — (1 — 6) det(diag(AY, Ay, As, . .., Ag))]
A3 [det(FA344(A9, AY, As, ..., Ag)) — (1 — &) det(diag(AY, A3, As, ..., Ag))]

+A3[det(FA344( A9, A, A9, ...  AY ) — (1 — 6) det(diag(A9, A, A, ..., A% )]
+det(PO[{2,3,....d}]) — (1 — &) det(PA°[{2,3, ... ,d}])} . (23.53)

Note that FAg?Ad(Ag, A, AY, .. AY ) = PY[{2,3,...,d — 1}] is one of the (d%) principal
submatrices of F of size (d — 2) x (d — 2). The remaining (,,) — 1 principal submatrices of
size (d — 2) x (d — 2) can be calculated recursively in the same way as above.

Continuing the calculation recursively (for each of the terms) we get,

det(F) — (1 — 0) det(F4)
= det(P°[{1,2,...,d}]) — (1 = §)det(PA"[{1,2,....d}))
+As{A5{ . s {42 A 4y 3, ) (1 —8) dt(ling(Aar, )]
A5 [det(F A2 (A9, >><1—®damMaAd%A@n
+Ag[det(FAa-249(AG 5, AG 1)) — (1 — 0) det(diag(AY_,, AY_,))]
+det(PO[{d - 2,d — 1,d}]) — (1 — §) det(PA"[{d — 2,d - 1,d}])} )
+.... (2.3.54)

That means, we have rewritten the term det(F) — (1 — &) det(F“) into terms of (‘li) (distinct)
principal submatrices P of F° of size | x [ where | € {3,...,d}. Moreover, we are dealing
with the determinants of the 2 x 2 matrices as follows: for example and since A4 > AY we have

det(FAd-244-1(AY 5. Ag)) — (1 — 6) det(diag(AT 5, Ag))

=649 yAg — |Dy_s.4)?

> 0Aq_9Aq — |Da-2.4l”

= det(P°[{d — 2,d}]) — (1 — &) det(PA"[{d — 2,d}]). (2.3.55)

The same holds analogously for the other 2 x 2 principal submatrices by the fact that A; > Ag-)
for j = 1,...,d. So, since A7 > 0 for j = 1,...,d and since by assumption the inequality
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(2.3.51) holds, then we can estimate
det(F) — (1 — 0) det(F4)
> det(P[{1,2,....,d}]) — (1 — &) det(PA°[{1,2,....d}))
+A7{A5{ . A7_s{ AG_aldet(PUHAY_ 1, AGY)) — (1 — 6) det(PA[{ A}y, AG}))
+A5 [det(PU[{AS 5, AD}) — (1 — 6) det(PA[{AS 5, AD})]
+A3[det(PU[{AG 5, A 1})) — (1 — 6) det(P[{AS 5, A 1}))]
+det(P[{d — 2,d — 1,d})) — (1 — &) det(PA°[{d — 2,d — 1, d}])} o }

+...
>0. (2.3.56)

That means the quantity det(F) — (1 — 6) det(F4) can be estimated from below by the deter-
minants of principal submatrices by terms as in (2.3.51) of F° and so by assumption the claim
follows. H

An example when the F'-property is fulfilled is presented in the next Proposition 2.3.18.

Proposition 2.3.18. Assume that the covariance matrix F ,? is positive definite at all times k =
0,1,...,T and S7 has independent returns for each j = 1, ..., d. Then the F-property holds.

Proof. Letd € N>o.

Fix k € {O, 1,...,T}. First we introducia the notation Ajg;j = Yar(pi+1), Dyij =
Cov(ph 11, Ppyy) fori # j where F, . = AQ, fori = j, FQ, ; = Dy, otherwise. Our
aim is to make use of Lemma 2.3.17. For simplicity we omit the time k£ and denote F' = F}.

First note that since the covariance matrix F is positive definite then

det(F°) > 0 and det(F*°) > 0. (2.3.57)

Now using AS,]C'+1 = Sipiﬂ, the fact that piﬂ is independent of Fj forall j = 1,...,d, the
properties of the determinant and the symmetry of the covariance matrix F° we get

det(F°) = [SE%---|SEP? det(F°) > 0,
det(FA") = [SH2 -+ |SE2 det (FA%) > 0, (2.3.58)

with the obvious notation F;A* := diag(Ap.,, ..., Al.4)- Since S7 > 0, this implies
det(F%) — (1 — §) det(FA") > 0 <= det(F°) — (1 — §)det(FA°) >0,  (2.3.59)

for § € (0, 1). Furthermore, since F” and F4” are deterministic matrices with det(F°) > 0 and
det(FA") > 0, then

det(F°) — (1 — ) det(FA") > 0, (2.3.60)
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for some & € (0,1). For the 1 principal submatrix of F of size d x d which is again the matrix
FY we want to show that

det(F°) + (1 — 6) det(FA") > 0, (2.3.61)

which for independent returns and positive marginal price process is equivalent to det(F°) +
(1 — &) det(FA”) > 0 as shown in the equivalence relation (2.3.59). So it remains to show that
for the all (distinct) (‘li) principal submatrices PV of F° of size [ x [ where [ € {2,...,d — 1}
we have that det(P?) + (1 — &) det(PA") > 0 for some § € (0,1). Now using again the fact
that F,g is positive definite then we know that each principal submatrix PV is positive definite
(Horn and Johnson, 2012, Observation 7.1.2). That means

det(P°) > 0 and det(P4") > 0. (2.3.62)

Since all principal submatrices P of F are covariance matrices, then by the same argumenta-
tion (and obvious notation) as above we get det(PY) — (1—§) det(PA") > 0 for some § € (0,1)
which for independent returns and S{C > ( is equivalent to

det(P°) + (1 — §) det(PA") > 0. (2.3.63)
Finally, from Lemma 2.3.17 the claim follows. O
Proposition 2.3.19. Assume that the covariance matrix F ,8 at all times k = 0,1,...,T is pos-
itive definite and S’ has independent increments for each j = 1,...,d. Then the F-property
holds.
Proof. Follows by analogous arguments as in Proposition 2.3.18. O

Remark 2.3.20. In the case when ¢ = 0, principal submatrices do not need to be considered in
Lemma 2.3.17. Indeed, rewriting Lemma 2.3.17, the condition simply reduces to the covariance
matrix being such

det(F%) — (1 — §) det(FA) > 0, (2.3.64)
for some constant 6 € (0, 1).
Remark 2.3.21. Consider the 2-dimensional case. In the case of independent returns (or in-
crements) the covariance matrix F) is positive definite 8 if Ag;lAg;Q - Dl%;lﬂ > 0, Ag;l > 0,
A2,2 > 0. This can be ensured by having strict Cauchy-Schwarz inequality. Thus, in the case
when S' and S? are linearly independent, Proposition 2.3.18 can be applied.

2.3.5 Nonnegative supply curve

Recall that the supply curve can also take negative values for some negative trade sizes. More
precisely and by considering the 1-dimensional case for simplicity, the (linear) supply curve
Sk(z) = (1 + zey)Sy, is possible to take negative values when a negative transaction x is such

8Note that a matrix F is positive definite if and only if its leading principal minors are all positive.
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that x < —1/e. A natural question that arises in such a setting is if and how is possible to define
a function i : R — R so that the supply curve process

Sk(:c) = h(x)Sk, (2.3.65)

will not produce negative values, hence is nonnegative.

In this section we show how one could construct a nonnegative linear supply curve. De-
spite that we show this for the 1-dimensional case, an extension to the multidimensional case is
straightforward.

Consider for example the function

h(a:) = (1 + $€k)1{x2,%} + (1 - Zkgk)l{x<fzk}7 (2.3.66)

where z = (2)g=0,1,.,7 is some deterministic positive process with 0 < 2, < 1/gy, for all
k=0,1,...,T. Then note that zS}, corresponds to a lower bound for the price received when
an investor is selling a large quantity of shares.

As a consequence, the corresponding cost process under illiquidity C®(¢) = (C () k=01,..T
of a strategy ¢ = (X,Y’) is then given by

k k
CIZ(SO) = Vi(p) — Z XmASy, + Z 8m‘5Ym|AXm-i-l‘21{AXm+12—,3m}

m=1 m=1
k
= ZmEmSmAX 11 {AX sy <2} (2.3.67)
m=1

Furthermore and following the same steps as in Section 2.3.2, then by Proposition 2.2.9 at time
k we aim at minimizing the expression

Var(Vig1(e) — Xp 1 ASky1|F)

+ Elek41Sk41 [ Xp42 — X1/c+1’21{Xk+2—x,;+12—zk+1}|fk]

— Elzkt1884+1Sk+1(Xpt2 — X1'€+1)1{Xk+2—x,;+1<_zk+1} | Fl, (2.3.68)

over all appropriate X, 41 Where w.lLo.g. @ = 1. Equivalently to the above expression, we want
to minimize the function f,’; :R x Q — RT given by

File,w) = [ef A (w) — 26} (w) + ed}(w)
+ Var (Vg | Fi) (@) + Blers1 St | X2 Lix o e spr 1 Fi) (@)
— Elzg+1641Sk+1 Xk 121 (X 1o —cc— o} [ FEN (W), (2.3.69)
where we are making use of the following notation:
AY = Var(ASyi1|Fr) + Elerr1Se1 113, ,p—c>—psa} 1 FHl;
b = Cov(Vis1, ASkr1|Fi) + Eler+1Sk+1Xkt+21 X, 0—c> -2} FED
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Liz = E[zk+1€k+1sk+1 l{Xk+2—C<—2k+1} |]:k] (2.3.70)

Finally, by the dominated convergence theorem and using similar arguments and assumptions
as in Sections 2.3.2 and 2.3.1, then the equation % f,i’ (¢) = 0 implies that the optimal strategy

N

»= (X' ) Y) fulfills an implicit relation, in particular it holds

Cov(Vis1, ASk+1|Fk) + E[5k+15k+1Xk+21{Xk+2_)gk+12_Zk+1}|-7:k] —3Q
Var(ASki1|Fk) + Elek+1Sk+1 1{j(k+2_j(k+12_zk+1}|~’rk]

Xpy1 =

)

(2.3.71)

with
Q = E[zk+16k+1sk+11{Xk+2—)2k+1<—zk+1}”Fk]' (2.3.72)

2.4 Application to Electricity Markets

By applying the previous results in this section we aim at hedging an Asian-style electricity
option in an illiquid market with electricity futures. These are supposed to be exposed to liquidity
costs. Additionally, these futures, used as hedge instruments, might have different maturities.
This means that a future is possible to terminate before the option maturity (final time horizon T').
Thus hedging in these instruments is restricted to certain subintervals of [0, T']. In the previous
sections, it is assumed that hedging is possible until 7" in all hedge instruments, so this situation
described here is not a priori covered by our setting. Subsection 2.4.1 serves the purpose to
shortly sketch how a setting with hedge instruments having possibly different maturities can be
embedded in our setting from the previous sections such that our previous results apply also to
such situations. Then, in Subsection 2.4.2 we focus our example on electricity markets.

2.4.1 Hedge instruments with different maturities

Consider on our stochastic basis (2, F, F, IP), d available hedge instruments S/ = (S,]C) k=0,1,....T}

of nonnegative price processes with maturity 7; < T, j = 1,...,d and assume a final time hori-
zon T'. Without loss of generality we let 0 < 77 < Tp < --- < Ty < T. We want to fit in our
setting the situation when hedging in asset j is only possible until time 7; < 7T, 5 = 1,...,d.

Thus, by artificially keeping each asset S’ constant on the remaining interval [7}, T, where the
asset j is not defined, we introduce an associated d-dimensional price process S = (S k)kzo,Lm,T
given by

S = Sitpor,) (k) + S5 1z, 1y (k), 2.4.1)

forj =1,...,dand k € {0,1,...,T}. Furthermore, for the extended price dynamics of the
asset processes we also introduce an extended positive liquidity process. More precisely, by
considering a positive, deterministic R9-valued liquidity process € = (€ )k=0.1,... 7, We extend
this on the subintervals m € [T}, T] forall j € {1,...,d} by some el > 0.
Since, we assume positive liquidity costs during the extended price dynamics, it is then clear
already intuitively that a trader will not choose to invest any money in asset j during the interval

[T;,T]. This is due to the fact that in this time frame the asset generates zero gains while



2.4 Application to Electricity Markets 35

at the same time incurring positive liquidity costs. Indeed, using the fact that for £ > T it
holds AS’}C 41 = 0, it is straightforward to see from Proposition 2.2.9, Property (ii), that in
such a situation a LRM-strategy under illiquidity must be of the form )N(ﬁn =0form =1; +
1,...,7 ,1 € {1,...,d}. From a financial point of view this means that the hedger liquidates
his position in the j-th asset at time 7); + 1. Hence, in our constructed extended market a LRM-
strategy X under illiquidity automatically respects and follows the original hedge constraints
beyond maturities T;, j € {1,...,d}. This implies that this strategy is also a LRM-strategy
under illiquidity in our setting with hedge instruments with possibly different maturities. In the
following we will distinguish between active and inactive assets. In particular we say the asset
S7 is active at time k if k < T} and inactive at time k if k > Tj.

Now, we aim at showing existence and computing a LRM-strategy under illiquidity for hedge
instruments with different maturities using the development tools and following the steps of
Section 2.3. We consider the extended linear supply curve 5’,]6 (27) = S’,]i + 7 efcgi for the
extended price processes. Taking into account the fact that a LRM-strategy X under illiquidity
fulfills X',ln =0form =T, +1,....,T,l € {1,...,d}, the minimization problem at step
k €{0,1,...,T — 1} of the function f} in (2.3.5) simplifies to the minimization of the function
fr : R % Q — RT given by (w.l.o.g. o = 1)

d d d
frlew) = Y 1P Aki(w) =2 D gbilw)+ D gaDyiw)  (24.2)
j=lit1 J=lit1 GGl
d
+ Var(Vi | F) @) + Y Elel 1St X o PIF] ),
J=l+1

where note that the sums are only over the assets 57, j = [+ 1, ..., d, which are active during the
k’th period, i.e. [, := max{r € {1,...,d} : T, < k}. Then we can deduce that the conditions
required in Theorem 2.3.15 for showing existence of a LRM-strategy under illiquidity reduce to
lower-dimensional conditions which in each period only the active hedge instruments are being
concerned. In particular and following the notation from Section 2.3 we define for each period
k EN{O, 1,...,7 — 1} the symmetric~matrix F . € Ri—lexd=le ( principal submatrix of F},)
]NDy Fk;i,j = Dk;i—‘rlk,j—‘rlk for i #£ j, Fk;i,j = Ak;j-i—lk forv = j,1,5 € {1, e, d — lk} and
b == (bktpt1y-- -5 bkid)* € R Then solving the following linear equation system

Fre = b, (2.4.3)

is equivalent minimizing over (2.4.2) in ¢ € R% . Moreover note that we have a reduced
form of the covariance matrix of the price process S. Indeed it holds Fj, = F, ,? + F . Where
Fe = diag(Ai;lH, cee Ai;d) and FIS is the matrix F}, with 5{:“ =0forj=104+1,...,d,the
reduced covariance matrix.

In the context of hedge instruments with different maturities in our extended liquidity market
and following the arguments in Section 2.3, then the following version of Theorem 2.3.15 holds
for the existence and explicit representation of a LRM-strategy under illiquidity:
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Corollary 2.4.1. Consider a contingent claim H = X;HST +Yr e L%’l with X711 = 0 and
a price process of the form in equation (2.4.1). Assume that for each k-th period, the covariance
matrix F ,? is positive definite. Furthermore assume that bounded mean-variance tradeoff, the
F-property and the F'-diagonal condition hold for the active assets in the k-th period at time
k € {0,1,...,T — 1}. Then there exists a LRM-strategy ¢ = (X, Y) under illiquidity with
Xrg1 = 0, Yp = H. In particular for k € {0,1,...,T — 1} we have X = (0, X) with
0=(0,...,0) € R* and

X1 = F by P-as., (2.4.4)

in R and for k € {0,1,...,T — 1}
Vi, = E[Wi|Fi) — Xip1Se P-as., (2.4.5)

where Wy, = H — Z%:k-{-l X*AS,,.

2.4.2 LRM strategies in electricity markets

For the remaining next parts of the section we are considering an even more explicit situation in
an extended market in the sense of the previous Subsection 2.4.1. In particular, we are going to
deal now with an example from electricity markets of hedging an Asian-style electricity option
with electricity futures under liquidity costs by a LRM-strategy under illiquidity. Based on
a continuous-time multi-factor spot price model proposed in the paper of Benth et al. (2007)
we are considering price processes for electricity futures. In Subsection 2.4.2.1 we recall and
describe this particular model while in the following Subsection 2.4.2.2 we explicitly compute
and simulate LRM-strategies under illiquidity in a more specific example.

2.4.2.1 An electricity market model

The price E(t) of spot electricity at time ¢ € [0,7] is modeled in Benth et al. (2007) by the
equation

n
E(t) =Y A®)Yi(t), (2.4.6)
i=1
where for ¢ = 1,...,n it is assumed that A; is the positive and deterministic function which

accounts for seasonality and Y; is the solution to an Ornstein-Uhlenbeck stochastic differential
equation
dYi(t) = —NYi(t)dt + oy(t)dLi(t) , Yi(0) =y, (2.4.7)

where o;(t) are assumed deterministic, positive bounded functions and A; > 0 are constants.
Furthermore, let the L;’s be independent, increasing pure jump Lévy processes with jump mea-
sures N;(dt,dz) which have deterministic predictable compensators of the form
v;(dt,dz) = dtv;(dz). The positivity of the processes Y;’s and hence also of the spot price
FE is ensured through the increasing property of the L;’s. Moreover, let (2, F, (F;)o<it<7, P) be
a stochastic basis where the model (2.4.6) is defined and assume that the filtration (F)o<¢<7 is
generated by the L;’s.
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Electricity futures are known to have the flow character of electricity which instead of deliv-
ering spot electricity at a fixed point in time they rather deliver over a delivery period [TlF , T2F ]
for Tf' < T < T. Considering such futures as available hedge instruments, the pay-off of the
(financially settled) futures at the end of the delivery period is then

1 Ty
—_— E(u)du, 248
77 e P 243)
and the life of the asset terminates at 7 . For computing further the price dynamics of electricity
futures we let for simplicity the measure PP be already an equivalent martingale measure. This

implies that the price F'(t; T, Tf") of the electricity futures at time ¢ < T4 as a traded asset is
given by the equation

1 Ty

F(t;T{, Ty ) =E TF _TF
2 —1j

E(u)du

]:t] . (2.4.9)
A straightforward computation of the conditional expectation in (2.4.9) by using the fact that
u
Yi(u) = Yi(t)e M 4 / oi(s)e M) dL,(s), (2.4.10)
t

is the explicit solution for the Ornstein-Uhlenbeck components Y;, ¢ = 1, ...n, implies the fol-
lowing more explicit price of futures contracts in the continuous-time spot model :

Proposition 2.4.2. The price F(t, TIF , TQF ) at time t of an electricity futures with delivery period
[TF, T is given by

TF
Ft, T, T8 ZY  Ai(we” Aiu=t) gy

2
+ 7 () A (w)e M%) 2 (dz)dsdu, 2.4.11
T{_TFAF[A+U(S) (u)e zvi(dz)dsdu ( )

forOStSTlF,and

1

F(tan7T§):W

E du—l—ZY
=1

TF
/2 / / oi()As(w)e M) 2y (d2)dsdu,  (24.12)
R+

1 ¢t
F/ Ag(w)e D dy
T —1F J,

forTE <t <TY.

In order to fit this continuous-time spot and futures price model into our discrete-time frame-
work we construct an electricity market model by sampling the continuous-time processes at
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finitely many trading times 0 = g, t1, ..., 7. That means, our hedge instruments S7, j = 1, ...d
are now given by futures price processes of the following form :

S4 = Fi(ty, T, 1) for 0<t, <Tf <T. (2.4.13)

For simplicity we will assume in the following that delivery period times belong to the discrete
time grid, i.e. TlF ,TQF € {to,t1,...,T}. As already indicated, the futures contract continues
to exist also after the maturity time 7 and investing is not possible anymore. In general,
depending on the conventions and rules of the exchange, during the delivery period [T}, T4,
trading is either very illiquid and thus restricted or not possible at all. This feature is captured
in our setting by specifying high liquidity costs during the period [T}, T{"], where the limit
case of liquidity costs tend to infinity means that trading is impossible. Another feature that one
typically observes on electricity markets is the fact that the shorter the remaining time to delivery
period the more liquid becomes the future. This behavior is captured by the following definition
of the liquidity structure €/ for the futures F7, j = 1, ...d:

1
71 exp(—Tle)
e =N; forT!’ <t<T. (2.4.14)

o = aj(1—exp(~(TF ) +8,  a;= for0 <t <7},

Observe that at time 0, the liquidity structure &/ for a future F7 thus starts from some constant
M; > 0. Then it moves down to a level ; > 0 by decreasing exponentially in time until the start
of the delivery period. Afterwards and during the delivery period it jumps to a constant (high)
level N; > 0 which as explained above, it captures the feature of very high liquidity costs of the
future.

Moreover, we additionally consider a constant liquidity structure given by

=M, foro<t<TF K6 =N forT!’ <t<T, (2.4.15)
for M; > 0 and N; > 0. In our simulation study in the next Subsection 2.4.2.2 we compare the
time varying liquidity structure in (2.4.14) with the constant one in (2.4.15).

2.4.2.2 LRM-strategies of electricity call options

Based on the electricity market model previously specified in Subsection 2.4.2.1, we are now
considering a financially settled Asian call option which is written on an electricity future with
delivery period [TF, T5] for 0 < Tf < T < T. We intend to compute explicitly a LRM-strategy
under illiquidity for a given claim H = Y7 where

_ 1 T3 +
Vo= s E(wdu—K | (2.4.16)
15 =17 Jre

for some given strike price K. Moreover, the assumption 7ty = 1" will always hold from now
on, i.e. the option maturity is equal to the terminal time horizon.
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Consider two different futures F'!, F? with corresponding delivery periods [T}’ ' , T%F 1] and
[TF*, T, respectively, where we further specify T4 < T~ < T and T} # TF"° Our
purpose is to analyze the case of a trader which can hedge in two different futures by also com-
paring various specifications. The existence of a LRM-strategy under illiquidity for this case is
guaranteed by Corollary 2.4.1. In particular, from the property of independent increments of the
futures, it follows from Proposition 2.3.7 that both F'-diagonal condition and the bounded mean-
variance tradeoff hold for the active assets in each period. Furthermore, from Proposition 2.3.19
and in combination with Remark 2.3.21, it remains to check for the active hedge instruments F'*
and F? if the conditional Cauchy-Schwarz-Inequality is strict, that means if the inequality

Cov(AFL, 1, AFZ, 1| Fi)? < Var(AF | Fi)Var(AFE | Fr) , (2.4.17)

holds for each k € {0,..., T4 1}. This will further ensure two properties: the ['-property and
the existence of the inverse matrix Fk_ ! By the fact that TF ' # TF * the CS-inequality is
indeed strict which implies that P(F; kl 1 = ak ,f +1) < 1 for any constant a € R.!0 Finally, from
Corollary 2.4.1 we know that a LRM-strategy ¢ = (X , f/) under illiquidity exists and is of the
form X741 =0, Yy = H and X = (0, X) with 0 = (0,...,0) € R% and

X1 = E My P-as, (2.4.18)
in R% for k € {0,...,T — 1}. Furthermore, note that the structure of the matrix £} * is
2 x 2-dimensional for k € {0,...,TF" — 1} and 1-dimensional for k € {Tf",... TF* — 1}

because of the active assets structure in each period.

The optimal strategy X consist of conditional expectations of the form E[Y'| X]. For comput-
ing numerically such conditional expectations for square integrable random variables X and Y a
popular method from the literature is the so called least-squares Monte Carlo (LSMC) method.
This method was first used by Longstaff and Schwartz (2001) in finance and in particular for the
valuation of American options. We will employ this method in the following for our simulation.
Since it can be found in the literature we will not explain or go into further details but we just
refer to Fries (2007) for a nice introduction regarding the LSMC method. For our simulation
study we want to mention that we use indicator functions constructed via the binning method as
basis functions.

Now, for our example in the 2-dimensional case we need to simulate

X741 =0,
" 1
Xpsr = bz fork € (rf*, ..., -1},

3

X1 = (X}, XEy)  fork e {0,... TS — 1}, where

Note that, for the conditional Cauchy-Schwarz inequality to be strict, basically one needs that either 7% ' £ TF :
or TF" # TF”. See Remark 2.3.21.
!0That means, with a positive probability both futures are linearly independent.
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1

Ap1 A2 — |Dii12)?
1

A1 A2 — |Dii12)?

Xp = (Ak;2brr — Digr 2brs2),

X, = (Agbr:2 — Dy 2bg:1) - (2.4.19)
The square integrability of all random variables in the conditional expectations it is an important
property for the LSMC method. Based mostly on Lemma 2.3.13, we are able to show the next
Corollary 2.4.3 below, which ensures the square integrability property and thus we are able to
implement the LSMC method. We are going to use the notation of Section 2.4.1. Recall that the
price process S = (5’ Lo S’d) is the one of the (extended) hedge instruments.

Corollary 2.4.3. Assume that the components of the marginal price process S and the contingent
claim H are both in ]L%1 as well as X741 = 0. Under the assumptions of Corollary 2.4.1 there
exists a LRM-strategy ¢ = (X, Y) under illiquidity such that for some constant C' > 0

d
E[((Fy 'b1);A80,1)" < CEVia (@) + S EIXE /Y, (2.4.20)
=1
d
E[((F, '0);)"] < C(E[Vigr (D)1* + Y EIX] 4|, (2.4.21)
=1

fork € {0,1,...,T —1} where Vi1 (¢) = E[H — S8, o X, AS,, | Fios1]. In particular; all
random variables in the conditional expectations in the terms Ay, ;, by ; and Dy, j; are square
integrable forall j =, +1,...,dand k =0,1,...,T — 1.

Proof. The existence of a LRM-strategy ¢ = (X , 57) under illiquidity follows directly from
Corollary 2.4.1. The fact that V1 (¢) = E[H — Zg:kw X7 ASy| Fip1] follows also directly
from Yk defined as in Corollary 2.4.1.

By Lemma 2.3.13 together with Lemma 2.3.12 applied for the active assets at time k& €
{0,1,...,7T — 1}, we get

d
El(F b);0580,,)") < CE[(Var(Ven @)1F) + S BIRLLPIFDY . 2422)
i=1
Furthermore, using Var[X] < E[X?] we can estimate,
~ ~ ~ d A .
E[((Fy'br);A54,1)"] < CEIE[Visa (D) 1F] + Y _El X101 Fil)?)
i=1
d A~ -
< CEE(Vi1(9)1F] + Y Ell K| !| 7]
i=1
d A~ -
— CEVia @I + Y EIX] ), (2.423)

i=1
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where for the last inequality we have used the conditional Jensen Inequality and for the equality
we have applied the tower property. Analogously we also get the second inequality of the claim.
This shows that,

d
E[(X],,A8],1)" < CE[Vin (' + D _EIXi oY, (2.4.24)
=1
d A .
E[(X],1)") < CEVira(@)'+ Y EIX} o), (2.4.25)
=1

forall k = 0,1,..., 7 — 1, j =l +1,...,d. By the definition of Vi1(¢) and since by
assumption H € IL,% and XT+1 = 0, one can argue recursively that both X7 k _HAS 41 and
X,ZH are in L%l.

Furthermore, we have for some j € {lx,+1,...,d} attime k € {0,1,...,T — 1} for the term

0 = Cou(Vir1(9), S, 1| Fr) = Va1 S, [ Fr] — B[Vt |F]E[SL [ Fr],  (24.26)

that Vi1 () € L3, S, € L3 and Vi1 (¢)S],, € L3 since Vg (¢) € Ly', 87, , € Ly
and by the Cauchy-Schwarz inequality. For the term

kij = {5k+15i+1 Ak+2|]:k]a (2.4.27)

we have S£+1XIZ;+2 € L%l since gk, 1 € L4 ! XJ 19 € L#l and using the Cauchy-Schwarz
inequality.

So, all random variables in the conditional expectations for the term by, ; are square integrable.
Analogously the same holds for the terms Aj.; and Dy,.; ;. ]

We are now ready to give a concrete specification of our electricity market model for the
simulation study that follows. For our model setting, we let the spot price model (2.4.6) be such
that is driven by two OU factors (n = 2). The first factor Y represents the base regime while the
second one Y5 the spike regime with strong upward moves followed by quick reversion to normal
levels. We set the seasonality function equal to a constant, in particular Ay = Ao = 1. Moreover
we assume that Y7(0) = Y5(0) = 0.5, constant volatilities o' = 0.34,02 = 0.01 and \; =
0.01, A2 = 0.1 for the mean reversion rates. We are giving the following characterizations for
the driving Lévy processes: L is supposed to be a Gamma process where L1 (t) has T'(y't, al)-
distribution and L is assumed to be a compound Poisson process with intensity v? and exp(a?)-
distributed jumps. Finally we set the parameters 4! = 72 = a! = 1, o = 0.1. The Euler
Scheme is used for the simulation of both OU-processes.'!

To this end, an equal concern between the risk from market price fluctuations and the cost of
liquidity will be considered in our example by assuming o« = 1 in the performance criterium
(2.2.10). Furthermore, let the strike price in (2.4.16) be equal to K = 1.05.

"Note that for the use of the Least-squares Monte Carlo method, for the purpose of calculating conditional expecta-
tions for the simulation, a 2-dimensional basis functions are needed to be simulated using both Markov processes
L' and L*.
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In our simulation study we will consider two different settings for hedging a call option, each
with various pairs of futures with different delivery periods as available hedge instruments. We
consider various combinations of futures that cover the delivery period [T{,Ts] of the option
in our first simulation setting for hedging the option. For this purpose we assume three futures
F', F?, F having delivery periods [T} ' ,TF 1], TF 2,T2F 2], [T S,TZF 3], respectively, where we
define T¢ = TF' = TF* = 0.0125, T¢ = Tf” = TF* = 0.1, TF" = TF® = 0.05. Both time
liquidity structures are being considered. For the time varying liquidity structure (2.4.14), we
set M; = 0.005, N; = 2M;, §; = 0.000001 and for the constant liquidity structure (2.4.15), we
choose M; = N; =0.01fori=1,2,3.

For LRM-strategies ¢ = (X,Y) the following criteria are being computed: Tp(¢), To(¢),
Lo(y), and Cy(p). Note that Ty(¢) = E[(Cr(¢) — Co(p))?] is the quadratic hedge criterion,
Lo(p) = E[Z%Zl AXY 1 [Sm(AXmy1) — Sm(0)]] the liquidity costs incurred by the strat-
egy, To(p) = To(p) + Lo(e) our combined LRM minimization (optimality) criterion (2.2.9),
and the cost for a strategy ¢ at time 0 is Cy(p) = E[H — Zﬁzl(Xm)*ASm]. In the fol-
lowing Tables 2.4.1 and 2.4.2 the simulation results for a LRM-strategy ¢ = (X1, Y) are
displayed with time varying liquidity (2.4.14) and constant liquidity (2.4.15), respectively. For
comparison purposes we additionally compute the results also with the classical LRM-strategy
©¢ = (XY, YY) where the liquidity costs are zero (i.e., ¢ = 0) in the classical case. At
this point we want to mention and recall that the quantity 7 is minimized by !’ while Ty is
minimized by ©©. We use the same trajectories in both cases for comparison purposes.

One first observation that one can make from the simulation results is that the hedging costs to-
gether with the corresponding minimization criterion decrease in the number of available hedge
instruments. Additionally, note also that the initial cost of the strategy ¢’ is more than the one
of ¢©C. This is due to the fact that the optimal strategy o under liquidity costs will cost more
for the trader to generate it.

Using two main examples we focus on the hedge performance with two futures in the case
where they cover the delivery period of the option. In our first main example the delivery periods
of the futures F'!, F'? are overlapping, while in the second one, the delivery periods of the futures
F', F3 (see Figure 2.4.1b) are different. Observing the Tables 2.4.1 and 2.4.2 and by comparing
the quantity To(goL ) we can conclude that for the case where the futures F'!, F'3 are used for
hedging, the performance is better since they incur less cost. In Table 2.4.2 with the time-varying
liquidity results, this can be justify by the fact that F'3 has shorter delivery period than £ and
can be used for hedging the option longer in time. In the case with constant liquidity, from the
results in Table 2.4.1 we see again that it is better to hedge with the two hedge instruments F'*
and F3. Note that they perform better despite that the future F'2 has a delivery period which
coincides perfect with the option H. The same holds also in the classical case, simply by the
increased dimension of the hedge instruments. Indeed, from observing the quantity Tg(gpc)
one can conclude that under the classical LRM-criterion, the classical LRM-strategy using the
futures F'! and I3 has a better performance.

Another observation that we can make in our simulation study from the two examples in
Tables 2.4.1 and 2.4.2 is the balance between low liquidity costs against poor replication that
our quadratic criterion gives. As a matter of fact, from the example, the futures ', F'® have a
better performance than F'*, 2 with less cost TO( ©") from market fluctuations but at the same
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time incurring more liquidity cost Lg ().

The numerical results of Agliardi and Gengay (2014) and Rogers and Singh (2010) show that
the optimal strategy under illiquidity is less volatile than the classical one. This is confirmed
also in our case in Figure 2.4.1a which corresponds to the result for F2 in Table 2.4.1. We
understand this by the fact that in an illiquid market changing position drastically incurs large
liquidity cost which is perfectly intuitive. Furthermore, in Figure 2.4.1b, note that both futures
are used actively before the start of the delivery periods while afterwards when entering into the
delivery period of F'! then the trader hedge almost only with the future F*. This is due to the
fact that I3 is more liquid than F'! and additionally it expires later.

We now turn our focus in the second setting where in various hedge constellations we con-
sider trade-off between liquidity costs and hedging performance. For this purpose assume
three futures G*, G2, G3 as hedge instruments having delivery periods [TC", T¢"], [T¢*, TS,
[T TS, respectively, where we set T¢ = TG = T¢* = TF° = 0.05, TS = T¢” = 0.1,
TS ' =0.075, T i ® = 0.0125. Otherwise, we are considering the same model specifications as
in the first setting above. We are dealing with two examples, with one common future G, which
has delivery period coinciding with the one of the option H. According to the quantity Ty (")
from Tables 2.4.3 and 2.4.4, note that G', G2 performs better than G2, G*. From Ty(¢®) we
can observe that in the classical setting this is also the case. This is mostly because of the fact
that by comparing the two futures G' and G® we see that G'! expires later and its delivery period
lies within the delivery period of the option. Moreover and by comparing the quantity T (%) of
both examples note that the difference between them becomes less in Table 2.4.4 than in Table
2.4.3. The reason is based on the liquidity costs. In the period [0, 0.0125] note that G® is more
liquid than G and hence can be used for hedging at low liquidity cost by the trader in this case.
So, a correct specification of the term-structure of liquidity seems therefore not only meaningful
but also important. For both cases we illustrate the strategies in Figure 2.4.2 and Figure 2.4.3
for one single trajectory. In the case with time dependent liquidity one can actually observe in
Figure 2.4.3b that due to liquidity reasons in the period [0,0.0125], G® is the more active hedge
instrument since the future G will incur more liquidity cost.

Hedging Instruments | To(%)  To(¢9) | To(e®)  To(¢®) | Lo(e®) Lo(¢®) | Coleh) Co(¢®)
F2 2.19E-3  4.79E-2 | 2.03E-3  340E-4 | 1.56E-4  476E-2 | 1.09E-2  9.29E-3
F1 F?2 1.86E-3  3.64E-2 | 1.67E-3 292E-4 | 1.88E-4  3.6IE-2 | 1.07E2  9.19E-3
F1 F3 151E-3  1.59E-2 | 1.31E-3  220E-4 | 201E-4  157E-2 | 1.05E2  8.92E-3

Table 2.4.1: Simulation results with constant liquidity parameter.

Hedging Instruments | To(¢™)  To(¢%) | To(¢")  To(¢) | Lo(¢")  Lo(¢®) | Co(¢") Co(¢®)

F? 1.63E-3 4.11E-2 | 1.49E-3 3.40E-4 | 1.40E-4 4.08E-2 | 1.05E-2 9.29E-3
Fl F? 1.56E-3 3.58E-2 | 1.35E-3 2.92E-4 | 2.10E-4 3.55E-2 | 1.04E-2 9.19E-3
Fl F3 7.09E-4 1.28E-2 | 4.50E-4 2.20E-4 | 2.59E-4 1.26E-2 | 9.66E-3 8.92E-3

Table 2.4.2: Simulation results with time varying liquidity parameter.

Hedging Instruments | To(%)  To(¢%) | To(e®)  To(¢®) | Lo(e®)  Lo(¢®) | Cole")  Co(¢®)
G? 3.22E-3 2.30E-2 | 2.99E-3 7.775E-4 | 2.28E-4 2.23E-2 1.60E-2 1.41E-2
Gl,G? 2.33E-3 8.03E-3 | 2.06E-3 5.21E-4 | 2.68E-4 7.51E-3 1.55E-2 1.39E-2
G?,G3 2.95E-3 1.52E-2 | 2.69E-3 7.12E-4 | 2.55E-4 1.45E-2 | 1.58E-2 1.40E-2
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Table 2.4.3: Simulation results with constant liquidity parameter.
Hedging Instruments | To(e%)  To(¢%) | To(e®)  To(¢®) | Lo(e®)  Lo(¢®) | Cole")  Co(¢®)
G2 1.66E-3  1.45E-2 | 149E-3  7.75B-4 | 1.69E-4  137E-2 | 1.50E-2 1.41E-2
G1,G? 1.32E-3  4.64E-3 | 1.13E-3  521E-4 | 1.92E4 4.12E-3 | 1.47E-2 1.39E-2
G?,G3 1.63E-3 1.25E-2 | 1.39E-3  7.12E-4 | 2.39E-4 1.18E-2 | 1.49E-2 1.40E-2

Table 2.4.4: Simulation results with time varying liquidity parameter.

A path of local risk-minimizing strategies

s———— X classical

ffffffff X" under illiquidity

holdings

timestep

(a) Hedging with only the Future 2 which has the same delivery period as the claim H. The hedging
strategy X © corresponds to the classical case without liquidity cost and X © to the case with constant

liquidity structure (2.4.15) with parameters Ms = No = 0.01. Observe that the optimal LRM-strategy
X under illiquidity is less volatile than the classical LRM-strategy X ©.

A path of local risk-minimizing strategies

o——o——a X" under illiquidity

X% under illiquidity

holdings
I

timestep

(b) Hedging with the two futures F'! and F'® with consecutive delivery periods which together cover the
delivery period of the claim H. Both futures have a time-varying liquidity structure (2.4.14) with

parameters M; = Mz = 0.005, N; = 2M;, N3 = 2M3. The optimal LRM-strategy X'+ under
illiquidity corresponds to the future F'' and X2’ to the future F> which is more liquid and expires

later than F''. F'3 is used more actively as can be observed from the plot. In the delivery period both
futures become very illiquid and thus a rapid drop in the holdings can be observed.

Figure 2.4.1: Comparison of the sample path of optimal LRM-strategies under different liquid-

ity structures and for different hedge instruments. All plots based on the same
realization of the underlying.
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A path of local risk-minimizing strategies

X IE under illiquidity

X% under illiquidity
e

holdings

timestep

(a) Hedging with the two Futures G*, G? with constant liquidity structure (2.4.15) with parameters M; =
N; =0.01fori=1,2.

A path of local risk-minimizing strategies

XUE under illiquidity

kkkkkkk X" under illiquidity
\

timestep

(b) Hedging with two instruments using the Futures G, G? with time-varying liquidity structure (2.4.14)

with parameters M; = 0.005, N; = 2M; for ¢+ = 1, 2. The sudden drop in the holdings occurs when
entering the delivery period where the futures are very illiquid.

Figure 2.4.2: Comparison of the sample path of optimal LRM-strategies under different liquidity

structures but with the same hedge instruments. The two futures have overlapping
delivery periods starting together but G'! expires earlier. The delivery period of

G? is the same as the one of the claim H. The LRM-strategies X%, X% under
illiquidity correspond to the future hedge instruments G, G respectively.
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A path of local risk-minimizing strategies

holdings

mmmmmmmm X' under illiquidity
»»»»»»» X% under illiquidity

timestep

(a) Hedging with the two Futures G2, G with constant liquidity structure (2.4.15) with parameters M; =

N; = 0.01 fori = 2, 3.

A path of local risk-minimizing strategies

holdings

fffffff XL under illiquidity

kkkkkkk X" under illiquidity

timestep

(b) Hedging with the two Futures G2, G® with time-varying liquidity structure (2.4.14) with parameters
M; = 0.005, N; = 2M, fori = 2, 3.

Figure 2.4.3: Comparison of the sample path of optimal LRM-strategies under different liquidity
structures but with the same hedge instruments. The two futures have consecutive
delivery periods with the one of G starting earlier. The delivery period of G2 and
the claim H coincide. The optimal LRM-strategy X % under illiquidity corre-
sponds to the hedge instrument G® and X >* to G2.



3 Local risk-minimization with multiple
assets under illiquidity with permanent
price impact

Contributions of the thesis’ author:

This chapter is a joint work of P. Christodoulou with Prof. Dr. Thilo Meyer-Brandis. It is based
on Christodoulou and Meyer-Brandis (2019). The development of the framework for incorpo-
rating liquidity and price impact into the model as well as the interpretation of the results has
been discussed and established jointly. All the results and proofs in all parts of this paper are
mainly derived by P. Christodoulou.

3.1 Introduction

When liquidity is a concern and trading is subject to lasting price impact cost as well as liquidity
cost, the problem of hedging general contingent claims is handled in this chapter. Using mul-
tiple assets as hedging instruments, accounting for their different levels of liquidity, our main
objective is to extend the results of Christodoulou et al. (2018) (Chapter 2) by accounting for
price impact.

In this chapter we follow the large trader arbitrage-free model of Roch (2011) which is an
extension of Cetin et al. (2004) by incorporating price impact effects. In particular we work in a
discrete time version of the model where for each asset we introduce a linear supply curve model
under a stochastic, time-dependent liquidity parameter which expresses the density of the limit
order book (LOB). Furthermore we extend the setting of Roch (2011) to the multi-dimensional
case and additionally by letting the resilience parameter be a stochastic, time-dependent process,
instead of a constant and we show that the model is free of arbitrage under certain assumptions
in discrete time.

Instead of considering a super-replication problem as for example in Bank and Baum (2004),
Cetin et al. (2010), Gokay and Soner (2012) which is usually too expensive, we consider a
quadratic risk criterion, the so called local risk-minimization.

First introduced in Schweizer (1988) and then extended in discrete time under proportional
transaction costs by Lamberton et al. (1998), the local risk-minimization method is the second
main approach for quadratic hedging in an incomplete market. Recently, Christodoulou et al.
(2018) extended in discrete time the work of Schweizer (1988) in two directions. Firstly, they
extended the local risk-minimization criterion under stochastic, time-dependent illiquidity in the
spirit of the papers of Rogers and Singh (2010) and Agliardi and Gencay (2014) in the case of
a fast recovering limit order book, where the resilience parameter is zero. Secondly, they are
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considering a multi-dimensional asset price model. The existence of a locally risk-minimizing
strategy under illiquidity is proven under mild conditions and is given in a closed-form solution.

In this chapter we extend the work of Christodoulou et al. (2018) by incorporating permanent
price impact and extending their optimality risk-criterion. Instead of considering a model based
on a multiplicative limit order book as in Christodoulou et al. (2018) our approach is based
on an additive limit order book. This allows to handle the price impact terms separately. Our
proposed optimality criterion allows us to give explicitly the optimal strategy which is also
computationally tractable in contrast to existing approaches. Under mild conditions on the asset
price, the liquidity level parameter of the limit order book and the resilience parameter, we
show the existence and give a closed-form solution of a locally risk-minimizing strategy under
illiquidity with price impact. Similar to Christodoulou et al. (2018), the conditions on the asset
price can be reduced to conditions on the price process covariance matrix which usually are easy
to check.

The structure of the chapter is the following. Section 3.2 presents the model in an illiquid
market under the presence of price impact. We show that our setting is free of arbitrage. In
Section 3.3 we define the local risk minimization problem and our optimality risk-criterion.
We give a characterization of the optimal strategy through a minimization problem. In Section
3.4 we prove and give an explicit solution of an optimal strategy. We impose assumptions on
the price process, the liquidity level and the resilience parameter in order to prove the main
existence Theorem 3.4.17. Section 3.5 considers a slightly alternative approach of our initial
criterion, treating price impact and liquidity cost together. We prove an existing optimal strategy
in the case of full permanent price impact.

3.2 The Price Impact Model

3.2.1 Description of the setup

We consider a discrete time setting in a financial market consisting of d + 1 assets. A filtered
probability space (€2, F, F, IP) is given where the flow of information is described by the filtration
F = (Fk)k=0,1,... 7 and P is the objective probability measure. We assume the existence of a risk-
less asset with discounted price equal to 1 and the discounted (marginal) price of d risky assets
is modeled by an F-adapted, nonnegative d-dimensional stochastic process S = (Sk) k=0,1,...,T

A nonnegative d-dimensional supply curve S(z) = (Sk(z)',..., Sk(z)?) for z € R? is
given exogenously as in Cetin et al. (2004). We denote by Sy (z)’ := Sj(27) the j-th stock
price per share at time k for the purchase (if 27 > 0) or sale (if 2/ < 0) of |27| shares. The
price process S(0) = S is called the marginal price and the process Si(x) the unaffected supply
curve.

Following the 1-dimensional setting in Roch (2011) we extend this to the multidimensional
case. We define the process of a d-dimensional affected observed supply curve S,;\ (z). This
supply curve determines the actual price that market participants pay or receive respectively for a
transaction of size x at time k. This curve is also assumed to be dependent of the participants past
actions which implies a lasting impact of the trading strategy on the supply curve. The difference
between the two supply curves Sp(z) and Sk () is the lasting price impact. Furthermore we
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call the process S*(0) = S* the observed quoted price. We assume that both supply curves
are measurable with respect to the filtration IF. Additionally and in order to ensure non-negative
liquidity costs, we assume that both supply curves are non-decreasing in the number of shares
x, that is for each k and 7, Sg(z)? < Sk(y)?, P — a.s. for 2/ < y/. Similarly holds for S ().

Based on the setting of Roch (2011), which is motivated from a symmetric, linear, additive
LOB, we assume that there exists a positive d-dimensional semimartingale M = (M}y)g=01,... 7
such that

Sk(z) = S) + Ma7, (3.2.1)
Sp(x) = Sp? + Mt (3.2.2)

forallj=1,...,d.

Instead of considering a constant resilience parameter as in Roch (2011) we consider a multi-
dimensional stochastic resilience process. In particular, for taking into account permanent price
impact we introduce the resilience parameter semimartingale process A = (A )x=o,1,... 7 taking
values in [0, 1], meaning the proportion of new bid orders (respectively ask orders) filling up
the LOB when a trade to buy (respectlvely sell) is made at some time k. That means after a
trade of size 2/ the quoted prlce S M is shifted to S’\’] + 2)\] M J 23, More precisely and at time

k, in a LOB with density 57 J‘/[k and after an arbltrary market buy order of 27 shares, the price

moves from S} AT S M 2M;, 723, The lowest ask price is then S}, s 2M;, J 2 and the highest
bid remains the same. Then since new orders are filling up the LOB the quoted price is shifted
again downwards to S’\’j + 2)\] M J 9. For more details see Roch (2011). Then it is clear that
we have the relation

m
Syl =85, 42> N M, (3.2.3)
k=1

where |a:i71 | is the number of shares ordered at time k— 1. Note that in the case of full resilience,
ie. M =0, forall k = 0,1,...,7, j = 1,...,d, the LOB is immediately filled up to its
previous levels after a trade. This is a linear version of the liquidity model in Cetin et al. (2004),
where S];\ = Si. The case of full price impact is when A} = 1, forall k = 0,1,...,7T,
j=1,...,d.

3.2.2 No Arbitrage

In Cetin et al. (2004) the authors developed an extended arbitrage pricing theory for a continuous
time version of a supply curve model without lasting impact. The existence of an equivalent local
martingale measure QQ for the marginal price process .S rules out arbitrage. This was extended
further in Roch (2011) under price impact with constant resilience parameter where they proved
that if additionally the price impact process M is a Q-local submartingale then there are no
arbitrage opportunities.

As shown in this section an extended similar result holds also in our extended d-dimensional
discrete time setting where the resilience parameter is a stochastic process. In particular, if the
process AM := (A, M})k=0,1,... 7 is a Q-local submartingale then there is no arbitrage.
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In the following we will use the notation AZy, := Z; — Zy_1 for k = 1,...,T for a process
Z = (Zk)k=o0,,..7- Moreover, we will consider trading strategies as in Definition 2.2.1 and
additionally we set V;” := Y~ where Y~ is the amount in the bank account before the first
trade. By convention we define X :=0,Y_; := Y, and V_; := V.

Moreover, a strategy ¢ = (X, Y) is called self-financing if

AYj, + AX} 1S (AXp41) =0, (3.2.4)

for all times £k = 0,1,...,7T whererecall AY, =Y, — Y,_1and AX, = X — Xp_1.

In order to define no-arbitrage in an extended market under illiquidity and lasting price impact
one needs a unique tractable portfolio value. An economically meaningful possibility used for
example in Roch (2011) and Bank and Baum (2004) is the so called (immediate) liguidation
value. That is when an investor liquidates his position in stocks immediately by a single block
trade. More precisely, for a trading strategy ¢ = (X,Y) the (immediate) liquidation value of
the portfolio at time N € {0,1,...,T} if X shares are liquidated after the last trade at time
N —1Gf N > 1)is!

V() == Y1 + XSa(—Xn). (3.2.5)

Note that the liquidation strategy is Xny4+1 = 0 and the amount in the riskless asset is Yy =
Vi (9).

The next definition is based on Cetin et al. (2004) (see also Roch (2011)) and is an extension
of the notion of arbitrage to an economy under illiquidity.

Definition 3.2.1. An arbitrage opportunity is a self financing trading strategy ¢ = (X,Y') such
that ViE = 0, P(VE > 0) = 1 and P(VE > 0) > 0.

The next Lemma 3.2.2 gives us a more precise description of the liquidation portfolio value
dynamics for self-financing trading strategies. This will be useful to set the conditions under
which there are no arbitrage opportunities in the market.

Lemma 3.2.2. For a self-financing trading strategy ¢ = (X,Y") the liquidation portfolio value
attime N € {1,...,T} is

(1=XN M. _(AX))? (3.2.6)

M-

V(o) = Vi (e +ZX*AS

m=1

Mz iMz
i

d d
=D (A= NOMY(XR)? = D0 D (X5)PAWN, M),
J=1 m=1 j=1
where AN, M3,) = X, M3, — )\] 1forallj =1,...,d

Proof. Let N € {0,1,...,T — 1} and ¢ = (X,Y) a trading strategy.
First observe that the two immediate liquidation values at times N and N + 1 are V]\lf((p) =
Yyn_1+ XX,SJ{,(—XN) and V]6+1(g0) =Yy + X]’Q,HS])\‘,H(—XNH) respectively.

'In case of N = 0, note that the immediate liquidation value equals the initial portfolio, that is Vi~ (¢) = Vo .
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On the other hand, by the self-financing condition and by the definition of the supply curve
S2 () for z shares of stock it holds

Y =Yn_1 — AX 1 SN (AXN41) (3.2.7)
= Yno1 — X Sv(AXn1) + XS (AX 1)

d d
= VN1 — Xin SNAXN 1) + XRSN + D> MIXY X, =Y ME(XY)?
j=1 =
from where we can deduce
d .
Yy =VE(p) = Xp SN (AX ) + > MEXL XY (3.2.8)
7=1
Putting things together, using the definition of the liquidation values we get

d

Vit () = V(o) = Xh i SN AXN) + Y MEX X4+ XS (—Xvg) -
=1
(3.2.9)

Let us calculate now the difference between the two liquidation values at times N and N + 1.
We have

V(o) = Vi (9) (3.2.10)

d
= X]’QI+1SJ>§7+1(_XN+1) - X}HS])\‘,(AXN_H) + Z M]jv N+1XJ

j=1
d . .
:XX/+1S1)\\]+1_ZMJJV+1(X§V+1) XN+1SN ZM AXN+1X] +ZM XN+1XN
J=1 j=1 J=1

Then using the relation (3.2.3) between the observed quoted price S* and the marginal price
process S we obtain

d N+1
Vit (o) = VE(9) = XhSn +2) 0 X4 Z N M AXD (3.2.11)
7j=1
— XN41S8 — 2ZXJ]V+1 Z )‘m 1M AXJ
7=1 m=1

d
_ZMJJV A1) Z N1 (XR41) +2ZM] N41X
=1
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from which we can conclude that

d d
V(@) = Vi (p) = Xy ASnen + 23 M MUK 0)? =2 ML X3 X5

j=1 j=1
(3.2.12)
d d
=2 My (X )? Z N (X ga)” + 2ZM Xy Xy
j=1 =1 j=1
Furthermore, note that
d . . . . d . . . d . . .
23 MM X X = SO, )R- MM (Xt (213)
j=1 j=1 j=1
= DML (R)?,
j=1
d . . . d . . d . . d . .
2D MIXR e Xay = = 2 MUAXR )+ 3 MR (X )+ D MR (X4)*.
j=1 j=1 j=1 j=1
By adding a zero £ Z N+1MJJ\',+1(X{;,+1)2 and using (3.2.13) we calculate
Vi (9) = Vi (9) (3.2.14)
d
= X7 ASN 1 +2 ) MM (XY, y)?
7=1
D MM (AXT )P = D A MR (X 0)" = DA M (X))
j=1 j=1 J=1
d d

2
_ZMJJV-H N+1 +Z)‘N+1 N+1 N+1 Z N+1 N+1 N+1)

d d d d
= D0 MR 40)° = D0 MAAXE )+ DML (X 0)” + DD M (R)°,
J=1 J=1 J=1 j=1
and by simplifying further we get
Via(e) = V(@) (32.15)

= XXIHASNH

d
- Z L= M)MRAX Y )P = D (0= My )M (X )?
7j=1 7j=1

d
2
+Z)‘J M (X P 41)’ ZAN-H Rt (X)® + (1= M) MG(XR)*
Jj=1
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Thus,

Vi (9) = VE(9) = X 1 ASN 11 (3.2.16)
d

d
— Z(l — Xy M3, AXJJVH Z )\?v+1 N+1(XJJV+1)
- 7=1

d d
- Z(ng+1)2A N+1 N+1 + Z 1-— AJ Mj X] )
—y =

forall N € {0,1,...,7 — 1}. So summing up for N € {1,2,...,T} we have

N-1
Vi1 (#) = Vi () (3.2.17)
m=0
N-1
= Xon1A8m11
m=0
N—-1 d N—1 d A ‘
- Z(l - )‘] ) (AXm—‘rl) - Z Z(l - )\m+1)M£,L+1(X,’]n+1)2
m=0j=1 m=0 j=1
N-1 d . ' N—1 d ' ' '
=D O X )PAN, G M)+ Y (1= M) M (XT,)?
m=0 j=1 m=0 j=1

Hence we can conclude that

=

1
X1 ASm i1 (3.2.18)

Vi () = Vi (9)

23
Lol
= o

(1= M) M (AXT 1) — (1= M) M (X%)?

|
= 3
Ll
-

M-

(X712 AN, ML)

3
I
(=)
<
I
o

and finally by an index shift in the sum, the claim follows. O

In the following recall the notation of the d-dimensional process AM = (A\zMj)k=01,...,
where A\ My, := (\LME, ... ,)\zM,gl) for k = 0,1,...,T. As shown in Proposition 3.2.3, in
order to exclude arbitrage opportunities it is sufficient to assume that the process AM is a Q-local

submartingale.

Proposition 3.2.3. Let a measure Q such that Q ~ P. If S is a Q-local martingale and AM is
a Q local submartingale, then there is no arbitrage.
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Proof. For a zero initial portfolio value we want to show that E[VE] < 0.
Since S'is a Q-local martingale then also the process X AS := (X;ASy)p—1,. 7 is a Q-local
martingale. So, using (3.2.6) from Lemma 3.2.2, it is sufficient to show that Eq [VT} > 0 where

T d
VE(p) = Y (1= N, )My, (AXF,)? (3.2.19)
m=1 j=1
d T d
) (1= MM+ D)0 (XA, M) .
7=1 m=1 j=1

Since the processes A and M are positive with the process A taking values in the interval [0, l]d
then the first two terms in (3.2.19) are positive. Also, since by assumption AM is a Q-local sub-
martingale then the process (3% _ 2?21(Xﬂn)2A(/\3ann))k=1,...,T is a Q-local submartin-
gale too. Thus, by taking expectation in (3.2.19) with respect to the measure Q the claim fol-
lows. Indeed, since @ and PP are equivalent measures, then if VTL was an arbitrage opportunity
then it would satisfy Eq[V}] > 0, but since we have shown that Eg[V£] < 0 this leads to a
contradiction. O

3.2.2.1 Decreasing liquidity level

Note that the assumption in Proposition 3.2.3 on the process AM being a Q-local submartingale
for some measure Q equivalent to IP is kind of restrictive in a deterministic limit order book.
More precisely, in the setting of Roch (2011) for example, where the process A is a constant,
then for a deterministic limit order book depth-level parameter process M this will mean that M
must be an increasing process.

The next Proposition 3.2.4 enables us to consider a decreasing deterministic liquidity level
M in a no arbitrage setting under some additional conditions. To simplify the notation we will
assume that d = 1, but it is clear that an analogous result holds also in the multi-dimensional
case.

Proposition 3.2.4. Let d = 1 for simplicity and assume that the process A is a constant in
[0,1] and M is a positive deterministic process such that M; = o; My where 0 < «; < 1 for
1=0,1,...,T with ag := 1. Let M be decreasing i.e., My > My > --- > My. Furthermore
let ¢ = (X,Y) a trading strategy and R := mauxiT:1 | Xi|. Then if S is a Q-local martingale for
a measure Q such that Q ~ P and the condition

A
ar 2 g

T (3.2.20)

holds, then there are no arbitrage opportunities.

Proof. First note that since the process M is decreasing this implies that ag > a1 > - -+ > ar.
As in Proposition 3.2.3 it is sufficient to show VT > 0 where

T T
VE@) =1 =N Y My 1(AX)? + (1= NMp(X7)? + A ) (Xn)?AM,, . (3.221)
m=1

m=1
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Using the definition of M and since M,,,—1 > My forallm = 2,...,T then

T T
VE(@) = (1=20) Y arMo(AXy)? + (1= NMr(X7)? + A Y (Xom)* Mo(am — am—1).

(3.2.22)

Furthermore, by the definition of R and since the term (1 — \) My (X7)? is positive then we
estimate

T T
VE(e) > (1=X0) ) arMy(AXy,)? + A > R*Mo(am — am-1) (3.2.23)
m=1 m=1
T
= (1= NarMy Y (AXy)? + AR*Mo(ar — 1).
m=1

It remains to estimate the term >.° _ (AX,,)2. Since by convention X, = 0 then intuitively
this should be bigger than the squared maximal distance to zero from all the points X; divided
by the number of points 7', thus is holds

anre £ (8

The proof of inequality (3.2.24) is a technical proof which can be done by induction or directly.
Just to give the idea we will give a direct proof for the case 7' = 2. Then a generalization for
T € N should be clear.

The case T = 1 is trivial so assume that 7" = 2. That is, we want to show that (Xs — X1)? +
(X1)? > %2.2 Since the case R = | X] is clear, let R = | X3|. If R is zero then X is the zero
strategy and there is nothing to show. So by dividing with | X5|? and assuming that there exist
some (3 € [0, 1] so that 8| Xa| = | X1], we get

T 2
. (3.2.24)

m=1

2

(Xo — X1)? 4+ (X1)? > % —= (1-08)2+p>> % ) (3.2.25)

Since (v/2/3 — %)2 > 0 is again equivalent to (3.2.25) then the claim follows for T' = 2. The

case T = 3 follows analogously by defining for example the functions f1, f> : [0,1]> — RT
with f1(a, 8) = (1 — a)? + (1 — B)? + B for the case R = | Xs| and fa(a, B) = (1 — a)? +
(a — B)? + B2 for the case R = |X3|. A generalization of the proof can be done by defining
more complex functions and calculating their minimum.

Coming back to our initial proof and continuing our estimation, then using (3.2.24) we can
further estimate from below

T 2
V(@) = (1= NarMy Y <§> + AR My(ar — 1) (3.2.26)
m=1

ZRecall that X = 0.
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=(1- A)OZTMO};2 + AR*My(ar —1).
So we can conclude that
VE(@p) >0 —= (1- )\)QT% +Mar —1)>0), (3.2.27)
from where the claim now follows. O

Remark 3.2.5. Note that in Proposition 3.2.4 for the zero resilience case A\ = 0 where no lasting
price impact is considered, the condition (3.2.20) becomes ar > O which means that the process
M can be decreasing without any condition on . This agrees with the no price impact setting
of Cetin et al. (2004).

3.3 The Local Risk-Minimization Problem

Under liquidity risk (and also due to state space restrictions in a discrete setting), a unique
martingale measure does not necessarily imply completeness of the market. So in a market
under illiquidity and since perfect hedging is not possible, we choose the optimality criterion
introduced later in Definition 2.2.4 for minimizing locally the risk of hedging under illiquidity.

Before we define the optimization problem, we first want to mention that we will make use
of the notation introduced in Chapter 2 (Section 2.2) and in particular of Definition 2.2.1 for a
trading strategy ¢ = (X,Y’) where property (ii) will be replaced later in Section 3.3.1 by the
condition X € ©7(.5) for a subspace ©}(S) of ©4(S) (see Definition 3.3.1).

Furthermore we also define V) () := X} +1Sli\ + Y}, the impacted marked-to-market value
or the impacted book value of the portfolio (X1, Yy) at time k with respect to the impacted
marginal price .S ,i‘

We will denote by S the impacted quoted price S* whenever necessary, to emphasize the
dependence of strategy ¢. Furthermore recall that by convention Xy = 0 and denote AX; :=
Xj.

3.3.1 Cost and Risk process under illiquidity with price impact

Let an L%’l—contingent claim H = X;FHS% + Y7, where X}HS% S }L?F’l, X1y € L%’d
where X711, Y7 are Fpr-measurable random variables representing the quantity in risky assets
and bonds respectively that the option seller is obligated to provide to the buyer at the expiration
date 7" of the financial contract H.

For an order of AY}, = Y — Y1 bonds and AXy 1 = Xy — X shares, the fotal outlay
under illiquidity with price impact will be

AYj, + AX} 1 Sp (AX 1) = AYy + AX} 1 Sp + AX) 4 [Sp(AX k1) — Sp(0)], (3.3.1)

at time k£ € {1,2,...,7}. Note that the last term in (3.3.1) are the current liquidity costs
incurred by trading at current time. Note also that the total outlay at time k£ would be zero for a
self-financing trading strategy. Rewriting equation (3.3.1),

AYj, + AX; L Sp(AX 1) = AV () — XEAS) + AXG [Sp(AXk41) — S (0)], (3.3.2)
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by using the definition of the impacted book value.

By letting C’S‘(gp) := Vo(y), the initial cost®, the cumulative costs of some strategy ¢ =
(X,Y) are defined through the cost process under illiquidity with price impact

Z AY,, + Z AX} 1 Sh(AX 1) + Vo(e), (3.3.3)

fork =0,1,...,T. Itis easy to check that
Ci(p) = ViX(p Z X ASy, + Z AX [ (AXmi1) = Sp(0). (3.3.4)
m=1 m=1

Mpreover we define the quadratic risk process under illiquidity with price impact R)‘(gp) =
(Rﬁ(@))k:OJ,...,T by

Ry(p) := B[(C2(¥) — CR(9)*|1 F] (33.5)
where
C2(0)—Ci () = Vi (p) Z XA+ Z AXG S (AX 1) =S, (0)].
m=k-+1 m=k+1
(3.3.6)

Recalling the classical cost process C(i) from (2.2.6) (i.e., S* = S and S(z) = S(0)) we
obtain the relation

CR () = Cilyp) (3.3.7)
k d

d
+23 Xx{, Z Ny M) AXS, =23 S XIN M) AX,
j=1

m=1 j=1
k . .
+) ZM,%@\AX%HIQ,

m=1 j=1

where we have used the linear structure of the supply curve (3.2.1) and (3.2.2) and the price
impact relation (3.2.3). In the same way we also obtain the relation

C3(0) = CR(9) = Cr(p) = Crlw) + PI}(X) + LCK(X), (3.3.8)
where P stands for price impact and LC for liquidity costs defined by

PINX —QZX%H Z XM AX, 3.3.9)
m=k+1

3For simplicity we do not account for any liquidity costs paid to set up the initial portfolio. Note also that Vo () =

Vi (), hence Co () = G4 ().
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d k
+2 Z(Xgrﬂ — X1 Z A My, AXG,
j=1 m=1
S Y SOXIN, M AKX,
m=k+1 j=1
LCW(X) = > > Mj|AX) %
m=k+1 j=1

At this point we would like to emphasize that from now on we will work with the next Defini-
tion 3.3.1 of trading strategies. The main difference with Definition 2.2.1 is that we work within
the subspace @3(5’ ) of trading strategies under price impact.

Definition 3.3.1. A pair ¢ = (X,Y) is called a trading strategy under price impact if ¢ is a
trading strategy according to Definition 2.2.1 and additionally X € ©)(S) where ©}(S) the
space of all R*-valued predictable strategies X = (Xk)k=1,2,...7+1 S0 that X;AS), € L%
PI} | e Ly and AX} [SHAXyi1) — Sp(0)] e Ly fork =1,2,...,T.

With a slight abuse of notation we will refer to a trading strategy under price impact by the
name “trading strategy”, since from now on we will work only within the set @2(5 ).

Motivated from Coleman et al. (2003), it is also possible to define the linear risk process
under illiquidity with price impact

Ry (p) :==E[IC2(¢) — Ci(9) || Fx]- (3.3.10)

As already mentioned and similar to Section 2.2.1 of Chapter 2, there are mainly two different
possibilities to approach this hedging problem locally. The one is to use the L?-norm and take
the risk process defined as in (3.3.5) and the other is to use the more intuitive (from a finan-
cial point of view) linear approach of (3.3.10). It is preferred to minimize over the L?-norm
since it is possible to get explicit formulas for optimal strategies. Nevertheless, from a negative
point of view, large values which may occur with small probability might be overemphasized.
The possibility of combining the two, that means measuring quadratically the difference of the
classical cost process and linearly the variation of the liquidity cost and price impact yields the
quadratic-linear risk process (QLRP) under illiquidity with price impact

T () i= BI(Cr() - Chl(@))*IFe] + E || PR(X)| | ] + B [LC(X)|FR] . 331D

Note that the lasting price impact term cost is coming from the difference of the hedging costs
incurred by Vi () — an:l X AS) attimes ! = T and | = k. In this contest it can be seen
as the additional hedging risk coming from price impact price fluctuations.

Without overemphasizing the price impact and liquidity cost terms by the L?-norm, an explicit
representation of the LRM-strategy under illiquidity with price impact, will be proven in Section
3.4 by minimizing the expression (3.3.11).

Note that for the zero resilience case A = 0, the price impact term P1, ,?(X ) vanishes for
all k € {0,1,...,T}. Then for the choice of M,i = 5%5,1 for j = 1,...,d, where ¢ =
(€k)k=0,1,... T is a positive deterministic R9-valued process, the setting is reduced to the model
used in Christodoulou et al. (2018).
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3.3.2 The optimality criterion

In this section we will describe and give a definition of the optimality risk-criterion.

The aim is to find a locally risk-minimizing strategy ¢ = (X, Y") under illiquidity with price
impact such that Vi (¢) = H with X7,1 = X741 and Y7 = Y7

By a slight abuse of notation let

TP () == E[(Cr(p) — Ci(9))?|Fil (33.12)

fk] |

Definition 3.3.2 specifies the local risk minimizing strategy under illiquidity with price im-
pact for some given a, 3 € RT. It uses the prespecified Definition 2.2.3 (Chapter 2) of local
perturbation.

+aE HPI,?(X)‘ ]fk} + BE

d
J Jo2
ZMk+1|AXk+2|
Jj=1

Definition 3.3.2. A trading strategy ¢ = (X,Y') is called locally risk-minimizing (LRM) under
illiquidity with price impact if for any time k € {0,1,...,T — 1}

T]?’ﬁ’)\(gp) < T,?’ﬁ”\(gpl) P—a.s. (3.3.13)

for any local perturbation ©' of p at time k.

Note that, taking into account the liquidity costs of LCy(X) at the current time only, it does
not change the optimization problem. In fact, minimizing over T,g‘ in equation (3.3.11) or over
T P are both equivalent according to Definition 3.3.2. This is due to the fact that the (local)
minimization problem takes place only for the current choice of the strategy at the current time.

Remark 3.3.3. The choice o = 3 = 1 represents an equal concern about the risk to be hedged
as incurred by market price fluctuations and by the lasting price impact and the cost of hedging
incurred by liquidity costs. Otherwise, for example 3 < 1 means a major risk aversion to
the risk of miss-hedging coming from market price fluctuations and from lasting price impact
separately, while § > 1 means a major risk aversion to the cost of liquidity. Depending on
how risk averse an investor wants to be against the different risks or costs, the parameters o
and (3 are adjusted accordingly. One could also generalize by having deterministic Rt -valued
processes o = (o) k=0,1,... 7> B = (Br)k=0,1,... 7 and trivially our results together with the main
existence Theorem 3.4.17 will still hold.

The following Lemmas are extensions of the corresponding Lemmas in Christodoulou et al.
(2018) for the case when price impact is a concern. Their proofs follow very similar arguments
and so we will not provide them here.

Since price impact does not occur in the risk-free investment but only in the risky one, then
by adjusting the bond holdings by a perturbed strategy it is possible to extend Lemma 2.4 in
Christodoulou et al. (2018) such that the cost process is a martingale while accounting for both
price impact and liquidity cost.
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Lemma 3.3.4. For a LRM-strategy @ under illiquidity with price impact, the cost process C()
is a martingale. Furthermore, from the martingale property of the cost process we get the rep-
resentation,

Ri(¢) = E[Rik+1(¢)|Fk] + Var(ACk+1(@)|Fk) P-a.s., (3.3.14)
fork=0,1,...,T —1.
Proof. Follows by the same arguments as in Lemma 2.4 in Christodoulou et al. (2018). O

Then, the representation of the QLRP under illiquidity with price impact is

TP () = E[Rpy1 ()| Fi] + Var(ACys1(¢)|Fi) (3.3.15)

d
+aF HPI,;\(X)‘ yfk} +BE| S M AKX,
j=1

for a LRM-strategy ¢ under illiquidity with price impact.
Lemma 3.3.5 will supply us with a useful representation for the QLRP under illiquidity with
price impact of a perturbed strategy. We will use the following notation: for a local perturbation
= (X")Y") of ¢ = (X,Y) at time k denote

T
PI)NX, X) _2ZXT+1< > MM AX, + NM (X XJ)) (3.3.16)

j=1 m=k+2
+2 Z(X%-i-l k+1 Z glflAqun
7j=1 m=
T d
-2 > N XN M AX],
m=k+3 j=1
d . . /-
-2 ZijJrl)‘j M] Xk]+1 Xli) - 2ZX19+2)‘£:+1 k—i—l(Xl]c—‘rQ o Xk:j+1)’
T d d N
LOW(X, X"y = > Y MIAX] P+ M XL, — X7
m=k+2 j=1 j=1

Note that PI} (X, X) = PI}(X) and LCy(X, X) = LCk(X).

Lemma 3.3.5. Assume C(p) is a martingale and ' a local perturbation of p at time k. Then it
holds

TP (') 1= E[Rpr (91 Fi] + E[(ACk1 (9))* 7l (33.17)

d
+aE || PR(X, X') ZM,ng(M
=1

\}"k] + BE
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Proof. Follows by the same arguments as in Lemma 2.5 in Christodoulou et al. (2018). g

The next Proposition 3.3.6 gives us the characterisation of a LRM strategy under illiquidity
with price impact through the minimization problem that one needs to consider and is based on
minimizing the expression

(3.3.18)
by equation (3.3.17). This is due to the fact that for any local perturbation ¢’ of ¢ at time k
it holds Ry11(p) = Rgi1(¢’). This Proposition is quite general and holds for any positive
semimartingale process S = (Si)k=0,1,. 7 and any positive stochastic liquidity level M =
(My)k=o,1,...7 as well as any positive stochastic resilience process A = (Ay)g=o,1,...7 in the
multidimensional case.

Var(ACk11(0)|Fi) + aE HPIQ(X, X)( \fk} + BE

d

J J 12
ZMk I‘Xk+2 Xy
j=1

-----

Proposition 3.3.6. A trading strategy ¢ = (X,Y') is LRM under illiquidity with price impact if
and only if the two following properties are satisfied:

(i) C(yp) is a martingale.

(ii) Foreachk € {0,1,...,T — 1}, Xy, minimizes

Var (Ver1(9) = (Xp41)" ASk41| Fr)

+aE HPI,Q(X, X'

} + BE (3.3.19)

d
Z Mlg+1 !XZ;+2 - X
j=1

over all Fi-measurable random variables X, | so that (X ) ASk11 € L2 PINX,X') €
L1
Ly" and M | X} - X112 € Ly

Proof. Since the proof follows the same arguments as the proof of Proposition 2.6 in Christodoulou
et al. (2018) we give only a sketch of it.

Fix some k € {0,1,...,7 — 1} and let ¢’ = (X', Y”) be a local perturbation of ¢ = (X,Y)
at time k. For the “ <= ” direction of the proof, the following equality holds

by Lemma 3.3.5 and property (i). Moreover, using the definition of the conditional variance to
estimate the term E[(ACy41(¢"))?|Fi] and using the fact that X ,, = Xpy9and Y/, | = Vi
as well as property (ii), then it holds

TP (@) =E[Ryr1 ()1 Fi] + EI(ACk 11 (o '>>2|m

Z Mg+1|Xk+2 k+1\ (3.3.20)

+aE HPIk X, X')

‘fk} + SE

TN @) 2 B[R ()13 + Var(Viea () = (Xir1)* ASj1 | Fi)
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+oF HPI,?(X,X)) \fk} + BE

d
Z M} 1X] o — X1 fk] - (332D
j=1

At the same time, the martingale property of the cost process C(¢) yields (by (3.3.17))
T3P () =ElRis1(9)| Fil + Var (ACki1 ()| Fr)

+aF HPI,;\(X, X)‘ |f4 + BE

d
Z MIZ+1’X1]9+2 - leg+1|2 ]:k] . (3322
j=1

So, by (3.3.21) and (3.3.22) we can conclude that T,?"B’)‘(go’) > T,?’ﬁ’A(gp) which implies that
is a LRM-strategy under illiquidity with price impact, according to Definition 3.3.2.

For the “ = 7 direction of the proof, since Property (i) holds clearly, then it remains to show
Property (ii). Since 77 (¢') > T%*(¢) then by equations (3.3.17) and (3.3.22) it holds

.

d

J J Jj o2
Z Mk+1’Xk+2 - Xk—i—l’ fk] )
Jj=1

(3.3.23)

Var(ACh 1 () Fr) + (E[ACk 1 (¢ Fi])?

+aE HPI,?(X, X'

]fk] + BE

d

S M IX o
Mk:-i—l |Xk+2 o Xk+1|

=1

> Var(ACk 1 ()| Fi) + oF HPI,;\(X, X)‘ |f4 + BE

where the definition of the conditional covariance was used. As in Lemma 3.3.4, the appropriate
choice of Y} yields E[ACy1(¢')|Fx] = 0 and leaves the liquidity and price impact terms
unchanged. This choice, together with the definition of a local perturbation strategy shows
Property (ii) and the proof is complete. O

In order to get some explicit results and be able to construct a LRM-strategy under illiquidity
with price impact such that it belongs to the space of strategies @3(5 ), we will assume in the
next section a special case of the liquidity process M and of the resilience process .

3.4 Existence and Explicit LRM Strategy under llliquidity
with Price Impact

Our goal is to prove the existence of a local risk-minimizing strategy under illiquidity with price
impact in a setting where feedback effects from the hedging strategies are taken into account and
give an explicit representation of this optimal strategy using a backward induction argument. In
order to achieve our goal we will consider a simplified model with time-independent liquidity
level.

Throughout this section we will assume that XT-H = 0. That means an ]L?il—contingent claim
H has no physical delivery, hence is of the form H = Y. Furthermore we will assume that
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the processes M = (M}y)i=0.1,... 7 and X = (A\g)r=0,1,.. T are time-independent, that is for all
k=0,1,...,T, My := M, A\ := X for some positive random variables M and .
Let us first prove the following technical Lemma 3.4.1.

Lemma 3.4.1. For a strategy ¢ = (X,Y) it holds

d d T
2 [ S ONMIX] L P+Y MM X]AX], (3.4.1)
j=1 j=1 m=Fk+2
d d d T-1
=S ONMIXL P NMIXP Y NMT Y (XD - X)),
j=1 j=1 j=1 m=k+1

forallk =0,1,...,T — 1.

Proof. The claim can be proven by backward induction over k € {0,1,...,7 — 1}. The base
case for k = T — 1 is trivial, since clearly both sides of (3.4.1) equal 2 2?21 N M| XZ|?. Now
letk € {0,1,...,T — 2} and assume that (3.4.1) holds at time k£ + 1. Then we have

d d T
2 [N NMIXIP+> NM Y X)AX, (3.4.2)
j=1 j=1 m=k+1

d d T
NMIXIP+ Y NMIX] G AX] L+ VM YT X)L AX,

I
.M&

Jj=1 Jj=1 j=1 m=k+2
i 2<ZMMJ|X;P F NN
j=1 j=1

d d T
+Y -NMIX] XY O NMT Y X%AX%) .
Jj=1 j=1 m=k+2

By adding a zero + Z;l:l N M| X ,Z +1‘2’ using the induction hypothesis and rearranging the
terms we obtain

d d T
2 [ > NMIXIP+Y MM Y X)AX), (3.4.3)
j=1 j=1 m=k+1

d d
=2 | Y NMIX]P+> -NMIX],  X]
j=1

k+1
j=1
Y NMIX] P+ Y NMIXLP Y NM Y (XD - X))
j=1 j=1 m=k+1

j=1
= NMIX]P+ ) NMI(X],, - X])?
j=1 j=1
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d d T-1
+Y NMIXLPE Y NMT DT (X)L, - XD
j=1 j=1 m=k+1
So, we can conclude that
d . . . d . . T . .
STNMIX]E 4+ NMT YT XI,AX, (3.4.4)
j=1 j=1 m=k+1
d
:Z JMJ|XJ|2 Z)\JMJ|XJ|2 Z)\]M]Z m+1_XJ
and the claim follows. ]

The next Lemma 3.4.2 follows from Lemma 3.4.1.

Lemma 3.4.2. For a strategy ¢ = (X,Y) it holds

E[|PI}(X)||Fk] (3.4.5)
=E > NMIX] P+ > NMIXLP+Y NM > (XD - X5)? | Fe
Jj=1 j=1 j=1 m=k+1

Proof. Since X7 = 0 then from (3.3.16) it follows that

d

PI}X)=-2) X], Z)\m M AXD —22 Z XIN M AXT
j=1 m=1 j=1m=k+1
(3.4.6)

Furthermore, since for all k = 0,1,...,T, M = M, A\ = X and since by assumption Xg = 0
then

d T
PI}X) =2 Z X]  NMIX] -2 MMy XD AX), (3.4.7)
j=1 m=k+1
d ' d T
=2 NMI|X] P -2> NM Y X]AX),
j=1 j=1 m=k+2

Moreover and using Lemma 3.4.1,

d d d T—1
PRXX)=— [ D NMIX] P+ NMIXLPE+ > MM > (X - X3,)?
j=1 j=1 j=1 m=k+1

(3.4.8)

Applying conditional expectation and using the definition of the absolute value, equation (3.4.5)
follows. 0
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Applying Lemma 3.4.2 in equation (2.2.9) it follows that the QLRP under illiquidity with
price impact has the representation

TP () (3.4.9)
= E[(Cr(p) — Cr())?|Fi]
d d d T-1
+aE | Y ONMIX] P NMIXGPE Y NM S (XD - X702 Fe
Jj=1 Jj=1 j=1 m=k+1
d .
+BE| > MIAX],, ]—"k] .
7=1

As in equation (3.3.12), taking into account only the current liquidity costs and the current
price impact terms, let

TP ) == E[(Cr(p) — Crlp))?| Fil (3.4.10)
d d
+aB | YO NMIX P+ S NMI(X] L, — X)) P
i=1 j=1

d

L o

+ fE ZM”XI?+2_XIJ€+1|
j=1

;k] |

Then our objective is to minimize T,? B ”\(go) among all local perturbations, that means, a trading
strategy ¢ = (X,Y) is called locally risk-minimizing under illiquidity with price impact if

T]?’ﬂ’A(gp) < T,?’B’A(go') P_as. (3.4.11)

for any time k& € {0,1,...,7 — 1} and any local perturbation ¢’ of ¢ at time k. Note that this
is equivalent to Definition 3.3.2.

The minimization problem is characterized by Proposition 3.3.6. For the case of time inde-
pendent liquidity and resilience parameters and by assuming o« = 3 = 1 for simplicity, it can be
clearly simplified as follows:

Proposition 3.4.3. A trading strategy ¢ = (X,Y') is LRM under illiquidity with price impact if
and only if the two following properties are satisfied:

(i) C(yp) is a martingale.
(ii) Foreachk € {0,1,...,T — 1}, X}.1 minimizes
Var(Vis1(9) — (Xis1)" ASki1| Fr) (3.4.12)

d
2}'k].

+E | Y NMIX] )
j=1

over all Fi-measurable random variables X;,__, so that (X _ ) ASk11 € L%l, N M |X,;];H ? €

Ly and (1+N)MI|X}, 5 — X[ € L

d

ST+ NMI(XL L, - X7
j=1

Fr.| +E
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The most important part of Proposition 3.4.3 is expression (3.4.12). The idea for constructing
an optimal strategy under illiquidity with price impact is to minimize (3.4.12) going backward
in time while choosing Y}, such that the cost process C' is a martingale.

Let us now introduce the following notation:

ApL =E[(1 + 2X) M| F), Ap =AY+ A
bps == E[(1 + N) MY X3 | Fi), bi.j = bhj + biess (3.4.13)
forallz,7 =1,...,dand k =0,...,7 — 1 and recall A%j, bg,j, Dy ; from notation (2.3.4) of

Chapter 2.
Define the function f7 : R? x @ — RT by

d d
filew) = lejP A (@) =2 b (w) + D ¢jeiDpya(w)
j=1 j=1 j#i
+ Var (Vieed | Fi) (@) + > E[(1+ X)MI|X] 2| Fi (). (3.4.14)

J=1

Note that (3.4.14) is an equivalent expression for (3.4.12). We aim at calculating the extreme
points of the multidimensional function f,g‘. By fixing w one needs to solve grad( f,?) = 0. For
doing so, we fix some more notation.

Let I € R with F; . = Dy for i # j, Fp,; = Ap; fori = jand by =
(bﬁ;17 cee bg;d) € R Let FM = dz’ag(A%l, e A%d) and denote by F the matrix F}} with
M7 = 0 for all j, that is the covariance matrix of the marginal price process S. For calculating
the candidates of extreme points one needs to solve the linear equation system

Fle=b. (3.4.15)

Then we can write the symmetric matrix F,? as the sum of two real symmetric, positive
semidefinite matrices F}' = F,g + Fé‘/[ . Since Fk)‘ is positive semidefinite*, the Hessian ma-
trix H 7 (c) = 2F,§‘ also. Hence by letting the covariance matrix Fk? be positive definite, then

the matrix Fk)‘ is invertible and equation (3.4.15) has a unique solution. Moreover, since the func-
tion ¢ — f,i‘(c, w) is strictly convex (by the fact that the Hesse matrix is positive definite) then
c* = (F{)~by is a global minimizer, which additionally is F-measurable since the matrix
(F, ,;\)_1 and bﬁ are both F-measurable.

3.4.1 Assumptions and Properties of the marginal price process S

It needs to be ensured that the optimal strategy is in the space of strategies @2‘(5’ ). So, as-
sumptions on the matrix F,g‘ and the marginal price process S will be imposed in this section.
These will hold for independent increments as well as for independent returns. Only in the case
of independent returns the additional M L.1 condition, concerning the liquidity level and the
resilience parameter needs to be assumed.

*In fact, F} is positive definite if M7 is positive forall j = 1,...,d.
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Recall also the bounded mean-variance tradeoff condition on .S from Defiinition 2.3.2 which
we do not address again here.

Definition 3.4.4. We say that S satisfies the MS-condition from above if for some constant C' > 0
(E[(1 +2N) M7 |Fy])?
Var(SiHU:k)

uniformly in k and w. Furthermore S satisfies the MS-condition from below if for some constant
C>0

<C P-as. forallj=1,...,d (3.4.16)

(E[(1+ 2)M) M| F])?
Var(SiH | Fk)
uniformly in k and w. If both bounds hold then we say that S satisfies the MS-condition.

>C P-as. forallj=1,....d (3.4.17)

Definition 3.4.5. We say that the M L.1-condition is satisfied if for some constant C' > ()
E[|(1+ N) M7 | F]
(E[(1 + 2M) M| Fx])?

uniformly in k and w. If (1 + XN )M is independent of the filtration F for all j = 1,.. ., d then
we say that the M L.2-condition is satisfied.

<C P-as. foralj=1,...,d (3.4.18)

Note that the M L.1 condition holds for example for deterministic parameters M and A or for
stochastic ones in the case when these are independent from the underlying filtration.

Definition 3.4.6. We say that S satisfies the F*-diagonal condition with respect to the matrix
F™ if for some constant C' > 0

E[(1+ 2)\j)Mj]]:k]
Var(SiH\fk)

VVar(AS] 1R +

>C P-as. forallj=1,....,d (3.4.19)

uniformly in k and w and if for some constant C>0
Var(5i+1|}'k) N 1
IYMI i
E[(1 4 2N ) M7 |Fy) \/VCW(ASz_H‘fk)

uniformly in k and w.

>C P-as forallj=1,....,d (3.4.20)

Remark 3.4.7. As already mentioned in Remark 2.3.6, the choice of the name F*-diagonal
condition in Definition 3.4.6 is because of the diagonal terms of the matrix F*,

-2

F. : E[(1 + 2N) M7 | F,
o (s + EE2OM
kg, vortGeal7)

A -2
o (R
L) A2 M ;
[Fy1 E[(1 +2A7) M7 | Fi] \/Var(AS,]ﬁﬂfk)

(3.4.21)
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Recall the d-dimensional return process p = (pg) k=0,1,.7 of S from Section 2.3.1 (Chapter
2).

Sufficient condition for the previous assumptions to hold, are given in the next Propositions
3.4.8 and 3.4.9.

Proposition 3.4.8. If S satisfies C < Var(AS,z +1|Fk) < C for some positive constants C, C
and for all j = 1,...,d, then the F*-diagonal condition holds. In particular, if S has inde-
pendent increments then S has bounded mean-variance tradeoff and satisfies the F*-diagonal
condition.

Proof. The claim follows directly from the fact that C' < Var(ASi lFk) <C. O

Proposition 3.4.9. If the ML.2 condition holds then the F*-diagonal condition holds. In partic-
ular, if S has independent returns and the ML.2 condition is satisfied then S has bounded mean-
variance tradeoff and satisfies the F*-diagonal condition. Additionally, the ML.1-condition is
also satisfied.

Proof. The claim follows directly from the fact that S has independent returns, by the indepen-
dence property of the process M and the filtration [F and that the functions fi(z) := = + %,
fa(x) == 2 + % are bounded from below for all positive constants a. O

Remark 3.4.10. A simple example with discretization time mesh h is the 1-dimensional Black-
Scholes model from Remark 2.3.9. By Proposition 3.4.9, if the processes M and )\ are indepen-
dent of the filtration T then S has bounded mean-variance tradeoff and satisfies the F*-diagonal
condition.

3.4.2 Some preliminaries

For showing the integrability conditions fulfilled by the strategy in the proof of the main Theo-
rem 3.4.17 in this subsection we state some useful technical Lemmas.> Consider the following
notation:

A 0 0 A y—1)2 M 0 M 2| A \—1|2
Qi j = Fk;j,ij;i,i\(Fk;j,i) |, Qg = Fk;j,j’Fk;i,i’ |(Fk;j,i) 1%
A 0 A =12 M M 2| A \—1|2
By = Fraal (Fiea) 1% Briy = |Fiiil *1(Fiy) 7% (3.4.22)
fori,7=1,...,dand k = 0,...,T when the inverse matrix (F,;\)*1 of F,g‘ exists.

Denote by M, ,i‘ ;.; the matrix F,? without the ¢-th row and j-th column. Moreover we will use

— 1) det(M, .
the fact that (F,;\;jﬂ.)—1 = =D dit(iig;/lkw)

for the case that the inverse of a symmetric matrix

F,g‘ exists.

SCompare also with Section 2.3.2 of Chapter 2.
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Lemma 3.4.11. Forall d € N>o:

d
det(Mp, ;))° < CFQ i Foay [T VFoul® forallij=1,... dwithi# j,

=1
I#i,7
(3.4.23)
|F 1 det(M; )2 < C det(F{)? forallj=1,...,d (3.4.24)
F; i Fa s det (M}, )? < O det(FM)? foralli,j=1,...,d  (3.4.25)
for some positive constants C, C and C where F, ,;“A = diag(Ag;l, o ,Az; 2)-

Proof. Follows by the same arguments as in Lemma 3.6 in Christodoulou et al. (2018).
O

As already introduced and indicated in Christodoulou et al. (2018) the Definition of the F' Al
property that follows has a very essential use. Firstly, it is the key for extending the LRM-
criterion of Schweizer (1988) to the multidimensional case and secondly to the illiquid case.

Definition 3.4.12. We say that the process S has the F*-property with respect to the matrix F*
if there exists some § € (0, 1) such that

det(FQ) — (1 — &) det(FY) > 0, (3.4.26)
forallk =0,1,...,T where F,;M = diag(Ag;l, . 7A£;d)'

Remark 3.4.13. For the simple 1-dimensional case, the F*-property is always fulfilled since this
is equivalent to Var(ASk11|Fi) + E[(1 + A) M |Fy] > 0 where recall that M is a non-negative
process. As already noted in Section 2.3.2, for the case where S and S7 are independent for
i # j the F -property is again fulfilled. This is due to the fact that in this particular case, this
is equivalent to det(F, ,fﬂ) > 0 where the matrix F, ,;M is positive semi-definite. This shows the
strong relation between this property and the covariance matrix of the price process S.

In Section 3.4.4 we show that this property is strongly related to a sufficient condition in terms
of the covariance matrix of S.

Lemma 3.4.14. Assume that S has the F*-property and satisfies the F*-diagonal condition.
Then the terms O‘g;i,j’ 6,2‘;2-’]7 a%,j and 5}%,3‘ are uniformly bounded in k and w for all ©,j =
1,...,d

Proof. Follows by the same arguments as in Lemma 3.8 in Christodoulou et al. (2018) by using
Lemma 3.4.11 O

Lemma 3.4.15. Assume that (F))~" exists for k € {0,1,...,T} and S has bounded mean-
variance tradeoff. Let (X,Y') be any trading strategy. Then there exists some constant C' > 0
such that

E[(((FR)~'bp);A87,1)%]
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< CE

1 ) ) i

Var (Vii1|Fi) Zak” +Zak”| B E[J(1+A)M |2\fk]EHXk+2|2!fk]] ;
i=1 kzz

(3.4.27)

E[(((F) ™ 00)5)?)

Var(Vit1]Fr) Zﬂmﬂrz&m‘ I SR+ )M \QIHJE[IXHQQIfk]]v

=1 7271|

< CE

(3.4.28)

forall j =1,...,dwhere (F})~1b)); is the j-th component of the vector ((F})~1b).

Proof. This proof follows similar arguments as in Lemma 3.9 in Christodoulou et al. (2018) but
for the sake of completeness we give a short proof. Using bounded mean-variance tradeoff then
by the definition of the variance it follows

E[|AS], |2 Fk] < CAY, (3.4.29)
for some positive constant C'. Furthermore, from the tower property and inequality (3.4.29) it
holds

d

E[(((F*)7'6);A8] 1)) < 2CE[Y_ |(F7) 7 P(6Y1P + [0} ) F

01, (3.4.30)
=1

where we have denoted F'* = F,;\ and b = bg. By the Cauchy-Schwarz-Inequality for the term
b? and the conditional inequality (E[XY|G])? < E[X?|G]E[Y2|G] on the term b} together with
the definition of the variance yields

E[(((F*)7'6);A8],,)7]

d
< CE[Y_ |(Fp) ' P (Var (Vi | Fi) B + B (1 + N) M P B X o[ Fi] ) F7] -
i=1
(3.4.31)
The second inequality follows analogously. O

Remark 3.4.16. The two Lemmas 3.4.14 and 3.4.15 will play a central role for the existence
proof of a LRM-strategy XX under illiquidity with price impact which belongs to the space of
strategies ©) 5(S). The main integrability properties that we will need to show are X k,_fl ASi 41 €
IL2T1 and X k«fl € IL2 L. Moreover, these two properties will be essential for showing that the
liquidity terms ( llquzdlty cost and price impact terms) of the optimal strategy fulfill certain inte-
grability properties.

3.4.3 Explicit form of the optimal strategy

Under the conditions imposed in Section 3.4.1 and using a backward induction argument, we
give an explicit representation of a local risk-minimizing strategy under illiquidity with price
impact and thus prove our main existence theorem.
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Theorem 3.4.17 (Existence result). Assume that S has the F*-property, bounded mean-variance
tradeoff and satisfies the F*-diagonal condition. Additionally assume that the M L.1 condi-

tion is satisfied. Let further the covariance matrix F, ,? be positive definite at all times k =

0,1,...,T — 1. Then for any contingent claim H = Y € ]L?F’I, there exists a local risk-

minimizing strategy ¢* = (X)‘, Y’\) under illiquidity with price impact with X%—H = X7

(=0) and Y = Yr. Moreover, the optimal strategy can be written down in explicit form, in

particular

Xpo = (F)7') P-as fork=0,...,T 1, (3.4.32)
V) = EWR|F] — X008k Pas. fork=0,1,...,T —1, (3.4.33)

where W = H — Zﬁ:kﬂ X ASp.

Proof. The_ idea of thf: proof_ is a backward induction argument on £ = 0,1,...,7. First set
X%_H = Xpy1 and Yf\ = Yr. So, fix some k € {0,1,...,7 — 2} and assume that at times
l=Fk,...., T —2

i) XLAS], €Ly and XV, e L7,

) [XM2(+ MM e Ly,

(i) X}\5Si+ Y €Ly Y, € A,
forall j =1,...,dholds. At time k£ we want to minimize the expression (3.4.12) over all X ,; 11
and show that the following properties are fulfilled forall j =1,...,d:
() X7 ,AS),, eL% and X7 €L,

(i) | X7 21+ M)MI e L
(i) (X, ,)*Sk+Y, €L} | Y, €Fp,

Properties (i) - (iii) will then guarantee that (X A Y’\) € @é(S ).

Let the function f,;\ as in equation (3.4.14). Note that by the induction hypothesis all the terms
in f,;\ are integrable. By the positive definite property of F,g‘ there exists a unique solution to the
minimization problem and an Fj-measurable minimizer X ,;,\ = (F) ,;\)_lbk can be computed
explicitly. Moreover let Yk)‘ defined as in equation (3.4.33). Then }A/k)‘ is Fi-measurable. By the
fact that H € L', the induction hypothesis 37, ., X(*AS,,, € L3 and X" ASy41 €
L%l (we show this below) we can conclude that X /?:1 Sp+ Y = E[W,;\U:k] € L%l.

We show first that X l;\flASi 41 € ]L?F’I. Inequality (3.4.27) of Lemma 3.4.15 imply that for a
constant C' > 0,

E[(X)7,AS] )%

IN

d
CE |Var(X2 5 Ske1 + Y |Fi) Y oy (3.4.34)
=1
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+Zam| SEI(1+ )M FE PaArALR
kzz

holds. Furthermore, since the M L.1 condition is satisfied then for a constant C' > 0

E[(Xp1 A8 41)"]
d d

< CE VGT(Xk+25k+1 + Yk—i—l’]:k Zak}Z] + Zak,‘lj ’X 2| ’]:k]] (3435)
i=1 i=1

M

ksij are uniformly bounded in k£ and w and since

Since from Lemma 3.4.14 the terms 042 igr
by induction hypothesw Xk+25k+1 + Yk+1 and X,CJr2 both in L%l forall¢ = 1,...,d then
X,;\_ﬁlAS]H € ]L . In the same way and using inequality (3.4.28) of Lemma 3.4.15 we can

show that X kal c ILT . Indeed we have
Y
E[(X;:7))?]
< CE|Var(XpySust + Vil Fe) Zﬁk” + Zﬁkw X, P17 | .(3.4.36)
=1 =1

Next we show that the liquidity costs and price impact terms are integrable, that is

d
> ONMI|X) ’31|2+Z +M)MI(X, - X27)? e Lyt (3.4.37)
J=1 J=1

Since X ,i‘ 1 is a minimizer, then from expression (3.4.12) and by choosing X1 = 0 for the
right hand side, it holds

Var(X75Sk1 + Y — (X241)  ASir1|F) (3.4.38)
d d
+E Z)\jM”X;;\-le Fr| +E Z(1+)‘J)M](Xk+2 Xli\—fl)2 Tk
j=1 7=1
A A d . . A
< Var(X75 S + Y 1 F) +E | D1+ N)MI X, Fi | - (3.4.39)
j=1

Since the conditional variance is non-negative then applying expectation yields

d
E > XNMIX [
j=1

d

Fi| +E D1+ N)MI(X), — X272 F (3.4.40)
J=1

[|Xk+25k+1+yk+1‘ —|—E Z 1+A] M]‘X)\] ’
7=1

]:ka
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where we have used the inequality Var(X) < E|X|%. Then the liquidity and price impact terms
Z AJMJ|Xk+1]2 + Z] 1( + )\J)MJ(X,?_FQ X,;\_ﬁl)z are in IL ! Indeed this is due to
the inductive hypothesis, Xk+28k+1 + Yk,Jrl € ILT and (1 + )\J)M9|X \2 € Ll ! for all
7 = 1,...,d. More precisely and since \J and M’ are both non-negative then it holds that
)\]MJ|X ’J1|2 € Ly and (1 + N)MI(X), — X272 e Ly forall j =1,...,d.

The last step for showing and completing the induction argument is to show that ]X 1;\431 (1+
MYMI € ILl ', Thus the liquidity and price impact terms in the next time step will be again in-
tegrable. Since M is bounded in [0, 1] by assumption then |Xk+1\ (1+ )\J)MJ < 2|X o NRIVER
where | X, +1|2M i € L' by inequality (3.4.40) and since |X7,|2M7 € L' by the induction
hypothesis.

For showing the base case at time k& = T where }Aff‘ = H one just needs the same arguments

k+2

and the conditions on H and XT+1, Yr. In particular, since H = Y/\ € ]LT and X% 41 =0,
then by Lemma 3.4.15 and 3.4.14 it holds that X7 AS). € ]LT and X7 € L% for all j.

Moreover, note that with the assumptions XT v =0, Yf‘ € iLT one can show the integrability
of the liquidity and price impact terms using (3.4.40).
Lastly, by defining the F7_1-measurable random variable

YA, =E[H — X3*ASr|Fi] — X Sr_, (3.4.41)

then X%’*ST_l + Yf‘fl =E[H — X%’*ASTU-}] belongs to ]L%’l.
Since at each time k& we have

E[Cr($Y) — Cr(@)|Fi] = 0. (3.4.42)

from the definition of ¥*, then we can conclude the martingale property of C'(¢*). Then
Proposition 3.3.6 completes the proof, since both properties are satisfied. The trading strategy
¢* = (X*,Y?) is local risk-minimizing under illiquidity with price impact. O
Remark 3.4.18. In the simple case of d = 1, the LRM-strategy $ = (X A Y’\) under illiquidity
with price impact equals

o\ Cov(Vi1 (@), ASk+1|Fr) + E[(1 + )\)MX,?”]}";C]

3.4.43
1 = Var(ASp | ) + E[(L+ 2\ M|Fy] ! (3:4.43)
T
Vi(@Y) =E|H— Y XpASn| Fi (3.4.44)
m=k-+1

For \ equal zero we have the local risk minimization strategy (° = (X 0 }A/O) under illiquidity
without accounting for lasting impact. For M tending to zero we get the classical local risk
minimization strategy without accounting for illiquidity. Let us denote this by ¢ = (X,Y).
Also, one can easily note that in the case where S is a martingale, then Vi,(p) = Vi,($°) =
Vie(¢) = E[H|F). That means in all cases the book values are equal.
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3.4.4 F*-property in terms of the covariance matrix F°

The main existence Theorem 3.4.17 was proven using the crucial F*-property from Definition
3.4.12. Similar to Christodoulou et al. (2018) (Chapter 2, Section 2.3.4), this condition can be
reduce to a sufficient criterion in terms of a the covariance matrix F°. In the following we are
making use of the definition of a principal submatrix (Chapter 2, Section 2.3.4).

A sufficient condition in terms of the covariance matrix F is given in the next Lemma 3.4.19.

Lemma 3.4.19. S has the F*-property if there exists some & € (0, 1) such that
det(P?) — (1 — ) det(PA") > 0, (3.4.45)

for all principal submatrices P,S of F,? and principal submatrices P,fo of F,CAO where F,fo =
diag(A4%,,,..., A% ) of size | x L where | € {2,...,d} and forall k = 0,1,...,T.

Proof. The proof follows exactly the same steps as Lemma 3.11 in Christodoulou et al. (2018).
O

An example, when the F'*-property holds, is given in the next Propositions.

Proposition 3.4.20. Assume that the covariance matrix F’ ,8 is positive definite at all times k =
0,1,...,T and S7 has independent returns for each j = 1, ..., d. Then the F*-property holds.

Proof. The proof follows exactly the same steps as Proposition 3.12 in Christodoulou et al.

(2018). O
Proposition 3.4.21. Assume that the covariance matrix F,? at all times k = 0,1,...,T is pos-
itive definite and S7 has independent increments for each j = 1,...,d. Then the F*-property
holds.

Proof. Follows by analogous arguments as in Proposition 3.4.20. g

3.5 An Alternative Optimality Criterion

As we saw in Section 3.2 the optimality criterion under which we work is treating the liquidity
cost and price impact terms separately. An alternative approach is to treat these terms together
and consider their variation coming from the current liquidity cost and the price impact cost
incurred by the strategy. Since the structure together with the proofs of this section are similar
to the previous Sections 3.3 and 3.4 we will avoid going into detail at some places.

Instead of considering the optimality criterion function (3.3.12) we will consider

T (@) = EI(Crly) — Cu(@)1F +oE || PR(X) + TCX)| |B] . (35D

for some given o € R™.

Note that (3.5.1) is clearly justified analogously as in Subsection 3.3.1. A similar observation
as in Remark 3.3.3 holds also here.

Definition 3.5.1 specifies the LRM strategy under illiquidity with price impact under the al-
ternative optimality criterion function.
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Definition 3.5.1. A trading strategy ¢ = (X,Y) is called locally risk-minimizing under illig-
uidity with price impact if

TPMp) < TENY)  P-as (35.2)
forany time k € {0,1,...,T — 1} and any local perturbation ¢’ of ¢ at time k.
Remark 3.5.2. By a slight abuse of notation, the name “locally risk-minimizing under illiquidity
with price impact" of the optimal strategy in Definition 3.5.1 remains the same as the one in
Definition 3.3.2 for this Section 3.5. It is meant to be understood under the alternative optimality

criterion function (3.5.1).

The following Lemma 3.5.3 and Proposition 3.5.4 is similar to Lemma 3.3.5 and Proposition
3.3.6 and so we provide them without any proof.

Lemma 3.5.3. Assume C () is a martingale and ' a local perturbation of p at time k. Then it
holds

TEMN@') i= B[Ry ()| Fi] + E[(ACK+1(0))?Fi] (3.5.3)
+ o HPI,?(X, X') + LOW(X, X') \fk} .

Proof. See Lemma 3.3.5. O

Proposition 3.5.4. A trading strategy ¢ = (X,Y') is LRM under illiquidity with price impact if
and only if the two following properties are satisfied:

(i) C(yp) is a martingale.

(ii) Foreachk € {0,1,...,T — 1}, Xy1 minimizes

Var(Vie1 (¢) — (Xpo 1) ASea| Fr) + o HPI,?(X, X') + LOW(X, X’)) \fk} ,
(3.5.4)

over all Fi-measurable random variables X, so that (X} )*ASy1 € IL?F’I and
PINX, X') +LCy(X, X') € LY.

Proof. See Proposition 3.3.6. 0

Note that in Proposition 3.5.4 no additional assumptions in the processes A and M are re-
quired. Nevertheless, in order to get more explicit results for the optimal strategy further condi-
tions will be assumed in the next Section 3.5.1.
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3.5.1 Explicit-form optimal LRM strategy

In this section we will assume from now on that the resilience process A is a 1-dimensional
random variable taking values in [0, 1] and the liquidity level process M is an ]R € o-valued, time-
independent process. Also, let X7, 1 = 0. Then the following Lemma 3.5.5 holds.

Lemma 3.5.5. For a strategy ¢ = (X,Y), it holds

E[|PI}(X) + LCw(X)||F] (3.5.5)

d d T
=E _/\ZMJ‘lec+1’2+(1_/\)Z Z m+1_X1]n>2

F

Proof. As in the proof of Lemma 3.4.2 and using Lemma 3.4.1, since X7,1 = 0 it holds

d d d T-1
PRNX) = =M D OMIXL P+ Y MIXGP+ Y My (X — X))
= j=1 j=1 m=k+1
(3.5.6)
Then we can calculate
PIRNX)+ LOW(X) ==X [ D MIX] P+ M D> (X1, -X))2 | (357
j=1 j=1 m=k+1
Y MY (X — X352,
j=1 m=k+1
hence,
d T '
PINX)+ LCL(X) = —AZMJ\X AP A= M Z X1 - X3)2.
j=1 m=k-+
(3.5.8)
By applying conditional expectation, equation (3.5.5) follows. 0

In the next Corollary 3.5.6 we are able to get rid of the absolute value in (3.5.5) in the full
permanent price impact case.

Corollary 3.5.6. Assume that )\ is a constant and equals 1. Then for a strategy ¢ = (X,Y), it
holds

E[|PI;(X) + LCW(X)||Fi] = ZMHX e (35.9)

Proof. Follows clearly from Lemma 3.5.5. 0
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By applying Corollary 3.5.6 on the optimality criterion function (3.5.1) then Proposition 3.5.4
is simplified to the following Proposition 3.5.7 from where we will be able to construct explicitly
an optimal strategy under illiquidity with price impact with respect to the Definition 3.5.1. For
simplicity we will assume that « = 1 which means an equal concern between the risk to be
hedged as incurred from market price fluctuations and the expected variation of liquidity costs
with price impact.

Proposition 3.5.7. Assume that \ is a constant and equals 1. A trading strategy ¢ = (X,Y) is
LRM under illiquidity with price impact if and only if the two following properties are satisfied:

(i) C(yp) is a martingale.

(ii) Foreachk € {0,1,...,T — 1}, X} minimizes

Var(Vis1(p) — (Xjp1)* ASki1|Fi) + E Zquk+1 Fil, (3.5.10)
7j=1

over all Fy-measurable random variables X/,’CJrl so that (X1/€+1)*A5k+1 S }L?F’l and
1,1
MJ‘XI@—H’ elLy.

As already mentioned at the beginning of this section, since we are going to use similar
“machinery” and arguments as in Section 3.4 we omit some details and explanations because of
the ones already provided.

Let us introduce some additional notation where the superscript in A! is to emphasize the full
permanent price impact case A = 1, which we are currently investigating:

AL =EMI|F), A =AY+ A (3.5.11)

forallz,7=1,...,dand k =0,...,T—-1L
Moreover define the function f' : R? x Q — RT by

Z‘Cﬂ A QZc]b )"‘chcka;j,i(W)

J#
+ VGT(Vk+1‘fk)(w). (3.5.12)
Let F)' e R™? with F,g‘i] = Dy, for i # j, F,g\ij /_lg,lj fori = j. Let FM =
diag(AyY,, . .., Aply) where note that F) = F2 + FM. Then the linear equation system
B e=1), (3.5.13)

needs to be solved in order to calculate the extreme points.
. P )1 . . . . I
The Hessian matrix is X (c) = 2F k>‘ . Moreover, if the covariance matrix F; ,8 18 positive
k

definite, then the matrix F}"' is invertible and &* := (F')~'0 is an Fj-measurable global
minimizer.
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For ensuring that the optimal strategy belongs to the space of strategies @&\(S ) we will need
the bounded mean-variance tradeoff property of the process S and two more additional condi-
tions similar to the M S-condition and the F*-diagonal condition from Section 3.4.1. These are
the following Definitions 3.5.8 and 3.5.9.

Definition 3.5.8. We say that S satisfies the M-condition from above if for some constant C' > 0
(E[M]Fx])?
Var(SiH | Fk)

uniformly in k and w. Furthermore S satisfies the M-condition from below if for some constant
C>0

<C P-as forallj=1,...,d (3.5.14)

(E[M]F5])?
Var(SzH | Fk)
uniformly in k and w. If both bounds hold then we say that S satisfies the M-condition.

>C P-as forallj=1,...,d (3.5.15)

Definition 3.5.9. We say that S satisfies the F At -diagonal condition with respect to the matrix
N if for some constant C' > (

E[M7|F]
Var(5i+1|fk)

VVar(AS] |F) + >C P-as forallj=1,....d (35.16)

uniformly in k and w and if for some constant C>0
Var(SiH]]:k) 1
j -
E[M7|Fy] \/VQT(AS%H\}})

>C P-as forallj=1,....d (3.5.17)

uniformly in k and w.

Remark 3.5.10. A similar condition to the M L.1-condition will not be needed. The reason is be-
cause the strategy Xyio at time k + 2 does not appear in the liquidity terms
E[Z;-lzl Mj|X,Z+1|2|.7:k]. Hence, a similar term to b as in (3.4.13) will not be needed to
be defined. So, a further estimation of such a term as we did in the proof of Theorem 3.4.17
using Lemma 3.4.15 will not be necessary.

Clearly, similar Propositions to the ones of Section 3.4.1 can be formulated.

Proposition 3.5.11. If S satisfies C < Var(ASi +11Fk) < C for some positive constants C, C

and for all j = 1,...,d, then the F’/\l-diagonal condition holds. In particular, if S has inde-
pendent increments then S has bounded mean-variance tradeoff and satisfies the F' Al-diagonal
condition.

Proof. As in Proposition 3.4.8. g

Proposition 3.5.12. If the M-condition holds then the F' Al -diagonal condition holds. In partic-
ular, if S has independent returns and the M-condition is satisfied then S has bounded mean-
variance tradeoff and satisfies the F’ Al -diagonal condition.
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Proof. As in Proposition 3.4.9 g

The critical F Al—property in terms of the matrix F'*' can also be defined as in the following
Definition 3.5.13.

Definition 3.5.13. We say that the process S has the F Al-property with respect to the matrix
FN' if there exists some § € (0,1) such that

_ 41
det(F)) — (1 — &) det(FY ) > 0, (3.5.18)

_ 1 — _
forallk =0,1,...,T where " .= diag(A),, ..., A)).

Recall from Section 3.4.4 that this property can be reduced to a sufficient condition in terms
of the covariance matrix of the process S. Then it is clear that the following Propositions 3.5.14
and 3.5.15 hold in terms of the F\' -property with respect to the matrix FN

Proposition 3.5.14. Assume that the covariance matrix F; 18 is positive definite at all times k =
0,1,...,T and S’ has independent returns for each j = 1, ..., d. Then the F’ )‘l—property holds.

Proof. As in Proposition 3.4.20. O
Proposition 3.5.15. Assume that the covariance matrix F,? at all times k = 0,1,...,T is pos-
itive definite and S’ has independent increments for each j = 1,...,d. Then the F /\l-property
holds.

Proof. As in Proposition 3.4.21. O

Furthermore, using the appropriate notation, similar Lemmas as in Subsection 2.3.2 hold. We
will just provide them with the current notation, without giving their proofs since these are very
similar to the ones already stated previously.

Define the following:
_)\1 7/\1 _ 1
ak’L] : Flg;j,jFl?;i,i‘(Fk;j,i) 1’27 5]{2] Fkll‘ ,]z) 1’27 (3519)
fori,j=1,...,dand k = 0,...,T when the inverse matrix (Fk)‘l)_1 of Fk)‘l exists.

Lemma 3.5.16. Assume that S has the F' )‘l—property and satisfies the F Al -diagonal condition.
Then the terms ak . and [3k i j are uniformly bounded in kandw foralli,j=1,...,d.

Proof. Follows as in the proof of Lemma 3.4.14 by using a similar result as in Lemma 3.4.11
with the appropriate terms. O

Lemma 3.5.17. Assume that (F} ! )~ L exists for k € {0,1,..., T} and S has bounded mean-
variance tradeoff. Let (X,Y') be any trading strategy. Then there exists some constant C > 0
such that

d
E[((F)")'00);A81, )% < CE |Var (Vi1 | Fe) Za,“ , (3.5.20)
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d
E[((F)'80);)%) < CE |Var(Viea| Fr) Y Bl | (3.5.21)

=1
forallj =1,...,dwhere ((Flg\l)_lbg)j is the j-th component of the vector ((Flg‘l)_lbg).
Proof. Follows as in the proof of Lemma 3.4.15. O

Now we are ready to state the main existence theorem which provides us with an explicit
formula of a local risk minimization strategy under illiquidity with full permanent price impact
according to Definition 3.5.1. The proof is very similar to the one of Theorem 3.4.17.

Theorem 3.5.18 (Existence result). Let \ equal to 1. Assume that S has the F Al—property,
bounded mean-variance tradeoff and satisfies the F ’\l-diagonal condition. Let further the co-
variance matrix F) ,S be positive definite at all times k = 0,1, ..., T — 1. Then for any contingent
claim H = Yp € L% there exists a local risk-minimizing strategy gb’\l = (X Al,f/)‘l) under
illiquidity with full permanent price impact according to Definition 3.5.1 with X%ll = Xry1(=
0) and 1773‘1 = Y. Moreover, the optimal strategy can be written down in explicit form, in par-
ticular

X = (FEM) ) P-as fork=0,...,T—1, (3.5.22)
VY =EWN R - Xpyr Sk P-as fork=0,1,...,T -1, (3.5.23)

where lel =H — Zzz:k-u X,i‘;’*ASm.
Proof. Asin Theorem 3.4.17. O

Remark 3.5.19. From Theorem 3.5.18 and for the 1-dimensional case, d = 1, the LRM-strategy
gZ))‘l = (X>‘1 , Y’\l) under illiquidity with full permanent price impact with respect to Definition

3.5.1 has the explicit form

on Cou(Vip1 (@), ASpi1|Fr)

= : 3.5.24
1 Var(ASem | Fe) + EIM|F] (5529
T
V(@) =E |H- Y X)AS, }"k]. (3.5.25)
m=k-+1

Note that for M equal to zero we get the classical local risk minimization strategy without
accounting for illiquidity.



4 Complications and consistent
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Contributions of the thesis’ author:

This chapter is a joint work of P. Christodoulou, Prof. Dr. Thilo Meyer-Brandis, Prof. Dr.
Christian Fries and Dr. Lorenzo Torricelli. It is based on Christodoulou et al. (2019). P.
Christodoulou was significantly involved in the development of all parts of that paper. In par-
ticular, P. Christodoulou made major contributions in all of the proofs in Sections 4.3 and 4.4
together with the main results of Theorems 4.3.14 and 4.4.4 as well as Corollaries 4.3.19 and
4.4.9. Section 4.4.3 as well as the following results are not included in the original paper: Re-
mark 4.4.8, Example 4.3.2, Remark 4.3.20, Corollary 4.3.19, Remark 4.3.18, Proposition 4.3.17.
The authors developed jointly Section 4.3.3 which deals with the transformation of the spreads in
different settings. Section 4.5 was developed in a close cooperation of the three authors but with
major parts done by P. Christodoulou. The results of Proposition 4.5.2, Remark 4.5.3, Corollary
4.5.7, Lemma 4.5.9, Remarks 4.5.12 and 4.5.13, Lemma 4.5.14 as well as Corollary 4.5.15 are
not included in the original paper. Section 4.6 was developed independently by P. Christodoulou
and is not included in the original paper. The results of Section 4.7 were mainly established by
P. Christodoulou with the support of Dr. Lorenzo Torricelli.

4.1 Introduction

The modeling of changes over time in the credit quality of a Bond can be done mainly in two
ways. One way is using structural credit (pricing) models. Representatives of this approach are
for example the models of Black and Cox (1976) and Leland (1994).

The second broad category is the reduced-form approach (or intensity-based models) such as
the models for example in Jarrow and Turnbull (1995) and Eberlein and Grbac (2013). Within
the framework of the intensity-based methodology, the modeling of credit migrations between
different credit rating classes can be done in terms of Markov chains. To our knowledge, the
first paper using a discrete-time parameter Markov chain C' (as well as a continuous one) was
the paper of Jarrow et al. (1997). Extensions of this can be found for example in the paper of
Das and Tufano (1996) and others. An important issue of all these models is the specification
of the transition probabilities of the matrix while in the continuous-time version we have the
transition intensities. Such models, in continuous time, are for example the models of Jarrow
et al. (1997) and Bielecki and Rutkowski (2000) which also lie inside the context of the Heath-
Jarrow-Morton (HIM) methodology for modeling the defaultable term structure first introduced
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by Jarrow and Turnbull (1995). The development of an arbitrage-free term structure model
of defaultable bonds within the HIM methodology was extended by Bielecki and Rutkowski
(2000) and Bielecki and Rutkowski (2004b) accounting for multiple ratings. Further, this was
generalized by Eberlein and Ozkan (2003) using Lévy motion as driving processes for the model.
Also Ozkan and Schmidt (2005), Schmidt (2006) and Jakubowski and Nieweglowski (2009)
consider some further extensions where infinite-dimensional processes are considered. This
approach has the characteristic that the credit migration process is endogenously given in the
model which results in a conditionally Markovian model of credit risk.

In this chapter we show some difficulties resulting from the intensity based approach in contin-
uous time. These complications essentially stem from the constraint of a risk-neutral framework
imposing the interplay between the HIM term structure of the individual forward rates and the
specification of the credit migration process together with the migration intensity parameters: the
so-called consistency conditions. In the literature there are mainly two consistency conditions
which appear. The one enforces only the current forward rate to be “active”, i.e., an extended
HIJM no-arbitrage drift condition must hold for the forward rate in which the bond holder is
currently trading, while the other consistency condition requires that all the forward rates in all
rating classes are active at each time.

We investigate the possible complications concerning both consistency conditions in both a
zero and a non-zero recovery framework. We use the no-arbitrage spread dynamics coming from
the consistency conditions in order to show that the model entails some difficulties and restric-
tions. Within this chapter we define two kind of spreads, the fundamental spreads measuring
the difference between the risky forward rates and the risk-free one and the inter-rating spreads
which is the difference between the risky foward rates. More precisely in a non-zero recovery
setting, i.e., if a bond issuer defaults prior to maturity the bond holder receives a reduced amount
of the face value of the bond, and using the fundamental spreads we show that under some mild
conditions this explodes in finite time prior to default. We show that this problematic in the
model can be fixed in the following way: One starts with a zero recovery model and using an
appropriate transformation a non-exploding non-zero recovery model can be constructed.

Additionally, in Bielecki and Rutkowski (2000) and Bielecki and Rutkowski (2004a) the au-
thors propose some rather optional conditions in regard to the structure of the model. We show
that under these, serious model complications can be arise and migration between the rating
classes is no longer viable. For example an independent from maturity drift of the risky bond
price dynamics for each rating class will imply a model without migrations between the classes.

The structure of the chapter is the following: In Section 4.2 we present the multiple rating
credit risk model of Bielecki and Rutkowsky. We introduce the main ingredients of the model
and give the necessary and sufficient no arbitrage conditions. Sections 4.3 and 4.4 highlight and
demonstrate possible problems and restrictions of the model under the different no arbitrage con-
sistency conditions that appear in the literature: weak and strong consistency, respectively. This
is showed mainly using the fundamental as well as the inter-rating no-arbitrage spread dynamics.
Under mild conditions we show explosion of the spreads in finite time with positive probability
prior to default. Moreover, through a transformation of the spread we present in Section 4.3
an approach how to construct a non-explosive admissible model. In Section 4.5 we discuss the
special case of equal volatility models under strong consistency and give closed form solutions
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of spread’s ODEs. Additionally in this case we show how the spread has explosive dynamics un-
der bounded assumptions on the initial spread value which gives us the non-admissible models.
Furthermore, the case of proportional volatility spread models in analogy with the classical pro-
portional volatility forward rate HIM model, which as is well known it explodes, is discussed in
Section 4.6. The issue of the migration intensity vanishings when the market price of risk bears
no dependence on maturity is illustrated in Section 4.7.

4.2 The Bielecki-Rutkowski Credit Risk Model Framework

We start by presenting the multiple ratings credit risk model in Bielecki and Rutkowski (2000)
and Bielecki and Rutkowski (2004a).

For a maximum maturity 7™ > 0, consider a standard d-dimensional Brownian motion W;
defined on a filtered probability space (2, F,F,P) where IP is the objective probability measure
and the filtration IF = (F3),c[o,7+) supports the process W;.

Throughout the chapter the Euclidean inner product is denoted by juxtaposition, and thus:

t d t d
[ saw. =Y [gawi | as =Y aisi, 421
0 i=1 70 i=1

for processes ay, (. For x € R%, |z| denotes its Euclidean norm.

Define the set of rating classes K = {1,2,..., K}, where K is the number of the possible
credit classes, with 1 being the best rating class (AAA for S&P credit rating agency) and K — 1
the lowest (D for S&P credit rating agency). The class K represents the default event. For each
classrate t = 1,..., K — 1 denote the corresponding non-random recovery rate by d; € [0,1).
In case of default from the i-th rating class, the bond holder receives a reduced payment of the
bond at maturity 7', with §; the fixed fraction of the face value at the maturity date 7', where
T<T*

4.2.1 The defaultable term structure with multiple rating classes

The model in Bielecki and Rutkowski (2000) relies on the following elements.

For all maturities 7' < T, based on the Heath-Jarrow-Morton approach to term structure
modeling ( Heath et al. (1992), Morton (1988)), the default-free instantaneous forward rates
f(t,T) for t < T are modeled by the SDEs:

df (t,T) = a(t,T)dt + o(t, T)dW;, f(0,T) > 0, (4.2.2)

where a(-,T) and o (-, T') are F-adapted stochastic processes with values in R and R? respec-
tively. In addition, denoting 7 = {(¢,7) : 0 < ¢t <T < T*}, a : T — R must be continuous
on 7T, non-negative and for | = 1,...,d, o' : R x T — R is positive, uniformly bounded
and Lipschitz continuous in its first argument. The initial value f(0,-) is a non-random, non-
negative, Lipschitz continuous function on [0, 7].
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Similarly, for i € {1,2,..., K — 1}, the instantaneous forward rate g;(t,T), for the rating
class 1 satisfies:

dgi(t,T) = a;(t, T)dt + o;(t, T)dWs, ¢;(0,T) > 0, (4.2.3)
where ; (-, T) and o;(-, T) are F-adapted stochastic processes with values in R and R? respec-
tively.

Note that the volatilities of the risk-free forward rate f(¢,T) as well as the risky forward rates

gi(t,T) might depend on the rates it self. For abbreviation we write o(t,T) = o(f(¢,T),t,T)
and O’i(t, T) = ai(gi(t, T), t, T).

The price of a T-maturity default-free zero coupon bond is defined for 0 < ¢ < T as

B(,T) = exp (- /t ' f(t,u)du) . 4.2.4)

Analogously, the conditional price of a bond at time 0 < ¢ < T given that it trades in the rating
class i € £\ K in the time interval [0, ¢] is defined as

T
D;(t,T) = exp (—/ gi(t,u)du> : (4.2.5)
t

The following two Lemmas in Bielecki and Rutkowski (2000) give the dynamics of the
default-free bond B(t,T’) and the conditional rating-based bond D;(¢,T'):

Lemma 4.2.1. The default-free bond price dynamics for B(t,T) under P are

dB(t,T) = B(t,T) (a(t, T)dt + b(t, T)dW,). (4.2.6)

T T
a(t,T) = f(t,t) —/t a(t,u)du—i—% /t o(t,u)du

where
2 T
CbLT) = — / o (t, u)du.
t
4.2.7)

Proof. Lemma 2.1 in Bielecki and Rutkowski (2000). ]

Lemma 4.2.2. The conditional rating-based bond price dynamics for D;(t,T) under P satisfy

dD;(t,T) = D;(t, T)(ai(t, T)dt + by(t, T)dW,), (4.2.8)
where
T 11 (T 2 T
a;(t,T) = gi(t,t) —/ a;(t, u)du + 3 / o;(t,u)du . bi(t,T) = —/ oi(t,u)du.
' ' ' 4.2.9)

Proof. See Bielecki and Rutkowski (2000). L]
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The short-term interest (spot) rate is r(¢) := f(¢,t). Thus, the risk-free savings account
accumulates returns at the spot rate and is denoted as

B(t) = exp ( /O tr(s)ds) . (42.10)

Discounting the default-free bond price process and the conditional rating-based bond, the dy-
namics of Z(t,T) := B(t)"'B(t,T) and Z;(t,T) := B(t)~'D;(t, T) are given in the follow-
ing Lemma 4.2.3.

Lemma 4.2.3. The discounted default-free and conditional rating-based bond price processes

satisfy under P
11 /T
az(t,T) = Z(t,T) 3 / o(t,u)du
t

2

T
—/ a(t,u)du) dt+b(t,T)th>, 4.2.11)
t

and
2

dz;(t,T) = Z;(t,T) ( (; /T oi(t,u)du

T
— / a;(t,u)du + gi(t,t) — r(t)) dt (4.2.12)
t
+ bi(t,T)th>,

respectively.
Proof. Follows from Lemma 4.2.1 and Lemma 4.2.2. O

In order to exclude arbitrage opportunities in the default-free setting for all bonds of all ma-
turities T < T we assume in the following:

There exists an adapted R%-valued process v such that

T* 1 T*
exp / s dWs — 2/ Ive|?ds || =1, (4.2.13)
0 0

T 1| /T 2
%/ o(t,u)du = = / o(t,u)du
t 2 | Ji

EIP’

and

T
— / a(t,u)du, (4.2.14)
t

for all maturities T' < T™*.
Furthermore, and for all 0 < ¢ < T we have the drift condition

T
a(t,T) = o(t,T) / ot w)du — o (t, T), 42.15)
t

of the risk-free forward rate f(¢, 7).
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Then using the process ; as market price of risk one can define a probability measure P* (the
spot martingale measure) through the formula

dP* (N 1 [T
= AWy — — <|2d , 4.2.1
dP P </0 E 2 /o el 5> ( ©

P a.s.. The corresponding Brownian motion W;* under P* is defined through

¢
Wi =W, — / ~sds, 4.2.17)
0

for t € [0,7*]. Then for any fixed maturity 7 < T the discounted default-free bond price
process Z(t,T) is a P*-martingale, since

dZ(t,T) = Z(t,T)b(t, T)dW; . (4.2.18)

However, under the measure P* and by defining forall 0 < ¢ < T

ni(t,T) == a;(t,T) —r(t) + bi(t, T)ve, 4.2.19)
fort =1,..., K — 1, the conditional rating-based bond price dynamics satisfy
dZ;(t,T) = Z;i(t, T) (n;(t, T)dt + b;(t, T)dW}) . (4.2.20)

Note that the processes Z;(¢,T") do not need to be (local) P*-martingales to exclude arbitrage
as they do not correspond to prices of traded assets.

Moreover, the credit migration process is introduced. Since one needs a framework were both
the discounted default-free and the discounted defaultable bond are martingales, the idea is to
enlarge the underlying probability space (€2, F, P*) and to construct a new probability measure
Q*, accommodating a credit rating migration process, whose infinitesimal generator must then
be specified in a suitable way.

Thus, let C' be a conditionally Markov chain on the state space of rating classes K. Its
formal (canonical) construction can be found in Bielecki and Rutkowski (2004a) and is done
following a canonical filtration-enlargement argument from (€2, F, (F¢).e(o,7+], P*) to another
probability space (€2, F, (ft)te[o,T*},Q*)i in synthesis, Q* is obtained as the product measure
between PP*, the Hilbert cube probability space [0, 1] and the initial law y of the Markov chain
C'. The sample space and the original filtration are extended accordingly. The F-conditional
infinitesimal generator of C'! under Q* at time ¢ is given by

) A ()
AF = : B : , (4.2.21)
Ag—12(@) o Ny k(D)
0 e 0

where for i # j the intensity parameters A} j(t) are [F-adapted, non-negative processes and Q*—
a.s. integrable on every interval [0, {] such thatfori = 1,..., K—1, A7, (t) = = X2 ;cp0 113 A7 (1)



4.2 The Bielecki-Rutkowski Credit Risk Model Framework 87

The last row of the intensity matrix A} being zero corresponds to the fact that K is the absorbing
state as the defaulted firm goes bankrupt.

Furthermore define the credit migration process C = (C}, C?), where the process C} is the
current rating at time ¢ and C? is the previous rating before the current state C;}.

Remark 4.2.4. In some of the literature, for example in Bielecki and Rutkowski (2000) and
Bielecki and Rutkowski (2004a), the migration intensity parameter processes )\;‘7 ; are assumed
to be strictly positive. We do not require this here for the entries of the intensity matrix Aj.

It should be stressed out that in order to have a uniformly notation then by a slight abuse
of notation, all the stochastic processes that we consider, they maintain their names on the en-
larged probability space. So, for example the P* brownian motion W * follows again a standard
brownian motion under (* with respect to the filtration (}N})te[oj*].

The T-maturity defaultable bond price process D¢, (t,T) is defined by the equation

for all 0 < ¢ < T. Note that the process D;(t,T") is not the process of a defaultable bond
which is traded but instead D¢, (¢, T") is a traded bond. Also note that the recovery modeling of
definition (4.2.22) is commonly known in the literature as fractional recovery of treasury value
model or rating based recovery of treasury.

Furthermore, equation (4.2.22) is equivalent to

K—-1
De,(t,T) = > Hi(t)Di(t,T) + 6:;H; i (t) B(t, T), (4.2.23)
=1

where we used the notation

Hi(t) = 10000y (t) fori € K, Hij(t):= > Hi(u—)Hj(u),fori#j, (4.2.24)
0<u<t

as in Bielecki and Rutkowski (2004a). H; ;(t) is the number of transitions from rating i to rating
j over the time interval [0, t] for i # j.
The T-maturity discounted defaultable bond price process is therefore

Z(t,T) == B(t) ' De,(t,T) = Lcr ey Zor (6T) + Lyro iy 02 Z(4,T), - (4.2.25)
forall 0 < ¢ < T. The process Z(t,T) “switches™ its dynamics between the various Z;(t, T')

according to the states of the credit migration process C' = (C}, C?).
Assume also that the initial value is given by

K-1
= Hi(0)Z:(0,7), (4.2.26)
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which means that at time ¢ = 0, no bankruptcy has been observed. Note that, this is equivalent
to C} # K. ) )
Finally we observe that the bond default time 7 : 2 — R is the F;-stopping time given by

7:=inf{t >0:C} = K}, (4.2.27)

where inf () := +o0.

4.3 The Weak Consistency Condition

No arbitrage in a credit migration bond model connects both the class-conditional bond prices
and the migration process, since the defaultable price dynamics depend upon both these el-
ements. Specifically, absence of arbitrage is guaranteed by a set of equations establishing a
relationship between the class-specific price dynamics and the migration intensities. Such con-
straints are known in the literature as consistency condtions and have appeared in two forms: a
strong one which implies no arbitrage, and a weak one, which is equivalent to no arbitrage.

In this section we will analyze the model under the weak consistency condition. Such a
condition is assumed in e.g. Ozkan and Schmidt (2005), Schmidt (2006) and Jakubowski and
Nieweglowski (2009). This condition is a relationship which is both sufficient and necessary
for no-arbitrage. The key property is a no-arbitrage drift condition only on the current forward
rate in which the bond holder is currently trading. In other words, only the current forward rate
becomes “active”.

This condition introduce an interplay between the various model components potentially
yielding to constraints on the model specifications. In principle if such constraints are not met
by the involved coefficients, problems may arise. We shall show in Section 4.3.2 that the funda-
mental spread of the last credit class (and hence of the current class) explodes in finite time with
positive probability, under some additional conditions that we impose. Nevertheless we propose
in Section 4.3.3 a method for producing consistent model specifications via a transformation
argument.

Before we proceed let us state two important results.

Lemma4.3.1. foralli=1,..., K —1and 0 <t < T we have

K-1 K—1
Hi(t) = Hi(0)— > Hij(t)+ > Hji(t) — Hig(t). (4.3.1)
J=Llj#i J=1,j#i
Proof. See Remark 3.2 in Eberlein and Ozkan (2003). O

Lemma 4.3.2. Foralli,j = 1,..., K — 1 withi # jand 0 < t < T, define the adapted
process,

t
M j(t) = Hij(t) — / X () Hi (), 432)

with respect to the filtration (ﬁt)te[o,T*]- Then M; ;(t) is a Q*-martingale.
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Proof. See Proposition 2.1 in Bielecki and Rutkowski (2000). O

The (weak) consistency condition N.1 which follows, is a critical no-arbitrage assumption
establishing a direct analytical connection between the conditional credit state bond price pro-
cesses, the defaultable bond and the migration intensities.

Condition N.1. Assume that the entries of A* satisfy for all 0 < ¢ < T on the set {C} # K}:

K-1

S A OT) — Zey (T) + Ny 06 Z(.T) — Zeg (7)) @433)
Jj=1,j#C}
= —Uctl (t7 T)thl (t7 T) :

Remark 4.3.3. Note that the condition N.1 can also be written as

K-1 K-1
Ejm@{§jAMM%wﬂ—amnwmhﬁWJmﬂ—&wn><mm
i=1 =Lt

+ ni(t>T)Zi(th>} =0,

for 0 <t < T, which is an equivalent form of (4.3.3).

Remark 4.3.4. The consistency condition N.1 is not the condition which is assumed for example
in Bielecki and Rutkowski (2004a) and Eberlein and Ozkan (2003) but instead a stronger one
is being adopted and used. In particular they use condition N.2 which we introduce in Section
4.4.2.

As the following Theorem 4.3.5 shows, the condition N.1 is a necessary and sufficient condi-
tion for the (local) martingale property of Z(¢,T") under Q*.

Theorem 4.3.5. The discounted defaultable bond Z (+,T) is a local martingale under Q* if and
only if the consistency condition N.1 holds.

Proof. The proof follows from Lemma 4.3.1, Lemma 4.3.2 and using the same arguments as in
the proof of Theorem 4.1 in Eberlein and Ozkan (2003). ]

4.3.1 No-arbitrage drift condition on the current forward rate.

The consistency condition N.1 is related to a no-arbitrage drift condition of the instantaneous
forward rates. This can be written in terms of the spreads and can be understood as an ex-
tended HIM no-arbitrage drift condition. This relation is an equivalence relation, as shown in
Proposition 4.3.6.

Let us first define the instantaneous forward inter-rating spreads
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fori,j=1,..., K — 1 withi # j, as well as the instantaneous fundamental spreads
sl (t,T) = gi(t, T) — f(t,T), (4.3.6)
fort =1,..., K — 1. Additionally, we set fori = 2,..., K —1
si(t, T) = gi(t, T) — gi—1 (¢, T). (4.3.7)

Proposition 4.3.6. Assume that the consistency condition N.1 holds and fix some maturity T <
T*. The condition N.1 is equivalent to the following: for all 0 < t < T the drift condition

T
oy (t,T) = o0 (1,7) /t o0 (t u)du — oy (4, T) 43.8)
K-1 T
+ Z Acr j(O)sc (t,T) exp (/ scr4(t, u)du>
t
J=15#C} !

T
+ )\* ( )6015 (t T) exp (/t sétl (t, u)du> ,
of the current forward rate 9ger (t,T) holds, together with the condition
sgtl (8,1) = Ny (D1 = 6y, (4.3.9)

on the set {C} # K}.

Proof. Using the definition of Z;(¢,T") and Z(t,T) we can rewrite the consistency condition
N.1 in terms of spreads so that we have

T
Z At <1—6XP< /t gj(tw)—gcg(tw)du» (4.3.10)

j=1,j#C}
T
+ )‘Z‘}J((t) <1 — 01 exp (—/ f(t,u) — ge (t,u)du)) =102 (t,T).
: ] :

Then, by the definition of n;(¢,T') in equation (4.2.19) and the definition of the spreads (4.3.5)
and (4.3.6) we calculate,

2

T T
gor(t,t) = f(t, 1) + % ocr(t,u)du —/ (XCtl(t,U>du—’Yt/ oo (t,u)du (4.3.11)
¢ t

_ Ay <1—exp< ser 4t u)du>>

—1,37501

T
+ )\Z?Jf(t) <1 — dc1 exp (/t Sétl (t, u)du)) ,
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for all 0 < ¢ < T'. Furthermore, we have for T' = ¢
9oy (6 8) = F(t,1) = Ao 1 (O)(1 = dca), (4.3.12)

which is (4.3.9). Then since the migration intensity parameters are independent of the maturity
T we can conclude that

T T
—/ o (t, u)du — 'yt/ ocr(t, u)du
t t

(4.3.13)
T
Z /\Ctl’-] < — exp </t sc1 (1, u)du))

j=1,j#C}

T
+ )\8371((15) (1 — 503 exp </t sétl (t, u)du>> ,

which is equivalent to

T T
‘/ oc1(t,u)du —/ o (t, u)du —’yt/ o1 (t,u)du (4.3.14)
¢ t

_ Z Nog (0 ( exp(/thcl n u)du>>

Jj=1,j#C}

T
+ )‘*CQ,K(t)‘SCtl <1 —exp (/t sétl (t, u)du)) :

Now, taking the derivative with respect to 7" in equation (4.3.14) we get

Z’tl K(t) (501 '/ O'Cl t U d’LL

T
7 (0T) [ oyt w)du = agy (1. 7) = 3y (4. 7) (43.15)

K-1 7
Z )‘Z‘tl,j sl (t,T)exp </t sc1 (¢, u)du>

j=1,j#C}
T
237 (t )5013 (t T) exp (/t sétl(t,u)du> ,

and rewriting equation (4.3.15) in terms of the drift term c. (¢, T') of the forward rate g (¢, T'),
equation (4.3.8) follows. Since all manipulations above are equivalences the reverse also holds.
O

Remark 4.3.7. From Proposition 4.3.6 we clearly see that the active drift ot (t,T) from (4.3.8)
and the active defaultable intensity )\21 K(t) from (4.3.9) together with a spread structure of
i

the drifts of the forward rates g;(t,T'), determines the drifts of all the forward rates. So, the
model is fully specified on t < T given the volatilities o;(t,T') (or equivalently given the spread
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volatilities oi(t, T) —0oi—1(t,T) and the active volatility o1 (t, T')), the migration intensities A ;
fori,j=1,..., K —1withi # j, the recovery rates &;, the spread structure, condition (4.3. 9)
and the no-arbitrage drift condition (4.3.8) where T is the time of default given in equation
(4.2.27). After default, at time t > T, the drifts of the risky forward rates can be chosen freely.

The following Example 4.3.1 illustrates and presents a fully specified defautlable simple
model that satisfies N.1, with constant inter-rating spreads s;(¢, 7). The model is constructed by
following Remark 4.3.7.

Example 4.3.1. Consider a model where K > 3, with zero recovery rate, ie., 6; = 0 for

1=1,...,K — 1. Furthermore assume )\jj( )=Nforalli,j=1,...,K —1withi# j. Let

a 1-dimensional Brownian motion driving all the forward rates and assume constant volatilities,
such that o(t,T) = o and 0;(t,T) = oy foralli =1,..., K — 1. Then we have
df(t,T) = a(t, T)dt + odW;" , (4.3.16)
dgz'(t,T):Oéi(t,T)dt—i-Jlth* , t=1,..., K—1,
dsi(t,T) = (a;(t,T) — ;1 (t, T))dt , i=2,...,K—1,

Note that, inter-rating spreads get constant, if o;(t,T) = a;(t,T) foralli,j=1,..., K — 1.
To specify constant inter-rating spreads we require that for all 0 < t < T,

sit,T)=c , foralli=2,...,K—1. (4.3.17)

Then by the no-arbitrage consistency condition N.1 we have from Proposition 4.3.6, for almost
all 0 <t < T the drift condition
aci (t,T) = of(T —t) — yo1 + (K — 2)X*cexp («(T — 1)), (4.3.18)
a(t,T) = o*(T =) = 0
of the current forward rate 9gcp (t,T) on the set {C} # K} and of the risk-free forward rate
f(t,T) respectively.
So, by setting all the drifts equal to the active one, that is for almost allt < T

o(t,T) =ac(t,T) , fort<r, (4.3.19)

a;(t, T)=0 , fort>T,
foralli =1,..., K — 1, where recall from (4.2.27) that T is the time of default, then one can
have a model with constant inter-rating spreads under the no-arbitrage consistency condition
N.1.

By making this choice of the drift «;(t,T), then by (4.3.19), the forward rates g;(t,T) are
given by

1 t
gi(t,T) = g:(0,T) 4+ o3 (tT — 5152) — 01/ vsds + A exp(cT)[1 — exp(—ct)] (4.3.20)
0

+o Wy o, i=1,2,
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fort <.

It is also quite clear that one can now easily derive and determine the fundamental spreads
Slf (t,T)=gi(t, T)—f(t,T)fori =1,..., K—1 aswell as the defaultable intensity parameters
)‘2‘}71{“) from (4.3.9). Finally, specifying f(0,T) and ¢;(0,T) for some i € {1,..., K — 1},
then all the other initial values are derived from (4.3.17).

Using Proposition 4.3.6, the next Corollary 4.3.8 gives a more structural approach of Theorem
4.3.5, bringing out a more direct and clear way for the construction of a no-arbitrage defaultable
model.

Corollary 4.3.8. The discounted defaultable bond Z (+,T) is a local martingale under Q* if and
only if the no-arbitrage conditions (4.3.8) and (4.3.9) hold.

Proof. Follows from Theorem 4.3.5 and Proposition 4.3.6. 0

4.3.2 Fundamental spreads and explosions under the weak consistency

In this section we want to show that under the consistency condition N.1 the current fundamental
spread sél (t,T) defined as in (4.3.6), explodes in finite time with positive probability on the set
t

{C}! # K} for the non-zero recovery case. We obtain this result by using a natural condition
of positivity of the spreads, the so called ordering condition introduced in (4.3.41). Such a
condition is assumed in many papers in the literature, but it seems that there is no a direct link
to no-arbitrage. However, we shall show in the special case of K = 2 that even without the
ordering condition, explosions may still occur.

The next Corollary 4.3.9 gives us the dynamics of the fundamental spread sél (t,T) under
t

an equivalent measure Q characterized by the property that the restriction of Q to the original
probability space coincides with IP. Specifically:

dQ
= L. 4321
0" |7 ¢ ( )
where
dLy = —LyydW). (4.3.22)

The measure (Q can be seen as the physical measure on the extended probability space such
that the change to the pricing measure Q* entails no market price of credit risk (Bielecki and
Rutkowski (2000), Section 2.5). Recall that all the processes (e.g. W) retain their names in the
enlarged probability space.

Corollary 4.3.9. For any fixed maturity T < T™ and under the consistency condition N.1, we
have the dynamics

T

T
dsl, (t,T) = {001(t,T) / oer (t,u)du — o(t, T) / o(t,u)du (4.3.23)
¢ ¢ t ¢ t



Chapter 4. Complications and consistent specification of intensity-based credit migration bond models
94 of HIM type

K—1 T
+ Z /\alyj(t)scg,j(t, T) exp (/ sc1;(t, u)du>
j=1,#C} ¢
! g f

+ )‘*C,},K(t)éc'tl o (t,T)exp (/t o (t,u)du) dt

+ (O-Ctl (tv T) - U(tv T))th )
for the current fundamental spread sétl (t,T), fort < 11, where 7y :=inf{t > 0: C} # Cl}is
the first time where a jump in another class occurs.
Proof. From Proposition 4.3.6 we have the dynamics

T

T
dsl, (t,T) = {Ucl(t,T) / ocn (t,u)du — o(t, T) / o(t, u)du (4.3.24)
t t t t ¢

K-1 T
+ Z >\thl7] (t)sctl’j (t7 T) exXp (/t SCtld- (t7 u)du>
J=15#C}

T
+ A*CQ,K(t)cSctl Sétl (t,T)exp (/t Sétl (t, u)du)

— (o (t,T) —o(t, T))}dt
+ (001 (8, T) = o(t,T))dWy
for t < 7. Then by a change of measure using Girsanov’s Theorem the claim follows. g

Remark 4.3.10. The measure Q defined in (4.3.21) and used in Corollary 4.3.9 is the physical
measure on the extended probability space. Of course, because of the presence of the conditional
Markov chain Cy, more complicated martingale densities (which do admit a market price of
credit risk) can be devised, but this is not necessary for our purposes. A general measure Q can
be defined as follows: Recall (4.3.2) from Lemma 4.3.2 and define the Q*-local martingale M
as

dM; = (i (t) —1) dM; (), (4.3.25)
i#

where @; j is an arbitrary nonnegative F-predictable process such that
T*
/ ij(t)A;;()dt < oo, (4.3.26)
0

Q*-a.s. for all i # j. Furthermore set the Q*-local positive martingale L equal to

st = _Lt’Ytth* —|— Ltfth’ (4.327)
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and finally define the measure Q by the formula

dQ

dTQJ 7 = L. (4.3.28)

See Bielecki and Rutkowski (2000) for more details.

The next Lemma 4.3.11 and Lemma 4.3.12 are important technical tools for showing the
spread explosions. In particular, Lemma 4.3.12 is a comparison theorem taken from Morton
(1988).

Lemma 4.3.11. Let R, T > 0withR<T,a>0,R <t <T,t < a/T. Then the function

2a

h(t,T) = (a—tT)2"

(4.3.29)

satisfies the differential equation

LT 2a |a— R?|
h*(t,T) = h dud . 4.3.30
o1 =aw [ [ wtoconuts 22 (4330

Proof. The proof relies on using partial fraction decomposition. We can calculate

t T t T 2
exp {/ / h(s,u)duds} = exp {/ / 2duds} (4.3.31)
0 Js 0 Js (a - S'LL)
1 1

R {2“ /0 (as—T5%)  (as— s3>ds} /

since J
1 1
= = 4.3.32
du <s(a— su)) (a — su)?’ ( )
Furthermore, calculating the zeros of as — T's? and as — s> we get the following equations
1 A1 A2
_— = 4.3.33
as — T's? s s—#& ( )
1 By By B3

as — s* :?+s—\/6+s+\/5’
for some constants A;, B; for¢ = 1,2 and j = 1, 2, 3. By equating the coefficients we have

1 1 1
Ay=Bi1=- , Ay=—— , By=Bg=——. (4.3.34)
a a 2a

t T
exp {/ / h(s,u)duds} (4.3.35)
0 Js

Thus,
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t 1 1 1
e 2t v eexvold

g G ()

and so one can conclude that

ex {/t/Th(s u)duds}—la}t2—a‘ (4.3.36)
U S (e—g)" B

and the claim follows. OJ

Lemma 4.3.12 (Morton’s Lemma). Let R, T* with0 < R <T*and K = {(t,T): R<t <
T <T*}. Suppose fi(-,-), fa(-,-), 91(-,+), §2(+, -) each map K — R with g1 and g2 continuous,
positive and satisfying g1 > g2 > 0. Furthermore

T
A1) 2 e { /R [ fsduds a7, @337)
and
t T
f2<t,T>=exp{ /R / f2<s,u>duds}gz<t,T>, (4.338)

forall (t,T) € K. Then fi > fo.
Proof. See Lemma 4.7.2 in Morton (1988). (]
A reverse version of the well known Gronwall’s inequality is given in the next Lemma 4.3.13.

Lemma 4.3.13 ( Reverse Gronwall’s inequality ). Ler I = [a,b] witha < band X, N : I —
R, E : I — [0, 00) continuous functions. Furthermore assume

t
X(t) > N(t) +/ E(s)X(s)ds forallteI. (4.3.39)
Then it holds
t t
X(t) > N(t) —i—/ N(s)E(s)exp </ E(u)du) ds foralltel. (4.3.40)

Proof. The proof can be found in the literature.
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As in Bielecki and Rutkowski (2000) we introduce the following natural ordering condition:
Condition O. Assume:

f(t,T) < gl(t,T) <0 < gK_g(t,T) < gK_l(t, T) . 4.3.41)

Condition O reflects the fact that the price of a bond must decrease as the default risk increases.
It is a natural economic assumption to have a system of strictly positive inter-rating class spreads:
the riskier the bond the higher the forward rate. This condition is assumed for example in
Bielecki and Rutkowski (2000), Eberlein and Ozkan (2003) and in Schmidt (2006) but it is not
necessary for the model framework and does not directly relate to no arbitrage.

Now the main Theorem 4.3.14 follows under some mild conditions. The Idea of the proof
is to bound the fundamental spread from below by a function with positive probability using
the reverse Gronwall’s inequality from Lemma 4.3.13. Then applying the Morton’s comparison
Lemma 4.3.12 we can conclude.

We fix the following notation fori =1,..., K — 1:

K-1 ¢ T
Ni(t,T) := N;(t,T) + Z / AL ;(8)si (s, T) exp </ S,L"j(S,’LL>dU> ds, (4.3.42)
0 s

J=1,5#
where

t T
Ni(t,T) := s1(0,T) + /0 / {oi(s,T)os(s,u) — o(s,T)o(s,u)} duds (4.3.43)

t
+ / (03(s,T) — (s, 1))V
0
and for A7 ;(¢)d; > 0 define the sets
2a (a — R?)

(a = 5%) (a = RT)? Xr o (1)6
By ={w:C} =iforall0 <t< S},
RS gRSe g

KBS = {(t,T): R<t<Sandt <T <T*},

AZR,S,a — {w . Ni(t7T) > forall R <t < S} , (4.3.44)

)

where a, R, S are positive constants with a > S?, a > RT, R < S < T and X;“K(t) =
inf A} ¢ (2).

Theorem 4.3.14. Assume conditions N.1 and O. Furthermore, assume that dy_1 > 0 and
(i) Ni_1.x(t) is uniformly bounded from below in w;

(ii) Forall T <T* it holds Q(As) > 0 with

Ao = AR5 R = Z, S =

K—1> 4 5 a = —. (4345)
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If a solution to (4.3.23) exists, then for all T < T, lim, , s};_l(t, T) = +oo with positive
2
probability under Q on B}g@r In particular

lim sétl (t,T) = 400, (4.3.46)

T
t—T

with positive probability under Q prior to default.

Proof. First note that for the case K > 2 we have from Corollary 4.3.9 and by the ordering
condition O

t

T
Sﬂil(t,T) > Ng—1(t,T) —I—/ A}(fl’K(s)éK,lsﬂfl(s,T) exp </ sf(l(s,u)du> ds,

R
4.3.47)
fort > R and forallw € B;S;_l.
Now, define for ¢t € [0, 7] with ¢ < 71 the continuous functions
X(t) = sh_,(t,T), N(t):= Ng_1(t,T), (4.3.48)

B0 = N @10 ([ sk st

Since from the model assumptions i —; and \j-_; () are non-negative then E(t) is a non-
negative function. Also, since from condition (4.3.9), Njc_1 g (t) is continuous then E(t) is
continuous as well. 7

Then by Lemma 4.3.13 (reverse Gronwall’s inequality) using the specifications in (4.3.48) we
have

t T
st (t,T) > Ng_1(t,T) + /R Nie—1(8, T)Nje—1.x(8)0r—1 exp ( / s;}_l(s,u)du>
(4.3.49)

t T
exp (/ N1, (u)0x 1 €xp (/ s}?ﬁu,v)dv) du) ds.

Furthermore, note that by the ordering condition O we have N1 (t,T) > Ny _1(t,T).
So we can further estimate

t T
s}}il(t,T) > Ng_1(t,T) + /R NK_l(s,T))\}‘(,LK(s)cSK_l exp </ s}t(fl(s, u)du) ds,
(4.3.50)

for R < t and where recall 5‘?(71,1((15) = inf, Aje_y (¢) from (4.3.44).
Thus, we can conclude that for R < ¢ and with positive probability we can estimate

t 2 T
I 20 (a—R?) / i )
s, T) > /R (a— 5 (a—RT) exp( i s (s,u)du | ds. (4.3.51)
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More precisely, inequality (4.3.51) holds for (¢,7") € K5 and for w € Ay with a, R, S given
by (4.3.45).

Then, since ¢t < S we have a — 5% < a — t% and we can further estimate
2 t T
/ 2a_ (a—R?) / < / !
Sy, (t,T) > exp St (s,u)du | ds.
e (a — %) (a = RT)? Jg s

Moreover for R < ¢ and using Jensen’s inequality,

(4.3.52)

2 t T
f > 2a (CL —R ) . / 1 f
s, (t,T) > (a—1) (a RT)Q(t R)exp ) 51 (s, u)duds ;.
(4.3.53)
By defining §§<_1(t, T):= ﬁsé_l(t, T) we get
_ 2a a—R? Y
sé_l(t,T) > (@) (EL — RT))2 exp {/R /S sé_l(s,u)duds} , (4.3.54)

for (t,T) € K5 and for w € Au.

Then by Morton’s Lemma 4.3.12 on the set A, and for (¢,7) € K5 we finally have

§._ (6, T) > he(t,T),

(4.3.55)
where h*(t,T) satisfies the differential equation
t T 2
20 (a— R?)
h*(t,T) = exp {/ / h“(s,u)duds} . (4.3.56)
( nl, (a— ) (a— R
Moreover, by Lemma 4.3.11 we know that h*(¢,T") = (a_QfT)2 satisfies (4.3.56).
Since
T2
lim h(t,T) = lim ———— = 400, (4.3.57)
ta% ta% (%2 _ tT)

then with positive probability we can conclude that lim, , r 55, (¢,T) = +oc and hence
2

lim séfl(t,T) = 400,
t—Z

(4.3.58)
and so the claim follows under the measure Q.

O
Remark 4.3.15. Since the measures Q, Q" and P* are all equivalent measures then the corre-
sponding statements of Theorem 4.3.14 hold under any of these measures.
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Remark 4.3.16. Note that, assumption (ii) of Theorem 4.3.14 on the set A is closely related
to the volatility structure of the forward rates. More precisely and intuitively speaking, it is
possible for a class of volatility structures o1 (t,T),o(t,T) that assumption (ii) holds true
and thus the spread explodes. This shows the importance of the model specification that one
should be aware of and that the free parameters of the model should be specified carefully. In
Subsection 4.3.3 we give a possible solution.

At a first glance, assumptions that the set A is a positive probability set and /\}{717 (1) is
uniformly bounded from below in Theorem 4.3.14 are for example satisfied in the case in which
the intensities A} ;(¢) are all continuous deterministic functions, and the volatilities ok 1 (7', ?)
and o(t,T) do not have the pathological specification of being such that for some S < T the

,a

probability of an excursion of the process Ny _1(t,T') over the threshold in the set Aﬁ’f , on the

interval S <t < T is zero. Indeed in such a case Aﬁ’f’f and B[S(_1 are genuinely independent
positive probability events, and therefore Q(A,) > 0 is clear. However, let us remark that in
view of the constraint (4.3.9), Aj_ x (t) cannot be legitimately interpreted as a free parameter,
so the example below provides a more complete picture.

Proposition 4.3.17. Assume that for all i,5 = 1,..., K — 1 with i # j, the intensity param-
efers A7 ; (t) are deterministic functions. Moreover assume also that the defaultable intensities
;K(t) fori =1,...,K — 2 are deterministic and the volatilities o;(t,T),o(t,T) are such

that o5(t,t) = o(t,t) and Q (Af}ﬂ“) > 0 forall T < T* for a, R, S as in (4.3.45). Further-
more, assume o;(t,t) is such that the process ax_1(t,t) — «;(t,t) is deterministic on the set
{C} = K — 1} fort < 71.! Then it holds Q (As,) > 0 forall T < T*.
Proof. From Corollary 4.3.9 and for 7' = ¢ we have
K—-1
dsfe_, (t,t) = { ST Ny (®)sk—1(t ) + Nie 1 e (D0x_15%_ 4 (¢, t)}dt,

j=1j#K-1
(4.3.59)

on Bj._, where recall that from condition (4.3.9) we have 1., (t,t) = A&, 1 (£)(1—0x_1)%

Since by assumption the volatilities are all equal for 7" = ¢ and since the drift ﬁ)art of the spreads

si—1,(t,t) forj =1,..., K — 1is deterministic for 7" = ¢ by assumption, then from (4.3.59)

the fundamental spread 5};_1 (t,t) is deterministic. This will imply that the defaultable intensity
%1,k (t) is a deterministic function.

From the construction of the Markov process Ct1 in Bielecki and Rutkowski (2004a) we see
that the only factor that depends on the initial space and hence might depend on the brownian
motion is the intensity matrix A*. Since all the intensity parameters are deterministic then the
Markov process C} is independent of the brownian motion and hence the sets Af}’f’f and BY-_,

are independent. Thus Q (As) = Q (Af;’f’la) Q (Bf(_l) > 0. Note that the set Bf(_l has

positive probability by the initial distribution of the Markov chain C}}.
O

"This is in view of Remark 4.3.7.

?Note that here either s/, _, (¢,t) or A%—1,k (t) is a free parameter by Remark 4.3.7.
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Remark 4.3.18. For the case K = 2 in Proposition 4.3.17 it is quite clear from (4.3.59) that the
only assumption that is needed is 01(t,t) = o(t,t). This is the case for example when choosing
exponential volatility functions such that o1(t,T) = e~ Tt and o(t,T) = oe 7T~V
where o, 71,7y are some positive constants.

The special case K = 2 with two rating classes, the risky class 1 and the defaultable class
K, is an important case which gives a better intuition about the explosion Theorem 4.3.14. In
particular the ordering condition O is not used, which shows that the spread explosion arises
mostly from the N.1 condition. The basic idea of the proof is similar to the proof of Theorem
4.3.14.

Corollary 4.3.19. Assume condition N.1. Furthermore, assume that 61 > 0 and
(i) A} ;¢ (t) is uniformly bounded from below in w;
(ii) Forall T < T* it holds Q(As) > 0 with

. T T T2
Ay = ASo AR R — T S=5. a=7, (4.3.60)

A= {w s Nilt,T) = 0forall 0 < t < R} .

If a solution to (4.3.23) exists, then for all T < T, lim, = s{(t,T) = +oo with positive
2
probability under Q on Bf . In particular

: f _
tli?% S (t,T) = +o0, (4.3.61)
2

with positive probability under Q prior to default.

Proof. Since the proof is similar to the proof of Theorem 4.3.14 we only sketch it.
First note that for the case K = 2 we have from Corollary 4.3.9 :

t T
sf(t,T) = Ni(¢t,T) —i—/o T’K(s)éls{(s,T) exp </ s{(s,u)du) ds, (4.3.62)

for all w € Bf with S in (4.3.60) and 0 < ¢ < T'. Then for ¢ € [0, 7] define the continuous
functions

T
X(t):=s{(t,T), N(t):=Ni(t,T), E(t):= X\ x ()0 exp < /t s (t,u)du> .
(4.3.63)

Then the reverse Gronwall’s inequality 4.3.13 applied with the specification (4.3.63) yields:

t T
s{(t,T) > Nyi(t,T) —l—/ Ni(s, T)A] k(s)d1exp </ s{(s, u)du) (4.3.64)
0 s
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t T
exp (/ ATk (u)d1 exp </ s{(u,v)dv) du> ds.

So, we can further estimate

t T
s{(t,T) > Ny (t,T) +/ Ni(s, T)A] g (s)d1 exp (/ s{(s,u)du) ds, (4.3.65)
0 s
for0 < ¢ < 7T and on Af’o. Furthermore and for ¢ > R we can write
R R T
sI(t,T) > Ny(t,T) +/ Ni(s, T)N; k()81 exp (/ s{(s,u)du> ds (4.3.66)
0 s
t A T
+ / Ni(s, T)A] k(5)01 exp </ s{(s,u)du) ds.
R s

Thus, for (¢,7) € K% andw € Ay

' 2a (a — R?) T
s{(t,T) > /R (a— 59 (a — BT exp </S s{(s,u)du) ds, (4.3.67)

with a, R, S given in (4.3.60).
Now the claim follows as in the proof of Theorem 4.3.14.
O

Remark 4.3.20. The ordering condition O is used in Theorem 4.3.14 only in order to show
that Nig_1(t,T) > Ng_1(t,T) and A}{fvi(t) > 0. For the case K = 2 we have that

Ni(t,T) = Ni(t,T). Furthermore in (4.3.59) for the case K = 2 we have s{(t, t) > 0, hence
from the no-arbitrage condition (4.3.9) we have A} ;- (t) > 0. Hence the ordering condition O
is not needed to be assumed in Corollary 4.3.19.

The next Example is a special case where Corollary 4.3.19 can be applied.

Example 4.3.2. Assume that the volatilities o1(t,T),0(t,T) are deterministic and such that
S,R,a R,0

o1(t,t) = o(t,t)and 01(t,T) # o(t,T) fort < T so that for the set A7 N A" from 4.3.60

it holds Q(AY™ 0 AT%) > 0 for all T < T*.

From Corollary 4.3.9 and for T = t we have
ds](t,t) = N, ()31 (. t)dt, (4.3.68)

on BE. Then from (4.3.68) the fundamental spread s{ (t,t) is deterministic. Therefore condition
(4.3.9), that is s{(t, t) = A x(t)(1 — 61), will imply that the defaultable intensity N} x(t) is a
deterministic function. As in the proof of Proposition 4.3.17, since all the intensity parameters
are deterministic then the sets A?’S’a N A?’O and By are independent and thus Q(As) =
Q(BHQAT* N ARy > 0 forall T < T*,



4.3 The Weak Consistency Condition 103

4.3.3 Transformation from zero recovery to non-zero recovery models.

As shown in the main Theorem 4.3.14 of the previous Section 4.3.2 the fundamental spread
sél (t,T) explodes in finite time under some mild conditions for the non-zero recovery case.
Soi a natural question that arises from this is if there exist any kind of non-exploding non-zero
recovery models and if yes, how can we specify such a class of models.

In this section we are showing how to construct a non-explosive, non-zero recovery model
from a zero recovery one. This is ensured via a transformation given in Proposition 4.3.22,
which relies on no-arbitrage arguments, typical of defaultable models.

Assume a zero recovery model from Section 4.2.1, thatislet §; = 0, foralli = 1,..., K — 1,
and consider the following notation:

For §; = 0, for all i = 1,..., K — 1, denote the zero recovery fundamental spread by
s/ ’?(t, T). The resulting (through the transformation) non-zero recovery fundamental spread

will be denoted by s/} 1 (t.T).

Remark 4.3.21. Recall the discounted defaultable bond price process A (t,T) from (4.2.25) and
define the zero-recovery discounted defaultable bond price process Z O, T) forall0 <t <T
by

Z°,T) = Yerzry Zer (t,T) - (4.3.69)

Then we can write
Z(t,T) = Z2°(t,T) + Lc1—gy 62 Z (8, T) (4.3.70)

forall0 <t <T.
Furthermore note that by using the definitions Z(t,T) = B;'D(t,T) and Z(t,T) =
Bt_lB(t7 T') as well as the definitions (4.2.4) and (4.2.5), then we get the relations

[ i (0) < (BD). s

T 50 >
/t sé?(t,u)du = —log (%) = —log (?3((15 1?) (4.3.72)

where DO(t,T) = BZ°(t,T).

and

Proposition 4.3.22. For any fixed maturity T' < T, we get the spread relation

exp (— tT fo(t u)du) fo(t,T) — %Ei} [50%1{7—§T}|]}t}
exp (- [ sL. u)du) + B [Fes 1rery | B

séf t,T) = . (43.73)

on {C} # K} where . denotes the expectation taken with respect to the terminal measure Q%
using as numeraire Ny = B(t,T). Furthermore, if 6; = 0 foralli = 1,...,K — 1, for some
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constant § € [0, 1), then it holds

(1-96 exp( ft fotudu)

S04 (4.3.74)
(1—5)exp(— s, u)du)+5 a1

)
s (t,T) =

Proof. We want to transform a zero recovery model to a non-zero recovery one using the fol-
lowing transformation:

y = —log <exp(—x) o [502 1{T<T}\ﬁtD : (4.3.75)
T
x :/t sg?(t,u)du , Y :/t sl0 (t u)du .
The transformation (4.3.75) is justified as follows: Choose as numeraire N; := B(¢,T') and

change from the measure Q* to the terminal measure Q7. Consider the default indicator function
1;-~7} where note that {7 > T'} = {C}, = K}. Then for the zero recovery defaultable bond

DO(t,T) it holds

D°(4.T) = NiEy |Liromy N7 || = BTV Ex [Lromy T (4.376)
from where one could also imply that B(SfTT)) =Qp(r>T |ft) is the conditional survival

probability under the terminal measure Q7.
Furthermore, the non-zero recovery defaultable bond D(t,T’) with recovery is given by

D(t,T) = N, Es [1{T>T}N;1|ﬁt} + N B [50% 1{T§T}NT_1|]?,5} 4.3.77)
= B(t.T) Er [11om)| i + BTV Er [602 1<y 7]
= DO(t,T) + B(t,T)E}, [50%1{@}\?4 .
Then (4.3.77) implies the relation

D(t,T)  D°(t,T)
B(t,T)  B(t,T)

+E [50% Lrery |ﬁt} : 4.3.78)

which is equivalent to

T T
exp (-/t Sg:f(t,u)du> = exp (-/t Sé?(hu)du) + ET [60%1{T§T}\}}} , (4.3.79)

under the terminal measure Q.. So, (4.3.79) gives us the transformation (4.3.75). In particu-
lar, from (4.3.75) and differentiating with respect to the maturity 7', we get the spread relation
(4.3.73).

For the case of §; = 4, equation (4.3.74) follows by using the fact that

T
E} [50%1{T§T}\ft} —6 (1 _exp (— /t sé?(t,u)du)) , (4.3.80)
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o T
8TET [502 ]‘{T<T}‘Ft = 5sg§(t,T) exp (—/t sgt?(t,u)du) .

O]

Remark 4.3.23. The transformation (4.3.75) gives us the correct approach how to construct a
non-zero recovery model from a zero recovery one. Indeed, since lim, .,y =

—log <Ei} [50% le<r) |]}tD and since the function y(x) from (4.3.75) is increasing in x then
the integrated fundamental non-zero recovery spread ftT Séf(t,u)du cannot explode, thus
t

sé’;(t, T') has no explosive dynamics. For the case §; = 6 we have lim,_, ..y = — log ().

Remark 4.3.24. From the proof of Proposition 4.3.22 note that since

DO(t,T) r
BT exp (—/t gi(t,u) — f(t, u)du) , (4.3.81)
on {C} = i} and since B((t L) — = Qi-(7 > T|F,), this enforces the condition ft gou (b, u)du >

ft f(t,u)du which seems to be necessary. Note that this implies go1(t,T) > f(t,T). The
condztlon 9i(t,T) > f(t,T) foralli =1,..., K —1, which follows from the ordering condition
O is only sufficient.

Remark 4.3.25. Another observation from the spread relation (4.3.73) in Proposition 4.3.22
is the following: the assumptions used in the explosion Theorem 4.3.14 show a class of non-
admissible models for the non-zero recovery case. The transformation (4.3.73) gives us a class
of admissible non-zero recovery models where note that the volatility has a “vanishing at zero
structure” when the spread goes to infinity. This kills the explosion by killing the random term
which is the integral with respect to the brownian motion.

Remark 4.3.26. Despite that the spread relation (4.3.73) is more general, the special case of
0; = 0 (see equation (4.3.74)), has a more intuitive interpretation. Indeed from (4.3.77) we get

D@, T)=(1—86D°tT)+6B(t,T), (4.3.82)

thus the defaultable bond with recovery is a convex combination of the zero recovery bond and
the default-free bond price. Note also that (4.3.82) is equivalent to

D(t,T) = B(t,T) [5 (1= 0)Qh(r > TIR)| (4.3.83)

which is similar to (13.46) in Bielecki and Rutkowski (2004a).

4.4 The Strong Consistency Condition.

Recall that the (weak) consistency condition N.1 introduced and analysed in Section 4.3, is not
only sufficient but also necessary for an arbitrage free model setting according to Theorem 4.3.5.
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In this section we introduce the (strong) consistency condition N.2 which is only sufficient and
is assumed first in the literature, for example in Bielecki and Rutkowski (2000), Bielecki and
Rutkowski (2004b) and Eberlein and Ozkan (2003). It also appears in Ozkan and Schmidt (2005)
and Schmidt (2006) as an alternative condition if one would rather have a condition which does
not rely on a particular realization of the Markov chain C'*.

In contrast to the weak consistency, the no-arbitrage drift condition under the strong consis-
tency requires that all the forward rates become “active”. That means, an extended HIM no-
arbitrage drift condition holds for the current forward rate as well as for all other forward rates.
We analyze the model under the strong consistency and show in Section 4.4.2 similar explosion
results to those of Section 4.3.2 for the inter-rating spreads. Nevertheless, in a multiple-issuer
migration model framework, the strong consistency meets the weak one as shown in Section
4.4.3.

Let us start by introducing the (strong) consistency condition N.2.

Condition N.2. Assume that the entries of A* satisfy for all 0 < ¢t < T and for all i =
1,..., K -1

K-1

Do AOEZ(T) = Zi(t. 1)) + N g ()8 Z2(8,T) = Zi(t, T)) = —mi(t, T) Zi(t, T).
j=1,j7i
Y (4.4.1)

It is clear that since consistency condition N.2 is a condition over each rating class at any time
t € [0,T], this implies condition N.1 (see (4.3.3)) and thus sufficient for Theorem 4.3.5. So,
under condition N.2 the defaultable bond Z(¢,T) is a (local) martingale as shown in Corollary
4.4.1.

Corollary 4.4.1. The discounted defaultable bond Z (-,T) is a local martingale under Q* if the
consistency condition N.2 holds.

Proof. The proof follows as in Theorem 4.3.5. 0

4.4.1 No-arbitrage drift condition on all forward rates.

Similar to Proposition 4.3.6, let us now derive the no-arbitrage drift condition for the forward
rates which follows from the consistency condition N.2. Recall also the notation of the spreads
of Section 4.3.1.

Proposition 4.4.2. Assume that the consistency condition N.2 holds and fix some maturity T <
T*. Then condition N.2 is equivalent to the following: forall 0 <t <Tandi=1,..., K —1
the drift condition

T
0i(t,T) = o4(t,T) / os(ts ) — ot T) 4.42)
t

K-1 T
+ > A (B)si(t,T) exp ( / sm(t,u)du)
t

J=Lj#
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T
+ )\ZK(t)(sislf(t,T) exp </ s{(t,u)du) ,
t
of the forward rate g;(t,T) holds, together with the condition
sl (t4) = N (1= 3), (4.4.3)

foralli=1,... K —1.

Proof. Follows exactly the same steps as the proof of Proposition 4.3.6. O

4.4.2 Inter-rating spreads and explosions under the strong arbitrage
condition.

For what follows in this section we will assume that all the recovery rates are zero, i.e.,
6, =0 , foralli=1,..., K —1. “4.4.4)

In Section 4.3.2 we showed that in the non-zero recovery case the fundamental spread ex-
plodes in finite time prior to default with positive probability under the condition N.1. Since,
condition N.2 implies N.1 it is reasonable to assume (4.4.4) in this section such that we are in a
zero recovery setting where the spreads do not necessarily explode. In other words, this assump-
tion is ultimately not restrictive of the generalities of the explosion results: since N.2 implies
N.1, when recovery rates are positive, explosions under N.2 are obtained as a consequence of
explosions under N.1.

By deriving the no-arbitrage inter-rating spread dynamics, we show in Theorem 4.4.4 that
under condition N.2 the inter-rating spread sk 1 1(¢,T"), defined as in (4.3.5), explodes in finite
time with positive probability for general K in the zero-recovery case. This is due to the fact
that under condition N.2 the spread s; ;(¢, T") has both forward rates g;(t,T") as well as g;(¢,T)
active in the sense that both must satisfy the drift condition (4.4.2). The ordering condition is
also assumed in the explosion proof. However, similar to Section 4.3.2, for the special case of
K = 3, explosion still occurs even without assuming ordering of the forward rates.

Similarly to Corollary 4.3.9, the next Corollary 4.4.3 gives us the dynamics of the inter-rating
spread s; ;(t,T),4,j = 1,..., K — 1,1 # j, under the equivalent “physical” measure Q.

Corollary 4.4.3. Assume 6; = 0 foralli =1,..., K — 1. For any fixed maturity T < T* and
under the consistency condition N.2, we have the dynamics

T

T
dS@j(i,T) = {O’i(t,T)/ Ui(t,u)du — O’j(t,T)/ Uj(t, u)du (4.4.5)
t t

K-1
Y

l:]-vl;ézmj

T
ALi()sia(t, T) exp </ si,l(t,u)du>
t
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— N5(8)s5(8, T) exp < /t ' siat, u)du> ]

T
T )\;j (t)si,;(t, T)exp (/t si4(t, u)du)

T
+ Ai(t)si;(t, T) exp ( /t si,j(t,u)du) }dt

+ (O’i(t, T) - O'j(t, T))Cth 5
for 0 <t < T, for the inter-rating spread s; ;(t,T) fori,j =1,..., K — 1 withi # j.

Proof. From Proposition 4.4.2 we have the dynamics

T T
dsi,j(t, T) = {Ui(t, T) / Ui(t, u)du — Uj(t, T) / Uj(t, u)du (4.4.6)
t t

KZ t)s14(t, T) exp ( /t ' si,l(t,u)du)
-3

T
t)sji(t,T) exp (/ st(t,u)du)
t

—Y(oi(t,T) — oj(t, T))}dt
+ (Ui(ta T) - O'j(t, T))th* )
for 0 < ¢ < T'. Then by a change of measure using Girsanov’s Theorem the claim follows. [J

A similar result as for the fundamental spreads in Theorem 4.3.14 holds also for the inter-
rating spreads as shown in Theorem 4.4.4. The idea and the arguments of the proof are not
surprisingly similar. Thus we give only a sketch of the proof.

We fix the following notation for ¢, 5 = 1,..., K — 1 with ¢ # j:

Nij(t,T) == Ni j(t T) (4.4.7)

+ Z / (s)sii(s,T) exp </ST Su(&U)du) ds

J=Ll#4,5

t T
_/0 A i(8)sju(s, T) exp (/ sjyl(s,u)du) ds]
t T
+/O Aji(8)sij(s, T)exp (—/ si7j(s,u)du> ds,

Nij(6,T) = 5i,(0,T) + / / {04(5, T)oa(s,u) — 055, T)oy (s, 0) } duds  (44.8)

where
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t
+ / (O’Z‘(S,T) — Uj(S,T))dWS s
0
and for A7 ;(t) > 0 define the set

2a  (a— R?)

(a—5%) (a = RT)? Xz (t)

Affs’a = {w P Nij(8,T) > forall R <t < S} . (4.4.9)

where a, R, S are positive constants with a > S2 a > RT,R< S < T and 5\;*] (t) =
inf,, A;‘,j(t).

Theorem 4.4.4. Assume conditions N.2 and O. Furthermore, assume that K > 3 and §; = 0
foralli=1,... , K — 1. Moreover let

(i) )\}(_171 (t) is positive, continuous and uniformly bounded from below in w;
(ii) Forall T < T* it holds Q(As) > 0 with

2
Aoo — AR’Sﬂ R — %7 a = 2 (4.410)

T
K—1,1 4

, S=

If a solution to (4.4.5) exists, then for all T < T*, lim, . s _1,1(t,T) = 400 with positive
2

probability under Q.

Proof. First note that for the case K > 3 we have from Corollary 4.4.3 and by the ordering
condition O

t T
sk—11(t,T) > Nig_11(t,T) —|—/ )\ﬁ(_l’l(s)sK,Ll(s,T) exp </ sKLl(s,u)du> ds,
R s
44.11)

for0 <t <T.
Moreover, for t € [0, 7] define the continuous functions

X(t) = SK—l,l(tyT)a N(t) = NK—l,l(tyT)a (4412)
T
E(t) := )\}_171(25) exp (/ sKl’l(t,u)du> .
t

Since from the model assumptions A}, _; ;(¢) is non-negative then E(¢) is also a non-negative
function. In addition, E£/(¢) is continuous by the continuity assumption on N1 1(2).

It is clear that by using similar arguments as in the proof of Theorem 4.3.14 and Reverse
Gronwall’s Lemma 4.3.13 with the specification (4.4.12), we can show that on the set A, and
for (t, K) € K5 we get

Sk_11(t,T) > h*(t,T), (4.4.13)
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where §K—1,1 (t, T) = ﬁsK—l,l(ty T).
By choosing again the parameters a, R, S as in (4.4.10), we can conclude that

lim sgc1,1(t,T) = 400, (4.4.14)

t—T

with positive probability.
O

Remark 4.4.5. Recall that, since the measures Q, Q* and P* are all equivalent measures then
the corresponding statements of Theorem 4.4.4 hold under any of these measures.

Remark 4.4.6. Note that, as in Remark 4.3.16, the specification of the volatilities of the forward
rates is of essential importance in achieving a healthy model without spread explosions.

Remark 4.4.7. Recalling Remark 4.3.7 note that in Theorem 4.4.4 the migration intensity pa-
rameter Ny 1(t) is a free parameter while in Theorem 4.3.14 the parameter Ny _y r(t) must
fulfil condition (4.3.9) on the set {C} = K — 1}.

Remark 4.4.8. In this Remark we show how an example can be constructed such that the inter-
rating spread from Theorem 4.4.4 explodes prior to default. Similar to Proposition 4.3.17, as-
suming that foralli,j = 1,..., K — 1 with i # j, the intensity parameters )\j’j(t) are determin-

istic continuous functions and the volatilities o;(t,T),0(t,T') are such that Q (A?;’f’fl) >0
forall T < T* with o;(t,t) = o(t,t), then since all the forward rates g;(t,T) are active, i.e.,
they must all fulfill the drift condition (4.4.2), then it is clear that in the zero recovery case all
the inter-rating spreads s; j(t,T) at time T = t are deterministic. In particular since in this

case we have the dynamics

K-1
dsl(t,t)= > N j(t)si;(t,t)dt, (4.4.15)
j=lj#i

fori=1,..., K — 1, and since by condition (4.4.3), slf(t,t) = A] g (t), then the defaultable
intensity parameters X} ;- (t) are deterministic functions. As in the proof of Proposition 4.3.17
this ensures the independence between the Markov chain C} and the brownian motion. So, in

the proof of Theorem 4.4.4 we have Q (Af;’ffl Nn{r > T}) =Q (Af;’f’la’l) Q({r>T}) >0.

Hence, in this case, in Theorem 4.4.4 we can conclude that for all T < T™, sx_1 1 (%, T) =400
with positive probability prior to default.

For the special case K = 3 with two risky rating classes and a default class K, there is only
one inter-rating spread sa(t,7"). As in Corollary 4.3.19 we show in Corollary 4.4.9 that the
inter-rating spread s (t,T") explodes in finite time without using the ordering condition O (see
also Remark 4.3.20). The proof is similar to Theorem 4.4.4.

Corollary 4.4.9. Assume condition N.2. Furthermore, assume that K = 3 and §; = 0 for
1 = 1,2. Moreover let
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(i) A3q (t) is positive, continuous and uniformly bounded from below in w;

(ii) Forall T < T* it holds Q(As) > 0 with

T T
Aoo :AgiS7amA§710’ R: —, = —,
) 5 4 2
Afjo = {w N j(t,T) > 0forall0 <t < R} _

T
o=, (4.4.16)

If a solution to (4.4.5) exists, then for all T < T*, lim, , r s5(t,T) = 400 with positive proba-
2
bility under Q.

Proof. First note that for the case K = 3 we have from Corollary 4.4.3,

so(t,T) = Noj(t,T) (4.4.17)
t T T
-l—/ s2(s,T) {/\’5,1(5) exp </ @(s,u)du) + Al a(s) exp (—/ @(s,u)du)] ds,
0 s s
for0 <t <T.

Moreover define for ¢ € [0, T the processes

X(t) == s2(t,T), N(t):= Noy(t,T), (4.4.18)
T T
E(t) := A3 1(t) exp </t 82(t,u)du> + Al o(t) exp <_/t so(t, u)du) ,

where note that F(t) is continuous and positive. Then Reverse Gronwall’s inequality 4.3.13
applied with the specification (4.4.18) yields:

t t
s9(t,T) > Noy(t,T) —i—/ No1(s, T)E(t) exp </ E(u)du> ds. (4.4.19)
0 s

So, we can further estimate
~ t A T
52(t,T) > Noa(t,T) + / o (s, T)3% 1 (s) exp ( / 32(s,u)du> ds,  (44.20)
0 s
for 0 <t < T andon A; 0 Furthermore and for ¢ > R we can write
_ R . T
so(t,T) > No1(t,T) +/ Na1(s,T)N5 1 (s) exp (/ Sg(s,u)du> ds (4.4.21)
0 s
t . T
+/ N271(5,T))\§’1(s) exp (/ sz(s,u)du) ds.
R s

Thus, for (t,7) € K5 andw € Ay

s2(t,T) > /Rt e EGSQ) (i“__g))z exp < / ! SQ(S,u)du> ds, (4.4.22)

with a, R, S given in (4.4.16).
So the claim follows as in the proof of Theorem 4.4.4. 0
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The next Example is an application of Corollary 4.4.9 for a special case.’.

Example 4.4.1. In a zero recovery setup for K = 3 assume that the volatilities o2 (t,T),01(t,T)
are deterministic, for example constant, such that o2(t,T) = 09, 01(t,T) = 01 with o1 # 09.
Furthermore assume that \; | (t) > 0, deterministic and continuous. We can minimize A3 ; (t)
and therefore maximize on [0, T™] the right hand side of the inequality in the definition (4.4.9) of
Ag’ls’a. Denote such maximum by M : then for all x > M we have, using the Markov property

of Noi(t,T)
QA N AY) =Q(A | AFD)Q(ATY) (4.4.23)
>Q(AFT | Not (R, T) = 2)Q(A5Y) .

That both of the factors above are positive follows by the arcsine law for the rescaled Brownian
motion with drift.

4.4.3 A multiple-issuer migration model.

As we already mentioned and showed in previous sections, the consistency conditions N.1 and
N.2 are both sufficient for an arbitrage free model, but only N.1 is necessary.

In our view, condition N.1 serves a single issuer migration model, with one active class Ctl,
the current one, where the issuer’s bond is located at the current time ¢. It is clear that for such
a single issuer model, if all the classes were active, which this would be the interpretation of
condition N.2, does not make much sense.

Nevertheless condition N.2 is more appropriate in a multiple-issuer migration model. That is,
different issuers of possibly different classes exist where at each time ¢ there is always at least
one issuer at each class 7, so that all the rating classes are active.

Using the notation and definitions of Section 2.2 such a model is constructed as follows:
motivated from Section 4.4.2 (see introduction of the section), assume we have a zero recovery
model, i.e., &; = O forall 7 = 1,...,K — 1 and M number of issuers such that M > K —
1. Furthermore assume that we have M independent copies of a Markov-chain C{"* for m =
1,..., M, with the same migration intensity parameters ! ;(t), i.e., \;"(t) = Af;(t) for all
i,j =1,..., K, hence A*™ = A*. We call C™ = (C™!' C™?2) the credit migration process,
where C}" L is the current rating at time ¢ of issuer m and C}" 2 is the previous rating before the
current state C}" 1 of issuer m.

The following condition P is the mathematical interpretation of this model as we just described
above.

Condition P. For all rating classes i« € {1,..., K — 1} there exists some issuer m; €
{1,..., M} such that C]""' = i.
Define for each issuer m € {1,..., M}, defaultable bonds

K-1
Dy (t,T) = Dema(t, T)1 gma ey = > Lema_y Di(t,T). (4.4.24)
=1

3Compare also with the Example 4.3.2
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Since by definition Z;(t,T) = B; 'D;(t, T) then for each issuer m € {1,..., M}, we have
M -tradeable (discounted) defaultable bonds

K-1
Zep (t,T) = Zema (6, T)1gmay gy = Y1 remi_y Zi(t, T). (4.4.25)
i=1
Since forallm =1,..., M, ZAc;n (t,T) are tradeable assets, then N.1 is a necessary and suffi-

cient condition so that thm (t,T) is a (local) martingale for each m according to Theorem 4.3.5.
This implies an arbitrage-free model.

So, we introduce the following consistency condition N.3. Motivated from Remark 4.3.7 we
express N.3 in terms of the spreads.

Condition N.3: Assume that the entries of A*™ satisfy for almost all 0 < ¢ < T on the set

e # K}
K-1 T
B (T) = N D)+ 3 N0 (1 ~exp ( /t — u)du>) ,
j=LiAC™!

(4.4.26)

foreachm =1,..., M.

As the next Corollary 4.4.10 shows, condition N.3 and condition N.2 are equivalent in a
multiple-issuer model, . In particular the consistency condition N.2 is necessary and sufficient
for no-arbitrage, which proves that N.2 is the right and appropriate consistency condition for this
model.

Corollary 4.4.10. Assume condition P. Then the discounted defaultable bond ZActm(-, T)is a
local martingale under Q* for each m = 1, ..., M if and only if the consistency condition N.3
holds. Moreover the conditions N.3 and N.2 are equivalent.

Proof. The first claim of the Corollary is clear from Theorem 4.3.5 applied to each ZActm (,7)

form = 1,..., M. Moreover, the equivalence between N.3 and N.2 is also clear from the fact
that A*™ = A* for each m = 1,..., M and since by the model assumption we have that for
alli € {1,..., K — 1} there exists some m; € {1,..., M} such that C;"""" = i at each time
0<t<T. O
Remark 4.4.11. Note that, in a setting where at each time t and for each classi € {1,..., K —
1} there is at least one issuer m € {1,..., M} in this class i, then N.3 becomes N.2.

4.5 Dynamics of the Equal Volatility Specification

As already indicated in previous sections (see for example Remark 4.3.16), the volatility struc-
ture of the forward rates is important and a consistent specification is essential in order to avoid
model specifications which lead to spread explosions.
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In this section we discuss the special case of equal volatility models under strong consistency
and describe the bounded properties of their initial spread term structure. More precisely, in
Section 4.5.1 we give some closed-form solutions for the spreads when they are deterministic.
A property on the initial spread value is derived as a necessary requirement of such models. It
has a “vanishing at zero” property, meaning that, the initial spread value tends to zero as 1" tends
to infinity. It turns out that, at least in the present equal volatilities setup, non-vanishing of the
initial spread term structure yields once again to explosions, as clarified by the following Section
4.5.2.

4.5.1 Closed-form solutions for the spreads

We know by Theorem 4.4.4 that the inter-rating spread sx_1.1(¢,7) explodes in finite time
under some mild conditions. In this Section 4.5.1 we show that in some special deterministic
cases a closed-form solution of the inter-rating spread exists. This shows that despite the spread
explosion proven in Theorem 4.4.4, one can still define meaningful, consistent simple models
under the strong consistency.

We explore the zero-recovery case when the inter-rating spread volatility is zero, i.e., when
the forward rate volatilities are all equal.

Throughout this section we consider
K = 3, 61 = 52 = 0, O'l(t,T) = O'Q(t,T). (451)

Recall that this is a setting with one inter-rating spread s, (¢, T') which is deterministic. The next
Corollary 4.5.1 gives us the spread dynamics.

Corollary 4.5.1. For any fixed maturity T'" < T* and under the consistency condition N.2, we
have the no-arbitrage spread dynamics

T
dsa(t, T) = X1 (£)s2(t, T) exp < / sz(t,u)du> dt 45.2)
t

T
X (8)sa(t, T) exp (— / 82(t,u)du> .
t

for 0 <t < T for the inter-rating spread so(t,T).
Proof. Follows from Corollary 4.4.3 and by (4.5.1). 0

In the next Proposition 4.5.2 we give closed-form solutions for some cases of the inter-rating
spread dynamics (4.5.2).

Proposition 4.5.2. Assume condition N.2. and let' T < T™. Moreover assume that the migration
intensity parameters are non-negative real constants, that is A\ 1(t) = A1, A} o(t) = A2 with
A1, A2 € R>. Then for the case \1 = 0, \a > 0 we have the closed-form solution

c(1+c¢)

1 e exp(—cn(T —1)) (4.5.3)

Sg(t, T) =
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for 0 <t < T and for a constant c € [—1,00). In particular, for each non-negative initial value
$2(0,T') there exists some ¢ € [—1,00) such that so(t,T) from (4.5.3) solves the ODE (4.5.2).
For the case A1 > 0, Ao = 0 we have the closed-form solution

clc—1)

s2(6,T) = )\10 —1+exp(eM (T —1))’

4.5.4)

for0 <t < T and for a constant ¢ € [1,00). In particular, there is a positive constant m(T', A1)
depending on the maturity T' and on the intensity parameter \1 such that for all initial values
$2(0,T") € [0,m(T, A\1)] there exists some ¢ € [1,00) such that s2(t,T) from (4.5.4) solves the
ODE (4.5.2).

Proof. Let us first consider the case Ay = 0, Ao > 0.
Making the ansatz s3(t,7) = y'(—(T — t)) for some function 3’ : [T, 0] — R>o we have
forz = —(T — 1),

t,T
so(t, T) = o/ () d”;t’) — y'(x), 4.5.5)
and
T T—t T—t —(T—t)
/ so(t,u)du = / so(t,u +t)du = / Y (—u)du = —/ v (u)du = —y(z),
t 0 0 0
(4.5.6)
with y(0) =0 (sincex =0 < t=1T).
So, for x € [T, 0] we have the ODE
y'(z) = Xay/(z) exp(y(z)) , y(0)=0. (4.5.7)
Note that, w.l.o.g. we may consider A\ = 1. Indeed, assume y is a solution of y”(z) =

y'(x) exp(y(x)). Then for f(x) := y(Aaz) we have f/(x) = Aoy/(Moz) and f”(z) = |A2|?y” (A22).
So, we have that y"(Xoz) = 3/ (A2x)exp(y(Xax)) which is equivalent to |A2|?y” (Aoz) =
|X2|?y' (A2z) exp(y(X2x)). That means f solves the ODE f”(z) = \of’(z)exp(f(x)). More
precisely, if y(x) solves (4.5.8) (see below) then y(A2x) solves (4.5.7).

So, w.l.o.g. we consider the ODE

y'(z) =y'(z)exp(y(z)) . y(0)=0. (4.5.8)
The solution of the ODE (4.5.8) is given by
y(z) = —log <(1 +¢) ejp(_cx) - i) : (4.5.9)

where c is some real constant. Taking the derivative with respect to x we calculate

() = c(l+c)

= 4.5.10
1+ c—exp(ex)’ ( )
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and by the ansatz so(t,T) = v'(x) we get (4.5.10) as the closed form solution for the spread.
More precisely we have the closed-from solution

c(l+c¢)
t,T) = . 4.5.11
26 T) = T (e = 1) *5-11)
Furthermore, note that from (4.5.11) we have the initial and terminal conditions
1
52(0,T) = — 1+ . (T, T)=1+4c. (4.5.12)

~ 1+c—exp(—cT)

Note that since so(7,7") > 0 we must have ¢ > —1.

The map f : [~1,00) — Rsq, ¢ — 52(0,T) is monoton and continuous with f(—1) = 0
and f(0o0) = 00, so f is a bijection. So, for each non-negative initial value s5(0, T) there exists
some ¢ € [—1, 0c0) such that so(¢,T") defined as in (4.5.11) solves the ODE (4.5.8).

For the general case Ao # 1 we have the closed-form solution (4.5.3), using the transformation
f(x) = y(Ao).

Let us now consider the case A1 > 0, Ay = 0 which follows analogously as the first one.

Making the same ansatz so(t,T) = y'(—(T — t)) as in the first case, for some function
y' : [-T,0] — R>( and w.Lo.g. for \; = 1 we consider the ODE

V'(@) =y'(z)exp(-y(z)) , »(0)=0, (4.5.13)
for x = —(T" — t). The solution of the ODE (4.5.13) is given by

y(z) = log <(C_1)SXP(C$) + i) : (4.5.14)

for some real constant c¢. Furthermore we have

, clc—1)
= 4.5.15
y(@) c—1+exp(—czx)’ ( )
which implies

clc—1)
t,T) = . 4.5.16
s2(6,T) c—1+exp(c(T —t)) ( )

From (4.5.16) we have the initial and terminal conditions

-1

52(0,T) = —e= 1 . (T, T)=c—1. 4.5.17)

c—1+exp(cT)

Since s3(7,T) > 0 we getc > 1. . ) .
The map f : [1,00) = R>q, ¢ — $2(0,T) is continuous with f(1) = 0 and f(co) =0, so f
has a maximum m(7') that depends on T and where m(T') is a decreasing function in 7*. Thus

“Since 22291 < 0 and with limz_o m(T) = +oc.
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the function £ is not surjective and hence not for all non-negative initial values so (0,T) we can
find some ¢ € [1, 0o] such that a solution to (4.5.13) and hence to the spread dynamics exists.
So, for the general case A\; # 1 we have the closed-form solution (4.5.4), for a specific range
of initial values s2(0,7") € [0, m(T, A1)] where m(7T, A1) is a positive constant depending on
the maturity 7" and on the intensity parameter A; and is the maximum of the function g given by

clc—1)

1 R T)= A .
gilloo) = Reo e (0,T) Yo =1+ exp(eMT)

(4.5.18)

So, the claim follows.
O

Remark 4.5.3. From Proposition 4.5.2 note that in the case where \1 > 0, Ao = 0 the initial
condition s9(0,T) converges to zero as the maturity T' approaches infinity. We show in Section
4.5.2 that models without this property are problematic with exploding dynamics. More pre-
cisely, if the initial condition s2(0,T) is bounded from below uniformly, then the spread ss(t,T)
in (4.5.2) explodes in finite time with positive probability prior to default.

Remark 4.54. For K = 2 and assuming C} = 1 and by looking at (4.3.74), for constant
zero-recovery fundamental spreads 5{ ’O(t, T) = 1 we get the closed form solution

(1 —61) exp (=(T — 1))

f:6 _
s (t,T) = ) (4.5.19)
(6 T) (I—=01)exp(—(T —1t))+ &
for the non-zero-recovery fundamental spread 81’5(75, T') which solves the ODE
T
ds(t,T) = 6157 (t,T) exp ( / s{"s(t,u)du) , (4.5.20)
t

for some 61 € (0,1].
On the other hand for K = 3 and for A1 € (0,1], \a = 0 we know from Proposition 4.5.2
that by choosing c = /\% we have

B S
| 4 ee(@=0) °

1
L

so(t,T) = 4.5.21)

So we can conclude that for \i = 61 the two solutions (4.5.19) and (4.5.21) equal. For the case
01 = A1 = 1 we have the zero solution.
Note also, that either s2(0,T') or A1 (or respectively 01) is a free parameter.

According to Proposition 4.5.2, by setting one of the two intensity parameters equal to zero
in (4.5.2) we get closed form solutions of the spread ODE of the form sy (¢,7T) = k(—(T — t))
for some function & : [—7',0] — R>¢. In addition, if both the intensity parameters are positive
then the ODE (4.5.2) admits again a solution of this form. This is proved in the next Proposition
455.
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Proposition 4.5.5. Assume condition N.2 and let T' < 'T™*. Moreover assume that the migration
intensity parameters are positive real constants, that is A3 1 (t) > 0, A] 5(t) > 0. Then we have
the closed-form solution

1 Zy
s2(t,T) = N () (25 — 2 )Ry (—(T — 1)) - — )
BRI A 1-Ry(—(T—t) 2y — 2 RE(—(T —1))

(4.5.22)

for 0 <t < T and for a constant ¢ € [0, 00), where

+ . + +_ -
Ry (x) := exp(ary) - o = Aa(zy —2y), (4.5.23)
RO
1
v L/ 3
5= gy ( CON) £ /OO +4)\2)\1> ,

C(/\) =AM —Xt+c , A= /\571@) ,  Ag = )‘iQ(t) .

In particular; there is a positive constant m(T, A} 5(0), A3 1(0)) depending on the maturity T
and on the intensity parameters A} 5(0), A3 1(0) at time t = 0 such that for all initial values
52(0,T) € [0,m(T, A\ 5(0),5,(0))] there exists some ¢ € [0,00) such that ss(t,T) from
(4.5.22) solves the ODE (4.5.2).

Proof. We consider the ODE (4.5.2) and as in the proof of Proposition 4.5.2 we make the ansatz
s2(t,T) = y/(—(T —t)) for some function 3/’ : [T, 0] — R>¢. Then by (4.5.5) and (4.5.6) we
have on [T, 0] the ODE

Y (@) = X35 (DY (2) exp(—y(2) + Mo (Oy (@) exply(a) . y(0) =0, (@524

forz = —(T —t).
Furthermore assume there exists a differentiable function u such that

u(y) =y'(x) , u(y(0)) =u(0)=c, (4.5.25)

for some constant ¢ with ¢ = 3/(0) = s2(T,T) (recall z = —(T — t)). Note that ¢ must be
strictly positive.
Then since y”(z) = v/(y)y'(x) = v/ (y)u(y) we have from (4.5.24) that

u'(y) = A5 1 () exp(—y(@)) + Al p(t) exp(y(@)) , w'(y(0)) =u'(0)=¢,  (4.5.26)

for —y > 0 (see (4.5.6)) and for some positive constant ¢ with ¢ = u/(0) = A3 1 (¢) + A] o().
So, integrating on [y, 0] we have

0 0
c—uly) = / u'(s)ds = / A3.1(t) exp(—s) + Aj 5(t) exp(s)ds (4.5.27)

= 1)1+ ™) + A, () (1 —¢)
= —Aa(t)e’ + A3 (t)e™ — Ag 1 (1) + AT 2(1),
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which results to

Y (@) = N o(1)ev™ = X5 (8)e )+ 05 1 (1) = A o(0) + ¢ (4.5.28)
=y (@) = A (0! = X5 1 (e VW + O (N)
= o (2)e"™ = A} 5()e? ) — X3 (t) + C(N)e?™

Y (w)ev)
Aoe2(@) + C(N)ev(®) — N\’

— 1=

where recall the notation of C'(\), A1, A2 from (4.5.23).

Integrating on [z, 0] (recall x = —(T" — t)) we have
0 0 / (s)
y'(s)e”
—r = 1ds = ds. 4.5.29
“ /x ° /x Ao 1 OV — A (4.5.29)
Substituting z(s) := e¥(*) and since z(0) = 1, z(z) = e¥®), dz(s) = y/(s)e?®)ds then
z(z) 1 1 2= 1

T = dz = — dz . 4.5.30
/1 A2Z2+C(A)Z—)\1 )\2 1 224_%2)‘)2_% ( )

Now, we are going to use partial fraction decomposition. The zeros of 22 + C/\(:) 3\\; are

1

o = o (—C(A) + /OO + 4)\2/\1) , 4.5.31)

where note that these are real numbers for all non-negative values of A1, A2. So we have

1 A B

= + —, (4.5.32)
22-1-70)@\)2—% z—zy  z—2
which by comparing the coefficients gives us A + B = 0 and A = ——1—. So we have
z

—and B = ——.

A=
Z>\ 2 _ZA
Then we can calculate

11 @) gy b1 #x) p
T = 2+ ———= z
)\22';“—2;/1 z—zy )\Qz;—zj\L/l z— 2z

(4.5.33)
\ B z(z) p 2(z) p
= —2) = —
TA2(2y — 2, ) /1 z—z;\r z /1 p—— z

_ .t _ .+

> zMo(zy — 2, ) =log #(z) Zi log‘ Zﬁ

2(x) — 2, — 2
_ .t 1 — +
<~ log () zi = 3:)\2(2;( — 2z, ) +log Zﬂ
z(x) — 2y — 2
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Applying the exp(-) function we have

+
1—2)\

1—2;

z(x) — z;r

(4.5.34)

2z) -z | exp(@ha(2 — ) ’

Note that the integrals in (4.5.33) are defined for z;r < z(z) or z;\r > 1 and analogously z, <
z(z) or z, > 1 where z(x) € (0,1). On the other hand we have z) 2z} = —i—; which implies
zy <0and z;r > 0. In particular, for all A1, Ay, ¢ > 0 we have z; € (0,1). Indeed, we have

<l = —— (—C’()\) COV 1 4/\2>\1) <1 (4.5.35)
< VJOA)?2+4X0 <A1+ X +e,
where A\1 + Ao + ¢ > 0. Furthermore we can calculate
<l = A= de o) 40 < (M Fd o) = dhac>0. (45.36)

This shows that in all the cases we have Z;\r < 1. So, we can conclude that for all A1, Ao, ¢ > 0 we
have z)” € (0,1) and 2, < 0 and so the integrals in (4.5.33) are well defined for z(z) € (0,1)
if we additionally have that z;“ < z(x). This is true and we show it below.

Furthermore and because of the absolute value in (4.5.34), we have the following four possi-
bilities:

z(ﬂﬁ)fz;L — +
2(z) — 2} _ ), for zy > z(x) or 2y < 2(x), 4537
— 2T (z)— - o
z(z) — 2, —% for 2y < z(z) < 2y,
_ .t
1— 27T i Y forz;>10rz;r<1,
A — 715)\ .
11—z, | _l= - +
Z) 1_Z§ forz, <1< z2y.
Since we know that zj < 1land z, < 0 then from (4.5.34) and (4.5.37) we have
_ .t + _ —R:t
GGl N RE(z) <= 2(z) = M (4.5.38)
z(x) — 2, 1—-Ry(x)
Then since z(z) = exp(y(z)) we get
+_ —pt
zy — zy Ry ()
z) =lo M) : 4.5.39
y(z) g < 1_ R;\t(x) ( )

Furthermore and since /() = so(¢,T') we want to calculate the derivative, so

(1- Rf()) [—z;rwa)(l — R (2)) — (2 — 2y By (2))(—ry Ry (2)))
(2 — 2y Ry (x) (1— Ry ())?

Y (x) =
(4.5.40)
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_ T)%Ri\t(x) [(z+ — szi(x» o 27(1 . Ri(:v))]
T - RE@)(1—Ri(x) " AT A (1= BX@)]

and thus we can conclude that

/ + pt 1 Z)T
Y (z) =r{ Ry (z) - 2 : (4.5.41)
AT 1-— R)i\(x) z5 — 23 Rf(a:)

Then (4.5.41) is the closed form solution of the ODE (4.5.24) and hence of the spread if the
condition

z;\r — z;ﬂ’iE ()

0< <1, (4.5.42)

holds, since we have z(x) € (0, 1).

Let us now check condition (4.5.42) using the fact that we have z;f € (0,1) and z, < 0. First
note that we have RY (z) € (0,1). Also since z, < 2 then 2, (1 — 2,7) < 2z} (1 — z;) and
hence 25 (1 — zy) exp(zry) < 27 (1 — 2y ) because of the fact that exp(zry) € (0,1) where
recall z = —(T — t). So, we have 2" — 2z, Ry (¥) > 0 and 1 — R} (x) > 0 which shows that
the left hand side inequality of (4.5.42) holds true. In particular we have z}" < z(z).

On the other hand, the right hand side inequality of (4.5.42) also holds. Indeed we have the
following equivalence relation

+ —
T <l << 2/ +Ri(z)(1—2) <1 (4.5.43)

= 2 +exp(—(T -tz —z)(1 —2)) <1,

which this is a function of the form f(z) =z + §(1 —z) for0 <z < 1 and § € (0, 1) with the
property f < 1. So, condition (4.5.42) always holds true and hence (4.5.41) is the closed form
solution of the ODE (4.5.24).

Furthermore, from (4.5.41) we have the initial condition

% _ 1
$2(0,T) = A} 9(0) (2} — 23) PR (4.5.44)
exp <T)‘T,2(O)(Z)\ D) )) 1—23‘ -1
_ZA_
* + * + - 1—-zy —] .
Zy exp (TALQ(O)(Z)\ -2 )) A

. _ 11—z, . . .
Moreover, note that the functions ¢ — Z;\r —Zy,C g Zér are increasing in c. Also, recall that
A

z" € (0,1) and note that —Z% — 0 as ¢ — oo.
~ >\ ~ ~
Then the map f : [0,00) — R>q, ¢ = s2(0, T) is continuous with f(0) = a and f(oc0) = 0,
for a positive constant a. So f has a maximum m(7") := m(T, A] 5(0), A5 ,(0)) depending on
the maturity 7" and on the intensity parameters A] 5(0), A5 ;(0) at time ¢ = 0 where m(7) is
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a decreasing function in 7.5 Thus the function f is not surjective and hence not for all non-
negative initial values s(0,7") we can find some ¢ € [0, co] such that a solution to (4.5.24) and
hence to the spread dynamics exists but only for the initial values in the interval [0, m(T')]. So,
the claim follows. O

Remark 4.5.6. It is easy to see that a similar observation as in Remark 4.5.3 holds. Indeed,
Jfrom the proof of Proposition 4.5.5 and in particular from (4.5.44) the initial condition s2(0,T')
converges to zero as the maturity T' goes to infinity. See Section 4.5.2 for more on this property.

As the next Corollary 4.5.7 shows, the special case A3 4 (t) = 0 in Proposition 4.5.5 coincides
with the one from Proposition 4.5.2.

Corollary 4.5.7. Assume condition N.2 and let T' < T™. Moreover assume that the migration
intensity parameters are non-negative real constants, that is N\ 1(t) = A1, A} o(t) = A2 with
A1, A2 € R>o. Then for the case \y = 0, Ao > 0 the two closed form solutions (4.5.3) and
(4.5.22) coincide.

Proof. We start from the spread solution (4.5.22). Setting A; = 0 we have

= % (—C(N) £ [CON)]) with C(A) = —Xe +c. (45.45)
2

We will consider two cases. As the first case we consider C'(A) > 0. Then we have z)f = (0 and
zy =1— ﬁ Plugging this into (4.5.22) we get

- n
s2(t,T) = Aoz}, o (T =) £ (4.5.46)

On the other hand, setting the constant ¢ from the closed form solution (4.5.3) as 1 + ¢ := )\—‘32

then we have ¢ = —z, , which also implies ¢ € (0, c0) and the two solutions are equal.
The second case follows analogously. If C'(\) < 0 then we have z, = 0 and zj\r =1- /\—’32
Plugging this into (4.5.22) we have

9
s9(t, T) = Aoz : (4.5.47)
A exp (( t) Aoz ) %
Then defining the constant ¢ from the closed form solution (4.5.3) againas 14 ¢ := /\ , we have
¢ = —Z;\_, which also implies ¢ € (—1,0) and so the two closed form solutions are identical. [

Remark 4.5.8. Note that the special case ] 5(t) = 0 in Proposition 4.5.5 cannot be recovered.
So, Proposition 4.5.2 gives us the closed form solution for this particular case.

SSince 291 < 0 and with limz_o m(T) = +00.



4.5 Dynamics of the Equal Volatility Specification 123

4.5.2 The vanishing property on the initial spread value

From Remarks 4.5.3 and 4.5.6 we know that the initial value s(0,7T") goes to zero as T' — oc.
This property seems to be crucial since models without this condition explode in finite time as we
show in Theorem 4.5.10. That is, models with bounded initial spread value are not admissible.

The next technical Lemma is needed for the proof of Theorem 4.5.10.

Lemma 4.5.9. Let C > 0, T > 0. Then for a = 7;,R:%wehaveforall% gtg%

2a  (a— R?) 28
> > — D.
C_(Cth)(aiRT)2 = T= % (4.5.48)
and
2 _ 2
o (a=R) (4.5.49)

(a —t2) (a — RT)?
Proof. Let us show first the second assertion. We have

a—t2>0 < t<+/a, (4.5.50)

Since t < % then ¢ < y/a. Furthermore, by the definition of R and « it is clear that a — R2>0
and hence (4.5.49) follows.
For the second assertion we have the following equivalence relation

28 28 2 CT*
T>4/ = &= = <T? 7— 4551
- VC C — 16 — 4 16 ( )
T2 C [T? 7T T2
I T? -
<:>716_4<4><:> " C4
(%)
T2 _ T2 T2 T2
— T2—16 5 §C<2—>-
(22 _ L) 44
4 4
Thus, it holds,
/ (a — R?) T2
T > <— 2 <C - — . 4.5.52
a (a—RT)? — <a 4 ) ( )
Finally, since ¢t < % then we have the relation
T2
a— <a- 2. (4.5.53)

Putting things together and using all the previous equivalence relations, now the claim can be
proven. Indeed, the direction “ <= ” is quite clear, becuase by (4.5.52) together with (4.5.53) we
get the left hand side of (4.5.48).
2
For “ = ” assume that C' > m% holds for all ¢ < % Then in particular for ¢ = %
and by (4.5.52) this direction is also clear. Thus the claim is proven.

O
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Theorem 4.5.10. Assume conditions N.2 and O. Furthermore assume that K > 3 and §; = 0
foralli = 1,...,K — 1. Moreover assume that o _1(t,T) = o1(t,T) and Xj,_; {(t) is
continuous. Assume also that si_11(0,T) > M; and )\}(_171(t) > My where Ml,Mg are
positive constants independent of T and t. Then there exists some T° € (0,00) so that if
T* > TV then lim, 7 sk 1,1(t,T) = o0 for all T < T < T* with positive probability
under Q and any 0ther2 equivalent measure prior to default.

Proof. Using the same arguments (Gronwall’s inequality, ordering condition e.t.c.) as in Theo-
rem 4.4.4 we can estimate

~ t T
sk—11(t,T) > Ng—1.1(t,T) +/ Ng1,1(5,T)Nk—11(s) exp </ sKl,l(s,u)du) ds.
R s
(4.5.54)

Since by assumption the initial value is positive, then we can further estimate

t T
sK,Ll(O,T))\*Kle(S) exp (/ sKl,l(s,u)du> ds.

(4.5.55)

sk—11(t,T) > sg-1,1(0,T) +/
R

Using Jensen’s inequality as in Theorem 4.4.4, setting C' := M M and defining §x_; 1 (¢,T) :=
ﬁs;{_ljl(t, T) we get

t T
Sk-11(t,T) > Cexp {/ / §K_1,1(S,u)duds} , (4.5.56)
R Js

on the set {7 > T’} and for (t,T) € K5

Furthermore we know from Lemma 4.5.9 that for all % <t< %
2a  (a— R?) 0
C > — T>T", 4.5.57
= (0= (a— RT)? Z (4.5.57)
where
T2 T 28
S == 70 .= /= 4.5.58
a 5 R 1 c ( )
Define the set
0 T T * 0
K° = (t,T):thgng where T'>T" 5 . (4.5.59)

Then on the set {7 > T’} and for (t,T') € K° we can estimate

9 _R2 t T
Sk_1a(t,T) > @ —at2) (Eza— RT))2 exp {ﬁ / §K1,1(s,u)duds} . (4.5.60)
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So if T* > T° then the set K is not an empty set and inequality (4.5.60) holds with positive
probability on {7 > T'}.

Then by using Morton’s Lemma 4.3.12 on the set {7 > T} and for (¢,T) € K° we can
conclude as in Theorem 4.4.4 that

lim s 1,1 (t,T) = 400, (4.5.61)

t—>§

with positive probability prior to default using the function h%(¢,T") from Lemma 4.3.11.
O

Remark 4.5.11. In Theorem 4.5.10 notice the assumption on the initial condition that this needs
to be bounded from below by a positive constant. Such models with this condition are not
admissible models. On the other hand, for example in Proposition 4.5.2 for the case A7 5 (t) =0,
)\5"1 = A1, where A1 is a positive constant, the initial value in (4.5.4) tends to zero, as the
maturity T’ goes to infinity. For this case a non-exploding solution for the spread exists.

Remark 4.5.12. For the case K = 3 and analogously to Remark 4.3.20, the ordering condition
O in Theorem 4.5.10 is not needed to be assumed. A similar statement as in Corollary 4.4.9 can
be proven.

Remark 4.5.13. Without getting into details and comparing with Theorem 4.3.14, it is clear
that under similar conditions as in Theorem 4.5.10, it can be proven that the non-zero recovery
(deterministic) fundamental spread will explode in finite time with positive probability prior to

default.

Now, we are going to introduce Lemma 4.5.14 which will help us to extend the explosion
result in Theorem 4.5.10 to all maturities 0 < 7" < T which are not originally covered by the
statement. We call this, the “parametrization Lemma".

Lemma 4.5.14 (Parametrization Lemma). Assume condition N.2. Furthermore assume that
K >3andé; =0 foralli =1,...,K — 1. Then forall @ > 0, with { := dt,T := a7, there
exist a spread 3; ;(£,T) with 3, ;({,T) = 15, (t,T) satisfying d3; ;(t, T) = d%si;(t,T) for
0<t<Tandi,j=1,...,K — Lwithi# j.

Proof. Let G > 0 be some arbitrary constant and ¢ := at, T :=aT.
From Corollary 4.4.3 let s; ;(t,T) satisfying (4.4.5) fori,j = 1,..., K — 1 with i # j.

Furthermore define the functions 8; ;, 65, A} ; such that

A fag oa 1 [P 1 Sx oa 1.,
s j(at,aTl) := asi,j(t,T), gi(at,aT) := mai(t,T), )\;j(at) = aAM(t),
(4.5.62)
fori,j=1,...,Kwithi# jand 0 <t <T.
Using the transformation v = au and the definition of §; ; we can calculate
T T T
/ si.j(t, u)du = / as; j(at, au)du = / 5 4(t,v)dv. (4.5.63)
t L i
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So, we can conclude that

T T
5i(t,T) exp </ si4(t, u)du> = a8;;(t,T) exp (/ 3;.4(1, u)du) . (4.5.64)
t i
Again by the same transformation v = au and the definition of 6; we have
7

T T
oi(t,T) / oi(t,u)du = avad,(at,aT) / avao;(at, au)du (4.5.65)
t

t

T
= a%64(t,7T) / oi(t,v)dv .
i
So, we conclude

T T
Ui(t,T)/t ai(t,u)du—ai(t,T)/t ai(t,u)du (4.5.66)

Furthermore it is clear that we have

1. d

So, by (4.4.5) from Corollary 4.4.3 and using (4.5.62) one can calculate the dynamics of the
SDE as; j(at,aT’) as follows

dd.§i7j (dt, dT) = dSi,j (t, T) (4.5.68)

K-1 ) A T
+ Z @2[ F1(B)3(8,T) exp ( / §i,l(£,u)du>
t
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T T
ds; j(£,T) = {a—i(f,T) / &i(t,v)dv — &;(1,T) / &;(t,v)dv (4.5.69)
t t

and so the claim follows. O

The next Corollary 4.5.15 is an extension of Theorem 4.5.10 and shows that if we can show
explosion for one maturity 7° € (0, T*) then the explosion holds for all maturities 7' € (0, T*).

Corollary 4.5.15. Let the assumptions of Theorem 4.5.10 hold true. Then if there exists some
T € (0,T*) with im 7o sx—1,1(¢,T) = +oo with positive probability under Q then for all
2
0 < T < T* we have lim, 1 sy _1,1(t,T) = 400 with positive probability under Q and any
2

other equivalent measure prior to default.

Proof. The idea in this proof is to use the parametrisation Lemma 4.5.14. This Lemma tells us
that for all & > 0 and by parametrizing ¢, T for 0 < ¢ < T with = at and T' = T we have

[SEEIS
SHE LR

9

A PN 1
Sg_11(t,T) = ZSK-1,1 < ) . (4.5.70)

Also note the relation
R T . 1 T T 1 T
Sk | =T ) ==sk-11 | === | = zsk-11 | 5.1 ) (4.5.71)
2 a 2a° a a 2
T
fOI' t = 5 -

Note that it is clear that the assumptions of Theorem 4.5.10 are satisfied for 5 K—1,1(£, T ) if
they are satisfied for sy 11 <i I)

a’ a
From Theorem 4.5.10 let 70 < T* be such that §K,1,1(%, TO) = 400 with positive prob-
ability. Then by (4.5.71) we have that for all ¢ > 0, %SK_M (TO T—O) = 400 with positive

2a’ a
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probability. Since we can make a > 0 arbitrary big or small then for any 7" € (0, 7*) we can

find some a > 0 such that T = 7;0 with és K—1,1 (%,T) = +oo with positive probability.

Hence the claim follows. O

4.6 Proportional Volatility Spread Models

It is well known that an HIM forward rate model with proportional volatility will result to a
forward rate with positive dynamics. It is also well known and proved in Morton (1988) that such
a model will explode in finite time with positive probability, hence there is no global solution
for the forward rate SDE in this case. Nevertheless as shown in Morton (1988), an existence
result for the solution of the forward rate SDE under the assumption of bounded volatility can
be obtained. In the case of a migration model where the consistency conditions N.1 or N.2 are
assumed, additional exponential terms appear into the dynamics of the forward rates (see (4.3.8)
and (4.4.2)) and hence the existence theorem of Morton (1988) cannot be applied even in the
case of constant volatilities.

In this section we show a similar result to the classical HIM case. That is, under a proportional
volatility spread structure the spread has positive dynamics but it explodes in finite time with
positive probability.

In order to make our point clear, we will investigate the zero-recovery inter-rating spread
under condition N.2 and for the case K = 3 for simplicity. Then it will become obvious that
also for the fundamental spreads and under condition N.1 one can get similar results.

Also, we want to point out that to the best of our knowledge, there is no example in the
literature for an HIM migration model where the forward rates are positive and ordered. Such
an example seems to be hard to construct due to the additional exponential terms of the forward
rates (see (4.3.8) and (4.4.2)) and also since comparison Theorems are available only for SDEs
with equal volatilities.

The next Corollary 4.6.1 gives us the inter-rating spread dynamics for the proportional volatil-
ity spread structure

O'Z‘(t, T) — O'j(t,T) = O'Z-SJ(t,T)SiJ‘(t, T) s (4.6.1)
forO <t <Tandforalli,5 =1,..., K—1, where aij (-, T) is an F-adapted stochastic process
with values in R<.

Corollary 4.6.1. Assume a spread volatility structure of the form (4.6.1). For any fixed maturity
T < T* and under the consistency condition N.2, and assuming §; = O foralli=1,..., K —1,
we have the spread dynamics

T T
ds; j(t,T) = s;;(t,T) ({afyj(t,T)/ o ;(t,u)s;;(t, u)du + O'Zj(t,T)/ o;(t,u)du
t t
(4.6.2)

O‘j(t, T)

T
N S (t (¢ d
i Si:j(taT) /t O-Z’]( ’U)S'L:J( 7“) (%
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K-1

+ s”(lt,T) Z [X;,l(t)si,l(t,T) exp (/tT si7l(t,u)du>

I=1,1#i,j

(st T) exp ( /t st u)du) ]

A7 (t) exp ( /t ' sm(t,u)du) +ATi(t) exp (_ /t ' sl,j(t,u)du> }dt

+ Uz‘s,j(t,T)th> ;

for 0 <t < T for the inter-rating spread s; ;(t,T) fori,j = 1,..., K — 1 with i # j, in the
case of g;(t,T) # g;(t,T) foralli,j =1,..., K — 1.5 Furthermore and assuming K = 3 and
01(t,T) =0, 05 1(t,T) = 0° > 0 then the spread s2(t,T) is positive and has the dynamics

t T
s9(t,T) = s2(0,T) exp <|05]2/ / so(s, u)duds (4.6.3)
0 Js

+ /0 X1 (s) exp < / ! SQ(S,U)du> ds + /O N a(s) exp <— / ' 32(s,u)du) ds

s|2
+05Wt— ‘0 | t).

2

Proof. The dynamics (4.6.2) follow from Corollary 4.4.3 and from (4.6.1).
Furthermore, for K = 3 and for 01(t,T) = 0, 05, (¢,T) = 0* > 0 we have

T
dSQ(t,T)ZSQ(t,T)({US|2 / so(t,u)du (4.6.4)
t

+ 5.1 (£) exp ( /t ! SQ(t,u)du> + A 5(t) exp (- /t ' sa(t, u)du) }dt
+ USth) |

So, in this case the inter-rating spread has positive dynamics and is of the form (4.6.3). O

The special case of (4.6.3) will imply a model with positive spreads where the forward rates
are ordered. Nevertheless we show in the next Proposition 4.6.3 that the spread admits no so-
lution since it explodes in finite time. The next technical Lemma 4.6.2 is used in the proof of
Proposition 4.6.3.

SNote that such an assumption where g;(t,T) # g;(¢t,T) foralli,j = 1,..., K — 1 means that non of the forward
rates can cross each other, which by continuity of the rates will imply an ordering of the forward rates.
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Lemma 4.6.2. Let W a brownian motion on a filtered probability space (2, F,F,P) and f :
[0,T] = R*, g :[0,T] — R deterministic functions. Furthermore let R, S positive constants
such that 0 < R < S < T. Then it holds

P (f(t)W; > g(t) forall t € [R, S]) > 0. (4.6.5)
Proof. It holds
P (Wt > ?Ei; forallt € [R, S]) >P (tei[%fs] Wy > tes[%l,)s} %) (4.6.6)
=P ( sup W, < —GR’S> )
te[R,S]
where W~ := —W is again a P-brownian motion and G = SUP;c(R,s] %. Since

SuP;e(o,5—R) Wry, has the arcsine distribution the claim follows.
O

Proposition 4.6.3. Assume condition N.2. Furthermore assume K = 3, 61 = do = 0 and a
spread volatility structure of the form (4.6.1) with 01(t,T) = 0 and 03 | (t,T) = o° where o° is
a positive real constant. Then for all T > 0, limt_% s9(t,T') = +oo with positive probability
under Q and any other equivalent measure.

Proof. The idea of the proof is similar to Morton (1988). From (4.6.3) and since the migration
intensity parameters A3 ; (t), A7 5(¢) are non-negative, then we can estimate

Lals

t T
s2(t, T) > 52(0,T) exp (\05]2/ / sz(s,u)duds> exp <08Wt* - 02 t) . (4.6.7)
0 Js

Define 35(t,T) := |0®|?s2(t, T'). Then it holds

t T s|2
59(t, T) > |0®]*s2(0,T) exp (/ / §2(s,u)dud8> exp <08Wt* - |02|t> . (4.6.8)
0 Js

Moreover, note that the set

2a (a — R?) 1 los|?
ARSa . — : SWy) > 4.6.
{w exp (0" We) 2 (a — S?) (a — RT)? |0*|?s2(0,T) P ( 2 t (4.6.9)

foralletSS},
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has positive probability by Lemma 4.6.2.” Hence for (¢,T) € KBS and w € ARSa,

a o — R2 t T
S2(t,T) > @ E ) (EL — ]fT))z exp </R/ §2(s,u)duds> . (4.6.10)

The claim follows as in the proof of Theorem 4.4.4 , by choosing the parameters R = %, S =

T
2

O

a= T; and applying Morton’s Lemma 4.3.12 together with Lemma 4.3.11.

4.7 Vanishing Migration Intensities

In this section we introduce a condition of independence of maturity of the risk premium pro-
cesses for the HIM underlying forward rates structure. As indicated in Bielecki and Rutkowski
(2000) and Bielecki and Rutkowski (2004a), this condition is not necessary for the development
of the model but rather optional. Nevertheless is required for the derivation of the risk-neutral
valuation formula for the defaultable bond.

Assuming condition M.2 together with condition N.1 (or alternatively N.2) leads to model
complications as we show in Proposition 4.7.2. In particular, this will lead to a model without
migration between the classes. We call this condition M.2 in order to avoid any confusion with
condition M.1 in Bielecki and Rutkowski (2000) and Bielecki and Rutkowski (2004a) which in
our case is the condition on the process «y in Section 4.2.1.

Condition M.2. Let -y be the stochastic process as in Section 4.2.1 (see (4.2.13)). For i =
1,..., K — 1, the process 7);, given by (4.2.19), does not depend on the maturity 7.

The next Corollary 4.7.1 is an implication of condition M.2 which follows from Proposition
4.3.6.

Corollary 4.7.1. Assume condition M.2. Furthermore assume that the consistency condition
N.1 holds and fix some maturity T < T*. The condition N.1 is equivalent to the following: for
all 0 <t < T the drift condition

T
o (6.T) = oy (,T) / oo (tu)du — e (7). @7.1)
t
of the current forward rate 9ger (t,T) holds, together with the condition
sétl (8,1) = Ao (D1 = 3cy). (4.7.2)

on the set {C} # K}.

"Note that for the case of a d-dimensional brownian motion, then o*W; =: Z; can be written as a linear combination
of independent brownian motions, which has a standard normal distribution with zero mean and some standard
deviation v(t), where v(¢) is a positive function (follows by the sum of independent normal random variables).
Then one could normalize by using the standard deviation function v(¢) where now, ﬁZt is a one dimensional
brownian motion and Lemma 4.6.2 can be applied directly.
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Proof. From the proof of Proposition 4.3.6 recall equation (4.3.14)

11 (T T T
2/t oc1(t,u)du _/t acg(t,u)du—’yt/t o1 (t,u)du (4.7.3)

— Z RIC ( exp(/tTSCq (t, u)du)>

J=1,j#C}

T
+ )\al’K(t)(ch <1 — exp </t Sétl (t, u)du>> ,

where the left hand side of (4.7.3) equals with Ul (t,T). Now, taking the derivative with respect
to 7' in equation (4.7.3) and since by condition M.2, 1 (t,T) is independent of the maturity 7',
then we get

2

T
ocr(t,T) /t oor(t,u)du — aci (6, T) = o (1,T) =0, (4.7.4)

and rewriting equation (4.7.4) in terms of the drift term g1 (¢, T') of the forward rate gea (¢, T)
the claim follows. O

From Corollary 4.7.1 we see that under condition M.2, the active risky forward rate g1 (t,T)
has the well-known, classical, HIM drift condition as the risk-free forward rate f(t,7"). Never-
theless, as seen in the next Proposition 4.7.2 this implies restrictions on the intensity parameters
of the matrix A} and hence complications for the model. Under some mild conditions on the
current bond forward rate process, imposing M.2 trivializes the intensity matrix structures.

Proposition 4.7.2. Assume conditions M.2 and N.1. Furthermore assume that 9gc: (t,T) #
f(t,T) and 9gor (t,T) # gj(t,T) forall j = 1...,K — 1 with j # C}. Then for almost all
0 <t < T and on the set {C} # K} we have /\alvj(t) =O0foralj=1,...,K — 1 with
j # C} and either )‘Z‘g,K(t) = 0or g1 = 0. This implies no migration between the classes.

In particular, for the non-zero recovery case where d; # 0 foralli = 1,..., K — 1, there is no
migration nor default for the active class, that is C’é =C}forall0 <t <T.

Proof. Using the definition of Z;(¢t,T") and Z(t,T") we can rewrite the consistency condition
N.1 in terms of spreads and since by condition M.2, 7;(¢,T') = n;(t) then we have

T T
Z )‘Cl t) exp (/ scr4(t, u)du) + )\Cl (t)dc1 exp (/ sél (t,u)du) (4.7.5)
t t

]1750

+ Z 1) = Aca () + 103 (1) = 0.
j=1,j#C}

So, on {C} = i}, since by assumption the spreads ft s j(t, u)du and ft T(t,w)du for all
j # iwithj = 1,..., K — 1 are never zero, then by fixing ¢ we have a system of linear
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independent functions of the form

K-1 T T
Z j jexp (/ si (¢, u)du> + B i exp (/ szf(t, u)du) + ’yZKeO =0, (4.7.6)
t t

=1,

for z € R™, which holds if and only if o ;=B =7 =0forallj=1,..., K —1with
j # 4. This is again equivalent to A\ ;(t) = A (- (¢)0; = Z]K:_llﬁél AL O) = A () +ni(t) =0
forall j =1,..., K — 1 with j # i, on {C} = i}. So, this gives us A} ;(t) = O forall i # j and

either A} ;-(f) =0 ord; =0 on {ct =i}8 O

Remark 4.7.3. Note that in Proposition 4.7.2 we do not use the ordering condition O, which
shows how strongly the condition M.2 affects the whole model.

Note also that the assumption gc: (t,T) # f(t,T) on the forward rates is quite natural. In
particular this is implied by the necessary condition on the rates from Remark 4.3.24. Further-
more, the condition gc; (t,T) # gj(t,T) forall j = 1..., K — 1 with j # C} is rather intuitive
and keeps the natural interpretation of the rates, where the active forward rate is never equal to
any of the other forward rates.

Remark 4.7.4. It is clear that since condition N.2 implies condition N.1 then a similar result as
in Proposition 4.7.2 holds also under the conditions N.2 and M.2.

81f for some j € {1,...,K — 1} with j # C{, ftT sctl,j(t,u)du = ftT sél(t,u)du or if for some j,1 €
t

{1,...,K — 1} with j # | # C}, ftT sc1;(tu)du = ftT sc1,1(t, u)du then one can easily use the fact that
the migration intensities are non-negative functions in order to complete the argument and hence the proof.



Bibliography

Agliardi, R. and R. Gencay (2014). Hedging through a limit order book with varying liquidity.
Journal of Derivatives 22(2), 32—49.

Almgren, R. and N. Chriss (2001). Optimal execution of portfolio transactions. Journal of
Risk 3, 5-40.

Arvanitis, A., J. Gregory, and J.-P. Laurent (1999). Building models for credit spreads. The
Journal of Derivatives 6(3), 27-43.

Bank, P. and D. Baum (2004). Hedging and portfolio optimization in financial markets with a
large trader. Mathematical Finance 14(1), 1-18.

Bank, P., H. Soner, and M. VoB3 (2017). Hegding with temporary price impact. Math. Finan.
Econ. 11,215-239.

Barles, G. and H. Soner (1998). Option pricing with transaction costs and a nonlinear Black-
Scholes equation. Finance and Stochastics 2(4), 369-397.

Benth, F. and N. Detering (2015). Pricing and Hedging Asian-style options on energy. Finance
& Stochastics 19(4), 849-889.

Benth, F., N. Lange, and T. Myklebust (2015). Pricing and Hedging Quanto Options in Energy
Markets. Journal of Energy Markets 8(1), 1- 35.

Benth, F., T. Meyer-Brandis, and J. Kallsen (2007). A non-Gaussian Ornstein-Uhlenbeck pro-
cess for electricity spot price modeling and derivatives pricing. Appl. Math. Fin. 14(2), 153—
169.

Bertsimas, D. and A. Lo (1998). Optimal control of execution costs. Journal of Financial
Markets 1(1), 1-50.

Beutner, E. (2007). Mean—variance hedging under transaction costs. Mathematical Methods of
Operations Research 65(3), 539-557.

Bielecki, T. R. and M. Rutkowski (2000). Multiple ratings model of defaultable term structure.
Mathematical Finance 10(2), 125-139.

Bielecki, T. R. and M. Rutkowski (2004a). Credit risk: modeling, valuation and hedging.
Springer.

Bielecki, T. R. and M. Rutkowski (2004b). Modeling of the defaultable term structure: Condi-
tionally Markov approach. IEEE Transactions on Automatic Control 49(3), 361-373.



BIBLIOGRAPHY 135

Black, F. and J. Cox (1976). Valuing corporate securities: Some effects of bond indenture
provisions. The journal of finance 31(2), 351-367.

Blais, M. and P. Protter (2010). An analysis of the supply curve for liquidity risk through book
data. International Journal of Theoretical and Applied Finance 13(6), 821-838.

Cathcart, L. and L. El-Jahel (1998). Valuation of defaultable bonds. The Journal of Fixed
Income 8(1), 65-78.

Cetin, U. (2003). Default and liquidity risk modeling. Ph. D. thesis, Cornell University.

Cetin, U., R. Jarrow, and P. Protter (2004). Liquidity risk and arbitrage pricing theory. Finance
and Stochastics 8.

Cetin, U., R. Jarrow, P. Protter, and M. Warachka (2006). Pricing options in an extended Black
Scholes economy with illiquidity: Theory and empirical evidence. The Review of Financial
Studies 19(2), 493-529.

Cetin, U. and L. Rogers (2007). Modeling liquidity effects in discrete time. Mathematical
Finance 17(1), 15-29.

Cetin, U., H. Soner, and N. Touzi (2010). Option hedging for small investors under liquidity
costs. Finance and Stochastics 14(3), 317-341.

Christodoulou, P., N. Detering, and T. Meyer-Brandis (2018). Local risk-minimization with
multiple assets under illiquidity with applications in energy markets. International Journal of
Theoretical and Applied Finance 21(04), 1850028.

Christodoulou, P, C. Fries, T. Meyer-Brandis, and L. Torricelli (2019). Consistent specification
of intensity-based credit migration bond models of HIM type. Preprint.

Christodoulou, P. and T. Meyer-Brandis (2019). Local risk-minimization with multiple assets
under illiquidity with permanent price impact. Preprint.

Coleman, T., Y. Li, and M. Patron (2003). Discrete hedging under piecewise linear risk mini-
mization. Journal of Risk 5(3), 39-65.

Constantinides, G. and T. Zariphopoulou (1999). Bounds on prices of contingent claims in an
intertemporal economy with proportional transaction costs and general preferences. Finance
and Stochastics 3(3), 345-369.

Cvitanic, J. and I. Karatzas (1996). Hedging and portfolio optimization under transaction costs:
A martingale approach. Mathematical Finance 6(2), 133-165.

Cvitanic, J., H. Pham, and N. Touzi (1999). A closed-form solution to the problem of super-
replication under transaction costs. Finance and Stochastics 3(1), 35-54.

Das, S. and P. Tufano (1996). Pricing credit sensitive debt when interest rates, credit ratings and
credit spreads are stochastic. The journal of financial Engineering 5(2), 161-198.



136 BIBLIOGRAPHY

Duffie, D. and K. Singleton (1997). An econometric model of the term structure of interest-rate
swap yields. The Journal of Finance 52(4), 1287-1321.

Duffie, D. and K. Singleton (1999). Modeling term structures of defaultable bonds. The Review
of Financial Studies 12(4), 687-720.

Eberlein, E. and Z. Grbac (2013). Rating based Lévy LIBOR model. Mathematical Fi-
nance 23(4), 591-626.

Eberlein, E. and F. Ozkan (2003). The defaultable Lévy term structure: ratings and restructuring.
Mathematical Finance 13(2), 277-300.

Follmer, H. and D. Sondermann (1986). Hedging of non-redundant contingent claims. In A. M.-
C. E. W. Hildenbrand (Ed.), Contributions to Mathematical Economics, pp. 205-223. North-
Holland.

Frey, R. (1998). Perfect option hedging for a large trader. Finance and Stochastics 2(2), 115-
141.

Frey, R. (2000). Market illiquidity as a source of model risk in dynamic hedging. In R. Gibson
(Ed.), Model Risk, pp. 125-136.

Fries, C. (2007). Mathematical Finance: Theory, Modeling, Implementation. Wiley.

Gatheral, J. and A. Schied (2011). Optimal trade execution under geometric brownian motion
in the almgren and chriss framework. International Journal of Theoretical and Applied Fi-
nance 14(3), 353-368.

Geske, R. (1977). The valuation of corporate liabilities as compound options. Journal of Finan-
cial and Quantitative Analysis 12(4), 541-552.

Glosten, L. and P. Milgron (1985). Bid, ask and transaction prices in a specialist market with
heterogeneously informed traders. Journal of financial economics 14(1), 71-100.

Gokay, S., A. Roch, and H. Soner (2011). Liquidity models in continuous and discrete time.
In Di Nunno G. and @ksendal B. (Ed.), Advanced Mathematical Methods for Finance, pp.
333-365. Springer.

Gokay, S. and H. Soner (2012). Liquidity in a binomial market. Mathematical Finance 22(2),
250-276.

Grossman, S. and M. Miller (1988). Liquidity and market structure. The Journal of Fi-
nance 43(3), 617-633.

Heath, D., R. Jarrow, and A. Morton (1992). Bond pricing and the term structure of interest
rates: a new methodology for contingent claims valuation. Econometrica: Journal of the
Econometric Society, 77-105.

Horn, R. and C. Johnson (2012). Matrix Analysis. Cambridge University Press.



BIBLIOGRAPHY 137

Jakubowski, J. and M. Nieweglowski (2009). Defaultable bonds with an infinite number of Lévy
factors. arXiv preprint arXiv:0909.4089.

Jarrow, R. (1994). Derivative security markets, market manipulation, and option pricing theory.
Journal of Financial and Quantitative Analysis 29(2), 241-261.

Jarrow, R. (2001). Default parameter estimation using market prices. Financial Analysts Jour-
nal 57(5), 75-92.

Jarrow, R., D. Lando, and S. Turnbull (1997). A Markov model for the term structure of credit
risk spreads. The review of financial studies 10(2), 481-523.

Jarrow, R. and P. Protter (2015). Liquidity suppliers and high frequency trading. SIAM Journal
on Financial Mathematics 6(1), 189-200.

Jarrow, R. and S. Turnbull (1995). Pricing derivatives on financial securities subject to credit
risk. The journal of finance 50(1), 53-85.

Jarrow, R. and S. Turnbull (1997). An integrated approach to the hedging and pricing of eu-
rodollar derivatives. Journal of Risk and Insurance 64(2), 271-299.

Jouini, E. (2000). Price functionals with bid—ask spreads: An axiomatic approach. Journal of
Mathematical Economics 34(4), 547-558.

Jouini, E. and H. Kallal (1995). Martingales and arbitrage in securities markets with transaction
costs. Journal of Economy Theory 66(1), 178-197.

Jouini, E., H. Kallal, and C. Napp (2001). Arbitrage in financial markets with fixed costs.
Journal of Mathematical Economics 35(2), 197-221.

Kyle, A. (1985). Continuous auctions and insider trading. Econometrica: Journal of the Econo-
metric Society, 1315-1335.

Lamberton, D., H. Pham, and M. Schweizer (1998). Local risk-minimization under transaction
costs. Mathematics of Operations Research 23, 585-612.

Lando, D. (1998). On Cox processes and credit risky securities. Review of Derivatives Re-
search 2(2-3), 99-120.

Lando, D. (2000). Some elements of rating-based credit risk modeling. Advanced Fixed-Income
Valuation Tools, 193-215.

Leland, H. (1994). Corporate debt value, bond covenants, and optimal capital structure. The
Jjournal of finance 49(4), 1213-1252.

Lgkka, A. (2012). Optimal execution in a multiplicative limit order book. Preprint, London
School of Economics.

Longstaff, F. and E. Schwartz (1995). A simple approach to valuing risky fixed and floating rate
debt. The Journal of Finance 50(3), 789-819.



138 BIBLIOGRAPHY

Longstaff, F. and E. Schwartz (2001). Valuing American options by simulation: A simple least-
squares approach. Review of Financial Studies 14(1), 113-147.

Madan, D. and H. Unal (1998). Pricing the risks of default. Review of Derivatives Research 2(2-
3), 121-160.

Merton, R. (1974). On the pricing of corporate debt: The risk structure of interest rates. The
Journal of Finance 29(2), 449-470.

Morton, A. (1988). Arbitrage and martingales. Technical report, Cornell University Operations
Research and Industrial Engineering.

Motoczyniski, M. (2000). Multidimensional Variance-Optimal Hedging in Discrete-Time
Model-A General Approach. Mathematical Finance 10(2), 243-257.

Ozkan, F. and T. Schmidt (2005). Credit risk with infinite dimensional Lévy processes. Statistics
& Decisions 23(4), 281-299.

Platen, E. and M. Schweizer (1998). On feedback effects from hedging derivatives. Mathemat-
ical Finance 8(1), 67-84.

Roch, A. (2011). Liquidity risk, price impacts and the replication problem. Finance and Stochas-
tics 15, 399.

Rogers, L. and S. Singh (2005). Option pricing in an illiquid market. Technical report, Technical
Report, University of Cambridge.

Rogers, L. and S. Singh (2010). The cost of illiquidity and its effects on hedging. Mathematical
Finance 20(4), 597-615.

Schil, M. (1994). On quadratic cost criteria for option hedging. Mathematics of Operations
Research 19(1), 121-131.

Schied, A. (2013). Robust strategies for optimal order execution in the Almgren—Chriss frame-
work. Applied Mathematical Finance 20(3), 264—-286.

Schmidt, T. (2006). An infinite factor model for credit risk. International Journal of Theoretical
and Applied Finance 9(1), 43-68.

Schonbucher, P. (1998). Term structure modelling of defaultable bonds. Review of Derivatives
Research 2(2-3), 161-192.

Schonbucher, P. (2000). Credit risk modelling and credit derivatives. Ph. D. thesis, University
of Bonn.

Schonbucher, P. and P. Wilmott (2000). The feedback effect of hedging in illiquid markets.
SIAM Journal on Applied Mathematics 61(1), 232-272.

Schweizer, M. (1988). Hedging of options in a general semimartingale model. Dissertation,
ETH Zurich, 8615.



BIBLIOGRAPHY 139

Schweizer, M. (1995). Variance-optimal hedging in discrete time. Mathematics of Operations
Research 20, 1-32.

Schweizer, M. (2001). A guided tour through quadratic hedging approaches. In J. Cvitanic,
E. Jouini, and M. Musiela (Eds.), Option Pricing, Interest Rates and Risk Management, pp.
538-574. Cambridge University Press.

Sircar, R. and G. Papanicolaou (1998). General Black-Scholes models accounting for increased
market volatility from hedging strategies. Applied Mathematical Finance 5(1), 45-82.

Soner, H., S. Shreve, and J. Cvitanic (1995). There is no nontrivial hedging portfolio for option
pricing with transaction costs. The Annals of Applied Probability 5(2), 327-355.

Thomas, L., D. Allen, and N. Morkel-Kingsbury (1998). A hidden Markov chain model for the
term structure of bond credit risk spreads. Available at SSRN 92568.

Zhou, C. (1997). A jump-diffusion approach to modeling credit risk and valuing defaultable
securities. Available at SSRN 39800.





