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This article studies the exponential utility-indifference approach to the valuation and hedging problem
in incomplete markets. We consider a financial model which is driven by a system of interacting It6 and
point processes. The model allows for a variety of mutual stochastic dependencies between the tradable
and non-tradable factors of risk, but still permits for a constructive and fairly explicit solution. In analogy
to the Black-Scholes model, the utility based price and the hedging strategy can be described by a partial
differential equation. But the non-tradable factors of risk in our model demand for an interacting semi-
linear system of parabolic partial differential equations. To obtain the solution for the underlying utility
maximization problem, we use a verification theorem to identify the optimal martingale measure for the
corresponding dual problem.
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1. Introduction

If the risky payoff of a contingent claim is replicable by dynamical trading, the claim can be perfectly
hedged by the replicating strategy and its price is determined by no-arbitrage arguments as the replication
cost. However, such claims are dynamically redundant and have apparently little reason to exists. In a less
ideal model world, markets are incomplete so that contingent claims could incorporate some inevitable
intrinsic risk. Hence, the issuer’s valuation and his (partial) hedging strategy should take into account
his attitude and preferences towards risk. We study an approach to the hedging and valuation problem
which relies on exponential utility-indifference arguments. In the context of a dynamical market, this
idea appeared first in Hodges & Neuberger (1989) and has been studied by many authors recently.
The indifference problem and also the underlying utility optimization problem are well understood and
characterized on a general but abstract level by martingale duality results, cf. Cvitanié¢ et al. (2001),
Delbaen et al. (2002), Frittelli (2000), Owen (2002), and by backward stochastic differential equations, cf.
Rouge & El Karoui (2000). But it is still a challenge to obtain more constructive and explicit solutions
in more specific models. For situations where the tradable asset evolves as a geometric Brownian motion
and the market is incomplete because of further noise, such results have been achieved by Davis (2000,
unpublished) and Henderson & Hobson (2002).

The present article provides a constructive description for the (exponential) utility-indifference price and
for the corresponding hedging strategy in a model with several tradable risky assets, where incompleteness
is caused by additional non predictable events which are triggered by point processes. To this end, we
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2 D. Becherer

develop a model for a financial market with interacting It6 and point processes. This allows for a variety
of mutual stochastic dependencies between the tradable and non-tradable factors of risk affecting the
claim, but nevertheless still permits for a fairly explicit solution. More specifically, the price evolutions
of the marketed assets are modeled by It6 processes, and additional non-tradable factors of risk are
represented by a finite state process i and driven by point processes with stochastic intensities. In such a
framework, the utility based price and the hedging strategy can be described by the solution of a partial
differential equation, in analogy to the Black-Scholes model. However, the non-tradable factors of risk
in our model demand for an interacting system of semi-linear parabolic partial differential equations, a
so-called reaction diffusion system. The solution to the underlying utility optimization problem with a
potential additional liability is described by a similar reaction-diffusion system. To prove this, we use a
verification theorem to identify the optimal martingale measure for the corresponding dual problem, and
provide an explicit description of its density process. In the case of no additional liability, this yields in
particular the density process of the minimal entropy martingale measure.

The finite state process 7 could be interpreted, for instance, as an abstract economic state variable, as the
state of an insurance contract, or as the joint rating and default process of several companies. Depending
on the interpretation, the model can be considered as a stochastic volatility model, as a model for equity
linked insurance contracts, or as a hybrid model for credit risky securities.

The paper is organized as follows. Section 2 formulates the problem and summerizes some martingale
duality results on the utility optimization problem. The setup for our model with interacting It6 and
point processes is developed in section 3. Section 4 describes the solutions for the utility optimization

problem with an additional liability and for the utility-indifference hedging and valuation problem.

2. Formulation of the Problem

In this section, we formulate the (exponential) utility-indifference valuation and hedging problem. We
first introduce some notation and recall the key duality result on the underlying utility maximization

problem with an additional liability.

(a) Notation and Preliminaries

All modeling takes place on a probability space (2, F, P) with a finite time horizon T and a filtration
F = (Fi)o<i<r satisfying the usual conditions of right-continuity and completeness. For simplicity, let
Fo be trivial and Fr = F. All semimartingales are taken to have right continuous paths with left limits
(RCLL). For unexplained notation we refer to He et al. (1992) or Protter (1990).

Let S be an IR%valued semimartingale which is IF-locally bounded. We consider S as the evolution
of the discounted prices for the risky assets in a financial market. The market moreover contains a
risk-less asset with discounted price constant at 1. The sets of absolutely continuous and equivalent
(local) martingale measures for S, and those with finite relative entropy are denoted by IP,, IP., and
Py .= {Q € P,| H{Q|P) < oo}, respectively; with H(Q|P) denoting the relative entropy of @ with
respect to P. We assume that our financial model is free of arbitrage in the sense that

P.NIPr#0. (2.1)
As the set of permitted trading strategies in the financial market S, we take the space
Op = {9 € L(S) ‘9 - S is a (Q, IF)-martingale for all Q € Pf} (2.2)

with L(S) denoting the set of predictable, IR%-valued, and S-integrable processes. The stochastic integral

@ -9); fg 0 dS represents the gains and losses from trading up to time ¢ € [0,7]. The choice of
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Utility-Indifference Hedging and Valuation 3

O is convenient from a martingale duality point of view, since © ¢ is a linear space and the optimal
strategies in the sequel are attained within © 4. But the choice is not as special as it might seem at first
glance. In fact, the dual side of next duality result — which links (2.4) to (2.6) — is robust with respect
to alternative choices for Oy, see Delbaen et al. (2002), Kabanov & Stricker (2002), and Schachermayer
(2002, unpublished). Therefore we will base our subsequent analysis on the dual side, in order to get
results that are robust in a similar sense.

Contingent claims, that is risky future payoffs, are modeled by random variables and denoted by B. We

will need the integrability assumption
E [e("‘*E)B} <oo and E[e™*P] <oco for somee >0 (2.3)

which implies in particularly that B is in L'(Q) for all Q € IP;. The next proposition recalls central
duality results from Delbaen et al. (2002) and Kabanov & Stricker (2002) on the exponential utility

maximization problem

T
u(zx — B) :=u(x — B;a):= sup E [ exp (a(m +/ 0dS — B)) (2.4)
0O M 0
and the corresponding dual problem
sup {a Eq[B] — H(QIP)} . (2.5)

QelPy

Proposition 2.1. Suppose (2.1) and (2.3). Then
1. There exists a unique QB € Py N IP. which mazimizes (2.5).
2. The density of QF has the form

T
% = exp (a(cB +/ QBdSB)>

0

with ¢B € IR and 68 := 68> € L(S) such that 65 - S is a QP -martingale. Moreover, 07 is in © r4.
3. The mazximal expected utility is u(r—B;a) = E [— exp (—a(x + fOT 0BdsS — B))} = —exp(—a(z—cP))
with 08 € © 5 and P € IR from part 2. Moreover, u(x — B;a) is also given via (2.5) as

u(z — Bya) = —e~ *exp (ngﬂg {aEq[B] — H(QP)}) . (2.6)

For claims B which are additionally bounded from below, the foregoing result is just a reformulation of
the generalized theorem 2 of Delbaen et al. (2002) by Kabanov & Stricker (2002). Their proofs can be
adapted to the slightly more general integrability assumption (2.3) on B (cf. Becherer (2001, 2003)). The
measure Q°, that corresponds to the claim B = 0, minimizes H(Q|P) over Q € IP, and is called minimal
entropy martingale measure.

(b) wutility-indifference valuation and hedging

We next formulate the utility-indifference approach for the pricing and hedging problem in incomplete

markets, and define our major objects of interest.

Definition If there is a unique solution w(B) = w(B;a) to the equation

u(z; ) =u(x + 7 — B;a), (2.7)
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4 D. Becherer

we call this solution the utility-indifference (selling) price for B.

It can be seen directly from (2.4) that equation (2.7) and, hence, 7(B) do not depend on z. The basic
idea behind this valuation approach is that it yields a subjective fair premium for a risk averse issuer of
the claim B. The utility-indifference price is the adjustment of the initial capital, which just compensates
a potential issuer for taking the liability B in terms of maximal expected utility. That is, the investor
would be indifferent between issuing the claim B for premium 7 and the alternative to skip the deal. In
a static setting (without trading opportunities), a classical result from actuarial mathematics states that
in particularly the exponential utility leads to certain desirable valuation properties. The first adaption
of the static indifference approach to a dynamic setting with trading opportunities seems to be in Hodges
& Neuberger (1989).

Remark: From proposition 2.1, one readily obtains (cf. (4.6) in Delbaen et al. (2002)) the following general

formula for the utility-indifference price
1 0
w(B;a) = sup § Eg[B] — E<H(Q|P) —H(Q |P)> . (2.8)

Many nice properties of the utility-indifference price can be inferred directly from formula (2.8). In essence,
m(B) yields a valuation method which basically inherits all the “desirable properties” from the (static)
exponential premium principle in actuarial mathematics, which is consistent with the no-arbitrage prin-
ciple, and which moreover constitutes a so-called convex measure of risk; cf. Becherer (2001, 2003) for

details and further references.

If one is interested in constructive and explicit results on 7(B), the general formula (2.8) however seems
a bit too abstract. It will be the main task of the next sections to obtain such results under additional

structural assumptions on the financial market model.

Next, we are going to define a utility-indifference price process for the claim B. Using part 3 of propo-
sition 2.1, we start with the simple observation that 7(B) = ¢® — ¢® and that both ¢® and ¢® can be
interpreted as certainty equivalents. This observation can be extended: There is a unique semimartingale

(CtB)te[o,T] such that the density process of QP can be written as

aQ”
P

t
= exp (a(coB +/ 6P ds — cf)> , telfo,T]. (2.9)

Fi 0

In fact, (cP) is determined by 62 and B as

1
B = o log Ep

exp (a(B/tTGB dS))’}}] . telo,T], (2.10)

with ¢ = ¢ and ¢ = B, in particular. This allows for the following interpretation. An investor who
maximizes his expected utility under terminal liability B follows the optimal trading strategy #F. At
time ¢, he then faces the effective liability B — ftT 67 dS which is the difference between B and the gains
& losses from trade that he is going to realize in the time left. By (2.10), ¢ is the current (exponential)
certainty equivalent of this effective liability at time ¢. That means, c? is the “time—t—certain” liability
that is as good as the remaining effective liability in terms of expected exponential utility. Analogous
considerations lead to a process (¢Y) which corresponds to the claim B = 0. Note that ¢ — ¢J = 7(B)
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and ¢ — ¢} = B. This gives rise to
Definition Suppose the assumptions for proposition 2.1 hold. The process m; = m(B;a) = ¢B — Y,

t €[0,T), is called the utility-indifference price process of B.

Following the same rationale as in the valuation approach, we define the utility-indifference (partial)
hedging strategy ¥ (B;«) as the adjustment of the optimal strategy without liability that is necessary to

obtain a strategy that is optimal in presence of the terminal liability B.

Definition Under the assumptions for proposition 2.1, we define the utility-indifference hedging strategy

1 for B by
Y(B) = ¥(B;a) :== 8> — g% (2.11)

The hedging strategy 1(B) is unique in the sense that the stochastic integral [(B)dS is unique. To see
this, note that # and #° are unique in the same sense by proposition 2.1. More formally, the strategies
are uniquely defined in the corresponding quotient space.

The next proposition is basically a reformulation of proposition 3.4 from Grandits & Rheinlénder (2002);
see Becherer (2001, 2003) for details. We will use this result in the sequel as a verification theorem to
identify the optimal measure Q¥ for the dual problem (2.5), and thereby obtain the optimal strategy 67
for the primal problem (2.4).

Proposition 2.2. Assume (2.3). Suppose the density of some Q € IP, takes the form

dQ T _
— =exp —a(é—i—/ HdS—B) for some ¢ € IR and 0 € L(S),

where 0 - S is a Q-martingale of bounded mean oscillation (BMO), and exp (a (B +¢ fOT édS)) € LY(P)

for some € > 0. Then, Q is in IP, N 1Py and solves the dual problem from proposition 2.1, i.e. @ = QB,
0 =08, andéc=cP.

3. A financial model with interacting It6 and point processes

In this section, we develop a model for a financial market (incomplete, in general), where the prices of
the risky assets evolve as Itd processes. An additional finite state process, driven by a point process,
represents further non-tradable factors of uncertainty and risk. The model allows for a variety of mutual

dependencies between tradable and non-tradable factors of risk.

(a) Model setup and assumptions

We start with m € IN and a domain D in IR?; typical examples are D = (0,00)% and D = IR?. Let
(S,n) be the solution of the following system of stochastic differential equations (SDEs) with paths in
D x{1,...,m}:

SO S D, dSt = F(t,st,’l’]t,)dt—‘rZ(t, St7’l7t7)th, (31)
mo€{l,...om}, dpe = Y (G—k)I(m-)dN, (3.2)
k,j=1
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6 D. Becherer

where T': [0,T] x D x {1,...,m} = IR% and £ : [0,T] x D x {1,...,m} — IR¥? are C' with respect to

4 is an R%valued

.....

(P, IF)-Brownian motion, and N = (N’“j)kﬁjzlw,m is a multivariate [F-adapted point process such that
(NJ9)  has (P, IF)-intensity A\*(t,S;) for k,j=1,...,m, (3.3)
with bounded C?! functions A% : [0, T] x D — [0,00). Let
dMF¥T .= AN* — \FI(t, S))dt, k,je{l,...,m},

denote the compensated (P, IF)-point processes. Since [M*] = N* and the intensities \*/ are bounded, a
simple time change argument via theorem I1.16 in Brémaud (1981) shows that [M*/]7 has all exponential
moments and is therefore in every LP(P), and M*J is in the martingale space H”(P) for any p € [1,00).
Due to the mutual dependences between S, n and N, (3.1)—(3.3) constitutes a non-standard SDE system,
and we comment below on its construction and properties.

If D C (0,00)%, one can rewrite (3.1) as a generalized Black-Scholes model. With the notations % =

(dg>i: E v(t, 2, k) = diag (i)izl,...,d (¢, z, k), and o(t, z, k) = diag (%)Z_:L”.’d 3(t,z, k), we get

yeeny

dS
5 =S ) dt+ ot S ) AW (34)
t

(b) Construction by a change of measure

If we look at (3.1)—(3.3), we see that the process 7 enters the coefficients in the SDE (3.1) for the
dynamics of S. In turn, the intensities in (3.3) of the point process N driving 1 depend on the process
S. At first sight, it seems difficult to construct models with such mutual dependences since they form a
non-standard SDE system where the solution (S,7n) via (3.3) also affects a part of the driving process.
However, the problem can be reduced to the case where N = (N*7) is a standard multivariate Poisson
process. Then 7 is an autonomous process, and S is well-defined by (3.1) under certain conditions. Having
a solution for this simpler case, we can then construct the desired (¢, S)-dependent intensities for N by
a change of measure. More precisely, we start with a filtered probability space (Q, F', IF’, P’) carrying a
d-dimensional (P’, [F’)-Brownian motion W = (Wi)¢:1,___,d and a multivariate IF’-adapted point process
N = (Nk-j)k’jzl’m,m with constant (P’, IF')-intensity 1 for any k and j. In other words,

N¥i k j=1,...,m, are independent standard Poisson processes under P’. (3.5)

We assume that F is trivial, 7. = F’, and I’ satisfies the usual conditions. Then (3.2) defines a unique
autonomous process 7, and given this process, there is a solution S to (3.1) under suitable assumptions

on the coefficients; see the examples in §3 c. Setting

aP:=¢| > / (AR (t,8;) — 1) (AN —dt) | dP’ (3.6)

k,j=1,...,m T

defines a probability measure P < P’ such that N has the (P, IF’)-intensities (3.3); see Brémaud (1981),
theorems VI1.2.3 and VI.2.4. By Girsanov’s theorem, W is a (local) (P, F’)-martingale whose covariance
process (W) is the same under P’ and P since it can be computed path-wise, and so W is also a (P, IF’)-
Brownian motion. Finally, let (Q, F, IF, P) be the standard P-completion of (2, 7, IF’, P). Then one can
show that IF' satisfies the usual conditions, W is a Brownian motion, and IV is a multivariate point process
with the desired intensities (3.3) under (P, IF'). Moreover, (S,n) solves (3.1)-(3.2) under (P, IF).
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Utility-Indifference Hedging and Valuation 7

(¢) Some examples

We provide some examples where a solution (S,7n) to the system (3.1)—(3.2) exists. We can restrict our-
selves to the simpler case (3.5) where N is a standard multidimensional Poisson process. A model with

intensities of the form (3.3) is then easily constructed by the change of measure (3.6).

Example: Let D = IR?, and suppose that I' and ¥ are globally Lipschitz in (z,k) € D x {1,...,m},
uniformly in ¢ € [0,7], and that (3.5) holds. Then there exists (Protter (1990), theorem V.7) a unique
solution (S,7) to the system (3.1) — (3.2).

Example: Let D = (0,00)? and suppose that v and o depend only on (¢, k), but not on . If (3.5) holds,
7 is given by (3.2). Having that v and o are continuous in ¢t € [0, 7] for any k € {1,...,m}, the unique
solution S to (3.4) is given by S* = S§ € (f Vi (uy u—) du+ (f o(u,mu—) qu)z), i=1,...,d.

Example: Let D = IR? and suppose that for each k € {1,...,m}, the functions I'(t,z, k) and (¢, z, k)
are globally Lipschitz-continuous in 2, uniformly in ¢ € [0,7T]. Under (3.5), n is defined by (3.2) and an
induction argument yields the existence of a strong solution S to (3.1) as follows. We start with 70 := 0

n+1

and define the sequence 7" := inf{t > 7™ | An; # 0} AT of jump times of 7. Since N is non-exploding,

P[r™ > T] — 1 for n — oo and so it is enough to show by induction that (3.1) has a unique solution on

[0, 7™] for all n. Suppose that
X™ is the unique solution to the SDE (3.1) on [0, 7"]. (3.7

By theorem V.7 in Protter (1990), the SDE

t t
X = Xt [ B D X ) s [Ty i S XTI )W, (39

has a unique solution (Xf“)te[o,T]. By construction, we have X"+! = X™ on [0,7"] and 7s_ = 1, for
(w,s) € J7", 7" 1]. Combining this with (3.7) and (3.8) yields

t t
XZH—l = Xz;n/\‘r” +/0 I]]Tn,-r"“]]r(&X;Hla775—)dSJF/0 I]]T",T"‘*'l]]z(st;nJrlans—)dWs

t t
So + / (s, X3 nes) ds + / S(s, X3 ms-) Wy, t€[0,T).
0 0

Hence X™*! is a solution to the SDE (3.1) on [0, 7"*1]. To see that this solution is unique on [0, 7"+1],
recall that we have uniqueness on [0, 7"] by hypothesis. Thus any solution to (3.1) must satisfy (3.8) on
[0, 77+1] and therefore coincides with X"+ on [0, 77+1].

4. Solution via Reaction-Diffusion Systems

In this section we will show that the solution for the dual (and thereby also the primal) utility maximiza-
tion problem with additional liability is given via the unique solution to a system of interacting semi-linear
partial differential equations (PDEs) of parabolic type. Such systems are often called reaction-diffusion
systems. From the solutions to the utility maximization problem, we will then derive a similar PDE-type

description for the utility-indifference price process and the corresponding hedging strategy.
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8 D. Becherer

(a) Assumptions and preparations

Supposing the It6 and point process model from §3 a, we consider claims B of the form

T m
B = h(ST,nT)+/ FSm) dt+> Y T =iy f* (8,51 (4.1)
0

t<T k,j=1
- k#j

with continuous bounded functions h : D x {1,...,m} — R, f : [0,T] x D x {1,...,m} — IR and
f*:00,T) x D — IR, k,j € {1,...,m}. Furthermore, f(-,-, k) and f*7(-,-) are supposed to be of class
Clon [0,T] x D for all k,j € {1,...,m}.

The claim B is the sum of three components with the following interpretations. The first term describes
a terminal payoff that depends on the final state (St,nr). The second term models payments which are
made continuously at rate f(t,St,n:). The third term specifies further payments for each time when 7

jumps from one state to another.

Lemma 4.1. A claim B of the form (4.1) possesses all exponential moments under P, i.e. exp((3|B|) is
in LY(P) for all 3 € IR. In particular, B satisfies condition (2.3).

Proof. 1t suffices to prove Elexp(3Nz)] < oo for any 8 < co with N":= 37, N3, To see this, note that
the first two terms in (4.1) are bounded by hypothesis and the third term is bounded in absolute value by
supy, ; ||f*7||__ N7 By construction, (N}) is a point process with bounded intensity A} := Sk NEI(t,.8y).
But then a simple time change argument (cf. Brémaud (1981), th.I1.16) shows that N/ is dominated by

a random variable which is Poisson distributed, thus having all exponential moments. O
For the next results we will need the assumption that

Y is invertible and ¥ 7'T" is bounded on [0, 7] x D x {1,...,m}. (4.2)

This condition implies in particular that there exists an equivalent local martingale measure with finite
relative entropy for S, i.e. IP. N [Py # (), since dQ = &(— [ E7IT(t, S, me—) dWy)r dP defines an element
of IP. N IPy. But in general, IP, is not a singleton and the market is incomplete. The existence of ¥~ and

the continuity and differentiability properties of ¥ imply that
(t,x) — N7 (t,x, k) is continuous and of class C* on [0,T] x D for any k. (4.3)

For claims B of the form (4.1), the subsequent theorem will show how the solution to the (dual) optimal
investment problem is described by the solution to the following system of m partial differential equations
with terminal condition at T and k = 1,...,m (subscripts are denoting partial derivatives). Such PDEs

are often called reaction-diffusion systems.

d
1 y
vB(t, 2, k) + 5 Z al(t,z, k)vB _;(t,z, k)

7,j=1

1o
- %Hz Yt 2, K)D(t, z, B)||? + f(t,z, k) (4.4)

+) N (t )
j=1

j#k

(et ma—v mbres ea) 1) = 0, (ta)e[0.T)xD,

QI

and vB(T, x, k) = h(xz,k), z€D,

with a = (a”); jeq1,..qp == XX and |[S7IT]2 .= (7'D)"(Z7'0) =T"a™'T.
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Notation: Let grad, v := (v, )i=1... ¢ denote the gradient of v(t, x, k) with respect to z, and let C;’Q([O, T)x
D x {1,...,m}, IR) denote the space of continuous bounded functions v : [0,T] x D x {1,...,m} — IR
with (¢,2) — v(t,z, k) being of class C? on [0,T) x D for any k.

As a crucial condition, the next theorem 4.3 requires that
there is an unique solution v* € C;’Q([O,T) x D x{1,...,m}, R) to the PDE (4.4). (4.5)

By proposition 4.2, an additional regularity condition on (basically) the coefficient functions of the SDE
for S is already sufficient to establish (4.5). To this end, consider the SDE

X =gy e D, dX'YPF =T(s, X0F k) dt + X(s, X0UF k) dW,, s € [t,T], 4.6
t s S S

which has a unique strong solution for any (¢,z,k) € [0,7] x D x {1,...,k} up to a possibly finite
explosion time as ' and ¥ are C'-functions, cf. Kunita (1984), th.I1.5.2.

Proposition 4.2. Suppose that the payoff functions h,f and f* satisfy the conditions following (4.1),
(4.2) holds, D satisfies (5.4), and X"®* does not explode but stays in D up to time T, i.e.

P[X!™%eD foralse[t,T]] =1 forany (t,x,k)€[0,T] x D x {1,...,m}. (4.7)
Then, there is a unique classical solution to the PDE-system (4.4) in the sense that (4.5) holds.

Comparing the SDEs (3.1) and (4.6) for S and X%**  condition (4.7) might be seen as an additional
regularity condition on S which already was supposed to stay in in the domain D. We note that conditions
(4.7) and (5.4) can be readily verified in the examples from §3 c.

Proof. Since (4.2) allows for a change of measure argument which makes the drift of X*** vanish,
assumption (4.7) holds with X*** from (4.6) if and only if it also holds for the unique strong solution
to dXt™F = %i(s, XL®F k) dW,, s € [t, T], instead. Hence, proposition 5.1 yields that there is a unique
solution v® € C2([0,T) x D x {1,...,m}, R) for the PDE-system (4.4). More precisely, proposition 5.1
yields the existence of a unique solution (v*(t,))k=1, m in Cp*([0,T) x D, R™) to the PDE-system
(5.3) with by, 1= 0, ) = Z(-, -, k), f¥(t,z) == f(t,z,k) — o= [|S7IT(t 2, k)|, gt 2,0) == fR(t,z) +
S iak =AM (t,2) (exp(a(v?! —oP + fH(t,2))) — 1), and h*(z) := h(z, k). Thus, v?(t,2,k) := v*(t, ) is
the unique solution in ¢} ([0,T) x D x {1,...,m}, R) to the interacting PDE-system (4.4). O

(b) Utility mazimization with an additional liability

Now we are in position to formulate the central theorem of this paper.

Theorem 4.3. Suppose (4.1), (4.2) and (4.5) hold. Then, the optimal measure QB € IP. N Py for
the dual problem (2.5) is described by the unique solution vP € Cbl’z([(),T) x D x{1,...,m}, IR) to the
PDE-system (4.4) as follows:

B T
dq = exp <—a (UB(O, So,?’]o) + / 95 dS, — B)) with
0

dpP

07

1 _
grada:UB(t7 Stant*) + a (E Etr(ta Stant*)) ' r (tv Stant*) ’ te [OaT)a

and 9:,5 = 0. Moreover, 6B is in O .
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10 D. Becherer

Letting 0% = 0 is arbitrary since the value of % does not affect the stochastic integral [ 0% dS — provided
that the latter is well-defined of [0, T]. However, the equation for 7 in the theorem does not extend to
all ¢t € [0, 7] since the gradient may not exist at time 7.

The proof of this theorem will be broken into several steps, each of them being a lemma. In the statement
of those lemmata, we will suppose that we are dealing with the situation and under the assumptions
described in theorem 4.3, but will not mention this each time. In a first step, we show that a certain
stochastic exponential defines an equivalent local martingale measure (), which will later be identified as

the optimal measure Q7 for the dual problem.

Lemma 4.4. The stochastic exponential

Z = & —/z—l(wsmnu,)r(u,smnu,)dwu
+ Z /Ik(ﬁu—) (ea(vB(u,Su,j)va(u7Su,k)+fk'j(u,Su)) _ 1) defJ' (4.8)
k,j=1
k7

is a HP(P)-martingale for any p < oo, and dQ := Zy dP is an element of IP,.

Proof. For ease of notation, we define the short-hand notations

AN/ = 3" I(n—)dN} AMY = " I(n—)dM[7
k;l k?ll (49)
A (t,l‘) = Z ]k(nt*) A (t,x), [f™ (t,l‘) = Z Ik(ntf)fk] (t,x).
k=1 k=1
Note that dN/” = dM” + X" (t, ;) dt. With v := v® and
'fj (t, Sy mp) = P (ea(v(t,st,j)—v(t,St,m—)+fnj(t,Sf,)) _ 1) , j=1,...,m, (4.10)
we can write the stochastic exponential Z as
7 =& _/Z_l(t75t,,r]t7)r(t, St,ntf)th+Z/§j(t75t,’l7t,)thnj . (411)
j=1

Since &7 > —1 holds for all j, the process Z is strictly positive. To reduce notation, we make the standing
convention that functions in stochastic integrals are evaluated at (¢,S¢,n;—) unless specified otherwise.

Then we have by Yor’s formula

Z=¢£ <—/E‘1F dW) £ Z/gi dM™ | (4.12)
j=1
Thanks to Novikov’s criterion, the boundedness of ¥ 71T implies that
& (—/E_lF dW) is in the martingale space H”(P) for any p € [1,00) . (4.13)
The process ¢/ is bounded since v and the f*/’s are so. Hence, there is some constant ¢ < co such that

£ ¢ dmmi = me( gde"j>
>/ IIe(fe )

t

_ H eff()t@)\nj(s,ss)ds H (1+§?'_ ANSﬂj) (4.14)
j=1 0<s<t
< emTel(1 4 )Z= N e o,T],
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with |[A|] == supy jeq1,._my [[AN]]oo < 00. Therefore, the exponential on the left hand side in (4.14) is
bounded (uniformly in ¢) by the random variable on the right hand side. We are going to show that this
bound is in LP(P) for any p € [1,00) and thereby obtain that

& Z/fj dM™ is in the martingale space H?(P) for any p € [1,00) . (4.15)
j=1

For the integrability in question, it suffices to verify that E[exp(8N+)] < oo holds for any 8 < co with
N =30 N*. This has been done in the proof of lemma 4.1. By (4.12), (4.13), (4.15) and Holder’s
inequality we obtain that Z is in the martingale space HP(P) for any p < oo.

So, dQ := Zp dP defines a probability measure which is equivalent to P as Z > 0. Girsanov’s theorem
and Lévy’s characterization yield that

dSt == E(t, St7 nt,) th (416)
for a Q-Brownian motion Wi=W + [E7Tdt, so that @ is indeed in IP.. O

The next step introduces our candidate @ for the optimal strategy 672, and establishes some nice integra-

bility conditions. Those shall later enable us to apply the verification result of proposition 2.2.

Lemma 4.5. Define (ét)te[O,T] by 0, = grad, v (t,S;,m-) + é(zztr(t, Stﬂ)t—))_lr (t, Sp,me—) for
t€10,7), and O := 0. Let Q be the measure from lemma 4.4. Then

t
0 is S-integrable and </ 9d5’> is a Q-BMO-martingale, (4.17)
0 te[0,T]

T
and there exists € > 0 such that exp (a (B + 5/ 0, dSt>> € LY(P). (4.18)
0

Proof. Let us first show (4.17). From the definition of f, we have that 6 is left-continuous with right limits
on [0,T), and thus S-integrable in the sense of local @-martingales up to any ¢ € [0,7T'). To obtain (4.17),
it suffices to prove that

¢
(/ HdS) is a @-BMO-martingale (4.19)
0 t€l0,T)

and thereby in the martingale space H?(Q) on [0,T). Since d[S] is absolutely continuous, it follows that
(f GdS)tE[O,T] is well-defined in ‘H2(Q), and even in BMO(Q) by the form of the BMO-norm (cf. He
et al. (1992), ch. X.1). Denoting v := v”, the definition of # together with (4.16) implies that [, 6dS =
fg grad,vdS + éfg ST dW for ¢ € [0,T). To establish (4.19) it suffices to show that [ grad,vdS is a
Q-BMO-martingale since ¥~'T" is bounded by hypothesis. By (4.13),

dQ =€ (—/z—lrdw> dp
T

defines a probability measure which is in IP,. Again by Girsanov’s theorem, the processes M*/ are also
@—martingales and the multivariate point process (N*7) has the same bounded intensities A"/ (¢, S;) under
Q as under P. Recalling (4.10), it follows from (4.12) and the definition of Q that the density process of
() with respect to @ is given by the stochastic exponential

k,j=1
k#j

£ Z/gfth"j =£
j=1
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12 D. Becherer

By theorem VI.3 in Brémaud (1981) this implies that N*/ has (Q, IF')-intensity

N7 = N (8, 80) (1 T )Ty (20050008050 1)) (4.20)

Let MFi .= Nki — fj\fjdt denote the compensated (Q, IF)-point processes, and note that each A\ is
bounded since the functions v, \* and f*7 are so. Hence, each M%7 k,j € {1,... ,m}, is in M?(Q, IF).
By Ito’s formula, we obtain — recalling our convention that functions in integrands are evaluated at

(t, S¢,m—) unless specified otherwise —

grad,vdS, = dvo(t,Sy,m) — Av(t, Sy, m) — | v+ = Z a vy tel0,7),

z]l

with Av(t, S, ne) == v(t, Se, ) — v(t—, Se—, m—) = v(t, St,ne) — v(t, Se, me— ). Substituting

m

A’U(t, Sta nt) = Z Ik(nt—)(v(ta Staj) - U(tv Sta k))dNtkj
k],cj#:jl

and dNtkj = d]\ij + S\fjdt, and using the PDE for v leads to

grad,vdS, = dv(t,Sp,m)+Ledt+ Y H7dMY | te[0,T), (4.21)
k,j=1

with L and H* k,j =1,...,m, given by

1
Lt = f(tvstant—) - EHZ_l(tStant—)r(ta5t7nt—)”2

+ z A5 (ea<w<tvs~j>—v<t»8f»n~>+f’“‘(tvsm_1)_x;?j(z)(t,st,j)—v<t,st,nt7)),

Hént,

Htkj = *Ik(nt—)[{kqéj}(v(t,smj)*U(t’snk))-

Note that L and H* are bounded. Hence, the stochastic integral with respect to M on the right hand
side of eq. (4.21) is a square integrable @)-martingale. Using also the boundedness of A1 we conclude

that there is some constant ¢ < oo such that

Fq “/H’“jdﬁ’“}ip = [/Hk‘jdz\?’fj}t ‘}'t]

T T
N / (Y[ 7| = Eq / ()3 du| .| < (T~ 1)e (4.22)
t t

for all k,j and ¢ € [0,T)]. By the form of the BMO-norm (cf. He et al. (1992), ch.X.1), we conclude that
the dM-integral in (4.21) is even a Q-BMO-martingale. Hence, (4.21) shows that ([ grad,vdS)icp 1)
equals the sum of a bounded process (the first two terms on the right) and a Q-BMO-martingale (the
third term on the right). This implies that ( [ grad,v dS )tejo,T) is a square integrable Q-martingale and is
moreover even a Q-BMO-martingale. The latter assertion uses that BMO-martingales constitute a linear
space which contains all bounded martingales. This establishes (4.19) and thereby (4.17).
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Utility-Indifference Hedging and Valuation 13

Next, we prove (4.18). By definition of , we have 6 dS = grad,v dS + 1T (£X) ! dS. Replacing the
first addend by (4.21) and substituting dM* = dN* — \Fi dt = dM*5 — (\¥ — \¥J) dt then leads to

_ 1 3 m )
,dS, = do(t, Se.my) + (Qam IR + f Y L2 N (5 S0) {

j=1
1 ) .
= [ o (v(t,Se,5)—v(t,Seme— )+ £ (t,5¢)) _ _ A
- (e 1) (U(t,st,J) v(t,St,m_))}> dt (4.23)
1 r = ;
(27T AW = Y7 (0(t S0, d) — ol Seome-)) MY te0,7].
j=1

More precisely, we obtain the previous equality at first only for ¢ € [0,7T") but it extends to all of [0, 7]
since both sides describe continuous processes on [0, T]. The di-integrand and the process v on the right
hand side of (4.23) are bounded, and the stochastic integrals with respect to W and M are P-BMO-
martingales. The latter assertion follows by similar arguments as in (4.22) since the integrands again
are bounded. Hence, ( fg 0 dS)icjo,r) equals a bounded process plus a P-BMO-martingale, and by the
John-Nirenberg inequality there is some & > 0 such that

exp (aéf/(fédS) € LY(P).

In combination with lemma 4.1 and Holder’s inequality, this establishes (4.18). O

In a next step, we will show how our candidate Z for the density process of QP can be represented as an
(ordinary) exponential by means of the solution v” to the PDE-system (4.4).

Lemma 4.6. The density process Z from lemma 4.4 can be written as

t
Zt = €xp —Oé{UB(O, S07 7)0) + / gu dSu - UB (ta St7 77t)
0

- [ Sundin= Y Ty e £ 5.} (4.24)

u<t k.i=1
R

fort €0, T) and with 0 given by lemma 4.5.
Proof. We have to show Z = Z for Z denoting the exponential at the right-hand side of (4.24). In the
sequel, we use that [ f(u, Sy, n,)du is indistinguable from [ f(u, Sy, 7y—)du. To simplify notation, again
let v := vB and recall our convention that all functions in integrands are evaluated at (¢, S;,7;—) unless
specified otherwise. Then It6’s formula gives

d

dZ 1 g _ B
7t = al|v+ 3 Z avgig + (grad,v — 0)" T + %HZtr(gradwv — 0>+ f| at
t— i,j=1
. AZ
+a(grad,v — )T dW, + ==, te[0,T),
t7
and substituting the definition of  leads to
> d
A 1 i 1 i
= = - Tgigi — — |27 dt 4.25
th « 'Ut+2i’jZ:1a Vgigi 20(” || +f ( )

. AZ,
— (=7'0)" aw, +Z—t, telo,T).

t—
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14 D. Becherer

Recalling the short-hand notations N, M" X" and f" from (4.9), we have

AZ L
,Zvit = exp a(v(t,St,nt) —o(t, St,m—) + Z fhi (t’St)I{nt—:kﬂ%:j}) -1
t— k,j=1
ki

— Zl{nt—ij} (ea(”(tstd)—"(t,stﬂ?t—)""f"j(tvs‘)) — 1) ANtnj, tel0,7),
j=1

and ANV = dNJ¥ = dM]¥ 4+ X" (t, ;) dt. Substituting these terms into (4.25) leads to

= d
dZ, 1 3 1
=— = ! v—&—fE avgigs — —||Z7ID + f
Zt7 t 2 = ztr 20(” ||

1 o ] , N y
+Ezll{m_¢j}/\m(t,st) (ea(v(tvsm v(t,Seme)+f (t,St))_l) it
i=

(E 1F th Zl{nt £it ( 1 ’U(t,St,j)f’U(t,St’ntf)+f"j(t,st)) — 1) th"”

for t € [0,T), and by using the PDE for v this simplifies to
dZ, —1pybr "
= = (2T AWy + > g dMP, te0,T), (4.26)
t— j=1
with &7 given by (4.10). Now, the definition (4.11) of Z as a stochastic exponential and the SDE (4.26)
for Z imply that Z; = Z, fort € [0,T). This equality extends to all of [0, 7] since both Z and Z are a.s.

continuous at 7. The latter follows from Np = Np_ and My = Mp_ (P-as.). O
Using the previous lemmata, we now have everything in place to finalize the

Proof. (Theorem 4.3) We apply the verification result of proposition 2.2. The density Zr of the measure
Q@ from lemma 4.4 can be written by lemmata 4.6 and 4.5 just in the form, which is required for the
verification result. Therefore, Q = QP is the solution for the dual problem, and § = 6 is the optimal

strategy. This proves theorem 4.3. O

In the previous lemmata, we moreover have derived two explicit descriptions for the IF-density process

of the optimal measure Q7 for the dual problem from proposition 2.1. We state this as a separate result.

Corollary 4.7. Suppose the assumptions for theorem 4.3 hold. Then, the density process with respect to
P of the optimal measure QP to (2.5) is given by the process Z from lemmata 4.4 and 4.6, and § = 65.
In particular, the density process of QP can be represented as a stochastic exponential (4.8) and also as
an ordinary exponential (4.24) by means of the solution v to the PDE system (4.4).

Comparing the exponential form (4.24) of the density process of Q? with the general representation (2.9)

in §2 gives an interpretation for the term

t
CtB :U tSt7T]t +/f u, Suvnu)du+z ZI{"]ufzk,’r]u:j}fkj(uasu) (427)
0 u<t 1:;4

which appears in the exponent of the density process. Following eq. (2.10) plus subsequent remarks,
the quantity (4.27) represents the current (exponential) certainty equivalent of the remaining effective
liability at time ¢.
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The previous results in particular provide explicit formulae for the density of the minimal entropy mar-
tingale measure QU in the special case B = 0. We refer to Grandits & Rheinlinder (2002) and Miyahara
(1996) for related results in different stochastic models. Moreover, we obtained the solution Q7 to the dual
side of the utility maximization problem with an additional terminal liability B. By the duality relation
from proposition 2.1, the description of the dual solution immediately implies a PDE-type description for

the solution of the (primal) optimal investment problem with additional liability B.

Corollary 4.8. Suppose the assumptions of theorem 4.3 hold. Then

—exp <—a(m+/0T 6Bds — B)) —exp (—a(x—!—/OT 0dS—B)>
B

and the optimal strategy 08 € © o is given by theorem 4.8 and essentially described via vP.

E = sup F , r€IR,

0€O pm

In the following, we will see that the solution to our utility indifference pricing and hedging problem is

also given by the solution to a system of interacting semi-linear PDEs.

Let us briefly relate our results to the existing literature. PDE-type solutions for expected utility max-
imization in incomplete markets under an additional terminal liability have been studied by several
authors. Let us single out the works by Davis (2000, unpublished), Henderson & Hobson (2002), Hen-
derson (2002) and Musiela & Zariphopoulou (2002, unpublished), and refer to section 4.3 in Delbaen
et al. (2002) for a survey with further references. Throughout, these authors consider classical incomplete
models, i.e., models with a Brownian filtration where the asset prices S are given by a diffusion process,
and incompleteness arises from the fact that there are more Brownian motions (sources of risk) than
tradable risky assets. This modeling differentiates their work from ours. So far, more explicit results on
the utility maximization problem with an additional liability in (incomplete) diffusion models have been
achieved basically for the case where the price of a single tradable asset evolves as a geometric Brownian
motion. With a view towards applications in life insurance, a recent article by Young & Zariphopoulou
(2002) considers a model with a geometric Brownian motion for the risky asset price, and an independent
point process with deterministic intensity whose first jump represents the death of the policy holder. This
setting fits into our Itd6 and point process model. In comparison, their results rely on formal Hamilton
Jacobi Bellman arguments from dynamical programming, while the present article uses martingale du-
ality methods as verification results. Another contribution of the present article is the modeling of the
tradable assets and further risky events by interacting It6 and point processes. To our knowledge, this
model is new and has not been considered in the present context so far. The interacting structure al-
lows for several mutual dependencies between tradable and non-tradable factors of risk, but still permits
for fairly explicit and interpretable solutions. For the utility optimization problem and similarly for the
utility-indifference problem, the solutions are described by the unique classical solution to a system of
PDESs which is linear in all derivatives. All coefficients appearing in the PDE system are explicitly given in
terms of parameters of the financial model. Conditions are given for “sufficient regularity”, which ensure

existence and uniqueness for the PDE and seem adequate for typical parameterizations in finance.

(¢) wtility-indifference hedging and pricing

By using the results from the last section, this section describes the solution for the indifference price
process and the corresponding hedging strategy in terms of reaction diffusion systems.
Provided the assumptions for theorem 4.3 do hold for the claim B and also for the zero claim 0, the

density process of the minimal entropy martingale measure Q° € Py N IP, is described by the unique

Article submitted to Royal Society



16 D. Becherer

solution v* € Cp*([0,T) x D x {1,...,m}, IR) to the reaction-diffusion system

d
1
v?(t,x,k)+§ > a (k) ol (k)
i,j=1

1 —1 2

2

iR 1 04 2 y_u0

kj = (e’ (tz,g) v (tz k) _ —
+3 A (t,z)a(e 1) 0, (t2)e[0,T)xD,

kot
and 0%(T,z, k) = 0, zeD,

with & = 1,...,m. With v° solving (4.28) and v? solving (4.4), the difference v™ = vP — 1% solves the
PDE-system

d
1
Ttz k) + 52 Itz k) vl (t, o, k)

+ f(t,z, k) (4.29)
1 x N ki
k] = (a0 (t,x,5) =0T (tx,k)+ T (ta)) —
—i—ZA txa(e 1) 0, (t,z)€l0,T)xD,
k#J
and v (T, z, k) = h(z,k), xz€D,
with
AR (8, 2) = AP (8, 2)e@(" (hed) =0 (twk)) (¢ 2) € [0,T] x D . (4.30)

To see this, note that the PDEs which describe vZ and v° are linear in all terms but one. Calculating

the difference of these non-linear terms, using the equality

ea(vB(t,z,j)f'uB(t,a:,k)+fkj (t,x)) ea('uo(t,m,j)fvo(t,x,k))

— ea(vo(t,x,j)—vo(t,m,k)) (eoz(v”(t,m,j)—v"(t,m,k)+fkj(t,m)) _ 1)
and the definition (4.30) then leads to (4.29).

Remark: (Interpretation of the functions A*7)

Let us provide some interpretation for the functions A*/ | k # j, which appear in the PDE-system (4.29)
for v™. By eq. (4.20) in the proof of theorem 4.3 — applied for B = 0 — and the definition (3.2) of n, we
have that Iy(n,—)A" (¢, S;) with k # j is the (Q, IF')-intensity of the point process Y., I (1ns—)I;(ns),
t € [0,T], which counts the jumps of 1 from k to j. In this sense, the functions Akj,_k # j, describe
the intensities of the process 7 to jump from one state to another with respect to the minimal entropy
martingale measure Q°. In comparison, the corresponding functions with respect to the objective measure
P are given by \¥7 k # j.

We will need that
there is an unique solution v° € C;*([0,T) x D x {1,...,m}, R) to the PDE (4.28). (4.31)

Again, sufficient conditions for (4.31) are given by proposition 4.2. Note that the assumptions of propo-
sition 4.2 automatically hold for the zero claim 0 when they do hold for the claim B.
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Theorem 4.9. Suppose that (4.31) holds in addition to the assumptions for theorem 4.3. Then there is
a unique function v" € C;’Q([O,T) x D x {1,...,m}, R) which solves the PDE-system (4.29), and the
utility-indifference price process (mt)iefo,r) and the hedging strategy ¢ € O pq for B are given by

t m
ﬂ-t(B) = ’Uﬂ<t7St777t) +/ f(uasqmnu) du+z Z I{nufzk,nu:j}fkj(l% Su) and
’ st
wt(B) = gra‘dxv(ta St7 77t—) ) te [07 T) )

and Yr(B) = 0. In particular, 7(B;a) = mo(B) = v™(0, S0, m0) is the utility-indifference price.

Again (cf. the remark following theorem 4.3) it is rather arbitrary to set ¢p(B) = 0 since the value of
¥(B) at T does not affect the integral [ (B)dS, i.e. the equivalence class of ¢(B).

Proof. Under the given assumptions, theorem 4.3 applies to both claims B and 0. By the foregoing
considerations, we know that v —v° solves (4.29). To see that this solution is unique, let v™ € Cp % ([0, T') x
D x {1,...,m},IR) denote any solution to the PDE-system (4.29). It is straightforward to verify that
v9 4+ o™ satisfies the same PDE-system (4.4) as v2. Hence, v™ = v® — v° by the uniqueness of vZ. This

implies
grad, v (t,z, k) = grad, v? (t, z, k) — grad,v°(t, 2, k), (t,z,k) €[0,T) x D x {1,...,m},

and v™ (T, St,nr) = vB(T,Sr,nr) — 0 = h(St,nr). Substituting the formulae for 67 and §° from
theorem 4.3 in the definition of ¥(B) := 68 — 0° yields

wt(B) = gtB - 0? = gradva(t, Sta nt*) - gradxvo(t, Sta nt*) = gradmvﬂ-(t? Stv nt*) ) te [0’ T) ’

and v is in © ¢ since #2 and #° are in this linear space. Finally, the definition 7y := ¢? — ¢ leads to the

claimed form of the utility-indifference price process. To see this, recall the representation of eq. (4.27)

for ctB and ¢?, respectively, and recall that v™ = vB — 0. O

The theorem shows that the solution to our indifference pricing and hedging problem can be determined
from the unique solution to the PDE-system (4.29). Note that this system involves v° by eq. (4.30). So
one needs first the unique solution v° to the system (4.28) — which involves only the coefficients of the
underlying financial model — in order to determine (7;) from (4.29). In some situations this dependence
on v¥ disappears and

ARt x) = Nkt x), (t,x) €[0,T] x D,

holds for all k # j. Then, eq. (4.29) alone determines the solution to our problem. Suppose for instance
that the coefficients ¥ and T in the SDE (3.1) that drives S depend only on (¢, z) but do not vary in k,
ie. T'(t,z, k) = T'(t,z,j) and X(¢t,z,5) = (¢, z,k) for any k,j = 1,...,m and (¢,z) € [0,T] x D. This
means that the non-tradable stochastic risk factor (7;) does not affect the dynamics of the asset prices
S but only the asset prices can affect the intensities of 1. The liability B, however, might depend on the
common evolution of 7 and S. In this situation the solution v° to the PDE (4.28) does not vary in k and
therefore
et )=t k) — 1 for (t,z) € [0,T] x D, k,j€{1,...,m}.

Hence, A*J equals A/ for all k, j and the PDE-system (4.29) for v™ (, z, k) involves only coefficients which

are directly given by the underlying financial model.
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5. Appendix: An Existence and Uniqueness Result

This appendix states an existence and uniqueness result which ensures the existence of a unique classical
solution to a semi-linear system of parabolic partial differential equations with interaction of exponential
form. For our It6 and point process model, such reaction-diffusion systems describe the solution for the
utility-indifference valuation and hedging problem, and also the solution for the utility maximization
problem with an additional liability.

For the subsequent Feyman-Kac type result, we need a probabilistic framework as follows. Let T' € (0, 00)
be a fixed time horizon, D a domain in IR?, i.e. an open connected subset, and m € IN. For (t,z,k) €

[0,7] x D x {1,...,m}, consider the following stochastic differential equation in IR?
Xp"P=xeD, dXEUF =bp(s, XPUF)ds + 3 B (s, XUR) AW, s € [t,T], (5.1)
j=1

for continuously differentiable functions by : [0,7] x D — R% and %y ; : [0,T) x D — R4, j =1,...,r,
with an r-dimensional Brownian motion W = (Wj)jzlw,r. We write by and each X, ; as a d X 1 column
vector and define the matrix-valued function $j : [0,7] x D — R*" by %Y := (%} ;)’. Being of class
C!, the functions by, and ¥, are in particular locally Lipschitz continuous in x, uniformly in ¢. So (5.1)
has a unique (strong) solution up to a possibly finite random explosion time, cf. Protter (1990), th.V.38.
We suppose additionally that for all k, t and z the solution X»**¥ does not explode but stays within D

up to time T, i.e.
P[X!™% e D forallse[t,T]] =1. (5.2)

To formulate our partial differential equation, let us define operators £*, k = 1,...,m, on sufficiently
smooth functions f : [0,T] x D — IR by

i 9 o 52
(A )00) = S tht) 50 5 3 om0

.....

[0,T] x D x IR™ — IR™, we consider the system

0 .
&vk(t,m) + LRt ) + ¢*(t,z,v(t,x)) = 0 ,(t,z)€[0,T) x D, (5.3)
with o*(T,z) = h¥@x) ,z €D,
of k =1,...,m interacting semi-linear partial differential equations with boundary conditions at terminal

time T'. These m partial differential equations are interacting via the g-term which may depend on all m
components of v(t,z) = (v*(t,x))k=1,. m and is specified below.
We need the following assumptions on the coefficient functions of the PDE (5.3):

There exists a sequence (D,,)nen of bounded domains with closure D,, C D (5.4)
such that US>, D,, = D, each D,, has a C’Q—boundary,

det ag(t,z) # 0 for all (¢t,2) € [0,T] x D and k=1,...,m, and (5.5)

h:D — IR™ is bounded and continuous. (5.6)

Note that the functions by, and ax = X34 are uniformly Lipschitz-continuous on [0, 7] x D,, for any n,

since they are of class C' on [0,T] x D.
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Finally, the function g : [0,7] x D x IR™ — IR™ is taken to be of the form

g*(t,z,v) = fE(t, z) + ZI{j;ék})\kj(t,m)é (eo‘(“j_”k"’fkj(t’w)) - 1) , k=1,...,m, (5.7)
j=1
with @ € (0,00), and functions f*, f* € CL([0,T] x D, IR) and A\¥9 € C}([0,T] x D, [0,00)) which are
bounded and of class C' with respect to both arguments on [0,77] x D.
Let Cp*([0,T) x D, IR™) denote the space of continuous bounded functions v : [0,T] x D — IR™ which
are of class C1'? with respect to (t,z) € [0,T) x D. Note that the C'2-condition is only imposed on
[0,T) x D while continuity is required on [0,7] x D.

Proposition 5.1. Suppose that the conditions (5.2) and (5.4)—(5.6) hold, and g is of the form (5.7).
Then there is a unique classical solution v € C’;’Q([O,T) x D, IR™) to the system (5.3) of interacting
partial differential equations, and v satisfies the Feynman-Kac representation

T
Uk(t,.’L‘) - F hk(Xélx’k) +/ gk(s,X?r’k,’U(S,Xﬁ’m’k))dS
t

fork=1,...,m and (t,x) € [0,T] x D.

For details on the proof we refer to Becherer (2001), theorem 7.3.2; and note that a more general result
is contained in Becherer and Schweizer (2002, unpublished). A brief sketch of the main line of proof is
as follows. First, one considers interacting parabolic PDE-systems where the interaction term satisfies
a Lipschitz condition. Here, a fixed point argument in combination with a suitable Feynman-Kac result
ensures existence and uniqueness of a classical solution. Those results can then be extended to cover the
case with interaction of exponential form, by using certain monotonicity properties of the exponential

interaction term in combination with truncation and stopping arguments.

Remark: Note that only local conditions are supposed for the coeflicients functions b and a in order to get
a classical solution on a domain D, which might be unbounded. In particular, b and a are not supposed
to be bounded or of linear growth, which would exclude parameterizations for drift and volatility which

are common in financial models; cf. Heath & Schweizer (2001) for examples.

This article is based on chapter 3 of my thesis. Financial support by the German Science Foundation via
Graduiertenkolleg “Stochastic Processes and Probabilistic Analysis”, TU Berlin, and via National Research Cen-
ter SFB 373 “Simulation and Quantification of Economic Processes”, Humboldt University, is gratefully acknowl-
edged.
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